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Farm Credit in the Southeast: 
Shakeout and Survival 

Rocked by financial troubles, the Southeast's agricultural 
economy is seeing a shakeout of marginal, i l l-managed 

farms. That shakeout will also affect a number of efficient 
farms afflicted by economic and physical problems. Most 

southern farmers, however, will survive and continue in 
business. 

If an agricultural economist had seriously sug-
gested in 1972 that 10 years later southern 
farmers wou ld owe $20 bi l l ion and face $2 
bi l l ion in annual interest payments, he wou ld 
have been met with, at best, serious skepticism. If 
he also had included a predict ion 
of crop prices be low the break-
even point his credibility would 
not have been improved. 
Yet, as we enter 1983, all 
of the above are true. 

For the farm econo-
my, 1982 may wel l have 
marked a low point of 
the post-Depression farm 
era and of the present 
farm crisis. Despite wide-
read pessimism concern-
ing de l inquent debts, farm 
liquidations, low prices, and 
decl ining equities, the great 
majority of farmers wi 
survive. That is not to deny, how-
ever, that several hundred (possibly 
as many as 3,000) southern farmers wil l 
leave the business over a two-or three-year 
span. Many farmers have already l iquidated their 
operations, and a further rise in the rate of 
liquidations is generally expected. Although delin-
quency rates on Farmers Home Administrat ion 
(FmHA) farm program loans remained high through-
out 1982, they decl ined slightly for the Sixth 
Federal Reserve District as a whole. 

The farm economy's financial predicament 
can be blamed on a w ide variety of factors. Yet, 

directly or indirectly, the essential e lement that 
has placed many farmers in a precarious posit ion 
is the inflationary binge of the 1970s. Farmers 
became accustomed to the substantial and con-
t inuous rise in asset values, especially in land, 

and a t tempted to use it to expand their 
operations. Other farmers, less for-

tunate, were trying to use their 
increasing equi ty to offset 

losses f rom drought or 
other reasons. 

Regardless of the ra-
tionale, the cont inuous-
increase in paper asset 
values made it much 
easier for farmers to util-
ize debt financing. In 

1982, this bubble essen-
tially burst, as the rate of 

inf lat ion fell rapidly. The" 
cool ing of inflation, in,, 

combination with over-abun-
dant supplies, weak demand , -

lower commodity prices, and still 
substantial interest rates all worked 

to squeeze the farm economy. An adjust--
ment that could have been handled had it devel-
oped gradually was suddenly compressed into a~' 
one- or two-year period. 

Perhaps subsiding inflat ion wou ld have had" 
less impact if farmers had not been racking up 
back-to-back years of low net incomes. National 
figures indicate that high incomes in 1979 
were fo l lowed by substantially lower incomefi. 
in the fo l lowing years.1 Farm income in 1980 
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fell 38 percent f rom the preceding year; in 
1981 it was still 22 percent lower than 1979. 
Present estimates for 1982 suggest net farm 
income wi l l remain low. 

For the Sixth District, net farm income peaked 
in 1979 and began a subsequent decl ine. Net 
income f rom farming in 1980 is est imated at $2 
bi l l ion, or 49 percent less than in 1978. There 
was little improvement in 1981, nor is any likely in 
1982.2 

The recent low income years were preceded 
by the rapid c l imb in District farm debt. From 
1970 to 1980 the increase exceeded 200 
percent. 

Contrary to what might have been anticipated, 
farm debt growth has actually s lowed in the 
South since 1980 (Chart 1). Reports f rom 
individual lenders suggest loans outstanding 
have seen litt le increase dur ing 1982 in the 
aggregate. The Federal Land Bank (FLB) was 
showing a 12 percent rise as of September 
1982, but o ther lenders report either very small 
increases or actual declines. The increase in 
FLB loans outstanding might be explained by 
an increase in farmers using their farmland as 
collateral in order to repay short-term loans or 
to obtain operat ing funds. The decl ine in Pro-
duction Credit Association (PCA) loans outstand-
ing (9 percent) and increase in FLB loans 
outstanding suggest this might be happening, 
but it cannot be proven conclusively. Another 
possibility is that, w i th increasing numbers of 
farmers l iquidat ing their farms and a shift by 
many farmers to low cost crops, demand for 
short-term loans s imply may have decl ined. 
Reports f rom the farm commun i t y suggest 
farmers are try ing to min imize or avoid deb t as 
energetically as possible. 

Recent data indicate sharp decl ines in loans 
closed by bo th PCAs and FLBs dur ing the last 
year. A comparison of September 1982 w i th 
September 1981 shows approximately 50 per-
cent fewer loan closures at FLB off ices in the 
southern Uni ted States. The PCA loan vo lume 
was approximately 11 percent off f rom Sep-
tember 1981, al though rates varied greatly 
between areas. 

'"Economic Indicators of the Farm Sector,' Economic Research Service,USDA 
2Economic Research Service, USDA. 
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Chart 1 . Growth in District Farm Debt 
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Source: Farmers Home Administration USDA Farm Credit Administration 
and Federal Reserve Board. 

Farm Mortgages 
Long-term deb t secured by farm real estate 

in the Southeast has changed substantial ly in 
recent years. Banks have lost more of the 
market to other lenders, the FmHA has expanded 
its loan vo lume, and the FLB has become the 
single most important source of credit to farmers. 
Of the lenders, FmHA has the most serious 
prob lem w i th borrower del inquencies. 

A broad swing in borrower att i tudes shows 
up clearly here. Fol lowing the Depression, a 
basic precept of farm financial management 
was to min imize debt. The per iod f rom 1939 
unti l 1956 saw only a doub l ing of farm loans 
outstanding in the District. Yet since 1956 farm 
real estate debt has increased eightfold. It has 
doub led since 1975 (Chart 2). 

By the 1980s the FLB had emerged as the 
major source of farm real estate loans. Prior to 
the mid-1970s, farmers ut i l ized a variety of 
sources for real estate debt, but in most Distr ict 
states the FLB had substantial amounts outstand-
ing. Insurance compan ies held s igni f icant 
amounts of debt in Alabama, Florida, and Mis-
sissippi (where they were the largest single 
source). At present, the FLB is the largest suppl ier 
of funds in each District state, representing 44 
percent of all loans outstanding in Georgia. 

Florida and Georgia have the greatest share of 
long-term farm debt , representing 42 percent 
of the total District debt. At the other end of the 
scale, Alabama and Louisiana have consistently 
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Chart 2. Farm Real Estate Debt 
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Source: Agricultural Statistics 1981, USDA Farm Real Estate Debt 1982, 
Statistical Bulletin 31. Farm Credit Administration. 

been the states w i th the District's lowest debt 
throughout the last 20 years. Mississippi held 
the largest share 20 years ago, bu t its share has 
receded since. 

Farm Non-real Estate Debt 
The three main sources of non-mortgage 

farm debt are: commercia l banks, PCAs, and 
the FmHA. PCAs do make loans secured by real 
estate, but they usually are counted as short-
term and intermediate loans. Recent estimates 
of District non-real estate farm debt of these 
lending institutions suggest it is approximately -
$8 bill ion. Such debt appears to have grown at 
a 9 percent rate in 1981-82, in line w i th a 
national growth rate of 8 percen t Assuming 
that District rates are comparable w i th national 
rates, the pattern is similar to farm mortgages: ' 

Box 1. The Dimensions of Farm Credit 

When speaking of farm credit one is referring to a 
relatively important amount of debt, a substantial 
number of debtors, and a variety of lending institutions 
Nationally, farm debt has been estimated at approxi-
mately $200 billion. For the Sixth District it is more 
difficult to arrive at an estimate, but the addition of 
known debt quickly sums to $18 billion and $20 billion 
is more likely. Likewise, the numberof indebted farmers 
in the District cannot be estimated precisely, since 
figures are unavailable from some lending sources, and 
some borrowers probably are indebted to more than 
one source. A highly approximate estimate would be 
150,000 indebted farmers These farmers have available 
to them a wide variety of lending sources. These 
sources of farm credit include the Federal Land Banks, 
Production Credit Assoications, Farmers Home Admin-
istration, commercial banks, the insurance industry, 
agribusiness enterprises and individuals. The latter two 
categories, for which information is generally unavailable, 
consist primarily of short-term credit such as farm 
equipment sales, fertilizer sales and similar arrange-
ments. In addition, the Small Business Administration 
(SBA) was active for a few years making disaster-
related farm loans Although the SBA has ceased such 
activity, it maintains a substantial portfolio of long-term 
loans. 

The FmHA, agovernmental entity within the Depart-
ment of Agriculture, has been performing in a number 
of capacities, although to the farm industry its basic 
function is "lender of last resort." In the past it has 
extended credit to farmers otherwise unable to obtain 
necessary funds for entering the business, expanding 
their existing farm operation, or remaining in business. 
It has also extended credit to farmers affected by 
physical disasters such as floods or drought and 
briefly functioned as a source of funds to farmers 
unduly hurt by economic circumstances beyond their 
control. The organization has many additional functions, 
but the above are of primary relevance to the farm 
economy. 

The FmHA as of the third quarter of 1982, had 
extended credit to 50,012 District borrowers com-
posing the traditional farm programs (Table 1). 

Mississippi has the largest numberof farmers indebted 
to the FmHA, representing 27 percent of the entity's 
District borrowers. Florida, on the other hand, has the 

Table 1 . Number of FmHA Borrowers, as of 
3rd Quarter 1982 

Alabama 7,138 
Florida 3,548 
Georgia 9,139 
Louisiana 7,623 
Mississippi 13,744 
Tennessee 8,820 

Source: Farmers Home Administration, Farmer Program Status Report, 
September 30, 1982. 

smallest number with only 7 percent of District debtors 
In the aggregate, District borrowers compose 17 
percent of FmHA's national farm program borrowers. 

In 1982 the FmHA had a total of $4.8 billion in farm 
program loans outstanding in the Sixth District.1 Georgia 
and Mississippi are virtually tied for the highest loan 
amounts outstanding (Table 2). Together they comprise 
50 percent of the total dollar amount. Since Mississippi 
has 46 percent more borrowers than Georgia, the 
implication is that Georgia loans may be for larger 
amounts. Alabama has the smallest amount of loans 
as well as farm borrowers. 

The Federal Land Bank is a division of the Farm 
Credit System originally created by the federal govern-
ment. At present the FCS is an independently function-
ing enterprise. The FLB is essentially a source of long-
term farm real estate loans, although it also makes 
rural home loans and farm-related business loans. As 
of the third quarter of 1982 the amount of farm loans 
outstanding totaled $6.9 billion, or 14 percent, of 
national FLB farm loans outstanding. Georgia holds 
24 percent of District FLB loans outstanding while 
Alabama has the smallest share of any District state 
with 12 percent. 

Production Credit Associations are another facet of 
the Farm Credit System. Generally speaking, they are 
oriented more toward supplying short-term credit to 
farmers. In terms of loans outstanding, PCAs located 
in the District states have $2.8 billion in loans. On a 
state basis the amounts range from $291 million in 
Alabama to $643 million in Georgia.2 District loans 
represent 12.8 percent of national PCA lending. Georgia Digitized for FRASER 
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t h e p e a k ra te o f i n c rease o c c u r r e d in 1 9 7 8 a n d 
1 9 7 9 w i t h a s t e a d y d e c l i n e t h e r e a f t e r . 

A n e x a m i n a t i o n o f s h o r t - t e r m f a r m d e b t a t 
t h e s ta te l e v e l revea ls s u b s t a n t i a l d i f f e r e n c e s 
a m o n g t h e Dist r ic t states. A l a b a m a has t h e least 

„ a m o u n t o f d e b t w i t h o n l y 11 p e r c e n t o f t h e 
D i s t r i c t t o ta l , w h i l e G e o r g i a has t h e largest 

- a m o u n t w i t h 2 4 p e r c e n t F r o m 1 9 8 1 t o 1 9 8 2 
Louisiana had t h e sharpest increase (20 percen t ) 
w h e r e a s T e n n e s s e e ' s n o n - r e a l es ta te f a r m d e b t 

, c l i m b e d o n l y 4 p e r c e n t . By S e p t e m b e r , 1 9 8 2 , 
h o w e v e r , PCA l oans o u t s t a n d i n g h a d d e c l i n e d 

- in e v e r y S i x th D i s t r i c t s ta te w i t h T e n n e s s e e 
u n d e r g o i n g a 19 p e r c e n t d e c l i n e . S h o r t - t e r m 
b a n k f a r m loans w e r e l o w e r o n l y in A l a b a m a 
a n d Georg ia . 

T a b l e 3 g ives e a c h s ta te 's share o f D i s t r i c t 
f a r m assets, d e b t s , a n d cash rece ip t s . G e o r g i a 

has 1 6 p e r c e n t o f f a r m assets b u t 2 0 p e r c e n t o f 
l o n g - t e r m a n d 25 p e r c e n t o f s h o r t - t e r m d e b t . 
S im i la r l y , M i s s i s s i p p i has 17 p e r c e n t o f assets 
b u t 2 0 p e r c e n t o f s h o r t - t e r m d e b t . 

F lor ida, o n t h e o t h e r h a n d , has t h e largest 
p r o p o r t i o n o f assets (21 p e r c e n t ) b u t o n l y 13 
p e r c e n t o f s h o r t - t e r m d e b t . If w e c o m p a r e 
cash r e c e i p t s w i t h d e b t , t h e d i f f e r e n c e s a re n o t 
as g rea t b u t d o exist . Lou is iana 's share o f cash 
r e c e i p t s is 11 p e r c e n t , b u t i t h o l d s 15 p e r c e n t o f 
l ong - te rm d e b t Similar ly, Miss iss ipp i a n d Tennes-
see h a v e a s m a l l e r p r o p o r t i o n o f cash r e c e i p t s 
t h a n d e b t 

W h a t exp lana t i ons are ava i lab le fo r t h e di f fer-
e n c e in d e b t a m o n g t h e states? Part o f t h e 
a n s w e r is o b v i o u s : s o m e s ta tes h a v e h i g h p ro -
p o r t i o n s o f assets a n d cash r e c e i p t s , a n d t h e r e -
f o r e a h i g h p e r c e n t a g e o f D i s t r i c t f a r m d e b t . 

Table 2. District Farm Loans Outstanding* 
(thousands of dollars) 

Alabama 
Florida 
Georgia 
Louisiana 
Mississippi 
Tennessee 

PCA 

291,171 
530,205 
643,780 
436,742 
393,766 
543,888 

FLB Banks 

850,925 
1,457,610 
1,639,496 
1,137,446 
1,016,160 

836,617 

451,765 
317,324 
649,294 
620,712 
664,104 
717,396 

FmHA 

520,926 
410,136 

1,309,923 
820,713 

1,356,254 
664,464 

*As of September 30, 1982. In addit ion to these SBA has farm loans 
outstanding of $983 mil l ion in eight southern states. 

Sources: Farm Cred i t Admin is t ra t i on , Federa l Reserve a n d Farmers 
Home Administration. 

farmers have 23 percent of PCA loans outstanding 
* while Alabama has 10 percent, remarkably similar to 

the distribution of FLB lending. 
Banks for Cooperatives, the third section of the FCS, 

extends credit to farm cooperatives. It has less loan 
* activity than its two counterparts with loans outstanding 

of $2.2 billion as of September 1982. Since 1977 PCA 
loans outstanding have grown 63 percent, while FLB 
lending has increased 149 percent. Banks for Coop-
eratives increased loans outstanding by 53 percent. 
During this same period, bank agricultural lending 
saw a 24 percent rise.3 

For many years the banking industry was the domi-
nant source of credit for farmers, but the onslaught of 
the Great Depression set in motion forces that have 
drastically reduced the role of commercial banking in 
the last 50 years. The large number of bank failures in 

** the 1930s combined with widespread farm liquidations 
made bankers highly averse to risk and, at the same 
time, they equated agriculture with r isk 

At present, banks have approximately $3.3 billion 
% loaned out for agricultural purposes. Of this, $1.9 

billion is secured by farm real estate and the remainder 
is short-term farm loans. In size of loans outstanding, 
Georgia and Tennessee bankers consistently have 

* had the largest amount (Chart A). In the first quarter of 
1976, the two states accounted for 50 percent of farm 

* real estate loans outstanding and 39 percent of 
production loans outstanding. By second quarter 1982 

both had fallen, to 46 percent and 38 percent respec-
tively, still a substantial share of Sixth District bank 
farm lending. Likewise, by dollar value, the Florida 
banking industry had the smallest amount of farm 
loans outstanding, approximately half the amount of 
either Georgia or Tennessee.4 

In the District the importance to banks of agricultural 
lending has continued to decline. In 1976 total farm 
loans composed 5.7 percent of all loans outstanding. 
Six years later they comprised only 4 percent of the 
total. Short-term farm loans made up 3.1 percent of 
loan portfolios in 1976, just 2.3 percent in 1982. 

'The term "farm program" is used here to refer to the loan categor ies of farm 
ownership, operating loans, emergency, economic emergency, recreation, 
soil and water, and economic opportunity. The first four represent the major 
farm loan divisions. 

2Farm Credit Administration. 
3Farm Credit Administration. 
"Federal Reserve. 

Chart A. Distribution of Commercial Bank Farm Loans 

Alabama 
1 3 . 7 % 

Mississippi 
18.2% 

Source: Federal Reserve Call Reports. 

Florida 
9 . 5 % 

Louisiana 
1 7 . 1 % 

Tennessee 
2 1 . 2 % 
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Table 3. Farm Financial Structure 
(Percent of District) 

Debt 

Cash 
Receipts Assets 

Long-
Term 

Short-
Term 

Ala. 14 13 12 11 

Fla. 27 21 21 13 

Ga. 21 16 20 25 

La 11 16 15 14 

Miss. 15 17 16 20 
Tenn. 12 16 16 17 

of past years. A l though the increase represents 
a major shift in the relationship of debts to 
assets, for most farmers the situation remains 
wi th in acceptable limits. 

In recent years the purchasing farmer cou ld 
hope the value of his assets wou ld cl imb, so his 
debt-to-asset posi t ion wou ld steadily improve 
as the value of his assets increased and he 
repaid his loans. 

With recurring years of low farm income, how-
ever, the value of farm assets has begun to fall. 
W i th t w o or three low income years in a row, as 
many southern farmers have experienced, and 

Other states were affected by a series of droughts 
resulting in an accumulat ion of deb t The varia-
tions in crop types, proport ion of livestock 
relative to crop farming, and other factors 
unique to the individual states also account for 
differences in the financial structure of the 
states. 

Anatomy of the Squeeze 
Farmers have been caught among three forces: 

(1) high interest payments on accumulated deb t 
(2)falling asset and collateral values, and (3)low 
farm income. In 1977 District farmers paid 
$850 mil l ion in interest on debt principal. By 
1980 interest payments had grown to $1.7 
bill ion, a 100 percent increase in three years. 
The cont inued rise in farm debt since then, 
along wi th increases in interest rates, means 
that interest payments also have increased 
substantially. District farm interest payments 
increased 29 percent in 1981, representing ap-
proximately 14 percent of farm cash receipts 
compared wi th 9 percent as recently as 1979. 
Farmers with substantial accumulated debt found it 
harder to earn satisfactory returns as interest 
rates cl imbed. 

Financial Condition of Borrowers 
Reports f rom the farm communi ty suggest 

that total asset values have decl ined sub-
stantially since 1981.3 For the District states, 
the 1982 debt-asset ratio is approximately 22 
percent, much higher than the 17-18 percent 

3Based on conversations with farm lenders and others in agriculture. 

8 

Box 2. 
WIDE VARIATIONS IN 

SOUTHEASTERN STATES 

Leading Sources of Farm Cash Receipts 
in Sixth District States 

Alabama Florida Georgia 

Poultry/Eggs Fruit Poultry/Eggs 
Cattle Vegetables Peanuts 

Soybeans Cattle Soybeans 

Louisiana Mississippi Tennessee 

Soybeans Soybeans Soybeans 
Food grain Cotton Cattle 

Cotton Poultry/Eggs Hogs 

Source: ERS. USDA 

While southeastern states are often regarded ao a lo; 
homogeneous entity, there are in fact a mult i tude of $2 
differences. In agriculture, not only are a variety ofev 
crops planted but dif ferences in cl imate and soils ha 
between areas frequently result in substantial dis-ye 
parities in yields of identical crops. Also the f inancial tw 
condit ion of farmers may wel l vary from one crop area as 
to another because of variations in markets for different h£ 
products as wel l as dif ferences in weather from \ /ne ra 
area to another. m 

. p r , 
In Louisiana and Florida, for instance, sugarcane , 

growers are faring relatively well in 1982. Rice growers in 
Louis iana on the other hand, have faced a 25 percent ' 
decl ine in 1982's market price for rice, and s o m e 3 

farmers are in a severe financial strain. Tobacco 9 * 
farmers in Georgia, Florida, and Tennessee have„also„^ 
survived 1982 in better f inancial condit ion b e c a u s e ^ 
support prices have protected them from the significant 1 Q 

price decl ines endured by grain and soybean farmers. " 
sp 

In terms of farm debt, there are significant differencesso 
in the amount held by District states(Chart B). Georgiami 
farmers are the most indebted of all with $4.3 bill ion inus 

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



asset values on the decl ine, the situation for 
the highly leveraged farmer may become unten-
able. 

This has led to del inquencies. For fiscal year 
1982 emergency loan applications to the FmHA 
from Sixth District farmers reached 15,295, or 
32 percent of all U. S. applications. This dispro-
port ionate share illustrates the large number of 
southern farmers af fected by financial stress. 

On the subject of de l inquent debtors, infor-
mation is l imited. In the case of the FCS, 
del inquencies are a small p ropor t ion of the 
total loans, approx imate ly 4 percent,al though 

: a loatis outstanding, while Alabama has the least with 
of $2.2 billion. There has been rapid farm debt growth in 
j f every state, but Georgia, Louisiana, and Mississippi 

>ilshave experienced the highest rates in the last four 
lis- years. Even so, through 1981 asset growth in the latter 
;ial two states was sufficient to lower the ratio of debts to 
'ea assets from its level in 1978. Georgia, on the other 
enthand, has undergone a substantial increase in its 
-ne ratio, illustrating that debt growth related to a series of 

weather disasters in Georgia was outpacing the in-
i necrefcse in value of assets. 

sin Comparisons of farm revenue also show major 
* n t differences between states in both farm cash receipts 
^ a n d net income. Florida's net farm income typically 
, c oexceeds that of any other District state and in 1981 
•j was larger than the net income of Louisiana Mississippi, 
^ a n t f Tennessee combined. Every District state has 

.suffered sharply reduced net income beginning in 
19S0 with widespread drought, untimely freezes, and 

'spiraling costs All but Florida and Louisiana recovered 
Dessomewhat in 1981, although net income remained 
giamuch below normal. Net farm income has been un-
r\ inus^ally low in all six states during the last three years. 

Chart 3. Delinquent Borrowers on FmHA Loans 
(District) 
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Source: Farmers Home Administration. 

higher than in previous years. The FmHA, as of 
th i rd quarter 1982, had a District del inquency 
rate of 38 percent on farm loans (Chart 3). 
Del inquency rates f rom other lending sources 
are unavailable, but del inquencies apparent ly 
comprise a small propor t ion of total loans. 

The FmHA farm program's emergency loan 
sector has suffered the largest increases in 
del inquencies. From 1977 unti l 1982 the pro-
port ion of emergency loan borrowers w h o 
were delinquent increased from 32 to 50 percenL 
In comparison, operat ing loan del inquencies 
rose from 36 to 53 percent while farm ownership 
del inquencies c l imbed f rom 11 to 27 percent. 

Despite the high de l inquency rates among 
FmHA borrowers, l iquidat ions have been mod-
erate. As of September 30, District foreclosures 
dur ing fiscal 1982 totaled 199 w i th an addi t ional 
829 l iquidations. Mississippi is by far the state 
hardest hit, w i th 55 percent of foreclosures and 
50 percent of liquidations among FmHA borrowers. 

An Atlanta Fed survey of agricultural lenders 
in the Sixth District suggests a very small 
percentage of southern farmers are in ext reme 
financial difficulty, while many more are suffering 
some financial stress. However, replies to the 
survey indicate recent increases in l iquidat ions 
and foreclosures w i th a further rise ant icipated. 

For instance, the number of farmers w h o 
have left the business wi th in the past six 
months because of forced or voluntary liquidation 
is est imated to be less than 5 percent. Sixty-five 
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percent of those surveyed indicated less than 3 
percent of farmers they know have l iquidated 
their assets and ceased farming. The average 
response given was 1.9 percent, whereas the 
normal percentage estimated for past years 
was 0.9 percent. Likewise, the foreclosure rate 
was estimated at 1.8 percent compared wi th 
an estimated rate of 0.6 percent in past years. 

The most dramatic changes were in bank-
ruptcies and partial l iquidations of assets. The 
average estimate of recent bankruptcies among 
all farmers was 1.2 percent, whi le Q.3 percent 
was considered normal. Changes in bankruptcy 
laws may have had an impact by making bank-
ruptcy more feasible than in years past Regarding 
partial l iquidations, the respondents indicated 
an average of 5.2 percent of farmers were 
selling some assets in recent months, compared 
to an estimate of 1.4 percent in past years. 
Several lenders suggested that more partial 
l iquidations wou ld be occurring if the market 
for farm assets was better. The conclusion, 
based on the limited number of lenders surveyed, 
is that liquidations, foreclosures, and bankruptcies 
thus far have affected relatively few southern 
farmers. 

However, virtually all categories show an 
increase from past years. Of the 102 possible 
relationships, 60 were increases from what 
respondents v iewed as normal. Specifically, 83 
percent of respondents noted an increase in 
partial liquidations, 71 percent in bankruptcies, 
59 percent in foreclosures, 77 percent in forced 
liquidations, and 65 percent in voluntary liqui-
dations. In addit ion, a majority of respondents 
anticipate further increases in l iquidations and 
bankruptcies in the next six months. The extent 
was regarded by some as dependent upon 
future Farmers Home Administrat ion policy. If 
the FmHA is patient w i th its debtors, and funds 
are available to assist other financially t roub led 
farmers, then only a small rise is expected. 
Otherwise, the number of farmers forced out 
of business could vary from substantial to slight 
depending on the specific area. 

Clearly there are a number of financially 
distressed farmers scattered throughout the 
Sixth District. The results of this survey, how-
ever, suggest only a small proport ion of the 
total number are in serious financial trouble. 
The endangered farmers vary greatly in size, 
location, and product. In some areas virtually 
no farmers were reported to be failing nor were 
there expected to be any, whi le in other areas 

farm business failures were mount ing at a 
steady pace. Thus, for the District in total, the 
farm economy is simply endur ing another year 
of low farm income, bu t in selected farming 
communi t ies across the District the impact 
appears to be more severe. 

Impact on Loan Demand 

What effects have the recent years of low 
farm incomes had on credit demand? At the 
FLB there seems to be litt le impact. Loans 
outstanding have steadily increased, although 
loan growth has slowed during 1982. The PCA 
debt, on the other hand, behaves more cyclically, 
peaking in late summer or early fall and then 
decl ining unti l the next year as producers meet 
debt payments w i th harvest incomes. As of 
September 1982 only $2.8 bi l l ion in loans out-
standing existed, comparable to the September 
1980 level of $2.9 bi l l ion. 

Banks have shown moderate growth in farm 
loans outstanding in recent years although the 
increase is not very significant. As of September 
30, 1982, bank farm debt was $3.4 bil l ion, 
which is comparable to the $3.3 bi l l ion in 
September 1981. The real c l imb in farm loans 
outstanding in recent years lies wi th the FmHA. 
The Sixth District shows a sizable 412 percent 
increase since 1977. A substantial port ion re-
flects loans to drought-str icken farmers and the 
economic emergency loan program. 

The Results 

Though they represent only a small percent-
age of the total number, several hundred farmers 
wi l l fail to survive the present farm recession. 
They either have left the business already or 
wi l l leave it in the next few months. It is dif f icult 
to identi fy any one dominat ing reason for most 
of the failures. Low prices, a series of droughts, 
poor financial management, bad luck—these 
and other setbacks compose the scenario of 
failure. 

The impact on agricultural product ion from 
these increasing l iquidations wi l l be l imited. 
More marginal land wi l l be taken out of use 
both as a result of l iquidations and acreage 
reduction programs. Prime land made idle by 
l iquidation wil l likely be leased or purchased 
by other farmers. Total cropland planted wi l l 
decl ine because of id led marginal land and the 

10 JANUARY 1983, E C O N O M I C REVIEW > 

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



recognition that fence row-to-fence row planting 
can be a highly unprof i table practice. 

The 1982 t rend of plant ing low-cost crops 
and double-cropp ing wi l l cont inue in 1983. 
Farmers wi l l a t tempt to min imize their costs by 
substi tut ing crops that can be produced for 
less. As a result, proport ional increases in the 
planting of wheat, sorghum, and soybeans may 
occur. Win te r wheat has the advantage of 
being a low-cost crop and one wh ich allows 
two crops in one year. An expansion of such 
double-cropp ing wi l l occur as farmers a t tempt 
to maximize earnings. 

Shifting of crops and more id led land wi l l 
have a negligible impact on consumers. Ex-
tremely large stocks of major grain products 
exist and even a shortfall in 1983 product ion 
wou ld have l imi ted effects. Assuming average 
weather and yields, supplies of all products 
wou ld be plenti ful. Meat supplies should in-
crease as the year progresses due to favorable 
prices and lower feeding costs. 

In the short run, there is every indicat ion that 
lenders wi l l have enough pat ience w i t h farm 
debtors to a l low most to weather the present 
crisis. Lenders realize it wou ld benef i t neither 
the farm commun i t y nor the creditors to force 
large-scale farm l iquidations. The values of 
farm assets have decl ined only moderately, but 
a rash of farm failures cou ld undermine values. 
The result wou ld be devastating to farmers and 
lenders alike, w i th the latter fai l ing to recover 
their money and the former losing their liveli-
hood. Liquidations already are occurr ing at an 
above-normal rate and l ikely wi l l cont inue in 
the immediate future. 

Wil l 1983 Be Better? 
The prospect for repaying debts appears no 

better in 1983 for crop farmers. To reduce 
debts, substantial profits must be generated 
and few crops seem likely t o produce profi t 
w i th foreseeable price levels. For the average 
farmer there seems litt le l ikel ihood of earning 
profits and, for many, losses may prove more 
likely. The only crops that appear prof i table at 
recent prices are tobacco, sugarcane, and pea-
nuts. These estimates are based on average 
yields, however, and substantial above-average 
yields wou ld improve the probabi l i ty of profit. At 
average yield levels, however, major price rises 
wou ld be needed to insure widespread industry 
profits. 

In the long run, farmers can expect creditors 
to give greater at tent ion to cash f low instead of 
to assets in making new loans. The t im ing of 
cash flows and the risks affecting the probability 
of these f lows wi l l be of greater concern. 
Lenders may wel l broaden their at tent ion to 
include not only the farmer's productive efficien-
cy but also his marketing capabilities. For farmers 
w i th below-average management skills, funds 
may not be as readily fo r thcoming as in past 
years. In general, credit wi l l remain available to 
"good" farmers, wh i le others may have to offer 
substantial evidence of their repayment capabil-
ity. 

For the agricultural lender, as wel l as the farm 
debtor, f inancial condi t ions create a di lemma. 
The farmer w h o is suffering f rom reduced 
income, or perhaps no income, needs addit ional 
f inancing to plant. Yet creditors are of ten faced 
wi th declining farmer equity to an extent where 
further credit generates a high level of risk. For 
the lender, the choice may become one of 
either lending more money and risking possible 
loss in the future or forcing the farmer into 
l iquidat ion at a t ime w h e n his assets may not 
cover his debts. Wh i le this example is an 
extreme one, the prob lem exists in varying 
degrees for many borrowers and lenders. Does 
the farmer w h o has lost money three straight 
years want to keep bui ld ing his debts and 
increase the risk of losing more? Does the 
lender cut credit t o an old customer, forcing 
h im out of business, or does he keep extending 
credit when there is little hope of ever eliminating 
the debt? 

As t ime passes, the Southeast's present farm 
financial crisis wi l l gradually recede. The turn-
around wi l l be neither easy nor qu ick because 
of the large amount of accumulated debt to be 
reduced. Even w i th a return to favorable com-
mod i ty price levels the burden of debt carried 
by a segment of the farm popula t ion wi l l affect 
their financial health for some time. 

W h e n it is finally over, the southern farm 
economy wi l l have exper ienced a major shake-
out of marginal, i l l-managed farms as wel l as a 
number of efficient operations that were afflicted 
by economic and physical forces too great to 
counter. But in the final analysis, the majori ty of 
farmers, both in the South and throughout the 
Uni ted States, wi l l survive the present severe 
adjustments and wi l l cont inue to farm. 

—Gene D. Sullivan 
and Gene Wilson 
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Positioning for Interstate Banking: 
More Evidence from the Sixth District 

Interstate banking is prohibi ted by federal law, 
but banking organizations throughout the nation 
are providing financial services across state lines 
and have been for many years. Commercial 
banks commonly accept demand deposits and 
savings deposits from consumers in other states. 
Many banks aggressively market large certificates of 
deposit, credit cards and cash management 
services nationwide. Some banking organizations 
have calling officers who solicit banking customers 
nationwide. Loan product ion offices, electronic 
funds transfers, and loan participations are among 
the wide array of other financial services provided 
by banking organizations on an interstate basis. 
This article analyzes the specific ways in which 
holding companies from outside the Sixth Federal 
Reserve District are positioning themselves in the 
Sixth District through the use of nonbank sub-
sidiaries (al lowed under section 4(c)8 of the 
Bank Hold ing Act).1 

'An article in the September 1982 issue of this Review described the types of 
nonbank financial services offered by Sixth District bank holding companies 
on an interstate basis. That article focused on the type and number of 
nonbank subsidiary offices (4(c)8 offices] of Sixth District holding companies 
located in states other than the state in which the parent holding company 
operated. 

Although banks may not establish banking 
offices across state lines, they may establish 
offices of nonbank subsidiaries capable of offer-
ingf inancial services s imi la r to those provided by 
banks. Legally, a commercia l bank is an enti ty 
that both offers demand deposits and makes 
commercial loans. Therefore any organization 
that both offers demand deposits and makes 
commercial loans may be declared a commercial 
bank and, hence, subject to the prohib i t ion 
against establishing offices across state lines. By 
simply separating the lending and deposit func-
tions, banking organizations may c i rcumvent 
interstate restrictions and provide financial ser-
vices on an interstate basis. 

One way to accomplish this is through the 
creation or acquisit ion of nonbank subsidiaries 
by bank holding companies. Nonbank subsidiaries 
offer a more l imi ted array of financial services 
than commercial banks and do not offer both 
demand deposits and commercial loans. The 
nonbank subsidiary wou ld not, therefore, consti-
tute a commercial bank and, hence, wou ld be 
free to open offices on an interstate basis. This in 
turn allows the bank holding company to establish 

Bank holding companies from outside the Sixth Federal Reserve 
District are using nonbank subsidiaries to operate within the District 
and position themselves for the advent of interstate banking. Finance 
and mortgage banking subsidiaries are by far their most popular „ 
means of providing interstate financial services. 
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Table 1 . Permissible Nonbank Activit ies for Bank Holding Companies Under Sect ion 4(c)8 of Regulat ion Y, 
May 1, 1982 

Activit ies permit ted Activit ies permit ted Activit ies denied 
by regulat ion by order by the Board 

1. Extensions of credit2 

Mortgage banking 
1. Issuance and sale of 

travelers checks2-6 
1. Insurance premium fund-

ing (combined sales of 
Finance companies: 2. Buying and sel l ing gold mutual funds and 

consumer, sales, and and silver bul l ion and insurance) 
commercia l silver coin2-4 2. Underwriting life insurance 

Credit Cards 3. Issuing money orders and not related to credit 
Factoring general-purpose variable extension 

2. Industrial bank, Morr is Plan bank, denominated payment 3. Real estate brokerage2 

industrial loan company instruments1-2-4 4. Land development 
3. Servicing loans and other 4. Futures commission 5. Real estate syndicat ion 

extensions of credit2 merchant to cover go ld and 6. General management 
4. Trust company2 silver bullion and coins1,2 consul t ing 
5. Investment or f inancial advising2 5. Underwriting certain federal, 7. Property management 
6. Full-payment leasing of personal or 

real property2 
state, and municipal 
securities1-2 

8. Computer output microfilm 
services 

7. Investments in communi ty wel fare 6. Check verification1-2-4 9. Underwr i t ing mortgage 
projects2 7. Financial advice to guaranty insurance3 

8. Providing bookkeeping or data consumers1-2 10. Operating a savings and 
processing services2 8. Issuance of small loan association1-5 

9. Act ing as insurance agent or broker denominat ion debt 11. Operat ing a travel 
agency1-2 primarily in connect ion with credit instruments1 
Operat ing a travel 
agency1-2 

extensions2 12. Underwrit ing property and 
10. Underwri t ing credit life, accident, 

and health insurance 13. 
casualty insurance1 

Underwr i t ing home loan 
11. Providing courier services2 life mortgage insurance1 

12. Management consul t ing for 
unaff i l iated banks1.2 

14. Orbanco: Investment note 
issue wi th t ransact ional 

13. Sale at retail of money orders with a 
face value of not more than $1,000, 
travelers checks and savings 
bonds1-2 

character ist ics 

14. Performing appraisals of real 
estate1 'Added to list since January 1, 1975. 

'Act ivi t ies permissible to national banks. 
15. Audit services for unaff i l iated banks1 JBoard orders found these activities closely related to banking but denied proposed 

16. Issuance and sale of travelers 
checks1 

acquisit ions as part of its "go slow" policy. 
"To be decided on case-by-case basis. Issuance and sale of travelers 

checks1 5Operat ing a thrift institution has been permitted by order in Rhode Island and New 
17. Management consul t ing to nonbank 

depository institutions1 
Hampshire. 

6Subsequent ly permitted by regulation. 

its n a m e , its e x p e r t i s e a n d c o n t a c t s in g e o g r a p h i c 
areas p r o h i b i t e d t o its b a n k i n g subs id ia r ies . Be-
s ides t h e p r o f i t a n d r isk d i v e r s i f i c a t i o n m o t i v e s , 
t h e e s t a b l i s h m e n t o f n o n b a n k subs id ia r ies across 
s ta te l ines is a g o o d i n d i c a t i o n t h a t a g i v e n 
h o l d i n g c o m p a n y m a y b e m o r e l i ke l y t o m o v e t o 
i n te r s ta te b a n k i n g if o r w h e n t h e l a w p e r m i t s . 

Allowable Nonbank Activities 
Bank h o l d i n g c o m p a n i e s m u s t a p p l y t o t h e 

Board o f Governo rs o f t h e Federal Reserve Sys tem 
for p e r m i s s i o n t o e s t a b l i s h o r a c q u i r e n o n b a n k 

subs id ia r ies . S e c t i o n 4 ( c ) 8 o f t h e B a n k H o l d i n g 
C o m p a n y A c t s ta tes t h e c r i t e r i a t h e B o a r d m u s t 
a p p l y in d e c i d i n g w h e t h e r t o a l l o w b a n k h o l d i n g 
c o m p a n i e s t o engage in cer ta in n o n b a n k act iv i t ies 
s o m e o f w h i c h are p r o h i b i t e d t o i nd iv idua l banks. 
T o d a t e , t h e B o a r d has a p p r o v e d 16 ac t i v i t i es . A l l 
a re ac t i v i t i e s in w h i c h b a n k s h i s t o r i c a l l y h a v e 
e n g a g e d , o r ac t i v i t i e s c o m p l e m e n t i n g se rv i ces 
n o r m a l l y p r o v i d e d b y b a n k s o r in w h i c h b a n k s 
c l ea r l y possess t e c h n i c a l ski l ls. 

T h e Boa rd o f G o v e r n o r s m a y a p p r o v e a 4 ( c ) 8 
a p p l i c a t i o n in o n e o f t w o ways . First, it m a y 
a p p r o v e t h e a c t i v i t y a n d a d d it t o t h e " l a u n d r y 
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list" which bank holding companies may offer. In 
this case, the given activity is by regulation 
appropriate for holding companies but an appli-
cation and approval by the board to undertake 
the activity is still required. The second way an 
activity may be approved is by an order of the 
Board of Governors. Approval by order is on a 
case-by-case basis and does not declare the 
activity to be generally appropriate for all bank 
holding companies. Other proposed activities 
are simply denied. Table 1 lists all 4(c)8 activities 
permit ted by regulation, permit ted by order, and 
denied. The activities permit ted by regulation 
and permit ted by order consti tute the available 
types of nonbank subsidiaries which bank holding 
companies may establish on an interstate basis. 

Identifying Sixth District Subsidiaries 
With the assistance of the eleven other District 

Federal Reserve Banks, we ident i f ied all bank 
holding companies with 4(c)8 subsidiaries located 
in the Sixth District. Al though an appl icat ion is 
required prior to a 4(c)8 subsidiary opening a 
new office, no consolidated records were available. 

Each District Federal Reserve Bank compi led a 
list of hold ing companies w i th interstate 4(c)8 
offices and prov ided the off ice locations on a 
state-by-state basis. In a few instances it was 
necessary to contact ho ld ing companies directly 
to obtain the desired information. The data in 
this article is the best in format ion available on 
4(c)8 interstate activity, but may not be 100 
percent inclusive. 

In total w e ident i f ied 49 bank ho ld ing com-
panies based outs ide the Sixth District that had 
at least one nonbank subsidiary w i th offices 
wi th in the District. These 49 hold ing companies 
contro l led 102 nonbank subsidiaries w i th 786 
offices located in the Sixth District (Table A). The 
49 hold ing companies w i th interstate nonbank 
subsidiaries in the Sixth District tended to be 
relatively large; 19 are among the 2 5 largest bank 
hold ing companies in the nation. Chart 1 shows 
the regional d ist r ibut ion of the 49 hold ing com-
panies engaged in at least one 4(c)8 activity in 
the Sixth District. 

Not surprisingly, more than half (30) of these 
holding companies had home offices in the 
northeastern states; N e w York alone accounted 
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Table 2. Number of nonbank subsidiaries engaged in 
given types of 4(c)8 activity. 

Number of No. of 
Activity Subsidiaries Offices 

Mortgage Banking 26 74 
Finance Company 33 664 
Industrial Bank 1 1 
Financial Advisor 5 6 
Servicing Loans 5 6 
Trust Companies 20 20 
Leasing 7 10 
Data Processing 1 1 
Underwriting Credit Life 2 2 
Management Consulting 2 2 

for thir teen. Total assets of these 49 parent 
organizations amoun ted to over $526.6 bi l l ion as 
of December 1981, wh ich dwarfs the total of 
$118 bi l l ion for all banks in the Sixth District. 

Interstate Positioning 
Mortgage banking firms and finance companies 

account for the vast majori ty of highly visible 
activities used to establish an interstate presence. 
Not all 4(c)8 activit ies al low the parent organi-
zation to establish a visible presence. Some 
activities, such as underwrit ing credit life insurance, 
are normally provided as a complementary service 
to some other 4(c) 8 activity such as mortgage 
bank ingor f inance companies. Table 2 shows the 

total number of Sixth District nonbank subsidiaries 
of out-of-Distr ict ho ld ing companies for each 
4(c)8 activity. 

Of the activities listed in Table 2, only mortgage 
banking, f inance companies, industrial banks 
and trust companies generally prov ide the 
parent organization w i t h a visible presence. The 
other activit ies generally are prov ided in con-
nect ion w i th the services of fered by one of the 
four visible activities. 

Florida and Georgia are the t w o most attractive 
areas in the Sixth District for interstate 4(c)8 
activity (Table 3). A major i ty of the ho ld ing 
companies wh ich undertake a 4(c)8 activi ty in 
Florida also undertake that same activi ty in 
Georgia. But Florida is the more attractive market 
(Table 4). 

Finance companies and mortgage banking 
subsidiaries are the most popular type of 4(c)8 
activity for out-of-Distr ict hold ing companies in 
the Sixth District (Table 5). In total, out-of-
District ho ld ing companies control 786 offices 
f rom which they engage in at least one 4(c)8 
activity. Finance company offices accounted for 
84.5 percent (664) of the total and mortgage 
banking offices accounted for another 9.4 percent. 

Of the total number of offices (786) of out-of-
District nonbank subsidiaries of bank ho ld ing 
companies, 293 or 38 percent were located in 
Florida. Georgia housed another 208 offices or 
26 percent of the total. Tennessee, Louisiana, 
and Alabama fo l lowed at some distance wi th 12 
percent, 11 percent and 8 percent respectively. 

Table 3 . Number of non-Sixth District bank holding companies with nonbank subsidiaries engaged in4(c)8 
activities in the Sixth District, by state and type of activity. 

4(c)8 Activity ALA FLA GA LA MISS. TENN. 

Mortgage Company 3 15 12 1 1 2 
Finance Company 11 18 21 10 7 10 
Factor 1 2 2 1 0 1 
Industrial Loan Company 0 1 0 0 0 0 
Servicing Loans 3 13 13 3 0 2 
Trust Company 0 15 1 0 0 1 
Investment or financial advisor 0 9 4 0 0 0 
Leasing 2 11 9 4 0 4 
Data Processing 0 2 1 0 0 0 
Insurance Agent 1 4 4 2 2 3 
Underwriting Credit Life 7 9 10 4 4 8 
Management Consulting 0 1 1 0 0 0 
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Table 4. Number of offices of non-Sixth District holding company subsidiaries providing a given type of 
4(c)8 activity by state 

4(c)8 Activity ALA FLA GA LA MISS. TENN. 

Mortgage Company 5 48 31 7 5 3 
Finance Company 63 214 184 81 37 91 
Factor 1 3 3 1 0 1 
Industrial Loan Company 0 1 0 0 0 0 
Servicing Loans 7 72 23 11 0 4 
Trust Company 0 19 1 0 0 1 
Investment or financial advisor 0 15 4 0 0 0 
Leasing 4 44 16 12 0 6 
Data Processing 0 2 1 0 0 0 
Insurance Agent 9 72 63 16 6 13 
Underwriting Credit Life 56 144 146 53 26 83 
Management Consulting 0 1 1 0 0 0 

Mississippi housed only 37 primary offices (5 
percent of the total) all of which were consumer 
finance companies. 

Conclusion 
If 4(c)8 activity is an indication, then the 

evidence from the Sixth District suggests that 
the largest bank holding companies in the nation 
are actively posit ioning for interstate banking. All 
but 3 of the 49 out-of-district bank holding com-
panies wi th nonbank subsidiaries in the Sixth 
District were among the 300 largest bank holding 
companies in the nation. The largest port ion of 
the holding companies with nonbank subsidiaries 
in the Sixth District resides in the northeastern 
section of the country. The Sixth District experience 
indicates that f inance subsidiaries and mortgage 

banking subsidiaries are by far the most popular 
means of provid ing interstate financial services. 

Florida is the most attractive target in the Sixth 
District for interstate expansion. Florida houses 
38 percent of all offices of out-of-distr ict holding 
company 4(c)8 subsidiaries. Georgia fol lows at a 
distant second w i th 26 percent. The results 
suggest that Florida should expect to be the 
target for many of the nation's largest bank 
holding companies should interstate banking be 
permit ted. Unt i l then, Florida wi l l cont inue to 
attract nonbank suppliers of financial services 
from throughout the nation. Compet i t ion wi th in 
the financial service sector in Florida wi l l remain 
intense. 

— David D. Whitehead 

Pam Frisbee contributed valuable research assistance 
in the preparation ol this article. 

Table 5. Number of 4(c)8 offices by primary activity by state 

Sixth 
District 

4(c)8 Activity ALA FLA GA LA MISS. TENN. Totals 

Mortgage Banking 4 44 18 7 0 1 74 
Finance Companies 61 213 182 81 37 90 664 
Industrial Banks 0 1 0 0 0 0 1 
Financial Advisors 0 4 2 0 0 0 6 
Trust Companies 0 19 0 0 0 1 20 
Management Consulting 0 1 1 0 0 0 2 
Servicing Loans 0 3 3 0 0 0 6 
Data Processing 0 0 1 0 0 0 1 
Leasing 0 6 1 1 0 2 10 
Underwriting Credit Life 0 2 0 0 0 0 2 

Total 65 293 208 89 37 94 786 
% of Total 8 38 26 11 5 12 100% 

a 
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Table A. 
Financial Services Of fered by 
Out-of-Distr ict Bank Hold ing 
Companies Through Nonbank 
Subsidiar ies w i th Off ices in 
the Sixth Distr ict 

Number of Of f ices 
by State 

Mortgage Banking 
Financial Company 

Credit Cards 

MB 
FC 
CC 

California 
BankAmerica Corporat ion 

FinanceAmerica Corporat ion FC AL( 1 ),FL(2),GA( 1 ).LA( 1 ),TN( 1 ),MS(1 ) 

f Factoring 
Industrial Bank 

F 
IB 

BA Mor tgage and Internat ional 
Realty Corporat ion MB • FA • L GAO),FLO) 

Servicing Loans 
Trust Company 

Financial Advisor 

SL Secur i ty Pacific Corporat ion 
Securi ty Pacif ic Business Credit Hold ings FC GA(1) 

V 

Servicing Loans 
Trust Company 

Financial Advisor FA 
Secur i ty Pacif ic Clear ing S 

Services Corporat ion TC TN(1) 
Leasing L Securi ty Pacific F inance System, Inc. FC • IB • SL • L • UCL FL(15),LA(5),GA(3),TN(3) 

U Investment in 
Community Projects 

Data Processing 
Insurance Agent 

Securi ty Pacif ic Leas ing Corporat ion FC • SL • L GA(1) Investment in 
Community Projects 

Data Processing 
Insurance Agent 

DP 
IA 

Secur i ty Pacific Mor tgage Corporat ion MB • SL • TC • UCL GA(1) 

? 

Investment in 
Community Projects 

Data Processing 
Insurance Agent 

DP 
IA 

Wells Fargo and Company 
Wel ls Fargo Asset Management Company MC GA(1) 

Underwriting Credit Life UCL Wells Fargo Business Credi t FC G A(1) 
Courier Service CS Wells Fargo Corporate Services SL G A(1) 

i 
Management Consulting 

Money Orders $1,000, 
Travelers Checks 

MC 

MO,TC 
REA 

Delaware 
Beneficial Corporat ion 

Beneficial Finance Company FC AL(2),GA(18),FL(35).LA(16),MS<8) 

Audit Services 
Travelers Checks 

Check Verification 

AS 
TC 
CV 

Southern Industrial Savings 
Bank of Orlando IB FL(1) 

Audit Services 
Travelers Checks 

Check Verification 

AS 
TC 
CV Illinois 

Cont inental I l l inois 
Cont inental I l l inois Leas ing Corporat ion L FL<2) 
Cont inental I l l inois of Florida TC • FA FLO) 

4 Republ ic Realty Mortgage Corporat ion M B • SL • UCL G AO) 
First Chicago Corporat ion 

Real Estate Research Corporat ion FA FL(1),GA(1) 
Northern Trust Corporat ion 

Securi ty Trust Company of Naples TC FL(1) 

' - y Securi ty Trust Company of Palm Beach TC FL(1) 
Securi ty Trust Company of Sarasota TC FLO) 
Securi ty Trust Corporat ion TC FLO) 

Walter E. Hel ler Internat ional Corporat ion 
General Capi ta l Corporat ion FC FLO) 
Walter E. Hel ler and Company FC • F • L FL(2),A LO ).GA( 1 ),LA( 1 ) 
Walter E. Heller and Company Southeast FC GAO) 

Indiana 

American Fletcher Corporat ion 
American Fletcher Mor tgage Company SL FL(1) 

< 
Merchants Nat ional Corporat ion 

Circle Leasing Corporat ion FC • L FLO) 
Merchants Nat ional of Indiana SL FL(1) 

Kentucky 

Cit izens Fidel i ty Corporat ion 
Cit izens Fidelity Leas ing Corpora t ion L FL(1),TN(1) 

f Maryland 
First Mary land Bancorp 

First Mary land Leasecorp SL • L LA(1) 
Mary land National Corporat ion 

Mary land National Industr ial 
Finance Company FC • SL GAO) 

Mary land National Mor tgage Company M B FL(1) 

iV 

Union Trust Bancorp 
Landmark Financial Services MB • FC • UCL ALO ),FL(4),MS(5),GA( 12),TN(2) 

<-
Massachusetts 
First Nat ional Boston Corpora t ion 

First of Boston Mor tgage Corporat ion MB • FA FLO) 
- FBC, Inc. DP FL(1) 

FNB Financial Company FC • F • L GA(2),FL(1),TN(1) 
FNBC Accep tance Corporat ion FC • UCL AL(5) 

Note Based on data f rom the Distr ict Federa l Reserve Banks, except in the 11 th and 12th Federal Reserve Districts, w h e r e w e c o n t a c t e d the 
ho ld ing compan ies . This data, based on Dec 31. 1981 f igures, represents a snapsho t of a cons tan t l y chang ing s i tua t ion and is not i n tended as an 
exhaustive listing (continued on next page) 
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M o r t g a g e B a n k i n g 

F i n a n c i a l C o m p a n y 

C r e d i t C a r d s 

F a c t o r i n g 

I n d u s t r i a l B a n k 

S e r v i c i n g L o a n s 

T r u s t C o m p a n y 

F i n a n c i a l A d v i s o r 

L e a s i n g 

I n v e s t m e n t i n 
C o m m u n i t y P r o j e c t s 

D a t a P r o c e s s i n g 

I n s u r a n c e A g e n t 

U n d e r w r i t i n g C r e d i t L i f e 

C o u r i e r S e r v i c e 

M a n a g e m e n t C o n s u l t i n g 

M o n e y O r d e r s $ 1 , 0 0 0 , 

T r a v e l e r s C h e c k s 

R e a l E s t a t e A p p r a i s a l 

A u d i t S e r v i c e s 

T r a v e l e r s C h e c k s 

C h e c k V e r i f i c a t i o n 

M B 

F C 

C C 

F 

I B 

S L 

T C 

F A 

L 

D P 

I A 

U C L 

C S 

M C 

M O . T C 

R E A 

A S 

T C 

C V 

F inanc ia l Serv ices O f fe red by 
Out-o f -Dis t r ic t Bank H o l d i n g 
C o m p a n i e s Th rough N o n b a n k 
Subs id iar ies w i th Of f i ces in 
t he S ix th Dis t r ic t 

Numbe r of O f f i ces 
by Sta te 

Massachuset ts (cont inued) 

O ld Co lony Trust Company of 
TC FL(1) 

O ld Co lony Trust C o m p a n y of 
TC FL<1) 

UST Corpora t ion 
FA FLO) 

M i c h i g a n 

N B D Bancorp, Inc. 
N B D Financia l Serv ices of F lor ida MC F L O ) 

Minneso ta 

First Bank System, Inc. 
M B • L G A O ) 

M B FLO) 

TC FLO) 

Nor thwes t Bancorpora t ion 
M B GA(1),FL(1) 

Dial Corpora t ion FC • IA • U C L LAO 2),AL(9),MS(4),FL(22),GA( 13),TN(5) 

N e w Jersey 

Her i tage Banco rpo ra t i on 
Her i tage Mor tgage F inance C o m p a n y M B FLO) 

Hor izon Bancorp 
Hor izon Credi t Corpora t ion FC • SL • L GA(1),FL(3) 

N e w York 

Bank of New York Company, Inc. 
M B • SL FLO) 

Bankers Trust New York Corpora t ion 
Bankers Trust Company of Flor ida TC FL(1) 

BT Inves tment Managers , Inc. FA FLO) 

Barc lays Bank L im i ted 
Amer ican Cred i t Corpora t ion FC • U C L AL( 14),FL( 16),GA(29),LA(3).MS0 3).TN(34) 

Chase M a n h a t t a n Corpora t ion 
Chase Commerc ia l Corpora t ion of 

New York FC • S L • L GA(1),FL(3) 

Chase H o m e Mor tgage Corpora t ion of 
t he Southeas t M B • SL • FA • IA FL(7),GA(1) 

Chase M a n h a t t a n Financia l Serv ices M B • SL • IA • MO,TC FL(4) 

Chemica l New York Corpora t ion 
Chemica l Bus iness Cred i t Corpora t ion FC • SL GA(1) ,FL0) 

Chemica l Trust C o m p a n y of F lor ida TC F L O ) 

S u n Amer ica Corpora t ion FC • IA TN(6),LA(4),FL(5),MS<2).GA( 10) 

C i t i co rp 
Ci t icorp Homeowne rs . Inc. FC • SL • L LA(5),AL(2),FL( 13),GA(3) 

C i t i co rp Industr ia l Credi t , Inc. FC • SL • L FL(1),GA(1),AL(1) 

C i t i co rp USA FC • SL • I GA(1),FL(1) 

I rv ing Bank Corpora t ion 
Irving Bus iness Center , Inc. FC • SL • L G AO) 

J. P. M o r g a n and Compnay , Inc. 
M o r g a n Trust C o m p a n y of Flor ida TC FLO) 

L inco ln First Banks, Inc. 
L inco ln First of Flor ida, I ne FA FLO) 

L inco ln First Trust Company of Flor ida TC FLO) 

Manu fac tu re rs Hanover Corpora t ion 
F inance O n e FC • UCL ALO 7),GA(23),FL(6),LA(33),MS(4)1TN(11) 

F inance O n e Cred i t of Flor ida, Inc. FC • UCL FL(3) 

F inance O n e M o r t g a g e of Flor ida, Inc. M B • SL • U C L FL<2) 

Manufac turers Hanover Leas ing 
Corpora t ion FC • SL • L TN(1),FL(1) 

Manu fac tu re rs Hanover M o r t g a g e 
Corpora t ion M B • S L FL(2) 

Mar ine M id land Banks, Inc. 
Mar ine M id l and Trust C o m p a n y of F lor ida TC • FA FLO) 
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M o r t g a g e B a n k i n g M B 

F i n a n c i a l C o m p a n y F C 

C r e d i t C a r d s C C 

F a c t o r i n g F 

I n d u s t r i a l B a n k I B 

S e r v i c i n g L o a n s S i -

T r u s t C o m p a n y T C 

F i n a n c i a l A d v i s o r F A 

L e a s i n g L 

I n v e s t m e n t i n 

C o m m u n i t y P r o j e c t s I 

D a t a P r o c e s s i n g D P 

I n s u r a n c e A g e n t I A 

U n d e r w r i t i n g C r e d i t L i f e U C L 

C o u r i e r S e r v i c e C S 

M a n a g e m e n t C o n s u l t i n g M C 

M o n e y O r d e r s $ 1 , 0 0 0 , 

T r a v e l e r s C h e c k s M O . T C 

R e a l E s t a t e A p p r a i s a l R E A 

A u d i t S e r v i c e s A S 

T r a v e l e r s C h e c k s T C 

C h e c k V e r i f i c a t i o n C V 

-

Í r< 

US* 

Financ ia l Serv ices O f f e r e d by 
Out-o f -Dis t r ic t Bank Ho ld ing 
C o m p a n i n e s T h r o u g h N o n b a n k 
Subs id ia r ies w i th Of f i ce in 
t he S ix th Dis t r ic t 

N u m b e r of O f f i ces 
by Sta te 

N e w York (cont inued) 

Sch rode rs Inco rpo ra ted 
Schroder Capi ta l M a n a g e m e n t , Inc. FA GA(1) 

U.S. Trust Corpora t ion 
U.S. Trust C o m p a n y of F lor ida TC FL(1) 

North Caro l ina 

N C N B Corpo ra t i on 
N C N B Mor tgage Co rpo ra t i on M B • U C L FL(2),GA(6) 

T ransou th F inanc ia l Co rpo ra t i on FC • UCL • MO.TC AL(8),FL(33),GA(3),TN(25) 

Trust C o m p a n y of Flor ida TC FL(1) 

O r e g o n 

O r b a n c o F inanc ia l Serv ices Co rpo ra t i on 
Ft. W a y n e M o r t g a g e C o m p a n y SL FL(1),GA(1) 

No r thwes t Accep tance Co rpo ra t i on FC GAO) 

Pennsylvania 

Fidelcor, Inc. 
F ide lcor M o r t g a g e Co rpo ra t i on M B GA(2) 

Me l l on Nat iona l Co rpo ra t i on 
Car ru th Mo r tgage Co rpo ra t i on 
Me l l on Bank N.A. 

M B LA(7) Me l l on Nat iona l Co rpo ra t i on 
Car ru th Mo r tgage Co rpo ra t i on 
Me l l on Bank N.A. TC FL(1> 

FC FL(9),LA111 

Me l l on Financia l Serv ices Corpora t ion # 1 DP GA(1) 

Nat ional City Co rpo ra t i on 
Nat iona l Ci ty of Flor ida TC FL(1) 

Ph i lade lph ia Nat iona l Co rpo ra t i on 
M B • SL FL(1) 

P i t t sburg Nat iona l Co rpo ra t i on 
Kisse l l C o m p a n y SL GA(1) 

The Girard C o m p a n y 
GTC M a n a g e m e n t , Inc. TC FL(1) 

Rhode Is land 

Fleet F inanc ia l G r o u p 
Fleet Mo r tgage Brokers , Inc. M B • U C L FL(1). GA(1) 

M B • FC • SL • UCL GA(1) 

M o r t g a g e s Associates. Inc. M B • FC • 

FC • IA • I 

TC 

SL • U C L AL(2),FL(1) 

S o u t h e r n D iscoun t C o m p a n y 
Hosp i ta l Trust C o m p a n y 

Hosp i ta l Trust of Flor ida. N.A. 

M B • FC • 

FC • IA • I 

TC FL(1) 

O l d S t o n e Co rpo ra t i on 
Amer i can S t a n d a r d Insu rance A g e n c y U C L FLO) 

DAC C o m p u t e r Serv ices, Inc. DP FL(1) 

M B • SL AL<2) 

DAC Corpo ra t i on of F lo r ida M B • S L FLO 3) 

DAC Corpo ra t i on of Geo rg i a M B • SL GA<2) 

Moto r L i fe Insu rance C o m p a n y U C L F L O ) 

Unicred i t Co rpo ra t i on of F lo r ida FC F L O ) 

Uni f inanc ia l Corpora t ion and Subs id ia ry M B FLO) 

S o u t h Caro l ina 

S o u t h e r n Banco rpo ra t i on 
FC • U C L GAO 4) 

The C i t i zens and S o u t h e r n Co rpo ra t i on 
Caro l ina Na t iona l M o r t g a g e Inves tmen t M B GAO) 

Virginia 

Domin ion B a n k s h a r e s Corpora t ion 
D o m i n i o n B a n k s h a r e s M o r t g a g e 
Co rpo ra t i on M B • UCL TNO) 

Vi rg in ia Nat iona l B a n c s h a r e s 
V N B Equi ty C o r p o r a t i o n M B • U C L FL(3) 

n F E D E R A L R E S E R V E B A N K O F A T L A N T A 19 

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



Federal Deficits and 
Real Interest Rates: 
Theory and Evidence 

An analysis of real interest rates 
and deficits suggests that, when 
deficits have been adjusted for 
expected inflation, other influences 
also play a role in determining 
real interest rates. 

W h y did real interest rates rise so high in 1982? 
Many answers have been offered to this question, 
but the commonest explanation on Wall Street 
attr ibutes high real rates to large current and 
expected federal government deficits. 

New statistics presented in this article tend to 
argue that deficits in themselves have not been a 
critical factor in high real interest rates, a conclusion 
consistent w i th empirical findings reported in 
the August 1982 Economic Review.1 

If budget deficits affect real interest rates, real 
deficits (the dollar deficit minus the amount 
attr ibutable to inflation) wou ld be the causal 
factor. However, after averaging the data for full 
peak-to-peak business cycles to eliminate cyclical 
influences, we found no strong historical associa-
tions between real interest rates and real deficits. 

THEORY: Deficits, Real Interest Rates, 
and Aggregate Demand 

When the federal government spends more 
than it collects in taxes, it must finance the 
deficit either by selling securities or issuing 
base money. Deficits can affect total demand, 

'Gerald P. Dwyer, Jr. "Is Inflation a Consequence of Government Deficits," 
Federal Reserve Bank of Atlanta Economic Review (August 1982), 25-32. 

real interest rates, and inflat ion both directly 
and indirectly. An increase in government spend-
ing or a decrease in taxes both tend to increase 
demand for consumption and investment goods 
directly. 

This effect is partly offset by the increased 
supply of government securities to f inance the 
deficit. The increased supply tends to increase 
real interest rates, and private spending that is 
sensitive to interest rates may be c rowded out. 
Such financial crowding out is moderated because 
the incentive to economize on money holdings 
helps f inance the def ic i t by increasing the 
supply of credit. Higher real interest rates also 
attract foreign investment and retard foreign 
borrowing, which further moderate the extent of 
domestic crowding out. 

A federal budget deficit may increase demand 
indirectly insofar as it is associated wi th an 
expansionary monetary policy. If the Federal 
Reserve buys government securities when there 
is a deficit, it issues "base money," which 
enables the private sector to increase demand 
for goods (the real balance effect) and the 
supply of money (the money mul t ip l ier effect). 
But even though the government is selling 
securities to f inance a deficit, the Federal 
Reserve need not buy any and thus need not 
increase base money. 
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? 

Thus, deficits can increase aggregate demand 
directly unless private sector demands are fully 
crowded out by a rise in real interest rates. 
Deficits can increase aggregate demand indi-

J rectly to the extent that rising interest rates 
induce increases in the supply of base money 
generated by Federal Reserve open market 

i purchases of government securities. 

V 

Errors in Inflationary 
Expectations and 

> Real Interest Rates 
Persistent deficits and persistent increases in 

base money to finance them lead to persistent 
increases in aggregate demand and thus to 

„ inflation and high nominal interest rates. People 
protect themselves from persistent inflation by 
incorporating their expectations in financial con-
tracts. But if these expectations are wrong, 
both real output and real interest rates would be 

v affected. If inflation turns out to be less than 
expected, too much of an inflation premium 
would have been incorporated in nominal 
interest rates, forcing actual real interest rates 
higher than normal. As a consequence, real 

^ demand and real ou tput wou ld be lower than 
normal. That is a major waste associated wi th 
errors in expectations of inflation. 

Even if the expectations are satisfied, inflation 
in itself has consequences insofar as real re-
sources are wasted in order to economize on 
base money, which costs virtually nothing to 
produce. Base money has a useful funct ion as a 

r. medium of exchange. But since it pays zero 
nominal interest, real holdings of it wou ld tend 
to fall because of high nominal interest rates 
associated wi th high inflation rates. In general, 
markets simply cannot adjust to incorporate 

A inflation because the government does not 
inflation-proof base money and taxes; thus, 
even fully anticipated inflation can distort real 
output and real interest rates. 

Deficits, Inflation Uncertainty, 
• and the Credibility 
t of Monetary Policy 

In the real world, uncertainties generally 
prevent the publ ic from anticipating correctly 

^ the inflationary consequences of an increase in 
a federal deficit. If inflation is underanticipated, 

* 

FEDERAL RESERVE BANK O F ATLANTA 

then real interest rates fall and real output rises 
above natural rates. If inflation is over-anticipated, 
real interest rates rise and real ou tput falls: 
unduly high real rates crowd out more than 
enough interest sensitive private spending to 
offset the increased spending related to the 
deficit. 

Why might the publ ic have anticipated in-
correctly the inflation accountable to monetary 
growth and federal deficits in 1981 and 1982? 
Expectations may have been based on the 
historical relationship between deficits and 
inflation, but then, because of a change in the 
conduct of monetary policy, that relationship 
may no longer have held. Large federal deficits 
in wart ime and in the last decade were in fact 
l inked to accelerating monetary growth, aggre-
gate demand, and inflation. The publ ic might 

The substantial decline in interest rates 
in the last quarter of 1982 offered 

support for the theory that markets 
finally had been convinced that inflation 

need not accompany federal deficits. 

have become condi t ioned to expect monetary 
growth and inflation to accompany large federal 
deficits even though the experience of 1981 
and 1982 demonstrated that there is no neces-
sary association.2 The consequence of the mar-
kets' misperception is that real interest rates 
and real output wi l l deviate from their natural 
levels either until markets are convinced by 
anti-inflationary policies or unti l expected in-
flation is validated by sufficiently expansionary 
policies. 

By announcing reduced monetary growth 
targets in 1981 and 1982, the Federal Reserve 
indicated it was planning to reverse the previous 
pattern that had allowed accelerated monetary 
growth to accompany deficits. But markets 
rema ined skept ica l t h rough much of 1982, 

2There is no necessary association between deficits and inflation. In the 
United States in the 1930s and in Germany and Japan in recent years, large 
deficits were not associated with high inflation when monetary growth was 
not accelerated in response to def ic i ts Thus, large defici ts haven't always 
caused inflation. At the turn of the century there were world-wide inflation 
and substantial monetary growth due to gold discoveries. There were 
essentially no deficits. 
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thereby keeping inflationary expectations too 
high, real interest rates above their natural 
levels, and real output below its natural level. 
The substantial decline in interest rates in the 
last quarter of 1982 offered support for the 
theory that markets finally had been convinced 
that inflation need not accompany federal 
deficits. 

Real Deficits and Real 
Interest Rates 

Related to crowding out is the issue of 
deflating the federal deficit for expected inflation. 
This is important but is often overlooked in 
commentary about the effect of prospective 
budget deficits in crowding out private spend-
ing. 

Assume that the inflation rate is 10 percent, 
the nominal interest rate on the federal debt is 
13 percent, the outstanding federal debt is 
$1,000 billion, and the deficit $100 billion. By 
implication the real interest rate is 3 percent— 
the 13 percent nominal rate less the 10 percent 
inflation rate. If inflation were zero, the interest 
cost of the debt would be $30 billion. But given 
10 percent inflation and a 13 percent nominal 
interest rate, interest on the debt is $130 
billion. In this example, the $100 bill ion deficit 
is entirely accountable to the inflation premium. 
The real deficit is zero because the 10 percent 
increase in the federal debt matches the inflation 
rate, so the real value of the federal debt 
remains unchanged. 

We can approach the real deficit f rom the 
other side of the market. Consider a holder of a 
$10,000 federal security that pays $1,300 a 
year in interest. Since inflation is 10 percent, 
$1,000 of the interest return is compensation 
for depreciation in the nominal value of the 
security due to inflation. Only $300 is real 
interest. To maintain the real value of his or her 
holdings, the investor would have to reinvest 
the $1,000 of inflation-induced interest in 
federal securities. For all holders of federal 
securities to maintain the real value of their 
holdings in this example, they would need to 
buy an additional $100 billion, an amount 
precisely equal to the deficit. Thus, there is no 
financial crowding out of private spending 
accountable to the $100 billion deficit because 
the real deficit was zero. Only real deficits can 
crowd out private spending. 

Through much of 1982, nominal interest 
rates may have included an excessively large 
inflation premium. But even an excessive in-
flation premium is self-financing as long as 
holders of federal securities reinvest interest 
accountable to the inflation premium in federal 
securities. Thus, real deficits crowd out private 
spending because of rising interest rates or 
inflation; but private spending is not crowded 
out by deficits that result f rom federal interest 
payments accountable to inflation premiums 
in nominal interest rates.3 

Crowding Out or Crowding In? 
Government-issued bonds that bear no de-

fault risk are in that respect like government-
issued (base) money.4 However, bonds are not 
base money: they are not used to make pay-
ments or to satisfy bank reserve requirements. 

The issue of deflating the federal deficit 
for expected inflation . . . is often 

overlooked in commentary about the 
effect of prospective budget deficits in 

crowding out private spending. 

The implication that government bonds are to 
some extent like money affects the degree to 
which government deficits crowd out private 
spending.5 If government bonds are closer 
substitutes for money than for real capital, an 
increased supply of bonds to finance a govern-
ment deficit functions partly as an increase in 

3The necessity to adjust the federal debt account for inflation premiums in 
interest payments on the government debt is exposited in Adrian Throop's 
"Inflation Premiums, Budget Deficits," Federal Reserve Bank of San 
Francisco Weekly Letter, March 14, 1980 and "Gauging Fiscal Policy: II," 
Federal Reserve Bank of San Francisco Weekly Letter, January 16, 1981 
and formulated analytically in Robert J.Barro, "On the Determination of the 
Public Debt," Journal of Political Economy, Vol. 87, No. 5, Pt. 1 (October 
1979), 940-71. 

"James Tobin. "An Essay on Principles of Debt Management," Fiscal and 
Debt M a n a g e m e n t Policies, Commiss ion on Money and Credit. 
Englewood Cliffs, NJ: Prentice-Hall, Inc., 1963. 

5Mart in Feldstein. "Fiscal Policies, Inflation, and Capital Formation," 
American Economic Review (September 1980), 636-50. Benjamin M. 
Friedman, "Crowding Out or Crowding In? Economic Consequences of 
Financing Government Deficits," Brookings Papers on Economic 
Activity (1978), 593-654. V. Vance Roley. "The Financing of Federal 
Deficits: An Analysis of Crowding Out," Federal Reserve Bank of Kansas 
City Economic Review (July-August 1981), 16-29. 
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money. Rather than crowding out private spend-
ing, it raises weal th and commod i t y demands, 
" c rowd ing in" private spending. On the other 
hand, if government securities are closer sub-
stitutes for real capital than for money, an 
increased supply of bonds to f inance a deficit 
wou ld c rowd out private investment and thus 
moderate the increase in commod i t y demands 
and the pr ice level. Clearly there is no straight 
forward theoret ical hypothesis about the in-
f luence of deficits on aggregate demand and 
the price level. 

Savings and Investment 
and Real Interest Rates 

The convent ional w isdom is that deficits 
raise real interest rates. The quest ion is, how 
much? The effect of real deficits on real interest 
rates wou ld be moderated depend ing on the 
responsiveness of private saving and invest-
ment to interest rates. Suppose, as Frank Knight 
believed,6 that the fu l l -employment real rate of 
interest is de te rmined by the product iv i ty of 
investment wh ich is considered to depend 
purely on technical factors in produc ing invest-
ment or consumpt ion goods and to be inde-
pendent of investment. The analysis applies to 
a situation where inflationary expectat ions are 
satisfied so that neither real ou tpu t nor real 
interest rates deviate f rom natural levels. If the 
real interest rate is de te rmined solely by the 
product iv i ty of investment, an increase in the 
government def ic i t wou ld cause investment to 
fall by a matching amount . There wou ld be full 
crowding out wi thout an increase in real interest 
rates. Private investment demand is assumed 
to be so hypersensit ive to interest rates that it 
gives way to any other change in demand and 
thus acts as a residual ful ly absorbing a federal 
deficit or a shift in demand f rom any other 
source. 

The convent ional v iew as espoused by Irving 
Fisher7 is that both saving and investment 
inf luence the determinat ion of real interest 
rates. Accordingly, a def ic i t can be f inanced 
partly by increased private saving and partly by 
decreased private investment. Wi th in this Fish-
erian credit market, if saving were perfect ly 

6Frank H. Knight. "Interest, " Ethics of Competit ion. New York: The 
Macmillan Co., 1930. 

' I rving Fisher. Theory of Interest. New York: The Macmil lan Co., 1930. 

elastic w i t h respect to the real interest rates a 
def ic i t wou ld not c rowd out any investment 
but wou ld be matched fully by increased saving, 
thus crowding out consumption spending. How-
ever, if investment and saving are not hypersen-
sitive to interest rates, the impl icat ion is that a 
deficit wou ld increase the natural real interest 
rate. It w o u l d increase more, the less interest 
sensitive are the demand for investment and 
supply of saving in the economy. Thus, the 
more real c rowding out there is in response to a 
deficit, the less real interest rates wou ld have 
to increase. 

EVIDENCE 
Real Interest Rates and Real Deficits 

W e wou ld expect that if real interest rates are 
af fected by budget deficits at all, they wou ld be 
af fected by real deficits (see Box). A real interest 
rate is a nominal interest rate less expected 
inflation.8 The real def ic i t is the dollar def ic i t less 
the amount at t r ibutable to inf lat ion premiums in 
f inancing government debt.9 Theoretically, w e 
wou ld expect real interest rates to vary w i th 
changes in investment oppor tun i t ies and saving 
propensit ies and the real government deficit after 
accounting for inflationary expectations. A higher 
real def ic i t w o u l d be like an increase in the 
demand for investment or a reduct ion in the 
supply of saving in raising real interest rates. 

H o w much are real interest rates affected by 
real deficits? W e can est imate the relat ionship 
between particular real interest rates and the real 
deficit .10 Since there is cyclical variation in all of 

(continued on p. 26) 

"Strictly speaking a real interest rate represents the real return on an 
investment. If PE is the expected annual inflation rate then the expected 
level of prices a year hence is expected to be 1 + PE. Consider a $1 bond 
that promises to return (1 + N) in a year, the real value of wh ich is (1 + N)/ 
(1 + PE) per dollar invested. Thus 1 + R = (1 + N)/(1 + PE) where Ft is the 
real rate of interest. The real rate R is approximated by subtract ing the 
expected inflation rate from the nominal interest rate. R = N - PE. 

'Government Spending - Taxes = Nominal Deficit. Real Deficit = (Nominal 
Deficit - PE (Government Debt)) /GNP Deflator. The real deficit is the 
change in the government debt in real terms. 

•or - PE = Constant + f ( DEF-PE(DEBT) 
YF 

R = Moody's Aaa Corporate Bond Rate or 3-month Treasury Bill 
Rate 

PE = Expected Inflation 
DEF = Federal Deficit 
DEBT = Federal Net Debt (Public Debt less holdings of Federal Agencies 

and Federal Reserve Banks) 
YF = Nominal High Employment GNP 
This real deficit measure is comparable with the alternative measure 
discussed in James R. Barth and Stephen O. Morrell, "A Primer on Budget 
Deficits," Federal Reserve Bank of Atlanta Economic Review (August 
1982), 6-17. Almost identical results were obtained when the deficit was 
divided by nominal GNP or by the nominal value of the real GNP trend or 
when the deficit was also adjusted for changes in the depreciat ion of fiat 
money 
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Table 1. Underlying Causes of Inflation (1953 -1980 ) 

Contribution 
Estimated to Average 

Average Weight Inflation 
(Percent) (Percent) 

Trend Spending Growth 1 2.426 2.4 
M1 Monetary Growth 4.3 1.039 4.5 
High Employment Government Spending 7.69 - 0 . 0 0 0 3 0.0 

Growth 
Exports Growth 10.56 0.024 0.3 

Spending Growth 7.24 1.000 7.2 
High Employment Output Growth 3.33 - 1 . 0 0 0 - 3 . 3 
Import Price Inflation 4.74 0.027 .1 

High Employment Output Growth Adjusted - 3 . 2 
for Import Price Deflation 

Demand Pressure (Level)3 1.59 0.034 .1 

Inflation 4.1 

a Demand pressure is def ined as the dif ference between the level of estimated real demand and high employment output, both in logarithms. The 
level and growth rate of high employment output were adjusted to incorporate effects of factors est imated to offset inflation autonomously, such 
as import prices. About four-fifths of the variation in inflation was accountable to these underlying factors. 

Note: Mary Byrd Nance, a research associate at the Federal Reserve Bank of San Francisco, assisted in making these calculations. 

Monetary Growth and 
Inflationary Expectations 
Since real interest is defined as a nominal interest rate 
less expected inflation, the latter is an important ele-
ment in the analysis of factors determining real rates. 
This section discusses the calculation of expected 
inflation used in empirical tests reported later in the 
article. 

The GNP deflator represents the general price level 
of all goods and services included in the Gross National 
Product—total consumption, investment, government, 
and net foreign spending on U.S. goods and services. 
Inflation, defined here as the rate of change in the level 
of this price index, results from growth in aggregate 
demand—that is, spending relative to growth in aggre-
gate supply, or high employment real output. Over the 
period 1953-1980 as recorded in Table 1, high employ-
ment real output growth averaged 3.3 percent a year. 
Spending growth averaged 7.2 percent a year. Thus the 
difference between spending growth and high employ-
ment real output growth accounts for a 3.9 percent 
average inflation rate over 1953-80, nearly all of the 
actual 4.1 percent average inflation. 

The remainder stems from two factors. The first is 
demand pressure, which varies substantially over the 
business cycle, contributing to cyclical increases and 
decreases in the inflation rate, but only 0.1 percent to 
average inflation. The second is import price inflation 
which, though important in 1974-75 and again in 1979-
80, contributed only 0.1 percent to average inflation 
over 1953-1980. 

What mainly accounted for average inflation and for 
accelerating inflation in the 1970s was spending growth, 
attributed (to a dominating extent statistically) to M1 
(cash and checking account deposits) growth. This 
attribution is based on an estimated association between 
spending growth and four explanatory factors: trend 
spending growth, which accounted for an annual in-
crease in spending of 2.4 percent; M1 growth, for 4.5 
percent; and exports growth, for 0.3 percent.12 Only 
about half of the variation in spending growth is explained 

by these factors. Nevertheless, M1 growth is the single 
most important, identifiable, and controllable factorthat 
affects spending growth. A 1 percent change in M1 
growth changes spending growth by an average of 
approximately 1 percent. 

The evidence clearly shows that variation in nominal 
spending growth, not real growth, is the major factor 
explaining inflation. Real growth declined from about 4 
percent in the 1960s to about 3 percent in the 1970s 
and early 1980s. Thus it accounted for only about one 
percentage point of recent inflation. The balance, about 
9 percent in 1980, is accountable to demand growth 
and it in turn is systematically related to M1 growth. 

Having established the historical link between mone-
tary growth and inflation, we may hypothesize that 
people would use such information in formulating infla-
tionary expectations. A footnote shows the form of 
an estimated quarterly GNP growth equation for 1963-
1981.13 An equation was estimated for the sample 
period 1953-1962 which was then used to "forecast" 
GNP growth in 1963 based on observed values of the 
specified underlying determinants of GNP growth. Fore-
casted GNP growth less high employment GNP growth 
represents a sustainable inflation rate if expectations 
are correct. But because of costs of getting information 
about individual markets and costs of adjusting prices, it 
takes time for a change in sustainable inflation to affect 
actual inflation. To capture the dynamics of this adjust-
ment, actual inflation was estimated as a function of 
current and lagged values of sustainable inflation. 

Current inflation was also specified to be affected by 
import price inflation. Expected inflation in 1963 then 
was taken as the forecasted inflation based on the 

• observed relationship between inflation and the under-
lying relationship estimate for 1953-1962 and given 
values of the explanatory variables in 1963.14 This 
procedure was repeated for 1964 based on the record 
of 1953-63 and so on through to 1981. The expected 
inflation rates so calculated are shown alongside actual 
inflation in Table 2. Inflation expectations by this measure 
were too low on the average but by only 0.1 percentage 
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Table 2. Inflation and Expected Inflation, Quarterly, 1 9 6 3 - 8 1 

Year/ 
Quar. 

P PE Error RMSE Year/ 
Quar. 

P PE Error RMSE 

1963: 1 .463 .953 - . 4 8 9 1973:1 1.350 1.485 - . 1 3 5 
2 .070 .455 - . 3 8 5 2 1.705 1.441 .264 
3 .280 .688 - . 4 0 8 3 1.658 1.793 - . 1 3 5 
4 .709 .561 .148 .380 4 2.064 1.673 .391 .255 

1964: 1 .263 .476 - . 2 1 3 1974: 1 1.770 1.275 .495 
2 .290 .302 - . 0 1 2 2 2.438 2.048 .390 
3 .550 .476 .074 3 2.553 2.935 - . 3 8 3 
4 .260 .475 - . 2 1 5 .156 4 2.824 2.563 .261 .391 

1965: 1 .830 .297 .533 1975: 1 2.543 1.471 1.07 
2 .487 .446 .041 2 1.256 1.338 - . 0 8 2 
3 .578 .459 .120 3 1.771 1.278 .493 
4 .535 .410 .125 .281 4 1.803 1.258 .544 .651 

1966: 1 .996 .475 .521 1976: 1 .898 1.503 - . 6 0 6 
2 1.143 .683 .460 2 .904 1.399 - . 4 9 5 
3 .534 .495 .039 3 1.198 1.116 .083 
4 .982 .460 .522 .435 4 1.563 1.149 .215 .408 

1967: 1 .641 .680 - . 0 3 9 1977: 1 1.393 1.810 - . 4 1 7 
2 .357 .626 - . 2 6 8 2 1.648 1.534 .114 
3 .951 .625 .326 3 1.316 1.590 - . 2 7 4 
4 1.066 .727 .340 .272 4 1.523 1.739 - . 2 1 6 .278 

1968: 1 1.265 .794 .471 1978: 1 1.404 1.494 - . 0 9 0 
2 1.213 .690 .523 2 2.521 1.455 1.07 
3 .849 1.098 - . 2 4 9 3 1.860 1.351 .509 
4 1.379 .924 .455 .437 4 2.330 1.303 1.03 .784 

1969: 1 1.160 1.145 .015 1979: 1 2.025 1.481 .544 
2 1.321 .998 .324 2 1.885 1.663 .222 
3 1.602 1.156 .445 3 1.881 1.773 .108 
4 1.283 1.145 .138 .284 4 1.954 1.940 .014 .299 

1970: 1 1.423 .950 .473 1980: 1 2.220 2.236 - . 0 1 5 
2 1.304 1.157 .147 2 2.338 2.277 .060 
3 .788 1.034 - . 2 4 6 3 2.201 2.038 .163 
4 1.342 .567 - . 7 7 5 .476 4 2.551 2.139 .412 .224 

1971: 1 1.462 1.210 .251 1981: 1 2.328 1.843 .485 
2 1.368 1.228 .140 2 1.540 1.808 - . 2 6 8 
3 .853 1.072 - . 2 1 9 3 2.354 2.192 .162 .334 
4 .897 1.476 - . 5 7 9 .341 

1972: 1 1.356 1.635 - . 2 7 8 Average Error 1963-81 .088 
2 .707 1.358 - . 6 5 1 
3 .831 1.576 - . 7 4 5 
4 1.279 1.517 - . 2 3 8 .528 

RMSE=Root mean square error. P=GNP Deflator. PE=Expected inflation. 

Note: Yoen-Seung Chung, an Ohio State University economics graduate student provided research assistance in making these calculations 

points annually. It is clear that inflationary bursts such 
as those recorded in 1974-75 and 1978-80 were not 
fully anticipated, nor were the rare disinflationary periods 
such as 1976. The procedure errs substantially in the 
last half of 1971 through early 1973 when wage-price 
controls were in ef fect Nevertheless, over70 percent of 
the variation in inflation was explained by the factors 
used to calculate expected inflation. A one percentage 
point increase in expected inflation was on the average 
associated with a 0.99 percent increase in actual 
inflation. 

"Wi l l iam G. Dewald, "How Fast Does Inflation Adjust to Its Underlying 
Determinants?" Federal Reserve Bank of San Francisco, Proceedings of 
Fifth West Coast Academic/Federal Reserve Economic Research 
Seminar, December 1981, 221-239. 

3 3 
X 2 ,3Y = constant + ¡ = 0 m jM t . i + ¡ = q gjG(. j + eQE t 

where Y = GNP 
M = M1 
G = High Employment Federal Government Spending 
E = Exports. 

All variables are logari thmic first dif ferences and are interpreted as percent 
changes. The equation fit the entire data set wel l and also several 
preliminary years, and was thus used uniformly for each year. 

, 4 P = constant + ¡J, Pj (YE-XF),., + j j 0 W | W H 

P = GNP Deflator 
YE = Forecasted Y (level) 
XF = High Employment Real Output (level) 
W = Import Price Index 
P and W are logarithmic first differences. 
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Table 3. Cycle Average Real Interest Rates and Deficits 
1953:Q3 - 1981 :Q3 (Percent) 

Peak to 
Peak 
Cycles 

1 9 5 3 : Q 3 -
1957:Q3 

1957:Q3— 
1960:Q2 

1960:Q2— 
1969:Q4 

1969:Q4 
1973:Q4 

1973:Q4— 
1980:Q1 

1980:Q1 — 
1981:Q3 

Real Interest Rates 
Long Terma Short Termb 

Expected0 Actual Expected0 Actual Did 

Real Deficits 

D2e D1 Af 

1.012 

2.064 

2.695 

2.266 

2.243 

4.527 

0.788 

2.187 

2.369 

2.417 

1.381 

3.648 

- 0 . 1 2 8 

0.829 

1.622 

0.294 

0.502 

4.736 

- 0 . 3 1 9 

1 . 1 1 2 

1.226 

0.361 

- 0 . 3 2 0 

4.008 

- 0 . 3 4 2 

0.363 

0.145 

0.815 

1.487 

1.320 

-0 .380 

0.332 

0.110 

0.732 

1.396 

1.220 

- 0 . 3 6 3 

0.375 

0.125 

0 .824 

1.428 

1.253 

a Moody 's Aaa Corporate Bond Rate. 
b 9 0 Day Treasury Bill Rate. 
c Real rates def ined as nominal rates less expected inflation as calculated from William G. Dewald, "How Fast Does Inflation Adjust to Its 

Underlying Determinants?," Federal Reserve Bankof San Francisco Fall Academic Conference 1981. Expected inflation was projected forward 
one quarter in calculating real short term rates and indefinitely in calculating real long term rates. 

d D 1 - adjusts the nominal deficit for potential output growth and expected inflation which is presumed to depreciate the real value of 
government debt. 

e D 2 - further adjusts the deficit for expected depreciat ion in the value of fiat money issued by the government. 
fD1A - uses actual inflation in the calculation of D1. 
D 1 = DEF—PE(DEBT) D 2 = D E F - P E (DEBT + FIAT) 

Y F ~ ~~ YF 
DEF = National Income Accounts Deficit 
PE = Expected inflation 

DEBT = Federal Public Debt less holdings of Federal Reserve Banks and Agencies. 

YF = High Employment GNP 
FIAT = Federal Reserve Holdings of U.S. Government Securit ies plus Treasury Currency Outstanding less Treasury Cash Holdings less 

Treasury Deposits with Federal Reserve Banks. 

these variables, data were averaged for full peak-
to-peak business cycles to wash out cyclical 
influences. W i th these data the focus is on longer 
term fundamentals rather than the shorter term 
business cycle pattern. Cycle averages of both 
long and short-term real interest rates and real 
deficits relative to high employment GN P appear in 
Table 3. Chart 1 shows the Aaa bond rate, the 
corresponding real rate based on calculated ex-
pected inflation and the real deficit quarterly 
1953-1980.11 

These data show no strong association bet-
ween real interest rates and real deficits as 
measured. Real interest rates in the first quarter of 

1 ' Expected inflation for 1952-1962 was simply estimated for that period from 
the equation in footnote 14. 

1980 through the thi rd quarter of 1981 were very 
high relative to earlier periods, but the real deficit 
was about the same as in the preceding cycle. 
The largest relative real def ic i t over the sample 
period was in the second quarter of 1975 when 
the Ford administration's tax rebate occurred at a 
t ime when inflationary expectations were still 
reflecting inflation of the previous year. Except 
for the most recent cycle, when the long term 
real interest rate averaged 4.5 percent, it hovered 
generally in the 2 to 3 percent range. The short-
term real rate was much more variable but was 
also comparat ively low unti l it rose to 4.7 percent 
in the most recent cycle. The relative real def ic i t 
was less than one-third of 1 percent through the 
1960s, then j u m p e d to 0.8 percent in the early 
1970s and further to 1.4 in the remainder of the 
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Chart 1. Real Interest Rates and Real Deficits 

Percent 

1970s and early 1980s. This evidence tends to 
refute the conventional wisdom that attributes 
the high level of real interest rates in 1982 to 
deficits. The comparatively high real deficit over 
1973:1V-1980:1 was not accompanied by com-
paratively high real interest rates. 

Regression results using either the cycle-average 
data or quarterly data, further show little associa-
t ion between real interest rates and real deficits. 

These data show no strong historical 
association between real interest rates 

and real deficits. 

Using quarterly data, we estimated a statistically 
significant but small effect of real deficits (D) on 
long-term (L) but not short-term (S) real interest 
rates (see Table 4). These results must be ques-
tioned. Not only does the relationship not hold 
for the short-term real rate, but also it may be 

biased by cyclical movements in the variables. 
The effect of the business cycle can be averaged 
out of the data. Using such cyclical average data as 
reported in Table 5, we est imated a positive 
relationship for both the long and short-term real 
rates, but the relationship was insignificant for 
the short rate and only marginally significant for 
the long rate. If real rates and the defici t are 
def ined after the fact based on actual inflation, 
the real deficit is estimated not to affect either 
long or short rates significantly. It is somewhat 
reassuring that a percentage increase in the real 
deficit relative to GNP was est imated to have 
nearly the same one percentage point effect on 
both long and short-term real rates. One might 
nevertheless question the results because they 
are not very robust with respect to small changes in 
the sample period and in the definit ions of the 
variables. Furthermore, only a fraction of the 
variation in real interest rates can be explained, 
suggesting that the results are biased because of 
variables left out of the analysis. 

In any event, these empirical results indicate 
that a one percentage point increase in the 
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Table 4 . Quarterly Real Interest Rates and Deficits 
1953:Q3 - 1981 :Q3 

Constant 

Lagged 
Dependent 
Variable D1 D2 D1A 

—2 
R 

(SE) 
F 

(DW) 

Long Term 
Rate L 0.831 

(4.27) 
0.612 

(8.12) 
0.184 

(2.31) 
0.433 

(1.076) 
43.753 
(1.890) 

0.842 
(4.34) 

0.610 
(8.10) 

0 .192 
(2.41) 

0.435 
(1.074) 

44 .144 
(1.885) 

1.068 
(4.99) 

0.374 
(4.35) 

0.360 
(3.44) 

0.251 
(1.450) 

19.798 
(1.975) 

Short Term 
Rate S 0.389 

(2.62) 
0.758 

(11.40) 
- 0 . 1 8 2 a 

( - 1 .96 ) 
0.543 

(1.303) 
67.630 
(1.978) 

0.382 
(2.61) 

0.759 
(11.43) 

- 0 . 1 8 8 a 

( -2 .02 ) 
0 .544 

(1.301) 
67.902 
(1.977) 

0.430 
(2.49) 

0.558 
(6.65) 

—0.200a 

( - 1 .75 ) 
0.284 

(1.625) 
23.186 
(2.055) 

aThese theoretically "wrong" signs result from deficits tending to rise during recessions when short term interest rates fall. Long term interest 
rates generally show much less cyclical variability than short rates, but in both cases the cycle average data are considered to be a more reliable 
reflection of the link between deficits and real interest rates. 

Note: Roger Lagunoff, an Ohio State University student, assisted in making these calculations. 

Table 5 . Cycle Average Real Interest Rates and Deficits 
1 9 5 3 : Q 3 - 1 9 8 1 : Q 3 a 

Constant D1 D2 D1A 

—2 
R 

(SE) 
F 

(DW) 

Long Term 
Rate L 1.809 

(3.19) 
1.043 

(1.66) 
0.259 

(0.994) 
2.752 

(2.197) 

1.852 
(3.36) 

1.084 
(1.65) 

0.257 
(0.995) 

2.730 
(2.204) 

1.721 
(3.14) 

0.677 
(1.08) 

0 .032 
(0.965) 

1.165 
(2.387) 

Short Term 
Rate S 0.587 

(0.58) 
1.145 

(1.02) 
0 .009 

(1.771) 
1.044 

(2.025) 

0.635 
(0.65) 

1.187 
(1.02) 

0.006 
(1.773) 

1.032 
(2.026) 

0.533 
(0.55) 

0.789 
(0.71) 

- 0 . 1 0 9 
(1.698) 

0.510 
(2.091) 

aThere were 6 complete peak to peak cycles 1953-1981 and thus 6 observations used to calculate these regressions. If the 1980:Q1 - 1 9 8 1 :Q3 
observation is deleted, there is uniformly no significant association between real rates and deficits for any of the definit ions. 
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relative real def ic i t wou ld increase real interest 
rates by one percentage point. When the relative 
real deficit is about 1 to 1.5 percent as in 1981-
1982, it could account for only about 1 to 1.5 
percentage points of the real rates. 

CONCLUSION 
To what then can we at t r ibute real rates of 6 

percent and higher as in 1981 and 1982? It seems 
reasonable to at t r ibute high real rates to much 
higher and particularly much more variable infla-
t ionary expectat ions than normal. W h e n market 
participants' expectat ions are changed, as they 
apparently were in August, real interest rates 
come down. Second, high real rates may be 
at t r ibuted to uncertainty about future inflation. 

To the extent that monetary growth is an important 
factor beh ind inflat ion and high nominal interest 
rates, then uncertainty about future monetary 
growth, whether or not related to deficits, is an 
important factor beh ind inf lat ion uncertainty. 
Third, high real rates may be explained in terms 
of a variety of other credit market factors, such as 
the subsidy of credit demand by favorable tax 
t reatment of interest costs, increased credit de-
mand f rom foreign borrowings, and the supply of 
credit being l imi ted because of a spend-now-
pay-later a t t i tude by not only government and 
business but also consumers. These and other 
factors offer a more promising explanat ion of 
high real interest rates than budget deficits, 
which have been found to account for very l i t t le 
of recent high real interest rates. 

—William G. Dewald 

" D e w a l d is p r o f e s s o r o f e c o n o m i c s at O h i o Sta te U n i v e r s i t y a n d e d i t o r o f t h e 
Journa l o f M o n e y , C r e d i t a n d Bank ing . Th is m a t e r i a l w a s p r e s e n t e d t o a n A t l a n t a 
F e d resea rch s e m i n a r in t h e fa l l o f 1 9 8 2 . 
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What sets a growth comparii; 
apart from the pack? 

The Federal Reserve Bank of Atlanta 
plans to seek answers to that question 
in a conference on "Growth Industries 
in the 1980s", March 17-18 at the 
Atlanta Hilton and Towers hotel. 
Speakers will include notable author-
ities such as Alvin Toffler, futurist 
author of Future Shock and The 
Third Wave; Arthur Levitt Jr., 
Chairman of the American Stock 
Exchange; Robert H. Waterman, Jr., 
author of In Search of Excellence; 
and Mancur Olson, renowned 
researcher and author on the subject 
of economic growth, plus a dozen 
chief executive officers from 
companies that have demonstrated 
extraordinary growth, including 
Dictaphone, Harris Corp, and 
Charter Medical. 

Is location a secret to corporate 
success? Does it help to be positioned 

in the still-robust Southeast? Or does 
it take a unique market, or an 
innovative product line? Does size 
make a difference? Does it help if a 
company has grown large enough to 
secure major financing? Or does a 
smaller size, and associated flexibility, 
provide a greater competitive edge? 
More important, perhaps, is whether 
a company with extraordinary manage-
ment can succeed even if it lacks 
other competitive advantages. What 
are the characteristics of managerial 
leadership that mark a growth 
company? 

We hope you will be a part of this 
conference and examine these 
questions with us. Fill out the 
registration form and return it to us, 
with a check, to reserve your place in 
this exchange of ideas on the issues 

-concerning the future of our economy. 

REGISTRATION FORM 

Growth Industries 
in the 1980s 

Make checks payable to 
Growth Industries Conference 
and mail to: 

Carolyn H. Vincent 
Conference Coordinator 
Federal Reserve Bank of Atlanta 
P.O. Box 1731 
Atlanta. GA 30301-1731 
(Telephone 404 /586-8865) 

PLEASE PRINT O R T Y P E 

FEE: Before February 15 • $ 2 4 5 After February 15 • $ 2 9 5 

Name 

Title 

Firm 

Address 

C i tV State ZIP 

Payment must accompany registration form. Al l others will be returned Registration fee will not be refunded for cancellations after March 1. No registrations will 
be accepted after March 10. Registrat ions l imited. 
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The Adjustable Mortgage Loan: 
Benefits to the Consumer and 

to the Housing Industry 

In the Southeast as wel l as the nation, sales of 
new single-family homes were extremely weak 
for the most of 1981 and 1982 (Chart 1). In fact, 
month ly sales for the U.S. were near a 10-year 
low before recovery began in the fall of 1982. 
The South (def ined as the South Census Region) 
fared only slightly better—last July's sales level:, 
(SA) were only about 14 percent above the 
bo t tom in 1974. Last fall's decl ine in mortgage 
rates d id bring about a spurt in activity, but sales 
still remain wel l be low levels of 1978-79. Figures 
for total loans closed by S&Ls reflect much the 
same—lending dur ing most of 1981 and '\9i)2 
was extremely weak. 

Though lending activity has improved slightly, 
October lending levels in the Sixth Federal Reseive 
District states (and in the nation) were running at 
only about 40 percent and 50 percent of their 
respective 1980 peaks (Chart 2). The reasons for 
the reduced lending activity are complex, but 
t w o important causes were the inabil i ty of po-
tential home-buyers to quali fy for mortgage's 
w i th historically high mortgage rates and the 
unwill ingness of those who could afford the 

Adjustable mortgage loan programs are 
reducing worries about two of the largest 
obstacles facing potential home buyers: 
uncertainty about whether mortgage 
rates will continue to fall and the difficulty 
in qualifying for mortgage loans in today*: 
interest rate environment. 
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Chart 1 . New One-Family Houses Sold 
[3 month moving average (SA)l 
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Chart 2 . Sixth District States: Total Loans 
Closed (S&L) 
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payments to get locked in on mortgages w i th 
such high rates. Even in late 1982, the home 
market—though improved—was still feel ing the 
effects of these two factors. The primary concern 
of the housing industry in such t imes should boi l 
down to: H o w can the consumer be ent iced and 
be made able to make home purchases? A partial 
solution may lie in the relatively new adjustable 

* mortgage loan (AML) programs initially designed 
to aid the lenders by lessening interest rate risk in 
an inflationary envi ronment . 

Lending inst i tut ions are adopt ing AMLs in 
order t o lower their risk of losses on mortgage 
loans attr ibutable to changing interest rates— 

.. w i th the result that more mortgage money is 
suppl ied or made available dur ing periods of rate 

• instability. Lenders wi l l make loans only if returns 
on loans offer a prof i table margin above the 
interest costs paid to depositors. The AMLs can 
help thrifts maintain the necessary margin above 
cost to make loanable funds available. A M Ls also 
can help some home buyers w h o do not or 
cannot enter the housing market because ei ther 
they are (1) wait ing for lower mortgage rates 
and/or (2) cannot af ford high month ly interest 
and amort izat ion charges. 

The basic A M L program can attract consumers 
who are wait ing for lower interest rates—even 
though these buyers can af ford the payments for 
available f ixed rate mortgages—because they 
believe their payments wi l l fall w h e n mortgage 
rates come down. The graduated payment ad-
justable mortgage loan (GPAML) can help certain 
qualifying buyers enter the market wi th low 

starting monthly payments who could not qualify 
at current ly high f ixed rates or standard A M L 
rates. Both types of plans can play critical roles in 
ent ic ing and qual i fy ing more buyers into the 
housing market. On the other hand, these ad-
justable mortgage loans carry risks not faced by 
the Amer ican home buyer since before the 
1930s.1 

_ The Adjustable Mortgage Loan. The A M L differs 
f rom a f ixed rate loan in that the interest rate 
charged is not p redetermined over the life of the 
loan—the rate varies according to an index of 
one of various possible interest rates or "costs of 
funds" for S&Ls.2 The month ly payments can go 
up or d o w n depend ing on whether the index 
goes up or down. Of course, this sounds risky— 
fortunately, the borrower can count on certain 
protect ive guidelines for AMLs which are set by 
the Federal H o m e Loan Bank Board (FHLBB) for 
federal S&Ls. These guidelines are very f lexible— 
A M L plans can vary considerably f rom thr i f t to 
thrift . The FHLBB allows for A M L opt ions in 
wh ich interest rate adjustments can be accom-
modated through changes in payment, principal 
outstanding, the length of the loan, or any com-
binat ion of the above. 

'Before the 1930s, all mortgages were, in essence, short-term rollover loans. 
The borrower had to be prepared to handle higher monthly payments should 
the interest rate on the "new" loan increase. Lenders risked having to lend at 
lower rates. 

i ns t i t u t i ons other than S&Ls—national banks and mortgage companies, for 
example—offer"adjustable" mortgages in the "gener ic" sense. In turn, other 
regulators besides the FHLBB enter the picture. Forfederal ly insured S&Ls, 
the FHLBB is the primary regulator. 
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A bor rowers risk of having larger monthly 
interest and amort izat ion payments should not 
be taken lightly. W i th unl imi ted adjustments or 
payments, changes in month ly bills can be rather 
large when the mortgage rate goes through an 
adjustment. For example, for a $70,000 loan 
balance wi th 25 years left in the mortgage term, a 
14 percent mortgage rate would require a monthly 
mortgage payment on principal and interest 
amount ing to $843. Were the interest rate to rise 
to 16 percent, the required month ly payment of 
$951 per month wou ld be $108 (almost 13 
percent) higher. On the other hand, if the interest 
rate should fall to 12 percent, the month ly 
payment wou ld fall to $737 per month.3 

Graduated payment A M Ls at tempt to alleviate 
the problem of inadequate income for credit 
requirements by changing both the month ly 
payment and credit rules. Let's look at a 17 
percent , $70,000, 30 year loan. First, t he 
borrower's month ly payments are be low the 
amount actually incurred from the accrual in-
terest rate.4 Though the actual interest cost is 
based on a 17 percent rate, the monthly payment 
is based on a lower payment rate—for example, a 
14 percent interest rate. Instead of $998 in 
principal and interest in payments in the first 
year, the buyer pays $843 toward the interest 
costs plus the actual amount due on taxes and 
insurance. Month ly P&l payments are reduced 
by $155. However, the borrower still owes the 
lender the $155 dif ference between the accrual 
rate and the payment rate which is added to the 
loan balance each month and which in turn 
accrues interest debt.5 

How do GPAMLs help buyers qualify for credit? 
GPAML guidelines quali fy the purchaseras if the 
mortgage rate really were the payment rate. In 
the above example, the home buyer could 
quali fy w i th $45,000 in family income (assuming 
that a .25 payment- to- income ratio is t h e only 
credit requirement). If lenders were wi l l ing to 
accept a payment- to- income ratio higher than 

3Large rate changes are not likely to occur overnight. Furthermore, changes 
in income and income tax considerations can alleviate some increase in 
interest rate payments. 

"The accrual interest rate is the rate by which interest debt is d e t e r m i n e d -
regardless of how much the monthly payment runs. The payment interest 
rate is the reduced rate used to determine the initial payments under a 
GPAML. 

5Since the $843 payment each month during the first year does not pay all 
interest costs (no principal is paid yet), the loan balance increases each 
month. Consequently, the dif ference between monthly payments and 
accrued interest debt will increase until the payment rate is at least equal to 
the accrual rate. a 

.25, lower income earners cou ld quali fy for the 
same loan. For example, at a .33 ratio, a $34,000 
family income wou ld qual i fy for a GPAM L (based 
on the 14 percent payment rate) whereas a 
$40,000 income wou ld be needed to quali fy at a 
17 percent interest rate. Similar analogies hold 
true for lower loan amounts. 

Borrowers are exposed to several risks w i th the 
GPAML Payments must "graduate" (increase) 
by 7.5 percent each year for the first three or five 
years, depend ing on the particular plan (Table 
1). Some GPAMs al low extension of the graduated 
payment period. At the end of the graduated 
payment period, the payment rate goes to the 
"marke t " rate—the most recent index rate, to-
gether wi th the margin as st ipulated in the bor-
rower's contract. 

During the graduated payment period, the 
loan balance is increasing rather than decl in ing 
as wou ld be the case wi th a f ixed rate mortgage. 
At the end of the graduated payment period, a 
larger loan balance must be f inanced and 
month ly payments wi l l j u m p unless index in-
terest rates have fallen. Finally, the GPAML 
carries the same risk as "s tandard" AMLs— 
interest rate increases can cause month ly pay-
ments to go up ( though the payment rate is 
guaranteed dur ing each step of the graduation 
period). 

Although these risks are substantial, the GPAML 
offers a young family wi th good potent ial for 
income growth a method of gett ing into the 
housing market w i thou t wai t ing unti l either 
interest rates drop or their income level rises. 

Shopping for AMLs in the Southeast: 
What are the Options 
and Trade-Offs? 

By now, many potent ial home buyers may 
have developed the impression that the thrifts 
are al lowed a great degree of f lexibi l i ty in 
wr i t ing adjustable mortgage loan plans. Can 
any qual i f ied customer actually walk into the 
nearest savings and loan inst i tut ion and request 
a custom designed AML? Wha t kinds of choices 
wi l l t he borrower actually have in terms of 
choosing A M L options? 

The Impact of the Secondary Mortgage Market 
on Plans Offered. The t ruth is that cu rrently S& Ls 
offer only eleven basic A M L plans. A considerable 
numbero f other plans exist but they are primarily 
minor variations of eleven basic A M L plans. 
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Table 1 . FNMA Graduated Payment Adjustable Mortgage Loans for Conventional First Home Mortgages 

Plan 2 GPAML Plan 4 GPAML Plan 6 GPAML 

Payment Graduation 

Graduated Payment 
Period 

Graduated Period 
Extensions 

Initial Payment 
Rate/Amount 

71/2 % per year 

3 years 

None 

Based on maximum allow-
able spread between mort-
gage interest rate and 
payment rate as follows: 

LTV1 

Above 90-95% 
Above 80-90% 
Below 80% 

Maximum 
Spread 

2.5% 
3.0% 
3.5% 

Subject to minimum initial 
payment rate quoted by 
FNMA. 

71/2 % per year 

3 years 

Borrower may elect 7Vz % 
limit on payment increases 
in years 4-6. 

Based on mortgage interest 
rate. Payment factor tables 
are published by FNMA. 

71/2 % per year 

5 years 

Borrower may elect 7V2 % 
limit on payment increases 
in years 6-10. 

Based on mortgage interest 
rate. Payment factor tables 
are published by FNMA. 

'Loan-to-value ratio. 

Source: FNMA Program Announcement, Number 21, March 18, 1982. Of the FNMA plans, only plans 2, 4, and 6 offer GP opt ions (and some "specially 
negotiated" plans). 

Opt ions available to the bor rower generally 
must come packaged together as one of these 
eleven. But w h o designs these plans, why are 
eleven basic plans offered, and just what features 
do these plans offer? 

In today's savings and loan industry, thri f ts are 
concerned w i th being able to maintain an ade-
quate level of loanable funds. In o rde r to increase 
l iquidity, thrifts o f ten sell loans in their por t fo l io 
to institutional investors. Money from sales of 
loans held is made available to new borrowers. 
In effect, thri f ts have become more and more 
merely the originators of loans—and usually 
servicers of loans—and do not keep the loans in 
their portfol io. This sell ing of loans in the secon-
dary mortgage market ( the home buyer and the 
S&L, bank, or mortgage company are part of the 
primary mortgage market) reduces interest rate 
risks for the original lender (thrifts) and makes 
more money available for home loans as money 
from investors fi lters through the secondary 
market back to the savings and loan associations. 

n FEDERAL RESERVE BANK O F ATLANTA 

These " f i l ters" are the agencies that set standard 
rules for the secondary market. In the Un i ted 
States, the Federal H o m e Loan Mortgage Cor-
porat ion (FHLMC) and the Federal Nat ional 
Mortgage Associat ion ( F N M A ) — c o m m o n l y re-
ferred to as Freddie Mac and Fannie Mae as 
der ived f rom the agencies' acronyms—are the 
pr incipal inst i tut ions that buy mortgages in the 
secondary market for investors. These agencies 
"poo l " mortgages by their various characteristics 
f rom S&Ls and other lending inst i tut ions and 
buy t hem for investors. 

In order to pool mortgages (and to maintain 
an investment qual i ty in these mortgage pools) 
FHLMC and FNMA set guidel ines for purchase 
of mortgages f rom S&Ls. Inc luded in these 
guidel ines for A M Ls are m i n i m u m y i e l d ( interest 
rate) requirements, available opt ions for AMLs 
(w i th in guidel ines set by the Federal H o m e Loan 
Bank Board), d o w n payment and c red i two r th i -
ness requi rements of the home b u y e r a n d other 
stipulations. FNMA offers eight basic programs 
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Table 2. FNMA1 and FHLMC2 Standard Adjustable Rate Mortgage Plans 

Plan 

FNMA 
1 

2 

3 

4 

5 

6 

7 

FHLMC 

1 

2 

Interest 
Rate 

Index3 

6 month 
T-bilis 

6 month 
T-bills 

1-year Treasury 
Security 

3-year Treasury 
Security 

3-year Treasury 
Security 

5-year Treasury 
Security 

FHLBB Series 
of closed loans 

FHLBB Series 
of closed loans 

FHLBB Series 
of closed loans 

FHLBB Series 
of closed loans 

Interest Rate 
Adjustment 

Period 

6 months 

6 months 

1 year 

21/2 years 

21/a years 

5 years 

1 year 

1 year 

1 year 

1 year 

' FNMA Summaries, May 1982. 

Payment 
Adjustment 

Period 

6 months 

3 years 

1 year 

21/2 years 

21/2 years 

5 years 

1 year 

1 year 

1 year 

1 year 

Maximum 
Interest Rate 
Adjustment 

Maximum 
Payment 

Adjustment 

± 5 % each 
21/2 years 

± 2 % each 
year 

± 2 % each 
year 

±7V2 % each 
6 months 

± 7 1 / 2 % 

each year 

± 1 8 % % each 
21/2 years 

JARM PILOT Adjustable Rate Mortgage Pilot Purchase Program, Federal Home Loan Mortgage Corporation, 1982. One might note that 
FHLMC's Plans 1 and 2 are basically the same as FNMA's Plans 7 and 8. However, thrifts may not necessarily sell to both in the secondary 
markeL There also exists the possiblity that margins between the two may vary as wel l as other features. 

t r e a s u r y indexes are based upon the weekly average yield. 

for AMLs plus three graduated payment AMLs 
whereas Freddie Mac offers only t w o standard 
programs. Table 2 out l ines the main features of 
each of these ten plans. Al though, FH LMC's two 
plans are basically the same as FNMA's Plans 7 
and 8, the required yields may dif fer as wel l as 
other technical features. However, from a buyer's 
view, there are only eleven basic A M L opt ions 
( inc lud ingthe three graduated paymen tAMLso f 
Fannie Mae based on Plans 2, 4, and 6). 

W i th i n FHLBB guidelines, thrifts have much 
room for designing their o w n A M L loan pack-
ages. However, mostS&Ls indiv idual ly o f fe ron ly 

one or two dif ferent plans.6 Shopping for various 
"op t i ons " usually must occur among di f ferent 
institutions rather than wi th in a single association. 
Thrifts are a l lowed varying degrees of f lexibi l i ty 
in terms of: (1) choosing the interest rate index, 
(2) sett ing the f requency of interest rate adjust-
ments, (3) sett ing the f requency of payment 
adjustments (which may not always necessarily 

6See Kathleen M. Auda and B. Frank King, "Adjustable Rate Mortgages: 
Southeastern S&Ls Interested but Cautious," Economic Review, Federal 
Reserve Bank of Atlanta, July 1982, pp. 24-29. For the current study, the 
survey sample is two less as a result of mergers. 
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coincide w i t h interest rate adjustments), (4) 
l imit ing percentage changes on interest rate 
adjustments, (5) l imi t ing percentage changes on 
payment rate adjustments, (6) a l lowing negative 
amort izat ion, (7) l imi t ing negative amort izat ion 
(if al lowed) to a specif ic percentage of original 
loan balance, and (8) a l lowing a change in the 
term of the loan (if there is negative amortization). 
Negative amort izat ion is the add i t ion of deb t to 
the original loan balance as a result of month ly 
payments being less than the actual interest 
due. The borrowers debt increases during periods 
of negative amort izat ion but at a rate lower than 
if no interest payment at all is made. Of course, 
thrifts, w i th the home owner, also set the original 
term of the loan, the initial interest rate, and 
specific loan-to-price ratios. The A M L programs 
are designed to fit needs of bo th the lender and 
borrower. But h o w do specif ic "op t i ons " work to 
meet the borrower 's need? 

Lower Cost Mortgage Rates Versus Reduced 
Risk. The lending and bor rowing of money— 
particularly over long periods of t ime—involves 
risk wh ich must be compensated. The higher 
the lender's risk, the higher is the charge (interest 
rate) by the lender to make the loan. Even 
adjustable mortgage loans are no t exempt f rom 
this very basic economic fact of life. But how 
does the compensation of risk affect the borrower's 
decision about A M L options? 

When thr i f ts set the init ial interest rate for the 
borrower under A M L plans, t w o factors must be 
considered: (1) the index chosen in the A M L 
plan and (2) the margin " requ i red " by the thr i f t 
in order t o cover lending expenses ( inc lud ing 
profit). Many S&Ls try to match the source of 
funds to the index used in adjustable mortgage 
loans—if 30 percent of a thri f t 's AMLs use the 
six-month Treasury bil l rate as an index, then 
approximately 30 percent of the thrift 's loanable 
funds should come f rom deposits w i t h a six-
month maturi ty. To cover expenses other than 
the cost of funds ( inc lud ing bor rower default) , 
thrifts must charge an interest rate higher than 
that paid to obta in the funds f rom depositors. 
This "ex t ra" interest cost is the margin added to 
the index rate. This margin is also needed since 
the t iming of changes in payments does not 
exactly co inc ide w i t h the t im ing of changes in 
the cost of funds as ref lected in the index rate. 
The S&Ls' cost of funds might go up six months 
before the extra cost can be passed on to the 
borrower—the margin helps cover this risk as 
well as other expenses. 

Borrowers wou ld like to maintain both low 
cost ( interest rate) and low risk (chance of 
interest or payment rate increases). Since trade-
offs do exist, wh ich opt ions tend to lower the 
borrower's interest costs and which, the bor-
rower' s risk? First, we look at how interest costs 
can be kept to a m in imum for the home-buyer. 
As a general rule, any constraint on the lender's 
abi l i ty to pass on the cost of funds wi l l tend to 
increase the margin between the index interest 
rate and the accrual interest rate. (The accrual 
interest rate is the actual interest rate by which the 
borrower's interest cost is incurred.) If the lender 
feels that the percentage change in the interest 
rate wi l l be l imi ted to such an extent that the 
increase in the cost of funds occasionally exceeds 
the max imum change a l lowed for payments, 
then the lender must charge more interest during 
periods when the change in the cost of funds is 
not so large (as ref lected in the indexes). Lender 
interest costs not recovered during periods when 
caps effect ively l imit changes in payment in-
creases must be made up by charging a higher 
overall margin. Limit ing percentage changes on 
either interest rates or payment rate adjustments 
typical ly results in a higher margin. 

The FHLBB has approved several indexes for 
use in A M L programs: (1) the national cost of 
funds, (2) the national average closing mortgage 
rate, (3) the FHLMC (Freddie Mac) week ly 
auct ion rate, (4) the s ix-month Treasury bil l rate, 
(5) the one-year Treasury bill rate, (6) the three-
year Treasury note rate, and (7) the five year 
Treasury note rate. Determinat ion of which index 
might af ford the lowest interest cost (over the life 
of the loan) for the borrower is di f f icul t to deter-
mine. Ne i the r the index no r the margin alone can 
be used as an indicator of lowest interest cost 
Interest cost is de termined by the " y ie ld "—the 
index rate wi th the margin added—on a mortgage 
plan. 

The di f f icul ty in determin ing wh ich index is 
"best" lies in the fact that the difference between 
various index interest rates—for example, the 
one-year Treasury security and the three-year 
Treasury security interest rate—changes during 
the different phases of the business cycle. During 
the peaks of business cycles, shorter te rm rates 
have even exceeded longer term rates, as was 
the case wi th one-year versus three-year Treasury 
securities during 1973-74 and 1978-79."Normally," 
short-term rates are lower. I n order to choose the 
"cheapest" cost index, the borrower should 
know the average expected—or as a substitute, 
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the historical—difference between the various 
index rates that one has as options. The consumer 
should then compare these differences with re-
spective required margins. Were the average 
rate for one index to be one percentage point 
lower than another and if the first index has a 
margin less than one percentage point higher, 
then this index is a better buy in terms of 
historical interest cost comparisons. The average 
interest rate of the first index plus its margin is 
less than the average index rate of the second 
plus its own margin. 

This type of analysis is somewhat dif f icult— 
changing expectations about interest rates as 
wel l as the length of t ime one plans to hold a 
mortgage can affect the analysis. In particular, 
if one plans to sell one's house after only two or 
three years, then one should consider index 
rate differences for only the periods of the 
business cycle reflecting the upcoming two or 
three years (if the next t w o or three years 
appear to be "expansionary," then compare 
interest rate dif ferences only for expansionary 
years). 

Avoidance of negative amort izat ion clauses 
also reduces the risk of the lender. Otherwise, 
thrifts risk making, in effect, unplanned loans to 
the borrower. If there is no opt ion of negative 
amort izat ion, the interest spread should be 
lower than otherwise. 

In short, to keep long-run interest costs to a 
min imum under AML plans, the borrower should 
compare long-run average differences in index 
rates w i th respective required margins, al low 
no caps on the percentage changes in either 
the interest rate or payment rate, and opt for no 
negative amortization clauses. As wi th standard 
f ixed rate mortgage plans, a relatively shorter 
loan term and a lower loan-to-price ratio en-
courage lower interest costs. 

Reducing Interest Rate Risk 
for the Borrower 

For some home buyers, getting the lowest 
costs of funds is the pr ime concern. However, 
for other home buyers, maintaining a relatively 
stable payment level may be more important. 
This is particularly the case w i th first-time 
buyers and low-to-moderate income families. 
Even though new f ixed rate mortgages (at 
modest interest rates and even at higher rates) 
are becoming less available, consumers still 
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want some degree of stabil i ty in the level of 
month ly payments. Many possible features for 
A M L plans are available to reduce the risk of 
changes (especially upward) in month ly pay-
ments. The two most important options for 
l imit ing changes in month ly payments are caps 
on the percentage change for the interst rate 
per adjustment per iod and for the life of the 
loan. Limits on interest rate changes have been 
up to 5 percent per per iod and the same for the 
life of the loan (when caps are offered). One 
word of warning for those desiring interest rate 
caps in an A M L program: Caps on downward 
changes are almost always wr i t ten into the 
contract on the same percentage terms as caps 
on upward changes. The borrower gains security 
against upward interest rate increases but loses 
potential gains f rom interest rate declines. 

One other way to lessen payment risk is to 
l imit percentage changes in the payment level. 
There is an important difference between limiting 
changes in payment rates and l imi t ing changes 
in interest rates. It is possible that changes in 
payment rates may be capped whereas changes 
in the interest rates are not. In such cases, 
should an increase in the interest rate be so 
large that the resulting payment increase ex-
ceeds the max imum al lowed, then negative 
amort izat ion occurs. The dif ference between 
the month ly interest and principal o w e d under 
the higher rate and the capped month ly pay-
ment is added to the loan balance. The im-
mediate risk of default is lessened but equi ty 
can be reduced or the loan balance can increase. 
Future month ly payments may be adjusted 
upward in order to amort ize a higher loan 
balance (of course, there is the possibil ity that 
lower interest rates in the future could again 
reduce month ly payments). 

If payment changes are restricted more than 
interest rate changes, then negative amortization 
is one of the methods of making up the difference 
between debt accrued and the actual monthly 
payment. Another method of making up this 
di f ference is for the term of the loan to be 
extended. The FHLBB does al low the term of 
the loan to be extended if negative amortization 
occurs. Ten years is usually the max imum 
extension (40 years is the max imum term 
al lowed by FHLBB guidelines). Negative amor-
tization and extension of term can be combined 
opt ions in the same A M L program. 

Some relatively " m i n o r " opt ions can be used 
to reduce payment fluctuations for the borrower, j 
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Table 3 . Types of AML Plans Offered by 
Surveyed S&Ls for Conventional 
First Home Mortgages 

Number of Percentage of 
Associations All AML 

AML Plans Offered Offering Plans Offered 

FHLMC, uncapped 18 21.1 
FHLMC, capped 9 10.6 
FNMA 1 1 1.2 
FNMA 2 4 4.7 
FNMA 2a 3 3.5 
FNMA 3 2 2.4 
FNMA 4 3 3.5 
FNMA 4a 2 2.4 
FNMA 5 1 1.2 
FNMA 6 7 8.2 
FNMA 6a 7 8.2 
FNMA 7 7 8.2 
FNMA 8 2 2.4 
Specially negotiated 14 16.5 
Not designed for 
secondary market 5 5.9 
Total plans offered 
by surveyed S&Ls 85 100.0 

To help maintain payment stability, the chosen 
AML could use a relatively long-term instru-
ment as an index and have long t ime periods 
between payment and interest rate adjustments. 
These features plus those ment ioned above 
can provide a greater measure of payment 
stability (however less than under fixed rate 
mortgages). However, the consumer must be 
aware that as payments become upward ly 
inflexible so do payments become restricted in 
falling. Furthermore, the transfer of interest 
rate risk back to the lender wi l l increase the 
cost of funds to some degree (however more 
stable payments may be). 

Plans Offered by S&Ls 
in the Southeast 

In order, to see what plan packages are 
available in the Southeast, the Regional Research 
Team of the Federal Reserve Bank of At lanta 
conducted a telephone survey of 56 S&Ls located 
thoughout Alabama, Florida, Georgia, Louisiana, 
Mississippi, and Tennessee. The sample was 
identical to that used in an earlier study by the 
Atlanta Bank dur ing March. This fo l low-up survey 
aimed specifically to determine the impact of 
FNMA and FHLMC on A M L plan offerings. This 
study also de termined whether or not AMLs 
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were becoming more acceptable to the thrifts in 
the Southeast. 

Of the 54 surveyed thrifts, 43 (80%) of fered 
at least one A M L plan. As shown in Table 3, the 
A M L plan of fered most frequently is the Freddie 
Mac "uncapped " A M L plan, fo l lowed by their 
" c a p p e d " A M L and then Fannie Mae's Plan 6, 
6a, and 7. The other plans set by FNMA and 
FHLMC are less f requent ly of fered by S&Ls. 

S&Ls that offer AMLs are tend ing to shy away 
f rom t w o features that best attract customers to 
AMLs. On ly 44 percent of the S&Ls surveyed 
offer A M L plans w i t h caps on the percentage 
increase in either the interest rate adjustment or 
payment adjustment. Also, only 26 percent of 
the thrifts gave borrowers a choice of a graduated 
payment A M L Of the thri f ts of fer ing AMLs, 16 
percent were lending w i th both capped A M L 
programs and CPAMLs. Almost half of the thrifts 
of fered borrowers no choice of either capped or 
graduated payment AMLs. 

The primary choices of fered by S&Ls to bor-
rowers are di f ferent indexes for the mortgage 
rates and some choice in the t ime be tween 
payment adjustments. For consumers w h o pro-
bably cannot foresee wh ich index—for example, 
the FHLBB series on closed loans in FHLMC's 
uncapped A M L versus the five-year Treasury 
security rate in FNMA's Plan 6—wi l l prov ide 
lower overall interest cost dur ing the life of the 
loan, a choice between index instruments is not 
much choice. However, consumers do like to be 
able to guarantee the constancy of payments for 
di f fer ing lengths of t ime—for example, a five-
year adjustment per iod instead of a one-year 
adjustment period. Also, since consumers do like 
the idea of not taking all of the interest rate risk, 
AMLs might become more popular should more 
A M L plans of fered by S&Ls be based on FNMA's 
Plans 1, 3, 5, and 8 and FHLMC's capped A M L 
plan. These plans l imit some risk by placing caps 
on possible interest rate or payment increases. 

In fairness to the lender's perspective, thrifts 
have been somewhat reluctant to offer A M L 
plans wh ich l imit payment adjustments because 
the negative amort izat ion increases risk as the 
borrower's loan balance increases. Thrifts have 
avoided offering A M Ls wi th interest caps because 
these caps reduce the lending insti tut ion's abi l i ty 
to increase revenue dur ing periods w h e n costs of 
funds increases. Likewise, graduated payment 
AMLs are not f requent ly made available to bor-
rowers because of the extra risk and because the 

39 

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



negative amortization places an immediate three-
to five-year drain on a thrift 's cash flow. 

What k ind of diversity can the home buyer f ind 
in A M L plans? Based on our survey, the opt ions 
available are a lot more restricted than is impl ied 
in the initial guidelines set by the Federal Home 
Loan Bank Board. The secondary market has 
l imi ted opt ions considerably to eleven basic 
plans. Furthermore, thrifts f ind many of these to 
be unattractive f rom the lender's v iewpoint and 
of ten do not offer but a l imi ted number of 
choices in A M L plans. In fact, in the Federal 
Reserve Bank of Atlanta's survey, 67 percent of 
S&Ls using AMLs offered only one A M L plan; 23 
percent offered either two or three; and only 9 
percent of these thrifts offered four or more 
di f ferent A M L plans. 

Obviously, for the home buyer to have much 
choice, shopping must be done among S&Ls— 
not just at one thrift. Should a consumer desire a 
combinat ion of features not found in any of 
FHLMC's or FNMA's standard plans, there is a 
possibil i ty that some associations of fer"special ly 
negotiated" A M L programs such that either Fannie 
Mae or Freddie Mac agree to buy mortgages 
using special A M L features. FNMA reports that a 
large percent of their purchases involve specially 
negotiated plans. However, these plans are usually 
combinat ions of standard A M L plans or typically 
have minor changes such as lower initial payments 
for GPAM Ls or slightly larger interest or payment 
caps. 

AMLs: Increasing Use by Thrifts 

H o w large a role wi l l AMLs play in housing in 
the near future? Chart 3 indicates the growing 
importance of AMLs in ful ly amort ized loans 
f rom S&Ls over the last year and a half. AMLs as a 
percentage of fully amort ized loans by S&Ls have 
grown constantly since the middle of 1981. (The 
large j u m p from August to September 1981 
resulted from clarif ication of A M L guidelines by 
the FHLBB, FHLMC, and FNMA. The importance 
of the secondary market is seen in the fact that 
thrifts wai ted for clarif ication of A M L guidelines 
by these secondary market institutions.) Over45 
percent of all new loans in the FH LBB's estimate 
of ful ly amort ized loans were AMLs. 

Thrifts in the Southeast are experiencing a 
w ide degree of acceptance of adjustable loans. 
However, our survey indicates that most thrifts 
desire to shift toward even greater use of AMLs. 

Chart 3. Adjustable Rate Mortgages as a 
Percentage of Estimated Fully Amortized 
New Loans by S&Ls in the United States 

% 

Source: Federal Home Loan Bank Board 
Washington, DC. 

Of those offer ing AMLs, 70 percent preferred to , 
"push" AMLs, 21 percent preferred to promote 
f ixed rate or other mortgages, and 9 percent had * 
no preference. Already many S&Ls in the South- K 

east are making more extensive use of AMLs. 
Almost two-thirds of these thrifts surveyed had i 
new loans, since 1982, that were more than 25 
percent AMLs: 51 percent of these thrifts had 
over half of their 1982 home mortgage closings ,, 
in A M L programs and 42 percent had over three-
fourths of their new home loans as AMLs. 

The AML's Impact on Housing Recovery 
Two of the largest obstacles facing potential 

home buyers are the uncertainty about how # 

rapidly the current relatively high mortgage rates 
wil l fall and the diff iculty in quali fyingfor mortgage -
loans in today's interest rate environment. The f 

A M L and the GPAML reduce the impact of these f 
difficulties. Our survey demonstrated that these . 
plans already have had a significant impact on 
the housing market. Some financially knowledge- -
able high income earners could afford a high ^ 
interest rate but refuse to get locked in to 
relatively high f ixed rate mortgages for 20 to 30 
years. W i t h the belief that interest rates wi l l 
decline significantly in the future, these home 
buyers have been wi l l ing to pay high rates now, 
knowing that they wi l l automatical ly take advan-
tage of lower rates as the indexes decl ine for * 
A M L interest rates. 

40 JANUARY 1983, E C O N O M I C REVIEW > 

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



W i t h the recent decl ine in interest rates, some 
of the S&Ls have been wi l l ing to help buyers 
qualify for a mortgage loan w i th GPAMLs. Buyers 
quali fy as if the market rates were as much as 6 or 
7 percentage points lower than is the case for 
f ixed rate or A M L plans. Instead of requir ing 
borrowers to have the income to pay on a 15 to 
17 percent mortgage, lenders have wr i t ten A M Ls 
wi th initial payments based as if the mortgage 

, rate were 10 to 12 percent. Thrifts and buyers 
expect incomes to rise and hope interest rates 
wi l l decl ine to keep payments " low. " 

t But the biggest impact f rom AMLs and GPAMLs 
may be yet to come. Loan officers freely admi t 
that many would-be buyers are wary of adjustable 
plans. These buyers bel ieve that interest rates 
can only go up. Some buyers are truly " f r om 
Missouri"— everyone tells them that interest 
rates have to fall somet ime soon, but they won ' t 
believe it unt i l they see it. Throughout the 
Southeast, loan officials have stated that after 

1 interest rates have dec l ined for several months, 
many home buyers wi l l be wi l l ing to j u m p on the 
A M L bandwagon. 

A Temporary Shift from AMLs? Toward the end 
of the Atlanta Bank's survey some loan officers 
felt that the secondary mortgage market was 

j shift ing preference toward f ixed rate mortgages. 
Investors were wi l l ing to buy mortgages w i th 

\* relatively high f ixed interest rates. Investors ap-
parently bel ieved that interest rates had peaked. 
Furthermore, since the secondary market was 

4 

making commi tmen ts to buy these mortgages, it 
apparent ly bel ieved that the meu ium- te rm (7-
10 years)7 inf lat ion and interest rates were under 
control ; otherwise, investors risk lending at rates 
less than inflation. These investors preferred to 
lock in at relatively high interest rates rather than 
buy AMLs wh ich wou ld have lower yields as 
interest rates possibly dec l ined even futher. 
Data f rom the FHLBB suggest that such a shift 
actually began in June 1982.8 The drop in FHA/VA 
rates late in 1982 also cont r ibuted to this shift. 

The key quest ion in terms of the future of 
AMLs is: At what interest rate level wi l l investors 
no longer risk lending w i th long-term f ixed rates? 
Wi l l investors get "queasy stomachs" in the 12-
13 percent range for 30-year f ixed rate mortgages? 
In the 10-11 percent range? Or perhaps even 
lower? The concern of many loan officers is that 
the thri f ts should never again get "s tuck" w i th 
low-yie ld ing f ixed rate mortgages dur ing periods 
of inf lat ion and high interest rates for funds. Most 
loan officers feel that investors wi l l feel the same 
way once they finish taking advantage of what 
they hope are peaked mortgage rates and return 
to purchasing larger amounts of A M L mortgage 
pools. Once the mortgage interest rates decl ine 
to the level at wh ich investors can no longer 
"s tomach" long-term f ixed mortgages, AMLs wi l l 
possibly become more deeply e m b e d d e d in the 
psychology of the mortgage market and housing 
industry. 

—Gene D. Sullivan 
and R. Mark Rogers 

* 

* f 
i's 

4 

'The average life of a mortgage is in the 7-10 year range, since many home 
buyers sell their homes and pay off old mortgages in the process of buying 
"new" h o m e s 

"The downward shift in the percentage of AMLs may be partially caused by 
the implementat ion of state and local bond issues for improving the housing 
market. Most of these programsof feredbelow-market f ixed-rate mortgages. 

X 
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How Should Bank Holding 
Companies Be Regulated? 

Proposals to restructure bank holding company regulation by focusing 
more on banking subsidiaries than on the company as a whole are 

likely to increase regulation. If banking organizations are to remain an 
important force in financial markets, measures must be taken to put 

them on an equal competitive footing with less regulated firms. 

The question of how bank holding companies 
should be regulated and supervised is both 
t imely and impor tan t It has been elevated to a 
high profi le by recent proposals to restructure 
bank holding company regulation.1 The analytic 
cornerstone of many proposals is a belief that it 
is both feasible and practical to separate bank 
hold ing companies into regulated and unregu-
lated components and, most critically, to insulate 
the former from risk-taking in the rest of the 
organization. Thus, BHCs wou ld be d iv ided 
into two segments: a regulated portion consisting 
of banking subsidiaries and an unregulated 
component consisting of nonbanking subsid-
iaries. Financial transactions between regulated 
and unregulated segments of the holding com-
pany wou ld be restricted. Such restrictions, 
proponents argue, wou ld all bu t el iminate the 
need for federal oversight and supervision of 
the hold ing company's unregulated elements. 

Such an approach to bank holding company 
regulation is bound to be self-defeating. More-
over, the long-run consequence wou ld be to 
increase regulation when we should be at-
tempt ing to reduce regulatory burdens and 
give banking organizations the f lexibi l i ty to 
adjust to changing economic condit ions. This 
article first wil l review briefly how regulation 
affects bank hold ing companies and how they 
have responded to regulatory constraints. It 
then wi l l investigate how bank holding com-
panies have organized their activities operation-
ally to determine whether subsidiaries are truly 

' The Treasury recently sponsored legislation that would have broadened 
BHC's ability to offer investment banking and related services. Lawrence 
(1982) has offered a plan to liberalize substantially BHC activities. 

separable into independent segments as pro-
ponents have suggested. Finally, it wi l l explore 
the impl icat ions of this analysis for structur ing -
effective BHC supervisory and regulatory policies. 

The Impact of Regulation 
on Banking Organizations 

The key to evaluating alternative bank regu-
latory policies is understanding how banks are 
affected by regulation. Since banking regulation . 
imposes costs and limits prof i t -making alterna-
tives, Edward Kane (1981) and others have -
argued convincingly that such regulation pro-
vides powerfu l financial incentives for banks to 
innovate to avoid as many regulatory costs as 
they can. In particular, banks were induced to 
form hold ing companies because of their ad-
vantages in regulatory avoidance. Bank ho ld ing 
companies thus may be v iewed as just another 
financial innovation to avoid regulation. A num-
ber of factors support this conclusion. 

During the 1970s, increased compet i t ion for 
funds w i th the open market and wi th less- , 
regulated institutions, coupled wi th b ind ing 
rate ceilings, left banks less f lexible than their t 

compet i tors in adjusting to changing market \ 
condit ions. The need to meet this compet i t ion, , 
to maintain market share and to operate profit- | 
ably dur ing periods of rising rates prov ided j 
great incentives for banks to seek a less regulated i 
environment. Thus many banks adopted the | 
bank holding company form to avoid constrain-
ing regulations. For example, by engaging in 
certain funding and loan operations in a holding '* 
company or in a nonbank subsidiary, rather 
than in a subsidiary bank, a management cou ld 
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escape deposit rate ceilings and reserve require-
ments. Moreover, mult ibank holding companies 
provided a convenient subst i tute for branches 
in states wi th restrictive branching laws. Clearly, 
the abi l i ty to expand through nonbanking sub-
sidiaries and thereby to avoid both N e w York 
state branching prohibit ions and federal restric-
tions on interstate banking and product diversi-
fication was the principal reason Citicorp formed 
a one-bank ho ld ing company in 1968. 

There are also power fu l tax incentives for 
expansion-minded firms to form BHCs. They 

i include not only the abil i ty to repay BHC 
parent acquisi t ion debt w i th tax-deduct ib le 
dividends from subsidiary banks, but also the 
favorable t reatment of income earned abroad 
by proper ly organized subsidiaries. BHCs can 
avoid certain local city and state taxes as well. 
Finally, through a device called double leverage, 
BHCs have been able to leverage themselves 
beyond what the regulators wou ld have per-
mi t ted to a bank itself. This has resulted in part 
from the fact that no capital adequacy standards 
had been formally put forward for BHCs unti l 
December 1981. 

.V 

Past BHC Regulatory 
and Supervisory Policies 

Interestingly, early BHC regulatory and super-
visory pol icy reinforced and unintent ional ly 
encouraged the conduct of certain activities in 
other parts of the company rather than wi th in 
bank subsidiaries. For example, fo l lowing the 
1970 Amendments to the Bank Ho ld ing Com-
pany Act of 1956, regulatory pol icy in fact was 
designed to compar tmenta l ize BHCs into t w o 
segments. Those were a regulated componen t 
consisting of the federally insured bank subsid-

f iaries and a less regulated component consisting 
of the parent hold ing company and its non-
banking subsidiaries. The object ive was to 
isolate and protect banks f rom risk taking and 
abuse and thus l imit deposit insurance risks 
f lowing from the rest of the organization, which 
was permitted to operate in a relatively unsuper-
vised manner. 

At the same time, parent BHCs were expected 
to be "sources of strength" to their bank affiliates. 
There was an a t tempt to permi t any benefits 
f rom bank hold ing company aff i l iat ion to be 
passed downstream to bank subsidiaries. Hence, 
double leveraging was permi t ted, since the 

f inancing capabil i t ies of the parent were pre-
sumably being rel ied upon to inject equi ty into 
subsidiary banks. As long as bank affiliates 
were effectively isolated by laws and regulations, 
such as Section 23A of the Federal Reserve Act, 
it was bel ieved that the corporate veil wou ld 
not be pierced in the event of bankruptcy or 
o ther legal act ion—and that no harm wou ld 
befall subsidiary banks.2,3 

Such a pol icy might be appropr iate if it were 
truly possible to isolate BHC bank subsidiaries 
from the rest of the organization.4 Separation 
wou ld clearly be feasible if a ho ld ing company 
func t ioned as a mutual fund, a passive investor 
exercising no management, operat ional or fi-
nancial influence over independent ly operated 
firms. Even a casual inspect ion of how bank 
ho ld ing companies typical ly operate, however, 
suggests that virtually none operates as a passive 
investor. 

Available research supports the v iew that 
BHCs tend to operate more as integrated firms. 
The parent company dictates key aspects of its 
bank subsidiaries' operations, such as organi-
zational structure, f inancial and managerial 
phi losophy, as wel l as specif ic functions, such 
as funds management, correspondent relation-
ships, asset and liabil ity management, capital-
ization and budgets.5 

Moreover , BHC nonbanking subsidiaries ap-
pear to be even more integrated and t ight ly 
controlled than bank subsidiaries. Murray (1978) 
cites a number of reasons for this integration. In 
addi t ion to the regulatory avoidance incentives 
discussed above, he notes that certain techno-
logical changes, such as computers and elec-
tronic accounting, have permitted some activities 
to be central ized to take advantage of opera-
t ional efficiencies. He also emphasizes that the 
1973 recession exposed weaknesses in many 
BHC subsidiaries and heightened the need to 
exercise more control over costs, risk taking 

2Sect ion 23A is a nonsymmetr ical statute designed to prevent abuse of 
bank subsidiaries; it is not designed to prevent banks from abusing their 
nonbanking affiliates. For a discussion of 23A and reform proposals, see 
Rose and Talley (1978! 

3 See Chase (1971) for a discussion of this view of BHC regulat ion and the 
issue of whether the corporate veil provides adequate protection. 

'He re the emphasis is on economic isolation and not legal isolation in the 
event of bankruptcy or other legal actions, for it wil l be argued later that it is 
the economic realities of how institutions actually operate and are 
perceived in the market that are important for shaping regulatory 
policy. 

5For a detai led review of this l i terature see Rose (1978). More recent 
research by Whalen (1982 a, b) also confirms this view of BHC control. 
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and internal operat ing policies. Finally, he cites 
the acceleration of new legislation such as the 
Commun i t y Reinvestment Act, The Truth-in-
Lending Act, the Electronic Funds Transfer Act, 
FIRA and addi t ional report ing requirements. 
They have imposed important compl iance re-
qui rements wi th stiff penalties, in the form of 
fines and vulnerabi l i ty to class action suits, if 
they are not met. These problems could best 
be controlled and coordinated by BHCs through 
central ized operations. 

What is the lesson to be learned from the 
regulatory experience of the 1970s? When the 
activities of BHC parents, affiliates and other 
subsidiaries are either strongly inf luenced or 
determined by centralized policies and are 
supported by even an impl ic i t association w i th 
subsidiary banks, it becomes increasingly diffi-
cult—if not impossible—to isolate aff i l iated 
banks f rom risk taking in the rest of the organi-
zation. Moreover, the fact that most of our 
largest bank holding companies are dominated 
by their banking subsidiaries, both in resources 
and management, makes this implicit association 
especially strong in the eyes of the market.6 

Furthermore, the 1973-74 recession clearly 
demonstrated that BHCs wi l l draw on the 
resources of the entire organization, including 
subsidiary banks, to avoid the failure of an 
important affi l iate or subsidiary. The failure of 
Hami l ton Bankshares makes this point in the 
extreme and indicates that under certain cir-
cumstances, 23A-type restrictions, w i thout ef-
fective moni tor ing and enforcement, are of 
little practical value.7 The failure of Beverly 
Hills Bancorp provides a graphic example of the 
problems the publ ic can have in separating the 
risk exposure of bank subsidiaries from the rest 
of the organization. 

Perhaps the clearest illustration, however, is 
provided by the problems with bank-sponsored 
and advised real estate investment trusts, or 
REITs. As these REITs began to experience 
diff iculties, BHCs provided loans and revolv-
ing credit in an a t tempt 10 avoid bankruptcy.8 

BHCs were moved to risk substantial losses to 
protect and support sponsored and advised 
REITs to which they were not l inked by an 

6 ln the aggregate, BHC nonbanking assets account for about 5 percent of 
bank holding company resources. 

' S e e Sinkey (1979). 
8The situation with respect to bank sponsored REITs is discussed in Sinkey 
(1979). 

ownership or affi l iate relationship. Therefore, it 
is even more likely they wou ld be induced to 
stand beh ind more closely associated subsid-
iaries that encountered trouble.9 ,1 0 

The conclusion is that when BHCs operate as 
integrated firms, rather than as a col lect ion of 
truly independent companies sharing only a 
common mutual fund type owner, regulatory 
policies designed to force compartmentalization 
are l ikely to be self-defeating in the long run. The 
very a t tempt to isolate its more heavily regulated 
subsidiary banks f rom the rest of the hold ing 
company only encourages the organization to 
circumvent banking regulations by spinning more 
and more activities ou t of the bank subsidiaries 
into less heavily regulated segments of the organi-
zation. This conclusion fol lows logically because 
an integrated f i rm seeks to maximize total profits 
of the organization, not necessarily the profits of 
individual subsidiaries. Therefore, it matters l itt le 
to the BHC where a particular funct ion is con-
ducted wi th in the organization as long as it 
contr ibutes to total profits. 

Regulatory policies designed to force compart-
mental izat ion are likely to have two long-run 
consequences. First, the regulated components, 
especially subsidiary banks, wil l shrink as activities 
are shifted to less regulated segments. Second, 
operational and other in te rdependences wi th in 
the f irm are likely to increase, particularly if 
customer relationships are served by coordinating 
the products offered by di f ferent subsidiaries. 
The shift ing of banking services into other seg-
ments of the BHC entity may reshuffle functionally 
related or customer related activities into sepa-
rate divisions and therefore require new coordi-
nation. Because of these structural changes, the 
entire holding company is l ikely to become more 
integrated wi th respect t o risk taking. 

This shift ing of activities to nonbanking subsid-
iaries poses special publ ic policy problems when 
a parent company or its nonbank affil iates issues 
uninsured liabilities that are close substitutes or 
the insured liabilities of subsidiary banks. As a 

«McConnell and Marcias (1975) indicated that "...the extent to which some 
bank holding companies have already gone to aid their REITs is far beyond 
the normal bounds of the traditional conservative American banking 
industry." 

'"This is not to suggest that the banks' actions in the case of the REITs were 
inappropriate or irrational. In fact, banking industry support probably 
prevented the financial col lapse of the REIT industry which might have 
been even more costly to the public and to conf idence in f inancial markets. 
The point is simply to emphasize how the economic incentives tend to 
operate. 
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greater propor t ion of f inancial liabilities shifts 
f rom insured to uninsured status, the stabil izing 
benefits of deposit insurance may be lost unless 
the government chooses to ex tend guarantees 
to such claims. This, in fact, appears to be what 
has been done, at least in the handl ing of larger 
t roubled or fai led banking organizations.11 W i t h 
this extension of impl ic i t guarantees, however, 
also goes the legit imate concern by bank regu-
lators and the FDIC for moni tor ing and l imit ing 
undue risk taking in nonbank segments of a 
holding company. 

To date, regulators have responded predictably 
to the shif t ing of certain fund ing and other 
activities to nonbank components and to the 
realization that it is impossible to isolate a bank 
subsidiary f rom what goes on in the rest of an 
organization. In particular, they have begun to 
extend bank-type supervision to parent BHCs 
and their nonbank ing subsidiaries. In fact, super-
vision of BHCs' nonbank subsidiaries and in-
spection of BHCs themselves was almost non-
existent before the banking prob lem of 1973-
74.12 However, in reaction to such cases as 
Hamil ton Bankshares and the REITs, a formal 
inspection program was ini t iated recognizing the 
in terdependency of bank and nonbank subs. 
From almost zero in 1974, the Federal Reserve's 
cost of BHC examinations and inspections cl imbed 
to nearly $2.5 mil l ion in 1977 and to $5.8 mil l ion 
by 1981. 

In addit ion, regulation and report ing was ex-
panded on a selective basis t o former ly unregu-
lated segments of bank ho ld ing companies. The 
object ive was bo th to moni tor and l imit risk 

. taking and to facil i tate monetary control. The 
application of Regulations D and Q to BHC 
commercial paper and short- term debt and the 
newly revised and more comprehensive approach 
to BHC examinations are clear examples. 

Implications for Future BHC Regulation 
This analysis leads to several general conclusions 

that have important implications for the structure 
of future BHC regulation and supervision. First, 
regulation imposes costs and stimulates financial 

" T h e most notable exception to this was the payout of Penn Square Bank. 
N A in which uninsured liability holders were not covered by FDIC 
guarantees. 

"See , for example, Rose and Rutz (1981) for a discussion of supervisory 
policies toward nonbanking subsidiaries. 

innovat ion which, in turn, leads to further regu-
lation. Second, t o the extent that such regulation 
also reduces profits and creates a compet i t i ve 
disadvantage, unconstrained institutions will con-
t inue to grow at the expense of regulated firms. 
Third, heavily regulated firms tend to have less 
f lexibi l i ty for adapt ing to changing economic 
condi t ions than less regulated firms. The pl ight of 
thrift institutions illustrates how vulnerable heavily 
regulated firms may become dur ing periods of 
economic distress. 

Fourth, if banking organizations are to remain 
an impor tant force in financial markets, then 
measures must be taken to pu t them on an equal 
compet i t ive foot ing w i th less regulated firms. 
This means that unnecessary and costly regulations, 
such as Regulation Q, have to be e l iminated and 
some expansion of permissible powers may be 
in order. In addit ion, steps must be taken to 
reduce the costs associated wi th necessary regu-
lations. For example, some way must be found 
both to pay interest on all transaction accounts 
and to reduce the costs of reserve requirements, 
such as the payment of interest on required 
reserves. 

Fifth, a t tempts to regulate firms operat ing 
under a single object ive funct ion by d iv id ing 
them into regulated and unregulated segments 
wi l l shift activit ies into the nonregulated port ions 
of the organizations whenever a regulation be-
comes a b ind ing and costly constraint. The impl i-
cation is that it is not practical, or possible, to 
segment risk taking or to separate the f inancial 
health of parts of the organizat ion f rom the 
whole. Thus, it is also unrealistic to act as if the 
parent wou ld permi t significant subsidiaries to 
fail. The only way to isolate subsidiaries wou ld be 
to impose regulations to make them total ly 
independent , except for the parent's passive 
ownership of shares. The prob lem w i th such a 
policy, however, is that it wou ld negate the basic 
rationale for establishing a hold ing company to 
take advantage of any beneficial synergistic or 
other relationships that might result f rom con-
glomeration. 

So long as it is publ ic pol icy to min imize the 
l ike l ihood of f inancial crisis by insuring deposit-
type liabilities, then w e must min imize induce-
ments to shift funds f rom insured to uninsured 
status. Moreover, the need to monitor and control 
the insurer's risk exposure suggests that any 
changes in powers should take place w i th in the 
insured entity. 
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Policy Alternatives 

From these general conclusions it is possible to 
draw some specific inferences for BHC super-
vision and regulation. Two alternative sets of 
regulatory policies could achieve the longer run 
goals of safety and soundness. These policies, 
when combined w i th the broader objectives of 
el iminat ing unnecessary regulations, and wi th 
the payment of interest on reserves, could be 
responsive to the competi t ive pressures affecting 
banking organizations. 

The first alternative wou ld be to reorient regu-
latory and supervisory policy away from primary 
emphasis on subsidiary banks and to focus on 
the consol idated BHC as the single decision-
making entity. Taking this pol icy to its logical 
conclusion, there wou ld be no need to be 
concerned, for safety and soundness reasons, 
wi th the financial relationships among subsidiaries 
or wi th maintaining their independence. Under 
this alternative the holding company organization 
could be regulated, examined and supervised 
analogous to a branch system, wi th the structure 
of the parent and its subsidiaries simply repre-
senting ways for the f irm to organize its internal 
account ing and control procedures. If regulated 
in this manner, BHCs could evolve—in a deregu-
lated environment—into the functional equivalent 
of banks. 

For the purposes of monetary control, a BHC 
could be treated as a single ent i ty wi th its 
consol idated liabilities subject to the same limits 
and reserve requirements as banks. This pol icy 
approach wou ld also avoid the problems of 
a t tempt ing to trace the sources and uses of 
intrafirm transactions to determine their regulatory 
status. It wou ld also el iminate the need to 
innovate different types of intra-institutional fund 
transfers and investments to avoid reserve require 
ment-related constraints and wou ld reduce as-
sociated report ing burdens. 

This single ent i ty approach also wou ld obviate 
the need for regulations inst i tuted to force sepa-
ration or to l imit transactions among subsidiaries. 
For example, Section 23A of the Federal Reserve 
Act could be dropped, as could regulations, 
supervisory conventions, rules, and report ing 
requirements pertaining to intercompany trans-
fers of funds and tax liabilities. Moreover, reporting 
burdens for supervisory purposes could be dras-
tically reduced since only consol idated-ent i ty 
data wou ld need to be collected. 

A principal argument raised against this single-
ent i ty approach is that it w o u l d require an r e 

extension of bank-type regulation to the non- ^ a 

banking activities of BHCs. This might place the E 
organization at a compet i t ive disadvantage to p 
the extent that it compe ted w i th nonregulated f 
firms. It should be remembered, however, that % s 
wi th only a couple of minor exceptions, BHC 1 
nonbankingact iv i t ies are really bankingact iv i t ies r 

that could legally be conduc ted w i th in a bank. . < 
Therefore, the single ent i ty approach wou ld not < 
really be extending regulations but simply pre- ; 
venting the organization from avoiding regulation , ; 
by use of the BHC form. But the valid po int < 
remains that regulated firms are at a compet i t ive . 
disadvantage relative to less regulated firms. I 
Therefore the long-run goal should be to l imit the 
extent that BHCs are constrained by regulation, 
to eliminate the regulatory incentives for nonbank 
firms to enter f inancial markets and to provide 
banking organizations w i t h the f lexibi l i ty t o meet 
changing economic condit ions. 

Despite the potential appeal of this approach, it 
faces substantial transit ional and legal problems. 
For example, al though subsidiaries might be 
operated as part of a single entity, they remain 
legally separate in that the minor i ty shareholders 
and debt holders may have claims on their 
resources. Ownership of assets and set t lement 
of claims might greatly compl icate the resolution 
of failures. Also state and local regulatory and tax 
policies might confl ict w i th federal regulatory 
policy. There could also be a need to reevaluate 
federal policy towards insurance of BHC liabilities. ^ 
Despite these problems, the single-entity regu-
latory policy could provide guidance to needed K 

legislative and regulatory changes that ul t imately 
wou ld al low a parent BHC all the powers per- ' 
mi t ted to its subsidiaries. 

The trend in BHC supervision already seems to 
be evolving in the direct ion of t reat inga BHC as a 7 

consolidated entity. The Federal Reserve recently 
has inst i tuted a BHC surveillance and computer- j 
based moni tor ing system that focuses almost 
exclusively on the hold ing company as a con-
solidated organization. The chairman of the FDIC 
and a past Comptro l ler of the Currency have J 
argued that, because of the interrelated nature of 
the holding company and its subsidiaries, it is k 

impossible for them to assess the riskiness and 
financial condi t ion of the nonmember and na-
t ional bank subsidiaries of BHCs w i thou t infor-
mation on the entire organization. 
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How could we avoid some of the problems— 
especially the legal problems—that might be 
associated w i th consol idat ion and regulation of 
BHCs as single entities? A second alternative 
policy is to provide the necessary inducements 
for a BHC to consol idate its operat ions into a 
single bank subsidiary, regulated as a single firm. 
The principal areas affected for most of the 
nation's BHCs could be the f inancing and oper-
ations of nonbanking subsidiaries, especially those 
extending across state lines. The simplest way to 
accomplish this wou ld be to provide banks w i th 
all the powers of their nonbank subsidiaries. This 
approach wou ld sharpen the controversy con-
cerning interstate banking. It would, however, 
have several advantages. 

First, as ment ioned previously, the nonbanking 
activities involved are—with only minor excep-
tions—really banking activities that banks are 
able to engage in directly. Thus, consol idat ion 
wou ld not disrupt the financial operat ion of a 
bank or the tradit ional concept of what banking 
really is. Furthermore, nonbanking activit ies ac-
count for only a small propor t ion of banking 
organizat ions' resources (abou t 5 pe rcen t in 
the aggregate). Therefore, consol idat ion wou ld 
be technical ly feasible, in most cases, w i thou t 

disrupting the organizational structure or portfol io 
composi t ion of the resulting bank. 

Second, inducing consol idat ion for the most 
part wou ld involve removing or reducing regu-
lation. In most instances BHC activities, especially 
f inancingactivi t ies, cou ld l ikely beaccompl ished 
more eff ic ient ly w i th in a bank subsidiary except 
that Regulation Q and other constraints make it 
uneconomical to do so. Third, reduced regulation 
has the beneficial side effect of increasing banking 
organizations' f lexibi l i ty to meet the compet i t i on 
of nonbank ing firms and to adjust t o the stress of 
economic cycles. Fourth, relaxation of regulation 
wou ld tend to break d o w n the barriers that 
provide incentives for nonregulated firms to 
offer f inancial services. Fifth, consol idat ion of a 
BHC into a bank subsidiary simplifies and reduces 
the burden of supervision since only a single 
ent i ty wou ld need to be examined. This wou ld 
el iminate, or reduce substantially, the regulatory 
jur isdict ional problems that presently exist be-
cause several banking agencies may have authority 
over parts of existing hold ing companies. 

And finally, consol idat ion wou ld focus publ ic 
debate on the proper scope of banking functions, 
both in terms of permissible activities and also 
w i th respect to the McFadden Act, Douglas 
Amendment , and Glass-Steagall. 

— Robert A. Eisenbeis 
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Small Businesses 
and the 
Cash Management 
Culture 

The widespread adoption of cash 
management techniques by small 
businesses may mean the gradual 
disappearance of low cost 
business deposits for banks. But 
the same development offers 
banks a unique opportunity for 
fee-income. 

Small companies are on the verge of becoming 
participants in Amer ican business' cash manage-
ment culture. 

I n essence, cash management treats cash as an 
income produc ing asset, investing idle balances 
and managing cash f low to maximize funds 
available for investment. It requires up-to-the-
minute knowledge of a firm's financial posit ion, 
access to in format ion about investment alter-
natives, and a way to execute investment decisions 
quickly. Long domina ted by large firms w i t h 
sophisticated internal business systems, this cash 
management cul ture now is spreading to smaller 
firms (be tween $500,000 and $10 mi l l ion in 
annual sales). Major decreases in the prices of 
microcomputers over the last five years, combined 
w i th the vast increase in compu t ing power of the 
chip, have brought automated internal business 
systems wel l w i th in small corporations' budgets. 
Furthermore, reduced prices have st imulated an 
infrastructure of small computers and terminals 
that can be part of a vast and sophist icated 
corporate electronic network of the future. 

The spread of cash management and develop-
ment of the electronic infrastructure represent a 
challenge and an oppor tun i ty for banks. The 
challenge arises because low-cost deposits are 
disappearing w i th the spread of cash manage-
ment. The oppor tun i ty lies in the possibil i ty of 
generating fee income through the del ivery of 
cash management services such as balance re-
porting. Delivered primarily through the telephone, 
these services have begun to f ind increasing 
numbers of small business users. More small 
businesses are acquir ing data-processing capa-
bilities and expertise, and many are likely to 
demand increasingly efficient terminal-based cash 
management services as their sophistication grows. 

Recent developmenta l research projects have 
analyzed the spread of cash management and 
assessed the strategic implications of these trends 
in a deregulated environment.1 The data provide 
answers to the fo l lowing questions: 

• What special financial features characterize 
small businesses, and how are they changing? 
• To what degree have small computers and 
terminals penetrated these companies? 
• How do small companies use these devices? 
• Wha t financial services, if any, are being 
conducted through terminals and small com-
puters? 
• What is the out look for the future? 
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Small Business Market Profile 
Small businesses represent a sizeable market 

for bank services. According to Small Business 
Administrat ion estimates, more than 13 mi l l ion 
small businesses operate in the Uni ted States, 

- including over 10 mi l l ion nonfarm businesses. 
The small business sector consti tutes over 99 

4 percent of all businesses. In contrast, only about 
v 1,000 firms report annual sa lesof$100 mil l ion or 

more, and only 50,000 have sales between $10 
mil l ion and $100 mil l ion. 

In addi t ion to sheer numbers, small businesses 
are impor tant because of their relatively large 
holdings of checking balances and currency. 

IRobert Morris Associates' 1980 Annual Statement 
Studies provide a measure of business checking 
balances. The Studies present in format ion about 
averages for 118 industries that reported data 
across sales categories f rom $250,000 to $50 
million. In 81 of the 118 industries, the smallest 

• reported sales category ($250 ,000 - $1 mil l ion) 
had the highest propor t ion of total assets in the 
form of checking balances and currency. 

- The Cash Management Culture's Impact 
on Corporate Deposits 

If small businesses have relatively high bank 
balances, they form part of a business cl imate in 
which corporate bank balances have eroded 
sharply on a percentage basis. The Federal Re-
serve Board's Flow of Funds tables show that 
currency and demand deposits d ropped f rom 
approximately 63 percent of total l iquid assets of 

„ nonfinancial corporat ions in 1970 to be low 40 
percent in 1980. Where have these balances 

« 

The research efforts, conducted by Synergist ics Research Corporation of 
Atlanta, included the fol lowing 

» • Asurveyof 100 corporations between $1 million and $1 25 million in 
annual sales. This January 1982 survey focused on interest in automated 
investment services. Half the companies interviewed were between $1 
million and $10 million in annual sales. 
• Telephone interviews conducted in January 1982 with 25 decision 

,» leaders in bank corporate and trust departments and independent 
investment companies on the subject of automated investment services 
and money market funds. 
• Three focus groups conducted inJune 1982 with 26 small business 
executives and professionals. All companies had annual sales between 
$500,000and $10 million. Groups included both users and non-users of 
computers This research attempted to assess the business opportunities 

in the delivery of financial, accounting, communication, and other 
* services through terminals and personal computers. 

• A telephone survey of 400 corporat ions between $1 million and 
9 $125 million in annual sales conducted in June 1982. Half the 

companies sampled were firms below $10 million in annual sales. This 
survey examined mini-computer use and purchase plans. 
• A thorough review of secondary sources, included Federal Reserve 
Flow of Funds statistics, Dun & Bradstreet data and Robert Morris 
Associates' Statement Studies. 

gone? As Chart 1 shows, they have gone primari ly 
into t ime deposits. In 1970, t ime deposits ac-
counted for about 8 percent of total l iquid assets 
of nonfinancial corporations. They have j u m p e d 
two-and-a-half t imes over the last decade and 
now represent about 20 percent of total l iquid 
assets, and even that offsets only about half the 
loss of checking deposits. Investment in com-
mercial paper and repurchase agreements also 
has increased significantly. 

Finally, corporate deposits have been f lowing 
out of commerc ia l banks and into money market 
funds. Because the Flow of Funds tables classify 
money market funds as household assets, the 
tables do not clearly reflect corporate use of 
money-market funds. Some small businesses 
may be inc luded in the data, however, because 
they may part icipate in money-market funds via 
proprietors or partners' "personal" accounts. 
M o n e y market fund balances that cou ld be 
dist inct ly at t r ibuted to corporat ions stood at 
$18.4 bi l l ion at the close of 1981, according to 
Investment Company Inst i tute figures. 

The movement of funds from demand deposits 
into interest-bearing asset accounts reflects the 

7 0 7 2 7 4 7 6 7 8 8 0 

Source: Federal Reserve Flow-of-Funds Tables 

Chart 1 . Liquid Asset Trends of 
Non-Financial Corporations 

Demand Deposit Accounts 
and 

Currency 

Time Deposits 
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spread of cash management over the last decade 
as large firms increasingly have sought market 
yields on their idle cash. There is every reason to 
believe that this culture soon wil l spread to small 
businesses, strongly affecting both their business 
methods and their financial relationships. 

What Bankers Say About 
Corporate Deposits 

Twenty- two bankers interv iewed in January 
1982 conf i rmed that corporate bank deposits 
are eroding. Seventeen of the 22 spoke of a 
recent erosion; 16 c i ted money market funds as a 
cause. The five bankers who said there had been 
no loss or that they did not know were from bank 
trust departments. It is unlikely that these trust 
bankers were heavily engaged in balance moni-
tor ing on the corporate side. 

Loss of deposits to money market funds ap-
peared to be particularly significant, according to 
some bankers interviewed. " W e ' v e been hurt 
more than the national trend. There are so many 
money market funds in our area, the loss is 
greater," said one Northeast trust banker. Another 
Northeast bank executive noted that the deposit 
loss has altered the way some banks conduct 
their business. "We 've lost corporate DDA (de-
mand deposit accounts) and savings balances in 
the last year. W e have to do more campaigns to 
increase balances, more asset/l iabil ity manage-
ment. W e purchase more outside funds," he 
stated. 

These bankers were extremely interested in 
of fer ing automated investment services to fore-
stall further balance erosion. In automated invest-
ment services, banks automatically sweep de-
positors' excess balances into a money market 
fund or other investment vehicle. Paradoxically, 
bankers fear that offer ing automated investment 
services on high yielding accounts wi l l erode 
corporate deposit balances still further, w i th 
major consequences. A Midwest corporate banker 
expressed the op in ion that"Excess balances wi l l 
drop. The average cost of funds to the bank wi l l 
increase." One Southeast corporate banker stated 
flatly, "The impact wi l l be severe." And another 
stated, " I t (automated investment services) wi l l 
have a very large ef fect—even greater than 
money-market funds." 

N o w that Congress has passed the Depository 
Institutions Act of 1982 authorizing banks to 
offer an account compet i t ively equivalent to 

money market funds, much of the bankers' 
enthusiasm for automated investment services 
may switch to these accounts. Nevertheless, a 
potent ial p rob lem remains. M o n e y market de-
posit accounts ( M M D A ) may help banks retain 
some balances that might have been lost to 
money market funds. However, the cost of funds ' 
can still increase. Low-cost deposits may continue 
to erode as firms shift funds f rom checking 
accounts to the higher-yielding M M D A . 

Erosion of Small Business Deposits 

Where is the deposi t erosion likely to be most 
severe? Bankers see it be ing particularly severe in 
the lower end of the corporate market. " In i t ia l ly 
it wi l l b e t h e l owerend of the corporate m a r k e t -
Si mi l l ion to $50 mi l l ion in annual sales," is the 
opin ion of one M idwes t corporate banker. A 
Southeast banker explained more fully, "Large 
corporations already do it (transfer funds f rom . 
checking accounts to high interest bearing invest-
ment vehicles) themselves. (Firms with) less 
than $50 mil l ion (in annual sales) wi l l be most 
affected." And a western corporate banker agreed 
that erosion wi l l occur primari ly in small business -
balances. "The major impact wi l l be in f irms 
under $20 mil l ion," he said. "Firms over $20 
mil l ion are already moni tor ing their balances." 

Thus, there are indications that the desire to 
obtain market yields on surplus funds is penetrat-
ing small corporations as wel l as large ones. This 
desire is likely to p rompt increased interest by 
small corporations in cash management and « 
investment services. At the same time, it presents 
a major challenge to commercial banks that have * 
relied on non-interest bearing corporate balances^ 
to fund loans. How should they compensate 
themselves for the loss of these balances? Charg-
ing fees on cash management services appears 
to offer a possible solution. 

Financial Practices of Small Businesses: . 
Is There a Market 
for Fee Based Services? 

The Synergistics survey of 100 middle-market 
and small businesses reveals some interesting/^ 
facts about the spread of the cash management 
culture to small firms (see Table 1). 

It indicates that small firms are as likely as large 
firms to invest in money market funds and 
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Table 1 . Comparisons of Non-Financial Corporations by Annual Sales 

Short-Term Investments 
Invests in money-market fund 
Invests in money-market instrument 

Use of Financial Services 
Collection/concentration service 
Delays mailing to extend float 
Funds disbursement account at last moment 
Does not attempt to extend disbursement float 

Internal 
Has one operating unit 
Has below 100 employees 
Has terminal communicating with financial institution 
Respondent has personal money-market fund 
Over 10,000 checks per year 

$1 -$10 $10-$25 $25 -$125 
Million Million Million 

% % % 

37.5 29.2 32.0 
60.0 62.5 60.0 

10.0 41.7 64.0 
20.0 33.3 28.0 
27.5 25.0 32.0 
35.0 20.8 28.0 

52.5 50.0 16.0 
75.0 54.1 4.0 
12.5 8.3 20.0 
60.0 54.2 48.0 
25.0 25.0 72.0 

money market instruments. Wh i l e these figures 
do not reveal investment amounts, they provide 
indirect evidence that balance erosion has spread 
to very small firms. If small f irms are as likely t o 
make short-term investments as larger firms, 
they probably are as l ikely to try to reduce idle 
balances in their checking accounts. 

Between one-th i rd and one-half of the sur-
veyed firms say they are interested in using, or 
already use, a service that automatical ly invests 
newly col lected funds or permits check wr i t ing 
against invested funds. This posit ive at t i tude is 
likely to apply to money market deposit accounts 
as well. 

Given the high propor t ion of small businesses 
and middle-market f irms that invest, plus the 
positive att i tudes toward new investment in 
high-yielding account services, corporate balances 
likely wi l l cont inue to erode. The major quest ion 
is whether corporate demand for high yields on 
idle balances can be conver ted into a demand 
for fee-bearing cash management services that 
wil l recompense the of fer ing inst i tut ion for its 
increased cost of funds. The survey suggests that 
the small business market for cash management 
services is virtually untapped. Such services as 
lock boxes and concentrat ion services have 
gained popular i ty among midd le-market corpo-
rations. The smaller the corporat ion, however, 
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the less l ikely it is to use these services. On the 
disbursement side, firms in the $1 mi l l ion-S i0 
mi l l ion sales category are the least l ikely to delay 
mail ing checks to extend float and the most 
l ikely to take no action to extend disbursement 
float. 

Given small corporations' interest in invest-
ment, why have smaller f irms been slow to use 
cash management services that increase the 
t ime that funds are available for investment? 
Many exist ing cash management services are 
designed to enhance the cash f low of firms wi th 
mul t ip le units and mul t ip le bank accounts. Con-
centrat ion services, for example, pool funds f rom 
mul t ip le sources. Balance report ing services can 
provide detai led in format ion on mul t ip le bank 
accounts. As Table 1 shows, small f irms are three 
t imes as l ikely as large firms to have only one 
opera t ing uni t . They have s ign i f icant ly less 
need for deta i led balance in format ion and funds 
concentrat ion than larger firms. Thus small f irms 
do not have the compl ica ted cash f low that 
might stimulate interest in using available services 
that enhance control over cash f low. 

A second reason for the l imi ted penetrat ion of 
cash management services among small f irms 
appears to be the firms' investment practices. 
Wh i le many small and large firms make short-
te rm investments, the t w o groups have di f ferent 
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levels of activity. None of the small firms (below 
$10 mil l ion in annual sales) invest in money-
market instruments on a daily basis, compared to 
40 percent of the large firms (over $25 mil l ion). 
Thus, because of the relative infrequency of their 
investments, small firms may have less demand 
than large firms for services that increase balances 
available for investment on a daily basis. 

The high m in imum amounts on bank short-
term investments may have contr ibuted to this 
situation. Small business, wi th lower volumes of 
cash flow, may take longer than large firms to 
amass m in imum amounts required by bank cer-
tificates of deposit and repurchase agreements. 
Whi le money market funds usually have far 
lower m in imum investment requirements, small 
firms may not yet have altered the investment 
patterns they developed for bank instruments to 
take advantage of the funds' lower balance 
requirements. 

Small Business Use of 
Microcomputers: 
An Opportuni ty for Banks? 

Small businesses use terminals to communicate 
w i th their f inancial institutions only half as much 
as large firms. One f irm in five wi th sales between 
$25 mil l ion and $125 mil l ion per year has such a 
terminal, whi le only one in 10 wi th sales below 
$10 mil l ion does so. 

Al though financial terminals are less popular 
among small businesses than among middle-
market corporations, small firms are increasing 
their use of microcomputers. Our survey of 400 
small and middle-market firms reveals that one 
in seven firms in the $1 mil l ion - $5 mil l ion sales 
category, and one in five in the $5 mil l ion - $10 
mil l ion category, purchased micro-computers 
(costing $1,500-$7,000) in the last year. Of the 
firms that d id not purchase micro-computers, 
one quarter are considering doing so in the 
coming year. Thus, although small businesses 
usually lack the complex cash f low and invest-
ment sophistication of large firms, they are installing 
the computers necessary to receive complex 
balance and investment information and to initiate 
transactions. 

As these computers go into place, the challenge 
to financial insti tut ions is to educate the firms 
about the machines' cash management and 
investment capabilit ies. Such services represent 

an oppor tun i ty for banks to earn fee income. 
Some banks may be reluctant to offer cash 
management services to small businesses because 
they fear further demand balance erosion. How-
ever, since this erosion is l ikely t o cont inue 
anyway, banks wou ld be wise to offer fee-based 
services in the small business market. 

Current Small Business Applications 
of Computers 

If small businesses are not buying micro-
computers expl ic i t ly for cash management pur-
poses, why are they buying? Our small business 
and professional focus group studies show that 
the primary reason for purchasing computers is 
to perform internal business functions. 

This research solicited opinions of three groups: 
• Small business non-users of computers. 
The participants were screened to ensure they 
had primary responsibility for, or primary know-
ledge of, their company's financial matters. All 
companies had annual sales between $500,000 
and $10 mil l ion. 
• Professionals who were non-users of com-
puters. The participants included medical pro-
fessionals, attorneys and accountants, both 
solo and group practit ioners. 
• Small business computer users. The par-
ticipants were screened to ensure that they 
were the primary user of the computer ; all had 
annual sales between $500,000 and $10 million. 

Among small business computer users, the 
primary reason for buying computers is to process 
accounts receivable, accounts payable, inventory 
control and sales analysis. Users are at least 
somewhat satisfied wi th the way their computers 
perform these funct ions and generally agree that 
their computers are wor th the cost. Non-users 
overwhelmingly perform these functions manually, 
although some firms use service bureaus and 
accounting firms for the functions. W h e n non-
users are asked to describe potential computer 
applications they have investigated, they cite the • 
same internal functions current ly per formed by 
computer in the user group. Here the emphasis 
on accounts receivable is even more pronounced. 

An examinat ion of the problems small busi-
nesses and professionals ident i fy in running the i r ' 
operations reveals the motivat ions of current 
and potential computer users. Small business 
non-users express the greatest concern wi th 
inventory control and monitoring price fluctuations. 
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By contrast, the major concerns of professionals 
are in the area of accounts receivable or billing. 

^ Attorneys and accountants both ment ion serious 
problems w i th billing. A l though service bureaus 
can perform billing, they of ten cannot bill a cl ient 
at mid-month. If work is comp le ted and a c l ient 

v wants to know his charges, a service bureau may 
t not be able to tel l them. 

Doctors ident i fy a related bi l l ing problem. 
•» Family practitioners develop long-term patient 

relationships and, hence, have relatively l itt le 
diff iculty collecting bills. Specialists, however, may 
see patients only once and are less able to br ing 
pressure on a pat ient w h o refuses to pay. Com-
puter bi l l ing practices can enable the specialist 
to generate a bill for a pat ient dur ing an off ice 
visit and thus permi t the specialist to ask for 
payment at the close of the visit. 

i 
Accessing Off-Site Computers 

* for Banking or Financial Services 
Y Regardless of focus group members ' interest 
J in using small computers to perform internal 
] business functions, there current ly appears to 

be litt le interest in using computers for external 
] transactions. This hesitance seems to stem 
I* f rom fears concerning the security of the firm's 

J . data. Wi l l a firm's data be mixed w i th data f rom 
| another firm? W h o else wi l l have access to the 

company's information? Unfamil iar i ty w i th the 
features and the value of cash management 
services may also help explain the lack of 

» interest. 
The small business focus group members 

" who expressed a desire to conduct f inancial 
_ transactions via a terminal either have compl i -

cated cash f lows or they have exper ience in 
» using a computer to conduct personal f inancial 

business. A small business non-user interested 
J in terminal-based financial services descr ibed 
, the complex i ty of his operat ion: 

" W e have nine stores in nine di f ferent 
locations in eight different cities in five different 
states. In our corporate location, we have 20 
checkbooks and we run a deposi t account for 
every story and the deposi t checkbook is kept 
at corporate headquarters. Our receipts, which 

A are deposited in the bank accounts of different 
stores, are then—through the t e l e p h o n e -
relayed several t imes a week to headquarters; 
checks are cut there and deposi ted in a 
corporate account to pay bills. We 've looked 

into havinga bank tha t w o u l d handle that cash 
concentrat ion for us. W e wou ld like to speed 
those transfers so we can take advantage—in a 
quicker fashion—of that money." 

A small business computer user who manages 
his personal f inances on a home terminal ex-
pressed interest in conduct ing his business 
finances in a similar manner. This execut ive 
uses his personal computer to reconcile 13 
checking and savings accounts, record stock 
transactions for tax purposes, and calculate the 
daily value of his investment portfol io. In con-
trast, most other computer users in the focus 
group were content t o let their banker or 
broker handle their personal and business 
finances. 

Compared to the small business executives 
in the focus groups, professionals expressed 
greater interest in using a computer to conduc t 
financial transactions, as the fol lowing quotations 
indicate: 

" I ' d love to get the informat ion about my 
bank accounts over a terminal right now, and 
ul t imately make transactions." 

"For us, a terminal service wou ld be attrac-
t ive because w e have two offices and deal 
w i th d i f ferent banks. J ust t o cut d o w n on some 
of the physical t ime of actually sending staff 
people to the bank wou ld be very helpful." 

A Potential Target Market Segment 

The research suggested that the service sector 
is a market segment that may be recept ive to 
banking services delivered via computer. A survey 
of 100 small and midd le-market f irms found 
service firms the most l ikely to have of f ice 
terminals through which they receive information 
f rom or communica te w i th f inancial institutions. 
One in f ive service firms has such a terminal 
compared to one in six manufacturers and one in 
10 wholesalers and retailers. 

It is possible that service firms' recept iv i ty to 
terminal-based financial services is related to 
familiarity w i th the benefits of micro-computers 
gained through experience. Service firms seem 
to have the lead in computer experience. Our 
survey of 400 midd le-market and small firms 
shows that service firms are most l ikely to have 
purchased a mic rocomputer in the last year. 
Twenty percent of service firms have made 
such purchases in the last year, compared to 
approx imate ly 15 percent of manufactur ing 
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and retail firms and 5 percent of wholesale 
firms. Not only are service firms more likely to 
have purchased mic rocomputers in the last 
year, they are also more likely to have purchased 
many such units. Among microcomputer users, 
60 percent of service firms, 19 percent of whole-
salers, 11 percent of retailers and 8 percent of 
manufacturers have purchased three or more 
units. 

The figures do not explain the service indus-
try's or ientat ion toward computers. One may 
speculate that service firms, not burdened by 
heavy capital investment requirements, have a 
strong incentive to increase productivity. Perhaps 
the incentive to increase the product iv i ty of 
their cash balances through electronic cash 
management services is equally strong. The 
data suggest that significant microcomputer use 
by small businesses and interest in put t ing idle 
cash balances to work are creating a receptive 
market for bank cash management services; the 
sophistication of service companies suggests 
they may be ideal targets for such services. 

Prospects for the Future 
Small businesses' use of terminal-based services 

seems l ikely to evolve as computer expertise 
grows and as banks increase their promot ion of 
services targeted to these firms. Even more 
rapid growth may take place as a result of 
electronic transactions and deregulation. 

Transaction Services. The importance of trans-
action services reflects the emphasis small 
businesses place on micro-computers to process 
internal business funct ions like accounts re-
ceivable and accounts payable. If f inancial 
institutions can offer cash management services 
that t ie into internal account ing systems, they 
should attract a significant group of small busi-
ness prospects. The logical service to offer is 
one that ties business-to-business payments 
into the corporations' purchasing and bi l l ing 
functions. Several current experiments may 
lead to the deve lopment of such services. 

An Amer ican Nat ional Standards Inst i tute 
(ANSI) Commi t tee is draft ing inter industry stan-
dards for purchase order and invoice data. The 
commi t tee is also considering ways to integrate 
payment transactions into purchase order and 
invoice standards. 

At the same t ime, the National Automated 
Clearing House Association (NACHA) is studying 
use of the Au tomated Clearinghouse (ACH) for 

Chart 2. Bank Debt and Deposits of 
Non-Financial Corporations 

Bil. S 

3 0 0 -

B a n k D e b t / 

2 5 0 -

2 0 0 -

1 5 0 / D e m a n d D e p o s i t s 1 5 0 
/ a n d 

/ T i m e D e p o s i t s 
/ a n d C u r r e n c y 

1 0 0 

5 0 -
D e m a n d D e p o s i t s 

a n d 
Currency 

0 I I I I I I I 0 

1 9 5 0 1 9 6 0 1 9 7 0 1 9 8 0 

Source Federal Reserve Flow of Funds Tables 

. ! 

business-to-business payments. NACHA is de-
veloping formats for transmission of invoice 
informat ion and payments. 

These efforts represent a crucial step in develop-
ing the infrastructure for nat ionwide electronic 
purchasing, bi l l ing and payment networks. 

Deregulation. The deregulat ion now occurring 
in the financial industry may encourage the 
growth of terminal-based services among small 
businesses. The Deposi tory Institutions Act of ,, 
1982 is taking financial institutions close to 
paying market interest rates on transaction bal-'^ 
ances. The low initial deposit for the money 
market deposit accounts ($2,500) makes market 
yields on idle balances available to companies . 
w i th extremely low checking account balances. 
When small companies discoverthey can achieve 
these yields on a substantial port ion of these idle 
balances conveniently, then interest in managing' 
their cash to maximize yield may increase. The 
rewards of cash management should become far 
more apparent. Hence, their interest in terminal- ~ 
based cash management services also should, 
increase. 
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Implications. The spread of terminal-based 
cash management services to small businesses 
and the advent of the new money market deposit 
account are l ikely to have major impl icat ions for 
financial service providers. In the last two decades, 
corporations have tended to become net users 

>of bank funds (see Chart 2). Dur ing the past 
decade, indebtedness by non-financial corporations 
to banks skyrocketed to approximately $300 

»billion. In contrast, however, the demand deposit 
accounts and currency of nonfinancial corporations 
grew only slightly. Wh i le corporate held DDA, 
t ime deposits, and currency increased somewhat 
more, the rate of increase did not approach that 
j f bank debt. The spread be tween the t w o is 
approximately $200 bil l ion, a quadrup l ingo f the 
spread of approx imate ly one decade ago. Banks 
face twin d i lemmas as small firms, one of the last 
major sources of corporate checking account 

• balances, mobi l ize their funds either through 
investments or use of the new money market 

" deposit accounts. O n the one hand, they may 
J ,have to rely increasingly on other sectors of the 
; economy to fund their lending to corporations. 

On the other hand, they wil l f ind their costs of 
1 funds rising dramatical ly as small f irms move 
* balances from checking accounts to high-yielding 
; money market deposi t accounts. 

As a result of these phenomena, commerc ia l 
banks wi l l face increasing pressures on their 

) prof i tabi l i ty over the coming years. They should 
j f ind fee-based services an increasingly attractive 

way to compensate for eroded balances. Offer ing 
j terminal-based cash management and invest-
-^rnent services to small businesses represents 
^ one such way. 

Conclusion 
The spread of the cash management cul ture to 

small businesses is likely to have major implications 
for the financial wor ld. St imulated by increased 
terminal use for internal account ing funct ions 
and by the increased availabil ity of market yields 
as a result of deregulat ion, small businesses are 
likely to become significant users of cash manage-
ment services over the coming decade. 

Because small businesses have less complex 
cash f lows than many of the large firms for wh ich 
cash management services were designed, pro-
viders face the challenge of scaling these services 
to small business needs. These needs are partic-
ularly ev ident in small business internal account-
ing practices and investment practices, and service 
firms represent the prospect group w i th the 
greatest awareness of these needs. Because of 
the expanding infrastructure of small business 
computers, f inancial inst i tut ions enjoy major op-
portunit ies for p roduct deve lopment , and it wi l l 
be unfor tunate if they fail to take advantage of 
those oppor tun i t ies because of concern over 
balance erosion. 

—Jean H. Crooks, 
William O. Adcock 

and Genie M. Driskill 

l e a n C r o o k s a n d G e n i e Dr i sk i l l a r e v i c e - p r e s i d e n t s a n d W i l l i a m A d c o c k is 
c h a i r m a n o f Syne rg i s t i cs Resea rch C o r p o r a t i o n . A t l a n t a , Ga. Th is r e s e a r c h w a s 
p r e s e n t e d at a s e m i n a r at t h e A t l a n t a Fed in t h e fal l o f 1 9 8 2 . 
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FINANCE 

NOV 
1982 

OCT 
1982 

NOV 
1981 

ANN. 

CHG. 
NOV 
1982 

OCT 
1982 

NOV 
1981 

A N t " . 
% 

CHG. 

$ millions 

Commerc ia l Bank Deposits 
Demand 
NOW 
Savings 
T ime 

C r e d i t Union Deposits 
Share D ra f t s 
Savings 3c T ime 

C o m m e r c i a l Bank Deposits 
Demand 
NOW 
Savings 
T ime 

Cred i t Union Deposits 
Share D ra f t s 
Savings & T ime 

Commercial Bank Deposits 
Demand 
NOW 
Savings 
T ime 

C r e d i t Union Deposits 
Share D ra f t s 
Savings 3c T ime 

Commerc ia l Bank 
Demand 
NOW 
Savings 
T ime 

Cred i t Union Deposits 
Share D ra f t s 
Savings & T ime 

«ÒRGIA  
Commerc ia l Bank Deposits 

Demand 
NOW 
Savings 
T ime 

Cred i t Union Deposits 
Share D ra f t s 
Savings <5c T ime 

Commerc ia l Bank Deposits 
Demand 
NOW 
Savings 
T i m e 

Cred i t Union Deposits 
Share D ra f t s 
Savings 3c T ime 

Commerc ia l Bank Deposits 
Demand 
NOW 
Savings 
T ime 

Cred i t Union Deposits 
Share D ra f t s 
Savings 3c T ime 

C o m m e r c i a l Bank Deposits 

1,191,153 1,186,892 1,070,782 +11 
302,055 301,655 294,713 + 2 

65,042 6 3,4 0 9 48,136 + 35 
154,001 152,852 146,611 + 5 
703,077 703,648 610,316 +15 

51,681 51,30 2 39,443 + 31 
3,8 5 6 3,67 3 2,437 + 58 

43,290 43,450 34,800 +24 

Savings 3c Loans 
T o t a l Deposits 

NOW 
Savings 
T i m e 

Mortgages Outs tanding 
Mortgage Commi tmen ts 

540,092 
12,408 
95,627 

433,533 
SEP 

539,981 
12,082 
94,94 2 

434,435 
A U G 

514,893 
7,698 

91,366 
416,323 

SEP 

127,243 
34,118 

8,439 
15,153 
72,541 

4,927 
360 

4,156 

126,388 
34,478 
8,193 

14,969 
72,262 

4,840 
348 

4,086 

114,881 
33,987 

6,121 
14,550 
63,782 

3,962 
264 

3,455 

+ 11 
+ 0 
+38 
+ 4 
+ 14 
+ 24 

Savings 3c Loans 
To ta l Deposits 

NOW 
Savings 
T ime 

Mortgages Outstanding 
Mortgage Commi tmen ts 

14,047 
3,537 

736 
1,611 
8,623 

874 
70 

728 

41,459 
11,793 

3,686 
6,420 

20,431 
2,206 

193 
1,719 

18,052 
6,283 
1,230 
1,705 
9,728 

906 
39 

814 

23,096 
5,890 
1,144 
2,469 

14,068 
164 

11 
155 

10,544 
2,311 

609 
763 

7,066 
N. A. 
N.A. 
N.A. 

14,004 
3,602 

715 
1,58 5 
8,633 

855 
68 

711 

41,218 
12,096 

3,568 
6,336 

20,304 
2,167 

187 
1,686 

17,840 
6,187 
1,197 
1,680 
9,680 

887 
36 

803 

22,87 0 
5,883 
1,112 
2,464 

13,961 
161 

11 
152 

10,437 
2,347 

591 
744 

6,991 
N.A. 
N.A. 
N.A. 

13,209 
3,491 

547 
1,536 

Savings 3c Loans 
To ta l Deposits 

NOW 
Savings 
T ime 

4,530 4,573 4,364 
106 104 61 
569 563 561 

3,908 3,926 3,768 
SEP A U G SEP 

3,786 3,917 4,013 
47 44 71 

37,506 
11,978 

2,647 
6,245 

17,575 
1,792 

146 
1,426 

15,943 
5,999 

911 
1,582 
8,505 

726 
22 

20,728 
5,999 

824 
2,35 3 

12,175 
97 

7 
90 

9,527 
2,358 

451 
724 

6,278 
N.A. 
N.A. 
N.A. 

20,045 20,019 17,968 +12 

avings 
To ta l Deposits 

NOW 
Savings 
T i m e 

Mortgages Outstanding 
Mortgage Commi tmen ts 

Savings 3c Loans 
To ta l Deposits 

NOW 
Savings 
T ime 

Mortgages Outstanding 
Mortgage Commi tmen ts 

savings 3c Loans 
To ta l Deposits 

NOW 
Savings 
T i m e 

Mortgages Outstanding 
Mortgage Com mi tments 

Savings 3c Loans 
To ta l Deposits 

NOW 
Savings 
T ime 

Mortgages Outstanding 
Mortgage Commi t i nen ts 

Savings Sc Loans 

+61 

79,549 79,668 75,660 + 3 
1,993 1,953 1,151 +73 

12,062 12,002 11,657 + 3 
65,762 65,944 62,811 + i> 

SEP A U G SEP 
68,467 69,418 74,384 _ .r 

2.876 3.093 3,473 -17 

48,108 48,132 45,802 + r 
1,335 1,320 803 +6< 
8,065 8,037 7,836 + i 

38,758 38,794 37,012 + ; 

SEP A U G SEP 
40,230 40,928 45,373 - l i 

2.231 2.410 3,004 -21 

9,915 9,957 9,642 + ; 
240 230 122 +9-

1,209 1,200 1,163 + 
8,570 8,648 8,383 + 

SEP A U G SEP 
8,928 9,028 9,457 -

183 180 137 + 3 , ' 

8,033 7,978 7,376 + 9 
127 124 69 +84 

1,268 1,263 1,178 + H 
6,665 6,620 6,158 + 8 

SEP AUG SEP 
7,391 7,360 7,107 + 4 

256 307 184 +39 

a i 

2,420 2,485 2,390 + : 
63 60 31 +103 

241 236 232 + 4 
2,138 2,210 2,138 a 

SEP AUG SEP 
2,143 2,166 2,210 - 3 ' 

19 19 23 -17 

Demand 4,304 4,363 4,162 + 3 To ta l Deposits 6,543 6,543 6,086 + 8 
NOW 1,034 1,010 741 +40 NOW 122 115 65 +83 
Savings 2,185 2,160 2,110 + 4 Savings 710 703 687 + 3 
T i m e 12,625 12,693 11,157 + 13 T ime 5,723 5,7 46 5,352 + 7 

C red i t Union Deposits 777 770 643 + 21 SEP A U G SEP 
Share Dra f ts 47 46 36 +31 Mortgages Outstanding 5,989 6,019 6,224 - 4 
Savings 3c T ime 740 734 613 +21 Mortgage Commi tmen ts 140 133 53 + 164» 

N o t e s : A l l deposit data are ex t rac ted f rom the Federal Reserve Report of Traasact ion Accounts, other Deposits and Vaul t Cash (FR2900.1, 
and are reported fo r the average of the week ending the 1st Wednesday of the month. This data, reported by ins t i tu t ions w i th 
oyer $15 mi l l ion in deposits as of December 31, 1979, represents 95% of deposits in the six s tate area. The major d i f ferences betv 
this report and the "ca l l repor t " are size, the t reatment of in terbank deposits, and the t reatment of f l oa t . The data generated foo 
the Repor t of Transact ion Accounts is for banks over $15 mi l l ion in deposits as of December 31, 1979. The t o t a l deposit data genr 
f rom the Report of Transact ion Accounts e l iminates interbank deposits by report ing the net of deposits "due to" and "due f r o m " pthi 
deposi tory ins t i tu t ioas. The Repor t of Transact ion Accounts subt rac ts cash in process of co l lec t ion f rom demand deposits, wh i le tne 
repor t does not. Savings and loan mortgage data are f rom the Federal Home Loan Bank Board Selected Balance Sheet Data. The 
Southeast data represent the to ta l of the six s tates. Subcategories were chosen on a select ive basis and do not add to to ta l . 
N.A. = f e w e r t h a i four ins t i tu t ions report ing. 
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EMPLOYMENT 

OCT 
1982 

SEPT 
1982 

OCT 
1981 

ANN. 
% 

CHG. 
OCT 
1982 

SEPT 
1982 

OCT 
1981 

A N N . % 

CHG. 

C i v i l i an Labor Force - thous. 
To ta l Employed - thous. 
To ta l Unemployed - thous. 

Unemployment Ra te - % SA 
Insured Unemployment - thous. 
Insured Unempl . Rate - % 
Mfg. Avg . Wkly . Hours 
Mfg . Avg . Wk ly . Earn. - $ 

C i v i l i an Labor Force - thous. 
To ta l Employed - thous. 
To ta l Unemployed - thous. 

Unemployment Rate - % SA 
Insured Unemployment - thous. 
Insured Unempl . Rate - % 
Mfg. Avg . Wkly. Hours 
Mfg. Ave . Wk ly . Earn. - $ 

C iv i l i an Labor Force - thous. 
Tota l Employed - thous. 
To ta l Unemployed - thous. 

Unemployment Ra te - % SA 
Insured Unemployment - thous. 
Insured Unempl . Rate - % 
Mfg. Avg . Wkly. Hours 
Mfg. Avg. Wk ly . Earn. 

C iv i l i an Labor Force - thous. 
Tota l Employed - thous. 
To ta l Unemployed - thous. 

Unemployment Ra te - % SA 
Insured Unemployment - thous. 
Insured Unempl . Rate - % 
Mfg. Avg . Wkly. Hours 
Mfg . Avg. Wk ly . Earn. - $ 

110,767 
99,825 
10,942 

10.4 
N.A. 
N.A. 
38.8 
332 

109,244 
101,028 

8,261 
8.0 

N.A. 
N .A . 
39.7 
324 

4,625 
4,261 

364 
7.3 

N.A. 
N.A. 
40.4 
270 

Non fa rm Emp loymen t - thous. 
Manu fac tu r ing 
Cons t ruc t ion 
Trade 
Government 
Services 
F in. , Ins., & Real Est. 
Trans. Com. & Pub. U t i l . 

Non fa rm Emp loyment - thous. 
Manufac tu r ing 
Cons t ruc t ion 
Trade 
Government 
Services 
F in . , Ins., <5c Rea l Est. 
Trans. Com. & Pub. U t i l . 

Non fa rm Emp loyment - thous. 
Manufac tu r ing 
Cons t ruc t ion 
Trade 
Government 
Services 
F in. , Ins., & Real Est. 
Trans. Com. & Pub. U t i l . 

Non fa rm Emp loyment - thous. 
Manufac tur ing 
Cons t ruc t ion 
Trade 
Government 
Services 
F in. , Ins., & Real Est. 
Trans. Com. <5c Pub. U t i l . 

C iv i l i an Labor Force - thous. 
Tota l Employed - thous. 
To ta l Unemployed - thous. 

Unemployment Ra te - % SA 
Insured Unemployment - thous. 
Insured Unempl . Rate - % 
Mfg. Avg . Wkly. Hours 
Mfg. Avg. Wk ly . Earn. * 

C i v i l i an Labor Force - thous. 
Tota l Employed - thous. 
To ta l Unemployed - thous. 

Unemployment Rate - % SA 
Insured Unemployment - thous. 
Insured Unempl . Rate - % 
Mfg. Avg . Wkly . Hours 
Mfg . Avg. Wk l y . Earn. - $ 

C iv i l i an Labor Force - thous. 
To ta l Employed - thous. 
To ta l Unemployed - thous. 

Unemployment Rate - % SA 
Insured Unemployment - thous. 
Insured Unempl . Rate - % 
Mfg. Avg . Wkly. Hours 
Mfg .^Avg . Wkly . Earn. - $ 

C i v i l i an Labor Force - thous. 
Tota l Employed - thous. 
To ta l Unemployed - thous. 

Unemployment Rate - % SA 
Insured Unemployment - thous. 
Insured Unempl . Rate - % 
Mfg. Avg . Wkly. Hours 
Mfg. Avg. Wk ly . Earn. - $ 

2,683 
2,474 

209 
7.9 

N.A. 
N.A. 
39.9 
272 

Non fa rm Employment - thous. 
Manu fac tu r ing 
Cons t ruc t ion 
Trade 
Government 
Services 
F in. , Ins., <&: Real Est. 
Trans. Com. & Pub. U t i l . 

Non fa rm Emp loyment - thous. 
Manu fac tu r ing 
Cons t ruc t ion 
Trade 
Governm a i t 
Services 
F in. , Ins., & Rea l Est . 
Trans. Com. & Pub. U t i l . 

Non fa rm Emp loyment - thous. 
Manufac tur ing 
Cons t ruc t ion 
Trade 
Government 
Services 
F in. , Ins., & Real Est. 
Trans. Com. & Pub. U t i l . 

2,150 
1,915 

235 
11.5 
N.A. 
N.A. 
39.0 
283 

Jonfarm Emp loymen t - thous. 
Manu fac tu r ing 
Cons t ruc t ion 
Trade 
Gove rnm a i t 
Services 
F in. , Ins., & Real Est. 
Trans. Com. & Pub. U t i l . 

89,582 
18,518 

4,095 
20,520 
15,802 
19,164 

5,351 
5,067 

11,346 
2,135 

661 
2,683 
2,129 
2,254 

639 
693 

89,446 
18,803 

4,110 
20,561 
15,328 
19,114 

5,370 
5,077 

3,726 
445 
251 

1,006 
595 
912 
277 
231 

2,150 
494 

91,884 
20,271 

4,340 
20,731 
16,000 
18,824 

5,314 
5,208 

11,509 
2,300 

734 
2,662 
2,160 
2,166 

6 35 
699 

Notes: A l l labor force data are f rom Bureau of Labor S ta t i s t i cs repor ts supplied by s ta te agencies. 
Only the unemployment ra te data are seasonally adjusted. 
The Southeast data represent the t o t a l of the six s tates. 
The annual percent change ca lcu la t ion is based on the most recent data over pr io r year. 
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CONSTRUCTION 

12-month C u m u l a t i v e R a t e 

Nonresidential Bui lding Permi ts 
To ta l Nonresident ia l 

Indus t r ia l Bldgs. 
Of f i ces 
Stores 
Hospitals 
Schools 

OCT 
1982 

SEPT 
1982 

OCT 
1981 

V 

ANN A N N 
% OCT SEPT OCT % 

1982 1982 1981 C H G ' CHG 
OCT SEPT OCT % 
1982 1982 1981 C H G ' 

45,545 46,253 52,748 -14 
5,302 5,550 7,237 -27 

12,215 12,545 14,817 -18 
5,205 5,382 6,538 -20 
1,760 1,742 1,433 +23 

807 794 760 + 6 

Res ident ia l Bui ld ing Pe rm i t s 
Value - $ Mi l . 

Res ident ia l Pe rm i t s - Thous. 
S ing le - fami ly un i ts 
M u l t i - f a m i l y units 

To ta l Bu i ld ing Permi ts 
Va lue - $ M i l . 

36,804 35,673 42,858 

493.3 473.6 602.2 
417.3 403.2 439.0 

82,349 81,926 95,606 

Nonresident ia l Building Permi ts 
To ta l Nonresident ia l 

Indus t r ia l Bldgs. 
Of f i ces 
Stores 
Hospitals 
Schools 

6,204 6,186 7,483 -17 Value - $ Mi l . 6,693 
713 736 754 - 5 Res ident ia l Pe rm i t s - Thous. 

1,344 1,323 1,404 - 4 S ing le - fami l y uni ts 100.5 
955 996 1,131 -16 M u l t i - f a m i l y units 83.4 
269 235 281 - 4 Tota l Bu i ld ing Permi ts 

82 82 80 + 3 Value - $ M i l . 12,897 

6,482 8,8 94 -25 
•M 

96.4 129.6 -22 
80.6 112.2 -26, 

12,668 16,387 -21 f 

Nonresident ia l Bui lding Pe rm i t s 
To ta l Nonresident ia l 

Indus t r ia l Bldgs. 
Of f i ces 
Stores 
Hospitals 
Schools 

Res ident ia l Bui lding Pe rm i t s 
389 402 424 - 8 Value - $ M i l . 229 

82 88 43 +91 Res ident ia l Pe rm i t s - Thous. 
54 54 57 - 5 S ing le - fami l y un i ts 4.4 
64 64 68 - 6 M u l t i - f a m i l y uni ts 4.2 
25 26 24 + 4 To ta l Bu i ld ing Permi ts 

8 9 5 +60 Value - $ Mi l . 618 

214 

4.0 
3.7 

616 

355 

6.3 
7.3 

779 

Nonresident ia l Bui ld ing Permi ts 
To ta l Nonresident ia l 

Indus t r ia l Bldgs. 
O f f i ces 
Stores 
Hœpi ta ls 
Schools 

Mi l . Res ident ia l Bui lding Permi ts 
3,090 3,068 4,236 -27 Value - $ Mi l . 4,015 

359 365 381 - 6 Res ident ia l Permi ts - Thous. 
650 641 617 + 5 S ing le - fami ly uni ts 52.0 
506 524 640 -21 M u l t i - f a m i l y units 50.3 
130 101 143 - 9 To ta l Bu i ld ing Permi ts 

19 17 22 -14 Value - $ Mi l . 7,105 

3,947 6,246 

50.5 
49.5 

78.5 
81.0 

7,015 10,482 

GEORGIA 
Nonres ident ia l Bui lding Permi ts 

To ta l Nonresident ia l 
Indus t r ia l Bldgs. 
Of f i ces 
Stores 
Hospitals 
S chools 

$ Mil. Resident ia l Bui lding Permi ts 
983 996 1,067 - 8 Value - $ Mi l . 1,243 1,168 1,055 
145 150 180 -19 Res ident ia l Permi ts - Thous. 
220 223 271 -19 S ing le- fami ly uni ts 23.8 22.4 22.1 

89 100 129 -31 M u l t i - f a m i l y units 12.0 11.0 8.3 
27 23 21 +29 To ta l Bu i ld ing Permi ts 
18 19 26 -31 Value - $ Mi l . 2,227 2,163 2,122 

LOUISIANA 
Nonres ident ia l Bui ld ing Pe rm i t s 

T o t a l Nonresident ia l 
Indus t r ia l Bldgs. 
O f f i ces 
Stores 
Hœpi ta ls 
Schools 

Mi l . Resident ia l Bui lding Permi ts 
925 878 923 + 0 Value - $ Mi l . 619 604 619 

80 85 70 + 14 Res ident ia l Pe rm i t s - Thous. 
297 258 311 - 5 S ing le - fami l y un i ts 10.3 9.8 10.5 -

150 158 134 +12 M u l t i - f a m i l y units 8.1 8.1 8.4 -

28 28 70 -60 To ta l Bu i ld ing Permi ts 
24 25 18 +33 Value - $ Mi l . 1,544 1,483 1,542 + 

Nonres ident ia l Building Pe rm i t s 
To ta l Nonresident ia l 

Indus t r ia l Bldgs. 
Of f i ces 
Stores 
Hospitals 
S chools 

- $ Mi l . 

To ta l Nonresident ia l 
Indus t r ia l Bldgs. 
Of f i ces 
Stores 
Hœpi ta ls 
Schools 

Resident ia l Bui lding Pe rm i t s 
150 167 188 -20 Value - $ Mi l . 162 154 195 

13 13 18 -28 Res ident ia l Permi ts - Thous. 
17 43 44 -61 S ing le- fami ly un i ts 3.3 3.1 3.8 
33 38 39 -15 M u l t i - f a m i l y uni ts 2.1 2.1 2.7 

5 2 10 -50 Tota l Bui ld ing Permi ts 
3 1 1 +200 Value - $ Mi l . 312 321 383 

Mi l . Res ident ia l Bui lding Pe rm i t s > 
666 674 645 + 3 Value - $ Mi l . 425 395 424 + 0 

35 36 63 -44 Resident ia l Pe rm i t s - Thous. 
106 104 105 + 1 S ing le - fami l y un i ts 6.9 6.6 8.5 -13? 
114 111 120 - 5 M u l t i - f a m i l y units 6.8 6.2 4.3 +58 
43 46 14 +207 To ta l Bui ld ing Permi ts 
10 10 8 +25 Value - $ Mi l . 1,091 1,069 1,079 + 1 

NOTES: ' 
Data supplied by the U . S. Bureau of the Census, Housing Un i ts Au tho r i zed By Bui ld ing Permi ts and Publ ic Cont rac ts , C-40. 
Nonresident ia l data excludes the cost of cons t ruc t ion fo r pub l i c ly owned bui ld ings. The southeast data represent the t o t a l of 
the six states. The annual percent change ca lcu la t ion is based on the most recent month over pr io r year. Publ icat ion of F. W. 
Dodge construct ion cont rac ts has been discont inued. 
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GENERAL 

ANN. 
LATEST C U R R . PREV. Y E A R % 

DATA PERIOD PERIOD AGO CHG. 

NOV 
1982 

OCT (R) 
1982 

NOV 
1981 

ANN. % 

CHG. 

Personal Income 
($bi l . - SAAR) 

Taxable Sales - $bi l . 
Plane Pass. A r r . 000's 
Pet ro leum Prod, (thous.) 
Consumer Pr ice Index 

1967 = 100 
K i l o w a t t Hours - mi ls. 
SOUTHEAST 

2Q 2,541.5 2,518.6 2,370.9 + 7 
N.A. N .A . N. A. 

N.A. N.A. N .A . 
NOV 8,637.5 8,657.5 8,613.3 + 0 

NOV 293.6 294.1 280.7 + 5 
JUL 183.6 168.7 195.0 - 6 

A g r i c u l t u r e 
Prices Rec 'd by Farmers 

Index (1967=100) 
Bro i le r P lacements (thous.) 
Ca l f Pr ices ($ per cw t . ) 
Bro i ler Pr ices (« per lb.) 
Soybean Pr ices ($ per bu.) 
Bro i le r Feed Cost ($ per ton) 

129.0 128.0 130.0 - 1 
75,271 73,277 72,411 + 4 

58.10 58.30 59.40 - 2 
24.5 25.1 25.4 - 4 
5.39 5.07 6.03 - 1 1 
198 203 213 - 7 

Personal Income 
($bi l . - SAAR) 

Taxable Sales - $ bi l . 
Plane Pass. A r r . 000's 
Pet ro leum Prod, (thous.) 
Consumer Pr ice Index 

1967 = 100 
K i l owa t t Hours - mi ls . 

.ABAMA 

2Q 301.8 295.3 280.5 + 8 
N .A . N.A. N.A. 

SEP 3,268.7 4,100.7 3,407.1 - 4 
NOV 1,384.5 1,384.5 1,412.0 - 2 

N.A. N.A. N.A. 
J U L 33.8 28.9 33.6 + 1 

A g r i c u l t u r e 
Prices R e c ' d by Farmers 

Index (1967=100) 
Bro i le r P lacements (thous.) 
Ca l f Pr ices ($ per cwt. ) 
Bro i le r Pr ices (<t per lb.) 
Soybean Pr ices ($ per bu.) 
Bro i ler Feed Cost ($ per t on ) 

113.5 119.8 114.5 - 1 
28,231 28,012 26,628 + 6 

53.35 53.19 54.80 - 3 
23.9 24.2 24.2 - 1 
5.44 5.20 6.13 - 1 1 
185 196 205 -10 

• • 
Personal Income 

($bi i . - S A A R ) 
Taxable Sales - $ bi l . 
Piane Pass. A r r . 000's 
Pet ro leum Prod, (thous.) 
Consumer Pr ice Index 

1967=100 
K i l owa t t Hours - mi ls . 

Ag r i cu l t u re 

2Q 33.6 32.7 31.7 + 6 Farm Cash Rece ip ts - $ mi l . 
SEP 21.7 21.1 20.9 + 4 (Dates: A U G , A U G ) 1,167 - 1,190 - 2 

SEP 96.1 107.3 99.9 - 4 Bro i le r P lacements (thous.) 9,406 9,257 8,500 +11 

NOV 53.0 54.0 60.0 -12 C a l f Pr ices ($ per cwt . ) 52.80 52.80 54.40 - 3 NOV 53.0 
Bro i ler Pr ices (« per lb.) 23.5 24.0 23.5 0 

N.A. N .A . N.A. Soybean Pr ices ($ per bu.) 5.43 5.02 6.03 -10 

J U L 4.7 3.8 4.7 0 Bro i le r Feed Cost ($ per ton) 192 215 215 - 1 1 

Personal Income 
($bi l . - S A A R ) 2Q 111.3 109.0 10 2.1 + 9 

Taxable Sales - $ b i l . NOV 66.6 66.6 66.3 + 0 
Plane Pass. A r r . 000's SEP 1,474.2 2,019.5 1,430.2 + 3 
Pet ro leum Prod, (thous.) NOV 68.0 72.0 93.0 -27 
Consumer Pr ice Index - Miami NOV SEP NOV 

Nov. 1977 = 100 156.8 156.1 153.6 + 2 
K i lowat t Hours - mils. J U L 9.2 8.0 9.2 0 
GEORGIA 

A g r i c u l t u r e 
Farm Cash Rece ip ts - $ m i l . 

(Dates: A U G , A U G ) 
Bro i le r P lacements (thous.) 
C a l f Pr ices ($ per cwt . ) 
B ro i l e r Pr ices ( t per lb.) 
Soybean Pr ices ($ per bu.) 
B ro i l e r Feed Cost ($ per ton) 

—— 1 1—!—I 

3,145 - 2,861 +10 
1,852 1,702 1,819 + 2 
55.10 5 4 9 0 55.90 - 1 

24.0 27.0 24.0 0 
5.43 5.02 6.03 -10 
210 205 215 - 2 

Personal Income 
($bi l . - SAAR) 2Q 

Taxable Sales - $ b i l . 2Q 
Plane Pass. A r r . 000's SEP 
Pet ro leum Prod, (thous.) 
Consumer Pr ice Index - A t l an ta 
1967 = 100 
K i l owa t t Hours - mils. J U L 

52.5 51.1 49.2 
37.2 34.5 33.9 

1,294.0 1,510.9 1,458.9 
N .A . N.A. N .A . 
O C T A U G O C T 

297.8 295.6 281.5 
5.2 4.7 5.1 

A g r i c u l t u r e 
+ 7 Farm Cash Receipts - $ mi l . 
+ 9 (Dates: A U G , AUG) 
-11 Bro i le r P lacements (thous.) 

C a l f Pr ices ($ per cwt. ) 
Bro i le r Pr ices (« per lb.) 

+ 6 Soybean Prices ($ per bu.) 
+ 2 B ro i l e r Feed Cost ($ per ton) 

1,785 - 1,780 + 0 
11,307 11,412 11,208 + 1 

49.80 49.40 51.70 - 4 
23.0 23.0 23.5 - 2 
5.42 5.13 6.06 -11 
181 184 200 -10 

Personal Income 
($bi l . - SAAR) 2Q 43.7 42.9 40.4 + 8 

Taxable Sales - $ bi l . N .A. N.A. N .A . 
Plane Pass. A r r . 000's SEP 234.5 272.9 250.1 - 6 
Pet ro leum Prod, (thous.) NOV 1,172.5 1,166.0 1,165.0 + 1 
Consumer Pr ice Index 

1967 = 100 N.A. N.A. N.A. 
K i l owa t t Hours - mi ls . J U L 5.9 5.1 5.6 + 5 

A g r i c u l t u r e 
Farm Cash Rece ip ts - $ mi l . 

(Dates: A U G , AUG) 
Bro i le r P lacements (thous.) 
C a l f Pr ices ($ per cwt . ) 
Bro i le r Pr ices (* per lb.) 
Soybean Pr ices ($ per bu.) 
Bro i le r Feed Cost ($ per ton) 

7 00 - 772 - 9 
N .A . N.A. N .A . 

56.00 55.20 55.60 + 1 
25.0 25.5 26.5 - 6 
5.52 5.29 6.23 -11 
245 245 260 - 6 

Personal Income 
($bi l . - SAAR) 

T a x a t i e Sales - $ b i l . 
Plane Pass. Ar r . 000's 
Pet ro leum Prod, (thous.) 
Consumer Pr ice Index 

1967 = 100 
K i l o w a t t Hours - mi ls . 

2Q 19.7 19.3 18.5 + 6 
N.A. N .A . N .A . 

SEP 29.1 32.5 32.1 - 9 
NOV 91.0 92.5 94.0 - 3 

N .A . N.A. N.A. 
J U L 2.4 2.0 2.4 0 

A g r i c u l t u r e 
Farm Cash Receipts - $ mi l . 

(Dates: A U G , A U G ) 
Bro i le r P lacements (thous.) 
C a l f Pr ices ($ per cwt . ) 
Bro i ler Pr ices ( t per lb.) 
Soybean Pr ices ($ per bu.) 
Bro i le r Feed Cd6t ($ per ton) 

1,008 - 1,0 32 - 2 
5,666 5,640 5,102 +11 
56.50 55.7 0 57.90 - 2 

26.0 25.5 26.5 - 2 
5.45 5.30 6.20 -12 
161 180 185 -13 

Personal Income 
($bi l . - SAAR) 

Taxable Sales - $ b i l . 
Plane Pass. A r r . 000's 
Pet ro leum Prod, (thous.) 
Consumer Pr ice Index 

1967 = 100 
K i l o w a t t Hours - mi ls . 

NOV 
SEP 

J U L 

41.0 40.3 38.6 + 6 
27.4 25.6 25.2 + 9 

140.8 157.5 135.9 + 4 
N.A. N.A. N.A. 

N.A. N.A. N.A. 
6.4 5.3 6.6 - 3 

Ag r i cu l t u re 
Farm Cash Receipts - $ m i l . 

(Dates: A U G , AUG) 
Bro i le r P lacements (thous.) 
C a l f Pr ices ($ per cwt . ) 
Bro i ler Pr ices (« per lb.) 
Soybean Pr ices ($ per bu.) 
Bro i le r Feed Cost ($ per ton) 

911 - 871 + 5 
N .A . N.A. N .A . 
50.10 51.00 52.90 - 5 

23.5 23.5 22.0 + 7 
5.33 5.14 6.05 -12 
170 171 187 - 9 

Notes: 
Personal Income data supplied by U. S. Depar tment of Commerce . Taxable Sales are repor ted as a 12-month cumu la t i ve t o t a l . Plane 
Passenger A r r i v a l s are co l lec ted f r o m 26 a i rpor ts . Pe t ro leum Product ion date suppl ied by U. S. Bureau of Mines. Consumer Pr ice 
Index data supplied by Bureau of Labor S ta t i s t i cs . Agr i cu l tu re data supplied b y U. S. Depar tment of Ag r i cu l t u re . Farm Cash 
Receipts data are repor ted as cumula t ive f o r the calendar year through the month shown. Bro i le r p lacements are an average weekly 
ra te. The Southeast .data represent the to ta l of the sàx states. N.A. = not ava i lab le . The annual percent change ca lcu la t ion is based 
on most recent data over pr ior year. R = revised. 
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f. 
I ' Address Correction Requested 

Federal Reserve Bank of Atlanta 
P.O. Box 1731 
Atlanta, Georgia 30301 

< 

Bulk Rate 
U.S . Pos tage 

PAID 
Atlan ta , Ga. 
P e r m i t 292 

LB 
LIBRARY 
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