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To Our Readers 

R e g u l a r readers will notice that the Economic Review has a new cover. We hope it gives 
you a better idea of what's inside. 

But our new cover reflects some ongoing — and more substantial — changes. Federal 
Reserve policies have always depended largely on the Fed's technical understanding of 
economic problems and their remedies. Over the years, however, we have observed that 
the success of Fed policies also depends partly on the public's understanding of economic 
processes. Gaps in public understanding may be just as crucial as gaps in professional 
expertise. 

In this periodical, therefore, we hope to inform people who lead public opinion about 
the Fed's policies and the economic environment, particularly in the Southeast. Public 
demand for clear and credible presentation of such information has long been evident, 
but the demand has intensified. 

Surveys of the audience we are trying to reach have convinced us that, perhaps in 
common with specialists in other disciplines, we have overestimated our ability to 
communicate . The new cover reflects our continuing efforts to narrow the gap between 
specialists and concerned laymen throughout this periodical: in subject matter, language, 
and graphic design. 

At the same time, we have not forgotten our more specialized readers who look to the 
Review to keep abreast of our basic research. We will continue to summarize these 
projects in the Review and make the original research, complete with details of 
methodology and data, available to the technician in our Research Paper and Working 
Paper series. 

The Review's primary objective is to serve the public. To do that, we must 
communicate . We hope you will let us know how we're doing. 
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The Southeast's 
Economy: Review 
and Outlook 
by Charles J. Haulk 

Perhaps there never was a more con-
fusing year than 1979. The year started 
with most observers talking about a mild 
recession fo l lowed by a mild recovery. 
The Southeast would fare better than the 
nation in most of the forecasts. But most 
observers were wrong. 

After an unexpectedly strong fourth 
quarter in 1978, some slowing could have 
been reasonably expected nationally in 
the first half of 1979. However , with the 
gasoline shortages, the truckers' strike, 
and weather problems, the first and sec-
ond quarters were decidedly downbeat . 
Car sales, housing, and employment 
s lowed appreciably. Then , in the face of 
rapid money and credit growth, the 
national economy rebounded strongly in 
the third quarter , propel led by resurgent 
retail sales and home buying. Just when 
most forecasters were talking as if the 
recession were well under way, third-
quarter sales, profits, and real GNP data 
became available, indicating a strongly 
rebounding economy. The unexpected 
turnaround resulted, by and large, from a 
sharp drop in personal savings and a 
renewed expansion of consumer credit . 
Faced with this rebound, worsening infla-
t ion, and a fall ing dollar in the exchange 
markets, the Federal Reserve on October 
6 moved abruptly and dramatically to 
stem rapidly increasing money and credit 
growth. 

Once again the economy abruptly 
changed direction f rom the rebound to a 
period of contraction in some sectors. 
The instantaneous and sharp rise in both 
short- and long-term interest rates led to 
a dramatic slowing of mortgage commit-
ments, which wou ld have a lagged effect 
on home bui lding rates. Car sales sl ipped 
back to the weak second-quarter pace. 
Layoffs in auto and auto-related indus-
tries, the lumber industry, and the steel 
industry became widespread by Decem-
ber. Truck assemblies had also fal len. In 
the meant ime, real personal income 
cont inued to slide in the face of 13-
percent inflation compared with the 
8-percent wage growth that conformed to 
Presidential guidelines. After a weak first 
half, then, the U. S. economy was surpris-
ingly strong in the second half. 

The Southeast in 1979. In the Southeast, 
home building was flat through the year 
but terribly uneven f rom state to state. 
Florida and Georgia cont inued wel l ahead 
of their 1978 pace, whi le the other states 
were lagging, particularly Louisiana and 
Alabama. Nonresidential construction 
maintained a strong pace throughout the 
Southeast. 

Employment growth was marginal 
through the first nine months, just 
enough to keep the unemployment rate 
f rom rising. The typical fourth-quarter 
surge appeared to be under way in 
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Although the predicted recession did not arrive in the Southeast, 1979 saw substantial increases 
in inflation and household illiquidity. The recession should finally appear in second-quarter 
1980 and should be, at worst, no deeper or longer than in the nation. If persistent inflation 
requires t ighter monetary policy, however, the economy could slow even more than expected. 

October as jobs grew in almost every 
4 category. The unemployment rate, after 

dipping below 6 percent early in the year, 
held steady at just over 6 percent for the 

t last half of 1979. 
Farmers had a respectable year , with 

the exception of hog and poultry growers 
*. who got caught in a cost-price squeeze 

during the fall months. Crop acreage ex-
panded dramatically in response to the 
outlook for favorable market prices for 
most commodit ies at planting t ime. Good 
weather through the summer months in-
creased yields sharply f rom their drought-
depressed levels during 1977 and 1978. 
Crop prices remained strong, thanks to 
brisk export demand, and cash crop in-
come jumped an estimated $1 bil l ion 
above 1978's level , with the majority of 
the increase coming from a one-third 
larger crop of soybeans. In total, 1979's 

* farm cash receipts were about 20 percent 
above the $12.7 bil l ion recorded for 1978. 

Banking activity was strongest in the 
acquisit ion of t ime and savings deposits. 

* Money market certificates were an im-
portant source of t ime and savings 

< deposit growth at banks and savings and 
loan associations. Demand deposits and 
loans grew only moderately , and loan 

< growth had fallen wel l below the national 
pace. 

In sum, the year was a little better than 
expected for employment and income 

growth but was disappointing in light of 
soaring inflation and increased household 
i l l iquidity. 

After such perplexing developments, 
what can we look for in 1980? To forecast 
regional economic activity, we are forced 
to consider three things. First, we need to 
know how the national economy will per-
form. Secondly, we need to know how 
the region typically behaves relative to 
the nation, and f inal ly , we must take into 
account noncycl ical or random factors 
that could cause future behavior to differ 
f rom past cyclical behavior. By random or 
noncycl ical factors, we mean such things 
as new military contracts, hurr icane dam-
age repair, and new government pro-
grams that wil l result in increased 
employment . 

The main problems with this kind of 
forecast, of course, are that national per-
formance can be known only with wide 
tolerance and that the interaction of 
cyclical and noncycl ical regional factors 
is not always clear. Therefore , we must 
recognize that regional forecasting can 
be doubly hazardous—there are simply 
more things to go awry. 

The National Outlook. By all accounts, 
the immediate outlook for the nation's 
economy is generally downbeat . The 
consensus among several major forecast-
ers reviewed by this author at the end of 
1979 would call for cont inued inflation at 
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near current levels before a break in late 
1980, a rise in the unemployment rate to 
the 8-percent range, and negative real 
economic growth for at least the first half, 
if not the first three quarters of 1980. The 
Georgia State Forecasting Project, for 
example , puts real GNP growth in the 
negative for four quarters starting with 
fourth quarter 1979, with a year-over-year 
drop of 0.4 percent. 

Recent events have made many fore-
casts somewhat outdated. It would appear 
likely now that if the recession comes, it 
wil l be strongly felt through at least the 
first half of 1980, with lagged effects on 
unemployment through the end of 1980. 
If inflation persists, it could require a 
tighter rein on monetary and fiscal policy 
for a longer period than many thought 
until very recently. That restraint could 
mean a longer recession and perhaps a 
considerably deeper one. The monetary 
authorities have set their course. Fiscal 
policy, however , is diff icult to call at this 
point. Whatever its effects, they wil l not 
be felt until later in the year. 

An optimistic forecast would call for a 
1.5- to 2-percent drop in real GNP peak 
to trough, a moderate forecast would put 
the drop at 3 percent , and a pessimistic 
forecast would be for a 4- to 5-percent 
drop on the same order of magnitude as 
the 1974-75 recession. 

How will that drop be divided among 
regions? The people in the Southwest and 
West argue that although they might slow 
down, they won't show an actual income 
decl ine. Their performance in the 1974-75 
recession gives credence to that assertion. 
In the Pacific, Mounta in , and Southwest 
regions, employment decl ined less than 
half as much as in the nation as a whole 
and about one-third as much as in the 
Southeast. If that pattern is repeated, 

then a disproportionate share of the re-
cession must fall on other regions. 

We know that in most recessions, hous-
ing and consumer durable goods are the 
first to suffer, fo l lowed by nonresidential 
construction and capital spending. If the 
recession is unusually severe, certain 
postponable nondurables , such as ap-
parel , can be hurt badly. 

Cyclical Factors in the Southeast. Be-
cause of its relatively low share of dur-
ables manufactur ing (which is hit hardest 
in a recession), the Southeast since the 
late Forties had escaped the severe inven-
tory corrections which result in large 
numbers of unemployed. 

However , in 1974-75, construct ion was 
one of the hardest hit sectors because of 
the dis intermediation (shifts of consumer 
funds f rom banks to open market securi-
ties) at savings and loan associations, 
combined with euphor ic overbui lding. 
Because the Southeast had a greatly dis-
proportionate share of its work force in 
construction and construction-related 
industries, it incurred sharp job losses. In 
addit ion, the textile and apparel indus-
tries had income drops that percentage-
wise were similar to the decl ines in furni-
ture and motor vehicles. Petroleum and 
chemicals , services, and state and local 
governments actually had income gains. 

Chart 1 shows that in 1979 the South-
east was in somewhat better condit ion in 
employment in both construction and 
durables manufacturing but had about 
the same share of nondurables employ-
ment as it had in 1974. 

Other sectors, including government , 
services, trade, transportation, utilities, 
and f inance, generally maintain stable 
employment through an economic down-
turn. The Southeast has about the same 
proport ion of these service-oriented jobs 
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C H A R T 1 

S O U T H E A S T E R N INDUSTRY MIX 
RELATIVE T O THE N A T I O N 
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Southeast in 1979 had less concentration in construc-
tion and durables employment than in 1974; about the 
same in nondurables. 

as the nation, although government is 
slightly larger and services slightly smaller 
in the Southeast. 

Because of the increased share of gov-
ernment employment and the decl ine in 
construction and manufacturing share, 
the Southeast's economy should be some-
what better positioned to withstand a 
recession than it was in 1974. Moreover , 
we have not seen the overbui lding that 
we did in 1973-74. 

Besides the industry mix and the ab-
sence of overbui ld ing, there is another 
important stabil izing factor at work in the 

nation and the Southeast. That factor is 
transfer payments . When the recession of 
1974-75 hit, 12.1 percent of the South-
east's personal income was derived f rom 
transfer payments (pensions, Social Secur-
ity, unemployment payments, etc.) . The 
U. S. ratio was 11 percent. By the first 
quarter of 1975, when the economy hit 
bottom, 15 percent of the Southeast's in-
come and 13.4 percent of the nation's 
personal income were transfer payments. 
The higher proportion of transfer pay-
ments kept the Southeast's income de-
cl ine below that of the nation even 
though the region's unemployment rate 
was higher. Unemployment compensat ion 
in the South increased sixfold as a per-
centage of total income during the reces-
sion. 

It seems reasonable to argue that trans-
fer payments wil l act to soften a down-
turn. The problem with transfer payments 
is that, as we saw in 1974-75, although 
they cushion income drops, they cause a 
greater burden of the battle against infla-
tion to fall on cyclically sensitive indus-
tries like construction and manufacturing. 

Another variable that deserves special 
attention is population and labor force. 
Three demographic factors wil l heavily 
inf luence short-term economic behavior. 
The first is the growth in the working-age 
population and the rates at which those 
people participate in the labor force. The 
second is the rate of household forma-
t ion, wh i ch , in turn , drives demand for 
housing, appliances, furni ture , carpeting, 
etc. The third factor is the overall popula-
tion growth. Population growth through 
migration has been a primary source of 
economic expansion in several southeast-
ern states, with Florida the obvious big 
beneficiary, fo l lowed by Georgia and 
Tennessee. 
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In 1980, household formation in both 
the Southeast and the U. S. wil l remain 
fairly rapid because of the favorable age 
distribution of the population. Labor 
force growth should slow some because 
fewer people tend to seek employment 
when the unemployment rate is rising, 
but that is a very uncertain outlook. 

In-migration has cont inued since the 
last recession but, through 1978, had not 
regained the 1973-74 pace in Florida or 
Georgia. The inf low of people to Alabama 
and Tennessee picked up smartly, whi le 
Mississippi and Louisiana cont inued to 
exper ience net outf lows. 

In-migration depends heavily on eco-
nomic condit ions in the rest of the coun-
try. If the northern economy is in 
recession, many people wil l f ind it diffi-
cult to sell their homes and, therefore , 
wil l not move. That phenomenon had a 
dramatic impact on the Southeast during 
1974-75. 

O n e final cyclical factor we need to 
consider is consumer attitudes and fi-
nances. Although we have not seen a 
regional survey of consumer attitudes, it 
is probable that southeastern consumers 
are concerned about the same things 
which affect the national sample. Con-
sumers, according to many surveys, are 
in a volatile mood. The buy-in-advance 
psychology and the use of credit seem to 
have taken a stronger-than-ever hold on 
consumers in the South and the rest of 
the nation. 

Consumer debt has grown in the 
Southeast at a pace somewhat slower 
than in 1978 but still much faster than 
income. By September, we estimated 
consumer instalment debt to be 16 per-
cent of personal income, just slightly 
higher than nationally. Although there 
are reports of increased traffic at credit 

counsel ing centers and a rise in individual 
bankruptcies , the Amer ican Bankers As-
sociation survey of consumer instalment 
debt del inquency rates in the Southeast 
indicates that whi le rates are high by 
historical standards, as of September 1979, 
they were at or below September 1978 
levels. Indications are that home buyers 
are being very careful to keep their house 
payments in order . Economists, including 
the present writer , have for some months 
been concerned about the tendency of 
households—both nationally and in the 
Southeast—to reduce their l iquid assets to 
the current levels—this, despite an in-
crease in the number of two- income 
families. One would have expected some 
increase in the savings rate by this t ime, 
but as of third quarter 1979, that had not 
happened. Evidently, consumer response 
to expected inflation is a much more 
powerful force than economists have 
thought. 

It seems inevitable that at some point, 
a cutback in consumer spending will 
occur . Real measured personal income 
lost ground throughout 1979. Real after-
tax weekly earnings of production work-
ers were down over 4 percent through 
the year. This brings us to a disturbing 
question. How reliable an indicator are 
measured income and earnings? The level 
of retail activity belies the reported fig-
ures. It suggests increasing activity in the 
"underground e c o n o m y " (gambling, bar-
tering, and other unreported income) . 
The same is true for employment data. 

Noncyclical Factors. As we ment ioned 
earl ier , there are at any t ime certain ran-
dom or noncycl ical events wh ich , when 
superimposed on the normal business 
cycle , can either exacerbate or moderate 
cyclical swings. In the Southeast, there 
are several such items. First, the energy 
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situation continues to be a strong positive 
factor in Louisiana with its petroleum and 
gas resources, and to the Southeast in 
general because of its cl imate. Second, 
there is an increasing tendency for the 
forestry-related industries to move away 
f rom the Northwest to the Southeast, 
where growing condit ions, topography, 
and transportation facilities make the 
Southeast a less costly area for producers . 
Thi rd , foreign investment f rom Europe, 
Latin Amer ica , Japan, and Canada has 
given the Southeast an edge over the rest 
of the country . Fourth, several major 
bui lding projects are underway in the 
region. In Georgia , the King's Bay Naval 
Base wil l take several years to build. In 
Florida and Louisiana, huge theme park 
projects wil l provide many jobs for years. 
The Alabama and Mississippi coasts wil l 
generate jobs as rebui lding f rom hurri-
cane damage continues. The proposed 
step-up in defense spending wil l benefit 
the southeastern states, which have dis-
proportionately high shares of income 
related to military operations. All of these 
plus many others too numerous to men-
tion should soften the recession in the 
Southeast. 

The outlook for the Southeast is that a 
recession will get underway in earnest in 
second quarter 1980. The depth and dura-
tion of that recession will depend on the 
exper ience of the nation as a whole . If 
the recession is moderate nationally (as 
most forecasters predict) , the Southeast 
wil l l ikely fare better than the nation. If 
the recession is severe nationally, the 
Southeast's exper ience could be equally 
severe. The reason is that, whi le the in-
dustry mixes in the Southeast and U. S. 
are different, they contain offsetting dif-
ferences. The greater share of durable 
goods employment nationally is balanced 

by a larger share of construction and tex-
tile and apparel employment in the South-
east. Overbui ld ing and the large in-
migration streams, which were reduced to 
a tr ickle in 1974, put the Southeast's con-
struction sector in dire straits in 1974-75. 
This t ime, serious overbui lding seems to 
have been prevented as builders and 
their lenders have been much more cau-
tious. Florida has not exper ienced the 
huge population inflows of 1972-73, so a 
slowing of the inf low due to a recession 
and weak housing markets e lsewhere wil l 
not have the same devastating effect this 
t ime. Tennessee and Alabama could be 
slightly harder hit in this regard because 
their population inflows are larger than in 
1973. All told, construction is in for some 
weakening , probably less than in 1974-75. 

Durables manufactur ing wil l be off, es-
pecially in transportation equipment and 
construction-related industries. Auto and 
truck assemblies are already wel l below 
year-earl ier rates. Lumber and steel fab-
ricators dependent on construction will 
be hurt. Furniture and carpet producers 
wil l also feel the effects of reduced hous-
ing starts. In apparel and textile produc-
tion, typical recessionary cutbacks in 
employment and income reductions 
should be expected. The reductions could 
be worse than the average postwar down-
turn, but we cannot now foresee things 
getting as bad as in 1974-75. However , an 
acceleration of inflation from recent rates 
could put a 1974-75 type recession in the 
realm of possibility. 

Judging f rom previous exper ience with 
recessions, government and service sector 
employment is likely to fare moderately 
well . Some trade, as well as transportation 
jobs, could be lost. These should be offset 
by growth in state and local government 
employment and other services. 
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4. C O N S U M E R P R I C E INFLATION 
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For the banking industry, the outlook is 
for a slow year. All types of loan demand 
should be down , and whi le some declines 
in the cost of funds may occur , profits 
wil l be adversely affected. There are no 
strong indications at this t ime of severe 
l iquidity problems such as occurred in 
1974; however , with weak deposit growth, 
which developed in late 1979, and the 
possibility of one final surge in business 
loan demand as inventories mount , we 
could see liquidity problems at some in-
stitutions. Savings and loan associations 
have exper ienced large increases in the 
costs of funds and are caught in a profit 
squeeze which wil l l ikely cont inue. 

In Charts 2-6, we show several 
key economic variables which the Federal 
Reserve Bank of Atlanta watches in or-
der to gauge the Southeast's economic 
condit ion. The charts contain data from 
1978 and 1979 for reference and the 
author's forecast for 1980, shown by the 
dotted portion of the line. Al l of the 
results assume a moderate national 
downturn . 

Southeastern employment (Chart 2), 
which has shown remarkable gains in re-
cent years, is l ikely to stagnate early in 
1980 and drop slightly for a quarter or 
two before returning to positive growth 
in late 1980 or early 1981. Manufactur ing 
payroll income will probably drop quite 
sharply in early 1980 and cont inue down 
for the entire year , with perhaps some 
recovery late in the year. Retail sales 
(Chart 3) may turn down markedly in real 
terms (or in unit sales) if not in dollar 
value. Auto sales should cont inue weak , 
particularly the larger models , as gasoline 
prices rise and threats of shortages once 
again scare away potential buyers. 

Apparel sales, wh ich have been unim-
pressive, are also likely to decl ine. Less 

active use of consumer credit wil l nega-
tively affect sales of big-ticket items, such 
as appliances, furniture , and boats. Some 
small recovery in retail sales could begin 
in late 1980. That wi l l , of course, depend 
partly on the inflation rate and the rela-
tive restraint of monetary policy. 

The inflation outlook (Chart 4) is 
nothing if not gloomy. With another 
round of oil price increases, record prices 
for many other commodit ies , more liberal 
wage guidelines for 1980, and the ac-
companying rise in unit labor costs, 
overall inflation as measured by the GNP 
deflator might be even worse in 1980 than 
in 1979. Consumer prices will probably be 
growing at extraordinari ly high rates early 
in 1980 but could slow in the second half 
to a rate below double-digit levels. 

Unemployment (Chart 5) wil l most 
likely begin to increase in most District 
states early in 1980, conceivably to the 8-
to 9-percent range by the end of 1980. 
This assumes that the labor force wil l 
grow at 2 percent and that 300,000 jobs 
wil l be lost in manufacturing and con-
struction. That compares favorably to the 
460,000 lost in 1974-75. Again, we point 
out that if inflation proves to be more 
resistant than we think to the monetary 
and fiscal policy now in place, the 
peak in the unemployment rate could 
come later and be higher. 

Real income (Chart 6), which decl ined 
3 percent dur ing the 1974-75 recession, 
wil l probably fall about 2 percent f rom 
peak to trough. 

1979 was not a particularly good year 
for economic forecasters, and the world 
situation in 1980 is even more volatile 
than last year. If history is any guide, 1980 
probably holds at least some surprises for 
the Southeast and the rest of the 
nation. HE] 
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The Meaning of the 1980 Monetary Targets: 
Excerpts from Testimony before the House 
Banking Committee, February 19,1980 

Paul A. Volcker, Chairman, Board of Governors 
of the Federal Reserve System 

Uncertainties 
Cloud 1980 Outlook 

Important uncertainties con-
tinue to cloud the outlook for 
1980. One of the most critical 
questions is whether consumers, 
faced with lower real incomes 
and expecting higher prices, will 
continue to spend an extraordi-
narily high proportion of their 
income despite heavy debt 
burdens and reduced liquidity. 
Purchasing power is again being 
absorbed by sharply higher oil 
prices, and there is no assurance 
that that process will quickly 
come to an end. The President 
has, of course, submitted his 
budget for fiscal 1981. But 

international political develop-
ments have raised some new 
questions about prospects for 
defense spending in the years 
ahead, and there are uncertain-
ties about other elements in the 
budget as it makes its way 
through Congress. . . . 

Amid the present uncertain-
ties, stimulative policies could 
well be misdirected in the short 
run; more importantly, far from 
assuring more growth over time, 
by aggravating the inflationary 
process and psychology they 
would threaten more instability 
and unemployment. 

Long-Term Restraint 
Needed on Money 

Growth 

The implications for monetary 
policy are clear. While there may 
be legitimate debate about the 
impacts of monetary policy in 
the short run, there is little 
doubt that inflation cannot per-
sist in the long run unless it is 
accommodated by excessive 

expansion of money and credit. 
Put more affirmatively, restraint 
on growth in money and credit, 
maintained over a considerable 
period of time, must be an es-
sential part of any program to 
deal with entrenched inflation 
and inflationary expectations. . . 

1980 Targets Mean 
Financial Restraint 

The 1980 growth ranges estab-
lished by the Federal Open 
Market Committee for the key 
monetary aggregates are in line 
with that basic, continuing objec-
tive. In the short run, we believe 
those targets are fully consistent 
with an orderly process of eco-
nomic adjustment and modest 
growth, provided the inflation 
rate subsides as the year wears 

on. We also believe that, should 
inflationary pressures begin to 
build more strongly in the con-
text of strengthening demand, 
those same targets would imply 
strong financial restraint. In fact, 
the restraint implied by the new 
targets would be inconsistent 
with higher rates of inflation 
over a significant period of time. 
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Short-Term Rates • . . Movements of short-term change in the stance of monetary 
Will Vary Widely market interest rates—such as policy; that policy will in any 

the Federal funds rate—should event continue to be directed 
not necessarily be taken as toward reining in excessive 
harbingers of a fundamental monetary growth. 

Fed Committed to Let there be no doubt; the growth from the levels of recent 
Reducing Money Federal Reserve is determined to years, not just in 1980, but in the 

Growth make every reasonable effort to years ahead, 
work toward reducing monetary 

New Procedures 
Offer Better Control 

The policy actions taken on 
Oct. 6 of last year, which en-
tailed changes in our operating 
techniques to provide better 
assurance of containing the 
growth in the money supply, 
were one demonstration of that 
commitment. And I can report 
that developments since that 
time with respect to monetary 

and credit growth have been re-
markably consistent with our 
immediate objectives. 

We cannot conclude from 
those results that our procedures 
ensure that money growth will 
always remain tightly on a nar-
row path over short periods of 
time, or that that is necessarily 
wholly desirable. 

Inflationary Stimulated in large part by 
Psychology international developments, indi-

Fuels Money cations are that inflationary 
Demand anticipations have tended to rise 

once again, and in combination, 
these developments appear to be 
generating somewhat greater 

demands for money and credit. 
In the judgment of the Board, 
these developments underscore 
the need to take such measures 
as may be required to maintain 
firm control over the growth of 
money and credit. 

Restraint is Sustained monetary restraint is 
Essential n o t a n easy, automatic, and pain-

less solvent for our economic 
difficulties—the only claim I will 
make is that it is essential. It 
works, in part, by limiting the 
potential growth in nominal eco-
nomic activity—that is, growth 
measured in current, inflated 

dollars. If other policies are 
working at cross purposes, the 
restraint can be blunt, uneven, 
and decidedly uncomfortable, 
with too much of the impact in 
the short term falling on employ-
ment and income rather than on 
prices. 

Discipline Required 
in Public Policy 

To achieve [our] essential ob-
jective [turning around the 
expectations of inflation] will 
require sustained discipline, not 
just in monetary policy, but in 

other areas of public policy. That 
discipline will certainly need to 
be reflected in the budgetary 
decisions of this Congress. 
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A 

Questions and Answers 
on Monetary Policy 
with Stuart G. Hoffman 

-

Q 
I understand that the 
Federal Reserve has 
intensified its efforts 

to control the growth of the 
nation's money supply. Why? 
What influence does money 
have on the rate of inflation? 

_ |Let's begin by recognizing that excessive 
^ ^ [money growth, along with energy-related 

Ifacts and overly stimulative fiscal policy, 
contributes heavily to chronic inflation. As I am sure 
you are well aware, the rate of inflation has accel-
erated in this country over the past several years. 
The Consumer Price Index (CPI) rose at a 61/2-percent 
annual rate in 1977, 9 percent in 1978, and 1314 
percent in 1979. Rapid money growth clearly con-
tributed to the acceleration of inflation during that 
time. To quote Chairman Volcker , " . . . I do believe 
that moderate, noninflationary growth in money and 
credit, sustained over a period of t ime, is an absolute 
prerequisite for dealing with the inflation that has 

Q What rate of money 
growth for 1980 does 
the Fed feel is consis-

tent with its goal of reducing 
the rate of inflation? 

A 11n February 1980, Chairman Volcker re-
ported to Congress the monetary growth 

Itarget ranges selected by the Federal Open 
Market Committee ( FOMC) for 1980. This process is 
in accordance with procedures outl ined in the Full 
Employment and Balanced Growth Act (Humphrey-
Hawkins Bill) passed by Congress in 1978. The Com-
mittee selected an M-1A growth range of 31/2 to 6 
percent, and M-1B range of 4 to 6V2 percent, and an 
M-2 range of 6 to 9 percent. Recently, the Board of 
Governors redefined the monetary aggregates. O ld 
M-1—which consisted of currency and traditional 
bank checking deposits—was redefined to exclude 
those checking deposits held by foreign commercial 
banks and official institutions. This new aggregate is 
referred to as M-1A. The Board also defined another 
new aggregate—M-1B—which includes M-1A plus 
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Many readers write or ask us questions on a host of economic topics. They seem most eager for 
easily understood answers on the mysteries of monetary policy and financial developments. We 

•4 asked Senior Financial Economist Stuar t Hoffman to respond to some typical questions about 
. recent monetary policy. 

ravaged the dollar , undermined our economic per-
formance and prospects, and disturbed our society 
itself/ ' 

The inflationary effects of overly rapid money 
4 growth are not felt immediately. In fact, ev idence 

suggests that money does not begin to impact prices 
unti l nearly one year later and continues to be felt 

i in the fol lowing year. This is widely referred to as 
the " lagged ef fect" of monetary policy on inflation. 
Recogniz ing this important, albeit delayed, causal 

* relationship between excessive money growth and 
inflation, the Federal Reserve has committed itself 
to more vigorous efforts to slow the rate of money 
growth. This should eventually result in a s lower rate 
of price increase. 

» 

new checkable deposits, specifically N O W accounts, 
automatic transfer accounts (ATS) , credit union share 
drafts, and demand deposits at mutual savings banks. 
This move was designed to remedy the crit icism that 
old M-1 was an obsolete measure of the public's total 
transactions balances. M-2 was redef ined to inc lude 
M-1B plus savings accounts and smal l-denomination 
(under $100,000) t ime deposits at both banks and 
thrifts, overnight repurchase agreements (RPs) at 

5 banks, overnight Eurodollars, and money market 
mutual fund shares. These recently announced 

* monetary growth ranges for 1980 are an important 
clue to how determined the Committee is to keep 
money growth on a moderate track. I bel ieve that 

( these ranges cont inue the Fed's efforts in 1979, most 
„ forceful ly in October , to reduce money growth to a 

less inflationary rate over t ime. 

"These growth ranges are an 
important clue to how deter-
mined the Committee is to 
keep money growth on a 
moderate track." 
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Q I've heard many 
people refer to the 
special F O M C meeting 

in October 1979 at which several 
emphatic actions were taken to 
help reduce inflationary pres-
sures. But I'm still not sure I 
understand the whole story. 
What circumstances convinced 
the Committee that such actions 
were necessary? 

A lAfter s lowing in the first quarter of 1979, 
measures of money growth suddenly accel-

e ra ted sharply in the second and third 
quarters, that is, in the six months prior to the Com-
mittee's special meeting in early October . In fact, 
M-1 growth reached 101/2 percent at an annual rate 
and M-2 nearly a 12-percent annual rate during that 
s ix-month period. Such rapid growth, if cont inued, 
would have resulted in money growth well above 
the F O M C ' s targets for 1979. Those targets, adopted 
in February 1979 in accordance with the Humphrey-
Hawkins Act , called for an M-1 target growth range 
of 3 to 6 percent (adjusted for technical factors) and 
an M-2 target range of 5 to 8 percent . If money were 

Q 
Exactly what did the 
Federal Reserve do at 
its special October 
meeting? 

A 
The Federal Reserve took three actions to 
help combat inflation. First, it raised the 
Federal Reserve discount rate from 11 to a 

record 12 percent. The discount rate is the interest 
rate that the Federal Reserve charges its member 
banks for borrowing. Actual ly , the discount rate is 
determined by each Federal Reserve Bank's own 
Board of Directors, subject to approval by the Board 
of Governors in Washington. 

A second action taken by the Board of Governors 
was to impose marginal reserve requirements on 
certain types of liabilities (used to f inance the rapid 
growth in bank credit) that were not formerly subject 
to requirements or that had been subject to lower 
reserve requirements . 

The third change decided upon by the Federal 
O p e n Market Committee was a change in the op-
erating strategy for inf luencing money growth that 
had evolved dur ing the 1970s and was in practice up 
until October 6. Essentially, the Federal O p e n Market 
Committee had been using the Federal funds rate— 
the overnight interest rate on interbank loans—as a 
" h a n d l e " for inf luencing money growth. W h e n the 
funds rate rises, individuals and businesses prefer to 
hold less money because of the higher opportunity 
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al lowed to cont inue to grow in excess of the targets, 
it would have served to further entrench the preva-
lent inflationary psychology and ultimately fuel the 
f ire of inflation itself. This was clearly unacceptable 
to the Federal O p e n Market Committee . Also, the 
foreign exchange value of the dollar had again come 
under significant downward pressure dur ing most of 
the summer , partly in response to the inflationary 
implication of the accelerated money growth. Addi-
tionally, speculative excesses in f inancial and 
commodity markets were readily apparent. In these 
circumstances, the F O M C felt more forceful actions 
were necessary. 

"If money were allowed to con-
tinue to grow In excess of the 
targets, It would have served to 
further entrench the prevalent 
Inflationary psychology and 
ultimately fuel the fire of Infla-
tion Itself." 

costs of foregone interest income. Fol lowing this 
strategy, when money growth was excessive, the 
Committee would raise its Federal funds rate target 
to retard money growth and vice versa. However , the 
Commit tee had always been reluctant to allow the 
Federal funds rate to rise sharply dur ing a short 
period of t ime. A certain amount of interest rate 
stability had always been a separate object ive itself. 
This often reduced the Committee's ability to hit its 
short-run money growth targets. Inevitably, when the 
Committee's twin objectives of money growth and 
interest rate stability were in confl ict , something 
had to give, and more often than not, it was money 
growth. 

W h e n it became apparent that control l ing money 
through the Fed funds rate was not an effective 
strategy, the Commit tee decided to try a different 
approach. An alternative strategy is to use the supply 
of bank reserves as the " h a n d l e . " With the change 
on October 6, the Committee placed a higher pri-
ority on control l ing money growth by supplying an 
appropriate amount of bank reserves. The conse-
quence is that the Committee currently al lows the 
Federal funds rate to vary considerably more than in 
the past as bank reserve and credit demands dictate. 
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Q 
When can we expect 
the policy moves taken 
by the Federal Reserve 

to actually reduce inflationary 
pressures? How soon can we 
look for inflation to slow down? 

A 
Most economists distinguish three impor-
tant lags between monetary policy actions 
and their effect on economic activity. First, 

it takes some t ime before a tight rein on bank re-
serves reduces money growth. After October 6, 
though, the "b i te " on money growth occurred quite ^ 
rapidly, with old M-1 and M-2 increasing at only 3- y 
and 63/4-percent annual rates, respectively, in the final 
three months of 1979. However , at least another 
quarter of slow money growth is necessary before 
conc luding that a significant t rend has been 
achieved. Second, a s lowdown in money , once ac-
compl ished, produces a moderat ion in aggregate 
economic activity within six to nine months. This is 
ref lected in lower rates of product ion and a possible 
rise in unemployment . Th i rd , the s lowdown in aggre-
gate demand is ultimately reflected in a decl ining 
rate of inflation dur ing the fol lowing year. Thus , the * 
initial effect of a " t ighter" monetary policy on infla- ^ 
tion is negligible but gradually builds up for as long 
a period as two years. 

Q 
Since 1980 is expected 
to be a recession year, 
there are sure to be 

pressures to accelerate growth 
in the money supply. How can 
the public tell if the Fed remains 
firm to its commitment to pur-
sue more moderate money 
growth objectives consistent 
with an eventual decline in the 
rate of inflation? 

A The Fed has often been crit icized in the 
past for implement ing "stop and go" poli-
cies. However , the moderate money growth 

targets adopted for 1980, even lower than those for 
1979, present a clear " s top" sign for rapid money 
growth. To find out if the strategy is work ing, finan-
cial analysts and the publ ic can compare actual 
money growth with the announced monetary guide-
posts. Since money fluctuates widely f rom month to 
month, it's not necessary for M-1A , M-1B , and M-2 

-4k 

k 
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a So one would not expect any immediate anti-infla-
tionary impact f rom the procedural changes taken in 
early October 1979. Indeed, the initial reaction may 

I actually be the reverse. The explanation is that a 
tighter monetary stance initially pushes up interest 

^ rates. Businessmen quickly pass the higher interest 
4 costs through to prices, whi le higher home mortgage 

rates for home buyers enter directly into calculations 
y of the CPI. In fact, inflation has remained uncom-

fortably high. This is related to the earlier excessive 
money growth, along with certain special factors, 

* s u c h as continued pass-through to retail levels of 
* oil price increases, unexpected jumps in food prices, 

and a sharp rise in home mortgage rates. 
Even if the Fed's policies cont inue to reduce 

h. money growth, the beneficial effects on inflation wil l 
probably not be visible until the latter half of 1980 

1 ^but should continue to build thereafter. 

"The initial effect of a 'tighter' 
monetary policy on Inflation is 
negligible but gradually builds 
up for as long a period as two 
years." 

A 

J 

growth to be within the annual target each and every 
^month. But what is important is to watch for whether 

the money growth fluctuations are averaging out 
»•over several months to a rate within the Committee's 
k long-run range. If so, slower money growth will make 

an important contribution toward reducing infla-
tionary pressures before the end of 1980. Further 
relief should then come in 1981 and beyond.0R] 

1 
1 

i 
a 
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Relevant Geographic 
Banking Markets: How 
Should They Be Defined? 
by David D. Whitehead 

Introduction. Bank mergers and bank 
holding company acquisitions often cause 
controversy. The controversy usually 
centers on a concern that combining two 
or more compet ing banks wil l result in 
higher prices and reduced services. These 
fears and others have led to laws wh ich 
control bank mergers and bank holding 
company acquisitions. A major object ive 
of these laws has been to avoid combina-
tions of compet ing banks. 

To enforce these laws with respect to 
existing competit ion, the bank regulatory 
agencies and the courts must make two 
fundamental decisions. First, they must 
determine whether banks seeking to 
combine actually compete. Second, they 
must determine whether al lowing the 
proposed acquisit ion or merger would 
significantly lessen competit ion in the 
market or markets where they compete. 
Both of these decisions require the regu-
latory agencies and the courts to def ine 
the geographic market or markets in 
which the banks operate. 

If the combining banks are found to be 
in the same geographic market , the seri-
ousness of the probable competit ive 
consequences of the merger or acquisi-
tion is judged primarily by the relative 
size of the combined organization. The 
power of an organization to affect the 
marketplace depends upon many factors, 
but the most important of these factors is 
generally agreed to be the relative size of 
the organization, i .e . , a bank's size rela-
tive to other banks in the market. The 
larger the proport ion of a given market 

control led by a single f i rm, the greater 
the degree of discretion that f i rm may 
exercise in terms of its pricing and output 
decisions. 

The relative size of an organization, 
however , is inversely related to the size of 
the market in wh ich that organization 
interacts. As the geographic limits of a 
market are expanded, more banks may be 
inc luded. As the number of banks 
def ined to be within the market is ex-
panded, the relative size of any given 
bank must decrease. 

Because the courts and regulatory 
agencies depend on the relative size 
cr iter ion, their decisions can only be as 
sound as the soundness of the definit ion 
of the relevant geographic banking area. 
For this reason, relevant geographic 
markets must be def ined so as to approxi-
mate as closely as possible our theoretical 
concept of markets. 

This article attempts to develop a way 
to define markets that is both practical 
and capable of overcoming the more 
obvious shortcomings of other methods 
relying on secondary data (see Appendix ) . 
The definit ion wil l also be theoretical ly 
acceptable because it focuses on the 
major requirements of a market—interac-
tion between suppliers and demanders— 
which also encompasses the need for 
responsiveness on the part of suppliers to 
the competit ive actions of other suppliers. 

The need to incorporate interactions 
between suppliers and demanders is met 
by identifying the area in which each 
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Controversy about bank mergers and bank holding company acquisitions is usually based on 
fears of higher prices and reduced services. The problem for courts and regulatory agencies 
trying to enforce merger and acquisition laws has been that no uniformly accepted method of 
defining geographic banking markets exists. The author reviews previous efforts to define 
banking markets and proposes a method which is both practical and theoretically acceptable. 
Since it deals largely with theoretical material and scholarly disputes, this article is more 
technical than others in this issue. 

individual bank or banking office success-
fully markets its services. Regulators call 
this a bank's primary service area and 
specifically def ine it as the smallest area 
contiguous to the bank's office f rom 
wh ich it gets 80 percent of its accounts. 

80% 

Primary Service Area: smal lest area 
cont iguous to the bank's off ice f rom 
wh i ch it d raws 80% of all its accounts . 

T w o banks are likely to react to each 
other's decisions on service charges, in-
terest rates, or new services if they both 
draw a significant number of customers 
f rom the same area—that is, if their pri-
mary service areas overlap. A set or cluster 
of overlapping service areas may then be 
used to define a group of banks that 
inf luence one another—that are in the 
same market. Therefore , overlapping 
primary service areas identify banks wh ich 
wil l react to the competit ive stimuli of 
one another. W e can then use a set or 
cluster of primary service areas jo ined by 

overlapping areas to del ineate a geo-
graphic banking market, or what has 
been called a local banking market. Since 
the primary service areas are easily identi-
fiable, this method is practical as wel l as 
theoretically acceptable. 

O n c e we have def ined the relevant 
geographic banking area, it is relevant for 
all banks located within these boundaries. 
However , the definit ion may not hold for 
all t imes. Economic growth or decl ine 
may alter banking markets. Changes in 
population density, commuting patterns, 
and new bank entries on the perimeter of 
the market may change a bank's primary 
service area and must be taken into ac-
count over t ime. 

To understand why this method can be 
useful , we need to know more about the 
theoretical concept of markets and how 
the primary service area can be used to 
determine relevant geographic banking 
markets that are consistent with this 
concept. 

Theoretical Markets 
The common thread running through all 

theoretical concepts of markets is price 
equalization. Al f red Marshal l , for ex-
ample , def ined a market as " the whole of 
any region in wh ich buyers are in such 
free intercourse with one another that 
prices of the same good tend to equal ize 
easily and qu ick ly . " George Stigler de-
fines it as . . the area in wh ich the price 
of a commodity tends to uniformity , al-
lowances being made for transportation 
costs." 
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To assure price equal izat ion, two condi-
tions are necessary. The first is that the 
product is homogeneous (what is offered 
by different sellers is basically the same); 
the second is that buyers and sellers are 
located in such close geographic prox-
imity that sellers are v iewed as good 
alternative sources of supply by a signifi-
cant portion of the consumers in the 
market. 

W h e n these two condit ions are met, an 
interplay is set up between the firms and 
their customers. Customers purchase 
f rom firms that offer the product at the 
lowest price. Thus, a price reduction on 
the part of one producer attracts cus-
tomers away from other firms in the 
market. These other f irms must respond 
by lowering their prices if they are to stay 
competit ive. As a result, prices among all 
producers are equal ized with in the mar-
ket setting. In addition to price equaliza-
tion, the definit ion of a market must 
include both the supply and demand 
activities. 

The Supply Side—Determining 
What Is Produced 

The first step in defining a geographic 
market is to define the product. Yet, 
doing so for commercia l banks presents 
a problem. These banks are by nature 
mult iproduct firms. They offer a wider 
range of f inancial services than any other 
type of f inancial intermediary. In fact, 
their range of services is so impressive 
that it becomes one of their distinguish-
ing characteristics. With two except ions— 
demand deposit accounts and loans to 
small businesses—other f inancial inter-
mediaries can offer a good substitute for 
any given service offered by commerc ia l 
banks. But no other type of f inancial insti-
tution can be considered a good substitute 
for the range of services offered by a 
bank. 

Their very multiplicity of services sug-
gests one approach to defining their 
product. The courts (and to a more 
limited degree, the regulatory agencies) 
have defined the product of commercia l 
banking as the wide range of services 

which , taken together, constitute the 
"relevant line of commerce . " The use of 
the "relevant l ine of commerce" defini-
tion allows the product of a commercial 
bank to be differentiated f rom that of a 
savings and loan or consumer f inance 
company in the same way that the prod-
uct of a department store is differentiated 
from that of a dress shop. In doing so, it 
separates the commercial banking industry 
from all other industries in the financial 
service sector. 

The "relevant line of commerce" defini-
tion also captures the second distinguishing 
characteristic of commercia l banking—the 
offering of demand deposits. Because 
demand deposits are more or less unique 
to commercial banks, they can and have 
been used by the courts as a proxy for 
all commercia l banking services. This 
seems to be reasonable if customers v iew 
the holding of a demand deposit as a 
necessary condit ion for easy access to the 
other services offered by the bank. That 
is, demand deposits can stand as a proxy 
for all commercia l banking services if the 
concept of product interdependence is 
accepted. 

T j i a r m e r ' s 
gank 

LOANS SAVINGS 
OTHER 

SERVICES 

1 1 i i i r 
CHECKING 
ACCOUNTS 

A check ing account , as v iewed by the 
cus tomer , is a basis for obtaining other 
f inancia l serv ices from his bank; there-
fore, courts and regulatory agenc ies 
have used demand deposits as a proxy 
for all commerc ia l banking serv ices . 
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Viewing the product of commerc ia l 
banks as an interdependent group of 
f inancial services that may be proxied by 
a single product simplifies the problem. It 
allows for a definit ion of a single geo-
graphic market that permits us to analyze 
not only competit ion between banks that 
offer the wide range of services but also 
any individual service offered by banks 
and any competit ion between banks and 
nonbank f inancial institutions supplying 
these services. The ability to analyze the 
individual services offered by banks and 
the competit ion between banks and non-
bank institutions is important because, 
whi le the courts have maintained that 
commerc ia l banking may be generally 
described as a " l ine of commerce/ ' they 
still insist on an analysis of the competi-
tive effects that a merger or acquisit ion 
may have on any specific service or 
product offered by the financial institu-
tions involved. Therefore , on the supply 
side, the key to defining a geographic 
market is identifying the product and 
identifying those firms which offer that 
product. 

The Demand Side: 
Identifying the Customers 

The second step in defining a relevant 
geographic market is to identify the loca-
tion of customers who are important to 
compet ing banks. The same qualities of 
uniqueness and interrelatedness that 
make demand deposits a good proxy for 
commerc ia l bank products make holders 
of demand deposits a reasonable proxy 
for the customers of commerc ia l banks. 
Therefore, identifying the geographic 
location of deposit holders served by a 
bank will approximate the relevant geo-
graphic area served by that bank, i. e., the 
bank's primary service area. 

The primary service area of a bank is 
usually def ined as the smallest geographic 
area f rom wh ich the bank derives 80 per-
cent of its demand deposits. The 
regulatory agencies that use this defini-
tion implicitly assume the customers 
outside a bank's primary service area are 

not vital to the pricing and output 
decisions of that bank. In a monopoly 
situation, the primary service area of the 
bank wil l be identical to the relevant 
geographic banking market. 

Whi le the first group of cus tomers lives 
so near Bank A that Bank B is not a 
reasonable alternative, the second 
group's locat ion makes either Bank A 
or Bank B a reasonable choice . G roup 
T w o is thus cr i t ical ly important in 
establ ish ing a market. 

Carry ing the analysis a step further , in 
any situation involving two banks, the 
primary service area of each bank may be 
smaller than the relevant market. This is 
because, given the convenience nature of 
banking, two banks located in close geo-
graphic proximity may each serve two 
separate groups of customers. The first 
group lives and/or works so near to the 
bank in question that the second bank 
will not seem a reasonable alternative 
unless it adjusts its prices so substantially 
that members of this group" are wi l l ing to 
endure the transportation cost, t ime, and/ 
or inconvenience necessitated by deal ing 
with the other bank. 

The second group of customers is 
located more or less equidistant between 
the two banks. This group exper iences 
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only minimal transportation cost, t ime, 
and inconvenience when shifting an 
account from one bank to the other . Even 
small changes in price may be enough to 
induce members of this group to move 
their accounts. 

This movement from one bank to 
another in reaction to price changes is 
critical in establishing a market. An over-
lap of primary service areas between two 
banks assures that these condit ions exist. 
In other words , it assures that the two 
banks are direct competitors. The geo-
graphic area described by the primary 
service area of each of these two banks 
wou ld then describe the relevant banking 
market , assuming banks cannot use 
nonprice techniques to differentiate their 
product .* 

Note that all customers need not be 
common to the two compet ing banks. 
However , a large enough percentage of 
the customers of each bank must be 
located in the area where the two pri-
mary service areas overlap to assure that 
either bank must react to the competit ive 
action of the other bank or lose a signifi-
cant share of its business. 

The primary service area concept works 
equally wel l for a larger number of banks. 
Each bank in the market need not be a 
direct competitor of every other bank 
defined to be within the market. Each 
must, however , share a large enough pri-
mary service area overlap with at least 
one other bank within the market to 
ensure that a competit ive action on the 
part of one bank wil l result in a com-
petitive reaction on the part of all other 
banks through a chain reaction sequence. 

Note that the competit ive reaction 
need not be direct. Indirect competitors 
—those that do not share a common 
group of customers—must also react to 
each other's actions, as the chain reaction 
sequence wil l inf luence the actions of 
those banks with whom they are in direct 

'Note Two important questions that this approach brings out have been 
given insufficient empirical study and still require considerable judgment 
on the part of the analyst: (1) How large is the fringe group of customers 
that is not vital to a bank's decision? (2) How much service area overlap 
is necessary for one bank to influence another directly? 

competit ion. In this way, the competit ive 
action of any bank in the market wil l 
eventually affect every other bank in the 
market , requir ing some competit ive re-
action on their part or a loss of customers. 
Perhaps a diagram may help to explain 
this. 

A Banking 
Market 
"Chain 

Reaction": 
T h e c i r c l e s a r o u n d " b a n k s " A , 
B , a n d C a re their p r imary ser-
v i ce a reas . T h e three c i r c l e s 
over lap , p roduc ing a " c lu s te r " 
of over lapped se rv i ce a reas . 

B a n k s A and B are d i rec t compet i to r s ; 
they s h a r e a p r imary s e r v i c e a rea over-
lap. The re fo re , a n y reduct ion in A's 
pr i ce wi l l fo r ce B to r educe its pr ice or 
lose c u s t o m e r s . S i n c e B and C s h a r e 
ove r l apped p r imary s e r v i c e a reas , C 
must a l so r e d u c e its p r i ce fo l lowing B 's 
lead or lose c u s t o m e r s . 

T h e r e f o r e , even though A and C 
don't s h a r e a s e r v i c e a r e a over-
lap, both a re in the s a m e market 
b e c a u s e A's compet i t i ve ac t ion 
is t ransmi t ted th rough B to C , 
i .e. , p r i ces in the market tend 
to equa l i ze over a l l se l le rs . 

Defining a geographic banking market 
by aggregating primary service areas that 
share some degree of overlap assures that 

In th is w a y , A ' s 
reduct ion in pr ice 

is t ransmi t ted 
th rough B to C . 
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all banks within the market react to 
common demand conditions. It also 
assures that at least some portion of the 
customers of each of the banks in the 
market v iew at least one other bank in 
the market as a good alternative source 
of f inancial services. As a result, a com-
petitive action on the part of one bank, 
i .e. , a change in price and/or quality of 
banking services can reasonably be ex-
pected to draw customers from at least 
one other bank in the market. The bank 
losing these customers wi l l react by a 
similar competitive action. This interaction 
assures a market. 

Product Segregation 
O n c e a geographic area has been 

defined as the relevant banking market , 
it is possible to determine what impact 
other f inancial intermediaries have on 
commerc ia l banks and vice versa. This is 
done in much the same way that regional 
economic models are opened up to al low 
for outside influences. That is, the com-
petitive inf luence exerted by any other 
type of f inancial institution offer ing a 
service similar to that offered by a com-
mercial bank is considered an exogenous 
shock wh ich , if suff icient, could cause a 
reaction on the part of any bank. In turn , 
this reaction wil l be transmitted to all 
other banks in the market. Since we have 
taken as a constraint the court's l ine of 
commerce product definit ion, the impact 
of f inancial intermediaries other than 
banks wil l be relevant only as their activi-
ties affect the competit ive activities of 
banks in terms of a specif ic f inancial 
service in the given geographic market. 
In the same way , changes in the competi-
tive behavior of banks affect other 
f inancial intermediaries offer ing similar 
services in the def ined market. 

As a result, the def ined geographic 
market can be used to analyze the com-
petitive consequences in any product l ine 
offered by commerc ia l banks, taking into 
account that other financial intermediaries 
offer the same type of service. If a ques-
tion relates to mortgage loans, for 
example , all suppliers of this type of loan 

in the geographically def ined banking 
market are relevant to the analysis. 

Benefits of the New Definition 
The use of over lapped primary service 

areas or, more precisely, clusters of pri-
mary service areas to define geographic 
banking markets offers several advantages. 
By concentrating on geographic areas f rom 
which banks actually draw customers, it 
directly addresses the interaction between 
demanders and suppliers. Since no other 
proposed criterion allows both supply 
and demand to be included, no other 
assures the necessary interaction among 
market participants. 

In addition, a definit ion based on 
clusters of over lapped primary services 
can be easily applied in a practical setting. 
Simply by knowing the location of the 
primary service areas of banks and/or 
branches, we can establish the basic out-
line of the market. Quest ions about 
whether to include a given bank within 
a given market can be resolved by a 
simple survey or bank interviews to de-
termine what area the bank draws its 
deposits from. Courts and regulatory 
agencies can research previous cases to 
ascertain primary service areas in places 
where other acquisitions or merger 
activity have occurred. 

Finally, a definit ion based on clusters of 
over lapped primary service areas assures 
that the markets' boundaries are f ixed at 
any point in t ime but are expandable 
over t ime as growth occurs. A f ixed mar-
ket guarantees that every organization 
attempting to enter the market through 
the acquisition of a given sized bank wi l l 
receive the same treatment as its com-
petitors. 

The combined advantages of the sug-
gested method make it a reasonable 
solution to the problem of defining 
relevant geographic banking markets. In 
sum, this approach is theoretical ly justi-
f iable, operationally practical, and results 
in an even-handed evaluation of the 
potential competit ive consequence of 
merger and acquisit ion in a given market . 
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APPENDIX 
Defining Banking 
Markets: An Analytical 
Review of the 
Literature 

At present, there is no uniformly accepted 
method of defining geographic banking mar-
kets. The courts have most often defined 
markets on the basis of "the area in which the 
competitive effect would be direct and im-
mediate,"1 which has resulted in geographic 
markets delineated on the basis of local areas 
as opposed to state or regional areas.2 The 
concept that banking markets are local is now 
well accepted by the courts and regulatory 
agencies. The geographic areas most often 
utilized to approximate local banking markets 
by the courts have included cities, counties, 
Ranally Metropolitan areas, and standard 
metropolitan statistical areas. 

On more of an academic level, a number of 
studies have been undertaken to establish 

'United States vs. Philadelphia National Bank, et al , 374 U S. 321, 1963 
2See Douglas Austin's, "The Line of Commerce and the Relevant 
Geographic Market in Banking What Fifteen Years of Trials and Tribu-
lations Have Taught Us and Not Taught Us About the Measurement of 
Banking Structure,' Proceeding of a Conference on Bank Structure and 
Competition. Federal Reserve Bank of Chicago, April 1970, pp 185-209, 
for a complete discussion of how the courts have defined markets. 

methods for delineating either the primary ^ 
service area of a bank or geographic banking 
markets. These studies may be subdivided into 
three basic categories—first, those which at-
tempt to specify the geographic distribution of 
a bank's customers, i.e., the bank's primary y 
service area; second, those which use a cus-
tomer survey method to delineate the location f 

and characteristic of users of some type of 
banking services, thereby establishing a geo-
graphic market for these services; and third, a 
group of studies of a more general nature 
which key on some demand and/or supply * 
variables to generate a model for identifying 
geographic banking markets. While each of 
the three types of studies accumulates useful 
information, each has its limitations. 

Examples of the first type of study are [1], 
[2], [4], [15], and [16]. Each of these studies K 
focused on an individual bank and then at-
tempted to ascertain the geographic area > 
served by the individual bank. To the extent 
that each of these attempted to delineate the 
geographic area served by a bank, they were • 
not attempting to establish a banking market. 
The geographic areas served by a bank and a -

banking market are completely different 
concepts. 

The studies by [6], [7], [10], and [17] are 
good examples of the second category. Each 
of these studies used a survey to establish 
where residents and/or businesses of given 
communities obtained banking services— 
from within the local community or elsewhere. a 
These surveys were intended to isolate those 
factors which are important to bank customers 
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in choosing a bank. Each concluded that bank-
ing markets are essentially local, i.e., a given 
community, or, in the case of suburban areas, 
banking markets are expanded to include 
bedroom communities of larger metropolitan 
areas. In the latter case, commuting patterns 
increase the number and geographic distribu-
tion of banking alternatives and, hence, the 
geographic extent of the banking market. 
These studies indicate that banking markets 
are local and that one's choice of a bank is, in 
large measure a function of convenience. 
These research efforts, however, did not result 
in the identification of variables which would 
prove useful in constructing a generalized 
model to predict geographic banking markets 
from secondary market data, such as popula-
tion density, distance, or commuting patterns. 
Rather, each advocated a case-by-case ap-
proach to banking market determination. 

The third group of studies are those which 
attempted to build on a theoretical base a gen-
eralized method for approximating geographic 
banking markets. Studies in this category in-
clude [5], [9], [12], and [18]. Studies [9] 
and [12] focused directly on the price equali-
zation characteristic of markets and attempted 
to define markets on this characteristic. Price 
equalization is perhaps a necessary condition 
within a market, by definition. However, it is 
not sufficient in and of itself to delineate a 
market in geographic space, given that more 
than a single market may have the same price. 
In other words, price equalization is a charac-
teristic of a market and is a good test as to 
whether or not a defined geographic area is, 

in fact, a market, but it cannot be used inde-
pendently to delineate a spatial area as a 
market. Study [5] developed a model which 
is used to focus on the share of accounts a 
bank is likely to draw from a given Zip Code 
area. Its share is dependent basically on rela-
tive distance, relative ages of banks, and 
relative prices of banking services. The model 
stratifies the area in question by Zip Codes 
and then measures the degree of competition 
between organizations, based on the degree to 
which they obtain deposits from each area. 
Since the focal point is the share of deposits 
within a particular Zip Code area obtained by 
a given bank, it implicitly assumes a direct 
relationship between the share of Zip Code 
deposits obtained and the degree to which that 
bank will compete for those deposits. How-
ever, a bank may receive 50 percent of a given 
Zip Code area's total deposits, but this may 
constitute such a small percentage of the 
bank's total deposits that the bank would not 
change its price in order to compete for cus-
tomers located in this area. As such, two banks 
obtaining deposits from this area may or may 
not compete in this area. This information is 
neither necessary nor sufficient by itself to 
include a bank in the market or exclude a bank 
from the market. 

Study [18] focused on the use of secondary 
economic/demographic data to approximate 
"areas of convenience" for banking services. 
This study delineates geographic markets on 
the basis of population density, economic 
functions, and size of communities. It was 
found that this type of market definition is 
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superiorto using politicalsubdivisions. Closely 
related to this type of approach is that sug-
gested in studies [8] and [14] in which a com-
bination of banking and demographic data is 
used to define markets. The latter two studies 
suggest that a case-by-case approach is nec-
essary. In fact, study [14] presents the only 
public statement by a member of the Federal 
Reserve Board staff on the approach to market 
area determination used at the Board. In cases 
involving "simple markets," i.e., markets in 
which it appears all sellers are viewed as good 
alternative sources of supply by all customers, 
it is necessary only to definethe periphery of the 
market, and this can be accomplished by look-
ing at the extent and durability of price varia-
tions among suppliers of the services over the 
area. Significantly, different prices imply 
different markets, taking adequate account of 
adjustment time and quality differences. For 
complex local markets, i.e., markets which are 
so large geographically that customers don't 
view every seller as a reasonable alternative 
source of supply, markets are approximated 
by either entire counties or SMSAs and/or 
Ranally metro areas. If any doubt remains after 
looking at each of these market approximations, 
the Board requests the Reserve Banks to carry 
out small surveys or, on rare occasions, large-
scale surveys. 

The current state of affairs as far as banking 
market determinations are concerned was 
adequately expressed by Governor Wallich in 
a dissenting statement on a recent case. 

"In this case, an array of alternative market 
delineations has been presented for the 
Board's consideration. Each of them, with 
the exception of Applicant's ten-county 
market, has some merit, reflecting recog-
nized economic and competitive relation-
ships, but no one of them is entirely 
satisfactory."3 

3Dissenting Statement of Governor Wallich, Order Denying Acquisition 
by Independent Bank Corporation, Ionia, Michigan, of The Old State 
Bank of Fremont, Fremont, Michigan; Federal Reserve Bulletin, October 
1979, pp. 867-870. 

It should be obvious at this point that re-
searchers have not established an unambiguous 
model that may be used generally to determine 
geographic banking markets. No rule of thumb 
may be generally applied to identify banking 
markets in geographic space. At best, the re-
sults of all these studies indicate that banking 
markets are, in fact, local and must be defined 
on a case-by-case basis. Regulatory agencies 
have generally accepted the concept of local 
banking markets and have approached the 
problem of geographic banking markets on a 
case-by-case basis. Further, it seems to be 
agreed that use of secondary data, such as 
population density, commuting patterns (to 
work or to shop), transportation networks, and 
common advertising, may all be important for 
delineating geographic banking markets. 
These factors are indications of homogenous 
economic regions which, to some extent, allow 
for an interaction between buyers and sellers. 
Other factors, such as natural barriers, socio-
economic barriers, and banking laws may serve 
to break these competitive interactions. Regu-
latory authorities attempt to take each of these 
factors into consideration in determining a 
relevant geographic banking market. These 
factors, in effect, set up conditions under which 
it is asserted that customers have access to or 
view a number of banks as viable alternatives 
for banking services, thus establishing the 
necessary interaction between buyers and 
sellers to delineate a market. The limitations 
of this approach are that each of these factors 
is simply an indication that a market may exist; 
alternative factors may give conflicting evi-
dence as to whether or not a market actually 
exists. The degree to which each oranyofthese 
factors must be present in order to establish the 
existence of a market lacks specification. Some 
of the same problems are inherent in the 
method of defining markets suggested in the 
present study, however, with an important dif-
ference. The clustering of overlapped primary 
service areas assures that competitive stimuli 
are transmitted from bank to bank; customers 
in these areas are in fact capable of changing 
banks relatively easily. BE] 
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Monthly Southeastern 
E c o n o m i c Indicators 

This compilation of data from our monthly 
Updates (with revisions) includes major business 
statistics (employment, finance, and income) for 
the Sixth Federal Reserve District (for 1968-78) 
and for each of the six states included in the 
District (for 1974-78). Published in December 
1979. 

For cop ies of these pub l i ca t ions , wr i te to 
the Research Depar tment , Federal Reserve 
Bank of At lanta, At lanta, Georg ia 30303. 
Please inc lude a comple te address wi th 
ZIP code to ensure del ivery. 

Historical 
Southeastern Statistics 

Published in December 1979, this summary of 
major economic trends shows the relative 
economic growth of the region. Data are 
presented for the six states in the Sixth Federal 
Reserve District and for the eleven southeastern 
states from (in most cases) 1930 to 1978. Tables 
include Resident Population, Income, 
Employment, Production, Agriculture, Finance, 
and Retail Sales. 

Now 
Available 
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Working Paper 
Reviews 

The following articles are staff reviews of more complete studies in the 
Federal Reserve Bank of Atlanta Working Paper series. 

B. Frank King 

Future Holding 
Company Lead Banks: 
T h e Federal Reserve's 
Standards and Record 

When a large banking organization at tempts to 
acquire another large organization in a 
different area of the country, courts and 
regulatory agencies mus t decide whether the 
bank to be acquired might , if left alone, expand 
and form its own mult ibank holding company. 
Since 1967, the Federal Reserve System has 
been involved in such decisions. 

By fits and starts, the nation appears to 
be moving toward greater acceptance of 
interstate banking. If this leads to inter-
state branching, the Federal banking 
agencies and the Department of Justice 
wil l most likely be faced with thorny 
problems in their analysis of the competi-
tive effects of mergers across state lines. 
Straightforward potential competi t ion 
questions wil l certainly arise. In the past, 
for example , when a bank or holding 
company wanted to enter a new market 
by acquir ing a smaller bank, authorities 
have asked what the effect wil l be on 
competit ion. But a potentially important , 
and much less frequently discussed, prob-
lem may overr ide the significance of such 
questions. 

This prob lem—how to identify future 
lead banks—arises when a large banking 

organization attempts to acquire another 
large organization in an entirely separate 
area of the country . In addition to decid-
ing whether the acquir ing bank will have 
competit ive advantages in its new market , 
courts and regulatory agencies must con-
sider the possibility that the bank to be 
acquired might, if left a lone, expand and 
become a competitor of the acquirer in 
other markets. 

Although in the past these banking 
and antitrust agencies have not empha-
sized a bank's potential to expand (and, 
by forming its own mult ibank holding 
company , to become a new lead bank) , 
such considerations are not entirely new 
to the Federal Reserve System. The Sys-
tem has, in a series of cases starting as 
far back as 1967, considered whether the 
organization being acquired would itself 
form a multibank holding company and 
thus become a direct competitor of the 
company applying for it. 

What factors has the Board considered 
in projecting future lead banks? Under 
what condit ions have such project ions 
become important to Board decisions? 
How accurate were the Board's projec-
tions? Was there a pattern to its success-
ful project ions? In his Work ing Paper, 
B. Frank King discusses these questions 
and provides a basis for interpreting and 
evaluating the Board's criteria and its 
record on projections. 

The Board, according to King, identifies 
future lead banks (banks which could 
form their own multibank holding com-
panies) because these banks may fit into 
two theoretical and sometimes combined 
concepts: the "w ings" effect and the 
"déconcent ra t ion" effect. The "w ings " 
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effect is the current i n f luence on market 
prices and output of a l ikely compet i tor 
on the fr inge of a market (" in the wings" ) . 
The " d é c o n c e n t r a t i o n " effect refers to 
what w o u l d happen to future prices and 
output if that compet i tor entered the 
market . The number of compet ing banks 
w o u l d increase , and the " concen t r a t i on " 
of customers w o u l d be dispersed. The ac-
curacy of the Board's pro ject ions , then , 
depends to a large extent on the quality 
of its judgment of these two effects. O n c e 
these genera l effects have been appl ied 
to the speci f ic acquis i t ion and a potential 
lead bank has been ident i f ied , the Board's 
a rgument has general ly been that these 
two effects are l ikely to occur and that 
the future lead bank , if left a lone , is l ikely 
to form its o w n mult ibank hold ing com-
pany that wou ld compete wi th the apply-
ing mult ibank company . The Board w o u l d 
then deny the acquis it ion of the future 
lead bank on the grounds that it w o u l d 
have adverse effects on compet i t ion . 

In his analysis of the 13 future lead 
banks ident i f ied by the Board between 
1967 and 1975, King conc ludes that identi-
fications of future lead banks were based 
primarily on large size relative to other 
banks in the state or region and the capa-
bility of management. The Board has 
been most conce rned about the threat of 
e l iminat ion of future lead banks w h e n 
there have been few other lead banks in 
the area and high concent ra t ion in local , 
regional , and/o r state markets . King's ex-
aminat ion of the accuracy of the Board's 
pro ject ions shows that the Board cor-
rectly ident i f ied future lead banks in 
slightly more than half (7) of the cases, 
that it was w r o n g in one-fourth (3) of the 
cases, and that it is too early to judge 
the rema in ing fourth (3) of the cases. In 
the second part of the Board's pro ject ion 
(whether the future lead bank and the 
company seek ing to acqu i re it actual ly 
became compet i tors ) , K ing discovers sub-
sidiaries of four of seven lead banks to be 
compet ing with the original appl icant (al-
though points of compet i t ion we re not 
extensive) . 

King's analysis of the Board's successful 
and unsuccessful projections reveals sev-
eral patterns. First, the earl ier the original 
denia l , the more l ikely " f u t u r e " lead 
banks are to become real lead banks. 
Th is , of course , may be due to the addi-
t ional e lapsed t ime since these early 
decis ions. Second , of the designated fu-
ture lead banks , the larger organizat ions 
we re general ly more l ikely to become 
actual lead banks than the smal ler ones. 
Part of the explanat ion for these patterns 
may be due to a s lower economy and the 
Board's t ighter acquis i t ion pol icy after 
1973, but the patterns appear over the en-
tire 1967-1975 per iod . 

Th roughout that per iod , the Board's 
main interests appeared to lie in preserv-
ing both wings and déconcent ra t ion 
effects of future lead banks in local mar-
kets with high concent ra t ion and w h e r e 
few relatively large, capable banks ex-
isted. K ing f inds that the Board has only 
had moderate success in predict ing future 
lead banks that w o u l d come into compe-
tit ion with other organizat ions . Al l but 3 
of the 13 future lead banks cont inue to 
be at least " i n the w ings , " but so far 
Board denials cou ld have led to market 
déconcent ra t ion in only a minor i ty of the 
instances. The cr i ter ia for fu ture lead 
bank pro ject ions seem val id , K ing con-
c ludes , but the accuracy of the pro jec-
tions cou ld be improved through fur ther 
research on lead bank characterist ics . Qr] 

Future Holding Company Lead Banks: 
The Federal Reserve's Standards and 
Record by B. Frank King, October 1979, 
11 pp. Includes Bibl iography and 
Append ix of fu ture lead bank decisions. 

A copy of this study is available upon 
request to the Research Depar tment , 
Federal Reserve Bank of At lanta, Atlanta, 
Georgia 30303. 
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Robert E. Keleher and 
Charles J. Haulk 

Money- Income 
Causality at the 
State-Regional Level 

Recent theoretical developments and statistical 
procedures suggest that money-income 
causality at the regional level may be the 
reverse of that at the national level. Changes in 
regional income, the authors argue, produce 
changes in regional money supply. 

Does an increase in money supply in a 
region contr ibute to inflation? Does per-
sonal income in a state depend on the 
supply of money in that state? The answer 
to both questions, surprisingly, appears to 
be no. These were some of the implica-
tions when Federal Reserve Bank of 
Atlanta economists Robert E. Keleher 
and Char les j . Haulk applied international 
monetary theory and innovative statistical 
procedures to U. S. states and regions. 

Instead of changes in money supply 
causing changes in income (as in a rela-
tively isolated national economy) , the 
study found that the reverse is true at the 
regional level. Changes in income con-
tr ibute to changes in the money supply. 
If that is the case, several practical and 
theoretical implications arise. First, it im-
plies that inflation in a region is not 
determined by the money supply in that 
region. Inflation, in fact, induces more 
money to be demanded , since the larger 
the income, the more people need money 
to complete transactions. Second, based 
on this "reverse causat ion" conclus ion, 
regional banks who want to forecast fu-
ture demand deposits wou ld be advised 
to employ regional income instead of 
national money supply as a principal ex-
planatory factor. A third corollary would 

be that contrary to some theories, an in-
crease in regional money would not con-
tribute to increased regional inflation. 

The theoretical context of the study has 
to do with the fact that until recently, 
economists treated the U. S. as a closed 
economy (a self-sufficient economy which 
has little or no interaction with other , 
external economies) . It has become in-
creasingly evident , however , that the U. S. 
is actually an open economy with sub-
stantial interchange across its borders. 
Consequent ly , economists have devoted 
much recent theoretical work in interna-
tional monetary economics to analyzing 
small, open economies (an individual 
U. S. state or region or a small country , 
for example) . 

O n e group, in particular, those who 
advocate the monetary approach to the 
balance of payments (MABP) , has exam-
ined the small , open economy (SOE) 
under f ixed exchange rates within an 
integrated wor ld economy. That is, an 
economy where the rate of exchange 
with currencies of other economies is 
f ixed. Since most countries now employ 
more f lexible exchange rates, the case of 
the individual state or region within the 
U. S. is one of the few remaining exam-
ples of a f ixed rate SOE. When it ex-
amines the wor ld system (by definit ion, 
a closed economy) , this "global mone-
tarist" school contends, among other 
things, that wor ld money demand, in 
conjunct ion with the world money sup-
ply, determines the world price level. 
Causation in a closed system, it maintains, 
runs from money to nominal income. In 
other words , an increase in money supply 
wil l eventually cause an increase in nomi-
nal income. 

W h e n applied to a small, open econ-
omy, under f ixed exchange rates, how-
ever , this same literature indicates that 
changes in the domestic money supply 
cause no permanent changes in interest 
rates, prices, or income. Causation in 
such a SOE, then, may be the reverse of 
the closed economy. 

32 JANUARY/FEBRUARY 1980, E C O N O M I C REVIEW 

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



The M A B P f r a m e w o r k , wh i ch consists 
of an integrated c losed e c o n o m y with 
small , open economies wi th in it, can be 
appl ied to the U. S. e conomy and its 
states and regions. Causat ion between 
money and income at the state-regional 
leve l , then , may be the reverse of that at 
the national (U. S.) level . 

This interpretation, however, has not 
been adequately recognized by recent 
studies of causality at the state and reg-
ional level. Most studies examin ing the 
relat ionship be tween money and state 
and regional e c o n o m i c activity have 
focused on the regional impacts of na-
t ional monetary pol icy . These studies 
have used models in w h i c h causality runs 
f rom money to income . 

A few recent studies have examined 
causal relat ionships be tween regional 
money and regional e c o n o m i c activity. 
A l though mainta in ing that this regional 
approach to money- income causality is 
un ique and interest ing, Robert E. Ke leher 
and Char les J. Haulk in their W o r k i n g 
Paper contend that prev ious regional 
studies are def ic ient for several reasons. 

Ke leher and Haulk point out that these 
theoret ica l deve lopments (which suggest 
reverse causation) have not been em-
ployed in recent regional studies. They 
also cite innovat ive statistical procedures 
(deve loped by Granger , Sims, and others) 
direct ly relat ing to studies of causality 
w h i c h have not been emp loyed in studies 
of money and income in states and 
regions. 

Ke leher and Haulk then proceed to 
apply both recent theoret ica l and empir i -
cal deve lopments in their study of 
money- income causality at the state and 
regional level . The i r analysis improves our 
understanding of the monetary d imens ion 
of the regional economy and provides 
in format ion about the regional transmis-
sion of monetary pol icy . Ke leher and 
Haulk note that the regional env i ronment 
presents a uniquely appropr iate data set 
in w h i c h to test aspects of the monetary 
approach to the balance of payments . 

They also give several reasons w h y , theo-
retical ly , the monetary approach to the 
balance of payments may be more appli-
cable to the regional than to the national 
economy . 

The M A B P , for example , deemphas izes 
artif icial barriers to trade ( i .e. , trade re-
strictions) and assumes rapid arbitrage in 
commodi ty and asset markets . It empha-
sizes the self-regulatory adjustment pro-
cess and deemphas izes structural charac-
teristics (monopol ist ic or ol igopolist ic 
sectors, d i f ferent tax systems, etc . ) . It 
further assumes that the closed economy 
wi th in wh ich the single SOE operates is a 
s ingle, integrated economy . These condi-
t ions, the authors argue , are more closely 
met in the regional than in the national 
e c o n o m i c env i ronment . 

Basing their empir ica l techn ique on 
Granger 's def in i t ion of causality and Sims' 
p rocedure for testing causal ity, Ke leher 
and Haulk analyze data f rom the states 
wi th in the Sixth Federal Reserve District 
and conc lude that the tests support the 
predict ions of the theory that causal rela-
t ionships between money and income in 
the SOE under f ixed exchanges may be 
the reverse of that in the large, c losed 
economy . Causal i ty , that is, may run f rom 
income to money in the SOE , rather than 
f rom money to income as in the c losed 
economy . H E 

Money-Income Causality at the State-
Regional Level by Robert E. Keleher and 
Charles j. Haulk, November 1979, 30 pp. 
Bib l iography. 

A copy of this study is available upon 
request to the Research Depar tment , 
Federal Reserve Bank of At lanta, Atlanta, 
Georgia 30303. 
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