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What is the natural rate of unemployment?

Ellen R. Rissman

The unemplo ment rate s fhe composrte of the econom it is thf drfference betheen the
of th str ct types of un mp ent. fric- atura rate actu% rate of une g men(!
trona lca and struct ra act 0S6S at IS svgenr rcant This erence arrﬁ
oten a senous ro em or overn ent wid eyo I time. Pm 1958 throu %
g |c makers eeause h unem o ent rates natural rate was well below the actual: the re-
ot necessair 8/ atrve? f Tcon verse held from 197 to 1973, From 1974
ructura as well as C}/ ICa fac Rrough 1?76 the ﬂctu% rate a rgearn exceeded
tor aftect the un grg ate. the natural rate although In more re entzsears
B %/ aKkers are not a et |st| ursh tter tereverse aé)p%ars O#re:remor to be the ¢

BO yment rates % nge In"t Becaus e nce etween the nat-
truct re” of employment %h r unﬁ %nd actua CFrtes of Pem oyment rs
ﬁ1 ment rates eto a Weak econo t 1o be rn cative o eqree of
e run the risk ofim Iementrnegoexgan tonar 55% In the aor maf ket this measure
g cles at the wrong Ime, ther reating ou e posrtrv correlated with the In-

P Inflatio gressnres Hence to [ation rate. J]?F . the correlation coefficient
e u te?/ gauge the sﬁ te of the ec?nomy It etween t eence and the In Iatrog rate
|s necessay to know what portion 0 the cur- as measure % e onsumer Price Index Is
nt unemployment rate Is due to Eure}/ ?}’ ? ? ? ares with an am?st ) for
rfgﬁo enomena as opposed to structural and rneeanttrorr; 8 inflation with the actual unemploy-

|aatural rate of Fnemfloyment IS de-

fined srm e rate of unemployment t at i
N eomoat e ha steady 2t yrate Categories of unemployment
natteUBaj) urrate CT erefore"be thougnt of as te In general it |s useful to drstrngursh con-

ocyrlnﬁnt the WOU?&J% ceur In the

tual amon three distinct types of unem-
ahsenceocc uctuatrrins In other words ?gymen/t |n analyzin tenrstortlg% attern of
t itatu rate IS essentral the sum of struc- nemployment rate.L First, there I fric-
tural an frr tional unempjoyment,  Because tronali un mB(onment |: ona[ une o
structur] mstrtutron tors chan eove ment arises as ‘a result o the norm Xr
trme the natural rate o unemnotjm(e turnover t at occurs In a t
%so var¥ However teneeit rstan onomv. At anv aiven time em ers
fe dete mhnantso the natural rate and Its re- }01 e jobs, |038/ 863 or leave orce
atjon fo t ﬁctual rate of unemployment Is mrPar Unemployed wor ers ma fo n
yite real as the co‘ error may be” acceler- ‘ ment or may e ide to sto
ating nh ation or de a]tron E %men Vt't ot ers %ay entr or
enNHtoseoh IS artrcI IS tO aﬂ Wef the eenter the |abor orce Even in’the best of
estron tIs the n th nem Pmes th er(e IS sqm unemployment that anses
0 yment? T ea SW rre es avryont romtrs namrc rrctron |n he economy.
neerrn 1982 disin tw 583 of uP?mr%o ment that ISP
Parts rst a orkrn |t| no the natur has reerved and felt most acutely is cyclica
0 unem gymer eveogte Secon oyment As Its name suggests, it'is
with this de nr lon, estrmat Unemployment that is

e natural e Stted it
rate 0 unemp\ogment are e atecﬂ %srn s 0. Dt eases In ag%regate le.

The analySis Indicate the nafural
o fioefnnan  allpmdhalen
Percent e t - %uarte r gf I and at eal wage rate I re atrvey unresponsrve to

ining.a low of 3.48 percent in the first (I]uarter Ellen R. Rissman is an economist at the Federal Reserve
But to understand the performance Bank of Chicago.
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these cganﬁrng ccindrtrons that | (!s real wa es wrt theL%%errods bgt een ?usrness ctﬁ]l geaks

onot ectine’as labor demand declines.? troughs shaded for reference

resut une fo yment occurs. It real wa es g?ar to Pe_three distinct phases. The decade

Werﬁ free 10 d£ ﬁt to these chan ed conq dt the 1953 IS charact rized tree re]

In the Tabor market, then recessions would not cessions, WA unemployment Re at ea
ownturn etwee

[o uce an?/ notrceabe mFrease In_the unem- economrc erro
E rTYment at ical  unemployment 1 Be unerp(n (er} { rate hovere n%w ere
ﬁorarpv an wtienrf and conditions return etweep four and five ercet EvenL

to their previous level, the excess Ila or supgl em oyment rate reac e it fighest vall
disa pea Even ermanet declines in g ercent, |t Was Su stantr low the
gﬁte emand result in on3/r temporar

tWO g_lgnt UJ]G OX{H%HI rates 0 ecent y ars.
ment hecause sooner ater wages In £ca the 1960s was one 0 eco-

Itive ec?nom ust (a ust S0 as to nomic gr?wt rt no. major recessr ns re-
guate anor suppyag& emand, though core arter 1961 f“ S a resu
W at a owere ill {rum w e rate. ehmg me t [ tefdn e downward; om a
The third type o unemrrl) yment IS pro - t re ession of per
ably the least u derstood and ﬁo the rp ce {10 a OWI ercen
tra m fic to endure. Un cvell a Unsurprrsrngy structur rgp%yment
une ?yﬂrﬁnt structural un rTE)oy et # Was nOfI an issue at this fime. n g t F
resuto #srn theﬁ tive (1 L [)ern of unemplo ment ISY ? aine
ﬁ % pes ot | Whet ert ese re ative s )(] fwo compon rl fcy%r f trona
n.la ?r demand are caused can es l]nr - e usiness cycles .o san eargf

atre actor prices (e, il price shoc s attest. to the nrfr ance of the
tec nologrcalprnnovgt&ns cpanq%s In taste?s e]tement W te the reﬁétwef economi af ?

el N T i
3r?8rtt'rrﬁ i Jnteteséett abo?'Faﬁr'sSrte'tgttves dike Tecommended b 5 mirgy SOl
LAl e L
i WO e S J JoEses % ca 90 Wleﬂntpr%rh és rconsclous 1rony, tﬁg ftH
@%ﬂgé‘jﬁsuﬁneté%? Bv%rara/re snt{eucPura/T]ert]rtnem- WIUTS N UT]OFIURfig f Pre teym was
Py e S e A ttt”trtn o tnetet%b%en”cte”at bl

Iﬁcate t0 fandHobs requrrrn]g th?et es of skills laé?éggs thenomthte Al Pﬂecilve Ofth 19505 ana

t alrea g/ ave orR ale the labor oyment eveI of un-

orée ato ther, n which cae they are not

counte a unem How on this, rocess _

takes depends on the Costs ofe r:a nthe Eoian unemployment rate

sts assocrate rth reIocatrng F

o ment furth er rom one’s rrgrna 0C tron percent

n the costs of job search. and, of course, ad-

|t|ona gortu ity and psychological costs,
[r ms 0 teie thrée com [rents the

atura ag ofunemﬁo ment IS simply the ratei

t at would occur In the ab sen%e of cyclica

[uctuations. 1t Is the sum of trictional and

structural unemployment.

Historical perspective

Figure 1 re?ents the civilian unemplog/
ment rate quarterly from 1948 through 1985

4 . .
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8 rﬁ)rlr% f(r)rt rT\]rvanstessentrally the frictional level . Y/ . |
The : 9705 and 1?803 to date exhibit a WR = o ye R, 2]
much |fferent qh]emrP Or}r/r ent rate patter.
ver this tr ne n { rate rose where 1 is_some assrﬂned base period.
m | ow 17 ne cent |n te Irst qFarter Thus, te frxer%wr?]t unem Iogment rate

1970 toa g of 10.60 percent in the fourth comP tes what the civi an une ment rate
uartero 1987, As'in previous e]ars e un- wou ﬁve een If the emognra hi¢ composi-
I menthrate resibonde to cyclical factors, troB of the la or force had re as rt was
P rntetroug each of the four maJor In hase_perio
ecessions.  But, the unemployment rate (b Fiqure 2 Iots the drfferenoes between the
Eears t0 etrendrnge upward urrnqt e per actual qérarterlx unemBo ment rate agd varl-
0 th at] e avera unem o ment rate from ous Tixe werg t meastres where the base pe-
throu g Was ercent as com- rrod t IS selécted to pe the frrst rﬂuarter of
P e 1‘[ 1 percent an 47 percetrespc 3Posrtrve va]ues Indicate tha hf demo-
r?{or the 19505 and  1960s. IBa Ition, the %ra |ccanoes af have occurre relative to
unF Plo ment ratf appears to emuoh org efrrst uarter of 19%0 unfavorab iaffec { the
V0 aH n these later 8ars The calculate unemplo ment ratew Ile negative valu |n|
standard deviation rsl gomgare t]osan ate teu menf rate would. have
darld evratéons of 128 and 108 in the two Been Ig fe tﬁ g X%ap ic comPoshtron of
earlier decades the lapor force a een the same as In the base
Eerro The ca cu atrons were done for race,

Demographic change

EX an aeca orjes.4
o VIOUS fro Figure 2, the. increas
This abrupt chan%e in the pattern exn1 -

ib rn the ro ortron of emales, nonwhites, an
ited b the_unemploy cf te su}%; ests a o le In the Iabor orce resulted |n a
ere re factors rnvolve ther t nmere increase In the unemB oeydnent rate.
rrctr F n cyclica H nw ‘ most |m ortant e ect QB aS a resut o
8033|Ee explanation s t cﬁerx g e@a/%geﬁ nteaﬂe |strd ution. . At ItSP ak | H
or force emo rap |csc n(t} e changifg age distribution contrihute
ersel ?ectr yment rate. around tt] ee quarters of a ercenaepornt {0
ecifical a or ore composition overa mployment rate. ever, this
caﬂg ver the 970s rea th%at It was ethas been decreasing as the Iaborforce as
In t att e labor force

(s In such 3. wa
o on ains a nr%catl Igher r ortron ‘In conf%t the chan |n racial compo%
of Individuals su ‘Eec IOWr resur;eqﬁ rﬁent tron of the [abor force te de to Increase t

rates, SUC iﬂOﬂ ItF
g Wa testrn the e

B an |n§I gnhogra&)hrc composition o%t e[ha- Figure 2

P 0 ment r?te IS tO com- Effect of changing demographics on

are te actua il e Unemp oyment rafe (" unemployment rate
L} fixe irvergnt unem | ment rate percent
W RXV SJ)ecrfrca y, the unemployment rate
I5 calculat
/
UR’: 14 URIL |
LY [1]

Where URt i rs the unemploxment rate at trme t

INGEXES aphic groups, yit Is th :
}raetron 0[! %e tOtg' %9}8 % h)grbu | at
fime £ an esum g F uals one

ment rate at

The fixed-w gﬁt un
time tis calculate
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nem lo megt rate at an accelerﬁtrn rate over
the 17? ear 1980s, reaching’ Its maxr
mum ef ectn 1 But ace never contriputes
m]oret an one uart ro rPercentage point to
t teth o me irae

the mcreased ahor force art\1
ipation of omen relative to 1960 as or t
ost artaverseya ected tee unemp gymen

rate, ont]rr utrng roximately an additiona
two' tenths of rcentae oint I
However, since 1 % t] tion bet(r{veen the
sex oom osition of the labor force an (e (I]r
as ecome less marke F

dy ent rate
cline In the unemployment rate of
ma es eatr e to males,

? ia g? IS N0t necessarrlg attrrbutable
to lower levels sexdrscrl)mrn%tr An alter
Ftrve exP an tron] ma¥ et at women are
ustere jm ta\t e relativel gf
teri ed f rg arket forces. For ean(] ue
Co ar sare ore frequently men
fh omeh Those blue .co ar do s that are
ocat eclining Industries woul co‘rtn ute
t af %er unem oyment rate for males than
or em es, all othert nseu

Thus, It seems tha t] grneg demo-
ga ic compositign of the abor Ic has re-

ulted In "an Increase the ~ civilian

unteem to me trate srnce 1960 but tge maan-

e effect Is quite mod st—a ml?n 8ss
Han one percenta e%ornt to t a em
EO ment r%te n after contro mg or

ha oes In the demographrc com osition of
anor force, the uneml r] rate fthe
19703 and early 1980 gmfrcanty
Igher and moré volatile than In thé previous
t odecades

Changing industrial composition

Just as the demogcrajphrc drstrrgutron]é it

recent ehavioy of teunem oyme trate the
rstn tron 0 emlp ogmen across . inqustries
asoP arole t 18 the chano a in the %rs
tributio f P ment across In ustnestat
15 most cIose?/ elated to the concept 0 strtf -
tural un Ir])o ment. AS_noted ‘previqusly,
stryctura loyment arrses due to r?a Ve
shifts In the de an for di ferent tygeso o

oausrnﬁ period of ecopomic adjustment dur-
% éh time som grs Iahced lahor wil Ib
porarily unemployed. “Changes In the rela

6
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S?SF())lC t:{]JeTO elgg raglues tOSgrlt%;IZQIH% the more

tive demands for labor wil| be accompanied b
changes In h 8rstrrbutron of eanaloymeny
acros |n ustneﬁ
5 s the mo t prominent Hrovement in
teempo ent profile In recent stor |ste
changeo ne private ecgnorﬂy rom. on ia
Bon manu acturrng ther traditional In-
dustries It (on ased upon services and
Service- re ate mdusérresS Frgure 3 presents
this trend for selected industrigs, and rompts
Imp ortant observations.  First, the d cIrnﬁ
rr}anu e]ctunnﬁ and concurrent rise in the s ﬁre
of em oym tins rvrloes are not recent
”%”h% Eave R
e AR
t]here are notah r?qfere ces hetw de heg
% emg gme ts ares in, durab e em
nondu []a 8Od The decline in nongurable
ﬂooa a g ceeded much more smoothYJt a\n
F Ing, In employment share In duranle
manufacturin
This ste dy rieclrne in the relatjve | |mRor-
tance of nondurable manu acturrnq IS not hec-
essarily an mdrcaéron of stru%tur rage n
HE et nal 1 documents e e naHou
I Industry in questl
hrstonca?P ttern s also consr)étenq ith 2 steady
stream of techngl caI mnovatron enables ro
uction 1o remarn nchanged whyile emplo nt leve
lIne. testea ecling |1 mo Y
ment share 15 almost ceftain to contrr 0
the flow ofunemp oyment, it may well be that
the unemployment ?enerated % less. I
volume and of shorte duration than that which
wou occur n |n ustnes exRerrencrn a more
sporadic, voaRe decline sych as durapl
acturrn ereason rst at ratrona wo ers
to be able P dh(it and
t ere ore cus n or %en avor ow of
unemployment a togeJ er by preparing for the
event sH |crﬁntl In advange.
e observatron concernh
g tt)erns seen In Frgure pertains to the’e ect
usingss cycles gn the distribution of e
g dyment acr Fs Industries. Recessroscear%/
consrstetnt are assocrated with declines 1
oyment share in durable goods manu
turﬁr Y It 15 weﬁ l<nown t atg% srness C c?es
ave a differential |mpact across |n stne
ectrn some moreaversel than others.6 tﬁt
% O[soccurs depends up ntenatureo
derhand for the good as well as the costs of In-

Economic Perspectives



Figure 3
Share of total employment in
selected industries

percent

Ventoryr eg If the good 'f vlewed as a lyxur
t]em OF réquires a r Iatrve arfqe expendrtur
then urchases are more likely fo be ost oned
gurrnq gerro s of low faﬂgre te demr] wen
Iscreti R/mcome or example, t]os
Ing startsadnew constructron are particu ary
susce ér e'[Oﬁ anges rnteeconom]rc outlook.

Ition, those “Industries wit 9h Inven-
g Costs %re less able to smooth rfoductr N
an arare0 tee ore more susceptible to the
J th gost ochs War Il era has seen
Tnsrderabl chanﬁg In the drstrhbutr n of em-

ment acrOﬁ< ustries. Such shi srn em-
mentare e?/ geperate unemployment
oraril splaced workers _search for
em oyment..  Large movements jn emP og
ment. across m}dust 1al sectors are likely to be
assocrate wit temBorary Increases In the un-
em meRt rate  Decause ﬁhese movements
ger a change In the under m% str ctligre ot
the e nomg However chan er and of itse
oes not Cause unemp Io¥ The unem-
P oyment arises hecause of friction or inertja |n
e efonomy which make it qrfhcult for indi-
viduals to adagt instantaneously. Given these
frictions, the larger IS the flow ‘of workers into
ftn d out of the varrous industries, the more
It js that a arger volume of unemploy-

men er be %enerate

One way of measuring these flows is to
define a variable of where:

/

T i)

deral Reserve Bank of Chicago

F
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st is the share. of totaI employment in mdustry
| at time {, %rtrste rowth rdte of employ ment
in the hn ustry bétween period t and erro
t—1 and / is trie number of industries. Thus
of s the weighted sum of squared devrations of
Industry growth from average aggregate
growth where the werghts are “given” by “the
mpIoTyment share of th ik industry.
his measure captures those employment
flows that are associated with changes in the
distribution of employment across mdustrres
and not those changes’in em % ment th at 0C-
cur as a result of economic growth. Furlt er-
more, . those Industries ex errﬁncrn arﬁe
deviation in empIo ment owth relative to t
average growth ra{e of employment are given
more werght in the calculati n due 1o the
squaring Of the term in rparent eses.  Such
werghtr g scheme is appropriate if, for exam
Ple Iar%e deviations In emglo ment growth
rom th avera e are assoclated with dispro-
Eortr nate?/ ? InCreases. In unemolo ment.
or further det son the |nter retation of of
see Box, Measuring employment flows
Frgure 4 drsplays the measure of employ-
ment % $ustment of from the first q%arter o
1947 n &9857Therea ppear to be man
Pe roso i emﬂoymenta ustment acros
urrng ost-war period.

a{uent tese ai jsust ents are corncrd Aatal
Ith usrnesscce 8 note mte rece g
|scussron of industr oyment shares.
gerrod rom 147t 190 marked by three
prso(rjtes of empoytrﬂenht adjustment cogrrg
sponding . rou Ith the recessions In
TR bQByT e more sta e 050 exh %t
ver IrttIe change in the distribution_of em-
BI oyment across industries, The 1970s and
ﬁ h/ 19805 In contrast |Hdrcate a pronounced

ange In employment shares occurred in [ate
1970 and ar%;arn in 1975 and 1978,
are_surprisi

The 19805

q tt/ stab e In comparison to the ex-
perience of e providing pre |m|nary
evrdence that stru turaI change” wa p%rha
not a maljlor contributing factor to the histor-
ically high unemployment observed in the 1982
recession.

The, effect of employment adjustment
across Industries on the crvrh n age weighted
unemployment rate is analyzed over the perrod
from 1954 through the third quarter of 1985.8
The results of the nalg/srs are found In Table
1, which presents the éstimates and assocrated



Figure 4
Measure of employment adjustment
across industries

standard errors, of the lozérameters of interest as

Wwe a6 ome ad |gona ?SCFI tive tatIS’[IC?
ther varg les Include H e ana 3|?
re measures qf una ttclgate nges. In fea
ross atlona roduction (GNP) and unan
nant CI at%

af)%te mon rowth g
3|maNP ® ca u te érlcs)ceses res'n%%a a
&NPwera thf est Fa)ttes ar talnet{]% tehg
maximum IkﬁlhOO metho§ Hantlmgt
money % ny IS compute ISCUSS

N

Barro (1978

S 1% thrg gah 3? of Table 1 pre-
sent _estimates "of ordin ¥ east suarfs re
%Nesslwns on varlo S sets 0 varlables Including

e depen tvariab e

three” mo es re orte In Table 1in-
dlcate that uriantlm ate movementf In real
(ross N tiona Proe welahe neqiatlve assocl-

ate t] latzt ? nemployment
rate. T atlonﬁ real G Pabove
trﬁ d tenﬁJ fo, ecrg fe the urc}emﬁ d0¥ment rate
\mele reer% fgur%nesnt ra(tJaN fren 0 Increase

uqntuﬁ)tl n su%? St tgat unantm ated
T D, Sholle o e gt euta%t?"
Ipate E(osmve chané)es In monFtar rowt

A P S
clent on unanticipated” money qrowth Is ne a
|ve onl or cur ent realizatiohs an os
or lagoed values. However, teman
¢t is Imprecisely determined sseen by
a Fqnatifsoc a]ted st [1 ard errors.

e inclusion of current and
Iagged values of the measure of employment

8
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Table 1
The effect of employment adjustment
on the unemployment rate

(D 2) @)

GNPt -0.018 -0.019 -0.016

(0.002) (0.002) (0.002)

GNPL.!  -0.011 -0.012 -0.008

- (0.003) (0.003) (0.003)
GNPt 2  -0.005 -0.005 -0.004

(0.002) (0.003) (0.002)

Mt — -3.215 -2.551

(3.556) (3.312)

. _ 2.444 1.054

Mt 1 (3.700) (3.417)
] — 3313 2.721

Mt-2 (3.946) (3.619)
RO . 790.443

t (212.599)
9 393.051

- (234.715)
o -387.709

(234.671)

", 106.700

(215.610)

©, . i -603.343

- (199.532)
U*t.1 1.387 1.385 1.308

(0.074) (0.076) (0.086)

UPt-2 -0.406 -0.402 -0.319

(0.076) (0.079) (0.086)

c 0.093 0.078 0.030

(0.087) (0.091) (0.083)

R2 0.976 0.977 0.982
5.74 5.43 3.80

atltéustment [tas a clear and suItnlflcant effect ﬁ”
t unemPo ment rate. r]creases In . the
amount o termdtistr employment adjust-
ment have an Initial adverse affect on t
Fnem ory ment rﬁte a5 expected,
a are the ¢ anﬂes In t |?]tr| utlon of
ment across | dustn?s t e
un mployment rate. The lon terme ctsP
| %m emPo ment are ot imme |ate
o VIOF owever, due to the |Pclus|0n of the
ﬁ; qepe]nﬂent arlab es. In the re-
gressm mode ed} iculty arises because
urrent ch a[t es in 02 affect not ?nly the cur-
rent unemplayment rate but also futdre unem-

Economic Perspectives



Measuring employment flows

To. further motjvate the use of of trve ne ative), then the jt industry’s em-
defined in eguatron f?)j ﬁete?tbe em Poy sha)e 1S 1S n% t"] g% Y
ment in industry i at fime t and let ecan eine gloxm attrrbut
g=H dtbe the total level of employment aRIe 308 to chane e ment

share and, not econontic growt e re-
ﬂtheeonom at time t. The chanﬁgus written I terms of ’growi rates as

the number o geope employed In i Sté' Ince th e u emﬁo ment ra&
try 1 between periods / and =115 srmply IS assume to respond to %e gnrtu e
ai~ at-F However, emg ogment changes and not te ||ect on o ment
can occur for two  reasons: econo IC an es, B tla V0 meoe eBt
r[]ro th and shifts in the unI Prn us- ows atrtrr utable to shifts n] itrr

ra comgnsrtron of em ution 0 empoyment IS simply calculated

0
urposes .0f measurin Pru turaI ane
i re?atrn% structura? chan?e & as Hert i 1St~ S Iwhich is proportional to

employment rate,. ad) stmens in em 0 *
ﬁt )riue 0 srftsjjjn e e Ht L1 A 1Sit~St |« Finally, by squarrng the

H]ISUIbU'[IOH across Industries ae[naﬁe are of moun W|tp|n the absolue value S

Interest. pression et —sit ) IS
Slmﬁf the Jl#erence EGIW erh ent (ﬂ“ o re SIOﬂ (gte te)ﬁeS E)
In Industry I at time tand the a stries expey

t
empoyHr nt in |ndus1tr}/hrt arnv(\fust(r Og ?r uarrn %Vaﬁg% OSrzrmmtevratrons of

occurre fime emp ent ate
rown at t ame rate as the aggre ate are given mo t rn th ca?gglrat?
conomy the emplo ment sh Sincé  structural s arge. ma nr
ey e 1 emologmert B e T o avt“ oh g
R yf)ccurre ﬂth‘a é: Egn stre Ir(i]er?rﬁglgme% rateI gf}gh aUVSerghtrng
equals zero Srm llarly, 1 —srtretrs posl-  sche appropriate.

ment rates.  Simulations shonf] that the the assocrated ovements in th unemglo
|mum effect of nrncreas In the volum rﬂent rate are due to tructtéral C anﬁe not
mterrndustr empo ment chanages Js felt af- at easrhr CJustr ed Thus, drawing | erence?
teraone %ua ar%r gmﬁrng rea[]ter about strictural unemPo ment or the natura
~ |t should be rote atw etecoeffr rate ofunem oyment fro tR %rtsfound In
cient estrmates on current and %%ge vaueso a le 1is |na rrr)# |ate The (i |cu#tya|se?
02 are quite arge in ma nrtlt]r the actual because of ? ultaneous effect o cy? Ica
values of 02 are relatively small, with an aver- and structura actors on employment “flows.
age value over the e{ttrre time ﬁerro of Asr |lustrated |n Figure 3, the ebb and flow of

1.3x10-4. " If, for_example, a one standard de- Poyments ares Is dependent upon the stage
vratron Increase in 02 ocriurred at time 0, the f the "business cycle. In dyrable manufactyr-
unemﬁ %ment rate would rise by only 020 g recessions afe invariably assocjated, with
Eerce tin the first quarter 0368 rcent in the declining employment shares and therefore a
econd quarter, an 0.16 percent after one reater amount og employment  adjustment.

he rob em there orer to”develop a measure
WhrI the ﬁvrden(ie reported in Table 1 t |st|n urshes employment flo attrr ut
suggests that the volume of |nter|n ustr ,X 0 stryctural Tactors fro[n g
vement of employees 1s positively related to ment attributable to purely cyclical
the unemployment fate, tne Interpretation that factors.
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Structural change E af?sesrfr% ltlh%ea%% de%gte economy at time t
Ther are g variety of ways.to extract the
urely ¢ cTrcaI e?tect onythe wrrbutron of em
Etr ctura‘ aCTrt(r)gge Itnec ?rtrn?rssa ret eu otnrea
assumption that ¢ I changes | Similarly, the measure_of temporary change in
ment gre temgoray ?ne str% tura an e/s ponr¥rent shares%AJ }s de)frnedya !
are more or le F anent efinition,
fattempt ng to ate th e effec

chrcaI actors on the str utron of em I‘og/ 2
ent aCross ndustrres calculations caPtE I=
one o two lines, A measure of fhe varl- Because the .expression .in parentheses s
P?% ?em Io%ment shares Ofor 055' em () uareg effec |veP Hustp rles experienc-

0se in

ent across Industries ,c n relative X ermanent changes In. em-

ititeted Y an endecom 036 Into a r] yment]s i repwerg 160 more eavily In

erman nt (str cturaI component an atem Phec U %

Prar Zc clica one Alternati eY the em- joe avro[]ofAﬁand rfrom the frrst
ent” share’ or level rn each 1nd

try |s

ecompose to Its ermanent nd cyclirsca e| %gttresreg)ramlgr?ezdtrnrgug re% As ca “%Etiéeﬁ
ements an sin o ermanent rmanentcanges In"the rstrr utio o e

ortron asrn eas er an nt change oyment acros mdu tries correspond .close
n employm n utron |s evr d The usrnesscc trn ur notrcea
Irst a oac com |ona easrer srn
ma cur teu In namrcs | n 1980. nco trast tem rarc g

c ypot esrs are w e rrse eemo g F Istrib u&ron Hot a@
struct ral une lo m t For thr reason the CCesrgn icantly correlated with the husiness
econ a%%{g ov C&r{ae.n mdustnes ex eri- Y A comparison of the measurement of em-

ence re at|ve| smooth chanaes in employment ployment adjustments, a2, wit OﬂS'[I'UC ed
shares over e while otrel Xperienc muen ne? Ure of permanerit struct ra't C%
more volatile chan es While "bot f these  YIelds some mtlerestrn 8 % ude
N b tintuit measure oyme tment recor S IS
{/lpes or ¢ ange e ermanen intuition roest v I 5, le 0 the prematur
Sgests that" a ruJ pe manenth changes n ake aueh 8090 e PlEmai
unem onment t?t do smooth y occurrrngf
changes. T US t ermanent ﬁ)ortron 0 Figure 5
Chan eS |0yme Shares t t IS th Permanent and temporary changes
ast ex rience IS the appropri- in the distribution of employment
at mea ur an e b h across industries
CU atrn t erenc etween the
actu emp %yments remin USAFK | af time
tan ttntw ich woul bee ected hase ugop
ast behavior is re atrve straightforwar
OWever, s(eparatrng this measure |nto I'[Sng)
manent and tempo porary components IS a more
com |cat% endeavor. ~ See Box, Measlring

struc uralc
at deviations of employment

shares fsrom trg (P In in ustr | at time t can be
accurate decom ose rnto germ A?

nt
change porary changes
thengt?te rneasure per anent struttuﬁal’
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Measuring structural change

T S R S
defined as (MbS,..., st for t = 0, pi[ */-[_’E ¥t+i?” *

where () indicatés the' transpose and it Is

the_employment share of industry i at time The |ef[h nd side of equation [ii] can be
t. The vector of employment shares is as- mterpreteé1 a ﬂte de3|at|0n urr nt
sumed to_be related to 1ts past and future % cPyments ares from Its expe]ch \(/ft
values. Specifically, assume that ase 8 Etast experience.. This dev
ation is Seen fo be tfe sum of two com o
nents: a tem orarx component st an
permanentc mponent

w

«/}]:[]1 Pjk-] [i]

3 -1 1=l
Equati t
+EI_X! +f ordina rqurecltgtn f&lllrfeca';ﬁstfrerhfﬁgln;rat&% y
=1 and SH CifIc Values ? S
mane tcométdpnent or the | mdust
where a is some time varying parameter, ~ Simply de
the ft's, are geometrically = declining Al = i]
Werghts ft = 1and st is an additive in- 3 3
Ioendent and identically distributed azC ™ fysit+] ~ A fysit-j]
aom error term. Thus, the current =1 j=1

vector of employment shares Is assumed
to be a two- grr? d moving average of Its ther aram'Q{j'rcah?,ﬁ (]the eStt'énrﬁt%dra\r’al%%n?f
st and future values. — Subtracting  ponent'is cafchlate as the regression Tesl-

Pfi-j from both sides of equation [i],

the following results:
j=1
3 3
h-'.Y_i t-j = [] - -
- J: J:

pronounced at that time. The more refined Structural change and the

measrtrrre %f pdermlanelnt séructturatlh rihatngef onI unemployment rate

change was far less important a factor in the transrtor changes in the distpuUton of -
1975 Tecession than it was in the 1970 recession, 0 men¥ ac[0ss mdustrres is 2 refmemem ofthe
Interestingly enough, even the recession that R] Xure o Interind ustrY molovment flows of

occurred |n 1958 dppears to have been associ- g % revrously IT is constructed so as trlt
ated with a more prongunced permanent g ea mg to “the concept of structura

change in the structure of employment than hange. I structural change Is rapid_and ac-
Was Ehe 1975 recession. Moy comganred by large emplgyment pshrt‘ts then
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unemployment is thought to be the by }product
gstu\grﬁgh]ers struggle to”adapt to the “changing
Analrysrs of the r glatron between the com-
pute emanent an transrtorx varratron of
e emﬁ ment distribution and nepr
p p trate m aay procef aonlg Irnes similar
Pat resente owever, It 1S
’]crt assume]d there that oncg demo-
8 g Ic ‘changes have been controlle for, al
I unemployment esu Its cyclica
structu al, o fr ctional actors w ere frictional
unemﬁ oyment IS assumed to be some const nt
amount n f]ence this assumpti ndenres
exrstence of other act IS, art cu ar]{)( rnstrtu
thona arrap ements t at ave an eftect upon
teunemﬁ %/men (ate,
Institutional c(pndrtrons re not
¥c ical b}/ re. Nor should the bet ou ht
as contri utrng to strucﬁural unem %y J
ecause structui n}emg };ment as gefine
ere |sterefs t of the Cha p reatrve de-
mand erent t es of |agor.  These
changrn institutional “Characteristics are most
proper| assocrateg with frrctronal une Rlo
ent. As discussed elsewhere, frictiona
80 ment arises due to the functronrng a
lyriamic labor market where workers are con-
inuously mai gpecrsrons s 10 the proRer al-

ocatAon of t er ahor ?e eclsi 1are
Dase (pon the arameters o the un er yrn%
mstrtutr | framework. % when
ramev¥]ork changes, gt will ali ave an effect
upon t crsro

the workers %see wor
pr quit wor] fan t ie ore I%WI” ave an ef-
ect'upon the frictiona raf)e 0 t(rjnem (pyment
_ researc een devoted to ana-
gzrng e ect 0 unemplo ment Insyrance on
h sgarch. Crrtrcs ar%uetat th exrstence of
suc unen}p %yment Insu aH chemes lowers
the costs 0 A e{arch and therefore encou étgf
unem workers to remain un mg oye
a lon er pratron than_they woul hve In the
Be?r%?rtg (t)en {0 ancereasse tTeusunrr?r(r)rre e”'Sﬂt
rate While thrs may In fact occur rrPt Q(t“
|saso ult possrble thatb encouragrnp
arc onger for empo ment h
ces het eep] emrpo ees a Blo ers
Fesut there negatrve -run f-
ectonteuemp ent rat
he regrﬁss on’models presented in Tablg
2 analyze “the effect of permanent an
transitory changes In the distribution of em-
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ployment on the age-weighted unemployment
faté. A (esented previously, other explana-
torY varjables incluge deviations in real Gross

atiopal Product from tren Hd unagtrc
pi o b Bl
d@ﬁrona valiable I n& ded rZ%I which i
ocra insurance F )pen itures as a perce fage

Grosg National Product.2 This arr
assumed to roxy r the costs assocrate wrt

unem
%aqle 2 presents ordrnar¥ |east souare £s-
timates from reqressrons on the crvh an ap
rﬁ ted U emB o]ynhent ratje over the per od
1954 thro no e th rir]uarter of 1981
arameter estimates and  their assocrateg
san arg errors @, parent eses are report
ong with some desc rptrvg statistics. As rr]
essrons r%) rted In' Ta 821 the models of
T n]c e two la gen ent varl-
ables.  Therefore, th LS strmates [
symptotrca ?/ e urva ent ﬁo maximum likeli-
tdn es ({ e eITors . are not
eteros stic. T uste Box- Prerce sta-
?trc Q) Is reporteq testing for autpcorre apon
theetrmat resiquals ralag enga1
parters %rno rom _the small gnrtu
this statistic, the residuals appear™ to
whrte noise”
chan head reerssléItS atrf]ejcltcsat%he thantemStrucrtherﬁt
v
a aﬁrlle transrtt/)r changes n th distr gutron
po ment across_Industries have no dis-
fernrb flect,t AsinT ole ] ttﬁrnclusron of
%e? de endent arra es In the regression
el co hcates the | tergretatron of the co-
efficients. " This occurs ecause current struc-
tural phange not g ty affecﬁ the cHrrent
unemployment ra} ut' also rln uences tne fu
ture Bat of the unemp ment rate di-
rect“ p]g a one-quarter lag and Indirectly
thro% e two Ia? degend nt variables,
lqure 6 reports the results of a srmulaéron
fe U on the parameter estrmates found In
Co u(rp ]d) 2. The_effect of a one
standard evratron temﬁora%rncrease in Apat
time. 1 on the time pat e unemplo ment
rate Is anabyzed ch tem orary, it |smea tthat
the disturbange occurs atI time 1 after Whl
turstors previous level, As seen |nt
current structur change ad-
ver a ecj the unempo rp]ent rate” hot

curret into the Tutyre, the effects dam
quite qt}{ cﬁpy A one staanJard deviation rise rR

Economic Perspectives



Table 2 Ixrn structure of emplo dI me t hrs IS surpris-
Structural change and the ga ecause it w ? that struc ura
unemployment rate nge IS responsrbe éreatrng d arge P00

0 CthﬂIC& unemP 0¥e workers. However

© @ the numbers indicate that most of the effect
occurs wit rn two (ruarters of the drstl}r]rbance
GNPt 0,009 0.009 long-term e ects are minimal.  This evi-
(0.003) (0.003) dence IS a%le% artially ¢ rroborated by st)
G"Pt- 1 o oee '(%%%3) strrgs é)rhte rst utro unempoymenty
: : urati
GNPt_2 -0.002 -0.002 Table 3 reports for the period 1960 fo
" f’fj(f) ‘fffj) 5}985 éh]e ?%ear[cent% 0e gfeun%mrr) ﬁggn wg eers rn
7. 7 v W v
D D various specifie Ien?tsoﬁtrme %sy e
Mt- 1 (5.453) aes) seen, treee n\ragm orl oft nge e att))gr
v
Mt-2 o) O oa) otr)cei wrthtJ sytx m%nt 50 osrn eavrn a
job. “Even In the wors} year rm unemp
AT s ooy ent duratron st ndarrjs less than artzr
e Lo 0 the unem oye were Unemployed r0 er
At (147683) "(16.545) than twent}f SIX. Weeks, r% much of the
_ 0537 chan eint rstrrbutron unem |oymentb
Al (35.002) duration that as occurre Per IS°time ap-
AL _ 9103 pears to be related to cyclical factors assoclated
[ (36.516) with a rr%eneral weakness in the Iﬁbor market.
sh 3.332 3.158 Thus, the erceptrrin that structura
(1.038) d-114) change Iead? fo a ore or ess Permanent 000
UPL. 1 1.185 1177 of ?hronrc unemplo e \rvo kers Is not elt
0.078 0.082 | ustifie this evi u
(0.078) (0.082) tre st Howe s evidence sho
UPf2 0.247 -0.239 b aken as con rrhatron ‘that structura
(0.078) (0.081) fact IS have anr gacto on}r |th duration
c 0.018 -0.072 onteove I rmance of the labor mar et
(0.101) (0.224) rr] Q’ he the ca e that struct ral chah
P2 0.978 0.978 results i ncrease re uencar nemJ)ﬁ
Q 3.30 3.49 ment rat ert an an Increased duradon s
Fi 6
Al at time 1 causes the unﬁmﬁlolyment fte 0 Effect of a one standard deviation
rise by aphroxrmatey one IPercenta e horease N structural change on

@rnt tha ﬂuarter The foIIowrth uarter
en Ap returns o its previous level, the up- change
emplogment rate 1S still IarPer than ‘it woyld

have Deen %/ a proxrmatey one tenth of a
Eercentat? R int. Wrt |n four quarters of the
tructura

nge the effect on the unemrpo%
ment rate 15 small, bein onI}/ one hundred
ofa percentagre Bornt and continuing to decline
thereafter.  Thus, the ong -term effects, 1..
ﬂreater than one r{ear of st uctlur% change on
eunempoymen rate are neglig

The' evid ence wded in abIe 2 and
Figure 6 sug gests that the unemployment rate
adjusts quité rapidly to changes'in the under-
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Distribution of unemployed

Table 3

by duration of unemployment,

Less
than

Year 5 weeks

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985

45
38
43
43
45
48
55
55
57
58
52
45
46
51
51
37
38
42
46
48
43
42
36
33
39
42

1960-1985

5-14
weeks

31
29
29
30
30
29
27
30
29
29
32
32
30
30
31
31
30
30
31
32
32
31
31
27
29
30

15-26
weeks

13
15
14
13
13
12
10

9

9

9
10
13
12
1
1
16
14
13
12
12
14
14
16
15
13
12

27
weeks
and
over

12
17
15
14
13
10

8
6
6
5
6

10
12

8

7
15
18
15
10

9
u
14
17
24
19
15

SOURCE: Economic Report of the President. February \

Table B-33.

events may
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?0 d
{ also
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Thu
cta

a worker th has heen dlsilac

fecte
oeng

rance ex
the evi

ecome unem

ence snm)

|n0feases in the amount and av
Insurance thattend to re ucet 0 oru-
tt rXment cause an Increase In

cost of unem
tney unemployme

Ity

HISOSGW

arsefsm?reT%‘P'ﬁ.f?caﬂﬁ 0SI-
tlvetg ssomaged W|tn the ung Rlo meX ?a
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Measuring the natural rate
of unemployment

as state
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er, the sum
struct unemploymentI It
?tralg torward 0 caI(i
rom’the regression resu

Federal Reserve Bank of St. Louis

If (%heeanratural rate of une WPcttgnfi?

IS now re
ate the natura
ts presented previou

Pt

s

structural
ten In
ave not

t social

esmt

ment IS

¢

The natural rate ISSIml calculated as the rate
of n Pla ment t awvou’d re u(it If af Cy-
clica va es, namely GNP and M, were. set
denti dpa ¥ riual to zéro over the entire time
Peno 0 Implement these (iomp tathons It
snecessary to Specity Hltla| va ue? the nat-
al rate. Ho ever; teeffect of these Il |aI
va ues on the, ﬁalculattons ecreases rai)
aresnt J In Awo years the natura rae
{/satﬁlergualy independent of the assumed Initia

i BUEN
e B
[1 2. Initial VfﬁUES of the natura rate re

taken to be equal to the actug vau 50 8
ent rate or the first secon

Eﬁjae%tsgrgvg? tne enod frolr%ure SO\%Srotuheh Sh

= T

{ r of 1981 so as to minjmize the In-
uence of t ? assumption about nitral values
on the natural rate.

As seen from the rah tBe natural rate
of une %Io ent has a t| een below the
ﬁ ﬁ Q/oyment rzie an at of er t|me
as been above 1t. Until late 1966 the natura
rate was con5|stently below the actual by as
much as wo percent ag oints.  From “late
966 ou% 19(3 the reverse occurred al-
thou hthe atHra rate never exceeded t eac
tyal hy more t an one percentﬁ oint., T e
nse In" the natura rate’ over t ? Ime is due

e omlnanfy to the eatlvel arge amount
structura change t at occ rren| to a
esser extent the Increase In s?ua Insurance
ex;}en Itures. as 9a7 %Jercentage 0 ‘From

4 through the actual rate agatn ex-
ceeded the natural rate while for the Drief ge
1o from 1978 to 1%81 the opposite was {ru

Not only has the reIatlon betweer\ the ac-
tyal and natural rates of upem gment
canrqed oveL fime, . but the e?tlmae f th
natural rate has varied widel a high of
{01 percent n the third ?ua ter of 1981 1o
low of 3.4 ercent in the first quarter f1966
MR A 1
Prop p Q{e mtetntroéuctlon the dlf
erence det een the natural rate ofitnemg
ent an the actual rate of unemﬁ ntIs
Irectly rretated to movements In t e In Iatlor]
rate. the natural rate e 8663 the aC[Uﬁ
rate, then labor market conaitions are tight

Economic Perspectives



Figure 7 Figure 8
The natural and fixed-weight Inflation and the natural rate
unemployment rates of employment

percent percent

and inflation ccurs Converse rf the actual coincide with rapid declines in the inflation
Late excde stenatur ra&e thien lajor mar- rate
et condit) lower i rn at on or ~ While the I(YVO Series are clearlx Posdtrve

even ossrbgfJ dleg%ron resu tl<; Thus, th Fflated a great geal ofthe grra 10

atlo i £ POSItIVe] correlated Wi ation rat IS Uﬂﬁ)r([{)iﬁ< C an? in t 1S
the calculated_girrerence. ThiS ind ee SEEMS 0 measure of labor market '[I? ess. [T the esti-

be the case. T eesﬁrmate corre gtr nco ates of the natural rate of une ment are

clent petween the inf atro[r rate and the di er In egd corre i en a more adequate under-

ence between the natura n cua raeso standin flon requires | or oratin
t t t t f t t

unem %ment IS coOInpue ? g |- other eements 0 teee]onom y, such @ mong-

catin h t the two do var drr?ct na tary policy, into the analysis

gon there 1s_NnQ apparent Har re Ftron

etween the Inflation rate and the act ua un Conclusions
emLHo ment rate as Sca date coBre atro[r
T lent is @ mere - thoughtes ca The historically h ?h unem erent rates
cu atro are somew ajt cruge they  Indicat of recent decades aré atfrib 93 par&
hat rn ation ?es not depend upon the actua to a combination of 0 factors: ra
evel 0 unempﬁyment ut rather the actua ronounced struri Hra C r%e and lo
rate relative o (t e natu[)al rat% %ate demand ﬁ %ralp ]JC ch
gure 8 rfplas oth the difference be- ée CoMposition o |abo ?
twefntenatura Q tual rates and the an- tended o aversel fectteunempoggnent
nual Inflation rate a fonq arterly data, rate, the actual impact has been quite modest
The Inflation rate from 1958 ‘tnhroug 1966 The unemployment of the /05 is af-
fluctua ef around two rP(ercent i)er ¥ear wrt n rrbutabIF In large Rart to shifts rn t distri-
notrcea eupward trend. Dur gbhrs trmet butrono employment across [naustries brought
acttlra unerrl ployment rate wai ove te nb some sort of strugtural change. Unfor-
ural ‘unemploy ent rate, im |¥ %that a or tunae X temeasure of strrictura chan e de-
market condrtr S were somewha From veoe can ecomrhute only with a four-year
% {0 1973 apor market condition anear tere alar |c decrsronf sed
fo etr hte the natural rate rose above t on s ate cu 1ons  Inadvis
actual. atr N appears to be_tren rn% H ever he es eneed or olicymakers to ave
ar urrn the same § g?rrﬂgtura e of the c rrie t magnitude of

eri
the two drops In the drﬁgrehj etween the ge IS quite rea
The evidence %n rnterrndusltrg emglog-
hange has

natural and actual rates ofunem oyment oc-
curring In 1975 and again In 1930 }appear to ment fI%WS suggests that structura
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not been as Ia ea determjnant of unemplo
rﬂen [{t sasrt asrntpr 970s. hu% ? q
uble-digit unem dymento rece[t Xars ECIS

morecoseg( aseocr ted with cyclical rat

ndent variable in the anaIP/srs m
o e
ICe. tmﬁar caltu S0 perform
tan structura or rrct lonal factors. ﬁ na msr%er oymen rati %lﬁ provi e“{]
tfra[p ation of data used in ecomgu
tation 0 |g¥re I sn&gests that the curr [rt 9Int{a hsence of serralvtcrl elated eITors, q
natuerraerr]ate Itr/r(reenm ( rlnzelrjrzt1 1S Sﬁ) ro |0mamtg eas s%uares r@oeq Ien rgrreraxsrlmum Iﬁﬁ
ratFe) o? 57 for the fist uartero T% |ta ustel | ce st C | ortedhtest
Egtrj‘rrcsernteda t Pt% I(rtﬁTr}rtroenrsatnt e|s tqr%te e nd u ikl% ggf:rfe}“aﬁ{feg%z s Iu e rrggt %lela
X ?rican be accent rf at t?r LJfave percen[ srg}{
EzThe on Dere Js based 10, large eﬁtento I Cagcfneea/setz emen of permanent change. in the
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NOW AVAILABLE Toward Nationwide Banking

One of the_major issugs facing the financial industry today is that of interstate
banking. Toward Nationwide Banking, recently R_ubllshed by the Research
Department of the Federal Reserve Bank of Chicago, examines this timely
topic from a variety of perspectives.

o s tpere a need for interstate
banking?

« What s, the driving force
bepﬁnd interstate rl)gan Eng?

» What are the implicatipns
BV noui r?ws ons of interstate
anking legislation?

« How will banking law liberalization
affect local markét structure?

* Where have nonbanks chosen
to locate and \thX have they
selected these locations?

* Who wj|l be the ac ir%rs and
who will be ac UII’_% wnen
banking laws are liberalized?

« How will the new interstate .
banking laws affect the v EL

ang in ependence o} stnall IryrE $?

The research contained in Toward Nationwide Banking should be of valuable

assistance to bankers, legislators, academics, and consumers who are con-

cerned about this emerging development. Toward Nationwide Banking is

available from the Federal Reserve Bank of Chicago, P.O. Box 834, Chicago,

E:Lh' 60690 at $10 a copy. Make checks payable to’ Federal Reserve Bank of
icago.
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Annual conference assesses banking risk

Richard D. Simmons

Bankrn% risks—and how to deal with dent risks In an atte t to re arn solvenc
ajor to rc& at the eder | Reserve oreover, due to disc Indo
C |ca 0’s 22nd annua Con erence on % (Crurdrt does n?t necessarr rmrt 0SS8S Or
ﬁ' Structure and ~ Competition In orce Im edratecosureﬁ Therefore, while in-
eft open, cosﬁs fo tax-

conference the frnancra rndustrx een payers wil] Increase as loan Josses escaatf
rocked by 'several major events, Privately Kautman drew  the following conclusions

?eroon May 14-16, 1986 Since Iast years solvent |njtrtutrons are
sured_thrifts in Maryland an% Ohio were tem from this apalg/srs First. to mrrrrrmrze economrc

B iryclosed a record number of agricultural costs, regula smust close a financia rn%tru
nks Tailed; and the Supreme Colrt issued fion. Bro ptly when the market value 0 t
decrsrfns upholding nonbank banks and re- nstitution’s et worth re%ches éero d)w?
lonal Interstate b nkrnﬁ compacts, In addi- arge rnstrtutrons snould pe sold Instea
on 3L states have fiow Ras ed inferstate B |dated. _econd, ||nancral \nstrt rlrons S ou
islation, and man Iarge onbank holding e required fo rebuild Caplta 0an loss re-
co pames comEete ith panks. ferves %Ick Bn preparation é)r ang/ utyre
Given, these events, this yearsconferenfce s asis, Kautman ISggree Wit
ddressed rrs -related Issues |n the confext 0 P'tﬁ orRea ance roqram [ agricul-
ere ulated evrron ent, e37 an kers, tural banks, T [] sinc e}/the dego It In-
re uators an aca rcrans ad an op ort surance agﬁncr Famon ar trve tO

in¢
t0 ea rnan rent erspec ves nns Inimize iostso fajlures auﬁnont% ?
|n the an stem e speakers care nancra rstrt tro dﬁ sovent
vy]ere WrIIram M [saac 1‘ormerg Charrm n of

rans erre terin
Walter Wnso ormer Chair- encl Ogr Frneﬂ th%
man of&trcor 5 eor (/ota I:Cxecu %8;?5‘- h0U|§ rnst quh(f @Ita
e Vice Presidiént at Banke rsTrust Company. g%trlgﬁcéues)glsag eposrtors efo eposit 1

Risk in historical perspective i i i
Risk from a banker’s viewpoint

nm.cgegﬁef.%a l(:(eaufman é) rofesrs]?\rerosflteco GeorgeJ Vojta, executive vice presrden(s
Chicago, stated that %ew"eg 1875 and f' at Bankers' Trust omﬁah/provrée a Secon
before eTJthe[)thﬁ EDIC or the Fe (efnsted (e|- Q/ETS ec&rve nd g | eblfaﬂ In tg
ativel 3/ ew bank fall ure? occurred, dug toir d escrtre Is:evera rr]rro em? I atyds
ca Itdlization. and srgnr icant market discipline. Sks?m i it ks_are 0? insula e
naddrtron \ dba ks were Iosed imme- g%‘o ke ISCIEmed d UWEM Qeark}’
diate wrc fe eosrtor osses.  If a o stnssgrr]e 0 ?(U e}remrn%(t)rorlrtse ISC

close bgnk was still solvent, it reopened soon confrrf il Second un%orm cartnta? ratros

af erwarufman continued that many depositrs msurance remrums contribute o ooersk
now refl on fed era\ rﬁ)osrt insurance rat er ﬂfr' u?rrr]r cees g?“r %e %ch ssrreveu “tsor

}han bank ca CcPlta for the safe re urn ? their s Treclue o s my ﬁaerr
unds. Acco ngly, capital an oan 0 re Bt % i Y< it
serves have gecreased, and the nis g |eCs rn%s easn prrlJn?ems arrr]rcse Cgma?lrlrrlvse
Insolvency has Increased. Further re?ulato weaken eban in tem and threaten the
are often Ienrent reqarding loss recognition an systemsiong farm S,a% iy,

slow to ¢ tose rnslolvetnt rntstrtutrons tIn th |tshen

vironment, insolvent institutions er nothi Richard D. h
10 [0 hive 2 strong incentive to take rmpruq Forbial ResoTie B o] Cicage0Cte economist at th
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To solve these problems, Vojta argued for
stronger examinations, increased disclosure
risk-based insurance premiums, and risk-based
capifal ratios. He also stressed that barriers to
Product diversification must be removed and
that commercial hanks must be allowed to sat-
|s|fy tthe equity underwriting needs of their best
clients.

~ Far from seelntg a conflict between com-
etition and safefy, Vojta _agreed with
aufman that fostering Qom?etltlon and mar-
ket discipline would Prowde he best path to a
stronger _bankln({] system.  Though some banks
would fail, most would adjust successfully, re-
sulting in a stronger global financial system.

Banking risk and the investor

Providing a/et another perscpective Harry
V. Keefe, Jr.” Chairman and CEO of Keefe,
Bru¥,ette & Woods, Inc., an investment bank-
Ing Tirm specializing in bank securities, said the
Problems_ are with “Individual banks, not with
he banking system. AIthou_?h the media have
dramatized the 120 bank failures that occurred
this year, Keefe stressed that this number is

minuscule given that 14,400 banks exist in the

countp{. _ o
owever, Keefe emphasized his belief
that banks’ capital ratios are too low. Many
banks have lower price-fo-eamings ratios than
industrial companies with comparable earnings
and growth because the market perceives these
banks as undercapitalized. Keefe asserted that,
by |ssum(11 additional equity capital, these
banks could increase their stock prices and de-
crease their funding costs. _

In addition, Keefe agreed that more dis-
closure and market dlscgplme are_ needed.
However, he disagreed with the FDIC’s at-
tempt to promote Market discipline by requir-
mfg banks to mainfain a capital-to-assets ratio
of'nine percent, of which up to three percent
could be subordinated debt, because commu-
nity banks would have to paY overIP/ large pre-
miums on subordinated debt due {0 thé small
size of their issues. He also stated that com-
mercial banks should not be allowed to under-
write  equity ~ securities . because it i
inappropriate” for commercial banks to own
stock in their clients.
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A regulatory perspective

William M. Isaac, President of the Secura
Group and former Chairman of the FDIC. A
strong proponent of competition, Mr. Isaac
emphasized that many of the. problems in
banking result from competitive inequities. He
recommended . reducing these inequities b
e%ljallzmg_caf)ltal requirements for banks an
S&ls, by inc udlng foreign deposits in the cal-
culation of FDIC deposit insurance premiums,
by developing a procedure to ensure that large
and small bank failures will be handled sini-
larly, and by allowing commercial banks to
engage in irisurance, Teal estate, and under-
wrltlnq activities. In addition, he arqued that
risk-related insurance premjums, a stronqer
bank examination force, and increased disclo-
sure would. help bring about much needed
market discipline. o

. Elaborating on the market discipline
topic, Isaac stated that FDIC insurance could
Prowde less than. 100 percent coverage in order
0 promote discipline throuqh uninsured
dethosnors. _ However, he stated that the
FDIC’s capital proposal is a better approach.
This capital proposal would gradually increase
capital requirements from six to nirie percent
of total assets, and subordinated debt could be
used to safisfy up to_one third of the nine per-
cent requirement,  This debt should increase
discipline by forcm([; each bank to pay a rate
b_aied on the market’s perception of that bank’s
risk.

Contrary to Keefe's view, lsaac stated
that_ banks under SI00 million would not_ be
significantly burdened by the increased _caFltaI
requirement because their primary capital-to-
total assets ratios currently averagé 9.1 percent
and deficiencies at banks with lower ratios are
small. Further, Isaac asserted that these small
banks could Place subordinated deht at rea-
sonable costs through correspondent banks, in-
surance  companigs, and  pension  funds,
Instead, the heaviest burden of this capital
proposal would be on thrifts and Iarqe banks.
According to Isaac, the proposal would equal-
ize capital requirements for large and small
banks, reduce the failure rate, and minimize
FDIC losses.

“The first luncheon featured 1guest speaker
h

Economic Perspectives



A banker’'s perspective: Nonbanks vs. Iare US hank holdlng companles and of
banks com ara eTreasur securities was not signif-
ican rt/ re ated {0 ank size, cart)rtalrzatron

0s, r

The second luncheon teature% 'guest earnr liquidity, or loan quality, These
Reaker Walter. B. Wriston, retired Chairman findings arque that subordrnated creditors have
d CEO o Crtrcor ere grevrous speakers, not | posed market rschIrne on bhanks.
Wriston em% s( to remove re- Look rng at deéaosrtosrnstead of creditors
strictions 0 an 550t at an s could compete Herbert Bae lijah Brewer, economists at
In t e mar n equitable basls. the Federa Reserve Bank of Chrca%o pre-
rou out I talk, Wriston etha?rzed sented evrdence that uninsured depos tors' re-
tpat ks are osrng an rncreasr 3/ g gurre er risk Irlaremrums on ce tificates of
share 0 %he market to a GgE nonb 3 om eposit When a ba ks market value of equity-
ItOfS suc nX ely to- totaI assets ratio s low or when the variance
American X ress an ears. ean- of returns on a bank’s stock 1s high. These re-

trme ankers and re “? tors rbEIe about  sults, presented eIsewhere in thrs issue 0f Eco-
OW ma”g ar Sr}mmﬂ‘ g#rcea ”‘ﬁ nomic p ersaectrve% indicate . that  yninsured
Xtalrt ¢ Fookm ccordrn to W“Stonil this  depositors have Been exercising market disci-

tthe trees Insteag of
|§ﬁ g]e Plrne and that more disclosure woud InCrease

forest C0 trnu s, 1l es.such as allowa

e b e B I R P B

grrr] sCr(/)vrrn Qavgrseen supplanted by large non- en(t:(e% in (ajrs%essmetnts roﬁose In/addton ki

risk-hased deposit Insurance I

will 4] o gcrlérggénsrtgﬁggdcutrrgat I-Sl(rgvmvevbra nh Brohrosaf 0 extend  insurance I thes)e

r0Ued that the Bunose of Dark reaulation & nihsured depositors would increas an risk

toge SUre a sou % system. ot {0 kee takrng and reduce existing mar et qiscipline.

001 ratagel etk ey BeGuIRo e pHatfis, Jr. ot Clemson Univer,

P % g sy, James. R R Scolt” of the, Unlversty o

oy B b 0 gk i Al B J

TGS T e e i
Mo oyt e gy e R ool o

comgetrtr e actronts will réot cﬂuse anci her'de 91 caused a cumulative exc ss return 0

P{{GSI Sup (iaUth decereasee Sh ted?vgo net Ben[( fo st nl(lh ders 0 the na.thﬂS %rgest
% g\ydes emeraenc gt}/drt 0 anﬁ anks, because e market percejved that Teg-

anH E uarantees ePosng oreover ulators would not let these large banks far

owrrw rws ore. flexibility to comdt

stren?t en an Ing Sy St Accor mgQX Off balance sheet activities

Wriston arqued that re? ator restrictions

must be rﬂroved S0 tha H can survrv? Another risk-related topic recervrng much

amon? reely compete with other financia attentron at the_conterence was_bank off bal-

organizations. ance s neet actrvrtres These activities Include

stand Y and commercial letters of credit, fi-
Encouragement of market discipline nancial futures, interest rate swaps, and loan

commrtmen(ﬁ Because these acfivities haye
In agdrtron to being a common tt]read for grown rapl )(rn recent years, with potentia Iy

the Prece In seakers market disci JJ Ing was dverse effec ?n bank “safety, requlators are
oprc for man of tereseac ggers pre- consrderrng Including them i &n adjusted

r] opert Yer& Terrence M capital ratfo.

Belton of the Federal Reserve Board . and Lawrence M. Benveniste and Allen N

Michael A Goldber of the Feder% National Bertger of the Federa] Reserve Bo%rd ar u

Mort socratr foun that t therest that"standby letters of credit and other of

rate ea etween the subordinated aebt of  ance sheet items improve the socal aIIocatron
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ofrnveftment fundgb use mvestors can make that no hank should be considered too large fo

Irect loans to a ?n 'S qustomers by renting fail, that more disclosure is needed, that bank-
credrt intorm atron on tho custom- Ing is n most respects like any other industry,

ers ﬁ Ja Brewer Iy J(odri en aver, an and that more deregulatron 'f needed. In such
08% H. Wil son oF e F Reserve Ban an eneroannt banks could freely com ete
Ica oargg t off b ance sheet Juar with other financial seryice proy iders; Wel

by the. market, and onl managed banks, would thrive; poorly managea

antees are
frongest aﬁg mogt creditworthy banks can Efe- banks would fail; and a stronger and healthier
?ectrvqu}/ Ofer rEese uarant es. . Fmall bank?rlqu system would result !

e V. An GOO man, 4 E owever, 1t 15 clear_that regulators do

Aft[“” Rones of C' C nve ment B i Belrﬁve hanks ar specraA Regulatqrs subsidize
anks roviging federal deposit insurance

Presegct)? off bal ﬁéga%}eetoﬁeﬁrsgabr My oo b
- and discount wind w access at below- market
oth, detaut and Interest-rate isks b aes, Furner, regul |§ I ae popgsing tgnter

veiop their a roach
Al ou%hm %measurement ﬁnd nahags: ﬁ%rrlrbaer%dfe% T rngﬁesasteotheecsrafa v tg

ment of risk anking were the domin
oics Of i F earﬁcon?erence SOMe Sessions af”“ Ness 0 e bk INg System. Re? ators

e devated 1o other Issues of importance to 50 continue to judge banks’ financial condi-
ﬁ:nanc?al rnitrtutrons nd marketsp Amon tions - and requret?mprovemen%s In tvarrou
&ese ere alternative bankin strategres mar- areas, again - In name of safety an

et value accounting, Interstate .me HI1qers and soundgess,

These conflicting views rarse two unre-
EaﬁElS'tlons tﬁe .mpactse"g %{“regugngns O'H solved uestronds FI gt W atﬁ anta%es and
an m% 0h

drsadva tages do hanks have w e them

performance. Ich ma
special rn omparison to other financial organ-
Conference consensus |Zat|0ns Aﬂd SeCQnd hOW far ShOU|d dereglJ'
B lation go in removing these ditferences to level
A sur rrsrn% cgnsensus seemed to emerg the pldying field between hanks and other fi-
at the conference tnat banks are not specidl nancial"service providers?
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Uninsured deposits as a source of
market discipline: Some new evidence

Herbert Baer and Elijah Brewer

ey center banks typically place a
heavy ret1 n/ce on purcﬁase tlrf) yO[p explic-
itly insured Kthe FDIC. Supp lers of these
funds will withdraw them from a bank If they
believe that losses are imminent.  Since the
creation of the FDIC such deposit runs have
been rare But in the 19803 Contrnental [llinois
National Bank ex J)errence two eposrt runs.
The first occurred after the fail ure of Penn

Square National Bank in Jul g 82 and the
subsequent discovery that ontrnental had
gurchased more than a billion dollars of Penn
quare energy loans. The ?econd run occurred
in'spring 1984 and eventually forced the FDIC
to quarantee all of Continental’s creditors.

The exberrence with Continental has led
many requlators, to question the wisdom of a

eavy ba k reliance” on purchased funds in
%enera and uninsured deposits n particular.

thers have arqued that  uninsured deposits
are a source of arket drschhne which means
that when they are an Important fundrn%
souree hanks are ||keI?/ to take Iess risk. Thi
article examines the ﬁo position that CD mar-
ets ghar%e riskier banks hr%her rates It begins

IScussing recent trends in _ rel |ance on
unrnsured de[r?]osrts then summarizes. previous
evidence on thelr risk sensitivity, and ends by
presenting the results of some of our own ré-
cently completed research.

Previous studies found little evidence that
the market charges riskier banks more for de-
posrts outsrde Crisis srtuatrons However, many
of these stu les employed Inapprop rrate mea-
sures of bank risk. Wkien we employ hank risk
measures derived from stock prrce data, we
find, amon? other things, that even when banks
are solvent, the deposit market does charge
riskier banks more for funds. The new evidence
summarized here suggests that proposals to re-
strict bank reliance on uninsured, purchased
deposits are not costless. While such proposals
might reduce the likelthood of bank runs, they
would at the same time reduce banks’ Incen-
tives to control risk.

Federal Reserve Bank of Chicago
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Trends in reliance on purchased funds

Purchased funds are g]enerally defrned N
all uninsured liabilities wr maturities of ope
%ear or less. Uninsured deposits make up the
ulk of most banks™ purchased funds. These
deposits have come t0 make up a decreasin
Bortron of deposits at domestic branches ofU.S.
anks (see Frgure 1) However from the point
of view of bank safety and soundness, a more
relevant figure s the atio of uninsured deposits
to total eposrts foreign and domestic.
Figure 1 illustrates, yninsured deposrts share
of “total deposrts fell from 1964 to 1970, rose
from 1970 to 1979 and fell da gain from 1979 to
1984, - By 1084 unrnsure deposrts

furned to their 1970 share levels

The data presented m Table. 1 suggest
that the recent decline in the relative inipor-
fance of uninsured deposits s a result of two
factors. First, there was a modest drop in reIr
ance on unrnsure de osrts by banks In the

fSt Size %ass Se on ang more rm %r
tan the share of total dePosrts held byt
Iarges banks feII from 3 nE centin 1974 to 26
ercent in 1964, ese ovements In the im-
ortance of unrnsure deposits seem to have
more to do Wrth the e |m|nat|on of Regulation

Q than with an Erofoun change In"deposit
rnsurance or ban ervision,

While there ave been no Iong -term
trends in the overall importance_ of uninsured
deposits, Figure 1 shows that U.S. banks have
experienced” a stead¥ shift from  domestic
uninsured deposits, to Toreign uninsured depos-
its.. Unlike domestic uninsured deposits, foreign
uninsured deposits are sub}ect neither to reserve
requirements nor to depasit Insurance premi-
yms. Thi sugggsts that the shift.in uninsured
deposits from™ domestic to foreign branches
represents in part an attempt to avoid the re-

Herbert Baer is a senior economist and Elijah Brewer _an
economist at the Federal Reserve Bank of Chicago. The
authors thank George Kaufman, Gary Koppenhaver, C. F.
Lee, and Steven Strongin for useful comments.
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IFrltgltJJrreed1 deposit share of total deposits g'es((sllcveealaeﬁg%a{:ﬁg?%?&%qlnuemnsured dePOSItS

.
e Market discipline and purchased funds

In the afterrnath d(fthe Cdnttnental CBISIS
%lmportance market discipline has
su e]ctt smetl)mes eated deba

it has een argue tat eauset
unds are nQ % iCitly “Insured, asgrs of

%reCDsn{( man h| er rat]s rom banks
t taking more “ﬁ Te risk-return
trade-off set by the market will create incen-
ttves for bank mana ers to av0|d unwarranted
d| n the other r\ de facto extensmn of
éaost msurance to 3 depositors reduces the
enttveg ninsyre snors to accuratel d/
eva uate 3 [ISK. |Ie the resence f

unmsured ositors ¢r ates the poten
2e]r(\:/ee arSeS%gStreenrt]eSnt tax as well as deposit insur- feater marE Isc(n S Pcufart or

There ave also beerl)clear trends within Qotgﬁ era g Q,\E}t ggesdereg tzdr
Partlcular size classes, T shows how re- it ana SI avalla ; ata tP e|r
lance on unlnsured e05|ts as_varied he- ectsmns in turn depends on | %e e
tween 1 or banks in four Sjze

Illin ne of ese depositors .to
classes %3 n?<f 1984 1“3 one woulg gencral dIVIé}/ ubtvclI §vast 2ble Information on in-

EXpect, S In est size class ace

S|gnt|f|ctahnﬁny 3reat)er lne |a ce (%ﬂ uninsur Id de- nk performance.

osits tha anks In other size classes. o
Outie e gt s clsy bk eliroggn =270 2 R
mcrease hasp een qreatest i:or ba?ks in thg in 19 L{n% ethFeDFra lélsmcol\rﬂ h'%{‘&l \,Baar?(lfusfa”ed
Sma |QS'[ SIze cass W ere the ? are of uninsure vevs of large de ltOfS t etermme th g
e 67 percent be- ?uate t etr bg ﬁ j }/

OSItS mcrease rou
een 1 I g

|n% re atdonshtp their sens
The |m8I|cat|? deOf these changes .in the

hvd?/ to their untns re Us, an
tfactton {0 ad verse ltts ( t%eZEtsen eIs

composition of total deposits for ban nsk are an Gilbert t985£ hg e Surveys
complex. The recent decline in uninsured de- Pes { th nhrket ISCIL“te exists, it anse?
BOSIS relatlve to msured deP05|ts has reduced P arl Q/j ea%tto fs etns tuttona

vulnera ||t3/ nsti However, nvgstor ea lngi< afe ﬁ Past
to the extent that mar et scipling exists, a studies of the finks between bank ris sand rates

Table 1
Trends in reliance on uninsured deposits by size class of bank
(total deposits of size class as percent of total banking system
deposits in parentheses)

<0.1 billion 0.1 billion to 1 billion 1 billion to 10 billion >10 billion
1974 7.9% (16.0) 13.4%  (24.1) 21.7%  (27.6) 61.9% (32.1)
1979 9.4% (17.2) 14.9%  (24.1) 25.1%  (27.3) 63.3% (31.2)
1984 13.2% (18.6) 19.9%  (24.9) 33.3%  (30.3) 61.0% (25.9)
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on CDs suggest that the resultrng[market disci- turn on equity or a%sets or capital ratros mo Gg

glrne is weak or nonexistent. ‘There IS som anks of comparable sr|z rane d

ncte a%Cli) marke (Ss resp n to crise OWEVer, an a parent relationshi betweent

ter at ut ttIee | encet ar ets Profrtabrlrt aban In adrve %uarter and

disting urs amon a] nks on the asrs Infor- [ It IS ncertan whether lower

[Jnt(on regarding the relative soundness of rofrtabr mduced | er D rates or vice

anks era A 1979 study, l}/ ﬁyrm Herzig-Marx
DeveIo[%ment in the Ial %e CD ma\rket in Anne \Weaver “found that risk prémiums

of the Frank tr na

he_after decreased with Increases In totaI assets and de-
L9 4) and Penn Squar £198%% ar ures s ed creases in bank '] HI rtg recent stu 1y

ome I ht on the market’s cre cx L Ropert Cramer an r bert Rogowski 5
SEDvrgenc% reater Sercerve INg risks falled to ftn ny re trog B etween thel

col ec ert (1983 asure of han secr It risk and CD
h ankcf fa?ure mds d f f P

eqtuent f0 the F risK premium,
mar trerrn sug estrn ‘that size serve as In[arecent artrcl chael Goldberqand
[proxg 8r ower rrs TRIS tierin CouL Peter Lloyd-Davies Perform a 1m
Interprete %s evrden%e of t emarke s Inanilit series anal{/sis in whrc d uotes on arg
to I ds [ate individual ankrﬂ risks.on the basfs CD rates and other vanab es are agPre a
errn?\| é)erfor ance characteristics. After across]t rfnme tog -tier banks™Inc e
Fran In Nationa trerrng ecame somewhat the Fe era ”) yséems so-calle
more selective and the b frs nornt spread be- ame list.

tweeln banks wigened. G
Bur s}ers requrreg a retyrn from a regional ets ass| arge bank CDs increase a

that was 2? asIs points hrﬁher than the amount g?rrskya ets Increases rer\atrve to ank

bert found tﬁat cD L that the rrlsk remni(m% the frna)rYCraPaV%?rs
gf t
return required from a a[ e mone a?n er |n caprtal these d\es arf : taker] at -

stifution. Thrswsdou the no sreﬁ h
Prrortothat period. 1t 1s not clear whether t value then we would be forced to conc ita<
rrrng wasiaratronal response toasrtuatron In there Is onIyatenuous Ink between bank ris
which™ requlators gHrsue a “too hi abr and CD rates. There are two Elausr le ex H
no rcy, or'simply reflected poor use 0 avarla e nat |0nsf rsuchaconc usion, First Ier ri{
data unrs ed CDs maY ereve thfit reg n{)
"I contrast to tr]ese earlier frndrng ﬁ grotec% PeJn ?< 03365, elthe h
preliminary FDIC ana SIS sugsequentt the Isposing o the failed banks throug urC %S
082 Pen Strare failfure did not reveal a and. ass mPtlon thanﬁacgons orb Hn Ing
short- termri ong [(erme ect on te enera 8osrt runs through the alisco nt indo
N

market for lar or requlators “ma

srze HoweveP for s veraIS ?n aﬁter genh etectrn% and cAosrrt/ tro%l d ?n??tutdolns be-
Square, the Dmar%et the OQ“ ore uninsured depositors have suffered serious
nental 1llinois National Bank, w n‘, was linked 0SSES.

most closely with Penn Square Grlbert 198) Acc% ptance of erther of these conclusions
A more recents Ropett Cramer _and not be warranted. Because these studies

Ro ert Ro OWsk | 98 in |cates t at Penn Wee conducte Wrthout much aftention to
uare’s falure did have an effect on Le mar- gossrbl sourc&s of CD risk, there Is no assur-
gt?or CDs. The found rhat CD nisk premi- nce tat rnsk was progerl measured.  To
thms rose aggroxrmaftely ?3 basis_points after ErOperr¥ measure risk,. we mast qu Lstand the
eannoun fnto oblems at Penn Square xact ature o the risks borne by holders of
Continenta

uninsured

Ther are seve aI itatrstrcal studies of the
factors |nf uen%m% D rates. A 1974 Sources of CD market risk
Dvw rane of the Iargest 30 banks
reveae igh Inverse re atron

hrp between Bank dept, mcIudrng uninsured deposrts
CD rates and "han srzeb 8 DY ound can be viewed as an opti co tract W rL
consistent reations E(}Ween rateﬁ 1974). As long as the ook va ue f e han
measures of financla con ition, such as the re- remains above a critical point, t e ban
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consrdereg solvent and shareholders arntarﬂ while loans, for which secondar%/ markets are

coptrol of the firm. However, Whenteborﬁ often thin rnonexrstenta r] As a conse-
value of the firm falls below that point, t ence rrs remiums will be lower, the lower
credrors opton toac ete an asetsrs ank s ho nso M
exerc se 3/ vin tors cose the an] The matyrity of the CD erI also affect
g debto erve t va ug 0 e the risk Pr mium . demanded \z depositors.
un erl éqassets The value o tede t con How te Rremrum changes, With aturr
tract Incréases anal the mteresﬁ rate d %mafn Pen 50 vY]et er the pan seco omical
ecreases when the market value of the firm solvent—w

ther th e mar etvaue I1S aSSELS
assets Increases, 0ecause. agye such |ncrea?e |n exceeds. th t of its lianilifies tb aﬁ(

IS
freases the " cushion ﬁvarla

to absorh utulre economrcal oIventhand Its de%osrts aII mature

5565, The greater t ecu? lon, the smaller on esa date, then the risk premium erI
chance that rieposrtors will suffer a loss, derﬂrnewf matug (! the bank I econo
The valug 0 cf dt conract also in- ically Insolvent and all eposits mat re on
crea?]esw e(n the stan r evraéron of returH samé date, ten the risk refmdrum will. initia ey
on te an S ASSets dec nes ecrease In t Increase as urrt ert)osrts rncreas
standar watron te return on asiets (Merton, 1 ests at ora ent
n}ea}n %attere IS Iess nee that the va e rnstrtutrons avera ates should decline
e assetgb alé below the leve as avera atur mcreases
neee to gay ac torﬁ , tor ma an rmporrtant
role i |n ete rn n% rrs ums here
uncl ear o va uer er ec correa |sast n lef £ at th bank, thg
with mﬁrket value, then ¢ r[r book value more tata ereste
would ave no effect OB values that was rh my at oe enarze CD ers
not already capture chan es In market This befig was ven gr ter support In 1?
value. Ho ev% 0ok value én diverge from ngessrona testimon ormer Comptroller
malrket value for lo q perroB Ltrme IS 10 Conoveﬁ who st e that the nation’s 12
ma efora an to_continue largest bank hol |n? companies were too im-

eSt It tllytﬂoss S Asset oftant to be. permiited to fail. Second, banks
rating after the economic valye of Its_assets
rspfess than the present value ot Its hatsa f]tres. P It hankr states yhave fess funa

n
B e ahiaaara ¢ R e o

eehpe in debt values. On the otfjer hand suc 0" an |gcrease In the r1sks ~ borrfe by the

ﬁ Icy lowers the pro abrlrty at the han uninsyre dEOS'torS

will be’ closed in the near uture Whe ther Summa IZIng the Precedlng discussion,
that. the average rate on

hi her book values es Itrnhr er or ower CD we, would™ expec
rates depend son w et ert e rosp ect of r|s|ng uninsured CDs would increase With increases
|osses 1n t eh nk por or o[‘)fs by the re- In the riskless rate the stapgar devratrgn of
uced pro abr ity o de au ore the CD asset reFurns and the slze of the loan, portiolio.
held equal. banks In unit_bankin %
Rrst% reHnum R Emtfab”” of tatss aymre for unrnsured CDs t
runs can oth be redyce n‘ter ulator closes |n statsw Ich epermlt ranching. On
the hank as_soon as IP exnected arket value the other hand, rnc[eas In total assets and the
hits zero.  But even if the ﬂ atcir tries to use tl0 market value of eﬂurt f0 tota afsets
market val ?closure rules, the values of many fcause ra%es on unln red’ CDs to decline
assets are gfrcut to monitor. More accurate t, of can?es In t eaverage maturrty
estimates of assets values requrrea reater e>i 0 a bank’s CDs of In the ratio of'book value
pendrture of resources. Thus CD holders will 0 assets cannot be predicted ex ante.
ha n%]e a 15k premium to cover Roth the ost
onitoring " asset values an the ossrb il Data and estimation

aln%te gh%'ert aat%sh’t’ae b Wlsefulernmecs(trrnregttin thrs chose. to test the precedin

i t i {40107 WALt t?

ype ot risk. public osrtrons Identifying those factors whi
up Ities are easrle va ue usrng ntlar[k gata the averaée rate zar on uninsured CDs. This
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variabje was estimated by dividing total inter-
est paid on large domestic CDs over a quarter
y the average value of Iarrge domestic_ CDs
durin thT quarter. The ave agivalue of CDs
was calculated by averaging weekly data. This
measure of CD Tates is leSs than perfect. In
particular, it fails to account for differences In
maturlt)(. Nevertheless It dogs reflect the aver-
age cost of uninsured deposits and should ad-
just to_changes in bank risk, albeit with a lag.
Because our measure of CD rate is an av-
erage across a number of maturities and OrI?I-
nation dates, it was necessary to control for

differences in CD rates which have nothing to
do with differences in bank risk. We atter_nﬁted
to address this problem b}; developing a riskless
rate which controls for the maturity” date and
age of each bank’s portfolio. _
At least one other macroeconomic factor
Is likely to affect the level of CD rates. Many
researchers have found that the rate on a secu-
rity 15 influenced by its supply relative to th
supply of government securities (Cramer and
Rogowski, “1985, for instance). An increase in
the relative supply of CDs should cause their
rate to rise relative to Treasury securities.

Table 2
Lead banks included in the study

Holding company name

1979 uninsured deposits as
percentage of total deposits

1979 total assets
(billions of dollars)

American Fletcher Corporation, Indianapolis 26 $2,620
American Security Corporation, Washington, D C. 55 2.303
Bank of New York Company, New York 46 8.989
Bankers' Trust New York Corporation, New York 60 29.647
CBT Corporation, Hartford 19 2.592
Central National Chicago Corporation, Chicago 43 .669
Chase Manhattan Corporation, New York 65 64.129
Chemical New York Corporation, New York 58 38.777
Connecticut National Bank Corporation, Bridgeport 12 753
Continental lllinois Corporation, Chicago 73 34.294
Crocker National Corporation, San Francisco 39 16.087
Fidelcor Inc., Philadelphia 30 2.728
First and Merchants, Richmond 19 2.235
First Chicago Corporation, Chicago 75 28.984
First Empire State, Buffalo 18 1.697
First Pennsylvania Corp. Philadelphia 60 8.406
Girard Company, Philadelphia 37 4.305
Harris Bankcorp, Chicago 53 7.104
Hartford National Corp, Hartford 22 2.555
Indiana National Corp., Indianapolis 14 2.080
Lincoln First Banks, Rochester 12 3.122
Manufacturers Hanover Corporation, New York 58 45.019
Marine Midlands, Buffalo 50 15.690
Maryland National Corporation, Baltimore 27 3.580
Mellon National Corporation, Pittsburgh 54 13.291
J.P. Morgan and Company, New York 67 42.435
Northern Trust, Chicago 49 5.326
Pittsburgh National Corporation, Pittsburgh 38 5.310
Provident National Corporation, Philadelphia 36 2.361
Riggs National Bank, Washington D.C. 33 2.686
Security Pacific Corporation, Los Angeles 41 23.537
State Street Boston Corporation, Boston 33 2.220
U.S. Bancorp., Portland 18 4.147
U.S. Trust Company, New York 42 1.976
Union Commerce, Cleveland 48 1.173
Union Planters Corporation, Georgia 08 1.127
Union Trust Bancorp., Baltimore 10 1.144
United Virginia Bancshares, Richmond 11 3.052
Virginia National Bancshares, Norfolk 14 2.470
Wells Fargo and Company, San Francisco 39 19.342
Federal Reserve Bank of Chicago 27
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Table 3
Determinants of average CD rates 1979:1V to 1982:111

(t values in parentheses)

Ordinary least squares

(D

.8538"

(16.28)

.00005

(1.44)

.0065
(170)

-.0011

(50)

1657
(197)

.0290
(2.40)

438
.3879

(2)
721"
(13.68)

.6051"
(2.95)

.00004
(1.12)

.0313tt
(4.28)

-.0047*
(1.90)

1751*
(2.14)

0108
(178)
.0005**
(3.73)

-.0064
(1.22)

-.0150

434
4391

The branching dummy equals 1 in unit banking states and zero otherwise.

'Significant at the 5% level, one tailed test.
"Significant at the 1% level, one tailed test.
tSignificant at the 5% level, two tailed test.
ttSignificant at the 1% level, two tailed test.
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icates that a one
unit Ingrease In_the vgrrngse tcoarglssees tyeoﬁr\e/ergr1 e

oint. Cbha ?es n the maturit werg(g
reasur}r )l ate ex arn 37 percent 0
rrs esures

r;ga&;jeprm i rrrga'rans i

stock B” e ‘returns. Usrn ord mar
the mar etto ser ra
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Z esandar
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iJresents alternatjve
srn% an estimation
data. IS e ssronosst See H?a“r teltn teo Saesrslg%
h Hrf rd devratron of stock re-
oth. haye the expected sign and are sta-
tistically significant.
. EQua onszT and$ present coefficient
estimates of tak ossible factors Into
guaéron the market-to-asset
ratro and the standard deviation of stock re-
'ﬁ have, the ex ehcted sran ar}]d are statjs-
Ica changes In t

r)ecte efr
ation €23 tofal gssets and
ﬁe ex e ted srg t\are not sr

nrfrc
varraqtie as the exHecte ﬁs in poth cases
IS ony S 3n icantly diffefent from zero In

These re Its suggest tha\< t CD hoI%ers gre
sensrérve tﬂ rence In ba l( e
man er rates wnen an smarh t-to-
asset ratr IS low or \ﬁ evoIatrIrt ank
stock returns I %es ion_1s

whether o[ not t e |mﬂlre d eren es In CD
rate are a swer this lon we
f what c anges bn v rrg S (a
rrsrb ne way this can_ e establis
ogking at the ‘Tmpact B[ a one-standard-
viation chan eina varra el There 15 a 68
ercgnt C anr:e a va{tabe will be wrthrn one
tandard deviation 0 Ats mean. Tab e4sho
ow a one standard evratron chan e |n
market-t sset ratro and the stan zir evr
ation 0 k stock returns translate into
chaan]es in CD rates, Based on. the results of
equation (2), a one-standar devratron Increase
mtenba etzt%asset variable causes CD atg

do asIs mts (?n(e fanaar
ev‘atron increase In t e standar vraté n of
stock returns causes CD [a gs to rise ry asrs
Eornts Equation (2)) yields even stronger re
ults in these cases,
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recent proposa or IS nsurance pre
mtums {an?rn SIS POINtS 1S S|0-
nificant sensrtrve t]o risk than are the
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stren the cr ﬁ] rantees or
unin osrt co rrrrre ate an Impor-

There IS, however, o e potential roblem
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onot Indl aesuchareatrrins
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the mar et-to- asset ratlo and total assets are
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Postscript

About the same time we completed ou
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Equations (1) and (1)

CD rate = A4
+ g~ relative supply of CDs

maturity weighted T-bill rate

+ rfj* average maturity of CDs

hook value of capital
+ «'0g<  total assets >

‘market value of capital
Total aets )

+ gl* standard deviation of stock returns

+1,* log ¢
+ error

Equation d(l ) assumes that any errors are independently
distributed. ~ Equation (T) assumes that there are three
components to the error ‘term: a bank-specific compo-
nent, a time-specific component, and an observation-
specific component.

985).  This study, which em rve
&ata an argte CD r%wes %r eac?r é’tthe dr?tuerert/
maturities, “found t D risk premiums
rncrea?e with both the ratro of rr%léy assets to
capital and un}certarnt regardrn n retur
on assets.  These effects, In t
more rmrsrort nt it F Case 0 on er CP
maturities, where rnso vency rrsk rs res
ore ofan ssue,  As with foursu % -
Pr%atron rstat he nl(arke rIarﬁeC eg
risk-taking.  The st )(
?ug% dst ank CB rates are stron Y) -
Xacco]untn ased measures of dan
ter oint 151 cogtrast to

f[ no{ gr%s of previous research resqar Ete
ectso ccounting-ased measures of ris

Summary and policy recommendations

_ The Continental ewerrence rndrc tes that
uninsu dFeposrtors will. run when t 3/ 8 -
celve that losses are possible. l\/lanyo ervers
vrew tes runs as potentially “dangerous.
vreve[ e same 8or that deneratés runs
%o eeﬁ)ecte gener te m rt<et in-
fentrves or banks to take I&ss risk. While ear-
ler work using accounting measures of risk
sugaests little market disc) Irne our research<
sudtests that holders of uninsured CDs set ri
prémiums as if they are at least partially at ris
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Equations (2) and (2

CD rate = @b+h2* maturity weighted T-bill rate
+ @* relative supply of CDs
+ df average maturity of CDs

hook value of capital
0,al assets 1

+ .5 10 _
+3f log (market value capital

+ (2* standard deviation of stock returns

+ hf log (total assets)

+ if log (total assets) x branching dummy

+)2* log (loans) + error
Equation G(Z) assumes that any errors are independently
distributed. * Equation (2') assumes that there are three
components to the error ferm: a bank-specific compo-

nent, a time-specific component, and an observation-
specific comporient.

hrs leads to the rmPosrtr of marlﬁet disci-
Erne In a_nondisruptiv 3ron on arge In-
titutions that are most ependent on the
mone}é rparket or fund rngD
olicles that carr anks to reduce []elr
qce on purchased H rnfreas O{rgC Ir
[ ? n Insured deposits will reuet
he ood of runs. However, o rrei s su?rq%st
at an rmPortan sourceo ISCI rP w
ost. Thrfs oss will certain crea urtf
centives for b n E isks and (nr -
duce funding. flexibility. Purchase fundrn%
Ieeo(lrrlrﬁt opular precrsely because 1t provide
H We\f]er our frhddn S are not vet com-
eenoug 0, ass ent on SURervIsory

i i A
eet) | ovrdes 0markglt drg PILCfase u% 8 neaed
E 6 ﬁethe cost anrf P Jnoodo runs on
anks which re(!y onEPurc ase

unds, In par-
ticular, we need’to s

ow that the co?ts f bank
runs_are or can be made smal FGeorge
Kaufman, 19853

While we' cannot p fesently recommend
acceﬁtance or rejectl n 0 Jrropos S fo i rt
reliance on Purc ase our findings
sug est several actrons t at would 1m rove

et discipline. Our results suggest that CD
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Table 4
The impact of bank characteristics on the average cost
of uninsured CDs

Sample Change in CD rate due to a one
Sample standard standard deviation increase in variable
average deviation based on (2) based on (2')
Standard deviation .0168 .009 16 basis points 11 basis points
of daily stock returns
, market value . . . . .
100 < assets S -3.53 .367 17 basis points 32 basis points

markets are trying to evaluate, risk. Proposals other n nperform %Io f(should greatly help
that improve ‘the quality of information will the marke sessh rsk-tak g
improve the quality of the market discipline. econ emonstrated Dy the Conti-

First, shortcomings_of the marketplace in ~ neptal ex erlence It I3 Impartant o accurate
restraining bank risk- tg king could, be cgrrected \éapue and_close tr(% %l %f Esbo a? |5'Ze
1 some degree by broadening disclosure. in clet mgmtortwglok ?Sﬁeta/ages y regulators
particular, The disclosure of bank examination WG HCE € AARIOO M TP need for
data could help bank-funding markets o iden- rkbase premlums %ur results are correct
tify an_institution’s weakness while remedial the F dramatlca un erpr C, man
action is still possible. The impact of such dis- of its depo |t |n3 ranc 0|Ce5 (¥
closure on stock price and deposit flows may were 0 é [e) mar ets attltudes W
not be as disruptive as some expect. The ré- wards  risk, then mal J<Et discipline angd t
cently required bank disclosure of past-due and FDIC’s revenues would both be mcrease
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