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Exchange-Market
Intervention:

The Channels

of Influence

by Owen F. Humpage

Introduction

The mgor developed countriesabandoned the
Bretton Woods system of fixed exchangeratesin
March 1973 in favor of asystem of more general-
ized floating rates. Over the 13 yearssincethe
adoption of floating exchangerates, however,
governmentsgenerally have refused to alow the
private market fieerein in determiningthe
foreign-exchange valuesdf their currencies. They
fiequently have intervened in the foreign-
exchange market to influenceoutcomes. The fre-
quency and intensity of interventionhasvaried
gregtly over the yearsand among the countries.
Mog noticeable has been a sharp reduction in
theintervention activity of the United Statessince
early 1981. Thisreduction reflected agrowing
redlization that exchange-market intervention,
conducted independently of monetary policy,
had only alimited effect on exchange rates.

Economic theory suggeststhree
possi blechannel sthrough which exchange-
market intervention could dter exchange rates.
the monetary channel, the portfolio-balance
channel, and the expectationschannel. The
monetary channel alowsinterventionto influ-
ence exchange rates by dtering the relative
growth rates o nations money stocks. Thereis
little disagreement about the potency of such
intervention;in fact, central banks can maintain
fixed exchange rates through relative changesin
their money stocks.

Centrd banks, however, have
sought a meansto influence exchangerates
independent of their monetary policy. Portfolio-
baance modelsdf exchange-ratedetermination
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offer such achannel. According to thisapproach,
intervention that alters the relativestock of
domesticand foreign currency denominated gov-
ernment debt could influenceexchangeraesin a
manner consi stent with the objectivesof theinter-
vening monetary authority. The portfolio model
seemed to offer support for fiequent intervention
as conducted during the 1970s by the United
States. Although not conclusive, subsequent
empirical work has cast doubt on the ability of
central banksto influenceexchange ratesthrough
the portfolio-balance channel . Thisresearch,
however, has left open the possibility that inter-
vention can influence exchange rates by provid-
ing new information to the exchange market. In a
highly efficient market, however,the instances
when the monetary authority has better informa
tion than the market arefew. The bdlief that
intervention operateslargdy through the expecta:
tionschannel formsthe basisfor the limited use
of intervention by the United Statesin the 1980s.

Recent attemptsto encourage an
orderly depreciationof the dollar from its record
levelsin exchange markets have renewed interest
in thefeasbility of frequent exchange- market
intervention. Consequently, thisarticlesurveys
the literature on intervention for readerswho are
not necessarily specidistsin international finance.
After providinga definition of interventionand a
discussion of why countriesintervene, we focus
on the theoretical channels through which inter-
vention might adter exchangerates. Box 1 pro-
videsa bibliographic guide to many of the empir-
icd studieson intervention.



I. A Definition

Exchangemarket intervention refersto officid
purchasesand sales of foreign exchange, which
nations undertake to influence the exchange vaue
of their currencies. This definition describesinter-
vention in terms of two criteria: the types of trans
actionsand the motivesguiding those transactions.
The digtinction among various
typesd transactionsis important because coun-
tries have many policy leverswith which to affect
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or selective capita controls, or resort to various

the exchange value of their currencies. They can

ater monetary and fiscd policies, institute broad

Uaudly a nation's central bank or

3

trade barriers. AlImost any government policy can
have exchangeraterepercussionsin afloating
exchangerateregime with a high degree o inte
gration among nations capita and goods
markets. The purchase and sale of foreign
exchange, however, is the most direct and most
flexiblelever through which to afect exchange
raes. It is, therefore, the most frequently used
intervention device.

exchangestabilization fund conducts its interven-

Some Empirical Studies

d Intervention

Argy (1982) investigatesthe profita
bility of intervention by Japan, West
Germany, and the United Kingdom,
emphasizingthe need to adjust for
the accumulation or diminution of
foreign-exchangeinventories. He
finds mixed results, dependingon
the time period chosen and on the

Specific country.

Bagshaw and Humpage (1986) find
that the decision to cease systematic
interventionfrom April 1981 to
March 1982 generdly had no effect
on the voltility of exchange rates,
& measured by the parametersaof a
stable Paretian distribution.

Danker, Haas, Henderson, et
al.(1983) invedigateintervention by
Germany,Japan, and Canada using
monthly and quarterly datain a
portfolio-balancemodd that differ-
entiates between bank and nonbank
demandsfor bonds, and which
incorporatesrational and static
expectations.

Greene (1984a) arguestha inter-
vention from January to March 1975
successfully brokeastring of almost
continuousdeclinesin thedollar.
Thestudiesseemsto illustratethe
importanceof coordinated
intervention.

Greene (1984b) suggeststhet inter-
vention, athough effective on cer-
tain occasions, could not over-

whelm the influence of market
fundamental sand sentiments
promoting a rapid dollar deprecia
tion from September 1977 to
December 1979.

Greene (1984c) investigatesinter-
vention from October 1980 to Sep-
tember 1981. She does not find
drong evidenced an increasein
exchangeratevolatility after the Unit-
ed States ceased interventionin Feb-
ruary 1981.

Humpage (1985) constructsa daily
timeseriesmodel of US interven
tion (November 1, 1978 to October
31, 1979) suggesting the United
States attempted to smooth unantic-
ipated exchangerate movements
but found no evidence of the
expected exchangerate response.

Hutchison (1984) developsa
portfolio-balancemodd of Japanese
intervention and concludesthat Jap-
anese intervention would need to
be massveto affect the yen-dollar
exchangerates appreciably.

Jacobson (1983) cdculatesthe prof-
itability of U.S intervention, show-
ing the problemsof evauating
inventoriesdf foreign exchange. The
resultsare mixed.

Loopesko (1983) testsfor a system
dic relationship between interven
tion and unexploited interest arbi-
trage profits, using daily data on Sx
mgor currenciesagaing the dollar.
About hdlf the casesdo not support
a portfolio-balancechannel.

Mayer and Taguchi (1983) invedti-
gate the profitability of German,Jap-
anese and British intervention,
emphasizing the need to adjust for
interest earningson foreign
exchange reserves. They developa
rule for assessinga leaning-against-
thewind intervention Srategy.

Pippenger and Phillips (1973) find
that Canadian intervention during
the Canedian float (1952 to 1960)
reduced day-to-day fluctuationsin
exchange rates, the study uses daily
dataand spectrd andysis.

Rogoff (1984) investigates Canadian
intervention within a portfolio-
balance framework with weekly
data, but finds no evidence that
intervention operatesthrough this
channel.

Taylor (1982a, 1982b) calculatesthe
profitability of intervention by the
mgor developed nations under
floating rates and findsthat nearly
dl countries experienced losses
over the period. For many countries,
and for thegroup asawhole, the
probability of experiencingsmilar
large losses through random inter-
vention was very small.

Tryon (1983) providesa review of
empirical moddsof intervention
that utilize the portfolio-balance
framework

Wilson (1982) discussesthe empiri-
cd difficulty of making profit
comparisons.

BOX 1



tion. Some governments occasiondly have
directed banksand public or private corporations
to carry out exchangemarket transactionsand
have subsidized such transactions(see Jurgensen
[1983]). Although difficult to identify, these trans
actions congtituteintervention.

Centrd bankscan intervenein
either the spot-or forward-exchange market.
Because covered interest arbitrage links the spot
and forward markets, intervention in either
market could affect both exchange rates. Mogt
central banks, however, show a preferencefor
spot-market intervention.’

An understanding of the motives
for buying or sdlling foreign exchangeisa neces
sary component of the definition of intervention.
While dl official purchasesand salesd foreign
exchangeplace pressure on exchange raes, this
is not dwaysthe purpose of such transactions.
Centrd banks often buy or sell foreign exchange
for customers, usudly the homecountry govern-
ment, which otherwisewould undertakethetrans
actionsthrough norma commercia channels.
The home-country government might use the
fundsto repay officid foreign-currency debts or
to purchase military equipment. Centrd banks
aso buy foreign currency to build up or to
replenish foreign-currency reserves. Sometimes
central banksenter the exchange marketsto con-
vert interest payments on foreign reserves (which
are paid in foreign currency) into domestic cur-
rency. Such transactionswould not seem to con-
dituteintervention accordingto adrict interpreta
tion of our definition.

Unfortunately,the digtinctionis
not dways very clear. Adams and Henderson
(1983) discussthisissue and note that such trans
actions often condtitute a type of "'passiveinter-
vention." Centrd bankscan conduct commercial
transactionsin a manner consi stent with the over-
dl amsadf their intervention policy. Adamsand
Henderson favor a broader definition of interven
tion and would characterize a transaction as inter-
vention if it altered the currency composition of
assatsin the hands o the public from that which
otherwisewould haveresulted had dl transactions
occurred through norma commercia channels.

II. Sterilized and Nonsterilized | ntervention
Centra-bank intervention in foreign-exchange
marketscan be sterilized Or nonsterilized? Stexil-
ized intervention refersto purchasesand salesof

..........................................

The reluctance to intervene forward might reflect a fear that, if

the situation necessitatingintervention persists at the time the
forward contracts mature, a central bank could find that the volume of
intervention necessary to defend its currency has increased greatly.
Essentially, it must offset past pressures, as well as any new pressures.
See Tsiang (1959).
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foreign exchange whose impact on the home
country's money stock is offset through domestic
openrmarket operations. Nongterilized interven
tion refersto purchasesand salesof foreign
exchangewhose effectson the money stock are
not offsat by the home country's monetary
authorities. If sterilized intervention is effective, it
givesthe intervening country a policy tool, inde-
pendent of monetary or fiscd palicy, with which
to dter the exchangerate; hence, the interest in
dterilized intervention.

The important distinction between
dterilized and nongterilized intervention isillus
trated in table 1, which presents a consolidated
balance sheet for a hypothetica central bank. On
the asset side of the ledger are net foreign assets
(NFA), which consigtsdf foreign reserveslesslia
bilitiesto foreign officid holders, and domestic
assats (DA), which congsts primarily of loansto
depository agenciesand government securities.
On the liability side is the monetary base (MB),
which consstsof currency in the hands of the
publicand reserves in the banking system. Both
sides of the ledger must balance. Consequently,
the balance-sheet identity is.

NFA + DA = MB,
When acentra bank intervenesin the exchange
market, buying or selling foreign assets (NFA),
two things happen: Firg, the composition of its
assatschanges; that is, NFA/DA risesor falls.
Second, the monetary base changes by an
amount equal to the change in net foreign assets,
that is, AMB = ANEA Thechangein the mone
tary base resultsfi-om the balance sheet identity
and leadsto a multiple change in the domestic
money stock.

If the change in the money stock
resulting from intervention is not consistent with
the centra bank's domestic monetary-growth
objectives, the central bank could offset (steril-
ize) the effect on its money stock of achangein
its net foreign assets. The intervention authority
can sterilizeintervention by buying or selling
domesticassets through open-market operations,
or by making loansto depository ingtitutions
through discount-windowoperationsuntil:

ANFA = —ADA
Sterilized intervention involves only an asset-
composition effect. It isastronger asset-
composition effect than nonsterilized interven
tion, because it involveschangesboth in net
foreign assetsand in domestic assats. Nonsteril-
ized interventioninvolvesboth an asset-
composition effect and a money-supply effect.
Consequently, nonsterilized intervention is ana-

..........................................

Adams and Henderson (1983), Batten and Ott (1984), Genburg
(1981), and Jurgensen (1983) also discuss the distinctionbetween
sterilized and nonsterilizedintervention.




Iyticaly indistinguishablefrom sterilized interven
tion, plusachange in monetary palicy.

Sterilized intervention can be com-
plete or partiad. Even when the home country
derilizestheimpact of intervention on itscurrency
unit for unit, the transaction can ater the money
gdock of the foreign country whose currency was
purchased or sold. The foreign country also can
derilizethe impact of home country intervention
on its money stock through the instrumentsd its
domestic monetary policy. In addition, either the
home or the foreign government can eect not to
offset intervention unit for unit.

Monetary Authority's Balance Shegt

Assets Liabilities

Net Foreign Assets(NFA)

Monetary Base (MB)

Gold Currency in hands of public
Foreign currency Reserves
DR

Net positionin IMF

DomesticAssets (DA)

Government securities
Loansto depository ingtitutions

Other

TABLE 1

Mary foreign countrieslack money
marketswith sufficient breadth to offset interven
tion on acontinua bads. Some gterilize through
changesin their discount rate or their reserve
requirements. Some, like Switzerland, use
foreign-currency purchases and salesto execute
domestic monetary policy. Aslong as countries
atain their monetary objectivesin the face of
intervention, we can conclude that they have neu-
trdized the monetary effectsd intervention (see
Jurgensen [1983]).

Completely sterilized intervention
isandyticdly equivaent to atrade of public
securitiesdenominated in home-country currency
for securitiesdenominated in foreign-country
securities. It resultsin achangein the currency
composition o securities held by the public, the
mirror image o which isachangein the cur-
rency composition of assets held by the centra
banks. When the United Statesand Germany
conduct completely sterilized intervention to
support the dollar visavisthe mark, for example,
they reduce (increase) the amountsof US
government obligationsheld by the public (Fed-
erd Resarve Sysem) and increase (decrease) the
amount of German government bonds held by
the public (Bundesbank).
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. Why Do Centrd Banks Intervene?
According to officid publications, governments
interveneto "cam disorderly exchange markets."
Y &, no clear definition of what constitutesadis
orderly exchange market exists, and the officid
perception of disorder seemsto vary among cen-
trd banksand over time. The experiencewith
floating exchangerates, however, suggeststwo
broad reasons for exchange-market intervention:
Hrst, exchange-rate movements can have impor-
tant macroeconomic implications; nations have
viewed intervention asa means o influencing
these movementsindependently of monetary and
fiscd palicies. Second, governmentsview
exchange markets as periodicdly inefficient, justi-
fying market intervention.

Exchange rates are the price of
one nation's monetary unit in terms of another
nation's monetary unit. They are endogenousva-
iables; that is, exchange rates respond to changes
in other economic variablessuch as monetary
and fiscd policiesa home or abroad. Because
exchange ratesare endogenousvariables, one
cannot eesily ascribe causdity to exchangerate
movements. The record appreciation of the dollar
from 1980 to 1985, for example, seemed to
reflect the huge increase in federa borrowing
associated with the budget deficit. Wesit then the
dollar or the budget deficits that contributed to
the deteriorationin the trade balance since 1982?

Nevertheless, policymakers often
seem to view exchangeratemovementsas exo-
genousevents. One possibleexplanation for this
view isthat developmentsin foreign countries,
beyond the control of the home-countrygovern
ment,can produce exchangerate movements.
From this perspective, exchangerate movements
appear responsiblefor altering the relative prices
of goods, services,and financid assetsin one
country visavisother countries. These relative
price changescan have important influenceson
real economicgrowth, employment, and prices
in the aggregate national economy or in specific
sectors. Consequently, despite the adoption of
floating rates, nations have continued to regard
exchange rates as important policy targetsand, in
varying degrees, have attempted to manage their
exchange rates. From this perspective, centra
banksfound intervention, epecidly sterilized
intervention, interesting. It seemed to offer
nationsan "additiona policy variable with which
to influence exchangerates, while leaving mone:
tary and fiscd policy free to pursue domestic
economic objectives.

Moneary authorities have not
taken thisview to the extreme; that is, they have
not attempted to peg an exchange rate with steril-
ized intervention.3 Nor did they regard monetary
policy asirrdlevant in determiningexchange
rates. Nevertheless, policymakersappeared to



believe tha through sterilized intervention they
could influence the speed a which exchange
ratesadjusted. Thisview is evident in the fact that
many central banks have intervened frequently,
often following a strategy of leaning againgt the
wind (seeJurgensen [1983]).

Since the early 1980s and the find
ings o theJurgensen Report, the proposition that
derilized intervention offersan independent pol-
icy lever with which to affect exchange rates has
not found wide acceptance. As the next section
discusses more fully, the preponderance of
research suggeststhat intervention probably hasa
very limited, if any, independent influence on
exchange rates. Nevertheless, many policymakers
believe that intervention,when undertaken in
conjunctionwith other (monetary) policies,
dfords a market impact subgtantially greater than
one would expect fromthe sum o the two poli-
ciestaken independently. Thet is, intervention
can augment monetary and fiscd policies. Asthe
Jurgensen Report noted:

... most membersfelt that the impact of the
simultaneousapplication of the two instru-
ments exceeded their individua effects In
other words, these membersargued that
exchange market intervention and mone
tary policy changesreinforced each other
and thus enhanced the size and duration
o their respective effects (pp. 20-21).
Extending thisview, many arguethat coordinating
international monetary, fiscd, and interventionpol-
iciesa so augmentstheir individua effectiveness.

The preceding discussion assumes
that policymakerswant to change the exchange
rate in order to achievesome macroeconomic ob-
jective it dso assumesthat exchange marketsare
efficient. However, the second general reason for
intervention isthat policymakersregard exchange
marketsas not dways efficient.Because of ineffi-
ciencies, exchange rates can become "mis
digned" or exhibit excessivevolatility or both.

& changerate misaignmentsand volatilitycan
imposered resourcecost on dl nations, affecting
economic growth, employment,and prices.4 As
theJurgensen Report illustrates, monetary author-
itiesoften have intervened to "dampen erratic
fluctuation,”to ""cam disorderly markets” or to
"keep exchangeratesin line with fundamentals.
All these suggest that something iswrong with
the market and that the monetary authority is
capable o correcting the deficiencies.

The European Monetary System comes the closest to using inter-
3 vention to peg an exchange rate. However, it is not clear that
EMS interventionis routinely sterilized and therefore independent of
monetary policy.

For a discussion of the effects of exchange-rate volatility, see
International Monetary Fund (1984).
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IV. The Channdsdf Influence

Economictheory offersthree possible channels
through which foreign-exchange market interven
tion could influence exchange rates. Firgt, non-
derilized intervention and, to alesser extent, par-
tidly sterilized intervention dter the relative
supplies of domesticand foreign money. These
monetary shifts could affect relative interest rates,
relative price levels, and exchange rates. Second,
derilized intervention altersthe relative supplies
of government interest-bearingdebt held by
international investors. Any resulting portfolio
adjustments could afect exchange rates. Third,
both sterilized and nonsterilized intervention
could alter expectationsin the foreign-exchange
market. Exchangerates, like dl asset prices, are
very senditiveto changesin market participants
expectations. Thissection discusseseach of these
possiblechannelsd influence.

A. TheMongary Channd

Economists have recognized a relationship be-
tween changesin countries monetary-growth rates
and changesin their exchangerates (or balance
of payments under fixed exchange rates) at lesst
since Hume's pricespecieflow doctrine.s Al-
though international economists might disagree
about the rdevant time frame and relative impor-
tance of money in exchangerate models, few
would object on theoretica groundsto the inclu-
sion of money among the determinantsof ex-
changerates. Mad recent modelsof exchange-
rate determination either include relative money
growth rates among their arguments, or represent
the reduced form of modelswhose structura
formsinclude money.6

Under dlassicd assumptionsof the
neutrality of money and of the constancy of veloc-
ity in the long run, agiven percentage increasein
anation's money stock will result in asimilar per-
centageincreasein that nation's pricelevel. Given
purchasing-power parity, that nation alsowill ex-
perience adepreciation of its nominal exchange
rate equal to the percentagerisein itsprice levd.
The red exchange rate remains unaffected.

While economists have challenged
thedtrict versonsdo dlassica assumptionsand
have observed that purchasingpower parity need
not hold grictly even in thelong run, the tenet
that relative rates of money growth are important
determinantsaf nominal exchangeratescontinues.
In fact, one current gpproach to exchangerate

..........................................

Keynesian economics did not emphasize the role of money in

balance-of-paymenisadjustment problems; rather it focused on
the elasticities approach and later the absorption approach. One can
trace the recent re-emphasis on money, at least, to Johnson (1968).

For a recent survey of approaches to exchange-rate determination,
see Schafer and Loopesko (1983).




determination, the monetary approach, viewsrel-
dive patternsin the supply of and demand for
nations money as the key determinant of
exchange rates?

Modern approachesdiffer from his
toric treatmentsin that they alow for inganta
neous adjustment in asset marketsthrough a
rationa-expectationsframework, and they alow
for dicky pricesin goods markets. One important
consequenced these assumptionsisthat thechan-
nel of influence between monetary changesand
exchangeratemovementsdoesnot necessarilyrun
through relative pricesand trade flows, asin the
dassicd modds. Modern approachesto monetary
theory dlow, @ least in the short run, for influ-
ences o money on interest rates, and exchange
rates through an interest-rateparity mechanism.
Contemporary modelssuggest that achangein
relative monetary growth rateswill produce both
nominal and real exchangerate changesin the
short run, but not in the longrun Another impor-
tant implication of modern models is that, follow-
ing a monetary expansion, nominal exchange
ratesinitidly can overshoot their long-termequil-
ibrium vaue (given by purchasing power parity)
becausedf the dow adjustment in goods prices.
The extent o the overshoot will depend on dl
theinterest ladticitiesand price eladticities
embodied in the model. However, if goodsprices
adjudt instantaneoudy, no exchange rate over-
shootingwill result.8

Nonsterilized intervention, which
changes nations relative money supplies, hasthe
potential to ater exchange ratesrapidly and last-
ingly. International economigts rarely disagree
with this proposition. Serilized intervention,as
typicdly conducted by the United States, a so
could have an effect on exchange rates if foreign
monetary authoritiesdid not completely sterilize
the transactions.

Asindicated earlier, US interven-
tion to dter the dollar's exchange rate can change
the money stocks of the nationswhose curren-
ciesthe Federd Reserve buysor sdlls, unless
those nationstake appropriateoffsetting actions.
The mgor devel oped countries, such as Germany
and Japan, can gerilizethe effect of foreign or
domedtic intervention on their money stocks.
Smdller developed and developing countries
often lack credit marketswith sufficient depth to
undertake such gterilization activitieson aroutine
basis through open-market operations. They can
undertake reserveratio changes or discount-rate

..........................................
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8 The overshooting model is attributable to Dombusch (1916)

For examples of the monetary approach to exchange-rate deter-
mination see Frenkel (1976) and Bilson (1978).
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changes, but these have afairly dramaticimpact
on monetary growth and are not well-suitedfor
routine adjustmentsto sterilized intervention.
They do, however, provide a mechanism where
by the foreign centra bank could offset the
impactsof intervention over alonger period.

B. The Portfolio-Adjustment Channel
Economists have extended the closed-economy,
portfolio-baancemodel s of asset demand,
initially developed by Tobin (1958, 1969), to the
open-economy case. In a portfolio model of asset
demand, risk-aversewealth holders, facing uncer-
tain rates of return on an aray of assets, diversfy
their portfoliosacrossassetsinstead of holding
only thesingleasset currently yielding the high
et rate o return. When exchangerisk and politi-
cd risk areintroduced into the model, a strong
incentiveexistsfor wedth holdersto diversfy
their portfoliosacrosscurrencies.® The resulting
demandsfor assets denominated in foreign cur-
renciesafect exchange rates. The open-economy
portfolio moded illustrates an important channel
through which completely sterilizedintervention
might affect exchange rates and the conditions
that must hold for sterilized interventionto work.
In aworld with no transaction cost
and no regtraints on capital flows, arbitrage will
eguate returns on assets denominatedin dollars
with returns on assetsdenominated in other
currencies.
D) r=r+f-s
In equation 1, risthe log of the interest return
on US bondsand #* isthelog of the interest
return on foreign bonds. (We assume that the
bonds maturein oneyear.) Theforward exchange
rate, f, isthelog o the current dollar price of for-
eign currency for ddivery in one year. The spot
pricedf foreign currency is s Assumingthat
domestic and foreign assetsare perfect substi-
tutes, so that the forward exchange rate equals
the expected future spot exchange rate, arbitrage
ensuresthat the return on domestic bonds, equals
r* the return on foreign bonds, plusany capita
gains associated with holding foreign-currency-
denominated assats as exchange rates change.
When weslth holders do not view
domestic and foreign bonds as perfect substi-
tutes, the forward exchange ratewill differ from

Initial applications of portfolio models to the study of capital move.
9 ments under fixed exchange rates are Branson (1970}, and Kouri
and Porter (1974). Early applications to floating exchange rates include
Girton and Henderson (1977) and Kouri (1980). Discussions of sterilized
intervention within the context of portfolio models are found in Tryon
(1983), Genburg (1981), Henderson (1984), and Hutchison (1984).

1 Equation 1 is the log form of the covered interest-rate parity
condition:

(.= (1+r%



the expected future exchange rate (s¢) by apre
mium, 8, that reflects the risks associated with
holdingan open positionin dollars. Thet is

(2) f -s#=8.

Subdtituting yields:
(3) r=7+(s¢-5)+ 6.

Ascan be seen from equation 3, wedlth holders
demand an extrareturn for holding the risky dol-
lar aset above the interest return and expected
appreciation from holding theforeign bond. (One
could specify the problem with the foreign asset
asthe risky asset without affecting the analysis.)
Rearranging equation 3 provides
an expression for the risk premium:
4 6=r-+s- s

With interest rates and the expected future vaue
o the dollar held constant, an increase
(decrease) in the risk premium on dollar assetsis
associated with a depreciation (appreciation) of
the dollar rdativeto the foreign currency. This
depreciation of the dollar in the spot market is
necessary to givewedth holdersa capitd gain
over the holding period sufficient to compensate
them for the additional risks of holding dollar-
denominated assets.

Before explaining intervention
within the context o this model, we should spec-
ify the determinants of the risk premium. Under-
lying the risk premium is the preferenced indi-
viduasto hold assetsin their home currency,an
averson to risk, and adesireto hold assetswhich
maximize a return from a portfolio, given the
risks These risksinclude exchangerisk (the
uncertainty associated with unanticipated move
mentsin exchange rates) and politica risk (the
probability that governmentswill imposefuture
capita controls). In the case of mgor developed
countries, most andystsattach gresatest impor-
tanceto exchangerisk (see Dooley and Isard
(1980] and Frankel [1979]). In specifying a func-
tion to explain the risk premium, most research
includes, among other terms, the ratio of domes
tic bondsto total wedlth (see Frankel [1984,
1979] and Hutchison [1984]).

The assetsrelevant to the portfolio
badance modd are government bonds. Individu-
dsgenerdly do not hold large balances of for-
eign currency, since they would ear no interest.
In addition, bondhol ders must view the bonds as
additionsto their net wedlth. Privatebondsare
aststo lendersand liabilitiesto borrowers,
therefore, they do not represent net additionsto
wedth. Government bondswill equal net addi-
tionsto wedth if bondholdersdo not associate
with an increasein government debt afuture tax
ligbility sufficient to retire the debt and dl inter-
et accrued on the debt (see Baro [1974]).

The portfolio balance mode pro-
vides a channel through which sterilized inter-
vention can ater exchange rates permanently
since, as demonstrated earlier, sterilized interven-
tion dtersthe relative supplies of domesticand
foreign government bondsin the hands of the
public and, when the bonds are imperfect substi-
tutes, dtersthe risk premium. Assume, for exam:
ple, that the United Statesintervenesin thefor-
elgn exchange market to support the dollar
relaiveto the German mark The Federd Resarve
buys dollarsin the foreign exchange marketswith
German marks and gerilizesthe intervention by
buying Treasury bondsat the open-market desk.
Assume that Germany also terilizesby selling
mark-denominatedbonds. The Federal Reserve's
purchase o Treasury securitiesinitially crestesan
excessdemand for Treasury securitiesthat tends
to lower US interest rates, whilethe Germansale
o mark-denominatedbonds crestes an excess
supply and tendsto raise German interest rates.
Because US and German bondsare not perfect
substitutes, US bondholdersare not willing to
hold dl of the excesssupply of German bonds.
The interest-rate movementstend to increase US
money demand and to lower German money de-
mand. Y &, the money suppliesin both countries
have remained unchanged. With the expected
future spot rate constant, the dollar will appre-
ciate rdativeto the German mark.!! The
exchangerate change, which occurs as money-
demand shiftsalter the terms of trade, is neces
sy to restore balancein both the money and
bond markets The appreciation of the dollar rela
tive to the German mark reducesthe &trective
nessaf domestic bonds relative to mark bonds by
increasing (decreasing) the expected future
depreciation (appreciation) of thedollar relative
to the mark, hence, it a so reduces expected capi-
td gainson dollar assets.

In terms of equation 4, therefore,
intervention has produced movementsin interest
rates and the spot exchange rate associatedwith a
reduction in the risk premium on dollar assts.
The movement in the exchange rate, moreover, is
compatiblewith the designsdf the intervening
monetary authorities.

If assetsare perfect subgtitutes,
wedth holdersexpect the same return from each
bond. Under these assumptions, gterilized inter-
vention will not affect the exchange rate, because
individuas have no incentiveto alter portfolios
given achangein the reative stocksaf bonds.
Asst holdersare perfectly willingto hold more
mark-denominated bondsin place o dollar-

..........................................

as purchasing power parity, or a sustainable current account

| 1 Analysts usually assume that long-term determinants, such
deficit, maintain the level of s®



denominated bondsin their portfolios. When the
bonds are perfect substitutes, intervention also
will leave interest rates unaffected becausethe
intervention transactions, dthough ateringthe
currency compositionaof bonds, have not changed
the total value of bonds relaiveto money in port-
folios. Wedth holders, therefore, have no incen-
tive to diversfy out of bondsand into money.
Given the other assumptionsmen-
tioned previoudy, the extent to which interven
tion dters exchange rates depends on the degree
of subdtitutability between dollar-denominated
and mark-denominated securities. Other things
equal, if dollar and mark bonds are close substi-
tutes, the changein the exchangerate will be
gmdl. If the assetsare not close substitutes,a
larger change in the exchangerate will be
reguired to compensatefor the risks. Thisimplies
that completely sterilized intervention might be
feasiblein some markets where assetsare imper-
fect substitutes, but infeasiblein other markets,
where assets are perfect substitutes.’2 Therefore,
the United States might intervene successfully
agang lira but not againgt marks. Clearly, one
must evaluate the portfolio effectsof completely
derilized intervention on a case-by-casebasis.
Empiricd investigationsto date
generally do not find strong support for the con-
tention that intervention affects exchange rates
through a portfolio-adjustment mechanism (see
box 1). Although the issue remains unresolved,
the evidence of the existenced arisk premium
between smilar assetsdenominated in currencies
of different magor devel oped countriesis mixed.
These investigationsinvolves multaneoudy test-
ing the joint hypothesisthat markets are efficient
and that bonds are perfect substitutes. Conse
quently,afindingthat theyield on domesticand
foreign securitiesdifferssignificantly from zero is
subject to two interpretations. Fird, this result
could indicatethat assets are imperfect substitutes
in an efficient market. Hence, intervention would
work through the portfolio-balancemechanism.
Second, and equally plausible, thefinding could
result if assetsare perfect substitutes, but if
markets are not perfectly efficient. Thissecond
finding suggeststhat intervention does not oper-
ate through a portfolio-balancechannel. ¢
Loopesko (1983), Hutchison (1984) and Danker,

..........................................

1 See Fukao (1985) for an interesting discussion of similar
problems with coordinated intervention within the context of
a portfolio-balance model.

1 For a survey, see Levich (1983). See also references to port-

folio models in box 1.

efficiency.

This does not preclude the possibility that sterilized interven-
tion could influence the exchange rate by improving market

Haas, Henderson et d. (1985) offer three investi-
gationsof interventionwithin the portfolio-
adjustment framework. None finds strong support
for the existence of a portfolio-adjustmentchan-
nel for intervention.

Even if the relevant bondsareim-
perfect substitutes, it appearsthat the response to
smal changesin the risk premium is quite low.
Hutchison (1984) notesthat changesin the
cumulative totd publicly held government debt is
the relevant variablefor the portfolio-adjustment
model. Tota government debt respondsto inter-
vention, to the surplusor deficit in the govern-
ment budget, and to monetary policy. In hisstudy
of Japanese intervention, Hutchison (1984) sug-
geststhat intervention is usudly too small, rela
tiveto the total volume of outstandingdebt, to
have a sgnificant impact on portfolio choices.
With the publicly held federal debt in excess of
$L5 trillion, US intervention probably would
need to be massvebeforethe cumulativevolume
had sgnificant impact on portfoliodecisions.’s

C. The ExpectationsChannd
Exchange-market intervention also could alter
exchangeratesif it changed expectationsin the
foreign-exchange markets. Mod economistsregard
foreign-exchangemarkets as highly efficient.An
efficient market isone that "fully reflects’ dl
relevant, available information about today's
eventsaswell asabout dl predictablefuture
events, including policy decisions(see Fama,
[1970]).3 An implication of thisisthat exchange
rates respond to unanticipated events or "news."
When the exchange market and other marketsare
efficient, transactionsbased on observed exchange
rates ensurethe optimal allocation of resources.
While exchange markets are highly
efficient, they probably are not perfectly efficient.
Tests of market efficiency generally search for
unusual profits from arbitrageor trading rules. In
an efficient market, unusua profitsshould not
exigt; their existence would imply that certain
transactorsconsistently have better information
than others. Although these testsgenerally are

1 Batten and Ott (1984) make a similar argument, which does
not result from a portfolio model, noting that the average
daily volume of funds flowing through the exchange market is quite large
relative to the typical volume of intervention.
16 Levich (1983) writes the spot rate, S, as:
=Z, BlES, . ) - 5L

where Z, is a coIIect|on of contemporaneousvariables that explain S,.
Collecting terms and substituting repeatedly for lagged values:

5= (8" 3 (BB EC)

Hence, the spot exchange rate depends on current expectations of the
relevant “fundamentals" in Z from the present to the indefinite future.
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inconclusive,they have raised serious doubts
about perfect exchange-market efficiency.”

In addition, casual observations
have raised questions about whether the rnarket
consistently usesdl availableinformationwhen
setting exchange rates (see Dombusch [1983]).
Many exchange-market analysts contend that the
exchange market often focuseson one pieceof in-
formationto the exclusion of other important
informationand sometimes trades on falseinfor-
mation or thewrong model. Tradeson fasein-
formation can be sdf-fulfilling. If, for example,
tradersbelieve that a full moon causesdollar
depreciation and sell during full moons, their
expectationswill be met. Such activity can lead to
abrupt, potentialy disruptiveadjustmentsin
exchange rates as the market changesitsfocusto
adifferent set, or eventually to the correct set, of
fundamentals. & change-market analystsalso
have argued that exchange rates periodicaly are
subject to speculativerunsor bubbles. When
informationis incompl ete, tradersmight rely on
recent exchangeratemovementsto indicate
market sentiment and future movementsin the
rate. Traders may buy an appreciatingcurrency or
sell a depreciating currency, thereby reinforcing
exchange rate movements. It isimportant to
emphasize that most economists regard the inef-
ficienciesin the exchange market as minor and
asgenerally not contributing much to exchange-
rate volatility. Nevertheless, to the extent that inef-
ficienciesexigt, interventioncould dter exchange
rates by altering expectationsin the market.

Mog monetary authoritiesattempt
to conduct interventionpolicy in such away asto
improve the information flow through the
market; according to theJurgensen (1983) report:

The authoritiesin each of the Summit
countriesat times undertook large-scalein-
terventionwhen they judged that market
participants had not taken full account of
fundamental factors, [or] had only reacted
dowly tochangesinfundamentals.. (p.21).

There area number of difficulties
in implementing interventiondesigned to influ-
ence market expectations. Such intervention
involvesa judgment on the part of the monetary
authoritiesthat first, the current voldtility in the
market reflectsinefficienciesand not adjustments
(or expectationsof adjustments) in fundamental
determinants; and second, that the monetary
authorities possess better information than the
market about market developments. In the pro-
cessing of norma information flow about real
economic developments, prices, interest rates, or
routine policy, there islittle reason to suspect that

| ]. 7 See Levich (1983) for a sunvey
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policymakersare any better informed than market
participants. At times, however, the Federa
Reserve and the U.S Treasury could have better
information than the market. This might occur,
for example, when policymakers are considering
achange in monetary or fisca policy that differs
from past policy reactions. The market aready
will incorporatea policy reaction function into
the exchangerate quotations. The need to pro-
vide new information to the market limitsthe
instances when sterilized interventionisfeasible.

A highly efficient market will inter-
pret intervention activity quickly. Hakkio and
Pearce (1985) found that unanticipated money-
supply announcements had a significant effect on
exchangerates, but that the adjustment usudly oc-
curred within twenty minutes of the announce-
ment. Onewould expect the exchangeratechange
in response to new information to be permanent.

The decision of the Group of Five
countriesto intervenein late September of 1985
(the Plaza decision) seemsto represent a recent
example of successful intervention that altered
expectationsin the foreign exchange markets. At
the time, the dollar was depreciating in the
foreign-exchangemarket, but the market seemed
uncertain about the future course of monetary
and fiscd policies. The money stock, narrowly
defined, was growing in excessof itstarget range,
suggestingthat the Federal Reserve might take
stepsto reduce money growth. On the other
hand, economic activity seemed weak at the
time; many complained that the dollar was over-
valued, and banks continued to experience diffi-
culties with agricultural and international loans.
These eventssuggested that the Federal Reserve
might not tighten. At the same time, there was
increasing talk in Congressabout the need to
reduce the federal budget deficit, but little con-
crete action. Under these circumstances,the
market seemed to view the decision to intervene
asasigna that U.S policy would not movein a
directionthat might strengthen the dollar in
exchange markets. The United States intervened
forcefully, but did not continue to intervene
beyond the quarter.

A second important question con-
cernsthe appropriatenessof using interventionto
alter expectations. Given that monetaty authorities
can provide new information to the exchange mar-
ket about future monetary policy and alter expec-
tationsin the market, is interventionthe approp-
riatevehiclefor providing thisinformation?
Could the central bank providethe same informa
tion through the announcement of monetary pol-
icy intentionsor by providing an interpretation of
recent events?Thisissue hasnot received much at-
tention in the literature on central-bank interven-
tion. Perhapsactua currency purchasesor sales
are necessary to convincethe rnarket about cen-



tral bank intentionsbecause it representsa bet by
the centrd bank on itsown information. Profita
ble intervention tendsto stabilize the exchange
rate. Moreover, as Henderson (1984) notes:
...losses on foreign exchange positionscan
lead to Sgnificant political problemsfor the
authorities. Thus, if the authorities under-
take an intervention policy whichwould
generateforeign exchange lossesif their
pronouncementsabout future monetary
policy were not put into effect, there might
be more reason for privateagentsto take
these pronouncements serioudly. (p. 391)

We a so should question the
extent to which one truly can regard intervention
that altersexpectationsabout future monetary
policy as being sterilized. While such intervention
might intensifythe effects of the changein mone
tary policy, as suggested in Jurgensen (1983, pp.
20-21), it isclearly dependent on fulfillment of
the expectations.

While the expectations channel
offersthe most promiseasa means of accom:
plishing sterilized intervention, it probably isthe
most difficult channel for acentral bank to navi-
gate. It isimportant to emphasizethat the pur-
chase or saledf foreign exchange per seis not
affecting theexchangerate; thecritica factor isthe
information these transactionsmight provide.
Such intervention must be unanticipated and
convey new, convincing information to the
market. Becauseit is difficult to determine how
expectationsare forged and how strongly they are
carried, attemptsto ater expectationsthrough
intervention could be very expensive.

V. Conclusion
This article has discussed three channel sthrough
which central bank intervention could alter
exchangerates. These are the monetary channel,
the portfolio-balance channel, and the expecta
tions channel. Two broad conclusonsemerge
from our review of these channels. Frst, changes
in a nation's money growth relativeto money
growth abroadcan have a profound effect on thet
nation's nominal exchange rates. This holdstrue
whether the money stock changeis engineered
through conventional methodsof monetary policy
— open-market operations, discount-ratechanges
or reserveratiochanges—or whether the money
gock change is engineered through nonsterilized
interventionin foreign exchange markets.
Changesin a nation's monetary growth, however,
may have only temporary effectson that nation's
red exchange rates, especialyif goods prices
adjust dowly to changesin money growth rates.
However, nations have been most
interested in conducting sterilized intervention,
that is intervention independent of monetary
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policy. Such intervention would alow them the
opportunity to influence exchange rateswithout
interferingwith domestic monetary objectives.
Our second conclusion isthat sterilized interven-
tion hasalimited, but not necessarily inggnifi-
cant, impact on exchange rates. The portfolio-
balance approach to exchangerate determination
suggeststhat gterilized intervention could influ-
ence exchangerates permanently by altering the
reativesuppliesof government bondsin the
handsdf the public. If wedlth holders perceive
these bondsas net wedlth and as imperfect sub-
stitutes, sterilized intervention could alter the
exchangerate in the desired direction by chang-
ing the risk premium on these bonds. Unfortu-
nately, empirical investigationsto date have not
demonstrated unequivocallythat arisk premium
exisgtison government bondsissued by the mgor
devel oped countries. Nor have they shown that
intervention in the magnitudestypicaly under-
taken by the mgor central banksis sufficiently
large to influence the risk premiums. The expec:
tationschannel suggeststhat sterilized interven
tion can influenceexchange rates by altering the
flow of informationin the exchange market.
However, this requiresthat the intervening cen-
trd bank be able to identify periodsof market
inefficiency and that it have information, for
example, about future monetary policy, which the
market lacks. The exchange market seems highly
efficient, so that opportunitiesfor the central
bank to exploit this channel probably are not
grest. Nevertheless, under the proper conditions,
such intervention can have an immediateand
permanent impact on exchangerates.
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Comparing Inflation
Expectations of Households
and Economists: Is a

Little Knowledge a
Dangerous Thing?

by Michael F. Bryan
and William T. Gavin

Mary economicdecisionsdepend on the infla
tion expectationsof market participants. For
example, householdsconsider future inflation
when making intertemporal decisionsabout con-
sumption, savings, and leisure, and investors
dlow for potentia inflation when estimatingthe
red returnson investments.

For anumber of reasons, empirica
researchersare paying increasing attention to sur-
vey measuresd inflation expectations. While
reduced-form forecasts are readily availableas
proxiesfor inflation expectations, their use gen-
erdly assumesalong period of policy and struc-
turd gability. In the presence of policy and other
dructurd shiftsin the economy, direct measures
of expectations may adapt to changing conditions
faster than model-based ones.

Survey measuresdf inflation expec:
tations are important to research economists
becausethey provide data on an otherwise unob-
servablevariable. Walis (1980) and Pesaran
(1981) derived the conditions required to iden
tify behaviord parametersin simultaneous
rationa expectation models. They showed that
the assumptions needed to identify behaviord
parametersin rationa expectation modelsare
arbitrary; these assumptionsgenerally are not
implied by economictheory and cannot be
tested. Kaufman and Woglom (1983) have sug:
gested using observable survey-based measures
o expectationsto estimate otherwise unidentifi-
able, policy-invariant parametersin rationa
expectation models.
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Measures of inflation expectations
are important to the Federd Resarve becauseit
has the responsibility for managing the money
supply in away that fostersprice stahility. Expec-
tations of inflation can influencethe linkage
between money, interest rates, and prices. Infla
tion expectations have become especialy impor-
tant in recent yearsdue to the Federd Reserve's
disinflationary strategy.

In this paper, we examinethe
inflation forecastsfrom two surveys one taken
from households, and the other taken from pro-
fessond economists.! While the state of the art
in economic forecadting is4till primitive, econo-
migswould probably like to believethat they are
able to make better inflation forecaststhan lay-
men. In order to determinewhether thisisso, we
comparethese two survey forecaststo each other
and to atime seriesforecast. Pearce (1979)
showed that, for the period from 1959 to 1976, a
simple univariate ARIMA model produced more
accurate out-of-sampl einflation forecasts than did
asurvey of professiona economists. We have
included asimilar model to test whether the
Pearce resultsare vaid for recent yearsand to see
how the time series model fares against the

Gramlich (1983) presents statistics suggesting that both the

economistand the household survey measures of inflation expec-
tations are biased and inefficient. Bryan and Gavin (1986) show that his
main results are derived from a mis-specified model. When the specification
error is corrected, the Michigan survey of household inflation expectations
passes the standard tests for unbiasedness. However, there remains dwhbt
about the properties of the inflation expectation series derived from the Liv-

ingston survey of professionaleconomists.



households' inflation forecast. Embarrassngly
enough, our resultssuggest that the knowledge
which economistsbring to the forecasting exer-
cise may have madetheir inflation forecagtsless
accurate than both the more naive forecast of
householdsand the forecastsgenerated from a
simple, atheoretical, timeseriesmodd.

I. Conditional Efficiency of the Survey Forecasts
This section presentsresultscomparing the fore
cads of inflation? The household survey of infla
tion, compiled by the Universty of Michigan's
Survey of Consumer Finances, records 12-month
consumer price forecagtsfor approximately 1,000
randomly selected househol ds. The economists
urvey measure is constructed by Joseph Living-
ston Of the Philadelphbia Inquirer, where year-
ahead inflation forecagts of approximately 50
economistsare summarized semi-annually.?

A simple procedurefor evauating
the relative efficiency of competing forecastsis
discussed by Granger and Newbold (1977). Since
it isonly in specia cases that we know the min-
imum attainabl e forecast variance, they suggest
using acriterion of "conditiona efficiency™ to
evauateforecast accuracy. A forecast issaid to be
conditionally efficient with respect to another if
the variance of that forecast's error is not sgnifi-
cantly greater than the variance of the forecast
error fiom acombined forecast. In the case of
multiple, linearly independent forecasts ( £%,
Ps... P9, the"conditionaly efficient” forecast,
sy P¢, is defined such that in the ordinary lesst
squares (OLS) regression:

2 Other surveys not examined in this paper include the NBER-
ASA quarterly survey of inflation expectationsa 3 the Money
Market Services monthly survey of inflation expectations. Both represent
surveys of economists. Victor Zamowitz examines the NBER-ASA in a
number of papers. See Zamowitz (1984) for a recent paper and references
to earlier work. Pearce (1985) provides an analysis of the Money Market

Services survey of inflation expectations.

The form of the Michigan survey has changed substantially
3 over the years. For example. prior to 1966, panel participants
were merely asked for qualitative responses. Between the second quar-
ter of 1966 and the second quarter of 1977 respondents had categories
of price increases suggested to them, and those who expected prices to
fall were not asked to quantify their response. Only since the third quar-
ter of 1977 did Michigan survey panelists actually forecast the rate of
inflation. See Juster and Comment (1980) fw a description of the proce-
dures used to derive the household inflation expectations from the Mich-
igan survey data; a summary of this paper is published as an appendix
in Noble and Fields (1982). Livingston Survey responses are compiled by
the research staff of the Federal Reserve Bank of Philadelphia. The
mean expected inflationrate derived from the Livingston survey uses the
methodology proposed by Carlson (1977).
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(D P=a+ B, Pi+ Bz, (P5+ ...

e .
+Bn t»ant + ut’

where E(u,) =0 and E(u,u,”) = 021,
then,a=0, B:=1,and 8,= 0 for i>1.
Specificdly, we estimated the fol-
lowing equation over the 1949-84 period:

(@) Py=oa+Pr , P§+ B, 1P5+ u,

where: ,_,Pf, = theforecast of inflation for yesr t
fiom the Livinggton Survey made
inyear ¢1, and

y-1P%, = theforecast o inflation for year t
fiom the Michigan Survey made
inyesar 1.

The resultsd this estimationare reproduced a
thetop df tablel. Ftestswere conducted on the
joint hypothesisthat =0, 8,21, and 8,,.. =0 for
i=1, 2. The University of Michigan survey of
householdswas found to be conditionaly effi-
cient for both theJune and the December infla
tion forecadts (that is, the hypothesis 82=1 and
B1=0 could not be rejected & the 5 percent leve
of confidence). This meansthat the year-ahead
forecast of inflation for the survey of households
could not be significantly improved using addi-
tiona information fiom the Livinggton survey of
economists. However, the economists survey
could have been improved given information
contained in the household forecast. That is, the
hypothesisthat B:=1 and B2=0 could be rejected
a the 5 percent level of confidence (£ = 9.17for
theJune inflation forecastsand 4.35 for the
December inflation forecasts).

Because the Michigan survey
resultsare derived fiom qualitative survey data
before1966, it is not clear what influence knowl-
edge of past experience may have had on devel-
oping the procedures used to generate the
numerica data and, consequently, on the survey's
ex post accuracy. We separated the sample & 1966
to examine the period for which the Michigan
urvey data included only quantitativeestimates
of inflation.

We also included the one year-
ahead univariate time-seriesforecast of inflation
(,.1P%,) in theconditional efficiency testsfor
the post-1966 period to comparethe perfor-
mance of the two surveysagainst a relatively
simple, atheoretical model of inflation.4

4 The time-seriesmodel was not includedin the full-sample tests
fw conditional efficiency because the early observations were
needed to generate the out-of-sample forecasts.




Thetime-series forecast issim-
ilar to the one used by Pearce (1979). Specif-
ically, the model used to generate the time-
series forecastsis:

(3) pPpr=PY - Oa, +a; E(a)=0,

E(a,a,)= 02l

where 7 isthe monthly inflation rate (approx-
imated by the firg differencein logarithmsof the
Consumer Price Index) and aisthe error. Notice
that the n-step-ahead forecast of a first-order mov-
ing average model isequal to the one-step-ahead
forecast. Three F testswere conducted on the
separate hypotheses that each of the forecastswas

"conditionally efficient," asdefined in (1). The
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model were conditionally efficient, relativeto the
survey of economists.

1I. An Analysisof Survey Forecast Errors

In table 2, we show the mean absol ute error
(MAE), the root mean square error (RMSE) and
the Theil decomposition of the forecast error for
the two survey measuresof inflationexpectations.5
The Theil decomposition evaluatesthe portion of
the error dueto bias (™), the portion dueto
the difference of the regression coefficient from
unity (U®), and the portion dueto residual varia
tion (U/P). In an optimal forecast, we expect to
find ¥ and UR approximately equal to zero and
UP closeto one.

L |
Conditional Efficiency of Alternative Forecasts

Entire Sample
1949-1985
June forecasts a B
071 0.12
t-statistics (1.27)  (0.46)
F-statistics 9.17**
1949-1984
December forecasts
1.13 0.69
t-statistics (1.90) (1.98)
F-statistics 4.35*
Post-1965 Years
1965-1985
Juneforecasts o B B2
0.157 -0.196 0.792
t-statistics (0.12)  (-0.54)  (1.97)
F-statistics 6.41** 111
1966-1984
December forecasts
2.743 0.142 -0.690
t-statistics (1.74)  (0.28)  (-1.02)
F-statistics 3.57* 2.09

B2 R DW SE

0.89 0.69 157 2.10
(3.27)

1.19

0.28 0.67 1.25 2.15
(0.81)
2.02

Bs R DW SE

0.433 0.73 1.63 1.81
(1.23)

1.87

1.167 0.59 1.18 2.28
(2.55)
0.79

NOTES: t-ratiosfor aand g around 0 are in parentheses.
Fsatisticsare calculated for each 8, under the joint hypothesisthat a=0, 8,=1, andB,,., = 0 fori = 1 to3, respectively.

** = dgnificant at 1 percent.
* =gignificantat 5 percent.

TABLE 1

resultsof these testsare presented at the bottom

of table 1.

For both theJune and December
inflation forecasts, only the survey of professional
economists could have been improved given
information from the other forecasts. Hence, we
could not regject the hypothesisthat the house-
hold survey and the atheoretical time-series

Over the full period, the Michigan
survey hasthe lowest mean absolute error and
the highest valuefor &%, while the Livingston
forecast does relatively poorly. Only about 70 per-
cent of the Livinggton forecast error was residual

I 5 For a desmipion d this prooecle see Th (1966) pp. 33-36.



variation. That is, about 30 percent of the econo-
mists inflation error appearsto be nonrandom.

In the post-1966 period, which
includesthe simple time-series model, the time-
series model has the lowest mean absolute error,
the lowest mean square error, and the lowest
residual bias. The Michigan survey of households
has the highest portion of the forecast error
attributedto residual variation (96 percent). The
Livingstonsurvey of professional forecastsisthe
least accurate inflation guess of the three, and the
errorsin thissurvey have a proportionately large
nonrandom component.
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was 2.335 percent in the post-1966 period, and
that the difference between the Michiganand Liv
ingston forecast errorswas only 0.5 percent.
Anecdotd evidencefor thisargu-
ment is provided by the generally thin trading in
the CH futures market. SinceJune 21, 1985, the
Coffee, Sugar, and Cocoa Exchange in New York
City has made a market in CA futurescontracts. If
there were a significant amount of risk uniquely
associated with uncertainty about movementsin
consumer prices (apart from uncertainty about
the behavior of interest rateswhich havevery
activefutures markets), then we would expect

Alternative Forecast Accuracy
TimePeriod Modél MAE RMSE uM LI u?
June 1949 -June 1984
Livingston 1.902 2.715 0.240 0.022 0.738
By = 4.37 Michigan 1.607 2.264 0.074 0.010 0.916
Sp = 3.56
June 1966 -June 1984
Livingston 2.257 2.900 0.194 0.013 0.794
u, = 6.64 Michigan 1.904 2.377 0.043 0.000 0.957
Sy = 3.22 Timeseries 1.870 2.335 0.018 0.107 0.876

NOTE: p, istheaverageadua inflationrate s, isthe dandard deviation of actual inflation.The timeseriesforecassarein-samplefore
cadsfor tﬁe period 1949 through 1965. After 1565, theforecagsare 12 monthsahead. The modd wasreesimated every sx months. The
firg-order MA parameter ranged from ahigh of 0.729in 1973 toa low of 0.684in 1933.

TABLE 2

II1. Isa Little KnomMedge a Dangerous Thing?
Why isthe Michigan survey of households a more
accurate and less " biased inflationforecast than
the Livingston surveyAWe suggest several possi-
bilities. One may be that the large sample of
households isrelatively more representative of
the participantsin the market for the basket of
goods covered by the Consumer Price Index. No
individual actually buys the representative basket
of goods; the basket will vary with demographics
and income class. It may be that any small, hom-
ogeneousgroup of consumerswould misforecast
the inflation rate as badly as do economists. It
seems likely that the 50 or so economistsin the
Livingston survey are as homogenous agroup as
one might put together from a subset of the
Michigan sample. Furthermore, they are highly
unlikely to be a representativesample, since they
areamost al male and well-paid in comparison
to the average consumer.

Another reason for the Livingston
economists relatively poor forecasts may ssimply
be that they havelittleincentive to do better. The
average size of the error from the best forecast is
largerdative to the difference between the alter-
native forecast errors. In table 2we saw that the
root mean square error of the timeseriesforecast

activetradingin thisfinancia vehicle. However,
such activetrading has not occurred.

Empirica support for thisincentive
argument isgiven by Hafer and Redler (1982),
who identified each of the Livingston respond-
entswith one of six professional affiliations. Hafer
and Reder argued that only economists employed
by nonfinancial businesseshad direct and strong
incentivesto produce accurate inflation forecasts.
They show that thisgroup produced better fore-
caststhan did economistsfrom academia, com-
mercia banks, investment banks, the Federa
Reserve System, and others. Thisargument is
based on the notion that economistswith more
incentiveto produce a better forecast will spend
more resourcesgathering better information.

Thisline of reasoning is consistent
with the supposition that the mean of the Michi-
gan survey would be a better forecast than any
individual economist's forecast. The survey of
1,000 househol ds combines information about
inflation in away that would be very expensive
for an individual economist to replicate.

Furthermore,there isa high
degree of communication among economists
about their forecasts,so that the already small
number of respondentsin the Livingston survey
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may not represent much independent informa-
tion. Thisisin strong contrast with the survey in
which Michigan respondentsare asked to forecast
the rate of inflation in the things they buy. This
latter survey was designed by specialiststo get
independent information froma representative
sampledf consumers. Our results may Smply re-
flect the superior design of the Michigan survey.

Another potential reason for the in-
feriority of the economists forecastsis that they
may have been relying on econometric modelsto
forecast inflation. Econometric models used dur-
ing this period typicaly estimated inflationas an
adaptive process, thet is, as aweighted average of
past inflation rates. Figlewski and Wachtel (1981)
show that the poor forecastsin the Livingston sur-
vey appear to have been formed in thisway. Van-
derhoff (1984) presentsfurther evidencethat econ-
omigts forecastswent astray in much the same
way as did econometric forecaststhat were based
on linear model sassumed to have constant
parameters.

The naiveforecests of households
and the ARIMA model appear to be have captured
the essentially nonstationary aspects of the pro-
cessgenerating inflationin away that economists
using econometricmodelsdid not. We note that
there has been agrowing tendency for econo-
migsto incorporatetime seriesmethods in their
econometric models; in particular, economists
have been more consciousaf the possibility that
the variablesthey study may be generated by
nonstationary Processes.

Iv. Conclusion

We may draw severa conclusionsfrom thisstudy.
Frg, none of the forecasts performwell in an
absolutesense. The differencesamong the fore-
cadtsare small rddive to the size of the mean
error of even the best forecadt.

Second, we would clearly choose
the Michigan survey over the Livinggon survey of
economistson the basis of historical accuracy.
The mean forecast from the Livinggton survey has
been shown to perform reaively poorly; it does
worse than asimple time-seriesmodel and worse
than aforecast derived from a survey of house
holds. However, the Livingston survey may be
useful if one acceptsthe notion that it isan accu-
rate higtorica representationof economists
beliefs. For instance, since policymakers rely on
economists forecasts, the Livingston survey may
help us understand policymakers’ past errors.

Finaly,the relativdly smpletime-
seriesmode has performed about aswell asthe
Michigan survey. Thus, for those who seek timely
forecagts of the CPl, we recommend thiSARIMA
model. For those researcherswho need an
observable measure of expectations,the Michigan

ECONOMIC REVIEW

survey is more likely to represent the expecta
tions of rational, maximizingagents, than isthe
extensively-used Livingston survey of economists.
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Aggressive Uses of Chapter
11 of the Federal
Bankruptcy Code

by Walker F. Todd

Introduction

Thefiling of avoluntary bankruptcy petition
under Chapter 11 of the Bankruptcy Code of 1978
by the LTV Corporation onJuly 17,1986 focused
renewed attention on the recent evolution of
corporate reorganizationsunder the Bankruptcy
Code. Thisarticle reviewsthat evolution and
offersalternative explanationsfor the kinds of
uses noted in recent Chapter 11 petitions. To
some observers,a Chapter 11 petition is becom-
ing one of the standard financid strategies of
large corporations. In a period of disinflation, the
filing of a Chapter 11 petition is not acompletely
unexpected or unnatural response to the need to
reduce corporate obligations.

Alternative legal mechanismsdo
exist for the orderly downsizing of corporate
assetsand liabilitiesin the face of agenerally fd-
ling pricelevel or asignificantlyreduced demand
in specific markets. Those adternativesinclude
assignmentsfor the benefit of creditors, corporate
liquidations,and corporate dissolutionsand reor-
ganizations under state law, aswell as contractual
agreementsfor nonbankruptcy lending ("work-
outs"). However, those dternativesoften are
unsatisfactory because they do not providea con-
venient method for debtorsto stay all creditors
claimsautomatically or to regject burdensome
contingent liabilities. Thus, corporate reorganiza:
tion under Chapter 11 typicaly isthe debtor's
preferred alternative. Creditorsalso may prefer
the orderly processof negotiationwith a debtor
through creditors committees under the supervi-
sion of afederal bankruptcy court, instead of
attemptsto reorganizethe debtor without the
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court's protection and assistance.

A more restrained,and probably
more accurate, view of bankruptcy petitionssuch
asthat filed by LTV isthat a Chapter 11 filing may
be helpful in restructuring large claims of secured
creditorsand of creditorswith the priority claims
described in section 507 of the Bankruptcy Code
(11 U.SC.section 507). Nevertheless, the use of
Chapter 11 filingsas a sword rather than ashield
was not traditionally contemplated under the
1978 Bankruptcy Code or the prior United States
bankruptcy acts.

I. An Economic Perspective

Basic economics textbooks pay little, if any, atten-
tion to bankruptcy proceedingsas a mechanism
for alocating resources. When an uncompetitive
firm becomes insol vent, economics texts gener-
dly assume that itsassetswill be liquidated to
satidy creditorsand that the firm no longer will
exist. Economistscdl this process"exit from the
market." Shareholders may suffer large losses,
including the complete loss of their investments.
At times, new investors purchasesome of theliqui-
dated assets on favorableterms, putting up fresh
capital,and a new firm "entersthe market." Some
former assetsare scrapped, some former employ-
eesare not reemployed, and some former credi-
torsare not paid fully. The new firm generally has
abetter chance of succeeding than the old firm be:
cause it hassome combination of lower costs,
greater productivity,and better management.
Economistsdescribe this market-driven process
as being efficient because investors purchase



assetsor new stock in the firm at market prices.
Those investorscould have used their capita for
other purposes.

In practice, corporate reorgani za:
tions under the Bankruptcy Code allocate re
sources in a manner that may differ significantly
from an economist's description of corporate
reorganizations.Under Chapter 11, troubled firms
essentially bargain with creditors committees
and, occasionaly,with their own employees
regarding the conditions under which they can
remain "going concerns." Negotiationswith
employees typically would cover the restructuring
of executives compensation contractsand
unions' collective bargaining agreements.

The bankruptcy judge actsasa
mediator/arbitrator, following the Bankrupcty
Rules. However, the red power to affect the day-
to-day operations of adebtor isin the hands of
the creditors committees. Usuadly, management
of the bankrupt firm attemptsto remain in con-
trol of the ongoing operations of the enterprise.
In such cases, management isreferred to asthe
“debtor in possession.” Often, aswas the case
with the LTV filing, bank creditorsalready havea
functioning committee that has been negotiating
with management before a bankruptcy petition is
filed. Thus, it is not a all inaccurate to describe
the bankruptcy judge as a detached mediator or
referee. Usudly, the judge playsonly asmall role
in preparing a reorganization plan. That plan
ordinarily is drafted by the debtor and must be
ratified by the creditors committees. The com-
mittees may serveas active, involved co-managers
of the bankrupt firm, and it is not unusual for
counsel for the creditors committeesto meet at
least weekly with management.

If no agreement between the bank-
rupt firm and itscreditorscan be reached volun-
tarily, the court, usudly acting through a trustee,
can impose asolution. One possible solution isa
complete liquidation of the firm, but such a solu-
tion is used in Chapter 11 casesonly after a judge
determines that no viable alternativeexists. It
would be mere coincidence if afirm reorganized
in a Chapter 11 proceeding had the same assets,
liabilities, capitalization, |abor force, wage rates,
and productivityas a market-organizedfirm.
Indeed, a Chapter 11 proceeding may support, a
least temporarily, the continued existence of a
firm that otherwisewould have been liquidated.

Corporate reorganization arguably
isawaysa smoother processfor all concerned
rather than a straight liquidation under Chapter7
of the Bankruptcy Code. That iswhy the threat of
filinga Chapter7 petition serves management as
astrong bargaining tactic in dealing with credi-
tors committees. Regardless of the outcome of a
Chapter 11 proceeding, dl partiestheoreticaly
have a sense of participation and partial control
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in acorporate reorgani zation. If reorganization
produces a new firm that provesto be uncompet-
itive, and if further restructuringisrequired, &
least the affected partieswill have time to adjust
to the changed circumstances.

Y et, to the extent that a Chapter 11
petition thwartsthe discipline of the market-
place, the ultimate costs of corporate reorganiza
tion to society may be greater than those of cor-
porate liquidation. This can occur becausethe
court's judgment as to the viability of the reorgan-
ized firm and any arrangement reflecting the
vested interestsof the creditors may bewrong.
On the other hand, lawyersseem to believe that
creditors lawyers, bankruptcy judges, and trustees
usually assessthe possibilitiesof corporate reor-
ganizations accurately because of their repeated
experiences with working out the consequences
of Chapter 11 petitions. Als, the continued pres
ence of corporate management in debtor-in-
possession arrangements under most Chapter 11
plansguaranteesthat the role of business judg
ment will be significant. Thus, in the end, the
normal result of a corporate reorganizationtradi-
tionally has not been completely a oddswith the
overdl lessons of human experience.

I. PrioritiesAmong Creditors

Section 507 of the Bankruptcy Code prescribesa
schedule of the prioritiesof distribution for
claimsof classes of creditorsin a bankruptcy pro-
ceeding. Asimplifiedlisting of the priorities
under Section 507 isas follows:

- Adminigtrative expenses of the
bankrupt'sestate.

- Postpetition unsecured claims
arising prior to the appointment of a bankruptcy
trustee.

- Upto$2,000 per claimant for
unsecured claimsfor accrued but unpaid wages,
salaries, commissions, vacation, and sick leave
pay.

- After deducting the $2,000 per
employee above, unsecured claimsfor up to
$2,000per claimant for contributions to
employee benefits.

- Unsecured claims of farmers
againg grain elevatorsor of fishermen against fish
processing plants.

- Up to $900 per unsecured claim-
ant for security deposits and down paymentsfor
servicesnot rendered or goods not provided.

. Unsecuredclaims of govern-
mental unitsfor taxes, customsduties, and penal-
tiesaccrued but unpaid.

Claimsfor employees wagesand
benefits have third and fourth priority in the
schedule. General, unsecured, unsubordinated
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claims, including the balance of clamsfor wages
and benefits, are given no priority and, thus,
effectively have eighth priority — behind al
other classes o prior daims.

Secured clamsare not subject to
the schedule of priorities, but bankruptcy trustees
may restrain secured creditorsfrom realizing upon
their liensin return for providing " adequate pro-
tection” to thesecured creditorswhiletheir claims
are sayed. Unfortunately, one man's" adequate
protection™ may be another man's outrageousin-
fringement of rights. In practice, secured creditors
often areforced to renew their extensionsof cred-
it to bankrupt enterprisesin order to alow those
enterprises to continue operatingfor the benefit
of dl creditors, both secured and unsecured.

Holdersd investment securities
have no priority of daim and generdly are paid, if
a al, only after dl prior classes of creditorsare
paid in full. A norma ranking of security holders
isasfollows:

. Subordinated debt holders,
including bond and note holders.

. Preferred shareholders.

» Common equity shareholders.

Holdersdf investment securities
arereferredto the terms of the relevant legdl
documentsto determine the reative priority of
different types of investment securitieswithin the
classes of investment security holders.

III. Evolution of the Bankruptcy Code

The power to establish uniform laws on bank-
ruptcieswas given to Congress under Artidel,
section 8, clause 4, of the United States Constitu-
tion. Bankruptcy was bound up with controver-
siesregarding debtors prison under the common
law and, for the firgt century of its existence, the
United States had no permanent bankruptcy law.!
Congress managed to keep bankruptcy laws on
the books only briefly, during the years 1800-
1803, 1841-1843, and 1867-1878. Disputes regard-
ing the avalability and liberdity of discharges
from debtsin bankruptcy proceedingscrested the
political pressuresthat caused the repeal of those
early bankruptcy acts. Generdly, Jeffersonians,
Jacksonians, and Southern and Western Demo-
cratsfavored liberal bankruptcy lawsasa means
of discharging prior debts and granting debtors
fresh gartsin life. Naturdly, Tories, High Federal-
ists, Whigs and Republicans (that is, the creditor
class) opposed the liberd dischargesavailableto
nonmerchant debtors under bankruptcy laws2 In

A good overview of the comparative histories of the evolution of

bankruptcyacts in the United States and the United Kingdom is
Vem Countryman. A History of American Bankruptcy Law, 81 Commer-
cial Law Journal 226 (1976), from which much of the historical informa-
tion in this commentary is taken.
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the aftermath of the depressionfollowing the
Panic of 1893, the fird permanent bankruptcy law
was passed in 1898. That legidation provided
principdly for straight liquidations. Then, in fits
and starts between 1932 and 1938, in the throes
o resolving the problems of atimewhen "so
many were debtors, and so few were solvent,”
the forerunners of the reorganization provisons
of the present Bankruptcy Code were enacted in
1938. Provisonsfor corporate reorganizations
(Chapter 10) and corporate arrangements (Chap-
ter 11) appeared for thefird timeas part of the
Chandler Amendmentsof 1938. Still, bankruptcy
was a defensive measurefor corporate debtors,
and the requirement of corporategood faith in
filing bankruptcy petitions, not difficult to estal>
lish during the Great Depression, routingy was
enforced by the courts.

The present Bankruptcy Code was
enacted in 1978. Chapters10 and 11 of the 1938
bankruptcy act were combined in the new Chap-
ter 11. Under the new Chapter 11, the day of
creditors clams became automatic upon thefil-
ing of the petition. The automatic Stay was seen
asaprocedural improvement from the debtors
perspective because, previoudy, the Say had to
be requested separately, and creditorscould re
94 the application for a stay, even after the Chap
ter 11 petition wasfiled. Also, the requirement of
actud insolvency at the time o filing under the
1938 act was eliminated in the new Chapter 11.

The Bankruptcy Code was
amended in 1984, followingaJune 1982 United
States Supreme Court decision striking down cru-
cial partsd the 1978 Code.> The 1984 amend-
ments primarily were procedural, covering the
jurisdictionand tenure of bankruptcy judges.
However, the 1984 amendments also restricted
theextent of dischargesin consumer bankrupt-
cies, established standardsfor judging the reaso-
nableness o employers reectionsdf collective
bargaining agreements, reordered the priority o
digtributions o stored grain to farmers, and
exempted certain repurchaseagreementscover-
ing financid instruments from the automatic Say
provisons of the Code.

..........................................

See Countryman (id.) at 229-230. Of course Jeffersonians object-

ed when the first bankruptcy act (1800) made discharges availa-
ble only to merchants. On the other hand, Hamiltonians found the act
useful. Robert Morris, once the financier of the American Revolution, and
by then "the most daring real estate plunger in the United States,"
financed speculative housing development in the District of Columbia,
beginningin 179. Unfortunately,in 1797, a financial panic arose from
the outbreak of the wars between England and revolutionary France.
Morris was ruined and spent more than three years in the Philadelphia
debtors' prison. His discharge in 1801 under the 1800 bankruptcy act
probably was the most famous bankruptcy discharge in the nineteenth
century. See John C. Miller, The FederalistEra: 1780-1801, 252 (1960).

Northem Pipeline Construction Co. v. Marathon Pipe Line Co, 458
U.S. 50 (1982).




Throughout the evolution of the
present Bankruptcy Code, the gtatutes enacted
have been reasonably clear expressionsd the
Congressional view that bankruptcy should bea
defensive, nonroutine measure and should not
be used to advancethe financid interests of cor-
porate debtorsbeyond the point that would have
been achieved by competitionin afree market
among solvent corporations.

IV. Aggressive Usesof Bankruptcy

A potentidly disturbingtrend of filings under the
Bankruptcy Code began with the classic “surprise
filing" by the JohnsManvilleCorporationin 1982.
JohnsManville facing an unpredictable amount
o daimsfor damage thought to be caused by
asbestos, proposed a Chapter 11 reorganization
under which all present and futureasbestosclaint
antswould be reimbursed from a separate fund
created by JohnsManville.Meanwhile, the norma
businessoperationsof the corporation continued,
comparatively unimpeded by the claims of asbes
tosvictims Thevictims fund isto receive up to
$2.5hillion over 25 years, including the contribu-
tion of a least 50 percent of the common voting
equity sharesdf the corporation. The Jobns-
Manwvillecase has been questioned in some of
the bankruptcy literature as lacking the elements
o agoodfaithfiling, but a thiswriting it appears
that the settlement will stand?

Other potentialy disturbing bank-
ruptcy decisionssoon followed in thewake of
theJohnsManvillecase. In February 1984, the
United States Supreme Court decided, 54, in
National Labor RelationsBoard V. Bildisco & Bil-
dkco, e, that employers undergoing Chapter 11
reorganizations unilaterally may abrogate or mod-
ify collectivebargainingagreementsthat are
serioudy burdensometo the employer when, on
balance, the equities of the case favor modifica
tion of burdensome terms.

See, .9, Mark J. Roe, Bankruptcy and Mass Tort, 84 Columbia

Law Review 846 (1984); Note, The Manville Corporation bank-
ruptcy; an abuse of the judicial process? 11 Pepperdine Law Review 151
(1983); Note, Manville: good faith reorganization or “insulated" bank-
ruptcy? 12 Hofstra Law Review 121 (1983); Note, Manville corporation
and the "good faith" standard for reorganization under the Bankruptcy
Code, 14 University o Toledo Law Review 1467 (1983); Note, Manville
bankruptcy: treating mass tort claims in Chapter 11 proceedings, 96 Har-
vard Law Review 1121 (1983).

A thorough account o the Bildisco decision, 465 U.S. 513 (1984),

and the enactment of the collective bargaining provisions of the
Bankruptcy Code Amendments o 1984 is Thomas R. Haggard. The Con-
tinuing Conflict Between Bankruptcy and Labor Law -The /ssues that
Bildiscoand the 1984 Bankruptcy Amendments Did Not Resolve, 1986
Brigham Young University Law Review 1. See also, Benjamin Weintraub
and Alan N. Resnick. Bankruptcy Law Manual, Problems with labor
Unions: Rejecting Collective Bargaining Agreements, paragraph 8.11 (9)
(1986). See In re Bildisco, 682 F.2d 72 (3d Cir. 1982).
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The Bildisco caseillustratesthe way
that bankruptcy courts usudly resolve fundamen-
tal conflictsbetween provisonsd the Bankruptcy
Code and other provisonsd federal law: Bank-
rupcty provisonspreval. It is only natural for
bankruptcy courtsto consider the creation of via
bly reorganized entities as their paramount duty
in Chapter 11 cases. The remedy for those dis
tressed by such tendencieson the part of the
bankruptcy courtsis to petition Congressfor
amendmentsto the Bankruptcy Code that would
oecificaly addresssuch conflicts. However, asis
noted bel ow, the bankruptcy courtshave modified
somewhat their tendency to eevate bankruptcy
procedures above other consderationsdof federa
or statelaw only in environmental pollution cases.

| abor leaderslobbied Congressto
overturn the effect of the Bidisco decision, and
Congressdid so in theduly 1984 amendmentsto
the Bankruptcy Code (11 U.S.C. section 1113,
"Rgectiondf collectivebargaining agreements’™).
Although they il alow employersto reject col-
lective bargai ningagreements, these amendments
establish standardsfor judging the reasonable
nessof the rgection in light of good-faith efforts
to negotiatemodification o the agreements. In
the fird court test of the 1984 amendments, In re
Whedling-PittsburghSed Corp. (W.D. Pa 1985),
the didrict court sustained an employer'srgec
tion of wage provisionsadf a union contract under
section 1113, even though it was arguabl e that
the employer had not bargained in good faith on
the wage concessions. The union was holding
out for further bank lenders concessions before
agreeing to the wage concessions. Upon apped
(May 1986), the Third Circuit Court of Appedsre
manded the case to the didrict court, finding that
the standardsfor rejection established by section
1113 of the Bankruptcy Code had not been met.¢

In the Dalkon Shield (intrauterine
device) litigation,a Chapter 11 filing by the AH.
Raobins Company (March 1986) wasintended to
foregtd | future product liability clamsagainst the
company. At the date of filing, Robins had settled
9,300 cdlaimsfor $517 million, with 5,000 more
clamsdill pending. Asin theJohnsManvillecase,
the Robinsfilingwas intended to cut off future
product liability daimsand to enable the rest of
the company to continue operating without the
burden of those daims. However, enough dlega
tionsof highlevel corporate mafeasanceemerged
in the Robinscase that the court appointed a spe-
cid monitor to review the ongoing operations of
senior management. Management remainsin
control of the company & thiswriting?

..........................................

I Wheeling Pittsburgh Steel Corp. v. United Steelworkers of
America, 791 F.2d 1074 (3d Cir. 1986).
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In other aggresivefiling develop
ments under the Bankruptcy Code, a new line of
casesis evolving that might limit corporations
capacity to cut off liability for toxic waste pollu-
tion of the environment by filing Chapter 11 peti-
tions. In January 1986, the United States Supreme
Court decided, 54, that bankruptcy trustees may
not abandon corporate property under 11 USC.
section 554 (a) that is burdensome to the bank-
ruptcy estate if the abandonment causesenvir-
onmental damagethat contravenesstate laws or
hedlth and safety regulations. The case decided in
January 1986 was Midlantic Bank v. NewJersey
Department of Environmental Protection, which
was an gppedl of two 1984 Third Circuit cases
involving Quanta Resources Corporation.8 It is
noteworthy that, in the Midlanticcase, Justice
Rehnquist wrote the dissenting opinion which
dtated, in relevant part:

The Bankruptcy Court may
not, in the exercise o its equitable powers,
enforce itsviews of sound public policy &
the expense of theintereststhe Codeis
designed to protect. In these cases, it is
undisputed that the propertiesin question
were burdensomeand of inconsequential
vaueto the edtate. Forcing the trustee to
expend estate assetsto clean up the sites
would plainly be contrary to the purposes
o the Code.

The Midlanticcase involved a
liquidation, but comparable concernswould arise
in Chapter 11 casesif abandonment of contami-
nated property seemed essentid to achievinga
financiallysuccessful corporatereorganization. In
the future, it is not inconceivablethat corpora
tionswould attempt to cut dff toxic waste liability
by filing Chapter 11 petitionswith theintent to
abandon contaminated property. At present, the
weight o court decisions appearsto be against
such aggressive use of Chapter 11 petitions.?

Theorigind bankruptcy court order
in the Bildisco case was issued in 1981. Since
then, Bildisco has had two progeny worthy of
note: Wilson Foods and Continental Air Lines In

See A.H. Robins Co. v. Piccinin, 788 F.2d 994 (4th Cir. 1986). The

Fourth Circuit upheld a preliminary injunction staying all claims
arising from Dalkon Shield litigation against personally named co-
defendants (typically, officers and directors of Robins) once the Robins
Chapter 11 petition was filed. This decisionis viewed as an affirmation
of the broad injunctive powers of a bankruptcy court to stay all claims
involving a debtor reorganizing under Chapter 11.

Midlantic, 474 U.S. , 88 L.Ed.2d 859 (1986). The

Supreme Court made a similar finding in the case of Ghio v. Ko-
vacs, 469 US. , 83 L.Ed.2d 6 49 (1985). In Kovacs, the
Supreme Court held that a discharge in bankruptcy was allowed for a
debtor whose property was seized by a state receivership which began
to clean up a toxic waste site and then ordered the debtor to pay for the
clean-up. The Supreme Court left for another ruling (Midlantic) the reso-
lution of the issue of allowing bankruptcy trustees to abandon contami-
nated property.
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April 1983, Wilson, then the fifth-largest mest
packer in the United Sates, filed a Chapter 11 pe:
tition in Oklahoma. Wilson then unilateralyre
jected collective bargaining agreements covering
two-thirdsof its employeesand reduced wages
by 40 to 50 percent. Wilson's petition showed an
estimated positive net worth of more than $67
million. After reducing wages, Wilson was re
ported to have obtained a new line of credit for
$80 million from a New York City bank.10

In September 1983, Continental,
then the eighth-largest airline in the United States,
filed a Chapter 11 petition in Texas. Continenta
had been bargaining with its employeesfor wage
concessions as part of a corporate srategy for be
coming an efficient, low-cost carrier in aderegu-
lated environment. After thefiling, Continental
unilaterally rejected contractswith severd unions,
including the pilots union. All employeestempo-
rarily were laid off. A few days|later, one-third o
the employeeswererecalled, but new wageswere
reduced from former levelsby morethan hdf in
some instances. Although Continental had a
heavy debt burden a thetime d filing, net worth
dill was pogtive. The reorganized Continental,
together with low-cogt affiliates such as New Yok
Air, isastrong competitor over mgjor airline
routesin the United Statesand on certain interna
tiond routes, furthermore, it is usualy mentioned
asa potentia acquirer of other, troubled airlines.
During the spring and summer of 1986, Conti-
nental's parent company, TexasAir, was involved
in negotiationsto acquire Eagtern Airlinesand
People Express. At thiswriting, it appearsthat
those acquisitionswill be consummated.

Teking the Chapter 11 baton from
Continental isFrontier Airlines aunionized carrier
sarving the western United States that was
acquired in 1985 by the ultimatelow-cogt air car-
rier, People Express. Facing a heavy debt burden
and expanded price competitionover most o its
domestic routes, People Express offered Frontier
for sdein the late spring of 1986. One potentia
acquirer, United Airlines, was close to compl eting
the purchase of Frontier but, as of thiswriting,
has not done so.

One of the obstaclesto United'sac-
quisition of Frontier wasitsinability to negotiate

..........................................

In United States v. Maryland Bank & Trust Co, F.Supp.
9 (D. Md.,) slip op. Apr. 9, 1986), the environmental protec-
tion laws were extended to enable the Environmental Protection Agency
to maintain lawsuits against innocent parties foreclosing on contami-
nated property and to require them to pay for the costs of cleaning up
the property. It is believed that such precedents will complicate Chapter
11 proceedings in the future by raising the spectre of unscheduled liabili-
ties in amounts that, if not stayed or discharged, would disrupt the
orderly reorganization of companies operating under Chapter 11 in cases
involving infringement of environmental protection laws.

1

Graeme Browning, Using Bankruptcy to Reject Labor Con-
tracts, 70 American Bar Association Journal 60 (Feb. 1984)




amutudly satisfactory tranditional salary scalefor
Frontier's pilots, who generaly earned less than
United's pilots. Other potential acquirersof Fron
tier apparently werewillingto purchaseit only if
the collective bargaining agreementswith the
principa Frontier unionswere rejected. People
Expressapparently threatened to filea Chapter 11
petition for Frontier in order to induce Frontier's
unionsto be more forthcoming. Thus, the Fron
tier case illustratesanother variation of the
agoressive use of Chapter 11 filings The threat to
file becomesa bargaining chip in labor negotia
tions. United's negotiationsregarding Frontier
were interrupted by the filing of a Chapter 11
petition for Frontier on August 28, 1986.11

One debtor that hasshown red
initiativefollowing a bankruptcy reorganizationis
Wickes corporation,a Californiabasedbuilding
supply company that filed its Chapter 11 petition
in April 1982, shortly before the upturn from the
1981-82 recession began. Reorganized under
strong management, Wickes reduced operating
expenses, closed unprofitable stores, and renego-
tiated or rejected a number of building leasesfor
its stores. Wickes emerged from Chapter 11.in
early 1985. A yeer later, in April 1986, Wickes
atempted to acquirethe Nationa Gypsum Cor-
poration for approximately $1.2 billion. After that
takeover attempt failed, during August 1986,
Wicdkes mounted a new hostile tender offer for
Owens-Corning Fiberglas Corporation, Toledo,
Ohio. Wickes gpparently intended to financethe
tender offer with an issue of so-called "junk
bonds" and with the planned post-acquisition
sded OwensCorningoperationsnot closaly
related to the core operations of Wickes. The
tender offer was valued a $2.1billion. On August
29, 1986, Wickes terminated the offer, but andysts
estimated that Wickeshad a net gain of a least
$30 million from the increased vaue of Owens-
Coming shares acquired during the takeover
atempt. It issignificant that a company that not
long ago filed a Chapter 11 petition, apparently in
good faith, has been ableto mount hostile tender
offersfor multi-billion-dollar corporationswithin
little more than a year after ceasing to operate
under the supervision of a bankruptcy court.

V. Implicationsfor the Bankruptcy Sydem
Thesequence of dl the casescited aboveisa
sgnd that something might be wrong in the
bankruptcy system. For bankruptcy speciaists,
and for economistsgeneraly, those cases are like,

..........................................

Press reports in early September 1986 indicated that Armco,
1 a major producer of steel. also allegedly was using the threat
of a Chapter 11 filing to induce its employees' union to make wage con-
cessions. In fact, the union agreed to the concessions and no Chapter 11
petition was filed.
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in the words of ThomasJefferson,a"firebell in
the night....[W]e have thewdf by the ears,and
we can neither hold him, nor safely et him go.
Justiceis in one scale, and self-preservation in the
other.”2 Jefferson was writing about the perni-
ciouseffectsof davery on the preservation of the
Union and about the controversiesraised by the
Missouri Compromise. The message of those
words, however, for defendersof the notionsd a
free market and of market disciplinein American
enterprise, is that actions currently taken under
Chapter 11, while perfectly legd under the pres
ent Bankruptcy Code, may be moving inexorably
in the direction of araceto the courthouseto
enable solvent, abeit troubled, corporationsto
gain positive advantages over competitors. Such a
race for competitive advantage through the legd
process eventua ly underminesthe freemarket
sysem, aswell asthe other laws overridden by
the Bankrutpcy Code, such as environmenta pro-
tection or labor laws.

Y et, competitorsin any linedf bus
iness"have thewolf by the ears’ in that they
cannot safely renouncethe use of Chapter 11 fil-
ingsasa meansof reducing operating costs
unless all significant competitorsin that line of
businessrefrain from filing aslong asthey are
solvent. Thus, judtice (fair play) demandsthet dl
solvent competitorsrefrain from filing, but sdif-
preservation demandsthat al competitorsretain
the capacity to file as long as any sgnificant com-
petitor has that capacity.

If efficiency in the market is
achieved mogt easily by becoming a low-cogt
producer under the protective umbrdladf a
Chapter 11 filing, why should any corporation
exert itsdf to achieve efficiency by bargaining
and by open competitionin afreemarket”Before
1978, ashowing of insolvency wasa prerequisite
o aChapter 11 filing, but that requirement was
dropped in the present Bankruptcy Code.’* The
question now presented is whether the benefits
that were supposed to flow from the remova of
the requirement of insolvency have been out-
weighed by the deficiencies— if they are, in[a,
deficiencies— o the present statute. After dll, in
thewords of one bankruptcy expert,

Chapter 11 issupposedto be
rehabilitative,.. adevice"which can be
used to cure acompany that'sill or hemor-
rhaging.” It is better to apply the curewhile
acompany "hasstrength and vitdity left —
beforeletting it die.”

..........................................

1 Letter from Thomas Jefferson to John Holmes, April 22, 1820,
in The Portable Thomas Jefferson 567, Merill D. Peterson
ed. (1975, reprinted 1980).

1 3 Browning. supra note 10
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Thus, it isimportant to remember
that not dl observersbelievethat the present
usesaof Chapter 11 aredl bad. Theissue of good
fath in filing could be addressed satisfactorily by
scrutinizing Chapter 11 filingsin light of the
question: "Is this company financialy troubled
enough to judify the filing?” By that standard,
some of the recent Chapter 11 filings(for exam:
ple, Wickes, LTV, and Frontier) might not be par-
ticularly troublesome.

VI. summary
The law of bankruptcy has been intended since
1898 to grant debtorsrdief from clamsd unse
cured trade creditors, bank lenders, and the like,
but not to affect substantiallythe dams o em-
ployeesfor accrued, but unpaid, wagesand bene-
fits, or the claims of governmental unitsfor taxes.
Such cdlamswere, and il are, given priority in
the distribution of assetsdf bankruptcy estates.
Since 1982, a new trend has emerged in which
aggressive bankruptcy filingsare used to achieve
the greater financia objectives of the corporations
filing Chepter 11 petitions. The 1984 amend-
mentsto the Bankruptcy Codewere intended to
rein in perceived abuses of the corporate capacity
to disavow employment contracts. Some may
argue that theJuly 17,1986filing by LTV Corpora
tion wasyet another corporate effort in the direc-
tion that was opposed by the 1984 amendments.
It is possibleto contend that the filing was
designedto enable LTV to modify itscollective
bargaining agreementssubgtantialy or to regject
future liability for employee benefits, including
pension or insuranceliabilities. On the other
hand, LTV clearly was having financia troubles,
and issuesregarding thegood faith of itsfailing
dill haveto be resolved by the bankruptcy court.
The cases described abovefdl into
three broad categories:
1. Contingent productsliability or environ-
mental protection

Jobns-Manuville (1982)
A.H. Robins(1986)
Midlantic (1986) (Chapter 7)

2 Executory collectivebargaining agreements

Bildisco (1981-1984).

Wilsor: Foods(1983)
Continental Air Lines(1983)
Frontier Airlines(1986)

..........................................

| 1

Roy Cartin, Esq, bankruptcy counsel for Wilson Foods,
quoted in Browning, supra note 10.
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3. Restructuringand downsizing corporate
ligbilities
Wickes(1982)
LTV (1986).

The Supreme Court thusfar seemsto be sustain-
ing the primacy of bankruptcy considerationsin
the second and third categoriesof cases, while
continuing to sustain the primacy of environmen-
td protectionlawsin cases that do not involve
masstort litigation.

In any casg, it is clear that compan-
ieswith the benefit of the protection afforded by
Chapter 11 filings have advantagesin corporate
financid structurethat are not availableto sim-
ilarly situated, but presumably solvent, competi-
torswho do not file. Thus, it is reasonableto
predict that, in a disinflationary environment, an
increased number o aggressive Chapter 11 filings
will occur in any industry in which asignificant
competitor atersitscosts of production by filing
a Chapter 11 petition. In the absence of a more
orderly, forma procedurefor downsizing corpo-
rate assetsand liabilitiesin the United States, such
ause d Chapter 11 is neither illogical nor com-
pletely unforeseeable. The remedy for aggressve
uses of Chapter 11, if aremedy becomesdesira
ble asa matter o public policy, isto be found by
following the traditional path of Congressiond
enactment of corrective amendmentsof the
Bankruptcy Code.

At the same time, the purpose of
the 1978 revisonsof Chapter 11 should be kept
in mind: The rehabilitation of ailing companies
should be effected before they become termi-
ndly ill. if nothing concentrates the mind like the
prospect of being hanged, then the opportunity
for a debtor to filea Chapter 11 petition before its
caseisterminal ought to serve aconsiructive
purpose: It should encouragelenders,
employees, and the company's other constituent
groups to cooperatein attempting to improvethe
chancesfor restoring the company's competitive
viability in order to avoid thefiling. The same
Spirit of cooperationshould prevail if afiling
occursdespite everyone'sbest efforts



