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Regional Interest Rate Differentials

A t one time the cost of borrowed money differed 
substantially, often dramatically, from one section of 
the country to another. In 1857, for example, the 
City of Los Angeles sold 20-year public improve
ment bonds which paid 12% a year. The average 
yield on New England municipal bonds that year 
was only 4 .81% . In 1860, savings banks in Cali
fornia were reportedly paying 15% interest to their 
depositors. A t the same time the Bowery Savings 
Bank of New Y ork  paid only 5 % /

W hile a number of factors were responsible for 
such large differentials, the most important was the 
vast expanse of the country with its poor communica
tion and transportation facilities. This impeded the 
flow of money from one section of the country to 
another, and as a result, interest rates tended to re
flect local supply and demand conditions. In the 
sparsely settled areas of the South and W est, the 
relative scarcity of loanable funds reflected under
developed local credit markets and limited access to 
the money markets of Europe and the East Coast.

1 These examples are taken from : Sidney Homer, A H istory o f  In
terest Kates (N ew  Brunswick: Rutgers University Press, 1963).

Demands for credit, on the other hand, were often 
strong as the return on invested capital was likely 
to be great. In such cases, businessmen and indi
viduals were willing to pay high rates of interest. 
Sidney Hom er writes that “ In 1854, J. R. Yarba 
mortgaged 17,000 acres in southern California for 
$5,500 at 60%  annual interest.”  That same year 
“ Jose Sepulveda owed $7,000 at rates varying be
tween 48%  and 84%  a year. . . .  In 1879, a M on
tana banker pointed out that ‘ 18% was the lowest 
rate known in Montana.’ ”

Since that era, steady improvements in communica
tion and transportation facilities have made it pos
sible for borrowers in areas of unusually strong 
credit demand to tap distant sources of funds. 
Simultaneously, lenders in low interest rate areas 
have become able to shift their funds to sections 
where yields are higher. This arbitraging has grad
ually narrowed sectional differentials.

W orking toward the same end was the develop
ment of essentially uniform banking and other fi
nancial facilities throughout the country, with ef
fective interlinkage among the several sections pro
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vided through correspondent banking and a variety 
of financial agency services. This trend was ac
celerated by the establishment of the Federal R e
serve System in 1914.

The 1920’s and 1930’s B y the early 1920’s re
gional interest rate differentials had been markedly 
reduced. In his book, M oney Rates and M oney  
M arkets in the United States, W infield Riefler 
calculated for four geographic regions average in
terest rates charged by member banks in cities under
15,000 on customers’ paper rediscounted with the 
Federal Reserve Banks. H e found average interest 
rates of 6 .00%  in the East, 7.45%  in the Middle 
W est, 8.25%  in the South, and 8.49%  in the Far 
W est. W hile these spreads are substantial compared 
to today’s markets, they were far smaller than the 
differentials of the 19th century.

Additional regional information is provided in the 
Federal Reserve’s series on rates charged on cus
tomer loans. This series, begun in 1919, originally 
included both commercial loans and time and demand 
loans on securities. For the period 1919 to 1928 
it shows average rates of 5.24%  in New York, 
5.60%  in other selected cities in the North and East, 
and 6.10%  in selected cities in the South and W est. 
The spreads are considerably smaller than those in
dicated in Riefler’s study.

Beginning in 1928, the Federal Reserve regional 
interest rate series was revised to include only short
term commercial and industrial loans and the num
ber of reporting centers was standardized at 19. 
This revised series shows average rates during the 
period 1928-1939 of 3 .17%  in New Y ork, 4.00%  in 
the North and East, and 4 .45%  in the South and 
W est. These spreads are greater than those shown 
for the 1919-1928 period, due in part perhaps to 
statistical differences in the series, but more im 
portantly to the disruption of financial markets oc 
casioned by the Great Depression. The revised series 
shows a steady narrowing o f the spreads after 1939 
when business conditions began to improve. For the 
period 1940-1947, the average spread between the 
highest and lowest rates was only 66 basis points, 
roughly half that of the preceding period. (A  basis 
point is one-hundredth of one per cent.)

Rates on Business Loans in the Postwar Period
Prior to 1948, it was impossible to tell the extent 
to which observed regional differences in interest 
rates were due to location or simply to regional dif
ferences in the distribution of loans by size. A c 
cordingly, in 1948 the series on business loans was 
revised to break out data on four loan-size classifica
tions, as well as by region. Data on the largest of

the loan classifications for the period 1948-1966 
appear in the chart.

The series was revised again in 1967 to improve 
the homogeneity of the loans reported so as to isolate 
more effectively the impact of region on the interest 
rate averages. T o  this end, the number of loan-size 
classifications was increased from  four to five, busi
ness instalment loans and loans to foreign businesses 
were excluded, and revolving credits were reported 
separately. In addition, the number of financial 
centers reporting was increased from  19 to 35 and the 
number of respondent banks raised from  66 to 126.

Business Loan Rates in New York Perhaps the 
most obvious fact which emerges from  an examina
tion of regional differences is the systematic tendency 
for interest rates to be lower in New Y ork  than 
elsewhere. This should not be surprising since 
New Y ork is the financial center of the country and 
of the world. The apparatus for transferring funds 
from lenders to borrowers is more highly developed 
there than any place on the globe. Business bor
rowers have access to many bank and nonbank fi
nancial institutions, and large corporate borrowers, 
in addition to the financial institutions, can tap the 
bond market, the commercial paper market, or 
borrow from abroad or directly from  other non- 
financial corporations. Strong competition and the 
existence of a number of sophisticated traders who 
arbitrage across various markets and various ma
turities within markets tend to keep bank rates at 
the lower end of the regional scale.

A s the chart indicates, from  1948 through 1966 
rates on loans of $200,000 and over were generally 
lowest in New Y ork  and highest in the South and 
W est. This was also true in the other three smaller 
loan classifications with only minor exceptions. For 
the period as a whole, average interest rates by size 
class of loan are shown in Table I.

Differences in the Two Series A  com parison  o f 
Tables I and II suggests that regional variations 
may have been obscured in the statistics prior to the
1967 revision. For one thing, the regional dif
ferentials in the revised series are generally some
what larger. A lso, according to the new series, in
terest rates on large loans are slightly lower in New 
Y ork  than in the Southeast, but on smaller loans 
this situation is reversed. Actually the differences 
between the two regions are surprisingly small.

A  striking feature of the two series is the sharp 
change in rate levels in cities of the North and East 
relative to other areas. W hereas in the pre-1967 
data these rates were constantly below those in the 
South and W est, in the revised series this order
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is sharply reversed. Part of the seeming incon
sistency between the two series may be due to fairly 
m ajor changes in the statistical composition of the 
newer series.

The post-1967 data show a marked tendency for 
regional differences in interest rates to diminish as 
the loan size increases. A s can be seen from 
Table II, differences between highest and lowest 
regional rates narrowed from 73 basis points for 
loans in the smallest size class to 38 basis points for 
loans in the largest size class. This is to be expected 
as firms borrowing large amounts are generally not 
limited to the local market but are in a position to 
shop around for the most attractive terms.

Movement of Rates over Time It is clear from  
an examination of the chart that bank rates in all 
sections of the country tend to move together. 
Generally speaking, rate m ove
ments follow a marked cyclical 
pattern which is discernible in 
every region and for every size 
class of loan. Because of the 
con cen tration  of money and 
capital m arket machinery in 
N ew York, rate movements 
there might be expected to lead 
rate movements in other regions.
But close examination of the 
quarterly data reveals no syste
matic tendency for this to oc
cur. If rates in New Y ork  do 
in fact respond first to changes 
in monetary and credit condi
tions, the lead time is ap
parently less than a quarter.

There are, however, slight 
differences among regions in the amplitude of cyclical 
fluctuations in bank rates on business loans. Almost 
invariably changes in New Y ork  are greater than 
elsewhere, both during downswings and upswings. 
The evidence using data from the 1948 revision is 
presented in Table III. The changes in the table 
were computed using the specific turning points of 
the respective series. Data since the 1967 revision, 
which cover a single period of rising rates— from 
roughly mid-1967 to mid-1968— confirm the con
clusion of greater cyclical volatility of rates in 
New York.

Table III  also suggests that rates are more 
cyclically volatile the larger the size o f loan, re
gardless of location. This is to be expected since 
the market for large loans tends to be nationwide. 
Bankers throughout the country must compete both

Table I

Interest Rates on Short-Term Business Loans 
Average for 2nd Q uarter through 4th Quarter 1966 

By Size C lass of Loan 

(1948 revision of series)

Size Class
New York 

City North and East South and West

$1,000 to 5.12 5.38 (.26) 5.47 (.35)
10,000

$10,000 to 
100,000

•
4.47 4.86 (.39) 4.94 (.47)

$100,000 to 
200,000

4.27 4.44

*. v  *

(.17) 4.56 (.29)

$200,000 
and over

3.85 4.05 (.20) 4.25 (.40)

All size classes
3.98 4.21combined (.23) 4.52 (.54)

Note: Figures in parentheses show spreads over New York 
rates.

Source: Board of Governors of the Federal Reserve System.

T Li IITable II

Interest Rates on Short-Term Business Loans 
Average for 1st Q uarter 1967 through 2nd Quarter 1968 

By Size C lass of Loan 

(1967 revision of series)

New
Spread

Between

Size Class
York
City

South
east

South
west

North
Central

West
Coast

North
east

Lowest and  
Highest

$ 1,000 to $ 9,999 6.58 6.55* 6.72 6.84 7.28 6.77*
'

.73

10,000 to 99,999 6.49 6.37* 6.52 6.68 6.96 6.90* .53

100,000 to 499,999 6.17 6.14* 6.30 6.42 6.52 6.68 .54

500,000 to 999,999 5.96 5.97 6.17 6.18 6.21 6.41 .45

1,000,000 and over 5.86 5.89 6.11 6.02* 5.98* 6.24 .38

All size classes 
combined 5.94 6.11 6.26 6.18* 6.24* 6.54 .60

*Figure is out of order from lowest to highest as one reads from left to right. 

Source: Board of Governors of the Federal Reserve System.

with market instruments and with the banks in 
New Y ork. Consequently, rate changes on large 
loans in one section of the country tend to spread 
across the land.

Mortgage Rates U ntil a few  years ago when the 
Federal H om e Loan Bank Board began to collect 
regional mortgage rate data on a systematic basis, 
such information was scattered and fragmentary. 
Consequently, valid historical comparisons are d if
ficult. The chart shows the effective rate on co n 
ventional first mortgages by m ajor geographic region. 
The effective rate consists of the contract rate of 
interest plus initial fees and charges. W hile the 
regions on the chart are labeled the same as for 
short-term business loans in the 1967 revision, they 
are not composed of precisely the same financial
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Table III
Cyclical Changes in Bank Rates 

M easured in Basis Points 

(1948 revision of series)

From Peak to Trough

New York City North and East South and West

Size Class 1953- 1957- 1960- 1953- 1957- 1960- 1953 1957- 1960-
of Loan 1954 1958 1961 1954 1958 1961 1954 1958 1961

$ 1,000 to $ 10,000 - 1 5 - 3 6 - 2 3 — 11 - 2 1 - 1 4 - 1 2 - 2 0 - 2 1
10,000 to 100,000 - 1 3 - 5 2 - 3 1 - 1 6  - 4 8 —32 - 1 2 - 3 2 - 2 3

100,000 to 200,000 - 2 5 - 8 1 - 4 2 - 1 9  - 6 3 - 3 7 - 1 8 - 4 8 - 3 6
200,000 and over - 2 7 - 8 8 - 5 1 - 3 0  - 7 5 —49 - 3 2 - 6 4 - 4 2

From Trough to Peak

New York City North and East South and West

Size Class 1950- 1954- 1958- 1961 1950- 1954- 1958- 1961- 1950- 1954 1958- 1961-
of Loan 1953 1957 1960 1966 1953 1957 1960 1966 1953 1957 1960 1966

$ 1,000 to $ 10,000 96 88 64 101 52 72 47 85 46 75 59 100
10,000 to 100,000 105 110 92 124 86 104 92 136 75 97 85 112

100,000 to 200,000 115 140 129 140 115 124 113 145 97 114 107 124
200,000 and over 127 149 138 148 135 141 131 150 130 133 118 130

Source: Board of Governors of the Federal Reserve System.

centers. These differences limit the comparability of 
the mortgage series with the business loan series.

The chart shows mortgage rates to be lowest in 
New Y ork  City and the Northeast and highest in 
the W est and Southwest. This order is considerably 
different from that for short-term business loans. 
Part of the explanation may lie in the existence of 
significant regional differences in the nonprice terms 
of mortgage contracts. Other data indicate that non
price terms tend to be most liberal in those areas 
with the highest interest rates. Thus, if the cost 
element implicit in the nonprice terms were included 
in some sort of weighted average cost of mortgage 
credit, the regional ordering of this weighted cost 
might be different from that of average effective rates.

W ith respect to timing of mortgage rate changes, 
the series for the various regions move closely to
gether, with m ajor turning points in the respective 
series coinciding almost exactly. This suggests some 
geographic mobility of mortgage money but, more 
importantly, it reflects the dependence of the m ort
gage market on general credit conditions.

Conclusion  Im provem ents in com m unications 
have tied the country’s credit markets together so 
that changes in one sector of the market or section 
of the country tend to be transmitted fairly promptly 
to other sectors and sections. But despite the ease 
with which funds flow geographically, regional in
terest rate differentials have not been entirely elimi
nated. This is evident even on the basis o f data 
which have been averaged over large geographic areas.

Jimmie R. Monhollon

EFFECTIVE RATES ON CONVENTIONAL FIRST 
MORTGAGES ON NEW HOMES

Per Cent

Source: Federal Home Loan Bank Board.
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