
When the Check 21 law takes effect
next October, hundreds of

bankers might take a cue from Harry
Truman and place a sign on their desk
that says “The Check Stops Here.”
The sign will be right on the money
because the new federal law allows
financial institutions to stop shipping
customers’checks back and forth to
clear them. Instead, the institutions
can send electronic images of the
checks. Although Check 21 may dis-
place many workers in the interim,
eventually it will lead to cheaper, faster
and safer processing. In the end, valu-
able resources will be freed up for
more-productive uses.

Estimates of eventual savings are
large. For starters, at least $250 mil-
lion a year is being spent now on
moving checks across town and across
the country. Such courier service
could be virtually eliminated if every-
one switched to exchanging images
via the Internet or some other elec-
tronic link. But the real savings will
come in the back office, where paper
checks are read, sorted and otherwise
processed. Cuts in such operations
could conservatively save into the bil-
lions of dollars. And because far fewer
people would be involved, the number
of lost, damaged or stolen checks
should be greatly reduced.

As important as saving money is
saving time. Instead of having checks
clear in days, they could clear in hours.

Deposit deadlines will be extended.
Float will be slashed. Banks’cash man-
agement should markedly improve.

Criminals intent on fraud will have 
a smaller window of opportunity under
Check 21. Banks will be able to find
out much sooner if an account was
closed right after a check was written
on it. Terrorists may also find it harder
to undermine the payment system; no
more will planes full of checks be
grounded for days, as there were after
Sept. 11. Similarly, natural disasters
like earthquakes and floods should
pose less of a threat because the needed
“courier”won’t be a person.

Of course, the new system isn’t per-
fect and isn’t embraced by all. That’s
why banks aren’t being required by
Check 21 to accept electronic images.
But if they don’t, they must accept a
substitute check. This will be a sort of
two-sided photocopy, with the check
slightly reduced in size to make room
for a notice that says the substitute is a
legal equivalent of the original. If the
paying bank prefers not to accept an
image, the depositing bank can arrange
to send the image to a place near the
paying bank where a substitute check
can be printed and then forwarded to
the paying bank. In these cases, at
least the cost of transporting the check
across the country can be saved.

The substitute check has drawn
some opposition from consumer
groups. They’re afraid that with a

“real”check and a substitute check in
existence, checking accounts might be
debited twice. Such groups also worry
that consumers will have difficulty
obtaining their canceled substitute
checks, and then have even more dif-
ficulty using them as proof to their
creditors that the payment was made.

Consumer groups also want to
know when they get to share in the
savings. As with any new technology,
that may take a while. Depository
institutions must either buy imaging
equipment or outsource such work.
Then, they will have to keep two sys-
tems going—paper and electronics—
for at least a while. True efficiencies 
will occur only when everyone
embraces imaging.

Despite these concerns, there
should be no question that the new
system works. The Fed and a few 
others have been processing electro-
nic images of checks for several years
already. Any kinks can be worked out,
just as they were with credit cards,
debit cards, ACH and other forms of
electronic payments. In the end, check
imaging will lead to a more-efficient
payments system, which is good for 
the economy overall.

William Poole

PRESIDENT AND CEO,
FEDERAL RESERVE BANK OF ST. LOUIS

Check 21 Will Lead to Savings of Time, Money

“Any kinks can be worked out, just as they were with

credit cards, debit cards, ACH and other forms of 

electronic payments. In the end, check imaging will 

lead to a more-efficient payments system, which is 

good for the economy overall.”
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istorically, economic growth has been much

faster shortly after the end of a recession than

it is during any other time in the business cycle.

This burst of activity, which is generically termed

the economic  “recovery,”generally leads to

relatively large increases in employment and to

falling unemployment. But the recoveries that

followed the 1990-91 and 2001 recessions were

uncharacteristically lackluster both in terms of

economic growth and job creation. Indeed,

the most popular moniker given to these two

recoveries has been  “jobless.”

Are there common threads

between these two recoveries?

Moreover, has the slow growth

reflected weakness in certain sectors of the

economy or in certain regions of the country, or

has the U.S. economy fundamentally changed,

resulting in a different pattern of growth during

recoveries?  Although there is evidence that

labor markets have experienced some signifi-

cant structural changes in the past 15 to 20

years, which may have contributed to the lack

of job growth in the last two recoveries, there 

is as yet no conclusive evidence that future eco-

nomic recoveries will be “jobless.” Instead, the

last two recoveries have been marked by much

weaker than average real GDP growth, which

importantly determines 

job growth.

H

n  L e a v e s  M a n y  W o r k e r s  B e h i n d
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Economic Recoveries 
and the Labor Market

Fluctuations in the demand for
goods and services, and in the supply
of capital goods and other inputs
devoted to the production of these
goods and services, mean that eco-
nomic growth varies over the busi-
ness cycle. During recessions, as
spending on goods and services by
the private sector wanes, real GDP
declines and unemployment
increases. As the recession ends
and the recovery period com-
mences, unemployed labor and
capital are re-employed, resulting
in larger than normal increases in
employment, spending and income.
Shortly thereafter, when capital and
labor are roughly fully employed, the
growth of the economy (on average)
tends to equal its potential rate of
growth until the next downturn.1 In
this article, I will arbitrarily define the
economic recovery as the period of
activity during the first six quarters 
of the expansion.

Cyclical vs. Structural Changes 
in Labor Demand

During the business cycle, the
churning of the labor market (job
creation and destruction) reflects
either  “cyclical”or “structural”effects.
At times, one effect may be more
dominant, but both tend to be pres-
ent given the  “creative destruction”
aspects of our dynamic, market-driven
economy. Cyclical changes in the
demand for labor, such as in reces-
sions, are inherently temporary. (The
average recession in the post-World
War II era lasts about 11 months.)
During a recession, for example,
most firms see their revenue reduced
and profit margin cut. To minimize
losses, firms will cut costs, which
usually means reductions in hours
worked and/or reductions in their
workforce.

As aggregate economic growth
resumes, workers who became
unemployed during the recession are
recalled or find new jobs as firms
ramp up production. Moreover,
output (real GDP) and employment
growth tend to be strongest during
the initial stages of an economic
expansion, when profit and invest-
ment opportunities for business are
plentiful, and inflation and interest
rates tend to be relatively low.

The second type of labor market
turnover is more permanent, what
economists call  “structural” job losses
or gains. Structural unemployment
occurs, for example, when new tech-

nologies lead to new labor-saving
production processes or lead to new
types of goods and services that
replace existing products. In manu-
facturing and agriculture, for instance,
industries have continually taken
advantage of technological innova-
tions
that

have
lessened
their demand for labor. The result is
that fewer workers are needed to
produce the same amount of output,
and the firms and workers who
remain in these industries are more
productive. For example, from 1992
to 2002, the number of motor vehi-
cles produced in the United States
rose from 9.7 million to 12.5 million,
while the number of production
workers declined by about 5 percent
to 222,000. “Big-box”retailers like
Sam’s, Costco and Best Buy have
fueled dramatic changes in the distri-
bution and warehousing of goods.
The information technology revolu-
tion has played an important role 
in this retail revolution.2 Although
structural changes tend not to be 
the cause of recessions, they may
nonetheless be a contributing factor
to a jobless recovery.

Comparing Jobless Recoveries

During the average post-WW II
(hereafter post-war) recovery, it took
about 21 months for nonfarm payroll
employment to surpass its previous
peak. This interval was much longer
after the 1990-91 and 2001 reces-
sions.3 Prior to the 1990-91 reces-
sion, growth of nonfarm payroll
employment during the first six 
quarters of the post-war expansions 
averaged 5.6 percent. But by the third
quarter of 1992, which was a year and
a half (six quarters) after the trough of
the 1990-91 recession (March 1991),
nonfarm payroll employment had
only risen by 0.1 percent. It was not
until February 1993 (32 months later)
that nonfarm employment surpassed

its June 1990 peak. Employment
gains since the end of the 2001 reces-
sion in November 2001 have been
even more elusive:  Between the
fourth quarter of 2001 and the second
quarter of 2003 (six quarters), non-
farm payroll employment actually
declined by 0.7 percent. Moreover,
as of November 2003, nonfarm
employment was still about 1.75 per-
cent below its previous peak, seen in
February 2001 (a span of 33 months).

Not surprisingly, the lack of job
growth has precluded the drop in
unemployment that typically
occurs during the recovery period,
as seen in Table 1.

Nonfarm payroll employment,
as reported in the establishment

survey, measures the number of jobs
in the economy. However, it is but
one of two measures of employment
that economists look at to gauge
trends in employment. Table 1
shows the other measure, civilian
employment. Briefly, civilian employ-
ment, as reported in the household
survey, is a broader measure that
includes agricultural workers, the
self-employed, unpaid family work-
ers and private household workers—
groups that are not counted in the
establishment survey.4

As seen in Table 1, civilian employ-
ment actually increased by 1 percent
in the current recovery, while nonfarm
payroll employment fell by 0.7 per-
cent:  We have a jobless recovery by
one measure but not by the other.
Different patterns of growth were also
seen in the 1991-92 recovery, when
growth of civilian employment was
greater than the growth of nonfarm
employment. In both cases, though,
civilian employment gains in each
recovery were weaker than normal.
Some economists believe that the
household survey is a more-accurate
measure of employment gains early
in a recovery because the establish-
ment survey cannot accurately
account for new business creations
or the increases in self-employment.5
The Bureau of Labor Statistics has
recently made a significant effort to
improve its coverage of job gains in
this area. And while both measures
tend to move together over time,
economists tend to give greater
weight to the establishment survey
because its estimates are based on 
a much larger sample, which means
a smaller sampling error. Hence, the
remainder of the article will focus on
the establishment survey.

Why have employment gains
been so tepid after the 1990-91 and
2001 recessions?  The principle rea-
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son arises from the fact that job growth and
real GDP growth are highly correlated.
Table 1 shows that economic growth has
been much weaker during the last two eco-
nomic recoveries than during earlier recov-
eries. Was there something unusual about
the last two recoveries?

A National Perspective

The 1991-92 recovery was unique
because it was the first episode without a
surge in employment and in output. Such 
a surge had usually occurred during the
post-war period. In attempting to explain
this development, some economists have
pointed to the following factors:6

• Over-building in the commercial real
estate sector in the 1980s, along with a
heightened caution among lenders, meant
that the construction sector, which is usually
an important contributor to the growth in
recoveries, was a drag on the economy.

• Government slowed down spending,
as seen in the defense cutbacks after the
Cold War ended, the Budget Enforcement
Act of 1990 and the large fiscal imbalances
at the state and local level.

• Excessive levels of debt accumulated by
businesses and households meant a higher
level of saving (reduced consumption and
investment) to service the debt.

As seen in Table 1, many of these expla-
nations seemed to bear out. First, on the
one hand, real business (nonresidential)
fixed investment in structures in the 1991-92
recovery only rose by 3.5 percent vs. a gain
of 14.3 percent during the first year and a
half of the average recovery. On the other
hand, growth of real residential fixed invest-
ment was only moderately less robust than
average. Second, real expenditures by the
federal government declined in the recov-
ery, and the growth of spending by state
and local governments was appreciably
weaker than usual. Third, growth of real
consumer spending, while positive, was
much weaker than normal. Another note-
worthy feature of the 1991-92 episode was
that the growth of real exports was stronger
than average, and spending on imports was
weaker than average, because the value of
the dollar by the second quarter of 1992 had
actually declined by about 5.5 percent from
two years earlier.

While the 2001-03 jobless recovery bears
some of the same similarities as the previ-
ous episode, there are several key differ-
ences. The most notable similarity is the
weakness in real business (nonresidential)
fixed investment:  Between the end of the
2001 recession and the second quarter of
2003, growth of real business fixed invest-
ment remains negative (–1.1 percent). Real
residential fixed investment, like business
investment, is also usually a key driver of
growth during recoveries. Although hous-
ing has been a source of strength during the

2001-03 recovery (new home sales have
surged to record levels in 2003), its growth
during this recovery lags behind the average
by a substantial margin. The relatively
strong performance of the housing sector
during the 2001 recession probably stymied
the burst in housing activity that normally
occurs during a recovery.

One significant difference between the
two recoveries is that real U.S. exports grew
at a much weaker pace in 2001-03. Key 
reasons for this are the global economic
slowdown in 2001 and 2002 and a nearly 
13 percent rise in the real trade-weighted
value of the dollar from late 1999 to early
2002. Another difference is the behavior 
of the stock market. While equity-price
increases in the 1991-92 recovery were
below par, over the first six quarters of the
current recovery equity prices have declined
rather sharply, a little more than 15 percent,
instead of rising strongly as is more typical.
The weak stock market exacerbated the
decline in business investment because
falling stock prices meant that firms were
less willing to issue stock to finance 
planned capital expenditures.

The final major difference between the
two jobless recoveries was the number of
unexpected developments that increased
uncertainty among consumers, businesses
and investors. These events included the
terrorist attacks on Sept. 11 and the wars in
Afghanistan and Iraq, which caused federal

How Does Economic Growth During the Past Two Economic Recoveries
Stack Up Against the Average Post-World War II Recovery?

THEN AND NOW

NOTE:  The recovery per-

iod is arbitrarily defined as

the six quarters following

the trough of the business

cycle as determined by

the National Bureau of

Economic Research.

Averages exclude the

short 1980 recession and

recovery.  Change in the

unemployment rate is in

percentage points.

Figures may not add up

because of rounding.  Last

updated Oct. 24, 2003.

TABLE 1

Average Excluding
1991-92 and 2001-03 1991-92 2001-03

Recoveries Recovery Recovery

Real GDP and Components 10.6 4.1 4.1
PCE 8.1 3.7 4.2
Fixed Investment 16.9 7.4 2.3

Nonresidential 14.3 3.5 –1.1
Residential 25.9 20.1 11.1

Inventory Investment 5.4 1.3 0.1
Government 6.2 0.6 5.9

Federal 8.3 –2.3 14.0
State and Local 4.2 2.8 1.4

Exports 9.4 11.3 3.3
Imports 20.5 11.7 10.7

Nonfarm Productivity 6.3 4.5 6.7
Real Disposable Income 8.6 3.5 6.3
S&P 500 21.6 11.4 –15.1

Nonfarm Employment 5.6 0.1 –0.7
Civilian Employment 4.2 0.8 1.0
Unemployment Rate –1.8 1.0 0.6

%PERCENT CHANGE
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government spending in the 2001-03
recovery to be both stronger than in
the previous recovery and much
stronger than normal. The threat of
additional terrorist attacks, coupled
with the corporate governance scan-
dals, also may have caused businesses
to postpone new investment projects
and expand their payrolls.

A Regional Perspective

Table 2, which lists the regional
growth of nonfarm payroll employ-
ment during the last five economic
recoveries, suggests that the last two

jobless recoveries were not the result
of inordinately weak growth in one
part of the country. Rather, all
regions generally experienced much
weaker job growth in the last two
recoveries compared with the previ-
ous three recoveries. Nonetheless,
Table 2 reveals there was some fairly
significant regional variation in
employment growth in the 1991-92
jobless recovery. In that period, job
growth was negative in the New
England, Middle Atlantic and Pacific
regions, but positive everywhere else.
Falling employment in these areas
probably reflected the aforemen-
tioned weakness in the commercial
real estate sector and the cuts in out-
lays for national defense, both of
which seemed to affect the North-
east and the Pacific regions of the
country more than other areas.7

In the current recovery, weak job
growth seems to be more of a
national phenomenon and with less
variation in growth across regions.
Still, job declines have been more
pronounced in the New England
(–1.5 percent), East North Central
(–1.4 percent) and West North
Central (–1.1 percent) regions.

A couple of other interesting pat-
terns are evident from Table 2. First,
job growth in the Middle Atlantic
States has been exceptionally weak
during all but one of the five eco-
nomic recoveries. In contrast, job
growth in economic recoveries gen-

erally seems to be the strongest in
the Mountain, East South Central
and South Atlantic regions. This 
pattern continued to some degree 
in the current recovery, as the
Mountain and South Atlantic 
regions were the only areas to 
exhibit positive employment gains
since the end of the recession.

Can We Explain It?

For economic policy-makers, it
would be helpful to know whether
the current jobless recovery largely
reflects temporary disturbances that
might be more easily offset by coun-
tercyclical monetary and fiscal poli-
cies, or whether it is the result of a
series of disturbances that are more
permanent (what economists call
“shocks”) that might require a differ-

ent set of policies (or perhaps no
response at all).

Cyclical Explanations?

The discussion from Table 1 sug-
gests that the current and previous
jobless recoveries stemmed impor-
tantly from much weaker-than-nor-
mal real GDP growth. In attempting
to explain the root factors behind this
relatively weak output growth, a sur-
vey of forecasters in Blue Chip Econo-
mic Indicators (September 2003)
found that the following five factors
were probably important: 

• Excess investment by businesses
in the late 1990s led to over-capacity;
investment spending has remained
weak while firms whittle away at this
excess capacity.

• A mild recession tends to be fol-
lowed by a weak recovery because
there is little pent-up demand.

• The economy suffered a series of
shocks, including Sept. 11, the corpo-
rate governance scandals and the
war with Iraq.

• The more-than-three-year bear
market in stocks sapped consumer
confidence and reduced firms’ will-
ingness to boost capital outlays.

• The weak labor market hurt
consumer confidence and consumer
spending.

Looking at this list, it becomes
apparent rather quickly that disentan-
gling cyclical from structural effects
can be a fairly daunting endeavor. For
example, was the stock market and
investment boom a reflection of the
New Economy, or was it a euphoria
that got detached from fundamentals
(“irrational exuberance”)?  Another
difficulty is one of disentangling cause
from effect. In this case, was the weak
economy responsible for weak
investment, or was the reluctance of
firms to invest a product of falling
stock prices, which reduced consumer
wealth and, hence, consumer spend-
ing?  Or maybe firms were reluctant
to invest because of war or terrorist-
related uncertainty?

Structural Changes?

There is some evidence that there
have been some significant structural
changes in the economy and the way
that firms compete for and use work-
ers in the labor market. According 
to a recent study published by the
Federal Reserve Bank of Kansas City,
firms have increasingly adopted
“just-in-time”workforce practices,
such as hiring workers through tem-
porary employment agencies, using

AROUND THE COUNTRY
Regional Nonfarm Payroll Employment Growth During Economic Recoveries 

TABLE 2

1970-72 1975-76 1982-84 1991-92 2001-03
Census Area

New England 1.6 3.9 7.1 –1.4 –1.5
Middle Atlantic 0.6 0.7 4.5 –2.0 –0.7
East North Central 4.2 4.4 5.1 1.3 –1.4
West North Central 4.2 5.2 5.9 2.3 –1.1
South Atlantic 7.9 4.6 8.8 1.1 0.5
East South Central 7.3 6.8 6.0 3.3 –0.6
West South Central 7.0 7.4 4.2 1.6 –0.5
Mountain 11.0 7.4 7.8 4.0 0.6
Pacific 4.5 6.3 6.0 –1.1 –0.2
United States 4.3 4.2 6.0 0.3 –0.7

NOTE:  Growth of employment during the first 18 months of each business expansion listed 
(as defined by the National Bureau of Economic Research).  The Eighth District states and their
census areas are: Arkansas, West South Central; Illinois and Indiana, East North Central;
Kentucky, Mississippi and Tennessee, East South Central; and Missouri, West North Central.

%PERCENT CHANGE
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ENDNOTES
1 The U.S. economy’s potential rate of

growth is usually defined as the sum
of the growth of its labor inputs
(hours worked) and its labor produc-
tivity (output per hour) in the private,
nonfarm business sector.

2 See McKinsey Global Institute (2001).
3 See Schweitzer (2003).
4 Their formal designations are the

Current Employment Statistics Survey
(establishment) and the Current
Population Survey (household).

5 See Kitchen (2003).
6 See the 1993 Economic Report of 

the President.
7 See Lown and Wenninger (1994) 

and ibid.
8 See Schreft and Singh (2003). Firms

that employ temporary or part-time
workers are not forced to pay benefits
like health insurance or pension con-
tributions as they are for their full-
time workers.

9 See Groshen and Potter (2003).
10 An extended mass layoff occurs when

50 or more initial claims for unem-
ployment compensation are filed dur-
ing a consecutive five-week period,
and with 50 or more workers separated
from their job for more than 31 days.
See www.bls.gov/mls/home.htm

11 See recent remarks by Mankiw (2003)
and Kohn (2003).
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part-time workers and adjusting over-
time. A more-flexible workforce, in this
sense, enables firms to respond more
rapidly to changes in product demand
and, perhaps, reduce costs.8

Related to this argument is the asser-
tion that the U.S. economy has under-
gone some significant structural changes
in the past couple of decades because of
improvements in production technolo-
gies (increased use of high-tech capital
goods), inventory management practices
(just-in-time inventories) or increased
global competition. In this view, firms 
(or even industries) that have failed to
adapt to these changes have been forced
to pare their workforce or go out of busi-
ness altogether. A recent study published
by the Federal Reserve Bank of New York
presents some evidence that a propor-
tionately larger share of the employment
losses following the 1990-91 and 2001
recessions have been structural rather
than cyclical compared with the 1970s
and 1980s.9

An additional piece of evidence show-
ing that the labor force is undergoing
structural change is the percentage of 
the unemployed who are classified as on
“permanent” layoff (those workers not
expected to be called back to their former
place of employment). It has been much
higher after the past three recessions
than in the three previous post-war
recessions. (The data begin in 1967.)
During the past three recoveries, the
percentage of those classified as perma-
nently unemployed has risen to about 
43 percent, much higher than the
roughly 33 to 36 percent seen after the
1970-71 and 1973-75 recessions.

Is the United States Deindustrializing?

Another reason some analysts cite to
explain the current jobless recovery is the
alleged deindustrialization of the United
States through international trade. This
includes the movement of production
facilities to countries where labor costs
are lower, such as China, and the closure
of firms in the United States because
their goods or services ostensibly cannot
compete with lower-priced imports. A
quick look at the data suggests that the
number of job losses arising from these
trade effects is a very small percentage of
total unemployment.

According to the Bureau of Labor
Statistics’report Extended Mass Layoffs,
the number of layoffs occurring from
“overseas relocation” and “import com-
petition” increased from 18,100 in 1996 
to 32,400 in 1999.10 These layoffs then
declined modestly in 2000, before rising
to 43,700 in 2001. Although the rate of
so-called trade-related layoffs moderated
in 2002 (falling to about 32,500), the pace

has quickened somewhat in 2003; layoffs
totaled a little more than 19,800 through
the first two quarters (an annual rate of
about 40,000). Still, at their peak in 2001,
trade-related layoffs represented only 0.6
percent of total unemployment. Indeed,
in congressional testimony in October
2003, Douglas Holtz-Eakin, director of
the Congressional Budget Office, argued
that “only about 90,000” lost jobs in the
manufacturing sector from 1998 to 2002
could be attributed directly to the import
of goods from China.

A More-Productive Workforce

When demand grows at a slower than
normal pace, firms are reluctant to hire
new workers to boost production; instead,
the firms prefer to meet existing product
demand out of inventories (which helps
explain why inventory investment was
much weaker than usual in the past two
recoveries) or by making their employees
more productive. In the current recovery,
firms have been able to get more out of
their existing workforce because they are
still reaping the gains from the surge in
capital investment in the late 1990s and
into early 2000, which, combined with
the aforementioned technological
improvements, significantly improved the
productivity of their workforce. As seen
in Table 1, output per hour (labor produc-
tivity) in the nonfarm business sector
increased by 6.7 percent in the 2001-03
recovery, faster than the 1991-92 recovery
and the post-war average. However, the
growth of output per hour in the current
recovery is all the more impressive given
that labor productivity growth remained
rapid through the recession. During
recessions, output per hour tends to fall
(growth turns negative) as real GDP
declines by more than employment or
hours worked.

In the seven post-war recoveries prior
to the 1991-92 episode, gains in labor pro-
ductivity and hours worked contributed
about equally to the gain in economic
growth (nonfarm business output). But
in the past two recoveries, hours worked
has declined, meaning that all of the gain
in output has stemmed from labor pro-
ductivity growth. Hence, the recent rapid
productivity growth has obviated the need
for firms to expand their payrolls to the
extent they usually do during an economic
recovery.11 Eventually, though, higher 
productivity growth means higher income,
higher spending and increased employ-
ment. In short, this is why we see real
GDP continuing to increase while labor
input (hours and employment) has not.

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

 



By Adam M. Zaretsky

Between 1990 and
2002, the total
number of banks

and thrifts in the
United States fell
from 15,131 insti-
tutions to 9,336.
The foremost
cause of the decline
was a significant
relaxation of U.S. bank
branching laws, which
allowed mergers and
acquisitions that previously
had been prohibited. Such
mergers and acquisitions can-
not take place, however, with-
out the approval of a federal
banking regulatory agency. (See
table.)  These banking regulatory
agencies scrutinize proposed transac-
tions to ensure that they do not vio-
late any of the U.S. antitrust statutes.

The practice of antitrust analysis
of bank mergers and acquisitions
dates back to 1963, when the U.S.
Supreme Court held that commercial
banking, like other industries in the
United States, is subject to the
Sherman Antitrust Act of 1890 and
the Clayton Act of 1914.1 In its opin-
ion, the court noted that the test for
anticompetitive behavior is whether
the effect of a bank merger “may be
substantially to lessen competition …
in any line of commerce in any sec-
tion of the country.”

Foundations of Antitrust

To apply this test, the court defined
the “line of commerce” for the bank-
ing industry as the cluster of products
and services—demand deposits, trust
administration and extension of vari-
ous types of credit, for example—that
banks uniquely provide to their cus-
tomers. In other words, the court
determined that the products and
services denoted by the term “com-
mercial banking”compose a distinct
line of commerce.

To define  “section of the country”—
that is, the relevant geographical mar-
ket—the court looked to where the
effect of a merger on competition
would be “direct and immediate.”

For banking, this effect occurs in 
the customers’ local communities
because individuals and firms typically
conduct the bulk of their banking
transactions at banks with local offices.

A bank regulatory agency’s final
step is to determine whether the effect
of the merger “may be substantially to
lessen competition.” In its ruling, the
Supreme Court recognized that the
answer to this question involved not
only the immediate effects of a merger
on competition, but also its anticipated
future effects.2 Such a prediction relies
on the structure of the relevant mar-
ket—that is, market concentration, the
market shares of individual banks and
number of market competitors.
Banking antitrust is based on the
assumption that the structure of a
market influences how firms in that
market will act, which, in turn, affects
the firms’overall performance (other-
wise known as the structure-conduct-
performance hypothesis). In other
words, the merger’s effect on these
measures of structure, particularly
market concentration, is thought to be
a reliable gauge of whether the merger
will lessen competition substantially.
Therefore, a proposed merger that
increases market concentration con-
siderably would probably fail this test,
and the federal regulator would not
approve it. The federal regulator might
approve it, however, if other evidence
exists to mitigate the proposal’s anti-

competitive effects on market struc-
ture. That said, the Department 
of Justice could challenge the
decision and possibly sue to pre-
vent the merger.

Antitrust in Action:
the Guidelines

To minimize the chances
that a decision will be chal-
lenged and to align the

antitrust analyses of the fed-
eral regulators, the Justice

Department has periodically
issued guidelines that define
the circumstances under which

an application is likely to exceed
its antitrust standards and, there-

fore, warrant closer scrutiny. The 
federal banking regulators use these
guidelines to help them identify 
proposals that are likely to raise 
concerns about adverse effects of
mergers on competition.

The Justice Department’s antitrust
standards identify potentially anticom-
petitive mergers in terms of prescribed
levels, and changes in levels, of a com-
monly used measure of market con-
centration, the Herfindahl-Hirschman
Index (HHI). HHI is calculated by
squaring each bank’s share of deposits
in a market and then adding these
squared shares. The index number can
range from zero (a perfectly competi-
tive market) to 10,000 (a pure monop-
oly). For example, the perfectly
competitive market would consist of
many firms, each with about the same
market share. As the number of firms
in this market increases, each firm’s
share decreases, until it approaches
the limit of zero. The square of zero is
zero; so, the sum of those squares is
still zero. The pure monopoly market
would have only one firm that controls
100 percent of the market. The square
of 100 is 10,000.

According to the guidelines, a
market can be broadly characterized
as unconcentrated if the HHI is less
than 1,000 points, as moderately
concentrated if the HHI is between
1,000 and 1,800, and as highly con-
centrated if the HHI is above 1,800.3
These thresholds apply not only to
banking, but to all industries in the
United States. The Justice Depart-
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ment distinguishes banking from other
industries, however, by allowing it more
latitude for increases in HHI. That is, the
department normally will not challenge
a bank merger or acquisition unless the
resulting increase in HHI is at least 200
points and the post-merger market HHI
is at least 1,800 (highly concentrated).
The additional cushion afforded the
banking industry accounts for the com-
petition banks now face from thrifts,
credit unions and other providers of
financial services. In fact, thrifts—that
is, savings and loan associations and
savings banks—so resemble banks today
in their financial service offerings that
their deposits are commonly included in
antitrust analyses at 50 percent weight.4

Deposits at credit unions are rarely
included in banking antitrust analyses.
Being membership organizations, credit
unions offer their financial services only
to their members, and these services are
usually quite limited when compared
with those offered by banks and thrifts.
As such, credit unions do not necessarily
compete in the same product market as
banks and thrifts.5 In certain cases,
however, credit union deposits might be
included in the analysis of a specific mar-
ket (at fractional weighting) if substantial
evidence supports their inclusion. One
piece of such evidence would be that the
share of deposits at credit unions in the
market area greatly exceeded the national
average. On top of that, a particular
credit union should have liberal member-
ship rules (typically, at least 70 percent 
of market residents must be eligible for
membership) and offices that are easily
accessible to local residents.

Antitrust in Action:
Beyond the Guidelines

Determining the change in HHI and
its post-merger level is not the end of
the story. If these numbers were to fall
outside of Justice Department thresh-
olds, the merger or acquisition would
not automatically be denied. Such an
outcome would indicate only that regu-
lators consider the concentration of the
market to be high enough to enable the

firms in the market to keep prices above
the competitive level for a significant
period of time. Such a case would
require that a more-detailed economic
analysis be conducted before a decision
could be made. This analysis would seek
to determine whether other factors, such
as potential competition and economic
conditions of the market, could mitigate
the anticompetitive structural effect of
the merger and, thereby, suggest that
the HHI does not tell the whole story.
An applicant might avoid the more-
detailed analysis, however, if it were to
choose or agree to divest to a third party
some of its offices in the affected mar-
kets to get those markets’competitive
structures to fall within guidelines.6

Having a post-merger HHI and an
increase in HHI that exceed the depart-
ment’s thresholds is not the only reason
an application might receive closer
scrutiny. A bank that would end up 
controlling more than 35 percent of the
deposits in a particular market after a
merger or acquisition would also trigger 
a more in-depth examination by the Fed-
eral Reserve, even if the HHI indicates no
significant change in market concentra-
tion.7 In such a case, the Fed’s antitrust
analysis would focus on whether any fac-
tors might mitigate the anticompetitive
effects of the merger. One such mitigat-
ing factor could be that recent economic
growth in the market has been strong
enough to indicate that it is attractive for
entry by other banks or thrifts.8

These procedures are an effective 
and consistent method by which federal
banking regulators ensure that bank
mergers and acquisitions do not “sub-
stantially … lessen competition … in
any line of commerce in any section 
of the country.” They have been ques-
tioned and tested many times, particu-
larly since changes in the law have
allowed many more types of financial
institutions to offer similar products.9 In
the end, those tests continue to show
that these procedures are still the best
ones to use in these antitrust analyses.

Adam M. Zaretsky is an economist at the 
Federal Reserve Bank of St. Louis.

ENDNOTES
1 United States v. Philadelphia National

Bank, 374 U.S. 321 (1963).
2 This is how the court interpreted

Congress’directive to “arrest anticom-
petitive tendencies in their  ‘incipiency.’”

3 Department of Justice, Antitrust
Division, and the Federal Trade
Commission, 1992 Horizontal Merger
Guidelines (revised April 8, 1997).
www.justice.gov/atr/public/
guidelines/hmg.htm

4 In some cases, deposits at thrifts may
be weighted more or less than 50 per-
cent, depending on the level of activity
a particular thrift has in a region’s
commercial lending market. In addi-
tion, deposits of thrift subsidiaries of
commercial banking organizations are
included in the HHI calculation at 
100 percent.

5 The types of services credit unions
offer are broadening, though. For
more information about the evolution
of credit unions, see Emmons and
Schmid (2003).

6 For more information about divesti-
tures, see Webb (2001).

7 See Department of Justice, “Bank
Merger Competitive Review—
Introduction and Overview”(1995),
current as of September 2000.
www.justice.gov/atr/public/
guidelines/6472.htm

8 For other examples of mitigating 
factors, see Holder (1993).

9 For summaries of many of the tests
that have been performed recently,
see Gilbert and Zaretsky (2003).
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familiar sight to international
travelers is the golden arches
of McDonald’s.® With

restaurants in 120 countries,
McDonald’s offers the world
a fairly standard menu of
items at prices listed in a mul-
titude of local currencies.

The ubiquity of McDonald’s
around the world prompted
The Economist in 1986 to begin
an annual feature comparing
prices of the Big Mac® sand-
wich in different
countries as a
tongue-in-
cheek

exercise explaining relative currency
valuations. A similar index is pub-
lished periodically by the financial
firm UBS. These lighthearted analyses
of hamburger prices provide a palat-
able example of the economic principle
of Purchasing Power Parity (PPP)—as
well as an illustration of why the prin-
ciple often does not appear to hold as
a practical matter.1

The accompanying table shows
the price of a Big Mac in various
countries in April 2003. The first col-
umn lists prices in local currencies.
Dividing this price by the exchange
rate in the second column yields the
price in U.S. dollars, which is shown
in the third column. These directly
comparable U.S. dollar prices show a
wide disparity, ranging from $1.40 or
less in China, Malaysia, Philippines,
Russia and Thailand to $3.60 or more
in Denmark, Sweden and Switzer-
land. On the face of it, this range 
violates the principle of PPP, which
suggests that the Big Mac should
have the same price everywhere.

The underlying foundation of PPP
is known as the “law of one price,”
which states that the price of a partic-
ular commodity—say, sesame seeds—
should be equal in different countries

after accounting for exchange rates
between currencies. If sesame seeds
were less expensive in one country
than in another, an astute trader could
buy sesame seeds in the low-price
country and sell them in the higher-
price country at a profit. This type of
activity, known as arbitrage, would
tend to drive the price of sesame seeds
higher in the low-price country and
lower in the high-price country until
no further profit opportunities existed.
Abstracting from complicating factors
such as transportation costs, taxes and
tariffs, this process would drive the
prices in the different countries—when
expressed in terms of a common cur-
rency unit—toward equality.

The concept of PPP extends the
law of one price to cover groups of
tradable commodities. If the law of
one price holds for the individual
components of a market basket of
goods, PPP suggests that the price of
the bundle of goods should be equal
from country to country. It is clear
from the table, however, that the price
of a  “bundle” consisting of “two all-
beef patties, special sauce, lettuce,
cheese, pickles, onions on a sesame
seed bun” varies considerably around
the world.

For those countries in which the
dollar equivalent price is lower than
the U.S. price, the dollar has relatively

high purchasing power, meaning
that the local currency is under-

valued relative to the dollar.
Countries with a higher dollar-

equivalent Big Mac price have a
currency that is overvalued.2

Many factors contribute to
such price disparities, including

transportation costs,
trade barriers,

taxes and
even
differ-
ences

in tastes. One of the most pervasive
and explicable causes for deviations
from PPP derives from the fact that a
Big Mac—like many other  “bundles”
of goods—is more than just the sum
of its components. The sandwiches
are prepared and served by local
workers, in restaurants that are also
built and maintained by the domestic
labor force. Hence the local wage rate
is a factor in the total cost of serving a
Big Mac. Moreover, the local level of
earnings affects the demand for
McDonald’s products.

This relationship between prices
and wages is an illustration of the
Balassa-Samuelson theory, which
explains deviations from PPP as being
related to differences in productivity
across countries.3 In particular, coun-
tries that are relatively more produc-
tive at producing tradable goods will
have higher wages for workers in the
tradable goods sector. This tends to
drive up wages and prices throughout
the economy, including non-tradable,
service-intensive sectors.

The table also illustrates this prin-
ciple in relation to the prices of Big
Macs. Using data from UBS for 2003,
the fourth column of the table shows
average net wages. It is clear from

Burger Survey Provides Taste 
of International Economics
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these figures that locations with lower
wages tend to have lower Big Mac prices,
while those with higher wages tend to
have higher Big Mac prices. This rela-
tionship is also revealed in the final col-
umn of the table, which uses the wage
data to calculate the number of minutes
of work needed to purchase a Big Mac.
In fact, in countries with relatively high
prices, the working time required to pur-
chase a Big Mac turns out to be relatively
low. Much of the discrepancy between
Big Mac prices in different countries 
is explained by differences in wages 
and incomes.

Moreover, PPP is generally recognized
as a long-run property of international
price determination, and there is evidence
to suggest that price discrepancies between
similar countries tend to dissipate over
time. Robert Cumby, a Georgetown

University researcher, found that devia-
tions of Big Mac prices from PPP are
temporary, with adjustment taking place
through both exchange rate changes and
local currency prices.

Originally intended as a lighthearted
way to learn about the basics of Pur-
chasing Power Parity, the Big Mac index
has become a standard in and of itself.4
It has been cited often in textbooks and
has been the subject of serious research
on PPP. When combined with a lesson
on the Balassa-Samuelson effect, the Big
Mac survey can give budding “consu-
mers”of economics a taste of the princi-
ples of international currency valuation.

Michael R. Pakko is a senior economist and
Patricia S. Pollard is a research officer, both 
at the Federal Reserve Bank of St. Louis. Heidi
Beyer provided research assistance.
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valuations are somehow wrong.

3 Balassa (1964) and Samuelson (1964).
4 See Ong (2003) and the references

cited therein.
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Britain
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Hong Kong
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Poland
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Singapore
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South Korea
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Taiwan
Thailand

Turkey
United States

Venezuela
Euro area

Country

SOURCES:  The Economist, April 26, 2003; UBS, 2003; and authors’ calculations

Big Mac Prices Around the World
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Certain memories from the Cold
War are almost surreal: School-
children in dog tags watching

videos of Bert the Turtle instructing them
to duck and cover in the event of a
nuclear attack. Meanwhile, their parents
are building backyard bomb shelters,
doing whatever it takes to protect the
family from “the big one.”

Other remnants from the era are
grounded squarely in reality. Count the
proliferation of chemical and biological
weapons—many of which were manu-
factured and stored in Pine Bluff, Ark.—
among these leftovers. At the Pine Bluff
Arsenal, 12 percent of the nation’s origi-
nal stockpile of chemical weapons has
sat under airtight security for decades.
That is second only to the 36 percent in
Tooele, Utah.

Realizing that the Cold War weapons
were obsolete and needed to be destroyed,
the United States in 1990 began destroy-
ing chemical weapons at a remote site,
Johnston Island in the Pacific Ocean.
But an international agreement signed
by the United States and more than 160
other nations in 1993 provided further
incentive to destroy weapons at other
U.S. sites, including Pine Bluff.

So, starting early this year, more 
than 600 workers at the recently com-
pleted $700 million Pine Bluff Chemical
Agent Disposal Facility will begin dis-
mantling and incinerating nearly 4,000
tons of rockets, land mines and chemi-
cal-filled containers at the arsenal. Work
is expected to be completed in 2010.
As the project sets to commence, local
officials are busy trying to alleviate any
safety concerns, while lobbying
Washington to spare the 63-year-old
arsenal from the next round of military
base closings.

“A Great Working Relationship”

Kelley Dancer likes to tell strangers
where she lives. As an outreach special-
ist for the disposal facility, Dancer
informs concerned Pine Bluff residents
that she has no qualms about living 
close to the gates of the arsenal.

“It’s very important to everyone that
both the environment and the community
are protected,”says Dancer. “There are 
so many safeguards at the facility that I
feel very confident when I go out to speak
to the community to assure people of
their safety.”

Dancer says the chemical weapons
disposal process will meet all environ-
mental laws, including the Clean Air Act.

Adds Jim Crider, president and CEO
of the local economic development
organization known as the Alliance,
“We’ve enjoyed really good support for
the program … This community has had
a great working relationship with the
arsenal since it was established in 1941.”

But will that relationship continue?
The Pentagon will announce its next
round of military base closings in 2005.
Roughly 100 bases, or 25 percent of 
all current bases, will be shuttered.
Although the Pine Bluff Arsenal would
appear to be safe, “we’re not taking any-
thing for granted,” says Chuck Morgan,
executive vice president with Pine Bluff
National Bank and a member of the
Alliance’s Industrial Foundation. “We’ve
pumped a tremendous amount of
resources into making sure that this
place stays open.”

The Army depot at the arsenal
employs about 1,350. More than 1,000
others work in nonmilitary jobs on the
13,500-acre site. Crider says that a criti-
cal factor in keeping the arsenal alive is
convincing Defense Department deci-
sion-makers of the arsenal’s importance
to the nation’s security.

Besides serving as an Army depot,
the arsenal produces items such as gas
masks, grenades and portable decontam-
ination units. Crider and others hope
that other future plans at the arsenal will
also help keep it off the chopping block.

Officials have been lobbying the fed-
eral government to choose Pine Bluff as
the site for a national biological warfare
vaccine facility. A 1994 Pentagon study
identified the arsenal as the most logical
choice for such a facility. Interest was
renewed earlier this year when President
Bush proposed a $6 billion plan called
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By Incinerating a
Stockpile of the
Nation’s Chemical
Weapons, Pine Bluff
Will Destroy What 
It Once Created 
By Stephen Greene
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Project Bioshield, which would quickly
make available vaccines against threats
like smallpox and anthrax.

This kind of facility would tie in
with chemistry and microbiology
efforts already present near the arsenal
via Jefferson Laboratories, which hous-
es the Food and Drug Administration’s
National Center for Toxicological
Research and other regulatory chemists.
Among other duties, Jefferson’s
researchers examine diseases that may
be caused by components of food or
drugs. The Alliance is looking to fur-
ther capitalize on this expertise by 
creating a life sciences and technology
complex called the Bioplex on former
arsenal property turned over to the
Alliance in 2001 by congressional
authorization. The Alliance has begun
feasibility studies for the 1,500-acre site
where it plans to locate the Bioplex.

Art Norris, who is under contract
with the Alliance to help develop the
Bioplex, envisions a day when the site
could include a business incubator
where private businesses can learn
from and contribute to research
already under way at the arsenal 
and adjacent institutions.

“We keep looking for opportunities
for cooperation and collaboration
between government and private
industry,” Norris says.

Struggling to Keep Pace

They walk the line in Pine Bluff.
Not the same line that the legendary
Johnny Cash, born in nearby Kingsland,
sang about. Here, it’s the length of
the unemployment line that has 
people concerned.

South of the fortress-like gates 
of the arsenal resides the rest of Pine
Bluff, where some harsh realities tem-
per any economic success stories.
Three statistics begin to tell the tale of
Pine Bluff’s shortcomings, compared
with the rest of the state:

• Unemployment rate: 9.1 percent
in Pine Bluff; 5.3 percent in Arkansas  

• Poverty Rate: 25.5 percent in Pine
Bluff; 15.8 percent in Arkansas 

• Percentage of residents 18 years 
or older without a high school 
diploma: 26.7 percent in Pine Bluff;
24.7 percent in Arkansas  

Located just 40 minutes south of
Little Rock and site of one of the state’s
busiest ports along the Arkansas River,
Pine Bluff would appear to have too
many natural advantages to lag behind.
Several local leaders point to the same
culprit—the educational system.

“We’re seeing kids come out of high
school who are simply not ready to go
into the work force, even though they
may want to,” Crider says. “They just
don’t have the skill sets needed.”

Adds Morgan of Pine Bluff
National Bank, “I know plenty of
plant and industry managers around
town who would tell you that if
you’ve got someone who can do the
job and show up on time, they’ll put
them to work right now.”

The Jefferson County Workforce
Alliance is committed to reversing this
course. The organization’s tasks include
holding job fairs and providing mini-
grant assistance for existing and start-up
businesses. But perhaps most impor-
tantly, it reaches out to area youth by
encouraging them to think about their
career path at an early age, helping
them develop their job skills and push-
ing concepts like financial literacy.

“Our education system right now is
failing us,” says Glenda Williams, exec-
utive director of the Workforce Alliance.
“When you look at the products that
come out … the teachers are just
passing students to get them out of
class. These students are not being
challenged.”

Frank Anthony, the superintendent
of the Pine Bluff School District, takes
issue with the notion of a failing edu-
cation system:  “I totally disagree with
that. For children who have a desire 
to be educated, we can provide a very
suitable education that will allow them
to compete globally. We have some
obstacles—parental involvement is one
factor, poverty is another. I’m not say-
ing we don’t have room for improve-
ment, but can we teach here?  Yes, sir.”

Williams agrees with the need for
more parental involvement and better
role modeling:  “A lot of the people
we’re dealing with have not seen their
parents get up and go to work. So,
chances are they’re not going to want
to do that themselves. It’s a whole
mindset that we’re trying to change.”

Local Industrial Giants

Pine Bluff is not unlike other towns
throughout Arkansas that have wit-
nessed manufacturing jobs dwindle in
recent years. Since 1995, the state has
lost 40,000 manufacturing jobs, with
Pine Bluff accounting for about 500 of
those. Recently, however, the town’s
two largest private companies have
increased their local investment.

International Paper added a $60
million production line in 2002. Tyson
Food’s situation is more of an addition
by subtraction. Last August, the com-
pany announced that it will close its
older Second Avenue plant this year
and expand its newer facility located 
at the Jefferson Industrial Park. That
plant will increase its processing from
1.3 million chickens per week to 2 mil-
lion chickens per week, says Tyson
spokesman Ed Nicholson.

“Tyson intends to remain a viable
part of this community,” he says. “The
investment in the Jefferson Parkway
facility makes our future in Pine Bluff
look very promising.”

The Second Avenue plant employs
about 300. Although many of these
employees are expected to transfer to
the Jefferson plant, Nicholson says that
it is not yet certain how many jobs will
be affected or if there will perhaps be a
net increase in jobs.

Establishing more local jobs is also
the goal of the University of Arkansas
at Pine Bluff, which recently broke
ground on a new business incubator
downtown. The project will further
solidify the relationship between the
city and the 130-year-old university.

At the moment, however, Williams
finds the overall employment picture
discouraging.

“Our unemployment rate is very
frustrating,” she says. “It’s really pitiful
when we look at where we are vs.
where we need to be.”

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

Photos: The 146-year-old Jefferson County Court-
house (far left) is the focal point of downtown Pine
Bluff, where many buildings display historical murals.
Jay Whitlock (far right), describes the rocket disposal
process at the Pine Bluff Chemical Agent Disposal
Facility, where he is the plant operations manager. 

 



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
third quarter 2003

U.S. Banks
by Asset Size ALL

$100 
million-

$300
million

less than
$300

million

$300
million-

$1 billion

less
than

$1 billion

$1billion-
$15

billion

less
than

$15 billion

More 
than

$15 billion

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:  
www.research.stlouisfed.org/fred/data/regional.html.
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Nonfarm Employment Growth*

Total Nonagricultural

Natural Resources/Mining

Construction

Manufacturing

Trade/Transportation/Utilities

Information

Financial Activities

Professional & Business Services

Educational & Health Services

Leisure & Hospitality

Other Services

Government

year-over-year percent change 

united
states

eighth
district arkansas illinois indiana kentucky mississippi missouri tennessee

third quarter 2003

Regional Economic Indicators

–0.3% –0.7% –0.2% –0.9% –1.4% –1.0% –0.5% –0.7% 0.0%
–1.9 –1.3 –1.0 –2.0 1.4 –0.8 2.9 –10.6 –5.0

1.6 –1.3 –2.4 –1.5 –1.4 –2.5 2.2 1.2 –4.0
–4.3 –3.0 –3.2 –3.0 –3.3 –1.9 –5.7 –1.5 –2.8
–1.0 –0.9 0.3 –0.6 –1.4 –1.4 1.1 –2.7 –0.2
–3.7 –2.1 –3.8 –1.9 –0.8 –1.4 1.3 –3.7 –2.4

1.9 –0.5 0.9 –0.8 –0.1 –0.1 –0.3 –1.4 0.2
0.4 –0.8 –1.1 –0.4 –4.2 –0.7 2.7 –2.2 1.3
1.7 1.3 2.6 0.6 0.3 1.5 –0.5 2.2 3.1
0.9 –0.5 1.3 –0.8 –1.6 –0.4 –2.3 0.1 1.1

–0.5 –0.5 –0.7 –1.1 0.6 –3.4 2.4 0.0 0.4
–0.2 0.2 1.4 –0.6 0.8 –0.9 0.6 0.9 0.9

*NOTE: Nonfarm payroll employment series have been converted from the 1987 Standard Classification (SIC) system basis to a 2002 North American Industry Classification (NAICS) basis.
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Unemployment Rates
percent

year-over-year percent change
in year-to-date levels

Housing Permits
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Tennessee
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–1– 2 1 2 3 4

year-over-year percent change

Real Personal Income †

second quarter

percent0 5 10 15 20 25

2003 2002 2003 2002
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2.0
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2.0

0

†NOTE:  Real personal income is personal income divided by the PCE chained price index.
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Total Government Revenue
fiscal-year-over-year percent change
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U.S. Crop and Livestock Prices

145

135

125

115

105

95

85

75
1989 90 91 92 93 94 95 96 97 98 99 00 01 02 03

index 1990-92=100

crops

livestock

U.S. Agricultural Trade Farming Cash Receipts

115

110

105

100

95

90

85
1998 99 00 01 02 03

Aug.

crops

livestock

35

30

25

20

15

10

5

0
1998 99 00 01 02 03

Oct.

exports

trade balance

billions of dollars

Civilian Unemployment Rate Interest Rates

1998 99 00 01 02

three-month
t-bill

Real GDP Growth Consumer Price Inflation

4.0

3.5

3.0

2.5

2.0

1.5

1.0

0.5

all items

all items, less
food and energy

1998 99 00 01 02 03

percent

fed funds
target

10-year
t-bond

NOTE: NOTE:  Percent change from a year earlier Each bar is a one-quarter growth rate (annualized); the green line is the
10-year growth rate.

1998 99 00 01 02 03

6.0

6.5

5.5

5.0

4.5

4.0

3.5

percent

percentpercent

billions of dollars

NOTE: Data are aggregated over the past 12 months.

imports

1998 99 00 01 02 03

Nov.

NOTE:  Except for the fed funds target, which is end-of-period, data areNOTE:  Beginning in January 2003, household data reflect revised population
controls used in the Current Population Survey. monthly averages of daily data.

Nov.

Nov.Nov.

03

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

10

8

6

4

2

0

–2

8
7
6
5
4
3
2
1
0

[18]

Farm Sector Indicators

Major Macroeconomic Indicators
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National and District Overview
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By Kevin L. Kliesen

S ince the end of the recession 
in November 2001, the econo-

my’s pace of growth has not been 
fast enough to generate much job 
creation. Instead, increased eco-
nomic growth has come about through
continued strong productivity gains.
Rising oil prices, the uncertainties
associated with the Iraq war and with
corporate governance scandals, and
the fallout from the stock market’s
boom and bust were seen as signifi-
cant developments that had hindered
economic growth and job creation.

By August 2003, with inflation 
still relatively low and stable—and
continuing to fall by some measures—
the FOMC believed that it could con-
tinue to maintain its federal funds
target rate at its low level (1 percent)
for a “considerable period.” All along,
the committee and most forecasters
thought that the powerful combina-
tion of low interest rates and strong
productivity growth would eventually
produce vigorous growth. Well, that
forecast appears to have been correct.

Paced by strong increases in con-
sumer purchases of durable goods
and new homes and in business out-
lays for equipment and software, real
GDP rose at an 8.2 percent annual
rate in the third quarter—its strongest
growth in nearly 20 years. Economic
activity during the third quarter
was also enhanced by the Jobs and
Growth Tax Relief Reconciliation Act
of 2003, which included additional 
fiscal stimulus designed to boost con-
sumer spending and business outlays
for equipment and structures. While
the economy will continue to benefit
from expansionary monetary and 
fiscal policies over the next several
quarters, forecasters expected real
GDP growth to settle down to about 
4 percent (annualized) during the
fourth quarter and into 2004.

Recent surveys of business exec-
utives and households also reveal
increased optimism about the
strength of the economy going 
forward. Rising stock prices and 
a willingness among firms to add
employees are two key indicators 
of an improving outlook. Through
early December, equity prices 

(as measured by the Wilshire 5000)
were up by about 25 percent year to
date, while in November payroll
employment rose for the fourth con-
secutive month and the unemploy-
ment rate dropped to 5.9 percent.
Ultimately, though, faster economic
growth and improving financial mar-
ket conditions stem from increased
expenditures by firms and households.

Heading toward the end of 2003,
it appeared that most of the indicators
were pointing in the same direction
and were consistent with the afore-
mentioned forecasts. The positive
signs included an upbeat assessment
of the nation’s business conditions in
October and early November by the
Fed’s Beige Book; better-than-expected
reports of U.S. manufacturing activity
in November and of new residential
construction activity in October;
and retailer reports of strong post-
Thanksgiving holiday sales. A good
part of this growth might have reflected
increased production to replenish the
depleted stock of inventories held by
firms. Those inventories have been
sharply reduced since late 2001.

Comments by several Federal
Reserve officials suggest that the
FOMC is in no hurry to raise its target
federal funds rate. This is probably
not too surprising given that inflation
and long-run inflation expectations
generally remain at low levels and
that the unemployment rate is expected
to fall only modestly over the next
year. The 12-month percentage
change in the core PCE price index
has slowed from a little more than 

2 percent in mid-2001 to a little less
than 1.25 percent through October
2003. Many forecasters and financial
market participants generally believe
the Fed will keep its current 1 percent
federal funds target rate intact until
spring 2004.

When assessing the risks to price
stability and sustainable growth, the
FOMC first assesses its forecasts for
inflation, output, employment and 
key financial market variables. From
this, the committee gets a sense of
how its policies are expected to affect
economic activity over the next several
quarters (perhaps in conjunction with
unforeseen events that have shaped
the economic landscape). Next, the
FOMC views the evolving path of the
economy (as seen by current economic
indicators) within the context of this
forecast. From this exercise, the com-
mittee hopes to assess whether, for
example, the risks of rising inflation 
or faltering growth have changed—
and if so, whether a change in policy
is required.

Presumably, in the current envi-
ronment of stronger growth, the
FOMC will be unusually circumspect
in its assessment of the evolving risks
to the economy.

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

Economy Finally Takes
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