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MARY A, LASCHOBER

Is the Illinois State Lottery a Winning
Ticket for the State? A Financial Overview

J^otteries have a long history as a source of govern-

ment revenue. They were often used to raise money for

pubhc purposes in colonial times. In fact, the early

Harvard and Yale universities were funded in part with

lottery proceeds. The Continental Congress even

approved a lottery to help finance the American

Revolution, but the lottery failed—the Tories had most

of the money.
The modem experience with government-run

lotteries began in 1964 when the New Hampshire

legislature authorized a twice-a-year sweepstakes on

horse race results, with the proceeds dedicated to public

education. The first great wave of lottery adoptions

occurred between 1971 and 1974 when ten northeastern

states, comprising 28 percent of America's population,

began operations. Since 1 970, state lotteries have been

the fastest-growing source of revenue to state govern-

ments in the United States. Net lottery income for all

lottery states has been growing at 29 percent per year

since fiscal year (FY) 1980,' accelerating to 36 percent

per year since FY 1984. By 1987, 22 states and the

District of Columbia operated lotteries; 6 other states

had authorized them,- and several states were actively

debating the issue.

Lottery Issues

Since its authorization in 1974, the Illinois State

Lottery has generated total lottery sales of over $7.6

billion and has paid approximately $3.7 billion in prize

money. In view of the lottery's acceptance and its

growing importance as a source of revenue for the state,

it is useful to review some of the issues associated with

the operation of a lottery.

First, the lottery has been criticized as providing

neither a sizable nor a stable foundation for government
revenue. Lotteries raise substantially less revenue than

the major broad-based taxes such as the sales, income,

and property taxes. Additionally, lotteries appear to

have a natural life cycle. As people become bored with

existing games, interest wanes and sales decrease.

Frequent introduction of new games and aggressive

marketing and promotion seem necessary to maintain

revenues. The lottery's dependence on new games for

growth can lead to inconsistent earnings from year to

year. This makes it difficult to forecast accurately

lottery profits and, thus, state revenue.

Second, all major revenue sources for state govern-

ment require considerable resources for their collection.

Studies indicate that most state taxes can be collected

at much lower costs than lottery profits. Analysis of

several lotteries reveals that from 1978 to 1984, average

administrative costs have often exceeded 15 percent of

total lottery revenue. Does this mean that lotteries are

an inefficient source of revenue for state governments?

The answer depends on which view of net lottery

revenue dominates.

On the one hand, it can be argued that the lottery is

a form of government taxation since the state raises

lottery revenue for the primary purpose of financing

other government activities. It is appropriate to label

the resulting net lottery revenue an implicit tax, with

a tax rate of 100 percent on net income, that is, all

profit is taken by the state. If this view is adopted,

collection costs are significantly higher for lottery

earnings than for comparable tax collections. On the

other hand, it is argued that a state-run lottery is a

profit-making enterprise that provides an entertain-

ment service that lottery customers seem to value.

Ticket purchases represent a voluntary payment to the

state government—unlike compulsory taxes. There-

fore, the lottery is not a source of taxation. In this view,

the administrative expenses associated with running a

lottery "business" are not comparable with tax

collection costs and may not constitute waste. Whether

it is proper for the state to reap monopoly profits from

lottery operations may be a more appropriate concern.

As more states adopt lotteries, competition grows for

players and dollars, stimulating more aggressive

promotion and marketing efforts. State competition

affects both the size and stability of lottery revenues

and administrative costs. Higher administrative

expenses, coupled with flat per capita sales, tend to

reduce lottery profits.

Third, although many states direct net lottery

earnings to the general fund, several earmark revenues

for specific functions. Illinois targets all lottery profits

for public elementary and secondary education. Despite

the fact that lottery earnings are assigned to the

Common School Fund within the General Revenue

Fund (GRF), critics argue that lottery earnings merely

replace other sources of revenue for education.

This article focuses on the financial aspects of the

Illinois State Lottery within the context of the

preceding issues. Are Illinois lottery revenues stable

over time, and do they represent a significant source of

revenue for the state? Have lottery revenues grown

since the creation of the Illinois State Lottery? What is

the distribution of total lottery earnings? And what is

the link between lottery profits and public education

expenditures in Illinois?



Lottery Proceeds from Individual Games

The 50 cent and one dollar games were the first

introduced in the Illinois State Lottery. Although the

two games combined drew in sales of over $ 1 29 million

in FY 1 975, interest in playing dwindled, causing steady

declines in yearly sales. The games were discontinued

in 1981. Instant Games, introduced in January 1976,

also experienced decreasing sales from FY 1 9 77 through

FY 1981. However, Instant Game ticket sales have

increased since then to a high of $226. 1 million in FY
1988, although growth has not been consistent.

Year-to-year changes range from a high of 103.4 percent

in FY 1983 to a low of -4.3 percent in FY 1987.

The Daily Game, in which wiimers match a

three-digit number drawn every evening, began play in

February 1980. Although it generated substantial sales

of $164 million in its first full year of operation (FY

1981), growth in sales slowed and eventually became
negative until FY 1988. Daily Game ticket sales of

$352.6 million in FY 1988 represented a 5.2 percent

increase over FY 1 987 sales. This game may or may not

continue to show growth in the future.

Another game available from the Illinois State

Lottery is Pick Four, in which winners must match the

four-digit number drawn every evening. Pick Four,

introduced in February 1982, continues to experience

increases in annual sales, although year-to-year growth

has varied considerably. Fiscal year 1984 sales increased

by 7.3 percent over FY 1983 levels, rose by 52.9 percent

in the next fiscal year, and dropped again by 13.9 percent

in FY 1988. Pick Four sales of $105.9 million in FY
1988 were less than half of Instant Game sales and less

than a third of Daily Game ticket sales in the same
fiscal year.

Variations of Lotto Six have been in operation since

February 1983, with current prize winners correctly

picking four, five, or six of the numbers selected from

a field of 54. Lotto has produced the most substantial

sales, reaching over $644.8 million in FY 1987. As with

other lottery games, however, growth of Lotto sales has

consistently fallen, with the FY 1988 amount decreas-

ing by 36.6 percent over FY 1987.

Lotto Seven, introduced in April 1987, may have

drawn sales away from Lotto Six. It operated briefly

from April 1987 through May 1988, when it was
replaced in the same month by Cash Five, a "mini-

lotto" game. Yearly sales figures are not yet available

for Cash Five.

Annual sales figures for individual lottery games
indicate that continued growth and maintenance of

current lottery revenues must be accompanied by
frequent variations in the product mix offered by the

Illinois State Lottery. Promoters need to design new
games and advertisements in order to ensure continued

participation in the lottery. However, if increased

participation eventually levels off, revenues may
become relatively static.

Total Lottery Proceeds

Despite general declines in sales growth rates of

individual lottery games, the state lottery on the whole
has significantly enhanced the growth of GRF receipts

for most of the 1980s. (See Chart 1.) Total lottery

revenue, the amount of money the State of Illinois

actually receives from operating the lottery, consists of

total sales plus license fees and interest earned on
lottery proceeds. In FY 1988, total lottery revenues

reached over $1.3 billion, with net receipts exceeding

$487.9 million after deducting commissions to agents

and vendors, operating expenses, and prize winnings.

Chart 1. Total and Net Lottery Revenue, FY1975-
FY1988 (in millions of dollars}

Total Lottery Revenue

Net Lottery Revenue

Real Net Lottery Revenue
(in constant 1975 dollars)

1976 1978 1980 1982

Fiscal Year

Source State ot I

Net receipts, or lottery profits in current dollars grew

at a rapid pace from 1980-1987 with an aimual

compounded growth rate of 47.5 percent. During FY
1983, a period in which the trough of the most recent

recession occurred, lottery profits increased more than

all other GRF tax revenues combined.

This large amount of money surely has an impact on

the state's budget. However, lottery critics claim that

the Illinois State Lottery provides relatively small and

unstable amounts of revenue for the state. Illinois

lottery profits account for a modest share of the state's

General Revenue Fund—the fund that supports many



of the largest and most prominent state programs,

including elementary and secondary education. Net
lottery transfers into the GRF have averaged 2.4 percent

of GRF funds since the lottery's inception. The share

has risen from a low of .45 percent in FY 1 980 to a high

of 5 percent in FY 1987. The fraction fell to 4.5 percent

in FY 1988. When compared to other GRF revenues

such as sales taxes, which have averaged 30 percent of

GRF receipts since FY 1975, and income taxes, which
have averaged 34 percent, lottery profits do appear

relatively small.

The lottery may be viewed as a kind of sumptuary
or sin tax on gambling, comparable to liquor and

cigarette taxes. In comparison to these excise taxes,

lottery revenues seem somewhat more substantial. The
lottery has raised more revenue than these two taxes

combined since FY 1984. In FY 1988, liquor and

cigarette taxes totaled $312 million, while net lottery

income amounted to $488 million. Moreover, lottery

profits increased at a much higher average rate than

cigarette and liquor taxes combined from FY 1975

through the past fiscal year. This occurred despite

absolute declines in lottery revenue from 1977 through
1979 and a 67 percent cigarette tax rate hike in 1985.

Unfortunately, lottery profits vary far more, and more
unpredictably, than tax revenues. The flow of lottery

sales, the base from which the state ultimately

generates its profits, depends on the introduction and
decline of new state lottery products, lottery activities

in adjacent states, economic growth, and marketing
efforts. These factors tend to produce instability of

revenue flows and may effectively place an upper limit

on the growth of lottery receipts. Chart 2 reflects the
instability of lottery profits relative to other state

sources of revenue. Net lottery revenue grew by
approximately 26 percent in FY 1976 and then
decreased over the next three fiscal years. From FY 1980
through FY 1987, profits increased every year, but by
varying amounts. For example, FY 1981 lottery receipts

grew by 1 48 percent while profits in FY 1 98 7 were only
.5 percent greater than FY 1986 profits. Net lottery

revenue fell by 10 percent in FY 1988.

Chart 2. Year-to-Year Changes in Selected Illinois State Revenues, FY1976-FY1988 (percent change over previous

fiscal year)
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Indicates the introduction of a new lottery game.

* indicates a tax rate change.

Source: State of Illinois, Department of Lottery;

Illinois State Budget, selected years.
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It should be noted that the lottery has operated in a

relatively unstable environment. It is a comparatively

new revenue source, and both lottery administrators

and the public have gone through a period of learning

and adjustment. Other states have also introduced

lotteries that affect Illinois sales. The future may be

somewhat less volatile than the past. As evidenced in

Chart 1, total lottery revenue has remained fairly

constant at a high level over the past four fiscal years.

This may indicate that lottery participation has reached

a plateau with a rather substantial revenue base.

Several states adjacent to Illinois recently authorized

state-run lotteries. Iowa's lottery began operations in

August 1985, Missouri's in January 1986, and Wisconsin
started selling lottery tickets in September 1988. Voters

in Kentucky recently approved a lottery that should

begin operating by April 1989, and the Indiana

Senate/House Finance Committee has also discussed

establishing a state lottery. The lotteries in these border

states could have a significant impact on Illinois ticket

sales. In order to maintain Illinois' share of lottery sales,

more resources may need to be devoted to greater prize

winnings and marketing efforts, thereby reducing

Illinois' lottery profits. Still, because border states have
much lower populations than Illinois, they may be

unable to pull players away from Illinois due to their

inability to generate the jackpots that Illinois can offer.

Have neighboring state lotteries adversely affected

Illinois receipts? During the last three fiscal years,

ticket sales, and therefore lottery revenues, have shown
the lowest growth rates since 1979. However, neither

operating costs nor prize payouts as a percentage of total

revenues have increased by a great deal over that time.

It is not clear, then, that the lower growth rates result

solely from border state competition. The recent trend

may also be influenced by the other factors discussed

earlier.

Research has shown that lottery sales are very

sensitive to economic growth, increasing approxi-

mately 3 percent for each I percent increase in state

personal income. The relationship between Illinois

personal income and Illinois lottery sales indicates that

a I percent rise in personal income is accompanied by
a 3.04 percent increase in sales. However, this simple

relationship may be misleading. The introduction of

new games and new marketing and promotion
techniques, designed to broaden the lottery's base and
induce sales growth, have not been accounted for. A
careful study of the determinants of lottery sales would
allow for more accurate predictions about the effects

of state competition and economic growth.

Where Does the Money Go?

Of the total Illinois lottery revenue collected each

year since FY 1975, an average of 6.6 percent of the

money has been paid as commissions and bonuses to

ticket agents and vendors. Operating expenses, which
include salaries, advertising, and telecommunications,

have averaged 4.9 percent of total revenues, while prize

winnings have averaged 46.6 percent. Residual

revenues, or net lottery receipts, have averaged about

41.8 percent of total lottery revenues.

Table 1 shows the distribution of total lottery

earnings by category from FY 1975 through FY 1988.

Studies indicate that most state taxes can be collected

at a cost of about 5 or 6 percent of collections, including

both taxpayer and administrative costs. Compared to

these figures, Illinois lottery collection costs are quite

high, averaging 1 1.6 percent of total lottery proceeds

when commissions and operating expenses are

combined. However, the data also show that while

commissions as a percentage of total revenues have
stayed relatively constant since FY 1975, the share of

total revenues directed towards operating costs has

decreased over that period. Illinois has succeeded in

raising larger revenues at a decreasing cost over the past

14 years of lottery operations.

Plans for new lottery games must first be approved

by the Lottery Control Board. These plans include the

share of the game's sales that are to be awarded as prizes.

Prize payouts as a percentage of total receipts have

remained fairly constant, although FY 1988 winnings

jumped by almost 3.5 percent over FY 1987. Initially,

the lottery law stated that net lottery revenue could

never be less than 40 percent of the total revenue

accruing from the sale of lottery tickets. This effectively

prohibited a daily game since the combined administra-

Table 1. The Distribution of Illinois Total Lottery Revenue, FY 1975-FY 1988

Fiscal

Year

1975

1976

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

1987

1988

Note: Columns 3-6 are expressed as a percent of Total Lottery Revenue in (

Source: State of Illinois, Department of Lottery.

Total



live costs and prize payouts would not have permitted

fulfillment of the requirement. An exception to the rule

was allowed for fiscal years 1979, 1980, and 1981, and

the rule was repealed in 1981. Net revenue has only

fallen below 40 percent in fiscal years 1980 and 1988.

The Lottery's Link to Education Spending

Since the lottery was originally established to help

fund public primary and secondary schools, a 1985 law

was passed requiring that all net lottery revenue be

deposited into the Common School Fund. The intent

was to assure the general public that lottery receipts

were actually being earmarked for public education.

Prior to 1985, lottery profits were deposited directly

into the General Revenue Fund. Regardless of this

accounting formality, lottery profits are mixed with

other revenue available for state expenditures.

Therefore, it is difficult to determine the exact impact

that lottery revenue has had on public education

funding. Critics maintain that lottery earnings merely

replace other sources of revenue for education,

implying that lottery profits do not enhance the

education budget.

Ultimately the portion of the Illinois state budget

directed toward elementary and secondary education

depends on legislative appropriations. Although

education appropriations have risen from approxi-

mately $1.2 billion in FY 1973 to $3.3 billion in FY
1988, appropriations over the intervening years have

not followed a constant upward trend. In several years,

they have actually declined. For example, FY 1 988 state

elementary and secondary education appropriations fell

by 2.3 percent from their previous level.

It is also important to realize that lottery proceeds

constitute a rather modest share of the revenues that

finance education expenditures. Net lottery transfers

have funded from 1 .3 percent to 1 8 percent of education

appropriations since the lottery's creation. In FY 1988,

lottery dollars supported 16 percent of elementary and

secondary education appropriations, the GRF funded 65

percent, and various other state and federal funds

accounted for the remaining 19 percent of education

appropriations. Higher lottery yields, therefore, are

funding a larger share of the education budget.

However, additional lottery revenues do not necessarily

guarantee greater education appropriations on a

dollar-per-dollar basis.

The Illinois State Lottery has earned profits of

approximately $500 million in each of the last four

fiscal years, expanding the state's budget by this

amount. This implies that $500 million in other state

revenue was freed for government programs. Con-

versely, if the lottery did not exist, the state would have

needed to draw $500 million from other revenue

sources to meet its current elementary and secondary

education needs. It is hard to imagine that the loss of

this $500 million would not have a major impact on

all state appropriations, including education.

Comparison with Othei Lottery States

All states face the same difficulty of trying to

maximize net lottery proceeds without incurring high

promotional and administrative costs. How does

Illinois compare with other lottery states? In FY 1986,

Illinois ranked fifth in total lottery sales among lottery

states and the District of Columbia. Illinois' net lottery

income in FY 1 986 amounted to 5.5 percent of its state

tax collections (the third highest ranking state) and 3.9

percent of its own-source state revenue (the fourth

highest ranking state).

Table 2 compares Illinois' lottery performance with

that of selected states. Illinois raises lottery income of

the same magnitude as California and New York. Yet

on a per capita basis, Illinois enjoys an advantage over

the other two states, with $105.47 per capita lottery

Table 2.



income in FY 1987. Ohio, which has roughly the same
population as Illinois, also had lower per capita lottery

income of $93.60 in 1987. While Illinois' prize payout

rates are close to the average rate, its operating costs

run significantly lower than the other states represented

in Table 2. Only New York consistently outranks

Illinois in retaining a larger percentage of lottery

income as profits (net income). Illinois, then, appears

to be relatively successful in selling its products at a

comparatively low cost.

Conclusion

For most of the 1980s, the Illinois State Lottery

enhanced the growth in GRF receipts. However,

continued growth of lottery sales appears to depend

heavily on the introduction of new games and

marketing techniques. Future increases in lottery

income are not likely to be as robust as in past years.

Furthermore, lottery profits have not provided a stable

foundation for government revenue to date. Still,

income, sales, and property taxes have been a part of

the state's finances for a longer period of time. It is

likely that lottery receipts will stabilize as the lottery

matures.

Although Illinois lottery profits have not approached

the magnitude of the major broad-based taxes on
income, property, and sales, they are large relative to

many excise taxes and do enlarge the state's revenue

pool. Nevertheless, while lottery profits contribute

significant sums to elementary and secondary educa-

tion, they do not guarantee higher legislative appropri-

ations. In any case, the state has clearly come to depend
on lottery income, and its loss would have a major

impact on a variety of state activities. The Illinois State

Lottery fares well on a state-by-state comparison.

Illinois has been able to generate high per capita ticket

sales at a relatively low administrative cost.

This article, of course, does not exhaust the list of

issues concerning the adoption and operation of a

state-run lottery. Several other interesting questions

might be asked with regard to the Illinois State Lottery:

Could private firms operate lotteries more efficiently

than the state? Should the state promote gambling?

What factors influence lottery ticket sales? And what
is the lottery's impact on business activity in Illinois?

These are further topics that could be examined in light

of Illinois' lottery experience.

Note
'Fiscal years run from 1 luly to 30 June of the subsequent calendar years;

e.g., FY 1988 ended on 30 June 1988.



ROBERT P. HARTWIG

The Ratings Game: Will the Winner
Please Stand Up?

V^ompetition between states to attract new business

investment has been markedly intensified in recent

years. States compete on a number of fronts based on
the availability and cost of resources essential for doing

business as well as on issues concerning the quality of

life. In addition, it is not at all uncommon for states to

offer special tax and financial arrangements designed

to entice the prospective investor or entrepreneur.

Given that billions of investment dollars, thousands of

jobs, and increased tax revenues are potentially at stake,

states can be expected to continue to jockey for position

in the race for the most favorable business climate.

While most states are eager to help facilitate

broad-based business expansion, this is especially true

in the so-called "Rust Belt" states of the Midwest and

Great Lakes Regions. Hit particularly hard by the

decline of American heavy industry over the past two
decades, these states have sought to offset and adjust

to these losses by attempting to attract new investment

capital from both domestic and foreign sources.

States in these regions unavoidably suffer from an

identity crisis. On one hand, they seek to shed their

perceived image as being in a perpetual state of decline.

On the other, a state in search of new sources of

investment faces not only the task of creating a

favorable self-image but also the additional problem of

distinguishing itself from competing rival states.

The extent to which such distinctions are made is

not limited to deals worked out between state officials

and corporate executives during smokey boardroom
discussions. A state's image to the public is equally

important. Illinois, for example, in the past year

mounted a television advertising campaign targeting

the small business investor in which the state touted

itself as fertile ground for the growing company. As
evidence, these advertisements featured the testimo-

nials of generations of family-owned and operated

businesses.

On the foreign front, GovernorThompson has made
trips to both Asia and Europe in hopes of conjuring up
additional investment from abroad and joint partner-

ships with existing domestic firms. Illinois also

maintains offices abroad for the express purpose of

facilitating foreign investment within the state.

Competition is also keen for lucrative government
contracts. Most recent was the unsuccessful bid by
Illinois and several other states to attract the $4 billion

Department of Energy supercollider project, ultimately

awarded to Texas, and a successful bid to attract a

research center on superconductivity.

In light of such spirited interstate competition, the

entrepreneur or potential investor is almost certain to

have his number of "best" locations identically equal

to the number of states he chooses to investigate. Every

state, each for its own reasons, will easily be able to

justify to the potential investor why it alone is ideally

suited to serve the special needs of his business. Thus,

the question of location remains.

Ratings Agencies: Do They Remove or Introduce Bias?
'

The gap created by the lack of impartiality by the

states is filled in part by independent agencies that rate

states on a variety of factors ranging from the number
of companies experiencing rapid growth in the past year

to the relative abundance of amenities affecting the

quality of life.

Two of the leading agencies that evaluate states on
a broad base of factors are the Corporation for Enterprise

Development (CED), a nonprofit research group based

in Washington, D.C., and Grant Thornton, a Chicago-

based accounting and management consulting firm.

The rival ratings firms do not, however, clearly resolve

the question of which states provide the best business

climates. Table 1 shows CED's^ and Thornton's

selections for the top and bottom ten business climates

in the United States. The ratings for a third organiza-

Table 1



tion, Inc. , are shown as well .'^ It would appear that CED
and Thornton must either be evaluating states on a

different set of criteria or have quite divergent opinions

as to the relative importance of factors contributing to

a state's final ranking.

The discrepancies between the CED and Thornton

rankings are striking. All of Thornton's hot spots, save

Virginia and North Carolina, are located west of the

Mississippi, with North Dakota occupying the coveted

number one position. On the other hand, all six New
England states are represented in the CED top ten list.

In fact, there is not a single state that CED and

Thornton commonly rate as being among the top ten.

And in the battle for the bottom ten, the only agreement

is that West Virginia and Louisiana deserve such a

dubious distinction.

Rankings of individual states also tend to vary

substantially between the two indexes. North Dakota

plummets to the 26th position under the CED criteria

(and all the way to 49th in yet another set of ratings by

Inc. magazine), while Maine falls 36 slots from a

reputable fifth under CED to an abysmal 41st under

Thornton.

What are the sources of these large discrepancies?

There are essentially two factors contributing to the

disparity between rankings. First, there is a marked
difference in the scope of the two systems, with CED
providing a much broader measure of both direct and

indirect influences on the business climate. Thornton,

on the other hand, in its own words, bases its rankings

on "...measurement of 21 factors viewed by manufactur-

ers as important to business success. Factors are

oriented toward cost of doing business and availability

of resources."

In fact, as compared with Thornton, CED incorpo-

rates nearly five times the number of categories in its

analysis.

While the scope of factors brought under considera-

tion is crucial to the determination of the final ranking,

the second contributor to the ranking disparity problem

is equally important and is implied by the quote from

Thornton. This second factor is the focus taken by each

agency. Thornton's emphasis is almost exclusively

confined to those factors directly influencing business.

This is easily seen in Table 2, which shows Thornton's

21 categories and the weight assigned to each. Note
that cost and unionization criteria are given substantial

weights.

Table 3 gives an overview of factors considered by

CED. This ranking system is divided into four major

indexes, each having various numbers of subindexes.

These subindexes are, in turn, again subdivided. In all,

CED ranks states on 100 different criteria. For example,

under the performance index, there are five subindexes:

Employment, Income, Job Quality, Equity, and Quality

of Life. Subdivisions of these (not shown) are numerous.

In the case of the Employment subindex, for example,

one has employment growth, the unemployment rate,

duration of unemployment, and status of displaced

workers.

Table 2.



while it may be argued that the breadth of the CED
ratings criteria tends to dilute the importance of factors

that most directly influence business climates, the

reality is that states presently experiencing the greatest

economic growth are nevertheless better represented

by that index. Robert Friedman, president of CED, was
recently cited in the Wall Street lournal defending his

rating system and criticizing Grant Thornton's.

Friedman chides Thornton for too easily dismissing

such factors as literacy rates, poorly maintained

highways, and business ownership by women and

minorities, leaving too narrow a measure of states'

attitudes toward business.

Thornton's focus on costs necessarily leads to certain

biases. In particular, states with a high degree of

unionization, high wages, and/or larger state-mandated

compensation benefits and payments, such as those

located in the traditional industrial states in the

Midwest and Great Lakes regions, do not rate favorably.

This regional bias will be taken up in the next section.

Thornton's rankings promote states in which the

business climate is ripe for growth only in a least cost

sense. Friedman claims that Thornton is at odds with

reality on this issue because the majority of recent

manufacturing growth has occurred in existing

industrial states like Ohio and Michigan (the two
lowest ranked states under Thornton).

Focus on the Midwest and Great Lakes Regions

Of particular interest in this section are the ratings

assigned to Midwestern and Great Lakes states. Here,

both indexes again disagree, but not as radically as for

those states found among the top ten. In general, states

found in these regions do not rate well, with Thornton

assigning rankings lower than those of CED. Table 4

shows the rankings of each state in these regions for

the major categories under both Thornton and CED
criteria.

With the sole exception of Missouri, low rankings for

all categories predominate under Thornton. Because of

these consistently poor showings, it is easy to

understand why three of Thornton's worst ten and six

of the bottom twenty business climates are located in

these regions. Seven out of eight fall into the lower 50

percent.

Michigan, Ohio, and Illinois are the biggest losers.

Michigan, dead last in the overall rankings, is also dead

last in the Labor Cost category due to the predominance

of organized labor in the state. Poor showings for

state-regulated employment costs as well as availability

and productivity of resources provide more than enough

additional drag to pull Michigan down to last place.

Ohio, ranked second to the end, shares with Michigan

the high labor cost and the problem of availability and

productivity of resources, with an additional low

ranking under the category of state and local govern-

ment policies.

Illinois ranks the worst nation-wide under the

category of state-regulated employment costs and a

lowly 40th in the quality-of-life index, leading to a

dismal overall ranking of 42.

All states in the region except Missouri fare better

under the CED indexes. Michigan, Minnesota,

Wisconsin, and Ohio all have rankings among the top

ten for various categories. These are highlighted by the

first, second, and third places received, respectively, by

Michigan, Ohio, and Minnesota in the policies category.

The remainder of the Midwest/Great Lakes region is

distinguished neither by high nor low rankings but

rather by mediocrity. Illinois, Indiana, and Iowa receive

Table 4. Midwestern and Great Lakes States' Rankings

Thornton Rankings

Category Illinois Iowa Michigan Missouri Ohio Wisconsin

Overall



middle-of-the-road marks, with lUinois showing some

promise under the capacity and pohcies category.

Asking the Right Questions

Putting the confhcting results of the CED and

Thornton surveys into perspective is a difficult task.

While CED appears to give a clear picture of where

business growth is presently taking place, Thornton

gives preference to states where it seems that the

potential for growth exists.

As previously mentioned, part of the disparity

between the two indexes is rooted in the focus and

scope of each survey. But beyond the issues of focus

and scope are other matters. At a very basic level, one

might ask whether the CED and Thornton ratings are

completely relevant. In other words, are the right

questions being asked? Here, one can only suggest

additions or deletions for the rating agencies' criteria.

It is possible, however, to construct indexes based on

somewhat different criteria. For example, a pure

"bottom-line" criterion coupled with an overriding

subjective criterion based on the response to the

question; "But would you really locate there?" Thus,

while the bottom line may still be largest in North

Dakota, the potential investor may reject that option

for no other reason than a distaste for cold weather.

Concluding Remarks

Most states would agree that the ratings game is a

difficult one to understand, and the outcome is

somewhat less than clear. Some states, such as the

Dakotas and Nebraska, for obvious reasons, will prefer

the Thornton rankings. Others, such as the Midwestern

and New England states, will prefer the CED rankings

for reasons that are equally obvious. Midwestern and

Great Lakes states, however, fare poorly under

Thornton and rise only to mediocrity with CED,
suggesting that the truly best business climates are not

located within those regions.

The inconsistency between Thornton and CED is

nevertheless troubling and can only serve as an

additional source of confusion for the potential investor

or entrepreneur. The disparity between the two indexes

is not limited to the scope or focus of the ratings criteria

but may originate in the relevance of criteria or even

in the format of the index itself.

In any case, both indexes do provide some detailed

information on the particular determinants of the local

business climate and, as such, do provide a useful

service.

Notes
'Data were drawn from the Corporation for Enterprise Development

publication Making the Grade: The Development Report Card for the

States, the Grant Thornton publication The Annual Study of General

Manufacturing Climates of the 48 Contiguous States: ind Inc. magazine's

annual "Report on the States" (October issues).

^CED does not compile an overall rating for states. Rather, ratings are

given for individual indexes presented in Table .?. Rankings for the top and

bottom 10 business climates in Table 1 are taken from the Performance

Index.

^Inc. ratings are included only for comparative purposes and are based

on only six factors: number of new jobs, growth in jobs, number of new
companies, business birthrate, number of "fast-growth" companies, and

percentage of fast-growth companies.
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WILLIAM R. BRYAN
Economic Outlook for Illinois

£/conomic activity in Illinois will quicken in the next

two years according to the Illinois Econometric Model.

The expansion in the Illinois economy is summarized
chiefly in rising income, but it also is reflected by a

gradual upward movement in employment. Continuing
the trends of recent years, it is projected that the overall

growth in the Illinois economy will be uneven. Rapid

increases in incomes originating in services, finance,

and trade will offset declines in mining and only mod-
erate growth in construction and manufacturing.

Total personal income in Illinois will expand 7 per-

cent in 1989, up sharply from the 3.6 percent growth
during 1988. According to the forecast, the rate of per-

sonal income growth will rise further in 1990. The anti-

cipated growth in income will exceed the increase in

the general price level. Following a 4.5 percent rate of

inflation during 1988, the forecast indicates that prices

will rise 5 percent in 1989 and 5.2 percent in 1990.

These data imply that real personal income in Illinois

edged downward 0.9 percent in 1988; will expand 2

percent in 1989; and will rise 3.7 percent in 1990. In

short, the forecast for Illinois indicates that there will

be substantial improvement in the next two years.

The anticipated gains in Illinois employment do not

include a recovery in manufacturing. Increases in em-
ployment will be centered in wholesale and retail trade;

finance, insurance, and real estate; and services gener-

ally. Within Illinois manufacturing, the only antici-

pated gains will be in primary metals and in chemicals.

In any event, the total prospective expansions in non-
farm employment are minuscule: 0.1 percent in 1989
and 0.5 percent in 1990.

These state projections are tied to forecasts of future

developments in the national economy. The underlying
forecast indicates that the US economy will expand
moderately in 1989, with employment rising suffi-

ciently to bring about slight reductions in unemploy-
ment. At the same time, the national forecast includes

an acceleration in the rate of inflation and some upward
movement in interest rates.

The user of the Illinois forecasts must bear in mind
their relation to the national forecasts. As future de-

velopments in the nation's economy depart from the

forecasts upon which the Illinois projections were pre-

dicated, the Illinois forecasts become outdated. There
is an additional important caveat. Even if developments
in the nation as a whole turn out to be reasonably con-

sistent with expectation, there is likely to be fairly large

variance in the experience of the individual states. The
variance of a whole is smaller than the variance of its

constituent parts considered separately. As a conse-

quence, the estimated relationships between the nation
and Illinois are subject to substantial error.

This article is reprinted from the 1989 Illinois Economic
Outlook, an annual publication of the Bureau of

Economic and Business Research, available for a nom-
inal charge from the Bureau, 1206 South Sixth Street,

Champaign, Illinois 61820.

Current Indicators

Total personal income (millions)

Real personal income |millions|''

Private nonfarm employment

$203,128



Illinois Business Indexes

T ĥe economic outlook for Illinois is unclear based

on the BEBR's composite leading indicators. As shown
in Chart 1 , the trend indicator and the current indicator

have been fairly close over the past few months, and,

in fact, were identical in October. In November, the

most recent month of available data, the trend indicator

exceeded the current indicator. A continuation of this

trend in the next several months would be interpreted

as evidence of a slowing down in the Illinois economy.
However, given the movement of the leading indicator

series to date, there is not yet sufficient evidence to

make such a determination.

Individual indicators for Illinois also convey mixed
signals about the health of the state's economy. While
nominal weekly earnings in the manufacturing industry

have exhibited a moderate upward trend over the past

two years, weekly earnings deflated by the Consumer
Price Index (real earnings) have fallen during the same
period (Chart 2|. Real weekly earnings for November
1988 were 2.5 percent below the November 1987 level.

Further, 1988 monthly retail sales, measured in real

terms, experienced virtually no growth over the previ-

ous year. Chart 3 shows both seasonal patterns and

year-to-year changes in real Illinois retail sales. Real

sales in 1988 generally matched 1987 levels, with

November 1988 sales only 0.4 percent higher than in

the comparable year-ending period.

In contrast, per capita income in both current and

constant dollars has increased relatively consistently

since the first quarter of 1985 (Chart 4). Nominal per

capita income growth has exceeded the rate of inflation,

indicating an expansion of the Illinois economy. Real

per capita income for Illinois reached $14,724 in the

second quarter of 1988.

Residential housing permits issued for September,

October, and November 1988 were greater than their

respective 1987 levels, reversing the earlier weak trend

revealed in Chart 5. Finally, in the Illinois coal and

petroleum industries, changes in 1988 output levels

over 1987 levels fluctuated considerably (Chart 6).

However, production in both of these industries re-

bounded in November 1988. Based on the contradictory

signals relayed by recent Illinois data, then, future

prospects for the economy remain unclear.

ILLINOIS BUSINESS INDEXES



Chart 1. Composite Leading Indicators (average percent Chart 2. Weekly Earnings—Manufacturing
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Illinois Economic Outlook

X ersonal income in Illinois will have grown by 6.6

percent in 1988 according to the Illinois Econometric

Model. The model also forecasts a similar rate of growth

for 1989. Adjusted for changes in the price level, the

income annual increase is expected to be about 2

percent. The sectors that are forecasted to experience

the greatest real growth in 1989 are services (5.4 percent)

and finance (4.4 percent). Manufacturing is expected to

continue its decline, with negative growth of about 2

percent.

The impact of a sector's growth on the overall eco-

nomy depends on the size of the sector. The chart shows
the size of each sector as a percentage of total income.

Even a modest decline in manufacturing income has a

relatively large effect. In contrast, growth in the finan-

cial sector has only a moderate overall impact. As
Illinois' manufacturing base continues to erode, strong

growth in services or financial industries will serve to

moderate the adverse effect. At best, only a modest
growth in total income is likely.

Illinois Personal Income (percentage change from
previous quarter)

finance (10.5°o)

manufactunng (24.2'>i

wholesale/retail (19.7%)

Illinois Seasonally Adjusted Personal Income (nominal, at annual rates)
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DAVID F. LINOWES

Privatization for More Effective Government

M.Luch of our nation has become entangled in its own
power, stifling creativity and productivity. Government
agencies responsible for serving the people have become
muscle bound, almost to the point of paralysis when it

comes to considering more effective performance. At
the same time, other government agencies have reached
out beyond the realm of governance by injecting

themselves into business operations, to the detriment
of both government and business. These trends cannot
continue if our free enterprise, democratic society is to

survive and thrive.

The issue of the role of government in a democracy
has been raised and debated in the United States since

our nation was founded over 200 years ago. That same
debate has endured throughout the world, in every
nation of every culture. It is that debate, raising

essential political and economic questions, that has
given birth to the privatization movement. Privatiza-

tion is the transfer of government assets and/or

operations to private business interests. As such, it is

a recognition that government in any guise cannot be
all things to all people. In many nations, it is a reaction

against the socialist and Marxist vision that has exerted

so much influence in the twentieth century.

The President's Commission on Privatization

To help resolve the question of the proper division

of responsibility between business and government, 1

8

months ago President Reagan appointed a bipartisan

commission. I was honored to be asked to chair that

commission. In March of last year, I presented our
report to the President and the Congress.

After six months of intensive reviews and
deliberations during which we heard from 140

witnesses, we found that too many government
agencies are trying to solve today's social problems with
yesterday's solutions. We must break away from
archaic traditional ways and apply constructive

alternatives if we are to respond to the poor who need
housing, to students who need better education, to

prisoners who need rehabilitation, and to travelers who
need efficient air traffic control.

A key constructive alternative to solve the problems
that are overtaking our society is "privatization."

Essentially, this involves three basic guidelines. First,

government should reach out to opening its operations

to bring in the creative talents and drive of entrep-

reneurs and executives in the private sector. They can

help solve the major problems of our day. At present.



only those who work for government can help solve

the needs in medical care, education, poverty,

transportation. Our nation is trying to cope with some
of the most intractable problems with one hand tied

behind its back. The creative talents and ingenuity of

those in the private sector are excluded from direct

participation unless they quit their jobs and move onto
the government payroll. Yet, those active in the free

enterprise system are among the nation's greatest

resources. We should use them to achieve more
effective government performance. We can do that by
contracting out many of those operations. One-fourth

of the government work force performs functions that

compete with, and are similar to, work performed by
private business. Cutting back this slice of the public

bloat would contribute towards concentrating

government on governance, where it more properly

belongs.

Another guideline is that consumers who require

government service should be given a choice, and not

be captive of the particular agency—the public school,

medical clinic, or housing project—to which they

happen to be assigned. Such choice injects an
environment of competition—the powerful force of the

market place—in the delivery of social services. Public

school students should be given education vouchers,

freeing them to attend the public schools of their

choice. The State of Vermont has used education

vouchers for high school students since 1 899. Last year

over one-fourth of the high school population used

education vouchers, with strong parental satisfaction.

Low income families should he furnished housing
vouchers so they can select living accommodations of

their choice. Housing for the poor has been a failure.

For 50 years, our nation has attempted to satisfy the

needs of low-income families by furnishing them public

housing and some subsidized programs. Today we have
1.2 million public housing units. Two-thirds are in

substandard condition requiring an outlay of $25,000
on average per unit, or $20 billion. Many of these

housing projects are overrun by drug pushers and
muggers. Others have been demolished after only 1 2 to

15 years, such as in the cases of Newark, New Jersey,

New York City, and St. Louis, Missouri. These
buildings had been constructed with a life expectancy
of 50 years. Tenants living in substandard projects

should be supplied with housing vouchers so they can
go into the market place and successfully compete for

the kind of housing accommodations they require. We
can provide three housing units with vouchers for every
one that can be provided by building public housing
projects. Ten million low-income people need help, and
they are not getting it. A shift in resources towards
vouchers could help significantly.

A final guideline, government should not be in the

business of business. Our nation should not be a $250
billion money lender. Government has set up large

bureaucratic agencies to make direct loans to home
owners, farmers, students, business persons. These
same types of loans can be handled by banks who could

be contracted to charge the same low costs to the

borrowers, the government paying the difference

between the charge and the market price.

We have a well-developed banking industry with

established administrative procedures, well-qualified

to take over this function and administer it efficiently.

It would handle administrative detail only—not policy.

Presently, the default rate for government administered

loans is three times that of private operations.

Producing oil belongs in the private sector. Naval
petroleum reserves in Elk Hills, California, and Teapot
Dome, Wyoming, should be sold. The original reason

that President Taft acquired them has long passed. We
can realize some $4 billion from the sale of these assets.

The many billions of dollars freed up by the sale of

these and similar inappropriate government-owned
assets could better be invested in reducing the deficit,

or in better schools and housing.

In addition to these guidelines that I have described,

two caveats are necessary. First, government must
always be responsible for making policy and creating

standards for traditional government functions, even
when the operations of those functions are turned over

to the private sector. Thus, if air traffic control were to

be contracted out to private business, the Federal

Aviation Administration would always have to be there

to continue setting policies and monitoring standards.

Secondly, current employees' rights should always be

fully protected when implementing change. Such a

policy would help assure both employee and public that

even in private hands the performance of the function

would not be drastically changed.

Democratic government must be responsive to

citizens' changing needs, rather than be confined to

inflexible ideologies. Better methods of meeting the

requirements of the American people should be sought

so that both public and private institutions deserve and
receive the people's confidence.

There are a number of reasons a business enterprise

in an economically free market environment produces

goods and services in superior quality and quantity to

that of a government institution. Government
ownership or control often involves political influence.

When business-type decisions are based on political

expediency rather than business needs, the results can

be, and too often are, destructive. When a government
operation results in a monopoly, the impetus of market
place competition is lost. Consumers become captives

of a one-source supplier. Government agencies rarely

strive to improve productivity. Government executives

know they do not have to be concerned about being

forced to go out of business. Losses are replenished by
the federal treasury, an added burden to taxpayers.



We also have to consider that turning an operation

over to business carries with it an increase of the tax

base. The same function performed by private

enterprise generates tax revenues. Government-owned
operations often pay Hmited or no taxes.

It always had been assumed that government
operation would give the people better goods and
services at lower prices. Decades of experience have
proved this to be an incorrect assumption. Without the

competitive drive of the market place, performance

suffers. In considering change, we are aware that the

American people do not embrace initiatives that depart

too widely from their traditional experiences.

Therefore, we provide for incremental transfers to the

private sector. Our approach is to build gradual

successes. I shall describe a couple examples of how
privatization can effectively be applied incrementally.

Postal Service

In the Postal Service, a number of functions cry out

for private-sector involvement. Statutes mandating
postal monopoly for first and third class mail should

be repealed. When restriction on "Urgent" mail was
lifted in 1979, we witnessed the dramatic growth of

Federal Express, Purolator Courier, DHL, and others.

The United States Postal Service now serves only 12

percent of the express market. It is ironic to note that

the recent Postal Rate Commission's recommendation
for increasing first class mail from 22 cents to 25 cents

at the same time recommended that express mail be

reduced from $10.75 to $8.75. The reason given was
that the Postal Service wanted to be competitive in a

market dominated by private delivery services. In the

area where the Post Office has a monopoly, rates were
raised. In the area that the private sector had been
permitted to operate, the Post Office reduced the rates

in order to compete. Why not give the private sector

an opportunity to compete in first and third class as

well so that the public is served to the maximum?
There should be greater economic use of assets owned

by the Postal Service. For example, thousands of Post

Office buildings throughout the country occupy
valuable real estate. Often these buildings are no more
than two or three stories high. We should lease out or

sell the air space above the structures to entrepreneurs

for the construction of 10-, 20-, or 30-story office

buildings or apartment houses. The return to the postal

operations could run into the hundreds of millions of

dollars.

Local post offices in each community are essentially

self-contained operating units. Each day the personnel

receive bundles of mail that they sort and deliver to the

residences. Give them an opportunity to set up their

own businesses, contracting from the government for

this function, but require them to deliver the mail twice
a day instead of once; and keep the Post Office open
six full days a week.

Each community postmaster's facility thereby

becomes a franchise operation. Policies and standards

would continue to be set by the government. Any
savings resulting from improved efficiency would be

kept by the former employees, now owners of

employee-stock-ownership plans. Employees of the

Post Office, many of whom are in dead-end jobs, would
find themselves as part-owners of a private business in

which they share in the profits and the equity. After

each employee-owned operation is established, then
the government could welcome other bidders for the

contract.

Air Traffic Control

Air traffic control is another government function of

considerable public concern. Air traffic control officials

revealed to us during our site inspections that it takes

seven years from the time an administrator concludes

that he needs a computer component until it arrives in

place. By then the technology is already obsolete. Most
computer equipment used by air traffic control is over

20 years old. Because of civil service restrictions,

personnel practices are severely limited. For example,

an air traffic controller in a small, low cost-of-living

community earns the same as a controller in New York
or Chicago.

The very nature of our democratic government with
its checks and balances and procedures—the genius of

our democracy—does not lend itself to managing a

function requiring high technology and subject to a

constantly changing marketplace. Such an operation

requires an executive with full authority to act

decisively. Air traffic towers should be contracted out

or sold to competitive industry. Beginning with towers

in smaller communities, as private organizations

develop experience and organizational capacity, they

should expand into larger airports. Such functions as

training of air traffic controllers and the maintenance
of control equipment should be contracted out. Over
the years, the private sector should be given the

opportunity to take over this operation fully.

There are those who argue that the public would not

accept air traffic control by profit-oriented business

interests because of concern about safety. The
argument rings hollow when we recognize that airlines

are owned and operated by private industry, and that

the plane itself is manufactured by private business.

We entrust our lives to the pilot, hired by business, and

to airplanes manufactured and operated by private

companies.

Worldwide Privatization

A worldwide trend toward privatization is

accelerating dramatically. It has included governments

of all political persuasions, even some communist
countries. They are coming to appreciate the gains in

efficiency that can be achieved by involving the private



British Prime Minister Margaret Thatcher has made
the sale of government commercial operations one of

the principal themes of her administration. In addition,

her government sold more than a million government-

owned housing units to tenant residents. When I visited

the United Kingdom and met v^ith its top officials, I

learned that by selling those properties directly to the

tenants, the government divested itself of substantial

money-losing real estate, eliminated costly operating

subsidies, and is receiving income from mortgage

payments. At the same time, it made independent

homeowners out of dependent citizens.

Privatization in France has been a top priority since

March 1986. Turkey, Italy, Japan, and several African

nations have joined the movement. In my mission

undertaken to Argentina, Chile, and Uruguay for the

Department of State last July, I found considerable

privatization activity in those countries, and they are

eager to know how to do more (that is the reason I was
there). Chile, in particular, in recent years has had a

program that has transferred three-quarters of its

government enterprises to private business. (I might
add, unfortunately, political actions by Chilean

President Augusto Pinochet have not yet fully

responded to President Reagan's vital human rights

demands.) In the People's Republic of China, workers

are being allowed to buy shares in their enterprises,

which are slowly being freed from state and party

control. Even the Soviet Union is moving cautiously in

the same direction.

It is interesting that when I discussed our report with
President Reagan last March, he observed that in his

meetings with heads of state, the subject of

privatization constantly arose. It seems all governments
with whom he had been meeting had expressed their

desire to move forward aggressively with such

programs.

Conclusion

For almost a century, the worldwide trend had been
towards government growth, embodying the

nationalization of industry. In the United States this

movement took the form of subjecting industry to

increasing government regulation. It has now been
recognized everywhere that neither nationalization nor

too much regulation work. In rethinking the proper

relationship between government and the private

sector, privatization has once again raised basic

economic questions. Strong movements have emerged
to remove government from many of its business-type

activities. Interestingly enough, it was Supreme Court
Justice William O. Douglas who counseled that if

government powers are to be exercised wisely, it is up
to business to take the lead.

These issues go to the very heart of the economic
and political strength of our nation. The influence of

our remarkable, free democracy on world affairs is

directly tied to that economic and political strength.

Recasting some of the outward concepts of division

between government and business is most necessary at

this time. This work has only begun. It is my hope that

the kind of action initiatives that I have described will

lay the framework for involving the talents of private

entrepreneurs in performing what is now part of

government. They can help meet the needs of all our

people. The rewards for renewed national growth and
increased economic power can be overwhelming.

Professor David F. Linowes, served as Chairman of the

President's Commission on Privatization, Washington

D.C., and presented his report to President Reagan and
the Congress on 18 March 1988. Since 1976 he has been

Professor of Pohtical Economy and Public PoUcy, and
Boeschenstein Professor Emeritus at the University of

Illinois. He is also Senior Advisor to the Institute of

Government and Public Affairs. This article is adapted

from remarks delivered to the Noon Forum of the

Cosmos Club, Washington D.C., 13 December 1988.



PAUL C. BISHOP

Illinois Agriculture: The International

Dimension

Thhe agricultural sector of the US economy has

undergone tremendous financial and structural stress

in the last decade. Many of the causes and consequences
of agriculture's problems can be attributed to excessive

debt, weather conditions, and ineffective farm policy.

Another aspect of the problem is the recent crisis in

the international dimension of the farm situation.

Although there are many contributing factors, the most
important seem to be the sluggish demand for US farm
exports and the intensified competition for export

markets at a time when it is increasingly difficult to

sell our products abroad. Since Illinois is a major
contributor to the volume of US exports, the

international aspects of agriculture are of major
importance for the state as well.

From Boom to Bust

The robust growth in agricultural markets of the

early seventies promised an end to the problems of

oversupply and sagging farm income. Economic growth
abroad and increased demand for US farm products

supported a growing volume of farm exports. In 1970,

agricultural exports, primarily wheat, soybeans, and
feed grains, were about $7 billion; they jumped to $2

1

billion by 1974 and reached a peak of over $43 billion

by 198 1 (see Chart 1). The largest buyers were the

developing countries. In 1970, 30 percent of exports

went to developing countries, while by the early

eighties it was almost 50 percent. This increase was
fueled by growth in the world economy and the

availability of credit from the industrial nations.

Agricultural Trade

(cunent dollars)

Such unchecked growth had several consequences. A
consensus that the days of oversupply were gone
emerged following a significant reduction in excess
supplies. As farmers were encouraged to increase

production, more land, much of it of marginal quality,

was brought into production. Between 1972 and 1 98

1

acreage used for crop production increased by almost
25 percent. Approximately one out of every three acres

of farmland was used to produce crops for export. There
was rapid inflation of land values, allowing farmers to

borrow large sums and greatly to mcrease their debt
burden. By the early eighties, the most highly leveraged
producers, accounting for one-tenth of all farmers, owed
over $23 billion to commercial banks. Farm income
rose to a level not exceeded in the postwar period.

Even those not directly involved in agriculture

recognized the significant contribution that exports

made to the trade balance (see Chart 2|. The agricultural

trade surplus rose from about $1 billion in the late

sixties to over $26 billion in 1981. Growth in

agricultural exports was especially important at a time
when the nonagricultural trade balance was steadily

worsening.

Trade Balance

(current dollars)

By 1981, the boom was beginning to falter. Exports

began to decline, primarily due to the global recession

and a strong dollar. As third world countries struggled

under the burden of their enormous debt, demand for

US farm products diminished at a time when other

nations were increasing their share of export markets.

As long as markets were growing, there was room for

everyone to compete in the world marketplace. Once
the recession began, the vexing problem of oversupply

and sagging prices returned.

Market Share, Competition, and the Dollar

The international marketplace is now a much
different place from what it was in the seventies. While

the United States is still a dominant player in export

markets, it is no longer the only player. There has been



a steady increase in the share of exports contributed by
other nations. For example, the European Community
was a net importer of wheat in the seventies but now
exports about 15 percent of world export supplies.

Similarly, Canada has almost doubled its market share

in the wheat trade. In 1979, the United States had 80

percent of the corn market but now has only about 60
percent. Although still the largest exporter of soybeans,

the United States has seen its market share decline in

recent years as well.

The vigorous competition now facing the United

States results from a fundamental change in world

export supply conditions. Table 1 shows the results

from a recent study of comparative costs across various

countries. According to these results, the United States

is not the lowest cost producer of certain commodities;

even so, the United States is an important competitor.

Table 1. Costs of Production and Share of Exports

(1987. US doUars per metric ton)

Soybeans



Over the same period the value of the dollar increased

by 38 percent in nonagricultural trade and by 48 percent

for agricultural trade. In the last year of the index, the

value of the dollar declined by about 7 percent for

nonagricultural trade and by 5.7 percent for trade in

farm products.

The reason for the difference can be traced back to

the differences in the countries that import US
manufactures and those that import farm products. The
latter group is made up of a number of developing

countries. Developing countries are more likely to have
a fixed exchange rate regime rather than a floating or

managed floating system. Under a fixed regime
short-run market fluctuations are not translated into

exchange rate movements as quickly as in a more freely

floating regime. Therefore, it takes longer for a decline

in the value of the dollar to have a significant effect on
the demand for farm exports in these markets.

Illinois' Export Performance

Data on state agricultural exports routinely place

Illinois near the top of the ranking. In 1987 the state

was third behind California and lov^fa in the dollar value

of total exports, first in soybean exports, and second,

behind Iowa, in exports of feed grains (see Table 3).

Together, soybeans and feed grains made up slightly

over 84 percent of the agricultural exports of Illinois

compared to just over 37 percent for the nation as a

whole.

Table 3. Leading Agricultural Export States

(1987, millions of dollais)

Rank Value of

1987 1981 Exports

Primary

Products

California



WILLIAM R. BRYAN

The Value of Low Automobile Interest Rates

T,he automobile buying consumer is frequently

confronted with a choice between a rebate or a

financing opportunity featuring a below-market rate of

interest. Recently, I looked over several newspapers and
was attentive to radio and television commercials.

Within a short period I read, heard, and saw the

following:

Rebates up to $1,000 or 4.9% A.P.R.

4.9% A.P.R. for 24 months
6.9% A.P.R. for 36 months
7.9% A.P.R. for 48 months
8.9% A.P.R. for 60 months.

How can a person know which alternative is most
advantageous? Is it better to accept a rebate at the time

of purchase? Or, is it better to accept a reduced rate of

interest on borrowed funds ? Is it better to borrow for a

short period at a low rate of interest, or for a longer

period at a somewhat higher rate of interest? As is so

often the case, there is no generic answer. Instead, the

advantageous choice depends upon the specific set of

facts relating to the transaction at hand. But there are

ways of analyzing the problem that can be of assistance

in deciding among alternatives.

The Value of Favorable Financing

The value of favorable financing depends on three

factors. The first consideration relates to a differential

between the market interest rate and the favorable

financing rate; the second relates to the length of the

financing; and the third relates to the amount financed.

I present tables, each corresponding to a different

repayment period. Each table shows the value of

financing subsidies corresponding to alternative

market interest rates and alternative favorable

financing rates. Each subsidy is stated per $1,000

financed.

Consider the 4 percentage point differential emerging

from the combination of a 13 percent market interest

rate and a 9 percent favorable financing rate, with a

60-month repayment period (Table I). That

combination of interest rates results in an $87.67

subsidy per $1,000 financed. Thus, for example, if the

amount to be financed were $ 1 4,000, the total subsidy

would be about $1,227 (14 x $87.67). The same 4

percentage point differential, but one resulting from an

I I percent market rate and a 7 percent financing rate

results in a slightly larger subsidy ($89.28|. The
differences in the size of the subsidies among
alternative interest rate combinations result from the

fact that I have framed the problem in terms of discrete

compounding intervals (in years); with continuous

10



compounding the differences among subsidies would
disappear. Even with discrete compounding, the chief

consideration relates to the size of the differential, not

the specific combination of interest rates from which
it is formed.

But the size of a subsidy declines sharply as the

repayment period shortens to standardized maturities

such as 48, 36, and 24 months. Consider the first

example discussed above. The combination of 13

percent and 9 percent with a 48-month repayment
period results in a $72.4 1 subsidy per $ 1 ,000 financed,

down more than 17 percent from its value with a

60-month repayment period. The same combination of

interest rates with a 36-month repayment period results

in a $56.22 subsidy. And as the maturity shrinks to 24

months, the value of the subsidy falls to $39.06.

In the introductory paragraph several alternative

financing plans were identified. Each successive plan

involved a higher interest rate coupled with a longer

financing period. Which of these plans would be best?

To address this question it is convenient to assume that

there is a single market interest rate. For these purposes,

I assume that the market interest rate is 14 percent. It

is also convenient to round the financing rates to those

given in the tables. I round the 4.9 percent rate

associated with the 24-month financing period to 5

percent; the 6.9 percent rate associated with the

36-month financing period is rounded to 7 percent; the

7.9 percent rate for the 48-month period is rounded to

8 percent; and the 8.9 percent rate for the 60-month
period is rounded to 9 percent.

Given these convenient assumptions, it turns out

that the most valuable combination of terms is the one
with the longest financing period even though it carried

the most narrow interest differential. The subsidy

associated with the 5-percentage-point differential

between the 14 percent market rate of interest and the

9 percent favorable financing rate for a 60 month
financing period has a present value of $107.87 per

$ 1 ,000 of borrowed funds. By comparison, there is only

a $86.26 subsidy associated with the 9-percentage-point

differential (a 14 percent market rate and a 5 percent

financing rate) for the 24-month loan.

Perhaps it would be helpful to discuss a hypothetical

example of a typical automobile transaction. Assume
the following set of facts: One, the cost of an
automobile in addition to a trade-in is $11,750; two,

the market rate of interest for a 48-month installment

loan is 14 percent, and the installment rate offered by
the automobile dealer is 8 percent; three, the dealer

offers a $1,500 cash rebate as an alternative to the

attractive financing package.

Which is the most financially attractive alternative?

According to Table 2, the value of the subsidy

corresponding to a 14 percent market rate and an 8

percent favorable financing rate is $106.62 per $1,000
financed. Hence, for the transaction at hand the present

value of the subsidy would be about $1,253. Clearly,

the cash rebate is more valuable.

If, however, the financing package were for five years,

the comparison would be different. The present value

of the subsidy would be $128.58 per $1,000 (Table 1),

or a total value of about $1,511.

What the Consumer Needs to Know

The consumer needs to form judgments about three

sets of facts; the cost of the automobile with and
without favorable financing terms; the advantageous

rate of interest along with the market rate of interest;

and the amount to be financed along with the length

of the financing.

The identification of the alternative set of prices is

reasonably straightforward, but may involve tedious

shopping around. Typically, there is an explicit choice

between favorable financing terms and a rebate. It is

possible that there can be additional differences relating

to one-on-one bargaining. The identification of

alternative financing terms is similarly straightforward,

but may require shopping around. There will be a

description of the favorable financing package at

automobile dealerships offering such packages. The
dealer is likely also to be in a position to arrange

financing elsewhere at standard (or market) rates. Or,

the consumer may wish to arrange for financing at a

credit union, a commercial bank, or elsewhere

(including the use of past savings). From these

alternative sources the consumer can form an opinion

regarding what I have referred to here as the market
rate of interest. It is at this stage that the consumer is

likely to have sufficient information to determine how
much is to be financed and for what repayment period.

I do not mean to suggest that all of the factors just

discussed can be identified unambiguously. For

example, if an individual uses accumulated savings to

finance a current purchase, the cost can be viewed as

the lost earnings from the savings. But suppose the

financial stress resulting from the purchase of the

automobile turned out to be the chief factor in moving
a household into persistent use of credit card lines of

credit. Then might it not be reasonable to regard those

Table 1. Value of Financing Subsidy per $1,000 Financed, 60-Month Repayment Period.

Favorable Market Interest Rates

Financing Rates (In Percent)

(In Percent) 7 8 9 10 11 12
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very high interest rates as the proximate result of the

purchase?

In addition, it may be useful to take tax considerations

into account. It may be possible to arrange financing

through use of a line of credit based on equity in a

home. Under certain conditions, interest payments can

constitute a tax deduction. If this is the case, the

appropriate interest rate for use in Tables 1 through 4

is an after-tax rate, not the market rate.

The consumer should bear in mind that there is a

trade-off between the interest rate differential

associated with the favorable financing rate and the

period of time over which the financing is extended.

Given any differential, longer financing periods result

in larger subsidies. Given any financing period, wider

interest differentials result in larger subsidies. Because

of these trade-offs, the consumer must not be distracted

by the glamour of low interest rates. For, as the

examples given here demonstrate, it is easy to find very

attractive subsidies with a combination of narrow

interest differentials and long financing periods.

Concluding Remarks

The automobile industry has made artful use of

attractive financial packages and rebates as a means of

improving the marketing of automobiles. As in other

marketing applications, a strategy has emerged in

which the consumer has been presented with a

bewildering array of choices. In some marketing
applications, the choices involve explicit differences in

quality; in other instances, nothing more is at stake

than simple personal preferences. Sometimes the

consumer is in a good position to evaluate alternatives;

in other instances he or she is not. The consumer faces

substantial difficulty in deciding among financing

alternatives, or in choosing between a rebate or a

favorable financing plan. Although there are explicit

definable pecuniary implications, the necessary

analysis is somewhat technical.

As is often the case, the superficially attractive

alternatives do not necessarily hold the most value for

the consumer. But each case must be considered

separately, with the facts relevant to the individual

consumer for the specific transaction at hand. The
tables presented here can be useful in evaluating

potential transactions.

Table 2. Value of



The Value of a Below-Market Interest
Rate

The monthly subsidy, X^, can be thought of as

the difference between the monthly payment
based on the market rate and the monthly
payment based on the favorable financing

rate—that is, X, = X^ - Xf. The present value

of the monthly subsidy is given by

Thhe value of a subsidy stemming from a

below-market interest rate can be calculated as

follows:

First, X^, the monthly payment based on a

market rate of interest, t^, is given as

(1) X„ =

fr„

A (1 + rJ7.

where f is the amount financed and n is the

repayment period.

Next, Xf, the monthly payment based on a

favorable financing rate of interest, ip is

(2) X,=

Fr,

[(-o^)J

(3) PV, = X,
1
- 1

(1 + rj"

Substituting (1) and (2) into (3), we get

(4) PV, = f '

L (1 + r,r]
,

The subsidies in Tables 1 through 4 are

calculated by setting F to $1,000, then using

alternative values for if, r„ and n. Consider, for

example, the 13 percent market interest rate and
the 8 percent favorable financing rate shown in

Table 1.

(5) PV, = $1,000
I /.08/12

'

\. 13/1 2/

.t (1 + (.13/12))*

[-
1

(1 + (.08/12))"

$108.85.
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Illinois Business Indexes

J. he outlook for the Illinois economy remains

unclear based on the BEBR's composite leading

indicator series. The leading indicator series is

constructed to provide early detection of upturns or

downturns in the state economy. The behavior of the

series since 1972 compared to the subsequent

performance of the economy shows that a major change
in economic activity can be predicted when the current

indicator crosses the trend indicator for four or more
months. However, as shown in Chart 1, the series

recently crossed in October 1988 and again between
November and December 1988. Since then the current

indicator has been above the trend indicator. If the

current indicator remains above the trend indicator in

February and March, a continuation of the current

economic expansion would be predicted. However,
such an interpretation would be premature at this time.

Individual indicators document the recent health of

the state economy. As shown in Chart 2, Illinois

unemployment has been declining and is approaching

the national level for the first time in several years.

Manufacturing employment has grown steadily over

the recent past as can be seen in the statistical table.

Per capita, inflation-adjusted, personal income has

grown in each of the last four quarters. Construction

remains strong and has been on an upward trend for

the past six months (Chart 3).

As the length of an economic expansion grows, fears

of inflationary pressures on the economy usually

develop. To examine this possibility Chart 4 shows the

recent time path of the Consumer Price Indexes for the

north central United States urban areas under 50,000

in population and for the Chicago metropolitan area.

The Chicago CPI remains below its September 1988

peak. However, other indexes reveal consistently

increasing price levels. A key question regarding

economic health is whether there has been an
acceleration in price level increases. Over the past

several years the rate has been rather steady. If prices

begin to increase at an increasing rate, this would signal

a meaningful change in economic conditions. As
matters now stand, it is too early to identify a change

in inflationary conditions. The Illinois economy has

enjoyed a healthy expansion in the recent past, but the

future of this expansion is unclear.

Charts 5 and 6 show the seasonal pattern of real tax

revenues. The pattern for personal income taxes is

relatively stable, while that for the sales tax shows
considerable variation.

ILLINOIS BUSINESS INDEXES



chart 1. Composite Leading Indicators

(average percent in base indexes)

Chart 2. Unemployment Rates: Illinois vs. US
(seasonally adjusted)

Chart 3. Residential Building Permits

(12 month moving average)

Chart 4. Selected CPI, Chicago vs. North Central US

67 87

Feb May Aug

Chart 5. Illinois Retail Sales Tax Receipts

(in millions of constant 1967 dollars, rate adjusted)

I

Chart 6. Illinois Personal Income Tax Receipts

(in millions of constant 1967 dollars, rate adjusted)

Mar May Sep Nov

Mar May

15



^ . Illinois
Business

Review

Bureau of Economic and Business Research

428 Commerce West, 1206 South Sixth Street

Champaign, Ilhnois 61820

GIFTS fe EXCHANGE
• lERARY

Illinois Economic Outlooli

A slowdown in Illinois employment growth is

predicted by the Illinois Econometric Model. The total

employment level for the state is expected to rise by

less than 10 thousand during 1989, reflecting divergent

growth rates among the sectors of the economy.

Manufacturing is forecasted to lose about 27 thousand

jobs while employment increases in finance, services,

and wholesale and retail trade are expected to show

offsetting gains.

The chart illustrates the relative shares of each sector

in total private nonfarm employment in Illinois.

Services and wholesale and retail trade are the largest

employers, accounting for slightly less than 60 percent

of all nonfarm employment. It is interesting to note

that although wholesale and retail trade account for

nearly 30 percent of employment, this sector receives

only 20 percent of personal income. The presence of

part-time workers and lower wages compared to other

sectors account for this difference.

Illinois Employment
(lelative share by sector)

wholesale/retail (29.4%)

Illinois Seasonally Adjusted Employment
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W ĥen Chanute Air Force Base, located in the small

east-central Illinois community of Rantoul, appeared

this past December on a list of bases suggested for

closure, the dominant response was one of gloom and
pessimism. At first glance, the depressing assessment

offered by village leaders and others might appear to

have been justified. During fiscal year 1988 (FY88)

alone, Chanute had a payroll of $ 1 23.6 million. Various

studies place the number of dollars pumped directly

into the local economy somewhere between $107
million and $135 million. A study by two University

of Illinois researchers, Geoffrey Hewings and Dan
Spiegel, cites the potential for Champaign County
population to decrease by as much as 9 percent, sales

volume by 7.4 percent, and a debasing of local property

values by 20 percent.

A local bank president expressed the view that the

proposed closing of the base is "the biggest negative

[financial impact] to hit Champaign County since the

Great Depression" and that "The effect on Rantoul is

the same as it would be to Champaign-Urbana if the

University (of Illinois] closed." Such discouraging

judgments are rampant throughout central Illinois as

members of the local communities mull over their

expected losses.

Rather than to lament the immediate losses that are

likely as closure proceeds, the goal of this article is to

consider the possibility that Chanute Air Force Base

can be shut down without inordinant economic
distress. Indeed, there is a view that the base itself is a

hindrance to long-term real economic growth. As
private industry occupies Chanute, the Village of

Rantoul can benefit from an enhanced and diversified

tax base. It is reasonable to believe that there would be

a larger income and employment multiplier as a less

transient, more stable population takes root in the

community.
The closure of a military base leading to the eventual

rejuvenation of a community is not without precedent,

as will be made clear by example below. In fact,

municipalities that were once dependent on military

expenditure for their livelihood now find themselves

enjoying economic growth and prosperity far exceeding

the levels experienced when they depended on a base.

This article begins with a brief overview of the

present economic and demographic conditions in the

Village of Rantoul and in the surrounding county. It

then examines various mitigating factors that are

expected to lessen the adverse impact of base closure

on the region. Finally, it presents various short- and

long-run economic scenarios for Rantoul and

Champaign county.



Overview of Rantoul and Champaign County

The Village of Rantoul is located in the east-central

Illinois county of Champaign, 120 miles south of

Chicago, 185 miles northeast of St. Louis and 1 00 miles

west of Indianapolis. According to the most recent

official census in 1 985, the village population stood at

20,641. This figure includes the base population, both

permanent party (a total of 3,250 persons, including

dependents) and students (approximately 4,500).

The population of Champaign county in 1986 was
approximately 171,100. The two largest communities
within the county are the adjacent cities of Champaign
andUrbana, with 1980 census enumerations of 58,133

and 39,676, respectively.

The unemployment rate in Rantoul has traditionally

been low, usually between 5 and 6 percent. Champaign
county as a whole has one of the lowest unemployment
rates in the state at 4.2 percent for 1988, second lowest

of all 102 Illinois counties, and is well below the state

and national figures for March 1 989 of 5.4 percent and

5.3 percent, respectively.

Rantoul is not entirely dependent on Chanute for

employment. Table 1 presents a list of major

nonmilitary, nonservice employers. These six

industries along with Chanute (excluding military

personnel) provided about 50 percent of the

employment for Rantoul's average 1988 labor force of

5,972.

Table 1. Major Nonmilitary and Nonservice



Certainly the effects described above represent a

worst-case scenario. Moreover, the scenario appears to

have been played out in a world in which the village

simply awakens to the realization that the base was
abandoned overnight. Because of a heavy reliance on
interviews with local retailers attempting to gauge the

impact of closure, the economic impact estimates are

likely to be overestimated. But in fact, the base closure

will proceed over a period of several years and will thus

be anything but sudden or unanticipated.

Additionally, the figures cited by Hewings and
Spiegel are likely to over-estimate the true impact due
to the terms of closure specified in the closure bill

recently deliberated in Washington. Under these terms,

no action toward closure can be taken at the affected

bases before 1 January 1990, with closure to be

completed by 30 September 1995. Because of the time
required to construct facilities at other bases to replace

those currently located at Chanute, the village is likely

to find itself with nearly the full five year period in

which to find and attract suitors to the base.

The closure will be staggered, with sections of the

base withdrawing as facilities become available

elsewhere. Because of the staged withdrawal by the Air

Force, the immediate impact is unclear. It is even
difficult to determine what or when the relevant

"immediate period" is, given the length of the closure

period. It is quite clear, however, that a staged

withdrawal increases the adjustment period available

to the community and county and can have the effect

of substantially mitigating the impacts of closure.

Also because of the staged withdrawal, portions of

the base will become available before the terminal date

of 30 September 1995. As tracts become available, they

may well be leased by replacement industries with the

option to purchase after closure is complete. This
would be beneficial from the point of view of both the

village and the government. The village would have
solved many of the problems listed above as those left

unemployed by closure are employed by incoming
businesses or retain their former positions (as might be

the case for municipal employees). At the same time,

the Department of Defense would collect rent as

closure proceeded. Lessee arrangements would, thus,

have a substantial buffering effect on the economic
impact of the closure. Indeed, the village might
experience a tax windfall after the tracts of land on
what is now Chanute AFB become taxable.

Mitigating Factors: A Soft Landing

In the previous section it was stated that immediate
impacts from the base closure would be substantially

lessened by a staggered closure schedule at Chanute.
The staged closure, however, is only one of numerous
mitigating factors that will aid in softening the impact.

Other factors, also cited by Hewings and Spiegel, are

listed below:

• The 1990 Census will be complete long before

closure has been effected. Because of this, the village

(as well as all other affected communities) will

continue to receive income tax disbursements from
the state. In fact, Rantoul will receive phantom
payments for the second half of the 1990s. That is,

disbursements will be made on behalf of thousands
of people who no longer even reside in Rantoul. Even
now the village receives tax reimbursements based

on a population of about 20,000 while providing

municipal services to only about 1 0,000. The village

can thus expect to retain most of the 1 4.5 percent of

total revenues it receives from the state.

• As firms occupy vacant sections of Chanute, workers
there will create a demand for housing and
construction services in the community. In fact,

because 100 percent of all employees of private

industry will live "off-base", so to speak, an increase

in demand is virtually guaranteed. Because of this

100 percent "off-base" percentage, compared with
only 13.4 percent now, the market for available

housing is likely to firm up quite rapidly.

• Rantoul's 1987 property tax levy (payable in 1988)

was second lowest in Champaign County. The
aggregate tax rate on property in Rantoul was 5.73

percent, 7.1288 percent in Champaign, and 8.2618

percent in Urbana. At this rate, a $70,000 home in

Rantoul, assessed at one-third of value would pay

only $1,337. This compares with nearly $1,700 in

Champaign and over $ 1 ,900 in Urbana for a home of

equivalent value.

• The opening up of relatively affordable housing in

Rantoul may attract new residents (or even residents

of other communities) of the county away from
nearby Champaign-Urbana. The low tax levy is also

likely to serve as an impetus to relocate to the village.

The net effect is that new residents, who either are

associated with incoming Rantoul industries or

others outside of the community such as the nearby

University of Illinois, will absorb much of the

housing made available due to the closure. Once
again, because housing will become available on a

gradual basis as a result of the staged closing, it is

unlikely that there will be a large stock of vacant

housing at any given moment.
• Even in a worst-case scenario, that of unsalable

properties, the Office of Housing and Urban
Development would take control with the

understanding that property taxes would continue to

be paid by the Department of Defense.

• Rantoul stands to receive increased utility tax

revenues derived from Rantoul Area Industrial

Development Park as firms located there move
toward operation at full capacity.

The list of mitigating factors is augmented by the

present good financial standing of the community in

terms of its net indebtedness and level of expenditures.

Relevant factors in this regard include the following:

• The village does not provide municipal services to

the base, nor is it obliged to do so until closure is

completed and the base is converted for use by private

interests.



• According to the village Comptroller, Rantoul's
infrastructure will not require any substantial capital

outlays in the near future.

• While fire protection expenditures may need to be

maintained at current levels for geographic reasons,

there is no reason v^^hy police expenditures need to

be maintained at current levels if there is substantial

population loss.

• Rantoul's only major capital debt is a regional waste

water treatment facility that the Air Force and

Rantoul financed jointly. The Air Force is obligated

to continue payment on this debt in the future. In

addition, the village will be free to assess a sewer tax

to occupants of the base following closure.

It may appear that this has been an overly optimistic

assessment of the ability of the village to attract

industry to replace Chanute AFB. However, it appears

that optimism is justified in light of Rantoul's favorable

locale; its friendly industrial environment and extant

industrial base; its attractive tax climate; its successful

adjustment to a substantial personnel loss at Chanute
for the past several years (see Table 2); and historical

precedent involving successful and lucrative

transitions for communities having undergone similar

closures in the past.

Table 2. Population Trend at Chanute AFB: FY84-FY89
% % %

change Change Change
FY84 FY85 84-85 FY86 85-86 FY87 86-87

Permanent Party 2,304 2,351 2.0 2,467 4.9 2,447 -1.0
Students 4,009 4,607 14.9 4,711 2.3 4,227 -10.3
Civilians 1,223 1,208 -1.2 1,167 -3.4 1,094 -6.3

Permanent Party

Students

Civilians

Change Change Change
FY88 87-88 fy89 88-89 86-89

2,274 -7.1 2,206 -3.0 -10.6
3,628 -14.2 2,759 -24.0 -41.4
1,022 -6.6 972 -4.9 -16.7"

'This figure is - 20.5% in the period between FY84-FY89.
Source: Modification of Table 1 in Geoffrey Hewings and Dan Spiegel,

"Phase I: Report on the Village of Rantoul. Preliminary Economic Impact
Report of the Proposed Closure of Chanute AFB on the Village of Rantoul "

1 March 1989.

With regard to locale, it has been pointed out that

Rantoul is reasonably close to major midwestern cities

such as Chicago, St. Louis, and Indianapolis. In

addition, Rantoul is located on or near several major

interstate highways. The village itself is located on

Interstate 57, which provides a direct north-south route

between Chicago and New Orleans. US Routes 136 and

45 also pass directly through town. Nearby, are

Interstates 72 and 74, which merge with Interstate 57

in Champaign a few miles to the south. Also, rail

service is provided by Illinois Central Railroad and

Amtrak. Air service is easily accessed from the

University of Illinois' Willard Airport, which is serviced

by several major carriers such as TWA, United,

American, Piedmont, and Midway Airlines.

The village can exploit its proximity to the

Champaign-Urbana area, home to the University of

Illinois. Not only will Rantoul provide an alternative

housing market for those associated with the

university, but vacant space at the base would provide

an excellent low-cost locale for spin-off industries and
for firms wishing to work in close association with
university researchers.

The very existence of its present industrial base

constitutes the second reason for maintaining

optimism regarding the ability of the village to attract

new industry. Partly through impetus generated by
threatened closures in previous years, the village has

successfully attracted and fostered a substantial and
diverse industrial base for a community of its size (see

Table 1). Because firms have elected to locate in

Rantoul and because they have remained in the

community as they have grown, it is evident that the

business climate in the village is quite favorable toward
industry.

Because Chanute AFB lies entirely within village

boundaries, the village will gain 100 percent

jurisdiction over land usage after closure is completed.

As a result, it will be able to offer lucrative tax

incentives as well as amicable zoning ordinances.

A fourth reason for maintaining optimism is the

successful adjustment of the village to substantial

declines in military personnel over the past few fiscal

years. Despite losses of several thousand military

personnel, unemployment remains low and the village

government financially sound. The chart and Table 2

clearly show significant downward trends in permanent
party, student, and civilian populations at Chanute for

each of the last three fiscal years and for the past five

years in the case of students. Since FY86, Chanute has

lost more than 41 percent of its student population,

nearly 1 1 percent of permanent party personnel, and
since FY84 over 20 percent of its civilian work force.

Population Trend at Chanute AFB: FY84-FY89

Perceniage Change

There is ample evidence from similar closures of

military estabhshments to suggest that there truly is

life after the death of a base. Below are examples chosen

to emphasize the fact that communities far more

isolated and far worse situated than Rantoul can and

do prosper after closure.



Chippewa County, Michigan had been the home of

Kincheloe Air Force Base until it closed in the 1960s.

The year before closure the county had about 9,000

persons employed out of a labor force numbering
around 12,000, with a 21 percent unemployment rate.

Today, the county has an unemployment rate of only

7.4 percent with 13,425 of the 14,500 there employed.

Another 400 to 500 people are expected to be added to

payrolls during 1 989. What made Chippewa County so

successful in adjusting to life without the Air Force? It

certainly is not because Kincheloe was located on high

priced real estate in suburban Detroit or Ann Arbor. In

fact, Chippewa County is located on the northeast tip

of Michigan's Upper Peninsula, hundreds of miles from

any major city.

In 1 965 Schilling AFB in Salina, Kansas, shut down.
Salina is an isolated community located 100 miles

north of Wichita and 160 miles west of Kansas City

and buried deep within the American wheat belt. Upon
closure of the base, the community lost a large portion

of its population. But today the community is thriving.

More than 90 manufacturers have taken over what was
once Schilling AFB. The manufacturers employ nearly

5,000 people.

Bangor, Maine, located in the east-central portion of

the state, is another out-of-the-way spot. Bangor was
home to Dow AFB until its closure m 1968. The
community used its relative isolation in the extreme

northeastern United States to its advantage. Today,

400,000 passengers per year pass through what is now
an international airport located at the former site of the

air base.

Bases that are located in heavily urbanized areas tend

to have developers lined up to purchase property. This

is typified by Fort Sheridan, the other Illinois

installation marked for closure. Sheridan is located on
7.5 miles of lakefront property along Lake Michigan in

the high-priced Chicago suburbs of Lake Forest and

Highwood Park. According to one Wall Street Journal

Report, at least one developer sees the property as an

excellent opportunity to cash in. The developer has

placed over half a million dollars in escrow as a

proposed downpayment and has offered the Pentagon

an unsolicited bid for the property of more than $52

million.

This is just a partial list of success stories from
communities that have experienced a base closure. The
first three were chosen to illustrate that even far-flung

places can recover and actually benefit from closure.

Most important is the fact that these communities are

no longer dependent on a military base for their

livelihood. They now benefit from a diversified and
stable economic environment.

Success did not simply come unsolicited to the doors

of these communities. Rather, the communities had to

work hard to create workable solutions to their

problems. All of the successful communities agree that

initiative and quick action are key elements to survive

closure and to benefit from it. The successful com-
munities formed economic plans for base redevelop-

ment immediately upon news of a closure. All

emphasize the role of rapid mobilization of the entire

community and the heavy marketing of the base as an

asset.

Based on similar experiences with closures in the

1 960s, the US Defense Secretary's Commission on Base

Realignments and Closure cites five important steps

for the redevelopment of military installations.

• Form a local organization to provide strong

leadership and overall policy direction.

• Create a recovery action plan for redeveloping the

former military facility and for attracting jobs.

• Focus an economic recovery effort on the entire

community, taking into account the transportation

network, public facilities and services, health care,

housing and schools, and other attributes.

• Demonstrate a capacity to engage and sustain new
business growth through intensive, ongoing,

economic development programs.

• Obtain federal and state participation to buttress

local efforts by responding on a priority basis to the

key actions identified in the community recovery

program.

A Long-Run Scenario

What can the Village of Rantoul expect in the years

following closure? If the community is successful in

attracting lessee-occupants for the base before closure,

the long-run is not at all distant. As a result, the village

can undergo a continual adjustment process as private

enterprise supplants military operations. It is important

to acknowledge that private expenditures do not need

to replace military expenditures dollar for dollar. In fact,

even if fifty cents were spent in Rantoul by new
industry for each lost dollar of aggregate military

expenditure, the village might be better off. Such a

result averages by virtue of enhanced multiplier effects

stemming from stable population (see the box). A
privately based economy would be more property-asset

intensive (a result of the previously mentioned fact that

all those employed would be living "off base").

Enhanced multiplier effects can take several forms

including income, employment, and taxation.



Income multiplier enhancement will be a result of a

higher proportion of dollars being poured directly into

the community. For example, if expenditures on
Chanute totaled $ 1 00 million dollars and half of it were
spent in the local economy, then the total income
generated from both the direct and indirect effects of

base expenditure, abstracting from taxes, would be $200
million (see Table 3). However, if 75 percent of income
generated through private sources totaled $50 million,

the net result obtained by adding all indirect effects to

the direct effect would sum to the same $200 million

figure.

Similarly, multiplier effects can be found for

employment and taxation. Because a larger proportion

of personal income is expended locally with an

industrially based economy, a greater demand for local

goods and services is generated as a result. In turn, this

creates a larger number of employment opportunities

than could ever have otherwise existed in a military

expenditure dependent economy. With each additional

purchase in the village, sales tax receipts too would
accrue to previously unattainable levels.

The Multiplier Effect

When an airman walks into a local bar and lays

down $ 1 for a bottle of beer, that same dollar now
becomes income to the bar owner. The bar owner
in turn keeps some part of that dollar as his profit

and applies the rest toward expenses. A bartender,

whose wages were partially derived from that one

dollar spent by the airman, now uses it to buy,

say, milk at the local grocery. The grocer retains

some as profit and uses the rest to meet expenses,

to the local dairy farmer, for example.

This cycle can be traced through an infinite

number of rounds, with some proportion of the

initial $1 in expenditure becoming another's

income somewhere down the line. As a specific

example, let us trace the effect of $100 million

expended directly into the local economy. It is

easily seen in Table 3 that when a larger

proportion of income is spent in the community,
that the net effect is a substantial gain in the gross

income of that community. Similarly, a rise in

the proportion of wages expended locally from 50

percent to 75 percent raises net income by $ 14,607

in the long run (exactly the average military wage).

Because a larger proportion of military

expenditures are likely to be spent on base and

the fact that most airmen do not consume housing

or other major expense items in the local market,

the net effect for a given increase in military

expenditure is smaller than for the same increase

in private expenditure.

Table 3. Military vs. Nonmilitary Multiplier Effects'*'



Concluding Remarks

The decision to go ahead with the closure of Chanute
AFB and 85 other military installations was made on
18 April 1989. While legislators from Illinois have
contended that the report urging the base closures was
flawed, their cries have been lost in the sea of other
lawmakers whose districts were unaffected and who
saw the budget deficit as a more immediate concern.
In any case, affected communities must take action
quickly so that the transition from military dependence
to economic mdependence can be a smooth one.

During Rantoul's more than 70 year dependence on
military expenditure, its growth has been closely linked
with that of Chanute. Until the first threats of closure
were made over a decade ago, little growth outside of

the service sector was in evidence in Rantoul. Now, it

has an expanding industrial base and has begun to

exploit the advantages of its location. Marketing
Chanute as an asset will be the key to continued growth
and successful transition in the village. As a direct

result of the closure, the community will be forced to

take its future into its own hands. It is plausible to

believe, that given time, appropriate planning and
effort, Rantoul faces a future much brighter and more
prosperous than its past.



IVAN BULL and FREDERICK WINTER

Community Differences
in Business Births and Growth

Xn April 1987, Inc. magazine ranked 1 54 metropolitan
areas by growth criteria that aggregated growth in jobs,

business birthrates, and the percentage of fast-growing

companies into a single composite score. Austin,

Orlando, Phoenix, and Dallas-Fort Worth headed the

list. Last place went to Duluth, Minnesota- Wisconsin,

preceded by Peoria, Illinois, then Huntington-Ashland
in West Virginia-Kentucky-Ohio and Davenport-Rock
Island-Moline in Illinois-Iowa. Why does one
community prosper while another stagnates? What
community attributes account for the differences? If

the differences can be identified, can a community
consciously change itself? If the differences cannot be

satisfactorily identified, can a more specific model of

business growth be developed? These and similar

questions are addressed in this article.

A central theory of entrepreneurship has not yet been
developed. A number of writers have offered theoretical

insights to help explain and understand different areas

of entrepreneurship, and some have made empirical

studies to attempt to relate observable factors to some
measure of entrepreneurship. One paper posits that the

number of new businesses is a function of the number
of entrepreneurs and the perceived level of opportunity.

Another relates the probability of entrepreneurship

to attributes of the individual such as sex, race, age,

and indications of prior success, plus community
attributes. The relevant community attributes include
stability or instability of the economy, uncertainty in

the form of unpredictable events that accompany
instability, barriers to entrepreneurship in the regional

economy, lack of sufficient diversification, and gaps in

the supply of various resources. Also cited was the

appropriate climate and support for innovation in the

community, culture, and government policy in the

forms of taxes, regulation, and economic management.
A third writer holds that the entrepreneurial climate

is shaped by three major influences—culture,

information, and opportunity. A high level of

entrepreneurship is produced when society's system of

cultural rewards satisfy entrepreneurial motivations
such as economic return, independence, prestige, and
opportunity to follow interests.

Somewhat similarly, another believes that how an
entrepreneur acts at a given time and place depends
upon the rules of the game, that is, the reward structure
that happens to prevail. Entrepreneurs are believed to

be flexible and to do whatever it takes to achieve
position, power, and wealth.

Others offer an entirely different theoretical and
macro explanation for new business starts. They argue
that the creation of new ventures is fairly regular and
predictable, that new firms are primarily stimulated
along industry lines because of new technology, new
markets, and changes in government regulation.

Empirical researchers have studied a wide range of

variables that they believe have some causal

relationship to entrepreneurship. It is, however,
sometimes difficult to separate causes from effects.

Findings have provided evidence that:

• A nonsupportive developmental climate exhibited

by the power elite of a community correlated with a

low number of new incorporated businesses.

• A high percentage of entrepreneurs in successful

growth firms had lived in their communities for a

long period, and did not want to move.
• The location of a group of companies was influenced

in a direct way by the relationship between the

founder and/or CEO and a local college or university.

• University professors were directly or indirectly

responsible for the creation of several firms.

• Such demographic characteristics as population
mobility, urbanization, tax advantage, education,

unemployment, being foreign born, and bureaucratic

tradition accounted for a high percent of the variance

in start-up rates among different states.

• Entrepreneurs in the software industry started a

business to accomplish some significant task, not to

accumulate wealth.

This Study

First, we provide an analysis of some variables that

we believe relate to community entrepreneurship.

Next, we propose a new model for the location of a

start-up business that is based on some of the

shortcomings of the first analysis. We believe that the

new model will be helpful for policy development by
communities. We also hope it will encourage additional

research.

In the analysis of variables, we attempted to relate

two measures of entrepreneurship taken from the Inc.

April 1987 article (the composite score and the new
business birthrate) to variables that were selected from
other sources. Those other variables included

demographic characteristics of the population,

community attributes taken from the Rand McNally
Places Rated Almanac, 1985, the responsiveness of the

community to new businesses, community attitudes

toward business and entrepreneurship, the infrastruc-

ture of the community, and the proximity to both

four-year colleges and leading research institutions.

One should interpret the statistical findings

cautiously. As in the case of previous studies, the

presence of significant correlation does not mean
causation. In fact, entrepreneurship may cause the cited

effects, rather than vice versa.



Analysis of Variables Related to Community
Entrepreneurship

The following factors were positively correlated to

both the Inc. composite score and the business

birthrate, for example, the higher the occurrence of the

factor, the higher the measures of entrepreneurship:

• Percent of population that had moved from another
state

• Percent Hispanic

• Percent with 16 years or more education
• Low unemployment (high employment)
• Number of four-year colleges within 20 miles
• Incidence of crime
• Quick mail response to letter of inquiry about

locating a new business

• Favorable attitude of business development directors

about city and state economic climate

A high percentage of white population was negatively

correlated with both measures of entrepreneurship,

that is, the higher the percentage of the population that

was white, the lower the composite score and the

business birthrate.

Three factors were correlated with the composite Inc.

score, but not the business birth rate. The percent of

business-related newspaper articles was positively

correlated (growing businesses are newsworthy).
Affordable housing was negatively correlated (demand
probably causes price increases in growing com-
munities); the percent spent by local government on
highways (in lieu of other items) had a negative

relationship.

Several variables were correlated with the business

birth rate, but not to the composite growth score. A
quick telephone response to an inquiry about locating

a new business and an aggressive marketing attitude,

both from business development directors, were
positively related to the business birth rate. The supply
of cultural facilities was also favorably related to the

business birth rate.

The variables with a negative relationship to the

business birth rate but not to the composite score

included percent of population 65 years and older;

percent with 1 2 years or more education (as opposed to

16 years); health care facilities; climate, terrain, and
recreational opportunities; and the amount of

advertising by the business development director.

Thus, it seems that the apparent desirability of a city

is not an inducement for entrepreneurial activity

—

further evidence that entrepreneurs come from within,

not from outside.

Overall Conclusions from Statistical Findings

Demographic characteristics, relatively unchange-
able in the short run, account for a high percentage of

the variance in the composite Inc. score and the

business birthrate. Correlations with the factors listed

in the Places Rated Almanac provide evidence that

business births (which would include relocations) occur
in locations that do not rate as the most attractive.

There is also evidence that community culture and the

attitudes of business development people positively

influence business development. We conclude that a

community cannot expect immediate results from any
policy or practice, but that a nonretirement community
can influence, over an extended period of time, the

extent of entrepreneurship exhibited by its residents.

These conclusions generally support previous

findings. And, like previous studies, they offer little

help to a community that would like to change the

level or pattern of its business growth. We believe that

one facet of growth, business start-ups, deserves special

attention. We therefore offer the following model upon
which a community might base actions to encourage

business births.

Model for Location of a Start-up Business

The model (see the chart) begins with generation of

an idea, and then develops into a location decision.

The driving force behind an idea can originate in three

different ways, or from some combination of the three.

Some entrepreneurs start with the desire to achieve

personal economic benefit, some with a problem
needing a solution, and some with a technology that

may or may not have commercial applicability (a

solution looking for a problem).

Technology (know-how) and opportunity (problem)

need to be matched in order for an exploitable idea to

emerge: Neither a solution without a related problem,

nor a problem without a solution results in a

commercially exploitable idea.

An idea can be exploited in at least three different

ways, that is, by licensing, selling, or using. If the

entrepreneur chooses to use the idea by starting a

business, the business location becomes relevant. He
must decide whether to stay or to move.

Personal factors seem likely to be considered first.

Some significant barriers must be overcome before the

entrepreneur even considers moving. It would seem
likely that many entrepreneurs never seriously

consider moving, an exploitable advantage for a

community that wishes to encourage start-ups.

If the entrepreneur considers moving, his location

decision is likely to be influenced by the availability of

the requirements that are critical to the success of his

business and by the culture of alternative locations that

he considers.

Requirements for success may include the

availability of physical resources like a pool of

adequately qualified potential employees, efficient

access to a market, the ability to meet existing

competition, a cost-effective production environment,

availability of capital, a network of advisers, nearby

technology, and similar factors. Obviously require-

ments differ for different kinds of businesses.

Communities will differ in the specific attributes that

they can offer to fulfill business requirements.

10
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Community culture, defined as the commitment of

the community to some common objectives and
common values, is also hypothesized to be a significant

variable in the location decision. Culture is likely to

be judged by the entrepreneur from the indicators that

are readily available. These indicators may include the
helpfulness and attitude of business development
people. They may also include the presence and
visibility of role model entrepreneurs, the extent and
tone of coverage of local businesses by the news media,
and the perceived willingness of the community to

respond to the needs of local businesses. Not every
community will want each start-up. Each community
will tend to give different signals about its culture. The
entrepreneur will try to read these signals so that he
will locate in a culture where he will feel comfortable
and assured that the community will help, not hinder,
his chances for success.

Community Choices

Communities that want to increase the level of

entrepreneurship should obviously allocate effort and
resources towards the controllable factors. Factors
relating to infrastructure are the result of decisions by
community leaders and are, therefore, considered to be
controllable. The behavior of key people in the
development process such as newspaper executives and
business development people is changeable and can
affect business growth. Cultural factors change slowly,
not so easily as the behavior of key people, but culture
can eventually change to encourage entrepreneurship.
Other characteristics can possibly be changed over a
long period of time.

The good news is that some of the nonchangeable
variables like climate and terrain do not seem to

dominate in the decision where to locate a start-up

business. Lacking contrary evidence, we assume that

entrepreneurial characteristics are randomly
distributed among the new-born. If that assumption is

valid, the community that is willing to take a long-term
approach to encourage growth should build a culture
that nurtures and rewards its resident, but possibly
unidentified, would-be entrepreneurs.

Ivan Bull is Director of the Office of Business
Innovation and Entrepreneurship, Professor of
Accountancy and Finance. Frederick Winter is the
Head and Professor of the Department of Business
Administration. An expanded version of this article

has been submitted for publication in the Journal of

Business Venturing.
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Bureau Publishes New Statistical Abstract

Tfhe Bureau of Business and Economic Research has

pubhshed a new edition of its statistical abstract for

lUinois. The 1989 Illinois Statistical Abstract provides

600 pages of economic statistics, arranged by county,

on such topics as personal income and nonfarm
earnings; farm income; transfer payments; employment
by industry, by labor force statistics, and by weekly
earnings and weekly hours; gross state product; census

of manufactures; census of services; census of

population and housing; building permits; consumer
price indexes and inflation rates; general revenue fund

tax receipts; and estimated retail sales.

The abstract has been published in paperback form
and, for users with a heavy demand for analysis, on 3.5-

or 5.25-inch diskette. Prices are $27.50 for the

paperback or $40.00 for the disk version. Both are

available from the Bureau of Economic and Business

Research, 428 Commerce West, 1206 South Sixth

Street, Champaign, Illinois 61820.
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Illinois Business Indexes

T>he outlook for the Illinois economy is indetermi-

nate. The three-month moving average of the BEBR's

leading indicator series fell below the six-month

moving average in March after three months of

exceeding it. The movement can be explained by

changes in the component indexes from which the

composite index is constructed. The housing index

(Chart 4) declined sharply relative to its unusually

strong performance in December and February. Such

variability causes the three-month moving average and

the six-month moving average to cross even though

housing over the past six months has been very strong.

The movements in the housing index may reflect a

variation in the seasonal pattern of housing starts rather

than a change in the overall trend. The index of vendor

performance has declined below its historical average

in the past three months depressing the composite

index. The employment picture looks positive. Chart

2 shows Illinois maintaining its recent gains relative to

the national unemployment rate. Chart 5 illustrates the

neutral impact of help wanted indexes on this month's

composite index. The Consumer Price Index does not

provide evidence of an increasing rate of inflation.

Although the Illinois leading indicator model fails to

make a formal prediction, encouraging signals emerge

from an informal analysis of the forces driving the

model.

ILLINOIS BUSINESS INDEXES



Chart 1. Composite Leading Indicators

(average percent change in base indexes)

' 3 month moving average

- 6 month moving average

Chart 2. Unemployment Rates: Illinois

vs. US (seasonally adjusted)

Chart 3. Vendor Performance vs. Composite
Indicator (seasonally adjusted, January 1972=100)

[— Vendor Performance
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Chart 4. Housing Index vs. Composite Indicator

(seasonally adjusted, January 1972= 100)
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Chart 5. Help Wanted Indexes vs. Composite
Indicator (seasonally adjusted, January 1972=100)
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Chart 6. Selected CPI, Regional vs. Metropolitan
(1982-1984 = 100)
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Illinois Economic Outlook

J. ersonal income in Illinois is expected to grow at a

modest pace during 1 989. In the fourth quarter of 1 988,

total personal income was nearly $208 billion but is

expected to increase to slightly more than $222 billion

by the fourth quarter of 1989. The largest portion of the

growth in income is attributable to a $4 billion increase

in income derived from services. If the expected level

of inflation over the next year is considered, then the

increase in the level of real income is approximately

$4 billion.

The chart illustrates the quarterly percentage

changes in income for the state and the national

economy. In contrast to experience in the nation as a

whole, real income in Illinois fell in the second quarter

of 1988. Beyond that, growth in income in the state

during 1988 was slower than in the United States. In

1989, however, it is expected that Illinois personal

income will grow at a rate that exceeds that of the

Real Personal Income (percentage change
from previous quaner)

nation.
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WILLIAM R. BRYAN

A View of the Balance of Payments

A nation's balance-of-payments situation is nearly

always a matter of concern to someone for some reason.

We worry about an expansion in our exports and a

reduction in imports because such developments can

foster inflationary pressures; we worry that a reduction

in exports and an expansion in imports may contribute

to economic weakness. We worry about an expansion

in US lending and investing abroad because such
developments divert resources away from productive

domestic uses; moreover, foreign lending can lay the

basis for future debt problems in the event that, at

length, foreigners will be unable to meet their

obligations. We worry about an expansion in foreign

lending and investment in the US because it can lead

to the spread of unwanted foreign ownership of

domestic enterprises. We worry about devaluation of

the dollar because it may hurt importers; finally, we
worry about revaluation because it hurts exporters.

Defined in terms of exchange rate movements, there

have been three distinct time periods during the 1980s.

From 1 980 through late 1 984 the dollar price of foreign

currencies declined. In fact, during the 1984

presidential election campaign, there was great concern

over the strong dollar. The strength of the dollar was
blamed on high domestic interest rates. In contrast,

from early 1985 through late 1987 foreign currency

prices rose. By the time of the 1988 presidential election

campaign, there was concern over the weak dollar and
about exporting jobs, not goods. Currency prices

stabilized in 1988 and have moved sharply higher

during 1989. These three different periods also are

characterized by reasonably distinctive movements in

the nation's trade position. Although the current

account has been in deficit since 1975, there have been
marked changes in the size of the deficit. The deficit

grew rapidly from 1980 to 1984, adding $88.1 billion

over the four-year period (see Chart 1 ). During the next

three years, the growth in the deficit slowed, with
annual increases falling by about one-third. Since 1 987
the current account has moved toward surplus-

Chart 1. Change in the Current Account
Billions of Dollars



Balance-of-Payments Accounting

To understand the current account fully, it is helpful

to see where it fits within the overall balance of

payments. The first thing to understand about the

balance of payments is that it always balances. Table

1 is a simplified balance of payments statement. In this

table the current account consists only of exports and

imports. According to this hypothetical table, there is

a 50-unit excess of imports over exports. The current

account deficit is funded by a net increase in US
liabilities to foreigners. Of course, that net increase

could have emerged from a variety of asset/liability

configurations. For example, an import may be funded

by an increase in accounts payable (that is, foreign

holdings of accounts receivable); it may be funded by

an increase in foreign holdings of deposits in US banks;

it may be funded by a reduction in US holdings of

deposits in foreign banks. Each funding technique

maintains balance in the payments account.

It is common to regard an excess of imports over

exports as negative, in the sense that the condition

implies greater uses of foreign currencies than sources.

Similarly, it is common to regard the excess of growth
in US liabilities to foreigners over growth in US
foreign-currency-denominated assets as positive, in the

sense that the condition implies greater sources of

foreign currencies than uses.

Table 1. Simplified Balance oi



Up to this point, discussion has been limited to a

description of the shape of the schedules. In so doing

we consider movement along a supply or demand
schedule as a consequence of changes in exchange rates

only. I have taken care to use phrases such as "other

things equal" or "holding other considerations

constant." By such phrases, it has been my intention

to hold constant all factors affecting, supply and
demand. I now want to change the focus of analysis,

turning attention to the factors that shift supply and
demand schedules. Once this is done, we can regard

changes in exchange rates as a consequence of shifts in

supply and demand.
A chief factor affecting US demand for imports and

foreign demand for US exports falls under the general

heading of productivity. A country's price performance

or changes in the quality of goods relate in part to

productivity developments. If French prices of goods

and services entering into international trade rise less

rapidly than comparable goods and services in the

United States, there will be a tendency for an increase

in US demand for French goods and services, whatever

the exchange rate. Similarly, because of quality

considerations or for ill-defined reasons, Americans
may become enamored with Scottish cashmere, Iranian

caviar, French cheese, or whatever. Such an

intensification of interest could account for an increase

in US demand for imports. Whatever the underlying

explanation, an increase in demand for imports is

denoted by a shift in the import schedule from MO to

Ml (see Chart 3).

As a result of an increase in US demand for imports,

there would be a rise in the dollar price of foreign

exchange. The movement into deficit on current

account must be accommodated by a net foreign

accumulation of dollar-denominated assets. That net

accumulation is achieved by a movement up the

schedules depicting foreign lending and investing in the

U.S. and net US investing abroad (see Chart 3).

Chart 3. Increase in Imports

Dollar Price of

Foreign Currencies

In the event of such a change in demand, the

following combination of developments would be
expected. (1) there would be an increase in the dollar

price of foreign exchange. (2) the current account would
move toward deficit. And (3 ) foreigners would increase

their net holdings of dollar-denominated assets. These
developments are summarized in Table 2. (An identical

combination of developments would accompany a

leftward shift in the export schedule; hence, that shift

is not shown.)

One might imagine that there could be an increase

in foreign demand for US goods and services. Such a

change might reflect differential inflation rates,

changes in tastes, and so forth. As a consequence of the

change in foreign demand, the export schedule would
shift from £0 to £1 (see Chart 4). Other things held

unchanged, there would be a decline in the dollar price

of foreign exchange. Because the current account has

moved into surplus, the capital account must move to

an accommodating use of foreign exchange. That
movement is brought about by a movement down the

schedules depicting US lending and investing abroad

and foreign lending and investing in the United States

(see the L and B schedules in Chart 4).

Chart 4. Increase in Exports

Dollar Price of

Foreign Currencies

M Eo L E, B
/ Supply

Demand

Foreign Currencies

\ Demand

Foreign Currencies

Developments accompanying the increase in foreign

current account demand include: (1) a decline in the

dollar price of foreign exchange; (2) a movement of the

current account toward surplus; and (3) an increase in

US holdings of foreign-currency-denominated assets.

These developments are summarized in Table 2. (An
identical set of developments would accompany a

leftward shift in the M schedule; hence, that shift is

not shown.)

Suppose that foreigners find investment in

dollar-denominated assets to be increasingly attractive.

It is quite clear that the US produces some of the world's

finest debt. Foreigners are attracted by political stability

in the US; they are attracted by the easy access to US
financial markets; they are attracted by the massive

strength of the US economy. Whatever the specific

motivation, an increase in foreign demand for US assets

would result in a shift in the foreign lending schedule

from BO to B\ (see Chart 5). Other things equal, the

increase in supply of foreign currency would reduce the

dollar price of foreign currency.



Table 2. Exchange Rates,

Capital Movements



The dollar began to weaken in late 1984 and early

1985, then foreign currency prices rose steadily through

early 1988. The growth in the deficit slowed during this

period, but its absolute level reached unprecedented

magnitudes. Such a set of developments is consistent

with an increase in US demand for imports relative to

foreign demand for US exports. In part, the demand
shift can be related to the rise in US inflation relative

to rates in most foreign countries. Even so, foreign

demand for US debt remained strong.

The exchange rate movements over the past year

have been striking. On balance the dollar has

strengthened markedly. Following world-wide stock

market collapses, there appears to have been a shift

toward quality. As indicated, the United States

produces very high-quality debt. At the same time,

exports have grown relative to imports, and the current

account has moved toward surplus. Such a set of

developments argues that the most powerful ongoing

change is an increase in foreign demand for US exports

relative to US demand for imports. But the recent

exchange rate developments are erratic and of short

duration. Additional experience is necessary for a fully

reasoned interpretation.

Economic Policy Considerations

The review of the sources of change examined above

provides an occasion for several observations. (1) a

strengthening dollar (that is, a declining dollar-price of

foreign currencies) can result either by virtue of an

increase in foreign demand for US exports relative to

imports or by an increase in foreign demand for US
debts, equities, or fixed investment relative to US
lending and investing abroad. (2) as a result, a

strengthening dollar can be associated with either a

trade surplus or a trade deficit. Similarly, (3) a

weakening dollar (that is, a rising dollar price of foreign

currencies) can be associated with a trade surplus or a

trade deficit. The combination of outcomes depends on
the sources of change.

Which of these combinations of outcomes is most
desirable? To the politician, the most popular

combination consists of a current account surplus, a

capital account change involving a build-up of US
holdings of foreign-currency-denominated assets, and a

strengthening dollar. Certainly, such a combination is

what office holders and office seekers seem to be

describing in media interviews. (Of course, no one
wants the dollar to be foo strong!)

But from the perspective of this nation's economic
well-being, it can be argued that the desirable

combination of outcomes includes a current account
deficit and a capital account surplus. The benefits from
foreign trade consist of goods and services brought into

a country; the costs consist of goods and services sent

away for the enjoyment of foreigners. Presumably a

nation motivated to pursue its own interests would
prefer to use the fruits of someone else's labors and to

use up the resources of others. In so doing it conserves

its own natural resources and can divert its own labor

to growth-enhancing activities. Unfortunately, it turns

out that nearly all good things involve, or can involve,

unwanted side-effects. Thus, for example, the

unemployed US automobile worker takes little joy in

knowing that Japanese workers had to exert themselves
and that added labor is now available to engage in an

increasingly productive activity. Indeed, the un-

employed worker takes little joy in the introduction of

any labor-saving device, whatever the prospects for the

nation's long-term gains. And, as it turns out, workers

vote.

As indicated, there is a financial counterpart to the

current account. In particular, if the United States

experiences a large and persistent trade deficit, the rest

of the world must accumulate large and persistent net

increases in their holdings of dollar-denominated

assets—for example, US Treasury securities or

common stock of US businesses. To all this a typical

reaction is: "But what if foreigners don't want to hold

our debt?" Such a question deserves a serious answer.

Limiting ourselves to practical considerations, once
dollar-denominated debt or other financial assets get

into the hands of foreigners there are only two ways for

them to reduce their holdings. They can purchase US
goods and services, or they can buy fixed assets in the

US, chiefly real estate. As it turns out, the US produces

a wide range of reasonably attractive goods and services.

In addition, our laws and traditions facilitate foreign

ownership of property in the US. Such considerations

provide the underlying basis for the attractiveness of

US financial assets.

But if a mood were to develop so that foreigners

attempted to rid themselves of dollar-denominated debt

or equities, their actions would place downward
pressure on prices of debt and equity. Unless the Federal

Reserve were prepared to permit upward movement of

interest rates, the foreign selling pressure would be

likely to induce open market purchases. As a

consequence, there would be an acceleration in the rate

of growth in monetary aggregates. Whether the

accelerated growth in aggregates would be timely in the

context of domestic cyclical developments is

problematic.

The upshot of all this is that ours is not a problem-free

world. There is probably no single combination of

outcomes that is desirable in all respects. Certainly,

there is no combination that is forever sustainable.

Even so, it strikes me that the United States must be

biased toward a capital account surplus. Our debt is

simply too attractive to resist. If this is so, we need to

rest easy with persistent trade deficits. Further, we need

to develop better methods for mitigating the adverse

effects of deficits on displaced American workers and

businesses. Let them reap some of the advantages too.



PHILLIP RUSHING

What Are "Effective" Interest Rates?

AcLcurrently popular computer buzz word

—

"Wysiwyg"—stands for "what you see is what you get."

With interest rates, especially mortgage interest rates,

the reverse is frequently true—what you see is not what
you get. That is, the contract interest rate differs from

the "effective" interest rate.

The difference between the contract rate and the

effective rate is due to fees—sometimes called loan

origination fees, or points—that must be paid in lump
sum at the time a mortgage loan is obtained. The word
"point" means one percentage point and is multiplied

times the amount borrowed to determine the dollar

amount of the fees. Thus, a $100,000 loan with three

points would require a $3,000 lump sum payment by

the borrower to the lender at the closing. The number
of points charged by lending institutions varies with

market conditions, but is generally in the neighborhood

of zero to five. Any amount greater than zero has the

effect of making the true, or "effective," interest rate

greater than the contract rate.

Consider the purchaser of a $100,000 home who
makes a $20,000 downpayment and is considering an

$80,000 loan at 9.75 percent interest with monthly
payments for 25 years. If two points are charged by the

lender, the borrower must pay $1,600 to the lender at

closing. This makes the effective loan to the lender only

$78,400, even though the borrower must repay the full

$80,000. The monthly payment for such a loan is

calculated as follows:

i/12(l + (i/12))" ,„„„„„
''-y"^"^=

(iAi/i2)r-i
"^^°'°°°-

cases, there are many instances where it is not true.

Job transfers, moving up to a larger home (or down to

a smaller one|, and a host of other socioeconomic events

result in mortgages being paid off before the full term
has expired. Many lenders report that the average life

of a loan is approximately 7 years.' That is, after

approximately 7 years lending institutions can expect,

on average, to receive the balance then outstanding on
a mortgage loan. Such early payment has the effect of

exaggerating the impact of points and making the

effective interest rate even larger. Consequently,

lending institutions in relatively transient com-
munities are likely to be more profitable than those in

communities with lower rates of mortgage turnover.^

The sooner a loan involving points is paid in full, the

higher the effective rate will be. Indeed, if a mortgage

loan involving points was to be repaid immediately, the

effective interest rate would approach infinity. The
chart illustrates this concept. It shows effective rates

for one, two, and three points. As can be seen, the

effective rates approach the contract rate as the length

of the holding period increases, but increase

significantly above the contract rate as the time period

decreases.

Effective Interest Rates

(9%%: 1, 2, 3 points)

Where:; = annual contract interest rate; n = term of

loan, in months.

Using 0.0975 for i and 300 for n, the above calculation

yields a monthly payment of $7 1 2.9 1 . To determine the

effective interest rate, one must calculate the rate of

interest that will make the summation of the monthly
payments equal to the effective loan of $78,400. The
equation is as follows:

The table provides additional calculations for

effective interest rates assuming contract rates varying

from 8 percent to 1 1 percent, points varying from I to

3, and holding periods varying from I to 25 years. All

calculations in the table assume an $80,000 loan with

monthly payments over 25 years.

$78,400 = $712.91 x
(I + i/12)" -I

i/12(l + i/12)"'

Solving the above equation for i yields an effective

interest rate of 10.00 percent.

Unfortunately, the analysis is generally not this

straightforward. The above calculations incorporate the

rather subtle assumption that the mortgage is held for

the full 25 years. While this is certainly true in some



Let us return to the hypothetical example of an

$80,000 loan at 9.75 percent interest with two points

and monthly payments over 25 years. Assume that the

balance of this loan is paid in full after seven years (84

months). The calculation for the balance due on a loan

is as follows:

Balance Due
_ r (1 + (i/i2)y-i ]

"^L (1 +(i/12))"-l J

where: t = the period of time, in months, that the

mortgage will be held; L = the original amount of the

mortgage. The above calculation, with t = 84, I =

$80,000, and i = 0.0975 yields a balance due of

$72,401.67 after 84 payments have been made. The
calculation for the effective interest rate is as follows:

r (1 + i/12)' -1 i
$78,400 = $712.91 [-ry^^^^;-ry^

J

$72,401.67

(1 + i/12)''

A related issue involves choosing between a

relatively low interest loan with relatively high points

and the reverse—a relatively high interest rate with

relatively low points. Such options are frequently made
available by lending institutions. Rational decision-

making requires the calculation of the effective rate,

and the calculation is unique to each investor/borrower

since it requires knowledge (or an assumption) about

how long the mortgage will be held. In general, the

higher the points and the shorter the time period for

which the mortgage will be held, the higher the

effective rate.

Solving the equation for i yields an annual effective

interest rate of 1 0. 1 7 percent—a significant increase of

more than V.i of a percentage point over the contract

rate of 9. 75 percent. If the loan in this example were to

be paid after five years, the effective rate would be 1 0.28

percent. If it were paid after three years, the effective

rate would be 10.54 percent. If the loan were to be paid

after one month, the effective annual rate would
balloon to 34.44 percent.

Interest Rates



JAMES R. BRUEHLER

Illinois and the National Economy

Tphe Bureau of Economic and Business Research at

the University of Illinois, like similar institutions in

other states, is interested in forecasting and analyzing

the state economy. The economy of a state, however,

cannot be understood apart from the larger economic
community. A common money supply, labor and
capital mobility, and unfettered interstate trade

generally cause the economic fortunes of the states to

rise and fall together. Prosperity cannot be enclosed

within a state, nor can economic problems be halted at

the border.' Forecasting and analysis of a state's

economy, therefore, must be predicated upon beliefs

about the national economy. In order to customize an
analysis for the state, it is important to develop an

understanding of the distinctive qualities that cause the

state economy to behave differently from the national

economy. A state's population demographics,

educational trends, land use patterns, and industrial

composition can help to explain the divergence of an

area's economy from the national economy. This article

investigates the divergence of state economic growth
from national trends.

Chart 1 depicts gross state product (GSP) in constant

1982 dollars for Illinois and for the nation. GSP is the

gross market value of the goods and services

attributable to labor and property located in a state. It

is the state counterpart of the nation's gross domestic

product (GDP).' These estimates are provided by the

Bureau of Economic Analysis (BEA) and are the most
comprehensive measures of production available by
state.

Chart 1. Real Total GSP (millions of 1982 dollars)
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Chart 2 plots the percentage rate of growth of total

GSP for Illinois and the United States over time. The
similarity of the curves illustrates the extent to which

the real growth of the Illinois economy mirrors the real

growth of the national economy. Over the period

shown, a change in the rate of growth at the national

level is virtually always echoed by a movement at the

state level in the same direction. This conformance is

evidence of the dominance of national economic trends

over the state economy.

Chart 2. Real Total GSP (percentage rate of growth)
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Table 2. Manufacturing Subsectots



If this was the case, the total GSP growth in IlHnois

would also be depressed below the national norm.

Referring back to Table 1 , we see that the other sector

with growth conspicuously below average is

agriculture. As a percent of GSP, agriculture is smaller

in Illinois than in the nation, but this is a deceptive

figure. As Table 3 shows, Illinois is the fourth largest

farm producer in the country. The top six states

combined produce over 35 percent of the farm output

of this nation, but for four out of six, farming is less

than 2 percent of their state production. The reason is

that state boundaries actually encompass both rural and

metropolitan economies. The location of the political

boundaries causes figures from the two distinct types

of economies to be aggregated. Table 4 presents the 1

states with the highest proportion of their total GSP
generated by the farm sector. Some area economies in

parts of Illinois far removed from metropolitan centers

may have a proportion of farm production even higher

than South Dakota; but, because their production is

aggregated with Chicago, Rockford, and Peoria, a

different statistical picture is presented. In these areas,

agriculture has a tremendous impact on the local

economy, and a common money supply, labor and

capital mobility, and unfettered trade cause the impact

to be spread to contiguous areas.

Table 3.



Chart 3. Selected Industries as a % of Total GSP

1976 1981 1986

Notes
'Consider, for example, a high unemployment state contiguous to

a low unemployment state: the unemployed laborers in the former

will be inclined to commute or migrate to the latter and by so

doing will tend to equalize the unemployment rates of the two

states.

^The sum of GSP for all 50 states plus the District of Columbia

will be presented throughout this article; it differs slightly from

GDP due to differences in the handling of military personnel

stationed abroad and due to the use of differing data sources.

^Illinois, Indiana, Michigan, Ohio, and Wisconsin.

''It is important to keep in mind that these statistics are affected

by the movement of businesses into and out of the area.

Hypothetically, if a very large manufacturer relocated to another

state, GSP in total and for the appropriate sectors would appear

depressed even if the remaining businesses individually

experienced outstanding growth. The GSP figures track growth in

aggregate production that can be affected by the growth or decline

of the businesses of the state or by entry and exit of firms.

Chart 4. Annual Real National Growth Rates (selected industries and an average)
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Illinois Business Indexes

T ĥis issue highlights developments regarding

consumer price indexes. With the economy in the midst

of the longest expansion in the period for which data

are available, possible inflationary pressure on the

economy is an appropriate topic for examination.

The consumer price index (CPI) provides a measure

of the average change in prices over time in a fixed

market basket of goods and services. The Bureau of

Labor Statistics publishes CPIs for tvk'o population

groups: ( 1 ) a CPI for all urban consumers (CPI-U), which

covers approximately 80 percent of the total population

and (2), a CPI for urban wage earners and clerical

workers (CPI-W), which covers 32 percent of the total

population. The CPI is based on prices of food, clothing,

shelter, transportation, medical services, and other

goods and services that people buy for day-to-day living.

Chart 1 plots the CPI-U annually from 1 969 to 1 988

and monthly from October 1987 to April 1989. From

the annual data it is clear that the 80s have been

characterized by annual inflation rates far below those

of the 70s. The monthly data do show a trend upward

beginning in January 1989. Not too much can be made
of a trend in four observations of monthly data:

variations in seasonal patterns and data collection

irregularities can create distortions to the representa-

tion. The odds are that the figures do represent a

measurable increase in the rate of price increases, but

there are other possible causes of the data pattern. Firm

conclusions cannot be made until after the fact.

Chart 2 illustrates the relative importance of the

expenditure categories as published by the Department

of Labor. Annual inflation rates in these categories are

then examined separately for selected years in Chart 3.

Medical care is consistently among the higher rates of

increase. It currently has a six percent share in

importance but will become a larger portion of the

typical market basket if prices for medical services

continue to outstrip the other sectors, and if consumers

are not able to decrease the quantity of these services

consumed.

ILLINOIS BUSINESS INDEXES

Percent

Change
May 1988-

Mayl989



Chart 1. CPI-U, US City Average, All Items Chart 2. CPI-Expenditure Categories Relative

Importance, December 1988

June Nov

1973 1978 1983 1986

Percent change annually. December lo December

Perceni change monthly

^1 Food, Beverages 177

H Housing 42 3

'I'M'! Apparel, Upkeep 6 4

Transportation 172

HH Medical Care 6.0

Entertainment 4.4

I I
Other 6.1

Chart 3. CPI-U, by Expenditure Category (% change fiom previous year for selected years)

I Food & Beverages

I Apparel & Upkeep
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Illinois Economic Outlook

Tthe level of employment in Illinois is expected to

stabilize. After a period of modest growth, employment
in the state will remain approximately unchanged for

the next four quarters according to the Illinois

Econometric Model. This pattern is similar to the

behavior of employment at the national level, as

indicated by the chart. Job growth in the service and

trade sectors is expected to offset declines in

manufacturing employment, resulting in little change

in the level of total employment. Changes in the

composition of employment in Illinois are a reflection

of the changes occurring at the national level. While
total state employment may not change significantly

over the next several quarters, the shifting importance

of each sector will lead to uneven job growth across the

state.

Private Employment Growth
(percentage change from previous quarter)

1.4-
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Chart 1. Total Tuition, Room and Boatd

(in thousands of 1982 dollars)

PAUL C. BISHOP

College Costs: Are You Prepared?

Private Institution

Public Institution

X^ ew financial decisions confronting most parents are

as difficult or intimidating as providing for a child's

college education. Because of rapid and continuing

increases in the cost of tuition, room, board, travel, and
books, parents and students are finding it increasingly

difficult to save enough money to fund an education.

It is especially vexing to plan if the prospective college

experience is in the distant future. Even so, it is

important for parents to formulate an investment and
savings plan that will be sufficient to cover unknown
future education expenditures but that is realistic with

respect to their current financial resources.

The purpose of this article is to clarify some of the

issues surrounding financial planning for college and to

highlight some of the uncertainties surrounding this

issue. The first section examines the trend in college

costs and the increasing burden these costs are placing

on parents of all income levels. The second section

illustrates the uncertainties of planning for the future

by constructing a hypothetical example of future

education costs and the resources necessary to establish

a college fund. The third section highlights traditional

funding alternatives that are currently in use. The last

section outlines some recent financial innovations to

assist in covering college expenses and details Illinois'

education bond program.

Up, Up and Away

Beginning in the late seventies, costs at both private

and public institutions increased dramatically. Since

1980 the average annual increase in tuition costs has

exceeded 8 percent at public four-year institutions and

10 percent at private schools. The average annual

inflation rate for this same period was approximately

6.5 percent. Taken together, these two facts imply that

the cost of college has increased in real terms. Chart 1

illustrates the real cost of tuition, room, and board at

public and private four-year institutions. While the

changes in public school costs have been less dramatic

than for private schools, the last several years have

witnessed a steady increase in costs. After a period of

decline during the seventies, real costs at public

universities have risen to the highest level in 30 years.

Costs at private institutions have followed roughly the

same pattern over the period, but with even sharper

increases since 1980.



Tuition costs vary greatly from one state to another.

Table 1 indicates the states with the greatest average

tuition costs at public and private institutions. From
the table we can see that Illinois ranked 11 th in average

tuition levels among public srhools.

Cost increases have varied considerably among states

also. Table 2 ranks the 1 5 states with the greatest real

tuition increases at public and private institutions

between 1981 and 1986. Illinois ranked sixth, although

the increase in public institution tuition costs was far

below that of California and Hawaii. For the remaining

states not listed in the table, the cost increases were

generally between 20 and 50 percent. Only Delaware

could boast a real tuition decrease. In terms of private

institutions, Illinois ranked 30th in the nation, with an

increase in real private tuition costs of about 20 percent,

well below the large increases of the leading states

listed in the table.

Table 1. States with Greatest Nominal Annual Tuition



about 30 percent to 43 percent of income. Without a

doubt, a private school education is far more expensive

than it has been for the last three decades, both in real

terms and relative to the resources most students and
parents have available.

The recent increase in college expenses has been
especially noticeable because it was preceded by a

period of constant or decreasing costs. When real costs

began to increase about 1979, financial plans of the

preceding decade were suddenly insufficient to meet
the requirements of a college education in the eighties.

Students and parents found it necessary to increase

current commitments to future^education funds at a

time when the deep recession of the early eighties

increased the uncertainty surrounding family

investment plans and hindered the ability of many to

save for the future.

What if . . .

If the recent behavior of college costs is any indication

of what the future holds, then the prospect of

formulating investment plans to assure a college

education is quite intimidating. While a longer

planning horizon lessens the immediate financial

burden, it also requires that decisions today be made
about events many years into the future. To formulate

a concrete example, assume that the nominal costs of

room, board, and tuition continue to increase at

approximately the same rate as experienced over the

last 10 years. For public and private schools, the annual

increases have been approximately 8 percent and 10

percent, respectively. I purposely ignore the additional

costs of books, travel, and other incidental expenses,

not because they are insignificant, but rather, because

these costs vary greatly among schools and individual

students. In addition, the figures that follow can be

interpreted as conservative estimates based on the

assumptions given. Table 3 shows estimates of the

average cost of room, board, and tuition at public and
private institutions depending on the current age of the

college-bound child. The older the child, the less the

total expense, but the length of time available to make

Table 3.



plans is also shorter. From the table we can see that

the expected cost of college for a child born in 1 989 is

$99,973 at a public school and $416,194 at a private

school.

The remaining entries in the table indicate the

amount that must be invested each year at various

after-tax interest rates to provide a fund sufficient to

cover anticipated college costs, assuming that the

future undergraduate begins college at age 18. For

example, in the case of an after-tax yield of 8 percent

per year and a child five years old, $2,254 must be

invested at the beginning of each year for the next 17

years ( 13 years prior to, and for 4 years during, college)

to meet expected public university expenses of $68,040.

Similarly, with an investment that yields 10 percent

per year, $6,687 must be set aside for the next 22 years

if a child born in 1989 is to have a sufficient college

fund to attend a private school. Other combinations of

age and interest rates are interpreted similarly.

To illustrate the dynamics of saving for college,

consider a specific example among the many possible

ones given in Table 3. Suppose that a college fund is

established for a child born in 1989 with the intention

of providing financial resources for attendance at a

private university. We know from Table 3 that an

annual contribution of $6,687 is required if the after-tax

return is 10 percent. Table 4 illustrates this scenario.

The first column indicates the year and the second

column lists the child's age in a given year. The third

column indicates the size of the college nest egg at the

beginning of each period and the fourth column shows
the contribution made each period to the college fund.

The fifth column illustrates the amount of after-tax

interest that has accumulated on the investment each

period after any college expenses, shown in column 6,

have been paid. Finally, the last column shows the

ending balance for each period.

The advantages of a long planning horizon are evident

in this example. First, contributions over the course of

22 years lessen the annual burden of funding an

investment plan of the type illustrated in the table.

Second, the length of time involved allows the

investment to generate sizable returns relative to the

total contributions over the many periods. It should

also be emphasized that we are assuming after-tax rates

of return. Uncertainties and miscalculations regarding

the burden of taxes on investment returns could

significantly reduce the effectiveness of any financial

plan. Finally, although the example in Table 4 has used

the longest planning horizon possible, similar

comments apply to investment plans of parents with

children that may attend college in the near future.

However, the benefits of long-term investment gains

are less.

The calculations presented in Tables 3 and 4 do not

necessarily represent what will actually happen over

the next two decades. Several factors could change over

the next several years that would lead to either higher

or lower college costs. Other funding and investment

alternatives may reduce the burden on parents and

students. Instead, the tables highlight the difficulty of

saving for the future and, for many parents and

students, the financial impossibility of formulating a

plan that is sufficient, in itself, to provide for college

expenses, if current trends continue.

Table 4. College Funding Illustration

Year

(21

Age of

Child

13}

Beginning

Balance

Private School

14)

Annual
Contribution

IS)

Interest

Income"

161

College

Expense

(71

Ending

Balance

1989

1990

1991

1992

199.3

1994

1995

1996
1997

1998

1999

2000
2001

2002
2003
2004
2005

2007

2008
2009
2010

2011

TOTAL

1



Dear Mom and Dad, Send Money

The preceding discussion has illustrated the difficulty

of paying for a college education simply by saving or

investing. The fact that there are more than 1 2 million

students currently enrolled in higher education

suggests that there are important sources of funding

other than a college nest egg. While the example of

future college costs assumes that parents alone bear the

burden of providing a college education, this

assumption is not necessarily correct. Many
undergraduates work during summer breaks or hold a

part-time job during the school year. In addition,

depending upon the requirements, certain students are

eligible for scholarships and tuition and fee waivers,

both because of financial need and scholarly merit.

Table 5 indicates the most frequent sources of

funding for most college students. The second column
indicates the percent of students that utilized the

resource indicated in the first column. For example, 72

percent of college students relied upon some financial

support from parents. The third column shows the

percentage of college costs received from each resource.

Table 5. Average Resources Per Student



$60,000 or less for a married couple filing jointly. The
exemption is phased out as income approaches $90,000.

In addition, the bonds must be issued to the person

responsible for paying the future tuition bill. In most

cases, this will be the parents, unless the student is the

legal dependent of another family member.
Zero coupon bonds are a basic investment vehicle

that may be used to offset college costs. These bonds

are sold without interest coupons at a larger discount

than other types of bonds. Their rate of return is known
with certainty and, as with EE bonds, the maturities

can be staggered to meet expected expenses as they

occur.

With the elimination of the Clifford trust, many
parents have established a 2503(c) trust, called the

Minors' Trust. The advantages are that the trust

qualifies for the $ 1 0,000 annual gift tax exclusion, and

income of up to $5,000 from the trust is taxed at the

lowest rate. A further consideration is that assets placed

in the trust are removed from the parents taxable estate.

Another investment alternative that has received

much attention is the prepayment of tuition when the

prospective college student is still quite young. At

certain institutions and state university systems, the

parents may pay a fixed fee soon after the birth of a

child. In return, the school assumes the risk of higher

tuition costs by accepting the fee as payment in full for

any future tuition bills attributable to the child. Such

prepayment plans are not available in many states.

Before an investment in prepaid tuition is made, there

are several considerations. What are the eligibility

restrictions regarding student admissions to the

candidate institution? Is the plan insured in the event

that the institution ceases to exist Does the plan cover

all expenses or only tuition? How many years of school

are covered by the plan? What are the residency

requirements and what happens if the family moves to

another state? Are there refund conditions in the event

that the student is not admitted to the institution?

Some of the most important points yet to be resolved

are how plans of this nature will be taxed, now and in

the future, and who pays any federal or state taxes that

are due.

In January and October of 1988, Illinois held two
public sales of state-backed zero coupon bonds as part

of the State of Illinois College Savings Program. Under
this program the state sold bonds, in $5,000

denominations, with discounts determined by the

number of years to maturity. The bonds are exempt
from both state and federal tax whether or not they are

used for education expenses. If the bonds are held to

maturity and the proceeds are used to meet education

expenses at an Illinois higher education institution, a

tuition credit of up to $400 per $5,000 of bonds is

available. An additional advantage of the program is

that the first $25,000 in bonds are not counted as part

of a parent's assets in an application for financial aid.

In the past, certain banks and brokerage houses have

served as agents in the bond sales.

A Final Word

Financial planning for college is an increasingly

complex subject. With the growing array of financial

alternatives available and the uncertainty surrounding

future cost increases, assistance of a competent
financial planner may be useful. While this article has

touched on a few of the financing alternatives, there

are certainly others that are available and perhaps more
appropriate given the different needs and resources of

specific students and parents. Perhaps the only rule of

thumb that applies to all parents is that early and

prudent planning is required to avoid the disappoint-

ment of too few resources and too little time.



Financial Assistance for College: Sources

of Information

The College Blue Book: Scholarships,

Fellowships, Grants, and Loans, listed.

New York: Macmillan Publishing Co.

1987. Lists sources of financial aid for

high school seniors and more advanced
students.

The College Cost Book 1989-90. 10th

ed. New York: College Entrance

Examination Board, 1989. A guide that

explains the process of applying for

financial aid, with numerous examples,

worksheets, and sources of additional

information.

Financial Aid for Minorities in

Business. Garret Park, MD: Garret Park

Press, 1987. Sources of financial aid

opportunities for minority students in

the business field.

Loren Renz, ed. Foundation Grants to

Individuals. 6th ed. New York:

Foundation Center, 1988. Includes a

variety of financial aid opportunities and
scholarships offered by US foundations.

Higher Education Opportunities for

Minorities and Women. Washington,
D.C.: US Government Printing Office.

1986. Number 065-000-00252-3. General

information about aid and educational

opportunities for minorities and women
by specific fields of study.

Willis Johnson, ed. Directory of Special

Programs for Minority Group Members:
Career Information Services. Employ-
ment Skills Banks, Financial Aid
Sources. 4th ed. Garret Park, MD: Garret

Park Press, 1985.

Oreon Keeslar, ed. Financial Aids for

Higher Education, 1988-89. 13th ed.

Dubuque, lA: Wm. C. Brown Company.,
1986. A listmg of more than 3,000 aid

sources for college freshmen.

Gail Ann Schachter. Directory of

Financial Aids for Women, 1987—88.

Redwood City, CA: Reference Service

Press, 1 987. Lists a variety of financial aid

sources, grants, and loans for women.
Student Aid Annual, 1988-89.

Moravia, New York: Chronicle Guidance
Publications, Inc., 1988. Financial aid

sources sponsored by federal and state

governments, labor unions, and other

organizations not affiliated with
postsecondary institutions.

The Student Guide: Five Federal

Financial Aid Programs. Washington,
D.C.: US Government Printing Office,

1988. Number 51 IT. Discusses five

financial aid programs sponsored by the

federal government.



MICHAEL P. GILVARY and JANE H. LEUTHOLD

Why Play the Illinois Lottery?

Tihe Illinois lottery began selling tickets on 30 July

1974. By FY 1990, the net proceeds of the Illinois lottery

are projected to be $580 million, making the lottery the

fourth largest source of general funds income in the

state.' During its lifetime, the lottery has distributed

more than $4.6 billion in prizes and has created over

540 millionaires.

Currently, the lottery sponsors five games, Pick Four,

Instant, Daily, Lotto, and Cash Five. By far, the largest

gross sales are from the Lotto game that began in fiscal

1983 (see Chart 1 ). Gross sales from that game in fiscal

year 1 988 were over $600 million. In order to maintain

player interest and encourage participation, the state is

exploring new game possibilities. The Department of

the Lottery is considering participating in a television

game show structured around an instant ticket drawing

and prize.

Chart 1. Illinois State Lottery FY 1988 Gross Sales

by Game (millions of dollais)

Pick 4 Instant

Games
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Net revenue from the lottery is computed by

subtracting prizes, commissions, and operating

expenses from gross revenue. As seen in Chart 2,

approximately 52 percent of gross revenue m FY 1989

went for prizes. Another 5 percent went to commissions
and 3 percent to operating expenses. This left 40 percent

of the lottery dollar for net revenues.

Chart 2. How the Illinois Lottery Dollar is

Spent, Fiscal Year 1989

Operating Expenses

Commissions

I

Prizes

I
Net Revenue

Although net revenue from the lottery has increased

dramatically in the last 11 years, most of that growth
occurred prior to 1985 (see Chart 3). Between 1979 and
1 985, net revenue from the lottery increased from $28
million to $5 18 million, about eleven-fold. Since 1985,

lottery revenues have leveled off.

Chart 3. Illinois State Lottery Net Revenue

$ 600

19B1 19B3 1985 1987

Fiscal Years

In an earlier issue of the Illinois Business Review,

Mary Laschober provided a financial overview of the

Illinois lottery. The purpose of the present article is to

examine why Illinois citizens play the lottery. What
motivates people to spend a dollar on a lottery ticket?

Theory suggests several motives may be at work.

The Expectation of Coming Out Ahead

Some people play the lottery because they expect to

come out ahead—the mathematical expected value of

the ticket is greater than the nominal price of the ticket.

Theoretically, it is possible for this to happen
occasionally in games such as Lotto where the prize

money is carried over from one drawing to the next

when the first drawing did not produce a winner.

However, it is rare for the carryover to be great enough
to raise the expected value of the ticket above the price.

Consider a simple example in which 50 percent of

sales are paid out to the winner (if there is one). If there

is no winner, the prize is carried over until the next

drawing. The expected value of a ticket is equal to

payout divided by sales:

EXPECTED VALUE = PAYOUT / SALES.

Since payout is the probability that there is a winner

times the prize pool, expected value can be rewritten:

EXPECTED VALUE = {P x X] / SALES,

where P is the probability of someone's winning and X
is the current value of the prize annuity. The probability

of someone winning is less than one since there is not

always a grand prize winner.

However, since the prize, X, is 50 percent of sales

plus any carryover from the previous drawing.

X .50 X SALES) + CARRYOVER,

and expected value further reduces to:

EXPECTED VALUE = P [.50 + (CARRYOVER /

SALES)].

The expected value of a ticket is a function of the

probability of someone's winning the prize and of

carryover as a percent of sales.

Note that even though 50 percent of sales is allocated

to the prize pool for each drawing, the expected value

of a ticket for a drawing without any prize money
carried over from the previous drawing will be less than

$.50 because P is less than one.

The expected value of a ticket can only exceed $1

(the price of a lottery ticket) in this example if carryover

is more than 50 percent of sales. Because P is less than

one, expected value will only be greater than one if the

term in brackets is greater than one. For such a situation

to emerge, it is necessary that CARRYOVER / SALES
be greater than .50. Since this occurs only rarely in real

games, in general the expected value of a lottery ticket

is less than its price.
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Enjoyment from Gambling

The risk-loving gambler is willing to pay the implicit

cost of the ticket (the difference between the nominal

price and the probable return) for the chance to play

the game because he receives more utility from the

game than he loses from the predicted loss. The
entertainment aspect of gambling has been overlooked

by most of the psychologists who have studied

gambling because they have assumed that the utility

of gambling is zero.

The Anticipation of Sudden Wealth

The enjoyment of sudden wealth for its own sake has

been acknowledged in the past. Charles Lamb's essay,

The niustrious Defunct, tells the story of a man who
mistakenly believes that he has won 20,000 pounds in

the lottery. One of the reasons that people buy lottery

tickets is that they like to dream of being wealthy. "To
be rich in our dreams is the only kind of riches most
of us are ever likely to possess. Who, without a twinge

of conscience, could grudge toiling mortals this handful

of fairy gold?"

Misinterpretation of the Odds of the Game

In 1951 F. Mosteller and P. Nogee experimented with

students and dice games and found that even after the

probabilities had been explained to their subjects, they

did not all make the bets that yielded the highest

expected value: "In spite of extensive instruc-

tion . . . some take wagers which lead to losses in the

long run."

Students aside, there is reason to believe that most
people who buy lottery tickets are not fooled into

thinking that the tickets have a positive expected yield.

The lottery commission publishes its "take-out" ratio,

and it is common knowledge that the state makes a

profit on the lottery. Therefore, it is safe to assume that

the players know that the game is stacked against them.

Furthermore, if they were fooled at first, players

would eventually drop out of the game as experience

taught them that the expected value of the ticket is less

than the nominal price of the ticket. But the lottery

has grown in popularity over the years. Although most
players may not be able to figure out the exact

mathematical expected value of a Lotto ticket when
money is carried over from one drawing to the next, it

would seem reasonable to state that misinterpretation

of the risks plays a small role in explaining the volume
of lottery playing.

Proceeds Go to a Worthy Cause

Although most lottery players would not simply donate

money to the Common Education Fund, many players

do rationalize that "even if their ticket is not a winner,

the money will go to a good cause. " Within this context,

the state-run lottery is comparable to fund raisers of

other charitable organizations. Most states, including

Illinois, play on the "good cause" aspect of the decision

process by declaring that the proceeds will go to a

special purpose within the budget. According to the

most recent state budget, "Illinois school children reap

the benefits of increased lottery sales, since proceeds

from lottery revenues are deposited into the Common
School Fund."

While it is true that since 1985 proceeds from the

Illinois lottery have been deposited into the Common
School Fund, it is not clear that Illinois school children

have "reaped the benefit." The Table shows the

allocation of lottery money to the common school fund

over the past four years. Prior to 1 985, all lottery money
went into the general fund. Beginning in August 1985,

lottery money was transferred into the education fund

rather than the general fund. The table shows that even
though lottery transfers averaged over $540 million per

year over the past four fiscal years, general fund

appropriations for elementary and secondary education

increased by only $186 million over the period. Funds
from the lottery appear to be replacing, rather than

supplementing, general revenue funds in the financing

of education.

Illinois Lottery Money (millions of dollars)

Fiscal

Year

General Fund
Appropriations for

Elementary and
Secondary Education

Lottery Transfers

to State Common
School Fund

1989

1988

1987

1986

$2,823"

2,696

2,823

2,637

ssso.o-"

524.4

553.1

551.7

Source: Illinois State Lottery Comptroller's Office, Springfield; Illinois

State Budgets.

Estimated

Compulsive Gambling

The problem of "pathological gambling" was
summarized by Rena Nora, M.D.:

There is ... a growing population of vulnerable,

high-risk individuals estimated at between three

million and ten million people who fit the criteria

for "pathological gambling" as defined . . . (by) the

American Psychiatric Association. Such persons are

chronically and progressively unable to resist

gambling which, ultimately, leads to the disruption

or damage of family, personal and vocational pursuits.

Given that there is a segment of the population that

has psychological problems related to gambling, the

effect of the lottery on these problems can become an

important policy issue. However, it still must be shown
that the lotteries actually contribute to the problem of

compulsive gambling.

The (British) Royal Commission on Betting,

Lotteries, and Gaming, 1949-1951, found that

compulsive gamblers tended to bet on wagers that were

characterized by: a high probability of winning, a high

level of bettor participation (handicapping), and/or a

12



quick turnaround on the wagers so that the gambler

could immediately bet his winnings (or try to recoup

his losses). Certainly, the Lotto and Daily type of game,

with their delays between drawings, are relatively free

of the habit-forming characteristics of the betting

activities that are common to casinos and race tracks.

Only the Instant type of lottery games would appear to

present any hazards to the player's mental health.

Our Study

In an attempt to provide some insight into why
people play the Illinois lottery, we analyzed some
recent Lotto data for the period from 1 5 [anuary 1 986,

through 26 September 1987. During that period, the

Lotto-6 game had two drawings a week, Wednesday and

Saturday, until the Wednesday drawings were replaced

by the Lotto-7 game on 22 April 1987.' The Lotto games
allow the players to pick their own set of numbers,

either two sets of six out of 44 or one set of seven out

of 39. ' The prizes are determined on a parimutuel basis,

and the grand prize pool is added to the next drawing

grand prize pool if no one wins the grand prize.'*

The data were used to estimate a simple lottery

demand function relating sales to the expected value

of a ticket, the structure of the game, the size of the

jackpot, the probability of winning, the "freshness" of

the game, the number of drawings since someone won
the jackpot, and the day of the week. Here we present

only the results.

As anticipated, the expected value of a ticket has a

positive influence on lottery sales. Expected value was
computed taking into account consolation prizes. The
results show that people tend to buy more lottery

tickets when the expected value of winning is high. It

is interesting to note that over the period of this study,

expected value ranged from $.30 to $.84. Never did

expected value exceed $1, the price of a ticket.

We also found that people buy fewer tickets the more
unequal the prize structure of the game. This is an

unexpected result since people who buy lottery tickets

for the love of gambling should respond by buying more
tickets the more unequal the prize structure.

Our results also showed that the size of the jackpot

has a positive influence on sales. This result is expected

because of the direct relationship between the size of

the jackpot and the expectation of gain. On the other

hand, we found that the accumulation variable,

measuring the number of drawings since someone won
the jackpot, has a negative influence on sales. The size

of the jackpot is apparently more important to ticket

buyers than the number of days since a win.

We further found that the probability of winning
influences ticket buying. For the Lotto-6 game, the

probability of winning is .003049, while for the Lotto-7

game it is .012048. People responded to this by
purchasing more Lotto-7 tickets, other things being
equal.

Our data did not show that tlie "freshness" of the

game stimulates sales. If players become bored with the

same game, sales should go up when the game is fresh

and fall as the number of days since a change increases.

Our results did not confirm this. We found that the

farther away from a change, the higher the sales. It is

possible that new interest in the lottery after a change
is really caused by the advertising blitz that

accompanies the change and not by the change itself.

Thus, the advertising may induce some irregular

players to buy a few tickets; at the same time, more
regular customers, who might prefer a consistent set of

rules may be discouraged by the change. If such
behavior were triggered by changes, then we would see

the type of results that are, in fact, shown in the data.

Finally, we found that the day of the week makes a

difference to ticket sales. As anticipated from general

observation, the Saturday drawings were found to be

quite significantly more popular than the Wednesday
drawings.

Are players of the Illinois lottery behaving rationally

when they buy an Illinois lotto ticket? While we found
that ticket sales do increase as the expected value of a

ticket goes up, at no time during the period of our study

did the expected value of a ticket exceed the ticket

price. Hence, there must be other explanations for

people's behavior. We found little evidence that the

love of gambling or the excitement of a change spurs

lottery sales. Perhaps misinterpretation of the odds or

mistaken notions about the use of the revenues explain

some sales. Or maybe playing the lottery is just plain

fun.

Notes

'a list of sources is available from the authors upon request.

"The Lotto-7 game was replaced by Cash 5 on 4 May 1988.

^Since 7 lune 1 988, players can choose two sets of six out of

54 or one set of five out of 39.

'Parimutuel bettmg means that the winners divide, in

proportion to their wagers, the amount of the bet, minus the

expenses of the operators.

Michael P. Gilvary recently completed his masters

thesis in economics at the University of Illinois at

Urbana-Champaign. faneH. Leuthold is a professor of

economics and Associate Dean for Academic Affairs

in the College of Commerce and Business Administra-
tion at the University.
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Illinois Business Indexes

Tthe outlook for the Illinois economy in the coming
months is ambiguous. The BEBR's three-month moving
average Leading Economic Indicator Series remains

below the six-month moving average for the fourth

consecutive month (see Chart 1 ). Ordinarily, a series of

three such months is considered a harbinger of

recession. But there are reasons to doubt that such an

outcome is likely.

Why did the leading indicator series fall so

dramatically in July? The reason is that several major
components of the series dropped, thereby exerting a

strong negative influence on the overall series. Charts
2-6 also hint at stronger-than-average seasonal

variation.

There was a sharper-than-usual decline in

manufacturing employment earnings, both from the

previous month and from a year earlier (Chart 2).

Illinois residential housing permits have fallen 22.8

percent smce May (Chart 3). July also saw a 15.1 percent

increase in unemployment claims (Chart 4). Another
drag on the leading indicator series was provided by the

steady slide in retail sales through the first half of the

summer (Chart 5). Finally, there was a $29 million

decline in personal income tax revenue received by the

state (Chart 6). Interpretation of the decline in tax

revenues is difficult. The Illinois tax system was
overhauled beginning with the new fiscal year. Thus,

the drop may reflect factors other than generally lower

earnings.

Is recession imminent? Most preliminary data for

August show a rebound from their summer doldrums.

Such an increase could represent a temporary upsurge,

to be followed by a continuation of weakness. However,
it is tempting to regard the most recent figures as

evidence of renewed strength. We succumb to that

temptation.

ILLINOIS BUSINESS INDEXES

Percent



Chart 1. Composite Leading Indicators

(average percent change in base indexes)

Chart 2. Average Weekly Manufacturing Earnings
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T,he latest forecast of the lUinois Econometric Model
indicates that nominal personal income will grow 7

percent over the next 4 quarters. Rising from over $217

billion to more than $232 billion between the first

quarter of 1 989 and the first quarter of 1 990, the growth

in nominal income is due to large increases in income
from services.

The chart shows quarterly changes in nominal
income for each of the major sectors of the Illinois

economy. The most noticeable feature is that increases

in income from services, finance, and wholesale and
retail trade are expected to offset the decline in

manufacturing income. Given that national economic
activity is important in determining the course of the

state's economy, the forecast presented in the table

assumes that the US economy will continue to grow
about 1.2 percent each quarter. The degree of error in

the Illinois forecast is, in large part,determined by the

accuracy of the underlying national economic forecasts.

Illinois Seasonally Adjusted Personal Income (nominal, at annual rates)
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NORMAN WALZER

Economic Conditions and Prospects
in Small Illinois Cities

R.kural areas have lagged behind their metropoHtan
counterparts in income and employment changes.

Many explanations have been offered, including

dependence on routine manufacturing jobs wfith

relatively low pay, poor performance of the farm

economy, and low prices of energy input important in

many rural counties.' The lagging rural economies have

caused state governments to initiate public policies to

promote rural economic development.

While agriculture is important in rural economies, it

certainly is not the largest employment source.

Nationwide, for example, service industries constitute

65 percent of the nonmetropolitan employment base,

followed by manufacturing at approximately 1 7 percent

and agriculture with less than 10 percent in 1979. Rural

communities provide a major employment source for

rural residents, and their condition is of vital

importance in understanding the future of rural areas.

Of the 1,279 municipalities in Illinois, 871 have a

population smaller than 2,500, the Bureau of Census

criterion for urban place designation. In the past, these

communities primarily served farm families and local

residents with a basic level of services. With the exodus

of farm population and loss of city residents, business

thresholds no longer could be met, and the economies

have declined further. Many smaller communities no

longer provide economic services. They merely

represent low-cost housing for commuters to nearby

centers.

Residents in some communities may be satisfied

with this role. To preserve jobs and a tax base, others

are struggling to stabilize their local economies and to

attract or initiate industrial development.

The Illinois Institute for Rural Affairs conducted a

mail survey of mayors in Illinois communities with

population less than 25,000 to identify the perceptions

of recent trends and to determine policies underway to

improve the quality of life. The sample was subdivided

into cities of less than 2,500, those with between 2,500

and 5,000 inhabitants, and communities of more than

5,000 and less than 25,000 inhabitants. Statewide, 299

usable responses were returned.

Economic Conditions

City responses about economic status differ

markedly by size. Statewide, 37 percent reported that

their city economy was growing. The highest (65

percent) positive response is found in cities with more

than 5,000, and the smallest (26 percent) is in

communities with fewer than 2,500 residents (Chart

1). At the other extreme, 26 percent of communities

with fewer than 2,500 reported economic declines.



while only 6 percent of cities of more than 5,000 are in

this category.

Chart 2 shows that business start-ups in the past

three years are more prevalent in cities of more than

5,000 residents (35 percent) than in communities of less

than 2,500 (8 percent). This finding supports a

traditional view that small communities are less

attractive to new business. The loss of major employers

differs less among communities by size than one might

have thought. On average, 27 percent of cities of more
than 5,000 population reported the loss of a major

employer, compared with 14 percent in communities
of less than 2,500. The lower number of large

manufacturing installations in small communities is

one explanation.

Manufacturing is an important source of employment
and income for small community residents in Illinois.

Mayors estimated that an average of 35 percent of the

residents of communities of less than 2,500 are

employed in manufacturing, compared with an average

of 30 percent in cities with over 5,000 inhabitants. Farm
employment also was reported for 21 percent of

residents in communities of less than 2,500, compared
with 12 percent for cities of more than 5,000. Small

towns, especially those with high- quality services, are

bedroom communities, especially if they are close to

metropolitan areas. Manufacturing and services are

important employment sources for residents in these

communities even though employment is in nearby

large cities.

The economic condition of small cities in Illinois is

difficult to characterize because of wide regional

variations. Statewide, 57 percent of mayors reported

retail conditions as either prosperous and expanding or

at least reasonably stable, but the picture differs by city

size (Chart 3). Of communities of less than 2,500, 50

percent reported stable or growing conditions,

compared with 71 percentof cities of more than 5,000.

This finding supports the view that retail establish-

ments in small cities have been hard hit by population

losses and employment declines.

Chart 1. Status of City Economy

Chart 2. Business Start-up and Closure in the

Last Three Years

Source: Survey ofMum
University, Fall 1987,

s Institute for Rural Affairs, Western Illii

When queried about causes of decline in retail

establishments, 44 percent reported that competition

from neighboring large retail centers was the primary

cause. Loss of manufacturing businesses in the area was
the second most important factor according to 25

percent of the respondents. It is clear that the entry of

major discount stores into cities as small as 1 5,000 has

adversely affected retail stores in smaller surrounding

communities. Specialized stores no longer can compete
in price or selection. Increasingly, convenience stores

are providing basic necessities in small communities,

with other purchases being made in nearby larger

centers. An unfortunate side-effect of this shift in

purchasing patterns is the lost sales tax revenues

needed to finance basic public services. This problem

is not of recent origin; it has been a long-term trend

that is not likely to be reversed.

The worst may be yet to come. The age of business

owners in rural communities is such that retirement

is on the horizon, and the financial returns from
attempting to sell the business and retrain for

alternative employment is not worth the cost. When
current business owners reach retirement, many
businesses will close permanently.

Economic Development Efforts

A majority (68 percent) of mayors responding in all

city sizes are dissatisfied with the performance of their

city's economy and employment base. This is not

surprising. The fact that so many are dissatisfied

suggests that they have not given up on finding

solutions and may persist in development efforts.

The Illinois Department of Commerce and

Community Affairs (DCCA) offers a wide variety of

economic development programs through which cities

can assist existing establishments, start businesses, or

entice firms from other areas. DCCA also helps

community leaders strengthen their ability to work
with businesses on economic development projects

through seminars and training programs. What often is

missing, however, is a basic infrastructure within the



community to implement an economic development
program. Economic development cannot be brought to

a community, it must emerge from within.

Development efforts usually benefit from an

economic development plan mcludmg an assessment
of strengths and weaknesses with a method of directing

scarce resources toward development objectives. A
successful economic development program requires at

least one person who serves as a spark to initiate the

effort and to follow-up leads, whether these involve

starting businesses from withm or pursuing leads from
outside the city. Follow-up is especially important and,

often, is lacking.

Statewide, only one in five (21 percent) of the cities

has an economic development plan in place.

Development efforts may occur but not systematically.

Communities of less than 2,500 were much less likely

to have a plan ( 13 percent) than cities of between 5,000

and 25,000 (38 percent). A threshold size exists below
which extensive economic development activities are

difficult to maintain and may not even be worth the

effort. Communities seeking to survive, however, must
aggressively attempt to start businesses and encourage
industries to continue, if not expand. These efforts

require planning and coordination.

Small communities typically have limited

management resources and experience. A part-time

mayor, clerk, and council is the norm. When one
considers the multitude of tasks confronting mayors
and other public officials, it is easy to understand the

relatively little time for economic development efforts.

It is not surprising that mayors in small communities
are responsible for a majority of the economic
development tasks. Responsibility in the mayor's office

was reported by 24 percent of the cities reporting

economic development efforts. This finding was most
prevalent among the smallest communities (30 percent)

and dwindled to 13 percent in cities of more than 5,000.

In larger communities, an economic development
committee (22 percent) or a city administrator (18

percent) replaced or assisted the mayor. Chambers of

commerce were not reported by many cities as having
primary responsibility for economic development. The
sample sizes are small in several of these categories,

however, and limit generalizations.

An alternative to maintaining an in-house staff is to

contract with an economic development professional

to provide the technical expertise missing in the

community. This process is costly and may not bring

results in the near future. Somewhat of a surprise, only
13 percent of the cities had hired an economic
development consultant. Again, the smallest

communities were less likely to have a consultant (7

percent) than cities of more than 5,000 (24 percent).

The cutoff in size for hiring consultants seems to be
2,500 residents

Nearly one in five cities (18 percent) reported no
economic development efforts under way. As one might
expect, the percentage was higher in the smallest

communities (25 percent) than in cities of more than
5,000 (3 percent). Again, this is lack of staff, expertise,

or even interest. The view may be that the economic
base is insufficient to support long-term effects.

Development often takes several years before

employment materializes. This long-term effort is

frustrating and hard to maintain even in large cities.

Efforts by the Department of Commerce and
Community Affairs are important but are apparently

used less frequently in small cities. Statewide, 59
percent reported working with DCCA on development
projects. The response increased with city size. The
smallest communities were least likely to report

activity (48 percent) and cities larger than 5,000
reported the most (83 percent).

Participation in DCCA programs by larger cities

makes sense, given the greater resources available.

Another view, however, is that small communities
need the most technical assistance. When asked why
they did not participate more in DCCA programs, the

mam response from the smallest communities was that

they are unaware of the programs. This response is

distinct from the claim that a DCCA representative is

not available. The latter was not reported as a serious

issue. One can only surmise that mailings about
programs do not reach mayors in small communities
or that they are too busy with daily activities to attend

seminars or workshops.

Chart 3. Condition of Retail Establishments
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Practical Examples

Small cities have responded to local economic
development challenges in many ways. Prophetstown
residents (pop. 2,047) raised sufficient local capital to

purchase a furniture-making business and relocate it in

their town. Funds were raised by selling stock to

residents, and the effort involved virtually no financial

assistance from the federal or state government. The
company management moved with the purchase and
has remained in the community. Reportedly, the

company is doing well, and the economic development
agency is seeking another venture. This endeavor
shows local initiative and a willingness to build on local

resources. It provides an excellent model for other small

communities.



Mason City residents (pop. 2,370) perceived a need

for a retirement center and raised local capital to

construct a 100-bed long-term care facility. That

facility employs 50 part-time and full-time workers and

is an important asset both for Mason City and the

surrounding area. It demonstrates an ability to assess

local needs, develop an initiative, and cooperate with

state agencies on financing and regulation.

Mt. Sterling (pop. 2,232) was successful in attracting

a more than 700-cell state prison. They advanced a

major marketing effort by enlisting assistance from

nearby larger cities and from local officials in

neighboring counties. An effective campaign and

cooperative effort regionwide resulted in a major boost

to economic development. Efforts to assist local

businesses to expand have also been effective. Mt.

Sterling is a good example of mobilizing residents to

pursue major state investments for economic
development.

These communities are but three of many in Illinois

that have assessed their future and worked together to

create employment. Not all of them have used state

resources, but they have been effective in making
available programs work for them. A thread common
in these communities is local leadership, as well as

risk-taking by residents, to improve the future of their

communities.

Responses to Fiscal Conditions

Small communities, because of difficulties in the

post-recessionary recovery period, have had to take

corrective action. On average, one city in four (24

percent) reported furloughing or terminating employees
(Chart 4). Surprisingly, a greater percentage (40 percent)

of cities of more than 5,000 responded in this way than

small communities (19 percent). One explanation is

that there are fewer full-time employees in the smallest

communities. Only 9 percent of the mayors reported

discontinuing or significantly reducing services since

1984, and little variation exists in these responses by

city size.

Contracting for services often is mentioned as a way
to reduce costs of services in small communities.

Part-time police protection, for instance, can be

contracted with the county sheriff's office. Fire

protection contracts (and mutual assistance pacts with

larger cities) are common in rural areas. Refuse

collection is commonly cited as a service to be provided

at lower cost through the private sector. Contracts with

private businesses are found in cities (55 percent)

responding to the survey. Surprisingly, little difference

is found by city size. Details were not provided on

which services are contracted nor on the effectiveness

of the arrangements. Further research is underway on

contracting for police protection.

Beginning in 1987, cities lost Federal General

Revenue sharing (GRS), a significant amount for some
cities. In view of the fact that one-third of the cities

reported assessed valuation declines since 1984, one

might expect property tax rates to have increased in

response to the lost revenues. In practice, 54 percent of

the mayors responded that FY88 tax rates exceeded

Chart 4. Policy Responses to Fiscal Conditions
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FY87 (Chart 4). However, only 13 percent reported that

city residents would support higher property tax rates

to replace lost GRS. This incongruity may pressure

local officials to find ways to finance services with

revenues other than property taxes. Fortunately, the

temporary income tax increase and the increase in

motor fuel tax came at an opportune time to assist in

maintaining the infrastructure required for economic
development.

Future of Local Finances

The future of local finances in many small

communities is relatively uncertain. When asked about

the prognosis for the next three years (FY88 is the base

year), two-thirds (66 percent) reported adequate
revenues for current and expected service requirements

or that funds were adequate for current services but

would not afford expected expansion. Only one in ten

reported that a major tax increase is needed to maintain
existing services. Additional services may require tax

increases. One mayor in five expected to reduce services

during the next three years. The questionnaire, of

course, was prior to the 1989 income tax increase.

Concluding Observations

The survey of small Illinois cities prompts several

broad observations. First, it is clear that many small

communities apparently are not actively pursuing

economic development or using available state

resources. To economic development professionals

working with officials in small communities, this is

not news. Even so, it deserves additional attention.

Seminars for rural local officials, support groups to

assist and encourage local initiatives, and technical

assistance are needed. Many efforts toward these ends

are under way by the Cooperative Extension Service,

Corridors of Opportunity programs, EDA University

Center, and other agencies.

Second, it is reasonable to believe that retail

establishments in communities surrounding a discount

store or shopping center will continue to suffer. Small

communities must recognize these trends and build on
community strengths, such as historical or tourism
potential, recreational opportunities, and other unique
characteristics to attract additional traffic through the

community.
Third, it is worth noting that some small

communities, with no readily apparent special

expertise, have been able to mobilize residents and
businesses to invest in their local economies. These
efforts involve strong leadership plus time and
commitment to pursue economic development in an
orderly fashion. Other community leaders can learn

from these experiences and can use some of the

techniques.

Fourth, it is recommended that officials in small

communities examine the role of public services in

their economic development efforts. Increasingly,

capacity-building efforts will depend on institutions,

such as schools, for talent and expertise. This has not

been a major role for these institutions in the past, but

they will be key in the future, both in the quality of

education provided to the work force and in providing

community leadership on economic development and

other issues.

Many small rural communities are not faring well

during the current economic transformation. Managing
change will require local leadership with technical

assistance. With these efforts, a strong local

commitment, and some good fortune, the future for

small rural communities can improve. But it will take

work.

Notes

1

.

A list of sources for information in this article is available

from the author, on request.

2. Issues and Conct-nis of Small City Officials in Illinois is

available from the Illinois Institute for Rural Affairs at

Western Illinois University. This report is part of a larger study

of townships, counties, fire protection districts, sheriffs

offices, and school districts. Reports of these studies will be

published at a later date.

Norman Walzeris Director of the Illinois Institute for

Rural Affairs and a professor ofeconomics at Western

Illinois University.



CASE M. SPRENKLE

On Some Macroeconomic Myths

J.n recent years I have begun my macroeconomic
theory class each semester by picking students at

random to answer questions about the US economy. I

then have the whole class "vote" to select the best

answers. The votes show, and often with large

majorities, that the students are seriously misguided
about the US economy. The same can be said for the

educated layman—judging from my experiences at

various business seminars. Many observers have
lamented a decline in the quality of discussion about

the economy by the media and by politicians, so

perhaps this misinformation should not be surprising.

But the misinformation and the vehemence with which
it is sometimes held is discouraging and potentially

dangerous for a democratic society.

Since you subscribe to the Illinois Business Review
and have read this far, it is unlikely that you believe as

many economic "myths" as my students. But, to be on
the safe side, here is a sample of a baker's half dozen
of the more important and most often believed myths.
These seven myths are concerned with the roles of the

business and government sectors of the economy and
with perceptions of our recent economic performance.

The facts are easily obtainable from government
publications. The Economic Report of the Presidential

past years and current issues of The Survey of Curren t

Business, and, thus, are easily obtainable by anyone
interested—including, I might note, members of the

media and politicians.

Myth # 1 . Our current economic problems are caused

by a slowdown in investment in plant and machinery
in the 1970s and 1980s.

Fact #1. As a percentage of Gross National Product

(GNP), investment in plant and equipment averaged

10.7 percent in the late 1940s, was 9.5 percent in 1960,

10.4 percent in 1970, and 11.8 percent in 1988. If we
are underinvesting, we have been doing so for a very

long time. Since there has been no fall off of investment,

it seems hard to blame it for any recent difficulties,

including keeping up with the Japanese or, previously,

the Germans. It might be noted that these investment

figures cannot be compared with those for other

countries since US figures do not include government
investment.

Myth #2. Our current economic problems are caused

by the greed of businesses that make exorbitant profits.

Fact #2. Corporate after-tax profits as a percentage

of GNP was 5.3 percent in 1960, 4.1 percent in 1970,

5.6 percent in 1980, and 3.3 percent in 1988. Before-tax

profits follow a similar pattern. Because corporate

profits are quite cyclical, year-to-year variations are

substantial. Even so, it is hard to believe that such small



profit figures create a major problem. It might be noted

that my students grossly overestimate profits as a

percentage of selling prices. They apparently believe

that a product they buy for $10 typically results in a

net profit of about $3!

Myth #3. Our current economic problems are caused

by ever-increasing taxation.

Fact #3. Other than contributions to social security,

total taxes collected by federal, state, and local

governments as a percentage of GNP were 23.0 percent

in 1960, 24. 1 percent in 1970, 23. 1 percent in 1980, and

23.0 percent in 1988. Hov^fever, both social security

contributions and benefits have risen. Social security

contributions increased from 4.2 percent in 1 960 to 9.

1

percent in 1988, and benefits rose from 2.2 percent in

1960 to 7.5 percent in 1988. Broader coverage and

increased individual benefits added both to the

contributions and benefits figures, and an aging

population also added to the increased benefits figure.

It might be noted that the supposed crisis in social

security is difficult to identify since contributions have

continually been substantially above benefits.

Myth #4. Our current economic problems are caused

by exorbitant and increasing welfare payments.

Fact #4. Welfare payments of all types by all levels

of government as a percentage of GNP were 2. 1 percent

in 1960, 2.9 percent in 1970, 4.1 percent in 1980, and

3.5 percent in 1988. Although generally increasing, it

is hard to believe that these percentages can create

major problems for the economy. Furthermore, much
of the increase is caused by higher unemployment
levels. In short, increased benefits in the 1 980s are not

of the type that are the typical concern of those worried

about increasing welfare payments. My students put

welfare payments at around 20 percent of GNP.

Myth #5. Our current economic problems are caused

by excessive federal government spending in areas other

than defense.

Fact #5. Federal nondefense spending on currently

produced goods and services as a percentage of GNP
were 1.8 percent in 1960, 2.2 percent in 1970, 2.4

percent in 1980, and 1.7 percent in 1988. An increase

in government spending did occur, however, at the state

and local level, rising from 8.9 percent in 1960 to 12.2

percent in 1988. If you are worried about government

bureaucracy, Washington seems hardly the place to

look! By the way, my students also put this figure at

around 20 percent.

Myth #6. Our current economic problems are caused

by exorbitant and increasing expenditures on national

defense.

Fact #6. National defence spending as a percentage

of GNP was 8.8 percent in 1960, 7.6 percent in 1970,

5.2 percent in 1980, and 5.4 percent in 1988. Not being

an expert on national defense matters, I cannot really

comment on whether these percentages are exorbitant

or not, but they have clearly fallen rather than increased.

And now for a myth concerning our collective

memory.

Myth #7. The 1970s were a decade of miserable

economic performance, but the 1980s have shown
dramatic improvement.

Fact #7. Consider the three measures of economic

performance most often used: real growth, inflation,

and unemployment. For the 1970s, the average real

growth rate of GNP was 2.75 percent, the average

inflation rate was 7.25 percent, and the average

unemployment rate was 6.00 percent. For the 1980s,

the real growth rate was 2.50 percent, the inflation rate

was 5.00 percent, and the unemployment rate was 7.50

percent. These differences are hardly worth writing

home about!

At the very least, what you have learned should

enable you to be a "myth buster"and to increase your

chances of becoming the most unpopular guest at the

fewer and fewer parties to which you are invited. You
may even be moved toward sympathy for the lot of the

typical economist.

Case M. Sprenkle is a professor of economics at the

University of Illinois.



ROBERT P. HARTWIG

Illinois Then and Now: No Sign
of Recession

T ĥe US economy over the past months and even

years has defied all the experts. Despite numerous
tollings of its death knell, the economy has refused to

die. In fact, it seems that the economy has emerged
from each adversity with renewed strength and has held

together under circumstances that during other periods

would have sent it headlong into recession.

The economy m which we live today is remarkably

resilient, much more so than a decade ago. Some credit

this increased resiliency to improved inventory

management by firms, higher productivity of the

marginal worker, or successful restructuring in the

American manufacturing sector. But whatever the

reason, real growth has persevered through shock after

shock over the past five years;

• 1985 saw a record appreciation of the dollar against

major trading-nation currencies, yet the domestic

manufacturing base was not decimated by foreign

competition, as had been widely feared.

• 1987 brought the Black Monday stock market crash,

rivaled only by the Black Friday crash of 1929. Some
predicted a repeat of history, that is, that the nation

and world would once again plunge into deep

recession.

• 1988 was marked by the most severe drought in half

a century. Not since the Dustbowl years of the 1 930s

had so little ram fallen in America's grain- producing

regions. The drought, compounded by the savings and

loan crisis, stubborn trade imbalances, and a

mounting federal debt, combined with the tight

monetary policy implemented to thwart inflationary

pressures all signaled an end to the period of growth

that had endured since 1983.

• 1989 transferred the problems of 1988 to a new
president. Petroleum prices resurged, inflationary

expectations soared, the stock market experienced a

mini-crash, and the threat of a too restrictive

monetary policy seemed to place the economy at the

crossroads of recession and stagflation.

In light of these and other would-be harbmgers of

recession, why is the United States not suffering from

high unemployment and accelerating inflation as it did

during the late 1970s and early 1980s? There are many
possible reasons; but if the economy can be compared
to an athlete, it can be said without a doubt that it was
(and is) in much better shape to weather adversity and

to endure than it was a decade ago.

In the remainder of this article, I use the state of

Illinois as a microcosm to illustrate this point. In the

years preceding the last recession, Illinois was an

economic basket-case, experiencing negative growth



rates, high unemployment, and even a net popuhition

loss. Ten years later, the state economy is strong and

growing, in spite of the negative economic climate of

the past five years. In short, there is a world of difference

between Illinois then and Illinois now. Illinois shows
no sign of recession.

Illinois Then

The Illmois economy in the years prior to and during

the last recession was in a shambles. The state's paultry

performance through this period is clearly indicated in

the top portion of Table 1. Gross state product (GSP)

declined at an accelerating rate between 1976 and 1980,

with no real recovery until 1984. Illinois experienced

negative real personal income growth in 1 980 and 1982,

and the value of contracts for future construction fell

precipitously in the period from 1977 to 1982.

Unemployment rose from a low of 5.5 percent in 1 979

to a peak level of II .4 percent in 1 983, and in 1 979 the

state even suffered a net loss of population due in part

to heavy out-migration.

Illinois Now
Few of the maladies that afflicted Illinois during the

late 1 970s and early 1 980s are in evidence today. Years

subsequent to 1982 show no negative growth in any of

the series presented in Table I, with the exception of

a minor fall in the value of future construction

contracts in 1988.

During the first quarter of 1 989, the state's economy
boasted a number of bright spots in a broad range of

categories.

• The state is doing its part to bring down the nation's

trade deficit. The value of Illinois exports increased

by 29.3 percent while imports grew by only 15.4

percent.

• Illinois farmers appear to have gained a net financial

benefit from the recent drought. Cash receipts from
farm marketing were up 4.9 percent through

November of 1 988 over the same period the previous

year. This reflects large increases in the price of

existing supplies of grains.

• Near record levels for the value of contracts for future

construction were recorded in 1988 with a total value

in excess of $10 billion.

• Average state labor force for February was a record

5,976,000. Unemployment during the month reached

a 9 1/2 year low at 5.2 percent.

• Retail sales also grew at a healthy pace, rising 4.6

percent in 1988 over the previous year.

• Expectations about the future also remained bright.

The Purchasing Manager's Survey for Chicago
remained positive for the 39th consecutive month,
indicating that business activity in general was
expanding.

Chart I illustrates the difference a decade makes.

Gross State Product has grown at a much healthier pace

since the last recession ( 1984-1988] than in the period

preceding it (I976-I980). Based on a comparison

between the these two five-year periods, there is little

evidence to support the notion of a recession lurking

around the corner.

Illinois: Land of Disparity and Despair

Illinois has come a long way since the recession in

the first part of this decade. As indicated, its

unemployment rate is ncaring a 10-year low.

Unfortunately, economic growth in recent years has

not reached everyone. Table 2 shows that pockets of

extremely high unemployment persist in the state. In

fact, a surprisingly large number of counties have

experienced only marginal gams in employment during

Table 1. Illinois Vital Signs" (percentage change from previous year in constant 1982 dollars)

Year

1976

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

1987
1988''

1989''



the economic recovery of the past seven years. Note on

the one hand that in every year at least one county

experiences unemployment in excess of 20 percent.

Counties such as DuPage and Champaign, on the other

hand, have unemployment rates that are consistently

below the state and national averages.

The persistence of high unemployment in southern

Illinois throughout the longest sustained period of

economic expansion in the post-war United States

suggests that the Southern Illinois economy has been

unable to adapt to today's dynamic economic climate.

Chronic Problems in Southern Illinois

Counties where unemployment remains high and per

capita income low possess a common denominator

—

all are located in the extreme southern region of the

state. Because these counties are not very populous,

their statistics do not have a great deal of impact on

the aggregate state figures for income and employment.

For example, the population of Johnson and Pulaski

counties, the two counties with the most chronic

unemployment, are, respectively, 1 1 , 1 00 and 8,400 for

1 987. By comparison, DuPage county, has nearly 3/4 of

a million inhabitants, and incorporates many
well-to-do Chicago suburbs.

Typically, low-unemployment counties incorporate

affluent Chicago suburbs (for example, DuPage) or

benefit from the presence of a major state or federal

employer (for example. Champaign).'

Chart 2 graphically depicts the regional disparity in

per capita personal income within Illinois. It illustrates

the point that the gap between per capita income in

well-to-do counties (for example, Lake and DuPage) and

poor counties (for example, Johnson and Pulaski)

historically has been large and continues to grow.

Equally interesting is a comparison of the per capita

personal income figures for Illinois' poorest and

Chart 1. Pre-Recession vs. Post-Recession Growth
in Gross State Product

(percentage change from previous year)

Chart 2. Per Capita Personal Income
(selected Illinois counties)

Post-Recession (1984-1988)

growth in Gross State Product

Pre-Recession (1976-1980)
growth in the Gross Stale Product

1976
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ROBERT P. HARTWIG

Fiscal Impact on Illinois of Military
Base Closures

O.'n 29 December 1988, a commission of the

Secretary of Defense made public a list of 86 military

installations it had earmarked for realignment or

closure. Among these installations were two Illinois

facilities, Chanute Technical Training Center

(formerly Chanute Air Force Base), located in Rantoul,

and Fort Sheridan Army Garrison in Highwood.
A great deal of attention has been focused on the

economic impact of closure on the affected com-
munities. One study of Rantoul by University of Illinois

researchers Dan Spiegel and Geoffrey Hewings cites

numerous effects on the local community, including

decreases in property value, business volume,

population, and the village's tax base. In the June

Illinois Business Review, ' the severity of the impact of

closure was challenged. It was noted the effects of

closure may be substantially mitigated by the area's

favorable business climate and affordable housing,

factors that bode well for Rantoul's prospects for the

future. Less attention has been focused on the local

economic impact of the Fort Sheridan closure because

its location on high-priced lakefront property lends

itself easily to alternative uses.

This article focuses on the effects of the closure of

both Chanute and Fort Sheridan in terms of their

impact on the State of Illinois. As a direct result of the

closures, the state can expect declines in virtually every

source of tax revenue. The bases are responsible for

hundreds of millions of dollars of federal government
expenditure within the state; still larger sums are

expended indirectly through the multiplier process;"

these too will be lost. Moreover, expenditures can also

be expected to increase as a consequence of increases

in unemployment and welfare programs.

Illinois: A History of Regional Military Dependence

Illinois has a well-diversified economic base. Hence,

the state is not highly dependent on the flow of funds

from military bases. Between 1979 and 1986, the state's

share of nonfarm personal income derived from

military sources increased 23.3 percent, as shown in

Chart 1 . Even so, despite the rapid increase in income

derived from military sources, the overall share of

military income in the state has remained relatively

small, fluctuating in the range of four-tenths of one

percent to six-tenths of one percent annually. But this

observation is deceiving because most military

influence in the state is concentrated in only a few

counties. Table 1 documents this observation for the

decade ending in 1987. Of Illinois' 102 counties, just
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two, Champaign and Lake counties, accrued as much
as 62.7 percent of Illinois total military earnings (see

Chart 2).

During this same period, almost 50 percent of all

military employment in Illinois was concentrated in

these same two counties. An increasing dependence on

federal civilian government employment is also in

evidence. Employment in that sector has risen 17.7

percent since 1978 in Lake county and 5.5 percent in

the state, while falling in Champaign county.

At a glance, one-half of one percent does not appear

to be a large amount of income derived from any single

source. Illinois Gross State Product (GSP) in 1988 was
over $241.3 billion and is the nation's fourth largest

economy by this measure. A one-half of one percent

change in this amount is equal to $1.2 billion. It is

apparent why state legislators are reluctant to see the

military presence in Illinois be diminished.

How the Base Closures Will Affect Tax Receipts

This section describes the revenue and expenditure

categories that will contribute to the state's losses, if

the closures proceed.' Table 2 and Chart 3 show the

major sources of revenue and expenditure in the state.

Table 3 and Chart 4 detail the changes in revenue and
expenditure that can be expected over the period from
fiscal year 1989 to fiscal year 1994.

In addition to decreased revenue and increased

expenditure, one needs to consider the potential cost

of attracting firms to replace the military employment
in the Rantoul area. These costs are extremely high by

historical standards. For example, Illinois offered Sears,

Roebuck and Company an incentive package worth

nearly $30,000 per job during the summer of 1989.

Several years ago, Diamond-Star (Mitsubishi/Chrysler)

received incentives worth $40,793 per job. The record

subsidy is held by Kentucky, which attracted a Honda
plant after offering a $108,333 per job incentive. A
$30,000 per job incentive to replace direct and indirect

employment at Chanute alone could cost nearly $65

million.

It is important to note that the above are not net

costs. They are estimates of the immediate costs to the

state to attract new industries. Governments would not

undertake such expenditures unless they expected to

recoup them at some point in the future.

The single largest area in which revenues can be

expected to slacken is that of the personal income tax.

This conclusion might seem unusual since military

personnel do not pay the state income tax. Even so, a

substantial portion of a serviceman's income is spent

in the local economy. Fiscal Year 1988 estimates of this

proportion for Chanute are 47.2 percent for those living

on base and 56.4 percent for off-base personnel. With
the military payroll at $87 million dollars for FY88,

about $42.5 million reached the local (state) economy
for the Chanute case alone. Because these dollars

become income in the local economy for civilians

supplying goods and services to servicemen, taxes are

paid on some proportion of them.
Civilians spend an estimated 80.6 percent of their

income locally. During FY88, the civilian payroll was
$36.9 million, and income taxes are paid on this

Chart 1. Military Earnings in Illinois as a

Percentage of Nonfarm Earnings

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Chart 2. Military Earnings in Champaign and Lake

Counties as a Percentage of Illinois Total

Military Earnings

Military Employment

—I
1 1 1

1— 1 1 1 1
1

1978 1979 1980 1981 1982 1983 1984 1985 198* 1987
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Table 1. Percentage of Total Illinois Military Earnings

and Employment Concentrated in Champaign and Lake

Counties

Military

Earnings

Military

Employment

1978



factors: one factor relates to the rate at which
replacement firms enter the affected communities; and

the second factor turns on the extent to which the

nonappropriated fund civilians and others who are

either directly or indirectly dependent on military

expenditure remain in the community (especially

Rantoul).

Because of substantial declines in the number of

students enrolled at area schools, expenditures on state

school aid will actually fall by an estimated $7.34

million.

It IS possible that the single largest cost the state will

need to absorb is a $64.6 million charge from retraining

and incentive costs associated with the Chanute
closure. If, as discussed earlier, the state attempts to

attract industry into the Rantoul area to replace the

nearly 2,400 civilian military positions, the incentive

costs may be extremely high.''

Chart 3. Illinois Revenues and Appropriations (FY90)

Revenues by Source

I I Income Taxes

S Sales Taxes

^ Bond Proceeds

Read Taxes & Taxes

l~l Federal Aid

1 Lottery

B Other Sources

Table 3. Estimated Revenue Losses and Expenditure

Increases to the State of Illinois Due to Base Closures

(millions of 1989 dollars)"

Revenue Losses



Conclusion

$240 million dollars is a substantial loss. Whether

this amount is deemed significant in terms of the state's

total tax resources or whether it is likely to cause

"damage" to the state is up to a federal judge to decide.

Notes

1

.

A hst of sources used in this article are available from the

author on request.

2. I briefly describe the multiplier process here. If, on average

people spend 75 percent of theu mcome in the state economy,

then the multiplier is calculated as 1/(1 - .75) = 4. This

means that for each $ 1 of expenditures I make in the state, a

total of $4 of income are created economy-wide (see my June

1989 article for more detail).

3. During the summer of 1989, Professor Walter McMahon
and I were commissioned by the Office of the Attorney

General of the State of Illinois to analyze the economic effects

of the closures of Fort Sheridan and Chanute AFB on the State

of Illinois. At this writing (early November 1989), a federal

judge is determining the state's standing in a lawsuit filed by

Illinois Attorney General Neil Hardigan to block the closure.

Our report is an element of the state's defense, and therefore

no details may be revealed at the present time.

4. This figure does not include the military personnel

themselves. The estimate for total number of iobs supported

in the entire United States is 5,823.

5. Multiplying the number of jobs lost by the incentive cost

would yield a deceptively large estimate. Our analysis

assumes the loss of jobs and, thus, replacement costs to be

streamed out over a five-year period. These costs are then

discounted back to the present, producing a smaller figure

than a casual inspection might suggest.

6. Presenting losses in constant 1989 dollars means that

estimates were not adjusted for inflation. Had we done so,

total losses would have been higher.

Robert P. Hartwig is a Ph.D. student in economics at

the University of Illinois and a research assistant in

the Bureau of Economic and Business Research.

New Publications Available

from the Bureau

1990 Illinois Economic Outlook

The 1 990 Illinois Economic Outlook, the latest in the

series of Outlooks by the Bureau of Economic and

Busmess Research, will be available in mid-December.

This year's Outlook examines trends in Illinois

agriculture, financial institutions, education, energy,

personal income, health care, real estate, and

employment. It also looks at Illinois' place in the Great

Lakes economy, the growth of small businesses in the

state, and changes in state revenues and expenditures

for the coming year. The publication will be $5 .00 per

copy.

1989 Illinois Statistical Abstract

The 1989 Illinois Statistical Abstract is currently

available from the Bureau of Economic and Business

Research. The Abstract is the most comprehensive

source of Illinois data available, providing over 350

tables for the following areas;

Personal Income & Nonfarm Earnings

Farm Income
Transfer Payments
Employment: By Industry

Labor Force Statistics

Weekly Earnings & Hours
Gross State Product

Census of Manufactures

Census of Services

Census of Population & Housing
Building Permits

Consumer Price Indexes & Inflation Rates

Commercial Banking Statistics

General Revenue Fund Tax Receipts

Estimated Retail Sales

The Abstract is available in paperback (615 pages) for

$27.50 and on diskette (Lotus format) for $40.00 (3.5"

and 5.25" disks available).

Further information and copies of the Outlook and

Abstract are available from the Bureau of Economic

and Business Research, 428 Commerce West, 1206 S.

Sixth Street, Champaign, Illinois 61820.



New Decade, New Look
for Illinois Business Review

B.beginning in the new year, the Illinois Business

Review will inaugurate a new look and a new
publication schedule. The design by College of

Commerce staff artist Barbara Burch will feature two
colors and a three column format for a more interesting

and attractive presentation of our usual informative

articles and statistics.

The changes will also extend to a quarterly rather

than bimonthly publication schedule to fit more closely

the issuance of data from government agencies used

within our statistical models. The first issue of the new
year will be April 1990.

The Review is taking this opportunity to update our

subscription lists as well. On the back page of this issue

you will find a subscription form to be filled out and

returned to the Bureau of Economic and Business

Research. If you wish to continue to receive the Review,

please complete and return the form to the Bureau by

1 March 1989. Unless we receive the subscription form,

your name will be removed from the mailing list.
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Illinois Business Statistics

New Format

With this issue of the Illinois Business Review we begin

a new format for our statistics pages. Emphasis will be

placed on forecasts for the Illinois economy generated

by the Illinois Econometric Model. The model has been

developed by the Bureau of Economic and Business

Research at the University of Illinois. Sectoral forecasts

for gross state product, personal income, and

employment will be included in each issue. Special

forecasts for series such as building permits, retail sales,

and price indexes are under development and will be

presented at regular intervals.

Gross State Product and Personal Income

Growth rates for both Gross State Product (GSP) and

Gross National Product (GNP) have been erratic during

the past two years (Chart 1 ). Successive predictions for

the future have also oscillated, ranging from moderate

growth with a "soft landing" to recession. Our forecasts

show that 1 990 will mark the beginning of a sustained

growth period. The forecast bodes especially well for

Illinois through 1991:1 since GSP growth is expected to

exceed growth in GNP. Personal Income (Chart 2) will

grow more rapidly than its national counterpart

through much of the next two years.

Chart 3 identifies the composition of growth in GSP
from 1989:IV through 1991 :IV. Growth will be highest

in the service industry, accounting for 28.1 percent of

total growth, distantly followed by wholesale and retail

trade, and finance, insurance, and real estate.

Manufacturing is expected to comprise only 13.3

percent of growth over the forecast period. Chart 4

shows that manufacturing is expected to lag behind

services for the foreseeable future.

FORECAST STATISTICS

Personal Income (millions of dollars, seasonally adjusted at annual rates)



Chart 1. Growth of Gross National Product

vs. Gross State Product

(percentage change from previous quarter)

Chart 2. Growth in Illinois Personal Income
vs. US Personal Income
(percentage change from previous quarter)

^— Illinois Personal Income

Us Personal Income

II III IV I II III IV I II in IV I II 111 IV

1988 1989 1990 1991

Chart 3. Composition of Growth in Gross
State Product

(1989:IV to 1991. IV)

Chart 4. Manufacturing vs. Services Sector Growth
(1989:IV to 1991:IV)

Manufacturing

Services

Finance/lnsurance/Rea! Estate

Transportation & Utilities

Wholesale & Retail Trade

Goverment

Other Sources

Manufacturing Growth

^— Service Growth



Illinois Economic Outlook

Tcotal employment in Illinois will register moderate

growth through the first half of 1 990, according to the

Illinois Econometric Model. Private nonfarm
employment is expected to be slightly less than 4.5

million by mid 1990. However, there will be markedly
different growth rates across various sectors of the

economy (Chart 1). Most notably, the decline in

manufacturing employment and the strong growth m
the service sector is expected to continue. Shrinking

job opportunities in durable goods manufacturing at the

state level are a reflection of the large employment
decreases occurring at the national level. It is expected

that there will be 1 80 thousand fewer jobs in US durable

good manufacturing by the second quarter of 1990.

Similary, Illinois is part of a national trend of increasing

growth in service employment and moderate expansion

in the financial sector.

Illinois Employment (percentage change from
previous qu arter)

I Wholesale/Retail

Illinois Seasonally Adjusted Employment
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Hans Brems

The Mix of the Mixed Economy--

A Cross-Country Perspective

The mix of the mixed economy

has several dimensions each of

which displays considerable vari-

ation among Organization for Eco-

nomic Development countries. At

the one extreme one usually finds

Japan, at the other, Sweden.

The purpose of this article is to

use such variation for a cross-

country analysis of the effects of

the size of government. I shall ex-

amine the effects on inflation, the

labor force participation rate, gross

saving, and economic growth.

Putting conclusions first, we find

that countries with larger govern-

ments are likely to have higher in-

flation, slightly higher participa-

tion, lower gross saving, and slow-

er economic growth than countries

with smaller governments.

I use the following definitions:

E = total employment

e = government employment

F = labor force

g = rate of growth of real gross

domestic product

/ = rate of inflation

P = population from age 15 to 64

R = government current receipts

;• = before-tax nominal rate of

interest

p = after-tax real rate of interest

5 = gross saving

T = tax rate

Y = gross domestic product

Government, Large and Small

The size of government can be

measured along at least four di-

mensions. One measure of size is in

terms of the number of workers

government employs relative to to-

tal employment. A second measure

of government is in terms of in-

come it transfers from one group to

another. Third, government can be

viewed in terms of the portion of

the economy's resources it con-

sumes. And fourth, the size of gov-

ernment can be measured in terms

of the taxes it raises in relation to

domestic income.

For 1980-1986 the OECD' reports

government employment as a per-

centage of total employment, e/E

(see first column of table). The

Swedish percentage is the highest

and the Japanese one the lowest

among OECD countries. The cross-

country range is very wide: the

Japanese percentage is a mere 20

percent of the Swedish one.

The OECD reports the 1980-1986

social-security transfer payments as

a percentage of gross domestic pro-

duct (see second column of table).

Here the Swedish percentage is not

the highest among OECD countries

and the Japanese one not the low-

est. Between them the cross-

country range is moderate: the

Japanese percentage is 60 percent of

the Swedish one.

For 1980-1986 the OECD reports

government final consumption as a

percentage of gross domestic prod-

uct (see third column of table).The

Swedish percentage is the highest

and the Japanese one the lowest

among OECD countries. The cross-

country range is now wider: the

Japanese percentage is merely 35

percent of the Swedish one.

Government transfers, subsidies,

interest payments, final consump-

tion, and gross capital formation

must be financed. For 1980-1986 the

OECD reports government receipts

as a percentage of gross domestic

product, R/Y (see fourth column of

table).The Swedish percentage is

the highest and the Japanese one

the lowest among OECD countries.

The Japanese percentage is 50 per-

cent of the Swedish one.

Statistical Work
Such wide variation tempts one

to use cross-country regression

analysis to illuminate the effects of

' AH data come from the OECD
Historical Statistics for 1960-1988. A com-

plete list of references is available from the

author upon request.

Alternative Measurements of Government Size

I
Government
Employment

Transfer

Payments

Government
Consumption

Tax

Receipts

Sweden

European
Community

United States

Switzerland

Japan

17.1

16.2

11.0

6.6

18.3%

18.2

11.3

13.3

10.9

18.9

18.1

13.1

9.9

43.2

31.1

33.9

29.8

Note: Government employment is stated as a percent of total employment; transfer

payments, government consumption, and tax receipts are stated as percents of gross

domestic product.
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Chart 1. Inflation and Government Employment
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Chart 2. Partieipation Rate and Tax Burden



and may try to keep up after-tax

real income by adding another

breadwinner: the income effect

upon the participation rate is posi-

tive. The substitution effect and the

income effect pull in opposite direc-

tions. Their balance may be small

and precarious and go either way.

In Chart 2 it is small and goes posi-

tive: the income effect is winning—

a

finding not inconsistent with con-

ventional findings on the labor sup-

ply of wives.

Saving and Tax Burden

For the 10 OECD countries

1980-1986 Chart 3 shows the gross

saving rate as a function of the tax

burden: a country with a 1 percent

higher tax burden will typically

have a 0.61 percent lower gross sav-

ing rate. The effect is powerful

enough to be statistically significant.

Why should there be such an effect?

On the macroeconomics of sav-

ing and taxes Adam Smith (1776)

said succinctly: "[Kings and minis-

ters] are themselves always, and

without exception, the greatest

spendthrifts in the society." Do
such eighteenth-century observa-

tions apply to modem welfare

states?

To begin with, not only may
modem govemments fail to save;

they typically dissave. As reported

by the OECD, for 1980-1986 all the

govemments of our 10 countries ex-

cept the Swiss had outlays in excess

of receipts.

Next, not only may govemments

fail to save, they may also dissuade

their private citizens from saving.

Perhaps the most important incen-

tive to private saving is the fact that

income dries up following retire-

ment. To the extent that social secu-

rity removes that incentive, it tends

to reduce private saving. Does it re-

place the lost private saving by gov-

emment saving? As Martin Feld-

stein pointed out in 1974, the an-

swer depends on how social secu-

rity is financed.

The actuarial principle would re-

quire social-security contributions

to be paid into a fund placed in in-

terest-eaming assets. Upon retire-

ment a participant would be receiv-

ing an annuity whose size would

depend upon the size of his

past contributions and the interest

eamed on them. Like the voluntary

contributions of a private insurance

scheme the mandatory contribu-

tions of a govemment scheme

Chart 3. Saving and Tax Burden



Chart 4, Rate of Growth and Tax Burden



Paul C. Bishop Making the Grade:

Education Expenditures in Illinois

One of the lasting effects of the

1980s will be the renewed con-

cern on the part of the general

public for the quality of education

in the United States. Through a se-

ries of well-publicized studies, the

nation was reminded that success-

ful public education programs re-

quire vigilance and innovation by

educational professionals, support

from funding authorities, and re-

sponsiveness to the needs and con-

cerns of the public. However, pro-

posals for improvement and sup-

port of schools are soon met with the

practical realities of the legislative

and budgeting process. For resi-

dents of Illinois, controversy over

the funding of education has become

an all too familiar subject.

The purpose of this article is to

examine the performance and the

trends in state and local funding of

Illinois public schools. The second

section considers education expen-

ditures by state and local authorities

for all levels of education. The third

section briefly examines the funding

Table 1. Per Capita Stale and Local Education Expenditures





Revenues of the nation's schools

have increased from $40.2 billion in

1969 to $176.2 billion in 1987. In real

dollars the increase has amounted

to approximately 40 percent. The

Chart (page 10) indicates the per-

cent of all revenues contributed by

federal, state, and local authorities

over the period. Most noticeably,

the federal government has tradi-

tionally taken a relatively small role

in the direct funding of education in

the United States. As a result, the

burden of financing education has

fallen to the state and local govern-

ments. Furthermore, even the rela-

tively small contribution of the fed-

eral government has declined from

9.8 percent in the late 1970s to 6.4

percent by 1987. Reduced contribu-

tions by the national government

have necessitated increased contri-

butions by state and local au-

thorities. However, the relative

burden has shifted between the

local and state governments as

well. State governments' share

of education funding has in-

creased from less than 40 per-

cent to nearly 50 percent over

the period, as local funding per-

centages have dropped from

over 52 percent to less than 44

percent.

In Illinois, transfers from

state governments account for

only 40 percent of total school

district revenues, while the

share from local funds, primar-

ily from property taxes, is over

45 percent. From these figures

we see that Illinois depends

relatively more heavily on prop-

erty taxes derived from local

sources than state income taxes

or sales taxes. However, on a

regional basis, dependence on

local tax revenue varies greatly.

Table 4 (page 10) shows a break-

down of funding sources for the

three major regions of Illinois.

The Chicago city schools de-

pended least on local taxes,

while the Chicago area subur-

ban districts received over two-

thirds of their revenue from this

source. For the rest of the state, lo-

cal taxes accounted for less than

half of all revenues. Also given are

the revenues of each region per stu-

dent enrolled in public schools in

that region. Chicago suburban

school districts receive the greatest

revenue per student, $4,625, and

the area outside of Chicago aver-

aged $3,296 per student.

A portion of state transfers to lo-

cal school districts is from proceeds

of the Illinois State Lottery. During

fiscal year 1988, lottery sales of $1.3

billion generated $524.4 million in

net proceeds. Since the institution

of the lottery in 1973, its profits

have been made available to public

schools through the Common
School Fund, reducing the burden

on the General Revenue Fund for

education spending. The lottery

proceeds account for approxi-

mately 19 percent of the state's con-

tribution to the funding of elemen-

tary and secondary education.

Education Expenditures at the

Elementary and Secondary

Levels

Table 5 (page 1 1 ) compares se-

lected measures of education ex-

penditures by local governments on

elementary and secondary educa-

tion per pupil in average daily at-

tendance' and per thousand dollars

of personal income in 1987 and on

average for the period 1978 to 1987.

In 1987, the average expenditure

per student in average daily atten-

' Average daily attendance refers to the

average number of pupils attending when

schools are in session.

Table 3.



Revenues for Public Schools (by source of funds)
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Star Series Lectures

The Bureau of Economic and

Business research at the Uni-

versity of Ilhnois at Urbana-

Champaign has begun a "Star

Series," a program to provide

speakers on topics of interest to

citizens around the state. Since the

series' inception, groups in Ever-

green Park. Monticello, Decatur,

and Peoria, have heard University

experts speak on the economic out-

look for the nation and for Illinois,

along with discussions of interest

rate developments and the real

estate outlook. On April 5, the Ma-

rine Bank of Springfield sponsored

a program for UI alumni and

friends featuring Bureau Director,

William R. Bryan speaking on the

economic outlook and Professor

Case Sprenkle debunking some

common economic myths. On May
17, First Busey Corporation is host-

ing a program at the U of I Beck-

man Institute in which Professor

Larry Neal will discuss the issues

and implications of economic unifi-

cation of Europe in 1992.

Anyone who would like further

information on arranging such a

program for a group (see the side-

bar for a list of possible topics)

should contact William R. Bryan,

Director, Bureau of Economic and

Business Research, 428 Commerce
West, 1206 South Sixth Street,

Champaign, Illinois, 61820.

Star Series Topics

Inductive knowledge acquisition for developing business systems

New product marketing

Defensive marketing strategies

International market segmentation

Marketing research

Real estate

Investments

International Hnance

Is Cash Flow the Bottom Line?

The Rise and Fall of Junk Bonds as a Financing Alternative

Managing Financial Institutions in a Period of Rapid Change

Internationalizing Business Education

What Are the Significant (Vital!) Issues for Business as We Enter the 90s?

Economic Issues of the Day—And Age

Managing, Japanese Style

Cost of Capital for Nonpublicly Traded Firms and Divisions

US-Latin American Economic Relations

The Latin American Debt Crisis

Current challenges to US foreign economic policies

Inflation in Latin America

Property taxes in Illinois

The business climate and economic development in the state

National tax policy issues

Coal markets

Acid rain regulation

The Economic Implications of this Culture in Transition

Europe 1992

China's development

Issues in Law and Economics

Problems in the airline industry since deregulation

Macroeconomic policy issues and events

US-Japanese relations

Comparative US-Japanese Management Systems

4
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Illinois Business Statistics

The Illinois economy dropped

sharply in early 1989 but recov-

ered as the year progressed (Chart

I ). However, last year's growth is

not expected to continue. It is antici-

pated that growth in both the gross

state product (GSP) and gross na-

tional product will have declined to

1.2 percent during the first quarter

of this year and will increase only

slightly thereafter. Factors contrib-

uting to this moderate forecast in-

clude higher interest rates and a

rapidly appreciating dollar. By

making US-made goods more ex-

pensive abroad and foreign goods

less expensive domestically, a

strong dollar could damage the Illi-

nois economy. Illinois exports,

which benefitted greatly from the

depreciating dollar, rose nearly 20

percent in 1989.

Prices jumped 4.6 percent during

the year ending December 1989 and

have continued to move higher

(Chart 2). Nearly all urban price in-

dexes have increased since Decem-

ber. The increase can be attributed

to higher costs for energy and food

resulting from record cold tempera-

tures. Rates of inflation are ex-

pected to moderate through the rest

of 1990.

Forecast Statistics



Illinois Employment Forecast (in thousands, seasonally adjusted at annual rates)
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William R. Bryan Perspectives on the Economy

Economic activity has weak-

ened in 1990, continuing a

moderation that began more than a

year earlier. The slowdown in the

economy has been reflected in

most major measures of activity.

The growth in real output has

fallen; job growth has declined;

housing markets have slumped;

and household spending has weak-

ened. Whereas the unemployment
rate drifted downward from the

end of 1982 to early 1989, it has

since stabilized.

It may be premature to conclude

that the current expansion is at an

end, but it is timely to look back

and evaluate some of our past eco-

nomic achievements and disap-

pointments. In particular, it is of

interest to draw comparisons be-

tween the decade just ended and

the decade of the 1970s because of

the substantial differences in per-

ceptions regarding the two dec-

ades. There is a widely held view

that economic growth in the 1980s

was robust, benefiting from the

supply-side initiatives of the

Reagan administration. In contrast,

we recall that the 1970s were char-

acterized by stagflation and eco-

nomic malaise.

Major Indicators

The performance of the econ-

omy may be evaluated both in

terms of the achievement of posi-

tive outcomes and the avoidance of

negative ones. On the positive side,

the creation of real output, the

growth of fixed investment, and

job creation may be regarded as

primary goals of the economy.

Looking toward the avoidance of

negative outcomes, we may focus

on the ability of the economy to

avoid such unwanted develop-

Chart 1. Major Indicators of the Economy
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ments as unem-
ployment and

inflation. These

positive and

negative indica-

tors of economic

performance are

shown in Table

1 and Chart 1.

A cursory

glance at Table 1

or Chart 1 sug-

gests that the

two decades

were reasonably

similar. That

finding is a

story in and of

itself. For, such

an interpreta-

tion differs sub-

stantially from

widely held per-

ceptions. It is

reasonably clear

from the data

that economic

developments

during the 1970s

were stronger

than is popu-

larly believed.

Growth rates in

real gross na-

tional product

(GNP), fixed

investment, and

employment
were greater in

the decade of

the 1970s than

during the '

19S0s. The eco-

nomic miracle of the 1980s must be

found somewhere else, if at all.

There are two chief differences

between developments during the

1980s and those in the 1970s. First, the

Decade of the 1970s

Decade of the 19805

300 — Unemployment

250

150

rate of inflation was markedly

lower in the past decade (see

lowest tier of Chart 1). Although

prices continued to rise during

the 19SOs, after the first several
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Table 1. Performance Comparisons





Chart 2. Money Siipphj Crowth and Inflation

I I I I I I I I

1970 1975

growth was out of phase with the

1973-1975 and 1978-1980 accelera-

tions in inflation (see Chart 2). As
money supply measures are broad-

ened to include additional financial

instruments (for example, M2 and

M3), it turns out that monetary

growth rates in the 1970s exceeded

those of the 1980s. Such shifts are

consistent with the direction of

change in rates of inflation. But ac-

celeration and decelerations in

growth rates in those monetary

aggregates are also out of phase

with shifts in inflation.

In order to explain the accelera-

tion in inflation in the second half

of the 1970s on the basis of mone-
tary considerations, it would be

possible to argue that there are

dynamic processes at work, creat-

ing variable lags between changes

in monetary growth and changes in

inflation. Alternatively, it might be

argued that other factors caused

the public's demand for money to

fall relative to the supply. Such an

explanation could suggest that

there were spasmodic diminutions

in the public's demand for real

money balances during the 1970s.

Although such arguments can be

made, their articulation is beyond

the scope of this article.

Was there a meaningful fiscal

policy shift? It can be argued that

fiscal developments tended to off-

set one another in their impact dur-

ing the 1980s. The rate of growth in

federal expenditures rose from 2

percent in the

1970s to 3.8

percent in the

decade just

ended. Pre-

sumably such

developments

would serve to

expand aggre-

gate demand.

At the same
time, the rate

of growth in

federal re-

ceipts more
than doubled,

from 1.3 percent to 2.7 percent

(Table 3). One might argue that

such developments are restrictive,

or reflect restrictive tax changes.

To some extent, fiscal develop-

ments are themselves a reflection of

shifts in the underlying economy
and cannot be viewed wholly as in-

dependent causal agents. But even

if this were not the case, there is a

missing link between the fiscal re-

strictions and the reduced rate of

inflation. Fiscal developments exert

their influence by affecting aggre-

gate demand. As suggested, there

are no meaningful differences be-

tween the rates of growth in real

product, nor any of the other meas-

ures of demand, during the two
decades. That is, the final takings

from the markets were about the

same; but during the 1980s these

takings occurred within a milieu of

smaller price increases.

The most widely held explana-

tion of acceler-

ated inflation in

the 1970s relies

upon supply

shocks. It is

quite true that

energy prices

were driven

sharply higher

by OPEC in

1974 and again

in 1979. Pre-

sumably, as a

result of the

shift in relative

prices, upward price pressures

were set into motion throughout

the economy. Although this view

has substantial common sense ap-

peal, it does not agree well with

economic theory in the context of

the specific accompanying mone-
tary environment.

We are left without a fully satis-

factory explanation for differential

rates of inflation in the two decades

under review.

Economic Problems
Year in and year out, there is a

limited menu of economic prob-

lems that occupies the attention of

the pubhc and of politicians. More-
over, the menu seldom changes.

The perennial problems have been

inflation, high interest rates, unem-
ployment, and the federal deficit. In

recent years, the persistent interna-

tional trade deflcit has been added
to the litany of concerns. It is of

interest to review the past two dec-

ades in terms of these problems.

Inflation began moving higher

again in the late 1980s and into

early 1990. Chart 3 shows the actual

rate of inflation during the 1970-

1990 period (year-over-year percent

changes in quarterly values of the

Consumer Price Index).

There is a view that the public

generates expectations regarding

inflation. Also shown in Chart 3 is a

representation of expected inflation

(a weighted 8-quarter moving aver-

age). According to this representa-

tion, expected inflation rises and

Chart 3. Actual Inflation and Exyected Inflation
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Chart 4
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declines more slowly

than actual intlation.

It is noteworthy that

expected inflation has

been moving higher in

1990. In view of the fact

that its current values are

based on the past, ex-

pected inflation will rise

throughout the remain-

der of the year. Even
though actual rates of

inflation were moderat-

ing at this writing, ex-

pected inflation will be

virtually unaffected by

such developments in

the short run.

There is a view that

the nominal rate of inter-

est is the product of the real rate of

interest and expected inflation.

Chart 4 shows the expected infla-

tion data from Chart 3 along with

the yield on one-year US securities.

The lower tier of Chart 4 shows an

estimate of the real rates of interest

(the nominal rate less expected

inflation). According to this repre-

sentation, real interest rates fluctu-

ated around zero during the 1970s

and into the early 1980s, then rose

sharply from 1982 through 1984.

Although real rates have drifted

lower since late 1984, they have not

fallen below 3.0 percent.

The recent and current upward
movements in expected inflation

suggest that interest rates are likely

to move higher. Such a view is in-

consistent with typical develop-

ments during a period of economic

weakness. As the economy weak-

ens, real rates of interest fall. In-

deed, it can be argued that declines

in anticipated rates of return on

prospective investment ouflays are

an aspect of economic weakness.

Concerns about the federal defi-

cit are perennial. Without a doubt,

the federal deficit has risen persis-

tently during the past two decades

(Chart 5). Stating the deflcit in real

terms (1982 dollars), it fluctuated

between a low of $12.1 billion in

1973 and a high of $121.4 billion in

Expected bifhitioit ami Interest Rates

Expected Infliition

Interest Rale
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Chart 5. Federal Deficits

1975, averaging $50.7 billion dur-

ing the 1970s and $54 billion in the

12 years ending in 1981. After 1982

the deficit rose markedly (see

Chart 5), then fluctuated between a

low of $125.1 billion in 1989 and a

high of $188.6 billion in 1986. A
comparison of the average of the

1970-1981 period with the average

of the 1982-1989 period, indicates

that the deficit tripled (even stated

in constant dollars).

A less dramatic interpretation

emerges if

the size of

the deficit is

adjusted to

the size of

government

operations.

The lower

tier of Chart

5 shows the

deficit as a

percent of

federal ex-

penditures.

By this

measure, the

deficit aver-

aged 8.3 per-

cent of the

budget in

the 12 years

ending in

1981 andl7.4

1 percent in the 1982-1989

period. Looked at in this

way, the deflcit more
than doubled after 1981.

While this too represents

a substantial growth in

the federal deficit, it is

meaningfully smaller

than suggested by dollar

figures.

Similarly, there has

been an increase in the

nation's real current

account deficit in inter-

national trade. If meas-

ured in terms of dollars,

even held at constant

value (see upper tier of

Chart 6), the growth in

the deficit is substantial.

During the decade of the 1970s and

through 1983, the real current ac-

count registered seven surpluses

(the largest being $57 billion in

1980) and six dcflcits (the largest

being $49.4 billion in 1972). On av-

erage over the fourtccn-year period

the deficit averaged $0.6 billion. But

in the 1984-1989 period, there were

no surpluses, and the real deficit

averaged just over $94 billion.

It is of interest to review the

same time periods but with data

1975 1980 1985

_1 I \ I I
III I
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Chart 6. International Trade Deficits

Billions of 1982
Dollars

Suq:)lus or Deficit

as a Percent of Exports

arranged differently. Expressed as

a percent of exports, the deficit av-

eraged 3.2 percent during the 1970-

1983 period, and 17.8 percent in the

1984-1989 period. Hence, that part

of the picture remained quahta-

tively unchanged: because there

have been no surpluses, there has

been a substantial increase in the

average current account deficit. But

other parts of the picture are mark-

edly different. The magnitude of

the fluctuations has remained sub-

stantially unchanged over the two

decades. Recent deficits are not

larger than earlier ones.

We sometimes forget that the

unemployment rate has been below

5 percent. In fact, in 1969 unem-
ployment averaged 3.5 percent of

the labor force. But the mild

slumps in the early 1970s coupled

with the sharp 1973-1975 recession

drove unemployment to an 8.5 per-

cent average in 1975. The slow

gro\vth in unemployment during

the 1980s (summarized in Table 1)

is partly an illusion. Unemploy-
ment was relatively high as the

decade opened, and although it fell

during the 1980s, by 1989 the un-

employment rate had declined only

to 5.3 percent, well above its level

tvs'o decades earlier.

The higher unemployment rate

is partially ex-

plained by

pointing to the

increase in

participation

rates. There

has been a

persistent and

substantial rise

in the rate at

which the

working-age

population has

chosen to par-

ticipate in the

labor force.

Throughout

the 1950s and

1960s, the par-

ticipation rate

was relatively

stable, remaining at or just under

60 percent. But participation rates

began edging higher during the

1970s and continued to move up
during the 1980s, registering

decade-long increases of 6 percent

and 4.5 percent, respectively.

Labor force shifts are an impor-

tant aspect of developments relat-

ing to household income. Per capita

income rose on balance in the 1970s

and 1980s. It is important to note

that these increases were made
possible, in part, by the rising par-

ticipation rates. Indeed, the in-

creased participation rates, chiefly

resulting from a movement of

women into the work force, may be

viewed as an adjustment of house-

holds to economic forces that

would otherwise have driven their

incomes lower. Even after mak-
ing a rough adjustment for changes

in participation rates, real per cap-

ita income would have risen over

the past two decades. But the

growth would have been cut by

about one-fourth.

Concluding Remarks
As 1990 unfolds, I anticipate that

the economy will weaken, unem-
ployment will rise, inflation and

interest rates will decline, the fed-

eral deficit will rise, and the

international trade deficit will fall.

There is no reason to suppose that

any of these developments will

constitute a marked departure

from the experience of the past two
decades. These shifts are part of

what is typically referred to as a

cyclical process. At the same time,

there is very little regularity in this

process, nor does the process carry

with it elements of inevitability.

Rather, it is simply a fact that the

economy does not expand evenly.

It tends to move in fits and starts.
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Mary A. Laschober The State of the State from a Tax Revenue
Perspective

Developments relating to tax

revenues can reveal informa-

tion about the strength or weakness

of the economy. If current year

receipts appropriately adjusted for

changes in tax laws and inflation

depart from the previous year's

receipts, the departure must relate

to a corresponding change in the

real base upon which the tax reve-

nues are collected. For example,

adjusted personal income tax re-

ceipts for the state of Illinois are

lower in fiscal year 1990 (FY90)'

than in FY89. Such a shortfall im-

plies that there has been a decline

in personal income, the base upon
which the receipts are levied.

Changes in individual tax receipts,

therefore, provide strong signals

about the performance of certain

sectors of the economy. Moreover,

because tax receipts in Illinois are

published on a monthly basis, the

information they provide is rela-

tively up-to-date.

True changes in the tax base can

be inferred from changes in tax

receipts only if tax rates and other

factors are directly comparable. To
achieve comparability between

FY89 and FY90 receipts, FY89 Illi-

nois corporate and personal income

tax receipts were artificially in-

flated to account for the 20 percent

increase in tax rates implemented

in FV90. The corporate income tax

rate was increased from 4.0 to 4.8

percent, while the personal income
tax rate was raised from 2.5 to 3.0

percent, both effective July 1, 1989.

In addition, 1^89 net tax receipts

were adjusted for the accounting

changes that occurred in FT90. In

FY89, an Income Tax Refund Fund
was created in order to pay tax

refunds to corporations and indi-

vidual filers. Whereas 18 percent of

Chart 1. Nominal Net Corporate Income Tax Rcceipits





Chart 3. Before Tax Corporate Profits

(seasonally adjusted at annual rates)





Chart 6. Real lUinois Personal Income





from a 50 percent increase in tlie

cigarette tax rate, effecti\'e July 1,

1989. Cigarette sales have consis-

tently declined over the past few

years, as evidenced by the 8 per-

cent decrease in the cigarette tax

base in FY90. FY90 lottery receipts

were also 1.3 percent lower.

Total Tax Receipts

Total tax receipts for FY90 were

only 1.8 percent greater than Fi'89

receipts, after adjusting for all rate

and accounting changes. The over-

all Illinois tax base did not expand

sufficiently to match the rate of

inflation. Without the tax increases

implemented in FY90, the state's

fiscal condition would have been

much worse than it is. Although

the major shortage in Fy'90 reve-

nues came from low corporate

profits, the slow growth in the

overall Illinois tax base will present

the state with difficult choices in

the coming fiscal years.

Ownership of the US Federal Debt

The Federal debt consists of

securities issued by the US
Treasury (referred to as public debt

securities) plus those issued by

other Federal agencies. At the end

of March 1990, the Federal debt

had reached $3.1 trillion, 11.5 per-

cent higher than one year earlier.

Public debt securities make up
more than 99 percent of the out-

standing Federal debt.

A small portion of the debt

(S52.4 billion) has matured and is

no longer bearing interest. More
than $1 trillion of the public debt is

not marketable. Rather, it is simply

held, awaiting maturity. The bulk

of the nonmarketable debt consists

of issues held by various govern-

ment accounts (the largest of which

are the Federal employees retire-

ment funds, the Federal old-age

and survivors insurance trust fund,

and the Federal hospital insurance

trust fund), and US savings bonds.

Our chief interest attaches to

that portion of the public debt that

is interest bearing and is market-

able. Within this portion, there is a

periodic focus of attention on own-
ership. Foreigners own 17 percent

of the public debt, according to

estimates based on what we know-

about the investment of foreign

balances and international accounts

in the US. According to the accom-

panying chart, foreign ownership

represents the largest readily ident-

ifiable group, although the pub-

lished data show that other inves-

tors hold 33.4 percent of the debt.

Included among other investors are

savings and loan associations,

credit unions, nonprofit institu-

tions, mutual savings banks, and

corporate pension trust funds. It is

of interest to note that state and

local governments are major hold-

ers of US Treasury debt; the chief

investing units in this categor\' are

the state and local pension funds.

Ou'ttcrshif! of Public Debt
March 1990





David T. VVhitford Recent Trends in First Class Stamp Prices

The recent announcement

by the US Postal Sen-ice

regarding its intention to in-

crease the cost of a first class

postage stamp from 25c to 30c

has received widespread atten-

tion. Concern over the pro-

posed price increase has been

expressed by individuals in

both the public and private

sectors. Given the public's con-

cern over this issue, it seems

fair to ask whether the increases

in first class stamp prices have

been reasonable.

How Have Stamp Prices

Changed?
Table 1 shows the annual

percentage increases of end-of-year

first class stamp prices since 1968.

The bottom row of the table is cal-

culated under the presumption

that the 30c price will be in effect

by the end of 1990. An example can

aid in interpreting these figures. If

one takes the 1968 year-end price

of 6c as a base (that is, uses the

1968 column), stamp prices grew at

an annual rate of 10.06 percent

through year-end 1971, 8.89 per-

cent through year-end 1974, and
11.68 percent through year-end

1975. Alternatively, if one looks

across the 1990 row in Table 1, one

can observe the potential annual

percentage increases in first class

stamp prices that will occur by

year-end 1990. For example, by the

end of the year, the price of a first

class stamp will have grown annu-
ally at 7.59 percent since December
1968, 5.73 percent since December
1975, and by 9.54 percent since

December 1988.

Real Stamp Price Increases?
Although fears of double-digit

Table 1. Annual Nominal Percentage Increases in First Class Postage Stamp Prices





brought on by these rate increases

have been inadequate to get the

Congress to act. First, members of

Congress have "free" mail and are,

in large part, insulated from these

postal price changes. Second, the

direct impact of a real increase in

postage rates has a relatively minor

impact on the typical family's

budget. As a consequence, there is

little incentive for individuals to

lobby against postal rate increases.

By contrast, organizations that rely

heavily upon third class postage,

that is "bulk mailers," do have an

increasingly strong set of economic

incentives to lobby for favorable

third class rates. Third class mail

volume has increased dramatically

compared with first class volume.

For example in 1970 the US Postal

Service delivered 50.174 and 19.974

billion pieces of first and third class

mail, respectively. For 1987, these

figures had risen to 78.933 and

59.734 billion for annual percentage

increases of 2.7 percent for first and

6.7 percent for third class mail.

In addition to these factors, a

powerful set of economic forces

have tended to dampen the pub-

lic's reaction to recent increases in

postal rates.

Table 4. Increases in First Class Postage Stamp Price

Versus Per Capita Disposable Income

1971





Michael H. Cosgrove Does the Federal Reserve Have a Mission?

The idea of missions and

strategies is age-old. The

Chinese classic, The Art of War,

written around 500 B.C., focused

on military strategy. Introduced to

the West only shortly before the

French Revolution, its ideas have

found their way into modern busi-

ness strategy. In fact, the notions of

strategies are now central to devel-

oping successful businesses as such

academic business strategists as

Michael Porter testify.

Businesses and the military util-

ize strategy by asking and answer-

ing versions of the same four ge-

neric questions. For a company
these include:

1. Where are we now? Assess-

ment of the current competitive

en\'ironment and a company's po-

sition in that en\'ironment relative

to its customers, competitors, and

suppliers.

2. Where do we want to go and

when? The process of defining a

company's mission and time frame.

3. How do we get from the first

answer to the second? This is the

strategy.

4. Can we do it? The iterative

process of deciding if available re-

sources and responses of customers

and competitors allow achievement

of the mission.

In today's business environment

each question is difficult to answer,

and answers must constantly be

reevaluated as the business envi-

ronment changes. Some companies
may deny going through this itera-

tive process but whether it is a

company, an individual making a

life plan, a general thinking about

positioning his troops, or govern-

mental institutions planning for the

future, the same questions tend to

be asked and answered.

One exception seems to be the

Federal Reserve, which appears to

behave in a reactive manner rather

than a strategic one when attempt-

ing to achieve its goal of price sta-

bility. Recent e\'ents suggest that

perhaps the Federal Reserve may
be slowly moving toward the idea

of a mission.

Record
Data on price levels suggest that

price stability, as a mission, has

only been given lip service by the

Federal Reserve. For instance, infla-

tion, as measured by the implicit

price deflator, averaged 2.4 per-

cent, 2.6 percent, and 6.5 percent,

respectively, in the 1950s, 1960s,

and 1970s. From 1980 through 1988

inflation averaged 4.0 percent. A
4.0 percent annual inflation rate

implies the price level increases by

nearly 50 percent every ten years.

In its battle against inflation, the

Federal Reserve took a nonstrategic

approach. It reacted to changes in

the economic environment. Instead

of asking and answering the four

questions outlined here, the Fed-

eral Reserve took the approach

characterized by William McChes-
ney Martin, Jr., Chairman of the

Federal Reserve from 1951 to 1970,

as "leaning against the wind."

"Leaning against the wind" is

nonstrategic and, in a sense, pas-

sive, as it allows the economic envi-

ronment to determine monetary

policy. Being strategic would imply

utilizing monetary policy to deter-

mine the economic environment; in

particular, monetary policy could

create an economic future charac-

terized by price stability.

Inflation numbers, then, suggest

that the Federal Reserve is not on a

price stability mission if price

stability is defined as the elimina-

tion of long-term inflation. People

at the Federal Reser\-e, past and

present, all say that the Federal

Reserve does not follow or have a

price-stability mission.

People
Lawrence K. Roos, president of

the Federal Reserve Bank of St.

Louis from 1976 to 1983, a period

covering portions of the Burns and
Volcker regimes, provides this

perspective in the Winter 1986 Cato

jouriml.

There are no clear, achievable

goals promulgated by monetary

policymakers. Never o)ice in my
participation in meetings of the

Federal Open Market Committee

[FOMC] do 1 recall any discus-

sion of long-range goals of eco-

nomic growth or desired price

levels. It loas like trying to con-

struct a house without agreeing

upon an architectural design. In-

stead of seeking a few achievable

goals, the Federal Reseri'e is

sufiposed to solve all sorts of

problems, including inflation,

unemployment, lagging real

output growth, high interest

rates, balance of payments dise-

quilibrium, volatile exchange

rates, depressed stock prices, a

sagging housing industry, and

the luorld debt crises. Now, ask-

ing monetary policymakers to do

all this is sheer nonsense.

Roos continues:

/ do not think that the leaders

and the staff of the Federal Re-

serve actually feel that money

growth can be controlled, even

over a one- or two-year period. I

can tell you without violating

any confidences that more than

once when loe met, when the
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money growth Ml figure was

disclosed since the previous

FOMC meeting, someone would

say that we lucked out this time.

There is not a serious belief that

this machine can be guided by

controlling money. Indeed, I do

not believe that the control of

money growth ever became the

primary priority of the Fed. I

think that there was always and

still is a preoccupation with

stabilization of interest rates.

W. Lee Hoskins, the current

president of the Cleveland Federal

Reserve Bank and rotating voting

member of the Federal Reserve

Open Market Committee, provides

a perspective very similar to that of

Mr. Roos in the November 1987,

April 1988, and February 1989

Cleveland Federal Reserve Bank
Economic Commentaries.

November 1987—Clarifi/ing

objectives and obtaining support

for pursuing them should be the

order of the day for policymakers.

Stating goals and setting priori-

ties for tlie monetary policy proc-

ess would be a very useful step. It

would promote discussion of

these goals and assist in the

formulation of a broader consen-

sus on the primary responsibUity

of monetary policy....

I [Hoskins] believe that a more

forthcoming statement of mone-

tary policy objectives can make a

material contribution to reduc-

ing market uncertainty by mak-

ing an inflation-free environ-

ment our primary goal, and also

by specifying a time path, per-

haps three to five years, over

which ive will achieve it.

April 19SS—The basic objective

of monetary policy should be to

stabilize the price level... Wlien

central banks lose credibility by

failing to commit to a zero-

inflation objective and following

through ivith credible actions to

achieve it, they create uncertain-

ty.... Wlien central banks stabi-

lize price levels, they create a

healthy environment for prii'ate

decision-making and resource

allocation.

Febnianj 1989—The Federal

Reserve's monetary policy can

best promote an efficient econom-

ic system by establishing a stable

price level environment.... But a

4 to 5 percent infhtion rate

means that the overall price level

increased by 30 percent during

the last six years.... I am deeply

disappointed by this perform-

ance.... I am far more interested

in providing some information

that is not public-indeed, that

does not really exist.... I

[Hoskins] sense that something

even more valuable is irussing: a

clear message about the Federal

Reserve's inflation goals, stated

in a icay that the public can

actually use for its own

decisions.

Hoskins and Roos both seem to

be saying that the Federal Reserve

operates without a mission—no
goal, no road map for going any-

where, and no timetable.

What is the significance of the

Federal Reserve operating without

a mission? Take a business entity

without a mission and strategy and

compare it to a goal-directed busi-

ness. Most people would sooner

bet the ranch on a company with a

mission and strategy, because such

a company is more likely to per-

form better.

The same is true for the Federal

Reserve. One might expect better

performance (performance meas-

ured by changes in the price level)

from a central bank with a mission

and strategy for achieving that end.

Mission
Perhaps the real mission of the

Federal Reserve ought to be to pro-

vide a stable economic environ-

ment for business and consumer

sectors of the economy. Movement
toward that end can be accom-

plished by the Federal Reserve

clearly defining its monetary strat-

egy. With a well-defined strategy

and timetable for implementation.

uncertainty is reduced for business

and consumers. Hoskins is pushing

for that clear statement about the

Fed's inflation goal in order to re-

duce uncertainty and have a stable

economic environment. He wants

the Federal Reser\'e to define as its

mission the elimination of long-

term inflation. And he may have

found a listener and supporter for

that mission—Federal Reserve

Chairman Alan Greenspan.

Chairman Greenspan in a March
14, 1989 response to a question

from the Senate Committee on

Banking, Housing, and Urban
Affairs, wrote,

/ have emphasized the impor-

tance of reducing the rate of

inflation to a level at which it no

longer has economic signifi-

cance—that is, one so loiv that

people no longer feel the need to

make any allowance for inflation

in their decisions about purchas-

ing real or financial assets. 1 am
not sure what, in terms of our

conventional price indexes, that

translates into quantitativeh/,

but I think ive must at this point

take as our ivorking assumption

that it is a number approximat-

ing zero. As to a timetable, it is

clear that we cannot achieve

price stability overnight without

undue wrenching of the econ-

omy; however, if we do not have

at least a rough sense that we

want to achieve this objective

within several years, it will lose

operational significance and have

little, if any, of the favorable ex-

pectational effect that it might

otherwise have.

Chairman Greenspan pro\'ided

an approximate answer to the sec-

ond of the four generic strategy

questions; Where do we want to go

and when? Greenspan knows the

answer to the first question: Where
are we now? So he has taken a ma-
jor strategic step forward com-
pared with past chairmen by speci-

fying a mission.

What would an inflation-free

environment mean? Hoskins
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stresses the reduction of the uncer-

tainty caused bv the misallocation

of resources associated with vari-

able interest rates. Inflation causes

a host of problems, including eco-

nomic distortions of the existing

tax system as taxes on the return to

capital are not adjusted for infla-

tion, misallocation of capital across

sectors of the economy, and under-

statement of depreciation expense

during inflationary periods.

Other obvious benefits of an

inflation-free environment include

significantly lower interest rates.

Longer-term treasury bonds, for

example, would likely fall to 5 per-

cent (see Greenspan's March 14

letter). Zero inflation, using the

past-1 0-year real average interest

rate, implies nominal long-term

treasury bond interest rates at 5

percent or less. Achieving price

stability suggests sizable price ap-

preciation for current bondholders.

The cost of capital for businesses

would decline dramatically sug-

gesting higher levels of in\'estment,

leading to higher levels of produc-

tivity and output. Higher produc-

tivity would greatly assist in

maintaining an inflation-free envi-

ronment and improving American
global business competitiveness.

The present value of future earn-

ings would also be worth more in

an environment of sharply lower

interest rates implying significantly

higher stock market valuations. In

addition, mortgage interest rates

would be lower, suggesting more
affordable housing. The benefits of

price stability are many.

Problems
The problems for the Federal

Reserve, however, center on ques-

tions three and four: How do we
get from where we are now to zero

inflation, and can we do it? These

problems are extremely difficult for

the Federal Reserve to attempt to

solve because of the relationship

among the national economic goals

of price stability, high employment,

and economic growth, as well as

the role of the US economy in the

global economy.

Historically, to slow or reduce

the price level, the Federal Reserve

has created—through slower

money growth and higher interest

rates—a slowdown in economic

growth. Achievement of price

reduction has, therefore, in the

short run, been in conflict with

achie\'ement of high employment
and economic growth. The
1981-1982 recession, engineered by

the Federal Reserve, was successful

in reducing the inflation rate from

double digits, as measured by the

consumer price index in 1979 and
1980, to an inflation rate of 3.8 per-

cent in 1982. But the cost was very

slow economic growth in 1980,

negative growth in 1981, and an un-

employment rate averaging 10.4

percent by the first quarter of 1983.

The Federal Reser\'e's answer to

question three (How do we get to

zero inflation?) is likely to be the

creation of a prolonged period of

slow economic growth.

Reducing inflation from current

levels by use of monetary policy is

likely to have sizeable short-term

costs. The Federal Reserve has to

weigh those against the longer-

term benefits of price stability in

developing an answer to question

four: Can we do it? Perhaps the

question for the Federal Rcser\'e

should be: Can we afford the neces-

sary economic and political costs?
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News from BEBR

Several publications designed

to bring current economic

information to our readers are

available from the Bureau of Eco-

nomic and Business Research.

These publications are described

below and can be ordered directly

from the Bureau using the order

form at the bottom of this page.

Illinois Statistical Abstract

The Illinois Statistical Abstract is

the most comprehensive, up-to-

date, single source reference for

economic and demographic statisti-

cal data for Illinois available any-

Vk'here. The 1990 edition, available

this fall, will feature several new
sections including state geography,

education, public utilities, imports,

and exports. This is in addition to

the 357 tables updated from the

very popular 1989 edition.

The Abstract contains the most

current Illinois data available for

the following topics;

•Personal Income & Non-Farm
Earnings

•Farm Income

•Transfer Payments

•Employment
By Industry

Labor Force Statistics

Weekly Earnings &
Weekly Hours

•Gross State Product

•Census of Manufactures

•Census of Services

•Census of Population and

Housing

•Building Permits

•Consumer Price Indexes &
Inflation Rates

•Commercial Banking Statistics

•General Revenue Fund Tax

Receipts

•Estimated Retail Sales

Auditing Research

Symposium
This newly available publication,

edited by UIUC accounting faculty

members Richard E. Ziegler and
Frederick L. Neumann, is a selec-

tion of papers given at the 1986

Auditing Research Symposium.

BEBR Working Papers and

Reprints

BEBR issues working papers by

UIUC faculty presenting pre-publi-

cation results of research. Reprints

of published articles by faculty

members are also available.

Working papers and reprints are

available at no cost for single cop-

ies; multiple copies are $1.00 per

copy. A publications catalog listing

recent reprints and working papers

is issued four times per year and

will be sent upon request. The sum-
mer issue is now available.

ORDER FORM

Name

Address

Please make checks payable to the Bureau of

Economic and Business Research and send orders to:

Bureau of Economic and Business Research

428 Commerce West
1206 South Sixth Street

Champaign, IL 61820

ATTN: Jeanene Edmison
(217) 333-2330

Copies of the Illinois StatisticalAbstract @ $32.50

Illinois Statistical Abstract on 3.5 or 5 inch disks

More information on the Abstract

Copies of Auditing Research Symposium @ $15.00

Publications Catalog
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Illinois Business Statistics

Total personal income in Illi-

nois grew 7.3 percent in

1989, roughly in line with the na-

tional increase. Because of Illinois'

relati\'ely lower rate of inflation,

real income grew somewhat more

rapidly than nationally. The Illinois

Econometric Model (lEM) forecasts

of personal income emerge in part

from predictions of future hourly

rates of compensation and of hours

to be worked. For job categories

studied, we predict 1991 hourly

wages for construction workers

and miners will be the highest

($19.57 and $18.18, respectively)

(Chart 1). Fabricated metals work-

ers will earn the median hourly

wage ($11.39); leather products

workers will earn the least, 57.06.

Of categories estimated by lEM,

the construction workweek was

among the shortest at 38.7 hours

per week on average. In fact, only

textile mill workers can expect a

shorter average workweek.

The prospect of continued mod-
erate growth in personal income

plus the state's ability to create new
jobs (a record 5,772,000 persons

were employed in April 1990) indi-

cate an overall favorable economic

prediction for the state.

Forecast Statistics

Personal Income (millions of dollais, seasonally adjusted at annual rates)

• Total personal income





Illinois Emploi/ment Forecast (in thousands, seasonally adjusted at annual rates)
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Robert P. Hartwig Public Utilities and Their Regulation

in Illinois

Customers of Illinois' electric

and natural gas utilities com-

plain about exorbitantly high rates,

citing numerous large rate increases

with no perceptible improvements

in service. In response to their per-

ceived mistreatment, they have

formed consumer advocacy groups

such as the Citizens Utility Board

(CUB) and Citizens Against Illinois

Power. As a consequence, it is rare

for a utility's rate increase request

to go unchallenged. In several in-

stances courts, including the state

supreme court, have been per-

suaded to overturn rate increases.

Frustration with high rates and

frequent power outages has caught

the attention of many Chicago-area

governments. Thirty-four suburban

communities in Cook, DuPage, and

Lake counties with approaching

expiration dates for electrical serv-

ice have banded together in order to

increase their bargaining power

against Commonwealth Edison. In

Chicago, the Daley administration

gave notice to Comm Ed that the

city will terminate its current fran-

chise agreement with the utility

when it expires in 1991, but eventu-

ally decided on a

one year extension

of the current

agreement pend-

ing the outcome of

an investigation of

the company.

This article will

present a set of

facts about public

utilities, the rates

they set, the regu-

lation of those

rates, and the act-

ual costs to con-

sumers of natural

gas and electricity

in Illinois. The role of market struc-

ture is also considered as are some
reasons why monopolies exist at all.

As we shall see, it is difficult to

place the blame for high energy

costs squarely and singly on the

state's utilities. It is true that most

public utilities are monopolies, but

with appropriate regulation they

may be the least-cost and most effi-

cient method for providing energy

service. An evaluation of public

utilities must also take into account

the actions and rulings of the Illi-

nois Commerce Commission (ICC),

the state regulatory agency having

jurisdiction over all public utilities

in Illinois. Moreover, the franchise

agreements that communities enter

into with public utilities also play a

role in determining user costs. Most

franchise agreements are exclusive

and often run well into the 21st

century, an arrangement that en-

courages high rates.

How Illinois Electric Costs

Rank Nationally
Table 1 compares the cost of

electricity in Illinois with other mid-

western states; for reference, the

nation's ten most expensive and ten

least expensive states are also in-

cluded. States are ranked according

to their cost relative to other states.

The cost of electricity in Illinois is

the highest among neighboring

states. Costs in 1989 were 31 percent

above those in Minnesota, which

has the lowest rates in the region.

Electricity costs in Illinois were

nearly 15 percent above Michigan,

which has the second highest rates

in the midwest. Moreover, Illinois is

one of the most expensive states in

nation, ranking an abysmal 41st out

of the 50 states. Illinois' high cost

per kilowatt hour (kWh) is anoma-
lous in the midwest. Such charges

are more typical of costs found in

the energy-starved northeast.

Illinois Utilities:

Institutional Arrangements
Like most public utilities in the

United States, Illinois' power gener-

ating companies have local mo-
nopolies in the sale of natural gas

and electricity. As the sole supplier

of those products, the utility is able

to set its own price, subject to ICC

approval. There is a view that such

Table 1. Electric Costs for Selected States (cents per



a system leaves ratepayers feeling

helpless and contributes to the

perpetuation of an ages-old distrust

of monopoly.

Compounding the problem is the

fact that the utility's monopoly is

guaranteed by local governments

for extended periods. Table 2 gives

the utility service expiration dates

for natural gas and electricity for

selected Illinois communities.

Clearly, many of them have com-

promised their bargaining positions

with gas and electric utilities. With

franchise agreements lasting up to

40 years, consumers are legally

bound to pay whatever set of rates

emerges in the future. The increases

can include costs reflecting mis-

management and poor planning, a

common charge against utilities

owning nuclear power plants. No
community entering a franchise

agreement in the 1940s could have

foreseen the experience with nu-

clear plants of the 1970s and 1980s.

Illinois Utilities: Profiles

and Prices

Illinois has nine major private

suppliers of natural gas and the

same number for electricity. There

are also many smaller municipally

owned facilities.

All have exclusive

contracts to pro-

vide service to

communities in the

state. Charts 1 and

2 show the average

price of electricity

and natural gas, re-

spectively, for each

of the private utili-

ties from 1983

through 1988.

Chart 1 shows that the citizens

and businesses of the city and sub-

urbs of Chicago, who are served by

Commonwealth Edison, paid the

highest average electrical cost in the

state throughout the period. Comm
Ed's 1988 rates averaged nearly 60

percent higher than those of Union

Electric, based in St. Louis, Mis-

souri, which serves about 70,000

customers in southwest Illinois and

has the lowest average cost per

kWh anywhere in the state. There is

a view that businesses serving a

large market enjoy economies of

scale. If this is the case, it is difficult

to understand why Commonwealth
Edison's rates are so high. It pro-

vides service to millions (see Why
Monopolies Exist, page 6). Even

Table 2. Utility Service
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other Midwestern

utilities. IP insists

that its requests

are justified be-

cause the ICC had

earlier deemed the

Clinton plant to be

"100 percent used

and useful,"

thereby allowing

the full cost to be

reflected in the

rate base and re-

quiring that all

costs be passed

along to consum-

ers. In making the

most recent rate

decision, however,

the ICC found the plant to be only

60.9 percent "used and useful."

•Central Illinois Light Company
sought frequent rate increases in the

early 1980s but has actually been

reducing its rates by small amounts

since 1987. Its 1981-1983 rate in-

creases were largely to meet pro-

posed plant construction costs.

Table 4. Illinois Electric Utilities Revenue per



Other Costs

Comparisons between com-

panies using averages over all

rate classes can be deceiving.

Utilities have complicated rate

structures, with an individual

customer's rates depending on

the type and volume of service

provided. As Table 4 shows.

Commonwealth Edison's 1988

residential rates are almost

three cents per kWh (38 per-

cent) higher than the class-

wide average. Illinois Power's

residential electric rate exceeds

its average by 40.6 percent,

while its residential gas cus-

tomers are charged up to 78

percent more than the average

and over three times as much
as some commercial and in-

dustrial customers.

Residential customers are

the source most often tapped

for additional revenue, but by

no means the only source. Some
utilities charge extremely high rates

for public street and highway hght-

ing. Examples are Interstate Power,

Illinois Power, and South Beloit

(Table 4). Why cities and towns are

unable to obtain the same low rate

as large industrial consumers is

unclear, especially since the de-

mand for street and highway light-

ing is highest at off-peak hours.

Paradoxically, Comm Ed's price for

such service is the second lowest in

the state. Though at first it might

appear that there could be cross-

subsidization, between different

classes of customer, such cross-

subsidies are not permitted.

Utilities can bolster revenues

through the use of facility charges,

fixed fees that must be paid even if

no gas or electricity is consumed.

Chart 3 shows the 1988 cost per

kWh for the first 100 to 1,000 kWh
used for three utilities, CILCO,

CIPS, and IP. Clearly, the per unit

price of electricity is much higher

for those using minimal amounts

than for those who use substantial

quantities of power. (The inclusion

Chart 3. Actual vs Stated Cost per Kilowatt Hour

e/kWh
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of local, state, federal, and regula-

tory taxes would raise the true cost

still further.) Facihty charges are de-

signed to offset the cost of the

physical distribution system (for

example, such things as transmis-

sion lines) used to deliver electricity

(similar charges exist for gas serv-

ice, so many customers must pay

both). Although the physical distri-

bution systems for all utilities are

similar, IP charges two to three

times as much for the same service.

According to a recent survey of

public utihties by the Citizens Util-

ity Board, Illinois Power has the

highest facility charges in the

United States with Commonwealth
Edison coming in second. Franchise

fees paid by the utility to municipal

governments constitute a hidden

tax that must also be borne by

ratepayers. Chicago residents will

pay $70 million to Comm Ed that

will then be transferred to Daley ad-

ministration coffers in exchange for

the privilege of a single-year exten-

sion of Comm Ed service.

Conclusion
It is reasonably clear that Illinois

electric rates are the highest in the

midwest and among the highest in

the nation. It is also clear that com-

panies providing both gas and elec-

tric service tend to have higher gas

prices. However, there may be a

variety of reasons for this tendency.

Finally, because of facilities charges,

taxes, and franchise fees, the actual

user cost of energy can be much
higher than the stated price.
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Charles W. Calomiris and

Charles M. Kahn
Cooperative Arrangements for the

Regulation of Banking by Banks

Government is today the pri-

mary regulator of the US
banking system. The Federal Re-

serve System, the Federal Deposit

Insurance Corporation (FDIC), and

corresponding state organizations

formulate the rules by which banks

compete for loans and funds. In the

wake of the savings and loan crisis,

many observers have begun to

question whether government can

police the system properly. In this

article we suggest an alternative

system for banking regulation: vol-

untary, cooperative arrangements

among banks for self-policing and

self-insurance.

Although it may seem odd to

imagine voluntary banking leagues

assuming a regulatory role, there

are numerous examples of volun-

tary regulatory arrangements in the

United States today. Many profes-

sional organizations in this country

accredit members. The American

Bar Association and the American

Medical Association substitute for

government agencies as regulators

of their industries. In organized

stock and futures markets, the ex-

changes themselves handle a major

portion of the regulatory work and

standard-setting.

Although self-regulation is not

currently a major part of the US
banking system, American banking

history is full of examples of volun-

tary and cooperative arrangements.

Bankers have organized themselves

into leagues or entered into agree-

ments with a view to specifying the

rules by which banking was to be

conducted. Examples of such ar-

rangements include correspondent

relationships between banks, clear-

ing houses among banks in large

cities, self-insurance schemes that

encompassed whole states—and the

8 Illinois Business Review/ Fall 1990

earliest arrangement, the so-called

Suffolk System of New England.

We will outline some of the com-

mon arguments for and against self-

regulating banking institutions. We
will consider what the nineteenth

century experience can teach us

about the possibilities today for

self-regulation of banks.

Cooperative Regulation

versus Government
Regulation

Regulation of banking by gov-

ernment serves three distinct and

potentially separable functions:

First, government agencies serve as

insurers; second, they are policers of

bank quality and safety; and third,

they function as macroeconornic

policymakers. The first two of these

roles, insuring and policing, can

also be carried on through private

arrangements among the banks

themselves. The third role, macro-

economic policy, is properly the

province of the federal government.

Goverj^ment as Bank Insurer

Most insurance in the United

States is carried out through the

private sector. Government insur-

ance of banks is a notable exception.

The government insurance takes

two forms: the deposit insurance

schemes of the FDIC and similar

organizations, and the lender-of-

last-resort role of the Federal Re-

serve Bank.

The best justification for the gov-

ernment's insurance role actually

stems from macroeconomic consid-

erations. Widespread bank failures

in this country have been associated

with widespread economic disrup-

tion. Thus, widespread bank fail-

ures have costs well beyond the

financial system. Moreover, when

such failures are economy-wide, no
private system will have the assets

to make good on the resultant

claims. The government has the

biggest coffer of funds (and can

always print more if necessary).

Thus, it is the natural guarantor

against economy-wide banking

crises. Such guarantees build confi-

dence. Indeed, to the extent that

economy-wide crises result from

lack of confidence in the banking

system as a whole, the knowledge

that the government will step in if

necessary ensures that economy-
wide disruption will not occur.

But these macroeconomic consid-

erations do not justify the specific

forms of insurance that have actu-

ally come into place. The govern-

ment's role as a backup in the face

of cataclysmic failures does not im-

ply that government needs to be the

guarantor of individual depositors

in the face of isolated bank failures.

Government as Quality Police

The second role of government

regulation, setting and policing

standards, is also problematic.

Through various (sometimes over-

lapping) agencies, the government

formulates restrictions on the activi-

ties in which banks can engage and

the types and proportions of assets

that they may hold. Ancillary to this

function are the tasks of inspecting,

auditing, and enforcing the restric-

tions that have been devised.

In fact, the government's role as

setter of standards for banking is, in

large part, a side-effect of its role as

insurer. Federal deposit insurance

and the privileges of the discount

window are attractive subsidies

that distort the risk-taking decisions

of bankers and reduce the care with

which depositors choose their

1



banks for soundness. The structure

gives banks the incentive to engage

in excessively risky lending; the in-

surer therefore finds it necessary to

take on the role of monitor and

standard setter.

In this role the government faces

natural constraints. When a regula-

tor contemplates closing a troubled

institution, a speedy decision is

essential, because an institution's

incentive to engage in risky prac-

tices increases as its problems in-

crease. Recent experience demon-
strates that regulators are likely to

be slow in responding to crises,

showing excessive forbearance. At

the same time, government agencies

by their nature tend to be inflexible

in responding to innovation, restric-

ting new and useful forms of finan-

cial arrangements by forcing confor-

mity to the old, and possibly inap-

propriate, regulatory standards.

Private Insurance and Policing

In contrast, private organizations

have natural advantages in policing

and standard-setting. If the private

organization is acting as the insurer.

its incentives are to set standards

that are in line with the insurance it

provides. The bottom-line profita-

bility of the insurance operation

precludes excessive forbearance to

troubled institutions; competition

of other insuring groups forces

rapid adjustment to innovation in

the financial system and fosters the

provision of new forms or levels of

insurance as appropriate. Competi-

tion among insurance schemes pro-

vides an enriched menu of types of

insurance and enables the institu-

tions seeking insurance to provide

The Suffolk System: The Earliest Cooperative Arrangement

The earliest and most successful arrangement for

bank cooperation was the Suffolk System, a network

for clearing bank notes in early nineteenth century

New England. Under the Suffolk System, virtually all

New England banks maintained correspondent rela-

tionships with one or another of the Boston banks,

which agreed to redeem peripheral banks' notes on
prespecified terms. At the same time, Boston banks as

a group agreed to make markets in each other's corre-

spondent banks' notes on similar terms.

In the Suffolk System, a peripheral bank paid fees

to its correspondent in Boston, usually in the form of

zero interest on interbank balances, with extra charges

for overdrafts. Each Boston bank was charged with

regulating the circulation and monitoring the opera-

tions of its correspondents, and each Boston bank was
liable to the other Boston banks for any losses they

incurred in clearing the notes of its correspondents.

This privately organized system was the first clear

example in US financial history of an organization in

which the authority to regulate banks had been put in

alignment with the incentives for maintaining stan-

dards and policing them. Boston banks undertook the

risk of making markets in other banks' notes. To avoid

creating perverse incentives for excessive leverage and
risk-taking by correspondents, market makers kept

track of correspondent banks' activities, required

interbank deposits as collateral, and developed means
for returning excessive issues of bank notes rapidly.

The common knowledge that excessive issues were
not feasible under the discipline of the Suffolk System
made bank notes of members more readily accepted as

a medium of payment and kept exchange rates uni-

formly at par.

The system began in 1819 as the scheme of Boston's

Suffolk Bank. The bank agreed to make a market for

peripheral banks' notes in Boston. In some cases, pe-

ripheral banks were given favored treatment in return

for agreeing to deal exclusively through the Suffolk

Bank. Seeking to expand its hold on the market, in

1824 the Suffolk Bank appealed to all Boston banks to

finance a joint effort to return the currency of New
England banks that had not agreed to its terms.

Clearly, the Suffolk Bank's intentions were not al-

truistic; its initial goals were to limit competition from
peripheral banks and to profit from forced deposits. In

its 1824 appeal to other Boston banks, it argued that

Boston banks could increase their share of the loan

market by forcing the contraction of the country

banks. The 1824 redemption campaign prompted a

"bank war" in New England in which the Suffolk

Bank used the threat of random redemptions of large

amounts of notes to coerce banks to join its system. In

some cases, the Suffolk Bank clearly was selling "pro-

tection" against its own threats, and many country

banks clearly resented the monopoly power the Suf-

folk Bank enjoyed.

On the other hand, the system effectively made
New England a uniform currency area, with all bank
notes trading at par throughout New England as early

as the late 1820s. Many sanguine observers com-
mented that the discipline brought by the Suffolk

Bank increased the demand for country banks' notes,

by reducing default risk and enhancing note liquidity.

Some commentators argued that the increased de-

mand for country banks' notes more than offset their

expenses from membership in the system. Banking

commissioners in Connecticut and Maine in fact

praised the Suffolk System for its discipline and stabil-

ity during the Panic of 1837.

Illinois Business Review/ Fall 1990



an enriched menu of financial in-

struments to their depositors.

If these privately arranged insur-

ance schemes take the form of co-

insurance by banks, there are addi-

tional benefits from the relation-

ship. There is an inherent economy

in having banks monitor each other.

Banks specialize in information-

gathering: a bank's profitability

depends on the officers' ability to

make sound judgments about the

credit-worthiness of borrowers and

the riskiness of asset portfolios.

Who could be better quaUfied to

judge the solvency of a bank than

other banks? Indeed, banks are con-

stantly making such judgments in

their day-to-day dealings with other

banks. And if those banks engage in

arrangements for mutual insurance,

who has better incentive? The speed

with which coalitions of bankers

can and do act against individual

member banks contrasts with the

deliberateness typical of public

regulation in this country.

In short, if normal deposit insur-

ance is privatized, there will be a

tendency for the standard-setting

aspects of regulation to be taken on

by the insurers. And given the spe-

cialized skills of banks in monitor-

ing the soundness of portfolios of

illiquid loans, the setting of stan-

dards and their monitoring will

produce a natural advantage for

mutual insurance schemes among

banks. In such an environment, the

policing of bank adherence to stan-

dards can also become the job of

private agents: Where the govern-

ment ensures compliance with its

standards through legal sanctions, a

mutual insurance scheme can en-

sure compliance through the threat

of being dropped from the coalition.

The Remaining Role for Government

This is not to say that cooperative

arrangements among banks can be

eyUirely self-regulating. The govern-

ment, through the courts, must re-

main the ultimate enforcer of such

contracts as bank charters, or the in-

surance agreements established by

cooperatives. For example, it will

still be the government's role to

enforce the rules for bankruptcy or

for taking over a bank that is unable

to meet its depositors' demands for

liquidity. As in the case of any other

business, in banking there will still

remain a possibility of fraud, and

government must provide sanctions

against it. But in all of these situ-

ations, the government ceases to be

an active player on the day-to-day

level. Instead, the government be-

comes a force in the background,

whose very presence makes its ac-

tual intervention unnecessary.

One aspect of regulation in

which government must maintain

an active role is antitrust policy.

Under a system of cooperative

agreements among banks, govern-

ment will need to ensure the contin-

ued existence of several competing

cooperatives, in order to prevent

monopolization of the banking

sector from robbing society of the

benefits of competition.

Protecting the Public?

Pohticians often argue that the

real role of government in banking

is "protecting the public." They

make the analogy with the role of

government consumer protection

programs, which inspect products

and certify their safety and quahty.

But the importance of such a role

for government would be greatly

reduced in markets in which pri-

vate groups organize to certify

quality and set standards. CoaH-

tions of banks will have incentives

to maintain their reputation by

enforcing their own standards and

making them publicly known.

Banks would compete for custom-

ers through the quality of the insur-

ance they provide and through their

membership in the standard-setting

organization most attractive to their

depositors. Unlike the current regu-

latory situation, this would foster

greater diversity, allowing deposi-

tors with diverse needs and prefer-

ences to bank with institutions con-

forming to different standards.

The Debate about

Self-Regulating Coalitions

Given the advantage inherent in

self-regulating coalitions of banks,

we might have expected the advent

of inter-bank agreements and insti-

tutions to meet with general sup-

port. In fact, nineteenth century

observers of cooperative self-

regulatory banking arrangements

were sharply divided in their views

of the effectiveness of these rela-

tionships. Some observers took a

sanguine view, emphasizing the

stability and efficiency of these

arrangements. Others took a jaun-

diced view, arguing that they were

primarily coercive and exploitive.

According to the jaundiced view,

the profitability of banking coali-

tions derived from their ability to

limit supply and engage in monop-

oly pricing. Any gains were at the

expense of the public as a whole

and accrued in particular to the

large banks in the cooperative ar-

rangement at the expense of the

smaller banks.

The opinion of the public at large

was also divided. Many of the dra-

matic instances of regulatory

changes in nineteenth century bank-

ing were fueled by the jaundiced

view of cooperative arrangements

among banks. For many champions

of federal government intervention

into the banking system, the pri-

mary goal was the elimination of

the power of city banks through

their clearing houses, their corre-

spondent relations, and their con-

centration of reserves.

The sanguine and jaundiced

views of bank coalitions were well

represented in the qualitative evi-

dence collected by contemporary

accounts of the Suffolk System.

Observers have agreed that the

system was effective in creating an

area of uniform currency through-

out New England and in promoting

stable banking thanks to the disci-

plinary role of the Boston banks.

They have disagreed about whether

the benefits of the system went ex-

clusively to the city banks or were
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shared by country banks and the

pubhc at large.

In order to go beyond these

quaUtative assertions about the per-

formance of the Suffolk System, we
have gathered evidence comparing

the performance of the banks of the

Suffolk System with banks in

nearby states. Our evidence derives

from two sources: Congressional

documents provide information on
the balance sheets of state banks as

based on the records of state regu-

lators; and various bank note "re-

porters" are the source for discount

rates on notes.

The evidence of the note dis-

counts indicates that the Suffolk

Other Cooperative Arrangements

Clearing Houses

The New York Clearing House was founded in

1853 to facilitate check clearing among New York City

banks. It soon developed features for co-insurance,

providing for members to make markets in each

other's liabilities and to pool resources in response to

financial panics. During times of financial disturbance,

members of the clearing house continued to clear

checks, to assist each other through loans, and even to

issue joint liabilities. These forms of co-insurance were
made possible by the fact that they were aligned with

the individual banks' incentives. The procedures were
combined with substantial group authority to regulate

behavior of individual banks, including reserve re-

quirements, portfolio guidelines, and other restrictions

on banking practices. Because membership in the

coalition was valuable and because banks had an eco-

nomic interest in enforcing regulations, the threat of

expulsion for violations was a powerful and most
credible disciplinary device.

Clearing houses developed in other major northern

cities during the 1850s (Boston, Philadelphia, and Bal-

timore) and spread to cities throughout the country

after the Civil War. But these coalitions were typically

confined to banks operating in the same city. By so

limiting membership, clearing houses ensured that

their member banks maintained the incentives for effi-

cient behavior, avoiding the temptation of member
banks to "free ride" on the coalition. Monitoring could

be accomplished easily so long as banks were not too

distantly located. Furthermore, by keeping the num-
bers in a coahtion small, the coalition ensured that

member banks would continue to find it valuable to

monitor one another, since the marginal benefit of

monitoring a neighbor falls with the number of banks
in the coalition.

State Insurance Schemes

While clearing houses are the best-known examples
of coalitions of mutually regulating, co-insuring

banks, they were not the only examples. In three ante-

bellum state banking systems, Indiana, Ohio, and
Iowa, state-wide coalitions of banks were created by
statute. While these states' legislatures created the in-

surance systems, they did not run them. The law re-

quired members of the coalition to participate in the

setting and enforcing of regulatory guidelines. More
important, it created an incentive for banks to do so

by making them mutually liable for any loss to

banks' liability holders. The self-regulatory authority

was granted the powers to set reserve guidelines and
standards for banking practices. It also had the

power to close offending banks. The number of

banks was also limited in each of these states, so that

the incentives to monitor were maintained.

These three midwestern co-insurance systems

were extraordinarily successful. They suffered virtu-

ally no bank failures or fraud. Banking problems
were detected early and corrected by the group lead-

ership. During regional or national panics, in which
suspension of convertibility was widespread, these

banks typically maintained it. The performance of

these three state systems is in sharp contrast to the

uniform failure of government-run state bank liabil-

ity insurance systems of the nineteenth century.

Informal Coordination

Finally, some banking coordination occurred in

more informal ways, through ad hoc arrangements

during crises. The antebellum South, with its small

number of large branching banks, is the quintessen-

tial example. During the Panic of 1837, representa-

tives of banks from all over the South met in Char-

leston, S.C, to agree on a plan for maintaining inter-

bank convertibility in the face of general suspension

of convertibility. Rules limiting banks' growth and
activities in the interim accompanied agreements to

make markets in each other's notes and deposits.

Similarly, during the Panic of 1857, southern banks
seem to have cooperated more effectively to pool

reserves, support one another, and limit the disrup-

tions due to suspension of convertibility.

The relative success of the South seems attribut-

able, in part, to the greater ease of communication
and monitoring in a system dominated by a rela-

tively small number of geographically overlapping,

branching banks. Unlike the many scattered unit

banks of the North, southern branching banks could

pool resources, monitor behavior, and reduce the

transaction and information costs inherent in form-

ing coalitions, without having to set up formal struc-

tures to do so.
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System improved the acceptability

of notes oi all New England banks.

The evidence from the banks' bal-

ance sheets also tends to confirm the

view that the gains in efficiency

from the Suffolk System were

widely shared.

We find that the banks of New
England were able to provide notes

backed by lower levels of specie, but

that the public regarded these notes

as perfectly safe. Evidently public

confidence in the New England

banking arrangements enabled the

banks to economize on holding of

expensive reserves.

At the same time, the banking

system had a higher penetration

into the economies of the New Eng-

land states than into the economies

of the rest of the northeast. Appar-

ently banks were better able to pro-

vide services for the population in

the Suffolk System states; the natu-

ral conclusion is that the increased

efficiency allowed the public at large

to benefit from the advantages in-

herent in the system.

The results are not entirely rosy:

There is evidence of greater dispar-

ity in the degree of banking services

available in the areas of New Eng-

land than in the Middle Atlantic

states. Nonetheless, in absolute

terms, even the least developed por-

tions of New England were, for the

most part, as well served as those in

the Middle Atlantic area. In short,

the preponderance of evidence sup-

ports the sanguine view of banking

coalitions as beneficial to the econ-

omy as a whole.

Lessons for Current

Regulatory Reform
The Problem ami a Solution

In the wake of the difficulties of

the savings and loan institutions, re-

cent studies of deposit insurance

funds have focused on the perverse

incentives created by mispricing of

deposit insurance. Insurance en-

courages excess risk-taking by exist-

ing banks, particularly if prior losses

leave them with little capital to lose.

Thus, insurance provides a potential
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for unscrupulous, or merely inexpe-

rienced, entrepreneurs to enter

banking as a means to finance their

risky enterprises. Insurance tends to

remove the discipline of the market,

which normally would prevent

such entrepreneurs from having

access to funds: Depositors of in-

sured institutions have little incen-

tive to discriminate between re-

sponsible and irresponsible man-
agement when deciding where to

place their funds.

Nonetheless, the insurance of

bank liabilities exerts a desirable

stabilizing influence. Banks, more
than other institutions, are vulner-

able to panics induced by deposi-

tors' uncertainty. How then can we
provide credible protection of the

banking and payments system

without creating costs associated

with the incentives for excessive

risk-taking? It is here that the his-

torical success of self-regulating, co-

insuring systems of banks provides

a possible solution.

The critical distinction between

self-regulating agreements and

government-run schemes is this:

Only in the self-regulating agree-

ments were the regulations aligned

with incentives for the banks to

maintain and police standards. By

making banks as a group bear the

costs for insuring depositors—and

the savings from handling insur-

ance more effectively—we can

achieve more effective regulation.

Pitfalls along the Way
There are at least three chal-

lenges to a successful application of

the lessons of self-regulating bank

coordination to current banking

reform: First, how can we ensure

that banking coalitions will not

degenerate into monopolistic car-

tels, using their powers of coordina-

tion to reduce the competitiveness

of the banking industry? Second,

given preexisting regulatory ar-

rangements and vested interests in

their maintenance, is it realistic to

imagine politicians dissolving cur-

rent agencies and relinquishing

authority to the banks? Third, are

today's banks prepared for the

responsibility—that is, do they have

the resources to make co-insurance

credible? Each of these concerns is

legitimate; together they dictate

important limitations on any at-

tempt to incorporate self-regulatory

features into the current system of

federal deposit insurance. We will

examine them in order:

• First, the problem of limited

competitiveness. The record of the

Suffolk System makes it clear that,

while the potential for monopoliza-

tion need not be an overwhelming

concern, it is a legitimate one. In

any new regulatory regime, the

government must maintain an anti-

trust role, ensuring freedom of en-

try for new banks and competition

among co-insurance arrangements.

Ideally, there would arise a handful

of parallel groups, each with several

nationwide branching banks. So

long as no group has a geographic

monopoly, no alarm need be raised;

but this dictates that special atten-

tion be paid to the problems of local

market monopolization should the

co-insurance arrangements be

leagues of unit-banks.

• Second, the issue of political

feasibility. It is fanciful to expect

Congress all at once to scrap the ex-

isting system and replace it with na-

tionwide, privately managed, bank
groupings. Nonetheless, there are

practicable steps in that direction

that would reduce the costs of gov-

ernment deposit insurance by en-

listing the assistance of banks in

supervision. For example, banks

could be allowed to form groups for

mutual monitoring. These groups

could be granted rewards in the

form of reduced insurance premi-

ums for agreeing to engage in

monitoring and assessed penalties

in the form of higher premiums for

any failure to detect or report viola-

tions or insolvencies of banks in

their group. At the very least this

would provide a strong counterbal-

ance to political encouragement of

excessive forbearance by creating

I



Why Didn't Cooperation Extend Nationally?

If cooperative arrangements are good, it would
seem that widespread cooperative arrangements

would be even better. A nationwide group of branch-

ing banks would have been able to achieve substantial

advantages, since the ease of coordination and greater

diversification would have reduced banking fragility

and financial panics. The failure to develop nation-

wide banking coalitions seems attributable to restric-

tions on branching.

Cooperative arrangements benefitted from and
required mutual monitoring. There is, thus, a natural

limit to the size of a cooperative arrangement.

The benefits of cooperative arrangements could not be

achieved in a system composed of several thousand
geographically separate unit banks. While inter-

regional correspondent relations continued to play an
important role in the national payments system, and
correspondents often borrowed and lent to each other,

such bilateral activity was not part of any co-insurance

relation. The unique vulnerability of the US financial

system and the unusual frequency and severity of

banking crises in the United States testifies to the

weakness of nationwide unit banking in that era as a

structure for preserving system-wide stability.

an interest group whose incentive is

to monitor banks and blow the

whistle early on insolvent institu-

tions. As the advantages of the sys-

tem become more apparent, more
substantive reforms in the direction

of self-regulation might become
more feasible.

Finally, the question of banks'

capacity for co-insurance. Historical

studies of losses to banks during

financial crises emphasize that,

apart from losses attributable to

mismanagement of insurance

schemes, bank capital has always

been large relative to aggregate

bank losses. Thus, the capacity is

available. Even the Great Depres-

sion may be only an apparent, not a

real, exception: Large bank losses

during the Great Depression may
be primarily a testimony to the

government's ability to destroy an

economy through deflationary pol-

icy, not a measure of the inherent

vulnerability of the banking system.

Suppose, however, that we con-

ceded that in some extreme circum-

stances the government must stand

ready to support the financial sys-

tem. We would still argue that the

government's proper role is as a

back-up to private schemes, through

a system of shared responsibility.

Lesser shocks should be the respon-

sibility of private, self-regulating

groups, with the government

providing stop-gap protection

against systemic collapse.

How might this be arranged?

The government's back-up plan

could provide that co-insurance

among banks would be relied upon
entirely to reimburse depositors in

cases in which fewer than a speci-

fied number of banks fail, but the

government would share increas-

ingly in subsequent losses. By re-

stricting the government's role to

"catastrophe coverage," adequate

incentives are retained for interbank

discipline of banking coalitions

without risking widespread failure.

Such an explicit division of re-

sponsibility has additional advan-

tages. Since it is likely that the

government will intervene in severe

crises even in the absence of an ex-

plicit commitment to do so, it will

be desirable to have the commit-

ment spelled out. This offers the

best chances for limiting congres-

sional temptations to intervene in

the pursuit of an individual

banker's interest but against the

interest of the public at large.

Summary
Cooperative arrangements

among banks are an alternative to

current regulation of the banking

system. Theoretically, cooperative

arrangements are better able to

align the incentives of the banks in

the system with the regulations

adopted for maintaining standards

of quality. This theoretically pre-

dicted match-up was, in fact, a char-

acteristic of nineteenth century co-

operative arrangements. In particu-

lar, the Suffolk System of New Eng-

land was a significantly more effi-

cient banking arrangement than

those found in neighboring states,

and the benefits of the system were

enjoyed by the public at large, not

just by the large banks of Boston.

The lessons of the nineteenth

century experience are relevant for

the late twentieth century. Coopera-

tive arrangements can and should

play a role in current reforms of the

institutions for deposit insurance.

Encouragement of the growth of

cooperative arrangements for self-

regulation is both economically

desirable and politically feasible.

Perhaps the regulation of banking

by banks is an idea whose time has

come again.
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Mary A. Laschober The Market versus the Monetary View of
Money Supply Determination

Wide swings in interest rates

are nearly always a topic of

popular conversation. However,

when people talk about a rise or fall

in the rate of interest, which rate are

they discussing? There are many
interest rates in the economy, both

short- and long-term, including the

Federal Funds rate, the prime lend-

ing rate, the Federal Reserve's dis-

count rate, and yields on US Treas-

ury securities of various maturities.

While short-term rates tend to

move together, and long-term rates

also tend to move together, there

may be shifts in the position of the

group of short-term rates compared
with the group of long-term rates.

Differences between the levels of

short- and long-term rates reflect

the riskiness of the various financial

assets, the liquidity of the assets,

and underlying economic condi-

tions. Riskier assets tend to carry a

higher interest rate as a premium to

the buyer of the asset for assuming

the risk of possibly forfeiting the

original investment and /or any

possible returns. Furthermore, long-

term financial instruments may
have a higher rate of interest than

equally risky short-term assets in

order to compensate the holder of

the long-term asset for the foregone

opportunities associated with hav-

ing the funds tied up. Buyers of

short-term instruments pay for the

benefits of greater liquidity through

the lower interest rates.

Consequently, short-term rates

are sometimes above long-term

rates and sometimes below them
(Chart 1). In Chart 1 short-term

interest rates are represented by the

Federal Funds rate (the rate charged

for one-day loans of available Fed-

eral Reserve balances); longer-term

interest rates are represented by the

yields on ten-year Treasury securi-

ties (of constant maturity).

The classical view is that move-

ments in interest rates reflect sup-

ply and demand conditions in the

economy: the interest rate is deter-

mined by savings and investment.

Savings are thought to be a positive

function of interest rates. Other

things being equal, the higher the

interest rate, the greater the flow of

savings from current income. The

pace of investment in plants, equip-

ment, and inventories is thought to

be a negative function of interest

rates. The equilibrium interest rate

emerges when the flow of savings

at a given level of income just

equals the flow of planned invest-

ment. According to classical theory,

interest rate movements result from

either changes in peoples' saving

decisions or changes in firms' in-

vestment plans. Put differently,

rates are determined by the thrifti-

ness of the public and the produc-

tivity of capital, adjusted for the

risk and liquidity of different assets.

Money plays no role in this area of

the classical system.

More recent theories of interest

rate determination emphasize the

monetary side of the economy.

Within this context, the supply and

demand for money balances influ-

ence or actually determine the equi-

librium interest rate. The quantity

of money demanded is thought to

be a negative function of the inter-

est rate; that is, the lower the rate,

the more money balances people

are willing to hold. A high rate of

interest means that the cost of being

liquid (holding money instead of

other assets such as bonds) is great

in terms of foregone interest earned.

A high interest rate, therefore, acts

as an inducement to hold bonds in-

stead of money, reducing the quan-

tity of money demanded.

The supply of money is partially

determined by the Federal Reserve

through its open-market operations.

If the Fed wishes to increase the

Chart 1. Interest Rate Movements, August 1978 - July 1988



money supply, it can buy govern-

ment securities (usually US Treas-

ury Bills), thereby putting a greater

quantity of money directly into the

hands of the public and expanding

the quantity of reserves in the bank-

ing system. As banks, in turn, make
additional loans or purchase securi-

ties, the supply of money is in-

creased. The Fed can also contract

the money supply by selling gov-

ernment securities, thereby drawing

reserves from the banking system.

The money market is in equilib-

rium when the amount of money
demanded equals the amount sup-

plied. According to this view, inter-

est rates fluctuate in response to

changes in the demand for or sup-

ply of money. Increases in the

money supply tend to lower the

equilibrium rate of interest, while

decreases have the opposite effect.

Money and Interest Rates
Economists hold alternative

views regarding the Federal Re-

serve's monetary actions and inter-

est rate fluctuations. One view,

characterized here as the monetary

view, is that the Fed alters the

money supply in order to raise or

lower the interest rate to affect eco-

nomic activity. A lower rate on

bonds encourages greater borrow-

ing. Presumably, increased borrow-

ing translates into greater invest-

ment and consumption spending,

thereby increasing gross national

product. In this model, interest

rates are a function of changes in

the money supply.

Another view, characterized here

as the market view, suggests that

changes in the money supply are

chiefly in response to short-run

shifts in interest rates. In the context

of the market view, actions of the

Fed to moderate short-run shifts in

interest rates are not undertaken

within the framework of a counter-

cyclical policy. Rather, they are

viewed as defensive actions taken

to avoid rapid, potentially unwar-

ranted or self-reversing, price

changes in government securities.

The Fed moder-

ates interest rate

increases by

purchasing gov-

ernment securi-

ties. As a by-

product of limit-

ing the rise in

interest rates,

the supply of

money expands.

In the opposite

case, if interest

rates are falling,

the Fed would
sell government

securities. As a

consequence of

limiting the de-

cline in interest

rates, the money
supply tends to

fall. The upshot

of all of this is that, over a long pe-

riod of time, changes in the money
supply tend to exhibit a positive re-

lationship with interest rate move-

ments (see Chart 2).

Statistical Tests

A way to test the two competing

views is to examine the relationship

among interest rates, the money
supply, and the business cycle. If

the monetary view of Fed policy is

correct, we would expect the money
supply and interest rates to be

negatively correlated. Beyond that,

we would expect growth rates of

monetary aggregates to change

countercyclically; that is, to acceler-

ate during recessions and to decline

during economic expansions. Ac-

cording to the market view, we
would expect the money supply to

be positively correlated with move-

ments in interest rates. Further, dur-

ing contractions of the business

cycle, we would expect the growth

in the money supply to decrease;

we would expect monetary growth

to quicken during periods of eco-

nomic expansion.

In order to test the market view,

we can estimate an equation in an

attempt to identify the overall

Chart 2. Relation between Yields on One-Year Treasury



The results of the estimation are:

MB = .0053 + .0064*TB + .0114*/?.

(28.87) (2.23) (.62)

(Note: t-statistics are reported in pa-

rentheses beneath the coefficients.)

They indicate that a 1 percent in-

crease in the Treasury securities

rate over the month is matched by a

0.0064 percent increase in the mone-

tary base. The positive relationship

between the two variables, statisti-

cally significant at the 5 percent

level, implies that the market view

espoused here cannot be rejected.

The industrial production variable,

though positively related to

changes in the monetary base as

expected, has a coefficient that is

not statistically different from zero.

We can test the monetary view,

that the Fed "pushes" the interest

rate in order to affect economic

variables, by estimating an equation

that relates Treasury security yields

to the monetary base, the industrial

production index, and the monthly

inflation rate {PD- Increases in in-

dustrial production imply both in-

creasing investment and consumer

demand for output and loanable

funds, thus placing upward pres-

sure on interest rates. It is believed

that increases in inflationary expec-

tations, proxied by the rate of

change in the price level over the

previous month, also cause nominal

interest rates to rise.

The results of this estimation are:

TB = -.0231 + 1.74*MB

(-3.36) (1.74)

+ 1.75*/P + 2.67*P/.

(5.26) (2.78)

They suggest that increases in the

monetary base are accompanied by

increases in short-term interest

rates, which is not consistent with

the monetary view. Rather, we
would expect growth in the mone-

tary base to lead to falling interest

rates. Moreover, the coefficient of

the monetary base is not statistically

significant at the 5 percent level. As
we would expect, changes in both

industrial production and the infla-

tion rate positively affect the nomi-

nal interest rate and are statistically

significant at the 5 percent level.

The results of the two equations in-

dicate that the Fed may respond to

changes in interest rates by chang-

ing the money supply in a comple-

mentary way in order to stabilize

interest rates over the long term.

However, econometric models

often indicate only correlation

rather than causality. A further test

of whether interest rates affect the

money supply or whether the rela-

tionship runs in the opposite direc-

tion is provided by the Granger-test

of causality. Specifically, we want to

see if there is some sort of relation-

ship between past changes in the

monetary base and current changes

in short-term interest rates. If there

is, this provides evidence that the

monetary base changes first, and

these changes cause short-term

interest rate movements. We also

want to test the opposite case, in

which changes in past values of

interest rates cause the monetary

base to move in a predictable way
in the current period. While the

results of Granger-causality tests

are fairly sensitive to changes in the

estimating equation, they are useful

for indicating directions of relation-

ships between variables.

The test for causality between the

monetary base and interest rates

has the following results:

TB^ = -.0002 + 4.88*MB,_, + 2.19*MB,_.

(-.025) (4.48) (1.97)

- 2.43*MB,^, - 4.27*MB,^2.

(-2.23) ' (-3.89)

The variables are the same as de-

scribed above, where t denotes the

time period. The first two variables

represent a two-period distributed

lag of past values of the monetary

base (the lagging observations) with

the form of lag weights unspecified.

The second two variables represent

a two-period distributed lag of fu-

ture values of the monetary base

(the leading observations). If MB
affects TB and the causality is not

reversed, the coefficients attached

to the leading observations will not

be statistically significant in the re-

gression. If, however, they are

significant while the coefficients at-

tached to the lagging observations

are not, we can conclude that the

causality is reversed. If all coeffi-

cients are significant, the causality

runs both ways; that is, both the

market view and the monetary

view of the relationship between

the money supply and interest rates

appear to hold under certain eco-

nomic conditions. Since all coeffi-

cients in the equation, except the

constant term, are statistically sig-

nificant at the 5 percent level, it ap-

pears that the two variables are mu-
tually dependent; that is, interest

rates and the money supply affect

each other.^

Concluding Remarks
While the various tests discussed

here do not provide substantial

support for either the monetary or

market view, neither do they solidly

reject those views. What does seem

clear, however, is that any explana-

tion of changes in interest rates

requires a consideration of the mar-

ket view as outlined above, as well

as a host of other factors not identi-

fied in this study.

- Models with varying periods of lagged

variables were estimated, with the two-

period lag giving the best results. It is rea-

sonable to expect that the lag between

changes in interest rates and changes in the

monetary base is fairly short since interest

rates are quoted daily and the Federal Re-

serve can readily alter the monetary base

through daily open-market transactions.
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News from BEBR

Two Bureau of Economic

Research annual publica-

tions will be published this fall. One
looks forward to the coming year

with forecasts for the Illinois econ-

omy; the other provides statistics of

recent performance for various sec-

tors of the Illinois economy.

Illinois Economic Outlook
The 1991 Illinois Economic Outlook

will examine various sectors of the

Illinois economy to provide a gen-

eral forecast for 1991. The forecast

is based on the Illinois Econometric

Model maintained by the Bureau.

Individual articles will look at the

areas of agriculture, education,

health care, banking, exports, and

the state's fiscal position to predict

trends for the coming year. Avail-

able in mid-December, the 1991

edition may be ordered using the

form below. Copies are $10.00 each

($7.50 for insitutuions).

Illinois Statistical Abstract

The 1990 Illinois Statistical Ab-

stract a comprehensive, up-to-date,

single-source reference for eco-

nomic and demographic statistical

data for Illinois, will be available in

early November. In addition to the

357 tables updated from the 1989

edition, the 1990 edition features

several new sections: state geogra-

phy, education, public utilities,

imports, and exports.

The Abstract contains the most

current Illinois data available for

the following topics:

•Personal Income & Non-Farm
Earnings

•Farm Income

•Transfer Payments

•Employment
By Industry

Labor Force Statistics

Weekly Earnings &
Weekly Hours

•Gross State Product

•Census of Manufactures

•Census of Services

•Census of Population and

Housing

•Building Permits

•Consumer Price Indexes &
Inflation Rates

•Commercial Banking Statistics

•General Revenue Fund Tax

Receipts

•Estimated Retail Sales

ORDER FORM

Name

Address

Copies of the Illinois Statistical Abstract @ $32.50

Illinois Statistical Abstract on 3.5 or 5 inch disks

@ $45.00 (Please specify disk size and density.)

Copies of the 1991 Illinois Economic Outlook

@ $10.00 ($7.50 for institutions)

Please make checks payable to the Bureau of

Economic and Business Research and send orders to:

Bureau of Economic and Business Research

428 Commerce West
1206 South Sixth Street

Champaign, IL 61820

ATTN: Jeanene Edmison

(217) 333-2330
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Illinois Business Statistics

"'A sharp increase in energy

_/t^ prices has sparked fears of

renewed inflation. EarUer this year,

food and energy prices rose in re-

sponse to record cold last Decem-

ber. Inflationary pressures from the

temporary shock had totally sub-

sided by May (Chart D.The Iraqi

invasion of Kuwait in August is

responsible for what is likely to be a

sustained rise in prices for most

goods and services. The August

consumer price index for the North

Central region (which includes

Illinois) shot up at an annual rate of

14.5 percent. The Chicago index fol-

lowed suit with an annualized in-

crease of about 1 1 percent. Further

increases are likely as higher petro-

leum prices make their way into

other sectors of the economy. An-

other way of viewing higher prices

is to focus on developments regard-

ing consumer purchasing power.

Chart 2 indicates that real personal

income is expected to fall in the

early 1990s, in part because of

higher inflation but also because of

the generally weak US economy. A
prolonged period of inflation will

exacerbate this trend unless the

economy stengthens. In Illinois, a

one percentage point increase in the

CPI translates into a real loss of $2.4

billion in total personal income.

Forecast Statistics



Illinois Employment Forecast (in thousands, seasonally adjusted)
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Mary A. Laschober Illinois BelVs Rate Restructuring

Plan:An Economic View

In July 1990, the Illinois Bell

Telephone Company extend-

ed its "pay-only-for-what-you-use"

rate plan to cover a majority of its

local exchange markets. A major

feature of the restructuring plan in-

volved a switch to local measured

or usage-sensitive pricing, which

has been in effect in northeastern

Illinois for the past three years. This

article considers both the efficiency

and distributional aspects of the

new rate plan.

Background
The public telecommunications

network in Illinois is formed by the

interconnection of 972 local ex-

changes. Telecommunications serv-

ices between points within a single

exchange are classified as local ex-

change services. Currently, 56 local

exchange carriers provide thele-

communications services in Illinois.

The largest of these is Illinois Bell,

which serves most of the larger

urban population centers. In 1989, it

provided service to approximately

four-fifths of all telephone access

lines in Illinois (see Chart 1).

Illinois local exchanges are also

grouped into larger geo-

graphic divisions known as

Market Service Areas

(MSAs). There are currently

19 MSAs in Illinois. Tele-

communications services

between points within

separate local exchanges in

the same MSA (intra-MSA)

are provided chiefly by a

local exchange carrier that

serves as the primary toll

carrier for the specific

MSA. Telecommunications

services between points in

separate MSAs (inter-MSA)

are currently provided by

certified interexchange carriers such

as AT&T, MCI, and US Sprint.

Local exchange carriers offer

many services to subscribers, the

most basic consisting of connection

to the public telecommunications

network via access lines to the cen-

tral office switch in each exchange.

Access is the most basic form of

telephone service, without which

other services could not exist. Costs

associated with access are referred

to as nontraffic-sensitive costs since

they do not depend on the number
of calls made by the subscriber. The

other basic service offered by local

exchange carriers is the ability to

call other subscribers in the net-

work. The local carrier incurs costs

in providing usage in relation to the

level of calling traffic over the net-

work. Therefore, costs associated

with usage are referred to as traffic-

sensitive costs.

Until this past July, most Illinois

Bell residential subscribers were

given the option of either prepaying

a single flat fee for both access and

usage each month regardless of

actual telephone usage (flat-rate

service), or paying a flat monthly

Chart
Access

1. Illinois Bell's Access Lines as a Percent of Total

Lines

fee for access and a separate charge

based on the number of calls made
each month (local measured serv-

ice). On November 9, 1989, the Illi-

nois Commerce Commission (ICC)

approved an Illinois Bell statewide

rate restructuring plan. Except for

eight communities, the single flat

fee option is no longer available.

Usage billing is based on the num-
ber of calls placed, as well as on the

distance, duration, time, and day of

each call. Residential access rates

were also increased in all of Illinois

Bell's service territories (except the

Kaskaskia and McClure exchanges)

outside of the Chicago Loop. Many
of the local calling areas were ex-

panded, and intra-MSA toll rates

were reduced.

History of Illinois' Rate

Restructuring
Following the breakup of the

American Telephone and Telegraph

Company (AT&T) in 1984, and the

ensuing competition in the long-

distance telephone services market,

subsidization of local telecommuni-

cations services is being phased out

in Illinois as in most other states.

Prior to AT&T's divesti-

ture, an extensive system

of subsidization evolved

between service classes.

Under this system, long-

distance rates were main-

tained at levels above

their costs in order to

support low rates for

local telecommunications

service. In 1983, Illinois

received an estimated

subsidy of $7.00 per line

per month from long-dis-

tance rates in order to

provide long-distance

connection to the local

Illinois Business Review/ Winter 1990 3



network. The subsidy was passed

on to users of local services through

reduced local rates.

Moreover, revenues from busi-

ness service were used to subsidize

residential telephone service. Busi-

nesses have traditionally paid

higher rates due to their higher

demand for service; however, the

cost of business service is the same
as that of residential service. Illinois

and other states have increasingly

transferred both nontraffic and
traffic-sensitive costs to the end
users of the services. Consequently,

although most business rates still

remain above residential rates, resi-

dential rates have generally been
increasing, while business rates

have generally fallen over the past

few years (see Table 1).

The Federal Communications
Commission (FCC) has mandated
the transfer of nontraffic sensitive

costs to users of the service. These
practices have also led to increases

in local rates. To date, the FCC pro-

gram has resulted in the addition of

a $3.50 subscriber hne charge to the

local service bills of residential cus-

tomers and single-line business

customers. Multi-line business cus-

tomers have received increases of

up to $6.00. Increases in subscriber

line charges have been accompa-
nied by reductions in long-distance

rates (see Chart 2). Since 1984,

prices of local telephone services

have been increasing, although at a

decreasing pace. Intrastate toll rates

have declined in recent years, after

a period of rising rates. Interstate

Table 1. Selected Illinois Telephone Rates

long-distance prices have consis-

tently declined since 1984, by rather

substantial amounts.

Telephone Rates and
Allocative Efficiency

The move toward cost-based

pricing in the telephone industry

has both efficiency and distribu-

tional effects that often lead to con-

flicting policy goals. As will be dis-

cussed, efficient pricing of the var-

ied telecommunications services in

most cases requires that prices re-

flect the separate costs of producing
the services. However, if the cost of

a particular service is high, a price

reflecting this cost may preclude

lower-income consumers from pur-

chasing the service. Policymakers or

consumer groups may then attempt

to obtain prices that are set below
cost if the service is considered a

basic need.

First, let us explore the efficiency

aspects of cost-based pricing for

telecommunications services. Eco-

nomic theory tells us that the price

consumers pay for a product or

service should equal the incre-

mental or marginal cost of provid-

ing that service. Since the price that

consumers are willing to pay repre-

sents the value of the service to con-

sumers, if the price is set higher

than the marginal cost, too few of

society's resources are devoted to

the production of that service. A
lower price that reflects the cost of

the service would induce more con-

sumers to purchase the service, thus

increasing consumer welfare.

Residential, Rotary Private Line
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(approximately 83 percent of their

access lines), customers who found

the flat fee too high could have al-

ready chosen local measured serv-

ice as a means of lowering their

telephone charges.

The FCC currently operates two

federal programs (administered by

the ICC) that are designed to pre-

serve and extend universal telecom-

munications service to low-income

persons. The first program is a fed-

eral/state matching program that

reduces the monthly telephone bills

of low-income subscribers. The ICC

has been studying the feasibility of

Illinois' participation in this pro-

gram. The second program, re-

ferred to as "Link-Up America,"

provides federal funds to offset the

installation and connection fees for

low-income subscribers. This pro-

gram, offered by local exchange

carriers in Illinois beginning De-

cember 1, 1989, does not require

state matching funds. These so-

called "lifeline" programs are de-

signed to help counter any decrease

in demand by low-income subscrib-

ers caused by higher local rates.

By law, the ICC must monitor

the level of telecommunications

penetration in Illinois, defined as

the percentage of households that

have telecommunications service

available within the home. A recent

survey of local exchange carriers in

Illinois conducted by the ICC indi-

cated that penetration is in the high

80 percent to 90 percent range. Such

estimates are consistent with FCC
studies of lUinois penetration indi-

cating that approximately 94 per-

cent of all Illinois households had

telephone service as of July

1989. The national rate was
approximately 93 percent.

Additionally, the FCC re-

port found that telephone

penetration rates rise with

increases in household in-

come. People who do not

own their own home and

those households receiving

food stamps have lower

penetration rates than other

households. The study implies that

low-income households have a

higher price elasticity of demand for

telephone services—that is, their de-

mand for these services drop by a

relatively large amount when tele-

phone charges increase. The rise in

Illinois Bell's access and usage

charges may reduce Illinois' pene-

tration rates in the future, especially

among low-income households.

Losers and Gainers Under
Rate Restructuring

According to Illinois Bell, more

than 60 percent of their residential

customers will save money under

the new plan. Who are these cus-

tomers? Telephone subscribers who
opted to use local measured service

before the restructuring plan, and

who make mostly local calls, will

probably face higher telephone bills.

The monthly access charge for resi-

dential customers increased by

$1.00 on January 1, 1990. This

charge will be raised an additional

$1.00 per month in January 1991

and January 1992. The increases

apply to all residential telephone

lines outside northeastern Illinois.

Furthermore, local calls that used to

average about 4 cents a call now
cost an average of 4.7 cents a call.

These customers' telephone bills

may decrease if they reduce the

number of local calls they make, or

if they are able to shift a majority of

calls to off-peak hours. Residential

users may also shift telephone us-

age costs to businesses if they are

able to delay calls until they get to

work. Also, since some customers'

local calling areas are now larger

Table 2. Rate Reductions vs. Message Units by Mileage Band



highest discount. Customers who
frequently call within this area

should experience the sharpest

decline in telephone bills.

Studies have shown that long-

distance usage by both residential

and business customers is highly

concentrated. In 1984, AT&T
claimed that 73 percent of residen-

tial telephone users spent less than

$10 each month on long-distance

calls. Seventeen percent spent

$10.00 to $25.00 each month, while

only 10 percent spent more than

$25.00 a month on long-distance

calls. If these figures still roughly

apply to intra- and inter-MSA long-

distance calling, then a majority of

Illinois Bell subscribers will experi-

ence little or no savings from the

new rate plan.

Gainers might consist of large

business subscribers who make a

high percentage of all long-distance

business calls. They might also be

both residential and business cus-

tomers who purchase custom-call-

ing options, since the prices of most

custom-calling features have been

reduced. Business rates for all cus-

tom-calling services and touch-tone

service have been lowered to match

prices paid by residential custom-

ers. Gainers from the new rate plan,

then, will likely consist of higher-

income groups who have a greater

demand for custom-calling and

long-distance services.

Concluding Remarks
Illinois Bell stands to profit from

the rate restructuring plan. If the

number of subscribers who pay
higher telephone bills outweighs

those who pay lower bills, revenues

will increase. The adoption of man-
datory local measured service also

allows Illinois Bell to capture reve-

nue from any increase in telephone

calls stimulated by the rise in resi-

dential and business ownership of

computer modems and facsimile

machines. The relative price and
income elasticities of demand for

installation, access, and local and
long-distance services will ulti-

mately determine the overall impact

on Illinois Bell's revenue, as well as

the impact on different classes and

income groups of users of tele-

phone services in Illinois.

Mary A. Laschober World Energy Consumption

Current United States' in-

volvement in the Persian

Gulf dispute has heightened inter-

est in energy consumption and pro-

duction issues. As would be ex-

pected, the more populated and the

more developed countries make up
the majority of the ten highest-

ranked energy consuming countries

(Table 1). In 1987, the top ten coun-

tries accounted for over 72 percent

of all energy consumed. In fact, the

United States was responsible for

almost one-quarter of total world

energy consumption. On a per cap-

ita basis, however, the United States

ranked only fourth in energy con-

sumption in 1987 (Table 2). Oil rich

countries such as the United Arab

Emirates, Bahrain, Kuwait, and

Saudi Arabia ranked very highly in

terms of per capita consumption.

Furthermore, these countries sub-

stantially increased their energy use

over the period from 1980 to 1987.

In contrast, the United States was
successful in decreasing its per cap-

ita use by 8 percent over the same

Table 1. Ten Highest-Ranked Countries in

Total Energy Consumption, 1987

(Millions of Metric Tons of Coal Equivalents)

Country 1987

Percent of

Total World

U.S.

Soviet Union
China (mainland)

Japan

West Germany
United Kingdom
Canada
India

France

Italy

Total World

2,322.9

1,867.2

800.8

456.1

342.0

290.8

256.5

220.5

206.9

204.4

9,653.6

24.1%

19.3%

8.3%

4.7%

3.5%

3.0%

2.7%

2.3%

2.1%

2.1%

Table 2. Ten Highest-Ranked Countries in Per Capita Energy

Consumption, 1980 and 1987 (Kilograms of Coal Equivalents)

Country 1980 1987

1980 to

1987 % Ratio to

Change World Total

United Arab Emirates

Bahrain

Canada

U.S.

Kuwait

East Germany
Netherlands

Norway
Soviet Union

Saudi Arabia

Total World

17,188

12,651

10,547

10,386

5,019

7,276

6,543

6,423

5,549

2,745

18,832

14,680

9,915

9,542

9,191

7,891

7,265

6,782

6,634

6,322

9.6%

16.0%

-6.0%

19.6%

130.3%

1,919 1,921

period, peiiiaps because of greater

incentives to use less energy in ab-

solute amounts, as well as eco-

nomic incentives to use a given

amount of energy more efficiently.

However, the United States still

consumed five times the amount of

world per capita energy consump-

tion in 1987.

The five countries with the low-

est energy consumption are less-

developed, relatively poor nations,

mainly in Africa, confirming that

energy consumption rises with per

capita income or wealth.

Although some devel-

oped countries, such as

West Germany and

South Africa, consume
relatively small

amounts of energy per

capita, they still used

more than the average

for all countries, with

2.9 and 1.5 times world

per capita consumption,

respectively.
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Roger J. Beck and

William McD. Herr
Income Inequality among Illinois

Counties: Contentment and Despair

Regional disparities in per

capita income provide a con-

tinuing challenge to policymakers

to develop and implement strate-

gies that will reduce the inequality.

For many years inequality between

regional and state average per cap-

ita income in the United States nar-

rowed. To some, this was taken to

mean that market forces in factor

markets and /or public policies,

though slow, were working. Recent

studies indicate that the trend to-

ward income convergence among
counties and regions has been re-

versed. Some believe that increasing

regional inequality may be associ-

ated with temporary forces related

to the fortunes of specific industries

such as farming and energy. Others

see growing inequality associated

with longer-term forces such as in-

creasing suburbanization or the

growing importance of the service

industry sector.

This study focuses on the per

capita income variation through

time (1969-1987) among Illinois

counties. The purpose is to look at

three aspects of the inequality of

average per capita personal income

among Illinois counties: first, to

document change in the inequality

of average per capita income

through time; second, to identify

counties contributing to the ob-

served inequality; and third, to

attempt to identify some of the rea-

sons for observed changes in in-

come inequality. The article con-

cludes with some implications for

public policy.

Methodology and Data
The measure of income inequal-

ity employed in this study was the

coefficient of variation of county av-

erage annual per capita income. The

coefficient measures the relative

dispersion of average per capita

income about the mean for all coun-

ties in Illinois. In this formulation

the average per capita income for

each county, regardless of its popu-

lation, contributes equally to the

state average. In order to document

the change in income inequality

among Illinois counties, the coeffi-

cient of variation of per capita in-

come was computed for each year

from 1969-1987. The method fo-

cuses on regional, in this case inter-

county, income disparity in contrast

to examining how income is distrib-

uted among the population. Thus,

for example, an increasing coeffi-

cient of variation through time indi-

cates more regional income inequal-

ity but says little about the income

distribution among the state's

population. The latter requires

analysis of how the population is

distributed among counties as well

as the distribution of income among
the residents of each county.

Two alternative measures of

income were used: personal income

and personal in-

come less transfer

payments. It was
presumed that the

latter measure of in-

come would have a

higher coefficient

and show more
year-to-year vari-

ability than would
total personal in-

come. A comparison

of the two could also

provide an indica-

tion of the role of

transfer payments in

reducing income

inequality among
Illinois counties.

Transfer payments are those pro-

vided by governments to those to

whom no wages and salaries are

paid for in the current period. In-

cluded are Social Security, Medi-

care, Medicaid, Food Stamps, un-

employment insurance, veteran's

benefits, public assistance, and

other programs.'

We did not attempt to adjust in-

come for differences in the cost of

living among counties. Even if data

were available to make the analysis

in real terms, we do not believe it

would materially affect our conclu-

sions. Results would change only if

cost-of-living increases among
counties were substantially differ-

ent. Differences between low- and

high-income counties might be

smaller, but counties lying in either

tail of the distribution would be

likely to be the same, and counties

moving in and out of the tails

would also be likely to be similar.

'All data used in the study represent income

estimates for local areas and counties pre-

pared by the Bureau of Economic Analysis,

US Department of Commerce.

Chart 1. Coefficient of Variation of Average Per Capita
Income among Illinois Counties

Total Personal In ' Less Transfer Payments

Total Personal Income
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The second objective of

identifying counties con-

tributing to the observed

inequaUty was accom-

phshed by observing for

each year the counties that

He outside plus or minus

one standard deviation

from the mean income

level of all counties. Our
purpose is to determine

whether this group of

counties represents a per-

sistent core of high- and

low-income counties or

whether, over time, coun-

ties move in and out of

these categories.

The third objective,

which seeks to provide an

understanding for the

observed income inequal-

ity, is accomplished by attempting

to find common characteristics of

counties in each end of the income

distribution and for those counties

moving away from the mean.

The Inequality of County
Average Per Capita Income

The coefficient of variation of per

capita income less transfer pay-

ments did not change much during

the period 1969-1987. It was 20.5 in

1969, reached a low of 18.8 in 1972,

and then trended upward reaching

20.8 in 1987 (Chart 1). This finding

is consistent with the pattern of ine-

quality among states and the inter-

county pattern of inequal-

ity found by researchers.

The yearly coefficients

of variation for average

total personal income per

capita were lower, indi-

cating that transfer pay-

ments narrowed the rela-

tive gap between high-

and low-income counties.

On average, transfer pay-

ments lowered the stan-

dard deviation of average

per capita income by ca.

$140, or 10 percent. The

time trend observed for

the coefficient of variation

Chart 2. Annual Percentage Change in Illinois Per Capita Income"
Compared to the Percentage Change in the Coefficient of Variation

Personal Income Minus Transfers

of total personal income, however,

differed from that for income minus

transfers. The coefficient of vari-

ation for the more comprehensive

measure of income was just over 17

in 1969, reached a low of 14.4 in

1975, and since then fluctuated

around a level trend. Stabilization

of the annual coefficient of variation

is perhaps due to the increasing im-

portance of transfer payments in

total personal income. In the early

1970s transfers averaged 11-12 per-

cent of the state's total personal in-

come, whereas in the 1985-1987

period they averaged 18 percent.

This greater importance of transfer

Table 1. Number of Counties by Years in Wliich Their Average Per

Capita Income was Outside the Range of ± One Standard Deviation

of the State Average, 1969-1987.

Number of Illinois Counties with Average

Incomes Outside the Specified Range

Minus 1 SD Plus 1 SD



counties" in the state

(Chart 3).- Seven counties

were in the low-income

status for fewer than five

years and are termed "in

and outers." Five of these

counties (Calhoun, Hender-

son, Jasper, Pike, and

Schuyler) have a substan-

tial dependency on farm-

ing, and all of these coun-

ties were in the low-income

group in one or more years

of the early 1980s when
farm fortunes sagged

badly. Richland and Wil-

liamson counties fell into

the low-income category

for one year only, 1970 and

1975, respectively.

Six counties were in the

low-income group for 6 to

16 years. Of these interme-

diate "in and outers," only

Franklin county showed a

persistent pattern of mov-

ing out of the group. Fran-

klin was in the low-income

group in most years to 1978

but since then has not reap-

peared. On the other hand.

Union county first ap-

peared in the low income

group in 1978 and re-

mained there through 1985.

The other four counties

(Clay, Cumberland, Gal-

latin, and Green) tend to

show a pattern of being in

the group in the early

1970s, the late mid-1970s,

and again in the 1980s. These coun-

ties have a high dependency on ag-

riculture, and many of these years,

especially in the 1980s, correspond

to poor farm income years.

There were 30 different counties

having average per capita income of

more than one standard deviation

above the state average in one or

more years of the 19-year study

period. Of these "high-income"

counties, seven were in the high

group for at least 17 years. All of

these high income counties are in or

border the Chicago metropolitan

Charts. Counties Consistently Outside ± One Standard

Deviation from the Average Per Capita Income of All Counties

High Income Core Counties Low Income Core Counties

area (Chart 3). Fifteen counties were

in the high income status for fewer

than five years. Some patterns were

discernible as to when they entered

and left the group. Will and Boone,

both northeast counties, were in this

group in the 1969-1972 period and

did not reappear in subsequent

years—except for Boone, which

returned to the group in 1987.

Tazewell and Woodford counties

were in the high-income group

during the late 1970s and early

1980s but have since left the group.

Seven other counties made the

group m one or more
years prior to the mid-

1970s and have not reap-

peared since then. Three

of the counties first en-

tered the high income

group in the 1980s.

Eight counties had high

incomes for 6 to 16 years.

Putnam and Monroe first

entered the group in 1974

and 1980, respectively,

and have consistently re-

mained there. Ford, Me-
nard, and Peoria, on the

other hand, were consis-

tently in the group but

departed between

1979-1982. The fortunes

of a single industry, con-

struction machinery and

equipment, probably ac-

counts for the change in

Peoria as well as the adja-

cent counties of Tazewell

and Woodford mentioned

earlier. The three other

counties (Piatt, Sangamon,

and Stark) tended to ro-

tate into the group in

three different periods;

early 1970s, mid-70s, and

the late 80s.

Finally, we observe two

counties that moved from

one extreme income

group to the other. Hen-

derson was in the high

income group in 1973 and

1975 but moved into the

low income group in 1983.

Richland was in the low income

group in 1970 but moved into the

high group in 1983. Increased in-

come derived from extractive

I

-Robert P. Hartwig UIHiwis Business Rei'ieu',

December 1989) identified the 10 Illinois

counties with the lowest average per capita

personal income in each of the four years,

1984-1987. Seven counties were in this group

each year. Three others appeared in the

group in three of the four years. The 10

"core" low-income counties inferred from

Hartwig's tabulation are the same as the 10

counties this study designates "core low

income counties" based on a 19-year study

period.
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Chart 4

Income

industries such as oil and gas have

contributed to the cHmb from the

low income-group to the high-

income group.

The analysis shows that relatively

more counties move into and out of

the high income group than move
into and out of the low group. For

example, among all of the different

low-income counties, over 40 per-

cent were in the category for 17 or

more years. Or, looked at the other

way, less than 60 percent moved "in

and out" of the group. Being in the

low-income group appears to be

more permanent than being

in the high-income category.

The economies of counties

that move in and out of

these income groups tend to

be related to agriculture,

mining, or the fortunes of a

dominant manufacturing

industry. Core low-income

counties tend to be in south-

ern Illinois, while core high-

income counties are in the

northeast.

Counties Contributing

to Growth in

Inequality

While the previous sec-

tion identified counties con-

tributing to the inequality of

per capita income among Il-

linois counties, this section

identifies counties that con-

tributed to the increase in

inequality as measured by

county average per capita

income less transfers be-

tween 1972 and 1987. We
calculated the range in the

standard deviation of in-

comes among counties that

would have yielded the

same coefficient of variation

in 1987 as occurred in 1972,

namely 18.8. We refer to this

as the calculated coefficient

of variation in 1987. We
then observed two types of

counties responsible for the

increase in inequality. One
group comprised those

counties within ± one standard de-

viation in 1972 but outside the cal-

culated range of the standard devia-

tion in 1987. Counties meeting this

criterion had either rapidly growing

incomes or, at the other extreme,

very slow income growth. The sec-

ond group represents those coun-

ties that were outside plus or minus

one standard deviation in 1972 but

whose income grew faster (slower)

than the mean of all counties. These

counties were farther away from

the calculated standard deviation in

1987. Adding together the two

groups of counties, we were able to

. Counties Contributing to Increased Inequality (

Between 1972-19S7

Upward Divergent Downward Divergent

identify counties that contributed to

increasing income inequality. These

are called upward and downward
divergent counties.

There were nearly twice the

number of upward divergent coun-

ties (13) than downward divergent

counties (7), Chart 4. About one-

half of the upward divergent coun-

ties were outside one positive stan-

dard deviation in 1972; and because

their incomes grew faster than the

state average, they were further

outside the calculated range in

1987. All of the counties contribut-

ing to upward divergence, except

one (Monroe), were lo-

cated in northern Illinois.

Among the downward
divergent counties, only

one (Union) had an

income that was within

plus or minus one stan-

dard deviation of the aver-

age state income in 1972;

but because of slow in-

come growth, its average

per capita income was less

than the lower calculated

standard deviation in 1987.

The other six counties had

incomes below the lower

limit in 1972; and because

income growth was below

the state average, they con-

tributed further to the di-

vergence in income ine-

quality among Illinois

counties. All of the coun-

ties contributing to the

downward divergence

were located at the south-

em tip of the state except

for Fayette.

Implications for

Public Policy

Major objectives of

economic development

programs are to provide

economic opportunities

that raise incomes and

sustain economic growth.

This study shows that in-

creasing income levels and

providing for growth is a
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complex process. For example, we
found that a number of counties

move in and out of the extremes of

the income distribution. At the

same time we found evidence that

some counties seemed to remain in

either tail of the income distribution

more or less permanently. We were

unable to adjust for differences in

cost of living among Illinois coun-

ties, but we do not believe this

omission materially changes our

conclusion: Differences between

high- and low-income counties

would be reduced, but the impact

on the counties moving in and out

of the tails of the income distribu-

tion would likely be small.

The substantial movement of

counties in and out of the tails of

the income distribution, especially

the upper, provide evidence that

there are factors that can change the

relative position of counties and

regions. On the other hand, the

finding of a "core" of low income

counties is indicative of a long-

term, continuing income problem.

Superimposed over these two

quite different findings is evidence

that income inequality among coun-

ties as measured by the coefficient

of variation is negatively associated

with changes in the growth rate of

personal income in the state. Ap-

parently, general economic growth

that increases all income provides a

relatively greater stimulus in low

than high income counties. In the

short run this may occur as labor

commutes from low-income coun-

ties to counties with higher paying

employment opportunities.

These findings indicate to us that

a mix of policies is necessary to

reduce intercounty income inequal-

ity. Some policies must be long-

term in nature and targeted to core

low-income counties. Others must be

flexible and capable of responding to

the needs of counties that are inter-

mittently part of the low income

group. Diversifying sources of in-

come is important to counties that

have moved in and out of the low

income category. Finally, efforts to

improve the overall growth rate of

the Illinois economy cannot be over-

looked. Growth, wherever it occurs,

provides a stimulus for resources to

move into higher return uses. In the

long run, market forces may still

push intercounty incomes toward

more equality. However, this study,

covering nearly 20 years, indicates

that due to poor mobility of re-

sources and industry trends that at

times overwhelm market forces, eco-

nomic development programs are a

continuing necessity, especially for

rural counties.

Robert P. Hartwig How Much Does Holiday Shopping
Matter?

The holiday shopping season

of 1990 will not soon be for-

gotten by consumers or retailers. ..or

will it? Retailers bemoaned the

newly developed penny-pinching

of customers. They declared that

disaster would befall them, claim-

ing that forty, fifty, or sixty percent

of all their sales were made in the

all-too-few weeks preceding Christ-

mas. Many say an even higher pro-

portion of their profit is made
during this period.

Are retailer's really that de-

pendent on holiday sales? For

retailers' claims to be true, the

total value of everything we
buy during the holiday season

must be forty, fifty, or sixty

percent of everything pur-

chased throughout the year.

For the vast majority of us,

this is not the case.

Retail sales in Illinois illustrate

this fact. The chart shows fourth

quarter (October, November, and

December) retail sales in recent

years as a percentage of annual

retail sales. It is clear that fourth

quarter sales are consistently be-

tween 27 and 28 percent of the an-

nual total. If consumers spent at a

constant rate throughout the year,

exactly 25 percent of all sales

Fourth Quarter Retail Sales as a Proportion of Full-Year

Retail Sales (millions of dollars)

$80,000

60,000 -

40,000

20,000
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I I

First-Third

Quarter

Retail Sales

1987 1988 1989

Source; Monthly Retail Trade, U.S. Department of Commerce

should occur during the fourth

quarter. Hence, fourth quarter retail

sales are not as gargantuan as re-

tailers lead us to believe.

It is true that some retailers de-

pend heavily on holiday sales, but

many do not, and for this reason

fourth quarter sales are only mod-
estly above sales in the first three

quarters of the year. Retail sales

include much more than the com-

mon gift and seasonal items

purchased during the holi-

days. Throughout the year, we
purchase items such as grocer-

ies and gasoline. We may even

purchase an automobile, a

boat, or furniture. All these

items are included in retail

sales and tend to diminish the

spike in retail sales associated

with the holiday season.
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J. Gregory Parrish Airline Service in Dozvnstate Illinois

Cities, 1970-1989

Air transportation in

downstate Illinois

cities has gone through ex-

traordinary changes since

1970. The period has been

characterized by both strong

growth and periods of de-

cline in boardings, as well as

substantial changes in the

number of airlines serving

the area, the types of aircraft

utilized, and the frequency

of service. This article ana-

lyzes these changes, evalu-

ates current needs, and con-

siders the future outlook for

air travel in downstate cities.

Growth , 1970-1989

During the period

1970-1989, all six major

downstate Illinois cities ex-

perienced growth in the

number of airline boardings,

as shown in Table 1 and

Chart 1. Champaign-Urbana

led in percent gains with an

increase of 100 percent, while the

Quad Cities and Peoria gained 64

percent and 55 percent, respec-

tively. The average over-

all rate of growth was 69

percent. Of the five cities

for which data are avail-

able for the entire pe-

riod, all experienced

sharp declines in the

number of boardings

from 1978-1979 through

1981 or 1982. Two fac-

tors accounted for the

falling trend. A deep re-

cession in the national

economy reduced de-

mand for airline trans-

portation, while a sharp

contraction of short-

destination service by

Table 1. Airline Boardings, Six Selected Major Dozvnstate Illinois Cities,



between 1970 and 1989, but they

also experienced substantial

changes in the structure of air serv-

ice, as shown in Charts 2 and 3. In

1971, there was an average of 36

nonstop flights serving the six cit-

ies. This included numerous flights

between the downstate cities, as

well as flights to the two big hub

centers of Chicago and St. Louis.

Direct nonstop service increased to

a peak of 47 flights in 1980. How-
ever, the number of direct nonstop

connecting flights declined to 20 by

November 1989.

In number of weekday arrivals,

the six cities experienced a rise from

107 in 1972 to an early peak of 189

in 1980, then a decline to 149 in 1985

before peaking at 216 in 1989. The

case of Bloomington-Normal is

particularly striking. It had only

four arrivals daily in 1971, but had

29 arrivals by 1989. Air travelers

now have more options than ever

before in terms of the time or day of

the week a flight may be taken.

Change in Air Travel

In contrast to the major cities,

four selected small downstate Illi-

nois cities experienced an overall

decline in airline boardings over the

period from 1970 through 1989,

after peaking in the mid- to late-

1970s (see Chart 4 and Table 2).

What explains the early peaks and

the major declines in air travel

among these smaller

cities? In the case of

Danville, Mattoon-

Charleston, and

Mount Vernon, some

travelers have chosen

in recent years to

drive to larger cities

such as Indianapolis,

St. Louis, Chicago,

and Champaign-

Urbana with more

frequent service and

more high-altitude,

faster, jet service.

This phenomenon
also applies to Car-

bondale, except that

its drastic decUne

was also brought

about by a serious

accident in 1983 that

led to the total shut-

down of Air Illinois,

headquartered in

Carbondale. Another

factor that explains

declining traffic was

the elimination of

subsidies by the federal govern-

ment, originally provided by the

EAS (Essential Air Services) as part

of the federal air policy under the

CAB. These subsidies were largely

eliminated under the Deregulation

Act of 1978, leading to the with-

drawal or reduction of service to

many small Illinois cities.

Table 2.



Springfield were jets,

either DC-9s or Boeing

737s. By 1989, how-

ever, Springfield had

lost all jet service, as

had Decatur. And
Champaign-Urbana

had declined from 48

percent in 1975 to just

6 percent in November
1989. The Quad Cities

had the best jet service

by 1989, experiencing

a decline of only 17

percentage points,

down to 35 percent.

Jet service has many
obvious advantages

over propjet or piston

engine aircraft. The

jets fly "above the weather" at

15,000 feet or higher and attain

speeds of upwards of 500 miles an

hour. They also have stand-up

room with overhead compartments,

lavatories, flight attendants, food

and beverage service, and are able

to accommodate 90 or more passen-

gers. The propjets are smaller, fly at

lower altitudes and much lower

speeds, and have very limited food

and beverage service, if any at all.

As noted earher, prior to 1980

Ozark withdrew jet service from

subsidized small-to-medium-sized

cities in order to use its equipment

on longer and more profitable inter-

state routes out of its St. Louis hub.

The freedom to change was pro-

vided under the Deregulation Act

of 1978, which also eliminated or

reduced the federal subsidies to the

smaller cities. Other

major trunk or regional

airlines followed this

same pattern of with-

drawal at local levels

and the build-up of hub

centers in the big metro-

politan cities. Recent

mergers and acquisi-

tions appear to influ-

ence the emergence of

long-haul domestic and

international flights.

Chart 4. Airline Boardings, Selected Cities

Recent Proliferation of

Airline Service

Prior to 1975, there were only

two principal airlines serving

downstate Illinois, namely Ozark

and United Airlines; these were

supplemented by a small Illinois-

based commuter airline (see Table

4). Since 1975, however, there has

been a substantial expansion in the

number of airlines from three in

1975 to eleven in 1989. The new

airlines are mostly commuter carri-

ers, affiliated with a few large trunk

lines and used primarily to funnel

downstate air passengers into the

three big hub centers of Chicago, St.

Louis, and Dayton, Ohio.

Table 4 shows the high rate of

mergers and acquisitions that have

occurred, especially since 1980,

along with the relatively high

Table 3. Percent Jet Flights



Table 4. Airlines Serving Six Major Downstate Illinois Cities, Selected Years, 1971-1989'

1971 1975 1980 1985 1989

Ozark Ozark
Air Illinois Air Illinois

Vercoa Airline^ United

United

Air Mid America'

Ozark
Air Illinois*

United

Britt

Miss. Valley'

Continental'

Ozark'

United

Britf

United Exp'°

Air Midwest"
Piedmont"

Decatur Aviation' TWA

United

United Exp
TWA
TWA Express"

Continental West"
American Eagle"

Midway Connection"

U.S. Air

U.S. Air Exp"
American West
Northwest Air Link'"

'The express airlines are considered separate airlines from their major trunk affiliates or owners in this survey. The parent

major airlines, as American, United, etc. emphasize long distance flights using jet equipment. The express airlines owned by
or having code sharing agreements with majors, are usually commuter airlines emphasizing short distances and using slower

and smaller jet prop planes. Code sharing by a major and an affiliated commuter (express) airline may include joint ticketing,

computer listing, baggage handling, coordinated schedules, and such support services as crew training.

^Ceased operation in 1971.

'Ceased operation in 1971.

'Ceased operation in October 1983.

'Acquired by Air Wisconsin in 1985 which later became United Express.

^Acquired by Texas Air in 1982.

'Ceased operation in 1980.

"Acquired by TWA in 1986.

'Acquired by Texas Air in 1986.

'"Started by United after code sharing with Air Wisconsin in 1985.

"Ceased operation after 1985.

'^Acquired by U.S. Air in August 1989.

"Started by TWA after acquiring Ozark in 1986.

''Started by Texas Air after purchase of Britt Airways in 1986.

"Started by American Airlines after code sharing with Simmons Airlines. The Simmons name disappeared on American's

feeder routes.

"Started as a commuter airline by Midway Airline in 1988.

"Started as a commuter airline by U.S. Air in August 1989 after acquisition of Piedmont Airlines.

"Started after merger of Republic Airlines into Northwest Airlines in 1986.

preferences are acting together to

close this gap. Jet planes are getting

smaller: British Aerospace is intro-

ducing its ATP 68 passenger jet for

shorter flights, the Fokker Com-
pany is introducing a (F28) 65 pas-

senger jet, and Canadair is intro-

ducing a 48 passenger jet (60 IRJ).

All are better adapted to short

flights. At the same time, the turbo-

prop planes are getting larger,

faster, pressurized, and provide

more amenities. For example, the

Aeritalia Aerospatiale (ATR42) will

have 40-50 seats, the Embraer

Brasilia (EMB120) will have 30

seats, and the SAAB 2000 will have

50 seats.

The closure of the "commuter

gap" should serve to improve air

service to downstate Illinois cities,

and to slow or reverse the practice

of driving to major hub centers for

airline service.
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News from BEBR

Beginning with our next is-

sue, the Bureau of Economic

and Business Research will charge a

subscription fee for the Illinois Busi-

ness Review. The $10.00 annual sub-

scription fee will cover increased

printing and mailing charges.

Please consult the order form at the

bottom of this page for information

on discounts for multiyear sub-

scriptions. In order to continue to

receive your copies of the Review

without interruption, please fill out

and return the form right away.

Illinois Statistical Abstract and
Illinois Economic Outlook

The Illinois Statistical Abstract and

the Illinois Economic Outlook are

available for immediate purchase

from the Bureau of Economic and

Business Research. The Abstract

provides the most current economic

and demographic statistical data for

Illinois in a comprehensive, single-

source reference. More than 400

data tables and charts provide de-

tailed coverage for Illinois, its coun-

ties and statistical metropolitan

areas, and for the United States.

Some topics covered are personal

income, transfer payments, employ-

ment, census of services, comsumer
price indexes, state revenue and ex-

penditures, export dependent em-
ployment, non-farm earnings, in-

dustry employment, gross state

product, census of population and

housing, inflation rates, estimated

retail sales, crime and law enforce-

ment, farm income, labor force

statistics, census of manufacturing,

building permits, commercial bank-

ing, and exports.

The 1992 Illinois Economic Outlook

examines various sectors of the

Illinois economy and provides a

sixteen-quarter forecast based on

the Illinois Econometric Model
maintained by the Bureau of Eco-

nomic and Business Research. In

addition, trends for the coming year

are predicted for these topics: agri-

culture, banking, fiscal position,

education, exports, health care, and
energy. Both publications can be

ordered on the form below.

ORDER FORM

Bureau of Economic &
Business Research

428 Commerce West
1206 South Sixth Street

Champaign, IL 61820

ATTN: Jeanene Edmison
(217) 333-2330

Please make checks payable to the Bureau of

Economic and Business Research.

Yes, I want to continue receiving Illinois Business Review.

Enclosed is my payment for: (circle one)

1 year—$10.00 2 years—$18.00 3 years—$25.00

No, I do not wish to continue to receive Illinois Business Review.

Please remove my name from your mailing list.

Please send:

Copies of the 1990 Illinois Statistical Abstract @ $32.50

1990 Illinois Statistical Abstract on 3.5" or 5V4" disks @ $45.00

(Please specify disk size and density.)

Copies of the 1991 Illinois Economic Outlook @ $10.00

($7.50 for institutions)

Name

Address

City/State/Zip
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Illinois Business Statistics

' y^^ rowth rates in real personal

VJ income in Illinois have con-

tinued downward through 1990

(Chart 1). The Illinois econometric

Model (JEM) predicts that real in-

come growth in good-producing

industries will remain negative

through 1991. Service-producing

industries, which experienced real

income growth in excess of 5 per-

cent in 1988, are expected to have

grown at annual rate of less than

two percent in 1990.

The current economic downturn

is responsible for a slowdown in

employment growth in Illinois into

the foreseeable future (Chart 2).

Again, the goods-producing sector,

which includes manufacturing, will

be hardest hit. The lEM predicts

that the total number of jobs in Illi-

nois will actually shrink in 1991.

Construction employment is ex-

pected to experience the most pre-

cipitous decline. In the first quarter

of 1990, construction employment
stood at a seasonally adjusted

213,000. Employment in that sector

is expected to fall to 203,500 in the

first quarter of 1991 and to 193,000

in 1992, a net decline of 9.4 percent

in just two years.

Forecast Statistics

Personal Income (millions of dollars, seasonally adjusted at annual rates)



Imw^Employment Forecast (in thousands, seasonally adjusted)
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Stephen F. Quinn Illinois and National Recessions: Will

History Repeat?

Unlike the recessionary peri-

ods in the early 1980s, the

current downturn appears to be

imposing no worse hardship on

Illinois than on the nation as a

whole. At the end of 1990, the Illi-

nois unemployment rate was lower

than the national average, and state

tax receipts were holding steady.

The gross state product (GSP) for

the fourth quarter of 1990, a meas-

ure of the state's total income or the

value of final goods and services

produced, seems not to have fallen

as much as in the nation as a whole

(GNP). Is this the quiet before the

storm, or is Illinois insulated from

the ill fortune of other regions?

To address these questions, re-

cent Illinois economic history rela-

tive to that of the United States will

be reviewed. Of course, national

downturns dampen a state's econ-

omy, but the hardships of recession

are not evenly distributed among
the states. Recent changes in the

nature of the Illinois economy may
be making the state less sensitive to

national trends.

Gross State Product
While enjoying some real growth

over the past 15 years, real gross

product for Illinois has contracted

with more severity and grown with

less vigor than in the nation as a

whole. As a consequence, Illinois

declined as a portion of the United

States economy until late into the

1980s. From 1972 to 1985, Illinois

GSP as a portion of US GNP fell

from 6.2 percent to just under 5 per-

cent (Chart 1). Illinois sporadically

drifted downwards during the pe-

riod with the most dramatic con-

traction coming with the regional

downturn in 1985. During that

single year, an expansion in the

national economy was coupled

with a recession at the state level.

Since 1985, GSP has kept pace with

gross national product.

Employment
Employment developments in

Illinois show a similar pattern.

Since 1972, the rate of job creation

in the United States has consistently

outstripped that in Illinois. The con-

sequent decline in the percentage of

Illinois employment relative to na-

tional employment (Chart 2) mir-

rors GSP's fall. Even so, the state's

loss in job share has slowed in re-

cent years. Since 1986, Illinois em-

ployment levels have become stable

relative to national levels.

The long-run erosion of the

state's relative economic position

Illinois Business Review/ Spring 1991 3



accelerated in the mid-1970s and

continued unabated through the

mid-1980s. Both gross product and

employment trends illustrate that

Illinois has not matched national

expansion rates during good times.

Moreover, Illinois has outdone na-

tional rates of contraction during

recessionary periods. Illinois suf-

fered disproprtionately from the

national recessions of the mid-1970s

and early 1980s. Unless meaningful

change has affected the Illinois

economy, a national downturn in

1990 positions the state to repeat

the recessionary scenarios of the

past, a worse-than-the-national-

average contraction of GSP and

employment.

The Changing Illinois

Economy
Consideration of the historical

relationship between the Illinois

and US economies should be tem-

pered with knowledge of how the

composition of the state's economy
has changed. Since 1972, the highly

volatile goods-producing sector has

been a shrinking share of the Ilh-

nois economy, while the more
stable services-producing sector has

grown. The goods-producing sector

consists of mining, construction,

and manufacturing while the serv-

ices-producing sector consists of

transportation; wholesale and retail

trade; public utilities; real estate;

Chart 3. Sectors as a Percentage of GSP and Illinois Employment

Portion of GSPs

1 of Economic Analysis and Bureau of Labor Statistics

insurance; finance; and household,

business, and legal services. The
implication of the diminished role

of manufacturing in the state econ-

omy is that Illinois may break its

historical trend. Indeed, services,

along with finance, insurance, and

real estate may have become the

sectors whose characteristics domi-

nate the state economy. If so,

Illinois may avoid the relatively

severe state-level effects historically

associated with national recessions.

Chart 3 shows that the services-

producing sector has gained a 10

percent share of GSP over the past

15 years, while the goods-

producing sector has declined by an

identical percentage of GSP.

Again, employment developments

Chart 4. Annual Rate of Change in Illinois Real State Product



the Illinois employment numbers

were not faring worse than the

nation as a whole.

Monthly state revenue receipts

provide another current source of

information for the Illinois econ-

omy. Reflecting actual changes in

personal income within the state,

personal income tax receipts have

remained strong. From July 1990 to

January 1991 (a little over half of

the fiscal year), personal income tax

receipts grew by 1 percent over a

year earlier. However, turns in per-

sonal income growth tend to lag

changes in gross state product.

Consequently, the stability of per-

sonal income tax revenue may re-

flect the strength of the Illinois

economy during the third quarter

of 1990.

The retail sales tax has not fared

as well as the personal income tax.

Retail sales were soft during the

second half of 1990 with especially

weak showings in September and

December . Historically, the retail

sector has been a leading indicator

of changes in GSP. If historical

patterns repeat, a shrinkage in GSP
in the fourth quarter of 1990 and

Chart 5



Robert P. Hartwig The Chanute Air Force Base Closure:

An Update

ince 1917, the small east-

central Illinois community
of Rantoul has been home to

Chanute Air Force Base. In the 74

years since its opening, military ex-

penditures associated with the base

have come to be a chief driving

force behind Rantoul's economy.

But on December 28, 1988, the De-

partment of Defense (DOD) listed

Chanute as one of 86 military instal-

lations earmarked for realignment

or closure. Subsequent legal efforts

to keep the base open failed, and

the community has since focused

attention on its post-closure well-

being. The base is slated for a

phased closure to be completed by

late 1993.

There is ample evidence to sug-

gest that Rantoul will remain a vital

community in the future.' The Of-

fice of Economic Adjustment

(OEA), the DOD entity entrusted

with assisting communities like

Rantoul, cites numerous instances

in which communities have re-

bounded from a round of base clo-

sures in the 1960s. Generally, the

OEA success stories are based on

snapshots of the affected commu-
nity ten to twenty years following

closure. The economic dynamics at

work in the local economy during

the intervening period remain

largely undocumented.

The Longitudinal Study of the

Village of Rantoul, Illinois (LSVRI),

was conceived with the objective of

providing insights into these dy-

namics. The study was developed

in conjunction with members of

Rantoul's business and government

community. It is a long-term study

undertaken by the Bureau of Eco-

nomic and Business Research

(BEBR) at the University of Illinois

at Urbana-Champaign that is

designed to track the performance

of the Rantoul economy as it adjusts

to a diminishing military presence.

Much of the data for the study are

obtained through a confidential,

semi-annual survey of Rantoul

businesses, non-profit organiza-

tions, schools, and the municipality

itself. PubHcly available state and

federal data, such as census reports,

are also utilized. Local businesses

and town officials receive semi-

annual reports summarizing the

study's findings.

This report begins with a discus-

sion of the variables monitored by

the study and concludes with a

presentation of findings and obser-

vations for the first full year.

Focus of the Study
There are many economic and

demographic variables relating to

the Rantoul economy that are likely

to change as a result of the base

closure. The LSVRI focuses on a

subset of those variables that are

easily quantifiable. In particular,

the study tracks earnings (sales,

gross billings, pretax income, and

contributions), current employment

(full-time, part-time, and total), pro-

jected employment (full-time, part-

time, and total), school funding and

employment, and municipal tax

receipts and employment. Data

relating to population, building

permits, and business closure/

failure are also collected. Finally,

the business community is also

asked to rate the overall business

climate in Rantoul for the next six-

and twelve-month periods.

The study divides the Rantoul

economy into seven segments:

retail, professional, artisan/

contractor, financial, non-profit,

school, and municipal. Survey

questionnaires were developed for

each of these segments. Dividing

the economy in this manner facili-

tates the identification of weak-

nesses and strengths in specific sec-

tors of the village economy.

Results

The first semi-annual survey was
taken in March 1990 and covered

the period July 1, 1989 to December

31. 1989. The second survey was
taken in October 1990 and covered

the six month period ending June

30. 1990. Survey questions ask for

current data and for the change

from the same period in the previ-

ous year. As a result, the LSVRI has,

in effect, collected two years of data

on the Rantoul economy. The time

period is especially important since

our earliest data predate the closure

announcement. Thus, they serve as

a benchmark and reference point.

Base Population, E77iplo}pnent, and

Income

The closure announcement was
made in late December of 1988.

During that year, Chanute em-

ployed 2,383 permanent party mili-

tary personneL 991 appropriated-

fund civilians, 542 nonappropriated

fund /base exchange personnel, 864

contract civilians, and 63 other civil-

ians. In addition, there were, on av-

erage, 2,759 students enrolled. Dur-

ing fiscal year 1988, Chanute had a

payroll of $123.6 million and

pumped between $107 million and

$135 million into the local economy.

As of November 1990, only 75

military trainees and 25 instructors

had left Chanute. About 25 others

had been deployed to the Persian

' For more details see my article in the June,

1989 edition of this publication.
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Gulf. Between TOO and 300 persons

are expected to be reassigned dur-

ing 1991, 1,800 in 1992, and the rest

by late 1993. Thus, to date, only mi-

nor changes have taken place.

Priimte Sector Earnings (Sales, Gross

Billings, Income, and Contributions)

The initial impact of the closure

announcement on Rantoul's private

sector was severe despite the fact

that few personnel had actually

been transferred from Chanute.

Table 1 shows that in 1989 mean
per-firm earnings fell in every seg-

ment of the economy except the

industrial sector.

Nearly half of the retailers

sampled reported a drop in sales

during the second half of 1989 as

compared with the same period in

1988 (before the closure was an-

nounced). Though over 40 percent

of retailers reported increased sales,

the average and median increases

were small when compared with

the large, negative figures at declin-

ing firms. One-third of professional

businesses and artisan/contractors

reported decreased earnings as did

50 percent of financial institutions.

Table 1 also compares earnings

results from the first six months of

1990 with the same period in 1989.

The findings are quite different. The
average retailer, professional busi-

ness, and nonprofit organization

reported increased earnings, revers-

ing the trend from the previous six-

month period.' Also, there was an

improvement reflected in the pro-

portion of financial institutions re-

porting decreased earnings.

Private Sector Employment

Employment figures in Table 2

can be viewed as a reflection of the

earnings figures in Table 1. In gen-

eral, a greater proportion of firms

reported decreased employment
during the last half of 1989 than

during the first half of 1990.

Moreover, the average number of

jobs lost per firm in the retail and
professional sectors shrank. Most
sectors of the economy showed a

larger proportion of firms with in-

creased employment in the first half

of 1990, while the majority of firms

in both survey periods reported no
change in employment.

Two positive developments are

in evidence. Industrial employment
continues to expand in Rantoul and
fewer artisan /contractors reported

reduced employment in early 1990.

Schools

As of March 15, 1990, Rantoul

public schools employed 353

people. By the end of academic year

1990-91, administrators expect to

^ Non-profit organization was a new cate-

gory included in the second survey period. It

contains some types of businesses previously

included under the heading of profession

business.

Table 1. Change in
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communities on a per capita basis

(for example, some motor fuel

taxes) will shrink as a direct conse-

quence of the 1990 decennial cen-

sus. That enumeration found 17,212

Rantoul residents, 2,949 or 14.6

percent fewer than the 20,161

counted in 1980.

Building rebounded in the first

half of 1990 with 56 permits issued

(6 residential, 3 commercial/indus-

trial, and 47 others). In contrast, the

final six months of 1989 saw virtu-

ally no new commercial /residential

construction in Rantoul as meas-

ured by the number of building

permits issued. Only nine permits

for additions were issued. This

corroborates the difficulties experi-

enced by artisan/contractors

during this period.

Expectations

Table 3 shows the expectations of

the Rantoul business community.

The first column shows that arti-

san/contractors and retailers ex-

pected to feel the greatest impact of

closure. Most firms did not expect

their business to increase from new
or expanding firms, as indicated in

the second column. Management
opinion concerning the future busi-

ness climate in Rantoul is given in

the final two columns. Most firms

are more pessimistic about the first

half of 1991 than the second half of

1990.

1

Table 3. Expectations



John C. Hamilton Workers' Compensation Rates in Illinois

orkers' compensation in-

surance is sold in Illinois by

open competition. An Illinois em-

ployer, required by law to provide

coverage, may negotiate with any

insurance company qualified to sell

workers' compensation insurance

in the state. The National Council

on Compensation Insurance (NCCI)

publishes advisory rates for each

classification code that serve as the

starting point for negotiating the

cost of workers' compensation cov-

erage. NCCI rate-making allows the

insurance companies to share the

expense of actuarially determining

rates for each classification for each

state. This system takes the respon-

sibility for setting rates out of the

hands of government, which sets

benefit levels, and gives that re-

sponsibility to a private insurance

industry group, the NCCI.
The cost of workers' compensa-

tion insurance in Illinois may be

above or below the NCCI recom-

mended rates depending on,

among other things, the negotiating

skill of the company seeking cover-

age, and the willingness of the in-

surance company to deviate from

the advisory rates. Rates vary from

state to state depending on benefit

levels defined by the laws of each

state and the actuarial determina-

tion of risk made by the NCCI.
Two alternatives to negotiated

insurance contracts exist. Employ-
ers may self-insure; but financial

strength requirements and econo-

mies of scale essentially limit the

self-insurance option to large firms.

On average, self-insurance proba-

bly costs between 20 and 40 percent

less than the NCCI manual rates, al-

though the deviation is great. Em-
ployers who cannot self-insure and
who cannot find a company willing

to insure them are put in the as-

signed-risk pool. Companies in this

pool are assigned by lottery to in-

surance companies that sell work-

ers' compensation insurance in

Illinois. Assigned-risk coverage

costs 20 to 30 percent more than

standard manual rates. Thus, with

self-insurance costs lower and

assigned-risk costs higher, the aver-

age rate in Illinois appears to be the

NCCI advisory rates.

The advisory rates for Illinois are

published in a manual along with

the NCCI-calculated rates for 40

other states. The rate classifications

roughly correspond to industries.

For instance, "Glass Manufactur-

ing" with some exceptions includes

all the employees at a glass factory

regardless of occupation. The rates

are expressed in dollars per $100 of

payroll, which is equivalent to a

percent of payroll. The rate-making

process has evolved over the years

since workers' compensation insur-

ance was pioneered in 1910 by Dr.

Alice Hamilton in Illinois.

However, the NCCI manual still

lists risk classifications from an-

other era, for example, "Ice Har-

vesting," presumably from frozen

ponds and lakes; "Music Roll

Manufacturing-perforated paper"

from a time when player pianos

were the rage; "Five and Ten Cent

Store" and "Milk Bottle Exchange";

and"Whip Manufacturing," a

buggy whip factory being the

economists' standard example of

obsolescence

More troubling than the anachro-

nisms are the anomalies scattered

throughout the classifications and

rates. In some cases the apparently

more dangerous of two closely re-

lated classifications bears the lower

rate. Some classifications seem so

broad as to include products, proc-

esses, and businesses with widely

divergent risks. There are numer-

ous cases in which a classification

will have a higher rate than another

classification in one state and a

lower rate than that other classifica-

tion in a second state.

The Illinois rate for "Athletic

Team-Contact Sports" is 9.97 per-

cent of payroll; the Illinois rate for

"Athletic Team-Non-Contact
Sports" is 14.10 percent, whereas

the rates for contact sports teams

are higher than the rates for non-

contact sports teams in Alabama,

Indiana, and various other states. In

fact, in Alabama the contact sports

rate is more than twice the non-

contact sports rate.

The Illinois rate for "Cabinet

Works-With Power Machinery" at

5.29 percent is just barely above the

5.06 percent Illinois rate for "Cabi-

net Works-No Power Woodwork-
ing Machinery." The risk of injury

would seem to be much higher

around power machinery. In Indi-

ana a cabinet works without power
equipment pays 2.30 percent while

one with power equipment pays

nearly double at 3.94 percent.

In Illinois a pharmaceutical

manufacturer who mixes ingredi-

ents made by others would pay 3.21

percent. A pharmaceutical manu-
facturer who manufactures ingredi-

ents and then mixes them would

pay less: 3.00 percent! Surely manu-
facturing and mixing ingredients

involves greater injury and health

risks than just mixing ingredients,

and in Missouri those that simply

The views expressed are those of the author

and do not necessarily reflect those of the

Illinois Department of Commerce and Com-
munity Affairs.
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mix ingredients pay 1.76 percent

while those that also manufacture

ingredients pay 3.32 percent.

Whereas the anachronisms and

anomalies associated with specific

rates are perplexing, state by state

comparisons of average rates give

some insight into the relative cost of

workers' compensation in Illinois.

Average rates must be used with

care. One of the lowest Illinois rates

is $0.33 for "Clerical Office Employ-

ees Not Otherwise Classified."

The highest Illinois rate is "Metal

Bridges" at an astounding $139.73

per $100 of payroll! The $70.03 av-

erage of those two rates does not

convey any meaningful informa-

tion about the workers' compen-
sation insurance costs of either

office managers or bridge build-

ers. In an attempt to provide

meaningful comparisons, average

rates for major industries were

calculated for each state.

The NCCl publishes rates for

approximately 262 manufactur-

ing, 59 construction, 25 transpor-

tation, 4 office work, and 165 pri-

marily service classifications.

Within these categories an aver-

age rate for each state was calcu-

lated using rates in effect as of

July 1, 1990. The results are shown
in Table 1 . In only one category,

construction, does the Illinois rate

differ from the average rate for

the other 40 states by more than

one-fourth of a percentage point;

the Illinois rate for construction

exceeds the 40-state average by
6.86 percentage points. Since these

workers' compensation rates are

percentages applied to payroll.

Table 1 implies that construction

labor costs are 6.86 percent higher

in Illinois than the average of the

other 40 states because of work-

ers' compensation insurance costs.

Another grouping of states

shows a problem associated with

workers' compensation confront-

ing Illinois. Table 2 shows the av-

erage rates for Illinois and the six

contiguous states. In four of the

five categories, the average rate

for the surrounding states is well

below the Illinois rate. This dispar-

ity of rates has two important ef-

fects. It makes Illinois less desirable

for a business looking for a location

in the region, and it subjects Illinois

employers to competition from

nearby firms with lower labor costs.

In order to test the economic

impact and the employment ramifi-

cations of the perceived labor cost

differences, the previously calcu-

lated rate differentials were used as

inputs to an econometric model.

The Regional Economic Model Inc.

(REMI) econometric model of the

Illinois economy was used. The
model was built especially for Illi-

nois and uses Illinois historical data

from 1969 to the present in estimat-

ing economic relationships. The
REMI model is an input/output

table conjoined with a set of econ-

ometric equations. The input/ out-

put table shows from which indus-

tries and in what percentage

Table 1. Workers' Compensation Rates-
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Nigel M. Healey A Beginner's Guide to Corporate Barter

ineteenth century economists

traditionally described

money as a "veil" behind which the

real world conducted its day-to-day

business. John Stuart Mill, for in-

stance, frequently wrote about

"money illusion," reminding his

readers that, in the final analysis,

goods are traded for goods with

money being nothing more than a

"medium of exchange." But Mill

and his contemporaries never ques-

tioned the crucial importance of the

lubricating role played by money,

recognizing that in its absence the

"double coincidence of wants"'

would be so rare that trade would

be impeded and the economic sys-

tem would collapse.

The use of money is so ingrained

in thinking and practice that it

comes as something of a shock to

discover that an increasing number
of companies are beginning to

trade—quite literally—goods

directly for goods. In the United

States, there are now over 150,000

companies actively swapping

goods and services. Estimates of the

total value of products bartered

each year range as high as $100

billion, with household names like

Goodyear, Amoco, Caterpillar,

Xerox, Pan-Am, Chrysler, and Hil-

ton amongst the better-known cor-

porations involved. One of the most

well-publicized barter deals of the

1980s concerned the 1984 Los Ange-

les Olympic Games, when the US
Olympic Committee traded the pro-

motional value of the Olympic logo

for, among other things, Levi

Strauss clothing. Converse shoes.

General Motors cars, free travel

with United Airlines, a swimming
pool, and Fuji color film.

This article examines the recent

growth of a phenomenon that

appears to turn established eco-

nomic theory on its head and that,

while presently little used by non-

American companies, shows every

sign of spreading east and west

during the 1990s.

Countertrading
For many US companies, barter-

ing is not actually a recent develop-

ment at all. Third world govern-

ments strapped for "hard currency"

have long obliged US exporters to

accept locally produced goods

rather than cash in exchange for

their products: two-thirds of all US
exports of jet aircraft are paid for

"in kind"; many African govern-

ments, struggling with heavy exter-

nal debt obligations, routinely pay

for US goods with deliveries of raw

materials like copper and zinc; the

Soviet Union buys its fizzy drinks

from PepsiCo in exchange for lo-

cally manufactured vodka.

What is new, however, is that the

present upsurge in bartering has

been in goods-for-goods deals

between one US company and an-

other, rather than in the well-

established area of international

countertrading. And while it clearly

makes commercial sense for a major

US exporter like 3M to swap its

computer products for Tanzanian

copper rather than lose the sale

altogether, the rationale for the

same company voluntarily seeking

out barter deals in the United States

itself is less easy to fathom.

The Role of Barter-Brokers

One factor that explains the in-

creasing willingness of companies

to dabble with barter is the growing

number of specialized "barter-

brokers." These intermediaries take

over the role of finding a "match"

for their clients; and by using large

computerized databases they can

locate potential exchange partners

quickly and cheaply, thereby elimi-

nating a large proportion of the

"transactions" costs associated with

traditional barter. This high level of

sophistication also enables such

brokers to sidestep another limita-

tion of simple barter, namely the

need to match precisely a company
offering X tons of good A and re-

quiring Y liters of good B with a

second company looking for X tons

of A with Y liters of B to spare (see

the table). The final deal might ac-

tually be multidimensional, involv-

ing a number of companies.

'The "double coincidence of wants" simply

means that for a pure barter transaction,

Company X must find another company
which wants exactly what X has to offer and

is prepared to give in exchange exactly what

X requires.
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Consider the following scenario, in

which the relative values of goods

A, B, and C are in the ratios 1:2:4
(that is, 1 unit of good A is worth 2

units of good B, and so on).

In this example. Company X
offers to trade an amount (20A),

which exceeds the "buying" powers

of Companies Y and Z individually,

which, at the given rates of ex-

change (lA = 2B = 4C), are 17.5A

and 12.5A, respectively. In the final

deal constructed by the barter-

broker, X supplies 15A to Y and 5

A

to Z, receiving 20B and 40C in ex-

change. Notice that while the final

value of the goods received by

Company X is equal to the value of

goods supplied, its transactions

with Y and Z taken separately do

not balance out; Company X sup-

plies 15A to Y, getting in return

only 20B (worth lOA); on the other

hand, Company X gives Z only 5A,

getting back 40C (worth lOA). Com-
pany Y similarly sends Z 15B, re-

ceiving only IOC (worth 5B) in re-

turn, to offset its net gain on its

trade with X.

In this barter deal, which is the

simplest possible package involving

more than two parties, the barter-

broker not only avoids the need to

find a single partner for Company
X prepared to take the full amount
of 20A offered, but also constructs

an interlocking set of transactions,

which means that none of the "bi-

lateral" exchanges (that is, between

X and Y, X and Z, and so on)

needs to be an exact match either.

In practice, barter-brokers regularly

reach highly complex deals involv-

ing large numbers of contracting

parties, with the only limiting con-

straint being that each emerges

from the exercise having secured

an equivalent value of goods it

wants in return for whatever goods

it offered.

The Function of Trade Credit

However large the number of

clients a broker has, and however

imaginative and complicated the

interwoven deals, the problem of

the "double coincidence of wants"

can rarely be completely exorcised.

It may be, for example, that Com-
pany X in the scenario above sim-

ply does not need either good B or

C at the present time. Had it sold its

product for cash in the normal way,

it could have held the money pro-

ceeds obtained until it was ready to

buy at some point in the future.

While improved matching can re-

duce the need for a medium of ex-

change in trade, it remains the fact

that money performs an important

additional function as "a store of

value," smoothing out imbalances

between what companies have to

sell and what they need to buy at a

particular moment.

Many brokers solve this problem

by creating their own "barter-

money" in the form of trade credit

(or "trade dollars"). In effect, they

act as "principals" in many of the

deals they put together, standing

ready to "buy" goods for which

they cannot find immediate buyers

in return for trade credits and tak-

ing the goods into their own stocks

(or "cafeteria lists"). The recipient

company can then use the trade

credits to "buy" either goods from

the broker's stock at some later date

or goods offered by another of the

broker's clients. Such internal sys-

tems are most formalized in a bar-

ter exchange, in which a broker

organizes his or her client compa-

nies into a "club." In the most de-

veloped barter exchanges, members
"sell" all the goods they have to

offer to the broker; in return, their

account is credited with trade dol-

lars, which they then use to pur-

chase items from the broker's con-

stantly changing cafeteria list.

In a barter exchange, the out-

standing volume of trade credits is

normally equal to the value of the

broker's stocks. In principle, how-
ever, there is no reason why the

broker should not "create" extra

trade dollars, acting like a private

bank to grant loans to customers

temporarily short of funds. To the

extent that the extension of trade

credit has underpinned the grow-

ing popularity of barter-brokers,

modern barter is not "barter" in the

strict sense at all, but trade lubri-

cated by privately issued "money."

But from the point of view of par-

ticipating companies, the arrange-

ment still essentially represents a

trade of goods for goods, since the

value of accumulated trade credits

can only be realized by redeeming

them for goods from stocks held by
the broker.

The Marketing Advantages
of Barter

While the use of specialized bro-

kers and trade credit makes barter

easier, these two factors can never,

of themselves, make barter posi-

tively preferable to straight cash

sales. Company X in the scenario

above could, for example, have sold

15A to Y and 5A to Z for cash and

used the proceeds to buy the quan-

tities of goods B and C that it

needed, thereby saving itself the

cost of the broker's services. Since

commissions in barter-brokering

are often high (around 10 percent of

the value of the deals arranged),

there must be some additional

benefit from swapping goods for

goods through a broker that could

not have been gained by more con-

ventional means.

That extra dimension is provided

by the market advantage enjoyed

by brokers. If brokers simply

matched corporate clients with the

companies that they normally sup-

plied, the exercise would be point-

less. What the brokers do, in con-

trast, is to seek out swaps with po-

tential customers in areas far re-

moved from their clients' normal

spheres of operation, so bypassing

the middlemen, wholesalers, dis-

tributors, retailers, and other ob-

stacles that would normally stand

between the companies being

matched. In this way, the broker

earns his or her commission by

"creaming off" part of the differ-

ence between the price that the

seller would normally have
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received and the price the buyer

would normally have paid.

The opportunity for profitable

barter-broking most usually arises

when a company finds itself with

excess stock that it could only sell

through its everyday channels by

offering at a hefty discount. (Note

that the company might also dam-

age its longer-term market position

by being seen to be "dumping"

inferior goods on the market.) But

suppose that the goods have been

devalued largely as a result of

changes in market fashion; they

might still have value to a buyer

somewhere, uninterested in the

cosmetic trimmings, for example,

on a consumer product, and con-

cerned only with purchasing func-

tional equipment at the lowest cost.

Enter the barter-broker: if such a

buyer can be matched up with the

original seller, then the former

might be prepared to offer goods

and services with a higher value

than the seller could have obtained

through a normal cash sale, while

still getting the stock at a much
lower price than through the

market-place.

Mutual Gains from Barter

A simple example illustrates the

mutual benefits of barter. Suppose

XYZ Hoses, Inc. has been left with

unwanted stocks (say 500 units) of

conventional plastic hose pipes,

following an unanticipated switch

by consumers to newer, "flatpack"

pipes. Under these new market

conditions, XYZ could only sell this

stock to wholesalers by slashing its

factory price from $10 to, say, $5

each. It asks a broker to look for

possible swaps, and the broker's

inquiries turn up ABC Inns, a hotel

chain on the other side of the coun-

try that is prepared to offer $5,000

worth of hotel accommodations in

exchange for the hose pipes, with

the intention of using the goods

acquired in their hotels' grounds.

XYZ accepts the offer, recognizing

the potential of the accommoda-
tions for promotional purposes and

staff incentive schemes.

Now look more closely at the

deal. XYZ Hoses, Inc. has obtained

hotel bookings that would have

cost $5,000 in the open market for

the exchange of 500 outdated hose

pipes with a "market" value to the

company of only $2,500 (that is, $5

X 500 units). ABC Inns has secured

500 perfectly functional hose pipes,

which—even after allowing for

XYZ's cut in factory price—would

have cost, say, $6,000 through a

market outlet. A large proportion of

the hotel rooms supplied in return,

on the other hand, would have oth-

erwise been unlet, and so overall

the accommodations exchanged

only have a value to ABC of, say,

$3,000. XYZ, therefore, emerges

from the barter deal $2,500, and

ABC $3,000, better off. The broker's

commission comes out of these

gains.

Neither company would have

been able to locate the other with-

out the assistance of the broker,

since it is precisely the fact that the

two companies would not have

dealt with each other in the normal

course of events that makes a prof-

itable trade of goods for goods pos-

sible. Nor would it have been worth

the individual company's investing

resources in its own barter-broking

division, since the opportunities for

such trade arise only infrequently.

Like advertising agencies and pro-

fessional "head-hunters," barter-

brokers perform functions for their

corporate clients that the latter

choose not to bring "in-house,"

because their need for the service is

too limited to make such a course of

action worthwhile.

Conclusions
The growth of corporate barter is

as remarkable as it is difficult to

explain. While innovations in infor-

mation technology and the use of

trade credit have considerably re-

duced the costs associated with

bartering goods for goods, these

factors do not, of themselves, ac-

count for this new phenomenon.

On closer inspection, it becomes

clear that barter is profitable on

occasions where the market fails to

function efficiently, so allowing

brokers to exploit their informa-

tional advantage to match up the

needs of two or more companies

and so cut out normal distribution

costs. Such situations arise most

frequently when companies have

surplus stock (sometimes termed

"distress merchandise") that can

realize a better "price"—in terms of

goods received—if placed with a

carefully selected barter partner

than if it is sold through conven-

tional market channels.
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William R. Bryan Services and the Services-Producing

Industries in Illinois

jH^f ver the years, a distinction

V.^ has been made between eco-

nomic activity leading to the pro-

duction of a tangible object or good,

and activity leading to the produc-

tion of an intangible service. This

distinction arose at a time when, for

the most part, markets were places

where commodities were ex-

changed. In contrast, services were

supplied within the home, or other-

wise within a nonmarket context.

The thoughts and writings of the

classical economists were shaped

within such an historical setting.

Indeed, Marxian national income

accounting has continued such a

distinction, to the point of disre-

garding much of what western

economies include within their

service sectors. Whatever its under-

lying merit, if any, the distinction

between goods and services contin-

ues to be made in economic data.

Employment iil goods-producing

industries in Illinois rose 2.8 per-

cent in the five years ending in

1989. By comparison, employment

in services-producing industries ex-

panded 13.6 percent. It may be of

interest to acquaint ourselves with

this important and dynamic part of

the Illinois economy.

The services-producing indus-

tries, which make up more than

three-fourths of total nonagricultu-

ral employment in Illinois, consist

of several different types of activi-

ties. The most commonly identified

general categories include transpor-

tation, trade, finance, and govern-

ment. But within the services-

producing industries, there is a spe-

cific collection of activities desig-

nated as the services sector.

Moreover,the services sector is the

largest single component of the

services-producing industries.

Chart 1. Employment Shares in Services-Producing Industries: 1989



period occurred in motion pictures;

but this component accounts for

just over 1 percent of the total.

Rapid employment growth has also

occurred in auto and miscellaneous

repair.

The transportation sector con-

sists of a readily identifiable collec-

tion of activities. Those activities

involve the movement of tangible

objects from one place to another.

Included within the transportation

category are railroad transport,

local (bus and taxi) and interurban

transport, trucking and warehous-

ing, air and water transportation,

transportation services, and pipe-

lines (except natural gas). Because

transportation has been the subject

of regulation and has often taken

the form of a public utility, the data

relating to it are combined with

data relating to other public utilities

such as communications and elec-

tric, gas, and sanitary services. Em-
ployment in transportation and

public utilities in Illinois accounted

for 8 percent of employment in

services-producing industries in

1989. But employment in transpor-

tation, which expanded 9.4 percent

during the 1984-1989 period, has

grown more slowly than in the

services-producing sectors in

general.

The important economic activity

consisting of buying and selling,

comes under the heading of trade.

Employment in the trade sector

constitutes nearly one-third of em-

ployment within the services-

producing industries in Illinois.

Within the trade sector, wholesale

trade consists of buying and selling

by middlemen. Employment in

wholesale rose 9.7 percent in the

1984-1989 period. Retail trade con-

sists of sales to the final consumer.

Included among the many enter-

prises within this sector, which

makes up the bulk of employment
within trade, are restaurants and

bars, automotive dealers, food

stores, building materials and gar-

den supplies stores, apparel and
accessory stores, and so forth.

Employment in retail establish-

ments increased 11.6 percent in the

period 1984-1989, somewhat more
slowly than in the services-

producing industries generally.

One of the most rapidly growing

components of these industries in

Illinois and in the nation consists of

that collection of enterprises in-

cluded in the finance, insurance,

and real estate sector. This category

includes banks, credit agencies

other than banks (savings and loan

associations, mutual savings banks,

credit unions, and so on), security

and commodity brokers, holding

companies, investment offices, in-

surance agents and brokers, insur-

ance carriers, real estate agents and

brokers, and so forth. Employment
in finance, insurance, and real

mnent in the Serv ices Sector in Illinois

estate makes up less than 10 per-

cent of the total, but has grown 15.6

percent since 1984.

Government is the most slowly

growing area within the services

producing industries in Illinois. To-

tal government employment grew
7.3 percent from 1984-1989. Em-
ployment by the federal govern-

ment in Illinois grew 6.2 percent.

State government employment
(including state-owned educational

institutions) expanded 9.2 percent

in the 1984-1989 period; local gov-

ernment employment (including

primary and secondary schools)

rose 6.9 percent.

Hotels and lodging

Personal services

Laundry and garment services

Photographic services

Beauty shops

Funeral services

Business services

Advertising

Credit reporting and collection

Mailing, reproduction, & stenographic

Services to buildings

Personnel supply

Computer and data processing

Miscellaneous business services

Auto repair

Miscellaneous repair

Motion pictures

Amusement and recreation

Health services

Physicians offices

Dentists offices

Nursing and personal care

Hospitals

Medical laboratories

Outpatient care facilities

Legal services

Educational services

Social services

Museums
Membership organizations

Miscellaneous

1989 Share of % Change
(thousands) Total (%) 1984-1989

1,278.8

52.8

51.3

18.7

NA
17.1

NA
239.7

18.9

NA
18.4

33.2

64.2

32.6

NA
41.0

16.5

13.8

38.0

361.7

53.9

22.8

61.1

194.1

5.4

7.5

44.4

82.6

76.1

97.9

NA

100.0

4.1

4.0

1.5

1.3

18.7

1.5

1.4

2.6

5.0

2.5

3.2

1.3

1.1

3.0

28.3

4.2

1.8

4.8

15.2

0.4

0.6

3.5

6.5

6.0

0.0

7.7
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Illinois Business Statistics

n exceptionally weak real

estate market has been cited

as a primary cause of the current

recession, which began during the

last half of 1990 and which is ex-

pected to continue at least through

the first half of 1991. Some regions

of the country, most notably the

northeast, have seen home prices

fall, new home construction come

to a standstill, and office and retail

building occupancy rates plummet.

In Illinois, residential housing

construction has thus far been more

severely affected by the recession

than nonresidential housing con-

struction (Chart 1). The number of

residential housing units built in

1990 was 35,991, down 10,967 units

(23.4 percent) from 1988 and down
4,344 (10.8 percent) from 1989. The

value of these units fell $566 million

(14.4 percent) between 1988 and

1990 (Chart 2). 1,345 fewer (12.4

percent) nonresidential buildings

were constructed in 1990 than in

1988, 1,246 (11.6 percent) fewer than

in 1989.

Mortgage lending rates have fal-

len substantially since early 1990,

and there are early indications are

that the US residential housing

market is beginning to rebound as a

result. Nonresidential construction

is expected to remain weak, how-

ever, because of overbuilding.

Chart 1. Residential and Nonresidentia
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Paul C. Bishop and

Peter F. Colwell
Price Discrimination and the

Financial Aid Process

"n apid increases in the price

J_^ of attending college have

been an important aspect of

the changing financial landscape

faced by families with children.

Administrators at pubHc and pri-

vate institutions of higher learning

have defended the increases as

responses to rising costs of provid-

ing education services. The in-

creases have been so severe that

even households with the foresight

to have planned ahead often find

their financial resources inadequate

when college bills come due. Stu-

dents and their families therefore

must rely increasingly on outside

assistance to supplement their in-

comes and accumulated savings;

loans and need-based financial

awards are the two most widely

available sources of such assistance.

Loans are generally obtained

through government programs,

while other types of aid are pro-

vided by sources ranging from civic

groups to the schools themselves.

The type of financial aid offered

directly by a school is typically a

reduction in tuition. College admin-

istrators suggest that this type of

assistance represents subsidies from

their endowments to needy stu-

dents. In fact, however, the admin-

istrators' eagerness to provide fi-

nancial aid is subject to a much
different interpretation. It may in-

stead represent behavior designed

to maximize profits.

Economic profit is what is left

over after the cost of production is

subtracted from revenue. Suppose

that some entity such as a firm or a

university incurs costs that are un-

related to its production process

(e.g. it buys a yacht). In preparing

an income statement, the accoun-

tants would declare that profits

have been reduced by the amount
of the purchase. In contrast, the

economist will declare that the

profit from the production process

is higher than the accountants' dec-

laration by the price of the yacht.

Economic profit can be positive,

negative, or zero. Thus saying that

an entity is behaving in a manner
consistent with the maximization of

its profits does not mean that profit

is high or even positive.

One form of behavior that is

consistent with profit maximization

is called price discrimination. Price

discrimination is the practice of

charging different buyers different

prices, according to how responsive

various consumers of the particular

good or service are to a change in

its price. The ability to offer need-

based financial aid (as opposed to

merit and special ethnic scholar-

ships) and changes in the demand
for higher education have provided

incentives for colleges and universi-

ties to engage in price discrimina-

tion. Price discrimination may, in

turn, be one reason for the rising

inflation-adjusted price of higher

education observed in recent years;

such an explanation is consistent

with higher education price in-

creases of more than 10 percent

annually during a period when the

general price level has changed by

less than 7 percent annually.

Price discrimination is a term

that can elicit emotional responses

from those who do not understand

its meaning. In this context, the

word discrimination should not be

taken to mean any kind of differ-

ence in treatment of individuals

based on their gender, nationality,

or ethnic background. The term

price discrimination might be less

troubling if the noneconomists un-

derstood it to mean differences in

prices charged across various

groups of consumers.

The first section of this article

reviews the levels of tuition charged

by both private and public institu-

tions of higher education over the

last two decades. The second section

Chart 1. College Expenses as a Percentage ofMedian Family Income

Percent

Private Institutions

Public Institutions

1960 1970 1980

Source: Digest of Education Statistics, U. S. Department of Education.
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provides a more detailed explana-

tion of price discrimination. The

third section contains a conclusion

with a summary of our findings.

Trends in the Price of

Tuition
Since 1980 the average annual

increase in tuition has exceeded 8

percent at public, four-year institu-

tions and 10 percent at private col-

leges. The average annual rate of

inflation over that period has been

approximately 6.5 percent. Taken

together, these facts imply that the

price of a college education, mea-

sured in inflation-adjusted dollars,

has increased.

A more interesting question,

however, is whether families today

find it more difficult to pay for col-

lege than did families in earlier

decades. One measure of the burden

of the price of attending college is

the percentage of median family

income spent in meeting outlays for

tuition, room, and board at public

and private institutions of higher

learning. Chart 1 illustrates these

percentages for both types of insti-

tutions. With a few brief exceptions,

between 1960 and 1979 the stated

price of a public university educa-

tion was a decreasing percentage of

median family income. Tuition,

room, and board accounted for

approximately 16 percent of median

income in 1960; by 1979 the figure

had fallen to less than 13 percent.

However, the trend reversed in the

late 1970s; the most current figures

available show stated total student

charges at public institutions to

equal approximately 15 percent of

median family income. The story

for private institutions is quite dif-

ferent. The 1960-1979 ratio of the

price of a private college education

to median income fluctuated be-

tween 30 and 34 percent. Then be-

tween 1979 and 1987, the burden

increased by more than one third,

from approximately 30 percent to

more than 43 percent of median
family income. An education at a

private institution appears to have

become far more expensive, relative

to the resources available to most

students and their parents, than it

was during the last three decades.

Yet while educational institu-

tions have raised prices, they have

also increased the amount of finan-

cial aid that they provide directly to

students. Chart 2 illustrates the

trends in financial assistance pro-

vided by private and public col-

leges. During the 1979-1986 period,

college-administered scholarships

and fellowships increased by 117

percent, far in excess of the increase

in the price of attending college; the

total rose from approximately $2.2

billion to $4.8 billion.

The 117 percent total increase

does not represent equal relative

increases in financial aid by public

and private institutions. Scholar-

ships and fellowships offered by

public universities increased by

more than 80 percent, while the

price of attending these institutions

increased by an equivalent percent-

age. Privately administered institu-

tions levied a sharper average in-

crease in tuition and fees, approxi-

mately 108 percent over the period,

but at the same time their financial

aid outlays grew by nearly 146 per-

cent. Thus, the burden of paying for

college has been held in check, to

some degree and for some students,

by direct financial assistance from

the colleges and universities.

Still, it is likely that families to-

day see figures such as those dis-

played in Chart 1 and feel that the

burden has increased noticeably,

particularly with respect to public

universities, for which the 1960-

1979 period was a time of declining

relative prices. It is therefore under-

standable that parents and students

worry about the affordability of

higher education. Of course, the

figures shown in Chart 1 are prices

paid by those who do not receive

financial assistance. The typical

student understands that direct aid

can help to keep the price of educa-

tion within his family's financial

resources. What this student may
not realize is that the pricing system

in which financial aid plays a major

part may actually increase the fi-

nancial resources of the school of-

fering the assistance.

An Alternative Explanation
The conventional wisdom holds

that hefty tuition increases, particu-

larly at private schools, are the re-

sult of cost increases. The sugges-

tion is that maintaining the physical

and human educational infrastruc-

ture has proven increasingly costly.

Chart 2. Scholarship and Fellowship Awards



The Mechanics of Financial Aii

I

Financial aid programs ostensibly are designed to

assist students of modest means toward the goal of

attending college. As part of the process of securing

financial aid, prospective students and their parents

must submit detailed financial disclosure statements.

The purported purpose of disclosure is to allow a

college to judge the capacity of an appUcant's family

to assist with paying education bills and to calculate

ny difference between expected outlays and avail-

ble resources.

The most important dollar figures are "financial

need" and "family contribution." Family contribution

is the amount of money that the student and parents

are deemed able to contribute toward paying for the

education service. The figure is based only on the

family's resources; it is not affected by the price of

ttending a particular college or university. If the

price at a particular institution is greater than the

family contribution total, then financial need is

deemed to be present. Even if financial need exists,

however, the student's likelihood of receiving assis-

tance, and the amoimt of any aid received, depend on
characteristics of the institution to which application

is made.

The computation of family contribution is based

on the assumption that the student and his or her

parents derive current income from wages or salaries

and from returns earned on the net worth of assets. A
parent's total income is adjusted for such factors as

state and federal taxes, medical expenses, family size,

and the number of children in college. The adjusted

total income is referred to as "available income."

The net worth of assets is deemed to be available as

collateral for loans to pay for college. Net worth is

calculated as the sum of savings, home equity, equity

in other nonfarm and nonbusiness real estate or other

investments, and the adjusted net worth of farms or

businesses owned. The system excludes a certain

portion of parental net worth (increasing with the age

of the parents) from consideration in the calculation

of the family contribution. If total net worth exceeds

this excludable amount, then 12 percent of the bal-

ance, termed the "income supplement" from assets, is

judged to be available to assist the student in paying

for college. The "available income" plus the "income
supplement" constitutes the "adjusted available in-

come," on which the expected parental financial con-

tribution is based. The contribution is a portion of the

"adjusted available income;" this portion increases

from 22 percent to 47 percent as income rii

An important part of the computation for a self-

employed parent is the assessment of the adjusted

net worth of a farm or business. Because such an
asset is hkely to be illiquid, and may be the only
source of hvelihood for the household, its net worth
is adjusted in the process of computing the income
supplement. If the family's net worth in such an asset

is less than $65,000, then 40 percent of that amount is

included in the overall net worth total; the figure

rises to 100 percent for net worth of $330,000 or more.

Calculations based on the student's own income
and assets are similar, although the rates of assess-

ment are much greater. Annual after-tax wage and
salary income is included at a rate of 70 percent or

$700, whichever is greater. In the computation of the

income supplement, 35 percent of the net worth in

any assets the student owns is included, with no
excludable portions and no adjustment in the net

worth of a farm or business.

Income is imputed to certain assets to derive the

"income supplement." While this procedure is valid

for assets that produce no explicit income, such as

owner-occupied housing, it amounts to double

counting of income from income-producing assets.

Thus, investors are disadvantaged relative to those

who generate income via wages and salaries.

If the purpose of the system of financial aid were
to make higher education affordable, this double

counting would be counterproductive. If, however,

the purpose of the system is to increase the profitabil-

ity of the practitioners of this art, then double count-

ing serves a useful purpose. It discriminates against

investors, who are likely to highly value the invest-

ment in human capital that is at the center of college

education. Therefore, they are likely to be less price

sensitive than noninvestors. As a result, it pays edu-

cational institutions to charge them more, or provide

them with less financial aid.

There are other similar mistakes on the form that

reflect the true purpose of the financial aid system.

Suppose the family owns a farm or business. The
form calls for the net worth of the land and capital to

be reported. This net worth must be converted to an
imputed income by multiplying by a rate of at least

4.8 percent. Even if it were not double counting to do
this, the rate is too high for a real rate of interest. The
error of using too high a conversion rate is much
worse for other categories of assets. For these other

categories, the official rate is 12 percent. Thus, the

discrimination against investors is substantial,

Illinois Business Review/ Summer 1991 5



especially amid efforts to provide

the technologically sophisticated

equipment and the faculty expertise

expected by today's students.

The cost-based explanation of

tuition increases should not be ig-

nored; cost is an important determi-

nant of the supply of any good or

service. We can gain additional

insight, however, by studying the

demand for education. Changes in

this demand, which reflect demo-

graphic factors, may help to explain

the high levels of tuition increases.

We must also consider the great

reliance that many college students

have come to place on need-based

financial assistance, because the

financial aid process is itself an

important component in the expla-

nation of the prices charged for

post-secondary education.

The Demand for Education Services

Changing demographics may be

one factor in the explanation of

rising tuition. Because families are

becoming smaller, parents are re-

sponsible for providing college

funds for fewer children. Popula-

tion statistics show that between

1970 and 1980 the number of US
families with three or more children

under the age of 18 decreased by

37.8 percent; the number then fell

by an additional 11.8 percent be-

tween 1980 and 1988. The number
of families with only one or two

children increased by 18.2 percent

between 1970 and 1980, and then

grew further by 1 .7 percent between

1980 and 1988. It seems reasonable

to assume that as family size de-

creases, a family becomes less sensi-

tive to college price increases; it is

willing to pay greater tuition for

each child. ' As families become

generally less price sensitive, those

with the most substantial resources

will without hesitation send their

children to Harvard or Princeton

even if these schools' prices rise

significantly more than do those at

other institutions. Such a preference

is not surprising if the educational

and social opportunities offered by

elite schools are perceived as supe-

rior to those offered by less expen-

sive institutions.

If demographic changes cause a

preference for more expensive edu-

cation, then elite institutions can

increase tuition and capture greater

profits among the group of parents

with increased ability and willing-

ness to pay for the perceived high

quality. An institution that wishes

to reap the benefits of these demo-

graphic changes therefore adver-

tises considerably higher tuition

prices in its catalog. Yet even

though all families have presum-

ably become less price sensitive, the

number of students willing to pay

the new, much higher price may be

too low to fill available admission

openings, and perhaps too low to

provide coverage of the fixed costs

of operating the school. Therefore,

after charging the highest possible

price to those for whom price essen-

tially is not an issue, the institution

may choose to reap even further

financial benefits by engaging in

price discrimination.

The Economics of Price Discrimination

There is price discrimination if a

seller charges different prices to

different consumers of a product

that is sold in identical units. The

seller can utilize price discrimina-

tion as a means of capturing differ-

ent per-unit financial gains from

different groups of consumers. The

extent to which the seller can dis-

criminate depends on how sensitive

various consumer groups are to

price changes. If a seller is success-

ful in employing the technique, its

total profits increase, because it

extracts a greater total surplus from

consumers than it could if there

were a uniform price.

A classic example of price dis-

crimination involves the student

discount offered by many movie

theaters. Suppose that the marginal

cost to a particular theater owner of

showing a feature film is constant at

$2.00 per viewer. If the ticket price

is $4.50, then there is a per-ticket

contribution to profit of $2.50. Sup-

pose that the theater owner wishes

to increase attendance, but does not

wish to lose the high contribution to

profit provided by each viewer

willing to pay $4.50. The owner

should seek people who do not

attend film showings, but would if

the price were reduced. While spe-

cific individuals of this type cannot

be identified, there may be certain

identifiable groups containing large

numbers of such individuals. Sup-

pose, for example, that students

constitute one such group, perhaps

because of their relatively low in-

comes. In recognition of this per-

ceived difference in demand, the

theater owner may establish a stu-

dent ticket price of $3.00. Each stu-

dent ticket sale provides a $1.00

contribution to profits, so each ad-

ditional regular or student ticket

sold benefits the owner. The theater

retains the higher contribution from

the segment of the audience that is

more insensitive to price than are

the students, while receiving a

lower, but still positive, contribu-

tion from each price-sensitive stu-

dent; total profits actually increase

(or total losses decrease) after the

price is reduced for a group that

otherwise would not consume.

In our analysis of price discrimi-

nation in higher education, the uni-

versity or college is the price dis-

criminating seller, and the product

is a unit of education services. The

concept of education service is

somewhat nebulous; we might

think of a unit of service as a credit

hour in some unspecified course.

An educational institution typically

quotes a uniform tuition price per

credit hour regardless of the type of

course (some courses require addi-

tional lab or material fees). If every

student is quoted the same per-unit

tuition price in the school catalog,

how is the college or university able

'The potential effects of demographic

changes on the demand for education have

been outhned in a statement by Jay Ritter in

Fortune, October 28, 1985, p. 15.
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Beating the System

Because family assets are deemed available to

assist in paying for college, a higher asset value

prompts a greater expected family contribution.

Therefore, there is an incentive for parents and stu-

dents to hide or Hquidate assets (putting the pro-

ceeds into something other than savings) in order to

appear to have greater financial need. Stories (per-

haps apocryphal) are told of wealthy famihes taking

European vacations in order to reduce the resources

they must disclose as available for paying college

expenses. The actual frequency of such occurrences

is open to question; a truly wealthy family would

likely find it difficult, if not inadvisable, to spend its

way into a position of measured financial need.

Nevertheless, assume that spending on luxuries

drains a well-to-do family's net worth and allows it

to qualify for financial aid. Has such a family

cheated the college (or, as is often argued, less afflu-

ent but thriftier famiUes who qualify for less aid)?

The economist's answer is, perhaps surprisingly,

that they have not. Spendthrifts are probably more
sensitive to education price movements. Professor

Jay Ritter of the University of Illinois has suggested

a reason for this sensitivity: such a household "hves

for today" and places little value on the future; it

therefore discounts future investment returns (in-

cluding those on the investment in education) at a

high rate. It is precisely toward such consumers that

price discounts are most profitably targeted.

On a modest scale, it may be possible to hide

resources by converting reportable assets into cars,

jewelry, or collectibles; such items are not included

in the inventory of personal or family assets dis-

closed by a student applying for financial aid. A
parent could also funnel income into a qualified

retirement plan or other investment that shelters

income from taxes and, hence, from financial aid

calculations. Such actions might allow a family of

moderate wealth to obtain more assistance than that

for which it otherwise would qualify. Yet while such

income and asset adjustments are possible, they

carry certain risks. Tax shelters could cause hquidity

problems for the family in the short term, and assets

that need not be disclosed may not be safe or profit-

able investments. Furthermore, it is not uncommon
for financial aid officers to study disclosure forms

for such attempts at deception and to deny financial

assistance to those involved. An abrupt asset liqui-

dation designed to reduce the family contribution

might be evident from curiosities in the financial

statements, such as a low asset total coupled with a

high prior-year interest income.

Another area for potential abuse is the allocation

of nominal asset ownership among members of a

household. For example, it is not uncommon for a

parent to hold an asset, such as a savings account, in

the name of a child for use as a college fund. How-
ever, current financial aid formulas provide clear

incentives for a family to hold college savings funds

in a parent's name rather than the child's. Recall that

35 percent of a student's savings is deemed available

to pay for college, while at most 5.6 percent (0.47 x

0.12) of a parent's savings could be considered avail-

able. In addition, there is no asset protection allow-

ance for the student. Finally, the family might mini-

mize its income tax liabiUty by keeping only a small

amount of savings in a dependent child's account; it

is interesting that the kiddie tax provision reinforces

incentives for the families of college-bound students

to hold assets in the parents' names.

to employ price discrimination? It

does so by offering financial assis-

tance to reduce the price that the aid

recipient must pay to receive a unit

of the institution's services.

An example may help to clarify

the concept of financial assistance as

price discrimination. Suppose that

each of two students, John and

Mary, enroll in fifteen credit hours

of course work at Exclusive College.

John, who does not receive financial

assistance, is billed $300 per credit

hour for a total tuition bill of $4,500

for the semester. Mary receives

financial assistance in the form of a

$3,000 credit against tuition

charges. Thus while her gross obli-

gation to the institution is also

$4,500, the total tuition she actually

must pay is $3,000 less, or $1,500.

Her effective price of education

service is $100 rather than $300 per

credit hour. If the marginal cost of

providing the service is less than

$100 per unit, then the institution

receives a positive contribution to

its profits by price discriminating.

Why does Mary receive assis-

tance while John does not? Like the

theater owner, the administrators of

Exclusive College believe that mem-
bers of certain groups would pur-

chase services only if they could

pay lower effective prices, and

these administrators feel that fami-

lies without considerable financial

resources constitute one such

group. The college designs an assis-

tance program with awards contin-

gent on the financial resources of

the student's household, and must,

therefore, select indicators of the

level of the family's available re-

sources. These indicators (perhaps

Illinois Business Review/ Summer 1991 7



household income and net worth as

measured by specified assets and

liabilities) become an important

part of the school's process of

awarding financial aid. Thus, stu-

dents must disclose in detail the

family balance sheet and income

statement categories requested on

the application form. The com-

pleted forms allow the institution to

separate applicants into various

financial need classifications. Appli-

cants who appear to have the few-

est available resources are pre-

sumed to constitute the group that

would least likely attend if signifi-

cant aid were not provided, so these

individuals are offered the greatest

discount against tuition charges.

Those who show greater family

resources are offered less assistance,

or possibly none at all.

Price discrimination is a success-

ful undertaking for the provider of

a good or service only if different

groups of consumers truly exhibit

different responsiveness to price

change. It is therefore very impor-

tant to select correctly those to

whom lower prices are quoted; if

there are not different levels of re-

sponsiveness, the seller simply re-

ceives fewer dollars from certain

buyers who otherwise would will-

ingly have paid the full asking

price. Do less financially secure

families constitute a group that is

more sensitive to changes in the

price of higher education services?

Studies have shown that parents

with lower incomes (who would

tend to be those with fewer total

resources available to pay for col-

lege) are more sensitive to tuition

increases and decreases than are

parents with higher incomes.^ Con-

sequently, financial strength ap-

pears to be correlated with consum-

ers' responsiveness to tuition

changes. Thus, an indicator of fi-

nancial resources can serve as a

measure, albeit an imperfect mea-

sure, of which students would con-

sider enrolling in a particular col-

lege only if they were to receive

financial assistance.

Conclusion
Explanations for dramatic college

price increases during a period of

moderate inflation have tended to

focus on the increasing costs report-

edly faced by educational institu-

tions. While such supply side ef-

fects certainly have been present,

colleges and universities also have

come to recognize the importance of

the demand side of the market and,

therefore, have utilized price dis-

crimination, in the form of financial

aid programs, to increase their prof-

its. Financial assistance constitutes a

subsidy only if the amount the stu-

dent actually pays is less than the

marginal cost of the education ser-

vice provided. Recipients of finan-

cial aid therefore typically do not

drain college endowments, but

rather contribute to them.

Yet if these programs have been

successful, why have the participat-

ing institutions not shown notice-

able improvements in their own
financial positions? The answer is

that educational institutions have

done more than simply sustain their

expenditures in constant dollar

terms. We must not forget that

these are nonprofit organizations,

which by definition do not wish to

show revenues substantially greater

than costs. A college or university

may reduce its accounting profits in

a number of ways. For example, it

may increase its administrative

staff, offer more perquisites to its

personnel, improve its educational

infrastructure, provide scholarships

based on merit or on minority affili-

ation, present conferences and sym-

posia that bring recognition to the

institution, and reduce faculty

teaching loads. Each of these profit-

reducing activities may be ex-

tremely worthwhile and perfectly

justifiable within a broadened

framework regarding the purposes

of higher education. But they may
be substantially unrelated to deliv-

ering units of educational services

as popularly perceived.

If the purpose of the system of

financial aid were to make higher

education affordable, the account-

ing errors that are built into the

financial aid application form, de-

scribed in the sidebars accompany-

ing this article, would not be toler-

ated by the education establish-

ment. Each of these errors contrib-

utes to the university's ability to

distinguish among families on the

basis of price sensitivity rather than

ability to pay. People who receive

investment income are disadvan-

taged by the improper imputation

of income to their assets through

double counting and incorrect con-

version ratios. Spendthrifts are

advantaged by the lack of any at-

tempt to measure their true ability

to pay. At the same time, these er-

rors enhance the profitabihty of

institutions offering financial aid.

-Larry L. Leslie and Paul T. Brinkman give a

comprehensive survey of studies on student

demand in their article, "Student Price

Response in Higher Education: The Student

Demand Studies" in the Journal of Higher

Education, Vol. 58, No. 2, pp. 181-204.
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William R. Bryan Autonomous Changes in the Federal

Budget

—
-I

here is a widely held view

J_
that the federal government

takes actions to minimize

cyclical variations in economic ac-

tivity. In fact, the federal govern-

ment articulated the nature of its

commitment to maintain stability in

the Employment Act of 1946 and,

later, in the Humphrey-Hawkins
Act of 1978. Both of the statutes

express an intent to maintain rea-

sonably full employment and rea-

sonable price stability. In generic

terms, government stabilization

policy that takes the form of expen-

diture or tax rate change is referred

to as fiscal policy. Stabilization

policy taking the form of interest

rate movements, or shifts in rates of

growth in money or credit are re-

ferred to as monetary policy.

This article represents a discus-

sion of fiscal policy. First, after de-

scribing problems in measuring

fiscal policy, there is a discussion of

one particular approach. According

to this approach, there is an effort to

identify that portion of changes in

the status of the federal budget that

reflect the more-or-less explicit

spending and taxing shifts of the

federal government. These shifts

are referred to as autonomous

changes in the federal budget posi-

tion. Then, by way of illustrating

the means by which this policy

measure may be used, data are

presented for the period 1970 to

early 1991. Finally, there is a discus-

sion of recent and prospective fiscal

policy developments.

The Dynamics of the Federal

Budget
There are some things that we

beUeve we know about the federal

budget. We believe that during any

reasonably short period of time

—

such as a calendar

year—the stron-

ger the perfor-

mance of the

economy, the

more the federal

government's

budget position

will move toward

surplus. Belief in

this notion is

based on two

considerations: one, a rise in tax

revenues is likely to be associated

with an expanding pace of eco-

nomic activity, given a set of tax

laws; two, given a set of entitle-

ments programs, the better the per-

formance of the economy, the less

likely it is that those programs will

be utilized. These ideas regarding

the shape of the federal budget

schedule are illustrated in Chart 1

by the solid lines.

There are lots of things that we
know very Httle about. For example,

we know very little about the shape

of the budget function relating to

the sum of all other sectors of the

economy. Presumably we could

aggregate across the budget sched-

ules of all sectors of the economy

other than the federal government

(households, businesses, state and

local governments, and the foreign

sector). This is not to say that we
know nothing at all about these

budget relationships; for, we know
that, at all times, the sum of the

surpluses or deficits of these sectors

will just equal the deficit or surplus

of the federal government. Consider

the table listing the sectors of the

economy, the receipts and expendi-

tures of each sector, along with each

sector's surplus or deficit in the

fourth quarter of 1990. The federal

deficit (on income and product

Sector Receipts and Expenditures



"What would happen

to the federal budget

position if the level of

GNP were somewhat
higher, rather than

somewhat lower?" As
we turn to real time,

looking at history it is

clear that over the long

run both GNP and the

federal deficit have

grown; there has also

been a corresponding

growth in the size of

the nonfederal surplus.

During any period,

GNP will be what it is.

At that point (say,

point A on Chart 1),

the federal and

nonfederal budget

functions intersect. At

that intersection, the

federal deficit (shown

on the right side of

Chart 1 ) is just

matched by the

nonfederal surplus

(shown on the left side

of the chart).

Now suppose there

is some combination of an increase

in federal expenditures and /or a

cut in tax rates. Such an event is

illustrated in Chart f by a shift to

the right in the entire federal

budget schedule, from line 1 to line

2. According to the new schedule

(line 2), at any given level of GNP
the federal government would be

experiencing a larger budget deficit

than previously (line 1). How
should that change in fiscal policy

be characterized?

One approach is to observe that

the federal deficit has increased (see

arrow on the right side of Chart 1),

and to interpret the growth in the

deficit as a measure of the shift in

fiscal policy. Note that there is a

new intersection at C of the federal

budget schedule and the sum of the

nonfederal budget schedules, at

which point the federal deficit is

just matched by an aggregate

nonfederal surplus. But part of the

Chart 1. Federal and Nonfederal Budget Functions

Nonfederal

Deficit

increase in the deficit reflects a shift

in the nonfederal budget function

(from r to 2'). If the nonfederal

schedule remained at V, the inter-

section would have occurred at

point E and the increase in the fed-

eral deficit would have been

smaller. At the risk of being side-

tracked by details, it is worth noting

that marginal tax rates enter into

the nonfederal budget function;

while it is very likely to shift in

response to tax rate changes, the

shift will be smaller than the shift in

the federal schedule. The aggregate

of nonfederal schedules does not

need to shift in response to expendi-

ture-induced changes in the federal

budget position.

Note that it would have been

possible for the deficit to have de-

creased without a shift in fiscal

policy. Suppose the fiscal schedule

had remained at 1, but the

nonfederal schedule shifted to 2'.

Such a shift would reflect an at-

tempt on the part of households

and businesses to save more and

spend less. If that had happened,

the new intersection would have

been at point D (see Chart 1). At

that point, GNP would have been

reduced, and the federal deficit

would have risen.

Fiscal developments can be de-

scribed as consisting of two compo-

nents, one autonomous and the other

induced. By autonomous, 1 refer to

the shift in the federal fiscal posi-

tion that would have occurred in

the absence of a change in GNP.
Returning to Chart 1, the autono-

mous component of the fiscal

change consists of the change in the

federal budget position from point

A to point B. That aspect of the

fiscal development is unrelated to

developments in the nonfederal

sectors. In the illustration, the

nonfederal schedule shifted from 1

'
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Chart 2. Autonomous Changes in Federal Budget Position
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to 2'. By virtue of the change in-

duced by the expansion in GNP, the

federal fiscal position moved up the

federal schedule from B to C. As
Chart 1 illustrates, the size of the

induced change in the federal defi-

cit or surplus depends on the posi-

tion of the nonfederal budget sched-

ule and its slope.

Some History
There is inconclusive

evidence that fiscal policy,

as measured by autono-

mous changes in the bud-

get, has been adjusted to

maintain cyclical stability.

Chart 2 shows autono-

mous quarter-to-quarter

changes in the federal

budget position, expressed

as a percent of federal

expenditures in the quar-

ter from which the change

occurred. The heavy line

on the chart is a four-

quarter moving average

centered in the terminal

month; the other line de-

picts the actual quarter-to-

quarter percent changes.

The four-period moving
average is used in order to

smooth the data. The
shaded areas on the chart

represent those periods

during which actual GNP
fell below where it would

have been in the absence of down-
ward cyclical swings in business

activity. During such periods, the

unshaded areas are those during

which unemployment was 6 per-

cent or less; unemployment was
higher than 6 percent of the civilian

work force.

In the period under consider-

ation, from the first quarter of 1971

to the final quarter of 1990, there

were 50 quarters during which

the economy fell below its expan-

sion path in the absence of cycli-

cal deviations. There were 30

quarters during which the perfor-

mance of the economy was suffi-

ciently strong to reduce unem-
ployment below 6 percent. An
inspection of Chart 2 suggests

some upward movement in au-

tonomous changes in the federal

budget position during the early

quarters of cyclical weakness in

the economy. Left to one's imagi-

nation is the question of whether

those changes reflect conscious

policy decisions or, instead, are

more or less random. It turns out

that autonomous changes in the

federal budget were somewhat
more rapid during shortfalls in the

economy than during periods when
the economy was performing more
strongly. During periods of relative

weakness, autonomous changes in

the federal budget averaged 3.54

percent; autonomous changes dur-

ing periods of relative strength av-

eraged only 2.87 percent.

Chart 3. Shifts in Federal Budget Schedules

Surplus

(in Billions of

Dollars)
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Recent Shifts in the Budget

Schedule
It may be convenient to think of

the federal budget schedule as shift-

ing rightward quarter-after-quarter.

Such shifts are shown in Chart 3 for

eight quarters in 1989 and 1990. The

specific explanation for each shift is

beyond the scope of this article. In

any event, it is probable that the

schedule would shift to the right

even in the absence of any new
federal legislation, reflecting the

growth of government associated

with the underlying growth of the

nation. New spending programs or

tax cuts would accelerate the right-

ward movement. In view of the fact

that we do not know the positions

or slopes of the aggregate of the

nonfederal budget schedules, we
have left them off Chart 3. All we
know is that they crossed the fed-

eral function at the points indicated.

Little imagination is required in

order for the mind's eye to draw
federal budget functions into 1991

and beyond. It is possible to believe

that the aggregate of the nonfederal

budget schedules is sloped down-
ward, toward the lower right (as

illustrated in Chart 1). It is also

possible to imagine that the fluctua-

tions of that function are more-or-

less bounded by the experience

shown on Chart 3. If such fanciful

thought turned out to be more-or-

less the case, a large and growing

federal deficit is in prospect over

the next several years.

The average shift in the budget

functions shown on Chart 3 is $6.9

billion, with little change in the

slope of successive functions. Sup-

pose these shifts continue through

1991. A straight line fitted through

the points shown on Chart 3 would

cross these new federal budget

functions at deficits of $181.1,

$188.1, $195, and $201.9 billion, for

an average deficit of $191.5 billion

during the 1991 calendar year. If the

straight line were fitted through the

most favorable experience, the fed-

eral deficit for 1991 would average

about $170 billion; in terms of least

favorable experience, the deficit

would average about $275 billion.

But turning away from fantasies

about the unknowable future, there

are lessons to be learned from this

exercise. It is quite clear that the

size of the federal deficit (or sur-

plus), coupled with the simulta-

neously determined flow of GNP,
are critically dependent upon the

shape of and shifts in the aggregate

of the nonfederal schedules. In a

very real sense, the federal govern-

ment can do little to affect the size

of its deficit over the next several

years. Too many of its programs are

locked in place.

In order for the federal budget

position to move toward surplus, it

is necessary for the aggregate of

budgets of households, businesses,

state and local government, and the

foreign sector to move toward defi-

cits. Thus, households would need

to spend an increased share of their

income; or businesses would need

to expand their expenditures on

plant, equipment, or inventories; or

state and local governments would

need to accelerate their pace of ex-

penditures; or the nation would

need to export more aggressively

than it imports. In the absence of

some combination of these develop-

ments, the federal government will

remain in substantial deficit.

Even as these words are written,

I am conscious of the fact that some
readers will rise up in horror. Aside

from prescriptions relating to the

foreign sector, it will appear that I

am advocating profligacy. But quite

the opposite is the case. With an

expanding income, the absolute size

of household saving could well be

increased, not reduced. (After all, 6

percent of 80 is only 4.8; but 5

percent of 100 is 5.0.) And business

investment is the stuff of enhanced

productivity and growth.

In short, the set of factors that

drives the federal budget toward

surplus is the same as that moving

the overall economy toward

successful performance. A success-

fully performing economy is one in

which the business sector is ex-

panding. It may be investing in

plant and equipment; it may be

building business inventories in the

expectation of rising sales. Within

such a setting, it is likely that the

business sector is expanding its

workforce. At the same time, the

household sector is likely to be

confident of its ongoing and
expected future situation. Conse-

quently, households are likely to be

consuming heavily, building up
their holdings of durables, and

otherwise enjoying life. States and

local political subdivisions can be

busily providing health, educa-

tional, and welfare services to their

constituencies. Finally, the domestic

economy may find itself being

stimulated by strong demand from

abroad. Of course, not all of these

conditions need be present in an

economy that is operating near

noninflationary potential.

In short, a successfully perform-

ing economy is inextricably linked

to a federal budget characterized by

strong receipts. If this is so, public

policy measures that are successful

in moving the economy towards

high standards of performance are

very likely to be successful in

moving the federal budget toward

surplus. It is attractive to suppose

that the federal government would

be well advised to pay more
attention to matters relating to

economic performance than to

matters explicitly designed to drive

revenues higher. Indeed, it is

plausible to argue that the ap-

proaches directed explicitly toward

Umiting the federal deficit are likely

to be self-defeating. Thus, for

example, it is not surprising that

efforts to enhance revenue and to

restrain federal expenditures have

had, after the fact, little observable

effect on the federal deficit. Such

efforts tend to exert a dampening

effect on the general economy,

thereby driving the federal sector

towards deficit.
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Appendi

For those interested in technical details, this appen-

dix explains how the federal budget function is esti-

mated. In addition, relevant estimated values are

shown for the 1970-1990 period. Suppose that the

federal budget function is given by

Sf, = a„, + a,,(GNP,),

where

Sf

^i =
GNP =

t

federal budget position (receipts minus

expenditures),

intercept term (sununary of all factors

affecting federal receipts and outlays),

an average of marginal tax rates,

gross national product, and

denotes time period (by quarters).

Chart 1. Autonomous Changes in Federal Budget Position (GNP=0)

Billions of

Dollars



Raymond K. Oldakowski and

Diane O'Rourke
Vacation Travel and Retirement Location

A recent study estimates that

the State of Ilhnois lost over

1.2 bilHon dollars during

the period of 1985-1990 due to the

outmigration of retirees.' Only New
York was harder hit than Illinois,

with a net loss of nearly $2.9 bilhon.

Conversely, states benefiting the

most from retirement migration

include Florida (over $5 billion

gained), and Arizona, Texas, North

Carolina, Arkansas, Oregon, South

Carolina, Nevada, Georgia, Wash-

ington, New Mexico, and California

(over $1 billion gained by each).

Even more staggering is the fact

that these figures represent only

losses and gains in income due to

net migration, and do not include

any indirect economic effects gener-

ated by changes in the spatial distri-

bution of income (for example, jobs,

housing starts, tax revenues).

Retirees are considered ex-

tremely desirable by local and state

economies for many reasons. Most
important, they often receive non-

earned income in the form of pen-

sions, assets, and Social Security;

they put little or no negative pres-

sure on the local employment mar-

ket; and they spend a dispropor-

tionately large amount of their dis-

posable income on goods and ser-

vices (which in turn creates new
jobs). In addition, tax dollars gener-

ated from the incoming retirees'

income provide a boost to state and

local governments. Some states had

feared that an increase in the num-
ber of retirees would be accompa-

nied by a significant increase in the

demand for government social and

supportive services. However, this

fear has not been realized in most

instances. Nearly 60 percent of retir-

ees aged 55-64, and over half of all

retirees, have income levels greater

than twice the poverty level. Fur-

thermore, if this increase in the

need for government services were

to occur, it could have an overall

positive impact on local and state

economies due to an increase in the

demand for labor by the public

sector. Given these facts, it would

appear beneficial for states losing

large numbers of retirees due to

outmigration to examine ways to

slow, stop, or reverse this trend.

Background
Recent research on the migration

decision-making process may pro-

vide some valuable information to

address the problem of retaining

retirees. Three basic factors have

been found to be central to the for-

mation of migration intentions and

the selection of a migration destina-

tion. These are an individual's (1)

socioeconomic and demographic

characteristics, (2) attachments to

the place of residence, and (3) ties to

and familiarity with other places.

Socioeconomic and demographic

characteristics encompass a wide

variety of variables including age,

life-cycle and career-cycle stage,

marital status, education, income,

and occupation. Each of these vari-

ables has a different effect on mi-

gration behavior. For example, mo-
bility rates are inversely related to

age; married couples are less likely

to move than are single persons;

and persons with higher levels of

education and income are more
likely to migrate than those with

lower levels.

Attachments to place of resi-

dence include housing tenure, dura-

tion of residence, residential satis-

faction, and membership in clubs or

other organizations. Each of these

variables serves to deter migration.

For example, home owners are less

likely to move than renters; per-

sons who have lived in an area for

a short period of time are more
likely to move away than those

who have lived there for a substan-

tial duration.

Ties to other places represent

exposure to different areas via

previous residence, vacation travel,

business trips, or the location of

friends and relatives. These vari-

ables serve to stimulate migration.

The more (positively) familiar a

person is with another location, the

more likely he or she is to move to

that locale.

The purpose of this article is to

examine the relationship between

exposure to other places through

vacation travel and locational re-

tirement decisions (more specifi-

cally, the intention to move upon
retirement and the selection of a

desired location). Vacation travel

has been found to be especially

influential on retirement moves.

Retirees, because they are no

longer members of the labor force,

are less responsive to employment

considerations that often determine

the migration decisions of labor

force members. Moreover, re-

searchers have found that exposure

to other places plays an important

role in explaining the migration

intentions of individuals in the

preretirement life-cycle stage (ages

50-64). This is partially due to the

This article is based on a study conducted by

the Survey Research Laboratory under

contract to the Ilhnois Department of Con-

servation Division of Planning. The authors

wish to thank Ms. Maria Gursh, IDOC Divi-

sion of Planning, for her assistance with this

research.

'A list of references is available from the

authors on request.
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fact that older individuals often

have developed attachments to a

variety of places throughout their

lifetimes. Other research has found

that retired persons will often move
to an area where they had visited

friends and relatives in the past.

The move is partially due to friends

and relatives serving as information

sources before retirement and also

as a social support network after

the move.

Methodology
The data for this study were

obtained through a telephone sur-

vey of 1,011 adult Illinois residents

conducted in November 1989 by the

University of Illinois Survey Re-

search Laboratory for the Illinois

Department of Conservation. The

main objective was to assess the

outdoor recreation habits of Illinois

residents while in Illinois and in

other states. The authors added to

the questionnaire to obtain a com-

prehensive inventory of vacation

travel for the preceeding 12-month

period. Information regarding the

respondent's plans for retirement

location were also ascertained.

Results

Survey participants were asked,

"Have you thought at all about

where you would like to retire?"

Among the 1,011 respondents, 464

(45.9 percent) had not thought

about where to retire, 371 (36.7 per-

cent) had a retirement location in

mind, and 176 (17.4 percent) had

already retired. As one would ex-

pect, the likelihood that an indi-

vidual has thought about a retire-

ment location in-

creases with age

(Table 1). However, it

is suprising to note

how early in life this

thought process be-

gins. Among persons

aged 34 and under,

almost a third had

already begun to think

about where to retire.

Among respondents

aged 35^9, nearly half

had a retirement loca-

tion in mind.- These

results suggest that

many individuals may
consider that decisions

concerning the selection

of a retirement location

require the same ad-

vanced thought and

planning as do decisions

concerning other retire-

ment goals such as fi-

nancial security.

Persons who had

thought about a retire-

ment location were then

asked, "Would you pre-

fer to retire in the com-

munity where you now
live or somewhere else?"

Of those 371 respon-

dents, 120 (32.3 percent)

chose their current community, 241

(65.0 percent) wished to retire

somewhere else, and 10 (2.7 per-

cent) were uncertain.

Responses to this question were

cross-classified with education,

income, and race (Table 2). These

results demonstrate some of the

traditional generalizations that have

been formulated concerning retire-

ment migration. First, migration is a

positively selective process. Persons

with higher levels of education and

income are more likely to move
upon retirement than those with

lower levels.' This is due, in part, to

the fact that awareness of other

places increases with one's level of

education, and financial ability to

move increases with income. This

process of positive selectivity is

mking About Retirement Locations by Age

Table 2. Desired Retirement Location



residential patterns among non-

whites may already provide the

social support networks often

needed upon retirement, thus mak-

ing a retirement move a less attrac-

tive option.

Responses were also disaggre-

gated by place of residence within

Illinois (Table 2). Downstate re-

spondents were the least likely to

want to leave their current commu-
nities upon retirement.^ This is

probably indicative of the preva-

lence of farmers and other property

owners in this area of the state who
have relatively stronger ties (includ-

ing social, psychological, and finan-

cial attachments) to their current

residence than other lllinoisans. The

difference in the percentage of re-

spondents wishing to move upon
retirement between Chicago city

and suburban residents most likely

represents the differences in educa-

tion, income, and race between the

residents of these areas.

As mentioned previously, a com-

plete inventory of the respondents'

Illinois and out-of-state travel be-

havior was obtained. This inventory

included trips for all rea-

sons such as vactioning,

visiting friends and rela-

tives, enjoying the out-

doors, and so on. Only

business trips and trips

with a duration of less

than one night were ex-

cluded because of the

potential for such travel to

skew the results. A di-

chotomous variable indicating

whether or not the respondent had

traveled out-of-state in the past 12

months was created. When this

variable is cross-classified with

retirement location, it indicates that

persons who traveled out-of-state

were much more likely to want to

move from their current residence

upon retirement than those who did

not travel out-of-state (Table 3).

Further support for the existence of

a relationship between vacation

travel behavior and retirement loca-

tion is evidenced by the fact that

over 36 percent of the respondents

providing a specific out-of-state

retirement location had visited that

place in the preceeding 12 months.

t Location by Vacation

Desired Retirement Location:

Current Somewhere
Community Else

Illinois Travel Only 42 (45.7%) 50 (54.3%)

Out-of-state Travel 78 (29.0%) 191 (71.0%)

*Chi-square significant <.05

The map presents the geographi-

cal distribution of those states most

frequently mentioned by the re-

spondents as desired retirement

locations. Two basic spatial patterns

emerge. The first is the influence of

the Sunbelt states mentioned at the

outset of this article that were gain-

ing the greatest amounts of income

due to retirement migration. These

include Florida, Arizona, California,

Texas, Nevada, South Carolina, and

Georgia. The second is the influence

*Again, siniilar results have been found in

previous research. The Champaign County

Spring 1989 survey found that 41 percent of

the respondents wished to retire in

Champaign County, whereas 59 percent

wished to retire elsewhere.

Desired Migration Destinations of Illinois Residents

Less than 1.5%

Greater than 5.(
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of regional vacation destinations

among Illinois residents. These

states include Wisconsin, Illinois,

Michigan, Missouri, Minnesota,

Kentucky, and Tennessee.'^ Table 4

illustrates that Wisconsin, Michi-

gan, and Missouri are overwhelm-

ingly the most popular vacation

spots among Illinoisans; Minnesota,

Kentucky, and Tennessee are also

frequently visited.

Finally, respondents were asked

why they wanted to retire to the

particular location they had in mind
(Table 5). Illinoisans who wished to

retire in their current community
cited reasons such as the presence

of friends and relatives, the positive

characteristics of the community,

and their length of residence in the

area. These reasons are all represen-

tative of the attachments to place of

residence that serve to deter out

migration. Among Illinoisans who
wished to leave their current com-
munity upon retirement, climate

was the most frequently cited rea-

son. However, an equally large

number noted other positive char-

acteristics of the desired migration

destination.

Table 4. Popular Vacation



Illinois Business Statistics

There is a view that reces-

sions include processes that

serve to dampen inflation-

ary forces. Because there is hkely to

be a weakening in demand for their

product, producers find it difficult

to pass along price increases. The

weakening in aggregate demand is

associated with a growing number

of unemployed consumers and

others who feel that their jobs are

threatened. Price developments

during the recession that began in

July 1990 are consistent with such a

general interpretation.

Chart 1 shows that price in-

creases for necessities such as food,

shelter, and clothing eased follow-

ing the beginning of the recession.

Aside from the diminution in infla-

tion, price fluctuations have moder-

ated. The price gyrations that char-

acterized the first part of 1990 have

been notably absent in 1991

.

Chart 2 suggests that inflation is

more difficult to tame in some sec-

tors of the economy than in others.

The relative cost of health care rose

precipitously until the first quarter

of 1991. New car prices have risen

sharply since 1990. Finally, the cost

of public transportation has fluctu-

ated widely in response to changing

expectations regarding fuel prices.

Chart 1. Annualized Changes in Selected Price Indexes (CPI-W

Jan. April July

1990

Jan. April

1991

Chart 2. Annualized Changes in Selected Price Indexes (CPI-U)
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William R. Bryan The Economic Outlook

Tlthough there is periodic

reference to a prospective

"double dip," the most
widely circulated view regarding

current economic developments is

that the economy is no longer in

recession. Partly because the

economy did not decline substan-

tially during the recession, and
partly because there has been little

if any evidence of rebound, it has

become fashionable to conclude

that the recovery will not be strong.

There are several aspects of eco-

nomic activity that are typically the

subject of specific review. Aside

from a generalized interest in the

volume of production, there is al-

ways a strong interest in the extent

to which labor resources are em-
ployed. Similarly, there is substan-

tial public concern regarding

changes in rates of inflation, shifts

in interest rates, and developments

in the nation's foreign trade posi-

tion. Finally, aside from concern

regarding the economic policy en-

vironment within which the

economy is operating, both mon-
etary and fiscal policies, there is

nearly always a substantial interest

in developments relating to the

federal budget, especially as these

developments have a bearing on

federal deficits.

Economic Weakness Persists

One measure of economic activ-

ity involves identifying the value of

output sold in markets or added to

business inventories during some
specified period of time. This mea-

sure is referred to as gross national

product (GNP). In order to prevent

changes in prices from being misin-

terpreted as changes in physical

output, it is common to state all

values in terms of a set of prices

during some base period. For some
time, practitioners have used 1982

prices for these purposes. Although

a change in base periods is at hand,

1 shall continue that practice.

We know that gross national

product has declined for three suc-

cessive quarters, beginning in the

Chart 1. Alternative Measures of Economic Performance

Percent

10 r Year-Over-Year Change in Real GNP

fourth quarter of 1990. Two mea-
sures of GNP are presented in

Chart 1. The lightly drawn solid

line shows year-over-year percent

changes in real GNP for the 1971 to

mid-1991 period. According to this

measure of economic activity, the

economy registered year-over-year

declines in the first and second

quarters of 1991, the first such de-

clines since the early 1980s. In

viewing these data, however, it is

clear that increases began to grow
persistently smaller after the fourth

quarter of 1987. Hence, in some
sense, the economy began to

weaken more than two years ago.

Another way to view current

developments in the economy is to

view current developments against

some kind of standard. One such

standard is referred to as cyclically

adjusted GNP. Cyclically adjusted

GNP is the flow that would have

been reached if the unemployment
rate were to remain unchanged (at

the 6 percent level). In periods

when unemployment is above 6

percent, cyclically adjusted GNP is

greater than actual GNP; during

periods when the economy drives

unemployment below 6 percent,

cyclically adjusted GNP is below
actual GNP. The heavy solid line in

Chart 1 shows the difference be-

tween actual GNP and cyclically

adjusted GNP (expressed as a per-

cent of cyclically adjusted GNP).
According to this measure, there

have been three successive short-

falls from trend beginning in the

fourth quarter of 1990. Moreover,

there has been a downward drift

since early 1989.

At first blush, the interpretation

of recent events based on an exami-

nation of cyclically adjusted GNP is

little different from interpretations

Illinois Business Review/ Fall 1991 3



based on changes in actual GNP.
The chief difference between the

two measures is that the cycHcally

adjusted measure serves to high-

Hght the generally weak perfor-

mance of the economy over the

past two decades. Thus, for ex-

ample, according to data relating to

real GNP the 1982 recession ap-

pears to have been quite brief. But

an examination of the same period

with data relating to cyclically ad-

justed GNP indicates that the eco-

nomic weakness began in 1980, at

least two years earlier, and lasted

for another three years or more

—

until late 1986. Indeed, according to

the cyclically adjusted data, much
of the period since 1970 is charac-

terized by economic weakness.

Turning to the current recession,

those who suggest that the eco-

nomic weakness will be brief are

probably thinking in terms of ac-

tual changes in GNP. They would
probably regard positive growth as

a sufficient reason for believing

that the recession is at an end.

Those who would hold the

economy to a higher standard of

performance are less sanguine

about the recent and prospective

performance of the economy.
Additional evidence of cyclical

weakness in the economy is pro-

vided by a review of industrial

activity and construction. The In-

dustrial Production Index, a mea-
sure of the output of mines, facto-

ries, and public utilities, fell at

nearly a 10 percent annual rate

from September of last year to

March. Since March, industrial

production has risen at more than

an 8 percent rate. Even so, the pace
of output at in mid-1991 was more
than 3 percent lower than during

the fall of last year. Home building,

judged in terms of housing starts,

has moved downward for about

two years. In 1988, housing starts

fluctuated around an annual rate of

1.5 million units. The pace of activ-

ity dropped to an annual rate of

just under 1.4 million in 1989,

moved downward to about a 1.2

4 Illinois Business Review/ Fall 1991

million in 1990, then drifted below
900,000 units in January 1991, the

lowest level since the 1982 reces-

sion. Housing starts have bounced
above and below the 1 million pace
over the past half year, with some
evidence of sustained upward
movement since March. If one were
inclined to seek evidence of eco-

nomic recovery, some evidence of

strengthening is provided by the

past several months of these data.

The decline in industrial output

may have come to an end in the

spring. Similarly, the decline in

home building appears to have
been arrested. Even so, both of

these measures of physical activity

remain well below their pace before

the recession.

Unemployment Has
Stabilized

Reflecting the slowdown in the

growth of productive activity, there

has been a decline in employment.
Since late spring of last year, total

employment has fallen at just over

a 1 percent annual rate. Changes in

the pace of employment growth
bring about movements in the un-

employment rate. Consequently,

over this same period, the unem-
ployment rate increased from a low
of 5.3 percent in early 1990 to 7

percent in June. Since the middle of

the year unemployment has stabi-

lized at just under 7 percent of the

labor force.

The unemployment rate is the

ratio of unemployment to the labor

force (defined as the sum of

employment and unemployment).
There does not appear to be a

stable relationship between the rate

of employment growth and
changes in the unemployment rate.

For example, employment ex-

panded at a 2.2 percent annual rate

from mid-1984 to mid-1986, and
the unemployment rate was essen-

tially unchanged (see the table).

From late 1988 to mid-1990 em-
ployment expanded at only a 1.1

percent rate; even so, the unem-
ployment rate remained approxi-

mately unchanged. Hence, there

does not appear to be a "threshold"

rate of employment growth that

produces stability in the unemploy-
ment rate. Making a similar point,

while employment expanded at a

2.4 percent rate during the two and
one-half year period from mid-1986
to early 1989, the unemployment
rate declined about 2 full percent-

age points; by comparison, employ-
ment expanded at a 4 percent rate

during the one and one-half year

period from early 1983 to the fall of

1984, and the unemployment rate

declined by more than 3 percentage

points. Notwithstanding these slip-

pages, it appears that, roughly

speaking, the more rapid the

growth in employment the lower

the portion of unemployed in the

work force.

There is essentially no evidence

of recent improvement in labor

markets. Based on data stemming
from monthly surveys of house-

holds, there were month-to-month
increases in employment in April,

Employment Growth and



then again in June. However, the

employment data stemming from

the monthly survey of employers,

a job count, indicate that employ-

ment continued to shrink during

the same period. Clearly, it is pre-

mature to conclude that a set of

expansive forces is dominant in

labor markets.

Inflation Has Moderated
There is some evidence that the

rate of inflation slowed late last

year. For the period 1985 to early

1991, Chart 2 presents monthly

data consisting of year-over-year

percent changes in consumer and

producer prices. Considering the

period as a whole, it appears that

inflation rates have moved higher.

Rates of inflation remained below

4 percent during most of the

period from 1985 through mid-

1988. But inflation began moving

higher in mid-1988, moving above

6 percent in late 1990.

Inflationary forces have eased

since late last year. The rate of in-

flation in producer prices (of fin-

ished goods) turned negative in

December and has since remained

moderate (Chart 2). Rates of infla-

tion in consumer prices have

slowed since October, showing

declines in year-over-year in-

creases (Chart 2). To the extent that

current movements in producer

prices have a bearing on subse-

quent movements at the consumer

level, there is reason to anticipate

that inflation rates in consumer

prices are likely to decline further.

Interest Rates

Have Declined
Reflecting a weakening in credit

demands, both short- and long-

term interest rates have fallen

sharply since last autumn, continu-

ing an irregular downward move-

ment begun in the spring of 1989.

The yield on three-month Treasury

bills, has declined nearly 250 basis

points (2.5 percentage points) since

early October 1990 (upper tier of

Chart 3); during the same period.

Chart 2. Comparative Rates of Inflation*

Percent Change

7.00

6.00

1986 1987 1988 1989

• Year-over-year changes in CP! and PPI (finished goods).

the federal funds

rate, the rate

charged for very

short-term (typically

overnight) borrow-

ing and lending

among and between

financial institutions,

has declined nearly

300 basis points (up-

per tier of Chart 3).

There have also been

sharp declines in

rates on certificates

of deposit (liabilities

of financial institu-

tions) and closely

aligned yields on

commercial paper

(liabilities of finan-

cial and nonfinancial

corporations). But

declines in CD rates

and commercial

paper yields did not

begin until early

January.

For many months
prior to October

1990, the constella-

tion of short-term

interest rates was
well above the dis-

count rate, the inter-

est rate charged by

the Federal Reserve

for member bank

borrowing. How-
ever, since October

Chart 3. Monetary Indicators

Percent

Interest Rates

-^ Federal Funds

Year-Over-Year Percent Change

7r- Money Supply
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most short-term market interest

rates and the discount rate have

been rather closely ahgned (upper

tier of Chart 3). For the most part,

the ahgnment of the discount rate

with short-term interest rates re-

flects the willingness of the Federal

Reserve System to change the dis-

count rate following prior changes

in market interest rates. The Fed-

eral Reserve's mid-September

change in the discount rate to 5

percent may represent something

more than a passive response to

prior market developments. Al-

though some market interest rates

had moved below the discount

rate, it is fairly clear that the gen-

eral level of short-term rates had
not yet moved to the 5 percent

level. At this writing, it is not yet

clear whether the Federal Reserve

move triggered a further and wide-

spread rate decline.

Long-term interest rates have

also declined since last fall. Yields

on US Treasury, corporate, and
municipal bonds, along with mort-

gage interest rates, have drifted

irregularly downward since early

October. Since the end of 1990

there have been four reductions in

the prime rate, the rate of interest

charged by financial institutions to

their most credit-worthy custom-

ers. The most recent decline, to 8

percent, was coupled with the Fed-

eral Reserve's reduction in the dis-

count rate. Even so, the decline in

long-term interest rates has not

been as pronounced as in the short-

term area. As a result, the yield

curve—the relationship between
time to maturity and yield—has

begun to slope upward. There is a

view that the upward slope of the

yield curve provides evidence

about current expectations regard-

ing future movements in interest

rates. If this is so, it would suggest

that investors currently believe that

interest rates are likely to rise.

Monetary Growth
Remains Stable

As suggested earlier, the decline

in interest rates has reflected weak-
ening credit demands, not an eas-

ing in monetary policy. There has

been a great deal of attention to

successive downward adjustments

in the discount rate. Some have

viewed these discount-rate reduc-

tions, along with corroborative

statements of Federal Reserve offi-

cials, as indication that the mon-
etary authority has been promoting

monetary ease. While it is likely

that the Federal Reserve would be

pleased if economic activity ex-

pands and while it is likely that

they are pleased that interest rates

are declining, as it turns out the

decline in interest rates is not asso-

ciated with an acceleration in

growth rates in monetary aggre-

gates (see middle and lower tiers of

Chart 3). But such a state of affairs

is not unusual.

Two important monetary aggre-

gates are the adjusted monetary

base and the money supply,

narrowly defined. One of these

aggregates, the adjusted monetary
base, has moved in a manner that is

precisely inconsistent with mon-
etary ease. The other aggregates,

the money supply, has moved in a

manner consistent with a Federal

Reserve shift toward monetary
ease. There was a rapid run-up in

the monetary base from November
of last year to March, an annual

rate of growth of more than 13

percent. However, since that surge,

the rate of growth in the base has

fallen to just under 4 percent.

Changes in the monetary base can

be closely controlled by the Federal

Reserve. The money supply, total

checkable deposits plus currency

held by the nonbank public, has

moved quite differently from the

monetary base. It was virtually

unchanged during the fall and

early winter and has since ex-

panded rapidly. Since January, the

money supply has grown at just

under a 9 percent annual rate.

Changes in the money supply can

be induced by shifts in the mon-
etary base, but can also be affected

by public preferences to hold finan-

cial assets included in the defini-

tion of money. In any event, what-

ever the source of change in the

monetary aggregates, their move-
ments are not closely correlated

with movements in short-term

interest rates.

Fiscal Posture Remains
Unchanged

Autonomous changes in the

federal budget position have
moved in a downward trend for

the past several years, but they

remain positive. A change in the

budget position is regarded as au-

tonomous if it emerges as a result

of changes in federal spending or

shifts in tax laws. If the movement
in the budget position results from

changes in the economy—that is,

from an expansion or contraction in

income and spending—it is viewed

as induced. It is plausible to view
fiscal policy developments in terms

of autonomous changes in the fed-

eral budget position. These are

depicted in Chart 4. Positive per-

cent changes, which emerge as a

result of tax rate reductions or fed-

eral expenditure increases, may be

regarded as reflecting fiscal expan-

sion. The actual data, shown using

the thin solid line, are quite vola-

tile; hence, to assist in identifying

trends a four-period moving aver-

age is shown using a thickened

solid line.

There is no evidence of a mean-
ingful change in fiscal policy ac-

tions. Autonomous budget shifts

have grown persistently smaller

since 1980, but the shift has not

been dramatic.

6 Illinois Business Review/ Fall 1991



Concluding Remarks
It is possible to read the forego-

ing paragraphs without coming to

a clear impression of exactly what I

am saying about the economy. Let

me overcome that problem forth-

with: I am saying that the economy

has been in recession and continues

to be weak. I do not have a clear

opinion about whether the continu-

ing economic weakness will be

reflected in further quarterly de-

clines in real GNP. Nor, by the

way, do I believe that such de-

clines are particularly meaningful

watersheds in forming judgments

about the strength or weakness of

the economy. The chief points to

understand are that the economy is

weak and that it has not yet begun
to show convincing evidence of

recovery.

There are those who would be

comforted by the belief that the

economic leadership of the nation

has taken meaningful steps to

ameliorate the economic situation,

lessening the downturn and
providing a basis for recovery and
expansion. Alas, such comfort is

out of reach, and confidence is,

thus far at least, misplaced. There

is no evidence that either monetary

or fiscal actions have turned expan-

sive, notwithstanding the substan-

tial and continuing declines in in-

terest rates and the large and per-

sistent federal budget deficit.

Illinois Business Review/ Fall 1991 7



Mary A. Laschober The Link between Current Tax Receipts

and the Illinois Budget Crisis

i-|-i he current fiscal crisis in

If' • the IlHnois state budget is a

product of both spending

decisions and adverse shifts in

revenue. In order to understand

how Illinois came to have the cur-

rent crisis, it is useful to review

developments relating to the bud-

get over the past five years or

more. In a forthcoming article in

the Illinois Economic Outlook ,

J. Fred Giertz will discuss develop-

ments over the five-year period.' In

this article I shall concentrate on a

review of the sources of weakness

in the general funds over the past

fiscal year (FY91).' General fund

receipts are the discretionary rev-

enue source for most of the state's

operations. Such funds are not

targeted for specific state programs

or projects. The bulk of general

fund revenue comes from three tax

sources—the corporate income tax,

the personal income tax, and the

retail sales tax. Receipts from the

liquor gallonage tax, the

tobacco tax, the public

utilities tax, and net lot-

tery funds are also in-

cluded in general funds

as are other miscella-

neous state and federal

revenue sources.

As the table indicates,

of the three major general

fund taxes, net corporate

income tax receipts registered the

worst performance during 1^91,

falling by $27 million or 4.8 percent

(see column 4). The decline of net

receipts was a product both of a

change in the amount of gross re-

ceipts diverted to other state funds

and falling corporate profits, the

corporate income tax base. While

20.1 percent of gross receipts was
diverted to the income tax refund

fund in FY90, a greater share (24.3

percent) was deposited into the

fund in FY91. Consequently, even if

the base had remained constant,

net corporate income tax proceeds

would have declined in fiscal 1991.

Column 5 of the table, which ad-

justs FY90 revenue by the 1^91

diversion percentage, shows that

the corporate income tax base rose,

providing a half-percent growth in

adjusted net corporate income tax

revenue. Even so, this amount rep-

resents a decrease in real revenue

for the state, since the rate of

inflation over the period was ap-

proximately 5.5 percent. Adjusted

corporate income tax receipts were

quite strong in the first two quar-

ters of FY91 (see the chart). How-
ever, FY91 second-half receipts

were substantially affected by the

decline in corporate profits as a

result of the 1990-1991 recession.

Compared to four-quarter growth

rates of 26.7 and 3.7 percent, re-

spectively, in the first two quarters

of FY91, receipts fell by 10.9 and 7

percent in the final two quarters of

the fiscal year. The trend reflected

declining rates of growth in na-

tional corporate profits, from an

average increase of 13.5 percent in

the last two quarters of 1990, to an

average four-quarter negative

growth of 3.5 percent in the first

half of calendar year 1991.'

In contrast, FY91 net personal

income tax receipts outpaced the

inflation rate. Unadjusted annual

receipts increased by $296 million

I

'Forthcoming in December 1991,

from the Bureau of Economic

and Business Research.

-The State of Illinois fiscal year

runs from July 1 to June 30 of the

subsequent calendar year; that is,

FY 91 ended on June 30, 1991.

'The first two quarters of fiscal

year 1991 are the second and

third quarters of calendar year

1990.

General Fund Receipts (



or 7.4 percent over the previous

fiscal year. When net personal in-

come tax revenue is adjusted for

the fall in income tax refund fund

diversions from 6.4 percent of

gross receipts in 1^90 to 5.2 per-

cent in FY91, receipts still increased

by $245 million or 6.1 percent (see

the table). This implies that the

inflation-adjusted personal income

tax base, personal income, grew by

approximately 0.6 percent during

fiscal 1991. Personal income is not

so volatile as corporate profits;

therefore, it is not surprising that

personal income taxes are more
recession-proof than corporate

income tax receipts. In spite of the

national recession that began in

mid-1990, Illinois personal income

grew at an annual seasonally ad-

justed rate of 5.6 percent during

FY91 . Illinois total nonfarm em-

ployment (seasonally adjusted) fell

during the first two quarters of

1991, but the Illinois unemploy-

ment rate was generally below the

national rate over most of the past

fiscal year. Even so, the chart

shows that the growth of Illinois

net personal income tax receipts

slowed during the latter part of the

past fiscal year (FY91).

In fiscal 1991, net sales tax re-

ceipts totalled $3,864 billion, only

$36 million or 0.9 percent greater

than comparable receipts in fiscal

1990. Sales taxes followed the same

general trend as the personal and

corporate income taxes, with a

marked slowdown in receipts dur-

ing the second half of 1^91. In fact,

the four-quarter decline in receipts

were 1.1 percent and 3.9 percent,

respectively (see the chart). The

trend in sales tax receipts mirrored

the decline in retail sales, which fell

by 16.8 percent in the first quarter

of 1991 over the previous quarter.''

To the extent that consumers are

inclined to postpone discretionary

purchases when their near-term

expected income falls, retail sales

are adversely affected by a reces-

sion. Consequently, sales tax re-

ceipts tend to decline more than

nii



Robert P. Hartwig Anatomy of the US Debt ^

The federal government of

the United States issues

more debt than any other

pubHc- or private-sector borrower

in the world. As a result, the mar-

ket for US government securities

has evolved into a highly efficient

mechanism for transferring hun-

dreds of billions of dollars that

flow annually from lenders world-

wide to the US Treasury. Contin-

ued successful sale of US securities

has meant the issue of debt with

characteristics appealing to a broad

class of investors. Near zero de-

fault risk, competitive yields, the

variety of maturities, and a nonin-

flationary environment all contrib-

ute to the attractiveness of US
Treasury assets.

The need to finance deficits

nearly every year since World War
II has increased both the scale and

scope of the market for Treasury

securities. During the late 1950s

and early 1960s net borrowing by

the government seldom exceeded

$10 billion. By 1970 annual financ-

ing needs doubled to $20 billion,

quadrupled to $80 billion in 1980,

and rose nearly five-fold to $385

billion by the end of fiscal

year 1990 (see Chart 1).

Smooth absorption by the

public of such large quan-

tities of debt has led to an

expansion in the types

and terms of government

securities offered.

This article is an ex-

amination of the anatomy

of the debt and deficits of

the US government. 1

examine how the federal

government's appetite for

capital and the legislative

actions (or inactions) of

Congress have combined

to create the particular structure of

the US national debt today. I show
that the structure of the debt has

often been shaped by the inability

of Congress to enact timely debt

reform rather than by a careless

Treasury quest for untapped

sources of funds. Reform by fire

rather than foresight has occasion-

ally contorted the anatomy of the

debt and contributed to the costly

and inefficient acquisition of funds.

US Debt Maturity Structure

The maturity structure of debt

may be viewed as a schedule that

reflects the volume of debt to ma-

ture at each future point. The

schedule changes continually as the

debt flows toward maturity and as

new debt issues are added to the

nation's debt portfolio. Chart 2

illustrates the changes in maturity

structure from 1945 to 1990. Its

most notable feature is the rapid

build up of debt since the late

1970s, but this is only one aspect of

maturity structure. It is also impor-

tant to note that the pattern of debt

placement is not consistent through

time. It appears that the Treasury

does not or cannot maintain fixed

Chart l.US Government Deficits (Fn959-FY1990, $ billions)

$500 r

$385 billion -

proportions of debt at each matu-

rity. This is clearly evident in the

years following World War II when
long-term debt with original

maturities of 20 or more years was
allowed to advance toward matu-

rity without replacement. Long-

term issues reappeared in the early

1960s but again disappeared as

preference was given to issues ma-

turing in at most five years. By the

early 1970s medium-term issues

with maturities to 10 years were

sold regularly, as were limited

amounts of 20 to 30 year securities.

The resurgence of long-term debt

began in earnest in the late 1970s

and continues today, accompanied

by a flood of issues with maturities

up to 10 years.

Chart 3 is a composite of the first

and last "slices" of Chart 2, compar-

ing the nominal stock of debt at

year's end for 1945 and 1990.

Again, the most striking feature of

the chart is that the stock of debt in

1990 dwarfs even the war-swollen

1945 debt. Also clear is the fact that

the distribution is skewed in favor

of short maturities. While such an

imbalance is also evident in 1945, it

is much more pronounced in 1990.

Charts 2 and 3 clearly

illustrate that the maturity

structure of Treasury-

issued debt has shifted

through time. Presumably,

the maturity structure does

not emerge randomly.

Rather, it is determined by

a set of considerations. If

so, it is plausible to sup-

pose that the determinants

I960

:DRI

1965 1970 1975

'The views expressed in this

article are not necessarily those of

the Consumer Product Safety

Commission.
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of the maturity structure have

shifted over time. The exact nature

of these determinants is not imme-
diately obvious and is the subject

of the next section.

Determinants of Treasury

Debt Maturities

There are two pri-

mary sets of determi-

nants of the maturity

structure of federal

debt: economic determi-

nants and political de-

terminants. Economic
considerations include

minimization of interest

costs, minimization of

disruptions to financial

markets, and consider-

ations relating to

macroeconomic stabili-

zation. Political consid-

erations, however, su-

persede all economic

objectives because of

Congressional authority

to impose constraints on
the variety and volume
of debt issued.

Economic Determinants

There is a widespread belief that

the US Treasury, in discharging its

duty to finance the federal deficit,

exerts a tremendous impact on

world capital markets. Presumably,

Treasury operations have a bearing

on interest rates,

money supply, liquid-

ity, credit availability,

portfolio composition,

and wealth. It may be

that all are influenced

directly by the financ-

ing decisions of the

Treasury. The ready

acceptance of US gov-

ernment obligations

has made them the

most widely held se-

curities in the world.

But it is the sheer

magnitude of the out-

standing debt coupled

with an investor will-

ingness to hold it that

serve as the underpin-

nings for views relat-

ing to the ability of the

Treasury to affect

macroeconomic aggre-

gates through the

strategic management of the

federal debt.

There are three frequently cited

objectives of federal debt manage-
ment: interest-cost minimization,

debt neutrality, and macro-

economic stabilization.

Chart 3. Maturity Structure of Marketable Federal Debt
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Interest-Cost Minimization

Minimization of interest costs im-

plies that debt issues be adjusted to

the shape of the Treasury yield

curve. Because lower yields are

generally associated with shorter

maturities, costs are minimized, on

average, with the issue of shorter-

term securities. Consequently, it

would be plausible to expect that

the distribution of maturities be

heavily biased toward

short-term issues.

But a cost-minimiza-

tion strategy does not

always imply that the

Treasury will issue short-

term debt. During peri-

ods of economic weak-

ness there is a tendency

for long-term interest

rates to fall relative to

short-term rates. Indeed,

during such periods it is

not unusual for the yield

curve to become inverted,

with long-term rates actu-

ally lower than short-

term rates. There is an

incentive for the Treasury

to issue long-term securi-

ties during such periods.

In contrast, during peri-

ods of economic expan-

sion there is a tendency

for long-term rates to rise

relative to short-term

rates. Because short

maturities are more liq-

uid than long-term securities, a

policy of interest cost minimization

may be relatively stimulative over

long periods of time when com-

pared with a uniformly distributed

maturity structure or one that fa-

vors long-term issues. However,

the policy may tend to exacerbate

cyclical movements in the

economy. As suggested, the Trea-

sury has an incentive to issue long-

term debt during periods of eco-

nomic weakness. Such actions may
serve to moderate declines in long-

term rates. In periods of economic

strength, the Treasury has an incen-

tive to issue short-term securities.

Such actions serve to expand the

quantity of highly hquid assets,

thereby stimulating economic ac-

tivity. Table 1 shows that over two-

thirds of all marketable public debt

issued between 1946 and early 1991

(with original maturities of at least

one year) were sold with maturities

of three or fewer years. Structural

shifts could be examined in terms

of the foregoing set of conjectures.

Table 1.



Chart 4. Average Length of the Marketable Debt (privately held)

March 31, 1991

1945 1950 1955 1960

Source: Treasury Bulletin. June 1991

Political Determinants

To conclude that the bias in fa-

vor of shorter maturities illustrated

in Chart 2 is compelling evidence

in support of Treasury efforts to

minimize interest costs is prema-

ture. Close examination of the con-

straints imposed on the debt-

issuing authority of the Treasury

by Congress reveals that much of

the short-term security bias can be

explained by legislative inaction.

The failure of Congress to adjust or

remove interest rate ceilings on

bond issues and statutory limits on

maturity has occasionally resulted

in some US securities becoming

noncompetitive with similar debt

instruments issued by the private

sector. Shorter-maturity bills and

notes were by default issued in

quantities sufficient to satisfy the

entire borrowing requirements of

government, resulting in the

-For a detailed discussion of the con-

tents of Table 2 and the appendix

(p. 14) see the Handbook of Securities of

the United States Government and Federal

Agencies and Related Money Market

Instruments, 34th edition, Zwen A. Goy,

ed., New York: First Boston Corpora-

tion, 1990. Additional reference mate-

rial is found in the Treasury Bulletin

(various issues).

sharply skewed distribution of

maturities shown in Chart 2 and

Chart 3. As a result, the average

length of US debt generally de-

clined between 1947 and 1975,

when effective reform was finally

enacted (see Chart 4). The effect of

politics on the maturity structure of

the US debt is discussed in detail in

the appendix "Historical and Legis-

latively Imposed Determinants of

the Maturity Structure of Public

Debt" (see p. 14) and are summa-
rized in Table 2r

Table 2. Tlie History of Treasury Debt

Summary
The maturity structure of the US

government debt today is the prod-

uct of 75 years of legislative reform

instigated by economic necessity.

Seldom has Congress taken pre-

emptive action to ensure the effi-

cient financing of the deficits it

creates. Unfortunately, this has led

to a maturity structure character-

ized by frequent and large

refundings of short-term debt.

Only since 1988 has the US Trea-

sury been able to balance the matu-

rity structure through the issuance

of long-term bonds, unhindered by
anachronistic legislation.

Not all new debt issues are

placed at long or intermediate

maturities, providing at least anec-

dotal evidence that the Treasury

does try to lessen, to some extent,

the interest burden of the debt.

There is little evidence to suggest

that strategic management of the

debt is actively employed as an

economic policy instrument, but

its broad influence on financial

markets, investor portfolios, and

macroeconomic aggregates sug-

gests the existence of such a role.

1917 Passage by Congress of the Second Liberty Bond Act on September 24

grants regular debt-issuing authority to the Treasury subject to statutory

limitations.

1942 Passage by Congress of the Public Debt Act of 1942 authorizes the Treasury

to market securities at its own discretion subject to a 4V4 percent coupon

ceiling on bonds (then defined as debt instruments with maturities in

excess of five years).

1956 Market rates begin to rise above the iVt percent mark, making Treasury

bonds noncompetitive and restricting the Treasury to the issue of notes

(then subject to a maximum statutory maturity of five years).

1959 Congress authorizes a series of advance refundings with soon-to-mature

debt exchanged for long-term securities. By 1965 long-term rates rise far

above the iVt percent limit, making additional refundings impossible.

1967 Maximum maturity of notes increased from five years to seven years.

1971 Limited exemptions to the iVt percent limit on bonds granted.

1976 Maximum maturity of notes extended to ten years.

1988 Repeal of the 4'4 percent limit on November 10.
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Historical and Legislatively Imposed
Determinants of the Maturity Structure of Public Debt

The United States has a history of deficit-financed

government expenditure as old as the nation itself.

The American revolutionary government borrowed

from the general public to finance its v^^ar effort

against the British. War remained the chief reason

for government borrowing through the conclusion of

World War II in 1945. No regular debt-issuing au-

thority was vested in any specific government

agency until passage by Congress of the Second

Liberty Bond Act of September 24, 1917 (again under

the financial strains of war). The passage of this act

and subsequent amendments gave the US Treasury

authority to issue securities whose total face value is

not to exceed an amount set by Congress. Military

expenditures for World War II brought deficits that

were unprecedented in terms of their nominal size

and as a percentage of GNP. Absorption of such

massive quantities of debt required increased Trea-

sury discretion in the sale of government securities.

This much needed discretion came in the form of the

Public Debt Act of 1942. The provisions of this act

gave the Treasury the authority to sell government

obligations competitively or at prices fixed by the

Secretary of the Treasury and issued on a discount

or interest-coupon basis. Moreover, it imposed no

statutory Umits on the interest rates that may be

paid on bills, certificates, or notes. Treasury bonds

(then subject to a statutory maximum maturity of

just five years), however, were subject to a 414 percent

limit on their coupons. The hmit became a binding

constraint in the late 1950s when market yields

moved above the 4M percent mark. Although the

limit was an impediment to government financing

and introduced distortions into world capital mar-

kets. Congress was slow to react, and consistently

refused to repeal the ceiling for another 30 years.

Congressional refusal to Uft the 4'/4 percent ceiling

created severe distortions in the market for Treasury

securities because virtually all government debt had

to be issued with maturities of less than five years.

Concentration of government debt in short-term

issues became a matter of increasing concern, and

Congress finally agreed to a series of advance

refundings beginning in 1960 that allowed investors

to exchange their unmatured issues for longer-term

issues with higher yields, thereby lengthening the

maturity structure of the government debt. By

1965, however, market rates had risen far above

the 4'/i percent ceiling making any such advance

refundings impossible.

In 1967 Congress authorized lengthening the

maximum maturity of notes from five to seven

years. Because notes were not subject to the 4V4

percent limitation, the Treasury was free to sell

them at market rates. Again, the net effect was to

lengthen the average maturity of Treasury debt. In

March 1976 the maximum maturity on new notes

was raised again, this time to ten years and vdth

much the same effect (see Chart 4). Limited ex-

emptions from the 4V4 percent rule were granted

beginning in 1971 . While initially small—$10 bil-

lion—the exemptions soon ballooned to $270 bil-

lion, making the rate limitation essentially irrel-

evant. The 4V4 percent limitation was officially re-

pealed by Congress on November 10, 1988.

It is clear from this discussion that the maturity

distribution of marketable US government debt is

determined through a combination of market con-

ditions and deliberate actions of the Treasury, but

is ultimately a function of legislatively imposed

constraints on the debt-issuing authority of the

Treasury. The effects of legislation designed to

lengthen the maturity structure of debt are clearly

evident in Chart 4. The average time to maturity of

marketable debt rose from 1960 through 1965 in

response to the Treasury's early refunding offer.

Since exemptions from the 4Vi percent ceiling were

first granted in 1976, the average length of market-

able debt has increased steadily from its all time

low of 29 months in December 1975 to its latest

position at 72 months (as of March 1991).

Consideration of legislatively imposed restric-

tions on the sale of Treasury securities casts sub-

stantial doubt on the earlier observation that the

data presented in Charts 2 and 3 and Table 1 are

consistent with the goal of interest cost minimiza-

tion. In reality, it is the arbitrary distinction be-

tween bond and note, combined with interest ceil-

ings, that have the most significant influence on

average maturity.
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Larry E. Hochstetler Workers' Compensation Rates in Illinois:

A Comment

""t^" ohn Hamilton's discussion

I
published in the Illinois

^ Business Revieiv (Spring

1991, Volume 48, No. 1) of state

workers' compensation rates and

the role of the National Council on

Compensation Insurance (NCCI) in

determining them, raises a number
of issues, some of them substan-

tive, some bogus, and some deserv-

ing comment.

The article is rife with undocu-

mented suppositions. "On aver-

age," we are told, "self-insurance

probably costs between 20 and 40

percent less than the NCCI manual

rates, although the deviation is

great." It appears that this figure is

simply a guess, unsupported by

any data whatsoever.

Information about self-insurance

and its costs is rather scarce. Pre-

sumably, it affords some savings to

larger employers, but comparisons

are complicated. Since the firm is its

own customer, there is no need to

support agents to find the business.

However, claims-handling requires

tim.e and paperwork, and the em-

ployee time and costs allotted to

that function may not necessarily be

counted in the insurance function.

For example, claims-handling

may simply be run through an

employer's human resources de-

partment, with the costs involved

coming under another budget. Ap-

peals may be handled by legal staff-

ers or outside counsel, again with

costs coming under another budget.

At the same time, self-insured

employer costs involve a different

moral hazard. Employers making
the payments from their own re-

sources have a direct incentive to

enforce safety measures. However,

employers with standard coverage

can simply pass along the costs of

their losses to insurers. Thus, their

incentive to control their costs

through safety measures is often

thought to be somewhat less, but

that assumption ignores the effect

of the Experience Rating Plan.

Therefore, self-insured employ-

ers are more likely to assume all the

burdens implied by their workers'

compensation costs and devote

more energy to maintaining safer

workplaces. This is obviously a

desirable outcome, but not without

costs of its own. The mere likeli-

hood of lower overall losses will not

necessarily translate into lower

overall costs. Even when it does,

the superior moral hazard implicit

in self-insurers is its own reward

and cannot be assumed to apply to

the general run of employers.

We can turn now to the question

of "buggy whip manufacturing" or

"ice harvesting." It is true that the

NCCI Basic Manual of classifica-

tions includes "Ice Harvesting." As
Hamilton suggests, the origin of

this industry lay in the cutting of ice

from lakes and ponds.

A good discussion of the indus-

try can be found in The Americans:

The National Experience by Daniel

Boorstin, who points out that ice

was an early product of New En-

gland, cut from the local lakes,

stored in insulated boxes, and

shipped all over the world to re-

fresh the drinks of the affluent and

succor the feverish. Henry David

Thoreau watched ice being har-

vested and marvelled at the pros-

pect that the waters of his Walden
Pond might one day mingle with

those of the Ganges.

However, NCCI has long ac-

knowledged that "Ice Harvesting"

is a minor industry in contempo-

rary America, if it exists at all.

(Given the enthusiasm for organic

foods and bottled spring waters,

however, it would not be surprising

to see "air-speeded ice, cut from the

10,000 lakes of Minnesota" chilling

the Perrier in Rodeo Drive cafes, if

it does not already.) The category

persists only as a cross-reference to

classification code 8203—"Ice

Manufacturing and Storage,"

which produced about $10 million

of payroll in Illinois, according to

the 1990 advisory filing.

The other apparently nonsensical

or out of date classifications that

Hamilton mentions are also cross-

references to more contemporary

business operations. More than a

decade ago the Basic Manual was
reviewed with an eye to getting rid

of the archaisms altogether, but the

consensus favored continuing them

as cross-references to more substan-

tial classifications.

Other anomalies he reports are

more apparent than real. The rate

levels for classifications are based

on their own experience, and even

if "common sense" indicates that

one sort of business is less hazard-

ous than another, the record often

proves the opposite to be true.

Noncontact sports can produce

more injuries than contact sports, or

at least more claims-producing

injuries, as the data cited by

Hamilton suggests.

This is not as converse as it may
seem. A surprising number of chil-

dren are killed playing Little

League baseball each year, even

though baseball is a noncontact

sport. Ball players do not routinely

collide with each other, but they hit

and throw baseballs hard and er-

rantly. Injuries—including serious

ones—occur. Also, and perhaps

surprisingly to anyone who has
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watched the NBA playoffs or the

Final Four, basketball is considered

to be a noncontact sport, and it is

played on a hardwood floor, as

opposed to grass or Astroturf.

Hamilton's assumption that

there is something wrong with our

data because contact sports some-

times carry lower rates than

noncontact sports, is only that—an

assumption, and an intuitive one to

boot. Our rates are based on facts,

not suppositions or guesses—edu-

cated or otherwise, and when the

record indicates that noncontact

sports are the more hazardous, the

rates will reflect it.

As Casey Stengel liked to say,

"You could look it up." Our rate

level filings are public documents

filed with insurance departments in

every jurisdiction, and they are

open to inspection by anyone who
cares to do so.

Moreover, if the point is to dem-

onstrate how workers' compensa-

tion rates hurt business in a state,

this is a particularly ill-selected

example. Professional sport fran-

chises have been moved repeatedly

in the last four decades, with some

teams moving several times. 1 can-

not recall a single instance in which

high workers' compensation costs

were listed as the cause, or even

mentioned. If high workers' com-

pensation costs were actually the

problem, the Dodgers would still be

in Brooklyn, because New York

rates are lower than California

rates. North Carolina and Indiana

would be jammed with professional

teams because of their relatively

low rate levels.

Turning to more substantive

matters, in Hamilton's Table 1, de-

picting average workers' compensa-

tion rates by category, NCCI is

listed as the source of these data.

However, we did not publish this

table, and we do not publish aver-

age rates in this comparative man-

ner, or in any manner. Nor do we
categorize rates the way Hamilton

does in his graph.

This is not to say the data are

wrong. They may be perfectly

accurate, but in the absence of ef-

fective dates and any criteria upon
which each of the more than 600

classification codes was placed in

one of his five categories, it is im-

possible to say whether these data

are an accurate representation

of reality.

He uses an arithmetic average,

apparently, when a weighted aver-

age would be more appropriate,

given the variable incidence of in-

dustries throughout the country.

Each state has its own economy,

and comparing manufacturing rates

in a state with little or no manufac-

turing (like South Dakota) to a state

with a great deal of heavy industry

(like Illinois or California) can be

misleading. Moreover, the wage
levels upon which indemnity ben-

efits are based can vary consider-

ably from state to state.

His analysis also ignores the fact

that the workers' compensation

benefits themselves can vary con-

siderably from state to state. One
measure of comparison is the maxi-

mum weekly payment for a perma-

nent total disability. In Illinois that

amount is $646. The comparable

figure for Indiana is $294. If the

incidence of permanent total dis-

abilities in each state were identical,

which, of course, it is not, it would

obviously take more premium to

pay Illinois benefits than Indiana

benefits. The maximum benefits for

the other states Hamilton mentions

are: Iowa, $647; Kentucky, $353;

Michigan, $430; Missouri, $397; and

Wisconsin, $388. It should be noted

that comparison of total disability

is a rough way of comparing state

benefit levels, but no more so than

Hamilton's comparison of rates

with no sense of what those rates

purchase.

Some of the state-by-state com-

parisons border on the nonsensical.

It would seem to go without saying

that if you want to put up a build-

ing in Chicago, and you hire Illinois

workers to do the construction of

that building, you must pay Illinois

rates for workers compensation.

If it does not matter where you
put the building, then workers'

compensation rates might influence

your decision, but they will hardly

be the sole determinant. The Sears

Tower could have been erected in

Rapid City, but there is not much
point in putting a huge office tower

into a rural area lacking the popula-

tion to support it.

Indiana has long had compara-

tively low workers' compensation

rates, but there has been no notice-

able stampede of employers from

nearby states into Indiana. Indeed,

if the "low workers' compensation

rates attract business" thesis made
any sense at all, we would be see-

ing people and industry pouring

into Indiana and out of states like

Florida and California, where rates

are much higher. Of course, we see

nothing of the kind. Indiana's

population has been stable since

World War II, while California

and Florida have undergone explo-

sive growth.

Texas workers' compensation

rates have been increasing sharply

since 1987, just as the Texas

economy began to recover from the

recession brought on by the col-

lapse of oil prices in the early 1980s.

By midsummer 1991, the state's

workers' compensation system was

on the verge of collapse, following

one large rate level increase after

another. Yet, the state's economy
was weathering the national reces-

sion better than most.

If we seek an explanation for the

phenomenon, we must look some-

where rather than to workers' com-

pensation rates. The large question

of wealth of states and the eager-

ness of businesses to invest in them,

depends on many considerations

—

workers' compensation prices are a

relatively minor one.

In his conclusion, Hamilton sug-

gests that a state fund might influ-

ence costs, but here the history is
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mixed. California has a competitive

state fund and high costs. Ohio and

West Virginia have monopohstic

state funds but have not prospered

to the same degree as Washington,

which also has a monopolistic fund.

This probably has more to do with

the fact that the aircraft industry is

doing a lot better these days than

steel, autos, and coal rather than

with the mechanism for providing

workers' compensation insurance.

It goes without saying that the

costs of workers' compensation are

a consideration in deciding where

to locate a business, or whether to

remain or move elsewhere. The

point is that they are seldom the

decisive factor, and in many

instances are even irrelevant.

The Illinois economy rests on a

mature industrial and commercial

footing, and its workers' compen-
sation costs as measured in the rate

levels, reflect that fact—as well as

the decision of the legislature to set

benefits at their current levels.

A Reply from John Hamilton

Workers' compensation is important because of

the large number of dollars involved and the service

that is performed. In the manufacturing sector alone

workers' compensation insurance costs are approxi-

mately $25 billion per year. That is about one-fourth

of the profits reported by US manufacturing firms in

the average year. But the effects of workers' com-

pensation costs on the economy go far beyond the

dollars paid to insurance companies and include

considerations of equal treatment, barrier-to-entry,

location, and free markets.

Large firms, through self-insurance, can dramati-

cally reduce their workers' compensation costs;

small firms usually cannot self-insure. I have exam-

ined the self-insurance records of approximately 50

large companies. Well-run, financially stable compa-

nies had workers' compensation direct costs 80 to 50

percent lower than costs based on manual rates. Less

stable companies paid about twice as much in claims

as their insurance costs would have been. Most com-

panies that self-insure are the well-run, stable vari-

ety, and thus my estimate that self-insurance prob-

ably costs, on average, between 20 and 40 percent

less than NCCI manual rates appears valid.

One reason it is important to note that in a pair of

rates, one may be higher in one state and the other

rate higher in the second state is what that implies

about the NCCI rate-making process. It implies that

not only do benefit and pay-level differences cause

rate differentials between states, but also that the

claims experience of existing employers results in

rate differentials between states. Thus, unsafe, claim-

prone firms operating in a state cause higher rates in

that particular state for that particular industry.

These higher rates may, in turn, operate as barriers

to entry to new, potentially safer firms.

It is clear that a cost equal to one-fourth of profits

affects location decisions. One national study of the

busiriess climate in each state ranks the states on the

basis of benefit costs per workers' compensation

case. This is, of course, a disadvantage for Illinois

because of relatively high wages (on which benefits

are based) in Illinois. A more evenhanded compari-

son of workers' compensation insurance costs is not

available; in particular, it is not available from the

NCCI. The NCCI formerly published an average

workers' compensation rate for each of the states for

which it set rates. The last comparison was pub-

lished in 1986. The 1986 comparison used rates from

four different years for various states and different

payroll periods for various states. Nevertheless, it

was better than no information, and many used it to

compare states. NCCI's response to the dissatisfac-

tion of users of that comparison was to discontinue

it rather than to improve it.

The federal and state governments require com-

panies to provide workers' compensation insurance.

Government allows the insurance companies, oper-

ating through the NCCI, to act in concert to set rates.

The difference in costs between self-insurance and

coverage provided by insurance companies suggests

the possibility of a high level of profits for insurance

companies. It is the responsibility of government,

having required the insurance, to ensure that the

insurance industry does not profit to such an extent

that all other industries are harmed.
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Illinois Business Statistics

rhanges in the level of bor-

rowing by businesses and
s home buyers provide evi-

dence of the strength of demand
for credit in the US economy. There

is a view that recovery from the

recession that began in July 1990

has been slowed by the reluctance

of businesses and home buyers to

acquire new debt. There is also a

view that the supply of credit has

been curtailed by a tightening in

lending standards. In any event, in

view of declines in other market

interest rates, the Federal Reserve

has lowered the discount rate (the

rate the Fed charges commercial

banks for short-term loans) four

times since late 1990.

Chart 1 shows a sharp drop in

the prime lending rate (the short-

term rate banks charge their best

business customers) during the

first half of 1991 as well as a

gradual decline in the rate charged

on conventional mortgages. Chart 2

shows corresponding stronger-

than-seasonal increases in the value

of residential and industrial con-

struction in Illinois, typically

funded through borrowing.

Chart 1. Value of Residential and Industrial Construction
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Paul Newbold and
Stephen F. Quinn

Illinois Economic Forecast 1992^

Fconomic activity in Illinois

is expected to quicken in

1992, according to projec-

tions of the Illinois Econometric

Model. The forecasts show a mild

expansion in real gross state

product from the mild contraction

experienced in 1991. In conse-

quence, employment will increase

very little, if at all. As in recent

years, the services-producing sector

of the economy is expected to

outperform the goods-producing

sector in terms of output and

employment.

Broad movements in the national

economy will inevitably be re-

flected in the state economy. The

challenge of economic forecasting at

the state level is to anticipate how
movements in the Illinois economy
will deviate from shifts in the

national aggregate. For 1992, the

Illinois economy will enjoy stronger

growth than in 1991, but the state's

growth rate will not match the

national rate.

The National Economy
The forecasts generated by the

Illinois Econometric Model are

based on national forecasts pro-

duced by Data Resources, Inc. and

the WEFA Group. Given recent

trends in the national economy,

both DRI and WEFA make projec-

tions for a number of sectors of the

economy, including gross national

product, employment, inflation,

and interest rates.

The Recession and Recovery

In the aggregate, the recession

now appears to have been rela-

tively mild. Although the recession

fit the "official" definition with two
consecutive quarterly declines in

real gross national product in the

fourth quarter of 1990 and the first

half of 1991, data suggest that it was
quite mild by historical standards.

Of course, aggregate data conceal

differences in individual sectors of

the economy. The downturn has

been sharp in some sectors, such as

automobiles and real estate. Other

sectors actually showed improve-

ment. One bright spot in the

economy was exports, which grew
far more rapidly than imports and

contributed to a dramatic improve-

ment in the US balance of trade.

Growth in exports can be partially

attributed to the decline in the value

of the dollar in 1990. Unfortunately,

the balance of trade may not be

maintained for long at the current

level. Increased consumer spending

will draw in more imports, and,

barring a further decline in the

dollar, exports may slow. If reces-

sions in other countries are pro-

longed, sluggish growth in exports

is likely.

Just as the recession was mild, it

is expected that the recovery will be

far from robust. Concerned about a

"double dip" recession, economists

agree that economic growth paused

in the fourth quarter of 1991.

However, the national economy
will recover in 1992. There is some
disagreement on the strength of the

recovery through 1992, but it is

generally agreed that it will not

match the strength with which the

economy has emerged from some
recessions in the past. To a large

extent, the strength of the recovery

depends on consumers. Measures

of consumer confidence rose

sharply following the conclusion of

hostilities in the Middle East.

However, consumer confidence

then fell in the latter half of 1991.

There is also some concern about

the degree to which debt in all

sectors of the economy will inhibit

consumption.

Real Gross National Product

and Employment
A look at recent gains and de-

clines in real gross national product

sheds light on the severity of the

recession and the strength of the

recovery. Real gross national prod-

uct grew by 2.5 percent in 1989,

compared with only 1.0 percent in

1990. This decline marks the begin-

ning of the recession. It is expected

that real GNP will have fallen by a

modest 0.5 percent by the end of

1991. The slight drop indicates that

the recovery tha began this year has

not quite offset the early, reces-

sionary months.

For 1992, economic forecasters

are predicting various levels of

growth in real GNP. The WEFA
group predicts 2.9 percent growth

in GNP, while DRI foresees slightly

more modest growth of 2.4 percent.

If these predictions are accurate and

real GNP recovers to these levels,

the recession of 1990-1991 will be

seen as a minor blip in a picture of

steady, if unspectacular, economic

growth over several years.

Although public discussion

tends to focus on unemployment,

the number of people actually

employed provides a more reliable

picture of the labor market. Because

the unemployment rate is a ratio of

the number of people employed to

the number in the work force, there

is room for error both in counting

the employed and estimating the

size of the labor force.

'Adapted from an article in the 2992 Ulinois

Economic Outlook.
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Chart 1. Real Illinois GSP



economic event. However, because

Illinois fared slightly better than the

nation as a whole in the down-turn

period, the state is expected to grow
with less vigor than the rest of the

nation during the recovery. Never-

theless, Illinois' s performance during

the recent recession and recovery

compares favorably with its severe

decUne during the recession of the

early eighties.

Real Gross State Product and

Employment
Illinois real gross state product

grew by 1.2 percent in 1989 and by

2.2 percent in 1990. We now expect

a decrease of 0.3 percent in 1991, a

better performance than the

nation's 0.5 percent decline in GNP.
For 1992, however, the Illinois

Econometric Model predicts growth

of just 2.2 percent, which is below

the levels forecast for the national

economy. Chart 2 shows the pro-

jected decline in Illinois GSP as a

percent of gross national product.

The figures suggest that the recent,

relatively strong position of Illinois

with respect to the nation may have

been a temporary effect of the

recession.

The employment sector is

expected to reflect the small growth

in the state economy in 1992. Total

nonfarm employment in Illinois

grew by 2.3 percent in 1989 and by

1 percent in 1990. Following the 0.2

percent growth rate projected

through 1991, we expect an 0.2

percent decline in Illinois employ-

ment in the coming year. Thus, the

state economy will have created

virtually no new net jobs over a

period of two years. Chart 3 shows

that although the absolute number
of Illinois jobs shrank during the

recession, the state's share of US
employment grew. However, the

chart also shows that state employ-

ment will have declined relative to

that of the nation during the

recovery.

Real Personal Income and

Retail Sales

Illinois real personal income will

rebound with more vigor than other

economic measures. Since net

employment will not grow in 1991

or 1992, much of real gross state

product recovery will be in terms of

per capita income. In 1991, the lack

of growth in Illinois employment
will be met with an 0.8 percent

increase in real personal income.

The gap between income and

employment growth will widen in

1992 with real personal income

growing 4.4 percent and employ-

ment shrinking 0.2 percent. The

reluctance on the part of employers

to hire new workers implies that

additional real output will manifest

itself as higher wages for existing

workers.

A strong resurgence of retail

sales, measured in 1982 dollars, will

accompany personal income

growth in 1992. After the recession

year of 1991, retail sales are ex-

pected to grow by as much as 6.8

percent in the coming year. Growth

in retail sales will outstrip income

growth, as consumer confidence

returns in 1992. This growth in

consumption and the rising

personal income constitute the

encouraging measures of economic

activity in 1992.

Goods and Services

Our aggregate data and forecasts

camouflage important differences

between sectors of the Illinois

economy. The economy can be

divided into two main sectors, a

goods-producing sector and a

services-producing sector. The
goods-producing sector consists of

mining, construction, and manufac-

turing; services-producing activities

include government, transportation,

business and household services,

retail and wholesale trade, finance,

insurance, real estate, and utilities.

In 1991, the services-producing

sector did much better than the

goods-producing sector and is

expected to continue to achieve

relative gains in 1992. Gross state

product related to the production of

goods fell 5.7 percent in 1991, while

GSP associated with services rose

1.9 percent. For 1992, we expect a

2.8 percent growth in services,

compounded with an 0.1 percent

decline in goods.

The same picture emerges when
we look at total employment in

Chart 3. Illinois Employment as a Percent of US Employment

6

1976

i of Labor Statistics
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Chart 4. Percentage of Illinois GSP Shift in Share from Goods- to Services-Producing

Sector

1975 1980 1985

Source: Illinois Department of Commerce and Community Affairs

these sectors. In 1991, employment

in goods-producing industries fell

by 1 .4 percent, and a further drop of

1.5 percent is expected in 1992. In

con-trast, employment in services is

expected to increase by 0.7 percent

in 1991 and 0.2 percent in 1992.

The shift from goods production

to services production is not

restricted to the Illinois economy,

nor is the phenomenon a recent

development. Charts 4 and 5 show

the shift in percentage share of total

GSP and employment from goods-

producing sectors to services-

producing sectors. In the cases of

both gross state product and

employment, the increase in the

relative importance of the services-

producing sector is clear. The

forecasts generated by the Illinois

Econometric Model are no more

than extrapolations of such long-

run state and national trends. Our

forecasts are based upon the view

that growth in the Illinois economy

will be increasingly dependent on

the health of the services sector.

Remarkable divergences also

occur within sectors. The recent

strength of exports noted earlier has

helped machinery manufacturing

outperform other industries in the

goods-producing sector. Machinery

producers are expected to employ

more workers in the upcoming years,

while other manufacturing industries

face declines in employment (Chart

6). Moreover, the lone success of

machinery manufacture seems to

break with historical precedent, but

this may be attributed to the recent

influence of foreign demand.

Illinois and the National

Economy
The story of the economic decline

of Illinois relative to the United

States in the 1970s and the first half

of the 1980s is well known. It is

perhaps less well known that the

deterioration of the Illinois econ-

omy relative to the nation as a

whole was arrested in the second

half of the last decade. Indeed, in

light of the Illinois economy's

improved relative performance

during the recent recession com-

pared with that of the nation as a

whole, there appears to be hope for

a reversal of the downward trend.

Unfortunately, as Charts 2 and 3

show, when our forecasts are

grafted onto the historical record, a

pattern of relative decline re-

emerges. From 1985 through 1991,

Illinois has performed weU compared

with the rest of the nation, but the

forecasts indicate some renewed

deterioration in the economic

position of Illinois relative to the U S.

Although long-run trends in the

divergences in developments in

Illinois from national developments

become readily apparent after the

event, short-run divergences over a

year or two are typically small.

Chart 5. Percentage of Illinois Employment Shift in Share from Goods- to Services-

Producing Sectors

1975 1980

Source: Bureau of Labor Statistics

Illinois Business Review/ Winter 1991



Chart 6. Illinois Machinery Employment and Other Durable Goods Employment
(thousands)

1975 1980

: Bureau of Labor Statistics

Therefore, the probabiHty of

incorrectly projecting relative state

performance from national forecasts

is far from trivial. Last year, the

Illinois Econometric Model cor-

rectly anticipated that the Illinois

economy would do significantly

better than the U S economy in

1991. For 1992, we expect the

Illinois economy to expand, but at a

slower rate than the national

economy and total Illinois employ-

ment to remain nearly constant.

g Annualized Quarterly Percentage Change—



William R. Bryan and

Charles M. Linke
The Earnings Impact of Age, Education,

Race, and Gender

eing middle-aged, well-

educated, white, and male
* enhances earnings. Al-

though these findings are not sur-

prising, the reader may be inter-

ested in the specific benefits that

attach to each of these attributes.

Loosely speaking, each addi-

tional year of experience during an

individual's third decade of life

expands real earnings by 1-2 per-

cent; during that same decade each

additional year of education in-

creases earnings by more than 10

percent; being white, rather than

Hispanic or black adds about 15

percent to average earnings; and

being male adds more than 30 per-

cent. As suggested, these averages

are rough approximates. Their

meaning is clarified substantially if

looked at in context.

The Data
Quite apart from its decennial

census, the Bureau of the Census

conducts a monthly population

survey as part of its continuing

effort to keep track of demographic

developments. The March survey

typically concentrates on earnings

and income. In October 1991 the

Bureau of the Census published

results of its 1991 March survey

(Money Income of Households,

Families, and Persons in the United

States: 1990, Bureau of the Census,

US Department of Commerce,

Series P-60, No. 174, 1991). Data

from this survey, which reports

earnings for the preceding year,

differentiate between and among
the earnings of males and females;

whites, blacks and Hispanics; vari-

ous levels of educational attain-

ment, and various categories of age

(Table 29, pp. 128-155 and Table 30,

pp. 156-159).

In order to present the data in the

formats used in the charts and

tables of this article, interpolations

were made based on common sta-

tistical techniques (see the box).

These permit the data to be pre-

sented year-by-year fashion, rather

than in unwieldy age intervals.

The Bureau of the Census does

not report data in instances in

which their sample base is less than

75,000. Consequently, for females

generally and male Hispanics and

blacks they are unable to report

earnings data relating to all educa-

tional categories in each of their age

groupings. These problems were

more prominant among those born

in the 1930s and 1940s than those

born more recently. If it is possible

to determine missing values, we do

so. Otherwise, the estimates we
show constitute interpolations be-

yond the range of the data we use

for estimation. These data problems

make us tentative in our interpreta-

tion of race and education statistics.

Life Cycle of Earnings
Earnings tend to begin low, rise

well through middle age, then de-

cline during the final years of an

individual's work life. Presumably,

this pattern of earnings is a reflec-

tion of the changes in an indi-

vidual's productivity. In turn, the

changes in productivity emerge

from the gains associated with ex-

perience in the work force. Because

the data presented here are cross-

sectional— that is, they are obser-

vations taken at a single point in

time, they do not reflect the changes

in productivity that relate to changes

in technology and, therefore, emerge

with the passage of time. By virtue of

that shortcoming, the data understate

life cycle earnings.

For both men and women, the

life cycle of earnings show increases

The general approach taken in preparing the estimates described

herein is to view annual earnings as emerging from the following

multiplicative process:

Y = (R) X (G) X (T) X (LC)

where
R = race,

G = gender,

T = training, and

LC = life cycle.

In the work at hand, dummy variables (either 1 or 0) were used to

stand in the place of white (W), black (B), or Hispanic (H); male (M)

or female (F); and training was measured in terms of educational

achievement. With respect to educational achievement, dummy vari-

ables were used to represent the following levels of education: eight

years or less (El), 1-3 years (E2), and four years of high school (E3), 1-

3 years (E4), four years (E5), and five or more years of college (E6).

Finally, the life cycle factors (LC) are estimated with an age variable

(A) and, in order to take account of nonlinearity in the variable, age-

squared (A^). In addition, interaction terms were used between race

and education.

8 Illinois Business Review/Winter 1991



Chart 1. Life Cycle of Earnings



entering the work force at age 22;

while those with five or more years

of college are shown as entering the

work force at age 24. In each case, it

is assumed that the hypothetical

earners are new entrants into the

work force. The alternative worklife

estimates are the average of data

relating to men and women. The

expected working life estimates the

number of years a worker of a spe-

cific sex-age-education configura-

tion is expected, on average, to con-

tinue his/her participation in the

labor force. (For a discussion of the

concept and for data see Worklife

Estimates: Effects of Race and Edu-

cation, US Department of Labor,

Bureau of Labor Statistics, Bulletin

2254, February 1986.)

Suppose that a 16-year-old is

considering the value of his or her

high school education and is con-

sidering the value of additional

education. It is reasonable to ask

whether the higher earnings avail-

able to a high school graduate are

sufficiently great to compensate for

the fact that an individual must
delay entrance into the work force.

Even though earnings received later

are inherently less valuable than

earnings received now, there is a

likelihood that money earnings will

rise in the future. Moreover, there

are out-of-pocket costs associated

with attending college. Hence, it

may be reasonable to draw com-

parisons between the costs of at-

tending college and the anticipated

future returns. The clear differences

introduced by education are shown
on Chart 2, and are summarized

with regard to race and gender in

Table 1.

Considering the summary statis-

tics in Table 1, shown as weighted

averages in the right-hand column,

high school graduates have an aver-

age earnings capacity of $760,278

(stated in 1991 dollars), nearly 58

percent more than a person with

one to three years of high school

and almost 82 percent more than a

worker with an eighth grade educa-

tion or less. Similarly, a person with

four years of college shows lifetime

earnings of $1,273,835, nearly 70

percent greater than a high school

graduate and more than 31 percent

greater than a person with one to

three years of college (Table 1).

Finally, a person with five or more
years of college shows lifetime earn-

ings of $1,481,290 on average, 16.3

percent more than a college

graduate and nearly twice the life-

time earnings of a high school

graduate.

Part of the difference in lifetime

earnings among those with differ-

ent levels of education reflects the

way this article has portrayed the

concept of working lives. For ease

of exposition, a person's worklife is

depicted as though it begins at, say,

18 years of age for a male high

school graduate, then extends con-

tinuously for the next 37.9 years. As
a consequence of this approach,

those who enter the labor force at

an early age are shown as having

their working life concentrated in

the lower end of their potential life

cycle of earnings. Conceptually,

however, the 37.9 is not really a

sum of years; it is a sum of prob-

abilities. Each probability entering

the sum is the probability that the

18-year old male high school gradu-

ate will be in the workforce at suc-

cessive years in the future. That

future runs to an age well into the

late seventies (where it is trun-

cated). Notwithstanding the exposi-

tional bias, we are confident that

our interpretations of the data are

not misleading.

8th grade or less

1-3 years high school

4 years high school

1-3 years college

4 years college

remaies

White Hispanic Black Average*
-'-

418,496

White Hispanic Black White Hispanic Black

510,856 449,712 474,764 226,762 215,845 206,887

(34 yrs.) (34 yrs.) (34 yrs.) (21.5 yrs.) (21.5 yrs.) (21.5 yrs.)

<i11 I1d R7"; Qfii; t;^? R77 •>f0 1i.'y '>7.li.(.A9. 7il1 17Q

215,845

(21.5 yrs

234,648

206,887

(21.5 yrs

241,179 481,823611,414 575,965 537,872 282,742 234,648 241,179

(33.4 yrs.) (33.4 yrs.) (33.4 yrs.) (20.9 yrs.) (20.9 yrs.) (20.9 yrs.)

998,952 810,259 756,810 479,234 444,258 433,210 760,278

(37.9 yrs.) (37.9 yrs.) (37.9 yrs.) (27.9 yrs.) (27.9 yrs.) (27.9 yrs.)

1,228,183 1,063,127 1,022,247 641,654 642,549 609,962 971,174|H
(38.5 yrs.) (38.5 yrs.) (38.5 yrs.) (30.3 yrs.) (30.3 yrs.) (30.3 yrs.) ^*

1,603,192 1,380,846 1,222,939 774,070 736,104 811,090 1,273,835

(37.1 yrs.) (37.1 yrs.) (37.1 yrs.) (28.9 yrs.) (28.9 yrs.) (28.9 yrs.)

5 years college or more 1,795,990 1,988,979 1,392,919 900,096 791,142 782,695

(35.6 yrs.) (35.6 yrs.) (35.6 yrs.) (27.3 yrs.) (27.3 yrs.) (27.3 yrs.)

Average* 1,208,434 827,208 851,410 591,143 465,334 517,668

*Worklife estimates are in parentheses; averages are weighted by number of persons in each category.
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Timothy J. Gallagher and

Ralph V. Switzer
People and Corporations: Who Takes

Responsibility?

"Did you ever expect a corpo-

ration to have a conscience, when

it has no soul to be damned, and

no body to be kicked?"

Edward, Lord Chancellor of

England'

The role of managers of cor-

porations has received

much attention in business

literature, but there has been little

focus on ethical considerations.

There is often a conflict between

the interests of the managers of a

corporation and the owners, the

stockholders.

A corporation serves many dif-

ferent constituencies. It has stock-

holders, officers, managers, em-

ployees, customers, suppliers, a

board of directors, and a commu-
nity within which it operates. We
often hear calls for "corporate re-

sponsibility," but that term is often

left undefined. In fact, it has no

meaning unless it is defined within

some ethical framework.

We attempt to identify some of

the ethical issues that should be

considered when formulating poli-

cies consistent with corporate re-

sponsibility. As we point out, these

cannot be the exact same principles

that guide individuals or propri-

etorships and partnerships.

What is a Corporation?
Corporations are the entities that

generate most of the private sector

economic activity in this country. A
corporation can own property, pay

taxes, sue and be sued in a court of

law. It can even be named as a de-

fendant in a criminal case. It can

pay fines, but it cannot go to jail. All

of the corporate actions are inde-

pendent of the actions of the

owners or managers of the corpora-

tion. The corporation is a separate

legal entity, having many of the

same rights and responsibilities as

natural persons.

The US Supreme Court has fre-

quently had to deal with the ques-

tion of the legal status of a corpora-

tion. The following are some of the

court's findings about the definition

of a corporation:

A "corporation" is a mere

creature of law , invisible, intan-

gible, and incorporeal, and the

corporate name represents per-

sons who are members of the

corporation.

-

A corporation is an artificial

being, invisible, intangible, and

existing only in contemplation of

law?

A corporation, although it is

an artificial being invisible and

intangible, is a 'person' for cer-

tain purposes in contemplation of

law?

These comments make it clear

that a corporation is a creation of

law, but it is a fictitious creation.

We pretend that it exists and give

this artificial construct certain rights

and responsibilities under the law.

Ethical responsibilities, however,

cannot be met by an "artificial per-

son." Natural persons—corporate

directors, officers, and managers

—

can act either ethically or unethi-

cally. An artificial person can do

neither. It is necessary, therefore, to

identify the ethical issues that the

natural persons working as agents

for, or on behalf of a corporation,

should consider.

Misconceptions about

Corporations
Corporations are not very popu-

lar institutions. Public opinion polls

often show that the public want to

tax corporations more heavily than

they are currently. If additional tax

revenues must be raised, an in-

crease in the corporate income tax

rate is typically much preferred to

an increase in the individual income

tax rate.

It must be asked, however, who
pays the corporate income tax? An
artificial person cannot truly pay a

tax: Only natural persons can ulti-

mately pay a tax. Wealth is ulti-

mately owned by natural persons

regardless of the entity holding

title. Is the corporate income tax

paid by the owners, the stockhold-

ers? Perhaps employee salaries are

lower than would otherwise be the

case, and the tax is therefore paid

by the employees. The cost of the

income taxes owed by the corpora-

tion could be passed along to cus-

tomers, in the form of higher prices,

and paid by them. This is one of the

political appeals of the corporate

income tax. No one is sure who
pays it. People who do not know
they are paying a tax are less likely

to complain to their political repre-

sentatives about that tax.

' The Oxford Dictionary of Quotations (3rd

Edition 1980) p. 550.

-U.S. Ga. 1809. B«nA- of U.S. v. Deveaux, 9 U.S.

61,5Cranch61,3L.Ed. 38.

'U.S. N.H. 1819. Trustees of Dartmouth College

V. Woodward, 17 U.S. 518, 4 Wheat. 518, 4

L.Ed. 629.

"U.S. Ala. 1839. Bank of Augusta v. Earle, 38

U.S. 519, 13 Pet. 519, 10 L.Ed. 274.
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Likewise, a corporation cannot

truly pay a legally imposed govern-

ment fine, nor punitive damages
from a civil lawsuit. Texaco corpo-

ration was named as a defendant in

a suit filed by Pennzoil corporation,

the plaintiff. Note that both the

plaintiff and the respondent in this

action were corporations. The jury

found that Texaco had interfered

with a legal contract between

Pennzoil corporation and Getty Oil

corporation. This jury found that

Texaco owed damages in excess of

$10 billion to Pennzoil. When ques-

tioned by a reporter after the trial, a

juror said that they wanted to "send

a message" to big corporations that

this kind of behavior would not be

tolerated by society. A large part of

the award was for punitive dam-
ages rather than actual damages.

Punitive damages (designed to

punish the defendant) are assessed

independently from compensatory

damages (designed to pay for the

actual loss to the plaintiff). In effect,

Texaco corporation was being pun-

ished for unethical behavior.

How can an artificial person,

such as Texaco corporation, behave

unethically? How can it be pun-

ished? Soon after the jury made this

award in favor of Pennzoil (shortly

thereafter scaled down to $3 billion

in a post-trial settlement), Texaco

fired thousands of employees and
filed Chapter 11 bankruptcy pro-

ceedings. The stock price plum-

meted. The message had been sent.

Who actually paid the damages,

and to whom was the jury sending

the message?

The problem was that those who
bore the brunt of the punishment

were completely innocent natural

persons, the employees and stock-

holders. Those persons in top man-
agement whom the jury found to

have breached a legal contract be-

tween Pennzoil and Getty Oil bore

little of the burden of the fine that

had to be paid in accordance with

the settlement. In fact, the settle-

ment, reached after the trial in order

to get Texaco to give up its right to

appeal, specifically indemnified

Texaco management from any li-

ability. It is unlikely that this is the

outcome that the jury had in mind
when it sent its message.

Innocent employees were fired to

save enough money to help pay the

fine. On the other hand, the stock-

holders knew, or should have

known, that one of the risks of cor-

porate ownership is the risk of loss

if the corporation loses money for

whatever reason, including litiga-

tion. It is probably disconcerting,

however, for the stockholders to see

their investment plummet in value

because of unethical conduct by

managers left essentially unscathed

in the wake of this incident. All

pain is borne by other natural per-

sons, who are essentially innocent

parties. The legally guilty corpora-

tion, which cannot feel pain, is

"punished" for the sins of largely

unpunished managers.

Furthermore, in the event that a

director, officer, or manager should

happen to be sued personally for an

official act as an agent of the corpo-

ration, most corporations have in-

cluded within their articles of incor-

poration an indemnification clause

that seeks to indemnify such an

agent from any subsequent finding

of liability. The following is similar

to a standard clause found in most

corporation articles:

Poiver to Indemnify—Third

Party Actions.

The Corporation shall have

poioer to indemnify any person

who was or is a party or is threat-

ened to be made a party to any

threatened, pending, or completed

action, suit, or proceeding,

whether civil, criminal, adminis-

trative, or investigative (other

than an action by or in the right

of the Corporation) by reason of

the fact that he is or zvas a direc-

tor, officer, or employee or is or

was serving at the request of the

Corporation as a director, officer,

employee, or agent of another

corporation, partnership, joint

venture, trust, or other enter-

prise, against expenses (including

attorney's fees), judgments, fines,

and amount paid in settlement

actually and reasonably incurred

by him in contjection with such

action, suit, or proceeding if he

acted in good faith and in a man-

ner he reasonably believed to be

in or not opposed to the best

interests of the Corporation, and,

with respect to any criminal

action or proceeding, had no

reasonable cause to believe his

conduct ivas unlawfyl. The ter-

mination ofany action, suit, or

proceeding by judgyitent, order,

settlement, conviction, or upon a

plea of nolo contendere or its

equivalent shall not of itself cre-

ate a presumption that the person

did not act in good faith and in a

manner which he reasonably

believed to be in or not opposed to

the best interests of the Corpora-

tion, and, with respect to any

criminal action or proceeding,

had reasonable cause to believe

that his conduct zvas unlawfyl.

In addition, most corporate ar-

ticles provide that expenses in-

curred in defending a civil or crimi-

nal action brought against a direc-

tor, officer, employee, or agent will

be advanced and paid by the corpo-

ration prior to the final disposition

of the case. Most articles of incorpo-

ration will include an insurance

clause that provides that the corpo-

ration will have the power to pur-

chase and maintain insurance on

behalf of any present or former

director, officer, employee, or agent

of the corporation. This insurance

will compensate for any liability of

such a person for expenses incurred

arising out of the employment as

such, whether or not the corpora-

tion would have the power to in-

demnify the agent against such

liability under other sections.

Corporations are frequently fined

for violation of employee safety and

pollution laws. Only rarely are natu-

ral persons, responsible employees
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or managers, prosecuted for these

crimes. When this does occur,

sometimes natural persons go to

jail. However, the corporation,

which cannot be sent to jail, often

pays a fine that is ultimately paid

by some unspecified and innocent

natural persons. A change in the

human organizational culture of

the corporation is more likely to

curb undesirable behavior than

monetary fines.

There are cases in which natural

persons have been held responsible

for their actions in behalf of a cor-

poration. In California the Corpo-

rate Criminal Liability Act makes it

possible to prosecute managers of

corporations for knowingly allow-

ing harmful situations to exist for

the corporation's workers. Penalties

may include fines and/or imprison-

ment for these managers. In 1985,

three executives from Film Recov-

ery Systems Corporation in Illinois

were convicted of crimes relating to

the death of an employee at the

company. This employee died

when exposed to cyanide fumes on

the job. These verdicts were later

overturned on appeal. In 1987, two
New York men were convicted of

recklessly endangering the lives of

57 employees exposed to toxic mer-

cury vapors. The potential for more
than an Occupational Safety and

Health Administration (OSHA) fine

to the corporation clearly exists for

today's managers, at least in some
states. The probability that an indi-

vidual will be held accountable for

decisions made on behalf of a cor-

poration, however, is still quite low.

is still quite low, however.

These cases depict rare examples

of criminal prosecution of corporate

executives. Civil cases against cor-

porate executives are also rare.

Much of the money lost by failed

banks and savings and loan associa-

tions was the result of executive

fraud or mismanagement. Only a

tiny fraction of this money will ever

be recovered from the individuals

responsible. The rest will come
largely from the US taxpayers.

How Should Corporations

Operate?
Do corporations have obligations

to the communities in which they

are located? Most people would say

yes. The question must be asked,

however, just what are the rights of

the owners, the stockholders? If a

plant that employs a significant

percentage of a town's citizens is a

chronic money loser should it be

closed? If the corporation decides to

shut it down, the town will likely

suffer. If the plant is kept open, the

stockholders who own the corpora-

tion will be hurt.

This loss, borne by the stockhold-

ers, will probably be spread more
thinly than if the employees are

asked to sacrifice their jobs. It is not

this simple, however. Are there

other, more productive jobs, that

these fired employees could find?

Maybe the economy would be bet-

ter off if these employees left this

inefficient plant and went to work
at a more efficient one. How many
jobs should the stockholders of a

corporation be asked to subsidize?

How do corporate officers and di-

rectors make this decision? How do
they balance their responsibilities to

the community, if any, and their

fiduciary responsibilities to the

stockholders?

Do the rights of the owners of a

corporation differ from the rights of

the owners of a partnership or pro-

prietorship company? If you
worked as a cashier for Mr. and

Mrs. Johnson's Mom and Pop Gen-

eral Store you would not unilater-

ally take money from the cash

drawer to give to a charity. Taking

it without permission from Mr. and

Mrs. Johnson's cash drawer would

be unethical.

When a corporation donates

money to charity or builds a park in

the community where it is located,

this is usually praised. The money
donated, however, belongs to the

stockholder owners and is typically

donated without a vote of stock-

holders. How is this different from

taking the money from Mr. and

Mrs. Johnson's cash drawer? Why is

one of these actions praised and the

other condemned?
Lawyers would argue that the

corporate directors, officers, and
managers who donate company
funds to charity or to the commu-
nity are protected by the "business

judgment rule." This is a judicial

rule that says that managers have

wide latitude to represent the stock-

holders for whom they are agents.

The business judgment rule has

been used to grant to managers
wide discretion in conducting the

affairs of the corporation. This has

included passing "poison pill" pro-

visions for inclusion in the corpo-

rate charter in order to ward off

"hostile" takeovers and to reject

unwanted (by management) merger

offers. It is difficult to argue that a

purchase offer of twice the current

price of a company's stock is con-

trary to the best interests of the

stockholders. Management, using

the business judgment rule as justi-

fication, has rejected such offers for

some companies. The courts have

been reluctant to substitute their I
own judgment for that of these '
corporate managers.

As a result of takeover battles in

recent years, a majority of states

have adopted new legislation

known as Corporate Constituency

Statutes. These statutes seek to

clarify the obligations of directors of

corporations, and essentially re-

quire a duty on the part of directors

to act in the best interest of the cor-

poration. In this sense, these stat-

utes place the corporate interests, as

defined by the directors themselves,

in a priority position as compared
with the interests of the corporate

stockholders. The underlying prin-

ciple is that the long-range benefits

to shareholders will be enhanced if

corporate interests are emphasized

in the short-term. It is entirely pos-

sible that the interests of third-

parties, such as creditors, communi-
ties, and the like, will be favored

rather than the interests of the

stockholders.
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Moreover, the directors, officers,

and managers may remain largely

unaccountable for long-term corpo-

rate obligations thus incurred. To

the extent that these obligations are

detrimental to the best interests of

the stockholders, those responsible

will be shielded by indemnification

clauses in the articles of incorpora-

tion in the event that the stockhold-

ers attempt to recoup losses

through shareholder derivative

suits against the directors, officers,

or agents.

This wide latitude given to man-
agers has encouraged them to pur-

sue many actions of questionable

benefit to the stockholder owners.

Whether these actions are ethical or

not is seldom asked. Certainly the

courts have been hesitant to ask the

question. If the cashier takes money
or pursues actions that are contrary

to the interests of Mr. and Mrs.

Johnson, the owners of Mom and

Pop General Store, that cashier will

be quickly out of a job. The stock-

holder/owners of corporations do
not usually have nearly this degree

of power over their directors, offic-

ers, and managers.

Should the rights of the owners

of corporations be different from

the rights of other business entity

owners? While it can be argued that

there are various control issues to

be balanced among management,

employees, and stockholders, ulti-

mately priorities will be established.

To the extent that corporate stock-

holders exercise control less than

equivalent to full ownership rights

of other entity owners, then the

stockholders are being short-

changed by the corporation. One
can easily argue that stockholder

rights should be different from the

rights of other business owners. If

we want the public interest to be

considered before a corporation

makes a decision affecting its com-
munity, we could make that one of

the constraints that the corporation

operates under as a matter of law.

Laws impose many constraints on

businesses, including corporations.

Suggested Reforms
It is cheaper to pollute than to

clean up your mess. It is cheaper to

build an unsafe plant than to build

a safe one. In general, we do not

allow businesses, including corpo-

rations, to pursue the lower-cost

alternative in these instances in

order to generate more profit for

the owners. If there are other con-

straints we wish to impose, we
should make them explicit as a

matter of law. Otherwise, we ask

the managers of these corporations

to weigh their fiduciary responsi-

bilities to the stockholders against

their perceived obligations to the

community. These are often in con-

flict. The managers of these corpo-

rations are put into an impossible

situation. Natural persons in control

of a corporation should be held

accountable for their actions. Courts

have been hesitant to pierce the

"corporate veil" that separates the

corporate artificial person from

natural ones in order to impose

liability upon natural persons. Al-

though there are good reasons to

treat the corporation as a separate

entity, the costs to society are

mounting rapidly. Accountability

by natural persons should be en-

couraged. A federal law to this ef-

fect would make uniform those

standards that some states have

already established.

It would not be necessary to

change the limited liability that

stockholders enjoy to improve this

situation. Limited liability is prob-

ably necessary to provide stock-

holders with the incentive needed

to entice them to provide the capital

needed for economic prosperity.

Investors in corporate common
stock would be hesitant to provide

equity capital if they could lose

more than the price of the stock.

The separate corporate entity

also makes it possible for stockhold-

ers to sell their shares on exchanges

and the organized over-the-counter

market. Knowing that these shares

are easily transferrable makes the

investment more attractive. This

makes it easier for the corporation

to sell those shares initially and to

raise the needed money. This trans-

lates into jobs and economic ben-

efits for the communities served by
these corporations and for the

economy in general. The separate

corporate entity also makes it pos-

sible for the corporation to "live"

indefinitely and to continue to em-
ploy workers and serve the commu-
nity, independently of the lives of

any specific natural persons.

Conclusion
Society must come to terms with

the questions of what a corporation

is and what it is not. Ethical conduct

should be encouraged by natural

persons and incentives and guide-

lines for that conduct should be

established. This will necessitate

passing new legislation that will

hold natural persons responsible for

their actions. These natural persons

should not be allowed to escape

individual responsibility by hiding

behind the corporate veil.

The rights of corporate owners

should be carefully considered. If

they are to be different from the

rights of other business owners,

those differences should be clearly

delineated. Many of these problems

come from our treatment of the

corporation, as if it were a natural

person. A corporation may have

certain rights and responsibilities

under the law, but it is not a natural

person. A corporation consists of a

file folder in the Secretary of State's

Office, often in Delaware. File fold-

ers cannot truly pay taxes or fines

and cannot feel pain. Natural

people can and do.
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Stephen F. Quinn and A. Samad Wildcat Banking in Illinois: A Look into

Our Financial History

he American free banking

era sh-etched from 1837 to

the National Banking Act of

1863. Before 1963 the federal govern-

ment did not issue bank notes, and

the nation had no central bank. Banks

issued their own notes, and the

economy was littered with a variety

of coins, currencies, and other means

of exchange. Each state was left to

devise its own banking system. Tra-

ditionally, state legislatures chartered

individual banks and via a charter set

restrictions on a bank's activities. An
alternate banking system developed

in Michigan and New York in 1837

and 1838 respectively: These two

states adopted free banking laws that

replaced legislative chartering of

banks, and many other states followed.

These free banking laws had two

key provisions. The first was free

entry of any bank that met some

minimum capital requirement. While

eliminating the politics and corrup-

tion involved with a legislative char-

ter, free entry provided httle security

to the note holding pubhc. Hence, the

second characteristic of free banking

laws was to require banks to deposit

government bonds vWth the state

comptroller as security for the release

of bank notes.

Until work by Hugh Rockoff,

Warren Weber, and Arthur Rolnick,

historians had viewed free banking

as inherently unstable. According to

such renowned authors as Bray

Hammond, Andreas and Dudley

Luckett, the history of US free bank-

ing was a debacle. In Moim/ and Bank-

ing, 1980, Luckett states

...free banking degenerated into so

called wildcat banking. Banks of

very dubious soundness would he

set up in remote and inaccessible

places "where the wildcats throve."

Bank notes would then be printed,

transported to nearln/ population

centers, and circulated at par.

Since the issuing bank was difficult

and often dangerous to find, re-

demption of bank notes zvas in this

manner minimized. TJiese and

similar abuses made banking fre-

quently little more tlwn a swindle.

Hugh Rockoff explains in "The

Free Banking Era: A Reexamination"

{Tlie journal ofMoney, Credit and Bank-

ing, May 1974) the economic motiva-

tion behind wildcat banking by con-

sidering the bond reserve require-

ment found in free banking laws. If

the market value of the bonds put up
for security was less than the legal

value (the value of notes that could

be issued on a bond), the wildcat

banker could turn a quick profit. The

unscrupulous banker could purchase

state bonds at the prevailing market

price, exchange the bonds at the legal

value for bank notes, and then pur-

chase commodities or other assets

with the notes. The greater the gap

between market price and legal

value, the greater the potential wind-

fall. To maximize such profits, the

wildcat banker minimized reserves

while running the risk of having

insufficient specie to meet redemp-

tion demands and not enough assets

(bonds) at market prices to cover

outstanding liabilities (notes). To

minimize redemption and delay

bank closure, wildcat bankers would

settle far from civilized areas—where

the wildcats roam. Since mid-nine-

teenth century banks were formed

under limited liability, the typical

noteholder would be exposed to

substantial risk.

The Chicago Democrat noted.

No man is safe sleeping overnight

with one dollar of Illinois currency

in his pocket. . . . The day laborers

will never be content to work for

"ivildcat" which is not worth

thirty-three and one-third cents on

the dollar...

To measure the extent of wildcat

banking, however, look at failed

Illinois free banks. A bank is consid-

ered "faOed" if, upon closing, notes

were not redeemed at full nominal

value. The tell-tale signs of wildcat

banking are long distances from

urban areas and short lives. Also, low

market prices for bonds and a state

law that issues notes for bonds at

above market prices must exist.

For wildcat banking to be a prob-

lem, the market price of bonds must

be less than the value at which the

state comptroller exchanged the

bonds for notes. In February of 1857,

the State of Illinois began exchanging

notes for bonds at 90 percent of the six-

month average price to a limit of the

bonds par value. Although intending to

safeguard the Illinois banking system

from falling Missouri bond prices, the

new policy opened up the potential for

wildcat banking.

Few banks acted on the wildcat

banking opportunity. Market prices

fell below the bank note exchange

rate infrequently. From 1857 to 1863,

only 8 percent of banks that eventu-

ally failed opened during periods of

potential wUdcat windfalls. Also, few

failed banks existing during wildcat

periods exploited the openings for

quick capital gains. Wildcat banking

or the problem of banks exploiting

the bond-note exchange system

seems a minor cause of bank faOures.

From 1851 to 1863, 89 lUinois free

banks failed. Of these, only ten were in

locales with populations of fewer than

200 people. Conversely, a majority of

failed banks were in communities of

more than 1,000. According to A.

Economopoulos ("Illinois Free Bank-

ing Experience," journal ofMoney,
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Credit and Banking, May 1988), "li

would seem that the traditional ac-

counts of numerous inaccessible

banks have been exaggerated."

Moreover, a majority of failed banks

operated for more than two years.

Wildcat banks characteristically

failed within a year.

Little of the instability that existed

in the lUinois free banking system can

be attributed to wildcat banking. Al-

though a favorite story of journalists

of the day and writers thereafter,

wildcat banking was not epidemic.

Few banks settled in inaccessible

locaHons, and few banks failed from

sacrificing reserves for quick capital

gains. Illinois was not a wildcat state.

BEBR Publications

The latest editions of the Illinois Statistical Abstract and the Illinois Economic Outlook are available for purchase

using the form below; they are produced as a public service by the Bureau of Economic and Business Re-

search. Both the Statistical Abstract and the Outlook are valuable resources for those who need to know the

facts about Illinois: journalists, pubUc speakers, executives, bankers, attorneys, marketing specialists, planners, ad-

ministrators, public officials, educators, students, researchers, historians, government employees, and other public

and private sector professionals.

1991 Illinois Statistical Abstract
The Statistical Abstract, used in over 200 libraries in Illinois and throughout the U.S., is a comprehensive, single-

source reference for Illinois. Designed with the reader/ researcher in mind, the most current data available are pre-

sented in an easy-to-use format. Data are included for: Illinois, Illinois counties and Metropolitan Statistical Areas,

and the U.S. This edition is also available on diskette.

More than 550 pages of tables, charts, and graphs present data on a wide variety of topics. Four new sections in this

edition include information about: Agriculture Education Parks & Recreation Transportation.

1992 Illinois Economic Outlook
Find out what's in store for the Illinois economy in 1992. The Outlook features:

A fifteen-quarter forecast, based on the Illinois Econometric Model, for Illinois employment, personal income,

gross state product, and retail sales.

Trends for the state economy compared with national projections by leading forecasting groups.

Expert discussions of trends for 1992 in Illinois agriculture, education, state revenues, and state expenditures.

Please send:

Copies of 2993 Illinois Statistical Abstract @ $32.50

3992 Illinois Statistical Abstract on 3V2" or 5'4" diskettes @ $45.00 (Please specify disk size and density.)

Copies of the 3992 Illinois Economic Outlook @ $10.00 ($7.50 for institutions.)

Please place my name on the Standing Order list for automatic shipment of future Abstracts; send me copies.

Please place my name on the Standing Order list for automatic shipment of future Outlooks; send me copies.

Prices include postage and handling. Please enclose payment with your order. Make checks payable to the Bureau of Economic and Business Research.

University of Illinois

Name

Address

City/State/Zip

at Urbana-Champaign

Bureau of Economic &
Business Research

428 Commerce West
1206 South Sixth Street

Champaign, IL 61820

Attn: Jane Wood
(217) 333-2332
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Illinois Business Statistics

f i-|-i he Bureau of Economic

i: I Analysis measures Gross

L National Product primarily

by adding up incomes. The BEA
has also calculated GNP by adding

up the value added at each step of

production. This second approach

allows for attributing value added

to a particular locale, so the value

added in Gary, Indiana when pro-

ducing steel can be separated from

the final use of the steel, possibly a

building in Chicago. While sum-

ming to a gross national product,

the value-added approach provides

gross state products.

In 1991, the BEA released new,

annual GSP numbers for Illinois.

Previous BEA figures ended in

1987, so the new release revised the

old BEA numbers and extended the

GSP numbers through 1989. Given

the two or more year lag between

the BEA GSP numbers and current

economic conditions, the Illinois

Department of Commerce and
Community Affairs has attempted

to bridge the gap by extrapolating

forward the BEA series ending in

1987. The EXZCA numbers are used

for comparison to the new BEA num-
bers in 1988 and 1989. The new and

old series are shown in real terms

(base 1982-1984=100) in the chart.

There were substantial revisions

in Illinois Gross State Product in

1977 and 1985. Gross state product

in 1977 went from a growth of over

four percent to no growth. The revi-

sion in gross state product for 1985

resulted in a change from a sharp

contraction, to a year with a reason-

able growth of just over two per-

cent. The 1985 revision is a swing of

more than five percent! Otherwise,

the two BEA series are remarkably

similar. The DCCA number for 1988

closely matches the new BEA series,

but the BEA is bullish on 1989 rela-

tive to DCCA.

Chart. Real Illinois Gross State Product, Annual Percentage Change

1976 1978

Deflator base 1982-1984

I

Revised and extended GSP series released in 1991 by BEA

1976-1987 GSP series released in 1989 by BEA; 1988 and 1989 estimated by DCCA
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