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Since my last reportin the Winter 1985/6 issue of the
NBER Reporter, the Program in Taxation has produced
128 Working Papers, several NBER books, and a new
Taxation Annual. In this report, therefore, | present a
broad overview of the research and activities that have
taken place over the past two years.

Tax Reform

The Bureau’s most important contribution to tax re-
form during the past two years has been in personnel
rather than Working Papers. Charles E. McLure, Jr.,
and Don Fullerton put their accumulated experience
to work in practice, serving successively as Deputy As-
sistant Secretary for Tax Policy of the U.S. Treasury,
during the period leading up to the enactment of the
Tax Reform Act of 1986. Fullerton estimated the effec-
tive tax ratesthat were implied by the reform proposals
under discussion, building on the technique described
in his book (edited jointly with Mervyn A.King).” Fuller-
ton expanded their model to include the noncorporate
sector and housing, as well as all federal, state, and local
taxes at the firm and individual level. After he left the
Treasury Department, Fullerton was able toincorporate
calculations on the final legislation; he concluded that
the lower tax rates in the new law significantly reduce
nonneutralities arising from the mismeasurement of de-
preciation and interest deductions (because of inflation).?

M. A. King and D. Fullerton, eds., The Taxation of Income from Cap-
ital: A Comparative Study of the United States, the United Kingdom,
Sweden, and West Germany, Chicago: University of Chicago Press,
1984.

2D. Fullerton, “The Indexation of Depreciation, Interest, and Capital
Gains and Tax Reform in the United States,” Journal of Public Eco-
nomics 32 (February 1987).

Fullerton also continues to apply general equilibrium
analysis to the study of tax reform.? In work with Yolanda
K. Henderson, he introduces effective marginal tax
rates into a computable general equilibrium model.*
According to their estimates, the misallocation of capi-
tal among assets, sectors, and industries caused by

3Fullerton, John B. Shoven, and John Whalley were pioneers in the
development of highly disaggregated models, in which it is possible
to simulate the effect of highly complex tax provisions as they inter-
act through effects on different types of capital and labor employed
in different industries. Their book with Charles L. Ballard, A General
Equilibrium Model for Tax Policy Evaluation, published by the Uni-
versity of Chicago Press in 1985, is the recommended text on the
subject.

‘D. Fullerton and Y. K. Henderson, “A Disaggregate Equilibrium
Model of the Tax Distortions among Assets, Sectors, and Indus-
tries,” NBER Working Paper No. 1905, April 1986.
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taxes costs less than 1 percent of national income, a
small amount relatively, but alarge amount absolutely.
They find that the efficiency gains attributable to more
uniform taxation of capital under the new law generally
will exceed the efficiency loss that is caused by the
heavier taxation of capital overall.

Patric H. Hendershott also uses general equilibrium
models in his examination of the effect of changes in
the tax law.5 He finds that all of the tax reform propos-
als considered favored owner-occupied housing rela-
tive to other forms of capital. Because owner-occupied
housing was already favored, this further tilt causes
productivity losses that offset the productivity gained
through more efficient allocation of capital in the cor-
porate sector. Hendershott has also focused attention
on the likely effects of reform on real estate.® He finds
that tax reform proposals, and the Tax Act of 1986 spe-
cifically, have widely divergent effects within the real
estate sector.

In their work, Lawrence H. Goulder and Lawrence H.
Summers simulate how capital stocks will adjustto the
change in tax rules.” The Tax Reform Act of 1986, by
lowering tax rates, reduces the burden of tax on exist-
ing capital. At the same time, mainly by eliminating the
investment tax credit, it raises the burden of tax on new
capital. Such reforms affect capital gains and losses
depending upon the cost of adjustmentto new levels of
capital stocks. Goulder and Summers show that differ-
ent categories of assets experience quite different
price changes and correspondingly different short-and
long-term adjustments.

For his analysis of tax reform, Lawrence B. Lindsey
uses detailed data from actual income tax returns to
explore the effect on taxpayer behavior of changes in
the law.. Among other things, Lindsey finds that at least

5P. H. Hendershott, “Tax Reform and Financial Markets,” NBER Work-
ing Paper No. 1707, September 1985, “Tax Reform, Interest Rates,
and Capital Allocation,” NBER Working Paper No. 1708, September
1985, “Tax Reform and the Slope of the Playing Field,” NBER Working
Paper No. 1909, May 1986, and “Tax Changes and Capital Allocation
in the 1980s,” NBER Working Paper No. 1911, May 1986; P. H. Hen-
dershott and D. C. Ling, “The Administration Tax Reform Proposal
and Housing,” NBER Working Paper No. 1740, November 1985; and
T. Downs and P. H. Hendershott, “Tax Policy and Stock Prices,” NBER
Working Paper No. 2094, December 1986.

§P. H. Hendershott, J. R. Follain, and D. C. Ling, “Real Estate and the
Tax Reform Act of 1986,” NBER Working Paper No. 2098, December
1986, and “Understanding the Real Estate Provisions of Tax Reform:
Motivation and Impact,” NBER Working Paper No. 2289, June 1987;
and P. H. Hendershott, “Homeownership and Real House Prices:
Sources of Change, 1965-85,"” NBER Working Paper No. 2245, May
1987.

7L. H. Goulder and L. H. Summers, “Tax Policy, Asset Prices, and
Growth: A General Equilibrium Analysis,” NBER Working Paper No.
2128, April 1987.

8L. B. Lindsey, “Taxpayer Behavior and the Distribution of the 1982
Tax Cut,” NBER Working Paper No. 1760, November 1985, “Estimat-
ing the Revenue-Maximizing Top Personal Tax Rate,” NBER Work-
ing Paper No. 1761, November 1985, “Capital Gains: Rates, Realiza-
tions, and Revenues,” NBER Working Paper No. 1893, April 1986,
“Individual Taxpayer Response to 1982-1984 Tax Cuts with Implica-
tions for the Revenue-Maximizing Tax Rate,” NBER Working Paper
No. 2069, December 1986, and “Capital Gains Taxes under the Tax
Reform Act of 1986: Revenue Estimates under Various Assump-
tions,” NBER Working Paper No. 2215, April 1987.




one-sixth, and probably one-fourth, of the revenue
loss ascribable to the 1981 changesin the federalincome
tax was recouped by changes in taxpayer behavior from
1982-4. Lindsey uses NBER's TAXSIM model, whichis
under the general oversight of Daniel E. Feenberg.

Harvey S. Rosen aiso uses the TAXSIM model to
show that even with the lower tax rates putin place by
the Tax Reform Act of 1986, there may be a significant
penalty on marriage for two-earner couples.® In partic-
ular, the marriage tax can amountto 10 percent of joint
gross income for low-income couples with children.

Jerry A. Hausman and James M. Poterba use recent
estimates of labor supply and savings elasticities to
describe the impact of the 1986 reforms on household
behavior.’ They find that 41 percent of the taxpaying
population will face marginal tax rates as high, or high-
er, under the new tax law as under the previous tax
code, and they conclude that the reform will have little
effect, since most households will experience only
small changes in marginal tax rates. Hausman and
Poterba estimate that the tax reform will increase labor
supply by about 1 percent, and will reduce private sav-
ings slightly.

Jonathan 'S. Skinner reminds us of an often-over-
looked cost of tax reform: uncertainty about future
net-of-tax wages and profits created by frequent shifts
in policy."” He estimates the uncertainty about one-
year-ahead forecasts of tax rates, based on the time-
series record. He concludes that removing uncertainty
about future tax policy would generate a welfare gain
equal to 0.4 percent of national income.

Social Security

Although not the target of a major reform during the
last two years, Social Security surely rivals theincome
tax in importance and has received a significant share
of the attention of Bureau researchers. Various papers
describe the distributive consequences of the existing
tax and benefit rules, some of the incentive effects they
produce, and the likely consequences of alternative
ways of financing the system in the future.

Alan J. Auerbach and Laurence J. Kotlikoff point out
that, because the distorting effect of a tax is propor-
tional to the square of its rate, the payroll tax may dou-
ble the deadweight loss caused by theincometaxalone.
This loss is mitigated to the extent that the existing link-
age between current earnings (and thus taxes) and
future benefits is understood by workers. Auerbach
and Kotlikoff estimate that, by seeking to ensure that

9H. S. Rosen, “The Marriage Tax Is Down but Not Out,” NBER Work-
ing Paper No. 2231, May 1987.

104, A. Hausman and J. M. Poterba, “Household Behavior and the Tax
Reform Act of 1986,” NBER Working Paper No. 2120, January 1987.

11, 8. Skinner, “The Welfare Cost of Uncertain Tax Policy,” NBER
Working Paper No. 1947, June 1986.

workers are aware of this linkage, and by introducing
policies to tighten the linkage, gains of as much as 1
percent of GNP in perpetuity are possible.™

In a series of papers, Kotlikoff, Michael J. Boskin,
and John B. Shoven look at the expected presentvalue
of Social Security benefits and taxes for households of
different characteristics, including marital status, in-
comes, and age cohorts.”® They find that, under the
rules in effect in 1985, Social Security offers vastly dif-
ferent terms to households in different circumstances.
Net gain or loss varies by $200,000 and real internal
rates of return on contributions range from negative
numbers to 6.6 percent. The link between taxes and
benefits is similarly variable, with the expected present
value of benefits ranging from zero to 30 percent of
taxes paid at the margin. Boskin also considers the
consequences of the alternative policies on'Social Se-
curity taxes and benefits that may emerge asthe system
moves into a period when current policy callsforaccu-
mulating large surpluses, in contrast to the traditional
pay-as-you-go mode of operation. Also looking to the
future financial status of'Social Security, Shoven cal-
culates the “cost” of a decline in cigarette smoking in
the population: because of shorter life expectancy,
smokers can expect to receive substantially lower ben-

_efits than nonsmokers do.

Boskin, Kotlikoff, and Michael Knetter find that in-
creases in Social Security benefits sharply increased
the share of income received by households over age
65 between 1968 and 1984. They also find that the rela-
tive earnings of the elderly cohorts decreased during
this period.™

Determinants of Saving

A number of papers during the last two years have
examined the determinants of saving, and especially
the explanatory power of the life-cycle model of sav-
ing. In its purest form, the model says that individuals
plan to consume the fruits of their labor earnings in
their years of retirement, leaving nothing to heirs via
bequests. However, past work by Bureau researchers
has suggested that a very significant amount of wealth

24, J. Auerbach and L. J. Kotlikoff, “The Efficiency Gains from Social
Security Benefit-Tax Linkage,” NBER Working Paper No. 1645, June
1985.

13p. J. Boskin, L. J. Kotlikoff, D. J. Puffert, and J. B. Shoven, “Social
Security: A Financial Appraisal Across and Within Generations,”
NBER Reprint No. 884, August 1987; M. J. Boskin and D. J. Puffert,
“Social Security and the American Family,” NBER Working Paper
No. 2117, January 1987, and “The Financial Impact of Social Securi-
ty by Cohort under Alternative Financing Assumptions,” NBER Work-
ing Paper No. 2225, April 1987; M. J. Boskin, “Future Social Security
Financing Alternatives and National Saving,” NBER Working Paper
No. 2256, May 1987; and J. B. Shoven, J. O. Sundberg, and J. P. Bunker,
“The Social Security Cost of Smoking,” NBER Working Paper No.
2234, May 1987.

“M. J. Boskin, L. J. Kotlikoff, and M. Knetter, “Changes in the Age
Distribution of Income in the United States, 1968-84,” NBER Work-
ing Paper No. 1766, November 1985.




is bequeathed. Thus, explaining bequests behavior is
an important part of explaining aggregate saving.

Kotlikoff examines a range of findings on the impor-
tance of intergenerational transfers and on their deter-
minants.’* He concludes that available explanations,
including the simple and most obvious one of intergen-
erational altruism, are at odds with observed behavior.

Intergenerational altruism plays a particularly im-
portant role in the “dynastic family” notion introduced
by Robert J. Barro in his well-known analysis of the
national debt. In this model, concern of each genera-
tion for the welfare of its descendants converts the
world into one of infinitely lived consumers. In this
world, a reduction in current taxes without a reduction
in current or planned government spending will have
no effect on current consumption—hence the conclu-
sion that deficits don’t matter. A further implication of
this model is that redistribution of resources among
generations via government policy will be offset by
changes in bequests.

Boskin, Kotlikoff, Poterba, and Summers all con-
clude that the pure dynastic family model is unsatis-
factory as a basis for analyzing fiscal policies. Boskin
and Kotlikoff show that variables measuring the age
distribution of resources influence actual consump-
tion.’® Poterba and Summers base their skepticism on
the recent U:S. experience with sustained budget def-
icits, which coincided with increased consumption.

Papers by Andrew B. Abel, B. Douglas Bernheim,
and Martin Feldstein also stress reasons to expectthe
dynastic model to fail, while Kotlikoff's findings sup-
port this model.'” Bernheim and Kyle Bagwell, in adis-
play of reductio ad absurdum, show that the intragen-
erational links that exist in the population, in addition
to the argument underlying the dynastic family model,
imply that government policy has no effect.

Kotlikoff, Stephen Johnson, and William Samuelson
take more direct aim at the life-cycle model, whether
in its pure form orin its dynastic, infinite-lived version.
They asked individuals to make the sort of calcula-
tions required to make “rational” lifetime consump-

"tion choices.’® The responses of the subjects in their

5L, J. Kotlikoff, “Intergenerational Transfers and Savings,” NBER
Working Paper No. 2237, May 1987.

8M. J. Boskin and L. J. Kotlikoff, “Public Debt and U.S. Saving: A
New Test of the Neutrality Hypothesis,” NBER Reprint No. 705, April
1986.

A, B. Abel, “The Failure of Ricardian Equivalence under Progres-
sive Wealth Taxation,” NBER Reprint No. 862, July 1987; L. J. Kotli-
koff, “Is Debt Neutral in the Life-Cycle Model?” NBER Working Paper
No. 2053, October 1986; M. Feldstein, “The Effects of Fiscal Policies
When Incomes Are Uncertain: A Contradiction to Ricardian Equiva-
lence,” NBER Working Paper No. 2062, November 1986; and B. D.
Bernheim and K. Bagwell, “Is Everything Neutral?” NBER Working
Paper No. 2086, December 1986.

8S. Johnson, L. J. Kotlikoff, and W. Samuelson, “Can People Com-
pute? An Experimental Test of the Life-Cycle Consumption Model,”
NBER Working Paper No. 2183, March 1987.

experiment suggest a widespread inability to make
coherent and consistent consumption decisions. The
implications for positive and normative analysis of this
conclusion, which would not surprise the layman, have
yet to be digested.

Corporate Investment and Finance

Tax program members have continued their interest
in the influence of taxation on corporate investment
and finance. Part of their activity has taken place under
the auspices of the Bureau's Project on Mergers and
Acquisitions, organized by Auerbach.

Auerbach and David Reishus examined alarge num-
ber of mergers and acquisitions that occurred during
1968-83. They find that there was a potential gain from
the transfer of unused tax losses and credits in about
one-fifth of the cases.’ Basing their projections on
differences between pairs of firms that merged and a
sample of “pseudomergers” that did not occur, they
conclude that the provisions with respect to mergers
introduced by the Tax Reform Act of 1986 will have a
small impact on U:S. mergers and acquisitions.

Andrei Shleifer, Robert W.Vishny, and Randall Mdrck
investigated the relationship between management
ownership and corporate performance, as measured
by the ratio of market-to-book value of Fortune 500
firms.2° They conclude that corporate performance is
strongest when management has a significant owner-
ship interest, but not a controlling interest.

In two papers about nondividend cash payments
between corporations and their shareholders, Shoven
has revisited the question of why corporations pay
dividends.?' Share repurchase (or its close relative:
merger for cash) is the mechanism by which it is possi-
ble to duplicate the effect of payment of dividends
while permitting shareholders the advantage of capital
gains treatment (including the option to postpone
realization). Shoven’s work (partly in collaboration
with Laurie Blair' Simon) suggests that firms have in-
creasingly behaved as economic analysts have long
believed they ought to, as the data show atremendous
growth in nondividend cash payments.

Other work by Auerbach, Poterba, and Stewart C.
Myers focuses on the asymmetries in the tax law; that

YA, J. Auerbach and D. Reishus, “Taxes and the Merger Decision:
An Empirical Analysis,” NBER Working Paper No. 1855, March 1586,
and “The Effects of Taxation on the Merger Decision,” NBER Work-
ing Paper No. 2192, March 1987.

2R, Mdrck, A. Shleifer, and R. W. Vishny, “Management Ownership
and Corporate Performance: An Empirical Analysis,” NBER Work-
ing Paper No. 2055, October 1986.

214, B. Shoven, “New Developments in Corporate Finance and Tax
Avoidance: Some Evidence,” NBER Working Paper No. 2091, De-
cember 1986; and J. B. Shovenand L. B. Simon, “Share Repurchases
and Acquisitions: An Analysis of Which Firms Participate,” NBER
Working Paper No. 2243, May 1987.




is, the dependence on the tax treatment of a particular
transaction on the tax profit or loss position of the firm.2
Using data on actual firms, they conclude that these
asymmetries have an important bearing on the invest-
ment incentive effects of tax provisions. At any given
time there will be significant differences across firmsin
the incentives that arise from such provisions as accel-
erated depreciation.

State and Loéal Public Finance

The Bureau has sought to encourage research in
two areas of public finance through special projects:
one on state and local public finance and the other on
taxes in the international economy. Harvey Rosen leads
the Bureau's project on state and local public finance,
which is partially funded by the Ford Foundation. This
project has investigated the structure of state income
taxes and their relationship to the federal tax; state
experiments with tax indexing; capacities of states for
redistributive taxation; and state and local government
financial choices.

Studies undertaken by Feenberg, Feldstein, Rosen,
Robert P. Inman, and Douglas Holtz-Eakin use avarie-
ty of data sources to infer the behavior of state and
local governments.?® In general, all find that federally
tax-advantaged tax instruments will be favored in local
political choice.

Charles T. Clotfelter has focused on a revenue source
that thus far is used only by the states: legal lotteries.?
Clotfelter's work emphasizes how state profits from
lotteries can be viewed as taxes. He finds that state tax
rates on lotteries are far higher than taxes on alcohol,
cigarettes, and other goods, and that these taxes are
highly regressive.

24, J. Auerbach and J. M. Poterba, “Tax Loss Carryforwards and
Corporate Tax Incentives,” NBER Working Paper No. 1863, March
1986; S. Majd and S. C. Myers, “Tax Asymmetries and Corporate
Income Tax Reform,” NBER Working Paper No. 1924, May 1986; and
R. Mdrck, R. Altschuler, and A. J. Auerbach, “The Significance of Tax
Law Asymmetries: An Empirical Investigation,” NBER Working Pa-
per No. 2279, June 1987.

28R, P. Inman, “Does Deductibility Influence Local Taxation?” NBER
Working Paper No. 1714, October 1985 D. R. Feenberg and H. S.
Rosen, “The Deductibility of State and Local Taxes: Impact Effects
by State and Income Class,” NBER Reprint No. 711, May 1986, M.
Feldstein and G. Metcalf, “The Effect of Federal Deductibility on
State and Local Taxes and Spending,” NBER Working Paper No.
1791, January 1986; D. Holtz-Eakin and H. S. Rosen, “Tax Deducti-
bility and Municipal Budget Structure,” NBER Working Paper No.
2224, April 1987; and L. B. Lindsey, “Federal Deductibility of State
and Local Taxes: A Testof Public Choice by Representative Govern-
ments,” NBER Working Paper No. 2292, June 1987.

2C. T. Clotfelter and P. J. Cook, “Impact Taxation in Lottery Finance,”
NBER Working Paper No. 2246, May 1987.

Taxes in the International Economy

The Bureau is just initiating a project on taxes in the
world economy. It will be a joint undertaking of the
Programs in Taxation and International Studies and
will be led by Joel B. Slemrod and Assaf Razin.

Until recently, most analysis of the effects of fiscal
reform has been carried outin a closed-economy frame-
work, while the reforms have gone forward in an in-
creasingly open world economy. The most significant
aspect of openness from the point of view of taxation,
at least to most observers, is capital mobility. Ina closed
economy, the effect of policies on saving is simultane-
ously an effect on investment, viathe accounting iden-
tity. In a fully open capital market, domestic investment
and domestic saving are free tovary independently. As
a consequence, the effects of tax policy onthe domestic
profits tax base, the national composition, efficiency,
and competitiveness of industry, may all be quite dif-
ferent from those expected by policymakers relying on
closed-economy analysis. Furthermore, with interna-
tionally open markets, the policies of one country spill
over to other countries. Our research project will con-
solidate recent advances that have integrated tax con-
cerns with international trade and finance concerns,
and will attempt to move the research frontier to the
point where tax policy issues can be analyzed in an
international context.

Roger H. Gordon and Hal R. Varian show that stan-
dard models of the determination of securities prices
imply an incentive for countries to set tax rates that
lead investors to specialize in domestic securities in
equilibrium, and to restrict net capital flows.?® The net
outcome of this sort of interjurisdictional competition
(analogous to setting optimal tariffs) is a sacrifice in
world efficiency.

Summers's paper on tax policy and international
competitiveness contributes to the conversion of anal-
ysis in public finance from a closed-to an open-econo-
my framework.2¢ In an open economy, familiar conclu-
sions involving fixed, or very slowly changing, capital
stocks are radically altered (to something like horizon-
tal supply curves of capital). The effects of tax policies
then depend critically on the extent of theinternation-
al capital flows that they generate. Forexample, a policy
that stimulates domestic investment without stimulat-
ing domestic saving inevitably must lead to deteriora-
tion in a country’s trade balance unless counteracting
policies are enacted (which therefore must stifle the
investment stimulus).

%R H. Gordon and H. R. Varian, “Taxation of Asset Income in the
Presence of a World Securities Market,” NBER Working Paper No.
1994, August 1986.

%) H. Summers, “Tax Policy and International Competitiveness,”
NBER Working Paper No. 2007, August 1986.




Other Work

Kotlikoff and Summers’s survey of the literature on
tax incidence is useful as a refresher on the subjectand
especially oriented to teachers of public finance.? King
provides an overview of the conditions required for
analysts to draw valid welfare conclusions about tax
law changes from models based on individual house-
hold data.?®

Joseph E. Stiglitz outlines a general set of principles
for avoidance of the individual income tax.2® In a per-
fect capital market, the methods he describes would
enable the astute taxpayer to avoid all taxes on capital
income. The fact that tax revenue attributable to capi-
tal appears to be positive is almost certainly caused by
lack of perfection in capital markets. Taking capital
market imperfection into account systematically up-
sets a great many standard conclusions that are, implic-
itly or explicitly, based on the assumption that taxpay-
ers can borrow and lend freely at the going interest rate.
The importance of capital market imperfections has
also been stressed by R. Glenn Hubbard and Kenneth
L. Judd.

In another line of research, Stiglitz exposes the logic
of the theory of optimal income taxation.s! Along the
way, he casts serious doubt on the relevance of well-
known propositions about optimal commodity taxes.
In joint work with David E. M. Sappington, Stiglitz con-
siders the choice between public and private provision
of goods and services.® They emphasize the impor-
tance of transactions costs faced by the government
when it attempts to intervene (costs that are lower un-
der public ownership). There is also a trade-off between
government savings on transactions costs and the
beneficial private incentive effects of commitments not
to intervene (which are relatively credible under private
ownership).

Z7L. J. Kotlikoff and L. H. Summers, “Tax Incidence,” NBER Working
Paper No. 1864, March 1986.

M. A. King, “The Empirical Analysis of Tax Reforms,” NBER Work-
ing Paper No. 1996, August 1986.

. E. Stiglitz, “The General Theory of Tax Avoidance,” NBER Work-
ing Paper No. 1868, March 1986.

30R. G. Hubbard and K. L. Judd, “Social Security and Individual Wel-
fare: Precautionary Saving, Liquidity Constraints, and the Payroll
Tax,” NBER Working Paper No. 1736, October 1985.

3J. E. Stiglitz, “Pareto-Efficient and Optimal Taxation and the New
‘New Welfare Economics,”” NBER Working Paper No. 2189, March
1987.

32D, E. M. Sappington and J. E. Stiglitz, “Privatization, Information,
and Incentives,” NBER Working Paper No. 2196, March 1987.

Resecarch Summaries

Immigration

George J. Borjas

During the early 1980s, on average, there were more
than 570,000 legal immigrants to the United States
each year. This flow was substantially higher than the
annual average in the 1970s (449,000) and in the 1960s
(332,000). But large numbers of illegal immigrants also
entered the country. The 1960 U:S. Census, for exam-
ple, counted over 1 million more persons in the United
States who had been born in Mexico than would have
been expected if there had been noillegal immigratio\r:.
In addition, the overwhelming majority of these “unex-
pected” persons were not the single men who formthe
stereotypical image of an illegal alien; instead, many
were members of established households in the United
States.?

The growing importance of immigration as a deter-
minant of demographic change in the United States
explains the renewed concern about immigration poli-
cy. My own research in this area has been motivated by
two gquestions that are at the core of the policy debate:
(1) What is the impact of immigrants on the U:S. labor
market? and (2) How do the “new” immigrants perform
in, and adaptto, the labor market? The answers to these
questions play a fundamental role in any evaluation of
the costs and benefits of alternative immigration policies.

Impact of Immigrants on the Labor Market

The fear that immigrants “take jobs away” from na-
tives has been a recurrent theme in discussions of im-
migration policy throughout U:S. history. Surprisingly,
very little systematic empirical evidence existed prior
to the 1980s to document the importance of this possi-
bility. The existing literature argued either that, forevery
immigrant admitted, a native worker was displaced, or
that immigrants take only jobs that the native labor
force “refuses” to accept.2 In a sense, this literature
assumed the answer to the problem, since it presumed
either that immigrants and natives were perfect substi-
tutes in production, or that immigrants and natives did
not interact at all in the labor market.

'G. J. Borjas, R. B. Freeman, and K. Lang, “Undocumented Mexican-
Born Workers in the United States: How Many and How Permanent?”
(1987), unpublished paper.

2M. Piore, Birds of Passage: Migrant Labor and industrial Societies,
New York: Cambridge University Press, 1979.




However, the extent of competition between immi-
grants and natives in the labor market can be deter-
mined empirically.® Immigrants may have skills that
are quite similar to those of some native groups; hence
immigrants will compete with these nativesin the labor
market. On the other hand, immigrant skills may com-
plement the skills of other native workers, and the two
groups will be complements in production. To esti-
mate the level of competition, the earnings and em-
ployment levels of native and immigrant groups must
be compared. Ifimmigrants and natives are substitutes
in production and compete for the same jobs, then the
earnings of native workers will be lower in those mar-
kets where the immigrant supply is relatively high, if
other variables that determine worker productivity and
wage levels are constant. Conversely, if immigrants
and natives are complementsin production, then native
earnings in labor markets with large supplies of immi-
grants should be higher than in the rest of the country.

My study of the 1980 Census shows thatimmigrants
and natives, as a group, are indeed substitutes in pro-
duction: native earnings are lower in those labor mar-
kets where immigrants are concentrated.* However,
the empirical analysis suggests that a 10 percent in-
crease in the number of immigrants reduces the wage
level of the native population by 0.2 percent at most.
The Census data suggest that whites and immigrants
are closer substitutes than blacks and immigrants are.
A 10 percent increase in the number of immigrants in-
creases theaverageblack wage by roughly 0.2 percent.
Therefore, the empirical evidence does not supportthe
hypothesis that the large immigration flows observed
in recent years have hampered the economic progress
of black natives.

The analysis does identify a group that isa clear sub-
stitute for the immigrant population: the foreign-born
population already residing in the United States. A 10
percent increase in the number of immigrants will re-
duce the wages of all immigrants by 2-9 percent. In
other words, immigrants take jobs away from other
immigrants.

Although the estimated impact of immigrants on the
wages of native Americans seems to be relatively small,
the statistics may underestimate the true impact of
immigrants in the labor market. Over half of all immi-
grants reside in four states: California, New York, Flor-
ida, and Texas. This geographic concentration of the
foreign-born population implies that a 10 percent in-
crease in the size of the immigrant population will lead
to a much greater impact in the small number of labor

3@G. J. Borfas, “The Substitutability of Black, Hispanic, and White
Labor,” Economic Inquiry 21 (January 1983), pp. 93-106; and J. B.
Grossman, “The Substitutability of Natives and Immigrants in Pro-
duction,” Review of Economics and Statistics 54 (November 1982),
pp. 596-603.

4@G. J. Borjas, “Immigrants, Minorities, and Labor Market Competi-
tion,” NBER Working Paper No. 2028, September 1986, and indus-
trial and Labor Relations Review 40 (April 1987), pp. 382-392.

markets where these immigrants are located than else-
where in the country. Therefore, immigrants may have
sizable impacts on those few labor markets where they
reside, even though their impact on the average wage
level of all natives will be trivial.

Second, most ofthe literature focuses on differences
across Standard Metropolitan'Statistical Areas (SMSAs)
or labormarkets. Of course there are factors specific to
SMSAs that will generate wage differences across re-
gions even in the absence of any immigration. A better
analysis, therefore, would “track” the wages and em-
ployment levels of natives in a given labor market over
time as immigrants move into the area. My study ofthe
1970 and 1980 Censuses found that the effects of immi-
gration estimated over time were somewhat larger than
those estimated by the area for 1980. Buteven the time-
series effects were relatively small.5

Immigrant Performance in the Labor Market

The early studies in this literature compared the earn-
ings of immigrants to those of natives in a single cross
section of data (after controlling for differences in ob-
servable characteristics, such as education and age).®
These studies typically found that: (1) the earnings of
immigrants immediately upon arrival in the United
‘States were significantly lower than the earnings of
“comparable” natives (that is, natives of the same age,
educational attainment, and other observable socio-
economic characteristics); (2) as immigrants (and
natives) accumulated experience in the U.S. labormar-
ket, the earnings of immigrants rose at a much higher
rate than the earnings of comparable natives did; and
(3) this higher rate of earnings growth led immigrant
earnings to “overtake” the earnings of comparable
natives after 10-15 years in the United States.

The traditional explanation for these findings relied
on two hypotheses. The first was based on the theory
of human capital. It argued thatuponarrival in the United

‘States immigrants lacked skills “specific” to the U.S.

labor market; in order to recoup the costs of migration,
immigrants had very high incentives to acquire these
skills. The lack of skills, and their rapid accumulation
after immigration, explained boththe relatively low ini-
tial earnings of immigrants and the faster rate of growth
of earnings as they aged in the United States. However,
the human capital hypothesis does not explain why

5@. J. Borjas, “The Sensitivity of Labor Demand Functions to Choice
of Dependent Variable,” NBER Reprint No. 735, July 1986, and Re-
view of Economics and Statistics 68 (February 1986), pp. 58-66.

8G. J. Borjas, “The Earnings of Male Hispanic Immigrants in the United
States.” Industrial and Labor Relations Review 35 (April 1982), pp.
343-353; G. Carliner, “Wages, Earnings, and Hours of First-, Second-,
and Third-Generation American Males,” Economic Inquiry 18 (Jan-
uary 1980), pp. 87-102; and B. R. Chiswick, “T he Effect of Americani-
zation on the Earnings of Foreign-Born Men,” Journal of Political
Economy 86 (October 1978), pp. 897-921.;




immigrants eventually earn more than natives do, since
it is unclear why immigrants would want to accumulate
more human capital than natives do.

Hence it was assumed thatimmigrants are positively
selected from the population of their countries of ori-
gin. That is, immigrants are a highly select group and
may be more able and more motivated than natives of
similar education and age are. This selection process
may explain why immigrants earn more than natives
do- after a few years in the United States.

My research in this area was motivated both by meth-

odological problems with the traditional empirical
framework and by conceptual problems with the blanket
assumption of positive selection. The methodological
problem is that a single cross section of data cannot
disentangle aging and cohort effects. The strong posi-
tive correlation observed between immigrantearnings
‘and years of residence in the United States in a cross
.section can be caused by three factors: (1) labor market
assimilation, so that as immigrants age they acquire
skills valued by the U.S. labor market; (2) earlier waves
of immigrants are systematically more productive than
the most recent waves are, and these cohort effects
might arise because of economic and political changes
in the United States or in the countries of origin; and
(3) cohort effects also might arise if return migration
rates of immigrants are high, and if “failures” tend to
leave the United States so that the average “survivor”
from an early immigrant wave is more productive than
the typical recent immigrant is. Most of the early litera-
ture stresses the importance of assimilation in explain-
ing the empirical results and ignores the possibility
that cohort effects also can accountfortherapid growth
in immigrants’ earnings.

The identification of cohort and aging effects re-
quires more than a single cross section of data. In my
work, | have attempted to “track” specific cohorts of
immigrants (that is, immigrants born in a particular
country who arrived in the United States ata particular
time) across Censuses.” | find that the rate of conver-
gence between immigrant earnings and native earn-
ings is much smaller than was found in the early cross-
sectional studies. Second, the labor market performance
of the most recent immigrant waves is significantly
worse than the labor market performance of earlier
immigrant waves. Third, the most recent immigrant
waves are very unlikely to overtake the earnings of the
comparable native population. Hence, immigrant per-
formance in the labor market for the most recentimmi-
grant waves is likely to be worse than that of comparable
natives throughout the lifetime of the first generation
of immigrants. '

Of course, this analysis raises a number of questions
about why these changes in immigrant “quality” have
occurred in the last 20-30 years. Although early studies

in the literature argued that positive selection generated
the immigrant pool, they did not develop systematic
economic models of the selection mechanism. In recent
work, | consider a framework in which all personsin a
given country of origin compare their earnings oppor-
tunities in that country with their earnings opportunities
in the United States and make the migration decision
based on this differential (net of migration costs).t This
standard wealth-maximizing framework leads to im-
portant insights into the question of whether or not
immigrants are positively or negatively selected from
the population of the country of origin, and gives a set
of necessary and sufficient conditions required for
each type of selection to occur.

‘Suppose that able individuals do well regardless of
where they live (thatis, there is a strong positive corre-
lation in earningsacross countries). In order for wealth-
maximizing individuals to be positively selected, there
must be more income inequality in the United States
than in the country of origin. (A necessary condition
for negative selection is that there be more income in-
equality in the country of originthaninthe United States.)
Intuitively, if there is more income inequality in the
United States than in the country of origin, then the
latter in a sense “taxes” able workers and “insures” low-
ability workers against poor outcomes inthe labor mar-
ket. This leads to increased incentives for high-ability
workers to migrate and generates a “brain drain” or
positive selection. Conversely, if there is more income
inequality in the country of origin than in the United
States, low-ability workers have the greatest incentive
to migrate, and negative selectionis generated. There-
fore, there is no general economic “law” stating that
the immigrant population must be drawn from the most
able and most ambitious people.

Economic theory suggests that positive selection is
likely from some countries (those with relatively low
levels of income inequality), and that negative selec-
tion is likely from other countries (those with relatively
high levels of income inequality). My empirical analy-
sis of the 1970 and 1980 U.S. Censuses revealed that
indeed this is what is observed. Migrants from Western
European countries (and other advanced economies)
tend to do better in the U.S. labor market than natives
with comparable skills do, while migrants from poorer
countries (which tend to have more dispersion in their
income distributions) do not perform as well in the
labor market as natives of the sameage and education do.

This approach provides one interesting explanation
of why the quality of immigrant cohorts declined over
the postwar period. Prior to the 1965 amendments to
the Immigration and Nationality Act, the allocation of
visas across countries was guided by the ethnic/racial
composition of the U.S. population in 1919 and thus
favored migration from anumber of Western European

’G. J. Borjas, “Assimilation, Changes in Cohort Quality, and the Earn-
ings of Immigrants,” NBER Reprint No. 681, February 1986, and Jour-
nal of Labor Economics 3 {October 1985), pp. 463-489.

8@. J. Borjas, “Self-Selection and the Earnings of Immigrants,” NBER
Working Paper No. 2248, May 1987, and American Economic Review
87 (September 1987).




countries. The 1965 amendments removed these “dis-
criminatory” restrictions and led to a majorincrease in
the number of immigrants originating in Asia and Latin
America. Therefore, the “new” immigration is more
likely to originate in countries where income inequali-
ty (relative to the United States) is high. Thus it would
not be surprising if the recent immigrant waves are
more likely to be negatively selected than the earlier
waves were. In addition, the 1965 amendments de-
emphasized skills and occupational characteristics as
a determinant of visa allocation among the applicants
and made family reunification the main goal of immi-
gration policy. In fact, over 70 percent of all legal immi-
gration to the United States in 1985 occurred under
one of the kinship provisions of the immigration law.
This shift, of course, provides additional reinforcement
for negative selection to take place since the family, in
a sense, provides a “safety net” for the immigrant and
insures low-ability immigrants against poor labor mar-
ket outcomes.

Conclusion

The empirical evidence reviewed here shows that
concerns aboutthe “costs” of currentimmigration pol-
icy are somewhat misplaced. There is very little evi-
dence that immigrants have had a major negative im-
pact on nativeearnings and employment opportunities
(especially those of minorities), but thereis strong evi-
dence that the major shift in the law in 1965 had some
unforeseen consequences: post-1965 immigrants do
not perform as well in the labor market as the earlier
waves did.

Consumption in the
Business Cycle

Angus S. Deaton

One of the standard facts of economics is that con-
sumers' expenditures fluctuate less over the business
cycle than gross domestic product (GDP) or consum-
ers’ disposable income do. The standard explanation
is that consumers’ expenditures respond not to mea-
sured income, but to permanent income. Since per-
manent incomehas a horizon longer than asingle year,
any transitory fluctuations are ironed out, and perma-
nent income is smoother than measured income. This
interpretation has been widely accepted for the last 30
years and is one of the cornerstones of the empirical
support for the permanent-income theory. This sum-
mary discusses recent research by myself and others

that challenges this explanation. There are two key
issues: Is permanent income really smoother than mea-
sured income? If not, why is consumption so smooth?

The Puzzle

The theory of permanent income does not presume
that permanent income should be smoother than mea-
sured income. A standard definition of permanent in-
come is: the constant income flow that has the same
present discounted value as the stream of current and
expected future flows of labor income. Permanent in-
come therefore will depend on how expectations are
formed and on how labor income is generated. Given a
description of the determinants of income and of the
way in which expectations are formed, one can calcu-
late permanent income and see whether it varies more
than measured income does.

The standard view of consumption in the business
cycle sees an underlying deterministic trend rate of
growth of the economy around which cyclical fluctua-
tions take place. In the upswing, consumers recognize
that the economy is growing more rapidly than is sus-
tainable, so that part of their current income is transi-
tory. Therefore, permanentincome will not follow mea-
sured income but will keep closer to the underlying
trend, and neither permanentincome norconsumption
will be influenced much by the cycle.

An alternative explanation has recently emerged
from time-series analysis of macroeconomic varia-
bles." Many U.S. series, particularly income and GDP,
have a rate of change that varies around a constant
mean and is positively autocorrelated from one quar-
ter to the next. After seasonal adjustment, if income
growth is higher than its average value in one quarter,
it will also tend to be higher in the subsequent quarter.
Empirical analysis suggests that about 40 percent of
the deviation from trend can be expected to persist
from one quarter to the next.

Since the rate of change of income is also subject to
random shocks, this alternative story is quite consis-
tent with observed business cycles. Some random, un-
anticipated shock—an “innovation”—will disturb the
rate of growth of income fromitstrend, thus initiating a
“cycle.” Growth thatis faster or slower than normal will
then persist until either geometrical decay dampens
out the original shock, or a sufficiently large innova-
tioncomesalongtotipthe processthe other way, turn-
ing upswing into downswing or vice-versa.

While such a view gives as good an empirical “fit” to
the business cycle as the traditional story does, it em-
bodies a radically different view of the nature of eco-
nomic fluctuations. In particular, it sharply contradicts

'A. S. Deaton. “Life-Cycle Models of Consumption: Is the Evidence
Consistent with the Theory?” NBER Working Paper No. 1910, May
1986.




the standard explanation of why consumption is so
smooth. Imagine a consumer who typically receives,
and has grown to expect, an annual increase of 3 per-
cent in labor income. During the “cyclical upswing,”
his or her employer is doing well, and gives an increase
of 5 percent. If this representative consumer’s income
has behaved like U.S. disposable labor income in the
past, there is no reason to suppose that the additional 2
percent increase will ever haveto be repaid. Thereis no
mechanism in the process that will drag income back
to some predetermined trend, so that income is now
permanently higher. Indeed, because of the positive
autocorrelation over the “cycle,” some of this year's
good fortune can be expected to repeat next year. In
consequence, the initial innovation of the 2 percent
increase is more than permanent. Not only will it last
forever, butitalso can be expected to be supplemented
further by another infinitely lived gain inthe next period.
In such a world, innovations to actual income generate
magnified innovations in permanent income, and per-
manent income is less smoothed than measured income
is.

How Does Income Behave?

In my original paper, | drew attention to this puzzle
and discussed a number of possible explanations. The
most obvious is to reject the time-series model of the
business cycle in favor of the traditional account in
which income fluctuates around a predetermined and
immutable growth path. Many economists find this
attractive, partly because they are comfortable with
the notion of a fixed growth path for the economy and
uncomfortable with the idea of arandom one, and part-
ly because the permanent-income theory itself is at-
tractive, and they would like to preserve it as part of the
intellectual furniture. Ideally, the matter ought to be
settled by empirical evidence, and it seems as if it ought
to be easy to settle such a major question as whether or
not the economy is on arandom growth path. Unfortu-
nately, and in spite of recent advances in time-series
analysis, the answers are very far from clear.

One of the first problems is that the permanent-in-
come theory of consumption asserts that permanent
income ought to be formed from the expected values
not of total income, but of /labor income. In the United
‘States, income taxes are not computed separately on
labor and property income. So no data exist for after-
tax labor income. Nevertheless, it is possible to create
a labor income series from the official data by exclud-
ing various types of gross property income and making
an attempt to prorate taxes.2 Fortunately, the behavior
of this series over time and business cycles isvery simi-
lar to that of standard official series, such as total house-
hold disposable income and GDP. Unfortunately, the

2A. S. Blinder and A. S.Deaton, “The Time-Series Consumption Func-
tion Revisited,” Brookings Papers on Economic Activity 2(1985), pp.
465-511.

evidence is not clear whether these series are best de-
scribed by fluctuations about a deterministic trend or
by a simple model of positively autocorrelated rates of
growth with no deterministic trend.

In a recent paper, John Campbell and | ran statistical
tests on both labor and total income.? Standard meth-
ods of time-series analysis tend to lead to specifications
without deterministic trends in which permanent in-
come is much less smooth than measured income, and
in which an innovation in labor income generates an
innovation in permanent income thatisabout1.8times
as large. Even so, it is not possible toreject the alterna-
tive model: that a deterministic trend exists and that
permanent income is smoother than measured income.
What is clear is that, if there are forces that cause in-
come to revert to trend after each shock, these forces
act very slowly. In the absence of further shocks, the
return to trend will take more than 10, and possibly 20
to 30 years.

In spite of all the uncertainty about the results of the
tests, one thing is clear and should be emphasized.
While it is certainly not possible to provide incontro-
vertible evidence that permanentincomeis less smooth
than measured income, the evidence for the contrary
and conventional position is weak. Indeed, fora propo-
sition that has been held as all but self-evident for 30
years, the empirical evidence in favor of trend reversion
is astonishingly weak.

Possible Resolutions: Why
Is Consumption So Smooth?

Campbell and | considered a number of possible
resolutions for the original puzzle. One very attractive
possibility, also emphasized by Kenneth West,* is that
consumers have more information about their future
income prospects than is contained in the past history
of their incomes. If an employee is given advance no-
tice of an increase in income, consumption should be
altered when the information becomes available, not
when the pay raise actually takes effect. Inthe extreme
case in which the individual has prior knowledge of all
income changes, permanent income as seen by the
consumer will be constant over time, even though, to
an observer, changes in measured income would seem
to warrant changes in permanent income.

Perhaps surprisingly, it is possible to test this expla-
nation. In earlier work,* Campbell had pointed out that

3J. Y. Campbell and A. S. Deaton, “Is Consumption Too Smooth?”
NBER Working Paper No. 2134, January 1987.

“K. D. West, “Dividend Innovation and Stock Price Volatility,” NBER
Working Paper No. 1833, February 1986.

5J. Y. Campbell, “Does Saving Anticipate Declining Labor Income?
An Alternative Test of the Permanent-Income Hypothesis,” NBER
Working Paper No. 1805, January 1986.
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consumers' superior information about innovations to
permanent income will show up in their consumption
or saving behavior, so that, to an outside observer, sav-
ing will help predict future changesinincome. Empirical
analysis confirms this prediction, so that if, in addition
to using the past history of labor income to predict its
future, we also use past saving, we can calculate the
innovations to permanent income as perceived by the
consumer. While these innovations are certainly smaller
than those that are calculated without using saving to
predict income, they are still too large. We find, once
again, the permanent income is less smooth than mea-
sured income. Even if we recognize that consumers
have more information than we do, the permanent-
income theory is still incapable of explaining why con-
sumption is so smooth. Using quite different techniques,
West has reached exactly the same conclusion recently.®

A substantial literature has shown that, in the United
States, changes in consumption are correlated with
changesinincomein the previous quarter. This corre-
lation, which exists for labor income and for total in-
come, is inconsistent with the permanent-income the-
ory since, for forward-looking consumers, consumption
should change in response only to new information. It
turns out that the correlation is also responsible for the
smoothness of consumption relative to a nonsmooth
permanent income.

One way of thinking about the result is to suppose
that consumption adjusts only slowly to changes in
permanent income, because there is “habit formation”
and consumers recognize that increasing consump-
tion too rapidly now will generate a loss of utility inthe
future once new standards of living have been expe-
rienced. Such models, although widely used in the
1950s, have received relatively little attention since,
perhaps because it was thought that their predictions
were identical to those of the permanent-income the-
ory while the latter was to be preferred because it was
based on choice theory. However, the research dis-
cussed here has shown that the partial adjustment, or
habit formation, story is more in accord with the evi-
dence. Permanent income still helps to determine con-
sumption, even if it is less smooth than measured in-
come. Consumers adjust at once to new information,
albeit partially, sothatsaving still helps to predict future
income. At the same time, the partial nature of the ad-
justment explains why changes in consumption are
related to past changes in income. Much work still re-
mains to be done along this and other avenues, but a
reasonably coherent synthesis of theory and evidence
seems well within sight.

SK. D. West, “The Insensitivity of Consumption to News About In-
come,” NBER Working Paper No. 2252, May 1987.

Fceconomie Qutlook
Survey

Third Quarter 1987

Victor Zarnowitz

According to the September survey of 22 profes-
sional forecasters taken by NBER and the American

‘Statistical Association, there will be a continuation of

moderate growth in real GNP. Their median forecasts
are 2.6 percent in 1986-7 and 2.8 percent in 1987-8.
They also project growth of 2.8 percent for the year
immediately ahead, 1987:3-1988:3. Thus, the current
economic expansion is expected to last for at least
another year, which would be its sixth. No peacetime
expansion on record in the United States has been
longer than five years. Most respondents see the chances
of a downturn inthe near future as low, although a show-
down next spring is considered likely. The prevailing
outlook is that inflation and interest rates willincrease,
but slowly. The unemployment rate may remain below
6 percent during 1988.

Growth Forecasts Mostly Moderate
but Dispersed

Forecasts of growth in the economy’s total output
average 2.5 percent, 2.9 percent, 3.5 percent, 1.9 per-
cent, and 2.9 percent at annual rates (a.r.) for the five
successive quarters 1987:3-1988:3. There is consider-
able dispersion around these median figures. The per-
centage distributions of the longer forecasts are:

Point Forecasts of Relative Change in Real GNP

1987:3 to
1988:3 1987-8
3.0 to 3.9 percent 47 42
2.5 to 2.9 percent 37 42
2.0 to 2.4 percent 5 5
Less than
2.0 percent 11 11

The results for 1987-8 suggest slightly more opti-
mism since the June survey. About one out of nine fore-
casters now worries about a sluggish 1988, instead of
one out of six or seven, as was the case then.
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Projections of GNP and Other Economic Indicators, 1987-8

Annual
Percent Change
1986 1987
1986 1987 1988 to to
Actual Forecast Forecast 1987 1988
1. Gross National Product ($ billions) 4235.0 4485.5 4804.0 5.9 71
2. GNP Implicit Price Deflator (1982 = 100) 114.1 117.8 122.6 3.2 4.1
3. GNP in Constant Dollars (billionsof 1982 dollars)  3713.3 3809.0 3915.0 2.6 2.8
4. Unemployment Rate (percent) 7.0 6.3 6.0 -0.7 -0.3
5. Corporate Profits After Taxes ($ billions) 126.8 136.0 147.5 7.3 8.5
6. Nonresidential Fixed Investment .
(billions of 1982 dollars) 443.8 437.0 4543 -1.5 4.0
7. New Private Housing Units Started
(annual rate, millions) 1.81 1.66 1.60 -8.082 ~-3.612
8. Change in Business Inventories
(billions of 1982 dollars) 13.8 30.2 209 16.4° -9.3?
9. Treasury Bill Rate (3-month, percent) 5.97 5.80 6.22 -0.171 0.42¢
10. Consumer Price Index (annua! rate) 1.9 3.7 4.5 1.8 0.8
Quarterly
Percent
1987 1988 Change
1987 Q4 a1 Q2 Q3
Q2 Q287to Q387 to
Actual Forecast Q2 88 Q3 88
1. Gross National Product ($ billions) 4448.8 4516.6 45955 4676.0 4753.4 4841.8 6.8 7.2
2. GNP Implicit Price Deflator (1982 = 100) 117.2 118.3 119.5 120.7 122.0 123.2 4.1 4.1
3. GNP in Constant Doflars (billions of 1982 dollars) 3796.4 3820.0 3847.5 3881.0 3899.5 3927.8 2.7 2.8
4. Unemployment Rate (percent) 6.2 . 6.1 6.0 5.9 5.9 -0.3 -0.2
5. Corporate Profits After Taxes ($ billions) 135.6 137.0 141.0 144.0 147.0 148.5 8.4 8.4
6. Nonresidential Fixed Investment
(billions of 1982 dollars) 434.2 441.0 447.0 450.0 455.0 455.3 4.8 3.2
7. New Private Housing Units Started
(annual rate, millions) 1.61 1.60 1.60 1.60 160 -0.742  -0.622
8. Change in Business Inventories
(billions of 1982 dollars) 41.2 18.9 16.4 20.0 217 214  -19.5° 2.6°
9. Treasury Bill Rate (3-month, percent) 5.73 5.88 6.00 6.10 6.30 6.35 0.57 0.47"
10. Consumer Price Index (annuai rate) 5.1 4.0 4.3 4.6 4.5 4.6 -0.6' 0.6!

SOURCE: National Bureau of Economic Research and American Statistical Association, Business Outiook Survey, September 1987. The figures on

each line are medians of twenty-two individual forecasts.
‘Change in rate, in percentage points.

2Possible discrepancies in percentage changes are caused by rounding.

3Change in billions of doliars.

Inflation Projected around
4.5 Percent in 1988

The median forecasts of the GNP implicit price de-
flator (IPD) are 3.2 percent for 1986-7 and 4.1 percent
for 1987-8. For the consumer price index (CPI), which
reflects the higher import prices, the corresponding
figures are 3.7 percent and 4.5 percent. The quarterly
forecasts (a.r.) vary from 3.8 percent to 4.2 percent for
IPD and from 4.0 percent to 4.6 percent for CPI.

About 70 percent of the respondents expect inflation
in 1988:3 to be higher than in 1987:3. The range of the
individual CPI predictions for 1988:3is3.5-6.2 percent,
the mean is 4.7 percent, and the standard deviation is
0.8 percent.

Interest Rates Likely
to Rise Gradually

The three-month Treasury bill rate is expected to
increase in each quarter, from 5.9 percentin 1987:3 to
6.4 percent in 1988:3. Three-quarters of the forecast-
ers think that the rate will be higher a year from now.
The range of the individual predictions for 1988:3 is
5.0-7.9 percent.

The yield on new high-grade corporate bonds will
rise slightly, from 9.7 percentin 1987:3 to 10.0 percent
in 1988:3, according to the group’s median forecasts.
The range for 1988:3 is 9.0-11.7 percent. The annual
averages for 1987 and 1988 are 9.4 percent and 10.1
percent, respectively.
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Chances and Risks

Probabilistic forecasts reflect uncertainty more than
point forecasts do. The following tabulation of mean
probabilities attached to possible percentage changes
in U.S. output shows this clearly when compared with
the distributions summarized earlier in this report.

Probability of Different Growth Rates of Real GNP

1986-7 1987-8
4.0 percent or more 7 10
2.0 to 3.9 percent 82 62
0 to 1.9 percent 10 22
Negative 1 5

The chances of very high growth are somewhat larger,
but the chances of very low or negative growthare much
larger, in 1988 than in 1987.

The individual assessments that real GNP will de-
cline average 6, 8, 11, 21, and 26 chances in 100 for the
five successive quarters 1987:3-1988:3. Thus, most of
the forecasters view the probabilities of a recession as
negligibly low in this quarter and the next two but rising
significantly later in 1988.

For inflation, the shiftis toward higher figuresin 1988.
Here the results show little change from the previous
survey.

Probabilistic Forecasts of Relative Change in IPD

1986-7 1987-8
8.0 percent or more 1 3
6.0 to 7.9 percent 4 , 9
4.0 to 5.9 percent 20 55
2.0 to 3.9 percent - 72 31
Less than
2.0 percent 3 2

More Strengths in Exports and
Industrial Production

Although large trade deficits in current dollars per-
sist, real exports have been growing faster than real
imports for some time now, and the forecasters gener-
ally expect more of the same. In billions of 1982 dollars
(that is, adjusted for projected domestic and foreign
inflation), net exports of goods and services are pre-
dicted to average -124 in 1987:3 and -102 in 1988:3. In
these terms, the trade deficit should decline by some
18 percent in the year ahead. The annual averages lead
to a similar conclusion. Thereis little change here from
the forecasts produced by the group earlier this year.

According to the forecasters, the stronger exports,
and also the increase in domestic demand, notably
from investment in business equipment, will help main-
tain a good growth rate of industrial production. Output
of manufacturing, mining, and utilities is expected to
gain 3 percent in 1986-7 and 3.2 percent in 1987-8 (in
contrast to the meager 1.1 percent in 1985-6). The av-
erage forecast for 1987:3-1988:3 is 3.7 percent. The
June survey forecasts were significantly less optimistic
on the prospects for manufacturing.

The Expected Upturn of Business Investment

Nonresidential fixed investment in constant dollars
is expected to drop 1.5 percent in 1987, alittle less than
the current estimate of its decline in 1986 (2.3 percent).
Moreover, a turnaround seems to be in the making,
judging from the recent upturn in orders and expendi-
tures on business equipment (a significant proportion
of which is exported). The forecasters predict that real
investment in plant and equipment will increase 3.2
percent in 1987:3-1988:3 and 4 percent in 1987-8. All
but two of them anticipate gains in business capital
formation.

The median forecasts for inventory investment are
30 billion 1982 dollars for 1986-7 and 21 billion 1982
dollars for 1987-8. The first of these figures is much
higher than its counterpart in the previous survey was.

Good Outlook for Corporate Profits

Corporate profits after taxes in current dollars, hav-
ing declined about 1 percent in 1985-6, are predicted
to average 7.3 percent higher in 1987 than in 1986 and
8.5 percent higher in 1988 than in 1987. The gain for
1987:3-1988:3 is set at 8.4 percent by the median fore-
cast. In sum, the prospects for profits remain good,
although they are scaled down somewhat from the
forecast of the previous survey.

Modest Gains in Consumption

Real consumption is expected to rise about 4 per-
cent a.r. in the current quarter but only 2-2.5 percentin
each of the next four quarters through 1988:3, accord-
ing to the median forecasts from the survey. The annu-
al predictions, at 2.1 percent for 1986-7, 2.3 percent for
1986:3-1987:3, and 2.6 percent for1 987-8, are allsmaller
than the corresponding forecasts for real GNP. (In the
recent past, on the contrary, consumption was growing
faster than output at large.)

Slack in Housing

Residential fixed investment in billions of 1982 dol-
lars is expected to be stagnant, near its 1986 level ($196)
in both 1987 and 1988, with housing starts flattening
out at the level of 1.6 million units in 1988, down from
1.8 million in 1986 and 1.7 million in 1987. These averages
conceal considerable directional disagreements among
the individual forecasters who, forexample, are almost
evenly divided on whether residential construction will
rise or fall in 1987-8. But the projected changes that
tend to offset each other are relatively small on the
whole.

Government Spending and
Policy Assumptions

Federal government purchases of goods and ser-
vices in constant dollars are predicted to rise hardly at
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all in 1987 (0.3 percent) and rather weakly in 1988 (1.7
percent). State and local government purchases are
expected to grow at significantly higher rates—3.5
percentin 1987 and 2.6 percentin 1988. Here the medi-
an forecasts reflect a high degree of consensus among
the individual predictions.

There are 6 reported assumptions about defense out-
lays varying from “no change” to “slight downward drift.”
Seven respondents assume mostly small increases in
1987-8 of 1-2.5 percent, while 3 respondents assume
2.6-4 percent. On tax policy, 9 respondents assume
“little or no change,” while 8 assume some increases,
perhaps in excise taxes.

Estimates of monetary growth rates range from 4
percent to 10 percent for M1 (6 responses) and from 5
percent to 9 percent for M2 (11 responses). Almost all
of these responses refer to 1987-8.

‘Seven forecasters see the dollar as weakening some
more, but four see it as steadying or stengthening. All
references to the trade balance (7 responses) have it
improving gradually.

‘Several respondents assume stable or rising energy
demand. Oil prices are expected to move inthe $16-22
bbl range in 1987 (5 responses) and in the $18-24 bbl
range in 1988 (11 responses).

This report summarizes a quarterly survey of predictions by 22 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.

NBER Profiles

corréc.-tion” .

‘Ina proflle in the. Summer 1987 NBER Reporter
Matthew D. Shap!ro wasmcorrectly identified. He is
afaculty research fellow.in NBER’ 'S Program in Eco—
nomic Fluctuations.

George J. Borjas

George Borjas is a research associate in NBER's
Program in Labor Studies and a professor of econom-
ics at the University of California, Santa Barbara.

Borjas was born in Havana, Cuba. He received his
B.S. from St. Peter’s College (NJ) and his M.A., M.Phil.,
and Ph.D. degrees from Columbia University. Borjas
was a senior research analyst at NBER'’s New York office
from 1972-8. During 1977-8, he held a National Institute
of Mental Health postdoctoral research fellowship at
the University of Chicago. He then joined the economics
faculty at Santa Barbara, where he was an assistant
professor from 1977-80, an associate professor from
1980-2, and was promoted to professorin 1982. Borjas
has also been vice chairman of the economics depart-
ment and director of its graduate program since 1984.

A resident of Montecito (CA), Borjas plays piano and
enjoys listening to rock music and watching old “sit-
coms” on television. He is single.

14



Angus S. Deaton

Angus Stewart Deaton, aresearch associate in NBER's
Program in Economic Fluctuations since 1984, is pro-
fessor of economics and international affairs at Prince-
ton University.

Deaton was born in Edinburgh (U.K.) and received
his B.A., M.A., and Ph.D. degrees from Cambridge Uni-
versity. Before joining the Princeton faculty, he was
professor of econometrics at the University of Bristol
(U.K.) from 1976-83.

In 1978, Deaton was the first recipient of the Frisch
Medal presented by the Econometric Society for the
best applied paper in Econometrica in the previous five
years. He also was named a Fellow of the Econometric
Society in 1979.

Deaton was assistant editor of the Review of Eco-
nomic Studies from 1975-80 and has been editor of
Econometrica since July 1984. His own work has been
published in anumber of Britishand American journals
and books.

Deaton retains his British citizenship, and lives in
Princeton with his wife Helge and two children. He plays
the piano and is a keen trout fisherman.

Conferences

The United States in
the World Economy

An NBER conference on “The United States in the
World Economy’ brought together a group of NBER
research associates with 20 distinguished individuals
whose policymaking positions in government and in-
dustry render them expert in the field of international
economy policy. The conference, organized by NBER
President Martin Feldstein and held on March 6-8, fo-
cused on nine areas: Latin America; Asia; international
debt; financial innovation; domestic policies and inter-
national capital flows; services; agriculture; interna-
tional investment to and from the United States; and
basic industries. For each topic, an NBER research
associate prepared a nontechnical background paper;
the discussion was launched by prepared statements
from two or three speakers.

The authors and associated speakers for the nine
topics were:

Latin America

Background paper: Sebastian Edwards, NBER and
University of California at Los Angeles

Prepared remarks:

Thomas Enders, Managing Director, Salomon Broth-
ers, former Assistant Secretary of State for Inter-
American Affairs

Jesus Silva-Herzog, professor, University of Mexico,
former Minister of Finance, Mexico

Asia

Background paper: Robert E. Baldwin, NBER and Uni-
versity of Wisconsin

Prepared remarks:
Robert Ingersoll, former U.S. Ambassador to Japan
Woo-Choong Kim, chairman and founder, the Dae-
woo Group

International Debt
Background paper: Rudiger Dornbusch, NBER and MIT

Prepared remarks:
Thomas Johnson, President, Chemical Bank and
Chemical New York Corporation
Anne O. Krueger, former Vice President, World Bank;
NBER and Duke University
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Financial Innovation

Background paper: Richard M. Levich, NBER and New
York University

Prepared remarks:
E. GeraldCorrigan, President, Federal Reserve Bank
of New York
George Vojta, Executive Vice President, Bankers
Trust Company
Charles'Sanford, Chairman, Bankers Trust Company

Domestic Policies and International Capital Flows

Background paper: Jeffrey A. Frankel, NBER and Uni-
versity of California, Berkeley

Prepared remarks:
‘Saburo Okita, former Foreign Minister of Japan;
President, International University of Japan
Peter G. Peterson, former U.S. Commerce Secretary
James R. Schlesinger, former U.S. Defense Secretary

Services

Background paper: Rachel McCulloch, NBER and Uni-
versity of Wisconsin

Prepared remarks:

Maurice Greenberg, member of the President’'s Ad-
visory Committee on Trade Negotiations; President
and CEO, American International Group

Lionel Olmer, former Under Secretary of Commerce
for International Trade; partner, Paul, Weiss, Rif-
kind, Wharton, and Garrison

Agriculture

Background paper: Bruce Gardner, University of
Maryland

Prepared remarks:
H. Brewster Atwater, Jr.,, Chairman of the Board,

General Mills
John R. Block, former U.S. Secretary of Agriculture

International Investment to and from the United States

Background paper: Robert E. Lipsey, NBER and Queens
College

Prepared remarks:
Mario Schimberni, President, Montedison, S.p.A.
Robert Lindsay, retired President, J. P. Morgan & Co.;
Chairman, International Council of Morgan Guar-
anty Bank

Basic Industries
Background paper: Barry J. Eichengreen, NBER and
University of California, Berkeley

Prepared remarks:
Charles Parry, CEO, Alcoa
Philip Caldwell, retired CEO, Ford Motor Co.

In the first session, Silva-Herzog argued that a reso-
lution of the current crisis in Latin America will require

resumption of economic growth, which in turn implies
domestic policy reform, a clear resolution to the debt
problem, and a healthy external environment. More
indigenous solutions are needed, as well as a more
pragmatic U.S. attitude. Enders noted the lack of ap-
parent progress toward a resolution of the debt crisis
over the past five years. There has been great sacrifice
in Latin America, but in the crucial area of public fi-
nance, little has changed. Systematic solutions, such
as the Baker plan or debt moratoriums, are unlikely but
current trends suggestthat the debt will shrink signifi-
cantly in this decade. The discussion highlighted the
close linkage of world capital markets and the possible
contradictions in an improvement in the U.S. trade
balance and repayment of LDC debt.

In the discussion of Asia, Ingersoll emphasized the
mutual benefits from trade and the dangersinherentin
the misinterpretation by East Asian NICs of Japan's
economic development. While U.S. economic policy is
partly to blame for U.S. trade problems, East Asian
markets for U.S. exports are hard to crack, and pres-
sure should be brought to open them. Kim proposed
that Western ideas must be combined with East Asian
approaches. Free trade requires a confidence and trust
between trading partners as well as stable markets.

In the international debt session, Krueger described
how the worldwide recession in 1982 made bad, but
previously sustainable, policies infeasible. Most coun-
tries should be able to grow out of debt with the right
policies, but the outlook is not bright since most re-
forms are partial at best. Capital flows should increase
tothose countries that undertake far-reaching reforms.
Johnson argued for a systematic solution to the debt
crisis. The current situation is fundamentally unsus-
tainable, he believes. We must correct the saving/invest-
ment imbalance that is at the heart of the problem and
get new capital to the LDCs.

In the session on financial innovation, Vojta described
how technology and deregulation have created a glo-
bally integrated market for new types of financial in-
struments. Incomplete deregulation and an emphasis
on protecting the individual bank and not the system
have generated instability, and regulation should be
revised. Corrigan argued that financial innovation has
provided important benefits but has raised new issues
in international interdependence, riskiness of financial
markets, and policy coordination. Fundamental reform
in our financial system and budget are necessary.

Addressing the issue of domestic policies and inter-
national capital flows, Okita described the sources of
Japanese capital surpluses and U.S. borrowing and
suggested that although the Japanese economy is
changing, it will continue to record current account
surpluses. Without coordinated policy intervention,
this will flow to the United States rather than to the
developing countries where it is desperately needed.
Peterson explained how the unsustainability of cur-
rent U.S. imbalances implies a sharp reversal over the
next few years in manufacturing exports, and adjust-
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ments in the rest of the world that may or may nottake
place smoothly. The need to produce more than we
consume will have serious foreign policy implications.
Schlesinger attacked the idea that prices and markets
will necessarily bring smooth adjustment to the cur-
rent trade problem and lamented the lack of a single
country willing to make the system work. Adjustment
through a lower dollar will harm the U:S. security posi-
tion and the economies of export-oriented countries,
especially Japan.

Olmer explained that the importance of services in
world trade has been vastly overstated. However, they
deserve attention at the GATT. A variety of specific
issues, such as copyright protection, need particular
attention. Greenberg emphasized the importance of
services and the recentrelativedeclineinthe U.S. posi-
tion, attributable to protectionism abroad.

Atwater explained the fundamental reasons for the
sharp declines of the United States in world agricultu-
ral marketsin the 1980s. U.S. agricultural policies must
change to reflect the new reality of increased world
production, as difficult as this may be politically. Block
related the current ill-adapted U.S. farm policy to the
collapse of world agricultural markets in the 1980s.
While radical change is unlikely soon, the ultimate solu-
tion should involve decoupling, in which aidto farmers
comes as unconditional cash grants, allowing farmers
to respond to market signals.

On the topic of international investment, Schimberni
explained that European businesses are interested in
investing in the United States to gain access to new
technologies. The export orientation of European firms
compares favorably with the domestic-oriented U.S.
attitude. Lindsay described some of the benefits and
potential costs to the United States of foreign direct
investment. The supportive environment, the size of
the market, and financial market developments suggest
that foreign directinvestment will continue. The discus-
sion emphasized the globalization of production and
the difference between European and U.S. business
strategies.

Finally, Parry attributed the current poor conditions
of basic industries to a permanent shift of comparative
advantage and a poor macroeconomic environment.
Unions and public policy on energy and the environ-
ment have played a role as well. Caldwell emphasized
the importance of the high dollar in the current trade
deficit butargued that we may have to rethink our theo-
ries of international competition. The discussion con-
trasted the viewthat macroeconomic policy and a lower
dollar will resolve the problem with the position that
liberalized capital flows and free trade are contradictory
and that more government intervention is necessary.

The background papers, prepared remarks, and a
summary of the discussion, with an introduction by
Martin Feldstein, will be published by the University of
Chicago Pressin an NBER conference volume. In addi-
tion, a brief Summary Report of the proceedings is now
available from NBER.

The Misalignment of
Exchange Rates: Effects
on Trade and Industry

On May 7-8 NBER held a conference in Cambridge
on the misalignment of exchange rates. The confer-
ence, sponsored by the Ford and Mellon Foundations,
brought together 25 economists to discuss the causes
of misalignment and its effects on production, employ-
ment, and trade. The program, nine papers and a panel
discussion on exchange rate policy, was:

The Problem of Misalignment

William H. Branson, NBER and Princeton University,
“Sources of Misalignment in the 1980s"

Discussant: Maurice Obstfeld, NBER and University
of Pennsylvania

Charles Bean, London School of Economics, “Ster-
ling Misalignment and British Trade Performance”

Discussant: Willem H. Buiter, NBER and Yale Uni-
versity

Paul De Grauwe and Guy Verfaille, University of
Leuven, “Exchange Rate Variability, Misalignment,
and the European Monetary System”

Discussant: Jacques Melitz, INSEE

Bonnie Loopesko, Federal Reserve Board, and Robert
A. Johnson, U.S. Senate Committee onthe Budget,
“Realignment of the Yen-Dollar Exchange Rate:
Aspects of the Adjustment Process in Japan”

Discussant: Richard C. Marston, NBER and Wharton
School, University of Pennsylvania

Roundtable on Exchange Rate Policy

Stanley Black, University of North Carolina; Jacob
A. Frenkel, NBER and International Monetary Fund;
Dale W. Henderson, NBER and Georgetown Uni-
versity; and John Williamson, Institute for Interna-
tional Economics

Etfects on Trade and Industry

Joshua Aizenman, NBER and University of Chicago,
“Monopolistic Competition and Labor Market Ad-
justment in the Open Economy”

Discussant: Stephen J. Turnovsky, NBER and Uni-
versity of lllinois

Louka T. Katseli, Athens School of Economics and
Centre for Economic Policy Research, “On the
Effectiveness of Discrete Devaluation in Balance-
of-Payments Adjustment”

Discussant: Alberto Giovannini, NBER and Columbia
University

J. David Richardson, NBER and University of Wis-
consin, “Exchange Rates and U.S. Auto Competi-
tiveness”

Discussant: Robert Lawrence, The Brookings Ins-
titution
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William H. Branson and James P. Love, Princeton
University, “U.S. Manufacturing and the Real Ex-
change Rate”

Discussant: Robert Stern, University of Michigan

Paul R. Krugman, NBER and MIT, “Long-Term Effects
of Misalignment”

Discussant: Kala Krishna, NBER and Harvard Uni-
versity

Commentary: New Directions for Research
Rudiger Dornbusch, NBER and MIT

In the first paper, Branson advances an explanation
for the dollar's misalignmentinthe 1980s, centering on
fiscal policy and the associated federal budget defi-
cits. He argues that the 1981 budget program of the
Reagan administration, by raising real interest rates
and the real value of the dollar, led to a “crowding out”
of both private domestic demand and foreign demand
for U.S. products. The resulting current account defi-
cits, however, eventually had to lead to a lower real
value for the dollar as foreigners accumulated dollar
claims. Branson uses a model of portfolio and saving-
investment behavior to trace the initial riseinthe dollar,
and then to explain its subsequent fall as dollar claims
accumulated and as prospects for a reduction in the
deficit improved (as a result of the Gramm-Rudman-
Hollings legislation of 1985).

Bean investigates the misalignment of the pound
sterling and its effects on British trade. He uses a small-
scale model of the Britisheconomy tostudy alternative
explanations of the appreciation in the real exchange
of the pound by 23 percent between 1978 and 1981. He
finds that the discovery of North' Sea oil and the subse-
guent rise in its price as a result of the Iranian revolution
can explain 12 percent of the appreciation. Bean attrib-
utes much of the remaining appreciation to adverse
supply-side factors (which raise domestic prices rela-
tive to foreign prices). Using time-series data extending
back to 1900, he also searches for evidence of “hys-
teresis” (long-term effects of the misalignment) but
finds only tentative evidence.

Misalignment may be less of a problem for countries
in the European Monetary System (EMS) because they
are committed to fixing bilateral exchange rates between
member currencies. De Grauwe and Verfaille present
evidence showingthatthisisindeed the case. The EMS
also has succeeded in reducing the month-to-month
variability of real exchange rates. Yettrade among EMS
members has grown less rapidly since the beginning of
the EMS. De Grauwe and Verfaille attempt to explain
this growth pattern for trade by estimating a cross-
sectional model of trade flows among EMS and non-
EMS members. The results show that the low growth in
output among EMS countries held down the growth of
trade even while lower exchange rate variability had a
significant effectin expanding trade among EMS mem-
bers. The netresult was lower trade growth in the EMS.

Loopesko and Johnson analyze how the Japanese
economy is adjusting to the recent fall of the dollar. They
present tentative evidence that Japan's trade surplus
has begun tofall in response to the lower dollar butalso
show that this adjustment is proceeding more slowly
than historical experience would suggest. One reason
for the slow pace of trade adjustment is that the yen's
appreciation has been passed through to export prices
less than in the past. This pass-through behavior may
follow anasymmetric pattern thathelpsto protect Jap-
anese market shares when the yen appreciates.

Aizenman specifies a model with overlapping labor
contracts and animperfectly competitive goods market
in which the prices charged may differ from firmto firm.
A monetary shock leads toimmediate wage adjustments
only for those firms with contracts negotiated in the
current period, so the prices charged by firms differ
according to the vintage of the labor contract. This
model can explain the presence of misalignment because
of pure monetary shocks, although the duration of the
misalignment is limited to the longest labor contract.

Katseli investigates one form of imperfect competi-
tion in which firms set prices on the basis of partial
information about aggregate price movements. She
wishes to explain why the response of domestic prices
to changes in exthange rates differs depending on
whether these changes occurinsmallincrements oras
a large-scale devaluation or revaluation. After specify-
ing a model that shows how price predictions depend
on the relative importance of economywide and firm-
specific variances, she uses Greek datato estimate the
relationship between aggregate inflation and the var-
iance of the exchange rate.

Richardson examines one key industry in the United

‘States in which international competition has been

steadily increasing: the auto industry. Using weighted
averages for exchange rates and prices that reflectthe
relative importance of U.S. trade in autos, Richardson
shows that the United States suffered a marked loss of
competitiveness beginning even before the dollar start-
ed appreciating in 1981 as unit labor costs rose faster
in the United States than in its trading partners. This
trend in relative unit labor costs, however, was not
matched by a corresponding change in the relative
prices of U.S. automobiles and those of Japan (the
producer of the three most popular imports). Richard-
son suggests that the voluntary restraint agreements
that constrained Japanese sales may have induced
Japanese manufacturers to raise their profit margins
rather than lower their prices in dollars to reflect this
increased competitiveness.

Branson and Love estimate the effects of changesin
the real exchange rate on 20 manufacturing sectorsin
the United States. Changes in the real exchange rate
had significant effects on employmentin most sectors.
They use their estimate that the dollar’'s misalignment
in 1980-5 reduced manufacturing employment by al-
most one million jobs. They also calculate that most of
the job loss has been sustained by production workers.
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This suggests that manufacturing firms have moved
production overseas while maintaining nonproduction
staffs in the United States.

In the final paper, Krugman investigates three possi-
ble long-run consequences of astrong dollar. First, the
current account deficits of the Reagan years have led
to an accumulation of dollar debt that must be serviced,
but the burden of servicing this debt should be quite
manageable (on the order of $10 billion per year) as
long as foreigners are willing to maintain a fixed ratio
of dollar debt to GNP. Second, a strong dollar should
have caused a decline in investment in manufacturing
as resources shifted to nontradables, but no such de-
cline is evident in the data. Third, the sustained appre-
ciation should have allowed foreign firms to establish
“peachheads” in the American market, but Krugman
finds no evidence of fundamental changes in trade be-
havior. Thus he tentatively concludes that the dollar’s
appreciation has caused less long-term damage to
U.S. industry (the effects on U.S employment are not
addressed) than was originally feared.

In addition to the authors, discussants, and others
on the program, conference participants included:
Thomas Bayard, The Ford Foundation; Colin |. Brad-
ford, NBER .and Yale University; Geoffrey Carliner,
NBER; Susan Collins and Martin Feldstein, NBER and
Harvard University; Charles M. Engel, NBER and Uni-
versity of Virginia; Kenneth A. Froot, NBER and MIT;
Michael Klein, Clark University; and Marie Thursby,
University of Michigan.

A conference volume, to be edited by Richard C.
Marston, will be published early next year. Announce-
ment of this publication will appear in a future issue of
the NBER Reporter.

Issues in the Uruguay Round
of Trade Negotiations

NBER’s Project on Trade Relations held a working
meeting in Washington on May 29 and afollow-up con-
ference in Cambridge on August 14 todiscuss “Issuesin
the Uruguay Round of Multilateral Trade Negotiations.”
Both programs were organized by NBER Research
Associates Robert E. Baldwin and J. David Richardson.

In the morning of the May 29 meeting, staff members
of the Office of the U.S. Trade Representative present-
ed an update on the status of the negotiations with
regard to selected key issues. The presentations were:

Caryl Miller, “The General Structure and Objectives
of the Negotiations”

Richard Self, “Trade in Services: Negotiating Status
and Key Issues”

Len Condon, “Agricultural Negotiations: Status and
Key Issues”

Warren Maruyama, “Subsidies, Dumping, and Other
Unfair Trade Practices: Negotiating Status and
Key Issues”

That afternoon, authors of the papers to be present-
ed at the August 14 conference outlined their research
findings.

The papers presented and discussed at the August
14 conference were:

Geza Feketekuty, Office of the U.S. Trade Repre-
sentative, “Negotiations on Trade in Services”
Discussant: Jeffrey Schott, Institute for International

Economics

Robert L. Thompson, Purdue University, “Agricul-
ture in the Uruguay Round”

Discussant: Fred Sanderson, National Center for
Food and Agricultural Policy

J. David Richardson, NBER and University of Wis-
consin, “Safeguards Issues in the Uruguay Round
and Beyond”

Discussant: William H. Branson, NBER and Princeton
University

Joseph Pelzman, George Washington University,
“The Multifiber Arrangement: Is There a Future
Post Uruguay Round?”

Discussant: William Reinsch, Office of Senator John
Heinz

Robert E. Baldwin, NBER and University of Wiscon-
sin, “Other Issues: North-South Trade Issues, In-
tellectual Property Rights, and Subsidies”

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

Raymond J. Ahearn and Alfred Reifman, Congress-
ional Research Service, “Trade Legislation in 1987:
Congress Takes Charge”

Discussant: Rufus Yerxa, House Ways and Means
Committee

Feketekuty considers how the GATT needs to be
modified in order to serve as a framework for interna-
tional trade in services. He concludes that the services
framework agreement should include provisions re-
garding the transparency of barriers to trade in ser-
vices, the negotiation of binding commitments on mar-
ket access, and national treatment of foreign enterprises
covered by market access commitments. However, the
national treatment concept will have to be augmented
and reinforced with additional principles and rules
covering such issues as the design and implementation
of domestic regulations, the administration of restricted
licensing regimes, and the establishmentofa local pres-
ence in the importing market.

Thompson uses the concept of producer subsidy
equivalent, or the ratio of policy-associated govern-
ment transfers to gross revenues to measure the cost
of agricultural policies in different countries. The OECD
countries recently agreed to use this statisticas a mea-
sure of the extent of economic distortionsin agriculture.

19



i
{
i
i
i

Thompson reports that the average degree of agricul-
tural distortion is 72 percent in Japan, 33 percentin the
European Community (EC), 22 percent in Canada,
New Zealand, and the United States, and 9 percent in
Australia. In discussing the sweeping U.S. Uruguay
Round proposal to eliminate these distortions by phas-
ing out all domestic and international agricultural bar-
riers in ten years, he stresses the need for an across-
the-board negotiation covering all commodities and
for reducing subsidies simultaneously on all goods.
Under the proposal, assistance to farmers would take
the form of income transfers that are not related to
production. Thompson predicts that there will bea 25-
30 percent cut in the degree of agricultural trade dis-
tortions by the OECD nations within the next five years.

The GATT currently allows certain types of actions
to protect domestic producers who are hurtby imports.
However, Richardson notes that dissatisfaction with
these “safeguards” has led countries to use other mea-
sures as substitutes forsafeguards actions. These other
measures include unilateral actions against alleged
unfair trade practices, voluntary restraint agreements
between two countries, and cartel agreements among
groups of countries. He stresses two changes in the
global trading environment since the GAT T'’s safeguard
provisions were adopted as being especially relevant
to current trade issues: the growing mobility of corpo-
rate capital and the related attenuation of unanticipated
adjustment pressures on immobile workers and own-
ers of resources. The mobility of multinational firms
and their professional work force internationalize
ostensibly domestic government policies. In turn, glo-
bally integrated financial markets have created volatile
changes in exchange rates, international competitive-
ness, and goods trade. These changes and the strategic
sensitivity of multinational firms to governments and
to each other have aggravated the adjustment prob-
lems faced by immobile factors.

Because of these developments, Richardson argues
that the use of the most-favored-nation (MFN) princi-
ple in safeguard actions has fewer benefits in today’s
global trading environment than it once did and that a
selective form of safeguards is now more useful. He
also argues that an “arms-length agent,” representing
the member nations of the GATT, who would under-
take mediation, monitoring, and surveillance activities
in safeguards cases would improve the functioning of
the safeguard provisions. He also considers the link-
ages and potential negotiating trade-offs between a
Safeguards Code and Investment and new Subsidies
Codes.

Pelzman reviews the history of international control
of textile and apparel trade, including the country-spe-
cific control programs of the majorimportersand con-
siders whether there is any realistic possibility for the
phaseout of the Multifiber Arrangement (MFA). He
discusses two options: the gradual elimination of the
MFA as part of the larger Uruguay Round negotiations
and rolling back the existing MFA toits initial Protocol.

The first approach would involve the United States
and the EC first phasing out importrestrictions onyarns
and fabrics, which are currently competitive sectors,
and, later on, apparel in return for concessions by the
developing countries in the area of services and agri-
cultural trade. While this solution would resultin alarg-
er decrease in trade distortions, Pelzman believes that
the more politically feasible approach involves a roll-
back to the principles of the original 1973 MFA Protocol.
This would entail such changes as restoring minimum
growth rates of 6 percent annually in all restrained cat-
egories, limiting consultation calls to specific products
from specific countries causingmarket disruption, and
eliminating group and aggregate limits that restrain
products that are not causing market disruption.

In discussing North-South trade issues, Baldwin
notes that the developed countries are less inclined to
give “special and differentialtreatment” for developing
countries in trade matters as a consequence of the
rapid increase in exports of manufactured goods from
the newly industrialized countries (NICs) in recent
years. The resultant increased emphasis by the indus-
trial countries on bilateral negotiationsin orderto open
markets in the developing countries and modify the
nature of the special treatment granted them has im-
portant implications forthe ongoing multilateral nego-
tiations. Baldwin suggests that the developing countries
might find it worthwhile in these negotiations to trade
off tighter balance-of-payment restraints on imports
for agreeing to easier conditions for establishing im-
port injury but without giving up the MEN principle in
the application of safeguard actions. Baldwin also dis-
cusses protecting intellectual property rights and im-
proving the Subsidies Code negotiated in the Tokyo
Round.

Ahearn and Reifman discuss the two omnibus trade
bills that have been passed by the House and Senate.
These bills continue a process begun in 1973 during
consideration of the legislation authorizing the Tokyo
Round whereby Congress is reasserting its authority
in the trade field. The authors find that: (1) the billsare
broadly similar in the trade-negotiating authority they
grant and in the latitude they give the president to im-
pose trade restrictions; (2) the bills are unprecedented
in scope for legislation needed to undertake a trade
negotiation, covering such matters as national security
export controls, foreign corrupt practices, exporttrad-
ing companies, worker retraining and education, and
patent and copyright protection; (3) except for the pro-
tectionist provisions dealing with countervailing and
antidumping duties, the legislation should be regarded
as activist rather than protectionist; (4) the impact of
the bills on U:S. trade policymaking is uncertain, but
probably small; (5) the impact of the bills on U.S.trade
flows will depend heavily on the nature of the negotia-
tions on the bills, how the final provisions are imple-
mented by the administration, and the actions offoreign
governments; and (6) on balance the bills show Con-
gress moving to take charge of trade policy by forcing
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this administration and future ones to address more
systematically the need to balance the economic and
political gains and losses from increased trade.

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 1987/8 issue of
the Reporter is December 1. If you have any questions
about procedures for submitting materials forthe cal-
endar, please call Kirsten Foss Davis at (617) 868-3900.

December 3-4, 1987
Special Meeting of Brookings Panel on Economic Activity,
Brookings Institution

December 3-4, 1987
Annual Conference, international Association of Business
Forecasting®

December 4-5, 1987
Universities Research Conference on Risk and Financial Markets,
NBER

January 9-10, 1988
United States/Japan Savings Rates, NBER

January 12, 1988
Conference on Immigration, Trade, and Labor, NBER

February 5, 1988
Program Meeting: Economic Fluctuations, NBER

February 12, 1988
Program Meeting: State and Local Finance, NBER

February 18-19, 1988
Credit Conference, NBER

February 25-26, 1988
Program Meeting: Financial Markets and Monetary Economics,
NBER

March 11-12, 1988
Annual Conference on Macroeconomics, NBER

March 24-25, 1988
Program Meeting: Taxation, NBER

April 7-8, 1988
Panel on Economic Activity, Brookings Institution

April 22-23, 1988
Public Policy Conference, Carnegie-Melion University-University
of Rochester

Aprll 29-30, 1988
Universities Research Conference on Trade Policies for International
Competitiveness, NBER”

May 12-13, 1988
Income and Wealth: 50th Anniversary Conference, NBER

May 19-21, 1988
The Economics of Aging, NBER

June 2-4, 1988
Conference on Public Finance, NBER

June 8-10, 1988
International Seminar on Macroeconomics, NBER

June 30-July 3, 1988
Annual Meeting, Western Economic Association™

August 8-11, 1988
Annual Meeting, American Statistical Association”

September 15-16, 1988
Panel on Economic Activity, Brookings Institution

September 25-28, 1988
81st Annual Conference, National Tax Association-Tax Institute of
America*

September 25-28, 1988
Annual Meeting, National Association of Business Economists*®

October 7-8, 1988
Conference on Housing, NBER

November 20-22, 1988
Annual Meeting, Southern Economic Association”

December 2-3, 1988
Conference on Savings, NBER

August 14-17, 1989
Joint Statistical Meetings, American Statistical Association”

September 17-20, 1989
Annual Meeting, National Association of Business Economists*®

October 8-11, 1989
82nd Annual Conference, National Tax Association-Tax Institute of
America®

November 19-21, 1989
Annual Meeting, Southern Economic Association®

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

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

Macroeconomists Meet
in Cambridge

Nearly 100 members and guests of NBER'’s Program
in Economic Fluctuations met in Cambridge on July 10
to discuss recent research. The program, organized by
Alan S. Blinder and John Y. Campbell of NBER and
Princeton University, was:

Ray C. Fair and Robert J. Shiller, both of NBER and
Yale University, “Econometric Modeling as Infor-
mation Aggregation” (NBER Working Paper No.
2233)

Discussant: Christopher A. Sims, NBER and Uni-
versity of Minnesota

Alan C. Stockman, NBER and University of Roches-
ter, “Sectorial and National Aggregate Disturbances
to Industrial Output inSeven European Countries”
(NBER Working Paper No. 2313)

Discussant: Kenneth D. West, NBER and Princeton
University

Robert B. Barsky and Jeffrey A. Miron, both of NBER
and University of Michigan, “The Seasonal Cycle
and the Business Cycle”

Discussant: Robert E. Hall, NBER and Stanford Uni-
versity

Stephen Johnson, Harvard University, Laurence J.
Kotlikoff, NBER and Boston University, and William
Samuelson, Boston University, “Can People Com-
pute? An Experimental Testofthe Life-Cycle Con-
sumption Model” (NBER Working Paper No. 2183)

Discussant: Richard Thaler, Cornell University

Laurence Ball, New York University, and David Romer,
NBER and Princeton University, “Real Rigidities
and the Nonneutrality of Money”

Discussant: Robert J. Barro, NBER and Harvard
University

Sanford J. Grossman, NBER and Princeton Univer-
sity, and Guy Laroque, INSEE, “Asset Pricing and
Optimal Portfolio Choice in the Presence of llliquid
Durable Consumption Goods”

Discussant: Robert C. Merton, NBER and MIT

Fair and Shiller develop a method for testing the ability
of econometric models to aggregate information and
apply it to the Fair model. They conclude that the Fair
model outperforms a model that consists of autore-
gressive components of real GNP, which in turn outper-
forms a conventional vector autoregressive model.
Thus it seems to be a good aggregator of information.

Stockman analyzes sources of disturbances to output
growth, using data from seven OECD countriesandthe
United States. With some qualification, he argues that
productivity shocks mainly produce industry-specific
disturbances, while changes in macroeconomic policy
primarily generate nation-specific disturbances. Stock-
man concludes that differences in national policies play
a major role in output fluctuations.

Seasonal fluctuations are thought to be generated by
a fundamentally different process than conventional
business cycles are. But in their paper, Barsky and Miron
demonstrate that each of the major stylized facts about
the business cycle also applies to the seasonal cycle.
That is, at seasonal frequencies as well as at business-
cycle frequencies, output movements across broadly
defined sectors are positively correlated. Labor pro-
ductivity is procyclical; consumption and leisure move
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in opposite directions; prices vary less than quantities
do; and prices fluctuate mildly procyclically.
Johnson, Kotlikoff, and Samuelson study the life-
cycle/permanent-income theory, which perhaps is the
cornerstone of contemporary macroeconomic analy-
sis. For their study, they asked Boston University stu-
dents what consumption choices they would make if:
they were single, faced no uncertainty, had specified
levels of future earnings and current assets, knew what
their ages at retirement and death would be, and could
borrow and save at a specified interest rate. The re-
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sponses of the students suggest a widespread inability
to make coherent and consistent decisions about con-
sumption. A sizable fraction of the students under-
valued their future earnings relative to their current
assets; this could lead to systematic oversaving. The
authors conclude that the standard time-separable,
life-cycle model is inaccurate.

Ball and Romer argue that while the relative inertia
of prices is not sufficient to explain the existence of
nominal price rigidities, it may play an important role
in explaining the magnitude of those rigidities. The
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intuition underlying Ball and Romer’s results is that
adding the costs of changing relative pricesto the (small)
fixed costs of changing nominal prices will lower the
net benefit from adjusting prices. Therefore, it increases
the likelihood that quantities, rather than prices, will
adjust to nominal disturbances. Overall, the addition
of relative price inertia increases the distortion between
the private and social benefits of nominal price changes
that result from nominal disturbances.

The consumption-based capital asset pricing model
(CCAPM) is often rejected statistically while the stan-
dard, one-factor, market-portfolio-based capital asset
pricing model (CAPM) is confirmed. But if individuals
can adjust consumption costlessly, then the two theo-
ries are equivalent. In their paper, Grossman and La-
roque break the link between the two asset pricing
theories. They analyze a model of optimal consump-
tion and portfolio selection in which consumption ser-
vices are generated by holding a durable good. The
durable good is illiquid: a transaction cost must be
paid when the good is sold. Consumption is nota smooth
function of wealth; itis optimal for the consumer to wait
until a large change in wealth occurs before adjusting
consumption. As a consequence, the CCAPM fails to
hold, while the CAPM remains valid.

Reprints Available

The following NBER Reprints, intended for nonprofit
education and research purposes, are now availa-
ble. (Previous issues of the NBER Reporter list titles
1-852 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.
Advance payment is required on orders totaling less
than $10.00. Reprints must be requested by number, in
writing, from: Reprint Series, National Bureau of Eco-
nomic Research, 1050 Massachusetts Avenue, Cam-
bridge, MA 02138.

853. “Exchange Rate Management: Intertemporal Trade-
Offs,” by Elhanan Helpman and Assaf Razin, 1987
(NBER Working Paper No. 1590)

854. “Using Survey Datato Test Standard Propositions
Regarding Exchange Rate Expectations,” by Jeffrey
A. Frankel and Kenneth A. Froot, 1987 (NBER Work-
ing Paper No. 1672)

855.

856.

857.

858.

859.

860.

861.

862.

~ 863.

864.

865.

866.

867.

868.

869.

“A Skeptical Note on the New Econometrics,” by
Alan S. Blinder, 1986 (NBER Working Paper No.
1092)

“The Asset Price Approach to the Analysis of Cap-
ital Income Taxation,” by Lawrence H. Summers,
1985 (NBER Working Paper No. 1356)

“Annuity Markets, Savings, and the Capital Stock,”
by Laurence J. Kotlikoff, John B. Shoven, and Avia
Spivak, 1987 (NBER Working Paper No. 1250)

“Capital Flows, the Current Account, and the Real
Exchange Rate: Some Consequences of Stabiliza-
tion and Liberalization,” by Maurice Obstfeld,
1986 (NBER Working Paper No. 1526)

“Commodity Export Prices and the Real Exchange
Rate in Developing Countries: Coffee in Colombia”
by Sebastian Edwards, 1986 (NBER Working Paper
No. 1570)

“The Dynamic Demand for Capital and Labor,” by
Matthew D. Shapiro, 1986 (NBER Working Paper
No. 1899)

“Estimates of the Value of Patent Rights in Euro-
pean Countries during the Post-1950 Period,” by
Mark A. Schankerman and Ariel Pakes, 1986 (NBER
Working Paper No. 1650)

“The Failure of Ricardian Equivalence under Pro-
gressive Wealth Taxation,” by Andrew B. Abel,
1986 (NBER Working Paper No. 1983)

“Money Announcements, the Demand for Bank
Reserves, and the Behavior of the Federal Funds
Rate within the Statement Week,” by John Y. Camp-
bell, 1987 (NBER Working Paper No. 1806)

“Seasonal Fluctuations and the Life-Cycle-Per-
manent-Income Model of Consumption,” by Jeffrey
A. Miron, 1986 (NBER Working Paper No. 1845)

“A Test of Static Equilibrium Models and Rates of
Return to Quasi-Fixed Factors, with an Application
to the Bell System,” by Mark A. Schankermanand
M. Ishaq Nadiri, 1986 (NBER Working Paper No.
1259)

“U.S. Money Announcements and Covered Inter-
est Parity: The Case of Japan,” by V.Vance Roley,
1987 (NBER Working Paper No. 1858)

“Capital Utilization and Capital Accumulation:
Theory and Evidence,” by Matthew D. Shapiro,
1986 (NBER Working Paper No. 1900)

“Estimating the Effects of R and D on Bell System
Productivity: A Model of Embodied Technical
Change,” by Mark A. Schankerman, RobertJ. Gor-
don, and Richard H. Spady, 1986 (NBER Working
Paper No. 1607)

“Fiscal Prerequisites for a Viable Managed Ex-
change Rate Regime: A Nontechnical Eclectic In-
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troduction,” by Willem H. Buiter, 1986 (NBER Work-
ing Paper No. 2041)

870. “Life Insurance of the Elderly: Adequacy and De-
terminants,” by Alan J. Auerbach and Laurence J.
Kotlikoff, 1987 (NBER Working Paper No. 1737)

871.“Misconceptions, Moral Hazard, and Incentivesin
Groups,” by Martin Gaynor, 1986 (NBER Techni-
cal Working Paper No. 35)

872. “Employment While in College, Academic Achieve-
ment, and Post-College Outcomes,” by Ronald G.
Ehrenberg and Daniel R. Sherman, 1986 (NBER
Working Paper No. 1742)

873. “Asset Markets, Tariffs, and Political Risk,” by Alan
C. Stockman and Harris Dellas, 1986 (NBER Work-
ing Paper No. 1413)

874.“The Development and Role of the National Bu-
reau’s Business Cycle Chronologies,” by Geoffrey
H. Moore and Victor Zarnowitz, 1986 (NBER Work-
ing Paper No. 1394) "

875. “Empirical Tests of Alternative Models of Interna-
tional Growth,” by Laurence J. Kotlikoff and Edward
E. Leamer, 1987 (NBER Working Paper No. 1414)

876. “Major Changes in Cyclical Behavior,” by Victor
Zarnowitz and Geoffrey H. Moore, 1986 (NBER
Working Paper No. 1395)

877.“Tobin’s Q and Financial Policy,” by Robert S.
Chirinko, 1987 (NBER Working Paper No. 2082)

878. “Implications of the U.S. Net Capital Inflow,” by
Benjamin M. Friedman, 1986 (NBER Working Paper
No. 1804)

879. “Increasing Indebtedness and Financial Stability
in the United States,” by Benjamin M. Friedman,
1986 (NBER Working Paper No. 2072)

880. “The Record and Improvability of Economic Fore-
casting,” by Victor Zarnowitz, 1986 (NBER Working
Paper No. 2099)

881.“Macroeconomic Planning and Disequilibrium:
Estimates for Poland, 1955-80,” by Richard Portes,
Richard E. Quandt, David Winter, and Stephen
Yeo, 1987 (NBER Working Paper No. 1182)

882.“The Costs of Worker Displacement,” by Daniel S.
Hamermesh, 1987 (NBER Working Paper No. 1495)

883.“U.S. Macroeconomic Policy and Performance in
the 1980s: An Overview,” by Frederic S. Mishkin,
1987 (NBER Working Paper No. 1929)

884. “Social Security: AFinancial Appraisal Across and
Within Generations,” by Michael J. Boskin, Lau-
rence J. Kotlikoff, Douglas J. Puffert, and John B.
Shoven, 1987 (NBER Working Paper No. 1891)

885. “Concepts and Measures of Earnings Replacement

during Retirement,” by Michael J. Boskin and John
B. Shoven, 1987 (NBER Working Paper No. 1360)

886. “State Personal Income and Sales Taxes, 1977-83,”
by Daniel E. Feenberg and Harvey S. Rosen, 1986
(NBER Working Paper No. 1631)

887.“Comparable Worth Wage Adjustments and Fe-
male Employment in the State and Local Sector,”
by Ronald G. Ehrenberg and RobertS. Smith, 1987
(NBER Working Paper No. 1471)

888. “Inflation Stabilization with Incomes Policy Sup-
port,” by Rudiger Dornbusch and Mario Henrique
‘Simonsen, 1987 (NBER Working Paper No. 2153)

889. “News from the United States and Japan: Which
Moves the Yen/Dollar Exchange Rate?” by Taka-
toshi Itoand V. Vance Roley, 1987 (NBER Working
Paper No. 1853)

890. “Mutual Fund Performance Evaluation: A Com-
parison of Benchmarks and Benchmark Compari-
sons,” by Bruce N. Lehmann and David M. Modest,
1987 (NBER Working Paper No. 1721)

891.“The Incentive Effects of Private Pension Plans,”
by Laurence J. Kotlikoff and David A. Wise, 1987
(NBER Working Paper No. 1510)

892. “Exchange Rate Economics: 1986,” by Rudiger
Dornbusch, 1987 (NBER Working Paper No. 2071)

893. “Exchange Rates and Prices,” by Rudiger Dorn-
busch, 1987 (NBER Working Paper No. 1769)

Technical Papers Series

The following study in the NBER Technical Working
Papers series is 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. Prepayment is required for
all orders under $10.00.

62. “Consistent Covariance Matrix Estimation with
Cross-Sectional Dependence and Heteroskedas-
ticity in Cross-Sectional Financial Data,” by Kenneth
A. Froot, August 1987 (JEL No. 210)
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Burcan Books

Annual Volume on
Macroeconomics Is Available

NBER Macroeconomics Annual, 1987, edited by
Stanley Fischer, is now available from The M.I.T. Press.
The annual is designed to link theoretical and empirical
developments in macroeconomics with specific exam-
ples and problems in the real world.

This volume contains six articles that were presented

at a conference in Cambridge in March 1987, and the
comments and discussion of each. Kevin Murphy and
Robert Topel analyze why the unemployment rate has
increased since the late 1960s. Julio J. Rotemberg evalu-
ates the microeconomic foundations of Keynesian mac-
roeconomics. Jeffrey A. Frankel and Richard Meese
study exchange rate fluctuations. Paul M. Romer exam-
ines the recent productivity slowdown in the United
‘States and its relationship to long-term economic
growth. Kemal Dervis and Peter Petrianalyze the growth
of 20 middle-income countries and the particular suc-
cess of Korea in contrastto Turkey. Finally, B. Douglas
Bernheim asks how government budget deficits affect
national saving, the interest rate, and the balance of
payments.

The cost of the annual is $25.95 for the hardcover
and $12.95 for the paperback. It can be ordered direct-
ly from: The M.I.T. Press, 55 Hayward Street, Cam-
bridge, MA 02142.

Taxes and Capital Formation

Taxes and Capital Formation, edited by Martin Feld-
stein, is now available from the University of Chicago

Press for $15.00. This volume includes seven short,
nontechnical versions of papers prepared fora Bureau
project on the effects of taxation on capital accumula-
tion. (The more technical volume was published by the
University of Chicago Press earlier this year.) It also
includes brief summaries of the other studies that ap-
peared in the technical volume.

Taxes and Capital Formation is writtenin a style that
makes it accessible to a broad audience, includingindi-
viduals in business and government. It also will beinter-
esting and useful to students and professors of eco-
nomics, public policy, business, and law.

Martin Feldstein is the George F. Baker Professor of
Economics at Harvard University and President of the
NBER.

Collection by Anna Schwartz
Is Published

Money in Historical Perspective, a collection of 16
papers by Anna J. Schwartz with an introduction by
Michael D. Bordo and Milton Friedman, is now availa-
ble from the University of Chicago Press. The price is
$51.00.

These papers span Schwartz's distinguished career
and are among her most cited articles on monetary
economics. The first group, dating from 1947 to the
present, examine money and banking in the United
States and United Kingdom from a historical perspec-
tive. The second group of papers, written over the past
two decades, discuss the importance of stable money.
Finally, the volume concludes with four recent articles
on international monetary arrangements, including
Schwartz's well-known work on the gold standard.

Schwartz has been affiliated with NBER since 1941.

‘She was named a Research Associate Emerita in 1385.

Current Working
Papers

Individual copies of NBER Working Papers are avail-
able free of charge to corporate associates and other
supporters of the National Bureau. Others can receive
copies of the Working Papers by sending $2.00 per
copy to Working Papers, National Bureau of Economic
Research, 1050 Massachusetts Avenue, Cambridge,
MA 02138. Please make checks payable to the National
Bureau of Economic Research, Inc.
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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
June 1987 are presented below. For previous Working
Papers, see past issues of the NBER Reporter. The
Working Papers are intended to make results of NBER
research available to other economists in preliminary
form to encourage discussion and suggestions for re-
vision before final publication. Working Papers are not
reviewed by the Board of Directors of NBER.

Monopolistic Competition, Credibility, and
the Output Costs of Disinflation Programs:
An Analysis of Price Controls

Sweder van Wijnbergen
Working Paper No. 2302
June 1987

Brazil, Argentina, and Israel all used price controls
as part of disinflation programs in 1985-6. In each case,
the controls were intended to break an “inertial” com-
ponent of inflation. This paper focuses on a specific
mechanism through which inflationinertia can emerge:
the interaction between lack of credibility in announce-
ments of government monetary policy and the price-
setting behavior of forward-looking firms. | show that
this interaction can lead toinertia extending well beyond
the price-setting period; that is important, since the
price-setting period is likely to be short in economies
with high inflation.

| develop amacromodel of an open economy inwhich
. firms set prices before uncertainty about government
monetary policy is resolved. Lack of credibility then
leads to output losses during a disinflation program. |
demonstrate the effects of price controls and show that
their temporary use can be defended on welfaregrounds.
The paper analyzes asset price behavior during disin-
flation programs with and without price controls and
the influence of credibility problems. | discuss nominal
and real interest rates, the stock market, and exchange
rates. Finally, | show that if past government policy
conveys any information about future government pol-
icy, then cheating on current announcements of tight
policy buyscurrentemploymentgains during the price
control period at the cost of higher inflation afterward.
Sustaining low inflation after the price control period
thus requires restrictive monetary policy during the
price control period.

Tests of International CAPM
with Time-Varying Covariances

Charles M. Engel and Anthony P. Rodrigues
Working Paper No. 2303

July 1987

JEL No. 431

We perform a maximum-likelihood estimation of a
model of international asset pricing based on the Capi-
tal Asset Pricing Model (CAPM). We test the restric-
tions imposed by CAPM against a more general asset
pricing model. The “betas” in our CAPM vary over time
for two reasons: the supplies of the assets (govern-
ment obligations of France, Germany, Italy, Japan, the
United Kingdom, and the United States) change over
time, and so do the conditional covariances of returns
on these assets. We let the covariances change over
time as a function of macroeconomic data. We also
estimate the model when the covariances follow a mul-
tivariate ARCH process. When the covariance of fore-
cast errors are time-varying, we can identify a modified
CAPM with measurement error. We also estimate this
model. We find that the model in which the CAPM re-
strictions are imposed (which involves cross-equation
constraints between coefficients and the variances
of the residuals) performs much better when variances
are not constant over time. Nonetheless, we reject
the CAPM in favor of the less restricted model of asset
pricing.

Productivity Levels and Productivity
Change under Unionism

Steven G. Allen
Working Paper No. 2304
July 1987

This paper examines how unions affect the rate of
change of productivity over time. Economic theory
cannot predictthe direction of union impact: firms may
tend to select more productive technologies to offset
the cost of higher union wages, or they may tend to
select less productive technologies to keep unionwage
demands in line. Evidence from manufacturing indus-
tries indicates that unions have not affected productivity
growth. In the construction industry, however, produc-
tivity growth has been much slower in areas in which
there is a high initial level of unionization or where union-
ization is growing.
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Homeownership Rates of Married Couples:
An Econometric Investigation

Donald R. Haurin, Patric H. Hendershott,
and David C. Ling

Working Paper No. 2305

July 1987

JEL Nos. 323, 932

Homeownership patterns for young (under 45) mar-
ried couples are striking in two respects. First, owner-
ship rates rise dramatically with age: couples 35-44
consistently have ownership rates nearly 50 percent-
age points higher than couples under 25 have. Sec-
ond, one-half of the sharp ownership gains of young
married couples in the 1970s were reversed in the first
half of the 1980s. These patterns do not hold either for
single or other households, or formarried couplesover 44.

To understand this variability by age and over time,
we analyze the behavior of young married couples
using aggregate income/age data from the 1973-83
Annual (American) Housing Surveys (AHS). House-
hold income affects housing choice both directly (the
taste for ownership rises with income) and indirectly
(the cost of owning declines as income rises because
of the greater value of investment in a nontaxed asset
forinvestors in higher tax brackets). Age affects hous-
ing choice because older households have higher in-
comes, are less mobile (annual-equivalenttransactions
costs are lower), have more wealth (portfolio diversifi-
cation for owner-occupiers is easier), and have more
certain income (and are thus more willingtocommitto
ownership).

We compute price and income elasticities for hous-
ing choices; interpret the rise in ownership rates be-
tween 1973 and 1979, and the subsequent decline; and
predict the impact of the Tax Reform Act of 1986.

Wage Structures and Labor Turnover
in the United States and Japan

Jacob A. Mincer and Yoshio Higuchi
Working Paper No. 2306

July 1987

JEL No. 800

The starting point of this study is the proposition
that intensive formation of human capital on the job is
the basic proximate reason for the strong degree of
worker attachment to the firm in Japan. The greater
emphasis on training and retraining, much of it specif-
ic to the firm, also results in steeper wage trajectories,
because of growth of skills in the firm.

We explore this insight more thoroughly by a de-
tailed use of microdata for the two countries: we mea-
sure wage profiles and turnover in age groups, and we
test the inverse relationship between the two on indus-
try sectors within each of the countries.

Using productivity growth indexes for industries in
the United States and in Japan, we test the hypothesis
that rapid technical change that induces greater and
continuous training is responsible for steeper profiles
and hence is indirectly responsible for less turnover.
We confirm the hypothesis on the sectorial level in
both countries.

Finally, we try to standardize for the cultural back-
ground of workers by observing a sample of Japanese
plantsin the United States thatemploy American work-
ers and use Japanese labor policies in recruitmentand
training. We find that steeper tenure-wage slopes and
lower turnover make this sample more like Japan than
the United States.

U.S. Firms in Latin American
Service Industries

Magnus Blomstrom and Robert E. Lipsey
Working Paper No. 2307

July 1987

JEL Nos. 440, 121, 635

The participation of U.S. service industry firms in
Latin American markets for services consists mainly of
the activities of U.S.-owned affiliates operating in Latin
America and very little of direct exports of services
from the United States. The important policy issues
thus involve barriers to the establishment and operation
of affiliates in host countries rather than trade barriers.
Since direct investment rather than trade is at issue,
the comparative advantages that are important are
those of U.S. multinational firms rather than those of
the United States as a country.

The characteristics we observe in U.S. multinationals
in these industries, particularly their low R and D inten-
sity, are not those usually associated with the compar-
ative advantages of U.S. multinationals. However, their
skill intensity is relatively high. A more detailed break-
down of the sector does show at least some industries,
particularly in finance, in which skill levels are very
high, and these are the most likely candidates formajor
gains for U.S. multinationals. Nevertheless, U.S. shares
in the Latin American service sector are very small over-
all and not likely to reach the levels in manufacturing
or petroleum in the foreseeable future.

28



A Positive Theory of Fiscal Deficits
and Government Debt in a Democracy

Alberto Alesina and Guido Tabellini
Working Paper No. 2308

July 1987

JEL No. 023

This paper considers an economy in which policy-
makers with different preferences concerning fiscal
policy alternate in office as aresult of democratic elec-
tions. We show that in this situation, government debt
becomes a strategic variable that each policymaker
uses to influence the choices of his successors. In par-
ticular, if different policymakers disagree about the
desired composition of government spending between
two public goods, then the economy exhibits a bias to-
ward deficits. Thatis, debtaccumulation is higher than
it would be with a social planner. Accordingto our mod-
el, the equilibrium level of government debt is larger,
the degree of polarization between alternating govern-
ments is larger, and it is more likely that the current
government will not be reelected. The paper has empir-
ical implications that may contribute to explaining the
current fiscal policies inthe United States and in sever-
al other countries.

Political versus Currency Premia in
International Real Interest Differentials:
A Study of Forward Rates for 24 Countries

Jeffrey A. Frankel and Alan T. MacArthur
Working Paper No. 2309

July 1987

JEL No. 431

Different approaches to quantifying the degree of
capital mobility for a cross section of currencies—par-
ticularly saving-investment correlations and tests of
real interest parity—seem to show a surprisingly low
degree of financial market integration. We use a-new
data set—forward rate data for 24 countries, including
many small industrialized countries and seven LDCs
—to decompose the real interest differential into two
parts: the covered interest differential, or political pre-
mium, and the real forward discount, or currency pre-
mium. Inturn, the latter can be decomposed into the ex-~
change risk premium and expected real depreciation.

For our sample period of 1982 to 1987, we find a high
degree of capital mobility across political boundaries
for most of the G-11 countries, plus Hong Kong and
Singapore. Even for most ofthe other LDCs and smaller
industrialized countries, where covered interest parity
clearly fails, the political premium is not as big a com-
ponent of the real interest differential as the currency
premium is. France appears to have higher capital mo-
bility than most countries do, by the criterion of real

interest differentials, butin facthas low capital mobility
by the criterion of coveredinterest differentials. Thatis
aclearexample of thesuperiority of the latter criterion.

Exchange Rate Policy Reconsidered

Richard C. Marston
Working Paper No. 2310
July 1987

JEL No. 430

The Bretton Woods Conference of 1944, which fixed
exchange rates for over 25 years, is often cited as a
model of economic cooperation among countries. Yet
over 15 years have elapsed since the breakdown ofthe
Bretton Woods System without any serious efforts to
restore fixed exchange rates among the currencies of
the major industrial countries. This paper considers
why governments may have refrained from “reform-
ing” the exchange rate system.

The first section of the paper examines the principal
problem that exchange rate policy is designed to ad-
dress: variability. The paper distinguishes betweenthe
short-run volatility of exchange rates, which firms can
hedge against in the financial markets, and longer-
term swings in real exchange rates, which can lead to
costly resource reallocation.

The paper reviews evidence concerning the effec-
tiveness of exchange market intervention, which sug-
gests that intervention may not be effective unless it is
monetized. The paper goes on to analyze arguments
concerning fixed exchange rates, and to assess the
experience of two fixed rate systems: Bretton Woods
and the European Monetary System. Finally, the paper
examines the target zone system that has been pro-
posed as an alternative to freely floating and fixed ex-
change rates.

Menu Costs and the Neutrality of Money

Andrew S. Caplin and Daniel F. Spulber
Working Paper No. 2311
July 1987

We present a model of endogenous price adjustment
under money growth. Firms follow pricing policies and
price revisions are imperfectly synchronized. In the
aggregate, price stickiness disappears and money is
neutral. We also investigate the connection between
firm price adjustment and relative price variability in
the presence of monetary growth. Theresults contrast
with those obtained in models with exogenous fixed
timing of price adjustment.
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Inflation: Theory and Evidence

Bennett T. McCallum
Working Paper No. 2312
July 1987

JEL Nos. 130, 023

This survey attempts to cover an extremely broad
topic by organizing around three sets of issues: ongo-
ing (steady-state) inflation; cyclical interaction of in-
flation with real variables; and positive analysis of mone-
tary policy behavior. With regard to ongoing inflation,
the paper demonstrates that the principal conclusions
of theoretical analysis are not highly sensitive to details
of model specification, provided that the latter posits
rational agents free of money illusion. Whether one as-
sumes finite-lived or infinite-lived agents, such models
suggest that: steady-state inflation rates will conform
fairly closely to money stock growth rates; superneu-
trality is not strictly implied, but departures should be
minor; and socially optimal inflation rates correspond
to the Chicago Rule. The firsttwo of these conclusions
are consistent with available evidence.

With regard to the cyclical interaction of inflation
with aggregate output and employment, there is much
less professional agreement: four classes of aggre-
gate-supply (or Phillips curve) theories are currently
in use by researchers and at least two have been able to
withstand attempts at refutation thus far.

With regard to policy, a leading question is why, over
the postwarera, the authorities have behaved in a man-
ner that has resulted in a manifold increasein the price
level of most industrialized nations. A full answer will

require a better theory of the political process than is -

now available, butanimportantinsight regarding infla-
tionary bias is suggested by models that focus on the
effects of “discretionary” period-by-period decision-
making by a monetary authority that seeks to avoid
unemployment as well as inflation.

Sectorial and National Aggregate
Disturbances to Industrial Output
in Seven European Countries

Alan C. Stockman
Working Paper No. 2313
July 1987

JEL No. 131

A class of real business cycle models suggests that
shocks to technology can explain aggregate fluctua-
tions in output and employment. This paper begins
from the premise that shocks to productivity may vary
across industries but are unlikely to vary systematical-
ly across national boundaries for a set of developed

countries. However, alternative sources of macroeco-
nomic fluctuations, such as those caused by nation-
specific government policies, may produce variations
in output growth across nations that are common to
industries. This paper discusses these implications
within the context of a simple theoretical model. Then
the paper decomposes the quarterly and annual growth
rate of industrial production in two-digit manufacturing
industries in seven European countries and the United
States into components that are specific to industries
but common to nations and idiosyncratic components.
Shocks that are nation-specific and common toindus-
tries are important, which casts doubt on the hypothesis
that most macroeconomic fluctuations can be ascribed
to shocks to technology.

Income Originating in the State
and Local Sector

Charles R. Hulten and Robert M. Schwab
Working Paper No. 2314

July 1987

JEL No. 324

In this paper we develop an accounting framework
forthe state and local sector consistentwith the account-
ing framework for the private sector of the economy.
We show that the public sector capital stock generates
an imputed return that takes the form of a reduction in
local taxes. Failure to recognize this income distorts the
measurement of the output of this sector, confuses the
debate over federal tax reform, and hides the distinction
between general subsidies for capital formation.

Our implementation of those accounts for 1959-85
indicates that current national income accounting
procedures misstate the amount ofincome originating
in the state and local sector. In recent years, this mis-
statement has been on the order of $100 billion. We
also show that the state and local sector is one of the
more capital-intensive sectors of the economy.

Costly Adjustment and Limited Borrowing:
A Welfare Analysis of Policies
to Achieve External Balance

Joshua Aizenman and Marcelo Selowsky
Working Paper No. 2315

July 1987

JEL No. 400

This paper develops a framework for the analysis of
adjustment to adverse shocks in the presence of limit-
ed access to the international credit market. We con-
sider an economy that produces traded and nontraded
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goods and experiences a permanent, unanticipated
drop in the availability of external resources. A direct
effect of the shock is that previous consumption and
production patterns are not feasible anymore, and the
economy consequently must undergo an adjustment
that will allow it to regainits external balance. We intro-
duce several frictions in the form of time-dependent
reallocation costs and nominal labor contracts. We
assess the welfare consequences of restricted access
to the capital market by comparing the welfare loss
induced by the drop in income between the cases of
credit rationing and perfect access to international
credit.

Our analysis demonstrates that restricted borrow-
ing has three effects—the intertemporal cost, the con-
temporaneous reallocation cost, and the dead-weight
loss in the labor market. Restricted access to interna-
tional capital markets requires a greater real deprecia-
tion, implying greater reallocation of resources and
consequently a greater loss of outputin the short run.
Access to the capital market will require smaller con-
temporaneous reallocation, allowing partial postpone-
ment of the adjustment to the future, when it will be
associated with lower costs. In general, these costs
can have a first-order effect. With nominal wage con-
tracts, we will observe potential losses inthe labormar-
ket caused by nominal rigidities. These effects can be
(at least partially) overcome by optimal devaluation.
Our analysis demonstrates that the effect of limited
access to international credit is increased welfare loss
because of nominal contracts, consequently necessi-
tating a larger devaluation. We conclude that capital
flows and credit assistance can have substantial bene-
fits in reducing the welfare cost of adjustmentto adverse
real shocks.

Implicit Contracts, Labor Mobility,
and Unemployment

Richard J. Arnott, Arthur Hosios,
and Joseph E. Stiglitz

Working Paper No. 2316

July 1987

The inability of firms to monitor their employees’
search efforts forces a trade-off between risk-bearing
and incentive considerations when designing employ-
ment-related insurance. Since the provision of insur-
ance against firm-specific shocks adversely affects
workers’ incentives to find better jobs, the optimal con-
tract provides only partial insurance. It prescribes low
wages and underemploymentto encourage workers to
leave low-productivity firms and high wages and over-
employment to encourage workers to stay at high-
productivity firms. It also employs quits and layoffs as

alternative means of inducing separations at low-pro-
ductivity firms; the mix depends on the relative efficiency
of the on- and off-the-job search technologies.

Our analysis of implicit contracts with asymmetric
search information establishes that any consistent ex-
planation for worksharing, layoffs, severance pay,
quits, and unemployment must focus on questions of
labor mobility.

No Room for Weak Links in the Chain
of Deposit Insurance Reform

Edward J. Kane
Working Paper No. 2317
July 1987

Unrecognized and deferred losses at financial insti-
tutions with insured deposits currently impair the ca-
pacity of the nation’s principal deposit insurers (the
FDIC and FSLIC) to discipline failing institutions and
to discipline or take over insolvent ones. These agen-
cies’ accrued but unreported losses far exceed their
explicit financial resources. Moreover, their backlog of
unresolved problem cases far exceeds the workload
that their existing staffs can handle.

What holds the deposit institution together is finan-
cial market participants’ so far unshakable faith that
politicians and bureaucrats cannot afford to let the
FDIC and FSLIC renege on the obligations that they
and their predecessors have permitted these agencies
to assume. Underlying this belief is a conjectural eco-
nomic assessment of the strength and constancy of
incentives that direct elected politicians to bail out
politically sensitive enterprises.

This paper addresses three tasks: (1) to clarify the
defects in the information, monitoring, regulatory-re-
sponse, and incentive subsystems of federal deposit
insurance which, by subsidizing institutional risktak-
ing, led so many deposit institutions and theirinsurers
into economic insolvency; (2) to identify a generic mix
of reforms that in principle could put the system right
again; and (3) to explain how far proposals for reform
that hold a place on the active legislative and regulato-
ry agenda fall short of this ideal.

Financial Fragility and
Economic Performance

Ben S. Bernanke and Mark Gertler
Working Paper No. 2318

July 1987

JEL Nos. 313, 131

Applied macroeconomists (for example, Eckstein
and Sinai [1986]) have stressed the role of financial
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variables, such as firm balance sheet positions, in the
determination of investment spending and output. Our
paper presents a formal analysis of this link. We devel-
op a model of the process of investmentfinance in which
there is asymmetric information between borrowers
and lenders about the quality of investment projects
and about the borrower’s effort. In this model, the high-
er the cost of external investment finance under the
optimal contract, the worse the borrower’s balance
sheet position (that is, the lower his net worth) will be.
In general equilibrium, the lower borrower networth s,
the further the number of projects initiated and the
average quality of undertaken projects will be from the
unconstrained first-best.

We charaeterize a “financially fragile” situation as
one in which balance sheets are so weak thatthe econ-
omy experiences substantial underinvestment, misal-
location of investment resources, and possibly even a
complete investment collapse. Our policy analysis
suggests that, under some circumstances, govern-
ment “bailouts” of insolvent debtors may be a reason-
able alternative in periods of extreme financial fragility.

Why Have Private Saving Rates in the
United States and Canada Diverged?

Chris Carroll and Lawrence H. Summers
Working Paper No. 2319

July 1987

JEL No. 321

One of the central questions in macroeconomics for
many years has been: Can government policy affect
private saving rates and, if so, to what extent and through
what channels? The question has remained controver-
sial because, as with other macroeconomic questions,
experiments to check divergent hypotheses cannot be
performed deliberately. Therefore, economists must
rely on the often dubious evidence from the limited ex-
periments endowed us by nature and history.

This paper discusses the results of an exceptionally
good natural experiment that has been provided by
Canada and the United States over the past 35 years.
After moving in tandem for almost 25 years, American
and Canadian private saving rates have diverged dra-
matically over the last decade. The primary conclusion
emerging from our analysis of this phenomenon is that
tax policies can have a potent impact on private saving
behavior. Differencesintaxstructures,andin theinter-
actions of taxation andinflation, appear to be important
factors explaining the divergent behavior of the Ameri-
can and Canadian private saving rates. Recognizing
the importance of asset revaluations, caused partially
but not entirely by tax effects, also helps to explain the
different behavior of U.S. and Canadian saving. There
also may be arelationship between government deficits
and the private saving differential.

Declining Unionization in Construction:
The Facts and the Reasons

Steven G. Allen
Working Paper No. 2320
July 1987

This paper documents and examines the forces be-
hind the decline of unionization in the construction
industry. The proportion of construction workers be-
longing to unions has dropped from slightly less than
one-half in 1966 to less than one-third in 1984. The em-
ploymentshare of union contractors has declined even
further because the fraction of union members working
in the open shop rose from 29 to 46 percent between
1973 and 1981. Animportant factorin the initial decline
in the percentage unionized was the growth inthe union-
nonunion wage gap between 1967 and 1973. However,
the gap did not widen any further after 1973 and actually
has narrowed substantially since 1978. A key subse-
quent factor has been the erosion of the productivity
advantage of union contractors, which dropped sub-
stantially between 1972 and 1977 and vanished by 1982.
The decline of unionization is unrelated to changes in
worker characteristics or to changes in the mix andlo-
cation of construction activity.

The Mundell-Fleming Model:
A Quarter Century Later

Jacob A. Frenkel and Assaf Razin
Working Paper No. 2321

July 1987

JEL No. 431

The Mundell-Fleming model of international macro-
economics originated in the writings of Robert A. Mun-
dell and J. Marcus Fleming in the early 1960s. The key
contribution of the model has been a systematic analy-
sis of the role played by international capital mobility
in determining the effectiveness of macroeconomic
policies under alternative exchange rate regimes. Dur-
ing the ensuing quarter century, the model was ex-
tended in various directions and is stillthe main “work-
horse” of traditional open economy macroeconomics.

This paper develops an exposition that integrates
the various facets of the model and incorporates its
extensions into a unified analytical framework. The
distinction between short-run and long-run effects of
policies, the implication of debt and tax financing of
government expenditures, the role of the exchange
rate regime in this regard, and debt revaluation and
trade balance revaluation effects associated with ex-
change rate changes are all highlighted. The resulting
integration clarifies the key economic mechanisms
operating in the Mundell-Fleming model and helps to
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identify its limitations. Among these is the neglect of
intertemporal budget constraints and of the conse-
quences of forward-looking behavior consistent with
this constraint. The formulation in the paper casts the
model in a manner that facilitates comparisons with
more modern approaches. In so doing, the exposition
provides a bridge between the traditional andthe more
modern approaches tointernational macroeconomics.

Treasury Bill Futures as Hedges
Against Inflation Risk

Jayendu Patel and Richard J. Zeckhauser
Working Paper No. 2322
July 1987

An important risk facing agents in a monetary econ-
omy is inflation uncertainty: in the United States from
1953-84, unexpected quarterly inflation had a stan-
dard deviation of 2.1 percent. The costs of such uncer-
tainty are likely to be high for multiyear contracts, since
we estimate that a 1 percent unexpected inflation this
year implies an upward revision of 0.43 percent for ex-
pected inflation for the forthcoming year and 1 percent
for the years beyond that. The prospect of hedging ex-
posure to inflation risk using conventional financial
instruments is bleak, as has been widely documented.

We develop a theoretical case for Treasury bill fu-
tures as a hedge against inflation risk by assuming that:
(1) the Fisher Hypothesis appliesto Treasury bill yields;
(2) the Unbiased Expectations Hypothesis (UEH) ap-
plies to futures prices; and (3) inflation is an autore-
gressive process. Our empirical analysis shows that
Treasury bill futures can reduce single-period inflation
risk by about 30-40 percent. The expected cost of using
such futures is close to zero, since we find that the UEH
for Treasury bill futures cannotbe rejected. Our results
provide new indirectsupport for the Fisher Hypothesis.

Employee Retirement and
a Firm’s Pension Plan

Laurence J. Kotlikoff and David A. Wise
Working Paper No. 2323

July 1987

JEL Nos. 820, 915

This paper describes the provisions of the pension
plan in a large corporation. The implications of the
provisions are indicated by pension accrual profiles.
These profiles are set forth, with standard age-earnings
and Social Security accrual profiles, in the form of life-
time budget constraints.

The plan provides very strong incentives to retire
beginning atage 55. After age 65, negative pensionand
negative Social Security accruals effectively impose a
tax rate of almost 100 percenton the wage earnings for
many employees of the firm.

We find that inducements to retire early in the plan
provisions have had a very substantial effecton depar-
ture rates from the firm. Over 50 percent of those em-
ployed by the firm at age 50 leave before age 60, and
90 percent leave before age 65. The jumpsin departure
rates at specific ages coincide precisely with the dis-
continuities and kink points in the worker compensa-
tion profiles resulting from the plan provisions, age-
earnings profiles, and Social Security accrual.

Aging, Moving, and Housing Wealth

Steven F. Venti and David A. Wise
Working Paper No. 2324

July 1987

JEL Nos. 932, 300

This paper describes the relationship between fami-
ly attributes and moving, and between moving and
changes in housing wealth. Moving is often associated
with retirement and with precipitating shocks, such as
the death of a spouse or other changes inmarital status.
Yet we find that median housing wealth increases as the
elderly age: even when the elderly move, their housing
equity is as likely to increase as to decrease. Thus, the
typical elderly mover is not liquidity constrained. Ap-
parently the high transaction costs associated with
moving do not cause reduced housing wealth as the
elderly age. Therefore, the absence of a well-developed
market for reverse mortgages may be explained by a
simple lack of demand for these financial instruments.
Our evidence suggests that the typical elderly family
does not wish to reduce its housing wealth to increase
current consumption. For whatever reason, homeown-
ers apparently have a considerable attachment to past
housing.

The Wealth and Poverty of Widows: Assets
Before and After the Husband’s Death

Michael D. Hurd and David A. Wise
Working Paper No. 2325

July 1987

JEL Nos. 914, 300

Widows are much more likely to be poor than cou-
ples are, and 80 percent of the poor elderly are widows
or other single individuals. We seek to explain why the
single elderly, especially widows, are poor. To do this,
we trace their financial status back over time, usingthe
Longitudinal Retirement History Survey.

The death of the husband very often induces the pov-
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erty of the surviving spouse, even though the married
couple was not poor when the deceased spouse lived.
While only about 9 percent of the couplesin our sample
were poor, approximately 35 percent of the subsequent
widows are. A large proportion of the wealth of the cou-
ple is lost when the husband dies.

In addition, we find that: (1) the prior households of
poor widows earned and saved less than the prior house-
holds of nonpoor widows did; (2) more of the smaller
accumulated wealth was lost at the death of the hus-
band; and (3) the absence of survivorship benefits or
life insurance made it probable that the loss in wealth
would leave the widow poor thereafter.

The Poverty of Widows: Future Prospects

Michael D. Hurd
Working Paper No. 2326
July 1987

JEL Nos. 914, 300

I estimate the fraction of widows who will be poor
based on the 1979 economic status of a cohort of the
elderly. The projections are based on an economic
model of consumption behavior. | define and estimate
a consumption-based measure of poverty status that, |
believe, is more appropriate for the elderly than the
usual income-based measure is.

According to the projections, the fraction of widows
in poverty should notincrease substantially as the 1979
cohort ages. However, the fraction in poverty depends
critically on the definition used: the differences between
the consumption- and income-based measures are
large. Even more important is the valuation put on Med-
icare/Medicaid: for two reasonable valuations, the frac-
tions in poverty are very different.

Sticky Prices as Coordination Failure

Laurence Ball and David Romer
Working Paper No. 2327

July 1987

JEL No. 023

This paper shows that rigidity in nominal prices can
arise from a failure to coordinate price changes. If a
firm’s desired price is increasing in others’ prices, then
the gains to the firm from adjusting its price after anomi-
nal shock are greater if others also adjust. The “strategic
complementarity” in price adjustment can lead to mul-
tiple equilibriums in the degree of nominal rigidity.
Welfare may be much higher in the equilibriums that
are less rigid. In addition, with multiple-equilibrium
degrees of rigidity, the economy may have several short-
run equilibriums but a unique long-run equilibrium.

Long-Term Care, Wealth, and Health of the
Disabled Elderly Living in the Community

Alan M. Garber
Working Paper No. 2328
July 1987

JEL No. 913

Providing and financing long-term care for the elder-
ly is one of the most challenging policy issues facing
the aging American population. This study examines
the characteristics of, and selected measures of utili-
zation in, the population most likely to use long-term
care. It investigates a cohort of noninstitutionalized
elderly Medicare recipients who were impaired in the
performance of at least one basic activity. It describes
their wealth, living arrangements, and health. | present
Tobit regressions that relate utilization of hospital ser-
vices, paid home health care, and reimbursed home
care to these individual factors. | find that the number
of limitations on activity increases with age, but in this
population, household income and the value of home
equity do not increase with either the level of disability
or with age. The determinants of home health care utili-
zation in this population are distinct from the factors
that have been significant predictors of medical care
utilization in other studies.

The Role of Education: Mobility Increasing
or Mobility Impeding?

Axel Borsch-Supan
Working Paper No. 2329
July 1987

JEL No. 823

This paper studies the influence of education on
labor and geographic mobility. Mobility is an impor-
tant equilibrating factorin achanging economy. There-
fore, any factor thatinduces mobility also alleviatesthe
symptoms of disequilibrium, and any factor that inhibits
mobility also impedes economic adjustments. Does
the high level of education in modern industrial societies
help or hurt economic transitions?

Economic theory provides conflicting arguments.
On one hand, the theory of firm-specific capital pre-
dicts that education increases job duration and there-
fore inhibits job mobility (Jovanovic, 1979). On the
other hand, education should increase mobility in mar-
kets with imperfect information because better-edu-
cated persons should be better able to collect and pro-
cess information, reducing search and transactions
costs.
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l use a PSID subsample of 736 individuals to observe
labor mobility and geographic mobility from 1968 to
1982 and how they relate to the level of education in
1968. It appears that labor and geographic mobility are
governed by quite different behavioral mechanisms.
Education strongly affects both labor and geographic
mobility, but in opposite ways. A high level of educa-
tion inhibits labor mobility, while increasing geograph-
ic mobility.

Ricardian Equivalence: An Evaluation
of Theory and Evidence

B. Douglas Bernheim
Working Paper No. 2330
July 1987

JEL Nos. 023, 321

In evaluating the existing theory and evidence on
Ricardian equivalence, it is essential to distinguish
between the short-run effects of government borrow-
ing (primarily the potential for stimulating aggregate
demand) and the long-run effects (primarily the po-
tential for depressing capital accumulation). | argue
that the theoretical case for long-run neutrality is ex-
tremely weak, in that it depends on improbable as-
sumptions that are either directly orindirectly falsified
through empirical observation. In contrast, the ap-
proximate validity of short-run neutrality depends pri-
marily on assumptions that have at least an aura of
plausibility. Nevertheless, even in this case behavioral
evidence weighs heavily against the Ricardian view.

Efforts to measure the economic effects of deficits
directly through aggregate data confront a number of
problems that, taken together, may well be insuper-
able. Therefore, it is not at all surprising that this evi-
dence, by itself, has proven inconclusive.

Overall, the existing body of theory and evidence
establishes a significant likelihood that deficits have
large effects on current consumption, and thereis good
reason to believe that thiswould drive up interest rates.
In addition, | find a complete lack of either evidence or
coherent theoretical argument to dispute the view that
sustained deficits significantly depress capitalaccum-
ulation in the long run.

Operative Gift and Bequest Motives

Andrew B. Abel
Working Paper No. 2331
August 1987

JEL Nos. 320, 915

The Ricardian Equivalence Theorem—the proposi-
tion that changes in the timing of lump-sum taxes have

no effect on consumption or capital accumulation—
depends on the existence of operative altruistic mo-
tives for intergenerational transfers. These transfers
can be bequests from parents to children or gifts from
children to parents. In order for the Ricardian Equiva-
lence Theorem to hold, one of these transfer motives
must be operative, in the sense thatthelevel of the trans-
fer is not determined by acorner solution resulting from
a binding nonnegativity constraint. This paper derives
conditions that determine whether the bequest motive
will be operative, the gift motive will be operative, or
neither motive will be operative in a model in which
consumers are altruistic toward their parents and their
children.

Concepts and Measures of Federal
Deficits and Debt and Their Impact
on Economic Activity

Michael J. Boskin
Working Paper No. 2332
August 1987

JEL No. 320

This paper extends the National Income Accounts to
include a consistent treatment of consumer durables
and government capital in the measurement of con-
sumption and income. It then explicitly tests alterna-
tive propositions concerning the effects of govern-
ment financial policy on real economic activity.

| also discuss adjustments to various measures of
the budget deficit, national debt, or government “net
worth.” These separate government tangible invest-
ment from consumption, accounting for government
financial assets, inflation adjustments, and so forth.

Most important are estimates of consumption func-
tions in which government consumption is subtracted
from income. This is more in the spirit of the Ricardian
equivalence hypothesis: Given the level of government
consumption, would a shift from tax to debt finance
alter consumption? The various measures of the defi-
cit produce virtually identical impacts on consumption:
A tax cut holding government consumption constant
unambiguously increases consumption by about 40
cents on the dollar.

Estimating separate coefficients on private wealth
net of government bonds and on private holdings of
government bonds yields a coefficient on government
bonds virtually identical tothatof regular private wealth.
The coefficient would be zero under Ricardian equiva-
lence. The estimates of the net impact of SocialSecurity
wealth are consistent with recent research suggesting
that the propensity to consume out of Social Security
wealth is about half that of regular private wealth. The
estimated impact of changes in net governmentexplicit
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assets—the value of government tangible capital over
and above regular debt—again is quite similar to the
propensity to consume out of private wealth. Thissug-
gests that government tangible assets substitute for
private saving.

| present reduced-form estimates of the impact of
federal deficits on the composition of GNP. Various
specifications lead to the conclusion thata $1increase
in the deficit, controlling for the level of economic ac-
tivity, appears to be associated with about a 30 cent
increase in private saving, a 35 centdecrease in domes-
tic investment, and a 25 cent decrease in net foreign
investment.

Thus, the results reported in the paper, using alter-
native concepts and measures of deficits and debt,
tend to confirm the proposition that government defi-
cits affect real economic activity.

The Right Combination of Demand
and Supply Policies: The Case
for a Two-Handed Approach

Willem H. Buiter
Working Paper No. 2333
August 1987

JEL No. 133

This paper considers the analytical underpinnings
of demand and supply management. After restating a
general policy effectiveness result for New Classical
macroeconomic models, | consider several non-Wal-
rasian equilibrium models. These use the efficiency
wage hypothesis to generate equilibrium unemploy-
ment in the labor market and imperfect competition in
the goods market to generate the scope for demand
management. | also briefly review hysteresis models of
the natural rate of unemployment. Finally, | draw ten-
tative implications for the contributions of demand
and supply management to the resolution of the Euro-
pean unemployment problem.

Sibling and Intergenerational Correlations
in Welfare Program Participation

Gary Solon, Roger H. Gordon, Mary Corcoran,
and Deborah Laren

Working Paper No. 2334

August 1987

JEL Nos. 914, 911

Many previous studies have used sibling correla-
tions to measure the effect of family background on
earnings, income, and occupational status. This paper

uses data on a sample of sisters to explore the impor-
tance of family background as a determinant of partici-
pation in welfare programs. The results show a strik-
ingly high degree of sibling resemblance in welfare
receipts. For example, a woman's estimated probabili-
ty of having participated in welfare programs is 0.20 if
her sister has not participated but is 0.66 if her sister
has participated.

Taxation and Output Growth:
Evidence from African Countries

Jonathan S. Skinner
Working Paper No. 2335
August 1987

JEL Nos. 320, 112

There is considerable debate over the appropriate
role for tax policy in developing economies. In one view,
tax hikes reduce deficits and ease budgetary pressures,
thereby encouraging long-term growth. An alternative
view emphasizes the distortionary effects associated
with increased taxation and the positive benefits of a
carefully designed tax system.

This paper tests these propositions by measuring
the impact of government taxation and expenditure on
aggregate output growth. | derive a theoretical model
that shows that the impact of tax distortions on output
growth is usually negative. | test the theoretical model
using a pooled cross-section, time-series data set for
31 sub-Saharan African countries during 1965-73 and
1974-82.

The regressions imply that the positive benefits of
government investment during 1965-73 outweighed
the distortionary effects of taxes necessary to finance
them. By 1974-82, however, the marginal productivity
of government investment had fallen; tax-financed
public investment was predicted to have reduced out-
put growth. The empirical results also imply that a rev-
enue-neutral shift from the import, corporate, and per-
sonal tax to a sales/excise (or consumption) tax will
encourage output growth.

Risky Income, Life-Cycle Consumption,
and Precautionary Saving

Jonathan S. Skinner
Working Paper No. 2336
August 1987

JEL No. 020

This paper argues that precautionary saving against
uncertain income comprises a large fraction of aggre-
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gate saving. | derive a closed-form approximation for
life-cycle consumption subject to uncertain interest
rates and earnings by taking a second-order, Taylor
series approximation of the Euler equations. Using
empirical measures of income uncertainty, | find that
precautionary saving comprises up to 56 percent of
aggregate life-cycle saving. The derived expression
for n-period optimal consumption is easily implement-
ed for econometric estimation and accords well with
the exact numerical solution.

Empirical comparisons of saving patterns among
occupational groups using the Consumer Expenditure
‘Survey contradict the predictions ofthe life-cycle mod-
el. Those in riskier occupations, such as the self-em-
ployed and salespersons, save less than those in other
occupations do, although this finding may reflect in
part unobservable differences in risk aversion among
occupations.

The Effects of Technological Change
on Earnings and income Inequality
in the United States

McKinley L. Blackburn and David E. Bloom
Working Paper No. 2337

August 1987

JEL No. 824

This paper explores the relationship between tech-
nological change and inequality in the United States
since the late 1960s. The focus is on patterns and trends
in the dispersion of distributions of earnings and in-
come during this recent period of rapid technological
progress. We review relevant literature and perform
several empirical analyses using microdata from the
March Current Population Surveys from 1968 to 1986.
We find little empirical evidence that earnings inequal-
ity, measured across individual workers, has increased
since the late 1960s and even less evidence that any
changes that have occurred are a result of the effect of
technological change on the demand for labor. How-
ever, we do find evidence of an increase since the late
1960s in the inequality of total income, measured across
families. Moreover, much of the increase appears to be
caused by changes in family composition and labor
supply behavior, suggesting that the main effects of
recent technological change on inequality have been
on the supply side.

Household Dissolution and the Choice
of Alternative Living Arrangements
among Elderly Americans

Axel Borsch-Supan
Working Paper No. 2338
August 1987

JEL No. 932

For the elderly, housing choices are more complex
than merely choosing expenditure, dwelling size, and
tenure. There also is the choice among alternative living
arrangements, such as living in one household with
adult children or sharing accommodations with other
related or unrelated elderly.

| first contrast the living arrangements of elderly
Americans with those 6f the population under age 65
and describe the changes that have taken place from
1974 to 1983. There has been a growing discrepancy in
household formation/dissolution patterns between
the elderly and the younger population: After a steady
decline in the 1970s, there was a rapid increase in the
rate of “doubled-up” young families in the beginning
of the 1980s. | can find no such development among
elderly Americans. Instead, the proportion of elderly
living independently steadily increased from 1974 to
1983.

To explain this discrepancy, | estimate a multinomial
choice model among “living independently” and six
categories of alternative living arrangements. | find
that demographic determinants rather than economic
variables predominate. The difference inincome growth
between the young and the elderly—that is, a decline
in real income for the young but an increase for the
elderly—can explain only part of the discrepancy in
household dissolution decisions. The remaining dis-
crepancy must be attributed to inertia and low mobility
rates.

Sources of Macroeconomic Imbalance in the
World Economy: A Simulation Approach

Nouriel Roubini and Jeffrey D. Sachs
Working Paper No. 2339

August 1987

JEL Nos. 430, 431

This paper uses a global macroeconomic simulation
model to identify the factors that have contributed to
worldwide trade and financial imbalances inthe 1980s.
We ask whether the budgetary shifts inthe OECD econ-
omies in the 1980s can explain the bulk of trade and
exchange rate movements, and our conclusions are
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mixed. The combination of sharply higher fiscal deficits
in the United States and sharply reduced deficits in
Japan goes far to explain the movements of the trade
balances and exchange rates of those two economies.
However, the drop in the dollar vis-a-vis the yen since
late 1985 is not explained well by the model.

We also investigate the prospects for the reduction
of the U:S. trade deficit through a reduction inthe US.
budget deficit, and the possible role for Japanese mone-
tary and fiscal policies in reducing the trade imbalances
of the two countries.

Interest-Only/Principal-Only
Mortgage-Backed Strips:
A Valuation and Risk Analysis

Arnold Kling and Alan J. Marcus
Working Paper No. 2340

August 1987

JEL No. 313

We examine the risk characteristics of each portion
of interest-only/principal-only (I0/PO) mortgage strips,
present results of a valuation model of these securities,
and examine market prices of both the 10 and PO por-
tions of mortgage pools. We show that |0/PO securities
are highly sensitive to the prepayment behavior of the
underlying mortgage pool. Because thatbehaviorvaries
systematically with the interest rate, and because pre-
payments affect the values of IO and PO components
in opposite ways, the interest rate risk of strip securities
can differ substantially from that of the underlying mort-
gage pool. The PO component has much longer duration
than the underlying mortgage pool does. In contrast,
the 10 component typically will have a negative duration,
at least in ranges for which interest rate movements
induce meaningful changes in mortgage prepayment
behavior. We also show how market prices of partially
stripped mortgage-backed securities that are actively
traded on secondary markets can be used to infer mar-
ket values of pure I0/PO strips. Recent market data are
fully consistent with the theoretical insights offered by
our valuation model. When interest rates spiked last
April, PO values fell far more dramatically than those of
the underlying mortgage pool did, while 10 values ac-
tually rose.

The Term Structure of Interest Rates

Robert J. Shiller and J. Huston McCulloch
Working Paper No. 2341

August 1987

JEL No. 311

This paper consolidates and interprets the literature
on the term structure as it stands today. We treat defi-

nitions of rates of return, forward rates, and holding
returns for all time intervals in a uniform manner and
delineate their interrelationships, exact or approximate.
We use the concept of duration throughout to simplify
mathematical expressions. Where possible, we use
continuous compounding to avoid arbitrary distinctions
based on compounding assumptions, and we treat both
the theoretical and the empirical literature.

The tables by McCulloch provide term structure
data for U.S. government securities, 1946-87. The ta-
bles give discount bond yields, forward rates, and par
bond yields as defined in the paper. The data relate to
the conceptsin the paper more precisely than any pre-
viously published data series does.

Breach of Trust in Hostile Takovers

Andrei Shleifer and Lawrence H. Summers
Working Paper No. 2342

August 1987

JEL Nos. 521, 821, 512

This paper questions the common view that share
price increases of firms involved in hostile takeovers
measure efficiency gains from acquisitions. Even if
such gains exist, most of the increase in the combined
value of the target and the acquisitor likely comes from
losses in stakeholder wealth, such as declines in the
value of subcontractors’ firm-specific capital or of em-
ployees’ human capital. Using event studies to gauge
wealth creation in takovers is unjustified.

The paper also suggests a theory of managerial be-
havior in which hiring and entrenching trustworthy
managers enables shareholders to commit to uphold-
ing implicit contracts with stakeholders. Hostile take-
overs are an innovation that allows stakeholders to
renege on such contracts ex post, against managers’
will. Under this view, shareholder gains are redistribu-
tions from stakeholders and in the long run can result
in deterioration of the trust necessary for the function-
ing of the corporation.

Mean Reversion in Stock Prices:
Evidence and Implications

James M. Poterba and Lawrence H. Summers
Working Paper No. 2343

August 1987

JEL Nos. 313, 211

This paper analyzes the statistical evidence of whether
transitory components account for a large fraction of
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the variance in common stock returns. First, it treats
the methodological issues involved in testing for the
components of transitory returns. Variance ratios are
among the most powerful tests for detecting mean re-
version in stock prices, butthey have little power against
the principal interesting alternatives to the randomwalk
hypothesis.

Second, we apply variance ratio tests to market re-
turns for the United States over 1871-1986, and for 17
other countries over 1957-85. We also test the returns
on individual firms from 1926-85. We find consistent
evidence that stock returns are positively serially cor-
related over short horizons and negatively autocorre-
lated over long horizons. Our point estimates suggest
that the transitory components in stock prices have a
standard deviation of between 15 and 25 percent and
account for more than half of the variance in monthly
returns.

The last part of the paper discusses two possible
explanations for mean reversion: time-varying required
returns and slowly decaying “price fads” that cause
stock prices to deviate from fundamental values for
periods of several years. We conclude thatitis likely to
be difficult to explain observed transitory components
in stock prices on the basis of movements in required
returns caused by risk factors.

The Worldwide Change in the Behavior
of Interest Rates and Prices in 1914

Robert B. Barsky, N. Gregory Mankiw,
Jeffrey A. Miron, and David N. Weil
Working Paper No. 2344

August 1987

JEL Nos. 310, 430

This paper evaluates the role of the destruction of
the gold standard and the founding of the Federal Re-
serve, both of which occurred in 1914, in contributing
to observed changes in the behavior of interest rates
and prices after 1914. We present a model of policy co-
ordination in which the introduction ofthe Fed stabilizes
interest rates, even if the gold standard remains intact.
The empirical evidence suggests that the dismantling
of the gold standard did not play a crucial role in pre-
cipitating the changes in interest rate behavior.

The ECU—An Imaginary or Embryonic Form
of Money: What Can We Learn from History?

Michael D. Bordo and Anna J. Schwartz
Working Paper No. 2345

August 1987

JEL Nos. 310, 432

We present historical examples of new forms of money
that can be compared with the European Currency Unit

(ECU). We first define the ECU in its official role and
then turn to developments for ECUs in the private mar-
ket. We then examine historical antecedents of three
attributes of ECUs: a unit of account; a basket of cur-
rencies; and a basis for monetaty integration. We dis-
cuss which features of ECUs if any are unique and the
contribution of the historical analysis to assessing the
future of ECUs. We then ask whether governments or
markets have been dominant in the emergence of new
forms of money. Whatever emerges as money in an
economy becomes the general means of payment.
Prices of commodities, services, and bonds are ex-
pressed in units of the money. Buyers use the money
to purchase goods or bonds and sellers receive the
money in exchange for goods or bonds. We conclude
that, at this stage inits history, the ECU isan embryonic
form of money at best, closer to historical imaginary
monies than to existing currencies that the world has
known.

A Cost-Effectiveness Analysis of Strategies
to Reduce Infant Mortality

Hope Corman, Michael Grossman,
and Theodore J. Joyce

Working Paper No. 2346

August 1987

JEL No. 913

This study compares the cost-effectiveness of var-
ious health inputs and government programs in reduc-
ing race-specific neonatal mortality (that is, death in
the first 27 days following birth). Approximately two-
thirds of all infant deaths occur within this time. We
consider these programs and inputs: teenage family
planning; the supplemental food program for women,
infants, and children (WIC); use of community health
centers and maternal and infant care projects; abor-
tion; prenatal care; and neonatal intensive care.

Using an economic model of the family as the analyt-
ical framework, we determine effectiveness by esti-
mating infant health production functions across large
counties in the United Statesin 1977. Estimates of costs
come from a number of published sources. Wefind the
early initiation of prenatal care to be the most cost-
effective means of reducing the neonatal mortality rate
for blacks and whites. Moreover, blacks benefit more
per dollar of input use than whites do. Neonatal intensive
care, although the most effective means of reducing
neonatal mortality rates, is one of the least cost-effective
strategies.
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One Share/One Vote and the Market
for Corporate Control

Sanford J. Grossman and Oliver D. Hart
Working Paper No. 2347

August 1987

JEL No. 520

A corporation’s securities provide the holder with
particular claims on the firm’'s income stream and par-
ticular voting rights. These securities can be designed
in various ways: one share of a particular class may
have a claim to votes that is disproportionately larger
or smaller than its claim to income. In this paper we
analyze some of the forces that make it desirable to set
up the corporation so that all securities have the same
proportion of votes as their claim toincome (one share/
one vote) does.

We show that security structure influences both the
conditions under which a change in control takes place
and the terms on which it occurs. First, the allocation
of voting rights to securities determines which securities
a party must acquire in order to win control. Second,
the assignment of income claims to the same securities
determines the cost of acquiring these voting rights.
We show that it is in stockholders’ interest to set the
cost of acquiring control as high as possible, consistent
with a control change occurring wheneverthisincreases
shareholder wealth. Under certain assumptions, one
share/one vote best achieves this goal.

We distinguish between two classes of benefits from
control: private benefits and security benefits. The pri-
vate benefits of control are those thatthe current man-
agement or the acquisitor obtain for themselves, but
that the target security holders do not obtain. The se-
curity benefits refer to the total market value of the
corporation’s securities. The assignment of income
claims to voting rights determines the extent to which
an acquisitor must face competition from parties who
value the firm for its security benefits rather than forits
private benefits.

Exchange Controls, Devaluations,
and Real Exchange Rates:
The Latin American Experience

Sebastian Edwards
Working Paper No. 2348
August 1987

JEL Nos. 400, 430, 120

This paper deals with the anatomy of devaluation in
Latin America. In an effort to understand the econom-
ics surrounding the causes and consequences of ex-
change rate crises, it investigates in detail 18 devalua-
tion episodes that took place between 1962 and 1982.
The focus is on: (1) the relationship between (incon-

sistent) macroeconomic policies and exchange rate
crises; (2) the role of real exchange rate overvaluation
in the precipitation of balance-of-payment crises under
predetermined nominal exchange rates; (3) the role of
exchange controls, multiple exchange rates, and black
markets in the period preceding devaluations; and (4)
the effectiveness of nominal devaluations as a way to
restore real exchange rate equilibrium. | make a dis-
tincion between stepwise devaluations and crawling
peg regimes. Historically, most stepwise devaluations
have had difficulty in sustaining areal devaluation over
the medium term. Countries that adopted a crawling
peg generally have been able to maintain a higher real
exchange rate. In many cases, however, this has been
achieved at the cost of substantial inflation.

Imputing Corporate Tax Liabilities
to Individual Taxpayers

Martin Feldstein
Working Paper No. 2349
August 1987

JEL No. 323

This paper presents a method of studying the distri-
butional consequences of corporate tax changes by
imputing to individual tax returns the net effect ofchanges
in effective corporate tax rates. It pays particular atten-
tion to the difference between nominal and real capital
income, to the problem of corporate pension funds,
and to the automatic effect of corporate tax changes
on dividends and retained earnings.

Application of this imputation method to the tax
changes enacted in 1986 shows that the actual distri-
bution of the total tax change was very different from
the traditional distribution of only the personal income
tax change. The net imputed corporate tax increase
was equivalent to a rise of six percentage pointsin the
personal income tax among taxpayers with 1988 in-
comes over $200,000 and four percentage points among
taxpayers with incomes between $100,000 and $200,000.
The corporate income tax increase also added the equiv-
alent of an 8 percentrise in theincome tax fortaxpayers
with incomes between $10,000 and $20,000. By contrast,
the middle-income taxpayers (with incomes between
$30,000 and $75,000) the corporate tax increase was
equivalent to an income tax rise of only 1 or 2 percent.
The analysis shows that the higher corporate tax rep-
resents a particularly large increase for taxpayers over
age 65; on average, tax returns with at least one taxpayer
over age 65 will pay 12 percentmore tax under the 1986
tax legislation than they would have paid otherwise.

Distributional considerations will continue to play a
large role in the public and congressional discussions
of future tax reforms. This paper shows that it is very
important to include the distributional consequences
of corporate as well as personal tax changes in the
analysis of any proposed tax reforms.
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A Goodness-of-Fit Test of Dual
Labor Market Theory

William T. Dickens and Kevin Lang
Working Paper No. 2350

August 1987

JEL No. 810

We subject our dual labor market model to a good-
ness-of-fit test and compare the results with those of a
single-equation model with a complex error structure.
The dual labor market does an excellent job of predict-
ing the wage distribution except for failing to explain
bunching at $7.50 and $10.00 per hour. The null hy-
pothesis, that the model is correct, cannot be rejected
at the .05 level. In contrast, the wage distribution pre-
dicted by the single labor market model differs signifi-
cantly from the observed distribution.

Arbitrator Behavior in
Public Sector Wage Disputes

David E. Bloom
Working Paper No. 2351
August 1987

This study analyzes a new set of data on the deci-
sions of conventional arbitrators. The main goal is to
draw inferences about the extent to which convention-
al arbitration decisions are fashioned as mechanical
compromises of the parties’ final offers, without refer-
ence to the exogenous facts involved in different dis-
putes. The results of the analysis are remarkably clear:
conventional arbitrators tend to split the difference
between the parties' final offers with virtually no evi-
dence of additional systematic reference to the facts of
the cases. However, since there isa substantialamount
of unexplained variance in the arbitration decisions,
this evidence of mechanical compromise behavior
should be viewed as characterizing the overall operation
of conventional arbitration mechanisms and not the
behavior of individual arbitrators in any particular case.
Indeed, the results are consistent with the view thatin-
dividual arbitrators pay close attention to the facts of
the cases, butthatthereis considerable variationinthe
structure of different arbitrators’ preference functions.

Government Saving, Capital Formation, and
Wealth in the United States, 1947-85

Michael J. Boskin, Marc S. Robinson,
and Alan M. Huber

Working Paper No. 2352

August 1987

JEL Nos. 322, 324

This paper presents updated and improved estimates
of various components of governments’ contribution

to national wealth and its growth in the postwar period.
We draw these primary conclusions: (1) The federal
government's assets, tangible and financial, are sub-
stantial; they grew more rapidly than the national debt
did in the 1970s. By 1980, federaltangible assets amount-
ed to $1.7 trillion and financial assets $940 billion, com-
pared to liabilities of $1.5 trillion (in 1985 dollars). (2)

‘Since 1980, conventional liabilities have grown much

faster than assets have, causing about a $727 billion
decline in federal “net worth.” (3) The state-local gov-
ernment sector contributes importantly to government
and national wealth. State-local fixed reproducible
capital is twice the amount of federal capital: about $1.9
trillion in 1985. The difference between assets and lia-
bilities is both larger and more stable for state-local
governments than for the federal government. The esti-
mated “networth” of state-local governments was $2.5
trillion in both 1980 and 1985. (4) Total government
reproducible capital was about 55 percent of the corre-
sponding private nonresidential capital stock in 1985.
(5) Government net investment often has been sufficient
to turn the government sector into a net saver despite
large budget deficits. (6) Extending the traditional Na-
tional Income Accounts to include imputed netreturns
to government capital and consumer durables while
treating government netinvestment and durables pur-
chases as saving indicates that the share of national
output devoted to consumption has risen substantially,
while that devoted to net saving has fallen sharply dur-
ing 1951-85. The private consumption rate has risen
from 63 percent to 69 percent over this period whilethe
government consumption rate has fallen slightly. (7)
The inclusion of consumer durables and government
tangible investment raises the national saving rate sub-
stantially. In 1985, the gross and net saving rates rose
from a traditionally measured 13.8 percentand 3.2 per-
cent to 24.5 percent and 8.8 percent, respectively. (About
one-and-one-half percentage points of this increase is
caused by our different depreciation methodology.)
Thus, the data presented in this paper reveal much
about the postwar fiscal history of the United States. In
addition to their importance in understanding trends
in national wealth, they may also prove to be important
inputs into future studies of the long-term growth of
the economy and to the short-run effects offiscal policy.

The Marginal Excess Burden of Different
Capital Tax Instruments

Don Fullerton and Yolanda K. Henderson
Working Paper No. 2353

August 1987

JEL No. 323

Marginal excess burden, defined as the change in
deadweight loss for an additional dollar of tax revenue,
has been measured for labor taxes, output taxes, and

41



capital taxes in general. This paper points out that there
is no well-defined way to raise capital taxes, because
the taxation of income from capital depends on many
different policy instruments including: the statutory
corporate income tax rate; the investment tax credit
rate; depreciation lifetimes; declining balance rates for
depreciation allowances; and personal tax rates on
noncorporate income, interest receipts, dividends, and
capital gains. We measure marginal excess burden for
each of these different capital tax instruments, using a
general equilibrium model that encompasses distortions
in the allocation of real resources over time, among in-
dustries, between the corporate and noncorporate
sectors, and among diverse types of equipment, struc-
tures, inventories, and land.

Although numerical results are sensitive to specifi-
cations for key substitution elasticity parameters, im-
portant qualitative results are not. We find that an in-
crease in the corporate rate has the highest marginal
excess burden, because it distorts intersectorial and
interasset decisions as well asintertemporal decisions.
Atthe other extreme, a reduction in the investment tax
credit has negative marginal excess burden because it
raises revenue while reducing interasset distortions
more than it increases intertemporal distortions. In
general, we find that marginal excess burdens of differ-
ent capital tax instruments vary significantly. They can
be more or less than the marginal excess burden of the
payroll tax or the progressive personal income tax.

An Overlapping-Generations Model
of Electoral Competition

Alberto Alesina and Stephen Spear
Working Paper No. 2354
August 1987

This paper presents a dynamic model of political
competition between two “parties” with different poli-
cy preferences. A “party” is explicitly modeled as a
sequence of overlapping generations of candidates, all
of whom face finite decision horizons. In general, there
is a conflict between the interests of the individual poli-
cymakers and those of the party, which includes sub-
sequent generations of candidates. We characterize
this conflict and suggest a scheme of intergenerational
transfers within the party that can resolve or mitigateit.
The paper shows how the overlapping-generations
model can be applied to the political arena usefully.

Taxes, Budget Deficits, and Consumer
Spending: Some New Evidence

Martin Feldstein and Douglas W. Elmendorf
Working Paper No. 2355

August 1987

JEL Nos. 320, 130

Because of the restrictive assumptions required to
establish the theory of Ricardian equivalence, its rele-
vance in practice is essentially an empirical question.
The strongest direct evidence in favor of Ricardian
equivalence is Roger Kormendi’s article in the Ameri-
can Economic Review (1983). That paper appeared to
provide strong empirical support for Ricardian equiv-
alence by showingthatincreasesin governmentspend-
ing on goods and services depress consumer spending
while changes in tax receipts have no effect on consumer
spending.

This paper shows that Kormendi's results are a mis-
leading implication of the experience during World War
Il when shortages, rationing, and positive response to
patriotic appeals for self-restraint caused an abnormally
high rate ofsaving at the same time thatthe government
deficit-financed a uniquely massive increase in defense
spending. When those years are excluded from the
sample, Kormendi's results are reversed.

The estimates presented here show that in the equa-
tion specified by Kormendi, but with 1941 through 1946
excluded, increases in tax receipts have had a substan-
tial negative effect on consumption while increases in
government spending on goods and services have had
essentially no effect on consumption. This evidence is
exactly the opposite of the implications of Ricardian
equivalence. This conclusion is robust with respectto
a variety of modifications in the way that the basic equa-
tion is estimated: using an AR1 correction to deal with
serial correlation; limiting the analysis to the federal
government's fiscal variables; respecifying the variables
as ratios to net national product to reduce collinearity;
estimating for the most recent 35 years instead of for
the period since 1931; and using an instrumental vari-
able procedure to reduce the problem of endogeneity.
In each of these specifications, the results indicate that
taxes depress consumer spending while government
outlays on goods and services have either a smaller or
a totally insignificant effect.

Employee Crime, Monitoring, and
the Efficiency Wage Hypothesis

William T. Dickens, Lawrence F. Katz, Kevin Lang,
and Lawrence H. Summers

Working Paper No. 2356

August 1987

This paper offers some observations on employee
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crime, economic theories of crime, limits on bonding,
and the efficiency wage hypothesis. We demonstrate
that the simplest economic theories of crime predict
that profit-maximizing firms should follow strategies
of minimal monitoring and large penalties foremployee
crime. Finding overwhelming empirical evidence that
firms expend considerable resources trying to detect
employee malfeasance and do not impose extremely
large penalties, we investigate a number of possible
reasons why the simple model’s predictions fail. It turns
out that plausible explanations for firms’ large outlays
for monitoring of employees also justify the payment
of premium wages in some circumstances. There is no
legitimate a priori argument that firms should not pay
efficiency wages once it is recognized that they expend
significant resources on monitoring.

An Analysis of the Implications for Stock
Futures Price Volatility of Program Trading
and Dynamic Hedging Strategies

Sanford J. Grossman
Working Paper No. 2357
August 1987

JEL Nos. 520, 026

Recent advances in financial theory have created an
understanding of the environments in which a real se-
curity can be synthesized by a dynamic trading strat-
egy in a risk-free asset and other securities. | contend
that there is a crucial distinction between a synthetic
security and a real security. In particular the notion
that a real security is redundant when it can be syn-
thesized by a dynamic trading strategy ignores the
informational role of real securities markets. The re-
placemgnt of a real security by synthetic strategies in
itself may cause enough uncertainty about the price
volatility of the underlying security that the real securi-
ty is no longer redundant.

Portfolio insurance provides a good example of the
difference between a synthetic security and a real se-
curity. One form of portfolio insurance uses a trading
strategy inrisk-free securities (cash) and index futures
to synthesize a European put on the underlying portfo-
lio. In the absence of a real traded put option (of the
appropriate striking price and maturity), there will be
less information about the futures price volatility asso-
ciated with current dynamic hedging strategies. Thus
there will be less information transmitted to those peo-
ple who could make capital available to liquidity pro-
viders. Therefore it will be more difficult for the market
to absorb the trades implied by the dynamic hedging
strategies. In effect, the stocks’ futures price volatility
can rise because of a current lack of information about
the extent to which dynamic hedging strategies are in
place.

Credibility, Real Interest Rates, and the
Optimal Speed of Trade Liberalization

Kenneth A. Froot
Working Paper No. 2358
August 1987

JEL No. 420

This paper investigates the effects of imperfectly
credible trade liberalization programs on welfare and
the allocation of real resources. It presents a rational
expectations model in which a government with limit-
ed access to international financial markets may be
forced to abort aliberalization program if hard-curren-
cy reserves are depleted too quickly. The liberaliza-
tion’s lack of perfect credibility acts as adistortion that
becomes (rationally) intensified under the typical first~
best policy of a direct move to free trade. A gradual
lowering of trade barriers is welfare-superior to an
immediate liberalization and improves the chance that
the program will succeed ultimately. | derive the op-
timal speed of liberalization, the intertemporal alloca-
tion o6f resources, and the liberalization program’s
credibility.

Integrated Regressors and Tests of
the Permanent-Income Hypothesis

James H. Stock and Kenneth D. West
Working Paper No. 2359

August 1987

JEL Nos. 131, 211

We use recent research on estimation and testing in
the presence of unit roots to argue that Hall's (1978) ¢
and F tests, of whether consumption is predicted by
lagged income or by lags of consumption beyond the
first, are asymptotically valid. A Monte Carlo experi-
ment suggests that the asymptotic t and F distribu-
tions provide a good approximation to the actual finite
sample distribution.

Seasonality, Cost Shocks, and the
Production-Smoothing Model of Inventories

Jeffrey A. Miron and Stephen P. Zeldes
Working Paper No. 2360

August 1987

JEL Nos. 131, 631

A great deal of research on the empirical behavior of
inventories examines some variation of the produc-
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tion-smoothing model of finished goods inventories.
The overall assessment of this model as it exists in the
literature is quite negative: there is little evidence that
manufacturers hold inventories of finished goods in
order to smooth production patterns.

This paper asks whether the negative assessment of
the model is caused by one or both of its features: costs
shocks and seasonal fluctuations. If firms are buffeted
more by cost shocks than by demand shocks, production
optimally should be more variable than sales are. Sea-
sonal fluctuations account for a major portion of the
variance in production and sales, are precisely the kinds
of fluctuations that producers should smooth most
easily, and seasonally adjusted data are likely to pro-
duce spurious rejections of the production-smoothing
model even when it is correct.

We present a general production-smoothing model
of inventory investment that is consistent with both
seasonal and nonseasonal fluctuations in production,
sales, and inventories. The model allows for both ob-
servable and unobservable changes in marginal costs.
We then estimate this model using both seasonally
adjusted and seasonally unadjusted data plus seasonal
dummies. The goal is to determine whether the incorrect
use of seasonally adjusted data has been responsible
for the rejections of the production-smoothing model
reported in previous studies. The third part of our ap-
proach is to examine explicitly the seasonal movements
in the data. We test whether the residual from an Euler
equation is uncorrelated with the seasonal component
of contemporaneous sales. Even if unobservable sea-
sonal cost shocks make the seasonal variationin output
greater than that in sales, the timing of the resulting
seasonal movements in output should not necessarily
match that of sales.

The results of our empirical work provide a strong
negative report on the production-smoothing model,
even when it includes cost shocks and seasonal fluc-
tuations. At both seasonal and nonseasonal frequen-
cies, there appears to be little evidence that firms hold
inventories in order to smooth production. A striking
piece of evidence is that in most industries seasonal
production closely matches seasonal shipments, even
after accounting for the movements in interest rates,
input prices, and the weather.

The Evolution of Public Sector
Bargaining Laws

Henry S. Farber
Working Paper No. 2361
August 1987

JEL Nos. 830, 820

tn 1955, only a few states had laws governing collec-
tive bargaining by public employees. By 1984, only a

few states were without such laws. The emergence of
these policies coincides with a dramatic increase in
unionization among public employees. An important
puzzle is the direction of causality between the laws
and public employee unionization. A key piece of the
solution is understanding the evolution of public poli-
cy in this area.

| develop a Markov model of the evolution of these
laws based on the idea that states will change their
existing policy if and only if their preferences deviate
from the existing policy by more thanthe cost of achange
in policy. The key underlying constructs are: (1) the
intensity of state preferences for or against public sec-
tor collective bargaining; and (2) the cost of changing
an existing policy or enacting a new policy. | use state
level data on policy for each year from 1955 to 1984 and
find that state preferences for a pro-bargaining policy
are positively related to: (1) the COPE score (ameasure
of pro-union congressional voting behavior on labor
issues); (2) income per capita; and (3) the size of the
public sector. They are negatively related to the south-
ern region.

The costs of policy changes were hypothesized to
be a function of structural measures of the legislative
process, but | find no support for this inthe data. Use of
the estimates to predict probabilities of states having
laws of various kinds suggests that the model can pre-
dict the aggregate distribution of laws relatively well
but does less well at distinguishing among states with
laws of different types.

Tests of Excess Forecast Volatility inthe
Foreign Exchange and Stock Markets

Kenneth A. Froot
Working Paper No. 2362
August 1987

JEL Nos. 430, 310

This paper develops simple regression tests that
have power against the alternatives that asset prices
and expected future asset returns are excessively vola-
tile and performs them for the foreign exchange and
stock markets. These tests have a number of advan-
tages over alternative, variance bounds techniques. |
find that both exchange rates and stock prices are ex-
cessively volatile and that expected returns on foreign
exchange and stocks move too much. | also investigate
whether these findings can be attributed to time-varying
risk premiums, but the data provide little support for
such an alternative hypothesis.
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New Hope for the Expectations Hypothesis of
the Term Structure of Interest Rates

Kenneth A. Froot
Working Paper No. 2363
August 1987

JEL Nos. 130, 310, 430

| use survey data on interest rate expectations to
separate the forward interest rate into an expected
future rate and a term premium and use these compo-
nents to test two competing hypotheses of the term
structure: that the expectations hypothesis does not
hold, and that expected future long rates over and under-
react to changes in short rates. While the spread con-
sistently fails to predict future interest rate changes,
the nature of this failure is different for short versus long
maturities. For short maturities, expected future rates
are rational forecasts. The poor predictions of the spread
therefore can be attributed to variation interm premiums.
- For longer-term bonds, however, | am unable to reject
the expectations theory, in that a steeper yield curve
reflects a one-for-one increase in expected future long
rates. Here the perverse predictions of the spread re-
flect investors’ failure to raise their expectations of
future long rates sufficiently when the short rate rises.
I confirm earlier findings that bond rates underreactto
short rate changes, but this result cannot be attributed
to the term premium.

On the Interpretation of
Near Random Walk Behavior in GNP

Kenneth D. West
Working Paper No. 2364
August 1987

JEL No. 131

Gross National Product (GNP) will have an autore-
gressive root very close to unity in a variant of Taylor's
(1980a,b) overlapping wage contracts model, for styl-
ized versions of simple money supply rules and plausi-
ble values for the model's parameters. In this variant,
monetary policy is the only reason for serial correla-
tion in GNP. Therefore, itis premature to conclude that
the presence of such aroot in U.S. GNP is inconsistent
with either a stationary natural rate or with nominal
shocks playing a major role in the business cycle.

Tariffs, the Real Exchange Rate,
and the Terms of Trade: On Two Popular
Propositions in International Economics

Sebastian Edwards and Sweder van Wijnbergen
Working Paper No. 2365

August 1987

JEL Nos. 400, 410, 430

We investigate the relationship among tariff changes,
terms-of-trade changes, and the equilibrium real ex-
change rate using two models of a small open economy:
(1) a three-goods version of the Ricardo-Viner model,
and (2) a three-goods model with full intersectorial
factor mobility. We showthat, in general, it is not possi-
ble to know how the equilibrium real exchange rate will
respond to these two disturbances. Moreover, the tra-
ditional wisdom that a tariff hike will always resultin a
real appreciation, while aterms-of-trade worsening will
generate an equilibrium real depreciation, is incorrect.

Firm Characteristics, Unanticipated
Inflation, and Stock Returns

Douglas K. Pearce and V. Vance Roley
Working Paper No. 2366

August 1987

JEL No. 313

This paper reexamines the effects of nominal con-
tracts on the relationship between unanticipated infla-
tion and an individual stock’s rate of return. This study
differs in three main ways from previous research. First,
it uses announced inflation datato examine the effects
of unanticipated inflation. Second, a different specifi-
cation obtains more efficient estimates. Third, it con-
siders nominal contracts.

The empirical results indicate that time-varying firm
characteristics related to inflation predominantly de-
termine the effect of unanticipated inflation onastock'’s
rate of return. A firm’'s debt-equity ratio appears to be
particularly important in determining the response.

Recent Estimates of Time Variation
in the Conditional Variance and
in the Exchange Risk Premium

Jeffrey A. Frankel
Working Paper No. 2367
August 1987

JEL No. 431

The optimal diversification of investors’ portfolio be-
havior can give a linear relationship between the ex-
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change risk premium and the conditional exchange
rate variance. This paper surveys recent empirical work
that allows for the conditional varianceitself, and there-
fore the risk premium, to vary over time. In particular, it
examines the implications of recent empirical estimates
for earlier arguments, based on the assumption that
the conditional variance was constant over time and
that the exchange risk premium had to be small in mag-
nitude and variability.

Returns to Seniority
in Union and Nonunion Jobs:
A New Look at the Evidence

Katharine G. Abraham and Henry S. Farber
Working Paper No. 2368

August 1987

JEL Nos. 820, 830

One of the most prominent features of U.S. unionism
is the key role played by seniority. However, in cross-
sectional data, the positive association between se-
niority and earnings is typically much stronger for non-
union workers than for union workers. This finding has
puzzled previous researchers, since it seems inconsis-
tent with the generalization that seniority is more im-
portantin the union sector than in the nonunion sector.
We show that standard estimates of the return to se-
niority are likely to be biased upward. The bias is likely
to be larger in the nonunion sector than in the union
sector. Corrected estimates imply that the return to
seniority, in fact, is larger in the union sector than in
the nonunion sector.

Asset Pricing and Optimal Portfolio
Choice in the Presence of llliquid
Durable Consumption Goods

Sanford J. Grossman and Guy Laroque
Working Paper No. 2369
August 1987

We analyze a model of optimal consumption and
portfolio selection in which consumption services are
generated by holding a durable good. The durable
good is illiquid: a transaction cost must be paid when
the good is sold. Optimal consumption is not a smooth
function of wealth; it is optimal for the consumer to
wait until a large change in wealth occurs before ad-
justing his consumption. As a consequence, the con-
sumption-based capital asset pricing model fails to
hold. Nevertheless, the standard, one-factor, market-
portfolio-based capital asset pricing model does hold
in this environment.

Numerical simulations show that small transactions
costs can make consumption changes occur very in-
frequently. Further, the effect of transactions costs on
the demand for risky assets is substantial.

Market Power and Exchange Rate
Adjustment in the Presence of Quotas

Joshua Aizenman
Working Paper No. 2370
August 1987

This paper investigates the dependency of the ad-
justment of prices, exchange rates, and production
on the nature of the trade regime. | contrast the ad-
justment between a quota and a tariff regime fora “semi-
small” economy characterized by monopolistic compet-
itive market structure and short-run nominal contracts
under a floating exchange rate regime. | focus on the
factors determining the behavior of the quota rentand
the “pass-through” of exchange rate adjustmentto the
domestic prices of importable goods. The “pass-through”
ratio (measuring the elasticity of the domestic price of
importable goods with respect to the exchangerate) is
determined both by the commercial policy and by the
market power of the various producers. It tends to be
higher in a tariff regime because the endogenous ad-
justment of the quota rent mitigates the “pass-through.”
The adjustment of the exchange rate also tends to be
larger in the quota regime than in the tariff regime. In
the tariff regime, there is a larger switch of domestic
demand relative to the quotaregime, and a correspond-
ingly smaller exchange rate adjustment. In the quota
regime, adjustment of the quota rent keeps the net do-
mestic demand for foreign goods intact. As a result, the
relative price (of the domestic good to the foreign good)
facing the foreign consumer adjusts more in the quota
regime than in the tariff regime. At the same time, the
relative price facing domestic consumers in the quota
regime adjusts by less than in the tariff regime.

Exchange Rates and U.S.
Auto Competitiveness

J. David Richardson
Working Paper No. 2371
August 1987

This paper develops unique disaggregated data for
three U:S. and three Japanese automakers to assess
how changes in exchange rates, factor costs, and vol-
untary export restraints have affected recent price
competitiveness in the U.S. passenger car market.
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There is support for several familiar relationships: in
the late 1970s, the dollar's foreign exchange value fell
below its historical trend, in both nominal and cost-
adjusted (real) terms, relative to the major suppliers of
U.S. auto imports. U.S. price competitiveness tracked
U.S. cost competitiveness quite closely, as average
prices of U.S. automakers rose more slowly than those
of their principal rival firms (all Japanese). “Misalign-
ment” of the dollar toward weakness by historical norms
was reflected in competitive relative pricing by U.S.
auto firms, again with respect to a historical norm.

The experience of 1980-5 is more complex and inter-
esting. Strong offsetting forces appear to have been at
work. Relative to major auto suppliers, the effective
nominal dollar rose gradually toward its level of the
mid-1970s, but the effective real “auto dollar” rose much
faster, increasing to a level well above its historical norm
by early 1985. U.S. cost competitiveness deteriorated,
not so much because of exchange rates but because
unit labor costs in manufacturing rose in the United
States relative to those in major auto suppliers. U.S.
auto price competitiveness beganto deteriorate corre-
spondingly, but soon stopped, and instead improved
gradually between 1982 and 1985, ending up at about
the same level in 1985 as in 1980. The Voluntary Restraint
Arrangements (VRAs) with Japan, which beganin 1981,
seem to explain why the negative effects of exchange
rates and costs on U.S. auto price competitiveness were
offset. The VRAs also provide a reason why average
prices of U.S. automakers rose faster than other U.S.
prices as measured by the Consumer Price Index, and
why in Japan, average prices on auto salestothe United

‘States rose much faster than other Japanese prices did.

In sum, “misalignment” of the dollar toward strength by
historical norms and deteriorating labor cost competi-
tiveness, which tended to undermine the competitive-
ness of U.S. auto firms, were offset by the Japanese
VRAs, which buttressed it. The VRAs, however, under-
mined the intersectorial competitiveness of autos.

Open Economy Macroeconomics:
New Directions

Rudiger Dornbusch
Working Paper No. 2372
August 1987

JEL Nos. 431, 133

This paper reviews the directions of research that
offer important insights into open-economy macro-
economic policy: pricing, waiting, and expectations.

The pricing discussion centers on the recognition
that firms are price setters. This implies that industry
shocks, such as exchange rate movements or changes
in commercial policy, have effects on outputand prices
different from the standard model of a small country

under foreign competition. Industrial organization
considerations, including market structure and prod-
uct differentiation, determine the impact of shocks
on output and prices.

Extensions of work onirreversible investment, draw-
ing on the option literature, show the value of waiting.
In open-economy macroeconomics, this theory canbe
applied not only to questions of employment but also
to such topics as the return of capital flight.

The expectations literature is being extended to
more ambitious stochastic models of policy. If agents
extrapolate current disturbances, say in money, and
expect a cumulative deviation of money from aninitial
path, there will be large immediate effects of money
innovations on exchange rates. These new models ex-
tend the Mundell-Fleming models by showing that
even small changes in the growth rate of money can
bring about large changes, and volatility, in exchange
rates.

Resolving the International Debt Crisis

Stanley Fischer
Working Paper No. 2373
September 1987

Since August 1982, the international debt crisis has
dominated: economic policymaking in the developing
countries; economic relationships between the debtor
and creditor countries; the attention of the multilateral
institutions in their dealings with the debtor nations;
and private sector decisions on lending to the develop-
ing countries.

There has been some progress since 1982. Neither
the commercial nor the central banks have had to deal
with formal large-scale debt defaults. Balance sheets
of creditor banks have been strengthened. There is an
active secondary market in developing country debt,
and debt-to-equity swaps are a reality. Forthe debtors,
real interest rates have fallen between 1982 and 1987.
Net exports showed extraordinary growth. Budget def-
icits have been reduced, despite falling incomes. In
1987 commodity prices have begun to recover. The
period has seen a shift toward, rather than away from,
democracy.

But five years after it began, the debt crisis is very
much alive. None of the major Latin American coun-
tries has restored normal access to the international
capital markets. At least one major debtor has been in
trouble each year.

This paper describes and evaluates three classes of
solutions. Least radical are proposals for procedural
reform and changes in the nature of the claims on the
existing debt. Some procedural reforms, such as mul-
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tiyear reschedulings and exit vehicles forsmaller banks,
have already begun to be instituted. Others include
changes in accounting rules, and U.S. provision of in-
formation on foreign accounts held inthe United States.
Changes in the nature of claims include: debt-equity
swaps; country funds; interest capitalization; and pay-
ment by the debtors in their own currency.

The second type of solution is the creation of a facility,
or new institution, to deal with the overhang of existing
debt. The institution would buy the debt from the banks
in exchange for claims on the institution, and in turn
would collect from the debtor countries. The prices at
which debtis purchased and the amounts to be collect-
ed from the debtors are the crucialissues. Finally, there
are proposals for debt relief, either in direct negotiation
between creditors and debtors and/or in conjunction
with the creation of a facility.

Negotiated Trade Restrictions
with Private Political Pressure

Robert C. Feenstra and Tracy R. Lewis
Working Paper No. 2374

September 1987

JEL Nos. 022, 026, 411, 422

We consider a home government with political pres-
sure to restrict trade, at the expense of foreigners. The
foreign country is compensated with an income trans-
fer, which can be thought of as a portion of the tariff
revenues or quota rents. In this setting, the two coun-
tries should negotiate over the level of tariff and the
transfer of rents, depending on the level of political
pressure at home. However, if this pressure cannot be
observed directly abroad, then the home country may
have an incentive to claim arbitrarily high political need
and seek correspondingly high trade barriers. We re-
solve this problem by determining incentive-compatible
trade policies, in which the home government has no
incentive to overstate (or understate) the political pres-
sure for protection.

Household Formation and Homeownership:
The Impacts of Demographics and Taxes

Patric H. Hendershott
Working Paper No. 2375
September 1987

JEL Nos. 840, 932

This paper summarizes the impact of economic, so-
cial, and demographic variables on household forma-
tions and homeownership in 1960-85. | use this knowl-
edge to forecast household formations, and their split

between owners and renters, through the year 2000. |
report high- and low-growth forecasts, with and with-
out enactment of the Tax Reform Act of 1986, and com-
pare them with others’ forecasts.

Net household formations are expected to be robust
through 1990 (above 1% million per year), but totail off
sharply inthe 1990s (downto 1 million by 2000). Home-
ownership should rise slightly in the 1990s.

Financial Policy and Speculative Runs
with a Crawling Peg: Argentina, 1979-1981

Robert E. Cumby and Sweder van Wijnbergen
Working Paper No. 2376
September 1987

This paper presents a model of a balance-of-pay-
ments crisis and uses it to examine the Argentine ex-
periment with a crawling peg between December 1978
and February 1981. The approach allows us to examine
the evolution of a crisis when the collapse is not a per-
fectly foreseen event. Implementation of the model
yields plausible values of the one-month-ahead proba-
bilities of a collapse of the crawling peg. The probabili-
ties exhibit a sharp increase in the middle of 1980 and
indicate a significant loss of credibility throughout the
remainder of the year. The results suggest that viability
of an exchange rate regime depends strongly on the
domestic credit policy followed by the authorities. If
this policy is not consistent with the exchange rate pol-
icy pursued by the authorities, then confidence in the
exchange rate policy is undermined.

The Interaction between Capital Investment
and R and D in Science-Based Firms

Saul Lach and Mark A. Schankerman
Working Paper No. 2377

September 1987

JEL No. 620

This paper analyzes the interaction among R and D,
capital investment, and the stock market rate of return
for 191 firmsin science-based industries from 1973-81.
Using dynamic factor analysis, we show how several
prominent hypotheses about the determination of R
and D and investment generate testable parameter re-
strictions. The data indicate that R and D Granger-
causes investment, but that investment does not Gran-
ger-cause R and D. We use this finding to examine the
validity of those hypotheses, to characterize the move-
ments of R and D and investment over time, and to mea-
sure the stock market valuation of these movements.

48



Argentina: Debt and
Macroeconomic Instability

Rudiger Dornbusch and Juan Carlos de Pablo
Working Paper No. 2378

September 1987

JEL Nos. 431, 131

This paper reviews Argentina’'s debt experience of
the past ten years. The emphasis is on the interaction
among relative prices, financial instability, budget def-
icits, inflation, and debt accumulation. A longer-run
perspective shows that the continuing fiscal problems
have stood in the way of investment and growth.

Debt Problems and the
World Macro Economy

Rudiger Dornbusch
Working Paper No. 2379
September 1987

JEL Nos. 431, 133

This paper investigates the role of interest rates,
commodity prices, and growth in bringing about the
debt crisis and asks how they facilitated, or made more
difficult, the first five years of adjustment. It also asks
whether and how the world macroeconomy is likely to
contribute to the solution of the debt problem in the
next five years.

The paper starts with a conceptual framework and a
review of the behavior of key macroeconomic varia-
bles in the past quarter of a century. Next it discusses
the origins of the debt crisis and the adjustment peri-
od, 1982-7. Thenthere is a review of alternative scenar-
ios for 1987-90 and their bearing on debt questions. |
also ask what contribution commercial policies may
make. The paper concludes pessimistically thata good
performance of the world economy will notbring about
a sufficient improvement for many debtors.

Is It Risk? Explaining Deviations from
Uncovered Interest Parity

Robert E. Cumby
Working Paper No. 2380
September 1987

JEL Nos. 431, 441

This paper asks whether ex ante returns to forward
speculation can be explained by models of a foreign

exchange risk premium. After presenting evidence
that both nominal and real expected speculative prof-
its are nonzero, | ask whether real returns to forward
speculation are consistent with consumption-based
models of risk premiums. | then present estimates of
the conditional covariance between real speculative
returns and real consumption growth; like ex ante re-
turns to forward speculation, they exhibit statistically
significant fluctuations over time and often change
sign.

The Regularity of Business Cycles

Victor Zarnowitz
Working Paper No. 2381
September 1987

JEL No. 132

Do business cycles have predictable periodicities or
are they random walks without past regularities or pre-
dictive value? This paper first examines the implications
of the NBER chronologies and other findings for the
question of the regularity of business cycles. [t discusses
hypotheses and presents evidence concerning the in-
cidence and coexistence of cycles with different periods.
An extension of the analysis covers growth cycles in
the United States and other major countries.

The paper then considers different models—Ilinear,
nonlinear, endogenous, and exogenous—for what
they have to say about the problem. The paper pays
particular attention to the regularity of investment cy-
cles and the possible asymmetries in cyclical behavior
and provides some related data and tests.

The results suggest that business cycles defy simple
characterizations: they show a strong tendency to
recur, and at times even near-periodicity, along with
great diversity and evolution of phase durations. The
age of a phase is not of much helpin predicting whenit
will end; the regularities are mainly in the dynamics of
the developing business conditions.

Social Security Reforms and Poverty
among Older Dual-Earner Couples

Olivia S. Mitchell
Working Paper No. 2382
September 1987

Most studies of retirement examine older married
couples with the husband asthe sole earner. This paper
examines older dual-earner couples. It further evaluates
the impact of Social Security reforms on older working
couples’ retirement ages and retirement incomes.

Specifically, | ask two questions: (1) What are the
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likely effects of changes in'Social Security rules onthe
retirement decisions of older working women and their
husbands? (2) How are these changes likely to alter
the incidence of poverty among retired dual-earner
couples? The evidence suggests that benefit reforms
intended to bolster the Social Security Administra-
tion’s financial position are also likely to worsen the
economic status of an important minority of dual-earn-
er couples.

Consumption Risk and International
Asset Returns: Some Empirical Evidence

Robert E. Cumby
Working Paper No. 2383
September 1987

JEL Nos. 431, 441

This paper asks whether real stock returns in four
countries are consistent with consumption-based mod-
els of international asset pricing. | find that ex ante real
stock returns exhibit statistically significant fluctua-
tions over time, and that these fluctuations cannot be
explained by consumption-based models when the
conditional covariances between real stock returns
and the rate of change of consumption are assumed to
be constant over time. | then model these conditional
covariances and find that they too exhibit statistically
significant fluctuations over time. However, even when
conditional covariances are allowed to change over
time, the consumption-based models do not fully ex-
plain real stock returns.

The Impact of Money Targeting in
the United States: 1976-1984

Carl E. Walsh

Working Paper No. 2384
September 1987

JEL No. 311

This paper attempts to assess empirically the impact
of monetary policy on output and inflation in the Unit-
ed States during the period of M1 targeting from 1976
to 1984. Using impulse response functions, | examine
the impact of policy shocks on output and inflation,
and the impact of aggregate demand, aggregate sup-
ply, and money demand shocks on M1 and the Fed’s
target path. These response functions are based onan
orthogonalization of VAR residuals derived from an
estimated structural model. The VAR specification re-
flects the finding that M1 and the Fed's target for M1
are cointegrated.

The evidence suggests that money supply shocks and
shocks to the M1 target have accounted for little of the
observed volatility of output or inflation. However, the
induced policy responsetoaggregate demand and sup-
ply shocks has contributed to subsequent inflation.

Order Backlogs and Order Smoothing

Kenneth D. West
Working Paper No. 2385
September 1987

JEL No. 131

Empirical examination of some data on aggregate
manufacturing suggests that order backlogs may help
to explain two puzzling facts: (1) the variability of pro-
duction appearsto be greater thanthat of demand, and
(2) inventories appear to be drawn down when demand
is low and built up when demand is high.

Imperfect Competition and
the Keynesian Cross

N. Gregory Mankiw
Working Paper No. 2386
September 1987

JEL No. 320

This paper presents a simple general equilibrium
model in which the only non-Walrasian feature is im-
perfect competition in the goods market. The model
exhibits various Keynesian characteristics. In particu-
lar, as competition in the goods market becomes less
perfect, the fiscal policy multipliers approach the values
implied by the textbook Keynesian cross.

Financing Constraints and
Corporate Investment

Steven Fazzari, R. Glenn Hubbard,
and Bruce C. Petersen

Working Paper No. 2387
September 1987

Most empirical models of investment rely on the as-
sumption that firms are able to respond to prices set
in centralized securities markets (through the “cost of
capital” or q). An alternative approach emphasizesthe
importance of cash flow as a determinant of invest-
ment spending, because of a “financing hierarchy,” in
which internal finance has important cost advantages
over external finance. We build on recent research con-
cerning imperfections in markets for equity and debt.
This work suggests that some firms do not have suffi-
cient access to external capital markets to enablethem
to respond to changes in the cost of capital, asset prices,
or tax-based investment incentives. To the extent that
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firms are constrained in their ability to raise funds ex-
ternally, investment spending may be sensitive to the
availability of internal finance. That is, investment may
display “excess sensitivity” to movementsin cash flow.
In this paper, we work within the g theory of invest-
ment and examine the importance of a financing hier-
archy created by capital market imperfections. Using
panel data on individual manufacturing firms, we com-
pare the investment behavior of rapidly growing firms
that exhaust all of their internal finance with that of
mature firms paying dividends. We find that g values
remain very high for significant periods of time for firms
paying no dividends, relative to those for mature firms.
We also find that investment is more sensitive to cash
flow for the group of firms that our model implies is
most likely to face external finance constraints. These
results are consistent with the augmented model we
propose, which takes into account different financing
regimes for different groups of firms. Finally, we discuss
some extensions and implications for public policy.

Dynamic Behavior of Imperfectly
Competitive Economies
with Multiple Equilibria

Russell Cooper
Working Paper No. 2388
‘September 1987

This paper investigates the dynamic behavior of an
economy with multiple Nash equilibriums. The first
part analyzes an abstract game that exhibits multiple
equilibriums. | propose a selection criterion depen-
dent on history that induces correlated behavior in
equilibrium even though agents are playing one-shot
games and disturbances are not correlated over time.

The second part of the paper investigates a specific
model of multiple equilibriums. Here the multiplicity is
induced by the presence of a discrete decision on the
part of firms regarding their choice of technique. This
example illustrates the implication of the selection cri-
terion introduced in the first part of the paper. Again,
correlated behavior emerges in a sequence of inde-
pendent one-shot games. The model economy also
may experience prolonged periodsin which a low-pro-
ductivity technology is in use and then, as a conse-
quence of a large real disturbance, may switch to an
alternative equilibrium in which a high-productivity
technology is used. The paper also discusses the Pare-
to ordering of these equilibriums.

Fiscal Policies and the Stock Market:
International Dimensions

Assaf Razin
Working Paper No. 2389
September 1987

The dynamic effects of fiscal policies on the real equi-
librium have been the subject of a large body of recent
research that emphasizes the intertemporal dimensions
of tax and spending policies both in closed- and open-
economy contexts. This paper extends the intertem-
poral analysis that was conducted under full certainty
to uncertain environments. Specifically, the paper uses
a two-country stochastic general equilibrium model of
the world economy to address the effects of govern-
ment tax and spending policies on private sector con-
sumption asset portfolios and stock market valuations.
The key resultis that the consequences of expected fu-
ture policies, and the characteristics of their interna-
tional transmission, depend critically on the precise
variability of these policies across states of nature. The
effects of current policies on consumption savings and
stock market prices, however, conform closely to the
predictions of the corresponding certainty intertem-
poral model.

U.S. and Swedish Direct Investment
and Exports

Magnus Blomstrom, Robert E. Lipsey,
and Ksenia Kuichycky

Working Paper No. 2390

September 1987

JEL Nos. 420, 440

Overseas production by affiliates of Swedish and
U:S. firms rarely displaces exports from the two home
countries. In most cases, it either has no effectortends
to increase home country exports. The positive effect
on Swedish exports is evident not only with respect to
levels of exports to different countries at one time but
also with respect to changes in exports over time. The
positive effect on U.S. exports can be observed for mi-
nority-owned as well as for majority-owned foreign
operations.
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How Much Care Do the Aged Receive
from Their Children? A Bimodal Picture
of Contact and Assistance

Laurence J. Kotlikoff and John Morris
Working Paper No. 2391

September 1987

JEL No. 918

This paper presents some preliminary findings based
on a new survey entitled The Hebrew Rehabilitation
Center for the Aged-NBER Child Survey. The paper
describes the survey and examines contact between
the elderly and their children.

It appears that a significant minority of the elderly,
many of whom need assistance with the activities of
daily living, either have no children or have only limited
contact with their children. There appears to be less
contact between children and the vulnerable elderly
than between children and the nonvulnerable elderly.
The least amount of contact is between children and
the institutionalized elderly. In addition, although many
of the parents in our sample are very poor, financial
support from children is uncommon, other than inthe
form of shared housing. Many of the elderly seem very
well cared for by their children, while a significant mi-
nority either have no children or have no children who
provide significant time or care.

We find that over one-fifth of the elderly have no chil-
dren at all. Over one-half of them do not have adaughter,
or do not have a daughter who lives within an hour of
them. Over half of single elderly males and females,
and over two-fifths of vulnerable single elderly males
and females, live completely alone. Of the elderly who
do have children, fewer than one-fourth of them live
with their children.

A small fraction of the elderly with children hear from
them once a year at most. Aimost 10 percent ofthe chil-
dren of the elderly have contact with their parents once
a year at most.

Financial assistance from children to the elderly,
even in cases in which the elderly are quite poor, is ex-
tremely rare. In a typical month, over a quarter of the
elderly who have children do not spend time with them.

Asset Accumulation, Information,
and the Life Cycle

Mervyn A. King and Jonathan I. Leape
Working Paper No. 2392

September 1987

JEL Nos. 022, 229, 820

Empirical tests of the life-cycle model have focused
on its implications for the level of a household’s total

net worth and have paid little attention to changes in
portfolio composition over the life cycle. In this paper,
we examine a new survey of the asset holdings of 6010
U:S. households and show that there is a pronounced
life-cycle pattern to both the number and the value of
assets held. Direct survey evidence suggests that in-
complete information is a significant determinant of
household portfoliocomposition. We testthe hypothe-
sis that information about investment opportunities
arrives stochastically over time, estimating a Poisson
model for the arrival of new information.

Prices of Single-Family Homes since 1970:
New Indexes for Four Cities

Karl E. Case and Robert J. Shiller
Working Paper No. 2393
September 1987

JEL No. 932

This paper uses data on nearly a million homes sold
in four metropolitan areas—Atlanta, Chicago, Dallas,
and San Francisco—to construct quarterly indexes of
existing home prices between 1970 and 1986. We pro-
pose and apply a new method of constructing such
indexes that we call the weighted repeat sales method.
We believe the results give an accurate picture of the
actual rate of appreciation in home prices in the four
cities. The paper explains the construction of theindex,
discusses the results, and compares them with the Na-
tional Association of Realtors’ data on the median price
of existing single-family homes for 1981-6.

'Til Debt Do Us Part: The U.S. Capital Market
and Foreign Lending: 1920-1955

Barry J. Eichengreen
Working Paper No. 2394
October 1987

JEL No. 441

This paper analyzes the U.S. experience with foreign
lending in the half-century since 1920. A first question
raised by this experience is: What ignited the process
of U:S. foreign lending? | conclude that lending was
restrained at the beginning of the period by the debt
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overhang associated with reparations and by the post-
world War | disruption of international trade. Inter-
vention by creditor country governments—in the form
of the Dawes Loan, League of Nations loans to Central
Europe, and reconstruction of the gold standard sys-
tem—was necessary toinitiate long-term capital flows.

A second question is how to characterize the opera-
tion of the U.S. capital market once lending was under-
way again. | find thatwhile lenders discriminated among
potential borrowers and demanded compensation for
default risk, they did not do so sufficiently. Neither an
efficient-markets model nor a fads-and-fashions model
provides an adequate characterization of the data.

A third question is whether defaultinthe 1930s made
it more difficult for countries to borrow in the 1940s
and 1950s. | find no evidence that countries that inter-
rupted debt service in the 1930s found it more difficult
to borrow subsequently than countries that maintained
debt service continuously. Rather, default reduced ac-
cess to private portfolio capital flows for defaulting and
nondefaulting countries alike.

The Economic Consequences
of Noise Traders

J. Bradford De Long, Lawrence H. Summers,
Andrei Shleifer, and Robert J. Waldmann
Working Paper No. 2395

October 1987

The claim that financial markets are efficient is backed
by an implicit argument that misinformed “noisetraders”
can have little influence on asset prices in equilibrium.
If noise traders’ beliefs are sufficiently different from
those of rational agents to affect prices significantly,
then they will buy high and sell low. They will then lose
money relative to rational investors and eventually will
be eliminated from the market.

We present a simple overlapping-generations model
of the stock market in which noise traders with erro-
neous and stochastic beliefs: (1) significantly affect
prices; and (2) earn higher returns than rational inves-
tors do. They earn high returns because they bear a
large amount of the market risk that their presence
creates in the assets thatthey hold: their presence raises
expected returns, because sophisticated investors dis-
like bearing the risk that noise traders may beirration-
ally pessimistic and may push asset pricesdown inthe
future.

The model has many properties that correspond to
the Keynesian view of financial markets. Stock prices
are more volatile than can be justified on the basis of
news about underlying fundamentals. A rational inves-

tor concerned about the short run may be better off
anticipating the guesses of others rather than choos-
ing the appropriate B portfolio. Asset prices diverge
from average values frequently but not permanently.
This gives rise to patterns of mean reversion in stock
and bond prices similarto those found directly by Fama
and French (1987) forthe stock market. Italso givesrise
to the failures of the expectations hypothesis of the
term structure. Since investors in assets bear not only
fundamental risk but also noise trader risk, the average
prices of assets will be below fundamental values. One
striking example of substantial divergence between
market and fundamental values is the persistent dis-
count on closed-end mutual funds; a second example
is Mehra and Prescott’s (1986) finding that American
equities sell for much less than the consumption capital
asset pricing model would predict. The more the mar-
ket is dominated by short-term traders as opposed to
long-terminvestors, the poorer is its performance asa
social capital allocation mechanism. Dividend policy
and capital structure can matter for the value of the
firm, even abstracting from tax considerations. And,
making assets illiquid and thus nolonger subjecttothe
whims of the market—as is done when a firm goes pri-
vate—may enhance their value.

Why Are Wages Cyclical in the 1970s?

Rebecca M. Blank
Working Paper No. 2396
October 1987

JEL Nos. 131, 824

This paper analyzes cyclicality in real wages between
1969 and 1982, using 14 years of data from the Panel
‘Survey of Income Dynamics. First, it asks the extentto
which movements in and out of the labor market create
apparent wage cyclicality. Second, itinvestigates wheth-
er cyclical movements of workers between heteroge-
neous wage sectors within the labor market create
cyclicality.

| find little evidence of the first effect. The second
effect is much more important, and clearly cyclicality
occurs in the movement of workers between different
labor market sectors. However, sector selection is not
correlated with wage determination. Thus, individual
wage change estimates of cyclicality need to control
for sector location but need not account for sector
selection.

Third, cyclicality is present in real wages even within
sectors over this time period and is the result both of
cyclicality in overall wage levels (cyclicality in the con-
stant term in wage equations) and in the coefficients
associated with particular worker characteristics.
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Disaggregating the Effect of the Business
Cycle on the Distribution of Income

Rebecca M. Blank
Working Paper No. 2397
October 1987

JEL Nos. 131, 824, 914

This paper disaggregates total household income
into a complete set of components and studies the com-
parative cyclical relationship of these components to
economic growth. | compare the relative responsive-
ness to GNP growth of: wages; hours of work; total labor
market income of household heads and wives; transfer
income sources of households across income; race;
sex; and age groups. This provides a picture ofthe chan-
nels by which economic growth produces income
change. Significant differences in elasticities exist both
between different income components and between
different population groups for the same components.
The narrowing income distribution in times of high
growth occurs primarily because of large elasticities
on the household head’s labor market income among
the poor. Both wages and hours show evidence of cycli-
cality. The labor market earnings of women—both
wives and household heads—are far less responsive to
growth. Cyclicality in transfer income varies enor-
mously between population groups and by type of
transfer.

Israel’s Stabilization: A Two-Year Review

Michael Bruno and Sylvia Piterman
Working Paper No. 2398

October 1987

JEL No. 134

The comprehensive stabilization program that Israel
launched in July 1985 has brought about a dramatic
reduction in inflation at no visible cost in unemploy-
ment, at the same time improving the external financial
position of the country. The program’s success liesina
drastic cut in the government deficit but was also caused
by the appropriate initial synchronization of the most
important nominal variables.

In spite of the continued success of the stabilization
program over the last two years, many problems re-
main. Excessive wage demands and a private consump-
tion boom, in part the result of relative stability, so far
have prevented the reduction ofinflationto OECD rates.
The stabilization process has also unearthed many
structural problems, particularly an oversized public
sector.

Further reduction of inflation depends on flexible
wage policy and continued budget balance. A further
cut in government expenditure and abstention from
debt finance are also keys to the success of the capital
market and tax reforms. These and other structural
reforms will determine whether the recent upsurge in
economic activity can be turned into sustained growth.

Contraction and Expansion: The Divergence
of Private Sector and Public Sector Unionism
in the United States

Richard B. Freeman
Working Paper No. 2399
October 1987

This paper contrasts the past several decades of
public sector unionism—which has expanded in the
United States—with private sector unionism—which
has contracted. It uses the experience of other coun-
tries, particularly Canada, to rule out some explana-
tions of the divergent trends.

The major reason for the decline inthe private sector
is increased management opposition to union organi-
zation, motivated in part by profit-seeking behavior
and augmented by trade union responses. The major
reason forthe expansionin the publicsectoris decreased
market opposition, motivated in part by vote-seeking
behavior, and caused by passage of comprehensive
collective bargaining laws.

Can Futures Market Data
Be Used to Understand the
Behavior of Real Interest Rates?

Frederic S. Mishkin
Working Paper No. 2400
October 1987

JEL No. 310

Understanding the behavior of real interest rates is
central to monetary macroeconomics. Recently, re-
searchers have begun to use futures markets data to
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examine real interest rate behavior. Futures market
data can be used directly to construct own-commodity
real interest rates—that is, the ex ante real returnon a
bond in terms of specific commodities—and then those
rates can be used to make inferences about the realin-
terest rate for the aggregate economy.

| find that futures market data are not particularly
informative about real interest rates. First, the ex ante
relative price movement embedded in the own-com-
modity real rates (the noise) is over 100 times more
variable than the aggregate real interest rate (the sig-
nal). Own-commodity real rates thus are unlikely to
contain much information about the aggregate real
interest rate. Second, several widely accepted facts
about the behavior of aggregate real interest rates in
the 1980s are not at all evident in the own-commodity
real rate data. Thus, analysis of own-commodity real
rates provides a misleading impression of aggregate
real rate movements for a periodthat displays the most
striking movements of real interestratesin the postwar
period. Finally, econometric analysis of own-com-
modity real rate behavior finds no evidence of ashiftin
the behavior of real interest rates when the monetary
policy regime changed in October 1979; this is at odds
with previous strong findings in the literature.

Heteroskedasticity-Consistent Estimation
of the Variance-Covariance Matrix
for the Almost Ideal Demand System

Melvyn A. Fuss
Working Paper No. 2401
October 1987

JEL No. 210

This paper demonstrates that if the almost ideal de-
mand system aggregate model is constructed as the
aggregation of individual consumer demands, thenthe
error structure for any individual equation is necessar-
ily heteroskedastic unless the distribution ofincomeis
constant across aggregates. Maximum-likelihood esti-
mation that ignores this heteroskedasticity yields in-
consistent estimates of the variance-covariance ma-
trix and renders likelihood ratio tests of the restrictions
of consumer demandtheory inappropriate. | proposea
heteroskedasticity-consistent estimator of the variance-
covariance matrix by adopting the technique of White
(1980) to the case at hand.

What Do We Know about Worker
Displacement in the United States?

Daniel S. Hamermesh
Working Paper No. 2402
October 1987

JEL No. 820

In the United States during the 1980s, roughly one-
half-million workers with three or more years on the
job have become unemployed each year because of
plant closings. This appears to represent an increase
over earlier periods with similar macroeconomic con-
ditions. The wage cuts that we see lower only slightly
the probability that a plant will close. There is a sub-
stantial average loss of earnings because of long spells
of unemployment after displacement and subsequent
reduced wages. While minorities suffer an above-aver-
age rate of displacement, their earnings losses upon
displacement are not disproportionately high. Women
and older workers are no more likely than others to
become displaced, and their losses are not dispropor-
tionate; but workers who have been on the job longer
lose more.

Trade in Risky Assets

Lars E. O. Svensson
Working Paper No. 2403
October 1987

JEL Nos. 411, 431, 441

This paper develops a theory of the pattern of inter-
national trade in risky assets by applying the law of
comparative advantage to asset trade. According to
this law, there is a tendency for a country to import
assets that have relatively high autarky prices. The
autarky priceofanassetis highif the autarky real inter-
est rateis low, orifthe asset’s autarky risk measure (the
product of the risk premium and the asset price) is low.
| analyze how autarky interest rates and risk measures
are affected by international differences in stochastic
properties of output/endowments; the rate of time
preference; the degree of risk aversion; and subjective
beliefs. | also ask how such differences predict overall
capital account deficits or surpluses and predict the
composition of the capital account into trade in arbi-
trary risky assets and the special cases of sure indexed
bonds, stocks (claims to output), and Arrow-Debreu
securities.
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