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President's Message: Tales from the Flood
Thomas C. Melzer

As president of the St. Louis Fed, I often have an opportunity to sit down and talk with bankers throughout the
Eighth Federal Reserve District. Over the years, I've enjoyed listening to stories—some of them remarkable—
about their jobs, families and the communities in which they live. None of these stories, however, have been as
memorable as those I've heard about how the banking community survived the Great Flood of '93.

At the height of the flood, bankers up and down the Mississippi, Missouri and Illinois rivers were forced to
evacuate or take drastic measures to remain open. At the Bank of Calhoun County in Hardin, Ill., for example,
employees constructed a sandbag wall to hold back rising water around the bank that at times reached five
feet. At Farmers and Merchants Bank in LaGrange, Mo., employees rigged a pulley system to a johnboat to
haul customers across flooded streets, while other employees worked around the clock pumping out water and
moving computer equipment to higher ground. Amazingly, some of these same employees were in danger of
losing their own homes to the rising water.

Of the 19 banks that did evacuate, all found alternate locations from which to conduct daily business. One
served customers from a library, another from a firehouse, still another from a dance hall. In mid-Missouri, one
generous bank even opened its doors to temporarily house a displaced competitor. Because of the way the
banking community responded, no Eighth District bank was forced to close because of the flood.

In late July, the St. Louis Fed conducted a survey of more than 200 banks in flood-affected areas. We
discovered that, despite their best efforts, several banks did sustain costly blows. Thirty-one banks reported
that their operations were significantly affected by flooded roads and bridges, 19 banks sustained physical
damage to either their main office or a branch, and at least one building is considered a total loss.

As part of the survey, we also asked bankers about the flood's effects on their loan portfolios. Although most
believed it was premature to provide estimates about credit quality, two-thirds said they do expect some
adverse effects. In fact, one bank in 10 thought more than 10 percent of its loans would be affected.

In the long run, the flood of '93 will probably have little, if any, effect on overall bank profits. Much of this
success is because the banking community proved that it can be both resourceful and resilient under adverse
conditions.
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After the 500-Year Flood: An Early Look at the
Return to Normalcy
Adam M. Zaretsky

"The costliest natural disaster in history" is how some have described the flooding of the upper Mississippi
Valley this year. At this writing, it is still too early to validate this supposition. And although the water has
receded below flood stage in many parts, forecasts of continuing rain cast doubt as to when the Midwest will
fully dry out.

This flood has been dubbed a "500-year flood," not because it happens every 500 years, but because the
chance of a flood of this magnitude occurring in any year is approximately one in 500. It is thus quite
conceivable, although highly unlikely, that this could occur again next year.

Determining the total damage wrought by the flood will take some time: The water must recede enough to
allow people to return to their homes and businesses before they can assess the damages. An eventual return
to normalcy will require rebuilding what, for the most part, are uninsured losses. Government assistance
through emergency programs is available, but such assistance is mostly through loans that usually do not
cover all of the loss. In some cases, buyouts at pre-flood market values were offered to those with flood
insurance and extensively damaged homes. Some without flood insurance have received some payment from
their local governments, but these amounts have usually been nominal. In either case, transfer of the
property's title to the government was usually a necessary condition for the payment.

Different estimates of the total damage have been floated, many based on assumptions that cannot easily be
verified. In some respects, it is not difficult to claim that this natural disaster could be the costliest in history
since damages are measured in current rather than inflation-adjusted dollars. One should therefore be careful
to account for inflation when comparing a disaster in one year with a disaster in a prior year. Nonetheless,
damage assessments for the flood that were current as of this writing indicate that final losses could reach
historic proportions.

Some Preliminary Numbers

In early August, the State Emergency Management Agencies (SEMA) in Missouri and Illinois had estimated
damages for their states of $2.7 billion and $930 million, respectively. These figures included damage to
agriculture (more than one-half the totals), infrastructure, private housing and additional unemployment
insurance claims. In Missouri, SEMA estimated that about 3,200 businesses suffered physical damage and
that bridges, roadways and other public facilities suffered more than $120 million in damage. This public
facilities figure, however, did not include any damage to Jackson County (Kansas City), St. Louis City or St.
Louis County. In Illinois, most of the $930 million was divided between crop losses ($565 million) and
infrastructure ($258 million), with the remainder for housing and unemployment.



The Army Corps of Engineers, a federal agency, estimated damages between $2.5 billion and $3 billion for its
St. Louis District.1 This figure was attributable primarily to infrastructure damage, much of which will not
become apparent until winter approaches and roadways begin to freeze and thaw. Even at this writing, though,
the estimates from these three agencies were understated because they did not include the damage that
occurred when the Monarch Levee in the western part of St. Louis County broke. This breach flooded many
industrial parks, affecting about 300 businesses, closed the second-busiest airport in Missouri and forced the
evacuation of a county jail. Early damage estimates were between $150 million and $200 million for this area
alone. The appraised value of this flooded real estate, excluding personal property and exempt property such
as the airport and jail, equals 65 percent of the total appraised value for all flooded land in St. Louis County.
Accounting for this additional damage, the St. Louis Fed's estimate for total damage to Missouri and Illinois, at
this writing, was between $2 billion and $3 billion.

The Accuracy of Early Estimates

To add perspective to these figures, a comparison with the 1973 flood is in order. Accurate damage figures for
the 1973 flood are available, and they demonstrate well the difficulty in estimating final damages before
complete assessments can be made.

In 1993 dollars (calculated using a GDP deflator), the initial estimate for damages from the 1973 flood in
Missouri was $358 million. Missouri's final damage assessment was $396.91 million. This estimate was off by
11 percent. In Illinois, the initial damage estimate, in 1993 dollars, was $257.1 million, and the final figure was
$768.29 million. This estimate was off by a whopping 199 percent. As it turned out, of the 16 states reporting
damage in the 1973 flood, Illinois recorded the second-largest loss after Louisiana.2 In the more recent flood,
Missouri's losses look to be the largest of the nine states reporting losses.3

Of course, the comparison between the two floods is not perfect. The 1973 flood was concentrated in the lower
rather than the upper Mississippi Valley, it happened in the spring rather than in the summer, and its magnitude
was much smaller than that of the recent flood. What's more, the 1973 flood lasted about one week, while the
recent flood has lasted more than two months. Thus, many of the flooded structures have been submerged
longer than ever before, leaving to speculation the extent of the water's destructive ability.



Counties Declared Federal Disaster Areas (as of August 20, 1993)

Counties in nine states were declared disaster areas. Of these, only Missouri and Illinois are in the Eighth Federal Reserve District

The Effects on Agriculture, Business and Banking

In addition to figures for total damage, estimates for the amount of acreage damaged by this year's flooding
were also reported. According to the Agricultural Stabilization and Conservation Service (ASCS) in Missouri,
about three million acres were damaged by flooding. This damage figure represents approximately 7 percent
of Missouri's land mass. The ASCS in Illinois reported that about 874,000 acres were damaged by flooding,
approximately 2.5 percent of Illinois' land mass. Most of the acreage in both states is used for corn and
soybean production.

The U.S. Department of Agriculture, in its September Crop Production Highlights report, projected corn
production in Missouri and Illinois to be lower for this year than last: Missouri's corn production in 1993 is
projected to be 42 percent less than 1992's crop and 11 percent less than 1991's. Interestingly, Illinois' 1993
corn production forecast is for a crop 15 percent smaller than last year's, but 19 percent larger than 199l's



crop. The forecasts for soybeans follow a similar pattern: In Missouri, 1993's output should be 22 percent less
than 1992's and 7 percent less than 199l's; in Illinois, this year's soybean output should be 6 percent less than
last year's but still 12 percent more than 1991's.

In industrial areas, many businesses had to suspend operations because of direct flooding in their facilities or
transportation troubles related to the flooding. These suspensions affected numerous employees who were
shut out of their workplaces. According to the Missouri Department of Employment Security, about 31,500
workers statewide were displaced at the peak of the crisis because of flooding. As of mid-August,
approximately 11,000 were still out of work. The flooding also increased applications for unemployment
insurance benefits by 10,900. Illinois reported about 500 nonagricultural workers displaced because of
flooding,with about 200 still out of work by late August. This figure did not include workers who were shut out of
their workplaces but still received vacation pay and were therefore considered still employed.

A survey of Eighth District banks in the affected areas revealed that operations continued as usual in most
cases. Some banks did have to move their operations to different locations, but were able to conduct their
normal daily business with minimal inconvenience. About 10 percent of the surveyed banks reported significant
(more than 10 percent) effects on their portfolios, mostly because of agricultural loans.4

In mid-August, predictions were that regular traffic would resume along the Mississippi and Missouri rivers by
mid-September at the earliest. In late August, the Missouri River was reopened, and trial barge movements
along the Mississippi River had begun. Before the Mississippi reopens fully, however, the Coast Guard will
probably have to rechart it to determine how the channel might have shifted below the swiftly moving water.
Delays in reopening the river will most likely translate into greater strain on the alternative transportation
systems, especially trucking, and higher transportation costs for firms. Nevertheless, once the river is
reopened, regular flows of goods will resume, bringing us one step closer to normalcy.

Thomas A. Pollmann provided research assistance.

Endnotes

1. The St. Louis District comprises those counties on the Missouri and Illinois sides of the Mississippi
River from Cairo, Ill., north to Quincy, Ill., including the confluence of the Mississippi and Missouri
Rivers. It does not include the areas surrounding the Missouri River. In some cases, the district is more
than 200 miles wide. [back to text]

2. The 16 states were Arkansas, Illinois, Indiana, Iowa, Kansas, Kentucky, Louisiana, Minnesota,
Mississippi, Missouri, Ohio, Oklahoma, Tennessee, Texas, West Virginia, and Wisconsin. [back to text]

3. The nine states were Illinois, Iowa, Kansas, Minnesota, Missouri, Nebraska, North Dakota, South
Dakota, and Wisconsin. [back to text]

4. The survey excluded banks from St. Louis City and St. Louis County. [back to text]
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Banks And Investment Funds: No Longer Mutually
Exclusive
Michelle Clark Neely

Pick up a business or general interest publication these days and it's difficult not to see something on mutual
funds. In addition to the listings of investment results, which appear daily alongside the money, bond and stock
market reports in most newspapers, articles on the "who, what, where, when and why" of mutual funds are
appearing with increasing frequency.

Although they have been around for almost 70 years, mutual fund popularity is at an all-time high: In the first
half of 1993, investors poured $130 billion into stock, income and bond mutual funds alone. Mutual funds—
which recently topped $1.8 trillion in assets—now rank third among financial intermediaries, behind
commercial banks and life insurance companies. By mid-1993, they outnumbered companies listed on the
New York Stock Exchange by a margin of nearly two to one.

One of the most noteworthy aspects of the mutual fund surge is the participation of institutions that traditionally
have competed with mutual funds for investment customers. Commercial banks, for example, are entering the
mutual fund industry in droves. The American Bankers Association (ABA) estimates that 3,500 banks—almost
one-third of all U.S. banks—now sell mutual funds. Some merely refer customers to outside brokerage houses;
others manage their own mutual funds.

Because these products offer many positives for banks and their customers, much of the industry views the
provision of mutual funds as a win-win activity. Congressional leaders and federal and state regulators are not
so sure. They are concerned that some banking customers won't understand the risks inherent in mutual fund
investments, especially their uninsured status and the potential loss of principal. Such customer confusion
could turn a winning combination into a losing proposition.

What Is a Mutual Fund, Anyway?

A mutual fund is a company that pools funds and makes investments on behalf of individuals and institutions
with similar investment goals; these individuals and institutions are the fund's shareholders as well as its
customers. Mutual funds are ideal for small investors who want diversified risk and professional money
management. A mutual fund investor can choose from some combination of money market, bond, income and
equity funds to meet investment goals.

Mutual funds provide earnings to shareholders in three ways: through dividends, through capital gains if fund
securities are sold at a profit, and through share appreciation if the value of securities held in the fund
increases. Mutual fund shares are easily redeemed, and many funds offer conveniences such as check writing,
purchase through payroll deduction and exchange features within a family of funds.

Recent Trends in the Industry
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Prior to the early 1970s, the fortunes—and the market share—of mutual funds rose and fell with the bond and
stock markets. A big impetus to the industry arrived in the 1970s with the introduction of money market mutual
funds (MMMFs).1 MMMFs are short-term funds invested in high-grade, highly liquid assets like Treasury bills,
large certificates of deposit (CDs) and commercial paper. The development of these funds opened up the
money market, which had been dominated by wealthy individuals and large institutions, to small, often first-
time investors, allowing them to earn better returns than they could get on deposit products.2 By year-end
1982, taxable and tax-exempt MMMFs had captured almost three-fourths of the mutual fund market (see
Figure 1).



Figure 1

Composition of Mutual Fund Net Assets



NOTE: All figures are as of year-end. 
SOURCE: Investment Company Institute



As short-term rates fell and stock and bond markets rose during the 1980s, investors began putting
proportionately more money in long-term funds—equity, bond and income funds. Individual investors
apparently felt comfortable with the increasing capital risk they were assuming. The move by U.S. companies
away from defined-benefit retirement plans and toward defined-contribution retirement plans also helped feed
the mutual fund frenzy. Defined-contribution retirement plans (such as 401 (k) plans) allow companies to pass
the control of retirement benefits on to their employees. Most 401 (k) participants invest their plan contributions
in mutual funds offered by their employers.

The popularity of long-term funds has only accelerated in the 1990s: In 1992, net sales (sales less
redemptions) of bond, income and equity funds hit an all-time high of $197 billion, up 66 percent from 1991. At
the end of 1992, long-term funds made up two-thirds of mutual fund assets (see Figure 1), compared with
about one-fourth a decade ago.

These trends have made mutual funds an integral part of Americans' savings and retirement programs.
According to the Investment Company Institute (ICI), the mutual fund industry's trade group, just 6 percent of
U.S. households owned mutual funds in 1980; by 1992, about 26 million households, or 27 percent of all
households, were mutual fund owners, either directly or through IRA or Keogh plans. In a 1992 telephone
survey of investors, the ICI found that the typical mutual fund investor is married, middle-aged (46 years old)
and employed, with an annual household income of $50,000. Mutual fund assets—mostly stock and bond fund
shares—make up about 38 percent of this average household's financial assets.3

Why are mutual funds so popular today? Three interrelated factors come to bear. First, low interest rates
offered on CDs and other traditional savings products combined with the relatively high yields posted in the
stock and bond markets over the last several years have prompted savers to trade some risk for reward.
Second, baby boomers are in their prime earning years and are looking for well-diversified, long-term
investments to help finance their retirements. And third, the products are being distributed through a wider
network of providers, including depository institutions.

Banks and Mutual Funds
So why are banks encouraging their customers to do business with a competing industry? Faced with
increasing competition on both the loan and deposit sides of the business, banks are now offering mutual
funds to earn fee income. But, perhaps more importantly, banks want to keep customers coming in the door.
"Maintaining long-term customer relationships" has become a banking industry buzz phrase, and the sale of
mutual funds is one way bankers are trying to do just that.

Banks essentially received the regulatory go-ahead to begin competing directly with the mutual fund industry in
December 1982, when money market deposit accounts (MMDAs) were authorized. MMDAs are insured
deposit accounts with floating rate yields; the rates paid on them are related to the return banks receive on
their investments in Treasury bills, commercial paper and jumbo CDs—essentially the same assets in which
MMMFs are invested. From the start, MMDAs proved extremely popular, at the expense of their competitors:
The assets of MMMFs and the dollar value of depository institution time and savings deposits declined for five
consecutive months after MMDAs were introduced.4

In recent years, banks have made further inroads into the mutual fund business. One low-cost, easy way for a
bank to offer mutual funds to customers is to invite an independent vendor, such as Fidelity or Kemper, to set
up shop in a banking office or affiliate and sell their funds. The fund group provides most or all of the sales
support and the bank receives a fee or brokerage commission proportional to the value of the third-party funds
sold. Another option is to offer "private-label" funds. These funds carry a name designated by the bank, but the



funds themselves are distributed by an unaffiliated company. The vast majority of banks that offer mutual funds
do so via the third-party or private-label route.

The most direct way for banks to enter the mutual fund business is to offer their own funds—called "proprietary
funds." Because banks that sell proprietary funds provide management and advisory services, they are able to
generate more fee income than they can under the other two sales options. A special exemption from the
Glass-Steagall Act, a 1933 law that separates commercial from investment banking, permits banks to provide
management and advisory services, but not fund underwriting or distribution services (see below). More than
100 banks currently offer proprietary funds; since year-end 1990, the combined assets of these funds have
more than doubled (see Figure 2).



Figure 2

Banks Are Starting Up Their Own Funds In Increasing Numbers

Bank Proprietary Funds

 Assets (billions of dollars)

Fund Type Year-End 1990 Mid-1993 Percent Change

Money Market $66.8 $128.7 92.7%

Equity 6.4 31.0 384.4

Bond/Fixed Income 3.9 25.3 548.7

Municipal Debt 2.8 9.7 246.4

TOTAL $79.9 $194.7 143.7%
The number of banks that offer their own funds has more than doubled since the end of 1986, while the number of funds offered increased
more than five-fold. At mid-year 1993, a total of 1,156 funds were being offered by 100 banks, and commercial banks had $194.7 billion in
mutual funds under management. Eighth District banks accounted for $4.1 billion of the total.

SOURCE: Lipper Analytical Services, Inc.

They May Be Giants



Thus far, money center and large regional banks have dominated the industry's sale of mutual funds,
especially proprietary funds. It's estimated that more than 90 percent of banks with assets greater than $1
billion sell mutual funds. But smaller banks are getting into the act too. The ABA recently endorsed Wall Street
Investor Services, a mutual fund marketing company, to offer mutual fund sales and other brokerage programs
for its 10,000 member banks; similarly, the Independent Bankers Association of America—a trade group that
represents about 5,800 community banks—tapped Massachusetts Financial Services, the nation's oldest
mutual fund company, to provide similar programs for its members. The ICI estimates that about one-third of
the more than 4,000 mutual funds in existence are available to bank customers through one of the three bank
sales channels.

Whether banks are making any money from their entry into the mutual fund business is difficult to discern,
especially for those that choose the third-party or private-label route. Mutual fund profitability depends in part
on whether the money to purchase fund shares is coming from inside or outside the bank. Bank mutual funds
may be largely "poaching" funds from internal deposit accounts. In a March 1993 survey by the Federal
Reserve, financial officers—at least those confident they could measure it—estimated that between one- and
two-thirds of mutual fund inflows were from deposits at their own institutions. This could hurt banks if loan
demand were to accelerate and they would need low-cost funds.

Lipper Analytical Services estimates that the 110 banks that offer proprietary funds generated about $350
million in advisory and administrative revenue in the first quarter of 1993. Data that measure the costs of
providing these services are not available, but industry observers believe the costs—especially personnel
training costs—are quite high. Despite the uncertain net proceeds from mutual fund sales, however, many
bankers feel that offering mutual funds is crucial to keeping customer relationships.

How successful have banks been in gaining market share in this booming industry? Although hard numbers
are lacking, the ICI has estimated that banks accounted for about one-third of new sales of money market
mutual funds and about 14 percent of new sales of bond and equity funds in the first half of 1992, the latest
figures available. That was enough to push the banking industry's share of the mutual fund business to $175.5
billion, or 12 percent of the mutual fund shares outstanding at that time. Lipper Analytical estimates that the
assets of bank proprietary funds rose by 36 percent from mid-1992 to mid-1993, outpacing the 23 percent
growth posted by the mutual fund industry as a whole.5 According to Lipper, 29 banks had $2 billion or more in
mutual fund assets under management, placing each of them squarely in the top 100 mutual fund companies
in the country. Bank sales of private label and third-party funds have no doubt risen significantly as well.

Meanwhile, Washington Watches...And Worries

This financial flurry has not escaped the attention of policymakers and regulators at either the national or state
level. Indeed, since the beginning of 1993, a number of legislative and regulatory bodies have issued
statements, reports and guidelines on bank sales of mutual funds to consumers. Although each player has a
slightly different stake in the matter, they all seem concerned that consumers know: (1) that these funds are not
FDIC- or government-insured, like deposits; (2) that they often fluctuate in value and they run the risk of losing
principal; and (3) that mutual fund shares are not obligations of the banks nor are they guaranteed by banks.
Survey data suggests these concerns have merit. The Columbia Business School recently found that two-
thirds of mutual fund investors could not distinguish between load and no-load funds or between stock and
bond funds.

Two of the three federal regulatory agencies—the Federal Reserve and the Office of the Comptroller of the
Currency (OCC)—recently issued guidelines indicating what safeguards should be in place for banks that sell
mutual funds. In June, the Fed instructed examiners to insist that mutual fund sales and deposit-taking
activities take place in physically separate areas of the bank to avoid customer confusion over insured and
uninsured products. The Fed also made it clear it does not want bank tellers giving investment advice and that



tellers should be limited to directing potential mutual fund customers to the proper sales personnel in the bank,
whether they are third-party vendors or specially trained bank employees. The Fed reiterated its position that
promotional and sales materials contain clear disclosures about mutual funds' uninsured status and the
fluctuating nature of the investment's value; the agency further recommended that state member banks have
customers sign statements acknowledging they understand the risks they are assuming.

In its July guidelines to national banks, the OCC echoed much of what the Fed said and offered additional
guidance on such matters as acceptable names for bank funds, compensation incentives for mutual fund sales
staff, and suitability of funds for bank customers. One of the few areas about which the Fed and the OCC
disagree concerns the naming of funds. The Fed does not want bank-sponsored mutual funds to have bank-
affiliated names, while the OCC finds similar sounding names—like Nations Fund offered by Nations Bank
Corp.—acceptable. The OCC has also adopted a more lenient position about which employees can sell mutual
funds; the OCC does not prohibit personnel who sell deposit products from selling investment products.

In response to regulatory and Congressional concerns, banks are stepping up their self-policing efforts. In early
September, six national bank and thrift trade groups released a jointly prepared draft of industry guidelines on
mutual fund sales. These guidelines, which are very similar to the ones issued by federal regulators, are
designed to help banks protect customers as well as themselves.

Despite these efforts, some members of Congress want stronger action. Congressional leaders have asked
the General Accounting Office (GAO) to study the adequacy of banks' mutual fund disclosures and regulatory
supervision; House Banking Committee Chair Henry Gonzalez has requested that the study include an
analysis of the effects bank mutual fund sales are having on the availability of credit. Hearings are expected
this fall, and the GAO expects to release its study next spring. Congress has also urged the Securities and
Exchange Commission and the National Association of Securities Dealers to take a closer look at banks' sales
practices.

Washington is particularly concerned about first-time investors. The ICI estimates that 10 percent of
households that own mutual funds made their first purchase since January 1991. No one knows what
proportion of those first-time buyers purchased mutual funds through a bank, but some observers believe it is
substantial. First-time investors, of course, are less likely than other investors to fully understand the risks
associated with equity and bond funds. If the stock market turns down, equity funds will likely go down in value
and if interest rates go up, bond funds will likely—and equity funds could—decline in value. Though two-thirds
of banks' mutual fund assets still consist of relatively risk-free money market funds, thus mitigating the potential
effects of a market turndown on the industry, the stakes may be high for banks selling riskier stock and bond
funds.

Bank customers accustomed to fixed CD yields could be in for a rude shock if the value of their mutual fund
investments—their principal—goes down. And the more closely associated banks are to mutual funds,
especially through a private-label or proprietary relationship, the more likely they are to suffer customer
backlash if market prices take a big plunge.

Will Banks Win or Lose?

Because bank sales of mutual funds are a fairly recent phenomenon, it is premature to assess whether it's a
winning strategy for the banking industry. For most banks, mutual funds will probably not do much for the
bottom line, especially when compared with the profits available from traditional products, such as loans. But in
today's competitive financial services marketplace, most bankers feel they have no choice where investment
products are concerned: If you can't beat 'em, join 'em.



Timing is important too. Much of the run-up in bank mutual fund activity has taken place in a bull stock market.
No one knows what will happen if the market takes a big dip as it did in October 1987. Most bankers realize
they can ill afford to be caught in the cross-fire if customers feel they've been misled or uninformed about the
investments they've made. And it's not just fee income that's at stake. Because the value of a bank's franchise
is largely related to its reputation for safety and soundness, it's in banks' best interests to exercise
considerable care in selling mutual funds to their customers.

Sidebar

Mutual Funds and the Glass-Steagall Ceiling
On the surface, it would appear that the Glass-Steagall Act prohibits banks from selling investment
securities. But federal regulators and the courts have interpreted the Act to permit many activities
related to mutual funds sales. Federal and (most) state banking laws permit banks to lease office space
to nonaffiliated broker/dealers to sell investment products (the third-party option). In addition to lease
income, banks are permitted to receive brokerage commissions based on the amount of funds sold
through this channel.

Offering private-label or proprietary funds is a bit trickier. Banks that sell these funds must comply with a
host of securities and banking regulations. Because mutual funds are considered securities, the
sponsorship, organization and distribution of mutual fund shares by banks would violate sections of the
Glass-Steagall Act which prohibit banks from underwriting or distributing securities. Therefore, despite
recent interpretations of the Act and subsequent amendments to the Bank Holding Company Act
(discussed below), proprietary mutual funds must be underwritten by an unaffiliated company before
they can be sold to the banks' customers or other investors.

In the 1970s and 1980s, federal regulators began permitting certain activities related to the sale and
management of mutual funds by banks. Since 1972, the Fed has allowed bank holding companies and
their nonbank subsidiaries to act as investment advisers, registrars, transfer agents and custodians to
SEC-registered mutual funds, subject to certain restrictions.6 The power to sell bank-advised fund
shares was granted to national banks in 1987 by the OCC and was listed as a permissible activity for
bank holding companies and their nonbank subsidiaries in 1992 by the Federal Reserve. Both
regulators now allow banking organizations under their jurisdiction to offer investment advice to
customers regarding the purchase and sale of bank-related funds, provided the relationship between
the bank and the fund is disclosed. Banks are also now permitted to sell shares of their own funds,
subject to certain restrictions. The FDIC has largely been silent on bank mutual fund activities, but
permits banks under its jurisdiction to engage in the same activities the Fed and the OCC allow, plus a
few additional ones.

[back to text]

 

Thomas A. Pollmann provided research assistance. The author would like to thank Diane B. Camerlo of the
Bank's Legal Department for assistance with the regulatory aspects of the paper.

Endnotes

1. Taxable MMMFs were introduced in 1972; tax-exempt MMMFs were introduced in 1979. The other
major development during the 1970s was the introduction of tax-exempt municipal bond funds in 1976.



[back to text]
2. See Gilbert (1986) for a discussion of economic conditions and bank regulatory constraints that fostered

the growth of money market funds and other new financial instruments. [back to text]
3. A detailed description of the workings of the mutual fund industry is contained in the ICI's annual Mutual

Fund Fact Book. [back to text]
4. Source: Federal Reserve Board data bank. [back to text]
5. Much of the growth in bank proprietary funds is the result of conversions of bank collective investment

funds, e.g., trusts made up of qualified investments from Keogh and employee benefit plans, to mutual
funds. Common (personal) trust accounts may be converted too, although current tax law discourages
such conversions because of the tax liability that would be incurred on any unrealized appreciation.
Congress is considering legislation that would make conversions of common trust funds tax-free. [back
to text]

6. An investment adviser is an organization employed by a mutual fund to give professional advice on the
fund's investments and asset management practices. A transfer agent prepares and maintains records
relating to the accounts of a fund's shareholders. A custodian (which is usually a bank) is responsible
for keeping custody of the securities and other assets of a mutual fund. [back to text]
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IOUs from the Edge: Should We Worry about the
Budget Deficit?
Kevin L. Kliesen

It's difficult to imagine an economic issue that has generated more public discussion in recent years as has the
federal budget deficit.1 The deficit has been blamed for a myriad of our economic ills, from high real interest
rates and a low national saving rate to inflation, reduced public and private investment, inadequate job creation
and the trade deficit.

Is such concern warranted? Maybe not. Despite its galvanizing effects on public and political opinion, there
remains considerable disagreement among economists about the economic effects of budget deficits and
about whether their measurement is so faulty that we should ignore them.

Some confuse the deficit with the debt, assuming incorrectly that they are one and the same. The amount of
debt issued by the Treasury Department each year to make up for a budget shortfall is called the deficit; the
accumulation of these deficits over time becomes the national debt.

An instructive way to look at the budget deficit is as a percentage of gross domestic product (see Figure 1).
Using this yardstick, there are two general points we can make. First, the size of the deficit is heavily
influenced by the state of the economy. When the economy is growing, tax receipts tend to rise faster than
government spending, and the deficit declines as a percent of gross domestic product (GDP); when the
economy slows, the opposite usually holds. Second, for most of the post-World War II period, the budget deficit
averaged less than 2 percent of GDP. Since 1974, however, the deficit as a share of GDP has trended upward,
except for a brief period in the mid-to late 1980s. Last year it registered about 4.9 percent of GDP in fiscal year
(FY) 1992. Government projections forecast this share falling to 2.4 percent by 1996 (a deficit of $179 billion).2
Such projections, however, often miss the mark by a wide margin.

https://www.stlouisfed.org/authors/kevin-l-kliesen


Figure 1

The Deficit's Rising Share of GDP

From the end of World War II to about 1974, the deficit was seldom more than 2 percent of GDP. Since then, it has seldom been less than
2 percent of GDP.

SOURCE: Office of Management and Budget.

Two Competing Views

Economists are a divided lot concerning the effects of budget deficits on the economy.3 Most, however,
subscribe to one of two main views: the traditional, or Keynesian, view and the alternative, or Ricardian, view.
The traditional view has been accepted widely by the press and policymakers; its acceptance by economists,
however, is much less ironclad.

The Keynesian view emphasizes the link between interest rates and budget deficits, arguing that budget
deficits cause interest rates to be higher than what they would normally be. Whenever the government must
borrow funds to meet its obligations, it "crowds out" the private sector. In other words, government borrowing
leaves fewer funds available to finance investment in machinery or equipment or purchases of consumer
durables. As a result, firms and individuals must compete more aggressively for a smaller share of resources.
This increased competition, so the theory goes, causes interest rates to be bid up higher, thereby causing the
nation's economy to grow more slowly and reducing our standard of living.

The Ricardian view is the antithesis of this view. According to this approach, budget deficits do not influence
interest rates or economic activity in the usual sense. When the government borrows to finance its current
spending, individuals increase their present level of saving in anticipation of an increase in future taxes. These
future tax increases are necessary to pay off the debt that the government is acquiring today. If individuals are



saving more, they must be consuming (spending) less. Thus, the reduction in demand from savers offsets the
government's increased demand for goods and services that results from deficit spending.

Ricardian economists do recognize that budget deficits can be harmful to the economy. They argue, however,
that these effects occur primarily because of the distortions and uncertainties created by future tax increases.

In economics, as in other social sciences, sorting out rhetoric from reality is sometimes difficult. This difficulty is
magnified when one considers the divergent predictions offered by competing economic models and
economists. Although real interest rates have been relatively high in the 1980s, lending support to the
Keynesian view, they are influenced by additional factors that have little to do with government financing, such
as monetary policy and international developments. On the other hand, although many mainstream
economists consider some of the assumptions underlying the Ricardian hypothesis unrealistic, several studies
have failed to reject it score predictions. Thus, the economic profession remains divided on the significance of
the deficit/interest rate linkage.

Other Issues
In addition to asking if budget deficits affect interest rates and economic activity, we might more appropriately
ask whether the budget deficit is measured correctly in the first place. Some economists believe that it is not.
Those that hold this view argue that the government should keep its books in the same manner as private
corporations do.4 What is the difference? Essentially, private corporations treat operating expenses differently
than investment outlays. Thus, to a private business, money spent on employee wages and input supplies
should be accounted for in a different manner than outlays for a computer or other piece of equipment. In
accounting terms, this means separating the budget into a current account, which measures the firm's
operating expenses, and a capital account, which measures its outlays for investment. If private corporations
used the same accounting methods as the government, many would also be operating in the red.

In FY 1992, the federal government spent $102.6 billion on capital outlays. By excluding such items, the FY
1992 budget deficit declines from $290.4 billion to $187.8 billion, or 3.2 percent of GDP. One problem with this
view, however, is that one can reduce the deficit merely by defining "investment" more broadly. The economist
Robert Eisner, for example, believes investment should also include spending on education, worker training
and research and development.

Given the ongoing disputes between the Keynesian and Ricardian camps (as well as others) and the lack of
definitive statistical support for their prognoses, some economists are beginning to wonder whether we should
really be paying attention to the size and composition of government spending. In other words, is the
government spending its money on the correct things?5 Proponents of this view believe that the government's
primary function is to ensure long-term economic growth and security. Such a result could be achieved, in this
view, by redirecting government expenditures toward those defense and nondefense endeavors that boost the
nation's level of physical and human capital stock. To do otherwise risks increasing the burden of government
intervention in the private economy, which tends to lower economic efficiency.

However one comes down on these issues, it seems clear that they will all come into play in the ongoing deficit
reduction debate.

Heidi Beyer and James P. Kelley provided research assistance.

Endnotes

1. Unless noted otherwise, the term budget deficit will broadly refer to the budget deficit of the federal
government, which excludes state and local government budgets. [back to text]
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3. See the "Symposium on the Budget Deficit" published in the Spring 1989 issue of The Journal of
Economic Perspectives for a readable summary of the various arguments. [back to text]
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Pieces of Eight: News Bulletins from the Eighth
Federal Reserve District
Bank Data Show Most Business Loans Are Small

At the end of June 1993, 68 percent of all business loans at Eighth District banks were for $1 million or less—
the benchmark for a small business loan—according to data recently collected by bank regulatory agencies.
About 60 percent of those loans were for $100,000 or less. For U.S. banks of similar size—those with less than
$15 billion in average assets—56 percent of business loans were for $1 million or less, and 49 percent of those
loans were for $100,000 or less.

"These statistics confirm that small business lending is extremely important to commercial banks, District
banks in particular," says Fed economist Michelle A. Clark.

The data also showed that, not surprisingly, the bulk of farm loans made by District and U.S. banks are small
(less than $500,000); these loans comprised 96 percent of total agricultural loans at District banks, compared
with 90 percent at U.S. peer banks.

These data will be collected annually as part of an effort by Congress to monitor the availability of credit to
small commercial and agricultural firms.

Branch Banking Good For Country, Says St. Louis Fed Economist

While opponents of branch banking claim that branching reduces competition, limits access to services and
channels funds from small to large markets, one Fed economist argues that branching can be good news for
both consumers and the banking industry.

"Although it appears that unrestricted branching would limit competition in smaller communities, it actually
fosters competition by allowing banks to compete with each other on the other guy's turf," says Fed economist
David C. Wheelock. "The increased competition ultimately leads to improved access to credit and other
banking services."

Bank branching is not only pro-consumer, he says, but also contributes to the safety and soundness of the
banking industry.

"A bank with many offices spread over a wide area is less vulnerable to the effects of a local economy gone
sour," he says. "With increased diversification, we would expect to see fewer bank failures and less drain on
deposit insurance funds."

In the October issue of the St. Louis Fed's Monetary Trends, Wheelock examines the arguments for and
against branch banking and looks at its effects in two states—Arizona and Texas—that have liberal branching
laws. For a copy of these accounts, call Debbie Dawe at (314) 444-8809.



Economists Debate Use of Monetary Aggregates

At a time when economists and policymakers alike are arguing whether the Fed should continue targeting
monetary aggregates, the St. Louis Fed debates the issue at its Economic Policy Conference—a two-day
forum for academics and economists around the world.

This year's conference, to be held Oct. 21-22, focuses on the study of monetary aggregates—what they are
and what they measure. Six papers on the topic will be presented, followed by a panel discussion on the
measurement and use of monetary aggregates. The topic is especially popular with central banks worldwide
which, like the Fed, adopted such targets in the '70s in response to growing inflation.

Eighth District Residents Without Health Insurance, 1992

Ranks Among 50 States District State Percent Not Covered

4 Mississippi 18.9%

13 Arkansas 15.7

19 Tennessee 13.4

21 Kentucky 13.1

25 Indiana 13.0

29 Missouri 12.2

30 Illinois 11.5

National Rate  14.1%
SOURCE: U.S. Census Bureau
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Commercial Bank Performance Ratios
U.S., District and State

Return on Average
Assets (Annualized)

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

Return on Average
Equity (Annualized)

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

Net Interest Margin
(Annualized)

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

Nonperforming Loans2

+ Total Loans

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

Net Loan Losses +
Average Total Loans
(Annualized)

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

Loan Loss Reserve +
Total Loans

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

All
U.S.

1.20%

1.23

0.92

15.57%

16.07

13.21

4.51%

4.50

4.42

2.63%

2.93

3.56

0.84%

0.82

1.18

2.58%

2.67

2.69

U.S.
<$15B1

1.24%

1.22

1.03

14.90%

14.81

13.44

4.85%

4.81

4.72

1.99%

2.15

2.72

0.72%

0.70

1.01

2.33%

2.41

2.42

District

1.29%

1.23

1.16

15.33%

14.58

14.37

4.61%

4.47

4.41

1.08%

1.23

1.51

0.40%

0.40

0.55

1.81%

1.84

1.78

AR

1.43%

1.49

1.36

15.98%

16.70

15.94

4.57%

4.49

4.55

0.93%

1.07

1.54

0.13%

0.10

0.33

1.62%

1.67

1.65

IL

1.57%

1.49

1.20

17.49%

15.84

13.68

5.43%

4.56

4.57

1.27%

1.47

1.77

0.49%

0.36

0.85

1.78%

1.87

1.75

IN

1.27%

1.32

1.10

13.71%

14.32

12.31

4.49%

4.40

4.45

0.77%

0.86

1.15

0.21%

0.23

0.35

1.50%

1.49

1.36

KY

1.05%

0.84

1.08

12.40%

9.93

13.48

4.32%

4.34

4.17

1.16%

1.23

1.59

0.46%

0.50

0.64

1.74%

1.76

1.72

MS

1.41%

1.52

1.18

15.42%

16.54

13.28

4.96%

4.97

5.00

1.01%

1.09

1.29

0.38%

0.45

0.52

1.73%

1.76

1.72

MO

1.20%

1.14

1.09

15.15%

14.45

14.29

4.40%

4.35

4.22

1.11%

1.35

1.48

0.46%

0.46

0.47

1.93%

1.95

1.88

TN

1.35%

1.26

1.17

17.91%

16.85

16.35

4.72%

4.59

4.59

1.04%

1.22

1.55

0.50%

0.52

0.69

2.06%

2.12

2.07

NOTE: Data include only that portion of the state within Eighth District boundaries.

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

2nd Quarter 1993
Earnings Asset Quality

D = District

US = United States

< $100 Million

$100 Million-$300 Million

$300 Million - $1 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)

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

Return on average equity (annualized)

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

Net interest margin (annualized)

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

Ag loan losses / average ag loans (annualized)

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

Ag nonperforming loans1 / total ag loans

2nd quarter 1993

1st quarter 1993

2nd quarter 1992

U.S.

1.36%

1.38

1.29

13.92%

14.25

13.69

4.61%

4.58

4.57

0.16%

0.10

0.25

1.73%

2.07

2.17

AR

1.38%

1.48

1.44

13.19%

14.30

14.21

4.40%

4.38

4.50

0.34%

0.20

0.42

0.81%

1.37

1.53

IL

1.33%

1.38

1.19

13.04%

13.67

12.26

4.25%

4.23

4.22

0.18%

0.21

0.34

1.80%

3.25

3.67

IN

1.26%

1.30

1.22

13.11%

13.01

12.53

4.89%

4.55

4.64

0.48%

0.07

0.35

1.73%

2.70

2.71

KY

1.36%

1.40

1.29

14.33%

14.89

13.83

4.44%

4.50

4.45

0.12%

0.01

0.34

1.91%

2.03

2.21

MS

1.53%

1.54

1.51

15.22%

15.39

15.71

5.19%

5.09

5.18

1.11%

0.51

1.51

3.99%

6.25

4.03

MO

1.48%

1.49

1.34

15.50%

15.70

14.60

4.63%

4.59

4.56

0.55%

0.46

0.54

1.20%

2.03

2.45

TN

1.31%

1.29

1.25

13.39%

12.18

13.60

4.64%

4.55

4.63

3.06%

7.81

0.76

0.68%

2.98

1.28

U.S. Agricultural Exports by Commodity

Commodity

Livestock & products

Corn

Cotton

Rice

Soybeans

Tobacco

Wheat

TOTAL1

April

.60

.40

.16

.07

.30

.14

.47

3.63

May

.66

.32

.13

.06

.22

.12

.38

3.37

June

.65

.29

.11

.07

.25

.14

.31

3.15

Dollar amounts in billions

Year-to-date

5.70

3.38

1.27

.59

3.94

1.22

3.68

33.35

Change from year ago

9.1%

-1.0

-34.1

0.5

12.3

-5.2

13.2

2.0

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

II/93

144

121

100

110

138

143

179

197

141

145

I/93

140

120

97

109

136

143

176

194

140

144

II/92

141

121

106

114

134

140

176

191

138

140

Growth1

I/93-II/93

9.85%

3.38

13.00

3.72

8.10

0.00

6.99

6.33

2.21

3.29

II/92-11/93

2.13%

-0.28

-6.27

-3.23

2.98

2.15

1.70

3.14

2.23

3.33

NOTE: Data not seasonally adjusted except for consumer food prices and nonfood prices.
1 Compounded annual rates of change are computed from unrounded data.
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.
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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

Illinois

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

II/1993

6,132.5

5,227.9
8.3%

I/1993

$179.7

I/1993

6,066.5

5,243.1
7.7%

IV/1992

$184.0

II/1992

6,145.8

5,209.5
8.3%

I/1992

$178.2

Indiana

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

II/1993

2,897.3

2,561.5
6.0%

I/1993

$73.7

I/1993

2,828.2

2,572.1
5.7%

IV/1992

$74.9

II/1992

2,851.8

2,533.4
6.9%

U/1992

$72.2

18

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

II/1993

127,866

109,993
7.0%

I/1993

$3,616.2

I/1993

127,280

109,446
7.0%

IV/1992

$3,707.8

II/1992

127,027

108,424
7.5%

I/1992

$3,590.1

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

II/1993

1,153.2

980.0
6.0%

I/1993

$27.1

I/1993

1,120.7

982.3
6.7%

IV/1992

$27.3

II/1992

1,163.4

960.7
7.2%

I/1992

$26.3
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Kentucky

Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

II/1993

1,770.7

1,527.3
6.7%

I/1993

$44.6

I/1993

1,770.5

1,535.6
6.1%

IV/1992

$45.5

II/1992

1,727.2

1,508.3
6.2%

I/1992

$43.9

Mississippi
Labor force

(in thousands)
Total nonagricultural

employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

II/1993

1,196.8

1,000.6
7.1%

I/1993

$26.8

I/1993

1,178.4

996.0
6.4%

IV/1992

$26.8

II/199

1,176.9

966.4
8.5%

I/1992

$26.1

Missouri

Tennessee
Labor force

(in thousands)
Total nonagricultural

employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

II1/1993

2,448.2

2,263.4
6.3%

I/1993

$62.7

I/1993

2,459.1

2,260.4
6.2%

IV/1992

$64.4

II/1992

2,424.2

2,228.6
6.4%

I/1992

$61.6

Total Construction Government

Manufacturing 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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Labor force
(in thousands)

Total nonagricultural
employment
(in thousands)

Unemployment rate

Real personal income*
(in billions)

II1/1993

2,632.8

2,341.2
6.6%

I/1993

$70.5

I/1993

2,638.1

2,345.9
6.2%

IV/1992

$71.6

II/1992

2,687.3

2,318.6
5.9%

I/1992

$69.4
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