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Midwest approaches to
school reform

Richard H. Mattoon and William A. Testa

W On October 26 and 27, 1994.
researchers and policymakers
met at the Federal Reserve
Bank of Chicago to exchange
information and research

about current attempts to reform education
finance and delivery. School reforms and
experiments are taking place across the U.S.,
and the Midwest currently lays claim to diverse
reform efforts. On the finance side, the states
of Michigan and Wisconsin have recently vot-
ed to diminish the local property tax as the
primary source of school funding and to in-
crease the state government’s role in funding.
As to delivery of school services, the city of
Milwaukee has the nation’s only system of
cash vouchers from public coffers that can be
used to pay tuition at local private schools.
Charter schools, a public-private hybrid, have
been authorized in both Michigan and Minne-
sota, while programs allowing students to
choose public schools across local school dis-
trict boundaries are now in effect in Minnesota,
lowa, and metropolitan Milwaukee. Minneap-
olis schools have contracted with an outside
agency for provision of some school services.
The Chicago public school system has chosen a
reform approach of site-based management
with local communities participating in school
management and budgeting. The Chicago
Fed’s conference addressed these diverse ef-
forts and evaluated each of them in an attempt
to help the region’s policymakers as they
choose among these and other models.

In an opening presentation, Michael H.
Moskow, President of the Federal Reserve

Bank of Chicago, outlined a framework for the
conference proceedings (see box). He noted
that one of the key determinants of our econo-
my’s rate of growth is the skills and training of
our work force—what economists call human
capital. He stated that the Midwest has been
somewhat of an incubator for finance and de-
livery reform experiments. For example,
Michigan has made a major overhaul of its
system of school financing, as a result of which
the state government has become responsible
for providing nearly 80 percent of educational
funding. However, fiscal strains can be seen
in other school districts throughout the Mid-
west, both urban and rural. The state of Illinois
continues to wrestle with school funding prob-
lems; the Chicago public schools in particular
face an impending $300 million deficit in
school year 1995-96.

Moskow then turned to the many experi-
ments with choice among public and private
schools. Such experiments introduce competi-
tion into the provision of schools services in
the expectation that this will improve the quali-
ty and reduce the cost of education. However,
Moskow cautioned that it is difficult to evalu-
ate education vouchers and similar experiments
in school choice. In order to measure whether
such experiments improve learning and reduce

Richard H. Mattoon is a senior regional economist
and William A. Testa is assistant vice president
and senior regional economist at the Federal
Reserve Bank of Chicago. The authors wish to
thank Thomas Downes of Tufts University,
co-convenor of the conference, as well as the
presenters and discussants at the conference. The
authors would also like to thank David Allardice for
his programmatic support of the conference.
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costs, one must simulate a full-scale program
for an extended period of time. The long-term
benefits of choice such as opening of new
private schools, improvement of existing pub-
lic schools because of competition, and in-

creased research and development spending
cannot reasonably be expected to occur unless
the program covers a sufficient number of
students for a guaranteed, extended period

of time.

Midwest approaches to school reform
October 26-27, 1994
Federal Reserve Bank of Chicago

Introductory remarks and welcome

Michael H. Moskow, President, Federal Reserve Bank of Chicago

Issues and experience in finance reform
Michigan’s recent reform of school Finance

Paul Courant, Edward Gramlich, and Susanna Loeb (University of Michigan)

School finance reform: The view from Wisconsin

Andrew Reschovsky and Michael Wiseman (University of Wisconsin)

Respondents:

Illinois—Therese McGuire (University of Illinois)

Indiana—Larry DeBoer (Purdue University)
lowa—Thomas Pogue (University of lowa)

The South Carolina experience with incentives
Garrett K. Mandeville (University of South Carolina)

Respondent: Helen F. Ladd (Brookings Institution)

Experiments and experience with choice

Charter public schools: A brief history and preliminary lesson
Joseph Nathan (Humphrey School of Public Policy, University of Minnesota)

Respondents: Joel Galloway and Dan Schooley (Governor’s Office on

Charter Schools, State of Michigan)
Public school choice in Minneapolis

Robert Meyer and Steven Glazerman (Harris School of Public Policy, University of Chicago)
Respondent: Dennis Epple (Northwestern University)

Who chooses? Voucher and interdistrict choice programs in Milwaukee
John F. Witte and Christopher A. Thorn (University of Wisconsin)

Respondent: Terry Moe (Stanford University)

Directions in management and delivery in urban school systems
Redesigning accountability at the system-wide level
Kenneth Wong and Gail Sunderman (University of Chicago)

Respondent: James Lewis (Chicago Urban League)

Analysis of the effect of the Chicago school reform on student performance
Thomas A. Downes and Jacquelyn L. Horowitz (Tufts University)

Respondent: John Easton (Chicago Public Schools/Chicago Panel on School Policy)

Baltimore city public schools: Experimenting with private operation
Sammis B. White (University of Wisconsin at Milwaukee)

Respondent: Elaine Salinas (Urban Coalition)

Proceedings of the conference will be available in April 1995. To request a copy,
call the Public Information Center at 312-322-51 11 or write to

Federal Reserve Bank of Chicago
Public Information Center

P.O. Box 834

Chicago, IL 60690-0834
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In closing, Moskow posed some questions
that he hoped the conference would address:

1 Insofar as education is a public good
that benefits our society and economy, do
school financing systems in the Midwest en-
sure a sufficient and stable level of funding for
every child? What criteria should be used to
determine what this level is?

2. State and local electorates hold the
purse strings to school finance, and increas-
ingly, voters are refusing to fund schools with-
out further evidence that their money is being
well spent. Can experiments with incentives
and accountability improve public school per-
formance? And can such experiments satisfy
voter concerns that public schools have be-
come divorced from incentives to excel? If so,
can programs such as these be transferred to
Midwest school systems, particularly urban
schools where lagging performance is most
evident?

3. One longstanding alternative to tighten-
ing the incentive structures in existing schools
has been to impose the discipline of the mar-
ketplace by allowing parental choice among
schools. Most of these experiments have al-
lowed choice among public schools only, in-
cluding magnet schools, open enrollment, and
most recently the creation of the public-private
hybrid called charter schools. Can a half-step
towards choice (that is, limiting choice to pub-
lic institutions) achieve the market discipline
and competition that is predicted to bring
meaningful reform and innovation to public
schools that are not working well? Or can we
reach that outcome only with competition from
the private sector as well? Can the private
sector do a better job than our public schools,
and if so, can it do that for sufficient numbers
of students?

4. The reform currently underway in Chi-
cago schools reflects the belief that it is not
the publicness of our schools, but rather their
organization that needs to be improved. The
Chicago approach is to empower local schools
and communities with the authority to make
decisions regarding educational services. Can
site-based management work? More impor-
tant, what must all groups do to make it work
in Chicago?

5. Finally, one question that has dominated
educational reform movements in America
from the beginning is, who should shape our
schools—Ilocal government, state government,

federal government, parents, professional edu-
cators, or voters in general?

Issues and experience in school
finance reform

The conference’s first session addressed
the issue of school finance reform, with partic-
ular attention to recent changes enacted in
Michigan and Wisconsin. By nature, questions
of finance relate not only to school services
themselves, but also to the tax structure that
affects each taxpayer and every economic
sector. Michigan has dramatically restructured
its school finance mechanism by sharply in-
creasing the state government’s responsibility
for education. Wisconsin is also considering
such a shift. An important question surround-
ing such measures is whether greater state
participation in school funding will help or
hinder the movement to improve the quality of
education that public schools offer.

Michigan's recent reform ofschoolfinance
Perhaps no place in the nation has received
more attention for a recent experiment in edu-
cation reform than the state of Michigan. In
1993, the legislature, with bipartisan support,
decided to eliminate the use of the local prop-
erty tax to fund local education. When it did
this, the state enacted a $6 billion tax cut with-
out identifying how the lost revenue would be
replaced. The following year, voters approved
a package of tax changes to fund the schools.
But the story of Michigan’s sweeping educa-
tion reform goes beyond deciding which tax
source should fund local schools. In their
presentation, Paul Courant, Edward Gramlich,
and Susanna Loeb discussed the implications
of Michigan’s new school financing structure.
The elements of Michigan’s new funding
structure are well known. Through a referen-
dum in the spring of 1994, voters agreed to
increase the state sales tax, establish a state-
wide property tax (with differential rates for
homeowners and businesses), and increase the
tax rates for two other small revenue sources to
help replace the lost property tax revenue. The
motivation for largely abandoning the local
property tax as a funding mechanism had less
to do with education reform and more to do
with the fact that Michigan’s property tax rates
were already above the national average and
had been steadily climbing. Property taxes had
risen from 4.3 percent of personal income in
1978 to 5 percent by 1991. However, because

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

ECONOMIC PERSPECTIVES



this new group of taxes replaced the local
property tax, the character of Michigan’s
school funding has been radically changed. To
begin with, state tax revenues now account for
nearly 80 percent of local school financing.
Under the old system, the state’s share had
been 31 percent. The other elements of the
Michigan plan focused on school improvement
and received less attention. These included
adding requirements to the academic core
curriculum, establishing pupil performance
standards, and authorizing the creation of char-
ter schools.

One of the most significant changes that
emerged from this reform effort was a change
in the state mechanism for providing aid to
local school districts. Before, the state had
used a modified power equalization plan as a
way to reduce spending differentials between
rich and poor districts. Now, a modified foun-
dation program would be used. As the authors
pointed out, the power equalizing program
aimed to lower the price of purchasing educa-
tion in property-poor districts by guaranteeing
these districts a minimum tax base per student.
In practice, however, the program did not elim-
inate significant spending disparities among
districts. Wealthy districts often had a tax base
above the state’s guaranteed level; moreover,
they were often more willing to spend more on
education. Since those districts were “out of
formula,” they received no state aid from the
power equalizing formula but were still able to
raise more revenue per mill of tax rate than
districts receiving state aid. The lack of suc-
cess of programs such as these, even among
districts “in formula,” has been explained by
the fact that the wealth elasticity of demand for
education exceeds the price elasticity for edu-
cation in absolute value.

The new foundation grant system will
eventually reduce the disparity in spending
levels between school districts. Inthe 1994-95
school year, all districts have been raised to a
basic foundation level that will eventually
reach $5,000 per pupil. Future increases will
be determined by what the authors termed the
School Aid Fund Index (SAFI). This switch to
a foundation grant system will have differing
effects depending on the previous expenditure
habits of individual districts. The 365 districts
that spent less than $4,772 per pupil in 1993-94
will be brought up to the foundation level.

The 122 districts currently spending between
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$4,772 and $6,500 per pupil will be allowed to
continue their current spending levels but will
receive only small real spending increases per
pupil. The 37 wealthiest districts, which spent
more than $6,500 per student in 1993-94, will
receive a grant of $6,500 in 1994-95 and will
be allowed to levy an additional local tax on
homestead property to restore their spending to
$160 million more than 1993-94 levels.

The authors suggested that the effect of
this new formula will be to increase education
spending dramatically in the lowest-spending
districts, while largely freezing the nominal
dollar differences in spending in middle-range
districts (those currently spending between
$5,000 and $6,500 per pupil). The authors also
predicted that real spending on education in the
wealthiest districts would decline over time.
Greater equalization in expenditures will occur
as spending levels at the bottom rise while
those at the top decline.

One problem in this equalization plan is
that it does not compensate for price differenc-
es in providing education across districts. It
tends to cost more to operate a school in an
urban area than in suburban and rural areas.

As a result, some districts will be receiving
significantly more resources than other districts
even if all get the same numbers of dollars per
pupil. But measuring the differences in the
cost of providing education is not an easy
matter. In an attempt to do so, the authors
presented a series of models that are essentially
reduced form regressions of per-pupil spending
using some demand variables and some cost
variables. These models yielded a truer picture
of the real disparities in spending among
districts.

The authors next examined how the new
funding system will play itself out. Assuming
that the law remains in effect as currently writ-
ten, they estimated that the distribution of
spending between districts would be signifi-
cantly equalized by 1999-2000. The current
coefficient of variation of spending is .21; by
2000 it will have dropped to .12. Real per-
pupil spending in the poorest districts will
increase by $1,850, while the highest spending
districts will be limited to increases of around
$250 per pupil.

In addition, the authors believe that
wealthy districts will be reluctant to maintain
or increase spending once voters realize the
tax increase this will require. Since only



homestead property can be taxed and not all
taxable property in the community, the price of
these local option taxes will be very high, and
voters may ultimately reject them. If this hap-
pens, the authors estimate that maximum
spending per pupil in real terms will be $8,836
by 2000. By comparison, if wealthy districts
continued to levy these optional local taxes,
the maximum per-pupil expenditure would

be $10,376.

A final question is what will happen if the
state finds it cannot raise enough revenue and
must significantly change the foundation for-
mula. The current law permits several legisla-
tive options to address a state funding shortfall,
including allowing the basic grant to grow
more slowly than the formula, and permitting a
rise in the millage for the state property tax. It
is hard to predict how such adjustments might
be made. In the short run, any pressures in this
direction will be small since per-pupil expendi-
ture levels will be roughly what districts are
accustomed to. But this may not be so for
long. The foundation program does change the
tax price of paying for education for the local
districts while not allowing much flexibility to
increase or decrease funding levels. As local
districts experience changes in their economic
fortunes, those with growing wealth may want
to spend more on education, but the current
program would not allow that. In such a case,
pressure may grow to revise the formula, al-
lowing districts more flexibility to increase or
decrease spending at the margin. This could
unravel the foundation program.

Another aspect of the Michigan reform
that bears watching is the development of char-
ter schools. These are schools set up by private
groups with a maximum grant of $5,500 per
pupil in state money, an amount that the
schools may supplement with their own re-
sources. Charter schools must meet all state
curriculum requirements and may not be reli-
giously affiliated. The existence of charter
schools may change the nature of the educa-
tional debate in Michigan. For years, that
debate focused on finance reform. With the
development of charter schools and a new
funding structure, attention may shift to the
content and effectiveness of schooling.

Finally, there is the question of what effect
school reform will have on economic develop-
ment in the state. From a narrow perspective,
the most immediate effect is to reduce signifi-

cantly the intrastate variation in taxes that
businesses must pay. This should make intra-
state location decisions for businesses easier,
although as the authors explained, it will not
necessarily make the state’s business property
taxes significantly less than they were before.
Under the previous system, roughly 50 percent
of eligible capital investments received a 50
percent property tax abatement lasting for
twelve years. If under the old system the
school district levied the state average 32 mill-
age tax rate, the district might offer a 50 per-
cent abatement in the rate to the new capital.
This would bring the millage rate to 16.

Under the new system, the uniform local tax
rate for schools is reduced to 18 mills, which
can be abated to 9. However, the state also
levies a statewide tax of 6 mills that is unlikely
to be abated. The total tax rate with the 50
percent abatement under the new system is 15
mills versus 16 mills under the old system.
However, this will significantly limit the range
of property taxes that businesses face at the
intrastate level. Communities abating taxes
will be at a low of 15 mills for business proper-
ty, and those choosing not to abate will be at a
maximum of 24 mills.

In general, Michigan’s reform will reduce
variance in education spending. Moreover, by
substituting more slowly growing state tax
sources for the property tax, the reform will
likely slow the rate of growth on education
spending in the state. While the district-to-
district variation in per-pupil expenditures will
narrow over time, the new system does initially
preserve the current differences in funding
levels. This may allow the plan to be more
politically popular than if it had radically re-
vised expenditure levels. The challenge is to
see how this new structure continues to influ-
ence education reform at the classroom level.

Schoolfinance reform: The view
from Wisconsin

The system of school finance in Wisconsin
is undergoing major changes. Last year the
legislature restricted the annual growth of
school district revenues to the rate of inflation.
In spring 1994, legislation was passed commit-
ting the state to fund two-thirds of total school
spending beginning with the 1996-97 school
year. This commitment will require the state to
distribute an additional $1 billion in state funds
to local school districts. In Wisconsin, educa-
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tional funding issues have been shaped some-
what more than in other states around issues of
equity. In part, this is because the state’s con-
stitution requires that the state’s schools “be as
nearly uniform as practicable.” For decades,
Wisconsin’s policymakers have struggled to
develop a school finance system that achieves
an acceptable level of uniformity. Andrew
Reschovsky and Michael Wiseman distin-
guished several alternative definitions of
school finance equity. They evaluated the
effectiveness of Wisconsin’s current system of
school finance in achieving these equity goals
and assessed the likelihood that the newly
enacted reforms will improve the fairness and
overall quality of education in the state’s pub-
lic schools.

The predominant type of state aid system
that Wisconsin now uses is generally known as
district power equalizing (DPE). Approxi-
mately 80 percent of state school aid in Wis-
consin is provided under this program. DPE
systems distribute state grant monies in such a
way that, in making decisions over the local
school district property tax rate, each district
raises total funds as if it were drawing from the
same or “guaranteed” property tax base. The
guaranteed tax base can be set equal to the tax
base per pupil of the wealthiest school district
in the state or, as in Wisconsin, it can be set at
a lower level. For those school districts at or
below the guaranteed tax base per pupil, DPE
systems equalize the total of state and local
funds raised per pupil for any two districts that
impose the same tax rate on themselves. (In
Wisconsin, school districts with property tax
wealth above the guarantee also receive a small
amount of “minimum” aid.)

The authors maintained that, in guarantee-
ing equal school funding for any given local
property tax rate, DPE systems are designed to
fulfill a rather narrow notion of equity which
they call “taxpayer equity.” Standards of equi-
ty oriented toward equal funding per pupil,
equal educational outcomes, or an assured
minimum level of education for all pupils are
not addressed by DPE. For several reasons,
and despite generously funded DPE systems,
some property-poor districts do not choose to
impose property tax rates on themselves as
high as their property-rich counterparts, imply-
ing lower spending per pupil in some low-
wealth districts. Since states do not typically
require local school districts to enact any mini-

mum local tax rate, the authors believe that not
every district will necessarily reach the goal of
adequate school funding per pupil. Finally, a
DPE funding mechanism does not account for
the fact that some students, such as those from
disadvantaged households, may be more costly
to educate. In sum, by design, DPE formulas
cannot satisfy equity notions of equal and/or
adequate provision of education services
across all school districts.

Wisconsin’s version of DPE contains
several particular features which further limit
the extent to which school districts’ per-pupil
spending levels are equalized. To some extent,
these disparities arise because a small number
of districts contain property wealth in excess of
the state guaranteed base; in addition, 20 per-
cent of Wisconsin grant monies for local educa-
tion are distributed outside of the DPE system.

Despite its limitations, Reschovsky and
Wiseman showed that Wisconsin’s DPE has
been partly successful in weakening the link
between school district property wealth and
education funding. This has been accomplished
because the state has funded the DPE program
generously enough to set the guaranteed tax
base per pupil at a high level. For the 1992-93
school year, 90 percent of all pupils lived in
districts where the actual property tax base was
below the DPE guaranteed tax base. The au-
thors also noted that, as expected with a well-
funded DPE system, low-spending districts
have lower property tax rates than high-spend-
ing districts.

Despite evidence that Wisconsin has
achieved a considerable amount of fiscal equal-
ization, that it has moved toward greater equity,
and that the state’s equity compares favorably
with that of other states, there has been wide-
spread discontent with Wisconsin’s school
finance system in recent years. The major issue
has been high and rising reliance on the proper-
ty tax to finance government in Wisconsin,
with local schools accounting for the largest
draw on the property tax base. As recently as
FY91, property taxes as a share of personal
income were 31 percent above the national
average, making Wisconsin 11th among all
the states.

In an attempt to stem the rate of increase in
property tax levies, the legislature has enacted a
cap on year-to-year school district revenue
growth, as defined by the sum of equalization
aid and property taxes. The caps are slightly
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less restrictive for lower-spending districts and
thus should serve to enhance equalization objec-
tives to a modest degree.1 A second leg of
revenue reform was added in spring 1994,

when the legislature committed the state to fund
two-thirds of total public spending on K-12
education (up from the present 48 percent) start-
ing in 1996-97. To meet this commitment, the
state must come up with $1 billion in additional
state school aid. (A bipartisan commission will
determine the source of funds and the method

of distribution). Together, the revenue caps

and the two-thirds state revenue commitment
will work to lower overall local property tax
rates by 22 percent by the end of the century.

To date, discussion has centered on how
these new monies will be raised and not on
how school funds will be distributed. The
state’s Department of Public Instruction and
some school districts have been pushing simply
to allocate additional state monies through the
existing DPE equalization aid formula. In op-
position, the authors argued that the state’s
current system of school finance and the con-
templated changes in funding fail to provide
adequate resources to districts that must spend
more money if they are to educate children
of disadvantaged families or with special needs.
If the additional state monies which are now
promised to bring up the overall state share of
funding are distributed through the existing
equalization aid formula rather than through a
modified formula reflecting varying costs of
educating children across school districts, then
the recent revenue reforms may provide proper-
ty tax relief, but they will do little to improve
equity in educational provision.

Drawing on their analysis of Wisconsin’s
DPE system and experience drawn from other
states, Reschovsky and Wiseman advanced
five characteristics of an equitable system of
school finance as a guide for policymakers in
Wisconsin:

1 A minimum expenditure guarantee should
be established. Wisconsin’s current system
does not guarantee a minimum acceptable level
of educational provision. The authors believe
that a foundation level of spending should be
mandated and funded to the extent necessary
by the state. This foundation level should be
adjusted over time for inflation and adjusted
across districts to reflect differing costs of
provision.

2. School aid formulas should take explicit
account of cost differences among school
districts.

3. The distribution of aid should be tied to
educational performance standards. Insofar
as educational quality derives from more than
just dollars spent, taxpayers are demanding
evidence of rising educational quality. More
efforts are needed to ensure that school dis-
tricts have incentives to spend educational
dollars effectively.

4. State funding for public schools should be
increased in order to provide taxpayers with
property tax relief.

5. Consistent with other goals, school dis-
tricts should retain maximum possible local
control over educational and budgetary
decisions. Evidence from other states, notably
California, suggest that if schools do not pro-
vide the education that parents want for their
children, public commitment to education will
deteriorate rapidly. Flight to private schools
has been to the outcome under such conditions.

The authors concluded that the recent
revenue reforms in Wisconsin do not fully or
wholly address the aforementioned concerns.
So-called foundation-type grant schemes are
used in a number of other states. Such plans
require a minimum tax rate, while at the same
time, the state government assures a level of
state aid at the foundation tax rate to provide a
minimum adequate level of school funding.2
Critics of foundation-type systems allege that
significant spending disparities can arise under
foundation plans because wealthy communities
can raise spending above the foundation level
using lower tax rates than would be required in
poorer districts. However, the authors believe
that this may be an acceptable trade-off for
Wisconsin. In contrast to a well-structured and
well-funded foundation system, the current
DPE system in Wisconsin fails to ensure an
adequate education for all students; neither
does it eliminate spending disparities.

The South Carolina experience
with incentives

The second session explored one state’s
experience with an incentive program designed
to reward schools that demonstrate improve-
ments in student test scores. Incentives are
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often viewed as a mechanism for encouraging
performance gains without making sweeping
system-wide changes in the status quo. South
Carolina has used a system of centrally admin-
istered incentives for ten years, which makes
this almost the longest-standing incentive pro-
gram in the country. How has this program
performed? Is it a model that other states
would do well to emulate?

As Garrett K. Mandeville described it, the
program began in the 1985-86 school year with
the straightforward objective of rewarding
schools and school districts that demonstrated
measurable gains in student achievement levels
compared with prior years. This apparently
simple objective required the extremely com-
plex tasks of choosing appropriate measures of
achievement, establishing an incentive system,
and designing a methodology forjudging
which schools were producing achievement
gains. Mandeville helped design much of this
methodology.

The state decided to restrict the achieve-
ment criteria to improvements in standardized
reading and math tests. Clearly, skills in these
subjects are critical to student success, and
both areas were seen as needing improvement.
In addition, math and reading were selected
because standardized tests in those areas were
already being given at more than one grade
level. Since student performance within the
same school varied across different grade lev-
els, it was decided to evaluate improvement in
test scores at multiple grade levels. In regard
to assessing achievement gains, two options
seemed to be available. Gains could be as-
sessed at the individual student level or aggre-
gated for all students within the school. Data
availability and time constraints led policy-
makers to choose school-level data as the ap-
propriate measure for the first year.

By the end of the first program year, the
state Department of Education had some con-
cerns about the initial method and decided to
judge performance gains on the basis of differ-
ences between actual and predicted perfor-
mance in longitudinally matched student data.
This approach, while requiring significant data
preparation and analysis, was seen as yielding
a more accurate picture of the performance of
students and schools. This process was en-
hanced with additional information that made
it possible to categorize schools according
to their students’ socioeconomic status.

Schools whose students had higher socioeco-
nomic status were required to show larger
gains in student improvement than were low-
resource schools in order to qualify for incen-
tive grants. Eventually, a similar approach was
developed that allowed for different standards
to be applied to elementary, middle, and high
schools. This alternate approach was intro-
duced because initial experience showed that
elementary schools could more easily demon-
strate student achievement gains than schools
with older students.

In addition to the methodological hurdles
South Carolina faced in setting up its incentive
program, Mandeville also discussed the charac-
teristics of successful school incentive pro-
grams. They must be fair; understandable by
school administrators, faculty, and the public;
technically defensible; equitable in outcome;
and productive of useful diagnostic feedback.
Unless school personnel feel the performance
criteria are within their control, and that the
information that extensive testing yields is
useful in improving their performance, the
incentives are not likely to serve as much ofa
motivator. There is also the question of how
big an award must be in order to work as a
motivating influence. With a School Incentive
Reward budget of $5 million, the typical award
works out to about $25 per student. The state
tries to augment this by providing nonmone-
tary recognition to add prestige value to incen-
tive grants. In the ten years of the awards
history only 18 percent of the schools in the
states have failed to win an incentive grant; the
percentage of repeat winners from one year to
the next is only about 10to 12 percent.
Mandeville suggested that this wide distribu-
tion in incentive grant winners is beneficial
since it encourages all schools to continue to
strive to win an award.

Mandeville reviewed several other ap-
proaches that have been used to identify school
factors that promote achievement. Primary
among these is the “effective schools” research
movement. These studies were in part a re-
sponse to the controversial Coleman report
(1966) that suggested that schools had little
influence on student achievement once a stu-
dent’s home background was taken into ac-
count. Dissatisfied with this conclusion, the
effective schools researchers paired schools
with students of similar socioeconomic back-
ground but different levels of aggregate student
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achievement, then searched for factors that
seemed to account for the differences. These
efforts have given way to more sophisticated
modeling approaches as researchers have be-
gun to question what the appropriate level of
analysis is forjudging where differentials in
student performance are produced. The analy-
sis has moved from looking at factors specific
to individual schools to two-level modeling
where influences are examined with a recogni-
tion that students may share a school but not
share the same classes. Still other researchers
have argued for three-level analysis on the
grounds that the school is not the basic unit of
instruction, but rather the classrooms and
teachers that are directly responsible for learn-
ing. Such a three-level analysis might produce
a more accurate picture of the roots of varia-
tion in student performance but obviously
requires significantly more data.

Mandeville concluded that while the more
sophisticated approaches to analyzing student
achievement will lead to a better understanding
of the factors that influence performance, in
the current environment such an approach
could not have been used to award incentive
grants in South Carolina. While it is hard to
demonstrate that the grants have had a system-
atic effect on student and school performance,
they do provide a starting point for examining
the necessary components of a statewide incen-
tive program.

Experiments and experience
with choice

One highly visible avenue of school re-
form has been to allow the primary customers
of education to choose their local schools.
Public school choice, it has been argued, can
promote such diverse goals as school desegre-
gation, increased school productivity, and
improved educational outcomes. Such im-
provements are expected because, first, in
exercising the option to purchase or enroll in a
school program, parents and students may be
able to customize school services to fit their
own needs and preferences. Second, propo-
nents of choice suggest that competition among
schools will produce greater accountability.
Finally, magnet school programs and urban-
suburban transfer programs have been de-
signed to achieve greater racial balance within
the nation’s metropolitan areas. Magnet
schools are now the most common form of

school choice, but there are also other options,
including charter schools, interdistrict transfer
plans, controlled choice programs, and voucher
plans that allow parents to choose between
public and private schools. How do parents
and students choose the “right” school? Do
choice programs improve public education?

Charter public schools: A briefhistory and
preliminary lessons

Among the various models for expanding
school choice, the use of charter public schools
appears to be gaining acceptance. Colorado,
California, Michigan, Minnesota, and Massa-
chusetts either have established or plan to es-
tablish such schools in the next year. Joseph
Nathan expressed his belief that school choice
is much like electricity. Handled carefully, it
has many benefits; handled badly, it can cause
many problems. The charter school is de-
signed to increase educational opportunity for
students, expand options for educators, and
encourage public school systems to be more
responsive.

In his presentation, Nathan discussed the
elements needed to create charter schools as
well as the experience of the state of Minneso-
ta, where the state legislature authorized 35
charter schools. The movement started in
California in 1985, when public school educa-
tors suggested that the state authorize educators
to create new public schools. Legislators
turned them down. The first charter school law
was adopted in Minnesota in 1991, when the
legislature passed legislation to set up eight
charter schools. Charter schools in Minnesota
now include a school for the deaf, a variety of
inner-city schools designed to work with low-
income students, several rural schools that
stress greater parental involvement and the
more extensive use of technology in the class-
room, and a Montessori school.

One encouraging response to charter
schools is that in a number of places, the idea
has encouraged districts to establish other new
programs. For example, after several groups in
Minnesota proposed charter schools, the school
board receiving the proposal agreed to estab-
lish a new school similar to the charter school.
In Massachusetts, Boston public schools and
the local school board agreed to establish at
least six new pilot schools themselves, with
many similarities to charter schools. Philadel-
phia and New York City school districts have
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newly developed policies in place encouraging
educators and community members to start
new kinds of schools.

The concept behind a charter public school
is simple. It involved a shift from accountabil-
ity for process to accountability for results. The
idea is that a group of individuals can come
together and establish a school with a special
curriculum without being subject to the usual
administrative constraints that ordinary public
schools face, being accountable instead for
increased student achievement. |f achievement
does not improve over the period of the con-
tract, the contract can be terminated. Enroll-
ment is voluntary. Students will still receive
the same basic education as students attending
traditional schools, but through its charter, the
school can define a special purpose for itself.
Many charter schools serve special needs stu-
dents or use innovative teaching methods.

Nathan reported that there are common
elements for establishing a charter public
school. Since charter schools are allowed to
bypass many of the rules and constraints faced
by traditional schools, they are held account-
able for improved student performance and
enter into a performance contract with the
state. The state may specify the expected stu-
dent outcomes, but how the school achieves
those outcomes is left up to those who operate
the school. Charter schools should be nonsec-
tarian and open to all kinds of students. They
should not be allowed to charge tuition.

When states decide to allow charter
schools, Nathan believes it is important that a
broad range of groups be allowed to propose
differing types of schools so that public school
boards no longer have the only say in what
kind of public education is available. Such
groups may include parents, teachers, commu-
nity members, or a combination of all three.
Once the organizers have a model for their
school, they can approach a public body for
sponsorship, such as the local school board, a
college or university, or some nonprofit non-
sectarian group. Once the state approves the
charter, the school must admit any student who
wishes to attend without administering admis-
sions tests or charging tuition. The state pro-
vides the school’s funding. Each student may
be funded at either the state-wide average per-
pupil allocation or the average funding level
that the student would have received in his or

her former school district. Finally, the partici-
pation of students, faculty, and administration
in a charter school must be voluntary. While
these schools may provide an alternative for
many students, many other students, teachers,
and parents will prefer traditional schools.

Nathan suggested that during the planning
stage, it is important that a charter school es-
tablish its core beliefs about learning along
with a clear understanding of the skills and
knowledge that students will be expected to
learn by the time they graduate. These are key
elements in enabling a system of accountabili-
ty. It is also important to recruit broad com-
munity support for the school. This means
involving not only parents, teachers, and stu-
dents, but also community members and busi-
nesspeople. It is also important to include
experienced educators in the planning process
so that process is not dominated by well-mean-
ing but inexperienced school reformers.

Two final elements that Nathan discussed
were recruiting students and faculty for the
new school. Recruiting students requires a
well-defined public information campaign.
The school’s objectives and philosophy must
be well articulated and the charter school
should be presented as an option to traditional
education. Expected student outcomes should
be highlighted so that potential clients can
decide whether the charter school provides a
suitable alternative to their current school. In
selecting a faculty, it is helpful to include some
of the people who were involved in the plan-
ning process so that at least some of the faculty
will feel a sense of ownership from the start.
A motivated faculty comprised of teachers
with specific ideas about working with stu-
dents is a key to the school’s success. The
faculty must understand the goals of the school
and have the teaching skills to bring them into
the classroom.

Charter public schools are still in their
infancy, and given their variety and differing
objectives, it is likely that some will prove
successful while others will fail. However,
they provide an opportunity for those who are
dissatisfied with traditional public schools to
organize their own alternative, and in doing so,
to increase the options available for educating
children. They also appear to be stimulating
some districts to improve their existing schools
and open new ones.
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Public school choice in Minneapolis

Public school choice programs often are
designed to do more than just improve student
achievement. In Minneapolis, desegregation
has also been part of the city’s evolving choice
program since the early 1970s. Robert Meyer
and Steven Glazerman explored a choice pro-
gram that attempts to address multiple goals of
reform while satisfying the preferences of
students for a particular school. While the
Minneapolis program requires students and
their parents to choose among differing
schools, the authors refer to this as a controlled
choice system since racial desegregation tar-
gets must also be met when students are as-
signed to schools.

Meyer and Glazerman addressed two ques-
tions. First, how successful is the Minneapolis
program at matching students with diverse
preferences to schools with differing character-
istics? Second, has the program reduced or
eliminated the racial segregation that would
have occurred if students had simply attended
their neighborhood school? Many school
choice programs reflect a desire to improve
schools by forcing them to compete for stu-
dents. But the Minneapolis program de-em-
phasizes competition among schools, so the
authors did not evaluate it according to the
criteria of school improvement.

School choice in Minneapolis can be
traced back to two efforts in the early 1970s.
The first was spurred when the state of Minne-
sota issued mandatory minority enrollment
ceilings for schools in 1970. In the next year,
Minneapolis was found to be out of compli-
ance, and in 1972 it instituted a mixed-strategy
desegregation program to meet state standards.
The program included enlarging district atten-
dance boundaries, creating magnet schools to
attract white students into predominantly mi-
nority neighborhoods, and introducing limited
busing. At the same time, the Minneapolis
school district launched the Southeast Alterna-
tive (SEA), which created six federally funded
schools, each with its own educational philoso-
phy and instructional strategy. The SEA pro-
gram was not part of the school desegregation
plan, but it provided the city with a group of
alternative school models that became the basis
for the categorization of schools that is now
part of the city’s choice program. In 1982, this
effort was broadened, and every school in the
city was classified either as a magnet school

with a special theme (math/science, urban
environment, language immersion, etc.) or as
an alternative school such as Montessori, open
school, fundamentals school, or continuous
progress school.

Beginning in 1989, all students in the
Minneapolis school district were required to
choose a school. The system currently requires
parents of every kindergartner to submit their
top three school preferences from a menu of
12 or 13 schools that are available given the
student’s home address. This menu includes
both magnet schools and alternative schools
but does not permit parents to select any school
within the city. For the most part, each school
in Minneapolis has a localized attendance
area. In some cases the attendance area is
city-wide, but usually it is more narrowly
drawn, reflecting individual schools’ space
limitations and transportation costs. Still, the
menu of schools does allow parents a choice of
schools with differing structures and educa-
tional philosophies.

The choice system is also constrained by
other factors. First is the continuing goal of
system-wide racial desegregation. Students’
race is a factor that helps determine which
school choice they are given. Second, siblings
are given preference in school assignment so
that family members can attend the same
school. Finally, children with special needs are
assigned according to which school can best
meet those needs.

Despite these limitations, the Minneapolis
program does a reasonably good job of giving
students either their first or second choice of
school. Anecdotal evidence suggests that the
safety of the neighborhood where the school is
located is the most important factor in deter-
mining how parents choose the schools they
want their children to attend.

The authors expressed the judgment that
the Minneapolis program has succeeded in
furthering school desegregation. The city’s
schools are now significantly more racially
integrated than the city’s neighborhoods. The
controlled choice program helps promote de-
segregation for two reasons. First, in Minneap-
olis, neighborhoods dominated by one racial
group tend to be adjacent to neighborhoods
dominated by another racial group. Families
seem to be willing to choose schools located in
an adjacent neighborhood. Second, since the
system offers such a diverse array of school
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types, students may even be willing to travel a
considerable distance to attend a school that is
particularly well matched to their interests.

In sum, the Minneapolis program seems to
be succeeding in allowing school choice and in
meeting desegregation targets. Elsewhere,
however, most experiments with school choice
are intended to improve the schools and stu-
dents’ performance. Whether a controlled
choice program can promote these objective
still needs to be examined.

The authors concluded with a model for
evaluating controlled choice programs with
potentially conflicting objectives such as al-
lowing students to choose their school and
promoting racial integration. The authors
present a model that examines an individual
student’s utility for a specific school as a func-
tion of the school’s characteristics, neighbor-
hood characteristics, academic quality, distance
from the student’s home, and some unmea-
sured determinants of utility. The authors
assume that students rank alternative schools
by comparing utility with all of the schools in
their choice set. The advantage of such a mod-
eling approach is that it allows one to measure
whether controlled choice programs do better
than neighborhood schools, busing, uncon-
trolled choice, or random assignment in en-
abling a school system to reach desegregation
targets.

Who chooses? Voucher and interdistrict choice
programs in Milwaukee

John F. Witte and Christopher A.Thorn
analyzed the types of students and families
now participating in two specific choice pro-
grams in metropolitan Milwaukee. Such infor-
mation is needed because critics argue that
choice programs may leave certain groups of
students behind in weak public schools, per-
haps because their families are unable to make
optimal school choices. Conversely, the critics
contend, better-informed and generally wealth-
ier families tend to benefit disproportionately
from choice programs by leaving the lower-
quality public and private schools. Meanwhile,
the students who remain in those schools may
be ill-served because higher-achieving peers
are now absent, or because those parents who
tend to act as agents of school change are no
longer involved there. Information about the
participants in choice programs can be helpful
in assessing how evenly the benefits of choice
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programs are distributed across the range of the
student population. Moreover, information
gathered within specific contexts can help
policymakers design choice programs to ensure
that targeted groups of students will benefit.

Witte and Thorn analyzed the participants
in two choice programs now operating in the
Milwaukee area: the Milwaukee Parental
Choice Program and the Milwaukee Suburban
Transfer Program, the latter of which is widely
known as the Chapter 220 program. The
Choice Program, now in its fifth year of opera-
tion, is a small program that provides cash
vouchers to students of low-income families in
the Milwaukee public school (MPS) system.
Vouchers can be applied toward several private
nonsectarian schools in the city. Chapter 220
has been operating since 1976 in response to
court orders concerning racial imbalance in the
metropolitan area’s public schools. Chapter
220 allows Milwaukee-area minority students
(largely from Milwaukee public schools) to
attend other public schools in the metropolitan
area (chiefly in the suburbs). During the 1994-
95 school year, approximately 6,500 students
participated in Chapter 220. The Choice Pro-
gram does not allow schools to use prior be-
havioral or achievement data in selecting stu-
dents. If more students apply than there are
positions available, students must be randomly
selected. In Chapter 220, poor attendance or
serious behavioral problems can lead to rejec-
tion of students. Academic achievement can
also be taken into account.

Witte and Thom compared students in the
Choice Program between 1990 and 1993, par-
ticipants in Chapter 220 in 1990-91, and a
randomly selected control group of students
who stayed in the MPS during 1990-91. In
addition, they surveyed a sample of parents
drawn from each of these student groups. De-
scriptive statistics were compiled describing
who participates in the two programs and why.
Beyond the descriptive statistics, the authors
estimated logistic regressions to ascertain
whether some of the individual characteristics
remain as significant indicators in the simulta-
neous presence of other characteristics. The
regressions allowed the authors to estimate the
likelihood of a characteristic affecting a choice
decision within a particular school program.

Several findings emerged. As of spring
1991, in comparison to the MPS, Chapter 220
students were more likely to come from
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two-parent families and families with higher
income. Parents had higher educational expec-
tations for their children and were much less
satisfied with their children’s prior school than
the average MPS parent. Students in the pro-
gram had been scoring higher on standardized
achievement tests than the average MPS student.

Families involved in the Choice Program
are opposites of Chapter 220 families in eco-
nomic and family status; the average income of
Choice families is lower (they are more likely
to be receiving income assistance), and they
are far less likely to be two-parent families.
Choice Program students are likely to be per-
forming less well than the typical MPS student
before they enter the Choice Program. Howev-
er, there are some similarities between Choice
and Chapter 220 clients. Choice parents, like
Chapter 220 parents, are likely to be more high-
ly educated than MPS parents. In addition, the
educational expectations that Choice parents
have for their children are as high as those of
Chapter 220 parents, and Choice parents were
equally dissatisfied with their children’s prior
school. Finally, Choice parents participate
much more in their children’s education than do
any other parents.

Why the differences in characteristics of the
clientele of these two choice programs and the
Milwaukee public schools? Some of the differ-
ences reflect program design, such as the in-
come ceiling constraint in the Choice program.
Others, such as the higher education of Choice
parents, probably is due to self-selection. The
reasons for the Chapter 220 outcomes are less
clear because it is impossible to discern the
extent to which suburban districts are screening
applicants. The authors clearly believe that
both programs are providing alternatives to the
families involved. The strength of the desire
for such alternatives is indicated by the fact
that thousands more families have applied for
Chapter 220 than can be accommodated, and
by the strong dissatisfaction that Choice parents
felt for their children’s previous schools.

In assessing the impact of these two pro-
grams, proponents of school choice will note
that the programs are allowing families choice
and that specific features of program design,
such as the Choice Program ceiling on family
income, are ensuring that benefits are targeted
as intended. By contrast, others will point out
that because of the Choice Program, some

public schools may be losing parents who
could be effective agents of change.

Directions in management and delivery
in urban school systems

The final session explored the steps that
urban school systems are taking to change their
structure and delivery systems to improve
performance in some of the most besieged
school systems. In Chicago, this has led to the
creation of local school councils in an attempt
to increase local participation in the schools
and to move more responsibility for decision-
making to individual schools. Will decentral-
ized decisionmaking improve the schools?

A different form of administrative reform
is to allow the private sector to take over the
day-to-day management of the schools. Balti-
more has done this, with a consortium of pri-
vate firms banding together to run some of the
city’s weakest schools. Can such an approach
bring meaningful reform to urban systems in
which public efforts have failed?

Redesigning accountability at the system-wide
level: The politics ofschool reform in Chicago

Kenneth Wong and Gail Sunderman exam-
ined the problem of district-wide governance
in a decentralized system. The authors argued
that the current governance structure of the
Chicago public schools is fragmented as vari-
ous institutional actors, from both inside and
outside the school system, compete for influ-
ence. Currently, the structure of governance of
the schools has moved from centralized author-
ity to fragmentation as local institutions com-
pete for influence and higher levels of govern-
ment expand their programmatic demands.

The authors noted that recent school re-
forms place a premium on increasing account-
ability and control at the local school level.
Efforts such as site-based management, parent
empowerment, school choice, and professional
development programs all favor reducing the
role of the central bureaucracy in determining
education policy. This focus on decentraliza-
tion has ignored the role of electoral, policy,
and administrative institutions, as well as spe-
cial interest groups, that shape education policy
and resource allocation. Despite this move
to decentralization, key institutional actors
remain instrumental in the governance of the
schools. The school board, the state legisla-
ture, the mayor, the governor, and unions all
influence the resources that are available for
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local school use. The authors argued that to
understand education policy and practice, one
must consider the system-wide institutional
arrangements that make up the structure of
school governance.

Chicago provides an excellent case study
of the issues involved in the governance of an
increasingly decentralized school system. The
Chicago public schools have been decentraliz-
ing authority since the passage of the Chicago
School Reform Act in 1988. Among the nota-
ble features of the act was the creation of local
school councils (LSC) to serve as the primary
policymakers at the individual school level.
These councils are composed of six parents,
two community members, two teachers, and the
school principal. LSCs are responsible for
making budget and policy decisions for their
schools and can even hire or fire the principal.
Under this structure, the principal is also given
greater authority in staff hiring decisions, and
both principal and teachers have more input
into the selection of subdistrict school superin-
tendents. Individual school budgets are provid-
ed largely in a lump sum, and it is up to the
LSC to establish spending priorities.

The authors cited a number of reasons for
the erosion of the central authority of the Chi-
cago school system. Court rulings, state laws,
and federal mandates have limited the decision-
making role of the central bureaucracy. In
addition, the trend towards site-based school
governance has made the system more respon-
sive to political concerns of local constituents.
Even in those areas in which central administra-
tion has been retained, as for example, with
categorical programs, accountability is often to
state and federal agencies. As a result, the Chi-
cago school system is increasingly governed by
a complex set of institutions and actors that
often are motivated by different policy goals.
For example, the mayor, governor, and state
legislature are primarily interested in electoral
outcomes, while the school board and central
office are interested in managerial and adminis-
trative outcomes. Likewise, local interest
groups are primarily interested in gaining poli-
cy influence. All of these actors are generally
accountable to differing constituencies.

Wong and Sunderman suggested that in
such a situation, three types of fragmentation
are likely to arise. First is vertical fragmenta-
tion, in which higher levels of government
impose regulations and mandates on the

schools. Second is horizontal fragmentation,
in which diverse and often competing sources
of authority have overlapping jurisdiction over
the same policy area. This occurs, for exam-
ple, when different institutions such as the
School Finance Authority, the school board,
and central bureaucracy all are responsible for
the school budget. Third is organizational
fragmentation, or fragmentation within the
central office. This is particularly the case
when categorical programs, responding to
mandates from higher levels of government,
operate as largely autonomous units within the
central office. Additionally, central office
policy decisions that are driven by fiscal and
budgetary concerns are often disconnected
from instructional and curriculum tasks at the
classroom level.

An additional force that has eroded the
central authority of the school system is the
district’s dependence on appropriations from
the state legislature and its vulnerability to the
politics of state aid. Jurisdictional contention
between Chicago and the suburbs, as well as
between the metropolitan area and downstate,
has made it increasingly difficult to address
Chicago’s budgetary problems. Efforts to
arrive at a new funding structure to alleviate
chronic funding problems in the system have
failed. Instead, political impasse has led to a
series of patchwork funding schemes that still
leave the system with a projected deficit of
$290 million in FY96. Another consequence
of decentralization is the politics of shared
decisionmaking. As decisionmaking has be-
come increasingly shared among teachers,
community groups, parents, and principals,
competition for a voice in the system has de-
veloped. This has produced, for example, a
school board nominating process that is driven
by opposing political and constituency con-
cerns, with competition between the mayor and
the nominating commission to appoint school
board members. There are also operational
inconsistencies such that the authority for
spending funds is lodged with the local
schools, but accountability for how the funds
are spent remains at the board level. If money
is misused at the school level, it is still the
board that is legally obligated to repay improp-
erly spent funds.

To help correct some of these governance
problems, Wong and Sunderman suggested
that efforts should focus on the appropriate
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division of functions among policy actors and
that reform strategies should be designed to
promote policy coherence. They suggested
three initial strategies to help achieve these
objectives. First, in order to secure the addi-
tional funding needed for the Chicago system,
a state-wide coalition could help defuse the
policy impasse among city, suburban, and
downstate interests. The primary task of this
coalition would be to promote the understand-
ing that educational problems in Chicago are a
collective challenge and that solving them will
advance the state’s long-term economic com-
petitiveness.

Second, they argued that new types of
performance indicators, in addition to those
reflecting student achievement, are needed to
judge school success. These could include
indicators measuring the effectiveness of insti-
tutional leaders in addressing educational prob-
lems. Such indicators would extend account-
ability beyond the schools and students them-
selves to include policy actors. Finally, the
central office needs to be better connected to
the classroom. Particularly important is to
focus on basic instruction as it applies to all
students, rather than specific categories of
students, and to provide the instructional sup-
port needed at the school level.

Analysis ofthe effect of the Chicago school
reform on student performance

As in many other large urban school sys-
tems across the country, test scores and drop-
out rates for students of Chicago’s public
school system have been sub-par and getting
worse. Moreover, by the end of the 1980s the
Chicago public school system had been
through political and financial chaos with in-
termittent funding crises and delayed school
openings. Chicago’s answer to its travails was
to pass the Chicago School Reform Act in
December 1988. Aided by state legislative
action, this act significantly changed the gover-
nance and organization of the Chicago public
school system by shifting budgetary, person-
nel, and educational planning functions away
from central administration and toward the
schools themselves.

Decentralization and site-based manage-
ment plans have been tried, to varying degrees
and in various forms, in many U.S. school
districts in recent decades, including New York
City and Miami. The Chicago effort will un-

doubtedly be a useful example for others to
study. The plight of Chicago’s school system
had been widely reported, and its reform has
been extensive.

The potential benefits of decentralization
are varied. Service providers may be better
able to customize their services to fit the needs
of their clientele, and they become directly
accountable to those served, at the point of
delivery—the local school. At the same time,
site-based management is said by some to
create a greater sense of involvement and com-
munity. In addition, decentralized governance
is said to promote competition among schools,
with attendant gains in cost efficiency and
output productivity. Conversely, a centralized
system may be less costly if there are scale
economies in the provision of educational
services. So too, some critics argue that some
forms of decentralization only serve to create
another bureaucratic layer in the system of
educational provision. Still others believe that
centralization ensures that school services will
be more equitably distributed.

The Chicago School Reform Act had three
main components: the formulation of a set of
goals to be met by each school by 1994, a
reallocation of resources to the individual
schools, and the creation of local school coun-
cils at every school. The primary goals for
schools were raising student achievement lev-
els, attendance rates, and graduation rates to
national norms.

While significant resources have been
shifted to the school level, it is questionable
whether local schools have been given suffi-
cient funds and autonomy. At the same time,
however, the school system’s finances in gen-
eral continue to be severely constrained. Other
research has found that decentralization is
ineffective unless accompanied by increased
funding to enable organizational change.

The Chicago School Reform Act created
LSCs to be the budgetary, administrative, and
educational planning vehicle at each school.
The LSCs are composed of six parents, two
community members, two teachers, and the
principal, all of whom except the principal are
elected every two years by the groups they
represent. Chicago’s site-based management
differs from others around the country by in-
cluding more input from parents and communi-
ty representatives, and somewhat less from
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professional staff. Among other things, LSCs
were given the task of producing a school
improvement plan and an operating budget.

Thomas A. Downes and Jacquelyn L.
Horowitz evaluated the reform’s success in
reaching some of its primary goals: raising
student achievement levels, attendance rates,
and graduation rates to the national norm.
They also investigated whether any particular
features of individual schools or neighbor-
hoods seemed to be associated with differential
effects on those student outcomes.

Data from 524 Chicago elementary and
high schools and 893 school districts elsewhere
in lllinois were assembled for the pre-reform
school years 1987-88 and 1988-89 and the
post-reform years 1990-91, 1991-92, and
1992-93. These data included student outcome
measures such graduation rates, attendance
rates, and standardized test scores such as the
Ilinois Goal Assessment Program (IGAP).
Test scores are only one measure of school and
student outcomes and may fail to measure
important effects of reform such as increased
self-esteem or greater family satisfaction with
school. In addition, any changes in test scores
may not be attributable to reform. According-
ly, the authors also gathered data on student
and school characteristics such as racial and
ethnic composition, enrollment, percentage of
students with limited English proficiency,
percentage eligible for subsidized school
lunches, and population mobility between
communities. Community data included racial
and ethnic composition and the level of educa-
tional attainment of adults.

Analyses were performed at the school
level rather than the individual student level.
Because interpretation of such results may be
difficult if a school’s student body is changing
because of household relocation over time,
the population mobility of the surrounding
community was used to control for varying
student mobility.

Using graduation rates, IGAP scores, and
ACT3scores as outcomes to be explained, the
authors estimated multiple regression equations
to identify the effects of student and communi-
ty characteristics, the effects of Chicago school
reform (using binary variables for time), and
the effects of specific community and student
demographic characteristics on school reform
efficacy. The latter included characteristics

such as percentage of students with limited
English proficiency and percentage eligible for
subsidized lunches.

Observations of schools were also added
from Illinois school districts comprised of a
single school. By doing so, the authors hoped
to account for general unobserved influences
on outcomes, such as changes in the test itself.
Such influences are assumed to affect city
schools and control group schools alike, and to
exert their influences via community/school
characteristics in equal magnitude as well.

Since Chicago’s school reform was
launched, student performance on standardized
tests and graduation rates have fallen. None-
theless, after accounting for the effects of other
influences on test scores in Chicago, the au-
thors concluded that reform has produced some
benefits in the city’s public schools. Commu-
nity and student population characteristics
appear to be significant determinants of mea-
surable achievement, and changes in Chicago’s
demographics have tended to obscure real
performance gains by students. Similarly,
when single-school districts in Illinois were
used as a control group, statistical results show
that reform acted to mitigate a downward trend
in raw mean test scores in Chicago schools.
For example, the authors found that Chicago’s
third-grade IGAP reading scores in 1992-93
were 1.80 points higher than they would have
been in the absence of reform.

Other results are less encouraging, howev-
er. Schools with high proportions of students
with limited English proficiency and students
eligible for subsidized lunch programs actually
have fared worse during the reform era. Some
observers may find these results disheartening
since the reforms were intended to allow such
schools additional flexibility by giving them
greater discretion over the use of so-called
Chapter 1funds. The authors note that the
disappointing results may reflect the fact
that discretionary income has actually been
restricted recently because of the severe fiscal
crunch within which the schools are operating.
Findings elsewhere indicate that decentraliza-
tion of school governance is less likely to suc-
ceed in the absence of funding increases and
under conditions of fiscal austerity. The au-
thors suggest that, if possible, greater efforts
should be directed to those types of schools
where reform may not be succeeding.
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Evaluation of these and other questions is
still in its infancy, yet it already seems clear
that Chicago’s reform efforts offer lessons for
the future, here and in other urban school
systems.

Baltimore city public schools: Experimenting
with private operation

Can student achievement be enhanced by
allowing private firms to operate public
schools? That is the question examined by
Sammis B. White. The city of Baltimore,
facing increased frustration in operating the
public schools, embarked on a two-track ap-
proach to improving the school system. First,
the city moved toward site-based management
in an effort to increase local participation and
management of the schools. Second, in 1992
the city decided to turn over the daily opera-
tions of nine public schools to a consortium of
private firms called the Alliance for Schools
that Work. The nine schools selected were
among the weakest in the system. The hope
was that private management would improve
the efficiency of day-to-day operations of the
schools and ultimately improve student
achievement. After only two years of experi-
ence, it is still difficult to judge whether
achievement has been enhanced, but the con-
sortium is claiming a number of successes, and
it appears that many key elements needed to
improve achievement have been put in place.

The Alliance for Schools that Work has a
five-year contract with the school system and
is paid $5,918 per student per year, which
represents the average cost per pupil system-
wide. The Alliance is a consortium of four
companies: Education Alternatives, Inc. (EAI),
Johnson Controls, KMPG Peat Marwick, and
Computer Curriculum Corporation. Each
company has expertise in a particular aspect of
school management, but EAI is the lead part-
ner. It manages the operations and resources
of the schools and promotes the Tesseract
model of education for reforming the schools.
This model tries to weave together various
“best practice” techniques for enhancing stu-
dent achievement: having an individualized
education plan for each student, enhancing
staff development, using instructional interns
in the classroom as aides to teachers, improv-
ing access to technology, and increasing paren-
tal involvement. Johnson Controls is responsi-

ble for the physical operation of the school
buildings, including maintenance and repair. It
also runs noninstructional operations such as
the cafeteria, security, and transportation,
which the school system does not provide
directly. KMPG Peat Marwick is working to
improve financial control so that a better ac-
counting system can be created and more accu-
rate financial statements generated. Computer
Curriculum Corporation is designing software
that will enable the use of more technology in
the classroom.

If the methods of the Alliance are to work,
it must change the way funds are distributed.
EAI in particular argues that too many resourc-
es are being channeled into noninstructional
activities. The Alliance seeks to reverse this
trend and to increase the efficiency of instruc-
tional delivery by improving technology and
using instructional interns. Increasing parental
involvement in the education process is also
key; individual education plans are developed
for each student and require parental approval.

While the Alliance may make many deci-
sions about employees and operations, it may
not select teachers or principals; these are
drawn from the existing city school system.
However, the Alliance does hire classroom
aides, called instructional interns. These are
college-educated adults paid $7 per hour to
work in the classroom and assist the teacher.
Previously classroom aides were mostly non-
college-educated paraprofessionals who were
paid $10 per hour. The Alliance believes that
the presence of college-educated adults, many
of whom aspire to become teachers, will en-
hance learning. Other noninstructional em-
ployees such as custodians, security guards,
and cafeteria workers are hired directly by the
Alliance and usually work at lower wage rates
than their predecessors did.

The Alliance’s efforts to date have been
promising. Gains have been particularly no-
ticeable in the physical condition of the school
buildings. All of the school buildings have
been physically rehabilitated and are now
maintained in an impressive condition. Build-
ing systems have been updated and operations
are vastly more efficient than previously.
Similarly, accounting procedures have been
improved. Through better tracking of resourc-
es, the Alliance has been able to redeploy
spending levels and increase the number of
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computers in the classrooms. At the elementa-
ry school level, computers are used extensively
to supplement classroom instruction. Experi-
ence at the middle school level has been less
promising, but White suggested this may have
more to do with providing teachers with more
appropriate ways of integrating computers into
class work. The new accounting system also
makes it easier to keep track of the student
body. Finally, the Alliance reports that by
reallocating spending priorities, it has been
able to devote $1 million more to direct expen-
ditures in the nine schools by reallocating
spending priorities than the city of Baltimore
would have under traditional management.
White reported that it is harder to measure
whether the Alliance has had any effect on
student performance. In the two years the
Alliance has been in charge, test scores have
moved little in either direction. White suggest-
ed this may be due to two reasons. First, im-
provement in student performance should be

NOTES

1As part of the same legislative package, the apparent
strength of local districts in collective bargaining situations
was effectively strengthened. Note also that spending
caps can be circumvented through local referenda. How-
ever, nation-wide experience suggests that voter approval
of local spending referenda is far from automatic.

cumulative, and after only two years, it is sim-
ply too early to expect much change in test
scores. Second, test scores have been reported
on an aggregate basis rather than longitudinally
by individual student. White suggested that
given the high turnover in the school popula-
tion, tracking the performance of individual
students will produce a more accurate picture
of the effects the reforms are having. Another
aspect that is showing only limited success is
the effort to increase parental involvement.
Parents have not shown as much interest in
individualized education plans as had been
hoped, but perhaps as they become more famil-
iar with them, this will change.

White concluded that while it is too early
to judge the effect of the Baltimore experiment
on student achievement, the efforts to date do
seem to have significantly improved the quali-
ty of the educational inputs that research sug-
gests will improve student performance.

2In a few states with foundation plans, local school dis-
tricts are not required to levy a minimum property tax
rate.

3A test widely taken and used for college admissions.
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A current look at foreign
banking in the U.S. and
Seventh District

Linda M. Aguilar

Foreign banks wield substan-
tial influence within the finan-
cial services industry of the

w . dl Seventh Federal Reserve Dis-

trict. The District, which
encompasses all of lowa and portions of Illi-
nois, Indiana, Michigan, and Wisconsin, has
more than ten percent of the approximately 652
foreign-owned banking offices in the United
States.1 (See box for definitions of the terms
used in this article.) The 69 foreign offices in
the District account for $86 billion, or 17 per-
cent, of the District’s banking assets. Foreign
offices hold 17 percent of the total value of
loans outstanding in the District, and 32 per-
cent of the total value of commercial and in-
dustrial loans. The picture for the nation is
comparable. What does this foreign influence
imply for the future of the U.S. banking indus-
try? Is there cause for concern?

To address these issues, this article begins
with a review of global banking. First, I look
at trends in world banking over the last 25
years and the evolution of the regulatory envi-
ronments in the home countries of the major
players. Next, | analyze the factors behind the
global expansion in banking. Then I present a
detailed analysis of trends in foreign banking
in the U.S. and the Seventh District since 1980
and assess which countries have played the
main roles. Finally, | address the potential
consequences of an increased foreign banking
presence in the U.S.

World banking in review

In 1969, U.S. banks were dominant in the
world; seven of the top ten banks worldwide

(as measured by assets) were U.S. banks, with
Bank of America in the top position. The
United Kingdom and Italy shared the remain-
ing three slots. The biggest Japanese bank at
that time was Fuji Bank, ranking 14th in assets.

By 1972 the top ten list was more interna-
tionally diverse. Bank of America still ranked
first, but only two other U.S. banks shared the
top ten. Four Japanese banks, two British
banks, and one French bank filled out the cate-
gory. The next decade saw further change as
the assets of French banks soared. Four French
banks reached the top ten in 1982, with the
remaining spots evenly split among U.K., Japa-
nese, and U.S. banks. Bank of America still
ranked first.

By 1993 the global banking community
had again been transformed. Japanese banks
had completely edged out U.S. banks, holding
nine of the top ten positions; Credit Lyonnais
(France) was the only non-Japanese bank
among the top ten. Citibank, 30th in the world,
was the highest-ranking U.S. bank.

While total assets measures absolute size,
the amount of foreign assets a bank can attract
provides a measure of its international compet-
itiveness. At the end of 1960, banks from the
U.S., U.K, and Switzerland were the leaders
in this category, with approximately $9 billion
in foreign assets (current U.S. dollars). By
1992, banks from the U.K., Japan, and France
topped the list, with a combined $2.1 trillion in
foreign assets.

Linda M. Aguilar is a regional economist at the
Federal Reserve Bank of Chicago. She would
like to thank Sunmie Won and Nancy Andrews
of the Statistics Division for data support.
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On an individual bank basis, six banks
conducted more than 50 percent of their busi-
ness overseas in 1992—one French, two U.K,,
and three Swiss. Of these six banks’ world-
wide assets, nearly 10 percent were domiciled
in the U.S.2 Four U.S. banks ranked among the
top 25 banks with substantial overseas busi-
ness, with Bankers Trust and J. P. Morgan
generating over 50 percent of their income
overseas.

Reasons behind global expansion

One of the leading factors driving global
expansion in the banking industry in the sec-
ond half of this century has been the growth in
number and size of multinational companies
(MNCs). World-wide foreign direct invest-
ment has grown significantly over the last 20
years, from almost $10 billion in 1970 to al-
most $180 billion in 1990 (see table 1). MNCs
have special needs that make foreign offices a
smart business practice for banks. Firms bor-
row capital not only to finance their invest-
ments overseas, but also for ongoing plant and
physical equipment, acquisitions, and trade
finance. In addition, they need foreign ex-
change, cash management services, and lock
box operations—services that generate sub-
stantial fee income. Banks that follow their
customers abroad are better positioned to pro-
vide these services.

Competitive pressures led countries to
deregulate their banking industries, an impor-
tant factor enabling increased globalization.
Prior to the 1970s, most major countries of the
world had protective and restrictive banking

TABLE 1

Foreign direct investment in the reporting economy

(million U.S. dollars)

Industrialized

World u.s. countries
1970 $9,855 $1,464 $8,043
1975 20,368 2,635 11,693
1980 49,288 16,906 40,309
1985 48,261 19,030 36,212
1990 179,558 37,190 150,913

Note: The definition of industrialized countries changed between

1970 and 1990.

Source: International Monetary Fund, Balance of Payments Statistics

Yearbook, various years.

GLOSSARY OF TERMS

Agency - a separate office of a foreign-domiciled
parent bank. Agencies provide full banking
services but are prohibited from taking deposits
from U.S. citizens (unless related to international
activities), selling certificates of deposit, and
offering trust services.

Branch - a separate office of a foreign-domiciled
parent bank. Branches provide full banking
services including deposit taking and lending.
Foreign banking offices - all foreign subsidiaries
with 25 percent or greater foreign ownership, and
all foreign branches and agencies as described
above.

Foreign subsidiary - a U.S. subsidiary of a foreign
bank with 25 percent or greater foreign ownership.
Subsidiaries provide complete banking services.
Total U.S. banking market - all U.S. FDIC-insured
commercial banks (both U.S.- and foreign-owned),
and all foreign branches and agencies, excluding
those located in U.S. territories and possessions.

U.S.-owned commercial banks - all FDIC-insured
commercial banks excluding foreign subsidiaries
with 25 percent or greater foreign ownership.

regulations.3 Interest rates paid on deposits
were fixed or capped, and the division between
banking and securities-related activities was
fairly strict (as in Canada, the U.S., and Japan)
or at least limited (as in Belgium, Denmark,
Italy, Spain, and the U.K.).4 France was an
exception. It began to deregulate its banking
industry in the mid-1960s by granting banks
and securities firms somewhat
equal power. As aresult, French
banks began developing new
markets for personal and mort-
gage loans and offering securities
related services to their custom-

Developing
countries ers. Initially, French banks con-
centrated on the local market, not

$1.812 moving into the international
8,641 market until the early 1970s.5 In
8,978 the U.S., the Depository Institu-
12,050 tions Deregulation and Monetary
28,645 Control Act of 1980 (DIDMCA)

represented a major overhaul of
the domestic banking system. It
leveled the playing field for all

U.S. institutions by phasing out
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interest rate ceilings and granting new powers
to both banks and thrifts. The U.S. banking
industry responded with an array of new sav-
ings instruments such as interest-bearing check-
ing accounts and money market demand ac-
counts. Slowly, the major money center banks
began their long-awaited entry into the securi-
ties market.6

Other countries also responded to competi-
tive pressures by deregulating and diversifying
the permissible activities of their banking in-
dustries. Japan, for instance, enacted a new law
in the early 1980s permitting commercial banks
to engage in more securities-related activities
(such as selling over-the-counter government
bonds and trading government bonds in the
secondary market) as well as in factoring, credit
card issuing, and mortgage lending.7

By the 1990s, deregulation had changed
the global banking environment dramatically
from the 1960s. Yet in most countries, bank-
ing and securities activities remain separated,
permissible only through subsidiaries; under-
writing insurance also is generally permitted
only through subsidiaries.8 The gains that de-
regulation allowed were primarily in unrestrict-
ed savings instruments and broader lending
activities.

Advanced technology also was important
in enabling the globalization of banking.
Through telecommunications and fiber optic
networks, banks became capable of offering
new services such as credit cards, factoring,
loan servicing, commercial paper, ATMs, mon-
ey market funds, and foreign currency services.

Foreign banking in the U.S.

Foreign banks have had a presence in the
U.S. since the mid-1700s.9 In particular, British
banks have been present in the U.S. since colo-
nial times, and several Canadian banks have
been active in California since the mid-1800s.1
However, the growth in the number and assets
of foreign banking offices in the U.S. did not
take off until the late 1970s; between 1975 and
1980 their number nearly doubled.

Foreign banking offices, especially Japa-
nese ones, made significant inroads into the
U.S. market during the 1980s for several rea-
sons. One was that U.S. banks were retrench-
ing from problem loans to less developed coun-
tries, and later from too many excessively large
real estate loans. Then in the late 1980s and
early 1990s, the U.S. banking market was said

to experience a “credit crunch”; foreign banks
stepped in and provided the much-needed
credit, increasing their share of commercial
and industrial (C&l) loans in the U.S. to 32
percent in 1992, up from 21 percent in 1986.

By mid-1994, the total number of foreign
offices in the U.S. stood at 652, a mere 6 per-
cent of the total number of U.S. bank and
branch offices. But these foreign offices held
$952 billion in assets, or 21 percent of all U.S.
banking assets. They held 17 percent of the
value ofall loans and 30 percent of the value
of all C&l loans.

Recent trends in foreign banking in the
U.S. and Seventh District

In 1980, the total combined foreign pres-
ence in the U.S. banking market consisted of
441 offices with assets of $252 billion dollars.
Foreign branches and agencies accounted for
the bulk of these numbers, with 334 offices or
75 percent of the total foreign offices, and 60
percent of the assets. The remaining offices
were U.S. subsidiaries of foreign banks with
assets of $103 billion. By 1991, the total
number of foreign banking offices in the U.S.
peaked at 726. Since then, their number
has dropped to 652 in mid-1994. However,
this decline is not unique to foreign banking
offices, as the total number of U.S.-owned
commercial banks also dropped over the period
(see table 2).

While foreign offices in the U.S. increased
significantly throughout the 1980s, recently
their numbers have been declining. In terms of
their share of the U.S. banking market, foreign
banking offices peaked in 1992. In that year,
foreign banking offices accounted for approxi-
mately 23 percent of all assets, 19 percent of
total loans, and 32 percent of C&I loans. The
corresponding numbers for 1994 are approxi-
mately 21 percent, 17 percent, and 30 percent
(see table 3). The most recent figures for year-
end 1993 and through second quarter of 1994
show U.S. commercial banks outperforming
the foreign sector in asset and loan growth (see
figure 1).

The growth of the foreign banking sector
during the 1980s accelerated much more rapid-
ly in the Seventh District than in the nation as a
whole. While Japanese banks contributed to
this growth, so did the acquisition of two major
banks in Chicago by other foreign entities: In
1982 LaSalle National Bank was acquired by
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U.S.
U.S.-
owned
1980 $1,688.8
1985 2,502.9
1990 3,198.1
1991 3,200.6
1992 3,249.9
1993 3,429.7
1994 3,620.3
U.S.
U.S.-owned
1980 14,015
1985 14,058
1990 12,221
1991 11,742
1992 11,307
1993 10,827
1994 10,583

TABLE 2

U.S. banking market, U.S.-owned
versus foreign offices

Assets (billions)
Seventh District

Foreign
offices

$252.0
485.8
822.4
910.3
946.1
933.1
951.9

U.S.-
owned

$253.7
310.8
377.7
383.6
391.4
410.4
428.1

Number of offices

Foreign
offices

$9.7
275
73.0
7.7
78.6
78.5
86.2

Seventh District

Foreign U.S.-owned
441 2,745
621 2,592
700 2,159
726 2,092
686 2,010
660 1,919
652 1,879

Note: 1994 figures are second-quarter.
j Source: Board of Governors of the Federal Reserve System.

ABN Amro, a Dutch banking concern, and in
1984 Harris Bank was acquired by Bank of
Montreal. Both of these foreign banks have
been active in acquiring other banking institu-
tions in the District, thus expanding their mar-

1980
1985
1990
1991
1992
1993
1994

Assets

(billions)

$252.0
485.8
822.4
910.3
946.1
933.1
951.9

Market share

13.0%
16.3
20.5
221
22.5
21.4
20.8

Note: 1994 figures are second-quarter.

Source: Board of Governors of the Federal Reserve System.
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Foreign

37
60
76
75
71
70
69

ket share even further. The for-
eign banking sector now accounts
for 17 percent of the District’s
total banking assets, slightly less
than the 21 percent for the total
U.S. market. However, the for-
eign sector’s share of the District
loan market—also 17 percent—is
similar to its share of the U.S.
loan market.

Since lending has traditional-
ly been one of the major lines of
business in banking, it is useful to
see how foreign banking offices
have competed with their U.S.
counterparts in this activity over
the years. This is indicated by
two measures: changes in portfo-
lio composition and changes in
the loan-to-asset ratio. The first
measure reveals changes in re-
sponse to demand or management
strategies; the second gauges
concentration, that is, the relative
importance of loan production
versus other assets.

Over the period 1985-94,
both foreign banking offices and
U.S.-owned commercial banks
have responded to the needs of
two important loan markets—real

estate and commercial and industrial." Within
those categories, the two groups of banks have
focused differently. Among U.S.-owned
banks, real estate loans have grown from 27
percent of the value of total loans in 1985 to

TABLE 3
Foreign banking offices’ market share

Total loans
(billions)

$148.9
265.4
408.1
426.8
435.8
416.1
412.0

Market share C&l loans Market share
(billions)

14.1% N/A

151 $115.3 19.7%

171 198.8 27.6

18.2 212.1 30.9

18.7 215.9 322

17.2 205.9 31.0

16.6 210.0 30.3

23



nearly 43 percent in 1994, while their share of
C&I loans has decreased from 31 percent to 23
percent. Together, the loans in these two cate-
gories have grown from 58 percent to 66 per-
cent of the value of total loans. The change in
the loan portfolios of foreign banking offices is
quite different. Both categories of loans have
grown in proportion over this period, real es-

tate loans from approximately 11 percent to 22
percent and C&I loans from 43 percent to 51
percent, for a combined increase of 19 percent
(see table 4). Subsidiaries account for the
largest portion of the absolute increase of each
loan type over the period, but branches and
agencies have had larger percentage increases.

Despite the above figures, foreign banking
offices have reduced their loan-to-asset ratio
every year since 1980. In 1980, loans com-
prised 59 percent of assets; by 1994 they had
dropped to 43 percent. As figure 2 shows,
foreign branches have been most active in
reducing their loan-to-asset ratio, while agen-
cies have maintained theirs at around 56 per-
cent over the last ten years. U.S.-owned com-
mercial banks and foreign subsidiaries did not
begin to reduce their ratios until 1990.

The pattern of loan portfolio composition
for U.S.-owned banks in the District is similar
to that of U.S.-owned banks nation-wide. But
foreign banking offices in the District hold a
smaller proportion of real estate loans and a
greater proportion of C&I loans in their loan
portfolios, compared to foreign banking offices
nation-wide (see table 4). The changes in the
loan-to-asset ratios of commercial banks and
foreign banking offices in the District is similar
to the U.S. pattern; that is, U.S.-owned banks
have only started to decrease their loan-to-asset
ratio since 1990, whereas foreign banking
offices have been decreasing theirs since 1980
(see figure 2). However, total foreign banking
offices in the District have a higher loan-to-
asset ratio than foreign offices nation-wide, 56
percent for the District versus 43 percent for
the U.S. Branches in the District still have a
much higher ratio than in the nation as a
whole. This is probably because of the differ-
ent home countries of the branches concentrat-
ed in the District as compared with the nation
as a whole.

In sum, then, the lending patterns as well
as the changes in loan portfolios of foreign
banking offices versus U.S.-owned commercial
banks do vary. Individual countries have ex-
hibited patterns of their own in both the U.S.
and the District.

Country analysis

In 1980, 56 of the 441 foreign branches
and agencies in the U.S. were Japanese-owned,
with assets of $61 billion, or almost 41 percent
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TABLE 4 nation in that for all major coun-

Real estate and commercial loans tries except Japan, District offices

(percent of total loans) concentrate tg a greater degree on

the commercial loan market; that

U.S.-owned Total foreign is, their ratio of commercial loans
commercial banks banking offices

to total loans is larger in the Dis-
Real estate C&l Real estate C&l trict. AISO, Dutch Offlces in the
District hold more real estate loans

IZ:: us. 7 1% 31.3% 10.5% 43.4% and significantly more C&l loans
as a percentage of their loan portfo-
1990 39.9 26.3 20.5 48.7 lios than Dutch offices in the rest
1994 427 23.3 221 51.0 ofthe U.S.
Seventh District The slowing of most major
1985 27 3% 31.4% 7 2% 49.5% countries’ economies over the last
1990 39.0 29.5 19.3 58.0 two years ha§ h ad_an Impact on
1994 429 266 165 610 forelgn activities in the U.S. In the
banking sector, assets at Japanese
Note: 1994 figures are second-quarter. banks have fallen, as has Japan’s
Source: Board of Governors of the Federal Reserve System. share of both the total and foreign

bank sector in the U.S. Italian
banks have also lost market share

of total foreign branches and agencies’ assets in the foreign banking sector, allowing banks

(see figure 3).2 Canadian banks had the next

largest presence, with assets of $15 billion or

10 percent of the total, followed by French

banks with $12 billion or 8 percent of total.

By mid-1994, Japanese banks still had the

largest foreign presence, with 128 offices and

$326 billion in assets, or about 46 percent of

total foreign branches and agencies’ assets.

French banks had moved into second place

(%84 billion in assets, or almost 12 percent of

total), followed by Canadian banks ($46 billion

in assets, or more than 6 percent of total ).

As table 4 shows, C&I loans dominate the
total combined loan portfolios of foreign
branches and agencies. Canadian, Japanese,
and U.K. offices all had over 50 percent of
their loan portfolios in commercial loans in
1985 (see table 5). In that year, only Canadian
and Dutch offices had a significant portion of
their portfolios in real estate loans. By 1990,
other countries had entered the U.S. real estate
loan market, with both Japanese and U.K.
offices significantly increasing their portfolio
share of real estate loans. By 1994, Japanese,
German, U.K., and Canadian offices held sig-
nificant portions of their loan portfolios in real
estate loans.

Unlike the national picture, Canadian and
Dutch banks have a larger presence in the Sev-
enth District than French and Swiss banks do.B
The District also varies from the rest of the
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FIGURE 3
Major countries’ assets and loans, U.S. and District

Foreign assets by country
U.S., 1980 District, 1980

u.s., 1994

ltaly 3.3%

Total loans by country
U.S., 1980 District, 1980

Netherlands 2.0%

Netherlands 3.5%
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from France, Canada,
Switzerland, and develop-
ing countries to capture
more of the U.S. market.

Assessment and
outlook

The U.S. benefits
from foreign banks and
their foreign customers in
many ways. Foreign
banks bring expertise and
knowledge that U.S.
banks may not have de-
veloped or not shown an
interest in; foreign banks
have contacts from their
home countries that en-
able them to do business
or enter markets that U.S.
banks may be unwilling
to enter; and foreign
banks or their customers
may bring capital from
home country sources, as
happened during the
1980s when many Japa-
nese investors entered the
U.S. market. Employment
at U.S. nonbank affiliates
with Japanese ownership
grew from 6 percent of
total affiliate employment
in 1977 to 155 percent in
1992.4

Does it make a dif-
ference who provides
U.S. credit needs as long
as those needs are ulti-
mately met? That was
one of the questions
posed by a task force of
the Flouse Committee
on Banking, Finance, and
Urban Affairs, formed in
1990 to study the interna-
tional competitiveness of
U.S. financial institu-
tions. The report of this
task force sketches some
concerns regarding an
increased foreign pres-
ence in the U.S. banking
industry.b



E TABLE 5

,ﬁ Loan portfolios of major countries’ foreign branches and agencies

E

o u.s. Seventh District U.S. without Seventh District

§ Percent of total loans Percent of total loans Percent of total loans

; Total loans R/E loans C&l loans Total loans R/E loans C&l loans Total loans R/E loans C&l loans

Q (billions) (billions) (billions)

9 1985

g Japan $65.1 0.4% 50.0% $3.3 0.2% 45.7% $61.8 0.4% 50.2%
France 10.0 2.0 39.4 1.0 0.0 67.0 9.0 2.3 36.3
Switzerland 12.6 0.4 26.8 0.5 0.0 92.4 121 0.4 24.1
Germany 5.8 0.2 34.7 0.5 0.0 63.1 53 0.2 32.2
Italy 22.7 0.0 28.5 21 0.0 31.2 20.7 0.1 28.2
Canada 15.8 24.6 61.7 1.8 20.0 61.5 14.0 25.2 61.8
Netherlands 23 14.5 11.8 0.1 22.7 63.4 2.2 14.2 9.8
United Kingdom 9.3 2.7 51.0 0.6 45 89.6 8.7 2.6 48.4
1994
Japan $141.9 21.3% 58.0% $17.0 12.4% 75.3% $124.9 22.5% 55.6%
France 17.7 55 69.6 2.8 0.6 75.7 14.9 6.4 68.5
Switzerland 23.8 4.7 58.6 11 0.1 98.1 22.8 4.9 56.8
Germany 10.6 9.8 37.6 0.6 4.3 32.1 10.0 10.2 38.0
Italy 15.6 13 31.9 12 1.6 52.0 14.3 13 30.2
Canada 20.3 12.0 72.6 7.6 16.4 61.6 12.7 9.4 79.2
Netherlands 9.8 31 82.5 18 3.7 75.6 8.0 3.0 84.0
United Kingdom 11.7 10.7 32.8 0.3 9.6 73.2 11.4 10.7 31.6

Note: 1994 figures are second-quarter.
Source: Board of Governors of the Federal Reserve System.
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Looking to the future, it seems likely that
the foreign presence in the U.S. banking mar-
ket will continue to level off or decline in the
years ahead. This seems especially probable
since countries such as China, Mexico, and
Brazil are the emerging markets of the coming

NOTES

*The U.S. requires foreign banking offices to report
financial data to the Federal Reserve Bank or the Office of
the Comptroller, depending on the office’s charter. The
data used in this article were taken from these reports,
known as call reports (FFIEC030 for FDIC-insured
commercial banks, and FFIEC002 for U.S. agencies and
branches of foreign banks).

""Connor (1994).

'Broker (1989), p. 9.

Jibid, p. 181.

Mbid, p. 181.

6The granting of securities-related activities is still done
on a case-by-case basis. To date, no U.S. bank has had a
major presence in the securities market.

TThe Japanese banking system has traditionally consisted
of specialized banks and financial institutions serving

unique markets or performing special functions.

"Japan still does not permit insurance underwriting, and
the U.S. permits it only on a limited basis.
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