find that “juvenile delinquents” or
those from socially disadvantaged
backgrounds fare badly in terms of
employment and unemployment,
and their social disadvantages persist
and still have a strong effect, even at

age 33. For women, the position is
somewhat less bleak than for men,
though. There are gender based dif-
ferences after age 23, with disadvan-
taged men doing worse than women
in terms of economic success.

It is anticipated that these papers
will be published by the University
of Chicago Press in a conference vol-
ume. Its availability will be an-
nounced in a future issue of the
NBER Reporter.

Bureau News

Bureau Researchers Win

TIAA-CREF Awards

NBER research associates won all
three prizes for research awarded by
TIAA-CREF at the recent meetings of
the American Economics Association
in New Orleans. Robert J. Shiller, of
NBER and Yale University, won the
1996 Paul A. Samuelson Award for
Outstanding Scholarly Writing on
Lifelong Financial Security for his
book Macro Markets: Creating
Institutions for Managing Society’s
Largest Economic Risks. TIAA-CREF

CEO John H. Biggs , in presenting
the award, said “Dr. Shiller’s book is
full of fundamental new ideas for
future market developments that
could do much to build financial
security for individuals in the 21st
century.”

The Samuelson Award also
includes Certificates of Excellence,
which were given to the authors of
the following papers: “Precautionary
Saving and Social Insurance”(NBER

Reprint No. 1969) by R. Glenn
Hubbard and Stephen P. Zeldes of
NBER and Columbia University, and
Jonathan Skinner of NBER and
Dartmouth College; and “Do 401(k)
Contributions Crowd Out Other
Personal Saving?” (NBER Reprint No.
2026) by James M. Poterba, NBER
and MIT, Steven F. Venti, NBER and
Dartmouth College, and David A.
Wise, NBER and Harvard University.
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Reprints Available

The following NBER Reprints,
intended for nonprofit education and
research purposes, are now avail-
able. (Previous issues of the NBER
Reporter list titles 1—2056 and con-
tain abstracts of the Working Papers
cited below.)

These reprints are free of charge

to Corporate Associates. For all
other there is a charge of $5.00
per reprint requested. (Outside of
the United States, add $10.00 for
postage and handling.) Advance
payment is required on all
orders. Please do not send cash.
Reprints must be requested by num-
ber, in writing, from: Reprints, NBER,
1050 Massachusetts Avenue, Cam-
bridge, MA 02138-5398.
2057. “France and the Bretton Woods
International Monetary System: 1960
to 1968, by Michael D. Bordo,
Dominique Simard, and Eugene
N. White (NBER Working Paper No.
4642)

2058. “Specification Testing in Panel
Data with Instrumental Variables,” by
Gilbert E. Metcalf (NBER Technical
Paper No. 123)

2059. “Gender Differences in Depar-
tures from a Large Firm,” by
Nachum Sicherman (NBER Work-
ing Paper No. 4279)

2060. “Tax Subsidies to Employer-
Provided Insurance,” by Jonathan
Gruber and James M. Poterba
(NBER Working Paper No. 5147)

2061. “Did 401(k) Plans Replace
Other Employer-Provided Pensions?”
by Leslie E. Papke, Mitchell Peter-
sen, and James M. Poterba (NBER
Working Paper No. 4501)

2062, “Wage Structure and Gender
Earnings Differentials: An Interna-
tional Comparison,” by Francine D.
Blau and Lawrence M. Kahn
(NBER Working Paper No. 4224)
2063. “Accuracy in the Assessment of
Damages,” by Louis Kaplow and
Steven Shavell (NBER Working
Paper No. 4287)

2064. “Automobile Prices in Market
Equilibrium; by Steven T. Berry,

James A. Levinsohn, and Ariel Pakes
(NBER Working Paper No. 4264)

2065. “Is Fixed Investment the Key
to Economic Growth?” by Magnus
Blomstrom, Robert E. Lipsey, and
Mario Zejan (NBER Working Paper
No. 4436)

2066. “Diversification, Integration,
and Emerging Market Closed-End
Funds,” by Geert Bekaert and
Michael S. Urias (NBER Working
Paper No. 4990)

2067. “Veblen Effects in a Theory of
Conspicuous Consumption,” by
Laurie Simon Bagwell and B.
Douglas Bernheim (NBER Working
Paper No. 4163)

2068. “Dividends and Profits: Some
Unsubtle Foreign Influences,” by
James R. Hines, Jr. (NBER Working
Paper No. 3730)

2069. “Problems in the Measurement
and Performance of Service-Sector
Productivity in the United States;” by
Robert J. Gordon (NBER Working
Paper No. 5519)

2070. “Optimal Distribution and the
Family, by Louis Kaplow (NBER
Working Paper No. 4189)

2071. “Markup Pricing in Mergers
and Acquisitions,” by G. William
Schwert (NBER Working Paper No.
4863)

2072, “Why Have Separate Environ-
mental Taxes?” by Don Fullerton
(NBER Working Paper No. 5380)

2073. “The High Cost of Eating:
Causes of International Differences
in Consumer Food Prices;” by Rob-
ert E. Lipsey and Birgitta Sweden-
borg (NBER Working Paper No.
4555)

2074. “International Differences in
Male Wage Inequality: Institutions
Versus Market Forces,” by Francine
D. Blau and Lawrence M. Kahn
(NBER Working Paper No. 4678)
2075. “Uncertainty, Investment, and
Industry Evolution” by Ricardo J.
Caballero and Robert S. Pindyck
(NBER Working Paper No. 4160)
2076. “Heterogeneity, Stratification,
and Growth: Macroeconomic Impli-
cations of Community Structure and

School Finance,” by Roland Benabou
(NBER Working Paper No. 4311)

2077. “Equity and Efficiency in
Human Capital Investment: The
Local Connection,” by Roland Bena-
bou (NBER Working Paper No. 4798)

2078. “Do National Borders Matter
for Quebec’s Trade?” by John F.
Helliwell (NBER Working Paper No.
5215)

2079. “Turning Points in the Civil
War: Views from the Greenback
Market,” by Kristen L. Willard,
Timothy W. Guinnane, and Har-
vey S. Rosen (NBER Working Paper
No. 5381)

2080. “The Time Variation of Risk
and Return in Foreign Exchange
Markets: A General Equilibrium Per-
spective,” by Geert Bekaert (NBER
Working Paper No. 4818)

2081. “A Cross-Sectional Test of an
Investment-Based Asset Pricing
Model,” by John H. Cochrane
(NBER Working Paper No. 4025)

2082. “Non-Keynesian Effects of
Fiscal Policy Changes: International
Evidence and the Swedish Experi-
ence; by Francesco Giavazzi and
Marco Pagano (NBER Working
Paper No. 5332)

2083. “Economic Implications of
Changing Share Ownership,” by
Benjamin M. Friedman (NBER
Working Paper No. 5141)

2084. “The Distribution of Exchange
Rates in the EMS; by Charles M.
Engel and Craig S. Hakkio (NBER
Working Paper No. 4834)

2085. “A Comparison of the United
States and Canadian Banking Sys-
tems in the Twentieth Century: Stabil-
ity Versus Efficiency?” by Michael D.
Bordo, Angela Redish, and Hugh
T. Rockoff (NBER Working Paper
No. 4546)

2086. “Taxation and Corporate Invest-
ment: The Impact of the 1991
Swedish Tax Reform, by Alan J.
Auerbach, Kevin Hassett, and Jan
Sodersten (NBER Working Paper
No. 5189) '
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Campbell and Fisher provide a
simple explanation for the observa-
tion that the variance of job destruc-
tion is greater than the variance of
job creation: job creation is costlier at
the margin than job destruction. They
construct a model in which certain
employment policies respond to
aggregate shocks. The microeco-
nomic asymmetries in their model
can dampen the response of total job
creation to an aggregate shock, and
can cause total job creation to be less
volatile than total job destruction.

Ramey and Watson develop a
theory of labor contracting in which
negative productivity shocks lead to
costly job loss, despite unlimited pos-
sibilities for renegotiating wage con-
tracts. Such fragile contracts emerge
from firms’ tradeoffs between robust-
ness of incentives in ongoing
employment relationships and costly
specific investment. In a matching
market equilibrium, contractual
fragility serves as a powerful mecha-
nism for propagating underlying pro-
ductivity shocks.

Yashiv explores the determinants
of equilibrium unemployment. Using
the search and matching framework
and a dataset of unique quality —
Israeli employment service data — he
studies the search behavior of firms
and workers, and their matching
process. He finds that a major reason
for the rise in unemployment was the
reduction in firms’ dynamic demand
for labor in response to a fall in prof-
itability levels and a rise in the dis-
count rate.

Using data for the G7 countries,
Gali estimates conditional correla-
tions of employment and productiv-
ity, based on a decomposition of the
two series into technology and non-
technology components. The picture
that emerges is hard to reconcile with
the predictions of the standard real
business cycle model. For a majority
of countries, the following results
stand out: 1) technology shocks
appear to induce a negative comove-
ment between productivity and
employment, counterbalanced by a
positive comovement generated by

demand shocks; 2) the impulse
responses show a persistent decline
of employment in response to a pos-
itive technology shock; and 3) mea-
sured productivity increases tem-
porarily in response to a positive
demand shock. More generally, the
pattern of economic fluctuations
attributed to technology shocks
seems to be largely unrelated to
major postwar cyclical episodes. A
simple model with monopolistic
competition, sticky prices, and vari-
able effort accounts for the empirical
findings.

Jones and Manuelli study the
effects of monetary uncertainty on
the level of output. They show that in
a world in which trading partners
have asymmetric information about
the current state of monetary policy,
monetary uncertainty can result in
reduced trade and a loss in welfare.
When the gathering of information is
treated endogenously, high inflation
results in two sources of welfare loss:
in addition to the reduction in trade,
agents will spend time and effort




gathering socially useless (but pri-
vately useful) information.

Ireland develops a small, struc-
tural model of the U.S. economy, and
estimates it with quarterly data on
output, prices, and money from 1959

through 1995. His estimates reveal
that the Federal Reserve has insulated
the economy successfully from the
effects of demand-side disturbances,
so that most of the observed varia-
tion in aggregate output reflects the

impact of supply-side shocks.
Indeed, Federal Reserve policy has
responded efficiently to these shocks,
although the rate of inflation on aver-
age has been too high.

Using data from the third edition
of the Test of Understanding College
Economics (TUCE) collected from
117 classes in introductory econom-
ics taught at 34 different colleges,
Finegan and Siegfried ask whether
students taught by regular faculty
with Ph.D. degrees learn more than
students taught by faculty with only
M.A. degrees. After controlling for
other characteristics of instructors,
schools, and students, the authors
find no significant association be-
tween an instructor’s final degree and
several objective measures of student
learning in introductory macroeco-
nomics classes. Further, students in
introductory microeconomics taught
by instructors with Ph.D.s learned
substantially and significantly less. In
neither course was there a significant
net association between the instruc-

tor’s degree and student assessments
of amount learned or instructor effec-
tiveness. This suggests that a future
shortage of Ph.D. economists would
not reduce student learning in intro-
ductory economics courses.
Becker, Powers, and Saunders
use an uncensored TUCE dataset to
assess the importance of class size
and other class-specific variables on
student attrition during a course.
They also consider how this attrition
and other variables influence scores
on the “posttest” Finally, they con-
sider the problems of missing data
that are associated with the self-
reported student questionnaire infor-
mation contained in the TUCE
dataset. Contrary to others, these
authors find that once missing data
problems are addressed, the class
size at the beginning of the term is

related negatively and significantly to
the post-micro TUCE score. In part
this is the result of students in larger
classes being significantly more likely
than students in smaller classes to
withdraw from the course before tak-
ing the posttest.

Families who earn more, or who
heed the advice of “experts” and save
for college, typically receive less
financial aid. The financial aid system
therefore implicitly taxes both
income and assets. Dick and Edlin
use awards data to estimate these
implicit taxes, and find that at aver-
age-priced colleges the marginal
income tax ranges from 2 percent to
16 percent, and the marginal levy on
assets from 8 percent to 26 percent. A
typical family loses aid worth about
$11,000 at average-priced colleges
and $15,000 at expensive colleges by
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accumulating an extra $50,000 in
assets.

McPherson and Schapiro begin
with an overview of changes over
time in the financing of American
colleges and universities, focusing on
the role of governments, institutions,
and families in meeting college costs.
They then turn to a consideration of
the implications of these recent

financing trends for the issue of
access to college for people of all
economic backgrounds. Their focus
is on the demand for college enroll-
ment. They find that students’
choices about where to go to school
seem to be increasingly constrained
by finances.

Also participating in this meeting
were: Julie Berry Cullen, MIT; Mal-

colm Getz, Vanderbilt University; Zvi
Griliches, Caroline Minter Hoxby, and
Lawrence F. Katz, NBER and Harvard
University; Stephen A. Hoenack,
University of Minnesota; Judith Li,
Harvard University; Linda Loury,
Tufts University; Sarah Turner, Uni-
versity of Michigan; and Gordon
Winston, Williams College.

Yacine Ait-Sahalia
Rosanne Altshuler
Patricia M. Anderson
Patrick K. Asea
Andrew Atkeson
Orazio Attanasio
Laurence C. Baker
Susanto Basu
David S. Bates
Paul Beaudry
Geert Bekaert
Roland Benabou
Eli Berman

Steven T. Berry
Giuseppe Bertola
Timothy J. Besley
Gordon Bodnar
*Lael Brainard

Lee G. Branstetter
Moshe Buchinsky
Jose M. Campa
Jeffrey R. Campbell
Andrew Caplin
Christopher D. Carroll
Anne Case
Alessandra Casella
Judith A. Chevalier
Menzie D. Chinn
Stephen Coate
ITain M. Cockburn
Dora Costa

Janet Currie

David M. Cutler
Sanjiv Ranjan Das

Faculty Research Fellows for 1996—7

Donald R. Davis
Sandra Decker
Wouter J. Den Haan
Patricia DeVries
Francis X. Diebold
John DiNardo
Kathryn M.E. Dominguez
Steven N. Durlauf
Janice C. Eberly
Aaron Edlin

Nada Eissa

Glenn Ellison
Eduardo M. Engel
Eric M. Engen
Jonathan Feinstein
Joseph P. Ferrie
Rachel M. Friedberg
Jordi Gali

David Genesove
William M. Gentry
Alec I. Gershberg
Robert Gertner
Donna B. Gilleskie
Edward L. Glaeser
Sherry A. Glied
William N. Goetzmann
Pinelopi K. Goldberg
Paul Gompers
Lawrence H. Goulder
Jeffrey Grogger
Jonathan Gruber
Maria J. Hanratty
Gordon H. Hanson
*James Harrigan

*On Leave for Government Service

Ann Harrison
John C. Heaton
Judith Hellerstein
Igal Hendel
James R. Hines Jr.

Caroline Minter Hoxby

Hilary W. Hoynes
Jennifer Hunt
Guido Imbens
Douglas A. Irwin
Christine M. Jolls
Larry E. Jones
Chinhui Juhn
Thomas J. Kane
Shawn E. Kantor
Anil K Kashyap
Patrick Kehoe
Daniel Kessler
Sukkoo Kim
Nobuhiro Kiyotaki
Michael W. Klein
Michael M. Knetter
Samuel S. Kortum
Carsten Kowalczyk
Michael Kremer
Saul Lach

Francine Lafontaine
David Laibson
Robert J. LaLonde
Owen Lamont
Jenny Lanjouw
John V. Leahy
Thomas Lemieux
Josh Lerner

Margaret Levenstein
Phillip B. Levine
Steven D. Levitt
Jeffrey B. Liebman
Florencio Lopez-de-Silanes
Deborah J. Lucas
Robin L. Lumsdaine
Brigitte Madrian
Rodolfo Manuelli
Kiminori Matsuyama
Mark B. McClellan
Kathleen M. McGarry
David Meltzer
Gilbert E. Metcalf
Fiona Scott Morton
Wallace Mullin
Derek Neal

Thomas J. Nechyba
Steven Olley

Leslie E. Papke
Paolo A. Pesenti
Tomas Philipson
Anne Piehl
Jorn-Steffen Pischke
Canice Prendergast
Thomas J. Prusa
Daniel Raff

Valerie A. Ramey
Sergio Rebelo
Nancy Reichman
Paul Rhode
Matthew P. Richardson
Nouriel Roubini

Cecilia E. Rouse
John P. Rust

Xavier Sala-i-Martin
Andrew Samwick
John Xarl Scholz
John Shea

Andrea Shepard
Nachum Sicherman
Hilary Sigman
Matthew J. Slaughter
Kathryn E. Spier
Douglas O. Staiger
Scott Stern

Ann Huff Stevens
Valerie Y. Suslow
Deborah L. Swenson
Alan M. Taylor
Scott Taylor

Linda Tesar

Aaron Tornell
Daniel Trefler
Peter Tufano
Andres Velasco
Joel Waldfogel
James R. Walker
Jiang Wang
Shang-Jin Wei
David N. Weil
Ingrid M. Werner
Holger C. Wolf
Alwyn Young
Stanley E. Zin
Luigi Zingales
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Andrew B. Abel
John M. Abowd
James D. Adams
Joshua Aizenman
Alberto F. Alesina
Steven G. Allen
Joseph G. Altonji
James E. Anderson
Albert Ando

Joshua Angrist
Richard J. Arnott
Orley C. Ashenfelter
Paul Asquith
Jeremy Atack

Alan J. Auerbach
David Backus
tMartin Neil Baily
Robert E. Baldwin
Richard Baldwin
Laurence M. Ball
Michael J. Barclay
Robert J. Barro
Robert B. Barsky
Ann P. Bartel
Marnanne Baxter
Lucian A. Bebchuk
Ben S. Bernanke
Ernst R. Berndt

B. Douglas Bernheim
Jeffrey L. Bernstein
Mark Bils

Olivier J. Blanchard
David G. Blanchflower
Rebecca M. Blank
Francine D. Blau
Alan S. Blinder
Magnus Blomstrom
David E. Bloom
Tim Bollerslev
Michael D. Bordo
Severin Borenstein
George J. Borjas
Axel H. Borsch-Supan
Michael J. Boskin
John Bound

David F. Bradford
James A. Brander
William H. Branson
Timothy F. Bresnahan
Charles C. Brown
Warren Browner
Willem H. Buiter
Jeremy L. Bulow
Ricardo J. Caballero
Charles Calomiris
John Y. Campbell
David Card

Dennis W. Carlton
Stephen G. Cecchetti
Frank J. Chaloupka IV
Gary Chamberlain
Lawrence Christiano
Richard H. Clarida
Charles T. Clotfelter
John H. Cochrane
Susan M. Collins

George M. Constantinides

Philip J. Cook
Russell Cooper
Hope Corman

Research Associates for 19967

Robert E. Cumby
Michael R. Darby
Lance E. Davis
Steven ]J. Davis
Angus S. Deaton
J. Bradford De Long
Peter A. Diamond
fWilliam T. Dickens
W. Erwin Diewert
John J. Donohue
Michael P. Dooley
Rudiger Dornbusch
Allan Drazen
Bernard Dumas
Jonathan Eaton
Sebastian Edwards
Ronald G. Ehrenberg
Martin S. Eichenbaum
Barry Eichengreen
David T. Ellwood
Charles M. Engel
Stanley L. Engerman
Robert F. Engle I
William N. Evans
Henry S. Farber
Daniel R. Feenberg
Robert C. Feenstra
Martin S. Feldstein
Raquel Fernandez
‘Wayne E. Ferson
*Stanley Fischer
Price V. Fishback
Marjorie Flavin
Roderick Floud
Robert W. Fogel
Richard Frank
*Jeffrey A. Frankel
Richard B. Freeman
Kenneth R. French
*Jacob A. Frenkel
Benjamin M. Friedman
Kenneth A. Froot
Victor R. Fuchs
Don Fullerton
Melvyn A. Fuss
David W. Galenson
Robert E. Gallman
Alan M. Garber
Martin Gaynor
Mark Gertler
Paul J. Gertler
Francesco Giavazzi
Robert S. Gibbons
*Alberto Giovannini
Claudia Goldin
*Linda S. Goldberg
Fred Goldman
Robert J. Gordon
Roger H. Gordon
Gary B. Gorton
Wayne Gray
Jerry R. Green
Shane Greenstein
Zvi Griliches
Gene M. Grossman
Herschel I. Grossman
Michael Grossman
Sanford J. Grossman
Alan L. Gustman
Michael R. Haines

*On Leave for Government Service
+On Leave for Nongovernment Service

Bronwyn H. Hall
Robert E. Hall

John C. Haltiwanger
Daniel S. Hamermesh
Lars P. Hansen

Eric A. Hanushek
Jeffrey E. Harris
Oliver D. Han
Campbell R. Harvey
Jerry A. Hausman
Fumio Hayashi
Geoffrey Heal
James J. Heckman
John F. Helliwell
Elhanan Helpman
Patric H. Hendershott
J. Vernon Henderson
Rebecca Henderson
Robert J. Hodrick
Bengt R. Holmstrom
Douglas Holtz-Eakin
Charles Y. Horioka
R. Glenn Hubbard
Charles R. Hulten
Michael D. Hurd
Casey Ichniowski
Robert P. Inman
*Takatoshi Ito

Adam B. Jaffe
Michael C. Jensen
Paul L. Joskow
Boyan Jovanovic
Theodore J. Joyce
Kenneth L. Judd
Robert Kaestner
Edward J. Kane
Steven N. Kaplan
Louis Kaplow
Lawrence F. Katz
John Kennan

Miles S. Kimball
*Mervyn A. King
Robert King

Morris M. Kleiner
Sanders Korenman
Laurence J. Kotlikoff
Kala Krishna

Alan B. Krueger
Anne O. Krueger
Paul Krugman
Douglas L. Kruse
Josef Lakonishok
Naomi R. Lamoreaux
Robert Z. Lawrence
Edward P. Lazear
Edward E. Leamer
Blake D. LeBaron
John B. Legler
Richard M. Levich
James A. Levinsohn
Karen K. Lewis
Eugene Lewit

Gary D. Libecap
Frank R. Lichtenberg
Robert E. Lipsey
Andrew W. Lo
Robert E. Lucas Jr.
*Lisa M. Lynch
Richard K. Lyons

Jorge Braga de Macedo
A. Craig MacKinlay
Thomas E. MaCurdy
Jacques Mairesse

N. Gregory Mankiw
Charles F. Manski
Robert A. Margo
James R. Markusen
Richard C. Marston
Jeffrey K. MacKie-Mason
Bennett T. McCallum
Daniel L. McFadden
Charles E. McLure Jr.
James L. Medoff
Robert C. Merton
Bruce D. Meyer
Jacob Mincer
Jeffrey A. Miron
*Frederic S. Mishkin
Olivia S. Mitchell
Naci H. Mocan
Robert A. Moffitt
Edward B. Montgomery
Michael J. Moore
John Mullahy
Richard Murnane
*Michael L. Mussa
Kevin M. Murphy
Stewart C. Myers

M. Ishaq Nadiri
David Neumark
William D. Nordhaus
Maurice Obstfeld
Ariel Pakes
Christina Paxson
Torsten Persson
Charles E. Phelps
Robert S. Pindyck
A. Mitchell Polinsky
Clayne L. Pope
Robert H. Porter
Richard Portes
James M. Poterba
Edward C. Prescott
Andrew D. Racine
Raghuram Rajan
James E. Rauch
Assaf Razin

Peter C. Reiss

J. David Richardson
Mark J. Roberts
Hugh T. Rockoff
Dani Rodrik
Kenneth S. Rogoff
Christina D. Romer
David H. Romer
Paul M. Romer
Andrew K. Rose
Nancy L. Rose
Harvey S. Rosen
Sherwin Rosen
Joshua Rosenbloom
Julio J. Rotemberg
Michael Rothschild
Richard S. Ruback
*Christopher Ruhm
Jeffrey D. Sachs
Henry Saffer

David S. Salkever

Garth Saloner
Thomas J. Sargent
David S. Scharfstein
Richard Schmalensee
tMyron S. Scholes
Anna J. Schwartz
G. William Schwert
Nevin S. Scrimshaw
Carl Shapiro
Matthew D. Shapiro
Steven Shavell
Kathryn L. Shaw
Robert J. Shiller
Andrei Shleifer
John B. Shoven
Christopher A. Sims
Jody L. Sindelar
Burton H. Singer
Kenneth J. Singleton
Hans-Werner Sinn
Jonathan S. Skinner
Joel B. Slemrod
Frank A. Sloan
Kenneth L. Sokoloff
Barbara J. Spencer
Robert W. Staiger
Robert F Stambaugh
Richard H. Steckel
Jeremy C. Stein
*Joseph E. Stiglitz
James H. Stock
Alan C. Stockman
Rene M. Stulz
*Lawrence H. Summers
Richard C. Sutch
Lars E.O. Svensson
Richard Sylla
John B. Taylor
Peter Temin
Richard H. Thaler
Marie C. Thursby
Shernidan Titman
Robert H. Topel
Manuel Trajtenberg
*Robert Triest
James Trussell
Steven F. Venti
W. Kip Viscusi
Robert W. Vishny
John J. Wallis
Mark W. Watson
Philippe Weil
Thomas J. Weiss
Kenneth D. West
John Whalley
Michael D. Whinston
Eugene N. White
Jeffrey G. Williamson
Larry T. Wimmer
David A. Wise
Ann Dryden Witte
Frank A. Wolak
Barbara L. Wolfe
Mark A. Wolfson
Michael Woodford
Victor Zarnowitz
Richard J. Zeckhauser
Stephen P. Zeldes
Lynne Zucker
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During the past decade, the Medi-
caid program has undergone a series
of changes relating to eligibility. In
particular, two new categories of el-
derly Medicaid recipients, known as
Qualified Medicare Beneficiaries
(QMBs) and Specified Low Income
Medicare Beneficiaries (SLMBs), were
created. The income and asset limits
to qualify under these programs were
less strict than the limits under exist-
ing Medicaid categories, and 1.9 mil-
lion senior citizens were enrolled in
the QMB program in 1993. Yelowitz
finds that actual Medicaid eligibility
increased dramatically, from 8 per-
cent in 1987 to 12.5 percent in 1995.
The expansions for the elderly
resulted in dramatically higher
Medicaid takeup rates than similar
expansions for children. For every
100 elderly who became eligible, 55
took it up. Approximately one-half of
the new Medicaid recipients had
some private form of supplemental
insurance coverage, resulting in
crowdout of 50 percent. Crowdout
was concentrated among the
youngest of senior citizens (aged 65
to 69). Among this younger group,
crowdout was 66 percent. Among the
oldest in the sample (aged 75 and
older), crowdout was much smaller
(25 percent). As expected, crowdout
appears to come from individuals
dropping privately purchased health
insurance rather than dropping
employer provided retiree health

insurance. Finally, there is weak evi-
dence that expansions increased
health care utilization.

The future course of old-age mor-
tality is of extreme importance to the
public sector expenditures in many
countries in which programs such as
Social Security and Medicare involve
large fractions of the public budget.
Mullin and Philipson argue that the
competitive market prices of mortal-
ity contingent claims, such as annu-
ities and life-insurance, contain useful
information about the market’s opin-
ion of the course of future old-age
mortality. They find that the market
reveals a continued fall in cohort-spe-
cific hazard functions that is larger
than that predicted by government
bureaucrats.

The U.S. market for vaccines is
characterized by the federal govern-
ment’s large role as a purchaser and
distributor; small numbers of supplier
firms; and limits on short-run expan-
sion of production capacity. Inter-
actions between pricesetting for
public and private sales in this mar-
ket can be interrelated in various
ways. Frank and Salkever explore
these interactions and find that pri-
vate prices strongly affect prices
negotiated by the federal govern-
ment. Further, the direct effect of
increasing numbers of suppliers
occurs mainly in the private pricing
process; the effect on government

prices is not strong (holding private
sector prices constant).

Encinosa and his co-authors in-
corporate the sociological concept of
“group norms” — the social interac-
tions that result from individuals’
comparisons of their effort and pay
level with those of their coworkers —
into an economic analysis of pay sys-
tems. Using a behavioral model] and
a unique survey of medical groups,
they find that norms are binding con-
straints in the choice of pay practices.
But while group norms matter, they
are not all that matters. Among a
sample of physicians, income insur-
ance and multi-task considerations
also shape pay policies. The authors
conclude that the concept of group
norms augments rather than replaces
more conventional economic analy-
ses of pay practices.

Gertler and Gruber investigate
the ability of households in Indonesia
to smooth their consumption around
major changes in the health status —
measured by an index of activities of
daily living (ADL) — of the house-
hold head. Using data from 1991 and
1993, they find that household heads
who see reductions in their ADL
index are likely to drop out of the
labor force, significantly lowering the
income of their family. Indonesian
families appear able to smooth only
about % of the income lost because
of a major illness.
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Barberis, Shleifer, and Vishny
point out that recent empirical
research in finance has uncovered
two pervasive facts: underreaction of
stock prices to news, such as earn-
ings announcements, and overreac-
tion of stock prices to a series of
good or bad news. They model in-
vestor sentiment — that is, how inves-
tors form beliefs — consistent with
these empirical findings. Their model
is based on psychological evidence,
and produces both under- and over-
reaction under a wide range of
circumstances.

Daniel, Hirshleifer, and
Subrahmanyam propose a theory
based on investor overconfidence
and biased self-attribution to explain
several of the securities returns pat-
terns that seem anomalous from the
perspective of efficient markets with
rational investors. The premise of the
theory is that individuals are over-
confident about their ability to evalu-
ate securities, in the sense that they
overestimate the precision of their
private information signals. As a
result, there is overreaction to the

arrival of private information and
underreaction to the arrival of public
information.

DeSantis and Gerard focus on
the role of currency risk in interna-
tional financial markets. They find a
role for both market and foreign
exchange risk. However, both
sources of risk are detected only
when their prices are allowed to
change over time. The evidence also
indicates that, with the exception of
the U.S. equity market, the premium
for bearing currency risk often repre-
sents a significant fraction of the total
premium.

Lo and Wang examine the impli-
cations of portfolio theory for the
cross-sectional behavior of equity
trading volume. They test the theory
using weekly turnover data for NYSE
and AMEX securities from 1962 to
1994, and find strong evidence
against two-fund separation. Volume
appears to be driven by a two-factor
linear model.

Campbell and Viciera propose a
new approach to a classic unsolved
problem in financial economics: the

optimal choice of consumption and
portfolio on the part of a long-lived
investor facing time-varying invest-
ment opportunities. When their
model is calibrated to U.S. stock mar-
ket data, it implies that intertemporal
hedging motives greatly increase,
and may even double, the average
demand for stocks by investors
whose risk-aversion coefficients
exceed one.

Luttmer defines a lower bound on
the fixed cost that is required for
observations of consumption choices
to be consistent with data on asset
returns and a given set of prefer-
ences. He estimates that a consumer
with “log utility” who consumes at
the level of U.S. per capita consump-
tion must face a fixed cost of at least
3 percent of monthly per capita con-
sumption. The fixed cost bound
declines rapidly with increases in risk
aversion, or when certain restrictions
on short selling are included.
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Do workers quit their jobs when
disability benefits increase? To try to
answer this question, Gruber studies
the Canadian experience, which
involves two distinct disability insur-
ance (DI) programs, one for Quebec
and the other for the rest of Canada,
The latter program raised its benefits
by 32 percent in January 1987, while
benefits remained constant in
Quebec. Gruber finds that there was
a sizeable labor supply response to
the policy change; he estimates that
the elasticity of labor force nonpar-
ticipation with respect to DI benefits
is 0.32. This response may be large
enough to wipe out any welfare
gains from the increase in benefits.

Using data from the Survey of
Income and Program Participation,
Yelowitz shows that expanding eli-
gibility for Medicaid during the 1980s
increased participation in the food
stamp program: the expansions
explain approximately 10 percent of
the growth in food stamps between
1987 and 1995. He concludes that
this effect came mainly through
increased awareness of the food
stamp program, with decreased labor
supply explaining only a small por-
tion of the growth. One implication
of this finding, Yelowitz notes, is that
scaling back Medicaid eligibility is
not likely to reduce the food stamp

rolls, even though expanding Medi-
caid eligibility increased them.

Hao and Rosen model the market
for job assignments with uncertainty
about applicants’ productivity in the
first period. They use their model to
understand incentives toward early
contracts or “unraveling” in labor
markets for entry-level professionals.
The economic benefit of unraveling
is to provide insurance in the
absence of complete markets, but it
can come at the cost of inefficient
assignments. Without reentry, unrav-
eling need not occur. If unsuccessful
early contracts can be bought out by
the employer, then inefficiencies in
assignments are eliminated, and
unraveling always.occurs between
firms and the more promising appli-
cants. The efficiency gains of buyouts
can be distributed unevenly, though,
and sometimes firms benefit from a
ban on buyouts.

Since 1979, the Bureau of Labor
Statistics (BLS) has nearly quadrupled
the size of the sample it uses to esti-
mate monthly employment changes.
The magnitude of sampling variabil-
ity has declined in proportion to the
increase in the sample size. Still,
there is no evidence that the bond
market’s reaction to employment
news intensified in the late 1980s or
early 1990s. For the time period as a

whole, Krueger reports, an unex-
pected increase of 200,000 jobs is
associated with an 8-basis point
increase in the interest rate on 30-
year Treasury bonds, and a 9-basis
point increase in the interest rate on
3-month bills, all else equal. Addi-
tionally, announced hourly wage
increases are associated with higher
long-term interest rates, while an-
nounced changes in the unemploy-
ment rate and revisions to past
months’ employment estimates have
a statistically insignificant effect on
long-term interest rates.

Starting in 1985, (West) German
unions began to reduce standard
hours on an industry-by-industry
basis in an attempt to lower unem-
ployment. Using both individual data
from the German Socio-Economic
Panel and industry data, Hunt finds
that in 1984-9, employment rose by
0.3 to 0.7 percent in response to a
one-hour fall in standard hours, but
that total hours worked fell by 20 3
percent, implying possible output
losses. As a group, workers were bet-
ter off, however, because the wage
bill rose. Still, the growth in employ-
ment — at most 1.1 percent — was
not enough to bring Germany close
to the U.S. rate, and the results for
1990—4 were even more pessimistic,
Hunt reports,
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Using data from the 1988 “wave”
of the National Educational Longi-
tudinal Survey, Currie and Thomas
show that black and Hispanic chil-
dren who attended Head Start go on
to poorer quality schools than other
minority children (that is, all minority
children do poorly in these schools.)
Some aspects of school quality do
influence gains for black children
from the Head Start program: hours
of homework; average attendance;
standards for promotion to next
grade; and whether the school is
public or private. Class size and
teacher qualifications have little effect
on how well black children who
attended Head Start do in school,
though. Currie and Thomas conclude
that “the effects of Head Start fade
out more rapidly among minority stu-
dents than among whites, because
minority Head Start children are
more likely to subsequently attend
‘bad’ schools?

Heckman and his co-authors
examine the role of ability in explain-
ing the rise in the economic return to
education. They find mild evidence
that the college-high school premium
by age has increased most for per-
sons of high ability. They also note
that the available evidence on the
role of ability in reducing the growth

in the return to schooling is for
young people. In an economic envi-
ronment that shifts in favor of skilled
labor, the return to ability increases,
but the college-high school wage dif-
ferentials by age increase uniformly
across all ability levels. A shift in
demand towards high skill workers
reduces the college-high school dif-
ferential for young workers. Thus,
the evidence for young workers
which is featured in discussions of
the effect of ability on returns to
schooling, is a poor guide to the ef-
fect of ability on wages and the return
to education over the life cycle.
Using data on 769 school districts’
curricular and extracurricular policies
along with data on the demographics
of these districts, Hoxby finds that
what parents say they want out of
schools is what they really choose
when they have the opportunity to
choose among schools. Schools op-
erating in metropolitan areas where
parents have more choice among
school districts (through residential
decisions) exhibit: more parental
involvement; more challenging cur-
ricula; stricter academic require-
ments; and more structured and
discipline-oriented environments.
Blau estimates the effects of family
income on child development, as

measured by scores on tests of cog-
nitive, social, and emotional devel-
opment. He finds that the effects are
small. Fixed family background char-
acteristics play a much more impor-
tant role than income in determining
child outcomes. Thus, policies that
affect family income will have little
direct impact on child development.

Greene and his co-authors exam-
ine the results of the Milwaukee
school choice plan, approved by the
Wisconsin state legislature in 1990.
They find that students in choice
schools, in their third and fourth
years, scored from 3 to 5 percentage
points higher on average in reading
and 5 to 12 points higher in mathe-
matics than a randomly selected con-
trol group. By way of comparison, a
difference of 8 points wipes out half
the observed difference between the
performance of whites and minorities
on nationally standardized tests.

In 1990, Wisconsin became the
first state in the country to provide
vouchers to low-income students to
attend nonsectarian private schools.
Rouse estimates the effect of the pro-
gram on math and reading scores.
She compares the academic achieve-
ment of students who were selected
to those who were not selected, and
then estimates the effectiveness of
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private schools relative to public
schools. She finds that the Milwaukee
Parental Choice Program had a posi-

tive effect on the math achievement
of those who attended a private

school, but had no benefit for read-
ing scores.

McClellan and Skinner use
claims data from the 1990 Medicare 5
percent sample of beneficiaries to
measure overall Medicare spending
and mortality experiences for a sam-
ple of roughly 1.4 million people
over age 65. They find that expendi-
tures are typically higher for high
income households, with nearly 40
percent difference between the top
and bottom income deciles among
those age 85 and over. For the
younger groups, mortality rates
among low income households are
substantially higher than among
households with more income.
However, procedures used largely by
higher income groups may have little

marginal impact on health status.
Hence, finding that higher income
groups receive more in Medicare
benefits does not address the harder
question of whether higher income
groups enjoy greater improvements
in health relative to poorer groups.
Fullerton and Metcalf show that
whether policies raise revenue or
not, they can increase welfare through
environmental protection without
exacerbating the distortion of labor.
These favorable effects can be
achieved by taxes that raise revenue,
through certain regulations that raise
no revenue, and even with subsidies
that cost revenue. Policies that gen-
erate privately-retained scarcity rents

which raise the costs of production
and equilibrium output prices, and
thus reduce the real net wage, will
exacerbate the pre-existing distortion
of the labor tax. Such policies include
both quantity-restricting command
and control policies, and marketable
permit policies. '
Goulder and his co-authors find
that interactions with pre-existing
taxes fundamentally influence the
costs of regulation and seriously mil-
itate against pollution abatement
policies that do not raise revenue.
These results are relevant to govern-
ment regulation outside the environ-
mental area as well, they note. To the
extent that government regulations of
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international trade or agricultural pro-
duction raise the costs of output and
thereby reduce real factor returns,
these regulations exacerbate the
labor market distortions from pre-
existing taxes and thus can involve
higher social costs than would be indi-
cated by partial equilibrium analyses.
Cutler and McClellan examine
the sources of expenditure growth in
heart attack treatment. First they
show that essentially all of the cost
growth is a result of the diffusion of
particular intensive technologies; the
prices paid for a given level of tech-
nology have been constant or falling
over time. Examining a number of
factors, they conclude that insurance
variables, technology regulation, and
provider interaction have the largest
effect on technological diffusion.
Hines examines the effect of tax

incentives on corporate investment.
Tax benefits for certain assets encour-
age firms to shift their investments
toward those assets. Such shifting
reduces the expected pretax prof-
itability of investment, thereby reduc-
ing payoffs to bondholders in the
event of bankruptcy. Anticipation of
this asset substitution raises the risk
premium on corporate debt, which in
turn discourages investment. The
interaction between interest rates and
tax policy can be so powerful that
targeted tax incentives have little
effect on aggregate business invest-
ment, and in some circumstances
may even reduce total investment.
Hendershott and his co-authors
assess the impact of income and
property taxes on house prices using
data for 63 metropolitan areas from
1970 to 1990. They find that marginal

income and property tax rates are
capitalized fully in house prices and
explain a significant proportion of
the regional variation in those prices.
They show that the removal of the
interest and property tax deduction
will reduce the average house price
by 14 percent and could result in
house price declines of up to 30 per-
cent in some locations.

According to Sinn, systems com-
petition cannot work when govern-
ments respect the Subsidiarity
Principle, which implies that govern-
ments will step in where markets fail.
He presents three models which
illustrate this point: one concerned
with congestion-prone public goods;
a second which considers the insur-
ance function of redistributive taxa-
tion; and a third which studies the
role of quality regulation.

Gilson and Warner investigate
why firms issue junk bonds and then
use the proceeds to pay down their
bank debt. They suggest that firms
undertake these substitutions to pre-
serve financial flexibility. Junk bond
substitutions typically occur around
negative earnings surprises. Since
junk bonds contain substantially
fewer and less restrictive covenants

than bank debt, and also because
they mature later, these substitutions
reduce the probability of default and
increase the range of activities in
which firms can engage. The earn-
ings surprises are short term, and
firms eventually reborrow from
banks. Junk bond issues convey neg-
ative information about sample firms’
prospects and cause stock prices to

fall, but the decline is less severe for
firms that benefit more from the
increased financial flexibility.
Scharfstein and Stein show how
rent-seeking behavior on the part of
division managers can subvert the
workings of an internal capital mar-
ket. In an effort to stop rent-seeking,
corporate headquarters will be forced
into effectively paying bribes to some
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division managers. And, because
headquarters is itself an agent of out-
side investors, the bribes may take
the form not of cash, but rather of
preferential capital budgeting alloca-
tions. One interesting feature of their
model is a kind of “socialism” in
internal capital allocation, whereby
weaker divisions tend to get subsi-
dized by stronger ones.

From 1863-1933, commercial bank
shareholders were subject to a broad
range of liability rules ranging from
limited liability to unlimited liability
for creditor obligations. By increas-
ing shareholder liability, the regula-
tors hoped to reduce the incentives
for risk shifting in these highly lever-
aged institutions. Using data from
1911-15, Esty finds that equity trades
as if contingent liability were in
effect, and that portfolio allocation is

a function of the severity of liability.
This shows that the shape of the
equityholders’ payoff function has a
significant impact on incentives, par-
ticularly with regard to risk taking.
More generally, contingent liability
could be an effective complement to
existing bank regulations.

Lerner examines the impact of the
largest U.S. public venture capital ini-
tiative, the Small Business Innovation
Research (SBIR) program, which has
provided over $6 billion to small high
technology firms between 1983 and
1995. Using a unique database of
awardees compiled by the U.S.
General Accounting Office, he shows
that SBIR awardees grew significantly
faster than a matched set of firms
over a 10-year period. The positive
effects of SBIR awards were confined
to firms based in zip codes with sub-

stantial venture capital activity.

Many dividend theories imply that
changes in dividends contain infor-
mation about the future earnings of
the firm. Benartzi, Michaely, and
Thaler investigate this implication,
and find little support for it. Firms
that increase dividends in a given
year have significant earnings in-
creases in that year and the prior
year, but show no subsequent unex-
pected earnings growth. Also, the
size of the dividend increase does
not predict future earnings. However,
dividend changes do have predictive
power for future returns. Firms that
increase dividends have significantly
positive excess returns for the next
three years, while firms that cut divi-
dends experience (less significant)
negative excess 3-year returns.

Alesina and Perotti study how
the composition of fiscal adjustments
influences their likelihood of “suc-
cess”, defined as a long-lasting deficit

reduction, and their macroeconomic
consequences. They find that fiscal
adjustments which rely primarily on
spending cuts on transfers and the

government wage bill have a better
chance of being successful and are
‘expansionary; fiscal adjustments
which rely primarily on tax increases
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and cuts in public investment tend
not to last and are contractionary.

Chari, Kehoe, and McGrattan
ask whether staggered price setting
can generate persistent fluctuations
in output following monetary shocks.
They construct a business cycle ver-
sion of a standard sticky price model
in which imperfectly competitive
firms set nominal prices in a stag-
gered fashion. They assume that
prices are exogenously sticky for a
short period of time. They find the
amount of endogenous stickiness to
be small. As a result, such a model
cannot generate persistent move-
ments in output following monetary
shocks.

Mishkin explains how a develop-
ing economy can shift dramatically
from a path of reasonable growth
before a financial crisis, as in the case
in Mexico in 1994, to a sharp decline

Mehrez investigates the dynamics
of output, employment, and prices in
an economy with costs of adjusting
labor and prices. He develops a
model with infrequent price and
labor adjustments. He derives the
firms’ multivariate distribution of
prices and the deviation of employ-
ment from its optimal level and uses
them to determine the dynamics of

in economic activity after a crisis.
Using an asymmetric information
framework, he shows why the bank-
ing sector is so important to the
economy, particularly in developing
countries, and he provides a rationale
for bank regulation and supervision.
The appropriate institutional struc-
ture is critical to preventing banking
and financial crises in developing
countries and to reducing their unde-
sirable effects if they should occur.
Shea asks whether parents’ in-
come per se has a positive impact on
children’s human capital accumula-
tion. He focuses on income variation
attributable to factors that arguably
represent luck: father’s union status;
industry status; and job loss because
of “establishment death” He finds
that changes in parents’ income
attributable to luck have at best a
negligible impact on children’s skills.

the price level, aggregate employ-
ment, and aggregate output. He
shows that in such an economy,
money is not neutral.

Shiller presents and analyzes the
results of informal interviews and for-
mal questionnaire surveys of 274
people in the United States and
Turkey to help understand why the
general public appears not very inter-

Bernanke and Woodford address
the issue of existence and unique-
ness of rational expectations equilib-
riums when the central bank uses
private-sector forecasts as a guide to
policy actions. They show that strict
targeting of inflation forecasts is typ-
ically inconsistent with the existence
of rational expectations equilibriurms,
and that policies approximating strict
inflation-forecast targeting are likely
to have undesirable properties. They
also show that economies with more
general forecast-based policy rules
are particularly susceptible to multi-
ple equilibriums. They conclude that
while private-sector forecasts may
contain information useful to the cen-
tral bank, ultimately the monetary
authorities must rely on an explicit
structural model of the economy to
guide their policy decisions.

ested in plans to manage consumer
price index risk by indexation of con-
tracts. He chooses Turkey for study
because it has very high inflation, no
legal barriers to indexation, and yet
almost no indexation.

The paper by Shafir and Tversky
notes that when thinking under
uncertainty, people often do not con-
sider appropriately each of the rele-
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vant branches of a decision tree, as
required by consequentialism. As a
result, they sometimes violate
“Savage’s sure-thing principle” In the
Prisoner’s Dilemma game, for exam-
ple, many subjects compete when
they know that the opponent has
competed and when they know that
the opponent has cooperated, but
cooperate when they do not know
the opponent’s response. The
authors also interpret “Newcomb’s
Problem” and “Wason’s selection
task” as manifestations of nonconse-
quential decisionmaking and reason-
ing. They discuss the causes and
implications of such behavior, and
the notion of quasi-magical thinking.

Campbell and Kamlani conduct

a survey of 184 firms to discriminate
among competing theories of wage
rigidity. They find the strongest sup-
port for models in which effort de-
pends on wages, and for the adverse
selection model. In addition, reduc-
ing turnover appears to be an impor-
tant explanation of wage rigidity,
particularly for white-collar workers.
Other significant findings are that
respondents felt that wages had a
greater impact on the effort of low-
skilled workers than of high-skilled
workers; that workers’ effort was
more affected by wage changes than
by wage levels; and that effort re-
sponded more strongly to wage
decreases than to wage increases.
AKkerlof and his co-authors dem-

Productivity Program Meeting

Around 35 members and guests of
the NBER’s Program on Productivity
met in Cambridge on December 13
to discuss pricing and productivity in
the health care industry. The meet-
ing’s organizers were David Cutler,
NBER and Harvard University, and
Ernst Berndt, NBER and MIT. The
discussion centered around the fol-
lowing works in progress:

Ernst Berndt; Iain M.Cockburn,
NBER and University of British
Columbia; and Richard Frank
and Zvi Griliches, NBER and
Harvard University, “Price Indices
for the Treatment of Depression”
Sara Ellison, MIT, and Judith
Hellerstein, NBER and University
of Maryland, “Issues in Antibiotics
Pricing”

Yain M. Cockburn, “Hedonic
Analysis of Arthritis Drugs”
David Cutler; Mark B. McClel-
lan, NBER and Stanford Univer-
sity; and Joseph Newhouse,
Harvard University, “Prices and
Productivity in Managed Care
Insurance”

Frank R. Lichtenberg, NBER and
Columbia University, “The Effect
of Health Care Financing on the
Practice of Outpatient Medicine”
Scott Stern, NBER and MIT, and
Manuel Trajtenberg, NBER and
Tel-Aviv University, “Calculating
the Patient Welfare Benefits from
Pharmaceutical Innovation”

The program concluded with a
panel discussion on “Issues in

onstrate the prevalence of downward
wage rigidity in the U.S. economy
and model its significance for the
economy’s performance. Downward
rigidity interferes with the ability of
some firms to make adjustments in
real wages, leading to inefficient re-
ductions in employment. The authors
estimate that the difference in the
sustainable rate of unemployment
between operating with a steady 3
percent inflation rate and with zero
inflation is between 1 and 2.6 per-
centage points. Thus, they conclude
that targeting zero inflation will lead
to inefficient allocation of resources
as reflected in a sustainable rate of un-
employment that is unnecessarily high.

Accounting for Medical Sector
Output and Prices.” The panelists
were: Dennis S. Fixler, Bureau of
Labor Statistics; Jack E.Triplett, Bureau
of Economic Analysis; Joseph New-
house; and Zvi Griliches.

In addition to these authors and
panelists, representatives of the phar-
maceuticals industry; the U.S. Bureau
of Labor Statistics — whose Con-
sumer Price Index must depend, at
least in part, on the accuracy of mea-
surement of drug prices; and the
National Institutes of Health, all
joined in the discussion, along with
other academic economists.
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Bureau Books

The Economics of
New Goods

The Economics of New Goods,
edited by Timothy F. Bresnahan and
Robert J. Gordon, is now available
from the University of Chicago Press
for $75.00. The eleven essays in this
volume, which is part of the NBER’s
Series of Studies on Income and
Wealth, analyze and discuss how to
quantify the effects of new goods on
economic well being. The various
authors explore how to convert the
broad notion that new goods
improve human welfare into specific,
quantitative ideas about measurable
improvements in welfare. They also
provide case studies of the problems
encountered in the process.

Bresnahan is an NBER research

associate in the programs in indus-
trial organization and productivity,
and a professor of economics at
Stanford University. Gordon is an
NBER research associate in the pro-
grams in economic fluctuations and
growth, productivity, and interna-
tional finance and macroeconomics;
he is also a professor of economics at
Northwestern University

The Economic
Effects of Aging in
the United States
and Japan

The Economic Effects of Aging in
the United States and Japan, edited
by Michael D. Hurd and Naohiro
Yashiro, is available from the Univer-
sity of Chicago Press for $65.00. This
book should be of interest to geron-
tologists and sociologists, as well as
€conomists.

The volume is the result of a con-
ference, cosponsored by the NBER
and the Japan Center for Economic
Research (JCER), which explored the
similarities and differences in the
effects of aging on the economies in
the two countries. The essays, writ-
ten by leading U.S. and Japanese spe-
cialists in the field of aging, point out
that there will be substantial similari-
ties between the countries; any dif-
ferences will be more of degree than
type, as a result of the different cul-
tures and institutions.

Hurd is an NBER research associ-
ate in the program on aging and a

professor of economics at State
University of New York, Stony Brook.
Yashiro is a professor of economics
at Sophia University and a senior
economist at the JCER.

The Effects of U.S.
Trade Protection
and Promotion
Policies

The Effects of U.S. Trade Protection
and Promotion Policies, edited by
Robert C. Feenstra, will be available
this spring from the University of
Chicago Press for $58.00. The twelve
essays in this volume examine three
main themes: trade and investment
with Japan; the U.S. response to
“unfair” trading practice; and indus-
try- and country-specific trade poli-
cies. Among the interesting findings
are that some policies can act simul-
taneously as import protection and
export promotion; that the threat of
protection often can be as effective
as protection itself; and that domestic
policy has as much effect on trade
and investment as trade policy does.

This volume should be of interest
to government policymakers in the
area of trade, representatives of
multinational businesses, and inter-
national economists. Feenstra, its edi-
tor, is an NBER research associate
and director of the Bureau’s Program
of Research on International Trade
and Investment. He is also a profes-
sor of economics at University of
California, Davis.
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NBER Working Papers

The Long-Run U.S./UK.
Real Exchange Rate
Charles M. Engel and
Chang-Jin Kim

NBER Working Paper No. 5777
September 1996

JEL No. F40

International Finance and
Macroeconomics

We investigate the behavior of the
long-run U.S./U.K. real exchange rate
from 1885 to 1995. Our long-run real
exchange rate series is derived from
an unobserved components model
that divides the real exchange rate
into permanent and transitory com-
ponents. The transitory component
has variances that switch, according
to a Markov process, among low-,
medium- and high-variance states.
The underlying assumptions of our
time-series model are based on an
economic theory in which the per-
manent component represents real
influences, while the transitory com-
ponent represents primarily short-run
movements caused by fluctuations in
the nominal exchange rate. Because
the model is difficult to estimate by
standard methods, we describe how
the method of Gibbs sampling can
handle this difficulty. We find that our
long-run real exchange rate series
moves similarly to other measures
proposed in the literature based on
economic models.




Children and their Parents’
Labor Supply: Evidence
from Exogenous Variation
in Family Size

Joshua D. Angrist and

William N. Evans

NBER Working Paper No. 5778
September 1996

JEL Nos. JO, J2

Labor Studies

Although theoretical models of
Jabor supply and the family are well
developed, there are few credible
estimates of the key empirical rela-
tionships in the work-family nexus.
This study uses a new instrumental
variable, the sex of the first two chil-
dren of families with two or more
children, to estimate the effect of
additional children on parents’ labor
supply. Instrumental variables esti-
mates using the children’s sex are
substantial, but smaller than the cor-
responding ordinary least squares
(OLS) estimates. Moreover, unlike the
OLS estimates, there appear to be no
effects on the female labor supply
based on children’s sex among more
educated women and women with
high-wage husbands. We also find
that married women who have a
third child reduce their labor supply
by as much as women in the full
sample, while there is no relationship
between wives’ childbearing and
husbands’ labor supply. Finally, we
compare these results to estimates
produced with twins as instruments.
The estimates based on twins are
very close to the estimates based on
children’s sex, once they are cor-
rected for differences in the ages of
the children. The estimates imply that
the labor supply consequences of
childbearing disappear by the time
the child is about 13 years old.

Executive Compensation
and the Optimality of
Managerial Entrenchment
Gary B. Gorton and

Bruce D. Grundy

NBER Working Paper No. 5779
September 1996

JEL No. G13

Corporate Finance

Firms are more complicated than
standard principal-agent theory
allows: they have assets in place;
they endure through time, allowing
for the possibility of replacing a
shirking manager; they have many
managers, constraining the amount
of equity that can be awarded to any
one; and, a firm’s owner can transfer
some contro] to a manager, thereby
entrenching him or her. Recognizing
these characteristics, we solve for the
vesting dates, wage, equity, and
options components, and control
rights of an optimal contract. Mana-
gerial entrenchment makes the
promise of deferred compensation
credible. Deferring compensation by
delaying vesting reduces a manager’s
ability to free-ride on a replacement’s
effort.

Pension System Reform:
The Mexican Case

Carlos Sales-Sarrapy, Fernando
Solis-Soberdn, and Alejandro
villagomez-Amezcua

NBER Working Paper No. 5780
September 1996

Public Economics

This paper analyzes the Mexican
pension reform of December 1995.
Essentially, the reform substituted a
defined-benefit pay-as-you-go system
with a fully funded defined-contribu-
tion system based on individual
accounts with a minimum pension
guarantee provided by the govern-
ment. Total contributions to the
accounts will amount to 13.5 percent
of salary for the average worker, plus
2.5 percent for disability and life

insurance that will still be managed
by the government’s Social Security
Institute (IMSS). The new system,
while sharing many common e€le-
ments with other Latin American
experiences, has some advantages
and disadvantages over them. As an
advantage, the new system com-
pletely substitutes for the old system;
it reduces administrative costs by lim-
iting the number of transfers between
pension fund managers to one per
year; pension managers are allowed
to operate several funds; the law
does not establish a minimum guar-
anteed rate of return for pension
funds; and there is a centralized con-
tributions collection agency. Among
its disadvantages are the prohibition
of funds from investing in foreign
securities; the IMSS as the sole
provider of disability and life insur-
ance; the IMSS being able to operate
as a pension fund manager; the hous-
ing subaccount offering low returns;
limits on market share; and portabil-
ity problems. Finally, the fiscal cost of
the transition to the new system is
relatively low compared to similar
reforms in other Latin American
countries, we find.

Child Support and Fathers’
Remarriage and Fertility
David E. Bloom, Cecilia Conrad,
and Cynthia Miller

NBER Working Paper No. 5781
October 1996

JEL No. J1

Aging, Health Care, Labor Studies

We test the hypothesis that child
support obligations impede remar-
riage among nonresident fathers.
Hazard models fitted to data from the
National Longitudinal Survey of
Youth and from the Survey of
Income and Program Participation
reveal that child support obligations
do deter remarriage among low-
income nonresident fathers. The ben-
efits to children of stricter child
support enforcement thus are dimin-
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ished by the negative effects of child
support on remarriage, because a
substantial share of nonresident
fathers remarry and help to support
women with children. Indeed, simple
calculations based on our findings
suggest that the financial benefits to
children in single-parent families of
improved enforcement may be offset
substantially or completely by the
negative effects of enforcement that
operate indirectly through dimin-
ished remarriage. Our results provide
no evidence that child support influ-
ences the nature of matches in the
remarriage market, or the likelihood
of subsequent fertility.

A Critical Assessment

of the Role of Imperfect
Competition in
Macroeconomics

Dennis W. Carlton

NBER Working Paper No. 5782
October 1996

JEL Nos. D43, E12, L16, 034
Economic Fluctuations and Growth,
Industrial Organization

New Keynesian models and some
models of growth rely on market
power for their results. This sole
focus on market power as the source
for certain macroeconomic phenom-
ena is misguided both theoretically
and empirically. New Keynesian mul-
tipliers are related closely to standard
measures of deadweight loss used in
the public finance literature. The the-
oretical analysis shows that a stan-
dard competitive model with taxes
exactly reproduces the multipliers in
the new Keynesian models. The
empirical evidence strongly suggests
that taxes, not market power, will be
the far more important influence on
explaining short-run fluctuations in
GNP. Theory and the empirical evi-
dence suggest that the existence of
intellectual property rights is likely to
be a more important determinant of
innovation than market power.
Finally, I show how models that

incorporate the cost of marketmak-
ing, durability and dynamic policies,
and timing based on the option value
of resolving uncertainty can yield
more valuable insights into macro-
economic phenomena than models
with market power.

DM-Dollar Volatility:
Intraday Activity Patterns,
Macroeconomic
Announcements, and
Longer-Run Dependencies
Torben G. Andersen and

Tim Bollerslev

NBER Working Paper No. 5783
October 1996

JEL Nos. C22, F31, G14, G15

Asset Pricing

We use an annual sample of five-
minute returns to characterize the
volatility in the DM-dollar foreign
exchange market. Our approach
explicitly captures the pronounced
intraday activity patterns, the strong
macroeconomic announcement
effects, and the volatility persistence
that are familiar from lower fre-
quency returns. We quantify the dif-
ferent features separately and show
that together they account for a sub-
stantial fraction of the realized return
variability, both at the intradaily and
the daily levels. Moreover, we dem-
onstrate how the high frequency
returns, when modeled properly,
constitute an extremely valuable and
vastly underutilized resource for
better understanding the volatility
dynamics at the daily or lower
frequencies.

Do Nontraded Goods
Explain the Home Bias
Puzzle?

Paolo Pesenti and

Eric van Wincoop

NBER Working Paper No. 5784
October 1996

International Finance and
Macroeconomics

Interpretations of the home bias
puzzle in international finance fre-
quently have focused on the role of
fluctuations in domestic nontraded
output, through their effects on the
marginal utility of consumption of
tradables. We assess the empirical
relevance of this approach by deriv-
ing an explicit solution for the opti-
mal international portfolio, and
applying our model to a set of 14
OECD countries. Computing asset
returns according to a “fundamen-
tals” approach, we can account for
an average gap of no more than
10-15 percentage points between
estimated domestic ownership shares
and domestic shares under full diver-
sification. When stock market data
are used directly, the predicted co-
efficient of home bias shrinks to 3
percent.

Linear Probability
Models of the Demand
for Attributes with an
Empirical Application to
Estimating the Preferences
of Legislators

James J. Heckman and
James M. Snyder, Jr.

NBER Working Paper No. 5785
October 1996

JEL Nos. C25, D72, D78

Public Economics

We formulate and estimate a rig-
orously-justified linear probability
model of binary choices of alterna-
tives characterized by unobserved
attributes. We apply the model to
estimating the preferences of
Congressmen as expressed in their
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votes on bills. We find the effective
dimension of the attribute space
characterizing votes to be larger than
what has been estimated in recent
influential studies of Congressional
voting by Poole and Rosenthal.
Congressmen vote on more than ide-
ology; issue-specific attributes are-an
important determinant of Congres-
sional voting patterns. The estimated
dimension is too large for the median
voter model to describe Congres-
sional voting.

Measuring Short-Run
Inflation for Central
Bankers

Stephen G. Cecchetti
NBER Working Paper No. 5786
October 1996

JEL Nos. E31, ES2

Monetary Economics

As central bankers intensify their
focus on inflation as the primary goal
of monetary policy, it becomes
increasingly important to have accu-
rate and reliable measures of changes
in the aggregate price level. Mea-
suring inflation is surprisingly dif-
ficult, as it involves two types of
problems. Commonly used indexes,
for example the Consumer Price
Index (CPD), contain both transitory
noise and bias. Noise causes short-
run changes in measured inflation to
reflect movements in long-run trends
inaccurately, while bias leads the
long-run average change in the CPI
to be too high.

In this paper I propose methods
of reducing both the noise and the
bias in the CPI. Noise reduction is
achieved by average monthly infla-
tion in measures called “trimmed
means” over longer horizons.
Trimmed means are similar to medi-
ans calculated by ignoring the CPI
components with extreme high and
low changes each month, and aver-
aging the rest. I find that using three-
month averages halves the noise,
while removing the highest and low-

est 10 percent of the cross-sectional
distribution of inflation reduces the
monthly variation in inflation by
one-fifth.

Testing for the
Fundamental Determinants
of the Long-Run Real
Exchange Rate:

The Case of Taiwan
Hsiu-Ling Wu

NBER Working Paper No. 5787

October 1996

JEL No. F3

This paper reports that the real
exchange rates between the
Taiwanese and the U.S. dollar did not
move as PPP predicts, according to
cointegration tests and analysis of the
impulse response function. Also,
through the analyses of impulse
response functions, I find that inno-
vation in the nominal exchange rate,
domestic, and foreign prices results
in permanent changes in the real
exchange rate. Finally, in the long
run, differential productivity growth
between traded and nontraded
goods, and changes in relative unit
labor cost, can lead to changes in real
exchange rates.

Buffer-Stock Saving and
the Life Cycle/Permanent
Income Hypothesis
Christopher D. Carroll

NBER Working Paper No. 5788
October 1996

JEL Nos. D91, E21

Economic Fluctuations and Growth,
Monetary Economics

This paper argues that saving by
the typical household is described
better by a “buffer-stock” version
than by the traditional version of
the Life Cycle/Permanent Income
Hypothesis model. Buffer-stock
behavior occurs if consumers with
uncertainty about their income are
sufficiently impatient. In the tradi-
tional model, consumption growth is

determined solely by tastes; in the
buffer-stock model, consumers set
their average consumption growth
equal to the average growth of their
labor income, regardless of tastes.
The buffer-stock model can explain
three empirical puzzles: the “con-
sumption/income parallel” of Carroll
and Summers; the “consumption/
income divergence” first documented
in the 1930s; and the stability of the
household age/wealth profile over
time, despite the unpredictability of
idiosyncratic changes in wealth.

Speculative Attacks:
Fundamentals and Self-
Fulfilling Prophecies
Robert P. Flood and

Nancy P. Marion

NBER Working Paper No. 5789
October 1996

We develop a modified “first-gen-
eration model” in order to better
understand the 1994 Mexican peso
crisis and aspects of the European
currency crises in 1992-3. We intro-
duce the assumption that the domes-
tic monetary authority sterilizes the
speculative attack; we incorporate a
stochastic risk premium; and we
allow for some price stickiness. The
modified model shows that macro-
economic policies not consistent in
the longer run with a fixed exchange
rate inevitably can push the economy
towards a currency crisis, but it also
demonstrates how a government cur-
rently following consistent macro-
economic policies suddenly can face
a speculative attack triggered by a
large shift in speculative opinion.
However, the ability of a sudden shift
in speculative opinion to trigger an
attack is limited by the position of
fundamentals. Thus, an attack does
not require a later change in policies
to make it profitable.
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Index Number and Factor
Demand Approaches to the
Estimation of Productivity
David H. Good, M. Ishaq Nadiri,
and Robin C. Sickles

NBER Working Paper No. 5790

October 1996

JEL Nos. 03, O4, L1, L6, L8
Productivity

We review a number of analytical
methods and issues related to identi-
fying and estimating the source of
productivity growth. We also briefly
discuss the two major methods used
in measuring productivity growth:
index numbers and econometric esti-
mation. We examine a number of
substantive issues, including the con-
tribution of R and D capital and R
and D spillovers, infrastructure capi-
tal, allocative distortions, the nature
of the market structure, and techno-
logical advancement on productivity
growth at various levels of aggrega-
tion. We describe the attributes of the
static and dynamic factor demand
models used to estimate the contri-
bution of different inputs to produc-
tivity growth, and discuss the
evaluation of changes in the produc-
tion process changes in response to
exogenous factors, and their impact
on productivity growth. We also
briefly note econometric issues and
data considerati~.is for proper esti-
mation of the underlying structural
models.

Current Account
Sustainability: Selected East
Asian and Latin American
Experiences

Gian Maria Milesi-Ferretti and
Assaf Razin

NBER Working Paper No. 5791
October 1996

JEL Nos. F32, F34

International Finance and
Macroeconommics

A number of developing countries
have run large and persistent current

account deficits in both the late
1970s/early 1980s and in the early
1990s, raising the issue of whether
these persistent imbalances are sus-
tainable. This paper puts forward a
notion of current account sustain-
ability and compares the experience
of three Latin American countries
(Chile, Colombia, and Mexico) and
three East Asian countries (Korea,
Malaysia, and Thailand). We identify
a number of potential indicators of
sustainability and discuss their use-
fulness in predicting external crises.

Understanding Equilibrium
Models with a Small and a
Large Number of Agents
Wouter J. den Haan

NBER Working Paper No. 5792

October 1996

JEL Nos. E21, E43, E44

Economic Fluctuations and Growth

In this paper, I compare a two-
agent asset pricing model with a cor-
responding model with a continuum
of agents. In a two-agent economy,
interest rates respond to “idiosyn-
cratic” income shocks because each
agent represents half of the popu-
lation. These interest rate effects
facilitate consumption smoothing.
However, an agent in a two-agent
economy can never lend more than
the other agent is allowed to borrow,
which prevents the former from
building a buffer stock of assets. For
most parameter values, the first effect
is more important. For some parame-
ter values, the interest rate effects in
the two-agent economy are so strong
that a relaxation of the borrowing
constraint reduces an agent’s utility.
In contrast to these differences, for
most parameter values there are no
large differences in average interest
rates across the two types of
economies. In addition, I analyze the
business cycle behavior of interest
rates in an economy with incomplete
markets and a continuum of agents.
The dynamic response of interest

rates to aggregate shocks is a lot
more complicated than the response
in an economy with complete mar-
kets, and the magnitude of the
response is bigger.

Inflation and the
Distribution of Price
Changes

Michael F. Bryan and
Stephen G. Cecchetti
NBER Working Paper No. 5793
October 1996

JEL Nos. E31, C12

Monetary Economics

This paper reconsiders the empir-
ical evidence connecting inflation to
its higher order moments, and in par-
ticular, its third moment: the skew-
ness of the price change distribution.
Evidence on correlations between
inflation and its moments goes back
over 30 years, and was first used to
reject the independence of relative
price changes and inflation that is
assumed in neoclassical models.
More recently, New Keynesian
macroeconomists have shown that
the strong positive correlation
between inflation and the skewness
of the price change distribution is
consistent with menu-cost models of
price setting behavior. This is a fairly
controversial result, prompting other
researchers to demonstrate that the
same correlation can be found in a
multi-sector, flexible price (real busi-
ness cycle) model.

We examine the small-sample
properties of the main empirical find-
ing on which this work is based: the
positive correlation between the sam-
ple mean and sample skewness of
price change distributions. Our
results show that this particular sta-
tistic suffers from a large positive
small-sample bias, and we demon-
strate that the entirety of the
observed correlation can be ex-
plained by this bias. To the extent
that we find any relationship at all, it
is that the correlation is negative. In
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other words, we establish that one of
the most accepted stylized facts in
the literature on aggregate price
behavior, that inflation and the skew-
ness of the price change distribution
are linked positively, need not be a
fact at all. '

A Tale of Two Crises:
Chile and Mexico
Sebastian Edwards

NBER Working Paper No. 5794
October 1996

JEL Nos. E32, E31, F31
International Trade and Investment,
International Finance and
Macroeconomics

The Mexican peso crisis of
December 1994 sent shock waves
through the world’s financial and
policy communities. What is to some
extent surprising, however, is not that
the Mexican economy faced a major
currency crisis, but that so many ana-
lysts and observers were shocked by
this turn of events. Mexico had a
remarkable historical precedent:
merely a dozen years earlier, Chile
suffered a prophetically similar crisis.
Like Mexico during the 1980s, Chile
during the 1970s undertook major
structural reforms characterized by a
drastic opening of the economy, a
sweeping privatization program, and
a major deregulation effort aimed at
creating a modern financial sector. In
Chile, as in Mexico more than a
decade later, the use of a predeter-
mined exchange rate to eliminate
inflation, combined with very large
capital inflows that were intermedi-
ated by a weak banking system, gen-
erated a situation of exchange rate
overvaluation, a vulnerable financial
sector, and eventually the collapse of
the currency.

This paper provides a comparative
analysis of some macroeconomic
aspects of the Chilean and Mexican
crises. The discussion emphasizes a
question of increasing concern in
academic circles: to what extent are

exchange-rate-based stabilization
programs successful in reducing, or
even eliminating, inflationary inertia?
The paper provides a brief overview
of the Chilean and Mexican reform
and stabilization programs initiated in
1975 and 1985. I develop a theoreti-
cal model on the effects of exchange-
rate-based stabilization programs on
inflationary inertia. The model
emphasizes the roles of government
preferences and credibility. T use
detailed data on Chile and Mexico to
assess whether these programs
affected the time-series properties of
inflation; more specifically, I investi-
gate whether they reduced inflation-
ary inertia.

Star Scientists, Institutions,
and the Entry of Japanese
Biotechnology Enterprises
Michael R. Darby and

Lynne G. Zucker

NBER Working Paper No. 5795
October 1996

JEL No. 031

Productivity

Advance of science and its com-
mercial applications are in a close,
symbiotic relationship in the U.S.
biotechnology industry. Comparing
Japan and the United States, the
structure of the science appears
broadly similar, but the organization
of the biotechnology industry is quite
dissimilar. In the United States, some
77 percent of new biotechnology
enterprises (NBEs) were dedicated
new biotechnology firms (NBFs),
started for this purpose, while 88 per-
cent of Japanese biotech firms in our
database were subunits of existing
firms (NBSs). We report estimates of
the relation of NBE births in Japan to
top-producing “star” scientists and
other variables. While a similar
process is at work in Japan and
America, stars in Japan induce entry
of significantly fewer NBEs than in
the United States, and preexisting
economic activity plays a greater

role. We find no such significant
difference for entry of keiretsu-mem-
ber and nonmember firms within
Japan. We relate the significant
Japan—U.S. differences to Japan’s rel-
atively compact geography and insti-
tutional differences between the
higher education and research fund-
ing systems, the venture capital and
IPO markets, cultural characteristics
and incentive systems that affect sci-
entists’ entrepreneurialism, and tort
liability exposures. The relative im-
portance of these factors, and
whether differences in organization
of biotechnology result in substantial
differences in productivity and inter-
national competitiveness, are issues
for future research.

Paying for Health
Insurance: The Tradeoff
Between Competition

and Adverse Selection
David M. Cutler and Sarah Reber
NBER Working Paper No. 5796
October 1996

Health Care, Public Economics

This paper uses data on health
insurance choices by employees of
Harvard University to examine the
effect of alternative pricing rules on
market equilibrium. In the mid-1990s,
Harvard moved from a system of
subsidizing more expensive insur-
ance to a system of contributing an
equal amount to each plan. We esti-
mate a substantial demand response
to the policy change, with a short-run
elasticity of about -2, The reform also
induced substantial adverse selection:
because of this, the long-run demand
response is three times the short-run
response. Price variation induced by
adverse selection is inefficient; we
estimate the magnitude of the wel-
fare loss from adverse selection at
2 percent of baseline health spend-
ing. Finally, as insurance choice was
made more competitive, premiums to
Harvard fell relative to premiums
in the Boston area by nearly 10 per-
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cent. This savings was large enough
to compensate for the inefficiency
induced by adverse selection, so
that overall, reform was welfare
enhancing,

Inflation Forecast
Targeting: Implementing
and Monitoring Inflation
Targets

Lars E. O. Svensson

NBER Working Paper No. 5797
October 1996

JEL Nos. E42, ES2, ES8

International Finance and
Macroeconomics, Monetary Economics

Inflation targeting implies inflation
Jforecast targeting: the central bank’s
inflation forecast becomes an explicit
intermediate target. Inflation forecast
targeting simplifies both the imple-
mentation and the monitoring of
monetary policy. The weight on out-
put stabilization determines how
quickly the inflation forecast is
adjusted towards the inflation target.
Money growth or exchange rate tar-
geting is generally inferior to inflation
targeting, and leads to higher vari-
ability of inflation. Commitment to
“target rules” may be more effective
than commitment to “instrument
rules.”

Convergence and
International Factor Flows
in Theory and History

Alan M. Taylor

NBER Working Paper No. 5798

October 1996

JEL Nos. F02, F43, O41, N10
Development of the American Economy

Standard neoclassical growth
models rarely admit that there is
international factor mobility: conver-
gence may result from factor accu-
mulation in a closed economy, or
from technology transfer. Thus, con-
ventional models are poorly
equipped to explain the contribution
of international factor flows to con-

vergence in history. I develop a gen-
eral model with many goods and
multiple mobile and fixed factors. In
response to recent historical research,
I study a four-factor case, with labor,
capital, and resources as potentially
mobile factors, and land as a fixed
factor. I then explore the model in
the context of recent historical analy-
ses of the sources of long-run con-
vergence and divergence.

Australia’s Retirement
Income System:
Implications for Saving
and Capital Markets
Malcolm Edey and John Simon
NBER Working Paper No. 5799
October 1996

JEL Nos. E21, G23, G28, H55, 056
Public Economics

Australia is in the early stages of
introducing a system of self-provision
for retirement through mandatory
contributions to private superannua-
tion funds. For most employees, the
scheme eventually will replace, either
fully or partially, the government age
pension, which is currently relied
upon by a large majority of retirees.
The scheme has been implemented
reasonably smoothly by building on
existing financial infrastructure for
voluntary superannuation. This paper
summarizes the historical back-
ground of mandatory superannuation
in Australia, reviews its potential
impact on saving and capital markets,
and highlights some remaining pol-
icy issues. Perhaps the most impor-
tant of these is the impact of the
system on retirement decisions. A
number of features of the system
contribute to incentives favoring
early retirement and continued
reliance on the government pension.
Also important is the increasing com-
plexity of the system, a result of the
layering of rule changes and the
grandfathering of existing rights at
each stage of the process.

Are Knowledge Spillovers
International or
Intranational in Scope?
Microeconometric
Evidence from the U.S.
and Japan

Lee G. Branstetter

NBER Working Paper No. 5800
October 1996

JEH Nos. O14, F12

International Trade and
Investment, Productivity

In a number of theoretical models,
technological externalities can gener-
ate multiple equilibriums in the
global pattern of specialization and
trade, with different consequences
for the relative welfare of the trading
countries. In such models, temporary
government policies can have lasting
effects by pushing the global econ-
omy into a particular equilibrium.
However, the prediction of multiple
equilibriums generally hinges on the
assumption that the technological
externalities are intranational rather
than international in scope.

~ In this paper, I point out important
shortcomings in previous attempts to
estimate the effects of intranational
and international knowledge spill-
overs. Then, I provide new estimates
of the relative impact of intranational
and international knowledge spill-
overs on innovation and productivity .
at the firm level, using previously
unexploited panel data from the
United States and Japan which pro- -
vide a rich description of the firms’
technological activities and allow for
potentially much more accurate mea-
surement of spillover effects.

My estimates indicate that knowl-
edge spillovers are primarily
intranational in scope, providing
empirical confirmation of a crucial
assumption in much of the theoreti-
cal literature. This finding has impor-
tant implications for the theoretical
literature and the public debate on
“strategic trade policy.”
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International R and D
Spillovers, Trade, and
Productivity in Major
OECD Countries

M. Ishaq Nadiri and
Seongjun Kim

NBER Working Paper No. 5801
October 1996

JEL Nos. F41, F43, 031, 047, 057
Productivity

In this paper we: 1) estimate the
effects of international R and D
spillovers on total factor productivity
growth in the seven largest industri-
alized countries; 2) analyze the effect
of spillovers on the structure of pro-
duction, that is on the demand for
factors including labor and invest-
ment, and on the supply of output;
3) examine the effect of technologi-
cal transfers on the pattern of trade,
that is, on imports and exports and,;
4) calculate the private rates of return
on physical capital and R and D
investment, as well as the social rates
of return on foreign R and D
spillovers. To achieve our objectives,
we develop a framework that inte-
grates several strands of the available
approaches in the literature: the GNP
function approach suggested by
Burgess (1974) and Kohli (1978); the
spillover models proposed by
Bernstein and Nadiri (1988),
Bernstein and Mohnen (1994), Coe
and Helpman (1995), and Park
(1995); and the familiar interrelated
factor demand and cost models.

What Happens within
Firms? A Survey of
Empirical Evidence on
Compensation Policies
Canice Prendergast

NBER Working Paper No. 5802
October 1996

JEL No. J3

Labor Studies

This paper provides an overview
of empirical work on the compensa-
tion policies of firms. I consider the

literature from the perspective of
three major theories: human capital;
learning; and incentives. Our under-
standing of the effect of compensa-
tion on behavior and of firms’
motivations in choosing certain poli-
cies has been constrained up until
now by two important problems.
First, the absence of data on contracts
and performance has limited the abil-
ity of researchers to ask even the
most basic question: do incentives
matter? Second, the available theo-
retical work has not been oriented
sufficiently towards distinguishing
among plausible alternatives, so that
many observed facts are consistent
with any of the major theories.

Effort, Wages and the
International Division
of Labor

Edward E. Leamer

NBER Working Paper No. 5803
October 1996

JEL Nos. F11, J22, J31

International Trade and Investment

This paper embeds variable effort
into a traditional multi-sector model.
Effort enters a production function
(like total factor productivity) and, on
the assumption that effort doesn’t
affect capital depreciation, the capi-
tal-cost savings from high effort oper-
ations are passed on to workers. The
labor market thus offers a set of con-
tracts with higher wages compensat-
ing for higher effort. Among the
implications of the model are: 1) The
capital savings from effort are great-
est in the capital-intensive sectors,
where the high-effort high-wage con-
tracts occur. 2) Communities of
industrious workers have high
returns to capital and comparative
advantage in capital-intensive goods.
3) Capital accumulation in a closed
economy causes reductions in effort;
capital accumulation in an open
economy creates new high-wage
high-effort jobs and higher effort lev-
els. 4) Price declines of labor inten-

sive goods twist the wage-effort offer
curve, lowering the compensation for
low-effort work but increasing the
reward for hard work. 5) A deterio-
ration in the terms of trade causes an
economy-wide reduction in effort.
6) A minimum wage does not cause
unemployment. It forces effort in
local services up high enough to sup-
port the higher wage. This acts like
an increase in labor supply which
increases the return on capital. A
minimum wage, by forcing greater
effort, increases GDP and reduces
earnings inequality, but it makes
workers worse off, since they prefer
the contracts offered by the free
market,

Sticky Price and Limited
Participation Models of
Money: A Comparison
Lawrence J. Christiano,
Martin S. Eichenbaum, and
Charles L. Evans

NBER Working Paper No. 5804
October 1996

JEL Nos. E3, E5

Economic Fluctuations and Growth,
Monetary Economics

This paper provides new evidence
that models of the monetary trans-
mission mechanism should be con-
sistent at least with the following
facts: in response to a contractionary
monetary policy shock, the aggregate
price level responds very little; aggre-
gate output falls; interest rates initially
rise; real wages decline, although by
a modest amount; and profits fall. We
argue that neither sticky price nor
limited participation models can
account convincingly for these facts.
The key failing of the sticky price
model is that it implies that profits
rise after a contractionary monetary
policy shock. This finding is robust
to a variety of perturbations of the
benchmark sticky price model that
we consider. In contrast, the limited
participation model can account for
all of the facts mentioned earlier. But
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it can do so only if one is willing to
assume 2 high labor supply elasticity
(for example, 2) and a high average
markup (40 percent). The shortcom-
ings of both models reflect the
absence of other frictions, such as
wage contracts, which dampen
movements in the marginal cost of
production after a monetary policy
shock.

Does Head Start Help
Hispanic Children?

Janet Currie and

Duncan Thomas

NBER Working Paper No. 5805
October 1996

JEL Nos. 138, 128

Labor Studies, Well-Being of Children

Poor educational attainment is a
persistent problem among Latino
children, relative to non-Latinos. This
paper examines the effects of partic-
ipation in the Head Start program on
Latinos. We find that large and signif-
icant benefits accrue to Head Start
children when we compare them to
siblings who did not participate in
the program. On average, Head Start
closes at least one quarter of the gap
in test scores between Latino children
and non-Hispanic white children,
and two thirds of the gap in the prob-
ability of grade repetition. Latinos are
not a homogenous group, and we
find that the benefits of Head Start
are not distributed evenly across sub-
groups. Relative to siblings who
attend no preschool, children of
Mexican origin and children of
native-born mothers, especially those
whose mothers have more human
capital, gain most from Head Start. In
contrast, Latino children whose
mothers are foreign-born and Puerto
Rican children appear to reap little
benefit from attending Head Start,
relative to their siblings.

Sources of Convergence

in the Late Nineteenth
Century

Alan M. Taylor

NBER Working Paper No. 5806

October 1996

JEL Nos. F02, F43, O41, N10
Development of the American Economy

Although the empirical growth lit-
erature has yielded many findings on
postwar convergence patterns, it has
had little to say about the determi-
nants of convergence in earlier
epochs. This paper investigates con-
vergence for the Group-of-Seven
countries during 1870-1914, the last
great phase of global convergence
before the present postwar era. The
Augmented Solow Model, which
includes physical and human capital
accumulation, proves unsatisfactory
in this setting. Its shortcomings
appear to lie in a failure to control
for changes in land endowments, a
feature of the endogenous frontier
dynamics of the period. I propose an
alternative neoclassical open-econ-
omy factor accumulation model,
which admits capital and labor
migration, and may be extended to
include a moving frontier. The model
explains the observed convergence
pattern in the sample, and suggests
that factor accumulation patterns
were the prime sources of labor pro-
ductivity convergence from 1870 to
1914. The analysis gives little role to
human capital, trade, or technologi-
cal catch-up as important conver-
gence mechanisms in this group of
countries during the era studied.
Since factor accumulation was influ-
enced heavily by factor migration
in the late nineteenth century, the
findings also point to the limited use
of conventional closed-economy
growth models in this historical
setting.

The Effect of Teen
Childbearing and Single
Parenthood on Childhood
Disabilities and Progress
in School

Joshua D. Angrist and

Victor Lavy

NBER Working Paper No. 5807
October 1996

JEL Nos. J12, J13

Labor Studies, Well-Being of Children

Teen and out-of-wedlock child-
bearing often are thought to be
responsible for poor health and low
levels of schooling among the chil-
dren of young mothers. This paper
uses special disability and grade rep-
etition questions from the school
enrollment supplement to the 1992
Current Population Survey (CPS) to
estimate the effect of maternal age
and single parenthood on children’s
disability status and school progress.
Our results suggest that there is little
association between maternal age at
birth and children’s disabilities. But
the children of teen mothers are
much more likely to repeat one or
more grades than other children, and
within-household estimates of this
relationship are even larger than ordi-
nary-least-squares estimates. We
replicate the grade repetition findings
from the CPS using a smaller sample
from the National Longitudinal
Survey of Youth. Another finding of
interest is that having a father in the
household is associated with lower
prevalence of disability and fewer
grade repetitions. But many of the
effects of single parenthood on dis-
ability, as well as the effect on grade -
repetition, appear to be explained
by higher incomes in two-parent
families.
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Firm Heterogeneity, Jobs,
and International Trade:
Evidence from Chile
James A. Levinsohn

NBER Working Paper No. 5808
QOctober 1996

JEL No. F14

International Trade and Investment

This paper is about jobs and inter-
national trade. It is also about what
researchers can learn about the rela-
tionship between the two using firm-
level data. And, it is about the
particular experience of Chile fol-
lowing a broad trade liberalization,
and spanning a significant macroeco-
nomic contraction and expansion.
Finally, this paper is about discern-
ing patterns in the data that might
later influence how international
economists model the interaction
between international trade and
employment.

Sticky Price Models of the
Business Cycle: Can the
Contract Multiplier Solve
the Persistence Problem?
V. V. Chari, Patrick J. Kehoe,
and Ellen R. McGrattan

NBER Working Paper No. 5809
October 1996

JEL Nos, E32, E52

Economic Fluctuations and Growth,
Monetary Economics

In this paper, we construct a quan-
titative equilibrium model with price
setting, and ask whether staggered
price setting can generate persistent
fluctuations in output following mon-
etary shocks. Our business cycle ver-
sion of a standard sticky price model
allows imperfectly competitive firms
o set nominal prices in a staggered
fashion. We assume that prices are
€xogenously sticky for a short period
of time. Persistent fluctuations in out-
put require endogenous price sticki-
ness, in the sense that firms choose
not to change prices very much even
when they can do so. We find little

endogenous stickiness. As a result,
such a model cannot generate per-
sistent movements in output follow-
ing monetary shocks.

Balance Sheets,
Multinational Financial
Policy, and the Cost

of Capital at Home

and Abroad

Rosanne Altshuler and
Harry Grubert

NBER Working Paper No. 5810
October 1996

Public Economics

We use data from the balance
sheets of controlled foreign corpora-
tions (CFCs) to study the real and
financial behavior of U.S. multina-
tional corporations. The previous lit-
erature on repatriations for the most
part has been restricted to the choice
between dividend distributions to the
parent and further real investment in
the CFC. The balance sheet data
allows us to study a broader range of
financial flows between CFCs and
parents. Our theoretical work con-
siders models that depart from the
previous work in several important
ways. We drop the standard arbitrage
condition in which the aftertax return
to equity and debt is equalized on
the margin, and instead impose a
worldwide financial constraint con-
sistent with a rising cost of debt
finance. In our model, parents can
borrow against financial assets held
abroad, and may allocate debt across
locations to achieve the lowest cost
of capital at home and abroad. We
also consider the implications of
models in which CFCs can invest in
CFCs in other foreign countries. We
explain how low-tax CFCs can repa-
triate tax-free by investing in high-tax
CFCs that are repatriating income to
parent corporations.

Our theoretical results confirm that
financial assets, including the equity
or debt of other CFCs, are attractive
alternatives to repatriation and invest-

ment in real assets. We show that if
the parent can borrow against its
CFC’s financial assets, it can achieve
the equivalent of a dividend repatri-
ation. Our regression results confirm
the importance of tax considerations
in explaining CFC holdings of finan-
cial assets. Low-tax CFCs invest in
financial assets, particularly the debt
and equity of related CFCs, in order
to avoid residual U.S. taxes on repa-
triations. CFCs in high-tax locations
are much more highly leveraged than
low-tax CFCs. We also find that CFCs
with more debt distribute more divi-
dends. This shows that greater divi-
dend distributions do not necessarily
imply lower real investment by CFCs.

The Chilean Pension
Reform: A Pioneering
Program

Sebastian Edwards

NBER Working Paper No. 5811
November 1996

Public Economics

In the mid-1970s, Chile initiated a
deep, market-oriented reform pro-
gram aimed at opening up the econ-
omy, privatizing state owned
enterprises, and stabilizing the
macroeconomy. In the 1980s Chile
began to grow at increasingly rapid
rates, becoming a star performer:
between 1986 and 1995 the average
rate of growth bordered 7 percent.
Perhaps one of the most admired
aspects of the Chilean program has
been the reform of the pension sys-
tem, which replaced an inefficient
pay-as-you-go system with a pri-
vately administered defined contri-
bution system. This reform has been
credited with helping to develop
Chile’s capital market, with reducing
government contingent liabilities,
and with helping boost Chile’s tradi-
tionally anemic savings rate. In this
paper, I analyze the most salient
aspects of the Chilean program and
evaluate its achievements to date.
The paper provides a brief back-
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ground of the Chilean reforms and
describes the old pay-as-you-go sys-
tem, including its degree of (ineffi-
ciency, its distributive characteristics,
and its fiscal consequences. I discuss
in detail the functioning of the new
privately managed system, and eval-
uate the system’s results up to date. I
also discuss transitional issues, in-
cluding the fiscal consequences of
the reforms. Finally, the analysis deals
with the effects of the reforms on
labor markets and savings.

The Productivity of Nations
Robert E. Hall and

Charles L. Jones

NBER Working Paper No. 5812
November 1996

JEL Nos. E23, 047

Economic Fluctuations and

Growth, Productivity

Why does output per worker vary
enormously across countries? Our
analysis shows that differences in
governmental, cultural, and natural
infrastructure are important sources
of this variation. According to our
results, a high-productivity country:
1) has institutions that favor produc-
tion over diversion; 2) is open to
international trade; 3) has at least
some private ownership; 4) speaks
an international language; and 5) is
located in a temperate latitude far
from the equator. A favorable infra-
structure helps a country both by
stimulating the accumulation of
human and physical capital and by
raising its total factor productivity.

Alternative Insurance
Arrangements and the
Treatment of Depression:
What are the Facts?

Ernst R. Berndt, Richard G.
Frank, and Thomas G. McGuire
NBER Working Paper No. 5813
November 1996

JEL No. I11

Health Care, Health Economics,
Productivity

Using insurance claims data from
nine large self-insured employers
offering 26 alternative health benefit
plans, we empirically examine how
the composition and utilization of
treatments for depression vary under
alternative organizational forms of
insurance — indemnity, preferred
provider organization networks
(PPOs), and mental health carve-outs
— and with variations in patient cost
sharing, including copayments for
psychotherapy and for prescription
drugs.

Although total outpatient mental
health/substance abuse expenditures
per treated individual do not vary
significantly across the many forms
of insurance, the depressed outpa-
tient is more likely to receive anti-
depressant drug (ADD) medications
in PPOs and carve-outs than under
indemnity insurance. Those individu-
als with higher copayments for psy-
chotherapy also are more likely to
receive ADD medications. For those
receiving ADD treatment, increases
in prescription drug copay tend to
increase the share of ADD medica-
tion costs accounted for by the
newest (and more costly) generation
of drugs, the selective serotonin
reuptake inhibitors.

Financial and Capital
Account Liberalization
in the Pacific Basin:
Korea and Taiwan
during the 1980s
Menzie D. Chinn and
William F. Maloney

NBER Working Paper No. 5814
November 1996

JEL Nos. F32, F34, F4
International Finance and
Macroeconomics

This paper presents an alternative
method of testing for financial capital
mobility in the absence of forward
exchange markets. We apply a model
of domestic interest rate determina-
tion during liberalization to Korean

and Taiwanese data. We use a variety
of diagnostic and recursive tests to
isolate structural breaks in the data.
We show that Korean interest rates
behave as if they were determined
domestically until late 1988 or early
1989, while Taiwanese rates exhibit
this behavior until early 1989.
Thereafter, these economies’ interest
rates appear to be linked tightly to
the Euroyen rate. These results con-
trast with those obtained by Reisen
and Yeches (1993) which indicated a
single opening and closing for Korea,
and no structural break for Taiwan.
They also differ from those results of
Jwa (1994), indicating two temporary
openings for Korea. Greater integra-
tion of these domestic markets with
world financial markets suggests that
it will be more difficult for these
countries to stabilize their economies
in the face of capital inflows and
outflows.

The Taxation of Pensions:
A Shelter Can Become

a Trap

John B. Shoven and

David A. Wise

NBER Working Paper No. 5815 -
November 1996

JEL No. H2

Aging, Public Economics

Pensions often are thought to be
attractive tax shelters that encourage
saving for retirement. They allow
people to save before-tax dollars and
to compound investment returns
without current taxation. However,
the taxation of pension assets as they
are distributed in retirement, or as
they pass through an estate, may turn
the shelter into a trap, at least for
large pension accumulations. Pension
distributions can face marginal tax
rates as high as 61.5 percent; pension
assets passing through an estate can
face virtually confiscatory marginal
tax rates between 92 and 99 percent.
This paper shows the circumstances
under which these extraordinarily
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