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‘Since my last program report (NBER Reporter, Spring

1987), the focus of attention in international economics.

has remained on competitiveness and protection; mac-
roeconomic policy coordination; debt and stabilization
in developing countries; and international financial
markets. There also has been a resurgence of interest
in growth and its interaction with trade, and the emer-
gence of the single European market of 1992 has pro-
vided a new set of questions for researchers.

This report will discuss the program’s research in six
main areas: trade and competitiveness; strategic be-
havior and trade; international macroeconomics; in-
ternational finance; developing country debt; and sta-
bilization programs in developing countries. The re-
port ends with a discussion of the NBER project on
international taxation and the series of international
seminars sponsored jointly by the NBER and other
organizations.

Trade and Competitiveness

Analyses of U.S. trade and competitiveness, and of
adjustment of U.S. trade to changes in the pattern of
world trade and competitive pressure from abroad,
have long been a central part of our research. Current
work includes studies of growth and trade with differ-
entiated products; hysteresis in trade fluctuations; the
role of multinational corporations in trade; growth of
trade in services; trade and fluctuations in stock prices;
competitiveness and differences in the cost of capital;
and the effects of trade policy.

Gene M. Grossman and Elhanan Helpman have been
studying the effect of the international economic envi-
ronment, including trade policy, on innovation and

growth.? One of their results is that trade can make avail-
able awiderrange of inputs and technologies, and thus
can increase the growth rate. Nancy P. Marion also has
developed a model in which the growth rate is endoge-
nous, with learning by doing. In her model, open capital
markets do not necessarily increase the growth rates;
the nation’s knowledge-based growth rate actually
could fall.?

1G. M. Grossman and E. Helpman, “Product Development and Inter-
national Trade,” NBER Working Paper No. 2540, March 1988, and
“Growth and Welfare in a Small Open Economy,” NBER Working
Paper No. 2970, May 1989.

2M. Kohn and N. P. Marion, “The Implications of Knowledge-Based
Growth for the Optimality of Open Capital Markets," NBER Working
Paper No. 2487, January 1988.
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In a related area, Richard E. Baldwin, one of the pio-
neers in the analysis of hysteresis in U'S. trade, hag
been working with Richard Lyons.® With hysteresis,
foreign firms enter the U.S. market as the dollar appre-
ciates but do not exit when the dollar comes back down
to the level at which they entered. The exit price is lower
than the entry price. This is one explanation of why
U.S. imports remained high as the dollar depreciated
after 1987.

Robert E. Lipsey, Rachel McCulloch, Irving B. Kray-
is, and Magnus Blomstrom have continued their work
on multinational corporations and international in-
vestment. Kravis and Lipsey also are studying the de-
terminants of price level differences across countries.
Kravis and Lipsey have found that exports of manufac-
tured goods by U'S. multinationals have retained their
share of world exports in the 1980s, while the share of
the United States in world exports has declined.* Blom-
strom finds that multinationals increase competitionin
the host country.> McCulloch is now studying the effects
of inward foreign investment in the United States.6

Albert Ando, Jorge Braga de Macedo, and | are study-
ing international comparisons of the cost of capital.
In a comparative study of saving and investmentinthe
United States and Japan, Ando has estimated their
relative costs of capital.” In ajointresearch projectwith
J. David Richardson, de Macedo and | are estimating
real effective exchange rates, inclusive of relative costs
of capital. Our study of the effects of exchange rate
changes across countries will follow the lines of my re-
cent work with James H. Love.? Related research on the
effects of changes in exchange rates or trade policies
on relative stock prices of sectors producing traded
goods has been done by Grossman and James A. Lev-

3Richard E. Baldwin, “Some Empirical Evidence on Hysteresis in
Aggregate U.S. Import Prices,” NBER Working Paper No. 2483, Jan-
uary 1988; and Richard E. Baldwin and R. Lyons, “Exchange Rate
Hysteresis: The Real Effects of Large versus Small Policy Misalign-
ments,” NBER Working Paper No. 2828, January 1989.

4l. B. Kravis and R. E. Lipsey, “Technological Characteristics of In-
dustry and the Competitiveness of the United States and Its Multi-
nationals,” NBER Working Paper No. 2933, April 1989.

SM. Blomstrom, “Efficiency Differences between Foreign and Do-
mestic Firms in Mexico,” World Development (November 1988).

8R. McCulloch, “Japanese Investment in the United States,” in The
Internationalization of U.S. Markets, D. Audretsch and M. Claudon,
eds. New York: New York University Press, forthcoming.

’A. Ando and A. J. Auerbach, “The Corporate Cost of Capitalin Japan
and the United States: A Comparison,” NBER Reprint No. 1213, June
1989; in Journal of Japanese and International Economics (7988),
pp. 134-158; and in Government Policy Towards Industry in the United
States and Japan, J. B. Shoven, ed. New York: Cambridge University
Press, pp. 21-49.

sW. H. Branson and J. H. Love, “The Real Exchange Rate, Employ-
ment, and Output in Manufacturing in the United States and Japan,
NBER Working Paper No. 2491, January 1988.
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insohn, and by James A. Brander. These studies find
that stock prices do react to trade news.®

Barry J. Eichengreen and Lawrence H. Goulder have
developed a dynamic computable general equilibrium
(CGE) model to study the changing international com-
petitive position of the U.S. economy. They have used
it to study the effects of changes in domestic taxation
designed to promote saving and investment on export-
producing sectors, and to compare the effects of tar-
iffs versus voluntary export restrictions (VERs). With
a high degree of international capital mobility, subsi-
dizing saving helps exports in the short run, but notin
the long run. The opposite is true for subsidizing in-
vestment. Also, VERs do more damage to the economy
than tariffs do. In April 1988, Robert C. Feenstra orga-
nized a conference on “Trade Policies for International
Competitiveness” (summarized in the NBER Reporter,

‘Summer 1988).7°

Robert E. Baldwin continues to head the project on
American trade relations; he and Richardson edited a
Conference Report, Issues in the Uruguay Round, in
1988.

Strategic Behavior and Trade

The analysis of trade and the consequences of trade
policy in a world of imperfect competition and strate-
gic behavior between and among governments and ac-
tors in the private sector has been a major research
area in the program since 1983. More recently, Paul R.
Krugman, and Alasdair Smith of the Center for Eco-
nomic Policy Research (CEPR) in London have been
leading a group of researchers who are conducting
empirical case studies of strategic behavior and trade
at the industry level. A report on their October confer-
ence will appear in the Winter 1989/90 issue of the NBER
Reporter. Several NBER researchers made important
early contributions in this area. Helpman and Krugman
have written a concise exposition of this topic, with ex-
tensive references.

In addition, Barbara J. Spencer has been workingon
the trade policy implications of domestic dependence
on imports for the supply of a key intermediate input,
examining incentives for the exporting firm and the

8G. M. Grossman and J. A. Levinsohn, “Import Competition and the
Stock Market Return to Capital,” NBER Working Paper No. 2421,
October 1987; and J. A. Brander, “Election Polls, Free Trade, and the
Stock Market: Evidence from the 1988 Canadian General Election,”
NBER Working Paper No. 3073, August 1989.

8. J. Eichengreen and L. H. Goulder, “Savings Promotion, Invest-
ment Promotion, and International Competitiveness,” NBER Work-
ing Paper No. 2635, June 1988, and in Trade Policies for Internation-
al Competitiveness, R. C. Feenstra, ed. Chicago: University of Chicago
Press, 1989; and “Trade Liberalization in General Equilibrium: Inter-
temporal and Interindustry Effects,” NBER Working Paper No. 2965,
May 1989.

"E. Helpman and P. R. Krugman, Trade Policy and Market Struc-
ture. Cambridge, MA: MIT Press, 1989.

government to restrict exports of the input.'2Carl Sha-
piro has been working on the related problem of the
costs of switching between sources of supply, and
horizontal mergers.'®

Feenstra, Kala Krishna, Robert W. Staiger, andRRich-
ard H. Clarida also continue to work in this area. Feen-
stra and Krishna have analyzed the consequence of
auctioning import quota rights. Feenstra argues that
giving any quota rents to foreign suppliers will remove
an incentive for domestic producers to appeal for pro-
tection. Krishna argues that foreign producers will appro-
priate thequotarent by their price reactions, anyway.

Staiger is working on the determinants of the equilib-
rium level of protection in a framework that recognizes
that trade volumes fluctuate, so that all parties are tempt-
ed to protect when import volumes surge. He interprets
the General Agreement on Tariffs and Trade (GATT)
as a forum for countries to coordinate their policies to
achieve the most cooperative self-enforcing equilibrium
low levels of protection.'s Clarida has been working on
the interaction between learning by doing and trade
policy.

On the empirical side, Richard C. Marston and| have

-studied the responses of price and output by Japa-

nese manufacturing firms when the real exchange rate
changes. We present evidence that Japanese firms
“price to market,” varying their export prices in yen
relative to their domestic prices and absorbing the
exchange rate fluctuations in profit margins. This may
be one reason why US. import prices respond slowly
to exchange rate changes.'¢

Several researchers have examined the politicalecon-
omy of trade policy. Research Associate Marie C.Thurs-
by has been working on rules versus discretionintrade
policy when governments have private information
about political pressure at home. If the government
needs to establish its reputation as a trade policymaker,

128, J. Spencer and R. W. Jones, “Vertical Foreclosures and Interna-
tional Trade Policy,” NBER Working Paper No. 2920, April 1989, and
“Trade and Protection in Vertically Related Markets,” NBER Work-
ing Paper No. 3023, June 1989.

C. Shapiro, “Dynamic Competition with Switching Costs,” Rand
Journal of Economics (Spring 1988).

“K. Krishna, “The Case of the Vanishing Revenues: Auction Quotas
with Oligopoly,” NBER Working Paper No. 2723, September 1988,
and “The Case of the Vanishing Revenues: Auction Quotas with Mo-
nopoly,” NBER Working Paper No. 2840, February 1989; and R. C.
Feenstra, “Auctioning U.S. Import Quotas, Foreign Response, and
Alternative Policies,” NBER Working Paper No. 2839, February 1989.

5K. Bagwell and R. W. Staiger, “A Theory of Managed Trade,” NBER
Working Paper No. 2756, November 1988.

6W. H. Branson and R. C. Marston, “Price and Output Adjustment in
Japanese Manufacturing,” NBER Working Paper No. 2878, March
1989; and R. C. Marston, “Pricing to Market in Japanese Manufactur-
ing,” NBER Working Paper No. 2905, March 1989.




then discretion may dominate rules. Anne O. Krueger
has found that the biases inherent in political decision-
making imply that government intervention is likely to
be more pervasive in import-competing industries than
in exportables.?”

Robert Baldwin has collected papers on the political
economy of trade policy.® Richardson has surveyed
the research on the effects of trade policy with imper-
fect competition.’ These, plus the Helpman-Krugman
book, provide a good summary of the program’s work
on strategic behavior and trade.

International Macroeconomics

Within international macroeconomics, the most ac-
tive research areas have been analyses of aspects of
fiscal policy and public debt, and international cooper-
ation with some emphasis on the European Monetary
System. In the fiscal area, Jacob A. Frenkel—on leave
as Economic Counsellor and Director of Research at
the International Monetary Fund (IMF)—and Assaf
Razin have completed a major project on the role of
fiscal policies in the world economy. (The project pro-
duced several working papers and a book.) They show
-how the composition of spending, taxing, and borrow-
ing will have differential effects between countries and
over time.2° ,

Willem H. Buiter also has studied the conditions
under which the choice between tax and debt financ-
ing of spending matters.?* John F. Helliwell and Vitto-
rio U. Grilli, among others, study the effects of fiscal
policies on exchange rates and international imbalan-
ces.?2 Nouriel Roubini has studied the determinants of
the level of spending and deficits, and rejects the tax-
smoothing model in favor of political determinants.2?

7R, Jensen and M. C. Thursby, “Tariffs with Private Information and
Reputation,” NBER Working Paper No. 2959, May 1989; and A. O.
Krueger, “Asymmetries in Policy between Exportables and Import-
Competing Goods,” NBER Working Paper No. 2904, March 1989.

8Robert E. Baldwin, ed., Trade Policy issues and Empirical Analysis.
Chicago: University of Chicago Press, 1988.

8J. D. Richardson, “Empirical Research on Trade Liberalization
with Imperfect Competition: A Survey,” NBER Working Paper No.
2883, March 1989, and in OECD Economic Studies 12(Spring 1989),
pp. 7-50.

20/ A. Frenkel and A. Razin, Fiscal Policies and the World Economy.
Cambridge, MA: MIT Press, 1987.

2'W. H. Buiter, “Debt Neutrality, Professor Vickrey, and Henry George’s
‘Single Tax,”” NBER Reprint No. 1211, June 1989.

22,/ F. Helliwell, “The Effects of Fiscal Policy on International Imbal-
ances: Japan and the United States,” NBER Working Paper No. 2660,
July 1988; and V. U. Grilli, “Fiscal Policies and the Dollar/Pound Ex-
change Rate, 1870-1984,” NBER Working Paper No. 2482, January
1988.

2N, Roubini and J. D. Sachs, “Government Spending and Budget
Deficits in the Industrial Economies,” NBER Working Paper No. 2919,
April 1989.

Francesco Giavazzi finds thata longer average maturi-
ty of the public debt contributes to the sustainability of
fixed exchange rates with free capital mobility.*

Koichi Hamada wrote on international coordination
in the 1970s and has continued his work on the topic.
Paul R. Masson was one of the builders of the IMF’s
Multimod, a world simulation model that is used to
make projections for the IMF’s semiannual World Eco-
nomic Outlook. He has continued his simulation studies
of coordination using the model, along with Jacob A.
Frenkel and other IMF colleagues.? Jeffrey A. Frankel
has focused on the obstacles to international macro-
economic policy coordination, including disagreement
among policymakers on the true model ofthe economy,
the current state of the economy, and policy objectives.
A recent Frankel paper analyzes the case for interna-
tional targeting of nominal GNP.2

Frenkel has written several papers on aspects of
cooperation. In the fall of 1988, Frenkel, Morris Gold-
stein, and | organized a conference on-“International
Policy Coordination and Exchange Rate Fluctuations.”
Earlier, in the spring of 1987, Martin Feldstein organized
a conference on “International Economic Cooper-
ation.”?” One general conclusion from the papers in
these two conference volumes, and from the entire line
of research in the area, seems to be that the gains from
macroeconomic policy coordination, narrowly defined,
are likely to be small, but the gains from cooperation,
more broadly defined, may be significant.

‘Susan M. Collins, currently on leave at the Council of
Economic Advisers, studied the effects of the forma-
tion of the European Monetary System (EMS) oninfla-
tion in Europe. She questioned the widely held view
that the EMS contributed significantly to the reduction
of inflation.?® Alessandra Casella is studying the op-
timal design of a European central bank and the con-
straints that acommon European currency would place
on national fiscal policies.?® Francesco Giavazzi and
Alberto Giovannini have written a book onthe operation
and effects of the EMS.3°

#F @Giavazzi and M. Pagano, “Confidence Crises and Public Debt
Management,” NBER Working Paper No. 2926, April 1989.

5 A. Frenkel, M. Goldstein, and P. R. Masson, “International Coor-
dination of Economic Policies: Scope, Methods, and Effects,” NBER
Working Paper No. 2670, July 1988.

26J. A. Frankel, “A Modest Proposal for International Nominal Tar-
geting (INT),” NBER Working Paper No. 2849, February 1989.

27M. Feldstein, ed., International Economic Cooperation. Chicago:

University of Chicago Press, 1988.

285, M. Collins, “Inflation and the EMS,” NBER Working Paper No.
2599, May 1988.

BA. Casella and J. Feinstein, “Management of a Common Curren-
cy,” NBER Working Paper No. 2740, October 1988.

0F, Giavazzi and A. Giovannini, Limited Exchange Rate Flexibility.
Cambridge, MA: MIT Press, 1989.




Other lines of research in international macroeco-
nomics do not fit into the fiscal and cooperation themes.
Robert P. Flood and Marion continue theirwork on two-
tier exchange markets, finding empirically that domes-
tic policy variables have little influence on the spread
between the two rates. Carol Osler shows how real dis-
turbances are transmitted internationally and inter-
temporally via the terms of trade. Alan C. Stockman
studies the effect of the choice of a nominal exchange
rate regime on real exchange rate variability.3

International Finance

Robert J. Hodrick, Lars E. O. Svensson, Takatoshi
Ito, and Karen K. Lewis have continued the program’s
work in international asset pricing and exchange rate
determination. Hodrick examines how changes in-the
degree of uncertainty about the economic environ-
ment or policy affect not only the variance of asset prices
but also their levels. Svensson has shown how uncer-
tainty about monetary policy affects asset substituta-
bility and has studied optimal portfolio allocation when
some assets are traded internationally. Ito has esti-
mated the impact of news on exchange markets as trad-
ing opens and closes around the world daily. He also
has analyzed the role of news versus noise in dollar/yen
trading. Lewis has evaluated the behavior of exchange
rates and asset prices when the process driving their
funadmental determinants changes.3?

Frankel, Charles M. Engel, Kenneth A. Froot, and
Grilli have considered market efficiency and excess vol-
atility in exchange rates. Their work suggests that ex-
change rates overreact to news; that is, that the market
is excessively volatile.®3 Linda Goldberg is working on
the effects of exchange rate volatility on investment in
the United States. She finds that in the 1980s, increased

*'R. P. Flood and N. P. Marion, “Risk Neutrality and the Two-Tier
Foreign Exchange Market: Evidence from Belgium," NBER Working
Paper No. 3015, June 1989; C. Osler, “Terms of Trade and the Trans-
mission of Output Shocks in a Rational Expectations Model,” NBER
Working Paper No. 2681, August 1988; and A. C. Stockman, “Real
Exchange Rate Variability under Pegged and Floating Nominal Ex-
change Rate Systems: An Equilibrium Theory,” NBER Working Paper
No. 2565, April 1988.

2R. J. Hodrick, “Risk Uncertainty and Exchange Rates,” NBER Work-
ing Paper No. 2429, November 1987; L. E. O. Svensson, “Portfolio
Choice and Asset Pricing with Nontraded Assets,” NBER Working
Paper No. 2774, November 1988; T. Ito and V. V. Roley, “Intraday
Yen/Dollar Exchange Rate Movements: News or Noise?” NBER Work-
ing Paper No. 2703, September 1988; and K. K. Lewis, “On Occasional
Monetary Policy Coordinations That Fix the Exchange Rate,” Journal
of international Economics 26, 1/2 (1989), pp. 139-156.

BK. A. Froot, “Tests of Excess Forecast Volatility in the Foreign Ex-
change and Stock Markets,” NBER Working Paper No. 2362, August
1987; C. M. Engel, J. A. Frankel, K. A. Froot, and A. Rodriguez, “Con-
ditional Mean-Variance Efficiency of the U.S. Stock Market,” NBER
Working Paper No.2890, March 1989; and V. U. Grilli, “Financial Inte-
gration, Liquidity, and Exchange Rates,” NBER Working Paper No.
3088, August 1989.

exchange rate volatility reduced investment.34 Richard
M. Levich has studied innovation in financial markets,
the pressure for harmonization in European financial
markets from the 1992 unification provisions, and hedg-
ing techniques in the Euromarkets.3

A number of NBER researchers have been working
on problems of trigger pricing, exchange rate bands,
and hysteresis, mentioned eralier with respect to trade.
These problems generally involve “smooth pasting”
conditions, in which asset prices approach limits smooth-
ly. One example is the behavior of exchange rates within
a target zone, analyzed in an early contribution by Krug-
man.® These problems also involve a return for waiting,
so that options pricing models are relevant for their
analysis. Bernard Dumas analyzed the behavior of the
real exchange rate when it is costly to transfer assets
internationally.®” Krugman and Dumas have continued
to work in this area, along with Flood, Froot, and Mau-
rice Obstfeld.®

Developing-Country Debt

The debt problems of the developing countries and
their partners, the lending banks, became an impor-
tant research focus, and an international public policy
issue in the 1980s. Jeffrey D.Sachs headed a major
project on this topic that has produced four volumes
on debt issues.® This project examined the causes and
consequences of the debt crisis in Argentina, Bolivia,
Brazil, Mexico, Indonesia, Korea, the Philippines, and
Turkey. It also included studies of earlier debt crises,

L. Goldberg, “Nominal Exchange Rate Patterns: Effects on Entry,
Exit, and Investment in U.S. Industry,” forthcoming as an NBER Work-
ing Paper.

3R, M. Levich, “The Euromarkets After 1992," NBER Working Paper
No. 3003, June 1989; and A. Koh and R. M. Levich, “Synthetic Euro-
currency Interest Rate Futures Contracts: Theory and Evidence,”
NBER Working Paper No. 3055, August 1989.

%p. R. Krugman, “Trigger Strategies and Price Dynamics in Equity
and Foreign Exchange Markets,” NBER Working Paper No. 2459,
December 1987.

¥B. Dumas, “Pricing Physical Assets Internationally,” NBER Work-
ing Paper No. 2569, April 1988.

3R, P. Flood and P. M. Garber, “The Linkage between Speculative
Attack and Target Zone Models of Exchange Rates,” NBER Working
Paper No. 2918, April 1989; K. A. Froot and M. Obstfeld, “Exchange
Rate Dynamics under Stochastic Regime Shifts: A Unified Approach,”
NBER Working Paper No. 2835, February 1989; B. Dumas, “Super
Contact and Related Optimality Conditions: A Supplement to Avinash
Dixit's ‘A Simplified Exposition of Some Results Concerning Regu-
lated Brownian Movement,'" NBER Technical Working Paper No. 77,
April 1989; and P. R. Krugman, “Target Zones with Limited Reserves,”
forthcoming as an NBER Working Paper.

%J. D. Sachs, ed., Developing Country Debt and the Worid Econo-
my, 7988; Developing Country Debt and Economic Performance,
Volume 1: The International Financial System, 1988; Volume 2: Coun-
try Studies—Argentina, Bolivia, Brazil, Mexico, 1989; and Volume 3:
Country Studies—Indonesia, Korea, the Philippines, Turkey, 7989;
all published by the University of Chicago Press.




structural adjustment policies in debtor countries and
the role of the IMF, growth in industrial economies,
and domestic political factors in debt crises.

The potential for default, or the ability to force rene-
gotiations, makes the borrowing and repaying process
a strategic interaction between the banks and the bor-
rower. The interaction may be complicated by asym-
metries of information between the two sides. In aseries
of papers, Raquel Fernandez has analyzed this strategic
process and the conditions under which a country has
_ theincentive to continue payment. Jonathan Eaton has

studied conditions under which the threat by the lender
to impose sanctions is credible. Joshua Aizenman has
studied country risk and strategic investment, in which
investment in trade-dependent sectors may increase
the country’s incentives to repay.*°
The possibility of an increase in future taxes to ser-
~ vice debtcan create a disincentive to investin thedebtor
country. This creates a “debt overhang,” and the pos-
sibility that debt relief may be a positive-sum game, by
removing this disincentive. NBER researchers have
analyzed various techniques for such debt relief. Froot,
Krugman, and Helpman analyze caseés in which it may
pay a country to buy back debt or in which the banks
may gain by forgiving a fraction of debt.** Sachs has
argued that debt repurchases may benefit the debtor
country in some situations; Jeremy |. Bulow and Ken-
neth Rogoff have emphasized other situations in which
buybacks will not benefit debtors.*2 Eichengreen and
Richard Portes also have continued to study debt crises
during the 1930s and earlier.#?

Stabilization in Developing Countries

Rudiger Dornbusch and Sebastian Edwards have
studied the determinants of the outcomes of stabiliza-
tion and structural adjustment, including credibility
aspects. Dornbusch identified the stages from expan-

“R. Fernandez and R. W. Rosenthal, “Sovereign-Debt Renegotia-
tions Revisited,” NBER Working Paper No. 2981, May 1989; J. Eaton,
“Monopoly Wealth and International Debt,” NBER Reprint No. 1186,
May 1989, and in International Economic Review 30, 1 (February
1989), pp. 33-48; and J. Aizenman, “Inward versus Outward Growth
Orientation on the Presence of Country Risk,” NBER Working Paper
No. 2868, February 1989.

9K, A. Froot, “Buybacks, Exit Bonds, and the Optimality of Debtand
Liquidity Relief,” NBER Reprint No. 1166, April 1989, and in Interna-
tional Economic Review 30, 1 (February 1989), pp. 49-70; P. R. Krug-
man, “Financing versus Forgiving a Debt Overhang,” NBER Working
Paper No. 2486, January 1988, and E. Helpman, “Voluntary Debt Re-
duction: Incentives and Welfare,” NBER Working Paper No. 2692,
August 1988.

2. D. Sachs, “Conditionality, Debt Relief, and the Developing Coun-
try Debt Crisis,” NBER Working Paper No. 2644, July 1988; and J. I.
Bulow and K. Rogoff, “Sovereign Debt Repurchases: No Cure for
Overhang,” NBER Working Paper No. 2850, February 1989.

4B, J, Eichengreen and R. Portes, “Dealing with Debt: The 1930s and
the 1980s,” NBER Working Paper No. 2867, February 1989.

sion to collapse in programs that have failed, the role of
the financial sector in adjustment, and the role of cred-
ibility in determining why countries wait before stabil-
izing. Edwards studied the role of openness in deter-
mining the outcome of an adjustment program.**

Credibility has been one focus for Michael Bruno, on
leave as governor of the Bank of Israel, and Dani Rod-
rik. Bruno has evaluated the use of econometrics in
the design of credible macroeconomic stabilization
programs. Rodrik emphasizes the links between trade
and macroeconomics. He finds that, in some circum-
stances, policymakers must use overkill to establish a
reputation as credible reformers. Rodrik's recent work
focuses on the effects of uncertainty about policy on
investment.*

Other work on stabilization and structural adjustment
includes research by Robert E. Cumby and Sweder J.
G. van Wijnbergen on the effect of capital flight in under-
mining a stabilization program, and by myself and col-
leagues on the effect of stabilization and structural ad-
justment programs on income distribution.4

Other Projects

In addition to the research and meetings described
above, Krugman is leading a research group on U.S./
Japan economic relations. The Winter 1989/90 issue
of the NBER Reporter will summarize the results of
their October meeting. Marston headed a group that
examined the misalignment of the dollar.#” Razin and
Joel B. Slemrod, from the Bureau's Program in Taxa-
tion, jointly organized a project on the international
aspects of taxation. The project culminated ina confer-
ence in February 1989 (described in the Spring 1989
Reporter). A conference volume is forthcoming.

Each year since 1979, the international studies pro-
gram has held an intensive series of workshops and
seminars in Cambridge over three weeks in August as
part of the NBER’s Summer Institute. This provides an
especially important opportunity for the international
studies group to gather, because its members are quite

“R. Dornbusch, “Notes on Credibility and Stabilization,” NBER Work-
ing Paper No. 2790, December 1988; R. Dornbusch and A. Reynoso,
“Financial Factors in Economic Development,” NBER Working Paper
No. 2889, March 1989; and S. Edwards, “Openness, Outward Orien-
tation, Trade Liberalization, and Economic Performance in Develop-
ing Countries,” NBER Working Paper No. 2908, March 1989.

M. Bruno, “Econometrics and the Design of Economic Reform,”
NBER Working Paper No. 2178, September 1988; and D. Rodrik,
“Promises, Promises: Credible Policy Reform via Signaling,” NBER
Working Paper No. 2600, May 1988, and “Policy Uncertainty and
Private Investment in Developing Countries,” NBER Working Paper
No. 2999, June 1989. .

“R. E. Cumby and S. J. G. van Wijnbergen, “Financial Policy and
Speculative Runs with a Crawling Peg: Argentina, 1979-1981,” NBER
Working Paper No. 2376, September 1987; and F. Bourguignon, W. H.
Branson, and J. de Melo, “Adjustment and Income Distribution: A
Counterfactual Analysis,” NBER Working Paper No. 2943, April 1989.

“7R. C. Marston, ed., Misalignment of Exchange Rates: Effects on
Trade and Industry. Chicago: University of Chicago Press, 1988.
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dispersed geographically, with many in Europe, Israel,
and Japan. Since 1987, Marston has organized the

" macroeconomics and finance sessions of the Summer

Institute, joined in 1989 by Froot. Richardson has con-
tinued to organize the trade sessions, joined in 1987 by
Feenstra, in 1988 by Grossman, and in 1989 by Staiger.

‘Since 1987, three new international seminars, jointly
or wholly sponsored by the NBER, have begun. The
InterAmerican Seminar on Economics (IASE) is jointly
sponsored by the Pontifica Universidade Catolica do
Rio de Janeiro (PUC) and NBER, and meets annually
in Latin America. It is organized by Edwards, and Ed-
mar Bacha of PUC. Its papers appear in English in the
Journal of Development Economics and in'Spanish in
El Trimestre Economico.

The International Seminar on International Trade
(ISIT) is sponsored jointly with CEPR and meets bian-
nually inthe United States or Europe. Itisorganized by
Robert Baldwin and Alan Winters. Its papers appear in
Weltwirtschaftliches Archiv.

Finally, the East Asian Seminar on Economics (EASE),
which will have its first meeting in Korea in 1990, is or-
ganized by Anne Krueger. The model for these seminars
is the annual International Seminar on Macroeconomics
(ISOM), sponsored jointly by the NBER and the Ecole
des Hautes Etudes en Sciences Sociales (EHESS) in
Paris and, since 1988, by the European Economic As-
sociation (EEA). The ISOM is organized by Robert J.
Gordon of the NBER and Georges de Menil of EHESS
and meets each June in Europe. Its papers are pub-
lished in the European Economic Review, now the jour-
nal of the EEA, in the May issue following the meeting.

An exceptional meeting, sponsored by the Founda-
tion for Advanced Information and Research (FAIR),
Japan, was held in Tokyo in 1988.

Rescarch Summaries

Exchange Rates

Takatoshi Ito

Since the Plaza Agreement of September 1985, the
exchange rates of the major industrial countries have
changed dramatically. The dollar depreciated against
the yen and the mark by more than 60 percentin the six
months following the Plaza Agreement. The dollar's

decline continued, although at a slower pace, through-
out 1986 and 1987. In 1988, fluctuations in exchange
rates decreased significantly but 1989 has been anoth-
er volatile year.

What kinds of information can trigger large changes
in the exchange rate? Why is the volatility apparently
clustered in particular periods? How do expectations
among traders change when there are large move-
ments in exchange rates, and do their expectations
affect the path of the exchange rate? To help answer
these questions about exchange rate dynamics, re-
searchers turn to both intradaily data and survey data
on exchange rate expectations.

Intradaily Exchange Rate Dynamics:
News Announcements, 1980-5

If the foreign exchange market is “efficient,” then
any movement of the exchange rate should reflect the
arrival of new information or “news.” For example, an
announcement of an unexpected increase inthe money
supply should affect the exchange rate. In my research,
I considered how exchange rates responded to impor-
tant news about money supply, inflation, and industrial
production. Working backward, | also recorded the
days (and hours) when large changes in the exchange
rate occurred, and then tried to identify the news behind
these large jumps.

Because of the time difference between Japan and
the United States, the hours of the Tokyo and New York
foreign exchange markets do not overlap. Thus, it is
possible to distinguish exchange rate movements
caused by Tokyo news from those caused by New York
news. V. Vance Roley and | exploit this idea by examin-
ing the responses of the exchange rate to announce-
ments of the money supply, the inflation rate, and the
industrial production index in the United States and
Japan.! If the market is efficient, there should be a re-
sponse within minutes after an announcement. We
show that when the Federal Reserve pursued a money
supply target, from October 1979 to October 1982, the
U.S. money supply announcement had a significant
effect on the exchange rate. Unexpected increases in
the money supply created an expectation that the mon-
ey supply would be curtailed in the coming months, so
that the interest rate, and consequently the dollar, would
have to rise. Even after the New York market closed,
the exchange rate responded to the money supply
announcement, suggesting that it took not just minutes,
but hours, for the market to reach an agreement about
the meaning of the announcement. After the Fed aban-
doned the money supply target in October 1982, this
announcement effect disappeared.

The Japanese money supply announcement did not
have much effect on the yen/dollar exchange rate at

'T. Ito and V. V. Roley, “News from the United States and Japan: Which
Moves the Yen/Dollar Exchange Rate?” NBER Reprint No. 889, Au-
gust 1987, and Journal of Monetary Economics 79, 2 (1987 ), pp. 255-
277.




any time, suggesting that the market did not believe
that the Bank of Japan followed strict money supply
targeting. Nor did announcements of the price index
or of industrial production in the United States prompt
significant responses in the yen/dollar exchange rate.

Although the announcement of the price index in
Japan did not affect the exchange rate, announcement
of Japan’s industrial production index had an impact
on the exchange rate for some periods into the future.
This suggests that the market believed that Japanese
policy would respond to news about economic growth.

Intradaily Exchange Rate Dynamics:
After the Plaza Agreement

In examining the sharp appreciation of the yen after
the Plaza Agreement, | find that large changes usually,
~ but not always, accompany the arrival of news in the
market.? For example, the large appreciationin theyen
during New York market hours following the Plaza
Agreement indicates that the shift in U.S. policy toward
more policy cooperation with other countries was re-
sponsible. The yen appreciation in late October 1985,
mainly during the Tokyo market hours, corresponds to
the surprising increase in interest rates engineered by
the Bank of Japan at that time. These were both in-
stances when the market-specific news moved the ex-
change rate during the market hours in that market, but
not in other countries.

The reasons for yen appreciation in the first half of
1986 are not as clear-cut. Yen appreciation occurred
not only inthe Tokyo and New York markets butalso in
the European market, indicating that some factor, such
as the decrease in oil prices, played a role along with
monetary news in Tokyo and New York.

Heat Waves versus Meteor Showers

Once the market becomes volatile (that is, under-
goes large changes), it stays that way for weeks or
months. If volatility clustering reflects the clustering of
country-specific news (as in a“heatwave” in one coun-
try), then volatility should be correlated only daily in
the specific market. However, if the volatility clustering
occurs around the clock in many countries (as in a
worldwide meteor shower), then itis caused by random
policy coordination or by information being digested
over a prolonged period.

Robert F. Engle Ill, Wen-Ling Lin, and | show that
volatility clustering is like a meteor shower.2Oncethere

2T. Ito, “The Intradaily Exchange Rate Dynamics and Monetary Poli-
cies After the Group of Five Agreement,” NBER Reprint No. 954, De-
cember 1987, and Journal of the Japanese and International Econ-
omies 1, 1 (1987).

*R. F. Engle lll, T. Ito, and W.-L. Lin, “Meteor Showers or Heat Waves?
Heteroskedastic Intradaily Volatility in the Foreign Exchange Market,”
NBER Working Paper No. 2609, June 1988, and Econometrica, forth-
coming; and “Where Does the Meteor Shower Come From? Capital
Control, Stochastic Policy Cordination, or Private Information?”
forthcoming as an NBER Working Paper.

isalarge jumpin one market, the volatility spills overto
the next market that opens. This meteor shower volatil-
ity existed after the Plaza Agreement, and during the
first half of the 1980s, when the policy coordination
among the industrialized countries was almost nonex-
istent. Thus, we conclude that volatility clusteringwithin
a day is caused mainly by slow processing of informa-
tion in the market. -

Micro Survey Data

| also analyze panel data from the expectations sur-
vey of the Japan Center of International Finance (JCIF)
and find that market participants are persistently heter-
ogeneous.* Biases among the participants are statisti-
cally significant: exporters have a depreciation bias
and importers and trading companies have an appreci-
ation bias. Exporters gain from yen appreciation, given
that price pass-through is incomplete.

These kinds of “wishful expectations” can be ex-
plained either as naive, nonrational behavior or as so-
phisticated, manipulative behavior. The usual test of
rationality (orthogonality of forecast errors frominfor-
mation available at the time of forecast) reveals that
many participants have irrational expectations.

A recent appreciation in the yen creates an expecta-
tion of a further yen appreciation in the short run (say,
one month) and an expectation of depreciation in the
long run (six months). | also find that these short- and
long-run expectations are not internally consistent in
the JCIF dataset and in survey data from the United
States and Europe.’

*T. Ito, “Foreign Exchange Rate Expectations: Micro Survey Data,”
NBER Working Paper No. 2679, August 1988, and American Eco-
nomic Review, forthcoming.

SK. A. Froot and T. Ito, “On the Consistency of Short-Run and Long-Run
Exchange Rate Expectations,” NBER Working Paper No. 2577, April
1988, and Journal of International Finance and Money, forthcoming.

The Conflict Between
Managers and Shareholders

Randall Mérck, Andrei Shleifer,
and Robert W. Vishny

Economists since Adam Smith have been concerned
that professional managers who own littleequity in the
companies they run have little incentive to serve their
shareholders. This concern peaked during the Great
Depression, rose again during the 1960s, and resur-
faced in the 1980s with the advent of hostile takeovers.
The recent concern has stimulated new empirical work
asking whether managers indeed fail to serve their




shareholders, and how financial markets discipline
such managers. As aresult of this work, we now know a
lot more about the conflict between managers and
shareholders than we did ten years ago.

Is Low Ownership by Managers
Indeed a Problem?

Underlying the discussion of the conflict between
managers and shareholdersis the belief that managers
who own few shares in firms they run do not maximize
profits. But is this belief correct? Do the firms with lower
management ownership indeed perform worse than
firms with higher management ownership? Fora sample
of 371 Fortune 500 companies in 1980 we find that the
answer is yes at low levels of management ownership."
Performance of firms with management ownership be-
tween 5 and 20 percent, as measured by profitability or
by the ratio of market value to the replacement cost of
assets, is indeed better than the performance of firms
with management ownership between zero and 5 per-
cent. This result is consistent with the standard view
that ownership gives incentives for better performance.

However, we also find that performance deteriorates
as management ownership rises beyond 20 percent.
This result suggests that managers who own control-
ling blocks of shares do not care so much about be-
coming even richer than they already are and use their
complete control to pursue personal objectives that
might well be different from value maximization.

Managers of large public corporations typically own
much less than 5 percent of their firms’ total shares.
The traditional concern that ownership levels are too
low to guarantee top performance therefore is sup-
ported by the data.

What Do Managers Do That
Hurts Shareholders?

Managers have many objectives that might lead them
to make decisions that do not maximize value. Often
they would like their firms to grow beyond what is prof-
itable to provide opportunities for themselves and for
other employees as well as to increase the scope of their
control. Managers also try to reduce risk.by diversifying
or by having too little leverage, since they worry a great
deal more about the firm’s risk than do the shareholders.
Some managers also buy lavish perquisites with com-
pany money, such as airplanes, or museums named
after themselves, although such perquisites hardly can
reduce the firm’s value much.

Understanding the managers’ objectives helps us
look for decisions that do not maximize value. For ex-
ample, areacquisitions that are likely to serve the inter-

1R. Mdrck, A. Shieifer, and R. W. Vishny, “Management Ownership
and Corporate Performance: An Empirical Analysis,” NBER Work-
ing Paper No. 2055, October 1986, and Journal of Financial Econom-
ics (March 1988).

est of managers indeed the ones that hurt the bidding
firms’ shareholders? Specifically, how do the stock
prices of bidding firms change when they announce
different types of acquisitions?? We find considerable
support for the view that acquisitions thathurt the bid-
ding firms’ shareholders tend to serve managers. For
example, bidders who buy rapidly growing firms tend
to pay too much and so lose market value when they
announce such acquisitions. Of course, pursuing growth
is a well-known objective of managers. We also find that
bidders who buy firms outside the lines of business in
which they currently operate lose market value (partic-
ularly in the 1980s). Again, diversification is typically a
managerial rather than a shareholder objective. Al-
though the short-term market reaction is not always a
good gauge of the wisdom of an acquisition, itis atelling
fact that these short-run reactions are negative only
when the managers are likely to benefit.

Of course, overpaying for an acquisition is not the
only managerial action that can hurt shareholders.
Previous studies have shown that the stock market
also reacts negatively to the announcements of other
investment projects, particularly in oil exploration.
There is also ample evidence that managers adopt anti-
takeover provisions and resist takeovers more generally,
even when such actions reduce the market values of
their firms. Interestingly, several studies have shown
thatmanagers with low ownership stakes are more likely
to make value-reducing acquisitions and to resist value-
increasing takeovers of their own firms. These results
confirm the view that low stock ownership in part is
responsible for the prevalence of behavior that does
not maximize value.

What Are the Forces That
Discipline Managers?

In light of the clear evidence that some managerial
actions hurt shareholders, why don’t shareholders do
something about it? In principle, the task of monitor-
ing the managers to assure that they serveshareholders
is entrusted to the board of directors, whom sharehold-
ers elect as their representatives. In practice, however,
are the boards keen and energetic proponents of share-
holder causes, keeping managers on their toes, or are
they just passive endorsers of managerial wishes? The
evidence suggests that the answer is somewhere in
between.

Recent studies show that poor managerial perfor-
mance leads to a higher probability of internally pre-
cipitated turnover of the top management.® However,
the incidence of such turnover is very low, and only
very poor performance for a long time brings about

2R. Mérck, A. Shleifer, and R. W. Vishny, “Do Managerial Objectives
Drive Bad Acquisitions?” NBER Working Paper No. 3000, June 1989.

%J. B. Warner, R. L. Watts, and K. H. Wruck, “Stock Prices and Top
Management Changes,” Journal of Financial Economics (7988).




turnover, which is usually an early retirementand hardly
ever an outright dismissal. We have found that boards
tend to respond to particularly poor performance of a
firm relative to its industry peers by precipitating turn-
over of the top management.* Boards appear to need a
great deal of evidence that top managers are performing
poorly, gained by looking at relative performance, be-
fore they encourage them to leave. Because boards
typically are not very sure and certainly do not take
negative stock market reactions to acquisition and other
announcements as clear evidence of mismanagement,
boards do not appear to be very effective in deterring
behavior that does not maximize value.

The Disciplinary Roie of Hostile Takeovers

The ineffectiveness of the boards of directors in en-
forcing shareholder interests has made room foran alter-
native discipliningdevice: the hostile takeover. The fre-
quency and the size of such takeovers have increased
dramatically in the 1980s, and they have become per-
haps the most common form of reasserting the prefer-
ences of shareholders over those of managers.

The view that hostile takeovers are an alternative
disciplining device, practiced when managers deviate
from value maximization and when directors fail to
address this problem, receives considerable empirical
support. We have found that Fortune 500 targets of
hostile takeovers indeed are very poorly performing
companies: the ratios of their market values to the re-
placement cost of their physical assets are roughly 38
percent below those of all publicly traded Fortune 500
companies.®* We also have found that these targets of
hostile takeovers tend to be in poorly performing in-
dustries, as well as being poor performers relative to
their industries.® Interestingly, Mitchell and Lehn find
that firms that lose market value when they make ac-
quisitions themselves are likely to become future targets
of takeovers.” Hostile acquirers sometimes get back at
managers whose actions reduce market values of their
firms.

Conclusion

Our research, as well as that of many others, con-
firms the empirical significance of the problems identi-
fied by Adam Smith. Low management ownership does

“R. Mdrck, A. Shieifer, and R. W. Vishny, “Alternative Mechanisms for
Corporate Control,” NBER Working Paper No. 2532, March 1988,
and American Economic Review (September 71988).

SR. Mdrck, A. Shleifer, and R. W. Vishny, “Characteristics of Hostile
and Friendly Takeover Targets,” NBER Working Paper No. 2295,
June 1987, and in Takeovers: Causes and Consequences, A. J. Auer-
bach, ed. Chicago: University of Chicago Press, 1988.

8R. Mdrck, A. Shieifer, and R. W. Vishny, “Alternative Mechanisms for
Corporate Control.”

"Mitchell and Lehn, “Do Bad Bidders Become Good Targets?” Jour-
nal of Politicai Economy, forthcoming.

cause performance problems. Managers with low own-
ership stakes do pursue policies that help themselves
but hurt shareholders. Boards of directors at best are

" only partially effective in restraining such behavior of

managers. Finally, hostile takeovers do tend to help
shareholders of poorly performing firms to realize at
least some of the value of their investment.

Economie Outlook
Survey

Third Quarter 1989

Victor Zarnowitz

According to the September survey of 15 profes-
sional forecasters taken by the NBER and the Ameri-
can Statistical Association, real GNP is expected to
grow by 2.7 percent this year and 1.7 percent in 1990.
Inflation as measured by the consumer price index
(CPI) is forecast to fall from 5.1 percentin 1988-9t04.7
percent in 1989-90. Short-and long-term interest rates
also are predicted to be lower on average in 1990 than
in 1989.

Views on Recession and Unemployment:
Divided but Stable

There is little change from the previous survey inthe
estimated probabilities of a recession. The mean esti-
mates of the probability that total output will decline
are 12 percent, 17 percent, 23 percent, 29 percent, and
29 percent for the five successive quarters 1989:3-1990:3.
They are skewed to the right: that is, the medians are
smaller than the means. The interquartile ranges shift
upward from 0-15 percent for 1989:3 to 10-38 percent
for 1990:3. In sum, a few forecasters see the likelihood
of a recession in the year ahead as rising to arelatively
high level, but most do not.

Most forecasters see the unemployment rate as in-
creasing slightly. The medians are 5.4 percent forboth
1990:3 and 1990 as a whole; the means are slightly high-
er. The ranges are5.0-6.2 percentfor1990:3and5.1-6.5
percent for 1990.
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Projections of GNP and Other Economic Indicators, 1989-90

Annual
Percent Change
1988 1989
1988 1989 1990 to to
Actual Forecast Forecast 1989 1990
1. Gross National Product ($ billions) 4880.6 5230.0 5553.1 7.2 6.2
2. GNP Implicit Price Deflator (1982 = 100) 121.3 126.6 132.0 4.4 4.3
3. GNP in ConstantDollars (billionsof 1982dollars)  4024.4 4132.0 4203.5 2.7 1.7
4. Unemployment Rate (percent) 5.5 5.3 5.4 -0.2 0.1!
5. Corporate Profits After Taxes ($ billions) 168.9 172.4 176.1 21 21
6. Nonresidential Fixed Investment
(billions of 1982 dollars) 493.8 511.0 526.0 3.5 2.9
7. New Private Housing Units Started
(annual rate, millions) 1.5 1.4 1.5 -4.6? 412
8. Change in Business Inventories
(billions of 1982 doliars) 27.9 21.5 20.5 -6.4° -1.08
9. Treasury Bill Rate (3-month, percent) 6.7 8.1 7.4 1.4 -0.6"
10. Consumer Price Index (annual rate) 4.1 51 4.7 1.0 -0.4'
Quarterly
Percent
1989 1990 Change
1989 Q3 Q4 o Q2 Q3
Q2 Q289to Q389to
Actual Forecast Q2 90 Q3 90
1. Gross National Product ($ bitlions) 5194.9 5269.0 5342.0 5419.2 55240 5610.0 6.3 6.5
2. GNP Implicit Price Deflator (1982 = 100) 126.0 127.3 128.6 129.9 1311 132.8 4.1 4.3
3. GNP in Constant Doliars (billions of 1982dollars) 4123.9 4140.0 4158.0 4166.5 4185.1 42186 1.5 1.9
4. Unemployment Rate (percent) 5.3 5.3 5.4 5.4 5.4 5.4 0.1 0.1
5. Corporate Profits After Taxes ($ billions) 170.6 171.5 173.5 172.5 174.4 177.0 2.2 3.2
6. Nonresidential Fixed Investment
(billions of 1982 dollars) 510.2 515.0 518.2 521.0 523.5 527.0 2.6 2.3
7. New Private Housing Units Started
(annual rate, millions) 1.4 14 1.4 1.4 1.5 1.5 8.22 5.72
8. Change in Business Inventories
(billions of 1982 doilars) 22.0 20.0 18.5 21.0 21.3 22.3 -0.8° 2.3
9. Treasury Bill Rate (3-month, percent) 8.4 7.9 7.8 7.6 7.5 7.4 -0.9 -0.57
10. Consumer Price Index (annual rate) 6.6 43 4.5 4.7 4.6 4.6 -2.0 0.3t

SOURCE: The National Bureau of Economic Research and American Statistical Association, Business Outiook Survey, September 1989, The figures
on each line are medians of fifteen individual forecasts.

*Change in rate, in percentage points.

2Possible discrepancies in percentage changes are caused by rounding.

3Change in billions of dollars.

Somewhat Lower Inflation Percentage Change 71988-9 1989-90 1989-90
Expected Next Year g" ’grfc) o . ) (June)
The me('iian forecast of the GNP implicit price defla- 6'8—7.9er;ercrer:tore 8 13 1;
tor (IPD) is 4.4 percent in 1988-9 and 4.3 percent in 4.0-5.9 percent 76 56 61
both 1989-90 and 1989:3-1990:3. In terms of the CPI, Less than 4.0 percent 16 27 20

inflation rates are expected to average between 4.3
percent and 4.7 percent in 1989:3-1990:3. Most of the
individual predictions fall between 4 percentand 5 per-
cent, with the outliers near 3 percent and 6 percent.

The mean probability distributions of relative changes

A Short-Lived Slowdown and
Uncertain Improvement

in IPD exhibit persistent and high uncertainty aboutin-
flation in 1990. However, the following table indicates a
moderate decline in inflation forecasts since the June
survey.

The median forecasts of the annual growth rates in
the economy’s output are close to 1.6 percent for 1989:3,
1989:4, and 1990:2; 0.8 percent for 1990:1; and 3.2 per-
cent for 1990:3. There are only three single-quarter de-
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clines among the individual predictions and no declines
of longer duration. The record shows that expectations
of sluggish growth (below 2 percent annual rate) pre-
vail for the second half of 1989, but that gradually they
give way to expectations of higher growth rates laterin
1990. Between 1989:3 and 1990:3, real GNP is expected
to gain 1.9 percent.

Although 1990 should be better than the second half
of 1989, according to the forecasts it will have less real
growth than 1989 overall. Percentage distributions of
the means, calculated from the probabilistic forecasts
of output reported by the survey participants, indicate
an almost 50-50 division between optimists and pes-
simists. Still, this is somewhat better than the corre-
sponding results in the June survey, when pessimists
outnumbered optimists 60-40.

Percentage Change  1988-9  7989-90  1989-90
in Real GNP (June)
4.0 percent or more 4 6 4
2.0-3.9 percent 73 45 39
0-1.9 percent 23 39 44
Negative 0 10 13

Lower Interest Rates, Too

The medians from the new NBER-ASA survey pre-
dict that the three-month Treasury bill rate will aver-
age 7.8 percent in 1989:3 (down from the actual 8.4
percent in 1989:2). Thereafter, the rate is forecast to
decline by approximately 0.1 percent per quarter, to
7.4 percent in 1990:3. The median for 1990 is about the
same; the range of forecasts is 6.5-8.9 percent. The
corresponding mean is slightly higher (7.6 percent,
with a standard deviation of 0.8 percent). As many as
80 percent of the forecasters expect the T-bill rate to
be lower in 1990:3 than in 1989:2, and to be lower over-
all in 1990 than in 1989.

The yield on new high-grade corporate bonds also is
predicted to decline from 9.7 percent in 1989:2 to 9.1
percent in 1989:3, then slightly to 9.0 percent in the
first half of 1990. The forecasts for 1990:3 average 9.2
percent and range from 7.9-10.0 percent. Thus, most
forecasters expect the long-term interest rates to be
fairly stable in the year ahead but to stay considerably
lower than they were in the first half of 1989.

Forecasts of both the bill rate and the bond yield
declined since the previous survey.

Consumption Steady, Housing Weak
but Improving

Real personal consumption expenditures are predict-
ed to grow approximately in step with real GNP in 1989:3-
1990:3 at 1.9 percent. Their gainsin 1988-9 and 1989-90
should be 2.2 percent and 2.0 percent, respectively.

Housing starts are expected to decline by 4.6 per-
centin 1988-9 but to rise by 5.7 percentin 1989:3-1990:3
and 4.1 percent in 1989-90. For residential fixed invest-
ment in 1982 dollars, the corresponding median fore-
casts are -1.6 percent, 2.2 percent, and -0.2 percent.

Business Investment Relatively Strong

Nonresidential fixed investment in 1982 dollars is
expected to increase by 3.5 percent in 1988-9, 2.3 per-
centin 1989:3-1990:3, and 2.9 percentin 1989-90, con-
siderably above expected growth in real GNP.

Business inventory investment generally is expected
to be positive. The inventory change is forecast to aver-
age alittle above $20 billion of 1982 dollars in both 1989
and 1990, not much lower than in 1988. Although the
individual forecasts vary a great deal for this volatile
series, no absolute declines in inventories are anticipated.

Small Gains in Industrial Production,
Corporate Profits, and Trade

Industrial production (output of manufacturing,
mining, and utilities) is forecasttorise astrong 3.4 per-
cent in 1988-9, but only 0.9 percent in 1989:3-1990:3,
and 1.6 percent in 1989-90. For corporate profits after
taxes in current dollars, the corresponding annual
growth rates are 2.1 percent, 3.3 percent, and 2.1 percent.

Net exports of goods and services in millions of 1982
dollars are predicted toaverage-75in 1988, -52in 1989,
and -47 in 1990. This implies a decrease in the real trade
deficit reductions to be achieved. The forecasts reflect
the recent revision of the underlying data.

Smaller Increases in Government Spending

Federal government purchases of goods and ser-
vices in constant dollars are expected to rise 3.3 percent
in 1988-9 and 0.3 percent in 1989-90. Defense outlays
generally are expected to change very little or decline
slightly in the year ahead.

Most forecasts imply moderate and steady real growth
for state and local government purchases (2.5 percent
in 1988-9, 2.6 percent in 1989:3-1990:3, and 2.3 percent
in 1989-90).

Major Assumptions

Most forecasters assume “nosignificantchanges” in
tax policy. Some respondents consider the probability
of small tax increases and a reduction in the capital gains
tax in the year ahead. The few reported assumptions

- about monetary growth rates are concentrated between

2 percent and 6-7 percent for both 1989 and 1990 and
for both M1 and M2. The views on energy demand and
prices are fairly evenly divided between those who ex-
pect stability and those who specify increases. The
quoted prices of oil vary in the range of $15-22 per barrel.
The views on the dollar are divided similarly between
rises and declines, but most of the expected changes
are described as “slight” or “moderate.”

This report summarizes a quarterly survey of predictions by 15 busi-
ness, academic, and government economists who are professionally
engaged in forecasting and are members of the Business and Eco-
nomics Statistics Section of the American Statistical Association.
Victor Zarnowitz of the Graduate School of Business of the University of
Chicago and NBER, assisted by Robert E. Allison and Deborah A.
Nicholson of NBER, was responsible for tabulating and evaluating
this survey.
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NBER Profiles

William C. Brainard

William C. Brainard, a member of the NBER's Board
of Directors since 1988, is the Frederick W. Beinecke
Professor of Economics at Yale University. He joined
the economics faculty at Yale as an assistant professor
in 1962, and was named full professor in 1969.

Brainard received his B.A. from Oberlin College and
his M.A. and Ph.D. degrees from Yale. He was provost
of Yale University from 1981-6, and director ofthe Cowles
Foundation for Research in Economics from 1971-3
and again from 1976-81. Brainard also has been a visit-
ing professor at the University of California atSan Diego
and the University of Essex (England).

His work on financial markets has been published in
the American Economic Review and in other leading
journals. He is currently coeditor of the Brookings Pa-
pers on Economic Activity.

Brainard and his wife Ellen live in New Haven. They
have three grown sons. He is an outdoor sports enthu-
siast and enjoys repairing old cars and houses.

Takatoshi Ito

Takatoshi Ito is a research associate in the NBER’s
Programs in Financial Markets and Monetary Eco-

nomics and International Studies. He holds a B.A. and
M.A. in economics from Hitotsubashi University (To-
kyo), and an M.A. and Ph.D. in economics from Harvard
University. ‘

Ito was named assistant professor of economics at
the University of Minnesota in 1979 and was promoted
to associate professor in 1986. He also has had a joint
appointment in East Asian Studies at Minnesota since
1983. Ito has taught macroeconomics, microeconom-
ics, mathematical economics, and a course on the Jap-
anese economy. He was a visiting professor at Stanford
University in 1984-5 and at Harvard University in 1986-7.

Ito’s work on the Japanese economy and oninterna-
tional finance (especially U.S.-Japan interdependence)
has been published in many professional journals. Pres-
ently he is a coeditor of the Journal of Japanese and
International Economies.

Ito and his wife, Keiko, have two children, Hana (4) and
Ken (2). When he finds the time, Ito likes to play violin,
accompanied by Keiko, who is a music therapist.

Leo Melamed

Leo Melamed, chairman ofthe Executive Committee
of the Chicago Mercantile Exchange (CME), became a
member of the NBER’s Board of Directors in 1988. An
attorney, Melamed received his Doctor of Jurispru-
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dence (J.D.) degree from the John Marshall Law School
(Chicago) in 1955.

Melamed is the founder and architect of financial

futures, which he introduced at the CME in 1972. In
1982, he became chairman of the National Futures
Association, a congressionally sanctioned self-regula-

to

ry body. He is also an advisor to the Commodity

Futures Trading Commission, a federal agency, and
has lectured and written extensively about financial
futures markets. An active futures trader, Melamed is
chairman of Dellsher Investment Company.

Melamed was editor of An Anthology: The Merits of

Flexible Exchange Rates, published in 1988.HeisaLife
Master in bridge and authored a science fiction novel,
The Tenth Planet, published in 1987.

Conferences

Information, Capital Markets,
and Investment

The NBER held a conference on “Information, Capi-

tal Markets, and Investment” in Cambridge on May 5-6.

Research Associate R. Glenn Hubbard of Columbia
University organized the following program:

Bruce C. Greenwald, Bell Communications Research;
Joseph E. Stiglitz, NBER and Stanford University;
and Andrew Weiss, NBER and Boston University,
“Models of Equity and Credit Rationing”

Discussant: Mark Gertler, NBER and University of
Wisconsin

Roger E. A. Farmer, University of California at Los
Angeles, “A.l.L. Theory and the Ailing Phillips Curve:
A Contract-Based Approach to Aggregate Supply”
(NBER Working Paper No. 3115)

Discussant: R. Glenn Hubbard

William A. Brock and Blake LeBaron, University of
Wisconsin, “Liquidity Constraints in Production-
Based Asset Pricing Models” (NBER Working Pa-
per No. 3107)

Discussant: Bruce N. Lehmann, NBER and Columbia
University

Michael Devereux, Institute for Fiscal Studies, Lon-
don; and Fabio Schiantarelli, Boston University,
“Investment, Financial Factors, and Cash Flow:
Evidence from U.K. Panel Data” (NBER Working
Paper No. 3116)

Discussant: Jeffrey K. MacKie-Mason, NBER and
University of Michigan

Peter C. Reiss, NBER and Stanford University, “The
Economic and Financial Determinants of Oil and
Gas Exploration Activity” (NBER Working Paper
No. 3077)

Discussant: John Meyer, Harvard University

John Meyer, and John Strong, College of William and
Mary, “Free Cash Flow and Discretionary Invest-
ment: A Residual-Funds Study of the Paper Industry”

Discussant: Steven M. Fazzarri, Washington Uni-
versity

William Gale, University of Californiaat Los Angeles,
“Information, Collateral, and Government Inter-
vention in Credit Markets” (NBER Working Paper
No. 3083)

Discussant: Andrew Weiss

Jeffrey K. MacKie-Mason, “Does Internal Financing
Differ from External?”
Discussant: David Scharfstein, MIT

Colin Mayer, City University, London, “Financial
Systems, Corporate Finance, and Economic De-
velopment”

Discussant: Roger E. A. Farmer

Robert A. Korajczyk and Deborah Lucas, Northwest-
ern University; and Robert L. McDonald, NBER
and Northwestern University, “Stock Price and
Earnings Behavior Around the Time of Equity Issues”

Discussant: Jeremy Stein, Harvard University

Takeo Hoshi, University of California at San Diego;
Anil Kashyap, Federal Reserve Board; and David
Scharfstein, “Bank Monitoring and Investment:
Evidence from the Changing Structure of Japanese
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Corporate Banking Relationships” (NBER Working
Paper No. 3079)
Discussant: James Kahn, University of Rochester

John Pound, Harvard University; and Richard J. Zeck-
hauser, NBER and Harvard University, “Are Large
‘Shareholders Effective Monitors? An Investigation
of Share Ownership and Corporate Performance”
Discussant: Gary Gorton, University of Pennsylvania

Greenwald, Stiglitz, and Weiss consider the effects
on investment decisions of equity and credit rationing
at the firm level. They model the banking sector, which
is assumed to be effectively constrained in raising new
equity capital. The availability of credit to firms de-
pends on the financial condition (accumulated inter-
nal net worth) to both firms and the banking sector,
reinforcing the accelerator mechanism in investment.
In the short run, the effects of monetary policy on in-
vestment and output are magnified through relaxation
of financing constraints. Long-run dynamics are driven
by rates of accumulation in capital and internal equity.

Farmer focuses on movements in interest rates in
bringing about Phillips curve correlations in data. He
stresses the role of the nominal interest rate: for the
firm, the optimal contract trades off the opportunity
cost of holding liquid balances against the benefits of
additional liquidity. The benefits arise from the fact
that liquidity buffers permit firms to offer more stable
wages, facilitating more efficient employment deci-
sions. Using data for the United States for 1931-86,
Farmer finds that movements in the unemployment
rate are negatively correlated with movements in infla-
tion and corporate profits and positively correlated
with movements in nominal interest rates.

Brock and LeBaron consider the impact of financial
constraints on the market valuation of firms. They use
a particular class of asset pricing models to analyze
mean reversion in security returns and find that it is
amplified by financing constraints: positive shocks to
productivity affect a constrained firm’s investment pro-
gram more than the program of an unconstrained firm.
Binding credit constraints are an important feature of
mean-reverting returns in security markets.

Devereux and Schiantarelli use panel data on 689
U.K. manfacturing firms during 1969-86, to test for
differences in the sensitivity of investment to the avail-
ability of internal funds for firms of different sizes and
ages. They find that lagged measures of firm cash flow
have an important effect on investment, holding con-
stant investment opportunities (as measured by q);
this effect is present for all sizes of firms. Devereux and
Schiantarelli find that cash flow effects are particularly
important for younger, smaller firms, perhaps because
of information problems. They note that the cash flow
effects for large firms could reflect their more diversi-
fied ownership structure and greater associated agen-
cy costs of finance.

Reiss analyzes investment behavior over the past
decade for firms in oil and gas extraction. The large
fluctuations in oil and gas prices led tosignificantchanges

both in investment opportunities and in the value of
firms’ net worth (as measured by the value of oil and
gas reserves in place). Fluctuations in capital spending
in the industry over this period were much more pro-
nounced than in the economy as a whole. Reiss finds
that during the 1986 downturn, shortages in internal
finance accentuated declines in investment spending.
He also finds that smaller producers experience rela-
tively greater fluctuations in internal finance, and hence
investment. A firm’s liquidity position also affects its
positions regarding ownership of wells. Smaller firms,
and firms with less internal finance, hold significantly
smaller interests in each well that they drill.

Meyer and Strong ask whether firms with larger“free”
cash flows exhibit different investment behavior from
other firms and whether these differences in investment
behavior might lead to poorer or better financial perfor-
mance. They consider investment decisions in 34 large
paper companies from 1971 to 1986. The paper industry
experienced substantial fluctuations in operating per-
formance during that time, and has undergone consid-
erable restructuring. Meyer and Strong confirm that
discretionary investment is influenced by movements
in residual funds. Moreover, links between discretionary
investment and shareholder returns are consistent with
an agency-cost interpretation: higher discretionary
expenditures depress shareholder returns.

Gale considers the efficiency costs generated by
using collateral as asorting device when it is worth less
to lenders than to borrowers. In equilibrium, relatively
high-risk borrowers choose a contract with a high in-
terest rate and low collateral requirement; low-risk
borrowers choose to put up substantial collateral in
exchange for a lower interest rate. As long as all bor-
rowers have projects whose gross returns are greater
than their social opportunity cost, government inter-
vention can decrease the efficiency loss created by the
use of collateral. Subsidies to unrationed borrowers
will reduce the extent of rationing in the whole sector
and will increase efficiency. On the other hand, inter-
ventions that target borrowers who are denied loans in
private credit markets can raise the extent of rationing
and reduce efficiency.

MacKie-Mason documents trends and patterns in
incremental sources of financial capital attheindustry
and aggregate level and analyzes a large sample of
incremental corporate financial decisions. He distin-
guishes between debt or equity financing and between
privately or publicly marketed sources. Using data
drawn from SEC-registered offerings, matched with
COMPUSTAT data on firm characteristics, MacKie-
Mason finds that problems of asymmetric information
are an important determinant of financing choices.
That is, firms are concerned with who provides their
financing and not just with the standard factors thought
to influence the mix of “debt” and “equity” finance.

In his overview of financing patterns in the United
States, United Kingdom, Japan, Italy, Germany, France,
Finland, and Canada, Mayer describes some common
trends in corporate finance. Those patterns include
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the dominance of internal funds in financing investment,
the importance of bank finance as a source of external
funds, and systematic variations in financing patterns
across firms of various sizes. Mayer believes these com-
mon factors support recent models linking corporate
finance to corporate control. The particular link he
stresses is the claim that outside investors can make in
the event of a default by insiders. In particular, assets
specific to their current employment will be difficult to
finance externally, and the use of external finance will
be related negatively to the cost of organizing external
control.

Korajczyk, Lucas, and McDonald note that stock
prices increase just prior to an equity issue and then
drop just after the issue. They assume that managers—
who act in the interest of existing shareholders—have
private information about the firm’s true value. Koraj-
czyk, Lucas, and McDonald find that price increases
occur prior to secondary issues (large block sales by
existing equity holders) that reveal information but
have nothing to do with additions to the firm’s capital.
On the other hand, firms thatissue equity experience a
rise in Tobin's g prior to the issue and a subsequent
fall: a pattern consistent with firms' issuing equity to
finance growth opportunities.

In the early 1980s, Japan eased restrictions on issu-
ing bonds abroad, and for the first time permitted the
issuance of noncollateralized bonds in domestic se-
curities markets. Firms’ reliance on banks for debt fi-
nance diminished substantially during this period.
Hoshi, Kashyap, and Scharfstein compare firms that
decreased their reliance on main bank finance (seek-
ing finance instead from domestic and foreign bond
markets) with firms that retained their bank ties. For
the latter group, investment remained insensitive to
movements in firm liquidity (holding constant invest-
ment opportunities) before and after banking deregu-
lation. For the former, investment spending became
more sensitive to fluctuations in firm liquidity.

Pound and Zeckhauser outline the potential impact
of large shareholders on insiders’ incentives and the
flow of information. They then use cross-sectional
data on firms to test for systematic variation in perfor-
mance among firmswith large shareholders (after con-
trolling for industry differences). Pound and Zeckhauser
classify industries according to whether capital and
investments are highly firm-specific. When assets are
specific to the management, itis more difficult for large
shareholders (acting as monitors) to improve perfor-
mance. They find that earnings-price ratios (their mea-
sure of performance) are significantly lower for firms
with large shareholders in industries in which assets
are less specific and monitoring is easier. There is no
comparable “large shareholder” effect for firms in in-
dustries in which assets are firm-specific.

Also attending were: Carliss Y. Baldwin and Benja-
min M. Friedman, NBER and Harvard University; Ben
S. Bernanke, NBER and Princeton University; David
Bizer, Johns Hopkins University; Charles W. Calomi-
ris, Northwestern University; Geoffrey Carliner, NBER,;

Andrew W. Lo and James M. Poterba, NBER and MIT,;
Frederic S. Mishkin, NBER and Columbia University;
Bruce C. Petersen, Federal Reserve Bank of Chicago;
Terry Vaughn, MIT Press; Mark A. Wolfson, Stanford
University; and Stephen P. Zeldes, NBER and University
of Pennsylvania.

The conference papers and discussions are expect-
ed to be published by the University of Chicago Press.
The availability of the volume will be announced in the
NBER Reporter.

International Seminar
on Macroeconomics

The twelfth annual International Seminar on Macro-
economics (ISOM) was held in Paris on June 19-20.
ISOM is cosponsored by the National Bureau of Eco-
nomic Research, the Maison des Sciences de 'lHomme,
and the European Economic Association. This year it

‘was hosted by the Banque de France atthe Chateaude

la Vrillierein Paris. ISOM is organized jointly by Robert
J. Gordon of the NBER and Northwestern University
and Georges de Menil of the Ecole des Hautes Etudes
en Sciences Sociales.

The major themes of this year’s meeting were dereg-
ulation and trade liberalization in the context of Eu-
rope in 1992. Topics discussed included: welfare ef-
fects of trade liberalization; economic integration in
imperfectly competitive markets; job security and em-
ployment; internal and external economies; industrial
policy in the airline industry; intrafirm trade in the man-
ufacturing industries; and financial deregulation in
Japan. The papers and their discussants were:

Victor Norman, Norwegian School of Economics
and Business Administration, “Assessing Trade
and Welfare Effects of Trade Liberalization”

Discussants: William H. Branson, NBER and Princeton
University; and Alan Winters, University College
of North Wales

Anthony Venables, University of Southampton, “The
Economic Integration of Oligopolistic Markets”
Discussants: Henryk Kierzkowski, Institute of Grad-
uate Studies, Geneva; and Jean Waelbroeck, Free

University of Brussels

Giuseppe L. Bertola, Princeton University, “Job Se-
curity, Employment, and Wages”

Discussants: Dennis Snower, Birkbeck College; and
Jacques Mairesse, NBER and ENSAE

Ricardo J. Caballero, Columbia University; and Rich-
ard K. Lyons, NBER and ColumbiaUniversity, “In-
ternal versus External Economies in European
Industry”

Discussants: Heinz Konig, Universitat Mannheim;
and Daniel Cohen, CEPREMAP
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Gernot Klepper, Kiel Institute of World Economics,
“Entry into the Market for Large Transport Aircraft”
Discussants: Robert W. Crandall, Brookings Institu-
tion; and Didier Laussel, Universite d’'Aix-Marseille I|

Richard E. Baldwin, NBER and ColumbiaUniversity,
“Measuring 1992's Medium-Term Dynamic Effects”

Discussants: Paul R. Krugman, NBER and MIT; and
Damien Nevin, INSAED

Takatoshi Ito, NBER and Hitotsubashi University,
“Financial Deregulation and Money in Japan, 1985-8"

Discussants: Koichi Hamada, NBER and Yale Uni-
versity; and Yves Barroux, Banque de France

Norman’s paper addresses two questions: Does the
“new” international economics indicate significantly
different effects of trade policy on the intersectorial
pattern of international trade and the allocation of re-
sources than the conventional theory of competitive
advantage? Second, what modeling approach would
incorporate the “new” trade theory into computable
general equilibrium (CGE) models? Norman uses sev-
eral numerical model experiments in which CGE mod-
els with product differentiation and reciprocal dump-
ing are contrasted with comparative advantage models
based on the approach developed by Paul Armington.
Norman concludes that imperfect competition matters
significantly for interindustry trade and the welfare
effects of trade liberalization. Less aggressive compe-
tition reduces elasticities of equilibrium quantities, so
that comparative advantage is not fully exploited. In
addition, the Armington approximation is poorin regard
to welfare effects and interindustry trade.

Venables uses a model of international trade under
oligopoly to investigate the implications of two types
of integration: reductions in the cost of trade, or reduc-
tions in the extent to which firms regard markets as
being internationally segmented. Economic integra-
tion may change the degree of market segmentation
and thereby may alter the nature of strategic interac-
tion between firms in different countries. Expanding
on his work with Smith, Venables uses a two-stage
game model. Three separate points on the spectrum of
market integration are identified as Nash equilibriums.
Venables shows that if the initial equilibrium is of the
intermediate type, then potential gains from further
integration of the European market are lower than pre-
vious studies have estimated.

Bertola examines the arguments that the poor em-
ployment performance of European economies is caused
by obstacles to firing that make labor less attractive to
firms. Bertola also scrutinizes the theory that firing
restrictions may allow incumbent workers to bargain
for high wages as they disregard unemploymentamong
“outsiders.” He finds that job security provisions do
not bias the firm’'s labor demand toward lower average
employment at given wages, just as they do not bias
wage determination toward higher wages and lower
unemployment. Employment is more stable where job
security provisions are stronger. In addition, the medium-
and long-run employment performance ofthe countries

Bertola considers appears unrelated to the extent of
job security legislation in those countries. In countries
with high job security, wages tend to be lower and more
sensitive to “outside” unemployment, suggesting that
wages are more strongly influenced by other factors
than by job security provisions. In sum, the evidence
suggests that job security provisions alone should not
be blamed for the poor employment performance of
European countries.

Caballero and Lyons estimate internal returns to
scale and external economies for two-digit manufac-
turing industries in four European countries: West Ger-
many, France, the United Kingdom, and Belgium. They
find little evidence of increasing returns to scale. How-
ever, external economies are evidentin all four countries,
especially in France and Belgium. Failure to take exter-
nal economies into account results in upward-biased
estimates of internal elasticities of output with respect
to capital and labor at the industry level. Caballero and
Lyons conclude that economic integration will create
substantial external economies and higher growth in
many European industries.

European governments have been accused of unfair-
ly subsidizing their large commercial aircraft industries.
Klepper examines the likely results of market entry and
estimates the additional costthat a firm faces when itis
late in entering the market for transport aircraft. In the
analysis, a capacity game is calibrated to the expected
market for transport aircraft from 1987 to 2006. The re-
sults show that it takes a long time to overcome the
disadvantage of late entry. Hence, without government
subsidies, market entry is unlikely. Klepper finds that
the scale and scope effects of production outweigh the
output-reducing effects of a monopoly.

Baldwin examines a broad-based market liberaliza-
tion stemming from the 1992 program in Europe as a
source of dynamic gains, specifically in the marginal
productivity of capital. In Solow and Arrow growth
models, liberalization increases the steady-state capi-
tal-labor ratio, leading to a one-time upward shift in
output greater than that suggested by the static effect.
Baldwin attempts to gauge the effects of 1992 on a coun-
try-by-country basis. He finds that the dynamic gain is
between 30 and 136 percent of the static effect. Hence,
current EC estimates of the increase in GDP resulting
from the 1992 integration are anywhere from 30 to 136
percent too small. Baldwin estimates that 1992 will raise
GDP by between 3.1 and 25.4 percent. The imprecision
of this range is a result of the lack of precise knowledge
of the actual output elasticity of capital.

Ito evaluates the effect of recent financial deregula-
tionin Japan on the behavior of money supply and de-
mand. Deregulation in Japan has coincided with de-
creasing interest rates and a booming stock market,
making it difficult to identify the source of the money
supply increase. Therefore, I1to estimates the magni-
tude of deregulation by the size of a shift from conven-
tional to new types of deposits. He finds that a major
portion of the observedincreases in large-amounttime
deposits and money market certificates comes from
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decreases in other components of money, especially
certificates of deposit and small-amount time deposits.

The conference also included a roundtable discus-
sion entitled, “The Macroeconomic Environment of
1992.” Among the participants were Michael L. Mussa
of the University of Chicago, John Flemming of the
Bank of England, and Jacob A. Frenkel of the NBER,
the IMF, and the University of Chicago.

‘Selected papers from ISOM 1989 will be published in
the European Economic Review in spring 1990.

Studies of Firms
and Industries

About 40 economists met in Cambridge onJuly 11-12
foran NBER conference on Studies of Firms and Indus-
tries. Research Associates Timothy F. Bresnahan, Stan-
ford University; R. Glenn Hubbard, Columbia Univer-
sity; and Ariel Pakes, Yale University, organized the
following program:

Ricardo J. Caballero, Columbia University; and Rich-
ard K. Lyons, NBER and Columbia University,
“The Role of External Economies in U.S. Manufac-
turing” and “Internal versus External Economies
in European Industry” (This paper is described in
“International Seminar on Macroeconomics.”)

Frank R. Lichtenberg, NBER and Columbia University;
and Donald Siegel, State University of New York at
‘Stony Brook, “The Effects of Leveraged Buyouts

- on Productivity and Related Aspects of Firm Be-
havior” (NBER Working Paper No. 3022)

‘Steven N. Kaplan, University of Chicago, “Manage-
ment Buyouts: Evidence on Post-Buyout Operating
Changes”

William P. Rogerson, Northwestern University, “Prof-
it Regulation of Defense Contractors and Prizes
for Innovation”

" Anil Kashyap and David W. Wilcox, Federal Reserve
Board, “Production Smoothing at the General
Motors Corporation during the 1920s and 1930s”

Thomas J. Holmes, University of Wisconsin at Madi-
son; and James A. Schmitz, Jr., State University of
New York at Stony Brook, “A Theory of Entrepre-
neurship and Its Applications to the Study of Busi-
ness Transfers”

Timothy F. Bresnahan, and Peter C. Reiss, NBER and
‘Stanford University, “HowMuch Does Entry Change
Competition?”

Tito Boeri, New York University, “Product Choice,
Growth of Incumbent Firms, Entry, and Exit”

Caballero and Lyons develop a method for joint esti-
mation of internal returns to scale and external econo-
mies. They then estimate indexes of returns to scale
for U.S. manufacturing industries at the two-digitlevel.

Overall, they find that only three of the 20 industry cate-
gories show any evidence of internal increasing returns:
primary metals, electrical machinery, and paper prod-
ucts. However, there is very strong evidence of external
economies, defined as external to a given two-digit in-
dustry and internal to the United States. They estimate
that if all manufacturing industries simultaneously raise
their inputs by 10 percent, aggregate manufacturing
production will rise by 13 percent, of which about 5
percent is caused by external economies. Thus, when
an industry increases its inputs in isolation by 10 per-
cent, its output rises by no more than 8 percent.

Based on 1100 manufacturing plants involved in lev-
eraged buyouts (LBOs) during 1981-8, Lichtenberg
and Siegel find that plants involved in LBOs had signifi-
cantly higher rates of total factor productivity (TFP)
growth than other plants in the same industry. The
impact of LBOs on productivity is much larger thanthe
authors’ previous estimates of the impact of ownership
changes in general on productivity. Management buy-
outs appear to have a particularly strong positive effect
on TFP. Labor and capital employed tend to decline
(relative to the industry average) after the buyout, but
at a slower rate than they did before the buyout. The
ratio of nonproduction-to-production labor cost de-
clines sharply, and wage rates for production workers
increase, following LBOs. Plants involved in manage-
ment buyouts (but not in other LBOS) are less likely to
close subsequently than other plants. The average R
and D intensity of firms involved in LBOs increased at
least as much from 1978 to 1986 as did the average R
and D intensity of all firms responding to the NSF/ Cen-
sus Survey of industrial R and D.

Kaplan presents evidence on changes in operating
cash flows forasample of 76 large managementbuyouts
of public companies completed between 1980 and 1986.
In the three years after the buyouts, these companies
had increased operating income (before depreciation),
decreased capital expenditures, and increased net cash
flow (the difference between operating income and
capital expenditures). Consistent with the operating
changes, the (median) combined market adjusted re-
turn to pre-buyout public shareholders and post-buyout
investors is 77 percent. Kaplan considers three expla-
nations for the post-buyoutchanges: employment cuts,
informational advantages held by managers, and the
new incentives created by the buyout. The evidence is
strongest for the incentive explanation.

Rogerson argues that constraints on information
and incentives require that regulatory institutions cre-
ate prizes for innovation. Since the quality of aninnova-
tion is difficult to describe objectively or to measure,
the most natural method for awarding prizes is to allow
firms to earn positive economic profit on production
contracts. Rogerson calculates the value of the prizes
offered on 12 major aerospace systems. The prizes
clearly are large enough to support the contention that
their existence is an important aspect of the current
regulatory structure.
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Kashyap and Wilcox examine the development and
implementation of production control methods at the
General Motors Corporation during the 1920s and
1930s. They show that GM’s senior management un-
derstood the costs and benefits of production smooth-
ing and implemented an aggressive program of pro-
duction control roughly 30 years before the economics
profession had formally studied the problem. Using
new data for 1922 to 1940, Kashyap and Wilcox show
that production often was smoother than sales, espe-
cially prior to the Great Depression. Critical tothis find-
ing, however, is explicit recognition of the importance
of model changeover. Production smoothing became
less evident after 1932, coincident with a major revision
in corporate policy that had the effect of granting great-
er autonomy to the various divisions of the corporation,
and limiting central control. In comparing these poli-
cies with current practices, two important lessons
emerge. First, both then and now the production plan-
ning horizon is tied to the model year. Therefore, there
is no directlink between business cycle conditions and
inventory positions. Second, to the extent that sea-
sonal variation in demand is animportant factorin pro-
duction and inventory planning, the planning problem
has become easier over time because seasonal swings
are now much less pronounced than in the prewar era.

Holmes and Schmitz formalize a view of entrepre-
neurship in which entrepreneurs respond to the oppor-
tunities for creating new products that arise because
of technological progress. The theory has implications
for entry and exit, specialization oflabor, and business
transfers. These business transfers correspond to indi-
viduals changing jobs and sales of firms, among other
things. Transfers are seen as a mechanism facilitating
division of labor.

Bresnahan and Reiss estimate the equilibrium num-
ber of producers in oligopolistic markets, recognizing
the importance of scale economies and allowing for
heterogeneity in entrants’ costs. They show how firms’
incentives to enter a market, because of an increase in
market demand, depend on the strength of post-entry
competition. Using this framework to estimate how
entry affects competition in geographically concen-
trated retail and professional markets, Bresnahan and
Reiss find that almost all of the variation in competitive
conduct in markets with five or fewer firms occurs in
monopolies and duopolies. By the time the market has
three to five firms, the next entrant has little effect on
competitive conduct.

‘Studies based on longitudinal samples of business
units have found that: 1) job gains from entry of busi-
ness units systematically exceed job losses caused by
exit; 2) growth of incumbent units is unstable; and 3)
the growth rate of continuing firms is heterogeneous
within sectors. To explain this, Boeri focuses on the
interaction between incumbent firms and entrantsina
market with product differentiation and uncertainty
about the evolution of consumers’ preferences over
varieties. In the presence of adjustment costs to chang-
ing the design of products, entrants might find a more

favorable location than incumbent units and erode
their market share. Because entry does not occur im-
mediately after a shock, continuing firms temporarily
“overshoot” the level of output that can be sustained
by their choice of location.

Topics in Industrial
Organization

The NBER held a conference on “Topics in Industrial
Organization” in Cambridge on July 31 and August 1.
NBER researchers Paul L. Joskow and Nancy L. Rose,
both of MIT, organized the following program:

Severin Borenstein, University of Michigan, “Price
Discrimination in Retail Gasoline Markets”
Discussant: Andrea L. Shepard, MIT

Ann F. Friedlaender, MIT, “Efficient Rail Rates and
Deregulation”
Discussant: John R. Meyer, Harvard University

Michael A. Salinger, Columbia University, “A Test of
Successive Monopoly and Foreclosure Effects:
Vertical Integration between Cable Systems and
Pay Service”

Discussant: Paul L. Joskow

Scott E. Masten and Edward A. Snyder, University of
Michigan, and James W. Meehan, Jr., Colby Col-
lege, “The Cost of Organization”

Discussant: Ingo Volgelsang, Boston University

Randal R. Rucker, North Carolina State University,
and Keith B. Leffler, University of Washington,
“Transaction Costs and Efficient Organization of
Production: A 'Study of Timber Harvesting”

Discussant: R. Glenn Hubbard, NBER and Columbia
University

William P. Rogerson, Northwestern University, “Prof-
it Regulation of Defense Contractors and Prizes
forlnnovation” (This paper is summarized in “Stud-
ies of Firms and Industries” in this issue.)

Discussant: Michael D. Whinston, NBER and Harvard
University

James Blumstein, Vanderbilt University; Randall
Bovbjerg, Urban Institute; and Frank A. Sloan,
NBER and Vanderbilt University, “Valuing Life and
Limb in Tort: A Common Law of Damages and In-
surance Contracts for Future Services”

Discussant: Joseph P. Newhouse, Harvard University

Michael Moore and W. Kip Viscusi, Duke University,
“The Effect of Product Liability on Innovation”
Discussant: Roger G. Noll, Stanford University

Ralph Winter, University of Toronto, “The Dynamics
of Competitive Insurance Markets”

Discussant: J. David Cummins, University of Penn-
sylvania
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Why is the retail margin on regular unleaded gaso-
line consistently higher than the retail margin on regu-
lar leaded gasoline? The average difference grew from
less than one cent in 1979 to more than five cents in
1986 but since has fallen to abouttwo-and-a-half cents
in 1989. Borenstein finds that cost-based explanations
—focusing on differences in inventory costs, average
size of purchases, or use of credit cards—explain little,
if any, of the levels or changes in margin differences.
Using apanel of gascline prices in 57 SMSAs from 1984
to 1989, Borenstein finds price discrimination based
on heterogeneity in buyers’ costs of switching sellers.
As the average income of buyers of leaded gas has fallen
relative to the average income of buyers of unleaded
gas, the margin difference has widened. After 1986,
many stations stopped selling leaded gas—increasing
the relative switching costs of buyers of leaded gas—
and the margin on leaded gas has risen relative to the
margin on unleaded gas. Changes in relative incomes
explain a small proportion of the changes in margin
differences. But the decline in the availability of leaded
gasoline explains between one-quarter and one-half of
the change in margin of differences since 1986.

Are “fair” rates to captive shippers compatible with
“fair” rates of return for the railroads in the period of
quasi-deregulation since 19807 To answer this, Fried-
laender develops a modelin which a public utility faces
a breakeven constraint while selling in two sectors: a
competitive one, in which price equals marginal cost,
and a captive one, which has to bearthe entire revenue
burden. The markup in the captive sector depends on
the degree of economies of scale and on the marginal-
cost revenue shares in the captive and competitive sec-
tors. Using the results of a cost function based on panel
data of Class | railroads from 1974-86, Friedlaender
shows that under reasonable assumptions concerning
the appropriate measure of economies of scale, the
two goals are not incompatible in the long run. Thus,
the relevant policy question is not whether reregulation
should be instituted but how to devise appropriate pol-
icies to move from the current situation, marked by a
high degree of scale economies, to a long-run equilib-
rium marked by moderate scale economies.

‘Salinger compares the prices charged, and the ser-
vices offered, by vertically integrated and unintegrated
cable systems to test for successive monopoly and
foreclosure effects. He finds that integrated cable sys-
tems are less likely to offer at least three pay channels,
and somewhat less likely to offer four pay channels,
than unintegrated systems are, but there is no signifi-
cant difference in the prices charged for pay services
by integrated and unintegrated systems.

Masten, Snyder, and Meehan suggest ways of over-
coming difficulties inherent in direct tests of economic
theories of organization. Specifically, they discuss
problems in testing transaction-cost arguments and
identify parallels to familiar selection and censoring
problems. They then apply these methods to a sample
of components from a large naval construction proj-
ect. The data permit them to: 1) test the relationship

between attributes of the transaction and the costs of
organizing, both within and between firms; and 2) pro-
vide dollar estimates of those costs.

Rucker and Leffler examine the choice of selling pri-
vately owned standing timber by lump sum or per unit.
Empirical results, obtained by using primary data on
individual private timber sales contracts, support the
predictions of a transaction cost model and reject sev-
eral predictions from a risk-based model of contract
choice.

Blumstein, Bovbjerg, and Sloan describe two possi-
ble reforms to our tort system: the first is a reporting
system to record current damage awards that would
have precedent value. Future jury awards in the middle
half of the expected distribution would be presump-
tively valid, and more extreme findings would have to
be justified explicitly. This approach would allow the
law on appropriateness of damagesto progressin com-
mon-law, monitored fashion rather than on the tradi-
tional ad hoc basis. The second proposal is a method
of “structuring” damages for future medical care and
other services to injured claimants. It would pay for
future services not in cash (whether as a traditional
lump sum at settlement or through newer annuity-like
periodic payments), but instead by funding an actual
service contract for necessary care.

The substantial rise in product liability costs has
altered the financial incentives for innovation greatly.
Higher liability costs increase the incentive to improve
product safety and discourage firms from introducing
new high-risk products. At very high levels of liability,
firms will abandon innovation and focus on no-risk
products, typically those characterized by generally
accepted technologies. Moore and Viscusi use two
large datasets for 1980-4. They match data from the
PIMS survey on R and D, patents, and new product
introductions with detailed information on insurance
premiums and losses from the Insurance Services Of-
fice. They find that product liability has a nonlinear
effect oninnovation. At low liability levels, increases in
liability costs increase measures of innovation, but this
influence becomes negative at extremely high levels of
innovation. The effects are stronger for product inno-
vation than for process innovation, which is consistent
with the greater importance of liability for design de-
fects, as compared with manufacturing defects. The
findings are robust across a variety of liability cost mea-
sures and are replicated using other data on R and D.

In the conventional economic treatment of insur-
ance pricing, premiums equal the expected present
value of claims. Winter offers an alternative, dynamic
model of insurance markets based on two assump-
tions: first, risks are dependent because of common
factors in the distribution of losses. This assumption,
together with limited liability of insurers, implies that
the industry stock of net worth or equity limits theamount
of insurance that can be offered credibly at any time.
Second, there is a cost advantage to internal capital
over external equity in raising financing. An insurance
cycle, or persistence of the gap between premiums
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and the present value of claims, results. Tight markets
or “crises” of high premiums and profits are caused by
depletion of capacity (net worth) through bad draws
on the common factors. Crises persist because insurers
rationally prefer to wait out the rapid accumulation of
retained earnings rather than to resort to costly exter-
nal capital. Soft markets arise from the accumulation
of retained earnings and persist because of the chance
that the excess stock of internal equity will be needed
in the future. In tight markets, gains to trade disappear
in the riskiest times when there is dependence in the
events of losses. In the context of liability insurance,
this dependence is attributed to uncertain liability stan-
dards in tort law. Nonlinear pricing, such as coverage
limits, arises because of dependence or common factors
in the size of losses (forexample, uncertain tortawards).

Also attending the conference were: Geoffrey Car-
liner, NBER; Richard E. Caves, Harvard University;
Frank M. Gollop, Boston College; Zvi Griliches, NBER
and Harvard University; Scott E. Harrington, Universi-
ty of South Carolina; Oliver D. Hart, Garth' Saloner, and
Jean Tirole, MIT; Alvin E. Klevorick, Richard C. Levin,
and Ariel Pakes, NBER and Yale University; B. Peter
Pashigian, University of Chicago; Robin A. Prager,
Vanderbilt University; Peter C. Reiss, NBER and Stan-
ford University; Michael H. Riordan, Boston Universi-
ty; and Carl Shapiro, NBER and Princeton University.

European Economic
Integration

Twenty-five economists from the United States and
Europe met in Cambridge on August 3-4 for a confer-
ence on “European Economic Integration: Towards
1992 sponsored by the NBER and the Centre for Eco-
nomic Policy Research (CEPR). Willem H. Buiter, of
NBER, Yale University, and CEPR, organized the fol-
lowing program:

Jeffrey D. Sachs, NBER and Harvard University; and
Xavier Sala-I1-Martin, Harvard University, “Federal
Fiscal Policy and Currency Unions: Some Lessons
for Europe from the United States”

Discussant: Willem H. Buiter

Francesco Giavazzi, NBER, University of Bologna,
and CEPR; and Marco Pagano, University of Naples
and CEPR, “Confidence Crises and Public Debt
Management”

Discussant: Kenneth Kletzer, Yale University

Clas Wihlborg, Gothenburg University and University
of Southern California, “Exchange Rate Arrange-
ments for the Transition to a Common Currency”
(jointly with Thomas Willett, University of South-
ern California)

Discussant: Vittorio U. Grilli, NBER, Yale University,
and CEPR

Richard E. Baldwin, NBER and Columbia University,
“On the Growth Effects of 1992” (This paper is
described in “International Seminar on Macro-
economics.”)

Discussant: David Ulph, University of Bristol and
CEPR

Rick van der Ploeg, Center for Economic Research,
Tilburg University, and CEPR, “Fiscal Aspects of
Monetary Integration in Europe”

Discussant: Silvio Borner, University of Basel

Damien J. Neven, INSEAD and CEPR, “European In-
tegration and Trade Flows” (jointly with Lars-Hen-
drik Roller, INSEAD)

Discussant: Alan Winters, University College of North
Wales and CEPR

Vittorio U. Grilliand Nouriel Roubini, NBER andYale
University, “Financial Integration, Liquidity, and
Exchange Rates”

Discussant: Lars E. O. Svensson, NBER and Univer-
sity of Stockholm

Sachs and Sala-I-Martin discuss the role of afederal
fiscal government in a monetary union. They argue
that a monetary union is more likely to survive if it is
accompanied by a federal government that redistrib-
utes income from positively to adversely shocked re-
gions so as to make nominal exchange rate adjust-
ments less necessary. They find that, within the United
States, a one dollar negative shock to the average U.S.
region triggers higher federal transfers (between 6 and
10 cents) and lower federal taxes (between 28 and 30
cents), so the decrease in disposable income is only
about 62 to 65 cents. Hence, more than one-third of the
shock is absorbed by the federal government and most
of the action comes from the tax side. They suggest
that, without a fiscal union, a European Monetary Union
(EMU) is not likely to survive. _

Giavazzi and Pagano argue that under free capital
mobility, confidence crises can result in devaluations if
fiscal authorities can obtain temporary money financ-
ing, even when fixed exchange rates are viable. During
a crisis, domestic interest rates increase, reflecting the
expected devaluation. Rather than selling debt at puni-
tive rates, fiscal authorities may turn to temporary
money financing, leading to equilibriums with positive
probability of devaluation. These equilibriums can be
ruled out if the amount of debt maturing during the
crisis is sufficiently small: a condition that can be met
by reducing the stock of public debt, lengthening its
average maturity, and/or smoothing the time distribu-
tion of maturing issues.

Wihlborg analyzes the transition from the current
“fixed but adjustable” exchange rate system among
most members of the European Community (EC) to an
irrevocably fixed system within which a common cur-
rency gradually would be substituted for the old na-
tional currencies. Wihlborg argues that basic conflicts
between short-run political goals and economic effi-
ciency are likely to arise during any attempted transi-
tion. Strategies that provide the greatest short-term
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benefits to national governments therefore may not
provide the most efficient path for securing the longer-
run objective of monetary union. Ironically, the possi-
bility exists that, the more closely the economies mov-
ing toward monetary union meet some of the criteria
for an optimal currency area emphasized in the tradi-
tional literature, the greater is the likely conflict be-
tween short-run political incentives and efficient paths
toward full monetary union.

Van der Ploeg uses a two-country model to analyze
fiscal aspects of monetary integrationin Europe. When

an adverse supply shock hits a two-country Mundell- -

Fleming world, it causes unemployment and a rise in
the cost of living. He compares the optimal fiscal policies
under international policy coordination with those
pursued in the absence of international coordination.
Van der Ploeg considers three exchange rate regimes:
freely floating rates; managed exchange rates with
hegemony (such as the European Monetary System
[EMS]); and a symmetric regime of fixed exchange
rates (like certain versions of the proposed EMU). He
also considers the effects of comprehensive economic
integration (1992), of indexation of wages to the cost of
living, and of interactions and spillovers between Europe
and the United States.

Neven studies intra-European trade flows and trade
between Europe and the rest of the world for 29 manu-
facturing sectors over 1975-85. Contrary tosome claims,
European integration has not slowed down in recent
years. Rather, European integration has proceeded
alongside integration with the rest of the world. Neven
finds evidence of significant unexhausted scale econ-
omies in European industry. Nontariff barriers to trade
hamper trade between Europe and the rest of the world
significantly more than they hamper intra-European
trade.

Grilli and Roubini ask two questions suggested by
the EC's decision to liberalize capital movements by
1990. First, will capital liberalization make it harder to
maintain fixed exchange rate parities in the EMS area?
‘Second, given the existence of large budget deficits
and high public debt-GDP ratios in a number of EMS
countries, will capital liberalization (together with the
need to maintain fixed parities) make the financing
and management of public debt more difficult? Using a
model that has “cash-in-advance constraints” fortrans-
actions in financial markets as well as for transactions
in goods markets, they find that capital controls (in the
form of taxes on foreign asset acquisitions) tend to
appreciate the currency in the country imposing the
controls. That is because the controls reduce the share
of foreign money used for asset transactions and thus
increase the share used for goods transactions. Also, a
move by a country toward a longer maturity structure
of the public debt will tend to depreciate that country’s
currency by reducing the share of the country’s money
used for asset transactions. Countries that are simul-
taneously liberalizing capital movements and length-
ening the maturity structure of their public debtthere~
fore may expect to face a weakening of their currency.

Finally, even when the monetary and real “fundamentals”
are not subject to uncertainty, uncertainty about the
process governing public debt issues can lead to vola-
tility of nominal and real exchange rates. This increases
the burden put on monetary policies in the pursuit of
exchange rate stability.

U.S./Japan Conference
on Aging

The National Bureau of Economic Research and the
Japan Center for Economic Research jointly spon-
sored a conference on “The Economics of Aging” in
Tokyo on September 8 and 9. The program was:

Laurence J. Kotlikoff, NBER and Boston University,
“Some Macroeconomic Implications of Aging
Populations”

Discussant: Yasushi lwamoto, Osaka University

Yukio Noguchi, Hitotsubashi University, “Macro-
economic Implications of Population Aging”

Discussant: James H. Stock, NBER and Harvard
University

Michael D. Hurd, NBER and State University of New
York at Stony Brook, “The Economic Status of the
Elderly in the United States”

Discussant: Toshiaki Tachibanaki, Kyoto University

Noriyuki Takayama, Hitotsubashi University, “House-
hold Asset and Wealth Holdings in Japan”
Discussant; Michael D. Hurd

Daniel McFadden, NBER and MIT, “Problems of Hous-
ing the Elderly in the United States”
Discussant: Miki Seko, Nihon University

‘Seiritsu Ogura, Saitama University, “Cost of Aging:
Public Finance Perspective for Japan”
Discussant: Laurence J. Kotlikoff

Alan M. Garber, NBER and Stanford University, “Fi-
nancing Health Care for Elderly Americans in the
1990s” '

Discussant: Hiroo Urushi, Sophia University

Shuzo Nishimura, Kyoto University, “Health Care
Demand by the Elderly in the Japanese Growing
Economy”

Discussant: Martin Feldstein, NBER and Harvard
University

Robin Lumsdaine, Harvard University, and David A.
Wise, NBER and Harvard University, “Aging and
Labor Force Participation: A Review of Trends and
Explanations”

Discussant: Haruo Shimada, Keio University

22



Atsushi Seike, Keio University, “The Effect of the
Employee Pension on the LaborSupply ofthe Japa-
nese Elderly”

Discussant: Edward P. L.azear, NBER and University
of Chicago

Kotlikoff suggests that declining saving rates over
the first half of the next century will be associated with
higher real wage rates and more capital per worker.
These increased real wages will help to absorbthe sig-
nificant cost of projected increases in Social Security
tax rates. )

Noguchi predicts that the aging ofthe Japanese pop-
ulation, which is occurring much more rapidly than the
aging of the U.S. population, will lead to reduced saving
in Japan. Indeed, he suggests thatJapan mightbecome
a capital-importing country in the next century. Nogu-
chiarguesthatover the next two decades the Japanese
government should expand investment in housing and
urban infrastructure; after that, it will be difficult to al-
locate sufficient resources for thatinvestment because
of the shortage of national saving. He further suggests
that an increase in Japanese domestic spending is de-
sirable for international harmony. Both Kotlikoff and
Noguchi emphasize that their results are sensitive to
model specification. Current estimates of the effect of
aging on national saving vary widely, they acknowledge.

Hurd reports that the elderly inthe United States are
at least as well off, and possibly substantially better off,
than the nonelderly. In addition, they are well protect-
ed from inflation because much of their income, in-
cluding Social Security, is indexed. In the relatively
near future, the economic status ofthe elderly who are
currently retired seems well assured, according to
Hurd. However, in the more distant future, when the
baby-boom generation retires and there are many more
retirees per employed person, the consumption of the
elderly relative to the consumption of employed per-
sons will be lower then than it is today.

Takayama finds that the elderly in Japan are wealthi-
er than the working-age population. Because of the
recent rapid rise in Japanese land prices, the differ-
ence between the wealth of the old and the wealth of
the young has widened. As in the United States, equity
in housing is the major asset of most elderly house-
holds. Under current circumstances, Takayama em-
phasizes, a young person who works all his life will be
unable to buy a home in a Tokyo suburb if he has to
depend on his own earnings. Takayama also points to
the need of older Japanese to liquidate home assets by
using equity conversion schemes, such as reverse an-
nuity mortgages. -

McFadden finds that the share of income spent on
shelter rises with age in the United States, primarily
because income falls more rapidly than payments for
housing, but also because real housing prices increased
substantially at the end of the 1970s. This supports the
common perception that the elderly are being squeezed
by housing costs. On the other hand, the pattern of

mobility among the elderly and the housing choices
made when the elderly do move suggest no significant
“bottled-up” demand for converting housing equity to
income. There appear to be no major market barriers
that prevent the elderly from choosing between non-
liquid and liquid assets. McFadden also suggests that
the baby-boom generation will face more difficult eco-
nomic circumstances in retirement than the previous
generation did.

Ogura discusses the implications of Japan’s aging
population for the cost of health care and public retire-
ment benefits. As in the United States, public health
insurance in Japan provides health care to the elderly
at little orno costto the patient. Apparently as aconse-
quence, the per capita cost of health care for the elder-
ly has risen sharply in recent years. Nonetheless, health
care in Japan costs only about 6 percent of GNP, ap-
proximately half of the cost in the United States. In 1973,
benefits under the Japanese public pension plans were
increased substantially, and subsequent costs increased
very rapidly. According to Ogura’s analysis, the cost of
both health insurance and pension plans will continue

.to increase sharply in the next several decades and will

peak around the year 2021, when the cost of govern-

"ment medical programs will be about 50 percent higher

than it is today and the cost of public pension plans will
double. Together, the two plans will absorb about one-
quarter of national income, about ten percentage points
more than the current cost. Ogura questions whether
future generations of workers will be willing to continue
to support the elderly at the levels that they have been
supported in the recent past.

Garber surveys demographic trends that influence
the utilization of health care in the United States and
examines the key financial issues surrounding hospi-
tal and physicians’ services for the elderly. He also
discusses the obstacles to improved financing and de-
livery of long-term care. Garber argues that marketing
long-term care insurance to younger persons should
help to prevent the adverse selection that mitigates
against selling long-term care insurance to elderly
persons. Nonetheless, because of the open-ended na-
ture of potential long-term care services, moral hazard
will remain an obstacle to the efficient functioning of a
long-term care insurance market. As larger numbers
of people purchase long-term care insurance, nursing
homes are likely to change, providing high-quality
housing and related services, Garber emphasizes. Many
individuals who would not consider entering a nursing
home today would be willing to do so if quality improved
in this sense. Garber concludes that the development
of private financing mechanisms is likely to be the major
response to the need for long-term care.

Nishimura emphasizes the increase in health care
expenditure since 1973 in Japan. He suggests that this
is caused in large part by the very low cost of health
care under government health insurance plans. He
shows that since 1973 per capita health care expendi-
tures for the elderly have risen much more rapidly than
per capita expenditures for the population as a whole.
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Lumsdaine and Wise summarize trends in the labor
force participation of older Americans. They show that
the labor force participation rates of men 60 and older
remained essentially constant from 1870 through 1937,
but then began to decline and arestill falling. Lumsdaine
and Wise attribute that decline to the introduction of
‘Social Security and private pension plans, which pro-
vide most of the support for the majority of retirees;
most older Americans have very little personal saving.
Personal wealth is primarily in the form of housing
equity, which tends notto be converted to liquid assets
as the elderly age. Both the provisions of Social Security
and firm pension plans and theincome from them tend
to encourage early retirement. Although persons are
living longer and longer, they are leaving the labor force
at younger and younger ages. The trendis unrelated to
personal saving but rather is associated with govern-
ment promises of Social Security benefits after retire-
ment and the saving by employers for their employees
through firm pension plans.

Seike studies the effect of government pensions on
the labor supply of older Japanese. Labor force partici-
pation of both older Japanese and older Americans is
declining. Still, Japanese labor force participation rates
are about twice as high as comparable U.S. rates. For
men over 65, for example, the participation rate is 37
percent in Japan compared with 17 percentin theUnited
States. Seike shows that the government pension plan
for employees contributes significantly to withdrawal
of older employees from the labor force. The lump-sum
tax imposed by the earnings test in Japan, similar to
the U.S. Social Security earnings test, substantially re-
duces the labor supply of those who are receiving re-
tirement benefits.

In summary, the Japanese and the American papers
revealed striking similarities between the two coun-
tries. The populations in both countries are aging rap-
idly, although the rate is faster in Japan than in the
United States. Workers are leaving the labor force at
younger ages in both countries, although the trend is
much more pronounced in the United States than in
Japan. In both countries, earlier retirement may be
attributed in large part to public and private pension
benefits. Public health insurance that provides health
care at little or no cost to patients contributed to rapid
increases in costs of health care in both countries, al-
though the per capita cost in Japan is still only half of
the U.S. per capita health care cost. Housing equity is
the primary asset of both elderly Americans and elder-
ly Japanese. In both countries, the elderly are at least
as well off as younger members of the population. Al-
though Japan's national saving rate is much higher
than the U.S. rate, both Japanese and American au-
thors predict that population aging will reduce future
saving rates in both countries. The cost of health care
and, more generally, the prospect of a smaller propor-
tion of employed persons supporting an expanding
proportion of retired persons are important concerns
in both countries.

Economic Growth

The NBER held a Conference on Economic Growth in
Cambridge on October6-7. RobertJ. Barro, NBER and
Harvard University, and Paul M. Romer, NBER and Uni-
versity of Chicago, organized the following program:

Jess Benhabib and Boyan Jovanovic, New York Uni-
versity, “Externalities and Growth Accounting”
Discussant: Stanley Fischer, NBER, MIT, and World

Bank

Robert J. Barro, and Xavier Sala-I-Martin, Harvard
University, “Economic Growth and Convergence
across the United States”

Discussant: Anne O. Krueger, NBER and Duke Uni-
versity

Dale W. Jorgenson, Harvard University, and Peter J.
Wilcoxen, University of Melbourne, “Environment-
al Regulation and U.S. Economic Growth”

Discussant: Timothy J. Kehoe, Federal Reserve Bank
of Minneapolis

Ricardo J. Caballero, Columbia University, and Rich-
ard Lyons, NBER and Columbia University, “The
Role of External Economies in U.S. Manufacturing”
(NBER Working Paper No. 3033) (This paper is sum-
marized in “Studies of Firms and Industries” in this
issue.)

Discussant: Kevin M. Murphy, NBER and University
of Chicago

Philippe Aghion, MIT, and Peter Howitt, University
of Western Ontario, “A Model of Growth through
Creative Destruction”

Discussant: Nancy Stokey, Northwestern University

Sebastian Edwards, NBER and University of Califor-
nia at Los Angeles, “Openness, Outward Orienta-
tion, Trade Liberalization, and Economic Perfor-
mance in Developing Countries” (NBER Working
Paper No. 2908)

Discussant: Rudiger W. Dornbusch, NBER and MIT

Jeremy Greenwood, Federal Reserve Bank of Min-
neapolis, and Boyan Jovanovic, “Financial Devel-
opment, Growth, and the Distribution of Income”

Discussant: Kenneth S. Rogoff, NBER and University
of California at Berkeley

Using quarterly and annual postwar U.S. aggregate
data on the growth of output, labor, and capital, Ben-
habib and Jovanovic find no evidence of increasing
returns to scale in the aggregate production function,
or of a large positive externality on the capital input.
This agrees with the findings of most others who look
at the microdata on R and D expenditures. They also
examine inputs and output over longer periods. They
find that the simultaneity problems caused by the cor-
relation between the inputs and the production function
disturbance persist in long-run averages of growth rates.
The puzzlethat the macrodata present, then, is notthat
externalities are very large but that we need not appeal
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to externalities at all tounderstand long-run movements
in aggregates.

Do poor countries tend to grow faster than rich ones,
so that income and production levels converge over
time? Barro and Sala-I-Martin find substantial indica-
tions of convergence among the 48 contiguous states:
poor states tend to grow faster than rich ones. However,
the authors also find that the variance of income across
states has not declined over time.

The rate of U.S. economic growth fell sharply in the
1970s and has remained low throughout the 1980s.
One factor often held responsible is the increase in
environmental regulation. Jorgenson and Wilcoxen
analyze the economic impact of pollution controls by
simulating the growth of the U.S. economy with and
without regulation. They construct a model of the econ-
omy thatincludes the determinants of long-term growth
and find that environmental regulation has been anim-
portant contributor to the growth slowdown. They also
find that the cost of emission controls is more than 10
percent of the total cost of government purchases of
goods and services.

Aghion and Howitt present a model in which eco-
nomic growth results exclusively from technological
progress, which in turn is the result of innovations pro-
duced by competitive research firms. Each innovation
consists of anew line of intermediate goods that can be
used to produce final output more efficiently than be-
fore. Research firms are motivated by the prospect of
monopoly rents. Those rents will be destroyed by the
next innovation, which will render obsolete theexisting
line of intermediate goods. In the model there is an
equilibrium with aconstant allocation of labor between
research and manufacturing. Aghion and Howitt show
that laissez-faire may produce too much or too little
research and that cyclical equilibriums are possible.

Edwards asks how trade regimes determine eco-
nomic performance and growth in developing coun-
tries. He argues that a key limitation of previous work
has been its inability to create measures of trade orien-
tation that are objective, continuous, and comparable
across countries. Edwards develops a growth model
that relates trade orientation to the ability to absorb
technological progress from the rest of the world. He
tests the model using a new index of trade orientation
that is free of earlier limitations. Edwards finds that
countries with a less distorted external sector grow
faster than countries with a more distorted external
sector.

Greenwood and Jovanovic present a model in which
both the extent of financial intermediation and the rate
of economic growth are determined endogenously.
Financial intermediation promotes growth because it
allows a higher rate of return to be earned on capital.
Growth inturn provides the means to implement cost-
ly financial structures. Thus, financial intermediation
and economic growth are inextricably linked. The mod-
el also generates adevelopment cycle: in the transition
from a primitive, slow-growing economy to a developed,
fast-growing one, a nation passes through a stage in

which the distribution of wealth across the rich and
poor widens.

Also attending the conference were; Costas Azaria-
dis, University of Pennsylvania; Geoffrey Carliner,
NBER; Zvi Griliches, NBER and Harvard University;
Larry E. Jones and Sergio Rebelo, Northwestern Uni-
versity; Nathaniel H. Leff, Columbia University; Glenn
McDonald, University of Western Ontario; Rodolfo E.
Manuelli, Stanford University; Ariel Pakes, NBER and
Yale University; Edward C. Prescott, Federal Reserve
Bank of Minneapolis; Andrei Shleifer, NBER and Uni-
versity of Chicago; and Kenneth L. Sokoloff, NBER
and University of California at Los Angeles.

Conference Calendar

Each NBER Reporter includes a calendar of upcoming
conferences and other meetings that are of interest to
large numbers of economists (especially in academia)
or to smaller groups of economists concentrated in
certain fields (such as labor, taxation, finance). The
calendar is primarily intended to assist those who plan
conferences and meetings, to avoid conflicts. All activ-
ities listed should be considered to be “by invitation
only,” except where indicated otherwise in footnotes.

Organizations wishing to have meetings listed in the
Conference Calendar should send information, com-
parable to that given below, to Conference Calendar,
National Bureau of Economic Research, 1050 Massa-
chusetts Avenue, Cambridge, MA 02138. Please also
provide a short (fewer than fifty words) description of
the meetings for use in determining whether listings
are appropriate for inclusion. The deadline for receipt
of material to be included in the Winter 1989/90 issue
of the Reporter is December 1. If you have any ques-
tions about procedures for submitting materials forthe
calendar, please call Kirsten Foss Davis at (617) 868-3900.
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December 4, 1989
Program Meeting: Productivity, NBER

December 4-5, 1989
Environmental Challenge: The Energy Response, Royal Institute of
International Affairs*

December 8-9, 1989
Universities Research Conference: Labor Markets in the 1990s, NBER

December 8-10, 1989 .
General Equitibrium Theory, Conference on Econometrics and
Mathematical Economics

December 14-15, 1989
Panel on Economic Activity: Microeconomics, Brookings Institution

December 15-16, 1989
Program Meeting: International Studies: “International
Competitiveness,” NBER

December 28-30, 1989
Annual Meeting, American Economic Association”

December 28-30, 1989
North American Winter Meeting, Econometric Society*

January 4-6, 1990
Mismatch and Labor Mobility, Center for Economic Policy Research

January 4-6, 1990 ,
1990 Special International Conference, International Association
for Energy Economics”

January 4-6, 1990
Winter Conference, American Statistical Association*

January 7-8, 1990
Conference on Corporate Finance, NBER, Tokyo Center for
Economic Research, and Center for Economic Policy Research

January 22-23, 1990
European Financial Integration, Center for Economic Policy Research

February 2, 1990
Program Meeting: Economic Fluctuations, NBER

February 2-3, 1990
Political Economy, NBER

February 9-10, 1990
Firms and Industries, NBER

February 27-28, 1990
Policy Seminar, National Association of Business Economists*

March 1, 1990
The Impact of 1992 on European Trade and In_dustry, Center for

Economic Policy Research

March 2, 1990
Higher Education, NBER

March 9-10, 1990
5th Annual Macroeconomics Conference, NBER

March 16-17, 1990
Conference on Trade, NBER

March 16-17, 1990
3rd Annual InterAmerican Seminar on Economics, NBER

March 17-23, 1990
International Atlantic Economic Conference, Atlantic Economic
Association*

March 22-24, 1990
Conference on Financial Crisis, NBER

March 29-31, 1990
Annual Meeting, Midwest Economics Association*

April 5-6, 1990
Panel on Economic Activity, Brookings Institution

April 5-7, 1990
Conference on Aging, NBER

April 5-7, 1990
1990 Annual Meeting, Eastern Finance Association*

April 12-14, 1990
Conference on Economic Growth, NBER

April 19-20, 1990
Program Meeting: Taxation, NBER

April 27, 1990
Macroeconomic History, NBER

April 20-21, 1990
Carnegie-Rochester Public Policy Conference, Carnegie-Melion
University—University of Rochester

May 1, 1990
Macroeconomic Policy and the External Constraint, Center for
Economic Policy Research

May 4-5, 1990
Conference on Research in Income and Wealth: Measurement
Issues in the Service Sector, NBER

May 11-12, 1990
Universities Research Conference, Financial Markets and Monetary
Economics, NBER

May 14-15, 1990
Politics and Economics in the Eighties, NBER

May 14-15, 1990
Regulating International Financial Markets, Columbia (with MOF,
FAIR)*

May 18-19, 1990
Conference on Populist Economics in Latin America, NBER

May 21-22, 1990
Spring Symposium, National Tax Associatiation-Tax institute of
America*

June 14-16, 1990
Economic Policy in Political Equilibrium, Center for Economic Policy
Research

*Open conference, subject to rules of the sponsoring organization.

*Open conference, subject to rules of the sponsoring organization.
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June 19-21, 1990
1980 12th Annual International Conference, International Association
for Energy Economics*

June 28-30, 1990
1990 Meetings, Society for Economic Dynamics and Control*

June 29-July 3, 1990
65th Annual International Conference, Western Economic Association®

August 6-9, 1990
Joint Statistical Meetings, American Statistical Association’

August 22-29, 1990
World Congress, Econometric Society*

August 26-30, 1990
46th Conference: Public Finance with Several Levels of Government,
International Institute of Public Finance*

September 13-14, 1990
Panel on Economic Activity, Brookings Instution

September 23-26, 1990
Annual Meeting, National Association of Business Economists*

October 18-20, 1990
Annual Research Conference, Association for Public Policy Analysis
and Management”

October 18-21, 1990
Conference on American Economic Policy, NBER

November 11-14, 1990
83rd Annual Conference on Taxation, National Tax Associatiation—
Tax Institute of America*

November 18-20, 1990
Annual Meeting, Southern Economic Association*

December 28-30, 1990
Annual Meeting, American Economic Association*

January 4, 1991
US/Japan Housing Markets, NBER

March 21-24, 1991
Conference on Economic Crisis, NBER

April 4-6, 1991
Annual Meeting, Midwest Economic Association*

August 19-22, 1991
Joint Statistical Meetings, American Statistical Association”

August 25-29, 1991
47th Conference, International Institute of Public Finance”

September 22-25, 1991
Annual Meeting, National Association of Business Economists®

October 11-14, 1991
international Atlantic Economic Conference, Atlantic Economic
Society”

November 24-26, 1991
Annual Meeting, Southern Economic Association*

*Open conference, subject to rules of the sponsoring organization.

Burcau News

Bureau Mourns Fabricant

NBER Research Associate Emeritus Solomon Fabri-
cant died on September 13, two days before his 83rd
birthday. He had been involved with the Bureau through-
out his career as an economist and he will be sorely
missed. .

Fabricant was born in Brooklyn in 1906. He received
his bachelor’'s degrees from City College and New York
University (NYU) and worked as an accountant from
1925 to 1929. In 1930 he received a master's degree
from Columbia University and joined the NBER staff.
He received a Ph.D. from Columbia in 1938.

Fabricant began his teaching career at NYU as alec-
turer in 1946. He became an associate professorin 1947
and a full professor in 1948. Fabricant also served as
the Bureau's research director from 1953 to 1965. He
joined the NBER's Board of Directors in 1955 and be-
came a director emeritus in 1981.

Fabricant's first Bureau publication, “Recent Corpo-
rate Profits in the United States,” appeared in 1934.
Over the next 50 years, he produced a steady stream of
research on a wide variety of topics, including manu-
facturing output and employment, business cycles,
savings, government employment, and productivity
change. His last Bureau publication was a brief history,
entitled “Toward a Firmer Basis of Economic Policy:
The Founding of the National Bureau of Economic
Research.”

1989-90 Olin Fellows

The four Olin Fellows for 1989-90 are: Alberto Alesi-
na, Alan B. Krueger, Karen Lewis, and David Scharf-
stein. The Fellows Program is made possible by a grant
from the John M. Olin Foundation.

Alesina is on leave from Harvard University; his re-
search will examine the interaction of politics and eco-
nomics in formulating fiscal and monetary policy. Krue-
ger, who comes to the NBER from Princeton University,
will study various aspects of the U.S. labor market.
Lewis, who is on the faculty of New York University's
Graduate School of Business Administration, will in-
vestigate the fluctuations in exchange rate and asset
markets. Scharfstein, of MIT's Sloan School of Manage-
ment, will analyze the relationship between corporate
financial structure and investment.
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New Directors Named

The NBER's Board of Directors elected six new mem-
bers at its September meeting: Jagdish Bhagwati, rep-
resenting Columbia University; Franklin Fisher, MIT,
Gail Fosler, The Conference Board; Ronald Gallant,
American Statistical Association; Craig Swan, Uni-
versity of Minnesota; and Michael Yoshino, Harvard
University.

Jagdish Bhagwati Franklin Fisher
Bhagwati has been the Arthur Lehman Professor of
Economics at Columbia since 1981, and a professor of
political science there since 1986. He studied at Bom-
bay University and Oxford University, received his
M.A. from Cambridge University, and has a Ph.D. from
MIT. He taught economics at MIT from 1968-80.
Fisher, an NBER research associate since 1980, has
taught economics at MIT since 1960. He received his
A.B.,M.A,, and Ph.D. degrees from Harvard University.
Fisher was the 1973 winner of the John Bates Clark
Award of the American Economic Association.
Fosler is chief economist and executive director of
the economics program at the Conference Board. Pre-
viously, she was the chief economist and deputy staff
director for the Senate Budget Committee, acting as
principal economic advisor to Senator Pete Domenici.
Fosler has a B.A. from the University of Southern Cali-
fornia and an M.B.A. from New York University.

Ronald Gallant

Gail Fosler

Michael Yoshino

Craig Swan

Gallant is a professor of statistics and economics at
North Carolina State University and an adjunct profes-
sor of economics at Duke University. He also has taught
at Northwestern University and the University of Chi-
cago. Gallant received his A.B. from San Diego'State
University, his M.B.A. from the University of California
at Los Angeles, and his Ph.D. from lowa State University.

Swan is an associate dean and executive officer at
the University of Minnesota, where he has taught since
1969. He holds a B.A. from the University of California
at Berkeley, and an M.A. and Ph.D. from Yale Universi-
ty. Swan was president of the Minnesota Economics
Association in 1985-6.

Yoshina is a professor of business administration and
a director of research at the Harvard Business School.
He has also taught at the University of California and
has done research at Stanford University. Yoshino re-
ceived his M.B.A. at Columbia University and his Ph.D.
from Stanford.

1989 Summer Institute

Over 600 economists from 58 universities and orga-
nizations around the world attended the NBER's Elev-
enth Annual Summer Institute. This year's program
was funded primarily by a grant from the Lynde and
Harry Bradley Foundation, with additional support
from the National Science Foundation. There were 31
separate workshops on topics including international
taxation, corporate finance, asset pricing models, cred-
it market failures, unemployment, higher education,
international macroeconomics, aging, and state and’
local government finance:. A catalog of all papers and
work in progress discussed at the Summer Institute
can be obtained by writing to: Summer Institute Catalog,
NBER, 1050 Massachusetts Avenue, Cambridge, MA
02138.
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NBER Associate Assumes
Treasury Post

Research Associate Harvey S. Rosen, a member of
the NBER’s Program in Taxation since 1978, was re-
cently named deputy assistant secretary for tax policy
of the U.S. Department of the Treasury. Rosen was a
professor of economics at Princeton University at the
time of his appointment. He also has directed the
NBER'’s Project on State and Local Government Fi-
nance since 1983.

Goldin and Poterba Named
Associate Directors

James M. Poterba was recently named associate
director of the NBER’s Program in Taxation and Clau-
dia Goldin was made associate director of the Bureau’s
Program in Development of the American Economy
(DAE). Poterba is a professor of economics atMIT and
a research associate inthe Bureau’'s Programsin Taxa-
tion, Financial Markets and Monetary Economics, Pro-
ductivity, and Aging. Goldin is a professor of econom-
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Claudia Goldin James M. Poterba

ics at the University of Pennsylvania and has been a
member of the DAE program since 1978.

The new associate directors will work closely with
the program directors and are expected to succeed
them after two years.

In announcing these appointments, NBER President
Martin Feldstein praised the substantial record of
achievements of David F. Bradford, director of the
Program in Taxation, and Robert W. Fogel, director of
the Program in Development of the American Econo-
my. Feldstein noted that Bradford and Fogel are the
first directors of their programs and are responsible for
developing the existing programs and their research
agendas.

'to brmg outstand
‘ Cambndge ofﬂce

have a Ph.D.; pre
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Economic Fluctuations
Research Meeting
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by November 27 to: Geof’ ey Carlmer NBER‘ 1050;_'_‘
Massachusetts Avenue, Cambridge, MA02138. Win- Over 100 economists attended a research meeting of
ners will be announced by December 15. the NBER's Program in Economic Fluctuations in Cam-
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bridge on July 13. The program, organized by Research
Associates Andrei Shleifer of the University of Chicago
and Lawrence H. Summers of Harvard University, was:

Robert B. Barsky, NBER and University of Michigan,
and J. Bradford De Long, NBER and Harvard Uni-
versity, “Why Have Stock Prices Fluctuated?”

Discussant: John Y. Campbell, NBER and Princeton
University

Knut Anton Mork, Vanderbilt University, and Hans
Terje Mysen and Oystein Olsen, Central Bureau of
‘Statistics, Norway, “Macroeconomic Responses
to Oil Price Increases and Decreases in' Six OECD
Countries”

Discussant: James Hamilton, University of Virginia

Lawrence M. Ausubel, Northwestern University,
“The Failure of Competition in the Credit Card
Market”

Discussant: Julio J. Rotemberg, NBER and MIT

Lawrence H. Summers, and Chris Carroll, MIT, “Con-
sumption Growth Parallels Income Growth: Some
New Evidence”

Discussant: Angus Deaton, NBER and Princeton
University

Steve J. Davis, University of Chicago, and John C.
Haltiwanger, University of Maryland, “Gross Job
Creation, Gross Job Destruction, and Employment
Reallocation”

Discussant: Lawrence J. Katz, NBER and Harvard
University

Finn E. Kydland, Carnegie-Mellon University, and
Edward C. Prescott, University of Minnesota, Cyc-
lical Movements of the Labor Input and Its Real
Wage”

Discussant: Kevin M. Murphy, NBER and University
of Chicago

Barsky and De Long reassess the relationship be-
tween stock prices and current and expected future
dividends to determine whether market fluctuations
are caused by shifts in fundamentals. Using data on
dividends from 1900 to the present, they find thatchanges
in the rationally expected growth rate of dividends may
account for the sizable long-run variation in the divi-
dend/price ratio. Movements in current and expected
future dividends themselves also can explain much
about the major historical long swings in stock prices.
Previous conclusions to thecontrary appearto depend
on agents’ assumed knowledge of certain features of
the dividend process, but that knowledge was unavail-
able to investors atthetime, Barsky and De Long believe.

Mork, Mysen, and Olsen analyze the correlations
between oil price movements and GNP/GDP fluctua-
tions for the United States, Canada, West Germany,
Japan, the United Kingdom, and Norway. They find
the clearest correlations for the United States, which

also shows evidence of asymmetric responses to price
increases and decreases. West Germany, Canada, and
Norway show significant univariate, but not multivari-
ate, correlations with oil price increases.

The bank credit card market, containing 4000 firms
and lacking regulatory barriers, appears to be an ex-
ample of perfect competition. Nevertheless, Ausubel
reports that credit card interest rates have been excep-
tionally sticky relative to the cost of funds. Moreover,
credit card issuers appear to have earned three to five
times the ordinary rate of return in banking from 1983-7.
The competitive model may fail partly because of con-
sumer search or switch costs, which may be exacer-
bated by adverse selection.

‘Summers and Carroll argue that the versions of the
permanent-income and life-cycle theories that recent-
ly have become fashionable are inconsistent with the
most obvious features of cross-country and cross-sec-
tional data on consumption and income. Consumption
and income growth are much more closely linked than
these theories would predict. Furthermore, consump-
tion smoothing appears to take place over periods of
several years, not several decades. Thus the useful-
ness of standard representative consumer approaches
to the analysis of saving behavior is questionable. In-
creased emphasis on liquidity constraints and short-
run precautionary saving may be necessary to explain
consumption behavior.

Davis and Haltiwanger measure the heterogeneity of
employment changes in the U.S. manufacturing sector
at the establishment level from 1972-86. Their dataset
has approximately 860,000 annual observations and
3.4 million quarterly observations on 160,000 manu-
facturing establishments. Based on March-to-March
changes in establishment level employment, gross job
reallocation (that is, job creation minus job destruction)
averages 20 percent per year. Reallocation ratesrange
from 17 to 23 percent per year in the manufacturing
sector, Davis and Haltiwanger find. Virtually all of the
time-series variation in gross job reallocation is ex-
plained by time-series variation in the idiosyncratic
components of establishment growth rates. They con-
clude that the intensity of shifts in the pattern of em-
ployment opportunities across establishments is strong-
ly countercyclical. This finding provides evidence of a
systematic connection between aggregate fluctuations
and the heterogeneity of employment changes at the
establishment level.

Using data for 1969-82 on almost 5000 people in the
Panel Study of Income Dynamics, Kydland and Pres-
cott ask if aggregate hours worked are agood measure
of labor input over a business cycle. The validity of ag-
gregate hours as a cyclical measure requires that the
composition of the work force by skill and ability remain
approximately unchanged over the cycle. However,
aggregate hours are more volatile cyclically than labor
inputis. Furthermore, the real wage is strongly procyc-
lical, while average compensation per houris not. Thus,
aggregate hours are a poor measure of labor input.
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Reprints Available

The following NBER Reprints, intended fornonprofit
education and research purposes, are now availa-
ble. (Previous issues of the NBER Reporter list titles
1-1192 and contain abstracts of the Working Papers
cited below.)

These reprints are free of charge to corporate as-
sociates and other sponsors of the National Bureau.
For all others there is a charge of $2.00 per reprint to
defray the costs of production, postage, and handling.
Please do not send cash. Reprints must be requested
by number, in writing, from: Reprint Series, National
Bureau of Economic Research, 1050 Massachusetts
Avenue, Cambridge, MA 02138.

1193. “Investment, Financing Decisions, and Tax Policy”
by Steven R. Fazzari, R. Glenn Hubbard, and
Bruce C. Petersen, 1988 (NBER Working Paper
No. 2387)

1194.“Spending, Taxes, and Deficits: International-
Intertemporal Approach” by Jacob A. Frenkel
and Assaf Razin, 1988 (NBER Working Paper No.
2065)

1195. “An Assessment of the Benefits of Air Pollution
Control: The Case of Infant Health” by Theodore
J. Joyce, Michael Grossman, and Fred Goldman,
1989 (NBER Working Paper No. 1928)

1196. “Tariffs, the Real Exchange Rate, and the Terms
of Trade: On Two Popular Propositions in Inter-
national Economics” by Sebastian Edwards and
‘Sweder J. G. van Wijnbergen, 1987 (NBER Work-
ing Paper No. 2365)

1197. “Bank Portfolio Choice with Private Information
about Loan Quality” by Deborah Lucas and Robert
L. McDonald, 1987 (NBER Working Paper No.
2421)

1198. “Terms of Trade, Tariffs, and Labor Market Ad-
justment in Developing Countries” by Sebastian
Edwards, 1988 (NBER Working Paper No. 2110)

1199. “The Productivity Slowdown, Measurement Issues,
and the Explosion of Computer Power” by Martin
N. Baily and Robert J. Gordon, 1988

1200. “The Estimation of Prewar Gross National Prod-
uct: Methodology and New Evidence” by Nathan
'S. Balke and RobertJ. Gordon, 1989 (NBER Work-
ing Paper No. 2674)

1201. “Recent Developments in Macroeconomics” by
‘Stanley Fischer, 1988 (NBER Working Paper No.
2473)

1202. “Looking for the News in the Noise: Additional
Stochastic Implications of Optimal Consumption
Choice” by Laurence J. Kotlikoff and Ariel Pakes,
1988 (NBER Working Paper No. 1492)

1203. “Investment and Sales: Some Empirical Evidence”
by Andrew B. Abel and Olivier J. Blanchard, 1988
(NBER Working Paper No. 2050)

1204. “Understanding Real Interest Rates” by Frederic
'S. Mishkin, 1988 (NBER Working Paper No.2691)

1205. “Credit, Money, and Aggregate Demand” byBen
‘S. Bernanke and Alan'S. Blinder, 1988 (NBER
Working Paper No. 2534)

1206.“The Labor Market Consequences of Genera-
tional Crowding” by David E. Bloom, Richard B.
Freeman, and Sanders D. Korenman, 1988 (NBER
Working Paper No. 1829)

1207.“Order Backlogs and Production' Smoothing” by
Kenneth D. West, 1988 (NBER Working Paper
No. 2385)

1208. “Productivity and Changes in Ownership of Man-
ufacturing Plants” by Frank R. Lichtenberg and
Donald Siegel, 1988

1209. “The Evolution of Unemployment in the United
‘States: 1968-85" by Kevin M. Murphy and Robert
H. Topel, 1987

1210.“What Are the Costs of Excessive Deficits?” by
David Romer, 1988

1211.“Debt Neutrality, Professor Vickrey, and Henry
George’s ‘Single Tax’” by Willem H. Buiter, 1989
(NBER Working Paper No. 2673)

1212. “International Evidence on the Demand for Mon-
ey,” by Ray C. Fair, 1987 (NBER Working Paper
No. 2106)

1213.“The Corporate Cost of Capital in Japan and the
United States,” by Albert Ando and Alan J. Auer-
bach, 1988 (NBER Working Paper No. 1762)

1214.“Do We Collect Any Revenue from Taxing Capital
Income?” by Roger H. Gordon and Joel B. Slem-
rod, 1988

1215.“The ECU—AnR Imaginary or Embryonic Form of
Money: What Can We Learn from History?” by
Michael D. Bordo and Anna J. Schwartz, 1989
(NBER Working Paper No. 2345)

1216. “Obstacles to International Macroeconomic Pol-
icy Coordination,” by Jeffrey A. Frankel, 1988
(NBER Working Paper No. 2505)

1217."IR and D Projected Data and Theories of Rand D
Investment,” by Frank R. Lichtenberg, 1989 (NBER
Working Paper No. 2720)

1218. “Learning in Equilibrium Models of Arbitration,”
by Robert'S. Gibbons, 1988 (NBER Working Pa-
per No. 2547)

1219.%0n the Interpretation of Near Random-Walk
Behavior in GNP,” by Kenneth D. West, 1988 (NBER
Working Paper No. 2364)
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1220. “The Ricardian Approach to Budget Deficits,” by
Robert J. Barro, 1989 (NBER Working Paper No.
2685)

1221.“The Empirical Foundations of the Arbitrage Pric-
ing Theory,” by Bruce N. Lehmann and David M.
Modest, 1988 (NBER Working Paper Nos. 1725
and 1726)

1222.“The Revenues-Expenditures Nexus: Evidence
from Local Government Data,” by Douglas Holtz-
Eakin, Whitney K. Newey, and Harvey'S. Rosen,
1989 (NBER Working Paper No. 2180)

1223. “Trade Deficits in the Long Run,” by Barry J. Eich-
engreen, 1989 (NBER Working Paper No. 2437)

1224.“Venture Capital and Capital Gains Taxation,” by
James M. Poterba, 1989 (NBER Working Paper
No. 2832)

1225. “International Effects of Tax Reforms,” by Jacob
A. Frenkel and Assaf Razin, 1989 (NBER Working
Paper No. 2873)

1226. “Lifetime Incidence and the Distributional Burden
of Excise Taxes,” by James M. Poterba, 1989
(NBER Working Paper No. 2833)

1227. “Tariffs, Capital Controls, and Equilibrium Real
Exchange Rates,” by Sebastian Edwards, 1989
(NBER Working Paper No. 2162)

1228.“The Simple Analytics of Debt-Equity Swaps,”
by Elhanan Helpman, 1989 (NBER Working Paper
No. 2771)

1229. “The Efficiency of the Market for Single-Family
Homes,” by Karl E. Case and Robert J. Shiller,
1989 (NBER Working Paper No. 2506)

1230. “Exchange Controls, Devaluations, and Real Ex-
change Rates: The Latin American Experience,”
by Sebastian Edwards, 1989 (NBER Working Pa-
per No. 2348)

1231.“The Costs of Conflict Resolution and Financial
Distress: Evidence from the Texaco-Pennzoil
Litigation,” by David M. Cutler and Lawrence H.
‘Summers, 1988 (NBER Working Paper No. 2418)

1232. “What Moves Stock Prices?” by David M. Cutler,
James M. Poterba, and Lawrence H. Summers,
1989 (NBER Working Paper No. 2538)

1233. “Mean Reversion in Stock Prices,” by James M.
Poterba and Lawrence H. Summers, 1988 (NBER
Working Paper No. 2343)

1234.“The Choice of Monetary Instrument in Two In-
terdependent Economies under Uncertainty,” by
‘Stephen J. Turnovsky and Vasco d’Orey, 1989
(NBER Working Paper No. 2604)

1235. “Is Everything Neutral?” by B. Douglas Bernheim
and Kyle Bagwell, 1988 (NBER Working Paper
No. 2086)

1236. “The Flexible Exchange Rate System: Experience
and Alternatives,” by Rudiger Dornbusch and
Jeffrey A. Frankel, 1988 (NBER Working Paper
No. 2464)

1237.“Relative Wage Variability in the United States
1860-1983,” by Steven G. Allen, 1987 (NBER Work-
ing Paper No. 2221)

1238. “The Behavior of Home Buyers in Boom and Post-
Boom Markets,” by Karl E. Case and Robert J.
Shiller, 1989 (NBER Working Paper No. 2748)

1239. “Country Risk, Incomplete Information, and Taxes
on International Borrowing,” by Joshua Aizen-
man, 1989 (NBER Working Paper No. 1880)

1240. “A Bequest-Constrained Economy: Welfare Anal-
ysis,” by Marc Nerlove, Assaf Razin, and Efraim
Sadka, 1988 (NBER Working Paper No. 2779)

1241.“Exchange Rate Volatility and Misalignment:
Evaluating Some Proposals for Reform,” by Jacob
A. Frenkel and Morris Goldstein, 1988 (NBER

~ Working Paper No. 2894)

1242.“The International Monetary System: Develop-
ments and Prospects,” by Jacob A. Frenkel and
Morris Goldstein, 1988 (NBER Working Paper
No. 2648) .

1243.“Productivity Levels and Productivity Change
under Unionism,” by Steven G. Allen, 1988 (NBER
Working Paper No. 2304)

1244. “Sovereign Debt as a Contingent Claim: Excusable
Default, Repudiation, and Reputation,” by Herschel
I. Grossman andJohn B.Van Huyck, 1988 (NBER
Working Paper No. 1673)

1245. “Structural Adjustment Policies in Highly Indebt-
ed Countries,” by Sebastian Edwards, 1989 (NBER
Working Paper No. 2502)

1246. “Sources of Business Cycle Fluctuations,” by
Matthew D. Shapiro and Mark W. Watson, 1988
(NBER Working Paper No. 2589)

1247. “Monopolistic Competition, Relative Prices, and
Output Adjustment in the Open Economy,” by
Joshua Aizenman, 1989 (NBER Working Paper
No. 1787)

1248. “The General Equilibrium Effects of Inflation on
Housing Consumption and Investment,” by James
Berkovec and Don Fullerton, 1989 (NBER Work-
ing Paper No. 2826)

1249. “Divergent Expectations as a Cause of Disagree-
ment in Bargaining: Evidence from a Comparison
of Arbitration'Schemes,” by Henry'S. Farber and
Max H. Bazerman, 1989 (NBER Working Paper
No. 2139)

1250. “A Disaggregate Equilibrium Model of the Tax
Distortions among Assets, Sectors, and Indus-
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tries,” by Don Fullerton and Yolanda Kodrzycki
Henderson, 1989 (NBER Working Paper No. 1905)

1251. “Financial Factors in Business Fluctuations,” by
Mark Gertler andR. Glenn Hubbard, 1988 (NBER
Working Paper No. 2758)

1252. “Credibility, Debt, and Unemployment: Ireland’s
Failed S®@bilization,” by Rudiger Dornbusch, 1989
(NBER Working Paper No. 2785)

1253. “Labor Markets and the Choice of Technology in
an Open Developing Economy,” by Joshua Aizen-
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Policies,” by Jacob A. Frenkel and Assaf Razin,
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1256. “Utilization and Case-Mix Impacts of Per-Case
Payment in Maryland,” by David S. Salkever and
Donald M. Steinwachs, 1988 (NBER Working
Paper No. 2010)

1257.“Unions and Job Security in the Public Sector,”
by Steven G. Allen, 1988 (NBER Working Paper
No. 2108)

1258.“Shunto, Rational Expectations, and Output
Growth in Japan,” by Herschel I. Grossman and
William'S. Haraf, 1989 (NBER Working Paper No.
1144)

1259. “Economic Efficiency in Recent Tax Reform His-
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ments?” by Don Fullerton and James B. Mackie,
1989 (NBER Working Paper No. 2593)
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(NBER Working Paper No. 2816)

1261. “Industry Rents: Evidence and Implications,” by
Lawrence F. Katz and Lawrence H. Summers,
1989 (NBER Working Paper No. 2739)

1262. “Anatomy of Financial Crises,” by Barry J. Eichen-
green and Richard Portes, 1987 (NBER Working
Paper No. 2126)

1263. “Homeownership Rates of Married Couples: An
Econometric Investigation,” by Donald R. Haurin,
Patric H. Hendershott, and David C. Ling, 1988
(NBER Working Paper No. 2305)
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by Miles'S. Kimball and N. Gregory Mankiw, 1989
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1267.“Sources of Economic Fluctuations in the United
‘States,” by Ray C. Fair, 1988 (NBER Working
Paper No. 2112)
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mann, and Giuseppe Nicoletti, 1989 (NBER Work-
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1275. “The Seasonal Cycle and the Business Cycle,” by
Robert B. Barsky and Jeffrey A. Miron, 1989 (NBER
Working Paper No. 2688)

1276.“Price Flexibility, Credit Availability, and Eco-
nomic Fluctuations: Evidence from the United
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R. Glenn Hubbard, 1989 (NBER Working Paper
No. 1767)

1277.“Country Risk and Contingencies,” by Joshua
Aizenman, 1989 (NBER Working Paper No.2236)

1278.“Hypothesis Testing with Restricted Spectral
Density Matrices, with an Application to Uncov-
ered Interest Parity,” by Takatoshilto and Danny
Quah, 1989 (NBER Technical Working Paper No.
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1279.“Interest Rate Targeting,” by Robert J. Barro,
1989 (NBER Working Paper No. 2581)

1280. “Household Formation and Homeownership:
Impacts of Demographic, Sociological, and Eco-
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nomic Factors,” by Patric H. Hendershott, 1988
(NBER Working Paper No. 2375)

1281.“Workers’ Trust Funds and the Logic of Wage
' Profiles,” by George A. Akerlof and Lawrence F.
Katz, 1989 (NBER Working Paper No. 2548)

1282. “Trade Restrictions as Facilitating Practices,” by
Kala Krishna, 1989 (NBER Working Paper No.
1546)

1283. “Research and Development and Intraindustry
‘Spillovers: An Empirical Application of Dynamic
Duality,” by Jeffrey |. Bernstein and M. Ishaq
Nadiri, 1989 (NBER Working Paper No. 2002)

1284."Risk, Uncertainty, and Exchange Rates,” by
Robert J. Hodrick, 1989 (NBER Working Paper
No. 2429)

1285. “Bubbles, Fads, and Stock Price Volatility Tests:
A Partial Evaluation,” by Kenneth D. West, 1988
(NBER Working Paper No. 2574)

1286.“The Term Structure of interest Rates and the
Effects of Macroeconomic Policy,” by Stephen J.
Turnovsky, 1989 (NBER Working PaperNo. 2902)

1287.“Real Business Cycles: A New Keynesian Per-
spective,” by N. Gregory Mankiw, 1989 (NBER
Working Paper No. 2882)

1288. “Relative Wages, Efficiency Wages, and Keynes-
ian Unemployment,” by Lawrence H. Summers,
1988 (NBER Working Paper No. 2590)

1289. “Tax Policy and International Competitiveness,”
by Lawrence H. Summers, 1988 (NBER Working
Paper No. 2007)

Technical Papers Series

The following studies in the NBER TechnicalWorking
Papers series are now available (see previous issues of
the NBER Reporter for other titles). Like NBER Working
Papers, these studies may be obtained by sending $2.00
per paper to: Technical Working Papers, National Bu-
reau of Economic Research, 1050 Massachusetts Ave-
nue, Cambridge, MA 02138. Please do not send cash.

78."“Full Information Estimation and Stochastic Simu-
lation of Models with Rational Expectations,” by
Ray C. Fair and John B. Taylor, August 1989 (JEL
No. 211)

79. “Estimation of Polynomial-Distributed Lags and
Leads with End-Point Constraints,” by Donald W. K.
Andrews and Ray C. Fair, October 1989 (JEL No.
211)

80."“A Simple, Consistent Estimator for Disturbance
Components in Financial Markets,” by James A.
Levinsohn and Jeffrey K. MacKie-Mason, October
1989 (JEL Nos. 210, 230)

81.%The Influence of Probability on Risky Choice: A
Parametric Examination,” by Joanna R. Baker, Pam-
ela K. Lattimore, and Ann Dryden Witte, October
1989 (JEL No. 026) '

Burcau Books

Understanding
the Gender Gap

Understanding the Gender Gap: An Economic His-
tory of American Women, by Claudia Goldin, is available
from Oxford University Press for $29.95.

Why do women earn less than men and have less
opportunity for advancement, despite the fact that
they have been entering the labor market in unprece-
dented numbers and with high skill levels? Goldin uses
new data and innovative methods to show thatwomen'’s
economic status has evolved graduaily overthe last two
centuries and that past conceptions of women workers
are not easily discarded.

The book should be useful for economists, historians,
sociologists, and lay readers who are interested in wom-
en’s studies.

Goldin is associate director of the NBER’s Program in
Development of the American Economy. Shealso is a pro-
fessor of economics at the University of Pennsylvania.

This volume may be ordered directly from Oxford
University Press, 200 Madison Avenue, New York, NY
10016.
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Current Working
Papers

individual copies of NBER Working Papers and His-
torical Factors in Long-Run Growth Working Papers
are available free of charge to corporate associates
and other supporters of the National Bureau. Others
can receive copies of Working Papers by sending $2.00
per copy to Working Papers, National Bureau of Eco-
nomic Research, 1050 Massachusetts Avenue, Cam-
bridge, MA 02138. Please make checks payable to the
National Bureau of Economic Research, Inc. Pleasedo
not send cash.

Journal of Economic Literature (JEL) subject codes,
when available, are listed after the date of the Working
Paper. Abstracts of all Working Papers issued since
July 1989 are presented below. For previous papers,
see past issues of the NBER Reporter. Working Papers
are intended to make results of NBER research available
to other economists in preliminary form to encourage
discussion and suggestions for revision before final
publication. They are not reviewed by the Board of
Directors of the NBER.

Historical Factors
in Long-Run Growth

Buying the American Dream:
Housing Demand in the United States
in the Late Nineteenth Century

Allen C. Goodman and Michael R. Haines
Historical Working Paper No. 5

August 1989

JEL No. 042

This paper examines homeownership and housing
demand for a sample of approximately 6800 urban in-
dustrial workers in the United States for 1889-90. Using
data from the Sixth and Seventh Annual Reports of the
U:S. Commissioner of Labor, we analyze housing de-
mand as a two-part process: first, the “tenure choice”
decision, whether to own or rent; and, second, how
much of either type of housing to purchase. We estimate

equations for tenure choice and renter demand, using
the concept of expected income rather than current
income. Data limitations did not permit estimation of
owner demand.

The results indicate lower homeownership rates
among American workers circa 1890 than later. In-
come, age of household head, region, industry, occu-
pation, ethnicity, and family size and composition all
had significant effects on ownership. Rental prices and
value/rent ratios affected ownership in the expected
directions. Partial and full elasticities calculated for
renter demand reveal downward biases if only current
income is used to estimate housing demand. The re-
sults indicate that modern housing demand theory
performs well with historical data.

Consumer Behavior and Immigrant
Assimilation: A Comparison of the United
States, Britain, and Germany, 1889-90

Michael R. Haines

Historical Working Paper No. 6
August 1989

JEL Nos. 042, 044, 920

This paper uses household-level budget data from
the 1889-90 U:S. Commissioner of Labor Survey to
estimate the full Aimost Ideal Demand System with
demographic and other covariates. Price data are from
the Aldrich Report of 1892. The purpose of this study is
to make better use of the entire dataset by incorporat-
ing demographic variation and then examining wheth-
er the consumption patterns of immigrants and the
native born were significantly different once the ef-
fects of total expenditure, prices, family composition,
region of residence, industry, occupation, and age of
household head were taken into account. | also com-
pare Engel curves to those of households in Great Britain
and Germany. Estimation of Engel curves and the full
model (with prices) for six commodity categories (food,
housing, clothing, fuel and lighting, liquor and tobacco,
and “other” goods and services) revealed that differ-
ences across ethnic groups within the United States
could be reduced but not eliminated by the effects of
the covariates. The foreign born spent relatively more
on food and on liquor and tobacco. Although differences
by ethnicity existed, both British and German immi-
grants to the United States were closer in their con-
sumption patterns to workers in the area of destination
than toworkers in the area of origin. Inclusion of prices
did reduce the regional effects (within the United States)
found in the Engel curves. Demographic effects were
important. Food, housing, and fuel and lighting ap-
peared to be necessities, while clothing, liquor and to-
bacco, and “other” goods and services were luxuries.
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Economic Growth before 1860:
Revised Conjectures

Thomas Weiss

Historical Working Paper No. 7
October 1989

JEL No. 042

The current view of U.S. economic growth before
1860 is based on conjectural estimates of output made
by Paul David (1967). This paper sets forth new esti-
mates of the farm labor force for 1800-60 and usesthem
to revise his conjectures about growth of per capita out-
put. | produce an additional conjectural estimate based
on recent evidence about manufacturing productivity.

The new estimates of the farm labor forces are lower
for the years before 1830 by 10 to 15 percent, but higher
for 1840, 1850, and 1860 by 5 to 9 percent. As a conse-
quence, the farm work force grew more rapidly than
was previously believed, and farm productivity grew
more slowly.

The impact of the revisions varies by subperiod and
is concentrated aimost entirely in the middle 20 years.
Because the advance in farm productivity was the major
determinant of change in the conjectural estimates of
per capita output, that series grows at a siower rate as
well, especially from 1820-40. A refined estimate, which
incorporates the recent evidence on manufacturing
productivity, alters the picture somewhat, but still shows
slower growth and more gradual acceleration of output
per capita than is revealed in the David series.

NBER Working Papers

How Elastic Is the Government’s
Demand for Weapons?

Frank R. Lichtenberg
Working Paper No. 3025
July 1989

JEL No. 322

I make inferences about the elasticity of the govern-
ment's demand for specific weapons by analyzing the
statistical relationship between quantity and cost revi-
sions across the population of major weapons sys-
tems, using data contained in the Pentagon’sSelected
Acquisition Reports. The cost revisions in part are caused
by the arrival of technological information generated
in the course of research and development. When |
standardize the data by program base year, | find that
the elasticity of demand is .55 and is significantly dif-
ferent from both zero and unity. Thus, the government’s

demand for specific weapons is inelastic, but not per-
fectly inelastic. The estimates also imply that weapons
acquisition is characterized by increasing returns: the
mean and median values of the elasticity of total cost
with respect to quantity are .78 and .72, respectively.

Formal Employee Training Programs
and Their Impact on Labor Productivity:
Evidence from a Human Resources Survey

Ann P. Bartel

Working Paper No. 3026
July 1989

JEL Nos. 824, 825

Although economic models of training decisions are
framed interms of acompany'’s calculation of the costs
and benefits of such training, empirical work never has
been able to test this model directly on company be-
havior. This paper uses a unique database to analyze
the determinants of the variation in formal training
across businesses and the impact of such training on
labor productivity. | find that large businesses, those
introducing new technology, and those that rely onin-
ternal promotions to fill vacancies are more likely to
have formal training programs. Formal training also
has a positive effect on labor productivity.

Commodity Trade and International
Risk Sharing: How Much Do
Financial Markets Matter?

Harold L. Cole and Maurice Obstfeld
Working Paper No. 3027

July 1989

JEL No. 431

This paper evaluates the gains from international
risk sharing in some simple general equilibrium mod-
els with output uncertainty. Under empirically plausi-
ble calibration, the incremental ioss from a ban on in-
ternational portfolio diversification is quite small: about
0.15 percent of output per year. Even the theoretical
gains from asset trade may disappear under alternative
sets of assumptions about preferences and technology.
We argue that the small potential gains from trade,
coupled with the low costs of cross-border financial
transactions, may explain the apparently inconsistent
empirical findings on the degree of international capital
mobility.
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Intertemporal Dependence,
Impatience, and Dynamics

Maurice Obstfeld
Working Paper No. 3028
July 1989

JEL Nos. 023, 111, 131

This paper develops simple geometric methods for
analyzing dynamic behavior in models with intertem-
porally dependent consumer tastes. Since the prefer-
ences | studied do not assume time-additivity, they
allow the marginal utility of consumption on a given
date to vary with consumption on other dates. | induce
intertemporal dependence by the presence of a varia-
ble individual rate of time preference. | easily derive
the optimal consumption responses to transitory and
anticipated changes in incomes and interest rates and
find they are similarin importantways to the responses
implied by the standard model with constant time pref-
erence. Finally, | provide explanations of the first-order
conditions describing optimal paths.

The Employers’ Cost of Workers
Compensation Insurance: Magnitudes,
Determinants, and Public Policy

Alan B. Krueger and John F. Burton, Jr.
Working Paper No. 3029

July 1989

JEL No. 822

This paper estimates the average cost of theworkers
compensation insurance program for a homogeneous
group of employers by state. These estimates reflect
the operation, direct nominal costs, and the efficiency
of workers compensation. We find that when cost equa-
tions are estimated by ordinary least squares, thereis a
unit elasticity of costs with respect to benefits. Instru-
mental variable estimates of the effect of benefits yield
a greater-than-unit elasticity. The results also indicate
that the presence of a state insurance fund is associated
with higher average costs to employers, all eise equal.
Finally, we explore the impact that the minimum stan-
dards recommended by the National Commission on
State Workmen’s Compensation Laws would have on
workers compensation costs.

Employment, Wages, and Unionism
in a Model of the Aggregate
Labor Market in Britain

John H. Pencavel
Working Paper No. 3030
July 1989

JEL No. 824

Two propositions figure prominently in explana-
tions for Britain’s comparatively low growth in em-
ployment: first, the wage-setting mechanism is insuffi-
ciently responsive to the growth of unemployment;
second, there exists a well-defined causal relationship
from wages to employment with the features of a con-
ventional labor demand function. Using aggregate an-
nual observations from 1953 to 1979, | find the evidence
for a conventional labor demand curve to be fragile. |
also find little support for the notion that trade union
objectives are unaffected by unemployment, as some
variations of the “insider-outsider” hypothesis would
maintain. In general, the empirical resuits in this paper
emphasize that confident inferences about Britain’s
employment record cannot be drawn from aggregate
data.

Monopsony Power in the Market for Nurses

Daniel Sullivan
Working Paper No. 3031
July 1989

JEL No. 824

I estimate the inverse elasticity of supply of nursing
services to the individual hospital, a quantity that is a
natural measure of employer market power. The esti-
mates corresponding to employment changes taking
place over one year are quite high (about 0.79) and
even forchanges taking place overthree years are sub-
stantial (about 0.26). The estimates do not differ signif-
icantly for hospitals in major metropolitan areas and
do not depend very sensitively on the assumed form of
the oligopsony equilibrium.

Copycatting: Fiscal Policies of
States and Their Neighbors

Anne C. Case, James R. Hines, Jr.,
and Harvey S. Rosen

Working Paper No. 3032

July 1989

JEL Nos. 324, 321

. This paper formalizes and tests the notion that the
expenditures of state governments depend on the spend-

38



ing of similarly situated states. Even after allowing for
fixed state effects, year effects, and common random
shocks between neighbors, we find that a state govern-
ment’s level of per capita expenditure is positively and
significantly affected by the expenditure levels of its
neighbors. Other things equal, a one dollar increase in
a state’s neighbors’ expenditures increases its own
expenditure by over 70 cents.

The Role of External Economies
in U.S. Manufacturing

Ricardo J. Caballero and Richard K. Lyons
Working Paper No. 3033

July 1989

JEL Nos. 131, 630

This paper develops a method for joint estimation of
internal returns to scale and external economies. We
then estimate returns-to-scale indexes for U.S. manu-
facturing industries at the two-digit level. Overall, we
find that only three of the 20 industries show any evi-
dence of increasing internal returns: (1) primary met-
als, (2) electrical machinery, and (3) paper products.
However, there is very strong evidence of external econo-
mies, that is, external to a given two-digit industry and
internal to the United States. Accordingto ourestimates,
if all manufacturing industries simultaneously raise
their inputs by 10 percent, aggregate manufacturing
production will rise by 13 percent, of which about5 per-
centis the result of externaleconomies. Thus, when an
industry increases its inputs in isolation by 10 percent,
its output rises by no more than 8 percent.

Invariance Properties of
Solow’s Productivity Residual

Robert E. Hall

Working Paper No. 3034
July 1989

JEL Nos. 620, 131

In 1957, Robert Solow published a paper that pro-
vided the theoretical foundation for aimost all subse-
quent work on productivity measurement. Although
most applications of Solow’s method have measured
trends over fairly long time periods, his method also
has important uses at higher frequencies. Under con-
stant returns to scale and competition, the Solow re-
sidual measures the pure shift of the production func-
tion. Shifts in productdemand and factor supplies should
have no effect on the residual. Tests of this invariance
property show that it fails in a great many industries.
Although other explanations may deserve some weight,
it appears that the leading cause of the failure of invari-

ance is increasing returns and market power. The em-
pirical findings give some support to the theory of mo-
nopolistic competition.

An Analysis of the Earnings
of Canadian Immigrants

David E. Bloom and Morley Gunderson
Working Paper No. 3035

July 1989

JEL No. 821

We estimate simple wage equations fitted to cross-
sectional and pseudo-longitudinal data for Canadian
immigrants in the 1971 and 1981 Canadian censuses.
The estimates are used to assess: the usefulness of
cross-sectional analyses for measuring the pace of
immigrant earnings growth; the labor market implica-
tions of admissions policies that place different weights
on the work skills possessed by prospective entrants;
and the relative impact of selective outmigration and
job-matching on immigrant earnings as their stay in
the new country increases.

We find a small to moderate assimilation effect, sug-
gesting that immigrants make up for relatively lowentry
wages, although the catch-up is not complete until 13
to 22 years after their entry into Canada. These results
are revealed clearly in both the pseudo-iongitudinal
and the cross-sectional analyses.

We also find that the unobserved quality of immi-
grants’ labor market skills declined after changes in
Canada’s immigration policies in 1974 led to a sharp
increase in the proportion of immigrants admitted on
the basis of family ties. _

Finally, there is no evidence that the variance of im-
migrant earnings increases with their duration of stay
in Canada, and there are no differentialimmigrant-native
changes in higher-order moments of the earnings dis-
tribution as duration ofstay increases. Thus the resuits
are inconclusive with respect to the importance of se-
lective outmigration and job-matchingin the evolution
of immigrant earnings distributions over time.

Treasury Bill Rates in the 1970s and 1980s

Patric H. Hendershott and Joe Peek
Working Paper No. 3036

July 1989

JEL Nos. 311, 313

As is widely recognized, real interestrates intheearly
1980s were at peaks not witnessed since the late 1920s.
Less well perceived is the sharp decline in real interest
rates since 1984. By 1986-8, real interest rates were
back at their average levels of the previous quarter cen-
tury. This paper seeks toidentify the underlying deter-
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minants of the major movements in real six-month Trea-
sury bill rates.

Not surprisingly, the rise in real interest rates be-
tween the middie 1970s and early 1980s resulits from a
variety of factors. First, rates were unusually low in the
middle 1970s because of the first OPEC shock, which
lowered investment demand and increased world sav-
ing by transferring wealith from the high-consuming
developed countries to OPEC. Second, tight money,
high inflation, and heightened nuclear fear all contrib-
uted to real rates becoming unusually high inthe early
1980s. The eventual decline of OPEC surpluses follow-
ing the second OPEC shock prolonged the period of
high realrates. The declineinreal ratesto more normal
levels in 1986-8 is also the result of multiple factors:
lower inflation, declining marginal tax rates, and easy
monetary policy.

Interest Rates in the Reagan Years

Patric H. Hendershott and Joe Peek
Working Paper No. 3037

July 1989

JEL Nos. 311, 313

The Reagan administration entered office in 1981
with one of the clearest and most ambitious agendas in
recent times. The new administration advanced five
economic/budgetary goals to rebuild America eco-
nomically and militarily: 1) reduce inflation; 2) deregu-
late the economy; 3) cut taxes; 4) increase military spend-
ing; and 5) reduce nondefense spending sufficiently to
balance the budget. Achieving, or not achieving, these
economic/budgetary goals likely had a significant im-
pact on interest rates. This paper investigates six spe-
cific hypotheses.

During the first Reagan term, the battle to lower in-
flation helped to maintain the high real interest rates
carried over from the Carter years. While the increase
in structural deficits did not raise real rates much, the
reduction in private saving caused by the second OPEC
shock, and an aggressive foreign policy that heightened
fear of nuclear war, raised real interest rates to leveis
not seen since the late 1920s. Moreover, the increased
volatility of interest rates during this protracted battle
with inflation raised yields on callable fixed-rate mort-
gages by over a percentage point relative to the already
inflated yields on noncallable Treasuries.

By the end of Reagan’s second term, inflation, mar-
ginal tax rates, nuclear fear, and interest rate volatility
were all down. As aresult, nominal Treasury rates have
plunged (real bill rates since 1986 are below their aver-
age values for thé previous quarter century) and yields
on callable securities have receded to more normal
levels relative to noncallable Treasuries. Yields on tax-
exempt securities are 1.25 percentage points higher,
relative to Treasuries, than in the pre-Reagan years,

and yields on fixed-rate mortgages are up by 0.5 per-
centage point. These constitute an intended reduction
in the previous financial subsidies to state and local
and household capital formation.

Optimal Taxation and Optimal Tax Systems

Joel B. Slemrod
Working Paper No. 3038
July 1989

JEL No. 321

For the past two decades, the theory of optimal taxa-
tion has been the reigning normative approach to taxa-
tion. This paper argues that, in its current state, opti-
mal tax theory is incomplete because it has not yet come
to terms with taxation as a system of coercively col-
lecting revenues from individuals who will tend to re-
sist. The coercive nature of tax collection implies a high
resource cost of implementing a tax system. Differen-
ces in the cost of administering various tax systems
have been and will continue to be a critical determi-
nant of appropriate tax policy.

The paper first presents the three cornerstone prop-
ositions of optimal tax theory. Then it discusses the
influence of these propositions on recent tax policy
developments. It concludes by sketching an alterna-
tive, called the theory of optimal tax systems, which
embraces the insights of optimal taxation but also con-
siders the technology of raising taxes and the constraints
placed upon tax policy by that technology. The optimal
tax systems perspective sheds light on the choice of
tax instruments, the problem of tax evasion, and the
appropriate tax treatment of capital income.

Do Firms Care Who Provides
Their Financing?

Jeffrey K. MacKie-Mason
Working Paper No. 3039
July 1989

JEL Nos. 310, 320

This paper demonstrates that firms are concerned
with who provides their financing, not justwith the debt-
equity distinction. | document aggregate and industry
trends and patterns in the incremental sources of fi-
nancial capital and econometrically analyze a large
sample of incremental corporate financial decisions.
There are large and persistent differences inthe patterns
of internal and external financing, both in the aggregate
and across industries. Individual firms have distinct
preferences for different providers of funds. Several
indicators of potentially costly hidden information
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problems are important and significantdeterminants of
choices between private and publicly marketed sources,
even after controlling for the type of security (debt or

equity).

An Explanation of the Behavior of Personal
Savings in the United States in Recent Years

Eytan Sheshinski and Vito Tanzi
Working Paper No. 3040
July 1989

A sharp increase in real interest rates in the United
States in the 1980s was expected to induce a higher
personal saving rate. Actually, between 1981 and 1983,
the personal saving rate fell from 7.5 percent to 5.4 per-
cent; for 1985-8, it averaged only 4 percent, even though
real interest rates have remained high. We argue that
one possible explanation for this isthe large fraction of
wealth, especially financial wealth, held by persons
over 65. This group has received more than 50 percent
of all interest income in the United States during this
period. As we demonstrate, life-cycle theory suggests
that the wealth effect created by anincrease in the rate
of interest reduces thesavings of old persons and raises
the savings of theyoung. Hence the effect on aggregate
savings depends on the age distribution in the population.

Dynamic Factor Demand Models,
Productivity Measurement, and Rates
of Return: Theory and an Empirical
Application to the U.S. Bell System

M. Ishaq Nadiri and Ingmar R. Prucha
Working Paper No. 3041

July 1989

JEL No. 226

Prucha and Nadiri (1982, 1986, 1988) introduced a
methodology for estimating systems of dynamic fac-
tor demand that allows considerable fiexibility in choos-
ing the functional form of the technology and the ex-
pectation formation process. This paper uses the meth-
odology to estimate the U.S. Bell System’s production
structure, and its demand for labor, materials, capital,
and R and D. We provide estimates for short-, interme-
diate-, and long-run price and output elasticities of the
inputs, as well as estimates of the rate of return on cap-
ital and R and D. The paper also discusses the measure-
ment of technical change if the firm is in temporary,
rather than long-run, equilibrium and the technology
is notassumed to be linear homogeneous. We estimate
input and output-based technical change, as well as

returns to scale. Further, the paper provides a decom-
position of the traditional measure of total factor pro-
ductivity growth.

Tax Effects on Foreign Direct Investment
in the United States: Evidence
from a Cross-Country Comparison

Joel B. Slemrod
Working Paper No. 3042
July 1989

JEL No. 323

This paper investigates how the tax system of the
United States and a capital-exporting country can
combine to affect the flow of foreign direct investment
(FDI) into the United States. First, using aggregate
data, | corroborate earlier work that suggests that the
U.S. effective tax rate influences the amount of FDI
financed by transfers of funds but not the amount fi-
nanced by retained earnings. | then disaggregate the
data by major capital-exporting country to see if, as
theory suggests, FDI from countries that exempt for-
eign-source income from taxation is more sensitive to
U.S. tax rates than FDI from countries that attempt to
tax foreign-source income. The analysis reveals no
clear differential responsiveness between these two
groups of countries. This suggests either difficultiesin
accurately measuring effective tax rates or the availa-
bility of financial strategies that render the home coun-
try tax system immaterial in affecting the return on
FDI.

Labor Supply Flexibility and Portfolio Choice

Zvi Bodie and William Samuelson
Working Paper No. 3043

July 1989

JEL No. 520

This paper develops a model that shows that people
who have flexibility in choosing how much to work
prefer to invest substantially more of their money in
risky assets than those without such flexibility. Viewed
this way, labor supply flexibility offers insurance against
adverse investment outcomes. The model provides
support for the conventional wisdom that the young
can tolerate more risk in their investment portfolios
than the old can.

The model has other implications for the study of
household financial behavior over the life cycle. Itim-
plies that households will take account of the value of
labor supply flexibility in deciding how much to invest
in their own human capital and when to retire. At the
macro level, it implies that people will have a labor sup-
ply response to shocks in the financial markets.
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Leadership and Cooperation in the European
Monetary System: A Simulation Approach

Nouriel Roubini
Working Paper No. 3044
July 1989

JEL No. 431

To assess the importance of economic interdepen-
dence andthe potential gains from policy coordination
in the European area, this paper analyzes the interna-
tional transmission of policies and disturbances in a
rational expectations dynamic general equilibrium
simulation model of the worid economy and applies
the analysis to the European Monetary System (EMS).
International spillover effects and potential gains from
coordination appear to be small under the assumption
of flexible exchange rates in the European area. | com-
pare the implications of a fixed rate EMS with German
leadership to those of a cooperative fixed exchange
rate regime. Finally, | find that capital controls under
fixed rates fail to ensure policy autonomy and insula-
tion from external disturbances for the countries re-
stricting the capital movements.

Does Monetary Policy Matter? Narrative
versus Structural Approaches

Ray C. Fair

Working Paper No. 3045
July 1989

JEL No. 311

This paper compares results from the narrative ap-
proach of Romer and Romer (1989) to those from the
structural approach regarding the effects of monetary
policy on real output. The results from both approaches
lead tothe conclusions that monetary policy does mat-
ter and that the effects build slowly following amonetary
policy shock. However, the narrative approach leads
to larger and more persistent effects than the structural
approach does. This paper presents reasons why this
might be so.

Is the Extended Family Altruistically Linked?
Direct Tests Using Microdata

Joseph G. Altonji, Fumio Hayashi,
and Laurence J. Kotlikoff
Working Paper No. 3046

July 1989

JEL No. 010

What is the basic economic decisionmaking unit: the
household or the extended family? The question is

fundamental to economic analysis and policy design.
The answer given by the life-cycle and Keynesian mod-
els is that the economic unit is the household. Accord-
ing to these models, members of particular households
act selfishly and do not share resources fully with ex-
tended family members in other households. Hence,
altering the distribution of resources across households
within the extended family will alter the consumption
and labor supply of those households who acquire or
lose resources.

in contrast to the life-cycle and Keynesian models,
the altruism model implies that the extended family is
linked through altruism and, as a result, acts as if it fully
shares resources. In the altruism model, nondistortion-
ary changes in the distribution of resources across
households within the extended family will have no ef-
fect on the consumption or labor supply of any of its
members.

Despite their importance, the boundaries of economic
decisionmaking units have not been examined directly
with microdata, to our knowledge. Stated differentiy,
the altruism model has not been tested against the life-
cycle and Keynesian alternatives with such data. This
paper uses matched data on parents and their adult
children, contained in the Panel Study of Income Dy-
namics, to perform such a test. In essence, our test asks
whether the distribution of consumption and labor
supply across households within the extended family
depends on the distribution of resources across house-
holids within the extended family.

Our findings provide quite strong evidence against
the altruism model. The distribution of resources across
households within the extended family is a highly sig-
nificant (statistically and economically) determinant
of the distribution of consumption within the extended
family. This finding holds for the entire sample as well
as for the subsample consisting of rich parents and
poor children.

in addition to showing that the distribution of ex-
tended family resources matters for extended family
consumption, we test the life-cycle model by asking
whether only own resources matter; that is, whether
the resources of extended family members have any
effect on a household’s consumption. Our results indi-
cate that extended family member resources have, at
most, a modest effect on household consumption after
one has controlled for the fact that extended family
resources help predict a household’s own permanent
income.

Targets, Indicators, and
Instruments of Monetary Policy

Bennett T. McCallum
Working Paper No. 3047
July 1989

JEL No. 310

It has become increasingly evident that the Federal
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Reserve’s official strategy of the past decade, involving
the adherence to target paths formonetary aggregates,
currently is not being used to any significant extent.
While some commentators welcome and others deplore
this development, most would agreethat thereisa need
for a more explicit and coherent strategy for the con-
duct of monetary policy. This paper seeks to advance
the strategic discussion in several ways. One involves
a comparative consideration of targets fornominal GNP
and the price level, with emphasis on robustness of
specifications and implications for output variability. A
second pertains to various “indicator” variables recently
suggested by Fed officials and others. In this regard, it
is necessary to be clear and specific about the role of
potential indicators. Consequently, a careful review of
the relevant conceptual distinctions—concerning in-
struments, targets, indicators, and so forth—is required.
Finally, | give some attention to the proposal that strat-
egy should be conducted so as to place minimal reliance
on quantity variables, in the context of evidence con-
cerning the merits of an interest rate instrument.

Tax Policy and International
Direct Investment

Joosung Jun
Working Paper No. 3048
July 1989

I investigate the effects of taxes on direct investment
capital outflows using a theoretical model that inte-
grates the investment and financial decisions of the
parent and subsidiary. The resulting marginal gs and
costs of capital show that intrafirm investment alloca-
tion and tax neutrality results hinge critically on the
marginal financing regime. By identifying achannelor
channels through which a specific tax policy affects
firm decisions, the model evaluates the combined ef-
fects of the home country tax system on direct invest-
ment. My analysis suggests that while the 1986 U.S.
Tax Reform Act may have an ambiguous effect on the
overall level of capital outflows, it may induce more
equipment investments to be undertaken abroad.

U.S. Tax Policy and
Direct Investment Abroad

Joosung Jun
Working Paper No. 3049
July 1989

The analysis presented in this paper shows thatU.S.
tax policy can have significant effects on U.S. direct
investment outflows through various channels. | stress
that a sensible choice of specification and data in an
empirical model entails a rigorous examination of the

theoretical underpinnings of the model. In particular, |
emphasize the difference between foreign fixed invest-
ment undertaken by the foreign subsidiary and direct
investment of the entire international firm, and the need
to use different theoretical frameworks in each case.

| present estimated equations relating the balance-
of-payments direct investment outflows—distinguish-
ing between retained subsidiary earnings and parent
transfers—to various measures of the U.S. net rate of
return and the cost of funds. The evidence shows that
U.S. tax policy toward domestic investment has an
important effect on direct investment outflows by in-
fluencing the relative net rate of return between the
United States and other countries. | estimate that a
16-cent reduction in transfers made by U.S. parent
firms occurs for every one dollar increase in U.S. do-
mestic investment. In contrast to previous studies,
transfer equations fit much better than retained earn-
ings equations for every net return variable used in the
estimation. Of the various specifications tested, the
transfer equation containing amarginal, forward-look-
ing and corporate-investor net return variable fits best,
a result that is consistent with the predictions of the
theoretical framework.

Cyclical Pricing of Durable Goods

Mark Bils

Working Paper No. 3050
July 1989

JEL No. 023

I examine price markups in monopolistically com-
petitive markets with fluctuations in demand caused
by cyclical fluctuations in productivity. Markups de-
pend positively on the average income of purchasers
in the market. For a nondurable good, average income
of purchasers is procycilical, so the markup is procycli-
cal. For a durable good, however, the average income
of purchasers is likely to decrease in booms, because
low-income consumers of the good concentrate their
purchases in boom periods; the markup is likely to be
countercyclical. This is particularly true for growing
markets. | find that markups make the aggregate econ-
omy fluctuate more in response to productivity if goods
are sufficiently durable.

Testing for Contracting
Effects on Employment

Mark Bils

Working Paper No. 3051
July 1989

JEL No. 023

| test the importance of wage rigidities from long-
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term contracts by observing how employmentbehaves
when firms and workers recontract. If rigidities are im-
portant then we should observe employmentadjusting
after recontracting to undomovementsin employment
during the past contract that were excessive because
of rigid wages.

The data are for 12 manufacturing industries that
display astrong bargaining pattern. | findthat contract
rigidities are important, causing considerably larger
fluctuations in employment than would occur with
flexible wages. By far the most striking case is in the
motor vehicle industry in which long-term contracts
much more than double the size of fluctuations in em-
ployment. | also examine the behavior of wage rates
when new contracts are introduced. Wage growthdoes
respond to employment growth during the prior con-
tract in several of the industries, but these responses
are notrelated to the pattern ofemployment responses
across industries.

Alcohol Advertising Bans and Alcohol Abuse:
An International Perspective

Henry Saffer

Working Paper No. 3052
July 1989

JEL Nos. 913, 531

This paper empirically examines the effect on alco-
hol abuse of banning broadcast advertising of alcohol-
ic beverages. The effect of a ban cannot be studied
using data from one country because the adoption of
new advertising bans is an infrequent event and re-
quires many years for adjustment. However, an inter-
national dataset can be used, since there is consider-
able variation in the use of advertising bans across
countries. This study uses a pooled time series from17
countries for 1970-83. The empirical measures of alco-
hol abuse are alcohol consumption, liver cirrhosis mor-
tality rates, and highway fatality rates. The culturalfac-
tors that influence alcohol use are measured by sets of
country dummy variables. The empirical results show
that countries with bans on spirits advertising have
about 10 percent lower alcohol consumption and motor
vehicle fatality rates than countries with no bans. The
results also show that countries with bans on beer and
wine advertising have about 23 percent lower alcohol
consumption and motor vehicle fatality rates than coun-
tries with bans only on spirits advertising.

Why Are Stabilizations Delayed?

Alberto Alesina and Allan Drazen
Working Paper No. 3053

August 1989

JEL No. 431

When a stabilization has significant distributional

implications (as in the case of tax increases to elimi-
nate a large budget deficit), different socioeconomic
groups will attempt to shift the burden of stabilization
onto other groups. The process leading to a stabiliza-
tion becomes a “war of attrition,” with each group find-
ing it rational to attempt to wait the others out. Stabili-
zation occurs only when one group concedes and is
forced to bear a disproportionate share of the burden
of fiscal adjustment.

We construct a model of “rational” delay based on a
war of attrition and present comparative statics results
relating the expected time of stabilization to several
political and economic variables. We also motivate this
approach and its results by comparison to historical
episodes.

Optimal Advice for Monetary Policy

Susanto Basu, Miles S. Kimball, N. Gregory Mankiw,
and David N. Well

Working Paper No. 3054

August 1989

JEL Nos. 023, 311

This paper addresses the issue of how to give opti-
mal advice about monetary policy when itis known that
the advice may not be heeded. We examine a simple
macroeconomic model in which monetary policy has
the ability to stabilize output by offsetting exogenous
shocks to aggregate demand. The optimal policy rule
for such a model is derived easily. But an advisor who
knows that his/her advice may not be followed should
not recommend the optimal policy rule. This is true
because, in giving activist advice, such an advisor in-
creases uncertainty about what monetary policy will
be followed. We solve for the rule that such an advisor
should use in giving advice.

Synthetic Eurocurrency Interest Rate
Futures Contracts: Theory and Evidence

Annie Koh and Richard M. Levich
Working Paper No. 3055

August 1989

JEL No. 430

in this paper we develop a theoretical (arbitrage)
pricing model for a Eurocurrency interest rate futures
contract and measure its effectiveness at hedging.
This synthetic Eurocurrency interest rate futures con-
tract combines existing Eurodollar interest rate fu-
tures contracts with near-term and far-term currency
futures contracts based on the covered interest rate
parity relationship. Intheory, the cash flows ofthe syn-
thetic contract perfectly replicate the cash flows of a
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Eurocurrency interest rate futures contract. Our em-
pirical results show that the synthetic contracts are
relatively efficient in hedging nondollar borrowing
rates. These results have implications for the practice
of hedging nondoliar interest rate risk and for the de-
velopment of actual Eurocurrency interest rate futures
markets.

Taxing International Income: An Analysis of
the U.S. System and Its Economic Premises

Hugh J. Ault and David F. Bradford
Working Paper No. 3056
August 1989

This paper describes the basic U.S. legal rules gov-
erning the taxation of international transactions, and
it explores the economic policies or principles they
reflect. We pay particular attention to the changes made
by the Tax Reform Act of 1986, but it is impossibie to
understand those changes without placingtheminthe
context of the general taxing system applicable to in-
ternational transactions. We intend the exposition to
be intelligible to readers with either legal or economic
training.

Recent Trade Liberalization
in the Developing World: What Is
Behind It, and Where Is It Headed?

John Whalley

Working Paper No. 3057
August 1989

JEL No. 410

This paper documents recent external sector liberal-

ization in developing countries, evaluates what is be-
hind it, and assesses whether itislikely to persist, accel-
erate, or reverse itself. | draw heavily on material col-
lected during a recent research project on developing
countries and the global trading system (Whalley 1989)
supported by the Ford Foundation and covering 11 de-
veloping countries: Argentina, Brazil, China, Costa
Rica, India, Kenya, Mexico, Nigeria, the Philippines,
Republic of Korea, and Tanzania.

Many factors underlie these liberalizations. They
include rethinking the basic approach toward trade
policy in a number of countries, with iess commitment
than earlier to import substitution and more interestin
outward-oriented development strategies. Condition-
ality in World Bank and IMF lending programs appears
important in Africa, and in some of the Asian and L.atin
American countries. In some cases, sector-specific
liberalization also has been the result of bilateral pres-
sure from the United States and the European Com-

munity. Recent strong macro performance in the devel-
oped world also has generated substantial growth in
foreign exchange earnings for developing countries
and has facilitated this liberalization.

The paper concludes by suggestingthat, intheshort
to medium term, some reciprocal actions by the devel-
oped countries in the GATT Uruguay Round would
help keep alive domestic political support for these
liberalizations.

The Politics of Intergenerational
Redistribution

Guido Tabellini
Working Paper No. 3058
August 1989

JEL Nos. 023, 020, 320

This paper studies the political-economic equilibri-
um of a two-period model with overlapping genera-
tions. In each period, the policy is chosen under major-
ity rule by the generations currently alive. The paper
identifies a “sustainable set” of values for public debt.
Any amount of debt within this set is fully repaid in equi-
librium, even in the absence of commitments. By issuing
debt within this set, the first generation of voters redis-
tributes revenue in its favor and away from the second
generation. The paper characterizes the determinants
of the equilibrium intergenerational redistribution car-
ried out in this way and points to a difference between
debt policy and Social Security legislation as instru-
ments of redistribution. The key features of the model
are heterogeneity within each generation and altruism
across generations.

Judging Factor Abundance

Harry P. Bowen and Leo Sveikauskas
Working Paper No. 3059

August 1989

JEL No. 410

Recent theoretical developments have cast doubt on
the reliability of the commonly used cross-industry
regression as a method for inferring a country’s abun-
dant factors. This paper examines the empirical impor-
tance of these theoretical cautions by comparing re-
gression-derived estimates of factor abundance with
both revealed and actual factorabundances for 35 coun-

“tries and up to 12 resources. Trade imbalances affect

the regression estimates. Therefore we derive and im-
plement a theoretically consistent trade balance cor-
rection. The results indicate that despite theoretical
concerns, the regression measures often are reliable
indicators of revealed factor abundances. The results
thus enhance the credibility of the findings of the nu-
merous regression studies that have been conducted
over the past 30 years.
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Interest Rate Term Premiums and the
Failure of the Speculative Efficiency
Hypothesis: A Theoretical Investigation

Carol L. Osler

Working Paper No. 3060
August 1989

JEL No. 431

This paper develops a new parity condition for inter-
national financial markets that relates differences be-
tween the forward exchange rate and the expected
future exchange rate to interest rate term premiums. It
begins with the general proposition that uncovered
interest parity (UIP) cannot hold for all maturity hori-
zons if interest rate term premiums are imperfectly
correlated across countries and expectations are ra-
tional. | find the conditions under which UIP could hold
for multiple horizons, under these two assumptions, to
be very restrictive. | argue that if UIP holds at ali under
these circumstances, it is likely to hold only at a very
short time horizon. Finally, | show that under these as-
sumptions if UIP holds at the shortest time horizon,
then the difference between forward exchange rates
and expected future spotrates at all other horizons will
be the difference in expected term premiums at each
maturity.

A Note on Optimal Deterrence When
Individuals Choose Among Harmful Acts

Steven Shavell

Working Paper No. 3061
August 1989

JEL Nos. 022, 916

The theory of deterrence has been concerned primari-
ly with situations in which individuals consider whether
to commit a single harmful act (whether todischarge a
pollutant into a lake, whether to steal a car) rather than
with situations in which individuals decide which of
several harmful acts to commit (whether to discharge
one pollutant or another pollutant into a lake, whether
to engage in car theft orin burglary). Inthe latter situa-
tions, the threat of sanctions plays a role in addition to
the usual one of deterring individuals from committing
harmful acts: it influences which harmful acts unde-
terred individuals choose to commit. It accomplishes
“marginal deterrence.”

I show that sanctions may increase more with harm
when individuals choose among harmful acts than
when individuals choose only whether to commit sin-
gle harmful acts. The reason is that a higher gradation
of sanctions encourages undeterred individuals to
commit less harmful acts. The assumption necessary
for this conclusion is that probabilities of apprehen-

sion for different acts are equal, being determined by a
general level of enforcement effort. If enforcement ef-
fort is specific to the act, the conclusion does nothold;
optimal sanctions for different acts are then equal.

Specific versus General Enforcement of Law

Steven Shavell

Working Paper No. 3062
August 1989

JEL Nos. 022, 916

I examine the problem of optimal public enforce-
ment of law in a model in which | distinguish two types
of enforcement effort: specific enforcement effort (ac-
tivity devoted to apprehending and penalizing individ-
uals who have committed a single type of harmful act);
and general enforcement effort (activity affecting the
likelihood of apprehension of individuals who have
committed any of a range of harmful acts). Forinstance,
a policeman on the beat is able to apprehend many types
of violators of law. If all enforcement effort is specific,
then underwide assumptions itis optimal for sanctions
to be extreme for all acts. However, if all enforcement
effort is general, optimal sanctions are low for acts of
small harmfulness, they increase with the degree of
harmfuiness, and they reach the extreme only for the
most harmful acts (the main result of the paper). | also
consider the assumption that enforcement effort may
be both general and specific.

How Rational Is the Purchase
of Life Insurance?

Alan J. Auerbach and Laurence J. Kotlikoff
Working Paper No. 3063

August 1989

JEL No. 921

This paper asks whether middie-aged American house-
holds purchase adequate amounts of life insurance. We
base the analysis on SRl International’'s 1980, 1982, and
1984 surveys of the financial positions of American
households. Our findings indicate that a significant
minority of American wives are very underinsured with
respect to the possible deaths of their husbands. Under
the assumption that actuarially fair annuities are avail-
able, we find that just over 30 percent of wives are inad-
equately insured: they would suffer a loss in their rate
of sustainable consumption of at least30 percentinthe
event of being widowed. If one assumes that annuities
are not available, the fraction of wives who are inade-
quately insured is 24 percent.

These findings on inadequate life insurance are even
more striking if one focuses on those households in
which over half of the couple’s present expected value
of resources is dependent on the husband’s survival.
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The fraction of wives in such households who are inad-
equately insured is 41 percent if one assumes fair an-
nuities are available, and 31 percent if one assumes
such annuities are unavailable. The problem of inade-
quate insurance is even more significantamong house-
holds of more modest means. Almost half of wives in
such households who need life insurance protection
are inadequately insured, and this statement holds re-
gardiess of whether fair annuities are available.

The results of this paper, together with those of the
related literature, strongly suggest that raising the
share of Social Security benefits that are paid to sur-
viving spouses and increasing employer-provided group
life insurance could have considerable impact on the
alleviation of poverty among widows, especially elderly
widows.

What Is the Marginal Source of Funds
for Foreign Investment?

Joosung Jun
Working Paper No. 3064
August 1989

This paper analyzes the marginal source of funds for
foreign investment, using both aggregate data and
microdata on the intrafirm transactions of U.S. inter-
national firms. Tax arbitrage regarding the form and
timing of transactions, combined with risks involved
with foreign operations and the desire of the parent to
control subsidiaries, suggests that parent transfers
provide the marginal source of funds for most foreign
investment. Our conclusion is consistent with the seem-
ingly puzzling evidence that some subsidiaries have
positive dividends and transfers simultaneously despite
the associated tax penalties, and others neither pay
dividends nor receive transfers. Our analysis and em-
pirical evidence are in sharp conflict with the widely
held tax capitalization view: that retained subsidiary
earnings are the marginal source of financing foreign
investment. :

Firms’ Choice of Method of Pay

Charles C. Brown
Working Paper No. 3065
August 1989

JEL No. 821

Three types of pay-setting methods are: piece rates
(pay mechanically linked to output), merit pay (pay
based on less formal judgments by one’s supervisor),
and standard rates (pay based on one’s job classifica-
tion and perhaps seniority, but not directly on perfor-

mance). Firms’ choice among methods depends on
balancing the gains from more precise links between
performance and pay against the costs of either pre-
cise or judgmental measures of output. Using data
from the BLS Industry Wage Study program, | test, and
for the most part confirm, hypotheses suggested by
this observation.

Endogenous Exchange Rate
Regime Switches

Gabriel de Kock and Vittorio U. Grilli
Working Paper No. 3066

August 1989

JEL No. 430

We demonstrate that exchange rate regime switch-
ing is compatible with optimal government policies.
We define nominal exchange rate regimes as equilibri-
um commitments on future seigniorage policies, and
the collapse of an exchange rate peg as an excusable
default that aliows the government to levy a lump-sum
tax on money holdings in the private sector. We dem-
onstrate that a regime in which the exchange rate peg
is allowed to collapse when government spending is
unusually high is a trigger-strategy equilibrium. Such
a regime can be superior to both fixed and flexible ex-
change rates, because it combines some of the flexibility
of the floating exchange rates with some of the benefits
of precommitment afforded by fixed rates.

Nominal Exchange Rate Regimes and the
Real Exchange Rate: Evidence from the
United States and Britain, 1885-1986

Vittorio U. Grilli and Graciela Kaminsky
Working Paper No. 3067

August 1989

JEL No. 430

Two propositionsare common in the international fi-
nance literature: 1) the real exchange rate is arandom
walk; and 2) the real exchange rate time-series proper-
ties essentially depend on the nominal exchange rate
regime. The first proposition has been used in support
of the claim that purchasing power parity cannot even
be considered along-run relationship, since deviations
from it are permanent. The second proposition has been
used as evidence of price stickiness. Contradictingthe
first proposition, this papershows thattherandomwalk
behavior of the real exchange rate is justa characteristic
of the post-World War |l period; in the prewar period,
we observe transitory fluctuations. Also, although real
exchange rate volatility appears to be different between
fixed and flexible exchange rate regimes, these differ-
ences are not as systematic and large as the postwar
data suggest.
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Managing Exchange Rate Crises:
Evidence from the 1890s

Vittorio U. Grilli
Working Paper No. 3068
August 1989

JEL No. 430

This paper investigates the effectiveness of the mon-
etary authority’s borrowing policies in resolving ex-
change rate crises. It shows why obtaining loans orlines
of credit in foreign currency may avoid, at least tempo-
rarily, the devaluation of a fixed exchange rate. | also
discuss the problem of the optimal size of the loan and/or
the line of credit. The analysis focuses on a particular
episode of foreign exchange rate pressure, during the
troubled years between 1894 and 1896. The results
suggest that the borrowing policy followed by the U.S.
Treasury in those years was effective in avoiding the
collapse of the U.S. gold standard, and that the amount
of the borrowing undertaken by the Treasury might
have been optimal.

The Impact of the Mariel Boatlift
on the Miami Labor Market

David Card

Working Paper No. 3069
August 1989

JEL No. 820

This paper presents an empirical analysis of the ef-
fect of the Mariel Boatlift on the Miami labor market,
focusing on the wages and unemployment rates of
less-skilled workers. The Mariel immigrants increased
the population and labor force of the Miami metropoli-
tan area by 7 percent. Most of the immigrants were
relatively unskilled: as a result, the proportional in-
crease in labor supply to less-skilled occupations and
industries was much greater. Nevertheless, an analy-
sis of wages of non-Cuban workers over 1979-85 re-
veals virtually no effect of the Mariel influx. Likewise,
there is no indication that the boatlift led to an increase
in the unemployment rates of less-skilled blacks or
other non-Cuban workers. Even among the Cuban
population, wages and unemployment rates of earlier
immigrants were not substantially affected by the arriv-
al of the Mariels.

Taxation of Foreign-Owned Land

James A. Brander
Working Paper No. 3070
August 1989

JEL No. 420

This paper examines the welfare effects of a tax on

foreign purchases of domestic land. Using a simple
static framework, | show that an appropriately chosen
tax generally will be welfare-improving for the domes-
tic home country.

Trade Adjustment Assistance:
Welfare and Incentive Effects of
Payments to Displaced Workers

James A. Brander and Barbara J. Spencer
Working Paper No. 3071

August 1989

JEL No. 420

We analyze the welfare effects of conditional trade
adjustment assistance (that is, assistance that is re-
ceived only if displaced workers remain unemployed),
and compare the conditional program with uncondi-
tional assistance. Taking the level of assistance as ex-
ogenous, we show that either the conditional or the
unconditional program may impose greater efficiency
costs, depending on underlying parameters. We then
introduce an explicit social welfare function and soive
for the optimal level of assistance for each program.
Finally, we compare the optimized values of the two
programs. If the distribution of wage offers is uniform,
then the unconditional program is welfare superior.

Moderation Elections

Alberto Alesina and Howard Rosenthal
Working Paper No. 3072
August 1989

This paper extends the spatial theory of voting to an
institutional structure in which policy choices are a
function of the composition of the legislative and exec-
utive branches. In an institutional setup in which the
policy outcome depends upon relative plurality, each
voter has incentives to be strategic, since the outcome
depends upon how everyone else votes. By applying
the refinements of Strong Nash and Coalition Proof
Nash to this game among voters, we prove the exis-
tence of equilibriums with properties that appear intui-
tive and realistic. In fact, the model has several testable
implications that seem consistent with some observed
patterns of voting behavior in the United States, and
perhaps in other democracies, in which the executive
is elected directly. For instance, the model predicts: 1)
split-ticket voting; 2) for some parameter values, a split
government with different parties controlling the exec-
utive and holding the majority in the legislature; and 3)
the mid-term electoral cycle.

-
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Election Polls, Free Trade, and the
Stock Market: Evidence from the
1988 Canadian General Election

James A. Brander
Working Paper No. 3073
August 1989

JEL No. 420

This paper examines the relationship between the
Toronto Stock Exchange (TSE) and election polls dur-
ing the 1988 Canadian General Election campaign. |
ask first, did polls influence the TSE, and second, ifso,
did the nature of the influence suggest that investors
were reacting to expectations of the effect of the Cana-
da-U:S. Free Trade Agreement (FTA)? | find that the
TSE was positively related to Conservative popularity
as measured by polis, but that the differential move-
ment of TSE subindexes does not offer additional sup-
port to an FTA-based interpretation of events.

Consistent Valuation and Cost
of Capital Expressions with
Corporate and Personal Taxes

Robert A. Taggart, Jr.
Working Paper No. 3074
August 1989

JEL No. 520

This paper examines three valuation methods, each
of which should lead to the same value for a given asset:
the adjusted present value, adjusted discountrate, and
flows-to-equity. To achieve identical valuations, how-
ever, the different methods must be implemented with
cost-of-capital expressions that embody a consistent
set of assumptions about the tax regime and the time
pattern and riskiness of debt tax shields. | group and
contrast valuation and cost of capital expressions pro-
posed in the literature according tothese assumptions.
| also show that the familiar weighted average cost of
capital can be consistent with any such set ofassump-
tions, as long as the correct expression is used to esti-
mate the relationship between the levered and unlev-
ered cost of equity.

Israel’s Crisis and Economic Reform:
A Historical Perspective

Michael Bruno
Working Paper No. 3075
August 1989

This article analyzes the roots of the deep crisis that

has afflicted the Israeli economy since 1973 and the
attempt at economic reform and recovery since 1985.
The background is the long-term evolution in Israel’s
structure and growth process. At the center of theanal-
ysis lie the implications of an oversized government
and, especially, the devastating effects on growth and
inflation of the large and persistent public sector deficit
on top of the growing tax and public expenditure levels.
The norm of “living beyond éne’s means” at the public
sector level also has severely affected the norms of be-
havior of the private, household sector as well as the
business sector.

‘Since 1985 there have been signs of recovery origi-
nating from the balancing of the budget and the rela-
tive stabilization of the currency. Labor and capital
markets gradually are becoming more flexible and real
interest rates are coming down. Even so, infiation rates
are not yet down to international levels; continued bud-
get balance is not assured; and excessive wage increases
have diminished- profit rates and investments in the
business sector substantially. Structural problems,
rooted in economic mismanagement of the crisis years,
are surfacing.

Resumption of a sustained growth process requires
persistent budget balance and a substantial additional
reduction in public expenditure and tax levels. Struc-
tural reforms, only barely started, have to be persis-
tently followed in the labor and capital markets, in the
fiscal system, and in the further opening of commodity
and financial markets to competition from both home
and abroad.

Distance, Demand, and Oligopoly Pricing

Robert C. Feenstra and James A. Levinsohn
Working Paper No. 3076
August 1989

We demonstrate how to estimate a model of product
demand and oligopoly pricing when products are dif-
ferentiated multidimensionally. We provide an empiri-
cal counterpart to recent theoretical work on product
differentiation. Using specifications informed by eco-
nomic theory, we simultaneously estimate a demand
system and price-cost margins for products differen-
tiated in many dimensions.

Economic and Financial Determinants of
Oil and Gas Exploration Activity

Peter C. Reiss

Working Paper No. 3077
August 1989

JEL Nos. 520, 630

This paper studies the investment activities of 44
independent oil and gas firms from 1978-86. A dynam-
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ic model of oil and gas exploration and development
predicts less of a decline in exploration activity than
actually occurred in 1985-6. | consider the extent to
which financial factors may have affected firms’ invest-
ment plans during the 1985-6 deflation. There is some
evidence that credit contractsin thisindustry did place
important limitations on firms’ abilities to respond to
the energy price deflation. These constraints were im-
posed because lenders could not distinguish between
unfavorable industry developments and poor individu-
al firm performance.

Tax Compliance: An Investigation
Using Individual TCMP Data

Kurt J. Beron, Helen V. Tauchen,
and Ann Dryden Witte

Working Paper No. 3078

August 1989

This paper analyzes the tax compliance behavior of
U.S. taxpayers using a 1979 dataset that combines:
information from a random sample of individual tax
returns, each of which has been thoroughly audited;
IRS administrative records; and sociodemographic
data from the Census. We find that both audits and tax
code provisions affect compliance. However, the ef-
fects are significant only for the low- and high-income
groups. Interestingly, previous research has shown
that these groups also participate most actively in un-
derground economic activities, the income fromwhich
is not reported on any tax returns. Our results for audits
suggest that the “ripple,” or general deterrent, effect of
audits may be many times larger than the direct revenue
yield of audits for high-income taxpayers. Our results
also imply that the 1986 Tax Reform Act's changes to
lower allowable subtractions from income may have
encouraged compliance.

Bank Monitoring and Investment: Evidence
from the Changing Structure of Japanese
Corporate Banking Relationships

Takeo Hoshi, Anil Kashyap, and David Scharfstein
Working Paper No. 3079

August 1989

JEL No. 520

In the 1980s, the structure of corporate finance in
Japan has changed dramatically. Japanese firms that
once used bank debt as their prime source of financing
now rely more heavily on the public capital markets.
This trend was facilitated by the substantial deregula-
tion of Japanese capital markets.

In a 1988 paper, we demonstrated that investment by
firms with close bank relationships appears to be less
liquidity-constrained than investment by firms without
close bank ties. We interpreted this finding as evidence
that bank ties tend to mitigate information problems in
the capital market. This paper tracks the investment
behavior of firms that have recently weakened their
bank ties in favor of greater reliance on the bond market.
The results suggest that these firms are now more liquid-
idity-constrained. The paper concludes with a discus-
sion of why firms would loosen their bank ties in light
of these liquidity costs.

Optimal Incentives to Domestic Investment
in the Presence of Capital Flight

Assaf Razin and Efraim Sadka
Working Paper No. 3080
August 1989

JEL Nos. 320, 430

This paper develops a model of an open economy
with access to the world capital market and that em-
ploys distortionary taxes to finance public consump-
tion. We ask how efficient are quantity restrictions on
capital exports and the accompanying set of taxes. We
distinguish between a benchmark case, in which the
government can tax foreign-source income fully, and a
more realistic case, in which the government cannot
tax foreign-source income effectively.

Wage and Employment Uncertainty
and the Labor Force Participation
Decisions of Married Women

Francine D. Blau and Adam J. Grossherg
Working Paper No. 3081

August 1989

JEL No. 813

Over the past 30 years, research has concluded vir-
tually without exception that the principal source of
growth in the labor force participation rate for married
women has been the concurrent growth of women’s
real wages. The experience of the 1970s suggests, how-
ever, that real wage growth cannot account for the in-
crease in participation rates that occurred during that
period. This paper argues that an important determinant
of married women’s current participation decisions is
the level of uncertainty associated with expectations
of future wages. High levels of uncertainty during the
1970s may have contributed substantially to the growth
in participation that occurred during that time. Engle’s
model of autoregressive conditional heteroskedasticity
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(ARCH) isapplied to aggregate time-series data cover-
ing 1956-86 to measure the level of uncertainty at each
point in time. Our estimates support the basic hypoth-
esis that the level of uncertainty is an important deter-
minant of labor force participation decisions for married
women.

Health Benefits of Increases
in Alcohol and Cigarette Taxes

Michael Grossman
Working Paper No. 3082
August 1989

JEL No. 913

Health taxes on alcohol and cigarettes imposed by
the U:S. government have been very stable since 1951.
This paper shows that increased taxation, which re-
sults in higher prices, would discourage alcohol abuse
and cigarette smoking. A policy to raise the federal
excise tax on beer in line with the rate of inflation over
the last three decades would cut motor vehicle fatali-
ties for 18-20 year olds, many of which are alcohol-re-
lated, by about 15 percent, saving more than 1000 lives
per year. Also, in the cohort of Americans who were 12
years or older in 1984, over 800,000 premature deaths
would be averted if the federal excise tax on cigarettes
were restored to its real value in 1951.

Collateral, Rationing, and Government
Intervention in Credit Markets

William G. Gale
Working Paper No. 3083
August 1989

JEL No. 321

This paper analyzes the effects of government inter-
vention in credit markets when lenders use coliateral,
interest, and the probability of granting a loan as po-
tential screening devices. | examine equilibriums with
and without rationing. The principal theme is that credit
policies operate through their effect on the incentive
compatibility constraint, which inhibits high-risk bor-
rowers from mimicking the behavior of low-risk borrow-
ers. Any policy that loosens (tightens) the constraint
raises (reduces) efficiency.

Most government credit programs explicitly attempt
to fund investors who cannot obtain private financing.
In the model presented here, these subsidies increase
the extent of rationing and reduce efficiency. In con-
trast, policies that subsidize the nonrationed borrow-
ers, or all borrowers, enhance the efficiency and re-
duce the extent of rationing.

Explaining Pension Dynamics

Rebecca A. Luzadis and Olivia S. Mitchell
Working Paper No. 3084
August 1989

Will the U.S. labor market fail to adapt smoothly to
an aging work force, or will employee pensions play an
important role in helping companies induce desired
turnover patterns? To answer that question, we under-
take a longitudinal examination of pension retirement
incentives in several dozen plans observed between
approximately 1960 to 1980.

The plans instituted many changes over this period, |
several of which enhanced the financial payoffto early
retirement. These alterations included: increases in
benefit levels; reductions in early, normal, and manda-
tory retirement ages; and cuts in the age at which pen-
sion present values peak (with retirement after thatage
penalized). Simple indicators of pension plans’ struc-
tural features (for example, the plan’s early retirement
age) do not adequately summarize the complex finan-
cial incentives inherent in pensions, so we direct most
of our attention to measures of financial benefit levels.

We empirically evaluate three major explanations
for observed pension outcomes. Of special policy in-
terest is an evaluation of pension responses to changes
in Social Security benefit rules. Additionally, we dis-
cover key differences in behavior between single-em-
ployer and multi-employer pension plans. We conclude
that pension plan behavior is systematically related to
both labor and product market characteristics, and is
responsive to retirement income policy.

Evaluating Pension Policies in a Model
with Endogenous Contributions

Alan L. Gustman and Thomas L. Steinmeier
Working Paper No. 3085

August 1989

JEL Nos. 820, 918

We use a model of the firm and its pension plan to
simulate the first-round effects of various pension poli-
cies. These pension policies create an imbalance inthe
pension fund that affects the level of pension contribu-
tions and, ultimately, wages. Changes in pension poli-
cies affect the differential between compensation and
productivity for individual workers, in turn altering the
distributions of compensation and of incentives for
retirement, mobility, and effort. The policies we inves-
tigate regulate: vesting; pension calculations for early
leavers, early retirees, and late retirees; maximumservice
credits; liabilities at termination; and funding practices.
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The Stampede Toward Defined-Contribution
Pension Plans: Fact or Fiction?

Alan L. Gustman and Thomas L. Steinmeier
Working Paper No. 3086

August 1989

JEL Nos. 820, 918

Is the trend toward defined-contribution plans and
away from defined-benefit plans caused by increased
pension regulation and/or a changing economic envi-
ronment? Using data from filings of IRS Form 5500 by
pension administrators, we find that at least half of the
trend is caused by a shifting employment mix toward
the type of firms that historically have been associated
with lower defined-benefit plan rates because of their
industry, size, or union status. Not more than half of
the trend can be attributed to a “stampede” toward
defined-contribution pension coverage by firms with a
given industry, size, and union status.

Changing the Social Security Rules
for Workers over 65: Proposed
Policies and Their Effects

Alan L. Gustman and Thomas L. Steinmeier
Working Paper No. 3087

August 1989

JEL Nos. 820, 915, 918

We simulate the effects of different ways of adjusting
the Social Security benefits of those who work beyond
normal retirement age. A basic set of policies, current-
Iy under consideration, is projected to raise long-run
costs by $30 billion, net of taxes; it also is expected to
induce an increase of 5 percent in the number of fuli-
time male workers between the ages of 65 and 69. Alter-
native policies may create very different flows of funds.
Especially in the short run, outcomes will vary widely
with the timing of the application decision for benefits.

Financial Integration, Liquidity,
and Exchange Rates

Vittorio U. Grilli and Nouriel Roubini
Working Paper No. 3088

August 1989

JEL No. 430

This paper presents a two-country extension of work
(Lucas, 1988) on how cash-in-advance constraints in

asset markets affect the pricing of financial assets. In
the model, there is some degree of separation between
the goods markets and the asset markets, and money
is used for transactions in both markets. We find that
the equilibrium level of the exchange rate depends on
the share of money used forasset transactions: agreater
share corresponds to a more appreciated exchangerate.
Second, under uncertainty, the liquidity effects of sto-
chastic shocks to bond creation lead to “excess” vola-
tility of nominal and real exchange rates, even when
the “fundamental” value of the exchange rate is con-
stant. Third, capital controls—in the form of taxes on
foreign asset acquisitions—tend to cause the exchange
rate to appreciate. Fourth, the maturity structure ofthe
public debt affects the equilibrium exchange rate. In
particular, a move toward a longer maturity structure
will tend to cause the exchange rate to depreciate.

Incentive Effects of Workers’
Compensation Insurance

Alan B. Krueger
Working Paper No. 3089
August 1989

JEL No. 822

This paper uses data from the Current Population
Survey to estimate the determinants of participation in
state workers' compensation programs in the United
States. The principal finding is that higher workers’
compensation benefits are associated with greater
participation in the workers’ compensation program,
after accounting for worker characteristics, state fixed
effects, and other aspects of the workers’ compensa-
tion law. Moreover, this result holds for both manufac-
turing and nonmanufacturing workers. However, work-
ers’ compensation benefits have aninsignificant effect
on program participation for the sample of women.
Overall, a 10 percent increase in benefits is associated
with a 6.7 percent increase in program participation. In
addition, the waiting period that is required before ben-
efit payments begin has a substantial negative effect
on participation in the workers’ compensation program.
Finally, the growth in workers’ compensation claims in
the 1970s appears to correspond reasonably well to
the growth in real benefits that occurred during that
time period.

Consumption Growth Parallels
Income Growth: Some New Evidence

Chris Carroll and Lawrence H. Summers

. Working Paper No. 3090

September 1989
JEL Nos. 130, 400, 850, 110

This paper argues that the versions of both perma-
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nent-income and life-cycle theories that have become
fashionable recently are inconsistent with the grossest
features of cross-country and cross-sectional data on
consumption and income. There is clear evidence that
consumption and income growth are much more close-
Iy linked than these theories would predict. It appears
that consumption smoothing takes place over several
years, not several decades.

Our results confirm Milton Friedman’s (1957) initial
view that: “The permanent-income component is not
to be regarded as expected lifetime earnings. ... ltisto
be interpreted as the meanincome atany age regarded
as permanent by the consumer unit in question, which
in turn depends on its horizon and foresightedness.”
We question the usefulness of standard “representa-
tive consumer” approaches to the analysis of saving
behavior, and call for increased emphasis on liquidity
constraints and short-run precautionary saving as de-
terminants of consumption behavior.

Intrinsic Bubbles: The Case of Stock Prices

Kenneth A. Froot and Maurice Obstfeld
Working Paper No. 3091
September 1989

Several puzzling aspects of the behavior of U.S. stock
prices can be explained by a specific type of rational
bubble that depends exclusively on dividends. Such
“intrinsic” bubbles derive all of their variability from
exogenous economic fundamentals, not from extra-
neous factors. Unlike the most popular examples of
rational bubbles, intrinsic bubbles provide an empirical-
ly plausible account of deviations from present-value
pricing. Their explanatory potential comes partly from
their ability to generate persistent deviations that ap-
pear relatively stable over long periods.

Converting Corporations to
Partnerships Through Leverage:
Theoretical and Practical Impediments

Myron S. Scholes and Mark A. Wolfson
Working Paper No. 3092

September 1989

JEL Nos. 323, 521

We explore the degree to which debt financing can
reduce the corporate-level taxon income in the United
States. Although debt is capable of shielding the com-
petitive rate of return on projects from the corporate-
level tax, debt financing cannot shield the positive net
present value portion of project returns. Since nontax

factors preciude corporate activities from being 100
percent debt financed, a portion of the competitive
return to corporate activity also is subject to double
taxation.

We also consider alternative mechanisms that con-
vert the corporate tax to a personal tax (or a partner-
ship tax). These include other claims that give rise to
tax-deductible payments to the corporation, such as
obligations to employees, lessors, and suppliers. All of
these alternatives are limited in their ability to elimi-
nate the corporate-level tax.

Decentralized Investment Banking:
The Case of Discount Dividend Reinvestment
and Stock Purchase Plans

Myron S. Scholes and Mark A. Wolfson
Working Paper No. 3093

September 1989

JEL Nos. 313, 314, 421

Discount dividend reinvestment and stock purchase
plans allow shareholders to capture part of the un-
derwriting fees incurred in new stock offerings and to
save sponsoring firms some of the usual underwriting
costs. We test the degree to which individual investors
can serve this investment banking function profitably
by implementing simple investment/trading strategies
designed to capture the discounts and distribute the
shares in the market. The large profits earned by our
strategies raise serious questions about why it takes
firms so long to raise the target level of capital and why
many eligible shareholders do not participate in these
discount plans.

Employee Stock Ownership Plans and
Corporate Restructuring: Myths and Realities

Myron S. Scholes and Mark A. Wolfson
Working Paper No. 3094

September 1989

JEL Nos. 323, 521

During the first six months of 1989, U.S. corpora-
tions acquired over $19 billion of their own stock to
establish employee stock ownership plans (ESOPs).
We evaluate the common claims that there are unique
tax and incentive contracting advantages to establish-
ing ESOPs. Particularly forlarge firms, where the great-
est growth in ESOPs has occurred, the case is very
weak for taxes being the primary motivation to estab-
lish an ESOP. The case is also weak for employee in-
centives being the driving force behind ESOPs. We
conclude that the main motivation for the growth of
ESOPs is their antitakeover characteristics.
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The Effects of Changes in Tax Laws on
Corporate Reorganization Activity

Myron S. Scholes and Mark A. Wolfson
Working Paper No. 3095

September 1989

JEL Nos. 323, 442, 522

We present evidence that 1980s’ changes in tax laws,
culminating with the Tax Reform Act of 1986, had a
first-order effect on observed merger and acquisition
activity in the United States. Also, increased reliance
on certain institutional arrangements (unit manage-
ment buyouts and going-private transactions) used to
effect mergers and acquisitions, which were designed
to reduce the nontax costs of transacting, enabled tax
benefits to be realized in a larger number of mergers
and acquisitions than might have occurred otherwise.

We begin with a “closed-economy” perspective, fo-
cusing on the effects of changes in tax laws on the de-
mand for mergers and acquisitions of U.S. corporations
by U.S. corporations. We then broaden the scope of
inquiry by modeling and testing the effects of changes
in tax laws on thedemand for mergers and acquisitions
of U.S. corporations by foreign multinationals. We pre-
dict and present confirmatory evidence that, while the
1986 Tax Act discouraged transactions among U.S.
corporations, it increased the demand for merger and
acquisition transactions between U.S. sellers and for-
eign buyers.

The Capital Levy in Theory and Practice

Barry J. Eichengreen
Working Paper No. 3096
‘September 1989

JEL No. 430

A capital levy is a one-time tax on all wealthholders
with the goal of retiring public debt. This paper recon-
siders the historical debate over the capital levy in a
contingent capital taxation framework. In theory, a
levy can improve welfare when it is adopted to redress
debt problems created by special circumstances, even
if it cannot be guaranteed that there will be no further
levy. If the contingencies leading to the levy are fully
anticipated, independently verifiable, and not under
government control, then saving and investment should
not fall foliowing the imposition of the levy, nor should
the government find it more difficult to raise revenues
subsequently.

In practice, serious problems stand in the way of
implementation. A capital levy has. profound distribu-

tion consequences. Property owners are sure to resist
its adoption. In a democratic society, their objections
are guaranteed to cause delay. This provides an op-
portunity for capital flight, reducing the prospective
yield, and allows the special circumstances providing
the justification for the levy to recede in the past. The
only successful levies occur in such cases as post-
World War |l Japan, where important elements of the
democratic process are suppressed andwherethe fact
that the levy was imposed by an outside power mini-
mized the negative impact on the reputation of subse-
quent sovereign governments.

The Comparative Performance
of Fixed and Flexible Exchange Rate
Regimes: Interwar Evidence

Barry J. Eichengreen
Working Paper No. 3097
September 1989

This paper reports on the characteristics of fixed
and flexible exchange rate regimes. It contrasts expe-
rience under three interwar exchange rate regimes:
the free float of the early 1920s; the fixed rates of 1927-
31; and the managed float of the early 1930s. A number
of important differences across nominal exchangerate
regimes emerge. | findthat: 1) The variability of nominal
exchange rates was associated positively with the free-
dom of the float. Nominalrates were considerably more
variable under free than under managed floating. 2) The
reduction in nominal exchange rate variability achieved
with the move from free to managed floating was not
accompanied by acommensurate fall in exchangerate
uncertainty. While government policy succeeded in
damping spot rate fluctuations, it seems to have been
subject to periodic shiftsthat heightened risk. 3) There
was a strong association between nominal exchange
rate predictability and real exchange rate predictability
in both the free float of 1922-6 and the managed float of
1932-6. Together with 2), this implies that intervention
of stabilized nominal rates did not guarantee a com-
mensurate reduction in real exchange rate uncertain-
ty. 4) There was no direct correspondence betweenthe
degree of exchange rate stability and the volume of
international capital flows. Real interest differentials
were larger under the managed float of the 1930s than
under the free float of the 1920s. 5) Capital controls
provide a major part of the explanation for differences
across regimes in the magnitude of real interest differ-
entials. Controls were considerably more prevalent
under managed floating than under either free-floating
or fixed rates. Thus, interwar experience provides a
counterexample to the popular notionthat capitalcon-
trols tend to be associated with fixed rate regimes.
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Increasing Returns and New Developments
in the Theory of Growth

Paul M. Romer
Working Paper No. 3098
‘September 1989

Growth theory always has been faced with technical-
ly challenging questions about increasing returns and
the way to capture ideas in a model of market exchange.
Initially, reliance on perfect competition forced growth
theory to narrow its scope. Recently, new tools for
studying dynamic equilibriums with nonconvexities,
externalities, and imperfect competition have aliowed
growth theory to address broader questions such as:
Why have growth rates tended to increase over time?
Why aren’t flows of capital sufficient to equalize wages
in different countries? How do trade policy, or aggre-
gate research and development expenditure, orthe ex-
tent of patent protection influence the rate of growth?

Quality Ladders in the Theory of Growth

Gene M. Grossman and Elhanan Helpman
Working Paper No. 3099

‘September 1989

JEL Nos. 111, 621

We develop a model of repeated product improve-
ments in a continuum of sectors. Each product foliows
a stochastic progression up a quality ladder. Progress
is not uniform across sectors, so an equilibrium distri-
bution of qualities evolves over time. But the rate of
aggregate growth is constant. The growthrate responds
to profit incentives in the R and D sector. We explore
the welfare properties of our model. We then relate our
approach to an alternative that views product innova-
tion as a process of generating an ever-expanding range
of horizontally differentiated products. Finally, we ap-
ply the model to issues of resource accumuiation and
international trade.

The McKibbin-Sachs Global Model:
Theory and Specification

Warwick H. McKibbin and Jeffrey D. Sachs
Working Paper No. 3100
September 1989

This paper presents the theoretical underpinnings
of the MSG2 simulation model of the world economy.

The MSG2 model is a dynamic general equilibrium
model of the world economy that pays particular at-
tention to the relationship between stocks and flows
and intertemporal constraints. The formation of ex-
pectations also plays animportant role in the model. In
the version presented here, the world is divided into
the United States, Japan, Germany, the rest of the Eu-
ropean Monetary System, and the rest of the OECD,
nonoil developing countries, and OPEC.

Pension Funds and Financial Innovation

Zvi Bodie

Working Paper No. 3101
September 1989

JEL No. 520

Pension funds have played a critical role in the evo-
lution of the markets for debt and equity securities and
their derivatives in the United States over the last 15
years. The new securities and markets can be explained
largely as responses to the investment demands of
pension funds in an environment of increased interest
rate volatility and tighter regulation.

Defined-benefit pension plans offer annuities that
have a guaranteed floor specified by the benefit formu-
la. In order to minimize the cost to the sponsor of pro-
viding this guarantee, there is a strong incentive to
invest an amount equal to the present value of the ac-
cumulated benefit obligation in fixed-income securities
with a matching duration. The pursuit of duration match-
ing and related immunization strategies by pension
funds has contributed to the emergence and rapid
growth of markets for zero coupon bonds, GiCs, CMOs,
options, and financial futures contracts. Recent changes
in accounting rules (FAS 87) and tax law (OBRA) are
likely to reinforce the use of immunization strategies.

Inflationary Expectations and
Price-Setting Behavior

Ray C. Fair

Working Paper No. 3102
September 1989

JEL No. 134

This paper tests for the existence of expectational
effects in very disaggregated price equations. | esti-
mate price equations using monthly data for each of40
products. | also test the dynamic specification of the
equations, including whether they should be specified
in level form or in change form. | usetwo expectationai
hypotheses, one in which expectations of the aggre-
gate price level are a function of the past values of the
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price level, and one in which expectations arerational.
Under the first hypothesis, | estimate the lag length with
the other parameters; under the second hypothesis, |
estimate the lead length with the other parameters.

The results strongly support the hypothesis that ag-
gregate price expectations affect individual pricing de-
cisions. The results do not discriminate very well be-
tween the level and change forms of the price equation,
although there is a slight edge for the level form. | do
not estimate the lag and lead lengths precisely, but in
most cases the lag length is less than 30 months and
the lead length is less than five months.

World Integration, Competitive and
Bargaining Regimes Switch: An Exploration

Joshua Aizenman
Working Paper No. 3103
September 1989

JEL No. 400

This paper studies the role of an endogenous switch
from a competitive to a bargaining international equi-
librium. I considertwo trading blocs that can engage in
a free-market determined trade or a trade dictated by
bargaining. Bargaining can be called for by either party,
and it may involve a fixed real cost. | propose a frame-
work in order to deal with these issues and applyittoa
symmetric global environment. The bargaining equilib-
rium offers an international diversification of the coun-
try-specific shocks, whereas the competitive equilibri-
um retains the country-specific nature of the shocks.
The degree of trade dependency determines the risk
diversification achieved via the bargaining process,
the frequency of bargaining, and the volume of trade.
An increase in the relative importance of the trade-
dependent activities is associated with greater interna-
tional diversification of country-specific shocks, and
with a greater frequency of bargaining. | derive the opti-
mal investment—Iless costly bargaining will move us
toward a corner solution, in which trade dependency
and local shock diversification are maximized. With
positive bargaining costs, there will be aninternal solu-
tion with smaller diversification of local shocks. in such
an environment, the choice of optimal trade dependen-
cy, at the margin, balances the expected diversification
against the costs of bargaining.

The Fisherian Time Preference and the
Evolution of Capital Ownership
in a Global Economy

Kyoji Fukao and Koichi Hamada
Working Paper'No. 3104
September 1989

JEL Nos. 430, 440

Conventionally, economic growth theory was based

on the assumption of a constant rate of time prefer-
ence. Uzawa (1968) and Obstfeld (Quarterly Journal
of Economics, 1981) introduced the rate of time prefer-
ence that increases with the utility level. Irving Fisher
(The Theory of Interest) has a different opinion, how-
ever: that people are more time-impatient at the lower
level of income.

This paper assumes a nonmonotonic time-prefer-
ence schedule: people are more patient at the middie-
income levels and are less patient when they are either
very poor or rich. Based on a nonlinear savings func-
tion out of wealth implied by such a time-preference
schedule, this paper develops a single-good, multi-
country growth model of a global economy with free
capital mobility. The long-run property of this system
is characterized by three kinds of long-run equilibri-
um: the starvation (fatal attractor) equilibrium; theim-
perialism equilibriums, dominated by a nation or by a
group of nations; and the coprosperity equilibrium, in
which the wealth and the income of countries in the
system grow proportionately.

This system strongly resembles some models of
ecology in which species compete for their survival
(May, Stability and Complexity in Model Ecosystems).
Here we can analyze thetransition of adebtorto acred-
itor country properly from a global perspective , and
make a case for the pump-priming foreign aid or debt
relief policy.

A Shred of Evidence on Theories
of Wage Stickiness

Alan S. Blinder and Don H. Choi
Working Paper No. 3105
September 1989

We conducted a small interview survey to see how
actual wage-setters would react to the central ideas of
several economic theories of wage stickiness. Wage
cuts were surprisingly prevalent in recent years, de-
spite the booming economy. The strongest finding in
the survey was that managers believe that perceptions
of fairness play a major motivational role in labor mar-
kets. Also, a “fair” wage policy is a good deal more com-
plicated than simply not cutting wages. We also found
substantial evidence for money illusion and againstthe
adverse-selection version of the efficiency wage model.

An Equilibrium Theory of Excess Volatility
and Mean Reversion in Stock Market Prices

Alan J. Marcus

Working Paper No. 3106
September 1989

JEL Nos. 313, 311.

Apparent mean reversion and excess volatility in
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stock market prices can be reconciled with the effi-
cient market hypothesis by specifying investor prefer-
ences that give rise to the demand for portfolio insur-
ance. Therefore, several supposed macro anomalies
can be shown to be consistent with arational marketin
a simple and parsimonious model of the economy.
Unlike other models that have derived equilibrium mean
reversion in prices, the model in this paper does not
require that the production side of the economy exhibit
mean reversion. It also predicts that mean reversion
and excess volatility will differ substantially across
subperiods.

Liquidity Constraints in Production-Based
Asset Pricing Models

William A. Brock and Blake LeBaron
Working Paper No. 3107
September 1989

This paper explores the time-series implications of
introducing credit constraints into a production-based
asset pricing model. The parameter values we chose
for the simulations generate reasonable values for ag-
gregate fluctuations. We find that mean reversion in
simulated returns series, measured by variance ratio
tests, is enhanced when we introduce binding credit
constraints. Without these constraints, there is very
little evidence of mean reversion. This is consistent
with financial market data, in which the weak evidence
for mean reversion is stronger in returns of small firms.
We run other tests on the simulated series, including
checking the standard deviation, skewness, and kurto-
sis. These tests do not show strong differences be-
tween the constrained and the unconstrained firms in
the model.

Striking for a Bargain Between
Two Completely Informed Agents

Raquel Fernandez and Jacob Glazer
Working Paper No. 3108

September 1989

JEL Nos. 026, 830

This paper models the wage-contract negotiation
procedure between a union and a firm as a sequential
bargaining process in which the union also decides, in
each period, whether or not to strike for the duration of
that period. We show that there are subgame-perfect
equilibriums in which the union engages in several
periods of strikes prior to reaching a final agreement,
although both parties are completely rational and fully
informed. This has implications for other inefficient
phenomena such as tariff wars, debt negotiations, and
wars in general. We characterize the set of equilibri-
ums, show that strikes can occur in real time, and dis-
cuss extensions of the model, such as lockouts and the
possibility of multiple recontracting opportunities.

Asset Prices and Interest Rates
in Cash-in-Advance Models

Alberto Giovannini and Pamela Labadie
Working Paper No. 3109
September 1989

This paper develops a method for solving and simu-
lating cash-in-advance models of money and asset
prices. The models are calibrated to U.S. data span-
ning 1890-1987 and are used to study some empirical
regularities observed in the data over this period. This
paper focuses on: the average level of stock returns
and returns on nominal bonds; the covariation of real-
ized real interest rates and real asset returns with infla-
tion; and the ability of nominal interest rates to predict
inflation and nominal stock returns.

The Stolper-Samuelson Theorem
Reconsidered: An Example of Ricardian
Dynamic Trade Effects

Richard E. Baldwin
Working Paper No. 3110
September 1989

Standard trade theory views the capital stock as an
endowment. However, trade policy can affect a coun-
try’s steady-state capital stock. By ignoring the en-
dogeneity of capital, standard analysis is incomplete
and can be misleading. For instance, when capital is
endogenous, the Stolper-Samuelson theorem incor-
rectly predicts the long-run impact of a tariff on factor
rewards in a 2-by-2 trade model. Moreover, the output
effects of a trade policy can be amplified greatly by its
indirect effect on the steady-state capital stock. Since
this indirect effect may take a very long time to be fully
realized, trade policy can have a long-lasting effect on
growth. Ricardo first studied this link between trade
and steady-state factor supplies.

Corporate Payouts and the Tax Price of
Corporate Retentions: Evidence from the
Undistributed Profits Tax of 1936-8

R. Glenn Hubbard and Peter C. Reiss
Working Paper No. 3111
September 1989

Many provisions of the U.S. tax code affect corpo-
rate decisions to pay out orretain earnings. Most stud-
ies examined the effects of dividend and capital gains
taxes on payouts, but relatively few considered the
effects of corporate taxes on retentions. In the early
1900s, the United States experimented with several
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corporate taxes on retentions. These taxes increased
the price of corporate retentions, thereby encourag-
ing corporate payouts. This paperstudies theresponse
of corporations to the most significant of these experi-
ments—the Undistributed Profits Tax of 1936-8.

To the extent that corporate payouts did respond
significantly to a change in the corporate price of re-
tentions, we can learn more about the implicit prices
corporations place on internal funds. These estimates
enable us to better understand the effects of govern-
ment policies designed to encourage corporate rein-
vestment. Second, our study provides evidence relevant
to several recent proposals designed to resolve man-
agerial agency problems. These proposals require
managers to pay out their “free” cash flows as a way of
promising not to waste financial capital. The Undis-
tributed Profits Tax of 1936-8 had a similar goal. Its
maximum marginal tax rate of 27 percent on corporate
retentions gave managers strong incentives to pay out
retained earnings.

We use a panel dataset on 26 large petroleum com-
panies. These data have a number of advantages, not
the least of which is the relative homogeneity of petro-
leum firms’ investment opportunities. We find that, on
average, corporate payout policies did respond signifi-
cantly to the surtax in 1936, the first year of the tax.
There was much less response in 1937, and practically
none in the last year, 1938. The smaller payoutsin 1937
and 1938 suggest that managers were able tofind mar-
gins other than dividends through which they could re-
duce their tax burden. These other margins included
the short-term manipulation of expenses and delays in
recognizing revenues. These responses suggest that
managers place a relatively high valuation on internal
versus external funds. They also suggest that proposals
that would require managers to pay out free cash flows
must resolve an important incentive problem—how to
get managers to reveal fully what cash flows are “free.”
Finally, our results document the importance of recog-
nizing behavioral responses to taxes. Thatis, firms may
respond to changes in relative tax prices by findingother
margins by which they can reduce their tax burdens.

Capital Controls and
International Trade Finance

Alberto Giovannini and Jae Won Park
Working Paper No. 3112

‘September 1989

JEL No. 431

This paper studies the effects of prohibiting individ-
uals from holding foreign assets, and of allowing firms
to trade in foreign assets only up to what is needed to
finance export and import activities. Although firms

can perform arbitrage between domestic and foreign
financial markets, the distortions in asset markets are
not fully arbitraged away. instead they are transmitted
to domestic goods markets. We discuss the effects of
shocks in foreign financial markets and in domestic
fiscal policy. We show that both the dynamics and the
steady states are affected crucially by capital controls.

Social Security and the Determinants
of Full and Partial Retirement:
A Competing-Risks Analysis

Glenn T. Sueyoshi
Working Paper No. 3113
September 1989

Empirical analyses of retirement typically assume a
single form of retirement. In this paper, | consider the
determinants of retirementin acompeting-risks model
that allows for full and partial retirement. Simulation
results indicate that the large increase in' Social Secur-
ity benefits in the early 1970s has had moderate effects
upon retirement, increasing the probability of early full
retirement (before age 65) by less than 5 percent and
reducing the probability of partial retirement by 1-2
percent.

Introducing Risky Housing and
Endogenous Tenure Choice into
Portfolio-Based General Equilibrium Models

Patric H. Hendershott and Yunhi Won
Working Paper No. 3114

September 1989

JEL Nos. 323, 932

Portfolio-based general equilibrium models are use-
ful for analyzing the interaction between the structure
of individual tax rates and the way particular assets are
taxed; for considering the role of differential tax rules
and risk in determining household portfolio choices;
and for addressing distributional questions. Unfortu-
nately, current versions of these models give housing
short shrift. Owner housing is assumed to be riskless;
rental housing is not a separately identifiable asset;
and tenure choice, of necessity, is determined exoge-
nously. This paper shows how these models can be
extended to incorporate a full housing subsector. We
use an extended version of the Galper-Lucke-Toder
(GLT) model to analyze the impact of the 1986 Tax Act.

The interest rate impacts of the extended model are
similar to those of GLT: a sharp decline inthe fully tax-
able rate (just over one percentage point); a noticeable

-
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fall in the corporate equity rate (two-thirds of a point);
and increases in the returns on noncorporate equity
and tax-exempt bonds. The capital stock effects are
different because of endogenous tenure choice, the
riskiness of owner housing, and the smaller initial hold-
ings of owner housing by high-income households.
The owner housing stock increases by 3 percent, the
increase coming roughly 50/50 from rental housing
and state and local capital. The homeownership rate
rises by one-half of a percentage point, virtually ali of
the increase occurring for households with incomes
under $30,000. The small utility gains, $14 billion, are
roughly comparable to those of the GLT model. While
most of the gains go to high-income households, other
households also gain. This is different from the resuits
originally reported in GLT, which contained computa-
tional errors.

A.l.L. Theory and the Alling
Phillips Curve: A Contract-Based
Approach to Aggregate Supply

Roger E. A. Farmer
Working Paper No. 3115
‘September 1989

Using U.S. data, | find astructurally stable aggregate
supply relationship between real and nominal rates of
interest and the rate of unemployment. After reviewing
theories of contracts based onthe twin assumptions of
asymmetric information and limited collateral, | argue
that these A.lL.L. theories provide a strong foundation
for a contract-based explanation of aggregate supply.
I suggest that the original Phillips curve estimates should
be reinterpreted in light of A.l.L. theories that represent
alternatives to the Phelps-Friedman interpretation of
the Phillips relationship.

Investment, Financial Factors, and
Cash Flow: Evidence from U.K. Panel Data

Michael Devereux and Fabio Schiantarelli
Working Paper No. 3116

‘September 1989

JEL Nos. 131, 315

This paper provides some econometric evidence on
the impact of financial factors—cash flow, debt, and
stock measures of liquidity—on the investment deci-
sions of U.K. firms. We introduce these financial vari-
ables through an extension of the Q model of invest-
ment, which explicitly includes agency/financial distress
costs. We discuss whether the significance of cash fiow
comes from its being a proxy for output orbecauseitis

a better measure of market fundamentalsthan Qis. We
also investigate the effect of financial factors across
different types of firms, which vary by size, age, and
type of industry (growing and declining). Finally, we
analyze the determinants of the magnitude of the cash
flow effect and explain why caution must be exercised
in attributing interfirm differences only to differences
in the importance of agency or financial distress costs.

Solving Nonlinear Stochastic
Growth Models: A Comparison of
Alternative Solution Methods

John B. Taylor and Harald Uhlig
Working Paper No. 3117

‘September 1989

JEL Nos. 213, 214, 111

This paper reports on a comparison of several alter-
native numerical solution techniques for nonlinear ra-
tional expectations models. We asked individual re-
searchers to apply their different solution techniques
to a simple, representative agent, optimal, stochastic
growth model. We then compared decision rules as
well as simulated time series. The differences among
the methods turned out to be quite substantial for cer-
tain aspects of the growth model. Therefore, researchers
might want to be careful not to rely blindly on the results
of any chosen numerical solution method in applied
work.

The Nonoptimality of Optimal
Trade Policies: The U.S. Automobile
Industry Revisited, 1979-85

Kathleen Hogan, Kala Krishna, and Phillip Swagel
Working Paper No. 3118

‘September 1989

JEL Nos. 420, 422

We examine the sensitivity of simple calibration mod-
els of trade in imperfectly competitive industries to
changes in model specification, as well as to changes
in the calibration parameters. We find that not just the
magnitude, but also the sign, of the optimal trade poli-
cies is very sensitive to the change in model specifica-
tion. Indeed, use of policies derived from the “wrong”
model can reduce welfare from the status quo. However,
the welfare gains that can be obtained from application
of the “correct” model remain limited. Calibration mod-
els nonetheless provide useful estimates of firm and
market behavior over time, as well as of disaggregated
elasticities of demand. We conclude that careful empir-
ical work is necessary to guide model selection. For the
present, the case for activist trade policy on the basis
of calibration models should not be made.
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On the Growth Effects of 1992

Richard E. Baldwin
Working Paper No. 3119
September 1989

This paper demonstrates that several types of dy-
namic trade effects can be quantified easily, at least
roughly. These dynamic effects on output are much
larger than the static effects measured by existing em-
pirical studies of trade liberalizations. This paper ex-
posits and measures the Ricardian dynamic trade ef-
fect (the link between trade and the steady-state level
of productive factors). It also exposits and measures
the Grossman-Helpman dynamic trade effect (the link
between trade and the steady-state rate of accumula-
tion of productive factors) by calibrating two of the
“new” growth theory models.

Economic Growth in a Cross Section
of Countries

Robert J. Barro
Working Paper No. 3120
‘September 1989

JEL Nos. 111, 023

In neoclassical growth models with diminishing re-
turns to capital, a country’s per capita growth rate tends
to be related inversely toitsinitial level of per capitain-
come. This convergence hypothesis seems inconsistent
with the cross-country evidence, which indicates that
per capita growth rates for about 100 countries since
World War |l are not correlated with the starting level
of per capita product. However, if one holds constant
initial human capital—as measured by primary and
secondary school enroliment rates—there is evidence
that countries with lower per capita product tend to
grow faster. Countries with higher human capital aiso
have lower fertility rates and higher ratios of physical
investment to GDP. These resuits on growth, fertility,
and investment are consistent with some recent theo-
ries of endogenous economic growth. The cross-country
data indicate that government consumption is related
inversely to growth, whereas public investment has little
relationship to growth. Average growth rates are related
positively to political stability, which may capture the
benefits of secure property rights. There is also some
indication that distortions of the prices of investment
goods are bad for growth. Finally, the analysis leaves
unexplained a good deal of the relatively weak growth
performances of countries in sub-Saharan Africa and
Latin America.

Debt Write-Downs and Debt-Equity Swaps
in a Two-Sector Model

Linda Goldberg and Mark Spiegel
Working Paper No. 3121

‘September 1989

Debt overhang models have motivated the possibili-
ty of Pareto-improving, market-based debt reduction
schemes under an assumption of creditor seizure in
bad states. These models usually show that pure debt
forgiveness is in the interest of debtor nations, but debt
repurchase programs are not.

This paper introduces into the debtor nation a safe
sector that is not exposed to seizure during default
states. Two important results that emerge are that:
debt forgiveness is not necessarily in the interest of all
debtors, and the potential for Pareto-improving debt-
equity swaps is magnified.

The Gold Standard since Alec Ford

Barry J. Eichengreen
Working Paper No. 3122
September 1989

JEL No. 430

This paper surveys studies of the operation of the
classical gold standard published after Alec Ford’s
1962 book, The Gold Standard 1880-1914: Britain and
Argentina. These studies either emphasize stock equi-
librium in money markets (examples of the so-called
“monetary approach”) or stock-flow interactions in
bond markets.

The paper then asks how the gold standard worked.
A central element of the stability of the gold standard is
the credibility of the official commitment to goid. Know-
ing that policymakers would intervene in defense of the
gold standard caused markets to respond in the same
direction in anticipation of official action. Hence, there
was minimal need for actual intervention. Credibility
derived from the fact that the commitment to the golid
standard was international. Central banks, including
the Bank of England, could rely on foreign assistance
in times of exceptional stress. Again, there was only
minimal need for actual assistance because the com-
mitment to offer it was fully credible. Thus, international
cooperation was a central element of how the classical
gold standard worked.
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The Effects of Immigration on the
Labor Market Outcomes of Natives

Joseph G. Altonji and David Card
Working Paper No. 3123
September 1989

JEL No. 820

This paper examines the effects of immigration on
the labor market success of less-skilled natives. Work-
ing from a simple model of a local labor market, we
show that the effects of immigration can be estimated
from the correlations between the fraction of immi-
grants in a city and the employment and wages of natives.
The size of the effects depends onthe fraction and skill
level of the immigrants.

We then compute these correlations using city-spe-
cific results for individuals in 120 major SMSAs in the
1970 and 1980 Censuses. We also use the relative in-
dustry distributions of immigrants and natives to di-
rectly assess the degree of labor market competition
between them.

We find a modest degree of competition between
immigrants and less-skilied natives. A comparison of
industry distributions shows that an increase in the
fraction of immigrants in the labor force transiates to
an approximately equivalent increase in the supply of
labor to industries that employ less-skilled natives.
Based on this calculation, immigrant inflows from 1970~
80 generated increases of 1-2 percent in labor supply
to these industries in most cities. A comparison of in-
dustry distributions of less-skilled natives in high- and
low-immigrant share cities between 1970 and 1980
shows some displacement of natives out of low-wage,
immigrant-intensive industries.

We find that immigration has little effect on the em-
ployment of the four race/sex groups that we consider.
Our estimates of the effect of immigration on the wages
of less-skilled natives are sensitive to the specification
and estimation procedure. However, our preferred esti-
mates, which are based on first differences between
1980 and 1970 and the use of instrumental variables to
control for the endogeneity of immigrant inflows, imply
that an increase in immigrants of 1 percent of an SMSA’s
population reduces native wages by roughly 1.2 percent.

International Monetary Instability
between the Wars: Structural
Flaws or Misguided Policies?

Barry J. Eichengreen
Working Paper No. 3124
September 1989

JEL No. 430

This paper reassesses the history of the internation-
al monetary system between the wars. It confirms the

generality of several widely held interpretations of re-
cent experience with floating exchange rates. There is
a positive association between nominal exchange rate
flexibility and nominal exchange rate variability. There
is also a positive association between nominal exchange
rate variability and real exchange rate variability. But
policies of intervention that reduce nominal exchange
rate variability do not guarantee a proportionate re-
duction in nominalexchange raterisk orin real exchange
rate variability and unpredictability; for that, a credible
commitment to a stable intervention rule is needed.

I then consider four potential explanations for the
collapse of the fixed rate regime that prevailed from
1926-31: 1) failure to play by the “rules of the game”; 2)
inadequate international economic leadership by the
United States; 3) inadequate cooperation among the
leading gold standard countries; and 4) structural fea-
tures of a system in which reserves were comprised of
both gold and foreign exchange. | conclude by assess-
ing the role of the international monetary systeminthe
Great Depression.

A Multi-Country Study of the Information in
the Term Structure about Future Inflation

Frederic S. Mishkin
Working Paper No. 3125
September 1989

JEL No. 310

This paper provides evidence on what the term struc-
ture (for maturities of 12 months or less) tells us about
future inflation in ten OECD countries. The empirical
results do not suggest that the level of interest rates
helps to forecast the future level of inflation. Instead,
for the majority of the countries in the sample, the term
structure does not contain a great deal of information.
about the future path of inflation. However, the results
for France, the United Kingdom, and Germany teli a
different story. In those countries, the term structure
contains a highly significant amount of information
about future changes in inflation. This paper suggests
that central banks in general should be cautious about
using the term structure of interest rates as a guide for
assessing inflationary pressures in the economy, as is
currently under construction by the U.S. central bank.
However, for every country studied except the United
Kingdom, there is agreatdeal of informationintheterm
structure of nominal interest rates about the term struc-
ture of real/ interest rates. This finding is extremely useful,
because it suggests that formostcountries researchers
can examine observable data onthe nominal term struc-
ture to provide them with information about the behavior
of the real term structure.
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The Information in the Longer Maturity Term
Structure about Future Inflation

Frederic S. Mishkin
Working Paper No. 3126
September 1989

JEL No. 310

This paper provides empirical evidence on the infor-
mation in the term structure for longer maturities about
both future inflation and the term structure of real in-
terest rates. There is substantial information in the
longer maturity term structure about future inflation:
the slope of the term structure has a great deal of pre-
dictive power for future changes in inflation. On the
other hand, at the longer maturities, the term structure
of nominal interest rates contains very littie informa-
tion about the term structure of real interest rates. These
results are strikingly different from those found for very
short-term maturities (six months or less) in previous
work. For maturities of six months or less, the term struc-
ture contains no information about the future path of
inflation, but it does contain a great deal of information
about the term structure of real interest rates.

At longer maturities, the term structure of interest
rates can be used to help assess future inflationary
pressures: when the siope of the term structure steep-
ens, the inflation rate likely will rise in the future. When
the slope falls, it is an indication that the inflation rate
will fall. However, we still must remain cautious about
using the evidence presented here to advocate that the
Federal Reserve should target the term structure in
conducting monetary policy. A change in Federal Re-
serve operating procedures that focuses on the term
structure may well cause the relationship between the
term structure and future inflation to shift, with the
result that the term structure no longer would be an
accurate guide to the path of future inflation. If this
were to occur, Federal Reserve monetary policy could
go farastray by focusing on the term structure of inter-
est rates.

The Evolution of Unjust-Dismissal
Legislation in the United States

Alan B. Krueger
Working Paper No. 3127
September 1989

JEL No. 822

In the last decade, state courts in many areas of the
United States have ruled in favor of employees who
alleged that they were improperly dismissed. Yet many
economists contend that any judicial or legislative de-
parture from the employment-at-will doctrine is re-

gressive and inefficient because it restricts employ-
ment flexibility and freedom of contract.

This paper advances a theory in which employer
groups eventually support unjust-dismissal legislation
in response to the threat of large and variable damage
awards imposed by the judicial system. Legislation can
define property rights clearly and limit employer liability.
in contrast to the common law, the unjust-dismissal laws
that have been proposed are likely to result in smaller
awards, to reduce uncertainty, to resolve disputes rap-
idly, and to reduce legal and other transactions costs.
The proposal of unjust-dismissal legisiation thus is a
response to court rulings that weaken and obfuscate
the employers’ right to dismiss employees at will. This
is not consistent with the conventional political econ-
omy view of unjust-dismissal legislation.

Endogenous Election Timings and Political
Business Cycles in Japan

Takatoshi Ito
Working Paper No. 3128
September 1989

This paper presents a theoretical model of political
business cycles in a parliamentary system and tests
the predictions and hypotheses of that model against
postwar Japanese data. In a parliamentary system,
unlike a presidential system, the timing of a general
election is endogenous. Thus, one of the interesting
questions in a parliamentary system is whether elec-
tions cause business cycles or, conversely, whether
economic expansions trigger elections.

The postwar Japanese experience strongly indi-
cates that the government did not manipulate policies
in anticipation of approaching elections. Instead, gen-
eral elections usually were held during times of auton-
omous economic expansion. In other words, the Jap-
anese government opportunistically manipulated the
timing of elections rather than the economy.

International Differences in Capital Taxation
and Corporate Borrowing Behavior:
Evidence from the U.S. Withholding Tax

Leslie E. Papke
Working Paper No. 3129
September 1989

JEL Nos. 320, 442, 521

Securities transactions in the United States on a net
basis climbed from $19 billion in 1983 to $50 billion in
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1985. This rise was caused almost entirely by an in-
crease in foreign purchases of U.S. securities—largely
corporate and government bonds. One suggested rea-
son for this phenomenon is foreign investors’ percep-
tion that the United States is a safe haven: there are
strong investment fundamentals in the United States
relative to other industrialized countries. Moreover,
since the summer of 1984, these instruments have been
free from withholding tax on interest paid to foreign
holders of notes and bonds issued by U:S. entities.

Recently, there has been discussion of reimposing
the withholding tax. A common counter argument is
that such a tax is notoriously ineffective at raising rev-
enue. As evidence, opponents point to the U.S. experi-
ence with the now-repealed withholding tax on the
interest earned by foreigners. This paper explains the
reasons that the tax was ineffectual. It is essentially a
case study of the earlier U.S. experience with a with-
holding tax. In particular, the paper focuses on corpo-
rate borrowing behavior during the tenure of the tax
and the change that took place after repeal.

Unit Roots in Real GNP: Do We Know,
and Do We Care?

Lawrence J. Christiano and Martin S. Eichenbaum
Working Paper No. 3130
October 1989

No, and maybe not.

Cost and Price Movements in Business Cycle
Theories and Experience: Hypotheses
of Sticky Wages and Prices

Victor Zarnowitz
Working Paper No. 3131
October 1989

JEL Nos. 131, 134

in the post-World War |l period, wage and price levels
reacted much less to business contractions than they
had earlier. Inflation prevailed and was increasingly
persistent. The contractions themselves became rela-
tively short and mild. All of these developments have
common roots in the major structural, institutional,
and policy changes of the era. '

This paper looks at assumptions about wage and
price behavior in certain contemporary macroeco-
nomic theories and the implications of those assump-
tions for the analysis of the business cycle. | relate the
various hypotheses of real and nominal “rigidities” to
each other and to alternative theories of how markets
clear.

Long-term stable wage and price arrangements or
contracts have important equilibrium aspects that are
consistent with high degrees of competition. To put it
differently, there are good reasons for market clearing
by nonprice mechanisms. Further, imperfections of
competition, information, and markets make some
stickiness of wages and prices inevitable. Changes in
relative prices and costs, productivity, and profitability
play an important role in the propagation of business
cycles.

Cost and Price Movements in Business Cycle
Theories and Experience: Causes and
Effects of Observed Changes

Victor Zarnowitz
Working Paper No. 3132
October 1989

JEL Nos. 131, 134

in this paper, a sequel to NBER Working Paper No.
3131, | reexamine the historical record of prices and
wages. What changes in the behavior of prices and
wages show up in the data, and how can they be ex-
plained? Next, | identify and assess the models that
imply that price flexibility may be destabilizing. This
requires an analysis of the role of changes in interest
rates and price expectations.

in general, money wages and prices were predomi-
nantly procyclical before World War |l, at least during
the major fluctuations, but did not decline in the more
recent business contractions. Real wages never con-
formed closely to business cycles, but most of their
weak reactions were procyclical.

Depending on the underlying condition and sources
of the shifts in the economy, the departures from flexi-
bility may or may not be destabilizing. However, the
main contrast is between the stabilizing potential of
flexible relative prices and the destabilizing potential
of major general price movements.

Major deflations of the past had strong and adverse
expectational and distributional effects. So did the
recent inflation as it accelerated and grew increasingly
volatile. But moderate fluctuations in the price level or
the rate of inflation are not necessarily detrimental to
the growth in real economic activity.

Forecasting Aggregate Period-Specific
Birth Rates: The Time-Series Properties of a
Microdynamic Neoclassical Model of Fertility

James J. Heckman and James R. Walker
Working Paper No. 3133
October 1989

This paper demonstrates the value of microdata for
understanding the effect of wages on life-cycile fertility
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dynamics. Conventional estimates of neoclassical
economic fertility models obtained from linear aggre-
gate time-series regressions are criticized widely for
not being robust when adjusted for serial correlation.
Moreover, the forecasting power of these aggregative
models is inferior to conventional time-series models
that assign noroleto wages. We demonstrate that when
neoclassical models of fertility are estimated on micro-
data using methods that incorporate key demographic
restrictions, and when they are aggregated properly,
they have considerable forecasting power.

. Staggered Price Setting with
Endogenous Frequency of Adjustment

David H. Romer
Working Paper No. 3134
October 1989

JEL No. 023

Taylor and Blanchard’s classic models of staggered
adjustment assume that the frequency of price or wage
adjustment is exogenous. This paper develops a model
in which the frequency of price of price changes is en-
dogenous. Itthen uses the model to analyze the effects
of changes in the parameters of the economy on the
frequency of adjustment and the real effects of mone-
tay shocks.

Public Confidence and Debt Management:
A Model and a Case Study of Italy

Alberto Alesina, Alessandro Prati, and Guido Tabellini
Working Paper No. 3135

October 1989

JEL No. 310

High-debt countries may face the.risk of self-fulfili-
ing debt crises. If the public expects that the govern-
ment will be unable to roll over the maturing debt in the
future, they may refuse to buy debt today and may
choose to hold foreign assets. This lack of confidence
then may be self-fulfilling. This paper argues that under
certain conditions, the occurrence of a confidence crisis
is more likely if the average maturity of the debt is short.
On the contrary, a long and evenly distributed maturity
structure may reduce such a risk. We consider the re-
cent Italian experience from this perspective. In partic-
ular we ask whether recentdevelopments in the market
for government debt show signs of unstable public
confidence and of a risk premium.

Market Forces and the Public Good:
Competition among Hospitals
and Provision of Indigent Care

Richard G. Frank, Jean Mitchell, and David S. Salkever
Working Paper No. 3136

October 1989

JEL No. 913

We focus on the impact of competitive forces on the
provision of social or merit goods by nonprofit hospi-
tals. Specifically, we examine the behavior of altruistic
nonprofit hospitals in supplying charity care. We also
analyze the effects of competitive pressures and past
provision of charity care on the supply of philanthropic
donations to nonprofit hospitals. Using data on non-
profit hospitals in Florida for 1980-4, we specify and
estimate empirical models of the supply of donations
and charity care. Our estimates imply strong effects of
income on the supply of charity care. This raises the
possibility that competitive pressures and limits on
hospital payments, under public insurance programs,
may reduce the supply of indigent care. Our results
also suggest that philanthropic donations will alleviate
the competitive pressures to a small degree.

Tax Credits for Debt Reductions

Michael P. Dooley and Elhanan Helpman
Working Paper No. 3137

October 1989

JEL Nos. 430, 440

Incentives for domestic investment in debtor coun-
tries depend on the terms of their external obligations
and on the tax system used to provide government rev-
enue for debt payments. Existing debt contracts couid
be altered toimprove the incentives forinvestment, but
this has been difficult to accomplish, perhaps because
individual creditors have incentives not to agree to
such changes. This paper shows thata simple tax credit
scheme that can be impiemented unilaterally by the
debtor government can overcome at least some of the
inefficiencies caused by existing debt contracts.

On the Sequencing of Structural Reforms

Sebastian Edwards
Working Paper No. 3138
October 1989

JEL Nos. 400, 410

Both OECD and developing economies have em-
barked on structural reforms aimed at dismantling
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regulations and reducing distortions. Despite their dif-
ferences, both groups also have to deal with the problems
of the appropriate sequencing and speed of reforms.
This paper critically reviews the literature on sequenc-
ing and speed of structural reforms among LDCs, draw-
ing out features that are relevant for OECD economies.
It then develops a formal framework, based on awelfare
criterion, for evaluating efficiency effects of structural
policies, particularly observing the way in which dis-
tortions interact, both intra- and intertemporally. | then
use the framework to discuss some important issues,
including: the sequencing of micro and macro reforms
(“competition of instruments”); broad-front versus se-
quential reforms; and the role of policy credibility.

Promoting Investment under International
Capital Mobility: An Intertemporal
General Equilibrium Analysis

A. Lans Bovenberg and Lawrence H. Goulder
Working Paper No. 3139

October 1989

JEL Nos. 320, 430

This paperuses adynamic computable general equi-
librium model to comparethe effects of two U.S. policies
intended to promote domestic capital formation in an
economy open to international capital flows: 1) the in-
troduction of an investment tax credit (ITC); and 2) a
reduction in the statutory corporate income tax rate.
These policies differ in their treatment of old (existing)
and new capital. The model features: adjustment dy-
namics; intertemporal optimization by U.S. and foreign
households and firms endowed with model-consistent
expectations; imperfect substitution between domestic
and foreign assets in portfolios; an integrated treatment
of the current and capital accounts of the balance of
payments; and industry disaggregation in the United
‘States.

We find that the two policies (scaled to imply the
same revenue cost) differ in their consequences for
foreign and domestic welfare, the balance of payments,
international competitiveness, and U.S. industrial struc-
ture. The ITC produces larger gains indomestic welfare,
because it is more effective at reducing intertemporal
distortions. The two policies have similar implications
for intersectorial efficiency. From the point of view of
domestic welfare, the relative attractiveness ofthe ITC
is enhanced when international capital mobility is taken
into account, since international transfers of wealth
are associated with foreign ownership of part of the
U:S. capital stock. Whereas reducing the corporate tax
rate initially improves the trade balance, introducing
the ITC causes the trade balance to deteriorate in the
short run. Because the real exchange rate is lower, ex-
port-oriented sectors perform better relative to non-
tradable industries under a lower corporate tax rate
than in the presence of the ITC, especially in the short
run.

What Do Rich Countries Trade
with Each Other? R and D and the
Composition of U.S. and Swedish Trade

Magnus Blomstrom, Robert E. Lipsey,
and Lennart Ohlsson

Working Paper No. 3140

October 1989

JEL No. 421

A long tradition in international economics explains
comparative advantage by differences between coun-
tries in their stage of development, or their endow-
ments of land, labor, and capital, and suggests that
universal development will reduce the importance of
trade. Sweden and the United States possess similar
factor endowments and have converged in overall pro-
ductivity, but their bilateral trade has grown. The ex-
ample of these two countries suggests that mutual
technological progress may promote trade, with the
new basis for specialization being the different tech-
nology levels, or R and D intensities of the goods being
traded, rather than the initial endowments.

Multinational Corporations and
Productivity Convergence in Mexico

Magnus Blomstrom and Edward N. Wolff
Working Paper No. 3141
October 1989

This paper examines the impact of the operations of
foreign-owned multinational firms on the productivity
growth of Mexican manufacturing industries from 1965-
84. It investigates the extent to which the penetration
of a sector by foreign-owned firms affects the produc-
tivity of local firms in that sector, and whether there is
any evidence of convergence between that industry’s
productivity level and that of the United States.

The main results are: 1) productivity levels of locally
owned firms in Mexico have converged with those of
foreign-owned firms; 2) both the rate of productivity
growth of local firms and their rate of catch-up to the
multinationals are related positively to the degree of
foreign ownership of an industry; 3) the productivity
gap between Mexican and U.S. manufacturing has
diminished between the mid-1960s and the mid-1980s;
and 4) the rate of productivity growth of Mexican in-
dustries and Mexico’s rate of convergence to the Unit-
ed States are higher in industries with a greater pres-
ence of mulitinationals. We conclude that multinational
firms have contributed to a geographical diffusion of
technology and have acted as a bridge between ad-
vanced and less-advanced countries.
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Corporate Taxation and the Efficiency Gains
of the 1986 Tax Reform Act

Jane G. Gravelle and Laurence J. Kotlikoff
Working Paper No. 3142

October 1989

JEL No. 321

The 1986 Tax Reform Act, while having little effect
on the overall effective tax rate on U.S. capitalincome,
did reduce the difference in effective taxation of corpo-
rate and noncorporate capital significantly within a
number of U.S. industries. The Mutual Production Mod-
el, developed in Gravelle and Kotlikoff (1989), can be
used to study the efficiency gains from the reduction
in corporate tax wedges within industries. Unlike the
Harberger Model, the Mutual Production Model permits
both corporate and noncorporate firms to produce the
same goods and, therefore, to coexist within a given
industry.

This paper develops an 11-industry, 55-year dynam-
ic life-cycle version of the Mutual Production Model.
We use this model to study the steady-state efficiency
gains associated with the new law. While we do not
simulate the economy’s transition path, our steady-
state welfare changes arise from compensating transi-
tional generations for the first-order redistribution of
income associated with the tax reform.

We find that the 1986 Tax Reform Act reduces ex-
cess burden by 0.85 percent of our model's present
value of consumption. This efficiency gain reflects the
Tax Reform Act’s reduction in corporate/noncorpo-
rate tax wedges, particularly in those industries with
significant noncorporate production. Measured as a
flow, the 1988 estimated efficiency gain from the Tax
Reform Act is $31 billion.

Temporal Agglomeration

Robert E. Hall

Working Paper No. 3143
October 1989

JEL No. 131

When economic activity is concentrated over space
or time, it is more efficient. Most production occurs in
geographic “hot spots” on weekdays between 9 a.m.
and 12 noon and between 1 and 5 p.m. Thethick-market
efficiencies that encourage the concentration of activ-
ity at certain times may be internal or external to the firm.
When they are internal, the firm can make efficient ar-
rangements to take advantage of the effects. It should
marshal all of its forces from time to time in bursts of
activity. When thick-market effects are external to the
firm, the possibility of indeterminacy can arise. Aggre-
gate fluctuations may occur with either internal or ex-
ternal thick-market effects.

Spontaneous Volatility of
Output and Investment

Robert E. Hall

Working Paper No. 3144
October 1989

JEL No. 131

Spontaneous shifts in output originating within the
business sector are an important factor in aggregate
fluctuations. This paper develops asimple two-compo-
nent decomposition of the movement of real GNP.One
component is the path that GNP would have followed
in order to deliver the volume of goods and services ac-
tually taken by consumers, government, and the rest of
the world. The second component, noise, is the residu-
al between actual GNP and the theoretical calculation.
The two components are roughly the same size, but
noise has more of its power at higher frequencies.

A Framework for Studying
Monetary Nonneutrality

Robert E. Hall

Working Paper No. 3145
October 1989

JEL No. 131

This paper sets forth a simple general structural mod-
el of aggregate output, the interest rate, and the price
level. The core of the model is the determination ofthe
level of output as a product-market equilibrium, either
competitive or oligopolistic, possibly indeterminate
because of thick-market externalities. Monetary non-
neutrality can affect either product demand or product
supply. In either case, monetary policy has leverage
over output as well as over the price level. The paper
develops a two-diagram analysis intended to replace
the aggregate demand-aggregate supply diagram.

Real Wages, Monetary Accommodation,
and Inflation

Elhanan Helpman and Leonardo Leiderman
Working Paper No. 3146

October 1989

JEL Nos. 310, 130

We analyze the dynamics of inflation in an economy
characterized by a forward-looking, staggered price
and wage determination process, and by monetary
accommodation. In our model, inflation reconciles the
conflicting claims of workers and firms. The model is
capable of generating a positive association between
real wages and inflation, of the type that has been ob-
served in some high-inflation countries. It generates a
price-wage spiral but does not result in inflationary
inertia.
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Measurable Dynamic Gains from Trade

Richard E. Baldwin
Working Paper No. 3147
October 1989

Productive factors, such as human and physical cap-
ial, are accumulated. Trade can affect the steady-state
levels of such factors. Consequently, as the economy
moves to its new steady state, trade liberalization will
have dynamic effects on output and welfare, in addition
to its usual static effects. The output impact of this dy-
namic effect is measurable and appears tobe quite large.
The welfare impact of this dynamic effect is also mea-
surable. The size of this dynamic gain from trade de-
pends on the importance of external scale economies.

The Effects of Human Resource Management
Decisions on Shareholder Values

John M. Abowd, John M. Hannon,
and George T. Milkovich

Working Paper No. 3148

October 1989

JEL Nos. 512, 800

We examine the effects of selected human resource
(HR) decisions by management on the abnormal change
in total shareholder return. We classify announcements
of human resources decisions into five types: general;
compensation and benefits; staffing; shutdowns and
relocations; and miscellaneous. Using an event-study
methodology, we investigate whether any of these HR
decisions has a discernible effect on the level of, or
variation in, abnormal total shareholder return.

We find no consistent pattern of increased or de-
creased valuation in response to the different types of
HR announcements, even after controlling forthe like-
ly effect of such announcements on total compensa-
tion costs. We do find substantially increased variation
in abnormal total shareholder return around the an-
nouncement date, which indicates that HR decisions
do provide information to the stock market. increased
variation in total shareholder value is permanent staff
reductions and shutdown/relocations. The absence of
consistent effects on valuation, combined with the
evidence of increased variation in shareholder value,
may be attributed to uncontrolled firm-specific factors,
the categorization of the HR events or, simply, to the
unique interpretations the market places upon these
events.

Does Performance-Based Managerial
Compensation Affect Subsequent
Corporate Performance?

John M. Abowd
Working Paper No. 3149
October 1989

JEL Nos. 512, 800

An effective compensation based on performance
must increase the probability of high corporate perfor-
mance in order to justify its incremental expense rela-
tive to a straight salary system. If current performance
and current compensation are positively related, then
the pay system is performance-based in practice, if not
explicitly. Thisstudy considers whetherincreasing the
sensitivity of current compensation to current perfor-
mance is associated with higher performance in the
future. :

For accounting-based measures of performance,
there is only weak evidence that higher performance-
based compensation is associated with improved fu-
ture performance. However, for economic and market
measures of performance, the evidence is stronger.
Payment of an incremental 10 percent bonus for good
economic performance is associated with a 30- to 90-
basis-point increase in the expected aftertax gross
economic return in the next fiscal year. Payment of an
incremental raise of 10 percent following a good stock
market performance is associated with a 400- to 1200~
basis-point increase in expected total shareholder re-
turn. These results are comparable in magnitude when
compared to the intrinsic variability of the performance
measure considered.

Demographics, Fiscal Policy, and U.S. Saving
in the 1980s and Beyond

Alan J. Auerbach and Laurence J. Kotlikoff
Working Paper No. 3150

October 1989

JEL No. 840

in this paper we use data from the Consumer Expen-
diture Surveys of the 1980s to consider the effect of
demographic change on past and future U.S. saving
rates. We find that demographic change may alter the
U.S. rate of national saving and current account posi-
tion significantly over the next 50 years. The gradual
aging of the population is predicted to lead to higher
saving rates over the next three decades, with declines
in the rate of saving thereafter. Associated with these
predicted changes in saving rates is a predicted im-
provement in the U.S. current account position in the
1990s, with a very gradual deterioration during the
subsequent decades. While demographics is poten-
tially very important in explaining saving, it does not
appear to explain adrop in the savingratein the 1980s.
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