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Is the Seventh District’'s economy
deindustrializing?

Robert H. Schnorbus and Alenka S. Giese
The Seventh Federal Re%erve District is share of ross na jonal %roduct EGNP) has been

located on the western flank of what has been remar abl sta e at 9 Percent over
ﬁalled the Hatron’s “rustbelt.” It IS as to see ost-World War 1l era allow ng for devi-
ow this ¢ aracterrzatron mi [9 ht be ap atro overt e business ¢ g/

the Sevent Dis rrct |str|cts econom But, when regrons re ana Yzed a sepa-
IS heavily specialized |n a number of trouble rate and drstrn% ghouh erdegen e]ntl)
Industries: automotive. (Mic q steel an economres what Degins to emerge IS
machine tools ~ (Illinois, . Indiana, r]d zv betweep regron% economies that are still
Wisconsin), and a set of industries’ ctose % Ing and those t % are not. Eac regron
linked to the production and_processing of foo as Ifs own economic history, each has its own

%Iowa) All of these have been agversely af- specialization of products, nd each has a dif-

ected by structural changes in fhe national ferent sensitivity to national R word £co-
eoonom?/v arising from Inte trona trade, suc nomic events. The p urﬁose of this article Is to
s th e( P tie of auto and steel imports an ut the concept of deindustrialization into its

ain exh)orts or changy prodauct Broper perspeoftrve as a regional Issue.
eman c as the EMmergence of ‘the com-

uter, B 'iln |mag?n ? e fac%orres and What is deindustrialization?
assrve collar unemployment that seems
%rtroanvewgr eeI\(]e utgtr%lsltzrértzltop]asorralgre]d Jgggs fThe Lermd derndustrralrzatron can cause
confusion if used too loose r example, ong
Iute declrne ofoutout produced In the nation’s dertlrnrtron that_has been o#,ered 15 wrdgs rea,

manutacturing sector Xatematrc disinyesment. in the natonsbasrc

rouH anal Y,S'S of manufactyrin ustrial capacity.”3Using the level of invest-
Bloyment and output for the event ISttICt ment as a measure, owever may be foo re-
efiveen 1955 and %1984 tvrs article offers ?ew strictive to find evrdence of dejndustrialization
evidence that deindustrialization has In fact exceﬁt in the ”at'Oﬁsaﬂ'”ﬁ urban centers. In
been occurring Iin the Seventh District, hut onl another regent sty eifdustrialization was
since 1970. The study shows ow evi ence f equated wit ecline In regroHa manufac-
erndustrralrzatron [tas been obscured by turrng output re ative to the”whole national

um |n economrca |verse re%rons into a eoon my.4 Howevey, the manufacturrn% fector
atr na entiryin the ?ntrre rustpelt has een a gecling nc%
ramatlc tn the %rowth trend 0 m nu share of the natronsmanu acturing sector i
cturrn output around 1970, the_stud the tum o tecen
arn revro S st}udres of teqv ional De |n|t|o a %roblems have not heen the
ern ustrra |za on which have been limited to source of corfusion in un erstanding de
data only throu? ][978 were less concIHsrve mdustrra |zat|on Distinguishing between an
In"contrast, claims ot deindustria

zation underIyrnP trend that is distingt t0 a reoron and
for the nation as'a whole, have been refuted by a nationa |anuence that IS affecting al] regions
conyincing research. 2Treatrng Ehe nation s a more or_less equally is another prablem:
single ho odeneous region nas allowed analysts decline in a reglon’s manufacturin seot?r over

to Show that the popular view that the econ-
OmYa 15 redycing |Ps ?nanufacturrng sector and a QIven periodof time may e dl salely to a

replacing 1t with hambur%er stands _and Robert H, Schnorbus js an economist and Alenka $S. Giese

laundro atS is largely a myth.. For example, s o assciae keconorgrst at the Federal Reserie Bark of
icago. ~ Acknowledgements:  Philip lIsrailevich an

far from eC“nmg anufacturin OUtpUt nd- Randrgll Merris for therr assistance with ﬁte empirical work,

tionally has been” on a rising trend for maﬂy and Gargr Garofalo (University of Akron) for provrdrng the
years,  More importantly,” manufacturing’s afa.
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hypersensitivity to the national business cycle
h/geed b Wnanu ac%urrng em Toymentyand
out ut'in the nation have for the “most part
been declining since 197% which 1| ? over-
whemrnrgly a shortt m usrne?scc he-
nomen ssu% erio 1979 1o
1984 should not ernter refed as prima %e
evrdence of deindustrialization. A carefu

ana r%/srs ofa reghon S econom% must put recent
events mto an |storrca pectr e that can

drstrn%uﬂnabetvrrgﬁn vverté]ngnarlenzrn regional
trends is thatp with the_ exce tr%n 0 n? Cf

Ptent measures, economrc or te a M
cturrn ctor are at b %t ed
ensus anufacturers nnu
urve o anufactures rovr es arc
ourc ata on a re ron anufacturin
ase. owever three crr ears are mrssrn
rom the ASM reventm e-Series ana sr
eyond 1978, [f ﬁ e over
gappro nkatrn# values for the mrssrng(i e
vations 0 anufacturin gou put and for
nonmanufacturing output (se

Employment trends—overstating
the decline

Grveg the .completeness, of reﬁronal em-
ployment 0ata, it IS not surprising that the Im-
% fDrstrrct trends has peen heavrl% shap ed
? relative and absolute Aperfor anQe o
anu ?cturranr e lthough r% rt/
c clical in nature, manu acturrng empo
the United States has been” virtuall
srnce the mrdl 60s.9 In contrast, the S venth
District’s many acturrnﬁr em oyment has been
decli |ng visibly over t Perrod see Fig-
ure 1 t¥toreo er, once tle District’s trer}d IS
removed from the national dafa, the rest of the
nation can. be seen to continue expand rng
manuJacturrng ernp yment a?arn taking Int
consideration cyclica swrng
Three problems occur with drawing con-
cusrons about re |onaI deindustrializatio that
are based on e RO ymen trends Frrs% eh
cause the Drstrro ﬂsahrgq ngtron ot hot
mature and cyclically sensitive industries, some
of the obse[)ved Weﬁkness In the District’ seoon
omy may be attributed to Its rndustrra mix.
Obvious examgles are_the_decline of the do
rﬂestrqh steel industry, heavily c%ncentrate
Chicago-Gary drea, and of the automotive
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Figure 1
Manufacturing employment trends

index, 1956=100

1957 '61 '65 '69 73 e 81 '85
SOURCE: Department of Labor, Bureau of Labor Statistics.

industry, concen {ated in the Detroré area.
Ince rrtu I of the District’s indu trres
ave Iﬁg eIr nat onal counterparts
ever t ;frob m IS earynot confined to an
un avorabe industrial structure.8
Second, smeo the states, In the District
could account for all of the decline n the Dis-
trrct while other ?tates were ex andrn]g em-
e}/ment lowa, for example, IS much”more
F H a%rrcu turallg oriented ?tate than the rest
|str’]ct an Iti mantlt acturin “2
mentﬁo until the late 13sta eX-
ceptionally stronger than any of the other
states.9 scolrsrn has also ex errenced above-
average emp ment rowth for a Drﬁtrrct
state. ” In thet |gr% st District states anr
Yer manu acturrng Joyment has been
nrng ? even wrt In tpe Drstrr%t there
existed a split at least unfrl the 1980s between
states that were industrializing and states that

were In u]strda 1zin
e f focusing on em-

i

Plo ment 1S at r anor 1 e& rtun% moreﬁ-
ICIEN t empoyment can ﬁ eclin d

same time th at output in t % eﬂron S 115ing.
Alternatively, Fe on rBa}/srf s production
grocesses away from labo wrthout sacrrfrcrng
utput by su strtut) ca ital for lahor .or
P asr mor urnes services.) Frnal
eredron ¥ expand rng Its caprta sto
morﬁ apidly than 1ts em Prmentl eqc
of these™ cases, labor productivity could rise

Economic Perspectives



Filling in the blanks

The Bureau of the Censuys did not publish re |onaI data in the ASM for the years
1979, 1980, (and 1981, Data for Vﬁlue added of total manuLacAunntt); b% dtat? for 1980
was qbtained upon request from the Bureau but estlmates e or the re
malnlnlge Years Estlmates of_hours worked ears. wer aIs Pee e%
compu bor [0 UCtIVIt?/ The Lon |tud|na Est s m nt Data (LED) file (which
Was deveo y the Bufeau g 1@ ensus 0VI eba5|s or estima “ng these
mlssmgo ervatlons The LED econtaln of the |n formation origina

2 and 1977 CM and the 1978-81 5 file, a sample
wn h over 1 emDn ees was obtalne een n o testate an h
anahble thls LE mﬁller resented between 6 ercent of t

ears |nw Ich the two Series over apged 1972 to 978). (For furthr in or
matlon ee James L. Monahan, Pro%e ures rUsmgr fhe Longitudinal Establishment
DataF ' Tec [ncal oteé Bureauo teCen?us it
e ‘formula a P D data for nominal vale added (SNVALED) t
aﬁfrommate the missin ASM data NVAASM) during a given year, using 1979 an

Seventh District (/G) as an example, was:

e
i

AE) rtICéJ

NVAASMUS; i MVALEDG

= NVALEDUSt * NVAASMTGt
- NVAASMUSTY /=
NVA7G19= NVALED19* NVALEDUS79 = 7

8roxt ated va Aaes NVA we[]e thfn deflated by the Pr?duFer Price Andex for all
commo |t|es an onverten“tot gllf Hvalues to "get the Tinal estimated measure of
outpu that was entere e mode

%IS a mmh O’catlo ﬂmgle ‘formula that W%ki comg% the av-
era ertto LE {0 Ag % unnq verla%n %Syears 12 to 1978) and as-
sume t af the ratio holds for the mtss 9 ear? ecause &he ratio 1S IFno n.at the
ational leve unn the mISSIn? 1] 1S JﬂCliSIOﬂ prow es useful |n ormation for
those years.. aﬁ '[IOP hat the reg |ona 5at|o of L [o nwves In he
same nec(ston as t erah or the nation. H addition, the Inclusion of r]atlona
93{&) Srow es a more stable ratio upon which to estimate the missing regional obser-

enou%1 to offset declines in employment, so manufacturing, so that manufactunn%output
that eregtonsoutPut continyes to exPand continued to ex[p I 50, the District’s
case of the Seventh District, lahor economy could still be industrializing in terms

producttvny i manufacturing has been rising of output, if not in terms of employnient.

steadily throughout the post-World War I1 era.

However, .its productivity has Iagged the rest Output trends—nearer the mark

of the nation, Labor productivify’ in the Dis-

trict %rew 2.0 percent annually Between 1955 QObserving_the underIYmt[; frend in the

and 1984 (but only 13 percént if lowa and District’s manQfacturing output from the raw

Wisconsin_are excluded). In contrast, the rest data IS more dlffICU|'[ an was the case. W|Eh

of the nation expanded labor productivity at a emp o ment data (see Figure 2). What is 0
2 percent annual rate. The questiod now VIOUS ttt)te data | |s flrst that manufactHnn%
ecomes whether the growth in” productivity outp ut a een trending upwards in botn th

was enough to offset employment declines in Dlstnct and the rest of tfie nation at least until
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Figure 2
Trends in manufacturing output

index, 1955=100

SOURCE: Department of Commerce, Bureau of the Census.

the early. 1970s, Second, manufacturrn9 outpﬁ
in the District has yet {0 sulrpass Its 19 (fz ri
Recessions In both Tt%ee(rjr 19705a 980
%count or Fome of the di erence egre an
ter the early 1970s. But, unless the usrness
cce can ex %rn all of the drfferenc
wea ness srnc eeary 1733r nals a un a
mental break in the underlying output trena.
Separatn ternfueneofbusr sscce
ctuatrons from the und er rn fren e
|eved throu re ression naysrs Amoe
was constructe to etermrner there was any

eriod of statrstrcall significant decline in the
Jstrrcts magu fact rrn qutput usrn vaIue
ded def ated by t %du%er Price Index as
J)roxb/v for out ut asic rm of the
as:;
LAVA.

+ <0071 + _
bLNGNPCHG tcj+
D7LT +

where LAVA natural, log of real value
- gdeéi ' anu?actuirirjng

LNGNPCHG chan e in the naturel log
of re I?ross nationa
roquc tth husIness
-Cycle varianle)

T time trend
D71 dummg/ variab e&?
nd 1970 and
otherwrse

6
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By festing a varretK of years to serve as the di-
vrdrn(]r oint of the dummy variaple in the
model, the year 1971 was found to give the hest
statistical résults.B

Because the model in effect has two slopes
and two mtercePts the actual year of the break
rn trend may differ from the year chosen for the
umm% varrabe T erefore the model muyst
e solved for the break, which was usually
urrng 1970 or 1971 for' the Sev nth Drstrrct
and i rve states. T ecauses for t e rea are
assoclated with suc actors as technological
changes and shif trn% pro uct emand whose
Impact may %%0 eeirr urtrn t for tsever%rl
ears prior” 1o IS rneres ing 1o note
Y vh) P he energy shocks jn 1973 g 1979
certarn contrrbute to the decling, the break
occurred ahout three years prior to the onset
of the_energy crisls,

The results of the regression analysis show
that, after growing on average at an annal
rate of 4.4 percent uP to 1970, manufacturing
output jn the District has since been declrnrnﬁ
at @ 14 percent annual rate (see Taple 1)
other words, even after accounting for the cy-
clical weakness of the 1970s and, 1980s, there Is
significant evidence that the District has been

derndustrralrzrn%
In contras the rest of the nation was still
%rng 8war at 0.2 percent per year over the
970 period, While that fgro th rate was
not large enou h to be srgnr cantl ny drfferent
from zero, It supports the argume t that the
rest of the nation was not demdustrializing.
More importantly, the disparity between  tie
District and the rest of the nation helps explain
why evidence of deindustrialization has not
been discovered at the national level. From a
long-term perspecave, the level of manufactur-
mP output for the nation as a whole was virtu-
nylat between 1970 and 1984, As in the case
of “employment, oPposrng regional trends . in
gna%ﬂufaﬁturrng output are roughly offsetting
Varjations in output performance within
the District followed a pattern similar to the
one found in employment (see Figure 3). De-
clines in manufactring output™ during the
E)OSI 1970 period were “most  pronounced in
Ilinois, Indiana, and Michigan. Both lowa
and Wisconsin behaved more” like the natronal
average b){ flattening out rather than reducrn%
their “level of manuUfacturing output.  Bot

Economic Perspectives



Regression results: Absolute change in manufacturing value added

Table 1

Dependent Independent variables
variable Intercept D71 LNGNPCHG
LNVA7G 11.42 .95 2.17
(.0001) (.0001) (.0001)
LNVAUS 12.91 .76 141
(.0001) (.0001) (.0001)
LNVAUSX 12.64 71 121
(.0001) (.0001) (.002)
LNVAIL 10.43 .96 1.50
(.0001) (.0001) (.004)
LNVAIN 9.63 1.02 2.30
(.0001) (.0001) (.0001)
LNVAIA 8.37 .93 1.06
(.0001) (.0001) (.02)
LNVAMI 10.15 1.09 3.57
(.0001) (.0001) (.0001)
LNVAWI 9.37 .69 1.47
(.0001) (.0001) (.0004)

Break in
t D71 *t R2 trend
(year)
.044 -.058 .83 mid-1970
(.0001) (.0001)
.048 -0.48 .92 1970
(.0001) (.0001)
.049 -.045 .93 1970
(.0001) (.0001)
0.41 -0.59 74 1971
(.0001) (.0001)
.049 -.062 86 mid-1970
(.0001) (.0001)
.061 -0.56 .92 1971
(.0001) (.0001)
.045 -.065 .80 1971
(.0001) (.0001)
.042 -.041 .92 1971
(.0001) (.0001)

NOTE: Figures in parentheses are levels of significance. A level of less than or equal to .05 (i.e. 5%) indicates that the variable has a

significant impact on the dependent variable.

To correct for 1st-order serial correlation, a two-step full transformation method was applied.

The dependent variables: LNVA__= natural log of real value added for the Seventh District (7G), the U.S., the US excluding the 7G
(USX), Ilinois (IL), Indiana (IN), lowa (IA), Michigan (MI), and Wisconsin (WI)

The independent variables: D71 = dummy variable for years > 1971.

LNGNPCHG = change in natural log of real GNP.

t = the time trend.

D71*t = the product of the time trend (t) and D71 (i.e., growth rate post 1971).

states began t? ;v)vlateau about the same time as
the national slowdown, rather than one to two
Years hefore when the other three states began
0 decline. " In addition, the model was ablé to
ex?laln only 70 percent of the variation In the
data for Michigan and lllinois, compared to
about 90 |percen for the nation, which sug?ests
that other factors that are unique {o these States
have been influencing their growth.

.. Itisinteresting™to note" differences in sen-
sitivity to the business cycle, which help ob-
scure the differences in trend growth among the
District states. On average, the District (with
an elasticity of 1.78) is about two and a half
times more’ sensitive_to the business cycle than
the rest of the nation (with an elasticity_ of
0.72). lTowa again turns out to be more similar

to the rest of the nation, while Michigan is
maore than four times, as sensitive gs_lowa to
swings in natignal business-cycle activity.

The variations in behavior with _resPect
t both cycle and trend raise the possibility that
differencés In Industrial structure may account
for the District’s poor output performance rel-
ative to the nation. For example, the domestic
auto and steel industries are both hi hly_c -
clical and matyre industries. The District’s
decllnln? manufacturing output might simply
be due fo the, excep,tlon_aII)( high concentration
of these two industries in the Seventh District.
The data used In this study do not adjust for
structural differences among reglons. Other
estimates of District output,”such as the Mid-
west Manufacturing Index (MMI), can be ad-
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Figure 3
Seventh District manufacturing output
trends by state

index, 1955=100

dsted for industrial structure. Wever,
ustn the MM sows a similar (but less
severe attern o ecr since  the earIy
UThus, an nfavora IX ofrndustrre
trres that are per ormrng poorg
cross t e natiop, but are concentrated I!r
Seventh District) ‘can not alone explain the
cline In the District’s manufacturrn% output,
Another concern Is the extedt to. which
groductrvr differences between the Drstrrct
nd the rest oftenatron may_account for the
Drstrrcts clining manu act ring output. In-

If aor r ctivit orteresto the

natro were applie tot Drstrcts
manu acturrng em 0 ment the g/ot etrcaI
does not

%ve of Distrl Ft U that IS attain
ow a statisticall srgn icant decline durin

ost ﬂ period. \rgever the Distric
wou ave ex errenc more of a soy]v
down urrng hgtt eriod than the rest of the
nation. This fi Indicates that qroductrvrt
drfferences are rm‘o?rtant In ex arnmg
Drstrrcts deindustrialization but are not the
onESexp lanation. Competrtrve isa vantages

rsjtr Tc er)rodlucers often attrrbute OR]
rate differentials, unionjsm, and srtrng -
glonal markets, are also rmportant

Some qualified answers

The volatile behavior of the Seventh
District’s economy In recent years has rarsed
manY (uestions an% concerns “ahout. Its utHre
viability. Among the most pressing is whether

8
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deindustrialization is_a valid descrip tron of
what Is afflicting the District’s economré IS
study provides “evidence that since 1970 t
Seventh District’s manufacturing sector as
een groducrng fewgr and fewer ?oods This
ecline_ represénts deinaustrialization in the
sense of an absolute declin w outFut
The exact causes of the District’s dein-
dustrialization are com lex and beyond the
scoRe of this stud Y e fact that ow% of
ma uacturrn output in the Drstrrct é een
grn%t e natron over the past four ecades
ates that fhe sta rge Was being set for
so |ute emdu trrarz tro enevertg a(
tronﬁl econo atere And, indeed, a brea
In i fre ince 197% which reg esentep a
nationa ow own rnt Sqrowt manu ac-
furmg outgut L Ytran ated into_an abso-
ute declin rnteDstrrctsout ut. 0 course
a resgrgencg in the natrona conom% g
Hro Ide”a short-term f rlon to the District’s
ecline in qutput ﬁ ‘ (Pu lling the Dis-
trict out of Its dein str\a 1zdti

stron nat’]ona expansion, however,

would not chd ﬁet %nder rng actors drnt

District’s econ Y cause
acturing sector fo

Drstrrcts ma the na-
ltrom thi ersgectrve éfﬁ Rerrod

tr? O’ewe %

deindustrialization been a culmination
ounder mPnfactors tha ecame]the dommant
orces sfiaping regional growth after
Further res?arch rr]1 tderttrf mo these factors
and quanti their impact on re?rona
growth patterns ma help state and local gov-
rnments design \9 olicies to hele District
ducers Improve their competitiveness an
reverse t Drstrrcts current trend n manu
acturing output.

1 Studies of regional deindustrialization to date
have generally been inconclusive and often differed
as to what they meant by deindustrialization. See,
f(ir exa8n8ple Bluestone, 1984 and Bartholomew, et
a

2 See Lawrence, 1984, for the most persuasive ar-
gument on the subject to date.

3 See Bluestone, 1984, p. 39.
4 See Bartholomew, et al., 1986.
3See North and Rees, 1979.

6 See Tatom, 1986, for a detailed discussion of
Imanlufacturrng employment trends at the national
evel.

Economic Perspectives



Taking a simple re?ression of employment levels
over time and controlling for the business C{cle in-
dicates that the District was declining at a 1.1 per-
cent rate, compared to a 0.3 percent %rowth for the
nation excluding the District, while the nation as a
whole was virtually flat.

8 For an extensive set of data that compares indus-
try growth rates T% Istate with their national

E%aeerp]w see owa Economy; Dimensions of
%For m?r #%h%igné)B{m?Cféhofny see The lona

10 A good example is the case of General Motors
(GM) acquiring Electronic Data S?/stems (EDS).
When GM transfered approximately 6000 of its
emplo¥ees_ to EDS, it reduced its labor force with-
out affecting output, which caused its productivity
to show a rise.

1 Hulten and Schwab, 1984, attribute much of the
regional differences in output growth to expansion
of labor and capital, rather than to differences in
efficiency of the work force.

22 Johnson, 1981, also cites the effects of a weak

economy on investment and capital formation in
the 1970s.

13 In this model, the slope of the time trend in the
post-1970 period would be the sum of the time

trend coefficient, cls and the dummy variable times
the trend coefficient, @ A separate model was
necessary to test whether the coefficient for the time
trend after 1970 was significantly different from
zero. In the second model, separate dummy vari-
ables were incorporated for ﬁre-197l and post-1970
in both the intercept and the time trend variable.
Coefficients for the post-1970 trend variable were
S|g1n|f|cantl different from zero at the 0.05 proba-
bility level for Illinois, Indiana, and Michigan.
However, the model using pooled data for the Dis-
trict states éwith dummy variables controlling for
the states) did confirm that the coefficient for the
trend was significantly different from zero after
1970. Tests to see if a dummy variable should be
applied to the cycle variable (i.e., if cycles were
more intense in the post-70 period than the pre-71
period) proved negative and, therefore, were not
Included in the final model.

¥ The Midwest Manufacturing Index is a weighted
combination of 17 manufacturing industries. To
see the effect of industrial structure, the District
weights were replaced with national weights. The
resultlnﬁ combination of District industries would
then reflect the District’s performance, if it had the
same proportional mix of industries as the nation.
For a discussion of the Index, see Schnorbus and
Israilevich, 1987.

13 See Hekman and Strong, 1980.
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Some macroeconomic effects of tariff policy

David. Alan Aschauer

The exchan 1ge value of the dollar against ment and measured. production, Thus, the
the, currencies of most of the United tates ﬂc ‘conclysion of thjs article js that it ma q
major trading partners—espeuall%/ Japan and to avoid protectlomst olicies If the oa
West German T len 5|gn| cantl since of acroecorfomlc ;t)o 'EX re to. sustain

edk In ear cur- e pu

reac mg [% E t, and exports.
rent actount deficits with these countrles have

et to show su?stantlal reg uctions. ImBatlence Macroeconomic effects of tariffs

¥n t Rart of export Industries haf, Fn re-

lected in some recent PfOtECtIOﬂISt egislation, eSUsmagn he model described in the box LF

vels of employment, 0

with the_prom(se of more to come g%% 3, we can examine some 0
A typical argument for protectionist le cts of temg%ra \A}/ gferma ent ta
hslatlon émphasizes two sugEI sed results froﬂw ure . 1 show tariffs affect ves of

8er taritfs,  First ng foreign rtioog qh%] stic con m tion of do est|c goo
(rﬁre eernswe tariffs ause mﬁorts to fall an @U@f

ure rte oo P

thus improve. the current accodnt. Second, as (f ance trae

omestic residents shift expenditure gatterns eve omestlc eman
t: + a)? de 3n

tively on th
o fgﬁ%lg“r%’ S&%Ens“éreg"st?ﬁnuﬂ"t? o B of s Pﬁ %&2&9& 'V%ther ratee word
Amerlc driv Io otas and BMWs mean tereat IFnP |es§1 * er cost (in terms, of fut
sfor |agt U 0

re

ok U denen G 0 bl e e,
%re \I/vor é?s ‘l‘n"eﬁ.n‘{‘ O, -and Tor assembly SUMErS opstpone uymﬂ ciqt 30 estic and
This article explores some of the eﬁectsof Import 9005 0“ tne’ otner nand, the ag re

r|ff I N macroeconomic levels. of ate . s omestic (0 ends

ta 0 %ect oouttp%t %C oeoﬁeotré:dee (?e%ICIt §OSI'[IV€l1§P0¥1 t%e worltf ratego mteglest %e% use
Wlt |n a simple model that describes our econ- hlgherr fe oflnterest implies (in terms 0

omy functlonlng over a period of time.. This ure goods )? er retym to current ro

modeI aIIows us to manipulate economic factors UCUOH 0f € amhpe PVO UC”‘% en

na Tyze the e ects fvarlous policies (see Hteres% rates are ’}% 4 cofnpan COU} inves

he focus of the anagsw Is on the valid- etne rgvenues P %0 martmla

|tZ J e fWo asse[]ted results o im ort f;axatlon apets and ge 3 Agp N 0[ Qeﬁ uture
te ove. Al ough It is possible for tariff tecurren a0 t Ctl ¢ 1 | eren

palicy to en?meerarductlon In the trade def- at an Inereiq%rae elwee ea RZcurve

curve, fa) and the a rea
ICI'[ y altefing the structure offorelgn goods 7037 asg nt we

de |t|n|te Istea
ﬁrlces over time, It IS, f?ruua ;t) rtant to 5 sumeya Gve what we broduce. For an in-

Istinguish between tariffs which are temporary
and 10se Which are permanent.  Indeed, pef- %ﬁreest()wteatgeelg\%vrreua}r%raﬁgsdreﬁscéhames %egﬁt‘ffe
manent fariffs may ave litfle discemible'im- 00 deman ed while Towerina the auantlty
pact op the {rade. feficil O(fs SUnplied. ' Howeyer. 1 an Intered

Also, the likely associated effect of in-
creased it wil] Ok & reolction n e leve Latiear ?r}/tgrerstart{gdﬁasu ﬁgugp%r(;gletse e, e

of .domestic production. The taxation, via Hr uction and demand. Thus. the trade deficit

tarlfés of the consumption of foreign-produced

goods will utlmatefnpencoura ea gSUEStItUtIOﬂ gpﬂ a ggvt %&Trvtge rate Of interest, 1t i
hnto ori arke actlvmes su as_leisure

0useno Pro UCtIOﬂ an away from mar et David Alan Aschauer is a senior economist at the Federal
activities of labor force part|C|pat|on employ- Reserve Bank of Chicago.
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Figure 1

Domestic consumption, output, and the balance of trade

Domestic consumption and output

NOTE: yd = domestic consumption (home and foreign goods); ys
a trade deficit, < 0 a trade surplus); r = world interest rate.

Figure 2
A temporary tariff

Domestic consumption and output

A temporary tariff

Consider, now, the effect of a temporar
tax on the i 0portatlon 0f goods so that />

while fij=0.  This “tariff raises the
contemporaneous. price of foreign goods and

induces a substitution into current home-

. Federbgl Reserve Bank of Chicago
Digitized for FRASER
http://fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis

; Balance of trade

domestic production: ¢ = trade balance (0 > 0 denotes

Balance of trade

Rroduced goods and, over time, into future
ome- and ,forelqn-produced goods. Thus, on
net, the tariff will reduce the consumption of
current foreign goods by more than it raises the
consumption of domestic ?oods_ and the total
demand for goods falls. Tn Figure 2, the yd
curve shifts fiomydtoyd reflecting this incom-



A macroeconomic model of an open economy

Inthls boxa odel is constructed for ut. The production technolo%y IS, 8s-
P se of ana zm% the ma?roeco umed to be characterized bY rposmve
nomce ects of tan he model econ- ut no?lncreaslng turn to faho n
om |s com osed of a rePresentatlve agvent Jn 3 ci uation’ (2) implies that if tg
Wit Infinite plann g horizon ol H consump%lon an
chooses IeveIs ofc nsumpdon ?mestlc Pro uctlon levels do not matcp %[ g
& P[n ?as wefl as the leve] of icular perjod, he ma VISIL mestic
worke ort over all Perl S. These chojces or |Fternat|orhal cag Itg markets to borrow
are made to maximize the utlllty funcdon end aﬁ rld rate of interest L
%bect ony to e constralr\t that suc
e ) e TOURE S
« = “too. @> «0) + f | «l 1 | I W fi
o.@> <o) +y Mib 1) (1) acs me@1 8 be unaF ecteJ acfions
taken omestic economlc ents.

Where% consumpdon ofdomes? 0grods aximization of the Objective

in_period onsuri “0“ 0 f tlon “<ubject 1o the budget con fraint
0ot in periba i, 1 worK eftot i e un

P ag L perbe chtrlqve o of;] Sre%er leads to the first order necessary conditions
ence u ? emomen B

tary ut| It unctlonu s assumed  «(>)= - f()Ud) 1= 12 (31,32

to de#] ositivel t e c nsum th
ian ore| oo S ne atl ve}/
wor 5

gr% i er e funtiion ‘0= (L+HWQ) 1= 12 (41,42

|aracr%?tnzr$r ¥th|e eanuremtfgatnSL&Vcer
3fr8erﬁ aise e? S\S/veB C%tsllljtypt)oy oS ((.0)=yfld) B

%a ?u'?u(’r%”ts oY !fr'es f eSHtTceeﬂ
%0 thaf it Is appropriate fa consider peri a|0ng“0WIth ”t]gt bl{ﬁ tetthgonqgtraﬂrqgl &g
0 raes tf]e present g i period 1 & i ?u ut |t of SVg o

in an ge
The agent’s opportunities are sum- mus Qual 19 ﬂ% ind return g
marized by T mteﬁgmporaﬁ bugget con- g\%orthee Coort;tm t{{gﬁsé t %rgr'é‘t%m““'%
straint quatlon ?43] dictates that the ?gm

) of consumption 0
+ (1 + Po C‘( _H)g ProJuce Fg CJ* must ee?ua t%%
e Tt
=AN) + 10 Heeometoeees @ ‘? enslires " that the |ndW|dLYaI %Hoose?
nsump tlon over time_In_an OrP“ma
WhICh states theﬂ the preseng value of ex- ashlon org mg unit ofcurre £} con-
en |tures on home ‘and forel 00ds m&tlon th% '[I|It[y 0SS WO dbe 3
ust e(l]ug present value 0f intome must be matched by the utiljty
P uction an transfers from the rextra unltso consum tion in all future
omes |c overnment to domestic C[e5| perlod1s (rp)E/
ents. Here fl, Is the axrate Impo ?e he ovrment derlves rev nue
oreign goods In period 1, g are transfers |3 fro Ee taxanon of foreign (?0 Ich
Perlo |e1n I(Iz, ﬁ Eo UC'[IOH\ perio could be used to purchas Hosan ser-
accomplishe the use of labor In- vices. However, t0 Isolate thie pure effects
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of tariff policy, it is as%umed here that the  equation ([) to eliminate 0Tin these re-
go ernment transfers t %tarlf revenues In- vised equations. This yields

Vm way fo the private sector,
Accor mg y, It intertemporal ~ budget

constraint s given by Unifino) - « + 00, ¢*0) =
-I'(«h)W W ~ @+ 00,0, «q 9
L0 ) )0
Which e% uates the present value of tariff Un(f(n ')- c*- rOQc{ 1)) =
revenue 0 the present valye of transfers.

The form of this constraint allows the '(ni)A *
government  to \)orrow or lend in the Fni)c(/(«l) - ¢*- r00,cn) (10

mternatlonal capital market on the same

terms_as the private
rade jw ?ICIt toebe:IeSecal?Jzﬁ(!tt?ythdeg|fg1 ?erﬁr(]:g M) -+ 000 @ -
hetween total consumption and {0t pro- (L4 H)Ud/(tg—a@ + 0o, 0>0)  (11)
uction, or

Gi=G+c-/(rii). (71,72 Uet{f{ni) - ¢*- r0o,c* )=
For mstance fjwe consum |on fhome L+Mijyow u - e -r0oc*n) (12
roduce (’ oreign pr goods
ere to equal dome tlc pro tlon ex-
OrtEFnCE and an a((){ dfcn Ue(fw - @ +00 o m) =
WOU(? abe 2610, \ternatlve . ong (/y

the’ capital a

view @i as the su Surpius In y Udf(n{- C- r0o, c* «) (13)

cont Decayse, ecurrenEac ount IS In
? eficit, . In |V|duas must orrowmq

exporting bonds) in an equiva enta oun ture imports. current and futur
or ?veraﬁl ﬁalagce In Intena (W éﬂo mentand the carrent trade geflmt
me Sth ta% | equations t) bI g paralee statlcs techniques nm/

DY ol A€ accou alanc used t? ﬁermme elmﬁgctoc nges
Interemporally, or In taritf policy on these endogenous vari

ables.
00 d—’— =0 )

¥vh|ch are five equations in cFrrent and

*See Aschauer (1985) “Fiscal Policy and the Trade

Deficit.”
Equilibrium

wally s 3 SUFpIS OF QPR & THBETE 0. B

ually ru urplu icit is irfelev

desc“%hg FOdelu%t oer?erg 3 5|Ib{ 'um@ anal)ysls This is Because lump_sum transfers do not
6?10 r)

appéar in the set of equations (9) through (13) which
and e enao s variabl (tjﬁsctnbe thefetﬁontomyfs ger%etralﬁethbrlu[)n kI-tlenﬂc]e
e timing of the, trarisfer of tariff revenue back to the

Uuqéd(ql fl\% é('u% rgj‘ T Fstcaunsn?e private segctor Is irrelevant.
equatjon Q StltUt Gian CX| fAs there is no initial debt in this model, in the first
equations and (5 and hen using period the trade and current accounts are equivalent.
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Figure 3
A permanent tariff

Domestic consumption and output Balance of trade

plete current substltutlon of home for foreign the con?] mptlon of domestic goods has risen,

consumEtlon good S e o We sé that exports

e Supply side of the economy, an

effect of the tar# Ys raise t th rice o){‘ im- *0=Jo -

Phorted consumption 900 S el 1 kelsure s fall in response fo the temporary deficit.

IS romotesashlft away from the market ac-
iy of producion becduse, { etur o cur T curtent actount Impraves tecale e fe

rent production as measured by the_ ailit
Eurchase foreign_goods has ben dlmlntshle ductign In ex 5?5 mporary tarif acts a
or example, rather than working as. much and tax on foreion oyod estlc oduction, an
Spendlng h|S eammgs at an eXpenSIve restaU' ex Orts ang % a SU Om St|C OOdS
rant servm Japanese beef, & lawyer may In- ﬁ ptio elsure In the ormu?atlon
Stead ugl o eaper domestic beef and use the ? ulhTo olic |t S Imoortan that these qen
tlm? to Cook at home In Flgure 2, this effect eral equil effects on roéu(;“on ex 8r[3
15 1l ustrated by a shift in aggrégate supply from ang so on, [) elo (P mind so as to aVOIEe '?

The net effect of the temporar tanff 5 t0 errltgﬁntt a(t) g:ytann W?Irl ha\’en tﬁea ré ulr tra|s|n

reduce the total demand for goods hy a larger | nt and isfoun ron
amount t?tan the fall in the E1eve| or domes IC Oasmeﬁtﬁ"% nyme L2 output stoy to - O&

production, This is because individuals recog-
nize that the taraff Is a temporary tax on total
consumption an

A permanent tariff

increase Savings In order to

shift consumption to the futur ere con-
sumptign. goo%s are now re[atlverVYe Now, let P olnn \%esrtelf;%ate “‘8 ImBg he ore
sive. . This, In turn, creates a capjtal account % gosrelatlve 0

emand

S eXpen- Fermanent fari
wa
cts an towar domeg/tlca(ﬂny

he rise In the price o
deficit and a current account surplus equal to ome goods CFauses a
00=_j0 ~Jq * S>th* tem rary tariff has the ef- ore%
fect of |mgrovm the trade accou (3 ? consumphon 00ds.

improvement in the trade account, r total_demand fo onsumgn?t %oos
however, comes about by a. reduction In do- aisan In Flﬂure3 thegécurve ilts t g
mestic production. AIong with the result that Also, the returfi to production as measure
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Figure 4
World equilibrium interest rates
and trade flows

nits of foreign goods has fallen; this induces a
gecrease In 8 estic pro uction, whrcﬂ Frrfts

The maj or qualitadve {hffer]epce beftweteg
temporar ermanent tariff is reflecte
thn facy hat Phe former %rrn S_about a

c an%e In th e rice structure of foreign goods
Qver ‘time. ermane@t farif rarses he“rela-
tjve price offo er% goo sinal perrtﬁis sot at
there IS no reason for agents to re ocate re
SOUICes over fime_in th pursﬁrt of relativel
s to tofal con-

surena t%n 8Orr?an T%HS stue Shlaf equal toon
ano{ger arag the permane[hrt ¥arrfef th no ef?ect
on the Ira e account.

nq net ex orts re |eft un?ffected
IS.acco ﬁ]rshe rou a mutu ual
re uction in P?{ts and exports. In t ssea
a permanent tariff, as a tax on rm&Jorte
|s |dfnthcal in Its effect on the trade balance as
would be a tax on exp ors rs paints out,
drama fically, the Irke'?/ urtlessnes ofa oIrc
of tariffs; enet resu o PO rcyo im OSI(IJ
sustarnrn% igher tarifs IS to reduce empl r){men and
output ile“leaving the trade balance virtually un-
gFrnallY note that the logic of the model
rmPhes that'the anticipation 0f an increase In
farffs in the future will bying about an Increase
In the current trade deficit a ?ents attempt
fo avojd the tax on future foreign goods X
importing and consuming in the presént. T
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Figure 5
U.S. temporary tariff
(no retaliation)

expectation_ by economic agents that the gov-
ernment will ‘respond to a trade_deficit of a
certain magnitude by future tariff legislation
may very \ell help to increase the severity of
the’external trade imbalance. Of current reIe
vance, |t ma partially exp Iarn wh the trade

acc u pears 0 be Jakrn 3 ép
rQ e to respon e arge egr Cl-
ation of the dollar srnce early 1985.

World equilibrium, interest rates,
and retaliation

In order for the analysis to be relevant to
the current situation in the international econ-
omy, two assumptions of the model must now
be Trelaxed.  First, as the United States Is a
major player in international caﬂrtal markets,
It IS unreasonable to maintain that world in
terest rates generally will be unaffected b}/ U. S
tariff policiés.  Second, the analysis so far as-
sumes that foreign economies respond passrveI?/
t‘% laJn changes n their net exports as a result
0 tarifs.

We may concerve of the rest of the world
as. being ag %regate into a second “country”
with much the Same characteristics as those of
the home economy, Let us denote variables

etermined in the forergn economy by a caret
for example, foreign consumption of home-
produced goods—our exports—s given by ¢ *).

15



Figure 6 o . - Pat ern of trade has shifted irl favor i)[)the Us.
Temporary tariff with foreign retaliation n t e Sense t at n the WOrd eqUI rnum t e
U.S, current account has shifted into a surplus

osition.
g However, the rmplred faII in foreign em-
gloyment would verg likely be cause for retar
don on the part of the government of the

ore necono X Th rs wo %ve the (e ect
in Figure. 6, of reso{rn ewor
tern oftrade o its’ pre- tarr Rsrtron ass
required uto

the et ?f e Iéttlornter%st ra?efsO evern

reducin e eve
mores nific nt¥ Thrs IS because the rerg
tariff also works 1o reduce foreign consumption

by more th(a n it reduces forern roductron ust

ia IP P omestic case] at te initial

evel 0 rnterest rates teforer n tarr creates

sur 00ds world wre To elimjpate

Etns Jfrr SIus orqd merest rates must ?QH‘ K

more t an be fore, w rch further re uces hot

home and orer)g pro duction and employment

levels. As an example, U.S. tanfs onJa a ese

utos an Ja anes tan s on U.S. auto ave

Now, the world ’]nterest Jate chan?es in such a the effect of reatrng a %eneral surplus of autos.

way as to clear the world market for goods, or As the prices of both and Ja anese ca)rs
rse, a re uctron In mterest rates would

=%+ =0 (14) needed 1o str ulate urc ases. . As world
tere t rates aﬂ7

. rchases wil x and and

N oy W T et tr e pdit

ecomes ore e relative to present

Bﬂya?orerpn current account SUfPi h rodu troni untr rrum 15 reesta rsheg
consider a(Ithe wherein the ith the s me drrec ron of tr

world level of Inferest r the pattern Of ccountin the possibili rejon ret ato
trade IS dletermrne grap?trca(i Elere Fe Srattio (ik)ws 0F|)f urtheﬁy eﬁc?s;% ﬂe ry
curve @ is as derrved in”Figure 1 However sUmedfavorable impact ofUS g sonthe osi i
the curve $0 is plotted differently. Measure- ofthe U.S. trade balance

ment of the (1uantrt (D i such that to the left _
of the vertica rlne e foreign current account Conclusion

15 in deficit while to the right 1t Is in surplus.

ThF rntersectron of the two™lines Is the gra F The anaIP/srs of tne effects. of tariffs within
Ica f%unterpart of equation (14), that Is, world a simple ntertempora optrmrzrng mogel Ieads
equiliprium 0 the foIIowrno conclusions, Ab tractrng from

We restrict ura}ttentron to the rmoact of oreign. retal raora/ rotectron US.” tanff
a temporary tariff.  The result depicte nFrg which is perceived hy. tf“V teaents asatem
reZWPder] translated fo Frgure d? lnnpres th oorarg measure wil l}/ Istorting
tewor eveet ofrntere?trtes % e% In the ntertemporal pricing struct re, bring about an
ce of ftransrtolra/ tarift imposed ey Improvement in the trade account. - However,
In" wor mter St Tates r%stablrshes such rmprovement is at the expense of a re-
eurr rrum in ewor econom oyment, ou u and gross ex-
ii th t, t " and

raisin uction In emp
man —ang re ucin lo y—rnﬁot thg norts; the . trade " geficit fa because a ?ents
Ll

omestrc an e ? fash- hurchase debt to sift consumption of fo erP
on, the n trve tarl Roymer]t f1oosto future periods when they wjll be refa-
Etraﬂsmr ? o{errgn econon}y wrt teresu h gess expensive. In? ?re getarle dﬁl
tat the world level of employmentalls. — Still, the $ attempt to save would also drive down t
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Temporary and permanent tariffs, a technical example

The |rrf]1r§acts of temporar and p r

manent far

% here repor e?
particular case of

ogarithmic utl

u= \n{c0CQ{n - Uq)) +

mjf Mgqgfa - nj)

ity

(T)

?nngxrmlrlznaet%n tﬁg}w Olohgey foBilocv%rng st of

five equations in (0Q% «b
2an0- g+ 00=an
2anj —( - IPQ= an
2+ o +dIQ—H0=0

2+ pf)ci —aci + rflo—0

00- 1 ¢[«(-T» - «)-

(-re’- =0

(9)
(10)
(1)
(12)

)

Totally drfferentratrng thrs sstem of

ﬁthﬂS and usin tan
% CS technr U€S ga S 0t ahe resu P

e

belo r |n nce, .a te
tarrfef has &re eff%ct 0 Erowerrng t
deficit In the amount

A0 1 6aV
dp A l+p

temporary tariff

dp0> 0 00
1 6a2Co 1 6a2Co
A 1+p A 1+4p

permanent tariff
dp0=dpl>0 O 4a2Co
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i
ptrad)é

T 4a2Co

1+p

while a Ber anegt tariff leaves the trade
account Unaffecte

The results listed in t e table are for.the
case of zero tariffs in the original equilib-
rum. Fo [ the  Case . . where
0< p0< ]I,O< H< 1 some Eualrfrcatrons
toteana Sis above arise. 1¢>ﬁrmpe
'perman t tariff now has the following
effect on the trade account:

9*
N>
O[f R 14t~ M
A p

here A < 0. Suppose, for instanc
Tl

gmou s
Arthe resent and future re (i
stortiop _in the Int rtemporal relative

e of i g mf?%sv%%;:?ré j

current consum [ dpn Intq future co F
tion which. would require a capifa

Instruments) and would Iinduce a current
account surplus, i.e.,

count df>;|t the  purchase of debf

c0 Yo *0
-1 2az2pc0 1 202pc'0 1 Aoc2pcO
A 1+0p A 1+p A 1+p

1
2a2Co 2a2Co 4a2Co
A A

>

A=a2P~1/1 +p<o
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spread between domestic and foreign in-  tariffs further offsets the ability of pro-
trest rates, Induce a move toward a capl-  tection to_have a POSItlve nete ect on. the
tal account deficit and, as, the balance of  trade gosmon of. the U.S. Ind ee ,‘%lven
Payments must l%alance a fall in the dollar ~ complete refaliation, teresulto arff

accompllsh the reduced. frade a&c unt  war wou be t0’ ower world mtere

e, A ooy’ i, oul el L e

ducg. tne goss volume of exports and” do- Cansequently, from the Perspectlve
mestic pro uction. POSTJ'[IVE naIY 1S, _the moe Hltes

8% e ot er hand, a tariff which is g tarl 3 {o be. syccesstu r]
iewe Yate sector as more. or ﬁ ucmﬂ the tra e EICI'[ H IS essenna
£ss ermanent [l have little or no |m that tariff legis atlon e suc as to [eave

Baft on th ? current acco%nt pOSItIOﬂ In t e % e perceptlo Iﬁl% fQOIm OSGrt éaxes on

ance 0 B ments, while Iowerlng g%n googs w nl sh? uration
mestic rod ctign afn exports ot Induce retallatlon by foreign gov-
sence Of a Slgm bcant Impact on ernmerp
Ha e accou t arises ecauw orelg oos rom the viewpoint of normative

ave been made equally cost c[]oss ana SIS, tar s em rarY J ermanﬁnt

time t roug the permanent rise In their ature—s avolded Since what
after-tax price and as a result, agents do e ects the o ave 0N mMacroeconomic

not attempt fo snift resources, by’ savi q variables omﬁ apout by a dlsto[tlon of

t the future. In a more elaborate mode resources hot fontem orarieous ))/ P
there would be no downward ressure on ?ross fime, . Unless particular e es
Westlc Interest rates, nq effect on_the market failure fo whic tarlff c h
ollar, and no |mpact on the status of the

ql apProprla%e response can e cite
current Fccoun
egate

ns of market activities t |caI
Al for the likelihood of hi ﬁ[ Pm? atemareducttlon ?n agf/qpr

ow|ng Ja her
foreign tarans In* response to raise (t]J soma? welfare.,
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The federal safety net: Not for banks only

George G. Kaufman

In 1?85 the financjal rnsolve &res ofsom
Iarger thrift institutions in Ohio and Mary an
ledto widespread runs on these mstrtutrons

consequence was the insolvency and drsap-
gearance of the state-sponsored “deposit_ insur-

nce agencies that sured them. In 1987, after
many years of ncreases in the numper and size
of S vrngs and loan association failures, Con-
ress was forced to recapitalize the Federal
avings. and Loan Insurance Corporation
$FSL ) |n order to keep it in operation. Al-
hough ‘Solvent, the Federal Deposit Insyrance
Corporation (FDIC) has been weakened by the
large number of commercial and savrn?s ank
faifures, In addition, serious attention sberng
devoted to a possible merger of the FDIC
FSLIC, If the capital infusion to the latter
proves jnsufficient.

This article does not consider why the
deposit insurance funds are in trouble nor the
potential solutions. This has been examined i
a large numper of other studies. Instead, If
documents the history ana scope of federal
guarantees It argues that the blgm% facEd

deposit msurer are 'POISHm(i eank Et at tt
olicy dehate js pot “Shou eposits

[r r?sure)é tf)ut SHouId the ? Heral goerern
Erlegt engage In insurance activities of any

In the United States, bank deposits a
Bear to have been the frrst frngncrafpclarms Ft)o
e Insureq either directly or In rrectdy Oyr[r
ernmental agencies, The first bank deposi
surance In the United States Wﬁs ad ? ti
New York State in 1829.  This P n ful
uaranteed hank deposits and circulating notes,

I New York stafe-chartered banks [federal
charters were not available until 1863) were
required by statute to join the system upon re-
newal of their charters and to make contri-
butions scaled. to their carrrtal into a safety
fund.  Depositors and notehglders of failed
Panks were reimbursed by the fun{j for the dif-
erence between the par” value of their claim

and the pro rata recovery value from liqui-
datron of the bfnks asseés Deposit Insurance
was subsequently a oPte other states and,
In 1933, by the federal govefnment.1
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Tod&ay a wide varretg/ of Prrvate financial
assets and “claims carr some Torm of govern-
ment rnsurancte uara(nt More or less
modeled after federal ban eﬂosrt Insurance Is
Insurance deposits ~ at J ft institutions
51934 share capital at credit unions 197(3?
¥sto er eredri alances and the marke val g
fecurrtg rn s at securrt rokers an
dealeys 17()) ﬁ]oyeec Ims on gefined
enefit pension p ro?ra $°(1974). In addition,
ederal quaranteed Tend rng rograms are oper
ated by numerous fegeral” govérnment depart-
ments,” bureaus, and agencies, independent
agencies, off- budget agencres and 50 forth.
ore than_ 125 stich programs are listed in a
Catalog of Federal Loan Guarantee Programs pub-
lished by the House Committee o Banking,
Frnance and Ur?an Affairs In 1982 and . in"a
cata og Federal Credit Programs and Their In-
terest Rate Provisions E)ublrsh d by the General
Accounting Office, also In 1982 gsee Table 1),
But ev? £se Irstf omit programs, such as, the
Federal National ~ Mortgage Cor oratron
which have IrPrrted de | ure wer an? almast
unlimite acto 0 er to horrow from the
U.S Treasurz In a |t|r] Conﬂress IS cur-
rentty cons! rrnlq the (esta Ishment of a Fed-
eral “Agricultural” Cregit Corporatron 0 be
nic name Farmer Mac guaIaBtee the
cre rtwort iness 0 farm ans % com-
me cra anks and oth e{ ﬁnders on fhe f
F [t would have a SI.5 hillion
m(e 0 cre |t wrt the U.S. Trea?urg T us
ederal government quarantees of deposits at
gosrtor rnatr“rtrons are exclusive nerther In
e_norin_dollar coverage.
e historical justification for each pro-
gram drffers and reflects the pressing economic
d political concerns of the day, particularly
the exrstenee of an actual or ercerved natronal
or regional crrsrs The rationale %enera Iy, was
Put N terms both of p roteftrng e mdrvrdua
ender or borrower and 0 ﬁ tectrng ro-
motrng the corresponding industry, 0r sgctor.
e Uegree of coverage, the Size of the

George G. Kaufman, the John F. Smith, Jr., Professor of
Economics and Finance at Loyola Unrversrt¥ of Chicago, 1s
a consultant to The Federal Reserve Bank ot Chicago.
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overnments Irabrl in case of default, the
es or premiums # and the forms of
adm rlrr)“Sr arra]tron iffer greatly from program
uranfehean aceugfanegve fe(rjg r?é (s) Vr%”amceeqe Iart
bout one b [H‘ of Ft)heggro rams irste
h% 1%82 Congressronal catalogue had been es
tablished sincé 19

Background

The first bank insurance pro%ram was
adopted bg/ New York State In 1829.2 The
ch§efs onsor qf the plan was Joshua Formg

u]se usmessman He attrr uted his idea

e amo o merc aﬂts In
Cagton C Ina, W o usive rr% ts 1o
trade m fo ergners] in w |c art| Pants
were a % Beac oth?rs et Forman
[)ea oned t vrrtue of recelving a charter
ﬂn srecelr]ved similar exclusive a rang ment
allowing them to Issue notes that served as
Brrculat ﬂme um. As a result, they shoul
e simila g&) Igated to re %m eac ott}erf
notes. more than ercent 0
ew York State commercral ban swere me
ers of the note insurance plan. The New Yor
Blan was followed shortly by six other states

efore the Civil War he success of these
pansv rred considerah g
motrvatrons r Itese ns aIso drf

fered ut ocused rrman the need
Rreserve the circulatin me lum in a com u
Ity and to protect small notehrilders After

re lewjng the Ieors‘qatrve debate eadmrrr up to
tea tion of the state Carter' H.
(f an authorrty on ban hrstory, con-
cluded that t
primary object has not been to quard the individual
depositor or noteholder against 1oss but, instead, to
restore to the community, as quickly as pogsible, cir-
culating medium _destroyed or made unavailable' as a
consequience of bank failures. In this view, bank-
obligation insurance has a monetary function, and the

protection of the small creditor against loss is inci-
dental to the achievement of the primary objective.

Golembe buttressed this conclusio W
wotrnq rom Supreme  Court Justice Orver
olmes |n a 1

?11 decision U hoIdrng
poannsstrtutronalrty of later state deposit nsurance

Few would doubt that both usage and preponderant
opinion give their sanction to enforcing the primary

20

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

conditions of successful commerce. One of these con-
ditions at the present time is the possibility of payment
by checks drawn against bank “deposits; to such an
extent_do checks replace currency in daily business .
the primary object of the required assessment Is not a
private benefit”... but ... is to make safe the almost
comPuIsory resort 0f depositors to banks as the only
available means of keeping money on hand.

The same rationale aEPOe\arfso tgf b?edeb"e

the | IerEentatrogr of th ﬁ

tiona Act 0 163t collateralized na-
trﬁna notes with U.S. Treasur securrtref
T egovernmen dechded that the rotes would
be gearan eed eTrea?urg at ful ace
a al times fegardless o marke]t value
teco atera Treasur securities at the Issu-

st report to Congress, the
(?gmptroller of the Gt ey staterci ’

If the banks fail, and the bonds of the government are

depressed In the market, the. notes of the national

banks must still be redeemed in full at the Treasury

of the United States. The holder has not only the

Publrc securities byt the faith of the nation pledgéd for
heir redemp ion.

Soon after th ational Bank . Ac \was
enacte natron a notes In |rcu tro
wer out equ ollar ma mtu efo tota
eosrtsG State bank ntes were taxed

out o e |stence an_amendment to the Act
Alth ou It is not possible to distin-

8urs statrstrca etween_demand and trme
PO its at that time, the Treasur %go IC
at a minimum, 50 percent gt the na ons

|rcui ting media, e rapid growth of
B gsrts soon reaucerr the eIatr%e Impor-

tan e o nati % g {totes as a mediu of
excnange arh ereby also seduced the srgm
lcance “of the quardntee for protecting " th

money sug g B}{; the 1880, "national bank
notes  were  only. 25 percent as Im ortant Ft
fotal bank deposrts ang b u(ragce covere
2 percento notes an oSjts,
State Insurance funds for anh liabilities,
# |ch had disa eare wrthteoutbrea
o the Civil ar starte to rear)pear ag b
owing the bank crisis o ? efore
this, @ growing number of fil scalmg for fed-
eral de osrt msurance were Introd uce ﬁ
%ress 3, the tota number of suc
ad reac ed lSOJ Federal deposrt Insurance
finally was enacted in 1933 as part of the com-
Prehensrve Bankmg Glass- Stea all) Act effec-
Ve January 1 1934 The mitial de jure
account limit was $2,500. At that time,” the
total maximum dollar amount of insured de-

Economic Perspectives



Table 1
Federal Loan Guarantee Programs

Agency and program

Department of Agriculture:

Alcohol fuels and biomass loans (guaranteed/insured)
Business and industrial loans (guaranteed/insured) ...
Community antenna television loans (guaranteed)
Community antenna television loans (insured) ...
Community facilities loans (insured) .......ccevieenne
Domestic farm labor housing loan program (insured)
Emergency disaster loans (insured) ...
Farm operating loans (guaranteed)
Farm operating loans (insured) ......
Farm ownership loans (guaranteed)
Farm ownership loans (insured) ..........
Grazing association loans (insured)
Indian tribe acquisition loans (insured)
Irrigation, drainage and other soil and water conservation

(INSUTEA) oottt bbbt b et en et en b
Low to moderate income housing loans (insured)
Recreation facilities loans (insured) .....ccovvvieiicicininnns
Resource conservation and development loans (insured)
Rural electrification loans (guaranteed) .........covneee
Rural electrification loans (insured) ...
Rural housing site 10ans (INSUFEd) ..o e
Rural telephone loans (guaranteed) ...
Rural telephone loans (insured) ...
Soil and water loans to individuals (guaranteed) .
Soil and water loans to individuals (inSUred) ..o
Water and Waste Disposal Systems for Rural Communities

(insured) i TR TO TSP PP TTRPTTN
Watershed protection and food prevention loans (insured) ...

Department of Commerce:
Business development loan guarantees (guaranteed) ...
Coastal energy impact program (guaranteed)
Federal ship financing guarantees (guaranteed)
Fishing vessel obligation guarantee program
(QUAranteed/iINSUIEA) .ot
Trade adjustment assistance for communities (guaranteed) .
Trade adjustment assistance for firms (guaranteed) .........oiiiiiiinieniinnns

Department of Defense:
Defense Production Act (guaranteed)
Foreign military credit sales (guaranteed)

Department of Education:
Guaranteed student loan program (guaranteed) (including parent
loans for undergraduate students Program) ...

Department of Energy:
Alcohol fuel loan guarantees (QUAranteed) ........coreinrieieineieieeee e
Loan guarantees for alternative fuels development
(QUAFANTEEA) ittt
Biomass loan guarantees (guaranteed) ...
Coal loan guarantee program (guaranteed)
Electric and hybrid vehicle loan guarantees (guaranteed) .......ccceviveiirrennns
Geothermal loan guarantee program (guaranteed) .....ccccvvincieninninnnssienens
Municipal waste energy project loan guarantees (guaranteed) ...............
Loan guarantees for synthetic fuels development
(QUATRANTEEA) ekt bbbt
Urban wastes demonstration facilities guarantee program
(QUAFANTEEA) oottt
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Year
adopted

1979-80
1971-72
1971-72
1971-72
1971-72
1965-66
1971-72
1961-62
1961-62
1971-72
1971-72
1971-72
1967-68

1971-72
1949-50

. 1971-72
.1961-62

1935-36
1935-36
1965-66
1935-36
1935-36
1971-72
1971-72

1971-72
1953-54

1965-66
1971-72
1971-72

1971-72
1973-74
1961-62

1947-48
1967-68

1965-66

1979-80

1973-74
1979-80
1975-76
1975-76
1979-80
1979-80

1979-80

1973-74
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Table 1 (continued)
Federal Loan Guarantee Programs

Year
Agency and program adopted
Department of Health and Human Services:
Health education assistance loans (guaranteed) 1975-76
Health maintenance organizations (guaranteed) 1973-74

Medical facilities construction (guaranteed) ....ccccoviveienseeieneieriesereseseeeens 1969-70

Department of Housing and Urban Development:
Armed services housing for civilian employees, sec. 809

(INSUTEA) ettt bbbt eb bbb 1955-56
Armed services housing in impacted areas, sec. 810

(INSUTEA-TNACTIVE) ettt 1973-74
Community development block grant sec. 108 loan guarantee program

(QUANANTEEA) o 1973-74
Construction or substantial rehabilitation of condominium projects,

sec. 221 (i) (INSUred-iNACIVE) .o 1967-68
Construction or substantial rehabilitation of condominium projects,

SEC. 234(d) (INSUTEA) oottt 1963-64
Combination and mobile home lot loans, title | (insured) .....ccovevcvivcieiennenns 1973-74
Cooperative financing mortgage insurance, sec. 203(n)

(INSUFEA) ettt bbb et b ettt et b ettt b 1947-48
Development of sales-type cooperative projects, sec. 213

(INSUTEA) et b bbb bbbt 1947-48

Experimental homes, sec. 233 (insured) .......cccevvvevncvncennne . 1961-62
Experimental projects other than housing, sec. 233 (insured) . 1967-68
Experimental rental housing, sec. 233 (iNSUred) ....ccooeinneiiinncieeeeeie s 1961-62
Graduated-payment mortgages, sec. 245 (insured) ... 1973-74
Group practice facilities, title X1 (inSUred) ... 1965-66
Historic preservation loans, title | (iNSUred) ... 1933-34

Homes assistance considerations, sec. 203(b) (insured) 1933-34

Homes for certified veterans, sec. 203(b) (insured) ....... . 1933-34
Homes for disaster victims, sec. 203(h) (insured) ..o 1933-33
Homes for low and moderate income families, mortgage, insurance,

SeC. 221(d)(2) (INSUTEA) oo 1933-34
Homes for lower income families, sec. 235(i) (insured) 1967-68
Homes in military impacted areas, sec. 238(c) (insured) 1973-74
Homes in outlying areas, sec. 203(i) (iNSUred) ....cccorreinrciinnseseeeeeiene 1933-34
Homes in urban renewal areas, sec. 220 (insured) ... 1953-54
Housing in older, declining areas, sec. 223(e) (insured) .......cconvriniiicnnne 1967-68
Investor sponsored cooperative housing, sec. 213 (insured) . 1955-56
Land development, title X (insured) .....ccoovvvvvvicineee .. 1965-66
Management-type cooperative projects, sec. 213 (insured) . 1933-34
Mobile home loans, title | (insured) ..o .. 1933-34
Mobile home parks, sec. 207 (insured) .......ccccoeevvrene. . 1955-56
Mortgage insurance for hospitals, sec. 242 (insured) ..... .. 1967-68
Mortgage insurance for servicemen, sec. 222 (insured) ... 1967-68
Multifamily rental housing supplemental loan insurance, sec. 241

(INSUFEO) ottt ettt n bbb 1967-68
New communities loan guarantees (guaranteed—inactive) ........ccocvnneeenee 1967-68
Nursing homes and intermediate care facilities, sec. 232

(INSUFEA) ettt et b bbb bt b bbb en 1959-60

Property improvement loan insurance for improving all existing
structures and building of new nonresidential structures,

title 1, SEC. 2 (INSUTEA)  ooiieiiie bbb 1933-34
Purchase by homeowners of fee simple title from lessors, sec. 240

(INSUTEA) ittt bbb bbb bbbt 1967-68
Purchase of sales-type cooperatives, sec. 213 (insured) . 1949-50
Purchase of units in condominiums, sec. 234(c) (insured)
Purchase or refinancing of existing multifamily housing projects,

seC. 223(f) (INSUFEA) oo s 1973-74
Rehabilitated housing for low income families, sec. 221 (h)

(INSUTEA) e 1965-66
Rehabilitation mortgage insurance, sec. 203(k) (insured) 1933-34
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Table 1 (continued)
Federal Loan Guarantee Programs

Year
Agency and program adopted

Rental housing mortgage insurance, sec. 207 (insured) 1937-38
Rental housing for the elderly, sec. 231 (insured) ..., 1957-58
Rental housing for moderate income families, sec 221 (d)(4)

(INSUTEA) oottt s 1957-58
Rental housing in urban renewal areas, mortgage insurance,

SEC. 220 (INSUTEA) oottt 1953-54
Rental and cooperative housing for low and moderate income families,

SEC 221 (d)(3) (INSUTEA) vttt sttt ee 1953-54
Single family home mortgage coinsurance, sec. 244 (insured) . 1973-74
Special credit risks mortgage insurance, sec. 237 (insured) 1967-68

Department of the Interior:
Guarantee of certain obligations of the Guam Power Authority
(QUATANTEEA) ottt b bbbt eb et s 1975-76
Guarantee of Virgin Islands Bonds (guaranteed) .. 1975-76
Guarantee of Virgin Islands Loans (guaranteed) 1975-76
Indian loans—economic development (guaranteed) ... 1973-74

Department of Transportation:
Emergency Rail Services Act of 1970 guarantee of trustee certificates

(QUATANTEEA) . 1969-70
Loan guarantees for purchase of aircraft and space parts

(QUAFANTEEA) .o bbb 1957-58
Loan guarantees issued under the Rail Passenger Service Act of 1970

(QUATANTEEA) o s 1969-70
National Capital Transportation Act revenue bond guarantee program

[0 TUE= - U (=TT | TS 1969-70
Railroad rehabilitation and improvement (guaranteed) ..., 1975-76

Department of the Treasury:

Chrysler Corporation loan guarantees (guaranteed) ..., 1979-80
New York City loan guarantees (guaranteed) ........ccerniiincineneee s 1977-78

Agency for International Development:
Agricultural and productive credit and self-help community development
Program (QUArantEeA) ....ooceoriiieiree et 1969-70
Housing guaranty program (guaranteed) .. 1969-70

Environmental Protection Agency:
Loan guarantees for construction of treatment works
(QUATANTEE) ottt bbb bbbt b et et b e 1975-76
Export-Import Bank:

Cooperative financing facility (CFF)—participating financial
institution guarantees and guarantees on certificates of loan

participation (QUAraNtEed) ..o 1945-46
Financial guarantees (guaranteed) ... 1945-46
Medium-term commercial bank guarantees (guaranteed) ......c.coceviiieinieens 1945-46
Medium-term export credit insurance (insured) .. 1945-46
Short-term export credit insurance (INSUred) ... 1945-46

General Services Administration:
Federal building loan guarantees (guaranteed) ..., 1953-54
Overseas Private Investment Corporation:
Foreign investment guarantees (guaranteed) ... 1969-70
Small Business Administration:
Bond guarantees for surety companies (guaranteed) ... 1957-58
Disaster assistance to nonagricultural business (guaranteed) .. 1969-70
Economic injury disaster loans (guaranteed) ... ... 1957-58
Economic opportunity loans for small businesses (guaranteed) . . 1957-58
Handicapped assistance loans (guaranteed) ... 1957-58
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Table 1 (continued)
Federal Loan Guarantee Programs

Year

Agency and program adopted
Physical disaster loans (guaranteed) ... 1957-58
Small business loans (guaranteed) ... 1957-58
Small business energy loans (guaranteed) ... 1977-78
Small business investment companies (guaranteed) ... 1957-58
Small business pollution control financing guarantees

(QUATANTEEA) oottt bbb bbbt en et e n b 1975-76
State and local development company loans (guaranteed) ... 1957-58

U.S. Railway Association:

Loans for railroads in reorganization (guaranteed) ... 1973-74
Loans to state, local, or regional transportation authorities
(QUATANTEEA) ittt ettt 1973-74

Veteran's Administration:

Veterans housing loans (guaranteed andinsured) ......c.ccooeoinniiennniennneen 1943-44
Veterans mobile home loans (guaranteed) ... 1969-70

Source: Catalog of Federal Loan Guarantee Programs. Subcommittee on Economic Stabilization.
House Committee on Banking. Finance, and Urban Affairs. 97 Cong. 1Sess. (GPO, 1981).

Rosrts us the d II amount of natio a]lbank reserve the channelrn ofhousehold fundfs int
?tes e resent dt ercent of the sum erﬁsrde trzi mortgade mar ket s fear
curre g ank s apout the same that households wo t[ans er therr nds rom
Rlercenta as ha |n|t|a een_Insured by the un dsured savin 1% 0an (ass%cratrons to Ip-
atron s ear ler. sure nk

n Act 70 gg commerc that th\s would
. ehate on f er{al gosrt nsurance reduce the flow of funds for household mort-
in Congress was ong an tional. It was gages. Thus, protecting SLAS was a means, not
stron%y o;rroosb the Roosevelft adrprnrs an end. A stu?y preHared for éhe Federal
trat| y bankers, particularly from far Home Loan Bank Board concluded that Con-

hank most bank' requlators. s established FSLIC more .to “stimulate
concfude that tn Prrmar reasons for tlte uF gdpértronaal home morty aPe credrt throu h rn
trmate a optdon of the program were a dgsire creased %a pifalization "0 than |
end the  destruction 0 eme um o é ventrn1ght emis ofthese msHthrons 8
r\atrona concern ousin tthrs

r] Hd to preserve, or at ea?t not en
rt#) Le ex strnﬁ structure 0 independ ent trg as also re ected In the Ian%;e number of
t Danks. To achieve the latter purpose, the edera dv uaranteed loan pro?ra S for ousrn
Pro onents q deposrt insurance had to en ﬁ f opted at the same time. " All of the 10 federa
g litical tradeo Y]vrth lar qur anks, ?uarantee Ero rams Fnacte Dy the 73r
ar\]/or amon g other t rn%q der branching Con 8ss rrh 35 were ?ate in"the prede
S, Jronic enou? e Act also expand%d £essors eDe artment of Housin ?n [-
teabr lity of nationa banks to branch on t ban Affairs, These Included housing loans t
same bﬁsrs as state banks in the home ?tate veterans, disaster vrctrms and to Tow- an
The FDIC served as an impetus, for other moderate-income families as well as for coop-
federal Insurance programs. I 19?4 the erative progects an hajbrlrtatro projects.
FSLIC was esgablrs ed R the Natrona Hous- ederal deposit (share caﬂrtal

rn Act with basica same_powers_as the Rsura ce. Was extended t0 credrt uron
FDIC. But it Wﬁ Iaced within the Federa(! throu the tgatrona Credit Unr%n Share In-
Home Loan Bank Board rgther than create suran & in the National
as.a separate an rndeoen ent agency. [he redit Unron A mrnhstrat on. _In contrast fo
grrmar Intent, of deposit insurance a savings the envrr nment at t g fime of the estanlish-
nd loan assﬂcratrons apﬁears to have been Ig ment ofEeF IC and FSLIC, the NCUSIF
to preserve t Pngll H structure of waf estaq ished at a fime of no ynusual finan-

€ mone){

the Industry or to pratect s epositors as to cial problems either for credit unions or the fi-
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nancral s%stem 8 awhole Rather its creation As a result, the emplo ees Pensrons were re-
Pears otrvate ure adesrre for com- duced or wiped ouf alt 19

e trvri riart wH fe erally insured com- An examination 0 the federal loan quar-
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0- ernment It very nature ofredu ing
auce d in Congress The Act Wﬁs ado [)ed In the cost of |0§
fE0nSe 19 2 sudden jump in t erof  kind chan

tho tbe r:nsur d, f|nt urance OB arkt)
e of roerage he i S (1 m%?ns ininenond s e T
%sseﬁs o, clstomers he Report accompanyin n vl f M doube
il from the Senate Committee on Bankin % h hd) oA | f(d
check whether the ave 0CKe terrcar oors
and Currency states that OE {0, Ien%h tt sr re%n alarm %ysgoerrgsoratterntstg
ul I I
[t Ipuestors Frotection, Sorporation Irg afarms an sprrnﬁﬁers s atﬁrt
S‘é‘té”r%f aunr%ogeesm(tlr?dprgt9 c(tSI|trrsd|\|/S|d{rne1tqur(tj\?gstg(r)s Sferg\rlr? %u%eh I msurark])ce man glore, | ThIS ¢ angg
frnancra? hardship; Insulate the economy from the ¢ F lor atfributable to insurance Is term
disruption which'can follow the failure of major fi- “moral pazarg.
nancial institutions: and to achieve a general upgrad- Prrvat% Insurance firms generalllx atte
ing of financial responsibility requirements of brokers to protect t emse Ves against ‘moral hazar n
and dealers to eliminate, to the maximum xtent pos- the art of th err ustg
sible, the risks which lead to customer loss. 0 G

mers scarng their
premiums 1o the sk assumed, lud rng
grovrsrons for rate reductions if the msure

It is evident that, as with the previous insur- reef to accept specified precautrons SUC s
sta ing burglar or frre alarms, an
SPeceth.i i objectves of SpPC Instirance cu Ing certar% types of events, such as ¥o
In 1974, employee cIa ms on defmd and wars, f the premjums and’ therrprovrsrons
benefrt emp(o er ﬁ nsion un S Were fo eraﬁP/ are structured correctly, the msured WI|| have

less rncentrve to take “additional risk and the
rnosruarteion PBGC ess'?a% IIBS%ne ”b ran% Insurer will ecomgensated for an%eaddrtronal

rrem com rity M rrskt at the isured does take, remium

ERISAL)R Act dePnSS &re uerc%sesoﬁq will re resent the actuarially fair value of the

rnsuran e to %encoura e the mal tenance of expected loss.

rivate pension plans and rovide for the Like ﬁrlvate Insurance, government in-

E ? Pt h interrupte ent oj pension surance an guaran ee é{)rogra s are_apt o

ene ts after a lead to addrtr nal risk t krn@ g/ the insured.
rer

rogra nacte
Der of fall 8 f?rn}]s ha th ensron However, unlike grrvate Insurers,  government
nas™ assets which they were admrnr tering. Insurers rarely scale their premiums to the

Federal Reserve Bank of Chicago 25
Digitized for FRASER

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



The Pension Benefit Guaranty Corporation:
A Case in Point

The federa}l rﬁos ft nsrirance has little fabrlrty even to monrtor the on-
rams are not t ederal guara tee & qper ormance of the fungs. so un-
rograms rrent ex errencrnﬁ; severe fI- C and FSLIC Its abilit fo
a la d Iculties. eed tenumber orrow f omte Tre su$y IS sev re

progra ds H;e and Increas- restncte mountrnrrtnoon 1R0 milli
olla Ination, the Corpo

trou
Hglf Id? magnrtu €0 In C&S% an t
tne 103ses smountrn%ven faster. Most I ration has a first C dim on Uﬁ1 to 30 R :
I

not all of the programs appear to suffer ento hes nso 'S net worth (whic
from the.sa d ‘ti prtpro% lem—g, se- re uet p

rlous desi Fawt at rduces Incentives nated caus gf t?teas e rp IanC ’ termr
a1 Pk o

for the n ured 0 take Fxcessgve rISKS ang sponsor and a second less vauI e carm
asses most of the resu trrrr]% requent an ga.}gstt es onF r]sslrecovera £ assets U

Parge losses through to the Insurance o { ercent oss [ess anzltamou {

? ra]nt(eeaenc The two most serious revrouslr_/l recovere from eoo rge et
[ou ?n S éap ear o ethe Far 0 ever becayse q
re it S e Pension en% efacto a less than the full otentra of
ara Co oratron (PBGC).* the monthly beneits lost, | dt (rpaé/ nco
ses a%] reate onrtorrn s¢ip rne
G , w rch was established fie Bsro Part crr%g an 15 ex-
ba/ the Emp?yee Refirement Income Se- erte ry os tors :ét eral X rnereP
n% Act 0 174 ERISA) guarantees comme cial banks and particularly thrift

otentr aximum o near? rnstrurons
%9 000, pe montﬁ per rn’grvrdual ﬁartrd/- %PBGC has 0 erated Wrth defrort
inant in all defined benefit pensio Pro net wort % r% ent value of Jts

nframs In the United States. The pro am abilities exteed t rts assets) almost

urrentg covers more than 30" million from Its rnce tro[)r Te deficit baIIoone
articipants hn some, 110,000 é)ensroHP ? h Allis-Chalmers an
rams Fort IS Service th(eP GCec Wheen Prttsb termrnate ther(g
plan ‘sponsor a fixe gremrum lar ean un er erd #t)ensron pans

mfronpa rr)artrcrpant re rdIesso ] pe substant alI[)é urther in 1986 H

the artr ular Pan IS termrnat Pension an whic
ugr 8 T us a wrt the. FDIC Pd was undertun e g some rIron

FSLIC structure, there Is an rncentrve th

or ThiS _increa resen vaue

sﬁonsors to underfund their penston plans PBGC’ ﬁa%?rtres to almost $é leon

order 10 uE t e resources elsewhere. Seojem er, PBGC anno nced that it was

Also, as with the tederal deposit insurance — returnin res onsibility or LTV’s pensjon

R]rorgrams better funged plans std%srdrze [an to the Company. LTV is¢ t%strng
ore ooryfunded plans.” But a HP he trans Sr If B rssuccessfu
premiy [strgcture resembles ect wou b%t uce P ercr

those of the federal deposit rnfurance aIfto near 2br| rong Erso interest t

agencies, Its enforc%men aimant note that, a Present ear gercento

POWers a( consrdera 's deficit 15 atfri uta le t0 the Iron

FDI FSLIC the and steel Industry. ecause It was

PBGC has ef ectrve at/ 0 se Fctron moni-  operating on a cash flow urplus until re-

N atory powers cently, e? tlons to correct the deterjoration

toring, Supervisory ?

over the pension fuir S It nsure It Cﬂ Were yed in Con ress untr 1986W H
neither % Hualrf”) HS nor In Iue(nce t ?nnu emiums. were more than trn_)
funding behavior of the plans. Indeed, it rom $2.60 to 850 per participant. This
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was the first increase srnce 1978. How- desr n of the PBGCs structure nd he
ever, even this su stantra Increase was res trn ot ntrald werer ntrfrﬁ
enacted hef ore an termination ana 76 anum ears before t
grove to be inadequate ASﬁ serr usnesso the prob em ecame evrdent
resuIt th PBGC has been forced to s ublic. In her artrc Guarante
rnvesment assets to meet Its scheduled rng Prr ate Pepsion Bene rts A Potentiall \}6
payme pensrve Business,” pu lished In the Ne
In A ril 1987, the Rea an admrnrs gan Economic_ Review of the Federal
tration, at the ur rn of PBGC r%oose Reserve Bank of Boston in 1982, Alicia
legislation thaé I scale the (ore rums unPeII concluded that “singe the agencg
to” the Insure dans risk of eau ttle control over the Industr
me sure oy egree 0f underfund rn% Brovrdes he Denefits it 9uarantees
i e proposa é)ey(fe% with | BGC will alway? reman financiall Y
sure Panfs Eat are fu elow 125 nerable and the” federa overnmen may
a{erce Iaps Vﬁ sted Ir]a%rlrtres well end up as the rnsu,,rer 0 A €. natrons
e}y an annual surcharge o B rrvate ension system.” In_addition,. u
00 o under undrn up 10 @ maximum ete PC and FSLIC, the PBGC rtself
er employee. ~ The surcharge went u ic with its concerns early and
woud af ﬁn es rmated 8 ecent Ero ose among other thrngs that (Jts In-
yers. The surcharge wo be ad- yranc Premru s he scaled”t0 the rfree
use ever three years accor rno to ac 0f underfundin of ach pensron pan
tua loss €x efrene In addif o[t all Nevertheless, a wrt the F
oremrums would be indexed to In

%tron FSLIC, tese warnin s were not ee g
f enacted by Congress, the surc s EL

arge  sufficientl kers to prevent or
scheme mag b exﬁecter% t0 encoura}% at st m¥trg>at emagnrtude o){the [ater

empg ersh reduce underfunding in or CrisIs.*
to reddce thelr expenses

As was the case for the federal de- *The market value deficit in the Farm Credit System
posit insurance programs, the flaw in the  has been estimated to be as high as 59 billion.

insurerisrrs}cxeépﬁsure Explicit pr ? ﬁmrums ae driven it into insojvency J arket vaIue 3c

genera g/ ei ercen%] ernsure counting were a led, e mo erate

sset a trvrty frze cline In"EDIC r BIVeS rf the same standards
FSLC for exam cﬁrge remr were apcﬁjwd sUp ort this hypot es&

umst tare a ath ecenta e of. the total do- rtrona gort 5 provided by the
mestic eosrts of the Insured Institutions. economic Insolvencl

of the Farm Credit Sys-
When the rnsurance agencies attempt. to tem ang the PensroH Eienef 1( Guarantx Corpo
control risk, they generally Uo, so %rmp sing ration, both of which also ertectively charge at
minimum standards or re u tr ns that Specl rn%urance premiums. Because the ‘insured and
the types of activities in which the insured ma other creditors of the insurance program per-
engage. In addition, the hank agencies super- ceive the federal government as supporting all

VIse and gerrodrcanutexamrne their IﬂStItUtIOﬂS demands on the iInsurance agencres €S

to ensure. confornfity with the regulations, aencres can contrnue to_function even though
However It IS unIrke that such Provrsronswrll a% ne insolvent. The losses will eventu-
be as effective in offsetting mofal hazard as orne In large part or in total by the
risk-based premiums. As @ result one would ta pa Brs.

expect to see greater risk taking by those In- he broadenrn? of the insurance safety
sured b federal prorrrrams than by those in- net be ond bankrng oother financial activitjes
sured 3/ Prrvate rograms and thereb¥greater us be expécted to increase. both risk
Iossest ederal rnsuranc agFencres he ver takrng In our socrety and the liabilities of the

losses experienced stimate federal government.” Whether and to what ex-
%e In excesspof §40 brIIron that wou fd have tent thiqs s desirable, Is a choice for the
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electorate {0 mﬂke The){) are I|keIR/ to do 0 3Golembe, p. 189,
more intelligently if the TfItS and costs of 4 Golembe, p. 192,
ahuegﬁtlpr%grams ere carefully and explicitly
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Call for PAPEIS

The 24th Annual

Conference on Bank Structure
and Competition

Chicago, lllinois, May 11-13, 1988

The Federal Reserve Bank of Chicago will hold its
24th annual Conference on Bank Structure and Com-
petition in Chicago, lllinois, May 11-13, 1988. The
Conference provides aforum for the exchange of ideas
among academics, regulators, and industry partic-
ipants with a strong interest in public policy toward
the financial services industry. The 1988 conference
will examine in detail the nature and importance of
systemic risk, specific measures for dealing with it,
synergies in the production of financial services and
the effects of regulation on bank competitiveness. It
will also feature a discussion of several recent pro-
posals for restructuring the financial system to expand
the powers of commercial banks and alter the scope
of the federal safety net. However, papers on other
issues in financial structure and regulation are also
welcome. Completed papers or abstracts should be
submitted by December 31, 1987. Send two copies
of the paper or abstract to Larry Mote, Program
Chairman, Research Department, Federal Reserve
Bank of Chicago, P.O. Box 834, Chicago, lllinois
60690-0834.
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