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President's Message: Despite Dark Events,
Prospects Remain Bright
William Poole

Pearl Harbor. The war in Korea. The Cuban missile crisis. Kennedy's assassination. The U.S. economy has
survived many shocks in recent history. It will withstand the terrible events of Sept. 11, also.

Of course, there will be setbacks, as we've already seen in the airline and hotel industries. But the economy as
a whole need not—and I believe will not—suffer in the long run. Our economy is resilient. Resources—both
capital and labor—will flow from industries where they aren't needed to those where they are, and the
aggregate economy will grow once again.

We can't predict how long this will take. But history shows us that the economy always rebounds, often sooner
than people feared at the time a crisis occurs. Years from now, only economists will care how many quarters
passed before the recovery occurred this time.

In such times of crisis, America has an edge over many other countries. For starters, our culture and
institutions reward entrepreneurial activity. Many of us are motivated by the intellectual and financial rewards of
building companies and serving markets. We are much better off living in a society where people may be
excessively exuberant sometimes—think back to the late 1990s—than in a society in which few take risks.
Within weeks of the terrorist attacks, our entrepreneurs and innovators will be looking for opportunities to move
the U.S. economy forward. The environment they've always counted on—the accommodating government
policies, the decentralized markets, the flexible labor force—is intact today.

Another important advantage we have at this point is our low and stable rate of inflation. The Fed's long-
standing focus on controlling inflation will pay off now more than ever. After the terrorist attacks, there was
almost no evidence that behavior was being motivated by fear of inflation. Contrast that to previous times of
crises—the outbreak of the Korean War, for example—when the fear of rising prices complicated the situation
considerably. That we take price stability almost for granted is a great strength of our current condition.

Equally important has been our ability to keep the nation's payments system running during the crisis. A
market economy requires that households and businesses be able to make and receive payments reliably. The
Fed provided record amounts of liquidity—tens of billions of dollars—through various channels after the
terrorists struck the nation's financial capital. Banks had plenty of cash. ATMs were stocked. Any fear that
access to money would be cut off was dispelled.

None of this is to say that the recovery starts tomorrow. Before the attack, the economy had already slowed to
a crawl. Corporate profits were off 20 percent. A million people had received layoff notices since the start of the
year. Only strong spending by consumers—thanks to low interest rates—kept recession at bay.

Among the many ways we can help the economy is to remain optimistic. Studies prove that expectations—
positive as well as negative—can be self-fulfilling and reinforcing.
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I'm confident, given our prior experience, given our economy's characteristics and the characteristics of our
people, that the U.S. economy will rebound. The natural state of our economy is growth and full employment.
We'll get there.
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Suburban Expansion: District Growth Rate Tops
National Average, Census Shows
Rubén Hernández-Murillo

According to the 2000 census, American suburbs have grown faster since 1990 than their corresponding cities.
And suburbs in the Eighth District are expanding at a stronger pace than in the nation as a whole.

This is the second in a series of articles on changes in the District over the past decade as revealed by the
census. Studying census data allows for a better understanding of the patterns of economic growth in our
region.

This article documents the patterns of urbanization for 13 metropolitan statistical areas (MSAs) in the District,
using population and housing data. The article also lays the groundwork for analyzing some of the major
issues of suburban growth—such as whether this expansion is really the problem portrayed by many policy-
makers and interest groups. Among economists, the issue is far from settled.

District Suburban Population Growth

The Eighth District is much less "metropolitan" than the rest of the country. In the United States in 1990, 79.8
percent of Americans lived in metropolitan areas. Ten years later, that figure inched up to 80.3 percent. In
contrast, only 51.1 percent of the District's population lived in an MSA in 1990 and just 51.5 percent in 2000.
(The 13 MSAs considered in this analysis lie entirely within the Eighth District boundaries, with the exception of
Fort Smith, Ark. This MSA extends into Sequoyah County in Oklahoma.)

Using data on population and housing, a straightforward indicator of suburban expansion, or "sprawl," is the
difference in growth experienced in central cities and their suburbs between 1990 and 2000.1 Among District
MSAs, suburban population grew more than twice as fast as population in the corresponding central cities. On
average, population in the suburbs grew by 1.8 percent at compound annual rates2 and by only 0.8 percent in
the central cities. This suburban expansion was stronger in the District than in the United States, where
suburban population grew by 1.5 percent annually, compared to 0.9 percent in central cities.

The companion map ranks major MSAs in terms of the difference in average annual growth rates between
suburbs and their central cities. From this perspective, the highest difference was observed in Springfield, Mo.,
where suburban growth outpaced central city growth by 2.7 percentage points. The St. Louis MSA, part in
Missouri and part in Illinois, ranked second with a difference of 1.8 percentage points. Tied for third place are
the Evansville-Henderson MSA and the Louisville MSA, both of which straddle the Kentucky-Indiana border.
Both had a difference of 1.7 percentage points. The Memphis MSA, which touches Tennessee, Arkansas and
Mississippi, followed closely with a difference of 1.6 percentage points. In fifth place was Little Rock, Ark., with
a difference of 1.2 percentage points. In just two MSAs, the central city grew faster than the suburbs—but just
a hair faster. In Jackson, Tenn., the city grew 0.7 percentage points faster. In Columbia, Mo., the city's growth
outpaced the suburbs' by 0.4 percentage points.



Following the national trend, the largest relative suburban expansion in the Eighth District occurred, in general,
in MSAs with large central cities. The six fastest-growing MSAs in terms of sprawl had central cities of at least
149,000 people in 2000.

Where Are New Homes Being Built?

Given the relative growth of suburbs since 1990, it is not surprising that more housing units were built in the
suburbs than in cities over the same period. In the Eighth District, the average annual growth rate of housing
units in the suburbs was 2.2 percent. In the cities, it was 1.0 percent. For the nation as a whole, housing units
grew at average annual rates of 1.3 percent in the suburbs and 0.8 percent in the central cities. The fact that
housing units grew faster than population indicates that households in the District's suburbs and cities were
smaller in 2000 than in 1990.

The pattern of suburban housing growth relative to growth in the central cities closely follows the pattern of
population growth: Large cities tended to have the fastest suburban housing growth. Owensboro, Ky., and Pine
Bluff, Ark., were the exceptions in that they had much faster growth in suburban housing relative to their central
cities. They were among the smallest MSAs in the District, however.

Is Expansion Really a Problem?
Economists identify three main factors that have reinforced suburban growth: population growth, rising
household income and declining commuting costs.2 Yet migration to the suburbs ultimately reflects individuals'
demand for housing space and public goods.

To an economist, the patterns of suburban expansion reflect choices made by individuals on the appropriate
uses of land: If suburbs are expanding, then the benefits perceived by residents must exceed the costs they
incur. Why, then, might this expansion not be socially desirable? Economics tells us that there are actually very
limited scenarios where suburban expansion might be a problem, in sharp contrast to what opponents of
sprawl usually maintain. One possibility is that individuals, in making their choices, do not account for all the
benefits and costs that society, as a whole, ultimately derives from them.4 Economists refer to these situations
as market failures because, in such cases, the market fails to allocate resources to those activities where they
are valued most. In order to consider sprawl a problem, however, the extent of these failures would have to be
carefully ascertained.

The main concern about suburban expansion is that it may be excessive. Economist Jan Brueckner identifies
three potential market failures that explain why this may occur. First, developers may fail to take into account
all the costs of public infrastructure generated by new development. In this case, the cost would not be
reflected in the property tax paid by homeowners. Second, commuting may involve additional time costs when
roads are congested by excessive traffic. Individual commuters do not perceive the costs imposed on others by
their own use of the road. Third, in converting land to urban use, developers do not take into account intangible
benefits of open spaces that might be lost by other households in areas that are already urbanized.

In all three cases, failure to account for all the costs imposed on society may lead to overuse of land
resources. Brueckner remarks that remedies for these problems—except maybe accounting for the benefits of
open space, which are difficult to assess because of their subjective nature—can successfully be implemented
in the form of development taxes, congestion tolls or impact fees.5 These measures would then be designed to
make private costs reflect the full burden of social costs. Brueckner recognizes that such policies, though
efficient, may be politically unpopular.

Although developers often pay development taxes or impact fees, the fragmented nature of local governments
in some metropolitan areas may lead to large expansion. That's because they follow independent fiscal



programs that consider only their own costs and benefits and not the region's.

So-called smart growth policies, such as the urban growth boundary (UGB) in Portland,6 Ore., are blunt and
do not attack the potentially underlying sources of excessive expansion. Ultimately, they can be harmful
because they lead to denser cities and restrict access to affordable housing space, especially for the very poor,
by decreasing the supply of urban land.

Conclusions

In the Eighth District MSAs, population and new homes are increasing faster in the suburbs than in the central
cities. Except for some cases, faster growth tends to occur in metropolitan areas with large cities. Without
additional data, it is hard to assess whether suburban expansion constitutes a problem in the District, but this
article has laid out some ideas that would help identify potential problems in future analysis.

Thomas A. Pollmann provided research assistance.



Sprawl in the Eighth District

Most of the largest cities in the Eighth District have become more sprawling since 1990. The difference between suburban and urban
annual growth rates was largest in Springfield, where it was 2.7 percentage points.

SOURCE: Census 2000

[back to text]

Endnotes

1. Suburban variables were defined subtracting the sum of central cities variables from MSA totals. [back
to text]

2. The compound annual rate represents the annual average rate of growth over the 10-year period we
examine. [back to text]

3. See Mieszkowski and Mills (1993). [back to text]
4. See Brueckner (2000). [back to text]
5. Impact fees are lump-sum payments made up-front by developers to cover the costs of new

infrastructure. [back to text]
6. The UGB is a very strict form of zoning that imposes limits on urban development around the city. [back

to text]
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A Third Pillar of Bank Supervision Examinations
and Capital Requirements Already Seek to Control
Risk. Can Markets Support This Effort?
William R. Emmons , R. Alton Gilbert , Mark D. Vaughan

The terms "bank supervision" and "market discipline" are linked increasingly these days. Because most people
think of government supervision and free markets as polar opposites, this coupling may seem curious. Yet,
bank supervisors across the globe have come to see financial markets as a tool for preserving bank safety and
soundness. For example, over the past three years, delegates from 13 nations have worked to hammer out a
supervisory framework that is consistent across national frontiers. This international framework—the New
Basel Capital Accord—features market discipline as one of three pillars of bank supervision, along with
supervisory review and capital requirements.1 Exactly what does market discipline mean in a banking context,
and how could such discipline improve bank supervision?

Basics of market discipline

In a free-enterprise economy, markets discipline most businesses in one way or another. For instance,
businesses must obtain financing—that is, submit to financial market discipline. Firms must also recruit
workers—submit to labor market discipline. Finally, firms must sell goods or services—submit to product
market discipline. Only by successfully responding to these forms of discipline can a business survive and
thrive. In capitalist ideology, governments should not protect businesses from market discipline. Rather, such
discipline ensures that scarce resources flow only to the most efficient firms.

Why supervise banks?

Banking is a special industry in most developed countries because the government interferes with market
discipline. In the United States, federal and state agencies supervise the operation of commercial banks. This
supervision limits the discretion of bank management and reduces the discipline from product and financial
markets. For example, before opening their doors, bank managers must obtain a charter from either the state
or federal government. Chartering requirements reduce product market discipline by limiting competition. At
the same time, the Federal Deposit Insurance Corp. protects small depositors from losses due to bank failures.
This protection reduces the incentive for insured depositors to monitor bank risk—that is, it lessens financial
market discipline.

One reason that banks receive special treatment is that bank failures have stronger adverse effects on the
economy than do other business failures. Bank failures can disrupt the flow of credit to local communities,
interfere with the operation of the payments system and reduce the money supply. These effects can be long-
lasting. Indeed, many economists blame the length of the Great Depression on the disruption of credit
relationships caused by the wave of bank failures in the early 1930s.
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Shortcomings in the structure of the deposit insurance program provide another reason for government
supervision of the banking industry. The current range of deposit insurance premiums is too small to deter
bank risk-taking effectively. For example, the safest banks pay no premiums for their deposit insurance
coverage, while the riskiest banks pay 27 cents per $100 of deposits or, put another way, 27 basis points for
their coverage. In contrast, the spread between the yields on the riskiest and the safest bank subordinated
debt—an instrument that is particularly sensitive to risk—often exceeds 100 basis points. Because the narrow
range of premiums does little to deter risk-taking, supervisors must monitor bank conditions and discourage
unsafe and unsound practices to reduce the likelihood of failures.

How are banks supervised?

Traditionally, bank supervisors have contained risk with supervisory review and capital requirements.
Supervisory review includes on-site examination and off-site surveillance. Capital requirements direct each
bank to keep the owner's stake in the enterprise above a minimum level.

The cornerstone of supervisory review is thorough, regularly scheduled, on-site examinations. Each U.S. bank
must submit to a wide-ranging federal or state examination every 12 to 18 months. These examinations focus
on six components of bank safety and soundness, known together as CAMELS: C for capital protection, A for
asset quality, M for management competence, E for earnings strength, L for liquidity risk exposure and S for
sensitivity to market risk. The banks are awarded a grade of 1 (best) through 5 (worst) on each component.
Examiners use these six scores to award a composite CAMELS rating, also expressed on a 1 through 5 scale.
The scores are kept confidential to facilitate the flow of information between examiners and bankers. In
general, bank supervisors consider institutions with composite ratings of 1 or 2 to be safe and sound.
Supervisors use a variety of formal and informal sanctions—called enforcement actions—to prod 3-, 4- and 5-
rated banks to restore safety and soundness.

Supervisory review also includes off-site surveillance. This involves using financial data and anecdotal
evidence to schedule and plan on-site exams. Although on-site examination is the most effective tool for
spotting safety-and-soundness problems, it is costly and burdensome. On-site examination is costly to
supervisors because of the examiner resources required and is burdensome to bankers because of the
intrusion into daily operations. Off-site surveillance reduces the need for unscheduled exams. Off-site
surveillance also helps supervisors plan exams by highlighting risk exposures at specific institutions. For
example, if pre-exam surveillance reports indicate that a bank has significant exposure to interest-rate
fluctuations, then supervisors could add interest-rate risk specialists to the exam team.

Rules mandating that the owners' stake in a bank exceed a minimum level—capital requirements—are the
other major component of traditional supervision. Because the owners are first in line to absorb losses, high
capital ratios reduce the temptation to take inappropriate risks with insured deposits. High capital ratios also
reduce the likelihood that economic shocks, such as unanticipated fluctuations in interest rates or economic
activity, will lead to failure. In the late 1980s and early 1990s, U.S. bank supervisors, working in conjunction
with supervisors in other leading industrial countries, phased in a system of risk-based capital requirements.
These requirements—the "old" Basel Capital Accord—tied capital adequacy explicitly to credit risk; banks with
riskier loans and securities were required to hold more capital.

What is meant by market discipline in banking?

Assessing the contribution of market discipline to bank supervision first requires defining terms precisely. All
banking organizations receive funds from depositors, other creditors and owners. Each claimant expects a
return for his or her contribution—depositors expect transactions services and interest, other creditors expect
interest and owners expect dividends. Each group monitors the bank's financial health to ensure that expected
returns are forthcoming. When a bank assumes more risk, its claimants may demand extra compensation to



guard against the possibility that expected returns will not materialize. Another possibility is that claimants will
respond to the increase in risk by withdrawing their funds. These responses—demanding extra compensation
or withdrawing funds—are what most economists and supervisors typically mean by market discipline in
banking. The recent discussion concerns proposals to beef up financial market discipline on large banks by
requiring them to issue standardized, publicly traded debt.

In theory, financial market discipline preserves bank safety and soundness by directly penalizing undue risks or
by helping supervisors penalize undue risks. Suppose, for example, that a bank decides to pursue a new high-
risk activity. If the holders of the bank's required debt securities respond by demanding extra compensation or
refusing to buy new issues of the mandated debt, then bank management might opt to reverse the increase in
risk. Alternatively, the bank might choose not to increase risk in the first place because management foresaw
the likely response by debt holders. Bank supervisors could use the evidence of an increase in funding costs
or a funding runoff to accelerate a scheduled exam and to question bank management once on-site. Finally,
supervisors could monitor progress in correcting safety-and-soundness problems by watching market signals
about bank risk.

What can market discipline do for supervisors?

Dissatisfaction with the old risk-based capital requirements explains much of the recent enthusiasm for
financial market discipline. Although the theory underlying these requirements was sound, the application
created problems. The capital requirements created four different risk categories for assets, with a different
requirement for each category. Banks placed each asset in one of the categories. For example, Treasury
securities fell into category one—the category with the lowest capital charge. All commercial loans fell into
category four—the category with the highest capital charge. Problems arose because assets inside each
category were not equally risky; banks with relatively safe commercial loans had to hold the same amount of
capital as banks with relatively risky commercial loans. Also, some large banks tried to "game" the
requirements by investing in the riskiest assets in each category, thereby increasing risk without having to
increase capital. Finally, the swift pace of industry change convinced some bank supervisors that any capital
standard, no matter how frequently updated, would always lag behind current practices.

Financial market discipline enhances traditional supervision in four specific ways. First, financial markets
supplement supervisory assessments of bank risk. Investors and analysts face powerful incentives to price risk
correctly—careers and fortunes are at stake with every transaction. They may uncover evidence of risky
behavior that eludes supervisors. Second, financial markets penalize risk more incrementally than bank
supervisors do. Enforcement actions are blunt instruments; supervisors reserve these tools for institutions with
serious safety-and-soundness problems. Financial markets, in contrast, add a basis point here or subtract a
basis point there when risk premiums need tweaking. Third, financial markets update their risk assessments
more frequently than bank supervisors do. The prices of bank securities can change every minute, whereas, in
most cases, examinations take place at 12- to 18-month intervals, and fresh surveillance reports come out at
quarterly intervals. Fourth, financial markets help insulate supervision from politics. During the 1980s,
politicians pressured savings-and-loan supervisors to keep insolvent institutions open, which, in turn, magnified
their losses. It is more difficult for politicians to pressure supervisors to overlook risky practices when financial
markets are sending up warning flares.

Recent legislation in the United States reflects the interest in giving financial markets a larger role in bank
supervision. The Gramm-Leach-Bliley Act of 1999 tied a large bank's right to control financial subsidiaries to
rating agency assessments of default risk on the institution's long-term unsecured debt. The Act also directed
the Treasury Department and the Federal Reserve to study the feasibility of requiring banks to issue
subordinated debt—a security thought to be particularly effective for disciplining risky institutions.2 Perhaps
Federal Reserve Governor Laurence H. Meyer best summed up the enthusiasm when he said: "When all is



said and done, it seems clear that market discipline remains our first line of defense. It is perhaps the most
flexible option for maintaining bank safety and soundness in a rapidly evolving environment and has the
potential to strengthen and complement bank supervision and regulation, particularly on the outside chance
that the market knows best."3

 

Can it work?

Three conditions must hold before financial market discipline can complement supervisory review effectively.
First, holders of bank debt, such as private investors or mutual funds, must price bank risk. Second, bank debt
holders must believe that the federal government will not bail them out should failure occur. Third, either bank
management or bank supervisors must respond to risk signals sent by bank debt holders.

The first two of these conditions appear to hold, suggesting that the time is right for greater reliance on
financial market discipline. A number of recent scholarly papers have documented risk pricing by holders of
bank debt.4 In addition, debt holders of large banks seem convinced the federal government has retreated
from the "too big to fail" doctrine of the 1980s, under which uninsured claimants were shielded from losses to
prevent disruption to the financial system.5 To date, research has unearthed little evidence that bank
managers respond to financial market pressure, though to be fair, this line of inquiry is new.6 Still, even if bank
managers ignore financial market pressure, bank supervisors could use market signals to inform on-site
examination or off-site surveillance.

Is subordinated debt the ticket?

The recent market discipline discussion centers on proposals to require some banks to issue a standardized
form of subordinated debt. Like any corporate bond, bank subordinated debt offers interest payments over time
and principal at maturity. Unlike many other bonds, this debt is "subordinated"—the holders stand in line after
insured depositors, uninsured depositors and general creditors should the bank fail. Subordinated debt is not
backed by collateral and is not insured by the FDIC. "Standardized" debt conforms to pre-specified terms to
maturity and frequencies of issuance. For example, banks might be required to sell a specific quantity of five-
year instruments every year. Most proposals require that total subordinated debt outstanding account for a
minimum fraction of a bank's overall funding. To mandate subordinated debt, bank supervisors would first need
to write a rule outlining the standardized terms and put the rule out for public comment. After responding to
these comments, supervisors then could publish the rule as a legally enforceable bank regulation.

Many economists believe that mandatory, standardized subordinated debt would introduce significant financial
market discipline into banking. Facing the full brunt of losses should the bank fail gives the holders of
subordinated debt strong incentives to police risk. Moreover, unlike holders of bank stock, who can profit from
increases in bank risk, holders of the subordinated debt confront a risk/reward tradeoff similar to that faced by
bank supervisors—little is gained from increases in risk but much can be lost. Standardizing issues makes it
easier for supervisors or investors to compare debt yields across banking organizations and draw inferences
about relative risk exposures. Specifying a minimum percentage in the funding mix keeps risky banks from
evading financial market discipline by turning to insured deposits or other funding that is not risk- priced.7 A
structure of regularly maturing issues forces banks to "roll over" subordinated debt, thereby allowing periodic
evaluation by new investors.

The proposals for mandatory subordinated debt have focused on large banks because the supervisory benefits
from enhanced market discipline would be greatest for these institutions. Large banking organizations are
difficult to supervise because they often engage in non-bank activities and heavily use derivative instruments.
For example, 93 percent of large banking organizations (total assets exceeding $1 billion) own non-bank



subsidiaries; only 33 percent of small organizations (assets under $1 billion) control non-bank subsidiaries. At
the same time, the notional value of derivatives securities at large organizations averages about 700 percent of
assets; the comparable figure for small organizations is less than 1 percent.8 Large banks also account for the
lion's share of U.S. banking assets, making the stability of the financial system dependent on their safety and
soundness. For example, the 361 banks with more than $1 billion in assets hold 83.3 percent of U.S. banking
assets. Financial markets provide an independent source of information about the risk of large, complex
banking organizations, information that could help supervisors respond quickly and decisively to emerging
threats to the financial system.

Another reason for limiting the mandate to large banks is that the compliance costs are lowest for these
institutions. Forcing a bank to issue a security it would not otherwise issue is akin to imposing a tax on that
bank. This tax would probably not prove burdensome to large banks because most of these institutions already
issue subordinated debt. For example, at the end of 2000, 44 of the largest 50 commercial banks and 46 of the
50 largest bank holding companies had subordinated debt outstanding, albeit not standardized. In contrast,
only 68 of the 7,674 banks with assets under $500 million had any subordinated debt outstanding. Small banks
tend to avoid subordinated debt because issuing costs are high and because they can meet their funding
needs with core deposits, jumbo certificates of deposits and Federal Home Loan Bank advances. In short, a
subordinated debt tax on small banks might prove excessively burdensome.9

Although most economists find mandatory subordinated debt theoretically appealing, they differ on the
implementation details. For example, even among those favoring mandatory subordinated debt,
disagreements arise over the quantity of subordinated debt that large banks should be required to issue.
Arguments also arise over whether the bank or the bank holding company should be subject to the mandate.
Finally, differences arise over whether the debt should be long-term or short-term. Research is ongoing at the
Federal Reserve and at the Office of the Comptroller of the Currency to produce a consensus on these issues.

If a consensus is reached on these details, a number of training hurdles will remain. Traditionally, examiners
and surveillance analysts have been taught to analyze bank financial statements and reach their own
conclusions about safety and soundness. If financial market discipline becomes a true third pillar, supervisory
personnel will have to keep one eye trained on capital markets. They will have to learn to read market signals,
distinguishing between movements that are unrelated to bank condition and movements that portend safety-
and-soundness problems. In short, supervisors will have to learn to think like market analysts, yet still be
mindful of the difference between protecting the economy from bank failures and maximizing expected returns
for security holders.

The way of the future?

Financial market discipline will undoubtedly play an important part in bank supervision in the future. The
dizzying pace of industry change has led U.S. bank supervisors, along with their colleagues around the
developed world, to conclude that financial markets can complement supervisory review and capital
requirements. Harnessing market forces as a third pillar of supervision demands that safety-and-soundness
examiners and surveillance analysts learn a new way of thinking. Perhaps the public will also have to learn a
few new tricks—such as getting used to hearing the words "market" and "government supervision" in the same
breath.

Thomas B. King and Thomas A. Pollmann provided research assistance.

Endnotes

1. The framework is described at www.bis.org/publ/bcbsca.htm. [back to text]
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2. The Treasury-Federal Reserve report can be downloaded from
www.federalreserve.gov/boarddocs/RptCongress/debt/subord_debt_2000.pdf [back to text]

3. Quoted in Meyer (1999). [back to text]
4. See Flannery (1998) for an overview of recent evidence. [back to text]
5. See Flannery and Sorescu (1996) for an example of this evidence. [back to text]
6. See Bliss and Flannery (2000) for evidence of the weak response by bank managers to changes in

financial market prices. [back to text]
7. See Lang and Robertson (2000) for an analysis of the various subordinated debt proposals. [back to

text]
8. A derivative is an asset whose value "derives" from the price of another asset. The value of a contract

to deliver corn in one month--one form of derivative--depends on the expected price of corn. The cash
flows on derivatives contracts are often based on a fictional sum called the notional value. Although
notional values do not equal derivative exposures, the greater the notional value of a bank's derivatives,
all else equal, the greater its derivatives activity. [back to text]

9. See Stojanovic, Vaughan and Yeager (2000) for discussion of the role the Federal Home Loan Bank
plays in funding community banks. [back to text]
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Low Unemployment: Old Dogs or New Tricks?
Abbigail J. Chiodo , Michael T. Owyang

In March 2001, financial markets reeled at the news of an increase in the unemployment rate to 4.5 percent, its
highest level in more than two years. Not long ago, such an unemployment rate would have been greeted with
elation rather than alarm. Low unemployment rates, however, have become the norm following the longest
period of sustained growth in the postwar period. Until recently, an unemployment rate below 6 percent was
thought to be impossible without inducing rampant inflation.

In 1992, early in the most recent expansion, the unemployment rate averaged 7.5 percent. It has been below 6
percent since 1994 and below 5 percent since 1997. Despite predictions to the contrary, the inflation rate over
the same period remained below 3.5 percent (with an average inflation rate of about 2.3 percent).

How did this so-called New Economy continually reduce unemployment without succumbing to inflationary
pressures? The most common conjecture was that the sustainable level of unemployment had fallen because
the integration of computers and other technologies had increased worker productivity. Improvements in
technology, once embodied, can increase the productivity of workers, making them more valuable to firms,
thus increasing the demand for labor.

A second theory, which has received much less attention, is that demographic changes would have led to a
lower unemployment rate and higher productivity growth even without the new technologies. In particular, the
aging of the baby-boom generation may have meant that: (1) relatively more workers are matched to the jobs
where they are most productive, and (2) relatively fewer workers are at the beginning of their work lives, when
spells of unemployment are most common. The resulting increase in job stability would lower the
unemployment rate for the entire economy.

This article compares the extent to which these factors—technology and demographics—have contributed to
the lower unemployment rate.

Embodied Technology: New Tricks

Computers were around long before anyone began talking about the New Economy. Why, then, did they take
so long to have an effect on productivity and unemployment? The answer revolves around the diffusion of
technology, especially to nonmanagement workers. Early studies of the effects of computer investment found
little or no correlation between information technology investment and productivity.1 More recent studies,
however, indicate that computers and information technology may indeed be affecting the productivity of
nonmanagement workers.2 Technology, it seems, requires time for workers to incorporate it into their tasks;
productivity only rises when new technology is fully embodied.3 A study last year by economists Erik
Brynjolfsson and Lorin Hitt contends that technology's value is mostly in its "ability to enable complementary
organizational investments, such as business processes and work practices." These investments, they
suggest, lead to an increase in productivity by decreasing costs and allowing firms to increase output. For
example, the use of e-mail can decrease the cost of both inter- and intra-office communication. However, to
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have an effect on aggregate productivity, e-mail use must be widespread, filtering down from those specializing
in information technology to secretaries, analysts and other nonmanagement personnel.

Despite this conventional wisdom, technology is not necessarily the benefactor it might appear to be. For
example, in a 1999 study, economists Susanto Basu, John Fernald and Miles Kimball found that an
improvement in a firm's technology tends to reduce employment in the first year and that employment may rise
only two years later. In addition, new technology creates new problems as firms either have to replace their
current workers with workers who are trained to use the new technology or they have to retrain their existing
workers. It is possible, then, that as new technology is introduced, workers are replaced and productivity falls
because workers and firms may need to learn how to use the new technology.4

Demographics: Old Dogs

A 1998 article by economist Robert Shimer argues that a significant amount of the decline in the
unemployment rate can be accounted for by the aging of the work force. Shimer proposes that young workers
often move in and out of jobs as they search for the career that best matches their skill levels and interests.
They, therefore, tend to experience more job changes and suffer more unemployment spells than older
workers do. In addition, older workers tend to be more productive; in general, they have acquired more skills
over time and are better matched to their jobs than their younger cohorts are.

U.S. data are consistent with Shimer's assumptions. The unemployment rate for young workers is typically
about twice as high as the unemployment rate for workers older than 35. What makes this fact important to
today's economy? Aging baby boomers. As the large group of people born from 1946 through 1964 moves into
an age group that changes jobs less frequently, the total unemployment rate should decline.

During the 1970s, as baby boomers started working, the median age of the labor force fell and the
unemployment rate rose. Since 1980, however, the opposite has occurred: The median age of the labor force
has risen while the unemployment rate has fallen.

The aging of the labor force should continue over the next few years.5 According to the projection of the
Current Population Survey of the Bureau of Labor Statistics, the labor force age group 45 to 64 will grow faster
than that of any other age group. However, the survey also predicts that the share of workers age 16 to 24, the
"baby-boom echo," will grow in that time, after two decades of declining. Thus, an age group with a typically
high rate of unemployment will be growing in size, which could cause a subsequent rise in the aggregate
unemployment rate.

Findings

We performed some simple statistical analyses to evaluate the relative importance of improved technology and
the aging population on the unemployment rate. In doing so, we account for the fact that current and past
technological improvements can have an effect on the current unemployment rate.6 Details of this exercise
can be downloaded.7 While these results are by no means definitive, they are strongly suggestive of the role
that demographic changes have played.

In 2000, the average unemployment rate was 3.5 percentage points below the rate for 1992. Our results
indicate that just over one-half of this drop (1.8 percentage points) can be explained by the difference in the
median age of the labor force, which was two years higher by 2000. We also find that the overall effect of
technology was to increase the unemployment rate by 0.5 percentage points. (This is a net figure. The
difference in the rate of technology accounted for a 2.1 percentage-point increase. However, much of this was
offset by the difference in past technological improvements, which accounted for a 1.6 percentage-point



decrease.) This leaves 2.2 percentage points of the decline in the unemployment rate that is not explained by
either technology or the aging of the labor force.

The figure below reveals the relationships between age, technology and the unemployment rate. While the
level of technological improvements increased from 1965 through 1985, the decrease in the unemployment
rate can be seen from 1980 through 2000, allowing 15 years for the embodiment of technology. It can also be
seen that the unemployment rate went down over the past 20 years at the same time the median age of the
labor force went up.

Conclusions

The unemployment rate has fallen in the last decade while inflation has remained stable. Technological
advances may not be the only cause. There is strong evidence that part of it can be explained by the aging
baby-boom generation. In fact, we find that past improvements in technology and the rising median age of the
labor force have played roughly similar roles in reducing the unemployment rate between 1992 and 2000.

Figure 1

Technology, Age and Unemployment

The U.S. unemployment rate has decreased, following increases in the level of technology (as measured by the number of utility patent
applications) 15 years earlier. Similarly, as the median age of the labor force has been going up, the unemployment rate has been going
down.

Endnotes

1. Black and Lynch (2000) review these studies. [back to text]



2. Brynjolfsson and Hitt (2000) find a positive correlation between productivity and computer use, and
Black and Lynch (2000) use firm level data to reveal this relationship. [back to text]

3. Kliesen and Wheelock (2001) offer a historical perspective of technology embodiment. [back to text]
4. See Caballero and Hammour (1996) and Friedberg and Owyang (2001) for more detailed analysis of

the effect of the spread of technology on the labor market. [back to text]
5. Current Population Survey, Monthly Labor Review, November 1999. [back to text]
6. We measure the rate of technological improvement by the number of utility patent applications.  We

measure past technological improvements by the number of patents 15 years earlier. [back to text]
7. www.stls.frb.org/publications/re/2001/d/data/regression.pdf [back to text]
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Community Profile: In Hopkinsville, Ky., Farmers'
Involvement Puts Them A Cut Above The Rest
Alan J. Stamborski
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 Steve Sauder, manager of the Fairview Produce Auction, asks for bids from the crowd.
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Bruce Cline at his tobacco farm.

If you ask Wayne Hunt what makes the farming community around Hopkinsville, Ky., stand out, he's quick to
tick off reasons: business-minded, involved, politically savvy.

Hunt is the unofficial farm leader in Christian County, where the land yields tens of millions of bushels of corn
every year, along with soybeans, winter wheat and tobacco. A fair amount of cattle also can be seen grazing
beyond the white rail fences.

The farmers here feel blessed, despite today's low prices. The mild weather of their central location allows
them to squeeze three crops into two years.

"We're like the zipper between the North and South," Hunt says.

That same central location means a quick path to most markets in the country, thanks to the proximity of
interstates, main rail lines and major rivers. Many customers, in fact, have come to them. Mills and commercial
bakeries have sprung up practically in the farmers' back yards.

Staying in the Public Eye
Hunt once worked in the chemical, gas and oil industries. So, he knows big business. And farming here is all
that. The average farm of a full-time farmer is estimated at 2,000 acres—10 times larger than 30 years ago.
Hunt himself farms 5,000 acres and owns half of two agribusinesses.



In the conference room at his Agri-Chem Inc., farmers gather not to complain but to come up with solutions,
Hunt says. U.S. senators have been known to come to the boardroom to solicit input. When the politicians
can't come to Hopkinsville, the farmers fly to Washington.

Hunt pushes the farmers to be active at the grass-roots level, too. They take their turns serving on school
boards, chamber committees and zoning panels. They open their gates for public tours and place ads in the
newspaper to detail the contribution of agriculture to the local economy.

Such involvement keeps the growing urban population aware of the importance of agriculture and the needs of
farmers. That connection can pay off, for example, when home developers set their sights on prime farmland
or when textbooks don't give the farmers' side of the story on the pros and cons of herbicides.

The schools are a special focus of the farmers. In need of qualified workers, the farmers helped set up an Ag
Academy within one of the high schools and helped pay for the development of a special ag curriculum at the
community college.

Looking to Add Value

Like Hunt's boardroom, the Hopkinsville Elevator Co. is a focal point of the ag community—even literally, with
its checkerboard-painted silos towering over town. The grain co-op was started in 1968 by 180 farmers. Today,
it's one of the largest in the country, with 2,300 members and storage capacity of 7.6 million bushels.

Like other big businesses, the co-op has taken big steps. It has acquired other elevators, built a barge terminal
on the Cumberland River and bought half of Hunt's Agri-Chem. On the drawing board is probably the co-op's
most ambitious project: a $32 million ethanol plant.

The project is part of the "value-added" movement. Tired of seeing others make more money off their crops
than they do, farmers are donning the hats of various kinds of middlemen. In the Dakotas, for example, wheat
farmers have started their own pasta plants.

In Hopkinsville, about half of the corn that normally goes through the co-op will be used to make ethanol—21
million gallons a year to start. The plant's profit is expected to top $1 million annually by the fourth year, says
Jimmy Doss, the co-op's general manager.

Even farmers who don't belong to the co-op should benefit from the plant. Because less corn will be available
for the usual buyers, demand should drive up prices 5 to 10 percent, Doss says.

Any project that will increase corn demand is welcomed by farmers here. If not for government subsidies,
growing corn would be a break-even operation, they say.

"We couldn't survive without the federal government," says Phil Garnett, whose extended family farms15,000
acres, more than anyone else in the county. About 20 percent of the farm's gross income is derived from
various government programs, says Don Clampet, a retired banker hired by the Garnetts to take care of the
farm's finances.

Clampet says the farm was fairly small at one time—just 540 acres in 1977. The Garnetts outlasted the farm
crisis of the 1980s, when high interest rates and low crop prices wiped out many small and weak operations.
The family became a consolidator, as did other successful farmers.

"We're dealing with survivors now," Clampet says.

Rooted in Tobacco



Despite their massive size, the Garnetts remember their roots. As is the case with just about every other
farmer in Kentucky, they started out with tobacco. They still raise 80 acres of it.

"Tobacco made us farmers," Garnett says.

Over and over, farmers say tobacco bought their first tractor. Tobacco sent the kids to college. Tobacco paid for
Christmas presents and the new washer and dryer. A few acres were often enough, given that the net profit on
an acre of tobacco can be 10 or 20 times that on an acre of corn.

Despite campaigns against the smoking and chewing of tobacco, the crop still plays an important role in the
economy here. It will continue to do so, if growers like Bruce Cline have their way.

Cline farms 150 acres of tobacco—a huge amount, given that all work must be done by hand. Cline, a fitness-
conscious man who doesn't smoke, speaks almost reverently about tobacco.

"It's our heritage," he says, eager to share the history of how tobacco saved the lives of struggling colonists
and elevated the lives of many a poor Kentuckian.

To those who would shut down production of tobacco in this country, Cline points out that almost 90 percent of
the world's crop is already grown abroad. Growers in Zimbabwe, Brazil and China are ready to take over the
rest. But he doubts that U.S. smokers really want to get any more of their tobacco from countries where far
fewer precautions are taken with such things as herbicides and fertilizers.

Cline says the U.S. tobacco industry is in a dismal state, but not just because of the attacks over health
concerns.

"We've priced ourselves out of the world marketplace," he says. He blames the decades-old quota system,
under which the government and tobacco companies decide how much tobacco is needed each season. Cline
is hoping that the system will be restructured to put more power—and eventually profit—into the hands of the
growers. That should make them more competitive with foreign growers, he said.

Cline scoffs at suggestions that U.S. tobacco farmers look for alternative crops. Corn and other major crops
are already being overproduced, he said. Besides, tobacco is still legal and in demand. Alternative uses—even
medicinal ones—are being developed, he added.

Trying Alternatives

A few small farmers in the county have successfully switched from tobacco to other crops, says Harold Eli of
the county's extension service. Cantaloupes, for example, have proved to be as profitable and require less
time, he says.

Eli refers doubters to the nearby Fairview Produce Auction. The auction was started five years ago, largely by
the Amish and Mennonites. Several times a week, they bring wagonloads of produce to the auction, their
arrival signaled by the clip-clop of the mules' hooves and the grinding of the metal-rimmed wheels in the
gravel. The other farmers—whom the Amish and Mennonites call "the English"—bring their corn, melons and
peppers in pickups. Buyers, for the most part, are owners of farmers markets.

At one recent auction, J.A. Howell successfully bid 55 cents for each of 800 cantaloupes. He planned to sell
them at his stand in Nashville for $1 to $1.50 each.

"You can't buy no better 'loupes than here," he declared.

Sales at the auction are expected to hit $700,000 this year, up from $100,000 the first year. In the first eight
months of this year, 1,000 different sellers and buyers had done business there. Yet Howell doubts that the
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market's success could be repeated in many other places.

Other farmers "won't stick together like these people," he said. While the Amish and Mennonites were
accepting just 35 cents for a dozen ears of corn at one time this summer, "English" farmers wouldn't even
bother picking it for that, he says. Because of their simple lifestyle, the Amish and Mennonites can survive on
such prices. With their large families, they also have the benefit of lots of free labor.

No matter what the future brings, the farmers here can take comfort in knowing that they have a record for
leadership and innovation. They point with pride down the road where Harry Young Jr. popularized no-till
farming. In the other direction, Howard Martin invented the row cleaner and many other invaluable farm tools.
Meanwhile, at the community college in town, the next generation is learning to use cutting-edge technology,
such as the Global Positioning System for "seeing" where a field may need more fertilizer.

"We've got a lot of progressive operations here," says the co-op's Doss. "We're better off than we were five
years ago."

Hopkinsville, Ky., by the numbers

Population

City 30,089

Christian County 72,265

Labor Force (County) 28,994

Unemployment Rate (County) 4.2 percent

 

How County Compares to Others in State in Crop Production

No. 1 Total crop production

No. 2 Winter Wheat

No. 3 Dark-fired tobacco

No. 4 Corn

No. 11 Soybeans

No. 27 Burley tobacco
SOURCES: U.S. Census; Bureau of Labor Statistics; Economic Development Council of Hopkinsville, Christian County. Figures are for the
year 2000.
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National and District Overview: Despite Red Flags,
Inflation under Control
Kevin L. Kliesen

Since last fall, the U.S. economy has seen declining stock (equity) prices, rising unemployment, dwindling
budget surpluses and erosions in consumer confidence. Now, the economy must deal with the effects of the
World Trade Center disaster on Sept. 11. In light of this event and subsequent developments, some economic
forecasters are proclaiming an end to the longest recorded U.S. economic expansion. They are also predicting
that inflation is contained and is heading lower. Are they right?

Recovery Delayed

On Sept. 7, the Bureau of Labor Statistics reported that nonfarm payroll employment fell 113,000 in August,
the third decline in the past five months. While disconcerting, what really grabbed people's attention was the
sharp upswing in the civilian unemployment rate—from 4.5 percent in July to 4.9 percent in August. The
August rate is one percentage point higher than the roughly 30-year lows reached toward the end of 2000.

Much of the recent rise in joblessness can be attributed to problems in the manufacturing sector. In particular,
manufacturers of high-tech equipment, computers, telecommunications equipment and the like have seen
demand for their products slip sharply. In the relatively manufacturing-intensive Eighth District states, for
example, factory payrolls through July 2001 declined by an average of about 5 percent from their 2000 peak
levels. Outside of manufacturing, conditions are somewhat better, as job growth in the U.S. service-producing
industries remains about 1 percent year-over-year. In the District states, growth in service-producing jobs
averages 0.5 percent.

These developments show how wide of the mark economic forecasts can be. In September 2000, for example,
the widely followed consensus forecast published in the Blue Chip Economic Indicators showed that real GDP
was expected to increase 3.5 percent in 2001, while consumer prices (CPI inflation) were expected to rise 2.6
percent. Forecasts published by the Congressional Budget Office, the Office of Management and Budget and
the International Monetary Fund, among others, were of a similar tone. Once it became clear that the economy
was slowing rapidly and that inflation appeared not to be accelerating, the Federal Open Market Committee
(FOMC) acted aggressively to lower its interest rate target. In seven separate instances between Jan. 3 and
Aug. 21, the FOMC pared its federal funds rate target from 6.5 percent to 3.5 percent.

Going forward, it seems probable that the World Trade Center tragedy, which spurred the FOMC to trim
another 50 basis points Sept. 17 from its fed funds target rate and which severely disrupted the economy's
financial markets and transportation system, will leave a large footprint on the economy's path. Indeed, in a
special survey taken a week after the tragedy, nearly 80 percent of Blue Chip forecasters agreed that the
economy had entered into recession, with the consensus predicting negative real GDP growth for the third and
fourth quarters of 2001. By contrast, two weeks earlier, only 13 percent of forecasters thought the economy
was in a recession, and the consensus was that the economy would pick up speed toward the end of 2001 and
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then expand by 3 to 3.5 percent during 2002. But with no precedent to judge the effects of the disaster, it
seems far too early to speculate on the economy's future growth. Still, it seems likely that these events will
further jar consumer and business confidence.

What Inflation?

At about 3 percent, CPI inflation has accelerated modestly since rising from less than 2 percent in 1997 and
1998. In historical terms, such an acceleration is quite mild this far into the business expansion. Certainly,
inflation has picked up because of the run-up in energy prices. But once these are accounted for, inflation has
accelerated less rapidly.

Still, higher energy prices exert substantial costs on the economy, and some percentage gets passed along to
consumers and producers. And since inflation tends to take a while longer to both start and stop, there is
always the lurking concern that higher-than-expected rates of inflation will show up in measures of inflation
expectations, which Fed policy-makers watch extremely carefully. This is important, given the monetary
stimulus that is already in train. At present, though, inflation expectations do not appear to be accelerating.
Monetary policy-makers must make sure it stays that way.

Thomas A. Pollmann provided research assistance.
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NOTE:  Data include only that portion of the state within Eighth District boundaries.
SOURCE:  FFIEC Reports of Condition and Income for all Insured U.S. Commercial Banks
*Annualized data

For additional banking and regional data, visit our web site at:
http://www.stls.frb.org/fred/data/regional.html.
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Nonfarm Employment Growth
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Farm Sector Indicators

Major Macroeconomic Indicators

U.S. Crop and Livestock Prices
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U.S. Agricultural Trade Farming Cash Receipts
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Civilian Unemployment Rate Interest Rates
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Real GDP Growth Consumer Price Inflation
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NOTE: NOTE:  Percent change from a year earlier Each bar is a one-quarter growth rate (annualized); the green line is the
10-year growth rate.
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NOTE:  Data are aggregated over the past 12 months.

imports
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NOTE:  Except for the fed funds target, which is end-of-period, data are
monthly averages of daily data.

(Aug.)
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NOTE:  Data are aggregated over the past 12 months.  Beginning with December
1999 data, series are based on the new NAICS product codes. 
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