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President's Message: What Does A Reserve Bank
Do?
Thomas C. Melzer

I received a kind note a few months back from the director of a bank in the Eighth Federal Reserve District,
thanking me for inviting him to one of our public information programs. What made the director's note
extraordinary was his declaration that he had learned more about economic policy at our brief forum than he
had learned in his entire business career.

Though most state it less emphatically, countless others around the District have expressed a similar
sentiment: They are curious, but have little understanding of economic policy or the Federal Reserve. And they
know even less about the activities of a regional Reserve Bank.

To dispel some of this mystery, we devoted our 1992 annual report to the role of regional Reserve Banks. As
we reported there, one of Congress' goals, when it established the Fed more than 75 years ago, was to
balance the need for central control with that of regional representation. This was accomplished in part by
creating a network of 12 geographically diverse Reserve Banks that would work with a central agency, the
Board of Governors, in Washington. Today, Reserve Banks ensure that all regions of the country have access
to the Fed, that regional economic interests are reflected in national policymaking and that the public has a
voice in central bank affairs.

They do this in three ways:

by formulating monetary policy;
by supervising financial institutions; and
by providing payments services.

Through the work of their research departments and their president's role on the Federal Open Market
Committee, Reserve Banks make valuable contributions to monetary policy. At each Bank, economists collect
information about their regional economy, investigate national and international economic issues, and advise
their president about policy matters. Much of their research is shared with the public. The public in turn shares
its views with us at regular meetings.

Reserve Banks also carry out the Fed's responsibility to foster safe, sound and competitive banking practices.
By supervising bank holding companies, state member banks and certain nonbank corporations, regional
Reserve Banks significantly contribute to this process.

Providing payments services to financial institutions around the country—regardless of size or location—is a
third major responsibility. We process checks, wire transfers and ACH (automated clearing house) payments,
and distribute coin and currency. We also act as banker to the U.S. Treasury.

Through the combination of these three activities, Reserve Banks contribute importantly to the Fed's broad
responsibility for ensuring economic and financial stability. For more information on Reserve Bank activities,
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you can obtain a copy of our annual report by calling (314) 444-8809.
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Eighth District Banks' Recipe for Profits
Michelle Clark Neely

Commercial banks in the Eighth Federal Reserve District had a blue-ribbon year in 1992. With interest rates
declining steadily throughout the year, one might have expected banks to have made a decent showing. But
with improvements in asset quality added to the mix, District banks boosted their earnings during the year to
$1.66 billion, a jump of almost 30 percent from 1991. Measures of profitability were up substantially, particularly
return on average assets (ROA), the industry's major indicator. Moreover, average ROA at District banks in
each size category exceeded the industry benchmark of 1 percent.

What ingredients made 1992 such a good year for banks? Were low interest rates the main story? The table,
which breaks down District banks' income statement into its major components, helps answer these questions.

The Main Ingredients: Interest Income and Expense

The bulk of a bank's revenue and profits is generated in its loan portfolio, the "bread and butter" business of
banks. Primarily because of interest rate declines, all three groups of District banks experienced declines in
their ratios of loan earnings to average assets in 1992. The loan interest income ratio was highest for mid-
sized banks and lowest for large banks. One explanation for the big differences in such ratios at large vs. small
or mid-sized District banks is that large banks tend to operate in metropolitan areas, where numerous
institutions compete on price for consumer and commercial customers.

Interest income from investment securities holdings—U.S. Treasury bills, bonds and notes, government
agency securities, taxable and tax-exempt municipal securities and corporate and other debt securities—was
the second-largest source of revenue. District banks have increased their securities holdings since 1989
because of weak loan demand. Securities provide a surer source of income than loans (because they are
largely free of credit risk—the risk of non-repayment), but tend to yield less than loans and can subject a bank
to interest rate risk. Still, securities holdings provide interest income, and most are sufficiently marketable that
they can be sold quickly to meet liquidity needs.

Other interest income comes from leases, assets held in trading accounts, fed funds sold (overnight loans to
other financial institutions), repurchase agreements and other balances due from depository institutions. Like
loan and securities interest income, this category of income declined because of the general decline in interest
rates. Altogether, declines in yields on banks' earning assets led to declines in the interest income ratios of the
three sets of banks ranging from 97 to 128 basis points.

Declines in interest expense, however, more than compensated for the declines in interest income. Banks of all
sizes were able to reduce the cost of their liabilities by sharply curtailing the rates they paid on deposits;
because loan demand was weak, banks were also able to reduce their expenditures on purchased liabilities
such as fed funds, whose rates also declined. The end result: sharp increases in net interest margins at all
groups of District banks.
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Stir In: Noninterest Income and Expense

District banks were also able to raise more income than before from noninterest sources—fiduciary (trust)
activities, service charges on deposits, and various types of fee-generating activities, like loan processing fees
and ATM usage. Such income continues to be much more important to large banks than to small ones. Indeed,
the noninterest income ratio for the District's largest banks was about three times that for the smallest banks.
In part, this is because large banks are much more likely than small banks to offer sophisticated products like
trust and brokerage services.

Gains in noninterest income were not enough, however, to offset increases in noninterest expense. Despite
efforts over the last few years to trim overhead, non interest expenses continue to rise. The largest component
of noninterest expense is employee salaries and benefits; only the District's small banks were able to reduce
this expense (the number of employees at small banks declined 4.1 percent in 1992). All banks, however,
faced increases in deposit insurance premiums that varied with the perceived riskiness of the bank.1 The net
result was no change in the net noninterest margin at the District's small banks and slight increases at mid-
sized and large institutions, which depressed earnings.

Icing on the Cake: Lower Provisions and Securities Gains

While substantial increases in net interest margins were enough to ensure that 1992 would yield higher profit
ratios than 1991, two additional items put the icing on the cake. The most important of these was the decline in
provisions for loan and lease losses—the funds a bank sets aside to cover expected losses in the loan and
lease portfolio. Lower provisions at banks of all sizes reflect improvements in asset quality, as nonperforming
loans—consumer, commercial and real estate—declined throughout 1992. The improvement was greatest at
small banks and least at large banks, probably because of the higher proportion of commercial real estate
loans on the books of large banks. Such loans have had high delinquency rates the last several years.

Gains from securities sales provided a second finishing touch. Securities gains ratios rose by two basis points
at the District's small and mid-sized banks and by nine basis points at large banks. Once again, the low
interest rate environment provided a profitable opportunity for banks: low rates boosted the market prices of
government and corporate bonds, and many banks chose to sell some of the bonds in their investment
portfolios to cash in on these price increases. In addition to providing income, selling these bonds—especially
those with long terms to maturity—can reduce a bank's exposure to interest rate risk.

The only other significant item on the income statement is income taxes. Income taxes as a portion of average
assets increased at banks of all sizes in 1992. Taxable income increased because of declines in the proportion
of tax-exempt assets on banks' books. (Banks, like other firms, pay taxes on most income and on capital gains
from the sale of municipal and corporate debt and equity securities.)

Conclusion

Much of the banking industry's success in both the District and the nation in 1992 can be attributed to the
economic environment. While sluggish economic growth continued to suppress loan demand, the low level of
interest rates permitted banks to feast on high interest spreads and increases in the market value of their
investment portfolios. At the same time, improved real estate markets and economic conditions led to
improvements in asset quality that directly reduced banks' expenses, putting them in a good position to meet
loan demand when it picks up. All told, the short-run picture of the banking industry looks appealing. Rising
interest rates, however, could make life a little less sweet for bankers.
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Income Statement Ratios for Eighth District Commercial Banks,
1991 and 1992, by Asset size

 
Small banks

(< $100
million)

Mid-Sized
Banks  
( $100

million-$1
billion)

Large Banks
(> $1 billion)

Income and
Expenses 1992 1991 1992 1991 1992 1991

a. Loan interest
income 5.01 5.64 5.13 5.88 4.57 5.57

b. Securities
interest income 2.54 2.80 2.23 2.30 1.84 1.80

c. Other interest
income 0.24 0.43 0.22 0.37 0.37 0.69

d. Total
interest
income (= a +
b + c)

7.79 8.86 7.58 8.55 6.78 8.06

e. Total deposit
expense 3.57 4.93 3.36 4.59 2.53 3.73

f. Total interest
expense 3.62 4.99 3.49 4.79 3.10 4.61

g. NET
INTEREST
MARGIN (= d –
f)

4.18 3.88 4.08 3.76 3.68 3.46

h. Total
noninterest
income

0.63 0.59 0.96 0.95 1.81 1.79

i. Total
noninterest
expense

2.89 2.85 3.06 2.96 3.58 3.45

j. NET
NONINTEREST
MARGIN (= h –
i)

(2.26) (2.26) (2.10) (2.01) (1.77) (1.66)

k. Gains on
securities sales 0.06 0.04 0.07 0.05 0.13 0.04

l. Provision for
loan and lease
losses

0.30 0.40 0.38 0.46 0.60 0.62

m. INCOME
BEFORE
TAXES (= g + j
+ k - l)

1.69 1.25 1.67 1.34 1.44 1.22

n. Income taxes 0.49 0.36 0.50 0.37 0.42 0.31

o. Extraordinary
items 0.01 0.01 0.01 0 0.01 0

p. NET 1.21 0.91 1.19 0.97 1.03 0.91

1



INCOME (= m
– n + o) or
ROA

NOTE: All ratios are as a percent of annual average assets. Numbers in parentheses are negative. Totals may not add due to rounding.

 The ratios presented here under "net interest margin" do not conform to the usual definition of net interest margins because the
denominator includes all assets, rather than just interest-earning assets. Removing noninterest-bearing assets from the denominator
would add approximately 40 to 50 basis points to the ratios.

[back to text]

Thomas A. Pollmann provided research assistance.

Endnotes

1. See "FDIC Upholds Current Deposit Insurance and Thrifts," BNA's Banking Report, September 21,
1992, p. 379, for details on changes in FDIC premiums. [back to text]
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Restructuring And Economic Growth: Taking The
Long-Term View
Kevin L. Kliesen

"No matter how refined and how elaborate the analysis, if it rests solely on the short view it will still be... a
structure built on shifting sands." 
—Jacob Viner1

One economic development we've heard plenty about lately is restructuring. In fact, restructuring—literally, a
structural change in the economy—has become a catch-all term to explain the relatively weak pace of
economic growth and job creation during the current expansion. In economic terms, however, restructuring is
more like the process of natural selection. As the economist Joseph Schumpeter has noted, in a dynamic
economy, the forces of "creative destruction" ensure that evolution in products and production processes occur
on a continuing basis. That the U.S. economy no longer relies on stage coaches, blacksmiths, or other goods
and services from a bygone era is a testament to this evolution, brought about by the powerful forces of
innovation and entrepreneurship.

Unfortunately, in talking about restructuring, analysts tend to overemphasize month-to-month or quarter-to-
quarter movements in important economic statistics like payroll employment or gross domestic product (GDP).
As a result, economists who form their opinions about economic prospects on the basis of a singular report
frequently miss the mark. Recognizing the weakness of this analysis, the late economist Jacob Viner urged his
colleagues to look carefully at the underlying long-run trends inherent in the data. Unfortunately, Viner's
warning is too often ignored.

An Old Saw Or a New Cudgel?

When discussing the effects of economic restructuring, one must distinguish between changes in economic
activity that are transitory in nature and those that are permanent. For instance, during the course of the
business cycle, short-term economic disturbances typically arise from financial market stress. More often than
not, these disturbances adversely affect such interest-sensitive sectors as manufacturing or construction,
causing the demand for certain goods and services in these sectors to wane. Firms, facing a reduction in
sales, attempt to reduce costs by temporarily curtailing production and reducing employment. Structural
adjustments, on the other hand, tend to accumulate over horizons measured in years—not months or quarters.
This is so because most structural adjustments are driven by technological innovations—such as new
production processes or advances in knowledge and materials—and may accordingly take a long time to
develop.

Structural changes may also manifest themselves in the form of changes in the labor force or certain
government-mandated institutional changes that permanently distort the allocation of labor and capital.
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A good example of a structural change is the evolution of the United States from an inherently agricultural-
based economy to its current service-based structure. Until the mid-1800s, the United States was primarily an
agrarian society composed of small farmers and shopkeepers. With the advent of the Industrial Revolution just
after the Civil War, the country began to evolve into a manufacturing-based economy. Innovations like the
camera, typewriter and sewing machine came about in the 1880s, as did a proliferation of branded and
packaged consumer products. These innovations—as well those that followed—necessarily entailed
adjustments in production processes and raw materials acquisition. As new products evolved and the relative
demand for many goods and services changed, certain types of jobs were created while others were
eliminated. Despite the transition costs of increased unemployment and declining wages in those industries
that fall by the wayside, this process is both necessary and desirable. In other words, reorganizations of
economic activity provide the foundation for economic growth in the long run.

One economic fallacy that seems to flourish is that the U.S. manufacturing sector—America's sinew and
muscle, so to speak—is withering away. As with any economic fallacy, a grain of truth masks the reality. In this
case, the grain of truth is that the United States has indeed become a nation of service-sector employees. The
reality, however, is that manufacturing employment has been declining as a share of total employment for
decades (see Figure 1).



Figure 1

U.S. Nonfarm Employment



The pies above show how the composition of U.S. nonagricultural payroll employment has changed. Two characteristics are worth noting.
First, before World War II, about two of every four nonagricultural jobs nationally were in goods-producing industries; today it is only half
that. Second, employment in services-producing industries has increased from about 60 percent of nonfarm employment in 1939 to its
current 79 percent, although this trend actually began much earlier. Indeed, in 1870 services-producing employment constituted only 24
percent of civilian employment, goods-producing employment was another 25 percent, and the remaining 50 percent was ensconced in
agriculture.* Although District employment data begins only in 1972, the trends are similar.

* See Ott (1987).

The real fallacy of the view that the U.S. manufacturing sector is in a free-fall, however, can be revealed by
looking at the output of the manufacturing sector as a share of aggregate U.S. output (GDP) over time.
Although highly cyclical, real manufacturing output for the U.S. has stayed relatively constant as a percent of
total output in the post-World War II period, usually fluctuating between 20 and 23 percent. Despite recent data
revisions which show manufacturing output at roughly 19 percent of total output, there is scant evidence to
support the assertion that manufacturing output as a share of total output is in a long run decline.

How did manufacturing output stay relatively constant as a share of total output over time with a declining
share of labor? Continual increases in worker productivity. Productivity gains in the manufacturing sector
eventually led not only to a higher standard of living for those workers, but also to a shift of resources from
manufacturing into services. This movement directly parallels the movement of resources out of the agricultural
sector that took place years earlier.

These trends in employment and output demonstrate that restructuring involves a reallocation of economic
resources over time. If an economy did not continually restructure, economic sclerosis would eventually set in,
stifling economic growth and reducing living standards.

Past and Present Restructuring Efforts

Economic growth and job creation during the current expansion has been weak relative to previous
expansions. What is less clear, however, is the cause or causes of this development and whether it reflects
any long-run trend. Nevertheless, restructuring seems to be a popular explanation. There are several
derivatives of this hypothesis. Some allude to the accumulation of private and public debt in the 1980s and its
alleged deleterious effects on current consumption and investment; others point to the overbuilding in the
commercial real estate sector from the early to mid-1980s and its subsequent reversal. Most, however, focus
on two specific "events": the downsizing in the defense sector in response to the Soviet Union's demise and
the downsizing in corporate America. Although this article will primarily focus on those two explanations, it will
also examine two additional factors that many have overlooked.

Downsizing in Defense: Have We Marched Down this Road Before?

As the Cold War ended, many policymakers envisioned an opportunity to shift resources away from national
defense to other domestic purposes. What few acknowledged, however, was that defense spending as a share
of national income was already at relatively low levels to begin with, as real defense purchases have trended
downward as a share of GDP since the Korean War ended in the early 1950s (see Table 1).



Table 1

Output and Employment During the Three Post-World War II
Defense Build-downs

 

Real
Defense

Purchases
(Billions
of 1987
Dollars)

Share
of

Real
GDP

Defense
Employment
(Thousands)

Percent of
Nonagricultural

Payroll
Employment

Korean War

1953 $224.6 13.4% 8,977 17.9%

1958 184.9 10.2 6,469 12.6

Percent
Change –17.7 –3.2 –27.9 –5.3

Vietnam War

1968 $248.6 9.0% 7,955 11.6%

1973 190.2 5.9 5,100 6.6

Percent
Change –23.5 –3.1 –35.9 –5.0

Post-Cold War

1987 $290.2 6.5% 6,657 6.5%

1992 262.2 5.4 5,802 5.4

Percent
Change –9.6 –1.1 –12.8 –1.1

In 1953, defense-related employment represented almost 18 percent of total nonagricultural employment, and real defense spending was
just over 13 percent of real GDP. By contrast, defense-related employment as a percent of total nonfarm employment was substantially
less in 1968 (Vietnam) and in 1987; the same can be said for real defense spending as a share of real GDP. The table also shows that the
percentage decline in real defense spending since 1987 is significantly smaller than after Korea or Vietnam.

NOTE: This table is adapted from Lowenstein and Peach (1992). Years are measured on a fiscal basis; for example, 1953 is the four
quarters from IV/1952 to III/1953.

Defense-related employmet consists of those active-duty military personnel, full-time reserves, national guard, civilian employees of the
Department of Defense, and those in the defense industry as designated by the Department of Defense. 
Percentage-point decline.

During the Korean War, real defense spending rose at a 64.3 percent annual rate from II/1950 to IV/1952, or
from just over 4.5 percent of GDP to 13.5 percent. After the war's end, real defense spending declined
precipitously, falling at a 9.4 percent rate over the 12 quarters ending in IV/1955. A second major decline in
defense spending occurred after the Vietnam War buildup. During this buildup, real defense purchases rose at
a 13.3 percent rate, climbing from 7.2 percent of GDP in early 1965 to 9.1 percent of GDP by mid-1968. But as
U.S. involvement in Vietnam ebbed, so did defense spending. Eventually, defense spending fell to 4.8 percent
of GDP in late 1978, its lowest level in 30 years.

A third major decline in post-World War II defense spending is going on today. What distinguishes this episode
from the previous two is the duration and relative moderation of the preceding buildup: Real defense spending
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rose from 4.8 percent of real GDP in IV/1978 to 6.4 percent of GDP in IV/1982, eventually peaking at 6.7
percent of GDP in III/1986—a 14-year high.

The largest declines in defense spending during the current builddown have taken place since the end of the
recession in I/1991, with real defense purchases having fallen at a 6.8 percent annual rate. This decline cannot
compare with the downsizing in the aftermath of the Korean or Vietnam Wars, however, when defense was a
much larger component of the economy at the height of the conflict and decreases in defense spending
occurred at much faster rates. Moreover, the previous two episodes had much larger effects on output and
employment. Table 1 provides some evidence to support this assertion.

One might also expect further reductions in military spending in the future. Preliminary budget estimates out to
1997 show projected defense spending falling to near or below historical levels. Because of this, as a recent
Bureau of Labor Statistics study predicts, defense-related employment will fall by an additional 1.9 million from
1992 to 1997, with roughly one third of the losses occurring in the manufacturing/transportation sector and
another third coming primarily from the armed services.2 In sum, defense-related employment is expected to
decline by nearly 2.8 million from 1987 to 1997. Although this is comparable to earlier episodes numerically,
the percentage of workers affected is smaller.

Corporate Downsizings: No Pain, No Gain

Another facet of restructuring today is reflected in corporate downsizing (see Chart 1).

The thrust of most downsizing efforts is to reduce the workforce and, thereby, costs. Firms engage in these
activities for many reasons: to boost productivity, relocate a plant or transfer production, automate (replacing
labor with machines), merge with or acquire another firm, or close an obsolete plant. Even such stalwart
companies like IBM, General Motors, and Sears have had to restructure their operations recently—trimming
their payrolls by thousands and closing factories and stores—in an effort to reduce costs and boost
competitiveness. Although the AMA study found that they did not always accomplish their stated goals,
sometimes instead ending up with reduced productivity, lower profits and damaged worker morale, firms
across the spectrum are still trying to do more with less.



Chart 1

Corporate Downsizing: The Five-Year Trend

According to the American Management Association (AMA), the latest round of downsizing began about six years ago and reached its
peak in the 1990-91 period, when over half of all companies surveyed reported some form of corporate restructuring.* Given that the
relatively large percentage during this survey period corresponded with the last recession, an upward bias was probably imparted in the
number. The average yearly employee reduction by each surveyed firm from mid-1986 to mid-1992 was approximately 10 percent. With
the end of the recession and a resumption of economic growth, however, this percentage has declined somewhat, falling to 9.3 percent for
the year ending in June 1992. Nevertheless, many firms continue to trim their payrolls.

* See Management Association (1992)

[back to text]

Corporate downsizing used to hit production workers the hardest; recently, service-sector workers have also
become vulnerable. Some attribute this to an ascent trend called "re-engineering" or "lean production."3
Essentially, this process is an effort to consolidate the responsibilities of several workers into a single worker or
team of workers, pushing decisionmaking as far downstream as possible. The end result is that certain middle
managers become redundant.

Lean production hinges on a firm's ability to synthesize information-based technology (for example, computers
and software). For example, innovations in software applications enable one individual to design, coordinate
and produce a document that additionally required both a secretary and a graphic artist previously. The rise of
just-in-time inventory management is another application of this technology. The effects of these trends can be
seen clearly in the tremendous rise of business investment in personal computers, word processors and other
office equipment, which has risen from 0.7 percent of GDP in 1968 to 3.6 percent of GDP today.

Unlike the consolidation in defense, which affects a relatively small percentage of the economy, the application
of lean production could affect a much larger segment of the economy. Some analysts predict this process will
displace nearly 25 million workers—almost 25 percent of total nonagricultural employment—and boost the
unemployment rate to as high as 10 percent by the end of the decade.4 Economists would probably challenge
such an assertion. For example, just as few had the foresight to predict the Industrial Revolution and the



transformation of the American economy more than 100 years ago, so too did few anticipate 15 to 20 years
ago the ramifications of today's personal computer in the information age. Similarly, if allowed to function
properly, the market of tomorrow will unleash forces that few will have predicted today.

Whatever the innovation, downsizing efforts are part and parcel of an ongoing trend in industrial economies.
Although we could mention several candidates over the past 20 years or so, the steel and auto industries
come readily to mind. These earlier efforts entailed significant employee dislocations and transition costs.
Nonetheless, they produced desirable outcomes for the principals involved—as well as for the economy as a
whole.

Case Study: Previous Restructurings

Recall that during the late 1970s, auto analysts were referred to the Big Three auto makers as the "Big Two
and a Half." Chrysler appeared on the ropes—some even predicted its demise—and Ford was showing signs
of strain. High and rising inflation, rising energy prices, increased environmental regulations and strong import
competition portended rough times ahead. By December 1979 a total of 100,000 auto workers were on
"indefinite" layoff and another 40,000 were on "temporary" layoff. Against this panoply of problems, Chrysler
and Ford aggressively downsized their operations to compete with GM and foreign auto makers. Eventually,
employment by the Big Three automakers would drop by 33 percent—or 385,000 workers—from 1980 to
1991.5

If the domestic auto industry appeared to be on its knees by the early 1980s, the domestic steel industry was
down for the count. Much of the industry employed technology that had changed little from the early 1900s.6 In
a highly competitive world market that saw foreign producers continually employing the latest technology,
domestic steel producers found themselves waging a battle they were ill-equipped to fight. For instance, from
1973 to 1980, employment in the domestic steel industry declined from 509,000 to 399,000. By December
1979 U.S. Steel had announced it would close nearly all 16 of its operations. Many in the domestic steel
industry thus believed themselves on the road to extinction and petitioned the U.S. government for protection
from foreign steel producers. The resulting outcry produced the "Voluntary Restraint Agreements" and the
"Trigger Price Mechanism." In the end, however, the domestic steel industry began to re-energize itself through
"de-integration"—a movement away from its traditional vertically integrated structure.

With the benefit of hindsight we can see that these restructuring efforts—while painful at the time—produced
positive effects in the long run. Ford and Chrysler are strong competitors both domestically and internationally.
General Motors, while lagging the field somewhat, has also recognized the benefits of restructuring. Despite
the inevitable costs involved, its decision to close approximately 28 plants and lay off at least 75,000 workers
by 1995 is a testament to the discipline market forces can have on an inefficient competitor. Similarly, the
domestic steel industry has also benefited. Although the largest and best-known steel producers continue to
consolidate operations, several new firms with advanced technologies have appeared in their stead. Those
that have flourished are the so-called mini-steel mills. These mills, which turn scrap iron into finished steel and
steel products, have become important players, garnering nearly 25 percent of the domestic market share.
Among these producers is Nucor, which has invested heavily in the northwestern part of Arkansas and has
been described as one of the lowest-cost producers in the world.

In the final analysis, companies must restructure when the competition begins to get the best of them. If there
are underlying long-term forces at work in the economy that tend to reduce the demand for certain products or
services, attempts to circumvent these forces will be misguided. For example, most economists would argue
that interventionist policies that shield domestic producers from foreign competition actually harm those they
are intended to help. By delaying innovation and masking inefficiencies, these government actions provide the
wrong incentives, distort necessary resource reallocations and postpone the inevitable.



Neglected Structural Adjustments?

As we have seen, restructuring can involve technological or managerial changes that permanently alter the
manner in which production takes place, or it might involve large-scale sectoral shifts in economic resources.
Restructuring may also take other less apparent forms. Two trends that have received substantially less
attention than defense cuts and corporate downsizing is the slowing in labor force growth over the past 15
years and the apparent reversal of the trend toward deregulation that occurred from 1977 to 1988.

Slowing Labor Force Growth

As we have discussed, many observers pointed a finger at the slow employment growth during the current
expansion as an indication of structural weakness in the economy. The U.S. economy has experienced these
types of changes before, however, with no permanent debilitating effects. While not in the classic mold of our
previous examples, labor force growth nevertheless affects the economy's long-term potential because the
number of people entering the work force ultimately determines the level of demand for goods and services.

Compared with previous post-World War II recoveries and expansions, the growth of the civilian labor force in
recent years has been weak. From 1979 to 1992, the labor force has expanded at a 1.6 percent annual rate,
substantially less than the 2.4 percent rate that prevailed from 1963 to 1978. Although it rebounded somewhat
from 1983 to 1989, rising at a 1.8 percent rate, labor force growth has once again slowed considerably, rising
at only at a 0.7 percent rate since IV/1989. While weak labor force growth can soften the blows of other
restructuring efforts, it may also exert a broad, long-term negative influence on the housing sector or certain
other producers.

Increasing Regulatory Burdens

Excessive regulatory burdens may also be hampering economic growth. From the late 1970s to the late 1980s,
the federal government made a concerted effort to unwind some of the regulatory excesses that had built up
over time. It was generally recognized that deregulation would promote increased economic efficiency by
freeing up resources that might otherwise be used elsewhere. Since 1988, however, a sea change in the
regulatory environment seems to have occurred. From 1977 to 1988—the peak deregulation period—
regulatory costs were estimated to have declined by more than 1 percent a year. From 1988 to 1992, however,
this trend was reversed, as costs have risen at an estimated 2.3 percent to 2.7 percent per year. In 1992, total
regulatory costs were estimated to be between $413 billion and $533 billion (1988 dollars).7 Although we can
never know the exact cost to society in lost output, most economists concede that excessive regulatory
burdens produce inefficiencies, thereby affecting the long-run growth potential of the economy.

Conclusion
The unusually weak economic expansion following the recent recession has provoked considerable discussion
about its causes and consequences. Many of the discussants lay the blame at the feet of economic
restructuring. What they generally do not acknowledge, however, is that restructuring is an ongoing and in
many ways unanticipated process, generating changes that affect employment and economic growth in
positive ways over the long haul. While substantial transitional costs are inevitable, historical precedent
suggests that restructuring more often than not leaves the economy better off than it was before. Accordingly,
policies designed to counter or reverse these trends may be misguided if not conceived within a long-run
framework that acknowledges the dynamic qualities of the U.S. economy.

James P. Kelley provided research assistance.

Endnotes



1. See Baumol, Batey and Wolff (1991), p. 9. [back to text]
2. See Saunders (1993). [back to text]
3. See Womack, Jones and Roos (1991). [back to text]
4. See Ehrbar (1993) and Zachary and Ortega (1993). [back to text]
5. See Ballew and Schnorbus (1993). [back to text]
6. See Burnham (1993). Much of the following discussion is derived from there. [back to text]
7. These numbers are estimated by Hopkins (1991) and exclude the 1990 Clean Air Act Amendments.

[back to text]
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To Boldly Go Where We Have Gone Before:
Repeating the Interest Rate Mistakes of the Past
Adam M. Zaretsky

Last year, despite repeated reductions in short-term interest rates, long-term rates remained stubbornly stuck
at relatively high levels. Some lawmakers therefore called on the Federal Reserve to attempt to reduce these
recalcitrant long-term rates by trading in long-term securities when performing open market operations. Such
appeals have deep and distant echoes, reaching back more than 30 years.

A New Frontier Confronts a New Challenge

When the Kennedy administration assumed office in January 1961, the United States was facing two serious
economic problems: It had been in recession since April 1960, and it had a persistent international balance-of-
payments deficit. In fact, the U.S. balance of payments had been in deficit since 1951. Under the Bretton
Woods agreements of 1944, the currencies of the industrialized world were pegged to the U.S. dollar, and the
U.S. dollar was fixed in its value to gold. Essentially, the world was on a dollar standard, while the United
States was on a gold standard. Thus any country that ran a balance-of-payments deficit with the United States
could pay off the debt in U.S. dollars. The United States, on the other hand, had to exchange dollars for gold, if
requested, to pay off a creditor country. Central banks in creditor countries began converting accruals of dollars
into gold and threatened to convert their reserve balances as well. As a result, gold was leaving the United
States at what was considered an alarming rate, with even greater losses foreseen.

Under this fixed exchange rate regime, policymakers believed that managing the recession and the balance-of-
payments deficit required two, very different, governmental actions: an expansionary policy aimed at increasing
aggregate demand for the recession; and a contractionary policy aimed at reducing aggregate demand
(thereby reducing the demand for imports) for the balance-of-payments deficit. The Fed, having control of
monetary policy, had to choose which need—the recession or the balance-of-payments deficit—was more
pressing. After all, it could not correct both at the same time. Or could it?

Which Front to Attack, the Domestic or the International?

The Fed decided to attack on both fronts by engaging in a swapping operation—purchasing long-term bonds
while simultaneously selling short-term bills. This operation was intended to fight the recession by lowering
long-term interest rates to stimulate domestic investment, and the balance-of-payments deficit by raising short-
term interest rates to attract foreign investment to the United States through a relatively higher rate of return.
This swapping policy became known as Operation Twist because the Fed attempted to artificially flatten or
twist the typically upward-sloping yield curve.

The policy, begun in February 1961, moved the Fed away from its March 1953 "bills only" policy that restricted
open market operations to the short end of the market, especially Treasury bills. The February 20 directive of
the Federal Open Market Committee (FOMC), the Fed's main policy arm, authorized the Federal Reserve



Bank of New York to purchase intermediate or long-term U.S. government securities of up to 10 years in
maturity, in an amount not to exceed $500 million. The plan initially limited acquisitions to securities in the
range of one to five and one-half years, allowing the market time to adjust to the new policy. Afterwards,
securities in the range of five and one-half to 10 years would be purchased. These purchases were to occur
before the March 7 meeting of the FOMC.

This directive also included a clause requiring that purchases of intermediate- or long-term securities be offset
by sales of short-term securities, thereby having the effect of altering the maturity pattern but not the dollar
holdings of the Fed's portfolio. The purchases were thus "designed primarily to affect the rate structure rather
than to provide reserves," according to the Minutes of Federal Open Market Committee.

In March 1961, the FOMC renewed this special authority to buy longer-term securities and permitted
purchases of bonds with more than 10 years until maturity. Also being the month for annual review of the "bills
only" policy, it tabled considerations for possible changes and decided to return to the question of reaffirmation
later. In December 1961, the FOMC formally rescinded "bills only" after more than eight years in practice.

A True Panacea, or Just Some More Snake Oil?
Operation Twist was in effect, but to a gradually lesser degree each year, until 1965 when it was officially
abandoned. For the first year, 1961, the Annual Report of the Federal Reserve Board reports that the Fed
bought $1.3 billion in Treasury bonds (more than five years in maturity) and $7.5 billion in Treasury notes
(between one and five years in maturity), but only $293 million of Treasury bills. Compared with its 1960 levels,
the Fed increased its bond holdings 51 percent, its note holdings 60 percent, and its bill holdings 10 percent.
This resulted in a dramatic restructuring of the Fed's 1961 portfolio. As a percent of total U.S. government
securities holdings, bonds increased from 9 percent in 1960 to 13 percent in 1961, and notes jumped from 46
percent to 69 percent. Treasury bills, on the other hand, changed only marginally, from 10.6 percent to 11.1
percent, while certificates (short-term securities with coupons) declined noticeably from 33 percent to 6
percent. After these initial shifts, the structure of the portfolio through 1965 changed little by comparison.

Regardless of this portfolio restructuring, the policy's success should be measured by its effect on the rate
structure of the yield curve. As the chart illustrates, the gradual flattening in the yield curve between 1961 and
1966 might, at first glance, suggest the policy was successful. Looking behind the scenes, however, one
uncovers a different picture.



Chart 1

Did the Fed Flatten the Yield Curve in the 1960s?

Looking at the chart above, it appears so. The spread between the three-month Treasury bill and the 10-year Treasury bond declined
steadily from 1.53 percentage points in 1961 to 0.06 percentage points in 1966. Increases in the short-term interest rate were primarily
responsible for closing the gap. Closer examination, however, reveals that factors other than Operation Twist were responsible for this
narrowing interest rate spread.

Franco Modigliani and Richard Sutch, as well as Michael E. Levy, found upon closer examination that the
narrowing in the spread between these interest rates occurred overwhelmingly because of increases in the
interest rate ceiling on deposit accounts (Regulation Q) and the introduction in 1961 of negotiable time
certificates of deposit, both of which allowed commercial banks, because of the greater availability of deposits,
to take advantage of the arbitrage opportunities present in the market. Modigliani and Sutch argued that, if
Operation Twist did contribute to a narrowing in the spread, it was unlikely to have exceeded 0.1 or 0.2
percentage points—a modest reduction at best. As they also pointed out, it is common for the spread to narrow
as the economy recovers. (The trough of the business cycle was in February 1961; its subsequent peak was in
December 1969.)

From this episode, many policymakers and analysts should have recognized, according to Benjamin H.
Beckhart, that "long-term interest rates cannot be substantially reduced by money market gimmicks." It is
doubtful, therefore, that the Fed would be more successful today than it was 30 years ago in attempting to twist
the yield curve. Indeed, now that interest rate ceilings on deposit accounts are no longer in effect, there are no
artificial forces holding these rates at any particular level. What's more, if expectations have a role in
determining long-term interest rates, then the interest rate spread includes an inflation component that will not
disappear simply because fewer long-term bonds are circulating in the market. As long as the swapping
operation leaves inflationary expectations unchanged, no lasting narrowing of the interest rates spread can
occur. In Beckhart's words, "A lasting decline will be achieved only if people gain confidence in the long-term
purchasing power of the dollar."



Thomas A. Pollmann provided research assistance.
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Pieces of Eight: News Bulletins from the Eighth
Federal Reserve District
Banks to Participate in Russian-American Bankers Forum

Seven banks in the Eighth Federal Reserve District will play host to a pair of Russian bankers for three weeks
in late July and early August as part of a major initiative to assist Russia in developing its banking and financial
system infrastructure. The program is jointly sponsored by the Russian government and the Federal Reserve
System.

In all, 116 U.S. banks in 39 states will participate in the program. Their efforts are aimed at assisting the
Russians in developing retail banking and payment services, developing an interbank market and a system for
large-value, third-party payments, and creating a market for government securities.

Virtually all—about 98 percent—of the Russian visitors have never been to the United States. To ensure that
their time here is spent efficiently, the Russians will be matched up with a U.S. bank of similar size and
characteristics to their own. District banks participating are: American State Bank, Charleston Arkansas; Bank
of Elkins, Elkins, Arkansas; First Exchange Bank, Tiptonville, Tennessee; First State Bank, Union City,
Tennessee; Missouri Independent Bank, Jefferson City, Missouri; National Bank of Commerce of Mississippi,
Starkville, Mississippi; and National Commerce Bancorp, Memphis, Tennessee.

U.S. Not Harmed by Foreign Value-Added Taxes, Says Economist

The use of value-added taxes by other countries has little effect on U.S. producers' ability to compete in the
international marketplace, according to Federal Reserve Bank of St. Louis economist Michael J. Dueker.

"Most of our trading partners charge a value-added tax (VAT) on exports from the United States," says Dueker.
"Some say that if the U.S. would enact a similar tax on goods imported from other countries, we'd be on a
more level playing field." Proposals to enact some form of VAT have appeared in several tax reform packages
in Congress recently.

If foreign VATS do have harmful effects on U.S. competitiveness, says Dueker, countries with the highest VAT
rates should have the largest trade surpluses with the United States. No such relationship is evident, however.
"In fact," says Dueker, "the two countries with the biggest trade surpluses with the United States—Japan and
Canada—have some of the lowest VAT rates in the industrialized world."

For more information, please call 314-444-8809 and request a copy of the June 1993 issue of the St. Louis
Fed's National Economic Trends.

Collection of Papers Honors Retired Fed Research Director



During his tenure from 1975 to 1992 as St. Louis Fed research director, Anatol B. (Ted) Balbach led the charge
to write rigorous, but readable, articles about the oftentimes controversial issues involving monetary policy. In
his honor, the St. Louis Fed has now made available a collection of essays from its 17th annual economic
policy conference, "Dimensions of Monetary Policy, Essays in Honor of Anatol B. Balbach." Included in this
collection, published as a special issue of the Bank's publication, Review, are works from some of the most
prominent researchers in monetary and financial economics, including Robert H. Rasche, W. Lee Hoskins,
Harold Demsetz, Carl F. Christ, Allan H. Meltzer and Michael D. Bordo. To obtain your free of copy of this
collection, please call 314-444-8809.

Expenditures Per Pupil in Public Elementary and Secondary Schools
in 1992

Rank Among 50 States District State Per Pupil Expenditures

23 Illinois $4,866

30 Indiana 4,487

40 MIssouri 4,086

42 Kentucky 4,039

44 Arkansas 3,833

46 Tennessee 3,446

49 Mississippi 3,155

National Average = $5,097 per Pupil
NOTE: All figures are estimates.

SOURCE: U.S. Department of Education
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Commercial Bank Performance Ratios
U.S., District and State

Return on Average
Assets (Annualized)

1st quarter 1993

4th quarter 1992

1st quarter 1992

Return on Average
Equity (Annualized)

1st quarter 1993

4th quarter 1992

1st quarter 1992

Net Interest Margin
(Annualized)

1st quarter 1993

4th quarter 1992

1st quarter 1992

Nonperforming Loans2

+ Total Loans

1st quarter 1993

4th quarter 1992

1st quarter 1992

Net Loan Losses +
Average Total Loans
(Annualized)

1st quarter 1993

4th quarter 1992

1st quarter 1992

Loan Loss Reserve +
Total Loans

1st quarter 1993

4th quarter 1992

1st quarter 1992

All
U.S.

1.23%

0.94

0.86

16.09%

13.16

12.67

4.50%

4.52

4.31

2.92%

3.09

3.73

0.82%

1.26

1.21

2.67%

2.65

2.71

U.S.
<$15B1

1.22%

1.04

1.01

14.83%

13.17

13.39

4.81%

4.86

4.65

2.15%

2.27

2.90

0.70%

1.08

1.01

2.41%

2.41

2.40

District

1.23%

1.14

1.08

14.57%

13.92

13.53

4.47%

4.48

4.36

1.23%

1.31

1.65

0.40%

0.64

0.58

1.84%

1.81

1.78

AR

1.49%

1.34

1.35

16.68%

15.44

15.90

4.50%

4.61

4.52

1.07%

1.16

1.65

0.10%

0.38

0.31

1.67%

1.63

1.71

IL

1.48%

1.17

1.17

15.81%

13.11

13.43

4.56%

4.61

4.49

1.47%

1.49

1.95

0.37%

0.78

1.02

1.87%

1.79

1.75

IN

1.32%

1.05

1.12

14.32%

11.81

12.64

4.40%

4.57

4.48

0.86%

0.87

1.36

0.23%

0.50

0.26

1.49%

1.45

1.37

KY

0.84%

1.03

1.00

9.93%

12.69

12.57

4.34%

4.28

4.14

1.23%

1.35

1.53

0.50%

0.83

0.66

1.76%

1.68

1.57

MS

1.52%

1.18

1.21

16.51%

12.97

13.72

4.97%

5.08

4.94

1.09%

1.16

1.44

0.45%

0.60

0.46

1.76%

1.73

1.68

MO

1.14%

1.09

0.89

14.45%

14.09

11.87

4.35%

4.27

4.17

1.35%

1.43

1.74

0.46%

0.53

0.61

1.95%

1.96

1.94

TN

1.26%

1.15

1.17

16.84%

15.89

16.16

4.58%

4.62

4.49

1.22%

1.25

1.67

0.52%

0.86

0.59

2.13%

2.07

2.11

NOTE: Data include only that portion of the state within Eighth District boundaries.
1 U.S. banks with average assets of less than $15 billion are shown separately to make comparisons with District banks more

meaningful, as there are no District banks with average assets greater than $15 billion.
2 Includes loans 90 days or more past due and nonaccrual loans

SOURCE: FFIEC Reports of Condition and Income for Insured Commercial Banks
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Commercial Bank Performance Ratios
by Asset Size

1st Quarter 1993
Earnings Asset Quality

D = District

US = United States

< $100 Million

$100 Million-$300 Million

$300 Million - S1 Billion

$1 Billion-$15 Billion

NOTE: Asset quality ratios are calculated as a percent of total loans.
1 Loan losses are adjusted for recoveries.
2 Includes loans 90 days or more past due and nonaccrual loans
3 Interest income less interest expense as a percent of average earning assets

SOURCE: FFIEC Reports of Condition and Income for Insured Commercial Banks
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Agricultural Bank Performance Ratios

Return on average assets (annualized)

1st quarter 1993

4th quarter 1992

1st quarter 1992

Return on average equity (annualized)

1st quarter 1993

4th quarter 1992

1st quarter 1992

Net interest margin (annualized)

1st quarter 1993

4th quarter 1992

1st quarter 1992

Ag loan losses / average ag loans (annualized)

1st quarter 1993

4th quarter 1992

1st quarter 1992

Ag nonperforming loans1 / total ag loans

1st quarter 1993

4th quarter 1992

1st quarter 1992

U.S.

1.38%

1.24

1.29

14.23%

12.98

13.73

4.58%

4.64

4.51

0.10%

0.29

0.14

2.07%

1.62

2.30

AR

1.48%

1.38

1.45

14.30%

13.55

14.46

4.38%

4.62

4.49

0.20%

0.49

-0.12

1.37%

1.11

2.07

IL

1.37%

1.10

1.23

13.65%

11.28

12.66

4.23%

4.24

4.17

0.21%

0.16

0.06

3.26%

2.44

4.40

IN

1.30%

1.17
1.24

13.01%

11.96

12.72

4.55%

4.65

4.65

0.07%

0.13

0.25

2.70%

2.49

2.52

KY

1.41%

1.28

1.24

14.97%

13.62

13.20

4.51%

4.55

4.36

0.01%

0.31

0.07

2.03%

1.95

2.15

MS

1.54%

1.35

1.62

15.39%

13.98

17.09

5.10%

5.18

5.15

0.51%

1.60

0.55

6.25%

5.37

5.45

MO

1.49%

1.30

1.37

15.70%

13.84

15.01

4.59%

4.66

4.54

0.46%.

0.50

0.44

2.03%

1.71

3.22

TN

1.29%

1.13

1.32

12.18%

10.57

12.90

4.55%

4.74

4.68

7.81%

0.65

-0.02

2.98%

1.48

4.15

U.S. Agricultural Exports by Commodity Dollar amounts in billions

Commodity

Livestock & products

Corn

Cotton

Rice

Soybeans

Tobacco

Wheat

TOTAL1

Jan

.58

.39

.16

.05

.54

.12

.40

3.68

Feb

.54

.35

.14

.08

.64

.13

.43

3.82

Mar

.62

.35

.19

.06

.49

.12

.45

3.87

Year-to-date

3.79

2.37

.87

.39

3.17

.82

2.53

23.20

Change from year ago

18.0%

6.1

-36.1

-2.8

13.0

0.9

9.5

2.7

Includes commodities not listed here

Indexes of Food and Agricultural Prices

Prices received by U.S. farmers

Prices received by District farmers2

Arkansas

Illinois3

Indiana

Missouri

Tennessee

Prices paid by U.S. farmers

Production items

Other items4

Consumer food prices

Consumer nonfood prices

Level

I/92

142

120

104

116

134

140

172

190

138

139

IV/92

137

120

94

110

131

137

175

192

138

143

I/93

140

120

97

109

136

143

176

194

140

144

Growth1

IV/92-I/93

9.05%

0.00

13.39

-3.59

16.16

18.70

2.31

4.23

5.92

2.83

I/92-I/93

-1.41%

0.00

-6.73

-6.03

1.49

2.14

2.33

2.11

1.45

3.60

NOTE: Data not seasonally adjusted except for consumer food prices and nonfood prices.
1 Compounded annual rates of change
2 Index of prices received for all farm products (1977=100). Indexes for Kentucky and Mississippi are unavailable.
3 (1985-89=100) for 1991; (1986-90=100) for 1992
4 Other items include commodities, services, interest, taxes and wages.

17

NOTE: Agricultural banks are defined as those banks with a greater than average share of agricultural loans to total loans.

Data include only that portion of the state within Eighth District boundaries.
1 Includes loans 90 days or more past due and nonaccrual loans

SOURCE: FFIEC Reports of Condition and Income for Insured Commercial Banks



Selected U.S. and State Business Indicators

United States

Compounded Annual Rates of Change in
Nonagricultural Employment

Arkansas

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

I/1993

1,121.9

982.3
6.7%

IV/1992

$26.6

IV/1992

1,128.0

972.6
7.4%

HI/1992

$26.2

I/1992

1,149.9

955.1
7.1%

IV/1991

$25.6

Illinois

Indiana

18

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

I/1993

127,280

109,446
7.0%

IV/1992

$3,640.0

IV/1992

127,341

108,930
7.3%

III/1992

$3,596.4

I/1992

126,254

108,087
7.2%

IV/1991

$3,558.0

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

I/1993

6,066.5

5,243.1
7.7%

IV/1992

$180.7

IV/1992

6,138.9

5,224.1
6.3%

HI/1992

$178.4

I/1992

6,099.6

5,206.3
8.2%

IV/199]

$176.3

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

I/1993

2,831.2

2,572.1
5.7%

IV/1992

$73.6

IV/1992

2,827.1

2,551.9
6.2%

III/1992

$72.9

I/1992

2,806.7

2,531.7
5.6%

IV/1991

$71.4



Kentucky

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

I/1993

1,765.2

1,535.6
6.1%

IV/1992

$44.8

IV/1992

1,848.4

1,522.2
6.8%

III/1992

$44.2

I/1992

1,825.3

1,499.5
7.0%

IV/1991

$43.4

Mississippi
Labor force

(in thousands)
Total nonagricultural

employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

I/1993

1,178.5

996.0
6.5%

IV/1992

$26.6

IV/1992

1,184.6

995.0
7.1%

HI/1992

$26.1

I/1992

1,165.0

963.8
8.1%

IV/1991

$25.6

Missouri
Labor force

(in thousands)
Total nonagricultural

employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

I/1993

2,637.1

2,345.9
6.1%

IV/1992

$70.4

IV/1992

2,677.9

2,321.4
5.4%

III/1992

$69.4

I/1992

2,728.5

2,321.4
5.7%

IV/1991

$69.1

Tennessee
Labor force

(in thousands)
Total nonagricultural

employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

I/1993

2,459.8

2,260.4
6.2%

IV/1992

$62.7

IV/1992

2,467.5

2,241.6
5.7%

HI/1992

$62.0

I/1992

2,420.8

2,223.1
7.0%

IV/199]

$60.8

Total

1 Manufacturing

Construction Government

Finance, Insurance
and Real Estate

General Services

Transportation, Communication
and Public Utilities

Wholesale/Retail Trade

NOTE: All data are seasonally adjusted. The nonagricultural employment data reflect the 1992 benchmark revision.
* Annual rate. Data deflated by CPI, 1982-84=100.
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