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Can Interstate Banking Increase
Competitive Market Performance?
An Empirical Test

If banking firms expand and find themselves in
head-to-head competition with other firms in many
different markets, will competition increase or de-
crease? Recent geographic expansion by Florida
bank holding companies may provide a clue to
what the nation would experience under interstate
banking.
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Can Interstate Banking Increase Competitive
Market Performance? An Empirical Test

A study of Florida bank holding companies suggests that geographic expansion
by different banks into several markets tends to increase the degree of
competition. The same type of expansion is expected if interstate banking

prohibitions A\ are removed.

The structure of the banking industry
has changed significantly during the
last 10 years, largely because
of the acceleration of multi-
bank holding company for-
mation and acquisition
activity in the 1960s. In
1956, when Congress
passed the Bank
Holding Com-
pany Act, it

covered 50
multibank com-
panies.! Between \
1956 and the mid- ™~ &
1960s, the pace of multi- ™
bank holding company for- . &
mations remained rather slow; ™
the number stood at 74 in 1967.2 N
By 1970, however, the number had
expanded to 121,% by 1976 to 308,
and in 1982, the number had grown to

522. These 522 multibank holding com-
panies held over $821 billion in deposits and

controlled 3,039 banks. Yet, most importantly,

this organizational form had changed the struc-
ture of the banking industry.?

Most multibank holding company acquisition
activity during the 1970-1983 period was of
the market extension type—acquisition of banks
in separate banking markets. This is the type of
acquisition activity one would expect if geo-
graphic restrictions on interstate banking were
removed—banks or holding companies in one

'Board of Governors of the Federal Reserve System, Federal Reserve
Bulletin, October 1958, p. 1224.

21bid, August 1968, p. A-93.

3Ibid, August 1971, p. A-98.

4Board of Governors of the Federal Reserve System, “Banking Holding
Companies and Subsidiary Banks as of December 31, 1976."

state acquiring banking organizatior
in other states.
Some evidence of the prob:
ble competitive impact o
banking markets of allowir
this type of expansio
may be gleaned fror
the Florida expel
ence. Florida wx
a hotbed «
holding con

V4
/ pany activil
" during th
1970s. The stat
maintained a un
banking structur’
through most of this per
od that fostered the growt
of a relatively large number ¢
holding companies. This is analc
gous to the interstate banking prc
hibitions that limited banks’ gec
graphic expansion to a single state. Th
interstate restrictions fostered the growt
of many banking organizations in the natior
In Florida each bank was limited to one locatiol
but through the holding company device,
number of geographically limited banks cou?'
be tied together. Holding companies in Floric\
expanded largely by acquiring existing bank:
and because of the banking authorities an
antitrust laws, their acquisitions were largely «
the market extension type. The same type ¢
expansion is expected if interstate bankiri
prohibitions are removed.

The holding company structure allowed Floric
banking organizations to expand into marke!
prohibited to a single bank. Repeal of th
interstate banking prohibitions would have ¢
similar effect over a larger area. Florida holdir
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companies found themselves competing head-
to-head with similar institutions throughout
the state in dispersed markets. Much the same
would occur nationwide.

What can the Florida experience tell us
about what the nation may experience if or
when the interstate banking prohibitions are
removed? If banking firms are allowed to expand
into new markets and find themselves in direct
competition with similar organizations in many
of these markets, will the level of market
competition increase or decrease? This is an
important question in trying to determine
whether interstate expansion will benefit the
nation’s economy.

The Linkage Theory

Conceptually, the theory of “linked oligopoly”
has often been applied in analyzing the probable
competitive impact of multimarket banking
firms in the banking industry. The theory basically
asserts that the more often multimarket firms
come into direct contact in a number of geo-
graphically dispersed markets, the less likely
these firms are to take aggressive action in any
one market for fear of retaliation in other
markets where they may be more vulnerable. In
effect, it contends that the presence of a

" number of multimarket firms, competing with
one another in many markets, will tend to
weaken competition regardless of the degree of
concentration in that local market. The evidence
reported in this article tends to reject the
linked oligopoly theory in the case of Florida.

The linked oligopoly theory is based on the
idea that the competitive behavior of rivals is
interdependent. The cooperation of the rivals is
basically the result of two or more firms sharing
a relatively large portion of a market. This
increases the certainty that a competitive action
will affect a rival directly and adversely, thus
resulting in a predictable competitive reaction.
In conventional forecasting models, this leads
to a situation in which competition is reduced
and is replaced by tacit agreements or coalitions
between rival organizations. Each firm recog-
nizes that its competitive actions will adversely
affect a rival, who will react in a predictable
manner.

In such situations, several alternative actions
are possible. In one extreme, the rivals re-
cognize the potential for a monopoly situtation
and form a coalition to cooperate rather than
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compete.Alternatively, the organizations may
attempt to second-guess their rivals, thus sharp-
ening competition. Elinor Solomon recognized
these two extremes and asserted that the
initial degree of competition between firms in a
given market may determine how they behave
as they expand into other markets:

“Multiple contact by the same banking
leaders within a state, in progressively more of
that state’s banking markets, may serve to
strengthen the lines of communication be-
tween them and increase the adherence to any
pre-existing group competitive standard,” she
said. “Or, conversely, the inter-market meshing
of the same banks may heighten competitive
interaction if interbank rivalry is intense to
begin with.”®

Between these two extremes, many different
courses of action may result. The linked theory
of oligopoly is based on the assumption that

“The holding company structure
allowed Florida banking
organizations to expand into
markets prohibited to a single bank
Repeal of the interstate banking
prohibitions would have a similar
effect over a larger area.”

two firms recognize the advantage of coalition
and cooperation and, hence, limit their com-
petitive actions.

In summary, the rationale for the predictable
action-reaction sequence is that two firms
share a relatively large portion of a given
market—therefore, any competitive action that
strengthens one firm’'s competitive position
will adversely affect its rival's competitive situation.

In a multimarket situation, according to the
linked theory, the same type of logic prevails.
As two firms find themselves competing in a
larger number of markets, they find it necessary
to take into account the possibility that an
aggressive competitive action in any one mar-
ket may cause the rival to retaliate in some

°See Elinor Harris Solomon, “Bank Merger Policy and Problems: A
Linkage Theory of Oligopoly,” Journal of Money, Credit, and Banking,
February 1970, pp. 323-35.



other market. The more clearly two firms re-
cognize that their sales or deposits are origi-
nating from a common group of markets, the
less likely they are to initiate aggressive com-
petition, according to this theory. Following
this to its logical conclusion, we could argue
that as the number of meeting points increases
among multimarket firms represented in a
given market, the competition within that market
will tend to weaken regardless of the market’s
level of concentration or other local factors.

This, then, provides the hypothesis to be
tested: if the linked theory is correct, the market’s
competitive performance should be reduced
as the number of multimarket meeting points
increases. If we find empirical support for the
linked theory, then we may argue that this gives
some evidence that interstate banking will
create less competitive markets. Through a test
of this hypothesis, however, we may discover
empirical support for a conclusion opposite
that suggested by the linked theory—that in-
creased links actually stimulate market com-
petition. In such a case, the evidence would
suggest that allowing banks to meet in a greater
number of geographically dispersed markets
may enhance competition.

Testing the Hypothesis

This hypothesis has been tested three previous
times, with one study supporting the linked
theory, while two others using similar models
but different data sets found no support for the
linked hypothesis. (See the box for a description
of this literature). Much of the divergence
resulted from the performance measures—the
measures of a market's competitiveness—used.
A second limitation is that each of the previous
studies used data for a single year. The diver-
gent findings, therefore, may have resulted
from factors influencing market performance in
one time period but not in another. To correct
for these limitations, we developed a model
based on an unambiguous market performance
measure, profits. Higher market profits were
associated with less competition, and lower
market profits were associated with a greater
degree of competition. In addition, to offset
the second limitation of the previous studies,
we employed a banking data base unique to
the Federal Reserve Bank of Atlanta. It includes
call and income report information for all banks

6

in the Sixth Federal Reserve District from 1969
through 1977. The base also adjusts for branches
and other organizational characteristics to
ensure that all competitive entities are identified
in all market areas. With this data base, we
were able to pool cross-section and time series
data for the years 1969 through 1977, which
allowed a test for the stability of the resulting
coefficients.

We employed two samples, both using Florida
banks only. The first sample consisted of 62
Florida markets as defined by the Atlanta Fed
and used by the Board of Governors in actual
merger and acquisition cases. We feel these
markets are superior to those typically used in

“If the linked theory is correct, as
the number of multimarket meeting
points increases in a given market,

the market's competitive
performance is reduced.”

such studies, usually Standard Metropolitan
Statistical Areas (SMSA) or counties. (Banks
often use narrower market definitions. For a
fuller explanation of banking market definitions,
see David D. Whitehead, ““Relevant Geographic
Markets: How Should They Be Defined,” this
Review, January-February 1980, pp. 20-28) We
also employed a second sample consisting of
markets defined as SMSAs in order to compare
results with earlier studies. We calculated market
statistics taking holding companies and indi-
vidual banks as market participants. Data on
individual banks and holding company sub-
sidiaries were used to identify organizations,
which allowed construction of the linked vari-
ables described below. Units of observation for
the linked measures are banking organizations,
and we aggregated these within the geographic
boundaries for defined markets or SMSAs. The
model tested followed the general form of
those previously employed:

Market Profits = f (number of multimarket
links, the level of market concentration, and
market growth.)

Each variable is calculated in the following
manner:

RRA = Market Net Income
Total Market Assets
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H = Herfindahl index (the sum of the
squared market shares of each bank in the
market.)

G = percentage change in total deposits
from a base year four years earlier
As for the link variables, uncertainty as to

precisely how multimarket contacts should
affect collusive or anti-collusive behavior led
to the development of 10 linkage measures,
designed to capture both quantitative and
qualitative aspects of linkage. The calculation
follows that of Whitehead (1978).

Ly = number of links or markets in which
the two largest organizations in the given
market meet and compete against one another,

“In fact, our findings support the
opposite behavioral assumption—
that is, as the number of links
between firms increases, the degree
of competition between those firms
increases.”

Ly = number of links in which the two
largest organizations in a given market com-
pete where both are among the five largest
organizations in these markets;

L3 = number of links in which the two
largest organizations in a given market com-
pete where either is among the five largest
organizations in these markets;

L4 = number of links in which the two
largest organizations in the given market
have a combined market share that exceeds
33 percent of that market's three-organization
concentration ratio;

Ls = number of links in which the two
largest organizations in a market compete
where the three-organization concentration
ratio exceeds 80 percent;

L = number of links in which the two
largest banks in a market compete where
the market’s total deposits exceed $50
million;

Ly = number of links in which the two
largest organizations in a market compete
where the markets are SMSAs and where
both are among the top five organizations in
the SMSAs.

Lg = number of links in which any two of
the five largest organizations in the market
compete with each other in another market;

FEDERAL RESERVE BANK OF ATLANTA

Lg = the share of total deposits the two
largest organizations in a market obtain from
common markets—calculated as a percent
of the two organizations' total statewide de-
posits;

L1o = using the five largest organizations
in the market—the actual deposits any two
organizations obtain from common markets
divided by the total deposits the organizations
potentially could hold in common.

Note that L7 uses SMSAs as the unit of
observation. This gives us an alternative market
definition to compare with the defined markets.
We used a simple covariance model to test the
stability of the coefficients over the five year
period from 1973-1977. In addition to the
theoretically inspired RRA as a performance
measure, RRL (rate of return on loans, ie.
interest and fees on loans/total loans) and RPD
(rate paid on deposits, i.e. interest paid on
deposits/total deposits) were used following
other studies. Because the interpretations of
the results using RRL or RRD are not unambigu-
ous, we do not report the results here.®

Test and Results

The model tested took the following form:
P=f(L, H, G

where P is the market performance variable
and the independent variables are the linked
measure (L), the market Herfindahl concen-
tration index (H), and the market growth variable
(G). The model was run 10 times, changing only
the linked measure used. The results of the 10
runs are reported in Table 1.

Results of the empirical test of the linked
oligopoly hypothesis are reported in Table T,
and are consistent with the results reported by
Rhoades (1983) and Whitehead (1978); it
found no support for the linked oligopoly hypothe-
sis. Table 1 reports the results of only nine runs;
the tenth run is reported in Table 2 and will be
treated separately. The reason is that Ly is
based on SMSAs and all other runs were based
on defined markets as the unit of observation.
Table 1 shows that the Herfindahl concentration

6See David D. Whitehead, “An Empirical Test of the Linked Oligopoly
Theory: An Analysis of Florida Holding Companies,” Proceedings from
a Conference on Bank Structure and Competition, Federal Reserve
Bank of Chicago, April 27-28, 1978, pp. 119-140.
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Table 1: 1973-77 Pooled Defined Markets/Dependent Variable RRA

Linf( Li H G Constant Dy Dy D3 ,04, . B"/ F,
Ly —-0012974 .0050338 —0005092 0093168 —.0013073 —0035556 —003947 —.0026502 3034
(—2.5929)a (6.9661)a (—90012) (12.621) (—2.6044)a (—6.7447)a (—5413)a (—4.4769)a 20.231
Ly —.00031104 .0051067 —00045174 .0092062 —0013311 —0035434 —0030802 —0026731 3017
(—2.4426)a (7.1056)a (—.80265) (12.639) (—2.6081)a (—6.7153)a (—5.3832)a (—4.4992)a 20.075
Ly —00016591 0050572 —.00045734 0092547 -0013215 —0035641 ~.0030897 —.0026341 .3020
{(—2.4637)a (6.9873)a (—81234) (12.59) (—2.6282)a (—6.7504)a (—-53985)a (—4.4474)a 20.096
Lg —0027507 0049193  —.0052452 0094176 —0013287 —0035729 —0031246 —.0026706 .3085
(—2.9992)a (6.8031)a (—93613) (12.853) (—2.6558)a (—6.8008)a (—5.482)a (—4.5287)a 20.697
L5 © —00073591 0053447 —.0002471 0088106 —001283 —.0035166 —0030294 -—.0025726 .2935
(=1:5352) (7.4980)a (—44462) (12.552) (—2.5382)a (—6.6274)a (—5.269)a (—4.3217)a 19.334
Lg —00012974 .0050338 —.0005092 .0093168 —0013073 —0035556 —.0030947 —.0026502 .3034
(—2.5929)a (6.9661)a (—.90012) (12.621) (—2.6044)a (—6.7447)a (—5413)a (—4.4769)a 20.231
Lg —000076295 0042946 —0004722 0096781 —-0011895 —0034843 -—.0029803 —.0025464 3049
(—2.7142)a (5.1298)a (—84259) (12.181) (—23712)a (—66243)a (—52313)a (—43254)a 20.363
Lg —0015064 0051191 —.00044099 .0092051 —0012893 —0035522 -—.0030813 —.0026383 .3003
(—2.3074)b (7.0999)a (—.78185) (12.520) (—2.5635)a (—6.722)a (—5.3778)a (—4.4451)a 19.943
a = Significant at 1%
b = Significant at 2.25%
¢ = Significant at 5%
Table II: Pooled 1973-77 SMSAs (only Link 7)
Dependent
Variable L7 H . G . Eonstant D4 . Dy n 93 . Dy Afi/F
RRA —-00030044 —-.0045146 0029191 .007534 -—0018020 —0037597 -—.0021668 —.0010597 .3545
(—.82275) (—1.3219) (1.6409) (4.5955) (—2.2726)b (—3.9226)a (—1.8536)b (—.82574) 7.199

a = Significant at 1%
b = Significant at 2.25%
¢ = Significant at 5%

measure is positive and statistically significant
in explaining variation in the rate of return on
assets or profits. This is consistent with traditional
theory; as concentration increases, profits in-
crease. In addition, Table 1 shows that, with the
exception of Lg and Lg, all the linked measures
are significant at the 1 percent level and Lg is
significant at the 2.25 percent level. Only Lg
proved insignificant, but this variable relates
only to very highly concentrated markets, with
three-firm concentrations above 80 percent.
The sign of each of the linked measures is
negative, which suggests that as the number of
links increases, profits are reduced, the opposite

8

from what is expected under the linked oligopoly
hypothesis. It should be noted that the pooled
cross-section and time-series data resulted in R
squares of around .30—a substantial improve-
ment over the previous single period obser-
vation.” The test for validity of pooling cross-
sectional and time-series data proved positive
for all links except L', which confirmed the
stability of the variable across time. Therefore,

"These results are reported and interpreted in the working paper version
of this study—interested readers are encouraged to request the full
study.
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Banking Tests of the Theory

Corwin Edwards provided the basis for this concept in
1955, calling it “mutual forebearance.” Elinor Solomon
on a theoretical level applied this concept to the banking
industry and called it “linked oligopoly.” Arnold Heggestad
and Stephen Rhoades were the first to empirically test
this concept as applied to the banking industry, conclud-
ing that multimarket meetings do adversely affect the
degree of competition within markets.'® Their study suffered
a number of shortcomings, some of which are corrected
in their second empirical test of this concept. By far the
most serious shortcoming of the original study was the
use of share stability as a measure of competition or
“rivalry.” The authors argued that the greater the variability
inthe market shares held by the top three firms, the greater
the degree of competition. No model was developed,
however, depicting share stability as even an indirect
measure of competition. As a result, the rivalry measure
cannot be uniquely interpreted. At one end of the scale,
zero change in market share of the three largest organi-
zations in a market could be interpreted as indicating no
competition or no rivalry among these organizations. The
same zero change in market share, however, could also
indicate a high degree of rivalry in that each firm has been
perfectly successful in meeting the competitive actions
of the others, therefore having no market share change.
At the other end of the scale, a large change in the shares
of the three largest organizations could indicate that
either the competitive actions of one firm have not been
offset by the reactions of the other firms (very little rivalry)
or that all firms have been competing strongly with one
another, thus showing a sizable shifting in their market
shares. To this extent, the rivalry measure is an inappro-

sCorwin Edwards, “Conglomerate Bigness as a Source of Power,” Business
Concentration and Price Policy, NBER: 1955. pp. 331-59.

“Solomon, op. cit.

9Arnold A Heggestad and Stephen A Rhoades, “Multimarket Inter-
dependence and Local Market Competition” Review of Economics and
Statistics (November 1978), pp. 523-532.

the evidence from Table 1 does not support
the linked oligopoly hypothesis. In fact, it lends
rather strong support to the proposition that
multimarket links produce more, not less, com-
petition.

We calculated one link measure (L7) using
SMSAs as the market definition in contrast to
defined markets. Table 2 reports the results
using L7 in the same model. Concentration in
the profits equation using SMSA definitions is
insignificant, while it is highly significant in the
profits equation using defined markets. This
indicates that defined markets may be better

FEDERAL RESERVE BANK OF ATLANTA

priate measure of market performance that undermines the
credibility of the findings.

David Whitehead (1978) performed a second empirical
test of this theory and found no evidence supporting the
linked oligopoly hypothesis.' Although this study corrected
the inappropriate market performance measure used by
Rhoades, it too suffered from a number of theoretical
problems resulting largely from no explicit formulation of
a model and data from only one time period. This study,
however, found no support for the linked hypothesis. In
fact, in every case showing a statistically significant
relationship between market links and competitive per-
formance, the relationship was the direct opposite of that
predicted by the linked hypothesis, i.e. the greater the
number of links, the greater the degree of competition.
Stephen Rhoades performed a third empirical test of this
hypothesis in 1983, and in marked contrast to his earlier
study found no support for the mutual forebearance or
linked hypothesis.'? Further, although he substantially
modified his early work, he offered no definitive evaluation
of the divergent results.

Given the divergent results and the importance of the
question, we devised a fourth empirical test and presented
the major findings in this article. The findings agree with
the findings of Whitehead (1978) and Rhoades (1983), i.e.
the more points of contact among firms across geographic
space, the stronger the degree of competition within
each of the markets where these firms compete. This
study is superior to its predecessors in two important
respects; a model is derived that results in an unambiguous
measure of market performance, and pooled cross section
and time series data are used that allow the resulting
regression coefficients to be tested for stability. The
results, therefore, are more robust than those of earlier
studies.

"'Whitehead, op. cit.
12Gtephen Rhoades, “The Effect of Multimarket Interdependence on
Market Performance and Rivalry.” (unpublished).

observation units than SMSAs. But most impor-
tantly, L7 is not statistically significant. Again,
this offers no support for the linked oligopoly
hypothesis.

Our results indicate little or no empirical
support for the linked oligopoly hypothesis,
which is consistent with the findings of White-
head (1978) and Rhoades (1983). In fact, the
empirical results show a strong inverse relation-
ship between linked measures and rate of
return on assets (profits). In other words, profits
decrease as links increase, which is the direct
opposite of what one would expect from the
linked hypothesis.
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Conclusions

The empirical evidence presented does not
support the hypothesis that market extension
activities by banking organizations have reduced
market competition. One apparent reason for
this is that the theory is set in a framework of
few firms competing in a limited number of
geographic markets, while the banking industry
even within states is characterized by a relatively
large number of competitors increasingly cap-
able of entering dispersed geographic markets.
Couple this with the lack of scale economies
found in the banking industry and it becomes
clear that even relatively small competitors may
be influential in given markets. This again
would suggest that collusion and tacit agreements
in the banking industry would be extremely
difficult to initiate or maintain.

“The empirical evidence..does not
support the hypothesis that market
extension activities by banking
organizations have reduced market
competition.”

The results seem to support three major
conclusions. First, on a practical level, multi-
market links do affect the degree of competition
within relevant geographic banking markets in
Florida. Every linked measure used except two
showed a statistically significant negative relation-
ship to our measure of profits in defined markets.
Second, on the theoretical level, we found no
evidence that would support the linked oligopoly
hypothesis unambiguously. In fact, our findings
support the opposite assumption—that is, as
the number of links between firms increases,
the degree of competition between those firms
increases.

10

This seems to be reasonable behavior, even
on theoretical grounds, when the firms’ multi-
market expansion activity is constrained to a
single state. This constraint limits the number
of potential markets firms may enter and,
hence, increases the potential that a given
number of multimarket organizations may serve
all markets. At the extreme, all multimarket
firms may meet in all markets; therefore, all of
their sales or deposits may be derived from
mutual markets. Multimarket firms would then
find themselves in very much the same position
as in a single market: competing for a limited
number of common customers. The competition
in any market would then depend on the
relative size distribution of all multimarket
firms and not on the number of contact points.

This observation leads to our third conclusion,
that, judging from the Florida experience, multi
market links between organizations tend to
increase the degree of competition within
relevant geographic banking markets. Given
the large number of multimarket organizations
in Florida and their relative size distribution,
this indicates that a policy of maximizing multi-
market meeting points has proved to be desir-
able in that state.

If geographic barriers to interstate banking
are removed, links among banking organizations
nationwide may increase. To the extent that our
findings in Florida may be applicable across the
nation, banking competition would increase.
The nation is starting with a banking structure
resembling that of Florida in the early 1970s—
large numbers of geographically dispersed com-
petitors. Therefore, it seems reasonable to
conclude that legislative changes that increase
the number of markets in which major firms
compete throughout the nation are likely to
increase the level of competition.

—David D. Whitehead
and Jan Luytjes
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Despite low current inflation, the historic links between federal deficits and
monetary growth may have influenced last years market expectations of future
increases in inflation.

What does a $200 billion federal deficit in 1983
and a projected near-repeat in 1984 imply for
U.S. interest rates and inflation? This article will
look at the Reagan administration’s mid-1983
budget projections for 1983 and 1984. It will
trace past and prospective deficit financing
through to private savings and investment in the
national income accounts and to changes in the
composition of the outstanding federal debt.
Our study suggests that the record of previous
links between federal deficits and monetary
growth may have formed the basis for market
expectations in 1983 of future increases in inflation
despite low current inflation.

Over the post-World War |l period, a one
percentage point increase in the deficit relative
to GNP has been associated on the average with
about a one and one half percentage point
increase in monetary growth (M1). This growth
in turn has been associated with about the same
increase in inflation after a lag of more than two
years. The administration’s projected deficits of
roughly 6 percent of GNP in 1983 and 1984
would, if past relationships were repeated, be
associated with a 9 percent growth in both M1
and inflation. Since a 9 percent inflation rate is
about twice the rate observed through most of
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1983, the historical record implies that inflation
could be expected to double—a forecast roughly
in line with the term structure of interest rates
last year. Long-term government bond rates
hovered around a 12 percent annual rate, re-
presenting roughly a 3 percent real yield if
inflation were to persistat 9 percent for the life of
the bonds. On the other hand, three-month
Treasury bills were yielding about 9 percent,
representing a real yield of 4 percent given the
current inflation rate of approximately 5 percent.

Expectations of monetary growth and inflation,
as they have been linked historically to deficits,
apparently were an important factor accounting
for high long-term yields in 1983. Whether history
has to be repeated depends on the willingness
and ability of U.S. economic policy either to
reduce deficits or to break their link to monetary
growth. In other places and at other times,
deficits have had but limited effects on interest
rates and inflation, so there is hope that the
inflationary potential of unprecedented deficits
might be contained.

Real Deficits and Real Interest Rates

An article in the January 1983 Economic
Review presented evidence that through 1981

11



Table 1. tnﬂatioh‘. Real Deficits, and Real Interest Rates
(Percent) :

3 Month
Real Deficit Treasury Bill Rate
Year Inflation High EmploymentGNP  Nominal Real
1981 89 0‘; 14.1 52
1982 44 32 107 i 6.3
1983  46° 47y 93 47
1984  50° sa

apmid-Session Review of the 1984 Budget, Office of Management and
Budget, July 25, 1983.

bAssurnes'. inflation was correctly anticipated.

cCalculated based on economic assumption of a 3.0 percent growthrate in

high employment real output in 1982 and 3.5 percent in 1983 and 1984.

F’July 1

real federal deficits adjusted for inflation pre-
miums in interest rates had made only a small
impact on real interest rates similarly adjusted." It
estimated from the historical record that a one
percentage point increase in the real deficit
relative to high employment GNP would raise
real rates roughly one percentage point.

Real Deficits and Inflation

Inflation decelerated in 1982 and into 1983
despite large federal deficits, providing evidence
that large deficits need not always be inflationary.
Table 1 shows that the relative real deficit rose to
3.2 percent in 1982 from zero in 1981, yet
inflation fell from 8.9 percent to 4.4 percent.?

What about the future? Table 1 records actual
data for 1981 and 1982 and data based on mid-
1983 administration forecasts for 1983 and 1984.
The projected $200 billion deficits would raise
relative real deficits, but not to an unprecedented
degree. The deficit was that high briefly during
the 1975 recovery period, and in World War Il
the deficit rose to an enormous 25 percent of
GNP.

'William G. Dewald. “Federal Deficits and Real Interest Rates: Theory and
Evidence,” Federal Reserve Bank of Atlanta Economic Review(January
1983), 20-29.

2The relative real deficit is defined as:

D2 =I?EF -PE(QEBD

¥k
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Must Deficits Cause Inflation?

Historically, major inflationary periods often
have been associated with government deficits, -
including every wartime experience in American
history. Other examples can be found in the
hyperinflations of recent years in several Latin
American countries and in Israel. But these
examples do not prove that inflation might not
occur even if the government budget were
balanced nor that inflation must accompany
deficits. Inflation flared in the decades before
World War | even though budgets were essentially
balanced. That inflation was largely a conse-
quence of increases in the world supply of newly
mined gold.

Inflation can occur without deficits. In the
1970s both West Germany and Japan experi-
enced much larger government budget deficits
relative to their national incomes than the United
States, but neither had as much inflation. Another
example is The Great Depression of the 1930s,
when rising deficits were accompanied by de-
flation. Both the deficit and deflation were ac-
countable to a decline in national income. Thus,
deficits need not cause inflation.

Structural Deficits . ’
The situation in the United States in 1981 anii
1982 had some similarities to the 1930s: dex
celerated monetary growth was accompanied by
declining national income, excess productive
capacity and disinflation, while the federal deficit
rose relative to national income. Taxes fell be-
cause of the shortfall of income below its high-
employment level, and part of the increase ir
government spending was attributable to the
payment of increased unemployment compen-
sation and other assistance related to the recession
Thus, at least some of the deficit was caused b
the recession. What worries many economists
today is the magnitude of the structural deficit,
which would remain even after slack in the
economy is absorbed and full employment re-
stored. The structural deficit was $33 billion in
1982. That was its highest level since the structural

DEF = National Income Accounts Deficit
PE = Expected Inflation

DEBT = Net Federal Debt

YF = High Employment GNP

The real interest rate is defined as:
S=TBR- PE

TBR = Three month Treasury Bill Rate
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©  Table 2. Federal Deficits - Fiscal Years
J (Billions of Dollars)

Nominal® Real?
Current Current Inflation®
Services Services (Percent Federald
Year Basis Structural Basis Structural per Year) Debt
1983 226 154 166 97 4.6 1145
1984 217 181 137 104 5.0 1339

830urces: Current Services Basis: Office of Management and Budget, Mid-Session Review of the 1984 Budget, July 25, 1983, p. 20. Structural Deficit: Budget
of the United States Government, Fiscal Year 1984, 2-18. (1982 datacited in text is from Fedeal Reserve Bank of St. Louis Monetary Trends, August 1983.)

bF!eal Deficit: = (Deficit - Inflation Rate x Federal Debt)/GNP Deflator, 1982 = 100.

cSource: Office of Management and the Budget, Mid-Session Review of the 1984 Budget, July 25, I983, p. 5. Fourth quarter over a year earlier.

dSource: Ibid, p. 45. Federal Debt Outstanding Held by the Public.

deficit of more than $28 billion in 1975, after the
Ford administration had introduced a temporary
tax cut at the bottom of the 1974-1975 recession.
In both 1975 and 1982, inflation declined despite
increased structural deficits. However, these were

~small compared with the projected structural
c'eficits of over $150 billion a year beginning in
1983 (Table 2). Even real structural deficits are

. calculated to be in the neighborhood of $100
‘billion. Assuming the projected figures are correct,
the question is whether such deficits could be
financed without rekindling inflation.

_Financing Deficits and the
.National Income Accounts

It is absolutely necessary that a federal deficit
‘be extracted from the economy either by higher
‘real interest rates or by unexpected inflation. A

government budget deficit is financed by net
saving, defined to include not only private saving
less investment but also net saving by state and
local governments and net foreign investment in
the United States. As shown in Table 3, the
$147.0 billion federal budget deficit in calendar
year 1982 was financed by a $31.2 billion surplus
of state and local governments, $8.8 billion net
investment by foreigners in the United States,
and a $107 billion excess of private saving over
investment. The $84.8 billion increase in the
deficit in 1982 was financed partly by a $16.5
billion increase in net foreign investment in the

FEDERAL RESERVE BANK OF ATLANTA

United States, but mainly by a $12.0 billion
increase in private saving and a $60.4 billion
decrease in private investment. In an accounting
sense, federal budget deficits must be financed
either by crowding out investment or crowding
in saving. Some insights with respect to the
economics of financing a deficit are revealed by
who buys the debt that the federal government
issues.

The Net Federal Debt: What Is It?

Federal budget deficits are not reflected pre-
cisely in federal debt changes. Part of the deficit
can be financed by the Federal Reserve's issuance
of noninterest bearing money in exchange for
federal debt instruments that are not included in
the public debt. There is also a concern whether
deficits reflect true changes in outstanding federal
promises to pay money in the future. The official
public debt does not include off-budget lending,
government loan guarantees, or debt implicit in
entitlement programs. Despite the ambiguity
associated with defining the true federal debt
position, though, the official figures are meaning-
ful for several reasons:

® Since off-budget lending is financed by
borrowing, it represents mainly financial inter-
mediation exceptinsofaras there is an interest
rate subsidy that would be treated as an
ordinary expenditure. Thus, when the govern-
ment borrows to lend, its net debt is largely
unaltered.
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Table 3. Deficits, Savings, and Investment in the
National Income Accounts

1982 1983
1981 1982  Change? 1983  Change?
Federal Deficits 62.3 147.0 +84.8 - 1747 AT T
State and Local
Government Surplus 35.3 31.2 -4.1 46.0 +14.8
Net Foreign Investment in
the United States and
Statistical Discrepancy =L 8.8 +16.5 177 +8.9
Gross Private Saving
Personal 1353 1254 —99 1066 =188
Business 374.2 . 396.1 7;!-21.9 . 431.5 +354
Less: 509.5 5215 +120 5381 1166
Gross Private Investment 474.9 4145 —604 4271 ~_+1 ﬁ
62.2 147.0 +848 174.7 T

Source: Business Conditions Digest U.S. Dept of Commerce, BEA Sept 1983.

aChange from previous year.
Based on the first two quarters of 1983.

® | oan guarantees require government financ-
ing if implemented, but not otherwise. The
guarantees doubtless have some expected
value, but over the years only actual payments
made under guarantees are reflected in the
net debt.

® Entitlement programs entail prospective
expenditures under authorized programs. So
long as a program exists—unemployment com-
pensation or Social Security payments for
example—it represents a federal liability. Of
course, the government is always in a position
to change the entitlement.

The official public debt reflecting only actual
payments and receipts is thus a reasonable
measure of the federal government’s outstanding
debt.

The Net Federal Debt:
Who Holds If2

As shown in Table 4, the public debt held
privately totaled $982.7 billion in September
1983, up $134.3 billion over the calendar year1982.

14

The debt had increased $78.1 billionin 1981 and
by nearly $400 billion from 1970 to 1980, nearly
tripling. Who held it? Banks had accumulated
$176 billion by 1983, but they actually had cut
their share of total holdings to 18 percent, down
from more than 27 percent in 1970. Individuals
and nonfinancial corporations cut their holdings
from more than 40 percent of the total in 1970 to
about 20 percent in 1983,

From 1970 to 1980 the big relative increase
was by foreign and international investors, whose
debt holdings grew from only $20.6 billion in
1970 to $127.7 billion in 1980, more than a
sixfold increase. Of the $386.5 billion increase in
the net federal debt from 1970 to 1980, foreign
and international investors acquired $107.1 billion,
much more than investors in any other category.
That pattern did not continue in 1981 and 1982,
however. Hard pressed because of the worldwide
recession and appreciation of the U.S. dollar,
foreign and international investors took only
18 percent of public debt offering in 1982
in contrast to 21 percent from 1970 to 1980,
Consequently, part of the problem in financing
large federal deficits the last couple of years has
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Table 4. Public Debt Securities Held by Private Investors
(Billions of Dollars)

Year End
Per- Per- Per- Per: Per

Sl e : 1970  cent 1980 cent 1981 cent 1982 cent 19830_ _ cent
Commercial Banks 62.7 273 1160 18.8 109.4 15.8 1314 15.5 176.3 17.9
Mutual Savings Banks 2.8 1.2 54 09 o2 07
Insurance Companies 7.0 3.0 20.1 33 19.1 2.8 39.1 46
Other Companies 10.5 4.6 257 42 37.8 5.4
Individuals

Savings Bonds 521 22 72.5 11.8 68.0/ 9.8 68.3 8.1 70.6p 72

Other Securities 29.8 130 56.7 9.2 75.6 109 48.2 Bl 57.9p 59
Other Miscellaneousa 214 93 1069 163 1523 21.9 231.5b 273
State and Local

Governments 231 100 7838 12.8 85.6 128 1134p 134
Foreign and
_International 206 90 12%7  o0T 1414 204 14940 146 1608p 164

Total 229.9 1000 6164

1000 6945 1000 8484 1000 9827 100.0

a ; e 3 : g ; e
Includes savings and loan associations, nonprofit institutions, corporate pension trust funds, dealers and brokers, certain government deposit accounts. and

govemment sponsored agencies.

Includes “a’ plus credit unions and mutual savings banks.
Cthrough September, 1983.

p = preliminary

Source: Federal Reserve Bulletin. 1970 (FRB, September 1972). 1980-82 (FRB, May 1983) and Treasury Bulletin, 4th Quarter, Fiscal Year 1983.

been that the federal government was forced to
turn increasingly to the private domestic economy
to absorb federal debt issues, crowding federal
securities into private portfolios. Nevertheless,
comparatively high U.S. real interest rates con-
tinued to attract foreign capital in 1983 and
contributed to appreciation of the dollarin terms
of foreign currencies despite a large current
account deficit.

Individual investors divested many of their
government securities holdings in 1982 and
1983. These securities were absorbed by insurance
companies and other institutional investors such
as pension funds, savings and loan associations,
and especially money market mutual funds
(MMMFs). The latter had grown spectacularly
until banks late in 1982 began issuing money
market deposit accounts (MMDASs), which then
increased explosively in the first half of 1983.
Both MMMF and MMDA accounts proved
enormously popular savings repositories, providing
issuing institutions the funds to invest heavily in
highly liquid short-term instruments including
government securities.

FEDERAL RESERVE BANK OF ATLANTA

That the government can finance a $200
billion federal deficit in 1984 is a certainty. Both
foreign investors and state and local govern-
ments can be expected to absorb an increasing
fraction of federal debt as recovery from the
economic doldrums of 1980-82 continues. Private
saving too can be expected to rise along with
national income and as new tax incentives en-
courage thrift.

Financing Deficits and Federal Reserve
Open Market Operations

Table 5 records the actual budget deficit for
fiscal 1982 along with estimates of its financing.
Even more borrowing than the $128 billion 1982
deficit was required because of a $7 billion
increase in the Treasury s net holdings of monetary
assets in various accounts. Of the total $135
billion borrowing requirement, $10 billion was
purchased by the Federal Reserve in the open
market and accumulated in its Federal Open
Market Account, which totaled $134 billion at
the end of fiscal 1982. The account also included
$10 billion in federal agency securities. The
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Table 5. Budget Financing
(Billions of Dollars)

Fiscal Years
1981 1982 1983 1984
Actual Actual Actual Estimate
Deficit —128 —208 =203
Means of Treasury Financing Other
Than Borrowing from the Public? -7 -5 0
Change in Federal Reserve Holdings
of Federal Debt +10 +21b 490
Total Requirement for Borrowing
From Others +125 +192P 42037
Treasury Debt Held by Federal
Reserve 124 134 1550 15542
Others 670 795 987b 1190-?

Sources: Budget of the United States Government, Fiscal Year 1984, 9-13 and Federal Reserve Bulletin, November 1983.

a. . ] . . S
Seignorage on coins (+), Increase in Treasury Cash and Monetary Assets (—), and Increase in Treasury liabilities for checks outstanding and deposit fund

balances.

bCafculated by the author from budget figures.

<:The question mark indicates the unknown quantity of government securities to be purchased by the Federal Reserve in fiscal 1984.

Federal Reserve’s accumulation of these assets
over the years has created over 80 percent of the
monetary base. It consists of bank reserves on
deposit with Federal Reserve Banks and currency
in circulation. The monetary base in turn has
been the main monetary policy factor influencing
the determination of M1 money— consisting of
the checking accounts and currency holdings of
the public—and in turn broader monetary aggre-
gates and total demand in the economy.

The actual fiscal 1983 deficit recorded in Table
5 is $208 billion. But the Treasury's borrowing
requirement is different because of two factors.
One is the Treasury’s net accumulation in its
monetary accounts of $5 billion. The otheris new
base money issued by the Federal Reserve in
exchange for government securities of $21 billion,
which reduces the amount of securities the
Treasury must sell to others. Both are elements of
“fiat money’—the base money that monetary
authorities issue to allow the government to
spend more than it takes in taxes and sales of
securities. In 1983 there was a substantially
larger increase in fiat money than in 1982.

16

Whether the pattern is repeated again in 1984
has important consequences for inflation and, in
turn, for interest rates. Table 5 shows that the
projected borrowing requirement in 1984 may
be about the same as in 1983.

Table 5 is paradoxical if not misleading. It
indicates that the more securities the Federal
Reserve buys, the smaller the Treasury's require-
ment for borrowing from others and thus the
lower interest rates would be. That interpretation is
simply wrong, It overlooks the feedback of Federal
Reserve purchases of securities on monetary
growth, inflation, and interest rates. The more
securities the Federal Reserve buys and the
more monetary growth it permits, the higher the
inflation rate tends to be, at least after the
estimated two years it takes markets to adjust to
accelerated monetary growth. Insofar as higher
inflation is reflected in inflation premiums in
interest rates paid on the federal debt, the larger
the deficit and the Treasury borrowing require-
ment will be. For a given federal deficit, it is true
that the more securities the Federal Reserve
buys, the less the Treasury needs to borrow from
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the public. Thatappearance, reflected in Table 5,
is deceptive because Federal Reserve securities
purchases would affect inflation and interest
rates and thereby increase the deficit. It would
not remain unchanged—as Table 5 implies—if
the Federal Reserve increased its purchases of
Treasury securities.

With respect to Table 5, causality may run
either from increases in Federal Reserve pur-
chases of securities to deficits or vice versa. Inthe
latter case a federal deficit and the prospect of
rising interest rates might induce the Federal
Reserve to buy securities or lend to banks to
prevent short-run increases in interest rates.
Such expansionary monetary policy would allow
accelerated monetary growth. Whichever way
causality runs, higher monetary growth would
tend to be associated with higher deficits unless
the Federal Reserve actively keeps variation in
monetary growth independent of deficits. Thatis
a big unanswered question about 1984.

A secondary inflationary impulse from Federal
Reserve securities purchases also bears mentioning,
An increase in Federal Reserve holdings of govern-
ment securities can cause a disproportional in-
crease in inflation because holders of base money
reduce their demand for it when nominal
interest rates increase. Reduced demand
for base money would increase demand for
commodities and thus augment inflation. The
inflation of 1970-1980 demonstrated this relation-
ship. Federal Reserve holdings of federal debt
over the period more than doubled, increasing at
a 7.67 percent annual rate. The monetary base
and M1 transactions balances also more than
doubled. But GNP (total demand) grew even
faster at 10.26 percent a year (almost tripling),
fueling inflation at an 7.31 percent annual rate
despite average real output growth of 2.95 per-
cent. Thus, inflation over this period reflected
not only the large budget deficits, an associated
high rate of Federal Reserve purchases of govern-
ment securities and growth in monetary aggre-
gates, but also more intensive use of money
induced by higher interest rates.

Deficits and Monetary Growth:
Is There An Association?

Do large budget deficits, which appear likely
for years to come, need to be inflationary? The

answer appears to depend critically on whether
monetary growth is induced by deficits. A surprising

FEDERAL RESERVE BANK OF ATLANTA

amount of controversy has centered on this
subject.

A conventional Keynesian view is that the
thrust of federal deficits resulting from counter-
cyclical fiscal policy actions ought not be offset
by induced interest rate changes. Hence, a
facilitating increase in monetary growth appro-
priately accompanies a deficit® The conventional
monetarist view is that deficits put pressure on
the Federal Reserve to buy government securities
to reduce the deficit's impact on interest rates.*
Politicians and in turn the Federal Reserve have
been accused of ignoring the long-run inflationary
consequences of short-run policy actions to

“Do large budget deficits..need to
be inflationary? The answer appears
to depend critically on whether
monetary growth is induced by
deficits.”

dampen interest rates.® In either case, thereisno
necessary association between monetary growth
and deficits because the Federal Reserve could
always forestall monetary growth. It would not
have to buy government securities. If necessary
it could offset monetary growth induced by rising
interest rates by selling securities or by changing
required reserve ratios. At times the Federal
Reserve has taken restrictive actions in the face
of comparatively large deficits. It doubled required
reserve ratios in 1936-1937, and it reined in
monetary growth in 1974-1975 and more recently
in 1981-1982 when monetary growth decelerated
despite growing deficits. On occasion the Federal
Reserve has also taken actions that increased
monetary growth when there were deficits. The
Fed took such action during and after World War
Il when it targeted interest rates and again in the
late 1970s. :

One complication that clouds the relationship
between monetary growth and deficits is their
divergent cyclical variation.® The record shows

3See, for example, Walter W. Heller and Milton Friedman, Monetary vs.
Fiscal Policy, A Dialogue, New York: W. W. Norton & Co., 1969.

1See, for example, Darrell R. Francis, “How and Why Fiscal Actions Matter
to a Monetarist,” Federal Reserve Bank of St. Louis Review (May 1974),
4-7.

sJames A Buchanan and Richard E Wagner. Democracy in Deficit: The
Political Legacy of Lord Keynes New York: Academic Press, 1977.

swilliam G. Dewald, “Disentangling Monetary and Fiscal Policy,” Federal
Reserve Bank of San Francisco Economic Review (Winter 1982),7-18.
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that, throughout the post-World War | period,
monetary growth as measured by M1, M2, and A
(the monetary base) was most rapid during
business cycle expansions, whereas the deficit
was largest during contractions. Monetary growth
was generally procyclical; deficits, counter-cyclical.
Such divergent patterns suggest that there has
been no positive association, an interpretation
illustrated in the extreme when, during the onset
of the Great Depression in the early 1930s,
negative monetary growth accompanied rising
deficits.

Itis clear that there is no necessary association
between deficits and monetary growth despite
Keynesian and monetarist theories of such a
linkage. The monetary authorities can always
take contractionary actions to prevent monetary
growth whatever the deficit. The question is not
whether monetary growth and deficits must be
related but whether they have been. In separate
tests of the conventional view, Barro” and Niskanen®
found no significant link between annual M1
growth and the deficit over the post-World War
Il period. But it was a fickle finding, being
reversed when Hamburger and Zwick performed
the exercise again just for the period since 1960
that saw, according to Buchanan and Wagner,
major changes in the way macroeconomic policy
is formulated.® This result in turn was reversed
when McMillan and Beard used revised GNP
data in the calculations.’ It was reversed once
again when Hamburger and Zwick again redid
their work."

From this literature it certainly is not clear
whether deficits and monetary growth are posi-
tively related. Nevertheless, business cycle data
strongly confirm the conventional view that they
have been positively associated. Judging from
the experience of entire business cycles, mone-
tary growth and deficits have been related signifi-
cantly since World War Il and variation in monetary
growth rates from cycle to cycle have been
explained at least in part by differences in
deficits.

’Robert J. Barro, “Comment from an Unreconstructed Ricardian,” Journal
of Monetary Economics (August 1978), 564-81.
eWilliam A. Niskanen, " Deficits, Government Spending, and Inflation: What
is the Evidence?, Journal of Monetary Economics (August 1978, 591-
602.
9Michael J. Hamburger and Burton Zwick, “Deficits, Money and Inflation,”
Journal of Monetary Economics (January 1981), 141-50.
“1°W. Douglas McMillin and Thomas R. Beard, “Deficits, Money and
Inflation,” Journal of Monetary Economics (September 1982),273-77.
1"Michael J. Hamburger and Burton Zwick, “Deficits, Money and Inflation:
Reply,” Journal of Monetary Economics (September 1982), 278-83.
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Cyclical Average Data Show That
Monetary Growth Has Been Related
To Deficits

It is appropriate to look at complete business
cycles because the debt issued to finance a
deficit during a recession remains in the market
during the following expansion. Therefore, it
comes into competition with private debt for a
place in investors’ portfolios.'? If the federal
budget were balanced regularly over a business
cycle, debt issued to finance deficits during
recessions should be matched by debt re-
demptions from surpluses during expansions,
neutralizing the impact of government debt on
credit markets. Just as monthly or quarterly data
are averaged over years or seasonally adjusted to
identify other than regular seasonal changes,
data can be averaged over business cycles or
cyclically adjusted to identify other than regular
cyclical changes. The so-called structural federal
budget deficit is an example of a cyclically
adjusted series. But that statistic is subject to
criticism owing to the arbitrary assumptions re-
garding normal levels of employment and as-
sociated real output growth and prices used to
construct the series. In any case, to determine
whether there has been a statistical association
between monetary growth and deficits, it is
sufficient to compare cyclical averages of the
two.

These data show a close association between
monetary growth and deficits between 1948 and
1982. Table 6 records trough to trough averages,
at annual rates. Federal deficits are shown relative
to nominal GNP. Monetary growth measures
include M1, M2, A (the monetary base adjusted
for required reserve rate changes), and F (the fiat
monetary base adjusted for required reserve
ratio changes). F measures the monetary base’s
policy-controlled contribution to growth.

Budget surpluses or small deficits persisted
over the two business cycles from 1948 through
1958. The Korean War, which occurred during

2A link between deficits and future monetary growth is developed by
Sargent, who argues that only money issued to finance deficits is
inflationary, not money issued against private liabilities.
Thomas J. Sargent, “The Ends of Four Big Inflations,” Federal Reserve
Bank of Minneapolis Working Paper #158, December 1980.
Thomas J. Sargent and Neil Wallace, “The Real Bills Doctrine vs. the
Quarterly Theory: A Reconsideration,” Federal Reserve Bank of Minne-
apolis Staff Report 64, January 1981.
Thomas J. Sargent, “Stopping Moderate Inflations: ‘The Methods of
Poincare’ and Thatcher,” photocopy, May.1981.
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Table 6. Federal Budget Deficits and Monetary Growth
(Annual Rates over Business Cycles)

Monetary
Growth
Rates

Business Cycle Dates DEF/GNP M1 M2 A% F

Trough to Trough Averagesc

1949:4-1954:2 —44 322 371 287 878
1954:2-1958:2 —05 1.18 245 88 164
19568:2-1961:1 .63 1.85 3.06 1.16 7.19
1961:1-1970:4 .34 4.13 6.51 484 765
1970:4-1975:1 1.18 540 8.17 682 7.76
1975:1-1980:2 2.03 6.82 9.00 7.90 811
1980:2-1982-4 3.26 7.82 961 6.73 7.20

Average .99 435 6.07 446 6.90

aA is the monetary base adjusted for required reserve ratio changes.

l':'F is the fiat monetary base adjusted for required reserve ratio changes. The
fiat base is defined as Federal Reserve holdings of government securities,
plus Treasury currency outstanding, less Treasury Deposits with Federal
Reserve Banks, less Treasury cash holdings.

cCom;:sarabie results are obtained with peak to peak business cycle averages

this period, was not won but at least it was
bought and paid for. Monetary growth as measured
by the standard aggregates—M1, M2, and A—
was a roughly 3 percent annual rate over the
1949-1954 cycle, which corresponds to the real
growth rate. In the 1954-1958 cycle, monetary
growth decelerated by each measure. There was
essentially no inflation except for a flurry of price
increases at the beginning of the war.

In the 1958-1970 period, annual budget de-
ficits rose to average $2 to $3 billion over the two
cycles. Though average monetary growth increased,
it remained low in 1958-1961 before accelerating
considerably in 1961-1970. The experience to
1970 suggested at best a weak association be-
tween monetary growth and deficits.'® But the
variation that occurred in the next three cycles
reveals a strong association. Over 1970-1974,
the average deficit quadrupled and monetary
growth accelerated further from rates that were
already well above the real growth rate. Over
1974-1980 and 1980-1982, deficits increased

See, for example, Scott E. Hein, “Deficits and Inflation,” Federal Reserve
Bank of St. Louis Review (March 1981), 3-10 and Michael W. Keran and
Christopher T. Babb, “An Explanation of Federal Reserve Actions (1933-
68),” Federal Reserve Bank of St. Louis Review (July 1969), 7-20.
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further and monetary growth accelerated in the
case of M1 and remained high for the other
aggregates.

Thus, the data clearly show an association
between monetary growth and deficits. Re-
gressions of monetary growth variously defined
on the ratio of the deficit to GNP reveal a
significant link, with a one percentage point
increase in the deficit relative to GNP being
associated on the average with about a 2.5
percentage point rise in the M2 and A growth
rates and about a 1.5 percentage point rise in F
and M1 growth rates. The observation period
was a complete business cycle, from trough to
trough.

Projected $200 billion deficits in 1983 and
1984 represent 5 to 6 percent of GNP. Judging
from past links of M1 growth to deficits, an 8 or9
percent M1 growth rate and an 8 or 9 percent
inflation rate could be expected if the velocity of
M1 increases at 3 percent a year and so does real
growth. That is far more inflation than the 5
percent experienced in 1983. Yet inflation has
tended to lag behind monetary growth by two
years or longer on average since the end of
World War Il. An earlier article'* estimated how
long it had taken for changes in monetary growth
to be reflected in inflation over the 1953-1980
period. These results can be used to interpret
how long it would have taken inflation to accele-
rate to 9 percent if the Federal Reserve had
allowed M1 to grow at such a rate during the
estimation period. Assuming that the economic
structure has not changed and that the Federal
Reserve allowed M1 growth at9 percent—about
in line with the past relationship of M1 growth to
a budget deficit of 5 or 6 percent of GNP—the
GNP deflator would increase from 5 percent in
1983 to more than 7 percent in 1984. It would
grow to more than 8 percentin 1985, 8%2 percent
in 1986, and 9 percent in 1987 —perhaps even
more if associated increases in nominal interest
rates raised trend growth in the velocity of
money.

As noted, a9 percent M1 growth rate may not
in fact be associated with a 9 percent inflation
rate if the estimates are in error. Nevertheless, it
is interesting that term high-grade corporate

"“William G. Dewald, “How Fast Does Inflation Adjust to Its Underlying
Determinants?”, Proceedings of the Fifth West Coast Academic/Federal
Reserve Economic Research Seminar, Federal Reserve Bank of San
Francisco (December 1981), 221-39.

19



bond rates rose to about 13 percent in the last
half of 1983. This rate would represent a 4
percent real yield if the expected inflation rate
were 9 percent. Government bond rates rose to
about 12 percent, which translates into a real
yield of 3 percent if the underlying inflation rate
is 9 percent. The historic linkage between deficits,
monetary growth, and inflation apparently goes a
long way in explaining nominal interest rates in
1983 because of the expected inflation implicit
in large budget deficits and monetary growth.

“The historic linkage between
deficits, monetary growth and
inflation apparently goes a long
way in explaining nominal interest
rates in 1983 because of the
expected inflation implicit in large
budget deficits and monetary
growth.”

Conclusion: Monetary Growth
Has Been Related to Budget Deficits

The conventional view is that large government
deficits put pressure on interest rates, inducing
the Federal Reserve to buy government securities
and thereby to stimulate monetary growth. Mone-
tary growth and deficits have in fact been related
in the post-World War Il period, with compar-
atively high rates in the 1970s and early 1980s.
But, except for those years, there was no close
association between deficits and growth in the
fiat monetary base. That suggests the financial
system was allowed to monetize government
deficits by raising noncontrolled sources of the
monetary base or the monetary base multipliers.

20

This does not exonerate the monetary authorities
from responsibility for inflationary and cyclically
destabilizing monetary growth induced by bud-
get deficits. It only makes clear that they were in
fact unwilling to prevent the monetary growth
that accompanied federal budget deficits after
World War Il and particularly since 1970. And it
gives credence to the widespread view that large
federal deficits now and in the near future will be
accompanied by accelerated monetary growth
and inflation if the monetary authorities react as
they have in the past.

Past relationships of real deficits to real interest
rates suggest that $200 billion deficits in 1983
and again in 1984 would be associated with a
real deficit of about 4 percent of high employ-
ment GNP and real Treasury bill rates of 5
percent. The past relationships of deficits to M1
growth—and monetary growth in turn to inflation—
suggest that the 1983 and 1984 deficits would
be associated with 8 or9 percent M1 growth and
8 or9 percentinflation. If that inflation were fully
anticipated, the nominal Treasury bill rate would
rise to 13 or 14 percent. Monetary policy re-
actions are not the same for every cycle, so these
figures offer only the roughest of norms from the
past to compare with what is happening presently.
For 1983, the $200 billion deficit was in fact
associated with a4 to 5 percent real Treasury bill
rate,a10 to 11 percent M1 growth rate, and only
5 percentinflation in the GNP deflator. For 1984,
we can only guess. Yet past relationships provide
some clues to explain why there were high
nominal yields and high inflation expectations in
1983 in the face of low inflation.

—William G. Dewald*

*professor of economics at Ohio State University and former editor of the

Journal of Money, Credit and Banking, This research was presented at an Atlanta
Fed Research Seminar on Sept. 8, 1983.
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Recent research by the Federal Reserve Bank of Atlanta has focused on high-performance
companies, firms whose ideas might be useful in stimulating our sluggish national
productivity.

As part of that research, we are inviting chief executive officers from successful and
innovative southeastern companies to discuss the secrets of their success. In addition, we'll
hear from respected consultants and securities analysts offering their perspectives on the
ingredients of what distinguishes successful companies from mediocre ones.
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- government, return the registration form below and join us in Atlanta in April!
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The Do-1t-Yours

elf Movement:
An Element of the Shadow Economy

Do-it-yourselfers, who participate, to a degree, in the shadow economy, account for
billions of dollars in retail trade every year. Demographic and economic trends
suggest that the movement will continue to expand.

Most of us are familiar with the so called
shadow economy, its constituent parts and its
alleged effects on national monetary and fiscal
policy. The popular press has focused on the
size of the illegal drug business or how much
income otherwise law-obeying citizens conceal
from the IRS. But whenever an individual chooses
to work on a project himself rather than hiring a
professional, he also participates in the shadow
economy. And even though the do-it-yourself
movement may lack the media appeal of some
elements of the shadow economy, it represents
big business in the United States, with an
estimated $34.1 billion worth of annual retail
trade in 1982, including 35 percent of the home
and auto repair markets.

Motivations for doing-it-yourself span a wide
range, including saving money to finance other

leisure activities, saving time, sidestepping costly
and time-consuming government regulations,
and just plain enjoyment.

Another motivation may be tax avoidance, a
motivation that the movement shares with
other elements of the shadow economy.The
do-it-yourself movement falls into this category
because the value added by self-help tasks
escapes taxation. If a handyman (or woman)
builds a table, the final product is worth more
than the cost of the materials that went into it,
but its builder pays no tax on the additional
value. The builder avoids this tax without break-
ing any law. If the table were purchased, on the
other hand, the buyer would pay the seller for
the cost of materials, labor and an increment
for value added. The value ‘added in that case
would be taxed to the workers as income tax
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Chart 1. 25 to 44 Year Age Group as a
Percent of the U.S. Population
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Chart 2. Number of U.S. Households by Year
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and to their company as income and inventory
taxes.

The Scope of the Movement

The do-it-yourself (or DIY) movement is large
and expanding. The Do-It-Yourself Research
Institute reported that as many as 85 percent
of U.S. households did some DIY work in 1981.
These efforts are forecast to generate $46
billion in retail sales by 1985 for the necessary
tools and supplies. DIY appears to cut across all
distinctions of age, sex, income, education,
geography and labor groupings.

The demographic makeup of the American
population has been changing in a way that
may boost the movement's growth through the
end of this century. Surveys have shown that
men and women in the 25 to 44 age group are
the most active “DIYers.” This age group’s

. proportion of the population has expanded
from 25.2 percent in 1975 to 27.9 percent in
1980, a remarkable growth over only five years.
And demographers predict that it will continue
to expand into the 1990s, quickening its growth
rate beginning around 1985 (Chart 1). The
expansion of this age group promises to facilitate
expansion of the DIY industry.

'Do-It-Yourself Markets: Home & Auto, Predicasts Inc, 1981, from a
compilation of ideas and sources on DIY published in 1983 by Mechanix
- llustrated.

FEDERAL RESERVE BANK OF ATLANTA

Digitized for FRASER

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

The growing number of such households and
disposable income available to them have
certainly spurred DIY activity. Households are
the focus of such efforts because these groups
own houses and several automobiles more
often than do individuals who live alone. And
houses and autos receive a disproportionate
share of the effort expended. The number of
households is expected to grow from about 83
million in 1982 to roughly 98 million by 1990,
or by about 18 percent (Chart 2).2 The growing
number of households will have more dispos-
able income available for projects. The Confer-
ence Board expects household disposable in-
come expressed in 1972 dollars to rise from
about $13,000 per household in 1982 to over
$15,000 by 1995 (Chart 3).

The raw materials of the DIY movement—
the people, households and associated dispos-
able incomes—have all expanded rapidly since
the mid-1960s. They will most likely continue
to expand into the 1990s. But as with all
components of the shadow economy, the move-
ment’s total effect on the U.S. economy cannot
be measured directly. The only point at which
the DIY effort touches the officially monitored
economy is at the retail outlet where DIYers
must buy materials to use in their work. Predicasts

2Guide to Consumer Markets, Conference Board, from a compilation of
ideas and sources on DIY published in 1983 by Mechanix lllustrated.
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Chart 3. Disposable Income Per Household
in 1972 Dollars
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Chart 4. DIY and U.S. Age Profiles
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Inc, an industrial market research firm, compiled
data showing that the value of sales to the DIY
retail market grew over 500 percent from 1967
to 1980, and would exceed $98 billion by
1995. But these figures do not include a signifi-
cant dollar amount of value added by DIY
effort. Using estimates developed for the home
building industry, we derived a total value
added attributable to DIY repair and fix-up
work of $5.1 billion in 19823 Thus in that year
alone, DIY contributed $39.2 billion to the
national economy, only $34.1 billion of which
was counted in GNP.#

The DIY Profile

American DIYers stand apart from the rest of
the population because of a distinctive set of
demographic and psychological characteristics.
Their age distribution is skewed toward youth,
although almost 30 percent of those polled are
45 or older (Chart 4).5 It is logical that 84
percent of home DIYers are in the 25 to 54 age
bracket because those are the prime years for
child rearing families. Those with families are
likely to own homes and to engage in home
maintenance and fix-up. The surprisingly small

3Builder, January 1983, p. 42.

sEstimates of value added in the residential construction industry range
from 7 percent to 30 percent in “normal times.” We used 15 percent as
our estimate of how much DIY work adds to the value of the materials
involved. This is probably on the conservative side.
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proportion (12 percent) of home DIYers over
age 55 is explained partially by the tendency of
people to sell their houses after children have
been raised and the breadwinner has retired.
Those who out of economic necessity did their
own home repair and fix-up work when younger,
often have the income in later years to hire
others to do the work. Older home-owners are
also sometimes physically unable to do some
tasks themselves. The tiny 4 percent of home
DlYers younger than 25 reflects the facts that
fewer in this age group can qualify for a home
mortgage and that those at lower incomes are
less likely to do their own work.

Men make up the largest component of the
American DIY population: 68 percent of home
DIYers and 91 percent of auto DIYers.® Women
make up 32 percent and 9 percent of these
groups, respectively.

The income profile of home DIYers is heavily
weighted toward those who can qualify for
home mortgages (Chart 5). In contrast to the
home group, the profile of auto DlIYers is
weighted more toward lower income catagories.”
This means, first, that more DIYers earning
$10,000 a year or less can afford cars than can
afford houses. And, also, in the $30,000 and

sDo-It-Yourself Markets: Home & Auto, 1981, from a compilation of
ideas and sources on DIY published by Mechanix Illustrated in 1983.
®lbid.
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Chart 5. Income Profiles of Home DlYers
and the Total U.S. Population
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Chart 6. DIY and U.S. Education Profiles

60 DIy

U.S.

DIY

U.S.

DIY

College High Less than
School High School

Source: Predicasts, Inc. and the Statistical Abstract of the U.S.

above income group, people tend to show
more interest in working on their own houses
than on their cars. In 1982, the average DIYer
had a household income of $21,600, while
non-DIYers had incomes of $15,500, 28 percent
less on average.

The education level of DIYers is skewed
heavily toward those who have attended college,
with a smaller proportion having finished only
high school and the smallest proportion having
left high school (Chart 6).2 More DlIYers who
attended college tackle their own household
projects than auto-related projects. And of
those who did not finish high school, more do
their own auto-related projects than household
projects.

The “typical’ do-it-yourselfer, then, is a male
homeowner, between 25 and 54, who has
attended college and earns in excess of $20,000
per year. According to the Yankelovitch Monitor,®
he does his own work on his car and home
primarily because he enjoys it (Chart 7).

DIY in the South

Although DIY activity represents a large and
growing segment of the national economy, it

“Ibid.
“Ibid.
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seems to be more important in the South than
in any other region. Building Supply News
conducted a survey in 1982 to determine
whether DIY effort differed by region (Chart
8).19 A sample of those who had done work on
their homes showed that the South had the
most such projects, followed by the North
Central states, the Northeast and then the
West. The strength of DIY effort in the South
could be influenced by the region’s mild weather
or the migration of people and commerce to
the Sunbelt over the last few years. Morry
Robinson, editor of Building Supply News,
suggests that southemners have maintained more
of the frontier spirit of self reliance, which has
been muted in the more urban areas of the
country. The West counted the fewest DIY
projects, predictably, because it has fewer
homes than the other regions.

The South’s population has moved strongly
over the last decade toward the characteristics
identified with DIY activity. The 25-44 year age
group, which takes in 67 percent of all DIYers in
the national survey, grew by 4 percent in the
South from 1970 to 1980. The income group
most strongly associated with DIY effort ex-
panded from 34 percent of the population in

syankelovitch Monitor, Yankelovitch, Skelly and White Inc, marketing,
social and public opinion research. From a compilation of sources and
ideas on DIY published in 1983 by Mechanix lllustrated.

1oBuilding Supply News, Morry Robinson, from a compilation of sources
and ideas on DIY published in 1983 by Mechanix lllustrated.
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Chart 7. Reasons for DIY Enthusiasm

A Enjoyment

B. Economic-don't have the money to pay to have it done

C. Preference-prefer to spend the money on other things

D. Easiest-most expedient way to get things done

E. NonDIYers-prefer having others do work for them

F. Other-cannot DIY due to poor health, advanced age
or lack of free time

Source: Yankelovitch Monitor

the South in 1970 to 45 percent in 1980. The
segment of the southern population with a
high school diploma or better grew from 34
percent in 1970 to 45 percent by 1980. College
graduates, active in the movement, grew. from
10 percent to 14 percent of the southern
population over the last decade.

What's Behind the Movement?

Probably the most intuitively straightforward
reason for doing a job yourself rather than
buying a product or service in the marketplace
is to save money. Fully 32 percent of DIYers
give this as a reason for their activity. People
have learned that they can change the oil in
their cars for a third of what a service station
would charge, and that hiring someone to do a
simple home improvement chore like adding
laundry room shelves might be 10 times more
costly than doing it themselves. Doing it yourself
appeals to a sense of thrift and for some it is the
only way they can afford to get a job done.

However, whether a task actually saves money
depends on income, tax bracket, the cost of
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Chart 8. Percent Home DIY Projects by Region
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the particular job and how long it will take. A
mill worker might find it economical tc paint
his house rather than hiring a painter, but a
heart surgeon would not. While, few people
could calculate precisely whether it is economi-
cal for them to do a particular job themselves,
most have an implicit feel for the trade-off.

The average income tax rate is probably of
more concern than the marginal tax rate to
people trying to decide whether to do a project
themselves or to hire someone else. Because
the federal income tax tables now cover incomes
of up to $50,000, many, if not most, use the
tables instead of the tax rate schedules to
calculate their taxes. Ninety-three percent of
DIYers have incomes of less than $40,000."
When using the tax tables, one is only aware of
the total tax due relative to taxable income.
The tax rate schedules, on the other hand,
show the marginal tax rates.

Chart 9 illustrates the process one might go
through in deciding whether to undertake a
project or to have the work done professionally.
The horizonal axis shows income and the
vertical axis the number of hours it would take
to finish. The curve indicates a series of project
time points for which the individual at each
income, $10,000, $30,000, $50,000, etc., is
indifferent as to whether he should do the

11Do-It-Yourself Markets: Home & Auto, 1981, from a compilation of
ideas and sources on DIY published in 1983 by Mechanix lllustrated.
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Chart 9. DIY vs. Pay-to-Have-it-Done
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project himself or have it done professionally.
In his mind the dollars and cents cost would be
exactly the same either way. For an individual
earning of $30,000 a year, point A, below the
curve, coincides with a project which he would
recognize as monetarily beneficial to do himself.
Given his income and average tax rate, he
would spend more hours earning the money to
have the job done professionally than it would
take to do it himself. Still at the $30,000
income level, point B, above the curve, coincides
with a project the individual would contract to
have done professionally, if he bases the decision
strictly on the value of his time. This project of
about 150 hours would take more time to
handle personally than the time required to
earn the money to have it done professionally.

If people were guided strictly by dollars and
cents in deciding whether to undertake a
project or pay to have it done for them, those at
low incomes would do most of their own repair
work and the more prosperous would hire
most of it out. But this is not the case. The DIY
income profile is well represented by high
income groups. The Yankelovitch survey tells
us that many of the high earners do their own
work, not for the savings, but for the satisfaction
and enjoyment it gives them. Over the whole
spectrum of incomes, nonmonetary factors
motivate many self-help chores.

DIY work can be viewed as substituting one’s
own labor time for the more expensive labor of

FEDERAL RESERVE BANK OF ATLANTA

a professional. However the data fail to support
this explanation. The paradox is that do-it-
yourselfers are skewed toward higher, not lower,
incomes. Over 50 percent earn in excess of
$20,000 a year, And nearly a quarter of all
DIYers make over $30,000 a year. The heavy
representation of relatively high incomes dis-
putes the hypothesis that DIYers act principally
out of economic need.

One certain requisite for the handyman is
free time away from a regular job. Lacking this,
a person must hire someone to do all of the
projects that might otherwise be done himself.
Several indicators tell us that the American
worker, on average, enjoys more time away
from his or her job than ever before. The
amount of time and money spent during this
time are evident from the tremendous growth
of leisure industries over the last 20 years. This
time apparently is also being used for repair
and fix-up jobs.

The average American worker is putting in a
shorter work week today than workers 20 years
ago. The average work week has declined from
37.1 to 34.8 hours, a reduction of just over 15
workdays over a year's time.'> And the labor
market participation rate has been declining
for men under the age of 50.'* Men have
dropped out of the official work force and
make their living from sources not accounted
for in official statistics. The official unemploy-
ment rate has hovered between 5 percent to
10 percent of the work force for the last
decade. Virtually all of this jobless group’s time
is free, although their lack of discretionary
income restricts the amount of self-help activity
they can afford to undertake.

Government regulation also prompts some
people to do work themselves rather than
paying for a license or having their work in-
spected. For instance, virtually every municipality
requires a building permit before residential
construction work above a certain value can
begin. The permits raise revenue, alert the
building inspector to check the house for code
compliance, and alert the tax assessor to increase
the house’s valuation after the work is done.
Failure to buy a permit is certainly illegal, but a
homeowner planning a small, inexpensive job

2Survey of Current Business, U. S. Department of Commerce, Bureau of
Economic Analysis, June 1983.

“Handbook of Labor Statistics U. S. Department of Labor, Bureau of
Labor Statistics.
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may consider it worth the risk. The homeowner
may fear that the building inspector and tax
assessor will cause him to do extra, unnecessary
work to comply with the building code or may
arbitrarily raise the tax valuation on his home.
With these considerations in mind, he may
decide to do the work because licensed trades-
men may refuse to jeopardize their standing by
working on an unlicensed project, no matter
how small.

Sometimes the market cannot deliver the
quantity, quality and timing of services that an
individual wants and the job requires. Doing
the job personally is sometimes the only way to
satisfy all the requirements. In Chart 7 referenced
earlier, the Yankelovitch Monitor reports that
about 15 percent of DIYers responding said
they did their own work because it was expedi
ent. Often, the market is less responsive to the
homeowner than he can be to himself.

Tax avoidance motivates some DIY work.
Workers with flexible schedules may choose to
work extra hours to cover the cost of having a
project done for them. However, they pay tax
on this additional income. Because the tax
increases the hours of work required to take
home a given amount of money, workers may
find that they can save time by doing a project
themselves rather than working more hours to
earn the money to have it done professionally.

Finally, in this age of self-help, anything that
increases a person’s self-reliance, or gives the
appearance of doing so, is fashionable. Do-it-
yourself psychology, the emphasis on physical
fitness and home gardening are a few examples.
From this general mind-set, doing repair and
fix-up work must appear very attractive. In
addition, being a handyman adds to the personal
control one exercises over his time and resources.
Such personal initiative offers a positive, although
sometimes token, response to some of the
problems modern Americans complain about:
inflation, high interest rates, high taxes, govern-
ment regulations and so forth.

The Prosumer

In his book, The Third Wave, Alvin Toffler
describes DIY as part of a worldwide socio-
economic evolution. He coined the word “pro-
sumer’ to describe those who produce for
their own consumption, a definition that includes
DIYers. Toffler calls the economic structure of
primitive agricultural societies the “first wave.”
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In these societies each person (or family)
grows food and constructs the necessities of
life for personal use. These are the archetypal
prosumers. In “second-wave” societies people
produce for distribution by markets; they are
paid for their efforts with money that they use
to purchase goods and services from others. In
the “third wave,” Toffler says, people will again
produce for their own consumption, relying
much less on markets to deliver their goods
and services than do second-wave societies.

In the third wave, new communications,
microprocesser and laser technologies will serve
as catalysts that integrate the consumer into
the production process. Computer-like auto-
matic teller machines already have replaced
most human tellers at some banks. Sophisticated
switching equipment allows us to dial our own
long distance telephone calls, and users can
install most phones without help from a service-
man. Some cars now have light emitting diode
(LED) displays that spell out for the driver the
source of various service problems. Each of
these examples illustrates a case in which the
end consumer of a service—banking telephone
communication and auto repair—through new
technology is moved a little closer to the actual
production of the service.

Toffler explains the convergence of consumer
and producer in the “third wave” by citing what
he calls the law of relative inefficiency.'*
According to this argument, as the cost of
goods declines relative to the cost of handicraft
or other non-automated services, the services
become more expensive and people substitute
their own time instead. DIY appears to be one
type of substitution resulting from this phenome-
non.

Support Industries

The do-it-yourself movement manifests itself in
four wellkknown areas: specialized publications,
special television and radio programming, special
courses given at community colleges, high
schools and tech schools, and self-help retail
stores. It is part of a greater movement in
America toward putting newly emerging techno-
logies to work in everyday lives.

Doing something ourselves, whether it be
planting a garden or fixing a car, requires a

'aAlvin Toffler, The Third Wave, (New York: Bantam, 1981), p. 273.
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detailed knowledge of the technology involved.
After word of mouth, books and magazines
provide the cheapest and most accessible
sources for this information. Such magazines as
New Shelter, Popular Mechanics and Family
Handyman offer specialized articles focusing
on the subject.

Comparing the performance of several related
magazines with the 50 mass market magazines
with the highest 1981 revenues gives some
clues to the movement itself. According to
Folio, the magazine about magazines, the DIY
category (Folio calls it the men's service category)
experienced $133 million in sales in 1981,%°
the latest year for which Folio has compiled
data. The magazines in this group are: Popular
Mechanics, Popular Science, Mechanix Illustrated,
The Family Handyman, Popular Electronics and
New Shelter. From 1979 to 1981 this market
segment increased its share of Folio’s top 50
circulation magazines from 3.5 percent to 3.8
percent, while the total circulation of those 50
fell by 2.2 percent. The market for how-to-do-it

* type magazines clearly has been expanding.

The demand for self-help technology has
found another outlet in radio and television

" shows offering “how-to” advice on just about

any topic. Public television has been particularly
responsive to this demand through such pro-
grams as “This Old House,” explaining methods
of renovating old homes; “The Woodwright's
Shop,” offering woodworking know-how for
those who like to use antique tools and methods,
and “Crockett's Victory Garden,” offering general
home gardening advice. At least one specialized
retail chain store sponsors radio advertisements
that give hints on how to perform chores
quickly and cheaply.

The third widely available source of technical
information is the new and expanding area of
one-shot courses offered by community colleges
and technical schools. The courses usually are
narrow in scope and are often taught by a
practitioner in the field, such as a plumber,
auto mechanic or nurseryman. The courses
usually offer no degree credit. Examples are
courses on woodworking, auto mechanics, land-
scaping and increasing home energy efficiency.

The DIY retail outlet is the most visible
manifestation of the activity going on in America,
today. Automobile parts stores are everywhere.

sFolio, September 1982, p. 238.
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Chart 10. Manufacturers’ Shipments
for DIY Home Market
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And home improvement outlets have sprung
up close to the suburban home owners with
whom they do business. A study by Mechanix
lllustrated published in Folio magazine reports
that the dollar value of manufacturers’ ship-
ments for this home market (see Chart 10) rose
by 470 percent from 1967 to 1980 and is
forecast to go up 145 percent from 1985 to
1995.16 The slower upcoming growth rate is
premised on less rapid inflation and a slower
rate of household formation through 1995.
Manufacturers’ shipments for 1982 are estimated
to be $12.7 billion.

The retail value of sales by home center
stores was $25.3 billion in 1981, up 58 percent
over 1977. The largest 100 home center com-
panies experienced an 11.7 percent increase
in sales to handymen in 1982 over 1981; and
the top 25 upped their sales 12.3 percent Of
course, home center stores sell to contractors
too. But of the top 100, 76 percent of sales
were to householders, and 79 percent for the
topi2b:tf

Conclusion

One observer of the do-it-yourself move-
ment remarked recently that there is absolutely

18|bid, p. 236.
17National Home Center News, 1982, from a compilation of ideas and
sources on DIY published in 1983 by Mechanix lllustrated.
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nothing new about it. The American pioneers
did almost everything themselves, out of neces-
sity. The news is that people in modern, high-
technology America are doing it, and for much
less compelling reasons than the pioneers.
Tackling a job personally is still a way of or
getting things done, expeditiously if you lack the
money to buy a good or a service, but it has
become much more. It is a way of enjoying
one’s time, a way of saving money to finance
another leisure activity, a way of avoiding taxes
legally and a way of sidestepping costly and time-
consuming government regulations.

Prospects for continued growth of the move-
ment appear excellent. The 25-to-54 segment
of the population identified with the movement
will grow through the end of this century. And,

30

although the orginal impetus came on the
demand side from those doing their own work,
the business=s manufacturing and retailing
material and tools have jumped on the band
wagon and are pushing the concept for all it is
worth.

In the end, the cultural or psychological
bases for handling a task personally may have
the most to do with the trend’s persistence.
The reason most commonly given by handymen
is enjoyment. If this is the case, and if Americans
on average are gaining more free time away
from their jobs as government data suggest,
then DIY may be in the early stages of even
more rapid growth to come.

—Joel R. Parker
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In-Store ATMs:
Steppingstone to POS

An Atlanta Fed survey found that 66 percent of major grocery and convenience
stores have installed or plan to install automated teller machines. Retailers say
the ATMs attract customers, reduce bad check problems and, perhaps most
importantly, prepare consumers for point-of-sale terminals and debit cards.

Recently, many American consumers have
entered their local supermarket to discover an
automated teller machine (ATM) installed in
the front of the store. ATMs located off bank
premises appear to be spreading throughout
shopping malls, supermarkets and convenience
stores across the nation. In fact, the Florida
Interchange Group—the forerunner of Florida's
HONOR network—estimated that by 1986,
half of Florida’s predicted 3,500 ATMs will be
located off-premise.’ Certainly, as indicated by
substantial transaction volumes, consumers
find these ATMs convenient. Beyond increased
customer convenience, however, other far-
reaching implications may be drawn from the

“Igniting an EFT Revolution in Florida,” Bank Network News, Vol. 1
(February 8, 1983), p. 2.

FEDERAL RESERVE BANK OF ATLANTA

installation of shared off-premise ATMs. They
represent a significant step in the gradual
displacement of paper checks.

In order to probe this subject more deeply,
the Federal Reserve Bank of Atlanta surveyed 35
of the largest grocery and convenience store
chains in the Southeast. The results clearly
demonstrate that southeastern grocery and
convenience stores are moving aggressively to
offer banking services to their customers. The
survey found that 66 percent of major grocery
and convenience store operators either already
have ATMs or have definite plans to install
automatic teller machines on their premises.
They feel that this initiative promises distinct
advantages in attracting customers, reducing
problems with bad checks, and expanding
their range of customer services. Furthermore,
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most of these organizations view the ATM as a
steppingstone to the point-of-sale cash register
terminal and the debit card.

Thus the survey confirms another evolutionary
step in the displacement of paper checks by
electronic substitutes.2 Once customers accepted
the ATM as a cash-acquisition device at their
bank or other depository institution, banks
began to place their proprietary ATMs in other
locations, such as shopping centers and airports.
Another significant step involves the shift from
proprietary to shared ATM networks, through
which account-holders at one depository insti-
tution can utilize the ATMs of other institutions.
With the formation of shared networks—cur-
rently well under way—banks can multiply the
convenience offered by their plastic ATM cards
without having to purchase additional ATMs.
Typically, special service corporations estab-
lished by the participating institutions® adminis-
ter the shared networks.

“To the customer, it is only a small
step from using a plastic card to
acquire cash and then groceries to
using the plastic card to purchase
groceries directly.”

Grocery and convenience stores, meanwhile,
had been watching and waiting for a large base
of ATM customers to develop. As long as ATMs
were only accessible by a few people, or as long
as a grocer's (proprietary) ATM could only be
used by customers of a single financial institution,
installation was not justified on anything other
than an experimental basis. As the ATM-cash
dispenser became widely accepted, however,
concurrent with the evolution of shared ATM
networks at the local level, grocers could install
ATMs with the expectation that a significant
proportion of their customers would benefit.
The survey described here indicates that grocers
are indeed taking advantage of the new oppor-
tunity.

2For a more comprehensive description of this evolution, see “Displacing
the Check” this Review, August 1983. See also “Payments in the
Financial Services Industry of the 1980s” this Review, December 1982,
especially quotes by Peter Merrill that “the financial services industry is
now shifting into a second phase involving shared delivery systems.”

3See“Shared ATM Networks: The Nationand the Southeast,” this Review,
December 1982.
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The installation of in-store ATMs is signifi-
cant beyond the spread of ATM cash dis-
pensers. ATMs in retail locations provide an
evolutionary steppingstone or “transition pro-
duct” between cash acquisition and debit card
purchases. To the customer, it is only a small
step from using a plastic card to acquire cash
and then groceries, in today's case, to using the
plastic card to purchase groceries directly.
From a technical standpoint, the ATM is trans-
formed into a point-of-sale terminal, the ATM
card becomes a debit card, and the shared
ATM network becomes a shared debit card
network. Yet market testing indicates that such
a transition will appear to be relatively minor in
the eyes of the consumer.

Grocers and convenience store operators
recognize this connection, our survey indi-
cates. Thus the ATMs in grocery and con-
venience stores may be paving the way to
widespread penetration and acceptance of
debit cards, which in turn will become more
prevalent in other retail establishments such as
gas stations and department stores.* Potentially,
debit cards will displace a large number of
personal checks, because almost three times
as many checks are written for retail purchases
as are written for cash acquisition.®

Why are grocery and convenience stores so
important in this evolution? Grocers cash a
tremendous number of checks; in many cases
check value exceeds gross sales. They need a
quicker and cheaper means of negotiating
such payments and of eliminating bad checks.
Convenience stores are more concerned with
eliminating currency in cash registers, thereby
discouraging robberies. Both types of stores
provide a large number of widely dispersed
sites open for long hours. Furthermore, customer
traffic is already established and regular. The
great majority of their customers are local, with
payments drawn against local financial institu-
tions. Because of this combination of character-
istics, grocery and convenience stores provide
a good “testing ground” for retail point-of-sale
transactions.

4The check displacement forecasts for debit cards embodied in “Dis-
placing the Check” are somewhat more aggressive than that of some
other observers because of the expected impact from retailers (p. 18-24,
41-42).

s“Displacing the Check,” Table 4, p. 32.
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Table 1. Stores in Some Stage of ATM Installation

SUPERMARKETS

ATMs Already Installed
Bruno'’s Inc, Alabama

Food Giant, Georgia

Jitney Jungle, Mississippi

Kroger-Atlanta Division
Kroger-Nashville Division

Publix, Florida

The Red Food Stores, Tennessee
Sunflower Stores, Mississippi
Winn-Dixie, Florida

Finalized Installations

Albertson’s, Florida

Grand Union, Florida, Georgia

Pantry Pride, Florida

Definite Plans to Install; Lack Final Commitment

Bi-Lo Inc, South Carolina

National Supermarkets, Louisiana
Schwegman Giant Stores, Louisiana
Vague Installation Plans

Dixieland Food Stores, Alabama
Food Town Stores, North Carolina

Harris-Teeter Supermarkets,
North Carolina

24 Hours
24 Hours/Store

24 Hours/Store

Store Hours
Store Hours

24 Hours
24 Hours/Stores
24 Hours/Stores
Store Hours

24 Hours
24 Hours/Store
24 Hours/Store

Store Hours
Undecided
Store Hours

Probably Store Hours

Undecided
Store Hours

Sub-Total: 17 or 63% of 27 Supermarket Chains Surveyed

CONVENIENCE STORES

ATMs Already Installed

Fast Fare Inc, North Carolina
Munford Inc, Georgia

The Pantry Inc, North Carolina
Finalized Installation Plans

Little General Stores, Florida

Shop & Go Inc, Florida
Sunshine Jr. Stores, Florida
Pilot in Texas

National Convenience Stores,
(Shop-N-Go), Georgia ?
Pilot in Philadelphia

Southland Corporation (7-11 Stores),
Louisiana?

24 Hours
24 Hours
24 Hours

24 Hours/Store

24 Hours/Store
24 Hours

24 Hours

Store Hours/
Usually 24

Sub-Total: 6 or 75% of 8 Convenience Store Chains surveyed

Transaction Types Handled

Full-Line!

Full-Line/plus
Traveler's Checks

Full-Line

Full-Line
Full-Line

Full-Line
Full-Line
Full-Line
Full-Line

Cash Withdrawals
Full-Line
Full-Line

Cash Withdrawals
Undecided
Cash Withdrawals

Cash Withdrawals
Undecided
Full-Line

Full-Line
Full-Line
Full-Line

Cash Withdrawals;
Barnett Bank Deposits Only

Full-Line Except Deposits
Full-Line

Full-Line Except Deposits;
Cash Advances on Credit Cards

Full-Line Except Deposits

TOTAL: 23 or 66% of 35 SURVEY PARTICIPANTS

'Full-Line: Deposits, withdrawals, balance inquiries, transfers between accounts.
2These two convenience store chains are not included in survey totals because they have not commenced ATM installation
in their southeastern stores.
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Survey Results

Our survey, which was conducted in August,
included eight southeastern states—Alahama,
Florida, Georgia, Louisiana, Mississippi, North
Carolina, South Carolina, and Tennessee. The
thirty-five corporations included in the sample
were culled from a list of the 200 largest
supermarket and convenience chains in the
nation. Under the assumption that the largest
stores usually serve as industry leaders—in
general they are the first to implement inno-
vations—the survey is reflective of electronic
banking activity occurring in southeastern gro-
cery and convenience chains.

Twenty-three of the thirty-five chains ques-
tioned either have ATMs in their stores or plan
to install them within two years. Eleven stores
have already installed ATMs; six stores have
signed contracts to do so within the next six
months. Three stores definitely plan to install
ATMs but lack final commitments. Three other
chains intend to install ATMs within the next
two years but plans remain somewhat vague at
the moment. Furthermore, of the eleven stores
without ATM installation plans, one is conducting
an extremely preliminary investigation of the
topic. Also, two firms are national chains with
ATM pilot programs in other parts of the country.
Quite conceivably, ATM installation in their
southeastern stores could follow successful
pilots.

After ascertaining the number of supermarkets
and convenience stores installing ATMs, we
compared various operational details. Of the
ATMs currently operating, all are accessible
twenty-four hours a day, as will be those ATMs
currently being installed under contract. ATMs
tend to be located in stores open twenty-four
hours a day; this maximizes convenience for
customers.

All of the presently functioning in-store ATMs
offer a full-line of transactions—deposits, cash
withdrawals, transfers between accounts, and
balance inquiries. In addition, the American
Express Money Stop ATMs located in seven
Atlanta Food Giant supermarkets dispense tra-
veler's checks. Of the stores still in the planning
stages, however, four indicated that the ma-
chines will be for cash dispensing only. Ap-
parently, some banks involved feel that it
would not be economical to collect deposits
from such widely scattered locations.
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While most of the supermarkets and con-
venience chains intend to install only one ATM
per store, the number of ATM locations varies
widely. Two distinct patterns of installation
emerge. First, there are those grocery and
convenience store chains in which a single
bank installs from one to ten ATMs. Without
exception, the bank owns these machines.
Since only that particular bank’s customers
may access the machine, it is a proprietary
network: no one except those possessing the
bank's proprietary card may make transactions.

In contrast, seven chains are installing ATMs
on a much wider scale, with anywhere from
fifty to over one-hundred included in the plans.
These ATMs will be part of large regional
networks comprised of many banks. Indeed,
the shared networks represent a large cardholder
base that makes massive implementation of
ATMs economically feasible. Thus a dichotomy
exists between plans to install a few ATMs

“Twenty three of the thirty five
chains questioned either have
ATMs in their stores or plan to
install them within two years.”

under a single bank’s proprietary network and
the placing of many ATMs participating in a
shared network of regional banks. The situation in
Florida serves as an excellent example of the
latter alternative.

Florida's HONOR network became operational
on September 30, 1983. Representing approxi
mately $50 billion in deposits, 120 financial
institutions comprise the HONOR network.
The combined total of 3.6 million ATM access
cards issued by the network approximates 75
percent of Florida's card-holding base. Network
members will have access to 407 off-premise
machines, 125 of which belong to the Publix
Teller Network® Beginning next June, Honor
network members will share on-premise ATMs,
creating a totally shared electronic environment
in Florida. In December 1983, two of Georgia's

s“Florida’s Honor: Racing to Grab the Network Lead”Bank Network
News, Vol. 2 (September 24, 1983), p. 7.
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Table 2. Number of ATMs and Type of Network

Do You View This
As a Steppingstone

i Number Network To Point-of-Sale?
% Supermarkets
[ Albertson’s, Florida 7 Shared Yes
F Bi-Lo, Inc, South Carolina Around 60 Shared Yes
t Bruno’s Inc., Alabama 2 Proprietary Uncertain
Dixieland Food Stores, Alabama Shared Yes
Food Giant, Georgia 7 Shared No
Food Town Stores Inc., North Carolina Undecided  Undecided Yes
Grand Union, Georgia & Florida Around 50 Shared Yes
Harris-Teeter Supermarkets Inc., 1-10 Undecided Yes
North Carolina
Jitney Jungle, Mississippi 1 Proprietary Yes
Kroger-Atlanta Division 3 Proprietary
Kroger-Nashville Division 6 Proprietary Yes
National Supermarkets, Louisana 3 Proprietary Uncertain
Pantry Pride Inc,, Florida 50 - 60 Shared Yes
Publix, Florida 100 - 500 Shared Yes
Schwegman Giant Super Stores, Louisiana 11 Undecided No
Sunflower Stores, Inc., Mississippi 2 Proprietary No
The Red Food Stores Inc., Tennessee 97 Shared Yes
Convenience Stores
Fast Fare Inc, North Carolina 2 Proprietary Uncertain
Little General Stores, Florida 20 Shared Yes
Munford, Inc, Georgia 1 Proprietary No
'National Convenience Stores (Stop-N-Go), 81 Shared No
Georgia
Shop & Go Inc, Florida 20 Shared Yes
'Southland Corporation (7-11 Stores), 200 Shared Yes
Louisiana
Sunshine Jr. Stores, Inc, Florida 1 Proprietary Yes
The Pantry Inc, North Carolina 1 Proprietary Yes

These two convenience store chains are not included in survey totals because they have not commenced ATM installation in their southeastern stores.
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Table 3. Motives Underlying ATM Installation

Increase Customer Convenience
Increase Customer Traffic
Reduce Check Processing Costs
Reduce Check Volume

Reduce Bad Checks

Reduce Cash Security Problems
Reduce Labor Involved

1Percentage of the 17 supermarket chains pursuing ATM installation.

2percentage of the 8 convenience store chains pursuing ATM installation.

3Percentage of the 23 stores with plans for ATM installation.

largest financial institutions announced plans
to establish a similar network, and invited other
Georgia financial institutions to participate as
charter members.

In Atlanta, Kroger is involved in a pilot with
Heritage Bank. Within the past year, Heritage
Bank has established branch banks in three of
Kroger's stores. These branch locations serve
as full-service banks, offering everything from
loans to checking accounts. Generally branch
banks are viewed as “temporary and inadequate
either because they are too labor intensive and
inefficient or they serve a limited customer
base.”” Yet Bob Hodge, vice-president of
Kroger's Atlanta division, reports that “The
customers seem to be very pleased with the
additional service. | presume Heritage is doing
enough business to justify labor and costs of
putting banks in.”® It is too early to reach any
definitive conclusions about the feasibility of
branch banks; however, installing ATMs accessi-
ble by all members of a shared network seem-
ingly constitutes a more viable alternative.

Customer Convenience

Of greater interest than details of location
and operation are the objectives behind installing

7Craig Gieler: How Kroger Wants POS to Work” Bank Network News,
Vol. 1 (January 25, 1983), p. 4.

8Bob Hodge, vice president, Atlanta division, Kroger Co. telephone
interview, August 26, 1983.
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Convenience

_Supermarkets’ Stores? _TotaP
13 (48%) 7 (87%) 20 (87%)
1 (4%) 6 (48%) 7 (30%)
11 (41%) 1 (1%) 12 (52%)
8 (30%) 1 (1%) 9 (39%)
7 (26%) “ 7 (30%)
2 (7%) - 2 (9%)
1 (4%) - 1 (4%)

these in-store ATMs. For the most part, the
Floridians immediately responded that they
acted in self-defense. In announcing its inten-
tions to establish the Publix Teller network in
1981, Publix super-markets initiated a mad
scramble to install in-store ATMs. Thus many
Florida stores plunged into the pursuit of in-
store electronic banking in an effort to remain
competitive.

Although competitive pressure rushed Florida’s
stores into installing ATMs, real benefits must
accrue from these systems in order to justify
such interest. In questioning the supermarkets
and convenience store operators, we found
they resoundingly answered that their major
goal was to provide customer convenience.

The grocery industry is traditionally sensitive
to the needs of the consumer. Emphasizing the
importance of the customer, the manager of
financial services at Kroger explains “...our
highly competitive business is driven exclusively
by the consumer. That is unbelievably critical.”
Twenty of the survey participants listed customer
convenience as their primary, overiding concern.
As Mike Ware of Little General Stores, a Florida
convenience chain, states, “We view the ATM
as a convenience item and we're in the business
of selling convenience.”® With the slim profit

9“Craig Gieler: How Kroger Wants POS to Work,” Bank Network News,
Vol. 1 (January 25, 1983), p. 4
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margins characteristic of the grocery industry,
retailers seize upon any means of offering
additional customer convenience and gaining a
competitive edge.

Hand-in-hand with the notion of added
customer convenience is the desire to increase
customer traffic in the stores. Retailers hope
that customers, after entering the store to
obtain cash, will purchase a few items. John
Polizzi of Florida’s Shop-N-Go stores expounds
on this: “One of the long-term objectives is to
increase average transaction size by being a
source of cash for the customer.”'" Seven other
survey participants indicated that they expect
that easier access to funds will spark impulse
buying and strengthen sales.

Because customer convenience is the primary
motivation behind installing in-store ATMs,
supermarkets and convenience stores insist on
a shared network of regional banks before
adopting a course of widespread installation.
For instance, Carl Schauss of Mississippi's Jitney
Jungle Stores of America, comments that his

“Retailers hope that customers,
after entering the store to obtain
cash, will purchase a few items.”

corporation has “no specific plans to install
more ATMs (currently it has one in-store ATM)
but a definite inclination to make plans in that
direction except for the single bank mode
existing in Mississippi. Without a shared net-
work, ATMs are simply not feasible.”*?> For
electronic banking services to heighten con-
venience significantly, the ATMs must be avail-
able to a substantial portion of those in the
region possessing ATM access cards.

The topic of regional networks leads to another
pertinent issue, namely that of the region
involved. Several of the participants claimed
that they were not interested in installing ATMs
because of the rural nature of their business.

19Mike Ware, vice-president of finance, Little General Stores, telephone
interview, August 23, 1983.

11 John Polizzi, Shop & Go Inc, telephone interview, August 24, 1983.

12Garl Schauss, executive vice president of finance, Jitney Jungle Stores
of America, telephone interview, August 26, 1983.
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Retailers cited four main reasons why in-store
ATMs are not feasible in small towns and rural
areas. First of all, many of the local banks do not
have ATMs. Obviously, on-premise ATMs must
exist before off-premise ones spread.

Even in small towns possessing ATMs, trans-
action volume sufficient to justify installing in-
store ATMs cannot be generated. A Piggly-
Wiggly Southern spokesman explains:

We're basically operating in small towns.
We've had proposals (to install ATMs) but
as a matter of company policy turned them
down because of: (1) customer accep-
tance—customer contact is a major part of
our business. ATMs are too impersonal; (2)
not enough transaction volume; (3) minimal
bad check losses due to the local nature of
the business.'

Other chains serving small town and rural
communities also cited low anticipated customer
acceptance as deterring ATM installation. Even
where customer acceptance is not a problem,
Bob Hughes of North Carolina’s The Pantry Inc.
points out that “our type of market area—
mostly rural areas—cannot generate enough
transactions to make ATMs profitable.”'* In-
store ATMs prove much more feasible in areas
supporting denser populations; in more crowded
areas ATMs truly do boost customer convenience.

Because increased customer convenience
seems to be the pivotal issue in successful off-
premise ATM installation programs, marketing
assumes an important role. According to a
recent Synergistics Research Corporation study
of off-premise ATMs, 39 percent of the partici-
pants expressd a desire to access ATMs at
supermarkets.'® If this is the case—if a demand
for in-store ATMs already exists—then proper
marketing should ensure the success of in-
store ATMs. Mike Ware describes the marketing
plan of Florida's Little General Stores as “in
stalling ATMs at key traffic arteries with high
volumes. .. at areas with a high concentration of
apartments and condominimums and no areas
with a predominance of older people. Older
people are not concerned with convenience;
there is more of a difference in age than income

3L arry Olsen, vice-president and treasurer, Piggly-Wiggly, Southern Inc.
telephone interview, August 22, 1988.

14Bob Hughes, vice-president of finance, The Pantry Inc., telephone
interview, August 19, 1983.

154Study Shows Consumers Prefer Shopping Malls for Off-Premise ATMs,”
Bank Letter, Vol. 7 (May 16, 1983), p. 7.
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as far as targeting ATM installation.”'® Others
indicated plans to install in higher income
areas. All plan to install ATMs at the stores with
the highest volume of traffic.

For those businesses with only one or two
bank-owned ATMs, the bank involved assumes
responsibility for locational “on-the-spot” adver-
tising. Most supermarkets and convenience
stores embarking on major ATM installation
plans intend to share advertising responsibilities
with the network or bank owning the machines.
In Florida, for example, both the HONOR
system and Winn-Dixie will advertise. In addition,
Barnett Bank and NCR will help advertise for
those stores joining their switch. Thus retailers,
bankers, and other network participants derive
mutual benefits from each other's marketing
campaigns.

Reduced Check Processing
Volume and Costs

While customer convenience undoubtedly
serves as the chief reason for installing off-
premise ATMs, most grocery and convenience
store chains hope reduced check processing
volume and costs will result as a by-product.
Indeed, this is a topic of pressing concern
among retailers. A spokesman for Warehouse
Groceries Management in Alabama says, “as far
as checks are concerned, something has got to
happen because it's a burden and a costly
one.”'7 Twelve survey participants listed re-
ducing the costs of check processing/cashing
as a very important objective in ATM installation;
nine cited the necessity of decreasing the huge
check processing volume (which greatly compli-
cates turning checks into collected funds).

Besides accepting checks for purchases,
retailers also serve in a cash dispensing capacity
after bank hours. For the most part, convenience
stores do not accept checks. The majority of
the grocers surveyed, on the other hand, be-
wailed the extent to which they act as surrogate
banks in cashing checks. Twelve claimed to
cash many more checks than the local banks.

In truth, it is acknowledged in the grocery
industry that the value of checks cashed in
many stores or chains exceeds the total annual
sales. Seventy percent of all checks written at

'6Mike Ware, Little General Stores.
17Roger Dryer, executive vice-president, Warehouse Groceries Manage-
ment, telephone interview, August 22, 1983.

38

the retail level are written to food retailers.’® In
1981, supermarkets averaged 2,786 checks
per week, leading to a total of 4.2 billion checks
that year. Furthermore, while the number of
checks that grocery stores cash is rising, the
average purchase size is decreasing.'®
Consequently, check processing costs are
impacting retailers quite dramatically. Estimated
check handling costs in 1981 averaged 45
cents. Thus a store typically spent $1,250 per
week on check cashing. Since the average store
nets $150,000 each week, checking costs ap-
proximated 0.83 percent of sales. For close to a
decade, supermarkets’ net margins have been
about one percent. Check processing costs,

therefore, nearly equal the supermarkets’ net

margins.2°

It is very evident why retailers want to reduce
the volume of checks cashed. Not only have
retailers had to pay for the labor and processing
costs involved, they also have to pay a fee for
each check deposited. As the astronomical and
somewhat inequitably distributed costs of check

“In 1981, supermarkets averaged
2,786 checks per week....Estimated
check handling costs in 1981
averaged 45 cents.”

processing continue to rise, there is a “new

‘mood of retailers who insist that the checking

burden has become so great that a new payments
process at the supermarket is in order.”?!' And
in-store ATMs comprise one step along the way
to this goal.

In fact, supermarket ATMs represent some-
what of a role reversal between banks and
retailers. Instead of stores absorbing processing
costs and paying the bank deposit fees, the
bank pays the store a rental fee for the space in
which the ATM is located. Grocery and con-
venience stores receive rental fees; the owner
of the ATM and the operator of the switch split

'8“Craig Gieler. How Kroger Wants POS to Work,” Bank Network News,
Vol. 1 (January 25, 1983), p. 4.

19“Grocery Check Volume Soars, Reports FMI” Bank Network News, Vol. 1

(June 21,1982), p. 1, 3.

20/bid.

21“Craig Gieler: How Kroger Wants POS to Work,” Bank Network News,
Vol. 1 (January 25, 1983), p. 4.
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the transaction fee. Often, the transaction fees
are volume-related; that is, the fee per transaction
depends upon the amount of monthly trans-
action volume. For instance, in Florida's HONOR
network, if there are fewer than 500,000 trans-
actions per month, a withdrawal costs 61 cents.
40 cents will go to the ATM owner; the switch
itself will receive 21 cents. Withdrawals cost
only 55 cents if more than 1.5 million monthly
transactions occur. Balance inquiries and transfers
between accounts cost 20 cents less.?? The
bank of the customer whose account was
debited pays these fees; it may in turn pass the
charge on to the customer. But the retailer
does not pay anyone.

Furthermore, if the supermarket or conve-
nience store owns the machines, it will receive
the transaction fees and begin to generate
profits. Publix Supermarkets in Florida, however,
is the only chain in the survey to own its own
ATMs. For the most part, the retailers are
content to let the banks or third party networks
own the ATMs. Yet if the banks or networks do
not provide sufficient customer coverage, stores
will purchase their own machines. For instance,
in Mississippi, where the banks have thus far
not collaborated, Carl Schauss of Jitney Jungle
Stores says “owning our own machines is a
major possibility if the banks don't get with it
(network formation) themselves.”?®> Apparently,
ATM ownership is not critical to the retailer
unless inadequate network coverage exists.

Although reducing the check volume is a
hoped for by-product of in-store ATMs, chains
stated that they doubt the number of checks
cashed will decrease. Joe Letvelter of Pantry-
Pride sums up this attitude: “we don’t feel that
ATMs will reduce check cashing... From talking
to NCR and Publix(in Florida), the check volume
doesn’t decrease...the costs associated with
check processing remain the same.”?* Certainly
this is contrary to the expected results. It is too
soon to determine accurately what effects in-
store ATMs actually have on check volume. Yet
even if they have zero impact on the number of
checks cashed, they will still be of value in
preventing bad check losses.

Seven of the survey participants listed re-
duction of bad checks as an objective behind

22Gtrada, “Converting FIG's Promise Into Power,” Bank Network News,
Vol. 1 (May 11, 1983), p. 5

23Carl Schauss, Jitney Jungle Stores.

24 Joe Letvelter, cash manager, Pantry Pride Inc, telephone interview,
August 23, 1983.
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installing ATMs. Convenience stores experience
minimal bad check losses because they cash
few checks. Grocery stores, however, experi
ence enormous bad check losses. Given this
fact, it is somewhat surprising that only nine
companies reported any type of electronic
check verification systems.

Several other potential benefits were men-
tioned in association with in-store ATMs. Two
of those surveyed cited increased security of
cash as a result of decreased cash exposure.
Convenience stores in particular have a problem
with hold-ups. And one participant felt that in-
store ATMs would reduce the labor required
for check cashing and processing.

A Steppingstone to POS

Thus, increased customer convenience is
the primary motive for installing in-store ATMs.
Stores hope that a reduced check volume will
produce various benefits. These, however, are
only the short-term objectives. In the long run,
installing in-store ATMs may be an intermediate
step in a changing retail payment mechanism.
In-store automated teller machines represent
one stage in the transition to electronic point-
of-sale (POS) registers.

Ultimately, most retailers hope to have POS
registers that electronically debit the customer's
bank account at the check-out station. When
asked if they viewed in-store ATMs as a stepping-
stone to POS, seventeen of the survey participants
responded yes. Some, such as Harry Wade of
Winn-Dixie, even implied that ATMs were
being installed solely as an intermediary step:
“ATMs are being installed as a training ground
to get customers to use debit cards. They
(ATMs) are a necessary evil.”25 Others said that
ATMs “give us definitive experience in cash-
free types of transactions.”?® John Polizzi of
Shop-N-Go Inc. sums up the general attitude:

ATMs are going to work in certain locations

but won't have the impact that POS will.

Ultimately POS will do away with check

cashing. ATMs are simply another service we

offer our customers.?”
Obviously, strong support exists for the eventual
implementation of POS registers.

25Harry Wade, director of work methods, Winn-Dixie, telephone interview,
August 22, 1983.

26Ray Ayers, vice-president of real estate, Grand Union Company, tele-
phone interview, August 22, 1983.

27 John Polizzi, Shop & Go Inc.
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List of Stores Surveyed

Alabama

1. Bruno's Inc, Birmingham

2. Warehouse Groceries Management - Gadsden
3. Dixieland Food Stores - Geneva

4. Delchamps, Inc. - Mobile

5. Winn-Dixie - Jacksonville
6. Publix - Lakeland
7. Pantry Pride Inc. - Fort Lauderdale
8. Shop & Go, Inc. - Mango

* 9. Little General Stores - Tampa
0
1

* 10. Sunshine Jr. Stores Inc. - Panama City
11. Albertson’s - Orlando (Southco Division
Headquarters)
Georgia

12. Great Atlanta & Pacific Tea Co. - National
Headquarters in Montvale, New Jersey
138. Food Giant/Big Apple Supermarkets - Atlanta
* 15. Munford, Inc. - Atlanta
* 16. National Convenience Stores (Stop-n-Go) -
Decatur (National Headquarters In Houston)
17. Grand Union Company (Colonial and Big Star
Food Stores - Decatur)
18. Kroger - Atlanta Division

*Indicates convenience store chains.

The two different divisions of Kroger are counted as one company,

leading to a total of 35 survey participants.

While most retailers concede that a tran-
sition to POS is inevitable—indeed, they wel-
come such a transition—few have made any
concrete moves in that direction. In fact, out of
35 surveyed, only three have any definite plans
regarding POS. Seven claimed to have vague
plans.

Naturally, the same benefits resulting from
reduced check volume after in-store ATM instal-
lation will also accrue from POS registers. For
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Louisiana

19. Schwegman Giant Super Stores New Orleans
* 20. Southland Corporation, Midsouth Division -
Baton Rouge
21. National Team Company (National Super-
markets) - Harahan (National Headquarters in

Rosemont, IL)

22. Jitney Jungle Stores of America - Jackson
23. Sunflower Stores Inc. - Indianola
North Carolina

24. Food Town Stores, Inc. - Salisbury

25. Harris-Teeter Supermarkets Inc. - Charlotte
* 26. The Pantry Inc. - Sanford

27. Ingle’s Market, Inc. - Swannanoa

28. Lowe's Food Stores - Wilkesboro
* 30. Fast Fare, Inc. - Henderson
South Carolina_

31. Bi-Lo Inc. - Mauldin

32. Community Cash Stores, Inc. - Spartanburg

Tennessee &

33. The Red Food Stores, Inc. - Chattanooga
34. Malone & Hyde, Inc. - Memphis

35. The White Stores, Inc. - Knoxille

36. Kroger Company - Nashville

instance, one supermarket chain in Texas found
that it could “save one-sixth of labor costs at
check-out due to the time saved by direct-
debit transaction.”?® And, without a doubt, this
is the most effective way to prevent check
fraud or bad check losses. Even more important
are the savings in check handling costs.

**“Texas POS Rekindles a Fiery Network Feud,” Bank Network News, Vol
2 (June 25, 1983), p. 4
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Currently established POS systems charge
transaction fees averaging 20 cents. The super-
markets and convenience stores do not have
any transaction costs but must pay for installation
and maintenance.(It should be noted that where-
as most in-store ATMs are bank or network
owned, almost all stores plan to purchase their
own POS registers) According to a 1980 survey,
the handling cost of a retail cash transaction is
45 cents.2® Thus POS is proving to be more
economical than cash.

The advantages to retailers of POS systems
are obvious. But we must not forget that the
grocery industry is consumer-driven. POS will
be implemented if and only if the consumer
finds it beneficial. Therefore, the quicker check-
out times of POS registers may be a decisive
factor in its favor.

According to a 1983 Food Marketing Institute
survey, 39 percent of consumers place greatest
priority on a quick check-out. Low prices rank
second.?® A typical POS transaction takes ten
to fifteen seconds, cash transactions require 27
seconds, and checks require even longer. Thus
POS registers transact payment with maximal
speed. At Dahl's, an lowa supermarket that
pioneered the use of POS registers, the added
convenience alone converted 10-15 percent
of check writers to POS without any promotion
or financial incentives. This 10-15 percent com-
pensated for installation costs.®' Thus consumers
face a trade-off between increased convenience
or relinquished check float Evidence suggests
that a substantial portion of consumers will opt
for quicker check-outs. Those unwilling to give
up float will have to be lured with economic
incentives and proper marketing strategies.

Conclusion

In the foreseeable future, the implementation
of electronic point-of-sale registers will trans-
form the retail payment mechanism. Numerous
grocery stores are installing electronic scanning
equipment at the check-out station, thus greatly
facilitating the conversion to electronic POS
registers. In addition, the ongoing formation of
shared regional bank-card networks is creating

2%“Cost of a Cash Transaction Put at 45 Cents,” EFT Report, Vol. 6 (January
3, 1983), p. 5.

Do Shoppers Want POS? FMI Study Gives Clue,” Bank Network News,
Vol. 2 (June 25, 1983), p. 5.

a*Why lowa's POS Test Remainis in a Pilot Mode,” Bank Network News,
Vol. 1 (February 8, 1983), p. 6.

/ FEDERAL RESERVE BANK OF ATLANTA
Digitized for FRASER

httpi//fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

the 75 percent saturation of the debit card-
holding market believed essential for an eco-
nomical POS system. Extensive local networks,
in conjunction with increasing consumer aware-
ness of electronic payment systems, are paving
the way for electronic point-of-sale. Thus, the
current installation of in-store ATMs—in fur-
thering the development of an electronic infra-
structure and in familiarizing customers with
automated banking services—is a key factor in
the upcoming transition.

We found a definite trend toward the instal-
lation of in-store ATMs in supermarket and
convenience store chains in the Southeast. The
primary motivation lies in increasing customer
convenience, which retailers hope will increase
customer traffic through their stores. Con-
sequently, grocery stores are beginning to insist
that local banks cooperate in forming regional
networks; only in this manner will a given
store’s ATM be available to a sufficient quantity of
consumers to increase convenience significantly.

As long as the banks prove fairly cooperative
in establishing these shared networks, the super-
markets and convenience stores should have

“Evidence suggests that a
substantial portion of consumers
will opt for quicker check-outs.
Those unwilling to give up float will
have to be lured with economic
incentives and proper marketing
strategies.”

little inclination to own the ATMs or to operate
the electronic switch. Their concern appears
not to be with controlling the payment system,
but rather with modernizing traditional pay-
ment mechanisms.

Indeed, the traditional retail payment system
has become a burden. Supermarket chains
spend exorbitant sums on check processing
costs; the sheer volume of checks supermarkets
process renders the system inefficient. Across
the board, grocery industry management agrees
on the necessity of reducing the check volume.

Many of the survey participants hope that
customers will obtain cash from in-store ATMs,
cutting down on the number of checks written
both for groceries and for cash at courtesy
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desks. However, even if the ATMs do not
substantially reduce the volume of checks,
they acclimate the consumer to the idea of
electronically debiting his checking account at
the grocery store. In the future, debiting accounts
by an electronic POS register may not seem
such a sudden, drastic change.

Hence, in-store ATMs, while generating bene-
fits in and of themselves, ultimately derive
their greatest value as a steppingstone to POS.
Electronic POS registers will dramatically reduce
the volume and costs of check processing. POS
also is an effective way of minimizing bad
check losses. In addition, electronic POS registers
greatly speed up the check-out process, which
seems to be the most critical factor in improving
customer convenience. Thus, electronic POS
holds multiple benefits for retailers and con-
sumers.

Indeed, many retailers eagerly welcome the
appearance of electronic POS systems. As Leo
Conlan of South Carolina’s Bi-Lo Stores empha-
sizes, “banks and retailers want to encourage
consumers to quit using checks... It is about
time it (POS) is coming to this part of the
country.®2 Some legal matters remain to be
clarified, but for the most part, POS technology
has been refined and seems about to come of
age.

32Leo Conlan, Financial Vice President, Bi-Lo Inc, telephone interview,
August 19, 1983.
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The spreading electronic infrastructure, accom-
panied by the formation of large regional net-
works, provides the backdrop for the coming
of electronic retail payments. The grocery indus-
try—experiencing acute problems with check
processing—will undoubtedly be the first to
make the transition to electronic POS, just as it
has been the first to implement wide-scale
ATM installation. Other retailers will convert
more slowly.

Generally, the size of the retail business is
directly proportional to the volume of checks
cashed, which in turn directly relates to the
need to convert to POS. In other words, larger
retail businesses, such as major department
stores, will likely find it advantageous to convert
to electronic POS terminals as fast as possible.
Small specialty stores, on the other hand, may
never experience any problems with the existing
check-collection system. Thus, the rate at which
the transition to electronic POS occurs will vary
greatly. Yet, the burden of check processing on
some retailers has become so great that a new
retail payment mechanism seems to be in order.
Electronic point-of-sale appears to be the most
likely candidate; indeed, the growing popularity
of in-store ATMs indicates that the transition
may already be underway.

—Helen Stacey
and William N. Cox
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Responding to a congressional mandate, three
regulatory agencies recently proposed reforms
in the way public deposits are insured. The
agencies, whose proposals ranged over such
topics as variable rate deposit insurance,
increased use of private insurance, disclosure of
supervisory actions, and consolidation of the
insuring agencies, occasionally agreed with
each other.
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Deposit Insurance Reform:
The Insuring Agencies’
Proposals

The three federal government agencies that
insure the public’s deposits have brought re-
markable stability to the financial sector of the
United States economy, but recent developments
have prompted a reexamination of their role.
Approximately 50 percent of all banks and 25
percent of all savings and loan associations failed
between 1930 and the creation of the Federal
Deposit Insurance Corporation in 1933 and the
Federal Savings and Loan Insurance Corporation
in 1934. The failure rate among banks and
savings and loans during the past couple of
decades has slowed to an average of less than 1
percent a year.!

The agencies’ role, however, is being called
into question by changes in the economic environ-
ment and by changes in the financial services
industry. The dramatic rise in market interest
ratesin the 1970s and early 19805 left many S&Ls
with a negative net worth. The deregulation of
interest rates on deposits and increasing pressure
from uninsured competitors have forced insured
institutions to become more aggressive. One
inevitable result of this increased competition is
a growing failure rate among insured institutions
and increased concern over their safety. Further-
more, some banks are demanding freedom to
expand into new nonbank ventures that some
believe are far riskier than traditional banking
activities.

In response to changes in the financial services
industry, Congress passed the Garn-St Germain
Depository Institutions Act of 1982. Among its
many provisions, this act authorized insured
institutions to offer a money market deposit
account with no legal restrictions on the rate of

'Supervisory assisted mergers of troubled institutions are included with
actual bankruptcies in this definition of failure.
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interest paid and authorized the insuring agencies
to offer net worth certificates to institutions with
weak capital positions. In this act, Congress also
recognized the need to reevaluate the current
system of deposit insurance. Congress began
this reevaluation by directing each of the three
deposit insurance agencies to study seven im-
portant points and related issues.

The three agencies are the Federal Deposit
Insurance Corporation (FDIC), which insures
commercial and mutual savings banks; the Federal
Savings and Loan Insurance Corporation (FSLIC),
which insures savings and loans and some mutual
savings banks, and the National Credit Union
Share Insurance Fund (NCUSIF), which insures
credit unions. Congress directed the agencies to
study:

1. the current system of deposit insurance and
its impact on the structure and operations of
depository institutions;

2. the feasibility of allowing depositors to pur-
chase additional insurance covering deposits
in excess of the general limit provided by law
and the capabilities of the private insurance
system, either directly or through reinsurance,
to provide risk coverage in excess of the
general statutory limit;

3. the feasibility of basing deposit insurance
premiums on the risk posed by either the
insured institution or by its category or size
rather than on the present flat rate system;
4. the impact of expanding coverage of insured
deposits on the operations of the insurance
funds, including the possibility of increased or
undue risk to the funds;

5. the feasibility of revising the deposit insurance
system to provide even greater protection for
smaller depositors while fostering a greater
degree of discipline with respect to large
depositors;

6. the adequacy of existing public disclosure
regarding the condition and business practices
of insured depository institutions to assess
changes that may be needed to assure public
disclosure;

7. the feasibility of consolidating the three in-
surance funds; and

8. related issues.

The agencies took two differentapproaches to
the congressional directive. The Federal Deposit
Insurance Corporation and the Federal Home
Loan Bank Board (which runs the Federal Savings
and Loan Insurance Corporation) took a broad
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interpretation of the request, while the National

Credit Union Administration {which runs the
National Credit Union Share Insurance Fund)
limited its report to the points raised by Congress.
The FDIC report, entitled Deposit Insurance in a
Changing Environment, and the FHLBB report,
entitled Agenda For Reform, both review deposit
insurance’s role in our financial system and the
respective agencies’ ideas on reform. Both reports
contain appendices that explore key aspects of
deposit insurance in some detail. Many of the
recommendations are controversial, but they
provide a valuable starting point for those in-
terested in reforming deposit insurance.

In contrast, the National Credit Union Ad- |

ministration (NCUA) did not analyze the role of
credit union insurance in the financial system or
the reforms needed to improve the system. The
report appears to be trying to detail what insurance
has done for credit unions and how it can be
modified to serve credit unions better. Indeed,
most of the research conducted for this report
appears to have been a survey of credit union
officials’ opinions on share (deposit) insurance.
The report’s usefulness is limited by its parochial
perspective.

This article will summarize the more important
aspects of these three reports by topic area. The
March issue of the Economic Review will contain
a critique of the reports and some alternative
reform proposals.

Goals of Deposit Insurance

The first step in reevaluating deposit insurance
is determining why we need such protection.
The FDIC, FHLBB and NCUA discuss a variety
of reasons for providing insurance to the insti-
tutions they insure.

First, the agencies say deposit insurance pro-
tects the financial system and the U.S. economy
from the harms of bank failure. They note that
failure can have serious consequences because
banks are an essential element in the payment
system and because of the potential for a sharp
contraction in the money supply if the public
were to “stampede” from deposits to cash. The
FHLBB provides an interesting analysis of why
deposit insurance is needed to protect the fi-
nancial system. It notes that the wave of bank
failures in the 1930s could have been prevented
if the Federal Reserve had provided adequate
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liquidity to the banking system.? The FHLBB
argues that the experience of the 1930s demon-
strates the failure of “a system with discretion as
its critical element.” Thus, itimplicitly argues that
the United States needs deposit insurance to
protect the financial system because the deposit
insurance authorities lack discretion during a
financial crisis.

Second, the FDIC and FHLBB say deposit
insurance protects small, unsophisticated de-
positors from losing their money. The FDIC
argues that small depositors are “in effect com-
pelled to use banking facilities,” yet they “have
little ability to protect themselves against the risk
of abank’s closing.” A third reason mentioned by
the two agencies is that deposit insurance pro-
tects small institutions. That is, some depositors
believe large institutions are safer than small
ones and, without deposit insurance, some small
institutions would be forced to merge with larger
institutions. Neither the FDIC nor the FHLBB
argues that protecting small banks is an important
reason for continuing deposit insurance.

While these justifications are given for deposit
insurance in general, the FHLBB notes that the
primary reason savings and loans received de-
posit insurance was to maintain a flow of funds to
the mortgage market. It notes that S&Ls, unlike
banks, did not fail in the 1930s because of
liquidity problems, but rather because of defaults
on their mortgage loans. The FSLIC was created
to reestablish public confidence in S&Ls so they
could continue to make mortgage loans. The
report says thrift institutions currently face large
risks if they try to use short-term deposits to fund
long term fixed rate mortgages, given the volatile
interest rates of the past few years. Thus, the
FSLIC concedes that S&Ls will have to reduce

2Many of the banks that failed in the early 1930s failed because they were
illiquid even though they were solvent. That is, many banks failed when
depositors tried to withdraw more money than the bank had on hand.
Banks did not (and still do not) have sufficient cash to instantly redeem all
their deposits because many of the deposits are invested in relatively
illiquid loans. Banks make the assumption that their customers will not
need most of their money on any given day and that new deposits will
largely offset withdrawals. This assumption is a reasonable one during
ordinary times, but it is not valid if depositors think that the bank will fail. If
depositors fear such a failure (even if the fear is not justified) then they will
withdraw their money because that eliminates all risk of loss if the bank
should fail. If enough deposits are withdrawn, then the bank will run out of
cash and it will fail. The Federal Reserve System could have prevented
these solvent but illiquid banks from failing by making a short term loan to
the bank to cover depositors withdrawals. The banks could then have
repaid the Fed's loan when depositors see that the bank will not fail and
they redeposit their money in the bank Many banks did fail in the 1930s
because at that time the Federal Reserve did not believe it had a duty to
preserve banks' liquidity.
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their role in the mortgage market and will have to
begin operating more like traditional banks. The
FHLBB points out that this change in roles will
reduce the original justification for insuring S&Ls.
The report notes, however, that if thrifts “be-
come an integral part of the transactions or
exchange process” then the reason for insuring
them will be the same as for insuring banks.
The NCUA discusses the origin of share in-
surance and its benefits for credit unions in its
first section, “Impact of Insurance on Credit
Unions.”® The NCUA says that “Congress didn’t
feel that (credit union) insurance was needed,
rather it wanted to reward credit unions for a job
well done and provide parity in insurance with
other financial institutions.”* Also, several credit
unions said depositinsurance helps in competition
for funds, is inexpensive, requires a minimum
level of competence, and reduces sponsoring
organizations’ hesitancy in creating a new credit
union.® It also allows credit unions to engage in
new activities secure in the knowledge “that
should something unforeseen happen, the big
insurance fund in Washington, D.C. will come to
the rescue,” according to the North Carolina
Credit Union League. One reason cited for
deposit insurance at banks and S&Ls is the
desirability of protecting small depositors. The
NCUA report implicitly calls into question the
applicability of this rationale to credit unions,
observing that their members rarely lost money
prior to the creation of deposit insurance.®

The Need for Reform

The FDIC and the FHLBB describe the need
for reform similarly. The two agencies say deposit
insurance significantly reduces the financial mar-
kets' incentive to discipline banks because almost
all depositors recover their money if an insured
institution fails. The risk of loss facing creditors in
most businesses is carried by the insuring agencies
for insured depository institutions. The insuring
agencies say they could try to limit their risk in
one of two ways: through regulation of bank
activities and competition, or through risk-related

3In the Table of Contents the report sections are given short titles, but in
the body of the paper the relevant part of the congressional directive is
quoted.

4The NCUA was created in 1971, unlike both the FDIC and FSLIC, which
were created during the Depression.

>Pages 1-20 through 1-21.

¢Pages 1-10 through 1-11.

45



deposit insurance premiums. The agencies his-
torically have relied on regulation to control bank
risk, charging only one rate for deposit insurance
regardless of individual banks’ riskiness.

The FDIC and FHLBB note that recent deregu-
latory measures have weakened their ability to
influence insured institutions’ risk and that many
proposed measures would further weaken their
influence. If deposit insurance is not reformed,
these agencies could face substantial losses.
Thus, they conclude that deposit insurance must
be reformed to give insured institutions more of
an incentive to limit their risk. The two agencies
suggest that the private sector be given more
incentive to influence insured institutions’ risk or
that the agencies start charging risk-related in-
surance premiums or both.

The NCUA report contends that credit unions
were run more prudently prior to the creation of
federal share insurance in 1971 and that strong
credit unions were more willing to help their
weaker cousins. It quotes industry officials as
saying that many credit unions now feel the
NCUA will take responsibility for any mistakes
they make.” The report urges that some way
should be found to make credit unions more
responsible while maintaining the benefits they
receive from federal share insurance.

Desirability of Risk-Related
Insurance Premiums

The congressional directive asked the agencies
to look at the feasibility of basing insurance
premiums on the institutions’ risk, or their cate-
gory or size. Most of the discussion is focused on
risk-based premiums. The FDIC thinks risk-based
premiums are desirable because they are more
equitable, but the agency doubts that they can
fully replace regulation and market discipline.
The FHLBB also supports risk-based premiums
and argues that they can be used to influence
some types of risk while regulation controls other
types of risk. The NCUA is opposed to risk-
related premiums primarily because it believes
they would increase the government's role in the
financial sector.

"This part of the NCUA report reinforces the FDIC and FHLBB position that
the current deposit insurance system encourages insured institutions to
take on more risk
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The FDIC says that the “ideal system” in which
premiums are closely tied to the institution’s risk
is not feasible. It finds little empirical evidence
demonstrating the need for a comprehensive
risk-based insurance system and says a system
based on the FDIC's perceptions of risk is unde-
sirable because the agency is the only source of
insurance for banks. The FDIC supports risk-
based insurance premiums only as a means of
providing equity to banks that are not excessively
risky, and it does not want such premiums to be
the primary influence on bank risk positions.

The FHLBB argues that the risk premium structure
need not be ideal to reduce insured institutions’
risk. It notes that regulation can control risks that
are not priced. The FHLBB also argues that,
where feasible, influencing risks through insurance
premiums rather than regulation is desirable
because regulation establishes an arbitrary cutoff
forrisk-taking and because supervisory sanctions
tend to be imposed after the fact.

The NCUA briefly discusses the advantages of
basing insurance premiums on risk but then
proceeds to argue against it. The NCUA acknow-
ledges that some believe risk rating is more
equitable and that it will reduce risk taking. But it
cites arguments against deposit insurance by
those in the credit union industry who say risk
rating could provoke runs on credit unions and
could hurt already ailing credit unions. They also
say the risk rating might not be fair, that any rating
would have to include an analysis of the strength
of the credit union’s sponsor and that such rating
would increase government influence in the
financial sector.®

Implementing Risk-Related Premiums

All three agencies’ reports include some dis-
cussion of how they would implement risk-related
premiums. The FDIC provides a fairly specific
blueprint of how it might set up a premium
structure. The FHLBB discusses the general prin-
ciples that should be used in setting up risk-
related premiums, but provides few details on

8The NCUA highlights the last argument, that risk rating would increase
goverment influence in the financial sector, in effect arguing that it
demonstrates a fundamental flaw in risk based premiums. What this
argument ignores, however, is that the current system has a dramatic but
perverse effect on the activities of insured institutions, including credit
unions. Amore persuasive argument is that risk rating would have aworse
effect on the private sector than do risk independent premiums.
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the system it would prefer. While the NCUA is
opposed to such premiums, it includes a pro-
posal that is in effect a risk-based insurance plan
(albeit with only a single, crude measure of risk).

The FDIC's proposal is based on the insurance
rebates it pays annually to insured banks. The
agency currently gives banks an assessment
credit at the end of each year, usually equal to 60
percent of the difference between each bank’s
gross assessmentand its operating expenses and
insurance losses. The FDIC says it would assign
each bank to one of three risk categories: normal
risk, high risk and very high risk. Banks in the
normal risk category would receive a full assess-
ment credit, banks in the high risk would receive
50 percent of the credit, and those in the very
high risk category would receive no credit. The
FDIC expects that the “vast majority” of banks
would fall into the normal category.

The FDIC would look at several criteria in
assigning banks to the risk categories. One is the
bank’s capital. The FDIC recognizes that capital
adequacy depends on each bank’s risk position,
but it acknowledges that it cannot measure risk
precisely. The FDIC favors a 5 percent capital
standard but will, at least initially, use a 3 percent
standard.® That is, any bank that does not have
capital equal to at least 3 percent of its assets will
automatically be placed in the highest risk cate-
gory. This standard would apply only to deposit
insurance and probably would be raised to 5
percent in a few years according to the FDIC.

Another category the FDIC will consider is
credit risk. The FDIC proposes to use classified
assets (substandard loans plus 0.5 times doubtful
loans) for this standard.’ If classified assets
exceed 70 percent of a bank’s capital, then its
credit risk is considered unacceptably high. The
FDIC admits that this standard is judgmental and
that the 70 percent standard may be changed
based on ongoing research. (See, for example,
the special issue on commerical bank surveillance,
this Review, November 1983.)

°The FDIC acknowledges that some people do not agree that banks
should have 5 percent capital, and that a number of large banks are
operating at lower capital levels.

'“Bank examiners review each bank's asset portfolio as a part of their
examination. As a part of this review, the examiners place weak loans into
one of three categories: loss, doubtful, and substandard. The FDIC
presumes that all loss loans and 50 percent of doubtful loans will be
charged to loan losses. The FDIC proposes to include the remaining
weak loans in its evaluation of a bank’s asset quality.
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Athird type of risk that the FDIC will evaluate is
interest rate risk. The agency is considering
computing the effect of a 250 basis point change
in interest rates on a bank’s cumulative earnings
for each of four periods: three month risk, six-
month risk, one-year risk and five-year risk. If
such change in interest rates would decrease the
present value of assets in excess of 20 percent of
capital over a year or less time horizon and in
excess of 50 percent of capital over the five year
horizon, then the bank is deemed to have
unacceptably high interest rate risk. The FDIC
admits that many thrifts would fail this test. The
agency notes, however, that it probably would
take a couple of years to implement this risk-
based insurance program, and expresses hope
that many thrifts would reduce their interest rate
risk by then. The FDIC also would like to base the
ratings on moral hazard risk and liquidity risk but
doubts that this is currently feasible.

The FDIC also looks at the relationship be-
tween bank size and risk and concludes that,
“On balance, it is not clear that smaller banks
with established track records are significantly

“The two agencies say deposit
insurance significantly reduces the
financial markets’ incentive to
discipline banks because almost all
depositors recover their money if
an insured institution fails.”

riskier than large banks, and relating premiums to
the size of the bank does not seem appropriate.”
(See the special issue on economies of scale in
banking, this Review, November 1982.) The
FDIC does note, however, that more conservative
standards should be applied to new banks and
banks with unproven management.

The FDIC is insistent that Uniform Interagency
Bank Rating System ratings (commonly known as
CAMEL ratings—measuring capital adequacy,
asset quality, management, earnings, and liquidity),
based on examiners’ review of a bank, should not
be used for risk-rating banks. The FDIC notes
that such a use of the CAMEL ratings would
cause bankers to be more guarded about their
problems. If bankers become less open, the
FDIC says, the examination process would have
to be expanded significantly. The agency also
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notes that the current CAMEL ratings are in-
fluenced heavily by subjective factors. If the
ratings were used to determine risk-based pre-
miums, banks would challenge them, eventually
forcing the agencies to use a system based only
on statistics. Such a change would reduce the
reliability of the rating. The FDIC further argues
that some banks are assigned new CAMEL ratings
only during on-site examinations, and that a
three-year gap may occur between such exami-
nations.!!

The FHLBB's “ideal structure” for risk-related
premiums would meet several criteria: the
prices charged should reflect the risk to the
FDIC, the premiums should be based on the
institution’s capital position, and the premium
structure should be easy for managers to under-
stand and should minimize the need for non-
price regulation. The Bank Board’s report dis-
cusses two general ways of evaluating risks:
overall risk indicators and individual risk measures.
The FHLBB evaluates several specific methods in
both categories, but it makes no detailed recom-
mendations such as those contained in the FDIC
report. One overall risk indicator rejected by the
FHLBB is examination ratings, which it describes
as subjective and sometimes simply wrong.'? It
rejects a second overall risk indicator, one based
on a financial ratio, because models are ad hoc
and because ratios both reflect the past and
predict the future. The FHLBB would prefer that
the indicator only predicted the future. Another
possible indicator would be past due loans and
security losses, but the Bank Board questions this
measure because it also reflects past problems. A
fourth indicator considered is the past level and
volatility of earnings. The report suggests that this
measure could be used if it were correlated with
market-determined default risk premiums and
the incidence of default at savings and loans.'3
The last indicator considered by the FHLBB is the
interest-rate risk premium on uninsured liabilities.
It rejects this measure because many institutions

""The third argument can be made, however, against the FDIC's use of
classified assets. The FDIC gets around the problem by annual loan
inspections.

?The FHLBB noted one major oversight on the part of the FSLIC
examiners in the past: they missed the interest rate risk at savings and
loans.

*The FHLBB's consideration of this indicator is hard to understand given
that they have rejected two other indicators on the grounds that the
indicators reflected the past and not the future. Financial ratios and past
due loans both provide at least some indication of the future health of an
institution. Empirical estimates of the level and volatility of earnings can
only reflect historical results.
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lack significant uninsured liabilities, because the
procedures used to handle failed S&Ls often
provide 100 percent de facto insurance, and
because of problems in separating risk, market-
ability and regional influences on the interest
rate paid.

The FHLBB thinks three types of risk should be
evaluated in setting market-based risk premiums:
interest rate risk, credit risk and management
risk. It draws no conclusions as to how the FSLIC
would measure any of these risks in a risk-based
insurance premium program, but explores a
couple of possibilities for interest and credit rate
risk. The report discusses the use of duration and
maturity gap analysis to measure interest-rate
risk. It argues that duration offers a better measure
of an institution’s risk, but that maturity gap
analysis is more familar to S&Ls.™*

The report suggests that the credit risk on a
savings and loan’s asset portfolio could be measured
by the risk premium on its assets or by historic
loan losses, but it finds fault with both. It says the
true risk premium on loans cannot be measured
because there is no secondary market for loans.
Also, historic loan losses do not determine the
size of the premium to be charged for current
credit risk. The FHLBB also says that the diversifi-
cation of the institution’s portfolio is important,
but it is uncertain how to measure diversification.
Management risk is seen as an important factor
in the riskiness of an institution, but is characterized
as almost impossible to measure. The report also
notes that if examiners try to measure manage-
ment risk they will have to second guess each
institution’s management, which would run
counter to the purpose of deregulation.

The NCUA may be opposed to risk-based
premiums, but it does find merit in being able to
tier its premiums to the size of a deposit. The
agency notes that most credit union accounts are
small, under $50,000, but that a few insti-
tutions have sought larger accounts aggressively
by paying high interest rates. The NCUA believes
that many credit unions seeking larger accounts
are acquiring assets that have high returns and
high risks to meet interest payments on the large
accounts. The NCUA would like to be able to tier

'“Duration is a measure of the effective term to maturity of an asset or
liability. The duration measure discussed in the study has some flaws that
are not discussed in the study, but it is still superior to the gap analysis
discussed by the FHLBB. See Cooper (1) for a discussion of some of
duration’s limitations.
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its pricing system based on account size so
aggessive credit unions would pay higher risk
premiums.

Reducing Deposit Insurance Coverage

Deposits at insured institutions legally are
insured up to $100,000, but both the FDIC and
FSLIC note that their current method of handling
failures often provides 100 percent insurance to
all depositors. The agencies usually use the
purchase and assumption method for handling
failed institutions. That method involves a merger
between the failed institution and a healthy one,
with the acquiring institution assuming all the
failed one’s deposits. This minimizes the insuring
agencies’ cash outflow and disruption in the
failed institution’s community. The problem is
that depositors with over $100,000 do not feel
their funds are at risk, so they do not monitor the
depository institutions’ risk. Obviously, there can
be no private sector discipline over bank risk
taking unless depositors believe their funds are
in danger. The FDIC, FHLBB and NCUA support
measures to increase the risk borne by depositors.'

The FDIC suggests one of two changes to
make uninsured depositors share in the risk of
failure. One of these changes, called modified
payout, would involve immediate full payment
of insured accounts and an advance to remaining
claimants equal to the estimated recoveries. This
procedure could be implemented even if the
FDIC arranged a merger between the failed
institution and a healthy one, with the healthy
institution assuming only the insured accounts
and the FDIC's advance to other creditors.’® The
FDIC says that while congressional action may
facilitate the modified payout method, the agency
has the authority to follow this approach on its
own.

The FDIC also considers a variation on the
modified payout approach, which it calls coin-
surance. Coinsurance would work like modified

15All three agencies also mentioned the possibility of increasing the level of
governmentinsurance but none of the three supported such anincrease.
The FDIC believes such an increase would be a bad step unless it could
price coverage to cover each institution's risk. The FDIC does not believe
such pricing is possible as is noted above. The NCUA flatly rejects an
increase in the limits.

16]f a bank failed and was acquired by another bank, under this proposal the
acquiring bank would acquire all of the insured deposits of the failed
bank The acquiring bank would also assume some uninsured liabilities,
with the amount assumed by the acquirer dependent on the amount the
FDIC expects to collect when it liquidates the failed bank.
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payout except that uninsured depositors might
be guaranteed 75 percent of their uninsured
deposits, for example, when the institution failed.
The remaining 25 percent and the claims of all
other creditors would be satisfied as the failed
bank’s assets were liquidated. Both modified
payout and coinsurance would place uninsured
parties’ funds at risk and give them a reason for
monitoring insured institutions’ risk position. If
depositors thought a given insured institution
was more risky than another, they could demand
a higher risk premium or withdraw their money.
Either action would discourage the institution’s
managers from taking excessive risks. The FDIC
argues that the coinsurance scheme would have
the advantage of reduced uncertainty and possible
controversy associated with the estimated re-
coveries. Coinsurance also would guarantee un-
insured depositors a high proportion of their
funds, which would lessen the incentive for bank
runs.

William M. Isaac, the Chairman of the FDIC,
announced in December 1983 that the FDIC
would soon start using the modified payout
method of handling bank failures (The American
Banker, Dec. 7, 1983). He said that the FDIC
would begin by using the modified payout to
handle small bank failures but that the method
would be extended to large banks if it proved
feasible. If the modified payout method is not
feasible, then Isaac said that the FDIC would
consider urging Congress to impose minimum
capital standards with subordinated debt eligible to
meet a portion of the standards.

The FDIC notes two counterarguments: these
proposals would not place many private depositors
at risk, but to the extent they do these proposals
create an incentive for bank runs. The report
argues that since smaller institutions already
have a high proportion of their deposits in
insured accounts, these proposals could influence
their behavior only modestly. Intermediate and
regional banks could reduce their uninsured
deposits substantially by relying on brokers who
break large deposits into $100,000 packages and
deposit these packages in separate banks. Finally,
the FDIC says that some argue that “until a
multibillion dollar institution is actually closed,
the possibility would have limited credibility so
that the effect of implementing the proposal
might actually be to increase the advantage of
the very large bank.” If many depositors do feel
they have significant deposits at risk, however,
they may withdraw their funds from banks with
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even relatively modest problems. These depositors
may believe that they have little to gain and a lot
to lose by sticking with a problem institution. The
FDIC does not dispute that these proposals
would place few depositors at risk, but it does
deny that the proposals would lead to bank runs.
The FDIC also warns that the private market and
banks could overreact to these measures and
banks could become overly conservative.

The FHLBB discusses the prospects of increasing
market discipline through reduced coverage and
+hen details some methods for increasing market
discipline. It generally is negative toward reducing
the amount insured per depositor. The FHLBB
says such a cut would encourage the use of
brokered funds, could cause losses for investors,
and could increase incentives for runs on insti-
tutions believed to be in financial difficulty. Such

“The FDIC..concludes that ‘On
balance, it is not clear that smaller
banks with established track records

are significantly riskier than large
banks, and relating premiums to
‘the size of the bank does not seem
appropriate.”

a cut in coverage, according to the FHLBB, would
probably reduce deposits at S&Ls since most
depositors do not like to make uninsured de-
posits at thrifts.!”

The FHLBB report discusses a variety of ways
of cutting effective deposit insurance, but makes
no specific recommendation. The simplest of
these proposals is to do nothing, allowing inflation
and increased wealth to increase the average
size of deposits and the number of uninsured
depositors. The FHLBB also discusses proposals
similar to the FDIC's modified payout and coin-
surance proposals. Another proposal would cover
demand deposits in full but limit insurance
coverage on time deposits. This proposal recognizes
that demand deposits can be withdrawn anytime
without loss, but that time deposits can have
significant early withdrawal penalties. Thus, holders
of time deposits are less likely to withdraw their
funds at the first sign of trouble.

"This last point can be considered a disadvantage, an advantage or
irrelevant in analyzing a reduction, depending on one's perspective.
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The NCUA endorses the creation of a deducti-
ble in share insurance. That is, every credit union
member’s first share at least should be uninsured
to make members take on some proportion of
the risk. The NCUA notes that, except for a few
corporate credit unions, the average credit union
account is less than $50,000. Thus, attempts to
impose greater risks on large depositors may not
work for most credit unions. The NCUA does not
advocate any change at this time in the insurance
structure for corporate credit unions.

Private Deposit Insurance

Another way of bringing more private sector
discipline to insured depository institutions is to
substitute private insurance for publicinsurance.
Opinions of this option depend on what each
agency thinks its responsibilities are and who it
insures. The FDIC insures many banks with
assets in excess of $1 billion and feels a responsi-
bility to protect the health of the nation’s financial
system. This agency doubts that private firms
have the capacity to insure larger banks, and
does not see how they could protect the financial
system. The typical credit union insured by the
NCUA is small, by contrast, and the agency feels
no responsibility to protect the financial system.
Furthermore, over 3,000 credit unions already
are insured by parties other than the federal
government. The NCUA supports these alter-
native insurance schemes and believes that federal
credit unions should have the option of substituting
one of them for federal insurance. The FHLBB
supports private deposit insurance but doubts
that it can replace federal insurance completely.

The FDIC argues that neither bank self in-
surance nor private insurance companies offer
an adequate substitute for government insurance.
The FDIC argues that self insurance is inadequate
because it could create a “domino effect” in
times of financial distress. The FDIC argues that
private insurance companies are inadequate
because they lack the financial capacity to insure
banks. The FDIC notes that the aggregate capital
of all domestic property and liability insurers is
approximately $68 billion and that most have
legal limitations of 10 percent on exposure to a
single event.'® Furthermore, if all factors are

8The FDIC says inafootnote that it limits its analysis to domestic insurance
companies because most foreign insurers either can not or do not
underwrite financial guarantees.
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taken into consideration, the most domestic
private insurance would insure any one institution
for would be $1 billion to $2 billion.’ The FDIC
then notes that “two relatively large New York
City based commercial banks each hold more
than $15 billion in uninsured domestic deposits.” It
further argues that “numerous small institutions”
also have uninsured deposit levels that would
appear to exceed the total capacity of the
domestic insurance industry.

The FDIC also points out that private insurance
companies maintain the right to accept or reject
applicants and insist on the right to cancel
insurance without giving a cause. The FDIC
believes that rejection or cancellation of insurance
would be destabilizing in the banking industry.
Other problems with private insurance are dis-
cussed by the FDIC. It notes that the federal
government has better access to the necessary
data, that a private insurer would have to be
relatively large to insure a regionally diversified
group of banks, that private insurance companies
invest in less liquid and more risky assets than
the FDIC, and that private insurance may not
handle failures as quickly as the federal govern-
ment. The FDIC concludes by saying in effect
that it has no objection to private insurance for
uninsured accounts, but that it does not support
amajor government commitment to the develop-
ment of private sector insurance.

The FHLBB says a complete substitution of
' private for public insurance is impractical but
-~ that some substitution would be beneficial. The
FHLBB believes that private insurance could
produce several benefits: private regulation would
substitute for public regulation to some extent,
the pricing of private insurance would eliminate
the perverse incentives in the current risk-inde-
pendent pricing system, and substituting private
for public insurance would improve economic
efficiency and reduce the drain on federal assets
when institutions fail. Its report contends that
private insurance can cover three of the four
hazards faced by banks: the risk of robbery and
fraud by outsiders, the risk of misappropriation
by insiders and the risk of management failure.
The only risk private firms could not cover is a
failure of national macroeconomic policies.

'“The other factors taken into consideration are domestic private reinsurance
corporations and self-imposed maximum exposure limitations of private
insurance corporations.
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The FHLBB discusses both the broad outline of
a combined private and public insurance system
and some operational problems that such a
system might encounter. The agency suggests
that the federal government could guarantee
accounts up to a certain level and could also
promise to step in to limit private losses in the
case of a macroeconomic policy failure. Private
insurance companies would cover deposits in
excess of the federal guarantee subject to a
limitation on their losses in the event of a
national catastrophe.

Several operational problems could occur in a
mixed system, according to the FHLBB. One
problem would be establishing rules to protect
the agencies’ discretion on closing institutions
while protecting private insurers from suffering
large losses on insolvent institutions that are not
promptly closed. Another problem is the regulation
of private insurers. The FHLBB says that insurance
could be offered by existing insurance companies
or through new mutual insurance agencies set up
by insured institutions. In either case some sort
of regulation would be required but the FHLBB
would prefer that such regulation closely parallel
regulation of existing insurance companies. The
FHLBB notes a potential problem of adverse
selection for both the insurers and the insured.
The problem is that institutions may wish to be
insured only during times of economic trouble,
while insurance companies may be willing to
offer insurance only during times of prosperity.
The report says that the insurers’ problem may
be avoided by requiring federally insured insti-
tutions to seek private insurance. The problems
of the insured firms could be resolved while
giving private insurers the right to cancel insurance
but requiring the insuring firms to remain at risk
during a specified cancellation period.

Other Means of Increasing
Private Sector Discipline

Both the FDIC and the FSLIC suggest ways that
private sector discipline could be increased
without reducing deposit insurance coverage or
relying on private insurance. Insured institutions
could use more subordinated debt, for instance.
The FDIC talks about the use of subordinated
debt in the context of revised capital standards.
The agency maintains that subordinated debt is
not a substitute for equity capital because debt
cannot absorb losses in a going concern. The
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FDIC is interested, however, in requiring greater
use of subordinated debt because it can absorb
the agency’s losses when a bank fails. The FDIC
does not say it will use subordinated debt at this
time, but it does say the idea“appears to warrant
consideration in addition to, or in lieu of, the risk-
sharing proposals considered above.”2°

In addition to discussing increased use of
subordinated notes by savings and loans, the
FHLBB also discusses the need for S&L owners to
exert greater controls. Three private groups have
an incentive to monitor a thrift’s risk behavior:
the institution’s creditors, its owners and its
managers. In mutual organizations ownership is
too diffuse to exercise effective control, and the
owners have no incentive to monitor the organi-
zation'’s risk position because they will not neces-
sarily lose anything if it fails.2" Also, stock organi-
zations can offer their managers stock options,
which may reduce the incentive for taking risks
because these options ultimately depend on the
S&L’s long-run value. The FHLBB concludes by
arguing that S&Ls will be subject to greater
market discipline if they are converted from
mutual to stock organizations.

Financial Disclosure

Assuring adequate financial disclosure to the
public is essential in generating more private
sector discipline over insured institutions. All
three agencies acknowledge the importance of
financial disclosure, but they seem generally
satisfied with the current system of disclosure.
Furthermore, the FDIC and NCUA believe the
primary responsibility for adequate disclosure
rests with individual institutions.(For a further
discussion of disclosure issues, see the special
issue on commercial bank surveillance, this
Review, November 1983.)

The FDIC says that financial disclosure enhances
market discipline and helps protect depositors
and other customers from bank failure. The FDIC
then notes that reporting information can be a
costly burden to a bank, particularly if it is
required to disclose information it would not
otherwise gather for management's use. The
FDIC notes that with $100,000 insurance coverage,

*°The reference to proposals considered above is an apparent reference to
the modified payout and coinsurance proposals previously discussed in
this paper.

21The owners of mutual organizations are their depositors.
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the general public has no need to examine a
bank’s financial condition. It says some sup-
posedly sophisticated users, like smaller corpo-
rations and governmental units, do not use
currently available data. The FDIC believes that
any disclosure should be geared to the needs of
those who will use the information. Addressing
concerns that financial disclosure might cause
the public to overreact and trigger bank panics,
the FDIC asserts that disclosure is better for well
run banks than an environment of rumors and
half-truths.

The FDIC presents results of discussions with
sophisticated bank customers who are using
currently available data. These customers sug-
gested that banks should disclose more consistent

“The FDIC, FHLBB and NCUA
support measures to increase the
risk borne by depositors.”

data on loan quality and complained about the
length of time between the end of the reporting
period and the time the bank's reports are
disclosed to the public.

The FDIC believes that the reports of exami-
nation of banks conducted by bank supervisors
should remain confidential, but that the results
of administrative actions taken should be dis-
closed in the Federal Register. It notes that, while
adequate disclosure to the public is desirable,
the FDIC and its sister bank regulatory agencies
lack the authority to mandate such disclosure.??
Furthermore, the FDIC says it will not seek such
power because it believes that providing adequate
disclosure is the banks’ responsibility.

The FHLBB's discussion of disclosure argues
that insured depositors do not need to know a
bank’s financial condition because they will not
use the information. The report also notes that
“uninsured” depositors will not examine the
financial condition of an insured institution if
they believe they are receiving de facto insurance.
The report acknowledges that financial disclosure

22The other agencies are the Office of the Comptroller of the Currency and
the Federal Reserve System. The three agencies do have the power to
gather information needed for their supervisory functions and any effect
they have on bank disclosure is a result of this power.
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can weaken some marginal institutions by causing
the public to withdraw deposits. Yet it argues
that disclosure to the uninsured will strengthen
the entire system by discouraging excessive risk
taking. The report says that disclosure to an
institution’s shareholders can result in greater
market discipline if the shareholders are risk
averse, but notes that such discipline cannot
exist at mutual organizations. The FHLBB says
that, in general, any information needed to seek
risk-based insurance premiums should be dis-
closed to the public. It is reluctant to disclose
results of government examinations and admini-
strative actions because it believes the market
should form its own opinion of an institution’s
health, and fears disclosure of government opinions
might have an undue effect

The NCUA notes that federally-chartered credit
unions must disclose a balance sheet, a year-to-
date income and expense statement and a
summary of delinquent loan amounts ona monthly
basis, while other insured institutions need report
only on a quarterly or semi-annual basis. The
report also notes that credit union members serve
on boards of directors and other committees.
The NCUA believes the primary responsibility
foradequate disclosure must rest with individual
credit unions and their members. The only change
contemplated by the NCUA is the development
of a peer rating system that will allow individual
credit unions to see how they stack up against
others.

Adequacy of the Insurance Funds

Along with considering how to control bank
risk exposure, the reports also deal with a couple
of administrative issues: the adequacy of indi-
vidual insurance funds, and consolidation of the
different agencies that insure and regulate insured
financial institutions. The congressional directive
asked the insuring agencies only to review the
risks to them of an increase in deposit insurance,
but all three agencies also analyzed the adequacy
of their funds given their existing exposure.

The FDIC believes its fund is adequate. The
FHLBB does not express an opinion on its fund's
adequacy, but it does discuss several ways of
eliminating any “perceived inadequacy.” The
NCUA believes its fund should be expanded,
and it proposes a specific plan for doing so.

There is no scientific basis for establishing an
appropriate fund size according to the FDIC. The
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ratio of the fund to insured deposits understates
the fund's adequacy because the FDIC typically
arranges for a healthy bank to acquire the de-
posits of its failed banks. In another sense,
however, insured deposits are an incomplete
measure of the funds receiving de facto insurance
since most failures are handled through purchase
and assumption. Thus, an increase in the de jure
coverage may not affect the fund’'s adequacy.
The FDIC also notes that it can limit its losses by
closing a bank before its economic worth be-
comes substantially negative. Historically, the
FDIC has experienced losses equal to 4 percent
of failed banks’ assets (9 percentafter consideration
of foregone interest) but it expects future losses
to run 9 to 10 percent of such assets. The FDIC
rebates over 50 percent of its net assessment
income before the credit so that, should eco-
nomic times change, the FDIC could increase its
resources without dipping into the fund.

The fund’s liquidity is also important. The FDIC
minimizes its initial cash flow through the use of
purchase and assumption handling of failed
banks and through promises of future cash
outlays to the purchasers of failed banks. It also
has relied on the discount window at Federal
Reserve Banks for liquidity prior to failure,
especially in the Franklin National case.

Most of the FDIC's recommended changes in
this area are technical changes in the base used
for calculating depositinsurance premiums. One
major change suggested is that the FDIC's ability
to borrow in an emergency from the Treasury be
raised from the current $3 billion to whatever
amount the FDIC chairman and the Secretary of
the Treasury agree upon. The other significant
recommendation is that the insurance of foreign
banks’ U.S. branches be reconsidered. The FDIC
is not in a position to assess the overall condition
of these banking organizations and doubts that it
could prevent the removal of assets from these
branches in times of political difficulty. Further-
more, the FDIC says its recommendations for
variable rate deposit insurance and its attempts
to obtain adequate disclosure should be applied
to the entire banking organization to be effective.

The FHLBB notes that even though the cost of
assistance grew dramatically in 1981 and 1982,
the FSLIC fund increased in size. The FHLBB runs
two simulations to examine the adequacy of its
fund for 1983 and 1984. The unfavorable scenario
assumes the Treasury bills yielded 13.5 percent
and that the prime rate is 17.25 percent during
1983 and 1984. Given these assumptions, 1,290
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savings and loans with assets of approximately
$284 billion would fail. The FHLBB notes that its
fund is inadequate to handle this even if the
FSLIC’s losses were a small fraction of the assets
of the failed banks. The other scenario follows
Office of Management and Budget (OMB) fore-
casts of 9 percent Treasury bill rates and a prime
rate of 11.75 percent. Under this scenario the
savings and loan industry as a whole would
return to profitability in the second quarter of
1983, and fewer than 200 S&Ls, with assets of
less than $40 billion, would fail. The FHLBB says
it has the resources to handle expected failures
under the OMB assumptions.23

The FHLBB notes that FSLIC losses can be
minimized if an institution is closed when its
economic net worth reaches zero. However, the
current accounting system does not provide an
estimate of the institution’s net worth, only an
estimate of its historic value. While the FHLBB
would like current value accounting data to help
it determine when to close an institution, it does
not necessarily believe that institutions should
automatically be closed when their net worth
falls to zero. The report argues that “many S&Ls
with negative net worth can be expected to be
profitable in the future, on the basis of yields and
costs currently prevailing in the market, given
their existing location, organization and manage-
ment.”24 It notes that if every S&L with negative
worth were closed then “nearly all” would have
been closed in the last few years.

The FHLBB report presents nine different
ways any “perceived inadequacy” in the fund
could be eliminated, and focuses on the disad-
vantages of two reforms: increased regulation
and decreased FSLIC coverage. The report also
says that while the FSLIC could be made more
adequate if the fund used futures to hedge
interest rate changes, individual S&Ls are in a
better position to hedge. The agency lists five
other reforms, several of which are recommended

23The OMB projections have been reasonably accurate to date. Both the
Treasury Bill and prime rates are slightly below OMB projections in
November 1983.

*4The report does not say whether it is referring to S&Ls with negative book
net worth or negative economic net worth. If the report is referring to
S&Ls with negative book value then the FHLBB may have a good point.
Savings and loans that have a negative book value but that will earn
profits based on existing market conditions probably have positive economic
networth. An S&L with positive economic net worth should not be closed.
If the report is referring to S&Ls with negative economic net worth then
the FHLBB argument is weak Failing to close these savings and loans in
effect allows them to gamble on recovery with government money. If the
S&L does not become profitable, then the government absorbs all of the
economic losses.
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elsewhere in its report. The five measures are:
increased capital adequacy for savings and loans,
improved information on S&Ls’ economic value,
greater flexibility in the procedures for handling
failed institutions, risk-sensitive premiums, and
increased premium levels. The ninth proposal,
that the fund reduce the maturity of its assets,
has already been implemented and the report
suggests that the fund continue that reduction.

The NCUA notes that, while the FDIC and
FSLIC received an initial capital contribution
from the federal government, the NCUA was
formed with no initial capital. When the NCUA
was formed, it was hoped that low losses and the
fund’s income would expand it to one percent of
credit union shares. This, in fact, has not happened
and the fund has decreased in each of the last
three years. The NCUA recommends that “in
consulation with the industry, credit unions be
given the chance to capitalize their fund with a
one time assessment of insured shares of one
percent.”

Agency Consolidation

The three agencies all assume that any con-
solidation would leave the FDIC as the surviving
agency. Not too surprisingly, the FDIC likes this
idea, while the FSLIC and NCUA are less enthu-
siastic.

The FDIC suggests that the FSLIC be merged
into the FDIC but that the NCUA and its fund be
left as is, “at least at this time.” The FDIC argues
that both insurance funds operate in a similar
manner, have similar duties, and have “direct
examination and supervisory authority or a close
and continuous link to those agencies with
primary supervisory responsibility.” The report
argues that removing certain differences in the
way the funds levy insurance premiums would
be an advantage of merging the funds. According
to the FDIC, the banking industry and S&L
industry are becoming more and more alike, and
merging the funds would create a less confusing
framework for the public. It says that deposit
insurance reforms, such as greater risk sharing by
large depositors, should be implemented for
both types of institutions. Another advantage
claimed for merging the funds is that both will be
strengthened through the diversification of their
risks. The FDIC notes that most S&L problems are
attributable to changes in interest rates, not to
significant loan losses. Banks, on the other hand,
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have significant loan losses but relatively little
exposure to interest rate risk.25 According to the
agency, the combined fund would be larger and
less likely to call for direct government subsidi-
zation. It also notes that Citicorp has acquired
Fidelity Federal Savings and Loan of San Francisco
and that the current “fractionalized” supervisory
system is inefficient for dealing with organizations
that include both banks and thrifts.

The FDIC reviews several arguments against
merging the funds but concludes that none of
them is valid.?® One argument against combining
the funds is that it would conflict with other
public policies. The FDIC counters that the only
objective of an insuring agency should be a
stable financial system, and that other govern-
mental entities can be created to promote specific
causes. The FDIC denies that merging the funds
would result in a loss of industry orientation by
arguing that the industries are rapidly becoming
more alike. It also notes the argument that
combining the funds would be unfair to banks,

who would in effect be asked to subsidize S&Ls.
According to the agency, the merger could be
phased in to coincide with the development of a
risk-related premium insurance scheme in which
strong institutions would not be asked to subsidize
weak institutions.?” The last argument the FDIC
disputes is that the merger could weaken public
confidence in the deposit insurance system,
countering that such a merger would strengthen
deposit insurance and result in a less confusing
and disruptive insurance system.

The FDIC argues for reform of the bank super-
visory framework and says it is the agency that
should survive any agency consolidation. Among
the FDIC's arguments are that it is the largest and
strongest fund, and that it already insures most of
the institutions and deposits that would be
insured after a merger. Under the current super-
visory framework, the states and the Office of the
Comptroller of the Currency (OCC) charter banks,
while the states, the FDIC, the OCC and the
Federal Reserve System all examine and supervise
banks. The FDIC would like to allow the states

**The FDIC does not discuss the covariance between these two risks.

**The report does not cite any of the sources for these arguments against
merging the funds.

*’This argument may be valid under some risk-related premium plans, but
not under the plan suggested by the FDIC. The FDIC's plan is based on
the return on assessment income in excess of expenses. If the FDIC has
higher expenses as a result of thrift losses, then the size of the
assessment credit would be cut, which will reduce the credit received by
strong institutions.
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and a new federal agency to charter and supervise
banks and thrifts, while the FDIC took over all
federal responsibility for examinations and for
handling problem situations. The FDIC proposal
would remove the Federal Reserve System from
bank supervision and regulation, but would allow
one member of the FDIC board to come from
the Board of Governors of the Federal Reserve
System. The FDIC notes that the Board of Governors
believes that the System needs some supervisory
power over large banks and bank holding com-
panies to conduct an effective monetary policy.
The FDIC responds that this argument is not
persuasive and that some observers believe
there is a serious potential for conflict between
bank supervision and the conduct of monetary
policy.28
The FHLBB addresses the issue of consolidating,

the funds at several points in its report and the
tone of its recommendations is slightly different

“The three agencies all assume
that any consolidation would leave
the FDIC as the surviving agency.
Not too surprisingly, the FDIC likes

this idea, while the FSLIC and
NCUA are less enthusiastic.”

in each section.?® In the section entitled “Bank
Board Agenda for Reform: Recommendations of
the Federal Home Loan Bank Board” the FHLBB
appears to be rejecting a merger of the insurance
funds. The report argues that the greatest regulatory
costs are those that stem from inefficiencies it
causes in the market place and that administrative
costs arising from regulatory duplication are
small. The FHLBB believes that its current structure,
which combines many of the functions that are
in the three different bank regulatory agencies, is
“highly effective” for addressing the broad impli-
cations of regulatory action and for implementing
regulatory reform.

The discussion, entitled “Framing the Issues”
expands on the advantages of having one agency,

*“The FDIC does not cite any specific arguments on this issue nor does it
cite the sources that convinced the FDIC that the Federal Reserve does
not need supervisory powers to effectively conduct monetary policy.

**The FHLBB report was written while Mr. Richard T. Pratt was its Chairman.
Mr. Edwin J. Gray has subsequently become Chairman and he is
unambiguously opposed to consolidating the insurance funds. See
“Keep Agencies Separate—Gray” in the National Thrift News (5).
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such as the FHLBB, perform the regulation,
examination, supervision, insurance and provision
of liquidity functions for its member institutions.
The Bank Board also noted that substantial
differences will continue to exist for many years
between S&Ls, banks and credit unions. Thus any
fund mergers would remove little duplication
between the agencies (and would save little
money). This section concludes that any con-
solidation “should not be initiated without first
rationalizing the functions of the financial re-
gulators.”30

In Section VI, “Rethinking Regulatory Struc-
ture,” the agency discusses arguments against
consolidating the FDIC and FSLIC, but it also
contains some analysis that seems to favor con-
solidation. The FHLBB notes that conflicts can
arise between fostering competition and pro-
moting soundness for financial institutions. The
report takes the position that it is easier for one
agency to achieve the public's desired tradeoff
than it is for two agencies with conflicting goals.
This section of the report also minimizes the
potential for agency consolidation to reduce
administrative costs of deposit insurance.

Section VI makes several arguments that seem
to favor consolidation. One concerns the potential
problems of competing regulatory agencies. The
FHLBB points out that some favor“competition”
between the regulators, while others condemn
this as “competition in laxity.” It concludes that
having different agencies regulate the same types
of financial institutions results in undesirable
“ambiguity in the execution of government policy.”
The FHLBB also notes that consolidation of the
insuring agencies will become increasingly de-
sirable as banks and thrifts come to be owned by
one parent company. A third argument that
appears to favor consolidation is that the issues
of agency consolidation have been extensively
debated and are ripe for immediate action.
Section VI devotes almost 20 pages to discussing
the reports of numerous reform groups that have
analyzed the financial regulatory structure ex-
tensively. It concludes that a decision on re-
organizing the system “must” be made now on
the basis of available evidence. It then goes on to
argue that weaknesses in the existing regulatory
scheme will increase and its advantages will fade
in importance as deregulation continues.®' Given

3opage 48 of the FHLBB report.
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this last argument one might expect the report to
conclude that the bank regulatory agencies and
the FSLIC should be merged promptly. Instead,
it argues that the financial regulators’ functions
should be rationalized before the insurance
funds are consolidated. The report then says that
any reorganization need not be “radical or im-
mediate” because “transition issues loom large.”

The NCUA flatly rejects a merger of the insuring
funds. The agency argues that such a merger
would “create a concentration of enormous
economic consequence and political power”
and would force “homogenization” of the insured
institutions. The NCUA argues that substantial
differences between banks, thrifts and credit
unions justify different insurers. Furthermore,
the NCUA believes that deregulation will reward
differences in institutions and not uniformity.
According to the agency, credit unions pay for
the cost of the insurance fund and therefore
should be entitled to weigh any cost savings
against the disadvantages of merging the funds.
A poll of federal credit unions found that 69
percent of the credit unions do not support
consolidation of the insurance funds. The NCUA
also claims that credit unions’ unique needs
would get lost in an agency geared to serve
primarily banks and thrifts.

Summary

Congress recognized that even though deposit
insurance has provided some valuable benefits
to the United States, the role of deposit insurance
in a deregulated financial system should be
reviewed. The Garn-St Germain Act asked the
FDIC, FHLBB, and the NCUA to review deposit
insurance and report back with their recom-
mendations. All three government deposit insurance
agencies believe that deposit insurance still per-
forms a valuable function, but each argues that
some reforms in deposit insurance are desirable.

The FDIC favors several different reforms. It
supports variable rate deposit insurance provided
by the government to introduce equity across
banks to the deposit insurance premium schedule,
but it does not expect its proposal to affect bank
risk exposure significantly. The FDIC also favors a
reduction in the de facto depositinsurance given
large depositors to increased their incentives to

31Page 341 of the report.
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monitor insured institutions’ risks. The FDIC would
like to disclose supervisory actions taken against
individual banks. The agency also believes it
should have full responsibility for examining and
insuring all banks and thrifts.

The FHLBB supports variable rate deposit
insurance and the use of private insurance to
encourage thrifts to reduce risk exposure. It also
believes thrifts should have more capital and
that their owners and directors should take a
more active role in controlling their institution’s
risk exposure. The FHLBB favors rationalizing the
bank regulatory agencies before the insurance
funds are consolidated.

The NCUA believes credit unions’ risk could
be reduced if those that attract large accounts
(over $50,000) would pay more for their insurance
and if the first share of every member were not
insured. The NCUA would give federal credit
unions the option of substituting private for
public insurance. It favors a one time one percent
assessment of credit union shares to increase
capitalization of the NCUA's fund. The NCUA is
opposed to consolidating its insurance fund with
those of the other two insuring agencies.

—Larry D. Wall
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“Financial Crises” and the Role
of the Lender of Last Resort

The world now appears to be recovering from
one of its most severe recessions in 50 years.
Prospects for significant and sustainable real
output growth for the industrialized nations of
the West have substantially improved, though
reductions in unemployment rates are expected
to lag behind the in-
creased production.
Economic growth in
the industrialized coun-
tries is particularly im-
portant to the less-
developed countries.
In some of them, heavy
debt burdens are im-
posing severe financial
pressure. Such growth
would promote export
earnings  of  less-
developed countries
(LDEs) and, conse-
quently, work to im-
prove the income-
generating  capacity
of these countries.
Many investments were
undertaken in these
countries with the belief
that continued com-
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interest rates, rising real interest rates in the
industrialized countries further aggravated the
balance of payments problems of the less-devel-
oped countries. Consequently, commodity price
stabilization (world commodity prices have ceased
their two-year descent), growth of real income in
the industrialized coun-
tries and lower real
interest rates in the in-
dustrialized countries |
are necessary to reduce
the swollen current-
account deficits of these
less-developed coun-
tries. Ultimately, only
these circumstances will
enable the less-devel-
oped countries to bet-
ter manage their debt
burden.

Until these develop-
ments take place, how-
ever, the immediate
problem of how to deal
with the existing debt
remains. Mexico, Argen-
tina, and Brazil have
already rescheduled
some of their debt re-

modity price inflation

payments, while many

would generate steadily

rising export earnings. During the recession in
the industrialized countries, however, slumping
commodity prices prevented some LDCs from
generating anticipated foreign exchange revenue
from exports to cover imports and meet debt
payments. Since much of the debt carries floating

other countries are
doing the same.! While most analysts agree that
these countries’ debt problems may have an

'Even the East European countries of Poland and Romania, whose loans
were assumed to be guaranteed by the Soviet Union, have postponed
some debt repayments.

Stable monetary policies and reliable domestic lenders of last resort provide
considerable protection against liquidity crises. But does the world also need an

international lender of last resort?
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impact on the industrialized nations, opinions
vary widely as to the role of a lender of the last
resort in easing this burden. The role of the
International Monetary Fund (IMF) in particular
is scrutinized in this light. Some analysts con-
sider that even rescheduling efforts may be insuf-
ficient to prevent massive loan defaults, and
therefore they advocate increased financial assis-
tance by the IMF.2

Without such assistance, some proponents
argue, an international financial crisis might ensue.
Debt-ridden LDCs might be forced to default,
sending shock waves throughout industrialized
countries as large commercial banks write off the
defaulted loans, making the banks technically
insolvent. If their fears were realized, shareholders
and uninsured depositors would face the pros-
pect of sizable losses. Because of the potential
threat posed by the current debt problems of
less-developed countries, industrialized nations
are seeking solutions to help ease the burden of
indebted countries while keeping their own
banks solvent.

Other analysts, however, dispute this rationale
for assisting debt-ridden countries. While they
agree that some countries may default on their
obligations if further financial assistance is not
forthcoming, they contend that this is natural in
free market lending relations—some loans do
indeed turn sour. That is why lenders are rewarded
for assuming risk in free capital markets. Providing
financial assistance to less-developed countries
constitutes support to the large lending banks,
they argue. Increased assistance would make
existing private loans more secure, as well as
provide greater latitude to the less-developed
countries in dealing with their balance of pay-
ments difficulties. According to this view, foreign
defaults should not pose serious threats to the
U.S. economy because one role of the Federal
Reserve (as the U.S. “lender of last resort”) is to
prevent external shocks from disrupting the
domestic financial system.

This article will analyze the nature of financial
crises, their relationship to central bank policy,
and the lender of last resort function of the
central bank as well as the role of the IMF. The
emphasis is less on the current international debt

Also involved in the efforts to provide additional financial assistance to
the Third World countries are the World Bank, the Swiss-based Bank for
International Settlements, individual central banks, and some large and
already involved private commercial banks.

FEDERAL RESERVE BANK OF ATLANTA

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

situation than on the general problem of financial
crises and the role of lenders of last resort in
curtailing their destructive effects on the domestic
economy. The question is important because
intervention is likely to change the way future
international financial transactions are conducted
and will establish precedents for government
involvement in future crises.

The article is organized as follows: The next
section briefly describes the nature of domestic
financial crises. The relationship of domestic to
international financial crises is then delineated,
followed by an analysis of the role of the domestic

“Industrialized nations are seeking
solutions to help ease the burden
of indebted countries while
keeping their own banks solvent.”

lender of last resort. Finally, we present some
alternative views regarding an international lender
of last resort.

What Causes Domestic
Financial Crises?

The reason financial crises can develop out of
stable economic circumstances is found in the
nature of portfolio investment itself. Investors
base portfolio decisions on expectations of future
earnings. Because potential earnings will be
determined by future events that can be predicted
only with varying degrees of uncertainty, there is
an element of risk inherent in all investment
decisions.

In allocating wealth, a rational investor will
compare the relative expected returns on various
assets, incorporating perceptions of the assets’
relative susceptibility to decreases in value. The
riskier the asset, the greater he will expect its
return to be to compensate for the additional risk.
Perceptions of potential risk versus potential
return of any given asset are based on expectations
of future events that will affect that asset’s value.
Changes in potential returns on assets versus
their potential risks will induce the investor to
alter the portfolio of assets he wishes to hold.
Concern about both expected return and risk
necessarily implies attention to future events,
such as possible government actions, which
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might affect the return relative to the risk of those
assets. A rational individual will then alter portfolio
decisions based on his expectations of future
events. Of course, expectations are based on
incomplete and costly information and thus are
not always correct. Individual perceptions of risk
therefore become an important determinant of
future financial events.

Historically, most domestic financial crises have
occurred when investors shifted asset preferences
due to a perceived increase in risk. Such a shift
has normally taken the form of a preference for
lower risk, higher quality, more liquid assets such
as cash (legal tender), gold, or high quality
deposits. Bank runs have occurred when many
depositors attempted to withdraw their funds
from a commercial bank simultaneously because
they feared that the bank might be unable to
honor their deposits. When individuals have
anticipated that this might be the case, they have
tried to convert their deposits into currency.
Given fractional reserve banking, however, com-
mercial banks could not honor all such requests
immediately because only a small portion of
their assets is in the form of currency; the
remaining portion is in (longer-maturity) loans
and securities.® Banks scrambling to sell off loans
and securities to obtain the currency demanded
by depositors often were forced to sell such assets
at a substantial loss. When these losses were big
enough to cause insolvency, some banks were
forced to close their doors.

If the banks had been mismanaged, closure
might have been appropriate. A widespread run,
however, has forced even well-managed banks
into ruin. In other words, a bank’s assets might
have exceeded its liabilities, but yetit might have
been unable to convert all of its deposit liabilities
into currency on demand. Bank runs thus have
created liquidity problems too enormous for
even well-managed banks to handle successfully.
Again, this may have been because individuals
decided that the risk of not being able to convert
$1 in deposits into $1 in currency on demand
had increased sufficiently for them to attempt to
make the conversion immediately. Thus, when
individuals have believed banks have limited
capability to honor their commitments, they

3Actually, banks today hold reserves in cash or on deposit at Federal
Reserve Banks. The reserves or deposits at Federal Reserve Banks,
however, can be exchanged for currency at any time.
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have attempted to be first to remove their
deposits.4

Thus, in a world of uncertainty, individuals
base investment decisions on expected returns
versus perceived risk. As perceptions of risk
relative to expected returns change, individuals
modify asset holdings accordingly, perhaps
abruptly and substantially. A financial crisis or
bank run may result from such behavior, but
the behavior itself is not irrational. It is the
natural consequence of making decisions under
conditions of uncertainty, that is, with less than
complete and perfect information.

A rational individual action, however, may
affect the behavior of others. In the 1930s,
individual bank runs helped to trigger a chain

“A financial crisis is the natural
consequence of making decisions
under conditions of uncertainty,
that is, with less than complete and
perfect information.”

reaction of bank closings throughout the econ-
omy. Such a reaction has several important
results. First, the intermediation function of
bringing together savers and investors may be
severely hampered, resulting in higher real
interest rates and/or credit rationing and thus
less overall investment® Second, the attempted
conversion of demand deposits into currency,
given a fractional reserve banking system, may
result in a sharp contraction of the money
supply.® Finally, during periods of bank runs
and consequent bank failures, transactors some-
times refuse to accept checks, causing a break-
down of the payments system. This breakdown
causes financial loss and disruption to businesses
and individuals not directly related to the

4An important attraction of currency relative to demand deposits is that it
alone is legal tender, making it the most liquid of all assets. Also, it may
readily be exchanged abroad for purchases of goods or foreign currency.

>For a recent and informative analysis of the importance of this particular
factor, see Ben S. Bernanke, “Nonmonetary Effects of the Financial Crisis
in the Propagation of the Great Depression,” American Economic
Review, June 1983, pp. 257-276.

6See, among others, Barry L. Anderson and James L. Butkiewicz, “Money,
Spending, and the Great Depression,” Southern Economic Journal,
October 1980, pp. 388-403. :
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affected institutions,” providing a rationale for
government involvement as the lender of last
resort.

What Is the Relationship between
International and Domestic
Financial Crises?

Financial crises are not exclusively domestic
in nature; current international financial prob-
lems pervade newspapers and business and
economics literature. Frequently this literature
contains references to an “international lender
of last resort.””® To assess the validity of these

“After all, one country’s balance of
payments deficit is another country’s
balance of payments surplus.”

proposals, it is important to examine the function
of the lender of last resort. First, however, a
brief description of international financial crises
and their relationship to domestic financial
crises is in order.

Not all interpretations of the term “inter-
national financial crisis” coincide. An ex-
treme hypothetical example of an international
crisis is one in which, given widespread fractional
reserve banking increased world demand for
international reserves under a fixed exchange
rate reduces the supply of world money, causing
a severe liquidity crisis and associated bank
failures, as in the domestic case. Such a monetary

"See, for example, O.M.W. Sprague, History of Crises Under the National
Banking System, 1910, p.75;and Vera Smith, The Rationale of Central
Banking, p. 1565.

#See, for example, Charles P. Kindleberger, Manias, Panics, and Crashes,
Basic Books, N.Y. 1978, Chapter 10, pp. 182-209; D.E Moggridge,
“Financial Crises and Lenders of Last Resort: Policy inthe Crises of 1920
and1929,” Journal of European History, Volume 10,No. 1 Spring 1981;
Franklin Edwards, “Financial Institutions and Regulations in the 21st
Century: After the Crash,” Mimeograph, Columbia University (1980); and
Jack Guttentag and Richard Herring, “The Lender-of-Last-Resort Function
in an International Context,” Essays in International Finance, No. 151,
May 1983, International Finance Section, Princeton University.
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contraction and financial breakdown would se-
verely disrupt trade and the domestic economy.

More frequently, however, the term “inter-
national financial crisis” is applied to balance
of payments (or exchange rate) adjustments.
Yet such adjustments are part of the equilibration
process between countries and, as such, do not
in themselves qualify as an “international crisis.”
After all, one country’s balance of payments
deficit (or exchange rate depreciation) is another
country’s balance of payments surplus (or ex-
change rate appreciation). This is particularly
true on a limited basis; even severe balance of
payments problems in small countries do not
constitute “an international crisis.”

Currently, the phrase “international financial
crisis” is loosely associated with the large debt
burdens of several less-developed countries.
Concern that these countries may default on
their debt obligations, many of which are owed
to large U. S. commercial banks, is widespread.
If default were to occur, these banks would
incur immediate losses on these loans and
could face the prospect of insolvency. Since
federal deposit insurance covers only about 62
percent of all deposits, with the deposits at the
large banks most heavily exposed, depositors
also are concerned? In addition, federal deposit
insurance guarantees deposits only up to
$100,000 per account, aggravating large deposk
tors' concerns about the solvency of their
banks, and increasing the perception of risk on
deposits relative to returns.’® One way to avoid
such a crisis in confidence, some observers con-
tend, is to provide “extraordinary” financial assistance
quickly to the affected less-developed countries.

Others question the necessity of extra assis-
tance, even temporarily. This group contends
that loan defaults and a few bank failures may
even be desirable.'" These analysts recognize

s“Commercial banks have many deposit accounts that are not insured in
full, with uninsured deposits accounting forabout 38 percent of total bank
deposits.Further, commercial banks have a sizable amount of nondeposit
liabilities that are not insured.” See Agenda for Reform, Federal Home
Loan Bank Board, Washington, D.C., March 1983, p. 92.

10This is especially true since Penn Square National Bank was permitted to
fail in 1982. Prior to this, the general practice of the FDIC was to arrange
mergers or liquidations so that no depositor lost any funds. In effect, all
deposits were guaranteed. There is currently greater uncertainty about
the status of deposits. Interestingly, interest rates paid on large CDs now
vary across banks, reflecting concern about the shaky foreign loans
made by some banks. As of this writing, however, risk spreads have
narrowed substantially since the summer of 1982.

11See, for example, A Dale Tussing, “The Case for Bank Failures,” Journal
of Law and Economics 1965, Volume X; and Thomas Mayer, “Should
Large Banks Be Allowed to Fai?" Journal of Financial and Quantitative
Analysis, November 1975.
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that the risks of international lending may
exceed the risks associated with domestic
lending because (a) the costs of acquiring
information on borrowers are higher,(b) bor-
rowers may have trouble converting local cur-
rencies into loan transaction currencies, (c)
there is international political uncertainty, and
(d) there is exposure to foreign exchange
risk.'? These factors need to to be incorporated
in commercial bank loan evaluation and risk
assessment procedures. Since banks are re-
warded for successful lending ventures, according
to this point of view, they must accept responsi
bility for bad lending decisions as well.

Since these analysts are less likely to consider
the current situation an “international financial
crisis,” they do not consider these problems
threats to international financial stability. They,
therefore, are skeptical of the need for an
international lender of last resort. In evaluating
these alternative arguments regarding assistance,
a discussion of the role of the lender of last
resort becomes especially pertinent.

The Role of the Domestic
Lender of Last Resort

The call for a domestic lender of last resort
arises because of two institutional characteristics,
namely, fractional reserve banking and the
government monopoly of legal tender issuance.'®
As discussed earlier, fractional reserve banking
implies that banks do not keep enough currency
to meet all depositor demands simultaneously.
Government monopoly of legal tender issuance
prevents banks and others from creating cur-
rency to satisfy these demands. The role of the
lender of last resort was established to guarantee
banks’ ability to meet currency demand, thus
precluding a panic-induced collapse of the
banking system. By ensuring banks’ ability to
meet depositor demands, the lender of last
resort can help prevent (a) the disruption of

2See Jack Guttentag and Richard Hering, “The Lender of Last Resort
Function in an International Context,” Essays in International Finance,
No. 151, May 1983, p. 2.

13100 percent reserve banking would eliminate bank runs. The fact that
other banks cannot issue legal tender means that only the issuer of legal
tender can meet an abnormal increase in the demand for legal tender.
Moreover, because of the government (central bank) monopoly of legal
tender issuance, the central bank naturally becomes the central store of
bank reserves, the ultimate source of domestic liquidity, and, con-
sequently, the “bankers’ bank”
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financial intermediation, (b) disruptions of the
payments system, and (c) contractions of the
money stock, all which may occur in times of
financial panic.

Some analysts argue that a domestic lender
of last resort is unnecessary because federal
deposit insurance removes the incentives for
bank runs.’ Insured depositors feel confident
that no matter how badly managed a bank is,
they will eventually receive their deposits.
Minor runs on financial institutions sometimes
do occur, such as the run on the Abilene
National Bank in 1982, but these episodes pale
in comparison to those experienced during the
1930s. As noted earlier, however, de jure federal
deposit insurance currently insures only about
62 percent of all deposits. Furthermore, the
Federal Deposit Insurance Corporation pricing

“The role of the lender of last resort
was established to guarantee banks’
ability to meet currency demands.”

scheme may be altered in the near future to
shift some of the risk burden back to large
depositors. Finally, in the event of widespread
bank failures that deplete the funds of federal
deposit insurance, a lender of last resort must
ultimately function as a backup for federal
deposit insurance itself.

In the early 1900s, prior to the establishment
of the Federal Reserve, some of the functions
of a lender of last resort were supplied by
private institutions. Currency substitutes (script),
clearing house certificates, and “bank holidays”
were mechanisms for dealing with financial
crises.’™ If a bank run began to develop, many
banks would refuse to convert deposits into
currency on demand. Sometimes banks declared
a “bank holiday,” closing for business. This

'“For an extremely insightful analysis of the relationship between deposit
insurance and bank runs, see Douglas W. Diamond and Philip H. Dybvig,
“Bank Runs, Deposit Insurance, and Liquidity,” Journal of Political
Economy, June 1983, pp. 401-419.

»See, for example, Milton Friedman and Anna Schwartz, A Monetary
History of the United States (Princeton, Princeton University Press,
1963). 3
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enabled banks to avoid selling off massive
amounts of assets at reduced prices, thereby
avoiding large losses and possible insolvency.
The lender of last resort was created to provide
sufficient emergency liquidity in times of massive
deposit withdrawals to keep the banking system
open. Because the lender of last resort guarantees
' deposit-to-currency convertibility, individuals
- have confidence that they can always convert
' their deposits into currency on demand, and
. therefore do not “run” to withdraw deposits
- when a bank might appear in danger of insol-
vency. Even after the institution of federal
deposit insurance, the ultimate deposit protec-
tion rested with the Federal Reserve Bank in its
role as lender of last resort.
Having the power to issue legal tender implies
' that central banks never exhaust their (domestic)

“In 1971, the Board of Governors
affirmed its commitment to assist
the financial system, but not
individual banks.”

financial liquidity and are therefore able to
lend when other institutions are illiquid. Because
the lender of last resort is concerned with the
health of the overall domestic economy, it
should assume this role only when bank insol-
vency problems threaten the economy; the
classical position is that it should not act in the
interest of a particular bank or banks.'® The
effective exercise of this liquidity responsibility
will prevent a rapid, widespread call-in of loans
and a dramatic fall (or collapse) of asset prices.
Thus, by supporting the market in liquidity
emergencies, the lender of last resort ensures
that banks will not be forced to sell liquid
assets at losses that might otherwise result in
insolvency and its consequent adverse effects.

Ostensibly, the market will handle individual
bank crises. In a competitive financial system,

'®See Thomas M. Humphrey, “The Classical Concept of the Lender of Last
Resort” Economic Review, Federal Reserve Bank of Richmond,
January/February 1975.
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if a bank is fundamentally solvent but tempo-
rarily illiquid, others can profit by lending to it.
If a particular bank is insolvent, however, its
real resources are released to flow into more
productive uses. Neither the case of a solvent
nor of an insolvent bank involves the lender of
last resort. In 1971, the Board of Governors of
the Federal Reserve System affirmed its commit-
ment to assist the financial system, but not
individual banks. A special report reappraising
the discount mechanism stated:

“The (Federal Reserve) System should not
act to prevent losses and impairment of
capital of particular financial institutions. If
pressures develop against and impair the
profitability of institutions whose operations
have become unstable, inappropriate to
changing economic conditions, or competi-
tively disadvantaged in the marketplace, it is
not the Federal Reserve's responsibility to
use its broad monetary powers in a bail-out
operation... The System should intervene
in its capacity as lender of last resort only
when liquidity pressures threaten to engulf
whole classes of financial institutions whose
structures are sound and whose operational
impairment would be seriously disruptive to
the economy.”"?

Moreover, the function of the lender of last
resort is not to prevent shocks that frequently
affect the financial system or to stabilize the
business cycle but rather to minimize the
secondary repercussions of those shocks. In
essence, the purpose is to maintain confidence
in the financial system so that there will be no
need to exercise the lender of last resort
function.

One of the most important functions of the
lender of last resort is to assure the market that
support will be forthcoming if needed. Credible
assurance of the central bank's willingness to
act in a crisis relieves uncertainty and stabilizes
expectations that might otherwise generate
depositor panics.'® To prevent excessive risk-
taking by banks confident of assistance, however,
the lender of last resort must be certain to
specify that in financial crises assistance will be
available to the market, not to particular banks.

7Steering Committee, “Report of a System Committee,” Reappraisal of
the Federal Reserve Discount Mechanism, Board of Governors of the
Federal Reserve System, Volume 1, August 1971, p.19.

8See Humphrey, op. cit.
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How the Domestic Lender of
Last Resort Operates

There are two main ways the lender of last
resort supplies liquidity. The most familiar way
is to lend funds through the discount window
to commercial banks and other institutions if
conditions so warrant and if sufficient sound
collateral is available. The lender of last resort
must be careful, however, to ensure that loans
assist institutions coping with liquidity problems,
not solvency problems. The rate of interest or
discount rate charged on such loans should be
a penalty rate high enough to ensure that other
market sources of funds have been exhausted
and that banks borrow from the Federal Reserve
only as a “last resort.”” In the words of Walter
Bagehot in 1873: “Lend freely at a high rate.”
When the lender of last resort function was
developed, discount lending was the primary
monetary policy tool and thus was also the
primary tool for making last resort loans. Today,
many economists still view discount window
lending as the only mechanism by which the
lender of last resort can provide liquidity.

The second, more efficient, but lesser known
way that the lender of last resort can provide
liquidity to the market is by engaging in open
market operations. By purchasing government
securities in the marketplace, the Federal Reserve
injects reserves into the marketplace, almost
immediately increasing the reserves available
to all institutions but without allocating them
among particular users. Federal Reserve open
market purchases provide a market for indi-
viduals, firms, and financial institutions selling
securities to meet their currency demands.
With open market purchases to stabilize the
stock of bank deposits, bank runs should not
develop since depositors know that the banking
system will not have to sell off its assets at a
capital loss. The discount window and open
market operations are the means by which the
Fed provides liquidity in crisis periods to ensure
that banks can readily convert assets into cash
to meet currency drains. Consequently, both
methods prevent bank runs and the problems
associated with such runs.

Provision of liquidity during a crisis via open
market purchases is consistent with and a
crucial element of longer-run monetary control.
Prompt and vigorous lender of last resort action
will stop panics long before the money supply
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strays far off course. The “lender of last resort”
function is essentially a very short-run function
of a central bank that is activated only during
temporary periods of emergency; the “monetary
control” function of a central bank is a continuous
and longer-run function. The lender of last
resort acts to prevent sudden decreases (shocks)
in the money stock, and thus works to reinforce
stable monetary control. Thus, monetary control
and last resort lending are complementary, not
conflicting,

A Role for an International
Lender of Last Resort?

Traditionally, discussions of the lender of last
resort have related almost entirely to the
domestic economy with little regard for inter-
national concerns. Current international financial
problems, however, have elicited calls to extend
the lender of last resort function to the inter-
national realm. Indeed, several economists

“The discount window and open
market purchases are the means
by which the Fed provides liquidity
in crisis periods to ensure that
banks can readily convert assets
into cash to meet currency drains.”

contend that the IMF is already assuming this
role.”® Several proposals have been made to
create an international lending entity.2°

While the concept of a domestic lender of
last resort is well established, the role of a similar
international lender remains unclear. Localized\
international liquidity problems related to bal-|
ance of payments (or exchange rate) adjustments'
are common but do not require intervention of |
a last resort lender. Balance of payments adjust- |
ments are inherent elements of a country's
trade equilibrating process and do not neces-
sarily relate to banking crises. Moreover, when |
one country loses, another must gain. These

“See; for example, James W. Dean and lan H. Giddy, “Averting Inter-
national Banking Crises,” Monograph 1981-1, New York University, The |
Monograph Series in Finance and Economics, 1981.

2°See, for example, Charles Kindleberger, op. cit;; and Franklin Edwards, op.
cit.
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adjustments, then, pertain only to particular
countries, and therefore do not merit the inter-
vention of an international lender of last resort.

As on the domestic level, the need for an
international lender of last resort arises in part
from fractional reserve banking and govern-
ments’ exclusive control of legal tender issuance.
While no government issues international legal
tender, there are international mediums of
exchange, particularly when exchange rates
are fixed. Many less-developed countries peg
their currencies to key currencies such as the
dollar. The role of an international lender of last
resort would be to prevent severe disruptions
(especially monetary contractions) of the world
monetary system. Under a fixed exchange rate

' regime, a financial crisis may result from an

increase in the perceived risk of a country’s
currency relative to its value. If foreign depost
tors simultaneously attempt to withdraw their
money, denominated in an international medium
of exchange, from the country’s banks, a run on

“In its current form, however, the
IMF cannot function as a lender of
last resort, as it cannot create
money or international reserves.”

the central bank’s international reserves may
result. If this central bank wishes to maintain
a fixed exchange rate, it may ultimately have to
borrow an international medium of exchange
from other central banks or from an international
lender of last resort. Under these particular
circumstances an international lender of last
resort may have a valid role.?!

If the central bank cannot borrow in an inter-
national medium of exchange, it may go off the
fixed exchange rate system and allow its currency
to depreciate. In the domestic market, banks
are always expected to redeem their liabilities
at par. In the international arena, however, a
country can depreciate its currency instead of

21See Ralph Hawtrey, The Art of Central Banking, p. 228 and Robert
Aliber, “Bagehot, the Lender of Last Resort, and the International
Financial System,” unpublished manuscript, p. 26.
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maintaining a fixed exchange value with an
international medium of exchange. The ability
to allow currency to fluctuate to accommodate
crises provides LDCs with a remedy not available
to the domestic market. This difference between
domestic and international currency standards
suggests that a lender of last resort may be less
necessary in the international than in the
domestic context.??

By these standards, current international debt
problems do not require the assistance of an
international lender of last resort. Current data
indicate that world money and reserves continue
to increase at moderate rates.?® Developed-
country banks are liquid and able to continue
lending, implying that no serious general
liquidity crisis exists.**

In spite of the lack of a general liquidity crisis,
some analysts nevertheless contend that an
international lender of last resort is essential.?®
To function as a lender of last resort, however,
an international organization must have authority
to create money, i.e., provide unlimited liquidity
on demand. Unlike other institutions, for ex-
ample, a domestic lender of last resort never
faces illiquidity or insolvency since it is the
ultimate source of legal tender or currency. An

2:5ee, for example, Hawtrey, op. cit,, p. 228; Aliber, op. cit, p.27; and D. E.
Moggridge, “Financial Crises and Lender of Last Resort; Policy in the
Crises of 1920 and 1929,” Journal of European History, Volume 10, No.
1. Spring 1981, p. 50. The above scenario describes a situation in which
demand increases for the conversion of depositsinto international media
of exchange. The current international debt situation is quite different.
There is another important difference between domestic and international
financial crises. Since the volume of international debt is often contracted
in terms of a foreign currency, exchange rate movements add
risk to international debt not associated with the domestic counterpart.
Exchange rate risk translatesinto risk of governmental policy. Thatis, with
debt denominated in domestic currency, governmental policy makers
can prevent or forestall default by inflation or taxation. When debt is
denominated in foreign currency, however, this option is closed. The
servicing of foreign debt requires conversion of domestic money into
foreign money at exchange rates that reflect governmental policies.
Policies to prevent default, such as taxation or inflation, will merely raise
the cost of conversions into foreign currency. See Karl Brunner, et. al,
“The International Debt Problem, Insolvency and llliquidity: A Policy
Proposal” Statement prepared by the Ad Hoc Committee on International
Debtand U.S. Financial Policies, Distributed by The Center for Researchin
Government Policy and Business Graduate School of Management,
University of Rochester, January 14, 1983, p. 6. Furthermore, actions to
prevent exchange rates from adjusting to reflect these governmental
policies will alter individuals’' expectations of future developments and
thus their current portfolio decisions, which will only exacerbate the
situation, especially as the debt burden rises and the sustainability of the
existing policies weakens.

23|nternational Financial Statistics, supplement No. 5, Supplementon
Money and latest datain International Financial Statistics, November
1983.

24This is not to say that no problem exists. As some point out, in attempting
to deal with their debt burden, many developing countries are cutting
back on their imports. This, or course, adversely affects the exports of the
U.S. and other industrialized countries. However, bigger IMF quotas
cannot be justified on the grounds of a general liquidity crisis.

255ee, for example, Edwards, op. cit. (1980).
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international lender of last resort likewise would
have to be the ultimate source of international
reserves. For if an international lender of last
resort had to borrow the funds it lent, it would
not be the last resort.?®6 Additionally, an inter-
national lender of last resort must be able to
make loans to solvent, credible borrowers who
otherwise could not borrow money in the
marketplace during a general liquidity crisis.
Such “last resort” lending might occur during a
liquidity crisis and likely could manifest itself in
increased demand for (international transactions
money.

Many who advocate an international lender
of last resort contend that the IMF currently
performs this role and should expand its respon-
sibility.2” Some authors argue that the IMF is in
possession of substantial unused financial
resources, the power to raise additional funds,
a large unpledged gold stock, and the power to
issue Special Drawing Rights (SDRs) representing
“a formidable package of ‘last resort’ financial
resources and powers.”?8

The IMF was created to promote world trade
and assist member countries with short-term
balance of payments deficits through extensions
of short-term loans. Because the IMF lends to
some countries that cannot get enough loans in
the marketplace, it may superficially resemble
a lender of last resort. In its current form,
however, the IMF cannot function as a lender
of last resort, as it cannot create money or
international reserves. Instead, the IMF must
depend on limited contributions from member
countries for funds to lend. Once the IMF
reaches this quota, its funds are exhausted; it
cannot create either world currency or the
currencies of its members.2® Since the ability to
create money is the chief feature distinguishing a
lender of last resort, the IMF does not qualify
fully for that role.

In spite of the fact that the IMF is not a true
lender of last resort, support has been obtained

26Dean and Giddy. p. 41. See also R. G. Hawtrey, The Art of Central
Banking, p. 274.

21See, for example, Dean and Giddy (1981), p. 33.

28Weintraub, Robert, pp. 43-44.

29The IMF may borrow from any source and in the currency of any member
country, but it must first obtain the consent of the government of the
member country in whose currency it proposes to borrow. Thus far it has
borrowed limited funds from member countries but never from the
markets. In January 1982, the IMF's Executive Board confirmed that
quotas should continue to be the main source of funds. See Group of
Thirty, The International Monetary Fund and the Private Markets,
New York 1983, p. 2.
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for increasing IMF quotas to avert an international
crisis in confidence. The IMF recently has been
providing further financial assistance to selected!
debt-burdened countries on the condition
that the recipient countries implement agreed-
upon austerity measures. These measures in-
clude reducing government budget deficits
and slowing monetary growth to lower inflation
and to reduce nominal interest rates, which in
turn should increase debtor countries’ exports
and decrease their imports, thereby improving
their balance of payment positions. U. S. com-
mercial banks, among others, also are agreeing
to make additional loans, continue existing
loans and reschedule repayments on outstanding
loans.

A crucial question is whether IMF actions,
which ultimately are funded by the U. S. and
other member countries, represent support for

“Some analysts contend that an
international lender of last resort is
essential.”

large U. S. and international commercial banks.
Clearly, U. S. banks, which had implicitly accepted
the risks of foreign lending benefit at least
temporarily from such financial assistance. Their
actual losses and potential insolvency problems
are postponed, if not eliminated, provided no
defaults are legally declared.®® Currently, the
IMF makes loans to countries suffering liquidity
problems, in part because private lenders have
assessed these countries to be too risky to
increase lending to them. As discussed, the
purpose of a lender of last resort is to provide
liquidity to prevent the default of welF-managed
and otherwise sound institutions. Making loans to
high-risk debtor countries does not fit that
definition.

30A |loan is not legally in default until the lender declares that the borrower
has failed to honor the terms of the loan. Also, banks carry loans at book,
not market, value. However, the FDIC may close a bank based upon a
comparison of the market value of assets to insured deposits. There is
currently a move to disclose more information abgut a bank’s balance
sheet so that depositors may more fully discern the risk attached to
dealing with any particular bank.
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Some Concluding Thoughts

Under current circumstances, then, no addi
tional powers need be given to the IMF to
enable it to assume the role of an international
lender of last resort for the global banking system.
No “world liquidity crisis” has emerged. Even
should such a crisis occur, it could be alleviated
by the national monetary authorities of the
industrialized countries acting as lenders of
last resort for domestic commercial banks and
their foreign subsidiaries and by pursuing stable,
predictable, non-inflationary and thus credible
monetary policies.®! Central banks must have
well-established and recognized policies to
avoid allowing bank failures to affect their
national money supplies. In sum, stable
monetary policies and reliable domestic lenders
of last resort provide adequate defense against
liquidity crises. Thus the mechanism is already

“'There is currently some ambiguity about who legally bears the lender of
last resort responsibility fora subsidiary of aforeign bank. However, “most
U.S.loans through the Eurocurrency marketare handled through London
branches of U.S. banks, not subsidiaries.” Even so, “subsidiaries do play a
significant role in some cases, such as subsidiaries of German banks
operating in Luxembourg.” Despite this loophole in lender of last resort
coverage, “the events of 1982-83 illustrate a willingness of central banks
to work together in crisis, suggesting that, if necessary, they could agree
on the division of lender of last resort responsibility for currently
ambiguous cases.” See William R. Cline, International Debt and the
Stability of the World Economy, Institute for International Economics,
September 1983, pp. 103-105.

established for preventing international debt
problems from triggering a domestic financial
crisis. .

So long as these policies are pursued con-
sistently, one does not need to be concerned
about the financial system’s vulnerability to a
monetary collapse.

Still, the severity of the current international
debt situation highlights the need for a thorough
assessment of the IMF's role in an increasingly
interdependent world economy and of the
financial resources required to support that
role. The issue certainly is a complex one.
Making temporary short-term loans to ease
pressure during time-consuming loan resched-
uling negotiations indeed may be a valid role
for central banks and international agencies .
An assessment of the IMF's role remains crucial
even though the recent debate over our nation’s
IMF funding has ended, with Congress autho-
rizing the increase that everyone hopes can
help resolve the debt problem.

—James R. Barth
and Robert E. Keleher

This paper was written while James R. Barth was a Visiting Scholar with the
Federal Reserve Bank of Atlanta. He is currently visiting the Congressional
Budget Office while on leave from the George Washington University. The
authors are grateful for helpful comments and suggestions from Bryan Boulier,
R. Dan Brumbaugh, Jerry Dwyer, Padma Gotur, Jim Hauver, John Hilley, George
Iden, Jorge Laumas, Neela Manage Lisa Rockoff, Steve Sheifrin, Lee Slutz
Stephen Thurman, and Joe Whitt.
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Time 12,967 13,007 14,068 - 8 Time 6,407 6,374 8,665 = 4
Credit Union Deposits 201 199 164 + 23 SEPT AUG SEPT

Share Drafts 23 23 11 +109 Mortgages Outstanding 7,730 7,123 7,386 +..4

gs & Time 194 194 155 +25 ___Mortgage Commitments 620 623 198  +213

Savi

L4 ngs
Demand 2,287 Total Deposits 2,527 2,543 2,420 + 4
NOW 777 NOW 92 92 63 + 46
Savings 2,440 Savings 499 506 241  +107
Time 6,279 Time 1,960 1,976 2,138~ 8
Credit Union Deposits * * * SEPT AUG SEPT
Share Drafts * * * Mortgages Outstanding 2,051 2,020 2,144 - 5

ommercial Bank Deposits 22,136 22,259 20,045 10  Savings

Demand 4,201 4,352 4,304 - 2 Total Deposits 7,333 7,303 6,543 + 12

NOW 1,659 1,652 1,034 + 60 NOW 213 210 122 +75

Savings 4,961 5,001 2,185  +127 Savings 1,526 1,545 7105 +115

Time 11,436 11,446 12,6257 = -9 Time 5,636 5,603 5,723 =112
Credit Union Deposits 883 879 77+ 14 SEPT AUG SEPT

Share Drafts 59 59 AT ok 26 Mortgages Outstanding 5,762 5,739 5,992 =~ 4

Savings & Time 831 829 740 + 12 Mortgage Commitments 222 210 130 + 70

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 datd 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 repornng the net of deposns "due to" and "due from" other
depository institutions. The Report of Transaction Accounts subtracts cash items 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 Southeast data represent the total of the six states. Subcategories were chosen on a selective basis and do not add to total.

= fewer than four institutions reporting.
o ** - S&L deposits subject to revisions due to reporting changes.

N.A. = not available at this time.
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o

12-month Cumulative Rate

Total Nonresidential
Industrial Bldgs.
Offices
Stores
Hospitals
Schools

SOU Al
N
Total Nonresidential
Industrial Bldgs.
Offices
Stores
Hospitals
Schools

Nonres!
Total Nonresidential

Industrial Bldgs.
Offices
Stores
Hospitals
Schools

Total Nonresidential
Industrial Bldgs.
Offices
Stores
Hospitals
Schools

A

Nonresldntial Bing rmits

onresidential Building Permits

xdentia uiling Perns <

 Nonresidential Building Permits

. Nonresidential Building Permits
Total Nonresidential
Industrial Bldgs.
Offices
Stores
Hospitals
Schools

OoCT
1983

SEPT
1983

oCT
1982

5 Mil.
50,568
5,640
12,568
8,717
2,062
878

49,130 45,545
5,300 5,302
12,197 12,215
6,468 5,205
1,903 1,760
886 807

7,679 6,204
666 713
1,835 1,344
1,189 955
466 260
168 82

430 389
20 82
58 54
83 64
24 25

8 8

3,875 3,090
358 359
854 650
661 506
298 130

52 19

1,233 983
173 145
373 220
132 89

26 27
28 18

L CONSTRUCTION

ANN

%

CHG

+F o+

{ ks, o R 2k

“Residential Building Permits

11 Value - $ Mil.

6 Residential Permits - Thous.
3 Single-family units

29 Multi-family units

17 Total Building Permits

9 Value - $ Mil.

R

26 Value - $ Mil.

11 Residential Permits - Thous.
36 Single-family units

31 Multi-family units

82 Total Building Permits

109 Value - $ Mil

16 Value - $ Mil.

68 Residential Permits - Thous.
9 Single-family units

34 Multi-family units

8 Total Building Permits

0 Value - $ Mil.

+ .27 Value - $ Mil.

+ 5 Residential Permits - Thous.
+ 31 Single-family units

+ 39 Multi-family units

+126 Total Building Permits

+184 Value - $ Mil.

+ 4+ o+ o+

Residential B ldg Permits

29 Value - $ Mil.

21 Residential Permits - Thous.
60 Single-family units

55 Multi-family units

33 Total Building Permits

56 Value - $ Mil.

esidential Building Permits

OoCT
1983

SEPT
1983

65,165

63,233

870.2 850.8
674.2 653.3
115,733 112,363

11,920 11,549
179.1 174.2
149.3 143.7

19,765 19,228

Residential Building Permits

397 384
1% 7.1
7.1 6.8
847 815

Residential Building Permits

6,860 6,693
95.6 92.3
82.6 81.2

10,793 10,568

2,314 2,243
40.5 39.8
24.1 23.3

3,586 3,475

ANN
OCT %
1982 CHG

36,804 + 77
493.3 + 76
417.1  + 62

82,349 + 41

6,693 + 78
1005 + 78

834 + 79
12,897 + 53

228 + 13
44 + 75
4.2 + 69
618 + 37

4,015 + 71
52.0 + 84
50.3 + 64

7,106 + 52

1,243+ 86
23.8 + 170
12.0  +101
2,227 + 61

uildg erits 5 Rdentj Buildi Permits

1,210

Total Nonresidential 1,209 92537+ 31 Value - $ Mil. 1,064 1,009 619
Industrial Bldgs. 46 47 80 - 43 Residential Permits - Thous.
Offices 365 406 297 + 23 Single-family units 16.9 16.6 10.3
Stores 129 122 1500 (=14 Multi-family units 16.0 14.4 8.1
Hospitals 123 78 28  +339 Total Building Permits
Schools 69 65 24 +188 Value - $ Mil. 2,273 2,218 1,544

Nonresidential Builin Perl - ; Resxdntml Budng Prmts

Total Nonresidential 192 190 150 + 28 Value - $ Mil. 310 288 162
Industrial Bldgs. 8 7 13 - 38 Residential Permits - Thous.
Offices 19 17 17 - + 12 Single-family units 4.8 4.7 3.3
Stores 43 38 34 + 26 Multi-family units 4.5 3.8 2.1
Hospitals 18 18 5 +260 Total Building Permits
Schools 7 8 3 +133 Value - $ Mil. 501 478 312

Nonresidential Building Permits

+ 72

+ 64
+ 98

+ 47

+ 91

+ 45
+114

+ 61

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
the six states, The annual percent change calculation is based on the most recent month over prior year. Publication of F. W.
Dodge construction contracts has been discontinued.
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b esidential Building Per

Total Nonresidential 788 742 667 + 18 Value - $ Mil. 976 933 425 +130
Industrial Bldgs. 58 61 35 + 66 Residential Permits - Thous.
Offices 150 127 106 + 42 Single-family units 13.5 13.2 8.9 + 96
Stores 151 154 114 + 32 Multi-family units 15.1 14.2 6.8 +122
Hospitals 24 22 43 - 44 Total Building Permits
Schools 5 6 1000 Value - $§ Mil. 1,691 1,602 1,091 + 55

NOTES:



|GENERAL

ANN. ANN.
LATEST CURR. PREV. YEAR % NOV OoCT NOV %
DATA PERIOD PERIOD AGO CHG. 1983 1983 1982 CHG.

Persoml Income

Ariclture s

($bil. - SAAR) 2Q 2,709.1 2,556.1 + 6 Prices Rec'd by Farmers
Taxable Sales - $bil. N.A. N.A. N.A. Index (1977=100) 135 134 128 *ioh
Plane Pass. Arr. 000's N.A. N.A. N.A. Broiler Placements (thous.) 73,141 73,681 175,276 =53
Petroleum Prod. (thous.) NOV 8,634.7 8,670.0 8,637.5 =0 Calf Prices ($ per cwt.) 59.2 57.1 58.1 + 2
Consumer Price Index Broiler Prices (¢ per 1b.) 33.0 29.3 24.8 +33
1967=100 NOV 303.1 302.6 293.6 + 3 Soybean Prices ($ per bu.) 7.97 7.96 5.34 +49
SEP 201.6 9

Kilowatt Hours - mils

“Personal lnme

Broiler Feed Cost ($ per ton)

243 237 198

i

($bil. -~ SAAR) 2Q 326.8 319.5 306.4 A Prices Rec'd by Farmers
Taxable Sales - $ bil. N.A. N.A. N.A. Index (1977=100) 123 119 114 + 8
Plane Pass. Arr. 000's SEP 3,649.4 4,282.6  3,268.7 +11 Broiler Placements (thous.) 27,657 28,559 28,231 =2
Petroleum Prod. (thous.) NOV 1,399.0 1,399.5 1,384.5 Fo Calf Prices ($§ per cwt.) 55.5 51.9 52.8 +5
Consumer Price Index Broiler Prices (¢ per 1b.) 32.1 28.2 24.1 +33
1967=100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 7.98 7.91 5.45 +46

Kilowatt Hours - mils. 33.5

33.8

Agriculture

($bil. - SAAR) 2Q 36.2 35.5 33.9 7 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. AUG 28.1 275 27.3 +3 (Dates: AUG, AUG) 1,206 = 1,232 =2
Plane Pass. Arr. 000's OCT 111.6 105.8 106.6 + 5 Broiler Placements (thous.) 9,278 9,577 9,406 ke &
Petroleum Prod. (thous.) NOV 52.0 52.0 53.0 =2 Calf Prices ($ per cwt.) 53.9 517 52.2 +3
Consumer Price Index Broiler Prices (¢ per Ib.) 33.0 29.0 23.5 +40
1967=100 N.A. N.A. Soybean Prices ($ per bu.) 7.80 7.84 5.41 +44
i i 7 Broiler Feed Cost ($ per ton) 255 240 192

Personal Income

+33

Agriculture

($bil. - SAAR) 2Q 122.0 118.8 113.4 +8 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. OCT 72.1 71.4 66.6 + 8 (Dates: AUG, AUG) 3,116 = 2,998 + 4
Plane Pass. Arr. 000's SEP 1,677.0 2,039.2 1,474.2 +14 Broiler Placements (thous.) 1,755 1,810 1,852 -9
Petroleum Prod. (thous.) NOV 52.0 55.0 68.0 -24 Calf Prices ($ per cwt.) 56.5 55.1 55.0 3
Consumer Price Index - Miami NOV SEPT NOV Broiler Prices (¢ per Ib.) 31.0 27.5 23.5 +32

Nov. 1977 = 100 164.0 162.9 156.8 +5 Soybean Prices ($ per bu.) 7.80 7.84 5.41 +44
Kilowatt Hours - mils, + 6 Broiler Feed Cost ($ per ton) 250 255 210 +19

Personal Income

griculture
($bil. - SAAR) 2Q 58.2 56.6 53.5 +9 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. 3Q 41.1 40.4 39.3 +5 (Dates: AUG, AUG) 1,734 o 1,781 =3
Plane Pass. Arr. 000's OCT 1,646.3 1,446.3 1,294.0 +27 Broiler Placements (thous.) 10,928 11,490 11,307 =3
Petroleum Prod. (thous.) N.A. N.A. N.A. Calf Prices ($ per cwt.) 50.4 47.6 49.8 51
Consumer Price Index - Atlanta OCT AUG OCT Broiler Prices (¢ per 1b.) 31.5 29.0 23.5 +34
1967 = 100 304.4 303.9 297.8 o2 Soybean Prices ($ per bu.) 7.79 7.72 5.31 +47
Kilowatt Hours - mils. SEP 4.9 5.7 6 i Feed Co:

Agriculture
($bil. - SAAR) 2Q 45.9 45.3 44.7 3 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. N.A. N.A. N.A. (Dates: AUG, AUG) 704 = 775 =9
Plane Pass. Arr. 000's OCT 286.7 241.7 271.0 + 6 Broiler Placements (thous.) N.A. N.A. N.A.
Petroleum Prod. (thous.) NOV 1,209.0 1,207.0 1,172.5 +3 Calf Prices ($ per cwt.) 55.0 51.9 55.2 =0
Consumer Price Index Broiler Prices (¢ per 1b.) 33.0 28.5 25.0 +32
1967 = 100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 8.19 7.75 5.55 +48
i $ per ton) 290 290 245 +18

Kilowatt Hours - mi

Agriculture

($bil. - SAAR) 2Q 20.8 20.4 19.8 +5 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. N.A. N.A. N.A. (Dates: AUG, AUG) 1,042 = 1,088 =4
Plane Pass. Arr. 000's OCT 35.3 32.1 27.7 +27 Broiler Placements (thous.) 5,695 5,682 5,666 ¥ 1
Petroleum Prod. (thous.) NOV 86.0 85.5 91.0 =5 Calf Prices ($ per cwt.) 58.7 52.7 53.6 +10
Consumer Price Index Broiler Prices (¢ per Ib.) 32.0 26.0 26.5 +21
1967 = 100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 8.06 8.03 5.41 +49
ils 4 5 Broiler Feed Cost ($ per ton) 205 195 161 +27

Personal Income

Agriculture

($bil. - SAAR) 2Q 43.7 42.9 41.1 + 6 Farm Cash Receipts ~ $ mil.
Taxable Sales - $ bil. NOV 37.7 36.9 34.8 + 8 (Dates: AUG, AUG) 1,086 = 1,051 +3
Plane Pass. Arr. 000's OCT 160.7 146.5 156.0 +3 Broiler Placements (thous.) N.A. N.A. N.A.
Petroleum Prod. (thous.) NOV N.A. N.A. N.A. Calf Prices ($ per cwt.) 56.7 51:2 51.3 +11
Consumer Price Index Broiler Prices (¢ per 1b.) 30.0 28.2 23.0 +30

1967 = 100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 7.89 8.12 5.53 +43
Kilowatt Hours - mils. SEP 6.2 6.4 6.4 = 4 Broiler Feed Cost ($ per ton) 225 225 170 +32
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
on most recent data over prior year. R = revised.
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N 3 EMPLOYMENT

f ANN.
OCT SEPT OCT % OCT
1983 1983 1982 CHG. 1983

Civilian Labor Foros — thous. 112,042 112,197 110,767 +1  Nonfarm Employment- thous. 91,716

Total Employed - thous. 102,659 102,366 99,825 + 3 Manufacturing 19,195
Total Unemployed - thous. 9,383 9,830 10,942 -14 Construction 4,326
Unemployment Rate - % SA 8.8 9.3 10.5 Trade 20,752
Insured Unemployment - thous. N.A. N.A. N.A. Government 15,763
Insured Unempl. Rate - % N.A. N.A. N.A. Services 20,084
Mfg. Avg. Wkly. Hours 40.7 40.8 39.0 +4 Fin., Ins., & Real Est. 5,484
Avg. Wkly. Earn, - $ 363

uig

363 334 .59 Trans. Com. & Pub. Unl _5,079

Civilian Labor Force - thous. 27 14,6 z 14, :

Total Employed - thous. 13,292 13,353 12,987 + 2 Manufacturing 2,217

Total Unemployed - thous. 1,378 1,374 1,511 =9 Construetion 659
Unemployment Rate - % SA 9.6 9.5 10.7 Trade 2,758
Insured Unemployment ~ thous. N.A. N.A. N.A. Government 2,174
Insured Unempl. Rate - % N.A. N.A. N.A. Services 2,304
Mfg Avg. Wkly. Hours 41.1 41.1 39.9 +3 Fin., Ins., & Real Est. 668
Mfg. Avg. WKly. 317

Earn. - $

318

§C1v11ian Labor Force - thous.

1,769

1,745 1,752 £21 Nonfarm Employment- thous. 1,319

Total Employed - thous. 1,551 1,531 1,484 +5 Manufacturing 335
Total Unemployed - thous. 218 215 268 ~-19 Construction 61
Unemployment Rate - % SA 12.9 12.8 15.9 Trade 268
Insured Unemployment - thous. N.A. N.A. N.A. Government 293
Insured Unempl. Rate - % N.A. N.A. N.A. Services 218
Mfg. Avg. Wkly. Hours 41.7 41.6 39.8 + 5 Fin., Ins., & Real Est. 59

. Earn. - $ 316 _289

Mig. Avg. WKL 318 +10

5,113 4,37 Non arm Employment-thous 3,97

Civilian Labor Force - thous. 5,003 Fi1 3,877
Total Employed - thous. 4,571 4,697 4,483 + 2 Manufacturing 483 477 454
Total Unemployed ~ thous. 432 416 454 =9 Construction 264 261 243
Unemployment Rate - % SA 8.2 7.8 8.7 Trade 1,049 1,038 992
Insured Unemployment - thous. N.A. N.A. N.A. Government 646 631 634
Insured Unempl. Rate - % N.A. N.A. N.A. Services 938 932 898
Mfg. Avg. Wkly. Hours 40.9 40.8 40.0 + 2 Fin., Ins., & Real Est. 295 295 281
Mfg. Avg. Wkly. Earn. - $ 303 302 289 +5 Trans. Com. & Pub. Util. 233 233 229
Civilian Labor Force - thous. 2,696 2,695 2,693 + 0 Non!arm Employment- thous. 2,279 2,269 2,215
Total Employed - thous. 2,504 2,504 2,487 sk Manufacturing 515 513 499
Total Unemployed - thous. 192 191 205 =6 Construction 108 108 103
Unemployment Rate - % SA 7.3 7.2 8.0 Trade 544 542 525
Insured Unemployment - thous. N.A. N.A. N.A. Government 440 433 441
Insured Unempl. Rate - % N.A. N.A. N.A. Services 396 396 378
Mfg. Avg. Wkly. Hours 41.8 41.7 40.0 + 4 Fin., Ins., & Real Est. 121 121 117
Mfg. Avg. . Earn. - § 298 296 272 +9 Trans. Com. & Pub. Util. 148 148 145

Civilian Labor Force - thous. 1,930 1,924 1,892 +20 Nonfarm Employment- thous. 1,596
Total Employed - thous. 1,719 1,699 1,676 + 3 Manufacturing 194
Total Unemployed ~ thous. 210 226 217 =8 Construction 116

Unemployment Rate - % SA 11.3 12.1 11.7 Trade 368

Insured Unemployment - thous. N.A. N.A. N.A. Government 314

Insured Unempl. Rate - % N.A. N.A. N.A. Services 308

Mfg. Avg. Wkly. Hours 40.7 40.5 41.3 ] Fin., Ins., & Real Est. 80

Mfg. Avg. Wkly. Earn. - § 399 402 390 + 2 Trans. Com. & Pub. Util. 124

Civilian Labor Force - thous. 1,065 1,069 1,075 1 Nonfarm Employment- thous. 795 795 o |
Total Employed - thous. 948 947 956 =l Manufacturing 207 207 199 + 4
Total Unemployed - thous. 117 122 119 =2 Construction 39 39 42 <
Unemployment Rate - % SA 12.0 12.2 12.1 Trade 163 163 163 0
Insured Unemployment - thous. N.A. N.A. N.A. Government 182 181 182 0
Insured Unempl. Rate - % N.A. N.A. N.A. Services 124 123 124 0
Mfg. Avg. Wkly. Hours 40.6 40.8 39.6 +3 Fin., Ins., & Real Est. 33 33 33 0
- Mfg. Avg. Wkly. Earn. - $ 277 276 255 +.9 Trans. Com. & Pub. Util. 40 39 41 -3
~ Civilian Labor Force - thous. 2,208 2,179 2,149 + 3 Nonfarm Employment- thous. 1,714 1,702 1,684 2
~ Total Employed - thous. 1,999 1,975 1,901 # 9 Manufacturing 483 479 459 $5
.~ Total Unemployed - thous. 209 204 248 -16 Construction 71 69 72 =1

Unemployment Rate - % SA 10.5 10.3 12.2 Trade 366 367 366 0

Insured Unemployment - thous. N.A. N.A. N.A. Government 299 294 295 + 1
. Insured Unempl. Rate - % N.A. N.A. N.A. Services 320 320 318 1
- Mfg. Avg. Wkly. Hours 41.1 41.0 39.0 +5 Fin., Ins., & Real Est. 80 80 80 0
- Mfg. Avg. Wkly. Earn. - $ 312 310 282 +11 Trans. Com. & Pub. Util. 85 83 83 +2

91,116

14,498 "+ 1  Nonfarm Employment- thous.

296 +:.7 Trans. Com. & Pub. Util. 701

Trans. Com. & Pub. Utll. 71

SEPT
1983

19,148
4,282
20,747
15,369
19,961
5,501

1,587
193
115
367
310
308

80
124

5,077

oCT
1982

18,504
4,070
20,421
15,863
19,195
5,334

5,007

11,352

2,140
641
2,682

1,608
201
121
369

89,541

ANN.
%
CHG.

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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