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President's Message: Whose Side Is The Federal
Reserve On?
Thomas C. Melzer

Pundits across America took pains in 1994 to level one of their favorite charges against the Federal Reserve:
that we favor Wall Street over Main Street. Describing the effects of rising interest rates over the past 12
months, one Fed watcher, William Greider put it this way: "The Federal Reserve's decision-making is politics
posing as disinterested economics because the issue of monetary policy is always fundamentally about whose
economic interests will be defended and whose will be sacrificed."

As Greider sees it, higher interest rates punish borrowers and reward lenders. Since banks are lenders, tight
monetary policy helps them—case closed. Unfortunately, this view of the fallout from higher interest rates—
bankers sitting back and enjoying higher rates on loans—oversimplifies what is a complex relationship
between monetary policy and bank profits.

It is true, as Greider says, that a rise in interest rates causes additional revenue to flow into bank coffers from
higher loan rates. But, in a rising interest rate environment, banks are also forced to pay higher rates to their
depositors. Moreover, higher rates can weaken the economy and reduce the likelihood that outstanding loans
will be repaid. Higher rates also cause banks to suffer losses on their securities holdings.

My point here is not that rising rates always hurt banks. Rather, it is that Greider's view—higher interest rates
make banks happy—is simplistic and misleading. Indeed, in 1994, when banks were supposedly reaping the
benefits of higher rates, returns on both assets and equity fell for the banking industry.

Truth is, in some circumstances, sound monetary policy can cause distress on Wall Street, just as it does
occasionally on Main Street. When the Fed switched to an inflation-fighting strategy in October 1979, for
example, bank stock prices actually fell. Such actions, however, are intended to serve a long-term goal: price
stability (see Kevin Kliesen's article, "A Fed Focused on Price Stability: The Benefits of a Single Target"). Over
the long haul, achieving price stability will deliver the maximum, sustainable level of growth for the economy,
which favors both Wall Street and Main Street. I call that disinterested economics.
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Commercial & Investment Banking: Should This
Divorce Be Saved?
Michelle Clark Neely

The separation between commercial and investment banking has been one of the primary features of the U.S.
financial system since the 1930s. Congress is responsible for this separation, having decided that the
investment banking activities of the nation's large commercial banks contributed to the widespread bank
failures of the Depression. To prevent further failures, it passed legislation in 1933 that created a wall between
commercial and investment banking activities and authorized a federal deposit insurance system.

Since the Depression, a number of academic studies have suggested that such investment banking activities
did not significantly contribute to massive bank failures. In addition, many now argue that the U.S. commercial
banking system would actually be stronger if banking organizations were permitted to affiliate directly with
investment banking concerns, a system usually referred to as universal banking. Some even advocate
affiliations between banks and commercial or insurance firms. Should the divorce between commercial and
investment banking be saved, or is there a good case for reconciliation?

A Common-Law Marriage

Commercial and investment banking have been kept apart for most of America's history. According to Perkins
(1971) and others, our post-Civil War banking system was modeled more or less on English banking practices,
which featured a sharp division between commercial and investment banking. Investment banking, which
involves dealings in stocks and bonds, was considered both risky and unsound for commercial banks that
collected savings from the public.

The concurrent development of trust companies, however, blurred this neat distinction. Because of relatively
liberal state incorporation laws, many trust companies evolved from administering estates and wills, to
soliciting customer deposits and financial planning, and later to distributing, marketing and purchasing
corporate equity securities. While some financial analysts of the time noted the potential conflict of interest,
others praised the convenience of being able to get all types of banking and investment services under one
roof.

Recognizing the advantages that trust companies enjoyed, state-chartered banks lobbied for and won
comparable powers. Nationally chartered banks, which were not granted these powers under the National
Bank Act of 1864, gained them anyway by setting up separate state-incorporated securities affiliates. On the
eve of World World I, state and national banks' move into investment banking was not a major or even a minor
public policy issue. That would change in the inter-war period.

The massive sale of bonds to finance WWI brought scores of new players into the securities markets. Banks
were expected to help the war effort by lending investors the funds to purchase war bonds on favorable terms;
they did so in large numbers by expanding their bond departments or forming new securities affiliates. By
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1922, 62 commercial banks were directly engaged in investment banking, and another 10 had launched
securities affiliates.

Commercial bank involvement in investment banking continued to grow in the 1920s. A reduction in corporate
loan demand, caused by the issuance of long-term corporate debt and equity and large cash flows that
eliminated the need for borrowing by many companies, led commercial banks to look elsewhere for profits.
Many large urban banks, buoyed by a rising stock market and other factors, chose investment banking to fill
that profit void. Between 1927 and 1930, commercial banks' share of the new bond issuance participation
market rose from 37 percent to 61 percent. By 1930, commercial banks and their securities affiliates were the
principal players in investment banking. Commercial and investment banking had more or less merged into a
common-law marriage, without any fanfare but also without a complete official blessing.

1929: Marriage on the Rocks

The stock market crash of 1929, some spectacular bank failures and the advent of the Great Depression cast
a bright light on this union. Because many blamed the crash on excessive speculation in the stock market,
institutions associated with securities markets, including the securities affiliates of large commercial banks,
were deemed guilty by association. Leading the charge against the bank securities affiliates was Senator
Carter Glass of Virginia.

Glass was never comfortable with the unofficial union of commercial and investment banking. During the
course of several hearings he convened in the early 1930s, bankers were accused, among other things, of
making bad loans to their corporate borrowers, then duping other customers into buying securities issued by
these firms, with the proceeds going to pay off the loans. Glass became convinced that the mixing of
commercial and investment banking caused the catastrophic events of the late 1920s and early 1930s. His
solution: split them apart.

Glass' opponents argued that the affiliate system had been instrumental in the strong economic growth of the
1920s and that bank customers had become accustomed to one-stop banking; such arguments, however,
largely fell on deaf ears as stock market scandals and bank failures increased. In May of 1933, Glass' bill
mandating the legal separation between commercial and investment banking was merged with Representative
Henry Steagall's deposit insurance bill, and in June, President Roosevelt signed the Banking Act of 1933 into
law, severing most of the ties between commercial and investment banking.

The Divorce Decree

Under the Banking Act of 1933 (or the Glass-Steagall Act, as it is commonly referred to) banks were forbidden
from:

purchasing securities for their own accounts (Section 16);
issuing, underwriting, selling or distributing, at wholesale or retail, or through syndicate participation,
stocks, bonds, debentures, notes or other securities, with the exception of certain U.S. and municipal
government securities (Section 21);
affiliating with a company principally engaged in the activities listed above (Section 20);
having interlocking directorships or close employee relationships with a firm principally engaged in
securities underwriting or distribution, even if there is no common ownership or corporate affiliation
between the commercial bank and the investment company (Section 32).

Over time, federal bank regulators and the courts have eroded some of the official separation by permitting
banks to engage, mostly indirectly, in many securities-related activities.1 For example, both the Federal
Reserve and the Office of the Comptroller of the Currency (OCC) permit the banks they regulate to engage in



many mutual fund-related activities, including the provision of full service and discount brokerage services and
investment advisory services for a fund.

Regarding underwriting, the Federal Reserve has allowed member banks to affiliate (through the bank holding
company structure) with securities companies that underwrite commercial paper, mortgage-backed securities
and corporate debt and equity securities, among other instruments, so long as these activities contribute less
than a small, fixed percentage of the affiliate's revenue. About 36 banking organizations operating in the United
States currently have active securities affiliates, dubbed "Section 20 subsidiaries" after the Glass-Steagall
provision that proscribes full affiliate relationships (see table).2



Table 1

The Erosion of Glass-Steagall: U.S.-Based Banking Organizations
with Section 20 Subsidiaries (as of 1/5/95)

Parent
Organization

Parent
Location

Section 20
Subsidiary

Corporate
Debt

Powers

Corporate
Equity
Powers

BankAmerica
Corp.

San
Francisco,

CA

BA
Securities,

Inc.

Bankers Trust
N.Y. Corp.

New York,
NY

BT
Securities

Corp.

Banc One
Corp.

Columbus,
OH

Banc One
Capital
Corp.

  

Bank South
Corp. Atlanta, GA

Bank South
Securities

Corp.
  

Barnett Banks
Inc.

Jacksonville,
FL

Barnett
Securities,

Inc.
  

Chase
Manhattan
Corp.

New York,
NY

Chase
Securities,

Inc.

Chemical
Banking Corp.

New York,
NY

Chemical
Securities,

Inc.

Citicorp New York,
NY

Citicorp
Securities,

Inc.
 

Dauphin
Deposit Corp.

Harrisburg,
PA

Hopper
Soliday &
Co., Inc.

First Chicago
Corp. Chicago, IL

First
Chicago
Capital

Markets,
Inc.

 

First of America
Bank Corp.

Kalamazoo,
Ml

First of
America

Securities,
Inc.

 

First Union
Corp.

Charlotte,
NC

First Union
Capital
Markets
Corp.

  

Fleet Financial
Group, Inc.

Providence,
Rl

Fleet
Securities,

Inc.
  

Huntington
Bancshares,

Columbus,
OH

Huntington
Capital
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Inc. Corp.

J.P. Morgan &
Co., Inc.

New York,
NY

J.P. Morgan
Securities

Inc.

National City
Corp.

Cleveland,
OH

National City
Investments
Capital, Inc.

  

NationsBank
Corp.

Charlotte,
NC

NationsBanc
Capital

Markets,
Inc.

Norwest Corp. Minneapolis,
MN

Norwest
Investment
Services

  

PNC Bank
Corp.

Pittsburgh,
PA

PNC
Securities

Corp.
  

Saban/Republic
N.Y. Corp.

New York,
NY

Republic
N.Y.

Securities
Corp.

SouthTrust
Corp.

Birmingham,
AL

SouthTrust
Securities,

Inc.
  

SunTrust
Banks, Inc. Atlanta, GA

SunTrust
Capital
Markets

  

Synovus
Financial Corp.

Columbus,
GA

Synovus
Securities,

Inc.
  

Twenty-three of the 36 Section 20 affiliates currently active are subsidiaries of U.S.-based bank holding companies. Fourteen of the 23
were granted Section 20 powers between 1987 and 1990, while five are relative newcomers, receiving Section 20 authorization in 1993 or
1994. About one-third of them have been given limited corporate debt and underwriting privileges.

 All Section 20 subsidiaries are authorized to underwrite and deal in certain municipal revenue bonds, mortgage-related securities,
commercial paper and asset-backed securities.

SOURCE: Federal Reserve Board, National Information Center

Commercial banks have not been the only winners in this erosion: Investment bankers and securities brokers
have been allowed to engage in limited commercial bank activities, such as making loans and offering money
market management accounts that are very similar to bank deposits. Such regulatory interpretations have
generally been upheld by the courts, including in some cases the U.S. Supreme Court.3

The Act's potency has also been diminished by some of its exceptions and exclusions. Sections 16, 20 and 32,
for example, apply only to members of the Federal Reserve System, that is, nationally chartered and state
member banks; because of these exclusions, state nonmember banks and thrifts are legally free to affiliate
with securities firms. The Act also applies only to the domestic activities of U.S. commercial banks; most of the
country's large money center banks—ironically, the Act's main targets—have significant securities underwriting
and securities brokerage operations outside the United States.

Why Reconcile?
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Despite these gains, most banking industry analysts and economists believe the erosion of Glass-Steagall is
not enough. For example, though all commercial banks are able to engage in many mutual fund-related
activities, most banks must still contract with outside providers to organize or underwrite a mutual fund.4
Similarly, the revenue cap on certain securities activities conducted by Section 20 subsidiaries forces banking
organizations to forego profit opportunities.

Although policymakers have previously debated dismantling Glass-Steagall, support for its repeal has always
been effectively countered by opposition from bank competitors and small banks. Lately, however, the tide
appears to have shifted in favor of repeal, and many observers believe some version of two current
Congressional bills and a Clinton Administration proposal for reform will become law this year (see below). Is
the reunion of commercial and investment banking a good idea?

The Case for Reconciliation

The calls for Glass-Steagall repeal usually go hand in hand with a broader appeal for expanded bank powers.
Citing U.S. banks' continuing loss of market share to less regulated financial services firms, proponents of
repeal argue that banks need to be able to offer new products and services to make up for declining profit
margins in their traditional loan and deposit lines of business. Most observers believe that restrictions on U.S.
commercial bank activities not only hinder U.S. banks' competitiveness in domestic and global markets but
also endanger their safety and soundness by inhibiting diversification of assets.

Only two major industrial nations currently feature a legal separation between commercial and investment
banking: the United States and Japan.5 Other large industrial countries like Germany and Switzerland have
universal banking, allowing banks to affiliate with other financial services firms, including insurance, real estate
and securities firms.

As money and capital markets become more globalized, proponents of universal banking argue, it will be
increasingly difficult for U.S. banks, as currently structured, to compete with large, international, financial
conglomerates for corporate and consumer business. They also argue that allowing nonbanking firms to own
and affiliate with banks will bring additional capital into the banking industry, bolstering its safety and
soundness; higher capital, all else equal, reduces the probability of bank failure and hence losses to the FDIC
and to taxpayers.

Increased bank diversification is another benefit to be expected if Glass-Steagall is repealed. One of the
leading causes of bank failure is overdependence on one product or geographic region, a recognition that
spurred last year's passage of interstate branching legislation.6 By broadening the range of products that a
banking organization can offer, its revenue stream is also broadened, making it less likely that losses in one
product area would cause losses for the whole organization. The potential revenue stream would also be
enhanced by the cross-marketing of banking and investment products, like deposits and securities or
insurance. And product diversification, of course, is decidedly pro-consumer.

Another argument in favor of universal banking is the possibility of increased efficiency in the provision of
financial services. Any cost reductions are likely to result from the presence of economies of scale or
economies of scope. Economies of scale are said to exist if average costs fall as output increases; economies
of scope exist if the cost of joint production of two or more products is less than the costs of separate
production. Joint production costs may be lower because inputs like computers and personnel can be shared.
If scale or scope economies are present in banking, then policies that would allow banks to become larger or
produce additional services would increase efficiency and presumably benefit banks in the form of higher
profits and businesses and consumers in the form of lower prices.7

The Case for the Status Quo



Critics of universal banking argue that breaking down the wall between commercial and investment banking (or
between commercial banking and commerce) will lead to fewer banks and increased concentration and
monopoly power in the industry, resulting in less credit extended and higher prices. There is little evidence to
support this assertion, however. Despite substantial consolidation in the banking industry through mergers and
failures over the last decade and a half—the number of banks has declined from 14,836 in 1980 to 10,358 in
1994—measures of industry concentration have hardly changed.

Studies of the German banking system also indicate no evidence of concentration of power within the financial
services industry or monopolization of universal banks over nonbanks. Most economists believe that the threat
of entry or competition is enough to deter banks from exercising monopoly power. And when it's not, antitrust
laws can be invoked to alleviate the problem.

Potential conflicts of interest and abusive practices are other reasons for maintaining the separation. These are
the same charges that Carter Glass and his allies made against bank securities affiliates in the 1930s. Critics
worry, for example, that bank creditors and the FDIC could suffer losses if a bank transferred insured funds to
an ailing affiliate. They also cite the potential for abusive practices like"tying," that is, requiring the joint
purchase of a number of products. To get a mortgage, for example, a borrower may be forced to purchase
homeowners insurance and mortgage life insurance from the same organization.

This argument can also be countered. First, the securities activities of banks in the 1920s and 1930s have
largely been vindicated by recent studies. One study, for example, found no evidence that commercial banks of
that era dumped low quality securities on the public or that their securities were overpriced. In fact, the authors
found that bank affiliates actually underwrote higher quality securities than did investment banks. Second, as
proponents of universal banking maintain, appropriate "firewalls" can be constructed to ensure that
transactions between banks and nonbank affiliates are done at arm's length.

Opponents of universal banking also argue that the marriage of commercial and investment banking or
banking and commerce will destabilize the banking system by blurring the distinction between insured and
noninsured activities. They worry that bad news about a bank affiliate or parent company will cause a bank run
or that excessive dividend payments from the bank to the parent will jeopardize the bank's financial health.

A final concern is that these larger institutions will be "too big to fail," necessitating an extension of the federal
safety net—the deposit insurance system, the payments system and the Federal Reserve's discount window—
to nonbanks. As with the conflict of interest concerns, however, most analysts believe that the necessary
safeguards are available to contain a severe financial crisis.

Happily Ever After...

Is the union between commercial and investment banking an unholy alliance as many thought in the 1930s? A
closer look at the evidence has convinced most policymakers and economists today that the split between the
two was a mistake. Permitting banks to diversify into other lines of business, while at the same time building
adequate safeguards to ensure that insured deposit funds are not jeopardized, will promote efficiency and
stability in the U.S. banking system and more choices for U.S. consumers and businesses. This is one couple
that should probably get back together.

Will Glass Steagall Shatter in 1995?
Proposals to modify or repeal Glass-Steagall have been introduced repeatedly over the past 20 years
without avail. But handicappers are giving current proposals the best odds in years, largely because the
Republican-controlled Congress is deemed more sympathetic to banks' pleas for expanded powers.



Qualified support from the securities industry—a traditional opponent of expanded bank powers—is
also working in the banking industry's favor.

Three versions of a partial repeal plan have been introduced since the start of the year, two in Congress
and one by the Clinton Administration. Though all three would permit affiliations between banking and
securities firms, they differ in many important respects, including how these new firms would be
regulated and what other types of financial and nonfinancial affiliations would be allowed.

House Banking Committee Chairman Jim Leach was first out of the gate, introducing "The Financial
Services Competitiveness Act of 1995" in early January. Leach's bill, which has won qualified
endorsement from Federal Reserve Chairman Alan Greenspan, among others, is the most modest of
the three proposals.

His bill would allow banks and securities firms to affiliate through a financial services holding company
(FSHC) structure that would replace the current bank holding company framework. This affiliation would
be a "two-way street," meaning a bank or thrift could acquire a securities firm and vice versa. Because
the joining of banking and commerce is expressly forbidden in this bill, however, an investment banking
firm that acquires a bank would be required to divest itself of any nonfinancial businesses within five
years.

To protect the safety and soundness of banks generally and the deposit insurance fund specifically, the
affiliates of an FSHC would be separately capitalized and have strict firewalls between them. For
example, a bank affiliate would be forbidden from purchasing securities underwritten by or making loans
or issuing guarantees to a securities affiliate.

FSHCs would be required to hold minimum capital levels and would be supervised by the Federal
Reserve, though the bank and securities affiliates would be subject to functional regulation: The
appropriate federal banking agencies would regulate the bank affiliates, and the SEC would regulate
the securities affiliates. Leach expects to have a bill ready to be voted on by the full House in June.

Senator Alfonse D'Amato and Representative Richard Baker have introduced virtually identical bills in
the Senate and House that would go much further than the Leach approach. "The Depository Institution
Affiliation Act of 1995" would permit banks and thrifts to affiliate not only with securities firms, but also
with other financial firms, like insurance companies, and nonfinancial firms, like auto companies.

Under the D'Amato/Baker approach, banks and other firms would affiliate under an FSHC. Unlike the
Leach proposal, however, these FSHCs would not have capital requirements, nor would they be subject
to Federal Reserve regulation. Bank affiliates would continue to have capital requirements, and
functional regulation would apply to the bank and nonbank affiliates of the FSHCs.

As in the Leach proposal, strict firewalls would be placed between insured depository institutions and
securities firms within the FSHC framework, and current Federal Reserve regulations relating to
transactions between affiliates, insider lending and anti-tying would remain in effect.

A new federal agency, the National Financial Services Committee, would be formed to establish uniform
principles and standards for the examination and supervision of financial services providers. Officials
from the Administration and the federal financial regulatory agencies would sit on this committee.

The Clinton Administration has outlined a plan to repeal Glass-Steagall that falls somewhere between
the Leach and D'Amato/Baker proposals. The Administration would allow banks and thrifts to affiliate
with any financial entity, including insurance firms, but not with commercial firms. Unlike the other two
proposals, affiliations between banks and financial firms could occur at the bank or the holding
company level—the structure would be decided by individual firms.



Whatever the structure, the Clinton plan requires firewalls between bank and financial affiliates to
protect the deposit insurance fund. As with the other plans, banking and other affiliates would be
subject to functional regulation. The Federal Reserve would maintain its authority to impose capital
requirements on bank holding companies. As in the D'Amato/Baker bill, a federal council would be
formed to oversee these new FSHCs.

What's the likely outcome? Most observers believe that a modified version of the Leach bill has the best
chance for congressional passage and presidential approval. The only foreseeable issue that could
severely dampen the bill's chances is bank insurance powers; banking trade groups have vowed they
will fight to kill the whole bill if amendments rolling back banks' current insurance powers are attached.
Although many applaud the D'Amato/Baker approach, others say the United States is not yet ready for
as radical a change as the merger of banking and commerce, though it may happen some day.

Thomas A. Pollmann provided research assistance. The author would like to thank Patricia A. Marshall of the
Bank's Legal Department for helpful comments.

Endnotes

1. See Fein (1993) for an overview of banks' current securities powers. [back to text]
2. See Greenspan (1993) for a detailed analysis of permitted Section 20 activities. [back to text]
3. The U.S. Supreme Court has upheld, for example, regulatory rulings regarding bank holding companies

acting as investment advisers for open-end and closed end mutual funds and providing discount
brokerage services. [back to text]

4. This prohibition does not extend to state nonmember banks. FDIC regulations permit state nonmember
banks to sponsor and underwrite mutual funds through "bona fide" subsidiaries. In addition, bank
holding companies are permitted to underwrite and distribute closed-end mutual funds. [back to text]

5. Japan was forced to adopt U.S.-like banking laws after WWII. Japanese banks, like U.S. banks, are
currently permitted limited underwriting powers. [back to text]

6. See Clark (1994) for an analysis of the benefits and costs of interstate branching. [back to text]
7. Most bank cost studies have found that scale economies, while they exist in banking, are exhausted at

relatively low levels of output. Studies of economies of scope are fewer, and the results more mixed.
The studies' acknowledged problems are the difficulty in defining and measuring inputs and outputs and
the lack of data on the joint production of bank and nonbank products. Thus, the argument that
universal banking is superior on efficiency grounds is yet to be proven. See Mester (1992). [back to text]
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A Fed Focused on Price Stability: The Benefits of a
Single Target
Kevin L. Kliesen

"Without the uncertainties engendered by inflation, households and firms are better able to plan for the future.
And firms focus on maximizing profitability by holding down costs and increasing productivity rather than by
using inflationary conditions to support price increases." 
—Federal Reserve Chairman Alan Greenspan

Recently, the United Kingdom, New Zealand and Canada have enacted legislation making price stability the
primary objective of monetary policy. They have chosen this route based primarily on accumulated evidence
that countries committed to price stability—most notably, Germany and Switzerland—tend to have the lowest
inflation rates over time. Today, a growing chorus of economists and policymakers in the United States are
arguing that Congress should likewise enact legislation stipulating that long-run price stability should be the
primary objective of the Federal Reserve's monetary policy.

Naturally, any attempt to alter the Fed's current Congressional mandate raises questions, but two stand out.
First, what is it about the current deliberative process that has led many to conclude that legislative action is
needed to ensure long-run price stability? And second, what exactly are the benefits of price stability?

The Current Monetary Policy Process

As laid out in the Full Employment and Balanced Growth Act of 1978 (known as the Humphrey-Hawkins Act),
the nation's economic policymakers should strive to accomplish the following objectives: full employment,
increased real incomes, balanced growth, a balanced federal budget, growth in productivity, an improved
balance of trade and price stability. The Act requires the Chairman of the Federal Reserve to explain before
Congress twice a year how the Fed's policies are consistent with attaining the goals set forth in Humphrey-
Hawkins. In other words, Congress expects the Fed to conduct monetary policy with the intent of meeting
these objectives.

Some believe that the Fed's Humphrey-Hawkins mandate is an appropriate guidepost for monetary policy, and
that any attempt to alter it will render policymakers to the sidelines, unable to respond in an effective fashion to
current events. In their view, the Fed must have considerable latitude to adjust policy in response to adverse
short-term economic disturbances, and it should consider other objectives besides long-term price stability, like
keeping the unemployment rate as low as possible.

Those who want to make long-run price stability the overriding goal of monetary policy do not quibble with
keeping the unemployment rate as low as possible. Rather, they believe that a commitment to long-term price
stability is the best way to do it. In essence, those who advocate changing the Fed's Humphrey-Hawkins
mandate do so because its multiple goals and objectives create incentives to offset short-run economic
disturbances—incentives that are not conducive to long-run price stability or long-term economic growth.
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The problem with a short-run focus of multiple goals and objectives, most economists believe, is that monetary
policy has its greatest impact principally in the long run—and primarily on the price level only. In other words,
responding to "too little employment growth," "real output growth that is below its long-run potential," or
"interest rates that are too high," usually leads Federal Reserve policymakers astray from their long-term
objectives of price stability and sustainable output growth. To paraphrase an old saying, the Fed should "do
one thing and do it well."

The Many Benefits of Price Stability

Prices play a crucial role in a market economy like that of the United States, because they ration a limited
supply of goods and services among unlimited and competing demands. Accordingly, one important benefit of
price stability is that it reduces the risk and uncertainty associated with economic decisionmaking, which by
necessity must be forward-looking. For instance, during periods of high and variable inflation, many individuals
and firms attempt to protect themselves against rising prices by engaging in activities that tend to be
speculative in nature, such as investing in assets like gold, commodities or real estate. While perhaps prudent
from an individual stand point, these activities are not usually prudent from society's point of view.

Curbing these social welfare losses leads to a second benefit of price stability, the interplay between low
inflation and faster productivity growth. Economically speaking, increases in productivity allow a firm to
produce more with less; thus, a firm does not have to raise its prices to offset the increased costs associated
with producing more output. If a rising inflation rate pushes a country to divert scarce resources toward
relatively risky assets that offer little long-run benefit, instead of investing in plant, machinery and other capital
goods that boost productivity growth, then its long-term living standards will be lower than they otherwise might
be.

Of course, productivity growth rates are also influenced by capital investment rates, technological advances
and prudent regulatory policies. But it is still the case that a low-inflation economy is needed for optimal
productivity growth. Why? Because a low-inflation environment reduces economic uncertainty, which lets
resources flow to their best uses, enhancing capital formation and leading to increased output growth, higher
levels of employment and rising living standards in the long run.

The reduced economic uncertainty in an environment of price stability leads to an additional benefit of price
stability: low and stable long-term interest rates. Economists consider long-term interest rates to be the sum of
two components: first, the real return from saving, investment and capital formation, and second, the risk
premium, which reflects the uncertainty associated with lending money over long periods. Since inflation
erodes the real value of an asset over time, the risk premium is strongly affected by the lender's expectation of
the future inflation rate.

Consider what happens to long-term rates when inflation is relatively high and rising: Uncertainty among
lenders will rise, and lenders will attempt to compensate for this heightened uncertainty by charging a higher
interest rate, which manifests itself in the risk premium. All other things equal, higher long-term interest rates
will reduce investment by individuals (for example, housing) and firms (for example, plant and equipment),
leading to lower growth rates of output and higher levels of unemployment.

The table compares the behavior of inflation with the growth rates of productivity, real gross domestic product
(GDP) and the average of the long-term interest rate over five-year periods between 1954 and 1994. The table
provides evidence that low inflation is associated with low long-term interest rates, increased productivity
growth and increased output growth. During periods when inflation is low—for example, 1954 to 1964—interest
rates tended to be low while productivity and GDP growth rates were relatively high. In contrast, when inflation
was high and appeared to be quite volatile (1969-84), the opposite tended to occur. Admittedly, not every
period of high inflation is associated with low output growth and diminished productivity growth, and vice versa;



it is still the case, however, that when inflation is low and stable, the economy does better than when inflation
behaves otherwise.

Table 1

Inflation and Measures of Economic Performance

Period Inflation Productivity
Growth

Long-
Term

Interest
Rate

Growth
of Real
Gross

Domestic
Product

1954-
59 1.6% 2.6% 3.46% 2.9%

1959-
64 1.3 3.4 4.03 3.9

1964-
69 3.4 2.3 5.32 4.2

1969-
74 6.1 1.7 6.82 2.5

1974-
79 8.0 1.3 8.17 3.2

1979-
84 7.4 1.1 12.38 1.8

1984-
89 3.6 1.0 8.81 3.1

1989-
94 3.6 1.8 7.27 2.0

NOTE: Except for the long-term interest rate, which is the yield on the 10-year Treasury bond, all statistics are expressed at compounded
annual rates.

SOURCE: Federal Reserve Bank of St. Louis

In fact, a similar pattern has developed recently. Since mid-1993, productivity of the business sector has
advanced at a 2.5 percent annual rate, while real GDP has risen at a 4.2 percent rate, and the long-term
interest rate has averaged 6.59 percent. These numbers, which are roughly comparable to the 1950s and early
1960s, are associated with the relatively low trend rate of inflation recently (the CPI has grown at a 2.6 percent
rate over this period). In short, rather than punishing growth, as some detractors maintain, the Fed's efforts to
promote price stability actually enhances economic growth.

So, how does the Fed achieve long-run price stability? One way that is gaining favor with many economists is
a multi-year inflation or price level target. Although beyond the scope of this article, such a rule would require
the Fed to implement policies consistent with achieving a pre-determined price level over a given time period.1

While such a rule requires monetary policy to be more concerned with the long view, many economists believe
that, in addition to the benefits mentioned above, the process of developing, implementing and maintaining
monetary policy would be more consistent over time. Moreover, such a mandate would provide clear and
convincing evidence of the Fed's commitment to maintaining an economic environment consistent with
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maximum growth, low unemployment and long-term price stability—in short, all of the goals set forth in the
Humphrey-Hawkins Act.

Heidi L. Beyer provided research assistance.

Endnotes

1. See "A Price Level Objective for Monetary Policy," 1994 Annual Report, Federal Reserve Bank of St.
Louis (forthcoming). [back to text]
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Revamping Medicaid: One State's Attempt at
Reform
Adam M. Zaretsky

Throughout most of the mid- and late-1980s, Tennessee's share of its total Medicaid bill grew about 20 percent
each year. Between fiscal 1989 and 1990, it climbed almost 44 percent. By the early 1990s, the state was
spending about 9 percent of its budget, a share that was expected to rise, on Medicaid.

To stem these rising expenditures, and to extend coverage to a limited number of those who either are
uninsurable because of chronic or existing illness, or are uninsured, Tennessee requested a waiver from the
Health Care Financing Administration (HCFA)—the federal agency responsible for Medicare and Medicaid—to
implement a demonstration project called TennCare. HCFA approved TennCare in November 1993; the state
implemented it in January 1994. With the waiver, Tennessee replaced its old Medicaid program with TennCare,
a program that "required no new taxes and extended health coverage not only to the nearly one million
Tennesseans in the Medicaid population, but also to an anticipated 400,000 uninsured or uninsurable persons
using a system of managed care."

Program Underpinnings

On the surface, TennCare is exactly what many have called for in health-care reform: privatization of health
care in the public sector of the market. The program enlists managed care organizations (MCOs), which, in
theory, control costs because they compete for enrollees within a geographic area and use the strength of their
enrollment numbers to negotiate low fees for contracted services.1 To allow flexibility, participants can choose
among the MCOs in their region during an open enrollment period each year, allowing them to vote with their
feet on the adequacy of services received. In some western parts of the state outside the Memphis area,
however, there are only two MCOs to choose from.

The state pays a capitation fee—a fixed annual premium—to the MCO, which this year is about $1,500 per
enrollee. In exchange, the MCO must provide all necessary medical services to each enrollee. To meet this
obligation, the MCO contracts with doctors and hospitals to provide these services at a predetermined fee.

TennCare requires all former Medicaid recipients to join an MCO. "Demonstration-eligible" residents—the
uninsurable and uninsured—can also enroll in the program and receive free or subsidized benefits, depending
on income level. Total enrollment for demonstration-eligibles, however, is capped by regulation and available
state funds. Former Medicaid recipients are entitled to the same benefits they received under Medicaid;
demonstration-eligibles are entitled to a more limited package of benefits. After selecting an MCO, each
enrollee chooses a primary-care physician who acts as gatekeeper. All referrals for non-emergency services
and specialists must be approved by this physician. This set up is supposed to contain costs, as well as allow
the patient an opportunity to establish a relationship with one primary-care physician who presumably will be
better able to monitor his health care. Most other states with Medicaid waiver proposals pending at HCFA seek
to establish similar systems (see chart).



Chart 1

Medicaid Demonstration Projects Currently Operating or Under
Consideration

Several states are operating or waiting to operate Medicaid demonstration projects that allow them to engage in locally developed health-
care programs. These programs often employ unique proposals to control costs and extend benefits to those not normally covered under
Medicaid.

* Arizon has been operating since 1982 as a waiver, after numerous extensions of its original three-year demonstration project.

SOURCE: Rosenbaum and Darnell (1994).

Is It Working?...

Studies on the effectiveness of TennCare's ability to deliver medical care are just now being commissioned; it
is still too early to have definitive answers because the system has only been in place for one year. Anecdotes,
however, reveal some problems exist in the program.

Some accounts suggest that rationing of care may be occurring, as MCOs refuse to authorize or pay for
certain treatments and drugs. Some hospital administrators complain that each MCO has different rules, and
that these rules are sometimes changed without warning. A preliminary survey of Tennessee residents
conducted in August 1994 indicated that about half of TennCare recipients formerly on Medicaid believe the
quality of their health care is worse than that received under Medicaid. The other half thought the care received
under TennCare is the same or better than that under Medicaid. In addition, the survey reported that TennCare



recipients are more likely than other groups to wait more than three weeks for a doctor's appointment, although
the percentage reporting long waiting periods is relatively small for all groups, including TennCare recipients.

According to the Tennessee Health Care Campaign, a consumer coalition monitoring TennCare, one of the
most frequent complaints received by its consumer advocacy hotline is the lack of specialists in the MCOs. In
three of the state's 12 MCOs, this was the most widely reported difficulty. Nevertheless, during the first six
months of 1994, the Campaign handled, as it expected, mostly transition problems as people moved from
Medicaid to TennCare. The biggest complaints about TennCare from hospitals and doctors are the MCOs'
lower-than-Medicaid payment levels and the amount of time it takes to receive payment. The Tennessee
Hospital Association reports that some hospitals have received only 44 cents from TennCare for each dollar of
services to patients. Other providers have reportedly been paid between 15 cents and 30 cents on the dollar.
Moreover, one of Memphis' largest hospitals providing care to TennCare patients has yet to receive about $50
million from MCOs.2 Furthermore, this facility will lose an additional $42 million previously received under
Medicaid because it served a large number of poor patients. This shortfall may force the hospital to forfeit its
contract with the University of Tennessee at Memphis for medical residents.

...Controlling Costs?

Tennessee's rising Medicaid costs were actually more severe than many other states' because it had been
receiving excess federal monies by exploiting a loophole in the Medicaid program.3 Tennessee was thus able
to increase its Medicaid rolls and its federal share of Medicaid funds, while reducing the cost to the state. Other
states soon followed until Washington caught on and stopped the practice. Tennessee was then left trying to
pay for a larger Medicaid program with fewer federal dollars.

As an example, the state's total Medicaid bill for the first half of fiscal 1994 (July through December 1993) was
more than $1.2 billion. Had TennCare not been instituted, Medicaid in Tennessee was projected to cost the
state and federal governments more than $6 billion by fiscal 1998. To meet its share of this burden, the state
had predicted tax increases of about $200 million per year.

Would these explosive costs have continued to rise? Probably, but no one really knows. Can TennCare help
reign in these costs? It is still too early to tell. On paper, the program promises to save both the state and
federal governments a considerable amount of money—reportedly $1.5 billion for the federal government
alone—over the five-year demonstration period. Comparing Medicaid and TennCare costs is difficult, though,
because one can only guess what expenditures would have been had TennCare not been implemented. The
state, however, does expect TennCare expenditures to increase at a slower rate than state revenues. By fiscal
1998, the program's total cost is projected to be less than $4 billion.

Can It Possibly Succeed?

The program's architects set lofty goals, which many do not believe can be met. HCFA is keeping a close eye
on TennCare's progress because health-care reformers have frequently claimed that by changing the system
and capping costs—whether through explicit, legislated caps, or the supposition that privatization will do it
automatically—service can be extended to larger numbers of needy residents without increasing taxes. In our
District alone, both Illinois and Missouri have similar Medicaid waivers pending, making Tennessee's progress
and pitfalls of particular interest. These state-level experiments, aimed at improving the delivery of care under
social programs while trying to contain costs, are commendable. The experiments should not be undertaken,
however, unless taxpayers and recipients can be assured that their dollars and their care will not be
jeopardized foolishly.

Thomas A. Pollmann provided research assistance.



Endnotes

1. An MCO is a private organization that receives a set fee for each person it enrolls, similar to a
traditional health maintenance organization (HMO). [back to text]

2. See "Sinking Ship?" (1995). [back to text]
3. See United States General Accounting Office (1994) and "Sinking Ship?" (1995). [back to text]
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Pieces of Eight: News Bulletins from the Eighth
Federal Reserve District
Fed Program Explains the Risks of Mutual Funds

"Mutual Funds: Understand the Risks" is the theme of a new educational campaign by the Federal Reserve to
provide basic information about the sale of investment products. The campaign, developed in cooperation with
the American Association of Retired Persons (AARP), includes a series of seminars for retirees and those
planning to retire.

This type of program was prompted by a 1993 survey by the AARP, the Consumer Federation of America and
The North American Securities Administrators Association, which found that consumers who buy investment
products are often unaware that these products—such as mutual funds, annuities and municipal securities—
are not insured by the Federal Deposit Insurance Corporation. The survey also found that some consumers
were confused about the costs and fees associated with investment products. In addition to the seminar, a
short video providing basic information about mutual funds is under development for use by banks and
consumer groups in their own educational programs.

Is Special Sauce a Tradeable Good?

Leave it to an economist to regard McDonald's Big Mac sandwich as an illustration of the principle of
purchasing power parity among countries, instead of just a tasty fast food item.

According to a report by Federal Reserve Bank of St. Louis economist Michael Pakko in a recent issue of
International Economic Conditions, the Big Mac serves as a useful reference point for comparing prices
internationally because it represents a bundle of mostly tradeable commodities, like beef and wheat, and it
contains a service element, as well.

This means that the price of the sandwich is generally closely tied to the overall price level in a given country. It
should be noted that the Big Mac price used in the analysis includes a large order of fries.

For a free copy of Pakko's article, please contact Debbie Dawe of our Public Affairs Office at (314) 444-8809.

Beyond the "Jobless Recovery"

Compared with recoveries from other recessions, the employment rebound following the 1990-91 recession
was somewhat sluggish. Why employment numbers were slow to catch up with the overall growth still puzzles
most economists.

"I don't think anybody really understands why this happened in this recovery," says St. Louis Fed economist
Joseph Ritter, who reported on the topic in a recent issue of National Economic Trends.



Ritter says that once the ball got rolling, however, growth has been healthy—with nonfarm payroll employment
growing by 6.1 percent between February 1992 and November 1994. "Things are looking pretty typical now,"
Ritter says.

For a free copy of the issue in which Ritter's analysis appears, contact Debbie Dawe of our Public Affairs Office
at (314) 444-8809.

Proportion of New Residents by State

Rank Among 50
States District State Percentage of New Residents

20 Tennessee 21.2

21 Arkansas 21.0

26 Missouri 20.1

33 Kentucky 19.3

35 Indiana 19.1

38 Illinois 18.8

39 Mississippi 18.6

National Average:  20.9
NOTE: New residents are households that moved into the state in the 15 months prior to the 1990 Census.

SOURCE: U.S. Bureau of the Census
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Commercial Bank Performance Ratios
U.S., District and State

Return on Average
Assets (Annualized)

4th quarter 1994

3rd quarter 1994

4th quarter 1993

Return on Average
Equity (Annualized)

4th quarter 1994

3rd quarter 1994

4th quarter 1993

Net Interest Margin
(Annualized)

4th quarter 1994

3rd quarter 1994

4th quarter 1993

Nonperforming Loans2

/ Total Loans

4th quarter 1994

3rd quarter 1994

4th quarter 1993

Net Loan Losses /
Average Total Loans
(Annualized)

4th quarter 1994

3rd quarter 1994

4th quarter 1993

Loan Loss Reserve /
Total Loans

4th quarter 1994

3rd quarter 1994

4th quarter 1993

All
U.S.

1.16%

1.18

1.21

14.77%

14.98

15.52

4.42%

4.33

4.47

1.29%

1.45

1.98

0.49%

0.47

0.83

2.19%

2.28

2.43

U.S.
<$15B1

1.29%

1.31

1.25

15.06%

15.22

14.95

4.68%

4.58

4.84

1.11%

1.27

1.60

0.47%

0.44

0.71

1.97%

2.06

2.20

District

1.22%

1.26

1.27

14.27%

14.66

14.86

4.28%

4.20

4.52

0.66%

0.74

0.85

0.22%

0.18

0.37

1.65%

1.71

1.76

AR

1.28%

1.32

1.40

13.94%

14.37

15.52

4.18%

4.12

4.51

0.67%

0.69

0.87

0.12%

0.10

0.15

1.43%

1.46

1.56

IL

1.18%

1.24

1.39

12.26%

12.88

14.60

4.24%

4.15

4.82

0.90%

1.03

1.20

0.30%

0.27

0.44

1.67%

1.68

1.78

IN

1.09%

1.10

1.17

11.73%

11.82

12.53

4.23%

4.15

4.43

0.61%

0.58

0.61

0.20%

0.12

0.19

1.45%

1.48

1.49

KY

1.12%

1.14

1.12

13.04%

13.13

13.20

4.39%

4.26

4.43

0.74%

0.87

0.73

0.33%

0.23

0.47

1.63%

1.73

1.65

MS

1.12%

1.27

1.31

12.52%

13.74

14.28

4.74%

4.59

4.97

0.57%

0.66

0.84

0.25%

0.25

0.35

1.67%

1.67

1.72

MO

1.30%

1.31

1.23

16.39%

16.52

15.50

4.18%

4.12

4.34

0.57%

0.65

0.84

0.14%

0.11

0.35

1.80%

1.87

1.96

TN

1.27%

1.34

1.29

16.07%

16.98

16.77

4.30%

4.27

4.62

0.59%

0.65

0.90

0.27%

0.28

0.49

1.65%

1.72

1.87

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

4th Quarter 1994
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)

4th quarter 1994

3rd quarter 1994

4th quarter 1993

Return on average equity (annualized)

4th quarter 1994

3rd quarter 1994

4th quarter 1993

Net interest margin (annualized)

4th quarter 1994

3rd quarter 1994

4th quarter 1993

Ag loan losses / average ag loans (annualized)

4th quarter 1994

3rd quarter 1994

4th quarter 1993

Ag nonperforming loans1 / total ag loans

4th quarter 1994

3rd quarter 1994

4th quarter 1993

U.S.

1.20%

1.26

1.27

11.98%

12.48

12.78

4.39%

4.29

4.60

0.13%

0.12

0.19

1.13%

1.23

1.30

AR

1.18%

1.24

1.29

11.12%

11.84

12.34

4.13%

4.05

4.44

0.41%

0.37

0.29

0.69%

0.63

0.79

IL

1.11%

1.20

1.21

10.71%

11.55

11.78

3.99%

3.91

4.24

0.02%

-0.06

0.17

0.94%

1.17

1.87

IN

1.08%

1.16

1.20

10.64%

11.29

12.01

4.46%

4.38

4.76

-0.10%

-0.12

-0.23

0.27%

1.40

1.03

KY

1.36%

1.40

1.24

13.78%

14.25

12.75

4.45%

4.31

4.46

0.03%

0.02

0.30

1.50%

1.49

1.25

MS

1.32%

1.52

1.47

13.29%

15.44

14.10

5.00%

4.70

5.25

0.30%

0.23

1.04

1.95%

1.69

3.24

MO

1.25%

1.32

1.33

12.54%

13.21

13.53

4.34%

4.28

4.61

0.14%

0.16

0.43

0.84%

0.91

0.71

TN

1.05%

1.21

1.02

10.30%

12.60

9.61

4.11%

4.21

4.49

0.29%

0.26

0.11

0.09%

0.14

0.00

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

Commodity

Livestock & products

Corn

Cotton

Rice

Soybeans

Tobacco

Wheat

TOTAL1

Oct

.78

.30

.12

.05

.26

.06

.39

3.56

Nov

.83

.35

.12

.12

.58

.09

.36

4.36

Dec

.85

.54

.39

.10

.62

.13

.43

5.03

Year-to-date

8.80

3.94

2.68

1.01

4.33

1.30

4.05

45.70

Change from year ago

60.6%

-6.7

73.7

31.1

-5.8

-0.3

-13.1

7.3
1 Includes commodities not listed here

Indexes of Food and Agricultural Prices

Prices received by U.S. farmers2

Prices received by District farmers3

Arkansas

Illinois4

Indiana

Missouri

Tennessee

Prices paid by U.S. farmers

Production items

Other items

Consumer food prices

Consumer nonfood prices

Level

IV/94

96

122

85

93

120

128

104

106

146

150

III/94

97

126

90

104

135

136

105

106

145

150

IV/93

102

129

104

116

137

114

103

104

143

146

Growth1

III/94-IV/94

-2.7

-10.2

-20.4

-37.8

-38.9

-20.8

-3.8

0.0

2.9

2.2

IV/93-IV/94

-5.6

-5.4

-18.2

-19.9

-12.4

-9.0

1.0

1.9

2.6

2.7

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 and prices paid (1990-92=100)
3 Index of prices received for all farm products (1977=100). Indexes for Kentucky and Mississippi are unavailable.
4 (1987-91 = 100) for 1993; (1988-92=100) for 1994

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

Compounded Annual Rates of Change in
Nonagricultural Employment

United States
IV/1994 III/1994 IV/1993

Labor force
(in thousands) 131,696 131,050 128,713

Total nonagricultural
employment
(in thousands) 114,781 113,908 111,363

Unemployment rate 5.6% 6.0% 6.5%

III/1994 II/1994 III/1993

Real personal income*
(in billions) $3,840.3 $3,823.6 $3,716.4

Arkansas
IV/1994 III/1994 IV/1993

Labor force
(in thousands) 1,221.1 1,213.4 1,167.3

Total nonagricultural
employment
(in thousands) 1,045.6 1,026.6 996.6

Unemployment rate 5.1% 5.4% 6.0%

III/1994 II/1994 III/1993

Real personal income*
(in billions) $27.8 $27.7 $26.5

Illinois
IV/1994 HI/1994 IV/1993

Labor force
(in thousands) 5,975.9 5,947.4 5,967.0

Total nonagricultural
employment
(in thousands) 5,469.4 5,403.3 5,359.0

Unemployment rate 5.0% 5.8% 6.4%

III/1994 II/1994 III/1993

Real personal income*
(in billions) $188.1 $187.5 $182.3

Indiana
IV/1994 HI/1994 IV/1993

Labor force
(in thousands) 3,113.3 2,991.7 2,986.3

Total nonagricultural
employment
(in thousands) 2,693.9 2,640.6 2,618.2

Unemployment rate 4.6% 5.0% 5.1%

III/1994 II/1994 III/1993

Real personal income*
(in billions) $78.3 $78.1 $75.7
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Kentucky
IV/1994 III/1994 IV/1993

Labor force
(in thousands) 1,843.5 1,821.0 1,790.4

Total nonagricultural
employment
(in thousands) 1,601.3 1,570.4 1,539.5

Unemployment rate 5.0% 5.1% 6.0%

III/1994 II/1994 III/1993

Real personal income*
(in billions) $46.6 $46.3 $44.6

THE Regional Economist
April 1995

Mississippi
IV/1994 III/1994 IV/1993

Labor force
(in thousands) 1,256.0 1,249.8 1,219.7

Total nonagricultural
employment
(in thousands) 1,051.2 1,056.3 1,022.2

Unemployment rate 6.4% 6.1% 6.0%

III/1994 II/1994 III/1993

Real personal income*
(in billions) $28.2 $28.1 $26.9

Missouri
IV/1994 III/1994 IV/1993

Labor force
(in thousands) 2,737.8 2,682.5 2,659.4

Total nonagricultural
employment
(in thousands) 2,503.4 2,470.5 2,424.2

Unemployment rate 4.3% 4.4% 6.5%

III/1994 II/1994 III/1993

Real personal income*
(in billions) $73.8 $73.3 $69.7

Tennessee
IV/1994 III/1994 IV/1993

Labor force
(in thousands) 2,665.4 2,625.3 2,517.6

Total nonagricultural
employment
(in thousands) 2,430.2 2,396.6 2,354.7

Unemployment rate 4.0% 4.7% 5.4%

III/1994 II/1994 III/1993

Real personal income*
(in billions) $67.4 $67.4 $65.3

Total Construction Government

Manufacturing Finance, Insurance
and Real Estate

General Services

Transportation, Communication
and Public Utilities

1 Wholesale/Retail Trade

NOTE: All data are seasonally adjusted. The nonagricultural employment data reflect the 1993 benchmark revision.
* Annual rate. Data deflated by CPI, 1982-84=100.
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