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Deflating Expectations
About Falling Prices

Be careful what you wish for—espe-
cially if it’s lower prices for the things you
buy. Spread across the entire economy,
that spells deflation.

The D word is suddenly popping up
across the economic landscape. Some
armchair economists think deflation is a
logical extension of falling inflation.
Well-publicized rollbacks on gasoline and
car prices spur the feeling that prices are
declining across the board. Feeding the
hype is speculation that Japan is export-
ing its deflation to the United States.
When Japan cuts prices on cars, competi-
tors here feel they must follow suit to
preserve their market share.

Naturally, the prospect of saving money
appeals to American consumers, especially
after decades of inflation. But the person
who wishes that all prices would fall isn’t
thinking very far ahead.

Producers can’t absorb price cuts for-
ever. Many of their costs—wages, insur-
ance and rent—are fixed. When all the
“fat” is cut, layoffs begin, triggering a
downward spiral. Laid-off workers
begin pinching pennies. Demand drops,
further depressing prices. More people
are laid off, and the cycle is repeated.
As profits shrink, stocks tank. Your and
my 401(k) suffer, while other assets—land
and housing—lose value. Eventually, des-
perate firms start cutting wages, too. In
such a scenario, even those with money
don’t spend it because they think tomor-

row’s bargains will outshine today’s. This
same mindset greatly extended the Great
Depression of the 1930s.

Should we be worried now?
No. Despite a few red flags waving, we

are not experiencing true deflation. Just
because your jeans and your SUV cost less
today than a year ago doesn’t mean prices
in general are falling. Is the bill at your
favorite restaurant lower?  Has your
child’s college slashed tuition—or even
kept it the same?  True deflation occurs
when prices are falling in most segments
of the economy, not in just two or three.
And the overall decline must be lasting,
not momentary. Sure, inflation indexes
have shown some tiny monthly declines
since last fall, mainly because of the 
Sept. 11 tragedy. But the inflation rate 
for all of last year still neared 2 percent.

Contrast this situation with that of
Japan, which has been suffering more than
any other country from textbook deflation.
Prices have declined across the board,
even in the once lofty real estate market.
The value of the Nikkei equity price index
has dropped from almost 40,000 in late
1989 to around 11,000 today. The losses 
in U.S. indexes don’t compare.

Japan’s problems are blamed, in large
part, on its central bank, which has failed
to boost liquidity. The Fed once had the
same problem—70 years ago. Most eco-
nomic historians say that the Fed’s refusal
to make money readily available during
the Depression worsened and lengthened
the hard times. But the Fed long ago
learned its lesson. It has ensured liquidity
during every major crisis of the past gen-
eration, including after Sept. 11.

Some critics say, however, that the Fed
has no ammunition left to stimulate the
economy, given that its target for the fed-
eral funds rate is already below the rate of
inflation. But the target is still well above
zero. And our economy has started to
respond. Before long, people will again
be talking about the risk of rising prices.
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Despite the bank-merger trend that continues to create
ever-larger banking organizations, the vast majority of

U.S. banks remain community banks. Although the precise
definition is elusive, a community bank differs from larger
regional and money-center banks in numerous ways. The
primary difference is the community bank’s focus on local
businesses and depositors. Community banks are typically
smaller banks; most have fewer than $500 million in assets.
They are more prevalent in rural areas than urban areas,
and they typically have simple organizational structures
and limited branching operations.

Community banks are important intermediaries that ful-
fill different functions in the banking system than their
larger counterparts do. Community banks, for example,
provide important access to credit for small businesses.
Such loans require more costly evaluation and monitoring
than do loans to larger firms because access to information
on the borrowing firms is limited. This so-called relation-
ship lending is less costly at community banks because of
the bankers’ ability to assess credit quality through the
intangible dimensions of a borrower, such as his or her rep-
utation in the community.

By John Hall and Timothy J. Yeager

Does “Relationship Lending”
Protect Small Banks When the

Local Economy Stumbles?



This very same aspect of community
banking, however, creates the potential for
increased risk. Banks that draw loans and
deposits from their local markets may be
vulnerable to local economic slowdowns
precisely because they have locally con-
centrated loan and deposit customers.
Though the concentration of loans is more
difficult to measure, local concentration
of deposits is prevalent. Indeed, as of
June 2001, 61 percent of U.S. banks
derived all of their deposits from offices
in a single county, and 97 percent of banks
derived all of their deposits from offices in
a single state. (See Figure 1 at left.)  When
local economic conditions weaken, many
customers at small community banks are
likely to be affected similarly, thus impair-
ing the credit quality of many loans simul-
taneously. Additionally, these banks may
suffer more-severe deposit runoffs than 
do banks with geographically diverse cus-
tomers because of the local banks’reliance
on concentrated sets of depositors.

The degree to which a local bank’s
performance is related to local economic
performance is an important question for
bank managers and supervisors. If geo-
graphic concentration leaves banks vul-
nerable to local economic swings, then
bank managers may need to take steps 
to diversify their banks’exposures. Simi-
larly, regulators may need to direct super-
visory resources differently to focus more
on the concentrated banks. Supervisors
may also wish to focus on local economic
data to help identify which banks might
be in trouble or headed for trouble.

The Merit of County Data
A recent study by two economists 

at the St. Louis Federal Reserve, Andrew
P. Meyer and Timothy J. Yeager, sought to
address the degree to which county eco-
nomic activity affects community bank
performance.1 The authors selected a
sample of more than 800 rural banks with

$300 million or less in assets; all of
the banks are headquartered in

the Federal Reserve’s
Eighth District.

Performance at these banks is more likely
to be correlated with county economic
data than at other banks because rural
banks tend to lend to a relatively high
percentage of firms and residents in their
own counties.

To assess the degree of dependence
between local economic activity and 
bank performance, the authors focused
on the statistical correlation between four 
measures of bank performance and four
measures of economic activity. The bank
performance measures included adjusted
return on assets (ROA), or net income
plus provision expense divided by total
assets; non-performing loans (90 days or
more past due plus non-accruing loans)
to total loans; net loan losses (losses less
recoveries) to total loans; and other real
estate owned (OREO) to total assets.
OREO represents short-term holdings of
real estate due to foreclosure. Lower val-
ues of ROA and higher values of each of
the other performance ratios indicate
deterioration in the bank’s performance.
The four measures of economic activity
were the unemployment rate, employ-
ment growth rate, per capita income
growth and personal income growth,
both for the county and the state where
the bank is headquartered.

The results were somewhat surprising.
County economic data had little influ-
ence on bank performance, but state eco-
nomic data exhibited strong relationships
to the performance measures. For exam-
ple, a one percentage point increase in
the state unemployment rate increased
non-performing loans by 17 basis points,
whereas a one percentage point increase
in the county unemployment rate had no
effect on non-performing loans.2 These
results suggested that small rural banks
are not particularly vulnerable to local
economic downturns. Additionally, the
results suggested that county data are 
not helpful to supervisors in analyzing
community bank performance. Banks 
in counties with rising unemployment
rates, for example, will not necessarily
experience deteriorating performance.

The weak relationship of bank per-
formance to county-level data suggested
the need to dig deeper. Perhaps some 
of the sample banks were already some-
what geographically diversified, operat-
ing in more than one county. We would
expect performance at such banks to be
less-correlated with local economic data.
Excluding such banks from the sample
yielded the same results. Perhaps many
sample banks were owned and controlled
by larger holding companies, which could
make them less vulnerable to local meas-
ures. Again, excluding such banks from
the sample yielded similar results.

Two criticisms, however, are more dif-
ficult to dismiss. First, banks may indeed
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be vulnerable to local downturns, but the
county-level economic data are measured
with large errors, masking the correlation
between bank performance and local
economic performance. If bad local eco-
nomic data are responsible for the lack of
correlation, bank managers and supervi-
sors may erroneously overlook the real
risks involved in operating a bank with
geographically concentrated operations.
In any case, the results of this study sug-
gest that supervisors should not place
much emphasis on county economic data
to decide which banks to supervise more
closely. A second criticism is that the
Meyer-Yeager study looks at the average
correlation between bank performance
and economic data without regard for 
the intensity of the economic downturns.
Perhaps community banks can weather
small local economic downturns, but large
shocks cause more serious problems.

What about Economic Shocks?

Does the lack of sensitivity of geo-
graphically concentrated banks to local
economic data hold up for banks exposed
to large local economic shocks?  Prelimi-
nary research by Yeager suggests that it
does. His study tracks the performance
of a national sample of geographically
concentrated banks operating in
counties that experienced large neg-
ative local economic shocks. He
measured an economic shock two
ways, both using changes in the
county’s unemployment rate. Both
measures are designed to recognize
that equal-size changes are not
equally significant. That is, an
increase of two percentage points in
the unemployment rate to 10 percent
from 8 percent might be more severe
than an increase to 6 percent from 
4 percent. By choosing only counties
with large and sudden changes in 
unemployment rates, this study avoids
the criticism that noisy economic data 
are driving the results.

After identifying the quarter in which
the economic shock first occurred in a
given county, the author examined each
bank’s performance two years after the
shock and compared that with perform-
ance of the bank one year before the 
economic shock. To control for regional
and national business cycle trends, local
bank performance is always measured
relative to performance at comparable
peer banks. About 20 percent of the
banks showed significant erosion as a
result of the local shocks.

A 20 percent response rate is quite
high and seems to contradict the previ-
ous results, but this is not the end of the
story. Yeager matched each bank that
suffered an economic shock with a simi-

lar geographically concentrated commu-
nity bank that was not exposed to local
economic shocks, and he used the same
shock dates as in the original sample to
compare pre- and post-shock bank per-
formance. Presumably, these matched
banks should not suffer significant deteri-
oration before and after the “no-shock”
date. Yet, about 15 percent of the banks
that did not have operations in counties
that suffered economic shocks performed
significantly worse two years after the
“no-shock”date relative to one year prior
to the  “no-shock”date. Additional statis-
tical tests cannot distinguish the “shock”
and  “no-shock” banks. This result sug-
gests that the performance of geographi-
cally concentrated banks exposed to large
local economic shocks is no different
from the performance of geographically
concentrated banks not exposed to such
shocks. Why might this be?

At any given time, banks’ loan port-
folios are exposed to both idiosyn-
cratic and market risk.
(See the article 
on the next
page.)

“Idiosyncratic risk”is unique to each bor-
rower. Factors include the quality of the
firm’s management, domestic and inter-
national competition, and so on. A
default by a manufacturing firm because
of a labor strike is an example of idiosyn-
cratic risk. “Market risk” is the risk that
the condition of the economy will nega-
tively affect the firm’s ability to repay the
loan. Market risk can result from down-
turns in international, national, regional
or local economies. A manufacturing
firm that defaults on its loan because its
income slows from the recession is an
example of market risk. Because Yeager’s
bank performance measures control for

continued on Page 9
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continued from Page 7

national and regional market risk, fluctua-
tions in community bank performance
must be driven either by idiosyncratic risk
or local market risk.

If local market risk were significant,
performance of the community banks
exposed to economic shocks would be
systematically worse than performance 
of community banks not exposed to local
economic shocks. We do not observe this
pattern. On the other hand, if idiosyn-
cratic risk were significant, the perform-
ance of some community banks would
deteriorate, but the deterioration would
not be linked specifically to local eco-
nomic shocks. Indeed, this is the pattern
that we observe.

Why Aren’t Local Banks 
Locally Risky?

U.S. history has demonstrated that
bank performance and the condition of
national and regional economies are inex-
tricably linked. The Great Depression, for
example, wiped out thousands of banks.
More recently, the collapse of real estate
values in New England led to severe dis-
tress and numerous bank failures in that
region of the United States. It appears,
however, that community banks are not
particularly sensitive to fluctuations in
county economic performance.

Perhaps community banks were vul-
nerable to local economic shocks several
decades ago, but advances in financial
diversification reduced this vulnerability.
Financial diversification occurs when a
bank acquires loans or securities from
outside its market area. Improved effi-
ciency in credit markets means that
almost any bank can engage in loan 
participations and sales. Additionally,
collateralized mortgage obligations
(CMOs), which are securities backed 
by a pool of mortgages, offer banks
opportunities to diversify credit risk 
without altering their markets served.
Community banks have become more
active in these financial diversification
strategies over the last several decades.

Another factor that may have reduced
bank exposure to local economic markets
is the broadening geographical scope of
bank lending. When banks lend to bor-
rowers outside their county boundaries,
the banks are less vulnerable to county
economic shocks. Economists Mitchell
A. Petersen and Raghuram G. Rajan pro-
vide evidence in a 2000 paper that banks
are lending to more-distant borrowers.
Specifically, the distance between small
firms and their banks grew from an aver-
age of 16 miles in the 1970s to 68 miles 
in the early 1990s. The authors attribute
the change to reduced monitoring costs

from advances in information and com-
munication technology. Banks today can
quickly obtain, store and retrieve informa-
tion about a borrower’s creditworthiness
from third-party vendors. In addition, the
quality of firms’ internal financial state-
ments have improved with time.

A third factor that may account for the
insensitivity of bank performance to local
economic conditions is the increased
diversification of county economies. The
Midwest, for example, no longer relies 
as heavily on manufacturing production 
as it did before the 1980s; the retail and
service sectors have become increasingly
important. Indeed, economists Jeffery 
W. Gunther and Kenneth J. Robinson
argue in a 1999 article that increased
industry diversification at the state level
between 1985 and 1996 has led to a more
stable lending environment for banks.
Rural counties are also more diversified
than they used to be. Such diversification
reduces credit risk at local banks. Even if
some of the firms in the county suffer
financial distress, the local community
bank may have enough other customers
in strong financial condition such that the
exposure to the distressed firm is small.

Conclusion: Sinking Is a 
Solo Performance

Despite relaxation of branching
restrictions, most U.S. community banks
are not well-diversified geographically.
Surprisingly, such concentration of oper-
ations does not seem to pose large risks
to these institutions. Community bankers
typically know their customers better
than bankers at larger organizations, and
perhaps this knowledge of local people
and local businesses offsets the exposure
to local economic downturns. As a con-
sequence, community banks seem to
hang tight through the choppy waters 
of local economic downturns.

Though the vulnerability of community
banks to local markets is low now, it is
likely to decrease even further over time.
As banks expand into other economic
markets—either through mergers and
acquisitions, by making loans to distant
borrowers or by engaging in financial
diversification—they will become even
less dependent on local economic con-
ditions. Credit risk, however, will remain
in the form of idiosyncratic risk and
regional and national market risk. As 
a consequence, successful community
banks will continue to be those that
make sound lending decisions regardless
of where their loan customers reside.

John Hall is an assistant professor of finance at the
University of Arkansas–Little Rock, and Timothy
J.Yeager is an economist and senior manager at the
Federal Reserve Bank of St. Louis.

ENDNOTES
1 Meyer and Yeager (2001).
2 Meyer and Yeager, Table 3, p. 30.
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These words, and the insights into risk
that go with them, draw from an area of
finance called portfolio theory. Modern port-
folio theory has changed the way we analyze
financial markets and has earned Nobel
Prizes for two of its key contributors, Harry
Markowitz and William Sharpe. Although it
may sound as if this area of theory is related
to investments and stock selections, port-
folio theory has broad applications across
corporate finance, including the manage-
ment of financial institutions.

The most basic idea in portfolio
theory is that a group of assets held
together is less risky than the risks of
the individual assets making up the
portfolio. That is, by holding a portfolio
of assets, an investor can diversify
away some of the risks of the individ-
ual assets. In other words, don’t put all
your eggs in one basket. How does
this risk reduction work?

Suppose Jane wants to invest her
income-tax refund and has narrowed
her choices to two stocks. She has
gathered the information in the first
two columns of the table about the
performance of the two stocks over
the past three years. (See Figure A.)
That is, in the first year stock 1 lost 
15 percent, while stock 2 gained 35
percent. In year two, both stock 1 and
stock 2 earned a 20 percent return,
and in year three, stock 1 earned a 
55 percent return while stock 2 earned
a 5 percent return. The average return
over the three years from each of the
two stocks is 20 percent. So, an
investment in either stock 1 or stock 
2 resulted in identical rates of return.1

Investors, however, care about more
than just the average return; they also
care about the range of possible out-
comes—in other words, how good or
how bad might things get. A look at the range
of outcomes for the two assets reveals that
stock 1 has a much larger distribution of out-
comes. The return from stock 1 ranges by  
70 percentage points (–15 percent to 55 per-
cent), while stock 2’s range of outcomes is
only 30 percentage points.

Based on these measures, stock 1 is riskier
than stock 2. Depending on Jane’s risk toler-
ance, she might pick stock 2, which returned
20 percent over time as did stock 1, but with
less variation. Now, what happens if, instead

of holding either stock 1 or stock 2, Jane
forms a portfolio that is made up of some 
of both stocks?

Suppose she divides her money equally
between stock 1 and stock 2. Her average
return on the portfolio of assets is simply the
proportional weighting of the two assets’
returns, or 20 percent. However, the portfo-
lio’s range of outcomes is not the proportional
average of the assets’ ranges. As the last col-
umn in the table illustrates, in year 1, the port-

folio’s return would have been 10 percent, in
year 2 the return would have been 20 percent
and in year 3 the return would have been 
30 percent. When the two stocks are held in
equal proportions in a portfolio, the range of
possible outcomes drops to 20 percentage
points. The reduced dispersion occurs
because, although stock 1 and stock 2 have
similar average returns, the returns behave
quite differently over time.

Consider the returns in the table again.
Note that when stock 1 is doing really well,

stock 2’s performance falls and, similarly,
when stock 1 performs poorly, stock 2’s return
increases. Statistically, this relationship is
termed negative correlation. Practically, it
means that the risks of the individual assets
offset each other when combined into a port-
folio. Figure B provides a visual representation
of these effects.

This figure is purposefully extreme such
that combinations of the two stocks always
produce the same average return with no

variation. But to the extent that the
returns of any group of assets (stocks,
bonds, loans, real estate) do not move
perfectly together, benefits from diversi-
fication are possible.

The ability to reduce the risk expo-
sure an investor faces through diversifi-
cation leads to a reclassification of risk
measurements. The total dispersion of
returns is not what matters; the impor-
tant distinction is between what por-
tions of the dispersion can and cannot
be diversified away.

These two divisions of risk go by
many names, but the basic idea is
always the same: Some level of risk is
pervasive to all assets and is undiversifi-
able; hence, it is often called market risk.
The remaining, diversifiable risk is
referred to as asset-specific or idiosyn-
cratic risk. Take, for example, the Nasdaq
stock index. By holding the entire portfo-
lio of stocks, one can diversify away the
idiosyncratic exposure to particular firms
in the portfolio—say, Microsoft—but
market risk remains. Investors who held
the Nasdaq index in the year 2000 were
still hit hard by market risk when the
entire index dropped.

Rather than holding a portfolio of
stocks, a bank holds a portfolio of loans.
When the loans in the portfolio are similar,
the factors that affect credit quality will

also be similar across the loans, so that repay-
ments and defaults will be related across loans.
For example, if the bank’s loan portfolio is geo-
graphically concentrated, the bank’s idiosyn-
cratic risk may not be diversified away as much
as it could be by holding loans across different
economic market areas. A more diversified
loan portfolio, however, should earn the bank a
given expected return with a lower level of risk.

1 In practice, one would compute geometric averages.
We use arithmetic averages for simplicity.

                                               Equally
   Weighted 

Year Stock 1 Stock 2 Portfolio

1  15%  35%  10%

2  20%  20%  20%

3  55%  5%  30%

Avg  20%  20%  20%

FIGURE A
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Banks Apply Portfolio Theory
to Reduce Their Risks on Loans

Why are words like “geographic concentration” and 
“diversification” being used to talk about community bank risk?
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roductivity, efficiency,
specialization...these issues

are not usually associated with
marriage. Beyond love and
commitment,
however, these
less-than-
romantic fac-
tors can be
important—at least
to economists. Sta-
tistics show that
married men earn
approximately 
11 percent more
per hour than men
who have never
been married, even
after controlling for
work experience, edu-
cation, age and other fac-
tors.1 Economists also find
that divorced or separated men
make about 9 percent more than
never-married men do. The wage gap,
present at all ages, is even wider for
those 45 and older. (See chart.) 

Why does this premium occur?
Some attribute it to employer dis-
crimination. Others believe that
married men make more money
because marriage makes them more
productive, while still others say that
highly productive men are more
likely to be married.

Employer Discrimination?

A common perception is that
employers’ bias may be responsible for
the fact that married men earn higher
wages. According to this theory,
employers take a man’s marital status
as a signal of how stable or responsi-
ble he is and discriminate accordingly.
Alternatively, the employers might,
either consciously or unconsciously,
give preference to married men, all
other things equal, when considering
promotions and raises on the grounds
that the married employee has a fam-
ily to support.

This kind of behavior, like most
discrimination, is hard to demon-
strate. If one believes, however, that
the social ideas of the importance of

marriage in the United States have
changed (for example, marriage no
longer implies the responsibility to
support a family), it might be worth-
while to examine the wage premium
over time. Indeed, economists
McKinley Blackburn and Sanders
Korenman reported in a 1994 study
that the marital wage premium
decreased by 10 percentage points
between 1967 and 1988. Because the
marital wage premium has decreased
over time, it is possible that employer
bias has, in fact, played a role and that
changing social norms have led to a
decrease in the premium.

Does Marriage Make Men 
More Productive?

Another popular theory is that
marriage makes men more productive
through specialization. Some econo-
mists argue that it is efficient for one
spouse to specialize in market pro-
duction—a job that is paid a wage—
while the other specializes in tasks
relating to the household.2 One
spouse, therefore, can devote more
effort to work-related responsibilities

if the other spouse is there to take up
the slack at home. If a man spends

less time on housework after he is
married, then it makes sense

that he would see an
increase in his wages

because the extra time
and effort spent at work
would increase his pro-
ductivity and promo-
tion chances.

But is there much
difference between
married men and sin-
gle men when it
comes to time spent
on household chores?

A study in 2000 by Joni
Hersche and Leslie

Stratton says no. They
argue that while marriage

does seem to make men more
productive in the market (i.e.,

men begin making higher wages
after marriage), household specializa-
tion does not seem to be the cause.
They find little difference between
married and unmarried men in the
time they spend on home production.

If the productivity from marriage
itself is not the result of decreased
hours spent on housework, as 
Hersche and Stratton suggest, then
where does that improved productiv-
ity come from?  Because the earnings
of divorced or separated men are
higher than those of never-married
men, the added productivity that
accompanies marriage must be of
two kinds: (1) productivity from the
marriage itself and/or (2) advantages
that remain even after the marriage 
is dissolved. Korenman and David
Neumark argue in a 1991 study that
the wage premium earned by
divorced or separated men is attrib-
utable to the advantages gained
while married. Their evidence is that
wages grow more slowly in the years
of divorce or separation.

On the other hand, economist
Lawrence Kenny asserts in a 1983
study that a large portion of the wage
premium for married men is due to
the additional training, education or
experience occurring during years of

Why Married Men Make More
By Abbigail J. Chiodo and Michael T. Owyang

P



www.stls.frb.org
The Regional Economist ■ April 2002

[11]

marriage, which would presumably still
be effective when the marriage ends.

Do More Productive Men Marry?

Some economists have considered the
possibility that the causality is reversed:
Married men tend to make more money
because the traits that make a man a high
wage earner are also the traits that make
him a good marriage partner. After all,
the qualities listed as desirable for mates
are often synonymous with desirable
characteristics for an employee: responsi-
ble, honest, mature, logical, intelligent and
efficient. Perhaps the tendency to take
on responsibility at work indicates a tend-
ency to take on responsibility and stabil-
ity in his personal life. In an interesting
twist, there is evidence that physical
attractiveness—which is normally associ-
ated with desirability as a mate—also
tends to have a positive effect on wages.3

A study in 2001 by economists Robert
Nakosteen and Michael Zimmer finds
evidence supporting this selection
hypothesis. They find that men with
higher earning potential are more likely
to get married and that they are more
likely to stay married. In other words,
men who possess the qualities that
make them good workers also possess
the qualities that make them more likely
to marry and stay married.

Analysis

The choice between the competing
theories depends on the direction of
causality—i.e., does marriage increase a
man’s wages, or are men with higher
wages more likely to marry?  The fact that
divorced men earn more on average than
those who have never been married
seems to discredit the idea that marriage
itself causes higher wages. While it is
possible that men gain marketable skills
during marriage, the selection hypothesis
is more reasonable. Consider the charac-
teristics that a man possesses, including
background, education, appearance, etc.,
which can be observed by a potential
employer or a potential wife. These
qualities can be used by either party to
evaluate how “successful” the man
might be in his career and in his mar-
riage. But there are also characteristics
that are important to his personal and
professional success that cannot be
observed. If these unobservable charac-
teristics are more important for personal
success than for professional success,
we can explain why divorced men are
paid more than never-married men.

To succeed in his job, a man’s per-
formance is based on his abilities that are
specific to his career. In marriage, on the
other hand, a man must deal with issues

in all areas of life. Unobservable charac-
teristics, such as the way a man will deal
with specific situations, are therefore
more critical when it comes to marital
success than professional success. A
potential wife and a potential employer
might consider similar observable char-
acteristics to evaluate a man, but the
potential employer has nearly all of the
information he or she needs. Because of
this, men with desirable observable char-
acteristics are more likely to be married
and to have a higher wage. If the mar-
riage fails, the wages remain high, which
would explain why divorced men make
more than men who have never been
married. This is consistent with the chart,
which shows the wage gap growing after
age 45, because most marital decisions
have been made by this age and men
have been sorted for the rest of their lives
into the three categories of married, were
married and single.

Conclusion

The selection hypothesis offers the
most compelling explanation of the mar-
riage wage gap. We nevertheless cannot
discount entirely the alternative explana-
tions. Men might develop valuable skills
while married that they retain even if the
marriage breaks up. In addition, we can-
not ignore that men who remain married
tend to have higher wages than their
divorced brethren. Will we ever know
exactly why married men tend to make
more money than single men do?  Prob-
ably not. The causal link between marital
status and wages might remain an
enigma. It is then no guarantee that a
man who becomes married will make
higher wages, or vice versa.

Abbigail J. Chiodo is a research associate and
Michael T. Owyang is an economist, both at the
Federal Reserve Bank of St. Louis.

ENDNOTES
1 Korenman and Neumark (1991) find

these results using the National Longi-
tudinal Survey (NLS) of Young Men.
Other factors accounted for are survey
year, union status, geography, non-
spouse dependents, occupation and
industry. These statistics are based on
white men. However, similar trends
have been noted for men of other races.

2 See Becker (1985) for details of 
the theory.

3 Hamermesh and Biddle (1994) find
that more attractive employees make
higher wages.
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Population As of 2000

Arkansas ................................26,448
Texas........................................34,782

Labor Force December 2001

Arkansas ................................17,400
Texas........................................38,313

Unemployment Rate December 2001

Arkansas....................................4.1%
Texas .........................................4.3%

Per Capita Personal Income 1999

Arkansas ..............................$19,305
Texas......................................$22,992

Top Five Employers
Red River Army Depot....................2,500
Cooper Tire and 

Rubber Co. ................................2,000
Christus St. Michael 

Health System ..........................1,600
Georgia Pacific Inc. 
(maker of fine finished papers) ....1,400
Wadley Regional 

Medical Center ........................1,200

T e x a r k a n a
Both sides by the numbers

Notes:  Figures for labor force, unemploy-
ment rate and per capita personal income
include all of Miller County, Ark., and
Bowie County, Texas.

law will eventually enable it to claim
a larger piece of the retail pie.

No Use for Usury  

Forty years ago, most of the car
dealerships in Texarkana were in
Arkansas. Today, every one of them
operates on the Texas side. Twenty-
five years ago, Central Mall was slat-
ed to be built on the Arkansas side.
But the anchor tenants were reluc-
tant to locate in Arkansas; so, shop-
pers and mall rats can now be found
in Texas. What caused these events
to happen?

“It had to do with state laws that
made it more attractive to do busi-
ness in Texas than in Arkansas,” said
Robert E. “Swede” Lee, president
and CEO of the Texarkana Chamber
of Commerce, which serves both
cities. “Those differences forced a
migration to Texas.”

The primary law Lee is referring to
is Arkansas’ long-standing usury law.
Part of the Arkansas Constitution,
this law was billed as protection for
consumers. It put a cap on the inter-
est rate that Arkansas-chartered
banks and all finance companies in
the state can charge. The cap is five
percentage points above the Federal
Reserve discount rate (the rate
Reserve banks charge banks for
short-term loans). Because of the
cap, it is more difficult for these busi-
nesses to offer credit to people with

f Minneapolis and St. Paul are
the Twin Cities, then Texarkana,
Ark., and Texarkana,Texas, can 
be dubbed the Siamese twin

cities. Conjoined by a road running
squarely through the heart of town,
the cities are fused in a way that
makes crossing between them nearly
imperceptible to their combined
60,000 residents.

“In other twin-city situations,
you see something like a river that
provides separation, or maybe the
cities are at least in the same state,”
says Robert Wright, city manager for
Texarkana, Ark. “Here, it’s different.
As far as our residents are concerned,
it is one place. At the same time, we
operate under two sets of state laws,
which sometimes makes things 
complicated.”

Complicated, to say the least. In
this community of two mayors, two
city governments, two police depart-
ments and two fire departments,
consider just some of the differences
you face depending on which side 
of State Line Avenue you live on:

• If you want to pick up a case of
beer, you can do so only in
Arkansas. The Texas side is dry.

• Your personal property and real
estate taxes are typically about 
50 percent lower in Arkansas 
than in Texas.

• Looking for a job in manufactur-
ing?  You’ll have better luck on the
Arkansas side, which has a greater
industrial presence. But for
employment in a retail or service
establishment, the opportunities in
Texas dwarf those in Arkansas.

In general, the majority of
Texarkana’s economic development
in recent years has occurred on the
Texas side. But Texarkana, Ark., is
hoping that a recent federally man-
dated change in the state’s usury 
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The Federal Building in downtown Texarkana

straddles State Line Avenue. Half of the

building is in Texas, the other half in Arkansas.
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blips in their credit history because
the businesses can’t afford the risk of
default. To be able to offer higher-
interest financing to a wider range of
people, some Arkansas banks moved
their home office to Texas, where no
such usury restrictions exist. All of
the car dealerships also packed up
and moved across the border.

Recently, banks have been given
relief from the usury law, thanks to
the Gramm-Leach-Bliley Financial
Modernization Act of 1999, which
includes a provision permitting in-
state banks to charge the same rate
of interest as the home state of any
out-of-state bank that has a branch
in that state. For Arkansas banks,
the change enables them to offer 
a greater number of customers 
access to credit.

“It allows for extension of credit
for people with marginal credit histo-
ries who probably would have been
declined a loan in the past,” says
Dennis Huffman, president of Com-
mercial National Bank of Texarkana.

It is important to note that finance
companies that maintain any kind of
physical presence within Arkansas—
whether headquartered or even with
just a branch office—are still subject
to the state’s usury law. With the 
discount rate currently at its lowest
level in more than 50 years, these
companies are, in Lee’s words,
“dead in the water.”

“Even if they eliminated the usury
law completely in Arkansas, it would
still be more beneficial to be in Texas
versus Arkansas,” says Todd Shores,

president of McLarty Auto Mall.
“Texas is just more of a progressive
state. There are a lot of benefits to
being here.” For example,Texas has
no corporate state income tax;
Arkansas does.

Even though Lee estimates that
retail sales in Texas triple the amounts
on the Arkansas side, Arkansas is not
completely bereft of major retail ten-
ants or prospects. Wal-Mart consid-
ered closing its Texarkana, Ark., store
after opening a supercenter in Texas.
Instead, the company recently put the
finishing touches on an expansion of
its Arkansas store, turning it into a
supercenter as well.

“I think that speaks pretty highly
to the fact that there is some retail
trade that’s being captured in
Arkansas,” Huffman says. “Whether
other significant retail develops 
there, who knows?”

If it does develop, landowners at
the intersection of Interstate 30 and
Jefferson Avenue hope it happens
there. They have formed a partner-
ship and are actively working to lure
retailers to this last Arkansas exit
before the state line.

Beyond Retail 

An advantage Texarkana, Ark.,
holds over its like-named neighbor to
the west is its enterprise-zone desig-
nation and the tax breaks associated
with it. This is one reason why the
area’s three largest manufacturers 
are located on the Arkansas side, led
by Cooper Tire and Rubber, which
employs 2,000 people in Arkansas
near the Maxwell Industrial Park.
The company rolls out an average 
of 44,000 tires each day and has
expanded the plant six times since
opening in 1964.

Recently, it has been a challenge 
to lure new industries to town. Linda
Crawford, vice president of economic
development at the chamber, there-
fore concentrates on keeping close
ties with employers, like Cooper,
that already are here.

“Like most people, we’ve experi-
enced a slowdown of projects and
leads, and I don’t know how long 
the recovery will take,” she says.
“So what we want to do is continue
to work with our existing industries
to make sure that if they plan to
expand, they will do so in this area.”

In the housing sector, things have
been looking up in Texarkana, Ark.,
where large homes have sprung up
throughout wooded acres on the

northern edge of town. To be sure,
there are advantages to living on the
Arkansas side. Besides enjoying
lower property taxes, residents of this
area do not pay state income taxes.

This controversial exemption was
passed in 1979 in order to level the
playing field with the other side.
As with corporations,Texas residents
pay no state income taxes. Periodic
attempts in the Arkansas Legislature
to repeal the exemption have failed
over the past two decades.

“I think that major residential
growth is happening in Arkansas
because people are finally getting
comfortable that the income tax
exemption is here to stay,” Lee says.

Lee is one of several officials
working to achieve another critical
component to Texarkana’s continued
economic growth: the completion 
of Interstate 49 between Texarkana,
Ark., and Fort Smith, Ark., 150 miles
to the north. When completed, the
interstate will run from Shreveport,
La., to Kansas City, Mo., and connect
with other interstates at each end to
form a north-south route from the
Canadian to Mexican borders. The
Texarkana-to-Fort Smith stretch is
the only piece that is not yet approved.
Lee wants that part of the highway 
to be built as a toll road to help pay
for costs, but the Arkansas Highway
Commission opposes such a move
and talks are, he says, at an impasse.

“The impact this highway would
have on Texarkana will be dynamic,”
Lee says. “But to have a 150-mile gap
in the middle of a highway means
that you don’t have a highway.”

The Texarkanas’quirky geographical
relationship has caused periods of
cooperation and competition over 
the years. But sibling rivalry aside,
these twin towns know the impor-
tance of supporting each other’s
interests in order to create economic
opportunities.

“If you look at it on a balance
sheet as a banker would, we have the
assets of two communities,” Huffman
says. “But we also have the liabilities
of two communities. There are times
when it’s a favorable atmosphere, and
times when it is not. These days, I
think everyone has the attitude of
working together to move the com-
munity forward.”

Stephen Greene is a senior editor at the
Federal Reserve Bank of St. Louis.

Arkansas



Selected indicators of the national economy 
and banking, agricultural and business condi-
tions in the Eighth Federal Reserve DistrictNational and District Data

Commercial Bank Performance Ratios
fourth quarter 2001
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by Asset Size ALL
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Return on Average Assets*

Net Interest Margin*

Nonperforming Loan Ratio
Loan Loss Reserve Ratio

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

United States
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Illinois
Indiana
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Tennessee

year-over-year percent change 

Goods Producing

mfg       cons1
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govt tpu2 fire3 services tradetotal

fourth quarter 2001
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Regional Economic Indicators
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Housing Permits
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Farm Sector Indicators

Major Macroeconomic Indicators
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L ike the
weather, the U.S.

economy continues to surprise.
Indeed, revised estimates show appre-
ciably stronger economic growth dur-
ing the fourth quarter of 2001 than
originally depicted. Accordingly, many
economists now believe that the nation
might never have had an official reces-
sion without the terrorist attacks of
Sept. 11. While the economy appeared
to pick up speed during the early stages
of 2002, some economists think the
recovery will be more subdued than
the average.

What Recession?

When the National Bureau of
Economic Research announced 
Nov. 26, 2001, that the nation’s
longest expansion ended in March
2001, few economists were willing 
to believe otherwise. After all, em-
ployment was falling, manufacturers
had been trimming production for a
year and real GDP had declined at 
a 1.3 percent annual rate during the
third quarter. Moreover, widespread
uncertainty still prevailed after the
tragic events of Sept. 11. According 
to the Blue Chip Consensus forecast
issued in early November, the U.S.
economy was projected to contract at
about a 2 percent annual rate during
the fourth quarter of 2001 and then
eke out a 0.5 percent rate of gain during
the first quarter of 2002.

Now, it is debatable whether a
recession would have occurred at 
all without the Sept. 11 terrorist
attacks. Some economists began 
to have doubts when the Bureau of

Economic Analysis
(BEA) reported in Jan-

uary that real GDP rose at a 0.2 percent
annual rate over the final three months
of 2001, rather than declining as most
forecasters expected. But since many
firms continued to trim payrolls and
draw down inventories, it seemed
possible that subsequent revisions
would show negative growth.

These doubts were further magni-
fied when the BEA revised upward its
estimate of fourth-quarter real GDP
growth to 1.4 percent in late February.
The GDP revision buttressed the
emerging signs of strength that were
evident in January and February:  In
inflation-adjusted terms, consumer
spending, construction outlays and
new factory orders all posted solid
gains in January, while sales of exist-
ing homes rose to a record high. More-
over, the monthly report issued by 
the Institute for Supply Management
implied that manufacturing activity 
in February increased for the first 
time since July 2000.

Demand for labor might also be
stabilizing. Initial claims for state
unemployment benefits continue 
to trend downward, while nonfarm
payroll employment rose 66,000 in
February, the first increase since July
2001. In addition, the index of aggre-
gate hours worked inched upward in
February, and the civilian unemploy-
ment rate edged downward for the
second consecutive month, measur-
ing 5.5 percent. Usually, labor market
conditions do not improve until several
months after the end of the recession,
as firms tend to initially boost output
by working existing employees longer

or by turning part-time employees
into full-time workers.

An Average Recovery?

Typically, the economy enjoys a
sharp burst of activity after a down-
turn. Bolstered by falling interest rates
and decelerating inflation, investment
spending is usually the key driver. In
an “average” post-World War II recov-
ery, defined as the four quarters fol-
lowing the business cycle’s trough, real
GDP growth averages about 7.5 per-
cent, with real investment spending
growing 13 percent on average. Rising
incomes, profits and equity prices also
help boost real personal consumption
expenditures: The average increase in
a recovery is about 5.75 percent.

Some economists, however, believe
that the pace of economic activity fol-
lowing the 2001 recession will be more
tempered. For example, in present-
ing the Federal Reserve’s semiannual
Monetary Policy Report to Congress on
Feb. 27, Chairman Alan Greenspan said
that “certain factors, such as the lack
of pent-up demand in the consumer
sector, significant levels of excess capac-
ity in a number of industries, weakness
and financial fragility in some key inter-
national trading partners, and persist-
ent caution in financial markets at
home, seem likely to restrain the near-
term performance of the economy.” In
light of these concerns, “the forecasts
of the members of the Federal Open
Market Committee are for real GDP
to rise 2.5 to 3 percent during 2002 …
with the price index for personal con-
sumption expenditure increasing
about 1.5 percent.” Given last year’s
aggressive easing in fiscal and mone-
tary policy, though, faster growth and
higher inflation would not be too sur-
prising to some economists.

Kevin L. Kliesen is an economist at the Federal
Reserve Bank of St. Louis. Thomas A. Pollmann
provided research assistance.

BY KEVIN L. KLIESEN
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