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To Sustain Financial Stability

We’re on our way to fixing some of the
problems that led to the Enron, World-
Com and Arthur Andersen debacles. An
oversight board for corporate auditors has
been set up. CEOs must now vouch for
their companies’financial statements.
The SEC is getting a long-overdue budget
increase to help pay for enforcers.

Let’s keep the ball rolling.
Other obvious problems that could

threaten our nation’s financial stability
need to be fixed. If we do not address
potential weaknesses, we could find our-
selves in the same situation as after the
S&L catastrophe, wondering why no one
stepped in to remedy the all-too-clear
problems before it was too late.

Social Security and Medicare are two
well-known problems that need atten-
tion. For decades, the government has
wrangled with ways to balance future
costs and revenues. Now, there’s a stale-
mate. Our leaders need to muster the
energy to tackle these issues. The longer
the wait, the greater will be the pain.

Another problem is the federal tax law
that allows corporations to deduct inter-
est paid on debt but not dividends paid.
This provision encourages business to
issue debt instead of equity to finance
expansion and acquisitions. What hap-
pens when a company can’t pay its debts?
If it had issued more stock to finance a
purchase or expansion, it would still have
the option of reducing or eliminating div-
idends to save money. The tax law could

be changed in a revenue-neutral way to
eliminate this problem.

A little-known crisis-in-waiting
involves Fannie Mae and Freddie Mac,
the mortgage-market giants. These pri-
vate companies were established by the
government and enjoy special advantages
as government sponsored enterprises
(GSEs). Fannie and Freddie dominate
the mortgage industry, either owning or
guaranteeing nearly half of all existing
home mortgages. The direct and guaran-
teed debt of all the GSEs taken together
is 40 percent larger today than the entire
national debt!  If Fannie and/or Freddie
were to stumble, the entire housing mar-
ket would be thrown into chaos.

Many who buy Fannie’s and Freddie’s
direct and guaranteed securities mistak-
enly believe that the federal government
guarantees these obligations. Some
investors figure Fannie and Freddie enjoy
“too big to fail” status. Others simply do
not realize that there is no such guaran-
tee; the false impression may arise in part
because the government continues to
give breaks to Fannie and Freddie that it
doesn’t give to other lenders—such as a
line of credit at the Treasury, very low
capital requirements and an exemption
from state and local taxes.

There is no indication that Fannie and
Freddie are unstable, but to assume that
there is no potential for instability is
unreasonable. To eliminate this potential
—and any expectation of a taxpayer
bailout—the federal government might,
for starters, withdraw the Treasury’s line
of credit, which is relatively small and has
never been tapped. The government
could also raise Fannie’s and Freddie’s
capital requirements so that they are
more in line with those of federally 
regulated banks.

We should act on these and other vul-
nerabilities now before some event or
mistake turns today’s potential problems
into tomorrow’s financial crises. We can
deal with these challenges if only we will.
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Deposit insurance reform is on Congress’agenda.
The House of Representatives passed a bill in May,

and the Senate is likely to debate reform this fall.
Although the pending reform bill would change federal
deposit insurance in many ways, none of its features has
sparked more controversy than a proposal to raise the
coverage ceiling, currently set at $100,000 per account,
to $130,000 per account. On the one hand, the case for
raising the ceiling seems simple: Inflation has eroded
the real value of coverage considerably since the last
increase, in 1980. On the other hand, bank failures dra-
matically rose and the thrift industry nearly collapsed in
the wake of that increase. Was the spike in failures a
coincidence, or did the higher deposit insurance ceiling
have something to do with it?  The 20th century U.S.
experience suggests that boosting the coverage ceiling
may not be such a good idea.1

Why Insure Deposits?

The economic argument for deposit insurance stems
from the macroeconomic fallout from banking panics.
In the past, depositors often had difficulty distinguish-
ing financially sound from financially shaky banks.
News about a regional economic shock would make
depositors nervous because they could not determine
the actual condition of their bank. Depositor nervous-
ness grew out of the potential loss of uninsured funds
should their bank fail. Before federal insurance, bad
economic news would sometimes spook depositors into
withdrawing funds from all banks. The U.S. banking
system was uniquely prone to mass withdrawals or
“runs” because the typical bank was small and its loan
portfolio was undiversified. Severe episodes of runs—
banking panics—intensified economic downturns by
disrupting the payments system and cutting the flow of
credit to business firms. Indeed, some economists have
attributed the depth and length of the Great Depression
to the severe banking panics of the early 1930s.2  

Deposit insurance is an antidote to banking panics.
When their funds are insured, depositors will not view
bad economic news with alarm. And the absence of
alarm means the absence of panics.

Following the Panic of 1907, eight states established
insurance systems. Then, in response to the panics of
the early 1930s, when 9,000 banks—some 30 percent of
the nation’s total—went under, Congress established
the Federal Deposit Insurance Corp. (FDIC). The FDIC
offered coverage to all U.S. commercial banks. In 1933,
a temporary ceiling on coverage was set at $2,500; in
1935, a permanent ceiling was fixed at $5,000. In 1950,

the ceiling was raised to $10,000; in 1966 to $15,000; in
1969 to $20,000; in 1974 to $40,000; and finally in 1980
to $100,000. Federal deposit insurance succeeded in
stabilizing the banking system; since the 1930s the
United States has experienced no banking panics and,
until the 1980s, almost no failures of insured institutions.3

So, What’s the Problem with Deposit Insurance?

Although deposit insurance eliminated banking
panics, it sometimes encouraged imprudent risk-taking.
Deposit insurance encouraged bank risk-taking because
the price of coverage—premiums and deductibles—
was not set by the principles that guide private insur-
ance companies.

Private insurance companies reduce their risk expo-
sure with premiums and deductibles. In an automobile
collision policy, for example, the insurer sets premiums
based on expected payouts, which in turn reflect the
chance an insured driver will crash and the cost of
repairing his car if he crashes. To deter insured parties
from driving recklessly because they are covered—a
phenomenon that economists call moral hazard—private
companies charge higher rates to accident-prone drivers
and insist on deductibles from all drivers. Deductibles
encourage safe driving—that is, they combat moral haz-
ard—because insured parties must bear some of the
cost of accidents. Insurers also control risk exposures by
pre-screening applicants. Pre-screening prevents reck-
less drivers from disproportionately obtaining coverage—
a phenomenon that economists term adverse selection.
Deductibles reduce adverse selection as well as moral
hazard because reckless drivers will steer clear of poli-
cies that force them to share the cost of crashes.

Unlike private insurance, deposit insurance plans
typically have not linked premiums to expected payouts.
Instead, public plans have used flat premiums—that is,
rates set as a fixed percentage of deposits—because they
are simple to administer. Marginal analysis—a staple in
the economist’s tool kit—can demonstrate the resulting
incentive problems. Bankers take on risk up to the point
where the extra, or marginal, benefit of risk-taking equals
the marginal cost. The marginal benefit of risk-taking to
a banker is the greater prospect of profits. The marginal
cost of risk-taking is the increase in interest demanded
by uninsured depositors, the increase in premiums
demanded by the deposit insurer and the increase in
losses from risks that do not pan out. Because covered
depositors are shielded from losses, insurance eliminates
the incentive to demand higher interest rates from risky
banks. So, with flat-rate deposit insurance premiums,
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the only check on risk-taking is a bank’s
net worth. Net worth is the difference
between the value of assets and the
value of liabilities; it represents the stake
the owners have in the bank and oper-
ates much like a deductible for insur-
ance coverage. When net worth is high,
the owners have much to lose from risks
that do not pay off. If net worth falls to
zero, however, the owners have nothing
to lose, and the marginal cost of risk-
taking is essentially zero. Under such
circumstances, bankers may yield to the
temptation to take imprudent risks—
that is, succumb to the moral hazard in
deposit insurance.

Government supervision of the bank-
ing industry can combat moral hazard in
deposit insurance. Bank supervisors can
monitor risk-taking with regular on-site
examinations and continuous off-site
surveillance. Supervisors can also insist
that bank net worth remains at high
levels. Finally, they can impose sanctions 
on risky institutions by, for example, pro-
hibiting dividend payments, removing
bank officers or denying merger applica-
tions. Still, if supervisors fail to spot ris-
ing risks or lack the resources to discipline
risky banks, then imprudent risk-taking
can lead to waves of failures and the col-
lapse of the deposit insurance system.

How the State Systems Fared

The fate of the state deposit-insur-
ance systems in the early 20th century
illustrates the consequences of poor
design and lax regulation. None of these
systems survived more than 20 years.
Oklahoma established its deposit-insur-
ance system in 1907; within two years,
Kansas, Nebraska, South Dakota and
Texas offered coverage. By 1917,
Mississippi, North Dakota and
Washington were running such pro-

grams. Although details differed, the
state systems shared features that con-
tributed to their demise. In particular,
premiums did not rise with bank risk;
they equaled a fixed percentage of
deposits. Banks could be assessed addi-
tional premiums should the state’s
reserve fund run low, but these sur-
charges were often limited by statute.4

Inadequate diversification of the loan
portfolios contributed to the problems of
the state-run systems. The states offer-
ing coverage were mostly rural and agri-
cultural, and the insured banks were
mostly small concerns that lent locally.
When commodity prices and farm prof-
its soared during World War I, the num-
ber of banks and the size of their loan
portfolios mushroomed—especially in
states with deposit insurance. In 1920-21,
however, commodity prices collapsed,
farm income plummeted and loan
defaults skyrocketed. As bank failures
mounted, the reserves of the state deposit
insurance funds evaporated. Premiums
were raised, but of the eight state insur-
ance systems, only that of Texas had suf-
ficient reserves to cover insured deposits
in all failed banks. By 1929, each state had
dismantled its deposit insurance system.

The failure of the state deposit insur-
ance systems went deeper than the
post-World War I collapse of agricultural
prices; adverse selection played a key
role. Risky banks were eager to join the
state systems because coverage made
attracting deposits easier. Easier access
to deposits meant fewer barriers to risk-
taking. Well-managed, conservative
banks had little interest in joining sys-
tems that benefited the depositors of
their risky competitors. When given the
chance, they opted out, leaving the
reserve funds to be supported by banks
at higher risk of failure. In the end,
states with deposit-insurance systems
suffered disproportionately high bank
failure rates, with insured banks posting
the highest failure rates of all. Without
contributions from low-risk banks to pay
depositor claims from high-risk banks,
the reserve funds dried up.

Moral hazard compounded the prob-
lems of the state deposit-insurance pro-
grams. Because all covered banks paid
the same fixed-percentage premiums,
the deposit insurance programs did not
deter risk-taking. Because insured
depositors, confident in their state’s pro-
gram, did not demand higher interest
rates from risky institutions, depositor
discipline did not deter risk-taking.
Because state bank examiners lacked the
resources to force banks to act conserva-
tively, government supervision did not
deter risk-taking. Insured banks could
make risky loans with relative impunity
—the marginal cost of risk-taking was
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low. Imprudent lending helped produce
high default rates, widespread bank fail-
ures and bankrupt deposit-insurance
funds. As a contemporary commentator
noted about one state’s program, “It gave
the banker with little experience and care-
less methods an equality with the manager
of a strong and conservative institution.
Serene in the confidence that they could
not lose, depositors trusted in the guaran-
teed bank. With increased deposits, the
bank extended its loans freely.”5

Did the Feds Do Any Better?

When designing a federal deposit-
insurance program, Congress sought to
avoid the problems that had brought
down the state systems. To combat
adverse selection, Congress insisted that
all national banks and members of the
Federal Reserve System accept coverage
—thereby preventing larger, and typically
stronger, banks from opting out. The
nationwide scope of the program also
reduced the likelihood that a geographic
or industry shock—like the collapse of
agricultural prices in the 1920s—would
bankrupt the insurance fund. To combat
moral hazard, the new program required
that insured banks undergo regular fed-
eral safety and soundness examinations.
As a further check, Congress limited
entry into banking markets. Limits on
entry shielded existing banks from com-
petition, allowing them to reap high
profits and build up net worth. High net
worth, in turn, made bankers think twice
about undertaking risky activities. Put
another way, close government scrutiny
and stiff entry barriers deterred risk-
taking by increasing the marginal cost.
Federal insurance of thrift deposits also
began in the 1930s with the creation of
the FSLIC, the Federal Savings and Loan
Insurance Corp. The savings and loan
deposit-insurance program was similar to
the program administered by the FDIC.

Moral Hazard Redux: The S&L Crisis

Although the federal deposit insur-
ance system improved on the state-run
programs, it did not eliminate moral
hazard. Premiums were, once again, set
at a fixed percentage of an institution’s
deposits. Because premiums were not
tied to failure risk, the deposit insurance
system imposed no marginal cost on
risk-taking. Only the net worth of
insured institutions and the watchful 
eye of bank and thrift supervisors held
excess risk-taking in check.

A dramatic rise in interest rates in 
the late 1970s and early 1980s triggered
massive moral hazard in the thrift indus-
try and paved the way for the collapse of
the thrift deposit insurance program.

Savings and loans concentrate on taking
short-term household deposits and
making long-term mortgage loans.
Rising rates increased the cost of servic-
ing deposits relative to the revenue from
outstanding mortgage loans. Collective
losses from the interest rate squeeze
wiped out the industry’s net worth. The
magnitude of the problem—thousands
of savings and loans were technically
insolvent—prevented supervisors from
policing each institution’s appetite for
risk. Thrift supervisors also came under
intense political pressure to keep insol-
vent institutions open. Inadequate
supervision, coupled with the low mar-
ginal cost of risk-taking, led thrifts to
make highly speculative business and
real estate loans with insured deposits.
Many of these gambles did not pay off,
compounding the losses from the inter-
est-rate squeeze. In 1989, Congress 
dissolved the FSLIC. But unlike the dis-
solutions of the state deposit insurance
systems, which imposed no cost on state
taxpayers, the dissolution of FSLIC cost
U.S. taxpayers $150 billion.

The Federal Deposit Insurance Corp.
Improvement Act of 1991 (FDICIA) was
designed to prevent another thrift-type
debacle. The act beefed up supervision
by mandating four things: annual safety-
and-soundness exams, prompt correc-
tive action, risk-based deposit insurance
and least-cost failure resolution. Fre-
quent exams improve the flow of 
information between bankers and
supervisors so that emerging problems
can be addressed quickly and decisively.
Prompt corrective action, which man-
dates specific supervisory responses to
deteriorating bank net worth, guaran-
tees that emerging problems will be
addressed quickly and decisively. Risk-
based premiums, which currently range
from zero to 27 cents annually per 
$100 of deposits, increase the cost of
coverage as bank risk rises, thereby
making deposit insurance more like 
private insurance. Least-cost resolution,
which forces the FDIC to clean up fail-
ures in the least costly way for the
deposit-insurance fund, shifts more of
the losses to uninsured depositors.
And greater loss exposure increases the
incentive to demand higher interest
rates from risky institutions. The con-
sensus is that FDICIA has reduced the
chances of another deposit insurance
meltdown, though the act has not been
put to the test by a banking crisis.6

If It Ain’t Broke, Why Fix It?

The booming economy of the 1990s,
with some help from FDICIA, produced
the strongest banking conditions in
recent memory. Indeed, the decade saw
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ing for 22 years of inflation means raising
the ceiling to $218,000.7

Reasons Not to Raise the Ceiling

Raising the deposit-insurance ceiling
does have a downside—it could exacer-
bate the moral hazard problem that has
plagued 20th century deposit-insurance
systems. A higher ceiling would reduce
the marginal cost of risk-taking for
insured banks because a larger portion of
deposits would be shielded from losses.
These incentive effects are not just the idle
daydreams of theorists; the thrift debacle
followed on the heels of the last increase
in the coverage ceiling—a hike to $100,000
per account from $40,000 in 1980.

There are other reasons why raising
the deposit-insurance ceiling may be a
solution in search of a problem. For one
thing, the current ceiling can already 
provide much more than $100,000 in
coverage. By one economist’s calcula-
tion, a family of four could insure up 
to $3.2 million in a single institution,
thanks to joint and multiple individual
accounts.8 The case for inflation adjust-
ment is also weaker than it first appears.
If the starting point for indexing is the
1935 ceiling of $5,000, rather than the
1980 ceiling of $100,000, the current cap
should be reduced to $65,954. Finally, if
implicit or explicit subsidies to large
banks and credit unions put community
banks at a competitive disadvantage, it
would be better to level the playing field

net worth ratios soar and failure rates
tumble. At the same time, the FDIC
reserves swelled, allowing a premium cut
for healthy banks. By 2000, fewer than 
10 percent of U.S. banks paid any premi-
ums at all. With all this good banking
news, why would anyone want to fiddle
with the federal deposit-insurance system? 

Much of the pressure for raising the
coverage ceiling comes from community
bankers. Community banks are relatively
small institutions; the Financial Moderni-
zation Act of 1999 set the asset limit for
regulatory purposes at $500 million.
They specialize in making loans to and
taking deposits from distinct regions,
such as small towns or city suburbs.

In the 1990s, large banks merged at 
a record pace; these mergers produced
sizable cost savings and put intense pres-
sure on community banks to cut expenses.
At the same time, community banks lost
consumer loans and retail deposits to 
tax-exempt credit unions.

Community bankers argue that a
higher coverage ceiling would give them
a better shot at luring large household
deposits, retirement accounts and
municipal deposits away from large
banks. Raising the ceiling is only fair,
these bankers believe, because large
banks enjoy “too big to fail”status,
which effectively extends coverage to 
all deposits.

Finally, they note that rising prices
have considerably eroded the real value
of coverage since 1980; just compensat-
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One issue not on the table in
the current debate that per-

haps should be is the impact of
collateralized bank liabilities on
the FDIC. Collateralized liabilities
are funds that must be secured
by bank assets. An example is
deposits from municipal govern-
ments; state and local law often
requires that banks set aside 
U.S. government securities as
backing for municipal deposits.
A much more important source
of collateralized funding for most
U.S. banks is advances from the
Federal Home Loan Bank (FHLB)
system. These advances increase
potential losses to the deposit-
insurance fund.

The FHLB system is a government-
chartered but member-owned enterprise
that works to increase the liquidity of mort-
gage markets. The FHLB increases liquidity
by advancing funds to institutions that origi-
nate mortgages; mortgage loans, in turn,
collateralize the advances. Congress estab-
lished the system in 1932 to
lend to thrift institu-
tions; membership
was opened in 1989
to others in the mort-
gage-origination
business. Now the
FHLB offers thrifts,
commercial banks
and credit unions a
wide range of prod-
ucts and services to
fund mortgage loans,
to manage interest-rate
risk and to meet the other
challenges of a competitive banking environ-
ment. Between 1992 and 1999, total FHLB
assets grew by 262 percent. During that
same period, community bank membership
in the system increased four-fold, and out-
standing advances increased 16-fold.

The growing volume of FHLB advances
threatens the deposit-insurance fund through
two channels. Advances encourage a bor-
rowing bank to take more risk. Also, because
advances are collateralized, the FHLB has

first crack at the bank’s assets should fail-
ure occur. The first channel increases

the likelihood that a borrowing
bank will fail and that the
FDIC will have to dip into

the reserve fund. The
second increases the

cost of a failure to the
FDIC—that is, the size of
any necessary dip into
the reserve fund.1

Advances encour-
age risk-taking because

Home Loan banks have
little incentive to demand more
interest or to withdraw funding

when the credit risk of a borrow-
ing bank increases. Advances are heavily col-
lateralized—the market value of mortgage
collateral typically covers 125 to 170 percent
of the advance; the FHLB can also lay priority
claim to other assets of a borrowing bank
should it fail and should mortgage collateral

Advances from
Federal Home
Loan Banks
Could Set Back
Insurance Fund



ENDNOTES
1 See Furlong and Kwan (2002) for

more on other aspects of reform.
2 See Calomiris and White (2000) for

more on the economic rationale for
deposit insurance.

3 See Bradley (2000) for more on the
history of federal deposit insurance.

4 Calomiris and White (2000) provide
more details about the various state-
run systems. See Wheelock and
Kumbhakar (1995) for an in-depth
look at incentive problems in the
Kansas system.

5 Harger (1926, p. 278).
6 See Benston and Kaufman (1998) for

more on the thrift debacle and FDICIA.
7 See ICBA (2000).
8 See Thomson (2001).
9 See FDIC (2001) for more details.

REFERENCES
Benston, George J. and Kaufman,

George G. “Deposit Insurance Reform
in the FDIC Improvement Act:  The
Experience to Date.” Federal Reserve
Bank of Chicago Economic Perspectives,
Second Quarter 1998, pp. 2-20.

Bradley, Christine M. “A Historical
Perspective on Deposit Insurance
Coverage.” FDIC Banking Review,
Vol. 13, No. 2, pp. 1-25.

Calomiris, Charles W. and White,
Eugene N. “The Origins of Federal
Deposit Insurance,” in U.S. Bank
Deregulation in Historical Perspective.
Cambridge, Mass.:  Cambridge
University Press, 2000, pp. 164-211.

Federal Deposit Insurance Corp.
“Keeping the Promise:
Recommendations for Deposit
Insurance Reform,”April 2001.

Furlong, Fred and Kwan, Simon.
“Deposit Insurance Reform—When
Half a Loaf is Better.” Federal Reserve
Bank of San Francisco Economic Letter,
No. 2002-14, May 10, 2002.

Harger, Charles Moreau. “An Experi-
ment That Failed:  What Kansas
Learned by Trying to Guarantee Bank
Deposits,” Outlook,Vol. 143 (June 23,
1926), pp. 278-79.

Independent Community Bankers of
America. “Federal Deposit Insurance:
Time for Reform and Increased
Coverage,” Fall 2000.

Stojanovic, Dusan; Vaughan, Mark D.;
and Yeager, Timothy J. “FHLB Funding:
How Secure is the FDIC’s Perch?”
Federal Reserve Bank of St. Louis
Regional Economist, October 2000,
pp. 4-9.

Thomson, James B. “Who Benefits 
from Increasing the Federal Deposit
Insurance Limit?” Federal Reserve
Bank of Cleveland Economic
Commentary, Sept. 15, 2001.

Wheelock, David C. and Kumbhakar,
Subal C. “Which Banks Choose
Deposit Insurance?  Evidence of
Adverse Selection and Moral Hazard
in a Voluntary Insurance System,”
Journal of Money, Credit and Banking,
Vol. 27, February 1995, pp. 186-201.

The Regional Economist ■ October 2002

[9]

www.stlouisfed.org

prove insufficient. This protection explains
the system’s stellar record in avoiding loan
losses: No Home Loan bank has ever lost a
penny on an advance.

Because advances are essentially free
of credit risk, the individual Home Loan
banks can set terms that are largely inde-
pendent of the failure risk of the borrower.
Put another way, borrowing from the FHLB
enables a bank to sidestep any market-
imposed penalties for failure risk. As a
consequence, banks with a greater taste
for risk will be more interested in joining the
FHLB and funding growth with advances
—an example of adverse selection. Once
in the system, member banks can make
risky new loans with advances and see little
rise in the marginal cost of risk-taking—an
example of moral hazard. In short, access
to advances could end up increasing the
likelihood that a borrowing bank will fail.

Advances could also threaten the
deposit-insurance fund by weakening the
FDIC’s position in failure resolutions. Under
U.S. bankruptcy law, collateralized claims
like advances are settled first during failure
resolution. So when a member bank fails,
the FHLB stands first in line for repayment

—even before the FDIC. Other things
equal, fewer losses to the FHLB imply
greater losses for the FDIC. In short,
even if FHLB funding does not encour-
age risk-taking, losses to the insurance
fund will be higher when a failure occurs
because the FHLB gets first shot at the
assets of the failed bank.

One solution might be for the FDIC to
factor FHLB advances into the premiums
charged for deposit insurance. Each time
an insured bank would borrow from the
FHLB, the FDIC could re-price coverage
based on the new likelihood of failure
and the new likely cost of any failure that
did occur. Under current law, however,
risk-based premiums reflect only the
financial condition of the insured bank,
not any additional losses to the FDIC
from FHLB advances. Also, most
observers believe that the current cap
on premiums—27 cents a year per 
$100 of deposits —is too low to deter
risk-taking, much less to cover any addi-
tional losses from collateralized funding.

1 Stojanovic, Vaughan and Yeager (2000) provide
more details about the FHLB system.

by eliminating those subsidies rather
than introducing more distortions.

A look back at the economic justifica-
tions for deposit insurance strengthens
the case against raising the ceiling. Even
if there were no insurance, the U.S. bank-
ing system today would be less vulnera-
ble to panics than it was before the
creation of the FDIC. The banking sys-
tem is less vulnerable because the typical
U.S. bank is larger and, as a result of
extensive branching, better diversified
than earlier in the century. In 1934, for
example, the United States had 14,146
banks and the average bank held 
$43.2 million in assets (expressed in 2001
dollars). Collectively, these banks oper-
ated 17,237 branches. By 2001, the total
number of banks had dropped to 8,080,
the size of the average bank had jumped
to $813 million and the sum total of
branches had multiplied to 73,644.
Larger, more diversified banks mean 
that economic shocks are less likely to
undermine depositor confidence in the
banking system. Even if shocks did
unnerve depositors, the Federal Reserve
has learned from the experiences of the
1930s and will intervene when necessary
to prevent banking problems from
threatening the macroeconomy.

Other Changes

Other proposed reforms in deposit
insurance make a great deal of sense.
The House bill would consolidate the

reserve funds for the bank and thrift
deposit insurance programs, a move that
wisely reflects the narrowing differences
among depository institutions. Also, pro-
posed changes in the method of replen-
ishing the reserve fund would allow the
FDIC to better prepare for a rainy day.
Under current law, the fund must be kept
at 1.25 percent of total insured deposits.
The House bill would give the FDIC
some flexibility to move the percentage
when reserves run low.

Still, economic theory and historical
experience suggest that boosting the
coverage ceiling is a bad idea. It is possi-
ble that the final bill will include the
FDIC’s proposal to make risky institu-
tions pay much higher premiums for
insurance coverage.9 It is also possible
that other FDICIA safeguards, together
with memories of the thrift debacle, will
prompt bank supervisors to counter any
imprudent risk-taking. The history of the
eight state deposit-insurance systems
and the thrift deposit-insurance system
points to a more likely outcome—an
increase in moral hazard. As Yogi Berra
has phrased George Santayana’s warn-
ings about the lessons of history—it may
be like déjà vu all over again.

Mark D.Vaughan is the supervisory policy officer in 
the Banking Supervision and Regulation Department 
of the Federal Reserve Bank of St. Louis. David C.
Wheelock is an assistant vice president in the Research
Division of the Federal Reserve Bank of St. Louis. The
authors would like to thank Tim Bosch, Gary Corner, Alton
Gilbert, Dan Nuxoll and Tim Yeager for helpful comments
and Tom King for excellent research assistance.
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One issue not on the table in the current
debate that perhaps should be is the

impact of collateralized bank liabilities on
the FDIC. Collateralized liabilities are funds
that must be secured by bank assets. An
example is deposits from municipal govern-
ments; state and local law often requires
that banks set aside 
U.S. government secu-
rities as backing for
municipal deposits.
A much more impor-
tant source of collat-
eralized funding for
most U.S. banks is
advances from the
Federal Home Loan
Bank (FHLB) system.
These advances
increase potential 
losses to the deposit-
insurance fund.

The FHLB system is a government-
chartered but member-owned enterprise
that works to increase the liquidity of mort-
gage markets. The FHLB increases liquidity
by advancing funds to institutions that origi-
nate mortgages; mortgage loans, in turn,
collateralize the advances. Congress estab-
lished the system in 1932 to lend to thrift
institutions; membership was opened in
1989 to others in the mortgage-origination
business. Now the FHLB offers thrifts, com-
mercial banks and credit unions a wide
range of products and services to fund mort-
gage loans, to manage interest-rate risk and
to meet the other challenges of a competi-
tive banking environment. Between 1992
and 1999, total FHLB assets grew by 262 per-
cent. During that same period, community
bank membership in the system increased
four-fold, and outstanding advances
increased 16-fold.

The growing volume of FHLB advances
threatens the deposit-insurance fund through
two channels. Advances encourage a bor-
rowing bank to take more risk. Also, because
advances are collateralized, the FHLB has
first crack at the bank’s assets should failure
occur. The first channel increases the likeli-
hood that a borrowing bank will fail and that
the FDIC will have to dip into the reserve
fund. The second increases the cost of a fail-
ure to the FDIC—that is, the size of any nec-
essary dip into the reserve fund.1

Advances encourage risk-taking because
Home Loan banks have little incentive to
demand more interest or to withdraw funding
when the credit risk of a borrowing bank
increases. Advances are heavily collateral-
ized—the market value of mortgage collater-
al typically covers 125 to 170 percent of the
advance; the FHLB can also lay priority claim

to other assets of a borrowing bank should it
fail and should mortgage collateral prove
insufficient. This protection explains the sys-
tem’s stellar record in avoiding loan losses:
No Home Loan bank has ever lost a penny

on an advance.
Because advances are essentially

free of credit risk, the individ-
ual Home Loan banks can
set terms that are largely

independent of the fail-
ure risk of the borrower.

Put another way, borrow-
ing from the FHLB
enables a bank to side-
step any market-

imposed penalties for
failure risk. As a con-

sequence, banks with a
greater taste for risk will be
more interested in joining the

FHLB and funding growth with
advances—an example of adverse selection.
Once in the system, member banks can
make risky new loans with advances and see
little rise in the marginal cost of risk-taking—
an example of moral hazard. In short, access
to advances could end up increasing the
likelihood that a borrowing bank will fail.

Advances could also threaten the deposit-
insurance fund by weakening the FDIC’s posi-
tion in failure resolutions. Under U.S.
bankruptcy law, collateralized claims like
advances are settled first during failure reso-
lution. So when a member bank fails, the
FHLB stands first in line for repayment
—even before the FDIC. Other things equal,
fewer losses to the FHLB imply greater losses
for the FDIC. In short, even if FHLB funding
does not encourage risk-taking, losses to the
insurance fund will be higher when a failure
occurs because the FHLB gets first shot at
the assets of the failed bank.

One solution might be for the FDIC to fac-
tor FHLB advances into the premiums
charged for deposit insurance. Each time an
insured bank would borrow from the FHLB,
the FDIC could re-price coverage based on
the new likelihood of failure and the new 
likely cost of any failure that did occur. Under
current law, however, risk-based premiums
reflect only the financial condition of the
insured bank, not any additional losses to the
FDIC from FHLB advances. Also, most
observers believe that the current cap on
premiums—27 cents a year per $100 of
deposits —is too low to deter risk-taking,
much less to cover any additional losses
from collateralized funding.

1 Stojanovic, Vaughan and Yeager (2000) provide
more details about the FHLB system.

Advances from
Federal Home
Loan Banks
Could Set Back
Insurance Fund



The most comprehensive and
often-cited statistic about the 

U.S. economy is gross domestic 
product (GDP), the sum of all goods
and services produced in the United
States. Estimates of GDP are the 
featured statistics in the National
Income and Product Accounts, the
construction of which involves the
collection and aggregation of an
immense amount of data.

In the construction of real GDP,
complicated issues arise when
adding up quantities of vastly dif-
ferent types of goods and services.
These problems, which lie at the
heart of national income accounting,
can be thought of in simple terms as 
a problem of comparing apples and
oranges. A Florida frost that raises
orange prices might result in higher
expenditures on oranges, even
though the number of oranges pro-
duced has fallen. A period of infla-
tion might increase total spending 
on both apples and oranges, even if
quantities are unchanged. To convert
total dollar sales (nominal GDP) into 
a measure of the total quantity of fruit
(real GDP), price indexes are used to
adjust for price changes both across
goods and over time.

But what if the quality of some
goods is changing over time?  Con-
sider a particular variety of apples for
which quality change has been evi-
dent:  the products of Apple Computer
Inc.1 The iMac produced in 2002 is 
a far cry from the Apple II computer 
of the late 1970s. More generally, the
quality of computers—in terms of
speed, data storage capacity, etc.—
has advanced dramatically in recent
years. Indeed, the celebrated Moore’s
Law, proposing that microchip capaci-
ty doubles every 18 months, has held
true since at least the mid-1970s.

In an environment where tech-
nological progress gives rise to im-
provement in the quality of goods,
particularly high-tech goods like 
computers, accurate measurement 

of economic
output requires
that both quantity
and quality be consid-
ered. To address this
problem, the Bureau of
Economic Analysis (BEA)
uses a technique known as
hedonic regression to adjust
sales of rapidly changing
products like computers for
improvements in quality.

Measuring Quality 
Improvement with
Hedonics

A hedonic price index—so
named because it attempts to
measure the quantity of utility, or
pleasure, derived from a particular
good—is a statistical technique that
adjusts the price of an item to reflect
improvements in quality. For example,
a personal computer purchased in
2002 might cost the same as one pur-
chased a decade earlier, but the newer
model is clearly superior in terms of
overall computing power. Hedonic
indexes incorporate quality change
into the measurement of price so that
the computer component of GDP in
2002 is comparable to those in previ-
ous years.

Computers provide an illuminating
example, but are not the only compo-
nent of GDP for which quality change
is measured using hedonic methods.
One of the earliest applications of
hedonic methods compared automo-
bile quality across model years in the
1930s.2 A recent study by the BEA
reports that 18 percent of GDP is con-
structed using hedonic techniques.3

The hedonic method is particularly
well-suited for comparing goods that
can be thought of as comprising a
bundle of underlying attributes, each
of which is assumed to have its own
intrinsic value. In the case of personal
computers, the components inside the
“box” itself have several independent,

meas-
urable attributes.

Consider an example of
two Apples:4

•  The PowerMac 6400 (aka
Performa 6400) was introduced in

August 1996. One version, originally
priced at $2,399, had a processor that
operated at 180 megahertz and a bus
speed of 40 megahertz. It came with 
8 megabytes of RAM (expandable to 
a maximum of 136 megabytes) and
was equipped with a 1.6 gigabyte 
hard drive.

•  The PowerMac G4 (Quicksilver)
came out in July 2001. The mid-range
option was priced at $2,499, only 
4 percent higher than the aforemen-
tioned 1996 model and less than the
older computer in inflation-adjusted
dollars. (Nondurable consumption
goods prices rose 9 percent over the
same period.)  The processor speed for
this version of the G4 was 867 mega-
hertz, and it had a bus speed of 133
megahertz. It had 128 megabytes of
RAM (expandable to 1.5 gigabytes)
and included a 60 gigabyte hard drive.
The newer computer also included a
DVD-R drive, while the older model
had only an 8x CD.

Clearly, by each of these quantifi-
able measures, the 2001 computer 
is far superior to the 1996 computer.
If sales of the 6400 and G4 were
included in the national accounts 
in terms of price per computer, the
data would understate the quantity 
of computing power represented by
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When measuring prices, it’s not easy
dealing with rapidly evolving products
like computers.
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the newer model. The hedonic approach
addresses this problem by using a statis-
tical model that relates the price of com-
puters to measures of the specific features
they include.

By comparing prices and features of
various 1996 computers, a hedonic regres-
sion model attributes values to each of the
particular features (e.g., processor speed,
memory, disk capacity). These values can
then be applied to the new computer to
construct a hypothetical cost— the price
that the 2001 computer would have com-
manded in 1996. The difference between
this hypothetical price and the actual
market price of the computer in 2001 
can, therefore, be interpreted as measur-
ing the decline in the cost per unit of
computing power, equivalently, as an
increase in the quantity of computing
power available for a given price.

Suppose that the hedonic valuation
exercise revealed that the 2001 computer
was twice as valuable as the 1996 com-
puter, even though they have nearly the
same dollar price. Counting sales of the
new model in the same units as the old
model would clearly be inappropriate.
Using hedonic regression techniques,
however, we can say that each computer
sold in 2001 counted for two older com-
puters or, equivalently, that the price of
computing power had fallen by half.

Computer Quality in the 
National Accounts Data 

As a result of the hedonic regression
technique, estimates of real production
and sales are expressed in quality units,
rather than strictly in terms of quantity.
In the case of computers, this means that
the production and sales of computers
are not measured by the number of com-
puters, but by units of  computing power
that are comparable across different
models of computers and over time.

The price index for computers in GDP
measures price in terms of these units of
computing power. It reflects overall infla-
tion trends—changes in the price of all
goods and services produced in the econ-
omy—as well as changes in relative price,
which includes changes in the quality of
computers. By comparing the price index
of computers to that of a basket of other
goods (in order to control for the effects of
inflation), we can obtain a direct measure
of the price component that is unique to
computers, which can be interpreted as
an estimate of the quality of computing
power represented in total computer sales.

The accompanying charts illustrate such
a measure, comparing the price of com-
puters to the price of nondurable con-
sumption goods (representing a market
basket of  such standard items as clothing
and food—and including oranges). The

upper panel shows the price of comput-
ing power relative to this collection of
basic consumption goods. It reveals a
dramatic decline:  For each dollar spent
on computers in 1996, the figure shows
that an equivalent amount of computing
power would have cost over $13 in 1981,
but cost less than 30 cents in 2001 (in
inflation-adjusted 1996 dollars).

A decline in the price of computers
relative to other goods is equivalent to an
improvement in the quality of computers.
The lower panel of the chart shows the
inverse of the relative price, representing
a direct estimate of the change in the
computer quality.The computer-quality
index is constructed using 1996 as the
base year—so, at a value of 3.6 in 2001,
this implies that computers in 2001 had
3.6 times the computing power of a 1996
model. A typical computer produced in
2001 has twice the quality of a computer
produced as recently as 1998, and a 1998
computer, in turn, contained more than
twice as much computing power as a 
vintage 1995 computer.

By representing the quantity and price
of computers—as well as other high-tech
goods—in units of constant quality over
time, the national accounts provide a more
accurate reflection of the economic sig-
nificance of improvements in technology
than would simple measures of unit quan-
tity. This use of hedonics in the national
accounts recognizes that is important to
measure not only the quantity of oranges
and apples, but their quality as well.

Michael R. Pakko is a senior economist at the
Federal Reserve Bank of St. Louis. Athena
Theodorou provided research assistance.

ENDNOTES
1 The use of Apple computers in this

illustration is not intended to ignore
or disparage the producers, users or
fans of the competing PC platform.

2 Triplett (1986) attributes the origin of
hedonics terminology to the study of
automobiles by Court (1939).

3 Landefeld and Grimm (2000).
4 All information about the specific attrib-

utes of these two computers was found
at http://www.apple-history.com, posted
by Glen Sanford.
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Making
monetary

policy has often
been likened to
driving a car
with a blacked-
out windshield
and fogged-up side
windows. Before
deciding whether to
shift gears, step on the
gas or slam on the
brakes, you first have 
to figure out where
you are and which direc-
tion you might be pointed in.

The members of the Federal
Reserve’s Federal Open Market
Committee (FOMC)—our monetary
policy-makers—need to know as
much as possible about current and
future economic conditions before
making their decisions. They get their
basic picture of the economy from the
formal data published by government
statistical agencies. Unfortunately, the
formal data tell little about business
expectations and plans as to where we
might be going and, because they trail
current economic conditions, aren’t
even that good at telling us where 
we are. For example, the Fed has an
incomplete picture of the economy’s
two most important indicators, growth
and inflation. The Bureau of Economic
Analysis releases formal estimates of
gross domestic product (GDP) with
lags of a month or more. Moreover,
the data are subject to frequent and
major revisions. Price indexes also
are produced with a lag and are sen-
sitive to factors that may be tempo-
rary—such as fluctuating energy
prices—and to measurement error.

Of course, official growth and
inflation data are not all that the Fed
has to go on. Most financial data are
very up-to-date, and futures markets
allow us to peer into the future—or 
at least into markets’expectations of
the future. However, futures trading
covers only a relatively narrow range
of goods. In addition, some real 
economic data, such as initial unem-
ployment claims, auto and steel pro-
duction, and electricity consumption,
are available every week. Because
these data are used to construct the
official GDP estimates, they can 
provide partial pictures of current-
quarter GDP.

Although the Fed relies heavily 
on formal data and sophisticated 
statistical methods for analyzing the
data, its economists use anecdotal
information that they gather from a
network of contacts. This anecdotal
information helps the Fed to see
what is going on in the economy
almost as it is happening. Also,
because the information is collected
from the people who are actually
making day-to-day business deci-
sions, the Fed gets help in under-
standing what fluctuations in the
data may mean.

Collecting and Using 
Anecdotal Information

The Fed gathers its anecdotal 
information from a range of sources.
Directors of the 12 Federal Reserve
banks and their branches provide writ-
ten economic reports of conditions in
their regions. Reserve bank presidents
and economists travel around their
districts, meeting with business people
and bankers to discuss conditions in
their industries. Reserve banks main-
tain a network of industry executives
who are contacted on a regular basis
in advance of FOMC meetings. In
addition, the eyes and ears of the Fed
are always open, looking for emerging
economic trends.

The vast amount of anecdotal
information collected throughout 
the Federal Reserve System is used
for a variety of purposes. Most sys-
tematically, it is used to produce the
Summary of Commentary on Current
Economic Conditions, commonly
known as the Beige Book. This  is
published two weeks before every
FOMC meeting.1

The anec-
dotal informa-

tion collected also
makes its way into

FOMC meetings, at
which Fed gover-
nors and Reserve
bank presidents

present their views
on the economic
outlook. In addition

to their use in assess-
ing the state of the

economy, the anecdotes
might be used to illustrate a

point, thus adding impact to the com-
ments. For example, a Reserve bank
president could say, “The market for
construction material in my District
continues to be tight, and prices are ris-
ing.” Or, he could say the same thing
and add,“The situation is so tight that
we have had reports of truckloads of
drywall being hijacked.” The addition of
the anecdote (which happens to be an
actual one from a Reserve bank presi-
dent in 1999) adds more to the report
than could several charts or tables.

Not all anecdotes have such an
obvious impact. In the March 2001
Beige Book, for example, the Dallas
Fed reported “robust Valentine’s Day
spending, including healthy sales of
singing gorillas.” Similarly, it is not
clear how the Fed should have
responded to the news reported by
the St. Louis Fed in the January 2002
Beige Book that sales “of dry-cleaning
services remain steady.” The same
goes for the report from the Min-
neapolis Fed in the July 2002 Beige
Book that tourists “were recently evacu-
ated from Deadwood, S.D., for two
days due to forest fires; however, busi-
ness recovered quickly.”

Nonetheless, in addition to adding
occasional oomph to the formal data,
anecdotal information can be used to
confirm or to help understand ongo-
ing trends that arise from the formal
data. For example, during the late
1990s, the unemployment rate fell
well below what many people thought
was the level at which inflation would
start to take off. If the Fed had relied
only on the formal data, it might have
overlooked what firms and workers
were doing to drive down the unem-
ployment rate and how they were
responding to tight labor markets.
Contacts reported, for example, that
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companies were willing to leave positions
unfilled rather than bid aggressively for
labor. A factory owner in Louisville told
how he was able to expand employment
and production even though most people
in the pool of workers he would normally
draw from—prime-aged men—were
already employed. This challenge led him
to rethink his production process to make
it a better match for the workers who
were available to him. The result was
that, whenever possible, his production
methods were changed to reduce the
requirement for physical strength.

Contacts told similar stories about
companies offering training in basic
skills, making work schedules more flex-
ible, providing transportation for their
workers, and so forth, to cope with the
rapidly changing nature of their work-
force. Without this first-hand knowl-
edge of businesses’ability to respond to
competitive challenges and new envi-
ronments, the Fed might not have
known that unemployment could keep
falling, at least for a time, without infla-
tion being ignited.

The Fed’s network of contacts is also
useful to identify emerging trends. For
example, long before the double-digit
increases in health insurance premiums
arose last year, the Fed knew they were
coming. How?  The Feds’contacts
reported in mid-2000 about the health
insurance contracts they were signing 
for 2001. Official data didn’t pick up 
on these increases until after they had
occurred. Another good example of
anecdotal information came from a
branch director who noted in the sum-
mer of 2000 that loan demand at his
bank in Arkansas was falling and that
other firms in his area were beginning to
experience problems. This information
was important because, at the time, cur-
rent data suggested that the economy
was growing rapidly and nearly all fore-
casts indicated that rapid growth would
continue. Nevertheless, reports of this
sort continued to surface throughout the
rest of 2000 and into 2001, helping the
Fed to get ahead of the recession by start-
ing to lower its federal funds rate target
early in 2001, even though official GDP
data available at the time indicated that
the economy was still going strong.

Dangers and Pitfalls

Because a number of dangers and pit-
falls are inherent with anecdotal informa-
tion, a great deal of care should be taken
when using it. Despite the effort that the
Fed puts into networking, the contacts are
small in number from a statistical stand-
point, and they are not selected randomly.
They tend to be in businesses that are
familiar to a director of a Fed bank who

has voluntarily agreed to serve as a con-
tact; they also tend to be in a business
whose manager or owner has been asked
to serve on a Fed bank’s advisory board.

Because of this selection process,
numerous unintended biases can arise.
For example, perhaps the type of person
who would serve as a contact or be a
member of an advisory board would also
tend to be more successful than the aver-
age businessperson. If so, then the infor-
mation that the Fed receives would tend
to under-represent firms that are more
likely to be experiencing difficulties.

Also, the responses might reflect the
biases of the contacts rather than be accu-
rate representations of conditions. This
bias would not arise through any con-
scious misrepresentation, but perhaps
through the tendency for successful busi-
ness people to be more optimistic than
the average person.

The biases of the economist collecting
and analyzing the anecdotal information
may also mean that it is not representative
of general economic conditions. For
example, the economist might tend to pay
more attention to anecdotes that fit his or
her previously held beliefs. As a conse-
quence, the overall impression that is con-
veyed from the anecdotes in, for example,
the Beige Book, might tend to reflect the
economist’s personal views. It might
also be that the odd or quirky anecdotes
are the ones that have the most influ-
ence because they are the most interest-
ing, even though they might not be
representative of general trends.

Summary and Conclusions

Because anecdotal information is
inherently unscientific, the Fed relies
heavily on formal methods when making
monetary policy decisions. Nonetheless,
because the formal methods provide a far-
from-perfect picture of the economy, the
Fed will continue to use anecdotal infor-
mation to help fill the gaps. Anecdotal
information helps policy-makers to
understand where the economy is and
where it might be going, most notably by
providing information ahead of formal
data. The process of gathering the infor-
mation puts the Fed in direct contact with
people actually making day-to-day eco-
nomic decisions. The information forces
the Fed to question the formal data and
provides a view of the economy that for-
mal methods simply miss.

William Poole is president and chief executive 
officer of the Federal Reserve Bank of St. Louis.
Howard J. Wall is a research officer and economist
at the Federal Reserve Bank of St. Louis. This paper
is based on a speech by Poole titled “The Role of
Anecdotal Information in Fed Policymaking,”given
Feb. 13, 2002. It can be viewed on the St. Louis Fed’s
web site at www.stlouisfed.org/general/speeches/.

ENDNOTES
1 The Beige Book is available on the

web site maintained by the Board of
Governors: www.federalreserve.gov.
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Although Hazelwood’s current
municipal motto is “Crossroads of
Progress,” the white and green
signs adorned with trees still bear
the town’s former slogan, “City at
the Crossroads.”

In both cases, the word “cross-
roads” applies to Hazelwood’s
prime location—two interstates and
a county thoroughfare pass through
the city, and a third interstate runs
close by. But the mottoes could just
as easily describe the economic
decisions that civic leaders grapple
with as they face the possible loss 
of a Ford Motor Co. assembly plant.
The plant employs more than 2,800
people and contributes 18 percent
of the city’s tax revenue.

Ford announced in January that
the plant would be one of five U.S.
plants axed by mid-decade to save
money. A 22-member task force,
which includes state, city, economic
development and union officials,
has been working to come up with
proposals to change Ford’s mind.
The task force knows the impact
goes far beyond Hazelwood. More
than 8,000 other jobs in the area
would be lost because of the clos-
ing’s ripple effect, according to
Angela Holden, an economist at 
the University of Missouri-St. Louis.
In all, more than $500 million in
annual wages would be threatened
and more than $200 million in
annual tax revenue would be jeop-
ardized, she estimates.

“Like a Kick in the Stomach”

Ford’s announcement felt “like 
a kick in the stomach,” says Ken
Dearing, president of United Auto

Workers Local 325. But the work-
ers have endured uncertainty
before. In 1994, the plant’s future
looked shaky after nine years of
producing Ford’s Aerostar minivan
because of competition from other
minivans and the upstart sport util-
ity vehicles. Ford’s own Explorer
SUV  rode to the rescue. Realizing
it needed a location to supplement
its Louisville plant’s Explorer pro-
duction, Ford selected Hazelwood.

Today, the Explorer remains
among the nation’s top-selling
SUVs, despite problems with
Firestone tires and increasing com-
petition in this category. Assuming
the Explorer’s sales do decline, Ford
officials say a new product would
have to rise from the ashes and
replace the Explorer’s position on
Hazelwood’s assembly lines.

A glimmer of hope comes from
a new luxury SUV—the Lincoln
Aviator—that  Hazelwood was
chosen to produce. Although the
Aviator’s production and sales
numbers aren’t expected to reach
Explorer-like figures, the new work
is putting Hazelwood in a more
positive spotlight and giving plant
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BY THE NUMBERS

Population 26,289
(2000 Census)

Labor Force 16,149
(July 2002)

Unemployment Rate 4.4%
(July 2002)

Median Household Income $45,110
(2000 Census)

Top Five Employers:  (June 2002)

Ford Motor Co...................................................... 2,800

GKN Aerospace Services.....................................1,395

IBM Corp...............................................................1,110

Mallinckrodt Inc.........................................................921

Boeing Co................................................................823

Ford Motor Co.’s Hazelwood assembly plant employs
more than 2,800 people.

f you want to get a quick read on the economic future of the St. Louis
suburb of Hazelwood, look at the signs—the ones near the city’s borders.By Laura J. Hopper I
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workers an opportunity to put on a
show that they hope will change the
parent company’s mind.

“We’re doing everything in our
power to make sure this is the best
launch that Ford has ever had, in
terms of safety, efficiency and quality,”
Dearing says.

Members of the task force work-
ing to save the plant are also looking
at other moves to give Ford more
incentive to stay put. Missouri offi-
cials are trying to entice more suppli-
ers to the state. Union officials are
discussing restructuring the plant
itself, which currently builds vehicles
on a single platform. The Louisville
plant is able to use two different plat-
forms to build vehicles.

Building an Economic Defense

In the 1980s, the loss of the Ford
plant wouldn’t have been such a blow
to Hazelwood, which was building its
economic dreams around a different
kind of aviator. McDonnell Douglas
Corp., which has since been bought by
Boeing, served as the cornerstone of a
glittering array of industrial and man-
ufacturing jewels in north St. Louis
County, where Hazelwood is located.
Thousands of defense jobs at
McDonnell pumped a steady stream
of revenue into Hazelwood coffers.

But the double punch of the early
1990s recession and of defense cut-
backs was staggering for McDonnell,
resulting in thousands of layoffs dur-
ing the first half of the decade. It was
a blow, but not an economic knock-
out for the North County region, says
Mark Tranel, a professor at the Univer-
sity of Missouri-St. Louis and head of
the economic development subcom-
mittee of North County Inc., a non-
profit group promoting the region’s
economic growth.

“Certainly, the layoffs had an
impact, but North County is still 
disproportionately represented by
manufacturing activity,” Tranel says.
“There’s a lot to sell in North County,
but there’s an image challenge due 
to the residual impact of these eco-
nomic changes on the housing and
retail markets.”

Hoping to attract more housing,
North County Inc. recently sponsored
a reception for developers. Tranel
noted that the region struggles with
two perceptions that he sees as myths:
first, that North County is “out there,”
far away from the core center of met-
ropolitan St. Louis and, second, that
the region is “built in,” with few
spaces left for development.

From Boeing to Biotech

Defense remains a viable ingredi-
ent in the town’s economic mix.
Boeing maintains its defense and
space operations in North County,
with several plants in Hazelwood.
But Boeing’s not the only defense
game in town. Last year, just as
Boeing planned to close two of its
plants, global aerospace supplier
GKN Aerospace Services bought one
of the Boeing facilities and moved its
North American corporate headquar-
ters to Hazelwood. GKN, which
employs 1,395 in Hazelwood, makes
metal and composite parts for mili-
tary and commercial aircraft.

Hazelwood is seeking smaller
industrial and manufacturing firms,
too. Like many other cities, it hopes
to take advantage of the growth in
biotechnology. It’s already attracted
bioMerieux Inc. and Aesculap Inc.,
both of which manufacture medical
instruments.

Space for new business abounds,
thanks in part to tracts of land that
have been bought and cleared by
nearby Lambert St. Louis International
Airport for noise abatement. New
development areas include Lambert
Pointe, positioned as a corridor for
high-tech and biotech businesses, and
the Robertson redevelopment area,
180 acres near the airport that Hazel-
wood Mayor T.R. Carr hopes will
become a business park for suppliers
to Ford.

Saks on a Floodplain

In the past, retail establishments
have not been a major part of Hazel-
wood’s economy. But that’s about 
to change in a big way. Mall developer
Mills Corp. recently broke ground for a
$250 million shopping center dubbed
St. Louis Mills. The 1.2 million-square-
foot mall will include 12 anchor stores.
Hazelwood city leaders approved

$18.7 million in tax increment financ-
ing for the project.

The mall, being constructed on
part of a Missouri River floodplain,
will be anchored by  high-end outlet
stores, led by the St. Louis area’s first
OFF 5th—the outlet version of Saks
Fifth Avenue.

Rebecca Zoll, executive director 
of North County Inc., sees the Mills
development as an epic event for the
region, perhaps permanently chang-
ing its economic make-up and the
perceptions of outsiders.

“This will bring in people from
around the Midwest, and their dollars
will go back into our community,”
Zoll says. “There’s been some concern
about how the mall will affect local
business, but I think it will only help.”

Residents Feel the Squeeze

St. Louis Mills promises to provide
a boom in retail dollars for Hazel-
wood, but until then, the city is feeling
a budget pinch, even before Ford
potentially packs up and moves. As
part of a national dispute between
Ford and the cities that house its auto
plants, the automaker recently sued
Hazelwood, claiming it has overpaid
its taxes and is owed $1.2 million.

With the final outcome of the suit
still in question, Hazelwood officials
are anticipating the worst. At the same
time, they are planning for a possible
future loss of annual tax revenue from
Ford, estimated at $3 million a year.
Earlier this summer, the city consid-
ered turning its police service over 
to St. Louis County. Vocal opposition
from residents helped quash that pro-
posal, but their opposition didn’t trans-
late to support for a 44-cent increase
in the property tax rate, which lost 
by 60 votes on the August ballot.
The city then implemented a 10-cent
rate increase—the maximum allowed
under state law without voter
approval—and cuts its limb-chipping
and leaf-vacuuming programs. City
Hall also warned that other city serv-
ices might have to be reduced or elimi-
nated if revenue doesn’t pick up.

Despite the budget crunch and his
city’s uncertain economic future, Mayor
Carr finds reason for optimism as he
stands at the crossroads. “We have an
incredible economic base, and we are a
financially healthy city,” he says. “Even
if Ford were to leave, Hazelwood has a
bright economic future.”

Laura J. Hopper is a senior editor at the
Federal Reserve Bank of St. Louis.

Defense remains a viable ingredient in
Hazelwood’s economic mix, with Boeing Co.
continuing to operate several plants in the town.
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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
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Recent reports have revealed a
national economy weaker than

what most analysts had predicted. For
example, the advance estimate of sec-
ond-quarter gross domestic product
(GDP) growth was 1.1 percent. More
than 2 percent was expected. This rela-
tively weak growth, in conjunction
with other data, has led forecasters to
lower their estimates of growth for the
second half of this year. Some analysts
have even suggested that the U.S.
economy is poised to return to reces-
sion. Relative to the anemic pace 
of the second quarter, however, the
majority of forecasters continue to 
predict faster growth in the national
economy—approximately 2.5 per-
cent—during the second half of this
year. Growth during the first half 
of 2003 is expected to approach 
3.5 percent. What are the implica-
tions of faster national growth for 
the Eighth District?

To answer this, I compare employ-
ment growth and unemployment
rates in the District with those of the
entire country. Generally, the District
has behaved similarly to the national
economy. But a closer look at individ-
ual counties within the District reveals
much variation.

District vs. U.S.

Since 1981, employment in the
District has grown at a rate slightly
below the national rate. Generally,
employment growth in the District
has tended to move similarly to
national employment growth. The
simple correlation, which is a measure
of the association between these two
series, is 0.70. This measure suggests
that increases (decreases) in employ-
ment growth in the District occur at the
same time that employment growth
is increasing (decreasing) nationally.
Not surprisingly, one also observes
that the (seasonally adjusted) unem-
ployment rate in the District exhibits
the same pattern as the national unem-
ployment rate. In fact, from 1981 until
the early 1990s, differences in the two
rates were difficult to detect. From the
early 1990s to the present, the two rates
have exhibited a similar pattern; how-
ever, the District’s unemployment 
rate has tended to remain below the

nation’s rate. For example, the rate 
for June 2002 was 4.7 percent in the
District and 5.9 percent for the nation.

County Unemployment Rates

Somewhat obscured by the District
unemployment rate are large differ-
ences in unemployment rates across
counties. For example, rates in June
2002 ranged from a low of 2.2 percent
in Benton County, Ark., to a high of
19.5 percent in Webster County, Miss.
The map, which highlights the 10 per-
cent of the District’s counties with the
highest and lowest unemployment
rates, shows that counties with the 
relatively high rates in the District 
tend to be clustered in Mississippi.
Low-unemployment counties tend 
to be scattered in pockets throughout
the District.

An important question is whether a
low (high) unemployment rate county
tends to remain a low (high) unem-
ployment rate county over time. Gener-
ally, the answer is yes. For example,
using the troughs of the most recent
national business cycle—March 1991
and February 2002—the correlation 
of county unemployment rates was
0.68.1 Therefore, a county with a rela-
tively low (high) unemployment rate 
in March 1991 was also likely to be a
relatively low (high) unemployment
rate county in February 2002. Of the
34 counties with the lowest unemploy-
ment rates in March 1991, 22 of these
counties were among the lowest in
February 2002. Of the 34 counties 

with the highest rates in March 1991,
18 counties were among the highest 
in February 2002.

Looking Ahead

When growth accelerates sufficiently
—sometime in the next 12 months—
national employment growth will speed
up, as will employment growth in the
District. When the unemployment
rate nationally begins to decline, the
District should experience a similar
decline. However, despite the declines
in the District, one will still see large
differences in unemployment rates
across counties.

Cletus C. Coughlin is deputy director of research
at the Federal Reserve Bank of St. Louis. Sarosh
Khan provided research assistance.

1 The precise month of the most recent trough has 
yet to be identified; however, most analysts agree 
it occurred during the first quarter of 2002.
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www.stlouisfed.org

The Regional Economist ■ October 2002

[19]

Patterns in the District Labor Market
By Cletus C. Coughlin

1. Scotland, Mo.
2. Adair, Mo.
3. Knox, Mo.
4. Lewis, Mo.
5. Brown, Ill.
6. Boone, Mo.
7. Cole, Mo.
8. Phelps, Mo.
9. Benton, Ark.
10. Carroll, Ark.
11. Washington, Ark.
12. Madison, Ark.
13. Cleburne, Ark.
14. Obion, Tenn.
15. Lafayette, Miss.
16. Edwards, Ill.
17. Knox, Ind.

18. Gibson, Ind.
19. Daviess, Ind.
20. Dubois, Ind.
21. Warrick, Ind.
22. Harrison, Ind.
23. Floyd, Ind.
24. Oldham, Ky.
25. Henry, Ky.
26. Owen, Ky.
27. Franklin, Ky.
28. Caldwell, Ky.
29. Hart, Ky.
30. Barren, Ky.
31. Metcalfe, Ky.
32. Cumberland, Ky.
33. Marion, Ky.

Lowest 10 pct. ( 2.2 to 3.9 unemployment)

1. St. Louis City, Mo.
2. Marion, Ill.
3. Washington, Mo.
4. Douglas, Mo.
5. Wayne, Mo.
6. Pulaski, Ill.
7. Hardin, Ill.
8. Pemiscot, Mo.
9. Mississippi, Ark.
10. Carroll, Tenn.
11. Dallas, Ark.
12. Phillips, Ark.
13. Desha, Ark.
14. Chicot, Ark.
15. Bolivar, Miss.
16. Washington, Miss.
17. Coahoma, Miss.

18. Sunflower, Miss.
19. Quitman, Miss.
20. Panola, Miss.
21. Benton, Miss.
22. Tallahatchie, Miss.
23. Leflore, Miss.
24. Humphreys, Miss.
25. Holmes, Miss.
26. Calhoun, Miss.
27. Chickasaw, Miss.
28. Montgomery, Miss.
29. Webster, Miss.
30. Clay, Miss.
31. Choctaw, Miss.
32. Winston, Miss.
33. Lowndes, Miss.
34. Noxubee, Miss.

Highest 10 pct. (10 to 19.5 unemployment)

County Unemployment Rates
June 2002

Rates are seasonally adjusted.
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