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Monetary Policy Risks and Challenges

uring my first full year of serving as presi-

dent of the Federal Reserve Bank of Kan-

sas City, I have participated in meetings

of the Federal Open Market Committee
(FOMC) and traveled thousands of miles around
the region and globe. In doing so, I have gained
insights on the state of the economy in this re-
gion, in the nation and around the world, from
sawmill operations in Hulett, Wyo., to interna-
tional conversations in China.

I also would note that although I have worked
for the Kansas City Fed for more than 30 years,
I have developed, in this broader role, a renewed
appreciation for the Federal Reserve’s structure,
which provides 12 independent regional views on
the economy in addition to the seven members of
the Board of Governors in Washington. As a poli-
cymaker and Reserve Bank president, I have ben-
efited tremendously from the insights of business

Presidents of all 12 regional Federal Reserve Banks, along with
the Federal Reserve governors, participate in each meeting of the
Federal Open Market Committee. Although the media often makes
a distinction between members who vote on policy and those who do
not, all members take an active part in policy deliberations.

leaders, financial market
professionals and others in
our seven-state region, who
provide real-time perspec-
tives on the economy and
give me a forward-looking
view of economic condi-
tions. And those perspec-
tives contribute importantly
to my policy views at the
Federal Reserve’s monetary
policy deliberations.
Although  each  of
the 19 participants of the
FOMC engages fully in the
discussions regarding mon-

etary policy, only five of the 12 regional Re-
serve Bank presidents vote at each meeting in a
given year. | am a voting member this year.

Given the current state of the world, much
may change between each committee meeting.
Nevertheless, I would like to share with you my
outlook for the U.S. economy and its ongoing
recovery from a deep recession, and outline my
perspective on the current stance of monetary
policy and the challenges ahead.

The pace of recovery

We are now in the fourth year of the
economic recovery. It has been a slow and
uneven recovery. The unemployment rate re-
mains a relatively high 7.8 percent, and most
estimates for gross domestic product (GDP)
growth going forward suggest a modest 2
percent rate.

There are several reasons why this recovery
has been slower than in the past. For example,
consumers have been deleveraging, perhaps
wisely so. Based on analysis by staff at the Kan-
sas City Fed, the percentage of consumers tak-
ing on more debt fell sharply during the last
recession and has only modestly recovered.

SPRING 2013 * TEN n




This reduction in debt has occurred across a wide
variety of income groups and among individuals
with varying access to credit. This reduced will-
ingness to borrow, even at the current low inter-
est rates, reflects recognition among households
of the need to repair their balance sheets and
restore their credit standing. Its effect also then
is to slow consumer demand and to constrain
GDP growth.

Consumers’ balance sheet adjustments are
not the only factor hampering the pace of the
economic recovery. Corporations also have been
strengthening balance sheets, hoarding cash and
often times borrowing to buy back shares or
build cash reserves rather than build productive
capacity. And among these corporations are our
nation’s largest banks, which, during most of the
past four years, have focused on repairing their
own balance sheets while struggling with per-
sistent double-digit delinquency rates on home
loans and trying to manage the legal and regu-
latory uncertainties related to mortgage lending.
These factors have impeded their willingness to
lend for growth. Indeed, the four largest bank-
ing companies are 30 percent larger today than
they were at the start of the financial crisis, but
their business lending still has not returned to its
2008 peak.

And finally, it is hard to find any news report
that does not highlight the global uncertainty af-
fecting business and consumer choices and their
willingness to hire and spend. Concerns about fis-
cal policy here in the United States, or the sover-
eign debt crisis in Europe all are playing a role in
making this a difficult economic recovery.

If you look a little closer, however, you also
will see a recovery that is building momentum
despite the barriers impeding progress—and the
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President George addresses a financial stability and banking
supervision forum on Sept. 28, 2012, in Beijing, China. At
the forum, hosted by the Bank for International Settlements
and the China Banking Regulatory Commission, George
discussed the need to address policies that shift financial
losses away from those responsible.

progress is notable given the debt burden our
economy carries and the depths of the financial
crisis and recession we have suffered.

Our economy’s production of goods and ser-
vices is back to its pre-recession level. Key sectors
of the economy are showing marked improve-
ment and are strengthening as we enter 2013. In
particular, the housing sector has been showing
convincing signs of healing after its fall during
the crisis. House prices are now about 5 percent
higher than a year ago and construction activity
is steadily picking up. The auto sector is also ben-
efitting from strengthening demand. Auto sales
for 2012 came in 13 percent higher than in 2011
with 14.5 million vehicles sold—the highest
level in about five years. Manufacturing activity
has also held up reasonably well near the end of
last year, despite concerns that the United States
might go over the so-called fiscal cliff.



Part of the improvement in housing and
auto sales reflects some improvement in the labor
market. Employment growth averaged a bit more
than 150,000 jobs per month in 2012—enough
to keep up with population growth and slowly
absorb some of those who are unemployed. To
be sure, unemployment remains high and growth
during this recovery has been only moderate de-
spite more than four years of zero interest rates
and aggressive large-scale asset purchases by
the Federal Reserve.

Pulling all these factors together and sorting
through the fog of uncertainty, I expect that the
economy will continue to grow a bit more than 2
percent in 2013 and that the level of unemploy-
ment will continue to decline, perhaps by another
half a percentage point. This of course will de-
pend on what happens in the Congress and across
the globe. The economy also will be affected both
in the short run and long run by Federal Reserve
policies. So, let me turn now to monetary policy.

Monetary policy challenges

The deep recession of 2007-2009 and the
slow pace of the subsequent recovery prompted
forceful action by the Federal Reserve and other
central bankers around the world. As the severity
of the recession and the financial crisis became
clear, the FOMC lowered the federal funds inter-
est rate on overnight loans, its traditional policy
instrument, to within a target range of between
zero and Y percent.

With short-term interest rates effectively
at zero since late 2008, the Federal Reserve has
turned to unconventional policy tools designed
to reduce longer-term interest rates in order to
provide additional support for the economic re-
covery. These unconventional tools have taken the
form of large-scale asset purchases and announce-
ments regarding the FOMC’s intentions for fu-

ture policy actions. Taken together, the monetary

policy actions of the past few years have provided
the economy with an unprecedented level of ac-
commodation and a commitment to maintain an
extraordinary level of accommodation well into
the future.

At its last meeting, the FOMC announced
that, provided the inflation outlook does not
move above 2V4 percent, it expects to keep the
federal funds rate close to zero until the unem-
ployment rate reaches 6% percent. In addition,
the committee decided to continue purchasing
$85 billion in securities each month.

Large-scale asset purchases were first intro-
duced as an emergency measure in response to
the financial crisis in 2008. The policy was con-
tinued into the following years to speed up the
recovery, most recently with the announcement
of open-ended purchases of both Treasury and
agency mortgage-backed securities.

These purchases, as intended, add reserves
to the banking system and are designed to lower
longer-term interest rates, affecting investments
and borrowing. The policies have been support-
ive for the housing and auto sectors, as consumers
are more likely to borrow and purchase a home
or new car when interest rates are low. To a lesser
extent, accommodative monetary policy also sup-
ports housing and equity prices so households
can strengthen their balance sheets.

These purchases also have their own set of
risks and are not without cost. At their current
level and pace of growth, I believe they almost
certainly increase the risk of complicating the
FOMCs exit strategy. The Fed’s large holdings
of both Treasury and agency mortgage-backed
securities will eventually need to be shed from
the Fed’s balance sheet. Although such actions
are likely only well into the future, actively sell-
ing a large amount of agency Mortgage Backed
Securities, as stated in the exit strategy principles,
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could be potentially disruptive to markets and

market functioning, or cause an unwelcome rise
in mortgage rates. Moreover, these purchases re-
inforce the perceptions that monetary policy will
remain highly accommodative for a prolonged
period, regardless of circumstances, thus risking
an announcement shock when the committee at
last must reverse policy.

To be clear, I agree that the depth of the
last recession warranted a highly accommodative
monetary policy response. Further, a recovery
marked by high unemployment and low infla-
tion may well warrant low rates for a longer pe-
riod than usual. But, while I agree with keeping
rates low to support the economic recovery, I also
know that keeping interest rates near zero has its
own set of consequences. Specifically, a prolonged
period of zero interest rates may substantially in-
crease the risks of future financial imbalances and
hamper attainment of the FOMC’s 2 percent in-
flation goal in the future.

Risks to financial stability

A long period of unusually low interest rates

is changing investors’ behavior and is reshaping

the products and the asset mix of financial in-
stitutions. Investors of all profiles are driven to
reach for yield, which can create financial distor-
tions if risk is masked or imperfectly measured,
and can encourage risks to concentrate in unex-
pected corners of the economy and financial sys-
tem. Companies and financial institutions, such
as insurance companies and pension funds, and
individual savers who traditionally invest in long-
term safe assets, are facing challenges earning rea-
sonable returns, and so they may reach for yield
by taking on more risk and reallocating resources
to earn higher returns. The push toward increased
risk-taking is the intention of such policy, but
the longer-term consequences are not well
understood.

Of course, identifying financial imbalances,
asset bubbles or looming crises is inherently dif-
ficult, as policymakers were painfully reminded
during the financial crisis in 2008. Public tran-
scripts of the FOMC’s discussions from as early
as 2006 show participants were clearly focused
on issues in the housing market and yet did not
fully appreciate the risk to the economy from the
financial sector’s exposure to risky mortgages.

Accordingly, I approach policy decisions
with a healthy dose of humility when considering
the long-run effects of monetary policy. We must
not ignore the possibility that the low interest-
rate policy may be creating incentives that lead to
future financial imbalances. Prices of assets such
as bonds, agricultural land, and high-yield and
leveraged loans are at historically high levels. A
sharp correction in asset prices could be destabi-
lizing and cause employment to swing away from
its full-employment level and inflation to decline
to uncomfortably low levels. Simply stated, finan-
cial stability is an essential component in achiev-
ing our longer-run goals for employment and
stable growth in the economy and warrants our

James Neiman and Esther George look at operations at the

Devils Tower Forest Products Inc. location in Hulett, Wyo. most serious attention.
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Risks to the stability
of inflation expectations

The exceptionally long period of extraor-
dinary monetary policy accommodation could
also become a threat to the stability of longer-
term inflation expectations. Theoretical analyses
of monetary policy suggest that committing to
a prolonged period of low interest rates can re-
duce unemployment and raise inflation, possibly
above the FOMC’s 2 percent goal. The FOMC
has put this idea into practice by expressing, with
its adoption of thresholds for inflation and un-
employment, its tolerance for having the inflation
outlook exceed 2 percent.

There is, however, an important caveat to
such analyses: They assume the FOMC’s longer-
run inflation goal is never in doubt. In reality, a
willingness to let inflation increase above the 2
percent goal for a protracted period carries the
risk that longer-term inflation expectations may
slip above levels consistent with the committee’s
2 percent goal and calls into question the com-
mittee’s commitment to its inflation goal. Restor-
ing such a dent in the Federal Reserve’s credibility
would no doubt be very costly for the economy.

In fact, history provides a valuable lesson
here. With the benefit of hindsight, economists
have concluded that in the early 1970s the growth
in the economy’s productive capacity slowed. By
some accounts, the Federal Reserve’s attempts to
speed up the economic recovery in the face of
lower growth potential ultimately contributed to
a decade of high inflation. Discerning such slow-
moving trends as they unfold in real time is ex-
tremely difficult, and failing to recognize them,
or worse yet, ignoring them because they are so
gradual, can be tremendously costly for the Fed-
eral Reserve and the economy.

In promoting its longer-run goals, the
FOMC must weigh the benefits and the risks of

maintaining an unusually accommodative mon-

etary policy stance for a protracted period. Like
others, I am concerned about the high rate of
unemployment, but I recognize that monetary
policy, by contributing to financial imbalances
and instability, can just as easily aggravate unem-
ployment as heal it. Economic models tend to
highlight the benefits of such a policy, but cannot
fully account for the future risks.

I have highlighted the risk of financial insta-
bility and the risk of higher inflation because, al-
though some say they are unlikely, history shows
that becoming too sanguine about either can lull
us into thinking we can avoid them.

St e g

ESTHER L. GEORGE, PRESIDENT
FEDERAL RESERVE BANK OF KANSAS CITY

This text is adapted from a speech given at the Central
Exchange in Kansas City, Mo., on Jan. 10, 2013. At her
first meeting as a voting member of the FOMC on Jan.
29, President George dissented from the committee’s

"

statement because she was “concerned that the
continued high level of monetary accommodation
increased the risks of future economic and financial
imbalances and, over time, could cause an increase
in longterm inflation expectations.” To read the full

speech, and others, visit KansasCityFed.org.
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he Leeds district of Kansas City,

Mo., once bustled with activity.

General  Motors’

assembly plant, the hub of the
district, employed thousands, and businesses
cither related to the plant or that catered to its
workers thrived in the area.

GM opened the plant in 1929 as two
separate divisions, with GM controlled Fisher
Body on one side and Chevrolet on the other.

“I started working there in 1964 for Fisher
Body,” said Jerry Malone, 70, of Grandview,
Mo., who worked at the plant for almost
25 years.

Malone started on the assembly line and
continued working at the plant after Fisher
Body and Chevrolet merged to form General
Motors Assembly Division. Although he
once took a lead position, he never went into
management. The United Autoworkers Union
was strong at Leeds, and Malone remained
in good standing with the union throughout
his career.

automobile

“It was a very good job,” he said. “By the
time I retired, much of the job had changed
though. Well, it had started changing in the
early 1980s with automation.”

At its height, Leeds employed more than
4,500 people and produced 60 vehicles an hour
on two production shifts. In the 1980s, GM
assembly operations were reconfigured into
the Chevrolet-Pontiac-GM Canada division
and the Buick-Olds-Cadillac division with
Leeds being placed in the latter. Employment
decreased at Leeds as robots and computers
replaced assembly-line workers.

“What an actual person had done, such
as painting and other work, was replaced by
automation,” Malone said.

Some of the workers who faced layoffs
received training and stayed on to maintain and
operate automation equipment, while others
looked for work at auto plants or considered
different occupations within manufacturing,
Malone said.

GM closed the plant in 1988 after
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Leeds lost its bid to produce the Chevrolet
S-10 pickup truck. GM said the plant was
landlocked and no longer could be expanded
for future production models.

Malone was just short of making his full
retirement when the plant closed. After taking
time off, he finished his tenure for GM at a
plant in Wichita Falls, Texas, and received his
full pension.

“Not everyone was as fortunate as me,”

he said.

Kansas City Fed economists Didem
Tiizemen and Jonathan Willis say the labor
force in the United States has shifted away
from middle-skill occupations over the past
three decades.

“Technological advancements and the

widespread use of computers led to a rise in
the relative demand for workers to fill high-
skill occupations,” Ttizemen and Willis wrote
in their new research, “The Vanishing Middle:
Job Polarization and Workers Response to the
Decline in Middle-Skill Jobs.” In addition,
there has also been a shift toward low-skill
occupations associated with the increase in
employment in the service sector.

Economists call this shift in the
composition of jobs away from middle-
skill occupations toward high- and low-skill
occupations “job polarization.”

Tizemen and Willis used data from the
Current Population Survey, also known as the
household survey, to study the labor force from
1983 to 2012. They chose this period because
job classifications matched in all the years stud-

ied, whereas previous job classifications in the

Shift in the American workforce

The early 1980s marked the beginning of a shift in America’s workforce as technology and computers
replaced people in middle-skill occupations and created more high-skill occupations that required workers
to obtain education beyond high school. There also was a slight increase in industries that require low-skill
occupations, such as the service industry.

15%

Low-Skill
Occupations

18%

Low-Skill
Occupations

45%

Middle-Skill
Occupations

26% 9%

High-Skill
Occupations

Middle-Skill
Occupations

37%

High-Skill
Occupations

1983 2012

Note: Data are restricted to workers between the ages of 16 and 64, who are not
self-employed and are not employed in military and agricultural occupations.



1960s and 1970s do not match current ones.

They classify middle-skill jobs as occu-
pations that require workers to perform rou-
tine tasks and can be replaced or enhanced by
technology, occupations such as production,
sales, office and administrative. High-skill jobs
include occupations that involve nonroutine
tasks and a high level of education, such as
medicine, engineering, education, manage-
ment, finance and legal. Low-skill jobs include
occupations where technology cannot as easily
replace humans, but the work doesn’t require
a high level of education. These include food
preparation, cleaning, protective services and
other physical labor.

The economists say, based on industry pat-
terns, occupational shifts within each industry,
not one industry affecting the occupational
make-up of another, caused job polarization.
Like at the Leeds plant, middle-skill jobs with-
in certain industries were replaced by technol-
ogy. This occurred to middle-skill jobs in all in-
dustries, even to middle-skill jobs in industries
with a large share of high-skill jobs.

Another reason for the occupational shift
was the decline in labor unions and growth in
the global marketplace. These led to increased
trade flows and middle-skill jobs being sent
overseas where labor costs are cheaper.

“The large shift in employment away from
manufacturing reduced the overall employment
share of workers in middle-skill occupations,
but this was partially offset as workers moved
to middle-skill occupations in expanding
industries such as education and health,” the
economists wrote.

But even with job polarization, the U.S.
labor market grew nearly 50 percent in the
three decades they studied.

Discovering a niche

Annette Bonacker-Hess of Paola, Kan.,
began her career as a data entry clerk in the
carly 1980s. She spent eight hours a day

entering information into large computers.

“That job probably doesnt even exist
anymore with all the changes in technology,”
she said.

Bonacker-Hess has an outgoing personality
and likes working with people. The isolation
and repetitive work of the data entry job made
her want more for her career. An acquaintance
asked her one day to consider selling real estate.

“They thought with my personality and
intellect that I could succeed in sales,” she said.

She quit her data entry job and worked
as a commission-only real estate agent, which
involved long hours and weekends. She
eventually tried other sales ventures like selling
weight-loss programs, which was an emerging
industry in the late 1980s and early 1990s. By
then, she had married, divorced and was raising
her son as a single-mother.

Bonacker-Hess found her sales niche
in the 1990s when she answered an ad for a
newspaper advertising representative. At first,
the advertising manager was skeptical, because
Bonacker-Hess had never worked in advertising
or publishing. Bonacker-Hess, however, made
one of her best sales pitches that day and got
the job.

“I loved it. I loved doing it,” she said. “It
really fit with everything I wanted to do with
my career.”

Bonacker-Hess worked more than 15 years
in newspaper and magazine advertising.

“Anyone with intelligence and a good
selling personality could work hard and be
successful in sales,” she said. “Some of the
most successful sales people I know never went
to college.”

But as the new millennium approached,
the industry began to shift.

“Here I was with a two-year college degree
and a successful career in sales, but the new,
young sales people being hired in the industry
had four-year degrees,” she said.

When the publishing industry, especially
newspapers, declined rapidly during the
recession and into

the current recovery,
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Bonacker-Hess found herself without a job  education before entering the workforce on a
and unable to meet employers basic job  permanent basis.
requirements. Although most of the jobs in the last three
“Some employers wouldn't even interview  decades went toward high-skill occupations—
me because I didn’t have a four-year degree  increasing from 26 to 37 percent—the jobs
in marketing or business,” she said. “With ~ market for low-skill occupations also grew,
other employers, I'd get to the second or third  increasing by 3 percentage points. This increase
interview, and they would hire someone witha  surprised Ttizemen and Willis given the labor

four-year degree.” market shift to high-skill occupations.
Part of the explanation for this increase,
nﬂac“ng to the shift the economists say, is a growth in the industries

Research  shows Bonacker-Hess and  that employ low-skill occupations, such as the
others like her are on the wrong side of the  service industry. Another explanation is how
trend. Today’s workers are more educated than ~ male and female workers reacted to the decline
in previous years, and there is an increased  of middle-skill jobs.
demand for older workers with higher levels “Women tended to seek more education
of education. This demand, heightened by and go toward high-skill level jobs, where men
the recession and current recovery, has caused split between low-skill level and high-level
many baby boomers to stay longer in the  jobs,” Tiizemen said during a presentation of
workforce. Its also prompted many younger  their research in March.
workers to seek low-skill jobs and to seek more Although the economists did not explore

The labor force in the United States has shifted from middle-skill occupations to high-skill occupations over the past
three decades. Much of that shift has occurred in manufacturing, where computerized machines now perform
the work of several laborers, similar to this computerized cutting and die machine at SOR, Inc., in Lenexa, Kan.
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all the reasons behind the gender difference in
their current research, Willis’ earlier research
explored how men and women view the jobs
market and how the difference was heightened
in the recent recession and recovery.

Willis concluded that men, on average,
appear to have a stronger attachment to the
wortkplace. He continued by pointing out that
when faced with unemployment and falling
wages, men tend to be willing to accept less
desirable employment opportunities. Women,
however, tend to seek more education, hold
out for equal or better job opportunities, or
leave the workforce.

Finding success among change

Bonacker-Hess” mother had a long career
in clerical work for the state of Illinois, and her
father was a “blue-collar” worker who drove
delivery trucks. Their work ethic affected how
she views the jobs market. She knew her job
in sales, where hard work and experience plays
a key role in being successful, was something
technology couldn't replace.

“My parents were successful, but it was a
different time then,” she said. “I didn’t have
money to go to college after I graduated high
school. T went to college later and got my
associates degree, but today that isnt good
enough, and that’s with me having 20-plus
years in sales. I found myself fighting to find
ajob.”

Going back to school wasnt an option.
Besides, to Bonacker-Hess, her experience
was the equivalent of having a Ph.D. in sales.
So, she kept searching for opportunities and
selling her best asset: her experience. And
after a year and half of searching, she landed
a job as a regional sales rep for a cleaning and
maintenance company in Kansas.

“During this time, I began to see employers
change how they viewed the sales industry,” she
said. “They saw that people with experience
still had a lot to offer.”
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Although Bonacker-Hess found her way
back into the workforce, Malone plans on
staying retired.

He still looks fondly upon his profession.
Many families built entire careers in the auto
industry or similar manufacturing occupations.
None of Malone’s three sons has followed in his
footsteps and that’s fine with him.

“Although it was a very good job, I let them
choose for themselves,” he said. “And given
how that industry and the entire economy
has changed, I'm glad they sought their own
paths.”

Two of his sons had successful careers in
the Air Force and went into various business
ventures after leaving the military. His youngest
son graduated college with a double major and
works for a pharmaceutical company.

“What opportunities there were for me
coming out of the Air Force, and with my
level of education, in the early ’60s are no
longer there for a majority of people,” he said.
“I was very fortunate to have a long career in
one industry.”

BY KEVIN WRIGHT, EDITOR

FURTHER RESOURCES

“THE VANISHING MIDDLE: JOB POLARIZATION

AND WORKERS’ RESPONSE TO THE
DECLINE IN MIDDLE-SKILL JOBS”

By Didem Tizemen and Jonathan Willis
KansasCityFed.org/publications

COMMENTS/QUESTIONS are welcome
and should be sent to teneditors@kc.frb.org.
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ost students don’t think about the

money they borrow for college

until they get the bill. And the bills

are piling up. Estimates show that
outstanding student loan debt in the United
States has reached $1 trillion.

This increase in debt has been accompanied
by an increase in default rates, which presents
a number of challenges for individual student
loan borrowers. This outstanding debt,
however, does not necessarily pose a substantial
burden on society.

Kelly Edmiston, a senior economist at the
Kansas City Fed, said media reports on the
student loan “crisis” focus on the enormous
growth in outstanding student loan debt in
recent years—from $364 billion in 2005 to
an estimated $1 trillion in 2013—but fail to
explore all the facts.

“While there has been a modest increase in
average debt, the increase in total outstanding
debt has come largely from an increase in
enrollments,” he said.

A quarter of those borrowers have more
than $30,000 in outstanding debt, and about
3 percent have debt of more than $100,000. A
quarter of borrowers, however, have debt of less
than $6,000.
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The increase in overall debt reflects an
occupational shift in Americas labor force.
Workers are performing tasks that require
education beyond high school. These high-
skill-level occupations have increased by 14
percent in the last three decades. So, the
more education a student achieves the better
employment potential they have in today’s
workplace after graduation.

“It’s what I call an investment in human
capital,” Edmiston said. “Ifs not like credit
card debt, which is acquired largely from
consumption. With college loans, youre
investing in something that can make an
enormous difference in lifetime earnings.”

Edmiston says, however, given the state
of the national economy, students face many
uncertainties in today’s jobs market while
carrying a large amount of student loan debt.

Kelly Alvarez, a graduate student at the
University of Missouri-Kansas City, says
i’s hard to see her earnings potential in the
current economy.

“Your options when you graduate arent as
great as they used to be,” she said. “Youre sup-
posed to be excited about graduating college,
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but a lot of students I know aren’t excited.”

Alvarez attends school full time and works
40 hours a week at a local restaurant to pay the
rent on a “‘shoebox” apartment, gasoline and
other expenses. She had been saving money
to make a sizeable down payment on a house
after she graduated, but that was before her
loans were recently sold to Sallie Mae. She
said the sale concerns her because the federally
sponsored student loan giant’s business prac-
tices underwent congtessional scrutiny and
several borrowers have filed lawsuits against
the company.

“After I graduate, I wanted to have a good
job and start a family, but with my student
loans being sold, and the current economy, I
want to pay off my loans.”

She plans to use her down-payment mon-
ey toward her student loan debt. She’s also go-
ing to apply to a federal debt forgiveness pro-

gram, where she can receive credit toward loan
forgiveness by teaching fine arts in an urban
school district that has a teacher shortage.

“If I teach for 10 years, they’ll forgive what
I owe on my student loans,” she said.

When Alvarez started college at Northwest
Missouri State, she didn’t even know how to
apply for a student loan. She had a scholarship
as a freshman, but when she changed her focus
from journalism to art and education, she had
to take out student loans.

“T learned to be smart about student loans,
only taking out what I needed to pay tuition
and giving back what was left over,” she said.

Even for some students who receive
scholarships, it’s hard not to take out a loan.

“Then finding a job after graduation that
not only pays the bills, but also your student
loans isn’t easy,” she said. “I'm concerned about
how this debt will affect my future plans.”

THE INCREASE IN OVERALL STUDENT LOAN DEBT reflects an occupational shift in America’s labor force.
Workers are performing tasks that require education beyond high school. These high-skill-level occupations have

increased by 14 percent in the last three decades.




Delinquency rates on student loans, while
equal with home mortgage delinquency rates,
are unequal in one important way.

“You can’t bankrupt this debt,” Edmiston
said.

In 1976, Congress changed the bank-
ruptcy code so that student loans made by the
government or a nonprofit college or university
were exempt from being discharged during the
first five years of repayment. If a borrower made
repayment for five years, or if the borrower ex-
perienced undue hardship, courts could dis-
charge the debt in bankruptcy proceedings.
But in 1984, the Bankruptcy Amendments
and Federal Judgeship Act made private stu-
dent loans exempt. Congress then passed the
Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 that made all student
loans exempt from discharge unless the bor-
rower can prove repaying the loan would cause
“undue hardship.”

“Loan debt stays with a student until either
he pays it off or until death,” Edmiston says.

And chronic delinquencies can lead to
wage garnishment, tax refund interception,
the inability to borrow, and other financial
consequences.

Edmiston says the federal student loan
program has added features in the last decade
that help delinquent borrowers. Some of the
programs include loan deferment, loan for-
bearance, reduced payments based on income
and loan consolidation. Yet, many delinquent
borrowers don't use these programs.

“We need to market these programs
better,” Edmiston said.

The current delinquency rate is more of a
reflection of the nation’s economy than a crisis
within the student loan industry. Delinquency
rates skyrocketed during the recession and
throughout the recovery. Unemployment
among adults aged 20 to 24 peaked at 17.1
percent in April 2010, when the national
average was at 9.9 percent.

“Like much else, we need economic
growth and jobs to settle many of our financial
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Edmiston said.
generation was hit especially hard by the

concerns,”

“The younger

recession and has been slow to recover.”

Overcoming uncertainties

Karen Wilson graduated in 2005 from
a college in Colorado with a degree in civil
engineering.

“I did all the right internships and landed
a good job with a firm that had plenty of work
with local and state governments.”

Then the housing bubble burst, the
recession occurred and the number of projects
at her firm dwindled.

“Work dried up like last year’s drought,”
she said.

She had attended a private college her
freshman and sophomore years and was
fortunate that her parents helped pay part of
her tuition and housing costs. Wilson, however,
still took with her a sizable loan debt when she
transferred colleges.

“I was careful about my loans and expenses
and even calculated my earnings potential-to-
debt ratio,” she said.

She met her husband, Justin, her senior
year at a church function for young singles.
Justin graduated with a degree in education
from a college in Florida and taught at a private
academy outside Denver. After dating more
than a year, the two planned to marry after
Karen graduated and established her career.

Justin paid for his tuition with scholar-
ships and by working almost full time while
in school. As a Florida resident, he also ben-
efited from a subsidy program he qualified for
through that state.

“When I finally learned how much Karen
owed, I was a little nervous about paying off
that debt, but she assured me that with both
our incomes, we would be fine,” he said. “We
wouldn’t live in luxury, but we could start our
life together.”

And Karen was right. She graduated
college, got a job and they married. The couple
saved money for a down payment on a house
while making monthly payments on Karen’s




more than $50,000 in student loans.

Everything changed after Karen was
laid off.

“My teacher’s salary was nowhere what
Karen earned and her health insurance was
much better than what my employer offered,
so we had to put a lot of things on hold until
she found a new job,” Justin said.

They received some help from their
families, but the last few years have been
difficult for their parents. Karen worked a
part-time job at a grocery store and picked up
contract work to help pay the bills.

It took her more than three years to find
a full-time job, and that was after she went
back to college. During this time, she received
forbearance on her student loans, which
accumulated interest until she could make

regular payments again.

“Like the saying goes, sometimes you
have to spend money to make money I guess,”
Karen said.

“We've already spent enough money,
and its going to take us a long time to show
anything for it,” Justin added.

Justin says parents, colleges and financial
institutions need to do a better job of educating
students about the ramifications of student
loan debt.

“When you're a young college student, you
just don’t think about the significance of it,”
Justin said.

Edmiston agrees that the U.S. student loan
industry and higher education institutions need
to do a better job of educating loan borrowers.

“We have done a very, very poor job of
educating students about the consequences of
their borrowing,” he said.

But there are signs of improvement.
Some colleges and universities have developed
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innovative and useful programs to educate
students about loans, and the U.S. Department
of Education also is developing programs to
help in this area.

“These programs should help the next
generation of borrowers be more educated
about student loans,” he said.

Loan education is not the only area
undergoing reform. The market for federal
student loans also has changed recently, mostly
due to the recession and modifications in the
federal government’s role and to its programs.

The federal loan program is the most
commonly used financial aid program for higher
education, accounting for about 75 percent
of total aid in the 2013 U.S. Department of
Education budget. This has increased, in part,
because private lenders have left the market

&4 We have done a very, very poor joh of educating
students ahout the conseguences of their horrowing. 99

before, during and after the recession.

Edmiston said many private lenders left
the market because investors were demanding
higher returns on federally guaranteed student
loans as credic markets tightened. Legislative
caps limited returns; those caps were lowered
further in 2007. And borrowers” options were
limited again when the federal government
stopped guaranteeing student loans made
through private lenders in 2007.

Students,
unsubsidized loans from private lenders to

however, still take out

finance the gap between the cost of education
and federal student loan limits. Price and
terms vary widely among lenders, and in many
instances, the students’ limited credit histories
requires co-signers for the loans.

Edmiston understands why the public is
concerned about the increase in outstanding
student loan debt. Student loan borrowers
total debt is significantly higher than that of
consumers who do not hold students loans.

The average total debt for student loan
borrowers, which includes mortgages, was



$82,994 in the first quarter of 2012, compared
to $66,227 for consumers, with credit reports,
who did not hold student loans. The difference,
Edmiston said, is the student loan debt. If
the loan debt, which averaged $24,218, is
subtracted from the total, remaining debt
is lower, on average, for the student loan
borrowers.

“This is not revolving debt, like many
other forms of debt,” Edmiston said.

Student loan debt can decrease a borrower’s
ability to access other forms of credit, especially
for someone with a large amount of student
loan debt. The student loan borrower’s earning
potential, however, is much greater than
someone who did not attend college and has a
significant amount of revolving debt.

The College Board estimates that lifetime
earnings for those with a bachelor’s degree are
66 percent higher than those with a high school
diploma. Another recent report estimated that
the median lifetime earnings of those with
a high school diploma to be more than $1.3
million, compared to nearly $2.3 million for
those who have a bachelor’s degree, and even
greater for those with advanced degrees.

Even
attending college and the effect of paying off

considering wages lost while
student loans after graduation, the average
borrower pays off student loans by the time
they reach their 30s. Almost one-third of
student loan borrowers, however, are over the
age of 40.

There are several reasons why borrowers
over 40 have student loan debt, such as
attending college at a nontraditional age, taking
out loans to pay for their children’s college and
pursuing graduate education and not starting
repayment until they are older.

“You cant assume that older borrowers
have had this debt for a long period and been
unable to repay it,” Edmiston said.

Rethinking career paths
When youre 18 years old, its difficult to

understand the concept of accumulating a large
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amount of debt, Ashley Warner said.

“How much your education is going to
cost really isn’t talked about at college, or I just
wasn't listening,” she said.

Warner’s passion was painting and she
focused most of her attention on being a
successful student.

“In college you know youre going to be
broke, there’s lots of things to distract you,
then reality hits when you graduate,” she said.
“Having to make a living, owing money on
student loans, it did change the kind of day job
I would work.”

Warner found it difficult to support herself
and achieve her professional expectations after
graduating with a bachelor’s degree in fine arts
from the University of Kansas, especially in the
current economic conditions.

She works in security at the Nelson-Atkins
Museum of Art in Kansas City, Mo., just to pay
the bills. She plans to go back to college and get
her master’s in education from the University
of Missouri-Kansas City.

“I like teaching. I've given (painting)
lessons from time to time, and I think teaching
artisa way I can meet my (financial obligations)
and do what I love.”

But she also expects to accumulate more
student loan debt in the process.

“That’s just the way things are right now,”
she said. “You have to rethink your path
according to what’s going on in the world.”

BY KEVIN WRIGHT, EDITOR
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Stabilizing the economy

Evaluating the effects of industrial diversity
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tate and local officials have sought
to reduce short-term volatility
in their communities economic

growth rates and potentially boost
overall long-term growth by diversifying the
mix of industries in their regions. Economic
theory predicts that industrial diversity can re-
duce economic volatility; however, views vary
on the effects that industrial diversity has on
long-term growth.

In her latest research, Alison Felix, an
economist and Denver Branch executive for the
Kansas City Fed, examined industrial diversity
across the nearly 500 counties of the Federal
Reserve’s Tenth District. Felix concluded
that counties with greater diversity saw more
economic stability over a three-decade period.
The differences in industrial diversity, however,
had no significant impact on overall growth
across the period, neither increasing nor
restraining growth rates for employment or
wages.

She reached this conclusion even after
controlling for a variety of county population
characteristics and for the effects of two key
industries: agriculture and energy.

“Given that industrial diversity does

not appear to affect growth, officials seeking
to boost growth rates may need to focus on
efforts beyond diversification,” Felix wrote in
her research article titled “Industrial Diversity,
Growth, and Volatility in the Seven States of
the Tenth District.”

Felix measured industrial diversity using
the national diversity index. The index ranks
a county more diverse when the distribution
of its shares of employment across industry
categories is similar to that of the entire United
States and less diverse when it is less similar.

Her study divided employment among 15
industries and calculated the diversity index
by measuring the difference between each
industry’s employment share in the county
and its employment share in the entire United
States. The study concluded that some counties
have a diverse distribution of industries,
especially metropolitan areas; however, many
counties in the Tenth District have high
concentrations in one or two industries. For
example, Oklahoma and Wyoming specialize
in the energy sector; Wichita, Kan., specializes
in aerospace manufacturing; and parts of
Kansas and Nebraska specialize in agriculture.

Industrial mix of employment in the
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Tenth District, which encompasses Colorado,
Kansas, western Missouri, northern New
Mexico, Nebraska, Oklahoma and Wyoming,
changed significantly, mirroring the United
States, from 1980 to 2010. For instance, during
this time, the share of nationwide employment
in agriculture, energy and manufacturing
declined, while employment shares increased
healthcare,
leisure and entertainment, and professional

in service industries, such as
and business services. The Tenth District
experienced similar transitions in employment,
with some industries expanding and others
contracting.

Researchers who have examined the
impact of industrial diversity on economic
volatility have mostly found that counties with
more industrial diversity are less volatile. Felixs
research reached the same conclusion.

“The result holds even after controlling for
the effects of several other county characteristics
and for the impact of the agriculture and energy
industries,” she wrote.

Two key indicators of economic activity
are employment growth and wage growth.
The standard deviation over time in these areas
provides a measure of their volatility. The data
show that more diverse counties, on average,
experienced less voladility from 1980 to 2007
in both employment growth and wage growth.

Slight differences, however, emerge from
decade to decade. Volatility was highest in
the 1980s, as was the difference in volatility
between high- and low-diversity counties. The
1990s saw the least difference between high-
and low-diversity counties.

In addition to industrial diversity, other
factors such as population size, density, per
capita income, and education levels can affect
economic volatility. The research found that
counties with larger populations have less
economic voladility. This finding could stem
from highly populated counties having more
employers in each industry, which helps
avoid sharp employment losses when any one
company falters. Data also show that population
density, residents per square mile and per capita

m SPRING 2013 * TEN

income were correlated with greater volatility
in employment growth, but had no correlation
with volatility in wage growth. The exception
was counties with higher numbers of college-
educated employees, whose performance-based
compensation in the form of bonuses and stock
options frequently is more volatile than hourly
wage earners.

Researchers have offered opposing theories
and results on whether industrial diversity
increases or decreases long-term economic
growth. And a glance at the Tenth District
suggests there is a relationship among greater
industrial diversity and faster employment and
wage growth.

Taking it a step further, analysis of
individual decades shows that employment
grew slower in the less diverse counties in every
decade. Wages also grew slower in two of the
three decades: the 1980s and 1990s. In the
2000s, however, wages grew faster in the less
diverse counties. This could reflect the impact
of the agriculture and energy sectors, which are
highly concentrated in the District’s less diverse
counties. Wages grew faster in the 2000s in
these sectors than in many other industries.

While the results from the 1980s and
1990s support the view that industrial diversity
boosts employment growth, the data from the
2000s suggest the opposite—more industrial
specialized areas have an advantage.

Analysis shows, however, that industrial
diversity does not affect counties’ employment
and wage growth after controlling for the
effect of the agriculture and energy industries.
“Although diversity appears to have had some
effect on employment growth in the 1990s, it
did not have such an effect in the 1980s, the
2000s or the 1980-2007 period as a whole,”
Felix wrote.

Felix’s research concluded that diversifying
the industrial mix in a region can stabilize
economic volatility in a community. Higher
levels of industrial diversity, h