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NBER Profiles 14 1991, and grew out of the eartier financial markets and monetary eco-
Conferences 17 nomics program. Traditionally, corporate finance is defined as “the study
Bureau News 33 of the investment, financing, and dividend decisions of firms.” To that tra-

Bureau Books 47

Surrent Working Papers 48 ditional list of topics, I would add “most financial or contractual issues

relating to the firm, including internal organization, ownership structure,
and corporate governance.” Corporate finance is institutionally oriented,
with research often driven by issues of current importance. Most of the
NBER’s research on corporate finance consists of empirical studies on
firm-level data motivated by relevant, applied theory.

Recent work by NBER economists has centered on a variety of topics.
Since the program is barely three years old, the origins of much of this re-
search predate its formal start. This is especially true of the extensive re-
search on corporate restructuring, but it is also true of some of the re-
search on bankruptcy and financial distress, and the research on banks and
the role of credit. One new area beginning to attract attention is the cross-
country comparison of corporate governance and financing practices.

Corporate Restructuring

NBER researchers began to study corporate restructuring in earnest in
the late 1980s in the midst of a huge wave of mergers, acquisitions, and
leveraged management buyouts. The total value of U.S. assets changing
| hands in the 1980s was approximately $1.3 trillion, with 143 of the 1980
; Fortune 500 becoming acquired by 1989. This wave of activity sparked
much public controversy. At issue were: the large number of hostile take-
overs; the perception that employees and communities were being hurt;
the heavy use of debt in many transactions and the fear that basic R and
D was being sacrificed; and the large profits made by corporate raiders
and corporate managements.

NBER researchers have conducted extensive studies on the causes and
consequences of these mergers and acquisitions. One important question
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addressed is: Has all of this restruc-
turing activity made the U.S. econ-
omy any more efficient or competi-
tive? While the evidence is far from
definitive, the studies suggest that
there is cause for optimism. Steven

N. Kaplan finds strong evidence of

improvements in operating profit in
a sample of 1980s leveraged buy-
outs.! Various NBER researchers
have documented the role of the
1980s bustup takeovers in moving
firms away from the ill-fated diver-
sification of the 1960s toward great-
er specialization.? Arguably, this fa-
vorable reconfiguration of the econ-
omy has been made possible by
the more lenient antitrust policy
followed in the United States since
1982.

Before jumping to the conclu-
sion that the average merger entails
huge synergies, however, it is im-
portant to note that many acquisi-
tions appear to be motivated by the
welfare of bidding management,
rather than by the desire to in-
crease shareholder wealth. Randall
Mgrck, Andrei Shleifer, and I show
that over 50 percent of acquisitions
in the 1980s were greeted by a
negative reaction from bidding
shareholders.? Kaplan and Jeremy
C. Stein provide evidence that the
second generation management
buyouts of the late 1980s were en-
couraged by generous deals for
bidding management, overpriced
junk bonds, and fee structures that
encouraged investment bankers to
suggest questionable deals.4

NBER studies also have found
that the negative social impact of
takeovers may be exaggerated.
Frank R. Lichtenberg and Donald
Siegel, and Sanjai Bhagat, Shleifer,
and I find that the employment ef-
fects of hostile takeovers are not
very large and are disproportion-
ately felt by highly compensated
white collar employees.> Joshua
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Rosett finds little evidence that
union wage cuts are a major source
of gains in hostile takeovers.® Final-
ly, Bronwyn H. Hall finds that the
effect of takeovers on R and D ex-
penditures is limited because the
most R and D-intensive firms do
not typically enter into highly lever-
aged transactions.”

Banks and the Role
of Credit

One open question in monetary
economics concerns the channel
for the transmission of monetary
policy. In particular, the link be-
tween monetary tightening and the
contraction of credit made avail-
able by banks has not been firmly
established empirically using mi-
crodata. NBER researchers Anil K.
Kashyap and Stein, in an interest-
ing series of papers, have brought
us closer to understanding these is-
sues.8 Kashyap, Stein, and David
W. Wilcox show that monetary
tightening appears to be correlated
with a shift toward the use of com-
mercial paper and a decline in the
use of bank financing. But, as
Charles C. Calomiris, Charles P.
Himmelberg, and Paul Wachtel ar-
gue, the large, well-capitalized
firms who issue commercial paper
appear to be less affected by a
tightening of bank credit.® If mostly
smaller firms are being cut off from
bank credit when the monetary au-
thority tightens, how does in-
creased issuance of commercial pa-
per by large firms end up substitut-
ing for bank credit? Calomiris, Him-
melberg, and Wachtel suggest that
the intermediation works as fol-
lows: During tight money periods,
banks cut loans to small and medi-
um-size firms. Large firms make up
for this by extending more trade
credit to smaller firms and finance
this through increased issuance of
commercial paper. While there is
more empirical work to be done
here, the prospects for better un-
derstanding the role of banks and

credit in a monetary contraction
are exciting.

NBER researchers also have
been documenting the special role
of banks in providing credit. Using
Japanese data, Takeo Hoshi, Kash-
yap, and David S. Scharfstein show
that the sensitivity of investment to

cash flow is much greater for firms .

without a bank relationship than
for those with one.!® Using data
from the National Survey of Small
Business Finance, Mitchell A. Peter-
sen and Raghuram G. Rajan have
been studying the importance of
banking relationships, and how the
quality of those relationships de-
pends on the concentration of
lending institutions.!! Interestingly,
they find that typically more credit
is available in highly concentrated
credit markets. They attribute this
to the fact that high concentration
increases the likelihood that the
borrower and lender will be deal-
ing with each other for a long time,
which gives the lender a greater in-
centive to invest in the relationship.

Bankruptcy and
Financial Distress

With the rise in leveraged buy-
outs and the use of junk bonds in
the mid- to late-1980s, the collapse
of Drexel Burnham Lambert, and
the recession of the early 1990s,
bankruptcy and financial distress
became a more focal issue in cor-
porate finance research. Paul As-
quith, David Mullins, Jr., and Eric
Wolff have conducted the most
careful study to date on the long-
run default experience of junk
bonds.!? They find a significantly
higher default rate than previous
researchers after taking into ac-
count unfavorable exchanges of-
fered to junk bondholders. Asquith,
Robert Gertner, and Scharfstein
study a large sample of junk bond
issuers to explore the determinants
of a successful debt restructuring
after default.!> Among other things,
their study suggests that bank fi-

nancing decreases the likelihood of
an out-of-court settlement. Philippe
Aghion, Oliver Hart, and John
Moore have compared the efficien-
cy properties of various bankruptcy
procedures including the current
Chapter 11 procedure.l4 Their main
insight is the construction of alter-
native bankruptcy procedures that
separate the decision about how
the post-bankruptcy assets will be
deployed from how the proceeds
from the assets will be divided
among the various claimants.

International
Comparisons of
Corporate Financing
and Governance
Practices

A relatively new research area in
corporate finance is the cross-
country comparison of different fi-
nancial and governance systems.
This area originally was motivated
by the apparent differences be-
tween U.S., U.K., Japanese, and
German financial systems. Japanese
and German corporate finance is
dominated by banks, whereas the
United States and the United King-
dom have much bigger bond mar-
kets. German banks typically also
own equity in the firms they lend
to, while this is prohibited in the
United States. These differences are
alleged to be important for corpo-
rate governance, with the bank-
dominated systems purportedly
providing superior oversight of
management. Also, the close bank
relationships are hypothesized to
result in fewer credit constraints
and a greater ability to take on lev-
erage. NBER researchers are just
starting to make progress on some
of these questions.

Hoshi, Kashyap, and Scharfstein
have studied the banks versus
bond market trade-off in Japan.!5
They find that Japanese corporate
finance is moving toward the U.S.
model. Rajan and Luigi Zingales
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undertake an ambitious study of
leverage across countries. 16 They
find that the claim of greater lever-
age in bank-dominated countries is
exaggerated. Differences in lever-
age between countries are not that
large, although there are important
differences in the average maturity
of debt. Finally, they find that equi-
ty issuances by mature firms are
much more common abroad than
they are in the United States. Jun-
Koo Kang and René M. Stulz study
the market’s reaction to security is-
sues by Japanese firms.!” Their evi-
dence suggests that the negative
reaction to equity issues by mature
firms is much less pronounced in
Japan than in the United States.
Kaplan, in a series of papers, con-
trasts corporate governance in the
United States with that in Japan
and Germany.'® He finds that the
probability of top management
turnover in Japan is similar to that
in the United States, and shows a
similar sensitivity to poor perfor-
mance. One apparent difference
between the countries is that top
management turnover in Japan is
associated more strongly with neg-
ative earnings and less strongly
with poor stock returns than in the
United States. This is consistent
with the relative importance of
debt-related discipline, which is
triggered when operating earnings
fall below required interest pay-
ments. Corporate governance in
Germany does not appear to be
too different from corporate gover-
nance in the United States. For ex-
ample, Kaplan does not find that
the sensitivity of executive turnover
to performance in Germany is af-
fected significantly by the degree of
bank ownership of equity.
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Research Summaries

The Political Economy of
Workers’ Compensation
in the Early Twentieth Century

Price V. Fishback and
Shawn E. Kantor*

Over the last century the United
States and many other countries
have implemented a wide variety
of social protection programs, in-
cluding health care coverage for
the poor and elderly, Social Securi-
ty, unemployment insurance, and
workers’ compensation. The first
large-scale social insurance pro-
gram in the United States was
workers’ compensation, which was
introduced at the state level during
the 1910s. Workers’ compensation
shifted the tort rules governing
workplace accidents from negli-
gence liability to a form of strict lia-
bility whereby the employer was
expected to replace up to two-
thirds of a worker’s lost earnings
for all serious accidents occurring
in the workplace. This change in
the liability rules led to a substan-
tial rise in the post-accident bene-
fits that injured workers received.

Like many other social insurance
programs, the modern workers’
compensation system has been
plagued by escalating costs.! Nu-
merous reforms have been offered,
including shifting more of the fi-
nancial burden of workplace acci-
dents onto workers. In an effort to
illuminate the public debate over
workers’ compensation, our re-
search has two main objectives.
First, we hope to improve the un-
derstanding of the economic effects
of the law’s adoption in the early

twentieth century, so that policy-
makers will realize the conse-
quences of reversing the trend to-
ward more generous accident com-
pensation for injured workers. Sec-
ond, in our historical investigation
of the original purposes of enacting
workers’ compensation in the
1910s, we wish to point out some
of the potential pitfalls of returning
to a form of negligence liability in
which workers would be held
more financially responsible for
their workplace accidents.

In their time, progressive re-
formers hailed workers’ compensa-
tion widely as a financial boon for
injured workers, providing them
and their families substantially high-
er and more certain post-accident
benefits than they would have re-
ceived under the negligence liabili-
ty system. Under negligence liabili-
ty around the turmn of the century,
relatively few workers received
awards in court. Since a court deci-
sion could take up to five years,
and the outcome was always high-
ly uncertain, most injured workers
or their families accepted out-of-
court settlements. Because the em-
ployer was not legally compelled
to pay anything if he had not been
negligent, roughly 43 percent of
the families of fatal accident vic-
tims received no payments prior to
workers’ compensation.?2 The mean
levels of compensation for all fami-
lies of fatal accident victims ranged
from about 38 percent of a year’s

income to 112 percent.

By contrast, when workers’
compensation was enacted in vari-
ous states after 1910, nearly all
workers’ families received compen-
sation. The average compensation
ranged from about two to four
times annual income, depending
on the state. Social reformers saw
workers’ compensation as a great
victory for workers, presuming that
the sharp rise in post-accident ben-
efits actually represented a redistri-
bution of income.

However, increases in employ-
er-mandated benefits often led to
large enough wage declines to pay
for the increase in expected bene-
fits fully.3 Our analysis of the coal
mining, lumber, and construction
industries in the early twentieth
century suggests that nonunion
workers essentially “bought” the
more generous and more certain
benefits mandated by workers’
compensation laws through lower
real wages. Union workers, on the
other hand, experienced much
smaller wage offsets.

Wage Offsets

We constructed three panel da-
tasets that included the primary oc-
cupations in the coal, lumber, and
unionized building trades indus-
tries, for over 20 states from 1907
to 1923. Our regression results im-
ply that workers in the nonunion-
ized lumber industry experienced
roughly a dollar loss in annual
earnings for each dollar increase in
expected accident benefits that
workers’ compensation promised.
In the nonunionized sector of the
coal industry, the offset was larger,
at about two to three dollars for
each dollar increase in expected
benefits. However, unions appear
to have inhibited the employers’
flexibility in passing their workers’
compensation costs onto their or-
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ganized workers. Workers in the
unionized sector of the coal indus-
try and in the unionized building
trades experienced much smaller
wage reductions than the nonunion
workers.

That such a large fraction of the
work force would have experi-
enced wage offsets helps to explain
employers’ widespread willingness
to embrace the idea of workers’
compensation. According-
ly, what appeared to be a
large-scale transfer of in-
come from employer to

Since measuring workers’ de-
sired levels of accident insurance
would be a difficult task, we use
an indirect method that does not
require knowledge of workers’ util-
ity functions.® A theoretical model
suggests that changes in workers’
saving in response to a switch to
workers’ compensation can be used
as a signal of the market availabil-
ity of private accident insurance. If
insurance purchases were uncon-

“[lIncreases in employer-mandated bene-

Impact on Saving

To test the impact of workers’
compensation on saving, we use a
sample of over 7000 households
surveyed for the 1917-9 Bureau of
Labor Statistics Cost-of-Living study.
These cross-sectional data are par-
ticularly valuable because they al-
low us to compare the saving be-
havior of households in states that
already had enacted workers’ com-
pensation with behavior in
states that had not. Our re-
sults suggest that households
tended to save less, holding

worker was, in fact, laigely  fjrg often Jed to large enough wage de- L5 ojse constant, if their

illusory. If employers
could anticipate that work-

clines to pay for the increase in expected states had workers’ compen-

ers would pay for the in- benefits fully Our analysis of the coal sation in force. This finding,

crease in post-accident mining, lumber, and construction indus-

benefits, then they were
more likely to favor a no-
fault compensation system
that was less acrimonious
than negligence liability.
Similarly, organized labor's
diligent lobbying on behalf
of workers’ compensation
is understandable, given
that union members experienced
relatively small wage declines.

What is less clear is why non-
union workers, who constituted
the majority of the labor force, also
supported workers’ compensation.
After all, they could expect to pay
fully for their new benefits in the
form of wage reductions. Workers
would have had little desire to
“buy” the higher accident benefits
under workers’ compensation if
they could just as easily have used
the risk premiums in their old
wages to purchase their own work-
place accident insurance.> A central
question concerning the economic
motivation for the adoption of
workers’ compensation, therefore,
is the extent to which workers had
access to their desired levels of pri-
vate accident insurance around the
turn of the century.
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strained, workers would not have
used saving to insure against work-
place accident risk, because saving
was a relatively costly means of in-
suring their workplace accident
risks. If accident insurance were
widely available, the switch to
workers’ compensation would
have led to an increase in saving,
as some of the income targeted for
insurance purchases would have
been freed for consumption and
saving. If, on the other hand, insur-
ance were rationed, imposing
binding constraints on the amounts
of accident insurance workers
could buy, then the workers’ pri-
mary option was to use saving to
protect against accident risk. Under
these conditions, the provision of
employer-provided accident insur-
ance would have led to a reduction
in the households’ precautionary
saving.

in concert with qualitative
evidence drawn from con-

tries in the early twentieth century Sug- (emporary insurance text-
gests that nonunion workers essentially books, periodicals, and man-
‘bought’ the more generous and more cer- uals, suggests that insurance
tain benefits mandated by workers' com-
pensation laws through lower real wages.”

companies were not able to
effectively offer workplace
accident insurance to a wide
range of workers. Accident in-

I N T S S SR R LN surance Companies faced

substantially greater informational
problems, and thus adverse selec-
tion problems, in selling individual
accident insurance than in selling
liability insurance to employers.
Thus, by shifting the burden of
insurance from workers to em-
ployers, workers’ compensation
benefited risk-averse workers who
were rationed out of the insurance
market, even if they paid for their
more generous post-accident bene-
fits through lower wages. More-
over, insurance companies stood to
gain from the passage of workers’
compensation because the law en-
abled them to expand their cov-
erage of workplace accident risk.
In fact, the insurance industry ac-
tively supported the general idea
of workers’ compensation, as long
as the state did not compete in the
selling of the insurance.




Although workers, employers,
and insurers all publicly claimed to
favor the concept of workers’ com-
pensation, they fought bitter battles
over the specific features of the
legislation, such as maximum ben-
efit levels, waiting periods, medical
benefits, and the issue of state in-
surance. Our preliminary research
into the political origins of work-
ers’ compensation has shown that
employers, unions, insurers, law-
yers, and agricultural interests
wrote the bills that framed the de-
bate. Each lobbied for their version
of the legislation, but none was
strong enough to pass their own
bill unilaterally. Instead, the fea-
tures that were written into each
state’s workers' compensation law
were the result of political compro-
mises orchestrated through broad-
based political coalitions, such as
the Progressives, who were inter-
ested in a wide range of economic
and political reforms in the early
twentieth century. For example,
monopolistic state insurance funds
typically were implemented in
states where the legislature experi-
enced a substantial shift toward
“progressive” political groups that
believed that the government was

uniquely qualified to alle-

viate market imperfections,
either real or perceived.”
The results of our eco-
nomic and political studies
of the origins of workers’
compensation have impli-
cations for the modern
policy debate on how to
reform the system. The
modern workers’ compen-
sation crisis is almost a re-

versal Of the situation that S S

led to the initial adoption

of workers’ compensation. Work-
ers’ compensation was enacted in
the early twentieth century because
the negligence liability system and
the insurance industry did not pro-

vide the means for workers to re-
place a significant portion of their
lost earnings. While the early
workers’ compensation laws pro-
vided injured workers with approx-
imately 50 percent of their lost
earnings, injured workers today re-
cover about 83 percent of their lost
aftertax wages.8 As a result of these
relatively generous expected acci-
dent payments, there have been
dramatic cost increases for the sys-
tem. Employers and insurers view
the reduction of workers’ compen-
sation benefits as one step toward
reform.

The lessons learned from our
analysis of the origins of workers’
compensation suggest that the dis-
tributional consequences of shifting
more of the financial burden of
workplace accidents onto workers
will be tempered by labor market
adjustments. In other words, work-
ers can anticipate that their em-
ployers will “buy” the reduction in
accident benefits in the form of
higher real wages. The question
then becomes whether workers
will be able to purchase private ac-
cident insurance coverage with
their anticipated wage premiums.

“While the early workers’ compensation
laws provided injured workers with ap-
proximately 50 percent of their 10st €arn-  fasier pace than even beaith
ings, injured workers today recover about
83 percent of their lost aftertax wages. As a
result of these relatively generous expect-
ed accident payments, there have been
dramatic cost increases for the system.”

The answer is not clear. Group dis-
ability and health insurance are
certainly much more widely avail-
able today than when workers’
compensation was first introduced.

Insurers, on the other hand, may
be reluctant to offer widescale sup-
plemental coverage for workplace
accidents because the problems as-
sociated with replacing the com-
pensation lost to reform will still
remain.

Of course, the outcome of any
reform movement will depend on
the distribution of political power
among the competing interest
groups. While interest groups cer-
tainly framed the political debate
over workers' compensation in the
early twentieth century, our re-
search has discovered that broad
political coalitions ultimately deter-
mined the scope of America’s first
social insurance program. If the
modern reforms of workers’ com-
pensation follow the same political
patterns as the law’s origins, then
the conservative shift seen in the
November 1994 election will have
a profound impact on the types of
reforms that will emerge from state
legislatures in the next decade.

*This research bas been supported by
National Science Foundation Grant No.
SBR-9223058, the Earbart
Foundation (Fishback), and
the University of Arizona Foun-
dation (Kantor).

IWorkers' compensation pay-
ments bave been rising at a

care costs, which bave attracted
much recent attention. From
1980 to 1990, workers’' com-
pensation payments grew by
181 percent, while private
bealth care expenditures and
Medicare payments rose 170.5
and 195 percent, respectively.
By contrast, unemployment in-
surance payments increased by
only 9 percent. These percentages repre-
sent increases in nominal spending.
The inflation rate over this period
(based on the CPI) was approximaltely
59 percent. See U.S. Bureau of the Cen-
sus, Statistical Abstract of the United
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States, 1993, Washington, DC: GPO,
1993, pp. 108, 368, 379.

2p. V. Fishback and S. E. Kantor, “Did
Workers Pay for the Passage of Workers’
Compensation Laws?” NBER Working
Paper No. 4947, December 1994.

3For a summary of modern studies
showing the impact of employer man-
dates on wages, see M. J. Moore and W.
K. Viscusi, Compensation Mechanisms
for Job Risks: Wages, Workers’ Com-
pensation, and Product Liability
(Princeton, NJ: Princeton University
Press, 1990). Also see J. Gruber and A.
B. Krueger, “The Incidence of Mandat-
ed Employer-Provided Insurance: Les-
sons from Workers’ Compensation In-
surance,” in Tax Policy and the Econ-
omy, Volume 5, D. F. Bradford, ed.
(Cambridge, MA: MIT Press, 1991), pp.
111-143, and J. Gruber, “The Inci-
dence of Mandated Maternity Benefits,”
American Economic Review 84 (June
19949, pp. 622-641.

*P. V. Fishback and S. E. Kantor, “Did
Workers Pay . . . 7”, op. cit.

SFor evidence that workers received
compensating wage premiums for in-
creased accident risk prior to workers’
compensation, see P. V. Fisbback and S.
E. Kantor, “‘Square Deal’ or Raw Deal?
Market Compensation for Workplace
Disamenities, 1884-1903,” Journal of
Economic History 52 (December 1992),
Dp. 826-848.

SP. V. Fishback and S. E. Kantor, “In-
surance Rationing and the Origins of
Workers’ Compensation,” NBER Work-
ing Paper No. 4943, December 1994.
7See P. V. Fishback and S. E. Kantor, “A
Prelude to the Welfare State: Compulso-
ry State Insurance and Workers’ Com-
pensation in Minnesota, Obio, and
Washington, 1911-9,” NBER Historical
Paper No. 64, December 1994. Our re-
search on the origins of workers’ com-
Dpensation in Missouri found that voters

eschewed the intervention of govern-
ment in the insurance market and,
thus, flatly rejected state insurance in
various referendums. See S. E. Kantor
and P. V. Fishback, “Coalition Forma-
tion and the Adoption of Workers’ Com-
pensation: The Case of Missouri, 1911
to 1926,” in The Regulated Economy:
An Historical Approach to Political
Economy, C. Goldin and G. D. Libecap,
eds. Chicago: University of Chicago
Press, 1994, pp. 259-297.

8W. K. Viscusi, “Product and Occupa-
tional Liability,” Journal of Economic
Perspectives 5 (Summer 1991), p. 81.
Viscusi argues that the current workers’
compensation benefit levels offer close to
the optimal level of insurance, from the
worker’s perspective. From a social
point of view, bowever, the relatively
generous benefits may be suboptimal
once moral hazard problems are con-
sidered (p. 82).

Health Insurance and Individual
Labor Market Decisions

Brigitte C. Madrian

It is well accepted that health in-
surance distorts the demand for
medical services. My research ex-
plores a further margin along
which health insurance may affect
behavior: by changing the labor
market decisions of individuals.
This distortion arises because in the
current system of provision of
health insurance in the United
States, employers are the primary
source of coverage for all but the
elderly. As rising medical costs
make health insurance an increas-
ingly valuable component of em-
ployee compensation, we should
expect coverage to be an important
consideration in the labor market
decisions of individuals.

There has been little previous
research on the labor market ef-
fects of health insurance. However,

there is growing interest in under-
standing this relationship, first be-
cause health insurance expendi-
tures constitute a significant frac-
tion of total employee compensa-
tion. Employers now spend more
on health insurance than on any
other employee benefit, including
pensions. Health insurance expen-
ditures are also the fastest growing
component of benefit payments, in-
creasing at an average rate of 15.6
percent annually from 1948-90.!
Second, and perhaps more impor-
tant, any health care reform that al-
ters the current relationship be-
tween health insurance and em-
ployment has the potential to affect
the labor market in significant
ways.

The rationale for employer pro-
vision of health insurance is straight-
forward. By pooling their employ-
ees into large groups, employers

can lower administrative expenses
and reduce the risks of high health
care costs faced by any individual
employee. In addition, employer
expenditures on health insurance
are tax deductible, while individual
expenditures generally are not.
Given these cost advantages, it is
not surprising that the delivery of
health care in the United States has
evolved into a system based pri-
marily on employer provision of
insurance.

Job-Lock

One significant disadvantage of
employer-provided health insur-
ance, however, is that it is not typi-
cally portable: when an individual
quits his or her job, the insurance
coverage associated with that job
usually ceases as well. For many
individuals, a change in insurers is
inconsequential, but for some, re-
linquishing their employer-provid-
ed health insurance may be very
costly. Exclusions on preexisting
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conditions are typical of almost all
individual policies, and of many
employer-provided policies as
well.2 In addition, half of full-time
workers face length-of-service re-
quirements before being eligible
for any insurance.3 Also, there is a
growing trend toward medical un-
derwriting, especially in small
firms, in order to exclude serious
ailments from coverage entirely. As
a consequence, those with health
problems may find themselves
liable for many of their medical ex-
penses that previously were cov-
ered by insurance. If these per-
ceived costs of changing insurers
are great enough, then the labor
market decisions that individuals
otherwise might make may be dic-
tated instead by their needs for
health insurance.

Exclusions for preexisting condi-
tions and medical underwriting of-
ten are cited as causes of “job-
lock™: the tendency for individuals
to stay in jobs they would really
rather leave for fear of losing their
health insurance coverage. While
the popular press on several occa-
sions has cited job-lock as a major
problem with the current health
care system, until recently there
was no empirical evidence on the
magnitude of this problem. This is
in part because of the difficulty of
identifying exactly what job-lock is
and when it occurs.

Although it is impossible to ob-
serve directly whether individuals
are locked into their jobs, in the
population as a whole the extent
of job-lock can be inferred by com-
paring the turnover rates of those
who are more likely to be affected
by it with the turnover rates of
those who should not be affected
by it. Job-lock should affect only
those with health insurance, and
the effect should be greater for
those who have high expected

medical expenses. If job-lock is im-
portant, the difference in mobility
rates between those with high and
low expected medical expenses
should be greater for those with
employer-provided health insur-
ance than for those without it.

In recent research, I consider
three different “experimental”
groups to estimate the extent of
job-lock: married men who have an
alternative source of coverage in
addition to employer-provided
health insurance; heads of large
families who are more likely to
have high expected medical ex-
penses simply because of the size
of their family; and married men
whose wives are pregnant.? I find
that job-lock related to health in-
surance reduces the voluntary tumn-
over rate of those with employer-
provided health insurance by 25
percent, an effect that is both eco-
nomically and statistically significant.

These results have been corrob-
orated in a follow-up study done
with Jonathan Gruber that exam-
ines the effect of continuation cov-
erage mandates on job turnover.>
Such mandates grant individuals
the right to continue purchasing
health insurance through their for-
mer employers for some period of
time after leaving their jobs, and
thus should reduce the extent of
job-lock. We find that the availabil-
ity of continuation coverage indeed
increases the job turnover rate. Re-
cent research by other individuals
also has found evidence of job-
lock,$ although these results have
been disputed.”

To the extent that health insur-
ance does reduce mobility, there
may be important consequences
for economic welfare. First, it will
directly affect the well-being of
those who are locked into their
current jobs. Second, and perhaps
more importantly, job-lock may be

a significant concern if there is a
specific component of productivity
that makes workers more produc-
tive in some jobs than in others.8
The efficiency of the economy as a
whole will suffer if individuals who
would like to move to more pro-
ductive jobs are constrained to
keep their current positions simply
to maintain their health insurance.
The actual magnitude of the wel-
fare loss associated with job-lock is
something that has yet to be esti-
mated empirically.

Retirement Decisions

Closely related to job-lock is the
issue of how health insurance af-
fects the retirement behavior of in-
dividuals. The underlying issues
are the same: health insurance in
the private market is much more
expensive than the health insur-
ance provided by employers, and
individuals with preexisting condi-
tions may find themselves unable
to secure equivalent coverage if
they retire from their job and give
up the accompanying health insur-
ance. However, the incentives fac-
ing older workers contemplating
retirement are somewhat different
from those faced by younger work-
ers changing jobs.

First, all individuals become eli-
gible for Medicare upon reaching
age 65. Although Medicare is much
less generous than most employer-
provided policies, coverage is
conditional only upon age and
does not exclude preexisting con-
ditions. Therefore, the costs of re-
linquishing employer-provided
health insurance are diminished af-
ter reaching age 65. Second, many
employers provide post-retirement
health insurance to their retirees.
Thus, the possibility of losing
health insurance coverage should
not be a deterrent to retirement for
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individuals who work in firms that
offer this type of coverage.

Several recent papers suggest
that health insurance is an impor-
tant factor in the retirement deci-
sion. My own work and studies by
Rogowski and Karoly both find evi-
dence that the availability of em-
ployer-provided health insurance
coverage after retirement is associ-
ated with early retirement.® Michael
D. Hurd and Kathleen McGarry
find that such health insurance is
correlated with expectations of ear-
lier retirement among those who
are not yet retired.!® Further work
by Gruber and me finds that the
availability of continuation cover-
age encourages early retirement as
well as job turnover.!!

The increased availability of
both employer-provided retiree
health insurance and continuation
coverage may be important expla-
nations for the trend toward early
retirement that has been observed
over the past several decades. The
previously cited research suggests
that these two sources of health in-
surance may account for between
10 and 50 percent of the decline in
male labor force participation be-
tween 1960 and the late 1980s.'?

The role of Medicare in the re-
tirement decision is less well un-
derstood. My own research, as well
as that of Robin S. Lumsdaine,
James H. Stock, and David A. Wise,
finds little evidence to suggest that
the availability of Medicare helps
explain the excess retirement that
occurs at age 65, once the financial
incentives associated with pensions
and Social Security are taken into
account.!3 This may be because
Medicare is a vastly inferior source
of health insurance, and therefore
does not affect retirement, even
though the availability of more
generous health insurance might.
Not only is the coverage provided

by Medicare much less generous
than what typically is provided by
employer plans for retirees, but it
also is available only to the individ-
ual, while employer-provided
health insurance usually covers de-
pendents as well.

Y. 8. Piacentini and J. D. Foley, EBRI
Databook on Employee Benefits,
Washington: Employee Benefits Re-
search Institute, 1992.

2p. Cotton, “Preexisting Conditions
‘Hold Americans Hostage’ to Employers
and Insurance,” Joumal of the Ameri-
can Medical Association (71991), pp.
2451-2453.

3U.S. Department of Labor, Bureau of
Labor Statistics, Employee Benefits in
Medium and large Firms, Washington:
Government Printing Office, 1989.

4B. C. Madrian, “Employment-Based
Health Insurance and Job Mobility: Is
There Evidence of Job-Lock?” Quarterly
Joumal of Economics (February 1994),
pp. 27-54.

5], Gruber and B. C. Madrian, “Health
Insurance and Job Mobility: The Effects
of Public Policy on Job-Lock,” Industrial
and Labor Relations Review (October
1994) pp. 86-102.

Sp. F. Cooper and A. C. Monbeit, “Does
Employment-Related Health Insurance
Inbibit Job Mobility?” Inquiry (1993),
pp. 400-416, and “Health Insurance
and Job Mobility: Theory and Evi-
dence,” Industrial and Labor Relations
Review (October 1994, pp. 65-68; and
T. C. Buchmueller and R. G. Valletta,
“Employer-Provided Health Insurance
and Worker Mobility: Job-Lock’ or Not?”
unpublisbed paper, University of Cali-
Jfornia, Irvine, February 1994.

7. R. Penrod, “Health Care Costs,
Health Insurance, and Job Mobility,”
unpublished paper, Princeton Universi-
ty, November 1993, finds mixed evi-
dence in favor of job-lock; D. Holtz-Ea-
kin, “Health Insurance Provision and
Labor Market Efficiency in the United
States and Germany,” in Social Protec-
tion Versus Economic Flexibility: Is
There a Trade-Off? R. M. Blank, ed.
Chicago: University of Chicago Press,
1994, finds lintle evidence of job-lock.

8B. Jovanovic, ‘Job Matching and the
Theory of Turnover,” Joumal of Politi-
cal Economy (1979), pp. 972-990.

®B. C. Madrian, “The Effect of Health
Insurance on Retirement,” Brookings
Papers on Economic Activity 7 (71999,
pp. 181-252; L. A. Karoly and . A. Ro-
gowski, “The Effect of Access to Post-Re-
tirement Health Insurance on the Deci-
sion to Retire Early,” Industrial and La-
bor Relations Review (October 1994),
pp. 103-123.

0. D. Hurd and K. McGarry, “The
Relationship Between Job Characteris-
tics and Retirement,” NBER Working
Paper No. 4558, December 1993.

11y Gruber and B. C. Madrian, “Health
Insurance Availability and the Retire-
ment Decision,” NBER Working Paper
No. 4469, September 1993,

12B.C. Madrian, “The Effect of Health
Insurance on Retirement,” op. cit.; ].
Gruber and B. C. Madrian, “Health In-
surance Availability and the Retirement
Decision,” op. cit.

13B.C. Madrian, “The Effect of Health
Insurance on Retirement,” op. cit; R. S.
Lumsdaine, J. H. Stock, and D. A. Wise,
“Pension Plan Provision and Retire-
ment: Men and Women, Medicare, and
Models,” in Studies in the Economics of
Aging, D. A. Wise, ed. Chicago: Univer-
sity of Chicago Press, 1994.
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Executive Compensation

Nancy L. Rose

The Controversy

The compensation of top corpo-
rate executives in the United States
has attracted considerable attention
over the last few years. Part of this
is undoubtedly because of the high
and rising pay levels reported for
CEOs of the largest US. corpora-
tions. CEO salary and bonus at
these firms has risen by more than
3 percent annually in real terms
over the past two decades, to a
median of almost $890,000, accord-
ing to the Forbes survey of 1993
CEO compensation. The explosion
of stock options and stock awards
for CEOs, combined with overall
increases in the stock market dur-
ing this period, has meant even
greater increases in real total com-
pensation (more than 6 percent per
year), and led to enormous varia-
tion in executive compensation
across CEOs and over time. In the
Forbes 1993 compensation survey,
total compensation rose as high as
$203 million for Michael Eisner of
Walt Disney Corporation, with an
overall median of $1.4 million. Al-
though these substantial increases
in compensation are not unique to
CEOs—they echo similar trends
across a broad range of profession-
al occupations during the 1980sl—
they have generated substantial me-
dia attention and political debate.

Much of this debate has focused
on the equity implications of high
CEO pay levels, particularly as a
contributing factor to the overall
increase in income inequality over
the past decade. There is also a
concern in some circles that high
pay levels may reflect CEOs bene-
fiting at shareholder expense, a re-

sult of inadequate oversight by cor-
porate boards of directors. The po-
litical pressures created by this de-
bate have given rise to a number
of policy responses. In 1992 the
Securities and Exchange Commis-
sion substantially revised its disclo-
sure rules for reporting executive
compensation on annual proxy
statements. It now requires more
detailed information on compensa-
tion components, options awards,
and shareholder returns relative to
other firms in the market or a de-
fined “peer group.” After calls for a
cap on total CEO compensation,
Congress passed legislation effec-
tive January 1, 1994 that eliminates
the corporate tax deductibility of
CEO compensation in excess of $1
million unless it is based on objec-
tive measures of firm performance.
The Financial Accounting Stan-
dards Board (FASB) also reviewed
the use of stock options in com-
pensation. However, its original
proposal to require the value of
stock options to be deducted from
corporate income when awarded
ran into such heated opposition
that the FASB’s final ruling simply
modified the reporting require-
ments for options.

While it is difficult to determine
whether U.S. CEOs are paid “too
much,” many of the issues in-
volved in the policy debate over
executive compensation have been
the subject of long-standing academ-
ic interest and investigation. Al-
though some of the early studies of
managerial compensation and in-
centives were conducted by indus-
trial organization economists, most
of the recent work falls within la-
bor economics, corporate finance,
organizational theory, and manage-
rial accounting. Sherwin Rosen

provides an excellent overview of
the results of these analyses, which
investigate the structure and deter-
minants of executive compensa-
tion, the organization of manageri-
al labor markets, and the effective-
ness of corporate governance in
monitoring and controlling man-
agerial behavior.?

The Research

Two NBER colleagues, Paul L.
Joskow of MIT and Andrea Shepard
of Stanford University, and I recent-
ly have applied an industrial orga-
nization perspective to the analysis
of executive compensation. We fo-
cused on three broad questions:
First, what is the role of regulatory
and political pressure in constrain-
ing executive pay? Second, what is
the relationship between firm di-
versification and CEO compensa-
tion, and what are its implications
for models of corporate gover-
nance and the market for CEOs?
Third, what do more complex em-
pirical models of incentive pay for
CEOs suggest about the overall
sensitivity and dynamic responses
of executive pay to firm financial
performance?

Regulation

Our initial project on executive
compensation explored the influ-
ence of economic regulation on the
level and structure of CEO pay.3
This work builds on a long-stand-
ing interest among regulatory econ-
omists in the interplay between la-
bor markets and economic regula-
tion. Our analysis of CEO pay at
over 1000 firms during the past two
decades reveals substantial and
persistent differences in compensa-
tion between firms subject to eco-
nomic (price and entry) regulation
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and those in unregulated industries.
CEOs in the regulated electric and
gas utility, gas pipeline, airline, and
telecommunications sectors aver-
aged considerably lower pay than
their counterparts in unregulated
industries. Moreover, their compen-
sation tends to be weighted more
heavily toward salary and cash, and
away from incentive-based forms
of pay, including stock options.
These patterns .could result from
differences in the nature of the
CEOQO’s responsibilities in
the regulated sector, that
reduce optimal compen-
sation, or from the height-
ened susceptibility of regu-
lated firms to political
pressures to limit nominal
pay levels. While it is diffi-
cult to distinguish de-

pensation arrangements. The large
number of electric utilities, each
regulated at the state level, and the
wide variation in the political activ-
ism and orientation of state public
utility commissions provide an op-
portunity to identify the direct ef-
fects of political constraints on ex-
ecutive compensation. This re-
search confirms the general conclu-
sions reached in our original,
cross-industry study. CEOs of firms
that operate in “pro-consumer” reg-

“CEOs of firms that operate in ‘pro-con-
sumer’ regulatory environments are paid
less than CEOs of firms that operate in
more investor-friendly environments.”

holders and top executives. This
suggests that the recent attention
focused on executive compensa-
tion more broadly may significantly
affect compensation even at unreg-
ulated firms.

Diversification

Shepard and I have investigated
the link between diversification of
firms into multiple lines of business
and the compensation re-
ceived by their top execu-
tives.> There has been sub-
stantial interest over the last
decade in the motivation for
and effects of corporate di-
versification, particularly
given the popular view and
emerging academic con-

cisively between these ex- e —— SCTISUS that diversification is

planations in the data, we

argue that the pattern of com-
pensation discounts across regulat-
ed industries, over time and be-
tween firms, is broadly consistent
with the presence of binding politi-
cal constraints on executive pay, as
mediated through the regulatory
process.

Joskow, Catherine D. Wolfram,
and I use variations in the political
and regulatory environments of
firms within the electric utility in-
dustry to ascertain the potential im-
pact of political pressure on com-
pensation patterns.> Our initial
study of regulation and compensa-
tion indicated that compensation
discounts are particularly severe in
this sector, arguably the most tight-
ly regulated industry in the U.S.
economy. CEOs of electric utilities
average less than one-third to one-
half of the pay of CEOs in compa-
rable firms in the unregulated sec-
tor. By analyzing pay variation
within a single industry, we hope
to control for unobserved differ-
ences in the nature of the CEO’s
job that might affect optimal com-

ulatory environments are paid less
than CEOs of firms that operate in
more investor-friendly environ-
ments. Compensation is lower
when electric utility rates are high
or rising. It is also lower in states
with publicly elected regulatory
commissioners—situations in which
previous research has demon-
strated that political pressures on
utilities are most intense. It appears
that economic regulation provides
an effective mechanism through
which public concern over execu-
tive compensation can be translat-
ed into political and regulatory ac-
tion, and ultimately, to reduced
CEO pay.

We cannot determine whether
the regulatory discounts we ob-
serve reduce pay from “excessive”
levels in the unregulated sector, or
distort CEO performance incentives
and limit managerial quality by re-
ducing compensation in the regu-
lated sector below desirable levels.
Our results merely imply that inter-
vention in the compensation pro-
cess by influential outsiders may af-
fect the contracts between share-

associated with poor ex
post financial performance.” One
explanation for this poor perfor-
mance is that managers pursue
diversification to fulfill their own
objectives rather than those of
shareholders. Andrei Shleifer and
Robert W. Vishny have argued that
diversification may even be a strat-
egy pursued for the explicit pur-
pose of raising managerial com-
pensation through increased man-
agerial entrenchment.® Shepard
and I use data on over 500 (unreg-
ulated) CEOs during 1985-90 to
analyze the relationship between
executive pay and firm diver-
sification. We find evidence of sub-
stantial premiums for diversifica-
tion: CEOs of firms with two dis-
tinct lines of business average 10 to
12 percent more in salary and bo-
nus and 13 to 17 percent more in
total compensation than CEOs of
similar-sized but undiversified firms
(all else equal). This corresponds
to average 1990 salary gains of
$115,000 to $145,000 for our sam-
ple. Diversification could raise pay
either because it is associated with
managerial entrenchment or be-
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cause the CEO’s job in a diversified
firm requires higher ability. If en-
trenchment explains the correla-
tion, then we expect higher premi-
ums for CEOs with longer tenure
(who, on average, are likely to be
more entrenched) and an increase
in compensation when the CEO di-
versifies the firm. If the premium is
a payment to greater ability, it
should not vary with tenure. We
find that the diversification premi-
um more likely is a payment for
higher ability, rather than a conse-
quence of entrenchment: the pre-
mium is not affected by tenure,
and increased diversification by
incumbent CEOs reduces their
compensation.

Financial Performance

Finally, Joskow and I have ana-
lyzed the sensitivity of executive
compensation to firm financial per-
formance, in a project that grew
out of our first study of CEO pay.®
In that study, we found that execu-
tive pay in the unregulated sector
became increasingly sensitive over
time to variations in firm perfor-
mance. Compensation also seemed
to be more responsive to variations
in accounting rates of return than
to stock market rates of return.
While a number of earlier papers
had estimated performance sensi-
tivities in CEQ pay, most relied on
simple, highly restricted models of
the pay-for-performance relation-
ship. Joskow and I use a more
complex model of the compensa-
tion—performance relationship, and
uncover a number of interesting
features in the unregulated sector.
First, we find that current compen-
sation responds to past firm perfor-
mance, but that this effect decays
substantially within two or three
years. This contrasts sharply with
the standard models in the litera-
ture, which assume that a one-year
increase in a firm’s market rate of
return generates permanently high-

er compensation over the entire re-
maining career of the CEO.

We find that CEO pay has be-
come substantially more sensitive
to firm performance over the past
two decades, even when those por-
tions of compensation derived from
stock options and related instru-
ments are excluded. Compensation
is influenced by both accounting
and stock market rates of return,
suggesting that boards of directors
treat each of these performance
measures as a useful independent
signal of managerial performance.
Moreover, failing to include both of
these performance measures in a
model of compensation leads to a
substantial understatement of the
pay-for-performance sensitivity.

We find no evidence for the
popular view that boards typically
fail to penalize CEOs for poor fi-
nancial performance or reward
them disproportionately well for
good performance. It does appear
that boards may discount extreme
realizations of performance—both
high and low—relative to perfor-
mance that lies within some “nor-
mal” band, though. This could be
consistent with the view that ex-
treme performance realizations re-
flect “noisy outcomes” that are
more likely to be caused by events
beyond the influence or control of
management, or with efforts to lim-
it the extreme variability of com-
pensation in response to manageri-
al risk aversion. While our esti-
mates of performance sensitivities
do not alter the general conclusion
that changes in managerial com-
pensation resulting from superior
financial performance of the firm
are small in comparison with chan-
ges in total shareholder wealth, the
compensation effects are nonethe-
less economically significant. Dur-
ing the 1980s, a CEO who in-
creased his or her firm’s market

‘and accounting returns by one-half

standard deviation over the means
in our sample would have generat-

ed compensation increases equiva-
lent to roughly 15 percent of total
compensation. At the average 1990
compensation level of $1.25 mil-
lion for our CEOs, this increase
would correspond to an additional
$193,000 in pay. :
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NBER Profile: Price V. Fisbhback

Price V. Fishback, who became
an NBER Research Associate in
1994, is a professor of economics
at the University of Arizona. He
holds a B.A. from Butler University
and a Ph.D. from the University of
Washington.

Fishback began his teaching ca-
reer as an assistant professor at the
University of Georgia in 1983. He
was promoted to associate profes-
sor in 1987, and moved to the Uni-
versity of Arizona as an associate
professor in 1990. His research and
teaching interests are economic
history, labor economics, and ap-
plied microeconomics.

Fishback served on the editorial
board of the Journal of Economic

History from 1991-4, and is a trus-
tee of the Cliometrics Society. He
has published numerous journal ar-
ticles on labor markets and safety
at the turn of the century. His work
on the coal labor market is summa-
rized in the 1992 volume, Soft Coal,
Hard Choices: The Economic Wel-
Jare of Bituminous Coal Miners,
1890 to 1930.

Fishback is married to Pamela
Slaten, the assistant department
head in the Management Informa-
tion Systems Department at the
University of Arizona. She claims
that he “risks too much bodily
harm playing basketball, and flying
around the country announcing
swim meets.”

NBER Profile: Shawn E. Kantor

Shawn Everett Kantor is a faculty
research fellow in the NBER’s Pro-
gram in Development of the Amer-
ican Economy and an assistant pro-
fessor of economics at the Uni-
versity of Arizona. He received his
B.A. from the University of Roch-
ester in 1987 and his Ph.D. in social
science from the California Institute
of Technology in 1991.

Kantor's fields of research and
teaching include economic history,
labor economics, political economy,
and law and economics. Recently
he has begun a new project on the
political economy of New Deal

spending on infrastructure, work
relief, and agricultural relief. This
research will include analyses of
the economic effects of the expen-
ditures on various aspects of the
economy, and the economic and
political factors influencing the fed-
eral and state governments’ alloca-
tion of New Deal funds.

Kantor and his wife, Jennifer
West, have a two-year-old son,
Quinn, and are expecting their sec-
ond child in May. When he gets a
chance, Kantor enjoys hiking, scu-
ba diving, and “four-wheelin’ in
the Arizona desert.”
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NBER Profile: Sam Parker

Sam Parker joined the NBER in
1974 as its chief financial officer.
He is a CPA, and has a special un-
derstanding of the accounting, aud-
iting, and management problems
of the not-for-profit sector. In 1991,
he was appointed a2 member of the
Not-For-Profit Organizations Com-
mittee of the American Institute of
Certified Public Accountants, for a
three-year period. Parker currently
serves on the Board of the Massa-
chusetts affiliate of the American
Heart Association, and is a member
of its Budget, Finance, and Audit
Committee.

A native of New York City, Par-
ker was educated at the Bernard M.
Baruch School of the City Univer-
sity of New York. He worked with
major public accounting firms for a
number of years; formed his own
firm, Parker and Mulligan; and held
a senior management position with
a major retail company. He also
served with the U.S. Army Corps of
Engineers in a financial capacity.

Parker’s wife, Mary, holds a Ph.D.
in Spanish literature and is a member
of the faculty at St. John's Universi-
ty in New York. They enjoy music
and the theater, and do a lot of
walking and, of course, commuting.

NBER Profile: Joel Mokyr

Joel Mokyr, the Robert H. Strotz
Professor of Arts and Sciences and
a professor of economics and his-
tory at Northwestern University,
has represented that institution on
the NBER’s Board of Directors
since 1993. Mokyr began his teach-
ing career at Northwestern in 1974
as an assistant professor, was
named an associate professor in
1978, professor of economics in
1980, professor of economics and
history in 1981, and attained his
current position in 1994. He also
has taught at Stanford University,
the University of Chicago’s Gradu-
ate School of Business, and Har-
vard University.

Mokyr received his B.A. from
Hebrew University of Jerusalem
and his Ph.D. from Yale University.
His work on economic history has
been published in a number of
journals and books, including the
1990 co-winner of the International
Joseph A. Schumpeter Prize, The
Lever of Riches: Technological Crea-
tivity and Economic Progress. Mo-
kyr is also a trustee of the Econom-
ic History Association, of which he
was vice president in 19934, and
is coeditor of the Journal of Eco-
nowmic History.

Mokyr is married and has two
children.
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NBER Profile: Brigitte C. Madrian

Brigitte Condie Madrian is a fac-
ulty research fellow in the NBER'’s
Programs in Public Economics and
Health Care and an assistant pro-
fessor in Harvard University’s de-
partment of economics. She re-
ceived her B.A. from Brigham
Young University in 1989 and her
Ph.D. in economics from MIT in
1993.

Madrian currently teaches both
undergraduate and graduate cours-
es in public economics. Much of

her research focuses on health eco-
nomics, though, and appears both
in the NBER Working Paper series
and in the Quarterly Journal of
Economics and the Industrial and
Labor Relations Review.

Brigitte and her husband David,
a systems engineer and accom-
plished pianist, live in Belmont,
MA. Together they enjoy anything
musical, and vacations to their
mountain homeland in Utah.
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Conferences

Garber and Romer address the
role of market structure in deter-
mining the rate and type of techno-
logical innovation in health care.
They develop a model in which
there are multiple competing po-
tential technologies in markets that
provide care on a fee-for-service
basis with a fixed copayment, and
in markets where “ideal” HMOs
provide care. Because new tech-
nologies typically are introduced
by monopolistic suppliers, the
overutilization on the part of a fee-
for-service market may offset the

underprovision of a mo- L ———

“The high returns that the monopolist
receives in a fee-for service market may
distribution of health en- he necessary to pay the fixed costs of
developing a new technology”

plications of the market L .

nopolist. According to the
model, the rate of adop-
tion also depends on the

dowments across the pop-
ulation. The welfare im-

structure on the demand

side are ambiguous, because mar-
ket structure influences both the
quantity of a given technology that
is adopted and the choice of tech-

nology adopted. The high returns
that the monopolist receives in a
fee-for-service market may be nec-
essary to pay the fixed costs of de-
veloping a new technology. Garber
and Romer apply this model to
specific issues in the development
of technology, such as the produc-
er’s decision to pursue a “break-
through” drug or medical device,
rather than a “me-too” drug that of-
fers a higher probability of success
but for which close substitutes
exist.

The cost effectiveness of med-
ical treatments, measured in “quali-
ty-adjusted life years,” varies from
a few hundred dollars for some

vaccines to several million dollars
for the most labor- and capital-in-
tensive interventions. Further, the
cost effectiveness of any one treat-
ment can vary widely, depending
on the patient. Using a model of
doctor—patient decisionmaking,
Phelps analyzes a doctor’s choice
of treatment. He finds that cost
containment is affected by accura-
cy of diagnosis, efficacy and costs
of treatment, and the patient’s pref-
erences regarding health and
income.

Escarce examines two
phenomena that stand out
in the adoption and diffu-
sion of laparoscopic chole-
c¢ystectomy (a new gall
bladder removal technique)
in the United States: the re-
markable speed with which
practicing general surgeons
learned to perform the procedure
and incorporated it into their ev-
eryday practice, and the increase in
frequency of the procedure after
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the laparoscopic method was intro-
duced. He finds that the principal
factors in the rapid diffusion of lap-
aroscopic cholecystectomy were:
vigorous patient demand; psychic
benefits gained by surgeons who
adopted the technique; ac-
cessibility of information

nizations (HMOs) do not lower the
growth in spending in a one-for-
one manner even when they actu-
ally do save money. The authors
believe that there are reasons for
optimism about the future, though,

pital personnel to potential adverse
drug interactions and laboratory
evidence of deterioration. Some
systems, such as the Integrated
Academic Information System at
Columbia, appear to save money
despite their high cost;
maintenance costs alone

about laparoscopic cho-  “[Tlhe increase in frequency of cholecys- 2mount to 0.3 percent of

lecystectomy; and low  tactomy and the accompanying changes in

adoption costs. Escarce
also suggests that the in-

the medical center’s annual
budget. Another information

the characteristics of cholecystectomy pa- system that has been exten-

crease in frequency of tients, are expected responses to a proce- sively studied, the Ragen-

cholecystectomy, and the dure with less postoperative disability and

accompanying changes in lower patient Costs.”

the characteristics of cho-
lecystectomy patients, are
expected responses to a
procedure with less postoperative
disability and lower patient costs

In industries such as electronics
and computers, technical improve-
ments generally lower prices. By
contrast, innovations in medicine
result in higher prices. Grossman
believes that this market imperfec-
tion stems from academic medi-
cine’s traditional single focus on
technical feasibility, rather than on
the broader concerns of cost, quality,
and appropriateness of treatment.

How does managed care affect
the rate of growth in medical
spending? Pauly and Ramsey
show that health maintenance orga-

if consumers are willing to give up
some costly medical technology:
HMOs have a tendency to econo-
mize, and might save more if they
achieve greater market clout and
face less government intervention.
Innovative clinical information
systems have been developed and
adopted with little assessment of
their impact on costs, according to
Shortliffe. Hospitals have adopted
a wide array of such systems, rang-
ing from computer networks that
report laboratory data alone to
highly sophisticated systems that
offer advice to physicians about
patient management and alert hos-

strief Medical Information
System in Indiana, seems to
provide similar benefits and
may reduce costs. Accord-
ing to Shortliffe, the “infor-
mation highway” may expand the
reach and value of such systems,
but standardization of methods for
encoding and retrieving informa-
tion will be necessary. Although
more extensive evaluations of such
systems are needed before they
can be confidently characterized as
cost-saving technologies, the best
of them are likely to increase pro-
ductive efficiency in the health care
sector.

These papers and their discus-
sions will be published in a confer-
ence volume by the University of
Chicago Press. The release of this
volume will be announced in an
upcoming issue of the Reporter.

Queens College, “Are There .
age -Spillovers from Foreign.

18. NBER Reporter Winter 1994/5



Aiken, Harrison, and Lipsey
explore the relationship between
wages and foreign investment in
the United States, Mexico, and Ven-
ezuela. They find that higher levels
of foreign investment are associat-
ed with higher wages across all
three countries. However, in the
case of Mexico and Venezuela, the
overall wage increase is brought
about by wage increases in foreign-
owned firms only. In Mexico and
Venezuela, there are no positive
wage spillovers to domestic enter-
prises, which is consistent with sig-
nificant wage differentials between
foreign and domestic enterprises.
Together with productivity differ-
ences, these wage differences are
also consistent with greater human
capital formation in foreign firms.

While domestic patenting in the
United States and Europe has been
relatively constant since 1950, the
fraction of innovations that are pat-
ented abroad has risen dramatical-

ly. Eaton and Kortum develop a
model of technological innovation
at the national level and the trans-
fer of technologies between coun-
tries, which includes the decision
to patent, either domestically or
abroad. They relate the number of
patents taken out by U.S. inventors
in other countries, and by foreign
inventors in the United States, to a
number of variables. They find that
market size and the strength of in-
tellectual property protection are
the most important factors affecting
patenting by U.S. inventors abroad.
Research effort in the country of
origin explains most of the varia-
tion in the amount of foreign pat-
enting into the United States.

Sparked by concerns about their
shrinking market share, 14 leading
U.S. producers of semiconductors,
with $100 million in annual subsi-
dies from the U.S. government,
formed a joint R and D consortium
in 1987 called Sematech. Irwin and

Klenow find that Sematech in-
duced members to cut their overall
R and D spending by about $300
million per year.

Using data covering 1987-9 on
value added, international exports,
patents, structural capital, and la-
bor, Richardson and Smith find
that factor endowments correlate
rather strongly with cross-state sec-
toral growth. Further, there are
marked intersectoral differences in
productivity change, ranging from
less than zero to annual rates over
10 percent. The authors find little
evidence of either unusual growth
linkages from sector to sector or
state to state, or of a correlation
between unusually strong sectoral
growth and export performance.

Ben-David examines the rela-
tionship between trade and income
convergence by focusing on groups
of countries that comprise major
trade partners. The majority of
these groups exhibit significant
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convergence. Furthermore, a com-
parison of the trade-based groups
with different, randomly selected
groups of countries shows that the
former are more likely to exhibit
convergence than the latter. Final-
ly, the magnitude of growth in
trade appears to be related to the
degree of income convergence
among countries.

Brecher, Choudhri, and Schem-
bri develop a model that tests the
links between trade policy and
productivity growth through both R
and D and international spillovers.
Using data from Canadian and U.S.
manufacturing industries, they find
a positive long-term relationship
between productivity growth in
each country and total R and D in
both countries. Moreover, the dif-
ference in the scale of R and D ac-
tivities between Canadian and U.S.
industries does not cause rates of
productivity growth to diverge
internationally.

Keuschnigg and Kohler find

that unilateral tariff cuts have an
expansionary effect, resulting both
in rationalization of industrial pro-
duction and in new products sup-
plied by new firms entering the
market. Small export subsidies are
self-financing. The expansionary
effects and the welfare increases
get magnified under monopolistic
competition, as compared to a
more competitive case.

Richard Baldwin, Forslid, and
Haaland study the effects of the
European Union (EU) Single Mar-
ket program on investment creation
and investment diversion. There is
some evidence that the European
Community’s (EC’s) Single Market
program may have led to invest-
ment diversion in the economies of
the European Free Trade Associa-
tion (EFTA) and investment crea-
tion in the EU economies. Using a
detailed computable equilibrium
model, though, the authors find
some cases in which EC92 does,
and other cases in which it does

not, lead to investment diversion in
EFTA. In all cases, when the Single
Mar-ket program is extended to in-
clude EC and EFTA, investment crea-
tion occurs in them, and the im-
pacts on the United States and Ja-
pan are negative, but trivially small.

Blomstrém and Wolff examine
the sources of labor productivity
growth in Mexican manufacturing.
They find that labor productivity
levels vary almost in direct relation-
ship to establishment size, but that
labor productivity growth shows no
systematic variation by size. In fact,
small establishments have had the
same rate of labor productivity
growth as larger ones, partly be-
cause of the exiting of low-produc-
tivity, small plants. Moreover, most
of the variation in labor productivi-
ty across plant class sizes is attrib-
utable to differences in capital
intensity.

These papers will be published
in a special issue of an academic
journal.
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Leibowitz focuses on the no-
tion of child care as an investment
in the human capital of tomorrow’s
adults. Her paper discusses various
types of child care, issues sur-
rounding the quality and financing
of such care, and the possible role
for government involvement. Leib-
owitz points out that the gains may
be especially large for children
starting off on the bottom rungs of
America’s socioeconomic ladder.
Good-quality child care may pro-
vide a start in life that makes suc-
cess in school more likely, and
thus offers a start toward a middle-
class economic future. Moreover,
although there is less evidence on
this point, child care may serve as
an early intervention that helps to
counteract neighborhood patholo-
gies of crime, abuse, and children
giving birth to other children.

Hanushek discusses issues of
quality in schooling, particularly
the quality of elementary and sec-
ondary schools. In particular, he
looks at efficiency and equity,
which are intertwined directly in
education debates because of the
approaches commonly taken in
distributional assumptions. Efficient
spending is assumed, so that varia-
tions in expenditure can be used to
gauge the distribution of educa-
tional services. If expenditure is
not a good measure of the quality
of education, then equity discus-
sions based on expenditure can be
misleading. The available evidence
points to substantial inefficiency in

the production of high-quality edu-
cation. Finally, Hanushek analyzes
voting on school budgets in New
York state, and finds no systematic
relationship between performance
of schools (measured in terms of
student achievements) and willing-
ness to support proposed budgets.

Aaron explores why health care
reform proved such an intractable
problem. Politics played a role, of
course. But Aaron argues that the
key problems are central to the na-
ture of the health care industry,
and to the inherited patterns of
how the United States provides
health care. For example, new
technology is driving up the cost of
health care. Because of tax breaks
and limited information, house-
holds have a distorted perspective
on how much health insurance
they need. A number of overlap-
ping policies and institutions, both
public and private, determine how
health care is provided. Yet some
group has a personal stake in
every one of these institutions, and
thus is loath to see it changed.

Garber lays out what actually is
involved in long-term care; what
proportion of the population is
likely to make use of such care;
how Medicare and Medicaid pres-
ently cover such care; and what the
options are for providing such care
to the baby boom generation. He
argues that planning for a future
transfer program, from the work-
ing-age population to the elderly,
is not likely to be economically or

politically sustainable. Thus, the
solution must be to find ways in
which the baby boom generation
taken as a group saves the money
to pay for its future long-term care
needs.

Romer takes on the task of ex-
plaining why rational people may
have preferences that depend on
the promises made by others. He
tackles this question by examining
evidence from biology, and point-
ing out that in many situations, it
will be useful for people to have
mechanisms that help enforce cor-
porate behavior. Romer uses in-
sights about why promises matter
to reopen a set of long-standing ar-
guments over why people vote,
why negative campaigning works,
why commitments and promises
matter in politics, and more. In
particular, he uses his argument to
explain why the phrasing of prom-
ises about Social Security has been
taken to be so important, both by
those in favor of expanding the
program and by those in favor of
reining it back. His argument im-
plies that the design of social pro-
grams and the promises surround-
ing their passage will influence the
life expectancy of such programs,
and whether they expand or con-
tract with time.

Frank explores the implications
of two plans for financing health
care: the first provides for universal
membership in a basic, no-frills
health insurance plan financed out
of general tax revenues. Consum-
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ers are free to join more elaborate
plans, but they must pay the full
cost of the altemative plan com-
pletely out-of-pocket. The second
provides a tax-financed voucher to
every consumer in the amount re-
quired to purchase membership in
“Plan 1.” People then may either
join Plan 1 or supplement their
voucher with their own funds to
purchase membership in more
elaborate plans. Because the cost
of adding additional coverage to
the basic plan is much lower under
“Plan 2,” it would induce more
people to upgrade. This will re-
duce the perceived adequacy of
the basic plan and, in turn, will
generate political pressure to up-
grade it. Under Plan 1, by confrast,
fewer people elect to upgrade, and
so political pressure to upgrade the
basic plan will be weaker. Frank
argues that Plan 1 is likely to deliv-
er comparable health care out-
comes at lower cost than Plan 2.
He applies his findings to choice of
alternative plans for financing edu-
cation, child care, and long-term
care.

Services are difficult to measure.
Of course, one can count the
amount of time a service provider
spends on certain tasks, or the
amount of money spent on ser-
vices, but those aren’t the same
thing. In principle, at least, if infor-
mation on the quality of service
were describable and measurable,
then people and suppliers could
make more rational choices, and
markets for services would work
much better. Arrow focuses on the
economics of information, and re-
inforces how markets will have dif-
ficulty dealing with a valuable,
costly, intangible, nondepletable
good such as information about
service quality.

Different institutional forms or-
ganize the incentives and flows of
information in different ways.

Hansmann lays out how the ad-
vantages and disadvantages of
public, nonprofit, and for-profit in-
stitutions determine how they are
used differently in child care, edu-
cation, health, and long-term care.
He finds a strong expansion of for-
profit provision, and predicts that,
just as a wave of for-profit provid-
ers revolutionized health care in
the last 25 years, for-profits may al-
ter education dramatically in the
next 25.

Poterba examines how two
standard arguments for govern-
ment intervention in private mar-
kets—market failure and redistribu-
tion—apply to the markets for edu-
cation and medical care. He then
considers the choice between inter-
vention via price subsidies, man-
dates, and direct public provision
of services in these markets. Eco-
nomic arguments alone seem un-
able to explain the sharp diver-
gence between the nature of pub-
lic policies with respect to educa-
tion and medical care. Moreover,
there is virtually no evidence on
the magnitudes of many of the key
parameters needed to guide policy
in these areas, such as the social
externalities associated with prima-
ry and secondary education, or the
degree to which adverse selection
in the insurance market prevents
purchase of private insurance.

Skocpol offers an overview of
four eras of U.S. social policymak-
ing from the nineteenth century to
the present: the Civil War era; the
Maternalist era; the New Deal era;
and the contemporary era of con-
troversies over the federal social
role. She concludes with a discus-
sion of recurrent patterns, and con-
temporary constraints and opportu-
nities in U.S. social policymaking.
History shows that Americans re-
peatedly have been willing to pay
taxes for generous social benefits

distributed widely to middle-class
as well as less privileged citizens.
Yet Americans are also deeply sus-
picious of, and occasionally antag-
onistic toward, intrusive govern-
mental bureaucracy. Federal regu-
lations not accompanied by subsi-
dies are especially likely to be re-
sented. Social policies are political-
ly viable only if they are broadly
targeted, well-financed with public
revenues, and not highly intrusive
as regulators of families, individu-
als, or businesses.

This summary was prepared
with the assistance of Timothy Tay-
lor, Journal of Economic Perspec-
tives. These papers and their dis-
cussions will be published by the
University of Chicago Press in an
upcoming conference volume. Its
availability will be announced in a
future issue of the NBER Reporier.
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Green asks why the homeown-
ership rate in the United States be-
tween 1980 and 1990 was stagnant.
He finds that predicted changes in
household composition based on
‘demographics alone could have
caused the homeownership rate to
drop by 2.1 percent. Changes in
the demand for owner-occupied
housing within each household cat-
egory could have caused the rate
to drop another 1.5 percent. In
light of these predictions, and con-

sidering that the actual rate
dropped by only 0.2 percent, per-
haps the stagnant homeownership
rate should not be a major concern
after all.

Most models of the rental hous-
ing market assume a close linkage
between the level of residential
rents and the aftertax cost of rental
housing capital, that is user cost.
Using U.S. annual data for 1964
through 1993, Blackley and Fol-
lain find that only half an increase

in user cost is passed along as
higher rents. The adjustment pro-
cess also takes a long time; only
about half of the long-run effect is
realized within 10 years of the in-
crease in user cost. They offer sev-
eral possible explanations for these
results. Among them is the possi-
bility that the linkage between user
cost and rents is too complex and
varied to be identified using 30
years of national data.

Dang, Quigley, and Van Order
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analyze the costs of a current poli-
cy proposal suggested by the Clin-
ton administration: transferring re-
sources and stimulating homeown-
ership by offering low downpay-
ment loans. They find that if zero-
downpayment loans were
priced as if they were
mortgages with 10 percent

aging partner would have the con-
tractual obligation to maintain the
property in acceptable condition.
Upon sale of the property, the re-
ceipts would be split between the
managing partner and the limited

tent with, previous findings from
aggregate data for the 1970s. Virtu-
ally all of the savings offset comes
from households with negative real
capital gains on housing.

A number of studies have dem-
onstrated that increases and
decreases in single family
home prices over the hous-

downpayments, then the “[HJouseholds have offset real capital gains ing cycle have varied widely

additional costs of the pro-
gram would be 2 to 3 per-
cent of the funds made
available—when housing
prices are increasing
steadily. Under a stable or a mod-
erately declining pattern of housing
prices, though, the costs of the
program would be much larger: as
much as $67,000 to $92,000 per
million dollars of lending. If the
expected losses from such a pro-
gram were not priced at all, then
the losses from default alone could
exceed 10 percent of the funds
made available for loans.

Caplin, Freeman, and Tracy
explore the feasibility of introduc-
ing partnership agreements into the
housing market, with households
and financial institutions each tak-
ing partial ownership of the resi-
dence. They show that partnership
contracts of this form have the po-
tential to reduce the financial bur-
dens to households of owner occu-
pation, and to reduce the cost to
taxpayers of the various subsidies
to owner occupation. They envis-
age a limited partnership agree-
ment, with the purchasing house-
hold as the managing partner and
the financial institution as the limit-
ed partner. In the simplest such
form of contract, ownership of the
property would be divided in fixed
proportions between the house-
hold and the financial institution.
As managing partner, the house-
hold would get the sole right to
live in the property and decide
when to sell it. In return, the man-
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on housing through reductions in savings.”

partner in proportion to their fixed
ownership proportions.

Capozza and Seguin study ex-
pectations of capital appreciation
in the housing market. They show
that expectations impounded in the
rent/price ratio at the beginning of
the decade successfully predict ap-
preciation rates, but only after ad-
justing for cross-sectional differ-
ences in the quality of rental versus
owner-occupied housing. They
also demonstrate that observed
rent/price ratios contain a disequi-
librium component that has the
power to forecast subsequent ap-
preciation rates. Finally, they dem-
onstrate that euphoria exists; that
is, participants in housing markets
appear to overreact to income
growth.

Engelhardt examines the link
between house price appreciation
and the savings behavior of home-
owners during the 1980s, when
there was rapid real appreciation
regionally and household savings
rates fell. Using household asset
and debt data for a sample of
homeowning households under
age 65 in 1984 and 1989, he finds
that households have offset real
capital gains on housing through
reductions in saving: the estimated
marginal propensity to consume
out of those gains is 0.025. This is
somewhat smaller than, but consis-

within metropolitan areas.
Case and Mayer show how
changes in a variety of fun-
damental factors, including
amenities, incomes, and employ-
ment, affect the pattern of housing
and land prices across jurisdictions.
They base their findings on data on
price changes across 193 separate
cities and towns in Massachusetts
between 1981 and 1994.

Chan discusses how the accura-
cy and detail of mortgage data can
be applied to important areas of
economics outside of mortgage fi-
nance, in particular, mobility and
location choice. As a supplement to
the variables from the application
form, the self-selection of mortgage
contracts has been used to infer ex-
pected mobility from the choice of
points. Chan tests the points indica-
tor using the Chemical Bank data-
set of mortgage loans. He finds that
the points indicator is highly signif-
icant in predicting mobility for low
loan-to-value (LTV) borrowers, but
not for high LTV borrowers. This is
evidence for the presence of large
constraints to mobility for the high
LTV group, most likely because of
the recent collapse in property val-
ues, coupled with downpayment
requirements for the purchase of
another home.

Archer, Ling, and McGill ex-
plore the influence of household-
level characteristics on mortgage
prepayment, both characteristics of
the householder and of collateral
(house) value. They recognize im-




portant interactions between the
status of the prepayment option
and the influence of income and
collateral constraints on prepay-
ment. Using a major source of data
that has not previously been used,
the American Housing Survey, they
find that when the household is
constrained in terms of either col-
lateral or income, or the prepay-
ment option is unlikely, then the
influence of the option value on
prepayment is about half what it
otherwise would be. When the sta-
tus of the option and the influence
of potential household constraints
are more appropriately recognized,
these factors account for nearly all
explanatory power otherwise at-

tributable to household demo-
graphic characteristics.

Bank risk-based capital (RBC)
standards require that banks hold
differing amounts of capital for dif-
ferent classes of assets. Grenadier
and Hall find that after adopting
RBC standards, banks changed
their portfolios in ways that raised
their risk-weighted capital ratios.
However, banks did not reduce
their holdings of home mortgages,
which have an intermediate weight
of 50 percent, in response to risk-
based capital standards. Their anal-
ysis suggests that the ordering of
the risk weights is basically correct
in terms of credit risk, but that the

50 percent weight given to home
mortgages is too high. In terms of
more general notions of asset riski-
ness, the RBC risk weightings are
seriously deficient. In particular, the
lack of consideration of interest risk
may lead to an increase in bank
riskiness, through the incentives
provided by the RBC regulations.

Also in attendance were: Donald
Bradley, Chester Foster, Susan
Gates, Edward Golding, Vassilis P.
Lekkas, and Donald Solberg,
FHLMA; and Isaac Megbolugbe,
FNMA.

The conference papers and their
discussions will be published in a
special issue of the journal Region-
al Science and Urban EcOnomics.

Baldwin evaluates the Uruguay
Round Agreements in terms of
three economic criteria: the extent
to which they are likely to foster
growth and raise living standards;
the extent to which they satisfy
noneconomic goals without reduc-
ing economic efficiency; and the
extent to which they strengthen the
institutional mechanisms for achiev-
ing compliance with trading rules.

He judges the Uruguay Round as
having been very successful in
terms of all three. The reductions
in duty, the elimination of volun-
tary export restraints, the return of
agriculture and textiles to General
Agreement on Tariffs and Trade
(GATT) discipline, the strengthen-
ing of intellectual services, the lib-
eralization of trade-related invest-
ment measures, and the further

opening of purchases by govern-
ments to international competition,
all of which are part of the agree-
ments, will bring substantial bene-
fits in income and growth. Aspects
of the agreements on safeguards
and subsidies also will reduce the
economic inefficiencies often asso-
ciated with the use of trade poli-
cies to promote noneconomic ob-
jectives. Finally, the new arrange-
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ments for disputes settlement, the
new trade-policy review mecha-
nism, and, most importantly, the
provisions replacing the GATT
with a permanent international in-
stitution, the World Trade Organi-
zation (WTO), significantly strength-
en the world trading system.
Deardorff and Jackson discuss
the general problems that arise in-
ternationally when separate gov-
ernments intervene in their econo-
mies. They review some of the
problems that have occurred with
environmental policy and competi-
tion policy, and the questions these
have raised for international coop-
eration. Finally, they examine the
various forms that international co-
operation might take, and the
questions that arise in structuring
international agreements and insti-
tutions, such as the new WTO.

Using the context of the Asia Pa-
cific region, Richardson concludes
that competition policies are signif-
icant irritants and cause significant
inefficiencies to global trade and
investment. However, the particular
policies that inflame trade relations
in the Asia Pacific area are some-
what different from those that do
so elsewhere. He further believes
that there is scope for modest “co-
operative unilateral” actions to alle-
viate these problems in general and
in the Asia Pacific region. Private
business practices can act as mar-
ket barriers that impede interna-
tional trade and investment. Also,
in some areas the concerns of in-
ternational commercial policy and
competition policy seem similar but
practices differ widely.

Esty reviews the “trade and en-

vironment” agenda facing the
GATT and its successor entity, the
WTO. He suggests that both the
GATT and WTO would benefit by
undertaking environmental assess-
ments prior to future negotiations,
and by making their dispute resolu-
tion procedures more open to par-
ticipation by outside experts and
nongovernment organizations. Esty
concludes with the observation that
much of the “trade and environ-
ment” dispute actually stemmed
from failures of environmental poli-
¢y, which might be avoided by
broader use of the Polluter-Pays
Principle and market-based regula-
tory programs, as well as by cre-
ation of a Global Environmental
Organization to reduce frictions be-
tween the international, environ-
mental, and trade regimes.

strance Reform” (NBER -
per 85 :

The Earned Income Tax Credit
(EITC) is the cornerstone of the
Clinton administration’s welfare re-
form agenda. But how well it will
work depends on workers’ behav-
ior in the labor market. Dickert,
Houser, and Scholz estimate that
the 1993 expansion of the credit
will lead to a modest overall reduc-
tion in hours worked by those who
receive it. However, the authors
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also estimate that the EITC expan-
sion will cause labor force partici-
pation rates to rise for single-parent
households.

In assessing the appropriate fed-
eral tax on cigarettes, Viscusi finds
that the financial savings from pre-
mature mortality, in terms of lower
nursing home costs and retirement
pensions, exceed the higher med-

ical care and life insurance costs
that smokers generate. Still, the
costs of environmental tobacco
smoke, while highly uncertain, are
potentially substantial. Even recog-
nizing these costs, though, Viscusi
concludes that current cigarette
taxes are higher than the total of
cigarettes’ estimated costs to indi-
viduals and society.




Using data from the National
Medical Expenditure Survey, Feld-
stein and Gruber study the impact
of switching from existing types of
health insurance coverage to poli-
cies with a 50 percent copayment
rate and a limit on out-of-pocket
expenditures of 10 percent of in-
come, as well as several alterna-
tives. Their analysis is limited to
the population under age 65. They
show that shifting to such a “major-
risk” policy could reduce aggregate
health spending by nearly 20 per-
cent, and could raise aggregate na-
tional efficiency by $34 billion a
year.

Cummins, Hassett, and Hub-
bard find that tax policy had an
economically important effect on
firms’ investment in equipment
through the user cost of capital af-

ter the major tax reforms enacted
in 1962, 1971, 1981, 1986. This ef-
fect was most pronounced for
firms that were not in tax-loss posi-
tions, and thus were more likely to
face statutory tax rates and invest-
ment incentives. The authors also
show that tax-induced variation in
the user cost of capital for different
classes of equipment is related
negatively to asset-specific errors in
investment forecasts that follow
major tax reforms. This suggests
that ex ante knowledge of an im-
pending tax reform can improve
forecasts of investment.

Dickson and Shoven take
shareholder-level taxes into ac-
count in determining the perfor-
mance of growth, and growth and
income, mutual funds during 1963
92. For a sample of funds, and in-

vestors in different income classes
facing various investment horizons,
they find dramatic differences be-
tween the relative rankings on a
before- and aftertax basis. This is
especially true for middle- and
high-income investors. For in-
stance, one fund that ranks in the
19th percentile on a pretax basis
ranks in the 63rd percentile for an
upper-income, taxable investor.
Further, because of the failure of
mutual funds to manage their real-
ized capital gains in such a way as
to permit a substantial deferral of
taxes, shareholders paid more than
$1 billion extra in taxes in 1993.

These papers and their discus-
sions will be published by the MIT
Press as Tax Policy and the Econo-
my, Volume 9. The publication
date will be announced later in the
NBER Reporier.
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Borjas uses the 1970, 1980, and
1990 Public Use Samples of the
U.S. Census to document what
happened to the earnings of Mexi-
can immigrants during the 1980s,
and to determine whether pre-1980
immigrant flows have reached
earnings parity with natives. He
also investigates the extent to
which Mexican immigration is re-
sponsible for the dedlining skills of
successive immigrant waves. Borjas
finds that there has been a decline
in the relative wage of successive
Mexican immigrant waves
in the past three decades,

policy measures that potentially
can alleviate the situation of the
very poor, where the Asian coun-
tries, because of their low incomes,
are in a relatively much worse po-
sition; and the current research,
which builds on endogenous
growth theory, suggesting that

“‘greater equality contributes to more

rapid expansion.

Caballero and Hammour ana-
lyze impediments to the process of
economic restructuring following

ductive structure, leading to a
surge in open or hidden unem-
ployment. Gradualism is not a use-
ful remedy, because it does not
synchronize creation and destruc-
tion, but rather drags inefficient ad-
justment over a longer period. Pre-
venting a rise in unemployment re-
quires an adjustment program that
combines vigorous creation incen-
tives in the expanding sector with
measures to support employment
in the contracting one.

In 1990, Colombia imple-
mented a comprehensive
structural reform program

and that little wage con- “Borjas finds that there has been a decline involving the liberalization
vergence occurs between jn the relative wage of successive Mexican ~ of trade and a tax reform

the typical -Mexican immi-
grant and the typical U.S.-

immigrant waves in the past three de-

aimed at compensating for
the decline in tariff revenue.

born worker. Also, Mex- cades, and that little wage convergence OC- jora and Steiner assess
ican immigration accounts curs between the typical Mexican immi- whether these reforms were

for part of the decline in  grant gnd the typical US.-born worker”

skills observed in the total
immigrant population.
However, there has been a
decline in skills among non-Mexi-
can immigrants, too.

Fishlow focuses on three cen-
tral questions: the current state of
economic inequality, noting the de-
cline in Latin American perfor-
mance in the last decade; relevant

reform. They argue that a major
source of disruption is the “appro-
priability” that afflicts both labor
and capital markets. The result is a
depressed rate of creation of the
new productive structure, and ex-
cessive destruction of the old pro-

responsible for recent chan-
ges in income distribution,
particularly the widening of
the rural-urban income gap
between 1990 and 1993. They con-
clude that, neither in the medium
nor in the short run, can the trade
or tax reforms be blamed for any
deterioration in income distribu-
tion. Instead, the surge in private
and public spending, the resulting
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appreciation of the real exchange
rate, and the reduction in the pro-
ducers’ price of coffee caused by
the collapse of the extemal price
underlie the changes in income
distribution.

Levy and van Wijnbergen dis-
cuss the speed with which Mexican
agriculture will be incorporated
into the North American Free Trade
Agreement and the policies that
will characterize the transition.
They use Mexican agriculture as a

during the 1980s. At the beginning
of trade and market liberalization,
relative wages were misaligned by
as much as 40 percent as a result of
labor market interventions; adjust-
ment costs associated with migra-
tion flows were in the order of 1
percent of total consumption.
Overall, the authors find that labor
moves relatively freely and quickly
between agricultural and nonagri-
cultural sectors.

“Collins examines the determi-

has been experiencing inflation
levels well above 1000 percent a
year since 1988 without entering
the classical hyperinflation path.
Two elements differentiate the Bra-
zilian case from other hyperinfla-
tionary experiences: indexation,
and the provision of a reliable do-
mestic currency substitute (that is,
the provision of liquidity to inter-
est-bearing assets). Garcia claims
that this domestic currency substi-
tute is the main source of both the

inability of the Brazilian

case study to analyze the
L Centl’al bank to flght inﬂa—

transition problems that

arise in most major eco- “[T]here appears to have been a major tion and of the unwilling-

nomic reforms. They focus  reduction in the perceived difficulty of
managing flexible rates during this period

on: the implications for
policy design of the ab-

sence of efficient capital [1987-92)”
markets; the welfare costs
anchor for the price system

of reforming only gradual-

ly; incentive problems created by
trade adjustment policies; and the
redistributive aspects of policy re-
form in the presence of realistic
limits on available intervention in-
struments. Their key point is that
adjustment should focus on in-
creasing the value of the assets
owned by the groups affected, and
not on direct income transfers, or
programs targeted on output, or
other characteristics controlled by
the beneficiaries. They target ad-
justment on what people have, as
opposed to what people do.

Quiroz and Cabezas ask how
quickly labor can move across dif-
ferent economic sectors, and in
particular, the extent to which un-
skilled labor can migrate into or
out of the agricultural sector. In
Chile, there was a wide and com-
prehensive trade reform in the
mid-1970s, and wide changes in
relative price over the last 20 years.
They find a reversal in migration
flows after the trade reform, and an
increase in the real exchange rate
that fostered agricultural growth

nants and implications of the strik-
ing shift from fixed to more flexi-
ble exchange rate regimes among
countries in Latin America and the
Caribbean. For a sample of 24
countries over 1978-92, she finds
that misalignments (proxied by
current account deficits and moder-
ate-to-high rates of inflation) were
associated with a move to more
flexible rates during 1978-86. Indi-
cators of misalignments appear to
have mattered less during 1987-
92. However, there appears to
have been a major reduction in the
perceived difficulty of managing
flexible rates during this period.
There is also some evidence that
after 1986 countries with very high
inflation opted for fixed rates. Col-
lins then cautions against attribut-
ing differences in macroeconomic
performance between groups of
countries to their exchange regime.

A classical hyperinflation is
marked by an acute acceleration of
the inflation level accompanied by
rapid substitution away from do-
mestic currency. However, Brazil

ness of Brazilians to face the
costs of such a fight. The
main macroeconomic conse-
quences of this monetary re-
gime are: lack of a nominal

because of passive monetary pol-
icy; endogeneity of seignorage, un-
like in traditional models of hyper-
inflation; and ineffectiveness of
very high real interest rates.

Economies that experience rapid
growth also experience major
changes in their consumption pat-
terns, especially in terms of con-
sumer durables. Besley and Lev-
enson study the diffusion of dura-
bles in Taiwan between 1977 and
1991. They focus on the link be-
tween household accumulation of
durables and participation in infor-
mal financial institutions. While
growth in per capita income in Tai-
wan has been great, the emergence
of a developed financial system ap-
pears to have been slower: many
households still rely on traditional
forms of finance. The authors find
that rotating savings and credit as-
sociations, which are found world-
wide, exist to lower the cost of sav-
ing for durables.

Between 1987 and 1993, average
real urban full-time wages grew 30
percent and comparable employ-
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ment grew 22 percent in Mexico.
As in other developed countries,
the wage premium for skills in
Mexico is rising. Cragg and Epel-
baum ask why the demand for
educated workers also is
rising disproportionately

of monopoly power that they can
use to impose taxes on themselves,
and then use the resources to sub-
sidize unemployment in the South,
50 as to prevent entrance into their

in a less than proportional fashion.
There are significant differences
between the Latin American coun-
tries and the rest of the sample, es-
pecially regarding demographic va-
riables, growth, and social
security. Overall, the poor

quickly. They conclude “Between 1987 and 1993, average real ur- levels of private savings in

that some labor is more
complementary with capi-
tal than other labor, and

ban full-time wages grew 30 percent and
comparable employment grew 22 percent ent levels of their determi-

that shifts in demand are in MeXico.”

technologically based, and
could result from skill-
biased technological change.
When a rich country (the North)
integrates with a poorer country
(the South), the result may be un-
employment in the South, as is the
case in Puerto Rico versus the Unit-
ed States, East versus West Germa-
ny, South versus North Italy, or
Spain and Ireland versus the Euro-
pean Union. Moreover, there are
significant fiscal transfers from the
North to the South, mainly as sub-
sidies to the unemployed. Haus-
mann and Spilinbergo model
these facts assuming the presence
of some fixed factors. This provides
workers in the North with a degree

market.

Edwards considers the determi-
nants of savings in the world econ-
omy, and analyzes why savings ra-
tios in Latin America traditionally
have been so low. Based on inter-
national comparisons, with data
from 38 countries—both OECD
members and less developed na-
tions—from 1970 to 1992, per capi-
ta growth turns out to be the single
most important determinant of
both private and public savings.
Public savings tend to be lower in
countries with higher political in-
stability. Higher government sav-
ings crowd out private savings, but

the region seem to be large-
ly a consequence on differ-

nants, rather than structural
differences in the savings
function.

Trigueros analyzes the trade-off
between risksharing and productiv-
ity that results from legislated sev-
erance payments. He develops a
simple analytical model for an
economy where restrictions on fir-
ing adversely affect productivity,
and workers face risk. He then
shows that unless fired workers
face especially adverse conditions,
which in the model is a long peri-
od of time working for a relatively
low wage rate, the productivity
losses outweigh the riskspreading
benefits of severance payments.

The proceedings of this confer-
ence will be published in the Jour-
nal of Development Economics.
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Zwiebel develops a model in
which debt constrains any ineffi-
cient investments on the part of
empire-building managers because
bankruptcy would have serious im-
plications for their continued cor-
porate control. Management volun-
tarily chooses capital structure, in a
manner that ensures enough effi-
ciency to prevent a future takeover.
Managers are free to readjust lever-
age each period. A policy of divi-
dend payments coordinated with
decisions about capital structure
follows naturally, as do implica-

tions for the level, frequency, and
term structure of debt as a function
of outside investment opportunities.

Opler and Titman compare the
characteristics of U.S. firms that is-
sued equity between 1976 and
1993 to those that increased their
use of debt financing. They find
that firms that were very profitable
prior to the debt issue were more
likely to increase their use of debt
financing; those that accumulated
losses instead tended to issue equi-
ty. These results confirm previous
findings that firms are most likely

to issue equity after experiencing a
rise in their share price. This sug-
gests that firms do not select their
capital structures by trading off tax
and other advantages of debt fi-
nancing with financial distress and
other costs associated with debt.
Lewis, Rogalski, and Seward
study announcements of convert-
ible debt issues by a sample of 503
NYSE/AMEX firms and 303 NAS-
DAQ firms. For both sets of firms,
before the issue share price perfor-
mance is abnormally good, and
during the announcement period,
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returns are significantly negative.
After the issue, performance is
poor. The authors suggest that the
factors that govern the design of
convertible debt are consistent
with a conflict between bondhold-
ers and stockholders. Also, the fac-
tors that explain security price re-
actions differ across NYSE/AMEX
and NASDAQ firms. Although no
one theory appears to explain
share price reactions fully, informa-
tion asymmetries do influence the
share price reactions of both sets
of firms. However, the source of
the information asymmetry differs
between NYSE/AMEX and NAS-
DAQ firms.

Calomiris, Orphanides, and
Sharpe examine the responsive-
ness of employment, investment,
and inventory accumulation to
changes in sales. They find that a
firm's leverage conditions the re-
sponse of all three variables to
changes in sales. They also find
that this effect varies depending on
the state of the economy. During
recessions, higher leverage clearly
magnifies the contractionary effect
of dedlines in sales on investment.
During times of positive growth in
sales, higher leverage may dampen
the expansionary effect of growth
in demand. Leverage effects are
larger and more significant during
recessions. Firms that use debt to
finance expansion during times of
increasing demand suffer a re-
duced ability to maintain growth
during recessions as a conse-
quence of their higher leverage.

Recent studies have demonstrat-
ed that firms conducting seasoned
equity offerings have inordinately
low stock returns during the five
years after the offering, following a
sharp run-up in the year prior to
the offering. Using a sample of
1406 seasoned equity offerings dur-
ing 1979-89, Loughran and Ritter

document that the operating per-
formance of issuing firms shows
substantial improvement prior to
the year of the offering, but then
deteriorates, especially for smaller
issuers. The multiples at the time
of the offerings do not reflect an
expectation of deteriorating perfor-
mance. This is consistent with the
hypothesis that the stock price run-
up reflects a capitalization of transi-
tory improvements.

Hart and Moore ask why there
is a difference in governance struc-
ture between stock exchanges
(which are cooperative) and other
businesses. Outside owners typical-
ly are interested only in maximiz-
ing profit, and thus tend to make
inefficient decisions, tailored to the
marginal user. Collective decision-
making, on the other hand, is typi-
cally inefficient because the views
of the pivotal voter are not neces-
sarily the same as those of the
membership as a whole. Hart and
Moore find that outside ownership
becomes relatively more efficient
than a membership cooperative as
the variation across the member-
ship becomes more skewed and
the exchange faces more competi-
tion. Changes in the environment
suggest that it now may be more
efficient for London’s stock ex-
changes to be sold off and run by
outside owners.

Barberis, Shleifer, Tsukanova,
and Boycko study 413 shops in
seven Russian cities that were pri-
vatized in 1992 and 1993. They find
principally that restructuring re-
quires new people with new skills.
The success of transition “relies
critically on rapid turnover in hu-
man capital,” they conclude. Skills
may matter more than incentives.

Denis, Denis, and Sarin report
a significant negative relationship
between the fractional equity own-
ership of top executives and the

likelihood of turnover among top
management. Managers become
entrenched at very low levels of
ownership. Consistent with this,
the stock price reaction to a
change in management is signifi-
cantly greater in firms in which the
departing manager owns more
than 1 percent of the firm’s shares.
Moreover, in these firms, the in-
coming manager’s fractional own-
ership is typically less than 1 per-
cent, and the firm is subject to a
higher rate of post-turnover corpo-
rate control. The authors also find
that turnover rates are higher in
firms with unaffiliated blockholders
and lower in firms with blockhold-
ers who are affiliated with incum-
bent managers.

As an alternative to a stock mar-
ket, universal banking provides in-
formation for guiding investment
and for contesting corporate gover-
nance. In Germany, banks hold
equity stakes in firms and have
proxy voting rights over other
agents’ shares. In addition, banks
lend to firms and have representa-
tives on corporate boards. Taking
account of banks’ equity holdings,
the extent of banks’ proxy voting
rights, and the ownership structure
of the firms’ equity, Gorton and
Schmid investigate the influence
of banks on the performance of
German firms. They find that the
performance of German firms im-
proves to the extent that German
banks own the firms’ equity. There is
no evidence of conflicts of interest.

Weinstein and Yafeh examine
the effects of a bank-centered fi-
nancial system on firm perfor-
mance in Japan. They find that
when access to bond and equity
markets is limited, close bank-firm
ties increase the availability of cap-
ital but do not lead to higher prof-
itability or growth. This is largely
because banks enjoy more market
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power when firms do not have
easy access to other sources of fi-
nance; they can charge higher in-
terest rates in exchange for liquidi-
ty services and can influence firms
to avoid risky but profitable proj-
ects. Finally, the authors demon-
strate that the liberalization of fi-
nancial markets is important in re-
ducing the market power of banks
by enhancing the contestability of
financial markets.

Berger and Ofek find that a loss
in firm value from diversification is
related to the probabilities of future
takeover and of breakups. They
show that leveraged buyouts are
more likely than other acquirers to
target value-destroying diversified
targets. Finally, they find that for a
subsample of large diversified tar-
gets, half are broken up after they
are acquired; the effect on mean
value of diversification is negative
22 percent to negative 33 percent
for these firms. In contrast, the half
not broken up after takeover have
a mean valuation effect from diver-
sification of negative 3 to positive 6

percent.

Bureau News

Martin Neil Baily Named to the
Council of Economic Advisers

Martin Neil Baily, who has been
a research associate of the National
Bureau of Economic Research, has
been nominated a member of the
President’s Council of Economic
Advisers. If confirmed by the Sen-
ate, Baily will replace Alan S. Blin-
der, the former Princeton Universi-
ty economist and NBER Research
Associate who is now Vice-Chair-
man of the Federal Reserve Board.

Baily was educated at Cam-
bridge University (England) and
MIT, where he received his Ph.D.
in economics in 1972. After teach-
ing at MIT and Yale, he became a

Senior Fellow at the Brookings In-
stitution in 1979 and a professor of
economics at the University of
Maryland in 1989. In spring 1993,
he took a leave of absence from
his academic work to become a
Fellow of the McKinsey Global In-
stitute, a research group within Mc-
Kinsey and Company.

Baily’s principal fields of interest
are productivity, macroeconomic
and employment policy, and ap-
plied microeconomics. He has
served as an academic advisor to
the Congressional Budget Office
and the Federal Reserve Board.
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Contradicting quantity theorists,
Woodford argues that price levels
can be determined without refer-
ence to the money supply. In his
model, at the equilibrium price lev-
el, aggregate demand equals aggre-
gate supply. For a wide class of
policies, there exists a unique, per-
fect-foresight equilibrium path for
the price level. This equilibrium is
determined largely by fiscal policy.
Woodford controls for predeter-
mined prices, so that unexpected
variations in nominal aggregate de-
mand affect output, not the price
level, in the short run. He also dis-
cusses policies to control inflation
that do not require control of the
path of a monetary aggregate.

Caplin and Leahy analyze the
search for an optimal monetary
policy in the context of a monetary
authority lowering interest rates to
end a recession while trying not to
ignite inflation. They argue that the
policy needs to be more aggressive
than the reaction it seeks to elicit.
If a reduction in interest rates fails
to stimulate growth, then policy-
makers will be forced to reduce
rates again, so agents have an in-
centive to wait. Gradual policy ini-
tiatives therefore may elicit very lit-
tle reaction and are more likely to
fail.

Through examination of COMP-
USTAT data on 12,000 firms for
1956-92, Mulligan finds that large
firms hold less M1 as a percentage
of sales than small firms do.
Whether within or across indus-
tries, the elasticity of M1 balances
with respect to sales is about 0.75.
Firms headquartered in counties
with high wages hold more money
for a given level of sales, which is
consistent with the idea that time
can substitute for money in the
provision of transactions services.

Schlesinger briefly explained
the Bundesbank’s goal of monetary

stabilization through price stability
and a low targeted inflation rate,
and how external and domestic
factors affected the realization of
those goals. He also discussed the
EMU, and in particular how the is-
sue of inter-European monetary
convergence affected both the
goals of the Bundesbank and the
value of the DM.

McCallum addresses a promi-
nent empirical failure of the expec-
tations theory of the term structure
of interest rates under the assump-
tion of rational expectations, which
concerns the magnitude of slope
coefficients in regressions of short-
rate (or long-rate) changes on long
or short spreads. He shows that the
empirical findings can be rational-
ized with the expectations theory
by recognition of an exogenous

term premium, plus the assumption
that monetary policy involves the
smoothing of an interest rate
instrument—the short rate—togeth-
er with responses to the prevailing
level of the spread.

Rotemberg shows that a simple
sticky price model is consistent
with a variety of facts about the
correlation of prices and output, in
particular, a negative correlation
between detrended levels of out-
put and prices. This negative corre-
lation between the predictable
movements in output and the pre-
dictable movements in prices is
present (and very strong) in U.S.
data. He uses these and other facts
to shed light on the degree to
which the Federal Reserve has pur-
sued a policy designed to stabilize
expected inflation.

Additional Papers

Additional Papers are not official
NBER Working Papers but are list-
ed here as a convenience to NBER
researchers and prospective read-
ers. Additional Papers are free of
charge to Corporate Associates. For
all others there is a charge of
$5.00 per Additional Paper re-
quested. (Outside of the United
States, add $10.00 for postage
and handling.) Advance pay-
ment is required on all orders.
Please do not send cash. Request
Additional Papers by name, in writ-
ing, from Additional Papers, NBER,

1050 Massachusetts Avenue, Cam-
bridge, MA 02138-5398.

“Education Finance in a Federal
System: Changing Investment Pat-
terns in Mexico,” by Alec Ian
Gershberg and Til Schuermann
“Reducing Supply-Side Disincen-
tives to Job Creation: A Comment,”
by Martin Feldstein

“Financial Markets and Inflation
Under Imperfect Information,” by
José De Gregorio and Federico
A. Sturzenegger

“Reforms from Within—The Role of
External Factors,” by Joshua Ai-
zenman and Sang-Seung Yi
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Campbell and Cochrane pre-
sent a consumption-based model
that explains the equity premium
and the predictability of excess
stock returns over a long horizon.
Their model also predicts the varia-
tion over time in the volatility of
stock returns. Campbell and Coch-
rane’s model implies that fluctua-
tions have important welfare costs.

Alesina and Perotti study redis-
tribution in a world characterized
by the presence of labor unions
and distortionary taxation. They
show that an increase in transfers
to retirees, for example, which is
financed by distortionary taxation,
can generate a loss of competitive-
ness, an appreciation of the rela-
tive price of nontradables, and a
decrease in employment in all sec-
tors of the domestic economy. An
increase in transfers toward the un-
employed, even if financed by non-
distortionary taxation, would have
the same effect. Moreover, these
effects of labor taxation depend on
the degree of centralization of the
wage-setting process in the labor
market.

Hall concludes that the prime
driving force in economic fluctua-
tions is shifts in the marginal rate
of substitution between goods and
work. In recessions, people would
rather consume smaller volumes of
market goods and services, and
work correspondingly less. Shifts in
technology and government pur-
chases have only a small role in
fluctuations in hours of work.

Chevalier and Scharfstein pre-
sent a model in which markups of
price over marginal cost are coun-
tercyclical because of imperfections
in the capital market. During reces-
sions, liquidity-constrained firms
try to boost short-run profits by
raising prices to cut their invest-
ments in market share. Chevalier
and Scharfstein show that during
regional and macroeconomic reces-
sions, for example, the most finan-
cially constrained supermarket
chains tend to raise their prices rel-
ative to less financially constrained
chains.

Kahn and Lim develop a gen-
eral equilibrium model in a multi-

industry setting where technologi-
cal progress that augments skilled
labor can be distinguished from
other sources of economic growth.
Based on a panel of 21 U.S. manu-
facturing industries, their results in-
dicate that technological progress
that augments skilled labor is the
significant factor in productivity
growth. Growth in conventional to-
tal factor productivity vanishes
once the role of skilled labor and
the growth in its human capital are
accounted for properly.

Kremer and Maskin suggest
that recent increases in wage in-
equality have been accompanied
by increased segregation of high-
and low-skill workers into separate
firms. A model in which workers of
different skill are imperfect substi-
tutes can account for both trends.
The model implies that increased
segregation and wage inequality
can be explained either by techno-
logical change, or, more parsimo-
niously, through observed increas-
es in skill dispersion.

36. NBER Reporter Winter 1994/5



Peseran and Potter develop a
model of U.S. output that allows
for floor and ceiling effects to alter
the dynamics of output growth. Us-
ing post-Korean War quarterly da-
ta, they find that the turning points
of the business cycle provide new
initial conditions for the ensuing
growth process. This dependence
on history of economic behavior is
not present in linear or approxi-
mately linear models, such as stan-
dard implementations of real busi-
ness cycle theory.

Balke and Fomby model the
discontinuous adjustment to a long-
run equilibrium as threshold co-
integration. They examine the abil-
ity of some well-known tests for
nonlinearity to detect threshold be-
havior in cointegrating relation-
ships. In addition, they consider a
test for linearity that specifically
casts the double threshold model
as the alternative hypothesis. Final-
ly, they examine a test for cointe-
gration that uses only information
about mean reversion in the outer
regimes. Unfortunately, they find,
in small samples, tests for cointe-

gration that uses only information
about mean reversion in the outer
regimes. Unfortunately, they find,
in small samples, tests for cointe-
gration that use only the region
outside the thresholds are not sub-
stantially more adept at detecting
threshold cointegration than stan-
dard linear methods are.

The mechanisms governing the
relationship of money, prices, and
interest rates to the business cycle
are one of the most studied and
disputed topics in macroeconom-
ics. In this paper, King and Wat-
son first document some key em-

pirical aspects of this relationship. -

They then ask how well three
benchmark rational expectations
macroeconomic models—a real
business cycle model, a sticky
price model, and a liquidity effect
model—account for these central
facts. While the models have di-
verse successes and failures, none
can explain the fact that real and
nominal interest rates are “inverted
leading indicators” of real econom-
ic activity, that is, that a high real
or nominal interest rate in the cur-

rent quarter predicts a low level of
real economic activity two to four
quarters in the future.

Diebold, Ohanian, and Berko-
witz propose a constructive frame-
work for assessing agreement be-
tween (generally misspecified) dy-
namic equilibrium models and da-
ta. They use their goodness-of-fit
criteria to produce estimators that
optimize economically relevant loss
functions, and whose finite-sample
properties are approximated using
bootstrap procedures. Finally, they
provide a detailed illustrative appli-
cation to modeling the U.S. cattle

cycle.

Phillips discusses modeling, es-
timation, inference, and prediction
for economic time series. The first
part of his paper is concerned with
Bayesian model determination, fore-
cast evaluation, and the construc-
tion of evolving sequences of mod-
els that can adapt in dimension and
form (including the way in which
any nonstationarity in the data is
modeled) as new characteristics in
the data become evident. He per-
forms simulations in order to study
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the forecasting performance of
these model determination proce-
dures in some multiple time-series
models with cointegration. The fi-
nal part of the paper reports on an
empirical application of these ideas
and methods to U.S. and U.K. mac-
roeconomic data.

West develops procedures for
inference about the moments of
smooth functions of out-of-sample
predictions and prediction errors,
when there is a long time series of
predictions and realizations, and
each prediction is based on regres-
sion parameters estimated from a
long time series. The aim is to pro-
vide tools for inference about pre-
dictive accuracy and efficiency and,
more generally, about predictive
ability. West allows for nonlinear
models and estimators, as well as
for possible dependence of predic-
tions and prediction errors on esti-
mated regression parameters. His
simulations indicate that the proce-
dures work well.

Quah finds that the much-her-
alded uniform 2 percent rate of
convergence could arise for rea-
sons unrelated to the dynamics of
economic growth. Further, the usu-
al empirical analyses—cross-section
(conditional) convergence regres-
sions, time-series modeling, panel
data analysis—can be misleading
for understanding convergence; a
model of polarization in economic
growth clarifies those difficulties.
Third, the data, more revealingly
modeled, show persistence and im-
mobility across countries: some
evidence shows the poor getting
poorer, and the rich richer, with
the middle class vanishing. Finally,
Quah observes convergence across
U.S. states.

Bernard and Jones examine the
role of sectors in aggregate con-
vergence for 14 OECD countries
from 1970-87. Their major finding
is that manufacturing shows little
evidence of convergence in either
labor productivity or multifactor

productivity while other sectors,
especially services, are driving ag-
gregate convergence. They intro-
duce a new measure of multifactor
productivity that avoids problems
inherent to traditional total factor
productivity measures when com-
paring productivity levels. They
also develop a model of trade,
learning-by-doing, and spillovers
that can explain convergence in
some sectors and divergence in
others.

Also attending the meeting
were: Jushan Bai and Whitney
Newey, MIT; Olivier J. Blanchard,
NBER and MIT; Russell Cooper,
NBER and Boston University; Su-
zanne Cooper, Harvard University;
Jesus Gonzalo, Boston University;
Bruce Hansen, Boston College;
John Kennan, University of Wis-
consin; Serena Ng, University of
Montreal; and James H. Stock,
NBER and Harvard University.

Brothiers; “Equilibtii
Portfolio Insuranc
Discussant:
Jiang Wang, NBER at
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