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Capital market imperfections and
investment fluctuations

Bruce Petersen

lt is well knowit t]at investment |s a ver cagltal market imperfections to explain aggre
volatile and procyclical component of Gross 9 e fluctuations In mvestme?t Manly
National Product. ” Recent studies |rHt|cate that at ?ns enerat? ﬁuan ities o gntema finance
hn the United States, nivestment #tctuatjons In EXCess 0 é eir demand orfn?nce—that
ave heen apﬁrommate four to five times % 0 not epen on externa mance at
reater than ctuatlon in output over the the m qm XISI(% ce of cagtta market
0St-war perlo For exampe etween 1973 Imperfections ma |tte consequence for
nd 19/5 the peati -to-trough change. In te the yestment beéhavior of te?e irms. QOn the
mvestment to- caplta ratlo 8. aP proximate| ey other hand, a large fraction of the firr S”t the
20 ercent A'change of sm(} % magnitud nite Statej 0 exhaust aII or near
é ES)pos sign, occurre etwen 1975 1telr internal finance.  Investment tese
197 ese “changes were muc atger irms should be the most sensitive to fluctu-
than output eVIatlons e IS time ?erl d ations In internal finance if capital markets are
Investment Is also more volatile than ou pUt |n Im erfecé This Is the basic idea behind the test

other “countries, such as Japan, ttA United described in this paper.

Kingdom, and 'West Germa y, although- the A panel o gubllcly listed anPfacturl 0g

dn‘ferenee 1S les ron d2 flrms is grouped according to what fraction
Because ! at |t of |r]vestment s their ea in s they etaln |n the firm. If

e S e o g

gg%teé"“” nghcg%ecggﬁnt/lc explanaartlgn Eg{ i 2 eﬂn 8 0 o formation %Yt'gttﬂtsn? i con

“ e% aét Ittou ers and w busmess ert)te ENavIor= Hitms can Simp e“ﬁel%e?ﬂ; nﬂgﬂge

smooth vstment
rest 0 Invest In ﬂ) tuates. If. however, there |sa nounce
gme ne of the m

estl
ronounce ggeﬁgqlca pattern . over rence between the cost oflnter al ang ex-

romising theories is
ased on. the emise that t ereg are Serious ?[ 0} thnance, the mvestmteent rtflrms retﬁ'”'”@

el [ncome Iven by fluct
|mperfect|0((t)sgllc o tlttt?s aerorescan bF brigfl ations In thetgtlr;%ertrltgnt[r}aqee or i; scribes
sum arlzed As a conse ? ¢ 0l C |t€t 035|bTe sourceso capital mark E ?m er?ectlons
mea et |mﬁerfectlons exter 7Jnance p p p
new §

and the resulting cost-of-capital schedule. |
8 5l C(ﬁ%scéreenerlgtre?co e PC&'[IOHS tr Ivestment eravio e deval

&
more. than Inter

oped and related to a standard model of
?ﬁ elarrmnlsns agg olthar tlﬂg 0? il rt)vestment The next two sections of the paner
et reduct ns in ava”a%qe, ternLt nanc g Bresent the test results, which indicgte that in-
W”% external gmance As a resurh- a?”'ms estment is much more sensitive tO UCtuatlonS
timal response toareductlon in it |smternaIP Rlnternal finance f0f firms \tf]th etain all of
nance f?h/ tue to reduce it ]Jnvestment their income.4 In_addition, t f irms, as an

aggregate, exhibit an_extremely pronounced
Elﬂ(ttlilsecorre ataom%h Itnucltqttgtrlga ol i %lcal attern ofmvestmen¥ pTh|s I not

[egale P Y ase for firms in the sample with a high
W L Y Ll

h Cap Ia 4 et i eCtI(%nS StOU no% Bruce Petersen is a senior economist at the Federal Reserve
Owever nave a U Impact on the inves Bank of Chicago. He thanks Ed Nash and Steve Strongin
ment behavior of af” ?"ms ?”S pom has not for heIpfuI Ico?nments Valuable research assistance v%as

been emphasized In the models employing provided by Charlie Himmelberg,
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Capital market imperfections frnanealterstebreake en q value. gohrhs
rsteratro 0 the stock market value of the

arly investment {esearch often emg ah 0 rs eplacement cost The ssentral In-
grmgortance of financial ?tors uc srg tun erl {&Tobrhs eory 0 Ysment
taX| rrm should nvest

srzed

s ligu rt%/ nd access to Internal Tinance g Ist at In £ss

etermi ftfso investment spendin 0Ir\d as ea trona ar spent 1})14”

nancra ects on many as gcts? real eco- ?asrn caprta rarsest ma et va ue of t
rable attention Irm b at least o e do ar; at IS, as lon as

nomrc actrvrty recelvea cons

aurin teea gost war errog Over tﬁe ast arginal g 1s étt east equa 10 un
twent ﬁ WEVer, oSt T searg %n [eakeven con on 0 = 1 chan es W en
vestmen %avr%r has groceede§ unqer t &s te ax rae rvr xcee
?um ption that the Inv tment ecsron 0 T Capl gﬁl ider w at V Ue
er .can be_separated rom pure gr rnancra will make'shar de retto

ecisions.  The éeo eti é tained earnin sor rv
roac Was rovr ed Y %dr franr an h/lﬂ? tﬁx reurn on rvrdeii whr
58?11 wh? emonstrated t rre evance of the ater ax return on ca rta ns rs
ancr rrea(! investment under certain i Thesg {eturn Re equat
whi
J Kerfc < d

(very regtrrct ve) conditions. (% h'is a varug
gre recent] Ia?ome economists and cor- clea hfl

Porat f]nance spf s}ts ave Serious fq %s hus, te brea r) on ntetnal
Tl e B e ol [ £ = e 5] W T
ized facts al)out orporate financi Vers %reake en(é Ug on retehtro¥rs Iﬁ wn ?n t e
)6 1o oseg rﬁ) F rna'uve rf][game\/\/or vertica aXI the cost-of-capital schedule aE(
ereP 15 t0 as a “pecking order” theor Rearlng n Figure 1 Interral finance rse
ere rs a nancrn hgra with rntern%l ?%ste n the horrzon% axis thﬁp
nance dommatm ema[ inance. ISCOﬂtIﬂUI on the COS{ caﬂrtaL schedule.
There are s¢ erat explanations for a cost A secon reason for tinancing hierarchies
R N
advantaPe of nternal finance over external fi- IS s mﬁnetrrc in Prmatllon Thls IS a Ertuat on
nance, Including Issue costs, the faxation. of Inw potentra Sup[p rers? Inance nave Iess
Prtal income,” and asymmetric. information ?ompete or less accurate Information aout a
elween managers ar]d otential investors. In rrmsprosgecst an the fir rtse g grtan@t
t s paper. e will trmrt our e>%amrnatron {0 EeCeeenntv\%% Sttéllhélyearrr% rt/\/erssjl984%94 fnd
vl a1 %arihrgg O canal WA Symnai Hfomaon st lme
garns at much lower effective rates than' the
ate on dividengs. . Such was the case In the Figure 1 o N
Umted Stﬁtes un“k U|te reCenHy6 A |arg Investments and financing decisions
num er of studies_have examined”the cost of
equrhy rnche In light of the above Provrsrors.
rou revie o trs |iterature ca ne
? uerbac % The central con-
usion oft ese studies 1s that Internal finance

ﬁas a fax advantage over new share Issues. The
asi¢ intultion 1s that no tax savings occur from
the rssue of new _shares, while, ta savrngs do
occur when earnrng(f Oare retiarned becalse a
ﬂrgrlr grns tax 15 avoided for a fower tax on cap-
gA measure of the cost advantaq gf
rnternal frnance c ? readily calculate
srng h 8 odel of invest % utilized
and &xplaine hntenextlsectrono ?Ra erg
considér how the favorable taxation of ihtérnal
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an reIrance on eternal equity finance or ternal finance portion of the financin
calse o demand a e i d

s suppliers t ree premium. / hierarchy, . as depicted by investment deman
grps [na r:onsrdaerg a %rrtuat on in 3 wmt issue ngw shiare)s/
W |ch magers rcu[rent owners) are better Debt consl eratrons can grncorporated
In orme t ng ential shareholders about the into the cost sched de[r[)]rct1 g 3
true value of both the firm’s investment oppor It 15 often assumed ave som

tunifies and the existing assets in place.  In apacity” which is determrned by the cost
dqdlrtron anaders ﬁ gﬁ %med 0 %ct In the %r%ncrg | distress and by agency ¢ oysts9lt |sw?
rnterest of existing shareholders, and potentia rnown thaﬁ deRt Inarice ‘crea % genc P

new Investors are aware of trs Srnceeternal ﬁms and t att 8reatert e (lent- (i atro
rnvestor can i %strng \3 the qua EZ fhe more rstorte e the firm’s nv stment
frrms te vauet at the 8 tjon rncentrves ddition B/ man gers have In-
aY ons uentg/ new share olders 1m- cen IVes 10 sue new debt, whrc will rarse he
Ercrt 8 mjum o purc ase the ns rn S ower the value o exr ting

nares of eatrvelylgood firms to offset the 0 8 Debt-hol ers undﬂsta d these conf rcts o%

? anse flom Ina vertent# % terest an %trona mand covenants w e[h
below- average firms, sometimes reférre to a restrrct the eavror 0 managers particularly
lemons”. ) WIth resp gt 10 new debt 1ssue

~The intuition behind the “lemons” h) dition, reh cent work bv Stiglitz and
mium aI?o can be descnbed In terms of t Werss 1981 and ot %rs emgha% e how asym-
mogel of inv stmer] r wrng the ex mpe ‘ne Jrc rnformatron etween orrowers and
in M er? and Majluf t e true q vajue o nders ca cause drstortrons similar to those
(rroo rrms e Gan etrue vaue o discussed above for new Share ISSUes. Asm
emons ercenta metric Information m? rncreaée the ¢os
frrm? ep. Because asg etncr orm new ebt or even resu in “credit ratronrng
all Tirms are rnrtra ued at a wer One sl t? [ude eht Inance
averaevaue (ﬂ< S—pqL tcan be n ﬁhe Cost-0 ca rt c erstoa Irms
showrt that It the m et does not coIa se be to leverage eve ar of equity finance by
cause g? firms, drop out, the break eve ome fraction ofadollar of debt”finance.
value “for _goo Lms Is roxrmatev this case, adollar contractron In rnternal
H: GgA The rea even q will exceed unrz nancgw causeléto ecline Xmoretan
va amount ttaat pgn sont percentaﬁ one dollar. A second, more. r%;ener way to In
of “lemons” and the "difference petween t io lce de]bt f\nance 'ﬁ to include an u ward
value 0 Pood Irms an Iemons The ratio grng ri fue which connects the intern
@aAjndicates how much dilution ?ccurswen ternal finance segments (se or eﬁlnd
ood firms Issue new s ares te emons pre- fe{r ach, 1983). The rtron this sche
lum, (% |se ual to% % rHan en with antr

rnanc 9 hier rc%/degrrctrn% the . C(% rnhern Inance. The oeot |p

bined efrect?] axatron and asymm trrr:rh etermines te xtent W rc
mation |? own_in Figure 1 " Firms ex aust can o set reductions In mterna finance wit
rnternal inance first an rssue new shares Pe adt greater leverage

frngnern patterns of most corpo-

eayl ag in Fig ure 1 are three rations are consrste t'with the predictions of a

Bv%ss ible deman sche u(es for new rnvestment frnancrng lerarc r¥ Mofst corporations rer
ere éprOJects are ran ed accor rng their vergl heavily on | teﬁnal Inance, part rcuIar

the margrnal rohect has, a (

Tobin gva ue. I a firm as ilaple an cor oratrons W ere symmetric inf orm
amount frnte a frnarbce(f an Invest- tion problems are li eH 0 he most gronounfc

ment sch reted e 3nd curve D New share Issues aceo nt for nr{J rac-
it would finance all “desire rnvestmen tlon of new egurt finance In the United States.
Internally a gd na ouﬁ é)rne dividends. 1T Its rini, V 1986 examrnes he financ-
Investment demarid ? ewafs D2|nstead of rng behavior 0 or ora ons eng rn m nu
Du 1t would exhausta Ptern rr}ancfe but not fﬁ tunng over the ero A—I

ISSUe new éeares Fina Hle Ye Irm’s In- t al co pora 10ns asset under 100

vestment demand sched rsects the ex- m

ilfion rarse 8 percent oft err frnance rom
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rporate bongs (3%).and new ust Its re acement cost sot at marging
m l]ssue In adartion, Srini Vasan P nt/ conceP %ta avilntlae of tls
nds that the average, retentlon ratto of sma ework 1S that t s forward looking; that Is,
corparations Is ver}/VI egn & gcor mvastment fsth rn/en hy the stock mark%

rations pay_no d ai or long peri evaluation 0 rma measured
Bgs of tlmeP yfhls ?wdence mélcates that

cpeemf\l soirces The baLanc ;me from bank librium, thf value of an extra un|t ofca[ttltal IS

tma ?] ecome a_stand ar model of | | vestment
be very common for corporatlons to operate dt behavior and it has been estimated b many
or near point R in Figure 1 researchers, USF rTonr highl aggreﬁat datd.
. mpirical implemen at on gtheor

Fluctuations in investment at the firm fmvest ent req unes rather strong assum
level '[IOHS apout technolo and agjust er]t COSIS.
Following Summers {1981) and several subse-

demar(t: n%der f\‘L“

ent ccists ftre assumed to
&ortant to noje t atB

eve ?f Inyestment

In Fiqure 1 IS e zerg unt ormal
(P afSter WH marginal  adjustment

?mh has an mvestment ﬂuent (iaperi a%ust
? 08 N tersect Sither IS reache

e Internal nance se ment o new sh cost rise Imearlg W|th investment. D This can

SI?H]esS ge ment osn Onnoléan Onat |s|rt?ra§< austs be shown to produce the following equation:
|nte anc ut do Isslie ne _ N

saegxtelrl‘atnI %Stncéf%remrlaefabeen%eenl terna 0) CW*=a++id, +H
esen Jemd Scheul an Sh A cono- e Btk > ans (¢ Jﬁ%té”tt‘e‘
erable distance  without any investment firmand tlme period, respectively, a, Is the
PO consicer what happeps if nternal - 7ormal value Of(f § and Lh e error Lerm,
nance ex0afos of ontracl panlts AMOS o [CPIESENts e Value of g al the beginnin
an increase or a decrease In the lengt OR of

e period ad;usted f;r co?Porate an Fers na
cause the firm is exhausting all inte nafflnance calculate ‘10981 s out

tax considerations. (The tax adjustments are
the |ntﬁrn | finance segment Iln Flpur c 1owmg 1 prooader g ned%
changes in earnings can cause a dollar-for- ummers | )

d?m hange In 1Myestment. _For example, if [ternative model is required to de-
mternaf flnggce declines, tHe firm vnfi co'?ttr ct scnbe Hte Investment %%avmr %¥ firms“who

investment by movin its investment de- not eabe to respond to fluctuations In

ma d Scﬂequ Exte naP flnance Wti" not T ecause 0 Ca |ta| mar &et |mperfect|0n5 In

LS o oo mves%m tuntt temarglna the St simplest alter ative, fnveE nse“tTh'S Lo

project h sareturno at east sramle y avallah ehcas € Dasic
Suc gre diction Ii %une contra% model estimated in the paper is.

standard neocl ssical mode fftrm Investment

behavior. ntese odels, caglta markets ar @ (IA), = a + al &, + a2(CFAO)t + pit
assumf 0] bT erfect thus. firms” cost-of-

capital . schedules’ are ot | discontinuous s Tax-atajusted als included . in the, model to
shgwn in Floure L A firm’ opumari Peve f control” for variation qver time In investment
Investme ﬂ“ ldet rmined ?yt e(iOStO cgignaT %%)(?rtunltles Tes(ss of robustness of this basic
vertical shifts In.the cost-of-capit schedH el are discussed in, the next ectlon
change the optlmal capital stock and the rate To, summarize, in a world ¢f no caﬁltal
of In ei]men market imperfections, variations in Tobi

The Investment Jnodeg that will be con should lead to variations In [pvestment. How
3|dered |n the remainder of the Per 1S t q  eve, for Irms exhausélng al| internal flnance
teor T Investment, He Infuition of the and facmg h shadow price on external fi-
moe IS th sent considerations of, ftxes or nance ould vay Over a con3|derable ran%
capital mar%at mnerfecttons 3 Irm wi mves% with no mvestmen response,  Thus, Variatio

) IonP as the value of an additional unit g in casf flow, not ¢, may drive investment for
capital—marginal ¢—exceeds unity. In equi- some firms.
6 Economic Perspectives
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The data and test results _ Table1 .
Summary statistics: Sample of manufacturing
Valye [L{me data is Hsed to m(ylgngent, the

firms, 1970-1984

tefst described . ahove. e detall ?rnrgons Category of firm

the emBlorrcaI measures can oun Class 1 Class 2 Class 3
Fazzari, H barq Petersen 1988)
tention here is limited to firms within the Number of firms 49 39 334
manufacturing sector. The selection 0 tetrme Average
Perrod over which to conduct the test Is ver retention ratio 0.94 0.83 0.58
DR LR L
ia ?qatrme eriod wouild p%rmrtfrrms that ma didends W B 9
|n|t |ta mar t Median capital

stock-1970 (millions

4 be constrarned Wy i

Imgﬁg ﬁ{lons mar[iurea i eggc%%rr]]stl tr of 1982 dollars) 27.1 54.2 401.6
data 2 arlap) 1y iEre time ﬁerroé) é Metock-1804 (millions

Wwas ?6 ected.ll SU Intervals within t IS perro of 1982 dollars) 94.9 192.5 480.8
are a SO ana Ze Average real

| Fe sa \B ehof firms was, obtained as fol- sales growth 13.7% 8.7% 4.6%
OWs.  FJrms

mIS In Or InconSISt nt data ource: ese calculations are based on samples selected from
were deleted. ~[n additipn, firms wih major s o aiabase, 0 PRsed on samples selected ¢

mergers were deleted because mer?ers an

cause mconsrstenr: es whep construt g lags.
P firms negatrve % YV tes \n earé he f/Prcal class 1 firm paid no drv-
sales ere excu %The rfs ting sample en sfor tne first seven fo tenyeasan asma
consrst 0 422 manu %ct rrng Irms. Ividend fn the remarnrn gars., In fact,
The tests escrrg requr that tn Irms n class lnvem |vrdend over the
sample be partitioned (nto grou irms; the entire time Perro though these firms are, on
ﬁ) ous ?electron crrterra . eteﬁtron rf]avror ewerage Ve Iy rProi‘rta €. Gorng acr]osscasses
capital market imper ectrons ead tﬂ F C- there |sa E ounced, Jncrease ‘in the percent
gcons Jarnts on_ Investment, age of time aposrtrve diyidend 1s paid and
st evident for firms, that retarg e#r acorref]pon mg ecrea?? in the retentd B atro
mcome \1vever internal ang ext rna The riasssaree e rv sqrted by firm
nance are near}/ &erfegt su strtutes then re- size. as well, as the capita lﬁfr Ures“spow.
tentionbehavio contain ittle or no While class’ 1 firms ars sma re at e o irms
riformatH)n about mvestment beh1avror In- in cla?s3 they are still large relative to U.S,
%udrn% Uctuations in investment, The classi- manu actrrrn corporatrons In general.
hcatro scheme r”)sen divides the sample into Tab J)rg %nts Information on new
e Bl e
Class L Dividends < 0.1 for at least
In class 11 more heavily.on new sharg Js-
Income 10 years Sk hait A i e remai ing classes. The
Class 2 Dividends < 02for at tI)east }}{g'ﬁf sclrggiug ﬁlaessDZOasz)agnmrn&/Iegs&rrrgenlt d|en
Income gears Ut not conigs, tet9yp|ca firm 1 class 3 has a de-
lass L rnan SIC hedul IrkeJI Déranddshould not simul-
. aneous Ividends and Issue new S ares
Class 3 All others, given it Pa%atron of ?orporeﬁte cone.. Can
istent with the cost-of-capital schedule in Frg-
e

Fveral summa [y statrstrc%for the frrms in
?ach c%ss ar regor ]b lass #rre 1 frrms in class 1|s Ue new shares mo
Irms—t osetat re most Irke to be affecte rerﬂuenty—agproxrmate one ear in eve
5 capita] market imperfectio s—retarngd H four—than do firms 1n the other two case
a gra e 0194 percent of thelr income, an P% Even for class 1 however, the amount 0
Ividena on average in only 33 percent of t nance raised from new share issues is smaII

Federal Reserve Bank of Chicago 7
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__Table 2 . f rmation is an important impediment to_firms
New share issues and debt utilization taml ?nextern ’ fmance en the S? ItIVIt
Category of firm ? Investment to fluc H%IOHS In Intern nance
Class 1 Class 2 Class 3 torcass 11irms should be greatest in the earlier
Ime Perioas
Average percent of t he ﬁe Its in %ablet3 1tShO lar e esti-
; . % % mated cash flow coefficients for class. 1 firms,
share lssues 8% 1% 1 Asex ecte ﬂe cas flow ¢ e?fluent |sI r est
Average value of share ‘s e r|es pTETIO e COG
S e LR R
TERASLT ow em om  yuly o fom SIS 1 1906 th
Corelation of the stlmate ss ash ICIEP} s decl |ne
earnings-to-capital ratio monotomca e CaS COG ICIEﬂtS ,
and the change in total classes 2 an 3are positive an approximately
debt-to-capital ratio Sta ﬁe O\(er Ime
(averaged over firms) 0.23 0.15 0.09 |t |S the

ifference i |n the e tlm fed co%
fSrgLr:Cti:e V'I;Tjjel_iiilcdlg?;g;gz are based on samples selected f|C|entS across e three Casses t a
' ?tressed Com arlng casse%
erences in the estimated coe f|C|ents range from

0.416 for 1970-75 to 0.231 for 197Q-84,” These
compared 1o funds generated from Internal dllflferences are alwa sstatllstlcal}y s(fgnlflcant at

very high confidencg levels, 1t 15°aJso important

for ﬁ(‘)ﬁ Ig?]t "é’g Ilnﬁ?noaftTable A2I %ol}nﬁe In- notegt hat mceludlng internal ?{nance in t %

T omect the ﬁrm 7Jo%% 3 10 Paves e I tement od] (Equation 2) explaims &
%ct caP%cmes t 8& t0- cazona rafios

?er for classes 1 and The?e resy ts Table 3
[e co sstent Wlt the exméenfe o a mancmg Effects of Q and cash flow on investment
lerarchy: 1., cog rained Tirms appear t
OrTow ;i)to their debt ca amg
anle 3 rePorts the estimates of tqe con-

fribution oflpte nal flnﬁnce oward ex alnlnﬁ Variable Class1  Class2  Class 3
mvestment a er CoNtro mg or move ents, |

Dependent variable: (11K)it

Ut|0n e or eac retemlon Sample period: 1970-75
cssﬂ/qh ané 7] ?anator var on 0.0010 00072 0.0014
s lee firm an g/eare eth)s arel!]g (J <2-2324> “;-22;7) (2'2224)
OFIK)jf . . .
peno dSe eawebn? fge] fimate ovréree time (OF1)j Qero o3 025t
Given the metho of constructlon of the R 055 019 013
ot g
LXSI ¢ |n\(/jestors can Be ([i ortesorter ot 00002 (0.001D)  (0.000%)
time_periods arélcul)arg 19(0-15. Afimis . 05i0 0313 o185
not agae tote atabase unti it 1s “o mterest (0.036)  (0.054)  (0.013)
to Su financial community.” o4r 020 o014

scn ers.and (e
Once a firm is. added, however, observat W
on Items from its mcogle statements an Sample period: 1970-84
ance sheets are coIIecte as far back as POSSI e oit 0.0008  0.0046  0.0020

(n gractlce é)r at least 1 h/ears ro (0.0004)  (0.0009) (0.0003)
te It Is ad P the Valle Line data ase (OFIK)it 0461 0363  0.230
T e maA W ass %j Ir ﬁwere not recog (0.027)  (0.039)  (0.010)
gdutl tﬁart tehn 8ttefut ? R 0.46 0.28 0.19
riod, even thou ata. for Irms . ‘ a
extend back to %69 Thus, if asymmetnc In- Mre estmated e Tt o enr Sfrasts (no rebotiody
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much greater proportion of the variance of the f|C|ent |s 0392 for_1970- 7% 0.360 for 1970-79

Investment-to- ca‘pltal rFtIO (UK) .In class 1 % 970 84; these CeffICI?ntS are
than In the other two, classes. Inclassll46 t0 | I StatlftICa| S|gn|f|cat Tj]us or class

o5 percent of the variance In 1/K s exp ained, Irms, a large fraction of the tu t|on In
de en Ing on the time, perio ana ze pri- mvestment continues to be ex Pame l]l
rily by the variation in cash flow alone. tuations In cash flow even after including sales

Several tests of robustness of these findings In the model.
were undertakenl% In. addition, alternative _
sem |cat|ons of E Uﬁtl(t)n 2 were estimated Aggregate investment fluctuations

cu |n lags of cash flow_and current and
gged sales A number of investment studies The results in Table 3 strongly su%gaest

4 I|terature have found that models Whlfh that capital market imperfectiops do’not
mc ude sales or output acce erator” mode a uniform effect on jnvestment behavior across
often out erform %mo ls. Thus, th result firms.  An |m |cat|on of these resulits IS that
In Table 3 could rise because cash researchers looking for explanations ¥
sales are corre ted, Vﬁenc rrent an gﬁ; %eﬂate Investment 15 s volatile ?houd 0cls
sales are mcu ed in t em the cash tlow attention é)n ecific types 0 en}erprlses
coe iclent declines |n all t reg casses For There are soh heoretical reasons for usmﬁ
firms p(ag/ g W a ar? hare of thelr Income retention hehavior as a selection criterion |
as ajvl 5 %S?)fl ms), the coef |e|ent falls future studies. Additional empirical support s
50 close to zeot atitis | %hlflcant with one provided below.
exception. However, for firms retaining all of The r?sults n Table3|nd|$ate that at the
their' income (class 1firms), the cash flow coef-  firm level, fluctuations in cash flow appear to

Figure 2
Average investment-to-capital ratio (by dividend payout class)

ratio
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%ause ron%unced flri tuatrﬁhs in tnvestment kets. Much depends, of course on what frac-
or fims ex austrn% thelr eamnings., The tion 0 mvestment ?omes Pm ‘firms that are
Important gristr or  macroeconomics IS exhaustrn% oramosta of thelr |nterna
hether this |eads to pronounced aggregate nance th sample of frrmse ?e
uctulatrons In Investment. |s stu%v t at h“ N is not gartrc %
lgure 2 presents a plot over ti fthe gee aple. 1 ||s IS because the Val e
aveﬁage Investment-to-capital ratio or tabase is heaer welghted towar %
class constructe that IS, towards vmi or

? yaverar%rn cross mature corPoratron
|rms It'Is apparent that 1k IS procyclical in whrchP blic information,is readrly vailah
each of thecases }} gs further apparent that S trstrcs Indicate, however, that a su
the quctt#atrone cP [t are muc mor? pro- stantial fraction of rnvestment in thﬁ manua

nounced or the class ],ag%regae than for the tyring  sector s comrngn from firms  wit
class 3 aggregate.  Whil re or aracterrs ICS srmrlrto e asslaﬁ]gJ %te
the cIass r%re%ata the plot ecas Ivv( fxam e, manu acturrn irms of e t
t? capital ratfo | almost | ntrca to Bhe ilion I asssets accounte 0r.approximate P/

got T rs IS not the Case, however for the class percent of tot |nv85tme £ In" manufaciu
lr:eoq rn overt erro 70-84. (The average firm
ht e class 1a regate tgere are peak- f e In te %ass 1. categor |s consideranl
érou& 83 in 1A% 0t 021 between' 1972 arger than $10 r}rr |%n The avera e ré-
ea -t0- tro?rn chlalnge%tv\r{reren elgeZveraand (1:3§3 hen G tO IrmtS d \t/t?r%
roxima ercent—a e

low-to-capital ratio” are 01I am?st ?entrca Psed f g )m %acnon 0? Enance rom ne

magni ude In contrast for the class 3 sare issues. Ifthese firms have /K ratios that
gatg 0t z}re are_peak-fo-trou h C anges IrgggA* A1E 3 Volaile a5 t os¢ mak g up, the c?ass

wee regate reported here te could. easil
twee 80 an 1&% vvrhre not rep orteg ere, 8ﬁntg?or apma or fracfion %f the inves ment

simple regressions of I/K on v rr us measures volatility in mariufacturin

Hﬁﬂ ﬁre ate economy re ea esame h/a\ It 15 Imp ort%nt to ﬁornt out that

ternt regressron [1 H tat n es% (Jae sam Ie of frTrms ut]hzed in_this study were

ment 1S 'Inu ! mare procyclical Tor Tirms whic rawn entrreg rom the manu acturrng sector

retain V\E} Iotetrr rncortne i e oek- T e averar%; iz ofenter rraes In othe ?ctors
\ le N0 %5 In f\fﬁs IH]Q as the eaftﬁrq) of the economy, such as trade and agriculture

7%“% nmovlemerlrvs n r IemV?“a’I‘Cn I |s much smallfer than firms in manu acturrnﬁ
T P“g Reioent Sriks  For this reason, capital market: imperfectiofis

ow much mofe yolatie Js investent such as asymmetric information may be even
ﬁses Vla?% regels ﬁé‘” a thee gtasesf Jwe cltgssaetse more Im 0¥tant ard access 10 external finance
over the 1970-84 period 1s four trmesg re%ter more restricted in these sectors. ~Further re-
than tﬂe variance %? the class 7 aggregate. and search 13 neeﬂed to assess the volatility of in-
ten times %ater than thato ﬁg (% 3 2 hr? vestment In these sectors.

3&%%25% K se'rtﬁs”hteré ?(%nstrmctg ”5%3 oyl
oY udeJm?IIQIatsse FAmpe a\r/]Vhles%?gsns vvclhrrrr]:15 ét?geﬁtzf%ge%htple, the findings in Greenwald and

ake up only ten percent of t : e .
clu |en zﬁhemycaUstpthe Vﬁrrance of the | ?K . 2 See the findings in Greenwald and Stiglitz (1988).

ries to°fall by nearly one-third ?1852 for example, Greenwald, Stiglitz, and Weiss

Conclusion 4Th test re ults resente in Paper draw
DF%X atrs resu ts azzal,
IS bey?nd the scoEre of this gaﬁer t0 give td and etersen

an estimate of what fraction of the fluctuation 5An ehtensrv Ir?t of citat ns on i srgve tmen(t
re(Trate erestment In recent decades can esearc a& ound In Fazzari, Hub
hee lained by imperfections in capital mar- etersen fl
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o ea%ffaeLenclenSb %t\é\%? eetn]e Ilax? I’%? 8n g{?\éll?see(]%s{ 5le/|te Itr(])qpeorgercrrlrar?(et erPgronsr%(rjrcto finacial disress
rceﬂ7 Jona m Ca |ta

L] e

e 'rean” Jperrrrssa (A rh W oatorrnrrer ragte et

great edced 6 et % fim generaﬂy refal smos ?Ts earnrngs Y

qgrearers BRBIIYAE el in
i re' i i rrnnwfn
5? %exa&n Do rgigcﬂcrﬁnug PR o2fat eaf(s‘)t aerae

For am le. Equation (2) was esti usrn
el managers’ will see EXterna equity i bror e H(l;ﬂlerences %?Poe dp
vert tional w ol ORY:

9F|nanﬁral drstres? refeﬁs to et ofProbIems that suremen erro 0] Frder 10nS. |crer§
ansewienev ra firm %dr iculties nmeetrnchEs es ales ari aggesmr ar ese tef §§ reporte
BHS”W e egee (IO SCETCY, (6 I ez i Pecsen

sure a 1 e AT ARSI Contrachl oBi R4, exception is the  ful- sample penod of

%rrTnhe regressions mentioned in the text are of the
(UK, =TI+ YoMt

[[@Bf ¥vhereA|s erthelr c nP ctrty tilization. in manufac-
uring o uneﬁrkn? e rj e%essron WEre run

L pei s s =

e
r of firms, an ems d
i %m.ar B

n
i Of}ef'aneisgdh%U P ols ; ﬁ‘ Tie %%Irrshren]:abvsvnife valug Haree to fol %?r%eslcﬁerretatoerr
8%?’%‘#” Jﬂ ome ¢ S' 8% % %84 Br%ﬁ Firms between $10 an $]hOO rprll on.in ets 0
sam re et 04 Irms Tor reasons d due, {0 averd
CUSS pa e m%HO aC ”nal {r Ontea %%éreten r} rat|03
f]rZT Hectrve 5 10 cor(rjsrtr)rer the |nvestme|nt be- B ?] w €EnaPrc f7he -
avior ot Tirms constrained because of capital mar- cuntres an nge Commission,
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24th Bank Structure Conference
Financial Services in the Year 2000

“While the expansion of banking pawers ankrn firms are left to, the regulators, onl
consritent wrﬁt apffexrbe P andge?rcrent ose %Wers the“ %re eaerY (unde?stoor{ or eas-
Inancia sysﬁem an| mcrease rea ? g ranted.  If new B\owers

consumers,” there sl remam reasqns fo ae ecre by econo Its, new powers will be

makers to be cautious a (outf can es | grante onl there are sner [ etvveer(]
financial structure sar (reenspan ankin the new actrvrtrs Ina ah

Chairman of the F% eral Reserve Board and ctt | new R]owers are determine g/t

keynote speaker at t e24th annual Conference market those firms that correftIB/ 8568 g

Bn Bank tuctlure and Rﬁtrtron sponsored Rgortumtres for expansion will he reware

e Fe era Reserv H and those that do not will be punished. This
a 1988 e Con erence o ere “marketp ‘aceb calculu ts accor rng o Mr.
e IcIency stand-

H] exPe Its rom eg fory agencies, the Seott, Is't
an |n n

S{ wa
ustry, t y

rom an €

cadentia the opportu- oint o retermrn< e Which new powers are ap-

Hlt greset therr vreYtr and recommen- ropriate or banking firms.
1Qns fi rba ancmﬂ the benefits of Increased Donald Crawford, frodn he Secuntref In-
Ercrenc from a( POWers against possi- dustry Assocratron (age that the tcal
e INCreases In han {rs rocess, n fact, was directing the push tor new
In a number of s gches agd anel drs owers in an Ina proorrate direction—tgwara
cussions, th artr%rgan ISCUSSe avarregyo ecurities activities. C t gprofrta ity Tigures
ISSUeS, mc ud the effects o October | or the unaerwriting of varioys securities, Mr.

nancial restruc rrnﬁ corpor te se arateness Crgw ord arlqued that competition, tax reform
rhew égowers an elas sess on of an dere uatron ave narrowed spreads n
onference asse ane o In utry Htuat ?rg rea of |Hvesrmené bankr
>T<p§ ts who attempted osu motetwfo aly Theretare, | ar] s entered this Iindustr
IScyssion and burl ework for re- %om etrHon Wou, ?e ruingus to both bank g
struct rlgg The pane |nc |uded Donald Irms an secHrrtres iIrms, “Combining the tw
Crawror senror Vice Presrdent and. drrecto industries will ex onentrall Crease” the po-
overnment relations for the Securitie us tentra ormrsma ag H Bohsrdeﬁo Ph
% Association: Robert Litan, senror eow at enfe said Mr. Crawtord, Earlier In't

ffe
in

Broo Ings Instrtutron SY\/hte Yawls | William T Gre or, a semor vice resrdent at
vice chair an of %ontrnenta Inois ?0 the MAC G had made the Same point:
ﬁtlon and Kenne Scott professor of la “For man bansun grwriting is going o be
e Stanford Law SChOO an econontic Vietnam.”

Furthermore, M. Crawfor]d noted tEat
New powers the securrtres |n ustry 15 one In which * mrsta es
are maeeaerv and 1s “unf ororvrno hecause

While mfang/] at th onference %Ireved eﬁsets are marked to marget Port
that bankrn? swou ra ted Droader IS ontentron epornte toteStoc ? et
gowers there was consrderab |sa reement Cras October 1 As a resy
bout thelsecrfrc POWers bankrng firms would Cras tesecgntre% |ndustr¥ o] 22 brIron
and should have 0 days illlon 0 (Yv as from

Kenneth Scott, of the Stanfo]rd Law tra In counts This produced the  worst
School, rovrde some msr ht into the eter quart |nte histor ofthF securities |Edustr
mmatron of new an ccordrn You can’t underwrite unless you maxe. mgr-
Mr. Scott, If w ank owers are ¢ term ne kets,” Mr. Crawford warned the Eankers in the
In the oIrtrca arena where secra mterest audience, “and if you make markets, you wil

ﬁrou sneeqa suger ma |t§p t%effectc ange occasroHaII have ﬂtake hits,”

m rty t e status These losses, however, did not impress S
tt‘e chanpge Wi oc%ur new powersql%or Waite Rawls 11T, Continental Illinois pCorpo-
&ral Reserve Bank of Chicago 13
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ratro[t and the onIy commercral banker Mi life insyr nce underwrrtrn? IS a low-risk activ-

Bﬁ%ﬁ egrsirr‘]hfotertnce thba{ Ir?rngrs g/)en tcgl\rt,r\ll aZSO Iatetcn/erg A the?rn oI\?grallereve ere rrst?r\]rgogfdnl]rtggls
T< %raw ord ; t:f] jwat gou re Rr% fect- _
Jrg rs(ﬁ/orth $0 little; why do you d it so Restructuring

Wiy grevrous seslon of e &onference,  benks.are going fo be granted broader
Larry Mote, a vice rer dent and economic oWers—securities as \?/eﬁ ftate an
%vr er at the Fed ra (J%eserve Ban Pnsurance ow should efrnancra service

'CI’iQO Mmay nave provrde an answer to Mf Industry be restructured so that safety an

Raw ues rin He noted that average re- soundngss are prese ved: the sa gty f?et |s not
tuersnsma ustreveSreOfrgfamreepsanon In th% reeocryerrl exttende 10 fJron an sectors trcrenc 15
no sacrific er wors restructurin

here 5.2 igh e gree ?]{ coricentration and urres Wl ing a1t tht rope between ris and
ba rrers to en are srd lcant in t esecurrtres

| %ha acterrstrcg % with “Ir¥ t[(trs rnidust Lbankrgg] " said. M,
0“9”13 lt 0T SOME Spreads, are sugges- Rwls ‘risk 15 a four- ett rword™ but Wrthout
tive of market gw rsk, acom any wouls ave zero §potentra 8r

In his présentation, Robert Iﬁrtan,% reve uesQ 0row contrnue

Erookrngs Institution,  stggested. that (f 11k rs adaptin to a new_reality. or
roaden therr securrtres civities, prices R ﬂew reaP ﬁat “the

ungerwrjting Serv|ces are going to N faeJels of %ja dess have. ch d gtter than
g pro ItsqNﬁ (decrease Thq S?ECI Wﬂ?\% Ban § ca a%| of servin togse neegs. Bein
most pronounced In Merger _an acﬂursrtron a reliab e rov er o un ust rsnt enou
%ervrces accordrgg to Mr.” Litan. Curreptly, anymore.” " Earlier in th ﬁ d y g X
anks, can provide advice on mergers and ac- r}a ?ral Instjtutions cona tan stated that
quisition, but cannot underwrite rate se- t USt[Zt'SC angin more
r

,nanﬁra servrces in
curities, However, un erwrtrn%m) rtres are [ (g) n bank rng re%u on, dug to elec-
very advantageous to the M& srness ronic” technglo Pancra hnnovatron

oma% Labre %ue presrdent and ¢ ref Th_e ISsUe sabd r IS what are we
EPeratrn officer of Chase Manhattan Corpo- going tﬂ do ahouf 1t?”

3 d commented qn that ver fsue He Three conference JaartrcrE H Robert

state f the Federal Finan-

that his or anrﬁa%on recently lost busi- Lrtfan Robert Laurence
ness to Deutsche ecause C ase C nnot cla tnstrt irons rErnatron Council, r]
HP erwrite corRAorate securities. amue Ta d/ rng consultant, |
e a

own r

opinion Litan Ofém [fow a ban g Irm to en ?e In any non an
outradeous M&A fees wou come

actrvr It chooSes so Jong & those aclivities are

bank were In that business and could also carrred/ out In sub(srdrarrgs oJ the hodrnﬁ com-

underwrite securrtres Kan the banking subsl rarresahr arrow

P(bert Litan, however conc%ded to Mr, nks.” A narrow Dank Is one that accepts

Crawford that ec rrtr not be the most eosrts and Invests them only In government
Im orHr ﬂrea or r]; rms to enter. Mr securities.

Lr an felt that b ankentr nto msurance woud M. Lrtancncede% that havrng nonbank

have a greater Impact on consumers than ctivities operated as a bank sunsidi

?trp{ rn?o the Securrties | dustry Citin stug 3 %e more e rcrent but 1t would f %3/ rrsﬁrer
the Cansumers Fe eratron of America an In other wors the temptatron orte bank to

the American Insurance Association, Mr Litan come to the rescye of a nonban subsrdrary

estimated that more competition In jnsur reat since the performanc
%encr( WOU% reduce premiums b yé %ﬁn su%sr%rar}/ %rr ctl ?tects tihe bant( ?rnancra?
annua 1y ankrng e argued 1S ﬁ logical statements. Theréfore, In tern(seresto S e%(

source ohthrs new om etition. AsJo Mr, Lrtan said tha he referred that nonba

a research officer at th (edera ReserveB ctrme he carried out by su srdraHeso the

of Minneapolis, contended earlier in the day drng company rather than the hank.
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_ Locatrnoh nonbank operatrons in subsid- Mr. Litan believes to be the best among the
jaries of the nolding compang however, was Imperfect choices,
not enough for Mr.”Litan, nor was it enough Because a narrow bank does not make
for the “other ganelrsts All agreed that IoanT all lending as well as other activities
firewalls” are needed. How high, "how thick, would be carrred out in nonbank affiliates un-
and of what substance however, were major der thg umbrella of a bank hodrn com%any
ISSUes Xet to be resolved. According to Mr Litan’s roposa] b%
ccording to My. Litan, the, choices are Ing comBanres that converted their ban s 0
imperfect.  One of those  choices Isthe narrow panks could en age I any non ank
Iawvers oulators apRroach This aﬁgroach actrvrtres not only thos eemed ermrssr Ie

entaifs making rules and requlations t the requlators or Congress. The deposits 0

ern transactrons and ?ffrlratr ns hetween bgnks ngrrow %% Ls woufd begf d raII msuP d but

and therr non Ian affiliat es] ) they would have relatively low dePosrt Insur-
tou that this tually risk-

alpgroach ance remiums because they are v
was not ) muc ans to contro but a ree entities.  Narrow banks could Invest In
hattle over turf. The Glass Stealga Act se a noth Ion% and short-term government securi-
rated investment and commercra bankran ties. Co versron to narrowbanking would e
the insidious thrn IS, exparne awls urely voluptar and radual overaten ear
|tasocete se arate regu atory bodies—the erod), and sniall banks. woul exem de
T d it credted separate ause, In My, Litan’s opinion, smaI banks do
Congressrona commrttees to oversee the sep a not pase.a rjsk 1o the system.
[ate regulator boglies, erg accor Referrm? to his Earrow banh [%ropos
l)nqt Mr. aws rg that the rstrnctrﬁ l\/lr Litan said “I think It solves a rop-
etween  han securities has  really C?r most of the g roblems Jhat have been
urred he d ctions between the bod 6s eve against the banking inaustry in te[]ms
that reg ulate tem ave not.” Conse ue oin out h broader “powers.” He then
“the Is ues are drscussed from two ifferent eIa ?ra eg on that point, “I soLves the fonflrct
Bornts 0 vre Compromise s hard to come ?P ecause%narrow can’t loan; Lt
P/ Firewalls, fu OPctr nal reo ulation, and, sub- olves the run_problem because a narrow ban
daarres are products to serve the regulators 15 liqui
ongress not to serve bankers Or their Whether frrewaIIs be in the form of rules
customer said Mr. or narrow P rhgS [ Scott uestrdned
Mr. Rawls as weII as the other Panelrst? whet ey any tirewalls would be eftectjve as long
felt it necessary 0 drstrn%ursh between financia as the tundamentals of the current federal dg
firewalls and” management and marketrn |oosrt Insurance system ?o unchange
frrewalls While Mr. Crawford was accused |rewaIIs are_supposed to profect a arnst un-
aerrng m%nagement and marketing Rrew acceptable risk.’
such as a ban” on cross mar etrng e other sura ce funa, sabd Mr.” Scott, and a(ccordrn%gr
anelrfts &enerallﬁrogreed that oly financial discussion about new powers an r1sk

But protect whom? The In-

rrewa ere appropriate and necessary. A rn lude a discussion abo federal deposit In-
Mr. Rawls_ pointed out vou have t0 keep  surance. The current f at rate system Inher-
bank deposits away from other activitigs, but ently has a “perverse inc %ntrve S stem’ said
not marketing and’management.” In fact, he Mr.” Scott,  Furthermore, esard hat |f reu
argued  that marketing” and  management lation and supervision were adequate, then

firewalls wou}ld Increase” risk and redfuce effl- current deposrt system would not be In the poor

crency Fur ermore as for financial firewalls, condition that it currendy Is in. Therefore, sard
Mr Rawls said that if barrrers are erected Mr. Scott, “If the presen sKstem IS gom? to be
deposits shquld n?t necessarily be with oansgn barled out but " not otherwise maerrag
one side of the firewall and” securities on t aItered then the thickness of firewalls an
other side. distinctions between bankrno and nonbank
That solution flies in the face the “narros unsidiarjes becomes important. But Mr, Scott

r

bank™ proposal. The narrow bank proposa conceded “maybe that's all that is politically
another firewall alternative and the one that possible now.
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Politically possible All theg

elists seemﬁd 0 %v% ?f
Other panelists at the Conference’s last g}??t“%gg WELF?WHSOIgWathe\g halteernata
| ke of the noliticall | a an wa concerneri conce ea
RrRa LRI A gegeejlsg?;gghv,vn% I
aid, tha

resS will grant banks broader securities pow-
grs Ifthegy don’t, commented Mr. thanIO the I?thv% Fp Bmﬁ(ﬁ fﬁr%”{eggﬁ we're

mente S.approach may v
“states will" take |t upon themselves to broaden al a| £ Sg an dnc] };e ?hz

securities powers,” especially New York. Mr. mean

Crawford Turther i)omted out, and Mr.” Litan ‘n%tlons qace bank% securities jC“V'“j

concurred, that polifical forces may have banks nreesson ks, hegut anyoeurs N 8

trade insurance and real estate powers for se- anything.
curities powers. “Is the trade-off worth it? »
Mr. Crawford queried. —Christine A. Pavel
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New directions for economic
development—the banking industry

Eleanor H. Erdevig

Prercted rﬁo growth in the servige in- Table 1
dustries has stimulated interest In those Indus- Projected employment growth, 1986-2000
grrtnes 85 ral esraurce 0f economic development and .

8 8 0 t?te Service mdustrtes that qas Industry Number  change
8en (ate ﬁarttcular Int reslt heen (mil.)
an mg?] r] ustrP/ ng) |mprove Total o4 1
men'[S 0 % reql,“re that an Inag Rﬁr Nonfarm wage and salary 20.1 20
attons be Ioca%dmcose proximity to 4 ba ? Goods-producing :

CgsstrQ [:ntagss gne gl hnattt)sncyssmeegtargeso Consncion 5 i

ICTl U Manufacturing -.8 4
[tmtts ang usu t1aws tgas ro |dﬂed measo Service-producing -~ -

raCtm ng OperatIOHS rom 0 herS t Transportation
deree it t?n o e "t“teas“t Fé@téO” L 5
| dI i :
gossﬁ)ll]e or. actual o5 of anktn% ment B oo surance, 49 27

{ similar measures to retal ttr ct and real estate 16 26
banking operatlons and economic ene Its for Services 100 4
consuniers :

South Dakota ﬁnd Del aware (}Amre p]l Agriculture -3 10
neers In trg[ ?n g ban % u#rg [ Private households * -2
conomic eg %n s of Sout Nonfarm self-employed
akoawere Irécte toward cre tcard oper- and unpaid family workers 17 20
ations.. Delaware ]arget not onv edit arg ‘ Less than .05
0 erathﬂS bUt als0- W Olesale an mg an Source: Kutscher, Ronald E, "Projections 2000: Over-

tema“ona ankln view and implications of the projections to 2000,"

dGenera Inter tate b nkm |e Sl jon Monthly Labor Review , Vol. 100, pp. 3-9, September
r0V| e ? gan gn fié

1987.

opporfunity
A f‘J Bl S o ey

[

arfunities for profitanle operations, Itaso In the Vice- rducm mt\f strtes Althou
Pw | eo ra ? |vershfe|c§ 8330?“ kesults Sr(t)tr:TI]edg? &naﬁ()%acst I0 cin nmr?usmes w&%ﬂ
) Inclu ufacturi ini
H BUHL [?tﬂ(ot De ware In aeve Op'F% struction, are pro ect?% others will
f y a?”t]n in usttr tln t alrt Stattets bltkﬁ decline, and as'a result, no et change In em-
|Oeo Sw eree CélnfLen éa US 0T INTErstale Dan mg gelo ment 15 expected in the goods-producing

Compapes ar%an?(t otor,

lisning or acquirin 0Ut0 -state Financial services are among the service-
o |tar|es a P% resutltln% e{rf]ects on & ? Eroduu ndusiis expected 15 contihus i
GOSl tatn employment growtn In  the Inal how su stantla rates of output_growth,

N trgu Bss rf metpttar{n nﬁtaen(tgclesnexggtmet% o

o W |

Projected job growth all in services gre exgg%g(gj toybe 262, 00% {nore ot E in t()jan[«
o MR AR s 1 B T
tween now and the end ?the century, ac o, pEROL, B o reglonl economist at th Fecerl
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vestment offices, and 134,000 more in security
ane y%%rrnmodrty brokerages and exchanges by

State opportunities for financial centers

Projected growth in e oavment in, fi-
nancial Services has enc uraP states and |t|es
}ntereste in economic development {0 esta g
inanclal centerfs Amon the Incentives o ere
oencouro Jnancta servrce Irms, partic-
ularly ban ng nstr utigns, to ocate In an areft
have been th F mination 0 rntergst Late cel
r%non 0ans, lower tax rates on % net In-
ome, and 9emHssron or mterstate anking.
rl the Supreme_Court, |n Mar ette
Natrona Bank V. First o an 'Cﬁ
aron 439WB 49 1978 affirmed the 1l
Pa lonal to cha oe Interest r]ates to
ogt mor state cre |t card customers at the rﬁte

W of Its home sta
eant that n/atronail ban&s In states wrtﬁ hrglhn

or nonexatent cellings. on_consumer len ﬂ
g{ti;?ess COH export f at rate to consumers |

rceiling rates. .
ea |th 10 o??er more p d|c|ng flexibil-
ity in consume lending presented an”opportu-
nrt}q for a state to incre se commercial ankmg
saction activity and employment. By In-
creasmg or elimi atmg celling’ rates on “con-
sumer oans an anting - permission  to
out-0f- stat% BO ét com anre? to. own
national an subsidiaries, sfate egrslg‘ors
coulrlt Ignlréouraﬂe such comp arlres Itno errsett%o rlrsa
creart car op ergatPons pgurg (Jgs or tax Incen-
tives, fre uent Oy used by states to attreﬁt man-
Utaciuri mpanies; were usually not
L M ke e
Htwiaérodny gdrtront Iegglatlon usr?
% re(ftrrctrons on the Tperatrons o(
t] hank subsi mrv of the out-of-state ban
olding company fo protect exrstrng In-state
panks, WhICh also benefited from thé changes
In usurlv rates.
addition to nonexistent or nonbinding
usurv rates, some states offered other Induce-
ments |n tar etrng commercra hanks. These
Incl ermission to ch arge annual fees for
cre |t ar s or loans and Jowgr income tax rates
on an income. The solicitin statf coul also
offer | ﬂv% r cost operations and a plentiful, ed-
ucated labor force.
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Competition for the out-of-state bank’s
8 %trons came from ot er states. These stﬁtes
%tert er to retain the operations of their
ggra tth banks or to attract operations of banks

ecqt0 Sréaj Impr v ents have facil-
ated thea \rt 0 E H rq] comoanre to
ocate certar banking operations In other
states Jhan s to elec onc data transmission
an fu nsf IS an ot er com unrcatroné
ec no l operations no {onger.nee
ec rne on mcoeproxrmrty to the majority
ofa H 'S customers.

The marketin B? stratelq[ysofso estaﬁes was

to be financia eers UCCess e plo-
neer states wouPr! me esta%ﬁrs[l J frnancral

0
centers, (%nce esta% o erations
were unlike

or esewlnereyun egnoé\ll eneV?lC%OégtlE)Hn COUT(? (?tate

onstrate distingt advantages.

tates ace tt eproneers nave
erally heen eea er states. ave
enacted s ar egrs at!(on when faced

PYOSglg(htborm%Slsﬂ[gtegan Ing operation acqrtres

Pr%neer states: South Dakota
Delaware

South Daﬁota( was ihe irst state to, en Ft
commerctra anking te tatttron secrfrcay
aimed at bringing out-of-state banking oper-
ations to tR &atg to create Jobs, expgno? t?t
econom n Increase tax revenues In Feb
r%/ out Dakota removed all usur
E?n or credrt card loans and other ty 6
r lendin trve May mer
cra ans savrng nks, savrn\ﬁs and 0an as-
so |at|ons and Cre |t unions. \Were revrous
t% t0a 12 ercent us a/cer Ing. arch
the sfate furt er amenrﬁ |tsb krn ws to
ermit an out-of-state %cg
0 estab ASh a smge state or natron e ovo
ankan move ItS creqit card operations there.
#c a hank Was Irmrted to a single bankrng
office and_was fo be operated In a Manner an
frtoﬁr Iocatronntergg Woud not at rgeCtu(elrJrStolmerrsS
tlon p %?rmrnatgol most og Heseqorrgrna?gre
strictions
l}levv< Yoré(s Crtrcor was the Brrs out-of-
state hol tgcom to estanl h a new

national bank n_Sout aoa e bank,
Cé}trbank South Dakota), N.A., at Sioux Falls;
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Table 2

Growth at commercial banks
1980 - 1987

United States South Dakota Delaware
Amount Percent Amount Percent Amount Percent
Total domestic assets (bil.) $1,068.9 70 $15.3 300 $39.3 1,067
Total loans 782.7 96 13.2 453 35.3 1,953
Loans to individuals 153.3 85 12.7 2,549 26.3 4,100
Credit card loans 72.4 243 12.3 207,876 25.0 24,375
Employment 96,566 7 3,281 75 13,536 347
was organized to engage principally in natjon- The Financial Center DeveIo ment ct
Wrée consumer cregrt card feﬁ X actrvrtres f1981 FCDA was sr ned on Feb-

then %rrently conducted b¥ Crtr an uar rtte n out of state
Yor anks.l” At tge 1%87 r(was te |n co to esta de novo
largest commercial bank In, South Dakota, with rc] wrt asrn eo erate rnamanner
dornestic assefs of SI2.0 billion, total Ioans t0 ? at ocatro not 6| 0 atfract customers
individuals of $11.6 billion, and 3462 employ-  Trom- the' general pblc In Delaware, ~ How-
BES, (sgehﬁgure 19 — ?e\tlrenr tC uestganekr co\tlrv rthOp\?vrarg?n to ﬁttr ot ind re-
. Other out-of-state bank holdin

nies from Texas and Nepraska also e?ta? i outof statenh 0 rn% company, or Sue %3 din

3rdrane3 In South Dakota, primarily to offer Hr%an?/ f] r ) supsiararie
fre It car sef jces. At the same time, two a iness rehatrons The an was r]e Ulfl%o
arge bank holding compa s | with headﬁruar to employ within one. year not less t

ters in anesota expan consumer oans er30n3| t e State |n IS business
and_ e %/rﬂent At BWit syosiary banks A rt DnA ¢ setntralye mrnnatend
I South Dakota Current u]r of the five 95 d gs On a {95 o
ar est commercial hanks rn Sou Da ota are rt?an Cfs\go V'“ Cé?e o re elrr%atr eSrJ
su srdranes ?f out-of-state_ bank holdjpg com- 3 Charge ees utor tl vilehes it
panies and all are ocated in Sioux Falls: d i
esylt 0 Ee acquisitions and e a\rr% ?e to Y porrower unde the plan”
on ? Subsidiary banks A ut-of stateﬁ?aan anntey ca el legislation alo included an
compznis, Souih Dafota experienced o 4 ?
a oS s R IRARTRi attr%ctrve an tax structure, erateo
B i &ﬂs for gcre it carr}s at Co mercrai ?ne%ﬂﬁcnﬁg”ﬁgﬂ% PR e$ tom|7| erc%nt
anks.  Addiionall I its rates ofgrowt In tofa §20 Tillion but ot

dopmestic assets total loans, loans tg mrirvr \e/gee§ mlilrncome oveerrcen incom
uals, and e 0 ment were second only to over $25 mr‘ ron hut notp over &38 %ron ang
Delaware. gSe erc%meg net mcolne over $ 30 million.

Delaware has Ion t)een a state with gen
erally less restrictive |9equrrements for busr%ess The C?mm ton S%tee f\,r\],gre Cﬁ!ismgggh“%h%‘u g?etg
corporations.  About 179,000 companies, In- at 45 perc m ared to 247 in
cludrn 56 percent of the Fortyne 500 firms and New Y 8&8 ent In phﬂa (Hrra,

Ic
Ipercent of the companies listed on the New 1 ercent n Prttsburp % and 6.5 perceﬁt In

eaWStoc Exchange, are Incorporated in c| % e i by
e_first acquisition_approve
Since. 1981, legislation has been directed Feqeraﬁ Reserve ﬂ (5 gvernors un er

more. specifically toward the development of De awares FCDA o% 1981 Was that by J.P.
the financial services Industry, with emphasis [g% Com ang Incorp?rate a New
on commercial banking. York” bank hoIdrnB company, of Morgan Bank
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Table 3

Delaware banking industry changes
December 1980 - December 1987

Total domestic assets Total domestic loans Employees
Bank group Amount* % Amount* % Amount %
Continuing banks 4,062.5 10.3 3,498.7 9.9 1,218 9.0
FCDA banks 23,263.4 590.1 20,688.7 58.6 6,400 47.2
CCBA banks 1,390.0 3.5 1,328.1 3.8 158 11
Nonbank banks 10,659.7 27.1 9,781.3 27.7 5,793 42.7
Subtotal 39,375.6 100.0 35,296.8 100.0 13,569 100.0
Discontinued banks (41.0) (22.6) (33)
Total 39,334.6 35,274.2 13,536
Loans to individuals Credit card loans Total deposits
Amount* % Amount* % Amount* %
Continuing banks 1,298.1 4.9 747.2 3.0 3,473.0 20.6
FCDA banks 14,064.6 53.6 13,575.4 54.4 7,332.9 43.4
CCBA banks 1,328.8 51 1,328.8 5.3 612.4 3.6
Nonbank banks 9,570.8 36.4 9,305.0 37.3 5,474.8 32.4
Subtotal 26,262.3 100.0 24,956.4 100.0 16,893.1 100.0
Discontinued banks (2.7) 0 (36.0)
Total 26,259.6 24,956.4 16,857.1
*mil.$
S'Delaware? on November 19, 19812 The ment re unemfnt The bank however was re-
wl cha Lered bankwsformed t0 en age n uired {0 be allied wﬂhaquahﬂe%credlt arg
é)?sae a q omestic  corparations §rocessmq association that” must hire at east
Inancia mst utlons nationally and Inter- emplyees In its first three vears P
natlona ){ Th e bank a|so planngd to partic- Delaware 3" The International Banking Deve
|pate in arge oan? mage b Delaware banks opment Agto f 1983 was sgemflcally almed at
d in loan3 to Delaware banks. [n Its order, tractlng orelgn bank san forelgn capital but
the Board stated, “This increase In available It also en? te establishment  of
capital should have a osmve Impact on eco- mternanonal)éor nted dge Act banks and

nomic_development |n eﬁware International anklng facmtles It removed the

On June 6, 1983 Delaware enacted two usur CEI|IH% on extEnsions of credit by nter-
additjonal state bankln laws, the Consumer natignal ba kmg facilities, eliminated “reserve
Credit Bank Act o 18 CCBA) and the requirements for such facilities, and also ex-

Intern tlonal Ban mcq Developme é Act of ?m ted their net income from Delawaresstate
CBA permitte an out ranchise tax.

of-stat bank holdlngc P ny to ?sta ish a The Delaware Ie islation e|iminatin

consumer credit pank which “was limited to terest rafe celllnson onsumer oans an |m-

conducting a nationwide credit card or con- glemennng an atracnve tax-rate sch e ue on
sumer loan business, Cagltal requirements ank net income has also encour %e the ac-
were minimal and there was not an employ- quisition of so-called nonbank banks by out-ot-
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state_companies. Such nonbank hanks have Figure 1 _ _
usua(l yh en acquired or estaplished by non- The rewards of innovation
com anies, primarily for the
purpose of o erln? consumer oans and credit
cards, or alternatively, offering commercial
[oans but not accepting demand e g03|ts4
The maﬂor contri utors to th %owth in
the commercial_banking Industry_in eaware
have been the FCDA hanks.(Se¢ Table 3.) B
the end of 1987, &7 FCDA Dpanks had opene
and one was ending.  Ejght are subsidiaries

or anan(p arg n\garIOUS|§amre§ %(ejgamdwholesa‘/v

ban mg cash. managément Services, nation
wide commercial len mg as well as consumer
lending and credit card operations, FCDA
nanks “that are subsldlarle I bank holding

(,ilom han(l:es ||n Geo(l:;glpa V”‘?Inla South Dakota Delaware South Dakota Delaware

or aro Ina, and”Pennsylvania, are prima-

il e ed In consumer Yenalng and cred Epo rted dat lfhe nine CCBA banks in operation
ca Oéaer tions. att

|

millions of dollars thousands of employees

ht nonbank banks were in operation are 9|9V n contining commercial
at he %d of ]_?87 and ha\/e been ‘[hep Secon bankS a?% ene?lted ?mfpb ekr %latl?n to en-
maéor source of growth In commercial ban urage the. ex ansmn 0T DanKIn ment.
asséts and  employment, particularly recently ! eay xperlen eg sg{egatedgro f ?me?
Increases in fotal domestic assets” and tofal IC sseﬁ 0ans, ep ItS,"ana em Oxmen Well

loans atnonbank banks have been rlmarlfl abo § the I tional”average. Growh I cre
he fesulof e nciases inJons ndivdials  Gaid loan belances dasamajor contriutor o
oF cradit cards. Growth in em 10 ant the lncregse In tot&l mestic assets at the con
cen narticulatly srong. &l nonbaK rb?ﬁ g enks. {Helion Baua pamount ol of e
comgared to other banks in Delaware. Oftne ¢ wﬁ Pl f)ecome ! slH ? el o
1356em£o ment Increase a Delawar? com- National Corporation pHS%h/ ? oWl
mércial banké from 1980 to the end of 1087 0 E1\ i et i Me?on ) 8
E793I or 43 percent W%S at non anlk banks. %ﬂ? (PH, g archl éﬁé
G?“?‘én%%%”twds”t”ea@% R e#é“% aﬂ°”an e sy ellng ”%m?se aaae
Delaware after it was ac%w?ledri)yasubsﬂlar B oldina com t0 expan cre It car
of Sears, Roebuck ? om aﬂXe In Januar operatlons ??ﬁ Doqa are suB |d|arx 0ank

1985 and began offering the rew Discover ddition, % Ef<A row
aware banks t% Serve as %qbwt |ed

credit_card. nit for

The limited-purpose CCBA hanks have e)(/jn car processmg assoclation. hin
had a smaller |mgact on the growth of assets, ommercial and industrial loans. and real estate
total loans, and_employment.” Part of this I foans at tﬁ A0S 2 150 Well 20ove the na.

attributable to the mofe recent enactment of tional average.

Eﬂe ((:ZgBA r!egl%latlor%h Mos}toffttrp]e Impact tof Nearh aving follow-the.lead

e as Deen the result ot the agqregate earby states: playing follow-the-leader

g?wth of credlt card reIa ed loans tOgindl%ld ) Playing

Uals. The total effect of the CCBA banks on After the successes in South rota and
E yment d%es not apgear in th? banks’ flg Del ware other  states, PamcuaY hose

ure ecause the increases i employment are Pea ry Qun |t ecessar IaY oflow-tne-

grlmarlv\)( at %he credlt card ro essm associ eader.  Som ebaﬁ hese near
tions with which the CCBA Dbanks are usual states were eit er movmgt eir credit card OEV-

affiliated. In fact, only 158 employees Were erations to South Dakotd or Delaware or were
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threatem[lg t0 do o These states trc IarI
? Nebra ska, Virginia, Ma[y
Pennsylvania found It necessar to erm e
aanterncur(r)rdutgt rretarn a competitive edge In t
ntw York was am the first states af
Lected the moves rea a ét threatened, of Its
ks t0 South Dakofa an a are oW
York sresponse Wwas to enact egrsar n, effec-
trveJanuar?/ 981, that eli maé cellings
on mterest ates for cre |t cargs and most per-
sonal lgans an ermrte fre It card fees,
The New e satron however, dd
not reversg the anned ove yCrt orp of its
credrtcar rJoe ations from New Yor to Sout
Dakota. Fu hermore festate was na le to
B ete Very SUCCess yf rsomeo |ts other
s %per tions wit Dea n)c Was
s?r to New York an oth the
a sence 0 usur% rate an muc ?wer tax
tes OP bank net incom ﬁg uently, many
e Ne Y(? anb E g companies
estab ished ~ subsidiary — banking ™ operations

ere

‘Nebraska, South D kotaf nerphbor ]‘oun
it necessary to nact an mr% giatron similar
to that In ?out ﬁota 1983, First
Natignal o Nebras a nc Oma a agreed 10
acquire V X t\ Yankton: South
Da ota, | ustW ross t eSout Da ota-Nebraska
border.5 The ac ursrtronsPurPose was to di-
rect the expansro of the cred|t ca]rd DuSINess

of its subsidiary, First National Bank of
ma}ra to tn \)lankton bank. First Natio a?

es cre It card Issuer in Nebraska
t dt d N
wante to take g vantaﬁe 0
usury restrictions In Sout Dakota.

N response to the First NaﬁronaL move
and the ap arent SUCCEsS of Sou ofa In
attractrLtaq . out-0 Patr operations

fate
Nebras oﬁroY ?rmrlarE\n on on ABrrl
18, .1983. ng tronel maéeda usur
gerlrlnos ?n credrt s and allowed out-of-state
md companies to ﬁcqurre a.single de
novo bank In_Nebraska whose Services: were
limited to credit car operatron at one offrce
Iowrn as age & ras
%rslatron FrrtNatr na n 0 ma asar
trtwou exrfan Its credit carg ger tions
|n Omah las well ﬁ Ren the cred) sub-
sid |an(/ ank in Yankton, South Da oa
Inla, pear Be aware, also sought to

retarn credit car eratrons of Its Danks.
It eIrmrnated the mteres rate ceiling on ban
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the absence of

fredrt card Ioans effective Apnl 1, 1983 Un-
imite annua tees wer%aso ermitte

eegrrsJatron tﬁat De mrttei ngl‘t d Ia:p[ogoglead

Ice ene Ban L i Islation author-
zed an outo state nag com aQy to
acquire a enovo ban provided the was
cre te rrmanY fo engage na ernr Bca
co aaecredr cado rtron The ban

u

age in |m|t eposrt -taK| nge?()

mercra a eratros nd was t re
ect to requlatio asa
|rs entuc( atrona Corporation,
t.oursvr e, Kent in Aﬁrr 1984 was the
rst out-of-state bank

ho |0q comdpany {0, ac-

urreade novo ban for credit card operations
% f]rgrnra e bank was acgnrre to rar]f
[(e credrt card oBer tlons Its Loursvt

0 the V |r\9 rqhto ?ernra

more |beral e ovrng cre |t INterest rafe an

credit car eg wrs
Efforts in Mar?rland to mcrease
glrmrnate Interest rate cel ngs and permit
c It card fees encountere strn ogsrtron
rom fonsumer groug (an abor o a ations
Leors ation was enacted, effective J ly 192
{0 F]se the Interest rate ceiling.to permit ba
t0 charge up to 24 percent”interest on out
standrng balances on credit cards Annual fees
on cre é card accounts, however, were no(t
germrtte and ot er restrictions on ‘credit car
Beratrons remained, It was not until July 1
1983, In a ma or. shift in state 5polrcy, hhat fees
were rfermrtte for credrt Attesame
time, grs lation was enacte srmrar to that in
Delaware to, encourao Mof stgte bank hold-
Ing companres to establish credit card oper-
atrons |n Mar and
The Mar and leg |sIat|on _however, was
too late t g" Cnt ouro Its ma or banks from

nwvrn% é'” corr% g operatroénrs 5% Delawr)arrie1
Bank te st te Palr est d/k es abﬂshed

Ma I\X a Delaware subsidiar
on arch

Iglar yland National Ba k
ten move |ts crrf It “card operations 1o
Delaware and soda(! of the bankscre it card
ccounts t0 1ts subsidl y B%/ ?gntem er 1962,
remore Maryan olain comPanres
Ir gd e(credr card operations of th
su srdrarres enovo ns
|n eaware First Omni Bank, Su
ri Bank/Delaware; 7 and Equrtable Bank of
Delaware, N.A.
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Pennsylvania. Early attempts to increas oans and the employment at commercial
the mteres! rate ¢ |F g%n creg] P d loans ang anrks af the subsidiaries 0% ?re out"}state
allow credit card fe&s In Penn vanra \Were ank holding companies.

unsuccessful,  As in Maryland t R positjon ,

was rrmarrl rom consu ergrounf unrog Polrcyrmplrcatrons

orga Iza on Leqisl troH Was fdna yagErove

on March 25, 19 W rarse rB l(mu assby states on economic devel

rnterest rate OB urchases ma ewrf an ment g or the ban rnﬁ Industr rars
merc ant credi car s and Insta ment con- concerst at sufficient atte on was t ern
tracts from 15 to 1 rﬁercet In November drrecAe oward an¥ (nerent safet

982, banks were permitted to charge a card soungness risks, assoclated with jnterstate ex

ee of Up to $15 pe sions, To date the concerns 0 not appear
0 osrtronpto Zﬂ Incre se |n Interest rat P fh W

g 8 ave been necessarer

ferlrn% nd ermrssron to charge crﬁdrt cah Interstate expansion on the b SIS of de-
ees 1N Pennsylvania encoura banks, In the uatron a target state maH ave been
staie to move their credit car eratrons t(f moste Iclent. “Expansion In the home state
De aware, As note anove, Me N Natro a

or into oﬁher staﬁes mrght have been more effi-
oratron trou Its mer er with Tel clent If t e requlatory “environments had been
or oratr acquired” the on%rna comp ara le.

ers J the State of Delawar trend toward eregulatron ofrnterei
?% drt car

{
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