Economic

(

i
.
;FEQE@L RESERVE BANK OF ATLANTA : __  JUNE 1983
ﬁ

RIC ES AdJustmg to Dlsmﬂatrong‘eg 2 RARY

Ib;_ 3 19 ﬂ
‘% V EMDAS Atlanta Fed Survey W; ” |

, E* ARMS pIK's Mixed Blessings
giﬁ}AYM EN TS Correspondent Banks’ New Era
REDIT UNION S Goodbye Dehcatessens?

z BAN KS Growth Surge Smce 1979

http //f raser.stloui sfed org/
Federal Reserve Bank of St. Louis



'Economic :
Review i

FEDERAL RESERVE BANK OF ATLANTA "
President: - :
William F. Ford ’

Sr. Vice President and
Director of Research:
Donald L. Koch
Vice President and .
Associate Director of Research:
William N. Cox

Financial Structure: 49
B. Frank King, Research Officer
David D. Whitehead
Larry D. Wall

National Economics:

Robert E. Keleher, Research Officer
Mary S. Rosenbaum

Regional Economics:

Gene D. Sullivan, Research Officer
Charlie Carter
William J. Kahley (2

Database Management:
Delores W. Steinhauser

Payments Research:
Paul F. Metzker

Visiting Scholars:
James R. Barth
George Washington University
James T. Bennett
George Mason University
George J. Benston
University of Rochester
Gerald P. Dwyer L/
Emory University

Robert A. Eisenbeis
University of North Carolina

John Hekman "‘,
University of North Carolina

Paul M. Horvitz ¥ !
University of Houston

Peter Merrill

Peter Merrill Associates

Communications Officer:

PTG R R v

Donald E. Bedwell b
Public Information Representative:

Duane Kline .
Editing: 3

Gary W. Tapp 1‘
Graphics: 4

Susan F. Taylor
Eddie W. Lee, Jr.

The Economic Review seeks to inform the public ,\
about Federal Reserve policies and the economic

environment and, in particular, to narrow the gap !
between specialists and concerned laymen. Views 8
expressed in the Economic Review aren't necessarily L

those of this Bank or the Federal Reserve System.
Material may be reprinted or abstracted if the Review '
and author are credited. Please provide the Bank's

Research Department with a copy of any publication
containing reprinted material. Free subscriptions and
additional copies are available from the Information
Center, Federal Reserve Bank of Atlanta, P.O. Box
1731, Atlanta, Ga 30301 (404/586-8788). Also con- \
tact the Information Center to receive Southeastern g
Economic Insight a free newsletter on economic

trends published by the Atlanta Fed twice a month. 3

JUNE 1983 ECONOMIC REVIEW O VOLUME LXVIII, NO. 6
y
;‘,
Digitized for FRASER e

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



. Do & a;——\-‘ e ‘-";'\ :

N~

Bl

Y Tggm—

.

The Impact of
Disifialion ) ool S 4

Who are the winners and losers when inflation
wanes? This article analyzes the effects of inflation
and looks at southeastern businesses' expectations
concerning future price increases.

MMDAs and Super NOWs:
The Record So:Far. .. .. .....c.iv. 15

How are financial institutions structuring their new
money market deposit accounts (MMDAS)? An
Atlanta Fed survey examines why the MMDA has
been so successful, and how it compares with the
new “Super NOW" account.

The PIK Program’s Mixed Effects. .. 24

Southeastern farmers are responding enthusi-
astically to expanded government farm programs.
The programs already are benefiting some farmers,
but farm suppliers and farm workers may be hurt by
idle acres.

Correspondent Banking
and the Payments System ......... 33

New Federal Reserve competition and the technology
explosion are reshaping the correspondent banking
industry. What will the industry look like in five years,
and how will the payments system itself be affected?

Southeastern Credit Unions:
From Delicatessen
to Stpermarket. -0 2 S L 40

Credit unions are weighing the risks and benefits of
expanding from their traditional “delicatessen” role
to a broader "supermarket’-like role offering many
different products and services. A survey of Georgia
and Alabama credit unions turned up some strong
feelings—and a trend toward a more full-service
orientation.

Depository Institutions:
Trends Show Major Shifts......... 47

How have the major types of depository institutions
evolved over the last 20 years? As banks, thrifts and
credit unions enter the new environment of the
1980s, an analysis of historical trends may help
project how these institutions will behave in the rest
of the decade.

Statistical Summary .............. 55

Digitized for FRASER

e

p://fraser.stlouisfed.org/
deral Reserve Bank of St. Louis



The Impact of
Disinflation

The economic recession of 1981-82, while pain-
ful, saw a significant benefit: a dramatic slowing
of inflation. Inflation, as measured by the Con-
sumer Price Index (CPI), rose 12.4 percentin the
year ending December 1980. By contrast, the
level of the CPIl in December 1982 was only 3.9
percent higher than a year earlier. The Producer
Price Index (PPI) also moved up 12.4 percent
from December 1979 to December 1980; in
1982, its advance was only 1.6 percent. Further-
more, both the CPl and PPl counted near-zero
price hikes in the first quarterof 1983. Forall 1983,
a few forecasters look for inflation to fall below
even the 3 percent level!

But this slowing of inflation shows up very
unevenly to American families. Used car prices
and medical care costs rose at double-digit rates
in 1982. On the other hand, the cost of an at-
home breakfast of steak, eggs and potatoes
actually fell in 1982, as did the price of gasoline
needed to fuel the family car. Overall, though,
the general dampeningof the inflationary fire has

set the stage for healthier future growth in living
standards, particularly if inflation can be contained
in the current economic expansion.

This article will look closely at some of the
important price changes that contributed to the
recent slowing of inflation and will examine how
some people are affected by the current low-
inflation environment. It will also report the
current and expected price experiences of some
business firms in the Southeast. Along the way it
will review how price changes are measured and
why it is important that they are measured

properly.

Costs of Inflation

Inflation refers to a general upward movement
of prices at roughly the same rate. This means
that a given amount of money will buy pro-
portionately fewer goods and services. In addition,
changing market conditions can cause the price
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of a particular good to move up or down com-
pared to all others, independently of the rate of
inflation. Actual price changes reflect a combination
of general inflation and price changes relative to
that general inflation. For example, rising energy
use and other factors caused the price of oil to
rise compared to other products in the 1970s.
However, the rising cost of energy also contributed
to the increase in the aggregate price level in the
decade.

Sustained inflation, whether or not it is expected
by producers and consumers, is costly. If sustained,
inflation eventually erodes a country’s capacity
to produce more, channeling resources away
from long-term investments that build up the
nation’s productive capacity. Typically, it also
causes a shift in the distribution of purchasing
power among citizens.

For example, when inflation is unexpected, as

it may be early in its growth, individuals and
businesses who own real assets (real estate and
gold, for example) benefit. Since prices of such
assets respond to money demand, those assets
provide protection against higher inflation. How-
ever, owners of resources whose prices are fixed
by long-term contracts, like bondholders, lose.
So do those who sell in markets where prices
respond slowly to inflationary pressures.
. Recurring surprises in the rate of inflation can
4 increase uncertainty about the future rate of
inflation. Savers may become reluctant to invest
in long-term financial assets out of fear that
accelerating inflation will erode the value of their
capital. Instead, they may buy short-term assets
that offer protection from large capital losses.

Increased uncertainty also may heighten the
reluctance of buyers and sellers to enter into
long-term contracts. If workers and employers or
suppliers and producers are unsure about future
prices, they will want to renegotiate contracts.
Those additional negotiations cost time and
money. Moreover, planning becomes more dif-
ficult when contracts are made for shorter periods.

Surprise inflation also may waste resources
when asset prices adjust at different speeds to
general inflationary pressures. The varying price
responses change relative prices of goods. In
turn, these “faulty” price signals redirect re-
sources into less useful activities. For instance,
funds may flow into real estate or commodity
speculation and away from long-term financial
assets such as corporate bonds.

Even if inflation is anticipated perfectly, re-
sources may be wasted and relative prices distorted.
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Resources are wasted, for example, by the fre-
quent reprinting of catalogs and posting of new
prices. To cope with inflation, people also may
strive to minimize holdings of non-interest bearing
cash. In this effort they roughly balance the cost
to them of more frequent cash withdrawals
against the loss of purchasing power over time of
idle cash balances. But they could use the
resources expended in productive activity.

Inflation is also a kind of tax. Longer term,
inflation-boosted incomes and the U. S. system
of progressive tax rates cause tax-bracket “creep.”
In effect, taxes are increased without direct
legislative action as incomes are boosted to
higher tax brackets by inflation. The increasing
real tax burdens reduce incentives for consumers
to save and businesses to invest. Capital projects
whose payoff is distant become less attractive in
an inflationary environment than short-run profits
available from less-productive investments. Con-
cernover rising costs helps explain the increased
resolve of the Federal Reserve System to contain
and reduce inflation.

The Recent Inflation Record

Most of us gauge the course of inflation roughly
by comparing the prices of goods we normally
buy with the prices we paid in the “good old
days.” Depending on our age, the reference or
benchmark period may be the depression years,
the decade of the 1950s or, perhaps, the late
1960s. In fact, the U.S. Bureau of Labor Statistics
(BLS) performs exactly the same calculations
when it constructs the CPI.

Changes in the rates of increase in the CPl and
its components in 1980 and 1982 reveal the
extent and composition of disinflation recently.
Overall inflation dropped by two-thirds from
1980 to 1982 but still lingered in 1982. Last
December, the goods included in the CPI market
basket together cost nearly three times as much
as in the reference year, 1967, and were 3.9
percent higher than the previous December
(Table 1).

A closer examination of the components of the
CPI shows that the prices of many goods we
frequently buy actually fell in 1982. Furthermore,
two years earlier many prices were increasing at
double-digit rates. Fruits and vegetables, meat
and eggs all dropped in price at the local grocery
store or super market, for example, helping keep
overall food and drink price hikes below-average.
More importantly, declining interest rates and a
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Table 1. Consumer Prices: Major Expenditure Categories and Declining Subcomponents*

Percent Change Index Value b
CPI-All Urban Consumers: Dec.81 - Dec. 82 Dec. 79 - Dec. 80 Dec. 82
coE e e i ]
Al Items 39 124 2924 ?
Food and Beverages 3.2 10.1 279.1 ﬁ‘
® rice, pasta, cornmeal =4.2 174 1453 ;
® beef and veal =01 5.0 270.2 j
® poultry s 07 15.0 1904 o
® eggs =129 il 1725 {
® fresh fruits and vegetables -09 13.9 2023 7’;
Housing 3.6 137 3163
® homeownership financing, taxes, ?
and insurance =10 23.3 486.2 /
® fuel oil —0.7 20.2 708.7 |
® sofas =10 6.6 118.2 (Y
® TV and sound equipment =16 1.8 10¢.2 ’
Apparel and upkeep 1.6 6.8 193.6 y
® women's apparel (less shoes) =05 1.6 1655 :i
® boys’ and girls’ footwear =23 9.3 129.0
® jewelry and luggage e 214 1422 e
Transportation 1.7 147 294.8 IS
® gasoline —6.6 189 381.3 ;
® automobile parts and equipment =0.5 8.6 136.5 :
® automobile finance charges -8.8 258 173.8 J
Medical care 110 10.0 3443 ’( \
Entertainment 5.6 9.6 2401 *
Tobacco products, personal care, and H |
educational expenses 121 10.1 276.6
*Major expenditure categories show positive increases because omitted subcomponents (whose prices increased) more than offset falling prices for the ‘
subcomponents listed here. ¥
|

glut-caused drop in gasoline and fuel oil prices
held down the CPI's important housing and
transportation components.

The importance of these components’ price
declines can be judged by the share of the
consumer’s dollar spent on these items. Eighty-
three cents out of each dollar spent by consumers
in December 1981 went for food and beverages,
housing and transportation (Chart 1). Within the
“big three,” meats, poultry, fish and eggs accounted
for 3.7 cents, homeownership financing, taxes
and insurance for 12.9 cents, and motor fuel for 6
cents.

Of course, the CPI's price performance was
not uniformly rosy in 1982. Medical care, tobacco,
and personal and educational expenses posted
double-digit price increases. So did pork prices,
led by a hefty 23 percent rise in bacon prices
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(which apparently caused some people to sub- x‘
stitute steak for bacon in the breakfast menu).
Fortunately, these items account for only a small

share of the average consumer’s spending, 8
The Importance of Accurate -
Price Measurement J

i
Accurate measurement of price changes helps

consumers understand how much they are af- / -
fected by inflation. But policymakers and eco-
nomic analysts also need to know the pace of
price changes to judge the effectiveness of anti-
inflation programs, the health of the economy, 4
and the impact of indexation efforts on the 7,
country’s budget. These evaluations begin with §.
the estimation of Gross National Product (GNP). |
GNP is the broadest measure of the nation’s ¥ !
final output produced in a year. GNP is thus a |
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l—f(:hart 1. Consumer Spending
(December 1981)

Pennies Spent Out Of A Dollar

Transportation
Housing 193
46.0

Apparel

46

Medical Care

4.9
Entertainment

Other 3.6

Food & Beverages 4.0
176

summary measure of overall economic activity

and an indicator of the nation’s economic health.

Itis measured by adding up the dollar value of all

the goods and services produced during the
; year. When prices are changing, however, the
value of goods and services includes both quantity
and price changes. To estimate real output alone,
price indexes are used to convert actual dollar
GNP to real GNP. Because the CPI and PPI are
the indexes used to remove the impact of price
changes from GNP, it is important that they are
calculated accurately.

If the price indexes used to adjust GNP are
inaccurate, then measured real GNP will differ
from actual real GNP. For example, if the price
indexes fail to reflect fully increases in the prices
people pay, then we overestimate our well-
being. This is because the faulty indexes remove
only some of the price increases and thus only
part of the purely nominal increase in GNP.
Actual real GNP, in such a case, would be less
than measured real GNP (see Box).

Accurate measurement of price changes also is
important forindexation purposes. Price indexes
are often used to protect the purchasing power
or standard of living of the poor, the elderly, or
workers. For example, since the mid-1970s Social
Security benefits have been indexed to the CPI
to ensure that retirees’ living standards are pro-
tected from inflation. In most recent years, the
cost-of-living increases went into effect in June
and were reflected in July benefit checks. The
. percentage increase equalled the amount of
: change of the first-quarter average of the CPI of
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the current year from that of the previous year. In
1980, this formula produced a 14.3 percent
increase in pensioners’ monthly benefits. This
year, the average monthly benefit will rise by 3.4
percent. But legislation passed by Congress re-
cently to ensure solvency of the Social Security
system will delay this year's adjustment to De-
cember.

The cost of incorrectly indexing social welfare,
Social Security, or labor contract cost-of-living
adjustments has grown in recent years. Currently,
the share of federal expenditures directly linked
to the CPI or related measures has grown to one-
third (or to over one-half if indirectly indexed
expenditures are added). In effect, imperfect
indexing to inflation takes money from Peter to
give to Paul. Those who receive indexed income
will benefit more when the price index used for
indexing overstates their own inflation experience.
That higher benefit is paid from the public coffer,
which is filled with tax collections.

The relative price change that accompanies
such indexation indirectly also causes resources
to be directed toward less useful activities. For
example, businesses may use more capital rather
than more labor if workers are over-compensated
for inflationary price increases. The bigger pay
increase can occur if cost-of-living adjustment
(COLA) clauses are pegged to overstated inflation
in the CPI.

Recent Disinflation: Patterns
and Implications

Several factors that fueled inflation in the late
1970s began to reverse themselves in 1980, thus
helping to cool prices in the 1981-82 recession.
Bountiful crop years worldwide combined with
slowing demand (due largely to the worldwide
recession) to dampen food price increases, for
example. Low commodity prices generally, spurred
by intense international price competition, have
played an important partin limiting price increases.
The softening of international oil prices is a well-
publicized example of the commodity price bust
that occurred in 1982. Together, the strong
foreign exchange value of the dollar and world-
wide recession caused U.S. import prices to
decline in 1982, led by lower prices for crude
petroleum and food products. These factors also
lowered domestic inflation.

Anti-inflationary monetary policy and deregu-
lation of industries such as trucking, airlines, and
telecommunications also helped slow price in-
creases. Restrained growth in money and credit

7



How Good Are The Price Indexes?

The use of inaccurate or incomplete information to
estimate price indexes biases the measures from their
true values and causes a variety of distortions in the
economy and in the distribution of national income.
Economists have identified several problems and issues
in the construction and use of price indexes. Some
issues are related to the calculation of real GNP esti-
mates from current dollar estimates, while others relate
to the use of price indexes to estimate changes in living
costs.

One way that the methodology of constructing price
indexes can affect the index value, and thus the estimated
value of real GNP, is the use of prices listed in producers’
price catalogs rather than prices actually paid by buyers.
Tracking price changes from information on list prices
can underestimate actual price declines in times of
economic weakness if price discounting is prevalent.
Similarly, tracking posted prices can underestimate
inflation in boom periods if producers charge extra to
allocate scarce supplies. The “transactions-list price”
issue has been important historically in construction of
the producer price indexes. It is of little importance with
respect to the Consumer Price Index (CPI), however,
because field workers traditionally have collected prices
of consumer goods and services on an actual trans-
actions basis.

They also argue that the CPI overstated the rise in the
cost of living in that period.

One reason the CPI may have overstated inflation is
that, before last January, the official CPI treated the rise
in the asset (investment) value of homeownership as an
increase in the cost of living. In fact, a rise in housing
values can represent an increase in wealth for home-
owners who are not buying in the period of rising prices.
This is because they could sell or refinance the housing
asset or lessen other forms of saving to capture the
capital gain associated with the housing price increases.
The CPI also tends to be sensitive to mortgage interest
rate changes and to attach too much importance to
housing because mortgage costs are counted along
with the purchase price.

The CPI is said to overstate cost of living increases
because it tracks prices of a fixed market basket of
goods and services despite changing consumption
patterns. If consumption patterns change from the
fixed, base-year market basket, then tracking the cost of
buying the base-year basket will measure inaccurately
the change in the cost of the more recently chosen
market basket. Furthermore, if the prices of the original
market basket increase faster than the actual goods
chosen more recently, then the CPI will overestimate
the increased cost of living.

agme . SRM

MRalE Ry e,

The Bureau of Labor Statistics (BLS) has addressed Economists at the BLS are well aware of these v‘

this pricing weakness in its current comprehensive “shortcomings.” Starting with the January CPI for all 4
revision of the Producer Price Index (PPl) program. BLS urban consumers, BLS changed the way homeowner-
is revising and improving the measurement of producer ship cost is officially measured. The new approach *,’
price changes to reflect adequately prices at which measures what a family would have to pay if it rented its &
transactions actually occur. Currently, 191 out of the home, filtering out the investment aspects of owning a
493 mining and manufacturing four-digit industries in home. Thus, wild swings in homeownership costs caused
the Standard Industrial Classification (SIC), or almost by volatile interest rates are eliminated. (In 1981, one-
40 percent, are being calculated using procedures that third of the rise in the CPl was caused by rapidly ’
adequately capture transactions prices. These 191 escalating mortgage interest rates.) f
industries represent 57 percent of the value of all A major conceptual and measurement problem arises, i
mining and manufacturing shipments. By 1986, all 493 however, in attempting to adjust for the changing *
mining and manufacturing industries will be calculated market basket. Essentially there is no way of knowing :
using the improved procedures. (Additional industries whether a change in observed consumption patterns {
are brought into the system at six-month intervals.) results in a higher or lower standard of living. A change .

Other problems also bias the producer price indexes can be caused either by varying prices or by a change in 3
over the business cycle. These problems include adjust- consumer preferences. For example, if the Smith family |
ment for changes in the quality of products over time, begins to skip its usual Sunday afternoon ride through i
reliability of reporter response, and other sampling and the countryside because of rising gasoline prices, its :
price measurement problems. Unfortunately, the net standards of living is lower. If we want to use the CPI to A
direction and magnitude of bias is unknown when all of index incomes to preserve living standards, the index 1
these factors are taken into consideration. should not count this market-basket change. If, how- fid

The most widely used measure of inflation, and the ever, the family foregoes the car ride so they can all go
one used for indexation purposes, is the CPlL. Two jogging together, then a measure used toindexincome ~ ~
frequently noted “shortcomings” of the CPI are the way should reflect this kind of market-basket change. This
it measures homeownership costs and its use of a fixed example illustrates that, in practice, there is no practical
market basket. Critics of the CPI argue that these way to formulate the CPI so that it can be used exactly £
factors help explain why the CPlI increased at a faster to index incomes to a particular living standard. \
rate than some other indexes of inflation in the 1970s. 4

\
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curbed aggregate demand and prices while de-
regulation increased competition and thereby
drove prices down. In 1982, intense price com-
petition in the trucking industry helped restrain
food price increases due to transportation costs.
But the competitive pressure brought on by the
recession itself also strongly deterred many price
increases. In agriculture, for example, bargain-
basement prices on farm machinery sold at
foreclosure auctions were due to weak demand.
in other industries, hard times have forced busi-
nesses to hold “garage sales” or to offer deep
discounts (on, say, rentals of oil-drilling rigs). In
these and other ways the recession played a
critical role in reducing inflation.

Naturally, some factors responsible for the
current disinflation are likely to change in the
future. For example, favorable weather and crop
conditions will not persist indefinitely. Further-
more, resumption of healthy world economic
growth will reduce downward price pressure
resulting from weak demand. But mounting evi-
dence indicates that fundamental factors affecting
inflation are improving. Even if progress against
inflation abates, gains already made have had
noticeable effects on different groups in society.

One difficulty in assessing who “wins” and
who “loses” from slowing inflation is that the
answer partly depends on whether the changed
environment is anticipated. For example, in-
vestors demand an inflation markup in return for
any expected falling purchasing power of money
they lend. Whether they “lose” thus depends on
the accuracy of their inflation forecast.

Another fundamental difficulty is that gains
and losses from slowing inflation are relative. This
means losers from inflation still suffer in a disin-
flationary environment, but they lose less; the
opposite is the case for gainers from inflation.’
For example, pensioners who receive a fixed
dollarincome, such as beneficiaries of insurance
company annuities, suffer a smaller drop in
purchasing power when inflation slows, but their
purchasing power still declines. Similarly, borrowers
paying down old loans with inflation-cheapened
dollars still benefit, but less so, as inflation abates.

Despite these complications, there are gainers
and losers from a slowing of inflation. Prices do

'Although prices actually fell in early 1983, it is unlikely that we are in the
midst of an actual deflation, or sustained period of falling prices. The
existence of long-term wage and resource-supply contracts, indexed
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not all rise or fall at the same time. Prices in some
markets, such as raw commodities, almost always
begin to rise more promptly than in other markets,
such as for final consumer goods. Prices also do
not all move at the same pace. For example, the
rate of inflation and nominal interest rates do not
move in lock-step. As a result, changing inflation
rates can turn losers into winners.

How do different inflation rates affect lenders
and borrowers? Suppose the actual interest rate
is 10 percent when prices are rising by 9 percent,
as was the case for a time in 1980. This situation
provided an investor with a one percent real
return, only about one-third the historic average.
If an investor had lent $10,000 for one year then,
he would have received back only $9,100 in real
purchasing power when the debt was paid off by
the borrower, plus $1,000 in interest worth $900
in real purchasing power. Furthermore, this in-
vestor, if in the 50 percent tax bracket, would
have had to pay $500 in taxes on the interest
income. After lending $10,000 for one year, he
would have been left with a total real after-tax
purchasing power of less than $9,600. In other
words, for this lender the real after-tax interest
return was negative.

The borrower, on the other hand, gained in the
same circumstances. If he was also in the 50
percent tax bracket, he made an after-tax interest
payment of only $500 (half of the $1,000 paid in
interest was deducted from income) and gained
$900 from the decline in the real value of the
$10,000 principal payment. Thus, his after-tax
real cost of borrowing was minus 4 percent.

social security payments, welfare programs and unemployment compen-
sation, and the minimum wage law make it practically impossible for
prices to fall for a sustained period of time.



Other interest rate and inflation scenarios can
generate quite different results, of course.? For
example, zero inflation with a 10 percent nominal
interest rate would generate an above-average
real after-tax return to the lender and a high cost
to the borrower. In general, disinflation benefits
creditors because the dollars they are repaid will
buy more than they would otherwise. The dollars
received by bondholders and others on fixed
incomes also stretch farther. Debtors, on the
other hand, must pay off in “harder” money,
particularly when inflation slows unexpectedly.
The benefit to them of higher inflation thus
declines.

Gainers and Losers from Disinflation

The changing inflationary environment actually
affects most of us in many ways. As savers we win
as inflation is checked, but we may lose as
homeowners. Where we live and who we work
for also helps to determine whether we gain or
lose as individuals and as group members. We
are likely to be affected in many ways simul-
taneously, in some ways favorably and in other
ways adversely. For example:

@ Businesses With slowing inflation, low-cost
producers with strong balance sheets should be
in better shape than highly leveraged firms. As
inflation slows, benefits to businesses of paying
off debt with cheaper dollars is diminished and
thus liquidity strains on highly leveraged firms
are heightened. This is because actual revenues
fall short of revenues projected on the basis of
continued high inflation, while the dollar pay-
back schedule remains unchanged. In 1982, high
interest rates also limited the capacity of leveraged
firms to roll over or expand debt. That is why
bankruptcies climbed across the nation during
the year.

Moderating inflation and inflationary expectations
have caused nominal interest rates to fall and
long-term funding of investment projects through
bond and equity issues to pick up. The AAA
corporate bond rate dropped from over 15
percent in mid-1982 to 11.5 percent this April.
During this same period, there was a substantial
increase in the gross proceeds from new offerings

2|nflation can either speed up the real effective pay-back schedule for a
loan (but not the total real amount repaid) or cancel a portion of the real
payment that would be paid with zero inflation. The amount cancelled will
be zero only if the nominal interest rate—the real interest rate plus the
inflation markup—fully incorporates the inflation experience.

10

of corporate stocks and bonds. Firms not already
saddled with a heavy debt load are in better
position in this queue for funds.

@ Industries As interest rates and their inflation
markup component drop along with inflation,
interest rate sensitive businesses such as housing
and transportation are benefiting. Potential buyers
of homes and cars who were unable to qualify for
loans at the higher financing rates are coming
back into the market. For example, overall mort-
gage interest rates fell from a high of 16.1 percent

in May 1982 to an average of 13.0 percent in
March. Because of the sharp decline in interest
rates, combined with relatively flat home prices
and rising incomes, the monthly payment (prin-
cipal and interest) on the median-priced existing
home fell 16 percent from May to March. This
means the average family needed to devote 30.6
percent of its income to buy the home in March,
down from the 38.3 percent in May 1982.

In housing finance, there has been a decline in
variable rate mortgages (VRMs) and an increase
in fixed-rate mortgages. Home buyers prefer
fixed-rate mortgages because they know how
much they will be paying over the life of the loan.
According to the Federal Home Loan Bank Board,
the share of VRMs dropped from 45 percent of
new loans in March 1982 to 30 percentin March.
This decline is linked to lenders’ reduced fears
and uncertainty about inflation.

On the other hand, speculative real estate
ventures, particularly those associated with crea-
tive financing of office buildings and farmland,
may suffer as occupancy rates and rental increases
fall short of the rise expected before inflation
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abated. Rentals have softened in many cities and
the national office vacancy rate climbed rapidly
in 1982. By December, the Coldwell Banker
office vacancy index was 10.3 percent, more
than double its year-earlier level. For many cities,
1982 was a record year for new office construction
and many construction projects will be completed
this year. This new space suggests continued
softness in occupancy and rental rates.

Lower inflation also deflates the capital gain
that can be expected from tangible asset inflation-
hedges. Tax shelter activities generally, including
oil-drilling activity and purchase or lease of
computers and other tangible assets, are becoming
less attractive. As inflation-caused bracket creep
slows, after-tax real returns to these investments
become less attractive.

® Government The slowing of bracket creep
will slow government revenue growth. But reduced
inflation accompanied by declining interest rates
also will benefit public borrowers by lowering
the debt-servicing burden of public debt. Lower
interest rates reduce the cost of rolling over
existing debt or financing additional deficits. By
lessening bracket creep, lower inflation may
even slow the growth of the underground economy
by reducing the incentive to avoid the real tax
hikes that accompany bracket creep.

® Consumers To the extent that buyers lower
their expectations of inflation, the “buy now, pay
later” attitude will be reined. With prices falling
or increasing less rapidly, the incentive to buy in
advance of use is reduced. Some economists
even argue that consumers are now liquidating
household goods accumulated in the high inflation
period.

The higher after-tax return that accompanies
reduced inflation and bracket-creep should favor
saving at the expense of consumption. (The
Reagan administration’s tax cuts also will spur
more saving out of income). If consumers are
slow to perceive reduced inflation, but not the
reduced growth of their paycheck, spending out
of slower-growing income also may lag as con-
sumers feel poorer. However, rising wealth from
higher prices of financial assets such as stocks
and bonds should spur consumer purchases of
goods and services.

® Workers Cost-of-living adjustment clauses
in labor contracts have been moderating to
reflect the lower inflation environment. Lower
adjustments reinforce the gain already made
against inflation by cutting prospective labor
costs to businesses; they also help to keep
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workers’ jobs. However, other cost-cutting efforts
to ensure profitability in a low-inflation, com-
petitive environment may slow the recall of laid-
off workers. The closing of high-cost plants in the
“smokestack” industries is an example of these
efforts.

® Regions If wage rates in non-unionized mar-
kets are determined competitively while union
wages lag in adjusting to reduced inflation, then
southeastern workers’ incomes may trail those in
other regions. This is because relatively few
southeastern workers work under wage contracts

indexed to inflation. In 1980, fully 25.2 percent
of all nonagricultural workers nationally were
union members compared to only 16.5 percent
in the Sixth District states.

Slower inflation should slow the shift of wealth
from households, which are net savers as a
group, to businesses and governments, which
are net borrowers. This will likely generate com-
plex gains and losses in the Southeast. On the
one hand, businesses are owned disproportionately
by wealthier individuals, and the Southeast has a
disproportionately high share of the poor. (In
1979, Sixth District states had a greater share of
people with incomes below the poverty level
than the nation as a whole.) But government
transfer payments also account fora higher share
of personal income to Sixth District residents
than nationwide. A slowing of these transfers
may result indirectly from a reduction in the shift
of wealth to the public sector.
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The Southeast also may be affected adversely
as inflation slows because the region is a net
importer of capital, and the benefits of repaying
debt with cheaper dollars will decline. But lower
inflation and deregulation of capital markets also
encourage greater saving and investment. A
larger inflow of capital might result because of
the relatively good investment opportunities in
this part of the Sunbelt.

The cooling inflation environment also has
caused businesses to alter their selling practices.
As the inflation rate has dropped, many sellers
have tried to hold the price line and maintain
market shares by offering liberalized credit terms,
discounts, rebates, and other inducements.

Southeastern and National Outlook

To find out more specifically how business
practices have been affected by the lower in-
flation environment, the Atlanta Fed surveyed
corporate buyers in the Southeast in April. In
general, their experiences are in line with the
way we, as individuals, have responded as thrifty
consumers. Their outlook for the remainder of
this year also sounds a cautious, but optimistic,
tone.

That mail survey, directed at more than 40
current or former presidents of local chapters of
the National Association of Purchasing Manage-
ment in seven states, found the respondents
optimistic that inflation will continue to be re-
strained, at least for the immediate future. The
corporate buyers—from Alabama, Arkansas, Florida,
Georgia, Kentucky, Mississippi and Tennessee—
look for overall price increases in the modest 5 to
6 percent range as of year-end 1983.

A majority of the survey respondents reported
that buyers are negotiating more with sellers.
They also have been avoiding commitments to
long-range contracts and are, instead, keeping
material input inventories low. As a consequence,
they are buying in smaller quantities, on an as-
needed basis, when possible.

Buyers also are very cost-conscious and cash
management-oriented. They appear to have been

3In general, stable prices (and an unchanged distribution of factor
incomes) can result ifincreases in compensation per employee man-hour
equal the trend of labor productivity. Suppose, for example, that
compensation (wages plus fringe benefits) per hour is $10 and that
output per man-hour is one unit. Unit labor cost, or the labor compen-
sation cost required to produce one unit of output, is thus $10. If labor
productivity improves by 2 percent, then output per man-hour rises to
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successful in lowering costs, often by resisting
price increases. One buyer reported that his
company “doesn’t honor price increases.” Another
noted that “discounting is more than usual.”

These spokesmen—and women—for business
also provide at least a partial perspective on the
trend of production costs. The underlying “core
inflation rate” is dominated by movements in
wages and productivity, although capital and
energy costs are sometimes important as well.
Nonrecurring factors such as weather conditions
are of minimal importance in calculating the core
rate.> Our respondents seem to be optimistic
regarding cost increases in 1983, including labor
compensation. Unsurprisingly, given their jobs,
they are uncertain about the outlook for worker
productivity.

Nationally, evidence suggests that the growth
of productivity (real business product per labor
hour), which declined throughout much of the
1970s and into the early 1980s, is poised to
climb in the economic recovery. Although the
average annual productivity index value for 1982
was only one percent higher than in 1977, a
continued economic upswing undoubtedly will
bring a more rapid increase in output than in
man-hours worked. Indeed, first quarter 1983
data for the manufacturing sector showed pro-
ductivity advancingatan 8.3 percentannual rate;
it fell 1 percent in 1982. A gain in output per

worker typically occurs during the early phase of .

expansions as employers rely on their most ex-
perienced workers and most efficient equipment.
Cost-cutting efforts in recessions pay off in reduced
machinery down-time and better manpower
and equipment in recoveries.

Several longer-run factors that affect produc-
tivity also are turning positive. Worker efficiency
may improve throughout this decade because of
management and technological innovations, an
increase in the amount of capital per worker, and
favorable demographic characteristics of the work
force. Certainly, these changes are responsible
for an outpouring of articles on such topics as
robotics and computers, quality circles and Japa-
nese management techniques, and the conse-
quences of a maturing Baby Boom generation.

1.02 units. If the worker receives a 2 percent hourly raise in compensation,
then he will get $10.20 per hour. But the unit labor cost will remain
unchanged at $10. If the price of the output also remains the same, then
the difference between the price of the product and unit labor cost also
remains the same. However, profits will increase by 2 percent because of
the 2 percent increase in production.
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The passage of tax incentives to encourage
investment, deregulation of certain industries,
and the closing of energy-inefficient plants in
recent years add to the rosy productivity outlook
for the 1980s. The lowering of inflation also
should enhance productivity by shifting funds
toward high-yield capital projects.*

A second major variable that determines the
core rate, worker compensation, also is moving
toward lowering unit labor cost. (Unit labor cost
measures compensation per unit of output.)
During the 1981-82 recession, many unions
opted for wage freezes to save jobs. Collective-
bargaining settlements negotiated in the first
three quarters of 1982 produced the lowest
wage increases since the BLS started compiling
such data in 1967. (About two-thirds of the
improvement was due to areduction in COLAs.)
Compensation per hour for the entire business
sector rose by just over 7 percent in 1982, the
smallest increase in a decade, and substantially
below the 10 percent average for 1980 and
1981.

National collective-bargaining settlements in
1983 also are expected to be moderate. In fact,
the master agreement that went into effect
March 1 at eight major steel producers’ plants
reduced wage rates about 9 percent and limited
cost-of-living payments. It led an overall 1.4
percent drop in collective-bargaining settlements
in the first quarter, the first such drop since the
government began tracking them 15 years ago.
Typically, the master steel contract has set the
pattern for other steel contracts and has set the
tone of negotiating talks in other industries, such
as aluminum and copper.

Most of our survey respondents expect em-
ployer expenditures on wages and salaries, Social
Security, private pension and health plans and
other fringe benefits to grow about the same in
1983 as in the fourth quarter of 1982. During the
fourth quarter, these costs gained 5.5 percent.
During the first quarter of 1983, hourly com-
pension nationally increased only 4.7 percent,
the smallest jump since the fourth quarter of
19771

Because employee compensation accounts
for about two-thirds of all production costs, the

“Against these positive trends lies the danger, according to many economists,
that burgeoning federal deficits will “crowd out” private investment.
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Chart 2. Price Indexes
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improved performance of unit labor cost over-
shadows the influence of energy, capital costs
and nonrecurring factors on inflation. However,
the news on these fronts also is positive, parti-
cularly the drop in world oil prices. Data Resources,
Inc. estimates that the $5 rollback of crude oil
prices will slice 2.8 percentage points off the rise
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in the PPl in 1983 and 1 percentage point off
consumer price inflation.®> Meanwhile, the U.S.
Department of Agriculture expects food prices
to remain stable for another year.

Nonlabor supplier price increases expected
by our survey respondents show no clear statistical
central tendency, nor do their responses to a
question on expected price hikes in their own
industries in 1983.

Unfortunately, statistical tests of the survey
results are inappropriate because of the limited
sample size. In addition, responding firms include
both durable and nondurable manufacturers as
well as nonmanufacturing businesses, and the
outlook among these sectors differs.® Despite
these statistical limitations, majorities in our
survey do expect historically modest purchase
and sales price hikes.

Typically, the costs of raw materials, whose
prices are among the first to decelerate or actually
decline in economic downturns, begin to accele-
rate early in expansions. A pickup in demand is
reflected in rising prices of raw materials and
other basic commodities particularly sensitive to
increased demand. Because raw materials are
used to produce more finished goods, higher
commodity prices are built into final goods
prices. In this way, rising basic materials prices
help explain intermediate goods prices which, in
turn, explain prices for final products. These
usual patterns also may explain why the responses
we obtained differ.

Several indexes of commodity prices have
been rising since late in 1982, following sharp
declines inthe 1981-82 recession. The Journal of
Commerce’s index of spot prices, for example,
increased by 15 percent from November 1982
to mid-April 1983. However, the index was still
18 percent lower than in November 1980 when

SDRI, U.S. Review, April 1983, p. 171.

SA survey of businesses conducted by the U.S. Bureau of Economic
Analysis in November-December 1982 showed that manufacturers ex-
pected the prices of goods and services they sell to increase by 5 percent
in 1983, a slightly higher rate than in 1982. Public utilities prices, though,
are expected to rise by 12.5 percent.
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it started a steep 30 percent decline which lasted
for two years (Chart 2). The index was paced
downward in the recession by precipitous peak-
to-trough declines in metals (49.1 percent) and
grains (30.1 percent) since 1980.

The recent partial recovery of spot prices has
been led by a rebound in metals and grains
prices. From November through mid-April grain
prices jumped by almost 27 percent. The roller-
coaster ride of these commodity prices reflects
their sensitivity to demand.

Our respondents strongly indicated that a rise
in raw material prices, including energy costs,
would be a sign of a rekindling of inflation. These
buyers also indicated that they have noticed
some increases in materials prices—specifically,
in metals prices. But, overall, they said that it is
still a “buyers’ market.”

Many economists argue that the current raw
material price increases confirm a pickup of
economic activity and return of prices to profitable
levels from below-cost prices during the recession.
They say industrial commodities constitute only
a small share of the cost of finished goods and,
thus, exert little direct inflationary pressure.
Nevertheless, future movements in these sensitive
commodities prices will be watched closely as a
leading indicator of the probable course of
future price changes.”

Clearly, because the future is inherently un-
certain, so are the inflation expectations of cor-
porate buyers in the Southeast. But their outlook
for overall price increases by the end of this
year—in the 5-6 percent range—is encouraging.
Their experiences also suggest that inflation has
been brought under at least temporary control.

—William J. Kahley

7Some other common, although not always accurate, leading indicators of
a pickup in inflation (or inflation expectations) are rising precious metals
prices and long-term interest rates and a drop in the foreign exchange
value of the dollar. Precious metals are viewed by investors as an inflation
hedge, as are some foreign currencies, while rising long-term interest
rates may incorporate a rising inflation-risk premium.
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MMDAs and
- Super NOWs:
: The Record So Far
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The money market deposit account (MMDA)
is one of the most successful new accounts
5 ever to be offered by commercial banks or, for

that matter by any type of financial institution.
In the course of just four and one-half months
this new instrument pulled in better than $340
billion, dwarfing the combined total of the
money market mutual funds. Super NOWs,
while enjoying some success, have by no means
measured up to expectations. This article tracks
the history of these new accounts and reports
onarecentAtlanta Fed survey on their character-
istics and public acceptance in the Sixth Federal
Reserve District.
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Characteristics of the New Accounts

The MMDA has the following characteristics:
(1) the account must have an initial average
balance of at least $2,500; (2) the account does
not have to have a minimum maturity require-
ment but the offering institution is required to
reserve the right to require at least seven days

e
.

An Atlanta Fed survey revealed wide variations in
interest rates on both MMDA and Super NOW
accounts. Unless its features are adjusted, the Super

il [l W B, e

i NOW account seems unlikely to match the MMDA’s

. popularity with consumers.
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notice prior to withdrawal; (3) the account has
no interest rate ceiling on deposits as long as
the average balance requirements are met; (4)
the account can be checkable, but the account
holder is limited to a total of three preauthorized
transfers and no more than three checks per
month; (5) deposits in MMDASs up to $100,000
are insured; (6) the reserve requirement on the
MMDAs is zero on personal accounts and 3
percent on nonpersonal accounts; (7) the ac-
count is available to all depositors including
corporations.

The Super NOW account differs from the
MMDA in three important respects. First, the
Super NOW account provides the depositor
with unlimited checking facilities. Second, it
carries transaction account reserve requirements
that effectively reduce the interest rate the
financial institution is willing to offer the depositor.
Therefore, the money market accounts, having at
most a small reserve requirement, carries higher
rates than the Super NOW. Third, the Super
NOW account is available to individuals, pro-
prietorships, and nonprofit organizations but not
to corporations.

Banks and thrifts nationwide actively advertised
the new accounts. Price competition was re-
markable in some areas. For example, many
banks and thrift institutions in the Atlanta area
advertised what was termed a “bridge account”
that would automatically convert to an MMDA
on December 14. In order to attract consumer
attention, many of the Atlanta institutions offered
high interest rates on these new accounts.

First National Bank of Atlanta started the
melee by offering 18.65 percent for the first
30 days on its money market deposit accounts.
The 18.65 percent did not reflect market condi-
tions for money but instead represented the
date that the First National Bank was chartered.
Reacting to this offer, many of the banks and
S&Ls in the Atlanta area quickly jumped in and
advertised introductory rates ranging from 20
to 22 percent for the first 30 days. The result
was a very rapid inflow of funds into the new
type of account. In fact, it was such a rapid
inflow of funds that the offers were either
severely limited or eliminated after just a day
and a half to two days. Although the Atlanta
experience was unique in the nation in terms of
the number of institutions involved, a substan-
tial number of financial institutions across the
country offered rates at these levels. By all
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indications the attempt was extremely success-
ful. For example, one bank in the Coral Gables,
Florida area attempted to raise $5 million by
offering 25 percent on a bridge account going
into an MMDA. Within two days this bank had
raised better than $20 million and was forced
to discontinue the offer. (This bank almost
doubled in size as a result of offering 25
percent on MMDA accounts.)

“The funds remained
even when rates fell...”

Although the Atlanta banks were trying to
attract permanent money, the extremely high
rates offered on these MMDA accounts were
expected to draw “hot money,” money that is
very sensitive to interest rates. In general the
Atlanta banks expected a substantial outflow
of these funds when rates returned to more
normal levels. A survey of the institutions,
however, revealed that funds shifted into the
new types of accounts were by and large not
hot money. The funds remained even when
rates fell to a level comparable to those offered
by the money market mutual funds. The extreme-
ly high rates were in effect for only 30 to 45
days. Some of the bridge accounts were initiated
almost 15 days prior to December 14, the date
on which the MMDA could be offered, which
meant that the depositor could earn the intro-
ductory high rate for the period covered by the
bridge account and the first 30 days of the
MMDA. Four days after the 30 day period had
expired, a telephone survey of Atlanta bankers
indicated that they lost less than ten percent of
the funds attracted by the high introductory
offer. The Atlanta banks have continued to
build these accounts and have experienced no
strong runoff as a result of going back to market
rates comparable to those offered by the money
market mutual funds.

Other than the characteristics mandated by
the DIDC, the characteristics of the new account
were left largely to the financial institutions
offering the accounts. For instance, although
the DIDC mandated a $2,500 minimum balance
requirement, financial institutions can require
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substantially greater minimum balances. Al
though the DIDC authorized financial institu-
tions to allow checking privileges on the new
account, they are not required to do so. As a
result, the exact characteristics of the MMDAs

Table 1. MMDA and Super NOW Deposits in U.S.
Compared to Other Types of Accounts
($billion as of end of April, 1983)

differed substantially among financial institu- _Total

tions. For example, some commercial banks, in

the belief that the consumer was looking for an Lo i
~ investment account and not a transaction ac- Super NOW e
Q count, did not offer the checkable privileges on Demand Deposits 2423
4 their MMDAs. This reduced their costs and Other Checkable Acciuntss 908
- allowed them to pay slightly higher rates than S itar 3907
I the MMDAs, which carry the checkable privi- G e :

leges. Money Market Mutual Funds*** 176.1

Financial institutions also have a great deal of

5 £ N : *  excluding Super NOW
1 leeway in shaping their Super NOW offering. In “ MMDA e
i i 1 *** General Purpose, broker/dealer and Institutional,
4 fact, in an attempt to avoid the reserve require- otk ol

Wl

9 it

e

-

ments imposed on the Super NOW accounts,
at least one financial institution offered what
appeared to be a Super NOW but what was in
fact an MMDA tied by a sweep arrangement to
a regular NOW account. Since the MMDA
account allows three preauthorized transfers
and up to three checks per month, a sweep was
used to automatically transfer funds from the
MMDA account to a checkable NOW account,
thus avoiding the reserve requirements on the
Super NOW while allowing the depositor un-
limited checking facilities.

The obvious reasons why the Super NOW
has experienced less success than the MMDA
are that the MMDA was offered first with
limited checkable privileges, and the MMDA
pays a higher rate to the depositor because it
lacks reserve requirements on personal accounts.
The depositor gains little by establishing a
Super NOW unless the unlimited transaction
facility is necessary. Therefore, it is not surprising
that the Super NOW has experienced less

Results of the Sixth District Survey

The survey consisted of a random sample of
176 banks and S&Ls in the Sixth Federal Reserve
District. It was carried out over a one month
period, and each respondant was resurveyed
during the middle of April to establish compara-
tive rates on the MMDASs and Super NOWs. Of
the total number of organizations surveyed,
approximately 80 percent of the institutions
offered both the MMDA and the Super NOW
account. Sixteen percent offered only the MMDA
and only 6 percent said that they offered neither.
Clearly, the Super NOW account is viewed as a
complementary service to the MMDA; the Super
NOW was never offered by itself (see Table
25

Of those institutions that offered both the
MMDA and the Super NOW, 84 percent
allowed checks to be written against the MMDA

B consimer acceptance than did the MMDA account. Of those institutions that were only
I Table 1 shows a comparison of the size of the offering theMM_DA accognt,91 percentallowed
MMDA and Super NOW relative to other types checks to be written against these accounts. In
. of accounts as of April 1983. the case of banks that offered only the MMDA
¥ accounts, we found that 100 percent allowed
1 To understand more about the MMDA and checks to be written against the MMDA ac-
4 the Super NOW accounts, the Federal Reserve counts. Only some S&Ls offering only the
¢ Bank of Atlanta surveyed institutions within MMDA accounts would not allow checks to be

¢ # » our district. We wanted to find out: (1) what written against these accounts.
were the characteristics of the Super NOW and Ninety one percent of the institutions offering
o the MMDA accounts currently being offered; the MMDA required only $2,500 as their mini-
~ (2) what were the sources from which funds mum. One percent required $3,000, seven
- flowed into these accounts and (3) how were percent required $5,000 as a minimum and only
4 consumers accepting the new accounts. one required $10,000 or more as a minimum
o FEDERAL RESERVE BANK OF ATLANTA 17
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Table 2. Banks and S&Ls Offering MMDA and/or
Super NOW Accounts

Percent of
Banks and Percent of Percent of
S&Ls Banks S&Ls

MMDA and <
Super NOW 80 79 82
MMDA Only 16 16 16
Super NOW
Only 0 0 0
Offering
Neither
Account 6 5 4

Source: Federal Reserve Bank of Atlanta Survey

initial deposit. These same institutions that also
offered Super NOWs indicated that 94 percent
required the $2,500 for the Super NOW, zéro
required $3,000, five percent a minimum of
$5,000 deposit and one percent required $10,000
or more. Of those institutions that offered only
the MMDA, 91 percent required $2,500, five
percent required $5,000 and five percent required
$10,000 or more. Few institutions were giving up
the checkable feature as a cost saving method.

Some of the money market mutual funds also
require that you make minimum additional
deposits. We thought it would be interesting to
find out how many of the banks and S&Ls
reserved this privilege also. We found that of the
organizations that offered both the MMDA and
Super Now accounts, 87 percent had no minimum
on additional deposits. Only six percent had
$100 minimums, five percent had $500 minimums
and one percent required a minimum of $2,500
on additional deposits. For the Super NOW, the
same group, 95 percent required no minimum
size on additional deposits, four percent required
$100 and one percent required $500. Of those
institutions offering only the MMDA, 100 percent
indicated that they had no minimum additional
deposit size requirement.

If the minimum balance on the MMDA falls
below $2,500 and following customer notification
is not brought back to this level, the account falls
out of the MMDA category and is reservable as a
transactions account. This effectively increases
the commercial bank’s cost associated with the
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account. If the same occurs on a Super NOW
account, it becomes ineligible to pay money
market rates. Therefore, we examined the pen-
alties on account holders whose accounts fall
below the minimum $2,500. We found that in
the institutions offering both the MMDA and the
Super NOW 69 percent had no charge on an
MMDA that falls below the minimum balance.
Only 31 percent of these institutions had a
specific charge for an account holder whose
account dipped below the $2,500 minimum.
The range of the charges ran from $3 to $15.

Turning to those same institutions that were
offering Super NOW accounts, we found that 50
percent of those had no charge, but the remaining
50 percent that did charge required between $2
and $15 as a penalty. The same held true for
those institutions that offered only the MMDA
account. Sixty-four percent had no specific
charge on accounts whose balances dipped
below the minimum. Those that did, however,
said their average charge ran between $2 and
$10 for such a penalty.

To expand on this a bit, when the balances
drop below $2,500 the account effectively
converts toa NOW account on which banks and
S&Ls may pay no more than 5% percent. Most of
the institutions applied these rates when mini-
mum balances dipped below the $2,500 mark
while still considering them MMDAs or Super
NOWs. However, a minority of institutions
either switched the account to a different type of
account, paid a lower rate of interest or paid no
interest when balances fell below $2,500.

Sixty-nine percent of the institutions that
offered both the MMDA and the Super NOW
indicated that if the minimum balance require-
ment was not met that they simply paid 5%
percent interest on the account without restruc-
turing the account. Only three percent paid no
interest on these accounts, 18 percent switched
them to NOW accounts and nine percent
switched them to passbook savings. The per-
centages were very similar on the penalties
associated with the Super NOWs. Sixty-five
percent simply left them in the Super NOW
category but paid only the 5% interest, 2 percent
reduced the interest to 3 percent, 5 percent paid
no interestat all, 20 percent shifted them back to
a regular NOW account by changing the structure
and nine percent switched them into passbook.
Of those institutions that offered only the
MMDA, 91 percent simply reduced the interest
payable on the account to 5% percent, 5 percent
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switched them into NOW accounts and the
remaining 4 percent went into passbook savings.

Another penalty associated with below mini-
mum balances had to do with increased fees for
checking. Only 4 percent of the institutions
surveyed actually applied an increase to the fees
they charge for checking privileges if the MMDA
balance dipped below the minimum. The average
increase was approximately 50 cents per check
but ranging between an increase of 20 cents to
$1 per check cashed. On the Super NOWs the
average increase in fees was 30 cents per check
with a range from 15 cents to $1. Interestingly,
none of the S&Ls increased their checking fees
on MMDAs and only six S&Ls increased their
checking fees on Super NOWs when minimum

balances fell below the required level.
We were also interested in how the institution
establishes the rate it pays on the MMDA. In the

“Only 28 percent of MMDAs and
Super NOWs were indexed to a
market instrument.”

vast majority of instances the actual rate on the
MMDA was established by a management
decision either based on local market conditions
or on the institution’s desire to maintain a
spread, usually four to five percent, between its
loan rate and its cost of funds. Only 28 percent of
those institutions offering both MMDAs and
Super NOWs said they indexed their offer rates
on MMDAs to some type of market instrument.
Eight percent tied their rate to the 91-day
treasury bill rate and 5 percent tied their rate to
the 182-day treasury bill rate. Another 6 percent
tied their rate to an average of the money market
fund rates and 8 percent tied their rates to time
certificate deposits. Only one percent failed to
specify. Twenty-three percent of these same
institutions indexed their rate on the Super
NOW. The percentages going to each of the
above categories of market instruments were
approximately the same. Of those institutions
that offered only the MMDA account, 23
percent indexed their rate to a money market
instrument, 9 percent to 91-day treasury bills,
nine percent to money market funds and 5
percent failed to specify.
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We found that approximately 72 percent of all
firms adjusted their rates weekly. Eleven percent
adjusted their rates monthly on the MMDAs.
Rate revisions on Super NOWs tracked those on
the MMDA very closely. Interestingly, in terms of
how long these rates are guaranteed, 20 percent
of the institutions did not guarantee the rate at all
on either type of account. Twelve percent had a
one day guarantee, 58 percent guaranteed it for
aweek and 10 percent guaranteed it fora month.
Therefore, the guarantee and the interest rate
vary substantially among institutions.

S&Ls tended to pay higher rates on both
MMDAs and Super NOWs than commercial
banks. On average, commercial banks paid
8.2 percent on MMDAs, and their rates ranged
from 6 percent to 9.3 percent during the
middle of April. The average paid by S&Ls on
MMDAs was 8.4 percent, ranging from a high of
9.5 percent to a low of 7.5 percent. Therefore on
the MMDAEs, S&Ls paid approximately 25 basis
points more than banks on average.

On the Super NOWs the story is much the
same. S&Ls paid an average of 7.4 percent for
Super NOWs, ranging from 6 to 8.5 percent.
Banks paid an average of 7.2 for Super NOWs
ranging from 6.0 to 8.8 percent. These tremen-
dous rate variations among similar types of
institutions as well as between different types of
institutions indicate that neither MMDAs nor
Super NOWs may be classed as a homo-
geneous account.

Consumers should be aware of the rate
differential—among banks a differential on
MMDAs of 325 basis points and among S&Ls a
200 basis point spread. The differential between
banks and S&Ls over all markets ranged from 50
basis points to 150 basis points for MMDAs.
Similar spreads were found for the Super NOWs.
Consumers who want to maximize the return on
their savings should consider not only the type of
institutions paying the highest yield but also the
return offered by specific institutions; it really
makes a difference.

Turning now to service charges other than
those associated with penalty charges because
of below minimum balances, we find that
approximately 69 percent of the firms surveyed
had no monthly fees associated with the MMDA
and 56 percent had no minimum fees associated
with the Super NOW. Five percent indicated
they had a flat fee on the MMDA that ran from
$2.50 to $10, and 24 percent of the firms
interviewed indicated that they had a flat fee on
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History

The Banking Act of 1933 authorized federal regulatory
agencies such as the Federal Reserve to establish interest
rate ceilings on deposit accounts at commercial banks
and prohibited the payment of interest on demand deposits.!
The objective was to limit potentially ruinous price
competition among commercial banks in order to ensure
a safe and sound banking system for the public. As a
result of these regulatory imposed interest rate ceilings on
deposit accounts commercial banks were less able to
compete through price among themselves. They were
also restricted in the degree to which they could compete
through price with financial institutions not subject to rate
limitations. As long as market interest rates remained low
and commercial banks were viewed by the public as
providing a service or set of services that could be
provided by no other type of financial institution, banks
felt little competitive pressure from nonbank competitors.
The public was offered no real alternative to demand
deposit accounts and time and savings accounts that
carried interest rate ceilings.

This situation continued until the late 1960s and early
1970s when banks began marketing large CDs aggres-
sively to attract consumers. Consumers with sufficient
funds also became interested in the direct purchase of
Treasury Bills as interest rates rose. Consumers with
insufficient resources to enter these markets were
unable to acquire the higher yielding assets.

Then, in 1972, innovators created the first money
market fund, basically a mutual fund pools the funds of
many shareholders and invests the resulting funds in
money market instruments. These funds turned out to be
the inspiration for the new MMDA account offered by
commercial banks. Money market funds grew rather
slowly, at the end of 1977, 50 funds held approximately
$4 billion in assets. However, in 1978 in response to
rising short-term interest rates, net assets of money
market mutual funds increased to better than $11 billion.
As short-term interest rates continued to rise through
1979 and early 1980 the number and net assets of
money market mutual funds exploded. By the end of
1980 money market mutual funds contained better than
$74 billion in net assets. These funds continued to
increase during 1981 and 1982, reaching a peak on
December 1, 1982, at $232 billion.

As interest rates rose, small depositors found them-
selves increasingly disadvantaged by not being able to
earn market rates through their commercial banks. The
banks, in effect, were being subsidized by the small
depositor. A bank was required by law to pay no more
than 5%a percent on time and savings accounts, but could
lend these funds at prevailing market rates. While market-
determined rates were slightly higher than the ceiling
rates, small depositors were unconcerned. But when
market rates exploded and the spreads widened, the
small depositors began looking for alternative accounts
that would pay market rates. In money market funds,
consumers found what they were looking for.

The money market funds were based on a fairly simple
concept. Small depositors were unable to invest in
relatively safe instruments like commercial paper, com-
mercial bank certificates of deposits, and treasury bills
because of the large minimum denominations in which
these instruments were offered. The money market funds
simply accumulated or pooled the resources of interested
investors and then acquired the money market instru-
ments paying high rates. The result was a money market
instrument available to small depositors that would pay
money market rates.

Later, in search of higher yields or risk diversification,
these funds began to invest in other types of instruments
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such as bankers acceptances, Eurodollars, repurchase
agreements and U.S. agency securities, but the basic
concept remained the same. Pool the resources of small
investors, invest in money market instruments with mini-
mum denominations larger than the small investor could
afford, and then divide up the earnings of the pooled
funds in proportion to the size of the investors’ deposits.
As history shows, this was a very successful strategy.

As money market rates continued to climb during 1979
and early 1980, the money market funds continued to
attract deposits at a rate which alarmed the regulated
institutions. The plight of the thrift institutions exemplified
the problem. As market-determined interest rates rose
and banks and other regulated financial institutions were
unable to offer competitive rates on deposits, an outflow
naturally followed. Funds moved out of banks and thrifts
into the money market funds paying the attractive rates.
This outflow caused the S&Ls serious problems because
they had funded long-term loans with short-term deposits
subject to Regulation Q (interest rate) ceilings. In an
attempt to reattract these funds or at least stem the
outflow, commercial banks and thrifts were authorized to
offer money market certificates in June 1978. The
certificates were indexed to the six month treasury bill
rate and were available in denominations as low as
$10,000. Other indexed certificates were to follow, but
the net effect was to raise substantially the thrifts’ cost of
funds. In the absence of indexed certificates, depository
institutions would have experienced even greater outflows
which would have aggravated the situation further. As the
investor sought higher returns, S&Ls faced the prospect
of having to fund a larger portion of their outstanding
loans with instruments that paid money market or near
money market rates. Because the majority of their loans
were carried at the low rates prevailing during the period
in which the loan was actually made, the S&Ls found
themselves paying more to attract funds than they were
receiving on their loans. The result was severe pressure
on profits resulting in the inability of a number of these
institutions to survive.

Reflecting in part these pressures, Congress passed
the Depository Institution Deregulation and Monetary
Control Act of 1980, which among other things authorized
the phaseout of Regulation Q restrictions. This act also
established the Depository Institutions Deregulation
Committee, (DIDC) composed of the secretary of the
Treasury, the chairman of the Federal Reserve Board, the
Comptroller of the Currency, the chairman of the Federal
Deposit Insurance Corporation, the chairman of the
National Credit Union Administration and the chairman of
the Federal Home Loan Bank Board. The purpose of this
committee is to oversee and establish rules for the
ultimate deregulation of interest rate ceilings.

The plight of the savings and loan industry and
continuing high interest rates were partially responsible
for the passage of the Garn-St Germain Depository
Institutions Act of 1982. Section 327 of this act directed
the Depository Institutions Deregulation Committee to
authorize commercial banks, S&Ls and mutual savings
banks to offer money market accounts free of any
interest rate ceilings. The committee was instructed to
structure the new account in such a way as to make it
directly competitive with accounts offered by money
market mutual funds. The committee quickly responded
and on December 14, 1982 the MMDA was born. The
DIDC then surprised the financial community by giving
birth to another account dubbed the Super NOW.
Regulated institutions found themselves with two new
accounts directly comparable to that offered by the
money market funds.
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Super NOWs that varied from $1 to $10. Of
those firms offering Super NOWs, another 20
percent had tiered fees that ranged from $2 to
$10 depending on the size of the account.

We found that institutions differed in the way
they established their rate schedules on the
MMDAs and the Super NOWs. Some institutions
pay a flat rate on all funds in either one of these
accounts. Other institutions tiered their rates by
deposit size. In the category of institution
offering both the MMDA and the Super NOW,
we found that 92 percent paid a flat rate on all
funds deposited. Only 8 percent of that group
tiered their rates. The flat rates ranged between 6
percent and 9.5 percent, an average of 7.9
percent. This indicates that among institutions
there was better than a 3% point differential
between rates paid during the middle of the

“An estimated 20 percent or less
of MMDA funds came from money
market mutual funds.”

month of April. In terms of those tiered rates, we
found that the progression normally had cutoff
points at $5,000 and $20,000 and the increase in
the interest rate differentials averaged about 40
basis points. These same institutions indicated
that on their Super NOW account 95 percent of
them had flat rates. The rates range between
5.25 and 8.75 percent, indicating again a range of
approximately 3%: percentage points depending
on the institution. The tiering structure was
slightly different on the Super NOW accounts;
the breaking points tended to be at $5,000 and
$20,000 and the interest rate differential varied
from 25 basis points to 100 basis points with the
average being somewhere in the neighborhood
of about 75 basis points. Of those financial
institutions that offered only the MMDA account
their flat rate, tiered rates and spreads matched
those of the institutions that offered both the
MMDA and the Super NOW.

Only six institutions had any type of with-
drawal penalty. Seventy-two percent of the
institutions that offered both MMDAs and Super
NOWs had no fee for writing checks against the
MMDAs, and 60 percent had no charge for
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checks written against the Super NOW. Of the
same type of firms, one percent indicated that
there was a flat service charge on the MMDA,
and 18 percent had a flat fee on the Super NOW.
Twenty-five percent of these firms had a service
charge based on the number of checks written
against the MMDA, and fourteen percent had
the same type of charge on the number of
checks written against the Super NOW. Again,
these charges can affect the effective yield on
the MMDA or Super NOW, and the consumer
should be aware of the vast differences in
charges by various institutions.

Some institutions use additional benefits to
attract consumers to the Super NOW or the
MMDA. The most popular types of additional
benefits were: revolving line of credit, traveler's
checks, a toll free phone number, bill paying
feature (pay by phone), bonus on MMDAEs if
checkis drawn on a money market fund, and free
checking account with an MMDA.

Where did the $340 billion that flowed into
the banks and S&Ls come from? Although many
of the firms contacted could not answer this
question, those that estimated the sources said
about 20 percent or less came from money
market mutual funds. Approximately 60 percent
of the funds were inhouse. The remainder came
from other banks and S&Ls in the local area or
credit unions. Because the MMDA became
available soon after the maturity date on a large
volume of the all savers certificates, it was
virtually impossible for these banks to indicate
exactly where these funds were coming from. A
lot of money transferred from the all savers
certificate was put into very short-term instru-
ments in order to be switched into the MMDA
account at some later date as were funds from
other money market instruments. Some of these
funds apparently went into the overnight repo
market, some were simply deposited into savings
accounts, and some went into demand deposit
accounts. In addition, funds being transferred
from one institution to another may have gone
through the demand deposit account of either
the receiving institution or of another local
institution that perhaps did not offer the MMDA,
therefore further clouding the issue.

Conclusions

The MMDA and Super NOW are not stand-
ardized animals. They vary in terms of their rates,
their penalties, their structure among institutions
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Table 3. Summary Table. Selected Characteristics of the MMDA and Super NOW

Bank

MMDA
1. Percent of Firms using
Flat Rate Interest 90%
Tiered Rate Interest 10
2. Flat Rate Interest
Average 8.158
Range 6.0-9.25
3. Fees for checking
None 67%
Flat Fee (6]
By Balance of Account A
By Number of Checks Written 33
4. Rates
Reviewed: Daily 7%
Weekly 76
Monthly 10
No specified time 6
Guarantee: None 13%
1 Day 10
1 Week 67
1 Month 10
5. Monthly Fees
None 85%
Flat Fee 7
Tiered Fee 7
6. Range of Monthly Fees
Flat $5.00 - 10.00
Tiered $3.00 - 10.00

and across institutional lines. Both the MMDA
accounts and the Super NOW accounts showed
substantial rate differentials, both among insti-
tutions offering these accounts and between
types of institutions offering the account. Service
charges and penalties also varied greatly. While a
good percentage of the funds that flowed into
MMDA accounts and the Super NOW accounts
obviously came from money market funds, a
larger percent came from other accounts within
the bank or within the institution. To the extent
the funds flowing into MMDAs and Super
NOWs are coming from core deposits, the
bank’s cost of funds is driven up. But to the
extent the funds are coming out of large CDs and
money market certificates the bank’s cost of
funds may be declining. On the MMDAs and the
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: - S&L
Super NOW MMDA Super NOW
91% 95% 98%

9 5 2
7.163 8.143 7.363
6.0 - 8.75 75-95 6.0 -85
46% 91% 78%

29 2 4
9 0 4
16 72 14
8% 10% 10%
74 71 74
11 14 12
7 5 4
13% 24% 26%
11 14 12
67 49 52
9 14 10
57% 86% 74%
27 3 4
17 10 22
$1.00- 10.00 $1.00 - 4.00 $3.00 - 5.00
$2.00 - 10.00 $3.00 - 10.00 $1.00 - 10.00

Super NOWs banks do not enjoy the Regulation
Q subsidy associated with other types of deposit
accounts. They are able to compete effectively,
however, against the money market mutual
funds.

It appears that the banks not only offer an
MMDA that is competitive with the money
market mutual funds as directed by the Garn-St
Germain legislation, but these accounts also are
perhaps in some way more attractive than the
money funds accounts, as they are held locally
and they provide insurance to the account
holder. The lack of consumer response to the
Super NOW account likely is the result of first,
the MMDA coming on stream just slightly ahead
of the authorization for Super NOWs, and
second, the fact that evidently most people who
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are investing in MMDAs are looking at the
instrument as an investment, not as a transaction
account. This can also be gleaned from the fact
that the average account balance in the MMDAs
runs somewhere in the order of $23,000 at
commercial banks.

Unless the minimum balance requirement on
the Super NOW is lowered or some other
feature of the account is changed to make it
more attractive to the consumer, it will probably
not match the popularity of the MMDA. The

MMDAs probably will continue to experience
warm consumer acceptance. Our survey suggests
that the Super NOW as currently structured may
be a redundant account allowing only the
advantage of unlimited checking privileges while
returning approximately 1 to 1.5 percent less to
the deposit holder. The advantage of unlimited
checking is clearly outweighed for most depositors
by the cost to the deposit holder.

—David D. Whitehead

Interstate Banking Is Prohibited. . .
Orls It?

The first composite picture of the extent to which U.S. and foreign banking organizations
are providing interstate financial services is now available from the Federal Reserve Bank of

Atlanta.

This special report, compiled with the cooperation of the 11 other Federal Reserve Banks, is
an expanded version on an article in the May issue of this Review. It shows that in late 1982
banking organizations already controlled more than 7,500 interstate offices providing a wide

range of financial services.

The 130 page inventory includes names of parent institutions, names of their interstate
subsidiaries, the states in which these subsidiaries are located, and the number of offices of
each subsidiary on a state-by-state basis as of late 1982.

Interstate Banking: Taking Inventory
—David D. Whitehead
—130 pp.
—$25.00

copies at $25/each

evas o Potal

Checks payable to: Federal Reserve Bank of Atlanta
Send with name and address to: Information Center, Federal Reserve Bank of Atlanta
P. O. Box 1731, Atlanta, Georgia 30301
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The PIK Program’s
Mixed Effects

The Payment-in-Kind (PIK) program is part of a package of programs
intended to help farmers battered by drought and low income. Farmers
have embraced the programs wholeheartedly, but many farm-related
businesses are concerned about weakening demand for chemicals,
fertilizers, fuel, equipment, and labor.

Responding enthusiastically to expanded govern-
ment farm programs, southeastern farmers intend
to reduce acreage sharply for certain farm com-
modities. As a result, production of corn, wheat,
sorghum, rice, and cotton in the Sixth Federal
Reserve District in 1983 will be much below last
year. The impact seems certain to affect virtually
every part of the District’'s economy.

Southeastern farmers, like their counterparts
across the country, already appear to be benefiting
from the 1983 programs that have brought hope
to an agricultural economy battered by years of
drought and substandard incomes. But if the
expanded programs have introduced a measure
of optimism for farmers, they have brought
concern to farm-related businesses and workers
whose livelihood depends on the acreage planted
and harvested each season.

For farm suppliers, the cutback means a drop
in farmers’ purchases. Spending on fertilizer, fuel
and farm chemicals will fall 10-20 percent in
1983. The number of farm workers needed also
will shrink as many acres are idled. A sharp
drawdown of crops in storage will occur, and
southeastern livestock and poultry farmers may
find feed prices significantly higher by 1984
should yields be below average this season.
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Chart 1. Total Acres Idled by Farm: Programs
Sixth District 1983
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Chart 2. Acres Out of Production
Sixth District 1983
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The Farm Programs

In an attempt to reduce burgeoning stocks of
various farm commodities and to improve farm
income, the Department of Agriculture this year
is offering a diversified package composed of the
familiar reduced acreage (RAP) and paid land
diversion (PLD) programs, and the new payment-
in-kind program, or PIK, offered for the first time.

While there are differences in how the pro-
grams treat individual crops, the general frame-
work is similar. A certain portion of a farmer's
acreage, usually 10 or 15 percent, may be left
idle under the acreage reduction program, while
an additional 5 or 10 percent can be diverted for
cash under the paid land diversion program. By
participating in the acreage reduction program,
the farmer becomes eligible, among other things,
to borrow from the Commodity Credit Corporation
(CCQO) and to participate in the PIK program.
Under the PIK program, the farmer can follow
two paths. He can opt to reduce his acreage by
anadditional 10-30 percent, or bid to remove his
entire acreage from production. In return for
reducing acreage, the farmer receives in paymenta
quantity of the pertinent commodity, on a pro-
portional basis. Wheat farmers, for example, will
receive 95 percent of their established yield,
while feed grain, cotton, and rice farmers receive
80 percent of their yield. These crops will be
supplied from CCC stocks.

Because farm financial conditions are poorand
commodity prices weak, participation in these
various programs has been phenomenal. The
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acreage reduction varies considerably by state
(see Chart 1), but for the District approximately
4.4 million acres will be shifted out of crop
production in 1983. This represents 37 percent
ofthe acreage planted in these cropsin 1982 and
16 percent of the acreage devoted to all major
crops in the District.

The PIK program has drawn a strong response
from southeastern farmers this year, which may
be the only time the full program is offered. Chart
2 shows the acreage held out under the PIK and
non-PIK programs. It clearly indicates that in
Alabama, Georgia, and Tennessee farmers intend
to idle considerable acreage in return for com-
modity payments. The difference in response to
PIK and non-PIK programs has not been as great
in Louisiana and Mississippi, where cotton and
rice farmers have participated actively in non-PIK
programs.

In the entire District, cotton acreage experienced
the heaviest enrollment, 1.4 million acres, with
corn and sorghum close behind at 1.3 million
(Chart 3). A closer examination by crop and state
reveals that the largest single enrollment was
cotton in Mississippi, where 630,000 acres were
signed up. Corn and grain sorghum (which USDA
counts together) will be reduced the most in
Georgia, with over a half million acres in PIK and
non-PIK programs. There is some room for slippage
in the non-PIK program because farmers might
decide to plant acreage they originally had in-
tended to idle. For leaving the reduced acreage
program, a farmer must repay any advance de-
ficiency or diversion payment plus interest and a
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Chart 3. Idled Acreage By Crop
Sixth District 1983
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small interest penaity. Leaving the PIK program,
however, results in a much costlier penalty. For
each PIK bushel or unit the farmer would have
received, he must pay a penalty at the following
rates: corn, $.572; sorghum $.544; rice $.228;
cotton $.152; and wheat $.86. The cash penalty
for withdrawing from PIK is steep enough that
farmers are unlikely to pull out after signing up.

The Impact on Production

Since no one will know for certain how much of
what crop farmers will plant until they actually do
so, production estimates can only be approximate.
It is safe to say, however, that production of
commodities involved in the farm program will
be sharply lower than in 1982. The substantial
acreage reduction farmers are locked into will
ensure a production decline.

Given the intended acreage reduction and its
myriad effects, it is important to estimate crop
production this season. Fortunately, the USDA
conducted a special May survey of planting
intentions that should provide an acceptable
approximation. The survey, combined with average
yields, suggests sharp declines in most crops
covered by the program. In the District, production
of corn may decline 34 percent from 1982
assuming average yields; wheat may decline 30
percent, cotton 49 percent, and rice 32 percent.
Grain sorghum, on the other hand, may decline
only 2 percent from last year. Obviously, if yields
are below average, then production will fall even
further. Heavy rain during March and April delayed
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corn planting for many southeastern farmers. Itis
possible that corn yields will be affected adversely
with some farmers perhaps deciding to plant
other crops.

But will production be as low as these figures
indicate? A certain answer to that question would
provide the holderimmediate fame and fortune.
Consider the following points: (1) the most
fertile land will be in production while the
marginal land will be idled, (2) farmers may
fertilize and tend their planted acreage better,
(3) the result of the previous two points should
be a higher average yield than normal unless, (4)
the weather adversely affects yield. Given the
large acreage which is not being planted, pro-
duction of the pertinent crops will be much
lower than in 1982. The point to remember is
that the acreage in PIK will not be planted in
1983 and it is this which impacts on all farm
suppliers and hence the entire District economy.
Final production figures will affect farm income,
consumers, and users of farm commodities such
as textile mills.

Farm Revenue

The combined revenue from estimated harvests
and the PIK payments should cause net farm
income to climb in the District. The average price
in 1983 for most commodities is likely to exceed
that of 1982, when farm products faced weak
demand and a large surplus. What's more, total
farm costs will be much lower as PIK payments
reduce the overall per unit cost for a given
commodity. In other words, if a farmer produces
50,000 bushels of corn at a cost of $2 a bushel,
his total cost will be $100,000. If the farmer
receives a PIK payment of an additional 10,000
bushels, to sell or store, it will reduce his per unit
cost by 33 cents per bushel. Thus, his break-even
cost will be lowered. This is offset somewhat, of
course, by the cost of planting a cover crop on
conservation acreage. The fact remains, however,
that the break-even point declines even as greater
price strength may occur. The profit per bushel
therefore, should, rise in 1983. With a reduction
in total costs, farmers’ net revenue should climb.

Revenue of southern corn farmers may be
especially good if yields are favorable. Corn
harvest begins in July in many areas while corn
farther north is harvested later. Since PIK corn
payments for most southern states won't be
made until October, there is at least a month or
two when corn prices may be higher than average.
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An older element in the government’'s farm
programs is the paid land diversion program that,
in essence, compensates farmers for idling a
portion of their land. Only farmers who grow
corn, sorghum, wheat, or rice may participate. In
the Sixth District, a total of 218,481 acres will be
shifted this year from growing the aforementioned
crops into conservation.

District farmers who participated in the paid
land diversion program this year have already
received as much as half their diversion payments
if they requested an advance. If the pattern of
the past is followed, wheat growers will receive
the remaining amount in December, with feed
grain farmers’ payments stretching into next
spring. While such payments represent only a
fraction of the District’s farm income, their time-
liness may prove invaluable to cash-starved farmers.
Although the amount varies considerably by
state (see Chart 4), farmers in the District as a
whole will receive approximately $22 million in
1983.

Another portion of the farm program also
generates cash for farmers. Deficiency payments
are made to enrolled farmers on their crop
production if commodity prices fall below an
established, or target, price. At present, there is
no way to forecast accurately the amount of
deficiency payments to be made in 1983.

Farm Suppliers

The farm programs clearly will affect farmers
positively, but what about the multitude of
businesses that supply farm inputs, transport or
store farm commodities, or utilize farm pro-
duction in their industry? District farmers, for
instance, spend over $1 billion annually on
fertilizer and lime. Billions of additional dollars
are spent on chemicals, seeds, and other supplies.

With sharp declines in planted acreage, farm
suppliers can expect significantly weaker demand
for many of their products during 1983. Chemicals,
fertilizer, and fuel needs will be well below
preceding years. Spending on farm chemicals for
major southeastern crops appears likely to fall
15-20 percent during 1983. The sharpest decline
so far seems to be in chemicals for cotton,
reflecting the significantamount of idled acreage
this growing season. Insecticide suppliers pro-
bably will bear the brunt of lowered sales. Because
peanut growers anticipate a small increase in
planting, chemical sales for that crop may increase
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Chart 4. Estimated Diversion Payments
Sixth District 1983
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slightly. Unfortunately for chemical dealers in
Georgia, substantial corn acreage is being idled
this year. Since corn accounts for substantial
herbicide use, demand for those chemicals will
decline sharply. Yet some herbicides will be used
on conservation acreage.

Demand for fuel by the farm sector will decline
an estimated 15 percent in 1983 because less
fuel will be needed for tractors, combines, and
other farm equipment. In addition, drying of
grain will require less fuel than in 1982. Sub-
sequently, sellers of fuels used by farmers can
expect lower volume. The primary impact would
appear to fall on diesel fuel, used in most farm
equipment.

With the weak demand, combined with lower
prices, many farmers will find themselves paying
out less for fuel than at any time in recent years.
Farmers who grow crops affected by farm pro-
grams are expected to lower their total fuel costs
by as much as 30 percent this growing season.

Farm Equipment and Labor

While not as immediately evident as the re-
duction in some inputs, farmers’ savings on labor
and in the wear and tear on equipment should
be substantial. Estimates indicate that 16 million
fewer hours of labor will be needed for major
crops this year. While planting of cover crops on
conservation acreage will offset this somewhat,
labor requirements may still fall 10-15 percent.
Since most of this labor involves machinery, the
reduced usage will cut maintenance costs and
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lengthen the life of the equipment. This is espe-
cially true for grain combines and cotton har-
vesters.

The negative aspect will be areduced demand
for farm workers, particularly for those who help
in harvesting crops. Based on the acreage re-
ductions in specific crops and other factors, the
demand for farm workers probably will decrease
most in Mississippi and Louisiana. Those states
grow proportionately more crops requiring extra
farm workers.

Farm equipment dealers who have survived
the last two years largely on repair work may find
1983 to be harsh. With a likely fall-off in equip-
ment repair and little sign of increasing sales
before 1984, many dealers will find 1983 their
worst year before improvement begins in 1984.
Some good news, however, is likely for dealers
this year. With the prospect of improving income,
farmers will be better able to make payments on
purchased equipment. In addition, as the farm
economy slowly rebounds, less equipment should
be returned to dealers.

Fertilizer

One of the major farm inputs, fertilizer, will be
in considerably less demand in 1983 across the
South. Farm suppliers and fertilizer manufacturers,
of course, will be hit hardest by the slowdown.
Under PIK, major crops will require an estimated
50,000 fewer tons (16 percent) of fertilizer this
year than in 1982. Georgia and Mississippi farm
suppliers will be affected most adversely, as their
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Chart 5. Shortfalls in Corn Production
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Report, March 1983, ERS, USDA. p.14

states have the largest enrolled acreage. Dealers
in cotton-growing areas also will be affected
since a large portion of the District's cotton
acreage will be idled this season. The large
reduction in corn and sorghum acreage will have
an inordinate effect on nitrogen demand because
their production requires substantial quantities
of nitrogen. Given that marginal acreage is the
most likely to be withdrawn from production and
that marginal acreage requires higher-than-normal
fertilization, then a disproportionately large drop
in fertilizer seems likely.

One significant aspect of the present farm
program seldom mentioned is the reduction in
soil erosion as acreage is idled. The more than
four million acres being devoted to conservation
usage will sharply lower erosion in 1983. It has
been estimated that, on average, five tons of soil
are lost per acre of row crops each year in the
South." If this is accurate, then the idling of four
million acres of cropland will save 10-20 million
tons of soil in 1983. Actually, the amount may be
even higher because marginal land is the first
taken out of production by farmers, and this land
is most susceptible to erosion. Consider for
example Class IV land, which is considered “fair”
land. In the Southeast it is estimated to lose 8
tons of soil per acre and in the Delta region 10
tons per acre from sheet and rill erosion when
cultivated. Future years should see increased

'Basic Statistics, the 1977 National Resources Inventory, Soil Conservation
Service, USDA, p. 161
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Table 1.

Enrolled Acreage

Paid

RAP Diversion
ALA 24,760 11,199
FLA 28,419 29,123
GA 71,563 44171
LA 275,164 51,124
MS 381,681 54,969
TN 69,996 27,895
TOTAL 851,583 218,481

profitability from higher yields on the land now
being conserved.

Southern livestock and poultry producers may
feel as much impact from the PIK program as do
farm suppliers. The South is traditionally a grain
deficit region, consuming more grain than it
produces. Chart 5 shows USDA estimates of the
corn deficit of the Southeast and Delta regions.
While not exactly comparable to the boundaries
of the Sixth District the deficits should be a good
approximation. In addition, April corn storage
figures indicate a decrease since January of 33
million bushels (31 percent). While April 1983
corn storage remains 8 percent above April 1982
with 76 million bushels, feed usage has been
occurring at a rapid rate.

Potential problems for those feeding corn or
other feed grains exist in a number of areas.
Feed grain prices strengthened during the spring
months placing the egg industry in a serious
cost-price squeeze. By July corn stocks will be
low, production will be below normal, and PIK
payments for all southern states except Florida
and Louisiana will not be made until October.
Supplies during July and August, therefore,
should be substantially below normal in the
South.

In the longer term, the sharp cutback in corn
production in the South (already a grain im-
porting region) will mean: (1) lower stocks
going into 1984, (2) a need for larger corn
shipments from the Midwest, and (3) higher
prices for corn in the South.

The precise impact of these cutbacks is
most difficult to assess. Evidence suggests that
the grain deficit in the South will be wider this
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PIK PIK
(10-30) Whole Farm
352,996 192,778
60,968 74,106
662,528 268,593
396,423 63,288
568,501 131,635
252,456 344,006
2,293,872 1,074,406

year because of curtailed planting. For instance,
we can estimate corn production for the Sixth
District in 1983 at approximately 136 million
bushels compared to 1982’s production of 165
million. This would mean that a large amount of
grain must be shipped from other regions,
resulting in higher prices for feed. If yields are
low, the impact will be that much more severe.
Higher feed prices might halt the expansion in
the District's hog industry. Higher prices also
would affect the poultry industry, since profit
margins have been lackluster for some time.

Farm Credit

With participating farmers’ expenses declin-
ing, the demand for farm credit has weakened.
Lower interest rates in 1983 have failed to
offset the fall off in farm credit demand. Limited
information available from the Farm Credit
System indicates a distinct drop in the number
and amount of farm loans throughout the
South. District offices of Federal Land Banks
reported that the number of loans closed in
March in the South declined 48 percent from
the previous year. Production Credit Associ-
ations also noted a 22 percent drop from
March 1982 in the amount of loans made.

What impact will PIK have on financially-
distressed farmers? The most immediate effect
will be the guarantee to the enrolled farmer of a
partial, or whole, crop in 1983. Over one
million acres of land were signed up in the
“whole PIK” program, which means a substantial
number of farms will be completely out of
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farming for this season. For these farmers there
is no crop production risk, since their PIK
payment will be their 1983 “production.” They
will have no costly inputs to buy and the only
risk they bear is “price uncertainty” which, by
various marketing techniques, can also be dis-
posed of. The certainty of income for these
farmers should increase the willingness of cred-
itors to stand by them.

Even those farmers who are producing a
partial crop this year can use their PIK entitle-
ments in many instances to purchase needed
inputs or even as collateral for a loan. The
certainty of the PIK payment, with the issuance
of certificates, is essentially equivalent to being
paid in advance. In addition, many farmers
were eligible under the RAP and PLD for ad-
vance payments of up to half their diversion
and deficiency payments. For some farmers,
this cash may have provided a badly needed
lift.

Perhaps the greatest impact on farmers is
indirect in nature. The establishment of the PIK

program with the subsequent participation by
farmers may have assisted in bringing to a halt . : ; %
the slide irz/ value of farm assetf Bgy helping Iinjltgd PIK program might then be in order. Such "
farmers to remain in business and improving a limited program would be more agreeable to
morale in the farm community, the farm pro- farm suppliers and agribusinesses. | A
gram possibly supplied the impetus to keep
the farm economy from suffering even worse. Conclusion ¥
For some farmers a halt in their deteriorating
equity position may be the biggest plus of all The central purpose of the nation’s expanded ~ *
for the farm programs. programs appears to have been fulfilled. Com-
modity prices have strengthened and net farm
income projections have increased. The farm .(_L
economy seems to be on the road back to
Dot Yeard financial health. .
What about next year? Will PIK be extended to Yet the 1983 farm program’s acreage reductions
cover 1984? Secretary Block stated in May that represent bad news for some businesses and  °
he was 90 percent certain a wheat PIK program workers in the Southeast. The most immediate 4
would exist in 1984. In fact, it is anticipated that impact will fall on suppliers of farm inputs such as (s
the wheat program will be announced quite fertilizer and chemicals. The precise effect will 4 ¢
soon. There is more likelihood, on the other vary from one state to another dependingonthe . ,
hand, that no program will exist for cotton number of enrolled acres and the pertinent
orrice. The stocks of these two commodities are crops. Another effect should be a continued
expected to be in a more acceptable position by lessening of demand for farm credit. Although
1984. For corn and grain sorghum, the possibility figures are not yet available on spring lending |
of a PIK program is directly dependent on the activity, earlier indications suggested that credit ¢ |
outcome of this season. If yields are below demand had slackened. The acreage reduction '
average, then stocks might be depleted to sucha will set off vibrations throughout various sectors #
point that a PIK program would not be needed of the economy, and a few areas have already felt y
next year. If average or above-average yields some impact.
prevail over most of the nation, then stocks are ; J
expected to remain in excess of that desired. A —W. Gene Wilson 4,
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Correspondent Banking
And the

Payments System

The correspondent banking industry is composed
of banking institutions that provide services to
other banks, in return for fees or deposit balances.
Although the high visibility of the largest money
center banks often conveys the impression that
correspondent banks are the largest banks, the
correspondent industry is composed of banks of
many sizes. The data in Table 1 from the latest
American Bankers Association survey illustrate
that correspondent banks act as financial inter-
mediaries at virtually all levels of the banking
industry.

The services correspondent banks sell to their
respondents are diverse, including every function
which a larger, versatile banking company is
capable of producing, and which smaller banks
with much lower overhead cannot provide in-
house. In one sense, the correspondent function
is the larger bank’s marketing arm aimed at
financial institutions as the client base.

The most prominent correspondent services
are check collection, wire transfer of funds, loan
participations, buying and selling “fed funds”
(short term loans between banks), and tradingin
government securities. Less uniformly provided,
but still significant, are electronic data processing
(EDP) services.

Correspondent services are critical, directly
and indirectly, to the functioning of the nation’s
payments system. We will define the payments
system to be the total set of institutions and
procedures which act to transfer economic value.
Efficient operation of the payments system pro-
duces benefits to many economic sectors and
levels of society: households, businesses, fi-
nancial institutions, and governmental bodies.
The payment of value for goods or services
purchased is executed in many different ways; in
all cases, the payee benefits from prompt transfer.

Four important correspondent services that
influence the system are shown in Table 2.

In the near future, correspondent banking will see fewer
providers of services. Yet increased investment and price
competition should increase efficiency in the nation’s
payments system.
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Thus, correspondent banks play an integral
role in the payments system, both directly (by
presenting documents for payment and acting as
an intermediate settlement agent) and indirectly
(by providing liquidity to other financial insti-
tutions which execute customers’ payments.)’
Because the U. S. banking system is composed of
over 14,000 banks of vastly different sizes and
scopes of service, the need for the correspondent
function arises from geographic distance, market
imperfections, economies of scale, limited know-
ledge and resources on the part of smaller
institutions, and tradition.

Prior to 1980, the Federal Reserve System
functioned at the “high end” of the correspon-
dent bank size hierarchy. Fed members, often
the largest banks, utilized Fed services at no fee
(if the implicit fee represented by reserve require-
ments is not considered), and passed on these
services, priced, to their customers, the smaller
banks. With the Depository Institutions Deregu-
lation and Monetary Control Act (DIDMCA),
however, this world changed. With the direct
pricing of Federal Reserve services, the largest
correspondent banks had a new competitor—
the Fed itself—and the Fed had new customers—
the smaller institutions that previously had been
primarily customers of the large banks.

After an initial drop in service volume, the Fed
has shown a keen competitive instinct; most
correspondent banks, faced with newly modified
Fed services (including a streamlined inter-district
transportation network) feel a sharp competitive
pinch. This drastic change in the competitive
environment has produced several strong re-
sponses within the correspondent industry:
sharp protests in the political arena and agonizing
reappraisal of the correspondent function as a
line of business by senior management in many
institutions.

The problem as perceived by the banks is
primarily evidenced by a squeeze on profits in
correspondent banking. Previously, demand de-
posit balances more than adequately covered
the costs of services provided; in fact, the existence
of surplus balances led many observers to believe
that the correspondent division was among the
bank’s most profitable. Now, however, as many
as one-half of the banks responding to the ABA
survey say that profits are flat or declining.

1Final settlement is accomplished by the Federal Reserve System.
2Paul F. Metzker, Charles Haywood, and William N. Cox, “Displacing the

Table 1. Size Distribution of Correspondent Banks'

Deposit Size Percent of Banks
Less than $250 million 11
251-500 million 22
501-1 billion 22
1-2 billion 16
2-5 billion 20
More than 5 billion 9

100%

'Shown are banks responding to the 1982-3 American Banker
Association survey of correspondent banks befieved to be
representative of the correspondent banking industry.

On close examination, the sudden drop in
profits in correspondent banking is due not only
to direct competition by the Fed, but to several
related and unrelated trends. Related directly to
the DIDMCA is the rapid growth in clearing
houses and broader clearing arrangements among
banks. Unrelated but having the same adverse
impact on correspondent service volume has
been the continued growth of multibank holding
companies, which internalize service provision,
further concentrating the market for services to
financial institutions.

Yet another factor is that the technology of the
payments system is changing rapidly, and will
continue to do so. The primary means of trans-
ferral of value by households is the paper check.
Prior to the 1980s, there was no effective sub-
stitute for paper checks in the household market.
With the advent and rapid acceptance of ATMs,
however, this is' changing. The latest knowl-
edgeable projections? indicate a decline in paper
check volume beginning no later than 1984, with
various substitute technologies such as cash
dispensers, credit cards (and perhaps, eventually
home videotex devices) becoming increasingly
dominant. This evolution begs the question of
how the correspondent banking industry will
manage its own evolution of service provision,
away from check collection as the dominant

Personal Check: A Three-Phase Framework for Analysis and Projection,”
to be published in the August 1983 issue of this Review.

}
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Table 2. Influences upon the Payments System by
Correspondent Services

Nature Method
Correspondent of of
Service Influence Influence
Check Collection Direct Effects payment of

obligations by
presenting physical
evident of
obligation to pay
to the payor's
financial

institution

Wire Transfer of
Funds

Speeds payment

Loans to Banks Indirect

and/or Overlines

Provides liquidity

to financial inter-
mediaries enhancing
transfer of funds
from surplus to
deficit regions

Trading in Fed Indirect Short-term source

Funds for of liquidity to
Respondents financial

institutions
Trading in Indirect Broadens and
Government improves market for
Securities financial assets

service, and toward something else. What will
the “something else” be?

From the statements being made and actions
being taken by correspondent banks, it is apparent
that the face of the correspondent banking
industry is changing for good. There will almost
certainly be fewer service providers in the future.
It also seems likely that larger institutions will
prevail, and that scale economies in service
provision will prevail.> As we look forward to
increased concentration in the correspondent
banking industry, is it possible to anticipate what
effect will be felt on the payments system?
Within this single broad question, several sub-
sidiary questions arise:

*Scale economies in correspondent banking are hotly disputed. See the
November 1982 Atlanta Fed Economic Review and a Federal Reserve
Board staff paper by David B. Humphrey, Costs, Scale Economies,
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1. What is the likely structure of the corre-
spondent industry five years hence?

2. If industry structure changes significantly, how
will the payments system be affected?

3. Will these changes yield a net positive or
negative benefit to society?

Likely Changes to Correspondent
Industry Structure

Itis highly probable that the largest institutions
in geographic markets will gain market share and
influence, while smaller ones will become less
important factors in providing correspondent
services. Figure 1 depicts how large and small
correspondent banks rank the importance and
the profitability of different services.* This display
demonstrates that importance varies in the ex-
pected direction with profitability—the more
profitable, the more important. The services
shown can be grouped into two classes: those
more important and profitable to larger banks
(check collection, safekeeping, and EDP services)
and those important and profitable to smaller
correspondent banks (fed funds, securities buying
and selling). Loans and loan participations appear
to be roughly equally importantin large and small
banks, probably reflecting relatively efficient credit
markets.

These perceptions by large and small banks
suggest that some services have a “commodity”
quality—they are price-sensitive (and therefore
sensitive to cost/volume economies). The desir-
ability of these services as a business line to the
service provider cannot be enhanced by the
quality of bank-to-bank collection, and EDP ser-
vices will increasingly be the domain of larger
banks that can compete based on price.

On the other hand, there are services in which
size of provider does not seem to make a
difference, and where in fact, smaller providers
may be more profitable than larger ones. These
“relationship” services will continue to be pro-
vided at all levels of the banking hierarchy.

When we combine these perceptions with
bankers” assessments on the nature of competition
in their markets (Table 3), a pattern emerges that
may shed light on the future shape of the
industry. Banks that are the largest correspondents

Competition, and Product Mix inthe U.S. Payments Mechanism, Board
of Governors, Federal Reserve System, 1980

4*Large” isdefined by relative size of correspondent volume in the primary
market for each bank.
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Table 3. Competitive Factors Reported By Correspondent Banks

Who Is Your Most Why Did You Why Did You What Impact More Or Less
Important Gain Lose Has Fed Profitable?
Competitor? Customers? Customers? Had?

Largest Federal Reserve Credit, Price Hurt Profits Same or less
Correspondent calling,
In Market reputation
Other Large Bank Calling Price Hurt Profits More
Correspondent
Banks

Source: Based on the 1982 national survey of U.S. correspondent banks by the ABA's correspondent banking division. See the ABA Banking Journal,

March 1983, pp. 43-46 for additional survey data.

in their own markets believe the Fed is the most
important competitor, while others in the market
point more often to the largest bank. Virtually all
banks feel they have lost business based on
price, while business gained is attributed to other
factors; no significant difference is seen across
different size banks. All banks believe the Fed
has hurt correspondent banking profitability;
however, the largest banks, to a greater extent
than the others, believe their departments are
declining in profitability.

What is apparently happening in many markets
is that the largest correspondent bank, competing
head-to-head with the Fed for business it perceives
to be important, is remaining in services that are
not now profitable, but not raising prices to
redress the profitability problem. Some smaller
correspondent banks are raising prices, in con-
trast. There is also evidence that smaller corre-
spondents have reduced or are thinking of re-
ducing emphasis on services that do not appear
to be profitable. These are usually the “com-
modity” services mentioned earlier—particularly
EDP and check collection.

Why should size of correspondent business
make a difference in these business decisions?
The answer lies in some combination of scale
economies, existing processing capacity, and
strategic commitment to correspondent net-
works. One difficulty in identifying economies of
scale is that the correspondent services defined
earlier as “commodity” services involve very

SA major issue with the larger banks, therefore, is whether the Federal
Reserve (the volume leader in most markets) is playing fair when it allows
Reserve banks in some districts to price below total cost (including a cost

36

lumpy capital investment decisions. If a bank is
the market leader and calculates that the business
is presently unprofitable, it may nevertheless
choose to remain in the business without increas-
ing price on the assumption that smaller com-
petitors will drop out, and that having a multiplicity
of service relationships with many banks in its
region has strategic importance. Obviously, a
larger bank is better able to undergo such a
period of marginal profitability than a smaller
one?®

Non-bank providers and major out-of-region
bank providers are gaining volume in many
markets because of a mix of quality, economic,
and competitive factors. Some smaller banks—
users of correspondent services—have experienced
asimultaneous increase in cost of service, reduction
in quality (from those providers who have not
been able to upgrade service) and competition
from the regional correspondents in wholesale
and retail (nonfinancial institutions) markets.
This is leading many users to purchase commodity
services from other sources that can provide high
quality services efficiently, and that are not
threatening as competitors. Smaller banks may
group together, using “bankers’ banks” to provide
the service or buy them from third parties.

As consumer acceptance of substitutes for
paper checks grows, smaller institutions are needing
more assistance in providing ATM and credit
card services (and perhaps in a later phase,
videotex services). This is producing a slow but

factor used to “adjust’ the Fed to private sector equivalent cost of capital
and tax burden).
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Figure 1
Importance and Profitability of Eight Correspondent Services
(As viewed by Larger “L" and Smaller "S" Competitors)
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systematic shift to “high-tech” correspondent
services, including sponsorship of shared ATM
networks or off-line processing of ATM trans-
actions. Because of the investment required in
equipment, software, and skills, the larger corre-
spondent banks will find this business evolution
more feasible than the smaller.

These trends should continue and strengthen,
resulting in a market shake-out: fewer major
bank competitors for most correspondent services.
Since commodity services like check collection
and EDP are the most vulnerable to efficiency
gains, we will see nonbanks enter these fields as
well. Banks that have volumes large enough and
that are superior in computer processing will
remain in the commodity lines of business, while
those with smaller business bases and/or thatare
not demonstrably superior processors will in-
evitably drop out or accept market share losses.
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Effect on the Payments System

Since correspondent banks presently play an
important role in the payments system, and since
the structure of the correspondent industry is
changing toward more concentration, it is reason-
able to expéct these changes to have some
effect on the payments system itself. What
changes are likely?

The initial effect is likely to be an increase in
payments efficiency. Providers of payments services
are forced to upgrade quality and volume, or
withdraw. If network relationships with other
financial institutions are strategically important
to a bank in the long run, the bank will make the
investment required to yield stable profits in the
new competitive environment. The new invest-
ments will improve service. (Over the last decade,
growth in cash management services to business
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has already increased payments efficiency in the
business sector.)

In the short-run, prices for payments services
will not decline, because input costs will continue
to rise. However, prices will be under constant

banking—the provision of “commodity” type
services—is rapidly changing from a “banking”
business to an “information” business. The banking
companies that remain in this part of correspon-
dent banking will have to become, essentially,

competitive pressure. This environment will pro- communications companies. This requires a major 5
duce positive incentives to providers and users transition that a few of the largest banks are already 4
to move to electronic transmission. As more well along toward achieving. Organizationally, f
payments are made electronically, prices in the the management of this communications activity #
long run will fall, and permanent efficiency gains requires major systems/operations emphasis, and )
can be realized. the traditional correspondent division within
Therefore, there is hope that the changes in those banks that make the transition will have to

industry structure may hasten the painfully slow
evolution from a paper to an electronic system.
The paper system was previously characterized
by a highly fragmented market, in which the Fed

acquire new skills and knowledge.

Correspondent Industry Change:
Beneficial or Not?

played a stable, predictable role. The new and b
future environment will be divided between the Ifindustry restructuring will result in efficiency
Fed, larger banks, and nonbanks—companies gains in the short run, and help conversion to '
specializing in information transmittal. electronic payments in the long run, is there any  #
At the same time, most of the trends noted reason to believe that net positive benefits to
would be expected to support increased concen- society will not result? Xy
tration in the banking industry, since the trends In order to assess a net “downside” impacton
favor large scale and continued investment. 'Of the payments system, it is necessary to predict s
course, the bank merger movement is progressing that one or more of the following will occur: ¥
quite apart from payments services, and corre- 1. Banking industry concentration will pro-
spondent industry structure is less important ¢’

than other forces in encouraging the decline in
the number of independent banks. However,
larger banks motivated to expand influence over
larger areas and into many regions will be the
same banks that have the capacity to provide a
continued broad range of correspondent services
to banks in many regions. Growth in the capacity

duce oligopolistic pricing and windfall profits.
2. Fed market share will increase to a mono-
polistic level, discouraging private sector
initiative and stifling possible efficiency gains.
3. Net disincentives to continue systems im-
provements will arise from (1) and/or (2).
To consider these possibilities, we need to fore-
cast the future position and behavior of the two

to do correspondent processing is consistent major participants: the Fed and large banks. For B!
with the capacity growth required to operationally each participant, is there reason to believe thatit .,
link acquued institutions. ; : would either gain enough market position to
Bank earnings are likely to continue to decline enjoy monopolistic pricing power, or be dis- %
as a result of this structural.change. Smallgr couraged from continuing improvements to pay-
correspondents that substantially reduce thelr ments technology? ¢
presence may be able to show expense reductions &
that producc; net earnings gains. Howevgr, most The Fedaral Reserve (6.
providers will be under such heavy price and -
investment pressures that earnings from corre- After an initial volume decline, the Fed has
spondent activities may not ever recover to past been regaining market share. With its revised §
levels. Increased concentration will not produce inter-district transportation network and con-
windfall profits in the foreseeable future, as tinuance of prices that are lower than most
economic theory might predict; this outcome competitors, it may gain further market share. 4¢
results from strong market pressure from the Fed However, the market has shown itself to be very
and increasingly from nonbanks, and from geo- price-sensitive. A characteristic of payment services
graphic expansion by the larger banks, which is the existence of many options for executing 4
brings new competition into regional markets. payment. It would require a wholesale with-
The essence of what is occurring is that the drawal of large banks and other providers from
payments services component of correspondent the system for the Fed to enjoy a monopolistic R
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“It would require a wholesale
withdrawal of large banks and other
providers from the system for the
Fed to enjoy a monopolistic

pricing advantage; this is not likely.
What's more likely is that large
nonbank communications firms will
expand their presence and out-
invest both the Fed and the banks.”

pricing advantage; this is not likely. What is more
likely is that large nonbank communications
firms will expand their presence and out-invest
both the Fed and the banks.

Does industry restructuring have any effect on
the Fed's speed of movement toward electronic
payments? This is impossible to answer, given
the unpredictability of Federal Reserve Board
policy vis-a-vis investing in communications systems
or decisively moving toward electronic present-
ment. It seems safe to say that the industry
shake-out will not produce a slower Fed move-
ment toward electronics than would have other-
wise existed.

Large Banks

The natural inclination of the larger banks for
the foreseeable future will be to extend their
geographic presence. This will resultin increased
competition in all lines of business, and as
technology improves, in downward pressure on
prices. Monopolistic pricing power within banking
markets will tend to become less and less a
concern. A single large bank may become a
pricing leader in a given market, by keeping
prices low, supported by increased volume.
However, attempts to raise prices to increase
profits are unlikely to succeed, given difficulty in
differentiating the commodity service being de-
livered, and an increasing lack of market protection
based on state-based restrictions on market
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entry. As the business becomes more and more
communications oriented, prices for commodity
services will become more nationally based, and
less sensitive to local conditions.

Overall, the large banks that remain in the
correspondent services business will have a
positive incentive to move faster toward the use
of advanced electronic communications systems.
The increased commitment caused by the market
share shifts, pressure to compete with the Fed
and nonbanks, and determination to extend
market influence will push toward systems im-
provement. The cost-saving motivation here is
analogous to events in retail banking, where high
costs of doing business have forced the banks
that have chosen to remain in retail to educate
consumers toward automated banking.

Conclusions

The correspondent banking industry is under-
going major changes in reaction to Federal Re-
serve pricing and competition and to other
competitive trends in the financial services in-
dustry. Pressure on correspondent profitability
will result in fewer providers of service, particularly
of “commodity” services such as check collection.
Bank earnings, on net, will suffer in this market
shake-out, as the larger correspondent banks
that continue to provide all services will have to
invest heavily. Larger banks that wish to remain
dominant in their regions and to expand in
influence beyond their regions will make the
required investment.

Increased investment and price competition
will result in efficiency gains by the payments
system. Despite a reduction in the number of
service providers, competitive intensity will be
greater than in the past. Incentives to move
toward electronic payments will increase. In-
creased industry concentration is unlikely to
lead to monopolistic pricing power, given the
increasing importance of nonbank communications
firms in the market. The result probably will be
increased pressure on price.

—Peter Merrill
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Southeastern Credit Unions:
From Delicatessen

~ To Supermarket?
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Many larger credit unions are moving toward
a more complete line of consumer services.
The decision to move from “delicatessen’ to

“supermarket” is a difficult one, and CUs
will face some large and unfamiliar competitors.
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Credit unions occupy a dis-
tinctive niche in the array of
retail financial institutions. Organ-
ized to serve members who
share a “common bond,” such

as schoolteachers or employees |

of a particular corporation, credit
unions have come to be regarded
by their members as:

(1) friendly and personal,
often administered by
fellow employees;

(2) a convenient place to
deposit savings at a
reasonable rate of return,
usually by direct deduc-
tion from pay checks;
and

(3) a source of consumer
loans at inexpensive
interest rates.!

The distinctive niche has its
drawbacks, however. Most credit
union members, even as they
praise the special advantages of
CUs, do not regard them as
“primary financial institutions.”
In the minds of most customers,
credit unions are a supplemen-
tary source of financial services.
Ina 1982 survey of members by
the Credit Union National Asso-
ciation (CUNA), fewer than three
out of ten members described

their credit unions as their “pri-

mary financial institution,” while
six out of ten named their banks.
So, in general, credit unions
have become something like a
financial delicatessen—used and
admired by a loyal body of
customers who nevertheless turn
to a supermarket for the bulk of
their grocery needs.

Many managers and board
members of established credit
unions are dissatisfied with this

'These are major findings of the 1982 and 1977
“National Member Surveys” conducted by the

Credit Union National Association Madison,
Wisconsin.
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Question: Who will be your most significant
competitors between now and 19907

Second Third
Most Most Most
Significant Significant Significant

Banks 20 2 0
S&Ls 0 i 2
Money Market Funds 2 5 6
Retailers 1 2 5
Other Credit Unions 0 2 4
Finance Companies 0 0 2
Not Sure 0 1 4

situation. They are increasingly weighing the
merits—and the risks—of transforming their
‘delicatessens” into financial supermarkets,
competing head-to-head with commercial banks
and other providers by offering a broader
selection of financial services. In doing so, they
hope to become the “primary financial institu-
tion” for the remaining seven-tenths of their
members.

There are several particular reasons why
many credit unions are showing “supermarket

“The distinctive niche [of credit
unions] has its drawbacks,
however.”

fever” today. Many managers of larger CUs feel
they are close to saturation in terms of marketing
traditional credit union services to a limited
customer base, and therefore view expansion
in the breadth of services as the only realistic
way to continue growing. Most larger CUs have
begun to offer share-draft (checking) accounts,
since this became permissible in the Southeast
in early 1981, and success with these accounts
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has whetted their appetites for additional ser-
vices. Also, today's credit union manager increas-
ingly is experienced and professional, tending
to view expansion as the key to more responsi-
bility and recognition of his or her job. Credit
unions have seen their members tantalized by
a growing array of financial services, such as
credit cards and automatic teller machines,
from a variety of new competitors including
money market mutual funds and savings and
loan associations. Many credit union managers
feel, increasingly, that they must “run faster
just to stay in the same position.” Finally, some
credit union leaders are worried that they will
lose the unique tax advantages they have
enjoyed since the 1930s and are concerned
with maintaining profits and markets if that
happens.

The key question facing larger credit unions
today, then, can be put in terms of a pair of
alternatives:

—Should a credit union move toward a full-
service orientation and become a supermarket
or

—Should the credit union remain specialized,
even if that means refraining from offering
certain services and staying in the delicatessen
business?
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Since December of 1982, have you
lost funds to the New MMDA or
Super NOW Bank Accounts?

23 23

Not at Only a A
all small significant
amount amount

Of 23 surveyed

Survey of Larger Southeastern
Credit Unions

We asked this question and others of the
managers of 23 large credit unions in Georgia
and Alabama in March. The occasion was a
conference of these credit unions, “Directions
‘83, arranged by the credit union centrals of
the two states. The credit unions represented
were relatively typical of larger associations,
except that they probably are more concerned
about the future and their role in the future
than their counterparts who were not present.

Two-thirds of these institutions said they are
“willing to give up some of the traditional
contact, if necessary, to move toward full-
service orientation.” One-third wanted to stay
in the “delicatessen” niche.

Opinions were fairly strong on this subject.
One credit union said, for example, that the
best tactical move a credit union could make
right now would be “to find out what services
your members really want and provide them.”
The worst move a credit union could make,
according to the same manager, would be to
“act like a turtle and pull into a shell, ignoring all
the change taking place.” This kind of opinion
characterized three-quarters of the institutions
we questioned. Still, there were dissenters.
One credit union said “the worst thing we
could do is to jump into many new available
services without proper personnel, resources,
and research.”
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Perspective on the Credit Unions

The credit union movement offers one of the most
fascinating chapters in U. S. financial history. Credit
unions were promoted in the 1920s and 1930s by
Edward Filene, a Boston department store magnate, as
a means of offering an institutional borrowing and
saving capability to blue collar workers in whom the
banks showed little interest. Filene had borrowed the
idea from Canada, and it also had antecedents in nine-
teenth century Europe. One of the key concepts as
sociated with the credit union movement has been the
“common bond” of employees either working in a
particular trade or for a particular employer.

The credit union movement gained substantial impetus
with the passage of the Federal Credit Union Act in
1934. As part of the New Deal banking legislation, this
act made it possible for credit unions to obtain federal
charters and sanctioned the substantial growth of
smaller credit unions in the 1940s and 1950s. By the
early 1970s, the credit union movement had achieved
substantial maturity. By then there were over 20,000
credit unions and their deposits had been insured by a
federal insurance program. The composition of depositors
was becoming much more white collar in character,
concentrated in government and the armed services,
and credit union managers were becoming more and
more professional.

The next big movement came in the late 1970s, when
northeastern credit unions joined other thrift institutions
in pushing for the negotiable order of withdrawal account,
which was called the share-draft account in the case of
credit unions. Under the Monetary Control Act of 1980,
credit unions were allowed to offer these interest-
bearing checking accounts nationwide at the beginning
of 1981. In return, the larger credit unions—those with
deposits over $5 million—were required to hold reserves
with the Federal Reserve System.

So share drafts essentially represented the first step
by many of the larger institutions, who were frustrated
at being a secondary financial institution for their
customers, toward a full-service financial institution
situation. There remained, however, the associations’
“common bond” with particular employee groups or
employers. This is very important to most credit unions.
It makes direct deposit of pay checks into the accounts
relatively easy, it often provides for payroll deduction of
loan payments, and it offers the credit union publicity
within the employee group or work place. It also offers
an implicit screening of loan applications, since the
employees generally know each other well—and pos-
sibly even provides a certain amount of leverage on the
employee to be punctual with loan repayments. What's
more, it offers a certain image of a cooperative, depositor-
oriented institution rather than a profit-motivated bank.
In some cases, the employee group or employer has
provided volunteer assistance and office space and
has even allowed credit unions to use available computer
facilities. These employee and employer credit unions
comprise by far the majority of the credit unions in the
1980s. Community charters for neighborhood credit
unions have not yet become quantitatively important.
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Question: Which financial services do you offer
or are you seriously considering?

Now

Offer
Share Drafts 23
Mortgage Loans 13
Preauthorized Transfers 13
Credit Cards 4
ATMs 6
Debit Cards 2
Telephone Bill Payments 1

Interestingly, every one of the 23 credit
unions we surveyed said banks will be their
primary competitors (20), or their second most
important competitors (3), between now and
1990. In contrast, none of the institutions felt
other credit unions would be their primary
competitors in the late 1980s. This reflects the
“common bond” limitation and a lack of overlap

“Only one-third wanted to stay in
the ‘delicatessen’ niche.”

among each credit union’s members. S&Ls
ranked far behind the dominant position of the
banks in response to this question. Only a small
number of the respondents saw S&Ls, retailers
and money market funds as potential competitors
in the 1980s.

Even so, the credit union managers feel they
are doing well against these competitors. Every
institution surveyed already offered share-draft
accounts, in competition with bank checking
accounts. When we asked the extent to which
they had lost funds to the new money market
deposit accounts or Super NOWSs in early
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Not
Seriously
Considering

Seriously
Interested
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1983, 11 of the institutions replied that they
had “lost no funds at all,” and only one said it
had “lost significant amounts” to the new
accounts being offered by banks and S&Ls.

The shape of the competition and the specifics
of the move toward a “supermarket” configura-
tion became clearer when we asked about the
specific products. In addition to the share-draft
accounts, two-thirds of the credit unions offer
mortgage loans. One-fourth already have auto-
matic teller machines—an amazing statistic con-
sidering the high cost of these devices—and two-
thirds of the rest are considering their installation
very seriously. ‘

These credit union managers feel their mem-
bers really want the ATM and plastic card
capability and will leave the credit unions
unless they offer these services. CUNA, the
industry’s trade group, has negotiated open-
end contracts with several ATM manufacturers
and with a large ATM network provider (ADP-
Exchange), and member credit unions are utilizing
these connections. More than half of the credit
unions we surveyed are either offering or are
seriously interested in offering credit cards,
while a slightly smaller proportion are investiga-
ting debit cards. So these institutions look to
such products to broaden the array of services
in their move from delicatessen to supermarket.

They are optimistic that they will succeed in
this process. Twenty of the 23 credit unions
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Question: Between now and 1990,
do you expect that your
market share will....

Grow. il 7 il 20/23
Remain Stable /s = sl i o 3/23
ShARK e 0/23

surveyed expected their market share with
their customers to grow during the 1980s, and
16 of the 23 expected their profitability to
increase. None of the 23 associations expected
market share to decrease; only two expected a
decrease in profitability. This is particularly
interesting in light of the experience these
associations already have with the share-draft
accounts and their plans to add ATM, mortgage
loan, and credit card capabilities.

Other Findings of the Survey

There were other interesting elements of our
survey. Unlike banks, credit unions may accept
out-of-state deposits. But they are using this
capability only rarely. None of the credit unions
reported that they had more than 10 percent of
their deposits from out-of-state. Two-thirds
had less than 5 percent, and the remaining
one-third were situated close to their state
lines.

These credit unions, with considerable varia-
tion, employ approximately one full-time em-
ployee for every $1 million in assets. This is
considerably higher than other financial institu-
tions and reinforces these institutions’ traditional
emphasis on personal service and personal
contact. Many leaders of the credit union
industry privately estimate that a credit union
must maintain a spread of 3 percent to 4
percent between the cost of deposits and the
interest rates received on loans in order to

44

Question: Between now and 1990,
do you expect that your
profitability will. ...

ilncrease. .. ' ... 16/23
Hold:Steady. .0 00 0 o0 7/23
Shonlke.. . 0/23

make a profit2 A recent study by Booz, Allen
and Hamilton suggests that banks require about
that spread or even a little less, while S&Ls
require about 2 percent and money market
mutual funds require only about 1/2 of 1
percent. All of these services are priced sub-
stantially below the fees typically imposed by
commercial banks in the same markets.

“Credit unions see commercial
banks as their number one
competitor.”

The survey also suggests that even though
credit unions have been able to pay higher
interest rates than banks on their savings
accounts, and more recently on their share-
draft accounts, they have not compensated for
this by imposing higher fees for checking account
services. This is interesting because many finan-
cial industry observers are suggesting that banks
and others will have to resort to direct fees to
compensate for higher interest rates on deposit
funds. Only seven of the 23 credit unions
assess monthly charges for checking services

2Confirmed by telephone with Robert C. Von der Ohe, Vice President,
Economics and Research, Credit Union National Association, May 11,
1983.
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Checking Account Fees Charged By Credit Unions

Monthly Fees on Active Shared Draft Accounts
Number Charging Monthly Fees: 7/23.

Average Fee: $2.64 per month

None of the Credit Unions charges more than $5.00 per month.
Two Credit Unions impose a charge for each check written.

Fees For Returned (“Bounced”) Checks
Number Charging For Each Returned Item: 21/23.

Average Fee: $8.52 per item.

One Credit Union charges more than $10.00 per item.
Two Credit Unions charge less than $5.00 per item.

Fees For Checks Stopped By the Writer
Number Charging for Each item: 19/23.

Average Fee: $5.97 per item.

One Credit Union Charges More Than $10.00 per item.
Eleven Credit Unions Charge Less Than $5.00 per item.

regardless of minimum, and these charges
average $2.64 per month. The associations
charge an average of $8.52 for return items and
an average of $5.97 to stop a check.?

Smaller Credit Unions Somewhat Similar

To see what differences were apparent in the
smaller cousins of these large credit unions, we
also conducted a supplementary telephone
~survey of 11 representative small Georgia credit
unions whose names were supplied to us by
the Georgia Credit Union Central. These credit
unions ranged in size from $2 to $8 million in
deposits.

Like their larger counterparts, they see banks
as their number one competitors; ten out of 11
- said so. They are also similar in seeing S&Ls as a
somewhat weak second, and in not talking

‘David Whitehead, “MMDAs and Super NOWSs: Characteristics and Per-
formance,” Economic Review, Federal Reserve Bank of Atlanta, June
1983.

FEDERAL RESERVE BANK OF ATLANTA

about other credit unions as potential com-
petitors.

Six of the 11 said in telephone interviews
that they would be willing to give up some of
the personal ties, if necessary, in order to move
toward full service banking. The remaining 5
were reluctant to commit to either of the
statements mentioned above. So it appears, on
the basis of this sketchy evidence, that the
smaller credit unions are heading in the same
direction as larger associations, but probably
not so aggressively.

In comparison to the large credit unions,
only seven of the 11 small associations offer
the share draft, but most say they are seriously
considering the addition of automatic teller
machines. None now offers them, which is not
a surprise in view of the substantial fixed cost.
The associations say they are not seriously
considering any other products, such as mortgage
loans or credit cards. They also agree with their
larger counterparts that regulatory costs have
increased (nine out of 11), and they also are
fairly optimistic about the future of their money
share and their profitability.
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What Percentage of Your
Depositors Live Out-of-State?

0

Less than
5% 5-10% 10%

Between More than

Of 23 surveyed

Where Will It Lead?

Clearly, many larger, well-established credit
unions are moving seriously toward a more
complete line of consumer financial services.
Many have already been successful with share-
draft checking accounts, and many report that
their customers are asking for additional services,
so there is reason to expect success.

On the other hand, these CUs are moving
into territory already filled with competitors.

46

Question: During the past five years,
the cost of conforming to
regulations has....

INCreased o Sl i 20/23
Stayed about the same........... 3/23
RDechned v ot s R 0/23

Savings and loans, stock brokers and retailers
are offering the same services. There is a limited
amount of retail financial business to be split
among all these competitors. In the end, whether
individual associations succeed with this broad-
ening of services will depend on the particular
competitive situation faced by each CU and on
how well it carries out the move into new
services.

—William N. Cox
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Depository Institutions:
Trends Show Major Shifts

In the early 1980s, commercial banks, mutual
savings banks, savings and loan associations
and creditunions in the United States entered
a new era. Many of the old restraints that had
affected their behavior and performance since
the Great Depression were removed. Many
new competitors also came into their markets
from outside the chartered depository insti-
tutions, which had been their main com-
petitors for 50 years.

The depository institutions entered this era
with very different functions and attributes.
Yet each type of institution will have to function
in much the same environment as the others
from now on. What are these attributes and
how did depository institutions acquire them?
An accurate perspective on historical trends
should help us project how the institutions
will behave in the '80s and how they will
perform. The data presented here seldom are
assembled in one place with consistent de-
finitions across institutions and over time. Uti-
lizing this integrated data base, this article
examines a number of interesting trends in
the evolution of depository financial institutions
over the last 20 years.

Market Shares and Offices

Twenty years ago, banks had more assets
than other financial institutions and offered a
wider array of services. In 1960, for example,

After growing more slowly than S&Ls or credit unions for most of
+ | the last 20 years, commercial banks have surged since

; 1979. Thrifts and credit unions were hurt more seriously by the
recent period of high interest rates and recession.

£
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Chart 1. Return on Average Assets
Depository Finanical Institutions
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Source for Charts 1, 2, 4, 5 and 6:
Commercial banks - Board of Governors of the Federal
Reserve System
Mutual Savings banks - Board of Governors of the Federal
Reserve System; FDIC, Annual Report

Saving and loan associations - Federal Home Loan Bank
Board, Combined Financial
Statements

Chart 2. Net Interest Margin
Depository Financial Institutions
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commercial banks held more than twice the
volume of assets of S&Ls, mutual savings banks,
and credit unions combined. They vastly exceeded
S&Ls and mutual savings banks in the number of
offices, but had only a few more offices than
credit unions. Commercial banks at the time
were general financial institutions offering both
deposit and loan services to businesses and
consumers. S&Ls, mutual savings banks and credit
unions, on the other hand, offered limited services
primarily to consumers. The vast majority of
commercial banks’ liabilities were subject to
interest rate ceilings, whereas those of the thrift
institutions were not subject to such ceilings
until 1966. Banks’ return on assets in 1960 was
well above that of mutual savings banks, but not
quite so high as S&Ls’ return. Banks’ net interest
margin, however, greatly exceeded that of both
types of thrift institutions (see Charts 1 and 2).

Between 1960 and 1980, the different types of
institutions were dealt different hands (by the
economic environment, regulations and, possibly,
their own motivations) with which to play the
competitive game of the 1980s. Over most of the
period since 1960, commercial banks have grown
more slowly than S&Ls or credit unions. Mutual
savings banks, on the other hand, confined as
they are to the more slowly growing Northeast,
have lagged all three of the other types of
institutions.

Since 1979 this trend has reversed dramatically
as commercial banks grew rapidly and regained
some of the business they lost during the 1970s.
In this period, the other types of depository

48

institutions were facing serious financial problems
and were unable to compete as effectively against
commercial banks (see Table 1).

Even during the period when assets of com-
mercial banks were growing more slowly, how-
ever, they were the only kind of depository
institutions whose number was expanding even
as the number of other depository institutions
declined. In the case of S&Ls, the decline was
quite rapid. The number of mutual savings banks
and S&Ls declined throughout the period while
that of credit unions rose from 1960 until 1970,
their peak year. Their numbers have declined

consistently since. Mutual savings banks and

S&Ls disappeared almost exclusively through
merger. Credit union numbers declined mainly
through voluntary liquidations.

Commercial banks, on the other hand, increased
in number from approximately 13,500 to almost
15,000 during the period. Even if we count
banking units (bank holding companies plus
independent banks), the number has declined
only slightly since 1960 (see Table 2).

In recent years the continued increase in the
number of banks and decline in the number of
thrifts may have been partially the result of more
liberal branching standards for S&Ls promulgated
by the Federal Home Loan Bank Board. The
influence of these standards came well after the
number of thrifts started to fall, however. Further,
the number of mutual savings banks has declined
although they were not affected by the Bank
Board's standards. The sharp declines in the
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Table 1. Average Annual Asset Growth
Insured Depository Financial Institutions

—

§ Commercial
‘l Banks, Mutual Saving
Domestic  Savings  and Loan Credit
Offnces Banks Associations Unions
1960-1981 9.31 7.34 11.42 13.29
1965-1970 8.66 6.27 6.50 1122
1970-1975 10.53 9.31 14.05 16.13
1975-1980 10.08 7.30 13.34 13.82
1980-1981 967 2.00 5.80 717

Sources: Commercial Banks - Federal Reserve Board
Mutual Savings Banks - FDIC, Annual Report
S&Ls - FHLBB, Combined Financial Statements
Credit Unions - CUNA. Yearbook 1979 and Credit Union Statistical
Reports 1981

s G, T . R Ly

number of thrifts in recent years are probably
more closely related to financial problems.
Over the longer term, this increase in the
number of commercial banks, together with a
decline in other institutions, should not be sur-
prising. In fact, it is quite consistent with studies
of economies of scale in financial institutions.
These studies indicate that commercial banks’
unit costs begin to rise slightly once the unit has
assets in the neighborhood of $50 million to
$75 million. Studies of savings and loan associations,
which may be generally applicable to mutual
, savings banks, indicate that costs decline to a
. much greater size of institution, possibly in the
, neighborhood of $500 million in deposits. The
©  more specialized thrift institutions thus appear
£ able to take advantage of much greater scale
economies than do commercial banks. Conse-
quently, thrifts appear to have more motivation
45 to merge and combine in order to achieve large
scale production.
#  Further consolidation of both types of insti-
‘J’ tutions—thrifts and commercial banks—probably
:

L

-l

2%
% L

-
-

has been inhibited by branching laws that pro-
hibited interstate banking and in many cases
intrastate branching for banks and thrifts until
late in the 1970s when the Federal Home Loan
. » Bank Board changed its policies to allow more

statewide branching for S&Ls. Prohibitions against
& commercial bank statewide branching still exist
in many states. Sixteen have limited branching, 11
still only allow unit banks, and 12 states still have
W = significant prohibitions against multibank holding
companies. Further reasons for lack of consoli-
dation may include the U. S. Supreme Court’s
. antitrust guidelines that ignore nonbank com-
petition and nonlocal competition in dealing
2 with combinations of commercial banks. These
guidelines as enforced by the regulatory agencies
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Chart 3. Distribution of Financial Assets
Depository Financial Institutions
1960 and 1981

Commercial Banks
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1960 1981

U.S. Government Securities

State and Local Government Securities
Mortgages

Consumer Credit

Other Loans'

Corporate Bonds

Other Finanical Assets

Source: Federal Reserve System, Flow of Funds

'Primarily business loans

2The shift in credit union assets from other assets to U.S. Government
Securities resulted primarily from a shift out of deposits at S&Ls.
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Table 2. Number of Depository Financial Institutions
(Insured and Noninsured)
In The United States

Commercial Banks Mutual

No. of Banking Savings Savings Cedit Total
Year Charters(1) Units(2) Banks(3) & Loans Unions(5) Units(6)
1960 13,484 13,105 515 6,320 20,456 39,936
1965 13,818 13,403 506 6,185 22,119 42,213
1970 13,705 12,931 494 5,669 23,699 42,793
1971 13,804 12,951 490 5474 23,284 42,199
1972 13,950 12,837 486 5,298 23115 41,736
1973 14,194 12,630 482 5170 22,999 41,281
1974 14,488 12,642 480 5,023 22,964 41,109 d
1975 14,654 12,688 476 4,931 22,703 40,798 1
1976 14,697 12,708 473 4821 22,615 40,617
1977 14,740 12,750 467 4,761 22,407 40,385 U 4
1978 14,741 12,753 465 4,725 22177 40,120 o
1979 14,738 12815 463 4,684 22,002 39,964 ¢ 3
1980 14,870 12,787 460 4,592 21,731 39,570 4
1981 14,882 12,693 441 4,347 20,814 38,235 %

Sources: Commercial and Mutual Savings Banks: FDIC Annual Report (1940-1980) Federal Reserve System Annual Report (1981).

Bank Holding Companies: Federal Reserve Bulletin (1940) Assn. of Bank Holding Companies (1950), Federal Reserve

B g and Monet:

y Stats. (1960-1970), Annual Stats. Digest (1971-1981).

Savmgs and Loan Associations: U S. League of Savings Assns, Savings and Loan Fact Book.
Credit Unions: CUNA, Yearbook, 1979 (1940-1979), Credit Union Statistical Report, 1981 (1980-1981).

Securities Dealers: SEC Annual Reports.

Notes: (1) Includes 480 banks not insured by FDIC in 1981.

(2) Banking Units = (Commercial Banks + Bank Holding Companies — Bank Subsidiaries of Bank Holding Companies).

(8) Includes 111 banks not insured by FDIC in 1981.

(4) Includes 568 savings and loan associations not insured by FSLIC in 1981.

(5) Includes 3,581 credit unions not Insured by NCUSIF in 1981.
(6) Banking Units, Savings and Loan Associations, Mutual Savings Banks, Cedit Unions, and Securities Dealers.

have limited the number of bank mergers and

B
consequently the amount of bank consolidation. banks lagged with only a 230 percent gain while
Evidence continues to build, however, that mutual savings banks jumped 368 percent. (Data g

large organizations in commercial banking enjoy
few advantages in competing with small ones.
The smaller organizations appear to be better
capitalized. They have not lost significant market
shares when confronted with competition from
larger banks. Smaller banks continue to hold
approximately the same share of banks’ assets
that they did in the early 1970s. They have,
however, increased their share of all banks’
profits.

While numbers of institutions declined or
remained stable, commercial and mutual savings
banks and S&Ls together increased the number
of offices that they operated by almost 250

50

percent, to 81,158 (see Table 3). Commercial

on credit union offices is unavailable, but we
expect that their gain was small.)

Balance Sheet Trends

Balance sheet trends in the four types of
institutions were quite similar between 1960 and
1981. The only major exception reflects a dif-
ference in the portfolios of assets and liabilities of
commercial banks and of the other three types of |
institutions, a difference that has persisted since
1960.

Chart 3 shows this continuing difference. De-
spite some asset shifts, commercial banks continue
to be general institutions holding substantial

~

e

L
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Table 3. Number of Offices of
Depository Financial Institutions

Table 4. Net Worth - Asset Ratio,
Insured Depository Institutions

(Insured and Noninsured) (percent)
in the United States Saiings
: Mutual and
Commercial : : :
: Commercial  Savings Loan Credit
Efg";? SN;“;::;; Sa;’:égs Tolal Year Banks Banks Associations  Unions
Year Charters Banks Loans Units 1960 7.99 854 694 481
1960 24,103 1,002 7,931 33,036 : ggg égg ;gg g;g ggg
1965 29,736 1,222 9,179 40,137 1971 6‘32 6.95 653 590
1970 35,585 1,681 9,987 47,153 1972 5'95 6.80 622 571
1971 37,174 1,686 10,435 49,295 1973 5.67 700 6.23 553
1972 38,822 1,840 11,149 51,811 1974 5'65 714 619 558
85 1973 40,912 1,974 12,206 55,092 1975 5.87 6'66 581 532

4 1974 43,193 2,122 13,798 59,113 1976 6.1 1 8'42 558 507
;»f‘? 1975 44916 2,322 15,449 62,687 1977 5'92 6.40 545 472

3 1976 46,101 2,553 16,729 65,383 : : : :

v ! ! : i 1978 580 6.53 551 439
1977 47911 2,781 17,848 68,540 1979 575 6.69 558 443
g 1978 49,598 3,006 18,975 71,911 1980 5.80 6:2 E 5.06 432
& 1979 51,590 3,338 20,192 74,788 1981 5'83 535 497 450

2 1980 53,649 3,583 21,325 78,557 : 2

1981 55,440 3,583 22,135 81,158 Sources: Commercial Banks - Federal Reserve Board
vis) Mutual Savings Banks - FDIC, Annual Report
2 Sources: S&Ls - FHLBB, Combined Financial Statements

s

Commercial and Mutual Savings Banks: FDIC Annual Report (1940-

1980), Federal Reserve System Annual Report (1981).

Savings and Loan Associations: U.S. League of Savings Associations,

Savings and Loan Fact Book.

proportions of securities of both the U.S. and
state and local governments, mortgages, business
loans and consumer loans. Mutual savings banks
have continued to specialize in U.S. government
and corporate securities and mortgages. S&Ls’
asset portfolios remain dominated by mortgages,
and credit unions still specialize in consumer
loans.

Limitations on activities of the thrift institutions
and credit unions made itimpossible forthemto
expand their activities into business lending and
in some cases, consumer lending and transactions
deposit taking. These limitations have only been
reduced since 1980. The 1980s will see whether
dropping these limitations will induce the four
types of institutions to be more similar in their
portfolios and in the types of accounts they offer
and hold.

Credit Unions - CUNA, Yearbook 1979 and Credit
Union Statistical Reports 1981

As markets for short-term assets improved
during the 1960s and 1970s, the quick availability
of liquid assets induced financial institutions to
decrease holdings of short-term easily marketable
assets. Cash and securities as a percentage of
assets at all four types of institutions declined.
Taking their place were more loans and securities
of other types. Capital as a percentage of total
assets also fell during the 1960s and particularly
during the 1970s (see Table 4). The late 1970s
saw a leveling off of this decline for commercial
banks and indeed in 1980 and 1981 commercial
banks’ capital-asset ratios increased. In the late
1970s and early 1980s, however, because of
substantial earnings problems, capital asset ratios
at the thrifts increased the steepness of their
descent. Credit unions’ net worth-assets ratios
declined overall in the 1970s but rebounded
slightly in 1981.

[ Even before those limitations were reduced, Limits on interest that could be paid for deposit

3 however, broad similarities in balance sheet liabilities induced commercial and mutual savings

- trends existed among the institutions. These banks and S&Ls to increase nondeposit liabilities
7"

similarities include decreased liquidity and capital
for all institutions, increased use of nondeposit
liabilities, declines in deposits subject to interest
ceilings in the 1970s, declines in securities holdings,
increases in total loans as proportions of assets
and declines in mortgage loans to total loans for
thrift institutions throughout most of the period.

FEDERAL RESERVE BANK OF ATLANTA

during the late 1960s and the 1970s (see Table
5). Commercial banks led in this movement,
increasing nondeposit liabilities earlier and taking
on a greater proportion of nondeposit liabilities
than the thrifts by the mid 1970s. S&Ls jumped
back into the lead as users of nondeposit funds in
1981. Commercial banks and mutual savings
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Table 5. Nondeposit Liabilities to Total Liabilities
Insured Depository Financial Institutions

(percent)
Savings
Mutual and

Commercial Savings Loan
Year Banks Banks Associations
1960 2.83 1.84 6.49
1965 4.50 1.41 10.71
1970 7.40 1.57 10.74
1971 7.87 1.35 9.56
1972 8.87 1.36 9.29
1973 10.86 1.86 11.08
1974 10.93 2.20 12.51
1975 10.37 2.00 10.40
1976 10.65 1.84 9.35
1977 11.39 192 10.90
1978 13.18 271 12.90
1979 14.54 3.59 14.13
1980 1597 4.00 14.45
1981 16.85 599 17.80

Sources: Commercial Banks - Federal Reserve Board
Mutual Savings Banks - FDIC, Annual Report
S&Ls - FHLBB, Combined Fi ial Stat t:

banks held mainly private nondeposit liabilities
in the forms of commercial paper, notes and
debentures and other borrowings. Savings and
loan associations’ nondeposit liabilities came
primarily through loans from the Federal Home
Loan Banks, although their borrowings from other
sources also increased as a proportion of-assets.

As higher interest rates and innovation by
nondepository institutions eroded interest rate
control in the 1970s, the regulators were forced
to remove interest rate ceilings for more and
more types of deposits. This culminated in Con-
gress ordering the Depository Institutions Dere-
gulation Committee (DIDC) to remove the interest
ceilings gradually through April 1986.

Predictably, deposits not subject to interest
rate ceilings increased rapidly in the late 1970s
with inflation and high interest rates. Those
subject to interest rate ceilings declined quite
rapidly (see Chart 4). Throughout the period,
demand deposits at commercial banks grew at a
much slower pace than time and savings deposits.
The gap between growth rates increased in the
latter part of the 1970s as interest rate ceilings
were removed from time and savings deposits
while demand deposits remained subject to an
interest prohibition (see Table 6). The adoption
of NOW accounts that lifted the ceilings on
personal transactions deposits did little to stem
the tide.

52

Table 6. Average Annual Growth in Demand and
Time and Savings Deposits

Insured Commercial Banks

Time

and

Demand Savings

Year Deposits Deposits
1960-1981 440 12.57
1965-1970 6.07 9.65
1970-1975 5.37 14.35
1975-1980 6.12 16.55
1980-1981 -10.93 17.14

Source: Federal Reserve Board

Thrift institutions, although limited to a great
extent in the types of assets they could hold,
steadily but slowly decreased the proportion of
mortgages in their portfolios throughout the
1970s after increasing mortgage holdings in the
1960s. Mutual savings banks took on more
corporate securities; S&Ls took on more consumer
loans and government securities.

Income and Expense Trends

In contrast to the similar balance sheet trends
among commercial and mutual savings banks,
S&Ls and credit unions, quite different earnings
trends evolved for these institutions during the
1960s and 1970s. Commercial banks' earnings
were considerably more stable during this period
than those of the other institutions. For the
whole period, the difference between the high
and low return on assets for commercial banks
was only 14 basis points. The spread for savings
and loan associations and mutual savings banks
(even before the earnings debacle of 1979, 1980
and 1981) was at least three times that of
commercial banks (see Chart 1). Similarly, return
on equity (or return on net worth) varied much
more greatly among S&Ls and mutual savings
banks (see Chart 5).

After the introduction of market indexed certif-
icates in mid-1978, rising interest rates pulled
thrift institutions’ interest costs up much more
rapidly than interest revenues could rise. Thus,

P P Tt

|

thrifts’ earnings plummeted from 1979 through

1981. Thrifts' problems would not have been
avoided had market rates not been introduced.
Without market rates, thrifts could not have bid
for deposits. This would have forced nondeposit
borrowing at market rates or induced a liquidity
crisis.

JUNE 1983, ECONOMIC REVIEW

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



iy T R e e R G i P,

,
i
(‘}

o

&

Chart 4. Deposits Subject to Interest Ceilings
Depository Financial Insititutions
(Percent of Total Deposits)
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Chart 5. Return on Average Net Worth Depository
Financial Institutions
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As might be expected, thrifts’ earnings appeared
to be driven mainly by changes in interest rates.
Bank earnings, on the other hand, do not appear
to have been so sensitive to interest rates as they
were to activity in the economy. Recession,
which brings on more business failures and more
loan delinquencies, was more closely related to
earnings declines at commercial banks than
were higher interest rates (see Chart 6). And
expansion in the real economy was closely
related to expansion in bank earnings. Thus,
while thrifts’ earnings appeared to be interest
rate driven, commercial banks” appeared to be
loan-loss driven.

Throughout the period, interest revenue in-
creased as a proportion of total revenue for
commercial banks and S&Ls but not for mutual
savings banks. This increase in interest revenue
as a proportion of total revenue continued into
the late 1970s and early 1980s, when depository
financial institutions were urged to unbundle
financial services and to generate revenues through
fees rather than through interest.

For the entire period, interest costs rose more
rapidly than interest revenue for these institutions.
The difference in cost and revenue growth rates
was sufficient to keep net interest margin in the
same range until the thrifts’ problems hitin 1979
(see Chart 2). Even in the 1979-82 period,
commercial banks’ earnings remained stable.
Thrift institutions, because of their asset and
liability mismatch, suffered from rising interest
rates and decontrol of deposit interest ceilings
through sharply declining earnings. These earnings

FEDERAL RESERVE BANK OF ATLANTA

Digitized for FRASER

httpi//fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis

declines brought massive losses and cut thrifts’
capital severely. Commercial banks weathered
the high interest rates in relatively good shape
with continued stable earnings, net interest margin
and return on assets and with rising capital-asset
ratios. Much of their financial advantage going
into the latter part of the 1980s stems from this
particular period.

How Now?

Currently, commercial banks appear to be in
good shape compared to thrift institutions. Earnings
of the industry have not fallen, although recessions
plagued the economyin 1980 and 1982. Capital
increased more than assets in the 1980-1981
period. Several of the 1970s trends, however,
appear to be continuing. Deposits subject to
interest ceilings have continued to fall in the last
three years. New MMDA and Super NOW ac-
counts bid fair to continue this trend. Commercial
banks are becoming more dependent on liabilities
whose costs fluctuate with the market. The
interest dependence of commercial banks does
not seem to be declining despite moves to
unbundle and charge fees. Non-interest expenses
also continue to rise.

Thrift institutions, however, appear much more
seriously harmed by the recent period of high
interest rates and recession. As a result of negative
net interest margins and returns on assets, thrift
institutions’ capital has declined to historically
low levels. Since most are mutual institutions
and, short of stock conversions, have no practical
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way of raising capital except through earnings,
Chart 6. Commercial Banks their net worth has dropped.

Net Loans Charged to Reserves as a Interest rates have fallen since mid 1982, and
Percentage of Assets, and Return on some thrift institutions have reported second
Average Assets half earnings increases. Earnings are low, however,
1.2 [ Percent and borrowing from the Federal Home Loan

Bank is high. The use of other nondeposit funds is
09 Return on

Bl up, and the volume of deposits subject to interest |
W rate ceilings continues to fall rapidly at these
e institutions.

Credit union reserves are down since the mid
1970s. Their deposit-type liabilities make up a

03 |- Net Loans Charged smaller and smaller proportion of total liabilities,
10 Reserves indicating that these institutions, with the others,
(o) R T T i S A et M T o v A are becoming more and more sensitive to market |
'60 '65 '70 75 interest rates.

—B. Frank King
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ISTICAL

2 B L i [Py SORID S g S

FINANCE

ANN, ANN,
APR MAR APR % APR MAR APR %
1983 1983 1982 CHG. 1983 1983 1982 CHG.

1,266,033 1,240,521 1,129,500 + 12 Savings & Loans
303,661 291,377 295,680 + 3 Total Deposits 593,039 579,199 530,388 + 12
78,331 72,737 59,083 + 33 NOwW 17,493 16,053 9,864 + 77
Savings 324,217 304,431 152,093  +113 Savings 186,114 174,957 93,760 + 99
Time 588,934 603,360 652,132 - 10 Time 392,442 391,195 427,399 - '8
Credit Union Deposits 57,318 53,480 46,215 + 24 FEB JAN FEB
Share Drafts 5,148 4,584 3,098 + 66 Vortgages Outstanding 472,409 472,915 507,374 - 7
Savings & Time 5 43,471 39,607 _+ 16 Commitments 21,945 19,343 15.338 _ + 13

ST

AN it . SRR
14 Savings & Loans

138,502 123,39

i

34,446 35,805 + 2 Total Deposits 86,600 84,232 78,030 + 11

10,385 9,685 7,785 + 33 NOW 2,987 2,706 1,632 + 83

Savings 35,794 33,342 15,108  +137 Savings 24,599 22,715 11,937  +106

Time 63,007 64,198 68,277 - 8 Time 59,817 59,556 64,523 - 7
Credit Union Deposits 5,308 5,058 4,388 + 21 FEB JAN FEB

Share Drafts 425 372 318 + 34 66,023 66,085 75,904 - 13

Savings & Time 4,303 721+ 28 3 481 + 1

RO
14,740 13,942

Fn Savings & Loans

3,749 3,516 3,610 + 4 Total Deposits 4,752 4,592 4,455 & 7

926 875 669 + 38 NOW 147 136 8 * 11

2,987 2,816 1,580 + 89 Savings 829 756 578 + 43

7,797 7,986 B,3% -~ 8 Time 3,850 3,768 3,820 * 1

Credit Union Deposits 883 855 760 + 16 FEB JAN FEB
Share Drafts 83 71 63 + 32 Mortgages Outstanding 3,602 3,625 3,984 ° '~ 10
i i 72 6 + i +

,79 40,783 21 Savings & Loans
12,487 13,014 &2 Total Deposits 52,834 51,160 47,400 1
4,116 3,447 + 29 NOW 2,074 1,881 1,146 + 81
Savings 16,041 14,954 6,476 +148 Savings 16,680 15,416 8,000 +109
] Time 16,614 17,190 19,069 =13 Time 34,370 34,259 38,194 =10
¥ Credit Union Deposits 2,414 2,285 2,013 + 20 FEB JAN FEB
Share Drafts 222 198 174 + 28 Mortgages Outstanding 38,769 38,710 47,019 - 18

1,804 1,582

Commitments

w991 ik 19 Savings & Loans
Demand 6,164 + 8 Total Deposits 10,626 10,416 9792 9
NOW 1,093 + 26 NOW 311 268 170 + 83
Savings 1,647 +171 Savings 2,475 2,373 1,206  +105
4 Time ! Time 8,014 7,928 8,463 - 5
5, Credit Union Deposits + 28 FEB JAN FEB

Share Drafts

+ 79 Mortgages Outstanding 8,427
Mortg Commitments 2

8,481 9,325
286

Commereia Savings
Demand Total Deposits 8,908 8,681 7,683+ 16
NOW NOW 191 179 00+ 91
o Savings S Savings 2,475 2,174 1,240  +100
Time 12,931 13,077 12048 - 0 Time 6,334 6,402 6,37 ~ ¢
Credit Union Deposits 172 163 119 + 45 FEB JAN FEB
Share Drafts 15 13 18 i + 15 Mortgages Outstanding 7,293 7,245 L1915 ok}

Commercial Bank

164 111

209 +44

ments

B
Deposits

’
Demand 2,415 Total Deposits 2,525 2,403 & 6
NOW 573 NOW 69 45 5+ 16
Savings 2,244 2,027 749  +200 Savings 485 225 +130
Time 6,203 6,302 6,710 - 8 Time 1,999 2,148 - 8
Credit Union Deposits N.A. N.A. N.A. JAN FEB
Share Drafts N.A. N.A. N.A. Mortgages Outstanding 2,029 %001 =g
b4 4 s & Time N.A. N.A. N.A, Mortgage Commitments 24 AT+ 4T
i 3 D SHREH R SSaEEy RO
¢ % Commercial Bank Deposits 21,733 21,049 19,258 13 Savings & Loans
4 Demand 4,364 4,108 4,325 + 1 Total Deposits 7,042 6,858 6,297 + 12
NOW 1,456 1,367 933 + 56 NOW 185 173 88  +110
Savings 5,154 4,746 2,176~ H37 Savings 1,622 1,511 688  +136
Time 10,795 @ 10,929 12,001 - 10 Time 5,276 5,200 5,541 - 5§
Credit Union Deposits 822 793 700 + 17 FEB JAN FEB
4 Share Drafts 55 51 40 + 38 Mortgages Outstanding 5,895 5,995 8,185 -~ b
&, _Savings & Time 778 755 668 + 16 Mortgage Commitments 168 153 57 4195

i

Notes: All deposit data are extracted from the Federal Reserve Report of Transaction Accounts, other Deposits and Vault Cash (FR2900),

and are reported for the average of the week ending the 1st Wednesday of the month. This data, reported by institutions with

over $15 million in deposits as of December 31, 1979, represents 95% of deposits in the six state area. The major differences between
this report and the "call report" are size, the treatment of interbank deposits, and the treatment of float. The data generated from

the Report of Transaction Accounts is for banks over $15 million in deposits as of December 31, 1979. The total deposit data generated
from the Report of Transaction Accounts eliminates interbank deposits by reporting the net of deposits "due to" and "due from" other
depository institutions. The Report of Transaction Accounts subtracts cash in process of collection from demand deposits, while the call
report does not. Savings and loan mortgage data are from the Federal Home Loan Bank Board Selected Balance Sheet Data. The

\'itized fQbiithéast=8ata represent the total of the six states. Subcategories were chosen on a selective basis and do not add to total.
p://fraseNtotiffwen

tthan four institutions reporting.
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CONSTRUCTION

ANN ANN
MAR FEB MAR % MAR FEB MAR %
1983 1983 1982 CHG 1983 1983 1982 CHG

iiding Permits - Residential Building Permits

Total Nonresidential 44,533 44,869 Value - $ Mil. 45,373 42,812
Industrial Bldgs. 4,783 4,999 7,091 - 33 Residential Permits - Thous.
Offices 11,255 11,867 15374 » =27 Single-family units 620.5 584.3 §11.0 *
Stores 5,186 5,228 6,114 ~ 15 Multi-family units 500.2 480.4 3913 %
Hospitals 1,778 1,580 1,659 % .7 Total Building Permits
Schools 812 781 80¢ + 1 Value - $ Mil 89,906 87,681 89,665 +

Nonresidential Building Permits - esndenual Budmg Permits

Total Nonresidential 6,582 Value - $ Mil. 8,056 7,529
Industrial Bldgs. 634 677 816 =22 Residential Permits - Thous.
Offices 1,443 1,430 1,365 + 6 Single-family units 128.7 121.6 1057
Stores 962 968 1,074 - 10 Multi-family units 96.1 91.1 823 &
Hospitals 377 345 281 + 34 Total Building Permits
Schools 136 105 84 + 62 Value - $ Mil 14,638 14,016 14,058 +

en ng Permi

Nonresidentia

ulding
Total Nonresidential 377 371 422 -1 Value - $ Mil.
Industrial Bldgs. 39 46 79 =48 Residential Permits - Thous.
Offices 73 72 55 +.33 Single-family units 5.9 5.5 4.6 =
Stores 67 61 50 + 34 Multi-family units 4.3 4.3 5.2 =
Hospitals 30 30 3. - 3 Total Building Permits
Schools 7 5 8.+ 9% Value - $ Mil 651 631 891 =

Nonresidential Building Residential Building Permits

Total Nonresidential 3,398 3,307 3,451+ 1 Value - $ Mil. 4,678 4,350 5015 " =
Industrial Bldgs. 354 380 389 - 9 Residential Permits - Thous.
Offices 718 708 584 + 23 Single-family units 66.6 62.6 61.3 - %
Stores 549 519 593 =~ 7 Multi-family units 57.0 53.0 025
Hospitals 210 178 157 + 34 Total Building Permits
Schools 53 21 21 #152 Value - $ Mil 8,067 7,658 8,366 =

Nonresidential Building denﬁl uilingrits 7

Total Nonresidential 983 980 1,050 - B Value - $ Mil 1,586 1,500 1,040 +
Industrial Bldgs. 127 134 187 - 32 Residential Permits - Thous.
Offices 229 227 255 - 10 Single-family units 30.0 29.0 20.6 +
Stores 84 84 112 -2 Multi-family units 15.0 14.9 9.7 *
Hospitals 26 25 3 =13 Total Building Permits

Schools 10 13 32 =69 Value - $ Mil 2,568 2,480 2,080 +

‘Nonresidential Building “Residential Buildng Permits

Total Nonresidential 1,064 1,066 905  + 18 Value - $ Mil. 758 708 580 &
Industrial Bldgs. 61 63 895 =31 Residential Permits - Thous.
Offices 316 310 293 + 8 Single-family units 12.9 12.1 94
Stores 122 165 168 =~ 37 Multi-family units 10.1 9.5 8.
Hospitals 80 62 27 ¥122 Total Building Permits
Schools 53 52 19 #1789 Value - $ Mil 1,822 1,774 1,485 +
Nonresidential Building Residential Building Permits )
Total Nonresidential 169 161 172 =3 Value - $ Mil. 208 193 145 + 43
Industrial Bldgs. 11 13 20 - 45 Residential Permits - Thous.
Offices 16 14 44 - 64 Single-family units 4.0 3.8 3.0 +33
Stores 40 39 32 25 Multi-family units 2.5 2.2 1.9 5 32
Hospitals 10 5 6  + 67 Total Building Permits + &
Schools 5 5 0.8 +525 Value - $ Mil 377 354 317 £:19 :

Nonresidential Building Residential Building Permits

Total Nonresidential 591 601 725 =18 Value - $ Mil. 552 517 385 +43
Industrial Bldgs. 40 41 56 29 Residential Permits - Thous. '
Offices 92 100 135 . 32 Single-family units 9.4 8.6 6.8 +38 7T
Stores 100 100 118 =15 Multi-family units 7.2 22 5.1 + 41
Hospitals 42 44 21 +100 Total Building Permits
Schools L9 8 5 kB0 Value - $ Mil 1,143 1,118 1,109 + 35 &

NOTES: S
Data supplied by the U. S. Bureau of the Census, Housing Units Authorized By Building Permits and Public Contracts, C-40.
Nonresidential data excludes the cost of construction for publicly owned buildings. The southeast data represent the total of

Dodge construction contracts has been discontinued.
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4 GENERAL
S

ANN, ANN.
LATEST CURR. PREV. YEAR % APR MAR (R) APR %
DATA PERIOD PERIOD AGO CHG. 1983 1983 1982 CHG.

ED STATES G e v = SRR R

. Personal Income Agriculture

($bil. - SAAR) 4Q 2,616.1 2,581.8 2,483.7 +5 Prices Ree'd by Farmers
Taxable Sales - $bil. N.A. N.A. N.A. Index (1977=100) 137 134 135 ol
. Plane Pass. Arr. 000's N.A. N.A. N.A. Broiler Placements (thous.) 84,992 84,834 83,782 + 1
Petroleum Prod. (thous.) APR 8,712.0 8,729.1 8,687.2 0 Calf Prices ($ per cwt.) 67.20 68.40 62.60 +7
( Consumer Price Index Broiler Prices (¢ per 1b.) 24.7 25.4 26.2 =8
1967=100 APR 295.5 293.4 284.3 + 4 Soybean Prices ($ per bu.) 6.04 5.82 6.11 =1
DEC 170.3 =1 Broiler Feed Cost ($ per ton) 2 0

. “Personal Income Agriculture

($bil. - SAAR) 4Q 267.9 +9 Prices Rec'd by Farmers
Y Taxable Sales - $ bil. N.A. Index (1977=100) 121 119 118 £
Plane Pass. Arr. 000's FEB 4,332.1 + 8 Broiler Placements (thous.) 32,818 32,526 32,082 * 2
" Petroleum Prod. (thous.) APR 1,407.0 ,400. 1,395.0 %9 Calf Prices ($ per ewt.) 65.21 64.98 59.18 +10
¥ Consumer Price Index Broiler Prices (¢ per Ib.) 24.1 24.8 24.6 -2
1967=100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 6.18 6.00 6.36 -3
1

4 Kilowatt Hours - mils. DEC 26.2 25.0 25.5 + 3 Broiler Feed Cost ($ per ton) 10.83 10.89 10.95 -

. ALABAMZ
# Personal Income Agriculture
($bil. - SAAR) 4Q 34.7 33.9 32.9 *5 Farm Cash Receipts - $ mil.
' Taxable Sales - $ bil. NOV 23.0 22.5 21.7 + 6 (Dates: JAN, JAN) 158 - 158 0
»Plane Pass. Arr. 000's FEB 90.6 93.7 91.6 -1 Broiler Placements (thous.) 10,916 10,718 10,746 2
Petroleum Prod. (thous.) APR 55.0 56.0 56.0 -2 Calf Prices ($ per cwt.) 63.20 63.60 57.00 +11
.. Consumer Price Index Broiler Prices (¢ per 1b.) 24.1 24.8 24.6 -2
' 1967=100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 6.02 5.99 6.33 -5
<. Kilowatt Hours - mils. DEC 3.5 3.4 3.7 -5 Broiler Feed Cost ($ per ton) 11.00 11.00 11.00 0
FLORIDA : / , S S : i
Personal Income Agriculture

‘% ($bil. - SAAR) 4Q 70.9 68.4 61.1 +16 Farm Cash Receipts - $ mil.

Taxable Sales - $ bil. APR 68.4 67.9 67.4 5 | (Dates: JAN, JAN) 524 - 538 -3
i Plane Pass. Arr. 000's  FEB 2.379.9. 23875 21775 9 Broiler Placements (thous.) 2,040 1,983 1,960 +4
" Petroleum Prod. (thous.) APR 65.0 65.0 81.0 -20 Calf Prices ($ per cwt.) 71.60 69.40 62.40 +15

Consumer Price Index - Miami MAR JAN MAR Broiler Prices (¢ per Ib.) 23.5 -6

Nov. 1977 = 100 159.0 157.9 155.1 + 3 Soybean Prices ($ per bu.) 6.02 -4

Kilowatt Hours - mils. DEC 7.1 6.8 + 6 Broiler Feed Cost ($ per ton) 12.70 4.3

GEORGIH : . LR =

Person:

al Income Agriculture
($bil. - SAAR) 4Q 55.2 . 54.0 51.2 + 8 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. 3Q 39.4 37.2 38.1 +3 (Dates: JAN, JAN) 224 = 205 20
~ Plane Pass. Arr. 000's FEB 1,454.8 1,474.2 1,319.6 +10 Broiler Placements (thous.) 13,009 13,223 12,873 + 1
l“Petroleum Prod. (thous.) N.A. N.A. N.A. Calf Prices ($ per cwt.) 60.60 61.50 55.00 +10
Consumer Price Index - Atlanta APR FEB APR Broiler Prices (¢ per 1b.) 24.0 24.5 23.5 9
1967 = 100 297.6 295.1 280.2 +6 Soybean Prices ($ per bu.) 6.20 5.90 6.37 -3
¥ Kilowatt Hours - mils. DEC 4.1 3.8 4.1 + 0 Broiler Feed Cost ($ per ton) 11.00 11.00 11,50 4
~ LOUISIANA = = - e S
‘& Personal Income griculture
($bil. - SAAR) 4Q 44.7 44.4 42.5 5 Farm Cash Receipts - $ mil.
.. Taxable Sales - $ bil N.A. N.A. N.A. (Dates: JAN, JAN) 204 - 219 -7
¥ Plane Pass. Arr. 000's FEB 260.4 262.6 247.1 : 5 Broiler Placements (thous.) N.A. N.A. N.A.
Petroleum Prod. (thous.) APR 1,200.0 1,191.0 1,164.0 +3 Calf Prices ($ per cwt.) 65.50 65.90 61.00 o
- £ Consumer Price Index Broiler Prices (¢ per Ib.) 24.5 26.0 27.0 -9
1967 = 100 N.A. N.A. N.A. Soybean Prices (§ per bu.) 6.29 6.18 6.50 ]
i i DEC 4.1 Broiler Feed Cost ($ per ton) 9.00 9.50 9.50 5
s e e T e 1

Agriculture
& ($bil. - SAAR) 4Q 20.4 19.9 19.3 + 6 Farm Cash Receipts - $ mil.
r Taxable Sales - $ bil N.A. N.A. N.A. (Dates: JAN, JAN) 280 - 216 +30
Plane Pass. Arr. 000's FEB 25.2 28.9 28.6 -12 Broiler Placements (thous.) 6,865 6,603 6,503 +6
~ Petroleum Prod. (thous.) APR 87.0 88.0 94.0 -7 Calf Prices ($ per cwt.) 68.00 65.50 62.30 +9
Consumer Price Index Broiler Prices (¢ per Ib.) 25.5 26.5 25.5 0
o ¢ 1967 = 100 N.A. N.A. N.A. Soybean Prices ($ per bu.) * 6.08 5.97 6.30 =3
. Kilowatt Hours - mils. DEC 1.8 1.7 1.6 Broiler Feed Cost ($ per ton) 11.00 11.50 11.00 0
Personal Income Agriculture
($bil. - SAAR) 4Q 42.0 41.5 39.9 5 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. DEC 28.7 27.4 26.9 Aoy f (Dates: JAN, JAN) 192 = 166 +16
r Plane Pass. Arr. 000's FEB 121.2 126.3 120.5 %3 Broiler Placements (thous.) N.A. N.A. N.A.
Petroleum Prod. (thous.) APR N.A. N.A. N.A. Calf Prices ($ per cwt.) 61.40 63.40 56.90 + 8
Consumer Price Index Broiler Prices (¢ per 1b.) 23.5 24.0 22.5 +4
» 1967 = 100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 6.33 5.91 6.30 +0
” Kilowatt Hours - mils. DEC 5.6 5.0 5.7 -2 Broiler Feed Cost ($ per ton) 9.20 9.10 9.30 -1
Notes:

' “Personal Income data supplied by U. S. Department of Commerce. Taxable Sales are reported as a 12-month cumulative total. Plane

- Passenger Arrivals are collected from 26 airports. Petroleum Production data supplied by U. S. Bureau of Mines. Consumer Price

. Index data supplied by Bureau of Labor Statistics. Agriculture data supplied by U. S. Department of Agriculture. Farm Cash

* Receipts data are reported as cumulative for the calendar year through the month shown. Broiler placements are an average weekly

" rate. The Southeast data represent the total of the six states. N.A. = not available. The annual percent change calculation is based
igm&f%l"ﬁﬁﬂm over prior year. R = revised.
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EMPLOYMENT

r

ANN. ANN, (8
MAR FEB MAR % MAR FEB MAR % v
1983 1983 1982 CHG. 1983 1983 1982 CHG, y

a thous. 109,873 109,647 108,761 7 Nonfarm Employment- thous.

Total Employed - thous. 97,994 97,265 98,471 ~0 Manufacturing 18,147

Total Unemployed - thous. 11,879 12,382 10,290 +15 Construetion 3,478
Unemployment Rate - % SA 10.3 10.4 9.0 Trade 20,129
Insured Unemployment -~ thous. N.A. N.A. N.A. Government 16,030
Insured Unempl. Rate - % N.A, N.A. N.A, Services 19,216
Mfg. Avg. Wkly. Hours 39.6 38.8 39.1 Fin., Ins., & Real Est. 5,378
Mfg. A Wkl T C & Pub. Util.

Civilian Labor Force - thous. 14,025 14,064 Nonfarm Employment- thous.
Total Employed - thous. 12,537 12,466 12,501 +0 Manufacturing 2,128
Total Unemployed - thous. 1,488 1,598 1,353 +10 Construction 602
Unemployment Rate - % SA 10.5 11.1 9.8 Trade 2,697
Insured Unemployment - thous. N.A. N.A. N.A. Government 2,172
Insured Unempl. Rate - % N.A. N.A. N.A. Services 2,292

39.8 39.7 39.4 Fin., Ins., & Real Est. 657

T C & Pub, Util

Mfg. Avg. Wkly. Hours
Wkl

Civilian Labor Force - thous. Nonfarm Employment- thous.

Total Employed - thous. 1,456 1,452 +2 Manufacturing

Total Unemployed - thous. 284 231 +13 Construction 58
Unemployment Rate - % SA 15.9 13.8 Trade 265
Insured Unemployment - thous. N.A. N.A. Government 293
Insured Unempl. Rate - % N.A. N.A. Services 219

Mfg. Avg. Wkly. Hours
A

39.8 388+ Fin., Ins., & Real Est. 59
WKly. Ear & Uti

=
SV
vilian Labor Foree - thous. Nonfarm Employment- thous.
Total Employed - thous. 4,202 4,174 Tt Manufaeturing
Total Unemployed - thous. 408 390 +5 Construction 236
Unemployment Rate - % SA 8.9 8.9 Trade 1,026
Insured Unemployment - thous. N.A. N.A. Government 644
Insured Unempl. Rate - % N.A. N.A. Services 949
Mfg. Avg. Wkly. Hours 39.9 1 Fin., Ins.,, & Real Est. 287
M A Wkl s. Com. & Pub. Util. 234
R R AR R

2

2,626+ 2 Nonfarm Employment- thous. 2,209

Total Employed - thous. 2,419 *2 Manufacturing 495
Total Unemployed - thous. 204 + 6 Construction 94
Unemployment Rate - % SA 8.1 Trade 521
Insured Unemployment - thous. N.A. Government 445
Insured Unempl. Rate - % N.A. Services 384

Mfg. Avg. Wkly. Hours 38.9 Fin., Ins., & Real Est, 118
A Wkl i

o = X RIS I 2

C or Force - thous. 0 Nonfarm Employment- thous. 1,589
Total Employed - thous. 1,672 3 Manufacturing 192
Total Unemployed - thous. 166 +34 Construction 115

Unemployment Rate - % SA 10.2 Trade 364

Insured Unemployment - thous. N.A. Government 313

Insured Unempl. Rate - % N.A. Services 307

Wkly. Hours 41.5 =

Wkl

Fin., Ins., & Real Est. 80
Trans. Com. & Pub. Util. 124
S TR

Mfg. Avg.
A

an Labor Force - thous. 1,054 =0 Nonfarm Employment- thous.

Total Employed - thous. 942 =1 Manufacturing

Total Unemployed ~ thous. 112 +8 Construction
Unemployment Rate - % SA 9.6 Trade
Insured Unemployment ~ thous. N.A. Government
Insured Unempl. Rate - % N.A. Services
Mfg. Avg. Wkly. Hours 38.6 5 B Fin., Ins., & Real Est.
Mfg. Avg. Wkly 45 Trans. Com. & Pub. Util

Civilian Labor Force - thous. 2,110 2,092 o | Nonfarm Employment- thous.
Total Employed - thous. 1,851 1,842 + 0 Manufacturing
Total Unemployed - thous. 259 250 + 4 Construction
Unemployment Rate - % SA 11.7 11.8 Trade
Insured Unemployment - thous. N.A. N.A. Government
Insured Unempl. Rate - % N.A, N.A, Services
Mfg. Avg. Wkly. Hours 39.6 38.4 + 3 Fin., Ins., & Real Est.
Mfg. Avg. Wkly. Earn. - § 293 268 +9 Trans. Com. X% Pub. Util.

Notes: All labor force data are from Bureau of Labor Statisties reports supplied by state agencies.
Only the unemployment rate data are seasonally adjusted.
The Southeast data represent the total of the six states.
The annual percent change calculation is based on the most recent data over prior year.
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