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on three areas: 1) the financial well-being of the elderly, with special em-
phasis on saving for retirement; 2) the labor force participation of older
Americans, with substantial analysis of the role of employer-provided
pension plans and Social Security provisions in encouraging early retire-
ment; and 3) the role of housing, both as a potential source of financial
support after retirement and in the determination of living arrangements
as people age. More recently, we have sought to understand the reasons
for the rapid growth in the cost of medical care, as well as the benefits of
that care. (The economics of aging program and the health care program
have been coordinated closely under the “Aging and Health Care Pro-
grams” that I oversee. Details of work in the health care program were
reported by Alan M. Garber in the Winter 1995/6 issue of the Reporter.)

The NBER’s Program on the Economics of Aging began in 1986. Since
that time, it has included a large number of research projects, many of
them integrated as part of coordinated investigations. Indeed, the pro-
gram has developed primarily around these large coordinated research
|' projects that are structured to address simultaneously several interrelated

. issues in the economics of aging. Central infrastructure for the program
now is provided through a National Institute on Aging (NIA) “Center for

Aging and Health Research” at the NBER. The Center has been instru-

mental in maintaining and expanding data files that support a broad array

of ongoing research projects. There has been a particular focus on acquir-
ing health care data that are used to support health care research within

‘ G our program.
' \."43;

*David A. Wise is a professor of economics at Harvard University’s Kennedy School
of Government and director of the NBER’s Program on the Economics of Aging.
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The Center also promotes re- O
search abroad on the economics of -
aging and facilitates coordinated in-
ternational projects. One ongoing
project on international social securi-
ty, coordinated by Jonathan Gruber
and me, evaluates the effects of gov-
ernment-directed social security pro-
grams around the world on the labor
force participation of older workers.
The Center supports an emerging
project, coordinated by David E.
Bloom, on the implications of the
government retirement program in
South Africa. Further, we have an
ongoing joint project with the Japan
Center for Economic Research,
which has focused on issues that are
of common concem in Japan and
the United States. Individual projects
under this program have directed at-
tention to saving and labor force is-
sues in Canada, Germany, Taiwan,
and several other countries.

Much effort also has been direct-
ed to atfracting young researchers to
the economics of aging. To this end,
our NIA Fellowship Program each
year provides fellowships to two or
three graduate students who are en-
gaging in research on the economics
of aging. In addition, it provides two
or three postdoctoral fellowships
each year to young professors, enab-
ling them to spend a year at the
NBER to do research on issues in the
economics of aging and health care.
The postdoctoral fellows in the past
two years were: Dora L. Costa, MIT;
Hilary W. Hoynes, University of Cali-
fornia, Berkeley; Brigitte C. Madrian,
University of Chicago; Kathleen M.
McGarry, University of California, Los
Angeles; David O. Melizer, University
of Chicago; and Douglas O. Staiger,
Harvard. The effort to attract young
researchers to our program also is re-
flected in four recent NIH First Inde-
pendent Research Support and
Transition (FIRST) awards granted to “
young members of the économics of
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aging research group: David M. Cut-
ler, Mark B. McClellan, Gruber, and
Madrian.

Much of our recent research on
the health care of the aged is based
on unique and very extensive Medi-
care claims files, and on employer-
provided medical insurance claims
files that have been amassed under
the infrastructure of the aging pro-
gram, including the Center for Aging
and Health Research. McClellan has
played the key role in developing
the Medicare files, and he and I have
put together the employer files. Cur-
rent and future research also will
rely heavily on the new Health and
Retirement Survey (HRS) and the
new Survey of Asset and Health Dy-
namics Among the Oldest Old
(AHEAD). These longitudinal sur-
veys are sponsored by the NIA, and
are structured to support research on
individuals over age 50, as they age
through retirement and other life
transitions. As new waves of these
surveys are collected every two
years, these data will provide a com-
prehensive picture of issues affecting
the health and well-being of older
Americans, and will be an important
source of information for our re-
search. Although research under our
program has been funded through a
wide range of sources, we have
been aided especially by the broad
support we received from the NIA.

Participants in the aging program
have written over 200 papers. Some
of these appear in a series of books
published by the University of Chica-
go Press, including: The Economics
of Aging (1989), Issues in the Eco-
nomics of Aging (1990), Topics in the
Economics of Aging (1992), Studies
in the Economics of Aging (1994),
Aging in the United States and Japan:
Economic Trends (1994), Advances
in the Economics of Aging (1996),
and The Economic Effects of Aging in
the United States and Japan (forth-

coming). I will now discuss a sample
of our work.

Pension Plans, Health
Insurance, and the
Labor Market

The American population is aging
rapidly, and individuals are living
longer. Yet Americans are saving lit-
tle, and older workers are leaving the
labor force at younger and younger
ages. The prospect is for a shrinking
proportion of labor force participants
supporting a growing fraction of re-
tired pérsons. The trend is unlikely
to be sustainable and will have to be
addressed if the federal budget is to
be brought into balance. It now
seems clear that much of the decline
in labor force participation can be at-
tributed to the provisions of employ-
er-provided pension plans, as well as
to the provisions of Social Security.
The goal of pension plans is to pro-
vide a means of support in retire-
ment. Indeed, the plans have al-
lowed employees to retire at earlier
ages. But pension plans not only
provide a means of support in retire-
ment. Plan provisions that determine
how prospective benefits increase or
decrease with age (the “accrual” of
benefits) can provide enormous in-
centives to work until a certain age
and to take early retirement there-
after. As the cost of health insurance
has increased, the availability of re-
tiree health insurance also may have
played an important role in retire-
ment decisions.

Employer-Provided Pension
Plans and Farly
Retirement

A series of studies that I did with
Robin L. Lumsdaine and James H.
Stock demonstrated the dramatic ef-
fect of defined-benefit pension plan
provisions on retirement behavior.

The accrual of benefits under these
plans typically provides large finan-
cial incentives to continue working at
some ages and to retire at other ages.
These incentives generally encourage
early retirement and penalize contin-
uation in the labor force at older
ages. For example, firm pension
plans commonly provide a large in-
crease in benefits at the early retire-
ment age, which is often 55. Al-
though employees become eligible
for larger pension payments by con-
tinuing to work, the increase is rarely
large enough to compensate for the

- delay in receiving benefits. This in-

duces substantially younger retire-
ment than would occur without the
plans. The substantial effect of pen-
sion plan incentives on retirement
behavior has been confirmed with
data from several companies, as well
as option value and dynamic pro-
gramming models of retirement.}
This series of studies also has
shown that among workers cov-
ered by both Social Security and a
typical employer pension plan, the
effect of pension plan provisions
on retirement age is far more sig-
nificant than the effect of Social Se-
curity provisions. Indeed, the re-
tirement of most employees cov-
ered by typical defined-benefit
pension plans would be unaffected
by planned changes in Social Se-
curity provisions, because a large
fraction of these employees already
have retired by the age at which
those provisions become impor-
tant. Those without employer plans
would be affected; an increase in
the Social Security early retirement
age would have the greatest effect
on employees without firm pen-
sion plans.

A study that I did with John Au-
sink? examines the effects of com-
pensation and pension arrange-
ments on the decisions of Air Force
pilots to retire from the military.
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The option value model of retire-
ment used in this study predicts re-
tirement rates far more accurately
than the “annualized cost of leav-
ing model” that has been used by
the military. For example, to en-
courage people to leave the mili-
tary, the Air Force has instituted at
least two incentive programs since
1992. Fewer officers than expected
applied to either program. Apply-
ing the option value model, how-
ever, Ausink and I find that the ef-
fects of temporary annual retire-
ment bonuses, such as Aviator
Continuation Pay, are small. In-
deed, the bonus amounts must be
extremely large to induce depar-
ture rates that come close to Air
Force objectives.

An apparent anomaly in the pat-
tern of retirement ages is the high
retirement rate at age 65. Lums-
.daine, Stock, and I> conclude that
the high rate at this age cannot be
explained entirely by the financial
incentives inherent in pension plan
and Social Security provisions. Nor
can it be explained entirely by the
availability of Medicare at age 65.
We conclude that much of the high
rate at age 65 must be attributed to
a Social Security “age 65 normal re-
tirement effect.” To the extent that
this is true, it implies that changing
the normal retirement age could
have effects on departure from the
labor force, independent of chan-
ges in the financial incentives of
the provisions.

New information that ‘has been
collected for the first time through
the Health and Retirement Survey
confirms the effects of employer-
provided pension plans. The sur-
vey asks respondents a series of
questions about the “subjective
probabilities” of various events.
One example is the likelihood that
a person will work past age 62.
Michael D. Hurd and McGarry find

that persons without defined-bene-
fit pension plans are much more
likely than those with such plans to
say that they expect to work past
age 62.4 Controlling for pension
plan and health status, I find in ad-
dition that. persons without retiree
health insurance are more likely to
say that they expect to work past
age 62.5

Ongoing research is based pri-
marily on data from the new
Health and Retirement Survey. This
resource will enable us to analyze
much more varied retirement plan
provisions than those from individ-
ual firm data, and to assess the
joint effects of other worker charac-
teristics, such as their health bene-
fits, income and wealth from other
sources, and health status.

Health isurance and
Labor Force Participation

In a series of papers, Gruber
and Madrian considered the extent
to which the availability of retiree
health insurance influences retire-
ment. Although the vast majority of
working individuals aged 55-64 re-
ceive health insurance coverage
through their employers, not all
employers offer retiree health in-
surance. Employees who retire be-
fore age 65 without retiree health
insurance face the prospect of go-
ing without insurance until they
become eligible for Medicare at
age 65, or of paying large premi-
ums for individually purchased in-
surance. Thus persons without in-
surance may be less likely to retire
than those who are covered by re-
tirce health insurance. One study
by Gruber and Madrian finds that
state and federal continuation-of-
coverage mandates (laws allowing
individuals to continue purchasing
employer health insurance for a
specified number of months after

leaving the firm) lead to higher re-
tirement rates.® A study by Madrian
compares the retirement behavior
of men whose spouses are eligible
for Medicare versus those who are
not eligible.” The results show that
55-t0-69-year-old men with eligible
spouses are much more likely to
retire than those whose spouses are
not eligible for Medicare. The impli-
cation is that the availability of health
insurance for the spouse makes it
less costly for the man to retire.

Another study by Madrian finds
that employees at companies that
provide retiree health insurance re-
tire 5-16 months earlier than em-
ployees at companies without such
insurance.® This series of studies
suggests a significant relationship
between health insurance and re-
tirement that is being evaluated
further in ongoing research.

In a series of studies, Gruber
and Madrian also consider the in-
fluence of health insurance on job
mobility. The prospect that health
insurance from a new employer
may not continue existing-employ-
er coverage, Or may not cover pre-
existing conditions, decreases vol-
untary job turnover by about one-
fourth, from 16 percent to 12 per-
cent per year.” Another study finds
that continuation-of-coverage man-
dates increase job mobility.1% One
year of continuation benefits is as-
sociated with a 5 percent increase
in mobility for those with health in-
surance. A third study confirms the
effect of continuation of coverage,
not only in increasing job mobility,
but also in increasing the number
of individuals who experience pe-
riods without a job.!! This study
also finds that continuation man-
dates increase the total amount of
time spent unemployed.

In a related paper, Cutler and
Madrian consider the effect of ris-
ing health insurance costs on hours
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worked.!? Specifically, they evalu-
ate the extent to which employers
respond to higher health insurance
costs by hiring fewer workers who
work for more hours, thereby
economizing on the “fixed cost” of
health insurance per worker. They
estimate that the increasing cost of
health insurance between 1980 and
1992 led to an average increase of
one to two hours worked per
worker per week.

Retirement Saving and
Asset Accumulation

It often is presumed that sup-
port in retirement is provided by
three legs: Social Security, employ-
er-provided pensions, and personal
saving. For most Americans, how-
ever, the first leg is very tall, the
second leg is shorter, and the third
leg barely clears the ground. Re-
search on the financial status of
older Americans that I conducted
with James M. Poterba and Steven
F. Venti finds that the median level
of personal financial assets of those
on the verge of retirement was
only about $7000 in 1991. Howev-
er, contributions to personal retire-
ment accounts have expanded very
rapidly since the early 1980s when
they were first introduced. Contri-
butions to IRAs reached a peak of
$38 billion in 1985, and were made
by 16 million individuals. Contribu-
tions fell by over 75 percent after
the tax advantages were limited by
the.Tax Reform Act of 1986, and
higher-income families virtually
stopped contributing. Contributions
to 401(k) plans, however, contin-
ued to grow, from zero in the early
1980s to over $60 billion today,
with over 20 million participants.
Now, .contributions to targeted re-
tirement saving accounts exceed
contributions to conventional em-
ployer-provided pension plans.

Thus this form of individual retire-
ment saving is likely to have an in-
creasingly important role in the
support of future retirees.

The Saving Effect of IRA
and 401(R) Programs

In a series of papers, Venti, Po-
terba, and I, and Venti and I have
considered whether IRAs and
401(k) programs have added to
personal saving. These studies find
that IRA and 401(k) plans have
added substantially to the net sav-
ing of contributbrs. Indeed, we find
very little substitution between con-
tributions to these accounts and
saving in other forms. In a recent pa-
per with Poterba and Venti, I show
that as assets in these accounts grew
between the early 1980s and the
early 1990s, there was essentially
no change in the other financial as-
sets of contributors.!3 We also find
that, after controlling for income
and other personal attributes, per-
sons eligible for a 401(k) plan have
accumulated substantially more in
financial asset saving than those
who are not eligible for such a plan,
even though at the outset of the
401(k) program the two groups had
essentially the same level of assets.

In a forthcoming paper'4 that
possibly may provide the best sin-
gle evidence on the saving effect of
IRA and 401(k) plans, Venti and I
find that younger cohorts who
reached a given age in a later year,
and thus had more years to con-
tribute to these plans, had substan-
tially more in financial assets than
older cohorts. The difference was
explained entirely by contributions
to these special saving programs.
We found no differences between
cohorts in non-TRA—401(k) saving.
Venti and I conclude that the young-
est cohorts in the analysis will have
accumulated much more in person-

al financial assets by the time they
retire than cohorts that are retiring
now. These and the results of sev-
eral other methods for inferring the
effects of these programs are sum-
marized in my research summary
that appeared in the Fall 1995 issue
of the NBER Reporiter.

In an extensive compilation of
the key evidence on IRA and
401(k) saving, Poterba, Venti, and
1*5 provide a detailed summary of
a series of analyses. This paper in-
volves the method used to control
for saver heterogeneity, and also
attempts to reconcile the results
with the results of analyses by oth-
er researchers, which in some
cases come to different conclu-
sions. In addition, we present new
results on the potential trade-off -
between IRA and 401(k) assets and
housing equity, concluding that
there is little systematic relationship
between housing equity and saving
in the special retirement saving ac-
counts. We also present a detailed
critique of the often-cited paper by
Gale and Scholz, which concluded
that IRA contributions were offset
completely by a reduction in other
saving. Based on our analysis of
the data used by Gale and Scholz,
including calculations based on a
replication of their model, we con-
clude that their results are inconsis-
tent with the raw data and cannot be
supported by their formal model.

Extending this line of research
to include international compar-
isons, Venti and I are studying the
saving effect of Registered Re-
tirement Saving Plans (RRSPs) in
Canada.!$ Like the IRA and 401(k)
programs, the RRSP program is
structured so that individuals de-
duct plan contributions from in-
come for tax purposes. Interest ac-
crues tax-free until withdrawal,
when taxes are paid. RRSPs were
first introduced in Canada in 1957.

NBER Reporter Summer 1996 5.



They became a prominent form of
saving in the early 1970s, and in
1992 accounted for about one-third
of personal saving. Aggregate data
on savings rates suggest that thz
divergence in previously similar
Canadian and U.S. personal saving
rates—when Canada’s saving rate
grew much faster than the U.S. sav-
ing rate—coincided with the
growth of the RRSP program begin-
ning in the early 1970s. Based pri-
marily on cohort analysis, Venti
and I conclude that RRSPs con-
tributed substantially to personal
saving in Canada, and for the most
part did not substitute for other
forms of saving.

A study by Leslie E. Papke,. Mit-
chell Peterson, and Poterbal” re-
ports the findings from a small sur-
vey of firms that provide 401(k)
plans for their employees. The re-
sults suggest that few 401(k) plans
replaced preexisting defined-bene-
fit pension plans, although a sub-
stantial fraction replaced previous
defined-contribution thrift and
profit-sharing plans. The survey re-
sults also provide new evidence on
patterns of 401(k) participation.
The authors find significant persis-
tence in firm-level participation
rates from one year to the next,
which supports the view that
401(k) participants are not making
marginal decisions about whether
to contribute to the plan in a given
month, or even year, but rather
make long-term commitments to
participate in these plans:

Other Determinants
of Financial Status

Housing and
Other Saving

Housing equity is the major as-
set of a large fraction of Americans.
Rapid increases in housing values

6. NBER Reporter Summer 1996

over the past two decades in par-
ticular have motivated considera-
tion of the possible trade-off be-
tween housing equity and financial
asset saving. And, demographic
trends raise questions about the fu-
ture value of home equity itself.

Daniel L. McFadden finds that
future demographic changes in the
United States will cause a reduction
in the real value of housing.1®
These projected declines in the val-
ue of homes that will affect the fi-
nancial status of future retirees
contrast with the large capital gains
earned by the current generation of
elderly homeowners. The real in-
flation-adjusted rate of return on
housing investments, which has
been substantial for past retirees, is
projected to become negative in
the future. A related study by
Hoynes and McFadden concludes
that there is very little trade-off be-
tween housing equity and financial
asset saving.!® In particular, they
conclude that no adjustment in
nonhousing assets is made in re-
sponse to housing price changes,
which could have important impli-
cations for the welfare of the elder-
ly in the future.

Social Security,
SSI, Transfers

Although the financial status of
the elderly relative to younger per-
sons has increased substantially in
the past two or three decades,
some elderly are poor. The limited
poverty of the elderly is concen-
trated among widows. In earlier
work, Hurd and I found that many
widows who were not poor before
the death of a spouse became poor
after the death. Much of the reduc-
tion in income that places widows
below the poverty level is attribut-
able to the reduction in Social Se-
curity benefits at the spouse’s

death. Thus we?? have explored
the effect of changes in Social Se-
curity provisions on the financial
status of widows. We find that
poverty rates of widows could be
reduced materially by an increase
in survivorship benefits funded by
a reduction in the benefits of cou-
ples. For example, a 20 percent in-
crease in survivorship benefits
would have reduced the 1989 pov-
erty rate of widows from about 39
to about 20 percent. The poverty
rate of couples would have in-
creased from 6 to 8 percent under
this scenario.

McGarry has considered partici-
pation in the Supplemental Security
Income Program (SSI).?! Using a
sample from the Survey of Income
and Program Participation, McGar-
ry finds that only 56 percent of
those determined to be eligible for
SSI are receiving benefits presently,

and that participation is determined §&§

primarily by the financial situation
of the eligible individuals. Al-
though all those eligible for SSI are
poor, those with little in the way of
other resources are significantly
more likely to participate. This
finding may be at variance with the

‘widespread beliefs that eligible in-

dividuals are discouraged from par-
ticipation by the difficulty of the
application process, or that many
are uninformed about the program.

Intergenerational transfers also
can play a role not only in the fi-
nancial status of the elderly, but in
the financial status of their aging
children as well. The incidence and
determinants of intergenerational
transfers have been considered in
two studies?? by McGarry and Rob-
ert Scheoni, using data from the
Health and Retirement Survey and
the Asset and Health Dynamics
Survey. They find that intrafamily
transfers from parents to children,
and from adult children to eldery




parents, are directed disprdportion—
ately to the less-well-off families.
These results hold for both the in-
cidence of transfers and for the
amounts. For example,-within a
given year, adult children in the
lowest income category were 6 per-
centage points more likely to re-
ceive a financial transfer from their
parents. On average they received
over $300 more than siblings in the
highest income category.

Aging and
Income nequality

Angus S. Deaton and Christina
H. Paxson consider the relationship
between the aging of the popula-
tion and the distribution of income

and assets.23 Because the distribu-

tion of income and wealth is more
unequal. at older than at younger
ages, the aging of the population
appears to result in a more un-

‘Qequal distribution of income in the

population as a whole. In some
countries, the distributional conse-
quences of the aging of the popu-
lation may lead to more individuals
at very low income levels than now.

Differential Mortality
and Wealth

A series of studies consider the
implications of the higher mortality
rates of people with fewer financial
resources. Two studies have been
completed recently on differential
mortality and wealth accumulation.
One by Orazio Attanasio and
Hoynes?* finds that mortality rates
among the lowest wealth quartile

_ are about three times as high as

mortality among the highest quar-
tile for households at age 65; this
disparity increases with age. One
implication of this result relates to
life-cycle saving patterns. Because

@ wealthier individuals tend to live

longer, the average wealth level at

increasing ages overstates the life-
cycle wealth pattern at older ages.
The implication is that there is sub-
stantially more dissaving among the
elderly than has been estimated us-
ing unadjusted wealth-age profiles.

A related study by Hoynes,
Hurd, and Harish Chand?> incorpo-
rates differential ‘mortality into esti-
mates of Social Security wealth. Be-
cause wealthier individuals live
longer, they receive Social Security
benefits over a longer period. Thus
their estimated Social Security
wealth (the discounted value of ex-
pected future benefits) is higher,
not only because their annual So-
cial Security income is higher, but
also because they are likely to re-
ceive it for more years. Thus ac-
counting for differential mortality
leads to a more unequal distribu-
tion of Social Security wealth than
is observed assuming average mor-
tality for all recipients. Hoynes,
Hurd, and McFadden are pursuing
further analysis aimed at determin-
ing the explanation for the strong
relationship between mortality and
financial resources.

The Way We
Analyze Saving and
Financial Status

Much of the analysis of saving
behavior is based on the life-cycle
model of saving and consumption,
and concentrates on the rate of re-
turn as the major determinant of
saving. Based on our analysis of
the saving effect of IRA and 401(k)
plans, Poterba, Venti, and I have
argued that traditional explanations
of saving leave much of actual sav-
ing behavior unexplained. Indeed,
many investigators have concluded
that data on saving before and af-
ter retirement is inconsistent with
typical theories of life-cycle saving.

Using cohort data, Deaton and

Paxson find that in many countries
it is typical for people to continue
to save after retirement.26 This re-
sult is contrary to the traditional
“life-cycle” explanation of saving,
in which people save during their
working years to support them-
selves by drawing down assets af-
ter retirement.

Hoynes, Hurd, and McFadden
are studying the determinants of
saving, with a focus on the effects
of subjective information on health,
mortality, and other beliefs (ob-
tained in the new Health and Re-
tirement Survey). They are consid-
ering how individual subjective be-
liefs about the future influence sav-
ing decisions today. For example,
to what extent do people who ex-
pect to live longer save more to
prepare for a longer life? New data
in the Health and Retirement Sur-
vey include several innovative
measures of subjective beliefs
about future longevity and future
labor force decisions; these will be
used extensively in ongoing work
on this project. '

How Poverty Is Measured

Much of the evaluation of finan-
cial status in the United States is
summarized through measures of
poverty. Poverty measurement is
complicated by the fact that indi-
viduals live in households of differ-
ing sizes and age compositions.
For example, elderly people tend
to live in homes with fewer family
members than nonelderly individu-
als, which may mean that they can-
not take advantage of household
economies of scale to the same ex-
tent as younger individuals. Deaton
and Paxson?’ have explored the
sensitivity of poverty counts to va-
riations in assumptions about child
costs and economies of scale. Us-
ing data from the United States and
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six large states in India, they find
that poverty counts are very sensi-
tive to the assumptions inherent in
the measures that are used.

Medical Care and
Cost Increases

Rising U.S. health care costs
have been the source of public
concern and public debate for
some time. The rapid aging of the
American population will place in-
creasing pressure on the health
care system and its financing. Re-
search in this program is intended
to identify the sources of cost in-
creases, to understand the effects
of intensive treatments—which
may be the central cause of cost
growth over the past decade—and to
analyze the effects of potential cost
containment measures. Much of this
work is organized under a project
on health care cost containment.

The United States
and Other Countries

A comparative study, conducted
by Cutler, finds that the cost of
health care in the United States
rose more rapidly than in other
countries with no corresponding
increase in relative longevity.?® Part
of the rapid growth in U.S. health
care costs in recent decades, rela-
tive to other OECD countries, re-
sults from increases in income.
However, after adjusting for differ-
ences in income across countries,
Cutler finds that the United States
still spends substantially more on
health care than would be expect-
ed. While the income-adjusted
growth in U.S. medical expendi-
tures was comparable to that of
other countries in the 1960s and
1970s, it grew at a much faster rate
than other countries in the 1980s.
This relative increase in spending

was not associated with correspond-
ing increases in longevity, however.

Iechnology and the
Source of Cost Increases

Much of the research in this pro-
gram suggests that cost increases
are attributable primarily to the use
of more expensive technologies,
rather that to the higher cost of
performing given procedures. Cut-
ler and McClellan conducted a de-
tailed study of cost increases for
the treatment of heart attack pa-
tients.?? Between 1984 and 1991,
real spending per heart attack pa-
tient rose by 4 percent annually.
By decomposing the cost and fre-
quency of alternative heart attack
treatments over time, they find that
essentially all of the expenditure
growth resulted from more fre-
quent use of intensive cardiac tech-
nologies—catheterization, bypas_s
surgery, and angioplasty. Indeed
the prices paid for any given treat-
ment generally declined over this
period, while the number of pa-
tients treated intensively increased
from 10 percent to over 40 percent.

McClellan also has looked at the
effect of Medicare’s Prospective
Payment System (PPS) on treatment
decisions and costs. He demon-
strates how the current provisions
of the PPS system encourage more
frequent use of some intensive
medical procedures.® The conven-
tional understanding of PPS is that
hospitals are reimbursed a fixed
amount per patient, based on the
patient’s diagnosis, or DRG. This
series of studies notes that some
DRGs base the amount of reim-
bursement on the medical treat-
ment provided, rather than on the
diagnosis alone. Hospitals perform
many more of the intensive treat-
ments that are explicitly reimbursed
as DRGs, while intensity and ad-

missions have remained constant or
fallen for most diseases that are re-
imbursed by diagnosis.

Cutler and McClellan also have
addressed the determinants of tech-
nological change in medical care.3!
Again, this effort has focused to
date on heart attack treatments, but
will be extended to a range of oth-
er diagnoses. Initial work has con-
sidered five factors that may influ-
ence the adoption of new tech-
nologies at hospitals: the insurance
environment in which it is reim-
bursed; public policy regulating
new ftechnology; malpractice con-
cerns; competitive or cooperative
interactions among providers; and
demographic composition. The ini-
tial work suggests that insurance
patterns and provider interactions
have the largest effect on technolo-
gy diffusion, at least in the treat-

—_

ment of heart attack patients. More ___
generous insurance is associated@ ¥

with more rapid technology diffu-
sion; when HMO enrollment in-
creases, technology diffusion oc-
curs more slowly. In addition to ex-
tending the analysis of technology dif-
fusion to a broader range of health
care technologies, an important goal
of future work in this area is to eval-
uate how the availability of technol-
ogy at hospitals relates to individu-
als’ access to new technologies.

Results that have not yet been
fully reconciled with these findings
pertain to the patterns of Medicare
cost increases. Based on a decom-
position of Medicare bospital ex-
penditure growth by cohort, gen-
der, race, and percentile in the ex-
penditure distribution, Garber and
Thomas E. MaCurdy find a broadly
similar rate of increase in Medicare
expenditures at all levels.32 The in-
crease in the highest 10 percent of
expenditures, for example, has
been about the same as the in-
crease for the lowest 50 percent.
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However, when differentiating be-
tween expenditures, they find
much more rapid growth in surgi-
cal expenditures. More recent re-
sults based on the same methodol-
ogy suggest more rapid growth in
hospital costs among the very
highest-cost beneficiaries.

The Effects of
Intensive Treatment

Intensive medical treatments are
increasingly common, but the ef-
fects of these treatments on health
care outcomes is not always well
understood. McClellan considers
the effectiveness of more techno-
logically intensive procedures in
the treatment of Medicare patients.
He has developed an instrumental
variables method that effectively
randomizes individual patients to
different probabilities of receiving
a particular procedure, based on
geographical proximity to a hospi-
tal that performs those procedures.
To date, these methods have been
applied most extensively in analyz-
ing heart attack patients,?> and to
the effect of intensive treatment
(cardiac catheterization, angioplas-
ty, and bypass surgery) on mortali-
ty of patients for whom the bene-
fits of intensive treatment are least
conclusive. While intensive treat-
ments are clearly effective in some
patients, initial results of this work
suggest that the use of invasive
cardiac procedures could be re-
duced by at least one-fourth with
no consequences for mortality and
over $300 million per year in sav-
.ings in hospital costs alone. Similar
methods currently are being ap-
plied to analyze the effectiveness
of alternative treatment of ischemic
heart disease, ventricular arrhyth-
mias, and major cancers; and to

@ other long-term outcomes besides

mortality (such as the subsequent

development of important medical
complications).

Defensive Treatment

Cost increase also may be relat-
ed to the prevalence of malpractice
suits. Daniel Kessler and McClellan
have examined the overuse of “de-
fensive” medical practices.3* They
consider whether physicians re-
spond to the threat of malpractice
lawsuits by being too careful, that
is, by administering precautionary
treatments with minimal expected
benefit because they fear legal lia-
bility. They find that malpractice
reforms that directly reduce provid-
ers’ liability lead to reductions of 5
to 9 percent of medical expendi-
tures without substantial effects on
medical complications or mortality.

Firm Health
Insurance Plans

A comprehensive research effort
is focused on the variation in ex-
penditures in firm health insurance
plans, and on how differences in
plan provisions influence treatment
decisions and costs. Early results
that McClellan and I reported con-
sider how health care dollars are
spent in one large firm.3> This ini-
tial work suggests large differences
in health care spending that seems
to be related to plan provisions.
For example, in this firm, substance
abuse and mental health disorders
account for 40 to 60 percent of to-
tal health care costs for younger
employees. (In other firms, the cost
for substance abuse and mental
health is much lower, and expendi-
tures related to other diagnoses are
much different.) This initial work
also suggests substantial persis-
tence in individual health care ex-
penditures from one year to the
next. For example, the most expen-

sive 20 percent of plan enrollees in
1990 accounted for over 85 percent
of health care costs in 1990, and
still accounted for almost 50 per-
cent of health care costs in 1992.
Matthew Eichner, McClellan, and
I explore the implications of indi-
vidual persistence in expenditures
for the feasibility of individual
health savings accounts.3® We con-
sider the implications of persis-
tence for a hypothetical health in-
surance plan composed of a cata-
strophic health insurance plan es-
tablished in conjunction with indi-
vidual health accounts (IHAs). Un-
der this plan, the employer estab-
lishes both a high-deductible
health insurance plan and an THA,
Employee health care costs below
the deductible then are paid out of
the THA; costs above the deducti-
ble are paid by the insurance plan.
Assets remaining in the account
when the employee retires are
available for other purposes. Al-
though attractive because it helps
to solve the “moral hazard” prob-
lem associated with conventional
insurance plans, the scheme might
be considered infeasible if medical
expenditures over a working life
are so persistent that certain indi-
viduals accumulate little in the THA
while others accumulate - a great
deal. Although such a plan would
produce a range of individual bal-
ances at retirement, the results us-
ing the illustrative plan design sug-
gest that approximately 80 percent
of plan enrollees would retain over
50 percent of their contributions.
Only about 5 percent would retain
less than 20 percent of their contri-
butions. Thus the authors conclude
that persistence in medical expen-
ditures does not present a road-
block to gaining the potential advan-
tages of individual health accounts.

Using data from more than 100
health insurance plans in over 40
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firms, with a wide range of plan
provisions, ongoing work on this
project is evaluating the influence
of plan provisions on treatment de-
cisions and costs. Because many
employers offer more than one
health insurance plan, some of the
difference in health care costs
across plans-can be attributed to
self-selection: individuals choosing
more generous plans when they
expect to have higher health care
costs. Some of the difference in
cost across plans also can be attrib-
uted to more generous plans induc-
ing enrollees to use more health
care. Thus a key aspect of our re-
search in this area has been to de-
velop and apply methods that sep-
arate out the differences in costs
across plans that can be attributed
to selection effects from the differ-
ences in costs that can be attrib-
uted to incentive effects. Eichner is
developing methods to isolate the
incentive effects of plan provisions
on expenditures from the selection
effects. Employees who will have
large medical expenditures are
much more likely than those who
will spend little to select plans with
higher premiums, lower deducti-
bles, and lower copayments. His
initial results, based on instrumen-
tal variable techniques, suggest
very substantial effects of plan pro-
visions on expenditures, after con-
trolling for selection effects.

More Public and Less
Private msurance

Cutler and Gruber find that pub-
licly provided health insurance
tends to “crowd out” private insur-
ance coverage.3’ Based on recent
expansion in Medicaid eligibility
for certain groups during 1987-92,
they estimate that about 50 percent
of the increase in Medicaid cover-
age was associated with a reduction

in private insurance coverage. This
occurred largely because employ-
ees took up employer-based insur-
ance less frequently. While estimat-
ed on the basis of specifically target-
ed Medicaid expansions, the results
suggest a substantial trade-off be-
tween public and private coverage.
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Research Summaries

Multinational Firms and the
Diffusion of Skills and Technology

Magnus Blomstrém and
Robert E. Lipsey*

Over the past decade we have
been engaged in.a series of studies

*Blomstrém and Lipsey are research as-
sociates in the NBER'’s Program on In-
ternational Trade and Investment.
Blomstrém is also a professor at Stock-

- X3 bolm School of Economics; Lipsey is on

the faculty of Queens College.

of the operations of multinational
firms (MNCs). These have included
examinations of the causes of their
existence and growth, their roles in
world trade and production, and
the effects of their expansion on
their home countries and on the
economies of the foreign countries
in which they produce and sell. In
this report, we summarize one part

of this work: studies of the role
that MNCs have played in the dif-
fusion of skills ‘and technology to
and within the host countries in
which they operate.

While MNCs probably account
for 20 to 25 percent of the world’s
total output, most of their produc-
tion takes place in their home
countries. The chief agency for dif-
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fusion is their much smaller inter-
nationalized output: production
outside their home countries. That
has risen from about 4.5 percent of
world output in 1970 to around 7
percent now, concentrated in what
might be described roughly as the
industrial sector and hardly repre-
sented in the much larger service
~ sector.! The studies we describe re-
flect mostly the consequences from
that small fraction of world output.

Theoretical analyses have sug-
gested that host countries are not
simply passive recipients of skills
and technology that flow automati-
cally from MNCs. Their ability to
absorb knowledge and technology
can be expected to vary with the
extent of their technological and
other investment “effort” outside
the MNCs’ operations.? With Mario
Zejan, we find support at the mac-
roeconomic level for the observa-
tion that the positive effect on eco-
nomic growth of inflows of foreign
direct investment (FDI) is confined
to the upper half of developing
countries (by per capita income),
presumably those with the local re-
sources needed for absorbing tech-
nology from the MNCs.3 In a later
extension of that work, we confirm
that while there is some bidirec-
tional causality from growth to di-
rect investment as well as from di-
rect investment to growth, the lat-
ter influence is predominant.4

A study of technology imports
by foreign affiliates of U.S. MNCs
provides some evidence for the im-
portance of host country policies
on the degree of technology trans-
fer. The higher the levels of fixed
investment in the country, and the
higher the educational level of the
labor force, the greater is the ex-
tent of technology imports by the
U.S. firms’ affiliates. On the other
hand, the imposition of perfor-
mance requirements by a host

country, a traditional method of at-
tempting to force technology trans-
fers, seems to produce smaller im-
ports of technology.’

The impacts of MNC operations
should be stronger at the industry
level than at the national level,
since they are so concentrated in
manufacturing and petroleum. For
U.S.-based MNCs in particular,
comparative advantage—as re-
vealed in the composition of their
worldwide exports—is associated
with high intensity of industry R
and D, human capital, or skills.
These are the ingredients for much
of the comparative advantage of
the United States as a country, but
they play an even more important
role for U.S. MNCs that are in a
position to be the sources for the
diffusion of skills and technology.

While most of the R and D by
U.S. MNCs is performed at home,
some (and an increasing part) is
carried out in affiliates, even those
in developing countries. That R
and D done overseas is one of the
vehicles for technological diffusion
and helps to push the host country
up the technology scale. With Ir-
ving B. Kravis, we find that the
higher the R and D intensity of U.S.
affiliates in a country, the higher
the share of high-tech exports and
the lower the proportion of low-
tech exports in its total exports.
That is the case even after taking
account of the host country’s per
capita income level and its endow-
ment of skilled labor.”

A number of empirical studies
have shown that MNCs’ operations
affect the performance of the host
country industries in which they
operate. In a study of Mexico, for
example, Blomstrdom and Edward
N. Wolff find that the larger the
presence of foreign MNCs in an in-
dustry, the faster the rate of pro-
ductivity convergence toward the

level in the corresponding industry
in the United States.?

Another detailed study, across
Mexican industries, points again to
the role of host country economic
policies in affecting the rate and
extent of technology transfer. In
monopolistic industries, foreign
firms spend relatively little on the
purchase of technology; the more
competitive the industry, the great-
er the import of technology by for-
eign affiliates.?

Studies of effects on wages pro-
vide additional evidence for the
transfer of skills through direct in-
vestment. Within the United States,
the higher the share of foreign-
owned establishments within an in-
dustry in a state, the higher the wage
level relative to the national aver-
age for that industry and relative to
the state average for all industries.
The effect is not only on wages in
the foreign establishments them-
selves, but also on domestic estab-
lishments in the same locations.*?
There seems to be a similar differ-
ential in productivity and a corre-
sponding spillover to domestically
owned plants. In contrast, higher
participation by foreign-owned
firms in production in Mexico and
Venezuela results in higher wages
and productivity within the foreign
plants but no spillover to domesti-
cally owned plants.!!

One way in which FDI affects
host countries is by opening mar-
kets for the kinds of exports that
would be difficult without the MNC
connection. An examination of ex-
ports by Asian affiliates of U.S.
MNCs finds that they export signifi-
cantly more to countries to which
their parent firms also export than
to other countries of similar charac-
teristics. The effect is particularly
clear for two relatively high-tech
industry groups: electronic compo-
nents and accessories, and office
and computing machinery.12
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The results from these studies,
fragmentary as they are, suggest
that despite its relatively small role
in aggregate world output, interna-
tionalized production has a distinct

favorable impact on the growth of

host countries. The impact is par-
ticularly strong in manufacturing,
as might be expected from the con-
centration of direct investment in
that sector, and is reflected in
wages, labor productivity, and ac-
cess to world markets. There is
also evidence that host countries
need not be passive observers of
the process, but can increase their
gains by encouraging both compe-
tition and local investment in fixed
capital and education.
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Seasonal Fluctuations and Business Cycles

Jeffrey A. Miron*

Since the first studies of aggre-
gate economic fluctuations, empiri-
cal researchers have struggled over
the proper treatment of seasonal
fluctuations. Many researchers ini-
tially found seasonal fluctuations to
be of significant interest,! but over
time this attitude changed. Begin-
ning during the worldwide contrac-
tion of the 1920s and 1930s, re-
searchers came to regard seasonal
cycles as a kind of “noise,” to be
removed from the data before anal-

~ ysis of the underlying business cy-
cle could begin. Arthur F. Burns,

Helfrey A. Miron is a professor of eco-
nomics at Boston University and an

W NBER research associate. His “Profile”

appears later in this issue.

fer: A Simple Model,” European Eco-
nomic Review 36 (1992), pp. 137-155.
3M. Blomstrém, R. E. Lipsey, and M. Ze-
Jjan, “What Explains Developing Coun-
try Growth?” NBER Reprint No. 1924,
December 1994, and irn International
Convergence of Productivity: Cross-Na-
tional Studies and Historical Evidence,
W. Baumol, R. Nelson, and E. Wolff,
eds. London: Oxford University Press,
1994.

4M. Blomstrém, R. E. Lipsey, and M. Ze-
jan, “Is Fixed Investment the Key to
Economic Growth?” Quarterly Journal
of Economics 111, 1, (February 1996),
DD. 269-276.

5A4. Kokko and M. Blomstrém, “Policies
to Encourage Inflows of Technology
Through Foreigm Multinationals,”
NBER Reprint No. 1987, July 1995, and
World Development 23, 3 (1995), pp.
1-10.

61. B. Kravis and R. E. Lipsey, “Sources
of Competitiveness of the United States
and Its Multinational Firms,” The Re-
view of Economics and Statistics 74, 2
(1992), pp. 193-201.

’R. E. Lipsey, M. Blomstrém, and I. B.
Kravis, “R and D by Multinational

Wesley C. Mitchell, and Frederick
R. Macaulay were not only pio-
neers in business cycle research;
they also founded the practice of
using seasonally adjusted data to
study short-term, aggregate fluctua-
tions.? Their practice, of abstracting
from seasonal fluctuations through
use of adjusted or annual data, is
still generally accepted as the ap-
propriate treatment of seasonal
fluctuations.

My research of the last 15 years
challenges the conventional prac-
tice and returns to the older tradi-
tion of examining seasonal fluctua-
tions explicitly and treating them as
economically interesting in their
own right. Within this general
framework, my work has had two
main goals. The first is to convince

Firms and Host Country Exports,” in
Science and Technology Policy: Les-
sons for Developing Asia, R. Evenson
and G. Ranis, eds. Boulder, CO: West-
view Press, 1990.

8M. Blomstrém and E. N. Wolff, “Mult;-
national Corporations and Productivity
Convergence in Mexico,” NBER Reprint
No. 1923, December 1994, and in Bau-
mol, Nelson, and Wolff, op. cit.

°M. Blomstrém, A. Kokko, and M. Ze-
Jjan, “Host Country Competition, Labor
Skills, and Technology Transfer by Mul-
tinationals,” NBER Reprint No. 1955,
March 1995, and Weltwirtschaftliches
Archiv 130, 3 (19949, pp. 521-533.
10R. E. Lipsey, “Foreign-Owned Firms
and US. Wages,” NBER Working Paper
No. 4927, November 1994. i
1B, Aitken, A. Harrison, and R. E. Lip-
sey, “Wages and Foreign Ownership: A
Comparative Study of Mexico, Venezue-
la, and the United States,” NBER Work-
ing Paper No. 5102, May 1995, and
Journal of International Economics
May 1996).

12R. E. Lipsey, “Trade and Production
Networks of U.S. MNCs and Exports by
Their Asian Affiliates,” NBER Working
Paper No. 5255, September 1995.

macroeconomists that seasonal
fluctuations are interesting. My re-
search suggests that seasonal cycles
are interesting in and of them-
selves, and that examining seasonal
cycles can reveal much about the
nature of business cycles.

Second, I explicitly analyze sea-
sonal fluctuations and use them to
gain increased understanding of
aggregate fluctuations in general. I
have completed a number of pieces
of research in which the use of
seasonal fluctuations provides sub-
stantial information about particular
economic phenomena, both sea-
sonal and nonseasonal.

My research focuses exclusively
on the deterministic, “seasonal
dummy” representation of season-
ality, rather than on more general

NBER Reporter Summer 1996 13




models. With Joseph J. Beaulieu, I
show that the seasonal dummy
model provides a good approxima-
tion to the behavior of aggregate
economic time series. We argue
that, under this condition, seasonal
fluctuations hold particular interest

for the study of aggregate fluctua-

tions.3 That is because identifying
assumptions about fluctuations in
the seasonal dummy—such as the
assumption that Christmas shop-
ping represents a shift in demand
—are often more plausible than
analogous assumptions about other
kinds of seasonal fluctuations, or
about conventional business cycle
fluctuations.? These identifying re-
strictions can be used both to show
that seasonal fluctuations them-
selves provide compelling exam-
ples of various macroeconomic
phenomena and to analyze the be-
havior of business cycle fluctua-
tions in general. ’

As 3 first step in this task, Robert
B. Barsky, Beaulieu, and I demon-
strate that seasonal fluctuations in
aggregate variables are quantita-
tively important. We document the
seasonal patterns in these variables
for the United States and other
countries.®> Examination of these
patterns indicates that seasonal
fluctuations provide examples of a
number of interesting macroeco-
nomic phenomena, including shifts
in preferences (Christmas), produc-
tion bunching (summer vacation
periods), and endogenous mone-
tary policy (seasonal interest rate
smoothing). The patterns also sug-
gest a number of identifying re-
strictions about seasonal fluctua-
tions that can be used to test par-
ticular economic hypotheses.

In the next step of this research
program, Barsky, Beaulieu, and I
compare seasonal cycles to busi-
ness cycles by asking whether sea-
sonal cycles display the key “styl-

ized facts” of the business cycle.
Perhaps surprisingly, we find that
seasonal fluctuations in aggregate
variables display the critical cross-
correlations that characterize busi-
ness cycle fluctuations, in most
cases even more dramatically than
the business cycle itself. In particu-
lar, over the seasonal as well as the
business cycdle, output movements
are correlated strongly across sec-
tors; production and sales covary
closely; output fluctuations are
highly elastic with respect to fluctu-
ations in labor input; and real out-
put is strongly correlated with
nominal money. This similarity be-
tween seasonal cydes and business
cycles suggests that both are gener-
ated by similar economic propaga-
tion mechanisms.

My work with Beaulieu and Jef-
frey K. MacKie-Mason provides fur-
ther evidence for the similarity be-
tween seasonal and business cydle
propagation mechanisms: we ex-
amine the correlation across indus-
tries and countries in the amounts
of seasonal and business cycle vari-
ation. We find that these amounts
are correlated strongly and consis-
tently positively, both across coun-
tries and industries. We argue that
the most natural explanation for
this finding is that a similar eco-
nomic propagation mechanism is
at work in producing both seasonal
and business cycles. We offer a
particular example of such a mech-
anism, based on the endogenous
choice of capacity constraints. Ste-
ven G. Cecchetti, Anil K. Kashyap,
and David W. Wilcox provide relat-
ed evidence of interactions be-
tween seasonal and business cycle
fluctuations, and they use this evi-
dence to shed light on the nature
of the business cycle propagation
mechanism.’

Stephen P. Zeldes and I also use
seasonal fluctuations to examine

the production-smoothing model
of inventories.® Much research on
the empirical behavior of invento-
ries examines some variant of the
production-smoothing model, but
most of this work uses seasonally
adjusted data and omits andlysis of
seasonal fluctuations. This approach
is problematic, however, since sea-
sonal fluctuations account for a
major portion of the variation in
production, shipments, and inven-
tories. Further, seasonal fluctua-
tions are anticipated, and adjusted
data are likely to reject the produc-
tion-smoothing model even when
it is correct because they violate a
key orthogonality condition.

Zeldes and I posit a production-
smoothing model that explicitly ac-
counts for the seasonal fluctuations
in production and sales, and test
this model using seasonally unad-
justed data. Our key finding is that
the seasonal patterns in production §
and sales are virtually identical, a
fact that holds far more broadly
than for the particular industries
and series that we consider.? Our
model can explain this similarity
only if the seasonal pattern in sales
is virtually identical to that in the
technology. Since this condition is
unlikely to hold, the model is not
easily reconciled with the data.

In a different application, I ex-
amine the relationship between
seasonal fluctuations and the
founding of the Federal Reserve.!®
After the founding of the Fed in
1914, both the frequency of finan-
cial panics and the size of the sea-
sonal movements in nominal inter-
est rates declined substantially.
Since the Fed was established in
part to “furnish an elastic curren-
cy,” it is natural to hypothesize that
the Fed caused these changes in
the behavior of financial markets. &

However, a number of other major @&
changes in the economy and in the
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financial system occurred during
this period, including World War I,
the shift from agriculture to manu-
facturing, and the loosening of the
gold standard. Nevertheless, my re-
search suggests that the Fed caused
the decrease in the frequency of
panics by pursuing the open mar-
ket policy that reduced seasonality
in nominal interest rates.

This conclusion has not gone
unchallenged, however: Truman
Clark notes that the disappearance
of seasonal fluctuations in nominal
interest rates was a worldwide phe-
nomenon.!! Although by 1914 the
United States was certainly not a
small country, neither was it so
dominant that it should have been
able, acting on its own, to alter
greatly the random processes of
world prices and interest rates.
Clark instead attributes the altered
behavior of nominal interest rates
to the dissolution of the worldwide
gold standard at the start of World
War L

Robert B. Barsky, N. Gregory
Mankiw, David A. Weil, and I re-
spond to Clark’s critique by evalu-
ating the role of the destruction of
the gold standard and the founding
of the Federal Reserve, both of
which occurred in 1914, in con-
tributing to the changes in the be-
havior of interest rates and prices
after 1914.12 We present a model of
policy coordination in which the
introduction of the Fed stabilizes
interest rates, even if the gold stan-
dard remains intact, and we offer
empirical evidence that the disman-
tling of the gold standard did not
play a crucial role in precipitating the
changes in interest rate behavior.

Having argued that the elimina-
tion of seasonal fluctuations was a
primary motivation for establish-
ment of the Fed, Mankiw and I ex-
amine the desirability of this policy,
which continues through the pres-

ent day.!3 Although the Fed policy
of accommodating seasonal fluctua-
tions in asset markets continued af-
ter the Depression, the relative ab-
sence of financial panics since that
period probably reflects other fac-
tors, particularly the introduction of
deposit insurance in 1934. In addi-
tion, the elimination of financial
panics need not be the only effect
of accommodating interest rate sea-
sonals, even if this was the original
motivation for the policy. Seasonal
fluctuations in output and employ-
ment are at least-as large as busi-
ness cycle fluctuations, so it is in-
teresting to analyze the more gen-
eral effects of smoothing nominal
interest rates over the seasons. My
analysis with Mankiw suggests that
the welfare implications of smooth-
ing seasonal fluctuations in interest
rates are probably modest.

Still, the welfare implications of
seasonal cycles are far from set-
tled.¥ They may have no interest-
ing welfare consequences, and
therefore may not be associated
with interesting policy issues: this
is the case in seasonal real busi-
ness cycle models, since all fluctua-
tions are efficient responses to
changes in preferences and tech-
nology.!> But seasonal fluctuations
may be examples of endogenous
cycles, as Robert E. Hall has em-
phasized,!® or they may occur in
economies with preexisting distor-
tions. In either case, there is no
presumption that the laissez-faire
amount of seasonality is optimal.
Moreover, many existing policies
affect the equilibrium magnitude
and timing of seasonal fluctuations
(such as legal holidays, seasonal
interest rate smoothing, imperfectly
experience-rated unemployment
insurance).1?7 Thus, seasonal fluctu-
ations do raise welfare and policy
questions per se, even if they are
unrelated to business cycle fluctua-

tions, and these questions are a
fertile topic for future research.

1W. S. Jevons, “On the Frequent Autum-
nal Pressure in the Money Market, and
the Action of the Bank of England,” in
Investigations in Currency and Finance,

London: Macmillan, 1884: E. W. Kem-
merer, Seasonal Variations in the Rela-
tive Demand for Money and Capital in
the United States, National Monetary
Commission, 1910, S.Doc. No. 588,

G1st Cong., 2d sessiow; J. P. Bursk, Sea-
sonal Variations in Employment in
Manufacturing Industries, Philadelphia:

University of Pennsylvania Press, 1931;

S. Kuznets, Seasonal Variations in In-
dustry and Trade, New York: National
Bureau of Economic Research, 1933;
W. S. Woytinsky, Seasonal Variations in
Employment in the United States,

Washington: Social Science Research
Council, 1939.

2A. F. Burns and W. C. Mitchell, Mea-
suring Business Cycles, New York: Na-
tional Bureau of Economic Research,

1946; F. R. Macaulay, Some Theoreti-
cal Problems Suggested by Movements
of Interest Rates, Bond Yields, and
Stock Prices in the United States Since
1856, New York: National Bureau of
Economic Research, 1938.

3].]. Beaulieu and J. A. Miron, “Season-
al Unit Roots and Deterministic Season-
als in Aggregate U.S. Data, NBER Tech-
nical Paper No. 126, August 1992, and
Journal of Econometrics 55 (1993), pp.
305-328; and “What Have Macroecon-
omists Learned About Business Cycles
from the Study of Seasonal Cycles?”
NBER Working Paper No. 5258, Sep-
tember 1995, and Review of Econom-
ics and Statistics, forthcoming.

4See, for example, M. Faig, “Seasonal
Fluctuations and the Demand for Mon-
ey, ” Quarterly Journal of Economics
104 (1989), pp. 847-862; R. Cooper
and J. C. Haltiwanger, “Automobiles
and the NIRA: Evidence on Macroeco-
nomic Complementarities,” Quarterly
Journal of Economics 108 (1993), pp.
1043-1072; or R. A. Braun and C. L.
Evans, “Seasonal Solow Residuals and
Christmas: A Case for Labor Hoarding
and Increasing Returns,” Working Pa-
per No. 91-20, Federal Reserve Bank of
Chicago, 1991.

5See R. B. Barsky and J. A. Miron, “The
Seasonal Cycle and the Business Cycle,”
Journal of Political Economy 97
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(1989), pp. 503-535; ]. ]. Beaulieu and
J. A. Miron, “The Seasonal Cycle in
United States Manufacturing,” Eco-
nomics Letters 37 (1991), pp. 115-118;
and J. J. Beaulieu and J. A. Miron, ‘A
Cross-Country Comparison of Seasonal
Cycles and Business Cycles,” Economic
Joumal 102 (1992), pp. 772-788.
]. J. Beaulieu, J. K. MacKie-Mason,
and J. A. Miron, “Why Do Countries
and Industries with Large Seasonal Cy-
cles Also Have Large Business Cycles?”
Quarterly Journal of Economics 107
(1992), pp. 621-656.
7S. G. Cecchetti, A. K. Kashyap, and D.
W. Wilcox, “Do Firms Smooth the Sea-
sonal in Production in a Boom? Theory
and Evidence,” NBER Working Paper
. No. 5011, February 1995; S. G. Cec-
chetti and A. K. Kashyap, “Internation-
al Cycles,” NBER Working Paper No.
5310, October 1995, and European
Economic Review, forthcoming.
8J. A. Miron and S. P. Zeldes, “Season-
ality, Cost Shocks, and the Production-
Smoothing Model of Inventories,” Econ-
ometrica 56 (1988), pp. 87 7-908.
9J. A. Kabn, “The Seasonal and Cyclical
Bebavior of Inventories,” Working Pa-
per No. 223, Rochester Center for Eco-
nomic Research, 1990; S. D. Krane,
“Induced Seasonality and Production-

Smoothing Models of Inventory Bebayv-
ior,” Journal of Econometrics 55
(1993), pp. 135-168; A. K. Kashyap
and D. W. Wilcox, “Production
Smoothing at the General Motors Cor-

poration During the 1920s and 1930s,”
American Economic Review 83 (1993),
Dp. 383-401;- R. Beason, “Tests of Pro-

duction Smoothing in Selected Japanese
Industries,” Journal of Monetary Eco-
nomics 31 (1993), pp. 381-394.

197, A. Miron, “Financial Panics, the
Seasonality of the Nominal Interest
Rate, and the Founding of the Fed,”
American Economic Review 76 (1986),

pp. 125-140. See also N. G. Mankiw, J.

A. Miron, and D. N. Weil, “The Adjust-
ment of Expectations to a Change in
Regime: A Study of the Founding of the
Federal Reserve,” American Economic
Review 77 (1987), pp. 358-374.

1T, Clark, “Interest Rate Seasonals and
the Federal Reserve,” Joumnal of Political
Economy 94 (February 1986), pp. 76-
125.

2R B. Barsky, N. G. Mankiw, J. A. Mir-
on, and D. N. Weil, “The Worldwide
Change in the Bebavior of Interest
Rates and Prices in 1914, ” European
Economic Review 32 (1988), pp. 1123
1154.

I3N. G. Mankiw and J. A. Miron,
“Should the Fed Smooth Interest Rates?
The Case of Seasonal Monetary Policy,”
Carnegie—Rochester Conference Series
34 (1991, pp. 41-70. '

5. A. Miron, “The Economics of Sea-
sonal Cycles,” in Advances in Econo-
metrics: The Sixth World Congress of
the Econometric Society, Volume I, C.
Sims, ed., Cambridge, England: Cam-
bridge University Press, 1994, pp. 213
251; J. A. Miron, The Economics of
Seasonal Cycles, Cambridge, MA: MIT
Press, 1996.

158. Cbhatterjee and B. Ravikumar, “A
Stochastic Grouth Model with Seasonal
Perturbations,” Journal of Monetary
Economics 29 (1992), pp. 59-86; R. A.
Braun and C. L. Evans, “Seasonality
and Equilibrium Business Cycle Theo-
ries,” Journal of Economic Dynamics
and Control 19 (1994), pp. 503-531.
16R. E. Hall, Booms and Recessions in
a Noisy Economy, New Haven: Yale
University Press, 1991.

70n the seasonal effects of unemploy-
ment insurance, see D. Card and P. B.
Levine, “Unemployment Insurance Tax-

es and the Cyclical and Seasonal Prop-§

erties of Unemployment,” Journal of
Public Economics 53, 1 (February 1994).

NBER Profile: Magnus Blomstrom

. Magnus Blomstrom, a research
associate in the NBER’s Program on
International Trade and Investment
and a professor at the Stockholm
School of Economics, has been as-
sociated with the NBER since 1985.
He received both his B.A. and his
Ph.D. in economics from the Uni-
versity of Gothenburg.

Blomstrom was an assistant pro-
fessor of economics at the Univer-
sity of Gothenburg from 1985-7.
He became an associate professor
at the Stockholm School of Eco-
nomics in 1987, and was promoted
to full professor in 1990.

Blomstrom also has held visiting
positions in Bangkok, Mexico City,
Nairobi, New York, Santiago, and
Singapore. He has served as a con-
sultant to a number of organiza-
tions, and his written work has
been published in numerous jour-
nals and volumes. His latest book
on multinationals and their home
countries, coauthored by Robert E.
Lipsey, is forthcoming from the
University of Chicago Press.

Blémstrom and his wife Christi-
na live in Stockholm with their two
children: Konrad (5) and Ulrina (2).
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NBER Profile: Robert E. Lipsey

Robert E. Lipsey is an NBER re-
search assodiate in three programs:
international trade and investment,
international finance and macro-
economics, and productivity. He is
also a professor emeritus of
Queens College and the Graduate
Center of the City University of
New York (CUNY). He began his
association with the NBER in 1945
when he was an 18-year-old gradu-
ate student at Columbia, working
at first with Geoffrey H. Moore and
Solomon Fabricant. He became a
member of the Bureau’s senior re-
search staff in 1960, then vice pres-
ident-research, director of interna-
tional studies, and finally director
of the New York office in 1978.

His research has included stud-
ies of price measurement, national
balance sheet accounts, the role of
price changes in international
trade, international comparisons of
prices and output, the measure-
ment of saving and investment, the
history of U.S. trade, and the activi-
ties of multinational firms. Over the
years he has enjoyed long coliabo-

rations with Raymond W. Gold-
smith, Irving B. Kravis, and Magnus
Blomstrom. Lipsey also has been
an active member of the NBER'’s
Conference on Research in Income
and Wealth for many years, has
served on its executive committee,
and has been a coorganizer of
three of its conferences.

Before beginning full-time teach-
ing at CUNY, Lipsey was a lecturer
in economics at Columbia from
1961 to 1964. He_has served as a
consultant to a number of gov-
emment agencies and international
agencies, and is currently on the
executive committee of the Euro-
pean Union Studies Center at CUNY.
Lipsey is also a fellow of the Amer-
ican Statistical Association, a mem-
ber of the Board of Directors of the
Western Economic Association, and
president-elect of the International
Trade and Finance Association, and
has served on the editorial boards
of the Review of Economics and
Statistics and the Review of Income
and Wealth.

Lipsey and his wife, Sally, a pro-

fessor of mathematics at Brooklyn
College of CUNY before her retire-
ment, have three daughters and
eight grandchildren. When not
chasing grandchildren, Lipsey rais-
es small quantities of vegetables
and large quantities of weeds in Put-
nam Valley, works toward reaching
the 60-minute mile in swimming,
and practices the piano in the hope
of recovering the level of his teen-
age days at the Juilliard School.

Additional Papers

Additional Papers are not official
NBER Working Papers but are list-
ed here as a convenience to NBER
researchers and prospective read-
ers. Additional Papers are free of
charge to Corporate Associates. For
all others there is a charge of
$5.00 per Additional Paper re-
quested. (Outside of the United
States, add $10.00 for postage
and handling.) Advance pay-
ment is required on all orders.
Please do not send cash. Request

Additional Papers by name, in writ-
ing, from: Additional Papers,
NBER, 1050 Massachusetts Avenue,
Cambridge, MA 02138-5398.

“Fiscal Balance During Inflation,
Disinflation, and Labor Bulges: The
Case of Israel,” by Assaf Razin and
Efraim Sadka.

“Multinational Corporations and
Spillovers,” by Magnus Blom-
strom and Ari Kokko.

“Brazilian Industrialization Under
Vargas: Structural Breaks and Con-
tinuities,” by Hassan Arvin-Rad,

Maria J. Willumsen, and Ann
Dryden Witte.

“How Severe Is Global Retaliation
Risk Under Increasing Regional-
ism?” by Carlo Perroni and John
Whalley.

“The World Over the Next Twenty-
Five Years: Global Trade Liberali-
zation, and the Relative Growth of
Different Regions,” by Jeffrey A.
Frankel.

“Recent Exchange Rate Experience
and Proposals for Reform,” by Jef-
frey A. Frankel.
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NBER Profile: Jeffrey A. Miron

Jeffrey A. Miron is chairman of
the Economics Department and
professor of economics at Boston
University, and a research associate
of the National Bureau of Econom-
ic Research. He received his B.A. in
economics from Swarthmore Col-
lege in 1979, and his Ph.D. in eco-
nomics from MIT in 1984. From
1984 to 1990, he served on the fac-
ulty of the University of Michigan.
In 1989-90, he was also a visiting
faculty member at MIT’s Sloan
School of Management.

In 1988, Miron was awarded an
Olin Fellowship from the NBER,
and in 1989 he received a Sloan
Foundation Research Fellowship.

His research has been published
extensively in professional journals;
he has written on numerous topics,
including the theory and practice
of monetary policy, the quality of
government statistics, the seasonal
fluctuations in aggregate activity,
the seasonality of births, and the
economic history of drug prohibi-
tion. He also has served as consul-
tant to the Federal Reserve Board
on several occasions.

Miron’s wife Paity is a cytogen-
eticist. They have two children:
Laura, 4; and Daniel, 2. “If T had
any spare time,” he writes, “I
would cook, jog, and play tennis.”

NBER Profile: David B. Yoffie

David B. Yoffie, the Max and
Doiris Starr Professor of Internation-
al Business Administration at Har-
vard Business School, represents
Harvard on the NBER’s Board of
Directors. He was elected to the
board in 1995,

Yoffie holds a B.A. in politics
from Brandeis University and a
Ph.D. in international political
economy from Stanford University.
He has taught at Harvard Business
School since 1981, and was named
Starr Professor in 1993, This acade-
mic year, he has been a visiting

scholar at Stanford’s Graduate
School of Business.

Yoffie is a director of several
companies, including Intel Corpo-
ration. He also serves as a reviewer
for a number of academic journals,
and has written or edited six
books: most recently, Competing in
the Age of Digital Convergence
(Harvard Business School Press,
forthcoming 1996).

Yoffie lives in Newton, MA with
his wife and two young daughters.
When he is not traveling to exotic lo-
cations, he enjoys skiing, running,
playing squash, and photography.
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Andersen and Bollerslev char-
acterize the volatility process of the
DM-dollar foreign exchange mar-
ket by investigating one full year of
five-minute returns extracted from
quotes obtained from the Reuters
interbank network. Their simple
model captures the significant in-
traday activity patterns, the strong
announcement effects associated
with the regularly scheduled re-

lease of macroeconomic statistics,
and the persistent interdaily volatil-
ity processes that are familiar from
studies of foreign exchange returns
at the daily or lower frequencies.
Gray and Bekaert find evidence
of two types of jumps in exchange
rates. Realignment jumps are asso-
ciated with the periodic realign-
ments of the target zone; within-
the-band jumps can be accommo-

dated within the current target
zone. The exchange rate may jump
outside the current target zone
band, in the case of a realignment;
when no jump occurs, the target
zone is credible (there is zero
probability of a realignment), and
the exchange rate must stay within
the band. The authors conclude
that the French franc/D-mark rate
exhibits considerable nonlinearities;

NBER Reporter Summer 1996 19,



realignments are predictable; and
the credibility of the system did not
increase after 1987. Moreover, their
model implies that the foreign ex-
change risk premium becomes
large during speculative crises. A
comparison with the D-mark/U.S.
dollar rate suggests that an explicit
target zone does have a noticeable
effect on the time-series behavior
of exchange rates.

For a sample of 20 countries,
Taylor investigates one widely
used criterion for capital market
integration, purchasing power pari-
ty (PPP), and its evolution since the
late nineteenth century. The evi-
dence for PPP is mixed: the
strongest form of PPP, entailing sta-
tionarity of the real exchange rate,
is not supported broadly. However,
weaker forms of PPP can be sup-
ported, with evidence of cointegra-
tion between different countries’
common-currency price levels. The
interwar period, particularly the
Great Depression, represented the
nadir of international market inte-
gration in the modern era.

Uppal, Apte, and Sercu charac-
terize the equilibrium exchange
rate in a general equilibrium econ-
omy without imposing strong re-
strictions on the output processes,
preferences, or commodity market
imperfections. The nominal ex-
change rate is determined by dif-
ferences in initial wealths—the cur-
rencies of richer countries tend to
be overvalued by PPP standards—
and by differences in marginal in-
direct utilities of total nominal
spending. Changes in the exchange
rate mirror differences in growth
rates of real spending weighted by
relative risk aversion (which can be
time-varying and can differ across
countries) and differences in infla-
tion rates computed from marginal
spending weights. When nominal
spending is given an independent

role (next to prices) in the short-
term dynamics, both PPP and the
constant relative risk-aversion mod-
€l become acceptable.

Alvarez and Atkeson present a
model of inflation and nominal as-
set prices in which liquidity effects
that arise from limitations of the
transactions technology play an im-
portant role in determining nomi-
nal asset prices. They compare the
predictions of this model to data
on U.S. inflation, short-term nomi-
nal and ex post realized real inter-
est rates, nominal and real ex-
change rates of the United States
versus the other G7 countries, and
the behavior of excess foreign ex-
change returns. They find that the
model’s predictions match certain
features of the data surprisingly
well.

Chari, Kehoe, and McGrattan
develop a quantitative general
equilibrium model with monetary
shocks, sticky prices, price discrim-
ination, incomplete asset markets,
and staggered price setting. In their
data, fluctuations in the real ex-
change rate are large and persis-
tent. They find that monetary
shocks account for about one-third
of the variability, and do not lead
to persistent fluctuations.

Goldfajn and Valdés study the
characteristics of real exchange rate
appreciations. They find a large
asymmetry between the duration of
the appreciation buildup and the
return-to-normality phases. They
show that fixed arrangements are
more likely to suffer appreciations,
and that appreciation episodes oc-
cur more often during the last part
of their sample period (1980--94).
Episodes also are notably shorter
when fundamentals are considered.
Their overall conclusion is that it is
very unlikely that we can undo
large and medium appreciations
without nominal devaluations.

When can a nominal exchange
rate be said to be overvalued, or
undervalued? Warner attempts to
make the case that an approach
based explicitly on the traded-
nontraded model offers a construc-
tive way to answer this question.
He uses data from Mexico’s recent
exchange rate crisis to illustrate
and test this approach. The results
suggest that the peso was about 25
percent overvalued on the eve of
Mexico’s exchange rate crisis in
December 1994.

Chinn and Johnston investi-
gate the long-run relationships
among the real exchange rate, total
factor productivity levels in the
traded and nontraded sector, and
government spending for 14 OECD
countries. The most important de-
terminants of the real dollar ex-
change rate include traded sector
productivity, U.S. government
spending, and real oil prices. Using
the model augmented by oil prices,
they find that in 1991 (the last year
that productivity data are available)
there is less dollar overvaluation
than is implied by a naive version
of PPP.
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Grubert and Mutti examine the
amount of capital invested by more
than 500 U.S. multinational corpo-
rations in 60 potential locations to
identify the role of host country ef-
fective tax rates. They find that ef-
fective tax rates have a significant
effect on both the probability that a
location will be chosen and on the
amount of capital invested there. A
local tax rate that is 1 percentage
point lower appears to be associat-
ed with about 3 percent more real
capital invested.

Devereux and Griffith consider
the factors that influence the loca-
tion decisions of multinational
firms. They find that the average
tax rate plays a role in the choice
among locations, but 2 much less
significant role in the choice of
whether to locate production in Eu-
rope or choose an outside option
(exporting, or not serving the for-
eign market at all). A 1 percentage
point increase in the effective aver-
age tax rate reduces the probability
of the firm locating in that country by
around 3.5 percent, they conclude.

Young empirically investigates
the relationship between interna-
tional corporate taxation and do-
mestic fixed investment in 2 num-
ber of OECD countries. He argues
that corporate taxation affects fixed
investment in a particular country
through two separate channels: an
effective tax rate, which works
through the effects of taxes on the
user cost of capital; and a measure
of the international competitiveness
of the domestic tax system, which
operates through the effect of taxes
on the attractiveness of that coun-
try as a location for production.

A growing strand of the interna-
tional tax literature contends that,
where capital is perfectly mobile
and perfectly substitutable across
national borders, and when indi-
viduals can evade domestic taxes

on foreign source income, taxes on
capital income will be driven to
zero by international competition
for revenue from a mobile tax
base. Willard examines whether
the details of existing international
tax institutions are consistent with
Gordon’s (1992) adaptation of the
tax competition model. In particu-
lar, she exploits the cross-sectional
variation in international withhold-
ing rates specified by national leg-
islation and bilateral treaties. How-
ever, her findings do not support
the hypotheses drawn from models
of international tax competition.
Eijffinger, Huizinga, and Lem-
men examine to what extent with-
holding taxes on nonresident inter-
est explain deviations from cov-
ered interest parity in the interna-
tional 3-month Treasury bill market
and deviations from closed interest
parity in the international 5-year
government bond market. They
find that U.S. dollar yields on na-
tional Treasury bills and pretax
yields on S-year government bonds
fully reflect nonresident interest
withholding taxes imposed on
American or Japanese investors.

Feldstein and Vaillant Wrobel
conclude that state and local gov-
ernments cannot redistribute in-
come. Since individuals can avoid
unfavorable taxes by migrating to
jurisdictions with more favorable
tax conditions, a relatively unfavor-
able tax will cause gross wages to
adjust until the resulting net wage
is equal to what is available else-
where. They show that gross
wages adjust rapidly to the chang-
ing tax environment. Thus, states
cannot redistribute income even
for a period of a few years.

Boadway, Vigneault, and Mar-
chand study equilibrium tax and
expenditure policies in a federation
consisting of a federal government
and several state governments.

Each state has the same total popu-
lation and mix of ability-types. If
expenditure responsibilities are di-
vided so that the states spend on a
public good while the federal gov-
ernment spends on redistributive
transfers, one source of fiscal exter-
nality is eliminated, but the com-
bined tax rate will be excessive.
The socially optimal outcome can
no longer be attained by the federal
government behaving strategically.

The 17 regional governments of
Spain receive grants from both the
central government and the Euro-
pean Union. The grants are gener-
ally redistributive and are intended
to stimulate economic activity in
the poorer regions. Garcia-Mila
and McGuire evaluate the effec-
tiveness of the grants by compar-
ing the economic fortunes of richer
regions to those of poorer regions
before the implementation of the
grant programs versus in the most
recent period. They find that these
grant programs have not been ef-
fective in improving the economic
performance of the poorer regions.

Moffitt, Ribar, and Wilhelm
posit that voters prefer welfare
benefits that are tied to low-skilled
wages. Using a 1969-92 panel of
state-level data, General Social
Survey data on voter preferences
for welfare, and data from the Cur-
rent Population Survey, they deter-
mine the voter in each state who
has the median preferred welfare
benefit level.

Cremer and Pestieau present a
political economy approach to pay-
roll tax competition between coun-
tries that adopt different systems of
social insurance. They consider
three such systems: the Bismarcki-
an one, in which benefits are
linked partially to payroll taxes; the
Beveridgean one, in which benefits
are flat; and the private market
one, which relies on the concept of
actuarial fairness.
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Lovely and Yinger investigate
the ability of educational subsidies
to raise wages in a small, open
economy. An educational subsidy
increases the amount of human
capital acquired, thereby raising
the return to schooling. Using mea-
sures of manufacturing diversity in
U.S. states, along with data on indi-
vidual wages, the authors find that
the return to human capital is high-

er in states with greater manufac-
turing diversity.

Hoxby reasons that when
households are better able to
choose among school districts, their
comparisons give them more infor-
mation about how their own
school district is doing. Armed with
this better information, local refer-
endums and budget votes are
much more powerful tools for

making schools care about both
quality of education and cost. Us-
ing data on the degree of competi-
tion that school districts face, Hox-
by finds that school districts that
face more competition have lower
costs and better quality of educa-
tion for a given cost.

Selected papers from this confer-
ence will appear in a future issue
of the Journal of Public Economics.

Takatosm Ito, and
'etcr Isard and
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Edwards develops a simple the-
oretical framework based on a loss
function, which depends on the
monetary authorities’ preferred
trade-off between inflation and un-
employment targets. He initially ap-
plies the framework to the simple
case in which monetary authorities
must choose between a (perma-
nently) fixed and a flexible ex-
change rate regime. This frame-
work subsequently is extended to
cover the somewhat more compli-
cated case in which the authorities
must choose between fixed-but-ad-
justable and flexible exchange rate
regimes. Using an unbafanced pan-
el dataset of 63 countries from
1980-92, Edwards finds that the
most important explanatory vari-
ables are measures of countries’
historical degree of political insta-
bility; measures of the probability
of abandoning pegged rates; and
the relative importance of real (un-
employment) targets in the prefer-
ences of monetary authorities.
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Ito, Isard, and Symansky test
the Balassa-Samuelson hypothesis:
that rapid economic growth is ac-
companied by real exchange rate
appreciation because of differential
productivity growth between trad-
able and nontradable sectors. Us-
ing data for the APEC economies
from 1973-92, they find that Japan,
Korea, and Taiwan do follow the
Balassa—Samuelson path. These
countries had similar patterns of in-
dustrialization, all increasing their
share of high value-added exports
as they grew. Although Hong Kong
and Singapore grew fast, their real
exchange rates appreciated only
moderately, perhaps because of
high productivity growth in their
service sectors. Other fast-growing
ASEAN countries, including Thai-
land, Indonesia, and Malaysia, did
not experience real exchange rate
appreciation.

Razin and Milesi-Ferretti ana-
lyze the sustainability of protracted
current account deficits. They com-

pare the experience with protract-
ed external imbalances in three
East Asian countries and three Lat-
in American countries during the
late 1970s/early 1980s and the
1990s. They discuss the different
macroeconomic factors at play in
the two periods, both at the do-
mestic and international levels.
They also consider developments
in the capital market, and draw on
their theoretical analysis and the
country experiences to examine
potential indicators of current ac-
count sustainability.

Okazaki describes the institu-
tional framework of the foreign ex-
change allotment system in 1950s
Japan, and analyzes its function
with data on firm-level foreign ex-
change allotments. The foreign ex-
change allotment system generates
a substantial amount of rents,
which may lead to serious rent-
seeking activities. To limit this, the
MITI established clear and objec-
tive criteria for allotting foreign ex-




change to each firm, and commit-
ted to these criteria by announcing
them publicly. In many cases, the cri-
teria were based on the export per-
formance and production capacity of
each firm, and this played a role in
promoting export and investment.

Typically, when the nominal val-
ue of an East Asian currency is re-
gressed on a set of partner curren-
cies, the estimated weight of the
Japanese yen is relatively small.
However, looking alternatively at
how the particular currency moves
when the yen fluctuates sharply
against the U.S. dollar, Takagi
finds that the weight is consider-
ably larger. Moreover, in the case
of the Korean won and the Malay-
sian ringgit there is some evidence
that the weight is even larger when
the yen depreciates against the dol-
lar. This suggests that the yen may
be perceived as the currency of a
competitor country.

According to McKinnon and
Ohno, the yen continually appreci-
ated against the U.S. dollar after
1971 because the Japanese and
American governments were
caught in a mutual policy trap.
Continual threats of a trade war by
the United States induced the yen
to ratchet up episodically in 1971
3, 1977-8, 1985-7, and early to
mid-1995. These great yen appreci-
ations ameliorated commercial ten-
sion, although the trade gap wi-
dened. The Bank of Japan validat-
ed this syndrome by following a
deflationary monetary policy rela-
tive to what had been established
independently by the U.S. Federal
Reserve system. After 1985, the re-
sult was great macroeconomic in-
stability in Japan, including two
high-yen recessions.

In recent years, fluctuations in
the yen/dollar rate, competition
from other East Asian competitor
nations, and financial liberalization

have raised concermn among policy-
makers about the appropriate ex-
change rate policy for Korea. Black
discusses the main exchange rate
policy issues for Korea, including
the choice of either an external or
internal target for monetary policy,
depending on the need for flexibil-
ity in dealing with external shocks
versus credibility in establishing
domestic price stability; the choice
of an external comparison basket;
the effects of financial liberaliza-
tion; the issue of a regional curren-
cy area; and the long-run trend of
the real exchange rate.

Nam describes Korea's ex-
change rate regimes since the
1970s, and analyzes the pattern of
exchange rate movements and
management. He also assesses the
long-run behavior of the won. Fi-
nally, he discusses policy issues,
including the overconcern about
current account.deficits, the choice
of exchange rate regimes, the need
to pay more attention to the move-
ment of the yen, and the feasibility
and desirability of joint floating for
East Asian NICs.

Cho and Koh attempt to pro-
vide quantitative assessments of
several macro policies associated
with the liberalization of Korean
capital markets. Accommodative
monetary policies to attain ex-
change rate stability appear either
unsustainable or undesirable for
macro stability. The big-bang ap-
proach, with exchange rate over-
shooting, generates an initial reces-
sion in the short run. A gradual
opening of capital markets in con-
junction with exchange rate adjust-
ment appears desirable for macro
stability.

Lin examines from the demand
side the movement of the real ex-
change rate. He proposes theoreti-
cal models with three goods—ex-
portables, importables, and non-

tradables—and gives several rea-
sons why purchasing power parity
may not hold. One particularly in-
teresting hypothesis is that the cur-
rency of the country with the faster
consumption growth will experi-
ence the real appreciation. Using
the tradables and nontradables
model in the context of time-series
data, Lin then tests for cointegra-
tion between the exchange rates of
Korea versus Japan, and Taiwan
versus the United States.

Based on 1986-92 survey data
of 22 midstream petrochemical in-
dustries in Taiwan, Wang and Wu
show that Taiwan’s petrochemical
firms absorb only about 7 percent
of a given weighted exchange rate
change in their export prices. A 1
percent exchange rate change
causes their markup ratio or price-
cost margin to increase by 19 per-
cent. This implies that Taiwan’s
petrochemical firms have a weak
pricing-to-market pattern, because
both the domestic and the foreign
markets are either oligopolistic or
monopolistic. However, the im-
pacts of the exchange rate change
on the export price, markup ratio,
and price—cost margin had a ten-
dency to increase during 1987-92.
This tendency might be attributable
to increasing competitiveness of
the petrochemical markets in the
world, or to Taiwanese firms’ grad-
ual realization of the importance of
holding their world market shares
in response to the change in the
exchange rate.

Wu suggests that the real ex-
change rates between the Taiwan-
ese and the U.S. dollars did not
move as purchasing power parity
predicts. Also, through analyses of
impulse response functions, he
finds that innovations in nominal
exchange rates and domestic and
foreign prices result in permanent
changes in the real exchange rate.
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Finally, Wu concludes that in the
long run, differential productivity
growth between traded and non-
traded goods, and changes in rela-
tive unit labor costs, can lead to
changes in real exchange rates.

Kwan and Lui discuss the his-
torical background and institutional
details of Hong Kong’s currency
board. They argue that its experi-
ence provides some opportunity
for testing the macroeconomic im-
plications of a currency board re-
gime, They show that the param-
eters of the structural equation and
the characteristics of supply and
demand shocks have changed sig-
nificantly since adoption of the re-
gime. Variance decomposition, im-
pulse response functions, and coun-
-terfactual exercises indicate that the
satisfactory performance of Hong
Kong’s currency board has been
caused by a combination of partic-
ularly favorable factors. Neverthe-
less, the danger of monetary col-
lapse still exists.

Zhaoyong focuses on the dy-
namic relationships between the
exchange rate of the renminbi and
China’s trade balance, its price, and
its quantity components between
January 1991 and February 1996.
He shows a strong causal link run-
ning from the trade balance and
each of its components to the ex-
change rate, but finds no J-curve in
China’s trade balance. Finding a bi-
directional causal relationship be-
tween the movements in the ex-
change rate and the price variables
confirms the presence of a “vicious
circle,” implying that currency de-
valuation has an inflationary effect.

Eichengreen and Rose com-
pare different channels by which
currency crises spread “contagious-
ly” from one country to another.
Using over 30 years of panel data
from over 20 industrialized coun-
tries, they find strong evidence that

contagion spreads more easily to
countries that are closely tied by
international trade linkages than to
countries in similar macroeconomic
circumstances.

Sachs finds that economic struc-
ture, in addition to economic poli-
cy, has affected the capacity of de-
veloping countries to enjoy manu-
facturing-export-led growth in the
past 30 years. The labor-abundant
developing countries of East Asia
have tended to export manufac-
tures, while the land and resource-
abundant developing countries of
Latin America have tended to ex-
port mining and agricultural prod-
ucts. Theory suggests that resource
abundance will cause a high price
of nontradable goods (that is, a
real exchange rate appreciation);
that will squeeze out manufactur-
ing production. Assuming that pro-
ductivity growth is concentrated in
manufactures, the resource-abun-
dant economies can get stuck in a
trap of a strong real exchange rate
and low growth. In fact, Latin
America, compared with East Asia,
is characterized by: 1) a high price
of nontradables; 2) a low share of
exports in manufactures; 3) low
economic growth; and 4) a tenden-
cy toward real depreciation over
time (in contrast to long-run real
appreciation in many economies of
East Asia).

The proceedings of this confer-
ence will be published by the Uni-
versity of Chicago Press. The re-
lease "of this volume will be an-
nounced in an upcoming issue of
the Reporiter.
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Using formulas for state equal-
ization and other state aid, Hoxby
calculates the marginal tax price of
spending for each school district in
the United States for 1972, 1982,
and 1992. She finds that school fi-
nance equalizations do lower the
average level of per-pupil spend-
ing. Poor districts enjoy small in-
creases in spending under founda-
tion aid programs. “Strong power
equalization” and guaranteed tax
base programs tend to generate
such a large decrease in average
spending, however, that even poor

districts experience a loss in spending.

Blomgquist and Newey suggest
that labor supply can be viewed as
a function of the entire budget set.
They apply parametric and non-
parametric labor supply functions
to calculate the effect of recent
Swedish tax reforms. The nonpara-
metric and parametric labor supply
functions qualitatively give the
same results. Recent tax reform in
Sweden has increased labor supply
by a small but economically impor-
tant amount.

Andreoni, Gale, and Scholz

develop a simple framework for
analyzing a household’s decisions
about philanthropic activity. They
examine the model’s predictions
using a nationally representative
survey conducted in 1990 that con-
tains detailed information on hours
volunteered, cash contributions,
and a variety of economic and
demographic variables. Their esti-
mate of the elasticities of monetary
gifts is considerably smaller than
most published estimates. This is
consistent with the fact that the
time-series pattern of contributions
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exhibits a fairly stable upward
trend over periods of significant va-
riation in tax rates. They find, on
average, that gifts of time and mon-
ey are gross complements. Howev-
er, using a compensated notion of
substitution, gifts of time and mon-
ey appear to be substitutes. The
policy simulations in this paper
show that tax policy can influence
charitable giving.

Case and Deaton examine the
social pension in South Africa,
where large cash sums—about
twice the median per capita income
of African households—are paid to
people qualified by age, irre-
spective of their previous contribu-
.tions. The authors use a 1993 na-
tionally representative survey to in-
vestigate the redistributive conse-
quences of the transfers, document-
.ing those who receive the pensions,
their levels of living, and those of
their families. They also look at the
effects of the cash receipts of the al-
location of income to food, school-
ing, transfers, and savings. Further,
they look for relationships between
pension receipts and other “direct”
indicators of welfare: the nutritional
status of children, access to health
care, and the ownership of major
consumer durables. They conclude
that pension income is spent in
much the same way as other in-

come, so that “a rand is a rand” re-
gardless of its source.

Altonji, Hayashi, and Kotli-
koff use data on the extended
family to test whether inter vivos
transfers from parents to children
are motivated by altruism. Specific-
ally, they ask whether an increase
of one dollar in the income of par-
ents actively making transfers to a
child, coupled with a one-dollar re-
duction in that child’s income, re-
sults in the parents increasing their
transfer to the child by one dollar.
They reject the altruism hypothesis,
though. They find that redistribut-
ing one dollar from a recipient
child to donor parents leads to less
than a 13-cent increase in the par-
ents’ transfer to the child.

Bradford and Max analyze a
regulatory program that would
mimic deficit financing in effecting
a transfer of fiscal burdens toward
younger and future generations:
the mandated purchase of (or pro-
vision by employers of) health care
insurance under a system of com-
munity rating, under which the
same price is charged for health in-
surance for all comers, regardless
of age, sex, or health condition.
Using data from a variety of sour-
ces, the authors conclude that the
effect of such a program would be

substantial. A shift to community
rating could generate gains for
people over age 30 in 1994—
$16,700 per person aged 50, for ex-
ample—at the cost to younger co-
horts. Those born in 1994 would
acquire an extra payment obliga-
tion with a discounted value of
$7100 each. The burden passed
along to future generations can be
described by a $9300 per capita tax
at birth (growing with productivity).

Carroll, Holtz-Eakin, Rider,
and Rosen investigate the effect of
entrepreneurs’ personal income tax
situations on their use of labor.
Analyzing the income tax returns
of a large number of sole propri-
etors before and after the Tax Re-
form Act of 1986, they find that in-
dividual income taxes exert a sta-
tistically and quantitatively signifi-
cant influence on the probability
that an entrepreneur hires workers.
A 6 percentage point reduction in
the marginal tax rate of entrepre-
neurs in the 39.6 percent bracket
induces an approximately 12.7 per-
cent increase in the probability that
they hire labor. Further, taxes also
influence the total wage payments
to those newly hired workers. The
elasticity of the median wage bill
with respect to the marginal tax
rate is about 0.214.
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Armknecht discusses some of
the practical issues involved in im-
proving the U.S. Consumer Price
Index (CPD), including the potential
sources of cost savings related to

probability sampling. He also con-
€ .

,siders various methods of quality
=" adjustment that currently are used

in the CPI. He concludes with a
number of recommendations in-
volving statistical policy that would
be necessary for achieving efficien-
cies and improvements.

Gordon links into a price index
successive comparisons of prices of
identical models from the Sears
catalogs of adjacent years. He finds
that the Sears price index for ap-
parel grows at roughly the same
rate as the CPI from 1978 to 1993,
but at a much faster rate during
1978-84, and a much slower rate
from 1984-93. Further, apparel and
durable goods indexes for 191447
exhibit considerably more price
flexibility during the Great Depres-
sion than official government price
indexes do.

Various estimates of the cost of

living are used to index 30 percent
of federal expenditures, but the
CPI is ill-suited for this purpose,
since it is seriously biased. Jorgen-
son and Slesnick present cost-of-
living indexes for the United States
as a whole, and for different demo-
graphic groups. They conclude that
inflation rates for these groups do
not differ substantially.

Cutler, McClellan, Newhouse,
and Remler describe three price
indexes for the medical industry:
an input price index; a treatment
price index; and a cost-of-living in-
dex. They apply these indexes to
the treatment of heart attacks using
data from a major teaching hospi-
tal, and from Medicare between
1983 and 1994. They reach three
conclusions: First, because of tech-
nological change, the change in
measured input price is four times
as large when the inputs are held
constant as when they are rebased
annually. Second, shifting from dis-
aggregated inputs to courses of
treatment results in further declines
in measured price increases. Third,

the results for the cost-of-living in-
dex depend heavily upon assumed
values placed on an additional year
of life. For plausible values, the
real price of heart attack treatment
fell by about 0.6 percent per year
between 1983 and 1994,

The meeting concluded with
two roundtable discussions, the
first on how to treat new goods in
the CP], and the second on esti-
mating the cost of living with in-
dexes other than the CPI. The lead-
ers of the first discussion were: W.
Erwin Diewert, NBER and Universi-
ty of British Columbia; Jerry A.
Hausman, NBER and MIT; Brent
Moulton, Bureau of Labor Statistics;
and Ariel Pakes, NBER and Yale
University. The second discussion
group was led by William D. Nord-
haus, currently of NBER and Yale
University and a member of the
Council of Economic Advisers under
President Jimmy Carter; Zvi Grili-
ches; and Alan S. Blinder, currently of
NBER and Princeton University, and
formerly a member of the Federal
Reserve’s Board of Governors.
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Farber finds that the overall prenticeship training in Germany ing cognitive dissonance. The au-
rate of job loss is up somewhat in and the absence of similar levels of thors show that decisionmaking bi-
the 1990s. The increase is larger for such training in the United States. ases—known as the sunk cost fal-
older and more-educated workers, Stevens uses a spells approach lacy and the base rate fallacy—
although younger and less-educat- to investigate the persistence of arise naturally in their framework.
ed workers continue to have the poverty over individuals’ lifetimes. Holzer and Neumark use mi-
highest rates of job loss. The more- Her findings emphasize the impor- crolevel data on employers and
educated workers suffer less dis- tance of considering multiple spells employees to investigate whether
placement-related economic loss when analyzing the persistence of minority and/or female employees
relative to their income than the poverty. For black and white indi- hired under affirmative action pro-
less-educated workers do: they viduals who fall into poverty in a cedures are less qualified or less
have higher post-displacement em- given year, she finds, approximate- productive, relative to white males,
ployment rates; are more likely to ly 50 and 30 percent respectively than those hired in firms without
be employed full time; have more will have family income below the such procedures. Their measures
stable employment histories; and poverty line in at least five of the of qualifications include the educa-
suffer smaller proportional earnings next ten years. A single-spells ap- tional attainment of the workers
losses on average. Further, older proach predicts comparable figures hired (both absolutely and relative
workers and the better educated of only 26 and 13 percent. to job requirements), the skill re-
are more likely to turn to self- Prendergast and Stole consider quirements of the job for which
employment. how individuals make decisions they are hired, and a variety of

In the standard human capital that reflect on their competence. measures related to worker perfor-
model, workers pay for the acqui- They show that a manager making mance on the job. Based on a rep-
sition of general skills at work investment decisions on a project resentative sample of over 3200
through lower wages. Acemoglu over time initially will exaggerate employers in four major metropoli-
and Pischke present an alternative his own information. Ultimately the tan areas in the United States, they
model in which firms bear the in- manager will become too conserv- find some evidence of lower edu-
vestment cost in general skills- ative, and unwilling to change the cational qualifications among
based training. They argue that investments on the basis of new in- blacks and Hispanics hired under
their model is consistent with the formation. These results relate to affirmative action, but not among
prevalence of firm-financed ap- work in psychology about reduc- white women.
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Cutler and Staiger examine
how innovations in medical care
over time have improved survival
for patients facing acute life-threat-
ening situations, and to what extent
these innovations provide lasting
improvements in patient survival.
Their study evaluates survival
among patients admitted to an
acute care hospital between 1974
and 1987. Controlling for changes
in demographics, they find that
mortality rates one year after a hos-
pital admission have fallen, but that
mortality rates nearer to the date of
admission have fallen even more.
On net, they estimate that over
time, only half of increases in
short-run survival rates persist to
the end of the year; across hospi-
tals, less than 25 percent of increas-
es in short-run survival are associat-
ed with survival to one year.

Many health care experts have
argued that technological change
in health care mostly has been
worth its additional cost, but that
the U.S. health care system may
encourage too much technological
change. McClellan presented em-
pirical evidence on the returns to
technological change in the treat-
ment of heart attacks in the elderly.
New medical technologies tend to

be adopted first by teaching hospi-

tals and large hospitals with inten-
sive procedure capabilities. Conse-
quently, comparing trends in out-
comes and costs at these “technol-
ogy-leading” hospitals to trends at
other hospitals provides a basis for
estimating the incremental value of
new technological changes. Be-
tween 1984 and 1991, both survival
and real medical expenditures per
heart attack patient increased sub-
stantially. Expenditures rose more
rapidly and survival improvements
were greater at the technology-
leading hospitals, suggesting that
the additional new technologies
adopted by these hospitals led to
lower mortality at higher cost. How-

ever, the additional survivors were-

more likely to develop complica-
tions of heart disease, such as fur-
ther heart attacks and heart failure.

There is widespread variation in
the level of health care resources
and utilization across regions in the
United States, a phenomenon
known as “small area variation.”
Skinner discussed new regional
mappings, from the Dartmouth At-
las of Health Care, that quantified
these areas. This work allows re-
searchers to infer whether residents
of a particular zip code: are, on av-
erage, treated aggressively or con-
servatively for a given disease; are

subject to high levels of underlying
health problems (such as acute my-
ocardial infarction, stroke, or cer-
tain forms of cancer); or have a
large number of hospital beds or
specialists per capita in their re-
gion. He also discussed one appli-
cation using data from the atlas:
whether residents of areas with a
greater concentration of hospital
beds per capita experienced better
health.

Fuchs presented results of a sur-
vey of health economists that was
designed to determine the contri-
butions of differences in values and
differences in perceptions of facis
to different opinions about health
policy reforms. In a previous study,
Fuchs had found that health econ-
omists tended to agree on the an-
swers to a number of positive
questions, but tended to disagree
about policy. The new survey re-
vealed that health economists’
opinions about aspects of Republi-
can and Democratic health insur-
ance reforms tended to correlate
with their views about the impor-
tance of universal insurance cover-
age, along with their attitudes
about individual and social respon-
sibilities for social welfare.

MaCurdy presented joint work
with McClellan and Garber on
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trends in Medicare expenditures
and the persistence of individual
Medicare expenditures between
1986 and 1990. Hospital expendi-
ture growth was greatest at the up-
per percentiles of the distribution
of expenditures, especially for the
youngest age cohort (turned 65 in
1986). Part B (primarily outpatient)
reimbursements rose sharply, then
declined slightly for the 90th per-
centile, and experienced low rates
of growth for the 10th and 50th
percentiles. Analysis of the expen-
ditures of individual Medicare re-

cipients over time showed a high
degree of persistence; many of the
patients with persistently high ex-
penditures had chronic diseases
such as heart failure, ischemic heart
disease, occlusive stroke, and so on.

In addition to those already
mentioned, the following NBER as-
sociates participated in the discus-
sions: Laurence C. Baker, Stanford
University; Daniel R. Feenberg;
Bureau President Martin Feldstein,
Paul J. Gertler, and David A. Wise,
Harvard University; Sherry A. Glied,
Columbia University; Jonathan Gru-

ber and James M. Poterba, MIT;
Michael Hurd, RAND Corporation;
and Richard Woodbury. Other at-
tendees included: Kate Baicker, Su-
san Ettner, Jeff Geppert, Jack Need-
leman, Joseph Newhouse, Dahlia
Rembler, and Winnie Yip, Harvard
University; Matthew Eichner, MIT;
Korinna Hansen, Wellesley College;
Stephen T. Parente, Project HOPE
Center for Health Affairs; Tomas
Philipson, University of Chicago;
and Amy Taylor, Agency for Health
Care Policy and Research.
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Becker, Ferson, Meyers, and
Schill develop and test new mod-
els to measure the ability of mutual
funds to time the stock market.
Their models have three distinctive
features: 1) they distinguish market
timing based on certain well-
known, publicly available informa-
tion from timing based on superior
information; 2) they incorporate
the idea that funds may be con-
cerned primarily with their retums,
measured relative to a benchmark
such as the Standard & Poor’s 500
Index; and 3) they allow for esti-
mation of the different effects of
the manager’s risk aversion and the
quality of the available information
about future market moves. Using
a sample of more than 400 U.S.
mutual funds for 1976-94, the au-
thors find that controlling for the
effects of publicly known variables,
such as interest rates and dividend
. yields, improves upon earlier mod-

els. Further, some mutual funds do
behave as if they focus on their re-
turns, measured relative to a bench-
mark. However, after controlling
for the public information vari-
ables, there is no evidence that
funds have significant market tim-
ing ability.

It is often useful to price assets
and other random payoffs by refer-
ring to other observed prices, rath-
er than by constructing full-fledged
economic asset pricing models.
This approach breaks down if
there is no perfect replicating port-
folio. Cochrane and Sai-Requejo
impose weak economic restrictions
to derive usefully tight bounds on
asset prices in this situation. The
bounds basically rule out high
Sharpe ratios—“good deals”—as
well as arbitrage opportunities.

Black and Scholes (1973) im-

_plied volatilities tend to be related
" systematically to the option’s exer-
cise price and the time to expira-

tion. Derman and Kani; Dupire;
and Rubinstein (all 1994) attribute
this to the fact that the Black/
Scholes constant volatility assump-
tion is violated in practice; their de-
terministic volatility function (DVF)
option valuation model has the po-
tential of fitting the observed cross
section of option prices exactly.
Using a sample of S&P 500 Index
options during June 1988 through
December 1993, Dumas, Fleming,
and Whaley evaluate the econom-
ic significance of the implied DVF
by examining the predictive and
hedging performance of the DVF
option valuation model.

Engle and Russell propose a
new statistical model for the analy-
sis of data that do not arrive in
equal time intervals, such as finan-
cial transactions data, telephone
calls, or sales data on commodities
that are tracked electronically. The
model treats the time between
events as a stochastic, time-varying
process. There is strong evidence
of transaction clustering in the fi-
nancial transactions data analyzed,
even after time-of-day effects are
removed. Although the model is
applied most naturally to the arrival of
transactions, it can be modified to
model processes that are observed
in irregular time intervals.

Andersen and Lund show that
it is possible to capture all the main
structural features of the short-term
interest rate process in an intuitive-
ly appealing and fairly manageable
nonlinear, three-factor continuous-
time model. The factors represent
shocks to the short rate itself, the
volatility of the process, and a
time-varying mean level toward
which the short rate reveits. The fac-
tors may be identified with forces
that induce shifts in the steepness,
level, and curvature of the yield
curve. Thus, the representation is
consistent with the set of stylized

facts established by Litterman and
Scheinkman in the late 1980s re-
garding the importance of such
factors in term structure modeling.

The equity premium consists of
a term premium reflecting the
longer maturity of equity relative to
short-term bills, and a risk premi-
um reflecting the fact that equity is
a claim on stochastic payoffs but
riskless bills are claims on known
payoffs. Abel analyzes term and
risk premiums in a general equilib-
rium asset pricing model. He de-
rives closed-form solutions for mo-
ments of asset returns, and pre-
sents first-order approximations to .
illustrate the effects of various pa-
rameters. Numerical calibration in-
dicates that catching-up-with-the-
Joneses preferences, combined
with leverage, can account for the
moments of asset returns.
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Womack and Michaely com-
pare recommendations made by
underwriters and nonunderwriters
of companies that conducted initial
public offerings in 1990-1. They
show that underwriters’ “buy” rec-
ommendations performed poorly
for stocks that they had underwrit-
ten (relative to recommendations
by nonunderwriters) prior to, at the
time of, and subsequent to the rec-
ommendation date. They also dem-
onstrate the substantial conflicts of
interest inherent in the different
functions that investment bankers
perform; these conflicts of interest
bias their views and their recom-

‘mendations of the firms they take

public.

Lamont, Klibanoff, and
Wizman provide a model of
closed-end fund pricing that in-
cludes investors who do not form
expectations correctly, and allows
for salient country-specific news to

affect the process of forming ex-
pectations. They use panel data on
prices and net asset values of
closed-end country funds to exam-
ine investor reaction to news that
affects fundamentals; they measure
the response of the idiosyncratic
change in fund prices to the idio-
syncratic change in fund asset val-
ues. In a typical week, U.S. prices
underreact to changes in foreign
fundamentals: the (short-run) elas-
ticity of prices with respect to asset
values is significantly less than one.
In weeks with major news (rele-
vant to the specific country) ap-
pearing on the front page of the
New York Times, prices react much
more to fundamentals: the elasticity
of prices with respect to asset val-
ues is about one. Major news
events apparently lead some inves-
tors who normally lag behind in
updating their expectations to react
more quickly.

Odean tests the disposition ef-
fect—that is, the tendency of inves-
tors to hold losing investments too
long and to sell winning invest-
ments too soon—by analyzing trad-
ing records for 10,000 accounts at a
large discount brokerage house.
These investors demonstrate a
strong preference for realizing win-
ners rather than losers. Their be-
havior does not appear to be moti-
vated by a desire to rebalance port-
folios, or to avoid the higher trad-
ing costs of low-price stocks, nor is
it justified by subsequent portfolio
performance. For taxable invest-
ments, the behavior is not optimal
and leads to lower aftertax returns.

Froot and Dabora examine
pairs of large “Siamese twin” com-
panies whose stocks are traded
around the world but have differ-
ent trading and ownership habitats.
The twins pool cash flows; with in-
tegrated markets, the twin stocks
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would move in lockstep. Instead,
the relative prices of twin stocks
appear excessively correlated with
the markets on which they are
most intensively traded. For exam-
ple, a twin’s price rises relative to
the other when the market on
which it is rather intensively traded
rises, and falls when the market
where it is less intensively traded
rises. The authors examine several
explanations for this phenomenon:
the discretionary use of dividend
income by parent companies; dif-
ferences in parent company expen-
ditures; voting rights issues; curren-
¢y fluctuations; ex-dividend-date
timing issues, and tax-induced in-
vestor heterogeneity. Taken togeth-
er, these explanations do not ap-
pear to fit all of the facts. The re-

sults are consistent with the hy-
pothesis that: 1) country-specific
sentiment shocks affect share price
movements of locally traded stocks
in proportion to their local trading/
ownership intensity; or 2) markets
are segmented for reasons other
than international transactions costs.

Suppose that' cross-sectional dif-
ferences in stock returns can be
predicted based on variables other
than beta (such as book-to-mar-
ket), and that this predictability re-
flects market irrationality rather
than compensation for fundamen-
tal risk. In this setting, how should
companies determine hurdle rates?
Stein shows how factors such as
managerial time horizons and fi-
nancial constraints affect the opti-
mal hurdle rate. Under some circum-

stances, beta can be useful as a cap-
ital budgeting tool, even if it is of
no use in predicting stock returns.
Barsky, Juster, Kimball, and
Shapiro report on direct measures
of preferences for risk tolerance,
time, and intertemporal substitution
based on survey respondents’ choi-
ces in hypothetical situations. The
majority of respondents fall into
the least risk-tolerant group, but a
substantial minority display higher
risk tolerance. The mean risk toler-
ance is 0.25; the mean elasticity of
intertemporal substitution is 0.2.
Measured risk tolerance is related
positively to a number of behav-
iors, including smoking, drinking, fail-
ing to have insurance, and holding
stocks rather than Treasury bills.
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Van Rixtel and Hassink inves-
tigate whether Japanese monetary
authorities use post-retirement em-
ployment of Ministry of Finance
(MOF) and Bank of Japan (BOJ)
officials as a policy instrument. The
authors also investigate whether in-
dustrial groupings (keiretsu) and
main banks have monitoring func-
tions. They find that MOF and BOJ
retirees do move into banks that
perform badly in terms of prof-
itability and solvency. However, the
authors reject hypotheses of main
bank and keiretsu monitoring for
most samples and specifications.

Ramseyer and Rasmussen use
data from the Japanese courts to
explore the general determinants
of career success and to test how
extensively the government manip-
ulates those incentives toward po-
litical ends. They find that the gov-
ernment rewards the smartest and

‘hardest-working judges. There is

little evidence of ongoing school
cliques, nor that the Japanese sys-
tem rewards judges who mediate
versus those who adjudicate. Rath-
er, the judges who do best are
those who publish the most opin-
ions. However, on the political
side, judges who joined a promi-
nent leftist organization in the
1960s were still receiving less at-
tractive jobs than their peers in the
1980s. Those who decided cases
against the government on average
received less attractive assignments
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over the next several years; and
those judges who decided a high
percentage of cases against the
government early in their careers
were still receiving less attractive
jobs than their peers in the 1980s.
Zucker and Darby went to Ja-
pan and interviewed biotech scien-
tists, industry executives, govern-
ment officials, and officers of inter-

mediating organizations. Their in- -

terviews uncovered three major
factors that interact to deter the for-
mation of new biotechnology firms
there: the closed nature of the Jap-
anese system of higher education,
and noncompetitive research fund-
ing; incompleteness of the capital
markets, especially the lack of a
national venture capital industry ca-
pable of financing new firms, and
the related absence of initial public
offerings prior to a firm’s achieving
substantial profitability; and cultur-
al characteristics and incentive sys-
tems that discourage Japanese en-
trepreneurialism in general, and af-
fect scientists in particular. Zucker
and Darby conclude that these fac-
tors explain both the low level of
formation of new biotechnology
firms and the smaller impact (in Ja-
pan versus the United States) of in-
tellectual capital on resources that
affect the births of new biotechnol-
ogy enterprises.

Ando and Moro estimate the
pattern of aggregate income, sav-
ing, and asset accumulation for Ja-

pan from 1985-2090 under altema-
tive assumptions about fertility.
Their results suggest that the sav-
ing—-income ratio will increase
slightly in the immediate future as
the number of children per family
declines, and then will fall moder- .
ately as the proportion of older
persons in the population increas-
es. Unless some major changes in
Japanese saving behavior take place,
Japan will have an unusually high net
worth/income ratio as its popula-
tion stabilizes or begins to decline.

Kiyotaki and West analyze
fixed business investment in Japan,
which has been unusually volatile
in recent years. They find that
movements in business fixed in-
vestment are consistent with move-
ments in output and in the tax-ad-
justed cost of capital, both on aver-
age during their entire 1961-94
sample, and during the recent
1986-94 business cycle.

Also attending were: Charles Y.
Horioka, NBER and Osaka Univer-
sity; Takatoshi Ito, International
Monetary Fund; Tokuo Iwaisako
and David Weinstein, Harvard Uni-
versity; Ravi Jagannathan, Universi-
ty of Minnesota; Laurence J. Kotli-
koff, NBER and Boston University;
David Laibson, NBER and Harvard
University; Robert E. Lipsey, NBER
and Queens College; and Mariko
Sakakibara, University of California,
Los Angeles.
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Ehrenberg and Hurst analyze
how measured program size, facul-
ty seniority and research productiv-
ity, and faculty productivity in pro-
ducing doctoral degrees, influence
ratings of doctoral programs in 35
academic fields. With this method-
ology, university administrators can
compute the impact of changing
the number of faculty positions al-
located to a field on.the ranking of
its programs. Finally, Ehrenberg
and Hurst show how administra-
tors can “decompose” the differ-
ences between a department’s rat-
ing and the ratings of a group of
higher-ranked departments in the
field into what is attributable to
faculty size, seniority, research pro-
ductivity, and productivity in pro-
ducing doctoral students.

Winston and Yen ask, “Which
colleges and universities grant how
much subsidy, and in what form?”
They use 1991 enrollment and fi-
nancial data from 2687 U.S. col-
leges and universities to describe
price, costs, and aid patterns for
public and private institutions by
“Carnegie type,” and by size distri-
bution of the subsidies among
schools. These appear to be defin-
ing characteristics of both individu-
al colleges and universities and,
more fundamentally, of the eco-
nomic structure of higher education.

Kane evaluates the extent of ra-

cial preference in college admis-
sions and its impact on B.A. com-
pletion rates and earnings of col-
lege entrants ten years after high
school graduation. He finds that al-
though black and Hispanic youth
enjoyed large advantages at elite
institutions (those with reported
mean SAT scores in the top quin-
tile), there was little evidence of ra-
cial preference at the institutions
where 80 percent of four-year col-
lege students enroll. After he cor-
rects for measurement error in the
SAT scores reported by colleges,
Kane finds that both black and
white youth enjoyed higher earn-
ings and higher B.A. completion
rates when attending colleges with
higher mean SAT scores, holding
constant their own test scores and
family background.

Since 1960, higher education has
been transformed from a collection
of local college markets to a market
that is national for elite students
and regional for many others. Hox-
by uses data on more than 5000
colleges since the mid-1960s to test
economic predictions for this in-
creasingly integrated market. She
asks, for example, does competi-
tion explain the rise in real tuition?
Have faculty salaries departed from
the compressed schedules original-
ly adopted to promote collegiality
and research integrity? Has increas-

ing rivalry stimulated the innova-
tiveness of research, and is this
why U.S. higher education is' com-
petitive internationally? And, finally,
has competition made state subsi-
dies a less viable means of support-
ing public colleges?

Darby and Zucker discuss their
ongoing work on the implications
for technology transfer of whether
a country’s national innovation sys-
tem places relatively more empha-
sis on research universities or stand-
alone research institutes. Their pre-
liminary evidence suggests that re-
search universities are more likely
to result in scientist/ firm collabora-
tions than research institutes are.
Zucker and Darby now are investi-
gating the various organizational
constraints, particularly incentive
systems, that might account for
these differences.

Feller notes that existing data on
institutional expenditures for aca-
demic R and D do not adequately
address issues relating to the struc-
ture of the U.S. academic research
system. Institutional expenditures
as a proportion of total expendi-
tures on academic R and D have
risen from 11 percent in 1973 to
nearly 18 percent in 1993. There
are sizable differences, though, in
the relative shares of institutionally
funded R and D between private
and public universities. These series
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are subject to underreporting, non-
comparability, and misspecification.

Higher education is a complex
series of interactions between stu-
dent “demanders” and diverse sup-
pliers within universities. The asym-
metries of information that are in-

herent in these interactions are ex-
acerbated by higher education’s fi-
nance mechanism. This mechanism
also discourages efficiency of in-
vestment, diverts productive efforts
to rent-seeking activities, and cre-
ates incentives that make research

compete unnecessarily with leam-
ing. Effective reforms will require
specific changes in the finance
mechanism. In this particular pa-
per, Hoenack shows the potential
role of risk-based student lending.

Reprints Available

The following NBER Reprints, in-
tended for nonprofit education and re-
search purposes, are now available.
(Previous issues of the NBER Reporter
list titles 1-2031 and contain abstracts
of the Working Papers cited below.)

These reprints are free of charge to
Corporate Associates. For all others
there is a charge of $5.00 per re-
print requested. (Outside of the
United States, add $10.00 for post-
age and handling.) Advance pay-
ment is required on all orders.
Please do not send cash. Reprints
must be requested by number, in writ-
ing, from: Reprints, NBER, 1050 Massa-
chusetts Avenue, Cambridge, MA
02138-5398.

2032. “International Capital Mobility in
the 1990s,” by Maurice Obstfeld
(NBER Working Paper No. 4534)

2033. “Plant-Level Adjustment and Ag-
gregate Investment Dynamics,” by Ri-
cardo J. Caballero, Eduardo M. R. A.
Engel, and John C. Haltiwanger
2034. “Patent Races, Product Standards,
and International Competition,” by
Richard Jensen and Marie C. Thurs-
by (NBER Working Paper No. 3870)
2035. “International Currency Experi-
ence: New Lessons and Lessons Re-
learned,” by Maurice Obstfeld
2036. “A Note on Taxation as Social In-
surance for Uncertain Labor Income,”
by Louis Kaplow (NBER Working Pa-
per No. 3708)

2037. “Exchange Rate Dynamics Re-
dux,” by Maurice Obstfeld and Ken-
neth Rogoff (NBER Working Paper
No. 4693)

2038. “The Quantitative Analysis of the
Basic Neomonetarist Model,” by Miles
S. Kimball (NBER Working Paper No.
5046)

2039. “Benefits of Control, Managerial
Ownership, and the Stock Returns of
Acquiring Firms,” by R. Glenn Hub-
bard and Darius Palia (NBER Work-
ing Paper No. 5079)

2040. “Money, Output, and Prices: Evi-
dence from a New Monetary Ag-gre-
gate,” by Julio J. Rotemberg, John C.
Driscoll, and James M. Poterba
(NBER Working Paper No. 3824)

2041. “Moral Hazard and Risk Spread-
ing in Partnerships,” Martin Gaynor
and Paul J. Gertler (NBER Working
Paper No. 3373)

2042. “Monetary Policy Rules and Fi-
nancial Stability,” by Bennett T. Mc-
Callum (NBER Working Paper No.
4692)

2043. “A Theory of the Welfare State,”
by Hans-Werner Sinn (NBER Work-
ing Paper No. 4856) '
2044. “The Output Contributions of
Computer Equipment and Personnel: A
Firm-Level Analysis,” by Frank R.
Lichtenberg (NBER Working Paper
No. 45403

2045. “The Status of Capital Income
Taxation in the Open Economy,” by
Assaf Razin and Efraim Sadka (NBER
Working Paper No. 3796)

2046. “What Do Budget Deficits Do?”
by Laurence M. Ball and N. Gregory
Mankiw (NBER Working Paper No.
5263)

2047. Labor Market Institutions, Liquid-
ity Constraints, and Macroeconomic
Stability,” by Frank R. Lichtenberg
(NBER Working Paper No. 3926)

2048. “The Intertemporal Approach to
the Current Account,” by Maurice
Obstfeld and Kenneth Rogoff (NBER
Working Paper No. 4893)

2049. “Perspectives on PPP and Long-
Run Real Exchange Rates,” by Ken-
neth A. Froot and Kenneth Rogoff
(NBER Working Paper No. 4952)

2050. “Capital Income Taxation and
Long-Run Growth: New Perspectives,”
by Assaf Razin and Chi-Wa Yuen
(NBER Working Paper No. 5028)

2051. “From Each According to His
Surplus: Equiproportionate Sharing of
Commodity Tax Burdens,” by James
R. Hines, Jr., John C. Hlinko, and
Theodore J. F. Lubke (NBER Tech-
nical Paper No. 138)

2052. “Productivity and the Density of
Economic Activity,” by Antonio Cic-
cone and Robert E. Hall (NBER
Working Paper No. 4313)

2053. “How Tax Complexity and En-
forcement Affect the Equity and Ef-
ficiency of the Income Tax,” by Louis
Kaplow (NBER Working Paper No.
539D

2054. “The Channels of Monetary
Transmission: Lessons for Monetary
Policy,” by Frederic S. Mishkin
(NBER Working Paper No. 5464)

2055. “Selection Bias Adjustment in
Treatment-Effect Models as a Method
of Aggregation,” by Robert A. Moffitt
(NBER Technical Paper No. 187)

2056. “Health and Labor Porce Parti-
cipation of Older Men, 1900-91,” by
Dora L. Costa (NBER Working Paper
No. 4929)
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Bureau Books
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Empirical
Foundations of
Household
Taxation

Empirical Foundations of
Housebold Taxation, edited by
Martin Feldstein and James M. Po-
terba, is now available from the
University of Chicago Press. The
papers in this volume, presented at
a 1995 NBER conference, offer new
findings on how taxes in general
affect household behavior, and on
the specific effects of different
types of tax policies. All the results
are based on household-level data,
drawn from tax return files and
household surveys.

Feldstein is president and CEO
of the NBER and a professor of
economics at Harvard University.
He is a2 member of, and Poterba is
director of, the NBER’s Program in
Public Economics. Poterba is also a
professor of economics at MIT.

This volume costs $45.00.

Advances in the
Economics of
Aging

Advances in the Economntics of
Aging, edited by David A. Wise, is
now available from the University
of Chicago Press for $65.00. This is
the fifth volume in a series on the
economics of aging; it focuses on
labor market behavior, health care,
housing and living arrangements,
and saving and wealth. Specdifically,
one paper examines the effect of
labor market rigidities on the em-
ployment of older workers. Anoth-
er asks why Medicare costs are ris-
ing, while a third considers wheth-
er 401(k) plans replace other em-
ployer-provided pension plans.
This volume should be of interest
to a wide audience with a basic
understanding of economic terms.

Wise directs the NBER’s Pro-
gram of Research on Aging and is
a professor at Harvard’s Kennedy
School of Government.
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MIT Press
Journals is
pleased to
announce
that NBER
Moacroeconomacs
Annual and
Tax Policy
and The
Economy are
now both
available by
subscription.

subscription prices

NBER Macroeconomics
Annual

Published in October
Volume 11, 1996 issue forthcoming
Hardcover $40
ISBN 0-262-02414-4
Paperback $20

ISBN 0-262-52222-5
Outside US.A.add $10 postage
and handling per copy.
Canadians also add 7% GST.

Tax Policy and The
Economy

Published in May
Volume 10, 1996 issue
Hardcover $30
ISBN 0-262-16161-3
Paperback $15

ISBN 0-262-66098-9
Outside U.S.A. add $10 postage
and handling per copy.
Canadians also add 7% GST.

Subscription option is available
to individuals only.
To order, please contact:

MIT Press Journals
55 Hayward Street
Cambridge, MA 02142
Tel: 617-253-2889
Fax: 617-577-1545
journals-orders@mit.edu




Current Working Papers

NBER Working Papers

Why Does Inflation
Differ Across Countries?
Marta Campillo and

Jeffrey A. Miron

NBER Working Paper No. 5540
April 1996

JEL Nos. E31, E58, E61

Monetary Economics

This paper attempts to explain
the differences in inflation perfor-
mance across countries. Earlier re-
search has examined this topic, but
has considered only some of the
factors that might be empirically
important determinants of inflation
rates. We consider: the distaste for
inflation; optimal tax considera-
tions; time consistency issues; dis-
tortionary noninflation policies; and
other factors that might be impor-
tant. Overall, our results suggest
that institutional arrangements—
central bank independence, or ex-
change rate mechanisms—are rela-
tively unimportant in determining
inflation performance, while eco-
nomic fundamentals, including
openness and optimal tax consid-
erations, are relatively important
determinants.

Expectation Traps

and Discretion

V. V. Chari,

Lawrence J. Christiano, and
Martin Eichenbaum

NBER Working Paper No. 5541
April 1996 '

JEL Nos. E32, E60

Economic Fluctuations and Growth

We argue that discretionary
monetary policy exposes the econ-
omy to welfare-decreasing instabili-
ty. It does so by creating the po-
tential for private expectations
about the response of monetary
policy to exogenous shocks to be



self-fulfilling. Among the many
equilibriums that are possible,
some have good welfare proper-
ties. But others exhibit welfare-de-
creasing volatility in output and
employment. We refer to the latter
type of equilibriums as expectation
traps. In effect, our paper presents
a new argument for commitment in
monetary policy, because commit-
ment eliminates these bad equilib-
riums. We show that full commit-
ment is not necessary to achieve
the best outcome, and that more
limited forms of commitment suffice.

Sulfur Dioxide Compliance
of a Regulated Utility

Don Fullerton,

Shaun P. McDermott, and
Jonathan P. Caulkins

NBER Working Paper No. 5542

April 1996

JEL Nos. H23, H73, D6, Q25

Public Economics

Electric utilities can reduce sulfur
dioxide emissions through a variety
of strategies, such as adding scrub-
bers, switching to low-sulfur coal,
or -shifting output among generat-
ing plants with different emissions.
The cost of achieving a given emis-
sion target can be minimized using
a market for emission allowances,
as under the Clean Air Act Amend-
ments of 1990, if firms with high
abatement costs buy allowances,
while those with low abatement
costs reduce emissions and sell al-
lowances. However, public utility
commissions regulate which costs
can be passed to customers.

Previous theoretical work has
analyzed the effects of regulations
on a utility’s choice of permits ver-
sus a single continuous “abatement
technology.” In this paper, we con-
sider three abatement technologies
and the discrete choices among
them. Our numerical model uses
market and engineering informa-

tion on permit prices, scrubber cost
and efficiency in terms of sulfur re-
moval, costs and sulfur content of
alternative fuel, plus costs and effi-
ciency of generating plants. We
find that regulatory rules could
more than double the cost of sulfur
dioxide compliance.

U.S. Trade Policy and
Cigarette Smoking in Asia
Frank J. Chaloupka and

Adit Laixuthai

NBER Working Paper No. 5543

April 1996

JEL No. 11

Health Economics

During the 1980s and early
1990s, the cigarette markets in Ja-
pan, Taiwan, South Korea, and
Thailand were opened to U.S. ciga-
rettes through actions taken under
Section 301 of the 1974 Trade Act
and its subsequent amendments.
Using pooled annual time-series
data from ten Asian countries, we
examine the impact of the Section
301 agreements on the market
share of U.S. cigarettes and on per
capita cigarette consumption. Esti-
mates from fixed-effects models in-
dicate that the market share of U.S.
cigarettes in Japan, Taiwan, South
Korea, and Thailand increased dra-
matically after the agreements as
consumers switched from the
brands produced by domestic mo-
nopolies to the brands of U.S. ciga-
rette producers. In addition, simu-
lations based on the regression re-
sults indicate that per capita ciga-
rette consumption in 1991 in the
four affected countries was nearly
10 percent higher than it would
have been had the markets re-
mained closed to U.S. cigarettes.

Bounding the Effects of
R and D: An Investigation
Using Matched
Establishment-Firm Data
James D. Adams and

Adam B, Jaffe

NBER Working Paper No. 5544

April 1996

JEL Nos. 031, 032

Productivity

Studies of firm-level data have
shown that a firm’s R and D and
the R and D of other firms together
increase conventional factor pro-
ductivity. We investigate these phe-
nomena further by examining the
relationship between plant-level
productivity and firm-level R and
D. We find that: 1) the productivi-
ty-enhancing effects of parent firm
R and D are diminished by geo-
graphic distance from the research
lab and “technological” distance
between the product-field focus of
the R and D and the plants; 2) pro- §
ductivity appears to depend on the
intensity of parent firm R and D (R
and D per plant), not on the total
amount of R and D; and 3) spill-
overs of research effects from tech-
nologically related firms are signifi-
cant but also depend on R and D
intensity rather than total industry R
and D. These results suggest that,
despite the extemalities created by
spillovers of R and D, the “dilution”
of R and D across multiple target
plants reduces its potency suffi-
ciently that spillovers may not be a
source of industrywide or econo-
mywide increasing returns.

Environment Regulation
and Innovation:

A Panel Data Study

Adam B. Jaffe and

Karen Palmer

NBER Working Paper No. 5545
April 1996

JEL Nos. Q28, 031

Productivity
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In a 1991 essay in Scientific
American, Michael Porter suggest-
ed that environmental regulation
may have a positive effect on the
performance of domestic firms rel-
ative to their foreign competitors,
by stimulating domestic innovation.
We examine the stylized facts on
environmental expenditures and
innovation with data from a panel
of manuacturing industries. We
find that [lagged] environmental
compliance expenditures have a
significant positive effect on R and
D expenditures, when we control
for unobserved industry-specific ef-
fects. We find little evidence, how-
ever, that industries’ inventive out-
put (as measured by successful
patent applications) is related to
compliance costs.

Business Fixed Investment
and the Recent Business
Cycle in Japan

Nobuhiro Kiyotaki and
Kenneth D. West

NBER Working Paper No. 5546

April 1996

Economic Fluctuations and Growth

To analyze business fixed invest-
ment in Japan, which has been un-
usually volatile in recent years, we
develop and apply a loglinear flexi-
ble accelerator model. We find that
movements in business fixed in-
vestment are consistent with move-
ments in output and the tax-adjust-
ed cost of capital, both on average
during our entire 1961-94 sample
and during the recent 1986-94
business cycle.

Understanding the 20th
Century Growth in U.S.
School Spending

Eric A. Hanushek and
Steven G. Rivkin

NBER Working Paper No. 5547
April 1996

JEL No. 12

Labor Studies

The persistent increase in spend-
ing on elementary and secondary
schools has gone virtually undocu-
mented. Real expenditure per stu-
dent increased at 3.5 percent per
year over the entire century from
1890 to 1990. A decomposition of
the spending growth shows that it
was propelled by a combination of
falling pupil—teacher ratios, increas-
ing real wages to teachers, and ris-
ing expenditures outside of the
classroom. While the expansion of
education for the handicapped has
had a disproportionate effect on
spending, most of the growth in
expenditures during the 1980s
came from other sources. Increases
in teacher salaries, which reflect
competitive pressures, particularly
for females, nevertheless have
failed to keep up with wages in
other occupations; this leads to
likely declines in teacher quality
over time. Moreover, the magni-
tude of the wage dedline is larger
than commonly thought because
the relative aging of teachers has
masked the sizable declines in
teacher salaries as compared to sal-
aries of comparably aged people in
other occupations.

Aggregation and the
Estimated Effects of
School Resources
Eric A. Hanushek,

Steven G. Rivkin, and
Lori L. Taylor

NBER Working Paper No. 5548
April 1996

JEL Nos. 12, H7

Labor Studies

This paper attempts to reconcile
the contradictory findings in the
debate over school resources and
school effectiveness by highlighting
the role of aggregation in the pres-
ence of omitted variables bias.
While data aggregation for well-
specified linear models yields unbi-

ased parameter estimates, aggrega-
tion alters the magnitude of any
omitted variables bias. In general,
the theoretical impact of aggrega-
tion is ambiguous. In a very rele-
vant special case in which omitted
variables relate to state differences
in school policy, however, aggre-
gation implies clear upward bias of
estimated school resource effects.
Analysis of “High School and Be-
yond” data provides strong evi-
dence that aggregation inflates the
coefficients on school resources.
Moreover, the pattemn of results is
not consistent with an errors-in-va-
riables explanation, the alternative
explanation for the larger estimated
impact with aggregate estimates.
Since studies using aggregate data
are much more likely to find posi-
tive school resource effects on
achievement, these results further
support the view that additional ex-
penditures alone are unlikely to im-
prove student outcomes.

Trade Liberalization and
Endogenous Growth:

A g-Theory Approach
Richard E. Baldwin and
Rikard Forslid

NBER Working Paper No. 5549
April 1996

JEL Nos. F12, 040

International Trade and Investment

This paper has two purposes. It
introduces a direct approach to
policy analysis in endogenous
growth models—the g-theory ap-
proach—and it uses this approach
to illustrate several new links be-
tween opennessand growth that
appear when we enrich the eco-
nomic content of the early trade
and growth models. The approach,
inspired by Tobin’s ¢, is merely a
change of state variables and a re-
interpretation of steady-state condi-
tions. The main difference is its fo-
cus on investment, which is after
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all the heart of growth models. The
simplicity of the approach permits
us to expand the early models in
interesting directions and to in-
clude trade barriers explicitly. Thus
we can study incremental policy
reform, rather than mere shifts
from autarky to free trade (or small
deviations from free trade), as in
the early literature.

Do Budget Rules Work?
James M. Poterba

NBER Working Paper No. 5550
April 1996

JEL Nos. H61, E62, H62

Public Economics

The design of budget rules and
institutions, long a neglected area
in public finance and macroeco-
nomics recently has been thrust to
center stage by the debate over a
balanced budget amendment and
other deficit-reduction measures in

" the United States. This paper de-

scribes the existing evidence on
how budget rules affect fiscal poli-
cy outcomes. It contrasts the “insti-
tutional irrelevance view,” which
holds that budget rules can be cir-
cumvented by modifying account-
ing practices and changing the
nominal timing or other classifica-
tion of taxes and expenditures,
with the “public choice view” in
which fiscal institutions represent
important constraints on the behav-
ior of political actors. Several dis-
tinct strands of empirical evi-
dence—from the U.S. federal expe-
rience with antideficit rules, the
U.S. state experience with balanced
budget rules, and international
comparisons of budget outcomes in
nations with different fiscal institu-
tions—suggest that fiscal institu-
tions do matter. Thus the institu-
tional irrelevance view does not
hold. However, the existing evi-
dence is not refined enough to pro-
vide detailed advice on how nar-
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rowly defined changes in budget
rules rnight affect policy outcomes.

The Entry and Exit of
Workers and the Growth
of Employment: An
Analysis of French
Establishments

John M. Abowd, Patrick Corbel,
and Francis Kramarz

NBER Working Paper No. 5551
April 1996

JEL Nos. J23, J60, D24

Labor Studies

Our empirical analyses distin-
guish between directly measured
flows of workers and directly mea-
sured job creation and destruction.
Using a representative sample of
all French establishments for 1987
to 1990, we find that: 1) annual job
creation can be characterized as
hiring three persons and separating
two for each job created in a given
year; 2) annual job destruction can
be characterized as hiring one per-
son and separating two for each

job destroyed in a given year; 3)

two-thirds of all hiring is short-term
contracts, and more than half of all
separations are attributable to
reaching the end of these short-
term contracts; 4) when an estab-
lishment is shrinking, the adjust-
ment is made by reducing entry
(short and long contracts, and
transfers) and not by changing the
separation rates; 5) for the highest
skill groups, 10 percent of months
with firm-initiated exits also have
new hiring in the same skill group,
and for the lowest skill groups, 25
percent of the months with firm-
initiated separations also have new
hiring in that skill group; 6) ap-
proximately one-third of all short-
term employment contracts are
converted to long-term contracts at
their termination; 7) most worker
flows are procyclical; 8) employ-
ment adjustment occurs primarily

through changes in the entry rates
(often of short-term contract work-
ers), and not through the exit rates
(except for quits); and 9) the rate
of internal promotion into higher-
skilled positions is about three
times that of net employment
changes inside the job category.

‘Why Do Countries

Seek Regional

Trade Agreements?

John Whalley

NBER Working Paper No. 5552
April 1996 -

International Trade and Investment

This paper emphasizes the range
of factors that influence country de-
cisions to seek regional trading ar-
rangements. These include conven-
tional access benefits, but extend to
safe haven concerns, the use of
trade arrangements to underpin se-
curity arrangements, and the tacti-
cal interplay between multilateral
and regional trade negotiating posi-
tions. In a final section, we use the
results of an earlier modeling effort
by Perroni and Whalley to empha-
size that nontraditional objectives
may be quantitatively more impor-
tant than traditionally analyzed
objectives.

The Comovements
Between Real Activity
and Prices at Different

Business Cycle
Frequencies

Wouter J. den Haan

NBER Working Paper No. 5553
April 1996

JEL Nos. E32, C82

Economic Fluctuations and Growth

In this paper, I present two dif-
ferent methods of obtaining a con-
cise set of descriptive results about
the comovement of variables. The
statistics are easy to interpret and
capture important information

@




about the dynamics in the system
that would be lost if one focused
only on the unconditional correla-
tion coefficient of detrended data.
The methods do not require as-
sumptions about the order of inte-
gration. That is, the methods can
be used for stationary as well as in-
tegrated processes. They do not re-
quire the types of assumptions
needed for vector autoregression
decompositions either. Both meth-
ods yield similar results. In the
postwar period, the comovement
between output and prices is posi-
tive in the “short run” and negative
in the “long run.” During the same
period, the comovement between
hours and real wages is negative in
the “short run” and positive in the
“long run.” I show that a model in
which demand shocks dominate in
the short run and supply shocks
dominate in the long run can ex-
plain the empirical results, while
standard sticky-price models with
only demand shocks cannot.

A Survey of Corporate
Governance

Andrei Shleifer and
Robert W. Vishny

NBER Working Paper No. 5554
April 1996

Corporate Finance

This paper surveys the research
on corporate governance, with
special attention to the importance
of legal protection of investors, and
to ownership concentration in cor-
porate governance systems around
the world.

Drug Use and AFDC
Participation: Is There
a Connection?

Robert Kaestner

NBER Working Paper No. 5555
April 1996

JEL Nos. 138, 118

Health Economics

Drug use and welfare are two
serious social problems that have
received widespread public atten-
tion. Recently, it has been suggest-
ed that illicit drug use is a major
cause of welfare, although there is

only anecdotal evidence to support

such a claim. This paper provides
the first systematic analysis of the
issue by examining the relationship
between illicit drug use and wel-
fare participation among a nation-
ally representative sample of young
adults. The results indicate that
drug use in the past year, predomi-
nantly marijuana use, is related
positively to future welfare partici-
pation for all women. The magni-
tude of the drug effect, however, is
modest: if drug use among welfare
participants was reduced to the
levels of nonparticipants, welfare
participation would decline by ap-
proximately 1 percent.

Budget Deficits and
Budget Institutions
Alberto Alesina and
Roberto Perotti

NBER Working Paper No. 5556
May 1996

Monetary Economics

By discussing the available theo-
retical and empirical literature, this
paper argues that budget proce-
dures and budget institutions do in-
fluence budget outcomes. Budget
institutions include both procedural
rules and balanced budget laws.
We critically assess theoretical con-
tributions in this area and suggest
several open and unresolved is-
sues. We also examine the empiri-
cal evidence drawn from studies on
samples of OECD countries, Latin
American countries, and U.S. states.

Institutions for
Monetary Stability
Christina D. Romer and
David H. Romer

NBER Working Paper No. 5557
May 1996

JEL Nos. E52, ES8

Monetary Economics

This paper demonstrates that
failures in monetary policy arise
not just from dynamic inconsisten-
cy, but more importantly, from an
imperfect understanding of the
economy and the effects of policy.
Using recent and historic episodes
from the United States and abroad,
we show that limited knowledge
on the part of economists, policy-
makers, elected leaders, and voters
has been an important source of
mistakes in monetary policy. We
then analyze what institutions of
monetary policy could address the
problems of both dynamic incon-
sistency and limited knowledge.
One set of institutions that could
do this is a highly independent
central bank with discretion about
both the goals and the conduct of
policy, combined with a two-level
structure through which elected
leaders appoint a board of trustees
for the central bank, which in tum
selects the actual policymakers. We
conclude by discussing recent and
proposed reforms in monetary pol-
icy and institutions in industrialized
countries in light of this analysis.

Optimal Tax and

Debt Policy with
Endogenously Imperfect
Creditworthiness
Joshua Aizenman,

Michael Gavin, and

Ricardo Hausmann

NBER Working Paper No. 5558
May 1996

JEL Nos. F15, F21, F34
International Trade and Investment
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This paper shows that the pat-
terns of optimal tax rates and bor-
rowing in the presence of con-
straints on endogenous borrowing
differ considerably from the pat-
terns observed with fully integrated
capital markets. We study a devel-
oping country characterized by
costly tax collection. Its access to
the international credit market is
determined by the efficiency of the
tax system, and by the relative bar-
gaining power of creditors. Partial
defaults induce a “burden shifting”
from bad to good states of nature,
reducing the cost of borrowing,
and implying that a switch from
no-default to a partial-default re-
gime is associated with a borrow-
ing boom. The switch to a partial-
default regime also is associated
with financial fragility, such that
small adverse changes in funda-
mentals lead to a large accumula-
tion of debt. The tax rate exhibits
strong countercyclical patterns in
economies operating at the credit
ceiling, versus strong procyclical
patterns in economies operating on
the upward sloping portion of the
supply of credit (where the risk
premium is positive) and very little
cyclical pattern at all in economies
operating on the elastic portion of
the supply of credit. We identify a
volatility—debt curve for a given re-
alization of output. With low debt,
higher volatility tends to reduce
borrowing. When volatility reaches
a threshold, we observe a switch
from a no-default to a partial-de-
fault regime, where a furthier rise in
volatility increases borrowing and
reduces present taxes.

Axiomatic and Economic
Approaches to
International Comparisons
W. Erwin Diewert

NBER Working Paper No. 5559

May 1996
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JEL Nos. C43, C81, E31, F31
International Trade and Investment,
Productivity

This paper considers the prob-
lem of choosing a multilateral sys-
tem of index numbers in order to
compare aggregate prices and
quantities among many countries
and regions. The problems in-
volved in choosing functional
forms in order to make these com-
parisons are both theoretically and
empirically more difficult than
those involved in choosing a bilat-
eral index number formula. The
great variation in relative prices
and quantities in the international
context means that the choice of a
multilateral method is empirically
important: different methods will
yield very different answers. This
paper reviews ten classes of multi-
lateral methods from the viewpoint
of both the axiomatic and the eco-
nomic approach. A new system of
11 desirable axioms or properties
for multilateral systems is suggest-
ed. With respect to the economic
approach, the concept of a superla-
tive bilateral index number formula
(which can model substitution ef-
fects adequately) is adapted to the
multilateral context. Each of the ten
classes of multilateral methods is
evaluated from the axiomatic and
economic perspectives. Four class-

es of methods are identified as be-.

ing “best.” They are all superlative
and satisfy slightly different sets of
axioms.

Asiani Demography

and Foreign Capital
Dependence

Matthew Higgins and

Jeffrey G. Williamson

NBER Working Paper No. 5560

May 1996

Development of the American Economy,
International Trade and Investment

Ansley Coale and.Edgar Hoover

were right about Asia. Rising fertili-
ty and declining infant mortality
have had a profound impact on
Asian savings, investment, and for-
eign capital dependency since
Coale and Hoover wrote in 1958.
We argue that: 1) Much of the im-
pressive rise in Asian savings rates
since the 1960s can be explained
by the equally impressive decline
in youth dependency burdens. 2)
Where Asia has kicked the foreign
capital dependence habit is where
youth dependency burdens have
fallen most dramatically. 3) Aging
will not diminish Japan’s capacity
to export capital in the next centu-
ry, but little capital will go to the
rest of Asia, which will become a
net capital exporter, at least if de-
mography is allowed to have its
way. These conclusions emerge
from a model that rejects steady-
state analysis in favor of transition
analysis, and extends the conven-
tional focus of the dependency rate
literature on savings to investment
and net capital flows.

Airline Hubs: Costs,
Markups, and the
Implications of
Customer Heterogeneity
Steven Berry, Michael Carnall,
and Pablo T. Spiller

NBER Working Paper No. 5561

May 1996

JEL Nos. L11, L13, 193

Industrial Organization

We estimate a model of airline
competition that captures the two
major features of the industry:
product differentiation and econo-
mies of density. The results not
only provide support for some of
the traditional common wisdom in
the industry, but also are useful for
understanding major puzzles con-
cerning the evolution of the indus-
try. Our estimates indicate that a
hubbing airline’s ability to raise pri-




ces is focused on tickets that ap-

- peal to price-inelastic business trav-

elers, who favor the origin-hub air-
line, even while paying an average
premium of 20 percent. However,
these high prices do not provide a
“monopoly umbrella” to other non-
hub airlines. Finally, on the cost
side there is evidence of economies
of density (and therefore cost econ-
omies of hubbing) on longer routes.
Consistent with the “Southwest Air-
lines” effect, there is no evidence
of economies of density on shorter
routes.

Information Technology
and the Future of Cities
Jess Gaspar and

Edward L. Glaeser

NBER Working Paper No. 5562

May 1996 '

JEL Nos. R11, 018

Economic Fluctuations and Growth

Will improvements in informa-
tion technology eliminate face-to-
face interactions and make cities
obsolete? In this paper, we present
a model in which individuals make
contacts and choose whether to
use electronic or face-to-face meet-
ings in their interactions. Cities are
modeled as a means of reducing
the fixed travel costs involved in

-face-to-face interactions. When tel-

ecommunications technology im-
proves, there are two opposing ef-
fects on cities and face-to-face in-
teractions: some relationships that
used to be face-to-face will be
done electronically (an intuitive
substitution effect); and some indi-
viduals will choose to make more
contacts, many of which result in
face-to-face interactions. Our em-
pirical work suggests that telecom-
munications may be a comple-
ment, or at least not a strong sub-
stitute for cities and face-to-face in-
teractions. We also present simple
models of leaming in person, from

a written source, or over the phone.
We find that interactive communi-
cation dominates other forms of
learning when ideas are complicated..

The Mexican Peso Crisis:
Sudden Death or

Death Foretold?

Jeffrey D. Sachs, Aaron Tornell,
and Andrés Velasco

NBER Working Paper No. 5563

May 1996

_JEL Nos. ES2, ES8, F31

International Finance and
Macroeconomics -

We argue that allowing for the
possibility of a self-fulfilling panic
helps in understanding several fea-
tures of the recent Mexican crisis.
Self-fulfilling expectations became
dedisive in generating a panic only
after the government ran down
gross reserves and ran up short-
term dollar debt. We present a sim-
ple model to explain how and why
multiple equilibriums can occur for
some levels of reserves or debt, but
not for others. Finally, we argue
that the imperfect credibility of
Mexican exchange rate policy
made it advisable to follow more
contractionary fiscal and monetary
policies in 1994. Our model formal-
izes the reasons for this.

Parametric and
Nonparametric
Approaches to Price
and Tax Reform

Angus Deaton and Serena Ng
NBER Working Paper No. 5564
May 1996

JEL Nos. H2, C4

Public Econormics

In the analysis of tax reform,
when equity is traded off against
efficiency, measuring efficiency re-
quires knowing how tax-induced
price changes affect quantities sup-
plied and demanded. In this paper,

we present various econometric
procedures for estimating how tax-
es affect demand. We examine the
advantages and disadvantages of
parametric methods of tax reform
analysis, and suggest that the non-
parametric “average derivate esti-
mator” is a useful altemative. We
apply both parametric and non-
parametric methods to analyzing
possible price reform for foods in
rural Pakistan, and discuss the is-
sues that remain to be dealt with in
empirical welfare analyses.

The Role of History in
Bilateral Trade Flows
Barry Eichengreen and
Douglas A. Irwin

NBER Working Paper No. 5565
May 1996

International Trade and Investment

This paper investigates the theo-
ry and evidence for history playing
a role in shaping the direction of
international trade. Because there
are reasons to anticipate a positive
correlation between the predomi-
nant direction of trade flows in the
past and membership in preferen-.
tial arrangements in the present,
there may be a tendency to attrib-
ute spuriously to preferential ar-
rangements the effects of historical
factors and to exaggerate the influ-
ence of the former. Thus, the stan-
dard gravity-model formulation,
which neglects the role of histori-
cal factors, suffers from omitted-va-
riables bias. We illustrate these
points by analyzing the evolution
of trade between 1949 and 1964.
We find that historical factors exer-
cise an important influence on trade
even after we control for the argu-
ments of the standard gravity model.
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How Much Does Sorting
Increase Inequality?
Michael Kremer

NBER Working Paper No. 5566
May 1996

JEL Nos. D31, D91

Economic Fluctuations and Growth

Social commentators from Wil-
liam Julius Wilson to Charles Mur-
ray have argued that increased sort-
ing of people into internally homo-
geneous neighborhoods, schools,
and marriages is spurring long-run
inequality. Calibration of a formal
model suggests that these fears are
misplaced. In order to increase the
steady-state standard deviation of
education by 1 percent, the correla-
tion between neighbors’ education
would have to double, or the cor-
relation between spouses’ educa-
tion would have to increase by one
third. In fact, both correlations
have declined slightly over the past
few decades. Sorting has somewhat
more significant effects on intergen-
erational mobility than on inequality.

Do Workplace Smoking
Bans Reduce Smoking?
William N. Evans,

Matthew C. Farrelly, and
Edward Montgomery

NBER Working Paper No. 5567
May 1996

JEL Nos. J28, 118

Health Economics, Labor Studies

In recent years there has been a
heightened public concern over the
potentially harmful effects ‘of envi-
ronmental tobacco smoke. In re-
sponse, smoking has been banned
on many jobs. Using data from the

1991 and 1993 National Health In- -

terview Surveys and smoking sup-
plements to the September 1992
and May 1993 Current Population
Surveys, we investigate whether
these workplace policies reduce
the prevalence and intensity of

smoking among workers. Qur esti-
mates suggest that workplace bans
reduce the prevalence of smoking
by 5 percentage points, and reduce
average daily consumption among
smokers by 10 percent. The impact
of the bans is greatest for those
with long work weeks. Although
workers with better health habits
are more likely to work at estab-
lishments with workplace smoking
bans, estimates from bivariate pro-
bit and two-stage least squares
equations suggest that there is no
omitted variables bias. The rapid
increase in workplace bans can ex-
plain all of the recent sharp fall in
smoking among workers relative to
nonworkers.

Abandoning the Nest Egg?
401(k) Plans and
Inadequate Pension Saving
Andrew A. Samwick and
Jonathan Skinner

NBER Working Paper No. 5568

May 1996 '

JEL Nos. J32, D31

Aging, Public Economics

“Self-directed” pension pro-
grams, such as the 401(k) plan,
have been growing rapidly. Be-
cause such plans are voluntary,
there is concern that many workers
who neglect to contribute will
reach retirement without adequate
pension saving. We show first that
people who are eligible for 401(k)s
but do not contribute to them and
have no alternative pension plan
make up only 2-4 percent of the
work force. By contrast, nearly 50
percent of workers have no pen-
sion coverage at all. Imposing
mandatory 3 percent or 5 percent
contribution rates will improve re-
tirement prospects among the low-
est decile of pension-eligible, but
would have small aggregate effects.
Finally, restricting 401(k) with-
drawals when the worker changes

jobs could have a larger impact on
retirement pension security.

Quality Change in Capital
Goods and Its Impact

on Economic Growth
Charles R. Hulten

NBER Working Paper No. 5569

May 1996

Productivity

This paper argues that produc-
tivity puzzles, such as the Solow
Paradox, arise in part from the
omission of an important dimen-
sion of the debate: the resource
cost of achieving a given rate of
technical change. I propose a rem-
edy in which a new parameter, de-
fined as the cost elasticity of pro-
ducing capital with respect to the
rate of technical change, is intro-
duced. This" parameter is latent in
the Hall-Jorgenson user cost of
capital, as well as in the Solow re-
sidual. I also show that an increase
in the rate of embodied technical
change actually may cause a de-
crease in the Solow residual, in the
short run, if the parameter is great-
er than the ratio of the user cost to
the corresponding asset price.

Different values of the new pa-
rameter also correspond to differ-
ent theories of technological inno-
vation: the Solow-Swan and Cass—
Koopmans assumption of costless
technical change is consistent with
a zero value of the cost elasticity
parameter, while the model of en-
dogenous growth with R and D ex-
ternalities implies a larger value. Fi-
nally, the appropriate investment-
good price deflator is shown to be
a function of the cost elasticity.
When the parameter equals zero,
no quality adjustment should be
undertaken. Values greater than
zero lead to a partial adjustment
for quality change, and a value of
one leads to a full correction.
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Are Recessions Good
for Your Health?
Christopher J. Ruhm

NBER Working Paper No. 5570
May 1996

JEL No. 112

Economic Fluctuations and Growth,
Health Economics

This study examines the rela-
tionship between economic condi-
tions and health, using fixed-effect
models and state level data for
1972-91. Health is proxied by total
and age-specific mortality rates, as
well as by ten particular causes of
death. Total mortality and nine of
the ten sources of fatalities both
vary .procyclically, with suicides
representing the important excep-
tion. The fluctuations in mortality
are larger for 20-44-year-olds than
for older individuals. The predicted
relationship between personal in-

. /@comes and health is quite weak,

»

W and is sensitive to the model speci-

fication, the time period, and de-
pendent variables. These findings
suggest the possible importance of
cyclical variations in the time costs
of medical care or healthy life-
styles, and of negative health ef-
fects of jobholding.

Understanding the
Postwar Decline in
U.S. Saving: A

Cohort Analysis
Jagadeesh Gokhale,
Laurence J. Kotlikoff, and
John Sabelhaus

NBER Working Paper No. 5571
May 1996

JEL No. E21

Aging, Economic Fluctuations and
Growth, Public Economics

Since 1980, the U.S. net national
saving rate has averaged less than

‘Bhalf what it was in the 1950s and
¥ 1960s. This paper develops a unique

cohort dataset to study the decline

in U.S. national saving. It decom-
poses postwar changes in U.S. sav-
ing into those attributable to chan-
ges in: cohort-specific consumption
propensities; the intergenerational
distribution of resources; govern-
ment spending on goods and ser-
vices; and demographics.

We find that the decline in U.S.
saving can be traced to two factors:
the redistribution of resources from
young and unborn generations,
with low or zero propensities to
consume, toward older generations
with high consumption propensi-
ties; and, a significant increase in
the consumption propensities of
older Americans. Most of the redis-
tribution to the elderly reflects the
growth in Social Security, Medicare,
and Medicaid benefits. The in-
crease in the elderly’s consumption
propensities also may reflect gov-
ernment policy, namely the fact
that Social Security, Medicare, and
Medicaid benefits are paid in the
form of annuities and that, in the
case of Medicare and Medicaid, the
annuities are in-kind, and therefore
must be consumed.

Large Cash Transfers to

the Elderly in South Africa -

Anne C, Case and

Angus S. Deaton

NBER Working Paper No. 5572
May 1996

JEL Nos. H3, J1

Aging, Public Economics

We examine the social pension
in South Africa, where large cash
sums—about twice the rnedian per
capita income of African house-
holds—are paid to people qualified
by age, irrespective of previous
contributions. We present the his-
tory of the scheme and use a 1993
nationally representative survey to
investigate the redistributive conse-
quences of the transfers, docu-
menting who receives the pen-

sions, their levels of living, and
those of their families. We also
look at behavioral effects, particu-
larly the effects of the cash receipts
on the allocation of income to
food, schooling, transfers, and sav-
ings. Two methodological issues
run through our analysis. The first
is the danger of interpreting simple
correlations and regressions with-
out adequate consideration of like-
ly biases. The second is the prob-
lem of measuring the effects of a
program that is determined by indi-
vidual or household characteristics.
We examine both in the context of
the South African pension. Qur re-
sults are consistent with the view
that pension income is spent in
much the same way as other in-
come, and that “a rand is a rand,”
regardless of its source.

Debt and Monetary Policy:
The Policy Issues

Rudi Dornbusch

NBER Working Paper No. 5573

May 1996

JEL Nos. E5, E6

International Finance and
Macroeconomics, Monetary Economics

This paper explores the implica-
tions of high debt for monetary
policy. In Furope, debt (and defi-
cits) play a special role in the run
up to Maastricht, because large
debts are seen as a threat to the in-
tegrity of the new European mon-
ey. The paper reviews two histori-
cal episodes: the German, U.K,,
and French experience in the
1920s; and the U.S. debt liquidation
of 1950-80. The theoretical review
focuses on hypotheses of Keynes,
Clark, and Sargent-Wallace. The pa-
per adds private balance sheet vul-
nerability to the range of concerns.
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Strategic Export Subsidies
and Reciprocal Trade
Agreements: The Natural
Monopoly Case

Kyle Bagwell and

Robert W. Staiger

NBER Working Paper No. 5574

May 1996

JEL Nos. F12, F13

International Trade and Investment

Why do governments seek to re-
strict the use of export subsidies
through reciprocal trade agree-
ments, such as GATT? With existing
arguments, it is possible to under-
stand GATT’s restrictions on export
subsidies as representing an ineffi-
cient victory of the interests of ex-
porting governments over the inter-
ests of importing governments.
However, to our knowledge, there
does not exist a formal theoretical
treatment that provides circum-
stances under which GATT’s re-
strictions on export subsidies can
be given a worldwide efficiency ra-
tionale. In this paper, we offer one
such treatment in the context of a
natural monopoly market. We em-
phasize that subsidy competition
between governments can serve to
coordinate the entry decisions of
firms, finding that consumers in the
importing countries may suffer if
the coordination afforded exporters
by government subsidy programs
does more to prevent entry than to
promote it. In such circumsiances,
we show that the existence of ex-
port subsidy programs can lead to
inefficiencies, and that:importing
countries and the world as a whole
can be better off when such pro-
grams are banned.

Inflation and the Growth
Rate of Output

Christina D. Romer

NBER Working Paper No. 5575

May 1996

JEL No. E31
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Economic Fluctuations and Growth,
Monetary Economics

This paper shows that inflation
has depended strongly on the
growth rate of output for most of
the twentieth century. Only in re-
cent years has the deviation of out-
put from trend become the pre-
dominant determinant of price be-
havior. The paper also shows that
the growth rate effect works pri-
marily through-materials prices,
and that the declining importance
of materials can explain why the
growth rate effect has weakened
over time. Finally, the paper shows
that the growth rate effect can ex-
plain why prices rose in the mid-
and late 1930s despite the fact that
output was substantially below trend.

Financial Crises in
Emerging Markets: The
Lessons from 1995

Jeffrey D. Sachs, Aaron Tornell,
and Andrés Velasco

NBER Working Paper No. 5576

May 1996

International Finance and
Macroeconomics

In this paper, we examine the fi-
nancial events following the deval-
uation of the Mexican peso to un-
cover new lessons about the nature
of financial crises. We explore the
question of why some emerging
markets were hit by financial crises
during 1995, while others were not.
To this end, we ask whether there
are some fundamentals that help
explain the variation in financial
crises across countries, or whether
the variation just reflects contagion.
We present a simple model identi-
fying three factors that determine
whether a country is more vulnera-
ble to a financial crisis: a high real
exchange rate appreciation; a re-
cent lending boom; and low re-
serves. We find that for a set of 20

emerging markets, differences in
these fundamentals go far in ex-
plaining why certain emerging mar-
kets were hit by financial crises
during 1995. We also find that al-
ternative hypotheses that have
been put forth to explain such cri-
ses, including high current account
deficits, excessive capital inflows,
and loose fiscal policies, do not
seem to be supported by the data.

Costly Information in
Firm Transformation, Exit,
or Persistent Failure

Lynne G. Zucker and

Michael R. Darby

NBER Working Paper No. 5577

May 1996

JEL No. 033

Productivity

- Firms invest differentially in the
intellectual human capital required
to recognize, evaluate, and utilize
technological breakthroughs occur-
ring outside the firm. Such differ-
ential investment has been crucial
in explaining which incumbent
pharmaceutical firms have trans-
formed their technological identi-
ties successfully in response to the
biotechnological revolution, and
which are threatened by persistent
low performance. While all incum-
bent firms lagged the dedicated
new biotechnology firms in adopt-
ing the new drug-discovery tech-
nology, firms with higher R and D
expenditures before the biotech
revolution were more likely to
adopt the new techniques success-
fully, and were likely to do so ear-
lier. Firms failing to adopt the new
techniques had lower performance
than firms adopting more fully and
faster. :
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Multilevel “General Policy
- Equilibria”: Evidence

from the American
Unemployment Insurance
Tax Ceiling
Daniel S. Hamermesh and
David Scoones
NBER Working Paper No. 5578
May 1996
Labor Studies

In a large variety of multilevel
political systems, changes imposed
by a higher authority alter the equi-
librium panoply of lower-level poli-
cies. The new equilibrium depends
on the type of change imposed,
and on the relative strengths of and
differences among interested par-
ties at the lower level. As an exam-
ple, we describe how the equilibri-
um parameters of American states’
unemployment insurance (UI) sys-
tems are changed when, to finance

. /i UI benefits, the federal government

# raises the minimum annual earn-
ings on which employers are taxed.
Even though benefits determine to-
tal taxes at a point in time within
state systems, bargaining among
the interested parties alters the
equilibrium level of benefits and
taxes. We estimate a “difference-in-
differences” model describing total
system costs in those states where
federal increases in 1972, 1978, and
1983 forced increases in the tax
ceiling. Holding constant changes
in interstate differences in unem-
ployment, costs rose roughly 20
percent above where they would
have been where the federal con-
straint was binding. The increase
was larger in those states where
unionism, a measure of workers’
legislative power, was greater. The
theoretical model and the implied
empirical analysis suggest them-
selves. as examples for future re-
‘i search on a variety of topics in la-
¥ bor economics, public finance, and
international trade.

Inflation Targeting in
Canada, New Zealand,
Sweden, the United
Kingdom, and in General
Bennett T. McCallum

NBER Working Paper No. 5579

May 1996

JEL Nos. ES2, ES8

Economic Fluctuations and Growth,
Monetary Economics

This paper begins with a de-
scription of the inflation targeting
arrangements currently in place in
the four abovementioned countries
and reviews their performance rec-
ords through mid-1995. I argue,
however, that too little time has
passed for conclusions to be
drawn, so that tentative evaluations
of inflation targeting need to be
based on theoretical analysis and
more generalized historical experi-
ences. Accordingly, T consider two
alternative rationalizations, one
stemming from the literature on
dynamic inconsistency and the oth-
er based on more pragmatic con-
siderations. In addition, I ask
whether some other nominal mag-
nitude might be preferable as a tar-
get variable, and address the issue
of growth-rate versus growing-level
target paths.

Sex-Based Differences in
School Content and the
Male/Female Wage Gap
Charles Brown and

Mary Corcoran

NBER Working Paper No. 5580

May 1996

JEL No. J16

Labor Studies

In high school and in college,
men and women take significantly
different courses. Using data from
the Survey of Income and Program
Participation and the National Lon-
gitudinal Study Class of 1972, we
relate these differences in school

content to sex differences in adult
wages.

Differences in field of highest
degree account for a significant
part of the male-female wage gap
among college graduates, but dif-
ferences in coursework account for
very little of the equally large wage
gap between men and women
with less schooling. We find little
consistent evidence that men re-
ceive larger rewards for taking tra-
ditionally male rather than tradi-
tionally female courses and majors,
although there is some indication
of this for college graduates.

How the Bundesbank
Conducts Monetary Policy
Richard H. Clarida and

Mark Gertler

NBER Working Paper No. 5581

May 1996

JEL No. E5

International Finance and
Macroeconomics, Monetary Economics

This paper analyzes German
monetary policy in the post-Bret-
ton Woods era. Despite the public
focus on monetary targeting, in
practice in Germany as in the Unit-
ed States monetary policy involves
the management of short-term inter-
est rates. Except during the mid- to
late 1970s, the Bundesbank has ad-
justed interest rates aggressively to
achieve and maintain low inflation.
The performance of the real econ-
omy, however, also influences the
Bundesbank’s decisionmaking. Our
formal analysis suggests that the
Bundesbank has adjusted short-
term interest rates according to a
modified version of the feedback
rule that Taylor (1994) has used to
characterize the behavior of the
Federal Reserve Board under Alan
Greenspan.
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Trade-Induced,
Investment-Led Growth
Richard E. Baldwin and
Elena Seghezza

NBER Working Paper No. 5582
May 1996

JEL Nos. F43, F12

International Trade and Investment,
International Finance and
Macroeconomics

This paper presents five theoret-
ical openness-and-growth links that
can account for trade-induced, in-
vestment-led growth. We demon-
strate the links with neoclassical
growth models developed in the
context of trade models that allow
for imperfect competition and scale
economies. This sort of old-
growth-theory-in-a-new-trade-mod-
el has not been explored thorough-
ly in the literature since the profes-
sion skipped from old-growth-old-
trade models straight to new-
growth-new-trade models. None-
theless, such models are necessary
to explain several key aspects of
the econometric evidence on trade
and growth. For example, cross-
country data suggest that openness
influences growth only via its effect
on investment, and suggest that
openness promotes investment in
all countries whatever the capital-
intensive of their exports (contrary
to predictions of the old-growth-
old-trade models).

Unequal Societies
Roland Bénabou .
NBER Working Paper No. 5583
May 1996

JEL Nos. D31, E62, P16, 041
Economic Fluctuations and Growth

This paper aims to explain the
significant variations in the social
contract observed across nations. It
shows how countries with similar
technologies and preferences, as
well as equally democratic political

systems, can sustain very different
average and marginal tax rates.
Similarly, it provides an explana-
tion for the striking difference be-
tween the US. and European sys-
tems of education finance or health
insurance. The underlying mecha-
nism operates as follows: With im-
perfect credit and insurance mar-
kets, some redistributive policies
can have a positive effect on aggre-
gate output, growth, or more gen-
erally on ex ante welfare. The ex-
amples I consider include social in-
surance, progressive taxation com-
bined with investment subsidies,
and public education. Aggregate ef-
ficiency gains imply very different
consequences for political econo-
my from those of standard models:
the extent of political support for
such redistributive policies decreas-
es with the degree of inequality, at
least over some range. This can
generate a negative correlation be-
tween inequality and growth, as
found in the data, without the usu-
al feature that transfers increase
with inequality, which is not sup-
ported empirically. Moreover, im-
petfections in the capital market
make future eaming a function of
current resources. Combined with
the politics of redistribution, this
creates the potential for multiple
steady states, with mutually rein-
forcing high inequality and low re-
distribution, or vice-versa. Tempo-
rary shocks to the distribution of
income or the political system then
can have permanent effects.

Corporate Ownership
Structures: Private Versus
Social Optimality

Lucian Arye Bebchuk and
Luigi Zingales

NBER Working Paper No. 5584

May 1996 ‘

Corporate Finance, Law and Economics

This paper analyzes the ineffi-

ciencies that might arise in the
ownership structure chosen at the
initial public offering stage. We
show that, contrary to what is com-
monly believed, the desire of initial
owners to maximize their proceeds
leads them to choices that, al-
though privately optimal, may be
socially inefficient. This distortion
tends to be in the direction of ex-
cessive incidence of controlling
shareholder structures and exces-
sive divestrnent of cash flow rights.
Our analysis has far-reaching poli-
cy implications for dual class stock,
stock pyramiding, sale of control
rules, and public offerings of mi-
nority shares. Among its positive
implications, our analysis suggests
reasons for the substantial differ-
ences in the incidence of control
blocks across different countries.

The Dynamics of
Franchise Contracting:
Evidence from Panel Data
Francine Lafontaine and
Kathryn L. Shaw

NBER Working Paper No. 5585

May 1996

JEL Nos. L14, L80

Industrial Organization

In this paper, we model the de-
terminants of franchise contract
terms, namely royalty rates and
franchise fees, using a unique pan-
el dataset of about 1000 franchisors
for 1980-92. We focus on the ex-
tent to which firms adjust the terms
of their contracts as they become
better established, and find that ad-
justment is relatively infrequent
and that firms do not raise or lower
their royalty rates or franchise fees
systematically when they do adjust
them. These results tend to refute a
number of existing theories of fran-
chising that are based on riskshar-
ing, asymmetric information, and
certain incentive structures, but
support those based on franchisor
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opportunism and to some extent
double-sided moral hazard. Our re-
sults also suggest that when indus-
trial organization economists do
not have access to panel data, their
work well may suffer from the
omitted variable bias caused by un-
observed firm effects.

Budget Institutions and
Fiscal Performance in
Latin America

Alberto Alesina,

Ricardo Hausmann,
Rudolf Hommes, and
Ernesto Stein

NBER Working Paper No. 5586
May 1996

Public Economics, Monetary
Economics

In this paper we collect detailed
information on the budget institu-
tions of Latin American countries.

7 We classify these institutions on a
W “hierarchical/collegial” scale, as a

function of their transparency and
the existence of legislative con-
straints on the deficit. We then
show that “hierarchical” and trans-
parent procedures have been asso-
ciated with more fiscal discipline in
Latin America in the 1980s and ear-
ly 1990s.

A Scorecard for Indexed
Government Debt

John Y. Campbell and

Robert J. Shiller

NBER Working Paper No. 5587

May 1996 ’

JEL Nos. G12, E44

Asset Pricing, Economic Fluctuations
and Growth, Monetary Economics

Within the last five years, Cana-
da, Sweden, and New Zealand have
joined the ranks of the United
Kingdom and other countries in is-
suing government bonds that are

¥
9 indexed to inflation. Some observ-

ers of the experience in these coun-

tries have argued that the United
States should follow suit. This pa-
per provides an overview of the is-
sues surrounding debt indexation,
and it tries to answer three empiri-
cal questions about indexed debt.
First, how different would the re-
turns on indexed bonds be from
the returns on existing U.S. debt in-
struments? Second, how would in-
dexed bonds affect the government’s
average financing costs? Third,
how might the Federal Reserve be
able to use the information con-
tained in the prices of indexed
bonds to help formulate monetary
policy? The paper concludes with a
more speculative discussion of the
possible consequences of in-
creased use of indexed debt con-
tracts by the private sector.

Investor Reaction to
Salient News in
Closed-End Country Funds
Peter Klibanoff,

Owen Lamont, and

Thierry A. Wizman

NBER Working Paper No. 5588

May 1996

JEL No. G12

Asset Pricing

We provide a model of closed-
end fund pricing that includes in-
vestors who do not form expecta-
tions correctly and allows for sali-
ent country-specific news to affect
this process of expectation forma-
tion. We use panel data on prices
and net asset values of closed-end
country funds to examine investor
reaction to news that affects funda-
mentals, and to measure the re-
sponse of the idiosyncratic change
in fund prices to the idiosyncratic
change in fund asset values. In a
typical week, U.S. prices underreact
to changes in foreign fundamentals:
the (short-run) elasticity of price
with respect to asset value is signif-
icantly less than one. In weeks

with major news (relevant to the
specific country) appearing on the
front page. of the New York Times,
prices react much more to funda-
mentals: the elasticity of price with
respect to asset value is closer to
one. These results are roughly con-
sistent with the hypothesis that ma-
jor news events lead some inves-
tors who normally lag behind in
updating their expectations to tem-
porarily react more quickly.

Tax Policy and the
Activities of Multinational
Corporations

James R. Hines, Jr.

NBER Working Paper No. 5589

May 1996

JEL Nos. H87, H25, F23

International Trade and Investment,
Public Economics

This paper reviews quantitative
studies of the impact of interna-
tional tax rules on the financial and
real behavior of multinational
firms. The evidence, much of it re-
cent, indicates that taxation signifi-
cantly influences foreign direct in-
vestment, corporate borrowing,
transfer pricing, dividend and roy-
alty payments, R and D activity, ex-
ports, bribe payments, and location
choices. While taxes appear to in-
fluence a wide range of activity,
the literature does not offer many
subtle tests designed to distinguish
different theories of the effects of
taxation on multinational firms.
The paper evaluates the reliability
of existing evidence and its impli-
cations for the design of interna-
tional tax policy. -

Mismeasurement in the
Consumer Price Index:
An Evaluation

Matthew D. Shapiro and
David W. Wilcox

NBER Working Paper No. 5590
May 1996
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JEL Nos. C82, E31
Economic Fluctuations and Growth,
Monetary Economics, Productivity

A number of analysts recently
have claimed that the Consumer
Price Index (CPI) overstates the an-
nual increase in the cost of living.
This paper develops a framework
for studying measurement prob-
lems in the CPI and systematically
analyzes the available evidence
concerning the magnitude of these
problems. It concludes that the CPI
does overstate increases in the cost
of living.

The evidence suggests that the
bias is centered on 1 percentage
point per year. The extent of this
bias is not known-exactly. To take
into account this uncertainty, we
present the estimated bias in terms
of a probability distribution rather
than a point estimate or range. We
estimate that there is a2 10 percent
chance that the bias is less than 0.6
percentage points and a 10 percent
chance that it is greater than 1.5
percentage points per year.

CPI procedures overstate the
rate of inflation for medical proce-
dures that are subject to technolog-
ical improvement. To illustrate this
point and to show how better to
measure medical care prices, the
paper presents a prototypical price
index for cataract surgery. This
price index grows much more
slowly than a price index for cata-
ract surgery constructed using the
methodology of the CPL

We discuss implications of CPI
mismeasurement for monetary and
fiscal policy as well as for other of-
ficial statistics. We also offer some
suggestions for improving the CPI.

Public Policy for
Health Care

David M. Cutler

NBER Working Paper No. 5591
May 1996

JEL Nos. I11, 118
Aging, Health Care, Public Economics

This paper reviews the public
sector’s role in the provision of
health care. One role of the gov-
ernment is to use tax policy to cor-
rect externalities associated with in-
dividual behaviors. Estimates sug-
gest that the external effects of
many “sins,” such as alcohol con-
sumption, are greater than current
taxes on these goods. A second
role of the government is to correct
distortions in markets for medical
care and health insurance. Markets
for health insurance traditionally
have not offered a choice between
cost and the generosity of benefits.
As a result, there have been incen-
tives for excessive technological
development, particularly for tech-
nologies that increase spending.
Once technologies have diffused
widely, they are overutilized. Poli-
cies to increase choice in insurance
markets could increase welfare,
provided that they limit segmenta-
tion on the basis of risk.

Illegal Immigration,
Border Enforcement, and
Relative Wages: Evidence
from Apprehensions at
the U.S.-Mexico Border
Gordon H. Hanson and
Antonio Spilimbergo

NBER Working Paper No. 5592
May 1996

JEL No. F22

International Trade and Investment

We examine illegal immigration
in the United States from Mexico
during 1976-95. One challenge is
that we cannot observe the number
of individuals who attempt to enter
the United States illegally; we can
only observe the number of indi-
viduals apprehended while at-
tempting to cross the border illegal-
ly. Based on a simple migration

model, we postulate the existence
of an apprehensions function,
which expresses apprehensions at
the border as a function of illegal
attempts to cross the border and
U.S. border-enforcement effort. We
estimate a reduced-form apprehen-
sions function using monthly data
on apprehensions at the U.S.-Mexi-
co border, person-hours the U.S.
Border Patrol spends policing the
border, and wages in the United
States and Mexico. We find that a
10 percent decrease in the Mexican
real wage leads to a 7.5 percent to
8.8 percent increase in apprehen-
sions at the border. Under plausi-
ble conditions, this is a lower
bound for the effect of the Mexican
wage on attempted illegal immigra-
tion. It is the purchasing power of
U.S. wages in Mexico, not the pur-
chasing power of U.S. wages in the
United States, that matters for bor-
der apprehensions; this suggests
that migrants expect to maintain
ties with Mexico. Border apprehen-
sions are higher in the month fol-
lowing a large devaluation of the
peso and when the change in the
Mexican real wage is negative.
Each additional hour that the U.S.
Border Patrol spends policing the
border yields an additional 0.25 to
0.33 apprehensions.

Implementing

Market Access

Kala Krishna,

Suddhasatwa Roy,

and Marie C. Thursby

NBER Working Paper No. 5593
May 1996

JEL Nos. F12, F13

International Trade and Investment

The outcome of trade policies to
increase access for foreign firms to
the home country’s market is sensi-
tive to the implementation proce-
dure used. We highlight the impor-
tance of the timing of moves be-
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tween government and firms by fo-
cusing on taxes and subsidies to
implement minimum market share
requirements. Both taxes and sub-
sidies chosen by the home govern-
ment after firms have picked prices
create powerful incentives for firms
to raise prices—effects that are
similar in nature to those found
with quotas/VERs. We show that
some degree of imprecision in im-
plementing the target engenders
less anticompetitive outcomes rela-
tive to perfect enforcement.

Policies for Green Design
Don Fullerton and

Wenbo Wu

NBER Working Paper No. 5594

May 1996

JEL Nos. D6, H2, Q2

Public Economics

We analyze alternative policies,
including a disposal content fee, a
subsidy for recyclable designs, unit
pricing of household disposal, a
deposit-refund system, and a man-
ufacturer “take-back” requirement.
In order to identify the problem
being addressed, we build a simple
general equilibrium model in which
household utility depends on a
negative externality from total
waste generation, and in which
firms use primary and recycled in-
puts to produce output that has
two “attributes”: packaging per unit
output, and recyclability. If house-
holds pay the social cost of dispos-
al, then they send the right signals
to producers to reduce packaging
and to design products that can be
recycled more easily. But if local
governments are constrained to
collect household gaibage for free,
then households do not send the
right signals to producers. The so-
cially optimal attributes still can be
achieved by a tax on producers’
use of packaging and a subsidy to
producers’ use of recyclable designs.

Accounting for Chinese
Trade: Some National and
Regional Considerations
K. C. Fung

NBER Working Paper No. 5595

May 1996

International Trade and Investment

China’s trade has three features:
a high incidence of reexports
through Hong Kong; a high degree
of trade related to foreign invest-
ment; and a large amount of “ille-
gal” trade. Reexports occur when
imports to Hong Kong are con-
signed to a buYer in Hong Kong,
who adds a markup, and exports
the goods elsewhere without fun-
damentally changing them. Using
U.S. data and accounting for reex-
ports, I find the U.S.~China trade
balance to be 35 percent lower
than reported.

Foreign investments in China ac-
counted for 45 percent of China’s
exports. These investments include
foreign direct investment and for-
eign subcontracting. Finally, “ille-
gal” trade between China and Tai-
wan has been induced by Taiwan’s
“no direct trade” policy. legal trade,
including smuggling and tariff eva-
sion, also affects China’s trade with
her other trading partners.

The Changing Face of Job
Loss in the United States,
1981-93

Henry S. Farber

NBER Working Paper No. 5596

May 1996

JEL No. J63

Labor Studies

I examine changes in the inci-
dence and consequences of job
loss by reported cause between
1981 and 1993 using data from Dis-
placed Workers Surveys, conduct-
ed as part of the Current Popula-
tion Survey in even years since
1984. The overall rate of job loss is

up somewhat in the 1990s. The in-
crease in job loss is larger for older
and more-educated workers, but
younger and less-educated workers
continue to have the highest rates
of job loss. Some significant chan-
ges also are found in the rate of
job loss by reported reason.

I then examine the consequen-
ces of displacement for several
post-displacement labor market
outcomes, including the probability
of employment, full-time/part-time
status, the change in earnings, job
stability, and self-employment sta-
tus. The adverse consequences of
job loss, which always have been
substantial, do not appear to have
changed systematically over time.
More-educated workers suffer less
economic loss relative to income
because of displacement than do
the less-educated. Self-employment
appears to be an important re-
sponse to displacement, and older
workers and those with more edu-
cation are more likely to turn to
self-employment.

Crucial Issues Concerning
Central Bank
Independence

Bennett T. McCallum

NBER Working Paper No. 5597

May 1996

JEL Nos. E58, ES2

Economic Fluctuations and Growth,
Monetary Economics

First, this paper argues that it is
inappropriate to presume that cen-
tral banks, in the absence of any
tangible precommitment technolo-
gy, inevitably will behave in a “dis-
cretionary” fashion that implies an
inflationary bias. Furthermore, there
is no necessary trade-off between
“flexibility and commitment.” Sec-
ond, to the extent that the absence
of any precommitment technology
is nevertheless a problem, it will
apply to a consolidated central-
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bank-plus-government entity as
well as to the central bank alone.
Thus contracts between govern-
ments and central banks do not
overcome the motivation for dynam-
ic inconsistency; they merely relo-
cate it. I discuss several implications.

Should Transfer Payments
Be Indexed to Local

Price Levels?

Edward L. Glaeser

NBER Working Paper No. 5598

May 1996

JEL Nos. H21, R50

Public Economics

This paper examines the optimal
location-based redistribution policy
and shows that adjustment for local
price levels is occasionally optimal,
but never for the reasons suggest-
ed by the popular press. First, the
existence of a spatial equilibrium
suggests that utility levels will
equalize across space, so there is
little equity rationale for indexing
transfers to local prices. Second,
since transfers to high-cost areas
buy less than transfers to low-cost
areas, it is in fact less efficient to
transfer to high-cost areas. Howev-
er, even though migration ensures
that utilities equalize across space,
marginal utilities of income will not
necessarily equalize; and, since op-
timal transfer policy equalizes mar-
ginal, but not total, utilities, there
may be a rationale for indexing to
local price levels. Optimal indexing
is a function of the coefficient of
relative risk aversion, the élasticity
of migration with respect to trans-
fer differences across space, and
the degree to which higher ameni-
ties in high-cost areas increase or
decrease the marginal utility of in-
come. Given my best parameter es-
timates, a 1 percent increase in lo-
cal prices should lead to a 0.5 per-
cent increase in transfers, when
transfers are two-thirds of total in-
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come. My estimates from current
AFDC payments suggest that the
current level of implicit indexing is
too high to possibly be optimal.

Personal Retirement
Saving Programs and
Asset Accumulation:
Reconciling the Evidence
James M. Poterba,

Steven F. Venti, and

David A. Wise

NBER Working Paper No. 5599

May 1996

Aging, Public Economics

Over the past several years, we
have undertaken a series of analy-
ses of the effect of IRA and 401(k)
contributions on net personal sav-
ing. We have summarized this re-
search here, together with addition-
al results. Heterogeneity of savers
is the key impediment to determin-
ing the effect of these plans; we
have used different methods to ad-
dress this issue, and we have orga-
nized the discussion according to
the method used. We emphasize
that no single method can control
fully for all forms of heterogeneity.
Taken together, however, we be-
lieve that the analyses address the
key complications presented by
heterogeneity. In our view, the evi-
dence, based on the many nonpar-
ametric approaches we discuss,
strongly supports the view that con-
tributions to both IRA and 401(k)
plans largely represent new saving.
Some of the evidence is directed to
the IRA program, other evidence to
the 401(k) plan, and some of the
evidence to both plans jointly. We
believe that the evidence is strong
in all cases.

Several other investigators have
used different methods to consider
the effect of these retirement saving
programs on personal saving and,
in some cases, have reached very
different conclusions from ours.

Thus we have devoted particular
effort to trying to reconcile the re-
sults, explaining why different ap-
proaches, sometimes based on the
same data, have led to different
conclusions. In some instances. we
believe, the limitations of the meth-
ods used by others have under-
mined the reliability of their results.
We devote particular attention to a
recent paper by Gale and Scholz
(1994 that is cited widely as dem-
onstrating that IRAs have no effect
on saving. Based on our analysis of
the data used by Gale and Scholz,
including calculations based on a
replication of their model, we find
that their conclusions are inconsis-
tent with the raw data, and that
their formal model does not pro-
vide reliable information on the ex-
tent of substitution.

Understanding Financial
Crises: A Developing
Country Perspective
Frederic S. Mishkin

NBER Working Paper No. 5600

May 1996

JEL Nos. EO, P4, G2

Economic Fluctuations and Growth,
Monetary Economics

This paper explains how a de-
veloping economy can shift dra-
matically from a path of reasonable
growth before a financial crisis, as
was the case in Mexico in 1994, to
a sharp decline in economic activi-
ty after a crisis occurs. I outline an
asymmetric information framework
for analyzing banking and financial
crises in developing countries. This
framework shows why the banking
sector is so important to the econo-
my, particularly in developing
countries, and provides a rationale
for bank regulation and supervi-
sion. I then use this framework to
understand why banking and fi-
nancial crises occur, and why they
can have such a devastating effect
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on the economy, particularly in de-
veloping countries. I conclude by
discussing policy implications for
developing countries. One impor-
tant theme is that an appropriate
institutional structure is critical to
preventing banking and financial
crises in developing countries and
to reducing their undesirable ef-
fects if they should occur.

The Effect of New Political
Administration on Federal
Government Productivity
and Employment

Frank R. Lichtenberg

NBER Working Paper No. 5601

June 1996

JEL Nos. H3, J23, O4

Productivity

There have been a number of
econometric studies of the effect of
changes in management and con-

7@ trol on the productivity and em-

®

W ployment of private, but not of

public, enterprises. This paper ex-
amines the impact of changes in
political administration on the pro-
ductivity and employment of the
entire executive branch of the U.S.
government, using data compiled
under the Bureau of Labor Statis-
tics’ Federal Productivity Measure-
ment Program. The estimates indi-
cate that the mean rate of produc-
tivity growth in the first year of ad-
ministrations is 2.6 times as high as
the mean growth in subsequent
years. Also, employment growth
increases with the administration’s
tenure: 95 percent of federal em-
ployment growth during 1967-94
occurred in the fourth or later
years of political administrations,
although administrations were that
old only 36 percent of the time.
These findings are broadly consis-
tent with evidence about the pri-

vate sector. They suggest that the

L

wWinauguration of a new administra-

tion initially purges the executive

branch, but as an administration’s
tenure increases, fat and inefficien-
cy tend to accumulate.

Trade Credit: Theories
and Evidence

Mitchell A. Petersen and
Raghuram G. Rajan

NBER Working Paper No. 5602
June 1996

JEL Nos. G2, G3

Corporate Finance

In addition to borrowing from
financial institutions, firms may re-
ceive financing from their suppli-
ers. Although there are many theo-
ries explaining why nonfinancial
firms lend money, few comprehen-
sive empirical tests of these theo-
ries exist. This paper attempts to
fill the gap.

We focus on a sample of small
firms whose access to capital mar-
kets may be limited. We find that
firms use trade credit relatively
more when credit from financial in-
stitutions is not available. Thus,
while short-term trade credit may
be used routinely to minimize
transactions costs, medium-term
borrowing against trade credit is a
form of financing of last resort.
Suppliers lend to firms that no one
else lends to because it may give
them a comparative advantage in
cheaply getting information about
buyers, a better ability to liquidate
goods, and a greater implicit equity
stake in the firm’s long-term sur-
vival. We find some evidence that
the use of trade credit is a means
of price discrimination. Finally, we
find that firms with better access to
credit from financial institutions of-
fer more trade credit. This suggests
that firms may intermediate be-
tween institutional creditors and
other firms with limited access to
financial institutions.

Are Affirmative Action
Hires Less Qualified?
Evidence from
Employer-Employee
Data on New Hires
Harry J. Holzer and
David Neumark

NBER Working Paper No. 5603
June 1996

JEL Nos. J15, J16, J24, ]38, ]78
Labor Studies

We use microlevel data on em-
ployers and employees to investi-
gate whether Affirmative Action
procedures lead firms to hire mi-
nority or female employees who
are less qualified than workers
who otherwise might be hired. Our
measures of qualifications include:
the educational attainment of the
workers hired (both absolutely and
relative to job requirements); skill
requirements of the job into which
they are hired; and a variety of out-
come measures that presumably
are related to worker performance
on the job. The analysis is based
on a representative sample of over
3200 employers in four major U.S.
metropolitan areas. Our results
show some evidence of lower edu-
cational qualifications among
blacks and Hispanics hired under
Affirmative Action, but not among
white women. Further, our results
show little evidence of substantially
weaker job performance among
most groups of minority and female
Affirmative Action hires.

Evidence on the
Characteristics of
Cross-Sectional Variation
in Stock Returns

Kent Daniel and

Sheridan Titman

NBER Working Paper No. 5604

June 1996

JEL Nos. G11, G12

Corporate Finance

Firm size and book-to-market
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ratios both are highly correlated
with the returns of common stocks.
Fama and French (1993) have ar-
gued that the association between
these firm characteristics and their
stock returns arises because size
and book-to-market ratios are
proxies for nondiversifiable factor
risk. In contrast, we find that the
return premiums on small capital-
ization and high book-to-market
stocks do not arise because of the
comovements of these stocks with
pervasive factors. It is the firm
characteristics and not the covari-
ance structure of returns that ex-
plain the cross-sectional variation
in stock returns.

Why Do Firms Train?
Theory and Evidence
Daron Acemoglu and
Jorn-Steffen Pischke
NBER Working Paper No. 5605
June 1996

JEL Nos. D82, J24, J42

Labor Studies

This paper offers and tests a the-
ory of training whereby workers do
not pay for the general training
they receive. The crudial ingredient
in our model is that, relative to oth-
er firms, the current employer has
superior information about the
. worker’s ability. This informational
advantage gives the employer ex
post monopsony power over the
worker, which encourages the firm
to provide training. We show that
the model can lead to multiple
equilibriums. In one equilibrium,
quits are endogenously high; as a
result, employers have limited mo-
nopsony power and are willing to
supply only a little training. In
another equilibrium, quits are low,
and training supplied is high. We
also derive predictions from our
model not shared by other expla-
nations of firm-sponsored training.
Using microdata from Germany, we

reject the predictions of the specific
human capital model, while finding
that the data support our model.

The Returns to Computer
Use Revisited: Have
Pencils Changed the
Wage Structure Too?

John E. DiNardo and
Jorn-Steffen Pischke

NBER Working Paper No. 5606

June 1996

JEL Nos. J3, 033

Labor Studies

Are the large measured wage
differentials associated with on-the-
job computer use gains in produc-
tivity or the result of unobserved
heterogeneity? We examine this is-
sue with three large cross-sectional
surveys from Germany. First, we
confirm that the estimated wage
differentials associated with com-
puter use in Germany are very Sim-
ilar to the U.S. differentials. Sec-
ond, using the same techniques,
we measure large wage differen-
tials for on-the-job use of calcula-
tors, telephones, pens or pencils,
or for those who work while sitting
down. Along with our reanalysis of
the U.S. data, these findings cast
some doubt on the interpretation
of the computer-use wage differen-
tial as reflecting productivity effects
arising from the introduction of
computers in the workplace.

Stock Market Yields
and-the Pricing of
Municipal Bonds

N. Gregory Mankiw and
James M. Poterba

NBER Working Paper No. 5607
June 1996

Asset Pricing, Economic Fluctuations
and Growth, Monetary Economics,
Public Economics

We propose an alternative to the
traditional model for explaining the

spread between taxable and tax-ex-
empt bond yields. This altemative
model is a special case of a general
class of clientele models of portfo-
lio choice and asset market equilib-
rium. In particular, we consider a
setting with two types of investors
—taxable and tax-exempt-—who
hold specialized bond portfolios.
The tax-exempt investor holds only
taxable bonds, and the taxable in-
vestor holds only tax-exempt
bonds. Both investors hold equity,
and the markets for taxable and
tax-exempt bonds are linked
through the equilibrium conditions
governing equity- and bond-hold-
ing for each type of investor. In
contrast to the traditional model,
this alternative has the potential to
explain the small observed spread
between taxable and tax-exempt
yields. In addition, this model pre-
dicts that the yield spread between
taxable and tax-exempt bonds
should be an increasing function of
the dividend yield on corporate
stocks. Although the substantial
changes in the tax code during the
last four decades complicate the
testing of this model, we find some
support for the predicted relation-
ship between the equity dividend
yield and the yield spread between
taxable and tax-exempt bonds.

Spousal Labor Supply
as Insurance: Does
Unemployment Insurance
Crowd Out the Added
Worker Effect?
Jonathan Gruber and
Julie Berry Cullen

NBER Working Paper No. 5608
June 1996

JEL Nos. J64, J65, J22

Public Economics, Labor Studies

In this paper, we consider the
role of spousal labor supply as in
surance against spells of unem
ployment. Standard theory suggests
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that women should work more
when their husbands are out of
work (that is the “Added Worker
Effect,” or AWE), but there has
been little empirical support for
this contention. We also find little
evidence of an AWE during 1984~
93. We suggest that one reason for
the absence of the AWE may be
that unemployment insurance (UD)
provides a state-contingent income
stream that counteracts the nega-
tive income shock from the hus-
band’s unemployment. In fact we
find that increases in the generosity
of Ul lower the labor supply of
wives of unemployed husbands.
Our results suggest that Ul crowds
out a sizable fraction of offsetting
spousal earnings in response to un-
employment spells, although even
in the absence of a UI system, the
spousal response would make up
only a small share of the associated
reduction in family income. We
also find that families are making
labor supply decisions in a life-cy-
cle context, since Ul also has ef-
fects on the labor supply of wives
of employed husbands who face
high unemployment risk. Yet, cou-
ples do not appear able to smooth
the labor supply response to Ul in-
come flows equally over periods of
employment and unemployment,
suggesting the presence of liquidity
constraints. Finally, wives in fami-
lies with small children are more
responsive to Ul benefits in their
labor supply decisions, which is
consistent with the notion that they
have a higher opportunity cost of
market work.

The Wealth of Cohorts:
Retirement Saving and
the Changing Assets
of Older Americans
Steven F. Venti and

David A. Wise

NBER Working Paper No. 5609

June 1996
Aging, Public Economics

Personal retirement accounts are
becoming an increasingly important
form of retirement saving. Using
data from the Survey of Income
and Program Participation, we con-
sider the effect of this change on
the assets of recent retirees and
people who are approaching retire-
ment. Much of our analysis is
based on comparisons of younger
and older cohorts with different
lengths of exposure to personal re-
tirement saving programs. We find
that personal refirement saving al-
ready has added substantially to
the personal financial assets of old-
er families. Projections imply that
the personal financial assets of the
cohort that will reach age 76 in 28
years will be almost twice as large
as the personal financial assets of
the cohort that reached that age in
1991. Our results also indicate that
there has been little replacement to
date of employer-provided pension
saving with personal retirement
saving. Together with evidence that
personal financial saving is unrelat-
ed to changes in home equity, the
results suggest that personal retire-
ment saving will lead to an impor-
tant increase in the overall wealth
of the elderly.

Consumption and the
Stock Market: Interpreting
International Experience
John Y, Campbell

NBER Working Paper No. 5610

June 1996

JEL No. G12

Asset Pricing, Economic Fluctuations
and Growth, Monetary Economics

This paper reviews the behavior
of stock prices in relation to con-
sumption. It lists some important
stylized facts that characterize U.S.
data, and relates them to recent de-

velopments in equilibrium asset
pricing theory. I examine data from
other countries to see which fea-
tures of the U.S. experience apply
more generally. The paper argues
that, to make sense of stock market
behavior, one needs a model in
which investors’ risk aversion is
both high and varying, such as the
external habit-formation model of
Campbell and Cochrane (1995).

Keynesianism,
Pennsylvania Avenue Style:
Some Economic
Consequences of the
Employment Act of 1946
J. Bradford De Long

NBER Working Paper No. 5611
June 1996

JEL Nos. E6, N1

Development of the American
Economy, Monetary Economics

The Employment Act of 1946
created the Council of Economic
Advisers (CEA) as an institution,
and serves as a convenient marker
of a broader change in opinions
and sentiments: the assumption by
the federal government of the role
of stabilizing the macroeconomy.

The magnitude of this shift
should not be understated: before
the Great Depression, strong cur-
rents of macroeconomic theory
held that stabilization policy was
positively unwise. It solved prob-
lems in the present only by storing
up deeper and more dangerous
problems for the future. Yet as a
result of the shift in opinions and
sentiments marked by the 1946 Em-
ployment Act, no government since
World War II has dared do any-
thing other than let fiscal automatic
stabilizers swing into action during
recession. This may well have been
a significant force tending to mod-
erate the post-World War II busi-
ness cycle.

The bulk of the CEA’s time and
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energy now and in the past has
been devoted not to macroeco-
nomic but to microeconomic is-
sues, though. The CEA has been
one of the few governmental advo-
cates of the public interest in allo-
cative efficiency. The CEA has been
more successful in its microeco-
nomic role than many would have
predicted ex ante. Its relative suc-
cess can be traced to the staffing
pattern set up by two strong early
chairs—Arthur F. Burns and Walter
Heller—who made sure that the
CEA staff was composed largely of
short-term appointees whose prin-
cipal loyalties were to the disci-
pline of economics, and who as a
result were less vulnerable to the
processes that block pressure for
allocative efficiency in other parts
of the government.

Foreign Direct Investment
and Keiretsu: Rethinking
U.S. and Japanese Policy
David E. Weinstein

NBER Working Paper No. 5612

June 1996

International Trade and Investment

This paper focuses on two is-
sues. First, I reexamine the data on
the level of foreign direct invest-
ment (FDD) in Japan, and find that
foreign firms sell five to six times
more in Japan than is commonly
believed. Previous studies severely
underestimated the stock of FDI in
Japan because of poor data. Sec-
ond, after finding that the level of
FDI in Japan is still low, even after
adjusting for various factors, I ex-
plore various explanations for this
phenomenon. My second main con-
clusion is that government tax and
financial policy continues to inhibit
foreign takeovers through the pro-
motion of stable shareholding.

Does It Pay to Attend an
Elite Private College?
Cross-Cohort Evidence
on the Effects of College
Quality on Earnings
Domenic J. Brewer,

Eric Eide, and

Ronald G. Ehrenberg

NBER Working Paper No. 5613
June 1996

JEL No. 121

Labor Studies

While there is evidence of a sub-
stantial and rising labor market pre-
mium associated with college atten-
dance in general, little is known
about how this premium varies
across institutions of different qual-
ity, and over time. Previous re-
search that estimated the return to
college quality did not take into ac-
count that individuals probably se-
lect the type of college they attend
based in part on the expected eco-
nomic retum and net costs. In this
paper, we explicitly model high
school students’ choice of college
type based on individual and fami-
ly characteristics (including ability
and parental economic status), an
estimate of the net costs of atten-
dance, and expected labor market
retum. We estimate equations for
selectivity and corrected outcome
using data from both the National
Longitudinal Study of the High
School Class of 1972 and High
School and Beyond; these permit
us to determine the effects of col-
lege quality on wages and earn-
ings, and to estimate how this ef-
fect varies over time. Even after
controlling for selection effects, we
find strong evidence of significant
economic return to attending an
elite private institution, and some
evidence that this premium has in-
creased over time.

The Costs and Benefits

of Fiscal Rules: Evidence
from U.S. States

Alberto Alesina and

Tamim Bayoumi

NBER Working Paper No. 5614

June 1996

Monetary Economics, Public Economics

This paper shows that in U.S.
states, balanced budget rules are
effective in enforcing fiscal disci-
pline but have no costs, in terrns
of increased variability of output.
More specifically, we show that
tighter fiscal rules are associated
with larger average surplus and
lower cyclical variability of the
budget balance. However, the low-
er flexibility of the budget balance
does not affect variability of state
output.

Roe V. Wade and
American Fertility
Phillip B. Levine,

Douglas Staiger,

Thomas J. Kane, and
David J. Zimmerman
NBER Working Paper No. 5615
June 1996

JEL Nos. J13, 110

Health Care

This paper considers the effect
of abortion legalization on births in
the United States. A simple theoret-
ical model demonstrates that the
impact of abortion legalization on
the birthrate is ambiguous, because
both pregnancy and abortion deci-
sions could be affected. We use va-
riation in the timing of legalization
across states in the early 1970s to
estimate the effect of abortion on
birthrates. Qur findings indicate
that states legalizing abortion expe-
rienced a 5 percent decline in
births relative to other states.
Among teens, women over 35, and
nonwhite women the decline was
even greater: 13 percent, 8 percent,
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and 12 percent respectively. Out-
of-wedlock births declined by
twice as much as births to married
women. If legalization in some
states affected birthrates in neigh-
boring states (through travel to ob-
tain an abortion), then comparing
births between states alone will un-
derestimate the actual reduction.
Using more distant comparison
states increases the estimated im-
pact of abortion legalization on
birthrates to about 8 percent. Ap-
plying this estimate to the current
level of births, a complete recrimi-
nalization of abortion would result
in 320,000 additional births per year.

Computer Use and
Productivity Growth in
Federal Government
Agencies, 1987 to 1992
William Lehr and

Frank R. Lichtenberg

NBER Working Paper No. 5616
June 1996

JEL Nos. H5, J23, J24, 03, 04
Productivity

This paper examines trends in
computer usage and the effect on
productivity growth for a sample of
federal government agencies from
1987 to 1992. We link data from
the Bureau of Labor Statistics on
the growth in real output per em-
ployee with data from a marketing
research firm, Computer Intelli-
gence, on the growth in per capita
computer assets for a sample of 44
federal agencies. The data show
that computer usage increased dra-
matically; that there was a shift to-
ward more powerful, lower-cost,
distributed systems; and that usage
diffused more extensively through-
out the sampled agencies. These
trends mirror, while perhaps lag-
ging, those experienced by large
private firms over the same period.
From estimates of a Cobb-Douglas
production function for govern-

ment services, we derive an esti-
mated output elasticity for comput-
ers of 0.06, which allows us to con-
clude that computers contributed
significantly to output growth,
thereby refuting the “Computer
Productivity Paradox” as it applies
to the public sector. Computers do
not appear to be responsible for
the disappointing productivity per-
formance of the service sector. Al-
though the magnitude of our esti-
mated elasticity suggests that the
returns to computer investments
exceeded those to other types of
capital, our results are not conclu-
sive. We also observe a positive
correlation between increased
computer usage and compensation
growth that is consistent with skill-
biased technical change.

Networks Versus Markets
in International Trade
James E. Rauch

NBER Working Paper No. 5617

June 1996

JEL No. F10

International Trade and Investment

I propose a network/search
view of international trade in dif-
ferentiated products. My evidence
supports the view that proximity
and common language/colonial
ties are more important for differ-
entiated products than for products
traded on organized exchanges in
matching international buyers and
sellers. Further, search barriers to
trade are higher for differentiated
than for homogeneous products. I
also discuss alternative explana-
tions for the findings.

Trade and Search: Social
Capital, Sogo Shosba,
and Spillovers

James E. Rauch

NBER Working Paper No. 5618
June 1996

JEL Nos. F10, F13

International Trade and Investment

I propose a network/search
view of international trade in dif-
ferentiated products. I show that
this view can explain the impor-
tance of ethnic and extended fami-
ly ties in trade, the success of di-
versified trading intemediaries such
as Japan’s sogo shosha, and the
ubiquity of government export pro-
motion policies such as subsidized
trade missions. '

Age Discrimination, Job
Separations, and
Employment Status of
Older Workers: Evidence
from Self-Reports
Richard W. Johnson and
David Neumark

NBER Working Paper No. 5619
June 1996

JEL Nos. J18, J26, J71, J78

Labor Studies

This paper explores the preva-
lence and consequences of age dis-
crimination in the workplace by
analyzing self-reports of discrimina-
tion made by respondents in the
National Longitudinal Survey of
Older Men. Age discrimination was
reported in 7 percent of our cases,
during 1966-80. Workers with posi-
tive reports were much more likely
to separate from their employer,
and less likely to remain employed,
than workers who report no age
discrimination. The estimated effect
of reported discrimination remains
large and significant, even after we
control for the existence of manda-
tory retirement provisions on the
current job. These findings are gen-
erally robust to numerous attempts
to correct the estimates for the in-
herent limitations of self-reported
data, particularly the potential het-
erogeneity bias that arises from dif-
ferences in the propensity to report
discrimination, and the possibility
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that discrimination is reported in
response to other negative labor
market outcomes.

Does European
Unemployment Prop Up
American Wages?

Donald R, Davis

NBER Working Paper No. 5620
June 1996

JEL Nos. F11, J31, BE24

International Trade and Investment

I consider trade between a flexi-
ble-wage America and a rigid-real-
wage Europe. In a benchmark
case, a move from autarky to free
trade doubles the European unem-
ployment rate, while it raises the
American unskilled wage to the
high European level. Entry of the
unskilled “South” to world markets
raises unemployment in Europe.
But Europe’s commitment to the
high wage completely insulates
America from the shock. Immigra-
tion fo America raises American in-
come, but lowers European in-
come dollar-for-dollar, while Euro-
pean unemployment rises one-for-
one. I consider a stylized game of
the choice of factor market institu-
tions. Mitterand’s Europe chooses a
high minimum wage and Reagan’s
America chooses a flexible wage
for the unskilled. Paradoxically, un-
skilled workers are worse off in
Europe. Trade equalizes wages,
- but Europeans bear all of the un-
employment required to sustain the
high wage.

Trade Sensitivity, -
Technology, and
Labor Displacement
John T. Addison,

Douglas A. Fox, and
Christopher J. Ruhm
NBER Working Paper No. 5621
June 1996

JEL Nos. F15, J68

Labor Studies, International Trade
and Investment

This study examines the rela-
tionship among international trade,
technology, and (the probability
and consequences of) job displace-
ment, using data on displaced
workers as well as those at risk of
job dislocation for 1984-6 and
1989-91. Workers employed in in-
dustries with elevated import
shares and high levels of invest-
ment in computers appear to have
increased rates of job loss, with the
results for export penetration vary-
ing with the time period examined.
However, these risks do not trans-
late into unfavorable labor market
outcomes after displacement. In-
deed, there is some evidence that
individuals displaced from export-
oriented sectors have fewer adjust-
ment problems than the majority of
dislocated workers, while those ter-
minated from sectors investing hea-
vily in computer technologies are
more likely to retain health insur-
ance coverage. That being said, our
findings are frequently sensitive to
the choice of specifications and
time periods.

Financial Capital, Human
Capital, and the Transition
to Self-Employment:
Evidence from
Intergenerational Links
Thomas Dunn and

Douglas Holtz-Eakin

NBER Working Paper No. 5622

June 1996

JEL Nos. J23, J24, M13

Labor Studies, Public Econormics

The environment for business
creation is central to economic pol-
icy, since entrepreneurs are be-
lieved to be forces of innovation,
employment, and economic dyna-
mism. We use data from the Na-
tional Longitudinal Surveys to in-
vestigate the relative importance of
financial and human capital, ex-
ploiting the variation provided by

intergenerational links. Specifically,
we estimate the impacts of parental
wealth and human capital on the
probability that an individual will
make the transition from a wage-
and-salary job to self-employment.

We find that the financial assets
of young men exert a statistically
significant, but quantitatively mod-
est, effect on their transition to self-
employment. In contrast, the capi-
tal of parents exerts a large influ-
ence. The strongest effect of par-
ents runs not through financial
means but rather through human
capital, that is, the intergenera-
tional correlation in self-employ-
ment. This link is even stronger
along gender lines.

Affine Models of
Currency Pricing

David Backus, Silverio Foresi,
and Chris Telmer

NBER Working Paper No. 5623

June 1996

JEL Nos. F31, G12, G15

Asset Pricing, International Finance and
Macroeconomics

Perhaps the most puzzling fea-
ture of currency prices is the ten-
dency for high interest rate curren-
cies to appreciate, when the expec-
tations hypothesis suggests that the
reverse will occur. Some have at-
tributed this forward premium
anomaly to a time-varying risk pre-
mium, but the theory has been
largely unsuccessful in producing a
risk premium with the requisite
properties.

We characterize the risk premi-
um in a general arbitrage-free set-
ting and describe the features a
theory must have to account for
the anomaly. In affine models, the
anomaly requires either that state
variables have asymmetric effects
on state prices in different curren-
cies, or that we abandon the com-
rnon requirement that interest rates
be strictly positive.
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Perceptions of Equity and
the Distribution of Income
Julio J. Rotemberg

NBER Working Paper No. 5624

June 1996

JEL No. D63

Economic Fluctuations and Growth

I build a simple model in which
there is a connection between em-
ployees’ perception of the “fair-
ness” of employers and the actual
distribution of income. Wages are
based in part on employers’ assess-
ments of the productivity of indi-
vidual employees. I show that the
equilibrium distribution of income
depends on the beliefs of employ-
ees about the accuracy of these
evaluations. I state. conditions un-
der which the distribution of in-
come across employees of the
same vintage will be more equal if
employees believe that these eval-

/@ vations are generally inaccurate (so
"7 that they are skeptical of capitalists

in general) than if they believe that
these evaluations are accurate. My
model is consistent with the fact
that, in a sample of seven coun-
tries, the distribution of income is
less equal in countries where peo-
ple feel that income inequality is
not too large.

The Heckscher—Ohlin—
Vanek Model of Trade:
Why Does It Fail?
When Does It Work?
Donald R. Davis,

David E. Weinstein,

Scott C. Bradford, and
Kazushige Shimpo

NBER Working Paper No. 5625
June 1996

JEL Nos. F1, D5

International Trade and Investment

The Heckscher—Ohlin-Vanek
(HOV) model of factor service

Q trade is a central construct in inter-

national economics. Empirically,

though, it is a flop. This warrants a
new approach. Using Japanese re-
gional data, we are able to test the
HOV model by independently ex-
amining its component production
and consumption elements. The
strict HOV model performs poorly
because it cannot explain the inter-
national location of production.
However, relaxing the assumption
of universal factor price equaliza-
tion yields a dramatic improve-
ment. We also solve most of what
Trefler (1995) calls the “mystery of the
missing trade.” In sum, the HOV
model performs remarkably well.

Wages, Productivity, and
Worker Characteristics:
Evidence from Plant-Level
Production Functions
and Wage Equations
Judith K. Hellerstein,

David Neumark, and
Kenneth R. Troske

NBER Working Paper No. 5626
June 1996

JEL Nos. J24, J71, J41

Labor Studies

We use a unique new dataset
that combines individual worker
data with data on workers’ em-
ployers to .estimate plant-level pro-
duction functions and wage equa-
tions, and thus to compare relative
marginal products and relative
wages for various groups of work-
ers. The data and empirical frame-
work lead to new evidence on a
number of questions about the de-
termination of wages, questions
that hinge on the relationship be-
tween wages and marginal products
of workers in different demograph-
ic groups. These include race and
sex discrimination in wages, the
causes of rising wages over the life
cycle, and the returns to marriage.

We find first that workers who

have been married are more pro-
ductive than never-married work-

ers and are paid accordingly. Sec-
ond, prime-aged workers (aged
35-54) are as productive as young-
er workers; in some specifications,
we estimate that they receive high-
er wages. However, older workers
(aged 55+) are less productive than
younger workers, but are paid
more. Third, the data indicate no
difference between the relative
wage and relative productivity of
black and white workers. Finally,
with the exception of those in
managerial and professional occu-
pations, women are paid about
25-35 percent less than men, but
estimated productivity differentials
between women and men are gen-
erally no larger than 15 percent,
and are thus significantly smaller
than the pay differential.

Relative Price Variability
and Inflation: Evidence
from U.S. Cities

Guy Debelle and Owen Lamont
NBER Working Paper No. 5627

June 1996

JEL No. E31

Monetary Economics

We test whether the positive
correlation between inflation and
intermarket relative price variability
over time is also present in a cross
section of U.S. cities. We find this
correlation to be robust: cities that
have higher-than-average inflation
also have higher-than-average rela-
tive price dispersion, ceteris pari-
bus. This result holds for different
periods of time, different classes of
goods, and across different time
horizons. Our results suggest that
at least part of the relationship be-
tween inflation and relative price
variability cannot be explained by
monetary factors.
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R and D Spillovers

and Global Growth
Tamim Bayoumdi,

David T. Coe, and

Elhanan Helpman

NBER Working Paper No. 5628
June 1996

JEL Nos. 031, 040

International Trade and Investment

Using a world econometric mod-
el, we examine the growth-promot-
ing roles of R and D, international
spillovers of R and D, and trade. A
country can raise its total factor
productivity by investing in R and
D. But countries also can boost
their productivity by trading with
other countries that have large
“stocks of knowledge” from their
cumulative R and D activities. We
use a special version of MULTI-
MOD that incorporates R and D
spillovers among industrial coun-
tries and from industrial countries
to developing countries. Our simu-
lations suggest that R and D, R and D
spillovers, and trade all play impor-
tant roles in boosting growth in in-
dustrial and developing countries.

Expected Homeownership
and Real Wealth
Accumulation of Youth
Donald R. Haurin,

Patrick H. Hendershott,

and Susan M. Wachter

NBER Working Paper No. 5629

June 1996

JEL Nos. E21, R21

Public Economics

This paper describes” the real
wealth accumulation of American
youth and relates this behavior to
variations in real, constant-quality
house prices where they live. We
argue that increases in these house
prices have two offsetting effects
on wealth. First, the greater is the
local constant-quality price of
housing, the greater is the wealth
needed to meet the lender-

imposed downpayment constraint
if housing demand is not price
elastic. However, increased real,
constant-quality house prices
reduce the likelihood of homeown-
ership, and thus the desire to accu-
mulate the wealth needed for a
downpayment.

Using a panel dataset for youth
age 20-33 for 1985 through 1990,
we find that the combined direct
and indirect impact of variations in
real, constant-quality house prices
on wealth is modest for changes
near the average real house price,
but that youths’ wealth declines
substantially in areas with high real
house prices.

Borrowing Constraints
and the Tenure Choice
of Young Households
Donald R. Haurin,

Patrick H. Hendershott,
and Susan M. Wachter

NBER Working Paper No. 5630
June 1996

JEL No. R21

Public Economics

We analyze the factors that af-
fect the tenure choice of young
adults, highlighting the impact of
constraints on borrowing imposed
by the mortgage lender. The data-
set is a panel of youth age 20-33
for 1985-90. Our methods differ
from those of prior studies in many
ways, including consideration of
possible saniple selection bias, a
richer model of the stochastic error
structure, better measurement of
which households are bound by
borrowing constraints, and a fuller
consideration of the endogeneity of
wealth and income. Once all chan-
ges are implemented, we find that
ownership tendencies are quite
sensitive to economic variables.
Specifically, potential earnings, the
relative cost of owning a home,
and especially constraints on bor-

rowing affect the tendency to own
a home. In our sample of youth,
even after choosing their loan-to-
value ratio to minimize the impadt
of the separate wealth and income
requirements, 37 percent of house-
holds are constrained. The con-
straints reduce the probability of
ownership among these house-
holds by 10 to 20 percentage
points (one-third to one-half), de-
pending on the particular charac-
teristics of the household.

Is the Time-Series Evidence
on Minimum Wage Effects
Contaminated by
Publication Bias?

David Neumark and

William Wascher

NBER Working Paper No. 5631

June 1996

JEL Nos. C10, J23, ]38

Labor Studies

Publication bias in economics
may lead to selective specification
searches that result in overreport
ing in the published literature of
results consistent with economists’
priors. In reassessing the published
time-series studies on the employ-
ment effects of minimum wages,
some recent research has reported
evidence consistent with publica-
tion bias, and concluded that the
most plausible explanation of this
evidence is “editors’ and authors’
tendencies to look for negative and
statistically significant estimates of
the employment effect of the mini-
mum wage,” (Card and Krueger,
1995a, p. 242).

We present results indicating
that the evidence is more consis-
tent with a change in the estimated
minimum wage effect over time
than with publication bias. More
generally, we demonstrate that ex-
isting approaches to testing for
publication bias may generate spu- |
rious evidence of such bias when
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there are structural changes in
some parameters. We then suggest
an alternative strategy for testing
for publication bias that is more im-
mune to structural change. Although
changing parameters may be un-
common in clinical trials on which
most of the existing literature on
publication bias is based, it is
much more plausible in economics.

Observations on
International Labor
Standards and Trade
Alan B. Krueger

NBER Working Paper No. 5632
June 1996

JEL Nos. J38, F13

Labor Studies

This paper reviews the theoreti-
cal arguments for and against link-
ing international labor standards to
trade. Based on theory alone, it is

Zadifficult to generalize about the ef-
\Qfect of labor standards on efficiency

and equity. Some economists have
argued that international labor stan-
dards are merely disguised pro-
tectionism. An evaluation of deter-
minants of support for legislation
that would ban imports to the Unit-
ed States of goods made with child
labor provides little support for the
prevailing political economy view.
In particular, members of Congress
representing districts with relatively
many unskilled workers, who are
most likely to compete with child
labor, are less likely to support a
ban on imports made with child
labor. Another finding is that the
prevalence of child labor declines
sharply with national income. Last,
an analysis of compulsory school-
ing laws, which are often suggested
as an alternative to prohibiting
child labor, finds a tremendous
amount of noncompliance in devel-

| amOping nations.
¢

Trade and Wages: Insights
from the Crystal Ball
Robert Z. Lawrence and
Carolyn L. Evans

NBER Working Paper No. 5633

June 1996

International Trade and Investient

This study uses. a net factor con-
tent analysis and a small simulation
model to explore the impact on the
U.S. labor market of a fivefold in-
crease in imports of manufactured
goods from developing countries.
The simulation, which is parame-
terized by the U.S. economy in
1990, involves anr expansion of bal-
anced trade that displaces almost
half of U.S. manufacturing workers
who are then reemployed in the
remaining manufacturing and non-
trade sectors. Our results show that
relative wages of workers with a
high school education or less
would be depressed, while those
of workers with some college edu-
cation would rise. However, despite
the magnitude of the shock, the ef-
fects are surprisingly small. Once
we consider productivity increases,
labor force growth, and export sec-
tor wage premiums, and given uni-
tary elasticities of demand and of
substitution between workers with
different levels of education, the
relative wages of workers with
some college education rise by 3.5
percent, while the real wages of
workers with a high school educa-
tion or less decline by 1.3 percent.
We also explore the impact of a
variety of parameter assumptions.

Imperfect Competition
and the Effects of Energy
Price Increases on
Economic Activity

Julio J. Rotemberg and
Michael Woodford

NBER Working Paper No. 5634

June 1996

JEL Nos. E52, L13, L71

Economic Fluctuations and Growth

We show that modifying the
standard neoclassical growth model
by assuming that competition is im-
perfect makes it easier to explain
the size of the declines in output
and real wages that follow increas-
es in the price of oil. Plausibly pa-
rameterized models of this type are
able to mimic the response of out-
put and real wages in the United
States. The responses are particu-
larly consistent with a model of im-
plicit collusion in which markups
depend positively on the ratio of the
expected present value of future
profits to the current level of output.

Hyperbolic Discount
Functions, Undersaving,
and Savings Policy
David L Laibson

NBER Working Paper No. 5635
June 1996

JEL Nos. D91, E21, H2

Asset Pricing

Studies of animal and human
behavior suggest that discount
functions are approximately hyper-
bolic (Ainslie, 1992). I analyze an
economy with complete markets
that is populated by hyperbolic
consumers. I identify two ways that
such an economy can be distin-
guished from an exponential econ-
omy. First, hyperbolic discounting
predicts the empirical regularity
that the elasticity of intertemporal
substitution is less than the inverse
of the coefficient of relative risk
aversion. Second, hyperbolic dis-
counting explains many features of
the policy debate about undersav-
ing. The calibrated hyperbolic
economy matches Bernheim’s
(1994) survey data on self-reported
undersaving, and predicts prosav-
ings government interventions,
such as capital-income subsidies
and penalties for early withdrawal
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from retirement accounts. Hyper-
bolic consumers are willing to sac-
rifice nine-tenths of a year’s worth
of income to induce the govern-
ment to implement optimal rev-
enue-neutral saving incentives.

Technology,
Unemployment, and
Relative Wages in

a Global Economy
Donald R. Davis

NBER Working Paper No. 5636
June 1996

JEL Nos. F11, J31, E24, 033
International Trade and Investment

Arguably the most important de-
velopment in recent decades in
U.S. factor markets is the decline in
the relative wage of the unskilled.
By contrast, in Europe it is un-
doubtedly the rise and persistence
of unemployment. Technology has
been identified as a key reason for
the rising U.S. wage inequality,
while labor market rigidities often
are cited as a key reason for Euro-
pean unemployment. This paper
seeks to provide a unified account
of these major factor market devel-
opments. It models the impact of
technical change on relative wages
and unemployment in a world in
which one country has flexible and
the other rigid labor market institu-
tions. The results depart significant-
ly but sensibly from what one
would expect in a word with fully
flexible wages. A few stylized facts
help to narrow the field to a few
candidates to account for these fac-
tor market developments.

Contracts and Money
Boyan Jovanovic and
Masako Ueda

NBER Wotking Paper No. 5637
June 1996

JEL No. B4

Productivity

We analyze the contractual rela-

tionship between workers and
their employers when there is
nominal risk. The key feature of
the problem is that the consump-
tion deflator is random, and only
observed sometime after the effort
is exerted. The worker’s effort is
not observable, and to induce the
agent to work, second-best con-
tracts do not insure the worker
fully. They do eliminate all nomi-
nal risk for the parties (by fully in-
dexing the terms of the contracts to
the price level), but they would be
renegotiated. Foreseeing this, the
parties to the contract will write
one that is renegotiation-proof. Un-
der such a contract, nominal
shocks affect real consumption.
Since the argument should apply in
many situations, it will have macro-
economic implications, one of which
is short-run nonneutrality of money.
We have found that surprise money
is likely to redistribute consump-
tion and welfare toward workers,
and away from shareholders.

Arbitrage Opportunities
in Arbitrage-Free Models
of Bond Pricing

David Backus, Silverio Foresi,
and Stanley Zin

NBER Working Paper No. 5638
June 1996

JEL Nos. E43, G12, G13

Asset Pricing

Mathematical models of bond
pricing are used by both academics
and Wall Street practitioners, with
practitioners introducing time-de-
pendent parameters to fit “arbi-
trage-free” models to selected asset
prices. In a simple one-factor set-
ting, we show that the ability of
such models to reproduce a subset
of security prices need not extend
to state-contingent claims more
generally. The popular Black-Der-
man-Toy model, for example, over-
prices call options on long bonds

relative to those on short bonds
when interest rates exhibit mean
reversion. We argue, more general-
ly, that the additional parameters of
arbitrage-free models should be
complemented by close attention
to fundamentals, which might in-
clude mean reversion, multiple fac-
tors, stochastic volatility, and/or non-
normal interest rate distributions.

An Analysis of Divisional
Investment Policies
Hyun-Han Shin and

René M. Stulz

NBER Working Paper No. 5639

June 1996

Corporate Finance

This paper investigates the divi-
sional investment policies of diver-
sified firms. We find that invest-
ment of the smallest division of di-
versified firms is related significant-

ly to the cash flow of the other seg- _
ments. We then show that the small-€ 8

est division’s investment is more
sensitive to the cash flow of the
other divisions for firms in which
one expects aggregate investment
also to be related to cash flow,
namely low g firms and firms with
high leverage. This and other evi-
dence that we provide is consistent
with what we call the bureaucratic
rigidity hypothesis. This hypothesis
states that relative allocations of in-
vestment funds in diversified firms
are sticky. We fail to find support
for the view that diversified firms
allocate more funds to divisions in
industries with better investment
opportunities.

Insurance or Self-
Insurance? Variation,
Persistence, and
Individual Health
Accounts

Matthew J. Eichner,

Mark B. McClellan, and
David A. Wise

NBER Working Paper No. 5640
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June 1996
Health Care, Public Economics

We explore the feasibility of cat-
astrophic health insurance estab-
lished in conjunction with individ-
ual health accounts (IHAs). Under
this plan, the employer establishes
both a high-deductible health in-
surance plan and an IHA. Employ-
ee health care costs below the de-
ductible then are paid out of the
THA; costs above the deductible are
paid by the insurance plan. Assets
remaining in the account when the
employee retires are available for
other purposes.

Although attractive because it
helps to solve the “moral hazard”
problem associated with conven-
tional insurance plans, the scheme
may be considered infeasible if
medical expenditures over a work-
ing life are so persistent that certain

zmindividuals accumulate little in the
Ly HA while others accumulate a

great deal. Within the context of an
illustrative THA plan, we develop
preliminary empirical evidence on
the distribution of medical expen-
ditures——and hence savings—under
an IHA plan. Our analysis is based
on longitudinal health insurance
claims data from a large firm. We
emphasize the balance in the THA
account at retirement. Although
such a plan would produce a range
of balances across employees, ap-
proximately 80 percent would re-
tain over 50 percent of their contri-
butions. Only about 5 percent
would retain less than 20 percent
of their contributions.

The outcomes suggest to us that
such a plan is feasible. And, we be-
lieve that such a plan could be struc-
tured to increase retirement savings.

[

Revenue-Raising Versus
Other Approaches to
Environmental Protection:
The Critical Significance
of Preexisting

Tax Distortions

Lawrence H. Goulder,

Jan W. H. Parry, and

Dallas Burtraw -

NBER Working Paper No. 5641
June 1996

JEL Nos. D62, H21, L51

Public Economics

This paper examines the choice
between revenue-raising and non-
revenue-raising (NRR) instruments
for environmental protection in a
second-best setting with preexist-
ing taxes on factors. We find that
interactions with preexisting taxes
fundamentally influence the costs
of regulation and seriously militate
against pollution abatement poli-
cies that do not raise revenue. In-
deed, if the marginal environmen-
tal benefits from reductions in pol-
lution are below a certain thresh-
old value, then any amount of pol-
lution abatement through NRR pol-
icies, for example emissions quo-
tas, will reduce efficiency. Under
conditions roughly approximating
SO, emissions from electric power
plants in the United States, ef-
ficiency gains vanish if marginal
environmental benefits are below
$109 per ton and an NRR policy is
employed. Moreover, imposing the
“Pigouvian” (rather than second-
best optimal) level of quotas can
reduce welfare, even when envi-
ronmental benefits are as high as
$220 per ton. These results are
largely independent of the size of
the regulated sector relative to the
overall economy.

These findings stem from two
underlying effects. The tax-interac-
tion effect is the adverse impact on
factor markets that arises from re-
ductions in aftertax returns to fac-

tors; the reductions are associated
with the higher production costs
caused by environmental regula-
tion. This effect leads to significant-
ly higher efficiency costs than what
would occur in a first-best world
with no preexisting taxes. Reve-
nue-raising regulations (taxes) en-
joy a revenue-recycling effect that
offsets much of the tax-interaction
effect, but NRR regulations (quo-
tas) enjoy no such offset. Conse-
quently, for any given target level
of emissions reduction, the gross
efficiency costs of NRR policies are
higher than those of revenue-rais-
ing policies.

These general equilibrium re-
sults are relevant to government
regulation outside the environmen-
tal area. To the extent that govern-
ment regulations of international
trade or agricultural production
raise the costs of output and there-
by reduce real factor returns, they
can generate much higher social
costs than would be indicated by
partial equilibrium analyses.

Public School Finance in a
General Equilibrium
Tiebout World:
Equalization Programs,
Peer Effects, and Private
School Vouchers

Thomas J. Nechyba

NBER Working Paper No. 5642
June 1996

JEL Nos. 122, 128, H70

Public Economics

This paper uses computable
general equilibrium simulations to
investigate the effect of private
school vouchers. It improves on
past computational approaches by:
1) endogenizing the funding of
public schools through the model-
ing of an explicit political process
at the school district level; 2) em-
bedding the private/public school
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choice in a Tiebout model in which
agents also choose between com-
munities that provide different pub-
lic school/property tax packages;
and 3) allowing for a variety of dif-
ferent public school financing
mechanisms ranging from purely
local financing and control all the
way to pure state funding. While
voucher programs increase school-
based stratification of agents, they
tend to decrease residence-based
stratification. This implies that un-
targeted vouchers may be equity-
enhancing under some institutional
settings even when there are no di-
rect improvements in public school
effidency from increased competi-
tion. Furthermore, the effects of tar-
geting vouchers to low-income dis-
tricts may not differ significantly
from the effects of untargeted
voucher plans.

Local Labor Markets and
Welfare Spells: Do Demand
Conditions Matter?

Hilary Williamson Hoynes

NBER Working Paper No. 5643

June 1996

JEL Nos. 138, J23, R23

Public Economics, Labor Studies

This paper examines the role of
local labor markets in determining
how long families receive benefits
from the Aid to Families with De-
pendent Children (AFDC) program.
Given the current policy emphasis
on devolution  and reducing the
AFDC caseload through employ-
ment, understanding the role of lo-
cal labor demand is important. The
study uses a unique dataset based
on administrative data that have
detailed information on welfare
spells for over 100,000 AFDC cases.
The empirical work is based on es-
timates of a duration model in
which the hazard rate is a function
of demographic characteristics, lo-
cal labor market variables, neigh-

borhood characteristics, county
fixed effects; and time effects. I use
several alternative measures of lo-
cal labor market conditions, and
the results show that higher unem-
ployment rates, lower employment
growth, lower employment-to-pop-
ulation ratios, and lower wage
growth are associated with longer
welfare spells. On average, a typi-
cal employment fluctuation over
the business cycle, if permanent,
would lead to an 8-10 percent re-
duction in the AFDC caseload.
Typical changes in real quarterly
earnings generate somewhat small-
er effects. The combined effect of
these two changes, if permanent,
would lead to sizable reductions in
the caseload, on the order of 15
percent. The estimated labor mar-
ket effects are robust to including
county-level fixed effects and time

. effects. AFDC-UP participants, blacks,

and residents of urban areas are
more sensitive to changes in eco-
nomic conditions, while teen par-
ents and refugee groups are much
less sensitive to changes in local la-
bor market conditions.

Work, Welfare, and Family
Structure: What Have

We Learned?

Hilary Williamson Hoynes
NBER Working Paper No. 5644

July 1996

JEL Nos. 138, J22, J12

Public Economics, Labor Studies

Welfare reform once again has
made its way to the top of the do-
mestic policy agenda. While part of
the motivation behind current re-
form efforts is driven fiscally, there
is also an interest in making signifi-
cant changes to address two promi-
nent criticisms of the existing sys-
tem of public assistance programs
in the United States. First, the sys-
tem has significant, adverse work
incentives. Second, the system dis-

courages the formation of two-par-
ent families and is responsible in a
major way for the high, and rising,
rates of female headship and out-
of-wedlock birth rates. This paper
explores the validity of these criti-
cisms using the available empirical
evidence and, in tumn, evaluates the
impact of various reforms to the
system. The programs I examine
include Aid to Families with De-
pendent Children, Food Stamps,
and Medicaid. The paper relies on
evidence based on three sources of
variation in welfare policy: cross-
state variation, over-time variation,
and demonstration projects at the
state level. I conclude that current
reforms aimed at reducing female
headship and out-of-wedlock
births—such as “family caps,” elim-
inating benefits for teens, and
equal treatment of two-parent fami-
lies—are unlikely to generate large
effects. Changes to implicit ta
rates and benefit formulas may in-
crease work among current recipi-
ents, but overall work effort may
not be affected. These predictions
should be accompanied by a word
of caution: many of the proposed
changes never have been imple-
mented at the state or federal level
and require out-of-sample predic-
tions. Current state experimentation
may help fill this gap.

Measuring the Effects

of Cognitive Ability
John Cawley, Karen Conneely,
James J. Heckman, and
Edward Vytlacil

NBER Working Paper No. 5645

July 1996

JEL Nos. J24, J33, J31, J7

Labor Studies

This paper presents new evi-
dence from the National Longitudi-
nal Survey of Youth on the impor-
tance of meritocracy in American
society. We find that general intelli-
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sizes that range from 0.90 to 0.98 in

gence, or “g™—a measure of cogni-
tive ability—is dominant in ex-
plaining the variance of test scores.

The weights assigned to tests by -

“g” are similar for all major demo-
graphic groups. These results sup-
port Spearman’s theory of “g.”

We also find that “g” and other
measures of ability are not reward-
ed equally across race and gender,
evidence against the view that the
labor market is organized on merit-
ocratic principles. Additional fac-
tors beyond “g” are required to ex-
plain wages and occupational
choice. However, both blue collar
and white collar wages are predict-
ed poorly by “g,” or even multiple
measures of ability. Observed cog-
nitive ability is only a minor pre-
dictor of social performance. White
collar wages are more “g”-loaded

"than blue collar wages. Many non-

cognitive factors determine blue

Qcollar wages.
N

Long-Run PPP May Not
Hold After All

Charles M. Engel

NBER Working Paper No. 5646
July 1996

International Finance and
Macroeconomics

Recent tests using long data se-
ries find evidence in favor of long-
run purchasing power parity (PPP).
These tests may have reached the
wrong conclusion, though. Monte
Carlo experiments using artificial
data calibrated to nominal ex-
change rates and disaggregated
data on prices show that tests of
long-run PPP have serious size bi-
ases. They may fail to detect a siz-
able and economically significant
unit root component. For example,
in the baseline case that is calibrat-
ed to actual price data, unit roots

48 and cointegration tests with a nom-
inal size of 5 percent have true

artificial 100-year-long data series,
even though the unit root compo-
nent accounts for 42 percent of the
variance of the real exchange rate
in sample. On the other hand, tests
of stationarity have very low power
in the same circumstances, so it is
quite likely that a researcher would
reject a unit root and fail to reject
stationarity even when the series em-
bodied a large unit root component.

The Effects of
Childbearing on Married
Women’s Labor Supply
and Earnings: Using
Twin Births as a
Natural Experiment
Jaisri Gangadharan and
Joshua L. Rosenbloom
NBER Working Paper No. 5647
July 1996

JEL Nos. J22, J16, J13

Married women’s decisions
about childbearing and market
work are interrelated importantly.
Although there are many estimates
of the effects of fertility on female
labor supply, few have addressed
adequately the problems of simul-
taneity that are inherent in these
choices. In this paper, we use ex-
ogenous variations in fertility attrib-
utable to twin births to measure
the impact of an unanticipated
child on married women's labor
supply and eamings. We find that
the short-run effects of an unantici-
pated birth on labor supply are ap-
preciable and have increased as
more mothers enter the labor mar-
ket. It also appears that the impact
of unanticipated births on earnings
and wages has changed from 1980
to 1990. In 1980, reduced labor sup-
ply caused a temporary drop in
earnings; in 1990, earnings and
wages remained depressed well
after the labor supply effects of a
twin birth had disappeared.

Executive Compensation,
Strategic Competition, and
Relative Performance
Evaluation: Theory

and Evidence

Rajesh Aggarwal and

Andrew A. Samwick

NBER Working Paper No. 5648

July 1996

JEL Nos. G30, L13, J33

We argue that strategic interac-
tions between firms in an oligopoly
can explain the puzzling lack of
high-powered incentives in execu-
tive compensation contracts written
by shareholders whose objective is
to maximize the value of their
shares. We derive the optimal com-
pensation contracts for managers,
and demonstrate that the use of
high-powered incentives will be
limited by the need to soften prod-
uct market competition. In particu-
lar, when managers can be com-
pensated based on their own and
their rivals’ performance, there will
be an inverse relationship between
the magnitude of high-powered in-
centives and the degree of compe-
tition in the industry. More compet-
itive industries are characterized by
weaker pay-performance incen-
tives. Empirically, we find strong
evidence of this inverse relation-
ship in the compensation of execu-
tives in the United States. Our
econometric results are not consis-
tent with alternative theories of the
effect of competition on executive
compensation. We conclude that
strategic considerations can pre-
clude the use of high-powered in-
centives, in contrast to the predic-
tions of the standard principal-
agent model.

The Litigious Plaintiff
Hypothesis: Case
Selection and Resolution
Theodore Eisenberg and
Henry S. Farber

NBER Working Paper No. 5649
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July 1996
JEL No. K41
Law and Economics, Labor Studies

A central feature of the litigation
process that affects case outcomes
is the selection of cases for litiga-
tion. In this study, we present a
theoretical framework for under-
standing the operation of this suit
selection process and its relation-
ship to the underlying distribution
of potential claims and claimants.
We implement the model empiri-
cally by assuming that individuals
vary more in their litigiousness (in-
verse costs of litigation) than cor-
porations do. This assumption,
coupled with the case selection
process we present, yields clear
predictions on trial rates as a func-
tion of whether the plaintiff and
defendant were individuals or cor-
porations. The model also yields a
prediction on the plaintiff’s win
rate in lawsuits as a function of the
plaintiff’s identity. Our empirical
analysis, using data on over
200,000 federal civil litigations,
yields results that are generally
consistent with the theory. Lawsuits
in which the plaintiff is an individ-
ual are found to have higher trial
rates and lower plaintiff win rates.

The Aftermath of
Appreciations

Ilan Goldfajn and
Rodrigo O. Valdés

NBER Working Paper No. 5650
July 1996

JEL No. F31

International Finance and
Macroeconomics

This paper empirically analyzes
a broad range of episodes of real
exchange rate appreciation. We
identify the cases after compiling a
large sample of monthly multilater-
al real exchange rates from 1960 to
1994. There are two objectives:

first, we study the dynamics of ap-

preciations, avoiding the sample

selection of exclusively analyzing
the crisis (or devaluation) cases.
Second, we analyze the mechanism
by which overvaluations are cor-
rected. In particular, we are inter-
ested in the proportion of the re-
versions that occur through nomi-
nal devaluations, rather than cumu-
lative inflation differentials. We cal-
culate the probability of undoing
appreciations without nominal de-
preciations for various degrees of
misalignment. Qur overall conclu-
sion is that it is very unlikely that large
and medium appreciation can be un-
done without nominal devaluations.

Stepping-Stone Mobility
Boyan Jovanovic and

Yaw Nyarko

NBER Working Paper No. 5651
July 1996

JEL No. J6

Productivity

People at the top of an occupa- .

tional ladder eam more partly be-
cause they have spent time on low-
er rungs, where they have leamed
something. But what precisely do
they learn? There are two contrast-
ing views: first, the “Bandit” model
assumes that people are different;
that experience reveals their char-
acteristics; and that, consequently,
an occupational switch can result.
Second, in our “Stepping-Stone”
model, experience raises a work-
er’s productivity on a given task,
and the acquired skill can be trans-
ferred in part to other occupations,
and this prompts movement. Safe
activities (in which mistakes de-
stroy less output) are a natural
training ground.

The Effects of Tax-Law
Changes on Prices in
the Property—Casualty
Insurance Industry
David F. Bradford and
Kyle D. Logue

NBER Working Paper No. 5652
July 1996

Public Economics

During the 1980s, the federal in-
come tax treatment of property—
casualty insurers and their policy-
holders underwent several impor-
tant changes, the most significant
of which occurred in 1986. This
paper develops theoretical predic-
tions for how these changes should
have affected the equilibrium pri-

‘ces of property—casualty insurance

policies, and explores the extent to
which the theoretical predictions
are reflected in data on industry
experience. The paper is devoted
mainly to a careful specification o
the income tax rules, and to deriv-
ing the connection between pre-
dictions about simple forms of in-
surance policy and industry data
on “premiums earned.” Although
the predicted impact of the chan-
ges in the tax rules enacted in 1986
translates info a tax on premiums
(net of the cost of acquisition) -of
up to 13 percent (on medical mal-
practice—the longest tail-line of in-
surance-—in 1987), it is small rela-
tive to the variability of the actual
loss experience.

. Personal Bankruptcy and

Credit Supply and Demand
Reint Gropp, John Karl Scholz,
and Michelle White

NBER Working Paper No. 5653

July 1996

Public Economics

This paper examines how per-
sonal bankruptcy and bankruptcy
exemptions affect the supply of
and demand for, credit. While gen-
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erous state-level bankruptcy ex-
emptions probably are viewed by
most policymakers as benefiting
borrowers who are less well-off,
data from the 1983 Survey of Con-
sumer Finances suggest that they
increase the amount of credit held
by high-asset households and re-
duce the availability and amount of
credit to low-asset household (con-
ditioning on observable characteris-
tics). We also find that interest rates
on automobile loans for low-asset
households are higher in high-ex-
emption states. Thus, bankruptcy
exemptions redistribute credit to-
ward borrowers with high assets.

Convergence to the Law
of One Price Without
Trade Barriers or
Currency Fluctuations
David C. Parsley and
Shang-Jin Wei

NBER Working Paper No. 5654
July 1996 .

International Finance and
Macroeconomics

Using a panel of 51 prices from
48 cities in the United States, we
provide an upper bound estimate
of the rate of convergence to pur-
chasing power parity. We find con-
vergence rates substantially higher
than typically found in cross-coun-
try data. We investigate some po-
tentially serious biases induced by
i.i.d. measurement errors in the
data, and find our estimates to be
robust to these potential biases.
We also present evidence that con-
vergence occurs faster for larger
price differences. Finally, we find that
rates of convergence are slower for
cities farther apart. However, our esti-
mates suggest that distance alone can
account for only a small portion of
the much slower convergence rates
across national borders.

The Effects of Financial
Education in the
Workplace: Evidence from
a Survey of Employers
Patrick J. Bayer,

B. Douglas Bernheim, and
John Karl Scholz

NBER Working Paper No. 5655

July 1996 '

JEL Nos. H31, 131

Aging, Public Economics

We examine the effects of edu-
cation on financial decisionmaking
skills by identifying an interesting
source of variation in pertinent
training. During the 1990s, an in-
creasing number of individuals
were exposed to financial educa-
tion programs provided by their
employers. If, as some have ar-
gued, low saving frequently results
from a failure to appreciate eco-
nomic vulnerabilities, then educa-
tion of this form could have a pow-
erful effect on behavior. We ana-
lyze these programs using a previ-
ously unexploited survey of em-
ployers. We find that both partici-
pation in and contributions to vol-
untary savings plans are significant-
ly higher when employers offer re-
tirement planning seminars. The ef-
fect is typically much stronger for
employees who are not highly
compensated than for those who
are. The frequency of seminars is a
particularly important correlate of
behavior. We are unable to detect
any effects of written materials,
such as newsletters and summary
plan descriptions, regardless of
seminar frequency. We also present
evidence on other determinants of
plan activity.

Technology and Jobs:
Secular Changes and
Cyclical Dynamics
Timothy Dunne,

John C. Haltiwanger, and
Kenneth R. Troske

NBER Working Paper No. 5656

July 1996
JEL Nos. E2, J2, L2, 03
Economic Fluctuations and Growth

We exploit plant-level data for
U.S. manufacturing for the 1970s
and 1980s to explore the connec-
tions between changes in technolo-
gy and the structure of employ-
ment and wages. We focus on the
nonproduction share of labor
(measured altematively by employ-
ment and wages) as the variable of
interest. Our main findings are: 1)
aggregate changes in the nonpro-
duction of labor share at annual
and longer frequencies are domi-
nated by within-plant changes; 2)
the distribution of annual within-
plant changes spikes at zero, has
tremendous heterogeneity, and fat
left and right tails; 3) within-plant
secular changes are concentrated
in recessions; and 4) while observ-
able indicators of changes in tech-
nology account for a significant
fraction of the secular increase in
the average nonproduction share
of labor, unobservable factors ac-
count for most of the secular in-
crease, most of the cyclical varia-
tion, and most of the cross-section-
al heterogeneity.

The Origins of
Technology-Skill
Complementarity
Claudia Goldin and

- Lawrence F. Katz

NBER Working Paper No. 5657
July 1996

JEL Nos. JO, NO

Development of the American
Economy, Labor Studies

Current concern with relation-
ships among particular technolo-
gies, capital, and the wage struc-
ture motivates this study of the ori-
gins of technology-skill comple-
mentarity in manufacturing. We of
fer evidence of the existence of
technology-skill and capital-skill
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(relative) complementarities from
1909 to 1929, and suggest that they
were associated with continuous-
process and batch methods and
with the adoption of electric mo-
tors. Industries that used more cap-
ital per worker and a greater pro-
portion of their horsepower in the
form of purchased electricity em-
ployed relatively more educated
blue collar workers in 1940 and
paid their blue collar workers sub-
stantially more from 1909 to 1929.
We also infer capital-skill comple-
mentarity using the wage-bill for
nonproduction workers, and find
that the relationship was as large
from 1909-19 as it has been recent-
ly. Finally, we link our findings to
those on the high school move-
ment (1910 to 1940). The rapid in-
crease in the supply of skills from
1910 to 1940 may have prevented
rising inequality with technological
change.

Inequality and Growth
Roland Bénabou

NBER Working Paper No. 5658
July 1996

JEL Nos. O11, D31, E62

Economic Fluctuations and Growth

Using two unifying models and
an empirical exercise, this paper
presents and extends the main the-
ories linking income distribution
and growth, as well as the relevant
empirical evidence. The first model
integrates the political economy
and imperfect capital markets theo-
ries. It allows for explicit depart-
ures from perfect democracy and
embodies the trade-off between
the growth costs and benefits of re-
distribution through taxes, land re-
form, or public schooling: such
policies simultaneously depress
savings incentives and ameliorate
the wealth constraints that impede
investment by the poor.

The second model is a growth
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version of the prisoner’s dilemma,
which captures the essence of the-
ories in which sociopolitical con-
flict reduces the security of proper-
ty rights, thereby discouraging ac-
cumulation. The economy’s growth
rate falls with interest groups’ rent-
seeking abilities, as well as with
the gap between rich and poor. It
is not income inequality per se that
matters, however, but inequality in
the relative distribution of eamings
and political power. For each of
the three channels of political
economy, capital markets, and so-
cial conflict, I survey the empirical
evidence and discuss it in conjunc-
tion with the theoretical analysis.
Finally, the possibility of multiple
steady states leads me to raise and
take up a new empirical issue: are
cross-country differences in in-
equality permanent, or gradually
narrowing? Equivalently, is there
convergence not only in first mo-
ments (GDP per capita) but also in
distribution?

Growth Cycles

George Evans,

Seppo Honkapohja, and
Paul M. Romer

NBER Working Paper No. 5659
July 1996

JEL Nos. E3, 04

Economic Fluctuations and Growth

We construct a rational expecta-
tions model in which aggregate
growth alternates between a low
and high state. When all agents ex-
pect growth to be slow, the returns
on investment are low, and little in-
vestment takes place. This slows
growth and confirms the prediction
that the returns on investment will
be low. But if agents expect fast
growth, then investment is high, re-
turns are high, and growth is rapid.
This expectational indeterminacy is
induced by complementarity be-
tween different types of capital

goods. In a growth cycle, there are
stochastic shifts between high- and
low-growth states, and agents take
full account of these transitions.
The rules that agents need to form
rational expectations in this equilib-
rium are simple. The equilibrium
with growth cycles is stable under
the dynamics implied by a corre-
spondingly simple learning rule.

Loan Commitments and
Optimal Monetary Policy
Michael Woodford

NBER Working Paper No. 5660

July 1996

JEL No. ES0

Monetary Economics

With loan commitments negoti-
ated in advance, the use of “tight
money” to restrain nominal spend-
ing has asymmetric effects on dif-
ferent categories of borrowers. This
can reduce efficiency, even though
it stabilizes aggregate demand. I il
lustrate this in the context of an
equilibrium model of financial in-
termediation with loan commit-
ments, in which monetary policy is
characterized by a supply curve for
reserves on the part of the central
bank in an interbank market.

If demand uncertainty relates
primarily to the intensity of de-
mand by each borrower with no
difference in the degree of cyclical-
ity of individual borrowers’ de-
mands, then an inelastic supply of
reserves by the central bank is op-
timal, because it stabilizes aggre-
gate demand and, as a result, in-
creases average capacity utilization.
But if demand uncertainty relates
primarily to the number of borrow-
ers rather than to each one’s de-
mand for credit, then an interest
rate smoothing policy is optimal,
because it eliminates inefficient ra-
tioning of credit in high-demand
states.




@ Law and Finance
Rafael La Porta,

Florencio Lopez-de-Silanes,
Andrei Shleifer, and
Robert W. Vishny

NBER Working Paper No. 5661
July 1996

Corporate Finance

This paper examines legal rules
covering protection of corporate
shareholders and creditors, the ori-
gin of those rules, and the quality
of their enforcement in 49 coun-
tries. The results show that com-
mon law countries generally have
the best, and French civil law
countries the worst, legal protec-
tion of investors, with German and
Scandinavian civil law countries
located in the middle. We also find
that concentration of ownership of
shares in the largest public com-
panies is related negatively to in-

vestor protections, consistent with
‘the hypothesis that small, diver-
sified shareholders are unlikely to
be important in countries that fail
to protect their rights.

U.S. Steel's Acquisition of
the Great Northern Ore
Properties: Vertical
Foreclosure or Efficient
Contractual Governance?
Joseph C. Mullin and

Wallace P. Mullin

NBER Working Paper No. 5662

July 1996

JEL Nos. L2, L4

Industrial Organization

This paper examines U.S. Steel’s
acquisition by long-term lease of
the iron ore properties of the Great
Northern Railway. This 1906 trans-
action, which significantly in-
creased U.S. Steel’s already sub-
stantial ore holdings, has been
characterized by contemporary ob-
servers and modern economists as
an example of vertical foreclosure.

We present quantitative and quali-
tative evidence to support an alter-
native view: that the lease generat-
ed 2 net efficiency gain, resulting in
lower steel prices, because it pro-
moted relationship-specific invest-
ment in the exploitation of the ore
properties. Quantitatively, we ex-
amine the stock market reactions
of U.S. Steel, the Great Northern
Railway, steel industry rivals, and
the railroads, a major steel cus-
tomer, to the announcement of the
lease signing. Strikingly, the rail-
roads had a significant positive ex-
cess return. Qualitatively, we ex-
amine the terms of the lease and
the performance of the parties, to
document the role of the lease in
encouraging relationship-specific
investment.

Historical Factors in
Long-Run Growth

The Paradox of Planning
in World War II

Hugh Rockoff

NBER Historical Paper No. 83

May 1996

JEL No. N42

According to the standard ac-
counts of the mobilization of re-
sources in the United States during
World War II, things went badly in
the beginning because the agencies
in charge were not -given sufficient
authority and were mismanaged.
But then in 1943, the story contin-
ues, the War Production Board in-
stalled the famous Controlled Mate-
rials Plan, which solved the major
problems and turned disaster into
triumph. However, a reexamination
of the plan in light of information on
munitions production reveals that it
was too little and too late to explain

the success of the mobilization.
One implication is that pecuniary
incentives may have played a larg-
er role than has been recognized.

America’s Only Peacetime
Inflation: The 1970s

J. Bradford De Long

NBER Historical Paper No. 84

May 1996

JEL Nos. E5, N1, N4

Monetary Economics

The 1970s were America’s only
peacetime inflation, as uncertainty
about prices made every business
decision a speculation on monetary
policy. In magnitude, the total rise
in the price level to the 5-to-10
percent per year range in the 1970s
was as large as the jumps in prices
from the major wars of this century.

The truest cause of the 1970s in-
flation was the shadow of the
Great Depression. The memory left
by the Depression predisposed the
left and center to think that any
unemployment was too much, and
eliminated any mandate the Fed-
eral Reserve might have had for
controlling inflation by risking
unemployment.

The Federal Reserve gained, or
regained, its mandate to control in-
flation at the risk of unemployment
during the 1970s as discontent built
over that decade’s inflation. It is
hard to see how the Federal Re-
serve could have acquired such a
mandate without such an unpleas-
ant lesson as the inflation of the
1970s.

Thus the memory of the Great
Depression meant that the United
States was highly likely to suffer an
inflation like the 1970s in the post—
World War II period—maybe not
as long, and maybe not in that par-
ticular decade, but nevertheless an
inflation of recognizably the same
genus.
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The Use of the Census to
Estimate Childhood .
Mortality: Comparisons
from the 1900 and 1910
United States Census
Public Use Samples
Michael R. Haines and
Samuel H. Preston

NBER Historical Paper No. 85

May 1996

We estimate child mortality by
race and nativity for the United
States as a whole and the Death
Registration Area, based on the
public use microsamples of the
1900 and 1910 Censuses. We then
compare these indirect estimates to
mortality rates and parameters
based on published Census and vi-
tal statistics data. The federal Cen-
suses of 1900 and 1910 both asked
adult women about children ever
born and children surviving; when
tabulated by age or marriage dura-
tion of women, the responses can
be used to estimate the probabili-
ties of children dying at various
ages up to 25.

This paper applies the basic in-
direct age and marriage duration
methods, as well as a method in-
volving the backward projection of
the age distribution of surviving
own-children of younger adult
women. The results correspond
reasonably well to life tables calcu-
lated from aggregated Census and
vital statistics for the total white,
native white, and foreign-born
white populations. The results are
less definite for the African—-Ameri-
can population, but it does appear
that mortality in that population
was substantially better than was
indicated by the widely cited Glov-
er life tables for 1900/02, 1901/10,
and 1909/11 for the original Death
Registration Area of 1900. Overall,
however, it appears that calculated
life tables from published vital sta-
tistics and Census populations for

the Death-Registration Areas of
1900 and 1910 describe the remain-
der of the population relatively
well. (An appendix to the paper
provides examples of the applica-
tion of the basic indirect techniques
of mortality estimation, as well as
the calculation of a mortality index
that can be used with both individ-
ual-level and grouped data.)

Strikebreaking and the
Labor Market in the
United States, 1881-94
Joshua L. Rosenbloom

NBER Historical Paper No. 86
May 1996 '
JEL Nos. N31, J52

Improvements in transportation
and communication combined with
technological changes in key man-
ufacturing industries substantially
increased competitive pressures in
U.S: labor markets during the last
half of the nineteenth century. One
manifestation of these changes was
the widespread use of strikebreak-
ers. In this paper I examine the ex-
tent and pattem of strikebreaking
in the United States using data
from a sample of over 2000 indi-
vidual strikes between 1881 and
1894 drawn from reports compiled
by the U.S. Commissioner of Labor.
Consistent with other evidence of
increasing geographic integration
at this time, I find that the use of
strikebreakers did not vary sub-
stantially across regions or by city
size. On the other hand, I find that
employers in smaller cities and in
regions other than the Northeast
were more likely to have to tumn to
replacements recruited at a dis-
tance, underscoring the important
role that employer recruitment
played in establishing an integrated
labor market. Pronounced varia-
tions in the likelihood of strike-
breaking across industries suggest,
however, that the impact of in-

creasing integration differed for dif-
ferent groups of workers and em-
ployers. Finally, the strike data
confirm the importance of labor
market integration on the out-
comes of labor conflict during this
period. After controlling for other
strike characteristics, I find that the
use of strikebreakers had a large
and negative impact on workers’
ability to win strikes.

Health, Height, and
Welfare: Britain, 1700-1980
Roderick Floud and

Bernard Harris

NBER Historical Paper No. 87

May 1996

This paper reviews the evidence
regarding the main trends in the
height of the British population
since the early eighteenth century.
We argue that the average heights
of successive birth cohorts of Brit-
ish males increased slowly between
the middle of the eighteenth centu-
ry and the first quarter of the nine-
teenth century. Average heights fell
during the second quarter of the
nineteenth century, before rising
beginning in the 1850s. We support
this analysis with an examination of
the main trends in children’s heights
during the twentieth century. We
then compare our findings with the
results of an alternative method of
measuring human welfare: a2 modi-
fied version of the United Nations
Human Development Index. The
main trends in human development
reinforce the conclusions drawn
from our own interpretation of the
anthropometric evidence.

The Entry into the U.S.
Labor Market of
Antebellum European
Immigrants, 1840—60
Joseph P. Ferrie

NBER Historical Paper No. 88
June 1996
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JEL Nos. N3, J6

This study examines the occupa-
tional mobility of antebellum immi-
grants as they entered the United
States. White-collar, skilled, and
semiskilled immigrants left un-
skilled jobs more rapidly after their
arrival than farmers and unskilled
workers did. British and German

immigrants fared better than the .

Irish; literate immigrants in rapidly
growing counties and places with
many immigrants fared best. These
findings have implications for: the
accuracy of estimates of immigrant
occupational mobility; the size of
the human capital transfer resulting
from antebellum immigration; and
the causes of the difficulty experi-
enced by some immigrant groups
in transferring their skills to the
United States.

| Technical Papers

Inferences from
Parametric and
Nonparametric
Covariance Matrix
Estimation Procedures
Wouter J. den Haan and
Andrew Levin

NBER Technical Paper No. 195
May 1996

JEL Nos. C12, C14

Economic Fluctuations and Growth

In this paper, we propose a par-
ametric spectral estimation proce-
dure for constructing heteroskedas-
ticity and autocorrelation consistent
(HAC) covariance matrixes. We es-
tablish the consistency of this pro-
cedure under very general condi-
tions similar to those considered in

_ previous research, and we demon-

strate that the parametric estimator
converges at a faster rate than the

kernel-based estimators proposed
by Andrews and Monahan (1992)
and Newey and West (1994). In fi-
nite samples, our Monte Carlo ex-
periments indicate that the para-
metric estimator matches, and in
some cases greatly exceeds, the
performance of the prewhitened
kemel estimator proposed by An-
drews and Monahan. These simula-
tion experiments illustrate several
important limitations of nonpara-
metric HAC estimation procedures,
and highlight the advantages of ex-
plicitly modeling the temporal
properties of the error terms,

Generating Nonstandard
Multivariate Distributions
with an Application to
Mismeasurement in the CPI
Matthew D. Shapiro and

David W. Wilcox

NBER Technical Paper No. 196

May 1996

JEL Nos. C15, C43, E31

Monetary Economics, Productivity

This paper shows how to gener-
ate the joint distribution of correlat-
ed random variables with specified
marginal distributions. For cases in
which the marginal distributions
are either normal or lognormal, it
shows how to calculate analytically
the correlation of the underlying
normal distributions to induce the
desired correlation between the va-
riables. It also provides a method
for calculating the joint distribution
in the case of arbitrary marginal
distributions.

The paper applies the technique
to calculating the distribution of
the overall bias in the Consumer
Price Index. The technique also
should be applicable to estimation
by simulated moments or simulat-
ed likelihoods, and to Monte Carlo
analysis.

A Practitioner’s Guide to
Robust Covariance
Matrix Estimation
Wouter J. den Haan and
Andrew T. Levin

NBER Technical Paper No. 197
June 1996

JEL Nos. C12, C14

Economic Fluctuations and Growth

This paper analyzes kemel-based
and parametric spectral estimation
procedures for constructing hetero-
skedasticity and autocorrelation-
consistent (HAC) covariance ma-
trixes, and provides guidelines for
effective implementation of these
procedures. To implement a ker-
nel-based procedure, the practition-
er must choose a particular kemel,
a bandwidth selection method, and
a prewhitening filter. To implement
a parametric procedure, the practi-
tioner must choose a class of ad-
missible models and a criterion for
selecting a particular model within
this class. Simulation experiments
indicate that these choices can have
important implications for the ac-
curacy of inferences based on the
estimated HAC covariance matrix.
Thus, rather than viewing any of
these procedures as fully “automat-
ic,” there must be a combination of
diagnostic statistics and common
sense in the practical applications.
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