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CAPITAL FLOWS FROM REGIONALLY DEPRESSED
’ AREAS AND IMPLEMENTATION OF
REGIONAL CONTRA~-CYCLICAL POLICIES:
A RESEARCH PROPOSAL

I. Introduction

Currently‘(January,,1972) the unemployment rate in

the United States ls 6.0 percent; However, most forecasts

r predict that this will be substantlally reduced durlng the
incoming year._ In the Seattle—uetropolltan Area, the current

unemployment rate is 15 percent. It has been at approximately

this level for the past several years, w1th RO foreseeable
improvement. The current situation stands in viv1d contrast
during most of the 1960's; unemployment reached a minlmum of
2.8 percent in 1968. Also, the current unemployment rate

amongst'blacks is alarming: it's over 20.
{

Setting aside the tremendous economic losses to the
Seattle—Metropolltan Area, as well as the incalculable
psychological effects on the unemployed and themr famllles,
one trained in economics might say that there is nothing
unique about the situation in the Northwest,. or, for that

_Imatter in any other regionally depressed area in the U.Se
This is inherent in the dynamics of the market system and

there exists nutomatic equilibrating mechanism




in the pricing system which’WillyGl&mlnate unemp loyment in

regionally depressed areas.

What we do first is present this equilibrating model.
Secondly, we present the details Qf'our feseg?eh'propoqal,
which consist of three %reasé (1) we éxamine th? émpiricalk
Yalidify of the regiqnél equiiibrating model. As.ahavh
' supsequently, this will:be ddne by examining several of the '
major implications of the ﬁodel/ﬁhiéh pertain to the flow
of funéé'and‘interest levels in depréssed areas; For example;
.Are~tﬁg activities;of privaté,lending.agencieé pro—éyciical_,
or énti—cy¢lical?_(This is one of severq1 empi;ical queétions
examined. kz) Articulate a théoryicf regional ﬁonétary—fiséal
policy. If will be argued that the éame fundamental theore--
tical reason fot needingimacro monetary-fiscal policies -- they
are a sﬁbstitute for the absence ‘f wage and price fiekibility -
| applies equally‘to’regions as well, (3) Finally, we'shail |
exaﬁine the merits and failures of selected policy tools to
assist regiénal ecbnomiq deﬁeioPment and>mitigaté the
structural“diqturbanceé_that arise from the excessive

 amplitudé of regional fluctuations in economic activity.

~
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'II. The Regional Self-Correcting Model

' we shall cenaider as one‘trading4uait some_reélon
served(by;a regional Federal Reserve Bank. ‘Name this
region Alpha, ’Trade between this tegion and the :estvef the .
United States will be internal to the nation. This ‘trade
will, of course, be carried out using dollars and these-
dollars must exchange with the dollars of any other region
in the nation on a l-for-1 basis. What we have, obviously,
is 1nternal trade with flxed exchange rates. As a result,
all changes in demand and supply that lead to a dlsturbance
in the balance of‘payments of the Alpha region will not
affect the rate at which Alpha money -- Federal Reserve

notes and demand depositSf—- exchanges for the notes and

deposits of other Federal ReServe regions.

lnvestment,or_ehanges inlEhe-stock of real capital,
in the Alpha_region'wlll'depend primatily on ent;epreneurial
expectations of profits from the'futufe flqw of capital
servieés.4the cost of capital, the ability of entrepreneuxa
to ocbtain finance, tﬁe rate of capital depreciation, and
the supply elasticity of«the'capital goods producing

industries.




A few words dhould he said ahout the leanable funds
morket in a regional area such aS»Alpha. It is illuminating
- to oontrast such a market, whxch is part and parcel of an‘
open economy, with that of a- closed economy In a oloaed
economy, as in an- open orie, the ‘demand for money capital is
negatxvely related to interest rates, and 18 alsc subject to>
(rightward and leftward) shxfts because of technologlcal |
'changes, xncome and employment changee. migratxon of labor,’
and so forth. S:milarly, the supply of money capital is
positively alOped w;th reepect ‘to interest rates as funds
are. made available because the reward for waltxng znduces -

more savings on the part of lncome reclplents.- o

However, the pure theory of an_open_ ;egional“econgmy_

1mplies, by contrast, that flnanclal funds flow rapldly into

PSP

and out31de of the reglon in response to shlfts 1n demand and

v B
intetest rate dlfferentlals. Thus, a closed economy has a

[r—— v e T

posztively sloped supply of funds curve while an open

regional economy has a horizontal (or nearly horizontal)

supply of funds curve.

R ——
If the supply curve of monetary capital is not
horieontal it is nearly so. However, the data required to

be more definitive than this in’the matter is currently
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absent-'~8ufely, the development of rapid transfer of fund
ownerships regionally by electronic means has»greatly reduced

the_degfee of Pclcsedness" of any region in our country.

Buildlng on these thoughts, note that 1f a closed
economy faces a decline in the demand for funds (leftward
shift) one would expect 1nterest ylelds to fall,given a
positxvely sloplng supply curve. Assumins~that the supply
curve of funds 1s positively aIOping,the _reduction in'the
quantity demanded of loan funds is less than,the leftward .
shift in the demand curve. However, if the supply of funds
curve is horizontal instead of p081t1vely sloped the quantity.
of funds,demanded falls by the full amount of the reduction
(shift to the left) in_demand. Also..tnerevis no reduction
in the rate of interest. It is clear thatlif the region
were closed rather than cpen, which cacses a rising supply
of funds curve, the: adverse effect of reduced demand would
be partlally mltxgated by falllng interest rates. In an
open economy no such partlal offsetsto adverse shocks exist.
Now let us analyze the theoretical adjustment mechanism

between the Alpha fegion and the rest of the economy.

Consider the situation depicted below. Assume that

the balance of payments between the Alpha region and the rest
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| of the riatioh is on balance at point A. At this point, Alpha
region’s?sales of goods~plﬁs other réceipts-from the rest

of the economy are precisély eéual to the purchases from
plus'other ?ayments to the rest of the country. (One can
formulaﬁévthe balance—pf—payments equilibrium position more ‘
. rigorouSly than this. butzth;s definition aufgices‘for our purposes).
Under these idealiied_cpnditione,the holdings of money assets
in the Alphavfegion -~ and the rést ofrtﬁe ecénomy - are

stable,

Suppose that‘£hefe is a disturbance on Alpha's
balance of paymentsvdausing it to incur‘a.defiéit in its
éurrent account -- i.e. imports exceeding exports. This
could have developed either ffpm a .sharp reduction in its
_exports, imports remaihing/the same, a rise in imports,
exports ?emaining the same, or a combination of the two.
In amy event, let us simply desc?ibe this deficit in value
terms by 8aying.that the citizens of the}Alpha region have
increased thelr supply of dollar to the rest of the economy:
e.g., the Shlft from SS to S'S! in our Figure. Since the
exchange rate is fixed at 1, Alpha's balance .of payments
deficit is q, - q2 The money holdiﬁgs of the citizens

in Alpha will fall over time by q; -~ 9, dollars, Th:.s decline
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in thecagh balances of the Alpha region has several
consequences. ‘And, given the explicit and implicit assump-
tions of the'model, each of these consequences helps to
decrease the deficit in the Alpha region's balance of

payments and restore'equilibrium.

(1) - Mohcy assets and'incomes fall in Alphe. This
causes a, reductlon in demand for all goods and services, both
1oca11y produced goods and goods produced in the rest of the
nation, Thls general decline in the demand for goods and
services will result in the supp;y function S!St shifting
to the :left, back in the direction of point A, Not all the
way'as'some of the burden will be carried by the decrease in

the demand for locally produced goods.

(2) As money assets and income in the Alpha region
are falllng, the opposite is occurring in the rest of the
country -- i.e., itk money assets and income ere grow1ng.
This increase in wealth and income will result in a general
increaee in the demand for goods and seryioes by residents of
the rest of the nation and hence thevaill increase their
demand for goods produced in the Alpha region. As a con-

sequence, the demand for Alpha region's dollar will increase,
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shifting the schedule DD to the right in the direction of

point ‘ B .

(3) As aggregate demand fallé in the Alpha region,
its price‘level will féll; aggrégate demand in the rest of
the economy Wiil ihcrease resulting in a rise‘ip'its érice
level."Thus, this chaﬁgé in relative prices will make goods
in the Alpha region. cheaper relative to thevrest of the
country so that thé res;dénts of Alpha will reduce their
demand for goods produceq outside the region. This shifts
the supply functioq'S'S' baék in the direction of point A,
thus reinforcing effect 1 ébove. ‘Conversély, the people
in the rest of the;economy are being faced with higher

local prices, The DDkfunction shifts to the‘ right, thus

reinforcing effect 2 above.

(4) The outflow of money from the Alpha region to
the rest of the nation changes the money supply in both
areas. It falls in Alpha, and increases in the rest of
the ecénomy. As a result, inﬁerest rates change. They
rise in the Alpha region and fall in the rest of the nétion.
As a consequence of these.interest rate changes, loans made in
the Alpha capital markets are more profitable than if made

outside the region. The schedule S'S! will, again, shift to
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thé 1eft toward paint A and then reinforce the effects of
itemsvl and 3 jusﬁ discussed.- Furthermore,.because the -
rate of interest is nOW'highef'in the Alpha region than
elsewhere, capital will flow into the region. These éapital
flows will result in an increased deménd for Alphavregion's
@ol}ar. The demand SChedule bD shifts‘towanipoiﬁt B and

this reinforces the effects given in items 2 and 3.

Ih hbre conventional términology, we would séy that
in the local capital matket thére oocurs an increase in the
supply.ofvloans, partly from the ;eét of the economy and
from local,sourcés. All of this results froﬁ interest rétes

differentials.

(5) Because income and prices are falling in the
Alpha region, federal government tax collections in this
region:fall.relative to collections in the rest of.ﬁhe
nation. ' So long as‘the eXpenditures.of the federal govern-
ment in the Alpﬁa‘région and the rest of the nation remain
the same, this change'Will result in a leftward shift in
the schedule S!S! toward point A. In'additiqn, Qe know that
the federal government expenditures in the Alpha region are

likely to grow because it is now becoming a "depressed area.”
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) Those that grow. automatxcally are unemployment compensation
and other welfare programs. This results 1n the schedule DD

shifting to the right towards point B.

N

The above describes the usual textbook version of how an
imbalance in the balance of payments for a particular regiom auto-
matically puts lnto motion a set of self-correction adjuatments. Thes
.adjustments may be dlass1f1ed as one of two types:- (1) adjust-
ments 1 through 3 are adjustments in the k=lance on current
account, i.e., £hey involve adjustment in the level of eXpofts
and lmports of the Alpha reglong and (2) adjustments (4) and
5 are adjustments affectlng the balance in capltal account,

i.e., they involve movements of Capital from the rest of the
nation to the Alphé region. When the procéss is,completed,

the supply of dollarsty the'Alpha'region ﬁo the rest of the

nation aﬁd the rest of the naéion's demand'for Alpha’region's
dollar will once égain'be equal at the fixed exchange rate

of 1 to 1. Hence, the net fléw of dollar out of the Alpha '4i
region disappear and‘its balance of payﬁents position‘is restored

to one of eqﬁilibrium.

please note the most important variables which produce

the regional equilibrating mechanism. Price level changes}




. L -2 -

whicﬁ’tgnd to prcmote-Aiphafs exPorﬁs and reduce its imports,
and thé adjﬁstment on cﬁrrent accoung (Which is "painful and |
unpleasant" fof thé residénté of thé Alpha region because this
adjustment fésults in falling in¢ome. employment, and prices)
has been reduced_by the adjustment oﬂ the capital account

caused by the interest rate differential,

III. The Model!s ReleVande for Depressed Areas

Has thé ébove modél's setvof predictions pertaining-
to the tendency for 3e1f-correcting adjustments
occurmf in the recent ecbnomic,.depressiéﬁ in the Seattle-
Metropoliﬁan-Area, or for that matter} other depressed areas?
More generally: Can we rely upon relative ﬁrice level and
interest rate changes as Sufficient factonm along - )
'with others like labor outmmigration; to provide for
thg needed balance-of-payment édjustments'ag between deficit
and surplus regiénbé Maybe capital flows are perverse,
therefore, aggravaéing:fhe-econémic tecession in Ehe deficit ‘
region? Or, if not pefverse, maybe the ingerregional fléw
of capital is not sufficiently reSpoﬁsive ﬁo intérest rate

differentials so as tb help eliminate the unemployment in

the deficit area. And, possibly, exports in the depressed



'-ineoae effects.'

‘7 The above are all empirical questions whidh we
propose to explore for the Seattle—MetroPOIitan~Area. In
our judgment, our findings for this area will be appl;cable~i i
elsewhere. Firat off, we wxsh to examine whatever regxona17
ddata are available to see if the area experienoed capital flows
as the theorygsuggests. This is a rather 1mportant con- o
sxderation, and 1t is complicated becauae in
the Seattle economy a decline in 1oca1 demand for monetary
capltal was accompanied by highe yxelds natlonally so the
area ended up with a smultaneous leftward shift in demand
and upward shift in the horlzontal supply of funds schednle
so that not only was there no reglonal mltlgatlon of the
adverse Shift, ‘but there was an externally 1mposed accentua-
tion of the Shlft. The theory then suggests that capital .
should, beoause of the fact that 1nterest rates out of the i,
region exceeded those locally, flow out of the Seattle | ‘
economy.,.Whether this, in faot. occurred is an empirical

question.
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Aithough we w19h, as stated above, to examlne whatever L
. regional data are available to see if the funds dld‘flcw as the
theory sdggests in our}currently depressed reglon, this exami-
hatlon is not the only focus of our capital flow study. We wish

to consider and examine the possmble arrangements that could be

made to 1ntroduce what we might call "automatlc stabilizers on

regional capital floWs“.for the purpose of reducing the amp};tude'

of regional economic disturbances, aesuming‘that capital flows
out of the depressed regioh; rather than into it. The. issue then

becomee- What, if anything, can be done to ihtroduce moderate

'restraxnts upon the exodus of capital from a. depressed reglon -

»

an exodus that accentuates adversity? It should be noted here .

that we are conSLderlng capltal flows out of the deficit reglon,
not capital"inflows,‘ Given the emplrrcal lnterest rate structure
the theory may predict this, but the equilibrating mechanism

becomes partially, if not totally, non-operative.

procedurc for the Capital Flows Study

The first step is to examine the behavior of private lehd%hg
agenciee to see if their activities seem to»be pro-cyclical or
anti—cyclicai; In a-recent newsletter published by a local
(Seattle) érivate financial institution the following statement
appeared: ", .A.'the regional housing market . . . has been
\etrong anough over-all to permit continuation of . . . (the
announced policy and promise to its savings and local customers

that it>w111 reinvest all deposits in the Oregon and Washington

7
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territory from Which those deposits are derived.
In the,past two years of economic’crisie in
Washington and Oregonj we hevev not} exported one
single dime of oﬁr_(your) resources out of these

two states.®

Theory sgggeste that most bthef.private institutions
did not follow tﬁe,procedure of retaining local, savings to
finance local progects. It will be desirable to examine the
flows of savings in an operational and objectlve way. ‘The
unique experience of an economy with 15 percent unemployment
in the midst of a national economy with oniy 6% unemployed
provides anfexcelleht situation for examination. Of course,
it!'s an observation of only one item, and generalizations
can‘be drawn only with caution, but, at leest the detailed
evidence can be oollected on a single “"experiment." While
observing regiqpal flows~of funds we also wish to examine the
data for perceptlble regional interest rate differentials.
Through the market for "federal funds" the commercial banks
of the country adjust thelr reserves. The rate on this
‘novernight money" varies from day to day and is always the
séme throughout the country. But, in the longer-term maturity

areas of the capital market, interregional rate differentials
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do exist.' These must be examlned in order to complete an
interpretation of the effect of reglonal unemployment on:

regional Capital'flows..

: ?he facet of the presumed current accoﬁnt aojustment
mechanism we weat to exemine is whether prioeAlevels in a
depressed regioo fall‘relatiVe to non-depressed regions.

ThlS, along w1th,accommodat1ng capltal flows, form the
essence -of how an imbalance in the balance of payments for
' e particular region,.given a fixed exchange rate, automatically

puts into motion a set of self-correcting adjustments.

IV.'.The Develogment'of a Theory of Regional Mooefarygriscal Policy
We 'shal1‘ also examine the entire question of.the

appropriateness of regional monetary ‘policy. This can

proceed while the empirieal work prog;eeses.l While doing

this we shall coosider the ways of effectively implementing
regional fisoal policy. .
| It is a commonplace that monetary pOlle, as it is
.currenelv used and w1th ltS orthodox monetary tools, can do
little, if anythlng, to ellmlnate unemployment in specific
areas once the over-all economy has reached full employment.
In onc sense, this is rather paradox1cal because the Federal

Reserve System was establlshed with a "reglonal“ frame of

reference. We would like to review the thinking and legis-




'éhose

tlawive &atha of | wha argued fer this f*ame of

reference and consxder the a*guments in the light oﬁ curxant

tary though and curren* iﬂatututlonal arrangemenus. |
It shéuld not be férgotten, thét'the fgndaméntal‘
~réason for contté-cyclivul nonétaryuﬁiaaai.poiiay is bécguseffhe 3
econony doeg no=: have pe rfuc price and wage flexibxlity -
i.e., contra —cy*l;cal mone_ory fiscal po,acy iz = 3u)utsinte for N
wage and'price fleXibility;‘ In a world‘of'perfect price
and wage flex;bllity money on;y serves as a numeza;re.
Given the fact *ha: unias iﬂ depressed areas s1m11ar to the -
SeattlefuetropolltaneArea not only prevent wages from
falling, but;actually inpreésé méney wages above édmpetitive
levels, “here Will‘be persi;tent unempioyment,yéiven' non—‘
expanding aggregate and regiohal—moneﬁary demand functions.
Since unions qre an 1nst1 utaonal fact, with their relative
freedon of behavioxr £ostered nnd guaranteed by the_federal
‘ﬂgovernment, and 31n§e theix unemploynent impact is reg;onal.
i: seems approprlate to re-+hink tz:ough what reglonal | 9
monetaﬁwamaeal 9011<1 m**at BC.ﬁ0 fffset the vnion induced un-
employment. ObviouSly, unions are nét the only;szmajcry

cause of :egionai‘unemploymeﬂt-in'non—inflationary;gg;iods.

Reductions in exports. or private investment spendiné, are

~
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‘the major factor<dohtributing—to regiohal unemployment. So
‘eur model will be general, dealing with all various causes
of reglonal unemnloyment, and what a reglonally oriented

'contra—cycllcal monetary;figcal policy might do to elimznate 1t

V. Selected Tools to Assist Regional Economic Development

Inceme-Bonds

Anoﬁher'faCet of.éur‘réseargh proposal, which
actually will be the ﬁrimary focus Qflouf éfudy, is to
examine'seleéted bolicyvtools théhlwould agéist regional
economic developﬁent, as well as dffset regional flﬁctuations
in economic‘activity.‘ Cne such tool is the establishment
of a program under which an "income" bond aould be used by
a régional government.agency to -encourage entrepreneurial'
activiﬁiés in a depressed area. The féasibility‘of~£hié
plan might bc established by a pilot study in the Seattle-
Metropolitan aréa.' Resulté~would be useful and likely
appiicable‘to all othér‘depressedjurban areas. We beliecve
that an important ingredient in the war on poverty is the
cbénnelling‘of fuﬁés to uses that contxibute to the |
initiative .of thé recipient, and that enable the recipient

to help himself. Libefalized eligibility standards, long
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maturity; ?nd‘lower.interest (éoupog);rates than would be
required tovinduce private ien&eré ‘into the market should

_ be considered, Such a pian may.‘therefore,ﬂhelp to accomplish
objectives that elude direct legislation and administratioq.
The need for‘such a pLén is clear, eépecially to pogential
entrépreneursfrcna'minqrity.'growps, éSpeéially ﬁegroes,fwho
feel shut-off from the normal floQ of credit. One ofvthe:
st pressing difficulties faaing all new entrepreneur!s, white
or non—whlte,ls the task of dbtalning funds. The prcblem
exists: despxtc extensxve commercxal banklng facilltles in

the major cities in the state of" Washlngton and inspite of
the Fede:al.agencies which Qperate throughout Washzngton -
e.g. tﬁe Federa1 Small'Bﬁsinéés Administraéion loan and
guarantee program. | |

\

Income bonds could be subordinated to all other
indebtedness. They‘a;ebonds for which interest payments.
Spgéified in the contract must be paid in é given accounting i
period_oniy if enough éafhings to do so have been raised in
- that period. ptherWise the intefest payment is postponed.
Obviously, such securities would not be attraétive invest-
nent inétruments fo¥ profit maximizing buyers in the capital

markets. But the unattiactive feature associated with income
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bonds for srlvate purchasers is a feature that makes them a
good instrument to encourage entrepreneurshlp in depxessed
areas. Interest is paid enly when earnea Thus, they
represent somethzng similar to equity capltal in many
respects. . Howevér; detailed con51derat10n of the~terms

and conditions of their issue and guarantee would be necessary.

Rese gguirements

Another ragional contra—cycllcal tool we want to
- examine pertains ts the 1nstitut10nscﬁhat“?nmpose the supply
‘side of the ldanaBIe funds market. The proposal is to have
a reserve requirement against the assets of a financial institution
(rather than against 1iabiiities as is now the case) uuch'
1that asseﬁs representing loans to local entrepreneurs weuld
Le favored. The cencept of reserves agaiﬁst categories of
zssets is not new, but it has recently been suggested again
by a member of the Board of Governoxs of the Pederal Reserve
System. Governer Andrew F. Brimmer hasbsuggested an asset
reserve against types of loans such as consumer, mortgage,
business, Here we suggest that regional location of'loan

use be considered in the zsget classification scheme.

‘We understand that the FDIC limits the extent to
which state authorities can change reserve requirements for

state-chartered banks. We wondeir whether this fomm of
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limitation .on regional contra—cycllcal monetary polxcy is

desirable, The issue should be examlned

AN . I3

Details of the study Qould have to be worked out.
Howeyer;'to'repeat.,we wish to (2) briefly examine flows of
funds ahd’interest levels in our depressed'area, (b) arti-
culate a theory of reglonal monetary—fiscal polzcy and {c) examxne
the merxts and falllngs of selected pollcy tools to 35518t
}regional economic develoPment and mltigate the structural
disturbances that arise from the excessive amplltude of .
regional fluctuations in»ec0nomic activity. Part C is the

primary focus of our study.



