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Following is an abstract o f  a working paper recently released by the Federal 
Reserve Bank o f  Geveland.

A penumbral issue in the unemployment insurance 
financing literature is the relationship between experi
ence rating, public and private unemployment insur
ance (UI) systems, and individual welfare. A public 
insurance system can never be perfectly experience
rated if the government desires people with different 
layoff probabilities to hold identical insurance 
policies. A corollary proposition is that a private in
surance system, if information is perfect, would 
always feature fully rated plans, but the character
istics of these plans may frustrate other public policy 
goals (e.g., income transfer or maintenance).

Though virtually all previous research points out 
the moral hazard aspects of the UI system, little 
attention has been paid to the efficiency-equity 
trade-off introduced by government control of the 
insurance contract. This paper introduces this issue 
explicitly. Full experience rating for each firm is 
tantamount to complete exposure for the firm to 
the vagaries of the business cycle. Firms may be 
willing to bear this exposure when UI is part of an 
implicit labor contract with its employees, and em
ployees likewise may be willing to pay for the risk 
shifting through wage adjustments. For some firms, 
however, the degree of exposure necessary to insure 
all workers legally may contribute to insolvency. 
Incomplete experience rating is one method of 
achieving risk pooling among firms and limits the 
exposure of high-turnover firms. Incomplete ex
perience rating is a form of market intervention

by government for the benefit of high-risk firms 
and employees. Incomplete experience rating is 
controversial where UI is concerned, in part be
cause of the adverse incentives it provides firms 
and employees. A great deal more is known about the 
distribution of the turnover risk ex ante than is 
the case in many other insurance markets.

A proper concern of state governments is the 
solvency of UI plans operating within state juris
dictions. Perfectly experience-rated private UI plans 
are likely to structure premiums and indemnities 
differently than public UI plans, partly because 
public plans are less concerned about solvency. 
Public plans in principle can be perfectly experience
rated, but such plans would entail different costs 
per dollar of insurance for high- and low-risk indi
viduals. Though economically justifiable, these dif
ferences may be difficult to defend politically. Yet, 
once governments attempt to provide “adequate” 
benefits, or “proportional” benefits, perfect ex
perience rating must be replaced by some pooled- 
equilibria-contracting pattern. A monopoly UI 
system based on pooling (imperfect experience 
rating) forces some people to purchase less than 
optimal insurance coverage, while others may pur
chase more than is optimal.

Copies o f  the paper are available on request to the 
Federal Reserve Bank o f  Cleveland, Research De
partment, P.O. Box 6387, Cleveland, OH 44101.
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Multibank holding company growth has been 
rapid since 1970. Recent passage of legislation au
thorizing multibank holding companies (MBHCs) 
in Pennsylvania, Illinois, and West Virginia and 
similar proposals in other states suggest that 
this growth will continue. MBHC affiliation 
generally has been expected to alter the perfor
mance of subsidiary banks relative to indepen
dent banks, thereby impacting consumer welfare 
and bank competition and soundness. The net 
social benefits produced by holding company 
expansion are debatable. Many empirical investi
gations of the impact of MBHC affiliation on 
bank performance have been undertaken over 
the past decade. Contrary to a priori expecta
tions, very few modest affiliation impacts have 
been discovered. Affiliate asset structures have 
been found to reflect less liquidity and more risk. 
While affiliation appears to enhance revenues, 
subsidiary costs generally are higher than those 
of independents; hence, their profitability is 
not significantly  different from th a t of 
independent banks.

There is evidence suggesting that the metho
dological approach employed in most of these 
studies has been responsible for the failure of 
researchers to discover appreciable affiliation- 
related performance impacts. Generally, re
searchers have assumed that holding company 
affiliation per se would alter subsidiary perfor
mance relative to independent banks. Several 
writers have countered that MBHC operational 
policies—and more specifically, the extent to 
which subsidiary bank decisions and operations 
are centralized in the hands of the parent corpo
ration or lead bank—influence the degree to 
which hypothetical affiliation impacts are actu
ally manifest. These researchers have supplied 
a considerable amount of empirical evidence

suggesting that MBHC structural centralization 
varies widely among companies. The implica
tion is that offsetting performance variations 
attributable to structural differences may be 
responsible for blurring the impact of MBHC 
affiliation on bank performance.

Researchers have suggested that MBHCs may 
attempt to maximize corporate rather than 
subsidiary-level performance; hence, the parent 
may attempt to “capture,” either totally or par
tially, affiliation benefits realized by bank sub
sidiaries through the use of intra-company reve
nue transfers. If this were the case, beneficial 
affiliation impacts, particularly lower costs re
sulting from scale economies, would not be 
detectable at the subsidiary bank level.

This study represents an attempt to deter
mine empirically whether differences in MBHC 
organizational centralization are systematically 
related to differences in bank affiliate perfor
mance and, through this channel, consolidated 
holding company performance. The sample is 
cross-sectional, consisting of 62 MBHCs whose 
management responded to a survey of opera
tional policies in November 1979. Quantitative 
indexes of the organizational centralization of 
the sample companies, derived from the survey 
data, were related to summary measures of hold
ing company profitability, and a positive, signif
icant relationship was found. Given that MBHC 
organizational structure varies considerably, 
the analysis implies that it is inappropriate to 
treat all holding companies and their subsid
iaries as members of a single, homogeneous 
group. Public policy governing future intra- and 
interstate expansion by MBHCs should be guided 
by empirical evidence obtained from studies in 
which differences in MBHC organizational 
structure are explicitly taken into account.

Copies of this working paper are available from  the Federal Reserve Bank of Cleveland, Research Department, P.O. 
Box 6387, Cleveland, OH 44101.
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