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The Fed’s review of banking merger
and acquisition applications has
drawn fire from both sides of the fence
recently.  Bankers say the review
process is too cumbersome.  Others—
such as community groups—say the
Fed approves the transactions too
quickly and gives short shrift to public
comments about them. 

The reality is that every merger or
acquisition proposal we receive gets an
appropriately thorough review, one
that is conducted by Reserve Bank
staff members who have a broad range
of expertise:

• Fed financial analysts review the
financial and managerial aspects of
the proposal.  Will the resulting orga-
nization have sound asset quality,
sustained profitability and remain well
capitalized?  Is the proposed manage-
ment capable of handling the chal-
lenges that come with a larger
organization?

• Fed economists review the pro p o s-
a l ’s competitive aspects.  Will competi-
tion between depository institutions
decline significantly in any market
s e rved by the larger organization?  Are
t h e re likely to be increases in eff i c i e n c y
or other public benefits?

• Fed attorneys review the transac-
tion for compliance with federal and
state banking laws and regulations.
Does the proposal, for example, violate
restrictions on interstate acquisitions?

Feedback from other federal super-
visory agencies, as well as the public, 
is also taken into account.  When the
comments allege discrimination or defi-
ciencies in a bank’s lending, investment
or other services to low- and moderate-
income borrowers, our Community
Affairs officer will arrange meetings
between the banks and interested par-
ties to discuss the issues and possible
solutions.  At times, our approval of the
transaction may hinge on the institu-
tion’s commitment to improve its lend-
ing record.  

Similarly, if our review identifies
other significant problems, we may
impose certain commitments on the
organization—for example, temporary
restrictions on the future dividends it
can offer—to ensure that its proposal
meets the proper standards.  In some
cases, these restrictions have caused an
institution to withdraw its proposal. 

All of this analysis occurs in what I
consider to be a reasonable time frame.
Most applications are accepted as
“complete”—that is, all pertinent infor-
mation has been submitted for review—
about 30 days after the initial filing.
Many applications are approved by the
local Reserve Bank within 30 days
thereafter.  Applications involving
protests or key policy matters are for-
warded to Washington for further
review by the Federal Reserve’s Board 
of Governors.

In sum, our goal is to ensure that the
banking industry evolves in a way that
both preserves the benefits of competi-
tion for consumers, businesses and the
public and ensures a safe, sound bank-
ing system.  I believe our process
achieves that goal.

How Impartial Is
the Fed’s Review 
of Bank Mergers?
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here seems to be a general con-
sensus among economists that the
existing federal income tax struc-
ture in the United States: 1) is

complex; 2) hobbles economic
growth by creating disincen-

tives to save and invest; and
3) creates a substantial com-

pliance cost burden for
individuals and businesses.

It also appears that a large
number of Americans and

their political representatives con-
cur with this assessment given the
large number of tax reform pro-
posals advanced recently.  Most of
the proposals put forth are not
only a significant departure from
the current framework, but, in
many cases, also differ markedly
from each other. 

The Economics
of Taxation

Some form of tax collection
apparatus is necessary to fund the
myriad governmental entities and
the responsibilities they are
charged with.  From an economic
point of view, however, most taxes
introduce distortions in an econ-
omy.  A sales tax, for instance, cre-
ates a “wedge” between the price a
consumer pays for a good and the
price the seller receives.  A tax
wedge also results from a tax on
income.  In this case, the tax
affects economic activity by alter-
ing people’s incentives to work or
not to work (leisure).  

At its core, the current federal
income tax structure is a system
built on progressive tax rates,
which means that the more
money you make, the higher your
tax rate.  For example, up to a cer-
tain income level, taxpayers pay
15 percent in taxes for every addi-
tional (or marginal) dollar they
make; the highest income taxpay-
ers, by contrast, pay up to a fed-
eral marginal tax rate of 39.6
percent.  Marginal tax rates, most
economists believe, are important
from an economic standpoint
because they influence decisions
to work, save and invest.

To see this, consider an increase
in George’s payroll tax rate, which
lowers his after-tax income.
Because George now works the
same amount of hours for less
income, he may instead choose to
work less.  In other words, he
might substitute a certain amount
of leisure for work because the
opportunity cost of an hour of his
leisure has declined:  In this case,
George’s supply of labor falls in
response to an increase in his tax
rate.  This is called the substitu-
tion effect.  

But another effect—the income
effect—works in the opposite
direction.  A reduction in George’s
after-tax income causes him to
consume less than before, whether
it’s meals eaten away from home,
videos rented or leisure time “con-
sumed.”  By definition, fewer
hours of leisure time consumed
means more hours devoted to

work.  Thus, under this equally
plausible scenario, an increase in
George’s tax rate may actually
cause him to supply more labor,
not less.  

In general, how individuals
respond to changes in after-tax
income depends on factors such as
their age, sex and marital status.
The consensus among economists
seems to be that the largest effects
occur at the extensive margin,
which means that changes in
after-tax income have the largest
effects on decisions to enter or
leave the labor force.1 For exam-
ple, consider George’s wife,
Martha, who decides to enter the
labor force and get a job.  Unless
they file separate returns, the mar-
ginal tax rate paid by Martha will
be the same as that of her hus-
band.  Thus, her decision to enter
the labor force may differ mark-
edly if her marginal tax rate is 15
percent as opposed to 28 percent
or nearly 40 percent.  In this way,
higher marginal tax rates induce
larger distortions on economic
activity and decisions to work. 

What’s Wrong with
the Current System?

The U.S. federal income tax is a
byproduct of the 16th Constitu-
tional Amendment, which was rat-
ified in 1913.  Since then, the U.S.
tax system has been continually
modified.  In the past 17 years,
major changes in the tax code
took place in 1978, 1981, 1982,
1983, 1985, 1986, 1990 and 1993.
Moreover, there also has been a
trend toward fewer rates.  For
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The income tax has made more liars out
of the American people than golf has. 

—Humorist Will Rogers



example, in 1965 there were 25 differ-
ent rate schedules; in 1995, there were
just five.

A Riddle Wrapped 
Inside a Mystery

A central criticism of the current
federal tax system is its complexity.
A total of 585 tax forms and schedules
currently exist.  Although the compli-
ance burden on individuals and busi-
nesses is difficult to ascertain, the
estimates range from $100 billion to
$600 billion per year, with nearly five
billion man-hours required.2 This
burden has been one of the main
issues raised by tax reform advocates,
who believe that economic resources
devoted to tax preparation and
recordkeeping activities could instead
be used to purchase capital equip-
ment, hire additional workers or
implement programs designed to
boost skill levels.  

Another criticism is that the cur-
rent structure has become an ineffi-
cient and costly way to promote
outcomes that policymakers have
deemed as favorable to certain social
causes or industries.  In other words,
because of the numerous exemptions
and deductions that are currently in

place, some activity is taxed and some
is not.  The tax code, for example, is
used to subsidize home ownership
through the mortgage interest deduc-
tion and employer-provided health
care coverage through the ability to
pay insurance premiums with pre-tax
dollars.  Consequently, about a third
of the individual income tax base is
not subject to taxation.  Similar incen-
tives, such as deductibility of labor
costs and interest paid, exist on the
business side.  Tax reform proponents
want to simplify the tax code and
reduce tax rates by broadening the tax
base.  Both of these would go a long
way toward reducing the distortions
mentioned earlier. 

Penalizing Future Generations

Although the complexity of the
federal tax system certainly raises eco-
nomic efficiency concerns, probably
the most trenchant indictment that
one can make against it is that it pro-
vides too few incentives to save and
invest.  This is a serious problem
because low saving rates translate into
low investment rates, which, most
economists agree, eventually show up
in reduced productivity growth rates

and smaller increases in living stan-
dards over time.  Reforming the tax
code so that it favors saving relative to
consumption—that is, so that it favors
the future rather than the present—
will inevitably boost the growth rate
of the economy and enhance U.S. liv-
ing standards.  

The current system does, however,
encourage some form of saving
t h rough such instruments as individ-
ual re t i rement accounts and 401(k)
plans.  At the same time, the system
heavily penalizes savings and invest-
ment by taxing interest payments
received by individuals and by taxing
corporate dividends twice—sometimes
even three times.  The tax stru c t u re
f u rther penalizes saving because it
is not entirely insulated from the
e ffects of inflation:  The income
derived from interest payments or the
sale of assets (capital gains) is not
adjusted for inflation, nor are business
d e p reciation schedules, which aff e c t
corporate pro f i t s .

The most obvious way of making
the federal tax system more saving-
friendly is by taxing consumption
m o re heavily.  On the face of it, this
would be a substantial depart u re fro m
the existing system, which taxes indi-
viduals on the basis of their curre n t
income.  As a general pro p o s i t i o n ,

t h e re are two
ways of taxing
consumption at
the individual
level.  One

method would be some form of a fed-
eral sales tax, which would append
d i rectly to the price of most goods and
s e rvices.  This type of tax tends to be
re g ressive, making some type of re b a t e
or tax credit re q u i red as an offset for
low income individuals.  The second
method of taxing consumption is to
exempt savings from taxation.  The
easiest way to see this is to define total
income as the sum of what is spent
and what is saved.  By exempting
income that is saved from taxation,
that part of income that is consumed,
by definition, will be taxed.  Ta x i n g
consumption at the individual level
this way essentially entails imposing a
tax on wages and salaries and fore g o-
ing taxes on interest or investment
income, which would be taxed as
income at the corporate level only.
Although the latter method is pro b a-
bly preferable to the form e r, either
would significantly improve the
incentives to save and invest.

Two Well-Known Ta x
R e f o rm Measure s

At last count, there were 13 major
proposals to change the existing fed-
eral tax code.3 Two of these proposals
have received the greatest amount of
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attention and have been fleshed out
the most:  the Hall-Rabushka flat
tax (H-R) and the Unlimited Savings
Allowance (USA).  Proponents of
each claim that the U.S. investment
rate would rise substantially over
time by enhancing the incentives to
save.  Moreover, each would—to a
differing degree—simplify the exist-
ing tax code and retain its progres-
sive nature.

The Flat Tax

Perhaps the best known of the
recent reform measures—thanks in
large part to former Republican presi-
dential candidate Steve Forbes—is the
flat tax.  Proposed by Stanford profes-
sor Robert Hall and Hoover Insti-
tution senior fellow Alvin Rabushka,
the flat tax has been around in some
form or another since biblical times.4

The basic premise behind the Hall-
Rabushka (H-R) version is to tax
income exactly once:  where it is
e a rned, not where it ends up.  In the
H-R framework, income at the indi-
vidual level is defined as wages and
salaries plus pension and re t i re m e n t
benefits, with a flat 19 percent (mar-
ginal) tax rate applying to incomes
above a certain level.5

Under the current system, a family
of four that did not itemize would
escape taxation if its adjusted gro s s
income was $16,550 or less.  The Hall-
Rabushka flat tax would allow the
same family of four a $16,500 person-
al allowance, plus a $4,500 deduction
per child (dependent).  This means
that a family of four with an income
level of $25,500 or less would not be
taxed.  Hall and Rabushka argue that
the average family with wage income

between $10,000 and
$30,000 would see a
net reduction in
taxes under their
p roposal, as would
those with incomes

above $100,000.
Those with incomes

between $30,000 and $100,000, how-
e v e r, would likely experience a slight
i n c rease in tax liability.  

A Tre a s u ry Department study, how-
e v e r, contends that the Arm e y - S h e l b y
version of Hall-Rabushka (see
Footnote 5) would actually incre a s e
the tax liability for all taxpayers,
except those with wage incomes
above $200,000.6 The Tre a s u ry
D e p a rt m e n t ’s tax analysis has been
criticized by some for not suff i c i e n t l y
incorporating the dynamic effects of a
tax pro p o s a l ’s positive economic
e ffects—that is, any positive labor
supply response to reduced marg i n a l
tax rates and increased incentives to
save and invest.  

One reason that upper income tax-
payers would probably see a re d u ction
in their tax liability under the flat tax
is that financial income such as stock
dividends or capital gains would no
longer be taxed at the individual
level but only at the corporate level.
Although this feature removes a key
disincentive to save, namely, the dou-
ble-taxation of interest and invest-
ment income, some policymakers
have objected to this provision
because it would likely provide a
windfall to upper income taxpayers.
Another controversial aspect of H-R is
that homeowners would no longer be
able to deduct mortgage interest pay-
ments or property taxes from their
income (see sidebar, Page 8).

The corporate tax rate under H-R
would drop from the current 35 per-
cent to 19 percent.  The H-R corpo-
rate tax proposal also differs from the
existing system in that only income
from domestic operations would be
counted toward the corporation’s
gross income; by contrast, the current
system taxes foreign profits of domes-
tic firms.  

As far as deductions go, firms
could deduct only wages and salaries
and not fringe benefits, whereas the
current law allows firms to deduct
both.  In addition, under current law,
individuals are not taxed on the
value of their fringe benefits, such as
paid vacations or their employer’s
contribution to their health insur-
ance premium.  Many economists
believe that the current system pro-
vides an incentive for firms and their
employees to shift an increasing per-
centage of their compensation to
fringe benefits rather than cash
wages.  The H-R proposal would elim-
inate this by taxing the value of
fringe benefits at the corporate level.  

Probably the most dramatic corpo-
rate income tax change included in
H-R is the treatment of capital equip-
ment and structures (investment).
The Hall-Rabushka flat tax simplifies
the corporate tax code significantly
by allowing capital equipment to be
expensed rather than depreciated.7

This feature gives firms an incentive
to add to their productivity enhanc-
ing stock of durable assets, which,
with the elimination of the double-
taxation of investment income,
would substantially improve capital
formation.  Essentially, the H-R busi-
ness tax is a value-added tax that
operates by taxing firms on the dif-
ference between the gross revenue of
their sales and the price of their
inputs, such as wages and salaries
and intermediate goods.  

So, what are the likely effects on
interest rates and financial markets if
the H-R flat tax would become law?
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The flat tax

proposal, like

any tax reform

plan, would

create winners

and losers.



he aspect of the flat tax that has
received the single greatest scrutiny
is the proposal to disallow mort g a g e
interest deductions.  Overall, ending
the mortgage interest deduction
would have some negative effect on
home prices simply because this
deduction has been capitalized into
the value of houses.  Economists dis-
agree as to how large the likely drop
in average home prices would be, or
whether it would be temporary or
permanent.  If, on the other hand,
interest rates decline as predicted
under the flat tax format, then home
prices would be expected to surge.

N e v e rtheless, some economists
forecast that the expected decline in
interest rates would not be enough
to fully offset the expected fall in
home prices.  A study by Data
Resources Inc. suggests that home
prices could fall by as much as 15
p e r c e n t .1 Other economists are not
so sure, believing that the effect
would be mildly negative in the
s h o rt run and potentially posi-
tive or neutral in the long run.
In this vein, Gravelle (1995) notes
that previous tax changes that were
predicted to have significant effects
on home prices have failed to materi-
alize to the degree expected.  This is
possibly because the demand for
housing is relatively insensitive to
interest rates over the long run and
instead reflects factors like
changes in demographics and real
per capita income growth.   

There is also the issue of
who would bear
the largest 
burden of
repealing 
the mort g a g e
i n t e r e s t
d e d u c t i o n .
Cecchetti and
R u p e rt (1996)
argue that
those who
would be the
most harmed
are upper
income taxpayers,
who disproport i o n-
ately itemize and take the mort g a g e
interest deduction.  However,
because a relatively small percent-
age of their household wealth lies
in the value of their houses, an
expected rise in the value of their
other assets, which would be expect-
ed to occur as a result of the flat
tax, could offset any such declines.

In general, the demand for credit would
decrease because interest paid would no
longer be deductible by either individu-
als or businesses.  At the same time, the
supply of credit would increase (the
result of enhanced incentives to increase
saving) because interest income would
no longer be taxable—in other words,
lending money would be more attrac-
tive.8 All other things equal, removing
this tax distortion would cause interest
rates to fall.  Some economists have esti-
mated that interest rates could decline
by as much as 150 basis points, while
other economists speculate that rates
may actually rise because of an expected
increase in economic activity that would
boost the demand for credit.9

When it comes to the broader macro-
economic effects on growth and living
standards, the H-R proposal, like any tax
reform plan, would create winners and
losers.  If the winners could more than
compensate the losers and still remain
better off than before the tax reform was
enacted, then, from an economic per-
spective, it is a good idea.  Although the
economic effects are always difficult to
predict, let alone estimate accurately,
the flat tax is probably a substantial
improvement over the current system
on economic grounds alone.

The Unlimited Savings Allowance (USA)

Introduced as Congressional legisla-
tion by Senators Pete Domenici (R-N.M.)
and Sam Nunn (D-Ga.), the USA pro-
posal is a consumed income tax, which
means that it effectively taxes income
that is used to consume goods and

services by not taxing income that
is saved.  The USA proposal shares
many of the same features as the
Hall-Rabushka flat tax on the busi-
ness side, but differs in many
important ways on the indivi-
dual side. 

For the individual, the USA
proposal expands the H-R defini-
tion of gross income to include
financial income, such as divi-
dends and interest payments or
the sale of stocks or bonds (cap-
ital gains).  This feature of the
proposal maintains the double-
taxing of investment income

and, thus, is not as saving-friendly as the
flat tax.  To offset this disincentive to
save, the USA proposal allows the tax-
payer to take a credit for the amount of
payroll tax he pays (Social Security and
Medicare).  Also unlike the H-R flat tax
proposal, the USA tax would keep the
deductions for mortgage interest, chari-
ties and alimony, but would scrap the
deductions for property taxes and state
and local taxes.  

A key saving feature of the USA
reform is that it would allow an individ-
ual to deduct the net amount saved dur-

Falling Home Prices?

1 See Wyss (1995).

T

8



Regional Economist
July 1996

9

ENDNOTES
1 See Heckman (1993) and Rosen (1995).
2 See Boskin (1996).
3 See Bickley (1996).
4 See Hall and Rabushka (1996).
5 Although several exist, the best known

of the flat tax bills is sponsored by
House Majority Leader Richard Armey
(R-Texas) and Senator Richard Shelby
(R-Ala.).  See Bickley (1996).

6 See Bickley (1996).
7 Expensing means that 100 percent of

the purchase price of the equipment
would be written off in the tax year in
which it is purchased.  Existing law
permits capital to be depreciated over
the life of the asset using three possible
depreciation schedules.

8 See Golob (1995).
9 See Feldstein (1995).
10 See Weidenbaum (1996).
11 See Rosen (1995).
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ing the year from the taxpayer’s gross
income; this could be accomplished
through annual increases in a savings
account, purchases of stocks and
bonds or start-up capital used to
finance a small business.  In principle,
this feature could offset the double
taxation of investment income
because, if saved, the entire amount
would be deducted from the taxable
gross income.  However, if a taxpayer
ended up with a net dissaving for the
year (meaning that money is taken
away from savings to finance con-
sumption), then that amount would
be taxable and effectively added to the
person’s tax base.  The USA plan has
three rates, ranging from 19 percent to
40 percent—although the marginal
taxes would drop to between 11 per-
cent to 32 percent because of the pay-
roll tax deduction feature.

On the business side, the USA pro-
posal is a value-added tax very similar
to the H-R proposal in that outlays for
capital equipment are immediately
expensed rather than depreciated.  But
unlike the flat tax, firms in a USA
framework could not deduct wages
and salaries or pensions.  Firms would,
however, receive a credit for the por-
tion of the federal payroll tax they pay
(currently a little less than 8 percent).
To compensate firms for the curtail-
ment of deductions, the corporate tax
rate would be lowered to 11 percent.

Proponents of the USA proposal
believe that families with incomes
between $10,000 and $50,000 would
enjoy a tax cut averaging a little more
than 9 percent.  Those with incomes
between $50,000 and $100,000 would
see no change in tax liability, and
those with incomes greater than
$100,000 could see an increase of as
much as 4 percent.10 Other econo-
mists are more skeptical.  Boskin
(1996), for example, argues that the
highest effective marginal tax rate
under the USA plan would be about
51 percent, which is much higher than
now and could actually exacerbate
some of the known labor supply dis-
tortions discussed earlier.  Although it
is not as simple as the flat tax, the USA
tax would also probably be a vast
improvement over the current system
in terms of enhancing the incentives
to save and invest.

Making the Switch
Changes to the tax system of the

nature proposed under the flat tax or
USA plan raise numerous transition
issues.  Probably the most noteworthy
is that significant distortions would
arise as investments and activities
undertaken under one set of tax rules
would no longer apply under a new set
of rules.  In addition to the housing

issue discussed earlier, there is also the
issue of physical capital investment
made under the pretext of deprecia-
tion rules.  For example, the immedi-
ate expensing of capital equipment
would penalize firms that made invest-
ment decisions on the basis of cost
recovery under the old system (depre-
ciation).  Because the profitability of
these investments would likely be
diminished, some transition rules
would be required.11 The USA pro-
posal includes such rules.

Another issue that policymakers
would have to contend with is the
potentially detrimental effect on non-
profit organizations if charitable con-
tributions were not able to be
deducted.  Likewise, state and local
governments may face increased
uncertainty if municipal bond issues
no longer had their tax-exempt status,
or if state and local taxes were no
longer deductible at the federal level.
Generally speaking, removing the
favorable tax treatment on state and
local bonds would reduce the demand
for them, causing their prices to fall
and thus their yield (interest rate) to
rise.  Finally, as previous tax reform
measures have shown, dramatic
changes in the tax code have the
potential to affect aggregate prices,
interest rates, stock prices, wages and
the return to capital.  In an economy
of the size and complexity of the
United States, these effects are not eas-
ily pinned down, nor are they ever
entirely anticipated. 

Net Gain 
Any change in the current federal

tax system will engender some form of
distortion, result in some economic
cost borne by a percentage of the pop-
ulation and produce some unexpected
outcomes.  Few economists would
quarrel with this.  By the same token,
most economists, even those who crit-
icize current tax reform efforts,
acknowledge that the existing tax sys-
tem is a drag on economic growth and
efficiency.  In an era when the econo-
my’s potential output growth has
slowed markedly from the pace it
enjoyed before the early 1970s, the
likely positive effects to saving and
investment arising from an improved
tax system should not be taken lightly.
Although some short-term transitional
issues still need to be ironed out, 
fundamental tax reform, however it
plays out, will probably be a boon to
future generations. 

Kevin L. Kliesen is an economist at the Federal
Reserve Bank of St. Louis.  Heidi L. Beyer provided
research assistance.  The author also wishes to
thank Jon Maiden of the Internal Revenue Service
for his assistance.



he day after the stock
market crash in 
October 1987, the

Federal Reserve announced
that it would lend freely to
banks—which it did for a
brief period—so that they
would have enough funds
available to make quick loans
to brokerage houses that
needed them.  If the Fed
hadn’t acted in this manner,
a panic could have ensued,
causing a drain on funds at
banks, which could have
reverberated throughout
the economy.

The Fed’s swift action in
1987 illustrates one of the
more dramatic ways the cen-
tral bank can prevent a mar-
ket aberration from becoming
a crisis in the banking and
payments systems.  In con-
trast, about 65 years ago, the
Fed’s slow response to the
banking system’s crises is
now widely considered to be
the overriding cause of the
Great Depression.1 By floun-
dering in its response, the Fed
not only exacerbated a severe
economic downturn, but also
failed to achieve its Congres-
sional mandate “to furnish
an elastic currency.”

Preserving Public
Confidence

“To furnish an elastic currency”
essentially means that the Federal
Reserve is responsible for ensuring
that there are sufficient reserves—
cash in bank vaults and bank
deposits at the Fed—to satisfy the
flow of transactions in the American
economy.  By including this clause
in the Federal Reserve Act of 1913,
the drafters sought to provide stabil-
ity to the nation’s payments system
and to preserve the public’s confi-
dence in it.  The Fed accomplishes
these goals in part by providing
stability to the nation’s banking
system, which is tantamount to
supporting the payments system
because all payments—except
those made with cash or through
barter—eventually pass through the
banking system.

The Fed regularly promotes and
preserves public confidence in both
of these systems in several ways:  by
engaging in bank supervision and
regulation, by providing certain pay-
ment services itself, by assuming
credit risk in the course of settling
interbank liabilities and, in times of
crisis, by acting as a bank for banks.

Protecting the
Payments System

All noncash payments pass
through the banking system at some
point in the settlement process.

Hence, deposits at banks play an inte-
gral role in the clearing of transac-

tions.  Declines in the levels of
deposits translate into fewer

reserves with which to settle
transactions.  Furthermore, the
failure of one bank to settle its
payments can ripple through-
out the banking system, caus-
ing the reversal of many
transactions.  As Gerald
Corrigan, former president of
the New York Fed, has stated,

“A serious credit problem at any
of the large users of the [pay-
ments] systems has the poten-
tial to disrupt the system as a
whole...to trigger the feared
chain reaction.”2

As part of its daily opera-
tions, the Fed reduces the
chance of such ripple effects by

clearing transactions like checks
through adjustments to the accounts
banks keep with it (called reserve
accounts).  The Fed assumes some
credit risk associated with nonpay-
ment because it generally credits the
receiving bank’s reserve account,
thereby finalizing payment, before it
collects from the paying bank.  By
assuming this risk, the Fed promotes
confidence in the current, credit-based
payments system and protects its
smooth operation.  Any loss of faith in
this system would  result in more cash-
based and fewer credit-based transac-
tions, thereby reducing efficiency in
payment   mechanisms and increasing
the costs of transactions.3

Despite these efforts, unanticipated
market circumstances could cause the
ripple effect described by Corrigan,
thereby requiring a more drastic
response from the Fed.  If, for exam-
ple, a bank failure were to cause a run
on banks because of consumers’ fears
about the safety of their bank deposits,
the Fed would be able to preserve con-
fidence in the banking system, protect
the payments system and avert a sys-
temic crisis by supplying the needed
liquidity to banks; that is, it would
become the lender of last resort.

The Lender of Last Resort
When a bank is required to keep

only a fraction of its transaction
account deposits as reserves, and when
these deposits are convertible into
cash on demand, it could, at any given
time, find itself without enough cash
in its vault to meet customer demands.
Alternatively, a bank could discover
that it does not have enough reserves
on hand to settle its daily transactions.
In either event, the bank is usually
able to borrow funds from the money
market to overcome the temporary
cash shortfall.

by Adam M. Zaretsky

L e a r n i n g
the Lessons
of History :

The Federal
R e s e rve and the
Payments System

The Federal Reserve, consistent with its responsibilities as the Nation’s central bank, aff i rm e d
today its readiness to serve as a source of liquidity to support the economic and financial system.

Federal Reserve Board Chairman Alan Greenspan (Oct. 20, 1987)

T
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What if, however, many banks
find themselves short of reserves at
the same time?  And what if the
public, upon learning that banks are
illiquid, decides en masse to convert
its deposits into cash?  This could
signal the start of a systemic crisis,
during which banks’ demand for
reserves increases dramatically.  The
money market, however, might not
be able to satisfy this unexpectedly
sharp increase in the demand for
reserves.  In such a situation, the
lender of last resort—because it is
the ultimate source of liquidity for
the financial system—is the only
institution that can supply the addi-

tional reserves necessary to finance
the entire banking system’s liquidity
needs on demand.

Consequently, many economists
have argued that the primary role of
the lender of last resort is stopping
a particular crisis from evolving into
a systemic crisis.4 Individual banks
may fail—it is not the lender of last
re s o rt ’s responsibility to bail out
insolvent banks—but the economy
w o n ’t because the actions of the
lender of last re s o rt, if properly taken,
re a s s u re the public and financial mar-
kets that the liquidity needed to set-
tle transactions and convert deposits
into cash will be available.  Wi t h o u t
this infusion of re s e rves, the stock of

money would decline as deposits are
converted into cash, which might
lead to interruptions in payments
and, ultimately, a decline in real eco-
nomic activity.

To succeed in this role in times of
crisis, the lender of last resort must
not behave like a regular bank by
calling in loans or restricting con-
vertibility of deposits into cash.
Instead, it must assist the entire
financial system and “expand its
[currency] issue and loans at the
very time the banker is contract-
ing.”5 Therefore, a public, rather
than private, institution is better
suited for the job because it is more
likely to act against market impulses
in times of crisis.  In the 19th cen-
tury, for example, private clearing-
houses—establishments maintained
by banks for settling mutual claims
and accounts—served as limited
lenders of last resort during crises.
At times they were successful, but
often their actions were too late or
too discriminate.6

Which public institution, then, is
best suited to be the lender of last
resort?  A nation’s central bank,
because it is generally the monopoly
provider of the economy’s currency.
In other words, when only the cen-
tral bank issues bank notes, as is the
case in the United States, it alone has
the ability to increase their availabil-
ity to the financial system, thus giv-
ing it the role of lender of last resort. 

A Smooth Operation
Safeguarding the smooth opera-

tion of the payments system, there-
fore, falls under the purview of the
central bank.  As the monopoly
provider of legal tender, it is in a
unique position to saturate the mar-
ket with reserves should the demand
for them increase substantially and
unexpectedly because of a market
shock—for example, a stock market
crash—or a bank failure.  Stemming
a crisis often requires immediate
action by the lender of last resort.  In
taking such action, the central bank
provides stability to and reinforces
the public’s confidence in the pay-
ments system.  Should the public
lose this confidence, the system
could unravel, leaving in its wake a
much less efficient and more costly
means of transacting.  Thus, furnish-
ing an elastic currency is more than
just a Congressional mandate, it’s a
fundamental role the Fed must play
for our money-based economy to
function properly.

Adam M. Zaretsky is an economist at the
Federal Reserve Bank of St. Louis.  Thomas
A. Pollmann provided research assistance.

ENDNOTES
1 See Friedman and Schwartz (1963),

Chapter 7, or Wheelock (1992) for more
details and other references.

2 Flannery (1988) discusses the
ripple effect.

3 For example, buying a house or car with
cash is less efficient than writing a check
because of the costs associated with
obtaining, storing and transporting
the cash.

4 See, for example, Solow (1982) and
Humphrey (1989).

5 See Humphrey (1989) for a discussion of
the actions the lender of last resort
should take during a financial crisis.

6 Timberlake (1984) and Dwyer and
Gilbert (1989) discuss the attempts by
clearinghouse associations to act as
lenders of last resort.  Many economists
and historians have argued that during
the Panic of 1907, the late response of
the New York Clearing House, as well as
its early denial of assistance to a trust
company that was not one of its mem-
bers, fueled the panic.  The panic was
the impetus for the creation of the
Federal Reserve System.  See, for exam-
ple, Friedman and Schwartz (1963),
pp. 156-68, for an account of the Panic
of 1907.
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As the table shows, bank runs
were fairly commonplace 

in the United States during 
the 1800s and continued into

the 1900s, even after the
Federal Reserve System was

established.  Since the end of
the Great Depression, however,

no bank runs have occurred.

Bank Runs in the
United States

1929–Start of the Great Depression

1793
1797
1810
1815
1819
1825
1833
1837
1839
1847
1857
1873
1884
1890
1893
1907

1930
1931
1933
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Loan Quality Dips
At first glance, the sharp increase

in nonperforming loans appears wor-
risome.  District-wide, nonperform-
ing loans leapt by 30.4 percent last
year.  This jump compares with a 1.8
percent increase in nonperforming
loans at peer banks—U.S. banks with
less than $15 billion in average
assets.  Except for agricultural loans,
all categories of nonperforming loans
rose at District banks in 1995, with
consumer loans exhibiting the
largest increase (up 35 percent).  In
the consumer loan category, credit
card loans proved particularly trou-
blesome.  Although credit card loans
accounted for just 12.5 percent of
District consumer loans at year-end,
nonperforming credit card loans
accounted for 24.4 percent of all
nonperforming consumer loans.  

Even more noteworthy than the
rise in consumer nonperforming
loans was the 25.2 percent increase
in nonperforming real estate loans.
Real estate loans dominate District
loan portfolios, accounting for
54 percent of total loans.  A $34.4
million hike in nonperforming con-
struction loans and a $38.7 million
uptick in nonperforming one- to
four-family residential loans explain
the increase in nonperforming real
estate loans.

A survey of the individual states
that in whole or in part make up the
Eighth District reveals that increases
in nonperforming loans were fairly
widespread in 1995.  Indeed, the
level of nonperforming loans rose in
six of the seven District states,
although by different amounts.
Arkansas posted the largest increase
in nonperforming loans (25 percent),
followed by Kentucky (16.6 percent),
Tennessee (11.1 percent), and

Missouri (10.8 percent).
Illinois and Mississippi saw
more modest growth in non-
performing loans (3.3 percent

and 0.3  percent, respec-
tively).  Only Indiana

enjoyed lower levels
of nonperforming
loans (down 6.2

percent).  The lower
level resulted from a

17.9 percent decline
in nonperforming real

estate loans which, in
turn, was fueled by a

69.1 percent drop in
nonperforming construc-

tion and land develop-
ment loans.

Behind the Numbers
Given the usual cyclical patterns in

the growth of total loans and nonper-
f o rming loans, the jump in District
n o n p e rf o rming loans is not surprising.
H i s t o r i c a l l y, loan growth is pro c y c l i c a l ;
that is, banks expand their loan port f o-
lios as loan demand rises during
expansions.  As the expansion re a c h e s
its late stages, fewer high quality loans
a re available, causing some banks to let
c redit standards slip so that they can
maintain loan growth.  Also, as the
economy weakens, loans to cyclical
industries, like real estate, tend to slide
into the nonperf o rming column. 

Statistical analysis indicates that
i n c reases in District nonperf o rm i n g
loans typically follow spurts in loan
g rowth by an average of five to 10
q u a rt e r s .1 As the Midwestern economy
s t rengthened in late 1993 and 1994,
District banks began to aggre s s i v e l y
expand their loan portfolios.  For
example, between March 31, 1994, and
June 30, 1995, annualized quart e r l y
loan growth averaged 12.4 perc e n t —
m o re than twice the growth rate for
U.S. peer banks during the same time
period.  A bit ahead of the usual five-
q u a rter lag, the annualized quart e r l y
g rowth rate of nonperf o rming loans
swung sharply upward at District
banks in the first quarter of 1995.
Since then, the annualized quart e r l y
g rowth rate has averaged 27.7 perc e n t .

Viewed from another perspective,
h o w e v e r, the dramatic rise in District
n o n p e rf o rming loans reflects nothing
m o re than a phenomenon that statisti-
cians term the “low-base effect.”  Small
absolute changes in nonperf o rm i n g
loans translate into large perc e n t a g e
changes if the initial level of nonper-
f o rming loans is low, and, in late 1994,
n o n p e rf o rming loans reached a re c o rd
l o w.2 In fact, in December 1994,
District nonperf o rming loans dipped
to a 10-year low of $668.64 million
(see bottom chart at right).  This com-

he U.S. banking
industry enjoyed a

banner year in 1995, post-
ing record earnings of
$48.7 billion.  Some bank-
ing analysts worry, how-
ever, that developing loan
quality problems, particu-
larly in the consumer area,
may threaten this robust
profitability.  Loan quality
essentially refers to the
likelihood that a bank will
be repaid the money it dis-
perses on a given loan.
Poor loan quality lowers
profitability for banks
because they charge
expected loan losses
against earnings.  

For their part, District
banks posted record earn-
ings of $2.2 billion in
1995.  At the same time,
however, the level of non-
performing loans—those
that are at least 90 days
past due or are not accru-
ing interest—rose sharply.
Does this increase in non-
performing loans fore-
shadow a loan quality
problem of sufficient mag-
nitude to torpedo District
profitability?  The answer
requires a careful look
at the evidence.

Worth A Closer Look

L o a n

Quality 

In The       

E i g h t h

D i s t r i c t :

by Mark D. Vaughan
and Dusan Stojanovic
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When gauged by the percentage
change in nonperforming loans, the
trend in District loan quality appears
worrisome.  District-wide, nonper-
forming loans shot up by over 30
percent last year, more than 15 times
the increase for U.S. peer banks.

ENDNOTES
1 See Mark D. Vaughan and Dusan

Stojanovic.  “Cycles in Lending
and Asset Quality:  A Look at
Eighth District Data.”  Internal
Banking Supervision Division pol-
icy memo, Federal Reserve Bank
of St. Louis, (Summer 1996).

2 For example, suppose the initial
level of nonperf o rming loans is $1.
In this case, a $1 rise in nonper-
f o rming loans re p resents a 100
p e rcent jump.  In contrast, if the
initial level is $100, the $1 rise re p-
resents only a 1 percent incre a s e .

But, the large percentage increase in
1995 actually reflects the “low-base
effect”—the tendency for small dol-
lar changes to translate into large
percentage changes when the initial
level of nonperforming loans is low.
Moreover, the overall level of non-
performing loans has declined
through most of the last decade and
remains low by historical standards.

p a res with the 10-year high of $1.52
billion in March 1987 and the 10-year
average of $1.20 billion. 

M o re o v e r, the overall level of non-
p e rf o rming loans—when viewed re l a-
tive to total loans—compare s
favorably with U.S. peer banks, as
well as historical averages.  Although
n o n p e rf o rming loans as a perc e n t a g e
of total loans rose 12 basis points in
1995 to finish the year at 0.78, the
ratio is still significantly below the
U.S. peer bank average of 1.07 per-
cent.  The District ratio is also well
below the normal District range of
1.5 percent to 2.0 percent.  (The aver-
age for District banks from the fourt h
q u a rter of 1985 to the fourth quart e r
of 1995 was 1.61 percent.)  

Looking at the individual loan cat-
egories, only the ratio of nonper-
f o rming consumer loans to total
consumer loans appears high re l a t i v e
to historical levels.  In December
1995, the nonperf o rming consumer
loan ratio stood at 0.63 perc e n t — s t i l l
quite low, although slightly higher
than the five-year average of 0.58
p e rcent.  For agricultural loans, re a l
estate loans and commercial loans,
the ratios of nonperf o rming loans to
total loans in each category were well
below their five-year averages.

Healthy Coverage Ratio
One measure of a bank’s ability to

deal with loan quality problems is
the coverage ratio—the ratio of loan
loss re s e rves to nonperf o rming loans.
The loan loss re s e rve account con-
tains an amount of funds deemed
s u fficient to cover estimated future
loan losses; banks add to this account
over time with funds from curre n t
e a rnings, called loan loss pro v i s i o n s .
When a loan is charged off (i.e.,
deemed uncollectible), the loan loss
re s e rve account is reduced by the
amount of the failed loan.  The cov-
erage ratio indicates whether a bank
has adequately anticipated charg e -
o ffs.  A low coverage ratio implies
that a sudden decrease in loan qual-
ity could seriously reduce earn i n g s .

A c c o rding to the coverage ratio
m e a s u re, District banks appear well-
positioned to deal with the re c e n t
rise in nonperf o rming loans.
Although the increase in nonper-
f o rming loans dropped the District’s
coverage ratio 54 percentage points
in 1995, the year-end District average
of 196.5 percent is roughly double
the 80 percent to 100 percent range
c o n s i d e red by bank analysts to be
adequate for an individual bank.
Also, the District’s average ratio com-
p a res favorably with the U.S. peer
bank average of 177.0 perc e n t .

Quality Will Not Suffer
In short, although nonperf o rm i n g

loans have climbed re c e n t l y, a care f u l
look at the data reveals several re a s o n s
why loan quality is not a problem in the
Eighth District.  First, the jump is a pre-

dictable response to prior increases in
District bank lending.  Second, the per-
centage change is magnified by the pre v i-
ously discussed “low-base effect,” and
t h i rd, relative to total loans, nonperf o rm-
ing loans are well below U.S. peer bank
levels and historical norms.  Even con-
sumer loan quality, which has attracted
much national scrutiny of late, appears
sound in the Eighth District when
viewed relative to total consumer loans.
Higher loan loss provisions may re d u c e
District earnings somewhat in the com-
ing quarters, but there is no evidence to
suggest that a serious loan quality pro b-
lem will emerge to torpedo earn i n g s .

Mark D. Vaughan is an economist and Dusan
Stojanovic is a senior research associate in the
Banking Supervision and Regulation Division at
the Federal Reserve Bank of St. Louis.  Thomas
A. Pollmann provided research assistance.

   

   

 

  

  

  

  

  

               

              

                                              

   

    

     

    

   

    

    

    

    

    

             

   
    

                        
 

   

 

   

 

   

                           

 

          

...But Large Increase Reflects “Low-Base Effect”

District Nonperforming Loans Jump...
District Banks vs. U.S. Peer Banks



Speech! Speech!
Curious as to how the Federal Reserve

plans to be involved in the payments
system of the future?  Reprints of two
speeches given by St. Louis Fed Pres-
ident Thomas C. Melzer shed light on
the topic.  One speech, “The Evolving
U.S. Payments System:  A Central Bank-

er’s Viewpoint,” was given
by Melzer at last year’s
Bank Administration

Institute National
Payments System
Conference in
Washington, D.C.
The other speech,

“The Federal Reserve’s
View of the Payments

System in the 21st
Century,” was delivered
at this year’s National
Automated Clearing-
house Association
Conference in
San Francisco.

The speeches are
the first in a series of

selected economic and policy
speeches to be made available to the
public.  To request a reprint of either
speech, call Debbie Dawe of our Public
Affairs Office at (314) 444-8809, or write
“Speech Brochures,” Public Affairs
Department, Federal Reserve Bank of
St. Louis, P.O. Box 442, St. Louis, Mo.,
63166-0442.  

News bulletins from
the Eighth Federal
Reserve District
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Pieces
Eight

Board of Governors
Page Online

The Federal Reserve Board of Governors is now

online with its Internet home page, which can be

found at http://www.bog.frb.fed.us.  Visitors to the

site can access regulation summaries and order Fed

books, periodicals and educational pamphlets on

consumer topics.  The site also contains information

on subscribing to the Commerce Department’s eco-

nomic bulletin board, which includes certain Fed

statistical releases, such as those on weekly and

monthly foreign exchange rates and selected 

interest rates.

District States’ Per-Capita Tax                  
Revenues Are Lower than Most

District State Rank Among   1994 Per Capita 
50 States Tax Revenue

Kentucky 18 $1,487
Illinois 31 $1,316
Arkansas 34 $1,295
Indiana 38 $1,265
Mississippi 39 $1,245
Missouri 45 $1,120
Tennessee 46 $1,106

National Average: $1,436

Note:  Dollar figures have been rounded.
SOURCE:  State Rankings 1996, Morgan Quitno Press

Other web sites that may be of interest include:

Yahoo! Economics Page

http://www.yahoo.com/Business-and-Economy

Resources for Economists on the Internet 

http://econwpa.wustl.edu/EconFAQ/EconFAQ.html

Bureau of Economic Analysis

http://www.stat-usa.gov

The Information Economy

http://www.sims.berkeley.edu/resources/infoecon/

The Economics Working Paper Archive

http://econwpa.wustl.edu/wpawelcome.html

The Social Science Research Network

http://www.ssrn.com/

National Bureau of Economic Research

http://nber.harvard.edu/

Wells Fargo Bank

http://wellsfargo.com/ftr/econ/

J.P. Morgan & Co.

http://www.jpmorgan.com/Homepage.html

Al Roth’s Game Theory and Experimental Economics Page

http://www.pitt.edu/~alroth/alroth.html

Wall Street Research Net

http://www.wsrn.com/home/index.html

University of Michigan EBB

gopher://una.hh.lib.umich.edu/11/ebb
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District
Data

Selected economic indicators of banking,
agricultural and business conditions in
the Eighth Federal Reserve District

Commercial Bank Performance Ratios
U.S., District and State

A l l U . S .
U . S . < $ 1 5B1 D i s t r i c t A R I L IN KY MS MO TN

Return on Average 
Assets (Annualized)

1st  quarter 1996

4th quarter 1995

1st  quarter 1995

Return on Average 
Equity (Annualized)

1st  quarter 1996

4th quarter 1995

1st  quarter 1995

Net Interest Margin
(Annualized)

1st  quarter 1996

4th quarter 1995

1st  quarter 1995

N o n p e rf o rming Loans2

÷ Total Loans

1st  quarter 1996

4th quarter 1995

1st  quarter 1995

Net Loan Losses ÷
Average Total Loans
(Annualized)

1st  quarter 1996

4th quarter 1995

1st  quarter 1995

Loan Loss Reserve ÷
Total Loans

1st  quarter 1996

4th quarter 1995

1st  quarter 1995

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

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

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

1.25% 0.97% 1.31% 1.13% 1.45% 1.27% 1.38%

1.23 1.16 1.26 1.15 1.42 1.34 1.48

1.19 1.15 1.21 1.19 1.39 1.28 1.30

13.12% 9.43% 14.24% 13.11% 15.22% 15.14% 16.49%

13.13 11.51 13.72 13.24 15.25 16.24 18.08

13.07 12.00 13.05 13.75 15.72 16.04 16.34

4.33% 4.14% 4.36% 4.34% 4.92% 4.08% 4.29%

4.22 4.47 4.54 4.25 5.07 4.33 4.35

4.25 4.47 4.46 4.22 5.05 4.20 4.21

0.80% 1.01% 0.63% 0.88% 0.78% 0.85% 0.72%

0.75 0.91 0.67 0.81 0.64 0.82 0.73

0.68 0.97 0.55 0.78 0.61 0.53 0.58

0.19% 0.30% 0.15% 0.36% 0.25% 0.32% 0.34%

0.17 0.43 0.20 0.34 0.32 0.20 0.33

0.08 0.28 0.16 0.10 0.16 0.16 0.15

1.36% 1.65% 1.41% 1.53% 1.62% 1.65% 1.50%

1.34 1.58 1.40 1.53 1.61 1.66 1.52

1.42 1.71 1.43 1.65 1.71 1.75 1.63

1.12%

1.20

1.11

13.79%

15.02

14.17

4.18%

4.25

4.21

1.17%

1.16

1.33

0.55%

0.50

0.38

2.01%

2.03

2.18

1.33%

1.33

1.30

14.69%

15.07

15.10

4.74%

4.84  

4.76  

1.12%

1.07 

1.11 

0.64%

0.59 

0.42 

1.92%

1.89 

1.96 

1.24%

1.29

1.24

13.96%

14.66

14.45

4.27%

4.37  

4.31  

0.83%

0.78 

0.66 

0.30%

0.27 

0.15 

1.55%

1.54 

1.64
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< $100 Million $300 Million – $1 Billion

$100 Million – $300 Million $1 Billion – $15 Billion

Percent Annualized

Percent

    

    

    

    

    

    

    

    

            
    

       

    

    

    

Percent Annualized

Percent Annualized

Percent Annualized

1st Quarter 1996
Earnings Asset Quality

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

D = District

US = United States

Return on Average Assets Net Loan Loss Ratio1

Return on Average Equity Nonperforming Loan Ratio2

Loan Loss Reserve RatioNet Interest Margin 3

Commercial Bank Performance Ratios
by Asset Size
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U.S. Crop and Livestock
Prices

    

                               

                                           

                          

        

    

    

    

    

    

    

U . S . A R I L IN KY MS MO TN

Return on average assets (annualized)
1st  quarter 1996
4th quarter 1995
1st  quarter 1995

Return on average equity (annualized)
1st  quarter 1996
4th quarter 1995
1st  quarter 1995

Net interest margin (annualized)
1st  quarter 1996
4th quarter 1995
1st  quarter 1995

Ag loan losses ÷ average ag loans ( a n n u a l i z e d )
1st  quarter 1996
4th quarter 1995
1st  quarter 1995

Ag nonperforming loans1 ÷ total ag loans
1st  quarter 1996
4th quarter 1995
1st  quarter 1995

Dollar amounts in billions

Commodity Jan Feb Mar Year-to-date Change from year ago

Livestock & products

Corn

Cotton

Rice

Soybeans

Tobacco

Wheat

TOTAL1

Level Growth 1

I/9 6 I V/9 5 I/9 5 I V/9 5-I/9 6 I/9 5-I/9 6

Prices received by U.S. farm e rs 2

Prices received by District farm e rs3

A r k a n s a s
I l l i n o is
I n d i a n a
M i s s o u r i
Te n n e s s e e

Prices paid by U.S. farmers
Production items
Other items

Consumer food prices
Consumer nonfood prices

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  I n d exes for Ke n t u cky and Mississippi are unava i l a bl e.

. 8 5 . 8 9 . 9 0 5 . 4 9 % 1 0 . 8 %

. 8 1 . 6 4 . 8 6 4 . 3 6 4 6 . 6

. 5 1 . 5 3 . 3 1 2 . 3 1 4 6 . 6

. 0 8 . 1 2 . 0 7 . 5 4 - 5 . 8

. 8 1 . 6 4 . 7 3 3 . 9 9 2 1 . 6

. 1 0 . 1 6 . 1 5 . 8 6 8 . 3

. 5 4 . 5 2 . 6 2 3 . 3 7 3 9 . 4

5 . 5 3 5 . 3 0 5 . 4 7 3 2 . 0 0 1 2 . 8

108 106 98

134 133 122
108 106 98
123 116 94
104 105 92
136 106 98

113 110 107
113 111 109
151 150 147
156 154 152

6.4 9.9

3.0 9.9
6.4 9.9

27.8 31.7
-3.7 13.0

168.3 38.4

10.1 5.3
7.4 3.7
1.8 2.5
3.7 2.8

Agricultural Bank Perf o rmance Ratios

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

U.S. Agricultural Exports by Commodity

Indexes of Food and Agricultural Prices

1.35% 1.26% 1.34% 1.50% 1.49% 1.34% 1.42%
1.25 1.24 1.26 1.46 1.44 1.26 1.13
1.20 1.18 1.15 1.48 1.53 1.25 1.25

12.47% 11.48% 13.92% 14.45% 15.22% 13.01% 13.46%
11.56 11.33 12.91 14.37 15.09 12.09 10.62
11.32 11.19 11.69 14.96 16.24 12.56 12.31

4.23% 4.08% 4.56% 4.53% 5.16% 4.46% 4.44%
4.35 4.31 4.68 4.62 5.33 4.52 4.30
4.20 4.15 4.74 4.71 5.00 4.54 4.22

0.01% 0.14% –0.16% 0.12% 0.60% 0.19% 0.68%
0.05 0.01 0.05 0.17 0.50 0.05 0.05

–0.17 –0.08 0.03 0.35 0.04 –0.25 –0.54

0.62% 1.14% 1.48% 1.72% 4.86% 1.93% 1.52%
0.41 0.74 1.77 1.40 1.53 1.08 0.86
0.83 1.43 0.28 1.48 3.50 1.09 0.00

1.27%
1.22
1.22

12.29%
11.79
12.04

4.46%
4.59
4.58

0.23%
0.25
0.08

1.95%
1.28
1.49

1  Includes commodities not listed here
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I / 1 9 9 6 I V / 1 9 9 5 I / 1 9 9 5

Labor force
(in thousands)

Total nonagricultural 
employment
(in thousands)

Unemployment rate

IV/ 1 9 9 5 I I I / 1 9 9 5 I V / 1 9 9 4

Real personal income*
(in billions)

United States

133,192 132,432 132,213

117,691 117,190 116,078
5.6% 5.6% 5.5%

$3,960.2 $3,935.9 $3,861.6

Arkansas

Illinois

Indiana

I / 1 9 9 6 I V / 1 9 9 5 I / 1 9 9 5

Labor force
(in thousands)

Total nonagricultural 
employment
(in thousands)

Unemployment rate

IV/ 1 9 9 5 I I I / 1 9 9 5 I V / 1 9 9 4

Real personal income*
(in billions)

1,236.2 1,228.2 1,221.0

1,080.8 1,078.0 1,061.8
4.9% 4.8% 5.0%

$28.6 $28.5 $28.1

I / 1 9 9 6 I V / 1 9 9 5 I / 1 9 9 5

Labor force
(in thousands)

Total nonagricultural 
employment
(in thousands)

Unemployment rate

IV/ 1 9 9 5 I I I / 1 9 9 5 I V / 1 9 9 4

Real personal income*
(in billions)

6,147.4 6,109.8 6,062.9

5,674.7 5,636.2 5,566.9
5.2% 5.2% 5.1%

$193.4 $192.5 $188.8

I / 1 9 9 6 I V / 1 9 9 5 I / 1 9 9 5

Labor force
(in thousands)

Total nonagricultural 
employment
(in thousands)

Unemployment rate

IV/ 1 9 9 5 I I I / 1 9 9 5 I V / 1 9 9 4

Real personal income*
(in billions)

3,116.6 3,133.3 3,149.6

2,801.7 2,795.6 2,775.0
4.4% 4.5% 4.2%

$81.5 $80.8 $79.7

Compounded Annual Rates of Change in
Nonagricultural Employment

Selected U.S. and State Business Indicators
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Total Construction Government Transportation, Communication
and Public Utilities

Manufacturing Finance, Insurance
and Real Estate

General Services Wholesale/Retail Trade

Kentucky

Mississippi

Missouri

Tennessee

NOTE: All data are seasonally adjusted. The nonagricultural employment data reflect the 1995 benchmark revision.
* Annual rate. Data deflated by CPI, 1982-84=100.

I / 1 9 9 6 I V / 1 9 9 5 I / 1 9 9 5

Labor force
(in thousands)

Total nonagricultural 
employment
(in thousands)

Unemployment rate

IV/ 1 9 9 5 I I I / 1 9 9 5 I V / 1 9 9 4

Real personal income*
(in billions)

2,757.3 2,733.3 2,696.2

2,555.0 2,536.4 2,479.8
5.3% 5.5% 4.7%

$71.3 $70.4 $69.4

I / 1 9 9 6 I V / 1 9 9 5 I / 1 9 9 5

Labor force
(in thousands)

Total nonagricultural 
employment
(in thousands)

Unemployment rate

IV/ 1 9 9 5 I I I / 1 9 9 5 I V / 1 9 9 4

Real personal income*
(in billions)

2,815.5 2,850.4 2,796.2

2,553.5 2,539.1 2,511.8
3.7% 4.2% 4.9%

$76.1 $75.6 $74.5

I / 1 9 9 6 I V / 1 9 9 5 I / 1 9 9 5

Labor force
(in thousands)

Total nonagricultural 
employment
(in thousands)

Unemployment rate

IV/ 1 9 9 5 I I I / 1 9 9 5 I V / 1 9 9 4

Real personal income*
(in billions)

1,854.0 1,851.1 1,875.7

1,656.4 1,654.1 1,630.7
5.2% 5.3% 4.7%

$47.5 $47.2 $46.6

I / 1 9 9 6 I V / 1 9 9 5 I / 1 9 9 5

Labor force
(in thousands)

Total nonagricultural 
employment
(in thousands)

Unemployment rate

IV/ 1 9 9 5 I I I / 1 9 9 5 I V / 1 9 9 4

Real personal income*
(in billions)

1,260.7 1,262.6 1,254.6

1,078.5 1,076.3 1,072.6
6.2% 6.2% 5.9%

$29.4 $29.4 $28.9

Regional Economist
July 1996
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