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Program Report

Development of the
American Economy

Claudia Goldin

The NBER Program on the Development of the American Economy (DAE)
investigates subjects as diverse as labor and population, national and inter-
national finance, industrial organization, and political economy. Its mem-
bers are linked by their dedication to understanding the process of long-run
economic development and growth.

Several years ago the DAE began a research initiative in political economy
from which two conference volumes have resulted. In the most recent, 7he
Defining Moment: The Great Depression and the American Economy in the
Twentieth Century, DAE researchers explore the impact of the 1930s on fis-
cal and monetary policy, regulation of banks and agriculture, fiscal federal-
ism, union growth, social insurance, and international trade.! The DAE will
launch a new initiative in urban economic history in Summer 1998.

This report highlights several DAE researchers whose work seeks the his-
torical origins of current economic issues. Joseph P. Ferrie explores immi-
grant mobility in the 19th century, when the rate of immigrant flow was far
greater than today’s. Douglas A. Irwin investigate the origins of tariff policy,
such as why political parties have switched positions on free trade. Naomi
R. Lamoreaux and Kenneth L. Sokoloff research the process of invention
beginning in the 19th century. Claudia Goldin and Lawrence F. Katz explore
the expansion of U.S. education and find a strong relationship, at the state
level, between educational performance today and that reported in the early
20th century. Last, Sukkoo Kim traces the origins of today’s industrial region-
alization and localization patterns and the role of cities in the economy.

Immigrant Flow in the 19th Century

There have been many periods of high immigration in U.S. history, but the
period of greatest inflow, measured as a fraction of the existing population,
occurred in the decades just before the Civil War. Ferrie asks how the new
arrivals fared as they entered the U.S. economy and how their arrival altered
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the lives of workers already in the
United States. By linking the records
of more than 2,000 immigrants arriv-
ing in New York City between 1840
and 1850 to the manuscripts of the
1850 and 1860 U.S. federal popula-

* tion censuses, Ferrie creates a unique

longitudinal dataset that assesses the
immigrant experience in the New
World.

Ferrie compares immigrant occu-
pations recorded in the passenger
ship records with those reported for
the same individuals in subsequent
U.S. censuses to determine the rea-
sons that some groups rose in occu-
pational status while others did not.2
He shows that the immigrants faring
best arrived with occupational skills,
were literate in their native languages,
and settled in rapidly growing com-
munities with high concentrations of
immigrants. By combining data from
ship records about dates of arrival
with wealth data from the 1850 and
1860 U.S. population censuses, Ferrie
measures the change over time in the
amount of property that immigrants
to the United States owned.3 He finds
that real estate wealth grew roughly
10 percent for each year of residence
in the United States and that immi-
grant occupation and location are the
most important determinants of the
rate of accumulation.

Ferrie collected a sample of 4,900
native-born males from the 1850 and
1860 U.S. censuses to examine how
natives’ wealth and occupational sta-
tus changed during the 1850s, and it
shows that Americans were highly
mobile.4 For example, 47 percent of
American males changed their
county of residence between 1850
and 1860, and unskilled workers
migrated to the western frontier from
urban places in the East, giving cre-
dence to an old and often discredited
hypothesis that the frontier served as
America’s “safety valve” On the
whole, Ferrie estimates that the geo-
graphical dispersion of immigrants
among the general U.S. population




was faster and more complete in the
1850s than in the 1970s.5 The more
rapid spatial assimilation of immi-
grarits in the earlier period, Ferrie
finds, was entirely the result of the
behavior of the native population.
Natives are now less likely than they
were in the 1850s to move into cities
with immigrant concentrations.

Ferrie’s work on immigrants and
natives has been brought together in
Yankeys Now: Immigrants in the
Antebellum U.S., 1840~1860, part of
the NBER Series on Long-Term Fac-
tors in Economic Development.® In
this work Ferrie also examines how
immigrants affected the occupational
attainment of natives in the 1850s
and finds that only native-born craft
workers in the urban northeast had
reduced earnings because of immi-
gration, a finding consistent with the
anti-immigrant political agitation of
the group.

Early 20th-Century
Origins of Tariff Policy

Irwin studies U.S. trade policy in
the interwar years, which were
marked by the excesses of protec-
tionism and a later shift toward free
trade. The Smoot-Hawley Act of
1930, perhaps the most infamous tax
regulation in U.S. history, raised
import duties to high levels on the
eve of the Great Depression. Irwin
finds, contrary to most assertions,
that Smoot-Hawley accounted for
only a small part of the large decline
in U.S. trade in the early 1930s, esti-
mating that Smoot-Hawley raised
average tariffs about 20 percent, from
40.7 to 47.0 percent, which translates
into a 5 percent to 6 percent increase
in the relative price of imports and a
4 percent to 8 percent decline in
import volume.”

In joint work with Randall Krosz-
ner, Irwin investigates the political
factors behind the passage of Smoot-
Hawley.® By examining the numer-
ous Senate roll call votes on tariff

rates for individual commodities, they
find that votes for higher tariffs were
not strictly the result of partisan fac-
tors but were part of nonpartisan
log-rolling (vote trading) among
proponents of different economic
interests.

Most of the Smoot-Hawley import
tariffs were specific rather than ad
valorem duties. The steep deflation
in U.S. prices after 1930 significantly
raised the ad valorem equivalent of
the Smoot-Hawley duties, bringing
the average tariff on dutiable imports
up to nearly 60 percent by 1932.
Irwin examines the role of specific
duties in the U.S. tariff code and the
impact of import price fluctuations
on the ad valorem equivalent of
those duties.? He finds that a 10 per-
cent increase in import prices
decreased tariffs by 6.5 percent dur-
ing the period from 1865 to 1967.
Whereas deflation served to increase
average U.S. tariffs in the early 1930s,
the substantial U.S. inflation during
and after World War II served to
erode U.S.-specific duties. Irwin cal-
culates that three quarters of the
decline in average U.S. tariffs

between 1932 and 1950s —from 60 .

percent to 10 percent—was attribut-
able to higher import prices. Only a
small fraction of the decrease was
caused by bilateral and multilateral
trade liberalization negotiations (such
as the 1948 General Agreement on
Tariffs and Trade).

Irwin reports that Congress could
have offset the import price inflation-
induced reduction in U.S. tariffs, but
it chose not to. When the tradition-
ally free-trade Democrats gained con-
trol of the legislative and executive
branches in 1933, U.S. policy shifted
markedly toward trade liberalization.
In 1934, the Democrats enacted the
Reciprocal Trade Agreements Act
(RTAA), which gave greater tariff
negotiating power to the president.
But because authority over trade pol-
icy ultimately resides with Congress,
the shift toward trade liberalization

was not secure, Irwin shows, until
the traditionally protectionist Repub-
licans could be persuaded to sign on
to the RTAA.10 Republicans rejected
the RTAA through the 1930s but
began to change their position in the
mid-1940s. In joint work with Krosz-"
ner, Irwin investigates the reasons for
the shift and finds that it came from
changes in constituents’ economic
interests and from alterations in the
political economy of trade policy, not
from ideological shifts.11 As a result,
the postwar period was marked by a
broad, bipartisan consensus in favor
of trade liberalization, one that has
only recently begun to unravel.

Change in Technology
in the 19th and 20th
Centuries

Lamoreaux and Sokoloff focus on
technological change in the 19th and
20th centuries. They find that the
New England and Middle Atlantic
states took an early lead in patenting
and maintained the highest number
of patents per capita in the United
States throughout the 19th century
and into the 20th century. Areas with
initially high rates of inventive activ-
ity attracted investments in firms and
institutions that facilitated the ex-
change of rights to patented tech-
nologies. These intermediaries, in
turn, attracted new inventors and
encouraged creative individuals to
devote greater resources to inven-
tion. The result was a self-reinforcing
process giving regions with an initial
edge in inventive activity the ability
to sustain the advantage over time.1?

Invention is commonly thought to
occur within the bounds of firms. But
during the late 19th century, firms
bought and licensed much of their
technology from outside suppliers, so
inventors, in turn, extracted returns
by selling off or licensing their inven-
tions. Lamoreaux and Sokoloff
explore this evolving market for tech-
nology. They find that well-devel-
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oped markets for technology encour-
aged specialization in inventive activ-
ity. For example, in the case of the
glass industry, inventive activity was
not related to location of production
centers, in that major centers of glass
production in the Midwest and Mid-
dle Atlantic generated little patenting,
whereas others, such as that in
southern New England, had dispro-
portionately high patenting rates.!3

Lamoreaux’s and Sokoloff’s finding
that there was extensive market trade
in technology in the late 19th and
early 20th centuries casts doubt on
the notion that information and con-
tracting problems were responsible
for decisions by large firms to finance
in-house research and development
(R and D). They show that firms, par-
ticularly those in high tech industries
such as electricity and telecommu-
nications, devoted considerable re-
sources to tracking and assessing
technologies originating outside firms.
As time went on, various changes
induced firms in these industries to
develop internal inventive capabili-
ties. But when they did, they faced
similar information and contracting
costs with managing employee-
inventors and securing property
rights to their inventions. Lamoreaux
and Sokoloff’s work shows that in-
house R and D was not necessarily
less costly and more efficient than
market trade in technology.!4

The United States underwent a
great expansion in high school edu-
cation from 1910 to 1940, a period
known as the “high school move-
ment” By the mid-20th century, the
United States led all nations in the
average quantity of education gar-
nered by its youth and in the human
capital stock of its labor force, as
measured by average years of educa-
tion. Goldin and Katz address the
reasons the United States led in edu-
cation.!> They analyze cross-state
variation and find that higher income
and wealth, less manufacturing activ-
ity, greater equality of wealth, and

greater community stability and homo-
geneity encouraged U.S. youths to
complete high school.

In an in-depth study of Iowa using
a unique set of data they collected
from the 1915 Iowa State Census,
Goldin and Katz find that secondary
school attendance was greatest in
small towns and villages, a finding
that is replicated at the national level.
Goldin and Katz also use the Towa
data to show that the rate of return to
a year of high school in 1915, at the
dawn of the high school movement
was about 12 percent—a higher rate
than the rate of return to a year of
college education in the 1980s. The
state-level secondary school gradua-
tion rates Goldin and Katz compiled
for the 1910s and 1920s strongly cor-
relate with current measures of edu-
cational performance and with cur-
rent measures of social capital. Social
capital appears to have been the
handmaiden of human capital in the
past, and, apparently, still functions
similarly today.16

In their work on higher education,
they note that the proportion of all
(four-year) higher education students
in publicly controlled institutions rose
from 0.22 in 1897 to 0.68 a century
later. Sixty percent of that increase
occurred by 1940 when the propor-
tion reached 0.5. Most recently, Goldin
and Katz investigate the reasons that
public-sector higher education ex-
panded relative to that of the private
sector higher education and the rea-
sons that certain states devoted more
resources to higher education per
state resident than did others.1%.18
They find that the relative expansion
of publicly controlled institutions was
related to increased economies of
scale and scope in the production of
higher education services from 1900
to 1940. State resources devoted to
higher education per capita were
related to levels of wealth and in-
come, to the presence of business
and commercial interests with de-
mands for practical research, to be-

coming a state later rather than ear-
lier, and to a low initial presence of
private institutions.

Industrial Regionaliza-
tion and Localization
Patterns

Kim studies regional and urban
economics and examines the factors
that determine the location of eco-
nomic activities and why cities exist.
He finds that regional specialization
in manufacturing in the United States
rose substantially from 1860 to 1900,
leveled off during the interwar years,
and then fell, at times considerably,
after the 1930s.1% His analysis of these
trends gives support to explanations
based on production scale econo-
mies and the Heckscher-Ohlin model,
but it is inconsistent with a model
based on external economies. He
also finds that factor endowments
explain a significant amount of the
geographic distribution over time of
manufacturing activities, as predicted
by the standard general equilibrium
model of trade.?0 More recently, Kim
is expanding this exploration of long-
run trends in U.S. regional special-
ization to include more sectors, such
as agriculture, wholesale trade, retail
trade, and services to explore the
evolution of regional incomes.?! He
finds that differences in regional
industrial structures played an impor-
tant role in causing U.S. regional
incomes to diverge and then to con-
verge between the 19th and 20th
centuries.

Kim’s most recent work on these
subjects documents U.S. urban devel-
opment between 1790 and 1990,
characterizing U.S. urban history as
containing three distinct periods: a
mercantile-port city era (colonial
period—-1820), an industrial city era
(1820-1920), and a service city era
(1920~-present).?? He presents evi-
dence that regional comparative
advantage helps to explain the rea-
sons supporting production special-
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ization and how economies in mar-
ket transactions aid understanding
the reasons cities differ in size.

Currently, and in conjunction with
other DAE researchers, Kim is con-
tributing to an initiative in urban eco-
nomic history that will be launched
in Summer 1998. The core group
includes Kim; Jeremy Atack and
Robert A. Margo, whose recent work
concerns changing rent gradients in
19th-century New York City?23;
Edward Glaeser, who researches cur-
rent urban issues; Spencer Glendon,
whose doctoral dissertation concerns
the urban life cycle of growth and de-
cay; Rebecca Menes, who researches
urban political machines; and Paul
Rhode, who works on the U.S. man-
ufacturing belt. Other DAE research-
ers with interests in long-term urban
and regional development will join
their efforts.
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Research Summaries

The Economics of School Reform

Caroline M. Hoxby*

Structural reforms for elementary
and secondary (K-12) schools are
being seriously debated these days.
The majority of U.S. states have now
enacted at least some form of choice
among public schools, for example a
charter school program, open enroll-
ment among school districts, or
choice within the district. While state
legislatures have been much less
inclined to enact programs such as
vouchers and tax incentives that
increase parents’ ability to choose
private schools, private donors par-
ticularly like voucher programs.l

In addition, there have been major
changes in the structure of public
school finance in America over the
last 30 years. Increasingly, school
finance has been centralized at the
state level and has been affected
strongly by “school finance equaliza-
tion” (a term that encompasses a vari-
ety of methods for redistributing
monies from “property-rich” to
“property-poor” school districts).?

It is clear why Americans are so
interested in structural school reform
for K-12 education. On a per-pupil
basis, American public education is
the most expensive system in the
world. Yet, American K-12 students
perform only moderately well on
international tests of mathematics,
science, and language arts achieve-
ment. The per-pupil expense for
K-12 education has grown by nearly
80 percent (after adjusting for infla-
tion) since 1970, yet student achieve-

*Hoxby is an NBER Research Associate in
the Programs on Public Economics, Labor
Studies, and Children, and the Morris
Kabn Associate Professor of Economics at
Harvard University.

ment has been almost flat over the
period.3 Since 1970, most states’
school finance systems have been
revised in order to target more funds
to disadvantaged students. As a result,
differences in funding have narrowed,
but there has been very little nar-
rowing of the differences in the out-
comes of students from advantaged
and disadvantaged backgrounds.4

There are three reasons why eco-
nomics is valuable for the analysis of
school reform. First, econometric
methods and evaluation techniques
developed over the last decade
(especially in labor and public eco-
nomics) are very useful for analyzing
school reforms. Second, many of the
puzzles in K-12 schooling are related
to financing, and most structural
school reforms are loosely based on
economic arguments. For instance,
school choice is related to the com-
petitive-market metaphor, and school
finance equalization is based loosely
on progressive taxation of income
and wealth. These arguments (and
the related policies) need to be made
rigorous and subjected to empirical
examination.

Third, economists broadly agree
that educational systems ought to
solve the problem of investment in
human capital, which involves some
capital market failures and spill-
overs.> This consensus is important
because it facilitates analytic progress.
In contrast, popular and legal debates
about education often become mired
in struggles over whether it is best to
maximize enrollment, maximize
achievement, maximize the equality
of achievement among students, or
do something else entirely. In my
own work on school reform, I have
attempted to bring all three advan-

tages of economics to bear: modern
empirical methods, rigorous eco-
nomic argument, and a consistent
focus on solving the human capital
investment problem.

Empirical Evidence
on School Choice

Analysis of the various reforms
should begin with the two basic, tra-
ditional forms of school choice in the
United States: choice among public
school districts and choice between
public and private schools. These
two existing options give certain par-
ents a substantial degree of choice,
and the effects of their choices are
useful for predicting the effects of
other reforms. Moreover, empirical
evidence on how traditional choice
affects students is the only way we
can learn about the general equilib-
rium and long-term effects of school
choice.

For instance, several studies (in-
cluding one I am conducting) are cur-
rently evaluating charter and voucher
schools, using randomized “treat-
ment” and “control” groups of stu-
dents.® These studies can inform us
about the effects of voucher or char-
ter schools only on those students
who actually use them. The studies
tell us nothing about the effects that
a widespread voucher or charter
school policy would have on public
school attendance or on how public
schools would respond to competi-
tion. But analysis of the two tradi-
tional forms of choice does inform us
about these crucial issues. Further-
more, school choice reforms are
always layered on top of traditional
choice, and households will make
different decisions about traditional
choices as the reforms are added.
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Evidence on Choice
Among Public School
Districts

Choice among public school dis-
tricts occurs when households can
pick their residences. To analyze the
effects of such choice, I compare
metropolitan areas among which
there are long-term differences in
parents’ ability to choose a school
district.” Ease of choice depends both
on the number of districts in the area
and on the evenness with which
enrollment is spread over those dis-
tricts. Choice is easier in a metropol-
itan area in which parents choose
among 20 districts of equal size than
in an area where three-quarters of
enrollment falls into one of 20 dis-
tricts, which in turn is easier than in
an area with only one school district.

Great variation exists among met-
ropolitan areas in the degree of
choice that is available. For instance,
Boston has 70 school districts within
a 30-minute commute of the down-
town area, while the much larger
Miami metropolitan area has only
one school district (Dade County).
These differences are largely a result
of history and geography, but a dis-
trict’s enrollment can also reflect its
success: an efficient district attracts a
disproportionate share of metropoli-
tan area enrollment and gets other
districts to consolidate with it. In sim-
ple comparisons among metropolitan
areas, this introduces a bias against
finding that greater choice among
districts has positive effects.

To obtain unbiased estimates, I
identify geographic and historical
factors that increase a metropolitan
area’s tendency to contain many,
small, independent school districts
but that are unrelated to contempo-
rary public school quality. For exam-
ple, I use the fact that metropolitan
areas with more streams have more
natural barriers and boundaries;

because they increase students’ travel
time to school, they may cause the
lines drawn to define smaller districts.
The resulting (IV) estimates based on
cross-section data (including rich
demographic data on each school)
allow me to identify the causal effect
of greater availability of public school
districts, while controlling for a wide
range of background variables and
differentiating the effects of choice
on self-segregation.

I find that a one standard deviation
change in a Herfindahl index of en-
rollment concentration, which corre-
sponds to a substantial increase of
choice among districts (for instance
the difference between having 4 and
100 equal-sized districts) causes a sta-
tistically significant but small (2 per-
centile points) improvement in
students’ reading and math scores.8
However, school efficiency improves
dramatically, because the same in-
crease in choice causes schools’ per-
pupil costs to fall by 17 percent. The
powerful implications occur because
the effects are opposite in sign: an
increase in choice improves student

achievement even while accomplish-

ing substantial cost savings.

Choice among districts turns out to
have little effect on the degree of seg-
regation among students. The reason
is that, empirically, the degree of
racial, ethnic, and income segrega-
tion that a student experiences is
related to the degree of choice
among schools in a metropolitan
area, but not to the degree of choice
among districts. In other words, stu-
dents are just as segregated in met-
ropolitan areas that contain few
districts as they are in metropolitan
areas that contain many districts.
Households sort themselves into
neighborhoods inside districts; neigh-
borhoods and schools are small
enough relative to districts that dis-
trict boundaries have little effect on
segregation.

This result demonstrates how
important it is to compare realistic
alternatives. The realistic alternative
to a metropolitan area with a high
degree of choice among districts is
not a metropolitan area in which all
schools are perfectly desegregated
and every student is exposed to sim-
ilar peers. The realistic alternative is a
metropolitan area with a low degree
of choice among districts and a sub-
stantial degree of segregation among
schools. .

In another study that examines
how parents exercise choice, I find
that parents who have more choice
within the public sector favor schools
with strict disciplinary and academic
atmospheres. They are also more
involved in their children’s schooling:
a single standard deviation increase
in the degree of choice causes a 33
percent increase in the probability
that a parent visits his child’s school
in the course of a year.?

Choice among public school dis-
tricts is especially helpful for analyz-
ing charter school and open enroll-
ment reforms because such analyses
require that we know: 1) on what
bases parents choose among schools;
2) how public schools differentiate
themselves, given that they are sub-
ject to public scrutiny and public
constraints; 3) whether public pro-
viders react to competition for stu-
dents by improving their programs;
4) how the degree of choice among
public providers affects parents’ will-
ingness to pay for private school alter-
natives; and 5) how students self-
segregate among schools when they
can choose but receiving schools
cannot discriminate amongst them.
The main limitation of using choice
among public school districts to
understand charter school and open
enrollment reforms is that the re-
forms’ financial arrangements typi-
cally have different properties than
the finance that results from tradi-
tional choice.
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Empirical Evidence on
Choice between Public
and Private Schools

I have also studied the effects of
the second way in which parents tra-
ditionally exercise choice: enrolling
their children in private schools.10
The schooling offered and the tuition
charged by private schools in the
United States vary tremendously.
Approximately 90 percent of private
school students attend schools affili-
ated with religious groups, but these
schools have tuitions that range from
token (“$100 or what parents can
pay”) to over $10,000. The remaining
10 percent of private school students
attend “independent” schools, which
are disproportionately likely to be

exclusively college-preparatory, and

which charge more than $5,000 per
year in tuition.

More than 65 percent of U.S. pri-
vate school students attend a school
affiliated with the Catholic Church,
although these vary from modest
parochial elementary schools to elite,
college-preparatory schools. The
modal private school student in the
United States attends a Catholic
school that charges a tuition of about
$1,000 dollars (elementary school) or
$2,250 (secondary school) per year.

American private schools typically
subsidize tuition with monies from
donations or (less often) income
from an endowment. The share of
schooling cost that is covered by sub-
sidies is larger in schools that serve
low-income students, but even the
relatively expensive private schools
subsidize tuition. For instance, tuition
revenue covers between 55 and 75
percent of the costs of the average
Catholic school (depending on the
type), but tuition revenue also cov-
ers only 80 percent of the costs of
expensive Friends schools. Private
schools that charge highly subsidized
tuition in low-income communities
frequently must ration school places.

In a paper that attempts to deter-

mine the effects of private school
competition on public schools, I
compare metropolitan areas with and
without substantial private school
enrollment. Metropolitan areas have
private school attendance rates that
vary from, a low of 3 percent to a
high of 33 percent of students.
(Private school attendance of 10 to 15
percent is typical.) This variation is
created by historical accident, the
donations available for subsidizing
private schools in an area, and the
quality of public schools. In particu-
lar, low quality public schools raise
the demand for private schools.
Thus, simple comparisons will con-
found the effect of greater private
school competitiveness with the
increased demand for private schools
in areas where the public schools are
of poor quality.

To obtain unbiased estimates, I use
the fact that a denomination’s private
schools can provide more tuition
subsidies if they inherited an endow-
ment (which may be partly in build-
ings and land) from a population that
was historically comprised mainly of
the affiliated denomination. I use
metropolitan areas’ historical reli-
gious population densities as instru-
mental variables that shift the supply
of private schools but are not related
to idiosyncratic differences in recent
public school quality. I also control
for a variety of background factors
that might be correlated both with
the demand for private schools and
with public school quality. In partic-
ular, I can control for a household’s
denomination —so that if being
Catholic, say, affects a household’s
demand for public school spending
or the achievement of its children,
then this effect is not confounded
with the effect of greater availability
of Catholic schools.

My estimates suggest that if private
schools in an area receive sufficient
resources to subsidize each student’s
tuition by 1000 dollars, then the
achievement of public school stu-

dents is higher, regardless of whether
it is measured by test scores, ultimate
educational attainment, or wages.
Mathematics and reading scores
improve by 8 percentile points; there
is an 8 percent increase in the prob-
ability of graduating from high
school, and a 12 percent increase in
the probability of getting a baccalau-
reate degree; wages (for those who
work, later in life at ages 29-37)
improve by 12 percent.

My estimates indicate that compe-
tition from private schools does not
have a significant effect on public
school spending per pupil. This is
because there are offsetting forces.
On the one hand, an increased sup-
ply of private schools tends to draw
parents into the private sector who
might have supported generous pub-
lic school spending had their children
remained in public schools. On the
other hand, the students who are
drawn into the private school sector
would otherwise have had to be edu-

_ cated at public expense.

Like the effects of choice among
public school districts, the effects of
private school competition on segre-
gation of students are small and sta-
tistically insignificant. This is because,
first, public schools are already quite
segregated along lines of race, eth-
nicity, parents’ income, and students’
performance. Second, private school
competition typically increases seg-
regation slightly in public schools
and decreases segregation slightly in
private schools.

Evidence on traditional private
school choice is most useful for pre-
dicting the effects of vouchers and
tax credits. However, policymakers
can more easily control the fiscal
impact of vouchers and tax credits on
public schools than the fiscal impact
of traditional private school choice
on public schools. The size and fund-
ing of the vouchers or tax credits
determines their direct fiscal effect.
For instance, most vouchers pro-
posed thus far have been consider-
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ably smaller than per-pupil spending
in the sending public school district
—so that every marginal student who
uses a voucher to attend private
school leaves monies to be spread
among the remaining students.

I also find that parents act as
though choice among public school
districts and choice between public
and private schools can be substi-
tutes to some degree. 1l A single stan-
dard deviation increase in the degree
of choice among public school dis-
tricts lowers the share of children
who attend private schools by about
1 percentage point (or, equivalently,
by about 10 percent).

Parents also may be willing to sub-
stitute different forms of school
choice reforms for one another, to
some degree. For instance, a charter
school program is likely to reduce
the demand for voucher and open
enrollment programs.

School Reform

Along with increasing empirical
evidence, there have been significant
advances in recent years in the eco-
nomic theory of school reform. Spe-
cifically, three types of theories have
developed, about 1) the allocative
efficiency effects, or how students
sort themselves among schools, the
average level of school funding, and
which schools receive funds; 2) the
productive efficiency effects, that is,
whether schools use funds efficiently
or extract rents; and 3) the effects on
income inequality, intergenerational
income mobility, and macroeconomic
growth.

Theoretical analysis of the allo-
cative efficiency consequences of
school reform evolves naturally from
the literature on local public goods
that is associated with Tiebout. In
two papers, Nechyba and Epple and
Romano have analyzed the implica-
tions of vouchers and open enroll-
ment for housing markets, voting on
property tax rates, and the allocation

of students among schools.1? This
type of analysis is difficult because it
must be completely general equilib-
rium, and the housing market and
politics must both “clear"—that is, a
political mechanism for choosing
property tax rates must be specified,
allowed to function, and allowed to
affect the housing market.

From this literature, we learn that
the allocative consequences of most
school choice reforms are ambigu-
ous. For example, reforms affect

" mainly the type, not the level of seg-

regation that occurs. If a voucher,
charter school, and open enrollment
plan all increase school segregation
for a particular attribute (such as abil-
ity, income, or race), then the same
plan decreases residential segrega-
tion along that line. Moreover, an
increase in school segregation for
one attribute (say, ability) might
decrease segregation for other attrib-
utes (say, income) and affect school
funding, in a direction which depends
on the spillover function. Only em-
pirical evidence that enables us to
weigh magnitudes can help us
resolve these ambiguities and allow

us to rank types of school choice as

solutions to the problem of invest-
ment in human capital. Inherent
ambiguity might be the reason that
both forms of traditional choice have
statistically insignificant effects on
student segregation and why private
school competition has a statistically
insignificant effect on public school
funding.

Theory illuminating the effect of
school reform on productive effi-
ciency is at a much less advanced
stage than theory on allocative effi-
ciency. Yet, whether schools are
using funds efficiently is an increas-
ingly important question, especially
because the quandaries of K~12 edu-
cation, described in the opening
paragraphs, appear to be problems
of productivity rather than of alloca-
tion. That is, the United States already
supports a high average level of

school spending (either as a share of
income or compared to other ad-
vanced economies), and the states
have increased their aid to districts
that serve disadvantaged children
almost continually over the last 30
years.

Fortunately, the effects of school
reform on productive efficiency are
relatively straightforward compared
to the effects on allocative efficiency.
Productive inefficiencies are made
possible largely by mobility costs and
similar barriers that lead to a group in
a school district of incumbent resi-
dents from whom rent can be ex-
tracted. While it is difficult to predict
how a school reform will affect peo-
ple’s choice of residence, where stu-
dents attend school, and how people
vote on property taxes (for all the
general equilibrium reasons de-
scribed earlier); it is usually quite
easy to characterize how a school
reform affects mobility costs. One of
my papers which uses a principal-
agent framework shows, for exam-
ple, that an increased degree of
traditional choice among public
school districts, combined with con-
ventional American local school
finance, reduces the rent that a
school district’s bureaucrats can
extract from residents.13 The logic
behind this is that house prices in a
metropolitan area with many similar
school districts competing for resi-
dents provide a lot of information
about school quality. Because local
school budgets depend on local
house prices (through the property
tax), the information about school
quality that is embodied in house
prices is used to reward school
bureaucrats through the size of their
budgets.

Extending the argument to school
reforms, including charter schools,
vouchers, and open enrollment pro-
grams, is not difficult. All of these
programs substantially lower mobil-
ity costs among schools because they
detach school choices from residen-
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tial choices, and the largest mobility
costs are associated with residential
moves. School choice programs also
provide direct links between parent
choices and school finances, as op-
posed to the indirect link through the
housing market.

Appropriate financial arrangements
are crucial for school reforms. The
ideal financial arrangements provide
consistent and politically stable
rewards for successful schools—the
rewards must be generous enough to
encourage expansion of successful
schools and contraction of unsuc-
cessful schools. Many actual school
reforms have financial arrangements
that are poorly designed. Indeed,
some open enrollment plans’ finan-
cial arrangements encourage per-
verse behavior, such as fiscal free-
riding: that is, purposely locating a
school in a district with low property
taxes which borders on a district with
high property taxes and generous
school spending, and then using an
open enrollment plan to free-ride on
taxpayers in the high property tax
district. In the long run, fiscal free-
riding blunts everyone’s incentives to
support public school funding.

Recent work by Benabou and
Boldrin also links school reform to
macroeconomic growth, the distribu-
tion of income, and intergenerational
income mobility.14 They suggest that
the structure of school choice and
school finance both influence alloca-
tion—that is, the sorting of students
among schools and the level and dis-
tribution of school spending. These
allocative outcomes have conse-
quences for the nation’s overall level
of human capital, for whether invest-
ments in human capital are distrib-
uted efficiently among people or on
the basis of some arbitrary factor like
parents’ income, and for the level of
human capital spillovers generated
by a given level of financial invest-
ment in human capital. Unfortu-
nately, this macroeconomic literature

shares the difficulties of the micro-
economic literature on allocative
consequences of school reform: the
consequences are ambiguous be-
cause school choice changes the
kind, not the level, of segregation.
The macroeconomic literature also
has yet to absorb fully the fact that
households do not distribute them-
selves in a perfectly desegregated
way, even when there is no school
choice and there is centralized fi-
nance. Indeed, quantitatively impor-
tant, macroeconomic consequences
of school reform are not likely to
occur through changes in allocative
efficiency and are more likely to
occur through changes in productive
efficiency.

I have investigated the relationship
between income inequality and
school funding using Census and
administrative data at the level of the
school district.1> For Massachusetts,
Illinois, and California at decade
intervals from 1900 to 1990, I find
that inequality in school funding fluc-
tuates with changes in inequality of
national income. Decades of increas-
ing income inequality, such as the
1930s and 1980s, exhibited increases
in school funding inequality (which
were somewhat smaller than the
increase in income inequality). Dec-
ades of decreasing income inequal-
ity, such as the 1940s and 1950s,
showed decreasing inequality in
school funding. I find no evidence of
the reverse relationship—that is, that
inequality in school funding for a
generation translates into greater
income inequality for that generation
as adults. The fact that there is no
evidence for this relationship does
not imply that it does not exist.
Rather, it suggests that the allocative
consequences of the changes in
school finance that have occurred
over the twentieth century are small
when compared to the powerful
effect of the income distribution on
the school spending distribution.

Related Points:

Fiscal Independence,
Teachers’ Unions, and
Higher Education

Up to this point, I have only men-
tioned in passing the financial impli-
cations of school choice, and I have
mainly discussed school districts as
though they were always fiscally
independent. In fact, as I show in
two recent papers, this is far from
true.16 In 1950, the typical American
school district raised more than 65
percent of its funds from a local tax
base. By 1990, the typical district
raised just under 40 percent of its rev-
enue this way. Moreover, state aid
increasingly has switched from being
effectively “lump sum” (so far as
school districts are concerned) to
being a marginal tax on school dis-
tricts’ locally raised revenue.

In my work on school finance
equalization, I use the states’ school
finance formulas to calculate the mar-
ginal tax price of local school spend-
ing for each school district in the
United States in 1972, 1982, and 1992.
I show that many school finance
equalization schemes create marginal
taxes on the raising of local revenue
for schools, and that there generally
has been a substantial decrease in the
degree to which districts are fiscally
independent. One consequence of
this is that districts are taxed system-
ically on any increases they make in
productive efficiency. In other words,
a state that reduces its districts’ finan-
cial independence (especially at the
margin) also reduces the districts’
incentives for productive efficiency,
even if choice among public school
districts is easy. For instance, I find
that in California, where (since the
Serrano II decision) districts have
almost no financial independence,
the positive effects of choice on stu-
dent achievement and cost savings
are reduced by more than half (mak-
ing them statistically insignificant).1?
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How does a school district become
more efficient in an environment
with more school choice? I attempt
to answer this question in part in a
study of teacher unionization.18 I use
panel data on over 90 percent of
American public school districts in
1972, 1982, and 1992 in order to see
what happened to teacher salaries,
the pupil-teacher ratio, school spend-
ing, and student achievement when
teachers unionized. I find that union-
ization generally reduces school effi-
ciency, but does so by a smaller
amount when the school faces com-
petition from other public school dis-
tricts and private schools. For ex-
ample, unionization makes teachers’
salaries rise less if the school district
is in a metropolitan area with more
choice among public school —
whether or not student achievement
is held constant—than if it is not.

I have also found it revealing to
compare the structure of U.S. higher
education to that of K-12 education.
In a recent article on federal educa-
tion policy, I discuss whether Ameri-
can colleges have high international
stature and success with a wide
range of students partly because they
face a far more competitive market
structure than elementary and sec-
ondary schools.!® College students
are increasingly mobile and active
“choosers” of their schools, and they
carry their funds with them when
they switch colleges. A much larger
share of colleges than K-12 schools
are private, nonprofit institutions.
Also, most American colleges (in-
cluding public colleges) are highly
financially independent, so they must
attract students in order to remain
solvent. Still, colleges are not only
successful with students from elite
backgrounds: Breneman demon-
strates that some colleges, especially
community colleges, are inexpensive
and successful providers of remedial
schooling for students who need
basic secondary school skills, such as
writing, reading, and algebra.?0

Conclusion

We still do not have an “economics
of school reform,” but we are making
steady progress on the empirical and
theoretical analysis of school choice
policies and school finance policies.
By making loose economic argu-
ments rigorous and bringing em-
pirical evidence to bear, we have
uncovered at least some important
stylized facts, for instance, that the
consequences of segregation on
school reforms are more ambiguous
than initially thought, and that the
productivity consequences are
clearer and probably of greater quan-
titative importance. Also, we are
increasingly thinking jointly about
school choice and school finance
because financial incentives are the
key to the way that school choice
actually works. The structure of
school choice and school finance are
crucial to how individuals solve their
human capital investment problems
and how much a society increases its
human capital over time. The impli-
cations for income inequality and
macroeconomic growth are likely to

keep economists interested for some

time to come.
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Developments in Pensions

Olivia S. Mitchell*

The share of the world’s popula-
tion over age 60 will triple between
1990 and 2030, exceeding 30 percent
among developed countries by then.
This massive demographic shift will
force insolvency on many of the
large unfunded public social security
programs that evolved after World
War II.

Are funded pension plans neces-
sary for retirement system reform?
This is one subject I explore in my
research on pensions in developed
and developing countries. In each
case, I ask how pensions function,
what effects they have on work and
saving, and how pensions help pub-
lic and private stakeholders to share
the risks of old age. Ultimately, I am
interested in how to design pension
plans to increase their efficiency and
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Aging. She is also the International Foun-
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sor of Insurance and Risk Management
at the Wharton School, University of
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of Wharton’s Pension Research Council.

insulate them from a range of politi-
cal and financial challenges.

Retirement Saving
Adequacy in the
United States

The U.S. situation brings some of
these problems into focus very
clearly. Our Old Age, Survivors, and
Disability Insurance (OASDI) pro-
gram under Social Security faces an
unfunded obligation of approximately
$9 trillion. Fixing this shortfall would
require either benefit cuts of about
25 percent or tax increases of ap-
proximately the same magnitude.l
Such a massive change in the system
portends ill for prospective retirees in
the baby boom generation as well as
current retirees. In a recent study
using the Health and Retirement
Survey (HRS), James Moore and I
found that most Americans have
saved too little to preserve their cur-
rent consumption standards in retire-
ment. This nationally representative
and longitudinal study of respon-
dents aged 51 to 61 in 1992 and their
spouses describes multiple sources of
household wealth and determinants
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of old-age poverty for a group who
are on the verge of retirement.

The HRS inquires about respon-
dents’ net housing and financial
wealth describes employer-provided
plans enabling us to calculate pen-
sion wealth and links data from the
survey expected Social Security ben-
efits derived from earnings records
gathered from Social Security files.?
We use the Social Security Admin-
istration’s “intermediate” economic
and demographic assumptions, and
conclude that median total house-
hold wealth (that is, net financial
wealth plus net housing equity, pen-
sion wealth, and Social Security
wealth) for this group is approxi-
mately $350,000. Pension benefits,
net home equity, and net financial
wealth each contribute about one
fifth of the total, and anticipated
Social Security benefits make up the
remaining two fifths.

Is this enough money to retire on?
Obviously the answer depends on
one’s benchmark; in our work, we
ask how much additional saving
would be required in order to retire
at a specified age and to smooth con-
sumption in retirement. Our analysis
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has three steps: 1) projecting HRS
respondents’ current assets to retire-
ment; 2) determining what consump-
tion level would be feasible with
those assets; and 3) iteratively solv-
ing for the additional saving needed
to achieve consumption smoothing
after retirement. We find that the
median older HRS household faces a
saving shortfall of 16 percent per
year, if its members continue to opt
for early retirement. This represents
saving needed in addition to “auto-
matic” asset appreciation, pension
growth, and increases in social secu-
rity benefits. We believe this shortfall
is a matter of some concern, and
would be twice as high for those
with very low assets.

The distributional pattern of results
is also of some interest, because we
find that the correlation between
older workers’ income and wealth
levels is only 0.4. Thus, many house-
holds at the top of the income distri-
bution are falling far below their
savings targets and will be required
to curtail consumption in retirement.
This shortfall is worrisome, although
we also show that delaying retire-
ment to age 65 can cut the required
additional saving in half. This result
might partially explain why labor
force attachment rates of older Amer-
ican men have risen slightly in recent
years.

Private and Public
Pension Plan
Structures

These saving shortfalls are proba-
bly underestimates, inasmuch as we
assume that Social Security and pen-
sion benefits will be paid at their cur-
rent promised levels. But political
and fiscal pressures threaten retire-
ment income promises from a num-
ber of different directions. For
example, one issue is how pension
systems are designed and governed,
as we show in a series of papers on
public pension plans. These systems

pay retirement benefits to state and
local government employees includ-
ing teachers, uniformed officers, and
other civil servants. In many ways,
these pension systems represent suc-
cess stories, because they have more
than 16 million participants and more
than $1 trillion in assets. But public
pension plans often are criticized
because they do not always follow
funding rules, and the retirement
benefits they pay exceed those in the
corporate sector. For instance, low
seniority public sector retirees re-
ceive benefits about 50 percent
higher than their private sector coun-
terparts, and high seniority workers
have a replacement rate that is one
half to two thirds greater. On the
other hand, it must be recalled that
many public sector employees (about
one quarter) are not covered by So-
cial Security.

We also show that public pension
plans are managed differently from
private plans, mainly because corpo-
rate pensions must meet fiduciary
standards codified in the Employee
Retirement Income Security Act
(ERISA), while public plans are sub-

ject to regulations that are less strin>

gent and less uniform. As a result,
public plan governance is fraught
with political pressures. In practice,
funding and actuarial assumptions
may be selected in accordance with
fiscal stress, and investments are fre-
quently subject to nonfinancial crite-
ria.> In general, political appointees
and ex officio board members domi-
nate decision making, with a sizable
minority of directors representing
plan participants. Perhaps because of
this different governance structure,
public pension plans are more likely
to direct investments toward in-state
projects, a practice associated with
diminished rates of investment re-
turn. Despite these concerns, we
conclude that public plans are rela-
tively well funded, and their asset
allocation patterns have changed dra-
matically over time: currently, more

than 40 percent of public plan assets
are held in stock, up from 3 percent
in 1960.

Related to pension plan design and
performance is the issue of adminis-
trative expenses, an important topic
that has been studied little. My
research shows that public pension
plans operate at only 65 percent of
potential efficiency, mainly because
many small plans fail to take advan-
tage of scale economies. Also, de-
fined benefit plans appear to be
more expensive to administer in the
United States than defined contribu-
tion plans. For all of these reasons,
costs associated with alternative pen-
sion plan designs should garner more
attention, given current interest in
building up retirement assets and the
worldwide shift from defined benefit
to defined contribution pensions.®

My work also addresses two other
issues in the national and interna-
tional debate over pension reform,
both of which concern proposals
to replace Social Security with a
national (and usually mandatory)
defined contribution pension system.
First there is the “money’s worth”
concept, which we argue should not
be used in comparing retirement
system net benefit flows under an
underfunded defined benefit system
with those of a fully funded defined
contribution pension system.” Spe-
cifically, money’s worth estimates do
not incorporate all the relevant costs
of “transition” to an unfunded sys-
tem; frequently they do not adjust
appropriately for either aggregate or
idiosyncratic risk (both of which
would rise under privatization); and
they do not account for changes in
household behavior as a result of a
large reform of the national system.

Second, there is the issue of the
payout or decumulation phase of the
pension system. In one project, we
explore the market for retirement
annuities: insurance products that
offer protection against the risk of
outliving one’s savings.8 These annu-
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ities are of utmost importance when
retirees are responsible for deciding
how much of their assets to spend
versus draw down over the retire-
ment period. Inasmuch as U.S. pen-
sion growth is mainly in the defined
contribution [and especially the
401(k)] field, more and more retirees
can access their total pension amount
rather than are required to annuitize
their benefits. Of course, some
retirees will still purchase annuities,
particularly those who anticipate liv-
ing longer than average. This pro-
duces adverse selection, which the
data suggest is powerful. On the
other hand, we also find that over
time the net annuity payout (that is,
the expected present discounted
value of benefits minus the initial
cost of the annuity) has risen, sug-
gesting that adverse selection might
be less of a concern than in the past.
This result bears on the policy debate
regarding the role of individual
choice and self-reliance in retirement
planning.

A Shift in Focus?

Several developments will influ-
ence future retirement accumulation
and decumulation patterns. First, the
worldwide interest in defined contri-
bution pensions will continue,
because this type of plan facilitates
job change and pension portability
and allows workers to choose how
much to save and how to allocate
their retirement portfolios. Second,
expenses associated with different
plan designs will influence the level
of and returns on pension saving. In
particular, defined contribution pen-

sions appear relatively less costly to
administer than defined benefit pen-
sions, and this makes them more
interesting to both corporate and
public employers seeking to stretch
retirement dollars. Finally, the relative
importance of Social Security income
in retiree incomes will change as
taxes and benefits are altered to bring
the insolvent system into balance.
These changes will have substan-
tial spillover effects on workers’ sav-
ing and retirement asset decumula-
tion patterns. Clearly, workers and
their families will have to learn to
save more if they are to meet retire-
ment accumulation targets. Along the
way they will have to acquire greater
financial sophistication in order to
better understand the risks they face
in their pension portfolios. And
although many benefits will flow
from increased personal responsi-
bility imposed by these changes,
experts acknowledge that defined
contribution pensions lack some of
the group risk pooling mechanisms
that the conventional defined benefit
plan offers. For instance, retirees in a
defined contribution environment are
more exposed to longevity risk.when
they lack access to (or fail to pur-
chase) annuities. Defined benefit
plans traditionally are also more

redistributive than defined contribu- .

tion pensions are.
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International Capital Flows: Sustainability, Sudden Reversals,

and Market Failures

Assaf Razin*

The Mexican peso debacle and,
most recently, the balance-of-pay-
ments crises in Thailand, Malaysia,
the Philippines, and Indonesia show
how changes in the direction of cap-
ital flows after a period of large cur-
rent account deficits can force the
adoption of drastic adjustment mea-
sures designed to reduce external
imbalances and meet external oblig-
ations. Much of my recent research
has focused on the issue of balance
of payments dynamics with potential
capital flow reversals. I have also
investigated the related topic of mar-
ket failures associated with inter-
national capital flows and their im-
plications for capital accumulation
and capital income tax policies. This
summary briefly reviews my work in
these two areas. First I describe my
research on external sustainability
[1993] and my joint work with Gian-
Maria Milesi-Ferretti [1996a,b and
1997]. Then I summarize my research
on the composition of international
capital flows between portfolio debt
investment, portfolio equity invest-
ment, and foreign direct investment
(FDI) under asymmetric information
between the owners-managers of
the corporation and other portfolio
stakeholders, and between the do-
mestic and portfolio stakeholders
[Razin, Sadka, and Yuen, 1996 and
1997]. The information-based frame-
work, which gives rise to inadequate
domestic savings and foreign under-
investment, has important impli-
cations for the domestic accumu-

*Razin is an NBER Research Associate in
the Programs in International Finance
and Macroeconomics and International
Trade and Investment and is the Mario
Henrique Simonsen Professor of Public
Economics at Tel Aviv University. His
“Profile” appears later in this issue.

lation of capital and for international
taxation.

Capital Flows Reversals

Three related questions often are
asked about an economy’s external
balances: Is a debtor country solvent?
Is the current account deficit exces-
sive? Are current account imbalances
sustainable?

An economy is solvent if the pre-
sent value of present and future trade
surpluses is equal to the country’s
external indebtedness. The question
of whether particular current account
deficits are excessive could be
answered in the context of the con-
sumption smoothing model of the
current account, which yields predic-
tions for the intertemporal equilib-
rium path of external balances, based
on the assumption of perfect capital
mobility. This has been demonstrated
by Reuven Glick and Kenneth Rogoff*
as well as myself, working indepen-
dently? and with Leonardo Lieder-
man.> When foreign investors are
uncertain about a country’s willing-
ness to meet its debt obligations, or
about its ability to do so in the face of
external or domestic shocks, there
are constraints on the sustainability
of current account imbalances in
addition to those imposed by pure
intertemporal solvency.

In the context of a cross-country
episodic analysis, Milesi-Ferretti and I
(1996a,b] consider potential indica-
tors of sustainability and examine
their performance in signaling exter-
nal crises.45 The episodes fall into
three broad categories of outcomes:
1) those in which sustained current
account imbalances did not trigger
sharp policy reversals; 2) those in
which external and/or domestic fac-
tors caused a sharp policy reversal,
but without external crises; and 3)
those in which persistent current

account imbalances were followed
by an external crisis, resulting in debt
rescheduling, renegotiations or a
massive bailout. We characterize
these different experiences in terms
of such factors as the macroeconomic
policy stance, the economy’s struc-
tural characteristics, and external
shocks. Our aim was to determine
whether (and identify which of) the
sustainability indicators help to dis-
criminate among the three groups of
country episodes, in particular, be-
tween countries that did or did not
experience external crises. In order
to interpret the contribution of these
indicators to explaining sustainability,
it was important to ascertain whether
differences in the intensity of external
shocks were not the predominant
reason for the range of country expe-
riences. We find that various indica-
tors of sustainability help us to dis-
criminate among the three possible
outcomes, including: the ratio of
exports to GDP (a measure of trade
openness), the degree of real ex-
change rate misalignment, and the
level of national savings.
Milesi-Ferretti and I interpret the
role of trade openness as follows: In
order to service and reduce external
indebtedness, a country needs to rely
on the production of exports as a
source of foreign exchange. Clearly, a
country with a large exports sector
can service external debts more eas-
ily, because debt service will absorb
a smaller fraction of its total export
proceeds. In order to generate the
foreign exchange required to service
external debt in case of an interrup-
tion in capital flows, a country needs
to engineer a resource shift towards
the exports sector. Since this shift
cannot occur instantly, sharp import
compression may become necessary,
with adverse consequences on
domestic industries that rely on
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imported inputs. This import com-
pression may be more costly in a rel-
atively closed economy, because it is
more likely to entail cuts of “essen-
tial” imported inputs. Although the
evidence from the sample of epi-
sodes does not suggest that large fis-
cal imbalances ex ante imply that
current account deficits are unsus-
tainable, in most of the episodes an
ex post improvement in the current
account balance, after a prolonged
period of deficits, was associated
with a fiscal consolidation.

My 1997 work with Milesi-Ferretti
more systematically looks at the
determinants and consequences of
reversals in current account imbal-
ances. Using a sample of 86 devel-
oping countries over the period
1971-92, we ask: What triggers sharp
reductions in current account deficits?
And what factors explain the costli-
ness of such reductions?® A sharp
reversal in external imbalances can
originate in a change in macroeco-
nomic policy stance undertaken by
the country in question—for exam-
ple, the implementation of a stabi-
lization plan—or it can be forced
upon the country by external devel-
opments, such as a sudden reversal
in international capital flows that
forces the country to reduce its exter-
nal imbalances.

In our sample of low- and middle-
income countries, reversal events
have to satisfy two requirements:
First, an average reduction in the cur-
rent account deficit of at least 3 per-
centage points of GDP over a
three-year period. This requirement
captures the idea that a reversal is
characterized by a large and sus-
tained reduction in current account
imbalances. Second, the maximum
current account deficit after the rever-
sal must be no larger than the mini-
mum deficit in the three years
preceding the reversal. This require-
ment should insure that we capture
only reductions of sustained current
account deficits, rather than reversals

of a temporary nature.

Our probit analysis identifies a
number of “robust” predictors of
reversals in current account imbal-
ances: 1) Current Account Deficit. Not
surprisingly, reversals are more likely
in countries with large current
account deficits. This result is consis-
tent with solvency and willingness to
lend arguments; 2) Openness. Rever-
sals are less likely in more open
economies. This result is consistent
with our previous work’ and with
theories of current account sustain-
ability that emphasize how more
open economies have fewer difficul-
ties in servicing external liabilities,
and less incentive to renege on
external debt, thereby making a turn-
around in capital flows less likely;
3) Reserves. Countries with lower re-
serves (as a fraction of imports) are
more likely to experience a reversal.
This result is consistent with a “re-
serves adequacy” approach and, on
the capital account side, with a will-
ingness-to-lend argument. The ratio
of reserves to M2, which Calvo and
others have identified as a key pre-
dictor of recent balance-of-payments
crises, does not appear to signal re-
versals ahead of time in our sample.
It is negatively correlated with our
event measure, but is “dominated,” in
terms of statistical significance, by the
reserves-to-imports ratio; 4) Invest-
ment. For a given size of the current
account deficit, a high share of sav-
ings and investment increases the
likelihood of a reversal. High invest-
ment and savings can increase future
exports and output growth, thereby
contributing to narrowing current
account imbalances; 5) Concessional
Debt. As expected, the higher the
share of concessional debt in total
debt, the less likely is a current
account reversal. There can be two
reasons for this: concessional debt
flows are less likely to be reversed;
and, they are likely to be higher in
countries that have more difficulty
reducing their external imbalances

and servicing their external obliga-
tions; 6) Terms. of Trade Before the
Reversal. Reversals are more likely in
countries with diminished terms of
trade. One interpretation is that coun-
tries that have suffered terms-of-trade
deterioration are more likely to expe-
rience a reversal of capital flows, and
therefore may be forced to adjust. We
also find that reversals are more
likely in years in which the terms of
trade improve; 7) Public Deficit. The
lower the public sector deficit, the
higher is the probability of a rever-
sal. This result, somewhat difficult to
interpret, can be caused by the ef-
fects of fiscal consolidation on the
current account.

Pecking Order
of International
Capital Flows

Even though financial markets to-
day show a high degree of integra-
tion, with large amounts of capital
flowing across international borders
to take advantage of rates of return
and the benefits of risk diversifica-
tion, the world capital market is still
far from the textbook story of perfect
capital mobility. International capital
immobility has been explained not
only by capital controls, but also by
informational problems associated
with international investments.
Because of adverse selection and
moral hazard problems, real rates of
return across countries are not equal.
Applying capital market regulations
and better rules of disclosure to infor-
mation about domestic firm prof-
itability alleviates some of these
problems of asymmetric information,
but such rules and regulations are
not adequate in most developing
countries. Adverse selection prob-
lems give rise to a pecking order
among types of international capital
flows: foreign portfolio debt invest-
ment (FPDI); foreign portfolio equity
investment (FPEID); and FDI. This
ranking originates from the “home
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court advantage” that domestic savers
have over their foreign counterparts,
and is somewhat similar to the peck-
ing order hypothesis of corporate
finance.

In corporate finance, the hypothe-
sis maintains that firms prefer inter-
nal finance (retained earnings) to
external finance. In the international
capital market, FDI comes first, FPDI
second, and FPEI third. My 1997
analysis with Sadka and Yuen con-
siders three tax instruments, which
together can level the playing field
and restore efficiency: a tax on the
capital income of nonresidents , a tax
on capital income of residents; and a
corporate income tax.8

Typically, though, there is also sig-
nificant asymmetry in information
between the managing stockholders
(owner-managers) and other port-
folio equity- and debt-holders. This
asymmetry of information causes
severe market failures, which can be
devastating in the case of equity-
financed capital investment. We show

that the equity market may collapse
to a “lemon” market, as in Akerlof,?
and that little financing is provided
for capital investment. We show that
in this case, FDI has an essential role
in restoring the function of the capi-
tal market and the financing of capi-
tal investment. However, such
financing is still not fully efficient,
because it leads to foreign overin-
vestment and domestic undersavings.
A corrective tax package, with a tax
on the capital income of nonresi-
dents and a subsidy to corporate
income, will restore efficiency. Non-
uniform taxation of capital income
from various sources is crucial for the
efficiency of the international capital
market in the presence of informa-
tion-based market failures.
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Institutions for Managing Risks to Living Standards

Robert J. Shiller*

Do our existing institutions for
investment, hedging, and insurance

*Shiller is a Research Associate in the
NBER’s Asset Pricing and Economic
Fluctuation and Growth Programs and a
professor of economics at Yale University.
His “Profile” appears later in this issue.

Human (73.7%)

Capital

allow individuals to manage risks to
their living standards effectively?
How effectively can people manage
risks to the various components of
U.S. household wealth? Figure 1
shows a breakdown of U.S. national
wealth in 1996 ($114 trillion), which
here includes human capital, or the
present value of labor income, which

ey

usually is ignored in wealth compu-
tations. Human capital accounts for
73.7 percent of estimated national
wealth; financial assets account for
16.2 percent; real estate wealth ac-
counts for 7.9 percent; and consumer
durables account for 2.2 percent.!

(16.2%)Financial Assets

(7.9%) Real Estate

(2.2%) Consumer
Durables

'Figure 1. Breakdown of estimated $114 trillion U.S. national wealth into components. Source: Author’s calculations using
national income, stock market, and Board of Governors of the Federal Reserve System Balance Sheets for the U.S. Economy.
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Of these major components, only
financial assets—16.2 percent of the
total —have well-developed liquid
markets that allow ready hedging
and diversification. There are no
hedging or diversification vehicles for
human capital. For real estate, partic-
ularly single family homes, there are
no large liquid markets: One cannot
hedge the risk in one’s own home
and cannot invest easily in a truly
diversified world-wide real estate
portfolio.

Can one use existing financial mar-
kets to hedge risks to total wealth?
Hedging income risks seems to entail
shorting one’s own country’s stock
markets in massive amounts, as
Baxter and Jermann argue.? But we
have no assurance that there will be
a positive covariance between finan-
cial asset returns and returns on
claims on aggregate incomes. Bottazi,
Pesenti, and van Wincoop estimate
that the covariance has been small
and negative for U.S. aggregates. In
terms of managing real estate risk,
note that existing financial assets tied
to real estate—real estate investment
trusts and securitized mortgages—are
not representative of overall real
estate price risk and do not provide a
vehicle for hedging of local real
estate price risk. To hedge risks, it is
much better to write risk manage-
ment contracts directly in terms of
the risks to be hedged.

Macro Markets

In my 1993 book Macro Markets:
Creating Institutions for Managing
Society’s Largest Economic Risks, 1
argue that markets could be set up
for long-term claims on aggregate
incomes.4 These could be privately
managed futures, options, or swaps
markets for national incomes, or they
could be markets for government
national income-denominated bonds.
Although such markets are unknown
today, they could become extremely
important. Given the relative impor-

tance of nonfinancial components of
national wealth, they could someday
be much larger and more important
than existing financial markets.

These markets are important
because of the uncertainty that peo-
ple face with regard to risks to
national income. Based on data for
49 countries, Stefano Athanasoulis,
Eric van Wincoop, and I estimated
that there is an 89.4 percent proba-
bility that the unweighted average
real per capita GDP of the seven best
performing countries relative to that
of the seven worst performing coun-
tries will triple in 35 years.5 Thus, we
can expect to see substantial winners
and losers in terms of national in-
come, and the livelihoods of individ-
uals in these countries will be very
different, depending on the fortunes
of their country.

To reduce the effects of such risks,
the social security trust funds of each
country could invest in national
income-denominated debt of foreign
countries and could borrow by issu-
ing its own such debt. Social security
benefits then could be indexed to
world income, allowing optimal risk
management for retirement income.
Private pensions of course could do
the same kind of hedging, if such
debt or analogous markets existed.
All of these options depend on cre-
ating national income-denominated
national debt or on other forms of
long-term claims on incomes, wages,
or salaries.

Indexing national debt owed to
foreigners to national income would
prevent countries from falling into
difficult situations if their economic
growih were not as high as expected.
Instead, foreign investors would bear
some of the national income risk as
part of a diversified portfolio. Such
risksharing might be very important
for countries with high foreign debt
and uncertain national incomes.

Markets for long-term claims on
each country’s income might not
need to be set up initially, since

countries that correlate well could be
grouped together and their securities
traded together, much like index
funds today trade groups of stocks.
A small number of markets for swaps
between major groups of countries
also might be very useful.” A market
for a perpetual claim on the income of
the entire world, the biggest market of
all, also might be advantageous.8

Potential problems do exist in set-
ting up these markets for claims on
aggregate incomes. One problem is
that countries might misrepresent
their national income statistics. This
could be minimized by international-
izing or privatizing the function of
constructing national incomes. Na-
tional income statistics as currently
constituted may not be ideal for the
settlement of contracts; there might
be alternative definitions used that
handle demographic changes some-
what better.? The “moral hazard”
problem—that people will not work
hard if they know their incomes are
insured —is probably not severe,
because the macro markets will be
settled on aggregate, rather than indi-
vidual, incomes.

Real Estate Risk
Management

Figure 1 shows that real estate
wealth constitutes a small but sub-
stantial fraction (7.9 percent), of esti-
mated total wealth. However, real
estate is an important part of wealth
for individuals late in the life cycle.
Venti and Wise report that in 1991 the
median level of housing equity held
by U.S. families whose heads were
65 to 69 years old was $50,000, about
half their median social security
wealth, and far more than their
median employer-pension wealth
($16,017) and their median personal
financial assets ($7,428).10 Thus, fluc-
tuations in real estate prices have a
real impact on the livelihoods of
many people.

Although it is possible today to
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insure real estate against fire and
other catastrophes, hedging against
real estate price declines generally is
not possible. People could hedge
their local real estate risks if futures
and options markets were created,
based on contracts settled in cash on
regional real estate price indexes.!!
For example, futures markets for
both residential and commercial real
estate in each major metropolitan
area could be devised, allowing
people in each area to take short
positions in the futures market corre-
sponding to their area, thereby hedg-
ing their risk. Efforts in the United
Kingdom to start futures markets for
U.K. real estate were undertaken by
the London Futures and Options
Exchange in 1991 and by Barclay de
Zoete Wedd in 1996, but there have
been no attempts yet in the United
States or in other countries. The
announcement in January 1998 of
new real estate futures contracts by
the Chicago Board of Trade is not
really about real estate price futures:
These futures will be listed on the
Dow Jones index of real estate
investment trusts.

With or without real estate futures,
options, or swaps markets, retail in-
stitutions could help owners of real
estate to manage their risks better,
and we see beginnings of some such
new institutions, including the Home
Equity Conversion Mortgage (HECM)
program sponsored by the Federal
Housing Administration. However,
the HECM and similar programs are
not designed with only risksharing in
mind. Other programs could do a
better job of protecting homeowners
against price fluctuations. For exam-
ple, limited partnerships could enable
individual homeowners to purchase
a fraction of their home, with the
remainder sold to investors.12 Alter-
natively, insurance companies or mort-
gage lenders could attach index-set-
tled home equity insurance policies to
their contracts with homeowners.13

Any such new retail institutions for

real estate risk management must be
designed carefully, though. Concerns
should include the homeowner's stra-
tegic selling of the house or cancel-
lation of the policy, moral hazard risk,
and risk of poor maintenance of the
house. Still, it may be possible to design
new institutions that reduce real
estate owners’ risk substantially.14

Inflation Indexation

Some of the risks to the compo-
nents of wealth are attributable to
inflation-induced shifts in the real
values of nominal payments that are
specified in contracts. Total nominal
contracts are more important than
financial assets in national wealth (as
shown in Figure 1) because they
exclude most inside debts, and be-
cause interpersonal contracts have
no net value in national wealth. Of
course, nominal assets are important
for many individuals, especially for
the elderly. Although inflation might
appear to be vanquished at the mo-
ment, we can never be sure that it
will stay down in future years, so the
risk of inflation remains. Indexed

debt protects people against the risk

of inflation by tying debt payments
to inflation.15

In January 1997, for the first time
in U.S. history, the U.S. Treasury, fol-
lowing the example of many other
countries, introduced indexed federal
government debt: the Treasury Infla-
tion Protection Securities program
(TIPS). TIPS represents a significant
financial innovation, but even though
public acceptance has been de-
scribed as encouraging relative to
expectations, the public actually has
purchased very little of these new
securities, amounting to roughly 0.5
percent of the U.S. federal debt.
Other countries’ experiences indicate
that the public is often only margin-
ally interested in purchasing indexed
debt, even in times of high inflation,

My study of public acceptance of
indexation in the United States and

Turkey (a country with high infla-
tion) demonstrates many reasons for
public apathy toward indexation.
They include lack of appreciation of
inflation uncertainty, lack of under-
standing of the nature of redistribu-
tions caused by unexpected inflation,
and simple difficulties in understand-
ing the math involved in indexation
formulas.16

Public acceptance of indexation
might be enhanced if the government
(or an international agency) creates a
new unit of measurement of value
that itself is indexed and encourages
its widespread use. The government
(or agency) need only define an
indexed unit of account, like the
unidad de fomento introduced in
Chile in 1967. To promote the use of
this unit in setting prices and defining
payments, the government could
publish regularly an exchange rate
between the unit and the currency
and initiate its use by denominating
indexed debt, tax brackets, and the
like in these units. If people then
chose to quote prices and payments
in terms of the units rather than the
currency, they automatically would
be indexing them to inflation. In-
dexed units of account are a realistic
way to encourage widespread index-
ation, and they are virtually costless
to create.

The exchange rate between the
indexed unit of account and the cur-
rency might be defined so that the
unit has desirable properties in terms
of its real value.17 The real value of a
unit can be made constant by tying
the unit to the consumer price index,
or the value of the unit can track
labor income. When the government
defines indexed units of account, it
could consider their effects on
money illusion and price rigidity; for
example, wage units might be biased
downward relative to wage income
in order to control for certain infla-
tionary pressures. Properly designed
indexed units of account might not
only encourage better risk manage-
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ment, but also might diminish the
price stickiness that is, by some ac-
counts, an important source of macro-
economic instability.18

Outlook for
Institutional Change

Important changes in our institu-
tions usually are adopted only in
times of national crisis. For risk man-
agement purposes, this is unfortu-
nate, because people must always
purchase insurance before, not after,
a risk is realized. The issuance of
indexed government debt in the U.S.
in 1997 during a period of low infla-
tion is a remarkable example of
adopting an important financial inno-
vation without waiting for a crisis.
Although the public acceptance of
the indexed government debt in the
United States has been somewhat
disappointing so far, there is still a
good chance that eventually it be
widely accepted. In the future, we
must consider carefully what other
new institutions are feasible, offer
real advantages, and can be started
effectively, if only on a small scale
initially. Once new institutions are
introduced, we might expect that
their public use can then grow grad-
ually over time.
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NBER Profile: Caroline M. Hoxby

Caroline M. Hoxby, the Morris Kahn
Associate Professor of Economics at
Harvard University, has been an
NBER Faculty Research Fellow since
1994. She is a member of the NBER'’s
Programs in Public Economics, Labor
Studies, and on Children. Hoxby
received her A.B. in Economics from
Harvard in 1988, an M.Phil. in
Economics from the University of
Oxford in 1990, and a Ph.D. in
Economics from MIT in 1994.

Economics as it is related to edu-
cation has consistently interested
Hoxby. Apart from issues of school
reform, she has written on the effects
of class size on student achievement,
school finance, and the effects of
immigrants on affirmative action in
American college education. Her

recent research includes papers on
the industrial organization of the
market for higher education in the
United States. This research is sup-
ported by a grant from the Mellon
Foundation through the NBER. She
is also currently working on a
nation-wide charter school evalua-
tion project funded by the NICHD.
She was a Bunting Institute Fellow
in 19967 and will be a John M. Olin
Fellow during the upcoming school
year. -

Hoxby lives in the Boston area
with her husband, Blair. When they
can tear themselves away from
scholarly pursuits, they enjoy litera-
ture, fine art, traveling, and working
on their house and garden.

NBER Profile: Olivia S. Mitchell

Olivia S. Mitchell is a Research
Associate in the NBER's Programs on
Aging and on Labor Studies and is
the International Foundation of

Employee Benefit Plans Professor of

Insurance and Risk Management at
the Wharton School of the University
of Pennsylvania. She received a B.A.
in economics from Harvard and an
M.A. and Ph.D. degrees in econom-
ics from the University of Wisconsin
at Madison.

Mitchell is interested in insurance
and risk management within the
research areas of public finance and
labor economics. She is currently
doing research on U.S. and interna-
tional pension reform efforts, and is
completing studies on social security
and the links among wealth, health,
and retirement. Mitchell recently
co-chaired the Technical Panel on
Trends in Income and Retirement

Saving for the Social Security Advi-
sory Council. She is also a member
of the Steering Committee of the
AHEAD/Health and Retirement
Studies at the University of Michigan,
and serves on the Board of Directors
of the National Academy of Social
Insurance. She consults with numer-
ous private and public organizations
including the World Bank, the Inter-
American Development Bank, the
U.S. Departments of Labor and Health
and Human Services, the Federal
Reserve Board, and various private
organizations.

Mitchell lived overseas for many
years in Latin America, Europe, and
Asia. Whenever possible, she enjoys
scuba diving and eclipse-viewing
with her husband, Gene Dykes, a
computer programmer, and their two
daughters, Erica and Hilary.
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NBER Profile: Assaf Razin

Assaf Razin is an NBER Research
Associate in the Programs in Inter-
national Finance and Macroeco-
nomics and in International Trade
and Investment and is the Mario
Henrique Simonsen Professor of
Public Economics at Tel Aviv Uni-
versity. He also has been a visiting
professor at Harvard University, the
University of Chicago, Yale Univer-
sity, Princeton University, the Uni-
versity of Pennsylvania, Northwest-
ern University, and the University of
Minnesota. He currently teaches
courses on international finance,
international trade, and public
finance.

Razin received his M.S. from the
Hebrew University of Jerusalem and
his Ph.D. from the University of
Chicago. He has served as the chief
economic advisor to the government

of Israel, as the deputy rector and
dean at Tel Aviv University, and as a
consultant to the International Mone-
tary Fund and the World Bank.

Razin’s research examines the
determinants of external crises, inter-
national capital flows and taxation,
and international migration and
growth. His work has been pub-
lished in numerous professional
journals and he has co-authored sev-
eral volumes in international eco-
nomics. He is also a Fellow of the
Econometric Society.

Razin’s wife, Shula, is an adminis-
trative secretary at the Sackler School
of Medicine at Tel Aviv University.
They have a son, Ronny, a graduate
student in economics at Princeton
University, and a daughter, Einat, a
legal secretary in Tel Aviv.

NBER Profile: Robert J. Shiller

Robert J. Shiller is a Research
Associate in the NBER’s Programs on
Asset Pricing and Economic Fluctua-
tions and Growth and the Stanley B.
Resor Professor of Economics at Yale
University’s Cowles Foundation.
Shiller has also taught at the Univer-
sity of Minnesota and the University
of Pennsylvania. He holds a B.A.
from the University of Michigan and
a Ph.D. from MIT.

With NBER Research Associate
Richard H. Thaler and George
Akerlof, Shiller has been organizing
a series of workshops on behavioral
economics, for example, in the fields
of finance and macroeconomics.
(These workshops have been dis-

cussed in the NBER Reporter.) In
1996 he won the first Paul A.
Samuelson Award from TIAA-CREF
for Macro Markets: Creating Institu-
tions for Managing Society’s Largest
Economic Risks. His 1989 book,
Market Volatility was a study of the
ultimate reasons for fluctuations in
the stock market, real estate, and
other prices.

Shiller’s wife, Virginia, is a lecturer
at the Yale Child Study Center and a
psychologist with a private practice.
They have two sons, Benjamin, 16,
and Derek, 12. Shiller enjoys reading
science, history, and world literature
and going on wilderness outings
with his sons.
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Conferences

International Capital Flows

On October 17 and 18, 1997 lead-
ing academics, policymakers, and
business people gathered in Wood-
stock, Vermont to discuss the grow-
ing importance of international capi-
tal flows to the world economy. For
this conference, organized by NBER
President Martin Feldstein, also of
Harvard University, a number of aca-
demics prepared background papers,
while the policymakers and business
people presented their views on
recent developments related to the
nature and scope of international
capital flows. The conference coin-
cided with major developments in
the Asian financial crisis, providing
further stimulus to this meeting of
academics and practitioners. The
eight sessions were organized around
the nature of capital flows in different
parts of the world, the varying char-
acter of these flows, and the macro-
economic and regulatory challenges
presented by these flows.

In the first session on capital flows
to Latin America, Francisco Gil
Diaz, Deputy Governor of the Bank
of Mexico, reviewed the experience
of Mexico since its financial crisis of
late 1994, and suggested that the
management of that crisis provided
lessons for other crises that develop.
He pointed to a number of factors
that preceded both the Mexican crisis
and the Asian crises, for example,
including: rapid private credit expan-
sion of limited quality; financial sec-
tor weakness with limited supervi-
sion; rapidly increasing asset prices;
and the shortening of the liability
structure. Gil Diaz emphasized the
link between the exchange rate re-
gime and the character of the flows
both before and after the crisis: prior
to the crisis, Mexico maintained a

quasi-fixed exchange rate regime
with bands that behaved like a fixed
exchange rate regime, he asserted.
But the discipline of a currency board
was lacking, and massive short-term
flows were attracted. Finally, Gil Diaz
noted that the fiscal adjustments and
benevolent international economic
environment were also crucial to the
resolution of the Mexican crisis.

Arminio Fraga of Soros Capital
Management then reviewed the ex-
perience of a variety of Latin Ameri-
can countries and arrived at several
conclusions about what conditions
provided for market opportunities for
speculators. First, Fraga noted that
rapid increases in short-term debt
and financial sector weakness were
the most important indicators of mar-
ket opportunities. Along with these
factors, the persistence of govern-
ments in following unsustainable
policies, the willingness of investors
to believe governments after initial
successes, and the absence of deriv-
ative markets all contributed to the
precipitous and sudden nature of
market breaks. Finally, Fraga com-
mented that capital controls were
often more harmful than helpful for
countries as they lulled governments
into complacency and created rent-
seeking opportunities.

In the session on capital flows to
Eastern Europe and the former Soviet
Union, Jiri Weigl of the Czech Re-
public detailed how that country ini-
tially succeeded in managing capital
flows during the economic transition
and then suffered a crisis in early
1997. Weigl considered the fixed ex-
change rate regime an important ele-
ment in the initial success enjoyed by
the Czech Republic. By 1993, how-
ever, real appreciation along with an

overheating economy required an
expansion of the bands for the ex-
change rate, as abandonment of the
fixed regime or fiscal adjustments
were not feasible. The combination
of a continued fixed rate regime,
high degrees of convertibility, and
increasing current account deficits
precipitated a crisis in early 1997 that
led to the abandonment of the bands
and fiscal adjustment. Weigl noted
that while the fixed rate regime was
crucial to the early part of the eco-
nomic success of the Czech Republic,
the combination of a high degree of
convertibility and the refusal to"
switch to flexible rates ultimately
made the fixed regime a liability.
Michael Blumenthal, former U.S.
Treasury Secretary and recently chair-
man of the U.S.-Russia Investment
Fund, provided his perspective as an
investor in Russia. Blumenthal em-
phasized the significant accomplish-
ments since liberalization, including
improved fiscal discipline, the re-
duced threat of hyperinflation, and
the pace of privatization. The unre-
solved problems, however, still make
the business environment difficult. In
particular, the spread of corruption,
the inefficacy of contracts, the ram-
pant evasion of taxes, and gangster-
ism all are a part of daily business
life. As a consequence, the substan-
tial rewards available to investors are
commensurate with substantial risks.
Moeen Qureshi, formerly Senior
Executive Vice President of Opera-
tions of the World Bank and now
Chairman of the Emerging Markets
Partnership, Masara Yoshitomi of
the Long Term Credit Bank Research
Institute of Japan, and Zhang Sheng-
man, China’s Executive Director at
the World Bank, all discussed capital
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flows to Asia. With the exception of
Thailand’s, the recent wave of Asian
crises, Qureshi argued, were not en-
tirely a result of poor macroeconomic
policies or financial sector irregulari-
ties but rather of contagion and polit-
ical mismanagement. In emphasizing
the shifting expectations that give rise
to currency crises and potential ten-
sions with domestic policies, Qureshi
also downplayed the efficacy of fully
flexible exchange rates in preventing
crises.

Yoshitomi saw three primary
drivers to the financial crises in Asia.
First, the desire of the East Asian tigers
to keep their exports competitive led
them to a fixed exchange rate policy.
Second, he emphasized the moral
hazard problems inherent in the pru-
dent regulation of banks. Finally,
Yoshitomi commented on the bub-
bles of real estate markets as an
important common denominator in
these crises.

Zhang commented specifically on
the Chinese experience in avoiding a
crisis despite rapid capital inflows
including sizable foreign direct
investment (FDI). He suggested that
China had avoided a crisis through a
domestic monetary contraction, al-
lowing a modest real appreciation,
along with fiscal moderation which
insulated the domestic financial sec-
tor from these inflows, and through
targeted incentives for attracting
long-term flows. Zhang also noted
that a variety of challenges remain,
including achieving full convertibility
of the currency and diversifying the
sources and destination of the FDI.

The changing role of banks in
intermediating capital flows was dis-
cussed by Mervyn King, the Chief
Economist and Deputy Governor of
the Bank of England, and Robert
Mendoza, Vice Chairman of J.P.
Morgan. King emphasized that effec-
tive regulation must combine super-
vision of individual institutions with
an analysis of the risk exposure of
the banking system and of the finan-

cial system as a whole. Additionally,
he noted that the moral hazard prob-
lem associated with the role of lender
of last resort may distort the prices of
risky capital flows in a harmful way.
Finally, King noted that increased
transparency and more efficient set-
tlement procedures were important
steps in reducing the moral hazard
problem, as they reduced the scope
for governmental intervention.

While conceding that markets
overshoot and may demonstrate con-
tagion, Mendoza emphasized the vir-
tues of integrated capital markets in
disciplining politicians whose policy
choices would otherwise be unsus-
tainable. Similarly, he praised the ex-
pansion of derivative instruments in
allowing for the distribution and pric-
ing of risks more accurately. Finally,
Mendoza suggested that universal
banks were continuing to reinvent
themselves and would succeed by
emphasizing intellectual capital and
the ability to segment and distribute
risks efficiently.

The role of equity flows and of FDI
were discussed in the next two ses-
sions by Stephen Friedman, Senior
Chairman of Goldman, Sachs & Co.,
George Hatsopolous, the Chairman
and President of Thermo-Electron,
and Carl Hahn, former Chief Ex-
ecutive of Volkswagen. Friedman
emphasized that, much as direct
investment had associated benefits
of technology transfer and manager-
ial know-how, portfolio investment
was associated with increased pres-
sure for transparency, better financial
infrastructure, and more effective cor-
porate governance. Additionally, the
ability to benchmark performance
across borders and the creation of
strong domestic equity markets facil-
itate superior firm-level performance.

Hatsopolous emphasized another
virtue of equity flows. Thermo-
Electron’s financing strategy has been
to raise equity in Europe and Asia in
order to reduce the cost of capital the
company faces, as these foreign

investors have had longer horizons
and valued safety more than U.S.
investors. He also noted that Thermo-
Electron’s investments abroad had
changed from being driven by the
desire to build market footholds to
the desire to exploit productivity
innovations from the U.S. by acquir-
ing foreign companies. As a result,
Thermo-Electron was increasingly
acquiring new companies abroad
rather than incrementally growing
existing subsidiaries.

Hahn detailed the activities of
Volkswagen in Brazil, the Czech Re-
public, and China as an illustration of
the global sourcing and design pro-
cedures that constitute a multi-
national today. He emphasized the
virtues of early entry and the impor-
tance of the local managerial talent
in succeeding in diverse markets.

Andrew Crockett of BIS and
David Mullins of Long-Term Capital
Management discussed the risks to
lenders and borrowers in interna-
tional capital markets. Crockett em-
phasized the typical phases of crisis
episodes and the failure of financial
markets to react gradually to worsen-
ing situations resulting in harmful
discontinuities. He traced these dis-
continuities to the misperceptions of
investors of the risks in international
markets, the consequent mispricing
of risks, and the failure to adopt suf-
ficient precautions in response to
these risks.

Mullins noted that markets have
provided for some destabilizing epi-
sodes, but he argued that retreating
from market solutions through capital
controls or widening of the govern-
mental or international safety net was
not the solution. Instead, Mullins sug-
gested that a deepening of the emerg-
ing capital markets with a particular
emphasis on derivative instruments
might prevent the mispricing of risks
which were the source of a number
of the problems facing governments
and investors.

Stanley Fischer, the Chief Econ-
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omist of the International Monetary
Fund, and William McDonough,
the President of the Federal Reserve
Bank of New York, discussed the rela-
tionships between international cap-
ital flows and exchange rate crises.
Regarding the possibility of more
active warning announcements by
the IMF, Fischer noted that there are
many potential crises which are
avoided through appropriate actions.
Drawing unnecessary attention to
such situations may exacerbate these
situations. And, in the case of the
Asian crisis, a variety of warnings
were ignored by the lending com-

Altshuler, Grubert, and Newlon
use data from the U.S. Treasury cor-
porate tax files for 1984 and 1992 to
address two related questions con-
cerning U.S. multinational corpora-
tions’ investment decisions. First,

munity. He also noted that certain
capital controls and some forms of
fixed exchange rates were still impor-
tant policy tools for developing
economies. Finally, Fischer stressed
the moral hazard dimensions of these
financial crises and the steps being
considered by the IMF to contain
the adverse consequences of these
incentives.

McDonough elaborated on the
differences among countries within a
region that must be recognized for an
understanding of exchange rates
crises. He emphasized the different
outcomes between France and the

how sensitive to differences in tax
rates across countries are decisions
about investment location? Second,
have investment location choices
become more sensitive to differences
in host country tax rates? The authors

United Kingdom in 1992 and Hong
Kong’s relative success during the
Asian crisis. More generally, Mc-
Donough emphasized the necessity
of combining sound macroeconomic
policies with a strengthening of the
banking system and a deepening of
local capital markets.

Mihir Desai of Harvard University,
who attended the conference as “rap-
porteur,” prepared the text of this arti-
cle. A volume of the conference
proceedings will be published by the
University of Chicago Press. Its avail-
ability will be announced in a future
issue of the NBER Reporter.

relate real capital held in manufac-
turing affiliates of U.S. firms in 58
countries to tax ratée variables and
countries’ measures of nontax char-
acteristics. Using these two years of
data allows them to control for un-
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measured country fixed effects. For
investment abroad, they find large
estimated tax elasticities of real capi-
tal to aftertax rates of return of about
1.5 in 1984 and of close to 3 in 1992.
This increase suggests that the allo-
cation of real capital abroad might
have grown more sensitive to differ-
ences in host country taxes. These re-
sults are consistent with the increase
in international mobility of capital
and globalization of production.
Swenson analyzes a set of foreign
investment transactions completed
between 1984 and 1994 to determine
how U.S. state taxes influence the
interstate distribution of foreign in-
vestment. The unique element of the
transactions data is that it identifies
the types of investments that were un-
dertaken by foreign investors; trans-
actions are identified as new plants,
plant expansions, mergers and acqui-
sitions, joint ventures, and equity
increases. The results indicate there
are large differences in the tax re-
sponsiveness of these different trans-
action types. New plants and plant
expansions appear to be deterred by
high state taxes, while there is a pos-
itive correlation between high state
taxes and the probability that a for-
eign investor chooses to perform an
acquisition in a state. Including con-
trols for transaction type affects the
attribution of tax effects that would
otherwise be interpreted as country-
or investor- type (residential versus
territorial) effects. In other words, the
results demonstrate that aggregation
of investment data might lead to false
inferences with respect to tax effects.
Collins, Shackelford, and Hand
investigate the U.S. capital market’s
valuation of the international tax sav-
ings available to U.S. companies that
operate in low tax rate foreign juris-
dictions and reinvest their foreign
earned income earned outside the
United States. If a U.S. multinational
on average faces foreign tax rates
lower than the U.S. statutory rate
(that is, if the company is in an

excess limit position), then the impo-
sition of any residual U.S. tax (and
foreign withholding taxes) generally
is deferred until the foreign income
taxed at this lower rate is repatriated
to the United States. In order to avoid
recognizing this deferred tax liability
in financial statement income, man-
agement must designate the foreign
earnings as permanently reinvested
(PRE) and disclose in supplementary
footnotes the estimated unrecognized
deferred tax liability (TAX). The
authors describe the magnitudes, and
assess the capital market’s valuation,
of disclosed PRE and TAX. They
examine 340 publicly-traded U.S.
companies that disclose PRE in their
fiscal 1993 financial statements. Of
their sample, 60 firms (18 percent)
seem to be in an excess limit posi-
tion and to report positive TAX. The
remaining firms seem to be in excess
credit positions and they indicate
that: TAX is zero, insignificant, or
substantially offset by foreign tax
credits; TAX is “not practicable to
estimate”; or, they provide no TAX
information. For excess limit compa-
nies, the equity market capitalizes the
positive deferred tax liability -associ-
ated with PRE in current stock prices.

Hines and Jaffe consider the
effect of tax rules on the distribution
of inventive activity between the
United States and foreign countries.
They analyze the effects of U.S. tax
changes, particularly those intro-
duced in 1981 and 1986, on the inter-
national patenting pattern of a panel
of U.S. multinational firms affected by
those changes. As a result of the
specifics of U.S. tax law, American
firms differ in the extent to which tax
changes affect the aftertax cost of
undertaking research and develop-
ment (R and D) in the United States.
The evidence indicates that firms for
which the aftertax cost of performing
R and D in the United States rose most
rapidly exhibit the fastest growth of
foreign patenting in subsequent years.
This pattern suggests that higher

aftertax costs of R and D encourage
firms to reallocate research resources
to substitute foreign locations.

Capital income tax policy affects
investment by the parent and affili-
ates of multinational corporations
(MNCs). In a vintage capital model,
in which technical advances are em-
bodied in new capital, investment
will translate directly into productiv-
ity gains. Cummins finds that: 1)
growth in parent and affiliate capital
are the most important sources of
growth, with foreign direct invest-
ment contributing more to a firm'’s
growth than the sum of the contribu-
tions of parent and affiliate employ-
ment, and materials; 2) productivity
has boomed since 1992, as a result of
productivity growth in MNCs with
Canadian affiliates; and 3) the invest-
ment elasticity of productivity growth
is large and the adjustment costs of
investment are small, suggesting that
changes in the aftertax price of capital
result in robust investment that trans-
lates directly into productivity gains.

Wei reports on a sample of bilat-
eral direct investment from 14 source
countries to 45 host countries. He
finds that taxes, capital controls, and
corruption all have negative, statisti-
cally significant, and quantitatively
large effects on foreign investment.
Moreover, there is no robust support
in the data for the “grease payment”
argument that corruption may help to
attract foreign investment by reduc-
ing firms’ tax burden and the irrita-
tion of capital controls. -

Using data on the operations of
U.S. parent firms and their foreign
affiliates between 1982 and 1994,
Clausing examines the extent to
which tax-minimizing behavior influ-
ences intrafirm trade. Her results indi-
cate that taxes have a substantial
influence on intrafirm trade flows
between U.S. parent firms and their
affiliates abroad; the United States
has less favorable intrafirm trade bal-
ances with low tax countries. Taxes
also have an influence on intrafirm
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trade flows between different foreign
. affiliates of U.S. firms.

Has “globalization” changed the
behavior of companies and govern-
ments? Grubert examines both firm-
level data and country averages for
1984 and 1992 and finds some signs
of change. Companies with low ini-
tial overall foreign tax rates obtained
larger than average decreases in ef-
fective tax rates from 1984 to 1992 in
the countries in which they were
located. This suggests either that gov-
ernments competed for them because
they are more mobile or that the
companies exploited their tax plan-
ning skills. Effective tax rates did fall
substantially in the 60-country sam-
ple, although there was not much
convergence. The smaller countries,
which would probably be most
affected by increased capital mobil-
ity, did cut their tax rates more. On
the other hand, the pattern of com-
panies’ allocation of debt and income
in response to local tax rates was vir-
tually unchanged from 1984 to 1992.
Finance affiliates, which are usually
regarded as highly mobile, did not
obtain larger reductions in tax rates
as compared to manufacturing firms.
Effective tax rates did not fall more
in homogeneous regions with low
trade barriers, such as the European

Economic Community where tax com-
petition might be expected to be
most intense. The relatively mixed
picture suggests either that globaliza-
tion has not been as powerful as
claimed or that governments have
been able to respond to attempts to
erode their tax bases.

Hines analyzes the effect of “tax
sparing” on the location and per-
formance of direct investment by
American and Japanese firms. Tax
sparing is the practice of reducing
home country taxation of foreign
investment income in response to
host country tax reductions. When a
home country operates a worldwide
residence-based tax system that per-
mits its firms to claim foreign tax
credits, tax sparing may entail allow-
ing firms to claim foreign tax credits
for taxes that would have been paid,
in the absence of special abatements,
on income from investments in cer-
tain countries. As foreign tax credits
are then based on something other
than taxes actually paid, any special
tax breaks offered by host country
governments enhance the aftertax

profitability of foreign investors and ‘

are not simply offset by higher home-
country taxes. Japanese firms are per-
mitted to claim foreign tax credits for
taxes that would normally be paid to

certain, generally low-income, coun-
tries with tax treaties with Japan.
Countries with such treaty provisions
can reduce their taxation of Japanese
firms without reducing the foreign
tax credits available to such firms.
The United States refuses to grant tax
sparing credits. The evidence indi-
cates that Japanese firms locate con-
siderably higher fractions of their
foreign investment in countries with
whom Japan has tax sparing arrange-
ments than do American firms. This
difference appears both in patterns of
aggregate foreign direct investment
and in industry-level data on equity
capital investments. In addition, Japa-
nese firms pay foreign taxes at much
lower rates than those faced by their
American counterparts in countries
with whom Japan has tax sparing
agreements. These differences sug-
gest that tax sparing has an important
effect on the willingness of foreign
governments to offer tax concessions
and, partly as a consequence, on the
level and location of foreign direct
investment.

The conference proceedings will
be published as an NBER volume by
the University of Chicago Press. Its
availability will be announced in a
future issue of the NBER Reporter.
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Beyer, Rojas, and Vergara ex-
plore the impact of trade liberaliza-
tion on income distribution in Chile
and conclude that trade openness
increased wage inequality. Their
research also indicates that the recent
decline in wage inequality in Chile
can be attributed to the relative in-
crease in the number of college grad-
uates there.

Engel, Galetovic, and Raddatz
quantify the distributional effects of
the Chilean tax system and assess the
sensitivity of the distribution of in-
come to changes in the tax structure
and tax rates. They find that even
radical modifications, such as raising
the value added tax from 18 percent
to 25 percent, or substituting a 20
percent flat tax for the current pro-
gressive income tax, have only a

slight effect on the aftertax distribu-
tion of income. In contrast, targeting
expenditures, and changing the level
of the average tax rate, are far more
important determinants of the
income distribution. Moreover, the
high-yield but slightly regressive
value added tax reduces inequality
far more than the low-yield, strongly
progressive income tax.

De Barros, Machado, and Men-
donga report that the low educational
level of the Brazilian population has
been identified repeatedly as one of
the main determinants of the coun-
try’s high poverty levels. Yet while
the improvement of educational indi-
cators has been considered the coun-
try’s most urgent goal in fighting
structural poverty, it is important to
note that this solution is necessarily

very slow. Further, other mechanisms
operate on the Brazilian labor mar-
ket, such as “occupational insertion,’
which permits even poorly educated
workers to earn income that places
them outside the poverty pool.

How concerned are various soci-
eties about the distribution of certain
goods, chiefly basic education and
health? Gasparini discusses a way of
measuring unfairness in the distribu-
tion of any particular good. The con-
sumption of the good is determined
by both “socially acceptable” and
“socially unacceptable” sources of
differences in individual consump-
tion. “Unfairness” in the distribution
of a good is related to the dispersion
in the values of conditional expecta-
tions across individuals. Using data
for Argentina, Gasparini calculates
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“unfairness indexes” for both health
services and education levels.
Bernal, Cardenas, Nunez, and
Sanchez explore the relation between
macroeconomic conditions and ur-
ban income distribution in Colombia.
They show that unemployment and
inflation have significant negative
effects, while growth in manufactur-
ing output and improved conditions
in rural areas of the country have
positive effects on income distribu-
tion. As a result, the recent combi-
nation of high unemployment, over-
valued currency, and low overall
economic growth in Colombia have
resulted in greater inequality. The
authors also find that unemployment
and inflation have an adverse effect
on education levels of the poor.
Thus, macroeconomic instability is
detrimental for the accumulation of
human capital, which affects the dis-
tribution of income in the long term.
Lustig and Székely analyze the
evolution of poverty and inequality
in Mexico between 1984 and 1994.
Using the information from the four
existing Income-Expenditure House-
hold Surveys for the period under
consideration, the authors find that
overall poverty and inequality rose
during the adjustment years, and it
remained practically unchanged dur-
ing the incipient and frustrated recov-
ery of the early 1990s. However,
these aggregate trends hide impor-
tant differences. While aggregate
poverty and inequality remained

almost unaltered between 1989 and
1994, a significant proportion of the
poorest of the poor were worse off.
In particular, poverty (extreme and
moderate) increased in the primary
sector, among rural workers, and in
the backward areas of the Southern
and Southeastern regions in Mexico.
Also, while inequality among non-
wage income sources declined, wage
inequality showed a significant
increase.

Sachs and Warner revisit the the-
ory of the big push and related ideas
about economic development in the
1950s. From the perspective of these
theories, one would think that a large
boom in natural resource output
could provide the big push, stimulat-
ing industrialization and economic
growth. But the authors present a big
push model in which this is not nec-
essarily the case. They also present
preliminary evidence that commod-
ity booms in Latin America in general
have not stimulated faster growth.

Leamer suggests that the multifac-
tor Heckscher-Ohlin model, using
three or more factors—such as raw
labor, arable land, natural resources,

and physical and human capital — -

can serve as a foundation for study-
ing the consequences of abundance
of natural resources and arable land.
As such, it can help us to answer im-
portant questions about Latin Amer-
ica. His analysis suggests that some
types of natural resources actually
limit the return on human capital and

contribute to the high Gini coefficients
that are endemic to Latin America.

Harrison and Hanson argue that
there are three unresolved issues
with regard to the impact of trade
reform: 1) many results linking trade
reform to long-run growth are sur-
prisingly fragile; 2) trade reform has
only a small impact on employment
in developing countries; 3) there
seems to be a relationship between
trade reform and rising wage
inequality in developing countries.
Focusing on the 1985 Mexican trade
reform, they observe that wage
inequality rose after the reform,
which is puzzling in a Heckscher-
Olin context, since Mexico had a
comparative advantage in producing
low-skill-intensive goods.

Edwards and Lederman analyze
the political and economic circum-
stances surrounding Chile’s unilateral
trade liberalization. Between 1975
and 1979, Chile eliminated all quan-
titative restrictions and exchange
controls, reduced import tariffs from
an average of over 100 percent to a
uniform 10 percent, and imple-
mented other reforms. The authors
examine the role played by the
“reform team,” investigate some of
the distributive consequences of the
reforms, and analyze the mechanisms
the government used to maintain a
minimum level of support for the lib-
eralization process.
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One of the factors that contributed
to the Asian currency crises of 1997 is
the exchange rate regime that had de
facto pegged to the U.S. dollar.
ASEAN and East Asian countries have
considerable trade relationships with
Japan, while their exchange rates are
fixed to the U.S. dollar (either in
nominal terms, as with Thailand, or
with an inflation adjustment slide, as
with Indonesia). The yen deprecia-
tion vis-a-vis the U.S. dollar caused
the real effective exchange rate to
appreciate in 1995 and 1996. Ito,
Ogawa, and Sasaki ask what would
be an optimal peg, in terms of profit
maximization for Asian exporters to
the United States who are competing
with Japanese manufacturers. The
optimal weights on the U.S. dollar
and the Japanese yen would depend
on demand elasticities as well as
trade weights, they find.

Akiyama and Kawai ask how the
influences of the world’s major cur-
rencies have changed since the end
of the Bretton Woods fixed exchange
rate regime, and the adoption of a
generalized floating system by the
industrialized countries. They exam-
ine the exchange rate policies of all
International Monetary Fund member
countries since 1970, and pay partic-
ular attention to the G-5 currencies:
the U.S. dollar, the German mark, the
Japanese yen, the French franc, and
the British pound sterling. They find
that, on a global scale, only the U.S.
dollar has played a dominant role;
the influences of the other major cur-
rencies are mainly limited to their
neighboring regions. Further, the size
of the U.S. dollar currency area is
rather large when compared with the
currency areas of other major cur-
rencies, even though it is widely

believed that the influence of the U.S.
dollar has been declining, and that
the role of other major currencies,
particularly the German mark and
Japanese yen, have been increasing.
Finally, the authors find that the
apparent inertia in the behavior of
reserve holdings can be explained by
the size of a currency area.
Eichengreen considers the euro’s
prospects as a reserve currency after
its introduction in 2002. He empha-
sizes that incumbency is a strong
advantage in the competition for
reserve-currency status. Because the
dollar is the reigning champion, it
accounts for a larger share of global
foreign exchange reserves than sug-
gested by a simple comparison of the
GDP of the United States and the
European Union countries, and it
should for some time to come.
Further, reserve currencies are issued
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by the governments of countries that
are international financial centers.
The United States has gained its sta-
tus as a financial center partly be-
cause it has a central bank engaged
in day-to-day liquidity management
that is prepared to mount lender-of-
last-resort operations. The Maastricht
Treaty does not presume that the
European Central Bank will assume
comparable responsibilities. This will
tend to slow the development of the
euro zone as an international finan-
cial center and, by implication, limit
the euro’s reserve-currency role.
The European Union will enter
Stage Three of Economic and Mone-
tary Union (EMU) in 1999. As euro
securities markets become deeper
and more liquid, and as transaction
costs fall, euro assets will become
more attractive, and the use of the
euro as a vehicle currency will
expand. These two effects will inter-
act, Alogoskoufis, Portes, and Rey
demonstrate. They find that the euro
might take on some of the current
roles of the dollar, but that will
depend on policy decisions and on
the beliefs of market participants.
During the transition to the new
equilibrium, the main effect of the
introduction of the euro will come
through portfolio shifts that are likely
to favor an appreciation of the new
currency vis 4 vis the dollar (and the
yen). Whatever the likely long-run
outcome, the dollar will remain
quantitatively dominant for some
time because of inertia and hystere-
sis. The early period could see con-
siderable instability associated with
the emergence of the euro, especially
if the United States were to resist any
decline in the international status of
the dollar. Ultimately, if Japanese
companies are able to fully hedge
their dollar exposures by using deriv-
ative products, locating production in
the United States, or matching dollar
revenues with dollar costs, then the
choice of invoicing currency will not

influence the yen profits of Japanese
companies.

Dominguez estimates the degree
to which Japanese companies are
exposed to movements in the dollar.
Japanese companies are not obliged
to disclose their derivative activity,
and there is no systematic informa-
tion on the degree of nonfinancial
hedging by Japanese companies.
Therefore, she must use Japanese
stock market data and an interna-
tional version of the Capital Asset
Pricing Model to estimate the extent
to which Japanese company returns
are correlated with changes in the
yen-dollar exchange rate. Presum-
ably, if Japanese companies fully
hedge their dollar exposures, then
their stock price changes should not
be correlated with movements in the
dollar. Alternatively, if Japanese com-
panies cannot or choose not to
hedge fully their dollar exposures,
then yen-dollar exchange rates will
be correlated with stock prices.

Kaji’s basic idea is that the EMU
has one important economic benefit:
it exerts foreign pressure, or “gai-
atsu.” Economic union member

states, especially those on the Con- -

tinent, must undergo structural re-
forms if their unemployment rates
are to be brought down. Many such
measures are politically unpalatable,
but the monetary and fiscal con-
straints as well as price transparency
that EMU brings will give member
states no other choice. He examines
the experiences of the Netherlands
and France as examples.

Matsui presents a two-country
model in which two currencies com-
pete. The two currencies with differ-
ent rates of inflation can circulate as
mediums of exchange despite the
fact that neither currency is forced to
be used for transactions. Taxes are
payable in the local currency, and fiat
money is injected by the government
for purchases of a certain good.
Therefore, the currency with the

higher inflation rate—the weak cur-
rency —may still be used. In such an
equilibrium, the government that
issues the currency with a lower rate
of inflation—the strong currency—
collects seigniorage not only from its
residents but also from the residents
of the other country. The strong cur-
rency thus becomes an international
medium of exchange. However, for
a country with a weak currency,
abandonment of the currency leads
to a lower level of welfare.

Martin analyzes the effects of
country size on exchange rate policy
and volatility. He finds that exchange
rate variability increases with coun-
try size for small countries but de-
creases with size for large countries.
This holds for bilateral exchange rates
of the OECD (Organization for Eco-
nomic Cooperation and Develop-
ment) countries between 1980 and
1995 and for a subsample of Euro-
pean exchange rates with respect to
the dollar. These results suggest that
the dollar/euro volatility may be
lower than the current dollar/
Deutschmark volatility.

Hartmann evaluates the conse-
quences of the EMU for the use of a
“vehicle currency” in international
trade. At the beginning, the euro will
be used for about one quarter of
world trade, as compared to post-
EMU shares for the U.S. dollar of 59
percent and for the Japanese yen of
6 percent. Gradually, EMU countries
are likely to experience an increase
in the international importance of
their new currency. However, in the
absence of any large adverse shock
hitting the international monetary
system or the U.S. economy, it is
unlikely that the euro can overtake
the dollar’s leading role in world
trade any time soon.

These papers are expected to be
published in a special issue of the
Journal of the Japanese and Inter-
national Economies.
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McCallum and Nelson explore
several questions relating to the
design of rules for monetary policy.
They emphasize the concept of rule
operationality —that is, reliance on
feasible instrumental variables and
information sets. Many of their results
pertain to Taylor type rules—that is,
have an interest rate instrument set in
response to inflation and output-gap
measures— but some are reported for
rules using a nominal income target
or a monetary base instrument. The
macroeconomic model they use fea-
tures a specification designed to rep-
resent rational dynamic optimizing
choices by the economy’s private
agents. Saving and portfolio balance
behavior are expressed by optimiz-
ing versions of expectational IS and
LM functions, with gradual price

adjustments specified differently in
two variants of the model. One vari-
ant uses the well-known Calvo-
Rotemberg price adjustment relation,
while the second employs a newly
rationalized version of the Mussa-
McCallum-Barro-Grossman P-Bar
model.

Rotemberg and Woodford eval-
uate alternative rules by which the
Federal Reserve Bank might set inter-
est rates. Their main finding is that
low and stable inflation together with
stable interest rates can be achieved
by letting the funds rate respond pos-
itively to inflation while also re-
sponding to the lagged funds rate
itself. A rule in which the interest rate
is set in this extremely simple way
does almost as well as a more com-
plicated rule, in the sense of maxi-

mizing expected utility of the repre-
sentative household. Furthermore,
when the funds rate responds to
inflation, but with a delay attributable
to the lack of availability of inflation
data, performance under the rule is
reduced only slightly.

Ball examines the choice of a rule
for monetary policy in an open-
economy extension of his, and
Svensson’s, 1997 work. The optimal
instrument rule departs in two ways
from the Taylor rule, which is opti-
mal in a closed economy. First, the
policy instrument is an index of
monetary conditions, or a weighted
average of the interest rate and the
exchange rate. Second, long-run infla-
tion, which filters out the transitory
effects of exchange rate movements,
replaces inflation in the equation.
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The model also implies that pure
inflation targeting is dangerous in an
open economy, because it implies
large movements in exchange rates
and output. Targeting long-run infla-
tion avoids this problem and pro-
duces a close approximation to the
optimal instrument rule.

Batini and Haldane evaluate a
class of simple policy rules that feed
back from expected values of future
inflation: inflation-forecast-based
rules, which are simple, and analo-
gous to Taylor rule specifications.
Because they are forecast-based, the
rules are meant to mimic, albeit
imperfectly, monetary policy behav-
ior among inflation-targeting central
banks. The authors ask how well
these rules perform when the econ-
omy is buffeted by a combination of
shocks. They show that inflation-
forecast-based rules confer some real
benefits: they embody transmission
lags; they potentially embody all in-
formation useful for predicting future
inflation; suitably designed, they can
achieve a degree of output smooth-
ing; and they are more efficient at
minimizing inflation and output vari-
ability than standard Taylor rule spec-
ifications, almost as efficient as fully
optimal rules, and seem robust across
different model specifications.

Rudebusch and Svensson com-
pare the properties and outcomes of
explicit instrument rules versus tar-
geting rules for monetary policy. The
latter, which imply implicit instru-
ment rules, might be closer to the
actual operating procedures of infla-
tion-targeting central banks, they
note. The authors find that inflation
forecasts are crucial for formulating
good policy rules under inflation tar-
geting. Some simple instrument and
targeting rules do remarkably well

relative to the optimal rule; others,
including some that are frequently
used to represent inflation targeting,
do less well.

Levin, Wieland, and Williams
investigate the properties of alterna-
tive monetary policy rules using four
structural macroeconometric models
—the Fuhrer-Moore model, Taylor’s
Multicountry Model, the MSR model
of Orphanides and Wieland, and the
Federal Reserve Bank staff model.
The four all differ but incorporate the
assumptions of rational expectations,
short-run nominal inertia, and long-
run monetary neutrality. The authors
compute the output-inflation volatil-
ity frontier of each model for alterna-

tive specifications of the interest rate

rule, subject to an upper bound on
nominal interest rate volatility. In all
four models, first-difference rules
perform much better than rules of
the types proposed by Taylor (1993)
and Henderson and McKibbin
(1993), in which the level of the fed-
eral funds rate responds to the output
gap and inflation deviation from tar-
get. Furthermore, first-difference
rules generate essentially the same

policy frontier as more complicated -

rules (that is, rules that respond to a
larger number of variables or addi-
tional lags of output, inflation, or the
federal funds rate). Finally, this class
of rules is robust to model uncer-
tainty, in the sense that a first-differ-
ence rule taken from the policy
frontier of one model is very close to
the policy frontier of each of the
other three models.

Taylor examines several episodes
in U.S. monetary history using the
framework of an interest rate rule for
monetary policy. His main finding is
that a monetary policy rule in which
the interest rate responds to inflation

and real output more aggressively
than it did in the 1960s and 1970s, or
than during the time of the interna-
tional gold standard, and more like
the late 1980s and 1990s, is a good
policy rule. Moreover, if one defines
“policy mistakes” as deviations from
such a good policy rule, then such
mistakes have been associated with
either high and prolonged inflation
or drawn out periods of low capacity
utilization.

King constructs a mode] in which
there is a very short answer to the
question of whether the monetary
authority should stabilize the price
level. Such a monetary policy rule is
optimal in that it maximizes the wel-
fare of the representative agent, sub-
ject to the resource constraints of the
economy and the pricing practices of
monopolistically competitive firms,
which are constrained to only occa-
sionally adjust their nominal prices.
In the model economy, the case for
price stability is broad, in that it is
optimal to have a zero rate of infla-
tion in the steady state, and also opti-
mal to keep the price level constant in
the face of productivity disturbances.

Estrella and Mishkin rethink the
NAIRU (nonaccelerating inflation rate
of unemployment) concept and
examine whether it might have a use-
ful role in monetary policy. They
argue that it can, but its success de-
pends critically on defining NAIRU as
a short-run concept. The authors ex-
amine the effect of uncertainty on the

"use of NAIRU in policy. Uncertainty

about the level of NAIRU does not
imply that monetary policy should
react less to the NAIRU gap; how-
ever, uncertainty about the effect of
the NAIRU gap on inflation does
require adjustments to the policy
reaction function.
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Borjas studies the economic
progress experienced by immigrants
in the U.S. labor market. He uses
decennial Census data from 1970 to
1990 and finds that the correlation
between the (log) entry wage and
the rate of wage growth is positive.
Further, the same source country
characteristics that lead to high wages
at the time of entry also lead to faster
wage growth.

Card, DiNardo, and Estes present
a comparative perspective on the
economic performance of immigrants
and their children. Using data from
the 1940 and 1970 Censuses, and
from recent (1994-6) Current Popu-
lation Surveys, they find important
links between the economic status of
immigrant fathers and the status of
their U.S.-native-born sons and daugh-
ters. Much of this linkage works
through education. Children of more
highly educated immigrants have
higher levels of education, earn
higher wages, and are more likely to

marry outside of their fathers’ ethnic
groups. Despite the dramatic shift
since 1940 in the country-of-origin
composition of the U.S. immigrants,
the authors find that the rate of inter-
generational assimilation has not
changed much.

Lazear asks: What does diversity
mean, and do current immigration
policies enhance diversity? Any gains
from diversity come through the
interaction of individuals from one
culture or background with individu-
als from another. A good partner in
the interaction has different skills
from the other, has skills that are rel-
evant to his or her own activity, and
is a person with whom one can com-
municate. Using 1990 Census data,
Lazear concludes that current immi-
gration policy fails to promote diver-
sity. Balanced immigration, perhaps
implemented through the sale of
immigration slots, would do more to
enrich the diversity of the U.S. popu-
lation, he finds.

Betts and Lofstrom use data from
the 1970, 1980, and 1990 U.S. Cen-
suses to study trends in educational
attainment and subsequent earnings
of immigrants relative to those of
natives. They find that educational
differences explain more than half of
the observed wage gap between the
two groups. “Sheepskin effects” af-
fect earnings significantly. But there
are also differences in returns to pre-
and postmigration education. Immi-
grants appear to crowd natives out of

. education, but the effects are stronger

in secondary than in postsecondary
education.

Funkhouser uses data from the
1980 and 1990 U.S. Censuses to ex-
amine convergence in employment
outcomes of recent immigrants. He
finds a large convergence in employ-
ment rates during the initial years
following immigration, but little sub-
sequent convergence. The conver-
gence in employment rates is larger
for immigrants who are more skilled.
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Because changes in observed mea-
sures of skill or the returns to skill
do not explain this finding, lack of
transferability of human capital as a
residual explanation is likely to be
important during the initial years fol-
lowing migration.

Using data from the 1989-to 1992
waves of the U.S. National Health
Interview Survey, Currie compares
the health insurance coverage and
utilization of medical care of children
of immigrants and children of the
native born. Increased Medicaid eli-
gibility was associated with increases
in the probability of having obtained
at least one doctor’s visit in the past
year among both groups of children,
she finds, but there were no effects
on the subsequent number of doctor
visits if the child had at least one visit.
The number of hospitalizations rose
only among children of the native
born. Thus, the main effect of ex-
panding Medicaid eligibility among
children of immigrants was the re-
duction in the number of children
going without any doctor visits. It is
estimated that the cost of providing
the approximately 37,000 additional
visits to immigrant children was

between $1.85 million and $3.7 mil-
lion per year.

Gustman and Steinmeier report
that the income support feature of
Social Security disproportionately
transfers benefits to immigrants rela-
tive to those born in the United
States. Immigrants who have worked
in the United States for only a decade
or two and who have high incomes
gain the most from current benefit
calculation procedures, which count
all years they lived outside the United
States as years of zero earnings. If
earnings used to determine Social
Security benefits are calculated only
over the years immigrants reside in
the United States, and benefits are
prorated based on the share of a 35-
or 40-year base period spent living in
the United States, then the progres-
sivity of the Social Security benefit
formula would be preserved but
would reduce the transfer towards
immigrants.

Using data on all new admissions
to California state prisons in 1986,
1990, and 1996, Butcher and Piehl
find that the foreign born have a very
different offense mix from native-

born inmates, with foreigners much

more likely to be serving time for
drug offenses. There have been
many changes in the enforcement
environment over this decade, includ-
ing changes in the level of resources
appropriated for enforcement activi-
ties targeting deportable aliens.
These developments have resulted in
much greater involvement of the
Immigration and Naturalization
Service (INS) in the incarceration of
the foreign born. By 1996, the defi-
nition of deportable was expanded to
cover all noncitizens in the California
prison system. Throughout the pe-
riod, those foreign-born inmates des-
ignated by the California Department
of Corrections to be released to INS
custody serve substantially (6 percent
to 12 percent) longer terms (condi-
tional upon sentence length) than
natives or other similar foreigners.
These longer terms of incarceration
impose substantial costs on the state.

These papers and one missing
from this summary, along with their
discussions, will be published in an
NBER conference volume by the Uni-
versity of Chicago Press. Its availabil-
ity will be announced in a future
issue of the NBER Reporter.
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Drazen argues that the political
nature of a country’s motivation for
fixed exchange rates may be crucial
in understanding contagious cur-
rency crises. Specifically, a fixed
exchange rate may be a criterion for
membership in a monetary union or
less formal political-economic ar-
rangement in which the value of
being a member depends positively
on the composition of the union. If
one potential member devalues and
hence is less likely to be a member of
the “club,” other potential members
will assign a lower value to main-
taining a fixed exchange rate, espe-
cially when doing so requires sacri-
ficing domestic goals. Speculators
may be uncertain about a country’s
commitment to fixed rates but know
that this commitment depends on the
desire for membership in the ar-
rangement, subject to the no-devalu-
ation condition. Hence, a devaluation
in one potential member country
implies a lower commitment by other

members, thus making their curren-
cies more vulnerable to attack. Drazen
argues that this sort of “membership
contagion” applies to the EMS crisis
of 1992-3 and may be useful in under-
standing other episodes of contagion.

Eichengreen and Jeanne study
the role of unemployment in the
interwar experience of the British
sterling. According to most narrative
accounts, the proximate cause of the
1931 sterling crisis was a high and ris-
ing unemployment rate that placed
pressure on British governments to
pursue reflationary policies. The
authors’ model and evidence lend
further support to the view that the
proximate cause of the sterling crisis
was the dramatic rise in unemploy-
ment brought about by external de-
flationary forces.

Flood and Garber note that recent
analyses of the transition to the Euro-
pean Monetary Union have empha-
sized technical problems with the
conversion ratios of currencies into

the euro at the start of Stage III.
Restrictions on bilateral conversion
rates imply that they must be the
same as market bilateral rates at the
end of Stage II. From this fact has
come a conclusion that exchange
markets may generate volatility, spec-
ulative attacks, or even indetermi-
nacy of exchange rates on the last
day of Stage II. Concerns for these
technical issues per se as additional
sources of exchange market volatility
are red herrings: euro payment insti-
tutions that begin operating at the
outset of Stage III make it easy for
“in” central banks to establish any
desired bilateral conversion ratios for
their currencies. As long as Stage III
itself is viable at the outset, “in” cen-
tral banks are formidably armed to
impose desired conversion ratios
within the restrictions.

Gordon’s point of departure is the
conventional wisdom that the Euro-
pean countries that devalued their
currencies and departed from the
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Exchange Rate Mechanism in 1992
(the “leavers”) had achieved an envi-
able combination of more rapid out-
put growth with little if any extra
inflation, as contrasted with the
“stayer” countries that had main-
tained their currencies pegged to the
German mark. In contrast, his paper
flips the conventional wisdom on its
head. On average, the six leaver
countries experienced almost double
the inflation rate of the average for
the five stayers from 1992 to 1996, he
points out. And, 80 percent of their
extra nominal GDP growth was
chewed up by extra inflation, leaving
only 20 percent to spill over to faster
real GDP growth, The slow growth
in domestic demand in the leaver
countries is attributed to two factors:
the flexibility of real wages that
caused nominal labor costs to rise at
a slower rate than domestic inflation,
and the unrelated pressure of the
Maastricht criteria that caused the ex-
ternal demand stimulus to be almost
entirely cancelled by fiscal tightening.

Edwards and Savastano address
the 1994 Mexican crisis, concentrat-
ing on the events leading to the
exchange rate collapse in December
1994 and examining the behavior of
some key microeconomic variables
in the following three years. First, the
authors ask what forces supported
the apparent stability of the peso-
dollar exchange rate during 1996-7.
Second, they inquire about the role
of the Bank of Mexico’s (BOM) mon-
etary policy in the postcrisis period,
and, in particular, whether it was
geared toward maintaining a degree
of nominal exchange rate stability
that may have been at odds with the
requirements of a floating regime.
Their analysis suggests that through-
out most of 1995-7, MeXico’s ex-
change rate behavior was largely

consistent with (quasi) floating rates.
However, it is also consistent with
BOM’s taking into account exchange
rate developments for conducting
monetary policy. Using daily and
weekly data for 19967, the authors
inquire whether BOM used a feed-
back rule that accounted for nominal
exchange rate behavior. Notwith-
standing the perils of relying on
“noisy” high-frequency data to ad-
dress that question, some preliminary
evidence supports that view.

Calvo shows that the combination
of large capital inflows and sovereign
governments could give rise to self-
fulfilling balance of payments (BOP)
crises. He argues that a current ac-
count deficit could impair the resolu-
tion of such crises, but the crises
themselves could occur even though
the current account was in balance.
The key is a weak financial sector,
possibly made so by an accommo-
dating central bank. In contrast with
most of the literature on this subject,
this paper makes output endogenous
and discusses the channels through
which a BOP crisis can result in out-
put collapse. Calvo shows that a

growth slowdown can take place.

even though a BOP crisis does not
encourage a current account reversal.

Milesi-Ferreti and Razin study
sharp reductions in current account
deficits and of currency crises in low-
and middle-income countries, exam-
ining the factors that help predict a
reversal or a crisis and the ways these
events affect macroeconomic per-
formance. Both domestic and ex-
ternal factors trigger reversals and
currency crises, and the two types of
events are not necessarily associated,;
indeed, current account imbalances
are not sharply reduced in the years
following a currency crisis. Economic
performance around these events is

also quite different in that an ex-
change rate crash is associated with a
fall in output growth and a recovery
thereafter, while for reversal events
there is no systematic evidence of a
growth slowdown.

Sachs and Radelet provide an
early diagnosis of the financial crisis
in Asia, focusing on the empirical
record leading to the crisis. They
emphasize the role of financial panic
(as opposed to weak fundamentals)
as essential to the Asian crisis. At the
core of the crisis were large-scale for-
eign capital inflows into financial sys-
tems that became vulnerable to
panic. While there were significant
underlying problems besetting the
Asian economies at both a macro-
economic and microeconomic level,
the imbalances were not severe
enough to warrant a financial crisis
of the magnitude that took place in
the latter half of 1997. A combination
of panic on the part of the interna-
tional investment community, policy
mistakes at the onset of the crisis by
Asian governments, and poorly
designed international rescue pro-
grams turned the withdrawal of for-
eign capital into a full-fledged finan-
cial panic and deepened the crisis
more than was either necessary or
inevitable.

The conference concluded with a
panel discussion of the current
issues. The participants in that panel
were Richard Portes, NBER and
London Business School, Jeffrey A.
Frankel, Council of Economic Advis-
ers, Stanley Fischer, International
Monetary Fund, and Jeffrey Schafer,
Salomon, Smith Barney.

These papers and their discussions
will be published as an NBER Project
Volume. Its availability will be an-
nounced in a future issue of the NBER
Reporter.
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Edwards discusses Latin America’s
experience during the last 25 years
regarding the effects of capital flows
on real exchange rates and interna-
tional competitiveness, and then fo-
cuses on the role of capital controls
as a device for isolating emerging
economies from the volatility of
international capital markets. His
empirical analysis of Chile’s recent
experiences with capital controls,
and comparisons to Colombia’s and
Mexico’s recent experiences, is par-
ticularly important because many
analysts have praised the Chilean
practice of imposing reserve require-
ments on capital inflows to reduce
the vulnerability associated with the
volatility of capital flows.

Krugman draws attention to and
stimulates discussion of the phenom-
enon of fire-sale foreign direct invest-
ment (FDI), which is likely to be-

come a major economic and political
issue in the coming years. He indi-
cates the ways this phenomenon
might emerge in the context of alter-
native crisis models. Finally, he exam-
ines the welfare implications of cri-
sis-induced sales of domestic assets
to foreign firms and asks how those
implications depend on the diagnosis
of the crisis itself.

Mendoza shows that globalization
of securities markets exacerbates the
volatility of capital flows by strength-
ening the incentives that promote
contagion. His model includes imper-
fect information: country-specific
information can be acquired at a
fixed cost, and portfolio managers
bear certain variable costs that de-
pend on portfolio performance. Using
historical data from equity markets
and country credit ratings, he shows
that contagion can induce large cap-

ital outflows from emerging markets.
Further, globalization has a large
magnifying effect on contagion.

Claessens, Oks, and Polastri
observe that private capital flows to
Central and Eastern Europe and the
former Soviet Union have increased
sharply. From 1992-6, FDI was the
most important capital flow, but
recently flows of short-term debt
have become more important. Per-
haps more so than in other develop-
ing countries, to these regions reform
efforts are the most important deter-
minants of private flows. Official flows
have been used to finance fiscal
deficits and appear to have sup-
ported, rather than followed, coun-
tries’ reform efforts. High real interest
rates have been a factor in motivating
private flows, particularly debt flows,
raising questions about sustainability
and vulnerability.
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Bachetta and Wincoop analyze
the effect of financial liberalization
and reform in emerging markets on
the dynamics of capital flows to these
markets, using a simple model of
international investors’ behavior.
First, they show that the gradual
nature of liberalization, combined
with the cost of absorbing large
inflows in emerging economies, often
implies an initial period of over-
shooting as portfolios adjust. Asset
prices will overshoot as well. Second,
they show that if investors have
incomplete information about emerg-
ing markets and learn over time, then
there can be high volatility of capital
flows as well as contagion.

Foreign portfolio flows may reflect
deep changes in the functioning of
an emerging market economy and its
capital markets. Using a database of
monthly net U.S. equity flows,
Bekaert and Harvey investigate the
relationship of these flows to the
behavior of equity returns, the struc-
tural characteristics of the capital
markets, exchange rates, and the
strength of the economy. They find
that increases in capital flows are as-
sociated with a lower cost of capital,
higher correlation with world market
returns, slightly lower volatility, lower
asset concentration, lower inflation,
larger market size relative to GDP,
more trade, and higher wealth per
capita.

Wolf illuminates the role of geog-

raphy in determining financial flows.
He begins by examining the determi-
nants of access to assess whether
location matters. He then examines
source countries to determine the
spatial distribution of outward finan-
cial flows. Using a dataset of capital
outflows by type and destination for
the G-7 economies, he estimates
specifications for trade and for four
types of capital flows—foreign direct
investment, bank lending, portfolio
debt, and portfolio equity. This ap-
proach yields a direct estimate of the
sensitivity of capital flows to distance,
and hence of the importance of loca-
tion. Second, it permits a comparison
of the relative importance of dis-
tance, common borders, and com-
mon language across the different
types of capital flows.

Eichengreen and Mody analyze
data on about 1,000 developing-
country bonds launched from 1991-6,
a period of heavy reliance on
bonded debt. They analyze both the
issue decision of debtors and under-
writers and the pricing decision of
investors, and minimize selectivity
bias by treating the two decisions

jointly. The results confirm that . .

higher credit quality leads to higher
probability of issue and to lower
spreads, which supports the pre-
sumption that the market discrimi-
nates among issuers according to
risk. They also isolate the fourth
quarter of 1994, when the Mexican

crisis erupted and spreads moved
sharply higher before falling below
initial levels. Comparing the first
quarter of 1991 to the third quarter
of 1994 with the period from the first
to the fourth quarter of 1995 (that is,
the pre- and post-Mexican crisis sub-
periods), they find that changes in
spreads were dominated by sharp
adverse shifts in market sentiment
rather than by changes in fundamen-
tals. The same is true of the subse-
quent compression, which reflected
favorable shifts in market sentiment.

Ito summarizes the characteristics
of capital flows in Asia before and
after the 1997 crisis. Just a few years
ago, FDI to Asian emerging markets
was praised as a model for the rest of
the world. Capital flows to Asia in-
creased investment and growth in
this region. Exchange rate and stock
price movements also reflected the
strong outflow of capital from Asian
countries, including Thailand, Malay-
sia, the Philippines, Indonesia, and
Korea. By 1997, many Asian curren-
cies depreciated, and stocks from
these regions devalued, as regions
are strongly affected by the currency
crises of a single country in the
region.

The University of Chicago Press is
expected to publish the project
volume of these conference pro-
ceedings. Its availability will be
announced in a future issue of the
NBER Reporter.
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Leamer and Thornberg provide
empirical support for the idea that
high-wage, high-effort jobs occur in
capital-intensive sectors and show
that this wage-effort offer curve has
shifted in ways that suggest global-
ization effects. During the 1970s,
when relative prices of labor-inten-
sive goods declined, the wage-effort
curve twisted, showing lower pay
being offered for low-paying jobs in
the labor-intensive sectors but higher
pay being offered for the high-pay-
ing jobs in the capital-intensive sec-
tors. The problem they face is how
to measure “effort,” the product of
hours of capital operations multiplied
by “intensity” Intensity, which is not

only speed of operations, but also
attentiveness, willingness to take
risks, and all those other intangibles
that raise productivity without caus-
ing increased capital costs is not
observed here. They use hours as the
only indicator of effort, suggesting
that intensity is not so negatively cor-
related with hours that there is no
relationship between hours and effort.

Krugman shows the way a
process quite distinct from either the
simple trade or the simple technol-
ogy story might be key to under-
standing the growth of inequality.
The basic idea is that the labor mar-
ket might, over some range of condi-
tions, be characterized by multiple

locally stable equilibriums, some
more egalitarian than others. If that
is the case, unequalizing shocks of
modest size—shocks that could orig-
inate in changing trade opportunities,
changing technology, or both—could
push the economy out of an egalitar-
ian equilibrium and set in motion a
process of growing inequality. In
Krugman’s model, that process,
which essentially feeds on itself,
could easily be misinterpreted as
exogenous skill-biased technical
change.

In the last quarter century, wage
inequality has increased dramatically
in the United States. At the same
time, the United States has become
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more integrated in the world econ-
omy, relative prices of final goods
have changed, the capital stock has
more than doubled, and the labor
force has become steadily more edu-
cated. Harrigan estimates a flexible,
empirical, general equilibrium model
of wage determination in an attempt
to sort out the connections among
these trends. Aggregate data on
prices and quantities of imports, out-
puts, and factor supplies are con-
structed from disaggregate sources.
The econometric analysis concludes
that wage inequality has been driven
partly by changes in relative factor
supplies and relative final goods
prices. In contrast, imports have
played a negligible role.

In recent years many economists
have analyzed whether international
trade has contributed to increasing
U.S. wage inequality by changing rel-
ative product prices. Slaughter sur-
veys and synthesizes the findings of
nine product-price studies, which
demonstrate the evolution of the
methodology of product-price stud-
ies. By surveying these papers
chronologically, he relates each to the
theory framework and to the papers
preceding it and draws two main
conclusions. First, this literature has
refined empirical strategies for apply-
ing the SS theorem to the data from
which important methodological
lessons can be learned. Second,
despite the methodological progress
that has been made, research still has
fundamental limitations regarding the
key question of how much interna-
tional trade has. contributed to rising
wage inequality. Most important,
more work is needed to link the var-
ious exogenous forces attributable to
international trade to actual product-
price changes.

Lovely and Richardson examine
the literature on the ways wages are
distinctively affected by trade in
inputs (international “outsourcing”)
and the ways returns to human cap-

ital vary across time and space. They
look at the literature on “interindustry
wage differentials” and the way such
differentials correlate with measures
of international trade. The authors
model inter- and intra-industry trade
between and within a primary-pro-
ducing “southern” tier of countries
that also can assemble final manu-
factures, and a “northern” tier of
countries that assemble final manu-
factures and produce the intermedi-
ate components from which they are
assembled. They isolate three impor-
tant exogenous trends during the
past two decades and deduce their
effects on trade flows, on pure wages,
and the return to skills. Using U.S.
worker data, they assess whether the
relation of trade to pure wages dif-
fers from its relation to the return to
an individual worker’s human capi-
tal, and whether such patterns differ
by (manufacturing) industry. The
authors distinguish several categories
of trade that could have different
relations to wages and human capital
returns, by disaggregating U.S. trade
into producer intermediate and capi-
tal goods and consumer goods. Fi-

nally, they also distinguish types of- .

trade by trading partner, keeping
track of annual trade in the three cat-
egories for three groups of trading
partners: industrial countries, newly
industrial countries, and primary-
product producers. Using individual
wage regressions, the authors esti-
mate the correlations between wage
and intraindustry trade in the aggre-
gate and at the industry level. Taking
a more traditional approach, they
estimate industry wage premiums
and estimate their correlations with
trade flows and with measure of the
extent of intraindustry trade.
Feenstra, Hanson, and Swenson
examine trade conducted through
the U.S. offshore assembly program
(OAP) to gain insight into recent out-
sourcing trends and their potential
consequences. As firms disperse their

production across countries through
the OAP, one prediction that follows
from Feenstra’s and Hanson’s work is
that U.S. content of OAP imports
should be intense in its usage of
skilled labor. Their findings are
mixed concerning the measurement
of the skilled labor intensity of pro-
duction by the share of nonproduc-
tion labor, though they find that OAP
imports of apparel, machinery, and
transportation equipment from indus-
trial countries, support their hypoth-
esis. They also investigate how OAP
outsourcing responds to changes in
the relative cost of U.S. production,
as measured by the industry-specific
trade-weighted exchange rates. They
find that elevated costs of production
in the U.S. cause firms in many
industries to use foreign production.
While cost-induced movements
toward the purchase of OAP inputs
are small when compared to U.S.
industry, the predicted response: to
cost changes implies a significant
change in the magnitude of many
OAP industries.

Kletzer examines the relation
between increasing foreign competi-
tion and job displacement in U.S.
manufacturing from 1975-94, a
period of increased trade flows, large
swings in the value of the dollar,
falling trade barriers in developing
countries, and widespread perma-
nent job loss, particularly in manu-
facturing. The results are broadly
consistent with the perception that
imports displace some domestic jobs,
apparently a result of a strong posi-
tive relation between increasing for-
eign competition and job diplace-
ment for industries long identified as
import-competing, such as footwear,
leather products, radio and televi-
sion, watches and clocks, and toys.
At the same time, there are many
import-competing industries with
below-average rates of job loss, and
considerable job loss from industries
facing little or no change in import
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competition. With this variation, the
relation between increasing foreign
competition and permanent job loss
appears much less systematic, and it
appears that increasing foreign com-
petition accounts for a small share of
job displacement. This conclusion
would be highlighted if the analysis
sample included trade and service
industries, where rates of job loss are
high while the services produced are
mostly nontradables. In the absence
of satisfactory proxies for technolog-
ical change, the role of technological
change remains an open research
question.

Lawrence suggests that import
competition from developing coun-
tries has reduced total factor produc-
tivity (TFP) growth, particularly in
sectors with low levels of concentra-
tion but has stimulated competition
in sectors in which concentration is
high. Industries with a high employ-
ment share of high school workers
particularly have felt these negative
effects on TFP. While these industries
had slightly faster total productivity
growth in the 1980s than did the rest
of manufacturing, the effect of trade
has been negative. If the demand for

products in these industries is elastic,

operating through induced effects on
TFP, international competition tends
to reduce the wages of unskilled
workers. Lawrence’s results support
the argument that the effect of inter-
national competition on wages is
greater because of its effects on pro-
ductivity. However, this mechanism is
not finished inducing faster automa-
tion or innovation; on the contrary, it
appears to have stopped the reduc-
tion of incentives for innovation. Also
noted is that import competition from
developed countries is associated
with positive labor productivity
growth, suggesting a response in the
form of increased investment rather
than innovation.

Bernard and Jensen use data on
inequality among U.S. states to deter-
mine the sources of increasing
national inequality during the 1980s.
After providing evidence that labor
markets clear regionally long before
they clear nationally, the authors use
regional labor market shocks to iden-
tify the sources of rising aggregate
wage inequality. They find that indi-
vidual states have very different wage
levels, and changes in industrial com-

position, in particular the loss of
manufacturing jobs, are strongly cor-
related with regional inequality
increases.

Exchange rates have different
implications for state and for industry
labor markets in the United States.
Goldberg and Tracy demonstrate
these distinctions over time and
across labor markets using two
decades of annual industry-level data
for employment, hours, and hourly
earnings. Industries are directly
exposed to currency movements
through their export shares, imported
input use, and import penetration.
However, the effects of exchange
rates on labor markets differ across
regions, highlighting the potential
cross-industry spillovers of exchange
rates through local labor markets.
The overall labor market implications
of exchange rates depend on both
the industry in which a worker is
employed and other industries in the
worker’s locality. They also docu-
ment the relative importance for
labor markets of the industry,
regional, and specific trade exposure
channels for exchange rates.
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Bureau News

NBER Announces Nonprofit Fellowships

The NBER has just announced that
it will award dissertation fellowships
on “The Economics of the Nonprofit
Sector” to five graduate students for
the coming academic year: Mark
Duggan, Harvard University, whose
topic is “Delivery of Uncompensated
Care by For-Profit and Not-for-Profit
Hospitals”; Florence Kwan, City Uni-
versity of New York, who is studying
the “Choice of For-Profit versus Not-
for-Profit Abortion Providers”; Darius
Lakdawlla, University of Chicago, for
“Medicaid Subsidies and the Role of
For-Profit and Not-for-Profit Providers

Over the past 14 years, employ-
ment in adjunct, part-time, and non-
tenure track jobs among Ph.D.s has
grown steadily. This growth has
occurred at the same time that the
growth of tenure track academic em-
ployment has stagnated or been very
slow. Kuh documents that change,

of Long-Term Medical Care”; Alan
Sorensen, MIT, who is studying
“Competition and Pricing Behavior of
For-Profit and Not-for-Profit Hospi-
tals”; and Marcus Stanley, Harvard
University, for “Nonprofit Nursing
Home Providers” This is the second
year of an NBER program designed
to encourage research on nonprofit
institutions by NBER Research Asso-
ciates and Faculty Research Fellows,
and to support dissertation research
on the same subject by graduate stu-
dents in economics who work
closely with them.

and looks at the characteristics of var-
ious segments of the doctoral work
force. 1t turns out that full time non-
tenure-track jobs primarily are
research jobs, at least in the science
and engineering fields. Part-time and
adjunct jobs are primarily teaching
positions. This change in the compo-

Faculty grants were made to:
James Hines, University of Michigan,
who will study “Taxation and the
Behavior of Nonprofit Organiza-
tions”; Christopher Ruhm, University
of North Carolina—Greensboro, who
will focus on “Compensation in the
Nonprofit Sector”; David Scharfstein,
MIT, whose research is on “Economic
Incentives in For-Profit and Not-for-
Profit Hospitals”; and Jonathan
Skinner, Dartmouth College, who will
analyze “Hospital Conversions and
the Choice of For-Profit and Not-for-
Profit Status.”

sition of academic employment af-
fects the nature of the academic
enterprise, which still relies on regu-
lar faculty for academic governance.

Baum reports on the responses of
1,100 student loan borrowers to a
survey conducted during the summer
of 1996. Average debt levels have
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risen sharply over the last decade,
but they conceal considerable vari-
ance in borrowing patterns, with a
small proportion of borrowers hav-
ing very high debt levels. About half
of the borrowers feel burdened by
repayment, but, overall, student debt
has not caused most borrowers to
change their lifestyles dramatically,
nor do most of them regret the in-
vestments they have made. Many of
them have accumulated significant
amounts of noneducation debt,
which causes them as much discom-
fort as do their student loans.

Kane, Rouse, and Staiger esti-
mate the labor market payoff to
schooling when schooling is misre-
ported. Their results suggest that two
assumptions in previous work—that
the measurement error in educational
attainment is “classical,” and that tran-
script-based measures of educational
attainment represent “true” schooling
—are unjustified. As a result, certain
estimates of the payoff to schooling
are biased.

Educational subsidies frequently
are justified as a method of altering
the income distribution. Thus it is
natural to compare education to
other tax-transfer schemes designed
to achieve distributional objectives.
Hanushek, Cheah, and Leung use
data on school attendance, labor
supply, wage determination, and
aggregate production to compare
alternative redistribution devices in
terms of both deadweight loss and
distributional outcomes. Without
externalities, redistribution through
education is an inferior approach to
direct wage subsidies, although it is
frequently superior to a negative

income tax. With externalities in pro-
duction, there is a clear although
bounded role for government sub-
sidy of education.

When parents save for their chil-
dren’s college education, a portion of
their savings is later taken away in
the form of reduced eligibility for col-
lege financial aid. In this way, the col-
lege financial aid system levies a
sizable implicit tax on assets. Dick,
Edlin, and Emch suggest that these
implicit taxes can reduce aggregate
savings accumulations by as much as
$500 billion. They consider as an
alternative policy the elimination of
all financial aid, and find that total
asset accumulation would increase
by 21 percent (§540 billion) from
families affected by this scenario,
even though college consumption
would decrease. Their second policy
alternative bases aid on a long stream
of labor income, rather than on asset
accumulation. According to this sce-
nario, the total asset accumulation
of affected families would increase
by about 20 percent ($500 billion),
with only small effects on college
consumption.

The external factors (both the pre-
collegiate and other “out-of-college”
factors) presumed to be at work in
determining choice of college major
include: 1) student preparation and
achievement prior to college, espe-
cially in mathematics; 2) differences
between men’s and women’s prefer-
ences for various fields of study, which
might be encouraged by parental and
societal expectations and modified
by in-college experiences; and 3)
gender-specific labor market pros-
pects associated with a given set of

skills, which might provide more
encouragement to one sex than the
other to pursue certain fields of
study. Turner and Bowen focus on
the extent to which differences be-
tween men and women in precolle-
giate achievement, as measured by
the Scholastic Achievement Test
(SAT) verbal and math scores, ac-
count for differences in choice of
major at the college level. They find
that the choices men and women
have made in elective fields of study
have shown a considerable degree of
convergence between the 1950s and
the late 1970s, followed by small
changes from that time to the pres-
ent. Differences in academic prepa-
ration of women and men as
measured crudely by standardized
test scores explain some of the
observed differences in characteristic
choices of major. But such differ-
ences in SAT scores are only part of
the story, and a modest part at that.
An array of residual forces—includ-
ing differences in preferences, labor
market expectations, gender-specific
effects of the college experience, and
unmeasured aspects of academic
preparation —account for the main
part of today’s gender gap in choice
of academic major. The simple sci-
ence-nonscience dichotomy is no
longer useful as a taxonomy if the
objective is to understand field
choices by women and men. Quite
plainly, there is a widening divide
between the life sciences, on the one
hand, and math-physical science-
engineering, on the other, in terms of
their attractiveness to women.
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Using detailed data on biotech-
nology in Japan, Darby and Zucker
report that identifiable collaborations
between particular university star sci-
entists and firms have a large positive
impact on firms’ research productiv-
ity, increasing the average firm’s
biotech patents by 34 percent and
products on the market by 8 percent
from 1989 to 1990. However, there is
little evidence of geographically
localized knowledge spillovers. In
Japan, the legal and institutional con-
text implies that firm scientists work
in the stars’ university laboratories. In
America, in contrast, the stars are
more likely to work in the firms’ labs.
As a result, star collaborations in
Japan are less localized around the
research universities, and there is less
impact on local economic develop-
ment in university areas. Stars’ scien-
tific productivity increases less during
collaborations with firms in Japan
than in the United States.

Branstetter points out important
shortcomings in previous attempts to

estimate the effects of intranational
and international knowledge spill-
overs. Then, he provides new esti-
mates of the relative impact of intra-
national and international knowledge
spillovers on innovation and produc-
tivity at the firm level, using previ-

ously unexploited panel data from -

the United States and Japan that pro-
vide a rich description of the firms’
technological activities and allow for
potentially much more accurate mea-
surement of spillover effects. The
estimates indicate that knowledge
spillovers are primarily intranational
in scope.

Bordo, Ito, and Iwaisako com-
pare the recession of the 1990s in
Japan with the Great Depression of
the United States in the 1930s. Both
episodes included a period of asset
price inflation and deflation that pre-
ceded a recession with a banking cri-
sis. In both the slow growth period
with asset price deflation of Japan in
1991-6 and the onset of a banking
crisis in 1930 in the United States,

monetary authorities were dedicated
to eradicating speculation. The Great
Depression experience, beyond the
onset of the First Banking Crisis in
the fall of 1930, is unparalleled in the
Japanese case, though. Lender-of-
last-resort action by the Bank of
Japan prevented debt deflation from
occurring in Japan in the 1990s, but
resolution of the problem of bad
loans has yet to take place. The au-
thors estimate several VAR systems to
isolate the determinants of industrial
production in both crises. In the U.S.
case, they find, both monetary and
credit explanations are important. In
the Japanese case, credit variables
predominate.

Firms differ in the extent to which
they pass through changes in ex-
change rates into the prices they
charge in foreign markets. They also
differ in their exposure to exchange
rates—that is, in the responsiveness
of their profits to changes in ex-
change rates. Yet, pricing behavior
should be governed by many of the
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same firm and industry characteristics
that determine the exposure of a
firm’s profits to exchange rates.
Bodnar, Dumas, and Marston con-
sider an imperfectly competitive
environment in which foreign firms
compete with local firms. Using both
a quantity-based competition model
and a price-based competition
model, they derive the optimal pass-
through decisions and from these
determine the exchange rate expo-
sure that would result. They use
Japanese export industry data, and
then compare pass-through and
exposure estimates across industries.

Hoshi, McMillan, and Schaede
study the roles of product market
competition and financial arrange-
ments in determining corporate per-
formance. Using data from large

Japanese manufacturing firms, they
focus on the interaction between
product market discipline and finan-
cial management discipline, asking
whether they are complements (in
the sense that one is more effective
when the other is present) or substi-
tutes (in the sense that one is less
effective when the other is present).
They find that high market concen-
tration tends to improve corporate
performance by increasing the monop-
oly rent. Main-bank dependence also
increases corporate performance, and
complements market competition.
High leverage also improves corpo-
rate performance, but it substitutes
for market competition. Concentrated
shareholding in Japan hurts corpo-
rate performance, but its interaction
with market competition is not clear.

In recent years, land prices and
business fixed investment in Japan
have boomed and collapsed. Similar
episodes have occurred in earlier
periods. Kiyotaki and West develop
a simple model that includes land in
the production function and show
that increases in land prices may
cause an increase in investment if the
elasticity of substitution between land
and capital is greater than one. They
then estimate an aggregate invest-
ment function and confirm that
increases in land prices lead to in-
creases in business investment. In the
end, however, movements in land
prices explain relatively little of the
movement in the business fixed
investment.

Households in many poor agrarian
economies derive their income from
agriculture which depends on rain.
This raises the possibility that house-
holds accumulate information about
future cash inflows (that is, harvests)

from rainfall patterns early on in the
crop cycle. Using detailed data from
three villages in India, Chaudhuri
explores whether households use
this information in the ways sug-
gested by modern consumption the-

ories. He finds fairly strong support
for the joint hypothesis of precau-
tionary saving and forward-looking
behavior in the presence of borrow-
ing constraints.

Blanchard considers the evolu-
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tion of OECD countries over the last
30 years. Motivated by the very dif-
ferent shares of unemployment and
capital in Continental Europe versus
Anglo-Saxon countries, he offers a
broad interpretation of events: Con-
tinental Europe was affected by strong
adverse labor supply shifts in the
1970s and by strong adverse labor
demand shifts in the 1980s. The ear-
lier supply shifts largely reflected the
failure of wages to react to the slow-
down in productivity and the in-
crease in oil prices. The more recent
labor demand shifts are attributable
to a combination of change in the
distribution of rents from workers to
firms, and technological progress
biased against labor. Together with
the implied dynamics of employment
and capital accumulation, these labor
supply and demand shifts can ex-
plain the increase and persistence in
unemployment, as well as the increase
in capital shares, that have character-
ized most Continental European
countries. These shifts have been
largely absent in Anglo-Saxon coun-
tries; as a result, unemployment has
been lower, and capital shares have
not increased.

The notion of skilled-biased tech-
nological change is often held
responsible for the recent behavior of
the U.S. skill premium (or the ratio of

the wages of skilled to unskilled
labor). Krusell, Ohanian, Rios-
Rull, and Violante evaluate the frac-
tion of the skill premium’s variation
that is caused by changes in observ-
able variables. In their model, the
key feature of aggregate technology
is capital-skill complementarity: the
elasticity of substitution is higher
between capital equipment and
unskilled labor than between capital
equipment and skilled labor. With
this feature, changes in observable
variables can account for nearly all
the variation in the skill premium
over the last 30 years. This suggests
that increased wage inequality results
from economic growth driven by
new, efficient technologies embodied
in capital equipment.

Standard estimates of the propen-
sity to substitute leisure for work rely
on life cycle data and implicitly as-
sume that only wages vary systemat-
ically over the life cycle. Rogerson,
Rupert, and Wright argue that non-
market opportunities also vary Sys-
tematically over the life cycle with
changes in factors such as childbear-
ing and home ownership. If these
opportunities are correlated with

market wages, then previous esti-

mates might be biased downward.
The authors formulate a life cycle
model with household production

and estimate it using data from the
Time Use Survey. They find that the
model can account for as much as
three quarters of the variability of
hours in the actual data.

Corsetti and Pesenti analyze the
international transmission of mone-
tary and fiscal policies. In contrast
with the traditional literature, their
findings emphasize the positive €x-
ternalities of foreign monetary expan-
sions and foreign fiscal contractions
on domestic welfare, while highlight-
ing the ambiguous effects of domes-
tic policy shocks on welfare.

Aghion, Banerjee, and Piketty
show that capital market imperfec-
tions, together with unequal access
to investment opportunities among
individuals, can generate macroeco-
nomic volatility, that is permanent
fluctuations in aggregate gross do-
mestic product, investment, and inter-
est rates. The model they present
also offers a transparent rationale for
countercyclical fiscal policies: since
slumps are periods in which some
idle savings are not being used effi-
ciently because of the limited debt
capacity of potential investors, one
way to foster recovery would be to
issue public debt during recessions in
order to absorb those idle savings
and finance investment subsidies or
tax cuts for investors.
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Cutler examines how Medicare’s
reductions in hospital payments
affect hospital operations. The author
looks at two episodes of payment
reductions—the late 1980s and the
early 1990s and finds a large differ-
ence in the impact of payment reduc-
tions in these two time periods. In
the 1980s, reduced Medicare pay-
ments were offset dollar for dollar by
increased prices to private insurers.
In the 1990s, however, payment
reductions result in lower hospital
profits, which must ultimately reduce
hospital costs. Hospitals have re-
sponded to the payment reductions
by reducing the number of beds and
nurses, and sometimes by closing
entirely, but not by reduced acquisi-
tion of high tech equipment.

Philipson and Lakdawalla argue
that previous analysis of nonprofit
organizations, such as health care
and education, has not separated
profit-deviating preferences from the
state-defined regulatory status of

nonprofit production. They argue
that this separation is crucial for pro-
viding predictions about the underly-
ing forces that allow the coexistence
of nonprofit and for-profit production
in an industry as well as for predict-
ing such fundamental matters as the
share of nonprofit activity. By sepa-
rating choice of nonprofit status from
profit-deviating preferences, the
authors predict the forces that deter-
mine the share of nonprofit produc-
tion in an industry. The authors argue
that this share falls with the share of
the demand that is publicly subsi-
dized, rises with the total number of
firms in the industry, and rises with
growth in the pace or extent of cost-
reductions resulting from learning-
by-doing. These predictions stem
from a basic aspect of regulatory
nonprofit choice that links the degree
of competition in a market with the
share of nonprofits: the availability of
economic profits under for-profit sta-
tus raises the cost of choosing non-

profit status when such a status is
associated with a distribution con-
straint. Empirical evidence using
panel data on U.S. states in the long
term care industry from 1989 to 1994
suggests these predictions hold for
this industry.

Advances in medical technology
have been identified as major drivers
of increases in health care costs over
the past several years, but increases
in managed care may alter the incen-
tives associated with the acquisition
of new technologies and with their
use. Baker discusses mechanisms by
which managed care might influence
the adoption of new technologies
and empirically examines the relation
between health maintenance organi-
zation (HMO) market share and the
diffusion and use of magnetic reso-
nance imaging (MRD) equipment. The
author finds that increases in HMO
activity have slowed the diffusion of
MRI and reduced the number of MRI
procedures performed. These results
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suggest that technology adoption in
health care does respond to managed
care activity, which might have impli-
cations for future health care costs.
More broadly, these results imply that
it is important to consider the effects
of managed care on the structure and
functioning of the entire health care
market, not just on patients who
enroll in HMOs.

There is considerable evidence
that patients who are treated by high-
volume physicians and hospitals
have better health outcomes than pa-
tients treated by low volume physi-
cians and hospitals. Thus, provider
volume can serve as an indirect mea-
sure of the quality of health care.
Feldman and Scharfstein compare
the quality of managed care and
more traditional fee-for-service health
insurance by comparing the average
provider volume of cancer patients
covered by these two types of plans.
The authors find that managed care
patients tend to be treated by lower
volume providers and that the mag-
nitude of the differences vary by the
particular cancer and managed care
plan.

Kessler and McClellan provide
evidence of the impact of competi-
tion on patient welfare by examining
the links among hospital choices,
hospital market structure, medical
treatment decisions, health care costs,
and health care outcomes. They study
the consequences of hospital compe-
tition for heart attack care for all non-
rural elderly Medicare beneficiaries
from 1985 to 1994. Before 1991, com-
petition led to higher costs and lower
rates of adverse health outcomes; but
after 1990, competition led both to
substantially lower costs and sub-
stantially lower rates of adverse out-
comes. The authors also investigate
the sensitivity of the basic result to
controls for other factors that may
affect hospital market structure, such
as the utilization of hospital bed
capacity. Not only do decreases in
market concentration lead to increases
in social welfare post-1990, even

when capacity utilization is con-
trolled, but also capacity utilization is
itself an important determinant of
health care costs and outcomes.
Stern and Trajtenberg study how
physician authority affects pharma-
ceutical prescribing. Physicians en-
gage in a costly process of “matching”
patients to the drug that most suits
their particular conditions and char-
acteristics. The relative efficiency of
this matching process results from
the diagnostic skill of the physician
along with the investments made by
the doctor in learning about different
drugs. The authors find substantial
variation in the degree to which
physician prescribing is concentrated
(that is, that some physicians pre-
scribe a more diverse portfolio of
drugs than others). Second, this con-
centration is correlated with observ-
able drug characteristics. In particu-

- lar, concentrated prescribers tend to

prescribe drugs with high levels of
advertising, low prices, and high
(lagged) market shares. Physicians
who are able to more finely partition
the differences among their patients
are both more likely to have less con-
centrated prescribing portfolios and

to be less sensitive to information: -

that promotes the use of a drug for
an “average” patient.

Kalnins and Lafontaine focus on
the fact that under “aggressive” strate-
gic motives, franchisors should not
allocate to the same franchisees the
right to own outlets in contiguous
markets. But if franchisors use fran-
chising to make themselves less
aggressive toward rivals, or to pro-
vide incentives for effort and to
reduce free riding, they might want
to allow franchisees to own units that
share market boundaries. The au-
thors use information on the loca-
tional patterns of units in the six
largest fast food chains in Texas to
show that contiguity has a positive
effect on the probability that a par-
ticular franchisee is allowed to own a
new unit. This evidence suggests that
franchising is not an entry deterrence

or output increasing strategic device.
The data also suggest that the alloca-
tion of units is not determined by the
franchisee’s desire to diversify away
risk through his or her portfolio of
franchises. Instead, the potential for
increased upstream cooperation, the
minimization of monitoring or free-
riding costs, and the franchisor’s
reliance on the franchisee’s local
market expertise apparently deter-
mine the allocation of units across
franchisees.

Chevalier and Ellison examine
the labor market for mutual fund man-
agers’ and managers’ responses to
the implicit incentives created by
their career concerns. The authors
find that managerial turnover is sen-
sitive to a fund’s recent performance.
Consistent with the hypothesis that
fund companies are learning about
managers’ abilities, managerial turn-
over is more performance-sensitive
for younger fund managers. Inter-
preting the separation-performance
relationship as an incentive scheme,
several of the results suggest that a
desire to avoid separation may in-
duce managers at different stages of
their careers to behave differently.
Younger fund managers appear to be
given less discretion in the manage-
ment of their funds; that is, they are
more likely to lose their jobs if their
fund’s beta or unsystematic risk level
deviates from the mean for their
fund’s objective group. The authors
also show that the shape of the job
separation-performance relationship
may provide an incentive for young
mutual fund managers to be risk
averse in selecting their funds’ port-
folio. Younger fund managers take
on lower unsystematic risk and devi-
ate less from typical behavior than
their older counterparts, Finally, addi-
tional results on the flow of invest-
ments into mutual funds suggest that
rather than just being the result of a
screening process, firing decisions
also might be influenced by a desire
to stimulate inflows of investment
into the fund.
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At the turn of 20th century, a vari-
ety of racially discriminatory laws
and norms affecting the behavior of
blacks existed in the U.S. South.
Alston and Kauffman provide an
indirect test of how the southern
institutions of discrimination affected
market prices. They start from the
observation that in 1920 in the U.S.
South, black cash renters paid more
per acre than did white cash renters
within the same county. The expla-
nation for the cash rent differences is
not discrimination in the classic sense
but rather a reflection of the absence
of civil rights for blacks. In the pres-
ence of discriminatory laws and prac-
tices, black renters were willing to
pay “paternalism premiums” for pro-
tection from potential abuses.

The severity of the Great Depres-
sion in the United States varied by
region, especially when measured in
terms of employment fluctuations.
Most notably, compared with the rest
of the country, the south Atlantic
states experienced a milder contrac-
tion, while the mountain states suf-
fered more severely. The effect of the
contraction was more uniform across
other regions of the country. Rosen-
bloom and Sundstrom use data
from the biennial Census of Manufac-
tures on 20 individual manufacturing
industries disaggregated by state to
analyze the relative contributions of
industry mix and location to regional

variations in economic performance
from 1919 to 1937. The authors find
that industrial composition had a
significant effect on regional em-
ployment growth, with regions that
concentrated in the production of
durable goods or inputs to the con-
struction sector tending to fare worse
than others.

Focusing on New York City banks
in the 1920s and 1930s, Calomiris
and Wilson examine how banks
manage risk during normal times,
and in response to severe shocks.
The authors find that during the
1920s profitable lending opportuni-
ties and low costs of raising capital
prompted banks to accumulate capi-
tal and increase their asset risk, while
still maintaining low default risk on
deposits. In response to loan losses
in the early 1930s and high costs of
raising new capital, banks cut divi-
dends but avoided new offerings of
stock and thus allowed capital to
remain low. To reduce deposit risk,
banks substituted riskless assets for
loans. Cross-sectional differences in
the cost of issuing new equity ex-
plain differences in banks’ choices of
asset risk and capital ratios.

Costa investigates how the distrib-
ution of daily hours worked among
prime-aged men has changed since
the 1890s. She finds that although
hours of work have fallen for all
workers, the decline was dispropor-

tionately large among the lowest paid
workers. In the past, hours worked
were very unevenly distributed, with
the lowest paid workers working the
longest day. Today the highest paid
workers work the longest day. Much
of the change in the relative length
of the work day can be explained by
changes in the number of daily hours
that workers are willing to supply.
The unequal distribution of work
hours in the past equalized income;
in recent times, the unequal distribu-
tion of hours worked magnifies in-
come disparities, suggesting that
wage or wealth data may underesti-
mate long-run improvements in the
welfare of the lowest paid workers.

Steckel presents and analyzes
wealth data from a widely available
but neglected source—Census man-
uscript schedules of household heads
matched with real and personal
property tax lists. Records on approx-
imately 20,000 households in Massa-
chusetts and Ohio provide new evi-
dence for periods heretofore lacking
information, including the important
early industrial era of the antebellum
period and the Gilded Age of the late
19th and early 20th centuries. The
author considers regional and tem-
poral patterns of inequality as mea-
sured by GINI coefficients and the
shares of wealth held by various
groups.
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Bureau Books

The Defining Moment:
The Great Depression
and the American
Economy in the
Twentieth Century

The Defining Moment: The Great
Depression and the American
Economy in the Twentieth Century,
edited by Michael D. Bordo, Claudia
Goldin, and Eugene N. White, is now
available from The University of
Chicago Press for $60.00.

This volume explores a question
that is of continuing interest to econ-
omists and economic historians: “To
what extent was the Great Depres-

sion a ‘defining moment’ in the his-
tory of American economy?” Was it
the Great Depression itself that trig-
gered fundamental changes in social
programs, the relationship between
the economy and government, and
labor relations, or did it simply accel-
erate changes that were already un-
der way?

The result is a fascinating manu-
script that will be of interest not only
to economists but also to American
historians and policymakers. The
chapters are organized into four sec-
tions: macroeconomic policy; ex-
panding government programs and
regulation; expanding social pro-
grams; and international programs
and relations. Among the topics
examined are monetary policy, de-
posit insurance, federal government
regulation of agriculture, unemploy-
ment compensation, Social Security,
U.S. trade policy, and international
capital mobility.

Goldin is Director of the NBER’s
Program on the Development of the
American Economy and a professor
of economics at Harvard University.
Bordo and White are Research Asso-
ciates in the DAE Program and pro-
fessors of economics at Rutgers. Bordo
is also a Research Associate in the
NBER’s Program on Monetary Econom-
ics, and Goldin is also a Research
Associate in the NBER’s Program on
Labor Studies.

Essays in the
Economics of
Property-Casualty
Insurance

Essays in the Economics of Property-
Casualty Insurance, edited by David
F. Bradford, is available from The
University of Chicago Press for
$37.00. This volume, which includes
papers presented at an NBER confer-
ence on the subject, discusses new
research and findings on several key
aspects of the property-casualty
insurance industry, including the ori-
gins and effects of rate regulation in
the automobile insurance industry;
how the organizational form of an
insurance company affects its re-
sponses to different situations; how
external financing affects insurance
cycles; who insures the insurers; and
how tax law changes in the 1980s
affected insurance-industry prices. It
should be of interest not only to aca-
demic economists, but also to gov-
ernment policymakers and insurance
industry representatives.

Bradford is a Research Associate in
the NBER’s Program in Public Eco-
nomics and a professor of economics
at Princeton University.
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