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J f ueled by the repeal of many depression-era interstate banking 
g j and intrastate branching laws, the U.S. banking industry has en-

r ^ tered an unprecedented period of consolidation and reorganiza-
K tion. In fact, between 1990 and 1994 there were more than 1,500 

_ J L bank mergers and acquis i t ions (Ed Dillon 1995). This bank 
merger wave has sparked public policy debate about the desirability of such 
combinations, particularly in the context of antitrust evaluation. The U.S. De-
partment of Justice and bank regulators, such as the Federal Reserve, are re-
sponsible for preserving and protecting competition in the midst of industry 
consolidation.1 

Although all corporate merger applications are evaluated uniformly (as 
outlined in U.S. Department of Justice 1992), legal precedent has established 
unique parameters for analyzing bank mergers.2 Given the large technologi-
cal and regulatory changes the financial services industry has experienced in 
recent years, many have questioned whether a move toward a more tradition-
al product-based antitrust analysis would better reflect today's market reali-
ties, in which many retail and large-firm lending markets have numerous 
nonbank competitors (competing over wider geographic areas) whose pres-
ence reduces concentration concerns in these markets. At the same time, the 
market for small business loans has been of particular interest to both bank 
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regulators and the Justice Department because of the 
lack of nonbank competitors and the local limitations 
of customers. 

The increased attention to small business lending in 
bank merger applications has effect ively moved an-
titrust authorities away f rom an aggregate approach to 
product market definition.3 Macroeconomic concerns 
as well as changes in the banking industry have driven 
this shift in focus. The importance of small businesses 
within the U.S. economy was highlighted during the 
most recent economic recession (1990-92) as the cred-
it crunch stifled innovation and employment in many 
small firms. 

Recent academic literature on banking antitrust anal-
ysis has found the market for unsecured small business 
loans to be unique because of the " loca l" nature of 
these loans and the lack of nonbank competition. Al-
though theore t ica l ly appea l ing , d i saggrega t ing the 
product market for banking (and examining small busi-
ness lending) suffers f rom several measurement prob-
lems resulting from a lack of reliable data. 

This article intends to provide an overview of re-
cent developments in banking antitrust analysis, par-
ticularly in the area of small business lending. The 
article begins by outlining the traditional approach to 
antitrust analysis. The next section provides a histori-
cal perspective on legal precedents in banking antitrust 
analysis and discusses how changes in the financial 
services marketplace may influence such analysis in 
the future. In particular, through a summary of the aca-
demic literature, the article examines the importance 
of small business lending as a unique product market. 
Finally, the article discusses the potential costs and 
benefits to disaggregating the product market for pur-
poses of antitrust analysis and highlights some policy 
considerations. 

Antitrust Analysis 

Defining the relevant product and geographic mar-
kets is critical to conducting a complete competitive 
analysis of any corporate merger. All firms that influ-
ence (or could potentially influence) market prices of 
the goods or services in question should be included in 
the analysis.4 In general, a market includes buyers and 
sellers in a geographic area that can significantly influ-
ence the price, the quality, or the quantity of the specif-
ic commodities or services traded. A market can also 
be delineated as a geographic area in which the prices 
of all similar (substitute) goods are dependent on each 

other but are unaffected by prices for such goods out-
side of this area. 

The Product Market. Dennis Carlton and Jeffery 
Perloff (1994) note that a proper definition of the prod-
uct dimension of a market should include all products 
that are close demand or supply substitutes. For exam-
ple, Product B is a demand substitute for Product A if 
an increase in the price of A causes consumers to use 
more B instead. Product B is a supply substitute for 
Product A if, in response to an increase in the price of 
A, firms producing B switch some of their production 
facilities to the production of A. In both cases, the pres-
ence of Product B significantly constrains the pricing 
of Product A, provided that an increase in the price of 
A would result in either a significant decline in the 
quantity of A consumed as consumers switch from A 
to B or a significant increase in the supply of A as 
firms switch production from B to A. 

Two Supreme Court decisions, both involving non-
financial institutions, stand out as providing guidance 
in establishing relevant markets in antitrust matters: 
United States v. E.I. DuPont de Nemours & Co. (1956) 
and Brown Shoe Co. v. United States (1962).5 In the 
DuPont ruling, the court recognized that all products 
have substitutes and that a major task of antitrust anal-
ysis is the identification and evaluation of these substi-
tute products. The court stated that product markets are 
to be determined by the cross-elasticity of demand be-
tween the product claimed to be monopolized and oth-
er products. (Cross-elasticity of demand refers to the 
relat ionship between the quanti ty demanded of one 
product and a change in the price of another. The more 
responsive the quantity of a product demanded is to a 
price change in another good, the higher the cross-
elasticity and the more the products are viewed as sub-
stitutes for each other.) Depending on the degree of 
cross-elasticity, products may be categorized as either 
perfect substitutes, close substitutes, or nonsubstitutes. 
In the Brown Shoe Company case, the court affirmed 
its position regarding cross-elasticities of demand and 
provided the fo l lowing seven criteria to be used in 
defining antitrust markets and/or submarkets: (1) in-
dustry or public recognition, (2) a product 's peculiar 
characteristics and uses, (3) unique production facili-
ties, (4) distinct customers, (5) distinct prices, (6) sensi-
tivity to price changes, and (7) specialized vendors. 

On the supply side, the Justice Department 's 1992 
Horizontal Merger Guidelines specify that the relevant 
antitrust market includes firms that are currently pro-
ducing and selling the relevant product as well as "un-
committed entrants," or firms that likely would readily 
enter the market without significant sunk costs in re-
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sponse to a "smal l but s ignif icant nontransi tory in-
crease" in the market price.6 Because additional market 
entrants help deter the original firm from exercising its 
market power (its ability to profitably maintain a price 
above the opportunity costs of its resources), their pres-
ence enhances competition. In theory, a measurement 
of cross-elasticity of supply would be relevant in deter-
mining the level of potential competition in a market. 
In practice, however, cross-elasticities cannot be used to 
precisely determine markets because estimation is diffi-
cult and current theory does not define specific numeri-
cal levels at which one product is viewed as an adequate 
substitute for another. Also, substituting products may 
not be feasible in the short term because it could in-
volve changing production processes. As a result, the 
courts' definition of the relevant market includes only 
those producers that might have a direct and immediate 
effect on competition. 

Geographic Markets. Once the relevant products 
have been identif ied, geographic markets are deter-
mined for each product. The geographic limit of a mar-
ket is determined by simply answering the question of 
whether an increase in price in one location substantial-
ly affects price in another. If so, then both locations are 
in the same market.7 

Market Concentration and Structure. After both 
the product and geographic markets have been deter-
mined, the level of competition must be assessed. In as-
sessing market power, economists are concerned with 
the level of the sellers' concentration in a market. This 
level is a function of both the number of firms and their 
respective market shares, or the percentage of the mar-
ket supplied (or controlled) by a particular firm during a 
specified t ime period.8 The most popular measure of 
market concentration is a concentration ratio, which 
shows the level of market shares accounted for by the 
largest f i rms in a particular market.9 Some analysts, 
however , consider the Her f indah l -Hi rschman Index 
(HHI) to be analytically superior to a simple concentra-
tion ratio because it takes into account both the number 
and size distribution of the sellers in the market.10 

Competitive analysis of corporate mergers (including 
those in banking) relies heavily on theories developed 
in the subfield of economics known as industrial organi-
zation. Specifically, the structure-conduct-performance 
(SCP) paradigm serves as the cornerstone of antitrust 
analysis because the structure of a market (that is, its 
degree of concentration) is viewed as revealing infor-
mation about the level of competition within it." In the 
SCP paradigm, an industry's competitive performance 
depends on the conduct of buyers and sellers, which 
depends on the structure of the market. The structure, 

in turn, is based on conditions such as technology and 
demand for a product. 

The relationship between market structure (level of 
concentration) and performance (profits or prices) im-
plied by the structure-conduct-performance theory has 
been studied extensively. Alton Gilbert (1984) reviewed 
the earliest structure-performance studies of the bank-
ing industry, noting that they provided limited support 
f o r the S C P p a r a d i g m and s u f f e r e d f r o m v a r i o u s 
methodological f laws. Of particular concern was that 
many of these early studies treated market structure as 
exogenous (that is, determined outside of the market-
place), implying that competition between firms has no 
effect on structure.12 As a result, these studies were un-
able to distinguish between market power and produc-
tion e f f i c i ency as the source of concen t ra t ion and 
profitability. Sherill Shaf fe r (1994) pointed out that 
economic theory implies that an efficient firm (one de-
livering either a superior product or operating at a lower 
cost) can drive its rivals out of a competitive market un-
less the rivals are able to emulate the successful firm. It 
follows that such superiority would result in both high 
profitability and a large market share for the successful 
firm, resulting in a more concentrated market (despite 
the vigor of competitors). 

Other recent articles, such as Michael Smir lock 's 
(1985) and Allen Berger 's (1991), have addressed the 
need to account for cost d i f fe rences between insti-
tutions. Both Smirlock and Berger find that the link 
between concentration and profitability largely disap-
pears af ter account ing for re lat ive product ion e f f i -
ciency. However, Douglas Evanoff and Diana Fortier 
(1988) found that some of the prof i t -concent ra t ion 
linkage may persist, even after considering efficiency, 
in markets with substantial barriers to entry. In addi-
tion, Shaffer (1994) noted that studies of the relation-
ship between prices and concentration have generally 
found evidence that high market concentration is corre-
lated with prices unfavorable to the consumer.13 Inher-
ent in all of these results is the notion that commercial 
banking is a distinct line of commerce, that banks com-
pete in local market areas, and that nonbank competi-
tion is negligible. 

Competition in the Banking Industry 

The evaluation of competition within banking mar-
kets begins with a discussion of the relevant product 
market. Legal precedent has established commercial 
banking as a distinct line of commerce—effec t ive ly 
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bundling together the various products and services of-
fered by these institutions. This definition does not rec-
ognize nonbank f inancial insti tutions as s ignif icant 
competitors in several of the individual banking prod-
ucts.14 Yet, in fact, competition from nonbanks serves to 
lessen banks ' market power, and, if formally recog-
nized, such competition lowers the level of concentra-
tion within these product markets. 

The Cluster Approach. In a 1963 case involving 
Philadelphia National Bank the Supreme Court clari-
fied the means by which regulators should measure 
competition in the banking industry." Christopher L. 
Holder (1993a) noted that this ruling established three 
major legal precedents still used by the Federal Re-
serve. First, the court confirmed that the Sherman and 
Clayton Antitrust Acts apply to banking and used mar-
ket structure as an indicator of competition within the 
market. Second, the ruling determined that "the cluster 
of products (various kinds of credit) and services (such 
as checking accounts and trust administration) denoted 
by the term 'commercial banking' . . . composes a dis-
tinct line of c o m m e r c e " fo r Clayton Act purposes . 
Third, the decision indicated that the sections of the 
country affected by an acquisition (the geographic mar-
ket) must be taken into account.16 In sum, the Philadel-
phia National case established commercial banking as 
a distinct line of commerce, defined the relevant prod-
uct market as including only those institutions offering 
the full cluster of bank products and services (including 
demand deposi ts and commercia l loans), and deter-
mined the relevant geographic market to be local. This 
ruling runs counter to the typical product market analy-
sis employed in other industries. 

The Philadelphia National judgment establishing the 
so-called cluster approach was reaffirmed by rulings in 
cases involving Phillipsburg National Bank (1970) and, 
more recently, Central State Bank (1985).17 In the Cen-
tral State Bank case, the Department of Justice proposed 
that the relevant product market be strictly composed 
of transactions accounts and small business loans, the 
products in which banks general ly have the fewes t 
competi tors .1 8 The court dismissed these arguments 
and stated that, while there may be identifiable submar-
kets within the commercial banking market, "submar-
kets are not a basis for the disregard of a broader line 
of commerce that has economic significance. In select-
ing between two product markets, the court must select 
the one which will reflect the full brunt of any and all 
anticompetitive effects of the challenged acquisition or 
merger" (1291). Therefore, in the Central State Bank 
case the Supreme Court determined that the cluster of 
products and services termed "commercial banking" has 

economic significance well beyond the various prod-
ucts and services involved. 

The individual bank products discussed in the Phila-
delphia National case represented varying degrees of 
geographic market delineation. The "cluster of banking 
products and services" not only aggregated products 
but it also defined (in essence) a local market that repre-
sented some sort of "average" of the actual geographic 
markets of the individual products. In measuring the 
"c lus te r , " the court used depos i t s as a proxy fo r a 
bank 's capacity to provide cluster products and ser-
vices and then estimated market shares in an attempt to 
uncover any existing market power. This approach to 
product market analysis serves to reduce costs to both 
potential bank acquirers and regulators performing the 
analysis by reducing uncertainty about the appropriate 
product market definition. However, as the financial 
services industry has evolved and the levels of compe-
tition in various products have changed in response to 
technology and nonbank entry, legal precedent has 
lagged because the courts have not yet recognized sub-
product markets in banking. 

The Impact of Nonbank Competitors . Examin-
ing the relevant antitrust product market-for banking is 
challenging because the distinctions among different 
types of financial institutions have blurred in the last 
two decades. Deregulation, market innovation, and ad-
vances in electronic technology in recent years have 
widened the range of institutions and the distance over 
which households and firms select financial services. 
The au thor iza t ion of in teres t -bear ing check ing ac-
counts, the spread of automated teller machines, and 
the growth of nationwide issuers of credit cards have 
been instrumental changes for f inancial institutions. 
Regulatory changes have allowed thrifts and other non-
bank financial institutions to offer a greater number of 
services and have permitted producers of specialized 
financial services (such as mortgage and finance com-
panies) to offer services in any market. 

In a 1974 case involving Connecticut National Bank 
the Supreme Court upheld its Philadelphia National 
ruling but noted that thrifts and other nonbank institu-
tions had made competitive inroads in some services.19 

However, the court concluded that thrifts should not, at 
that time, be a factor in assessing the competi t ive ef-
fects of bank mergers because thrifts were not com-
petitive in the area of commercial lending. With the 
passage of the Deposi tory Insti tutions Deregulat ion 
and Monetary Control Act of 1980 (DIDMCA) and the 
Garn-St Germain Act of 1982, thrifts were authorized 
to compete with banks in providing the cluster of prod-
ucts previously unique to banking.20 Nevertheless, al-
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though many thrifts have become competi t ive retail 
lenders, most have not been aggressive commercia l 
lenders. For this reason, the Federal Reserve, in assess-
ing the competitive effects of a merger using the "clus-
ter" approach, accords thrift deposits 50 percent weight 
to reflect both actual and potential compet i t ion by 
these firms.21 Tn addition, the Fed 's assessment makes 
al lowances in the threshold levels of changes in the 
Herfindahl-Hirschman Index (HHI) for bank mergers 
to reflect nonbank competi t ion.2 2 In short, nonbank 
firms have significantly enhanced retail banking com-
petition, resulting in the modification of bank merger 
analysis . However , the market for unsecured small 
business loans has experienced little competition from 
nonbanking firms. 

The Role of Small Business Lending 

Although the "cluster" of banking services remains 
the appropriate product market definition as defined by 
legal precedent, the Department of Justice has recent-
ly begun examining subproducts, particularly loans to 
small businesses, in its merger analysis.23 Recent aca-
demic literature has indicated that special attention to 
small business lending may be warranted because of 
the "local" nature of these loans and the relative absence 
of nonbank competitors in the provision of unsecured 
business credit.24 Such a disaggregated analysis, while 
in the mainstream of antitrust, stretches legal precedent 
for banking. This approach has been somewhat contro-
versial in that it has increased uncertainty for merging 
parties and has not yet been tested in the courts, princi-
pally because banks are reluctant to incur the costs as-
sociated with prolonged litigation.25 

Whether sanctioned or not by legal precedent, there 
may be an economic basis for treating small business 
loans as a unique product. Two recent studies have ex-
amined the behavior of small firms and their banking 
relationships. Gregory Elliehausen and John Wolken 
(1990) found that small f i rms are more likely than 
large firms to depend on their primary institution for 
credit and to use fewer financial institutions in general. 
Their research c la ims that the costs f inancial insti-
tut ions incur for credit evaluat ion, monitor ing, and 
bankruptcy tend to be higher, relative to the size of the 
transaction, for small firms than for large firms. This 
cost difference is enhanced when the financial institu-
tion is a distant one. As a result, distant suppliers (or 
lenders) are less likely to accept credit applications 
from small firms, particularly distant ones, than from 

large firms, especially when the desired credit would 
be unsecured. 

Mitchell Peterson and Raghuram Rajan ( 1994) dis-
cuss the ways in which the relationship between a firm 
and its creditors af fects the availabil i ty and cost of 
funds to f i rms. 2 6 Using a sample of small business 
loans, Peterson and Rajan find that the availability of 
funds increases and the cost of funds decreases, al-
though relatively less so, as a result of a continuing 
relationship. The authors discuss two important dimen-
sions of credit relationships—duration and the interac-
tion over a number of products. Duration is important: 
the longer a business has been servicing its loans, the 
more likely the business is to be viable and the owner 
trustworthy. Therefore, the lender expects the loans to 
be less risky, reducing the expected cost of lending and 
increasing the willingness to provide funds. A f i rm's 
use of multiple products can also affect future borrow-
ing by either increasing the precision of the lender 's 
information or by spreading the fixed costs of informa-
tion gathering over multiple products. 

Peterson and Rajan also point out that information 
asymmetries between small firms and potential public 
investors are substantial because these firms are unlike-
ly to be monitored by rating agencies or the financial 
press. This asymmetric information, by increasing the 
uncertainty of lenders, implies that lenders will charge 
borrowers higher interest rates to compensate for higher 
risk. In fact, Joseph Stiglitz and Andrew Weiss (1981) 
show that the interest rate charged determines not only 
the demand for capital but also the riskiness of borrow-
ers. If this observation is true, lenders may optimally 
choose to ration the quantity of loans they grant rather 
than raising the rate to clear the market. This second 
effect may imply that the problems of adverse selection 
and moral hazard may have a sizable effect for small 
firms.27 As a result, small firms generally must rely on 
their primary local institution for unsecured credit be-
cause their close relationship will reduce these infor-
mation asymmetries.28 

Compet i t ion in business lending f rom nonbanks , 
such as commercial f inance companies and factoring 
companies, is primarily concentrated in collateralized 
(secured) lending. In contrast to collateralized lending, 
monitored (unsecured) lending requires the lender to 
watch the borrower's financial condition closely. Banks 
are considered to have a compara t ive advantage in 
monitored lending because they are better able to ob-
tain information about the financial condition of bor-
rowers.29 Specifically, banks can monitor loans through 
their access to borrowers' transaction accounts. Leonard 
Nakamura (1992/1993) notes that a small firm's checking 
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account sheds light on its revenues and expenses be-
cause the f i rm's cash flows are typically documented 
completely within that one account. Nakamura propos-
es this "checking account hypothesis" as an explana-
tion of the resolution of information asymmetries that 
arise in some small-business lending situations. 

Nonbanks provide only a very limited amount of un-
secured small business credits. The issue of small busi-
ness loan securitization has been explored recently in 
search of ways to improve small businesses' access to 
credit. George Benston (1992) and Christopher Besh-
ouri and Peter Nigro (1994) concluded that the charac-
teristics of small firm finance (especially informational 
asymmetries and ongoing monitoring) impose signifi-
cant costs that may offset any funding advantages to 
securitization. Thrift institutions, while having both the 
authority to underwrite business loans and access to 
transactions accounts, have not become a significant 
competitor in this area. The financial troubles faced by 
thrifts in the last ten years have, in fact, resulted in sub-
stantial cutbacks in their commercia l and industrial 
loan portfolios. Timothy Hannan and J. Nellie Liang 
(1995) assessed the competitive influence of thrift insti-
tutions on the pricing of commercial loans made by 
commercial banks. The study's empirical tests suggest 
that thrifts should not be given consideration in antitrust 
evaluations of business lending for bank mergers. 

Contrasting the Cluster and Disaggre-
gated Approaches to Antitrust Analysis 

The Justice Depar tment ' s manner of def ining the 
relevant product market(s) fo r banking—indiv idual 
products and services (particularly loans to small busi-
nesses)—parallels analysis conducted in other indus-
tries and is consistent with both theoretical and empirical 
evidence. However, legal precedent still maintains that 
"the cluster of commercial blinking products and ser-
vices" is the relevant product market. To examine the 
policy implications of changing the approach to bank 
merger analysis, an accounting of the various costs and 
benefits must be made. 

In evaluating the cluster approach, the potential cost 
to be considered is that of market power arising from 
an approved merger, which results in a consumer wel-
fare loss.30 This loss would typically result f rom bor-
rowers paying higher rates on loans and deposi tors 
receiving lower interest on savings. Because many re-
tail and large-firm lending markets appear to have ac-
cess to a wide range of nonbank competitors, market 

power does not seem, in general, to be the important 
consideration it is in other product markets. However, 
there is evidence that unsecured loans to small busi-
nesses (working capital loans) do tend to be local and 
are not often provided by nonbank lenders. As a result, 
any market power realized as a result of a combination 
would likely be in the area of loans to small businesses. 
In fact, Hannan (1991) provides evidence that small 
commercial loans are local in nature and that the level 
of concentration in a market significantly affects the 
pricing of these loans. Hannan's findings suggest that a 
closer examination of the market for small business 
loans is warranted when regulators are evaluating the 
competitive effects of a merger. 

The cluster approach to bank merger analysis does 
have an advantage in that institutions, when consider-
ing a merger, can overcome most of the uncertainty 
surrounding antitrust evaluations. Specifically, banks 
can analyze the necessary data themselves prior to per-
fo rming due dil igence analysis or engaging consul-
tants, resulting in substantial cost savings.31 Institutions 
can thus tender offers more confidently, having ad-
dressed antitrust concerns in advance. In addition, reg-
ulators save valuable public resources- by conducting 
fewer detailed investigations in antitrust cases involv-
ing merging parties that have not examined these com-
petitive issues prior to filing an application. Such cases 
generally result in the withdrawal of the application— 
after the parties involved and their respective regula-
tors have expended significant resources. 

Another possible approach would be to break up 
the cluster (and analyze individual product markets), 
but doing so would present a significant cost in that un-
certainty would be increased for actual (and potential) 
applicants. This uncertainty would concern which par-
ticular subproduct(s) markets would be examined (and 
how these markets would be defined geographically) 
as well as the lack of accurate data for analysis.32 For 
example, in assessing competition for small business 
loans, if a bank operates in several geographic markets, 
regulators may be unable to surmise the level of busi-
ness lending within a particular market area. As a re-
sult, estimates must be constructed for each institution 
based on its total deposits, total small business loans, 
and market deposits. (See the box on page 38 for a dis-
cussion of the determination of market shares for small 
business lending.) 

These estimations raise questions as to the accuracy 
of competit ive evaluations of small business lending 
for several reasons. First, conditions within individual 
markets may differ, and the commercial loan-to-deposit 
ratio for the whole institution may bear little resem-
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blance to its ratio in a specif ic market . In fact, this 
p rob lem may b e c o m e even greater a f t e r in ters ta te 
branching takes effect in 1997, as banks consolidate 
their individual subsidiaries into branches. Second, 
evaluations are made by examining total small business 
loan amounts outstanding rather than using the number 
of loan originations. Institutions with very few (but rel-
atively large) loans or those that have recently been in-
active business lenders may be given disproportionate 
weight. Third, it is not disclosed in the Call Report sub-
mitted by banks (see the box) whether the loans are se-
cured. Fourth, the Call Report defines loans to small 
bus inesses as "smal l loans ," or loans with original 
amounts of less than $ 1 million. Information on the size 
of the businesses receiving these loans is not available. 

Efforts to overcome the aforementioned problems 
have centered on calling each of the individual institu-
tions in the relevant geographic market. In theory, more 
accurate data could be obtained directly f rom bank 
branches; however, this approach only poses a new set 
of problems. First, these efforts can be quite costly (in 
terms of labor hours) to the institutions not involved in 
the proposed merger. As a result, they have little incen-
tive to comply with the regulatory request for data. 
Second, most institutions do not separate the relevant 
data by branch. In other words, the Call Report is gen-
erated for the institution, and its own records are kept 
in the same format. Third, even if branch-level data are 
available, some institutions may confuse (or combine) 
commercial and industrial and commercial real estate 
loans. 

Overall, the cluster (as a reasonable product market 
proxy) seems to significantly reduce information costs 
between banking institutions, their regulators, and fed-
eral antitrust enforcement agencies. However , com-
pelling theoretical and empirical evidence suggests that 
the market for small business loans deserves additional 
scrutiny in antitrust evaluations. Although a disaggre-
gated approach to product market definition is more in 
line with analysis performed in other industries, a num-
ber of measurement problems cloud any conclusion 
that an exclusive subproduct market approach would 
provide substantial benefits in excess of the aforemen-
tioned information costs.33 

Conclusion 

More than thirty years ago, legal precedent estab-
lished the relevant antitrust product market for banking 
as the "cluster of banking products and services." This 
aggregate approach to product marke t def ini t ion is 
unique to banking and contrasts with traditional an-
titrust analysis. Technological advancements have con-
sistently raised the level of competition in most banking 
products as more banks and nonbank competitors find 
it feasible to compete in distant geographic markets. 
However, while nonbank competition has been signifi-
cant in many retail banking markets, unsecured lending 
to small businesses remains primarily a "bank" product. 
Both theoretical and empirical evidence has confirmed 
that, because of problems caused by information asym-
metries, unsecured working capital loans are provided 
almost exclusively by local banks. As a result, geo-
graphic markets for these loans are generally defined 
more narrowly than those for the cluster of banking 
products and services, resulting in greater market con-
centration. It is this concentration (and its resulting ef-
fects on economic performance) that is of interest to 
antitrust authorities when evaluating bank mergers. 

Whether or not the compet i t ive analysis of bank 
mergers can benefit f rom examining small business 
lending markets depends on a number of factors, in-
cluding (1) the reliability of concentration estimates, 
(2) the e f fec ts of this concent ra t ion on consumers , 
(3) supply reactions to concentration, (4) the develop-
ment of supply substitutes (such as securitization), and 
(5) the adequacy and cost of information on small busi-
ness lending in each local geographic market. Even if a 
disaggregated approach were adopted, it might be rea-
sonable to continue the cluster analysis as a low-cost 
initial screen for bank merger applications. In sum, as a 
policy of examining small business loans is clearly ar-
ticulated and data become more reliable, the benefits 
to consumers from examining particular subproducts 
(such as small business loans) in banking antitrust eval-
uations will become clearer. 
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Market Share Calculation for Small Business Lending 

In order to determine the market shares of each institu-
tion competing in a particular market, data f rom the Con-
solidated Reports of Condition and Income (Call Reports) 
on small loans to businesses are compiled.1 Because Call 
Reports g ive aggregate measurements (for each institu-
tion as a whole), the level of lending within an individual 
market will often have to be estimated. These estimates 
are constructed by first determining the relative presence 
of each bank in the market by dividing its in-market de-
posits by its total (institution-wide) deposits.2 This ratio is 
then multiplied by the bank ' s loans to small businesses 
outstanding (from the Call Report) to determine an esti-
mate of in-market small business lending. Once these es-

timations are completed for all market participants, indi-
vidual market shares may be computed. See Table A for 
an example of how market shares are calculated for small 
business loans. 

Notes 

1. The Consolidated Reports of Condition and Income col-
lect basic financial data of commercial banks, including 
balance sheet, income statement, and supporting sched-
ules. Each bank submits these reports quarterly to its pri-
mary regulator. 

2. As ment ioned previously, deposit data by branch are 
available, but loan data are not. 

Table A 
Athens, Georgia, Banking Market 

Small Business Loans (SBLs) 
(Data as of June 30, 1994) 

Estimated SBL 
Total Total In-Market In-Market Market 

Holding Company/Institution SBLs Deposits Deposits SBLs Share 

Synovus Financial Corporation/Athens First Bank and 19,217 372,847 
Trust Company 

Suntrust Banks, Inc/Trust Company Bank of NE Georgia 22,035 241,156 

NationsBank Corporation/NationsBank of Georgia 868,004 8,645,894 

First Commerce Bancorp/First National 6,333 104,779 
Bank of Commerce 

Oconee State Bank 9,901 73,524 

Bank South Corporation/Bank South NA 252,811 4,403,626 

First American Bancorp/First American Bank and 2,505 68,309 

Trust Company 

First National BankcorpVFirst National Bank of 9,070 55,273 
Jackson County 

Georgia National Bancorp/Georgia National Bank 6,958 53,713 

Community Bankshares/Community Bank and 3,850 42,745 

Trust Company-Jackson 

Bank of Danielsville 665 42,023 

TCB Bancshares/Commercial Bank 808 35,825 

Bank of Georgia 1,505 34,852 

Merchants and Farmers Bank 255 32,903 

Main Street Banks/Southern Heritage Savings Bank 1,101 22,641 

Southtrust Corporation/Southtrust Bank of Georgia 88,084 2,067,791 

Peoples Holding Company/Peoples Bank 7,027 95,102 

First Security Bankshares/Braselton Banking Company 347 5,637 

Total Market 1,300,476 16,398,640 

296,519 15,283 15.00 

204,479 18,684 18.34 

200,395 20,119 19.75 

87,761 5,304 5.21 

73,524 9,901 9.72 

72,904 4,185 4.11 

68,309 2,505 2.46 

55,273 9,070 8.90 

53,713 6,958 6.83 

42,745 3,850 3.78 

42,023 665 0.65 

35,825 808 0.79 

34,852 1,505 1.48 

32,903 255 0.25 

22,641 1,101 1.08 

12,234 521 0.51 

11,247 831 0.82 

5,637 347 0.34 

352,984 101,892 100.00 

*Also includes deposits of a branch of Bank of Banks County. 
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Notes 

1. The Federal Reserve has jurisdiction over mergers of state 
member banks and mergers or acquisitions by bank holding 
companies. The Comptroller of the Currency has primary 
responsibility for mergers of national banks. The Federal 
Deposit Insurance Corporation oversees insured state non-
member banks. 

2. Specifically, United States v. Philadelphia National Bank, 
374 U.S. 321 (1963), found commercial banking to be the 
relevant product market (or a distinct line of commerce) and 
the geographic market to be local for Clayton Act purposes. 
(The Clayton Act of 1914, along with the Sherman Act 
[1980] and the Federal Trade Commission Act 11914], is 
one of three major statutes governing antitrust policy. The 
Clayton Act is directed primarily against four specific prac-
tices: price discrimination that lessens competition, tie-ins 
and exclusive dealing that lessen competition, mergers that 
reduce competit ion, and interlocking directorates among 
competing firms.) 

3. It should be noted that the Board of Governors of the Feder-
al Reserve has not made a public statement about its willing-
ness to examine small business lending in analyzing merger 
applications. 

4. In practice, approximations are made in specifying both 
product and geographic markets. In fact, the definition of the 
relevant market(s) is often contested in antitrust cases. 

5. See United States v. E.I. DuPont de Nemours & Co., 351 
U.S. 377 (1956), and Brown Shoe Co. v. United States, 370 
U.S. 294 (1962). These cases are discussed in Carlton and 
Perloff (1994). 

6. Ordinarily, this price increase is assumed to be 5 percent. 
7. The Justice Department's 5 percent test is applicable to geo-

graphic market definitions as well as those for product mar-
kets. 

8. Market shares are based on the percentage of total deposits 
controlled by each firm within a specific market. 

9. The most often cited concentration ratios are the three-firm 
(CR3) and four-firm (CR4) ratios. 

10. The HHI measures the sum of squared market shares of each 
firm in the market. Thus, the HHI ranges from zero in a per-
fectly competitive market with an infinite number of firms to 
10,000 in a purely monopolistic market with one firm. In the 
1992 Horizontal Merger Guidelines, a market in which the 
HHI is less than 1,000 is considered unconcentrated; be-
tween 1,000 and 1,800, moderately concentrated; and ex-
ceeding 1,800, highly concentrated. 

11. See Carlton and Perloff (1994) for an overview of the struc-
ture-conduct-performance paradigm. 

12. Structure-performance studies have been conducted for nu-
merous industries. In addition, the methodological critique 
presented by Gilbert (1984) is not unique to studies of the 
banking industry. See Carlton and Perloff (1994) for a dis-
cussion of both of these issues. 

13. See Berger and Hannan (1989), Calem and Carlino (1991), 
and Hannan (1991). 

14. For example, secured commercial lending is dominated by 
commercial finance companies, factoring companies, and 

the use of trade credit. In addition, mortgage companies, 
thrifts, credit unions, and finance companies all originate 
mortgage loans. 

15. See United States v. Philadelphia National Bank, 374 U.S. 
321 (1963). 

16. The court opined that "in banking, as in most service indus-
tries, convenience of location is essential to effective compe-
tition. Individuals and corporations typically confer the bulk 
of their patronage on banks in their local community; they 
find it impractical to conduct their banking business at a dis-
tance" (358). 

17. See United Slates v. Phillipsburg National, 399 U.S. 350 
(1970), and United States v. Central State Bank, 621 F.Supp 
1276(1985). 

18. Transactions accounts and small business loans are offered 
by few nonbank providers. In addition, customers for these 
products arc considered to be "locally limited," resulting in a 
more narrowly defined geographic market. These points are 
discussed below. 

19. See United States v. Connecticut National Bank, 418 U.S. 
656(1974). 

20. DIDMCA allowed savings and loan associations to make 
consumer loans and offer consumer checking (NOW) ac-
counts and phased out interest rate ceilings on time and sav-
ings deposits. The Garn-St Germain Act, in turn, allowed 
federally chartered thrifts to hold up to 10 percent of their 
assets in commercial loans and to enhance their consumer 
lending activities and allowed both banks and thrifts to offer 
money market accounts. 

21. The Justice Department, on the other hand, recognizes thrift 
deposits at only 20 percent of their total. 

22. In the 1992 Horizontal Merger Guidelines, mergers in highly 
concentrated markets (those with an HHI exceeding 1,800) 
must not produce a change in the HHI of more than 50 
points. For bank mergers, a change of 200 points is allowed 
in recognition of nonbank competition. In practice, these 
threshold levels represent only a reference point in examining 
mergers that exceed them. See Holder (1993b) for a discus-
sion of "mitigating factors," or additional considerations ex-
amined by antitrust authorities in these merger applications. 

23. The Department of Justice considers firms with up to $10 mil-
lion in annual revenues as small businesses. Some merger 
cases of interest include First Hawaiian/First Interstate of 
Hawaii (1990), Flcet-Norstar/Bank of New England (1991), 
Society/Ameritrust (1992), and Bank of America/Security 
Pacific (1992). 

24. Commercial banks and small businesses have a unique rela-
tionship. Small businesses rely almost exclusively on local 
commercial banks for working capital loans. In turn, many 
smaller banks rely on these businesses for the bulk of their 
commercial lending, as many middle-market and large firms 
have taken their business to only the largest banks or to pub-
lic capital markets. 

25. In such a case an individual bank would bear the entire social 
cost of resolving this issue while accruing only the private 
benefit. 
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26. Such a credit relationship can be described as a close and 
continuous interaction between borrower and lender that 
generates useful information about the borrower's financial 
state. 

27. Adverse selection implies that as higher interest rates are 
charged, riskier borrowers may solicit loans, while moral 
hazard implies that (creditworthy) borrowers may take on 
riskier investments. 

28. The issues presented above are not applicable for secured 
credit. The differences between secured and unsecured credit 
are discussed below. 

29. If the borrower's financial condition deteriorates, the bank 
must either refuse future loans or call the loan if the firm vi-
olates any covenants. 

30. In such a case, structural numbers (as measured by the HHI) 
for the cluster of banking products and services (for which 
deposits are proxies) would not exceed Justice Department 
guidelines, while numbers for an individual product (such as 
small business loans) might exceed threshold levels. The op-

posite scenario, of course, would be a situation in which the 
merger passed an antitrust screening using a subproduct 
market approach, while it would have failed the cluster test. 
This second scenario, however, is believed to be much less 
likely because geographic markets for small business loans 
are generally defined more narrowly. 

31. Summaries of deposit data, which are used as a proxy for the 
cluster of bank products and services, are readily available 
from the Federal Deposit Insurance Corporation and from a 
number of commercial vendors. Also, most Federal Reserve 
Banks have predefined geographic market definitions that 
are available upon request. 

32. For example, when analyzing competition within small busi-
ness lending, the geographic market may be defined more 
narrowly than that for the traditional (cluster) analysis. 

33. It should be mentioned that these measurement problems 
would exist in analysis of almost any industry. In fact, as a 
regulated industry, banking data are unusually uniform and 
complete. 
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ommercial banks enjoyed another highly profitable year in 1994, 
continuing the trend that began in 1992. Net income reached a 
new record—$44.5 billion, up from the previous year 's record 
$43.0 billion. Further widening of net interest margins, adjusted 
for risk and nontaxable earnings, drove earnings growth. These 

wider margins resulted primarily from continued declines in loan-loss provi-
sions. (Tables 1 and 2 provide interest margin and loan-loss data on the na-
tion's banks for 1990-94). Banks in the Southeast again outperformed the 
national average. 1 (See Box 1 for a discussion of bank performance mea-
sures.) 

Favorable conditions in the nation's economy stimulated loan demand 
and helped curtail loan losses. These conditions, added to several years of 
working out the industry's problems, also helped improve the health of the 
banking industry. Only eleven banks failed in 1994, compared with forty-
two in 1993. The number of banks classified as "problem institutions" by 
the FD1C also fell, from 426 in 1993 to 247 in 1994. The assets held by prob-
lem institutions fell even more drastically, by 86.4 percent, from $242 billion 
in 1993 to only $33 billion in 1994 (FDIC 1994, 4). Strength in the south-
eastern economy helped avoid bank failures in the region; no southeastern 
commercial banks failed in 1993 or 1994. 
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Z?ank Profitability Measures 

The two primary profitability measures, return on 
assets (ROA) and return on equity (ROE), remained 
strong in 1994, but both were down slightly f rom 
1993 levels (see Tables 3 and 4). Although net in-
come increased by 3.5 percent in 1994, both assets 
and equity grew faster (by 8.1 percent and 5.2 per-
cent, respectively), causing profitability measures to 
fall somewhat. (Part of the asset and equity growth 
was accounted for by changes in accounting rules. 
These are discussed below.) Banks' ROA dropped 
less than 5 percent to 1.17 percent in 1994 (from 1.23 
percent in 1993), while ROE fell by about the same 
proportion (from 15.78 percent in 1993) to 14.90 per-
cent. The decline in overall ROA resulted primarily 
from a dip in the profitability of the nation's largest 
institutions (those with assets exceeding $1 billion). 2 

The smallest banks (those with assets less than $100 
million) also registered slight declines in profitability 
as measured by ROA. Banks with assets between 
$100 million and $1 billion generally improved their 
ROA in 1994. 3 

Banks managed to slightly improve their adjusted 
net interest margins in 1994 from a strong 1993 level. 
Although interest income increased, interest-earning 
assets grew more, causing a decline in interest revenue 
as a percentage of interest-earning assets (gross inter-
est return) (see Table 7). Together, a modest decline in 
interest expense per dollar of interest-earning assets 
and in loan-loss expense more than compensated for 
the diminished gross interest return (see Table 8). 

Intermediation. The moderate economic expan-
sion throughout 1994 stimulated loan demand, result-
ing in a 9.85 percent increase in net loans and leases 
outstanding. 4 Adjusted net interest margins were little 
changed, rising only 0.05 to 4.07 from the 1993 level. 
This small change fails to reflect the significant devel-
opments among the components that aggregate to net 
interest margins. 

The 1994 data reveal proportionally less growth in 
total interest revenue (4.19 percent) than in interest-
earning assets, resulting in a 3.27 percent drop in the 
ratio of interest revenue to interest-earning assets. This 
drop seems to present a paradox of growth in interest 
revenues lagging behind growth in interest-earning as-
sets during a period of rising interest rates. This phe-
nomenon applies particularly to the largest class of 
banks, which strongly influence the figures for all 
banks. For these larger banks the paradox can be ex-
plained by certain accounting changes regarding the 

treatment of securities and derivative assets (detailed in 
the section on balance-sheet developments below). The 
net effect of these accounting changes was to cause a 
one-time increase in the measured interest-earning asset 
base (including all trading account assets) for those banks 
that deal in derivatives. Virtually all of these are in the 
large bank category. Inflation of the interest-earning 
asset base is estimated to have caused a 29 basis point 
decrease in interest revenue as a percentage of interest-
earning assets. This decrease accounts for 78 percent of 
the drop in this statistic.5 Note that a decrease similar to 
this 29 basis point decline also applies to interest ex-
pense as a percentage of interest-earning assets for the 
large banks. However, as loan demand expanded, these 
banks chose to fund a portion of new loans by seeking 
additional funds from more expensive sources, pushing 
expenses up and partially offsetting the interest expense 
ratio drop caused by asset inflation. This behavior ex-
plains a fall of only 16 basis points in the large bank in-
terest expense ratio from 3.58 to 3.42. 6 

Interest expenses for all banks rose proportionally 
less than net interest-earning assets, resulting in a 
small decrease of 0.10 in interest expense as a percent-
age of interest-earning assets. Unadjusted for loan-loss 
expenses, the interest margin would have fallen from 
4.55 in 1993 to 4.39 in 1994. Loan-loss reserves were 
significantly reduced in 1994, largely offsetting the re-
ported decline in interest revenue as a percentage of 
interest-earning assets. 

Provisions for Loan and Lease Losses. Bank cred-
it quality continued to improve in 1994 as provisions 
for loan losses as a percentage of interest-earning as-
sets declined by 39.6 percent from the 1993 level. Non-
current loans declined every quarter in 1994, and bank 
holdings of foreclosed property fell by $6.7 billion dur-
ing the year. 7 Net loan charge-offs for 1994 fell to their 
lowest level since 1984 (FDIC 1994, 2). Table 2 shows 
that commercial banks' loan-loss provisions as a per-
centage of interest-earning assets fell to 0.32 percent 
(lrom 0.53 percent in 1993 and 0.88 percent in 1992). 
In spite of declining loan-loss provisions, the ratio of 
reserves to noncurrent loans rose to the highest level 
ever reported. 8 W. Scott Frame and Christopher L. 
Holder (1994) have identified three factors contribut-
ing to improving credit quality in recent years: good 
general economic conditions, the disappearance of 
weak institutions by merger or failure, and purging of 
problem loans from bank portfolios in recent years. In 
short, the general condition of the banking industry has 
improved, allowing banks to reduce their loan-loss al-
lowances and, in some cases, to recapture some of their 
loan-loss reserves. 
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Although banks in nearly every size category en-
joyed reductions in loan-loss expenses, both the size 
of the declines and the level of loan-loss provisions 
varied greatly among the size classes. While the na-
tion's largest banks still set aside the greatest percent-
age of their assets for loan losses, they again posted 
the most impressive decline in loan-loss expenses per 
dollar of assets. These declines account for the bulk of 
the 1994 reduction (in dollar terms) in all-bank loan-
loss expenses. The percentage of loans at the largest 
banks classified as nonperforming shrank by more 
than 40 percent. 9 However, the largest banks still have 
a higher proportion of nonperforming loans than other 
banks (see Table 9). 

Unlike their larger counterparts, the nation's smallest 
institutions posted increases in loan-loss expenses in 
1994. The authors' telephone conversations with offi-
cers of community and independent bankers associa-
tions identified several factors potentially contributing 
to this difference. First, small banks frequently have 
less geographic and industrial diversity in their loan 
portfolios, exposing them to greater risk in local eco-
nomic shocks. Second, small banks may be taking ad-
vantage of the near record earnings in 1994 to build 
reserves without excessively reducing dividends or 
earnings per share. Third, management at the smallest 
banks may face less shareholder pressure to maintain 
and increase ROA and ROE. Managers of small banks 
also suggested that they may be less inclined than their 
counterparts at larger banks to manage loan-loss re-
serves in order to smooth profitability. Finally, many of 
the smallest banks did not build the high levels of re-
serves observed at the larger banks in previous years. 
As their loans increase, these small banks must continue 
to add to their reserves to maintain appropriate levels. 

Noninterest Expenses and Revenues. In 1994 em-
ployment expenses were relatively stable but slightly 
higher for nearly every size class. The smallest banks 
in particular bear high and increasing employment 
expenses as a percentage of total assets. Occupan-
cy expenses were also higher for most size classes 
($50 mill ion-$l billion in assets). However, overall 
noninterest expense as a percentage of assets declined, 
reflecting, mainly, rapid asset growth (Table 10). 

Noninterest income as a percentage of total assets 
decreased slightly in 1994, driven by declines at banks 
with total assets exceeding $500 million (Table 11). 
For smaller banks, noninterest income as a percentage 
of total assets increased. Banks of all sizes, on aver-
age, experienced small losses on securities activities, 
reversing the small gains of each of the previous four 
years (see Table 12). 

Balance-Sheet Developments. The aggregate com-
mercial bank balance sheet shows that banks experienced 
an 8.1 percent increase in total assets in 1994. A sig-
nificant part of this increase was due to the changes 
caused by regulatory adoption of Financial Account-
ing Standards Board Interpretation 39 (FASBI 39) . 1 0 

FASBI 39 limited banks' ability to net the value of 
off-balance-sheet derivative contracts, thus causing a 
one-time increase in reported assets (see Table 6) 
(FDIC 1994, 2). About one-third of the 1994 reported 
increase in total assets was attributable to the effects 
of FASBI 39. These increases are, in turn, responsible 
for roughly half the observed decline in the average 
ROA (William B. English and Brian K. Reid 1995). 

The aggregate balance sheet for year-end 1994 in-
dicates that the dollar amount of total equity capital 
rose by 5.2 percent. However, capital as a percentage 
of total assets fell from 8.0 percent in 1993 to 7.8 per-
cent in 1994 as a result of the rapid asset growth gener-
ated by rising loans and accounting changes. 

The aggregate dollar volume of securities held de-
clined slightly from December 31, 1993, to Decem-
ber 31, 1994. However, reported securities holdings as 
a percentage of total assets declined by 8.9 percent. 
Declining securities holdings resulted in part from 
banks' selling securities, and not replacing maturing 
securities, to fund loan demand. To the extent that 
holdings of Treasury securities were reduced to fund 
increased loan demand, banks have added to the risk 
of their total assets while increasing their margins. 

Another factor in the reduction in securities was the 
adoption of Statement of Financial Accounting Stan-
dards Number 115 (SFAS 115), which resulted in 
banks' marking a much larger share of their securities 
to market. 1 1 SFAS 115 caused banks to reduce their re-
ported securities holdings by about $11.5 billion and 
their reported equity capital by approximately $7.9 bil-
lion (FDIC 1994, 2). Declining Treasury prices (result-
ing from rising interest rates) and securities holdings 
were responsible for the remaining reductions in re-
ported securities holdings. (Commercial bank balance-
sheet developments for U.S. and southeastern banks 
during 1994 are shown in Box 2.) 

Banks in the Southeast 
Banks in the Southeast exceeded nationwide prof-

itability figures. The region's ROA and ROE were 
1.29 percent and 15.41 percent, respectively, com-
pared with a 1.17 percent ROA and a 14.90 percent 
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ROE nationally (see Tables 13-16). Nevertheless, all 
of the Sixth Federal Reserve District states except 
Florida and Georgia showed a slight decline in both 
ROA and ROE from 1993 levels. Mississippi and 
Georgia banks remained below national ROE levels. 
Even so, twenty-seven of the one hundred most prof-
itable large community banks and twelve of the one 
hundred most profitable small community banks were 
headquartered in Sixth Federal Reserve District states. 1 2 

Florida banks posted significant increases in both 
ROA and ROE, with ROA rising to 1.29 percent and 
ROE increasing to 16.64 percent, up 12.2 percent and 
8.0 percent, respectively, from 1993. The improve-
ment in Florida's profitability was primarily the result 
of an increase in the adjusted net interest margin from 
4.52 percent in 1993 to 4.58 percent in 1994. For 1994 
the national average was 4.07 percent and the south-
eastern average was 4.53 percent. In addition, Florida 
banks' total noninterest expense was only 3.39 percent 
of total assets, well below national and southeastern 
averages. This outcome was primarily the result of 
lower-than-average wage and salary expenses. 

Louisiana banks also did well. Fifteen of the one 
hundred most profitable large community banks in the 
nation make Louisiana their home, more than any other 
state except Texas (Terrance O'Hara 1995). However, 
Louisiana showed a marked decline in both profitabili-
ty measures from 1993 levels. Even with the decline, 
Louisiana banks led the region in ROA performance 
and were a close second to Florida in ROE achieve-
ment . During the recent bad years in Louis iana , 
bankers have exercised more conservative lending 
practices and rid their loan portfolios of nonperform-
ing and questionable loans. As Louisiana's economy 
has improved, banks have rapidly increased their lend-
ing in all categories without significant increases in 
nonperforming loans. Much of the loan gains are in re-
tail lending, which generally offers higher margins than 
commercial lending. Noninterest expenses, primarily 
wage and premises expenses, have been higher than 
average, however, keeping Louisiana's performance 
from reaching even better levels. 1 3 

Despite equaling the region's banks in ROA, Geor-
gia banks remained below regional and national av-
erages in ROE in 1994. Georgia's lower ROE per-
formance is related to higher levels of equity capital. 
A contributing factor may be the state's restrictive 
branching laws, which have led to a disproportionate 
number of small, more highly capitalized banks. 

The average adjusted net interest margin of banks 
in the Southeast was subject to the same influences 
that produced a stable margin for banks in the nation 

as a whole. Despite these factors, southeastern interest 
revenues and expenses both rose as a percentage of as-
sets. This development may be due to a limited effect 
of FASBI 39 on banks in the region. Lower loan-loss 
expenses, used as a proxy adjustment for risk, allowed 
the margin to remain unchanged. Still, banks in the 
Southeast continued to earn a higher margin than the 
overall average for the nation (see Tables 17-22). 

Net loans grew by 13.3 percent in the Southeast, 
compared with 9.9 percent nationally. Southeastern 
banks also did better than banks in the nation as a 
whole in deposit gathering. Total domestic deposits in-
creased by 6.0 percent, while they rose only 0.6 per-
cent nat ionwide. In addit ion, southeastern banks 
reduced their securities holdings by 2.7 percent, com-
pared with the national decline of 1.7 percent. As with 
banks in the rest of the nation, part of this decline was 
attributable to the substitution of loans for securities. 

The level of loan-loss provisions was the same or 
lower in the Southeast (with the exception of Georgia) 
than in the nation, and every southeastern state except 
Louisiana posted a decline in loan losses as a percent-
age of interest-earning assets (see Tables 23 and 24). 
Similarly, nonperforming loans (as a percentage of to-
tal loans) were lower for Sixth District banks than for 
the nation's (Tables 25-27). Louisiana banks had a 
negative loan-loss provision for the second consecu-
tive year because they recovered from high loan-loss 
reserves remaining from the early 1990s. These recov-
eries significantly boosted their earnings performance 
in 1993 and 1994. 

As might be expected, given the historically low 
level of international activity by southeastern banks, 
Sixth District banks were not hit as heavily as the 
large money center and multinational banks by declin-
ing income from foreign exchange trading and other 
foreign transactions. In addition, the region's banks 
achieved increases in fee income much larger than 
national gains . 1 4 However, noninterest income as a 
percentage of total assets decreased in 1994 as interest-
earning assets grew rapidly. 

Conclusion and Outlook for 1995 
Commercial banks had record net income in 1994, 

but their ROA and ROE were slightly lower than those 
of 1993. The favorable economic conditions allowing 
such profitability are a continuation of the trend that 
began in 1992. Continued declines in loan-loss provi-
sions were the primary catalysts for increases in ad-

14 Economic Review May/June 1995 Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

May 1995



justed net interest margins. Lower noninterest expense 
ratios and higher interest-earning assets also contribut-
ed to 1994's performance. Yet asset and equity growth 
exceeded earnings growth, and ROA and ROE slipped. 

In 1995, levels of net income margins, ROA, and 
ROE should remain near historic highs. Major ac-
counting changes are unlikely to influence reported as-
sets. A substantial reduction in FDIC premiums will 
also have a positive impact on earnings ratios. The ex-
act benefit to the bottom line will depend on the tim-
ing and amount of the premium refunds as well as the 
outcome of discussions on differences in deposit in-
surance premiums for thrifts and banks. 1 5 Other poten-
tial influences to banks' 1995 performance include 

some deceleration in economic growth and its conse-
quences for credit quality and loan demand. If there is 
an economic "soft landing," banks will probably have 
relatively stable earnings, although interest income 
will be somewhat lower as loan demand returns to 
normal levels. Lower loan demand would reduce in-
terest revenue, in turn, possibly lowering net interest 
margins and net income. It appears, however, that 
banks are well covered by their loan-loss reserves for 
1995, so the immediate impact of any decline in credit 
quality should be small. In short, 1995 earnings should 
be solid, although profitability may be somewhat low-
er than in 1994. 

B o x i 
Banking Performance Measures 

The three pr imary measures presented in this art icle 
to gauge bank pe r fo rmance are ad jus ted net interest mar-
gin, return on assets, and return on equi ty. Adjus ted net 
i n t e r e s t m a r g i n is s i m p l y t he d i f f e r e n c e b e t w e e n a 
b a n k ' s interest income (adjusted for t ax-exempt securi-
ties earn ings and loan- loss provis ions) and interest ex-
penses , divided by average interest-earning assets. This 
measure is s imilar to a bus iness ' s gross prof i t marg in ex-
cept that sales of fee-based services by banks are not in-
c luded . 1 Interest r evenue f rom t ax -exempt securi t ies is 
ad jus ted upward by the b a n k ' s marginal tax rate to avoid 
penal iz ing insti tutions with substantial state and local se-
curities portfol ios , which earn less interest but reduce tax 
burdens . Loan- loss expenses are substi tuted as a rough 
measure of risk to place banks that make lower-risk loans 
at lower interest rates on a more equal basis with institu-
tions whose higher-risk loans earn higher rates. 

Return on assets, or the ratio of net income to aver-
age assets, demons t ra tes how prof i tably a b a n k ' s m a n -
agemen t is us ing the f i l m ' s assets. In contrast , return on 
equi ty , or the rat io of net i ncome to average equity, tells 
a bank ' s shareholders how much the institution is earn-
ing on the b o o k va lue of the i r i n v e s t m e n t s . Ana ly s t s 
looking to c o m p a r e profi tabil i ty (while ignoring d i f fer -
ences in equity capital ratios) general ly focus on R O A , 
whi le those wishing to focus on returns to shareholders 
look at R O E . 

The three measures are defined as fol lows: 
Adjus ted Net Interest Margin = 

Adjus ted Interest Revenues - Interest Expense 

Return on Assets = 
Net Income 

Average Consol idated Assets 

Return on Equity = 
Net Income 

Average Equity Capital 

A v e r a g e in teres t -earning assets , and equi ty capital a re 
der ived by averag ing beg inn ing- , middle- , and end -o f -
year balance-sheet f igures. 

The bank data used in this article were taken f rom the 
federal bank regu la to r s ' quar ter ly Repor t of Condi t ion 
and I n c o m e (Call Repor t ) for insured domest ic c o m m e r -
cial banks . The sample consists of all banks that had the 
s ame identif ication number at the beginning and the end 
of the year. The n u m b e r of banks in the 1994 sample is 
10,384, a 4 .6 percent decl ine f rom 1993. The n u m b e r of 
b a n k s in the s ix-s ta te r eg ion d e f i n e d as t he S o u t h e a s t 
was 1,496, a 4 .4 percent decl ine f rom 1993. 

Note 

1. Fee-based (noninterest) income is derived f rom deposit 
service charges, charges for letters of credit, and other 
bank-related activities. 

Average Interest-Earning Assets 
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Box 2 
Balance Sheet for Commercial Banks 

(Millions of dollars) 

Dec. 31, 1994 

U.S. Commercial Banks 

Assets 

Cash and balances due from depository institutions 
Noninterest-bearing balances and currency and coin 
Interest-bearing balances 

Securities 
Federal funds sold 
Securities purchased under agreements to resell 
Loans and lease financing receivables 

Loans and leases net of unearned income 
Less allowance for loan and lease losses 
Less allocated transfer risk reserve 

Loans and leases, net of above items 
Assets held in trading accounts 
Premises and fixed assets 
Other real estate owned 
Investments in unconsolidated subsidiaries and 

associated companies 

Customers' liability on acceptances outstanding 

Intangible assets 

Other assets 

Total assets 

Dec. 31, 1993 
Percentage 

Change 

208,106.4 188,134.9 10.6 
94,264.0 83,799.2 12.5 

813,878.0 828,032.9 - 1 . 7 

128,961.2 123,182.6 4.7 

19,592.2 27,120.6 -27 .8 

2,344,209.6 2,139,326.4 9.6 
51,712.1 52,400.8 - 1 . 3 

149.8 174.1 -14.0 
2,292,347.6 2,086,751.4 9.9 

193,873.9 122,362.5 58.4 

58,398.6 55,084.8 6.0 

10,133.1 16,755.2 - 3 9 . 5 

3,709.7 3,592.7 3.3 

13,433.8 13,306.9 1.0 

23,859.6 17,892.1 33.4 

124,382.7 119,021.5 4.5 

3,984,940.8 3,685,037.4 8.1 

Liabilities 

Deposits 
In domestic offices 

Noninterest-bearing 
Interest-bearing 

In foreign offices, Edge and Agreement subsidiaries, and IBFs 
Noninterest-bearing 
Interest-bearing 

Federal funds purchased 
Securities sold under agreements to repurchase 
Demand notes issued to the U.S. Treasury 
Trading liabilities 
Other borrowed money 

Mortgage indebtedness and obligations under capitalized leases 

Banks' liability on acceptances executed and outstanding 

Subordinated notes and debentures 

Other liabilities 

Total liabilities 
Limited-life preferred stock and related surplus 

2,422,296.8 2,408,020.8 0.6 
553,111.3 553,321.0 0.0 

1,869,185.5 1,854,699.8 0.8 
431,817.8 329,906.4 30.9 

15,722.4 15,641.1 0.5 
416,095.4 314,265.3 32.4 

221,394.8 177,060.3 25.0 

88,041.1 95,1 74.9 - 7 . 5 

15,688.4 34,951.6 -55.1 

1 18,754.4 NA N A 

232,399.9 186,118.5 24.9 

1,512.9 1,810.0 -16 .4 

13,495.0 13,401.4 0.7 

40,571.4 37,147.7 9.2 

88,544.3 106,437.6 -16 .8 

3,674,516.8 3,390,029.2 8.4 

1.8 4.9 -62.9 
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Percentage 
Dec. 31, 1994 Dec. 31, 1993 Change 

Equity Capital 

Perpetual preferred stock and related surplus 1,481.6 1,486.7 -0 .3 

Common stock 34,240.4 32,553.6 5.2 

Surplus 135,563.7 126,153.1 7.5 

Undivided profits and capital reserves 147,995.2 133,032.4 11.3 

Net unrealized gain (loss) on marketable equity securities (7,842.8) 2,906.4 169.9 

Cumulative foreign currency translation adjustments (1,015.9) (1,128.7) -10.0 

Total equity capital 310,422.2 295,003.4 5.2 

Total liabilities, limited-life preferred stock, and equity capital 3,984,940.8 3,685,037.4 8.1 

Southeastern Commercial Banks 

Assets 

Cash and balances due from depository institutions 
Noninterest-bearing balances and currency and coin 
Interest-bearing balances 

Securities 
Federal funds sold 

Securities purchased under agreements to resell 
Loans and lease financing receivables 

Loans and leases net of unearned income 
Less allowance for loan and lease losses 
Less allocated transfer risk reserve 

Loans and leases, net of above items 
Assets held in trading accounts 
Premises and fixed assets 
Other real estate owned 
Investments in unconsolidated subsidiaries and 

associated companies 
Customers' liability on acceptances outstanding 
Intangible assets 
Other assets 
Total assets 

24,949.3 22,299.9 11.9 
3.709.4 4,595.6 -19.3 

104,789.2 107,649.5 -2.7 
15,808.0 13,980.0 13.1 

2,079.6 2,325.4 -10.6 

275,323.2 242,919.6 13.3 
4.928.5 4,773.7 3.2 

0.5 14.4 -96.5 
270,394.2 238,131.5 13.6 

655.7 1,091.0 -39.9 
7,458.9 6,997.2 6.6 
1,022.2 1,571.1 -34.9 

131.2 139.0 -5 .6 

1.106.2 1,176.4 -6 .0 
2.912.3 1,775.8 64.0 
8,587.9 7,155.1 20.0 

443,604.1 408,887.4 8.5 

Liabilities 

Deposits 
In domestic offices 

Noninterest-bearing 
Interest-bearing 

In foreign offices, Edge and Agreement subsidiaries, and IBFs 
Noninterest-bearing 
Interest-bearing 

Federal funds purchased 
Securities sold under agreements to repurchase 

342,744.8 323,480.4 6.0 
66,358.7 63,871.9 3.9 

276,386.1 259,608.5 6.5 
4,291.9 1,945.1 120.7 

18.3 19.9 -8 .0 
4,273.6 1,925.1 122.0 

30,233.7 19,347.8 56.3 

10,258.2 13,543.1 -24.3 

Continued on page 18 
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Continued from page 17 

Percentage 

Dec. 31, 1994 Dec. 31, 1993 Change 

Liabilities 

Demand notes issued to the U.S. Treasury 
Trading liabilities 
Other borrowed money 
Mortgage indebtedness and obligations under capitalized leases 
Banks' liability on acceptances executed and outstanding 
Subordinated notes and debentures 
Other liabilities 
Total liabilities 

Limited-life preferred stock and related surplus 

903.6 2,277.7 -60.3 

100.5 NA NA 

10,132.0 6,614.2 53.2 

131.8 112.2 17.5 

1,106.2 1,176.4 -6.0 

1,712.6 846.5 102.3 

5,340.8 5,429.2 -1 .6 

406,956.1 374,772.6 8.6 

0.6 1.8 -66.7 

Equity Capital 

Perpetual preferred stock and related surplus 

Common stock 

Surplus 
Undivided profits and capital reserves 
Net unrealized gain (loss) on marketable equity securities 
Cumulative foreign currency translation adjustments 
Total equity capital 
Total liabilities, limited-life preferred stock, and equity capital 

205.3 199.1 3.1 

2,565.8 2,436.6 5.3 

16,407.9 15,035.0 9.1 

18,250.3 1 5,858.5 15.1 

(781.9) 583.8 -233.9 

0.0 0.0 0.0 

36,647.4 34,113.0 7.4 

443,604.1 408,887.4 8.5 

Source: From "Consolidated Reports of Condition for Insured Commercial Banks," 1993-94, filed with each bank's respective regulator. 

Table 1 
Adjusted Net Interest Margin 

(Insured commercial banks by consolidated assets) 

All S0-S25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million $1 billion $1 b.ll.on+ 

1994 4.07 4.70 4.76 4.74 4.69 4.72 3.85 

1993 4.02 4.64 4.69 4.61 4.55 4.47 3.80 

1992 3.80 4.64 4.69 4.64 4.50 4.31 3.48 

1991 3.14 4.31 4.29 4.25 4.14 3.65 2.72 

1990 3.06 4.26 4.23 4.23 4.11 3.95 2.59 

Source- Figures in all tables have been computed by the Federal Reserve Bank of Atlanta from data in ''Consolidated Reports of Condition 
for Insured Commercial Banks" and "Consolidated Reports of Income for Insured Commercial Banks," 1990-94, tiled w,th each 

bank's respective regulator. 

. n . May/June 1995 18 Economic Review Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

May 1995



Table 2 
Loan-Loss Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks by consolidated assets) 

Year 
Al l 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$ 500 
million 

$500 million-
$1 billion $1 bil l ion+ 

1994 0.32 0.19 0.16 0.19 0.23 0.33 0.35 

1993 0.53 0.18 0.22 0.26 0.34 0.50 0.61 

1992 0.88 0.39 0.35 0.40 0.54 0.78 1.04 

1991 1.17 0.42 0.47 0.50 0.65 1.09 1.40 

1990 1.11 0.50 0.53 0.53 0.67 1.00 1.30 

Table 3 
Percentage Return on Assets 

(Insured commercial banks by consolidated assets) 

Year 
All 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$500 
million 

$500 million-
$1 billion $1 bil l ion+ 

1994 1.17 1.04 1.12 1.16 1.22 1.19 1.17 

1993 1.23 1.09 1.16 1.17 1.20 1.14 1.25 

1992 0.95 0.93 1.02 1.08 1.05 0.94 0.92 

1991 0.54 0.62 0.72 0.83 0.83 0.54 0.44 

1990 0.49 0.58 0.67 0.79 0.78 0.76 0.38 

Table 4 
Percentage Return on Equity 

(Insured commercial banks by consolidated assets) 

Year 
All 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$ 500 
million 

$500 million-
$1 billion $1 bill ion-f-

1994 14.90 9.73 11.18 12.01 13.49 14.19 15.73 

1993 15.78 10.38 11.82 12.40 13.77 14.06 16.98 

1992 13.24 9.25 10.82 11.93 12.61 12.52 13.86 

1991 8.05 6.24 7.86 9.40 10.51 7.50 7.35 

1990 7.64 5.85 7.43 9.01 9.95 10.25 6.68 

Federal Reserve Bank of Atlanta Economic Review U_ 
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

May 1995



Table 5 
Number of Banks by Asset Size 

(.Insured commercial banks) 

Year 
All 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$ 500 
million 

$500 million-
S i billion $1 bill ion+ 

1994 10,384 1,993 2,585 2,634 2,534 251 387 

1993 10,882 2,188 2,775 2,770 2,527 243 379 

1992 11,361 2,511 2,933 2,774 2,518 250 375 

1991 11,775 2,837 3,090 2,750 2,476 257 365 

1990 12,134 3,189 3,139 2,737 2,449 249 371 

Table 6 
Total Consolidated Assets' 

(Insured commercial banks) 

Year 
Al l 

Banks 
$0-$25 
million 

$25-$50 
million 

1994 3,773 32 93 

1993 3,521 35 98 

1992 3,344 41 103 

1991 3,318 44 108 

1990 3,292 49 110 

$50-$ 100 
million 

183 

192 

190 

188 

184 

$100-$ 500 
million 

482 

483 

481 

472 

459 

* Amounts in billions of dollars. 

$500 million-
S i billion 

167 

165 

170 

174 

163 

$1 bill ion+ 

2,816 
2,549 

2,359 

2,332 

2,327 

Table 7 
Tax-Equivalent Interest Revenue as a Percentage of Interest-Earning Assets 

(Insured commercial banks by consolidated assets) 

Year 
All 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$100 
million 

$100-$ 500 
million 

$500 million-
S i billion $1 bill ion+ 

1994 7.68 7.79 7.83 7.84 7.81 7.93 7.63 

1993 7.94 7.82 7.91 7.84 7.79 7.76 8.00 

1992 8.81 8.94 8.85 8.85 8.76 8.62 8.82 

1991 10.03 9.97 10.06 10.05 10.07 9.94 10.03 

1990 11.26 10.60 10.72 10.71 10.82 11.18 11.44 
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Table 8 
Interest Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks by consolidated assets) 

Year 
All 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$100 
million 

$100-$500 
million 

$500 million-
S i billion $1 bill ion-4-

1994 3.29 2.89 2.90 2.92 2.89 2.89 3.42 

1993 3.39 3.00 2.99 2.97 2.90 2.80 3.58 

1992 4.13 3.90 3.81 3.81 3.73 3.53 4.30 

1991 5.72 5.23 5.30 5.30 5.28 5.18 5.92 

1990 7.09 5.85 5.96 5.96 6.03 6.23 7.55 

Table 9 
Nonperforming Loans as a Percentage of Total Loans 

(Insured commercial banks by consolidated assets) 

Year 
All 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$ 500 
million 

$500 million-
S i billion $1 bill ion-f-

1994 1.54 1.30 1.17 1.20 1.27 1.33 1.63 

1993 2.44 1.55 1.43 1.49 1.62 1.82 2.74 

1992 3.34 2.02 1.80 1.75 1.96 2.31 3.87 

1991 3.76 2.12 2.08 2.03 2.19 2.72 4.34 

1990 2.71 1.88 1.80 1.68 1.70 1.91 3.07 

Table 10 
Total Noninterest Expense as a Percentage of Total Assets 

(Insured commercial banks by consolidated assets) 

Year 
All 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$ 5 00 
million 

$500 million-
S i billion $1 bill ion+ 

1994 3.78 3.96 3.67 3.55 3.66 3.76 3.82 

1993 3.95 3.94 3.64 3.45 3.68 3.80 4.06 

1992 3.91 4.06 3.57 3.44 3.61 3.73 4.03 

1991 3.73 3.95 3.56 3.40 3.49 3.63 3.82 

1990 3.50 3.93 3.46 3.32 3.34 3.56 3.53 
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T a b l e 11 
Noninterest I n c o m e as a Percentage of Total Assets 

(Insured commercial banks by consolidated assets) 

Year 
All 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$100 
million 

$100-$500 
million 

$500 million-
S i billion $1 bil l ion+ 

1994 1.91 1.22 1.06 1.03 1.27 1.31 2.15 

1993 2.02 1.21 1.02 0.93 1.24 1.39 2.34 

1992 1.88 1.23 0.86 0.90 1.14 1.31 2.20 

1991 1.73 1.03 0.84 0.88 1.05 1.29 2.02 

1990 1.63 1.08 0.82 0.83 0.93 1.30 1.91 

T a b l e 12 

Secur it ies G a i n s (Losses) before T a x e s as a Percentage of Total Assets* 
(Insured commercial banks by consolidated assets) 

Year 
All 

Banks 
$0-$25 
million 

$25-$50 
million 

$50-$100 
million 

$100-$ 500 
million 

$500 million-
S i billion $1 bill ion+ 

1994 (0.01) (0.01) (0.03) (0.03) (0.03) (0.03) (0.01) 

1993 0.08 0.07 0.06 0.06 0.06 0.07 0.09 

1992 0.12 0.11 0.08 0.09 0.09 0.08 0.13 

1991 0.09 0.05 0.05 0.06 0.07 0.07 0.10 

1990 0.01 0.00 0.00 0.00 0.00 0.01 0.02 

* Asset amounts in billions of dollars. 0.00 indicates securities gains (losses) that are less than 0.01 percent of total 

T a b l e 13 
Percentage Return on Assets 

(.Insured commercial banks in the Southeast by consolidated assets) 

Year 
Al l SE 
Banks 

S0-S25 
million 

S25-S50 
million 

$50-$ 100 
million 

$100-$500 
million 

$500 million-
S i billion $1 bill ion-t-

1994 1.29 1.06 1.16 1.21 1.37 1.30 1.28 

1993 1.26 1.06 1.17 1.23 1.30 1.23 1.27 

1992 1.05 0.73 0.98 1.06 1.13 0.97 1.05 

1991 0.66 0.14 0.58 0.75 0.88 0.67 0.60 

1990 0.52 0.03 0.60 0.64 0.82 0.65 0.41 
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T a b l e 1 4 
Percentage Return on Assets 

(Insured commercial banks in the Southeast by state) 

Year 
All SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1994 1.29 1.25 1.29 1.29 1.45 1.22 1.23 

1993 1.26 1.36 1.15 1.19 1.73 1.27 1.26 

1992 1.05 1.24 0.86 1.26 1.13 1.11 1.03 

1991 0.66 1.02 0.48 0.87 0.22 0.91 0.77 

1990 0.52 1.02 0.28 0.89 0.18 0.72 0.42 

T a b l e 15 
Percentage Return on Equity 

(Insured commercial banks in the Southeast by consolidated assets) 

Year 
All SE 
Banks 

$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$500 
million 

$500 million-
S i billion $1 bill ion+ 

1994 15.41 9.50 11.16 12.40 15.19 16.00 16.23 

1993 15.56 9.23 11.49 13.17 15.00 15.43 16.62 

1992 13.72 6.52 10.00 11.79 13.76 13.10 14.73 

1991 8.96 1.26 6.08 8.39 11.10 9.70 8.79 

1990 7.14 0.13 6.33 7.22 10.34 7.65 6.28 

T a b l e 1 6 
Percentage Return on Equity 

(Insured commercial banks in the Southeast by state) 

Year 
Al l SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1994 15.41 15.22 16.64 14.04 16.33 13.99 14.96 

1993 15.56 16.58 15.41 13.05 20.88 14.97 15.76 

1992 13.72 15.83 12.12 14.08 15.73 13.77 13.83 

1991 8.96 13.29 7.12 9.99 3.35 11.77 10.63 

1990 7.14 12.99 4.16 10.87 2.73 9.27 5.75 
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Table 17 
Adjusted Net Interest Margin 

(Insured commercial banks in the Southeast by consolidated assets) 

Year 
All SE 
Banks 

$0-$25 
million 

$25-$50 
million 

$50-$100 
million 

$100-$ 500 
million 

$500 million-
S i billion $1 bill ion+ 

1994 4.53 4.89 4.95 4.87 4.77 4.71 4.38 

1993 4.53 4.80 4.81 4.75 4.64 4.53 4.45 

1992 4.45 4.58 4.73 4.69 4.56 4.50 4.34 

1991 3.78 4.04 4.18 4.18 4.20 3.89 3.53 

1990 3.56 4.13 4.29 4.11 4.17 4.07 3.15 

Year 

1994 

1993 

1992 

1991 

1990 

All SE 

Banks 

4.53 

4.53 

4.45 

3.78 

3.56 

Table 18 
Adjusted Net Interest Margin 

(Insured commercial banks in the Southeast by state) 

Alabama 

4.37 

4.50 

4.59 

4.20 

4.11 

Florida 

4.58 

4.52 

4.42 

3.51 

3.18 

Georgia 

4.33 

4.31 

4.47 

4.18 

4.30 

Louisiana 

5.24 

5.14 

4.51 

3.08 

3.08 

Mississippi 

4.72 

4.61 

4.55 

4.21 

3.84 

Tennessee 

4.36 

4.44 

4.26 

3.88 

3.33 

Table 19 
Tax-Equivalent Interest Revenue as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

Year 
All SE 
Banks 

$0-$25 
million 

$25-$50 
million 

$50-$100 
million 

$100-$ 500 
million 

$500 million-
S i billion $1 bill ion+ 

1994 7.66 8.16 8.09 8.07 7.91 7.63 7.52 

1993 7.61 8.20 8.16 8.05 7.80 7.40 7.46 

1992 8.57 9.20 9.08 9.00 8.70 8.46 8.42 

1991 9.91 10.16 10.33 10.25 10.10 9.86 9.75 

1990 10.90 11.00 11.09 10.97 10.88 11.46 10.82 
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Table 20 
Tax-Equivalent Interest Revenue as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by state) 

Year 
Ali SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1994 7.66 7.87 7.48 7.88 7.72 7.84 7.52 

1993 7.61 7.84 7.45 7.81 7.42 7.82 7.55 

1992 8.57 8.75 8.44 8.91 8.28 8.70 8.42 

1991 9.91 10.04 9.68 10.48 9.33 9.98 9.98 

1990 10.90 10.84 10.66 11.47 10.56 10.67 11.24 

Table 21 
Interest Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

Year 
All SE 
Banks 

$0-$25 
million 

$25-$50 
million 

$50-$100 
million 

$100-$ 500 
million 

$500 million-
S i billion $1 bill ion+ 

1994 2.91 2.97 2.94 2.98 2.97 2.71 2.90 

1993 2.76 3.05 3.01 3.01 2.87 2.48 2.70 

1992 3.53 3.96 3.89 3.81 3.62 3.41 3.43 

1991 5.23 5.45 5.52 5.42 5.27 5.22 5.16 

1990 6.28 6.07 6.21 6.17 6.07 6.34 6.36 

Table 22 
Interest Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by state) 

Year 
All SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1994 2.91 3.28 2.68 3.09 2.65 2.96 3.03 

1993 2.76 3.02 2.58 2.92 2.47 2.92 2.91 

1992 3.53 3.66 3.42 3.69 3.26 3.66 3.59 

1991 5.23 5.29 5.15 5.34 5.14 5.28 5.28 

1990 6.28 6.25 6.27 6.16 6.24 6.21 6.57 
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Table 23 
Loan-Loss Expense as a Percentage of Interest-Earning Assets 
(Insured commercial banks in the Southeast by consolidated assets) 

Year 
All SE 
Banks 

$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$ 500 
million 

$500 million-
S i billion $1 bill ion+ 

1994 0.22 0.30 0.21 0.22 0.17 0.20 0.24 

1993 0.32 0.34 0.34 0.28 0.30 0.41 0.31 

1992 0.59 0.66 0.46 0.50 0.51 0.55 0.65 

1991 0.90 0.67 0.63 0.65 0.63 0.76 1.07 

1990 1.07 0.80 0.59 0.69 0.65 1.05 1.30 

Table 24 
Loan-Loss Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by state) 

Year 
All SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1994 0.22 0.22 0.22 0.46 (0.18) 0.16 0.13 

1993 0.32 0.32 0.36 0.57 (0.19) 0.29 0.19 

1992 0.59 0.50 0.59 0.75 0.51 0.48 0.57 

1991 0.90 0.55 1.03 0.96 1.11 0.49 0.78 

1990 1.06 0.47 1.22 1.00 1.23 0.62 1.34 

Table 25 
Nonperforming Loans as a Percentage of Total Loans 

(Insured commercial banks in the Southeast by consolidated assets) 

Year 
Al l SE 
Banks 

$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$500 
million 

$500 million-
S i billion $1 bil l ion+ 

1994 1.02 1.09 1.16 1.13 0.94 1.04 1.02 

1993 1.60 1.45 1.37 1.36 1.31 1.44 1.75 

1992 2.09 2.29 1.80 1.70 1.78 2.08 2.25 

1991 2.57 2.32 2.21 2.05 2.12 2.50 2.81 

1990 2.44 2.31 2.15 2.04 2.14 2.46 2.59 
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Table 26 
Nonperforming Loans as a Percentage of Total Loans 

(Insured commercial banks in the Southeast by state) 

Year 
Al l SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1994 1.02 0.65 1.34 0.91 1.20 0.82 0.63 

1993 1.60 0.77 2.21 1.34 2.12 1.04 1.08 

1992 2.09 1.00 2.59 1.72 3.57 1.36 1.66 

1991 2.57 1.35 3.05 2.12 4.49 1.64 2.08 

1990 2.44 2.31 2.15 2.04 2.14 2.46 2.59 

Table 27 
Loans by Category as a Percentage of Total Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

Loan 
Category 

All US 
Banks 

All SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

Commercial 15.53 13.02 14.96 9.57 18.76 10.71 10.50 13.87 

Real Estate 25.97 34.43 36.97 41.45 28.45 23.17 29.89 32.58 

Consumer 12.75 14.34 12.95 13.31 17.69 13.98 14.42 13.05 

Agricultural 1.04 0.56 0.62 0.27 0.49 0.91 1.92 0.56 

Credit Card* 4.88 4.01 1.80 3.55 8.87 2.07 0.74 1.85 

*Credit card loans are a subset of consumer loans. 

Table 28 
Noninterest Income as a Percentage of Total Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

All SE $0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million $1 billion $1 bill ion-t-

1994 1.44 1.85 1.29 1.44 1.25 1.21 1.65 

1993 1.45 1.70 1.47 0.95 1.31 1.29 1.68 

1992 1.42 1.54 0.99 1.05 1.20 1.24 1.31 

1991 1.35 1.65 0.94 1.19 1.21 1.24 1.55 

1990 1.26 1.23 0.91 1.06 1.08 1.12 1.39 
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Table 29 
Noninterest Income as a Percentage of Total Assets 

(Insured commercial banks in the Southeast by state) 

Year 
All SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1994 1.44 1.82 1.27 1.39 1.20 1.16 1.55 

1993 1.45 1.18 0.79 1.78 1.41 1.50 1.59 

1992 1.42 1.51 0.95 1.00 1.15 1.21 1.62 

1991 1.35 1.21 1.26 1.76 1.27 1.00 1.33 

1990 1.26 0.92 0.91 1.06 1.08 1.12 1.39 

Table 30 
Noninterest Expense as a Percentage of Total Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

Year 
All SE 
Banks 

$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$ 500 
million 

$500 million-
$1 billion $1 bill ion+ 

1994 3.56 4.71 4.00 3.97 3.50 3.41 3.52 

1993 3.68 4.71 4.21 3.53 3.65 3.57 3.68 

1992 3.82 4.60 3.82 3.64 3.58 3.71 3.92 

1991 3.72 4.92 3.75 3.72 3.58 3.60 3.74 

1990 3.54 4.31 3.70 3.60 3.46 3.71 3.50 

Table 31 
Noninterest Expense as a Percentage of Total Assets 

(Insured commercial banks in the Southeast by state) 

Year 
Al l SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1994 3.56 3.37 3.39 3.71 3.96 3.51 3.70 

1993 3.68 3.43 3.66 3.91 3.78 3.39 3.65 

1992 3.82 3.44 4.00 4.05 3.77 3.35 3.54 

1991 3.72 4.92 3.75 3.72 3.58 3.60 3.74 

1990 3.54 3.04 3.64 3.71 3.56 3.13 3.55 
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Table 32 
Securities Gains (Losses) before Taxes as a Percentage of Total Assets* 

(Insured commercial banks in the Southeast by consolidated assets) 

Year 
All SE 
Banks 

$0-$25 
million 

$25-$50 
million 

$50-$ 100 
million 

$100-$ 500 
million 

$500 million-
S i billion $1 bill ion+ 

1994 (0.02) 0.03 (0.01) (0.02) (0.01) (0.03) (0.02) 

1993 0.04 0.07 0.08 0.07 0.05 0.09 0.02 

1992 0.09 0.09 0.10 0.08 0.08 0.03 0.09 

1991 0.11 0.09 0.07 0.05 0.06 0.04 0.14 

1990 0.02 0.00 0.00 (0.01) (0.01) 0.01 0.04 

* 0.00 indicates securities gains flosses) that are less than 0.01 percent of total assets. 

Table 33 
Securities Gains (Losses) before Taxes as a Percentage of Total Assets* 

(Insured commercial banks in the Southeast by state) 

Year 
All SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1994 (0.02) 0.00 (0.02) (0.01) (0.12) (0.02) (0.02) 

1993 0.04 0.05 0.04 0.03 0.04 0.02 0.03 

1992 0.09 0.04 0.07 0.15 0.11 0.03 0.06 

1991 0.11 0.06 0.15 0.11 0.12 0.50 0.37 

1990 0.02 0.00 0.04 0.01 0.02 (0.01) (0.00) 

* 0.00 indicates securities gains (losses) that are less than 0.01 percent of total assets. 
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Notes 

1. For the purposes of this article, the terms South and South-
east refer to Alabama, Florida, Georgia, Louisiana, Missis-
sippi, and Tennessee. The Sixth Federal Reserve District 
consists of those states, less portions of Louisiana, Missis-
sippi, and Tennessee. 

2. These largest banks account for approximately 75 percent 
of the total banking assets in the nation; hence, their per-
fo rmance s t rongly inf luences the measures for the "all 
banks" category. See Table 5 for the number of banks in 
each size class and Table 6 for total consolidated assets 
controlled by banks in each size class. 

3. Some of the increase in assets and corresponding drop in 
ROA, particularly for the largest classes of banks, can be 
attributed to the adoption of Financial Accounting Stan-
dards Board Interpretation 39 (FASBI 39), which is dis-
cussed below. 

4. For ease of exposition net loans and leases will be referred 
to as net loans throughout the remainder of this article. 

5. This decrease is the ef fec t of FASB 39 only. FASB 39 
should directly affect only those banks dealing in deriva-
tives; hence, the entire $90 billion increase in assets that 
English and Reid (1994) calculate is due to FASB 39 is at-
tributable to the large bank size class. SFAS 115 affects secu-
rities held by banks and has a much more pervasive influence. 
The affect of SFAS 115 is estimated to be $11.56 billion, 
spread across all banks. Note that SFAS 115, which re-
quires banks to mark more securities to market (rather than 
amortizing), will tend to shrink assets in a period of rising 
interest rates, such as 1994. 

6. These more expensive sources include managed liabilities 
such as Federal Home Loan Bank borrowings, Eurodollar 
deposits, borrowings from overseas and nonbank affiliates, 
senior bank notes, and structured notes. 

7. Noncurrent loans are accruing loans past due more than 
thirty days plus all nonaccruing loans. 

8. The coverage ratio, or ratio of loan-loss reserves to noncur-
rent loans, has been reported for thirteen years. 

9. For the purposes of this article, nonperforming loans are 
the sum of interest-accruing loans that are past due ninety 
days or more plus nonaccruing loans. (Increases in loans 
past due one to eighty-nine days would not be detected by 
this measure.) 

10. Before FASBI 39, banks could net their off-balance-sheet 
derivatives across all counterparties. After FASBI 39, net-
ting is limited to contracts with the same counterparty that 

meet certain other legal criteria. Since many of the deriva-
tive contracts could no longer be netted, some banks re-
ported substantial increases in assets and liabilities for 
1994, reducing their tier 1 leverage ratios. Regulatory risk-
based capital ratios did not change as a result of FASBI 39 
because the risk-based capital ratios used a gross, rather 
than a net, value of off-balance-sheet items to computc 
risk-weighted assets. 

11. SFAS 115 forced banks to mark more securities to mar-
ket than they had previously done. Marking these securi-
ties to market during a period of falling prices caused a 
decline in reported securities values. Additionally, SFAS 
115's market-value accounting may have reduced banks ' 
ability to manage earnings and increased volatility, since 
liabilities are not marked to market . These effects may 
have led to an actual reduction in securities held, as op-
posed to the direct-accounting reduction in value. 

12. See "Spotlight on Profitability" (1995). A community bank 
is an FDlC-insured commercial bank that is independently 
owned or owned by a holding company with consolidated 
assets of less than $1 billion as of December 31, 1994. For 
the purposes of this ranking, large community banks have 
assets between $50 mill ion and $1 bill ion, whi le small 
community banks have assets of less than $50 million. On-
ly banks that have been profitable, for the last three years 
were considered. 

13. Louis iana b a n k s ' total noninterest expenses , wage and 
salary expenses, and premises and f ixed-asset expenses 
were 3.96, 1.84, and 0.56 percent of total assets, respective-
ly. By contrast, the national average for total noninterest ex-
pense was 3.78 percent of total assets, with employment 
expenses accounting for 1.59 percent and fixed-asset ex-
penses for 0.50 percent of assets. In the Southeast, mean to-
tal noninterest expenses were 3.56 percent of total assets. 
Of these expenses, employment expenses were 1.47 percent 
and fixed-asset expenses were 0.47 percent of total assets. 

14. See Tables 28-33 for additional information concerning 
noninterest expenses and revenues. 

15. Related questions center on the extent to which banks will 
be held responsible for rebuilding the thrift insurance fund, 
whether the Saving Association Insurance Fund and Bank 
Insurance Fund will be merged, and whether banks will 
bear part of the obligation for the Financing Corporation 
bonds used to fund the thrift bailout. 
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mong the potentially useful and informative low-level govern-
ment data are monthly retail sales data series produced by the 
U.S. Department of Commerce. Although part of this large col-
lection of retail sales estimates released to analysts does not meet 
Commerce 's publication standards because of the small samples 

from which the estimates are generally derived, the unpublished data may 
still provide valuable historical and industry detail for several U.S. geograph-
ic areas dating back to 1978. Analysts monitoring retail spending in states 
and metropolitan statistical areas (MSAs) may find them useful supplements 
to the Commerce Department 's published data. 

Available in both printed and electronic forms, the regional, state, and 
metro area data feature detailed accounts of personal consumption expendi-
tures, a measure that accounts for about two-thirds of the nation's gross do-
mestic product (GDP). The data report provides monthly observations on 
overall and selected categories of retail sales for the nation and several sub-
national areas. While the amount of detail is impressive, these estimates 
have several limitations that are worth discussing along with the ways in 
which the data are useful. 

The purpose of this article is to examine whether the range of historical, 
geographic, and product information in the retail sales data can offset limi-
tations such as small sample size and volatility. The discussion considers 
the usefulness of combining the unpublished with published data, tests its 
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correlation with regional trends, and explores the rela-
tionship between the Sixth Federal Reserve District 's 
retail sales as depicted by this data and measures of 
district employment.1 

Published and Unpublished 
Monthly Retail Trade Data 

Each month the Department of Commerce publishes 
a wide variety of retail trade statistics in Monthly Retail 
Trade—Sales and Inventories (MRT). MRT series are 
also available in electronic form f rom several data-
retrieval information vendors and the Commerce De-
partment 's Economic Bulletin Board. The published 
data report the dollar value of retail sales in selected cat-
egories recorded during the reference month and the 
most recent twelve-month period for the nation, four ge-
ographic census regions, nine census divisions, nineteen 
states, twenty-five metro areas, and nineteen submetro 
areas, including the nation's four largest cities. MRT also 
provides national estimates of end-of-month inventories 
by category of retail trade establishment. For states and 
metropolitan areas, the data estimate total retail sales, 
sales of nondurable goods, department store sales, and 
general merchandise, apparel, or furniture store (GAF) 
sales. For the Southeast, published estimates of these 
groupings are available for only three states (Florida, 
Louisiana, and Tennessee), three metropolitan statistical 
areas (Atlanta, Miami-Hialeah, and Tampa-St. Petersburg-
Clearwater), and one consolidated metropolitan statisti-
cal area (Miami-Fort Lauderdale).2 

Unpublished estimates differ from the published re-
ports in two ways that add to their importance. First, the 
unpublished data provide retail sales estimates for nine 
additional states/areas: four from the South (Delaware, 
Georgia, Kentucky, and the District of Columbia), three 
f rom the West (Arizona, Colorado, and Washington), 
and one each f rom the Northeast (Connecticut) and 
Midwest (Kansas) census regions. Second, the unpub-
lished data include additional information on consumer 
spending in states and metropoli tan areas. For most 
states and MSAs, data for up to fifteen retail categories 
(see Table 1 for a list) are available from January 1978 
to the present and can be obtained from the Bureau of 
the Census, for a fee, in printed form or on computer 
diskettes. In releasing these data to the public, however, 
the bureau explicitly notes that these unpublished esti-
mates are not nearly as statistically reliable as the more 
highly aggregated data series reported in Monthly Retail 
Trade—Sales and Inventories. 

t/nderstanding the Published Data 

In order to be clear about the significance of differ-
ences in the published and unpublished data, it is nec-
essary to k e e p in m i n d that bo th p re l imina ry and 
revised monthly retail sales figures are derived from a 
survey of approximately 12,500 retail establishments 
across the nation.3 Several key concepts and method-
ologies used in the production of the retail survey and 
the published report are important for understanding 
the reliability of retail sales as a regional economic in-
dicator.4 

It is crucial that analysts distinguish between pre-
liminary and revised benchmark statistics. The statis-
tics publ ished in Monthly Retail Trade—Sales and 
Inventories are compiled f rom a comprehensive report-
ing process linked to the Commerce Department 's An-
nual Retail Trade Survey and its five-year Census of 
Retail Trade. Monthly estimates are revised each year 
according to benchmarks obtained f rom the Annual 
Survey of Retail Trade. With each January release, the 
benchmarking operation revises monthly estimates for 
several recent years, adjust ing twelve monthly esti-
mates for a given year to annual sales figures derived 
f rom the Census of Retail Trade and Annual Retail 
Trade Survey. 

Analysts interested in greater accuracy and detail 
should refer to the most recent Census of Retail Trade, 
which is the most complete retail information available 
for low-level data. The Census of Retail Trade features 
retail sales data compiled from approximately 1.5 mil-
lion retail establishments throughout the United States, 
organized by the fifty states, the District of Columbia, 
MSAs, and counties. It includes detailed Standard Indus-
trial Classification (SIC) retail data for most geographic 
areas, in addition to retailers' payroll employment data. 
Unfortunately, this level of detail is available only with 
a considerable time lag; the most recent Census of Re-
tail Trade contains data through 1992. 

Although the monthly retail survey results are regu-
larly rebenchmarked to reflect the sales levels recorded 
in the more comprehens ive annual surveys and the 
quinquennial censuses of retail trade, the revised retail 
sales figures in their final form still contain a great deal 
of information from samples. As survey results, there-
fore, each of the individual series reported in Monthly 
Retail Trade—Sales and Inventories are subject to sam-
pling and nonsampling errors, including errors generat-
ed by inappropriate stratification of the survey sample 
and flaws in the collection and reporting of the data. In 
order to provide users with a sense of the size of these 
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Table 1 
Coeff ic ients of Variations in Percent for Median Retail Sales Estimates by Kind of Business 

(.September 7 994-February 1995) 

United 
States 

South 
Region 

East-South 
Central Division Florida Georgia Louisiana Tennessee 

Atlanta 
MSA 

Miami 
C M S A 

Tampa 
MSA 

Total Retail 0.7 1.3 3.5 3.9 5.6 9.0 7.0 7.7 7.6 10.8 

Nondurable 0.8 1.2 3.5 3.6 5.7 8.2 5.8 7.0 8.9 10.1 
General Merchandise 0.2 0.7 3.0 2.4 3.8 4.1 3.5 5.9 5.3 0.5 
Food 1.0 1.9 6.5 8.2 10.6 15.5 12.9 15.9 14.0 21.1 
Grocery 1.0 2.0 6.7 8.5 11.0 16.5 13.3 17.2 14.6 21.9 
Gas Service Stations 2.0 3.6 9.6 8.2 7.5 15.6 16.1 15.7 15.4 32.6 
Apparel 1.9 3.7 9.6 7.3 7.7 12.8 13.7 9.6 10.8 7.4 
Eating/Drinking 4.2 5.5 13.1 12.0 20.6 26.6 16.6 20.4 38.9 20.2 
Drug Stores 1.2 9.2 13.0 17.4 44.9 55.9 20.8 32.0 37.0 43.8 
Other Nondurable 4.4 5.0 18.8 7.4 12.2 25.0 33.5 6.2 . 9.2 10.7 

Durable 1.2 2.5 6.5 6.4 11.0 15.3 10.7 14.6 10.6 18.9 
Building Materials 2.3 5.6 9.8 18.1 22.0 24.2 21.2 40.0 34.8 34.5 
Automobile Dealers 1.6 3.6 9.9 9.6 17.7 19.2 19.0 25.7 12.8 31.0 
Furniture 1.6 4.8 12.6 10.4 23.7 19.5 21.9 23.5 15.5 15.6 
Other Nondurable 4.5 6.1 15.5 10.1 16.6 23.1 22.1 20.8 17.3 23.2 

G A F 0.6 1.3 3.5 3.0 7.1 6.2 7.4 6.9 5.7 4.7 

Geographic areas are census regions. Based on monthly sales estimates not adjusted for seasonal variations, holiday, or trading-day differences. Published estimates in bold type. GAF 
sents stores that specialize in department-store types of merchandise (general merchandise, apparel, and furniture). 

Source: Monthly Retail Trade—Sales and Inventories and unpublished tables. U.S. Department of Commerce , Services Division. Bureau of the Census. March 1995. 
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errors, Appendix B of the MRT includes an estimate of 
the coefficient of variation (CV) for each of the series 
reported, a statistic that provides a measure of the size 
of a one-standard-deviation sampling error for each se-
ries. The CV is defined as the standard deviation of the 
sample, times 100, divided by the mean of the estimat-
ed sample. 

Table 1 reports the coefficients of variation for fif-
teen categories of retail sales in ten census-defined ge-
ographic regions. The CV for total retail sales in the 
nation is listed as 0.7, which is quite small compared 
with some of the other standard errors shown. For ex-
ample, the CV for total retail sales for the Atlanta MSA 
is 7.7 percent while for eating and drinking establish-
ments in Atlanta the standard error increases to more 
than 20 percent. This disparity in accuracy is at least 
partially a statistical property of the sample size. 

The information in this table reveals two definite 
patterns: (1) the CVs for each retail category are small-
est at the national level and grow larger as the geo-
graphic areas become more specific, and (2) the CVs 
for particular sales categories differ according to geo-
graphic area, with some regions producing consistently 
larger standard errors than others. Because the CVs for 
many of the unpublished series are quite large, it is 
easy to understand why the Census Bureau advises 
caution in using these data for analytical purposes. 

One reason for caution is that the Census Bureau's 
sample has been chosen to represent retail stores in the 
entire nation rather than the stores located in each of 
the geographic areas. In addition, low-level data for lo-
cal areas and retail groups may have a limitation aris-
ing f rom potential overlap in reporting merchandise 
groupings, which can occur because retailers sell an 
ever-changing merchandise mix. Merchandise group-
ings are listed according to the products accounting for 
the largest percentage of total sales for each establish-
ment. For example, stores deriving their largest per-
centage of revenues from the sale of food products are 
grouped as food retail stores despite the fact that they 
may also gain revenues from sale of a wide range of 
nonfood items like housewares, gasoline, and pharma-
cy products. Analysts should keep in mind that this re-
port ing method may not accurately represent retail 
sales trends of particular lines of merchandise sold in 
such establishments. 

Clear ly , data users mus t exerc i se caut ion when 
drawing conclusions from unpublished monthly low-
level data. Nonetheless, these data may be a valuable 
source of information about retail activity as long as 
the analyst takes the data l imitat ions into account . 
Those who favor using the unpublished reports point 

out that the estimates are linked to a consistent method-
ology designed by the Census Bureau in producing the 
annual and five-year estimates. 

Re tail Sales Data as an Indicator of 
Regional Economic Activity 

Analysts use the national retail sales report as a key 
economic indicator. Retail jobs make up about one-
fifth of the nation's nonfarm employment. The data also 
play an important role in deriving personal consump-
tion expenditures. In addition, like nonfarm employ-
ment, the retail sales data series is a component of the 
coincident index of economic activity, an important na-
tional indicator designed to confirm the timing of busi-
ness cycle changes. In short, at the national level retail 
sales are "probably the most closely followed indicator 
used fo r judg ing the strength of the consumer sector. In 
popular analysis, it also tends to be used as a broad 
yardstick fo r the health of the e c o n o m y " (R. Mark 
Rogers 1994, 62). 

But is the retail sales report an equally useful barom-
eter fo r r eg iona l ana lys t s? Do pub l i shed and un -
publ ished regional retail sales data also contain in-
fo rmat ion useful in forecas t ing regional economic 
performance? Chart 1, which compares the data over 
time, suggests a clear association between real retail 
sales values and manufactur ing employment for the 
United States and the district during the 1990-94 peri-
od. While this chart is useful for illustrating the linkage 
between consumer spending and manufactur ing em-
ployment, it tells little about how changes in one vari-
able are associated with changes in the other. 

More detailed and sophisticated tests of the regional 
retail sales data 's usefulness involve using what are 
called Granger-causality tests. Simply put, a data series 
X (say, retail sales) is said to Granger-cause a series Y 
(say, employment) if Y can be better forecast by using 
past values of X in addition to past values of Y than it 
can be by using past values of Y alone. (See the box on 
page 46 for a more detailed discussion of Granger-
causality and Thomas A. Doan 1992, chap. 6, 10.) 

These tests are easily perfonned using a vector au-
toregression (VAR), which is a set of equations using 
s imple l inear regression techniques. (Detai ls of the 
models are discussed below.) 

The analysis uses two sets of VARs. The first set 
tests bivariate relat ionships between three different 
employment ser ies—tota l nonfa rm, manufac tu r ing , 
and retai l—and total retail sales. The second set of 
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Chart 1 
Retail Sales and Manufacturing Employment 

(Quarterly year-to-year percent change, 1979.1-1994.4) 

Percent C h a n g e United States 

1979 1981 1983 1985 1987 1989 1991 1993 

District 

Source: Federal Reserve Bank of Atlanta and U.S. Department of Commerce. Monthly Retail Trade—Sales and Inventories data converted to 
real terms using G D P price deflators for personal consumption expenditures. 
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Granger-causali ty tests uses multivariate VARs with 
two major retail sales variables along with three key 
employment series that likely would be included in a 
regional forecasting model. 

The data series described are published and unpub-
lished month ly retail sales es t imates for the period 
from 1978 to 1994. Data series include unpublished to-
tal retail sales for Georgia and published sales and em-
ployment data for Florida, Louisiana, Tennessee, the 
United States, and the Atlanta MSA. 

To address issues like seasonality and the consistency 
of nominal retail values, the data were adjusted in sever-
al ways. First, the series were subjected to transforma-
tions of monthly differencing of year-over-year changes 
to cancel seasonality and long-run trends.5 Second, in 
the absence of comparable regional price deflators, GDP 
deflators for personal consumption expenditures were 
used to convert retail values to real (inflation-adjusted) 
terms. Although there may be arguments against using 
national deflators for local area retail values, this step 
was considered necessary for removing the price factor 
from nominal retail values and allowing the computation 
of retail series in real terms. 

Testing by VAR. Statistical analysis can be used to 
assess the degree of correlatedness between these sets 
of series. In particular, these tests can be used to inves-
tigate whether Georgia ' s unpublished retail data are 
correlated with Georgia employment measures in the 
same way that published retail sales data are correlated 
with employment measures in their respective regions. 
The approach is to test the correlation of current and 
lagged values of Georgia 's total retail sales with cur-
rent and lagged values of each of three employment 
measures and then compare the results with similar re-
lationships in five other geographic areas. These areas 
are the United States, Florida, Louisiana, Tennessee, 
and the Atlanta MSA. 

The test consists of setting up a VAR model, which 
basically relates current values of an array of variables 
to past values of that vector (see Table 2). That is, 

+ 
\ ß12" 

+ 
u , yt 

X , c 
, X, 

ß21 ß221 u , , xt. 

where Yf is employment at time t, Xt is retail sales at time 
t, C is constant, is the residual term, and the null hy-
pothesis is expressed as / / ( 1 : 6,2 = 0 for all s = 1 , . . . , 6. 

The model es t imates the regression coeff ic ients 
using lag values of a bivariate relationship with an ex-
clusion restriction that enables identification of statisti-

cally significant coefficients. In this case, employment 
variables (Y) are related to one- to six-month lag val-
ues of retail sales (.X) and also by lagged values of the 
dependent employment variable. A hypothesis test that 
past X is not cor re la ted wi th the current Y is then 
probed by excluding lag values of the retail sales vari-
able. The F-statistics and their significance levels noted 
with asterisks provide evidence to reject the null hy-
pothesis that the variables tested are hardly related or 
not related at all. 

Table 2 reports the F-statistics in the VAR model 
for corrected second differences in total, manufactur-
ing, and retail trade employment variables. Three ma-
jor conclusions result: (1) Retail sales are significantly 
correlated with total and manufacturing employment in 
three of the six areas tested—the United States, Geor-
gia, and Tennessee . However , the R2 va lues corre-
sponding to these tests are relat ively low for total 
employment, explaining only about 35 percent of the 
variation in employment for the United States and less 
than 18 percent for district areas. In addition, the retail 
sales variable was not correlated with retail employ-
ment in any of the geographic areas tested. (2) Retail 
sales variables were more closely correlated with man-
ufacturing employment than total employment for all 
areas except Georgia. (3) An overall assessment of the 
test results for total and manufactur ing employment 
shows that retail sales are closely correlated with em-
ployment at the national level. Georgia results are sim-
ilar to or better than those obtained using published 
data from other areas. Measuring the significance of 
the retail variable in a bivariate relationship, this test 
tells us that important factors besides retail sales ac-
count for much of the variation in employment. 

As noted, these first VAR models used one- to six-
month lagged values to estimate the regression param-
eters. In reality, forecasters generally use all available 
information, including the var iables ' contemporane-
ous values. Introducing a variant to the regression de-
scribed above, using zero- to six-month lags, led to the 
following conclusions: (1) Changes in retail sales were 
significantly correlated with changes in at least two of 
the employment variables in five of the six geographic 
areas tested, with Georgia results showing consistency 
with those of the United States and other areas. (2) The 
R2 values were noticeably stronger in manufacturing 
for most areas but particularly for the United States. 
The results also indicated that one-fourth of the varia-
tion in the nation's retail employment can be predicted 
by changes in retail sales. 

On the basis of these bivariate tests it seems fair to 
say that the use of regional retail sales data, including 
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Table 2 
VAR Tests on Employment Measures 

Predicted by Total Sales Data 

Employment 

Retail Sales, Retail Sales, 
Lagged O n e to Six Months Lagged Zero to Six Months 

Variables by Areas F-tests R2 F-tests R2 

United States 
Total Nonfarm 3.36*** 0.35 7.08*** 0.44 
Manufacturing 4.18"* 0.50 4.77*" 0.52 
Retail 0.84 0.09 5.64*** 0.23 

Georgia 
Total Nonfarm 3.03*** 0.18 4.07*** 0.21 
Manufacturing 2.09** 0.15 3.27*** 0.19 
Retail 0.90 0.03 1.78* 0.06 

Florida 
Total Nonfarm 0.59 0.18 3.06'** 0.26 

0.41 
0.15 

Manufacturing 1.52 0.39 2.12* 
Retail 0.41 0.13 0.88 

Louisiana 
Total Nonfarm 0.55 0.09 2.52*** 0.15 
Manufacturing 0.99 0.23 1.30 0.24 
Retail 0.52 - 0 . 0 4 0.49 - 0 . 0 5 

Tennessee 
Total Nonfarm 2.93*** 0.13 5.09*** 0.20 
Manufacturing 2.26"* 0.33 4.35*** 0.38 
Retail 0.50 -0 .02 1.48 0.01 

Atlanta MSA 
Total Nonfarm 1.51 0.07 3.14 o.13 
Manufacturing 0.26 - 0 . 0 2 2.27 0.05 
Retail 1.72 0.03 2.13 0X)5 

An F-statistic noted with "** indicates a significance at the 1 percent confidence level. Likewise, ratios marked with *" and * stand for a signifi-
cant confidence level of 5 and 10 percent, respectively. 

Source: Calculated by Federal Reserve Bank of Atlanta using data from the U.S. Department of Commerce and the U.S. Department of La-
bor, Bureau of Labor Statistics. 

unpublished data, can sometimes add information im-
portant for forecasting changes in levels of regional 
employment. An additional step in exploring these data 
relationships would be to test for Granger-causality in 
more complex VARs. This research expands the cover-
age of retail and employment variables by computing 
multivariate VARs with three employment and two 
retail sales variables. These variables are nonmanufac-
turing, durable manufacturing, and nondurable manu-

facturing employment and durable and nondurable re-
tail sales. The employment variables add up to total 
nonfarm employment; the retail sales variables, to total 
retail sales. 

Together, these five variables provide a partially dis-
aggregated view of employment and total retail sales 
in each of the regions examined. Table 3 presents the 
resul ts of the seven sets of f ive -var iab le Granger -
causality tests performed on these data. In each case, 
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the figures in the cells of the table report the F-statistic 
with the cor responding conf idence level associated 
with testing the null hypothesis: The column variable 
does not Granger-cause the row variable. If this hy-
pothesis is rejected one accepts the alternative hypothe-
sis: that the column variable does indeed Granger-cause 
the row variable. 

The larger the F-statistic the lower the likelihood 
that the researcher will make a mistake by incorrectly 
rejecting the null hypothesis of no linear relationship. 
The conf idence levels noted with asterisks state the 
probabilities of errors that support such rejection. Ob-
serving asterisks in the two r ight-hand co lumns for 
each region is a quick way to determine whether the re-
tail sales variables contain information that might be 
useful to regional employment forecasters.6 

The tests indicate that retail sales data do contain in-
formation useful in predicting employment series in 
several regional areas, with the correlations existing at 
the state and metropolitan area levels. For example, test 
results for Flor ida, Georgia , Louis iana , the Atlanta 
MSA, and the district all indicate that one or both of 
the retail sales variables contain information that might 
be useful for predicting at least one of the regional em-
ployment series. However, these tests also indicate that 
retail sales data would be of little value in improving 
employment forecasts for Tennessee. 

The most interesting findings reported in Table 3 are 
the ones contained in the off-diagonal cells of each 

five-variable model, particularly those in the last two 
columns. These results indicate that in every geograph-
ic region, at least one of the retail sales variables ap-
pears to contain information useful for predicting one 
or more of the other four variables. For example, in the 
nation the results suggest that each of the two retail 
sales variables contain information useful for predict-
ing the other sales variable. According to these tests, 
though, national retail sales data do not contain any in-
formation useful for predicting the three employment 
series examined. 

One final set of results reported in Table 3 deserves 
mention. Tests for each of the seven regions indicate 
that at least one of the employment variables contains 
information that would improve forecasts of the retail 
sales variables. At the national level, only nondurable 
manufacturing employment is correlated. However, re-
sults for all the regions indicate that employment vari-
ables Granger-cause more than one of the retail sales 
variables, particularly in Georgia, where nonmanufac-
turing employment Granger-causes both durable and 
nondurable retail sales while nondurable goods manu-
facturing employment Granger-causes sales of non-
durable goods. Test results also indicate that for both 
Louisiana and the Atlanta MSA, nondurable goods man-
ufacturing employment Granger-causes sales of both 
durable and nondurable goods. Generally, understanding 
temporal causality between these variables can have 
practical applications for users of regional data. 

The Meaning o 

In 1969, C.W. Granger introduced the concept of 
causality while examining the underlying assumptions of 
an econometric model estimated from time series data. 
The Granger test uses the /-"-statistic to examine whether 
one variable statistically explains the other. In simple 
terms, a series X is said to Granger cause Y if the vari-
able Y can be forecast better by using past values of X in 
addition to past values of Y than it can be by using past 
values of Y alone. The Granger test consists of running 
regressions of Y on itself lagged and on a set of lagged X 
values. If the lagged values of X do not contribute a 
statistically significant explanation, then X does not 
"Granger-cause" Y (see Adrian C. Darnell 1994, 41-43). 
Similarly, to examine if Y causes X the procedure is re-
versed and the results examined by their F-test values, 
which in turn determine if the regression coefficients are 
sufficient to reject the null hypothesis of no linear rela-
tionship. The causality concept can be unidirectional (X 
causes Y, but Y does not cause X) or bidirectional (Y and 
X cause each other). 

mger-Causality 

The Granger-causality test is closely related to the 
concepts of exogeneity and endogeneity (when a variable 
is determined either outside or inside, respectively, a 
jointly determined model), which hold that a classical ex-
ogenous variable can only be a cause and not an effect 
whereas an endogenous variable can be both cause and 
effect. In the Granger-causality notion, the premise sug-
gested is that the past can cause the future, the future can-
not cause the past, and such temporal ordering is not 
sufficient evidence to assert causality. The main concerns 
are with temporal ordering and the predictive ability of 
variables rather than causality. 

The power of the Granger-causality test is greatest 
when used for the purpose for which it was designed: to 
determine whether one variable might be able to aid in 
the forecasting of another. The existence of a temporal 
ordering among variables, although insufficient to prove 
causality, generally has some value as a predictive tool in 
forecasting. 
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Table 3 
Granger-Causality Tests for Selected Geographic Areas 

Variables (X) 

Employment Variables Retail Sales Variables 

Variables (Y) 
Durable Nondurable 

Nonmanufacturing Manufacturing Manufacturing 
Durable 
Goods 

Nondurable 
Goods 

Florida 
Nonmanufacturing Employment 4.2129' 
Durable Manufacturing Employment 0.7370 
Nondurable Manufacturing Employment 0.4597 
Durable Goods Sales 1.5263* 
Nondurable Goods Sales 0.5952 
Georgia 
Nonmanufacturing Employment 1.8238* 
Durable Manufacturing Employment 2.1168" 
Nondurable Manufacturing Employment 3.6661" 
Durable Goods Sales 3.3574* 
Nondurable Goods Sales 2.2070* 
Louisiana 
Nonmanufacturing Employment 2.8914* 
Durable Manufacturing Employment 1.5366* 
Nondurable Manufacturing Employment 1.5193* 
Durable Goods Sales 1.2887 
Nondurable Goods Sales 1.0055 
Tennessee 
Nonmanufacturing Employment 3.4658* 
Durable Manufacturing Employment 1.8433* 
Nondurable Manufacturing Employment 0.9263 
Durable Goods Sales 2.1613* 
Nondurable Goods Sales 1.1410 
Atlanta MSA 
Nonmanufacturing Employment 3.6082* 
Durable Manufacturing Employment 1.4139 
Nondurable Manufacturing Employment 0.8807 
Durable Goods Sales 1.5477* 
Nondurable Goods Sales 0.8437 
District 
Nonmanufacturing Employment 3.5588* 
Durable Manufacturing Employment 0.9179 
Nondurable Manufacturing Employment 1.1177 
Durable Goods Sales 1.7288* 
Nondurable Goods Sales 1.4942* 
United States 
Nonmanufacturing Employment 3.1997" 
Durable Manufacturing Employment 1.8448* 
Nondurable Manufacturing Employment 0.5231 
Durable Goods Sales 1.3769 
Nondurable Goods Sales 1.2943 

1.0968 
6.4639* 
1.6488* 
2.1685* 
0.8818 

0.7692 
2.4488' 
1.3662 
0.5857 
1.0368 

0.7628 
4.8008 
1.9140* 
1.0353 
0.8977 

0.8638 
6.7232* 
1.1359 
1.1203 
0.8215 

0.9275 
2.7239* 
0.9277 
1.4471 
1.0197 

1.6696* 
8.1049* 
1.1490 
1.0720 
0.9683 

1.1397 
6.2042* 
1.2451 
0.6829 
1.1446 

1.3630 
2.2129*" 
2.9811** 
0.2540 
0.9949 

1.0707 
1.8245" 
1.7954" 
0.6632 
1.4876* 

2.4851"' 
0.9178 
3.5852*" 
1.9225" 
1.6010* 

1.7489" 
1.5061* 
3 . 7 1 6 6 " 
1.1931 
1.3897* 

1.9631" 
1.6915* 
1.9502" 
3.0218"* 
2.6071"* 

1.0874 
3.3242*" 
2.8674*" 
0.9791 
1.1630 

1.4320 
4.6311"* 
1.7845" 
0.5890 
1.5985* 

2.3919* 
2.8499* 
1.7878* 
6.4681* 
5.2649* 

1.4392 
0.7801 
1.4876* 
4.0057* 
0.8978 

1.8432* 
2.0697* 
2.4018* 
5.5501* 
3.2594* 

0.7732 
0.7635 
0.4860 
4.0618* 
1.0781 

1.6523* 
1.0909 
1.5992* 
2.2772* 
1.5100* 

0.8327 
1.6208* 

1.1350 
5.1070* 
3.2554* 

0.4816 
0.6942 
0.8504 
2.8196* 
2.1102* 

3.0288* 
1.3866 
0.6604 
1.3202 
7.5913* 

1.4688* 
1.0235 
1.5931* 
1.8010* 

5.0384 

1.2295 
0.9348 
0.9913 
1.2589 
4.8426* 

0.6623 
0.8136 
1.1412 
2.6553* 
4.6289* 

1.4239 
1.4208 
0.7312 
1.3093 
4.8530* 

1.3438 
0.7326 
1.1040 
2.4426* 
9.4079* 

1.0514 
0.7930 
0.3173 
1.5444* 

12.8229* 

Ratios are F-statistics of the test of the null hypothesis that the column variable X d o e s not Granger-cause the raw variable Y. Ratios reported 
with " denote the acceptance of an alternative hypothesis that the column variable X d o e s in fact Granger-cause the raw variable Y. An F-
statistic noted with "" indicates a significance at the 1 percent confidence level. Likewise, ratios marked with " and " stand for a significant 
confidence level of 5 and 10 percent, respectively. 

Source: Calculated by Federal Reserve Bank of Atlanta using data from the U.S. Department of Commerce and the U.S. Department of La-
bor, Bureau of Labor Statistics. 
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Conclusion 

This article sugges ts that impor tan t in format ion is 
provided by publ ished and unpubl ished retail sales data. 
Al though the release schedules of the month ly regional 
retail sales report are several weeks behind the m o r e 
current e m p l o y m e n t releases , the da ta ' s use fu lness in 
analyzing and forecas t ing regional e conomies should 
not be totally d iscounted. Despi te the l imitat ions of un-
publ ished retail data discussed in this article the rele-
vant a m o u n t of i n f o r m a t i o n ava i l ab le f r o m reg iona l 
retai l spend ing da ta should e n c o u r a g e researchers to 
test fur ther the use fu lness of this data. Recent studies 

on the re f inement of emp loymen t forecasts are in fact 
p romot ing the use of publ i shed and unpubl ished retail 
sales data a long wi th an array of e c o n o m i c statist ics 
available to regional researchers.7 

Given the importance of estimating consumer strength 
in local communi t i e s , publ ished and unpubl ished data 
can fill a n u m b e r of informat ion gaps. Fo r example , the 
comprehens iveness of retail informat ion being reported 
today a l lows users to access important data such as re-
tail m a r k e t s ' potent ia l , re ta i lers ' payroll income, and 
o ther g r o w t h ind ica to r s re la ted to loca l ly impor t an t 
c o n s u m e r markets . Such types of in fo rmat ion can be 
he lpfu l to retai lers, deve lopers , and others in m a k i n g 
business decisions. 

Notes 

1. The Federal Reserve's Sixth District encompasses six states 
in whole or part: Alabama, Florida, Georgia, Louisiana, Mis-
sissippi, and Tennessee. In this article, for the purpose of 
making consistent comparisons with available data, the term 
district also includes the portions of Louisiana, Mississippi, 
and Tennessee not in the district and the state of Kentucky. 
The derived district conforms to the availability of retail sales 
data for the Census' East South Central Division (Alabama, 
Mississippi, Tennessee, and Kentucky) plus individually re-
ported data for the states of Florida, Georgia, and Louisiana. 

2. The Office of Management and Budget defines MSAs as ur-
ban centers with populations of at least 50,000. The terms "pri-
mary" and "consolidated" metropolitan areas are defined by 
the Office of Management and Budget on the basis of such 
factors as commuting patterns, population density, and growth. 
Metro areas with a million or more people and identified by 
other specific factors may be subdivided into primary 
metropolitan statistical areas (PMSAs). When an area is di-
vided into PMSAs, the entire area becomes a consolidated 
metropolitan statistical area (CMSA). The CMSA is divided 
into PMSAs generally because of the close social and econom-
ic links of the PMSAs with each other and with the CMSA nu-
cleus. 

3. For a broad overview of the methodology and data issues re-
lated to the Survey of Retail Trade see Rogers (1994). 

4. See Mason (1992) and Appendixes A and B of the MRT re-
port for detailed discussions of technical concepts like sample 

selection and methodology for data collection, revisions, and 
other issues such as the linkage between monthly and annual 
retail estimates, seasonal adjustment, and benchmarks of the 
data. 

5. The raw data analyzed in these tests were subjected to two 
transformations. First, in order to eliminate seasonality in the 
data, all series were differenced annually to produce year-
over-year changes. Second, these transformed data were sub-
jected to an augmented Dickey-Fuller test. This test indicated 
that the majority of the series contained a long-run trend, fur-
ther suggesting that monthly differencing of the data was ap-
propriate. 

6. Readers should note that in the test results presented in Table 3, 
the on-diagonal elements of the five-variable regional models 
in bold type are in a majority of cases significant at the 1 per-
cent confidence level. However, it is important to recognize 
that the results reported in these cells do not represent true 
Granger-causality tests but rather tests of the hypothesis that 
past values of the row variable contain information useful for 
forecasting the row variable itself. 

7. Krikelas (1994), for example, argued that the Bureau of Labor 
Statistics (BLS) might be able to improve upon its prelimi-
nary estimates of total nonfarm payroll employment at both 
the state and national level by using additional information 
available at the time of the release of those estimates. 
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pproximately every six weeks, Federal Reserve officials meet 
/ I in Washington to decide the near-term course of monetary pol-

/ I icy. The Federal Open Market Commit tee can, for example, 
/ I decide to change its federal funds rate target (alternatively, the 

1 ® -stock of bank reserves) or maintain policy as it currently stands. 
What is the basis for this decision? Ideally, policy decisions are based on 
current and forecast economic conditions vis-à-vis some ultimate goals for 
the economy, such as price stabil i ty or some target for real ( inf la t ion-
adjusted) economic growth. The economy 's position relative to the Federal 
Reserve 's goals would then largely determine both the direction and mag-
nitude of changes in monetary policy at any given time. 

Consequently, in settling on a policy choice the Federal Reserve spends 
considerable resources monitoring economic performance, often by analyz-
ing data on the real economy and inflation. It is commonly believed, how-
ever, that there are potentially long lags between monetary policy actions 
and economic responses. If monetary policy is to be a prescriptive tool, 
variables that forecast the near-term paths of growth and inflation can be 
valuable in attempting to prevent undesirable macroeconomic outcomes. In 
formulating policy actions, policymakers must also determine how large a 
change in policy is necessary to correct foreseen deviat ions f rom their 
goals. Implicitly or explicitly, they must thus estimate the relationship be-
tween the federal funds rate and gross domestic product (GDP) or inflation, 
and such an estimation must arise f rom knowledge of the linkage between 
the Federal Reserve's policy instruments and its goals, that is, the channels 
through which monetary policy operates. 

Basic economic theory suggests that an economy's stock of money can 
serve as both a forecast variable and an intermediate link between the Fed-
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eral Reserve's policy instruments and its goals. More 
precisely, the quantity of money in the economy is 
l inked to national income and ul t imately the price 
level. Thus, money should be useful in formulating 
monetary policy. The Federal Reserve defines mone-
tary aggregates , composed of f inancia l assets like 
cash and demand deposits, expressly for this purpose. 
Over time, some instability in the macroeconomic re-
lationships between these monetary aggregates and 
national income has been observed, believed to be a 
r e sponse to changes in o ther e c o n o m i c var iab les . 
Since about 1990, for example, growth in the Federal 
Reserve 's M2 monetary aggregate (see Table 1) has 
been much slower than expected. Given interest rates 
and growth in nominal output (described in current 
prices), the Board of Governors ' model for M2 de-
mand overpredicted growth in the aggregate by an 
average 2.5 percentage points each quarter from the 
beginning of 1990 through the end of 1993 (Sean 
Col l ins and Cheryl L. E d w a r d s 1994). Some evi-
dence suggests that this unexpected shortfall arose 
f rom the proliferation of alternative financial assets 
that resemble many componen t s of the M2 money 
measure. Several studies (for example, John V. Duca 
1993 and Collins and Edwards 1994) have examined 
the potential of some mutual funds as substitutes for 
M 2 savings-type assets like certificates of deposit. In 
general, these studies argue that the increased liquidi-
ty of mutual fund shares and a steep yield curve (with 
long-term interest rates much higher than short-term 
interest rates) made stock and bond funds attractive 
alternatives to M 2 savings instruments. In addition, 
many mutual fund companies and brokerages permit 
the electronic transfer of balances between banks and 
mutual funds as well as limited check writing, mak-
ing these mutual fund balances look a lot more like 
money. 

Because of these innovations, the current compo-
sition of M2 probably no longer completely reflects 
the choice of financial assets available to the public 
as means of payment and close payments substitutes. 
Thus, the aggregate 's relationship with expenditure 
on goods and services may no longer be reliable or 
predictable. The implication is that M2 in turn may 
not now serve as a reliable link between policy in-
struments and policy goals, raising broader questions 
about the role of monetary aggregates in policy mak-
ing. This article seeks to provide a rudimentary ex-
planation for how the composit ion and character of 
payments assets can change endogenously in a dy-
namic financial system (that is, because of other fac-
tors inside the sys tem) , ul t imately inf luencing the 

macroeconomic relationships between monetary ag-
gregates and economic activity. 

Why Is Money Important? 

Since the passage of Humphrey-Hawkins legisla-
tion in the late 1970s, the Federal Reserve has been 
given explicit responsibility for maintaining an envi-
ronment of low inflation and high employment. The 
central bank cannot, however, control these quantities 
directly. Instead, the tool at its disposal is the ability 
to control reserve-market interest rates (federal funds 

Table 1 
Current Measures of Money and Liquid Assets 

M1 = Currency (of the nonbank public) 
+ Demand deposits 
+ Other checkable deposits, including NOW, 

Super NOW, and ATS accounts, credit union 
share drafts 

+ Travelers' checks of nonbank issuers 

M2 = M1 
+ Savings and small-denomination time deposits 

at all depository institutions (including retail 
repurchase agreements) 

+ Money market deposit accounts 
+ General-purpose and broker/dealer money market 

mutual fund shares (including tax-exempt) 

M3 = M2 
+ Large-denomination time deposits at all depository 

institutions 
+ Term repurchase agreements at commercial banks 

and thrifts 
+ Institution-only money market mutual fund shares 

(including tax-exempt) 
+ Term Eurodollar balances at depository institutions 

and MMMFs 
+ Overnight repurchase agreements at commercial 

banks1 

+ Overnight Eurodollar balances' 

'As of February 1996 
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and discount rates) or the quantity of bank reserves 
that must be held by banks against many of their out-
standing deposits, like checking accounts. The Feder-
al Reserve is the monopoly provider of base money, 
defined as currency and bank reserves, enabling it to 
limit the quantity of cash and transactions deposits in 
circulation. 

As indicated above, money is also directly related 
to the Federal Reserve 's ult imate goals. In a devel-
oped economy, little national output is consumed by 
precisely the same individuals who produce it, requir-
ing that individuals trade the goods they produce to 
satisfy their wants. Simple barter between two parties 
is always a possibility, but it requires that each party 
have exactly the item the other desires. In a large and 
specialized economy in which each individual con-
ducts many transactions daily, this condit ion rarely 
holds and is certainly inefficient. Money is the mecha-
nism that enables the complex purchase of all goods 
and services to take place most efficiently. To simpli-
fy, assume that only new goods and services are pur-
chased each year. Then , in the mos t basic m o n e y 
model, if each dollar were used in only one transac-
tion, the quantity of money would roughly equal the 
nominal output of goods and services. Moreover, if 
each dollar were used in any fixed number of transac-
tions per unit of time, the quantity of money would be 
directly proportional to nominal output. 

This relat ionship can be represented mathemat i -
cally by the equat ion of exchange , M • V = P • Y, 
where M denotes the stock of money, V is the veloci-
ty of money (the number of transactions conducted 
using each dollar per unit of time), P represents the 
price level, and Y denotes real expenditures so that 
PY represents total nominal expenditures. If each dol-
lar were used in only one transaction, velocity would 
equal one. And if each dollar were used in any fixed 
n u m b e r of t r ansac t ions per unit of t ime, veloci ty 
would be equal to some constant. If so, then changes 
in the quantity of money should be associated with 
proportional changes in nominal spending given pay-
ment habits that are fixed (that is, each dollar is spent 
a constant number of times per year). Furthermore, if 
the pr ice level does not ins tan taneous ly ad jus t to 
changes in money (because of, for example , long-
term wage contracts), changes in money could result 
in higher real economic growth. Since real growth in 
output is constrained ultimately by the supply of real 
resources, the change in the quantity of money will 
be equal in the long run to the approximate difference 
between nominal and real growth, which is measured 
as a change in the price level. 

The direct relation between the quantity of money 
in circulation and both Federal Reserve instruments 
and objectives suggests that money would prove use-
ful as an in termedia te gauge fo r the centra l bank. 
Even if an aggregate is not targeted in a formal sense 
by adjusting monetary policy in response to the aggre-
gate 's divergence f rom its target path, the aggregate 
may be used as an informat ion variable, providing 
signals on the effects of monetary policy or the paths 
of inflation and real growth. To be a useful intermedi-
ate target or information variable, however, whatever 
quantity is designated as money must be somehow re-
lated to the central bank 's tools, and the velocity of 
this money must be at least predictable. 

Money versus Monetary Aggregates 

The case for the quantity of money as an interme-
diate target or information variable for monetary pol-
icy has a solid theoretical foundation. The next step 
is to build a taxonomy for deciding precisely which 
assets constitute money. One hint for helping choose 
the appropriate composition of a monetary aggregate 
can be derived f rom theoretical relationships. Both 
the links between Federal Reserve instruments and 
money and between money and spending rely on the 
fact that money can be characterized as a f inancial 
asset that allows transactions to take place. Coins and 
currency pass this test. Balances held in checking ac-
counts are also accepted in exchange for goods and 
services and are considered money using this criteri-
on. These assets, however, possess another common 
characteristic: they serve as stores of value. As such, 
they allow wealth to be held in cash or as demand 
deposits without the immediate intention to spend it 
on goods and services. In this respect, though, cur-
rency and checking account balances resemble many 
other financial assets. Many of them, like most other 
bank deposits, can be transferred to demand deposits 
or currency quite easily and are f requent ly used as 
short-term alternatives because currency and check-
ing accounts bear little or no interest. If these other 
assets are likely to be converted to payments media 
in the near term, should they not also be included in 
monetary aggregates? 

As an added complication, some assets possess a 
mixture of both this savings character is t ic and the 
transactions property. Savings deposits (a significant 
por t ion of which were fo rmer ly k n o w n as m o n e y 
market deposit accounts) can be used as a temporary 
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store of purchasing power. They can also be used to 
pay certain bills. Money market mutual funds f re-
quently offer a yield at least as high as that on a sav-
ings depos i t account , imply ing that they might be 
superior saving instruments. Yet, many of these funds 
also authorize assetholders to write a limited number 
of checks drawn on them, albeit with the requirement 
that the checks are for high minimum amounts, often 
more than $500. In sum, while some assets that serve 
as money can be clearly identified, others that pos-
sess some moneylike characteristics ("near-monies") 
defy precise classification. 

make this substitution in the short term while others 
may want to hold savings instruments for many years. 
Among borrowers, many will place the proceeds f rom 
security issuance into investment projects, but these 
projects will have different probabili t ies of payoff , 
different time horizons, and different income streams. 
Moreover, some spending units will want to borrow to 
finance current consumption, making their unsecured 
debt (for example, credit card debt) more risky. These 
differences among savers and borrowers result in the 
proliferation of f inancial contracts differentiated in 
terms of risk, maturity, liquidity, and yield. 

Where Do Near-Monies Come From? 

The relationships among these different types of 
assets are easier to understand when examined in the 
context of financial intermediation, where spending 
units (people, businesses, and the government) are 
separated into two groups: those who save part of 
their income and those who borrow. For the purposes 
of this discussion, also assume that these spending 
units are not permit ted to trade with foreigners . If 
each spending unit chooses to spend exactly as much 
as it earns, there will be no savings and consequently 
nothing available for others to borrow. If, however, 
individual spending differs f rom individual income 
for any of the units, some will have a surplus of in-
come over consumpt ion that they will save. Other 
spending units desire a level of consumption that ex-
ceeds their income and will wish to borrow. The is-
suance of primary securities (financial claims held by 
a lender against the ultimate borrower) allows surplus 
units to transfer unspent income to deficit units in re-
turn for future principal and interest or dividends. Ex-
amples of primary securities would include equities, 
mortgages, loans, and bonds. This transfer of income 
al lows s o m e spend ing uni ts to accumula te weal th 
over t ime in the form of financial assets while their 
counterpar ts amass debt. The outs tanding stock of 
these primary securities then serves as a measure of 
both aggregate financial wealth and debt. 

So far, spending units have been grouped only by 
their preference for consumption. Closer examination 
reveals that some spending units are risk-averse while 
others are risk-neutral or desire to take risks. Those 
who take more risks will, of course, demand addition-
al compensat ion for doing so. Also, most spending 
units will ultimately want to exchange their accumu-
lated weal th f o r consumpt ion . Some will want to 

Improvements in payments technology and 

similar institutional changes also result in 

less stable relationships between existing 

monetary aggregates and the nominal 

expenditure on goods and services. 

The financial system described above provides a 
reasonably good picture of the f low of funds in any 
developed country. It is still, however, incomplete. In 
an economy with many different spending units, the 
cost of acquiring information about the best partner 
for exchanging income (current purchasing power) 
for primary securities (representing future purchasing 
power) would be quite high. In addition, the type and 
quality of debt instruments would be limited by indi-
vidual savers' tolerance of risk, maturity, and liquidi-
ty as well as their ability to absorb the high minimum 
denominat ions of pr imary securi t ies ( for example , 
$10,000 worth of Treasury bills) most eff icient for 
borrowers to issue. 

These inefficiencies provide for the existence of 
f inancia l in termediar ies , marke t -mak ing organiza-
tions that purchase primary securities f rom ultimate 
borrowers and issue their own indirect debt to ulti-
mate lenders. These intermediaries can exploit econ-
omies of scale (lower average costs associated with 
higher production) in both lending and borrowing: by 
serving as a clearinghouse for savers and borrowers 
and employing accumulated expertise in evaluating 
borrowers, they are able to lend current purchasing 
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power at a lower per-unit cost than the individual 
saver. By aggregating the funds they borrow, inter-
mediaries can easily invest in primary securities with 
high minimum denominations. They can also channel 
borrowings into a wide variety of primary securities, 
providing diversification of risk. Since the probabili-
ty of all savers showing up at once to demand repay-
ment is relatively low, intermediaries also can hold a 
more illiquid portfol io than the individual investor. 
Financial intermediaries supply surplus-income spend-
ing units with variegated financial assets closely re-
flecting the degree of liquidity and risk they desire 
while making it less essential for the ult imate bor-
rowers to issue them. 

E x a m p l e s of f i n a n c i a l i n t e r m e d i a r i e s i n c l u d e 
banks and other depository institutions (savings and 
loans, mutual savings banks, and credit unions), life 
i n s u r a n c e c o m p a n i e s , p e n s i o n f u n d s , r e t i r e m e n t 
funds, f inance companies, money market funds, other 
mutual funds, and, broadly speaking, even the central 
bank. Some of the indirect debt issued by financial 
in termediar ies takes the fo rm of demand deposi ts , 
sav ings depos i t s , t ime depos i t s , mutua l f u n d bal-
ances, and currency. In the last case, the Federal Re-
serve can buy Treasury debt (primary securities) in 
return fo r bank reserves (a central bank l iabil i ty), 
which must be held by banks against many deposits. 
The public can swap these deposits for Federal Re-
serve notes (also a central bank l iabil i ty), mak ing 
currency an indirect securi ty that is issued by the 
Federa l Rese rve and held by the publ ic . L ike the 
direct securities that back them, the various kinds of 
indirect securities enumerated above also differ some-
what in liquidity and risk but are similar in several 
respects. For example , they have a near-certain re-
demption value, meaning that spending units can be 
reasonably certain how much the financial claim will 
be worth when they choose to redeem it for current 
purchasing power. In addition, the cost of investing 
in these indirect securities is relatively low, and con-
tracts can be purchased in denominations f rom very 
small to very large (see John Gurley and Edward S. 
Shaw 1960, 194). Thus, most spending units should 
be able to acquire them easily. 

— - - T - ^ - T - ^ - — — 

71ie Role of Technology and 
Institutional Factors 

The evolut ion of a nat ion 's f inancial sys tem re-
sults in the creation of a variety of f inancial assets 

that spending units can hold in lieu of consumption 
or investment in real assets like land or machinery. 
These include primary securities and also indirect se-
curities created by financial intermediaries. Together 
these claims form a multidimensional spectrum of fi-
nancial assets, distributed according to liquidity, risk, 
and maturity. One corner of this distribution will be 
occupied by the most liquid, least risky financial as-
sets, which have a low cost of investment and near-
constant value and are easily redeemable , enabl ing 
them to serve as ideal temporary stores of purchasing 
power . In an e c o n o m y with a deve loped f inancia l 
sys t em, these are l ikely to be indirect secur i t i e s . 
Moving away f rom this corner in any direction may 
uncover a slightly higher-yielding financial asset but 
most likely a marginally inferior store of value in its 
liquidity, risk, or maturity. 

Sif t ing through a group of these financial assets 
that serve as good temporary stores of value, several 
of t hem (like cash and d e m a n d deposi ts ) serve as 
payments media, meaning they are generally accept-
ed in exchange for goods and services. Some may be 
accepted as payment in a limited capaci ty (checks 
drawn on mutual funds, savings deposits) while oth-
ers (certificates of deposit) are ready substitutes for 
payments media, perhaps bearing more interest. Still 
more financial assets (shares of stock, shares of many 
mutual funds) may be used as savings vehicles but 
are too risky, long-term, or illiquid to act as conve-
nient substitutes for payments media. 

What enables certain assets to serve as media of 
exchange and makes other assets easily substitutable 
for these payments assets? Technology and institu-
tional factors in the form of laws and customs deter-
mine how we can pay for goods and services at any 
time. They also serve to limit the range of acceptable 
substitutes for payments media as temporary stores of 
value. For example, the combination of widespread 
belief in the value of Federal Reserve notes and legal 
tender laws makes currency usually acceptable as a 
means of payment in the United States. Similarly, le-
gal restrictions prohibited the payment of interest on 
d e m a n d deposi t s and fo rbade th r i f t s ' o f fe r ing de-
mand deposit accounts until the late 1970s (for a dis-
cussion of the theory under lying legal restr ict ions, 
see Neil Wallace 1983). Many passbook savings ac-
counts at thrift institutions consequently were sepa-
rated phys ica l ly f r o m c u s t o m e r s ' d e m a n d deposi t 
accoun t s at c o m m e r c i a l banks . T h e s e cons t ra in t s 
made passbook savings deposits relatively poor sub-
stitutes for payments media when the use of money 
marke t depos i t a c c o u n t s w a s not e x t e n s i v e . A n d 
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without recent c o m p u t e r and t e l ecommun ica t i ons 
technology, the low speed and high cost of transfer-
ring savings deposits to a transactions account limit-
ed their use as media of exchange. 

Just as technology and institutional considerations 
erect bar r ie rs a m o n g p a y m e n t s asse ts , t empora ry 
stores of value, and pure savings vehicles, changes in 
these f ac to r s can w e a k e n these bar r ie r s or m o v e 
them. Advances in payments technology or changes 
in regulation can enhance the ability of different fi-
nancial instruments to serve as media of exchange. 
Other transactions media, such as credit cards or so-
called stored-value cards, may also be introduced. In 
add i t i on , c h a n g e s in t h e s e f a c t o r s can a l low as-
setholders to more easily substitute erstwhile savings 
ins t ruments fo r t ransact ions media , weakening the 
distinction between them. In the 1970s, for example, 
high inflation provided a powerful incentive to mini-
m i z e h o l d i n g s of c u r r e n c y and d e m a n d depos i t s 
(which did not bear interest) resul t ing in innova-
t ive cash m a n a g e m e n t t echniques , like the use of 
overnight repurchase agreements . New technology 
made speedy, low-cost transfer of savings balances to 
transactions accounts and the transactions use of sav-
ings deposi t s poss ib le . Changes in regulat ion fo l -
lowed in recognition of these developments, making 
their impact more widespread. In the early 1990s, the 
steep yield curve also encouraged the minimization 
of currency and demand deposits, interest-checking 
accounts, and other assets that bear a short-term rate 
of interest in favor of higher-yielding savings assets. 
With the steep yield curve, the ability to transfer bal-
ances via the telephone, and the capacity for limited 
check writing, many stock and bond mutual fund bal-
ances are now much better substitutes for traditional 
media of exchange. 

3/acroeconomic Consequences 

Improv ing technology and sh i f t ing insti tutional 
factors result in new payment methods or close mon-
ey substitutes over time. They have also created hy-
brid assets with savings and transactions properties of 
varying degrees, like savings deposits or mutual fund 
balances. Consequent ly, sharp distinctions between 
monetary and nonmonetary f inancial assets are no 
longer as readily observable as they once were. Like 
plate tectonics, these forces can be expected to con-
tinue reshaping the financial landscape, but in ways 
that are difficult to predict. Thus we cannot say ex-

haustively what money will look like at any point in 
the future, but history suggests that the set of assets 
qualifying as money will likely increase. 

These developments present a problem for rule-
based definitions used to construct monetary aggre-
gates. Economic theory dictates that money comprises 
those assets that serve as media of exchange. Strictly 
adhe r ing to th is ru le m e a n s that m o n e y inc ludes 
stores of value that are general ly only marginal ly 
useful as methods of payment. The above analysis al-
so suggests that more types of financial assets will be 
included as time passes. Relaxing this restriction to 
include close money substitutes will make the defini-
tion of money grow inexorably wider. Since the Fed-
eral Reserve can limit only the supply of currency 
and some bank deposits, in either case the monetary 
aggregate becomes much more di f f icul t to control 
and perhaps only as predictable as nominal expendi-
ture itself. 

Improvements in payments technology and similar 
institutional changes also result in less stable rela-
tionships between existing monetary aggregates and 
the nominal expenditure on goods and services. The 
equation of exchange allows us to equate a monetary 
aggregate to nominal expenditure, provided that this 
expenditure is made exclusively with financial assets 
inside that aggregate. With changing technology and 
shift ing regulation, goods and services can be pur-
chased with new kinds of payments assets, or even 
near-monies. Expenditures can increase at the same 
t ime the mone ta ry aggrega te r ema ins unchanged , 
failing to capture these transactions. Reexamining the 
equation of exchange, PY can increase while M re-
mains constant . To maintain the equali ty, velocity 
must increase sufficiently to offset gains in nominal 
expenditure. These observed changes in velocity will 
occur whenever the set of monetary or near-monetary 
assets shifts, a process that is likely to continue but 
difficult to predict. 

While we cannot say precisely how velocity will 
change in the future, history suggests that it is likely 
to drift upward. As mentioned earlier, the M 2 mone-
tary aggregate substantially underpredicted growth in 
nominal national expenditure during the early 1990s. 
Measured ex post, velocity (mechanically defined as 
the ratio of nominal expendi ture to M2) rose in an 
unpredicted manner. Relat ionships between money 
targets and economic activity have broken down be-
fore. In many respects, M 2 ' s problems parallel the 
breakdown in the relationship between the M1 aggre-
gate and national income in the late 1970s. As indi-
cated above, this breakdown occurred in the face of 
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Table 2 
Monetary Aggregates Prior to 1980 

Federal Reserve redefined the monetary aggregates 
in 1980 (see Table 2). 

M1 = Currency 
+ Demand deposits at commercial banks 

M2 = M l 
+ Savings balances at commercial banks 
+ Time deposits at commercial banks 
- Negotiable C D s at large banks 

M3 = M2 
+ Savings balances at thrift institutions 
+ Time deposits at thrift institutions 

M4 = M2 
+ Negotiable C D s at large banks 

M5 = M3 
+ Negotiable CDs at large banks 

Source: Thomas D. Simpson (1980). 

technological and regulatory changes that encouraged 
the substitution of interest-bearing assets for tradi-
tional transactions balances like demand deposits. In 
particular, thrifts and credit unions gained the ability 
to offer negotiable orders of withdrawal (NOW) ac-
counts and share drafts, providing payments services 
similar to those previously available only through de-
m a n d deposi t s at commerc ia l banks . A d v a n c e s in 
technology enabled automatic transfers f rom savings 
accounts to demand deposit accounts, preauthorized 
bill payments , and te lephone t ransfers , permi t t ing 
what are now called savings deposits to function more 
like money. As a response to these developments, the 

Conclusion 

Economic theory suggests that the money stock is 
a useful link between Federal Reserve ins t ruments 
and object ives in monetary policy. The quanti ty of 
money must be controllable, however, and the veloci-
ty of money be fixed or move in a predictable man-
ner. Po l icy m a k i n g r equ i re s a dec i s ion on which 
financial assets correspond to money in theory. Thir-
ty years ago, it was relatively easy to sort financial 
assets into mone ta ry and n o n m o n e t a r y ca tegor ies 
based on a strict medium-of-exchange basis or pay-
ments media plus close substitutes. Not coinciden-
ta l ly , g r o w t h in the old M l m o n e t a r y a g g r e g a t e 
(consisting solely of currency plus demand deposits 
at c o m m e r c i a l banks ) w a s be t t e r co r r e l a t ed wi th 
growth in expenditure than it is today. 

An examina t ion of the f inancia l sys tem reveals 
that there is fundamenta l ly little that dis t inguishes 
monies, near-monies, and nonmonetary financial as-
sets among good stores of value. Preferences, tech-
nology, and institutional arrangements determine the 
boundaries among these assets, and changes in these 
factors have moved them. The proliferation of new 
payments assets, close substitutes, and mixed savings-
transactions assets makes it difficult, if not impossi-
ble, to draw a line between what is money and what 
is not fo r monetary policy purposes . For the same 
reason, existing monetary aggregates can lose their 
ability to predict changes in national expenditure, and 
redefinition necessitates confronting the same issue. 
The addition of more financial assets to the monetary 
aggregates is unlikely to be a durable solution and 
will result in the decline in the share of the aggre-
gate ' s assets that are directly linked to Federal Re-
serve policy instruments. 
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