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Supervisory agencies consider bank examina-
tions a timely and reliable source of informa-
tion about an institution’s financial condition
and risk profile. This private information,
however, is costly to acquire because it can be
gathered only during the on-site exams.
Therefore, it is important for supervisors and
banks to know how quickly private information
“decays,” or loses its value.

In “Supervisory Information and the
Frequency of Bank Examinations” (Economic
Policy Review, vol. 5, no. 1), Beverly Hirtle and
Jose Lopez evaluate how the length of time
between bank exams affects the quality of
information available to supervisors. To that
end, the authors assess the amount of time it
takes for private supervisory information to
decay. The faster the information loses its
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value, they observe, the more frequently
exams need to occur for supervisory agencies
to have accurate information about the cur-
rent condition of banks. Since 1991, the
Federal Deposit Insurance Corporation
Improvement Act (FDICIA) has mandated
annual on-site exams for most U.S. commer-
cial banks.

Hirtle and Lopez’s analysis suggests that
the information decay rate is fairly rapid.
They find that private supervisory informa-
tion fails to provide a useful picture of a 

bank’s current condition after only six to

twelve quarters. Moreover, the decay rate

appears to be faster in years when the bank-

ing industry experiences financial difficul-

ties, and the rate is significantly faster for

troubled banks than for healthy ones. From

this evidence, the authors conclude that

FDICIA’s requirement for annual bank

exams is reasonable, particularly for banks

whose initial financial condition is troubled

or during times of financial stress for the

banking industry.
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A New Study Explores the Theory behind Macro Markets
Uncertainty about national income growth
poses significant economic risk to households
all over the world. To help reduce investors’
exposure to this risk, researchers have pro-
posed a controversial new set of security
markets—called macro markets—that would
trade long-term claims on the income of an
entire country or region.

In “Macro Markets and Financial Security”
(Economic Policy Review, vol. 5, no. 1),
Stefano Athanasoulis, Robert Shiller, and Eric
van Wincoop explain the theory behind macro
markets and describe how these markets
would be used by the average investor.

Through macro markets, investors could
buy a claim on a country’s national income
and then receive dividends equal to a fraction
of that income for as long as the claim is held.
By holding offsetting positions in domestic and
foreign markets—going short in the domestic
market and long in foreign markets—investors
could hedge their home-country risk.

To estimate the potential risk-management
benefits of macro markets, Athanasoulis,
Shiller, and van Wincoop calculate the size of
the country-specific risk component of per
capita GDP for a sample of forty-nine coun-
tries. The results reveal that country-specific
risk can be significant: after controlling for
expected growth, the authors find that over a
period of thirty-five years the per capita GDP
of the best-performing country is likely to
increase by a factor of five relative to that of
the worst-performing country.

If macro markets could potentially reduce
country-specific risk and create investment
opportunities, why don’t they already exist?
The authors assert that many barriers stand in
the way of market development, including
investors’ focus on short-term portfolio per-
formance, sizable startup costs, and contract
enforcement difficulties.

Japanese Exporters Respond to Fluctuating Yen
by Adjusting Profit Margins
When exchange rates shift, exporters decide
how much to adjust the prices seen by their for-
eign customers. This decision requires the firms
to make a trade-off between maintaining profit
margins and maintaining stable export sales.

According to Thomas Klitgaard, Japanese

exporters balance these objectives when the

yen fluctuates by changing profit margins sig-

nificantly in order to moderate the exchange-

rate-induced changes in the prices seen by
their foreign customers (“Exchange Rates and
Profit Margins: The Case of Japanese
Exporters,” Economic Policy Review, vol. 5,
no. 1). Klitgaard’s conclusion is based on his
analysis of Japan’s industrial machinery, elec-
trical machinery, transportation equipment,
and precision equipment industries, which
accounted for 75 percent of the country’s
exports in 1997.
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In industrial machinery, electrical
machinery, and transportation equipment,
the author finds that Japanese exporters pass
on somewhat more than half of any change in
the yen to the price seen by their foreign
customers; they absorb the remainder by
adjusting profit margins on foreign sales. He
also finds that the direction of the yen’s
movement has no effect on the exporters’ will-
ingness to use profit margins to stabilize

prices in foreign markets. Klitgaard notes that
since the beginning of the Asian currency crisis
in mid-1997, only exporters in electrical
machinery have changed their pricing
behavior. However, he concludes that these
actions were more likely due to such factors as
the exporters’ uncertainty about the demand
of their foreign and domestic customers than
to changes in how firms respond to the yen.



Mortgage refinancings skyrocketed to record
levels last year in response to modest interest
rate declines. In “Mortgage Refinancing and
the Concentration of Mortgage Coupons,”
Paul Bennett, Frank Keane, and Patricia
Mosser (Current Issues, vol. 5, no. 4) attribute
the strength of this reaction to the high con-
centration of mortgage loans that quite sud-
denly became cost effective to refinance.

The authors explain that for several years
after 1993, new loans were originated at inter-
est rates between 7 and 9 percent, resulting in
a dense concentration of coupon rates. By the
end of 1997, roughly 83 percent of mortgage
loans fell in the 7.25 to 8.75 percent range.

As market rates on new thirty-year fixed rate
loans dropped toward 7 percent in January
1998, the spread between the market rates and
rates on many of these existing mortgages
widened to the point where refinancing
became economically advantageous. As a
result, an unusually large number of home-
owners chose to refinance. When rates edged

down again in the second half of 1998, more
loans in the 7 to 9 percent range crossed the
refinancing threshold, prompting refinancing
applications to rise to even higher levels.

To test the importance of rate concentration
in explaining refinancings, the authors con-
struct a series of statistical models. The model
results indicate that the interest rate spread
and the distribution of rates on existing mort-
gages together explain a sizable 77 percent of
refinancings between 1990 and 1998.

The models also suggest that low unemploy-
ment—a sign of a robust economy—con-
tributed to the sharp increase in refinancings in
1998. Strong employment very likely helped
build borrower creditworthiness and lender
confidence, enabling more borrowers to refi-
nance. Finally, the high proportion of out-
standing mortgages between two and five years
old may have played a role in the refinancing
surge. These “moderately seasoned” loans are
statistically more likely to be refinanced than
new or fully seasoned loans.

Mortgage Rate Concentration Prompts Surge in Refinancing

Macroeconomics and Growth
Are Apparent Findings of Nonlinearity Due
to Structural Instability in Economic Time
Series? by Gary Koop and Simon M. Potter
(Number 59)

Many modeling issues and policy debates in
macroeconomics depend on whether macroeconomic
time series are best characterized as linear or nonlinear.
Koop and Potter’s empirical exercise using several
macroeconomic time series shows that findings of
threshold-type nonlinearities could be due to struc-
tural instability.

Nonlinear Risk, by Marcelle Chauvet
and Simon M. Potter (Number 61)

Chauvet and Potter propose a flexible framework for
analyzing the joint time series properties of the level
and volatility of expected excess stock returns. They
find that a distinct business cycle pattern exists in the
conditional expectation and variance of the monthly
value-weighted excess returns.
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Nonlinear Impulse Response Functions,
by Simon M. Potter (Number 65)

The standard linear technique of impulse response
function analysis is extended to the nonlinear case by
defining a generalized impulse response function.
Measures of persistence and asymmetry in response are
constructed for a wide class of time series.

Fluctuations in Confidence and Asymmetric
Business Cycles, by Simon M. Potter
(Number 66)

The asymmetries found in postwar U.S. output are
inconsistent with the behavior of the U.S. economy
during the Great Depression. Potter concludes that this
asymmetry can be attributed to a reduction in investor
confidence produced by misguided government inter-
vention during the Depression rather than to the success
of postwar stabilization policy.

Structural Estimates of the U.S. Sacrifice
Ratio, by Stephen G. Cecchetti
and Robert W. Rich (Number 71)

Cecchetti and Rich investigate the statistical proper-
ties of the U.S. sacrifice ratio—the cumulative output
loss arising from a permanent reduction in inflation.
They derive estimates of the sacrifice ratio from three
structural VAR models and then conduct Monte Carlo
simulations to analyze their sampling distribution. The
estimates are found to provide a very unreliable guide
for assessing the output cost of a disinflation policy.

International
Competitive Devaluations: A Welfare-Based
Approach, by Giancarlo Corsetti, Paolo Pesenti,
Nouriel Roubini, and Cédric Tille
(Number 58)

The authors use a three-country center-periphery
model to examine the mechanism by which exchange
rate shocks are transmitted across countries. They
provide a choice-theoretic framework for the policy
analysis and empirical assessment of competitive
devaluations.

Exchange Rates and Local Labor Markets,
by Linda Goldberg and Joseph Tracy
(Number 63)

Goldberg and Tracy document the consequences of
real exchange rate movements for the employment,
hours, and hourly earnings of workers in manufactur-
ing industries across states. The importance and size of
these dollar-induced effects are found to vary consider-
ably across industries and to be more pronounced in
some U.S. regions.

The Role of Consumption Substitutability in
the International Transmission of Shocks,
by Cédric Tille (Number 67)

An expansionary shock that would be beneficial in
a closed economy can have an adverse “beggar-thyself ”
effect in the country where it takes place or an adverse
“beggar-thy-neighbor” effect on a neighboring country.
Such effects depend significantly on the degree of sub-
stitutability between goods produced in different coun-
tries and the exact nature of the shocks.

Determinants of Currency Risk Premiums,
by John A. Carlson and C. L. Osler (Number 70)

A theoretical model of exchange rate determination
suggests that forward premiums are negatively related
to rationally expected future exchange rate changes.
Carlson and Osler provide new empirical evidence
supporting the results of their model.

The Nature and Growth of Vertical
Specialization in World Trade,
by David Hummels, Jun Ishii,
and Kei-Mu Yi (Number 72)

Vertical specialization—the use of imported
inputs in producing goods that are exported—has
become an increasingly important part of world
trade. Estimates show that vertical specialization has
grown approximately 40 percent in the last twenty-
five years; today, it accounts for approximately
30 percent of world exports.
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Microeconomics
U.S. Wages in General Equilibrium: The
Effects of Prices, Technology, and Factor
Supplies, 1963-1991, by James Harrigan
and Rita A. Balaban (Number 64)

Why has wage inequality in the United States
increased in the past two decades? By estimating the gen-
eral equilibrium relationship between prices, factor sup-
plies, and wages and technology, Harrigan and Balaban
find that both relative factor supply and relative price
changes play an important role in explaining the growing
gap in wages between high-skilled and low-skilled workers.

Banking and Finance
Do Investors Mistake a Good Company for a
Good Investment? by Peter Antunovich
and David S. Laster (Number 60)

If investors confused a firm’s quality with its invest-
ment attractiveness, would shares of well-run compa-
nies be bid up too high and subsequently earn negative
abnormal returns? The authors determine that the
opposite is true: The magnitude of the abnormal returns
for admired firms and the returns’ persistence over five
years suggest that these firms are not overpriced.

Banks’ Payments-Driven Revenues,
by Lawrence J. Radecki (Number 62)

The amount of fee income earned by the banking
sector suggests that the significance of payments ser-
vices has been greatly understated. According to
Radecki, payments services account for one-third to
two-fifths of the combined operating revenues of the
largest banks—a finding that establishes these services
as a core activity of commercial banks.

Looking beyond the CEO: Executive
Compensation at Banks, by Rebecca S. Demsetz
and Marc R. Saidenberg (Number 68)

The literature on executive compensation at banks
has generally assumed that a single elasticity can
adequately describe the sensitivity of executive pay to
performance. Demsetz and Saidenberg challenge this
assumption and find that the structure of compensation,
and to some extent the sensitivity of pay to performance,
vary across firms of different sizes and across execu-
tives with different responsibilities.

Bank Loan Sales: A New Look at the
Motivations for Secondary Market Activity,
by Rebecca S. Demsetz (Number 69)

This paper clarifies the benefits of an active sec-
ondary market that allows banks to transfer loans from
their own books to the books of other institutions. In
addition, the paper offers predictions about the future of
this secondary market in a world of rapid consolidation
and disappearing barriers to geographical expansion.

Liquidity in U.S. Fixed Income Markets:
A Comparison of the Bid-Ask Spread in
Corporate, Government, and Municipal
Bond Markets, by Sugato Chakravarty
and Asani Sarkar (Number 73)

Using newly available transactions data,
Chakravarty and Sarkar examine the determinants of
the realized bid-ask spread in the U.S. corporate, munici-
pal, and government bond markets for the years 1995-97.
They find that liquidity is an important determinant of
the realized bid-ask spread in all three markets.
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