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‘ Ul Benefit Levels

Influence Whether the
Unemployed Collect

Does the amount of unemployment insurance
(Ul) you can collect influence whether or not you
file for benefits? Yes, according to a new study
for the NBER by Patricia Anderson and Bruce
Meyer. In Unemployent Insurance Benefits
and Takeup Rates (NBER Working Paper No.
4787), they find a clear link between the gen-
erosity of the Ul program and the propensity to
file for benefits. However, the length of time that
the Ul benefits last does not appear to affect
whether a person files, they conclude.

Anderson and Meyer estimate that the in-
creased propensity to file for Ul in response to a
10 percent increase in benefits ranges from 5 to
8 percent. They also find that most of the decline
in the receipt of Ul benefits among the unem-
ployed in the 1980s can be explained by the fact
that Ul benefits became subject to income tax
during this period.

Finally, the authors find that those who expect
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short spells of unemployment are less likely to
file for Ul. Thus, “if the decision to file for Ul is af-
fected by benefit levels and the expected dura-
tion of unemployment, it will bias estimates of
the effects of Ul on unemployment duration,”
they conclude.

“Most of the decline in the receipt of Ul
benefits among the unemployed in the
1980s can be explained by the fact that Ul
benefits became subject to income tax dur-
ing this period.”

The data used in this study were collected in
the late 1970s and early 1980s from the Ul sys-
tems of six states. They consist of quarterly
wage records for a large sample of the states’
covered workers, and Ul claims records.




Family and Child
Characteristics, but
Not Schools, Influence
Math Achievement

“The 1992 eighth-grade mathematics test of
the National Assessment of Educational Prog-
ress [NAEP] reveals a low average level of
achievement, wide variation across states, and a
large difference in average scores of white and
black students,” Victor Fuchs and Diane Reklis
report in a new NBER study. Their careful analy-
sis then shows that “the characteristics of chil-
dren (such as readiness to learn in kindergarten)
and of the households in which they live (such
as mother’s education) have much larger effects
on NAEP test scores than do variables (such as
the student/teacher ratio) that measure school
characteristics.” Further, black—white differences
in the characteristics of children and their house-
holds explain much of the racial differences in
NAEP test scores, they find.

In Mathematical Achievement in Eighth
Grade: Interstate and Racial Differences
(NBER Working Paper No. 4784), Fuchs and Rek-
lis explain that, beyond average NAEP scores
being low, there is nearly a 40 point gap (about
15 percent) between the lowest and highest
state’s score. Further, the highest average state
score for blacks is below the lowest average
state score for whites.

“The most consistent predictors of inter-
state differences in mathematical achieve-
ment are the percent of children who enter
kindergarten ready to learn and the percent of
mothers who dropped out of high school.”

The most important determinant of NAEP
scores, the authors find, is “readiness to learn in
kindergarten.” A measure of that characteristic
comes from a new series developed by the Car-
negie Foundation for the Advancement of Teach-
ing, based on kindergarten teachers’ responses
in 1990 to questions about students’ “physical

well-being, social confidence, emotional matyi-
ty, language richness, general knowledge, ang
moral awareness.”

Readiness to learn in kindergarten, in turn, s
influenced positively by the level of the mother’s
education and negatively by living in a single-
adult household. In households with two adults,
if both work at least 20 hours per week, there is
a slightly negative effect on a child’s readiness to
learn; if one adult works less than 20 hours and
the other more, there’s a slight positive effect on
readiness to learn. There is also a large racial
difference in readiness to learn in kindergarten,
attributable primarily to the percentage of black
children living with only one adult, and to the
higher education levels of white mothers.

In sum, Fuchs and Reklis find, the most con-
sistent predictors of interstate differences in
mathematical achievement are the percent of
children who enter kindergarten ready to learn
and the percent of mothers who dropped out of
high school. If both parents work in paid jobs,
there is a positive effect on math achievement.
Most of the racial differences in achievement
also can be explained by readiness to learn in
kindergarten, mother’s education, and poverty.
In fact, the only school-related variable of signifi-
cance, Fuchs and Reklis find, is the share of
school revenues supplied by the state, which
has a small negative effect on achievement.

Fuchs and Reklis also examine a number of
factors that turn out not to affect math test
scores: percent of children moving within the
past year, living in a large city, or living with two
unmarried adults; percent of children whose
mothers received prenatal care; the median
household income per person, and the percent
of poor children in Head Start; school expendi-
tures per student; the percent of children aged 9
to 13 in private school; and the percent of chil-
dren aged 3 to 4 in preschool.

Minimum Wage
Affects Schooling
and Employment

According to an NBER study by David Neu-
mark and William Wascher, recent research on
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effect of the minimum wage on teenagers
may have ignored the interactlc_m between
schooling and employment. In Minimum Wage
Effects on Employment and School Enroll-
ment (NBER Working Paper No. 4679), the au-
thors consider that school enrgl!ment and em-
ployment may be determined jointly. They find
that the minimum wage reduces the school en-
roliment rate of teenagers and increases the pro-
ortion of teens who are both out of school and
without a job. ‘ | |
This is consistent with the following scenario:
an increase in the minimum wage makes it more
attractive for teens to quit school and look for a
job. But since employers now must pay more for
workers, they seek out only the best qualified
and hardest working teens. Thus, teenagers with
low levels of skills, or productivity, are “left out in
the cold”: out of school and not employed.

the

“The minimum wage reduces the school en-
rollment rate of teenagers and increases the
proportion of teens who are both out of
school and without a job.”

Neumark and Wascher use data from all 50
states and the District of Columbia for 1977-89.
They have information on federal and state mini-
mum wage levels, coverage by federal minimum
wage statutes, state averages of wage rates, un-
employment rates, employment rates, school en-
rollment rates, the age composition of the state
population, and statutory schooling requirements
and educational quality.

Taxes Influence the Type
and Number of
Fringe Benefits

The U.S. tax code encourages employers to
DFOVIlde their employees with fringe benefits by
making the cost of those benefits deductible
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from the employers’ taxes but not taxable to em-
ployees. Whether these tax incentives are effec-
tive is of significance now because of the debate
over health care financing, which includes pro-
posals to either expand or curtail the existing tax
advantages of health insurance.

In Taxes and Fringe Benefits Offered by
Employers (NBER Working Paper No. 4764),
William Gentry and Eric Peress find that higher
income tax rates increase the provision of fringe
benefits. Employees find it financially beneficial
to obtain tax-free benefits instead of straight
wages, and thus they pressure employers for
those benefits. This increase in benefits is both
economically and statistically significant for blue
collar workers, while the results are less clear for
white collar workers, a smaller, more diverse
group of employees.

Changes in taxes have a similar effect on less
common benefits, such as vision care coverage
and dental insurance. A one percentage point
reduction in the marginal income tax rate re-
duces the percentage of blue collar workers who
are offered medical insurance by 1.8 percentage
points, dental insurance by 1.2 percentage
points, insurance coverage for glasses or other
vision-related remedies by 1.5 percentage
points, and drug and alcohol abuse treatment by
0.6 percentage points. In addition, a one per-
centage point increase in the tax rate increases
the percentage of blue collar workers with em-
ployer-financed life insurance by 1.2 percentage
points, and those with employer-financed pen-
sions by 1.3 percentage points.

“Higher income tax rates increase the pro-
vision of fringe benefits.”

Higher income taxes also induce some substi-
tution away from contributory benefit plans with
explicit cost sharing by employees toward non-
contributory plans that are financed entirely by
employers. This shift reduces the tax burden on
employees because they pay no income taxes
on the employer’s contribution to insurance cov-
erage. On average across the nation, 43 percent
of employers pay the entire health insuranceé
premium; employers pay 85 percent of all health
insurance premiums for covered workers.




Gentry and Peress conclude that increasing
the tax incentives would raise the number of in-
sured American workers. Moreover, they argue
that once enrolled in an employer-provided in-
surance plan, workers would have an incentive
to demand increasingly generous plans. This ex-
tra insurance could come in the form of lower
deductibles, lower copayments, or coverage for
more medical procedures.

Gentry and Peress note that many of the cur-
rent proposals in the health care debate are
geared at limiting or capping the tax advantages
of fringe benefits. The goal of these proposals is
to maintain a tax subsidy for basic medical insur-
ance without subsidizing excessive fringe bene-
fits. This study indicates that these limits, such
as a cap on the amount that employers can de-
duct for fringe benefits per employee, could cur-
tail the offering of more exotic fringe benefits
without greatly influencing how many people are
offered basic coverage. An alternative policy—
eliminating the special tax treatment of all fringe
benefits—might reduce the proportion of people
receiving basic coverage, the authors conclude.

For this study, the authors first obtained data
on fringe benefits offered by employers in a num-
ber of regions of the United States. These re-
gionally aggregated data then were compared
with the tax levels in the relevant states. Since
tax levels vary from state to state, this approach
provided a means for learning whether differ-
ences in tax rates actually stimulated the amount
and nature of fringe benefits. This regional data-
set has certain advantages over national, firm-
specific, or individual data that have been used
in other studies of this same question. Gentry
and Peress adjust the data to account for the
education level and age structure of the popula-
tion, the number of government workers, and the
fraction of workers who belong to unions in the
various regions and cities. DRF

The Alternative Minimum
Tax Changes Incentives
for Multinational
Corporations

In 1986, in response to concerns that some
firms that reported accounting “book” profits paid

no federal corporate tax, the federal government
instituted an alternative minimum tax (AMT) on
corporations. Under this law, a corporation must
compute its tax liability under both the regular
tax rates and the AMT rules, and pay the higher
of the two computed tax liabilities.

A new NBER study finds that the AMT rules
have effects on multinational corporations that
may not have been intended when the law was
passed. in The Alternative Minimum Tax and
the Behavior of Multinational Corporations
(NBER Working Paper No. 4783), Andrew Lyon
and Gerald Silverstein show that the AMT in-
creases the taxation of domestic investment,
while it tends to reduce the taxation of invest-
ment abroad. The AMT also gives multinationals
an opportunity to repatriate their foreign earnings
at a lower cost in taxes.

Without an AMT, multinationa!l corporations
would have a substantially greater incentive to
invest in the United States, rather than abroad.
For an aggregate category of equipment, Lyon
and Silverstein calculate that between 1990 and
1992, a multinational corporation would have
faced a marginal effective income tax rate of
26.8 percent if the equipment were located in the
United States; for the same investment in equip-
ment located abroad, the company would have
faced a 38.3 percent effective income tax rate
under the regular tax rules.

“The AMT increases the taxation of domes-
tic investment, while it tends to reduce the
taxation of investment abroad.”

The AMT changes these relative investment
incentives significantly. Under the AMT, a firm
still claims the same depreciation deduction for
foreign-use property, but income from that in-
vestment can be taxed at only 20 percent, rather
than the 34 or 35 percent under the regular cor-
porate tax system. The authors write, “The AMT
rules thus create an unambiguous reduction in
the relative price of investment in foreign-use
equipment to domestic-use equipment.” For a
firm with an initial five-year period of AMT liabili-
ty, for example, the AMT rules raise the tax rate
on domestic investment from 26.8 percent in the
earlier example to 32.5 percent. At the same




time, the rules reduce the tax rate on the foreign
investment from 38.3 percent to 36.8 percent.
The AMT has a similar effect on tax rates on in-
vestments in structures. So, although the tax
system still gives a larger incentive to investing
in the United States rather than abroad, the AMT
substantially narrows this difference in incentives.
Lyon and Silverstein also demonstrate that the
AMT offers firms the opportunity to repatriate
their earnings from abroad at a low cost. In ex-
ploring six possible cases, they find that in four
of them, the cost of repatriating earnings is be-
low what it would be if the AMT did not exist; in
one case, the AMT has no effect. Thus, in only
one case does the AMT increase the cost of re-

patriating earnings, and it does so only slightly.
Lyon and Silverstein, using Internal Revenue
Service data on multinational corporations, find
that more than half of all foreign-source income
in 1990 was earned by corporations subject to
the AMT. The authors conclude that the invest-
ment incentives and repatriation incentives to-
gether suggest that “. . . the AMT provides an
opportunity for firms to repatriate income from
foreign locations with poor reinvestment opportu-
nities and reinvest the funds abroad in different

foreign locations with better opportunities. . . .”
DRH

Does Discounted
Cash Flow Prediet
Market Value?

One of the standard assumptions of modern
economics and finance is that the market value
of a company or investment can be estimated
reliably by calculating the discounted value of its
expected future cash flows. There has been little
empirical evidence, however, to prove the point.
But in 2 new NBER study, Steven Kaplan and
Richard Ruback look at a sample of recent
highly leveraged transactions and find a strong
relationship between the market value of the
deals and the discounted value of their corre-
sponding cash flow forecasts.

In The Valuation of Cash Flow Forecasts:
An Empirical Analysis (NBER Working Paper
No. 4724), Kaplan and Ruback analyze data for

51 management buyouts and leveraged recapi-
talizations completed between 1980 and 1989.
Each had a total transaction value of more than
$100 million. Since these deals are initiated by
company insiders who potentially stand to bene-
fit at the expense of outside, public sharehold-
ers, they are subject to special Securities and
Exchange Commission rules. The insiders must
state whether the transaction is fair and provide
supporting data that usually include cash flow
forecasts.

“The median estimates of discounted cash
flows are within 10 percent of the actual
transaction values for the deals.”

The authors compare the transaction values
of the deals to estimates of the present value of
the relevant cash flows. In making the estimates,
they use the insiders’ forecasts to estimate the
cash flows that will accrue to all capital provid-
ers, including different classes of debt and equi-
ty. They estimate a terminal value for the deal
when the cash flow information ends. They then
value the cash flows using three different dis-
count-rate models. Each of the approaches
works well. The median estimates of discounted
cash flows are within 10 percent of the actual
transaction values for the deals.

Kaplan and Ruback compare the performance
of their methods to other types of estimates that
are commonly used on Wall Street. These “com-
parable approaches” estimate values for deals
by comparing them to companies in similar in-
dustries and to companies involved in similar
transactions. The authors find that the discount-
ed cash flow methods, individually, perform at
least as well as the comparable methods. They
also find that using the discounted cash flow
methods in tandem with the comparable meth-
ods is always better than using the comparable
methods alone. Kaplan and Ruback note that
the success of their discounted cash flow valua-
tions is impressive because the extremely lever-
aged capital structures and major changes in or-
ganizational forms associated with buyouts and
recapitalizations expose the companies involved
to greater-than-average uncertainty.

The discounted cash flow valuation methods

-

[ 8




that the authors test are generally similar to the
basic techniques taught in business schools.
The fact that the resulting valuations are approx-

imately equal to the actual transaction values,
they conclude, suggests that the basic approach
to valuation is both useful and reliable. RN
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