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program, and has close links with the Program in International Finance
and Macroeconomics. Asset pricing is the study of markets for financial
assets, including stocks, bonds, foreign currencies, and derivative se-
curities, such as futures and options. It is a highly technical field of eco-
nomics, but also one in which new ideas are applied rapidly by practi-
tioners, who take a keen interest in academic research. NBER economists
have been studying a variety of topics within the field, including general
equilibrium asset pricing models, international financial integration, deriv-
ative securities, and some intriguing microeconomic puzzles about asset
price behavior.

Asset Pricing in General Equilibriom

One fundamental insight of modern financial theory is that a “stochastic
discount factor” exists that can be used to calculate the expected return
and price of any asset, given information about the pattern of its cash
flows. Without this factor, investors could make riskless profits through ar-
bitrage operations. Different asset pricing models imply different stochas-
tic discount factors, and some models include many stochastic discount
factors that will price the assets that are traded. But any model that rules
out arbitrage opportunities has at least one stochastic discount factor.

Several NBER economists have been trying to characterize the stochastic
discount factor that prices the assets traded in today’s world economy.
John H. Cochrane and Lars P. Hansen have provided a useful general
overview, showing that the stochastic discount factor must be highly
volatile if it is to price U.S. equities and fixed-income securities.! This
poses a problem, because the standard macroeconomic asset pricing
model, which aggregates investors into a single “representative agent” who
consumes aggregate consumption, implies that the stochastic discount fac-
tor is not very volatile when the representative agent has standard prefer-
ences and attitudes toward risk.
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One response to this problem is
to explore different models of in-
vestors’ preferences. Phillip A.
Braun, George M. Constantinides,
and Wayne E. Ferson have argued
that past consumption may in-
crease the marginal utility of to-
day’s consumption; this “habit-for-
mation” effect greatly increases in-
vestors’ risk aversion whenever
consumption is close to the habit
level determined by the recent past
history of consumption.? Geert Be-
kaert, Robert J. Hodrick, and David
A. Marshall have explored a model
of “first-order risk aversion” in
which investors are more con-
cerned about small risks than they
are in the standard model.3 Shlomo
Benartzi and Richard H. Thaler
have developed a heterodox psy-
chological theory of investor be-
havior that implies that investors
place more weight on the pos-
sibility of short-term losses than on
the hope of short-term gains.*

Other NBER economists have ar-
gued that aggregate consumption
does not adequately measure the
risks borne by the investors who
are active in asset markets. Coch-
rane has suggested that it might be
better to relate asset prices to the
production side of the economy
rather than the consumption side,
while I have developed a frame-
work in which one can measure
risks without using aggregate con-
sumption data.’ The framework as-
sumes that markets are complete
so that investors can share their
risks, but it is also possible that
investors are more wary of risky
assets because they bear uninsur-
able idiosyncratic risk. Philippe
Weil, and John Heaton and
Deborah Lucas have considered
the consequences of uninsurable
risk for asset pricing.®

It is fair to say that no consensus
has been reached yet about the




right way to model the stochastic
discount factor, but work in the
NBER asset pricing program and
elsewhere is yielding considerable
insight into the problem.

International Financial
Integration

One of the most important de-
velopments of the last few decades
has been the integration of finan-
cial markets located in different
countries. Twenty years ago it was
common for financial economists
to ignore foreign markets, but this
practice is no longer defensible. K.
C. Chan, G. Andrew Karolyi, and
René M. Stulz, for example, have
shown that the risk premium on a
U.S. stock index is explained poor-
ly by the variance of the stock in-
dex return (the traditional domestic
measure of risk), but is explained
much better by the covariance of
the index with foreign stock mar-
kets.” Bernard Dumas and Bruno
Solnik have shown that the risk of
exchange rate fluctuations is im-
portant in determining the expect-
ed returns on foreign currencies
and equities.®

Kenneth A. Froot has demon-
strated that there is a further link
between currency fluctuations and
stock market movements. In the
short run, there is almost no corre-
lation between exchange rate
movements and local-currency re-
turns on foreign stocks, but over
several years this correlation be-
comes important. Froot concludes
that investor horizons are important
in determining the extent to which
investors should hedge their for-
eign equity investments against cur-
rency fluctuations.?

In an integrated world financial
market, it is natural to treat differ-
ent countries’ stock markets as po-
tential investments, to be analyzed

in the same way as domestic stock
portfolios. In joint work with Fer-
son, Campbell R. Harvey has ex-
plored the characteristics of devel-
oped-country stock markets from
this perspective.!® Harvey recently
has extended this work to study
emerging stock markets.!!

Derivative Securities

An equally important transfor-
mation in the world of finance has
been the growth of markets for op-
tions and other derivative securi-
ties. Because options prices are in-
fluenced importantly by the volatil-
ity of underlying security prices,
options markets offer economists
the opportunity to measure market
expectations of future volatility.
Several NBER economists have
shown that implied volatilities fron
options markets are not optimal
forecasts of future realized volatili-
ties. Shang-jin Wei and Jeffrey A.
Frankel have argued that implied
volatilities tend to vary more than
rational forecasts of future volatili-
ty.12 Jaesun Noh, Robert F. Engle,
and Alex Kane have shown that
one can earn profits in options
markets by trading on differences
between option-implied volatilities
and forecast volatilities from an
econometric model.!?

Robert J. Shiller has argued that
the development of new deriva-
tives markets offers important ben-
efits to society. In several papers
and a forthcoming book, he advo-
cates the establishment of futures
markets for trading macroeconomic
risks including the risks of fluctua-
tions in house prices and compo-
nents of national income.

Some Puzzles

Scientific advances often result
from efforts to resolve puzzling dis-
crepancies between observed reali-
ty and the predictions of standard

theories. Asset pricing program
members have illustrated this in
several interesting papers. Zvi Bo-
die, Robert C. Merton, and William
F. Samuelson have asked why in-
vestment advisers commonly rec-
ommend that older people should
be more cautious in their invest-
ments than younger people. This
advice conflicts with the standard
theory, which ignores the fact that
younger people can absorb risks
by varying their labor supply (for
example, by retiring later if their
investments do poorly). Bodie,
Merton, and Samuelson show that
conventional investment advice
can be justified if the standard the-
ory is augmented to allow for labor
supply flexibility.!>

Jeremy C. Stein has asked why
trading activity in the housing mar-
ket tends to be more intense in ris-
ing markets than in falling markets.
He points out that the significant
downpayments needed to buy
houses make buyer liquidity an im-
portant determinant of demand. He
develops a model in which falling
house prices reduce the ability of
homeowners to make downpay-
ments on new homes; this reduces
transactions volume in housing
markets.1¢

David H. Romer has asked why
asset prices sometimes change dra-
matically in the apparent absence
of any important news. He sug-
gests that trading itself may be a
source of news. He constructs a
model in which each investor
thinks that other investors may
have good news that can justify a
high price. A small downward
move in the asset price then may
disabuse each investor and lead to
a large price decline. Romer offers
this as a stylized explanation for
the October 1987 market break and
other similar episodes.!”
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Other Activities

This report has emphasized the
basic research being done by
members of the asset pricing pro-
gram. The NBER also seeks to
identify intellectually challenging
questions of practical importance
and to encourage work that will

answer them. Members of the asset
pricing program have taken part in
two meetings with these objectives:
a February 1993 roundtable discus-
sion with regulators and practition-
ers on the regulation of derivative
securities, and a January 1994 con-
ference, organized by Andrew W.

Lo and sponsored jointly by the .

NBER and the New York Stock Ex-
change, on “The Industrial Organi-
zation of the Securities Industry.”
There is no shortage of relevant
questions in asset pricing, and the
asset pricing program will continue
to sponsor meetings and research
to address them.
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Research Summaries

Economic Reform and
Modernization in Latin America

Sebastian Edwards

Latin America entered the era
following World War II with great
optimism. International reserves
were at record levels, an incipient
manufacturing sector was begin-
ning to develop vigorously, and
there was an almost unlimited faith
in the ability of government poli-
cies to secure growth and cure so-
cial ills. The creation of the Bretton
Woods institutions generated ex-
pectations of a stable international
economic environment, free of the
financial and payments crises that
had afflicted the region for many
decades. Starting in the mid-1940s,
most Latin American countries fol-
lowed a development strategy
based on a high degree of protec-
tionism, government-led industrial-
ization, and a broad involvement of
the state in economic activities. For
some time, it seemed that this ap-
proach was working, and that early
promises of growth and prosperity
would materialize, allowing the Lat-
in American countries to gradually
move into the ranks of the more
advanced nations.!

Between 1950 and 1980, Latin
America grew at an annual average
rate of almost 6 percent per an-
num, significantly faster than the
industrial nations, and only margin-
ally slower than the East Asian
countries.?2 However, a number of
disturbing developments seriously
and steadily undermined the long-
term sustainability of the regional
strategy. First, excessive protection-
ism and generalized government
controls encouraged rent-seeking
activities, and created a very rigid

economic structure. Second, in
many countries the combination of
increasing burdens on public sector
budgets and inefficient tax systems,
and the government’s reduced abil-
ity to provide social services effi-
ciently, generated an increasing de-
gree of inequality.> Third, as a re-
sult of weak structures of public fi-
nance, more and more countries
were forced to rely on inflationary
financing as a way to bridge gov-
ernment expenditures and rev-
enues. And fourth, as a conse-
quence of the inward-looking strat-
egy, exports were greatly discour-
aged, barely growing between 1960
and 1980.

After the first oil shock of 1973,
the mode of development followed
by Latin America became increas-
ingly unsustainable. The aggregate
current account deficit for Latin
America and the Caribbean more
than doubled between 1972 and
1982, rising from 2.2 percent to 5.5
percent of GDP. Moreover, the re-
gion’s foreign debt/GDP ratio in-
creased from 0.20 in 1975 to 0.46 in
1982.4

The debt crisis unleashed in
1982, and the failure of policies put
in place in some countries to deal
with it—the Austral Plan in Argenti-
na, the Cruzado Plan in Brazil, and
the APRA Plan in Peru—played an
important role in reshaping policy
views in Latin America.’ It became
increasingly apparent that the high
degree of reliance on the state to
run the economy had not produced
the expected results. Instead of
protecting the public from major
external shocks, the overexpanded
state had greatly weakened the

~ ability of these economies to react

to foreign disturbances. Politicians
and policymakers began to sense—
slowly at first, and then at an in-
creasing speed—that the inward-
oriented policies followed by the
majority of the region were no
longer sustainable. As the 1980s
unfolded, economists dealing with
Latin America with increasing insis-
tence recommended a shift in the
region’s development strategy to-
ward market-based policies. At the
end of the 1980s, a growing num-
ber of political leaders began to
adopt a new vision of economic
policy based on market forces, in-
ternational competition, and a
greatly reduced role for the state in
economic affairs. After 1989, there
was an intensification and general-
ization of this reform process, with
more and more countries opening
to international trade and embark-
ing on ambitious privatization pro-
grams. In the early 1990s, policy-
makers in an increasing number of
countries began to supplement the
modernization reforms with social
programs focused on the reduction
of inequality and the eradication of
poverty.

Latin America’s experience with
adjustment and market-oriented re-
forms during 1982-92 has been fas-
cinating, and has generated suc-
cesses as well as failures. In many
cases, the reforms are too recent to
draw firm conclusions on their out-
comes, but in others there is al-
ready enough evidence to provide
at least an initial evaluation.®

I. The Debt Crisis and
the Muddling-Through
Period: 19827

The debt crisis erupted rather
unexpectedly in August of 1982.7"
Initially most analysts, including
those in the multilateral institutions,
argued that Latin America was fac-
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ing a mere liguidity problem. The
early years of the crisis were char-
acterized by an emergency adjust-
ment process in which countries
had to improvise in an effort to
rapidly generate massive resource
transfers to the advanced world.
During this early period, a number
of countries—Argentina, Brazil, and
Peru—experimented with hetero-
dox plans that ignored the need for
fiscal discipline, as a way of reduc-
ing inflation. These programs were
the last massive adjustment effort
based on the traditional Latin
American structuralist approach to
economic development. Their rapid
failure ignited a deep soul-search-
ing process among political leaders
and intellectuals in the region.®
Since 1987-8, there has been re-
markable transformation in eco-
nomic thinking in Latin America.
Protectionism and interventionist
views have given way to openness,
market orientation, and competi-
tion. There have been four main
causes behind this doctrinal trans-
formation: first, the realization that
the “traditional government-led de-
velopment policies had failed to
create 2 modern economic system;
second, the example of the coun-
tries of East Asia, with their ex-
tremely high rates of growth; third,
the fall of the nations of East Eu-
rope, and the realization that social-
ism had led to generalized failure
and frustration; and fourth, the pol-
icies of the multilateral institutions
—especially the International Mon-
etary Fund and the World Bank—
that conditioned their funds to the
implementation of major reforms.?
This change in economic think-
ing resulted in a new Latin Ameri-
can Consensus that has driven the
region’s reforms.'® This new con-
sensual view has come to be
shared by most policymakers and
analysts in the region, and is based
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on four main components. First,
there is a recognition that achiev-
ing macroeconomic stability is a
fundamental prerequisite for
achieving sustainable growth with
equity. Second, the Latin econo-
mies have gone through a massive
and largely unilateral process of
trade liberalization. This opening
process has been aimed at trans-
forming the export sector into the
region’s “engine of growth.” Third,
a massive privatization and deregu-
lation process. aimed at increasing
the role of markets, and competi-
tion in the development process,
has been undertaken. The fourth
component of the Latin American
reforms is more recent, and deals
with the social sectors and antipov-
erty programs. Increasingly, policy-
makers and political leaders in the
Latin American countries have come
to the agreement that in order to
consolidate the reforms, making
them a durable part of the region’s
economic landscape, poverty and
inequality have to be addressed in
an effective way. To this end, new
programs targeted to the poorest
sectors of society are being devised
in a large number of countries.!!

II. An Era of Reform:
1988-93

Even though it is difficult to date
exactly the beginning of the re-
forms in each particular country, it
is possible to argue that they ac-
quired full and generalized force
only in the late 1980s and early
1990s, after the attempts to use tra-
ditional structuralist policies to
solve the crisis had failed. At the
time the reforms were initiated, the
countries in the region experienced
very different initial conditions.
Some faced very rapid inflation
and highly distorted incentive sys-
tems; others started from a situa-
tion of relatively mild inflation and

moderate distortions. The initial
conditions also varied in terms of
the economic role of the state, in-
cluding the importance of state-
owned enterprises.

Although the intensity and scope
of the reforms have differed across
countries, it is possible to classify
them into four broad groups ac-
cording to the approximate time of
initiation of the reforms: early re-
formers, recent reformers, very re-
cent reformers, and future reform-
ers. Generally speaking, early re-
formers are further along in the
transformation, having made prog-
ress in many areas. Chile represents
a case of its own, having initiated
the reforms in 1975, almost a de-
cade before anyone else.l? Mexico
initiated the reforms in 1985 and
also has moved broadly and deep-
ly; it has built new institutions that
have helped consolidate the new
economic system. The recent and
very recent reformers vary in the
intensity and scope of reforms.
Some countries, such as Argentina,
have rapidly and simultaneously
dealt with many sectors; others
have moved selectively on structur-
al reforms, or have been unable to
enact credible macroeconomic
programs.

In almost every country, the ear-
ly post-debt crisis years (1982-7)
resulted in severe declines in GDP
per capita. After 1987, GDP per
capita began to recover in many of
them. Interestingly enough, growth
has shown a stronger trend among
advanced reformers than among
those countries that delayed the ad-
justment process.!> With a few ex-
ceptions, most Latin countries ex-
perienced respectable to strong
growth in 1992-3,

Macroeconomic stabilization, in-
cluding the reduction of the debt
burden, has been at the center of
the reform process. The recognition




by the advanced nations that the
crisis was more than a liquidity
crunch was a fundamental step in
the stabilization process. In gener-
al, volunteer debt reduction agree-
ments—the so-called Brady deals—
have been undertaken after the
country in question has made sig-
nificant progress in reducing fiscal
imbalances, curbing inflation, and
achieving macroeconomic stability. 4

Some questions of sequencing
and speed were addressed when
policymakers designed stabilization
programs: for example, should
macro adjustment precede the
structural reforms, or can both
types of policy be undertaken si-
multaneously? And, should gradual
stabilization be attempted, or are
abrupt policies more appropriate?!>
In a number of countries, fixed
nominal exchange rates have been
used as anchors in the anti-infla-
tionary effort. However, this has
been a controversial policy. While
a number of authors argued that
fixing the exchange rate provided
credibility to the stabilization pro-
grams, others pointed out that fixed
rates contributed to real exchange
rate overvaluation during the tran-
sition toward low inflation, un-
dermining the sustainability of the
stabilization effort.1

Trade liberalization has been at
the core of the structural reforms.
Import tariffs have been reduced
from an average of approximately
70 percent to around 12 percent,
and nontariff barriers have almost
been eliminated throughout the re-
gion in a very short time. As a re-
sult, the Latin countries have expe-
rienced rapid productivity improve-
ments and significant expansion in
exports. Recently, this unilateral
opening process has been supple-
mented by efforts toward the cre-
ation, or revitalization, of regional
trading blocs—MERCOSUR, the

Andean Pact, the Central American
Common Market, and CARICOM.?
Also, most countries in the region
have expressed interest in joining
NAFTA.!'® A competitive real ex-
change rate—and, in particular, the
avoidance of overvaluation—has
played a key role in determining
the success of trade reform at-
tempts. The pressure that massive
capital flows have exercised re-
cently on real exchange rates
throughout the region has been the
cause of some concern among pol-
icy analysts, though.!?

One of the salient features of the
recent Latin reforms, and one that
distinguishes them from past efforts
at stabilizing and reducing the ex-
tent of distortions, is the emphasis
on reducing the size of the state
through massive privatization. In
many countries, the privatization
process has been linked to debt re-
duction schemes based on debt-
equity swaps. As a result of this,
foreign firms have played an im-
portant role in reshaping Latin
America’s manufacturing and finan-
cial sectors. This development con-
stitutes a marked change from a
traditional history of mistrust of for-
eign firms. Although the privatiza-
tion process has taken different
forms in different countries, it has
created thousands of new share
owners. Latin American policymak-
ers have discovered that, in many
cases, a modern regulatory frame-
work is a requirement for the effi-
cient functioning of the newly pri-
vatized sector. However, progress
in this area has been uneven
throughout the region.2® One area
in which very little improvement
has occurred is labor market dereg-
ulation. In most countries, labor
market duality continues to exist,
and labor distortions negatively
affect welfare and international
competitiveness.?!

For years, the majority of the
Latin American countries strictly
controlled capital markets, quantita-
tively allocating credit and keeping
interest rates below ongoing rates
of inflation.?? The deregulation of
the financial sector has been an im-
portant component of most re-
forms. Interest rates have been
freed, and the creation of new fi-
nancial institutions has been en-
couraged. Some important policy
debates in this area have dealt with
the optimal timing of financial re-
form, the role of capital market su-
pervision, and the opening of the
capital account. In spite of the re-
forms of capital markets in the re-
gion, investment and savings re-
main low in most countries. Ex-
plaining the behavior of private
savings is rapidly becoming one of
the most pressing analytical issues
in Latin America.

Latin America has a long tradi-
tion of poverty and inequality.
Moreover, many aspects of human
development have deteriorated
since the eruption of the debt cri-
sis. Now there is a general recogni-
tion in the region that economic
growth and education are the main
long-run determinants of reduced
poverty. However, it takes these
two channels a long time to actual-
ly change human conditions. As a
result of this, many governments
(and the multilateral institutions)
have decided to implement pro-
grams aimed at directly and rapidly
dealing with poverty and inequali-
ty. The new approach being fol-
lowed in most countries contrasts
acutely with traditional practices.
Instead of providing “blanket” sub-
sidies through price controls and
other distortions, an effort now is
being made to directly target subsi-
dies to the most vulnerable seg-
ments of society.?> It has been ar-
gued that in order to avoid a return
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to populist practices, it is necessary
to tackle social problems in an ef-
fective way, and to develop new
institutional settings that assure sta-
bility and protect the economy
from short-term and myopic politi-
cal impulses. A number of authors
have pointed out that this type of
reform will not only help maintain
the path toward growth and pros-
perity, but also is likely to strengthen
the region’s nascent democracies.24

HOI. The Future of
the Latin American

Economic Reforms

In spite of marked progress, a
decade after the debt crisis, the re-
form process is far from over in
Latin America; a number of prob-
lems still persist. Physical infra-

structure has deteriorated severely,
and in many countries the extent
of poverty has increased. Despite
some spectacular progress, infla-
tion continues to be high. In some
countries, the economic reforms
have not been accompanied by in-
stitutional modernization. Addition-
ally, large capital inflows in many
countries recently have financed
increasingly large current account
deficits, and have generated sizable
pressures toward real exchange
rate appreciation. Policy reversals
have been common in Latin Amer-
ica’s history, and have often result-
ed in frustration and skepticism.
The consolidation of the reforms
appears to be the most fundamen-
tal challenge that the Latin Ameri-
can countries will face in the years
to come.

1For a brief discussion of the early de-
velopment strategy in Latin America,
see, for example, S. Edwards, “The Unit-
ed States and Foreign Competition. in Lat-
in America,” in The Changing Role of
the United States in the World Econo-
my, M. Feldstein, ed. Chicago: Universi-
ty of Chicago Press, 1988. See also From
.Despair to Hope: Crisis and Reform in
Latin America, S. Edwards, ed., forth-
coming from Oxford University Press.

20f course, performance varied signifi-
cantly across countries. Brazil and
Mexico grew particularly fast, while
Chile tended to lag bebind.

3See the discussion in S. Edwards, From
Despair to Hope: Crisis and Reform in
Latin America. See also E. Cardoso, R.
Paes de Barros, and A. Urani, “Inflation
and Unemployment as Determinants of
Inequality in Brazil: The 1980s,” in Sta-
bilization, Economic Reform, and
Growth, R. Dornbusch and S. Edwards,
eds. Chicago: University of Chicago
Press, forthcoming.

4The policies followed by Latin America
since World War IT contrasted sharply
with those adopted by a group of coun-
tries in East Asia—Korea, Singapore,
and Hong Kong, among others—since
the mid-1960s. While the majority of
the Latin American governments en-
couraged inward-looking growth and

underestimated the importance of mac-
roeconomic stability, the East Asian
countries implemented policies that vig-
orously encouraged exports and pre-
served macroeconomic equilibriums.
Additionally, domestic savings in East
Asia increased to a point where the
need to rely on foreign borrowing was
significantly reduced. The essays in
Developing Country Debt and Econom-
ic Performance, Volumes 1, 2, 3, J. D.
Sachs et al., eds., Chicago: University of
Chicago Press, 1988-90, contain con-
trasting analyses of the development
strategies followed by Latin American,
Asian, and Middle Eastern countries.

5R. Dornbusch and S. Edwards, “Mac-
roeconomics Populism,” Journal of De-
velopment Economics 32 (1990), pp.
247-277, deals with the APRA plan in
the context of populist policies. See also
the essays in The Macroeconomics of
Populism in Latin America, R. Dorn-
busch and S. Edwards, eds. Chicago:
University of Chicago Press, 1991.

$One of the greatest difficulties in ad-
dressing the economic problems of Lat-
in America is that this is a very diverse
region, with countries that bhave as
many differences as similarities. For ex-
ample, Brazil, with 150 million people
and great regional disparities in in-
come and development, contrasts
sharply with small and relatively bomo-

geneous Costa Rica. However, in spite
of the obvious individual features of
each country or region, it is still possi-
ble (and useful) to analyze the recent
Latin reforms from a broad and gener-
al perspective. This approach allows the
extraction of general lessons that I bope
will be valuable to other areas engaged
in reform efforts. A second difficulty in
attempting to discuss the evolution of the
region as a whole refers to the low qual-
ity of much of the available data. This
Jforces us to be cautious and, at times,
to offer only preliminary conclusions.

’S. Edwards, “The Pricing of Bank
Loans and Bonds in International Fi-
nancial Markets,” European Economic
Review (June 1986), pp. 565-589, dis-
cusses the extent to which the interna-
tional financial market anticipated the
debt crisis. See also S. Edwards, “LDC’s
Foreign Borrowing and Default Risk:
An Empirical Investigation,” American
Economic Review (September 1984),

- pp. 726-734.

8For a detailed discussion of the mud-
dling-through years, see S. Edwards,
“Structural Adjustment in Highly In-
debted Countries,” in Developing
Country Debt and Economic Petfor-
mance, Volume 1: The International Fi-
nancial System, J. D. Sachs, ed. Chica-
go: University of Chicago Press, 1988.
Starting in 1988 the NBER bas orga-
nized an annual conference—tbe In-
terAmerican Seminar on Economics,
IASE—in Latin America to discuss is-
sues related to economic development,
The early meetings of the seminar, beld
in Mexico City, Bogota, Rio de Janeiro,
and Santiago, dealt extensively with the
debt crisis. Selected papers from these
conferences are published in special is-
sues of the Jourhal of Development
Economics and El Trimestre Economi-
co, edited by the conference directors,
E. Bacha and myself.

SFor an evaluation of the early relation-
ship between the IMF and the develop-
ing countries, see S. Edwards and ].
Santaella, “Devaluation Controversies
in Developing Countries: Lessons from
the Bretton Woods Era,” in A Retrospec-
tive on the Bretton Woods System, M.
Bordo and B. Eichengreen, eds. Chica-
go: University of Chicago Press, 1992,
For critical evaluations of the IMF role
in the initial years of the debt crisis, see
S. Edwards, “The International Moneta-
ry Fund and the Developing Countries:
A Critical Evaluation,” in Carnegie—
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Rochester Series on Public Policy 31
(Fall 1989). On the initial evolution of
Latin American thinking in the post-cri-
sis period, see S. Edwards, “The Debt
Crisis and Economic Adjustment in Lat-
in America,” Latin American Economic
Review 24, 3 (1989).

10Some analysts bave referred to this
process as the “Washington Consensus,”
and bave suggested that the new poli-
cles were imposed on Latin America by
the U.S. Treasury, the IMF, and the
World Bank. This interpretation is overly
U.S.-centrist and clearly misses the in-
ternal Latin American political dynamiics.

110n the social consequences of struc-
tural reforms and labor market bebay-
ior under adjustment measures, see S.
Edwards, “Economic Reform, Labor
Markets, and the Social Sectors: A Latin
American Perspective,” Working Paper,
Institute for Policy Reform, October
1993.

120n the Chilean reforms, see, for ex-
ample, S. Edwards and A. C. Edwards,
Monetarism and Liberalization: The
Chilean Experiment, Chicago: Universi-
ty of Chicago Press, 1991; and “Markets
and Democracy: Lessons from Chile,”
The World Economy 15 (1992).

131t is important to notice, bowever, that
in spite of recent growth, only 13 coun-
tries in the region bad income per capi-
ta by 1991 that exceeded that of 1980:
Colombia, Chile, Paraguay, Babamas,
Barbados, Belize, Jamaica, Antigua,
Dominica, St. Kitts and Nevis, St. Vin-
cent and Grenadines, and St. Lucia.

4Tpe recently approved Brazilian deal
is a departure from this norm. For a de-
tailed description of the evolution of the
debt problem, see Chapter 4 of S. Ed-
wards, From Despair to Hope, op. cit.
On the use of market-based mecha-
nisms to reduce the debt burden, see,
for instance, S. Edwards, “Capital
Flows, Foreign Direct Investment, and
Debt-Equity Swaps in Developing
Countries,” in Capital Flows in the
World Economy, H. Siebert, ed. Tiibin-
gen, Germany: J. C. B. Mobr, 1991.

150n the sequencing issue, see, for ex-
ample, S. Edwards, “Ibe Sequencing of
Economic Reform: Analytical Issues
and Lessons from Latin America,” The
World Economy 13 (1990); “Sequenc-
ing and Welfare: Labor Markels and
Agriculture,” in Open Economies:
Structural Adjustment and Agriculture,

1. Goldin and L. A. Winters, eds. Cam-
bridge University Press, 1992; and “The
Sequencing of Structural Adjustment
and Stabilization,” Occasional Paper
34, International Center for Economic
Growth, 1992. On the debate over the
opening of the capital account, see the
Dpapers collected in Capital Controls, Ex-
change Rates, and Monetary Policy in
the World Economy, S. Edwards, ed.,
Sortbcoming from Cambridge University
Press.

160p this debate, see, for example, S.
Edwards, “Bxchange Rates as Nominal
Anchors,” Weltwirtschaftliches Archiv
129 (1993); “Exchange Rates, Inflation,
and Disinflation: Latin American
Experiences,” NBER Working Paper No.
4320, April 1993; and M. Bruno, “High
Inflation and Nominal Anchors of an
Open Economy,” Princeton Essays in
International Finance (1991). See also
S. Edwards and F. J. Losada, “Fixed
Exchange Rates, Inflation, and Mac-
roeconomic Discipline,” NBER Working
Paper No. 4661, February 1994. A
number of recent analyses bave related
inflation, and the fate of stabilization
policies, to political economy develop-
ments. See, for example, A. Cukierman,
S. Edwards, and G. Tabellini, “Sei-
gnorage and Political Instability,”
American Economic Review 82 (1992);
S. Edwards and G. Tabellini, “Ex-
Dplaining Inflation and Fiscal Deficits in
Developing Countries,” Journal of
International Money and Finance 10
(1991); and S. Edwards, “Ibe Political
Economy of Inflation and Stabilization
in Developing Countries,” Economic
Development and Cultural Change

(19949).

170n Latin America’s bistorical integra-
tion efforts, see S. Edwards and M. A.
Savastano, “Latin American Economic
Integration: Evolution and Future Pros-
pects,” in Regional Economic Integra-
tion and Trading Arrangements, D.
Greenaway, ed. New York: New York
University Press, 1989, and S. Edwards,
“Economic Integration in Latin Ameri-
ca: New Perspectives on an Old Dream,”
The World Economy (7993).

80n trade reform and economic per-
JSormance, see, for example, S. Edwards,
“Trade Orientation, Distortions, and
Growth in Developing Countries,” Jour-
nal of Development Economics 39
(1992); “Openness, Trade Liberaliza-
tion, and Growth in Developing Coun-
tries,” Journal of Economic Literature

(September 1993); “Irade Policy, Ex-
change Rates, and Growth,” NBER
Working Paper No. 4511, October
1993; and “Trade Liberalization Re-
Sform in Latin America,” Journal of
North American Trade (Spring 1993).

1901 real exchange rate overvaluation,
see, for example, S. Edwards, Exchange
Rate Misalignment in Developing
Countries, Baltimore: Jobns Hopkins
University Press, 1988; Real Exchange
Rates, Devaluation, and Adjustment,
Cambridge: MIT Press, 1989; “Ex-
change Controls, Devaluations, and
Real Exchange Rates: The Latin Ameri-
can Experience,” Economic Develop-
ment and Cultural Change (7989). On
capital inflows and real exchange
rates, see S. Edwards, “Tariffs, Capital
Controls, and Equilibrium Real Ex-
change Rates,” Canadian Journal of
Economics (1989); and “Current and
Capital Account Liberalization and
Real Exchange Rates in Developing
Countries” in Exchange Rate Policies in
Developing and Post Socialist Coun-
tries, E. M. Claassen, ed. ICS Press,
1991.

20See, for example, Chapter 6 of S. Ed-
wards, From Despair to Hope, op. cit.

21For an analytical discussion of some
of these issues, see S. Edwards, “Terms
of Trade, Tariffs, and Labor Adjustment
in Developing Countries,” World Bank
Economic Review (1988), and S. Ed-
wards and A. C. Edwards, “Labor Mar-
ket Distortions and Structural Adjust-
ment in Developing Countries,” NBER
Working Paper No. 3346, May 1990.

22R. McKinnon, The Order of Econom-
ic Liberalization, Baltimore: Jobns Hop-
kins University Press, 1991, documents
that the ratio of loanable funds to GDP
in Latin America was significantly low-
er than that of Asia during 1960-85.
See also S. Edwards, “Financial Liberal-
ization Policies in a Multisector Frame-
work,” in Development Strategies for
the 21st Century, T. Yamasaki, T. Mori,
and H. Yamaguchi, eds. Tokyo: Insti-
tute of Developing Economies, 1992.

23See Chapter 8 of S. Edwards, From
Despair to Hope, op. cit.

240n these issues, see, for example, the
detailed discussion in Chapter 8 of S.
Edwards, From Despair to Hope, op.
cit. See also the papers in R. Dornbusch
and S. Edwards, Stabilization, Adjust-
ment, and Growth, op. cit.
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The Role of Corporate Taxes

in an Open Economy

Roger H. Gordon

The economic effects of corpo-
rate taxes, and their role in the tax
structure, has been a major focus
of research in public finance for
many years. Until recently, howev-
er, almost all of this work has as-
sumed that the economy is closed.
Thus, the conventional view would
be that the personal tax law treats
savings invested in corporate equi-
ty more favorably than income
from most other assets, because
taxes on accruing capital gains are
deferred and gains still unrealized
at death are exempt from tax. The
corporate tax then helps to offset
this distortion to the allocation of
savings by adding a supplementary
tax on corporate equity. To the ex-
tent that the effective tax rate on
corporate equity exceeds the rate
applied to other forms of savings,
capital will shift from the corporate
to the noncorporate sector,! and
corporations will have an incentive
to use debt finance in order to re-
duce their taxable income.? The
presumption since Harberger,® how-
ever, has been that the main effect
of the corporate tax is to raise the
effective tax rate on savings, and
that the burden of the tax falls pri-
marily on capital owners.

During the last few years, much
of my research has studied how
past conclusions about the role of
corporate taxes change once we
take into account the fact that
economies are open. While taxes
on savings and investment are
equivalent in a closed economy,
they are completely different in a
small open economy. If a small
open economy uses a corporate in-
come tax, the burden of the tax
must fall on immobile factors, pre-

sumably workers and landowners.
The corporate tax has no effect on
the net return earned on savings,
since capital owners always have
the option to invest elsewhere, so
they can easily escape the tax. I
show that taxes on labor income
and land dominate corporate taxes
in a small open economy, even
from the perspective of workers
and landowners: under either type
of tax, immobile factors bear the
burden of the tax, but with labor
and land taxes there are no distor-
tions discouraging capital imports.
In spite of this theory, however,
essentially all developed countries
have significant corporate taxes
and have had them for many years.
What explains this sharp contrast
between theory and practice?

In a paper with Hal Varian,® I
examine optimal taxes in large
open economies. Large countries
certainly would want to take ad-
vantage of their market power in
world capital markets. Capital-im-
porting countries can impose a cor-
porate tax to discourage capital im-
ports, while offsetting this tax for
domestic residents by subsidizing
domestic savings. In contrast, large
capital-exporting countries would
want to reduce their capital ex-
ports, so they would want to subsi-
dize domestic investment and tax
domestic savings. But this forecast,
that only large capital-importing
countries would impose positive
corporate tax rates, is certainly not
consistent with the evidence.

Feldstein and Horioka report
that net capital flows across coun-
tries are surprisingly small;® others
show that even gross capital flows
are dramatically smaller than
would be forecast by existing mod-

els of optimal portfolio choice.” In
a paper with A, Lans Bovenberg8 I
explore possible explanations for
both sets of observations, and their
implications for tax policy. We find
that the only explanation for both
observations is asymmetric infor-
mation between countries. If inves-
tors are not well informed when
investing abroad, they should do
less well on average than local in-
vestors, either because they end up
being overcharged for securities by
local owners or because they in-
vest real resources less well. In fact,
Grubert, Goodspeed, and Swenson
find that foreign subsidiaries in the
United States report dramatically
lower rates of return than domestic
U.S. firms do, even after controlling
for industry, age, and other such
factors.?

Even though asymmetric infor-
mation explains the observed im-
mobility of capital, corporate taxes
do not make sense. When asym-
metric information is taken into ac-
count, capital-importing countries
should subsidize foreigners to buy
domestic securities: because of the
“lemons” problem, too few sales
occur, and the capital-importing
country as a whole would gain by
increasing foreign acquisitions of
domestic firms. But this does not
happen. While the loss of propri-
etary information to a foreign ac-
quirer may impose enough extra
costs on a country to discourage it
from subsidizing foreign acquisi-
tions, the theory is still incapable
of explaining observed corporate
tax policies.

The theories argue that each
country, acting alone, would not
want to tax capital income. But if
countries cooperate, then they
might choose jointly to impose cor-
porate taxes. Unlike the case of tar-
iff policy, however, there have
been no documented cases of
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countries agreeing on a common
corporate tax policy, or even inter-
vening to enforce some implicit
agreement. However, I explore
whether cooperation might occur
without explicit (or even implicit)
agreements. !0

A number of countries, including
the United States, Japan, and the
United Kingdom, grant domestic
residents a credit against domestic
taxes due on foreign source in-
come for any foreign taxes already
paid on this income. Capital-im-
porting countries then can tax in-
vestors from countries granting
such credits (at rates up to the tax
rates prevailing in these other
countries) at no cost to the inves-
tors. Thus, they would certainly
want to do so. Given this response
of capital-importing countries, capi-
tal-exporting countries as a group
could gain by jointly imposing a
corporate tax. To prevent capital
from simply shifting abroad, they
then use crediting provisions to in-
duce other countries to impose a
tax at the same rate. When the
United States was the dominant
capital exporter, there was no need
for cooperation among exporters.
But there is no evidence of such
cooperation among the sizable
number of countries that are now
important capital exporters.

Perhaps corporate taxes survive
in an open economy because they
are serving an entirely different
role in the tax system. In a paper
with Joel B. Slemrod,!! I try to as-
sess to what degree corporate
taxes simply tax the competitive re-
turn to corporate capital. We calcu-
late what corporate tax liabilities
would be under a cash-flow tax. If
corporate income simply equaled
the competitive return earned by
corporate capital, then a cash-flow
tax would collect nothing (in pres-
ent value). Shifting to a cash-flow

tax involves expensing undepreci-
ated capital and new investment,
resulting in a reduction in tax lia-

" bilities. However, under such a tax,

interest deductions also would be
eliminated. On net, the latter effect
is larger in present value, so that a
cash-flow tax collects more rev-
enue than the existing tax.!? Taken
literally, this result implies that
more than all of the existing tax
base consists of something other
than the competitive return to capi-
tal invested in the corporate sector.

This suggests that the corporate
tax is not primarily a tax on the
competitive return to corporate cap-
ital. But then what is being taxed
by the corporate tax, and what
economic implications does the tax
have as a result? One possible ex-
planation that I have explored with
Jeffrey K. MacKie-Mason is that en-
trepreneurs easily can retain their
earnings within their firms rather
than pay them out as salary or bo-
nuses.!3 This retained income ends
up being taxed as corporate profits
(and unrealized capital gains on
corporate equity), rather than as
personal income. If entrepreneurs
eventually bequeath the shares in
the firm to their heirs, then the in-
come is entirely free from personal
taxes. This strategy of leaving mon-
ey within the firm is advantageous
for tax reasons whenever the cor-
porate tax rate is less than the per-
sonal tax rate. The optimal policy
response in a closed economy, giv-
en this possibility of shifting report-
ed income between the corporate
and the personal tax bases, is to
impose a cash-flow tax on corpo-
rate income at the same rate that
applies to labor income under the
personal income tax. The corporate
tax then serves as a backstop to
the personal tax on labor income.

In an open economy, additional
complications arise, in spite of the

lack of labor mobility. Firms can
use transfer pricing to shift profits
elsewhere when domestic tax rates
are high. Domestic entrepreneurs
can set up firms abroad, rather than
at home, to escape domestic taxes.
In response, the theory forecasts
that the optimal corporate tax rate
will be somewhat below the top
personal tax rate, in order to lessen
the use of transfer pricing. Also,
taxes will be imposed on foreign
earnings, for example when they
are repatriated. However, the cor-
porate tax still is needed as a back-
stop to personal taxes on labor in-
come, even in an open economy.
This rationale for the corporate tax
is therefore much more consistent
with observed tax policy.

If the threat of income shifting is
so important, then there should be
some clear evidence of it in re-
sponse to recent changes in corpo-
rate relative to personal tax rates in
the United States. In exploring this
question, MacKie-Mason and I be-
gan by studying the degree to
which U.S. firms have shifted be-
tween corporate and noncorporate
status in response to tax differ-
ences.'4 We find that firm choices
do seem to respond as expected to
tax incentives. For example, there
has been a dramatic jump in the
number of S corporations since
1986 in response to the drop in
personal relative to corporate tax
rates.!5 But given the substantial
variation in relative tax rates in re-
cent years, the variation in the frac-
tion of capital located in the corpo-
rate sector has been quite modest.
The pressure created by this type
of income shifting alone would not
seem important enough to explain
the stability in corporate tax policy
across both time and countries.

Even within firms that remain
corporate, however, the amount of
income shifting that occurs could
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be very responsive to tax differen-
tials. Owner/managers of corpora-
tions have substantial control over
their form of compensation, and
can easily change how they are
paid in response to tax incentives,
Given the steady reduction in per-
sonal relative to corporate tax rates
in recent years, if income shifting
were important, we should have
seen a significant shift in taxable
income out of the corporate into
the personal tax base. In fact, there
have been a number of recent pa-
pers reporting evidence consistent
with such a shift. Poterba and
Auerbach find,'® for example, that
reported beforetax rates of return
in the U.S. corporate sector have
been declining quite sharply in re-
cent years. In contrast, Feenberg
and Poterba find that incomes of
the richest one-quarter of one per-
cent of taxpayers grew dramatically
during the same time period, and

particularly after the 1986 tax re-
form.1 In future research, I intend
to look more carefully at the nature
of these changes, to see if together
they can be explained by income
shifting,

One remaining puzzle concerns
why existing corporate taxes at-
tempt to include the return earned
by corporate capital, given the
forecasts from the theory that such
taxes on capital should not exist in
an open economy. While Slemrod
and I find that no revenue is raised
from attempts to tax the return to
capital, these attempts certainly in-
troduce many forms of distortion to
the behavior of corporations. Per-
haps because the efficiency cost of
these distortions is small, there has
not been much pressure to elimi-
nate them. In particular, in work
done partly with John D. Wilson,!8
I find that even though on average

substantial taxes are paid on new
investments, the certainty equiva-
lent cost of these taxes is small.
That is because the taxes imply
that investors share future risks as
well as future returns with the gov-
ernment, and because new invest-
ment (and the implied tax pay-
ments) tends to occur when the
economy is doing unexpectedly
well.

If the primary function of the
corporate tax is indeed as a back-
stop to the personal tax on labor
income, rather than as a tax on the
return to capital invested in the
corporate sector, then a very differ-
ent set of behavioral responses
must be taken into account when
considering changes in corporate
tax rates. Much work remains to be
done to document the extent and
the form of income shifting, and its
implications for tax policy

14 careful study documenting this real-
location is D. Fullerton, A. T. King, ]. B.
Shoven, and J. Whalley, “Corporate Tax
Integration in the United States: A Gen-
eral Equilibrium Approach,” Ametrican
Economic Review (September 1981),
pp. 677-691.

2For a recent assessment of the size of
this distortion, see R. H. Gordon and J.
K. MacKie-Mason, “Effects of the Tax
Reform Act of 1986 on Corporate Fi-
nancial Policy and Organizational
Form,” in Do Taxes Matter? The Impact
of the Tax Reform Act of 1986, J. B.
Slemrod, ed., Cambridge: MIT Press,
1991, pp. 91-131.

34. C. Harberger, “The Incidence of the
Corporate Income Tax,” Joumal of Po-
litical Economy (June 1962), pp.
215-240.

4R. H. Gordon, “Taxation of Investment
and Savings in a World Economy,”
American Economic Review (December
1986), pp. 1086-1102.

3R. H. Gordon and H. R. Varian, “Tax-
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a World Securities Market,” Journal of
International Economies (June 1989),
Dp. 205-226.
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J. R. Hines, and R. G. Hubbard, eds.,
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Press.
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Distortions,” Quarterly Journal of Eco-
nomics (February 1985), pp. 1-27, and
R. H. Gordon and J. D. Wilson, “Mea-
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Environmental Regulation

Wayne B. Gray

Since the early 1970s, the United
States has seen a substantial in-
crease in federal government regu-
lation, through the establishment of
several new regulatory agencies.
The Occupational Safety and
Health Administration (OSHA) and
the Environmental Protection Agen-
cy (EPA) have aroused particular
controversy, attacked by some for
being too strict and imposing large
costs on business, and by others
for being too lenient and allowing
many hazards to remain. Congress
is currently considering legislation
affecting both agencies, and the
debate about how much regulation
is appropriate continues.

My research on OSHA
and EPA has considered
both the benefits and costs
of regulation. I have exam-
ined the effectiveness of
OSHA enforcement in re-
ducing injuries, violations,
and worker exposures to health
hazards. My studies of the costs
imposed by regulation have fo-
cused on the impact of regulation
on productivity.

OSHA Safety
Regulation
Traditionally, U.S. regulatory

agencies have followed a “com-
mand and control” strategy, estab-
lishing standards designed to re-
duce hazards and requiring firms to
meet them. Since compliance is
costly, some firms are likely to vio-
late standards unless the agency’s
enforcement activity provided a suf-
ficient deterrence. Critics of OSHA'’s
safety regulation have argued that
infrequent inspections and small
penalties provide little deterrence.
In addition, many injuries are
caused by factors not covered by
standards, so even complete com-
pliance would not eliminate injuries
completely.

John T. Scholz and I have found
evidence that OSHA inspections do

“OSHA inspections do reduce injuries. . . .
Plants penalized by OSHA averaged a 22
percent reduction in injuries over the fol-
lowing few years.”

reduce injuries.! This impact ap-
pears to be restricted to inspections
followed by penalties; not being pe-
nalized means OSHA found nothing
wrong, and nonpenalty inspections
had little or no effect on injuries.
Plants penalized by OSHA averaged
a 22 percent reduction in injuries
over the following few years. We

argue that the presence of penalties
serves to focus the firm’s attention
on safety issues, eventually leading
to hazard abatement. Having multi-
ple inspections of the same plant
within the same year, with or with-
out a penalty imposed, does not
seem to reduce injuries further.
Imposing larger penalties also does
not seem to have much impact on
injuries, at least within the range
that OSHA usually employs.?

We also have examined the ef-
fectiveness of different types of in-
spections. For example, many in-
spections are based on worker
complaints rather than being
planned by OSHA. Some have ar-
gued that if workers are ignorant
of true hazards and simply use
complaints to harass employers,
then these inspections may be a
waste of OSHA resources. Howev-
er, we find that complaint inspec-
tions are about as effective as
planned inspections in reducing in-
juries.> Complaints appear to be
especially effective in larger plants,
which tend to be more heavily
unionized. Complaints also seem to
be less reliant on penalties for their
effectiveness, perhaps because the
complaining workers can take ad-
vantage of the inspection to force
hazard abatement, even when the
firm is not penalized.

OSHA Health
Regulation

Measuring the effective-
ness of OSHA regulation for
health hazards is difficult,
since work-related illnesses can
take years or decades to develop.
This means that we must rely on
indirect indicators of potential
future illnesses, such as worker ex-
posure to hazardous substances,
rather than direct measures of cur-
rent injuries. Since OSHA’s health
standards often are aimed precisely
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at lowering worker exposures to
hazards, violations of health stan-
dards also could indicate future
health problems.

In work with Carol A. Jones, I
examined OSHA'’s effectiveness,
using data that linked all OSHA in-
spections at a given plant over
time. First inspections tend to find
the most violations, and subse-
quent inspections of the same
plant find progressively fewer
problems, suggesting that plants
are responding to the earlier in-
spections by reducing hazards.4
For health and safety inspections,
the first inspection seems to lead to
a 50 percent reduction in violations.

We find similar effects when we

may involve new capital equip-
ment, the energy and labor needed
to operate the equipment, and the
managerial and engineering exper-
tise to decide which equipment is
needed. For environmental regula-
tion, there are surveys of pollution
abatement expenditures, but these
may not consider all the different
types of costs. If a plant chooses to
completely redesign its production
process to reduce emissions, it may
be difficult to identify what fraction
of the redesign costs should be at-
tributed to pollution abatement.
One way to go beyond reported
compliance costs is to examine
productivity measures. This is es-
pecially true for measures of total

both OSHA and EPA, as well as
pollution abatement costs. Indus-
tries that faced more regulation
had slower productivity growth
and a greater productivity slow-
down in the 1970s. About 30 per-
cent of the productivity slowdown
in the average manufacturing in-
dustry could be attributed to OSHA
and EPA regulation.

Modeling Regulation

The decisions of regulatory
agencies and regulated firms can
be interconnected, especially when
the regulators want to avoid
adverse publicity associated with
plant closings. Mary Deily and I
examined this issue using data on

focus exclusively on health air pollution enforcement
‘ . .
and plant closings in the

inspections, with a 45 per-
cent reduction of violations

ment workers’ exposure to
health hazards. We find

“Industries that faced more regulation had
after the first inspection.> Slower productivity growth and a greater
OSHA inspectors also col-  productivity slowdown in the 1970s.

lect test samples to docu-  Apout 30 percent of the productivity
slowdown in the average manufacturing
that worker overexposure industry could be attﬂbuted to OSHA and

to hazardous substances EPA regu]ation_”

falls, with a decline of 37 small (raising enforcement
percent after the first in- by 12 percent would in-

spection, and continues to decline
after subsequent inspections. These
results suggest that OSHA is ef-
fective in reducing health hazards,
at least in those plants that have
had health inspections. Because
most of the reduction in hazards is
attributed to the first inspection of
a plant, our results also provide a
suggestion for improving en-
forcement effectiveness: focus
more on uninspected plants, rather
than inspecting the same plants
repeatedly.

Regulation and
Productivity

It cdn be difficult to identify the
costs imposed by regulation. Com-
pliance with a particular regulation
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factor productivity, which account
for the contribution of both capital
and labor to output. If a changed
production process means higher
production costs, then productivity
will fall. Examining productivity
also can help measure compliance
costs of other regulatory areas,
such as OSHA, where no cost sur-
veys are done.

My research on regulation be-
gan by examining the reasons for
the slowdown in manufacturing
productivity during the 1970s. I
compared the productivity experi-
ence of different manufacturing in-
dustries with the amount of OSHA
and EPA regulation directed to-
ward them.® Regulation measures
included enforcement activity for

steel industry, where such
pressures were acute: 43
percent of the plants we
studied closed by 1986.7
Plants facing greater expect-
ed enforcement were more
likely to close, although the
magnitude of the effect was

crease the probability of closing by
only 1 percentage point). Enforce-
ment decisions appear to be more
sensitive to the likelihood of a
plant closing: a 10 percentage
point increase in the probability of
closing reduces enforcement by 6.5
percent.
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NBER Profile: Sebastian Edwards

Sebastian Edwards is currently
Chief Economist for the Latin
American and the Caribbean region
at the World Bank, and the Henry
Ford II Professor of International
Business Economics at Anderson
Graduate School of Management,
University of California, Los Ange-
les. He has been an NBER research
associate in international studies
since 1982, and is cochairman of
the NBER’s InterAmerican Seminar
in Economics.

Edwards was born in Santiago,
Chile: He was educated at the
Catholic University of Chile, and
received an . M.A. and Ph.D. in eco-
nomics at the University of Chicago.

Edwards has been a consultant
to a number of institutions, includ-
ing the Inter-American Develop-
ment Bank, the World Bank, the
IMF, the OECD, and the U.S.
Agency for Economic Develop-

ment. He has worked in Argentina,
Bolivia, Mexico, Colombia, Guate-
mala, Nicaragua, Honduras, Costa
Rica, Morocco, Chile, Indonesia,
New Zealand, Korea, Tanzania,
and Venezuela.

Coeditor of the journal of Devel-
opment Economics, Edwards’s own
articles on international economics,
macroeconomics, and economic
development have been published
in a number of professional jour-
nals. His books include Moneta-
rism and Liberalization: The Chile-
an Experiment (coauthor); Ex-
change Rate Misalignment in De-
veloping Countries; and Real Ex-
changes, Devaluation, and Adjust-
ment: Exchange Rate Policy in De-
veloping Countries.

Edwards is married to Alejandra
Cox, also a Chicago econoinist.
They currenty live in Bethesda,
MD, with their children, Magdalena

(17), Benjamin (12), and Victoria
(9). With so many children, they
cannot afford a pet. Edwards col-
lects Latin American art, and lately
has become an obsessive runner.
There are rumors that he is writing
a novel.
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NBER Profile: Roger H. Gordon

Roger H. Gordon has been a
member of the NBER’s Program in
Public Economics (formerly Taxa-
tion) since 1977, and a professor of
economics at the University of
Michigan since 1986. He received
his B.A. in applied math from Har-
vard College, and his Ph.D. in eco-
nomics from MIT.

Gordon was an assistant profes-
sor at Princeton University in
1976-80, a member of the techni-
cal staff at Bell Laboratories from
1980-3, and an associate professor
of economics at Michigan from
1984-6. He also has been a visiting
professor at Tel-Aviv University,
University of Bonn, People’s Uni-
versity in Beijing, New University
of Lisbon, the then Central School
of Planning and Statistics in War-

saw, University of Wisconsin, MIT,
University of Munich, University of
Tilburg in the Netherlands, and
Northwestern University.

Gordon has been coeditor of the
American Economic Review since
1991, and has been a member of
the editorial boards of Econo-
metrica, Journal of Public Econom-
tcs, and International Tax and
Public Finance. His research on
taxation has been published in a
number of scholarly journals, and in
NBER books and Working Papers.

Gordon’s wife, Michelle White,
is also an economics professor at
the University of Michigan. They
enjoy hiking, going to the opera,
and traveling to out-of-the-way
places.

NBER Profile: Wayne B. Gray

Wayne B. Gray is a research as-
sociate in the NBER’s productivity
and labor studies programs, and an
associate professor of economics at
Clark University. He has taught at
Clark since 1984, when he received
his Ph.D. from Harvard University.
He did his undergraduate work at
Dartmouth College.

Gray’s research has concentrated
on the effects and effectiveness of
government regulation, especially
OSHA and EPA regulation of work-
place and environmental hazards.
He recently spent a year as a Cen-
sus Fellow at the Census Bureau’s
Center for Economic Studies in

Washington, working with

plant-level productivity data. He
now is helping to make that
data available to researchers
outside of Washington, serving
as the Research Coordinator for
the Census Bureau’s newly
established Boston Research
Data Center.

Gray’s wife, Elizabeth, is a bi-
ologist, specializing for the mo-
ment in studying the behavioral
eccentricities of Erika (7) and
Ronald (3). Gray’s hobbies in-
clude squash (both playing and
growing), cross-country skiing,
and science fiction.
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NBER Profile: James F Smith

James F. Smith, president of
the National Association of Busi-
ness Economists in 1989-90, has
represented that organization on
the NBER’s Board of Directors
since 1992. Smith is also a pro-
fessor of finance at the Ke-
nan—Flagler Business School at
the University of North Carolina,
Chapel Hill.

A native of Dallas, Smith re-
ceived his B.A., M.A,, and Ph.D.
in economics from Southern
Methodist University. He worked
at Sears, Roebuck, and Company in
Chicago from 1965-80, and was
chief economist for the Union
Carbide Corporation from
1980-5. The following year,

Smith was director of regional ser-
vices and U.S. consulting for Whar-
ton Econometric Forecasting Asso-
ciates. From 1986-8, he was at the
University of Texas, Austin, as se-
nior lecturer in finance and director
and chief economist of the Bureau
of Business Research.

Smith also served as senior
economist on the Board of Gov-
ernors of the Federal Reserve Sys-
tem in 1975-7, and as a consultant
to the Council of Economic Ad-
visers in 1981. He and his wife, Su-
san, who serves as a volunteer at
Triangle Hospice, have four grown
children: three sons and a daugh-
ter. The Smiths’ hobbies include
playing bridge and traveling.
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Eaton and Tamura analyze pat-
terns of Japanese and U.S. trade
and investment. They note that
both Japan and the United States
have strong ties to each other and
to East Asia, while the United
States also has strong ties to other
countries in the Western Hemi-
sphere. Even after taking scale and
region into account, the authors
find, trade flows and direct foreign
investment positions are highly
correlated across countries. While
outward direct foreign investment
is highly correlated with exports, it
is also highly correlated with im-
ports. This suggests that there is lit-
tle association between outward di-
rect foreign investment and the bi-
lateral trade balance.

Ihori models economic integra-
tion subject to random emergency
costs. To mitigate the effects of
these emergencies, each country
that belongs to a “club” provides
an international public good. Thori
shows that an increase in the prob-

ability of war, or the penalty ratio
in a club, may raise welfare and in-
crease the size of the club if there
is little risk aversion with respect to
private consumption.

Hallett and Braga discuss the
incentives that lead countries to
form trading blocs, and the rela-
tions between these blocs. They ar-
gue that regional agreements can
work better toward cooperation
than global rules, because the loss-
es for a participant ostracized from
his bloc are more immediate and
tangible. However, intrabloc trade
relations ultimately will depend on
how effective special interest
groups are in distorting blocwide
trade policies to suit their particular
interests.

Anderson and Snape find that
the share of intraregional world
trade has been increasing. Further,
the proportion of GDP traded has
been increasing rapidly enough for
growth to occur in extraregional
trade. They argue that, on balance,
the concerns of economies exclud-
ed from regional agreements with
regard to trade and investment di-
version probably are exaggerated.
Still, the authors conclude that the
excluded small open economies
have cause for concern that region-
al agreements will erode the
GATT-based multilateral trading
system.

Nagoaka analyzes the effects of
regional integration on external lib-
eralization of industries protected
for political reasons. He demon-
strates that regional integration cre-
ates four positive incentives for lib-
eralization, including reducing the
degree of policy endogeneity and
its negative incentive effect. He
also analyzes how these effects are
influenced by political integration
(that is, shifting the focus of politi-
cal concern from national to re-
gional industries) and by the de-

gree of policy coordination (that is,
free trade agreements versus cus-
toms unions).

Recent research on the gains to
trade liberalization suggests that the
static gains that many economists
attempt to measure may be
dwarfed by the dynamic gains, for
example through capital accumula-
tion. A similar argument can be
made for the consequences of re-
gional integration: as distortions are
removed, the effects on aggregate
output through dynamic adjust-
ments are likely to be larger than
simple static calculations suggest.
McKibbin focuses on the dynamic
gains to regional integration for
two recent episodes: European in-
tegration, known as Europe 1992;
and the North American Free Trade
Agreement. He estimates the size
and nature of both global and re-
gional adjustments to these two ex-
amples of regional integration.

Fukuda and Cong investigate
why invoice ratios of the Japanese
yen are relatively low for Japan’s
exports. Given the “pricing-to-mar-
ket” behavior of Japanese export-
ers, demand conditions in the for-
eign markets can explain their
choice of invoice currency. In par-
ticular, Fukuda and Cong explain
why yen-denominated invoice ra-
tios of TVs, VCRs, and automobiles
are so low in exporting to the Unit-
ed States, but are very high in ex-
porting to the East Asian countries.
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gotiate a voluntary export restraint
(VER). He also discusses the poli-
tics of North American integration
from the point of view of the auto
industry. He concludes that, while

VERs on Japanese autos accom-
plished the short-term economic
goal of raising industry profitability,
they were not successful in the
long-run political goal of disciplining
Japanese competition. With respect
to long-run economic goals, Nel-
son argues that protection was not
necessary for industry adjustment.

From 1985-93, the U.S. govern-
ment provided $4.9 billion in sub-
sidies to targeted foreign buyers of
U.S. wheat under its Export En-
hancement Program (EEP). The
subsidies averaged $31 per metric
ton, or about 25 percent of the U.S.
price. But Gardner finds that the
EEP generated little gain for U.S.
farmers, compared to its costs. One
economic argument for the EEP
that also carried political weight
was that, by increasing the costs of
the European Community’s wheat
export subsidies, the EEP would
encourage the EC to negotiate joint
subsidy reductions. In fact, in 1993
the EC did agree to multilateral
subsidy reductions in the GATT, as
well as to reforming their own pol-
icies unilaterally.

Orden finds that there was
widespread support for NAFTA by
export-oriented U.S. agricultural
producer groups, because of its
proposed phase-out of trade barri-
ers with Mexico. Wheat producers,
however, withheld their endorse-
ment, seeking leverage on Canadi-
an export subsidies. And import-
competing producers of peanuts,
sugar, winter vegetables, and citrus
opposed specific phase-out provi-
sions. The agricultural commodity
groups were able to bargain for
support in the subsequent legisla-
tive debate, though. Final conces-
sions protect sugar and winter
fruits and vegetables from Mexican
competition, and ensnarl the United
States in disputes on Canadian wheat
and peanut butter. This illustrates
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the difficulty of moderating en-
trenched domestic farm programs
through international agreements.

Irwin analyzes the political and
economic forces leading up to the
1986 trade accord in which the
United States forced Japan to end
the “dumping” of semiconductors
in all world markets and to help
secure 20 percent of the Japanese
semiconductor market for foreign
firms within five years. The anti-
dumping provisions of the 1986
agreement resulted in such steep
price rises for certain semicon-
ductors that downstream user in-
dustries forced the U.S. govern-
ment to remove them in the 1991
renegotiation of the agreement.
The equally controversial 20 per-
cent market share provision—
based on circumstantial evidence
that the Japanese market was
closed—provided “affirmative ac-
tion” for the industry in its efforts
to sell more in Japan, but has been
criticized as constituting “export
protectionism.”

According to Finger and Harri-
son, the textile industry’s political
power stemmed from its impor-
tance in southern states and from
the power of the southern delega-
tion in the U.S. Congress in the
1960s. Alhough the strongest resis-
tance to the industry’s pressure for
protection came from the foreign
policy interests of the executive
branch, the southern delegation
forced negotiation of voluntary ex-
port restraints by major exporters
by holding hostage the Kennedy
administration’s trade expansion
bill. And, through their particular
power over agricultural legislation,
the southern delegation won pas-
sage of amendments to agriculture
bills to enforce these “voluntary”
restraints at the U.S. border.

Moore notes that the U.S. inte-
grated steel industry has been very
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successful in securing import pro-
tection over the last 20 years. Criti-
cal to that success has been a cohe-
sive coalition of steel producers,
the steelworkers’ union, and “steel
town” congressional representa-
tives. The political strength of this
coalition has diminished substan-
tially over the last decade, as the
integrated steel industry has re-
structured, and as minimills have
become increasingly important. Af-
ter 1989, quotas on steel were non-
binding, and the industry was
largely unsuccessful in obtaining
antidumping duties in its 1993 un-
fair trade petitions.

For mere than a decade, the
United States and Canada have
been engaged in a rancorous dis-
pute over trade in softwood lum-
ber. Kalt examines whether, and
to what extent, the legal rules,
standards, and precedents of coun-
tervailing duty law influence the
success or failure of the two con-
tending parties. He finds that an
issue with large stakes is never lost

by the politically favored party,
even when legal precedent and the
burden of argument is against that
party’s interest.

Staiger and Wolak present fur-
ther evidence on the effects of U.S.
antidumping law on imports and
domestic output, and on the ways
in which antidumping law is used
in the United States. They allow for
the possibility that domestic firms
may pursue independent filing
strategies with respect to imports
from different countries, and that
the effects of filing on imports and
domestic output may differ across
import sources as well. By disag-
gregating in this way, they hope to
contribute to a more comprehensive
understanding of the uses and ef-
fects of antidumping law in practice.

Selected papers from this con-
ference and their commentary will
be published by the University of
Chicago Press in an NBER confer-
ence volume. Availability of the
volume will be announced in a
future issue of the NBER Repotter.




Romer and Romer analyze the
contributions of both monetary and
fiscal policy to postwar economic
recoveries. They find that the Fed-
eral Reserve typically responds to
downturns with prompt and large
reductions in interest rates. These
interest rate declines account for
nearly all of the above-average
growth that occurs in the first year
of recoveries, Romer and Romer
find. In contrast, fiscal policy rarely
changes before the trough in eco-
nomic activity, and even then its
responses are usually small. On
several occasions, though, expan-
sionary fiscal policies have made a
substantial contribution to above-
normal growth outside of recoveries.

Atkeson and Phelan argue that
the main effect of countercyclical
policy aimed at reducing aggregate
economic fluctuations may be sim-
ply to ensure that all individuals do
not face the same risk of unem-
ployment at the same time. They
show that the potential welfare

gains from eliminating that correla-
tion in risk among individuals is
smaller when there are incomplete
markets than when markets are
complete. They conclude that there
is essentially no potential welfare
gain from countercyclical policies
that do not change individual risk.

Page looks at four public policy
lessons of the East Asian miracle.
He argues first that the eight high-
performing Asian economies can
be grouped together and distin-
guished from other low- and mid-
dle-income countries on the basis
of their rapid, sustained, and
shared growth. He then presents
evidence on the relative roles of
factor accumulation and change in
total factor productivity (TFP) for
growth. Page concludes that export
orientation rather than selective in-
tervention played the dominant
role in increasing economywide
TFP growth rates.

According to Auerbach, deficit
forecasts over the past decade have

proved very inaccurate and overly

-optimistic. There is no simple ex-

planation for such errors, and
hence no obvious remedy for the
future. The budget rules of the pe-
riod may have hastened legislators
to act, but were poorly designed
for the purpose of restoring fiscal
balance. The Gramm-Rudman—
Hollings Act and, particularly, the
1990 Budget Enforcement Act, em-
bedded forecasting errors in their
rules; both permitted the postpone-
ment of serious action. Even with
the passage of the 1993 Omnibus
Budget Reconciliation Act, the
United States still faces a major fis-
cal imbalance, attributable to grow-
ing health care costs and changing
population demographics.

Sims and Leeper build a rela-
tively complete econometric model
whose equations are consistent
with a theoretical model. Thus,
they aim to bridge the gap between
the literature that fits comprehen-
sive econometric models to U.S.
data, and the literature on com-
plete general equilibrium models.

Transition in Central Europe in-
volves the closing and restructuring
of state firms, as well as the emer-
gence of a new private sector. The
speed of closing and restructuring,
and the rate of private job creation,
determine the dynamics of unem-
ployment. Unemployment in turn
affects the decisions both to re-
structure and to create new private
jobs. Aghion and Blanchard pre-
sent a model that captures these in-
teractions, characterizes the equilib-
rium speed of transition and unem-
ployment, and describes the role of
policy.

These papers and their discus-
sions will be published by the MIT
Press as NBER Macroeconomics An-
nual, Volume 9. Its availability will
be announced in a future issue of
the NBER Reporter.
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According to Lipsey, overseas

production has contributed to the
ability of American multinationals
to retain world market shares in
the face of the long-term decline in
the share of the United States as a
country, and in the face of short-
term changes, such as exchange
rate fluctuations. Overseas produc-
tion has performed the same func-
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tions for Swedish firms and, more
recently, for Japanese firms. Within
U.S. multinationais, those with high-
er shares of production overseas
have higher employment at home
relative to production at home.
Foreign production appears to re-
quire larger numbers of employees
in headquarters activities, such as R
and D, and supervision.

Feldstein shows that the credit
for foreign taxes paid does not in-
duce U.S. firms to expand their for-
eign direct investment (FDI)
enough so that the return on FDI
to the United States is less than the
return on the displaced domestic
investment. A typical marginal FDI
(which has the same net return to
an American multinational parent
as an alternative marginal domestic
investment) actually has a higher
return to the United States than the
domestic investment it displaces. In
order to maximize the present val-
ue of U.S. national income, one
would not replace the current for-
eign tax credit with a deduction for
foreign taxes. Instead, one would
move in the opposite direction, en-
couraging more FDI in general,
and investments that employ sub-
stantial foreign debt per dollar of
U.S. capital in particular.

Jun modifies the conventional
cost-of-capital measure to incorpo-
rate the impact of international tax
rules. He finds that corporate tax
rules on foreign investment cause
U.S. firms operating in major for-
eign markets to face about a 20 per-
cent higher cost of capital on aver-
age than domestic firms in the Unit-
ed States. Further, U.S. firms very
likely face a higher cost of capital
than local firms in foreign markets.
U.S. firms also may have a cost-of-
capital disadvantage vis-d-vis firms
from other countries in a given for-
eign market, in part because of the
absence of a dividend imputation
scheme in the United States and in
part to relatively strict U.S. rules re-
garding the exemption or deferral
of home country tax on foreign
source income and the foreign tax
credit utilization.

Lyon and Silverstein show
some of the ways that U.S.-based
multinational corporations may be
affected by the alternative mini-




mum tax (AMT). In 1990, more
than half of all foreign-source in-
come was received by corporations
subject to the AMT. As a result, the
tax prices on foreign-source in-
come created by the AMT may be
at least as important as those creat-
ed by the regular tax. The AMT
creates a relative incentive for AMT
firms to invest abroad rather than
domestically, and a temporary tim-
ing opportunity that allows repatri-
ation of income from abroad at a
lower cost than if the firm were
subject to the rules of the regular
tax system. These two different in-
centives have an ambiguous effect
on U.S. domestic investment overall
if repatriated income is retained by
the parent in the United States. The
AMT may provide an opportunity
for firms to repatriate income from
foreign locations with poor rein-
vestment opportunities, and to re-
invest the funds abroad in different
foreign locations with better oppor-
tunities, in order to take advantage
of the temporary relatively lower
cost of capital.

Hines asks first whether R and
D activity by multinational firms is
sensitive to local tax conditions,
and second whether imported
technology and R and D are com-
plements or substitutes. He finds
that R and D responds to local tax
rates, and that local R and D is a
substitute for imported technology.
Firms appear to react to high royal-
ty tax rates by paying fewer royal-
ties and performing additional R
and ‘D locally. To the extent that
royalty payments reflect actual tech-
nology transfer (rather than adept
accounting practices), the behavior
of multinational firms suggests that
local R and D is a substitute for im-
ported technology.

Altshuler, Newlon, and Ran-
dolph recognize that repatriation
taxes on dividends may vary over

time, providing firms with an in-
centive to time repatriations so that
they occur in years when repatria-
tion tax rates are relatively low.
They use information about cross-
country differences in tax rates to
estimate the influence of perma-
nent tax changes, as would occur
with changes in statutory tax rates,
versus the influence of transitory
tax changes on dividend repatria-
tions. Using data from U.S. tax re-
turns for a large sample of U.S.
corporations and their foreign sub-
sidies, they find that the permanent
tax price effect is significantly dif-
ferent from the transitory price ef-
fect, and is not significantly differ-
ent from zero. The transitory tax
price effect is negative and signifi-
cant. This suggests that repatriation
taxes do affect dividend repatria-
tion, but only to the extent that
they vary over time.

Cummins and Hubbard use
previously unexplored panel data
on FDI by subsidiaries of U.S. mul-
tinational firms that contain infor-
mation on new capital investment
overseas. This enables them to
measure tax influences on FDI
more precisely, and to focus on
structural models of subsidiaries’
investment decisions. Their empiri-
cal results cast significant doubt on
the simplest notion that “taxes
don’t matter” for U.S. firms’ FDI de-
cisions. Taxes appear to influence
FDI in precisely the ways indicated
by traditional neoclassical eco-
nomic models of investment be-
havior. The authors’ results also
support the application of the “tax
capitalization” model to the study
of dividend repatriation and FDI
decisions.

Froot and Hines examine the
impact of the change in the U.S. in-
terest allocation rules that followed
passage of the Tax Reform Act of
1986. The 1986 act significantly lim-

- ited the tax deductibility of the U.S.

interest expenses of certain Ameri-
can multinational corporations. This
tax change increased the tax liabili-
ties of certain American multina-
tionals, and made additional bor-
rowing more expensive for these
firms. Froot and Hines find that the
change in interest allocation rules
discouraged borrowing and new
investments. Firms that were un-
able to deduct all of their interest
expenses against their U.S. tax lia-
bilities issued 4.2 percent less debt
(measured as a fraction of total firm
assets), and invested 3.5 percent
less in property, plant, and equip-
ment during 1986-91 than other
firms did. This is consistent with
other evidence that suggests that
the Tax Reform Act of 1986 signifi-
cantly raised the borrowing costs
of some American multinational
firms.

Cummins, Harris, and Hassett
describe two different accounting
regimes that govern reporting prac-
tices in most developed countries.
“One-book” countries, such as Ger-
many, use their tax books as the
basis for financial reporting. “Two-
book” countries, including the Unit-
ed States, keep the books largely
separate. Firms in one-book coun-
tries may be reluctant to claim
some tax benefits if reductions in
their taxable income can be misin-
terpreted by financial market par-
ticipants as signals of lower prof-
itability. The authors’ estimates sug-
gest that differences in accounting
regimes play an important role in
describing domestic investment
patterns, both within and across
countries.

A volume containing selected
papers from this conference will be
published by the University of Chi-
cago Press. Its availability will be
announced in a future issue of the
NBER Repotter.
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Bureau News

Berry, Levinsohn, and Pakes
estimate that the Voluntary Export
Restraint (VER) imposed by the
United States on imports of auto-
mobiles from Japan during the
1980s was not really binding in its
initial years, but increasingly be-
came binding as the U.S. recession
faded. They also find that, had a
tariff been used instead of a VER,
the import restriction would have
enhanced U.S. welfare by about $4
billion from 1985-8 relative to free
trade (no import restriction).

Drawing on data from 1983 and
1989, Emmons and Prager ana-
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lyze the underlying characteristics
and behavior of competing versus
monopoly cable television opera-
tors on the one hand, and privately
versus nonprivately owned opera-
tors on the other. They find that
competition and nonprivate owner-
ship are associated with significant-
ly lower prices for basic cable tele-
vision service, but no differences in
service quality.

Wiggins and Maness investi-
gate the relationship between the
number of competitors and the in-
tensity of price competition in the
pharmaceutical industry. They find

that prices start out high, decline
sharply with early entry while re- .
maining substantially above mar-
ginal cost, and then continue to
decline with an increased number
of sellers, even when there are rel-
atively large numbers (20-30) of
competitors. Their results support
the position that entry of compet-
ing products offers pricing disci-
pline for market leaders.

Rose and Shepard analyze data
on 558 CEOs during 1985-90 that
suggest that there are substantial
compensation premiums for man-
agers of diversified firms. The CEO
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of a firm with two distinct lines of
business averages 10 to 12 percent
more in salary and bonus, and 13
to 17 percent more in total com-
pensation, than the CEO of a simi-
lar-sized but undiversified firm.
This corresponds to an average sal-
ary gain of $100,000 to $145,000
per year. Diversification may raise
pay either because the CEO’s job
requires higher ability, or because
it is associated with CEO entrench-
ment. The data support the ability
explanation: the divessification pre-
mium is unaffected by tenure, and
increasing diversification reduces
compensation for incumbent CEQs.

Using a large dataset on main-
frame computer users, Bresnahan
and Greenstein focus on the
changes wrought by the diffusion of
microprocessor-based systems be-
tween 1984 and 1991. They find
that many buyers face significant ad-
justment costs in moving between
alternative computing platforms.

Ellison and Glaeser discuss the
prevalence of Silicon Valley-style
localization of individual manufac-
turing industries in the United
States. They reaffirm previous ob-
servations that almost all industries
are localized, although they find
the degree of localization to be
slight in about half of the industries
in their sample. They use a number
of comparisons to describe the
scope and extent of geographic
concentrations in U.S. manufactur-
ing industries.

Gron finds that regulation of in-
surance rates is associated with sig-
nificantly lower market shares for
direct writers, or exclusive agents
of insurers. However, the estimated
difference between direct writers’
market share in regulated and un-
regulated states is nearly the same
for automobile lines, where regula-
tion applies, as for homeowners’
insurance, where regulation does

not affect prices directly. Systemat-
ic differences in profitability,
growth, or firm size across regulat-
ed and unregulated states do not
explain the observed relationship
between rate regulation and direct
writer market share, either.

Some analysts emphasize the
potential for “monopoly power” on
flights out of airline hubs, while
some emphasize the potential cost
reductions. Berry, Carnall, and
Spiller combine a differentiated
products model of demand for air
travel with a model that allows
hubs to decrease costs through the
airlines’ use of more efficiently
sized planes. They find that hubs
allow firms to charge higher prices
to business travelers, but there are
also cost reductions, at least for
many types of flights. Further, vari-
ation in markups across different
ticket prices accounts for at least
one-third of the observed variance
in prices, the authors estimate.

Blinder
Nominated
to Fed

Alan S. Blinder, who had been a
research associate in the NBER’s
Program in Economic Fluctuations
since 1978, was nominated by
President Clinton to be vice chair-
man of the Federal Reserve Board
of Governors. Blinder, who is also
on leave from the economics de-
partment at Princeton University, is
currently a member of the Presi-
dent’s Council of Economic Advisers,

Blinder received his A.B. from
Princeton, an M.Sc. from the Lon-
don School of Economics, and a
Ph.D. from MIT. He and his wife,
Madeline, have two sons, Scott and
William.
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Davis and Haltiwanger ask
what types of disturbances, includ-
ing oil price shocks and innova-
tions in monetary policy, affect em-
ployment and how. Focusing on
the U.S. manufacturing sector dur-
ing the 1970s and 1980s, they find
a consistent difference in the dy-
namic response of gross job flows
to aggregate and allocative shocks.
Aggregate shocks produce relative-
ly short-lived effects on job crea-
tion and destruction. Allocative
shocks cause a sharp increase in
job destruction that diminishes
quickly, but their impact on job
creation is long lasting, and peaks
at about four quarters. Finally, the
dynamic response of job creation
and destruction to oil and credit
shocks does not closely resemble
the response to either aggregate or
allocative shocks. This suggests
that oil and credit shocks do not fit
the profile of either the typical ag-
gregate or allocative disturbance.

What shocks drive economic
fluctuations? Cochrane examines
technology and money shocks in
some detail, and briefly reviews
the evidence on oil price and cred-
it shocks. He concludes that none
of these popular candidates can ac-
count for the bulk of economic
fluctuations. He then examines
whether “consumption shocks,”
news that agents see but that we do
not, can account for fluctuations.
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Basu begins with the premise
that materials input is likely to be
measured with less cyclical error
than labor and capital input, and
that materials are likely to be used
in strict proportion to capital and
labor. In that case, materials growth
provides a good measure of the
unobserved changes in capital and
labor input. Using this measure, he
finds that the true growth of vari-
able labor and capital inputs, on
average, is almost twice the mea-
sured change in the capital stock or
labor hours. More than half of that
is caused by the presence of over-
head inputs in production; the rest is
caused by cyclical factor utilization.

GNP growth typically vibrates
around a mean of a few percent
per year; but, periodically, mean
growth undergoes a major shift,
thereafter vibrating around a new
level. Startz presents a transmis-
sion mechanism that translates ran-
dom sectoral shocks into just this
sort of behavior, creating what
might be thought of as multiple
growth states. Small shocks cause
vibration within a state; sufficiently
large shocks cause a change of
state. The model has two output
sectors: input factors are drawn
into the “leading sector,” where
learning-by-doing increases that
sector’s technological lead. If the
“leading sector” is also the inher-
ently high-growth sector, then
growth is fast in both sectors.

Shocks to preferences and tech-
nologies cause a switch in the lead-
ing role between the high-growth
and slow-growth sectors.

Bencivenga, Smith, and Starr
investigate the role of liquidity in
determining the level of activity
both in secondary capital markets
and in the real economy. They fo-
cus on the implications of transac-
tion costs (a measure of liquidity)
for equilibrium values. Host trans-
actions in the financial markets of
advanced economies occur in the
secondary market; they rearrange
the ownership of existing capital,
rather than channeling savings into
new investment. This trade is nev-
ertheless highly productive; by pro-
viding liquidity to wealthholders, it
promotes the accumulation of long-
lived capital necessary to economic
development and to an advanced
industrial economy.

Hansen, Sargent, and Tallarini
introduce a “risk adjustment” into
general equilibrium versions of lin-
ear-quadratic economies. In addi-
tion to augmenting risk premiums
in security market prices, the risk
adjustment implies equilibrium
quantity allocation rules that are
sensitive to the amount of uncer-
tainty in the environment. An alter-
native interpretation of the risk ad-
justment is: a pessimistic distortion
in the forecasts of economic
agents.




Caplin and Leahy show that a
simple model can explain both the
long period when properties on
Lower Sixth Avenue in New York
are vacant, and the speed of the
subsequent turnaround in that por-
tion of the real estate market. They
assume that vacant buildings are
options available for many alterna-
tive uses. Committing a property to
any one of these uses is costly.
Owners can learn about the best
use for their property from the ex-
perience of neighboring properties.
Caplin and Leahy suggest that the
delay until the first vacant unit is
occupied is too long, because each
owner has an incentive to wait for
another owner to accept a tenant
in order to use that tenant’s experi-
ence to improve the rental price
decision.

In their second paper, Caplin
and Leahy argue that many topics

in macroeconomics can be viewed
as part of the broader theory of the
economics of adjustment. Their ap-
proach to the economics of adjust-
ment stresses the role of learning
and information externalities. They
discuss how these concerns alter
the quantitative nature of the ad-
justment process. In particular,
there appears to be a general bias
toward the underprovision of infor-
mation in a variety of settings, and
that leads to inefficient adjustment.

Jovanovic and Nyarko pro-
pose a model of learning how to
perform an activity, with only two
parameters: how much productivity
one can gain by learning; and how
fast the learning is attained. They
then fit the model to the experi-
ence of new plants, but it also can
be fitted to the experience of
workers learning about a new ac-
tivity that they perform repeatedly.

The authors conclude that the
gains from learning-by-doing on a
&iven activity are large and highly
variable. Also, the transfer of
knowledge from one technological
generation to the next is difficult to
estimate and surprisingly weak.

Caballero and Hammour ana-
lyze the timing, pace, and efficien-
cy of the ongoing process of job
reallocation that results from prod-
uct and process innovation. In an
efficient economy, both job de-
struction and creation ought to oc-
cur during cyclical downturns,
when the opportunity cost of real-
location is lowest. However, mal-
functioning labor markets generally
disrupt this synchronized pattern
by decoupling creation and de-
struction. Recessions, by accelerat-
ing job destruction, will have a
beneficial “cleansing” effect on the
productive structure; however, if
more unemployment is undesir-
able, then the cleansing effect is al-
ways outweighed by the welfare
loss from higher unemployment.

Blanchard, Commander, and
Coricelli describe the evolution of
labor markets in Eastern Europe
since the beginning of the econom-
ic transition, using a number of
country studies carried out by the
World Bank. Specifically, they
show the dynamics of employ-
ment, unemployment, and wages
in the private and state sectors. For
a few countries, they estimate the
gross flows among employment,
unemployment, and nonparticipa-
tion. Based on those findings, the
authors offer an informal model of
the interactions between unem-
ployment and restructuring.

Beaulieu and Mattey examine
plant-level product records from
the U.S. Census of Manufactures to
estimate the effects of inflation on
price dispersion through variation
in the drift rate of average target
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prices within a market. They ex-
plain about one-fifth of the varia-
tion in the amount of price disper-
sion across different commodities.
In general, they find that the higher
the drift rate of the desired price of
a given commodity, the larger the
amount of price dispersion. The
standard deviation of idiosyncratic
shocks also is correlated positively
with the degree of price dispersion,

while the standard deviation of ag-
gregate shocks is correlated nega-
tively with price dispersion.
Caballero and Engel derive a
model of sectoral investment,
which builds from the microeco-
nomic adjustments of firms facing
stochastic fixed costs of adjust-
ment. They find clear evidence of
nonlinearities in the dynamic be-
havior of postwar sectoral invest-

ment in U.S. manufacturing equip-
ment and structures. The mean and
standard deviation of the distribu-
tion of fixed adjustment costs faced
by firms are 16 and 6.5 percent of
a year’s revenue (net labor pay-
ments) for equipment, and 59 and
8 percent for structures. For a given
sequence of aggregate shocks, the
nonlinear model generates brisker
expansions and sharper contrac-
tions than its linear counterpart.

Ikenberry, Lakonishok, and
Vermaelen examine the long-run
performance of 1239 share repur-
chases announced during 1980 to
1990. Using carefully constructed
benchmarks, they find that the aver-
age excess four-year buy-and-hold
return after the announcement of a

share repurchase is 12.6 percent.
For “value” stocks, companies that
are more likely to be making re-
purchases because of valuation, the
average excess return is 45 percent.
Thus, undervaluation appears to be
an important motive. Furthermore,
it appears that the market errs in its

initial response, and ignores much
of the signal conveyed by this type
of repurchase announcement.
Nelson observes large, positive
excess long-horizon returns for
firms that buy their own equity and
large, negative excess returns for
firms that sell it. During 1926-85,
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the margin between portfolios of
firms that repurchased their own
equity and those that issued equity
was about 10 percent per year for
the five years after a significant
change occurred in shares out-
standing. Firms of all sizes have ex-
cess returns, which tend to in-
crease with firm size. There are ex-
cess returns for all three 20-year
subperiods, and they have risen
dramatically over time. The size
and duration of the margin, as well
as the pattern across firms grouped
by past performance, suggest that
equity transactions occur in antici-
pation of the excess returns.

Goetzmann ANd PelCS  m————————————————————
‘ ! “The average excess four-year buy-and-
fund investors are motival-  h1q return after the announcement of a

share repurchase is 126 percent.”
e The market Value Of a

propose that some mutual

ed by cognitive dissonance
in their response to past
performance of mutual
funds. Cognitive dissonance is the
conflict between beliefs and ac-
tions. New investors implicitly justi-
fy their use of performance rank-
ings by the need for a rational ba-
sis upon which to choose mutual
funds. Existing mutual fund inves-
tors resist switching funds because
it implies that their previous diffi-
cult choice was, in fact, wrong.
They reduce cognitive dissonance
by- positively adjusting their beliefs
about their current fund. As a con-
sequence, money will tend to flow
more quickly into winners than out
of losers. Indeed, Goetzmann and
Peles note that the results of a pilot
.questionnaire study of mutual fund
investors confirm eairier document-
ed evidence of an “endowment ef-
fect,” and suggest the presence of
cognitive dissonance.

Barber shows that small firms do
well when small investors are op-
timistic. In contrast, large firms gen-
erally are unaffected by the senti-
ment of small investors. Barber also
shows that, on average, securities

that are sensitive to changes in
small investor sentiment (and thus
have high levels of noise trader
risk) earn higher returns than secu-
rities that are insensitive to changes
in small investor sentiment.
Hirshleifer and Welch exam-
ine the consequences of imperfect
institutional memory for organiza-
tional decisions. In their model,
new managers are aware of the
firm’s previous actions, but not the
rationale for these actions. If the
environment is stable, a firm that
has followed an old investment
policy long enough, and then
changes management, generally

will have a greater tendency to fol-
low old actions than a firm with
full memory (that is, if the old
manager had continued). On the
other hand, if the environment is
volatile, and the old manager has
followed a policy only briefly, then
the previous investment decisions
are not very informative, and new
managers can be excessively
impulsive (prone to follow their
latest information without regard to
history).

Do changes in consumer confi-
dence explain the January small-
firm effect? Surveys show that con-
sumers experience renewed opti-
mism in January and continued
pessimism throughout the fourth
quarter. Sigwarth considers chan-
ges in confidence stockselling for
the purpose of tax losses, and differ-
ential information among share-
hold-ers. She shows that for
1983-92, changes in consumer
confidence provide a partial expla-
nation for the January small-firm
effect.

LaPorta uses survey data on
stock market analysts for 1981-9 to
show that value strategies work be-
cause they exploit systematic errors
in the way that investors form ex-
pectations about the future. Strat-
egies that exploit errors in analysts’
expectations earn high risk-adjust-
ed returns, because investors over-
react to new information. In the
year following an analysis, analysts
sharply revise their expectations in
the direction and magnitude pre-
dicted by the overreaction hypoth-
esis. Furthermore, the behavior of
excess returns around quarterly
earnings announcements supports

the overreaction hypothesis.
Poatiff finds that the
behavior of closed-end fund

- discounts is consistent with
models of costly arbitrage.

closed-end fund is more likely to
deviate from the value of its assets

“when interest rates are high, and

for funds that: 1) have portfolios
that are difficult to replicate; 2) pay
out smaller dividends; and 3) have
larger relative bid—ask spreads.
These factors are related to the
magnitude of the deviation, as op-
posed to the direction, and explain
one-fifth of cross-sectional mispric-
ing variation.
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Kortum develops a model of
research as a search process, seek-
ing to explain the interrelationships
among employment of research
scientists and engineers, patented
inventions, and total factor produc-
tivity. He suggests that inventions
that can be patented are becoming
increasingly difficult to discover as
the quality of research techniques
in use improves. Still, inventions
that eventually are patented repre-
sent measurable improvements on
current techniques. Since the econ-
omy is growing, patents are in-
creasingly valuable, thereby ex-
plaining continued increases in re-
search efforts.

Zucker, Darby, and Brewer
examine how the intellectual capi-
tal of scientists making frontier dis-
coveries, the presence of university
bioscience programs and venture
capital firms, and other economic
variables are linked to the found-
ing of U.S. biotechnology enterpris-
es during 1976-89. They find that

the timing and location of the birth
of biotech enterprises is deter-
mined primarily by intellectual cap-
ital measures, particularly the local
number of highly productive “star”
scientists actively publishing genet-
ic sequence discoveries. They be-
lieve that biotechnology may be
prototypical of the birth patterns in
other innovative industries.
Analyzing a large collection of
biotechnology patents, Austin
evaluates a proxy for the value of a
patent based on the number of
patent citations. He finds that pat-
ents that eventually receive many
citations are associated with larger
positive stock market returns on
their grant date than patents that ul-
timately receive no citations. Patents
whose citations come largely from
other patents owned by the same
firm are more valuable (than other
patents). Thus, the rate of “self-ci-
tation” is a good indicator of suc-
cessful appropriation of the returns
to the invention, Austin concludes.

During the afternoon session of
the program meeting, Wes Cohen
of Carnegie-Mellon University de-
scribed his current study of coop-
erative university/industry research
centers. Frank R. Lichtenberg, of
NBER and Columbia University,
discussed his project on R and D
collaboration in Europe; Program
Director Zvi Griliches, of Harvard
University, talked about the Israeli
data on R and D that he and
Chaim Regev are collecting; and
Ron Jarmin of the U.S. Census Bu-
reau described his ongoing re-
search on measuring spillovers in
learning-by-doing among manufac-
turing establishments.

%

Mishkin to
N.Y. Fed

Frederic S. Mishkin, a member
of the NBER’s Programs in Eco-
nomic Fluctuations and Monetary
Economics since 1980, was recent-
ly named Executive Vice President
and Director of Research of the
Federal Reserve Bank of New
York. Mishkin will assume his new
position in September, taking a
leave from his post as the A.
Barton Hepburn Professor of
Economics at Columbia University’s
Graduate School of Business.

Mishkin received both his B.S.
and Ph.D. from MIT. He has taught
at the University of Chicago, North-
western University, and Princeton
University, and is the author of The
Economics of Money, Banking, and
Financial Markets, 3rd edition, the
leading textbook in its field. Mish-
kin is also an associate editor of
four professional journals, and has
served on the editorial board of the
American Economic Review.
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According to Romer, the typical
economic model implicitly assumes
that the set of goods in an econo-
my never changes. As a result, the
predicted efficiency loss from a tar-
iff is small: on the order of the
square of the tariff rate. If we as-
sume instead that international trade
can bring new goods into an econ-
omy, then the fraction of national
income lost when a tariff is im-
posed can be as much as two
times the tariff rate.

Keefer and Knack find that in-
stitutions that protect property rights
are crucial to economic growth and
to investment. Moreover, the effect
of those institutions on growth per-
sists, even after controlling for in-
vestment. This suggests that the se-
curity of property rights affects not
only the magnitude of investment,
but also the efficiency with which
inputs to production are allocated.

Young documents the funda-

mental role played by factor accu-
mulation in explaining the extraor-
dinary postwar growth of Hong
Kong, Singapore, South Korea, and
Taiwan. Participation rates, educa-
tional levels, and (with the excep-
tion of Hong Kong) investment
rates have risen rapidly in all four
economies. In addition, there have
been large intersectoral realloca-
tions of labor with (again, except
in Hong Kong) nonagricultural and
manufacturing employment grow-
ing one-and-a-half to two times as
fast as the aggregate working pop-
ulation. Thus, while the growth of
output per capita in these econo-
mies has averaged 6 to 7 percent
per year over the past two-and-a-
half decades, the growth of output
per effective worker in the nonag-
ricultural sector has been only 3 to
4 percent per year.

Foster and Rosenzweig exam-
ine the extent to which the returns

to schooling (and other factors of
production) are altered by techni-
cal change. They use data from
rural India spanning a period in
which there were quite different
rates of economic growth across
regions because of differences in
technologies. They find that the re-
turns to education rose at higher
rates in areas experiencing higher
rates of increase in real agricultural
profits. They also find that enroll-
ment rates are higher in all rural
households in areas with high rates
of productivity. But, when the pace
of technical change increases, en-
rollment rates respond positively
only in farm households.

Kremer and Maskin note that
recent increases in wage inequality
have been accompanied by in-

creasing segregation of high- and

low-skilled workers into separate
firms. Both trends can be explained
if workers of different skill are not
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perfect substitutes. Then either
skill-biased technological progress
or increased skill dispersion can
cause high-skilled workers to seg-
regate into separate firms and re-
duce wages of low-skilled workers.
Data from the United States and
United Kingdom suggest that skill-
biased technological progress does
not explain rising inequality.

Mulligan and Sala-i-Martin
construct economywide aggregates
of human capital for each of 48
states in six census years, 1940-90.
Their measures focus on the earn-
ing power of the labor force, and
allow for the fact that the relevance
and quality of schooling and on-
the-job training vary over time and
across locations. They find that in

1990, the human capital stock was
highest in New York, followed by
Delaware and Minnesota. The low-
est values were in Montana, Missis-
sippi, and Rhode Island. The North-
east as a whole enjoyed the high-
est values of human capital be-
tween 1940 and 1980, but lost its
lead to the Midwest in 1990.

%

Jermann develops a model to
account for the fact that, historical-
ly, the average annual rate of re-
turn on equity has exceeded the
annual rate of return on short-term
debt by about 6 percentage points.
In the model, consumers form hab-
its that can lead to a relatively large
premium in the return on stocks
relative to bills. The model also as-
sumes that it is costly to change
the capital stock, which leads to in-
creases in the variability of stock
prices. Further, the model includes
financial leverage, which con-
tributes to dividend volatility. To-
gether, these effects account for
about half of the premium earned
by equity.

Traditional theoretical models
have been unable to account for
the apparent predictability of ex-
cess returns in markets for equity,
bonds, and foreign exchange. Bek-
aert, Hodrick, and Marshall de-
velop a new model based on a
concept known as first-order risk
aversion: that is, substantial aver-
sion to even small gambles. Using
this formulation of risk aversion in
a two-country monetary model in-
creases the degree to which asset
returns are predictable, but not by
enough to match the predictability
of actual returns, as measured in
the data.
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