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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 are removed. 

The structure of the banking industry 
has changed significantly during the 
last 10 years, largely because 
of t he accelerat ion of mult i -
bank ho ld ing company for-
mat ion and acquis i t ion 
activity in the 1960s. In 
1956, when Congress 
passed the Bank 
Ho ld ing Com-
pany A c t it 

state acqu i r ing bank ing organizatior 
in o ther states. 

Some ev idence of t he prob ( 

ble compe t i t i ve impac t o 
banking markets of allowir 

this type of expansio 
may be gleaned froi 

the Florida expei 
enee. Florida w< 

a h o t b e d < 
ho ld ing con 

covered 
mul t ibank 
panies.1 Between 
1956 and the mid-
1960s, the pace of mul t i -
bank holding company for-
mations remained rather slow; 
the number stood at 74 in 1967.2 

By 1970, however, the number had 
expanded to 121,3 by 1976 to 308, 
and in 1982, the number had grown to 
522. These 522 mu l t i bank ho ld ing com-
panies held over $821 bil l ion in deposits and 
control led 3,039 banks. Yet most importantly, 
this organizational form had changed the struc-
tu re of t he bank ing industry.4 

Most multibank holding company acquisition 
act iv i ty du r i ng t he 1970-1983 per iod was of 
the market extension type—acquisi t ion of banks 
in separate bank ing markets. This is the t ype of 
acquis i t ion act iv i ty one w o u l d expect if geo-
graphic restr ict ions on interstate bank ing were 
removed—banks or ho ld ing compan ies in one 

'Board of Governors of the Federal Reserve System, Federa l Reserve 
Bu l l e t i n , October 1958, p. 1224 

••Ibid, August 1968, p. A-93 
3 l b id , August 1971, p. A-98. 
4Board of Governors of the Federal Reserve System, "Banking Holding 
Companies and Subsidiary Banks as of December 31, 1976." 

pany act ivi l 
du r ing th 

1970s. The stat 
ma in ta ined a un 

bank ing structur 
through most of this pei 

o d that fostered the growt 
of a relat ively large n u m b e r c 

holding companies. This is analc 
gous to the interstate banking pre 

h ib i t ions that l im i ted banks' gee 
graphic expansion to a single state Th 

interstate restrictions fostered the growt 
of many banking organizations in the natior 

In Florida each bank was l imited to one locatioi 
but through the holding company device, 
number of geographical ly l im i ted banks couV' 
be t ied together. Holding companies in Floricv 
expanded largely by acquir ing existing bank: 
and because of the bank ing authorities an 
antitrust laws, their acquisit ions were largely < 
the marke t extens ion type. The same type c 
expansion is expec ted if interstate b a n k i n 
proh ib i t ions are removed. 

The holding company structure al lowed Floric 
banking organizations to expand into marke) 
p roh ib i t ed to a single bank. Repeal of th 
interstate bank ing proh ib i t ions w o u l d have i 
similar e f fect over a larger area. Florida ho ld i r 
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companies f o u n d themselves c o m p e t i n g head-
to -head w i t h s imi lar ins t i tu t ions t h r o u g h o u t 
the state in d ispersed markets. M u c h the same 
w o u l d occu r na t i onw ide . 

W h a t can t he Flor ida expe r i ence te l l us 
abou t w h a t t he na t ion may expe r ience if or 
w h e n t he interstate b a n k i n g p roh ib i t i ons are 
removed? If banking firms are a l lowed to expand 
in to n e w markets and f i nd themse lves in d i rec t 
c o m p e t i t i o n w i t h s imi lar organizat ions in many 
of these markets, w i l l t he level of marke t 
c o m p e t i t i o n increase or decrease? This is an 
i m p o r t a n t q u e s t i o n in t r y i n g t o d e t e r m i n e 
w h e t h e r in ters tate expans ion w i l l bene f i t t h e 
nat ion's e c o n o m y . 

The Linkage Theory 
Conceptually, the theory of " l inked ol igopoly" 

has of ten been appl ied in analyzing the probable 
c o m p e t i t i v e i m p a c t of m u l t i m a r k e t bank ing 
firms in the banking industry. The theory basically 
asserts tha t t he m o r e o f t e n m u l t i m a r k e t f i rms 
c o m e i n to d i rec t con tac t in a n u m b e r of geo-
graphical ly d ispersed markets, t he less l ike ly 
these f i rms are t o take aggressive act ion in any 
one marke t for fear of reta l ia t ion in o the r 
markets where they may be more vulnerable. In 
effect, it c o n t e n d s that t he p resence of a 
n u m b e r of mu l t imarke t firms, compe t i ng w i t h 
one ano the r in m a n y markets, w i l l t e n d t o 
w e a k e n compe t i t i on regardless of the degree of 
concentrat ion in that local marke t The ev idence 
repor ted in th is ar t ic le tends t o re ject t he 
l inked o l i gopo l y t heo ry in t he case of Florida. 

The l i nked o l i gopo l y t heo ry is based on t he 
idea tha t t he c o m p e t i t i v e behav io r of rivals is 
i n t e rdependen t The cooperat ion of the rivals is 
basically t he result o f t w o or m o r e f i rms shar ing 
a relat ively large po r t i on of a market . This 
increases the cer ta inty that a compe t i t i ve act ion 
wi l l a f fec t a rival d i rec t l y a n d adversely, thus 
resul t ing in a p red i c tab le compe t i t i ve reaction. 
In conven t i ona l forecast ing models , th is leads 
to a s i tua t ion in w h i c h c o m p e t i t i o n is r e d u c e d 
and is rep laced by tacit agreements or coalit ions 
b e t w e e n rival organizat ions. Each f i rm recog-
nizes tha t its c o m p e t i t i v e act ions w i l l adverse ly 
af fect a rival, w h o w i l l react in a predictable 
manner . 

In such si tuat ions, several a l te rnat ive act ions 
are possible. In o n e ex t reme, t he rivals re-
cognize the potent ial for a monopo l y situtation 
and f o r m a coa l i t ion t o coope ra te rather t h a n 

c o m pete .A l ternat ive ly , t he organizat ions may 
a t t e m p t to second-guess their rivals, thus sharp-
en ing c o m p e t i t i o n . Elinor S o l o m o n recogn ized 
these t w o ex t remes a n d asserted tha t t he 
ini t ia l degree of c o m p e t i t i o n be tween firms in a 
given marke t may d e t e r m i n e h o w t h e y behave 
as they e x p a n d in to o the r markets: 

" M u l t i p l e c o n t a c t b y t h e s a m e b a n k i n g 
leaders w i t h i n a state, in progressively m o r e of 
t ha t s ta te 's b a n k i n g m a r k e t s , m a y se rve t o 
s t rengthen t h e l ines of c o m m u n i c a t i o n be-
t w e e n t h e m a n d increase t he a d h e r e n c e t o any 
pre-ex is t ing g roup c o m p e t i t i v e s tandard, " she 
said. "O r , conversely, t he in ter -market mesh ing 
of t he same banks may he igh ten c o m p e t i t i v e 
in te rac t ion if i n te rbank rivalry is in tense t o 
begin w i t h . " 5 

Between these t w o extremes, many dif ferent 
courses of ac t i on may result. The l i nked theory 
of o l i gopo l y is based o n t he assump t i on tha t 

"The holding company structure 
al lowed Florida banking 

organizations to expand into 
markets prohibited to a single bank 

Repeal of the interstate banking 
prohibit ions would have a similar 

effect over a larger area" 

t w o f i rms recogn ize t he advantage of coa l i t ion 
and coope ra t i on and, hence, l im i t the i r com-
pet i t i ve act ions. 

In summary, t he rat ionale for the pred ic tab le 
ac t ion- reac t ion sequence is that t w o f i rms 
share a re lat ive ly large po r t i on of a g iven 
market—therefore , any compe t i t i ve act ion that 
s t rengthens o n e f i rm's c o m p e t i t i v e pos i t ion 
wil l adversely affect its rival's competi t ive situation. 

In a m u l t i m a r k e t s i tuat ion, acco rd ing t o t he 
l i nked theory , t h e same t y p e of logic prevails. 
As t w o f i rms f i nd themse lves c o m p e t i n g in a 
larger numbe r of markets, they f ind it necessary 
t o take in to accoun t t he poss ib i l i ty that an 
aggressive c o m p e t i t i v e ac t ion in any o n e mar-
ket may cause t he rival to retal iate in s o m e 

3See Elinor Harris Solomon, "Bank Merger Policy and Problems: A 
Linkage Theory ot Oligopoly," J o u r n a l of Money , Cred i t , and Bank ing , 
February 1970, pp. 323-35. 
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o the r m a r k e t The mo re clear ly t w o f i rms re-
cogn ize that the i r sales or depos i ts are origi-
na t ing f r om a c o m m o n g roup of markets, t he 
less l ike ly t h e y are t o in i t ia te aggressive com-
pe t i t i on , acco rd ing t o this theory . Fo l l ow ing 
th is t o its logical conc lus ion, w e c o u l d argue 
tha t as t he n u m b e r of m e e t i n g po in ts increases 
a m o n g m u l t i m a r k e t f i rms rep resen ted in a 
given market, the compet i t ion w i th in that market 
w i l l t e n d t o w e a k e n regardless of t he market 's 
level of concen t ra t i on or o the r local factors. 

This, then, provides the hypothesis t o be 
tested: if the l inked theory is correct the market's 
c o m p e t i t i v e p e r f o r m a n c e shou ld be r e d u c e d 
as t he number of mu l t imarke t meet ing points 
increases. If w e f i nd emp i r i ca l s u p p o r t for t he 
l i nked theory , t h e n w e may argue that this gives 
s o m e ev idence that in ters ta te bank ing wi l l 
c reate less compet i t i ve markets. Through a test 
of th is hypothes is , however , w e may d iscover 
emp i r i ca l suppo r t for a conc lus ion o p p o s i t e 
that suggested by t he l i nked t h e o r y — t h a t in-
creased l inks actua l ly st imulate market com-
pet i t ion . In such a case, t he e v i d e n c e w o u l d 
suggest that a l l ow ing banks t o m e e t in a greater 
n u m b e r of geographica l ly dispersed markets 
may enhance c o m p e t i t i o n . 

Testing the Hypothesis 
This hypothesis has been tested three previous 

t imes, w i t h o n e s tudy suppo r t i ng the l i nked 
theory , wh i l e t w o others us ing simi lar mode l s 
b u t d i f f e ren t da ta sets f o u n d no suppo r t for t he 
l inked hypothesis. (See t he box for a descr ipt ion 
of th is l i terature). M u c h of t he d i ve rgence 
resu l ted f r om the p e r f o r m a n c e measures—the 
measures of a market's compet i t iveness—used. 
A second l im i ta t ion is tha t each of t h e prev ious 
studies used data for a single year. The diver-
gent f ind ings, there fo re , may have resu l ted 
f r om factors i n f l uenc ing marke t per formance in 
one t i m e p e r i o d bu t n o t in another . To correct 
for these l imi ta t ions, w e d e v e l o p e d a mode l 
based on an unambiguous market per formance 
measure, prof i ts. H igher marke t prof i ts w e r e 
associated w i t h less c o m p e t i t i o n , a n d lower 
marke t prof i ts w e r e associated w i t h a greater 
degree of c o m p e t i t i o n . In add i t i on , t o of fset 
t h e second l im i ta t ion of t he prev ious studies, 
w e e m p l o y e d a bank ing data base u n i q u e t o 
t he Federal Reserve Bank of At lanta. It inc ludes 
call and income report in format ion for all banks 

in t h e Sixth Federal Reserve Distr ic t f r o m 1969 
t h r o u g h 1977 . The base also adjusts for branches 
a n d o t h e r o rgan iza t i ona l character is t ics t o 
ensure that all compet i t ive entit ies are ident i f ied 
in all marke t areas. W i t h this data base, w e 
w e r e ab le t o poo l cross-sect ion and t i m e series 
da ta fo r t he years 1 9 6 9 th rough 1977 , w h i c h 
a l l o w e d a test for t he stabi l i ty of t h e resu l t ing 
coef f ic ients . 

W e emp loyed t w o samples, bo th using Florida 
banks only . The first sample cons is ted of 62 
Florida marke ts as d e f i n e d by t he At lan ta Fed 
and used by t he Board of Governors in actual 
merger a n d acqu is i t ion cases. W e fee l these 
markets are super io r t o those typ ica l l y used in 

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

the market's competit ive 
performance is reduced." 

such studies, usua l ly Standard Met ropo l i tan 
Statist ical Areas (SMSA) or count ies. (Banks 
o f t e n use na r rower marke t def in i t ions. For a 
fuller explanat ion of banking market definit ions, 
see Dav id D. W h i t e h e a d , " R e l e v a n t Geograph ic 
Markets : H o w Shou ld They Be De f i ned , " th is 
Review, January-February 1980, pp. 20-28) W e 
also emp loyed a second sample consisting of 
markets d e f i n e d as SMSAs in o rder t o c o m p a r e 
results w i t h earlier studies. W e calculated market 
statistics tak ing h o l d i n g compan ies a n d indi-
v idua l banks as marke t part ic ipants. Data on 
ind iv idua l banks a n d ho ld ing c o m p a n y sub-
s id iar ies w e r e u s e d t o i d e n t i f y o rgan i za t i ons , 
w h i c h a l l owed cons t ruc t i on of t he l i nked vari-
ables desc r i bed be low. Uni ts of observat ion for 
t he l i nked measures are bank ing organizat ions, 
and w e aggregated these w i t h i n t he geographic 
boundar ies for d e f i n e d marke ts or SMSAs. The 
m o d e l tes ted f o l l o w e d the general f o r m of 
those prev ious ly e m p l o y e d : 

M a r k e t Profits = f ( n u m b e r of m u l t i m a r k e t 
l inks, t he level of marke t concen t ra t ion , and 
marke t growth.) 

Each var iab le is ca lcu la ted in t he f o l l o w i n g 
manner : 

RRA = M a r k e t N e t I n c o m e 

Tota l M a r k e t Assets 
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H = Her f i ndah l i ndex ( the sum of t he 
squared marke t shares of each bank in t h e 
market.) 

G = pe rcen tage change in to ta l depos i ts 
f r om a base year fou r years earl ier 

As for t h e l ink variables, uncer ta in ty as t o 
precisely h o w m u l t i m a r k e t contac ts shou ld 
affect co l lus ive or ant i -co l lus ive behav io r led 
t o the d e v e l o p m e n t of 10 l inkage measures, 
des igned t o cap tu re b o t h quan t i t a t i ve a n d 
qua l i ta t ive aspects of l inkage. The ca lcu la t ion 
fo l lows that of W h i t e h e a d (1978) . 

L-j = n u m b e r of l inks or marke ts in w h i c h 
t he t w o largest organizat ions in t he g iven 
market meet and compete against one another 

"In fact, our f indings support the 
opposite behavioral assumption— 

that is, as the number of links 
between firms increases, the degree 
of competi t ion between those firms 

increases" 

L2 = n u m b e r of l inks in w h i c h t h e t w o 
largest organizat ions in a g iven marke t com-
pe te w h e r e b o t h are a m o n g the f ive largest 
organizat ions in these markets; 

L3 = n u m b e r of l inks in w h i c h t he t w o 
largest organ iza t ions in a g iven marke t com-
pete w h e r e e i ther is a m o n g t h e f ive largest 
organizat ions in these markets; 

L4 = n u m b e r of l inks in w h i c h t he t w o 
largest organizat ions in t he given market 
have a c o m b i n e d marke t share that exceeds 
33 percent of that market's three-organizat ion 
concen t ra t i on ratio; 

L5 = n u m b e r of l inks in w h i c h t he t w o 
largest organizat ions in a marke t c o m p e t e 
whe re t he th ree-o rgan iza t ion concen t ra t i on 
ratio exceeds 8 0 percent ; 

l_6 = n u m b e r of l inks in w h i c h t he t w o 
largest banks in a marke t c o m p e t e w h e r e 
t he m a r k e t ' s t o t a l d e p o s i t s e x c e e d $ 5 0 
mi l l ion; 

i y = n u m b e r of l inks in w h i c h t h e t w o 
largest organ iza t ions in a marke t c o m p e t e 
whe re t he markets are SMSAs and w h e r e 
bo th are a m o n g the t o p f ive organizat ions in 
the SMSAs. 

Lg = n u m b e r of l inks in w h i c h any t w o of 
t he f ive largest organizat ions in t he marke t 
c o m p e t e w i t h each o the r in ano the r market ; 

L9 = t he share of tota l depos i t s t he t w o 
largest organ iza t ions in a marke t ob ta in f rom 
c o m m o n marke ts—ca lcu la ted as a pe rcen t 
of the t w o organizat ions' total s ta tewide de-
posits; 

L-10 = us ing t h e f ive largest organ iza t ions 
in the marke t—the actual deposits any t w o 
organizat ions o b t a i n f r o m c o m m o n markets 
d iv ided by the total deposi ts the organizat ions 
po ten t ia l l y c o u l d h o l d in c o m m o n . 
N o t e tha t L7 uses SMSAs as t he un i t of 

observat ion. This gives us an a l te rnat ive marke t 
def in i t ion to compare w i th the def ined markets. 
W e used a s imp le covar iance m o d e l t o test t he 
stabi l i ty of t he coef f ic ien ts over t he f ive year 
pe r iod f r o m 1973 -1977 . In a d d i t i o n t o t he 
theore t i ca l l y insp i red RRA as a p e r f o r m a n c e 
measure, RRL (rate of re turn o n loans, i.e. 
in terest a n d fees on loans / to ta l loans) and RPD 
(rate paid on deposits, i.e. interest paid on 
depos i t s / t o ta l deposi ts) w e r e used f o l l o w i n g 
o ther studies. Because t he in te rp re ta t ions of 
the results using RRL or RRD are not unambigu-
ous, w e d o not repor t t h e results here.6 

Test and Results 
The m o d e l t es ted t o o k the f o l l o w i n g fo rm: 

P = f(L, H, G) 
w h e r e P is t h e marke t pe r f o rmance var iable 
and the i n d e p e n d e n t var iables are t he l i nked 
measure (L), t he marke t Her f i ndah l concen-
trat ion index (H), and the market growth variable 
(G). The m o d e l was run 10 t imes, chang ing on ly 
t he l i nked measure used. The results of the 10 
runs are repo r ted in Tab le 1. 

Results of t he emp i r i ca l test of t he l i nked 
o l i gopo ly hypo thes is are r e p o r t e d in Tab le 1, 
and are cons is ten t w i t h t h e results r e p o r t e d by 
Rhoades (1983) a n d W h i t e h e a d (1978 ) ; it 
found no support for the linked oligopoly hypothe-
sis. Table 1 repor ts the results of on ly n ine runs; 
t he t e n t h run is r e p o r t e d in Tab le 2 and w i l l be 
t rea ted separately. The reason is tha t Ly is 
based on SMSAs and all o the r runs w e r e based 
o n d e f i n e d markets as t he un i t of observat ion . 
Table 1 shows that the Herf indahl concentrat ion 

6See David D. Whitehead, "An Empirical Test of the Linked Oligopoly 
Theory: An Analysis of Florida Holding Companies," P roceed ings f r o m 
a C o n f e r e n c e o n Bank S t ruc tu re a n d C o m p e t i t i o n , Federal Reserve 
Bank of Chicago, April 27-28, 1978, pp. 119-140. 

FEDERAL RESERVE BANK O F ATLANTA 7 

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



Table 1: 1973-77 Pooled Defined Markets/Dependent Variable RRA 

Link Li H G Constant ° 2 ° 3 ° 4 R7F 

L 1 - . 0012974 .0050338 - . 0005092 .0093168 - . 0013073 - . 0035556 - .003947 - . 0026502 .3034 L 1 
( -2 .5929)a (6.9661 )a ( - .90012) (12.621) ( -2 .6044)3 ( -6 .7447)3 ( -5.413)3 ( -4 .4769)a 20.231 

L 2 - .00031104 .0051067 - . 00045174 .0092062 - .0013311 - .0035434 - . 0030802 - 0 0 2 6 7 3 1 .3017 
( -2 .4426)a (7.1056)3 ( - .80265) (12.639) ( -2 .6081 )a ( -6 .7153)3 (—5.3832)a ( -4 .4992)a 20.075 

L 3 - .00016591 .0050572 - .00045734 .0092547 - . 0 0 1 3 2 1 5 - .0035641 - . 0030897 - .0026341 3020 
(—2.4637)3 (6.9873)a ( - .81234) (12.59) ( -2 .6282)a ( -6 .7504)a ( -5 .3985)3 ( -4 .4474)3 20.096 

L 4 - . 0027507 .0049193 - . 0052452 .0094176 - .0013287 - 0 0 3 5 7 2 9 - . 0031246 - . 0026706 .3085 
(—2.9992)a (6.8031)3 ( - .93613) (12.853) ( -2 .6558)3 (—6.8008)3 (—5 482)a ( -4 .5287)3 20.697 

l 5 
- . 00073591 .0053447 - .0002471 .0088106 - . 001283 - 0 0 3 5 1 6 6 - .0030294 - . 0025726 .2935 

( -1 .5352) (7.4980)3 ( - .44462) (12.552) ( -2 .5382)a (—6.6274)a (—5.269)3 ( -4 .321 7)a 19.334 

L 6 - . 00012974 .0050338 - . 0005092 .0093168 - . 0013073 - . 0035556 - .0030947 - .0026502 .3034 L 6 
( -2 .5929)3 (6.9661 )a ( - .90012) (12.621) ( -2 .6044)a (—6.7447)3 ( -5.413)a ( -4 .4769)3 20.231 

L 8 -000076295 .0042946 - .0004722 .0096781 - . 0011895 - .0034843 - . 0029803 - . 0025464 .3049 
( -2 .7142)3 (5 1298)3 ( - .84259) (12.181) (—2 3712)a ( -6 .6243)3 (—5.2313)a ( -4 .3254)3 20.363 

L 9 - 0 0 1 5 0 6 4 .0051191 - .00044099 .0092051 - . 0012893 - .0035522 - . 0030813 - . 0026383 .3003 
( -2 .3074)b (7 0999)3 ( - .78185) (12.520) ( -2 .5635)a ( -6.722)3 (—5.3778)a ( -4.4451)3 19.943 

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

Table II: Pooled 1973-77 SMSAs(only Link 7) 

Dependent 
Variable L7 H G Constant D 1 D 9 Do DA R 7 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% 
c = Significant at 5% 

measure is pos i t ive a n d stat ist ical ly s igni f icant 
in exp la in ing var ia t ion in t he rate of re turn on 
assets or profits. This is consistent w i th tradit ional 
theory ; as concen t ra t i on increases, prof i ts in-
crease. In add i t i on , Tab le 1 shows that, w i t h t he 
e x c e p t i o n of L5 a n d L9, all the l i nked measures 
are s igni f icant at t he 1 pe rcen t level and L9 is 
s igni f icant at t h e 2.25 percent level. On ly L5 

p r o v e d insigni f icant, bu t th is var iable relates 
on ly t o very h igh ly concen t ra ted markets, w i t h 
th ree- f i rm concen t ra t ions above 80 percent . 
The sign of each of the l inked measures is 
negat ive, w h i c h suggests that as t h e n u m b e r of 
links increases, profits are reduced, the oppos i te 

f rom what is expec ted under the l inked oligopoly 
hypothesis . It shou ld b e n o t e d tha t t he poo led 
cross-sect ion a n d t ime-ser ies data resul ted in R 
squares of around .30—a substantial improve-
m e n t over t he prev ious single pe r i od obser-
vat ion.7 The test for va l id i ty of poo l i ng cross-
sect iona l and t ime-ser ies da ta p r o v e d posi t ive 
for all l inks excep t L10, w h i c h c o n f i r m e d the 
stabi l i ty of t he var iable across t ime. 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."8 Elinor Solomon 
on a theoretical level applied this concept to the banking 
industry and called it "linked oligopoly."9 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 markets10 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 
in the 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-

8Corwin Edwards, "Conglomerate Bigness as a Source ot Power," Business 
Concen t ra t i on and Pr ice Pol icy, NBER: 1 9 5 5 . pp. 331-59. 

"Solomon, op. cit. 
'"Arnold A Heggestad and Stephen A Rhoades, "Mult imarket Inter-

dependence and Local Market Competit ion' Review of E c o n o m i c s and 
Stat is t ics (November 1978), pp. 523-532. 

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 hypothesis11 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.12 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 
thefindings of Whi tehead^ 978) 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. 

"Whi tehead, op. cit. 
, 2Stephen Rhoades, "The Effect of Mult imarket Interdependence on 

Market Performance and Rivalry." (unpublished!. 

t h e e v i d e n c e f r o m T a b l e 1 does no t s u p p o r t 
t h e l i n k e d o l i g o p o l y hypo thes i s . In fact , it l ends 
ra ther s t r o n g s u p p o r t t o t h e p r o p o s i t i o n t ha t 
mu l t imarke t links p r o d u c e more, no t less, com-
pe t i t i on . 

W e c a l c u l a t e d o n e l ink m e a s u r e (L7) us ing 
SMSAs as t h e m a r k e t d e f i n i t i o n in con t ras t t o 
d e f i n e d marke ts . T a b l e 2 repo r t s t h e resul ts 
us ing L7 in t h e same m o d e l . C o n c e n t r a t i o n in 
t h e p ro f i t s e q u a t i o n us ing SMSA d e f i n i t i o n s is 
ins ign i f icant , w h i l e it is h i gh l y s ign i f i can t in t h e 
pro f i ts e q u a t i o n us ing d e f i n e d marke ts . Th is 
i nd ica tes that de f i ned markets may be bet te r 

o b s e r v a t i o n un i ts t h a n SMSAs. But m o s t i m p o r -
tan t l y , L7 is no t s ta t is t ica l ly s ign i f icant . Again, 
th is o f fers n o s u p p o r t fo r t h e l i n k e d o l i g o p o l y 
hypo thes i s . 

O u r resul ts i n d i c a t e l i t t le or n o e m p i r i c a l 
s u p p o r t for t h e l i n k e d o l i g o p o l y hypo thes i s , 
w h i c h is cons i s ten t w i t h t h e f i nd ings of W h i t e -
head (1978) and Rhoades (1983) . In fact, t he 
emp i r i ca l results s h o w a s t rong inverse relat ion-
sh ip b e t w e e n l i n k e d measu res a n d rate o f 
r e tu rn o n assets (profits). In o the r words, prof i ts 
dec rease as l inks increase, w h i c h is t h e d i r e c t 
o p p o s i t e o f w h a t o n e w o u l d expec t f r om t h e 
l i n k e d hypo thes i s . 
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Conclusions 
The emp i r i ca l e v i d e n c e p resen ted does not 

support t he hypothes is that marke t ex tens ion 
activities by banking organizations have reduced 
marke t c o m p e t i t i o n . O n e appa ren t reason for 
this is that t he theo ry is set in a f r a m e w o r k of 
f e w f i rms c o m p e t i n g in a l im i ted number of 
geographic markets, wh i le the bank ing industry 
even w i th in states is character ized by a relatively 
large n u m b e r of c o m p e t i t o r s increasingly cap-
ab le of en te r i ng d ispersed geographic markets. 
C o u p l e this w i t h t he lack of scale e c o n o m i e s 
f o u n d in t he bank ing indus t ry and it b e c o m e s 
clear tha t even relat ively smal l compet i to rs may 
be in f luen t ia l in g iven markets. This again 
w o u l d suggest that collusion and tacit agreements 
in t he b a n k i n g indust ry w o u l d be ex t reme ly 
d i f f i cu l t t o in i t ia te or main ta in . 

"The empirical ev idence-does not 
support the hypothesis that market 

extension activities by banking 
organizations have reduced market 

competition." 

The results seem to suppo r t t h ree ma jo r 
conc lus ions. First, o n a pract ical level, mul t i -
market links do affect the degree of compet i t ion 
w i t h i n re levant geographic banking markets in 
Florida. Every l i nked measure used except t w o 
showed a statistically significant negative relation-
ship t o our measure of profits in def ined markets. 
Second, o n t he theore t i ca l level, w e f o u n d no 
ev idence that w o u l d support the l inked ol igopoly 
hypothesis unambiguously. In fact, our f indings 
suppo r t t he o p p o s i t e assump t i on—tha t is, as 
t he n u m b e r of l inks b e t w e e n f i rms increases, 
the degree of compet i t ion be tween those firms 
increases. 

This seems to b e reasonable behavior , even 
on theore t i ca l grounds, w h e n t h e f i rms' mul t i -
marke t expans ion act iv i ty is cons t ra ined to a 
single state. This const ra in t l imi ts t he n u m b e r 
of po ten t ia l markets f i rms may enter and, 
hence, increases t he po ten t ia l that a g iven 
number of mul t imarket organizations may serve 
all markets. At t he ex t reme, all m u l t i m a r k e t 
f i rms may mee t in all markets; there fo re , all o f 
their sales or depos i ts may be de r i ved f r om 
mu tua l markets. M u l t i m a r k e t f i rms w o u l d t h e n 
f ind themselves in very much the same posit ion 
as in a single market : c o m p e t i n g for a l im i t ed 
number of c o m m o n customers. The compet i t i on 
in any marke t w o u l d t hen d e p e n d o n the 
re lat ive size d i s t r i bu t i on of all m u l t i m a r k e t 
f i rms a n d not on t he n u m b e r of con tac t points. 

This observat ion leads to our th i rd conclusion, 
that, judg ing f rom the Florida experience, mult i-
marke t l inks b e t w e e n organizat ions tend to 
increase t he degree of c o m p e t i t i o n w i t h i n 
re levant geographic bank ing markets. G iven 
t he large n u m b e r of m u l t i m a r k e t organizat ions 
in Florida and the i r relat ive size d is t r ibu t ion , 
this ind ica tes that a pol icy of max imiz ing mult i-
marke t m e e t i n g po in ts has p r o v e d t o be desir-
ab le in tha t state. 

If geograph ic barriers t o in ters tate bank ing 
are removed, links among banking organizations 
n a t i o n w i d e may increase. To the extent that our 
f ind ings in Florida may be applicable across the 
nat ion, b a n k i n g c o m p e t i t i o n w o u l d increase. 
The na t ion is s tar t ing w i t h a bank ing s t ruc ture 
resemb l i ng that of Florida in t he early 1970s— 
large numbers of geographically dispersed com-
pet i tors. Therefore , it seems reasonable to 
c o n c l u d e that legislat ive changes that increase 
the number of markets in wh i ch major firms 
c o m p e t e t h r o u g h o u t the na t ion are l ikely t o 
increase the level of c o m p e t i t i o n . 

— David D. Whitehead 
and Jan Luytjes 
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Deficits and Monetary Growth 

Despite low current inflation, the historic links between federal deficits and 
monetary growth may have influenced last year's market expectat ions of future 

increases in inflation. 

What does a $ 2 0 0 b i l l i on federa l de f ic i t in 1 9 8 3 
and a p r o j e c t e d near- repeat in 1984 i m p l y for 
U.S. in terest rates and inf lat ion? This art ic le w i l l 
look at t h e Reagan admin is t ra t ion 's m i d - 1 9 8 3 
budget p ro jec t ions for 1983 and 1984 . It w i l l 
t race past a n d p r o s p e c t i v e de f i c i t f i n a n c i n g 
th rough t o pr iva te savings a n d i nves tmen t in t h e 
nat ional i n c o m e accoun ts a n d to changes in t h e 
c o m p o s i t i o n of t he ou t s tand ing federa l deb t . 
Our s tudy suggests that the record of previous 
links b e t w e e n federa l def ic i ts and mone ta r y 
g rowth may have f o r m e d the basis for marke t 
expectat ions in 1983 of future increases in inflation 
desp i te l o w cu r ren t in f la t ion. 

Over t he p o s t - W o r l d W a r II per iod, a o n e 
percentage po in t increase in t he def ic i t re lat ive 
to C N P has been associated on t h e average w i t h 
abou t a o n e a n d o n e half pe rcen tage p o i n t 
increase in m o n e t a r y g row th ( M l ) . This g r o w t h 
in tu rn has been associated w i t h a b o u t t he same 
increase in in f la t ion af ter a lag of m o r e than t w o 
years. The admin is t ra t ion 's p ro j ec ted def ic i ts of 
roughly 6 p e r c e n t of G N P in 1983 and 1 9 8 4 
wou ld , if past re la t ionsh ips w e r e repeated , b e 
associated w i t h a 9 pe rcen t g row th in b o t h M l 
and inf lat ion. Since a 9 pe rcen t in f la t ion rate is 
abou t tw i ce t he rate obse rved t h rough mos t of 

1983 , t h e histor ical record imp l ies tha t in f la t ion 
cou ld be expec ted to doub le—a forecast roughly 
in l ine w i t h t he t e r m s t ruc ture of in terest rates 
last year. Long- term g o v e r n m e n t b o n d rates 
hove red a round a 12 percen t annua l rate, re-
p resen t ing rough ly a 3 pe rcen t real y ie ld if 
in f la t ion w e r e t o persist at 9 pe rcen t fo r thQ l i fe of 
t he bonds. O n t h e o t h e r hand, t h r e e - m o n t h 
Treasury bi l ls w e r e y i e l d i ng a b o u t 9 percent , 
represen t ing a real y ie ld of 4 pe rcen t g iven t he 
cur ren t in f la t ion rate of a p p r o x i m a t e l y 5 percent . 

Expectations of monetary growth and inflation, 
as t hey have b e e n l i nked histor ical ly t o def ic i ts , 
apparen t l y w e r e an i m p o r t a n t factor a c c o u n t i n g 
for high long-term yields in 1983. W h e t h e r history 
has t o b e repea ted d e p e n d s on t h e wi l l ingness 
and ab i l i t y of U.S. e c o n o m i c po l i cy e i ther t o 
reduce def ic i ts or t o b reak the i r l ink t o m o n e t a r y 
g rowth . In o the r places a n d at o the r t imes, 
def ic i ts have had b u t l im i t ed ef fects o n in terest 
rates a n d in f la t ion, so the re is h o p e tha t t h e 
in f la t ionary po ten t i a l of u n p r e c e d e n t e d def ic i ts 
m igh t be con ta ined . 

Real Deficits and Real Interest Rates 
A n ar t i c le in t h e January 1 9 8 3 Economic 

Review p resen ted e v i d e n c e that t h r o u g h 1981 
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T a b l e 1 . I n f l a t i on , R e a l Dé f i c i t s , a n d R e a l I n t e r e s t R a t e s 

( P e r c e n t ) 

3 M o n t h 

R e a l D e f i c i t T r e a s u r y Bi l l R a t e 

Y e a r I n f l a t i o n H i g h E m p l o y m e n t G N P N o m i n a l R e a l 

1 9 8 1 8 .9 14.1 5 .2 
1 9 8 2 4 . 4 3 .2 1 0 . 7 6 .3 
1 9 8 3 4 . 6 a 4 . 7 C 9 . 3 ° 4 . 7 
1 9 8 4 5 . 0 3 3 . 8 ° 

aMid-Sess ion Review of the 1984 Budget Office of Management and 
Budget, July 25, I983. 

b Assumes inflation was correctly anticipated. 

C a l c u l a t e d based on economic assumption of a 3.0 percent growth rate in 
high employment real output in 1982 and 3.5 percent in 1983 and 1984. 

d Ju ly 1. 

real federa l def ic i ts ad jus ted for in f la t ion pre-
m i u m s in in terest rates had m a d e o n l y a smal l 
impact on real interest rates similarly adjusted.1 It 
es t ima ted f r o m the histor ical record tha t a one 
percen tage po in t increase in t he real de f ic i t 
re lat ive t o h igh e m p l o y m e n t G N P w o u l d raise 
real rates rough ly o n e percentage point . 

Real Deficits and Inflation 
In f la t ion dece le ra ted in 1982 a n d in to 1983 

desp i te large federa l def ic i ts, p rov i d i ng e v i d e n c e 
that large deficits need not always be inflationary. 
Tab le 1 shows tha t t he re lat ive real de f i c i t rose t o 
3.2 pe rcen t in 1982 f r om zero in 1981, yet 
in f la t ion fel l f r o m 8.9 pe rcen t t o 4.4 p e r c e n t 2 

W h a t a b o u t t he future? Tab le 1 records actual 
data for 1981 and 1982 and data based o n m id -
1983 administrat ion forecasts for 1983 and 1984. 
The pro jec ted $200 b i l l ion def ic i ts w o u l d raise 
re lat ive real deficits, bu t not to an unpreceden ted 
degree. The def ic i t was tha t high br ie f ly du r i ng 
t he 1975 recovery per iod, and in W o r l d W a r II 
t h e de f i c i t rose t o an e n o r m o u s 25 pe rcen t of 
GNP. 

'Wil l iam G. Dewald. "Federal Deficits and Real Interest Rates: Theory and 
Evidence,' Federal Reserve Bankof Atlanta E c o n o m i c Review(January 
1983), 20-29. 

2The relative real deficit is def ined as: 

2 _ D E F -PE(DEBT) 

°2 YF 

Must Deficits Cause Inflation? 
Histor ical ly, ma jor in f la t ionary per iods o f t e n 

have b e e n associated w i t h g o v e r n m e n t def ic i ts, 
i nc lud ing every w a r t i m e expe r i ence in Amer i can 
history. O t h e r examp les can be f o u n d in t h e 
hyper in f la t ions of recen t years in several Latin 
Amer i can count r ies and in Israel. But these 
examp les d o n o t p rove tha t in f la t ion m igh t no t 
occu r even if t h e g o v e r n m e n t b u d g e t w e r e 
ba lanced nor tha t in f la t ion mus t a c c o m p a n y 
def ic i ts. In f la t ion f la red in t h e decades be fo re 
W o r l d War I even though budgets were essentially 
ba lanced. That in f la t ion was largely a conse-
q u e n c e of increases in t h e w o r l d supp ly of new l y 
m i n e d gold. 

In f la t ion can occu r w i t h o u t def ic i ts. In t he 
1970s b o t h W e s t G e r m a n y a n d Japan experi-
e n c e d m u c h larger g o v e r n m e n t budge t def ic i ts 
relative t o their nat ional incomes than t he Un i ted 
States, but nei ther had as m u c h inflation. Ano ther 
e x a m p l e is The Great Depress ion of t he 1930s, 
w h e n rising def ic i ts w e r e a c c o m p a n i e d by de-
f lat ion. Both t he def ic i t and de f la t i on w e r e ac-
coun tab le t o a dec l ine in nat iona l income. Thus, 
def ic i ts n e e d no t cause in f la t ion. 

Structural Deficits 
o 

The s i tuat ion in t he U n i t e d States in 1981 a n d 
1982 had s o m e simi lar i t ies t o t h e 1930s: d t -N 
ce lera ted mone ta r y g r o w t h was a c c o m p a n i e d b \ 
dec l i n i ng nat iona l i ncome, excess p r o d u c t i v e 
capacity and disinflation, wh i l e the federal def ic i t 
rose re lat ive t o nat ional i ncome. Taxes fel l be-
cause of t he short fa l l of i n c o m e b e l o w its high-
e m p l o y m e n t level, a n d part of t he increase ir 
g o v e r n m e n t s p e n d i n g was a t t r i bu tab le t o the 
p a y m e n t of increased u n e m p l o y m e n t compen -
sation and other assistance related to the recession 
Thus, at least s o m e of t he de f i c i t was caused b1. 
t h e recession. W h a t wor r ies m a n y economis t s 
t o d a y is t h e m a g n i t u d e of t he s t ruc tura l def ic i t , 
w h i c h w o u l d rema in even af ter slack in t h e 
e c o n o m y is abso rbed and fu l l e m p l o y m e n t re-
stored. The st ructura l de f ic i t was $33 b i l l ion 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 def ined as: 
S = TBR - PE 
TBR = Three month Treasury Bill Rate 
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Table 2 . Federal Defici ts - Fiscal Years 
(Bi l l ions of Dollars) 

Nomina l 3 Rea l b 

Year 

Current 
Serv ices 

Basis Structural 

Current 
Services 

Basis Structural 

Inf lat ion0 

(Percent 
per Year) 

Federa l 0 

Debt 

1983 226 154 166 97 4.6 1145 
1984 217 181 137 104 5.0 1339 

aSources: 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 data cited in text is from Fedeal Reserve Bank of St. Louis Mone ta ry T rends , Augus t 1983.) 

b Real Deficit: = (Deficit - Inflation Rate x Federal Debt)/GNP Deflator, 1982 = 100. 

""Source: Off ice 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 Publ ic 

def ic i t o f m o r e than $28 b i l l i on in 1975 , a f t e r t h e 
Ford admin is t ra t i on had i n t r o d u c e d a t e m p o r a r y 
tax cut at the bo t t om of the 1974-1975 recession. 
In both 1975 and 1982, inflation dec l ined despi te 
increased structural deficits. However, these were 

•- .mall c o m p a r e d w i t h t he p ro j ec ted st ructura l 
def ic i ts of over $1 50 b i l l i on a year beg inn ing in 
1983 (Table 2). Even real s t ructura l def ic i ts are 
ca lcu la ted t o be in t he n e i g h b o r h o o d of $ 1 0 0 
bill ion. Assuming the pro jected figures are correct, 
t he ques t i on is w h e t h e r such def ic i ts c o u l d be 
f i nanced w i t h o u t rek ind l i ng inf lat ion. 

Financing Deficits and the 
¿National Income Accounts 

It is abso lu te ly necessary that a federa l de f i c i t 
be ex t rac ted f r o m t h e e c o n o m y e i ther by h igher 
real in terest rates or by u n e x p e c t e d inf lat ion. A 
gove rnmen t b u d g e t def ic i t is f i nanced by ne t 
saving, d e f i n e d t o i nc lude no t o n l y pr ivate saving 
less i nves tmen t bu t also net saving by state and 
local gove rnmen ts and net fore ign i nves tmen t in 
the U n i t e d States. As s h o w n in Tab le 3, t he 
$147.0 b i l l ion federa l b u d g e t def ic i t in ca lendar 
yea r1982 was f i nanced b y a $ 3 1 . 2 b i l l i on surplus 
of state a n d local governments , $8.8 b i l l ion net 
i nves tmen t by fore igners in t he U n i t e d States, 
and a $107 b i l l i on excess of pr ivate saving over 
investment . The $84.8 b i l l i on increase in t h e 
def ic i t in 1982 was f i nanced part ly by a $16.5 
b i l l ion increase in net fo re ign i nves tmen t in t h e 

U n i t e d States, b u t ma in l y by a $12.0 b i l l i on 
increase in pr ivate saving and a $60.4 b i l l i on 
decrease in pr ivate inves tment . In an a c c o u n t i n g 
sense, federa l budge t def ic i ts mus t be f i nanced 
e i ther by c r o w d i n g o u t i nves tmen t or c r o w d i n g 
in saving. S o m e insights w i t h respect t o t he 
econom ics of f i nanc ing a def ic i t are revea led by 
w h o buys the d e b t tha t t he federa l g o v e r n m e n t 
issues. 

The Net Federal Debt: What Is It? 
Federal b u d g e t def ic i ts are n o t re f lec ted pre-

cisely in federa l d e b t changes. Part of t he de f i c i t 
can be f inanced by t he Federal Reserve's issuance 
of non in te res t bear ing m o n e y in exchange for 
federa l d e b t i ns t ruments tha t are no t i n c l u d e d in 
t he pub l i c deb t . There is also a conce rn w h e t h e r 
deficits ref lect t rue changes in outs tand ing federal 
p romises t o pay m o n e y in t h e fu ture . The of f ic ia l 
pub l i c d e b t does n o t i nc lude o f f - budge t lend ing, 
g o v e r n m e n t loan guarantees, or d e b t imp l i c i t in 
e n t i t l e m e n t programs. Desp i te t he a m b i g u i t y 
associated w i t h de f i n i ng t h e t rue federa l d e b t 
pos i t ion, though , t he of f ic ia l f igures are mean ing-
fu l for several reasons: 

• Since o f f - b u d g e t l end ing is f i nanced by 
bo r row ing , it represents ma in l y f inanc ia l inter-
m e d i a t i o n e x c e p t i nso fa ras the re i san in terest 
rate subs idy tha t w o u l d be t rea ted as an 
o rd inary expend i t u re . Thus, w h e n t h e govern-
m e n t bo r rows to lend, its net d e b t is largely 
una l te red. 
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T a b l e 3 . Deficits, Savings, and Investment in the 
Nat ional Income Accounts 

1982 1983 
1981 1982 C h a n g e 3 1983 k C h a n g e 3 

Federal Def ic i ts 62.2 147.0 +84 .8 174.7 +27 .7 
State and Local 

Government Surplus 35.3 31.2 - 4 . 1 46.0 + 1 4 . 8 
Net Fore ign Investment in 

the Uni ted States and 
Stat ist ical D iscrepancy - 7 . 7 8.8 +16 .5 17.7 + 8 . 9 

Gross Private Saving 
Personal 135.3 125.4 - 9 . 9 106.6 - 1 8 . 8 
Bus iness 374.2 396.1 +21 .9 431.5 + 3 5 . 4 

Less: 509.5 521.5 +12 .0 538.1 +16 .6 
Gross Private Investment 474.9 414.5 - 6 0 . 4 427.1 + 1 2 . 6 

62.2 147.0 +84 .8 174.7 +27 .7 

Source: Bus iness C o n d i t i o n s D iges t U.S. Dept of Commerce, BEA Sep t 1983 
^Change from previous year. 

Based on the first two quarters of 1983. 

• Loan guarantees requi re gove rnmen t f inanc-
ing if i m p l e m e n t e d , bu t no t o the rw ise . The 
guarantees doub t l ess have s o m e e x p e c t e d 
value, b u t over t h e years o n l y ac tua l p a y m e n t s 
m a d e u n d e r guarantees are re f l ec ted in t h e 
net deb t . 

• En t i t l emen t p rograms en ta i l p r o s p e c t i v e 
e x p e n d i t u r e s u n d e r a u t h o r i z e d programs. So 
long as a program ex i s t s—unemp loymen t com-
pensa t i on or Social Secur i ty p a y m e n t s for 
e x a m p l e — i t represents a federa l l iabi l i ty . O f 
course, t h e g o v e r n m e n t is a lways in a pos i t i on 
t o change t h e e n t i t l e m e n t . 

The of f ic ia l p u b l i c d e b t re f lec t ing on l y ac tua l 
p a y m e n t s a n d rece ip ts is thus a reasonab le 
measure o f the federal government 's ou ts tand ing 
d e b t 

The Net Federal Debt: 
Who Holds It? 

As s h o w n in Tab le 4, t h e p u b l i c d e b t he l d 
pr iva te ly t o t a l e d $982 . 7 b i l l i on in S e p t e m b e r 
1983, up $134.3 bi l l ion over the calendar year 1982. 

The d e b t had increased $78.1 b i l l i on in 1981 and 
by near ly $ 4 0 0 b i l l i on f r o m 1 9 7 0 t o 1980 , nearly 
t r ip l ing. W h o he ld it? Banks had a c c u m u l a t e d 
$176 b i l l i on by 1983 , b u t t hey ac tua l ly had cut 
the i r share of to ta l ho ld ings to 18 percen t , d o w n 
f r o m m o r e than 27 pe rcen t in 1970 . Ind iv idua ls 
and non f i nanc ia l co rpo ra t i ons cu t the i r ho ld ings 
f r o m m o r e t han 4 0 pe rcen t of t h e to ta l in 1 9 7 0 to 
a b o u t 20 p e r c e n t in 1983 . 

From 1 9 7 0 t o 1 9 8 0 t h e b ig re la t ive increase 
was by foreign and internat ional investors, whose 
d e b t ho ld ings g rew f r o m o n l y $20.6 b i l l i on in 
1 9 7 0 to $127 .7 b i l l i on in 1980 , m o r e than a 
s ix fo ld increase. O f t h e $386 .5 b i l l i on increase in 
t h e ne t federa l d e b t f r o m 1 9 7 0 t o 1980 , fore ign 
and internat ional investors acqui red $107.1 bill ion, 
m u c h m o r e t han investors in any o t h e r category. 
That pa t te rn d i d n o t c o n t i n u e in 1981 and 1982, 1 
however . Hard pressed because of the wo r l dw ide 
recession a n d a p p r e c i a t i o n of t h e U.S. dol lar, 
fo re ign a n d in te rna t iona l investors t o o k on ly 
18 pe rcen t o f p u b l i c d e b t o f fe r i ng in 1982 
in cont ras t t o 21 pe rcen t f r o m 1 9 7 0 t o 1980. 
C o n s e q u e n t l y , par t o f t h e p r o b l e m in f i nanc ing 
large federa l de f ic i ts t h e last c o u p l e o f years has 
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Table 4 . Public Debt Securit ies Held by Private Investors 
(Billions of Dollars) 
Year End 

Per- Per- Per- Per- Per-

1970 cent 1980 cent 1981 cent 1982 cent 1 9 8 3 c cent 

Commercial Banks 62.7 27.3 116.0 18.8 109.4 15.8 131.4 15.5 176.3 17.9 

Mutual Savings Banks 2.8 1.2 5.4 0.9 5.2 0.7 
39.1 4.6 Insurance Companies 7.0 3.0 20.1 3.3 19.1 2.8 39.1 4.6 

Other Companies 10.5 4.6 25.7 4.2 37.8 5.4 

Individuals 
70.6p Savings Bonds 52.1 22.7 72.5 11.8 68.0 9.8 68.3 8.1 70.6p 7.2 

Other Securit ies 29.8 13.0 56.7 9.2 75.6 10.9 48.2 H 5.7 57.9p 5.9 
g 

Other Miscel laneous 21.4 9.3 106.9 17.3 152.3 21.9 231 .5° 27.3 

State and Local 
13.4 Governments 23.1 10.0 78.8 12.8 85.6 12.3 1 13.4p 13.4 

Foreign and 
International 20.6 9.0 127.7 20.7 141.4 20.4 149.4 17.6 1 60.8 p 16.4 

Total 229.9 100.0 616.4 100.0 694.5 100.0 848.4 100.0 982.7 100.0 

i n c l u d e s savings and loan associations, nonprofit institutions, corporate pension trust funds, dealers and brokers, certain government deposit accounts, and 

government sponsored agencies 
" inc ludes "a ' plus credit unions and mutual savings banks. 
c through September, 1983. 
p = preliminary 

Source: Federa l Reserve Bul le t in . 1970 (FRB, September 1972), 1980-82 (FRB. May 1983) and Treasury Bul le t in , 4 th Quarter. Fiscal Year 1983. 

been that t h e federal g o v e r n m e n t was fo r ced t o 
turn increasingly to the private domest ic economy 
to absorb federa l d e b t issues, c r o w d i n g federa l 
securit ies in to pr ivate por t fo l ios. Never the less, 
compara t i ve ly high U.S. real in terest rates con-
t i nued t o at t ract fore ign capi ta l in 1983 and 
c o n t r i b u t e d t o app rec ia t i on of t he dol lar in terms 
of fore ign cur renc ies desp i te a large cu r ren t 
account def ic i t . 

Ind iv idua l investors d i ves ted many of the i r 
gove rnmen t secur i t ies ho ld ings in 1982 a n d 
1983. These securities were absorbed by insurance 
compan ies a n d o the r ins t i tu t iona l investors such 
as pens ion funds, savings and loan associations, 
and espec ia l l y m o n e y m a r k e t m u t u a l f u n d s 
( M M M F s ) . The latter had g r o w n spectacu lar ly 
unt i l banks late in 1982 began issuing m o n e y 
market depos i t accounts ( M M D A s ) , w h i c h t hen 
increased exp los ive ly in t he first half o f 1983. 
Both M M M F a n d M M DA a c c o u n t s p r o v e d 
enormously popular savings repositories, prov id ing 
issuing ins t i tu t ions t he funds to invest heavi ly in 
h igh ly l i q u i d s h o r t - t e r m i n s t r u m e n t s i n c l u d i n g 
gove rnmen t securit ies. 

That t he g o v e r n m e n t can f inance a $200 
b i l l i on federa l de f ic i t in 1984 is a certa inty. Both 
fore ign investors a n d state a n d local govern-
men ts can be e x p e c t e d t o absorb an increasing 
f rac t ion of federal d e b t as recovery f r o m the 
economic do ld rums of 1980-82 continues. Private 
saving t o o can be e x p e c t e d t o rise a long w i t h 
nat ional i n c o m e a n d as n e w tax incent ives en-
courage thr i f t . 

Financing Deficits and Federal Reserve 
Open Market Operations 

Tab le 5 records t h e actual budge t def ic i t for 
fiscal 1982 a long w i t h es t imates of its f inanc ing. 
Even m o r e b o r r o w i n g t h a n the S i 28 b i l l i on 1982 
def ic i t was requ i red because of a $7 b i l l i on 
increase in the Treasury's net holdings of monetary 
assets in var ious accounts . O f t he to ta l S I 3 5 
b i l l i on b o r r o w i n g requ i remen t , $10 b i l l i on was 
purchased by t h e Federal Reserve in the o p e n 
marke t and a c c u m u l a t e d in its Federal O p e n 
M a r k e t A c c o u n t , w h i c h t o ta led S I 3 4 b i l l i on at 
t h e e n d of f iscal 1982. The accoun t also i n c l u d e d 
$10 b i l l i on in federa l agency securi t ies. The 
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Tab le 5 . Budget Financing 
(Bi l l ions of Dollars) 
Fiscal Years 

1981 1982 1983 1984 
Actual Actual Actual Est imate 

Deficit - 1 2 8 - 2 0 8 - 2 0 3 
Means of Treasury Financing Other 

Than Borrowing f rom the Pub l ic 3 
- 7 - 5 0 

Change in Federal Reserve Hold ings 
of Federal Debt + 1 0 + 2 1 b +?c 

Total Requi rement for Borrowing 
From Others + 1 2 5 + 1 9 2 b +(203-?) 

Treasury Debt Held by Federal 
Reserve 124 134 1 5 5 b 1 5 5 + ? 

Others 670 7 9 5 9 8 7 b 1190-? 

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

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

b 
Calculated by the author from budget figures. 

CThe question mark indicates the unknown quantity of government securit ies to be purchased by the Federal Reserve in fiscal 1984. 

Federal Reserve's a c c u m u l a t i o n of these assets 
over t h e years has c rea ted over 80 pe rcen t of t he 
mone ta r y base. It consists of bank reserves on 
depos i t w i t h Federal Reserve Banks and currency 
in c i rcu lat ion. The mone ta r y base in tu rn has 
been the main monetary pol icy factor in f luencing 
t he d e t e r m i n a t i o n of M l m o n e y — c o n s i s t i n g of 
t he c h e c k i n g accounts and cur rency ho ld ings of 
t he p u b l i c — a n d in t u rn b roader m o n e t a r y aggre-
gates and to ta l d e m a n d in t he e c o n o m y . 

The actual fiscal 1983 de f i c i t r e c o r d e d in Tab le 
5 is $ 2 0 8 b i l l ion. But t h e Treasury's b o r r o w i n g 
r e q u i r e m e n t is d i f f e ren t because of t w o factors. 
O n e is t he Treasury's net a c c u m u l a t i o n in its 
mone ta r y accoun ts of $5 b i l l ion. T h e o t h e r i s n e w 
base m o n e y issued by t he Federal Reserve in 
exchange for government securities of $21 bil l ion, 
w h i c h reduces t h e a m o u n t of secur i t ies t he 
Treasury mus t sell t oo the rs . Both are e lemen ts of 
" f i a t m o n e y " — t h e base m o n e y tha t m o n e t a r y 
au thor i t ies issue t o a l l ow t h e g o v e r n m e n t to 
s p e n d m o r e than it takes in taxes and sales of 
securi t ies. In 1983 the re was a substant ia l ly 
larger increase in f iat m o n e y than in 1982. 

W h e t h e r t h e pa t te rn is repea ted again in 1984 
has i m p o r t a n t consequences for in f la t ion and, in 
turn, for in terest rates. Table 5 shows that the 
p ro j ec ted b o r r o w i n g r e q u i r e m e n t in 1984 may 
be a b o u t t h e same as in 1983. 

Table 5 is paradox ica l if not mis leading. It 
ind icates that t he m o r e secur i t ies t he Federal 
Reserve buys, t he smal ler t he Treasury's require-
m e n t for b o r r o w i n g f r o m o thers a n d thus the 
lower interest rates w o u l d be. That interpretat ion is 
s imply wrong. It over looks the feedback of Federal 
Reserve purchases of secur i t ies on mone ta ry 
growth , in f lat ion, and in terest rates. The more 
secur i t ies t he Federal Reserve buys and the 
m o r e mone ta r y g row th it permi ts , t h e h igher the 
in f la t ion rate tends t o be, at least after t he 
es t ima ted t w o years it takes markets t o adjust t o 
acce le ra ted mone ta r y growth. Insofar as h igher 
in f la t ion is re f lec ted in in f la t ion p r e m i u m s in 
interest rates pa id on t he federa l deb t , t he larger 
t h e def ic i t a n d t he Treasury b o r r o w i n g require-
m e n t w i l l be. For a g iven federa l def ic i t , it is t rue 
that t he m o r e secur i t ies t he Federal Reserve 
buys, t he less t h e Treasury needs t o b o r r o w f rom 
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the pub l ic . That appearance, re f lec ted in Table 5, 
is decep t i ve because Federal Reserve secur i t ies 
purchases w o u l d a f fec t in f la t ion and in terest 
rates a n d t h e r e b y increase t h e def ic i t . It w o u l d 
not rema in unchanged—as Tab le 5 imp l ies—i f 
the Federal Reserve increased its purchases of 
Treasury securi t ies. 

W i t h respect t o Tab le 5, causal i ty may run 
either f r om increases in Federal Reserve pur-
chases of secur i t ies t o def ic i ts or v ice versa. I n t h e 
latter case a federa l de f i c i t and t he p rospec t of 
rising in terest rates m igh t i nduce t he Federal 
Reserve t o b u y secur i t ies or l end t o banks t o 
prevent shor t - run increases in in terest rates. 
Such expans ionary m o n e t a r y po l i cy w o u l d a l l ow 
accelerated mone ta r y g rowth . W h i c h e v e r w a y 
causality runs, h igher m o n e t a r y g r o w t h w o u l d 
tend t o be associated w i t h h igher def ic i ts unless 
the Federal Reserve act ive ly keeps var ia t ion in 
monetary g r o w t h i n d e p e n d e n t of def ic i ts. That is 
a b ig u n a n s w e r e d ques t i on a b o u t 1984 . 

A secondary in f la t ionary impu l se f r o m Federal 
Reserve securities purchases also bears mentioning. 
An increase in Federal Reserve holdings of govern-
ment secur i t ies can cause a d i sp ropo r t i ona l in-
crease in inf lat ion because holders of base m o n e y 
reduce the i r d e m a n d for it w h e n n o m i n a l 
interest rates increase. R e d u c e d d e m a n d 
for base m o n e y w o u l d increase d e m a n d for 
commod i t i es a n d thus a u g m e n t in f la t ion. The 
inflation of 1970-1980 demonst ra ted this relation-
ship. Federal Reserve ho ld ings of federa l d e b t 
o v e r t h e p e r i o d m o r e than d o u b l e d , inc reas ingat 
a 7.67 pe rcen t annua l rate. The m o n e t a r y base 
and M l t ransact ions balances also m o r e t han 
doub led . But C N P ( to ta l d e m a n d ) g rew even 
faster at 10.26 pe rcen t a year (a lmos t t r ip l ing) , 
fue l ing in f la t ion at an 7.31 pe rcen t annua l rate 
desp i te average real o u t p u t g row th of 2.95 per-
cent. Thus, in f la t ion over th is pe r i od re f lec ted 
not on ly t he large budge t def ic i ts, an associated 
high rate of Federal Reserve purchases of govern-
m e n t secur i t ies and g row th in m o n e t a r y aggre-
gates, b u t also m o r e in tens ive use of m o n e y 
i n d u c e d by h igher interest rates. 

Deficits and Monetae Growth: 
Is There An Association? 

D o large b u d g e t def ic i ts, w h i c h appear l ike ly 
for years t o come, need to be inf lat ionary? The 
answer appears to d e p e n d cr i t ical ly o n w h e t h e r 
monetary growth is induced by deficits. A surprising 

a m o u n t of con t rove rsy has c e n t e r e d o n this 
subject . 

A conven t i ona l Keynesian v i e w is tha t t h e 
th rus t of federa l def ic i ts resu l t ing f r o m coun te r -
cycl ical f iscal po l i cy act ions ough t no t be o f fse t 
by i n d u c e d in terest rate changes. Hence , a 
fac i l i ta t ing increase in mone ta r y g r o w t h appro-
priately accompanies a de f i c i t 3 The convent iona l 
moneta r i s t v i e w is tha t def ic i ts p u t pressure on 
the Federal Reserve t o buy government securit ies 
t o reduce t he def ic i t ' s i m p a c t on in terest rates.4 

Poli t ic ians a n d in tu rn t h e Federal Reserve have 
been accused of ignoring the long-run inf lat ionary 
consequences of shor t - run po l i cy ac t ions t o 

"Do large budget deficits...need to 
be inflationary? The answer appears 

to depend critically on whether 
monetary growth is induced by 

deficits." 

d a m p e n in terest rates.5 In e i ther case, the re is no 
necessary association be tween monetary growth 
and def ic i ts because t he Federal Reserve c o u l d 
always forestal l mone ta r y growth. It w o u l d no t 
have t o b u y g o v e r n m e n t securit ies. If necessary 
it c o u l d of fset mone ta r y g row th i n d u c e d by rising 
in terest rates by sel l ing secur i t ies or by chang ing 
requ i red reserve ratios. A t t imes t he Federal 
Reserve has taken restr ic t ive act ions in t he face 
of comparat ive ly large deficits. It d o u b l e d requi red 
reserve ratios in 1 9 3 6 - 1 9 3 7 , and it re ined in 
monetary growth in 1974-1975 and more recent ly 
in 1981-1982 w h e n monetary growth decelerated 
despi te g rowing deficits. O n occasion t he Federal 
Reserve has also taken act ions that increased 
mone ta r y g r o w t h w h e n the re w e r e def ic i ts. The 
Fed t o o k such ac t i on d u r i n g a n d af ter W o r l d W a r 
11 w h e n it ta rge ted in terest rates and again in t he 
late 1970s. 

O n e c o m p l i c a t i o n that c louds t he re la t ionsh ip 
b e t w e e n m o n e t a r y g r o w t h and def ic i ts is the i r 
d ive rgen t cycl ical var iat ion.6 The record shows 

3See for example. Walter W. Heller and Mil ton Friedman, Mone ta ry vs. 
Fiscal Pol icy, A Dia logue, New York: W. W. Norton 8 Co., 1969. 

-See for example. Darreil R. Francis, "How and Why Fiscal Actions Matter 
to a Monetarist," Federal Reserve Bank of S t Louis Review (May 1974), 
4-7 

\James A Buchanan and Richard E Wagner Democracy in Def ic i t : The 
Pol i t ica l Legacy of Lord Keynes New York: Academic Press, 1 9 7 / 

"Will iam G. Dewald, "Disentangl ing Monetary and Fiscal Policy," Federal 
Reserve Bank of San Francisco E c o n o m i c Review (Winter 1982), 7-18. 
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that , t h r o u g h o u t t he p o s t - W o r l d War I per iod, 
m o n e t a r y g r o w t h as measured by M l , M 2 , a n d A 
( the m o n e t a r y base) was mos t rap id d u r i n g 
business cycle expansions, whereas t he de f i c i t 
was largest dur ing contractions. Mone ta ry growth 
was generally procyclical; deficits, counter-cyclical. 
Such d ive rgen t pat terns suggest that the re has 
been no pos i t i ve associat ion, an in te rp re ta t i on 
i l lust rated in t he e x t r e m e when , du r i ng t he onset 
of t he Great Depress ion in the early 1930s, 
negat ive mone ta r y g row th a c c o m p a n i e d rising 
def ic i ts. 

It is clear t ha t the re is no necessary associat ion 
b e t w e e n def ic i ts and mone ta ry g r o w t h desp i te 
Keynesian and moneta r i s t theor ies of such a 
l inkage. The mone ta r y author i t ies can always 
take con t rac t ionary act ions t o p reven t mone ta r y 
g r o w t h wha teve r t he def ic i t . The ques t i on is no t 
w h e t h e r m o n e t a r y g r o w t h a n d def ic i ts mus t be 
re la ted bu t w h e t h e r t hey have been. In separate 
tests of the conventional view, Barro7 and N iskanen8 

f o u n d no s igni f icant l ink b e t w e e n annual M l 
g row th a n d t he de f i c i t over t he p o s t - W o r l d W a r 
II per iod. But it was a f ick le f ind ing, be ing 
reversed w h e n Hamburger and Zw ick pe r fo rmed 
the exerc ise again jus t for t he p e r i o d s ince 1 9 6 0 
that saw, acco rd ing t o Buchanan a n d Wagner , 
ma jo r changes in t h e w a y m a c r o e c o n o m i c po l i cy 
is f o rmu la ted . 9 This result in tu rn was reversed 
w h e n M c M i l l a n and Beard used revised G N P 
data in t he calculat ions.1 0 It was reversed o n c e 
again w h e n H a m b u r g e r and Z w i c k again red id 
the i r work . 1 1 

From th is l i terature it cer ta in ly is no t clear 
w h e t h e r def ic i ts and mone ta r y g r o w t h are posi-
t i ve ly related. Never the less, business cyc le da ta 
s t rongly con f i rm the conven t i ona l v i e w that t h e y 
have been pos i t i ve ly associated. Judging f r o m 
the expe r i ence of en t i re business cycles, m o n e -
tary g r o w t h and def ic i ts have been re la ted signifi-
cantly since W o r l d War 11 and variation in monetary 
g r o w t h rates f r om cyc le t o cyc le have b e e n 
exp la i ned at least in part by d i f fe rences in 
def ic i ts. 

Cyclical Average Data Show That 
Monetary Growth Has Been Related 
To Deficits 

It is app rop r i a te t o l ook at c o m p l e t e business 
cycles because t h e d e b t issued t o f inance a 
def ic i t d u r i n g a recession remains in t he marke t 
du r i ng t he f o l l o w i n g expans ion. Therefore , it 
comes in to c o m p e t i t i o n w i t h pr ivate d e b t for a 
p lace in investors ' por t fo l ios. 1 2 If t he federa l 
budge t w e r e ba lanced regular ly over a business 
cycle, d e b t issued t o f inance def ic i ts d u r i n g 
recess ions s h o u l d b e m a t c h e d b y d e b t re-
d e m p t i o n s f r o m surpluses d u r i n g expansions, 
neut ra l i z ing t he i m p a c t of g o v e r n m e n t d e b t on 
c red i t markets. Just as m o n t h l y or quar te r l y data 
are averaged over years or seasonal ly ad jus ted t o 
i den t i f y o the r than regular seasonal changes, 
data can b e averaged over business cycles or 
cycl ical ly ad jus ted to i den t i f y o the r than regular 
cycl ical changes. The so-cal led s t ructura l federa l 
budge t def ic i t is an e x a m p l e of a cycl ical ly 
ad jus ted series. But tha t stat ist ic is sub jec t t o 
cr i t ic ism o w i n g t o t he arbi t rary assumpt ions re-
gard ing no rma l levels of e m p l o y m e n t a n d as-
soc ia ted real o u t p u t g r o w t h and pr ices used t o 
cons t ruc t t he series. In any case, t o d e t e r m i n e 
w h e t h e r the re has b e e n a stat ist ical associat ion 
b e t w e e n mone ta r y g r o w t h and def ic i ts, it is 
su f f i c ien t t o c o m p a r e cycl ical averages of t he 
two . 

These data show a close associat ion b e t w e e n 
mone ta r y g r o w t h a n d def ic i ts b e t w e e n 1 9 4 8 and 
1982. Table 6 records t rough t o t rough averages, 
at annual rates. Federal deficits are shown relative 
to nomina l GNP. M o n e t a r y g row th measures 
i nc lude M 1 , M 2 , A ( the mone ta r y base ad jus ted 
for r equ i red reserve rate changes), a n d F ( the f iat 
m o n e t a r y base ad jus ted for requ i red reserve 
rat io changes). F measures t he mone ta r y base's 
po l i cy -con t ro l l ed c o n t r i b u t i o n t o growth. 

Budget surpluses or smal l def ic i ts pers is ted 
over t h e t w o business cycles f r o m 1 9 4 8 th rough 
1958. The Korean War , w h i c h occu r red d u r i n g 

'Robert J. Barro, 'Comment from an Unreconstructed Ricardian," J o u r n a l 
of Mone ta ry E c o n o m i c s (August 1978), 564-81 

"Will iam A Niskanen, "Deficits, Government Spending, and Inflation: What 
is the Evidence?, J o u r n a l of Monetary Economics (Augus t 1978, 591 -
602 . 

9Michael J. Hamburger and Burton Zwick, "Deficits, Money and Inflation," 
J o u r n a l of Mone ta ry E c o n o m i c s (January 1981), 141-50. 

10W. Douglas McMil l in and Thomas R. Beard, Deficits, Money and 
Inflation," J o u r n a l of Mone ta ry Economics (Sep tember 1982), 273-77. 

" M i c h a e l J. Hamburger and Burton Zwick, 'Deficits, Money and Inflation: 
Reply," J o u r n a l of Mone ta ry E c o n o m i c s (September 1982), 278-83. 

, 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 l iabil i t ies 
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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T a b l e 6 . F e d e r a l B u d g e t D e f i c i t s a n d M o n e t a r y G r o w t h 
( A n n u a l R a t e s o v e r B u s i n e s s C y c l e s ) 

M o n e t a r y 

G r o w t h 
R a t e s 

B u s i n e s s C y c l e D a t e s D E F / G N P M 1 M 2 A 3 F b 

r 
T r o u g h t o T r o u g h A v e r a g e s 

1 9 4 9 : 4 - 1 9 5 4 : 2 - . 4 4 3 . 2 2 3 . 7 1 2 . 8 7 8 . 7 8 
1 9 5 4 : 2 - 1 9 5 8 : 2 - . 0 5 1 . 1 8 2 . 4 5 . 8 8 1 . 6 4 
1 9 5 8 : 2 - 1 9 6 1 : 1 . 6 3 1 .85 3 . 0 6 1 .16 7 . 1 9 
1 9 6 1 : 1 - 1 9 7 0 : 4 . 3 4 4 . 1 3 6 . 5 1 4 . 8 4 7 . 6 5 
1 9 7 0 : 4 - 1 9 7 5 : 1 1 . 1 8 5 . 4 0 8 . 1 7 6 . 8 2 7 . 7 6 
1 9 7 5 : 1 - 1 9 8 0 : 2 2 . 0 3 6 . 8 2 9 . 0 0 7 . 9 0 8 . 1 1 
1 9 8 0 : 2 - 1 9 8 2 - 4 3 . 2 6 7 . 8 2 9 . 6 1 6 . 7 3 7 . 2 0 

A v e r a g e . 9 9 4 . 3 5 6 . 0 7 4 . 4 6 6 . 9 0 

A is the monetary base adjusted tor required reserve ratio changes 

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

CComparable results are obtained with peak to peak business cycle averages 

this per iod, was no t w o n b u t at least it was 
bought and paid for. Mone ta ry growth as measured 
by t he s tandard a g g r e g a t e s — M l , M 2 , and A— 
was a rough ly 3 pe rcen t annua l rate ove r t he 
1949 -1954 cycle, w h i c h co r responds to t he real 
g rowth rate. In t he 1 9 5 4 - 1 9 5 8 cycle, mone ta r y 
growth dece le ra ted by each measure. There was 
essential ly no in f la t ion e x c e p t fo r a f lur ry of pr ice 
increases at t he beg inn ing of t he war. 

In t he 1 9 5 8 - 1 9 7 0 per iod , annua l b u d g e t de-
ficits rose t o average $2 t o $3 b i l l i on over the t w o 
cycles. Though average monetary growth increased, 
it remained low in 1958-1961 before accelerat ing 
cons iderab ly in 1961 -1970 . The expe r i ence t o 
1970 suggested at best a w e a k associat ion be-
t w e e n m o n e t a r y g r o w t h a n d def ic i ts.1 3 But t he 
var iat ion that occu r red in t he nex t th ree cycles 
reveals a s t rong associat ion. O v e r 1970 -1974 , 
the average def ic i t q u a d r u p l e d a n d mone ta r y 
g rowth acce le ra ted fu r the r f r om rates tha t w e r e 
already we l l above t he real g row th rate. Over 
1 9 7 4 - 1 9 8 0 and 1980 -1982 , def ic i ts increased 

fu r ther a n d m o n e t a r y g r o w t h acce le ra ted in the 
case of M l and r e m a i n e d h igh for t he o the r 
aggregates. 

Thus, t he da ta c lear ly show an assoc ia t ion 
b e t w e e n m o n e t a r y g r o w t h a n d d e f i c i t s . Re-
gressions of m o n e t a r y g r o w t h var iously d e f i n e d 
o n t he rat io of t h e de f i c i t t o G N P reveal a 
s igni f icant l ink, w i t h a o n e percen tage po in t 
increase in t h e de f i c i t re lat ive t o G N P be ing 
associated o n t he average w i t h a b o u t a 2.5 
percentage p o i n t rise in t h e M 2 and A g r o w t h 
rates a n d a b o u t a 1.5 percen tage po in t rise in F 
and M l g r o w t h rates. T h e observa t i on p e r i o d 
was a c o m p l e t e business cycle, f r om t rough to 
t rough. 

Pro jec ted $ 2 0 0 b i l l i on def ic i ts in 1 9 8 3 a n d 
1 9 8 4 represent 5 t o 6 pe rcen t of GNP. Judg ing 
f r o m past l inks of M l g r o w t h t o def ic i ts , an 8 o r 9 
pe rcen t M l g r o w t h rate a n d an 8 or 9 p e r c e n t 
in f la t ion rate c o u l d be e x p e c t e d if t he ve loc i t y of 
M l increases at 3 pe rcen t a year a n d so does real 
g rowth . That is far m o r e in f la t ion t han t he 5 
pe rcen t e x p e r i e n c e d in 1983. Yet in f la t ion has 
t e n d e d t o lag b e h i n d m o n e t a r y g r o w t h by t w o 
years or longer o n average since t h e e n d of 
W o r l d War II. An earl ier ar t ic le1 4 es t ima ted h o w 
long it had taken for changes in m o n e t a r y g r o w t h 
t o be re f lec ted in in f la t ion over t he 1 9 5 3 - 1 9 8 0 
per iod. These results can b e used t o in te rp re t 
h o w long it w o u l d have t aken in f la t ion t o accele-
rate t o 9 pe rcen t if the Federal Reserve had 
a l l o w e d M l to g row at such a rate d u r i n g t he 
es t ima t ion per iod. Assuming tha t t h e e c o n o m i c 
s t ruc ture has no t changed and that t he Federal 
Reserve a l l o w e d M l g r o w t h at 9 p e r c e n t — a b o u t 
in l ine w i t h t he past re la t ionsh ip of M l g r o w t h t o 
a b u d g e t de f i c i t of 5 or 6 pe rcen t of G N P — t h e 
G N P de f la to r w o u l d increase f r o m 5 pe rcen t in 
1983 t o m o r e than 7 pe rcen t in 1984 . It w o u l d 
g row t o mo re t han 8 pe rcen t in 1985,81 /2 p e r c e n t 
in 1986, and 9 pe rcen t in 1 9 8 7 — p e r h a p s even 
m o r e if associated increases in n o m i n a l in terest 
rates raised t r e n d g r o w t h in t h e ve loc i t y of 
money . 

As no ted , a 9 pe rcen t M l g r o w t h rate may no t 
in fact b e associated w i t h a 9 pe rcen t in f la t ion 
rate if t he est imates are in error. Never the less, it 
is in te res t ing tha t t e r m h igh-grade co rpo ra te 

l 3See, 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. 

'"Will iam 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. 
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b o n d rates rose t o a b o u t 13 pe rcen t in t he last 
half of 1983 . This rate w o u l d represent a 4 
pe rcen t real y ie ld if t he e x p e c t e d in f la t ion rate 
w e r e 9 percent . G o v e r n m e n t b o n d rates rose t o 
a b o u t 12 "percent, w h i c h translates in to a real 
y ie ld of 3 pe rcen t if t he under l y ing in f la t ion rate 
is 9 pe rcen t The historic l inkage be tween deficits, 
m o n e t a r y g rowth , and in f la t ion apparen t l y goes a 
l ong w a y in exp la in ing nomina l interest rates in 
1983 because of t he e x p e c t e d in f la t ion imp l i c i t 
in large b u d g e t def ic i ts and mone ta r y 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 convent ional v i ew is that large government 
def ic i ts p u t pressure o n in terest rates, i n d u c i n g 
the Federal Reserve t o buy government securities 
and thereby t o st imulate monetary growth. Mone-
tary g row th a n d def ic i ts have in fact b e e n re la ted 
in t he p o s t - W o r l d W a r II per iod, w i t h compar -
at ive ly h igh rates in t h e 1970s a n d early 1980s. 
But, e x c e p t for those years, t he re was no close 
associat ion b e t w e e n def ic i ts and g r o w t h in t he 
f iat mone ta r y base. That suggests t h e f inanc ia l 
system was a l l owed t o m o n e t i z e g o v e r n m e n t 
def ic i ts by raising n o n c o n t r o l l e d sources of t h e 
m o n e t a r y base or t he mone ta r y base mul t ip l iers . 

This does not exonerate t he monetary authori t ies 
f r o m respons ib i l i t y for in f la t ionary a n d cycl ica l ly 
des tab i l i z ing m o n e t a r y g r o w t h i n d u c e d by bud-
get def ic i ts . It o n l y makes clear tha t t hey w e r e in 
fact unw i l l i ng t o p reven t t he mone ta r y g r o w t h 
tha t a c c o m p a n i e d federa l b u d g e t def ic i ts af ter 
W o r l d W a r 11 a n d par t icu lar ly s ince 1970 . A n d it 
gives c redence t o t h e w i d e s p r e a d v i e w tha t large 
federa l de f ic i ts n o w and in t he near fu tu re w i l l b e 
a c c o m p a n i e d by acce le ra ted mone ta r y g r o w t h 
and in f la t ion if t he m o n e t a r y author i t ies react as 
t hey have in t he pas t 

Past re la t ionships of real def ic i ts t o real interest 
rates suggest tha t $ 2 0 0 b i l l i on def ic i ts in 1983 
and again in 1 9 8 4 w o u l d be associated w i t h a 
real de f i c i t o f a b o u t 4 pe rcen t of high e m p l o y -
m e n t G N P and real Treasury bi l l rates of 5 
percent . The past re la t ionsh ips of def ic i ts t o M l 
growth—and monetary growth in turn to i n f l a t i o n -
suggest tha t t he 1983 and 1 9 8 4 def ic i ts w o u l d 
b e associated w i t h 8 or 9 pe rcen t M l g r o w t h a n d 
8 or 9 pe rcen t inf lat ion. If tha t in f la t ion w e r e fu l ly 
an t i c ipa ted , t h e nomina l Treasury bi l l rate w o u l d 
rise t o 13 or 14 p e r c e n t M o n e t a r y po l i cy re-
act ions are n o t t h e same for every cycle, so these 
f igures o f fe r on ly t h e roughest of no rms f r o m t h e 
past to compare w i t h wha t is happen ing presently. 
For 1983 , t h e $ 2 0 0 b i l l i on de f i c i t was in fact 
associated w i t h a 4 t o 5 pe rcen t real Treasury bi l l 
rate, a 10 t o 11 pe rcen t M l g r o w t h rate, a n d on ly 
5 pe rcen t in f la t ion in t he G N P def la tor . For 1984 , 
w e can o n l y guess. Yet past re la t ionships p rov ide 
some clues t o exp la in w h y the re w e r e h igh 
n o m i n a l y ie lds a n d high in f la t ion expec ta t ions in 
1983 in t h e face of l o w inf lat ion. 

—Wil l iam G. Dewald* 

•Professor of economics at Ohio State University and iormer editor ot the 
(ournal of Money, Credit and Banking, This research was presented at an Atlanta 
fed Research Seminar on Sept. 8, 1983. 
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The Do-It-Yourself 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. 

M o s t of us are fami l iar w i t h the so ca l led 
s h a d o w e c o n o m y , its cons t i t uen t parts and its 
a l leged ef fects o n nat ional m o n e t a r y and fiscal 
pol icy. The popu la r press has focused on t h e 
size of t he il legal d rug business or h o w m u c h 
income otherwise lav^obeying citizens conceal 
f rom the IRS. But whenever an individual chooses 
t o w o r k on a p ro jec t h imsel f rather than h i r ing a 
professional, he also participates in the shadow 
e c o n o m y . A n d even t h o u g h t he do- i t -yourse l f 
m o v e m e n t may lack t he med ia appea l of some 
elements of t he shadow economy, it represents 
b ig business in t he U n i t e d States, w i t h an 
es t ima ted $34.1 b i l l i on w o r t h of annua l retai l 
t rade in 1982 , i n c l ud i ng 35 percent of the h o m e 
and a u t o repair markets. 

Mo t i va t i ons for do ing- i t -yourse l f span a w i d e 
range, i n c l ud i ng saving m o n e y t o f inance o the r 

leisure activities, saving t ime, s idestepping costly 
and t i m e - c o n s u m i n g g o v e r n m e n t regulat ions, 
and just p la in e n j o y m e n t . 

A n o t h e r mo t i va t i on may b e tax avo idance, a 
m o t i v a t i o n tha t t he m o v e m e n t shares w i t h 
o the r e l emen ts of t he s h a d o w e c o n o m y . T h e 
do-i t -yourself m o v e m e n t falls in to this category 
because t he va lue a d d e d by se l f -he lp tasks 
escapes taxat ion. If a h a n d y m a n (or w o m a n ) 
bu i lds a tab le, t he f inal p r o d u c t is w o r t h m o r e 
than t h e cost of t he mater ials that w e n t in to it, 
bu t its bu i l de r pays no tax on t he add i t i ona l 
value. The bui lder avoids this tax w i t hou t break-
ing any law. If t he tab le w e r e purchased, o n t h e 
o the r hand, t h e buyer w o u l d pay t he seller for 
the cost of materials, labor and an i n c r e m e n t 
for va lue added . The va lue a d d e d in that case 
w o u l d b e taxed to t h e worke rs as i n c o m e tax 
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Chart 1 . 25 to 44 Year Age Group as a 
Percent of the U.S. Population 

% 

Source: Conference Board, "Guide to Consumer Markets" 

and t o t he i r c o m p a n y as i n c o m e a n d i n v e n t o r y 
taxes. 

The Scope of the Movement 
T h e do - i t - you rse l f (o r DIY) m o v e m e n t is large 

and e x p a n d i n g . T h e Do- I t -You rse l f Research 
Ins t i tu te r e p o r t e d tha t as m a n y as 85 p e r c e n t 
of U.S. h o u s e h o l d s d i d s o m e D IY w o r k in 1981 . 
These e f fo r t s are fo recas t t o gene ra te $ 4 6 
b i l l ion in reta i l sales by 1 9 8 5 for t h e necessary 
too ls a n d supp l ies . D IY appea rs t o cu t across all 
d i s t i nc t i ons of age, sex, i n c o m e , e d u c a t i o n , 
geog raphy a n d l abo r g roup ings . 

T h e d e m o g r a p h i c m a k e u p of t h e A m e r i c a n 
p o p u l a t i o n has b e e n c h a n g i n g in a w a y tha t 
may b o o s t t h e m o v e m e n t ' s g r o w t h t h r o u g h t h e 
e n d of th is cen tu r y . Surveys have s h o w n tha t 
m e n a n d w o m e n in t h e 25 t o 4 4 age g r o u p are 
t h e m o s t a c t i v e " D I Y e r s . " Th i s a g e g r o u p ' s 
p r o p o r t i o n of t h e p o p u l a t i o n has e x p a n d e d 
f r om 25.2 p e r c e n t in 1 9 7 5 t o 27 .9 p e r c e n t in 
1980 , a r e m a r k a b l e g r o w t h o v e r o n l y f i ve years. 
A n d d e m o g r a p h e r s p r e d i c t t ha t it w i l l c o n t i n u e 
to expand in to t h e 1990s, qu i cken ing its g rowth 
rate b e g i n n i n g a r o u n d 1 9 8 5 (Char t 1). T h e 
expansion of this age g roup promises t o faci l i tate 
e x p a n s i o n o f t h e DIY indus t ry . 

T h e g r o w i n g n u m b e r o f such h o u s e h o l d s a n d 
d i sposab le i n c o m e ava i l ab le t o t h e m have 
ce r ta in l y s p u r r e d DIY ac t iv i ty . H o u s e h o l d s are 
t h e focus o f such e f fo r t s b e c a u s e t hese g roups 
o w n houses a n d severa l a u t o m o b i l e s m o r e 
o f t e n t h a n d o i n d i v i d u a l s w h o l ive a lone . A n d 
houses a n d au tos rece i ve a d i s p r o p o r t i o n a t e 
share of t h e e f f o r t e x p e n d e d . T h e n u m b e r of 
h o u s e h o l d s is e x p e c t e d t o g r o w f r o m a b o u t 8 3 
m i l l i o n in 1 9 8 2 t o r o u g h l y 9 8 m i l l i o n by 1 9 9 0 , 
or by a b o u t 18 p e r c e n t (Cha r t 2) .2 T h e g r o w i n g 
n u m b e r o f h o u s e h o l d s w i l l have m o r e d ispos-
ab le i n c o m e ava i lab le fo r p ro jec ts . T h e C o n f e r -
e n c e Board e x p e c t s h o u s e h o l d d i s p o s a b l e in-
c o m e e x p r e s s e d in 1 9 7 2 do l la rs t o r ise f r o m 
a b o u t $ 1 3 , 0 0 0 per h o u s e h o l d in 1 9 8 2 t o o v e r 
$ 1 5 , 0 0 0 b y 1 9 9 5 (Cha r t 3) . 

T h e raw mate r ia l s of t h e D IY m o v e m e n t — 
t h e p e o p l e , h o u s e h o l d s a n d assoc ia ted d ispos-
ab le i n c o m e s — h a v e all e x p a n d e d rap id l y s ince 
t h e m i d - 1 9 6 0 s . T h e y w i l l m o s t l i ke ly c o n t i n u e 
t o e x p a n d i n t o t h e 1990s . But as w i t h all 
c o m p o n e n t s of t h e s h a d o w e c o n o m y , the move -
m e n t ' s t o ta l e f f ec t o n t h e U.S. e c o n o m y c a n n o t 
b e m e a s u r e d d i rec t l y . T h e o n l y p o i n t at w h i c h 
t h e D IY e f f o r t t o u c h e s t h e o f f i c i a l l y m o n i t o r e d 
e c o n o m y is at t h e reta i l o u t l e t w h e r e DIYers 
must buy materials t o use in their work . Predicasts 

'Do-It-Yourself Markets: Home & Auto, Predicasts Inc., 1981, from a 
compilation of ideas and sources on DIY publ ished in 1983 by Mechan i x 
I l lust rated. 

2 Guide to C o n s u m e r Markets , Conference Board, from a compilat ion of 
ideas and sources on DIY published in 1983 by Mechan i x I l lust rated. 
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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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Source: Predicasts, Inc. and the Statistical Abstract of the U S 

Inc , an industr ial marke t research f irm, c o m p i l e d 
da ta s h o w i n g t h a t t h e va l ue o f sales t o t h e D IY 
retai l m a r k e t g r e w o v e r 5 0 0 p e r c e n t f r o m 1 9 6 7 
t o 1 9 8 0 , a n d w o u l d e x c e e d S98 b i l l i on b y 
1 9 9 5 . But t hese f igures d o n o t i n c l u d e a signif i -
can t do l l a r a m o u n t o f va l ue a d d e d by D IY 
e f f o r t Us ing est imates d e v e l o p e d for the h o m e 
b u i l d i n g i ndus t r y , w e d e r i v e d a t o t a l va l ue 
a d d e d a t t r i b u t a b l e t o D IY repa i r a n d f i x -up 
w o r k of $5.1 b i l l i on in 1 9 8 2 . 3 T h u s in t h a t year 
a lone , D IY c o n t r i b u t e d $39 .2 b i l l i on t o t h e 
na t i ona l e c o n o m y , o n l y $34 .1 b i l l i on o f w h i c h 
was c o u n t e d in GNP. 4 

The DIY Profile 
A m e r i c a n DIYers s t a n d apar t f r o m t h e rest of 

t h e p o p u l a t i o n b e c a u s e of a d i s t i n c t i v e set of 
demog raph i c and psychological characteristics. 
The i r age d i s t r i b u t i o n is s k e w e d t o w a r d y o u t h , 
a l t h o u g h a l m o s t 3 0 p e r c e n t o f t h o s e p o l l e d are 
45 o r o l d e r (Cha r t 4) . 5 It is logical t ha t 84 
p e r c e n t of h o m e DIYers are in t h e 25 t o 54 age 
b r a c k e t b e c a u s e t h o s e are t h e p r i m e years fo r 
c h i l d rea r ing fami l ies . T h o s e w i t h fami l i es are 
l i ke ly t o o w n h o m e s a n d t o engage in h o m e 
m a i n t e n a n c e a n d f i x -up . T h e surp r i s ing ly sma l l 

3 Bu i lde r , January 1983, p. 42. 
••Estimates of value added in the residential construct ion 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. 

p r o p o r t i o n (12 pe rcen t ) of h o m e DIYers o v e r 
age 55 is e x p l a i n e d par t ia l l y by t h e t e n d e n c y o f 
p e o p l e t o sell t h e i r houses a f te r c h i l d r e n have 
b e e n ra ised a n d t h e b r e a d w i n n e r has re t i red . 
Those w h o o u t o f e c o n o m i c necess i t y d i d t h e i r 
o w n h o m e repair and f ix-up w o r k w h e n younger , 
o f t e n have t h e i n c o m e in later years t o h i re 
o the rs t o d o t h e w o r k . O l d e r h o m e - o w n e r s are 
a lso s o m e t i m e s phys ica l l y u n a b l e t o d o s o m e 
tasks t h e m s e l v e s . T h e t i n y 4 p e r c e n t o f h o m e 
DIYers y o u n g e r t h a n 25 re f lec ts t h e facts t ha t 
f e w e r in th is age g r o u p can qua l i f y fo r a h o m e 
m o r t g a g e a n d t h a t t h o s e at l o w e r i n c o m e s are 
less l i ke ly t o d o t h e i r o w n w o r k . 

M e n m a k e u p t h e largest c o m p o n e n t of t h e 
A m e r i c a n D IY p o p u l a t i o n : 68 p e r c e n t of h o m e 
DIYers and 91 percent of au to DIYers.6 W o m e n 
m a k e u p 32 p e r c e n t a n d 9 p e r c e n t of t hese 
groups, respec t i ve l y . 

T h e i n c o m e p ro f i l e o f h o m e DIYers is heav i l y 
w e i g h t e d t o w a r d t h o s e w h o can qua l i f y fo r 
h o m e mor tgages (Cha r t 5) . In con t ras t t o t h e 
h o m e g roup , t h e p ro f i l e of a u t o DIYers is 
w e i g h t e d m o r e t o w a r d lower i n c o m e catagories.7 

This means , f irst, t h a t m o r e DIYers e a r n i n g 
$ 1 0 , 0 0 0 a year o r less can a f f o r d cars t h a n can 
a f f o r d houses. A n d , also, in t h e $ 3 0 , 0 0 0 a n d 

5Do- l t -Yoursel f Marke ts : H o m e & Au to , 1981, from a compilat ion of 
ideas and sources on DIY published by Mechan i x I l lus t ra ted in 1983. 

"Ibid. 
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Chart 5. Income Profiles of Home DIYers 
and the Total U.S. Population 

< 1 , 0 0 0 1 0 - 2 0 , 0 0 0 2 0 - 3 0 , 0 0 0 > 3 0 , 0 0 0 

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

Chart 6. DIY and U.S. Education Profiles 
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Source: Predicasts, Inc. and the Statistical Abstract of the U.S 

above i n c o m e g roup , p e o p l e t e n d t o s h o w 
m o r e in te res t in w o r k i n g o n t h e i r o w n houses 
than o n the i r cars. In 1 9 8 2 , t h e average D IYer 
had a h o u s e h o l d i n c o m e of $ 2 1 , 6 0 0 , w h i l e 
non-DIYers had incomes of $15,500, 28 percen t 
less o n average. 

The e d u c a t i o n leve l of DIYers is s k e w e d 
heavily t o w a r d those w h o have a t t e n d e d col lege, 
w i t h a sma l le r p r o p o r t i o n hav ing f i n i s h e d o n l y 
high s c h o o l a n d t h e smal les t p r o p o r t i o n hav ing 
left h igh s c h o o l (Cha r t 6) .8 M o r e DIYers w h o 
a t t e n d e d co l l ege t a c k l e t he i r o w n h o u s e h o l d 
pro jec ts t h a n a u t o - r e l a t e d pro jec ts . A n d of 
those w h o d i d n o t f in ish h igh schoo l , m o r e d o 
their o w n auto- re la ted pro jects than househo ld 
pro jects. 

The " t y p i c a l " do - i t - you rse l f e r , t h e n , is a m a l e 
h o m e o w n e r , b e t w e e n 25 a n d 54, w h o has 
a t tended col lege and earns in excess of $20 ,000 
per year. According to the Yankelovitch Monitor, 
he d o e s his o w n w o r k o n his car a n d h o m e 
p r imar i l y b e c a u s e h e en joys it (Char t 7). 

DIY in the South 
A l t h o u g h DIY ac t i v i t y r ep resen ts a large a n d 

g r o w i n g s e g m e n t of t h e na t i ona l e c o n o m y , it 

'Ibid. 
"Ibid. 
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seems t o b e m o r e i m p o r t a n t in t h e S o u t h t h a n 
in any other region. Building Supply News 
c o n d u c t e d a su rvey in 1 9 8 2 t o d e t e r m i n e 
w h e t h e r D IY e f f o r t d i f f e r e d by reg ion (Cha r t 
8) . 1 0 A s a m p l e of t h o s e w h o h a d d o n e w o r k o n 
the i r h o m e s s h o w e d tha t t h e S o u t h had t h e 
mos t such p ro jec ts , f o l l o w e d b y t h e N o r t h 
Cen t ra l states, t h e N o r t h e a s t a n d t h e n t h e 
W e s t . T h e s t reng th of D IY e f fo r t in t h e S o u t h 
cou ld be i n f l uenced by the region's m i l d wea the r 
or t h e m i g r a t i o n of p e o p l e a n d c o m m e r c e t o 
t h e S u n b e l t o v e r t h e last f e w years. M o r r y 
Robinson, editor of Building Supply News, 
suggests that southerners have ma in ta i ned m o r e 
of t h e f r on t i e r sp i r i t of self re l iance, w h i c h has 
b e e n m u t e d in t h e m o r e u r b a n areas o f t h e 
coun t r y . T h e W e s t c o u n t e d t h e f e w e s t D IY 
pro jec ts , p r e d i c t a b l y , b e c a u s e it has f e w e r 
h o m e s t h a n t h e o t h e r regions. 

T h e South 's p o p u l a t i o n has m o v e d s t rong ly 
ove r t h e last d e c a d e t o w a r d t h e charac ter is t i cs 
i d e n t i f i e d w i t h DIY ac t iv i ty . T h e 2 5 - 4 4 year age 
g roup , w h i c h takes in 67 p e r c e n t of all D IYers in 
t h e na t i ona l survey, g r e w by 4 p e r c e n t in t h e 
Sou th f r o m 1 9 7 0 t o 1 9 8 0 . T h e i n c o m e g r o u p 
m o s t s t r o n g l y a s s o c i a t e d w i t h D IY e f f o r t ex-
p a n d e d f r o m 34 p e r c e n t of t h e p o p u l a t i o n in 

^Yanke lov i tch Mon i to r , Yankelovitch, Skelly and White Inc., marketing, 
social and public opinion research. From a compilat ion of sources and 
ideas on DIY publ ished in 1983 by Mechan i x I l lus t ra ted. 

'»Bu i ld ing Supp ly News, Morry Robinson, from a compilat ion of sources 
and ideas on DIY published in 1983 by Mechan i x I l lust rated. 
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Chart 7. Reasons for DIY Enthusiasm 
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Source: Yankelovitch Monitor 

Chart 8. Percent Home DIY Projects by Region 
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Source: Building Supply News, M.R. Robinson, 1982 

t h e Sou th in 1 9 7 0 t o 4 5 p e r c e n t in 1 9 8 0 . T h e 
s e g m e n t of t h e s o u t h e r n p o p u l a t i o n w i t h a 
h igh schoo l d i p l o m a o r b e t t e r g rew f r o m 34 
percent in 1970 t o 45 percen t by 1980 . Co l lege 
graduates, ac t i ve in t h e m o v e m e n t , g r e w f r o m 
10 p e r c e n t t o 14 p e r c e n t o f t h e s o u t h e r n 
p o p u l a t i o n o v e r t h e last d e c a d e . 

What's Behind the Movement? 
Probab l y t h e m o s t i n t u i t i v e l y s t r a i g h t f o r w a r d 

reason for d o i n g a j o b yourse l f ra ther t h a n 
b u y i n g a p r o d u c t or serv ice in t h e m a r k e t p l a c e 
is t o save m o n e y . Ful ly 32 p e r c e n t of DIYers 
g ive th is as a reason fo r t h e i r ac t iv i ty . Peop le 
have l e a r n e d tha t t h e y can change t h e o i l in 
t he i r cars for a t h i r d o f w h a t a serv ice s ta t i on 
w o u l d charge, a n d t ha t h i r i ng s o m e o n e t o d o a 
s i m p l e h o m e i m p r o v e m e n t c h o r e l i ke a d d i n g 
l a u n d r y r o o m she lves m i g h t b e 10 t i m e s m o r e 
costly than d o i n g it themselves. D o i n g it yourself 
a p p e a l s t o a sense o f t h r i f t a n d for s o m e it is t h e 
o n l y w a y t h e y can a f f o rd t o get a j o b d o n e . 

However , w h e t h e r a task actual ly saves m o n e y 
d e p e n d s o n i n c o m e , tax b racke t , t h e cost o f 

t h e pa r t i cu la r j o b a n d h o w l o n g it w i l l take. A 
m i l l w o r k e r m i g h t f i n d it e c o n o m i c a l t o pa i n t 
his h o u s e ra ther t h a n h i r i ng a pa in te r , b u t a 
hear t su rgeon w o u l d no t . W h i l e , f e w p e o p l e 
cou ld calculate precisely w h e t h e r it is economi -
cal for t h e m t o d o a par t i cu la r j o b t h e m s e l v e s , 
m o s t have an i m p l i c i t fee l fo r t h e t rade -o f f . 

T h e average i n c o m e tax rate is p r o b a b l y o f 
m o r e c o n c e r n t h a n t h e marg ina l tax rate t o 
p e o p l e t r y i n g t o d e c i d e w h e t h e r t o d o a p r o j e c t 
t h e m s e l v e s or t o h i re s o m e o n e else. Because 
t h e federa l i n c o m e tax tables n o w cover i ncomes 
of u p t o $ 5 0 , 0 0 0 , m a n y , if n o t mos t , use t h e 
tab les i ns tead o f t h e tax rate s c h e d u l e s t o 
ca lcu la te the i r taxes. N i n e t y - t h r e e p e r c e n t of 
DIYers have i n c o m e s of less t h a n $ 4 0 , 0 0 0 . 1 1 

W h e n us ing t h e tax tab les, o n e is o n l y awa re of 
t h e t o t a l tax d u e re la t i ve t o t a x a b l e i n c o m e . 
T h e tax rate schedu les , o n t h e o t h e r hand , 
s h o w t h e marg ina l tax rates. 

C h a r t 9 i l lus t ra tes t h e p rocess o n e m i g h t go 
t h r o u g h in d e c i d i n g w h e t h e r t o u n d e r t a k e a 
pro ject or t o have t h e w o r k d o n e professional ly. 
T h e h o r i z o n a l axis s h o w s i n c o m e a n d t h e 
ver t i ca l axis t h e n u m b e r o f hou rs it w o u l d t a k e 
t o f in ish. T h e cu rve ind ica tes a ser ies of p r o j e c t 
t i m e po in t s fo r w h i c h t h e i n d i v i d u a l at each 
i n c o m e , $ 1 0 , 0 0 0 , $ 3 0 , 0 0 0 , $ 5 0 , 0 0 0 , etc., is 
i n d i f f e r e n t as t o w h e t h e r h e s h o u l d d o t h e 

"Do- I t -Yourse l f Markets : H o m e & Au to , 1981, from a compilat ion of 
ideas and sources on DIY published in 1983 by Mechan ix I l lus t ra ted. 
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Chart 9. DIY vs. Pay-to-Have-it-Done 
Decision Curve 
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p ro jec t h imse l f o r have it d o n e pro fess iona l l y . 
In his m i n d t h e do l la rs a n d cen ts cos t w o u l d b e 
exac t l y t h e s a m e e i t h e r way . For an i n d i v i d u a l 
ea rn ing of $ 3 0 , 0 0 0 a year, p o i n t A, b e l o w t h e 
curve, c o i n c i d e s w i t h a p r o j e c t w h i c h h e w o u l d 
recognize as moneta r i l y benef ic ia l t o d o himself . 
G i ven his i n c o m e a n d average tax rate, h e 
w o u l d s p e n d m o r e hours e a r n i n g t h e m o n e y t o 
have t h e j o b d o n e p ro fess iona l l y t han it w o u l d 
take t o d o it h imse l f . St i l l at t h e $ 3 0 , 0 0 0 
i n c o m e level, po i n t B, above the curve, co inc ides 
w i t h a p r o j e c t t h e i n d i v i d u a l w o u l d c o n t r a c t t o 
have d o n e professional ly, if he bases t h e dec is ion 
s t r ic t ly o n t h e va lue of his t i m e . This p r o j e c t of 
a b o u t 1 5 0 hou rs w o u l d t a k e m o r e t i m e t o 
h a n d l e pe rsona l l y t h a n t h e t i m e r e q u i r e d t o 
earn t h e m o n e y t o have it d o n e pro fess iona l l y . 

If p e o p l e w e r e g u i d e d s t r ic t ly b y do l la rs a n d 
cen ts in d e c i d i n g w h e t h e r t o u n d e r t a k e a 
p r o j e c t o r pay t o have it d o n e fo r t h e m , t h o s e at 
l o w i n c o m e s w o u l d d o m o s t of t he i r o w n repai r 
w o r k a n d t h e m o r e p r o s p e r o u s w o u l d h i re 
mos t o f it ou t . But th is is n o t t h e case. T h e DIY 
i n c o m e p ro f i l e is w e l l r e p r e s e n t e d by h igh 
i n c o m e groups. T h e Y a n k e l o v i t c h su rvey te l ls 
us t ha t m a n y of t h e h igh earners d o t h e i r o w n 
work , no t for the savings, bu t for t h e satisfaction 
a n d e n j o y m e n t it g ives t h e m . O v e r t h e w h o l e 
s p e c t r u m o f i n c o m e s , n o n m o n e t a r y fac tors 
m o t i v a t e m a n y se l f -he lp chores . 

D IY w o r k can b e v i e w e d as s u b s t i t u t i n g one 's 
o w n labor t i m e fo r t h e m o r e e x p e n s i v e l abo r of 

a p ro fess iona l . H o w e v e r t h e da ta fai l t o s u p p o r t 
th is e x p l a n a t i o n . T h e p a r a d o x is t ha t do- i t -
yourselfers are s k e w e d t o w a r d higher, no t lower, 
i n c o m e s . O v e r 5 0 p e r c e n t earn in excess o f 
$ 2 0 , 0 0 0 a year, A n d near ly a q u a r t e r of all 
DIYers m a k e o v e r $ 3 0 , 0 0 0 a year. T h e heavy 
r e p r e s e n t a t i o n o f re la t i ve ly h igh i n c o m e s dis-
putes the hypothes is that DIYers act pr inc ipa l ly 
o u t of e c o n o m i c need . 

O n e ce r ta in r e q u i s i t e f o r t h e h a n d y m a n is 
f ree t i m e a w a y f r o m a regu lar j o b . Lack ing this, 
a p e r s o n m u s t h i re s o m e o n e t o d o all o f t h e 
p ro jec t s t ha t m i g h t o t h e r w i s e b e d o n e h imse l f . 
Several i nd i ca to r s te l l us t ha t t h e A m e r i c a n 
w o r k e r , o n average, en joys m o r e t i m e a w a y 
f r o m his or he r j o b t h a n eve r be fo re . T h e 
a m o u n t o f t i m e a n d m o n e y s p e n t d u r i n g th is 
t i m e are e v i d e n t f r o m t h e t r e m e n d o u s g r o w t h 
of le isure i ndus t r i es o v e r t h e last 2 0 years. This 
t i m e a p p a r e n t l y is a lso b e i n g used for repa i r 
a n d f i x -up jobs . 

T h e average A m e r i c a n w o r k e r is p u t t i n g in a 
shor te r w o r k w e e k t o d a y t h a n w o r k e r s 2 0 years 
ago. T h e average w o r k w e e k has d e c l i n e d f r o m 
37.1 t o 34 .8 hours , a r e d u c t i o n o f j us t o v e r 15 
w o r k d a y s o v e r a yeaKs t i m e . 1 2 A n d t h e labor 
m a r k e t p a r t i c i p a t i o n rate has b e e n d e c l i n i n g 
fo r m e n u n d e r t h e age of 50 . 1 3 M e n have 
d r o p p e d o u t o f t h e o f f i c ia l w o r k f o r c e a n d 
m a k e t h e i r l i v ing f r o m sources n o t a c c o u n t e d 
for in o f f i c ia l stat ist ics. T h e o f f i c ia l u n e m p l o y -
m e n t rate has h o v e r e d b e t w e e n 5 p e r c e n t t o 
10 p e r c e n t of t h e w o r k f o r ce fo r t h e last 
d e c a d e . V i r t ua l l y all o f th is j ob less g roup ' s t i m e 
is f ree, a l t h o u g h the i r lack of d i s c r e t i o n a r y 
i n c o m e restricts t h e a m o u n t of sel f -help act iv i ty 
t h e y can a f f o r d t o u n d e r t a k e . 

G o v e r n m e n t regu la t i on also p r o m p t s s o m e 
p e o p l e t o d o w o r k t h e m s e l v e s ra ther t h a n 
p a y i n g for a l i cense o r hav ing t h e i r w o r k in-
spected. For instance, v i r tual ly every mun ic ipa l i t y 
requ i res a b u i l d i n g p e r m i t b e f o r e res iden t i a l 
c o n s t r u c t i o n w o r k a b o v e a ce r ta in v a l u e can 
begin . T h e p e r m i t s raise r evenue , a le r t t h e 
b u i l d i n g i n s p e c t o r t o c h e c k t h e h o u s e for c o d e 
compl iance , and alert t h e tax assessor t o increase 
t h e house 's v a l u a t i o n a f ter t h e w o r k is d o n e . 
Fai lure t o b u y a p e r m i t is ce r ta in l y i l legal, b u t a 
h o m e o w n e r p l a n n i n g a smal l , i n e x p e n s i v e j o b 

" S u r v e y of Cur ren t Bus iness , U. S. Department of Commerce, Bureau ot 
Economic Analysis, June 1983. 

u H a n d b o o k of Labor Sta t is t ics U. S. Department of Labor, Bureau of 
Labor Statistics. 
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may cons ider it w o r t h t he risk. The h o m e o w n e r 
may fear tha t t he b u i l d i n g inspector and tax 
assessor wi l l cause h im to do extra, unnecessary 
w o r k t o c o m p l y w i t h t he bu i l d i ng c o d e or may 
arb i t rar i ly raise t h e tax va lua t ion on his home . 
W i t h these cons idera t ions in m ind , he may 
dec ide to do the wo rk because l icensed trades-
m e n may refuse t o j e o p a r d i z e the i r s tand ing by 
w o r k i n g o n an un l i censed pro ject , no mat te r 
h o w small . 

Somet imes t he marke t canno t de l iver t h e 
quant i t y , qua l i t y and t i m i n g of services that an 
i nd i v idua l wan ts and the j o b requires. D o i n g 
t h e j o b personal ly is some t imes t he on ly w a y t o 
satisfy all the requirements. In Chart 7 referenced 
earl ier, t he Yankelovitch Monitor repor ts tha t 
a b o u t 15 pe rcen t of DIYers respond ing said 
they d id their o w n work because it was expedi-
e n t O f ten , t he marke t is less responsive t o t he 
h o m e o w n e r than he can be t o h imsel f . 

Tax avo idance mot iva tes s o m e DIY work . 
Worke rs w i t h f lex ib le schedu les may choose t o 
w o r k extra hours t o cover t he cost of hav ing a 
p ro jec t d o n e for t hem. Howeve r , t hey pay tax 
on this add i t i ona l income. Because t he tax 
increases t he hours of w o r k requ i red t o take 
h o m e a given a m o u n t of money , worke rs may 
f i nd tha t t hey can save t i m e by d o i n g a p ro jec t 
themse lves rather t han w o r k i n g m o r e hours t o 
earn t he m o n e y t o have it d o n e professional ly . 

Finally, in th is age of sel f -help, any th i ng that 
increases a person 's sel f-rel iance, or gives t h e 
appearance of do ing so, is fashionable. Do- i t -
yoursel f psychology, t he emphas is on physical 
fitness and h o m e gardening are a few examples. 
From th is general mind-set , d o i n g repair and 
f i x -up w o r k mus t appear very at t ract ive. In 
addi t ion, being a handyman adds t o the personal 
control one exercises over his t ime and resources. 
Such personal init iative offers a positive, a l though 
some t imes token , response t o s o m e of t he 
p rob lems m o d e r n Amer icans c o m p l a i n about : 
inflation, high interest rates, high taxes, govern-
m e n t regulat ions and so forth. 

The Prosumer 
In his book , The Third Wave, A lv in Tof f ler 

descr ibes DIY as part of a w o r l d w i d e socio-
e c o n o m i c evo lu t ion . He co ined t h e w o r d " p r o -
sumer " t o descr ibe those w h o p r o d u c e for 
their o w n consumpt ion, a def in i t ion that includes 
DIYers. Tof f ler calls t h e e c o n o m i c s t ruc ture of 
p r im i t i ve agr icu l tura l societ ies t he " f i rs t wave. " 

In these societ ies each person (or fami ly) 
grows f o o d and const ructs t he necessi t ies of 
life fo r personal use. These are t he a rche typa l 
prosumers. In " s e c o n d - w a v e " societ ies p e o p l e 
p r o d u c e for d i s t r i bu t i on by markets; t hey are 
pa id for the i r e f for ts w i t h m o n e y tha t t h e y use 
t o purchase goods and services f r om others. In 
t he " t h i r d wave, " Tof f le r says, p e o p l e w i l l again 
p r o d u c e for the i r o w n c o n s u m p t i o n , re ly ing 
m u c h less on markets t o de l iver the i r goods 
and services t han d o second-wave societ ies. 

In t h e th i rd wave, n e w commun i ca t i ons , 
microprocesser and laser technologies wil l serve 
as catalysts tha t in tegrate t he c o n s u m e r in to 
t he p r o d u c t i o n process. C o m p u t e r - l i k e auto-
mat ic te l ler mach ines a l ready have rep laced 
most human tellers at some banks. Sophisticated 
sw i t ch ing e q u i p m e n t a l lows us t o dia l ou r o w n 
long d is tance t e l e p h o n e calls, a n d users can 
install most phones w i thou t help f rom a service-
man. Some cars n o w have l ight e m i t t i n g d i o d e 
(LED) displays tha t spel l o u t for t h e dr iver t he 
source of var ious service p rob lems. Each of 
these examp les i l lustrates a case in w h i c h t h e 
end consumer of a service—banking, te lephone 
c o m m u n i c a t i o n a n d a u t o repa i r—th rough n e w 
t echno logy is m o v e d a l i t t le closer t o t h e actual 
p r o d u c t i o n of t he service. 

Toffler explains the convergence of consumer 
and p r o d u c e r in t h e " t h i r d w a v e " by c i t ing w h a t 
he calls t h e law of re la t i ve i ne f f i c i ency . 1 4 

Acco rd i ng t o th is a rgument , as t h e cost of 
goods dec l ines re lat ive t o t h e cost of hand ic ra f t 
or o the r n o n - a u t o m a t e d services, t he services 
become more expensive and people subst i tute 
the i r o w n t i m e instead. DIY appears t o be one 
type of subst i tut ion resulting f rom this phenome-
non. 

Support Industries 
The do-it-yourself movemen t manifests itself in 

four we l l - known areas: special ized publications, 
special television and radio programming, special 
courses given at c o m m u n i t y col leges, h igh 
schools and t e c h schools, and se l f -he lp retai l 
stores. It is part of a greater m o v e m e n t in 
Amer ica toward put t ing newly emerging techno-
logies t o w o r k in everyday lives. 

Do ing s o m e t h i n g ourselves, w h e t h e r it b e 
p lan t ing a garden or f i x ing a car, requi res a 

,4Alvin Toffler, The Th i rd Wave, (New York: Bantam, 1981), p. 273. 
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detailed knowledge of the technology involved. 
Af ter w o r d of m o u t h , books a n d magazines 
p rov ide t he cheapest a n d mos t accessible 
sources for th is i n fo rmat ion . Such magazines as 
New Shelter, Popular Mechanics and Family 
Handyman o f fe r spec ia l i zed art ic les focus ing 
on t he subject . 

Compar ing the per formance of several related 
magazines w i t h t he 50 mass marke t magazines 
w i t h t he h ighest 1981 revenues gives s o m e 
clues t o t he m o v e m e n t itself. A c c o r d i n g to 
Folio, t he magaz ine a b o u t magazines, t he DIY 
category (Folio calls it the men's service category) 
expe r i enced $133 m i l l i on in sales in 1981, 1 5 

the latest year fo r w h i c h Folio has c o m p i l e d 
data. The magazines in th is g roup are: Popular 
Mechanics, Popular Science, Mechanix Illustrated, 
The Family Handyman, Popular Electronics and 
New Shelter. From 1 9 7 9 t o 1981 this marke t 
segment increased its share of Folio's t o p 50 
c i rcu lat ion magazines f r om 3.5 pe rcen t t o 3.8 
percent , w h i l e t he to ta l c i rcu la t ion of those 50 
fell by 2.2 percent . The marke t for how- to -do - i t 
t ype magazines c lear ly has been expand ing . 

The d e m a n d for se l f -he lp t echno logy has 
f ound ano the r ou t l e t in radio and te lev is ion 
shows o f fe r ing " h o w - t o " adv ice on just a b o u t 
any t o p i c Public television has been particularly 
respons ive t o th is d e m a n d t h r o u g h such pro-
grams as "This O ld House," explaining methods 
of renova t ing o ld homes; " T h e W o o d w r i g h t ' s 
Shop," o f f e r i ng w o o d w o r k i n g k n o w - h o w for 
those w h o like to use ant ique tools and methods, 
and "Crocket t 's Victory Garden," offer ing general 
home gardening advice. At least one special ized 
retail chain store sponsors radio advert isements 
that give h ints on h o w t o p e r f o r m chores 
qu ick ly and cheaply . 

The th i rd w ide ly available source of technical 
j i n fo rmat ion is t h e n e w a n d e x p a n d i n g area of 

one-shot courses of fered by commun i t y colleges 
and techn ica l schools. The courses usual ly are 
narrow in scope a n d are o f t e n taugh t by a 
pract i t ioner in t h e f ie ld, such as a p l umbe r , 
auto mechan i c or nurseryman. The courses 
usually o f fe r no degree credi t . Examples are 
courses on woodwork ing , auto mechanics, land-
scaping and increasing home energy efficiency. 

The DIY retai l o u t l e t is t he mos t v is ib le 
manifestation of the activity going on in America, 
today. Au tomob i l e parts stores are everywhere. 

15Folio, September 1982. p. 238. 

A n d h o m e i m p r o v e m e n t ou t le ts have sprung 
up close t o t h e suburban h o m e owners w i t h 
w h o m they d o business. A s tudy by Mechanix 
Illustrated pub l i shed in Folio magaz ine repor ts 
that t he do l la r va lue of manufacturers ' ship-
men ts for this h o m e marke t (see Char t 10) rose 
by 4 7 0 pe rcen t f r o m 1967 t o 1 9 8 0 a n d is 
forecast t o go up 145 pe rcen t f r om 1985 t o 
1995. 1 6 The s lower u p c o m i n g g r o w t h rate is 
p rem ised o n less rap id in f la t ion and a s lower 
rate of h o u s e h o l d f o r m a t i o n t h r o u g h 1995 . 
Manufacturers' shipments for 1982 are est imated 
t o be $12.7 b i l l ion. 

The retail va lue of sales by h o m e center 
stores was $25.3 b i l l i on in 1981 , up 58 pe rcen t 
over 1977. The largest 100 h o m e cen te r com-
panies e x p e r i e n c e d an 11.7 pe rcen t increase 
in sales t o h a n d y m e n in 1982 over 1981; and 
t he t o p 25 u p p e d the i r sales 12.3 percent . O f 
course, h o m e center stores sell t o cont rac tors 
too. But of t he t o p 100, 76 pe rcen t of sales 
w e r e t o househo lders , a n d 79 pe rcen t for t he 
t o p 25.1 7 

Conclusion 

O n e observer of t he do- i t -yourse l f move-
ment remarked recently that there is absolutely 

,6lbid., p. 236. , . . . . 
" N a t i o n a l H o m e Cen te r News, 1982, from a compilat ion of ideas and 

sources on DIY publ ished in 1983 by Mechan i x I l lus t ra ted. 
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no th i ng n e w a b o u t it. The Amer i can p ioneers 
d id almost everyth ing themselves, ou t of neces-
sity. The news is that p e o p l e in m o d e r n , high-
t echno logy Amer i ca are d o i n g it, and for m u c h 
less c o m p e l l i n g reasons than t h e pioneers. 
Tack l ing a j o b personal ly is still a w a y of or 
gett ing things done, expedi t iously if you lack the 
m o n e y t o b u y a good or a service, bu t it has 
b e c o m e m u c h more . It is a way of en joy ing 
one 's t ime, a w a y of saving m o n e y t o f inance 
ano the r leisure act iv i ty, a way of avo id ing taxes 
legally and a way of s idestepping costly and t ime-
c o n s u m i n g g o v e r n m e n t regulat ions. 

Prospects for con t inued growth of the move-
m e n t appear exce l lent . The 25- to -54 segmen t 
of the popula t ion ident i f ied w i t h the movemen t 
w i l l g row th rough t he e n d of th is century . And , 

a l t hough t h e orginal impe tus came on t h e 
d e m a n d side f r o m those d o i n g the i r o w n work , 
t he businesses manu fac tu r i ng and reta i l ing 
mater ia l and too ls have j u m p e d o n t h e band 
wagon a n d are push ing t h e c o n c e p t for all it is 
wo r t h . 

In t h e end, t he cul tura l or psycho log ica l 
bases for hand l ing a task personal ly may have 
t h e mos t t o d o w i t h t he t rend 's persistence. 
The reason most c o m m o n l y given by handymen 
is e n j o y m e n t If this is the case, and if Americans 
o n average are gain ing mo re f ree t i m e away 
f r o m the i r j obs as g o v e r n m e n t data suggest, 
t h e n DIY may b e in t he early stages of even 
m o r e rapid g r o w t h 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. 

Recent ly, m a n y Amer i can consumers have 
en te red the i r local supe rmarke t t o d iscover an 
a u t o m a t e d te l ler m a c h i n e (ATM) insta l led in 
the f ron t of the store. A T M s loca ted off bank 
premises appear to be spread ing t h r o u g h o u t 
shopping malls, supermarkets and convenience 
stores across t h e nat ion. In fact, t h e Florida 
Interchange Group—the forerunner of Florida's 
H O N O R n e t w o r k — e s t i m a t e d tha t by 1986, 
half o f Florida's p r e d i c t e d 3,500 A T M s w i l l be 
located o f f -p remise. 1 Cer ta in ly , as i nd i ca ted by 
substant ia l t r ansac t i on v o l u m e s , c o n s u m e r s 
f ind these ATMs conven ien t Beyond increased 
cus tomer conven ience , however , o the r far-
reach ing imp l i ca t ions may be d r a w n f rom the 

' " Ignit ing an EFT Revolut ion in Florida," Bank Ne twork News, Vol. 1 
(February 8, 1983), p. 2. 

insta l la t ion of shared o f f -p remise ATMs. They 
represent a s igni f icant s tep in t he gradual 
d i sp lacemen t of paper checks. 

In o rder t o p r o b e th is sub jec t m o r e deep ly , 
the Federal Reseive Bank of At lanta surveyed 35 
of t he largest grocery and c o n v e n i e n c e store 
chains in t he Southeast. The results clear ly 
demons t ra te tha t sou theas tern grocery and 
c o n v e n i e n c e stores are m o v i n g aggressively t o 
of fer bank ing services t o the i r customers. The 
survey f o u n d that 66 pe rcen t of ma jo r grocery 
and convenience store operators ei ther already 
have A T M s or have de f i n i t e plans t o instal l 
au toma t i c te l ler mach ines on the i r premises. 
They fee l tha t th is in i t ia t ive p romises d is t inc t 
advantages in a t t rac t ing customers, r e d u c i n g 
p rob lems w i t h bad checks, a n d e x p a n d i n g 
the i r range of cus tomer services. Fur thermore , 
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mos t of these organizations v iew the A T M as a 
steppingstone t o the point-of-sale cash register 
t e rm ina l and t he d e b i t card. 

Thus the survey conf irms another evolut ionary 
s tep in t he d i s p l a c e m e n t of paper checks by 
electronic substitutes.2 Once customers accepted 
t h e A T M as a cash-acquis i t ion dev ice at the i r 
bank or o the r depos i to ry ins t i tu t ion, banks 
began t o p lace the i r p ropr ie ta ry A T M s in o the r 
locat ions, such as shopping centers and airports. 
A n o t h e r s igni f icant s tep invo lves t he shi f t f r o m 
p ropr ie ta ry t o shared A T M networks , t h r o u g h 
w h i c h account-holders at one deposi tory insti-
tu t ion can uti l ize the ATMs of o ther institutions. 
W i t h t he format ion of shared networks—cur-
rent ly we l l unde r w a y — b a n k s can m u l t i p l y t h e 
convenience of fered by their plastic A T M cards 
w i t h o u t hav ing t o purchase add i t i ona l ATMs. 
Typical ly , special service corpora t ions estab-
lished by the part ic ipat ing institutions3 adminis-
ter t he 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, meanwhi le, 
had been w a t c h i n g a n d wa i t i ng fo r a large base 
of A T M cus tomers t o deve lop . As long as A T M s 
w e r e on ly accessib le by a f e w peop le , or as l ong 
as a grocer 's (propr ie tary) A T M c o u l d on ly be 
used by customers of a single financial institution, 
insta l la t ion was not just i f ied on anything other 
than an expe r imen ta l basis. As t h e ATM-cash 
d ispenser became wide ly accepted, however, 
concu r ren t w i t h t h e evo lu t i on of shared A T M 
ne two rks at t he local level, grocers c o u l d install 
A T M s w i t h t h e expec ta t i on that a s igni f icant 
p r o p o r t i o n of the i r cus tomers w o u l d benef i t . 
The survey descr ibed here indicates that grocers 
are i n d e e d tak ing advantage of t h e n e w oppo r -
tun i ty . 

The insta l la t ion of in-store A T M s is signifi-
cant b e y o n d t h e spread of A T M cash dis-
pensers. A T M s in retai l locat ions p rov ide an 
evolut ionary steppingstone or " transi t ion pro-
d u c t " b e t w e e n cash acqu is i t ion a n d d e b i t card 
purchases. To t he cus tomer , it is o n l y a small 
s tep f r o m us ing a plast ic card t o acqu i re cash 
and t hen groceries, in today 's case, t o us ing t h e 
plast ic card t o purchase groceries d i rect ly . 
From a techn ica l s tandpo in t , t he A T M is trans-
f o r m e d i n to a po int -o f -sa le termina l , t h e A T M 
card b e c o m e s a deb i t card, and t he shared 
A T M n e t w o r k b e c o m e s a shared d e b i t card 
ne twork . Yet marke t tes t ing ind icates tha t such 
a t rans i t ion w i l l appear t o be re lat ive ly m ino r in 
t he eyes of t he consumer . 

Grocers and c o n v e n i e n c e store opera tors 
recognize th is connec t i on , our survey indi -
cates. Thus t he A T M s in grocery and con-
v e n i e n c e stores may be pav ing t he w a y t o 
w i d e s p r e a d pene t ra t i on a n d accep tance of 
d e b i t cards, w h i c h in t u rn w i l l b e c o m e m o r e 
prevalent in other retail establ ishments such as 
gas stations and depar tment stores.4 Potentially, 
d e b i t cards w i l l d isp lace a large n u m b e r of 
personal checks, because a lmost t h ree t imes 
as m a n y checks are w r i t t e n for retai l purchases 
as are w r i t t e n for cash acquis i t ion. 5 

W h y are grocery a n d c o n v e n i e n c e stores so 
i m p o r t a n t in this evolut ion? Grocers cash a 
t r e m e n d o u s n u m b e r of checks; in m a n y cases 
check va lue exceeds gross sales. They need a 
qu icke r a n d cheaper means of negot ia t ing 
.such paymen ts and of e l im ina t i ng bad checks. 
Conven ience stores are more concerned w i th 
e l im ina t i ng cur rency in cash registers, t h e r e b y 
d iscourag ing robber ies. Both types of . stores 
p rov ide a large n u m b e r of w i d e l y d ispersed 
sites open for long hours. Furthermore, customer 
t raf f ic is already established and regular. The 
great ma jo r i t y of the i r cus tomers are local, w i t h 
paymen ts d r a w n against local f inanc ia l inst i tu-
tions. Because of this combinat ion of character-
istics, grocery and c o n v e n i e n c e stores p rov ide 
a good " t e s t i n g g r o u n d " for retai l po in t -o f -sa le 
t ransact ions. 

2For a more comprehensive descript ion 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 shift ing into a second phase involving shared delivery systems." 

3See "Shared ATM Networks: The Nation and the Southeast," this Review, 
December 1982. 

"The 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). 

5"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 

Hours of Operation 

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 2 

Pilot in Philadelphia 

Southland Corporation (7-11 Stores), 
Louisiana2 

24 Hours 

24 Hours 

24 Hours 

24 Hours/Store 

24 Hours/Store 

24 Hours 

24 Hours 

Store Hours/ 
Usually 24 

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 

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

in their southeastern s tores 

ATM installation 
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Survey Results 
O u r survey, w h i c h was c o n d u c t e d in August , 

i n c l u d e d e ight southeastern s tates—Alabama, 
Florida, Georgia, Louisiana, Mississippi , N o r t h 
Carol ina, South Carol ina, and Tennessee. The 
th i r ty - f i ve co rpo ra t i ons i n c l u d e d in t he samp le 
w e r e cu l led f r o m a list of t he 200 largest 
supe rmarke t and c o n v e n i e n c e chains in t h e 
nat ion. U n d e r t he assump t i on tha t t h e largest 
stores usual ly serve as indus t ry leaders—in 
general they are the first t o imp lemen t inno-
va t i ons—the survey is ref lect ive of e lec t ron ic 
bank ing act iv i ty occu r r i ng in southeas tern gro-
cery a n d c o n v e n i e n c e chains. 

T w e n t y - t h r e e of t he th i r t y - f i ve chains ques-
t i o n e d e i ther have A T M s in the i r stores or p lan 
t o instal l t h e m w i t h i n t w o years. Eleven stores 
have a l ready insta l led ATMs; six stores have 
s igned cont racts t o d o so w i t h i n t he next six 
months . Three stores de f in i te l y p lan t o instal l 
A T M s b u t lack f ina l c o m m i t m e n t s . Three o the r 
chains i n t e n d t o instal l A T M s w i t h i n t h e next 
t w o years b u t plans rema in s o m e w h a t vague at 
t he m o m e n t . Fur thermore , of t h e e leven stores 
w i t hou t A T M installation plans, one is conduc t ing 
an e x t r e m e l y p re l im inary invest igat ion of t h e 
top ic . Also, t w o f i rms are nat iona l chains w i t h 
A T M pi lot programs in other parts of the country. 
Q u i t e conce ivab ly , A T M insta l la t ion in the i r 
southeastern stores c o u l d f o l l ow successful 
pi lots. 

After ascertaining the number of supermarkets 
and c o n v e n i e n c e stores insta l l ing ATMs, w e 
c o m p a r e d var ious opera t i ona l detai ls. O f t he 
A T M s cur ren t ly opera t ing , all are accessib le 
t w e n t y - f o u r hours a day, as w i l l be those A T M s 
cur ren t ly be ing insta l led u n d e r contract . A T M s 
t e n d t o be loca ted in stores o p e n t w e n t y - f o u r 
hours a day; th is max im izes c o n v e n i e n c e for 
customers. 

All of t he presently funct ion ing in-store ATMs 
of fer a fu l l - l ine of t ransac t ions—depos i ts , cash 
w i thd rawa ls , transfers b e t w e e n accounts , and 
ba lance inquir ies. In add i t i on , t he Amer i can 
Express M o n e y Stop A T M s loca ted in seven 
At lanta Food Giant supermarke ts d i spense tra-
veler 's checks. O f t he stores stil l in t h e p lann ing 
stages, h o w e v e r , f o u r i n d i c a t e d t ha t t h e ma-
chines w i l l be for cash d ispens ing only . Ap-
parent ly , some banks i nvo l ved feel tha t it 
w o u l d no t be e c o n o m i c a l t o co l lec t depos i t s 
f r om such w i d e l y scat tered locat ions. 

W h i l e mos t of t h e supermarke ts a n d con-
v e n i e n c e chains i n t e n d t o install on l y o n e A T M 
per store, t h e n u m b e r of A T M locat ions varies 
w ide ly . T w o d is t inc t pat terns of insta l la t ion 
emerge. First, t he re are those grocery and 
c o n v e n i e n c e store chains in w h i c h a single 
bank installs f r o m o n e to t e n ATMs. W i t h o u t 
excep t ion , t he bank o w n s these machines. 
Since on ly tha t par t icu lar bank 's cus tomers 
may access t he mach ine , it is a p ropr ie ta ry 
ne two rk ; no o n e excep t those possessing t h e 
bank's proprietary card may make transactions. 

In contrast , seven chains are insta l l ing A T M s 
o n a m u c h w i d e r scale, w i t h anywhe re f r om 
f i f ty t o over o n e - h u n d r e d i n c l u d e d in t he plans. 
These A T M s w i l l be part of large regional 
ne tworks c o m p r i s e d of m a n y banks. Indeed , 
the shared networks represent a large cardholder 
base that makes massive i m p l e m e n t a t i o n of 
A T M s econom ica l l y feasible. Thus a d i c h o t o m y 
exists b e t w e e n plans t o instal l a f e w A T M s 

"Twenty three of the thirty five 
chains quest ioned either have 
ATMs in their stores or plan to 
install them within two years" 

unde r a single bank 's p ropr ie ta ry n e t w o r k and 
t he p lac ing of m a n y A T M s par t i c ipa t ing in a 
shared network of regional banks. The situation in 
Florida serves as an exce l len t e x a m p l e of t he 
lat ter a l ternat ive. 

Florida's H O N O R network became operat ional 
on September 30, 1983. Representing approxi-
mate ly $50 b i l l i on in deposi ts , 120 f inanc ia l 
ins t i tu t ions compr i se t he H O N O R ne two rk . 
The c o m b i n e d to ta l of 3.6 m i l l i on A T M access 
cards issued by t he n e t w o r k app rox ima tes 75 
percent of Florida's card-holding base. Ne twork 
m e m b e r s w i l l have access t o 4 0 7 o f f -p remise 
machines, 125 of w h i c h b e l o n g t o t h e Publ ix 
Tel ler N e t w o r k . 6 Beg inn ing next June, H o n o r 
network members wi l l share on-premise ATMs, 
creating a total ly shared electronic env i ronment 
in Florida. In D e c e m b e r 1983, t w o of Georgia's 

Florida's Honor Racing to Grab the Network Lead,"Bank N e t w o r k 
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 

Number Network To Point-of-Sale? 

Supermarkets 

Albertson's, Florida 7 Shared Yes 

Bi-Lo, Inc, South Carolina Around 60 Shared Yes 

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., 
North Carolina 

1 - 10 Undecided Yes 

Jitney Jungle, Mississippi 1 Proprietary Yes 

Kroger-Atlanta Division 
Kroger-Nashville Division 

3 
6 

Proprietary 
Proprietary Yes 

National Supermarkets, Louisana 3 Proprietary Uncertain 

Pantry Pride Inc., Florida 5 0 - 6 0 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 

1 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 

Convenience 
Supermarkets1 Stores2 Total3 

Increase Customer Convenience 13 (48%) 7 (87%) 20 (87%) 

Increase Customer Traffic 1 (4%) 6 (48%) 7 (30%) 

Reduce Check Processing Costs 11 (41%) 1 (1%) 12 (52%) 

Reduce Check Volume 8 (30%) 1 (1%) 9 (39%) 

Reduce Bad Checks 7 (26%) — 7 (30%) 

Reduce Cash Security Problems 2 (7%) — 2 (9%) 

Reduce Labor Involved 1 (4%) — 1 (4%) 

'Percentage of the 17 supermarket chains pursuing ATM installation. 
?Percentage of the 8 convenience store chains pursuing ATM installation. 
3Percentage of the 23 stores with plans for ATM installation. 

largest f i nanc ia l i n s t i t u t i o n s a n n o u n c e d p lans 
t o es tab l i sh a s imi la r n e t w o r k , a n d i n v i t e d o the r 
Georg ia f i nanc ia l i ns t i t u t i ons t o pa r t i c i pa te as 
char te r m e m b e r s . 

In A t l an ta , Kroger is i n v o l v e d in a p i l o t w i t h 
H e r i t a g e Bank. W i t h i n t h e past year, He r i t age 
Bank has e s t a b l i s h e d b r a n c h banks in t h r e e o f 
KrogeKs stores. These b r a n c h l oca t i ons serve 
as fu l l - se rv ice banks, o f f e r i n g e v e r y t h i n g f r o m 
loans t o c h e c k i n g accoun ts . Gene ra l l y b r a n c h 
banks are v i e w e d as " t e m p o r a r y and inadequa te 
e i t h e r b e c a u s e t h e y are t o o l abo r i n t ens i ve a n d 
i n e f f i c i e n t or t h e y serve a l i m i t e d c u s t o m e r 
base . " 7 Ye t Bob H o d g e , v i c e - p r e s i d e n t of 
KrogeKs A t l a n t a d iv is ion , repor t s tha t : " T h e 
c u s t o m e r s s e e m t o b e ve r y p l eased w i t h t h e 
a d d i t i o n a l serv ice. I p r e s u m e Her i t age is d o i n g 
e n o u g h bus iness t o j us t i f y labor a n d costs of 
p u t t i n g banks in . " 8 It is t o o ear ly t o reach any 
d e f i n i t i v e c o n c l u s i o n s a b o u t t h e feas ib i l i t y of 
b ranch banks; however , instal l ing A T M s accessi-
b le b y all m e m b e r s o f a sha red n e t w o r k seem-
ing ly c o n s t i t u t e s a m o r e v i a b l e a l te rna t i ve . 

Customer Convenience 
O f grea ter i n te res t t h a n de ta i l s of l o ca t i on 

and ope ra t i on are t h e ob jec t ives b e h i n d instal l ing 

t hese in -s to re A T M s . For t h e mos t part , t h e 
F lor id ians i m m e d i a t e l y r e s p o n d e d t h a t t h e y 
a c t e d in se l f -de fense . In a n n o u n c i n g its i n ten -
t i ons t o es tab l i sh t h e Pub l ix Te l le r n e t w o r k in 
1 9 8 1 , Pub l ix s u p e r - m a r k e t s i n i t i a t e d a m a d 
s c r a m b l e t o insta l l in -s to re A T M s . Thus m a n y 
F lor ida s tores p l u n g e d i n t o t h e pu rsu i t of in-
s tore e l e c t r o n i c b a n k i n g in an e f f o r t t o r e m a i n 
c o m p e t i t i v e . 

A l though compe t i t i ve pressure rushed Florida's 
s tores i n t o ins ta l l i ng A T M s , real b e n e f i t s m u s t 
acc rue f r o m these sys tems in o r d e r t o j u s t i f y 
such in terest . In q u e s t i o n i n g t h e s u p e r m a r k e t s 
•and c o n v e n i e n c e s to re opera to rs , w e f o u n d 
t h e y r e s o u n d i n g l y a n s w e r e d t ha t t h e i r m a j o r 
goal was t o p r o v i d e c u s t o m e r c o n v e n i e n c e . 

T h e g roce ry i n d u s t r y is t r a d i t i o n a l l y sensit ive 
t o t h e n e e d s of t h e c o n s u m e r . E m p h a s i z i n g t h e 
i m p o r t a n c e o f t h e c u s t o m e r , t h e m a n a g e r of 
f i nanc ia l serv ices at Kroger exp la ins " . . . o u r 
h ighly c o m p e t i t i v e business is d r iven exclusively 
by t h e c o n s u m e r . Tha t is u n b e l i e v a b l y crit ical."9 

T w e n t y of the survey part ic ipants l isted cus tomer 
conven ience as their pr imary, ove r id ing concern. 
As M i k e W a r e of L i t t le G e n e r a l Stores, a F lor ida 
c o n v e n i e n c e cha in , states, " W e v i e w t h e A T M 
as a conven ience i t em and we ' re in t h e business 
o f se l l i ng c o n v e n i e n c e . " 1 0 W i t h t h e s l im p r o f i t 

' "Craig Gieler How Kroger Wants POS to Work," Bank N e t w o r k News, 
Vol. 1 (January 25, 1983), p. 4. 

"Bob Hodge, vice president, Atlanta division, Kroger Co., te lephone 
interview, August 26, 1983. 

9"Craig Gie ler How Kroger Wants POS to Work," Bank N e t w o r k News, 
Vol. 1 (January 25, 1983), p 4 
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margins character is t ic of t h e grocery indust ry , 
retailers seize u p o n any means of o f fe r ing 
add i t iona l customer convenience and gaining a 
compe t i t i ve edge. 

H a n d - i n - h a n d w i t h t h e n o t i o n of a d d e d 
cus tomer c o n v e n i e n c e is t he desi re t o increase 
cus tomer t raf f ic in t he stores. Retailers h o p e 
that customers, af ter en te r i ng t he store t o 
obta in cash, w i l l purchase a f e w i tems. John 
Polizzi of Florida's S h o p - N - G o stores e x p o u n d s 
on this: " O n e of t h e long- te rm ob jec t i ves is t o 
increase average t ransact ion size by be ing a 
source of cash for t he cus tomer . " 1 1 Seven o the r 
survey par t ic ipants i nd i ca ted tha t t h e y expec t 
that easier access t o funds w i l l spark impu l se 
buy ing and s t reng then sales. 

Because customer conven ience is the primary 
mot i va t ion b e h i n d insta l l ing in-store ATMs, 
supermarkets and c o n v e n i e n c e stores insist on 
a shared n e t w o r k of reg ional banks be fo re 
adop t i ng a course of w i d e s p r e a d instal lat ion. 
For instance, Carl Schauss of Mississippi's Jitney 
Jungle Stores of Amer ica , c o m m e n t s that his 

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

corpora t ion has " n o speci f ic plans t o install 
more A T M s (cur ren t l y it has o n e in-store A T M ) 
but a de f in i te inc l ina t ion t o make plans in tha t 
d i rec t ion e x c e p t for t he single bank m o d e 
ex is t ing in Mississippi . W i t h o u t a shared net-
work , A T M s are s imp l y no t feasib le."1 2 For 
e lec t ron ic bank ing services t o he igh ten con-
ven ience signi f icant ly, t h e A T M s mus t be avail-
able t o a substant ia l po r t i on of those in t he 
region possessing A T M access cards. 

The top ic of regional networks leads to another 
per t inen t issue, name ly that of t he region 
involved. Several of t he par t ic ipants c l a imed 
that t hey w e r e not in te res ted in insta l l ing A T M s 
because of t h e rural nature of the i r business. 

, 0Mike Ware, vice-president of finance, Little General Stores, te lephone 
interview, August 23, 1983. 

" J o h n Polizzi, Shop & Go Inc., te lephone interview, August 24, 1983. 
12Carl Schauss, executive vice president of finance, Jitney Jungle Stores 

of America, te lephone interview, August 26, 1983. 

Retailers c i t ed four ma in reasons w h y in-store 
A T M s are no t feas ib le in smal l t o w n s and rural 
areas. First of all, many of t he local banks d o no t 
have ATMs. Obv ious l y , on -p rem ise A T M s mus t 
exist be fo re o f f -p rem ise ones spread. 

Even in smal l t o w n s possessing ATMs , trans-
ac t ion v o l u m e suf f i c ien t t o jus t i f y insta l l ing in-
store A T M s canno t be generated. A Piggly-
Wigg ly Sou thern spokesman explains: 

W e ' r e basical ly ope ra t i ng in smal l towns . 
W e ' v e had proposals ( to instal l ATMs) b u t 
as a mat te r of c o m p a n y po l i cy t u r n e d t h e m 
d o w n because of: (1) cus tomer accep-
t a n c e — c u s t o m e r con tac t is a major part of 
our business. A T M s are t o o impersona l ; (2) 
not enough transaction volume; (3) min imal 
bad check losses d u e t o t he local na ture of 
t he business.1 3 

O t h e r chains serv ing smal l t o w n and rural 
communi t ies also c i ted low ant ic ipated customer 
accep tance as de te r r i ng A T M instal lat ion. Even 
w h e r e cus tomer accep tance is no t a p r o b l e m , 
Bob Hughes of N o r t h Carol ina 's The Pantry Inc. 
po in ts o u t tha t " o u r t y p e of marke t area— 
most ly rural a reas—cannot genera te enough 
t ransact ions t o m a k e A T M s pro f i tab le . " 1 4 In-
store A T M s prove much more feasible in areas 
support ing denser populat ions; in more c rowded 
areas ATMs truly do boost customer convenience. 

Because i n c r e a s e d c u s t o m e r c o n v e n i e n c e 
seems t o be t he p ivo ta l issue in successful o f f -
p remise A T M insta l la t ion programs, market ing 
assumes an i m p o r t a n t role. A c c o r d i n g t o a 
recent Synergistics Research Corpora t ion study 
of o f f -p remise ATMs, 39 percent of the partici-
pants expressd a desi re t o access A T M s at 
supermarkets . 1 5 If this is t he case—if a d e m a n d 
for in-store A T M s a l r eady e x i s t s — t h e n p r o p e r 
marke t i ng shou ld ensure t he success of in-
store ATMs. M i k e Ware describes the market ing 
p lan of Florida's Lit t le Genera l Stores as " i n -
stal l ing A T M s at key t ra f f i c ar ter ies w i t h h igh 
vo lumes. . . at areas w i t h a high concentrat ion of 
apa r tmen ts and c o n d o m i n i m u m s and no areas 
w i t h a p r e d o m i n a n c e of o l de r peop le . O l d e r 
p e o p l e are no t c o n c e r n e d w i t h convenience; 
there is m o r e of a d i f ference in age than income 

13Larry Olsen, vice-president and treasurer, Piggly-Wiggly, Southern Inc. 
te lephone interview, August 22, 1983. 

' "Bob Hughes, vice-president of finance, The Pantry Inc., te lephone 
interview, August 19, 1983. 

15"Study 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 ta rge t ing A T M installation."16 Others 
i nd i ca ted plans t o install in higher i n c o m e 
areas. Al l p lan t o install A T M s at t he stores w i t h 
t he highest v o l u m e of traff ic. 

For t hose businesses w i t h on ly o n e or t w o 
b a n k - o w n e d ATMs, t he bank i nvo l ved assumes 
responsibi l i ty for locational "on- the-spot" adver-
t ising. M o s t supermarke ts and c o n v e n i e n c e 
stores e m b a r k i n g o n major A T M insta l la t ion 
plans in tend to share advertising responsibil it ies 
w i t h the network or bank own ing the machines. 
In Florida, for examp le , b o t h t h e H O N O R 
system and Winn-D ix ie wi l l advertise. In addit ion, 
Barnet t Bank and NCR wi l l he lp adver t ise for 
those stores j o i n i ng the i r swi tch. Thus retailers, 
bankers, and o ther n e t w o r k par t ic ipants der ive 
mu tua l benef i ts f r om each o t h e r s marke t i ng 
campaigns. 

Reduced Check Processing 
Volume and Costs 

W h i l e c u s t o m e r c o n v e n i e n c e u n d o u b t e d l y 
serves as t he ch ie f reason for insta l l ing off-
p remise ATMs, mos t grocery and c o n v e n i e n c e 
store chains h o p e r e d u c e d check processing 
v o l u m e a n d costs w i l l result as a by -p roduc t . 
I ndeed , this is a t op i c of pressing conce rn 
a m o n g retailers. A spokesman for W a r e h o u s e 
Grocer ies M a n a g e m e n t in A labama says, "as far 
as checks are conce rned , s o m e t h i n g has got t o 
happen because it's a b u r d e n and a cost ly 
one. " 1 7 Twe lve survey par t ic ipants l isted re-
d u c i n g t he costs of check process ing /cash ing 
as a very impor tant object ive in A T M installation; 
n ine c i t ed t he necessi ty of decreas ing the huge 
check processing vo lume (which greatly compl i -
cates t u rn i ng checks in to co l l ec ted funds) . 

Besides a c c e p t i n g checks for purchases, 
retailers also serve in a cash dispensing capacity 
after bank hours. For the most part, convenience 
stores do not accep t checks. The ma jo r i t y of 
t he grocers surveyed, on t he o the r hand, be-
wai led the extent to w h i c h they act as surrogate 
banks in cashing checks. T w e l v e c l a imed t o 
cash many m o r e checks than t he local banks. 

In t ru th , it is a c k n o w l e d g e d in t he grocery 
indus t ry that t he va lue of checks cashed in 
m a n y stores or chains exceeds t he to ta l annua l 
sales. Seventy pe rcen t of all checks w r i t t e n at 

, 6 M i k e Ware, L i t t le Genera l Stores. 
" R o g e r Dryer, execut ive v i ce -p res iden t Warehouse Grocer ies Manage-

ment, t e l e p h o n e interview, August 22, 1983. 

t he retai l level are w r i t t e n t o f o o d retai lers.18 In 
1981 , supermarke ts averaged 2 ,786 checks 
per week , lead ing t o a to ta l of 4.2 b i l l i on checks 
that year. Fur thermore, wh i l e t he n u m b e r of 
checks that grocery stores cash is rising, the 
average purchase size is decreasing.1 9 

Consequen t l y , check processing costs are 
impact ing retailers qui te dramatically. Estimated 
check hand l ing costs in 1981 averaged 45 
cents. Thus a store typ ica l l y spent $1 ,250 per 
w e e k o n check cashing. Since t he average store 
nets $150 ,000 each week , check ing costs ap-
p r o x i m a t e d 0.83 pe rcen t of sales. For c lose t o a 
decade, supermarkets ' net margins have been 
a b o u t o n e p e r c e n t Check process ing costs, 
there fore , near ly equa l t he supermarkets ' net 
margins.2 0 

It is very ev ident w h y retailers wan t to reduce 
t he v o l u m e of checks cashed. N o t on ly have 
retai lers had t o pay for t he labor and processing 
costs invo lved , t hey also have t o pay a fee for 
each check depos i ted . As t he as t ronomica l and 
somewhat inequi tably d ist r ibuted costs of check 

"In 1981, supermarkets averaged 
2,786 checks per week....Estimated 

check handling costs in 1981 
averaged 45 cents" 

process ing c o n t i n u e t o rise, the re is a " n e w 
• m o o d of retai lers w h o insist that t he check ing 
burden has become so great that a new payments 
process at t he supe rmarke t is in o rder . " 2 1 A n d 
in-store A T M s compr i se one step a long t h e w a y 
t o this goal. 

In fact, supe rmarke t A T M s represent some-
w h a t of a role reversal b e t w e e n banks and 
retailers. Instead of stores absorbing processing 
costs a n d pay ing t he bank depos i t fees, t he 
bank pays t he store a rental fee for t he space in 
w h i c h t he A T M is located. Grocery and con-
v e n i e n c e stores rece ive rental fees; t h e o w n e r 
of t he A T M a n d t he opera to r of t he sw i tch spli t 

'»"Craig Gie len H o w Kroger Wants POS to Work," B a n k N e t w o r k N e w s , 
Vol. 1 (January 25, 1983), p. 4. 

' ' " G r o c e r y Check Vo lume Soars, Repor ts FM I" B a n k N e t w o r k News, Vol. 1 
(June 21 , 1982), p. 1, 3. 
20 Ibid. 
2 ' "C ra ig Gie len How Kroger Wan ts POS to Work." B a n k N e t w o r k News, 

Vol. 1 (January 25 , 1983), p. 4. 
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the t ransact ion fee. O f ten , t he t ransact ion fees 
are volume-related; that is, the fee per transaction 
depends u p o n the a m o u n t of m o n t h l y trans-
action vo lume. For instance, in Florida's H O N O R 
network , if t he re are fewer than 5 0 0 , 0 0 0 trans-
act ions per m o n t h , a w i t h d r a w a l costs 61 cents. 
40 cents w i l l go to t he A T M owne r ; t h e sw i tch 
itself w i l l rece ive 21 cents. W i t hd rawa l s cost 
only 55 cents if more than 1.5 mi l l ion month ly 
transactions occur. Balance inquiries and transfers 
b e t w e e n accounts cost 20 cents less.22 The 
bank of t he cus tomer w h o s e accoun t was 
d e b i t e d pays these fees; it may in tu rn pass t he 
charge o n t o t he cus tomer . But t he retai ler 
does no t pay anyone. 

Fur thermore, if t he supe rmarke t or conve-
n ience store o w n s t h e machines, it w i l l rece ive 
the t ransact ion fees and beg in to genera te 
profits. Publix Supermarkets in Florida however, 
is the o n l y chain in t he survey t o o w n its o w n 
ATMs. For t he mos t part , t h e retailers are 
con ten t to let t he banks or th i rd par ty ne tworks 
o w n the ATMs. Yet if t h e banks or ne tworks d o 
not prov ide suff icient customer coverage, stores 
wi l l purchase the i r o w n machines. For instance, 
in Mississippi , w h e r e the banks have thus far 
not co l labora ted , Carl Schauss of J i tney Jungle 
Stores says " o w n i n g ou r o w n mach ines is a 
major poss ib i l i ty if t he banks d o n ' t get w i t h it 
(network format ion) themselves."23 Apparent ly, 
A T M o w n e r s h i p is n o t cr i t ical to t he retai ler 
unless i n a d e q u a t e n e t w o r k coverage exists. 

A l t h o u g h reduc ing t he check v o l u m e is a 
h o p e d for b y - p r o d u c t of in-store ATMs, chains 
stated that t hey d o u b t the n u m b e r of checks 
cashed w i l l decrease. Joe Letvel ter of Pantry-
Pride sums up this a t t i tude : " w e d o n ' t feel that 
ATMs wi l l reduce check cashing. . . From talking 
to NCR and Publix(in Florida), the check vo lume 
doesn ' t d e c r e a s e . . . the costs associated w i t h 
check processing remain the same."24 Certainly 
this is cont rary t o t he e x p e c t e d results. It is t o o 
soon t o d e t e r m i n e accura te ly wha t ef fects in-
store A T M s actual ly have on check vo lume . Yet 
even if t hey have zero i m p a c t o n t he n u m b e r of 
checks cashed, t hey w i l l sti l l be of va lue in 
p reven t ing bad check losses. 

Seven of t h e su rvey pa r t i c i pan ts l i s ted re-
d u c t i o n of bad checks as an ob jec t i ve b e h i n d 

"S t rada, "Convert ing FIG's Promise Into Power," Bank N e t w o r k News, 
Vol. 1 (May 11, 1983), p. 5 

" C a r l Schauss, Ji tney Jungle Stores 
24Joe Letvelter, cash manager, Pantry Pride Ine, te lephone interview, 

August 23, 1983. 

installing ATMs. Conven ience stores exper ience 
m i n i m a l bad c h e c k losses because t hey cash 
few checks. Grocery stores, however, experi-
ence e n o r m o u s bad check losses. G iven this 
fact, it is s o m e w h a t surpr is ing that on ly n ine 
compan ies r e p o r t e d any t y p e of e lec t ron i c 
check ver i f i ca t ion systems. 

Several o the r po ten t i a l benef i ts w e r e men -
t i o n e d in associat ion w i t h in-s tore ATMs. T w o 
of those surveyed c i t ed increased secur i ty of 
cash as a result of decreased cash exposure. 
Convenience stores in particular have a p rob lem 
w i t h ho ld-ups. A n d o n e par t i c ipan t fe l t that in-
store A T M s w o u l d r e d u c e t he labor requ i red 
for check cashing and processing. 

A Steppingstone to POS 
Thus, increased cus tomer c o n v e n i e n c e is 

t he p r imary m o t i v e for insta l l ing in-store ATMs. 
Stores h o p e that a r e d u c e d check v o l u m e w i l l 
p r o d u c e var ious benef i ts . These, however , are 
on ly t he shor t - te rm ob jec t ives. In t he l ong run, 
installing in-store ATMs may be an in termediate 
s tep in a chang ing retai l p a y m e n t mechan ism. 
In-store a u t o m a t e d te l ler mach ines represent 
o n e stage in t he t rans i t ion t o e lec t ron ic po in t -
of-sale (POS) registers. 

U l t imate ly , mos t retai lers h o p e t o have POS 
registers that electronical ly deb i t the cus tomers 
bank accoun t at t he check -ou t stat ion. W h e n 
asked if they v iewed in-store ATMs as a stepping-
stone t o POS, seventeen of the survey participants 
r e s p o n d e d yes. Some, such as Harry W a d e of 
W i n n - D i x i e , even i m p l i e d that A T M s w e r e 
be ing insta l led solely as an i n te rmed ia ry step: 
" A T M s are be ing insta l led as a t ra in ing g round 
t o get cus tomers t o use d e b i t cards. They 
(ATMs) are a necessary evi l . "2 5 O the rs said tha t 
A T M s " g i v e us de f i n i t i ve expe r i ence in cash-
f ree types of t ransact ions. " 2 6 John Polizzi of 
S h o p - N - G o Inc. sums up t he general a t t i t ude : 

A T M s are go ing t o w o r k in cer ta in locat ions 
bu t w o n ' t have the impac t tha t POS wi l l . 
U l t ima te l y POS wi l l d o away w i t h check 
cashing. A T M s are s imp ly ano the r service w e 
o f fer our customers. 2 7 

Obviously, strong suppor t exists for the eventual 
i m p l e m e n t a t i o n of POS registers. 

" H a r r y Wade, director of work methods, Winn-Dixie, te lephone interview, 
August 22, 1983. 

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

' ' J o h n 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 

Florida 

5. Winn-Dixie - Jacksonville 

6. Publix - Lakeland 

7. Pantry Pride Inc. - Fort Lauderdale 

* 8. Shop & Go, Inc. - Mango 

* 9. Little General Stores - Tampa 

* 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 

13. 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 

' Ind icates convenience store chains. 

The two different divisions of Kroger are counted as one company, 
leading to a total of 35 survey part ic ipants 

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) 

Mississippi 

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 

W h i l e m o s t reta i lers c o n c e d e tha t a t ran-
s i t i on t o POS is i n e v i t a b l e — i n d e e d , t h e y w e l -
c o m e s u c h a t r a n s i t i o n — f e w have m a d e any 
c o n c r e t e m o v e s in t h a t d i r e c t i o n . In fact , o u t o f 
35 su rveyed , o n l y t h r e e have any d e f i n i t e p lans 
rega rd ing POS. Seven c l a i m e d t o have v a g u e 
plans. 

Na tu ra l l y , t h e s a m e b e n e f i t s resu l t i ng f r o m 
r e d u c e d check v o l u m e after in-store A T M instal-
la t ion w i l l a lso acc rue f r o m POS registers. For 

instance, o n e supermarke t chain in Texas f o u n d 
tha t it c o u l d " s a v e one -s i x t h o f l abo r costs at 
c h e c k - o u t d u e t o t h e t i m e saved b y d i rec t -
d e b i t t r ansac t i on . " 2 8 A n d , w i t h o u t a d o u b t , th is 
is t h e m o s t e f f e c t i v e w a y t o p r e v e n t c h e c k 
f raud or bad check losses. Even more impo r tan t 
are t h e savings in c h e c k h a n d l i n g costs. 

28"Texas POS Rekindles a Fiery Network Feud," Bank Ne twork News, VoL 
2 (June 25, 1983), p. 4 
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Cur ren t l y es tab l i shed POS systems charge 
t ransact ion fees averaging 20 cents. The super-
markets a n d c o n v e n i e n c e stores d o no t have 
any transaction costs but must pay for installation 
and maintenance.( l t should be noted that where-
as mos t in-store A T M s are bank or n e t w o r k 
owned , a lmos t all stores p lan t o purchase the i r 
own POS registers.) Accord ing to a 1980 survey, 
the hand l i ng cost of a retai l cash t ransact ion is 
45 cents.2 9 Thus POS is p rov i ng t o be mo re 
economica l than cash. 

The advantages t o retai lers of POS systems 
are obvious. But w e must not forget that the 
grocery indus t ry is consumer -d r i ven . POS wi l l 
be i m p l e m e n t e d if and on ly if t he c o n s u m e r 
finds it beneficial . Therefore, the qu icker check-
out t imes of POS registers may b e a dec is ive 
factor in its favor. 

Accord ing to a 1983 Food Marke t ing Institute 
survey, 39 pe rcen t of consumers p lace greatest 
pr ior i ty o n a qu i ck c h e c k - o u t Low prices rank 
second.3 0 A typ ica l POS t ransact ion takes ten 
to f i f teen seconds, cash t ransact ions requ i re 27 
seconds, and checks requ i re even longer. Thus 
POS registers t ransact p a y m e n t w i t h max ima l 
speed. At Dahl 's, an I owa supe rmarke t tha t 
p ioneered t he use of POS registers, t he a d d e d 
conven ience a lone c o n v e r t e d 10-15 pe rcen t 
of check wr i ters t o POS w i t h o u t any p r o m o t i o n 
or f inancia l incent ives. This 10-15 percent com-
pensated for installation costs.31 Thus consumers 
face a t r a d e o f f be tween increased conven ience 
or re l i nqu ished check f loat Evidence suggests 
that a substant ia l po r t i on of consumers w i l l o p t 
for qu icke r check-outs . Those unw i l l i ng t o give 
up f loat w i l l have t o be lu red w i t h e c o n o m i c 
incent ives and p rope r m a r k e t i n g strategies. 

Conclusion 
In the foreseeable future, the imp lementa t ion 

of e lec t ron ic po in t -o f -sa le registers w i l l trans-
form the retail payment mechanism. Numerous 
grocery stores are install ing electronic scanning 
equ ipment at the check-out station, thus greatly 
fac i l i ta t ing t he convers ion t o e lec t ron ic POS 
registers. In add i t i on , t he o n g o i n g f o r m a t i o n of 
shared regional bank-card ne two rks is c reat ing 

" " C o s t of a Cash Transaction Put at 45 Cents," EFT Report, Vol. 6 (January 
3, 1983), p. 5. 

30" Do Shoppers Want POS? FMI Study Gives Clue," Bank Ne twork News, 
Vol. 2 (June 25, 1983), p. 5. 

3 ' "Why Iowa's POS Test Remains in a Pilot Mode,' Bank N e t w o r k News, 
Vol. 1 (February 8, 1983), p. 6. 

t he 75 pe rcen t sa tura t ion of t he deb i t card-
ho ld ing market bel ieved essential for an eco-
nomica l POS system. Extensive local ne tworks , 
in conjunct ion w i t h increasing consumer aware-
ness of e lec t ron ic p a y m e n t systems, are pav ing 
t h e w a y for e lec t ron ic point-of-sale. Thus, t he 
c u r r e n t i ns ta l l a t i on o f in -s to re A T M s — i n fur-
t he r i ng t h e d e v e l o p m e n t of an e lec t ron ic infra-
s t ruc ture and in fami l ia r iz ing cus tomers w i t h 
a u t o m a t e d bank ing services—is a key fac tor in 
t h e u p c o m i n g t ransi t ion. 

W e f o u n d a de f i n i t e t r e n d t o w a r d t he instal-
lat ion of in-store A T M s in supe rmarke t and 
c o n v e n i e n c e store chains in t he Southeast. T h e 
p r imary m o t i v a t i o n lies in increasing c u s t o m e r 
convenience, wh i ch retailers hope wi l l increase 
cus tomer t raf f ic t h rough the i r stores. Con-
sequently, grocery stores are beginning to insist 
that local banks coope ra te in f o r m i n g regional 
ne tworks ; o n l y in th is manne r w i l l a g iven 
store's A T M be available t o a suff icient quant i ty of 
consumers to increase convenience significantly. 

As l ong as t h e banks p rove fair ly coopera t i ve 
in establishing these shared networks, the super-
markets and c o n v e n i e n c e stores shou ld have 

"Evidence suggests that a 
substantial portion of consumers 

will opt for quicker check-outs. 
Those unwill ing to give up float will 

have to be lured with economic 
incentives and proper marketing 

strategies." 

l i t t le inc l ina t ion t o o w n the A T M s or t o ope ra te 
t h e e lec t ron ic swi tch. Thei r conce rn appears 
no t t o be w i t h con t ro l l i ng t he p a y m e n t system, 
bu t rather w i t h m o d e r n i z i n g t rad i t iona l pay-
m e n t mechan isms. 

Indeed, the tradit ional retail payment system 
has b e c o m e a burden . Supermarke t chains 
spend exo rb i tan t sums o n check process ing 
costs; the sheer vo l ume of checks supermarkets 
process renders t h e system inef f ic ient . Across 
the board, grocery industry management agrees 
o n t h e necessi ty of r educ ing t he check vo lume . 

M a n y of t he survey par t ic ipants h o p e tha t 
cus tomers w i l l ob ta in cash f r om in-store ATMs, 
cu t t i ng d o w n on t he n u m b e r of checks w r i t t e n 
bo th for grocer ies and for cash at cour tesy 
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desks. H o w e v e r , even if t h e A T M s d o n o t 
substant ia l ly r educe t he v o l u m e of checks, 
t hey acc l imate the c o n s u m e r t o t he idea of 
e lec t ron ica l l y deb i t i ng his check ing accoun t at 
the grocery store. In the future, deb i t ing accounts 
by an e lec t ron ic POS register may n o t seem 
such a sudden, drast ic change. 

Hence, in-store ATMs, whi le generating bene-
fits in and of themselves, u l t ima te ly de r i ve 
the i r greatest va lue as a s tepp ings tone t o POS. 
Electronic POS registers wi l l dramatical ly reduce 
t h e v o l u m e and costs of check processing. POS 
also is an e f fec t i ve way of m i n i m i z i n g bad 
check losses. In addit ion, electronic POS registers 
great ly speed up t he check -ou t process, w h i c h 
seems t o be the most critical factor in improv ing 
cus tomer conven ience . Thus, e lec t ron ic POS 
holds m u l t i p l e benef i ts for retai lers a n d con-
sumers. 

Indeed , m a n y retai lers eagerly w e l c o m e the 
appearance of e lec t ron ic POS systems. As Leo 
Con lan of South Carol ina 's Bi-Lo Stores empha -
sizes, " b a n k s and retai lers w a n t t o encourage 
consumers t o qu i t using c h e c k s . . . It is a b o u t 
t i m e it (POS) is c o m i n g t o this part of t he 
count ry . " 3 2 Some legal mat ters rema in t o be 
clar i f ied, bu t for the mos t part, POS techno logy 
has been re f ined and seems a b o u t t o c o m e of 
age. 

" L e o Conlan, Financial Vice President Bi-Lo Inc., te lephone interview, 
August 19, 1983. 

The spreading electronic infrastructure, accom-
pan ied by t he f o r m a t i o n of large regional net-
works , p rov ides t h e b a c k d r o p for t h e c o m i n g 
of electronic retail payments. The grocery indus-
t r y — e x p e r i e n c i n g acu te p r o b l e m s w i t h check 
process ing—wi l l u n d o u b t e d l y be t he first t o 
m a k e t he t rans i t ion t o e lec t ron ic POS, jus t as it 
has been t he first t o i m p l e m e n t w ide-sca le 
A T M instal lat ion. O t h e r retailers w i l l conver t 
mo re s lowly. 

General ly , t he size of t he retai l business is 
d i rec t ly p ropo r t i ona l t o t he v o l u m e of checks 
cashed, w h i c h in t u rn d i rec t ly relates t o t he 
need t o conve r t t o POS. In o the r words, larger 
retai l businesses, such as major d e p a r t m e n t 
stores, wi l l l ikely f ind it advantageous t o conver t 
t o e lec t ron ic POS termina ls as fast as possible. 
Small specia l ty stores, on t he o ther hand, may 
never exper ience any problems w i t h the existing 
check-col lect ion system. Thus, the rate at wh ich 
t he t rans i t ion t o e lec t ron ic POS occurs w i l l vary 
greatly. Yet, t h e b u r d e n of check process ing on 
s o m e retai lers has b e c o m e so great that a n e w 
retail payment mechanism seems t o be in order. 
Electronic po in t -o f -sa le appears t o be t he mos t 
likely candidate; indeed, the growing popular i ty 
of in-store A T M s ind icates that t he t rans i t ion 
may a l ready be underway . 

— Helen Stacey 
and Wil l iam N. Cox 
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Responding to a congressional mandate, three 
regulatory agenc ies recent ly proposed reforms 

in the way publ ic deposi ts are insured. The 
agencies, whose proposals ranged over such 

top ics as variable rate deposi t insurance, 
increased use of private insurance, d isc losure of 

supervisory actions, and consol idat ion of the 
insuring agencies, occasional ly agreed wi th 

each other. 

Deposit Insurance Reform: 
The Insuring Agencies' 
Proposals 

The th ree federa l g o v e r n m e n t agencies tha t 
insure t h e pub l ic 's depos i ts have b r o u g h t re-
markab le stabi l i ty t o t he f inanc ia l sector of t he 
Un i ted States economy, bu t recent deve lopments 
have p r o m p t e d a reexamina t i on of the i r role. 
A p p r o x i m a t e l y 50 pe rcen t of all banks a n d 25 
pe rcen t of all savings a n d loan associat ions fa i led 
b e t w e e n 1 9 3 0 a n d t h e c rea t ion of t he Federal 
Depos i t Insurance C o r p o r a t i o n in 1933 and t he 
Federal Savings and Loan Insurance C o r p o r a t i o n 
in 1934. The fa i lure rate a m o n g banks and 
savings and loans du r i ng t he past c o u p l e of 
decades has s l owed t o an average of less than 1 
pe rcen t a year.1 

The agencies' role, however , is be ing ca l led 
into quest ion by changes in t he economic environ-
m e n t a n d by changes in t he f inanc ia l services 
industry. The d ramat ic rise in ma rke t in terest 
rates in t he 1970s and early 1980s lef t m a n y S& Ls 
w i t h a negat ive net wor th . The de regu la t i on of 
interest rates on deposits and increasing pressure 
f r om un insured c o m p e t i t o r s have fo rced insured 
ins t i tu t ions t o b e c o m e more aggressive. O n e 
inev i tab le result of this increased c o m p e t i t i o n is 
a g row ing fa i lure rate a m o n g insured ins t i tu t ions 
and increased conce rn over the i r safety. Further-
more , s o m e banks are d e m a n d i n g f r e e d o m t o 
e x p a n d i n to n e w n o n b a n k ven tures that s o m e 
be l ieve are far r iskier than t rad i t iona l bank ing 
act ivi t ies. 

In response t o changes in t he f inanc ia l services 
industry, Congress passed t he Carn-St Germa in 
Depos i to ry Ins t i tu t ions Ac t of 1982. A m o n g its 
m a n y provisions, this act au tho r i zed insured 
ins t i tu t ions t o o f fer a m o n e y marke t depos i t 
accoun t w i t h no legal restr ict ions on t h e rate of 

'Supervisory assisted mergers of t roubled institutions are included with 
actual bankruptcies in this definition of failure. 
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interest paid and author ized the insuring agencies 
to o f fer net w o r t h cer t i f icates t o ins t i tu t ions w i t h 
weak capi ta l posi t ions. In this act, Congress also 
recogn ized t h e need to reevaluate t he cur ren t 
system of depos i t insurance. Congress began 
th is rééva luat ion by d i rec t ing each of t he t h ree 
depos i t insurance agencies t o s tudy seven im-
por tan t po in ts and re lated issues. 

The th ree agencies are t he Federal Depos i t 
Insurance Co rpo ra t i on (FDIC) , w h i c h insures 
commerc ia l and mutua l savings banks; t he Federal 
Savings and Loan Insurance Corpora t ion (FSLIC), 
w h i c h insures savings and loans and some mu tua l 
savings banks, and t he Nat iona l Cred i t U n i o n 
Share Insurance Fund (NCUSIF) , w h i c h insures 
c red i t unions. Congress d i rec ted t he agencies t o 
study: 

1. t he cur ren t system of depos i t insurance and 
its impac t o n t he s t ruc ture and ope ra t i ons of 
depos i t o r y inst i tu t ions; 
2. t h e feasib i l i ty of a l l ow ing depos i to rs t o pur-
chase add i t i ona l insurance cover ing depos i ts 
in excess of t h e general l im i t p r o v i d e d by law 
and t h e capabi l i t ies of t he pr iva te insurance 
system, e i ther d i rec t l y or t h rough reinsurance, 
t o p rov ide risk coverage in excess of t he 
general s ta tu tory l imi t ; 
3. t he feasib i l i ty of basing depos i t insurance 
p r e m i u m s on t h e risk posed by e i ther t he 
insured ins t i tu t ion or by its category or size 
rather than o n t he present f lat rate system; 
4. the impact of expand ing coverage of insured 
depos i t s on t he ope ra t i ons of t he insurance 
funds, i n c l u d i n g t h e poss ib i l i ty of increased or 
u n d u e risk t o t h e funds; 
5. the feasibil ity of revising the deposi t insurance 
system t o p rov ide even greater p ro tec t i on for 
smaller depositors wh i le foster ing a greater 
degree of d isc ip l ine w i t h respect t o large 
deposi tors ; 
6. t h e a d e q u a c y of ex is t ing pub l i c d isc losure 
regarding the cond i t i on and business practices 
of insured depos i t o r y ins t i tu t ions t o assess 
changes tha t may be n e e d e d t o assure pub l i c 
d isclosure; 
7. t he feas ib i l i ty of conso l ida t ing t h e t h ree in-
surance funds; and 
8. re lated issues. 

The agencies t o o k t w o d i f fe ren t app roaches t o 
t h e congressional d i rect ive. The Federal Depos i t 
Insurance C o r p o r a t i o n and t h e Federal H o m e 
Loan Bank Board ( w h i c h runs t he Federal Savings 
and Loan Insurance Corpora t ion ) t o o k a b road 

i n te rp re ta t i on of t h e request, w h i l e t he Nat iona l 
Cred i t U n i o n Admin i s t ra t i on ( w h i c h runs the 
Nat iona l Cred i t U n i o n Share Insurance Fund) 
l im i ted its repor t t o the points raised by Congress. 
The FDIC repor t , en t i t l ed Deposit Insurance in a 
Changing Environment, and t h e FHLBB report , 
en t i t l ed Agenda For Reform, b o t h rev iew depos i t 
insurance's role in ou r f inanc ia l system and the 
respective agencies' ideas on reform. Both reports 
con ta in a p p e n d i c e s tha t exp lo re key aspects of 
depos i t insurance in s o m e detai l . M a n y of the 
r e c o m m e n d a t i o n s are controvers ia l , b u t they 
p rov ide a va luab le star t ing po in t for t hose in-
te res ted in re fo rm ing depos i t insurance. 

In contrast , t he Nat iona l Cred i t U n i o n Ad-
min is t ra t ion ( N C U A ) d id no t analyze t he role of 
c red i t un ion insurance in t h e f inancia l system or 
t he re fo rms n e e d e d t o i m p r o v e t he system. The 
report appears to be try ing to detai l wha t insurance 
has d o n e for c red i t un ions and h o w it can be 
m o d i f i e d t o serve c red i t un ions bet ter . Indeed, 
mos t of the research c o n d u c t e d for this report 
appears t o have b e e n a survey of c red i t un ion 
off ic ials ' op in i ons on share (depos i t ) insurance. 
The report 's usefulness is l im i ted by its parochia l 
perspect ive. 

This ar t ic le w i l l summar i ze t h e mo re impo r t an t 
aspects of these t h ree repor ts by t op i c area. The 
M a r c h issue of t he Economic Review w i l l con ta in 
a c r i t i que of t he repor ts and some al ternat ive 
re fo rm proposals. 

Goals of Deposit Insurance 
The first s tep in reeva luat ing depos i t insurance 

is d e t e r m i n i n g w h y w e need such p ro tec t ion . 
The FDIC, FHLBB and N C U A discuss a var ie ty 
of reasons for p rov i d i ng insurance t o t he insti-
tu t ions t h e y insure. 

First, t he agencies say depos i t insurance pro-
tects t he f inancia l system and t he U.S. e c o n o m y 
f r o m the harms of bank fai lure. They no te that 
fa i lure can have ser ious consequences because 
banks are an essential e l e m e n t in t he p a y m e n t 
system and because of t he po ten t ia l for a sharp 
con t rac t i on in t h e m o n e y supp ly if t he pub l i c 
we re t o " s t a m p e d e " f r om depos i ts t o cash. The 
FHLBB prov ides an in terest ing analysis of w h y 
depos i t insurance is n e e d e d t o p ro tec t the fi-
nancial system. It notes that t he wave of bank 
fai lures in t he 1930s c o u l d have been p reven ted 
if t he Federal Reserve had p r o v i d e d adequa te 
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l i qu id i ty t o t he bank ing system.2 The FHLBB 
argues that t h e expe r i ence of t he 1930s d e m o n -
strates t he fa i lure of " a system w i t h d isc re t ion as 
its cr i t ical e l e m e n t " Thus, it imp l i c i t l y argues that 
the U n i t e d States needs depos i t insurance to 
p ro tec t t h e f inanc ia l system because t he depos i t 
insurance au thor i t ies lack d iscre t ion du r i ng a 
f inancial crisis. 

Second, t h e FDIC a n d FHLBB say depos i t 
insurance p ro tec ts small, unsoph is t i ca ted de-
positors f r o m losing the i r money . The FDIC 
argues tha t smal l depos i to rs are " i n e f fec t com-
pe l led t o use b a n k i n g faci l i t ies," yet t hey " h a v e 
l i t t le ab i l i ty t o p ro tec t t hemse lves against t h e risk 
of a bank 's closing." A t h i r d reason m e n t i o n e d by 
the t w o agencies is tha t depos i t insurance pro-
tects small institutions. That is, some depositors 
be l ieve large ins t i tu t ions are safer than smal l 
ones and, w i t hou t deposi t insurance, some small 
ins t i tu t ions w o u l d be f o r c e d t o merge w i t h larger 
inst i tut ions. N e i t h e r t h e FDIC nor t he FHLBB 
argues that p ro tec t ing small banks is an impor tan t 
reason for c o n t i n u i n g depos i t insurance. 

W h i l e these jus t i f i ca t ions are given for depos i t 
insurance in general, t h e FHLBB notes that t he 
pr imary reason savings and loans rece ived de-
posit insurance was t o ma in ta in a f l o w of f unds t o 
t he mor tgage market . It notes tha t S&Ls, un l i ke 
banks, d i d no t fail in t he 1930s because of 
l iquidi ty problems, bu t rather because of defaults 
on the i r mor tgage loans. The FSLIC was c rea ted 
to reestabl ish pub l i c c o n f i d e n c e in S&Ls so t hey 
cou ld c o n t i n u e t o make mor tgage loans. The 
repor t says th r i f t ins t i tu t ions cu r ren t l y face large 
risks if t hey try t o use shor t - te rm depos i ts t o f u n d 
long t e r m f i xed rate mortgages, g iven t he vo la t i le 
interest rates of t he past f e w years. Thus, t he 
FSLIC concedes that S&Ls w i l l have t o reduce 

2 Many of the banks that fai led in the early 1930s failed because they were 
ill iquid even though they were solvent. That is, many banks failed when 
depositors tr ied 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 
ill iquid 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 wil l fail. If 
depositors fear such a failure (even if the fear is not justified) then they will 
withdraw their money because that el iminates all risk of loss if the bank 
should fail. If enough deposits are withdrawn, then the bank wil l run out of 
cash and it wil l fail. The Federal Reserve System could have prevented 
these solvent but il l iquid banks from fail ing 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 wil l not fail and 
they redeposit their money in the bank. Many banks did fail in the 1930s 
because at that t ime the Federal Reserve did not believe it had a duty to 
preserve banks' liquidity. 

the i r ro le in t h e mor tgage marke t and w i l l have t o 
begin ope ra t i ng m o r e l ike t rad i t iona l banks. The 
FHLBB po in ts o u t that th is change in roles wi l l 
r educe t he or ig inal jus t i f i ca t ion for insur ing S&Ls. 
The repor t notes, howeve r , tha t if thr i f ts " b e -
c o m e an integral part of t h e t ransact ions or 
exchange process" t h e n t h e reason for insur ing 
t h e m wi l l b e t he same as for insur ing banks. 

The N C U A discusses t he or ig in of share in-
surance and its bene f i t s for c red i t un ions in its 
f irst sect ion, " I m p a c t of Insurance on C red i t 
Un ions. " 3 The N C U A says tha t "Congress d i d n ' t 
feel that ( c red i t un ion) insurance was n e e d e d , 
rather it w a n t e d t o reward c red i t un ions for a j o b 
we l l d o n e a n d p rov ide par i ty in insurance w i t h 
o the r f inanc ia l ins t i tu t ions . " 4 Also, several c red i t 
unions said depos i t insurance helps in compe t i t i on 
for funds, is inexpens ive , requi res a m i n i m u m 
level of c o m p e t e n c e , and reduces sponsor ing 
organizat ions ' hes i tancy in c reat ing a n e w cred i t 
un ion. 5 It also a l lows c red i t un ions t o engage in 
n e w act iv i t ies secure in t he k n o w l e d g e " t h a t 
shou ld s o m e t h i n g un fo reseen happen , t he b ig 
insurance f u n d in Wash ing ton , D.C. w i l l c o m e t o 
t he rescue," acco rd ing t o t he N o r t h Caro l ina 
Cred i t U n i o n League. O n e reason c i ted for 
depos i t insurance at banks and S&Ls is t he 
des i rab i l i ty of p r o t e c t i n g smal l depos i tors . The 
N C U A repor t imp l i c i t l y calls in to ques t i on t he 
app l i cab i l i t y of th is rat ionale t o c red i t un ions, 
observing that their members rarely lost m o n e y 
pr ior t o t he c rea t ion of depos i t insurance.6 

The Need for Reform 
The FDIC a n d t h e FHLBB descr ibe t he need 

for re fo rm similar ly. The t w o agencies say depos i t 
insurance s igni f icant ly reduces t h e f inanc ia l mar-
kets' incent ive to discipl ine banks because a lmost 
all depos i to rs recover the i r m o n e y if an insured 
ins t i tu t ion fails. T h e risk of loss fac ing c red i to rs in 
most businesses is carried by the insuring agencies 
for insured depos i t o r y inst i tu t ions. The insur ing 
agencies say t hey c o u l d t ry t o l imi t the i r risk in 
o n e of t w o ways: t h rough regula t ion of bank 
activit ies and compet i t ion , or th rough risk-related 

3 ln 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. 

aPages 1 - 2 0 through 1 - 2 1 
6Pages 1 - 1 0 through 1 - 1 1 . 
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depos i t insurance p remiums . The agencies his-
tor ica l ly have re l ied o n regula t ion t o con t ro l bank 
risk, charg ing on ly o n e rate for depos i t insurance 
regardless of i nd i v idua l banks' riskiness. 

The FDIC a n d FH LBB no te that recent deregu-
latory measures have w e a k e n e d the i r ab i l i t y t o 
i n f l uence insured inst i tu t ions ' r i s kand that m a n y 
p r o p o s e d measures w o u l d fu r the r w e a k e n the i r 
in f luence. If depos i t insurance is no t re fo rmed , 
these agencies c o u l d face substant ia l losses. 
Thus, t hey c o n c l u d e that depos i t insurance mus t 
b e r e f o r m e d t o give insured ins t i tu t ions m o r e of 
an incen t i ve t o l imi t the i r risk. The t w o agencies 
suggest that t he pr ivate sector be g iven mo re 
incen t i ve t o in f luence insured inst i tu t ions ' risk or 
that t he agencies start charg ing r isk-related in-
surance p r e m i u m s or both. 

The N C U A repor t con tends tha t cred i t un ions 
w e r e run mo re p ruden t l y pr ior to t he creat ion of 
federa l share insurance in 1971 a n d tha t s t rong 
c red i t un ions w e r e m o r e w i l l i ng to he lp the i r 
weake r cousins. It quo tes indus t ry off ic ials as 
saying that many c red i t un ions n o w feel t he 
N C U A wi l l take respons ib i l i t y for any mistakes 
t hey make.7 The repor t urges that s o m e way 
shou ld be f o u n d t o m a k e c red i t un ions m o r e 
respons ib le wh i l e ma in ta in ing t h e benef i ts they 
rece ive f r om federa l share insurance. 

Desirability of Risk-Related 
Insurance Premiums 

The congressional d i rect ive asked t he agencies 
t o l ook at t h e feas ib i l i ty of basing insurance 
p r e m i u m s on t he ins t i tu t ions ' risk, or the i r cate-
gory or size. M o s t of t he discussion is focused on 
risk-based premiums. The FDIC thinks risk-based 
p r e m i u m s are des i rab le because t h e y are m o r e 
equ i tab le , b u t t he agency d o u b t s tha t t hey can 
fu l ly rep lace regula t ion and marke t d isc ip l ine. 
The FHLBB also suppor ts r isk-based p r e m i u m s 
a n d argues tha t t hey can be used t o i n f l uence 
some types of risk wh i l e regula t ion cont ro ls o the r 
t ypes of risk. The N C U A is o p p o s e d t o risk-
re la ted p r e m i u m s pr imar i ly because it be l ieves 
they w o u l d increase t h e government ' s role in t he 
f inanc ia l sector. 

'This part of the NCUA report reinforces the FDIC and FHLBB posit ion that 
the current deposit insurance system encourages insured institutions to 
take on more risk 

The FDIC says t h a t t h e " i d e a l sys tem" in w h i c h 
p r e m i u m s are c losely t ied to t h e ins t i tu t ion 's risk 
is no t feasible. It f inds l i t t le emp i r i ca l e v i d e n c e 
d e m o n s t r a t i n g t he need for a c o m p r e h e n s i v e 
r isk-based insurance system and says a system 
based o n t h e FDIC's pe rcep t i ons of risk is unde-
sirable because the agency is t he on ly source of 
insurance for banks. The FDIC suppor ts risk-
based insurance p r e m i u m s on ly as a means of 
p rov id ing equ i ty to banks that are not excessively 
risky, a n d it does no t wan t such p r e m i u m s t o be 
t he p r imary i n f l uence on bank risk posi t ions. 

The FHLBB argues that the risk p remium structure 
need no t b e ideal to reduce insured inst i tu t ions ' 
risk. It notes tha t regula t ion can con t ro l risks that 
are no t pr iced. The FHLBB also argues that, 
where feasible, in f luencing risks th rough insurance 
p r e m i u m s rather than regula t ion is des i rab le 
because regulat ion establishes an arbitrary cutof f 
for r isk- taking a n d because superv isory sanct ions 
t e n d t o be i m p o s e d af ter t he fact. 

The N C U A br ie f ly discusses t he advantages of 
basing insurance p r e m i u m s on risk bu t t hen 
p roceeds t o argue against it. The N C U A acknow-
ledges that s o m e be l ieve risk rat ing is m o r e 
equ i t ab l e a n d that it w i l l reduce r isk tak ing. But it 
ci tes a rguments against depos i t insurance by 
those in t he c red i t u n i o n indust ry w h o say risk 
rat ing c o u l d p r o v o k e runs o n c red i t un ions a n d 
c o u l d hur t a l ready a i l ing c red i t unions. They also 
say t he risk rat ing m igh t no t be fair, that any rat ing 
w o u l d have t o i nc lude an analysis of t he s t rength 
of t he c red i t un ion 's s p o n s o r a n d that such rat ing 
w o u l d increase g o v e r n m e n t in f luence in t he 
f inancia l sector.8 

Implementing Risk-Related Premiums 
All t h ree agencies' repor ts i nc lude s o m e dis-

cussion of h o w they wou ld imp lement risk-related 
p remiums . The FDIC prov ides a fair ly speci f ic 
b l uep r i n t of h o w it m igh t set up a p r e m i u m 
structure. The FHLBB discusses t h e general pr in-
c ip les tha t shou ld be used in se t t ing up risk-
re lated p remiums , b u t p rov ides f e w deta i ls o n 

8The NCUA highlights the last argument, that risk rating would increase 
goverment inf luence 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 
un ions A more persuasive argument is that risk rating would have a worse 
effect on the private sector than do risk independent premiums 
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the system it w o u l d prefer. W h i l e t he N C U A is 
o p p o s e d to such p remiums , it inc ludes a pro-
posal that is in effect a risk-based insurance plan 
(albei t w i t h on ly a single, c rude measure of risk). 

The FDIC's p roposa l is based on t he insurance 
rebates it pays annua l ly t o insured banks. The 
agency cur ren t l y gives banks an assessment 
credit at t he e n d of each year, usual ly equa l t o 60 
percent of t he d i f f e rence b e t w e e n each bank 's 
gross assessment a n d its o p e r a t i n g expenses a n d 
insurance losses. The FDIC says it w o u l d assign 
each bank t o o n e of t h ree risk categor ies: no rma l 
risk, h igh risk a n d very h igh risk. Banks in t he 
normal risk category w o u l d rece ive a ful l assess-
men t credi t , banks in the h igh risk w o u l d rece ive 
50 pe rcen t of the credi t , and those in t he very 
high risk category w o u l d rece ive no credi t . The 
FDIC expec ts tha t t he "vas t ma jo r i t y " of banks 
w o u l d fall i n to t h e no rma l category. 

The FDIC w o u l d look at several cr i ter ia in 
assigning banks t o the risk categories. O n e is t he 
bank's capital. The FDIC recognizes tha t capi ta l 
adequacy d e p e n d s o n each bank 's risk pos i t ion, 
bu t it a cknow ledges tha t it canno t measure risk 
precisely. The FDIC favors a 5 pe rcen t capi ta l 
s tandard b u t wi l l , at least ini t ial ly, u s e a 3 pe rcen t 
standard.9 That is, any bank tha t does no t have 
capi tal equa l t o at least 3 pe rcen t of its assets w i l l 
au tomat ica l l y be p laced in t h e highest risk cate-
gory. This s tandard w o u l d app l y on ly t o depos i t 
insurance a n d p r o b a b l y w o u l d be raised to 5 
pe rcen t in a f e w years acco rd ing t o t he FDIC. 

A n o t h e r category t h e FDIC w i l l cons ider is 
cred i t risk. T h e FDIC proposes t o use classi f ied 
assets (substandard loans plus 0.5 t imes doub t fu l 
loans) for this s tandard. 1 0 If c lassi f ied assets 
exceed 70 pe rcen t of a bank 's capital, t h e n its 
cred i t risk is cons ide red unaccep tab l y high. The 
FDIC admi t s tha t this s tandard is j u d g m e n t a l a n d 
that t h e 70 pe rcen t s tandard may be changed 
based o n ongo ing research. (See, for examp le , 
the special issue on commer ica l bank surveillance, 
this Review, N o v e m b e r 1983.) 

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

'"Bank examiners review each banks 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 wil l be 
charged to loan losses. The FDiC proposes to include the remaining 
weak loans in its evaluation of a bank's asset quality. 

A th i r d t y p e of r i s k t h a t t h e FDIC w i l l eva luate is 
in terest rate risk. The agency is cons ide r ing 
c o m p u t i n g t he e f fec t of a 2 5 0 basis p o i n t change 
in in terest rates o n a bank 's cumu la t i ve earnings 
for each of fou r per iods: th ree m o n t h risk, six-
m o n t h risk, one-year risk and f ive-year risk. If 
such change in in terest rates w o u l d decrease t he 
present va lue of assets in excess of 2 0 pe rcen t of 
capi tal over a year or less t i m e ho r i zon a n d in 
excess of 50 pe rcen t of cap i ta l ove r t h e f ive year 
hor izon, t h e n t h e bank is d e e m e d t o have 
unaccep tab l y h igh in terest rate risk. T h e FDIC 
admi t s tha t m a n y thr i f ts w o u l d fail th is test. The 
agency notes, however , that it p robab l y w o u l d 
take a c o u p l e of years t o i m p l e m e n t th is risk-
based insurance program, and expresses h o p e 
tha t m a n y thr i f ts w o u l d reduce the i r in terest rate 
risk by then. The FDIC also w o u l d l ike t o base t h e 
ratings o n mora l hazard risk a n d l i qu id i t y risk b u t 
doub ts that this is cu r ren t l y feasible. 

The FDIC also looks at t he re la t ionsh ip be-
t w e e n bank size a n d risk and conc l udes that, 
" O n balance, it is n o t clear tha t smal ler banks 
w i t h es tab l ished t rack records are s igni f icant ly 

"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." 

r i sk ie r than large banks, and re la t ing p r e m i u m s t o 
t h e size of t he bank does no t seem approp r ia te . " 
(See t h e special issue o n e c o n o m i e s of scale in 
banking, this Review, N o v e m b e r 1982.) The 
FDIC does note, however, that more conservative 
standards shou ld be a p p l i e d t o n e w banks a n d 
banks w i t h u n p r o v e n managemen t . 

The FDIC is ins is tent tha t U n i f o r m In teragency 
Bank Rat ing System ratings ( c o m m o n l y k n o w n as 
CAMEL ra t ings—measur ing capi ta l adequacy , 
asset quality, managemen t earnings, and l iquidity), 
based on examiners ' rev iew of a bank, shou ld n o t 
be used for r isk-rat ing banks. The FDIC notes 
that such a use of t he C A M E L ratings w o u l d 
cause bankers to be m o r e guarded a b o u t the i r 
p rob lems. If bankers b e c o m e less open , t h e 
FDIC says, t h e exam ina t i on process w o u l d have 
t o be e x p a n d e d signi f icant ly. The agency also 
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notes tha t t h e cu r ren t C A M E L ratings are in-
f l u e n c e d heav i ly by sub jec t i ve factors. If t h e 
ratings were used to determine risk-based p r e 
m iums , banks w o u l d cha l lenge t hem, even tua l l y 
fo rc ing t h e agencies t o use a system based o n l y 
o n statistics. Such a change w o u l d reduce t h e 
re l iab i l i ty of t h e rating. T h e FDIC fu r the r argues 
that some banks are assigned n e w CAMEL ratings 
on ly d u r i n g on-s i te examinat ions , a n d t ha t a 
th ree-year gap may occu r b e t w e e n such exami -
nat ions.1 1 

The FHLBB's " i d e a l s t ruc tu re" for r isk-re lated 
p r e m i u m s w o u l d m e e t several cr i ter ia: t he 
pr ices charged shou ld ref lect t he risk t o t he 
FDIC, t he p r e m i u m s shou ld be based o n t h e 
ins t i tu t ion 's capi ta l pos i t ion, a n d t he p r e m i u m 
s t ruc ture shou ld be easy for managers t o under -
s tand and shou ld m i n i m i z e t h e n e e d for non-
pr ice regulat ion. The Bank Board's repor t dis-
cusses t w o general ways of eva luat ing risks: 
overal l risk indicators and ind iv idual risk measures. 
The FH LBB evaluates several speci f ic m e t h o d s in 
b o t h categories, b u t it makes no de ta i l ed recom-
m e n d a t i o n s such as those c o n t a i n e d in t h e FDIC 
repor t . O n e overal l risk ind ica to r re jec ted by t h e 
FHLBB is exam ina t i on ratings, w h i c h it descr ibes 
as sub jec t i ve a n d s o m e t i m e s s imp ly wrong. 1 2 It 
rejects a second overa l l risk ind icator , o n e based 
o n a f inancia l ratio, because m o d e l s are ad hoc 
and because ratios b o t h ref lect t h e past and 
p red ic t t h e fu ture. The FHLBB w o u l d prefer tha t 
t h e ind ica to r o n l y p r e d i c t e d t h e fu ture . A n o t h e r 
poss ib le ind ica tor w o u l d b e past d u e loans and 
secur i ty losses, b u t t h e Bank Board ques t i ons th i s 
measure because it also ref lects past p rob lems. A 
fou r th ind ica tor cons ide red is t h e past level a n d 
vo la t i l i t y of earnings. The repor t suggests tha t this 
measure c o u l d be used if it w e r e co r re la ted w i t h 
m a r k e t - d e t e r m i n e d de fau l t risk p r e m i u m s a n d 
t he i nc i dence of de fau l t at savings a n d loans.13 

The last ind ica to r cons ide red by t h e FHLBB is t he 
interest-rate risk p r e m i u m on uninsured liabilities. 
It rejects th is measure because m a n y ins t i tu t ions 

" T h e third argument can be made, however, against the FDIC's use of 
classified assets The FDIC gets around the problem by annual loan 
inspections. 

, 2The 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 

, 3The FHLBB's considerat ion 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 resul ts 

lack s igni f icant un insu red l iabi l i t ies, because t he 
p rocedures used t o hand le fa i led S&Ls o f ten 
p r o v i d e 100 pe rcen t d e fac to insurance, and 
because of p rob lems in separat ing risk, market -
ab i l i t y and regional in f luences o n t h e interest 
rate paid. 

The FH LBB th inks th ree types of risk shou ld be 
evaluated in set t ing market-based risk premiums: 
interest rate risk, c red i t risk a n d m a n a g e m e n t 
risk. It d raws no conc lus ions as t o h o w t h e FSLIC 
w o u l d measure any of these risks in a r isk-based 
insurance p r e m i u m program, b u t exp lores a 
c o u p l e of possib i l i t ies for in terest a n d c red i t rate 
risk. The repor t discusses t he use of du ra t i on and 
ma tu r i t y gap analysis t o measure interest- rate 
risk. It argues that dura t ion offers a bet ter measure 
of an ins t i tu t ion 's risk, bu t that ma tu r i t y gap 
analysis is m o r e fami lar t o S&Ls.14 

The repor t suggests that t he c red i t risk on a 
savings and loan's asset portfol io could be measured 
by t h e risk p r e m i u m o n its assets or by histor ic 
loan losses, b u t it f inds faul t w i t h both. It says the 
t rue risk p r e m i u m o n loans canno t be measured 
because t he re is no secondary marke t for loans. 
Also, h is tor ic loan losses d o not de te rm ine the 
size of t h e p r e m i u m t o be charged for cur rent 
c red i t risk. The FH LBB also says tha t t he diversi f i -
ca t ion of t he ins t i tu t ion 's po r t f o l i o is impor tan t , 
b u t it is uncer ta in h o w t o measure diversification. 
M a n a g e m e n t risk is seen as an i m p o r t a n t factor 
in the riskiness of an institution, but is characterized 
as a lmos t imposs ib le t o measure. The repor t also 
notes that if examiners t ry t o measure m a n a g e 
m e n t risk t hey w i l l have t o second guess each 
ins t i t u t i on ' s m a n a g e m e n t , w h i c h w o u l d run 
coun te r t o t he pu rpose of deregu la t ion . 

The N C U A may b e o p p o s e d t o r isk-based 
p rem iums , b u t it does f i nd mer i t in be ing ab le to 
t ier its p r e m i u m s t o t he size of a depos i t . The 
agency notes tha t mos t c red i t un ion accounts are 
small, u n d e r $ 5 0 , 0 0 0 , b u t t h a t a f e w ins t i -
tu t ions have sought larger accounts aggressively 
by pay ing h igh in terest rates. The N C U A bel ieves 
that m a n y c red i t un ions seek ing larger accounts 
are acqu i r i ng assets tha t have h igh returns a n d 
h igh risks t o m e e t in terest paymen ts o n t he large 
accounts. The N C U A w o u l d l ike t o be ab le t o t ier 

' "Durat ion 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 F H L B B See Cooper (1) for a discussion of some of 
duration's limitations. 
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its pr ic ing system based o n accoun t size so 
aggessive c red i t un ions w o u l d pay h igher risk 
p remiums. 

Reducing Deposit Insurance Coverage 
Depos i ts at insured ins t i tu t ions legally are 

insured up t o $100 ,000 , b u t b o t h t h e FDIC and 
FSLIC no te tha t t he i r cu r ren t m e t h o d of hand l i ng 
failures o f t e n p rov ides 100 pe rcen t insurance t o 
all depos i tors . The agencies usual ly use t he 
purchase a n d assump t i on m e t h o d for hand l i ng 
failed inst i tut ions. That m e t h o d involves a merger 
be tween t he fa i led ins t i tu t ion a n d a hea l thy one, 
wi th t h e acqu i r ing i ns t i t u t i on assuming all t he 
fai led one 's deposi ts . This m in im izes t he insuring 
agencies' cash o u t f l o w a n d d i s rup t i on in t h e 
fai led ins t i tu t ion 's c o m m u n i t y . The p r o b l e m is 
that depos i to rs w i t h over $ 1 0 0 , 0 0 0 d o no t feel 
their f unds are at risk, so t h e y d o no t m o n i t o r t h e 
depos i to ry ins t i tu t ions ' risk. Obv ious l y , t he re can 
be no pr ivate sector d isc ip l ine ove r bank risk 
tak ing unless depos i to rs be l ieve the i r funds are 
in danger. The FDIC, FHLBB and N C U A suppor t 
measures to increase the risk borne by depositors.15 

The FDIC suggests one of t w o changes t o 
make un insu red depos i to rs share in t he risk of 
failure. O n e of these changes, ca l led m o d i f i e d 
payout, w o u l d invo lve i m m e d i a t e fu l l p a y m e n t 
of insured accoun ts and an advance t o rema in ing 
claimants equa l t o t he es t ima ted recoveries. This 
p rocedure c o u l d be i m p l e m e n t e d even if t he 
FDIC arranged a merger b e t w e e n t h e fa i led 
ins t i tu t ion and a hea l thy one, w i t h t he hea l thy 
ins t i tu t ion assuming o n l y t he insured accounts 
and t he FDIC's advance t o o the r credi tors.1 6 The 
FDIC says that w h i l e congress ional ac t i on may 
facil itate the mod i f i ed payout method , t he agency 
has t he au tho r i t y t o f o l l o w th is a p p r o a c h on its 
own. 

The FDIC also cons iders a var ia t ion on t he 
m o d i f i e d payou t approach , w h i c h it calls coin-
surance. Co insurance w o u l d w o r k l ike m o d i f i e d 

"A l l three agencies also ment ioned the possibil ity ot increasing the level of 
government insurance but none of the three supported such an increase. 
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. 

,6lf 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 acquir ing 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 l iquidates the failed bank. 

payou t e x c e p t tha t un insu red depos i to rs m igh t 
be guaran teed 75 p e r c e n t of the i r un insu red 
deposits, for example, w h e n the inst i tut ion failed. 
The rema in ing 25 p e r c e n t a n d t h e c la ims of all 
o the r c red i to rs w o u l d b e sat isf ied as t h e fa i led 
bank 's assets w e r e l i qu ida ted . Both m o d i f i e d 
payou t a n d co insurance w o u l d p lace un insu red 
part ies' f unds at risk and give t h e m a reason for 
m o n i t o r i n g insured ins t i tu t ions ' risk pos i t ion. If 
depos i to rs t h o u g h t a g iven insured ins t i tu t ion 
was m o r e risky t han another , t h e y c o u l d d e m a n d 
a h igher risk p r e m i u m or w i t h d r a w the i r money . 
Either ac t i on w o u l d d iscourage t h e ins t i tu t ion 's 
managers f r o m tak i ng excessive risks. The FDIC 
argues tha t t h e co insurance scheme w o u l d have 
the advantage of reduced uncertainty and possible 
cont roversy associated w i t h t h e es t ima ted re-
coveries. Co insurance also w o u l d guarantee un-
insured depos i to rs a h igh p r o p o r t i o n of t he i r 
funds, w h i c h w o u l d lessen t h e i ncen t i ve fo r bank 
runs. 

W i l l i a m M . Isaac, t he Cha i rman of t h e FDIC, 
a n n o u n c e d in D e c e m b e r 1983 tha t t he FDIC 
w o u l d soon start us ing t h e m o d i f i e d payou t 
m e t h o d of hand l i ng bank fai lures (The American 
Banker, D e c 7, 1983) . H e said tha t t he FDIC 
w o u l d beg in by us ing t he m o d i f i e d payou t t o 
hand le smal l bank fai lures b u t tha t t h e m e t h o d 
w o u l d be e x t e n d e d t o large banks if it p r o v e d 
feasible. If t he m o d i f i e d payou t m e t h o d is no t 
feasible, t h e n Isaac said tha t t he FDIC w o u l d 
cons ider urg ing Congress t o i m p o s e m i n i m u m 
capital standards w i th subordinated deb t eligible t o 
m e e t a po r t i on of t he standards. 

The FDIC notes t w o coun te ra rgumen ts : these 
proposals w o u l d not place many private depositors 
at risk, b u t t o t h e ex ten t t h e y d o these proposals 
create an i ncen t i ve for bank runs. The repor t 
argues that s ince smal ler ins t i tu t ions a l ready 
have a h igh p r o p o r t i o n of the i r depos i ts in 
insured accounts, these proposals cou ld in f luence 
the i r behav io r on ly modes t l y . I n t e rmed ia te a n d 
regional banks c o u l d reduce the i r un insu red 
depos i ts substant ia l ly by re ly ing o n brokers w h o 
break large depos i t s in to $ 100 ,000 packages and 
deposi t these packages in separate banks. Finally, 
t h e FDIC says tha t s o m e argue tha t " u n t i l a 
mu l t i b i l l i on do l la r i ns t i tu t ion is actual ly closed, 
t he poss ib i l i ty w o u l d have l im i t ed c red ib i l i t y so 
that t h e e f fec t of i m p l e m e n t i n g t h e proposa l 
m igh t actual ly be t o increase t he advantage of 
t he very large bank." If m a n y depos i to rs d o fee l 
t hey have s igni f icant depos i ts at risk, however , 
they may w i t h d r a w the i r funds f r om banks w i t h 
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even relatively modest problems. These depositors 
may be l ieve that t hey have l i t t le t o gain and a lot 
t o lose by s t ick ing w i t h a p r o b l e m inst i tu t ion. The 
FDIC does no t d i spu te that these proposals 
w o u l d p lace f e w deposi tors at risk, bu t it does 
deny tha t t he proposals w o u l d lead to bank runs. 
The FDIC also warns that the pr ivate marke t and 
banks cou ld overreact to these measures and 
banks c o u l d b e c o m e over ly conservat ive. 

The FHLBB discusses the prospects of increasing 
marke t d isc ip l ine th rough reduced coverage a n d 
*hen detai ls s o m e me thods for increasing marke t 
discipl ine. It generally is negative toward reduc ing 
t he a m o u n t insured per depos i tor . The FHLBB 
says such a cut w o u l d encourage t he use of 
b roke red funds, cou ld cause losses for investors, 
and cou ld increase incent ives for runs on insti-
tu t ions be l i eved t o be in f inancial d i f f icu l ty . 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, accord ing t o the FHLBB, w o u l d 
p robab ly reduce depos i ts at S&Ls since mos t 
depos i tors d o no t l ike t o make un insured de-
posits at thri f ts.17 

The FHLBB report discusses a var ie ty of ways 
of cu t t ing e f fec t ive depos i t insurance, bu t makes 
no speci f ic r ecommenda t i on . The s implest of 
these proposals is to do nothing, a l lowing inflation 
and increased wea l t h t o increase t he average 
size of deposits and the number of uninsured 
deposi tors. The FHLBB also discusses proposals 
similar t o t he FDIC's mod i f i ed payou t and coin-
surance proposals. Another proposal w o u l d cover 
d e m a n d depos i ts in fu l l bu t l imi t insurance 
coverage on t ime deposits. This proposal recognizes 
that demand deposits can be w i thdrawn anyt ime 
w i t h o u t loss, bu t that t i m e depos i ts can have 
significant early wi thdrawal penalties. Thus, holders 
of t i m e depos i ts are less l ikely to w i t h d r a w the i r 
funds at t he first sign of t roub le . 

"Th i s last point can be considered a disadvantage, an advantage or 
irrelevant in analyzing a reduction, depending on one's perspective. 

50 

The N C U A endorses t he creat ion of a deduc t i -
ble in share insurance. That is, every c red i t un ion 
member ' s first share at least shou ld be un insu red 
to make m e m b e r s take o n some p r o p o r t i o n of 
the risk. The N C U A notes that, e x c e p t for a few 
corpora te c red i t unions, t h e average c red i t un ion 
accoun t is less than $50 ,000 . Thus, a t t emp ts t o 
impose greater risks o n large depos i to rs may no t 
w o r k for mos t c red i t unions. The N C U A does not 
advoca te any change at this t i m e in t h e insurance 
st ructure for co rpora te c red i t unions. 

Private Deposit Insurance 
A n o t h e r w a y of b r ing ing mo re pr ivate sector 

d isc ip l ine t o insured depos i t o r y ins t i tu t ions is to 
subst i tu te pr ivate insurance for pub l i c insurance. 
O p i n i o n s of th is o p t i o n d e p e n d on w h a t each 
agency th inks its responsib i l i t ies are and w h o it 
insures. The FDIC insures many banks w i t h 
assets in excess of $1 b i l l i on and feels a responsi-
bil i ty to protect the health of t he nation's financial 
system. This agency d o u b t s that pr ivate f i rms 
have t he capaci ty to insure larger banks, and 
does not see h o w they cou ld protect t he financial 
system. The typ ica l c red i t un ion insured by the 
N C U A is small, by contrast, a n d t he agency feels 
no responsib i l i ty t o p ro tec t t he f inanc ia l system, i 
Fur thermore, over 3 ,000 c red i t un ions a l ready , 
are insured by part ies o ther than t he federal i 
government . T h e N C U A suppor ts these alter-
native insurance schemes and believes that federal | 
credit unions should have the op t ion of substitut ing i 
one of t h e m for federa l insurance. The FHLBB I 
-supports pr ivate depos i t insurance bu t doub ts | 
that it can rep lace federa l insurance comple te ly . ; 

The FDIC argues that ne i ther bank self in- f 
surance nor pr ivate insurance compan ies of fer t 
an adequate substi tute for government insurance, f 
The FDIC argues that self insurance is inadequate f 
because it c o u l d create a " d o m i n o e f fec t " in t 
t imes of f inancial distress. The FDIC argues that \ 
pr ivate insurance compan ies are i nadequa te : f 
because they lack t he f inancial capaci ty t o insure I 
banks. The FDIC notes tha t t he aggregate capital f 
o f all domes t i c p rope r t y and l iab i l i ty insurers \s\ I; 
app rox ima te l y $68 b i l l ion and that mos t have! 1 
legal l imi ta t ions of 10 pe rcen t o n exposu re t o ai f 
single event.1 8 Fur thermore, if all factors are 

'"The FDIC says in a footnote 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 in to cons idera t ion , t he mos t d o m e s t i c 
private insurance w o u l d insure any one insti tut ion 
for w o u l d b e $1 b i l l i on t o $2 b i l l ion.1 9 The FDIC 
then notes tha t " t w o re lat ive ly large N e w York 
City based c o m m e r c i a l banks each h o l d m o r e 
than $15 bi l l ion in uninsured domest ic deposits." It 
fur ther argues t h a t " n u m e r o u s smal l ins t i tu t ions" 
also have un insu red depos i t levels that w o u l d 
appear t o e x c e e d t he to ta l capac i ty of t he 
domest ic insurance industry. 

The FDIC also points ou t that pr ivate insurance 
compan ies ma in ta in t he r ight to accep t or re ject 
appl icants a n d insist o n t he r ight t o cancel 
insurance w i t h o u t g iv ing a cause. The FDIC 
believes that reject ion or cancel lat ion of insurance 
w o u l d be des tab i l i z ing in t he bank ing industry. 
O ther p r o b l e m s w i t h pr iva te insurance are dis-
cussed by t h e FDIC. It notes that t he federa l 
gove rnmen t has be t te r access t o t h e necessary 
data, that a pr ivate insurer w o u l d have t o be 
relat ively large t o insure a regional ly d ivers i f ied 
group of banks, that pr ivate insurance compan ies 
invest in less l i qu id a n d m o r e risky assets than 
the FDIC, and that pr ivate insurance may no t 
handle fai lures as qu i ck l y as t he federa l govern-
ment. The FDIC conc ludes by saying in e f fec t 
that it has no o b j e c t i o n t o pr ivate insurance for 
un insured accounts, b u t tha t it does n o t suppor t 
a major government c o m m i t m e n t to the develop-
ment of p r iva te sector insurance. 

The FHLBB says a c o m p l e t e subs t i t u t i on of 
pr ivate for pub l i c insurance is imprac t ica l b u t 
that s o m e subs t i t u t i on w o u l d b e benef ic ia l . The 
FHLBB bel ieves tha t p r iva te insurance c o u l d 
produce several benefits: private regulat ion w o u l d 
subst i tu te for pub l i c regu la t ion t o s o m e ex tent , 
the p r i c ing of pr ivate insurance w o u l d e l im ina te 
the perverse incent ives in t h e cur rent r isk- inde-
p e n d e n t p r i c ing system, and subs t i tu t ing pr ivate 
for pub l i c insurance w o u l d i m p r o v e e c o n o m i c 
ef f ic iency and reduce t he dra in o n federa l assets 
w h e n ins t i tu t ions fail. Its repor t con tends tha t 
pr ivate insurance can cover th ree of t he four 
hazards faced by banks: t he risk of r obbe ry a n d 
f raud by outs iders, t he risk of m isapp rop r i a t i on 
by insiders and t he risk of m a n a g e m e n t fai lure. 
The o n l y risk pr iva te f i rms c o u l d n o t cover is a 
fa i lure of na t iona l m a c r o e c o n o m i c pol ic ies. 

'9The other factors taken into consideration are domestic private reinsurance 
corporations and self- imposed maximum exposure limitations of private 
insurance corporat ions 

The FH LBB discusses b o t h t he b road o u t l i n e of 
a c o m b i n e d pr iva te a n d p u b l i c insurance system 
and s o m e opera t i ona l p r o b l e m s tha t such a 
system migh t encoun te r . The agency suggests 
that t he federa l g o v e r n m e n t c o u l d guarantee 
accounts up t o a cer ta in level a n d c o u l d also 
p romise t o s tep in t o l imi t p r iva te losses in the 
case of a m a c r o e c o n o m i c po l i cy fai lure. Private 
insurance c o m p a n i e s w o u l d cover depos i t s in 
excess of t he federa l guarantee sub jec t t o a 
l im i ta t ion o n the i r losses in t he even t of a 
nat iona l catast rophe. 

Several ope ra t i ona l p r o b l e m s c o u l d occu r in a 
m i x e d system, acco rd ing t o t he FHLBB. O n e 
p r o b l e m w o u l d be estab l ish ing rules t o p ro tec t 
t he agencies' d isc re t ion on c los ing ins t i tu t ions 
w h i l e p r o t e c t i n g pr ivate insurers f r om suf fer ing 
large losses on inso lven t ins t i tu t ions that are n o t 
p rompt ly closed. Another p rob lem is the regulation 
of pr ivate insurers. The FHLBB says that insurance 
cou ld be o f fered by exist ing insurance companies 
or t h rough n e w mu tua l insurance agencies set up 
by insured inst i tu t ions. In e i ther case s o m e sort 
of regula t ion w o u l d be requ i red bu t t h e FHLBB 
w o u l d pre fer that such regula t ion c losely paral le l 
regu la t ion of ex is t ing insurance compan ies . The 
FHLBB notes a po ten t ia l p r o b l e m of adverse 
se lec t ion for b o t h t he insurers and t he insured. 
The p r o b l e m is that ins t i tu t ions may w i sh t o b e 
insured on ly du r i ng t imes of e c o n o m i c t roub le , 
w h i l e insurance compan ies may be w i l l i ng t o 
o f fer insurance on ly du r i ng t imes of prosper i ty . 
The repor t says that t he insurers' p r o b l e m may 
be a v o i d e d by requ i r ing federa l ly insured insti-
tu t ions to seek pr ivate insurance. The p r o b l e m s 
of t he insured f i rms c o u l d be reso lved w h i l e 
giving private insurers the right to cancel insurance 
bu t requ i r ing t he insur ing f i rms t o rema in at risk 
du r i ng a spec i f ied cance l la t ion per iod. 

Other Means of Increasing 
Private Sector Discipline 

Both t he FDIC and t he FSLIC suggest ways that 
pr ivate sector d isc ip l ine c o u l d be increased 
w i t h o u t reduc ing depos i t insurance coverage or 
re ly ing o n pr iva te insurance. Insured ins t i tu t ions 
c o u l d use m o r e s u b o r d i n a t e d debt , for instance. 
The FDIC talks a b o u t t he use of s u b o r d i n a t e d 
d e b t in t he con tex t of revised capi ta l standards. 
The agency main ta ins that s u b o r d i n a t e d d e b t is 
no t a subs t i tu te for e q u i t y capi ta l because d e b t 
canno t absorb losses in a go ing concern . The 
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FDIC is in terested, however , in requi r ing greater 
use of s u b o r d i n a t e d d e b t because it can absorb 
t h e agency 's losses w h e n a bank fails. The FDIC 
does no t say it w i l l use subo rd ina ted d e b t at th is 
t ime, b u t it does say t he i d e a " a p p e a r s t o war ran t 
cons ide ra t i on in add i t i on to, or in l ieu of, the risk-
shar ing proposals cons ide red above . " 2 0 

In a d d i t i o n t o discussing increased use of 
s u b o r d i n a t e d no tes by savings and loans, t h e 
FH LBB also discusses t he need for S&L owne rs t o 
exer t greater contro ls. Three pr ivate groups have 
an incen t i ve t o m o n i t o r a thr i f t 's risk behav ior : 
t h e ins t i tu t ion 's credi tors, its owners a n d its 
managers. In m u t u a l organizat ions o w n e r s h i p is 
t o o d i f fuse t o exerc ise e f fec t i ve cont ro l , a n d t h e 
owne rs have no incen t i ve t o m o n i t o r t he organi-
zat ion's risk posi t ion because they wi l l no t neces-
sarily lose any th ing if it fails.21 Also, s tock organi-
zat ions can o f fe r the i r managers s tock op t ions , 
w h i c h may reduce t h e i ncen t i ve for tak ing risks 
because these op t i ons u l t ima te l y d e p e n d on t he 
S&L's long- run value. The FHLBB conc ludes by 
argu ing tha t S&Ls w i l l be sub jec t t o greater 
marke t d isc ip l ine if t hey are c o n v e r t e d f r o m 
m u t u a l t o s tock organizat ions. 

Financial Disclosure 
Assur ing a d e q u a t e f inanc ia l d isc losure t o t he 

pub l i c is essent ia l in genera t ing mo re pr iva te 
sector d isc ip l ine over insured inst i tu t ions. Al l 
t h ree agencies a c k n o w l e d g e t he i m p o r t a n c e of 
f inancia l d isclosure, b u t t hey seem general ly 
sat isf ied w i t h t h e cu r ren t system of d isclosure. 
Fur thermore, the FDIC and N C U A be l ieve t he 
p r imary respons ib i l i t y fo r a d e q u a t e d isc losure 
rests w i t h ind iv idua l ins t i tu t ions. (For a fu r the r 
d iscussion of d isc losure issues, see t h e specia l 
issue o n c o m m e r c i a l b a n k su rve i l l ance , th is 
Review, N o v e m b e r 1983.) 

The FDIC says that f inancial disclosure enhances 
marke t d isc ip l ine a n d he lps p ro tec t depos i to rs 
and o the r cus tomers f r o m bank fai lure. The FDIC 
t hen notes that repor t i ng i n f o rma t i on can be a 
cost ly b u r d e n t o a bank, par t icu lar ly if it is 
requ i red t o d isc lose i n f o r m a t i o n it w o u l d no t 
o the rw i se gather for managemen t ' s use. The 
FDIC notes that w i th $100,000 insurance coverage, 

t h e general pub l i c has no need t o e x a m i n e a 
bank's f inanc ia l cond i t i on . It says s o m e sup-
posed ly sophist icated users, l ike smal ler corpo-
rat ions a n d gove rnmen ta l units, do no t use 
cur ren t l y avai lable data. The FDIC bel ieves that 
any d isc losure shou ld b e geared t o t he needs of 
those w h o wi l l use t h e in fo rmat ion . Address ing 
concerns that f inancia l d isc losure m igh t cause 
t he pub l i c t o over reac t a n d tr igger bank panics, 
t h e FDIC asserts tha t d isc losure is be t t e r for we l l 
run banks t han an e n v i r o n m e n t of rumors and 
hal f- t ruths. 

The FDIC presents results of d iscussions w i t h 
soph is t i ca ted bank cus tomers w h o are using 
cur ren t l y ava i lab le data. These cus tomers 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 qua l i t y and c o m p l a i n e d a b o u t the 
length of t i m e b e t w e e n t he e n d of t he repor t ing 
pe r i od and t h e t i m e t he bank 's repor ts are 
d isc losed t o t he pub l ic . 

The FDIC bel ieves tha t t he repor ts of exami-
na t ion of banks c o n d u c t e d by bank supervisors 
shou ld rema in con f iden t ia l , b u t that t he results 
of admin is t ra t i ve act ions taken shou ld be dis-
c losed in t he Federal Register. It notes that, wh i l e 
a d e q u a t e d isc losure t o t he pub l i c is desirable, 
t h e FDIC and its sister bank regulatory agencies 
lack t he au tho r i t y t o manda te such disclosure.2 2 

Fur thermore , the FDIC says it w i l l no t seek such 
power because it believes that prov id ing adequate 
d isc losure is t he banks' responsib i l i ty . 

The FHLBB's d iscussion of d isc losure argues 
that insured depos i to rs d o no t need t o k n o w a 
bank 's f inanc ia l c o n d i t i o n because t hey w i l l not 
use t h e in fo rmat ion . The repor t also notes that 
" u n i n s u r e d " depos i to rs w i l l no t e x a m i n e t he 
f inanc ia l c o n d i t i o n of an insured ins t i tu t ion if 
they bel ieve they are receiving de facto insurance. 
The report acknowledges that f inancial disclosure 

20The reference to proposals considered above is an apparent reference to 
the modif ied payout and coinsurance proposals previously discussed in 
this paper. 

21The owners of mutual organizations are their deposi tors 

" T h e other agencies are the Off ice 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 inst i tut ions by causing 
1 the pub l i c t o w i t h d r a w deposi ts . Yet it argues 

that d isc losure t o t he un insu red w i l l s t reng then 
the en t i re system by d iscourag ing excessive risk 

1 taking. T h e repor t says that d isc losure t o an 
inst i tu t ion 's shareholders can result in greater 
market d isc ip l ine if t he shareholders are risk 

> averse, b u t notes tha t such d isc ip l ine canno t 
' exist at m u t u a l organizat ions. The FHLBB says 

that, in general, any i n f o rma t i on n e e d e d t o seek 
risk-based insurance p r e m i u m s shou ld be dis-

1 c losed t o t he pub l ic . It is re luc tant t o d isc lose 
results of g o v e r n m e n t examina t i ons and admin i -

1 strative act ions because it be l ieves t h e marke t 
> should f o rm its o w n o p i n i o n of an ins t i tu t ion 's 

health, and fears disclosure of government opin ions 
[ might have an u n d u e e f f e c t 

The N C U A notes that federal ly-chartered credit 
unions mus t d isc lose a ba lance sheet, a year-to-
date i n c o m e a n d expense s ta temen t and a 
summary of de l inquent loan amounts on a month ly 
basis, wh i le other insured institutions need report 
only o n a quar te r l y or semi -annua l basis. The 
report also notes that credi t un ion members serve 
on boards of d i rec tors a n d o the r commi t t ees . 
The N C U A be l ieves t he p r imary respons ib i l i t y 

I for a d e q u a t e d isc losure mus t rest w i t h ind iv idua l 
5 credit unions and their members. The only change 

c o n t e m p l a t e d by t he N C U A is t h e d e v e l o p m e n t 
of a peer rat ing system tha t w i l l a l l ow ind i v idua l 

s credi t un ions t o see h o w they stack up against 
s others. 

Adequacy of the Insurance Funds 
s A l o n g w i t h cons ider ing h o w t o con t ro l bank 

risk exposure , t h e repor ts also dea l w i t h a c o u p l e 
i of admin is t ra t i ve issues: t h e a d e q u a c y of indi-
- v idua l insurance funds, and conso l i da t i on of t he 

di f ferent agencies that insure and regulate insured 
5 f inancial inst i tu t ions. T h e congressional d i rec t i ve 
a asked t he insur ing agencies on ly t o rev iew t h e 
1 risks t o t h e m of an increase in depos i t insurance, 
t but all three agencies also analyzed the adequacy 

of the i r f unds g iven the i r ex is t ing exposure, 
f The FDIC be l ieves its f u n d is adequa te . The 
- FHLBB does no t express an o p i n i o n o n its fund 's 
- adequacy, b u t it does discuss several ways of 

e l im ina t ing any " p e r c e i v e d inadequacy . " The 
N C U A be l ieves its f u n d shou ld be expanded , 
and it p roposes a speci f ic p lan for d o i n g so. 

There is no sc ient i f ic basis for es tab l ish ing an 
approp r ia te f u n d size a c c o r d i n g t o t he F D I C The 
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rat io of t he f u n d t o insured depos i ts unders ta tes 
t he fund 's a d e q u a c y because t he FDIC typ ica l l y 
arranges for a hea l thy bank t o acqu i re t he de-
posits of its fa i led banks. In ano the r sense, 
however , insured depos i t s are an i n c o m p l e t e 
measure of t he funds receiving d e facto insurance 
since most failures are hand led through purchase 
and assumpt ion . Thus, an increase in t h e d e j u re 
coverage may n o t a f fec t t h e fund 's adequacy . 
The FDIC also notes tha t it can l im i t its losses by 
c los ing a bank be fo re its e c o n o m i c w o r t h be-
comes substant ia l ly negat ive. Histor ical ly , t h e 
FDIC has e x p e r i e n c e d losses equa l t o 4 p e r c e n t 
of failed banks' assets (9 percent after considerat ion 
of fo regone interest) b u t it expec ts fu tu re losses 
t o run 9 t o 10 pe rcen t of such assets. The FDIC 
rebates over 50 pe rcen t of its ne t assessment 
i n c o m e be fo re t h e c red i t so that , shou ld eco-
n o m i c t imes change, t h e FDIC c o u l d increase its 
resources w i t h o u t d i p p i n g i n to t h e fund . 

The fund 's l i qu id i t y is also i m p o r t a n t The FDIC 
m in im izes its in i t ia l cash f l o w t h rough t he use of 
purchase a n d assump t i on hand l i ng of fa i led 
banks and t h rough promises of f u tu re cash 
out lays t o t he purchasers of fa i led banks. It also 
has re l ied o n t h e d i scoun t w i n d o w at Federal 
Reserve Banks for l i q u i d i t y p r i o r t o fa i l u re , 
especia l ly in t he Frankl in Na t iona l case. 

M o s t of t he FDIC's r e c o m m e n d e d changes in 
th is area are techn ica l changes in t he base used 
for ca lcu la t ing depos i t insurance p remiums. O n e 
major change suggested is tha t t h e FDIC's ab i l i t y 
t o b o r r o w in an e m e r g e n c y f r o m the Treasury be 
raised f r o m the cur ren t $3 b i l l i on t o w h a t e v e r 
amoun t the FDIC chairman and the Secretary of 
t h e Treasury agree upon . The o the r s ign i f icant 
r e c o m m e n d a t i o n is tha t t h e insurance of fore ign 
banks' U.S. b ranches be recons idered. The FDIC 
is no t in a pos i t ion t o assess t h e overa l l c o n d i t i o n 
of these bank ing organizat ions and d o u b t s tha t i t 
c o u l d p reven t t he remova l of assets f r o m these 
branches in t imes of po l i t ica l d i f f i cu l ty . Further-
more , t he FDIC says its r e c o m m e n d a t i o n s for 
var iable rate depos i t insurance a n d its a t t emp ts 
t o ob ta in a d e q u a t e d isc losure shou ld be a p p l i e d 
to the entire bank ing organizat ion t o be effective. 

The FH LBB notes that even t h o u g h t he cost of 
assistance grew dramat ica l l y in 1981 and 1982 , 
t h e FSLIC f u n d increased in size. The FH LBB runs 
t w o s imula t ions t o exam ine t h e a d e q u a c y of its 
fund for 1983 and 1984. The unfavorable scenario 
assumes the Treasury bills y ie lded 13.5 percent 
and t ha t t h e p r i m e rate is 17.25 pe rcen t d u r i n g 
1983 a n d 1984. G iven these assumpt ions, 1 ,290 
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savings and loans w i t h assets of a p p r o x i m a t e l y 
$284 b i l l i on w o u l d fail. The FHLBB notes tha t its 
f u n d is i n a d e q u a t e t o hand le this even if t h e 
FSLIC's losses w e r e a smal l f rac t ion of t he assets 
of t he fa i led banks. The o the r scenar io fo l l ows 
O f f i ce of M a n a g e m e n t a n d Budget ( O M B ) f o r e 
casts of 9 pe rcen t Treasury b i l l rates a n d a p r ime 
rate of 11.75 percent . U n d e r this scenar io t he 
savings and loan indus t ry as a w h o l e w o u l d 
re turn t o p ro f i tab i l i t y in t he second quar te r of 
1983 , and fewer than 200 S&Ls, w i t h assets of 
less than $40 b i l l ion, w o u l d fail. The FHLBB says 
it has t he resources t o hand le e x p e c t e d fai lures 
unde r t he O M B assumpt ions. 2 3 

The FHLBB notes tha t FSLIC losses can be 
m i n i m i z e d if an ins t i tu t ion is c losed w h e n its 
e c o n o m i c net w o r t h reaches zero. Howeve r , t he 
cur ren t accoun t i ng system does n o t p r o v i d e an 
es t imate of t he ins t i tu t ion 's net wo r t h , o n l y an 
es t imate of its h is tor ic value. W h i l e t he FHLBB 
w o u l d l ike cur ren t va lue a c c o u n t i n g data t o he lp 
it d e t e r m i n e w h e n t o c lose an ins t i tu t ion , it does 
no t necessari ly be l ieve that ins t i tu t ions shou ld 
au tomat i ca l l y be c losed w h e n the i r net w o r t h 
falls t o zero. The repor t argues tha t " m a n y S&Ls 
w i t h negat ive net w o r t h can be e x p e c t e d t o b e 
p ro f i tab le in t he fu ture, o n t he basis of y ie lds a n d 
costs cu r ren t l y p reva i l ing in t he market , g iven 
their existing location, organizat ion and manage-
m e n t " 2 4 It notes that if every S&L w i t h negat ive 

w o r t h w e r e c losed t h e n " n e a r l y al l" w o u l d have 
been c losed in t h e last f e w years. 

The FHLBB repor t presents n ine d i f fe ren t 
ways any " p e r c e i v e d i nadequacy " in t h e f u n d 
cou ld be e l im ina ted , a n d focuses on t he disad-
vantages of t w o reforms: increased regula t ion 
and decreased FSLIC coverage. The repor t also 
says tha t wh i l e t he FSLIC c o u l d b e m a d e m o r e 
adequa te if t h e f u n d used fu tures to hedge 
in terest rate changes, i nd iv idua l S&Ls are in a 
be t te r pos i t i on to hedge. The agency lists f ive 
o ther reforms, several of wh i ch are r e c o m m e n d e d 

" T h e OMB project ions have been reasonably accurate to date. Both the 
Treasury Bill and prime rates are slightly below OMB projections in 
November 1983. 

24The 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 wil l earn 
profits based on existing market conditions probably have positive economic 
net worth. 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 

e lsewhere in its repor t . The f ive measures are: 
increased capi ta l a d e q u a c y for savings a n d loans, 
i m p r o v e d i n f o rma t i on on S&Ls' e c o n o m i c value, 
greater f lex ib i l i t y in t he p rocedures for hand l i ng 
fa i led inst i tu t ions, r isk-sensit ive p remiums , a n d 
increased p r e m i u m levels. The n i n th proposal , 
that t h e f u n d reduce t h e ma tu r i t y of its assets, 
has a l ready been i m p l e m e n t e d and t he repor t 
suggests tha t t he f u n d c o n t i n u e that reduc t ion . 

The N C U A notes that, w h i l e t he FDIC a n d 
FSLIC rece ived an ini t ia l cap i ta l c o n t r i b u t i o n 
f r o m the federa l gove rnmen t , t he N C U A was 
f o r m e d w i t h no ini t ia l capital . W h e n the N C U A 
was f o r m e d , it was h o p e d tha t l ow losses a n d t he 
fund 's i n c o m e w o u l d e x p a n d it t o o n e pe rcen t of 
credit un ion shares. This, in fac t has not happened 
and t he f u n d has decreased in each of t h e last 
t h ree years. The N C U A r e c o m m e n d s tha t " i n 
consu la t ion w i t h t he industry, c red i t un ions be 
g iven t he chance t o capi ta l ize the i r f u n d w i t h a 
one t i m e assessment of insured shares of o n e 
p e r c e n t " 

Agency Consolidation 
The th ree agencies all assume tha t any con-

so l ida t ion w o u l d leave t he FDIC as t he surv iv ing 
agency. N o t t o o surpr is ingly, t h e FDIC likes this 
idea, w h i l e t he FSLIC a n d N C U A are less en thu -
siastic. 

The FDIC suggests tha t the FSLIC be m e r g e d 
in to t he FDIC b u t tha t t he N C U A and its f u n d be 
lef t as is, " a t least at this t ime . " The FDIC argues 
that b o t h insurance funds ope ra te in a s imi lar 
manner , have simi lar dut ies, and have " d i r e c t 
exam ina t i on a n d superv isory au tho r i t y o r a c lose 
and c o n t i n u o u s l ink t o those agencies w i t h 
p r imary superv isory respons ib i l i ty . " The repor t 
argues that r e m o v i n g cer ta in d i f fe rences in t he 
way t he funds levy insurance p r e m i u m s w o u l d 
b e an advantage of merg ing t h e funds. A c c o r d i n g 
t o t he FDIC, t he b a n k i n g indus t ry a n d S&L 
indus t ry are b e c o m i n g m o r e and m o r e al ike, and 
merg ing t he funds w o u l d create a less con fus ing 
f r a m e w o r k for t he pub l ic . It says tha t depos i t 
insurance reforms, such as greater risk shar ing by 
large depos i tors , shou ld be i m p l e m e n t e d for 
b o t h types of inst i tu t ions. A n o t h e r advantage 
c l a imed for merg ing t he funds is that b o t h w i l l be 
s t reng thened t h rough t he d ivers i f i ca t ion of the i r 
risks. The FDIC notes that mos t S&L p r o b l e m s are 
a t t r i bu tab le to changes in in terest rates, no t t o 
s igni f icant loan losses. Banks, on t h e o t h e r hand, 
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have s igni f icant loan losses b u t re lat ively l i t t le 
exposure t o in terest rate risk.25 A c c o r d i n g t o t he 
agency, t he c o m b i n e d f u n d w o u l d be larger a n d 
less l ike ly t o call fo r d i rec t g o v e r n m e n t subsidi -
zat ion. It also notes tha t C i t i co rp has acqu i red 
Fidelity Federal Savings and Loan of San Francisco 
and tha t t he c u r r e n t " f r a c t i o n a l i z e d " superv isory 
system is ineff ic ient for deal ing w i t h organizations 
that i nc lude b o t h banks a n d thr i f ts. 

The FDIC rev iews several a rguments against 
merg ing t h e funds b u t conc ludes tha t n o n e of 
t hem is val id.2 6 O n e a r g u m e n t against c o m b i n i n g 
the funds is tha t it w o u l d con f l i c t w i t h o the r 
pub l i c pol ic ies. The FDIC coun te rs that t he o n l y 
ob jec t i ve of an insur ing agency shou ld b e a 
stable f inancia l system, a n d that o the r govern-
mental entit ies can be created to p romote specific 
causes. The FDIC den ies tha t merg ing t h e funds 
w o u l d result in a loss of indus t ry o r i en ta t i on by 
arguing that t he indust r ies are rap id ly b e c o m i n g 
more alike. It also notes t he a r g u m e n t tha t 
c o m b i n i n g t he funds w o u l d b e unfa i r t o banks, 
w h o w o u l d in e f fec t b e asked t o subs id ize S&Ls. 
Acco rd ing t o t he agency, t h e merger c o u l d be 
phased in t o co i nc i de w i t h t he d e v e l o p m e n t of a 
r isk-related p r e m i u m insurance scheme in w h i c h 
strong inst i tut ions w o u l d not be asked to subsidize 
weak inst i tu t ions.2 7 The last a r g u m e n t the FDIC 
d isputes is that t he merger c o u l d w e a k e n pub l i c 
con f i dence in t he depos i t insurance system, 
coun te r ing tha t such a merger w o u l d s t reng then 
depos i t insurance a n d result in a less con fus ing 
and d i s rup t i ve insurance system. 

The FDIC argues for re fo rm of t h e bank super-
visory f r a m e w o r k and says it is t he agency that 
shou ld survive any agency conso l ida t ion . A m o n g 
the FDIC's a rgumen ts are that i t is t he largest a n d 
strongest fund , and tha t it a l ready insures mos t of 
the ins t i tu t ions a n d depos i ts tha t w o u l d b e 
insured af ter a merger. U n d e r t h e cur ren t super-
visory f ramework , t h e states a n d t he O f f i ce of t h e 
Compt ro l le r of the Currency (OCC) charter banks, 
wh i l e t he states, t h e FDIC, t h e O C C a n d t h e 
Federal Reserve System all examine and supervise 
banks. The FDIC w o u l d l ike t o a l low t h e states 

and a n e w federal agency t o charter and supervise 
banks a n d thr i f ts, wh i l e t he FDIC t o o k over all 
federa l respons ib i l i t y for examina t i ons a n d for 
hand l i ng p r o b l e m si tuat ions. The FDIC proposa l 
w o u l d r e m o v e t he Federal Reserve System f rom 
bank supervision and regulation, bu t w o u l d a l low 
o n e m e m b e r of t he FDIC b o a r d t o c o m e f r o m 
the Board of Governors of t he Federal Reserve 
System. The FDIC notes that the Board of Governors 
bel ieves that t he System needs some supervisory 
p o w e r ove r large banks a n d bank h o l d i n g com-
panies t o c o n d u c t an e f fec t i ve m o n e t a r y pol icy . 
The FDIC responds tha t this a r g u m e n t is n o t 
persuasive a n d tha t s o m e observers be l ieve 
the re is a serious po ten t i a l for con f l i c t b e t w e e n 
bank superv is ion a n d t he c o n d u c t of mone ta r y 
pol icy.2 8 

The FHLBB addresses the issue of conso l ida t ing , 
t he funds at several po in ts in its repor t a n d t h e 
t o n e of its r e c o m m e n d a t i o n s is s l ight ly d i f f e ren t 

"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 sect ion.2 9 In t h e sect ion en t i t l ed " B a n k 
Board Agenda for Reform: R e c o m m e n d a t i o n s of 
t he Federal H o m e Loan Bank Board" t he FHLBB 
appears t o b e re jec t ing a merger of the insurance 
funds. The report argues that the greatest regulatory 
costs are those tha t s tem f rom inef f ic ienc ies it 
causes in t he market place and that administrat ive 
costs ar is ing f r om regu la tory dup l i ca t i on are 
small. The FHLBB believes that its current structure, 
w h i c h c o m b i n e s m a n y of t h e func t i ons that are 
in t he th ree d i f f e ren t bank regulatory agencies, is 
" h i g h l y e f fec t i ve " fo r address ing t he b road impl i -
cations of regulatory act ion and for imp lemen t i ng 
regulatory reform. 

The discussion, e n t i t l e d "F ram ing t h e Issues" 
expands on the advantages of having one agency, 

25The FDIC does not discuss the covariance between these two risks. 
" T h e report does not cite any of the sources for these arguments against 

merging the f unds 
"Th i s 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 expensea If the FDIC has 
higher expenses as a result of thrift losses, then the size of the 
assessment credit would be c u t which wil l reduce the credit received by 
strong inst i tut ions 

J8The FDIC does not cite any specif ic 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. 

29The FHLBB report was wri t ten while Mr. Richard T. Pratt was itsChairman. 
Mr. Edwin J. Gray has subsequently become Chairman and he is 
unambiguously opposed to consolidating the insurance funds. See 
'Keep Agencies Separate—Gray1 in the Na t iona l Thr i f t News (5). 
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such as t h e FHLBB, p e r f o r m t h e regulat ion, 
examinat ion, supervision, insurance and provis ion 
of l i qu id i t y func t i ons for its m e m b e r inst i tu t ions. 
The Bank Board also n o t e d tha t substant ia l 
d i f fe rences w i l l c o n t i n u e t o exist for many years 
b e t w e e n S&Ls, banks and c red i t unions. Thus any 
f u n d mergers w o u l d r e m o v e l i t t le d u p l i c a t i o n 
b e t w e e n t h e agencies (and w o u l d save l i t t le 
money ) . This sec t ion conc ludes tha t any con-
so l ida t ion " s h o u l d no t be in i t ia ted w i t h o u t f irst 
ra t iona l iz ing t h e func t i ons of t he f inanc ia l re-
gulators."3 0 

In Sect ion VI, " R e t h i n k i n g Regula tory Struc-
tu re , " t h e agency discusses a rguments against 
conso l ida t ing t he FDIC a n d FSLIC, b u t it also 
conta ins some analysis tha t seems t o favor con-
so l idat ion. The FHLBB notes t ha t conf l ic ts can 
arise b e t w e e n fos te r ing c o m p e t i t i o n a n d pro-
m o t i n g soundness for f inanc ia l inst i tu t ions. T h e 
repor t takes t h e pos i t ion tha t it is easier for o n e 
agency t o ach ieve t h e pub l i c ' s des i red t radeo f f 
than it is fo r t w o agencies w i t h con f l i c t i ng goals. 
This sec t ion of t h e repor t also m in im izes t h e 
po ten t ia l fo r agency conso l i da t i on t o reduce 
admin is t ra t i ve costs of depos i t insurance. 

Sect ion VI makes several a rguments tha t seem 
t o favor consol idat ion. O n e concerns the potent ial 
p r o b l e m s of c o m p e t i n g regulatory agencies. The 
FH LBB po in ts o u t tha t s o m e f a v o r " c o m p e t i t i o n " 
b e t w e e n - t h e regulators, w h i l e o thers c o n d e m n 
this as " c o m p e t i t i o n in laxity." It conc ludes tha t 
having d i f ferent agencies regulate the same types 
of f inancia l ins t i tu t ions results in undes i rab le 
"ambigu i ty in the execut ion of government policy." 
The FHLBB also notes tha t conso l i da t i on of t h e 
insur ing agencies w i l l b e c o m e increasingly de-
sirable as banks a n d thr i f ts c o m e t o be o w n e d by 
one paren t company . A t h i r d a r g u m e n t tha t 
appears t o favor conso l i da t i on is t ha t t he issues 
of agency conso l ida t ion have been ex tens ive ly 
d e b a t e d and are r ipe for i m m e d i a t e act ion. 
Sect ion VI devo tes a lmos t 20 pages t o d iscussing 
t h e repor ts of n u m e r o u s re fo rm groups tha t have 
ana lyzed t he f inanc ia l regulatory s t ruc tu re ex-
tensively. It conc ludes tha t a dec is ion o n re-
organ iz ing t he system " m u s t " be m a d e n o w o n 
t he basis of ava i lab le ev idence . It t h e n goes on t o 
argue that weaknesses in t he ex is t ing regulatory 
scheme wi l l increase and its advantages w i l l fade 
in impor tance as deregulat ion cont inues.3 1 Given 

30Page 48 of the FHLBB report. 

th is last a rgumen t o n e migh t e x p e c t t h e repor t t o 
c o n c l u d e tha t t he bank regulatory agencies and 
t h e FSLIC shou ld b e merged p r o m p t l y . Instead, 
it argues tha t t he f inanc ia l regulators' f unc t i ons 
shou ld be ra t iona l i zed be fo re t h e insurance 
funds are conso l ida ted . T h e repor t t h e n says that 
any reorgan izat ion need no t be " rad ica l or im-
m e d i a t e " because " t rans i t i on issues l o o m large." 

The N C U A flatly rejects a merger of t he insuring 
funds. The agency argues tha t such a merger 
w o u l d " c r e a t e a concen t ra t i on of e n o r m o u s 
e c o n o m i c c o n s e q u e n c e a n d po l i t ica l p o w e r " 
and w o u l d force "homogen iza t i on " of t he insured 
inst i tu t ions. T h e N C U A argues tha t substant ia l 
d i f fe rences b e t w e e n banks, thr i f ts and c red i t 
un ions jus t i f y d i f f e ren t insurers. Fur thermore, 
t he N C U A be l ieves that de regu la t i on w i l l reward 
d i f fe rences in ins t i tu t ions and no t un i fo rmi ty . 
A c c o r d i n g t o t he agency, cred i t un ions pay for 
t h e cost of t h e insurance f u n d and there fo re 
shou ld be en t i t l ed t o w e i g h any cost savings 
against t he d isadvantages of merg ing t h e funds. 
A po l l o f federa l c red i t un ions f o u n d tha t 69 
pe rcen t of t he c red i t un ions d o not suppo r t 
conso l i da t i on of t h e insurance funds. The N C U A 
also c la ims tha t c red i t un ions ' u n i q u e needs 
w o u l d get lost in an agency geared t o serve 
pr imar i ly banks and thr i f ts. 

Summary 
Congress recognized that even though deposi t 

insurance has p r o v i d e d s o m e va luab le benef i ts 
t o the Un i ted States, the role of deposi t insurance 
in a de regu la ted f inanc ia l system shou ld be 
rev iewed. The Garn-St Germa in Ac t asked t he 
FDIC, FHLBB, a n d t he N C U A t o rev iew depos i t 
insurance and repor t back w i t h the i r recom-
mendations. All three government deposit insurance 
agencies be l ieve tha t depos i t insurance stil l per-
fo rms a va luab le func t i on , b u t each argues tha t 
s o m e re forms in depos i t insurance are desirable. 

The FDIC favors several d i f f e ren t reforms. It 
supports variable rate deposi t insurance prov ided 
by t h e g o v e r n m e n t t o i n t r o d u c e e q u i t y across 
banks to the deposi t insurance p r e m i u m schedule, 
b u t it does no t e x p e c t its p roposa l t o a f fec t bank 
risk exposu re signi f icant ly. The FDIC also favors a 
reduc t i on in t h e d e fac to depos i t insurance g iven 
large depos i to rs t o increased the i r incent ives t o 

31 Page 341 of the report. 
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moni tor insured institutions' risks. The FDIC w o u l d 
l ike t o d isc lose superv isory actions taken against 
ind iv idua l banks. The agency also bel ieves it 
shou ld have fu l l respons ib i l i t y for e x a m i n i n g a n d 
insur ing all banks a n d thr i f ts. 

The FHLBB suppor ts var iab le rate depos i t 
insurance and t he use of pr ivate insurance t o 
encourage thr i f ts t o r educe risk exposure . It also 
bel ieves thr i f ts shou ld have m o r e capi ta l a n d 
that the i r owne rs a n d d i rec tors shou ld take a 
more act ive role in con t ro l l i ng the i r ins t i tu t ion 's 
risk exposure . The FHLBB favors ra t iona l iz ing t he 
bank regulatory agencies be fo re t he insurance 
funds are conso l ida ted . 

The N C U A be l ieves c red i t un ions ' risk c o u l d 
be r e d u c e d if t hose tha t a t t ract large accounts 
(over $50,000) w o u l d pay more for their insurance 
a n d if t he f irst share of every m e m b e r w e r e no t 
insured. The N C U A w o u l d give federa l c red i t 
un ions the o p t i o n of subs t i t u t i ng pr ivate for 
publ ic insurance. It favors a one t ime one percent 
assessment of c red i t un ion shares t o increase 
cap i ta l i za t ion of t he N C U A ' s fund . The N C U A is 
o p p o s e d t o conso l i da t i ng its insurance f u n d w i t h 
those of t h e o the r t w o insur ing agencies. 

— Larry D. Wal l 
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"Financial Crises" and the Role 
of the Lender of Last Resort 

The w o r l d n o w appears t o be recover ing f r o m 
o n e of its mos t severe recessions in 50 years. 
Prospects for s igni f icant and susta inable real 
o u t p u t g r o w t h for the indus t r ia l i zed nat ions of 
t h e W e s t have substant ia l ly imp roved , t h o u g h 
reduc t ions in u n e m p l o y m e n t rates are e x p e c t e d 
t o lag b e h i n d t he in-
creased p roduc t i on . 

Economic g r o w t h in 
the industr ial ized coun-
tries is particularly im-
p o r t a n t t o t h e less-
d e v e l o p e d coun t r i es . 
In some of them, heavy 
deb t burdens are im-
pos ing severe f inanc ia l 
pressure. Such g r o w t h 
w o u l d p r o m o t e expo r t 
earnings of less-
d e v e l o p e d c o u n t r i e s 
(LDCs) and, conse-
quen t l y , w o r k t o im-
prove t he income-
genera t ing capac i ty 
of these countr ies. 
M a n y investments were 
under taken in these 
countries w i t h the belief 
that c o n t i n u e d com-
m o d i t y pr ice in f la t ion 
w o u l d generate steadily 

r ising expo r t earnings. Du r i ng t he recession in 
t he indus t r ia l i zed countr ies, however , s l u m p i n g 
c o m m o d i t y pr ices p r e v e n t e d s o m e LDCs f r o m 
generating ant ic ipated foreign exchange revenue 
f r om expor ts t o cover impor ts a n d m e e t d e b t 
payments. Since much of the deb t carries f loating 

interest rates, r ising real interest rates in the 
indus t r ia l i zed coun t r ies fu r the r aggravated the 
ba lance of paymen ts p rob lems of t he less-devel-
o p e d countr ies. Consequen t l y , c o m m o d i t y price 
stabil ization (wor ld c o m m o d i t y prices have ceased 
the i r two-year descent ) , g r o w t h of real i n c o m e in 

the industr ial ized coun-
t r ies a n d l o w e r real 
in terest rates in t he in-
dus t r i a l i zed coun t r i es 
are necessary to reduce 
t h e s w o l l e n cu r ren t -
account deficits of these 
l ess -deve loped coun-
tries. U l t imate ly , on ly 
these circumstances will 
enab le the less-devel-
o p e d coun t r ies t o bet-
ter manage the i r d e b t 
bu rden . 

Unt i l these develop-
ments take place, how-
ever , t h e i m m e d i a t e 
p rob lem of h o w t o deal 
w i t h t h e ex is t ing d e b t 
remains. Mexico, Argen-
t ina, and Brazil have 
a l r e a d y r e s c h e d u l e d 
s o m e of t h e i r d e b t re-
payments , wh i l e many 
o t h e r c o u n t r i e s a re 

d o i n g t he same.1 W h i l e mos t analysts agree that 
these count r ies ' d e b t p r o b l e m s may have an 

'Even the East European countr ies 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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impac t o n t h e indus t r ia l i zed nat ions, op in i ons 
vary w i d e l y as t o t he role of a l ender of the last 
resort in easing th is bu rden . The role of the 
In ternat ional M o n e t a r y Fund ( IMF) in par t icu lar 
is sc ru t in i zed in th is l ight. Some analysts con-
sider that even reschedul ing efforts may be insuf-
f ic ient t o p r e v e n t massive loan defaul ts, and 
therefore they advocate increased financial assis-
tance by t h e IMF.2 

W i t h o u t such assistance, some p r o p o n e n t s 
argue, an internat ional f inancial crisis might ensue. 
D e b t - r i d d e n LDCs m igh t b e f o r ced t o defaul t , 
sending shock waves t h r o u g h o u t indus t r ia l i zed 
count r ies as large c o m m e r c i a l banks w r i t e of f t he 
de fau l ted loans, m a k i n g t he banks techn ica l l y 
insolvent If their fears were realized, shareholders 
and un insu red depos i to rs w o u l d face t he pros-
pect of s izable losses. Because of t he po ten t ia l 
threat posed by t he cur ren t d e b t p rob lems of 
less-deve loped countr ies, indus t r ia l i zed nat ions 
are seek ing so lu t ions t o he lp ease t he burden of 
i n d e b t e d coun t r ies w h i l e k e e p i n g the i r o w n 
banks solvent . 

O t h e r analysts, however , d i spu te th is rat ionale 
for assisting d e b t - r i d d e n countr ies. W h i l e t h e y 
agree that s o m e count r ies may defau l t o n the i r 
ob l igat ions if fu r ther f inanc ia l assistance is no t 
fo r thcoming , t hey c o n t e n d tha t th is is natural in 
free marke t l end ing re la t ions—some loans d o 
indeed turn sour. That is w h y lenders are rewarded 
for assuming risk in free capital markets. Providing 
f inancial assistance t o less -deve loped coun t r ies 
const i tu tes suppo r t t o t he large l end ing banks, 
they argue. Increased assistance w o u l d make 
exist ing pr ivate loans m o r e secure, as we l l as 
p rov ide greater la t i tude t o t h e less -deve loped 
count r ies in dea l ing w i t h the i r ba lance of pay-
ments diff icult ies. Accord ing t o this view, foreign 
defaul ts shou ld no t pose serious threats to t he 
U.S. e c o n o m y because o n e role of t he Federal 
Reserve (as t he U.S. " l e n d e r of last resor t ' ) is t o 
prevent ex terna l shocks f r o m d i s rup t i ng t he 
domes t i c f inanc ia l system. 

This ar t ic le w i l l ana lyze t he na ture of f inancia l 
crises, the i r re la t ionsh ip t o cent ra l bank pol icy , 
and t h e lender of last resort f unc t i on of the 
central bank as we l l as t he role of t he IMF. The 
emphasis is less on t he cur ren t in te rna t iona l d e b t 

Also involved In the efforts to provide addit ional f inancial assistance to 
the Third World countr ies are the World Bank, the Swiss-based Bank for 
International Settlements, individuaf central banks, and some large and 
already involved private commercial banks. 

s i tuat ion t han o n t he general p rob lem of f inancial 
crises a n d t he role of lenders o f last resort in 
curtail ing their destruct ive effects on the domest ic 
economy . The ques t i on is i m p o r t a n t because 
i n te rven t i on is l ike ly t o change t he way fu ture 
international financial transactions are conduc ted 
a n d w i l l establ ish p receden ts for g o v e r n m e n t 
i n v o l v e m e n t in f u tu re crises. 

The ar t ic le is o rgan ized as fo l lows: T h e nex t 
sec t ion br ie f ly descr ibes t h e na ture of d o m e s t i c 
f inancial crises. The re la t ionsh ip of d o m e s t i c to 
in te rna t iona l f inanc ia l crises is t h e n de l inea ted , 
f o l l owed by an analysis of t he role of the domes t i c 

"Industrial ized nations are seeking 
solutions to help ease the burden 

of indebted countries while 
keeping their own banks solvent." 

l ender of last resort. Finally, w e present s o m e 
alternative v iews regarding an internat ional lender 
of last resor t 

What Causes Domestic 
Financial Crises? 

The reason f inancia l crises can d e v e l o p o u t of 
stable e c o n o m i c c i rcumstances is f o u n d in t h e 
nature of po r t f o l i o i nves tmen t itself. Investors 
base port fo l io decisions on expectat ions of future 
earnings. Because po ten t ia l earnings wi l l b e 
de te rm ined by future events that can be pred ic ted 
on ly w i t h vary ing degrees of uncer ta in ty , t he re is 
an e l e m e n t of risk i nhe ren t in all i n ves tmen t 
decisions. 

In a l loca t ing wea l th , a rat ional investor w i l l 
compare the relative expected returns on various 
assets, i nco rpo ra t i ng pe rcep t i ons of t he assets' 
relat ive suscept ib i l i t y t o decreases in value. The 
riskier t he asset, t he greater he w i l l e x p e c t its 
re turn to be t o c o m p e n s a t e for t he addi t ional risk. 
Percept ions of po ten t ia l risk versus po ten t ia l 
return of any given asset are based on expectat ions 
of fu tu re events that w i l l a f fect tha t asset's value. 
Changes in po ten t ia l returns on assets versus 
the i r po ten t ia l risks w i l l i nduce t he investor to 
a l ter t he po r t f o l i o of assets he wishes t o ho ld . 
C o n c e r n a b o u t b o t h e x p e c t e d re turn and risk 
necessari ly imp l ies a t t en t i on t o fu tu re events, 
such as poss ib le g o v e r n m e n t act ions, w h i c h 
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migh t a f fec t t he re turn relat ive to t he risk of t hose 
assets. A rational individual wil l then alter por t fo l io 
dec is ions based o n his expec ta t ions of f u tu re 
events. O f course, expec ta t ions are based o n 
i n c o m p l e t e and cost ly i n fo rma t i on a n d t h u s are 
no t a lways correct . I nd i v idua l perceptions o f risk 
t he re fo re b e c o m e an impo r t an t d e t e r m i n a n t of 
f u tu re f inancia l events. 

Historically, most domest ic f inancial crises have 
occurred w h e n investors shif ted asset preferences 
d u e t o a pe rce i ved increase in risk. Such a shift 
has norma l l y taken t he f o rm of a p re fe rence for 
l ower risk, h igher qual i ty , m o r e l i qu id assets such 
as cash (legal tender ) , gold, or h igh qua l i t y 
deposi ts . Bank runs have o c c u r r e d w h e n m a n y 
depos i to rs a t t e m p t e d t o w i t h d r a w the i r f unds 
f rom a commerc ia l bank simultaneously because 
t h e y feared tha t t he bank m igh t be unab le t o 
h o n o r the i r deposi ts . W h e n ind iv idua ls have 
an t i c i pa ted that this m igh t be t he case, t h e y have 
t r i ed t o conve r t the i r depos i t s i n to currency. 
Given fractional reserve banking, however, com-
merc ia l banks c o u l d no t h o n o r all such requests 
i m m e d i a t e l y because on ly a smal l po r t i on of 
the i r assets is in t he f o r m of cur rency ; t he 
rema in ing po r t i on is in ( longer -matur i t y ) loans 
and securi t ies.3 Banks sc ramb l ing t o sell o f f loans 
and secur i t ies t o ob ta in t he cur rency d e m a n d e d 
by depos i to rs o f ten were forced to sell such assets 
at a substant ia l loss. W h e n these losses w e r e b ig 
enough t o cause inso lvency, s o m e banks w e r e 
f o r ced t o c lose the i r doors. 

If t he banks had b e e n mismanaged, c losure 
might have been appropriate. A w idespread run, 
however , has f o r ced even w e l l - m a n a g e d banks 
in to ruin. In o the r words , a bank 's assets m igh t 
have e x c e e d e d its l iabi l i t ies, b u t ye t it m igh t have 
been unab le t o conve r t all of its depos i t l iabi l i t ies 
in to cur rency on demand. Bank runs thus have 
c rea ted l i qu id i t y p r o b l e m s t o o e n o r m o u s for 
even wel l -managed banks to handle successfully. 
Again, th is may have been because ind iv idua ls 
d e c i d e d that the risk of no t b e i n g a b l e to conve r t 
$1 in depos i ts in to $1 in cu r rency o n d e m a n d 
had increased su f f i c ien t ly for t h e m t o a t t e m p t t o 
m a k e t he convers ion immed ia te l y . Thus, w h e n 
ind iv idua ls have be l i eved banks have l im i ted 
capabi l i ty t o hono r the i r c o m m i t m e n t s , t hey 

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. 

have a t t e m p t e d t o be first t o r e m o v e their 
deposi ts .4 

Thus, in a w o r l d of uncertainty, individuals 
base investment decisions on expec ted returns 
versus pe rce i ved risk. As pe rcep t i ons of risk 
relative to expec ted returns change, individuals 
m o d i f y asset ho ld ings accord ing ly , perhaps 
ab rup t l y and substant ial ly. A f inanc ia l crisis or 
bank run may result f r om such behav ior , bu t 
t h e behav io r itself is no t i rrat ional. It is the 
natural consequence of mak ing decisions under 
cond i t i ons of uncer ta in ty , that is, w i t h less than 
c o m p l e t e a n d per fec t in fo rmat ion . 

A rat ional i nd iv idua l act ion, however , may 
af fect t h e behav io r of others. In t he 1930s, 
i nd iv idua l bank runs h e l p e d t o tr igger 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." 

react ion of bank closings t h r o u g h o u t t he econ-
omy. Such a react ion has several impo r t an t 
results. First, the in termedia t ion func t ion of 
b r ing ing toge the r savers and investors may be 
severely hampe red , resu l t ing in h igher real 
interest rates a n d / o r c red i t ra t ion ing and thus 
less overall i nves tment 5 Second, the a t tempted 
convers ion of demand deposits into currency, 
g iven a f rac t iona l reserve bank ing system, may 
result in a sharp contract ion of t he m o n e y 
supply . 6 Finally, d u r i n g per iods of bank runs 
and consequent bank failures, transactors some-
t imes refuse t o accept checks, causing a break-
d o w n of t he paymen ts system. This b r e a k d o w n 
causes financial loss and disrupt ion to businesses 
a n d ind iv idua ls no t d i rec t l y re la ted t o t he 

"An important attraction ot 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. 

6For 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," A m e r i c a n E c o n o m i c 
Review, June 1983, pp. 257-276. 

6See, among others, Barry L. Anderson and James L. kutk iewicz,"Money, 
Spending, and the Great Depression," S o u t h e r n E c o n o m i c Journa l , 
October 1980, pp. 388-403. 
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af fec ted inst i tu t ions,7 p r o v i d i n g a rat ionale for 
gove rnmen t i n v o l v e m e n t as t h e lender of last 
resort. 

What Is the Relationship between 
International and Domestic 
Financial Crises? 

Financial crises are n o t exc lus ive ly d o m e s t i c 
in nature; cu r ren t in te rna t iona l f inanc ia l p rob-
lems pe rvade newspapers a n d business and 
economics l i terature. F requent ly this l i terature 
contains references t o an " i n t e rna t i ona l lender 
of last resort ."8 To assess t he va l id i ty of these 

"After all, one country's balance of 
payments deficit is another country's 

balance of payments surplus." 

proposals, it is impor tant to examine the funct ion 
of the lender of last resort. First, however , a 
brief descr ipt ion of international f inancial crises 
and the i r re la t ionsh ip t o d o m e s t i c f inancia l 
crises is in order. 

N o t all i n te rp re ta t ions of t he t e r m " in te r -
nat ional f inanc ia l crisis" co inc ide . A n ex-
treme hypothet ical example of an international 
crisis is one in which, given widespread fractional 
reserve banking, increased w o r l d d e m a n d for 
in ternat iona l reserves u n d e r a f i xed exchange 
rate reduces t h e supp l y of w o r l d money , causing 
a severe l i qu id i t y crisis and associated bank 
failures, as in t he d o m e s t i c case. Such a m o n e t a r y 

'See, for example, O.M.W.Sprague, H i s t o r y o f C r i s e s U n d e r t h e N a t i o n a l 

B a n k i n g Sys tem, 1910, p. 75; and Vera Smith, T h e R a t i o n a l e o f C e n t r a l 
Bank ing , p. 155. 

"See, for example, Char les P. Kindleberger, Man ias , Pan ics , a n d Crashes, 
Basic Books, N.Y. 1978 . Chapte r 10, pp. 182-209 ; D.E Moggr idge, 
•Financial Cr ises and Lenders of Last Resort; Pol icy in the Cr ises of 1920 
and 1929,' J o u r n a l o f E u r o p e a n H is to ry , Vo lume 10, No. 1 Spr ing 1981; 
Franklin Edwards, "F inanc ia l Inst i tu t ions and Regula t ions in the 21s t 
Century: Af ter the Crash," M imeograph , Co lumb ia Universi ty (1980); and 
JackGut ten tag and Richard Herr ing,"The Lender-of-Last-Resort Funct ion 
in an In ternat iona l C o n t e x t " Essays i n I n t e r n a t i o n a l F i n a n c e , No. 151, 
May 1983, In ternat ional F inance Sect ion, Pr inceton University. 
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con t rac t i on a n d f inanc ia l b r e a k d o w n w o u l d se-
vere ly d is rup t t rade a n d t he d o m e s t i c e c o n o m y . 

M o r e f requen t l y , howeve r , t h e t e r m " i n te r -
nat ional f inanc ia l crisis" is a p p l i e d t o ba lance 
of paymen ts (or exchange rate) ad jus tments . 
Yet such adjustments are part of the equi l ibrat ion 
process b e t w e e n coun t r ies and, as such, d o no t 
in themselves qual i fy as an " internat ional crisis." 
A f te r all, o n e coun t ry ' s ba lance of paymen ts 
defici t (or exchange rate depreciat ion) is another 
count ry 's ba lance of paymen ts surp lus (or ex-
change rate apprec ia t ion) . This is par t icu lar ly 
t rue on a l im i ted basis; even severe ba lance of 
paymen ts p r o b l e m s in smal l count r ies d o not 
cons t i tu te " a n in te rna t iona l crisis." 

Current ly , t h e phrase " i n t e r n a t i o n a l f inanc ia l 
crisis" is loosely associated w i t h t h e large d e b t 
bu rdens of several less -deve loped countr ies. 
C o n c e r n tha t these coun t r ies may de fau l t o n 
the i r d e b t obl igat ions, m a n y of w h i c h are o w e d 
t o large U. S. c o m m e r c i a l banks, is w idespread . 
If de fau l t w e r e t o occur , these banks w o u l d 
incur i m m e d i a t e losses o n these loans and 
cou ld face t h e p rospec t of insolvency. Since 
federa l depos i t insurance covers o n l y a b o u t 62 
pe rcen t of all deposi ts , w i t h t h e depos i ts at t he 
large banks mos t heavi ly exposed, depos i to rs 
also are concerned.9 In addi t ion, federal deposi t 
i nsu rance guaran tees depos i t s o n l y u p t o 
$100,000 per account, aggravating large deposi-
tors' concerns a b o u t t he so lvency of t he i r 
banks, and increasing t he pe rcep t i on of risk on 
depos i ts relat ive t o returns.1 0 O n e w a y t o avo id 
such a crisis in conf idence, some observers con-
tend, is to provide "extraordinary" financial assistance 
quick ly to the af fected less-developed countries. 

O the rs ques t i on t he necessi ty of ex t ra assis-
tance, even temporar i l y . This g roup con tends 
that loan defau l ts and a f e w bank fai lures may 
even be desi rable.1 1 These analysts recogn ize 

«"Commerc ia l banks have many depos i t accoun ts that are not insured in 
full, w i th un insured depos i t s accoun t i ng for about 38 percent of to ta l bank 
deposi ts-Further, commerc ia l banks have a s izable amount of nondepos i t 
l iabi l i t ies that are not insured.' See A g e n d a f o r Re fo rm, Federa l H o m e 
Loan Bank Board, Wash ing ton , D C., Ma rch 1983, p. 92. 

, 0This is espec ia l ly t rue s ince Penn Square Nat ional Bank was permi t ted to 
fail in 1982. Prior t o this, the genera l pract ice of the FDIC was to ar range 
mergers or l iqu idat ions s o that no depos i to r lost any funds. In effect, all 
depos i ts w e r e guaranteed. There is current ly greater uncer ta in ty abou t 
the s ta tus of deposi ts. Interest ingly, in terest rates pa id on large CDs now 
vary across banks, ref lect ing conce rn abou t the shaky fo re ign loans 
made by s o m e banks. As of th is wr i t ing, however, risk spreads have 
na r rowed substant ia l ly s ince the s u m m e r of 1982. 

" S e e , for example, A Dale Tussing, "The Case for Bank Failures," J o u r n a l 
o f Law a n d E c o n o m i c s 1965, Vo lume X; and Thomas Mayer, "Shou ld 
Large Banks Be Al lowed to Fail?' J o u r n a l o f F i n a n c i a l a n d Q u a n t i t a t i v e 
Ana lys is , November 1975. 
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that t h e risks of in te rna t iona l l end ing may 
e x c e e d t h e risks associated w i t h d o m e s t i c 
l end ing because (a) t he costs of acqu i r i ng 
i n f o rma t i on o n bo r rowers are higher,(b) bor-
rowers may have t r o u b l e conve r t i ng local cur-
rencies in to loan t ransact ion currencies, (c) 
there is in te rna t iona l po l i t ica l uncertainty, and 
(d) the re is exposure t o fore ign exchange 
risk.12 These factors need to t o be i n c o r p o r a t e d 
in c o m m e r c i a l bank loan eva lua t ion and risk 
assessment p rocedu res . S ince banks are re-
warded for successful lending ventures, according 
t o this point of view, they must accept responsi-
b i l i ty fo r bad l end ing dec is ions as wel l . 

Since these analysts are less likely to consider 
t he cur ren t s i tua t ion an " i n t e r n a t i o n a l f inanc ia l 
crisis," t h e y d o no t cons ider these p r o b l e m s 
threats to in te rna t iona l f inancia l stabi l i ty. They, 
there fo re , are skept ica l of t h e need for an 
in te rna t iona l l ender of last resort. In eva luat ing 
these alternative arguments regarding assistance, 
a d iscussion of t h e role of t he lender of last 
resort b e c o m e s especia l ly per t inen t . 

The Role of the Domestic 
Lender of Last Resort 

The call for a d o m e s t i c l ender of last resort 
arises because of t w o insti tut ional characteristics, 
namely , f ract ional reserve bank ing and t he 
government m o n o p o l y of legal tender issuance.13 

As d iscussed earl ier, f rac t iona l reserve b a n k i n g 
implies that banks do not keep enough currency 
to m e e t all depos i t o r d e m a n d s s imu l taneous ly . 
Government m o n o p o l y of legal tender issuance 
prevents banks and others f rom creating cur-
rency to satisfy these demands . The role of t he 
lender of last resort was established to guarantee 
banks' ab i l i ty t o m e e t cu r rency d e m a n d , thus 
p r e c l u d i n g a p a n i c - i n d u c e d co l lapse of t he 
bank ing system. By ensur ing banks' ab i l i t y t o 
m e e t depos i to r demands , t h e lender of last 
resort can he lp p reven t (a) t he d i s rup t i on of 

l 2See Jack Guttentag and Richard Hering, "The Lender of Last Resort 
Function in an International Context.' Essays in In te rna t iona l F inance, 
No. 151, May 1983, p. 2. 

1 3100 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 ult imate source of domestic liquidity, and, con-
sequently, the "bankers' bank" 

f inanc ia l i n te rmed ia t i on , (b) d is rup t ions of the 
paymen ts system, and (c) con t rac t ions of the 
m o n e y stock, all w h i c h may occu r in t imes of 
f inanc ia l panic. 

Some analysts argue that a d o m e s t i c lender 
of last resort is unnecessary because federal 
depos i t insurance removes t h e incent ives for 
bank runs.14 Insured depos i to rs fee l c o n f i d e n t 
tha t no mat te r h o w bad ly managed a bank is, 
t h e y w i l l even tua l l y rece ive the i r deposi ts. 
M i n o r runs on f inancia l ins t i tu t ions somet imes 
d o occur , such as t h e run o n t h e Ab i l ene 
Na t iona l Bank in 1982, bu t these ep isodes pale 
in compa r i son t o those e x p e r i e n c e d d u r i n g the 
1930s. As noted earlier, however, de jure federal 
depos i t insurance cur ren t ly insures on ly abou t 
62 pe rcen t of all deposi ts . Fur thermore, the 
Federal Depos i t Insurance C o r p o r a t i o n pr ic ing 

"The role of the lender of last resort 
was established to guarantee banks' 
ability to meet currency demands." 

scheme may be a l te red in t he near fu tu re to 
shi f t s o m e of t he risk b u r d e n back t o large 
deposi tors . Finally, in t h e even t of w i d e s p r e a d 
bank fai lures tha t d e p l e t e t h e funds of federal 
depos i t insurance, a lender of last resort must 
u l t ima te l y f u n c t i o n as a b a c k u p for federa l 
depos i t insurance itself. 

In t he ear ly 1900s, pr ior t o t he es tab l i shment 
of t he Federal Reserve, s o m e of the func t i ons 
of a lender of last resort w e r e s u p p l i e d by 
private institutions. Currency substitutes (script), 
clearing house certificates, and "bank holidays" 
w e r e mechan isms for dea l ing w i t h f inancia l 
crises.15 If a bank run began t o deve lop , many 
banks w o u l d refuse t o conve r t depos i ts in to 
currency on demand. Somet imes banks declared 
a " b a n k ho l iday , " c los ing 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,' J o u r n a l of Po l i t ica l 
Economy, June 1983, pp. 401-419. 

l 5See, for example, Mil ton Friedman and Anna Scfiwartz, A Mone ta ry 
His tory of t h e Un i ted States (Princeton, Princeton University Press, 
1 963). 
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enab led banks t o avo id sel l ing o f f massive 
amounts of assets at r educed prices, t h e r e b y 
avo id ing large losses and poss ib le inso lvency. 
The lender of last resort was c rea ted t o p rov ide 
sufficient emergency l iquidi ty in t imes of massive 
deposit wi thdrawals t o keep the banking system 
open. Because the lender of last resort guarantees 
depos i t - to -cur rency conver t ib i l i t y , ind iv idua ls 
have c o n f i d e n c e tha t t hey can always conve r t 
their depos i ts i n to cur rency o n d e m a n d , a n d 
therefore do no t " r u n " t o w i t h d r a w depos i ts 
when a bank m igh t appear in danger of insol-
vency. Even af ter t he ins t i tu t ion of federa l 
deposit insurance, the ul t imate deposi t protec-
tion rested w i t h t h e Federal Reserve Bank in its 
role as lender of last resor t 

Having the power to issue legal tender impl ies 
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." 

f inancial l i qu id i t y a n d are the re fo re ab le t o 
lend w h e n other institutions are i l l iquid. Because 
the lender of last resort is c o n c e r n e d w i t h the 
health of t h e overa l l d o m e s t i c e c o n o m y , it 
should assume this role on ly w h e n bank insol-
vency p r o b l e m s th rea ten t he e c o n o m y ; t he 
classical pos i t i on is tha t it shou ld not act in t he 
interest of a par t icu lar bank or banks.1 6 The 
effective exercise of this l iquidi ty responsibil i ty 
wil l p reven t a rapid, w i d e s p r e a d cal l- in of loans 
and a d ramat ic fall (or col lapse) of asset prices. 
Thus, by suppo r t i ng t h e marke t in l i qu id i t y 
emergencies, t he lender of last resort ensures 
that banks w i l l no t b e f o r ced t o sell l i qu id 
assets at losses that m igh t o the rw i se result in 
insolvency and its c o n s e q u e n t adverse ef fects. 

Ostens ib ly , t h e marke t w i l l hand le ind iv idua l 
bank crises. In a c o m p e t i t i v e f inancia l system, 

if a bank is f u n d a m e n t a l l y so lven t b u t t e m p o -
rarily i l l iqu id , o thers can pro f i t by l end ing t o i t 
If a par t icu lar bank is inso lvent , however , its 
real resources are re leased t o f l o w i n to m o r e 
p r o d u c t i v e uses. N e i t h e r t he case of a so lven t 
nor of an inso lvent bank invo lves t he lender of 
last resort. In 1971 , t h e Board of Governors of 
the Federal Reserve System af f i rmed its commi t -
m e n t t o assist t he f inanc ia l system, b u t no t 
individual banks. A specia l repor t reappra is ing 
t he d i scoun t m e c h a n i s m stated: 

" T h e (Federal Reserve) System shou ld no t 
act t o p reven t losses a n d i m p a i r m e n t of 
capi ta l of par t icu lar f inanc ia l inst i tu t ions. If 
pressures d e v e l o p against a n d impa i r t h e 
profi tabi l i ty of institut ions whose operat ions 
have b e c o m e uns tab le , i n a p p r o p r i a t e t o 
changing e c o n o m i c cond i t i ons , or compe t i -
t i ve ly d isadvantaged in t he marke tp lace , it is 
not t he Federal Reserve's respons ib i l i t y to 
use its b road mone ta r y powers in a bai l -out 
o p e r a t i o n . . . The System shou ld in te rvene 
in its capaci ty as lender of last resort o n l y 
w h e n l i qu id i t y pressures t h rea ten t o engul f 
w h o l e classes of f inanc ia l ins t i tu t ions w h o s e 
structures are s o u n d and w h o s e opera t iona l 
i m p a i r m e n t w o u l d be ser iously d is rup t i ve t o 
t he e c o n o m y . " 1 7 

Moreove r , t he f unc t i on of t he lender of last 
resort is no t to p reven t shocks that f r equen t l y 
a f fec t t he f inancia l system or t o s tabi l ize t he 
business cyc le b u t rather t o m i n i m i z e t h e 
secondary repercuss ions of those shocks. In 
essence, t he pu rpose is t o ma in ta in c o n f i d e n c e 
in t he f inancia l system so tha t t he re w i l l be no 
need t o exercise t he lender of last resort 
func t ion . 

O n e of t he mos t i m p o r t a n t f unc t i ons of t he 
lender of last resort is t o assure t he marke t that 
suppor t wil l be fo r thcoming if needed. Credib le 
assurance of t he cent ra l bank 's wi l l ingness t o 
act in a crisis relieves uncertainty and stabilizes 
expec ta t ions tha t m igh t o the rw i se generate 
depos i to r panics.1 8 To p reven t excessive risk-
taking by banks conf ident of assistance, however, 
t h e lender of last resort mus t b e cer ta in t o 
spec i fy that in financial crises assistance wi l l be 
avai lable t o t h e market , no t t o par t icu lar banks. 

'6See Thomas M Humphrey, The Classical Concept of the Lender of Last 
Resort." E c o n o m i c Review, Federal Reserve Bank of Richmond, 
January/February 1975. 

"S tee r ing Committee, "Report of a System Committee, Reappra isa l of 
t h e Federa l Reserve D iscoun t M e c h a n i s m , Board of Governors of the 
Federal Reserve System, Volume 1, August 1971, p.19 

' "See Humphrey, op. cil. 
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How the Domestic Lender of 
Last Resort Operates 

There are t w o ma in ways t he lender of last 
resort supp l ies l iqu id i ty . The mos t fami l ia r way 
is t o l end funds t h r o u g h t he d i scoun t w i n d o w 
t o c o m m e r c i a l banks and o the r ins t i tu t ions if 
cond i t i ons so war ran t a n d if su f f i c ien t s o u n d 
col lateral is avai lable. The lender of last resort 
mus t b e careful , howeve r , t o ensure tha t loans 
assist institutions cop ing w i t h l iquidi ty problems, 
not solvency problems. The rate of interest or 
d i scoun t rate charged o n such loans shou ld be 
a pena l ty rate h igh e n o u g h t o ensure tha t o t h e r 
marke t sources of f unds have been exhaus ted 
and that banks bor row f rom the Federal Reserve 
on ly as a " las t resort ." In t he w o r d s of W a l t e r 
Bagehot in 1873 : " L e n d f ree ly at a h igh rate." 
W h e n the lender of last resort f u n c t i o n was 
deve loped , d i scoun t l end ing was t h e p r imary 
mone ta r y po l i cy t o o l a n d thus was also t he 
p r imary too l for mak ing last resort loans. Today, 
many economis t s stil l v i e w d i scoun t w i n d o w 
lend ing as t he on ly mechan i sm by w h i c h t he 
lender of last resort can p rov ide l iqu id i ty . 

The second, mo re ef f ic ient , b u t lesser k n o w n 
w a y that t he lender of last resort can p rov ide 
l i qu id i t y t o t h e marke t is by engaging in o p e n 
marke t operat ions. By purchas ing g o v e r n m e n t 
securities in the marketplace, the Federal Reserve 
in jects reserves i n to t he marke tp lace , a lmos t 
i m m e d i a t e l y increasing t he reserves avai lable 
t o all ins t i tu t ions b u t w i t h o u t al locating t h e m 
a m o n g part icu lar users. Federal Reserve o p e n 
marke t purchases p r o v i d e a ma rke t for indi-
viduals, f irms, and f inancia l ins t i tu t ions sel l ing 
secur i t ies t o m e e t the i r cu r rency demands . 
W i t h o p e n marke t purchases t o s tabi l ize t h e 
s tock of bank deposi ts , bank runs shou ld no t 
deve lop since depositors know that the banking 
system wi l l n o t have t o sell o f f its assets at a 
capi ta l loss. The d i scoun t w i n d o w and o p e n 
marke t opera t ions are t he means by wh ich the 
Fed provides l iquidi ty in crisis periods to ensure 
tha t banks can read i ly conver t assets into cash 
t o m e e t cu r rency drains. Consequen t l y , b o t h 
m e t h o d s p reven t bank runs and t he p rob lems 
associated w i t h such runs. 

Provision of l i qu id i t y d u r i n g a crisis v ia o p e n 
marke t purchases is cons is ten t w i t h a n d a 
crucial e lement of longer-run monetary control. 
P rompt a n d v igorous lender of last resort ac t ion 
w i l l s top panics long be fo re t h e m o n e y supp l y 

strays far off course The " lender of last resort" 
f u n c t i o n is essent ia l ly a ve ry shor t - run f unc t i on 
of a central bank that is act ivated only during 
t empora ry periods of emergency; the "monetary 
control" funct ion of a central bank is a cont inuous 
and longer- run func t ion . The lender of last 
resort acts to prevent sudden decreases (shocks) 
in t he m o n e y stock, and thus wo rks t o re in force 
stable monetary control. Thus, monetary control 
and last resort l end ing are c o m p l e m e n t a r y , not 
conf l ic t ing. 

A Role for an International 
Lender of Last Resort? 

Tradi t ional ly , d iscussions of t he lender of last 
resort have re la ted a l m o s t en t i r e l y t o the 
domes t i c e c o n o m y w i t h l i t t le regard fo r inter-
national concerns. Current international financial 
problems, however, have el ic i ted calls t o extend 
t he lender of last resort f unc t i on t o t he inter-
nat iona l realm. Indeed , several economis ts 

"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." 

c o n t e n d tha t t he IMF is a l ready assuming this 
role.19 Several proposals have been made to 
create an in te rna t iona l l end ing ent i ty . 2 0 

W h i l e t he c o n c e p t of a domestic l ender of 
last resort is we l l established, the role of a similar 
international lender remains unclear. Localized 
in te rna t iona l l i qu id i t y p rob lems re la ted to bal-
ance of payments (or exchange rate) adjustments 
are c o m m o n b u t d o no t requ i re i n te rven t i on of 
a last resort lender. Balance of payments adjust-
men ts are i nhe ren t e l emen ts of a count ry 's 
t rade equ i l i b ra t i ng process a n d d o no t neces-
sarily relate t o banking crises. Moreover , w h e n 
o n e coun t r y loses, ano the r mus t gain. These 

, 9See; for example, James W. Dean and Ian H. Giddy, "Averting Inter-
national Banking Crises," Monograph 1981-1, New York University, The 
Monograph Series in Finance and Economics, 1981. 

J0See, for example, Charles Kindleberger, op. c/'f,; and Franklin Edwards, op. 
cit. 
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ad jus tments , then , per ta in on ly t o par t icu lar 
countr ies, a n d the re fo re d o no t mer i t t he inter-
ven t i on of an in te rna t iona l l ender of last resort. 

As on t h e d o m e s t i c level, t he need for an 
in ternat iona l l ender of last resort arises in part 
f rom f rac t iona l reserve bank ing and govern-
ments' exclusive control of legal tender issuance. 
Whi le no government issues international legal 
tender, t he re are in te rna t iona l m e d i u m s of 
exchange, par t icu lar ly w h e n exchange rates 
are f ixed. M a n y less -deve loped coun t r ies p e g 
their cur renc ies t o key cur renc ies such as t he 
dollar. The role of an in te rna t iona l l ender of last 
resort w o u l d be t o prevent severe disruptions 
(especially monetary contractions) of the wor ld 
monetary system. U n d e r a f i xed exchange rate 
regime, a f inanc ia l crisis may result f r o m an 
increase in t he pe rce i ved risk of a coun t ry ' s 
currency relative to its value. If foreign deposi-
tors s imu l taneous ly a t t e m p t t o w i t h d r a w the i r 
money, denomina ted in an international m e d i u m 
of exchange, f r o m t h e count ry 's banks, a run o n 

"In its current form, however, the 
IMF cannot function as a lender of 

last resort, as it cannot create 
money or international reserves." 

the centra l bank 's in te rna t iona l reserves may 
result. If this centra l bank wishes t o ma in ta in 
a f i xed exchange rate, it may u l t ima te l y have t o 
bo r row an in te rna t iona l m e d i u m of exchange 
from other central banks or f rom an international 
lender of last resort. U n d e r these part icu lar 
c i rcumstances an in te rna t iona l l ender of last 
resort may have a va l id role.21 

If t he cent ra l bank canno t b o r r o w in an inter-
nat ional m e d i u m of exchange, it may go of f t he 
fixed exchange rate system and al low its currency 
to deprec ia te . In the d o m e s t i c market , banks 
are a/ways e x p e c t e d t o r e d e e m the i r l iabi l i t ies 
at par. In t h e in te rna t iona l arena, however , a 
coun t ry can dep rec ia te its cu r rency instead of 

" S e e Ralph Hawtrey, The Art of Cen t ra l Bank ing, p. 228 and Robert 
Aliber, "Bagehot, the Lender of Last Resort, and the International 
Financial System," unpubl ished manuscr ipt p. 26. 

main ta in ing a f i xed exchange va lue w i t h an 
in te rna t iona l m e d i u m of exchange. The ab i l i t y 
t o a l l ow cur rency t o f l uc tua te t o a c c o m m o d a t e 
crises provides LDCs w i t h a remedy not available 
to the domest ic marke t This d i f ference be tween 
d o m e s t i c a n d in te rna t iona l cu r rency s tandards 
suggests tha t a lender of last resort may be less 
necessary in t h e i n t e r n a t i o n a l t han in t h e 
d o m e s t i c con tex t . 2 2 . 

By these standards, current international deb t 
p r o b l e m s d o no t requ i re t he assistance of an 
in te rna t iona l l ender of last resort. Cur ren t data 
indicate that wor ld money and reserves cont inue 
t o increase at m o d e r a t e rates.23 D e v e l o p e d -
coun t r y banks are l i qu id a n d ab le t o c o n t i n u e 
lending, i m p l y i n g tha t no ser ious general 
l iqu id i ty crisis exists.24 

In sp i te of t h e lack of a general l i qu id i t y crisis, 
s o m e analysts never the less c o n t e n d tha t an 
in te rna t iona l l ender of last resort is essential.25 

To f u n c t i o n as a lender of last resort, however , 
an international organizat ion must have author i ty 
to create money, i.e., prov ide un l im i ted l iquidi ty 
o n d e m a n d . U n l i k e o t h e r i ns t i t u t i ons , fo r ex-
amp le , a d o m e s t i c lender of last resort never 
faces i l l i qu id i t y or inso lvency since it is t h e 
u l t ima te source of legal t e n d e r or cur rency. A n 

2-¡See, for example, Hawtrey, op. cit., p. 228; Aliber, op. cit, p. 27; and D. E. 
Moggndge, "Financial Crises and Lender of Last Resort; Policy in the 
Crises of 1920 and 1929," J o u r n a l of Eu ropean History, Volume 10, No. 
1 Spring 1981, p. 50. The above scenario describes a situation in which 
demand increases for the conversion of deposits into international media 
of exchange. The current international debt situation is quite different. 
There is another important difference between domestic and international 
financial cr ises Since the volume of international debt is of ten contracted 
in t e rms of a f o r e i g n cu r rency , e x c h a n g e rate m o v e m e n t s a d d 
risk to international debt not associated with the domestic counterpar t 
Exchange rate risk translates into r iskof governmental policy. That is, with 
debt denominated in domest ic currency, governmental policy makers 
can prevent or forestall default by inflation or taxation. When debt is 
denominated in foreign currency, however, this opt ion is closed. The 
servicing of foreign debt requires conversion of domest ic money into 
foreign money at exchange rates that reflect governmental policies. 
Policies to prevent default, such as taxation or inflation, wil l merely raise 
the cost of conversions into foreign currency. See Karl Brunner, et. ai„ 
"The International Debt Problem, Insolvency and Ill iquidity A Policy 
Proposal," Statement prepared by the Ad Hoc Committee on International 
Debtand US. Financial Policies, Distributed by The Center for Research in 
Government Policy and Business Graduate School of Management, 
University of Rochester, January 14, 1983, p. 6. Furthermore, actions to 
prevent exchange rates from adiusting to reflect these governmental 
policies wil l alter individuals' expectat ions 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 __ „ , 

" I n t e r n a t i o n a l F inanc ia l Sta t is t ics , supplement No. 5, S u p p l e m e n t o n 
Money and latest data in In te rna t iona l F inanc ia l Sta t is t ics , November 
1983 

" T h i s is not to say that no problem exists. As some point out, in attempting 
to deal with their debt burden, many developing countr ies are cutt ing 
back on their imports This, or course, adversely affects the exports of the 
U S and other industrial ized count r ies However, bigger IMF quotas 
cannot be justif ied on the grounds of a gene ra l l iquidity crisis. 

" S e e , for example. Edwards, op. cit. (1980). 
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I 

international lender of last resort l ikewise w o u l d 
have t o be t h e u l t ima te source of in te rna t iona l 
reserves. For if an in te rna t iona l lender of last 
resort had t o b o r r o w the funds it lent, it w o u l d 
not be t he last resort.26 Add i t i ona l l y , an inter-
nat ional lender of last resort mus t be ab le t o 
m a k e loans t o solvent , c red ib l e bo r rowers w h o 
o t h e r w i s e c o u l d no t b o r r o w m o n e y in t he 
marke tp lace d u r i n g a general l i qu id i t y crisis. 
Such " las t resort" l end ing migh t occu r d u r i n g a 
l i qu id i t y crisis a n d l ikely c o u l d mani fes t itself in 
increased d e m a n d for ( in ternat ional t ransact ions 
money . 

M a n y w h o advoca te an in te rna t iona l l ender 
of last resort c o n t e n d tha t t he IMF cur ren t l y 
performs this role and should expand its respon-
sibi l i ty.2 7 Some authors argue tha t t he I M F is in 
possess ion of subs tan t ia l u n u s e d f inanc ia l 
resources, t he p o w e r to raise add i t i ona l funds, 
a large u n p l e d g e d gold stock, a n d t h e p o w e r to 
issue Special Drawing Rights (SDRs) representing 
" a f o r m i d a b l e package of ' last resort ' f inanc ia l 
resources and powers . " 2 8 

The IMF was c rea ted t o p r o m o t e w o r l d t rade 
and assist m e m b e r count r ies w i t h shor t - te rm 
balance of payments deficits through extensions 
of short-term loans. Because t he IMF lends t o 
s o m e count r ies tha t canno t get enough loans in 
t h e marke tp lace , it may super f ic ia l ly resemb le 
a lender of last resort. In its cur rent fo rm, 
however , t he IMF canno t f u n c t i o n as a lender 
of last resort, as it canno t c reate m o n e y or 
in te rna t iona l reserves. Instead, t h e IMF mus t 
d e p e n d on l im i t ed con t r i bu t i ons f r om m e m b e r 
count r ies for funds t o lend. O n c e t he IMF 
reaches this quo ta , its f unds are exhausted; it 
canno t create e i ther w o r l d cur rency or t he 
currenc ies of its members . 2 9 Since t he ab i l i t y t o 
create m o n e y is the chief feature dist inguishing a 
lender of last resort, t he I M F does no t qua l i f y 
fu l ly for that role. 

In sp i te of t h e fact tha t t he I M F is n o t a t rue 
lender of last resort, support has been ob ta ined 

2 6Dean and Giddy p. 41. See also R. G. Hawtrey, The Art of Cen t ra l 
Bank ing, p. 274. 

" S e e , for example, Dean and Giddy (1981), p. 33. 
20Weintraub, Robert, pp. 43-44. 
" T h e 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 countr ies but never from the 
markets In January 1982, the IMF's Executive Board conf irmed that 
quotas should cont inue to be the main source of funds. See Group of 
Thirty The In te rna t iona l Mone ta ry F u n d and t h e Private Markets. 
New York 1983, p. 2. 

for increasing IMF quotas to avert an international 
crisis in con f i dence . The IMF recent ly has been 
provid ing further f inancial assistance to selected 
d e b t - b u r d e n e d c o u n t r i e s o n t h e c o n d i t i o n 
tha t t he rec ip ien t coun t r ies i m p l e m e n t agreed-
u p o n auster i ty measures. These measures in-
c l u d e reduc ing g o v e r n m e n t budge t def ic i ts 
and s low ing mone ta r y g r o w t h t o l ower in f la t ion 
and t o reduce n o m i n a l interest rates, w h i c h in 
t u rn shou ld increase d e b t o r count r ies ' expor ts 
and decrease the i r impor ts , t h e r e b y i m p r o v i n g 
the i r ba lance of p a y m e n t posi t ions. U. S. com-
merc ia l banks, a m o n g others, also are agreeing 
t o make add i t i ona l loans, c o n t i n u e ex is t ing 
loans and reschedule repayments on outstanding 
loans. 

A crucial ques t i on is w h e t h e r IMF act ions, 
w h i c h u l t ima te ly are f u n d e d by t he U. S. and 
o ther m e m b e r countr ies, represent suppo r t for 

"Some analysts contend that an 
international lender of last resort is 

essential." 

large U. S. and in te rna t iona l c o m m e r c i a l banks. 
Clearly, U. S. banks, which had implicit ly accepted 
t he risks of fore ign lend ing, bene f i t at least 
temporar i ly f rom such financial assistance. Their 
actual losses and potent ial insolvency problems 
are p o s t p o n e d , if no t e l im ina ted , p r o v i d e d no 
defau l ts are legally dec lared. 3 0 Cur ren t ly , t he 
IMF makes loans to countries suffering l iquidi ty 
p rob lems, in part because pr ivate lenders have 
assessed t h e s e c o u n t r i e s t o be t o o r isky t o 
increase l end ing t o t hem. As discussed, t he 
p u r p o s e of a lender of last resort is t o p r o v i d e 
l iquidi ty to prevent the default of wel l -managed 
and otherwise sound institutions. Mak ing loans to 
high-r isk d e b t o r count r ies does n o t f i t t ha t 
de f in i t i on . 

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 depos i ts There is 
currently a move to disclose more information abput a bank's balance 
sheet so that depositors may more fully discern the risk at tached to 
dealing with any particular bank 
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Some Concluding Thoughts 
Under current circumstances, then, no addi-

t ional powers n e e d b e given t o t he I M F to 
enable it t o assume the role of an in te rna t iona l 
lender of last resort for the global banking system. 
No " w o r l d l i qu id i t y crisis" has emerged . Even 
should such a crisis occur , it c o u l d be a l lev ia ted 
by t he nat ional mone ta r y au thor i t ies of t h e 
industr ia l ized coun t r ies ac t ing as lenders of 
last resort for d o m e s t i c c o m m e r c i a l banks a n d 
their foreign subsidiaries and by pursuing stable, 
predictable, non-inf lat ionary and thus credible 
monetary pol ic ies.3 1 Cent ra l banks mus t have 
wel l -establ ished and recogn ized po l ic ies t o 
avoid a l l ow ing bank fai lures t o af fect the i r 
national m o n e y supp l ies . In sum, s tab le 
monetary policies and reliable domest ic lenders 
of last resort p rov ide adequa te defense against 
l iquidi ty crises. Thus t he mechan ism is already 

3 'There is cur rent ly s o m e ambigu i ty about w h o legal ly bears the lender of 
last resort respons ib i l i ty for a subs id iary of a fo re ign bank. However, most 
U S. loans th rough the Eurocur rency market are hand led t h rough London 
branches of U.S. banks, not subsidiar ies." Even so, "subs id iar ies do play a 
signif icant role in s o m e cases, s u c h as subs id iar ies of Ge rman banks 
operat ing in Luxembourg . " Desp i te th is loopho le in lender of last resor t 
coverage, " the events of 1982 -83 i l lustrate a w i l l ingness of cent ra l banks 
to work toge the r in crisis, sugges t ing that, if necessary, they cou ld agree 
on the d iv is ion of lender of last resort responsib i l i ty for cur rent ly 
ambiguous cases." See Wi l l iam R. Cline, I n t e r n a t i o n a l D e b t a n d t h e 
Stab i l i t y o f t h e W o r l d E c o n o m y , Inst i tu te for In ternat iona l Economics , 
September 1983, pp. 103-105. 

estab l ished for p reven t i ng in te rna t iona l d e b t 
p r o b l e m s f r o m t r igger ing a d o m e s t i c f inanc ia l 
crisis. 

So long as t h e s e po l i c ies are p u r s u e d con-
sistently, o n e does no t n e e d t o b e c o n c e r n e d 
a b o u t t he f inancia l system's vu lne rab i l i t y t o a 
monetary collapse. 

Still, t h e sever i ty of t h e cur ren t in te rna t iona l 
deb t situation highlights the need for a thorough 
assessment of t h e IMF's role in an increasingly 
i n t e r d e p e n d e n t w o r l d e c o n o m y a n d of t h e 
f i n a n c i a l resou rces r e q u i r e d t o s u p p o r t t h a t 
role. The issue cer ta in ly is a c o m p l e x one. 
M a k i n g t e m p o r a r y shor t - te rm loans t o ease 
pressure dur ing t ime-consuming loan resched-
u l ing negot ia t ions i n d e e d may b e a va l id role 
for centra l banks and in te rna t iona l agencies . 
A n assessment of t he IMF's role remains crucial 
even though the recent debate over our nation's 
IMF f u n d i n g has ended , w i t h Congress au tho-
r iz ing t he increase tha t eve ryone hopes can 
he lp resolve t he d e b t p rob lem. 

—James R. Barth 
and Robert E. Keleher 

This paper was written while lames K Barth was a Visiting Scholar with the 
Federal Reserve Bank ol Atlanta. He is currently visiting the Congressional 
Budget Office while on leave Irom the George Washington University. The 
authors are grateful for helpful comments and suggestions from Bryan Boulier, 
K. Dan Brumbaugh, lerrv Dwyer, Paclma Cotur, ¡im Hauver, lohn Hillev, George 
Iden, lorge Laumas, Neela Manage, Lisa Kockoff, Steve Sheffrin, Lee Slutz 
Stephen Thurman, and joe Whitt. 

B I B L I O G R A P H Y 

A g e n d a f o r Re fo rm. Federa l H o m e Loan Bank Board, Wash ing ton , D.C., 
Ma rch 1983. 

Aliber, Robert. "Bageho t , The Lender of Last Resort, and The In ternat ional 
F inancia l System," unpub l i shed manuscr ip t (no date). 

Anderson, Barry L and James L. Butk iewicz. Money, Spend ing, and the 
Great Depression," S o u t h e r n E c o n o m i c J o u r n a l , Oc tobe r 1 9 8 0 

Bagehot, Walter. L o m b a r d S t r e e t (1873), Arno Press, New York, 1978. 
oarth, James R. and J o s e p h Pelzman. In ternat ional Debt: Conf l ic t and 

Resolut ion," In ternat iona l Debt Ser ies Monog raph N o 3, Dept. of 
Economics , George Mason Universi ty. January 1984. 

Bernanke, Ben S. Nonmone ta ry Ef fects of the Financial Cr is is in the 
Propagat ion of the Great Depression," A m e r i c a n E c o n o m i c 
Rev iew, J u n e 1983. 

Brunner, Karl, et. al. "The In ternat iona l Debt Problem, Insolvency and 
ll l iquidity: A Policy Proposal," S ta tement prepared by the Ad Hoc 
Commi t t ee on In ternat ional Debt and U S. Financial Policies, 
D is t r ibuted by The Cen te r for Research in Governmen t Policy and 
Business, Graduate School of Managemen t University of Rochester, 
January 14, 1983. 

Dean, J a m e s W. and Ian H. Giddy A v e r t i n g I n t e r n a t i o n a l B a n k i n g C r i s e s 
M o n o g r a p h 1981-1, N e w York University, The M o n o g r a p h Ser ies 
in F inance and Economics , 1981. 

Diamond, Doug las W. and Phi l ip H. Dybvig. "Bank Runs, Deposi t Insurance, 
and Liquidity," J o u r n a l o f P o l i t i c a l E c o n o m y , June 1983. 

Edwards, Franklin. "F inanc ia l Inst i tu t ions and Regula t ions in the 21s t 
Century: Af ter the Crash," M imeograph , Co lumbia University, 
1980. 

Fr iedman, Mi l ton and Anna Schwartz. A M o n e t a r y H i s t o r y o f t h e U n i t e d 
S ta tes , Pr inceton Universi ty Press, Pr inceton, N e w Jersey, 1963. 

Group of Thirty. T h e I n t e r n a t i o n a l M o n e t a r y F u n d a n d t h e Pr iva te 
Marke ts , New York, 1983, p. 2. 

Guttentag, Jack and Richard Herring. T h e L e n d e r o f Last Reso r t F u n c t i o n 
i n an I n t e r n a t i o n a l C o n t e x t Essays in In ternat iona l Finance, No. 
151, May 1983. Internat ional Finance Sect ion, Pr inceton University. 

Hawtrey, Ralph. T h e A r t o f C e n t r a l B a n k i n g , Frank Cass and Co. Ltd., 
London, 1962. 

Humphrey, Thomas M The Class ica l Concep t of the Lender of Last 
Resort," E c o n o m i c Rev iew, Federa l Reserve Bank of Richmond, 
January / February 1975. 

Kindleberger , Char les P M a n i a s , Pan ics , a n d Crashes , Basic Books, N e w 
York, 1978. 

Mayer, T h o m a s "Shou ld Large Banks Be A l lowed to Fail?", J o u r n a l o f 
F i n a n c i a l a n d Q u a n t i t a t i v e Ana lys is , November 1975. 

Moggr idge, D. E. "F inanc ia l Cr ises and Lenders of Last Resort: Pol icy in the 
Cr ises of 1 9 2 0 and 1929, J o u r n a l o f E u r o p e a n His tory , Vo lume 
10, No. 1, Spr ing 1981. 

Smith, Vera. T h e R a t i o n a l e o f C e n t r a l B a n k i n g , London, P. S. King & Son 
Ltd., Westminster , 1936. 

Sprague, O M. W. H i s t o r y o f C r i s e s U n d e r t h e N a t i o n a l B a n k i n g S y s t e m , 
Washington, D. C.. U. S. Government Pr int ing Off ice, 1910. 

Steer ing Commi t tee . "Repor t of a Sys tem Commit tee," R e a p p r a i s a l o f t h e 
F e d e r a l Rese rve D i s c o u n t M e c h a n i s m , Board of Governors of 
the Federal Reserve System, Vo lume 1, August 1971. 

Tussig, A. Dale. "The Case for Bank Failure," J o u r n a l of Law a n d 
E c o n o m i c s , Vo lume X, Oc tober 1967. 

Weint raub, Rober t E. I n t e r n a t i o n a l Deb t : C r i s i s a n d C h a l l e n g e , Depart-
ment of Economics, George Mason Universi ty, Fairfax, V i rg in ia 
Apr i l 1983. 

FEDERAL RESERVE B A N K O F A T L A N T A 67 

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



n 

FINANCE 

$ millions 

commercial Bank 
Demand 
NOW 
Savings 
Time 

Cred i t Union Deposits 
Share Draf ts 
Savings & Time 

NOV 
1983 

OCT 
1983 

NOV 
1982 

Commercial Bank Deposits 
Demand 
NOW 
Savings 
Time 

Credi t Union Deposits 
Share Draf ts 
Savings & Time 

commercial Bank 
Demand 
NOW 
Savings 
Time 

Credi t Union Deposits 
Share Draf ts 
Savings <5c Time 

1,298,909 1,296,169 1,191,183 
298,864 307,622 302,058 

82,970 82,865 65,046 
344,646 346,078 153,992 
603,985 596,651 703,288 

60,557 60,902 51,741 
5,412 5,461 3,859 

49,834 50,054 43,340 

ANN. 
% 

CHG. 

9 
- 1 
+ 28 
+ 124 
- 14 
+ 17 
+ 40 
+ 15 

NOV 
1983 

OCT 
1983 

NOV 
1982 

Savings & Loans** 
To ta l Deposits 

NOW 
Savings 
Time 

Commercia l Bank Deposits 146,684 146,524 127,260 + 15 Savings & Loans 
Demand 34,474 35,595 34,120 + 1 Tota l Deposits 
NOW 10,641 10,598 8,439 + 26 NOW 
Savings 38,619 38,247 15,153 +155 Savings 
Time 66,159 65,946 72,541 - 9 Time 

Credi t Union Deposits 5,933 5,946 4,927 + 20 
Share Draf ts 474 483 360 + 32 
Savings & Time 5,066 5,063 4,157 + 22 

N.A. 
N.A. 
N.A. 
N.A. 

SEPT 

N.A 
N.A. 
N.A. 
N.A. 
AUG 

Mortgages Outstanding 
Mortgage Commitments 

Commercia l Bank Deposits 15,388 15,333 14,057 + 9 
Demand 3,642 3,734 3,537 + 3 
NOW 966 957 736 + 31 
Savings 3,160 3,141 1,611 + 96 
T ime 8,054 8,066 8,623 - 7 

Credi t Union Deposits 911 914 874 + 4 
Share Draf ts 84 87 70 + 20 
Savings ¿c Time 783 780 729 + 7 

Savings & Loans*' 
To ta l Deposits 

NOW 
Savings 
T ime 

Mortgages Outstanding 
Mortgage Commitments 

51,416 
11,951 

4,395 
17,882 
18,041 

2,604 
240 

2,067 

51,173 
12,418 

4,405 
17,598 
17,864 
2,602 

242 
2,057 

41,464 
11,793 

3,686 
6,420 

20,431 
2,206 

193 
1,719 

+ 24 
+ 1 
+ 19 
+ 179 
- 1 2 
+ 18 
+ 24 
+ 20 

Savings & Loans** 
To ta l Deposits 

NOW 
Savings 
Time 

Mortgages Outstanding 
Mortgage Commitments 

21,347 
6,732 
1,461 
4,815 
9,382 
1,334 

68 
1,191 

21,372 
6,959 
1,426 
4,770 
9,330 
1,352 

72 
1,203 

18,054 
6,285 
1,230 
1,705 
9,728 

906 
39 

814 

Savings & Loans 
Tota l Deposits 

NOW 
Savings 
Time 

53,379 
2,029 

15,337 
36,406 
SEPT 

N.A. 
N.A. 
N.A. 
N.A. 

SEPT 

53,070 
2,033 

15,647 
35,725 

AUG 

N.A. 
N.A. 
N.A. 
N.A. 
AUG 

24,868 
5,661 
1,383 
5,361 

12,967 
201 

23 
194 

Commercial Bank Deposits 
Demand 
NOW 
Savings 
Time 

Credi t Union Deposits 
Share Draf ts 

^ S a v i n g T i m e 

Commercial Bank Deposits 11,529 
Demand 2,287 
NOW 777 
Savings 2,440 
Time 6,279 

Credi t Union Deposits * 
Share Dra f ts * 
Savings & Time 

24,903 
5,734 
1,373 
5,317 

13,007 
199 

23 
194 

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

14,068 
164 

11 
155 

Savings k Loans** 
To ta l Deposits 

NOW 
Sav'ngs 
Time 

Mortgages Outstanding 
Mortgage Commitments  

Savings & Loans** 
Tota l Deposits 

NOW 
Savings 
Time 

Mortgages Outstanding 
Mortgage Commitments 

Commercia l Bank Deposits 22,136 22,259 20,045 + 10 
Demand 4,201 4,352 4,304 - 2 
NOW 1,659 1,652 1,034 + 60 
Savings 4,961 5,001 2,185 +127 
Time 11,436 11,446 12,625 - 9 

Credi t Union Deposits 883 879 777 + 14 
Share Draf ts 59 59 47 + 26 
Savings <5c Time 831 829 740 + 12 

Savings & Loans** 
To ta l Deposits 

NOW 
Savings 
Time 

Mortgages Outstanding 
Mortgage Commitments 

8,929 
190 

2,408 
6,407 
SEPT 

2,527 
92 

499 
1,960 
SEPT 

7,333 
213 

1,526 
5,636 
SEPT 

8,883 
190 

2,403 
6,374 
AUG 

2,543 
92 

506 
1,976 
AUG 

7,303 
2 1 0 

1,545 
5,603 
AUG 

5,762 
222 

5,739 
210 

5,992 
130 

CHG. 

586,027 611,947 540,063 + 9 
17,785 17,927 12,403 + 43 

163,094 179,418 95,622 + 71 
424,395 417,960 433,517 - 2 

SEPT AUG SEPT 
472,267 472,701 485,125 - 3 

31,827 32.013 17.176 + 85 

N.A. 
N.A. 
N.A. 
N.A. 

SEPT 

5,144 5,158 4,530 + 14 
141 146 106 + 33 
864 875 569 + 52 

4,186 4,182 3,908 + 7 
SEPT AUG SEPT 
3,712 3,704 3,787 - 2 

272 257 46 +491 

48,108 
1,335 
8,065 

38,758 
SEPT 

N.A. 
N.A. 
N.A. 
N.A. 

SEPT 

8,033 
127 

1,268 
6,665 
SEPT 

2,420 
63 

241 
2,138 
SEPT 

6,543 
122 
710 

5,723 
SEPT 

+ 11 
+ 50 
+ 90 
- 4 

+ 4 
+ 46 
+ 107 

+ 12 
+ 75 
+115 
- 2 

- 4 
+ 70 

A l l 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 inst i tut ions wi th 
over $15 mi l l ion in deposits as of December 31, 1979, represents 95% of deposits in the six state area. The major differences between 
this report and the "ca l l report" are size, the treatment of interbank deposits, and the treatment of f loa t . The data generated from 
the Report of Transaction Accounts is for banks over $15 mi l l ion in deposits as of December 31, 1979. The to ta l deposit data generated 
from the Report of Transaction Accounts eliminates interbank deposits by report ing the net of deposits "due to" and "due f rom" other 
depository inst i tut ions. The Report of Transaction Accounts subtracts cash items in process of col lect ion f rom 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 to ta l of the six states. Subcategories were chosen on a selective basis and do not add to to ta l . 
* = fewer than four insti tut ions report ing. 

* * - S&L deposits subject to revisions due to report ing changes. 
N.A. = not available at this t ime. 
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CONSTRUCTION 

OCT 
1983 

SEPT 
1983 

OCT 
1982 

ANN 
% 

CHG 
OCT 
1983 

SEPT 
1983 

OCT 
1982 

12-month Cumulative R a t e 

Nonresidential Building "Permits - $ Mi l . 
Total Nonresidential 50,568 49,130 45,545 

Industrial Bldgs. 5,640 5,300 5,302 
Off ices 12,568 12,197 12,215 
Stores 6,717 6,468 5,205 
Hospitals 2,062 1,903 1,760 
Schools 878 886 807 

Nonresidential Building Permits 
Total Nonresidential 

Industrial Bldgs. 
Off ices 
Stores 
Hospitals 
Schools 

Nonresidential Building Permits -
Total Nonresidential 

Industrial Bldgs. 
Offices 
Stores 
Hospitals 
Schools 

Mi l . 
7,845 

635 
1,833 
1,249 

472 
171 

Mi l . 
450 

26 
59 
86 
23 

7,679 
666 

1,835 
1,189 

466 
168 

430 
20 
58 
83 
24 

'RID A 
Nonresidential Building Permits - $ M i l . 

Total Nonresidential 3,933 3,875 
Industrial Bldgs. 376 358 
Off ices 852 854 
Stores 701 661 
Hospitals 294 298 
Schools 54 52 

6,204 
713 

1,344 
955 
260 
82 

389 
82 
54 
64 
25 

3,090 
359 
650 
506 
130 

19 

ANN % 

CHG 

Residential Building Permits 
+ 77 + 11 Value - $ Mi l . 65,165 63,233 36,804 + 77 

+ 6 Residential Permits - Thous. 
+ 76 + 3 Single-family units 870.2 850.8 493.3 + 76 

+ 29 Mul t i - fami ly units 674.2 653.3 417.1 + 62 
+ 17 To ta l Building Permits 

82,349 + 41 + 9 Value - $ Mi l . 115,733 112,363 82,349 + 41 

Residential Building Permits 
78 + 26 Value - $ Mi l . 11,920 11,549 6,693 + 78 

- 11 Residential Permits - Thous. 
+ 36 Single-family units 179.1 174.2 100.5 + 78 
+ 31 Mul t i - fami ly units 149.3 143.7 83.4 + 79 
+ 82 To ta l Building Permits 
+ 109 Value - $ Mi l . 19,765 19,228 12,897 + 53 

Residential Building Permits 
73 + 16 Value - $ Mi l . 397 384 229 + 73 

- 68 Residential Permits - Thous. 
+ 9 Single-family units 7.7 7.7 4.4 + 75 
+ 34 Mul t i - fami ly units 7.1 6.8 4.2 + 69 
- 8 To ta l Building Permits 

37 0 Value - $ Mi l . 847 815 618 + 37 

Residential Building Permits 
71 + 27 Value - $ Mi l . 6,860 6,693 4,015 + 71 

+ 5 Residential Permits - Thous. 
+ 31 Single-family units 95.6 92.3 52.0 + 84 
+ 39 Mu l t i - fami ly units 82.6 81.2 50.3 + 64 
+126 Tota l Building Permits 
+ 184 Value - $ Mi l . 10,793 10,568 7,105 + 52 

Nonresidential Building Permits - $ M i l 
Total Nonresidential 

Industrial Bldgs. 
Off ices 
Stores 
Hospitals 
Schools 

Nonresidential Building Permits - $ Mi l . 
Tota l Nonresidential 1,210 

Industrial Bldgs. 46 
Off ices 365 
Stores 129 
Hospitals 123 
Schools 69 

1,272 1,233 983 + 29 
176 173 145 + 21 
352 373 220 + 60 
138 132 89 + 55 
36 26 27 + 33 
28 28 18 + 56 

1,209 
47 

406 
122 
78 
65 

Residential Building Permits 
Value - $ Mi l . 

Residential Permits - Thous. 
Single-family units 
Mul t i - fami ly units 

To ta l Building Permits 
Value - $ Mi l . 

2,314 2,243 1,243 + 86 

40.5 39.8 23.8 + 70 
24.1 23.3 12.0 + 101 

3,586 3,475 2,227 + 61 

925 
80 

297 
150 

28 
24 

Residential Building Permits 
+ 31 Value - $ Mi l . 1,064 1,009 619 + 72 
- 43 Residential Permits - Thous. 
+ 23 Single-family units 16.9 16.6 10.3 + 64 
- 14 Mu l t i - fami ly units 16.0 14.4 8.1 + 98 
+339 To ta l Building Permits 

47 + 188 Value - $ MQ. 2,273 2,218 1,544 + 47 

Tota l Nonresidential 
Industrial Bldgs. 
Off ices 
Stores 
Hospitals 
Schools 

192 190 150 + 28 
8 7 13 - 38 

19 17 17 + 12 
43 38 34 + 26 
18 18 5 +260 
7 8 3 + 133 

Residential Building Permits 
Value - $ Mi l . 

Residential Permits - Thous. 
Single-family units 
Mu l t i - fami ly units 

Tota l Building Permits 
Value - $ Mi l . 

310 288 162 + 91 

4.8 4.7 3.3 + 45 
4.5 3.8 2.1 + 114 

501 478 312 + 61 

Tota l Nonresidential 
Industrial Bldgs. 
Off ices 
Stores 
Hospitals 
Schools 

788 742 667 + 18 
58 61 35 + 66 

150 127 106 + 42 
151 154 114 + 32 
24 22 43 - 44 

5 6 10 - 50 

Residential Building Permits 
Value - $ Mi l . 

Residential Permits - Thous. 
Single-family units 
Mul t i - fami ly units 

To ta l Building Permits 
Value - $ Mi l . 

976 933 425 + 130 

13.5 13.2 6.9 + 96 
15.1 14.2 6.8 + 122 

1,691 1,602 1,091 + 55 

NOTES" 
Data supplied by the U. S. Bureau of the Census, Housing Units Author ized By Building Permits and Public Contracts, C-40. 
Nonresidential data excludes the cost of construction for publicly owned buildings. The southeast data represent the to ta l 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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GENERAL 

LATEST CURR. PREV. 
DATA PERIOD PERIOD 

ANN. 
YEAR % 
AGO CHG. 

NOV 
1983 

OCT 
1983 

NOV 
1982 

ANN. 
% 

CHG. 

Personal Income 
($bil. - SAAR) 

Taxable Sales - $bil. 
Plane Pass. Ar r . 000's 
Petroleum Prod, (thous 
Consumer Price Index 

1967=100 
K i lowat t Hours - mils. 

Personal Income 
($bil. - SAAR) 

Taxable Sales - $ bi l . 
Plane Pass. A r r . 000's 
Petroleum Prod, (thous. 
Consumer Price Index 

1967=100 
K i lowat t Hours - mils. 

2Q 2,709.1 2,650.6 2,556.1 + 6 2Q 
N.A. N.A. N.A. 
N.A. N.A. N.A. 

NOV 8,634.7 8,670.0 8,637.5 - 0 

NOV 303.1 302.6 293.6 + 3 
SEP 201.6 207.7 183.6 + 9 

Agr icu l ture 
Prices Rec'd by Farmers 

Index (1977=100) 
Broi ler Placements (thous.) 
Ca l f Prices ($ per cwt.) 
Broiler Prices (4 per lb.) 
Soybean Prices ($ per bu.) 
Broi ler Feed Cost ($ per ton) 

135 134 128 + 5 
73,141 73,681 75,276 - 3 

59.2 57.1 58.1 + 2 
33.0 29.3 24.8 +33 
7.97 7.96 5.34 +49 
243 237 198 +23 

2Q 326.8 319.5 306.4 + 7 2Q 
N.A. N.A. N.A. 

SEP 3,649.4 4,282.6 3,268.7 + 11 
NOV 1,399.0 1,399.5 1,384.5 + 1 

N .A . N.A. N.A. 
SEP 33.5 34.8 33.8 - 1 

Agr icu l ture 
Prices Rec'd by Farmers 

Index (1977=100) 
Broiler Placements (thous.) 
Ca l f Prices ($ per cwt.) 
Broi ler Prices (4 per lb.) 
Soybean Prices ($ per bu.) 
Broi ler Feed Cost ($ per ton) 

123 119 114 + 8 
27,657 28,559 28,231 - 2 

55.5 51.9 52.8 + 5 
32.1 28.2 24.1 + 33 
7.98 7.91 5.45 + 46 
229 227 185 + 24 

Personal Income 
($bil. - SAAR) 

Taxable Sales - $ bi l . 
Plane Pass. A r r . 000's 

Personal Income 
($bil. - SAAR) 2Q 

Taxable Sales - $ bi l . OCT 
Plane Pass. A r r . 000's SEP 
Petroleum Prod, (thous.) NOV 
Consumer Price Index - Miami 

Nov. 1977 = 100 
Ki lowat t Hours - mils. SEP 

Agr icu l ture 
2Q 

AUG 
36.2 35.5 33.9 + 7 Farm Cash Receipts - $ mi l . 2Q 

AUG 28.1 27.5 27.3 + 3 (Dates: AUG, AUG) 1,206 - 1,232 - 2 

OCT 111.6 105.8 106.6 + 5 Broi ler Placements (thous.) 9,278 9,577 9,406 - 1 

NOV 52.0 52.0 53.0 - 2 Cal f Prices ($ per cwt.) 53.9 51.7 52.2 + 3 NOV 
Broi ler Prices (4 per lb.) 33.0 29.0 23.5 +40 

N.A. N.A. N.A. Soybean Prices ($ per bu.) 7.80 7.84 5.41 +44 

SEP 4.5 4.6 4.7 - 5 Broiler Feed Cost ($ per ton) 255 240 192 +33 

122.0 118.8 113.4 + 8 
72.1 71.4 66.6 + 8 

1,677.0 2,039.2 1,474.2 + 14 
52.0 55.0 68.0 -24 

NOV SEPT NOV 
164.0 162.9 156.8 + 5 

9.8 9.9 9.2 + 6 

Personal Income 
($bil. - SAAR) 

Taxable Sales - $ b i l . 
Plane Pass. A r r . 000's 
Petroleum Prod, (thous.) 
Consumer Price Index -
1967 = 100 
K i lowat t Hours - mils. 

Personal Income 
($bil. - SAAR) 2Q 

Taxable Sales - $ b i l . 
Plane Pass. Ar r . 000's OCT 
Petroleum Prod, (thous.) NOV 
Consumer Price Index 

1967 = 100 
K i lowat t Hours - mils. SEP 

2Q 58.2 56.6 53.5 + 9 
3Q 41.1 40.4 39.3 + 5 

OCT 1,646.3 1,446.3 1,294.0 +27 
N.A. N.A. N.A. 

At lanta OCT AUG OCT 
304.4 303.9 297.8 + 2 

SEP 4.9 5.7 5.2 - 6 

45.9 45.3 44.7 + 3 
N.A. N.A. N.A. 

286.7 241.7 271.0 + 6 
1,209.0 1,207.0 1,172.5 + 3 

N.A. N.A. N.A. 
5.7 5.7 5.9 - 4 

Agr icu l ture 
Farm Cash Receipts - $ mi l . 

(Dates: AUG, AUG) 
Broiler Placements (thous.) 
Cal f Prices ($ per cwt. ) 
Broi ler Prices (4 per lb.) 
Soybean Prices ($ per bu.) 
Broi ler Feed Cost ($ per ton) 

Agr icu l ture 
Farm Cash Receipts - $ mi l . 

(Dates: AUG, AUG) 
Broi ler Placements (thous.) 
Ca l f Prices ($ per cwt. ) 
Broi ler Prices (4 per lb.) 
Soybean Prices ($ per bu.) 
Broi ler Feed Cost ($ per ton) 

_ Z = H 
Agr icu l ture 

Farm Cash Receipts - $ mi l . 
(Dates: AUG, AUG) 

Broi ler Placements (thous.) 
Cal f Prices ($ per cwt.) 
Broi ler Prices (4 per lb.) 
Soybean Prices ($ per bu.) 
Broi ler Feed Cost ($ per ton) 

3,116 - 2,998 + 4 
1,755 1,810 1,852 - 5 

56.5 55.1 55.0 + 3 
31.0 27.5 23.5 +32 
7.80 7.84 5.41 +44 
250 255 210 + 19 

1,734 - 1,781 - 3 
10,928 11,490 11,307 - 3 

50.4 47.6 49.8 + 1 
31.5 29.0 23.5 +34 
7.79 7.72 5.31 +47 
210 220 181 + 16 

704 - 775 - 9 
N.A. N.A. N.A. 
55.0 51.9 55.2 - 0 
33.0 28.5 25.0 +32 
8.19 7.75 5.55 + 48 
290 290 245 + 18 

Personal Income 
($bil. - SAAR) 2Q 

Taxable Sales - $ b i l . 
Plane Pass. A r r . 000's OCT 
Petroleum Prod, (thous.) NOV 
Consumer Price Index 

1967 = 100 
K i lowat t Hours - mils. SEP 

Personal Income 
($bil. - SAAR) 2Q 

Taxable Sales - $ bi l . NOV 
Plane Pass. A r r . 000's OCT 
Petroleum Prod, (thous.) NOV 
Consumer Price Index 

1967 = 100 
K i lowat t Hours - mils. SEP 

20.8 20.4 19.8 + 5 
N.A. N.A. N.A. 
35.3 32.1 27.7 +27 
86.0 85.5 91.0 - 5 

N.A. N.A. N.A. 
2.4 2.5 2.4 0 

43.7 42.9 41.1 
37.7 36.9 34.8 

160.7 146.5 156.0 
N.A. N.A. N.A. 

N.A. N.A. N.A. 
6.2 6.4 6.4 

+ 8 
+ 3 

Agr icu l ture 
Farm Cash Receipts - $ mi l . 

(Dates: AUG, AUG) 
Broi ler Placements (thous.) 
Cal f Prices ($ per cwt.) 
Broiler Prices (4 per lb.) 
Soybean Prices ($ per bu.) 
Broiler Feed Cast ($ per ton) 

Agr icu l ture 
Farm Cash Receipts - $ mi l . 

(Dates: AUG, AUG) 
Broi ler Placements (thous.) 
Cal f Prices ($ per cwt.) 
Broi ler Prices (4 per lb.) 
Soybean Prices ($ per bu.) 
Broi ler Feed Cost ($ per ton) 

1,042 
5,695 

58.7 
32.0 
8.06 
205 

5,682 
52.7 
26.0 
8.03 
195 

1,088 
5,666 

53.6 
26.5 
5.41 

161 

- 4 
+ 1 
+ 10 
+21 
+49 
+27 

1,086 - 1,051 + 3 
N.A. N.A. N.A. 
56.7 51.2 51.3 + 11 
30.0 28.2 23.0 +30 
7.89 8.12 5.53 +43 
225 225 170 +32 

Personal Income data supplied by U. S. Department of Commerce. Taxable Sales are reported as a 12-month cumulat ive to ta l . Plane 
Passenger Arr ivals are col lected f rom 26 airports. Petroleum Production data supplied by U. S. Bureau of Mines. Consumer Price 
Index data supplied by Bureau of Labor Stat ist ics. Agr icul ture data supplied by U. S. Department of Agr icu l ture. Farm Cash 
Receipts data are reported as cumulative for the calendar year through the month shown. Broiler placements are an average weekly 
ra te. The Southeast data represent the to ta l of the six states. N.A. = not available. The annual percent change calculat ion is based 
on most recent data over prior year. R = revised. 
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EMPLOYMENT 

OCT 
1983 

SEPT 
1983 

OCT 
1982 

ANN. 
% 

CHG. 
OCT 
1983 

SEPT 
1983 

OCT 
1982 

ANN. 
% 

CHG. 

Civ i l ian Labor Force - thous. 112,042 112,197 110,767 
Tota l Employed - thous. 102,659 102,366 99,825 
Tota l Unemployed - thous. 9,383 9,830 10,942 

Unemployment Rate - % SA 8.8 9.3 10.5 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 40.7 40.8 39.0 
Mfg. Avg. Wkly. Earn. - $ 363 363 334 

+ 1 
+ 3 
-14 

+ 4 
+ 9 

Nonfarm Employment- thous. 91,716 91,116 89,541 + 2 
Manufacturing 19,195 19,148 18,504 + 4 
Construct ion 4,326 4,282 4,070 + 6 
Trade 20,752 20,747 20,421 + 2 
Government 15,763 15,369 15,863 - 1 
Services 20,084 19,961 19,195 + 5 
Fin., Ins., & Real Est. 5,484 5,501 5,334 + 3 
Trans. Com. & Pub. U t i l . 5,079 5,077 5.077 + 0 

Civi l ian Labor Force - thous. 14,671 14,725 14,498 
To ta l Employed - thous. 13,292 13,353 12,987 
Total Unemployed - thous. 1,378 1,374 1,511 

Unemployment Rate - % SA 9.6 9.5 10.7 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 41.1 41.1 39.9 
Mfg. Avg. Wkly. Earn. - $ 318 317 296 

Nonfarm Employment- thous. 11,624 11,544 11,352 + 2 
Manufacturing 2,217 2,204 2,140 + 4 
Construct ion 659 653 641 + 3 
Trade 2,758 2,744 2,682 + 3 
Government 2,174 2,139 2,154 + 1 
Services 2,304 2,297 2,240 + 3 
Fin., Ins., <5c Real Est. 668 668 650 + 3 
Trans. Com. & Pub. U t i l . 701 698 697 + 1 

Civ i l ian Labor Force - thous. 
To ta l Employed - thous. 
Tota l Unemployed - thous. 

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

ft 

1,769 
1,551 

218 
12.9 

N.A. 
N.A. 
41.7 
318 

1,74a 
1,531 

215 
12.8 

N.A. 
N.A. 
41.6 
316 

1,752 
1,484 

268 
15.9 
N.A. 
N.A. 
39.8 
289 

+ 1 
+ 5 
-19 

+ 5 
+10 

Nonfarm Employment- thous. 1,319 1,314 1,310 + 1 
Manufacturing 335 335 328 + 2 
Construct ion 61 61 6 0 + 2 
Trade 268 267 267 + 0 
Government 293 290 292 + 0 
Services 218 218 218 + 0 
Fin., Ins., & Real Est. 59 59 59 0 
Trans. Com. & Pub. U t i l . 71 71 71 0 

Civi l ian Labor Force - thous. 5,003 5,113 4,937 
To ta l Employed - thous. 4,571 4,697 4,483 
Tota l Unemployed - thous. 432 416 454 

Unemployment Rate - % SA 8.2 7.8 8.7 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 40.9 40.8 40.0 
Mfg. Avg. Wkly. Earn. - $ 303 302 289 

Nonfarm Employment- thous. 3,917 3,877 3,740 
Manufacturing 483 477 454 
Construct ion 264 261 243 
Trade 1,049 1,038 992 
Government 646 631 634 
Services 938 932 898 
Fin., las., óc Real Est. 295 295 281 
Trans. Com. & Pub. U t i l . 233 233 229 

+ 5 

Civ i l ian Labor Force - thous. 2,696 2,695 2,693 
To ta l Employed - thous. 2,504 2,504 2,487 
Tota l Unemployed - thous. 192 191 205 

Unemployment Rate - % SA 7.3 7.2 8.0 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 41.8 41.7 40.0 
Mfg . Avg. Wkly. Earn. - $ 298 296 272 

Nonfarm Employment- thous. 2,279 2,269 2,215 + 3 
Manufacturing 515 513 499 + 3 
Construct ion 108 108 103 + 5 
Trade 544 542 525 + 4 
Government 440 433 441 - 0 
Services 396 396 378 + 5 
Fin., las., óc Real Est. 121 121 117 + 3 
Trans. Com. <5c Pub. U t i l . 148 148 145 + 2 

Civ i l ian Labor Force - thous. 1,930 1,924 1,892 
To ta l Employed - thous. 1,719 1,699 1,676 
To ta l Unemployed - thous. 210 226 217 

Unemployment Rate - % SA 11.3 12.1 11.7 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 40.7 40.5 41.3 
Mfg. Avg. Wkly. Earn. - $ 399 402 390 

Nonfarm Employment- thous. 1,596 1,587 1,608 - 1 
Manufacturing 194 193 201 - 3 
Construct ion 116 115 121 - 4 
Trade 368 367 369 - 1 
Government 314 310 310 + 1 
Services 308 308 304 + 1 
Fin., las., <5c Real Est. 80 80 80 0 
Trans. Com. & Pub. U t i l . 124 124 128 - 3 

Civ i l ian Labor Force - thous. 1,065 1,069 1,075 
To ta l Employed - thous. 948 947 956 
To ta l Unemployed - thous. 117 122 119 

Unemployment Rate - % SA 12.0 12.2 12.1 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 40.6 40.8 39.6 
Mfg. Avg. Wkly. Earn. - $ 277 276 255 

Nonfarm Employment- thous. 799 795 795 + 1 
Manufacturing 207 207 199 + 4 
Construct ion 39 39 42 - 7 
Trade 163 163 163 0 
Government 182 181 182 0 
Services 124 123 124 0 
F in. , Ins., & Real Est. 33 33 33 0 
Trans. Com. & Pub. U t i l . 40 39 41 - 3 

Civ i l ian Labor Force - thous. 
To ta l Employed - thous. 
Tota l Unemployed - thous. 

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

2 , 2 0 8 
1,999 

209 
10.5 

N.A. 
N.A. 
41.1 
312 

2,179 2,149 
1,975 1,901 + 5 

-16 204 
10.3 
N.A. 
N.A. 
41.0 
310 

248 
12.2 

N.A. 
N.A. 
39.0 
282 

+ 5 
+ 11 

Nonfarm Employment- thous. 1,714 
Manufacturing 483 
Construct ion 71 
Trade 366 
Government 299 
Services 320 
Fin., las., & Real Est. 80 
Trans. Com. & Pub. U t i l . 85 

1,702 
479 

69 
367 
294 
320 

80 
83 

Notes: A l l labor force data are f rom Bureau of Labor Stat ist ics reports supplied by state agencies. 
Only the unemployment rate data are seasonally adjusted. 
The Southeast data represent the to ta l of the six states. 
The annual percent change calculation is based on the most recent data over prior year. 

1,684 
459 

72 
366 
295 
318 

80 
83 

+ 2 
+ 5 
- 1 

0 
+ 1 
+ 1 

0 
+ 2 
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