
The Line of Commerce Issue 
in Commercial Banking: 

An Overview 

In 1933 and 1935 Congress passed Banking 
Acts which still influence the structure of the 
financial services industry. These acts were 
not contrived in haste but had been debated 
for years prior to the Great Depression. 
Partly as a result of the large number of bank 
failures occurring during the depression, 
Congress was placed under severe pressure 
to restructure this country's financial system. 
As a first priority, Congress was determined 
to ensure the survival of a large number of 
independent banks. 

The Federal Deposit Insurance Corporation 
was formed to provide deposit insurance 
intended to renew public confidence in the 
banking system, thereby reducing the prob-
ability of massive withdrawals by the public 
which caused many bank failures during the 

late 1920s and early 1930s. The establishment 
of the FDIC implicitly assured that almost all 
banks would come under some type of 
federal regulation. In addition to insuring 
deposits, Congress moved to reduce com-
petition among banks by prohibiting the 
payment of interest on demand deposits. 
This, in combination with entry regulation by 
the Federal Deposit Insurance Corporation, 
assured to an extent the stability of the 
commercial banking system. 

Perhaps more important to the structure of 
the financial services industry that we see 
today, Congress during this period strengthened 
the McFadden Act of 1927 and passed, as 
part of the Banking Act of 1933, the Glass-
Steagall Act. Congress strengthened the Mc-
Fadden Act by prohibiting interstate banking 

"[After the bank failures of the 1930s,] 
Congress was determined to ensure the 

survival of a large number of 
independent banks." 
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and giving states the discretion to dictate 
intrastate branching for national banks as 
well as state chartered banks. This was 
another way to ensure small bank survival, 
through reduced competition from large out-
of-state banking organizations. The Glass-
Steagall Act placed product constraints on 
banks by separating commercial banking 
from the securities business, prohibiting com-
mercial banks from dealing in corporate 
securities. Investment banks also were pro-
hibited from offering deposit services. 

Essentially, commercial banks were in-
tended to serve the short-term credit needs 
of consumers, business, and agriculture. In-
vestment banks served the long-term financ-
ing needs of business and government. In 
addition to this division, financial institutions, 
such as savings and loan associations, were 
given separate chartering authorities, regula-
tory frameworks, and insurance agencies. In 
effect, the congressional concern for the 
safety and soundness of the commercial 
banking system reflected the more basic 
concern of ensuring the stability of the 
nation's payment system. 

At the time, commercial banks were the 
only type of financial institution capable of 

offering third party transaction accounts-
demand deposits—to individuals and busi-
ness. This unique function differentiated 
commercial banks.from all other types of 
financial service firms. It also provided the 
rationale through which Congress accorded 
commercial banking a separate position in 
the financial services community. To protect 
the payments system, Congress differentiated 
the product of commercial banks from that 
of all other suppliers of financial services. 

Congress clearly v iewed the various types 
of financial institutions as serving different 
sectors of the economy. Commercial banks 
accepted demand deposits and provided 
commercial and agricultural loans. Savings 
and loans associations and mutual savings 
banks specialized in savings deposits and 
home mortgages, while investment com-
panies pooled capital and invested in securities. 

Even the division of regulatory responsibility 
among the numerous agencies implied a 
degree of separability among the financial 
institutions. To name a few, w e have tri-party 
federal regulation of commercial banks (the 
Federal Reserve System, the Federal Deposit 
Insurance Corporation,and the Comptroller 
of the Currency); the Federal Home Loan 

WHY DID CONGRESS PASS NEW FINANCIAL SERVICES LAWS IN THE 1930s? 
AN ALTERNATIVE OPINION 
The rationale for Congress' passage of legislation is 
very difficult to establish. Nevertheless, it is impor-
tant that we attempt to understand the circum-
stances surrounding the passage of the banking 
and securities legislation of the early 1930s so that 
we can assess its contemporary relevance. In 
particular, if the McFadden Act's restrictions on 
branch banking were enacted to ensure small 
banks' survival, would the repeal of the act mean 
that the financial system would be dominated by 
nation wide giant banks? If investment banking was 
separated from commercial banking by the Glass-
Steagall Act because the combination of services 
resulted in fraudulently and unsafely run banks, 
might not this situation occur again were the 
statute changed? 

Was the fact that the Banking Act of 1933 and the 
subsequently enacted legislation and regulations 
establishing and reinforcing a specialized financial 

services system a reaction by Congress to the 
failure of many banks and thrift associations in the 
early 1930s? If it was, should we be concerned that 
the repeal of the legislation and the removal of 
restrictions on the services that chartered financial 
institutions can provide might not result in a future 
wave of failures? 

These questions can be answered from two 
perspectives. One is careful study of the causes of 
bank failures and frauds. Some research on this 
question has been done. Little, if any, identifies 
branch banking, the combination of commercial 
and investment banking, or the offering by thrifts of 
traditional commercial banking services as causes 
of failures*. Indeed, the evidence points to limitations 
on branching as a major cause of bank failures, 
since very few branch banks (particularly large 

'See George J. Benston, Bank Examination, The Bulletin, 1975. 
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"[Since Congress obviously intended to segment the financial 
industry,] perhaps it should have come as no surprise when the 
Supreme Court declared in 1963 that commercial banking was in 

fact a separate line of commerce." 

Bank System; the Securities and Exchange 
Commission; and the National Credit Union 
Administration. 

Each agency has responsibility for groups 
of institutions that provide various types of 
services. But the point is there is not just one 
agency that oversees the entire financial 
services industry. There are many with divided 
lines of responsibility. The legislative seg-
mentation of the financial services industry 
encouraged Congress to fragment regulation 
of the industry. 

The legislative intent was obviously to 
segment the financial services industry.There-
fore, perhaps it should have come as no 
surprise when the Supreme Court declared 
in 1963 that commercial banking was in fact 
a separate " l ine of commerce." This decision 

set a precedent that is still used today by 
defining the product of commercial banks as 
a special cluster of services. This cluster of 
services was unique to commercial banks 
because, by legislation, they were the only 
financial institutions that could offer demand 
deposits to individuals and businesses and 
make commercial loans. Therefore, the Su-
preme Court defined the product of com-
mercial banks to be very narrow—the cluster of 
services only commercial banks could offer. 

Either of two events could possibly cause 
the courts to change their view of the 
product offered by commercial banks. First 
would be solid evidence that the array of 
financial services provided by commercial 
banks is not provided as a bundle or that at 

banks) failed. 
Unfortunately, the effect on bank safety of com-

mercial banks offering investment banking services 
was not similarly studied. But there is good reason 
to doubt a causal relationship because very few 
large money market banks, the banks that tended 
to offer investment banking services, failed. Since 
thrifts only recently could offer commercial banking 
services (and still cannot serve most business 
customers), we cannot look to the past for guidance. 
But we can acknowledge that commercial banks 
that offered mortgages and savings deposits were 
not more prone to failure for that reason. 

The other perspective from which the possible 
effects of repeal of the Great Depression legislation 
can be assessed is an analysis of the reasons for 
these laws having been passed. As an alternative to 
the bank safety, small-bank-survival hypothesis 
explaining congressional intent put forth above, I 
would like to propose a producer self-interest, 

horse-trading explanation. If this latter hypothesis 
were correct, repeal of the legislation is unlikely to 
result in failures, since it essentially was not passed 
to prevent failures. 

Furthermore, since the legislation no longer ben-
efits the institutions, they and the public would be 
better served by a repeal of legislation that keeps 
them from changing to meet present demands. 
And, if concern for the safety of the banking system 
were not an important reason for the congressional 
action of the 1930s, there is less reason to fear a 
repetition of that unhappy time should the laws be 
repealed. 

The 1930s was a time of great financial distress. 
Over a third (9,096) of the commercial banks failed 
between 1930 and 1933. Most of these were small, 
unit banks. The survivors quite reasonably feared 
that the people would shift their funds to the larger 
branch banks, since few of these failed. Hence, the 
small banks wanted federal deposit insurance. The 
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least consumers of these services view each 
service as a separable product. If this could 
be shown—and if it could be shown that-
there were significant alternative suppliers of 
each service other than commercial banks-
then the courts possibly would broaden the 
narrow product definition to include other 
types of financial institutions. 

Yet, convincing empirical evidence has not 
been forthcoming that banks do not package 
their services as a bundle or that customers 
in fact view these services as independent 
and available through significant alternative* 
sources. And, as long as commercial banks 
were protected by legislation from compe-
tition from alternative suppliers and were 
allowed the unique offering of demand deposits, 
it was very unlikely that sufficient evidence 
could be found to reverse the court's bundle 
of services definition. 

The second event which has the potential 
for at least forcing the courts to reexamine 
their stand on this question is new financial 
legislation which expands the array of services 
potentially provided by alternative suppliers. 
This latter event may have occurred in 1980 
with the passage of the Monetary Control 
Act (MCA) . The emphasis is on the "may" 
because only in part did this act wipe out 
the unique position accorded commercial 
banks within the financial services industry. 

Prior to the MCA, commercial banks were 
virtually the only financial institutions that 
could offer third party transactions accounts to 
consumer or business firms and that could 
offer commercial loans. This unique ability to 
offer demand deposits and make commercial 
loans in large measure was the basis for the 
courts separate treatment of commercial banks. 
Since the passage of the MCA, the only 
unique service allowed to commercial banks is 
the offering of third party transaction accounts 
to commercial customers. Thrift institutions 
may offer third party transaction accounts, 
N O W accounts and share drafts to noncor-
porate customers. These institutions within 
rather narrow limits are also able to offer 
commercial loans and other services.1 

In effect, thrift institutions may now offer 
the same range of consumer services as 
commercial banks, and, on the asset side of 

large banks, particularly those in the money centers, 
didn't need deposit insurance. But they did want to 
outlaw the payment of interest on demand deposits. 
The New York banks in particular had tried, at least 
since 1905, to establish cartel agreements that 
restricted payments on deposits, particularly those 
of country banks. But these agreements didn't 
stick, as some bank or other broke ranks to attract 
deposits from its competitors. 

At the same time, investment bankers were 
suffering from competition from banks that were 
offering investment services. The more prestigious 
brokerage houses also suffered from competition 
from other, lower quality brokers, most of whom 
didn't follow the older houses' standards for pro-
spectuses. Add to this the public's apparent (and 
mistaken) beliefs that the stock market crash of 
1929 and shady dealings of the brokers and 
bankers had caused the depression, and we have 
the makings of a big horse trade. 

The small unit banks (which, being numerous, 
carried political clout) won strengthened McFadden 
Act prohibitions against branching. More importantly, 
they gotthe FDIC, which was paid for principally by 
the large banks. (The FDIC insured deposits up to 
$5,000 per account but assessed premiums on all 
deposits.) The large banks got a prohibition against 
interest payments on demand deposits. The brokers 
got the commercial banks out of the investment 
business. They also didn't fight passage of the 
Securities Act of 1933, which imposed prospectus 
requirements on all but small issuers of securities 
(but which exempted banks). And the Roosevelt 
administration received the credit for taking aggres-
sive legislative action that presumably corrected 
the alleged abuses of the financial system while 
preserving capitalism. 

The savings and loans are another story. The 
administration wanted to channel funds into the 
housing industry. But 526 savings and loan associa-
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"[Beyond the MCA,] the financial services market place has seen 
an explosion of new services . . . [that] provide . . . an attractive 

alternative to commercial banks." 

the balance sheet, thrifts may offer an array 
of commercial services. It appears to be only 
on the liability side, providing third party 
transactions accounts to commercial cus-
tomers, that thrifts may be different from 
commercial banks. 

The M C A did blur the distinction among 
classes of financial institutions, making these 
institutions more homogeneous in their ability 
to provide financial services. It is now 
appropriate, therefore, to restudy the signifi-
cance of viewing commercial banks as unique 
providers of a specified cluster of consumer 
and corporate financial services. 

Added to the legislative changes we have 
just mentioned, the financial services market 
place has seen an explosion of new financial 

services and instruments offered by both 
financial and nonfinancial concerns. In large 
part, these services provide customers with 
an attractive alternative to commercial banks. 
For corporate customers, the growth in the 
number of alternatives has not been so great. 
Still, commercial finance companies, captive 
finance companies, leasing companies and 
inventory financing by suppliers all provide 
alternatives to commercial banks as a source 
of funds. 

These burgeoning alternatives call for a 
new look at whether or not commercial 
banking may realistically be viewed as a 
separate line of commerce. 

—David D. Whitehead 

tions had failed. First the administration tried to get 
the mutual savings banks to expand out of the 
Northeast. But the savings banks refused; they had 
survived the depression with hardly a failure (only 
10 went under) and were not disposed to taking on 
new responsibilities. Nor were many commercial 
banks in a position to expand. 

Agents of the newly established Federal Home 
Loan Bank Board then went to communities and 
offered savings and loan charters to home builders, 
lumberyard dealers, real estate lawyers, and others 
who might benefit from starting an association that 
would channel funds into their businesses. Bankers 
couldn't benefit from this coincidence of interest 
since such related dealings were not considered to 
be consistent with sound banking practices. Thus 
many specialized thrift associations were established 
and, having been given subsidies by way of tax 
exemptions and having been well-positioned to 

take advantage of savings during World War 11 and 
of the post-war housing boom, they prospered. 

But today changes in consumer demands, unex-
pectedly high interest rates, and improved tech-
nology have served to make the 1930s laws punitive. 
The acts and regulations have prevented or restrained 
financial chartered institutions from changing effec-
tively. Consequently, other suppliers of financial 
services have been organized to meet consumer 
demands and to take advantage of the technology. 
Whether or not a repeal of the 1930s laws and 
changes in the regulatory structure are desirable 
pose important questions that have been much 
debated. In any event, if this explanation for the 
1930s legislation is correct, there seems little 
reason to fear that changes would result in an 
unsafe financial system. 

George J. Benston 
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Introduction 

Traditionally, commercial banks have stood be-
tween purchasers and sellers, not only providing 
the means through which transactions are settled 
(demand deposit accounts) but collecting and 
dispersing information relevant to these trans-
actions. The latter is integral to the service banks 
provide because collecting and dispersing infor-
mation facilitates the bank-customer contact on 
which customer loyalty is based. But with tech-
nological advances in the electronic communi-
cations field, nonbanks are finding it advan-
tageous to offer alternatives to the banks' pay-
ment systems. The alternative payment systems 
offered by nonbanks may effectively eliminate 
the unique payment systems franchise commer-
cial banks have traditionally enjoyed. 

The commercial banks' franchise in the settle-
ment area is not particularly threatened by these 
events because banks still control the means of 
settlement, demand deposits. However, the 
new technology is threatening the banks' unique 
role in providing access to and information 
concerning consumers' bank accounts. Automated 
teller machines (ATMs), point-of-sale (POS) term-
inals, and home banking are three examples of 
how communications technology is beingapplied 
to replace established payments devices. The 
purpose of this special issue of our Economic 
Review is to assess the comparative advantage of 
banks or nonbanks in supplying these new pay-
ment systems. W e explore the revolution now 
underway in the retail payments area and attempt 
to define the degree to which banks may be in 
dangeroflosingthe uniqueness of theirfranchise 
in the payments area. 

Banks, retailers, data processors, communi-
cations companies, and vendors of the new 
technology all are locked in a serious struggle 
to establish their niches in the electronic pay-
ment systems of tomorrow. The winners will 
profit handsomely and will form the basis of a 
new structure of financial institutions and ser-
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Overview 

Promoting stable growth is one of the most 
important objectives of the Federal Reserve 
System's monetary policy, and productivity is an 
important component of growth. The successful 
conduct of monetary policy depends on a sound 
understanding of current and projected pro-
ductivity and economic growth. Productivity is 
the relationship of production inputs to outputs; 
more specifically, it is the value of goods and 
services produced per unit of labor, capital, or other 
input Productivity gains are a prominent source 
of economic growth because they enable eco-
nomies to expand beyond what can be achieved 
by merely increasing the quantity of labor and 
capital inputs. Labor productivity, the most com-
monly used measure, is the ratio of output to 
man-hours worked. However, changes in this 
incomplete measure of productivity reflect not 

only improvements or declines in the quality and 
efficiency of workers, but changes in the capital 
stock with which laborers work. 

The Federal Reserve Bank of Atlanta is partic-
ularly interested in the Sixth District's future 
economy and the sources contributing to growth. 
(That District includes Alabama, Florida, Georgia 
and parts of Louisiana Mississippi, and Tennessee.) 
The Atlanta Fed's Research Department conducts 
studies of productivity and economic growth. 
For some time, the Bank's Research Department 
has sought to identify, analyze, and publish its 
findings about the sources of longer term growth 
and change in the region. This continuing analysis 
helps us better understand current developments 
in the Southeast's economy and improve our 
assessments of their implications for the future. 

In the 1970s and early 1980s, productivity 
failed to show the kind of improvement that has 
characterized the U.S. economy for decades. 
This lack of improvement was one of the causes 
of poor economic performance, as evidenced by 
the "stagflation" that we experienced. It was 
thought that our capital stock was becoming 
antiquated and that we were rigid in the way we 
operated our nation's factories—and, as a result 
that we were becoming less competit ive in world 
markets for manufactured goods. Many observers 
concerned with the troubling performance cited 
education as one explanatory factor. Their logic 
was straightforward: education improves the 
quality of future workers in a variety of ways, they 
reasoned, enhancing their productivity. 

Some critics pointed todecliningstandardized 
test scores from the late 1960s forward as evi-
dence that our educational system has been 
slipping. They argued that lower scores showed 
that schools were failing to produce workers as 
qualified as those who had entered the labor 
force in earlier periods. Increased competit ion 
from foreign countries, where the quality of 
schooling appeared to be more rigorous or where 
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the emphasis on science, mathematics, and tech-
nical subjects was relatively greater, reinforced 
the view that America's school system was a 
factor in the nation's slower economic growth 
and waning productivity gains, and that changes 
in the educational system were needed. 

Numerous special reports by national, regional, 
and state task forces, commissions, and specialists 
(listed on page 58) added legitimacy to the view 
that shortcomings in our school system contributed 
to lagging economic growth. Despite their diverse 
authorship and varying specific concerns, most 
of these reports allege that the nation's schools 
are in serious trouble and in need of major 
reform. The most widely known example of this 
"need to improve" view is A Nation at Risk, the 
final report of the Special Presidential Commission 
on Education, published in 1983. 

Policymakers in the Southeast were among the 
first to become concerned about education and 
its relation to economic growth. The Southeast 
has long suffered a reputation for inferior edu-
cational institutions and, concomitantly, a work 
force suited primarily for low-skill, low-wage 
jobs. Notwithstanding this apparent shortage of 
better educated workers, the region has grown 
rapidly since World War II. This expansion has 

I helped narrow the regional-national gap in per 
capita personal incomes, from half the U.S. norm 
in some southeastern states in the immediate 
postwar period to an average of around 90 
percent by the late 1970s. The region attracted 
an in-migration of manufacturers and businesses 
during this period because its less skilled work 
force commanded lower wages. 

In the past several years, however, accelerating 
international trade has heightened competit ion 
from low-wage foreign producers in many in-
dustries important to the region. The dollars rise 
in the foreign exchange market since 1980 has 
further weakened markets for many products. 
Southeastern localities increasingly have had to 

vie with lower wage offshore sites in their bids to 
attract manufacturers. In addition, the service 
sector, which has been growing more rapidly in 
the Southeast than nationally, has tended to 
create jobs that pay lower wages than those in 
the goods sector. Policymakers have thus looked 
to advanced technology industries for growth 
opportunities that could help offset job losses in 
import-threatened industries such as textiles and 
apparel. However, many believe this shift requires 
an educational foundation that is lacking in most 
areas of the region. 

Numerous southeastern opinion leaders and 
policymakers now believe that educational pol-
icies must be changed if regional states are to 
continue progressing toward national income 
norms. Several southeastern states already have 
begun to enact programs designed to upgrade 
the quality of their school systems. For example, 
Tennessee has raised the state's sales tax to fund 
an incentive system geared to retaining and 
rewarding high-quality teachers, and Mississippi 
recently raised taxes to support a statewide 
kindergarten program. 

For a better understanding of the chief issues 
in the education debate, the Atlanta Fed's Re-
search Department sponsored a symposium last 
May. The participants, southeastern specialists 
with an academic or policy interest in the eco-
nomics of education, addressed the symposium 
topic, "Education and Southeastern Economic 
Growth," from their professional perspectives.1 

This gathering helped staff members to identify 
the numerous and complex issues that remain 
unresolved. 

As a result of this symposium and other research, 
the department's regional economists identified 
four important topics, which are addressed as 
separate cont r ibut ions in this special issue: 
(1) What is the relationship between education 
and economic growth and productivity? (2) How 
does the Southeast's"inventory of human capital," 
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as measured by educational attainment levels, 
literacy rates, and standardized test scores, com-
pare w i th that of o ther regions? (3) Does the 
financing of education in the Southeast differ 
significantly from the rest of the nation, and, if so, 
what does that imply for the region's capacity to 
alter its educational system to enhance worker 
productivity and regional growth? (4) Finally, 
does the Southeast's educational system seem 
adequate to prepare its work force for the jobs of 
the 1990s and beyond? 

These topics were chosen for research because 
they formed a logical progression of questions 
important to policymakers and voters, and to-
gether appeared to cover the critical issues in the 
current debate. The research was conducted 
primarily to provide a broad, updated regional 
perspective rather than to advance the theo-
retical understanding of the relationship of edu-
cation to productivity and growth. Nonetheless, 
by identifying aspects of the linkage that need to 
be understood better, we believe that our contri-
butions do enhance appreciation of the overall 
relationship. 

This special issue could not, of course, treat all 
of the aspects of the current debate over education 
and regional or national economic growth. The 
intentionally broad topics addressed here ex-
clude some subjects, such as the proper role of 
vocational education. They also omit certain 
important social policy questions, such as whether 
additional spending on education would pro-
mote equality of opportunity, or to what extent 
racial discrimination has contributed to the region's 
lagging educational performance or to lingering 
differences in black-white education levels. More-
over, the authors have not attempted to prescribe 
how schools might move toward greater efficiency 
or quality. Such vital questions as how smaller 
class size, higher per pupil expenditures, or 
better trained teachers might improve student 
performance and subsequently raise worker pro-
ductivity seem better left to educators, psycholo-
gists, and other specialists. 

The findings presented in these articles are 
striking in that they contradict some widely held 
popular views. In the first article, Bobbie 
McCrackin surveys economic theory and em-
pirical research on the relationship of education 
to productivity and growth. Her conclusion is that 
economists and other social scientists investi-
gating this issue for nearly three decades have by 
no means reached a consensus that an increase 
in years of schooling contributes substantially to 
productivity and growth. Although economists 

are not ready to reject investments in schooling 
as worthwhile, extensive research has revealed— 
but not resolved—complexit ies and fundamental 
methodological problems. Many factors other 
than education, including parent income and 
social status, personal ability, race, and sex, also 
are related to differences in income. Moreover, 
these social and psychological factors interact 
with education in such a way that better-endowed 
students seem able to use schooling experience 
more effectively to achieve higher subsequent 
earnings. Furthermore, economists have been 
unable to determine what portion of education's 
contribution to aggregate productivity is due to 
substantive improvements in job-related skills 
derived from formal schooling and what portion 
is attributable to the more efficient allocation of 
manpower that schooling produces. Such unre-
solved questions call for further research and 
suggest caution on the part of policymakers 
considering increasing public investment in educ-
ation because they assume that such expendi-
tures are causally related to economic growth. 

In the second article, Gene Wilson and Gene 
Sullivan conduct an " inventory" of the South-
east's "human capital assets." They find that the 
educational level of the Southeast's population, 
traditionally lower than the rest of the country, is 
catching up with levels of other regions, thanks 
to sharp local gains in years of formal schooling 
and rapid in-migration of better educated resi-
dents in recent decades. Moreover, a careful 
analysis of the generation of students now entering 
the work force indicates that the amount of 
schooling they have acquired is virtually the 
same as for those in other parts of the country. 
Analysis further shows that the region's edu-
cational infrastructure (teachers and schools) has 
converged toward national norms. Whether qual-
ity also is approaching parity is difficult to measure 
because consistent data for gauging differences 
between states in this region and the nation are 
lacking. As older workers retire and are replaced 
by the better educated younger generation, and 
as people of above-average educational levels 
are attracted from other areas, the Southeast's 
labor force should grow increasingly competit ive 
with that of other regions. 

In the third article, Bobbie McCrackin and 
Gene Sullivan find several contrasts between the 
financing of education in the Southeast and in 
other regions. Regional and national increases in 
per pupil expenditures in the last decade have 
run only moderately ahead of the rate of inflation, 
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and progress in closing the gap between regional 
and national spending has been slight The authors 
examined several economic explanations that 
might account for this disparity in spending. 
The regional factors include inflexible funding 
mechanisms in some southeastern states, rapidly 
rising educat ional costs, relatively large school 
age populations, and lower personal incomes. In 
some respects the Southeast's financial burden 
clearly is heavier, constraining the region from 
moving more rapidly toward national educational 
spending patterns. Nonetheless, the evidence 
does not rule out the possibility that lower 
spending simply reflects less demand for education 
in the Southeast. However, growing demands 
for higher educational quality, revised methods of 
generating educational revenue, and the likeli-
hood that pressures for capital expansion will 
ease as student enrollments decline all brighten 
prospects for increased financing in the years 
ahead. 

In the final article, Will iam Kahley assesses the 
capacity of the Southeast's education system to 
prepare the region's residents for the jobs of the 
future. He concludes that it exhibits no serious 
shortcomings in this respect since the Southeasts 
education system has proven adequate in recent 
decades to accommodate a higher- than-national-
average growth rate, and since no sharp change 
in labor market demand seems likely. Occupational 
employment changes expected in both the nation 
and the Southeast in the next 10 years are similar 
to changes that have occurred over the past few 
decades. Many fast-growing occupations will 
demand a college education or specialized training, 
but numerous jobs also are expected to be 
created that will require only a high school 
d ip loma Although the region's jobs will grow 
faster than nationally, a continuing in-migration 
of workers educated elsewhere will narrow the 
gap between the educational level and quality of 
the region's work force and that of the nation. 
Some evidence exists that workers in the South-
east will require less formal education than 
nationally because of disparities in the mix of 
industry and occupational growth. However, the 
average wage rate of new workers in the region is 
likely to continue moving toward the national 
norm, helping its income level to rise toward the 
national level. 

Any economic analysis of education entails 
several limitations and problems of which the 
reader should be aware. First, education, to a 
greater extent than many public programs, has 
social benefits that economists are not equipped 

to measure in their calculations of comparative 
returns on expenditures. For instance, they can-
not place a dollar value on such beneficial effects 
as the civic virtues and social stability of a better 
educated electorate or the enhanced cultural 
level of a people wi th an average of, say, twelve 
rather than eight years of formal schooling. In this 
respect, schools are similar to parks: the value of 
the recreation, tranquility, and beauty derived by 
current and future generations cannot be de-
termined economically. 

Second, even if economists consider only the 
measurable economic effects of schooling, pro-
ductivity is difficult to gauge. Consequently, 
most researchers are forced to rely on income as 
a surrogate for productivity on the assumption 
that earnings differences reflect productivity dif-
ferences in competit ive markets. Although this 
assumption is theoretically sound, various market 
imperfections render it unrealistic in the con-
temporary mixed economy of the United States 
and most developed countries. In many cases, 
incomes are much lower than the true produc-
tivity involved in the job being performed: the 
lower salaries of many key public officials exem-
plify this phenomenon. 

Another problem involves the geographic scope 
of policymakers. Policy decisions on education 
typically are made at the state and local level, but 
labor markets, especially for jobs requiring ad-
vanced training or education, are national. Given 
reasonably competit ive markets, labor is mobile 
and seeks the best opportunities regardless of 
local educational opportunities. Expanding the 
infrastructure of higher education in one state 
makes no sense, for example, if there is excess 
college and university capacity nationwide When 
the purpose of education becomes focused on 
improving aggregate regional productivity, there-
fore, policymakers need to take national labor 
force characteristics into account 

Having raised these caveats, we hope that 
readers of this special issue of our Review will 
f ind its contents both useful and thought-pro-
voking. 

' S y m p o s i u m p a r t i c i p a n t s i n c l u d e d C l a r e n c e J u n g , p r o f e s s o r of e c o n o m i c s 
at t h e Un ive rs i t y of R i c h m o n d ' s E. C l a i b o r n e R o b i n s S c h o o l of B u s i n e s s ; 
E l c h a n a n Cohn, p r o f e s s o r of e c o n o m i c s at t h e Un ivers i t y o f S o u t h 
C a r o l i n a a n d e d i t o r of t h e Economics ot Education Review, E v a G a l a m b o s , 
r e s e a r c h assoc ia te , S o u t h e r n R e g i o n a l E d u c a t i o n Board ; H o w a r d Tuck-
man, d i s t i n g u i s h e d p r o f e s s o r of e c o n o m i c s at M e m p h i s S t a t e Un ivers i ty , 
Dan ie l Saks, p r o f e s s o r of e d u c a t i o n po l i cy a n d e c o n o m i c s a n d s e n i o r 
r e s e a r c h a s s o c i a t e in the Ins t i tu te f o r Pub l i c Po l icy S t u d i e s at P e a b o d y 
Co l lege, Vanderb i l t Univers i ty ; R o n a l d Bird, r e s e a r c h d i r e c t o r for t h e 
S o u t h e a s t e r n R e g i o n a l C o u n c i l fo r E d u c a t i o n a l I m p r o v e m e n t ; a n d K e r n 
A lexander , e d u c a t i o n po l i cy c o o r d i n a t o r for the F lor ida G o v e r n o r ' s O f f i c e 
of P lann ing a n d B u d g e t i n g , p r o f e s s o r of e d u c a t i o n a d m i n i s t r a t i o n at the 
Un ivers i t y ot F lor ida, a n d e d i t o r of t h e Journal ol Educational Finance. 
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