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President's Message: The Cashless Society and
the Federal Reserve
Thomas C. Melzer

The story in the June 23 USA Today was startling: An East Coast furniture chain would no longer accept cash
from its customers. The chain adopted the no-cash policy after two of its employees were wounded during a
holdup. As it turns out, the new policy was not as risky a business proposition as it sounded. Less than 3
percent of the chain's business was transacted with cash. Thus, a rush of firms scrambling to follow its lead is
unlikely for the moment.

What is likely is that new forms of payment will continue to make inroads. Already, smart and debit cards are
eating into the territory of cash, credit cards and checks. "Home banking" services now enable customers to
pay bills and purchase goods electronically, using a telephone or personal computer. Several banks are even
planning to offer a full array of banking services on the Internet.

And then there's E-cash. As a recent cover story in Business Week accurately described it, "a raft of
companies are developing their own forms of electronic money...[which] moves...largely outside the
established network of banks, checks, and paper currency overseen by the Federal Reserve." What does the
Fed think about all this?

In theory, we think it's great. In pushing for electronic over paper forms of payment, the Federal Reserve has
advocated moving in this direction for years. What's different today is the accelerated pace of financial
innovation, based primarily on new technology and the emergence of new players. Will such innovation lead to
greater efficiency? Will our payments system remain safe? Will it be broadly accessible? If so, the U.S.
economy will benefit. If not, it could threaten economic expansion and stability.

It's pretty clear to me what one of the Federal Reserve's key roles in all of this should be. The Fed has a
mandate from Congress to oversee the integrity and efficiency of the U.S. payments system. As the system
increasingly reflects new technologies, the Fed must actively encourage interested parties to balance efficiency
with reliability and safety. This will require the cooperation of both banks and nonbanks, as well as the public
and private sectors. It will require, in some cases, that all parties set aside short-term competitive issues and
focus on the future, with the public interest foremost in mind.

Ultimately, the extent of our cooperative efforts today may well influence how competitive the United States will
remain in the global marketplace of the future. I'm confident that the Fed is willing and able to do its part in
providing the necessary leadership.

https://www.stlouisfed.org/authors/thomas-c-melzer
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District Economy Takes Off in '94
Kevin L. Kliesen

By several yardsticks, the pace of economic activity in 1994 in the seven states of the Eighth Federal Reserve
District was the strongest in several years.1 Unemployment rates fell to record or near-record lows in many
District states, while brisk sales at retailers and robust gains in employment contributed to real (adjusted for
inflation) income gains in the District that exceeded those for the nation. All was not wine and roses, however,
as the interest-sensitive construction sector waned considerably in the face of rising interest rates.

Like other Fed Districts, the Eighth District economy is influenced by the tugs of economic forces not only at
the state and local level, but also at the national and international level. There are several reasons for this.
First, credit markets are well-integrated, meaning that they are influenced by a host of national and
international factors. Among these are: domestic fiscal and monetary policies, the supply of and demand for
financial capital, cross-country inflation rates, interest rates and exchange rates. Second, many District firms
produce goods and services that are also traded outside of our boundaries. Income growth in Florida, Texas or
California, for example, influences the demand for goods and services produced in St. Louis (autos), Louisville
(appliances) or Memphis (package delivery services).

These influences can also extend across international borders. The recent devaluation of the Mexican peso—
because it makes Mexican goods less expensive in the United States and U.S. goods more expensive in
Mexico—is an example of a foreign disturbance that adversely affects the demand for U.S. goods and
services, such as rice and poultry from Arkansas.

An Overview of 1994

National output of final goods and services (real gross domestic product, or GDP) increased 4.1 percent last
year, the largest jump since 1984. Several factors combined to produce a powerful tonic for economic growth
in 1994. A nonaccelerating inflation rate, strong productivity gains in the business sector and the delayed
effects of an expansionary Federal Reserve monetary policy from late 1991 to early 1994 were among the
most important.

The table lists several measures that depict the strength of economic activity logged in the nation and in the
District last year. Unlike GDP estimates, which are available on a quarterly basis, gross state product (GSP)—
the state-level equivalent of GDP—is an annual measure and available only with a two- to three-year lag.
Accordingly, we must look at other measures of economic activity at the state level that are released on a more
timely basis.

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


Table 1

Selected Economic Indicators (percent)

 United States District

Indicator 1991-
93 1994 I/1995 1991-

93 1994 I/1995

Real Nonfarm Personal
Income Growth 1.9% 4.0% na 2.3% 4.6% na

Real Retail Sales 2.0 5.2 –
0.7% 2.7 5.2 2.1%

Durables 5.0 9.6 –4.3 7.2 9.2 –0.8

Nondurables 0.3 2.5 1.7 0.5 2.6 1.2

Payroll Employment Growth 0.7 3.1 2.8 1.5 3.3 3.7

Goods
Producing –1.7 2.3 2.8 0.2 3.3 3.8

Manufacturing –1.6 1.3 2.2 0.2 2.4 3.4

Construction –1.5 6.3 5.9 0.9 7.8 6.5

Mining –5.0 –1.7 –3.7 –7.7 1.4 –5.4

Service
Producing 1.3 3.3 2.8 2.0 3.3 3.7

Wholesale/Retail
Trade 0.2 3.6 3.5 1.0 3.9 6.2

Services 3.1 5.1 4.6 4.1 4.2 4.2

Government 1.0 1.4 –0.0 1.1 2.0 0.2

Finance, Insurance
and Real Estate 0.2 0.4 –0.1 1.1 1.3 0.7

Transportation
and Public
Utilities

–0.1 1.6 2.7 1.1 2.6 3.8

Unemployment Rate 6.9 6.2 5.5 6.7 5.5 4.8

Real Value of Building
Contracts 19.6 –2.4 –0.9 47.8 –9.7 –0.1

Residential 48.5 – –3.9 77.0 – –11.3

1

2

3



10.3 14.5

Nonresidential –7.3 9.4 2.7 16.5 –1.9 15.7

NOTE: na=not yet available

1. District retail sales data are deflated and seasonally adjusted by this Bank. Data for Mississippi are not available; data for durable
and nondurable sales are not available for Arkansas.

2. Unemployment rates are the average of quarterly data over the period indicated.
3. Excludes nonbuilding construction. Changes over the indicated period are simple percent changes (not compounded annual

rates) and are based on current dollar data from DRI/F.W. Dodge. This data is deflated and seasonally adjusted by this Bank.

One such measure is real nonfarm personal income (NFPI), which is a reasonable proxy for real GSP. NFPI is
basically the sum of all income accrued from: (1) wages and salaries; (2) interest and dividend income of
individuals; (3) income earned by business owners of the nonfarm sector; and (4) transfer payments, such as
veterans benefits or health insurance benefits, to individuals from the government. In 1994, District NFPI rose
4.6 percent—double the 2.3 percent rate of increase experienced over the three-year period from the fourth
quarter of 1990 to the fourth quarter of 1993 (1991 to 1993 in the table). Income increases in District states last
year exceeded the national rate of 4 percent, led by Arkansas (up 5.2 percent), Indiana (up 5.5 percent) and
Missouri (up 4.9 percent), with Tennessee (4.8 percent) and Mississippi (4.6 percent) not far behind. The
remaining two District states, Illinois and Kentucky, also posted solid real income gains, rising 4 percent and
4.3 percent, respectively.

When consumers earn more income, they can do one of two things: spend it or save it. In 1994, consumers
decided to spend it. Last year's real retail sales in the District and in the United States rose at the fastest pace
in several years, increasing 5.2 percent (at both levels). The 1994 increases were well ahead of the pace set
during the previous three-year period. Spending on durable goods like automobiles, appliances, computers
and furniture was particularly strong last year, increasing 9.2 percent in the District and 9.6 percent in the
nation. This spending pattern especially benefited Eighth District states, which have a larger share of durable
goods manufacturers compared with the nation as a whole.

Because wages and salaries make up nearly 60 percent of NFPI, employment gains and real income gains
tend to move in tandem. District nonfarm payroll employment rose 3.3 percent in 1994, or by about 536,000,
slightly exceeding the 3.1 percent increase registered for the nation.

Payroll employment growth varied considerably by state, although growth in most District states exceeded the
national rate. For example, nonfarm payrolls increased 4.8 percent in Arkansas, making it the eighth
consecutive year that the state exceeded the national rate. In Kentucky, nonfarm employment rose 3.8 percent
last year, while employment increased 3.5 percent in Missouri and 4 percent in Tennessee. Employment gains
in the remaining three states—Indiana (3.1 percent), Illinois (2.5 percent) and Mississippi (2.9 percent)—while
still strong, did not match those in other District states.

Strong payroll employment growth led to tight labor markets last year, as many firms struggled to fill available
openings. The District unemployment rate averaged 5.5 percent in 1994, down 1.2 percentage points from the
average over the previous three-year period and more than half a percentage point below the U.S. average for
the same period. In some District states, the unemployment rate was the lowest in years. For example, by the
fourth quarter of 1994, Missouri's unemployment rate, at 4.4 percent, was the lowest since mid-1979, while
Tennessee's unemployment rate, of 4.2 percent, was the lowest since early 1974.

The table also shows that one of the few weaknesses in the District last year was the construction sector. It
should be pointed out that, because 1993 was a record year for the construction industry in many areas, a
decline in construction will tend to overstate any weakness because construction activity still remains at a



relatively high level. The value of real construction contracts in District states fell 9.7 percent in 1994, after
rising nearly 48 percent over the 1991-93 period. Most of this decline stemmed from a 14.5 percent drop in the
value of residential construction contracts.

Certainly, increasing interest rates had some effect on last year's construction numbers: The average interest
rate on 30-year fixed-rate mortgages rose from 7.05 percent in the third quarter of 1993 to 9.10 percent by the
fourth quarter of 1994. An additional explanation for the slowdown is that the pace of growth in the District
construction sector—particularly home building—simply was not sustainable.

The Outlook for 1995

There is some concern about where the economy is headed at the national level, which will ultimately affect
the District economy. As shown in the table, real retail sales for the United States declined in the first quarter
for the first time in two years, while District real retail sales, although still growing, have slowed considerably.
This is a development that, unless reversed, could adversely affect economic growth for the remainder of
1995. Another area of concern is the residential housing sector, which continues to languish. While few expect
a return to the heady days of 1993, there may be some upside potential given recent declines in long-term
interest rates. Disconcertingly, however, year-to-date housing starts and building permits at the national level
are running well below last year's pace, suggesting possible further weakness in the short term. On the other
hand, nonresidential construction in the District rebounded nicely in the first quarter, bolstering construction
employment growth, while growth slowed nationally.

Another bright spot remaining in the District is employment growth, which accelerated to a 3.7 percent annual
rate in the first quarter, while employment growth nationally ebbed slightly, rising at a 2.8 percent annual rate.
Employment growth, however, that it begins to wane only after the economy begins to weaken and not before.
Given the unexpected weakness in U.S. payroll employment in the second quarter, the national economy may
be softer than many realize. If this is true, then it is only a matter of time before the slowdown filters through to
the District economy. Why? Because economic trends at the District and national levels typically do not diverge
from one another for any extended period of time. In summary, although few forecasters are predicting a
recession this year, many economists believe that economic growth in 1995 will probably be markedly slower
than last year's, with a slight uptick in unemployment rates and a further acceleration in consumer prices. If
these predictions pan out, then economic growth in the seven District states will also lag behind 1994's pace—
but perhaps still exceed the pace nationally.

Heidi L. Beyer provided research assistance.

Endnotes

1. The seven-state area comprises Arkansas, Illinois, Indiana, Kentucky, Mississippi, Missouri and
Tennessee. See back cover. [back to text]
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I Want My MTV...and My CNN... The Cable TV
Industry and Regulation
Adam M. Zaretsky

As if editing a movie once again because the last cut was not just right, the U.S. Congress is considering
deregulating the cable television industry after re-regulating it just three years ago. This follows the initial
deregulation of the cable TV industry 10 years ago. Much of the regulatory volatility since 1984 arose because
of great leaps in technology and changing opinions about what other industries or forms of entertainment
compete with cable TV. Regardless of the reasons, however, the on-and-off nature of regulation in this industry
makes it a case study of the economics of regulation, with particular attention to the concepts of barriers to
entry, rate regulation and natural monopoly, all of which play an important role in this industry.

A Cable Retrospective

Cable television began in the 1940s as a way to bring broadcast television signals to remote areas with poor
reception. By the 1960s, cable operators started importing signals from stations in distant cities in the hope of
attracting customers with greater variety. Perceiving these imported signals as a threat to their market shares,
local broadcast stations petitioned the Federal Communications Commission (FCC) to intervene on their
behalf. The FCC, favoring the local broadcast signals, restricted the cable operators' ability to import distant
signals. At the same time, it instituted its "must-carry" rules (see glossary for definitions of cable terms).

The FCC's control over cable systems greatly increased in 1972 when it adopted a new set of comprehensive
rules specifying minimum technical standards and franchise requirements. At the same time, the FCC pre-
empted state and local regulation of pay cable services, established ceilings for franchise fees and relaxed the
restrictions on importing distant signals, as long as they were taken from the closest Top-25 market. By the late
1970s, a series of adverse court rulings and the commission's more pro-competitive stance led to the removal
of many of these restrictions.

The FCC was not the only agency with which these cable companies had to deal, however. A myriad of state
and local regulations covering basic cable services created a complex working environment for any company
operating in multiple communities across the country. This environment made cable TV deregulation a natural
and extremely important part of a larger telecommunications deregulation package in the 1980s.1 This move to
allow the market to allocate resources in this sector of the economy culminated with the Cable Franchise and
Communications Policy Act of 1984 (Cable Act of 1984), which effectively deregulated cable TV.

Glossary of Cable TV Terms
Basic cable service: includes re-transmission of local TV channels, but may also include such cable
channels as CNN, ESPN, C-Span and "super stations," offered as a single level of service or as two or
more "tiers" of service.



Cable system penetration: the total number of subscribers divided by the number of homes
accessible to cable.

Franchise fee: the licensing fee paid to the cable system's governing municipal authority. Cable
systems cannot operate without a franchise.

Must-carry rules: require cable systems to carry the signals of all TV stations licensed to a community
within 35 miles.

Pay cable service: refers to premium channels like HBO or Showtime that are usually scrambled and
require a decoding box to view.

Regulation Off...and On Again

The Cable Act of 1984 had three main provisions: It 1) removed the rate restrictions for basic cable TV service
in communities where operators faced "effective competition" from other media; 2) restricted the ability of local
franchise authorities to deny renewals to firms when their contracts expired; and 3) permitted local franchise
authorities to require that some channel capacity be devoted to public, educational and governmental use. The
FCC defined "effective competition" as the availability of three or more, unduplicated, over-the-air television
channels—for example, ABC, CBS and NBC—in the cable system's market area. Based on this definition,
about 97 percent of all cable systems were free from rate regulation by Dec. 29, 1986, the effective date of
deregulation.



Chart 1

Cable Prices and Regulation

NOTE: As the chart above illustrates, cable prices increased dramatically during the period of deregulation, then moderated somewhat
under re-regulation. The moderation 
was not as striking as anticipated, though.

SOURCE: Bureau of Labor Statistics and Federal Communications Commission

Market Forces Take Over

After deregulation, many changes occurred in the cable industry, not the least of which were price hikes. As
then-Sen. Albert Gore Jr. put it: "Precipitous rate hikes of 100 percent or more in one year have not been
unusual since cable was given total freedom to charge whatever the market will bear.... Since cable was
deregulated, we have also witnessed an extraordinary concentration of control and integration by cable
operators and program services, manifesting itself in blatantly anticompetitive behavior toward those who
would compete with existing cable operators for the right to distribute services" (Congressional Record, May
18, 1989). Gore's sentiments were later supported by findings in both government and academic studies.

According to a 1990 General Accounting Office (GAO) report, the average rate for the lowest tier of basic
service increased 43 percent—from $11.14 to $15.95 per month—between Nov. 30, 1986, and Dec. 31,1989.
For this higher rate, the subscriber received an average of seven additional channels (from 24 to 31). During
the same period, the average rate for the most popular level of service increased 39 percent—from $11.71 to
$16.33 per month. This subscriber also received an average of seven additional channels (from 27 to 34). In
comparison, the Consumer Price Index rose about 14 percent between December 1986 and April 1991.

As cable prices increased rapidly, cable TV, during these first three years of deregulation, became available to
14 percent more homes than previously. Just a small number of the newly accessible homes chose to
subscribe, however, and cable penetration rates increased by only 2 percentage points to 58 percent. (See the
accompanying map for current cable penetration rates by state.)



In a follow-up report in 1991, the GAO reported that the average rate for the lowest tier of basic service
increased another 9 percent—to $17.34 per month—between Dec. 1, 1989, and April 1, 1991. With this higher
rate, the subscriber actually lost one channel previously received, making the average number of channels
received 30. During the same period, the average rate for the most popular level of service increased another
15 percent—to $18.84 per month. This rate gave the subscriber one additional channel, making the average
number of channels received 35. In comparison, the Consumer Price Index rose about 7 percent between
December 1989 and April 1991.

The GAO also noted that, during this year and a half, the number of cable companies offering more than one
tier of basic service increased sharply—from 17 percent to 41 percent. Typically, cable companies began
offering a basic package—just the major networks and one or two distant channels—and an "expanded" tier
that included the rest of the commonly viewed cable channels, like CNN or ESPN. This change was a reaction
to proposed legislation in the early 1990s that would have re-regulated only the lowest-priced tier of basic
service. In fact, the final legislation that was passed and signed in 1992 did just that.

In response to the rate hikes experienced after deregulation, the FCC in June 1991 actually beat Congress to
the punch and redefined "effective competition" to try to increase the number of cable systems that would be
subject to rate regulation. It did so very simply by increasing the required number of unduplicated, over-the-air
broadcast signals in the system's area from three to six. It also decreed that effective competition would exist if
another multichannel service—a cable system or home satellite dish, for example—available to at least 50
percent of the homes accessible to cable TV, had at least 10 percent of these homes subscribing. This
redefinition, though, would only affect about 41 percent of the cable systems, which serve about 20 percent of
the nation's subscribers, according to the GAO's 1991 report.

Is Re-Regulation the Answer?

Sometimes lost among the bits of information about price hikes and channel availability is the fact that people
willingly chose to pay higher prices for cable TV. One of the original arguments supporting deregulation was
that enough substitutes existed to foster competition in the market without any government intervention. To try
to quantify the effects of these options on the industry, researchers looked at demand patterns and elasticities
—measures of how the demand for a productor service responds to changes in prices—for cable TV and its
substitutes and complements.

Mayo and Otsuka undertook such a study to compare consumer demand for cable TV both before and after
deregulation. One of their findings was that at the prevailing price levels in the early 1980s (before
deregulation), the demand for basic cable service was generally in elastic—not very responsive to price
changes—while the demand for pay services was generally elastic—quite responsive to price changes. This
suggests that prices for basic cable service could increase without much loss in demand, while similar price
increases for pay services would lead to sharp declines in demand. This conclusion is further supported by
Rubinovitz, who found that there was no change in the demand elasticity for either basic or pay cable services
between regulation and deregulation. This means that even though the environment in which cable systems
operate had changed, the fundamental demand structure of the market had not.



Chart 2

Cable Penetration Rates | September 1994

Eighth District Penetration Rates

Designated Market Area Rate

Bowling Green, KY 53

Columbia-Jefferson City, MO 56

Evansville, IN 58

Fort Smith, AR 62

Jackson,TN 59

Jonesboro, AR 67

Little Rock-Pine Bluff, AR 58

Louisville, KY 60

Memphis, TN 58

Paducah, KY/Cape Girardeau, MO/Harrisburg-Mt. Vernon, IL 55

Quincy, IL/Hannibal, MO/Keokuk, IA 56

Springfield, MO 47

St. Louis, MO 50
SOURCE: A.C. Nielsen Company



Mayo and Otsuka also found that the demand for basic service in rural areas was generally inelastic, while the
demand in urban areas was generally elastic. This makes intuitive sense: Consumers are better able to
receive over-the-air broadcast signals in urban areas than in rural areas, which, in turn, suggests that the
demand for cable services in urban areas should be more sensitive to price changes. Finally, the authors
showed that the regulation of basic cable rates in the early 1980s led to prices that were above marginal cost,
but below the levels that would have prevailed had the regulation been either absent or completely nonbinding.
This last finding is evidence of a natural monopoly (see below).

Carroll and Lamdin also found that the cable industry is a natural monopoly and argued that this finding is
consistent with statements from cable industry executives, who generally lobby against rate regulation. The
authors inferred from these statements that the executives either believe that their industry faces effective
competition, so that no rate regulation is needed, or know that their industry has monopoly power, so that no
regulation is desired. To further support the natural monopoly conclusion, Carroll and Lamdin also discovered
that the prices of cable company stock declined in response to announcements of lower entry barriers, which
further suggests elements of natural monopoly and supports the notion that regulation would promote
efficiency in the industry.

Deregulation in the Offing, Again?

Just three years since cable television's re-regulation in 1992, debate to deregulate has already begun, fueled
by great advances in technology and the desire of the seven regional telephone companies (or Baby Bells) to
enter the market. The proposed Telecommunications Competition and Deregulation Act of 1995 (Senate bill)
and Communication Act of 1995 (House bill) would not only remove the current rate regulation, but also allow
other industries to offer consumers the type of video services currently available only from cable companies.
The Baby Bells have already sought court approval for entrance into the cable market, buoyed by the merging
of voice and video into a single system, which is close to becoming a technological reality. The National Cable
Television Association, pointing to the arrival of new TV signals via satellite dish, telephone line and wireless
technology, supports deregulation because, "Consumers have a choice for TV that didn't exist before."2

These bills would remove barriers to entry in the cable industry, allow cable operators to provide
telecommunications services, and allow cross-ownership between providers of common carrier video
programming (like telephone companies) and cable companies. The Baby Bells acknowledge, however, that
even if they were allowed to enter the cable market today, they are still two to three years away from offering
widespread video services. Thus, the most threatening competition to the cable industry will probably not
appear for at least 24 months.

Effective deregulation could occur before passage of this legislation, though, if the FCC chooses to redefine
"effective competition" again. Such a move would potentially reduce the number of cable systems that are
subject to rate regulation. Currently, effective competition exists if less than 30 percent of the households in the
system's area subscribe, or if another multichannel service, available to at least 50 percent of the cable-ready
homes, has at least 15 percent subscribing.3 Whether the legislation passes or not, the FCC will still have a
role in determining if a cable system's rate for service is reasonable. Essentially, if a rate "substantially
exceeds" the national average for comparable cable service, the FCC can intervene.

More for Less, That's What We All Want

With or without regulation, the cable industry will be very different five or 10 years from now. The Baby Bells
will probably be allowed to enter the cable market and will probably offer video services that even cable
companies will not because of the interactive and switching technologies currently available in the
telecommunications industry. Until this type of competition arrives, though, the question of whether cable
television should remain a regulated industry is difficult to answer.



Recent studies have shown that elements of natural monopoly do exist in the industry, supporting the notion
that regulation might still be justified. Cable companies, on the other hand, point out that during deregulation
the industry experienced great advances in technology and offerings. Were these advances worth the cost to
achieve them? In other words, were the higher rates paid during deregulation worth the outcome? Many would
say yes. And many actually did say yes by continuing their cable subscriptions. Opponents of deregulation
argue that even though regulation is not ideal, true competition does not yet exist; thus, why give the industry
the best of both worlds: no competition and no rate restrictions? Subscribers paid the higher rates, they argue,
because there were no viable alternatives.

Which is the best outcome for the market? There is no simple answer. But it looks as if we may have to wait
and see if other industries, like telephone companies, enter the cable market with comparable video services.
If they do, we will probably see great improvements in service and offerings without the gouging price hikes
many fear.

Why Regulate the CABLE TV Market?
One of Congress' goals with cable TV deregulation was to increase competition and provide for an
orderly transition from regulated to competitive markets. By increasing competition, Congress hoped to
spur innovation and new services. But if deregulation increases competition and spurs innovation, then
what economic purpose could regulation have served in the first place?

Natural Monopolies

The most common reason to regulate an industry is because it is a natural monopoly. In a nutshell, this
means that the firm's costs of production grow smaller as the level of output rises because of large
economies of scale. Economies of scale exist when most of a firm's production costs are fixed and
incurred upfront, implying that it can supply additional customers without increasing its costs by much.
In fact, the firm's marginal cost of production—the cost incurred to produce the last unit of output—
actually declines as it produces more. As the firm's marginal cost declines, so does its average cost.
This creates a barrier to entry in the market: One large firm is more efficient at producing any level of
output than a set of smaller firms competing with each other. This scale of efficiency essentially
prevents another firm from entering the market and effectively competing with the established firm.
Public utilities are an obvious example: Once an electric company has established its network of lines, it
would be costly and inefficient for another company to enter the market and set up a system of parallel
lines.

A natural monopoly, like most firms in the economy exists to earn profit. To maximize this profit, it
carefully chooses how much to produce, based on demand and production costs. In practice, however,
the profit-maximizing level of output of a natural monopoly generally falls below the level of service
demanded by the community. Therefore, the government usually intervenes.

The government's problem is to decide how much to allow this regulated firm to charge for its product.
Economic theory tells us that efficiency occurs when the price charged equals the marginal cost of
production. This pricing scheme will not work in a natural monopoly, however, because its declining
costs imply that marginal cost is always less than average cost.4 Setting the price at marginal cost will
earn the firm less than its average cost of producing each unit of output, causing the company to lose
money on each unit. A solution, then, is to let the firm charge a price greater than marginal cost,
preferably its average cost.

Is the Cable TV Industry a Natural Monopoly?



The rationale for regulating the cable TV industry has generally been that it is a natural monopoly. Only
after deregulation, though, were analysts able to observe the market without government rate restraint
to determine if this supposition was correct. The findings from these studies did show that after
deregulation in 1984, the cable TV industry began to exercise market power (it acted as a monopoly),
leading to price increases greater than those anticipated at the time of deregulation.5 In fact, Rubinovitz
found that 43 percent of the price increase in cable TV rates after deregulation came from an increased
exercise of market power. Cost and quality improvements appear to explain the rest of the increase.

 

Thomas A. Pollmann provided research assistance.

Endnotes

1. Recall that in the early 1980s, AT&T was still the only company in the country offering local and long-
distance telephone service. Deregulation was also occurring in many other industries—for example,
trucking, airlines and banking—during this period. [back to text]

2. See Robichaux (1995). [back to text]
3. This latest revision of the definition occurred in April 1994. [back to text]
4. To understand this idea, think of a student's report card. The grade point average is analogous to

average cost, while the grade in any particular class is analogous to marginal cost. If the student has a
"B" grade point average, and then receives a "C" in a class, the grade point average will fall. In other
words, whether the marginal grade is greater or less than the average determines how the average will
move. The same is true for marginal and average costs. [back to text]

5. See, for example, Carroll and Lamdin (1993), Rubinovitz (1993) and Mayo and Otsuka (1991) for
findings that cable TV companies acted as monopolists after deregulation. [back to text]
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Should We Ax the Capital Gains Tax?
Andrew P. Meyer

The battle over whether to cut the U.S. capital gains tax is raging again, spurred in part by provisions in the
House Republicans' "Contract with America" which would reduce the tax rate on capital gains and index gains
for inflation.

The issue of capital gains taxation is a divisive one. On the one side are those who argue that taxing income
from capital reduces savings and investment incentives and, thus, greatly dampens the nation's long-term
prospects for increased productivity and economic growth.

On the other side, however, are critics who argue that these productivity gains are exaggerated and that it is
fundamentally unfair to give preferential tax treatment to people earning capital income, while those who earn
primarily wage income are forced to carry a full burden. Proponents counter, however, that capital gains from
the stock market are the result of retained earnings that have already been taxed once through the corporate
profit tax, so the unfairness lies in the current "double taxation" of capital gains. The resolution of this struggle
may have significant effects on individual taxpayers, the budget deficit and the economy's long-term growth
prospects.

Theory vs. Experience

Capital gains income can arise from a variety of sources. If you sell your stocks, bonds, home or other property
for more than you paid for them, you must claim the appreciation in those assets as capital income on your tax
return. The capital gain from the sale of your home can usually, with certain restrictions, be rolled over into the
purchase of a new home to protect the gain from taxation. Although many individuals are affected by capital
gains taxation in all these areas, economists and policymakers usually focus on stocks and bonds because of
the implications they have on the long-term growth prospects for the economy.

Economic theory tells us that when the cost of funds goes down, firms will use the opportunity to borrow more
funds so that they can increase their investment in new property and equipment. Taxing capital gains
effectively increases the cost of funds to firms because it reduces the after-tax return to stockholders. In other
words, if potential stockholders knew that they would not have to pay taxes on the appreciation of their assets,
they would be willing to pay a higher price for new issues of stock. If firms could raise larger amounts of funds
selling their own shares, they would not have to resort to other, possibly more costly, methods of raising funds,
such as selling bonds or taking out bank loans. It follows that if there is a cut in the capital gains tax rate, the
resulting decrease in the cost of capital should spur investment and increase the long-term growth rate of the
economy.

Although this behavioral effect does not, in theory, raise much controversy, many researchers have called into
question its real-world relevance for two reasons. First, it could be that changes in the capital gains tax rate
have only small effects on potential stockholders' incentive to buy stock and, consequently, on the overall cost
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of capital. If this is true, then policymakers wishing to reduce firms' capital costs might do so more directly
through an investment tax credit.1

Second, if changes in the overall cost of capital have only small effects on aggregate investment, then
attempting to generate more investment through such a tax policy might be ineffective. For example, firms may
base their capital investment decisions primarily on their expected future sales, with little regard for the current
cost of financing the investment. The true magnitude of the investment effect lies at the heart of the current
debate, but several other arguments both for and against the preferential tax treatment of capital gains income
merit examination, as well.

The Case for a Lower Tax

Several disadvantages to treating capital gains as ordinary income exist. First, the taxation of capital gains only
when an asset is sold results in the "bunching" of income at those times. Under a progressive income tax
system, if an asset is held for a number of years, taking all of the profit as income in one year could push a tax
payer into a higher tax bracket than he would have been in had the gains been realized as they accrued.2

A more troubling aspect of this bunching is the effect of inflation on the return to stockholders and, thus, on
their willingness to buy stock. Because capital gains currently are not indexed for inflation, some of the
perceived gain is illusory and represents no real increase in purchasing power. For example, if you buy stock
worth $1,000 today, sell it for $1,500 in 10 years, and pay taxes on the entire $500 appreciation, much of your
taxable income from the sale would come from aggregate inflation instead of an increase in the real value of
the stock. In extreme cases, the effective tax rate on the real capital gain may exceed 100 percent.

Probably the most troubling feature of the capital gains tax is the "lock-in" effect. If individuals face a high tax
rate, they are unlikely to sell their securities and pay taxes on the capital gain. This lock-in effect is especially
problematic for small, start-up companies because investors who are"locked" into previous investments have a
reduced incentive to sell those stocks in favor of new offerings by young companies.

The problem is made worse by the fact that when investors leave assets to their heirs, the heirs can usually
avoid paying taxes on the assets' appreciation from the original purchase price. In the previous example, if
instead of selling your stock at $1,500, you held on to it and left it to your heirs, they could sell it immediately
upon receiving it and pay no taxes on the capital gain you accrued during your lifetime. This effect creates a
strong disincentive for many people to sell assets, especially ones they have held for many years.

The Case for the Status Quo

Although there are many recognized drawbacks to a relatively high capital gains tax rate, the arguments
against cutting the rate are also compelling. The opposition is based on several grounds. First, although there
would be an initial rise in government tax revenue, most researchers agree that this rise would be transitory,
based only on the increased asset sell-off immediately following the tax change. In the long-run, the
government would have to cut spending or raise taxes in other areas unless it chose to incur even greater
deficits.

Second, a reduction in the tax rate would further undermine the progressivity of the tax system because
relatively wealthy individuals tend to receive capital income (see Table 1). The magnitude of this effect is
difficult to pin down, however, since investors' behavior would inevitably change following any tax law
modification. For example, if you knew that your capital gains would be taxed at a lower rate than other types
of income, you would probably rearrange your portfolio to make sure that as much income as possible looked
like capital gains rather than other types of income. Not surprisingly, substantial disagreement about the
relative impact of a tax cut on various income groups exists. The Treasury Department estimates that the most



recently proposed capital gains tax cut would reduce by almost 10 percent the total tax bill for Americans
earning more than $200,000, while the Congressional Joint Committee on Taxation estimates the effect at less
than 3 percent.3

Table 1

Who Benefits from Reducing Taxes on Capital? 
Distribution of Family Income by Source, 1988

Income Level Capital Labor Transfer Payments Other

Bottom 10% 6.7 23.9 62.4 7.0

Second 10% 6.3 39.9 47.0 6.8

Third 10% 7.8 60.3 24.8 7.1

Fourth 10% 9.5 67.3 16.1 7.2

Fifth 10% 9.7 72.2 11.3 6.8

Sixth 10% 9.8 76.9 8.0 5.4

Seventh 10% 10.3 78.8 5.9 5.0

Eighth 10% 9.4 82.3 4.3 4.0

Ninth 10% 10.0 83.4 2.8 3.8

Top 10% 28.9 66.7 1.4 3.0

Top 5% 35.5 60.7 1.1 2.7

Top 1% 47.8 50.5 0.4 1.2

All Levels 16.6 72.3 6.8 4.4
NOTE: Households in the lowest 10 percent of the income distribution earn only 6.7 percent of their income from capital, while those in the
top 10 percent earn 28.9 percent. Those in high income brackets who receive the bulk of capital income, however, also bear most of the
risks associated with certain investments in new assets or ventures.

SOURCE: Congressional Budget Office, The Changing Distribution of Federal Taxes: 1975-1990, p. 67.

In addition, allowing capital income to escape full taxation may spawn many economically inefficient schemes
to disguise income as capital gains for tax purposes, rather than putting it toward its most efficient use. Much of
the overbuilding of the real estate market in the early 1980s, for example, has been blamed on tax-induced
incentives, rather than market forces. Although we would like to encourage people to invest in small, high-
growth firms, it is possible to have too much investment in this sector if it comes at the expense of slower-
growing, but more stable, firms.

And the Answer Is...

In the final analysis, it is an empirical issue whether the costs of a capital gains tax reduction outweigh its
benefits. We need more accurate estimates of whether or how much investment will increase and what will
happen to long-run government revenue before we can determine the best policy from an economic
perspective. From a political perspective, lawmakers must figure out how to sell a policy that encourages
economic growth, which benefits everyone in the long run, but which many voters perceive as benefiting only
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the rich. In the coming months, Congress and the president will be hard-pressed to strike an acceptable
balance.

Thomas A. Pollmann provided research assistance.

Endnotes

1. An investment tax credit allows firms to charge off investment spending directly against their taxable
income, thus reducing their total tax burden and directly reducing the cost of investment. The
investment tax credit was revoked in the Tax Reform Act of 1986, along with several other benefits to
capital, such as assorted tax deferrals, individual retirement accounts and partial exclusions for capital
gains. In return, Congress lowered the marginal tax rates for individuals and corporations. [back to text]

2. This argument has lost some force, however, because income tax rates became less progressive
following the Tax Reform Act of 1986. [back to text]

3. See Harper (1995). [back to text]
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Pieces of Eight: News Bulletins from the Eighth
Federal Reserve District
Building a Better Mousetrap

In our continuing effort to produce publications that better serve our readers, we recently instituted a number of
changes in two of our statistical publications: Monetary Trends and International Economic Trends, formerly
International Economic Conditions. The changes were based on responses to reader surveys.

The Monetary Trends (MT) publication now features more charts; for example, readers will now find charts on
small time and savings deposits. International Economic Trends (IET) saw even more substantive changes to
its content. We added an additional measure of the stock of money, as well as information on international
trade and services for each G-7 country. The new IET also sports more tables to make it easier for readers to
draw cross-country comparisons on variables like inflation and unemployment.

We hope regular readers of MT and IET will find these changes give you more of the economic data you want.
And for those of you unfamiliar with either of these publications, or National Economic Trends, which was
revised earlier this year, we invite you to call Cindy Davis of our Public Affairs Office at (314) 444-8808 for a
free copy.

Narrowing Our Focus

When the 12 members of the Federal Reserve's Federal Open Market Committee sit down to deliberate about
monetary policy eight times a year, they have a tough task at hand: Decide what to do with the nation's money
supply. What makes the job so tough is that the committee members are trying to achieve multiple goals when
they make their decision. And the goals, such as promoting "sustainable growth in output," are so vaguely
defined that the direction the country needs to head in threatens to become so, too.

In the St. Louis Federal Reserve Bank's 1994 annual report, President Thomas C. Melzer says that the current
method of monetary policymaking "might inhibit the Fed from doing all it can to enhance real incomes and
raise the standard of living in the United States." Instead, Melzer says, the Federal Reserve should take the
tack other countries have recently and target one goal only: price stability.

For a free copy of the report, which includes a detailed analysis of the sole-goal argument, contact Debbie
Dawe of our Public Affairs Office at (314) 444-8809.

Does Money Matter?

A group of more than 100 academics and economists from around the world met to explore this age-old
economics question at the St. Louis Federal Reserve Bank's 19th annual Economic Policy Conference, held
last October. During the conference, four papers—all dealing with how monetary policy affects the real
economy and prices—were presented by the economists who wrote them.



A panel discussion on the same topic was also held. The papers, along with critiques of them by other
economists, have been compiled in a special issue of the Review, the Bank's economics journal. For a free
copy of this conference proceedings issue, please call Debbie Dawe of our Public Affairs Office at (314) 444-
8809.

After the Boom: Single-Family Building Permits by State

Rank Among 50 States District State 1995 Permits as a % of 1994

9 Kentucky 99.0

14 Mississippi 94.2

21 Illinois 90.2

23 Tennessee 89.5

29 Arkansas 85.6

31 Indiana 83.3

39 Missouri 79.4

National Average  85.2
NOTE: Percentage is calculated based on 1994 and 1995 year-to-date totals through April.

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)

1st quarter 1995

4th quarter 1994

1st quarter 1994

Return on Average
Equity (Annualized)

1st quarter 1995

4th quarter 1994

1st quarter 1994

Net Interest Margin
(Annualized)

1st quarter 1995

4th quarter 1994

1st quarter 1994

Nonperforming Loans2

/ Total Loans

1st quarter 1995

4th quarter 1994

1st quarter 1994

Net Loan Losses /
Average Total Loans
(Annualized)

1st quarter 1995

4th quarter 1994

1st quarter 1994

Loan Loss Reserve /
Total Loans

1st quarter 1995

4th quarter 1994

1st quarter 1994

All
U.S.

1.09%

1.16

1.15

14.02%

14.86

14.69

4.46%

4.44

4.10

1.32%

1.29

1.86

0.36%

0.49

0.46

2.16%

2.19

2.42

U.S.
<$15B1

1.28%

1.30

1.27

14.88%

15.24

14.79

4.75%

4.73

4.60

1.10%

1.12

1.53

0.39%

0.48

0.41

1.93%

1.97

2.19

District

1.22%

1.22

1.25

14.22%

14.25

14.48

4.33%

4.28

4.26

0.66%

0.66

0.82

0.15%

0.22

0.16

1.64%

1.65

1.77

AR

1.19%

1.28

1.28

13.07%

13.93

14.00

4.25%

4.18

4.26

0.68%

0.67

0.83

0.08%

0.13

0.12

1.42%

1.43

1.58

IL

1.15%

1.18

1.24

11.99%

12.25

12.77

4.47%

4.24

4.37

0.97%

0.90

1.14

0.28%

0.30

0.25

1.71%

1.67

1.79

IN

1.21%

1.09

1.06

13.05%

11.73

11.23

4.46%

4.23

4.23

0.55%

0.61

0.57

0.16%

0.20

0.09

1.43%

1.45

1.53

KY

1.19%

1.12

1.24

13.74%

13.04

14.18

4.23%

4.39

4.25

0.78%

0.74

0.78

0.10%

0.33

0.24

1.65%

1.63

1.69

MS

1.39%

1.10

1.22

15.71%

12.28

13.30

5.05%

4.74

4.63

0.61%

0.57

0.82

0.16%

0.25

0.12

1.71%

1.67

1.77

MO

1.28%

1.30

1.23

16.04%

16.39

15.50

4.21%

4.18

4.11

0.53%

0.57

0.77

0.16%

0.14

0.07

1.75%

1.80

1.94

TN

1.15%

1.27

1.34

14.48%

16.07

17.26

4.33%

4.30

4.35

0.58%

0.59

0.84

0.15%

0.27

0.28

1.63%

1.65

1.86

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

1st Quarter 1995
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)

1st quarter 1995

4th quarter 1994

1st quarter 1994

Return on average equity (annualized)

1st quarter 1995

4th quarter 1994

1st quarter 1994

Net interest margin (annualized)

1st quarter 1995

4th quarter 1994

1st quarter 1994

Ag loan losses / average ag loans (annualized)

1st quarter 1995

4th quarter 1994

1st quarter 1994

Ag nonperforming loans1 / total ag loans

1st quarter 1995

4th quarter 1994

1st quarter 1994

U.S.

1.22%

1.20

1.23

12.03%

11.97

12.25

4.59%

4.38

3.68

0.08%

0.13

0.02

1.48%

1.13

1.52

AR

1.20%

1.18

1.23

11.31%

11.12

11.64

4.20%

4.13

3.42

-0.17%

0.41

0.63

0.83%

0.69

1.04

IL

1.18%

1.11

1.13

11.18%

10.69

10.94

4.14%

3.99

3.31

-0.08%

0.02

0.02

1.43%

0.94

1.69

IN

1.15%

1.08

1.29

11.69%

10.64

12.25

4.74%

4.46

3.92

0.03%

-0.10

-0.07

0.28%

0.27

0.24

KY

1.48%

1.36

1.32

14.96%

13.80

13.46

4.72%

4.45

3.69

0.35%

0.03

-0.05

1.48%

1.50

1.62

MS

1.53%

1.32

1.47

16.26%

13.29

13.94

5.00%

5.00

4.01

0.04%

0.30

0.04

3.50%

1.95

4.91

MO

1.25%

1.25

1.30

12.56%

12.54

13.20

4.54%

4.34

3.69

-0.25%

0.14

0.19

1.09%

0.84

1.15

TN

1.25%

1.05

1.14

12.31%

10.29

10.96

4.22%

4.11

3.40

-0.54%

0.29

-0.05

0.00%

0.09

0.19

U.S. Agricultural Exports by Commodity

Commodity

Livestock & products

Corn

Cotton

Rice

Soybeans

Tobacco

Wheat

TOTAL1

Jan

.70

.51

.40

.09

.54

.14

.39

4.47

Feb

.80

.54

.52

.08

.56

.14

.42

4.81

Mar

.89

.55

.55

.08

.51

.14

.41

5.04

Dollar amounts in billions

Year-to-date

4.95

2.97

2.22

.57

3.26

.79

2.42

28.38

Change from year ago

106.0%

33.9

128.7

23.9

13.3

17.7

9.4

23.4

Includes commodities not listed here

Indexes of Food and Agricultural Prices

Prices received by U.S. farmers2

Prices received by District farmers3

Arkansas

Illinois

Indiana

Missouri

Tennessee

Prices paid by U.S. farmers

Production items

Other items

Consumer food prices

Consumer nonfood prices

Level

I/95

99

122

91

94

124

133

106

108

147

152

IV/94

96

122

85

93

120

128

104

106

146

150

I/94

105

136

107

110

141

150

106

106

143

147

Growth1

IV/94-I/95

10.0

-2.2

29.3

4.4

15.3

17.7

7.9

7.8

1.8

3.3

I/94-I/95

-5.7

-10.5

-15.2

-14.8

-12.1

-10.9

0.0

1.9

2.9

2.9

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 Indexes for Kentucky and Mississippi are unavailable.

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
I/1995 IV/1994 I/1994

Labor force
(in thousands) 132,318 131,696 130,711

Total nonagricultural
employment
(in thousands) 116,078 115,329 112,655

Unemployment rate 5.5% 5.6% 6.6%

IV/1994 III/1994 IV/1993

Real personal income*
(in billions) $3,889.7 $3,831.5 $3,745.7

Arkansas
I/1995 IV/1994 I/1994

Labor force
(in thousands) 1,228.5 1,224.3 1,185.3

Total nonagricultural
employment
(in thousands) 1,067.2 1,055.9 1,014.3

Unemployment rate 5.3% 5.1% 5.5%

IV/1994 III/1994 IV/1993

Real personal income*
(in billions) $28.2 $27.9 $27.1

Illinois
I/1995 IV/1994 I/1994

Labor force
(in thousands) 6,092.9 5,981.4 6,015.0

Total nonagricultural
employment
(in thousands) 5,555.8 5,513.3 5,408.8

Unemployment rate 5.0% 5.1% 6.3%

IV/1994 III/1994 IV/1993

Real personal income*
(in billions) $191.5 $188.8 $183.9

Indiana
I/1995 IV/1994 I/1994

Labor force
(in thousands) 3,161.7 3,128.8 3,015.2

Total nonagricultural
employment
(in thousands) 2,775.5 2,745.4 2,687.4

Unemployment rate 4.2% 4.7% 5.1%

IV/1994 III/1994 IV/1993

Real personal income*
(in billions) $80.7 $79.3 $76.6
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Kentucky
I/1995 IV/1994 I/1994

Labor force
(in thousands) 1,877.3 1,849.7 1,802.9

Total nonagricultural
employment
(in thousands) 1,627.3 1,622.3 1,570.7

Unemployment rate 4.7% 5.0% 5.7%

IV/1994 III/1994 IV/1993

Real personal income*
(in billions) $46.6 $46.0 $44.8

! Regional Economist
July 1995

Mississippi
I/1995 IV/1994 I/1994

Labor force
(in thousands) 1,256.4 1,267.9 1,238.2

Total nonagricultural
employment
(in thousands) 1,061.0 1,048.2 1,017.2

Unemployment rate 5.4% 6.9% 6.6%

IV/1994 III/1994 IV/1993

Real personal income*
(in billions) $28.8 $28.6 $27.4

Missouri
I/1995 IV/1994 I/1994

Labor force
(in thousands) 2,777.6 2,734.4 2,665.9

Total nonagricultural
employment
(in thousands) 2,541.6 2,512.7 2,441.1

Unemployment rate 4.6% 4.4% 5.6%

IV/1994 III/1994 IV/1993

Real personal income*
(in billions) $75.3 $73.7 $72.0

Tennessee
I/1995 IV/1994 I/1994

Labor force
(in thousands) 2,656.5 2,705.7 2,602.3

Total nonagricultural
employment
(in thousands) 2,477.1 2,453.8 2,384.7

Unemployment rate 4.0% 4.2% 5.2%

IV/1994 III/1994 IV/199;

Real personal income*
(in billions) $69.2 $68.1 $66.0

Total

1 Manufacturing

Construction Government

Finance, Insurance
and Real Estate

General Services

Transportation, Communication
and Public Utilities

Wholesale/Retail Trade

NOTE: All data are seasonally adjusted. The nonagricultural employment data reflect the 1994 benchmark revision.
* Annual rate. Data deflated by CPI, 1982-84=100.
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