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PRESIDENT’S MESSAGE

How Long Will Higher Inflation Last?

generation, we are grappling with
high, broad-based, and persistent
inflation.

The pandemic and events like
Russia’s invasion of Ukraine unleashed
shocks that affected supply chains
and labor markets, pushing prices and
wages up. In response to the pandemic,
$6 trillion of fiscal stimulus was
enacted, fueling demand and limiting
labor supply. And some have argued
the Fed’s pandemic response was too
expansionary for too long — that we
were caught off guard after the prior
decade of stubbornly low inflation.

Movements in any of these factors
could have quieted inflation somewhat.
But I’'m not convinced any one of them
is the whole story.

T’'ve been spending a lot of my
time on the ground with business
and community leaders who help me
understand how businesses and indi-
viduals experience the economy. Based
on those experiences, what I'm seeing
is the accumulation of many infla-
tionary pressures at once. In football
terms, we flooded the zone.

Over the past 40 years, inflation stayed
so low and so stable that price and wage
increases became an all-but-abandoned
lever. Price-setters lost confidence that
they could pass costs on to customers;
they focused on reducing their own costs
instead. Firms employed sophisticated
purchasing professionals to fight suppli-
ers hard on cost increases. Workers grew
to expect annual increases in a low and
narrow range. In that era of price and
wage stability, consumers, quite ratio-
nally, were inattentive to inflation.

Now we have seen intense infla-
tion pressures accumulate and persist.
Massive industry-wide cost pressures
pushed suppliers to take the risk of
passing cost increases on to customers.
Supply shortages gave them confidence
they could do so. Purchasers, focused

F or the first time in more than a

on resiliency rather than efficiency,
stopped objecting as much. Investors
rewarded companies that passed price
increases on and penalized those more
reticent. Consumers, funded by stim-
ulus, mostly accepted price increases.
Workers gained confidence in this very
tight labor market and negotiated for
flexibility or wage increases. Employers
desperately adjusted to do what it took
to retain and recruit.

In short, businesses constrained by
a generation of limited pricing power
seized the opportunity that arose.
Workers emboldened by unprecedented
labor market tightness did the same.
We all started paying attention.

The question is how long this can
last. When I talk to business lead-
ers these days, they still view their
increased pricing power as tempo-
rary. They see it as an episode, not a
regime change. To support that, with
fiscal stimulus being drawn down, I
hear more and more stories of consum-
ers trading down or doing without.
With recession talk widespread, I
hear of labor pressures easing. Long-
term market measures of inflation
compensation remain in line with our

2 percent target despite short-term
inflation and inflation expectations at
multidecade highs.

The Fed is also moving expeditiously
to bring down inflation. We have raised
rates 3.75 percentage points this year,
started shrinking our balance sheet
aggressively, and signaled there are
more rate increases to come. The trans-
mission of these changes, especially in
interest-sensitive sectors, has been rapid.
Look at mortgage rates, which have more
than doubled from a year prior.

So inflation should come down, but
1 don’t expect its drop to be immedi-
ate or predictable. We’ve been through
multiple shocks, and significant shocks
simply take time to dampen. On the busi-
ness side, I still hear firms facing wage
pressure, especially for merit pay in the
face of this year’s cost-of-living pres-
sures. And while margins remain healthy
overall, I've heard from many busi-
nesses still working to recover costs not
yet passed through. On the consumer
side, while lower-income consumers are
facing stress, higher-income ones are still
spending.

The Fed’s rate and balance sheet
moves will take time to bring inflation
down, but we will persist until they do.
One of the key lessons from the 1970s
was not to declare victory prematurely.
Perhaps we will get help from supply
chain and energy market normaliza-
tion. But we have the tools to bring
inflation down even if those disrup-
tions continue.

11

A longer version of this essay was deliv-
ered as an address to the Prince William,
Va., Chamber of Commerce on Sept. 30,
2022.
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UPFRONT

BY MATTHEW WELLS

New from the Richmond Fed’s Regional Matters blog

Sierra Latham. “Teacher Wages and Purchasing

Power in the Fifth District."

Data from the 2020 Census show a wage gap for the Fifth District's
teachers, who earn about 30 percent less than non-teachers with similar
work experience and education. The gap is smaller, however, in rural areas
than in urban ones: Teachers in urban areas earn about 29 percent less than
those in comparable occupations, on average, while rural teachers earn 13
percent less. Moreover, the difference in purchasing power between urban
teachers and rural teachers is smaller than
it appears. After accounting for the higher
cost of living in urban areas, the average
difference between urban and rural teacher
wages across the district drops from 12
percent to 3 percent.

Nicholas Haltom and Jacob Walker.
“How to Get the (High-Skilled)
Workers?”

The Richmond Fed's monthly surveys of
Fifth District businesses indicate they are
having difficulty finding workers in what
has been an exceptionally tight labor
market. To attract low- and mid-skilled
workers, businesses have increased wages.
They still have problems, however, finding
high-skilled workers. In the September
2022 survey, over 40 percent of firms
reported finding high-skilled workers
became harder as the year went on,

while less than 30 percent said the same of low-skilled workers. This
difference may stem from the fact that firms have not been using wage
increases at the same level to attract high-skilled workers, although that
could change. Growing concerns regarding the economy, however, leave
significant uncertainty when it comes to future hiring needs.

Adam Scavette. “How to Bridge the Digital Divide? Assessing

the Affordable Connectivity Program.”

The Affordable Connectivity Program (ACP) subsidizes broadband
subscriptions for low-income households and was passed as part

of the 2021 Infrastructure Investment and Jobs Act. Participation in
the program has been only around 27 percent nationwide as of May
2022, and it is especially low in most of the Fifth District. Internet
service providers point to a lack of awareness of the program among
eligible households and to cumbersome administrative processes.
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To address these issues, the FCC has created a grant program that
will “enlist partners around the country to help inform ACP-eligible
households about the program ... and to provide those partners with
the funding and resources needed to increase participation.”

Laura Dawson Ullrich and Jacob Walker. “Pell Grants and
Community College Success: Improving Metrics via our
Community College Survey.”

&

Community colleges provide economic
development and workforce training
but measuring their success has been
difficult using existing metrics. The
Richmond Fed recently piloted a survey
of nine Fifth District community colleges
that better reflects the diversity of their
students. Beyond standard graduation
or completion rates, the Fed's survey
included two additional categories of
success: students who transferred to
another institution (including four-year
institutions), and those who remained
enrolled. Under these new standards, 64
percent of community college students
are succeeding compared to 51 percent
on the basis of graduation rates alone.
Data from the survey also show that
Pell Grant recipients are less likely to
transfer and come predominantly from
rural areas.

Zach Edwards. “Are Recession Fears Replacing Supply Chain
Challenges? Evidence from Fifth District Business Surveys.”
The Richmond Fed's August survey of Fifth District businesses
indicated increasing concern over reduced demand and the
possibility of recession; at the same time, businesses were less
worried about supply chain disruptions and input costs than they
were in the May survey. In August, 21.5 percent of businesses
expressed concern over decreasing demand, up from 11 percent
in May. Similarly, 20.9 percent of August respondents reported
concerns over a potential recession, 10 points higher than in May.
The August survey also revealed that manufacturers were more
worried about supply chain disruptions and decreasing demand,
while service-oriented firms tended to fear inflation and recession
risk. EF



BY MATTHEW WELLS

The CFO Survey

very quarter, The CFO Survey collects the views of
E chief financial officers and other financial leaders

throughout the United States, gathering insight into
their firms’ financial outlook and concerns, as well as their
perceptions of the economy. The survey, which is a collab-
oration among the Richmond Fed, the Atlanta Fed, and the
Fuqua School of Business at Duke University, meets a crucial
need for policymakers who rely on real-time data from busi-
nesses of all sizes when making decisions, especially during
volatile times. “In this period of uncertainty, a business
survey like this has been particularly useful to understand
what’s happening on the ground and think about policy,”
says Sonya Waddell, vice
president for Regional and
Community Analysis, who
leads the Richmond Fed’s
role in the survey.

Founded in 1996, The a partnership of
CFO Survey was first B m‘
known as the Duke CFO I GF o
Global Business Outlook, e
and it captured the atti-
tudes of financial leaders throughout the world. Over the
years, the Fed would occasionally request certain questions
be put into the survey. In 2020, the survey’s director, Duke
University finance professor John Graham, approached the
Reserve Banks about formally collaborating on the survey
but narrowing its focus to CFOs within the United States.
“It just became natural to work jointly with the Federal
Reserve,” he says, adding that a domestic focus would
better allow for the collection of a statistically represen-
tative sample of firms. The new name, The CFO Survey,
reflected that new focus.

The Atlanta Fed’s team recruits a panel of around 1,500
financial leaders from all sectors of the economy and firms
of all sizes, from family-run small businesses to Fortune
500 companies. The use of a panel structure is vital, as it
allows for the same individuals to participate repeatedly
rather than needing to recruit a new sample for each wave.
It also allows analysts to track how respondents’ answers
shift over time. About 300 financial executives from the
panel participate each quarter, of whom about two-thirds
are repeat participants.

Graham and Waddell, along with Atlanta Fed economist
Brent Meyer, work with the team to develop each quar-
ter’s rotating questions. Collaboration occurs at each step
of the analytic process, but the team in Richmond handles
most of the analysis, creates the charts and tables for the
survey’s website, and publicizes the findings, as well as

The CFO Survey

AT THE RICHMOND FED

the commentary by Graham, Waddell, Meyer, and other
contributors.

More than half the survey’s questions are asked every
quarter. These core questions assess respondents’ optimism
on a zero to 100 scale regarding both their firm and the
overall economy, as well as what they see as their “most
pressing concerns,” which helps the survey team under-
stand what accounts for any changes in optimism over
time. The CFO Survey poses this question in an open-
ended format in which respondents can provide detailed
explanations and context, such as changes caused by the
unique economic conditions of the COVID-19 pandemic.

The survey also asks
respondents about their
firms’ expectations regard-
ing their own revenue,
prices, and costs for the
current and following
calendar years. Asking
about these expectations
is helpful to policymakers,
who can see what aspects
of firms’ economic landscape they expect to be fleeting
and those they anticipate will persist. The final set of core
questions concerns the respondents’ sentiments regard-
ing the overall economy, as it asks about their expecta-
tions regarding GDP growth over the coming year and the
performance of the S&P 500. This lets researchers see how
well businesses can predict wider economic trends.

Many of the survey’s remaining questions connect academic
research to the real world. Graham notes, for example, that
in addition to gathering important policy-relevant data, the
survey also seeks to improve the practice of finance: It has
recently asked respondents to look back to compare their
forecasts to their actual numbers. “We’d like to be able to
study the accuracy of the forecasts,” he says, “and what
leads to an accurate versus inaccurate forecast and how do
executives respond?”

Recent results from the survey have been illuminating,
as firms are increasingly pessimistic when it comes to the
overall economy, but many remain upbeat about their own
prospects. In particular, the third quarter 2022 survey
found that businesses increasingly expect cost increases
to level out and that many are able to pass much of those
increases on to customers. Such insights, according to
Waddell, make The CFO Survey an “incredibly valuable
source of information on what’s happening on the ground
right now, which we can use to better predict where the
economy might be headed.” EF
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BY ABHIMANYU
BANERJEE

Job Mobility During and
After the Pandemic

Are pandemic-era trends in job changing a cause for hope — or concern?

workers leaving their current employers for new ones —

seems to have been on the rise. This development, often
called the “Great Resignation,” has attracted much attention,
but the reasons behind it are far from clear. Is it the result
of health and safety concerns causing workers to pull away
from the workforce, or of workers reappraising their work-
life balance? Or is it, perhaps, the rippling effects of the
move toward remote work? It is even possible, as some have
argued, that the Great Resignation is not so great after all
and is merely the result of fluctuations in the business cycle.
With these competing explanations, the implications for
workers and ultimately the economy as a whole are murky.

It’s a reversal of a long-term trend. Prior to the COVID-
19 pandemic, labor mobility had been drifting down-
ward, a trend that may have begun as early as the 1980s.
Researchers have seen this trend reflected in a wide array
of data. Multiple papers confirm a downward trend in the
job-to-job transition rate — the rate at which workers leave
one job for another without suffering through unemploy-
ment in between. Others have found similar trends in other
common measurements of job mobility, such as the number
of hirings and separations.

Another measure of labor mobility is the quits rate. While
quits do not provide as detailed information as job-to-job
transition data since they do not provide information on what
workers do after separation, they do provide a measurement
of voluntary job separations. In particular, the data on quits
measure the number of separations initiated in a month by
employees (not including retirement). It’s considered a good
measurement of a worker’s ability to leave a job and pursue
other economic opportunities and therefore of labor mobility.

The quits rate, the proportion of jobs that workers quit in
a given month, paints an interesting picture of labor mobil-
ity. (See chart.,) Until roughly 2017, quits rates seemed to
tell a story that was in line with the general decline in other
measures of labor mobility during this period — in particu-
lar, collapsing during the Great Recession and experiencing
only a modest recovery in the years after.

After 2017, however, this quickly changed as the quits rate
grew beyond pre-crisis levels. Then came the COVID-19
pandemic, when, after an initial drop, it reached heights not
seen before in the 21st century.

In the past few years, job changing in the United States —
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CHANGING TRENDS

After the initial, precipitous decline around April 2020 that
lasted only a few months, the quits rate grew and eventu-
ally peaked at 3 percent — more than half a percentage point
higher than any previous peak in the pre-pandemic data
since the series began in 2000. Even after some retrench-
ment in recent months, it still remains comfortably above
any pre-pandemic level.

This is especially surprising when one considers that an
increase in the quits rate represents an increase in voluntary
job changes, but these were precisely the types of job changes
whose decline drove the fall in labor mobility measures in the
first place. In a 2019 article for the Bureau of Labor Statistics’
Monthly Labor Review, Maury Gittleman sought to use more
detailed survey data to provide more context for the labor
market trends seen up to that point. He found that volun-
tary job changes may have fallen by as much as 50 percent
between 1988 and 2013.

“My analysis seems to imply the downward trends in
job-to-job transitions prior to the pandemic were primarily
due to a decline in voluntary job switching,” says Gittleman.
“In this case, it seems that much of this might be the result
of demographic trends — the work force is aging, and older
workers are less keen on job switching.”

The reasons for the recent reversal in a decades-long trend
are disputed. The sudden increase in labor mobility could be
temporary — for example, it might simply be following the
business cycle. Indeed, this is the explanation offered by Bart
Hobijn of the San Francisco Fed. In an April 2022 Economic
Letter, he argued that the increase in the quits rates corre-
sponds to the rapid recovery of the economy after the pandem-
ic-induced recession, pointing to historical episodes of high
quits rates that accompanied other periods of rapid growth
in the 20th century. If the increase in labor mobility is indeed
due to the post-pandemic recovery, then, of course, this uptick
should be only temporary.

On the other hand, some believe the effect goes beyond
the business cycle. In a 2022 article for the Monthly Labor
Review, Gittleman examined the trend in quits rates.

While he found that cyclical trends in the labor market did
explain much of the current increase in quits rates, they
did not explain all of it. “Depending on the model, ignor-
ing nonbusiness cycle factors could lead to significant error



in predictions for the quits rate,” he explains.
This led him to conclude that other possi-
ble pandemic-related factors such as stimulus
checks, health concerns, or changing attitudes
to work are worthy of more investigation.
Alternatively, the increase in job mobility
could be the result of long-term shifts that took
place during the pandemic. For example, the
pandemic may have changed workers’ views of
their career prospects and work-life balance.
Another force that may contribute to a more
lasting change in labor mobility is the increase
in remote work during the pandemic, which
opened more options for workers — a shift that
may prove to be enduring.

BENEFITING WORKERS

Economists have often associated increased job
mobility with positive outcomes. In some ways,
the fluidity of the U.S. labor market has often

been seen as an “engine of opportunity” that drives the U.S.
economy. As a result, its fall was potentially a significant
cause for worry and its return could benefit workers.

In particular, job mobility is especially important for
young workers who derive significant benefit not only from
more job options, but also from the learning opportunities
that a job change can provide, both about skills in a vari-
ety of fields and about themselves and the career they are
suited for. As a result, the option to switch jobs represents
an important tool for increasing wages and optimizing the

career path for inexperienced workers.

This effect was demonstrated in research by Robert
Topel and Michael Ward, then at the University of Chicago,
published in the Quarterly Journal of Economics in 1992.

More Job Quitting During the Pandemic Era
Nonfarm quits rate, seasonally adjusted
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the number of quits during the entire month as a percent of total employment.

Indeed, it has been argued that falling job mobility could
be related to the lack of rising wages in the wake of the
Great Recession. Therefore, it is possible that a sustained
reversal in this trend could ease wage stagnation and bring
considerable benefits to U.S. workers.

Thus, if the current trend in labor mobility is the result
of more opportunities being afforded to workers due to
changes in labor market structures — such as the movement
toward remote work, which may allow workers to seek jobs
that are farther away — then this could be a cause for opti-
mism as these opportunities will allow young workers to
look for higher wages and learn new skills. If these changes
are because of reorganization due to health concerns or the
result of business cycle forces, however, then there may be
less cause for celebration.

They found that, at the time, job changes accounted for

about a third of the increase in early-career wages — a result

THE COSTS OF MOBILITY

that led them to conclude that changing jobs is “the princi-

pal method by which workers at the present time improve

their condition on their own initiative.”

More recent work has been done on examining occupa-
tional mobility — a larger shift in a worker’s life that encom-
passes not only a job change, but also a change in the type of
work he or she does, such as moving from blue-collar work
to white-collar work or vice versa. Here again, research
shows that the benefits of occupation switching can be
considerable. A 2019 International Economic Review article
by Aspen Gorry and Devon Gorry of Clemson University and
Nicholas Trachter of the Richmond Fed attempted to model
the benefits of occupational switching and found that, for
young workers, the value of the option to switch occupations
is worth about 67 months of the maximum wage that those
workers could earn in the model. Similarly, the value young
workers receive from learning about themselves and their
talents is worth about 32 months of this same wage. Thus,
occupational mobility can bring outsized benefits, especially

to young workers.

While there are benefits to higher levels of labor mobil-
ity, there are possible costs as well. Gittleman notes that a
major potential downside of increased labor mobility is more
uncertainty for workers, who will likely feel less secure in
an economy that is so fluid and subject to change. In partic-
ular, workers may potentially face a greater risk of job loss.
Other research provides some insight into economic
mechanisms by which job mobility can adversely affect
workers and even the productivity of the economy as a
whole. In a 2018 working paper, Nobuhiro Kiyotaki of
Princeton University and Shengxing Zhang of the London
School of Economics painted a picture of how uncertainty
on the part of firms as to whether a worker will remain with
them long term (a so-called “limited commitment” problem)
can result in an inefficient allocation of resources. Kiyotaki
and Zhang created a model of job training offered by firms.
They found that if a worker can credibly commit to a firm
in the long term, the firm is willing to pay the cost of train-
ing the worker as the firm knows that it will reap the full
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benefits of the workers’ new skills at some later point.

But if the worker cannot commit to the firm — that is,
if there is job mobility — then there is risk to the firm: It
may train a worker only to see the worker leave for a differ-
ent job. In the scenario where the worker can’t commit to
the firm, workers now need to compensate the firm for this
risk if they desire job training — typically through a lower
wage. Not only can this hurt the worker, but it can also have
a negative effect on the productivity of the economy as a
whole. If the cost is high enough, then some workers may
be precluded from job training even if they are exception-
ally talented. This loss of talented, skilled workers would
hurt firms in the long run, ultimately leading to stagna-
tion. Kiyotaki and Zhang’s research focused on Japan, so it
is not yet clear whether this same story would apply to the
post-pandemic U.S. economy.

Indeed, Christopher Smith of the Federal Reserve Board,
who has co-authored a number of papers on job mobility,
notes that job mobility and job stability may not be as obvi-
ously at odds as one may think. “One of our more recent
papers on pre-pandemic mobility looks at changes in the
tenure distribution and shows that short-tenure jobs were
less frequent — consistent with a decline in job chang-
ing — but jobs with tenure of 10 years or more were also
less common, consistent with the notion that jobs were less
stable than they used to be.” Thus, it is possible for mobil-
ity and stability to decrease concurrently, and consequently,
it is possible for them to increase concurrently as well.
Rising mobility in the U.S. and the mechanism described
in Kiyotaki and Zhang’s research might not be so cleanly
linked after all.

WHAT IS THE OVERALL EFFECT?

Job mobility is, at least temporarily, on the rise, but the
implications of this are unclear. The potential benefits asso-
ciated with increased mobility are sizeable, with young
workers standing to gain the most through improved wage
growth and productivity. Yet increased job mobility may also
mean increased uncertainty for workers while pushing firms
to make ineflicient decisions in the labor market.

Which of these contradictory possible outcomes will
prevail following the pandemic? Unfortunately, there is not
necessarily a simple answer. It is possible to look to history
for help. For example, a 2014 working paper by Steven Davis
of the University of Chicago and John Haltiwanger of the
University of Maryland found that, at least historically,

higher worker reallocation rates (and thus higher mobility)
benefited workers, especially younger, less educated ones,

in terms of employment. They concluded that “sustained
high employment is unlikely to return without restoring
labor market fluidity.” Under this view, higher labor mobility
could be a positive.

There is more work to be done, however, in looking
into the underlying causes of the change in labor mobility.
Underlying the numbers on job-to-job transition rates, hires,
separations, and quits are the decisions of millions of work-
ers navigating a changing labor market. It is important to
understand the forces at play that are influencing workers to
make the decisions they do — are these changes temporary
or permanent? Are they the result of increased opportunities
due to remote work or of increased uncertainty?

Answering these questions is no easy task. Andreas
Hornstein, a Richmond Fed economist, says, “You need to
develop a model that describes some theory or tells some
story of what is happening in the economy, but it can be
hard to decide which stories are good.”

As in much economics research, Hornstein says, a
researcher at this point might try to test his or her model
empirically, checking to see if the implications of the model
match with the data or looking for new, more precise
measurements to prove or disprove the theory. While
insights from these approaches are valuable, they are not
always enough. “This is where economics research can
become a bit of an art and a bit of a conversation,” Hornstein
explains. “Researchers come together and propose ideas and
explanations and provide critique, ultimately trying to arrive
at a model that is simple, interesting, and describes the basic
mechanisms causing the trend reasonably well.”

The process of sorting out what is happening can be
especially complex within a situation like the coronavi-
rus pandemic, which is still underway and whose long-
run impact has not yet been realized. Hornstein says, “In
such cases, you try to incorporate new events into old
models. You might ask what remote work means in terms
of worker productivity or what health and safety concerns
mean for a worker’s willingness to work. In these cases,
data will not be enough to tell you what is happening in
the long run.”

While such methods are complex and difficult, ultimately
these are the steps that research economists will be taking
to develop a rigorous and thoughtful understanding of what
the current trend in labor mobility means for American
workers. EF
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m Dialogues
HOSTED BY THE RICHMOND FED

The Highs and

Lows of the
Housing Market

#DistrictDialogues

Thursday, Feb. 23,2023

Join us in February for an all-new District Dialogues event, where
we will explore the many factors affecting today’'s housing market.
Whether you're a real estate agent, potential homebuyer, loan
officer, renter, property investor or local business leader, you'll walk
away with a better understanding of recent housing market trends.
During the session, you will hear from leading industry experts on:

* Why housing costs rose dramatically during the pandemic

» Why affordable housing is so difficult to find

» Whatrising interest rates mean for both buyers and renters

* How today's trends influence people’s decisions about where to live

Register now to attend in person or virtually: https://bit.ly/dd-reg
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Community

Effects of Climate
Changein

ccording to a 2021 report
by the World Meteoro-
logical Organization, hur-
ricanes, floods, heat waves, and
droughts have increased in frequency
and intensity around the world, account-
ing for 2 million deaths and $3.64 trillion in losses
globally between 1970 and 2019. In the mid-Atlantic region,
these events typically result in river and coastal flooding;
several recent examples have devastated communities.
When considering a community’s vulnerability to natu-
ral hazard events, one important factor is the community’s
social vulnerability. Social vulnerability has been defined by
the Federal Emergency Management Agency (FEMA) as the
susceptibility of social groups to the adverse effects of nat-
ural hazards, including disproportionate death, injury, loss,
or disruption of livelihood. In this chart gallery, the term
refers to the Centers for Disease Control and Prevention’s
(CDC) Social Vulnerability Index, or SVI, a measure that is
derived from 15 characteristics across four categories: socio-
economic status, household composition/disability, minority
status/language, and household type/access to transporta-
tion. This index can provide additional insight into which
communities may suffer disproportionately following a nat-

North Carolina

By Caroline Norris and
Jessica Olayvar

ural hazard event. For more
detail on the makeup of the
SVI, see the table.
The following images are from
a data-mapping exercise completed by
analysts at the Richmond Fed to highlight
the impact of flooding on communities within North
Carolina through the lens of social vulnerability. The exer-
cise showed the connection between counties with high
levels of social vulnerability and those projected to face high
costs from natural hazard events in the future. Because
these events in North Carolina tend to be flood related, the
role of flood insurance and coverage was a significant
consideration for the exercise. Finally, counties with high
levels of credit insecurity — that is, limited access to credit
and poor credit health — tend to have high social vulner-
ability scores and may face difficulties recovering from a
disaster. The mapping exercise highlights these counties and
explores the role financial institutions play as suppliers of
capital in these communities.

The complete interactive exercise, which contains addi-
tional information about flood risk mitigation, the effects of
rising temperatures, and the role of financial institutions,
can be viewed online at bit.ly/nc-climate-maps.

SOCIAL VULNERABILITY

Al
Ashe Stokes

Watauga

Avery
Mitchell
Caldwell

Yan
Madison =

 lIredell

Buncombe

Haywood

Lincoln
Cabarrus

Gaston Stanly.
Mecklenburg

Henderson
Jackson Polk

Transylvania
Cherokee Macon

Clay

CDC Social Vulnerability Index

Overall vulnerability proportion ranking-
all themes

>0.79

Franklin

Chatham

Johnston

New Hanover

Brunswick

This map illustrates the social vulnerability of North Carolina counties according to the SVI. This measure indi-
cates the relative social vulnerability of all census tracts throughout the United States. Together, these charac-

0.499

teristics measure community susceptibility to additional adverse impacts from natural hazard events. According

to the CDC, the SVI can help communities plan for and respond to a variety of emergency events by determining

-<0.21

resource allocation, shelter needs, and financial funds required, among other considerations.

SOURCE: Centers for Disease Control and Prevention Social Vulnerability Index 2018
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COMPONENTS OF SOCIAL VULNERABILITY INDEX

Household
Composition and
Disability

Minority Status and Housing Type and
Language Transportation

Socioeconomic

Status

= Below Poverty Line m Aged 65 or Older = Minority ®m Multi-Unit Structures
= Unemployed m Aged 17 or Younger m Speaks English "Less than | ® Mobile Homes
= |[ncome m Civilian with a Disability Well" = Crowding
m No High School Diploma | = Single-Parent Households = No Vehicle
m Group Quarters

COMBINING SOCIOECONOMIC STATUS AND PROJECTED DAMAGE COSTS

Avery Guilford Franklin

Orange .
Mitchell 9° Durham
o Alexander

Madison =
 iredel

McDowell Chiatauy

Catawba

Buncombe
Haywood

Henderson
Jackson Polk
Macon

Johnston

Lincoln
Dar

CDC SVI & Damage Costs Projection

New Hanover

Relationship
Median Damage Projection (% of county
R income)
A % ranking for socioeconomic status This map combines two indicators that together shed light on the susceptibility of a community to strong
economic harm from natural hazard events. (Socioeconomic status is one of the four major components of social
High - High vulnerability in the CDC's index.) Primarily, this map shows county-level estimates of future economic damages
from climate change as a percent of county income, overlayed with the socioeconomic vulnerability of each
High - Low Low - High county. Counties in dark brown are those that are both ranked high for socioeconomic vulnerability today and
1\ /l predicted to have high future damage costs from climate-related events. Considering these components together

highlights the current and future unequal distribution of climate impacts among geographic areas.

Low - Low

SOURCES: Centers for Disease Control and Prevention Social Vulnerability Index 2018; Hsiang, S., et al. “Estimating economic damage
from climate change in the United States.” Science, 2017, vol. 356, no. 6345, pp. 1362-1369.
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FLOOD INSURANCE AND OUTDATED FLOOD MAPS
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properties at risk in 2020
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Mortgage lenders require the purchase of flood insurance at origination for any loan secured by a residence

in a FEMA-designated flood zone, or special flood hazard area (SFHA). While this insurance mitigates risks for

homeowners and lenders, gaps remain for several reasons. First, because flood insurance is required only for

homeowners with mortgages, renters or those who outright own their homes (including homes passed down

-<0 over generations) may be vulnerable, though voluntary flood insurance is available for purchase. Residents may
forgo flood insurance as they mistakenly believe it is included with their home insurance policy or let it lapse
due to cost. Finally, FEMA leadership has noted, and outside studies have found, that FEMA floodplain maps are
outdated. As these maps determine insurance requirements for mortgagors, residents may live in flood-prone
regions that are undesignated by FEMA. This map shows the percentage difference in the number of properties
at risk using more recent First Street Foundation data in comparison to FEMA data. The First Street Foundation
is a nonprofit research organization that shares climate risk data and models with individuals, companies, and
governments.

6.8

SOURCE: First Street Foundation Flood Model and FEMA, via Federal Reserve Bank of Philadelphia RADAR
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FINANCIAL INSTITUTIONS AND CREDIT INSECURITY

<

Credit Insecurity Index 2018

Iy =55.600000
Iy =40.900000
By <31.500000 Ina 2018 Maastricht University working paper, economists Jaap Bos, Runliang Li, and Mark Sanders noted that

in the aftermath of natural disasters, banks tend to meet the credit needs of their community by adjusting their
By <24.300000 asset structure — selling their government bonds to finance the disaster-driven increase in real estate lending. The
[ =17.300000 study used Call Report data for all U.S. commercial banks between the years 2002 and 2013. Financial institu-

tions can take an active role in supporting their communities following climate events by ensuring access to credit,
especially in regions considered “credit insecure.”

This map shows the credit insecurity index scores of North Carolina counties. (Higher values — darker colors
— indicate greater credit insecurity.) The New York Fed developed this index to provide a comprehensive view of
credit access and community credit health. The index is the sum of two community credit indicators: (1) those
not included in the formal credit economy, and (2) those included, plus this inclusion quality-adjusted to capture
the share of residents who may be credit constrained or unable to obtain credit at choice. The New York Fed's full
report, published in 2019, highlights the broad applications in which this index can be used, including measur-
ing the potential resilience of a community following a natural disaster and its ability to adapt or recover without
assistance.

SOURCE: Federal Reserve Bank of New York Credit Insecurity Index, “Unequal Access to Credit: The Hidden Impact of Credit
Constraints,” September 2019.

READINGS
Bos, Jaap, Runliang Li, and Mark Sanders. “Hazardous Lending: Hamdani, Kausar, Claire Kramer Mills, Edison Reyes, and Jessica
The Impact of Natural Disasters on Banks’ Asset Portfolio.” Battisto. “Unequal Access to Credit: The Hidden Impact of Credit

Maastricht University Graduate School of Business and Economics  Constraints.” Federal Reserve Bank of New York, September 2019.

GSBE Research Memoranda No. 021, Aug. 27, 2018. Helmore, Edward. “US flood maps outdated thanks to climate

Douris, James, and Geunhye Kim. “WMO Atlas of Mortality and change, FEMA director says.” The Guardian, Sept. 4, 2022.
Economic Losses from Weather, Climate, and Water Extremes

" — Hsiang, Solomon, et al. “Estimating economic damage from climate
(1970 - 2019).” World Meteorological Organization No. 1267, 2021.

change in the United States.” Science, June 2017, vol. 356, no. 6345,
pp. 1362-1369.



ECONOMIC HISTORY

BY JOHN MULLIN

Maggie Lena Walker

How the daughter of a former slave became a banking pioneer

aggie Lena Walker built the
M St. Luke Penny Savings Bank to

last. When it opened its doors
in Richmond’s Jackson Ward district
in 1903, Walker became the first Black
woman to establish a bank in the
United States. She would stand at its
helm as president for nearly 30 years,
safely steering it through periodic
bouts of economic turmoil, eventually
increasing its assets more than tenfold.
To cap off her career, she would solid-
ify the bank’s long-term prospects by
orchestrating mergers with two other
banks during the depths of the Great
Depression.

“The merged firm, the Consolidated
Bank and Trust Company, didn’t just
outlast the Great Depression,” says
Ethan Bullard, curator at the Maggie
L. Walker National Historic Site in
Richmond. “It lasted into the 21st
century and became the nation’s longest
continuously run Black-owned bank.”

After founding the bank, Walker
became a prominent public figure.

A charismatic orator who infused

her speeches with evocative biblical
references, she addressed audiences
throughout the country, champion-

ing Black racial pride and economic
empowerment. She associated with the
most important Black intellectuals and
reformers of her time, including Booker
T. Washington, W.E.B. Du Bois, and
Marcus Garvey. These leaders, each in
his or her own way, attempted to chart
a path toward Black success during
what many historians regard as the low
point in post-Civil War race relations

— the period after Reconstruction’s

end in 1877 through the early part of
the 20th century, an era that saw the
expansion of Jim Crow segregation and
Black voter disfranchisement.

Walker’s practical vision — much in
line with that of Booker T. Washington
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Maggie Walker (seated, third from right) and staff outside of the St. Luke Penny Savings Bank , which opened in
Richmond, Va., in 1903. Walker was the first Black woman to found a U.S. bank.

— helped place her at the center of a
Black business boom in Richmond. The
ascent of Jim Crow laws reinforced

a desire among Black Americans to
form their own businesses and to prac-
tice the dictum “don’t shop where you
can’t work.” Under these conditions,
Richmond’s Jackson Ward district
developed into what historians in a
Works Progress Administration report
later called the most important center
of Black American business activity in
the world.

EARLY LIFE IN RICHMOND

Born during the Civil War on July
15, 1864, Walker came from humble
economic origins. Her mother,
Elizabeth Draper, was a former slave

who worked as an assistant cook on the
estate of a wealthy Richmond family.
Her father, Eccles Cuthbert, was a
White Confederate soldier who later
became the Richmond correspondent
for the New York Herald. The two were
unmarried, and although Cuthbert may
have maintained some contact with his
daughter as she grew older, his role in
her upbringing appears to have been
negligible. Several years after Walker’s
birth, Draper married William Mitchell,
a Black man who worked as a butler.
After William Mitchell’s death when
Walker was just 11 years old, she
was needed to help with her moth-
er’s laundry business and to take care
of her younger brother. (She quipped
later in her life that “I was not born
with a silver spoon in my mouth, but

IMAGE: COURTESY NATIONAL PARK SERVICE, MAGGIE L. WALKER NATIONAL HISTORIC SITE



with a laundry basket practically upon
my head.”)

Although Walker’s mother relied
on her daughter’s help at home, she
also believed it was important for her
daughter to receive a formal educa-
tion. Walker was among the first Black
children to attend Richmond’s system
of segregated public schools, which
had been established in the 1870s.
Richmond’s Black schools were not
afforded the same resources as White
schools. Nevertheless, they represented
a new opportunity that Black fami-
lies greeted enthusiastically. Walker
first attended the Lancasterian School
and then the Navy Hill School. She
received her high school education
at the Colored Normal School, which
provided a rigorous education and
where entrance was by competitive
examination. One of the few remain-
ing documents from her school years
is a dog-eared volume of assorted
Shakespeare plays inscribed to her in
1882, perhaps as a prize.

Her graduation from the Colored
Normal School came at an import-
ant historical turning point.

Although historians generally place
Reconstruction’s end in 1877, the
timing was different in Virginia, where
the Readjuster Party subsequently
emerged as what has been called “the
shortest-lived and most radical reform-
ing political party in Virginia’s history.”
The Readjuster Party was a coali-

tion of Black and White Virginians,
farmers, laborers, Democrats, and
Republicans who sought to break the
power of the planter elite. Founded in
1879, the party saw its candidates win
all of Virginia’s statewide offices in
1881. They abolished the poll tax and
the public whipping post, invested in
schools for Black and White children,
and took strides toward increasing the
number of Black teachers and school
board members.

The Readjuster Party reforms seem
to have played a role in at least two
events connected to Walker as she
graduated from high school in 1883.
First, the spirit of possibility that

they promoted may have helped to
give her graduating class the confi-
dence required to stage one of the
nation’s first protests over school
segregation: Colored Normal School
students argued that they should be
able to hold their graduation cere-
mony at the Richmond Theater, the
same venue provided to White students
at public expense for their ceremony.
Second, the Readjusters’ efforts to
increase the number of Black teach-
ers in Richmond’s schools likely paved
the way for Walker to gain her first job
upon graduation, a teaching position at
the Lancasterian School.

But the “readjustment period” was
soon to end. The party lost its legis-
lative majority in 1883 and ceased to
function after 1885. What followed
was a period of declining political
and civil rights for Black Virginians.
History was being rewritten accord-
ing to a “Lost Cause” ideology, symbol-
ized by the statues of Confederate mili-
tary leaders that were being erected
along Richmond’s Monument Avenue.
Black voters’ rights were increasingly
restricted — first through electoral
chicanery and physical intimidation
and later via the 1902 state constitu-
tion, which effectively disfranchised
most Black Virginians. The number
of Black voters registered in Jackson
Ward, which had stood at 2,983 in the
late 1890s, declined to 33 by 1903, at
which point no Black representatives
remained on Richmond’s city coun-
cil. As the new century dawned, the
decline in Black political representation
was accompanied by the enactment of
Jim Crow laws that codified segrega-
tion — first on streetcars, then among
neighborhoods, and ultimately across a
wide array of public amenities.

THE ORDER OF ST. LUKE

In this environment, Black lead-

ers stressed self-help; Black fraternal
orders, many of which were succes-
sors to secret antebellum societies,
played an important role in organiz-
ing mutual aid. The fraternal orders,

which generally included both men and
woman, organized insurance funds,
attempted to foster economic develop-
ment, and were focal points for social
and political activities.

Maggie Walker had been active in
one such fraternal organization, the
Independent Order of St. Luke, since
she was 14 years old. But it was not
until her three-year teaching career
ended upon her 1886 marriage to
Armistead Walker, a building contrac-
tor, that she began to devote her efforts
more fully to the order.

She came out of her teaching years
with enhanced skills. In addition to her
experience managing a classroom, as
well as taking night courses in account-
ing and sales while still teaching, she
had worked part time as an insurance
agent for the Woman’s Union, a coop-
erative society, earning more from
her sales commissions than she had
from teaching. At about the same time,
she began to work her way through
the ranks of the Independent Order
of St. Luke. Starting as an organizer,
she recruited for St. Luke’s, traveling
throughout Virginia and West Virginia
to develop new local chapters.

As Walker assumed greater respon-
sibility within the order, she drew on
the example of the Grand Fountain of
the United Order of True Reformers
(the “True Reformers”), the most
prominent Black fraternal organi-
zation in the country. Its founder,
William Washington (W.W.) Browne,
was a skilled speaker and organizer
who sought to create an aggressively
entrepreneurial operation. In 1885, the
True Reformers became the first Black
fraternal organization in America to
develop a life insurance plan based on
actuarial calculations of life expectan-
cies. That same year, they launched
their popular juvenile division to instill
values of community and thrift. In
1889, they founded what was arguably
the first Black-owned bank in the coun-
try, the True Reformers Bank.

Later, Maggie Walker praised
Browne’s vision. “[T]he Negro, in this
country, has always had money; and
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his societies for attending the sick and
burying the dead...” she said. “But
here comes a man with a pencil in his
hand... and he wanted to show how,
from a society, could be evolved an
insurance association and a banking
house.”

She followed the True Reformers
blueprint when she started the St.
Luke juvenile division in 1895, and
she continued to follow it when she
assumed the order’s top leadership
post, becoming Right Worthy Grand
Secretary in 1899. The order was in
dire straits when she took charge
(with a salary one-third that of her
male predecessor). The organization
had only 1,080 members in 57 councils
with $31.61 in its treasury and $400 in
outstanding debts. But that would all
change under her leadership.

THE ST. LUKE BANK

At the order’s annual meeting in 1901,
Walker laid out her plan for the St.
Luke Penny Savings Bank. “Let us put
our moneys together; .. let us put our
money out at usury among ourselves,
and reap the benefit ourselves... Let us
have a bank that will take the nickels
and turn them into dollars.” In addi-
tion to the bank, she also announced
plans to establish a newspaper and an
emporium.

The newspaper, the St. Luke Herald,
was launched in 1902. The St. Luke
Penny Savings Bank opened its
doors the following November in the
Independent Order of St. Luke head-
quarters building at 900 St. James St.
in Richmond. Promoted by the news-
paper, the bank received more than
$8,000 in deposits on its first day, with
amounts ranging from 31 cents to over
a hundred dollars.

The new institution comported with
Walker’s view that women needed to
play a prominent role in Black advance-
ment. She insisted that the expansion
of women’s economic roles was vital
for the success of the Black commu-
nity — even its male members. Walker
later recounted that, upon assuming
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leadership of the order, “[my] first work
was to draw around me women.”

Walker was a strict leader. According
to one of Walker’s former secretar-
ies, “You had better be at your desk
at ten minutes to nine.” She worked
her employees hard. According to one
story, when one nickel was missing
at the conclusion of an audit, Walker
instructed two of her staff to stay
at work until they finally found it at
midnight. In addition to long hours,
Walker established a rigid dress code:
a white blouse and a long dark skirt.
But she also showed concern for her
employees’ welfare, encouraging them
to save 5 percent of their wages. She
also frequently acted as a mentor to her
more promising employees, although
that may have seemed like a mixed
blessing to some of the women, since
Walker could be particularly hard on
her protegees when she saw them as
being unappreciative.

According to University of Maryland
history professor Elsa Barkley Brown,
“The bank recognized the meager
resources of the black community,
particularly black women ... In fact, its
establishment as a penny savings bank is
an indication of that.” To accommodate
customers of modest means, Walker
made loans as small as $5. Unlike most
banks, which required 50 percent down
payments for home loans with five-year
maturities, the St. Luke Bank accepted
down payments as low as 10 percent.
Moreover, in a departure from standard
banking practices of the time, the bank
often allowed homeowners the flexi-
bility to refinance their home loans to
avoid the large and potentially devas-
tating principal repayments that typi-
cally came due after three to five years
on home loans during the era. By the
early 1920s, at least 600 members of
the community had paid off their home
mortgages in full.

The St. Luke Bank’s rigorous due
diligence and loan collection processes
were key to its continuing survival
and success. The bank relied on ad
hoc credit committees drawn from
members of the local community to

vouch for borrowers, who were typi-
cally required to have at least one, and
sometime more than one, co-signer

or guarantor. The bank aggressively
pursued delinquent borrowers, hiring
bill collectors to knock on their doors
and, when that failed, contacting the
borrowers’ employers to garnish wages.
When these methods did not yield
results, the bank would pursue loan
co-signers.

The bank also furthered Walker’s
life-long passion for nurturing chil-
dren, encapsulated in the dictum, “As
the twig is bent, the tree is inclined.”
To educate children about money, the
bank distributed small coin banks
that could hold 100 pennies, enough
to reach the $1 necessary to open an
account at the St. Luke Bank.

Under Walker’s leadership, the
bank’s assets grew from $37,870 in
1904 to $120,813 in 1910, reaching
$529,883 in 1920 (equivalent to about
$8 million in today’s dollars). This long-
term growth trajectory was particu-
larly impressive considering that two
of the bank’s major peers, the True
Reformers Bank and the Mechanics
Savings Bank, were forced out of busi-
ness in 1909 and 1921, respectively.

THE ST. LUKE EMPORIUM

The St. Luke Emporium was not nearly
as successful as the bank. It opened in
1905 on Broad Street, Richmond’s main
business thoroughfare, which was the
dividing line between the Black and
White parts of the city. In addition to
being a purveyor of clothing, hats, and
other dry goods, the emporium also
became home to the fledgling bank.
“The St. Luke Emporium was a micro-
cosm of Walker’s vision of economic
empowerment,” says Bullard. “Staffed
predominantly by Black women and a
few Black men, it was a place where
Black customers could shop, deposit,
withdraw, and invest all under one
roof, while keeping the proceeds
within the Black community.”

The emporium faced resistance from
Richmond’s White store owners right



off the bat. “When it was found out for
what purposes the property had been
bought there was an attempt made to
buy the premises from us at an advance
of several thousand dollars more than
the purchase price,” Walker recounted
in 1906. “In addition to this there was
a personal offer of $10,000 in cash if we
would not start the Emporium.”

A new set of problems arose after
the emporium opened. According
to Walker, “there has been formed
a White Retail Dealers’ Association,
taking in every White man and woman
selling anything at retail... When
the White Retail Dealers’ Association
[WRDA] decides to crush out a Negro
merchant, the wholesale merchants are
notified not to sell the Negro... saying
if they do, they will not receive the
patronage of the White merchants.” In
at least one case, according to Walker,
wholesalers stopped short of refusing
to supply the emporium with goods
but instead demanded cash payment,
refusing to grant the customary 60-day
credit afforded to White merchants.

The emporium struggled from the
start, but its troubles were not confined
to the difficulties created by the WRDA.
One of its fundamental challenges was
the limited income of its customer base.
Another major problem, one that infu-
riated Walker, was what she saw as
the unwillingness of Black shoppers to
sufficiently support the emporium and
other Black-owned businesses. “Why do
we insist on pushing ourselves where
we are not wanted?” she questioned
her audience. “Or are we so simple and

short-sighted that we are willing to give
the White man every dollar that we can
muster when he is daily telling us to get
away from him?” The emporium closed
its doors in 1911.

STREETCAR BOYCOTT

Walker was not hesitant to marshal
St. Luke resources in support of
Black civil rights. Such was the case
when she became a leader of the

1904 Richmond streetcar boycott,
which arose in opposition to the
newly instituted policy of segrega-
tion on the city’s streetcars. The St.
Luke Herald was one of the stron-
gest voices in favor of the boycott, and
Walker brought the resources of the
St. Luke Penny Savings Bank to bear
when she, along with several other
Black Richmond bankers, issued a
public pledge of support for the estab-
lishment of an alternative streetcar
company.

The boycott illustrates how Walker’s
thinking fit into the debate among Black
reformers and intellectuals about the
best strategies for advancement. W.E.B.
Du Bois stood at one end of the spec-
trum. “Du Bois believed in agitating for
political rights — political equality for
Black people,” says historian Marvin
Chiles of Old Dominion University. “To
him, business ventures and economic
prosperity were fine and to be encour-
aged, but the main goal for those who
were considered elites was to work
politically for racial equality.” Du Bois
seems to have shown little interest in

the Richmond streetcar boycott.

Walker was much more in the camp
of Booker T. Washington, who favored
the strategy of using boycotts as, in his
words, “an exercise of economic power
designed to elicit a specific change in
future behavior.” She had no objection
to pursuing solutions through politi-
cal means, but since such means were
mostly out of her reach as a Black
woman in the Jim Crow South prior
to women’s suffrage, Walker’s first
choice was to use economic power. To
her, the boycott was a sort of economic
warfare. The first goal was to bankrupt
the segregationist streetcar company;
the second was to provide Blacks with
an opportunity to redirect the money
saved on streetcar fares toward Black-
owned businesses.

LEGACY

Walker left behind a tremendous legacy
when she died on Dec. 15, 1934, due to
complications stemming from diabe-
tes. In addition to being the first Black
woman to charter a bank, she had
taken part in one of the nation’s first
school segregation protests as well as

in one of its first public transit boycotts.
She had revitalized the Independent
Order of St. Luke and supported count-
less other organizations, co-founding
the Richmond Chapter of the National
Association for the Advancement of
Colored People (NAACP) and even
starting the first Girl Scout troop for
Black girls in the South. She was a path-
breaker — an American pioneer. EF
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RESEARCH SPOTLIGHT

BY ANTHONY HUI

Adjusting to Income Risk

Yongsung Chang, Jay H. Hong,
Marios Karabarbounis, Yicheng
Wang, and Tao Zhang. “Income
Volatility and Portfolio Choices.”
Review of Economic Dynamics,
April 2022, vol. 44, pp. 65-90.

common question in economics
A and finance is how households

respond to changes in income
risk. Theory predicts that when house-
holds’ incomes become more volatile,
they may save more, work more, or
reduce their holdings of risky assets to
compensate for their increased risk.

In a recent article in the Review
of Economic Dynamics, Marios
Karabarbounis of the Richmond Fed,
Yongsung Chang and Jay Hong of Seoul
National University, Yicheng Wang of
Peking University, and Tao Zhang of
the Ragnar Frisch Centre for Economic
Research examined how house-
holds adjust their financial portfolio
in response to changes in income risk.
Income risk is distinct from income
level in that it pertains to the uncer-
tainty of future earnings rather than
current earnings.

The authors made use of multiple
Norwegian data sets that collect infor-
mation about households’ income and
detailed financial holdings. The bene-
fits of these data sets over other survey-
based data include reduced measure-
ment error and response bias as well
as more comprehensive tracking of
households over time. From these data,
the authors found that the typical
Norwegian household has a mix of safe
assets — including government bonds,
bank deposits, and life insurance poli-
cies’ cash values — and risky assets —
including stocks and shares in mutual
funds. The authors defined the overall
risky share of a household’s portfolio as
the value of risky assets divided by the
value of total financial assets.

To obtain a clean estimate of how
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households adjust their risky asset
share in response to income volatility,
the authors focused on the single larg-
est change in the standard deviation (a
measure of variation) for each work-
er’s income growth. Concentrating on
this single “structural break” eliminates
noisy variations in the data. Examples
of events that can cause a structural
break include a change in employer,
industry, or location. Using these struc-
tural breaks, the authors found a clear

Households generally prefer

to smooth their consumption
over time.

negative relationship between the risky
share of assets and income volatility.

But not all structural breaks are
equal. The data show that households
are most likely to experience a struc-
tural break when changing employers,
a change they will likely anticipate. If
households predict a change in their
income volatility, they may not adjust
the risky share of their portfolio as
much. Thus, the authors focused their
work not just on structural breaks, but
on unanticipated ones, which provide
the largest and cleanest response.

Following the work of other
researchers, the authors used infor-
mation from firms to identify income
shocks that individual workers can
neither anticipate nor control. They
combined this information with the
structural breaks to isolate an estimate
of large, unpredictable income risk.
Using this measure, they found a much
larger effect on portfolio allocation in
response to changes in income. When
unanticipated income risk doubles,
typical households reduce their allo-
cation of risky financial assets in their
portfolio by 5 percentage points.

The authors next incorporated these

unanticipated income shocks into a
standard portfolio choice model to

see whether they could replicate the
response they found in the Norwegian
data. The advantage of using a model
is that it allows the authors to better
understand how income risk affects
households’ welfare (that is, their
well-being). Welfare may be affected
through two channels. First, house-
holds experiencing higher income risk
may reduce consumption and rebal-
ance their portfolio toward safer assets.
Second, households may face difficul-
ties smoothing their consumption over
time because they cannot fully insure
against income risk.

Households generally prefer to
smooth their consumption over time.
Income volatility makes that chal-
lenging, however. One way to insure
against this volatility is by investing
savings in the stock market, which is
risky, or in safe assets, such as a bank
account. Risky assets offer greater
returns but a higher risk of losses.
Through the model, the authors calcu-
lated that the cost of being unable
to insure against income volatility is
large. They also found that households
benefit from being able to adjust the
risky share of their financial portfolio
in response to income volatility.

This research also has implications
for questions about wealth inequality.
“Some households have more income
stability because they have two earn-
ers or other outside assistance, for
example,” says Karabarbounis. “Those
households can place their money in
high-risk, high-return instruments,
which allows them to grow their
wealth substantially over the long run.
This is in contrast with single-earner
households, which face greater income
uncertainty. They might be less comfort-
able with high-risk instruments and
instead put their money in a safe bank
account, earning a lower return.” EF
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BY SAM LOUIS TAYLOR

POLICY UPDATE

Understanding the Inflation Reduction Act

into law a spending, revenue, and

deficit reduction bill titled the
Inflation Reduction Act (IRA). Born
out of the never-enacted Build Back
Better Act, a $1.8 trillion stimulus and
revenue package proposed at the begin-
ning of the Biden administration, the
IRA is the result of extended negotia-
tions that changed the bill from a broad
social and economic stimulus bill into
one focused on clean energy, health
care, and deficit reduction. These
changes secured the final votes needed
to pass the legislation on a party-line
basis. It represents one of the largest
legislative efforts to reduce the deficit
in recent years and has been touted by
the administration as an important tool
to help bring down inflation.

The IRA is estimated by the bill’s
authors to create over $737 billion in
budget savings and new revenues. Its
proponents argued it will do this in a
number of ways: lowering health care
costs by allowing Medicare to nego-
tiate prices for certain prescription
drugs and capping the price paid for
insulin by Medicare; imposing a mini-
mum income tax rate of 15 percent on
large corporations; boosting the IRS’
ability to pursue uncollected taxes;
and imposing surcharges on corporate
stock buybacks. The IRA also autho-
rizes significant expenditures, over
$437 billion, to combat climate change
and lower energy costs by boost-
ing domestic clean energy produc-
tion, encouraging new clean-energy
technology development, and retro-
fitting homes for greater energy
efficiency and conversion to clean
energy. The remaining savings and
new revenues, which Democrats and
the Biden administration have esti-
mated to be $300 billion over the
next decade, will go toward deficit
reduction. Subsequent reviews by the
Congressional Budget Office (CBO)

I n August, President Biden signed

have lowered that deficit reduction
estimate to $238 billion over a decade.
Supporters of the legislation, such
as Sen. Joe Manchin, D-W.Va., and
former chair of the White House
Council of Economic Advisers Jason
Furman, have based their claims of
inflation reduction on two ideas. The
first is that by reducing the deficit, the
law will put downward pressure on
demand and, thus, be anti-inflation-
ary. The second is that the spending

—
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provisions in the bill will lower the
cost of certain inflation-driving goods,
like energy and health care, over time.
The Committee for a Responsible
Federal Budget (CRFB), a nonparti-
san group that analyzes the effects of
fiscal policy, has argued that most of
the provisions in the bill will have a
disinflationary effect on the economy
in both the short and long term and
that the actual deficit reduction result-
ing from the bill could be greater than
expected.

Others, however, have argued that
the legislation will not have such an
effect. Economic analyses conducted
by the CBO and by researchers
with the Penn Wharton Budget
Model program at the University of

Pennsylvania’s Wharton School of
Business found that the short- and
long-term effects on inflation would be
negligible at best. The Tax Foundation
found that revenue increases
contained in the IRA will reduce long-
term growth by creating new disin-
centives for businesses to invest in
new operations and by reducing long-
run American incomes. According to
that analysis, the results would put
upward pressure on inflation. Political
opponents of the legislation, such as
Sen. Pat Toomey, R-Pa., have also
argued that the bill’s spending provi-
sions do nothing to address inflation
and will only worsen any potential
economic downturn.

Given that the IRA is a complex
piece of legislation that is just begin-
ning to be implemented, there will
likely be continued debate over the
efficacy of the legislation for some
time. It will take time for Medicare
to negotiate drug prices and for clean
energy projects to be designed and
funded. The Penn Wharton Budget
Model researchers determined that
the immediate influx of new spending
may in fact put upward pressure on
inflation in the short term. The CBO
found that the legislation’s deficit
reduction is spread out over 10 years,
with much of the proposed reduction
occurring in the last five years, so
the main leverage for lowering infla-
tion won’t be felt for several years.

On the other hand, the Roosevelt
Institute, a progressive-leaning think
tank, has suggested that the IRA may
boost private industry action to bring
down energy costs and decrease over-
all demand in the short term, help-
ing to lower inflation expectations
and making it easier for other policy
measures to bring inflation down.
What is clear is that the effects of the
legislation will take years to be fully
felt in the day-to-day economy. EF
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BY TIM SABLIK

The Future of Forward Guidance

Talking about the future has become a valuable tool of monetary policy,
but recent events have prompted a reevaluation

leaders prided themselves on their

inscrutability. Alan Greenspan,
who served as Fed chair from 1987
to 2006, famously perfected the art of
“Fedspeak,” carefully crafting his state-
ments on monetary policy to be vague
and obscure so that he could avoid roil-
ing financial markets. But by the end of
his tenure, the Fed had become increas-
ingly transparent in its communica-
tions with the public. Today, Fed Chair
Jerome Powell holds a press conference
after every FOMC meeting, and the
committee issues a post-meeting state-
ment explaining both its current policy
stance as well as how it expects policy
to evolve in the future.

This prognosticating language,
known as “forward guidance,” has
become an increasingly important
tool for policymakers since the Great
Recession of 2007-2009. But recently,
Powell indicated that the Fed might be
putting that tool back on the shelf, at
least for now. In June, the FOMC voted
to raise the Fed’s benchmark interest
rate by three-quarters of a percent-
age point — its largest single rate hike
in nearly three decades. The follow-
ing month, the committee approved
another historic 0.75-point hike. At the
press conference following the July
decision, Powell was asked to provide
some guidance on how far and how
fast the FOMC was thinking about
raising rates to deal with inflation.

“We’re going to be making deci-
sions meeting by meeting ... and not
provide .. the kind of clear guidance
that we had provided on the way to
neutral,” Powell replied. That same
month, European Central Bank (ECB)
President Christine Lagarde said
that the ECB would also be ditch-
ing forward guidance to maintain the

For much of the Fed’s history, its
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flexibility to adjust monetary policy
based on incoming data.

Do these moves mean that central
bankers have soured on forward guid-
ance? Or is it simply the wrong tool for
the Fed’s present challenges?

THE ORIGINS OF FORWARD
GUIDANCE

In February 2000, under Greenspan,
the committee first began regularly
including an early form of forward
guidance in its policy statements: an
assessment of the balance of risks
facing the economy. In 2003, it added
guidance about the likely path of
monetary policy. That change coin-
cided with the publication of an
important paper earlier the same
year by Gauti Eggertsson of Brown
University and Michael Woodford

of Columbia University. They were
exploring how central banks could
conduct monetary policy when their
policy rate was at or near zero and
couldn’t go lower. Eggertsson and
Woodford showed that a central bank
could achieve additional stimulus by
credibly communicating an intent

to keep its policy rate low into the
future after the economy had started
to recover — that is, by providing
forward guidance. If markets believed
the central bank’s pledge, then the
interest rates of longer maturity secu-
rities would fall in anticipation of a
lower policy rate in the future, and
that would help stimulate economic
growth.

Eggertsson and Woodford had the
Bank of Japan in mind when they
wrote their paper. Its policy rate had
been near zero since the mid-1990s. As
it turned out, however, the Fed soon
found itself in a similar position. The

economy was still recovering from a
brief recession in 2001 following the
dot-com crash and the 9/11 terror-

ist attacks. In June 2003, the FOMC
lowered its policy rate to 1 percent and
chose not to go any lower. Committee
members still wanted to provide some
additional stimulus, however, so in the
August 2003 policy statement, they
noted that the Fed’s accommodative
policy could continue for “a consider-
able period.”

The FOMC continued to employ
forward guidance over the next several
years to signal future accommodation
and then to communicate its plan for
raising its policy rate once the econ-
omy had recovered. During the Great
Recession of 2007-2009, the Fed’s policy
rate went even closer to zero, and the
FOMC once again turned to forward
guidance. The committee initially
employed the same type of language
it had used in 2003, but as the deep
recession gave way to a slow recovery,
the guidance became more specific.
The FOMC experimented with detail-
ing how long it expected to keep rates
low and laying out specific criteria it
would want to see before raising rates.
(See table.) More detailed guidance
may give the public a better window
into what the Fed is thinking, but it
comes with its own trade-offs.

“The higher the level of specific-
ity, the higher the risk that you’ll
bind yourself to a less than optimal
path,” Richmond Fed President Tom
Barkin has explained. (See “Challenges
of Forward Guidance,” Econ Focus,
Fourth Quarter 2021.)

This trade-off between commitment
and flexibility is central to a key ques-
tion about forward guidance: Does it
work as well in practice as it does in
theory?



The Evolution of the Fed's Forward Guidance
The FOMC has experimented with different formulas for its guidance over the last two decades.

2/2/2000 "..the Committee believes the risks are weighted mainly toward conditions that may generate

heightened inflation pressures in the foreseeable future.”

8/12/2003
1/28/2004

"...the Committee believes that policy accommodation can be maintained for a considerable period."

"With inflation quite low and resource use slack, the Committee believes that it can be patient in
removing its policy accommodation.”

WWYACY#LL I . the Committee anticipates that weak economic conditions are likely to warrant exceptionally low

levels of the federal funds rate for some time."

8/9/201 "The Committee currently anticipates that economic conditions...are likely to warrant exceptionally

low levels for the federal funds rate at least through mid-2013."

\PYAr YL VA . the Committee...currently anticipates that this exceptionally low range for the federal funds rate
will be appropriate at least as long as the unemployment rate remains above 6-1/2 percent, inflation

between one and two years ahead is projected to be no more than a half percentage point above the

anchored.”

Committee's 2 percent longer-run goal, and longer-term inflation expectations continue to be well

3/19/2014

"The Committee currently anticipates that, even after employment and inflation are near mandate-
consistent levels, economic conditions may, for some time, warrant keeping the target federal funds
rate well below levels the Committee views as normal in the longer run."

9/16/2020

some time."

"The Committee...expects it will be appropriate to maintain this target range until labor market
conditions have reached levels consistent with the Committee's assessments of maximum
employment and inflation has risen to 2 percent and is on track to moderately exceed 2 percent for

12/15/2021

"With inflation having exceeded 2 percent for some time, the Committee expects it will be
appropriate to maintain this target range until labor market conditions have reached levels consistent
with the Committee's assessments of maximum employment.”

1/26/2022

"With inflation well above 2 percent and a strong labor market, the Committee expects it will soon
be appropriate to raise the target range for the federal funds rate.”

3/16/2022

"...the Committee decided to raise the target range for the federal funds rate to 1/4 to 1/2 percent
and anticipates that ongoing increases in the target range will be appropriate.”

SOURCES: Federal Open Market Committee statements

THEORY VERSUS REALITY

In his 2020 American Economic
Association presidential address,
former Fed Chair Ben Bernanke
declared forward guidance a “power-
ful policy tool.” Bernanke had been
instrumental in elevating forward
guidance and quantitative easing (QE)
from unconventional to conventional
monetary policy tools during his tenure
at the Fed. In his lecture, he analyzed
the impact of these two tools using
the Fed’s FRB/US computer model of
the U.S. economy. He concluded that
forward guidance combined with QE

granted the Fed significantly more
space to provide accommodation when
its standard policy rate was near zero.

Other economists who have studied
the effects of forward guidance have
come to similar conclusions. Combined
with QE, forward guidance signifi-
cantly mitigates the danger that the
Fed could be stuck at the zero lower
bound with no ammunition. But it
quickly became clear that some of the
ways that forward guidance behaves
in standard economic models were
unrealistic.

In a 2012 paper, Marco Del Negro
of the New York Fed, Marc Giannoni

of Barclays, and Christina Patterson

of the University of Chicago demon-
strated that a standard macro model
predicted that forward guidance
became more powerful the further into
the future it went. If the Fed pledged
to keep its policy rate low for two or
more years, the model showed that
this would have “explosive” effects

on inflation and economic output. In
essence, the model implied that the Fed
should be able to dig the economy out
of any hole just by talking and pledging
actions further out into the future. The
researchers dubbed this the “forward
guidance puzzle.”
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The strength of this result stems
partly from the fact that, in stan-
dard models, the Fed can perfectly
manage the expectations of financial
markets and households through its
forward guidance. As a result, longer-
term interest rates immediately adjust
to make the Fed’s guidance a reality.
The real world is much more compli-
cated, however. The Fed’s communica-
tions are not always clearly understood
by the public, and the FOMC’s forward
guidance statements have never
provided an ironclad commitment to
follow a scripted policy path.

That is largely unavoidable given the
fact that Fed policy is set through the
majority vote of a committee whose
composition changes over time. No
present-day members of the FOMC
could credibly bind the hands of future
members to follow through on forward
guidance. Indeed, this is one of the
reasons why for decades Fed policy-
makers avoided giving any guidance
about policy, even though they were
aware of the potential benefits. In a
2021 working paper, Edward Nelson
of the Board of Governors showed that
Fed leaders understood the principles
underlying the use of forward guid-
ance as early as the 1950s, but they
did not want to risk binding their own
hands or the hands of future policy-
makers to a path that turned out to be
suboptimal.

It is also more difficult to believably
communicate plans for the future the
further away that future is. A lot can
change in a year or two, which might
lead the public to be rightly skeptical
of the Fed’s ability to predict its actions
that far in advance. Jeffrey Campbell
of the University of Notre Dame and
Filippo Ferroni, Jonas Fisher, and
Leonardo Melosi of the Chicago Fed
allowed for such skepticism in their
model of forward guidance. In a 2019
article in the Journal of Monetary
Economics, they found that the Fed’s
ability to influence market expectations
diminishes the further into the future
it tries to communicate a policy path.

“If the Fed were to say something
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about rates one to four quarters in the
future, agents in our model believe the
Fed will follow through with that guid-
ance,” says Melosi. “At horizons longer
than one year, it is much harder for

the Fed to commit to future actions,
arguably because macroeconomic
uncertainty is typically large at those
horizons.”

COMMUNICATION COSTS

Empirical evidence supports the idea
that forward guidance is effective. In a
2021 paper in the Journal of Monetary
Economics, Eric Swanson of the
University of California, Irvine exam-
ined FOMC announcements from July
1991 to June 2019 to identify the sepa-
rate effects from changes to the federal
funds rate, forward guidance, and QE.
He found each tool had significant and
distinct effects on financial markets.
Forward guidance had the largest
impact on shorter-term Treasury yields
and assets — those dated between

one and five years — while QE was
more effective at moving longer-term
Treasuries and corporate bonds with
10-year maturities.

“When you look at the reaction to
FOMC announcements, most of the
movement in Treasury markets is due
to what the FOMC statement says,
what the chair says during the press
conference after the announcements,
or what the chair says in speeches
throughout the year, rather than the
actual change in the federal funds
rate,” says Swanson. “In that sense,
forward guidance has been very
important over the last 20 years.”

Although his findings focus on
financial markets, Swanson suspects
that forward guidance also had an
impact on macroeconomic variables
like unemployment. It is just harder to
measure those interactions. Overall,
the evidence supports Bernanke’s claim
that forward guidance is a potent tool.

But that doesn’t mean there aren’t
costs. As Barkin noted, more explicit
guidance imposes a greater constraint
on the Fed’s flexibility. While it is true

that the Fed’s guidance has never made
an absolute commitment — the FOMC
has always left room to deviate from its
guidance if circumstances change — it
has sought to live up to its guidance in
practice, says Swanson. Indeed, it has
never used those escape clauses; it has
postponed tightening for longer than it
previously indicated but not tightened
sooner.

In a 2019 working paper, Taisuke
Nakata of the University of Tokyo
and Takeki Sunakawa of Hitotsubashi
University showed that the repu-
tational cost of breaking previous
forward guidance can itself act as a
form of commitment. If a central bank
were to renege on its previous forward
guidance, that would erode its cred-
ibility, and future attempts to use
forward guidance would be less effec-
tive because the public would not trust
the central bank to keep its word. To
the extent that the Fed wants to avoid
that outcome, its forward guidance is
binding, even if the option to break
it still exists. Sticking with previous
guidance to preserve credibility could
delay the Fed’s response to unexpected
economic developments. Indeed, some
have argued this was the case during
the recent uptick in inflation.

“In 2020 and 2021, the Fed was very
explicit that it didn’t want to raise
the fed funds rate for some time,”
says Swanson. “Looking back, it now
seems like they were too slow in rais-
ing interest rates. Probably part of the
reason they were too slow was that
they wanted to follow through with the
guidance they had given.”

There is also some evidence that
too much talking by the central bank
could drown out other valuable market
signals. A 2019 paper in the Journal
of Monetary Economics by Gaetano
Gaballo of HEC Paris and Michael
Ehrmann, Peter Hoffmann, and Georg
Strasser of the ECB studied the use of
forward guidance in different coun-
tries. They discovered that when
central banks provide calendar-based
guidance over a short time horizon, it
can paradoxically raise the sensitivity



of government bond prices to surpris-
ing economic news. This is because
market participants pay too close atten-
tion to central bank communications,
weakening normal market price signals
and leading to larger shocks when
unexpected news hits.

CHOOSING THE RIGHT TOOL

In an Oct. 12 speech, Fed Governor
Michelle Bowman spoke about the
trade-off between specificity and flex-
ibility when using forward guidance.
Less detailed guidance could allow the
Fed to be nimbler in the face of unex-
pected developments, but it might also
mean that the Fed’s communications
are less clear and effective. In contrast,
more precise language might be more
effective at aligning market expecta-
tions but could limit the Fed’s ability to
quickly adjust its policy path.

In the end, Bowman argued, the
Fed must weigh the costs and bene-
fits of using forward guidance in each
economic environment. In the after-
math of the 2008 financial crisis, she
said, the benefits of using forward
guidance were clear. The Fed couldn’t
reduce its main policy rate any further,
and it seemed a safe bet that the fed
funds rate would remain low for
some time. Communicating an inten-
tion to keep its policy rate lower for

longer in this environment “was not
seen as posing significant risks to the
Committee’s credibility,” she said.

In contrast, the current economic
environment poses a very different
challenge for the Fed. It must balance
between tightening too much in
response to inflation and not tighten-
ing enough. That makes it harder for the
FOMC to know the appropriate size and
duration of policy moves in advance.
Additionally, the Fed’s primary policy
tool is no longer constrained by the zero
lower bound now that it is raising rates,
making the Fed less dependent on tools
like forward guidance to achieve its
policy goals.

“Putting it all together ... the case
for explicit forward guidance is much
less compelling today than it was in the
years that immediately followed the
2008 financial crisis,” said Bowman.
“My own view is that discussions about
the use of explicit forward guidance
as a policy tool should be limited. It
should be used during periods when
the Committee cannot adjust the
federal funds rate any lower due to the
effective lower bound, and when the
Committee also has reasonable confi-
dence that the federal funds rate will
need to remain near zero for a period
of time to stimulate growth and when
inflationary pressures are expected to
be subdued.”

Neither Bowman nor any of her
FOMC colleagues have advocated for
significantly scaling back the over-
all increase in transparency that the
Fed has made in recent decades. Such
moves are widely viewed as beneficial
by economists and policymakers alike.
Indeed, while the Fed seems to be step-
ping back from what Bowman calls
explicit forward guidance, it is still
providing some general guidance about
its plans.

During his address at the annual
Jackson Hole Economic Symposium
in August, Powell noted that “restor-
ing price stability will likely require
maintaining a restrictive policy
stance for some time.” And in
November, the FOMC said that the
pace of its future policy rate increases
would “take into account the cumu-
lative tightening of monetary policy,
the lags with which monetary policy
affects economic activity and infla-
tion, and economic and financial
developments.”

To the extent that such state-
ments qualify as forward guidance,
then reports of the tool’s demise were
premature. Instead of phasing out
forward guidance altogether, it seems
likely that the Fed may need to period-
ically adjust how it communicates with
the public to best meet the economic
challenges of the day. EF
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INTERVIEW

Steven Davis

On remote work, changes in recruiting, and
business startups after the pandemic

Portland, Ore., in the mid-1970s, Steven Davis

took an elective course on economics that piqued
his interest. When he went on to college at Portland
State University, he initially picked economics as his
major but figured he might switch to sociology or inter-
national relations. In the end, however, economics won
out. “Those fields struck me as interesting,” he says,
“but economics seemed to offer a more useful set of
tools for understanding social and economic issues.”

Graduate school at Brown University followed. “I liked
thinking and writing and research,” he explained. And if
academia didn’t pan out, he reasoned, he could take his
training and make lots of money in business or on Wall
Street.

Academia worked out fine. Today, Davis is a leading
business and labor economist at the University of
Chicago’s Booth School of Business and Stanford’s Hoover
Institution. He is best known for his use of surveys and
other detailed data to study business behavior, entrepre-
neurship, productivity, innovation, and policy uncertainty,
among other topics. Recently, he has also looked at the
effects of the COVID-19 pandemic on such issues as work-
ing arrangements, recruiting behavior, labor force partic-
ipation, and the challenges facing cities. In some of this
research, he has collaborated with economists at the
Richmond Fed and the Atlanta Fed.

David A. Price interviewed Davis by videoconference in
October 2022.

As a student at Central Catholic High School in
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EF: Your research over the past couple years has looked
extensively at remote work. Do you think the hybrid model
that’s become widespread is going to stay with us? Or is
some other arrangement likely to win in the long term?

Davis: I think hybrid work is here to stay for many knowl-
edge workers and many back office and administrative
support staff. And for some activities — call center employ-
ees, software engineers, and IT support, for example —
many of those people will work in a mostly or fully remote
capacity. So I don’t think we’re going back to the pre-pan-
demic norm in those respects. Some firms will decide that
it’s best for their organization to have everybody work onsite
most of the time, and some people prefer that, so they will
gravitate to those firms. But on average, across the economy
as a whole, increased levels of hybrid work, and to a lesser
extent fully remote work, are here to stay.

In a new paper coming out in Brookings Papers on
Economic Activity titled “Working from Home Around the
World,” a group of us found that this big shift to work from
home is a global phenomenon among college-educated work-
ers. Now, richer countries have a lot more college-educated
workers than poorer countries, so partly for that reason, a
bigger share of the workforce in rich countries is in jobs that
offer some scope for remote work. You see a clear relation-
ship between the level of economic development and the size
of this shift to remote work for that reason.

We also found that employers plan higher work-from-home
levels in the future in countries that went through stricter
and longer lockdowns during the pandemic. This pattern
suggests that government-mandated lockdowns during the
pandemic contributed to the stickiness of the shift to work-
ing from home. That’s layered on top of the other effect I
described, which has to do with the education level of the
workforce and the mix of jobs.

IMAGE: COURTESY OF THE UNIVERSITY OF CHICAGO BOOTH SCHOOL OF BUSINESS




ECONOMIC SURVEYS

EF: You’ve created or helped to
create a number of economic survey
programs, such as the Survey of
Business Uncertainty and the
Survey of Working Arrangements
and Attitudes. Is there anything in
particular that has drawn you to this
type of data?

Davis: Yes, a couple of things. One is
that I came to the view — it took me a
long time — that much of our theoriz-
ing about economic behavior involves
expectations and attitudes of people,
which reside inside their heads. And
for a long time, most economists
resisted the notion of asking people
directly about their expectations, their
subjective views of uncertainty, their
perceptions, their attitudes.

Economists tended to take more of a
“revealed preference” approach: We're
not going to ask you what you think or
believe; we’ll infer what you think or
believe from the actions you take given
the circumstances you face. And that
revealed preference approach is certainly
one that you want to make use of.

But it’s often quite difficult to get a
clear understanding of what’s happen-
ing without having some direct obser-
vations on, say, what businesspeo-
ple expect about the risks facing their
businesses in the next year. Or what
workers perceive with respect to the
risks of catching an infectious disease
if they go back to the workplace. So
there is enormous value in trying to
quantify people’s expectations and
perceptions using survey data — and
then coupling that data with more
standard data sources that economists
have long used.

The other thing that’s happened is
that at least when it comes to survey-
ing workers and consumers, and
maybe small-business owners, there
have been huge advances in survey
economics in the last 15 years. It’s
become a lot cheaper. There’s a whole
commercial ecosphere that has grown
up largely to do commercial marketing

studies, but also to do studies about
political attitudes and so on. It’s scale
economies at work.

The economic profession has, with
few exceptions, been slow to recognize
how cost-effective it has become to run
these surveys now. I expect the use of
researcher-designed surveys to grow
by leaps and bounds over the next 10
years in academic research, economics
in particular.

If you want to survey businesses and
you want a broad cross section of busi-
nesses, that is still a major undertak-
ing — I would say beyond the resources
of a small academic team operating
on its own because it’s hard to get the
attention of senior business executives
and get them to respond. That’s where
partnership with a Reserve Bank
within the Fed, for example, can be
extremely valuable.

BUSINESS DYNAMICS

EF: Much of your work has been in
the area of business dynamics. For
those who don’t know what it is,
could you please explain what econo-
mists mean by that term?

Davis: It’s an umbrella term. It covers
the market process through which
some companies thrive and others fail.
It covers the institutions, laws, policies,
and regulations that influence how
that market process plays out and what
its implications are for innovation,
growth, unemployment, and upward
mobility. It looks at the role of entre-
preneurship. So it’s not a narrowly or
sharply defined term.

EF: A shorthand that one sometimes
runs across is that it’s about firm
entry and exit.

Davis: That’s a metric for getting a
handle on business dynamics. But

it’s just one of many. It’s a useful one
because it’s easy to grasp. People have
an idea of what it means to start a busi-
ness, so when you talk about busi-

ness formation rates as an indicator

of business dynamics, that’s a way
to connect with a broader audience
quickly.

EF: Why do economists care about
business dynamics?

Davis: Well, there are several reasons.
We think that at least some kinds of
innovative activity have a lot to do
with entrepreneurship and the capac-
ity to displace old, moribund firms with
new, dynamic ones. Or at least to allow
enough scope for new dynamic firms
that older ones can acquire them and
ingest their innovations and perhaps
some of their vibrancy, too. That’s the
innovation angle, which is probably the
most commonly understood reason why
economists care about business dynam-
ics. And I agree that’s important.

But there’s another reason, which I
put a lot of weight on. Economies that
are characterized by a lot of business
entry and exit, up-and-out type behav-
ior, also tend to generate opportunities
for people all along the earnings distri-
bution. So in economies that are charac-
terized by lots of dynamism and fluidity
among businesses and in labor markets,
it’s easier to get a job if you want one —
and at least get a toehold on what might,
with hard work, become a career path,
even if you're somebody who doesn’t
have strong credentials at the outset.

If you're some guy who didn’t really
like school that much — you’ve got
some basic skills and you graduated
from high school — what’s the path to
upward mobility for somebody who fits
that profile? In the United States after
World War 11, the answer was often to
go get a job in a local manufacturing
plant. That rarely happens these days.

But you can start a landscaping busi-
ness or work for somebody else for a
couple of years in a landscaping busi-
ness and then start your own. Or you
might become a hairstylist or a tree
trimmer or set up your own dog-walk-
ing business. There are many ways
that the regulatory process can make
that easy or hard. Having an economic
system that makes it relatively easy
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to start new businesses and to grow
some businesses if you have something
to offer to consumers is a good path

to upward mobility for a broad popu-
lation. That’s a positive social conse-
quence of business dynamism.

EF: As you know, there have been
reports of business dynamism start-
ing to rebound in the United States
in the past few years after a long
period of decline. Is that how you
see it? And what do you think is the
future of business dynamism in this
country?

Davis: Let’s go back again to our
metric for business dynamism, and
I’ll focus on that. Business formation
rates rose sharply in the wake of the
pandemic. And that’s after, as you
say, a long period of decline. It’s also
entirely unlike the U.S. experience
during and after the Great Recession
of 2007 to 2009. Business formation
rates tanked in that recession, they
were very slow in recovering, and
then they resumed a long downward
slide.

Something quite different happened
in the wake of the pandemic. In my
view, there are three forces at work.
First, the pandemic was a major reallo-
cation shock. What I mean is that there
was a big shift from spending at bricks-
and-mortar retail outlets to online
shopping, a shift from dining in restau-
rants to takeout and meal delivery, a lot
of experimentation with remote deliv-
ery of health care and other services.
There was a lot of reallocation across
activities, often within industries, but
just providing the same kinds of goods
and services in different ways.

There was also a big geographic
component to this reallocation. Workers
and businesspeople now spend a lot of
dollars in different places than before
the rise of remote work. There’s less
spending downtown because you don’t
have so many people commuting into
downtown and more spending in outly-
ing areas closer to where people live.

The second force is that household
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balance sheets are in much better
shape than they were after the Great
Recession. Not only that, they’re in
great shape by the standards of recent
decades in general. That’s for several
reasons. First, in the wake of the
pandemic, we had a housing market
boom as opposed to the bust we had
in the 2006-2010 period. Instead of a
stock market crash, the market rose
— at least until fairly recently. So both
in terms of home equity values and

in terms of financial asset portfolios,
households were in good shape. There
was also government pandemic relief
— really enormous, unprecedented
amounts of cash funneled to house-
holds and businesses.

All of that left households, including
current and prospective entrepreneurs,
with the resources and the willingness
to start new businesses and to grow
existing businesses.

Then there is a third force, perhaps
more important in the longer term:
Business formation and development
costs fell in the wake of the pandemic.
Even before the pandemic, it typically
was cheaper to start an online busi-
ness than a bricks-and-mortar busi-
ness. You don’t need a building or at

least you don’t need nearly as much
space. You can often start it out of your
own home. Online businesses also face
lighter regulatory costs and restric-
tions, partly because they run afoul of
fewer zoning and permitting require-
ments and partly because they can very
easily gravitate to business-friendly
jurisdictions.

The pandemic, as I said earlier,
brought an overall shift in the demand
for goods and services to online
sources coupled with direct delivery
of consumer goods. That meant that
the complexity and the average cost
of starting a business fell. In addition,
there have been advances in commu-
nication platforms, like the one we’re
using now. They make it easier to start
a business and to operate a business
on a small scale. You can hire some-
body who is a hundred miles away
to do your bookkeeping for you; you
don’t even necessarily need to meet
your bookkeeper in person. All of these
things make it easier to start busi-
nesses in smaller cities and in other
out-of-the-way places where it’s harder
to get the ingredients of a company
together.

Now, this third factor is one that,
unlike the other two, may well persist
indefinitely, leading to persistently
higher rates of new business forma-
tion. In contrast, the adjustment to the
reallocation shock is a one-time event;
it might play out over several years,
but once you’ve made that adjustment,
then you're back to some steady-state
level of business deaths and new busi-
ness formation. And household balance
sheets will probably revert to pre-pan-
demic patterns eventually, and as that
happens, households will be no more
flush with cash than they were before
the pandemic. In contrast, the reduc-
tion in both the regulatory costs and
the out-of-pocket costs of starting and
running a small business seems likely
to stick around for some time. That
leads me to think that we will see an
extended period of higher business
formation rates than was the norm
before the pandemic.




EF: You’ve looked at the interplay
between housing markets and busi-
ness dynamics. Do changes in hous-
ing markets have much effect on

the entry and exit of businesses?
That is, outside of obvious areas like
construction?

Davis: John Haltiwanger and I have
a paper on this called “Dynamism
Diminished.” We found

that historically, U.S. hous-
ing market booms and busts
have exerted powerful effects
on business formation rates
and young-firm employ-

ment. When the local hous-
ing market booms, people
have a lot more equity in their
home. That makes them wealthier and
more risk tolerant. It also gives them a
source of collateral that they can tap if
they want to take out a bank loan and
use the proceeds to operate or expand
a business. As I mentioned earlier, the
situation in this respect coming out of
the pandemic was kind of a polar oppo-
site of the Great Recession of 2007-
2009 and its aftermath.

The spillover effect from what
happens in the housing market to the
rest of the local economy works partly
through consumption demand. That’s
been stressed in well-known research
by Atif Mian, Amir Sufi, and others.
The idea is that if your house is worth
more, you spend more on local goods
and services. Or it’s easier to get a
second mortgage on your house and
you can use the proceeds of the mort-
gage to increase your spending. What
we’ve stressed and what’s distinctive
about our research is that increases
in home equity values also mean
that actual and prospective business
owners are wealthier and therefore
they’re more willing and able to start
businesses.

EF: Mortgage interest rates are
elevated now compared to what
they’ve been in recent years. Do you
foresee that situation essentially
making these channels start to work

in the opposite direction if the inter-
est rates stay that way?

Davis: Yes, higher mortgage inter-

est rates lead to lower home values,
other things equal. Lower home values
reduce business formation and the

activity of young firms. So higher mort-

gage interest rates are a negative for
those aspects of business dynamism.

“Increases in home equity values also mean that
actual and prospective business owners are wealthier

and therefore they're more willing and able to start
businesses.”

THE MISSING WORKERS

EF: It’s been reported that, statisti-
cally speaking, we still have a lot of
workers missing from the labor force
since the onset of the pandemic.
What do you think is going on there?

Davis: Millions of people left the
labor force in spring 2020 when the
pandemic struck. Many of them lost
their jobs. And we know that people
who left the labor force were not on
temporary layoff simply because of
the way that the Current Population
Survey defines a temporary layoff. If
you tell the Current Population Survey
that you're on a temporary layoff, they
don’t count you as out of the labor
force; they count you as unemployed
and waiting to be recalled.

Many other people who lost jobs
stayed in the labor force but did not
return to their old jobs. It would seem
like a simple thing to know exactly
how many, but it turns out not to be
so easy with standard, readily avail-
able data sources. In time, we proba-
bly will get a definitive answer as to
how many. But the data sources that
actually track large numbers of people
over time in a way that makes it possi-
ble to get a precise answer to this
question don’t become available for
two or three years after the fact. And

even then, they’re hard to access.

As to why some people who worked
before the pandemic have stayed out of
the labor force, it’s an issue I'm actively
researching. There are a few things
going on, but let me mention two that I
think are important. One is that there
is increasingly good evidence that out
of the tens of millions of people who
had COVID-19, a small fraction of them

have symptoms that endure
for months and months. For
a portion of that small frac-
tion, the symptoms are severe
enough that they really aren’t
able to work effectively.
You might think well, how
can this amount to much? But
let’s say you have a hundred
million people who had COVID-19 —
T’'m just going to use round numbers
here — and 15 percent of them have
symptoms that last a long time. The
numbers are in that ballpark. Of that
15 percent, let’s say a third of them,
just to make the arithmetic easy, have
pretty serious debilitating conditions
like shortness of breath or brain fog,
that kind of thing. Now we’re talking
about 5 million people. Well, you take
5 million people out of the labor force,
that’s a reduction on the order of 3
percent. That’s the long COVID impact
on labor force participation, which
others have worked on.

And then there’s long social distanc-
ing, which is the subject of my recent
paper with Nick Bloom and Jose Maria
Barrero. We provide two kinds of
evidence that some people who used
to be in the labor force are now stay-
ing out of the labor force because they
worry about infection risks associated
in the workplace or on the commute
to and from work. I think both long
COVID and long social distancing are
part of the story as to why labor force
participation rates haven’t recovered
fully.

There’s also something we talked
about earlier, which is that household
balance sheets are in great shape, and
they are in unusually good shape in the
bottom half of the income distribution.
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In the past year or so, people felt less
financial pressure than normal to go
back to work. At some point, they may
find that they don’t have any more
savings in their bank accounts, and
they have to go back to work. That kind
of effect may eventually bring more
people back into the labor force.

EF: Together with Richmond Fed
economists Sonya Waddell and
Claudia Macaluso, you studied how
employers recruit workers. Has
recruitment been changing?

Davis: It has been changing. There’s
an important complementarity on the
employer side between offering hybrid
or remote work and how you recruit
talent. If you’ve made the decision to
let employees come into the office only
two days a week, let’s say, you can
expand the geography of your recruit-
ing activities. If you don’t want them
to come in at all, or just once a month,
then you can probably hire from
anywhere in the country.

Sonya, Claudia, and I asked firms
whether they use the opportunity to
work from home as a tool in recruit-
ing new employees or retaining exist-
ing ones. And about 40 percent or so
of firms said yes, we do — we recog-
nize that it’s helped recruitment and
retention to offer at least some of our
employees and prospective employees
the opportunity to work remotely, at
least some of the time.

For the firms that are allow-
ing more remote work as a way to
recruit and retain employees, we
then asked whether that had changed
the geographic domain over which
they do recruiting. And we did find
that the same firms that adopted the
work-from-home model at least part
of the week are also expanding the
geographic reach of their recruiting
efforts. I think that makes a heck of a
lot of sense.
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THE FUTURE OF AGGLOMERATION

EF: Historically, economists have
talked a lot about agglomeration
economies, including on the labor
side — that you want to have centers
where people in the same industry or
the same sectors are crossing paths,
exchanging information. In your
view, based on what you’ve seen,
does that seem likely to become less
important?

Davis: Here’s how I think about it.
There are decades worth of evidence
that many types of innovative scien-
tific, engineering, and commer-

cial activities were concentrated in
dense urban areas. That’s well estab-
lished. It’s that kind of observation
that leads to the view that bringing
a lot of people together into small
geographic spaces is helpful to inno-
vation activity.

But despite that, I am reasonably
optimistic about what the pandemic
and the whole shift to remote work
means for the pace of innovation.
That’s because something else has
also been happening, too: The oppor-
tunities for agglomeration economies
in online settings have been growing
by leaps and bounds. The possibilities
for people to interact and do innova-
tive things, even when they are not in
the same physical location, has been
expanding. It was happening before
the pandemic, and the pandemic
accelerated the process. Video confer-
encing platforms like Zoom have
gotten a lot better since the pandemic
started. More people know how to
use them. Many other online collab-
oration tools have become improved
as well. So there are two contending
forces at work here — we might get
less agglomeration benefits in physical
space even as we get more agglomera-
tion benefits in virtual space.

A recent paper by Chinchih Chen,

Carl Frey, and Giorgio Presidente
looks at co-authorship patterns in
scientific publications in recent
decades. And it shows that histor-
ically there was kind of a quality
discount on articles that were written
by teams of people who were located
in different cities, very much in line
with the notion that if you’re not
physically in the same place, it hurts
the innovation process. But the qual-
ity discount shrank over time, and
by around 2010 the quality discount
vanished and became a quality
premium. In other words, in the last
decade or so, a disproportionate share
of the big-hit scientific articles were
actually prepared by teams of people
who were in different geographical
locations.

And you can see why that might be
so. Research enterprises really require
specialized knowledge of many differ-
ent sorts. It’s hard to get all of that
in one place. If you have a co-author
in Canada, one in Mexico, one in the
United Kingdom, and another one in
Japan, it’s pretty hard to coordinate
all of those people physically. But you
can do it on the cloud, using Zoom,
using online collaboration tools, and so
on. So that’s what you see in scientific
publications.

Jeremy Pearce, a postdoc at
Chicago, has shown that geographi-
cally dispersed teams have also become
more prevalent over time for new U.S.
patents. Currently, Jeremy and I are
investigating whether geographically
dispersed inventor teams are becom-
ing a more or less important source of
high-value, high-impact patents.

That’s just some of the evidence that
leaves me in a fairly positive state of
mind. I am optimistic about what the
pandemic and the shift to work from
home means for the pace of innova-
tion, even though, historically, physi-
cal proximity has been a huge deal in
fostering innovation. EF
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DISTRICT DIGEST

Expanding Credit Access through
Community Development Financial

Institutions

any Americans take access to
Mcredit for granted. It’s easy
for them to underestimate the

importance of credit. But without it, a
person’s economic advancement may
become more challenging. For example,
in many areas, the inability to secure
an auto loan — and thus, a car — could
limit employment options, access to
healthy food, or medical care.

Different people have disparate
experiences in accessing credit. For
those who are financially underserved,
the market has produced credit alter-
natives. But many of those alterna-
tives, such as payday lenders, offer
unfavorable terms that often make
payoff difficult and may leave borrow-
ers falling behind.

One way of addressing such gaps
in access lies outside the traditional
credit system. Community devel-
opment financial institutions, or
CDFIs, are mission-driven nonprof-
its and for-profits that deliver a range
of financial products, services, and
education to underserved individuals
and communities. They provide credit
where traditional lenders cannot
and provide affordable credit where
nontraditional — sometimes predatory
— lenders do not.

HISTORICAL CHALLENGES

Racial minorities, immigrants of many
backgrounds, women, people in rural
places, and low-income laborers have
long faced considerable challenges
obtaining credit. Early in U.S. history,
some groups created their own banks
and financial resources after being
excluded from mainstream institu-
tions. For example, in 1903, Maggie L.

Walker became the first Black woman
to found a bank — the St. Luke Penny
Savings Bank in Richmond. (See
“Maggie Lena Walker,” p. 12.)

The Great Depression weighed
heavily on the banking industry and
closed many institutions, includ-
ing ones that catered to marginalized
populations. Beyond bank closures,
which dealt a blow to the expansion of
financial access, policies and practices
put in place to counter the effects of
the downturn would also have devas-
tating and lasting effects. To avoid
huge numbers of households being
foreclosed on, the federal government
established the Home Owners Loan
Corporation (HOLC). The institution
was meant to help refinance mort-
gages, but as a part of that process, it
redlined city neighborhoods that were
home to racial minority communi-
ties, immigrants, or low-income labor-
ers of all backgrounds. By labeling
these places too risky to lend to and
“hazardous” for the government to
back mortgages in, it became increas-
ingly difficult for these communities
to find a source for any type of loan
they sought.

Despite its discriminatory effects,
redlining was not addressed by
Congress for decades. After overt
redlining was banned under the
Fair Housing Act of 1968, federal
laws targeted financial and banking
discrimination next. The Equal Credit
Opportunity Act of 1974 made it illegal
for creditors to discriminate based on
race, color, sex, marital status, or reli-
gion. Three years later, the Community
Reinvestment Act (CRA) was passed
to reduce the discriminatory effects
of redlining by encouraging banks to

meet the credit needs of the commu-
nities in which they take deposits —
with a particular focus on low- and
moderate-income and underserved
neighborhoods. (See “Revisiting the
Community Reinvestment Act,” Econ
Focus, First Quarter 2022.)

While this was happening in the
legislature, the first known CDFI,
South Shore Bank, was founded in
Chicago in 1973 with an explicit goal
of providing financing to low-income
communities.

GAPS IN CREDIT ACCESS

The National Community Reinvestment
Coalition (NCRC), an association of
community-based organizations seek-
ing to increase lending in underserved
communities, argues that HOLC’s
redlined maps from the 1930s and 1940s
have led to persistent economic inequal-
ity today. NCRC reported that in 2018,
almost three-quarters of the neighbor-
hoods that the HOLC graded as high
risk were low-to-moderate income
(LMI) today and nearly 64 percent
were majority minority. This is rele-
vant because recent studies conducted
around the United States point to
disparate outcomes and experiences in
accessing credit for minority and LMI
borrowers, among others. This includes
finding lenders and being approved for
credit.

Brick-and-mortar financial institu-
tions can increase physical access to
lending. But there tend to be fewer
bank branches in rural areas and in
places with large racial minority or
low-income populations. Online bank-
ing and lending are alternatives to
in-person banking, but its limitations
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affect the same populations. Rural
places tend to enjoy less broadband
access due to a lack of infrastructure,
and in urban areas there is less inter-
net adoption among LMI and minority
households.

Minority borrowers, low-income
borrowers, and borrowers in rural
places face higher rates of denials for
mortgages and small businesses. Some
studies point to discrepancies in credit
outcomes based on race. A 2019 test by
the NCRC found that better-qualified
Black and Hispanic small-business
owners had worse experiences than
their White counterparts when seek-
ing business loans. Rural small-busi-
ness lending declined in Appalachia
between 2007 and 2010 at a greater
rate than in the nation as a whole,
according to an NCRC report. In 2009,
credit was denied to about 9 percent

of small businesses across the United
States, whereas 23 percent were
turned away in Appalachia. In a study
of credit access constraints, the New
York Fed also determined that rural
status, high percentages of residents
of color, lower educational attainment,
and higher unemployment rates are
correlated with less credit access.

DIFFERENCES IN PERSONAL
CREDIT USE

Federal Depository Insurance
Corporation (FDIC) data explore one
aspect of credit access: personal credit
usage. In 2021, seven out of 10 U.S.
households reported using bank credit
in the last year. This includes using

a credit card or a personal loan from

a bank or credit union but does not
include student loans, auto loans, or

mortgages. Across household char-
acteristics, usage varied widely. (See
table.) Additionally, 2.8 percent of
households had a personal loan or line
of credit from a company other than a
bank in 2021.

The last time the FDIC asked
directly about U.S. households outside
of the credit economy, in 2017, one
household in five had no mainstream
credit and likely did not have a credit
score. The use of alternative credit —
borrowing outside of the traditional
credit economy — includes products
like payday loans, pawn shop loans,
and auto title loans. While 4.4 percent
of all households in the nation used
alternative credit products such as
these in 2021, the share grew to 7.8
percent for households without a high
school diploma and 7 percent for very
low-income families. The data do not

Personal Credit Use in the Past 12 months, By Household Characteristics, 2021

Use of credit at Use of
company other alternative
Number of Use of bank credit, than a bank, last credit product,

Row Variables Households (1000s) | last 12 months 12 months last 12 months
All Households 132,517 72.3 2.8 4.4
Black 16,933 499 3.3 7.6
Hispanic 19,368 60.0 2.8 6.4
White 86,037 78.8 27 3.3
No high school diploma 10,492 379 23 7.8
High school diploma 32,235 60.7 2.5 5.9
College degree 52,904 86.2 2.6 2.3
Less than $15,000 12,547 339 1.6 7.0
$15,000 to $30,000 17,889 52.2 25 6.9
$30,000 to $50,000 24,617 671 2.8 6.1
$50,000 to $75,000 24,563 77.8 3.2 43
At least $75,000 52,900 879 3.0 2.3
Urban area 113,835 73.4 2.7 4.3
Not in urban area 17,645 65.3 31 5.2

SOURCE: FDIC 2021 National Survey of Unbanked and Underbanked Households
NOTES: Bank credit includes credit cards (Visa, MasterCard, American Express, or Discover) or personal loans or lines of credit from a bank; it does not include student loans, auto loans, or
mortgages. "Alternative credit product” includes the following: payday loan, pawn shop loan, rent-to-own service, refund anticipation loan, and auto title loan.
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reveal how many households chose

not to be in the credit economy.

While the National Survey
of Unbanked and Underbanked
Households provides information from
households that use personal credit, it
does not explore large loans, like auto
loans or mortgages. According to the
Fed’s Survey of Consumer Finances,
differences persist for these products
across family characteristics, as well.
Forty-four percent of all families held
a mortgage or home equity loan in
2019. That’s compared to 28 percent
of Black families and 33 percent of
Hispanic families. And, while 37
percent of all families have an auto
loan, the share falls to 27 percent for
families with no high school diploma.

Within Fifth District states, North
Carolina, South Carolina, and West
Virginia had the lowest use of bank
credit. (See chart.) Those states also
had the highest use of alternative credit
products. Their similarities in credit
use may be related to the large shares
of minority, rural, and LMI households
in North Carolina and South Carolina
and the high shares of rural and LMI
households in West Virginia.

Due to data limitations, the data are
not available across all characteris-
tics for each state in the Fifth District.
Where they are available, the data
show large gaps in credit patterns
between races, income, and education
levels:

e Race. In the District of Columbia,
Maryland, North Carolina, and
South Carolina, there were differ-
ences of 22 to 34 percentage points
between bank credit usage of Black
and White households.

» Income. Roughly half of North
Carolina and West Virginia
lower-income households ($15,000
to $30,000) used bank credit versus
68 to 75 percent usage among
households with moderate income
($50,000 to $75,000).

e Education. Between 47 and 57
percent of North Carolina, South
Carolina, and West Virginia borrow-
ers with a high school diploma as
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Personal Credit Use in the Past 12 Months, By State, 2021
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I Used alternative credit product
B Did not report using credit or alternative credit product

SOURCE: FDIC 2021 National Survey of Unbanked and Underbanked Households

NOTES: Bank credit includes credit cards (Visa, MasterCard, American Express, or Discover) or personal loans or lines of credit
from a bank; it does not include student loans, auto loans, or mortgages. “Alternative credit product” includes the following:
payday loan, pawn shop loan, rent-to-own service, refund anticipation loan, and auto title loan.

their highest educational attain-
ment used bank credit, compared to
76 to 81 percent of borrowers with a
college degree.

ENTER CDFIS

CDFIs are well positioned to serve
borrowers outside of the traditional
lending market, particularly those who
are LMI, because they are purpose-
built to do so. In 1994, the Riegle Act
established the CDFI Fund, which is
now housed in the U.S. Department

of the Treasury, to promote economic
revitalization and community develop-
ment. The CDFI Fund is intended to be
an investment and assistance program
for CDFTIs so that those institutions can
effectively deliver financial services to
underserved communities. CDFIs can
be banks (including thrifts and bank
holding companies), credit unions, loan
funds, or venture capital funds, as well
as community development corpora-
tions. Any financial institution that has
a mission to serve target markets is a
CDFI, but they can also apply to become

certified by the CDFI Fund to access
exclusive programs that provide direct
funding and technical assistance.

CDFIs are often highly tailored to
their community, leading to a wide
diversity of institution sizes and struc-
tures. Most offer consumer, residential
real estate, or business products and
technical assistance (for example, busi-
ness development training); they may
also offer financial education. They help
increase credit access both by lending
directly (particularly loans that may not
be offered as frequently by traditional
lenders, like small-dollar loans) and by
helping to address common barriers that
borrowers face. Examples of borrower
challenges include seeking credit with
a lack of savings or liquid assets, having
incomplete financial awareness and
knowledge, or a dearth of credit history
(resulting in a low, or no, credit score).
In some cases, CDFIs help borrowers
become credit ready, better preparing
them for approval at a traditional lender.

In their article “An Overview of
Community Development Financial
Institutions,” authors Anna Alvarez
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DISTRICT DIGEST

Shares of CDFI Types
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SOURCE: CDFI Fund

NOTE: There are currently no venture capital funds among CDFIs in the Fifth District.
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Loan Fund F&7A% Credit Union

Boyd of the Fed Board of Governors
and Charlene Van Dijk of the Atlanta
Fed described how CDFIs deliver
small loans with flexible terms to meet
client needs. They are able to do so by
blending diverse capital from several
sources. Certified CDFIs can lever-
age loans and grants received from
the CDFI Fund to attract private capi-
tal. That’s combined with capital from
earned income, grant funding, fund-
raising, equity and debt instruments,
and — for CDFI banks and credit
unions — deposits.

CDFIS IN THE FIFTH DISTRICT

According to the most recent data from
the CDFI Fund, there are 100 certified
CDFIs within the Fifth District. Loan
funds — which provide financing and
development services to businesses,
organizations, and individuals — and
credit unions make up over three-quar-
ters of them. But loan funds are more
prevalent in the Fifth District than
nationally, making up about 60 percent
of all CDFTIs in our district. (See chart.)
Based on a review of the available
financial statements from 87 of those
CDFIs, more than a third have total
assets ranging from $1 million to $25
million, and a quarter have assets
in the $50 million to $500 million
range. Another 17 percent have assets
exceeding $500 million.
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CDFTIs are headquartered through-
out the district, but their service
areas are wide-ranging: Some operate
within one county or smaller locality,
while others can serve several states.
As examples, the Sequoyah Fund
in Cherokee, N.C., is a Native CDFI
that services the Eastern Band of
Cherokee Indians. The Natural Capital
Investment Fund, Inc., is based in
West Virginia but also offers products
and services in Maryland, Virginia,
North Carolina, and South Carolina.
CDFIs may service wide geographies,
but they tend to be located close to
lower-income areas. A third of Fifth
District CDFIs are headquartered in
LMI communities, and almost all (94
percent) are within two miles of an
LMI community. North Carolina has
the most CDFIs, with 23, while West
Virginia has the fewest, with 7.

The 12 regional Federal Reserve
Banks administer a survey of CDFIs
to better understand the successes and
challenges of the industry. Seventy
percent of respondents to the Fed’s
2021 CDFI Survey shared what inno-
vative products they offered to increase
access for their clients. The wide range
of programs underscores the breadth
and diversity of CDFIs’ roles in their
respective communities, and a few Fifth
District examples are highlighted below.

Survey respondents mentioned
financial counseling programs, credit

builder loans, and nontraditional
credit scoring to increase credit access
for low-income and unbanked clients.
The CARes Project, Inc. in Winston
Salem, N.C., helps low- and moder-
ate-income and credit-challenged
individuals purchase cars by pair-
ing low-cost auto loans with financial
counseling and vehicle maintenance
training. Education and counseling
often complement lending options in
the CDFI model.

Respondents also mentioned a
range of programs and initiatives to
support low-income homeowners and
those wishing to buy a home. In addi-
tion to a slew of first-time homebuyer
mortgage programs, several CDFIs
mentioned loan products that can help
increase the affordable or workforce
housing stocks. Carolina Foothills
Federal Credit Union offers a mort-
gage loan for manufactured homes
to their low-income clients in the
Spartanburg, Greenville, and Gaffney
areas of South Carolina.

Several CDFIs described provid-
ing financial products, mentoring, and
technical assistance targeted specif-
ically to minority entrepreneurs and
small-business owners. Through the
CDFI Survey, The Sequoyah Fund
highlighted a program born during the
COVID-19 pandemic. Their business
accelerator, TACTIX, helps businesses
expand their customer base through
digital marketing tools and training.
The program helps improve manage-
ment capability, develop more focused
strategies, enter new markets, and
attract new customers. These criti-
cal services help small businesses gain
stability, which can improve their abil-
ity to secure credit. In addition, the
Sequoyah Fund offers small-dollar
business loans ($500 to $100,000) that
are difficult to access in traditional
credit markets.

ON THE HORIZON
Recently, CDFIs have received federal

recognition as economic drivers for
underserved populations. The federal



CDFIS AND RACIAL EQUITY

As revealed through data and academic literature, histor-
ical inequity in credit access still affects minority borrow-
ers today. To better understand how CDFIs address racial
equity, the Fed’s 2021 CDFT Survey asked respondents

about their organization’s equity goals. The results indicated
that CDFTs seek to promote racial equity through targeted
communication with minority communities, their lending
terms and programs, and improved diversity, equity, and
inclusion policies within their organizations. CDFISs strive to
achieve equity by developing programming and services that
increase credit access in their target markets — where tradi-
tional credit is less available and utilized.

Broadly, CDFTs offer more accessible terms than the
traditional credit market to reach more minority clients.
This includes reduced interest rates, loan forgiveness, or
gap financing. In some cases, CDFI lending products are
sufficient to meet borrowers’ financing needs, while other
borrowers leverage their CDFI financing to qualify for

government appropriated $12 billion
in CARES Act funding to support
CDFI efforts to mitigate the effects
of COVID-19 in low- and moder-
ate-income markets. By September
2022, the Treasury had already allo-
cated much of this funding to CDFIs
across the nation, with more than $1

District states.
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billion distributed to 15 CDFIs in Fifth

CDFTIs are helping underserved
individuals and small businesses
around the country access the finan-
cial services they seek. The number of
CDFIs in the United States has been
growing, and responses to the Fed’s

additional, conventional financing. CDFIs also work to
improve the accessibility of their products among
minority-owned businesses with the goal of improving
community economic outcomes. As one respondent put
it: “We have programs that are introduced to encourage
ownership of assets for Black businesses and ones that
help create generational wealth.”

CDFTs offer mortgage products, purchase assistance,
down payment assistance, zero-down home loans, and
home equity loans to support homeownership for minority
clients. These tools allow homeowners to begin to build
equity in their home and promote racial equity in home-
ownership. One responding CDFI shared that its objec-
tive is to “dismantle the deeply rooted legacy of racism in
housing — from the types of homes that are built, where
they’re built, who builds them, and the wealth that is
generated from them.”

— Surekha Carpenter and Sierra Latham

CDFI Survey suggest that demand

for CDFI products is also on the rise.
With growing government support,
the CDFI industry may be in its best
position since its inception to increase
access to credit and financial services
across the United States and in Fifth
District communities. EF
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OPINION

BY KARTIK ATHREYA

Inflation and the Road Ahead for Research

hile the Fed has never been a stranger to criticism,
Wthe criticism has been notable and specific during

the past year. The subject: inflation. This is of
course fully understandable. Memories remain fresh of last
spring and summer, when annual inflation in “personal
consumption expenditures” — which the Fed targets
to grow at just 2 percent per year — reached 7 percent.
Current inflation remains well above target.

As I discussed in my last column, the Fed is taking steps
to bring inflation back down to its 2 percent long-run target.
This includes decisively raising its policy rates and letting
the balance sheet shrink as well. (See “The Fed Is Shrinking
Its Balance Sheet. What Does That Mean?”

Econ Focus, Third Quarter 2022.) The Federal
Open Market Committee (FOMC) has repeat-
edly stressed its commitment to stable prices and
made clear that it has both the tools and the will
to meet that commitment.

As a research director looking back at this
period, just like anyone else, I’'ve thought about
the Fed’s role, too. To state the obvious, it’s
important for those of us who work at the Fed to
listen to and learn what we can from criticisms.

But first, let me level set a bit: The FOMC has since
acted aggressively by historical standards to bring infla-
tion back down. And as my colleague Alex Wolman
documented in a recent Richmond Fed Economic Brief,
market participants believe we’re on the right track — and
presumably their expectations matter for setting the prices
and wages that are the proximate drivers of inflation. The
task ahead, then, is to validate those expectations, and
FOMC members have been both exceptionally clear and
unified in saying we will.

And while it is early days, inflation has moderated to
some extent, and FOMC members continue to express their
resolve to get inflation back to target.

But naturally, we might ask hard questions about the Fed’s
role in how we got here. There are, I think, reasonable ques-
tions to be asked about our monetary policy actions during
the pandemic. Starting early in the pandemic, the FOMC
provided significant monetary support to the economy, at
the same time Congress and the Treasury Department were
providing sizeable fiscal transfers in various forms. In addi-
tion, agencies extended significant support through a rent
moratorium and a pause in student loan repayments.

Should the Fed have acted differently in light of the other
institutions’ stimulatory actions? My own view is that this
is a hard case to make. The various actions of Congress
and the agencies were in response to an economic shock
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It's important for
those of us who
work at the Fed to

listen to and learn
what we can from
criticisms.

unprecedented in size and scope — the pandemic and the
related shutdowns — and indeed, spanned two administra-
tions. It is far from clear that the Fed should have looked
around the corner at an inflation that appeared very far
from even potentially taking place.

Another possible issue critics could raise is that the
FOMC in August 2020 released a new Statement on Longer-
Run Goals and Monetary Policy Strategy in which the
committee announced a policy of “average” inflation target-
ing — widely viewed as meaning, in practical terms, that the
Fed would be less inclined to take preemptive action against
future inflation based on employment conditions. But it’s
important to bear in mind that the committee
released that statement in the context of eight
straight years of chronic underruns in inflation,
and with the best research alerting it to further
underruns in the absence of more aggressive
action. Specifically, the median inflation projec-
tion from FOMC participants then was 1.7
percent for 2021 and 2 percent for 2023. In light
of what was then known — both empirically and
from economic research — the policy change
seems to me like a reasonable one.

Yet, if we accept — and I think we must — that central
banks generally own inflation, two related criticisms are
harder for me to discount. First is that language in the
FOMC’s September 2020 statement could be viewed as
going beyond the general principles articulated in the
longer-run goals document, and cementing a new, higher
threshold for rate increases to commence. Second, as time
went on, policy rates became increasingly far away from the
prescription of an entire battery of “rules” for rate-setting.
To be clear, the Fed does not follow any mechanical rule,
but the gap between a broad set of rules and our actions
must be noted. For reference, I'll note that today this gap
has been substantially closed.

Taking these together, one thing is clear: We will learn
more as researchers assess the monetary policy of this
period, and I'm looking forward to learning from this work
as it comes out. For now, though, I think a fair-minded
appraisal of the Fed’s performance during the pandemic era
must give weight, and a lot of it, to the effects of the Fed’s
actions in helping to prevent a more severe and longer-lasting
downturn. But we will get more clarity, and this view is one
I'm prepared to revise. EF

Kartik Athreya is executive vice president and director of
research at the Federal Reserve Bank of Richmond.
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THE HISTORY OF HOME MORTGAGES

Until the 1930s, homeownership in the United States was restricted to those
who could afford to make a down payment of 50 percent and repay the loan
in full within five to 10 years. A series of government programs from the Great
Depression and World War Il reformed the mortgage market, giving millions
more Americans the opportunity to own a home. As buyers' needs and
economic conditions shift, are more changes on the horizon?

AVERTING A TREASURY BOND CRISIS

In March of 2020, the uncertainty of the COVID-19 pandemic led to a liquidity
crisis in the market for U.S. Treasury bonds, as bondholders seeking to convert
these assets into cash could not find buyers at listed prices. There is concern
that another major shock could wreak havoc, leading policymakers and
regulators to explore ways to reform and strengthen this $24 trillion market.

PUBLIC TRANSIT POST-PANDEMIC

The pandemic took a huge toll on public transit usage, knocking ridership
levels down by 80 percent in the early months. Ridership remains below
pre-pandemic levels, but bus transit has recovered faster than rail. Richmond's
bus rapid transit, the Pulse, has stood out as one bright spot. Since launching
in 2018, it has carried more than 5 million passengers, and several cities are
looking to emulate its success. Will the pandemic lead to greater focus on
buses to meet public transportation needs?

THE FED AND THE STOCK MARKET

In recent decades, the Fed has tended to ease monetary policy following

large stock market declines. This isn't necessarily a surprise, as such declines
often reflect the type of economic worsening that would normally elicit a Fed
easing response. Yet by the late 1990s, the tendency had become known as
the “Greenspan Put” due to the downside protection it was perceived as giving
investors. How do equity market moves factor into Fed policy?
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SAVE THE DATE
April 11-12, 2023 = Roanoke, Virginia

Join us for Investing in Rural America 2023 as we explore solutions to
some of the big questions facing small towns and rural communities:

How do we help people get off the sidelines and into the labor force?
Can we build on our existing assets for economic development?
How do we leverage partnerships to secure funding and achieve scale?
What are successful strategies for attracting and retaining skilled workers?

Registration will open in January
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