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President’s Message

“Because the slowdown in labor force growth 
is still quite new, there is much uncertainty 
about what’s actually happening.” 

William poole

President and CeO,
Federal reserve Bank OF st. lOuis

decline in labor Force participation
Could lower standard of living

the united states is at a turning 
point in labor force participation.  

For more than 50 years after World 
War ii, the percentage of the work- 
ing-age population (16 and older)  
in the labor force rose each year.   
since 2000, this number has teetered 
up and down, but the trend is most 
certainly downward.

the explanations for this reversal are 
both obvious and, perhaps, surprising.  
the consequences are much less clear.

as one might guess, a major portion 
of the decline in labor force participa-
tion is due to the baby boomers, who 
have finally started to retire in droves.  
so many are kicking off their wing tips 
in favor of Birkenstocks that even the 
large influx of immigrants can’t make 
up the difference.  Contributing unex-
pectedly to this decline in labor force 
participation is the american teenager.  
Fewer are working because—hold 
on to your hats—they apparently are 
listening to their elders and staying  
in school.

What all this means is that fewer 
workers are producing income and 
output relative to the total number  
of u.s. residents.  Because the out-
put of each worker must sustain the 
consumption of a larger number of 
individuals, maintaining the per capita 
standard of living in this country will 
become increasingly difficult.

Making matters worse, tax rev-
enue will grow more slowly as labor 
force growth slows.  not only will 
social security and Medicare finances 
become strained, but all growth 
in total discretionary government 
spending, including that for the  
military, may have to be cut back. 

the possible solutions to these 
problems are many.  the government 
could cut spending and/or increase 
taxes.  Baby boomers could be per-
suaded to stay on the job a bit longer.  
(some already are, and for a variety  
of reasons—they need health insur-
ance, they lost their pension, they fear 
cuts in social security or, simply, they 
feel too young to end their careers.) 

Boosting productivity could also 
compensate for the loss of workers.  
a better educated workforce would 
go a long way toward obtaining 
more output per hour of labor input.  
(think of those teens who are staying 
in school.)  an increase in research 
would help, too.  one study says that 
half of the economy’s growth in the 
second half of the 20th century can  
be linked to rising research activ-
ity.  to transform research results 
into production, entrepreneurs need 
the right conditions (less regulation, 
adequate financial rewards).  Finally, 
increased saving by both individuals 
and the government could help pro-

vide sufficient capital for offices, fac-
tories and equipment—all of which 
are needed to boost production.

Because the slowdown in labor 
force growth is still quite new, there 
is much uncertainty about what’s 
actually happening.  For example,  
job growth has been falling over the 
past 10 years, from about 250,000 jobs 
a month to maybe half of that today.  
such changes concern those of us in 
charge of monetary policy because  
we believe full employment goes 
hand in hand with price stability.   
the creation of only 70,000 jobs a 
month would have triggered fears of 
a recession in the past—and would 
have set off appropriate actions by 
monetary policymakers.  But next 
year, 70,000 new jobs a month might 
be enough to constitute full employ-
ment—if there truly are far fewer 
people in the workforce. 

so as not to needlessly stimulate 
or rein in the economy, policymak-
ers will have to hunt hard for better 
scraps of information to supplement 
the standard labor force statistics 
released every month.
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during the recent housing boom, u.s. house prices seemed 
to shoot up faster than crabgrass.  Homeowners enjoyed an 
average increase of 54.4 percent in the value of their houses 

between 2001 and 2005, as measured by a house price 
index produced by the office of Federal Housing enterprise 
oversight (oFHeo).1  However, as tip o’neil, the former 
speaker of the u.s. House of representatives, used to say 

about politics, all housing markets are local. 



the extent to which a given home-
owner saw an increase in the value of 
her house during the boom was largely 
determined by its location.  Between 
2001 and 2005, houses in the port  
st. lucie-Fort pierce, Fla., area rose in 
price by an average of 144 percent—the 
largest increase of any u.s. metropolitan 
area.  By contrast, house prices in lafay-
ette, ind., rose by a mere 11 percent on 

average—the smallest increase among 
u.s. metropolitan areas.  the 10 metro-
politan areas with the largest increases 
in house prices were all located in either 
Florida or California, whereas four of 
the markets with the smallest rises were 
located in indiana.  

Historically, differences in income 
and population growth largely explain 
why house prices rise at different rates 
in different markets.  in June 2005, the 
u.s. Census Bureau announced that port 
st. lucie was the fastest-growing city 
in the united states; so, the rapid rise 
in that city’s house prices is not surpris-
ing.  Many other cities that had large 
increases in house prices during the 
boom also had rapidly growing popula-
tions.  However, the phenomenal rise 
in house prices in some markets during 
the past five years has left many analysts 
questioning whether such fundamentals 
as population and income growth alone 
can explain the recent boom.

Controlling for differences in median 
household income, we still find tremen-

dous variation in house price growth 
rates across markets.  Figure 1 shows the 
average level of house prices, as mea-
sured by the oFHeo index, relative to 
median household income for various 
states and for the united states as a 
whole between 1995 and 2005.  the val-
ues of the ratio are set equal to 1 in 1999 
to more readily compare the change in 
house prices relative to income across 
states during the boom.  Whereas the 
ratio of house prices to income increased 
by about 50 percent between 1999 and 
2005 for the united states as a whole, 
the ratio increased by nearly 90 percent 
in Florida and by over 100 percent in 
California.  on the other hand, the ratio 
rose just 22 percent in texas and 38 per-
cent in Missouri.

differences in the cost and avail-
ability of land for new construction 
might explain some of the differences 
in the growth of house prices relative to 
median income across states.  However, 
many commentators argue that  “specu-
lative bubbles” drove house prices in 
many markets that had the most rapid 
increases in average house prices.

the economist robert shiller defines 
a speculative bubble as  “a situation 
in which temporarily high prices are 
sustained largely by investors’ enthusi-
asm rather than by consistent estima-
tion of real value.”2  indirect evidence of 
speculative bubbles in housing markets 
includes high rates of buying second or 
third homes by investors and others who 
hope to resell them for a quick profit.

although many commentators have 
argued that speculative bubbles arose in 
housing markets throughout the united 
states, in the sober world of economic 
analysis, conclusive evidence of bubbles 
has been hard to come by.  Mortgage 
interest rates fell to unusually low levels 
during the early 2000s, which reduced 
the cost of buying and owning a home.  
Further, a limited quantity of land avail-
able for new construction kept the sup-
ply of housing from increasing as rapidly 
as demand in many markets, especially 
on the east and West coasts.3  still, in 
the words of former Federal reserve 
Chairman alan Greenspan, many u.s. 
housing markets showed signs of con-
siderable “froth.” 4

The End of the Boom

the growth in u.s. house prices 
peaked in the third quarter of 2005— 
the same quarter, perhaps coincidentally, 
that hurricanes katrina and rita struck 
the Gulf Coast and analysts began to 
warn of slowing in the u.s. economy.  
Mortgage interest rates also began to rise 
in that quarter.  since then, the growth 
of home prices has slowed dramatically, 
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FIG. 1

Ratio of House Prices to Income 
Varies Dramatically Across States

The figure shows the ratio of the OFHEO house price index to median 
household income (index divided by income) for selected states and the 
country.  The ratio increased by about 50 percent between 1999 and 2005 
for the United States as a whole.  It rose by nearly 90 percent in Florida,  
by over 100 percent in California, by 38 percent in Missouri and by just  
22 percent in Texas.  
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from an average annual growth rate of 
11.2 percent in the third quarter of 2005 
to a mere 1.5 percent in the third quarter  
of 2006, as measured by the seasonally 
adjusted oFHeo house price index 
based only on purchase transactions.

some analysts believe that the ane-
mic rate of price growth shown by the 
oFHeo index may actually overstate the 
true rate of increase in u.s. house prices 
in the current environment.  one reason 
is that the oFHeo index is based only 
on recent sales, and houses that sell in 
a down market are likely to be relatively 
more appealing than average and per-
haps hold their values better than other 
houses do.  the index also excludes sales 
involving mortgages over $417,000, 
which is the upper limit for loan pur-
chases by Fannie Mae and Freddie Mac, 
the two largest players in the second-
ary mortgage market.  sales involving 
larger mortgages, which are especially 
common in the areas of the country that 
saw the most house price appreciation 
during the boom, do not influence the 
oFHeo index.  By contrast, the median 
sales price of existing homes calculated 
by the national association of realtors 
is based on a random sampling of 
all existing home transactions from 
throughout the country, including those 
involving large mortgages or even no 
mortgage at all.5  the median sales price 
of existing single-family houses peaked 
at over $230,000 in July 2006.  although 
prices usually decline in fall and winter 
months, the decline in 2006 was some-
what larger than usual.  in november  
2006, the median sales price was 
$217,000, which was $8,000 below the 
median in november 2005.

all states have experienced a slow-
ing in the growth of house prices since 
the third quarter of 2005.  However, 
as shown in Figure 2, the slowing has 
been the most pronounced in states that 
experienced the largest gains in house 
prices during the boom.  the figure 
plots state-level observations on the 
change in the house price appreciation 
rate, as measured by the oFHeo index, 
between the third quarter of 2005 and 
the third quarter of 2006 against the 
cumulative increase in house prices dur-
ing the four-year period ending in the 
third quarter of 2005.  For example, dur-
ing the boom, house prices in arizona 
rose by an average of nearly 70 percent.  
However, the growth of house prices in 
arizona slowed dramatically after the 
boom.  during the third quarter of 2006, 
arizona house prices rose at an aver-
age rate that was nearly seven percent-
age points below the rate experienced 
during the third quarter of 2005.  other 
states that had large increases in house 
prices during the boom, then large 

declines in house price appreciation 
rates, include California and Florida, 
as well as the district of Columbia.  it 
should be noted, however, that despite 
large declines in their growth rates,  
arizona, California, the district of 
Columbia and Florida continued to  
have comparatively high rates of house 
price appreciation through the third 
quarter of 2006.

Most states in the Midwest and 
south had far smaller increases in house 
prices during the boom, but also saw 
relatively little subsequent slowing in 
their house price appreciation rates.  
these states continue to have  
comparatively slow appreciation  
rates, however, and a few states  
that experienced little appreciation  

during the boom, such as Michi- 
gan, have also seen large declines  
in house price growth since the  
third quarter of 2005.

What about a Bust?

analysts have been predicting a col-
lapse of house prices for several years.  
in the past, some house price booms 
were followed by large price declines.  
However, other booms simply fizzled 
out into extended periods of flat or 
slowly rising house prices.  in the 1980s 
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FIG. 2

States’ House Price Appreciation Rates  
during the Boom and After

States that had large increases in home prices during the boom had large 
drops in price appreciation rates once the boom ended.  Arizona, for 
example, saw housing prices jump 70 percent between 2001 and 2005;  
in the following year, the increase in house prices dropped seven  
percentage points.  On the other hand, states that experienced small 
gains during the boom had smaller drops afterward.  All the states in the 
Eighth Federal Reserve District (orange dots) fell into this latter group.
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Houses for Sale

and 1990s, there were 20 state-level 
housing booms, defined as three or more 
quarters of annualized growth in excess 
of 7 percent in the ratio of house prices 
to state per capita income.6  of these 
booms, 10 were followed by declines in 
nominal house prices of at least 5 per-
cent and nine were followed by declines 
of more than 10 percent over a period  
of four or more quarters.  the other  
10 booms were followed by extended 
periods of either flat or slowly rising 
prices, indicating that the adage “what 
goes up, must come down” does not 
always apply to housing markets.7

By the same token, several instances 
of large declines in house prices were 
not preceded by a boom.  several Mid-
western farm and manufacturing states 
experienced price declines of 10 percent 

or more during the early 1980s, as did 
a number of energy-producing states 
in the mid-1980s.  all of the declines 
occurred when falling commodity prices 
or declining profits in older manufac-
turing industries caused large declines 
in state personal incomes.  later in the 
1980s and into the 1990s, house price 
busts occurred in new england, Califor-
nia and Hawaii.  all of these states had 
experienced housing booms, marked 
by large increases in the ratio of house 
prices to income, before prices collapsed.  

Most markets did not experience a 
significant decline in house prices during 
2006.  However, nationwide the con-
struction of new homes plunged.  From 
a seasonally adjusted peak of 2.3 million 
units in January 2006, the number of new, 
privately owned housing units of all types 
that were started fell to an annual rate of 
just 1.5 million units in october, its low-
est level since July 2000, before increasing 
to 1.6 million units in november.

starts of single-family houses fol-
lowed a similar pattern.  sales of new 
and existing homes also plunged, leaving 
the inventory of unsold homes on the 
market at unusually high levels.  For 
example, throughout most of 2006, the 
inventory of new one-family houses 
for sale exceeded a seasonally adjusted 
six-months’ supply at current sales rates.  
as Figure 3 shows, this level of inventory 
had not been seen since 1996.  during 
the boom, the inventory of new houses 
on the market was frequently less than a 
four-months’ supply.

during 2006, the slowdown in 
housing sales and construction mainly 
affected persons whose livelihoods were 
directly tied to the housing industry, 
such as construction workers, real estate 
agents and mortgage brokers.  analysts 
estimate the slump reduced u.s. Gdp 
growth by approximately one percent-
age point during the second half of 2006.  
if the slump worsens, and especially 
if house prices fall sharply, the conse-
quences for the national economy could 
become even more serious.

the large increase in average u.s. 
home prices between 2001 and 2005 
contributed to an enormous increase in 
household wealth, which helped to fuel 
growth in consumer spending.  analysts 
fear that by destroying wealth, a decline 
in house prices would reduce consumer 
spending and possibly drag the economy 
into a recession.  Further, falling house 
prices would erode the value of collateral 
behind the $9.5 trillion residential mort-
gage debt market and, thereby, increase 
the losses that lenders experience on 
loan defaults.

analysts have debated the extent to 
which consumers spent the capital gains 
they enjoyed on their houses during the 
boom and, therefore, the extent to which 
consumer spending would fall as a result 
of a decline in house prices.  standard 
economic theories of consumption 
argue that an increase in wealth will 
lead to an increase in spending, but that 
higher spending will be spread out over 
a person’s lifetime and have relatively 
little impact in any one year.  economists 
estimate that for every dollar increase 
in wealth, current spending will rise on 
the order of 2.5-5 cents.  some econo-
mists argue, however, that increases in 
housing wealth have a larger impact on 
spending than increases in other forms 
of wealth, such as stocks and bonds.  
one reason for this differential impact is 
that housing typically comprises a larger 
share of the assets of lower-income per-
sons, who may have a higher marginal 
propensity to consume, than it does of 
high-income persons.  Moreover, many 
households have little collateral for loans 
other than their house; so, an increase in 



the value of their houses can ease con-
straints on their borrowing and spending.

a key aspect of the debate about the 
impact of the recent housing boom on 
consumer spending has centered on the 
use of funds obtained from the refinanc-
ing of mortgages and home-equity lines 
of credit.  during the boom, homeown-
ers extracted over $1 trillion of equity 
from their homes through cash-out 
refinancing and home-equity loans.  
unfortunately, the data do not exist to 
tell us definitively how these dollars 

were used.  some analysts estimate that 
as much as 60 percent of extracted equity 
was used for consumption which, if true, 
would suggest that a decline in housing 
wealth could seriously erode consumer 
spending.  other studies conclude that 
much of the wealth pulled out of houses 
was invested or used to pay down other 
household debt, and relatively little was 
consumed.  these estimates suggest that 
a modest fall in house prices would not 
lead to a sharp pullback in spending.8

A Squeeze on Lenders

in addition to having a potentially 
large impact on consumer spending 
through a reduction in wealth, a serious 
decline in house prices could also rever-
berate through the economy by eroding 
the capital of banks and other lend-
ers that experience increased defaults 
on real estate loans.  in the 1980s and 
early 1990s, losses from real estate loan 
defaults chewed up lender capital and 
contributed to a rise in bank and thrift 
(e.g., savings and loan) failures.9  the 
banks’ weak capital positions not only 
constrained their ability to lend but 
also slowed the pace of the economic 
recovery from the recession of 1990-91, 
then-Federal reserve Chairman Green-
span argued at the time.10

Compared with the condition of 
banks around 1990, u.s. banks today  
are on the whole much better capitalized 
and, thereby, better able to withstand 
a modest increase in real estate loan 
defaults.  nevertheless, as a share of 
bank assets, residential real estate loans 
and securities rose sharply during the 
recent housing boom.

although a considerable amount of 
these loans and securities is guaranteed 
by third parties, banking regulators have 
expressed concern recently about the 
increased exposure of banks to real estate 

(both residential and commercial), espe- 
cially in light of the increased use of non- 
traditional mortgage loan products.11  
these products, which include interest-only 
loans and adjustable-rate loans that permit 
negative amortization, expose borrowers 
and lenders to greater house-price and 
interest-rate risk than traditional mort-
gage loans do.  Hence, either a decline in 
house prices or an increase in interest rates 
could increase mortgage delinquencies 
and reduce lender profits.  Consequently, 
banking supervisors are keeping an eye on 

the exposure of banks to real estate, as well 
as their overall safety and soundness, to try 
to minimize the damage that would result 
from any collapse in real estate prices.

Summing Up

the recent housing boom produced 
some dramatic increases in house prices 
in many parts of the united states.  
prices soared in hot markets where rapid 
population and income growth drove 
up the demand for housing faster than 
supply.  some of these markets showed 
signs of speculative bubbles, including 
high rates of investor purchases, but the 
existence of bubbles is difficult to prove.  
unfortunately, the difficulty of deter-
mining the extent to which prices rise 
in excess of fundamental value makes 
it difficult to forecast whether prices are 
going to fall.  looking back at regional 
housing booms in the united states 
during the 1980s and 1990s, we find 
that while some periods of rapidly ris-
ing house prices were followed by large 
price declines, others were followed by 
periods of flat or slowly rising prices.  
Moreover, in some states, large declines 
in house prices were not preceded by a 
boom.  Hence, the presence of a boom 
does not necessarily portend a bust.

if house prices do fall in many mar-
kets, we will probably see an increase 
in mortgage loan defaults, as well as 
continued distress for persons engaged 
in housing construction and in other real 
estate-related employment.  the extent 
to which a decline in house prices would 
affect consumer spending is uncertain, 
however.  Hence, policymakers will 
continue to watch closely for signs that 
a housing slump is having a broader 
impact on the economy.

David C. Wheelock is an economist at the Federal 
Reserve Bank of St. Louis.
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ENDNOTES
  1 this calculation is the percentage 

increase in the seasonally adjusted 
oFHeo repeat-sales house price index 
for purchase transactions only between 
the fourth quarters of 2000 and 2005.  
see www.ofheo.gov/Hpi.asp.

  2 shiller (2005), p. xviii.
  3 Himmelberg, Mayer and sinai (2005) 

and smith and smith (2006) are two 
recent studies that conclude that eco-
nomic fundamentals can explain the 
rapid growth in house prices in most 
u.s. housing markets.

  4 “the economic outlook.”  testimony 
of Chairman alan Greenspan before 
the Joint economic Committee, u.s. 
Congress, June 9, 2005.

  5 see www.realtor.org/research.nsf/
pages/ehspage.

  6 For comparison, between 2001 and 
2005, 17 states experienced increases in 
the ratio of house prices to per capita 
income of at least 7 percent for three 
or more consecutive quarters, and this 
ratio rose at an average 5.4 percent an-
nual rate during 2001:Q1-2005:Q1 for 
the united states as a whole.

  7 see Wheelock (2006).
  8 see McCarthy and steindel (2006) for 

more information and estimates of the 
influence of changes in housing wealth 
on consumer spending.

  9 see Federal deposit insurance Corp. 
(1997).

10 “risk and uncertainty in Monetary 
policy.”  remarks by Chairman alan 
Greenspan at the Meetings of the 
american economic association,  
san diego, Calif., Jan. 3, 2004.

11 For example, see  “a supervisor’s 
perspective on Mortgage Markets 
and Mortgage lending practices.”  
remarks by Gov. susan schmidt Bies 
at the Mortgage Bankers association 
presidents Conference, Half Moon Bay, 
Calif., June 14, 2006.
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until recently, u.s. bank retail  
markets were subject to severe 

restrictions.  in many states, banks’ 
ability to branch and operate holding 
companies within and across state bor-
ders was limited.  the removal of these 
restrictions has helped small-business 
owners stabilize their personal income. 

Deregulation of State-Level  
Banking and Branching

Banking restrictions were imposed by 
state legislators, who, with the McFad-
den act of 1927 and the Bank Holding 
Company act of 1956, were given the 
power to regulate branching and acqui-
sitions of in-state banks by out-of-state 
banks.  restrictions were lifted gradu-
ally by the individual states in the 1980s 
and 1990s in a process that culminated 
with the riegle-neal act of 1994, which 
permitted national branching.

restrictions on banks’ ability to 
branch within a state were widespread.   
in 1985, full statewide branching 
was outlawed in 22 states.  even in 
2001, four states still prohibited the 
establishment of new branches in 
the same state where the main office 
was located.  other restrictions were 
directed at banks’ abilities to branch 
through mergers and acquisitions,  
preventing a bank holding company 
from acquiring another bank and  
converting it into a branch. 

deregulation, which started in the 
late 1970s, took several forms:1
Intrastate deregulation allowed for: 
• statewide branching by mergers and  
 acquisitions, and
• statewide branching by establishment 
 of new (de novo) branches.
and interstate banking deregulation 
allowed for: 
• entry by out-of-state banks from 
 selected (neighboring) states on  
 a reciprocal basis, and 
• free formation of multistate bank 
 holding companies in any u.s. state.2 
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Income Stabilization

When production of goods and 
services in a state rises or falls, so 
does the income of its residents.  
However, fluctuations in production 
are usually associated with smaller 
fluctuations in income—this is 
referred to as income stabilization.  
in the academic literature, the term 
“risk-sharing” is commonly used to 
describe this phenomenon.

We have developed a statistical 
measure of income stabilization.  For 
example, income stabilization equals 
60 percent if production in a state 
falls by 10 percentage points and 
income falls by only four percentage 
points (i.e., income is stabilized by 
60 percent because only 40 percent 
of the fall in production is reflected 
in income).  likewise, when produc-
tion growth is high, income grows 
but, again, at a lower rate. 

income of business owners 
can be stabilized in several ways.  
Directly, income is stabilized when 
the ownership is diversified.  For 
example, an oil firm in texas may 
be partly owned by stockholders in 
Missouri.  if there are unfavorable 
local economic conditions in Mis-
souri that lead to lower production 
of goods and services and, therefore, 
lower income, dividends from texas 
help prevent Missouri residents’ 
income from falling as much as it  
would otherwise. 

Indirectly, banks and other finan-
cial institutions help to stabilize 
income by lending to business  

 
owners.  For 

example, when a busi-
ness is entirely owned by a sole 

proprietor, earnings from business 
production directly become income 
of the proprietor.  in bad times, 
low business production leads to 
low income.  on the other hand, if 
the business is partly financed by 
a bank, income does not decline 
as much as earnings for several 
reasons.  First, a loan may free up 
wealth that the owner may invest 
in other assets that are not associ-
ated with his or her business.  When 
the business owner receives income 
from such assets, his or her total 
income becomes partly independent 
of the fortunes of the business.  sec-
ond, banks may value a relationship 
with a business owner and, there-
fore, extend credit in bad times or 
allow postponement of interest and/or 
principal payments, thereby helping 
the owner avoid a large fall in income.  
in either case, income is stabilized 
relative to business earnings.  

Banking Deregulation Helps  
Small Businesses

intrastate branching restrictions, 
together with restrictions on the for-
mation of multistate bank holding 
companies, severely limited banks’ 
ability to diversify their portfolios 
geographically.  Banks in regulated 
states were tied in more closely with 
the local economy, resulting in lim-
ited ability to either withstand local 
economic shocks or to help local 
businesses bear risk. 

By Yuliya Demyanyk, Charlotte  
Ostergaard and Bent Sorensen

Banking Deregulation
HelpS Small-BuSineSS
OwnerS StaBilize
tHeir inCOme



[11]

Home office protection laws prohib-
ited outside banks from opening new 
branches in small towns or rural areas 
where another bank was already located.  
Such regulations gave small community 
banks home turf, shielding them from 
competitive pressures by preventing  
entry by more-efficient banks. 

By opening up previously isolated 
banking markets for geographic diversi-
fication and competition, the quality of 
banking improved.  An emerging litera-
ture documents that deregulation pro-
vided strong benefits to the economy.3 

Small businesses depend on bank 
finance much more than large businesses 
that can issue bonds or stocks.  Improve-
ments in banking, therefore, are more 
important for smaller businesses.  Because 
of their dependence on banks, small-
business owners had a lower ability to 
stabilize their incomes when the banking 
industry was highly regulated.  As can be 
seen in the accompanying figure, states 
with relatively more small businesses 
had on average a lower degree of income 
stabilization before deregulation than the 
states with fewer small businesses.  
 
Income Stabilization  
after Deregulation

The banking industry became more 
integrated, more competitive and more 
geographically diversified after deregula-
tion.  While we have shown this helped 
stabilize small-business income, the exact 
channels through which this works are 
not known for certain.  There are two  
possible ways.  

First, the level of bank lending to 
businesses may have increased as more-
efficient banks were better able to screen 
business projects.  Second, banks could 
improve the existing relationships with 
business borrowers; an important benefit 
of this would be a higher willingness of 
banks to extend credit in bad times. 

Interstate deregulations, on the other 
hand, affect consolidation of bank cor-
porations across state borders and will 
have less of an impact on local markets.  
The ability to operate multistate bank 
holding companies is likely to have a 
positive impact on banking efficiency 
and risk-sharing, but such improvements 
will benefit not just small-business own-
ers.  Therefore, it is of interest to explore 
the effects of both intrastate and inter-
state deregulation, and these cases will 
be considered in turn.

Consider states with relatively more 
small businesses.4  As shown in the 
figure, there is a clear increase in income 
stabilization from both types of deregu-
lation.  But the effect of moving from a 
fully regulated environment to an envi-
ronment with no intrastate restrictions  
is larger than the effect of moving from 
no intrastate restrictions to full (intra- 
and interstate) deregulation. 

States with fewer small businesses 
also exhibit a noticeable increase in 
income stabilization following deregu-
lation.  However, for these states, the 
removal of intrastate restrictions has 
a relatively small effect; the effects 
from interstate deregulation are larger 
because they are picking up other chan-
nels of income stabilization not related 
to small businesses. 

Taken together, the results suggest 
there is a strong link between a well-
functioning, competitive banking sector 
and the ability of small businesses to 
diversify economic risk. 

Yuliya Demyanyk is an economist at the Federal 
Reserve Bank of St. Louis, Bent E. Sorensen is  
the Lay Professor of Economics at the University  
of Houston and a fellow of the Centre of Econo-
mic Policy Research, and Charlotte Ostergaard  
is an associate professor at the Norwegian  
School of Management and a research affiliate  
in Norges Bank.
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ENDNOTES
1 The dates of deregulation for each state 

are at www.stlouisfed.org/publications/
re/2007/b/pdf/dereg.pdf. 

2 Branching restrictions took two forms. 
The first was directed at banks’ abil-
ity to branch through mergers and 
acquisitions, preventing a bank or a 
bank holding company from acquiring 
another bank and converting it into a 
branch.  The second form of regula-
tions imposed limits on the opening  
of new branches, protecting banks 
from entry by outside banks.

 Differences in states’ willingness to allow 
branch networks led to the develop-
ment of very differently structured 
bank systems across states.  Where 
some states allowed only unit bank-
ing (a bank with no branches), other 
states permitted statewide branching.  
Branching restrictions often took the 
form of home office protection laws, 
prohibiting a bank from establish-
ing a branch in an area in which the 
principal (home) office of another 
bank was located without the written 
consent of that bank.  Areas with home 
office protection were typically small 
towns or rural areas with a population 
below a certain number.  Effectively, 
such laws gave many small community 
banks home turf, shielding them from 
competitive pressures.

 Entry by bank holding companies char-
tered in other states was only gradually 
permitted by individual states during 
the 1980s.  Typically, acquisitions by  
out-of-state bank holding companies 
were limited to banks from same- 
region states and subject to reciprocity, 
that is, entry was only permitted if the 
acquiring bank’s home state allowed 
entry by banks from the target state, 
although some states were open to 
nationwide entry. 

 Considerable consolidation, predomi-
nantly through mergers and acquisi-
tions, followed states’ deregulation. 
Many bank holding companies used 
the opportunity to convert their orga-
nization into a branching network, and 
the number of small banks dropped as 
they were attractive buy-out targets.

3 See Jayaratne and Strahan (1996) and 
Morgan, Rime and Strahan (2004) for 
evidence and discussion.

4  The states with the largest share of 
businesses that are small are Alaska, 
Arizona, Colorado, Florida, Hawaii, 
Idaho, Iowa, Kansas, Montana,  
Nebraska, New Mexico, North Dakota, 
Oklahoma, Oregon, Washington and 
Wyoming. 
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As the figure illustrates, oil prices have 
climbed sharply since 2002 to infla-
tion-adjusted levels that approach 
those reached during the 1979 oil 
shock.  Supply cuts from Middle East-
ern exporters generated the very high 
prices of the 1970s; this time, demand 
from Asia’s two most populous coun-
tries—China and India—is driving 
price trends.

Market Conditions

Oil is a global commodity; its price 
depends not only on what happens 
here in the United States, but also on 
global supply and demand.  Several 
adverse supply factors have recently 
boosted oil prices.  Some such factors 
had transitory influences on current 
production, such as oil workers’ strikes 
in Venezuela (2002) and Norway 
(2004), and the March 2006 spill that 
forced British Petroleum to shut down 
its Prudhoe Bay facilities in Alaska. 
Other factors have had longer-term 
consequences, such as political unrest 
in Nigeria and Iran, and seasonal hur-
ricane damage to U.S. refineries in the 
Gulf of Mexico.

Expectations of future supply and 
future prices also affect current oil 
prices.  Analysts attribute nearly $10 of 
the oil price increase since 2001 to a  
“geopolitical risk premium” that reflects 
the possibility of terrorist attacks on oil 
facilities or wars in the Middle East.1  
The potential price hikes in the wake of 
such attacks give suppliers an incentive 
to hold bigger inventories, which leads 
to higher prices today.

But the recent increase in world 
energy consumption has had per-
haps the greatest impact on current 
oil prices.  Higher consumption has 
translated directly into price increases 
because spare productive capacity is 
much more limited today than it has 
been over the past 20 years.2  This 
deficiency is partly due to inadequate 
investment in many countries and 

By Justin P. Hauke and Christopher J. Neely  

partly due to the inexorable global 
growth in demand for oil in the recov-
ery from the most recent recession.3 

Output Growth and  
Oil Consumption

Worldwide oil consumption 
increased by a cumulative 11.4 percent 
from 2001 to 2006 (2.3 percent per 
annum).4  The United States is the 
world’s largest petroleum consumer, 
at 20.6 million barrels per day (mbd).  
But while U.S. oil consumption has 
increased by 1 percent annually over 
the past five years, consumption in 
other nations, particularly China and 
India, has grown much faster due to 
their rapid output growth.5  Over the 
past 25 years, China’s annual GDP 
growth—about 9.5 percent—has 
averaged more than three times that 
of the United States, while India’s 
has averaged almost 6 percent, nearly 
double that of the United States. 

Chinese Growth

China’s market-oriented reforms 
of its economy, called  “Socialism 
with Chinese Characteristics,”  began 
in 1979.  These reforms have gener-
ated a truly remarkable period of 
economic progress.  For example, 
average household incomes have 
increased by nearly 250 percent since 
1994.6  The percentage of Chinese 
households with amenities such as 
televisions, automobiles and cell 

phones has more than doubled over 
this same period, with even greater 
increases in urban areas.

This economic growth spurred a 
rising demand for oil, which trans-
formed China from an oil exporter to 
a major importer.  While China was a 
net petroleum exporter as recently as 
1992, its imports reached 33 percent 
of consumption in 2002.  In 2005, 
China imported about 40 percent of 
its more-than-seven mbd oil needs, 
and, in the first five months of 2006, 
imports were up 18 percent over the 
same period in the previous year.7

But economic growth alone does 
not explain China’s rising demand 
for oil.  For example, the Chinese 
government continues to subsidize 
consumer energy costs, inviting inef-
ficiency and overuse, particularly in 
the transportation and agricultural 
sectors.8  To alleviate pollution, Beijing 
has begun replacing the country’s 
coal-fired electricity-generating plants 
with oil-burning plants.  And the Chi-
nese government is now accumulat-
ing petroleum reserves to satisfy the 
International Energy Agency’s (IEA) 
recommendation of maintaining 
three months of oil imports.9  These 
projects have substantially contrib-
uted to the country’s overall demand 
for petroleum.

Indian Growth

Economic reform also has trig-
gered rapid output growth in India.  

Oil might not make the world go 
round, but it surely greases the 
wheels of economic activity.
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In the 1980s, the Indian government 
instituted reforms that removed restric-
tions on capacity expansion, eliminated 
price controls and lowered corporate  
tax rates.  During the 1990s, the gov-
ernment reduced public monopolies 
and liberalized international trade and 
investment regulations.

These reforms have been very suc-
cessful.  The World Bank reports that 
today India trails only China as the 
world’s fastest-growing large economy 
and is the world’s fourth-largest econ-
omy on a purchasing-power adjusted 
basis.  This growth has fueled a com-
mensurate demand for oil.

India’s oil consumption increased by 
11.9 percent from 2001 to 2006, and it 
now stands at 2.6 mbd, or 3 percent of 
global oil consumption.10  India is the 
sixth-largest crude consumer and the 
ninth-largest oil importer, relying on 
other countries for more than 70 percent 
of its oil.  The IEA predicted in 2004 that 
Indian oil demand would increase by  
2.9 percent per year, reaching 5.6 mbd 
in 2030.  This consumption would make 
India the world’s third-largest oil con-
sumer at current consumption levels. 

Growth’s Effect on Oil Prices 

Since 2001, the United States, China 
and India have increased their demand 
for oil by 0.97, 2.29 and 0.27 mbd, 
respectively.  Global oil production is 
about 85.1 million bpd.  From Jan. 25, 
2002, to Jan. 25, 2007, the price of a bar-
rel of West Texas Intermediate Crude, a 
common benchmark, rose from approxi-
mately $19.73 to $53.59.

This thirst for oil surely contributed to 
the price increase.  What would the price 
of oil have been if consumption growth  
in those countries had been half of what  
it actually was over the past five years?   
A back-of-the-envelope supply/demand 
calculation can estimate the effect of this 
growth on oil prices.11  If Chinese oil 
consumption growth had been only half 

of what it actually was—1.15 mbd rather 
than twice that amount—then the price 
of a barrel of oil would have been $5.57 
lower; if Indian consumption had been 
only half of what it actually was, the price 
would have been 68 cents lower.  By com-
parison, if the demand from the world’s 
largest oil consumer, the United States, 
had risen by only half of what it did— 
by 0.49 million bpd, rather than by 
0.97—the price of a barrel of oil would 
have been $2.37 lower, or about $51.22

If all three countries had cut their con-
sumption in half, world demand would 
have been 1.78 mbd less and prices would 
be about $8.62 lower, or $44.97.  Thus, if 
demand from China, India and the United 
States had risen by only half of what it 
actually did, the price of oil in January 
2007 would have been about $45, instead 
of $53.59.  This $8.62 increase was about 
25 percent of the total five-year rise in 
global oil prices. 

Of course, all of these calculations are 
just rough estimates.
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ENDNOTES
 1 Schwartz (2006).
 2 Greenspan (2006).
 3 The International Energy Agency  

(IEA, 2006) estimates that world  
energy consumption will require over 
$20 trillion in investment in the  
energy sector by 2030 to satisfy future 
demand.  Roughly half of the invest-
ment needed is in Middle Eastern 
countries.  For example, it is believed 
that Saudi Arabia is currently operating 
at 99 percent of its productive capacity.  
Jaffee (2005) discusses investment in 
the oil industry.

 4 Aggregate oil consumption numbers 
reported in this article are from British 
Petroleum (2006) and the Energy Infor-
mation Administration (EIA, 2007).

 5 IEA, 2004, pp. 82-83.
 6 Gallup (2005).
 7 This calculation uses net imports to 

China and Hong Kong over total oil 
consumption.

 8 Andrews-Speed (2006) explains 
China’s current domestic and inter-
national oil policy and the nature  
of its economic reforms.

 9 Neely (2007) discusses China’s  
strategic petroleum reserves.

10 Indian oil consumption for 2006  
was estimated by using IEA figures 
(IEA, 2004, p. 82).

11 We provide the full details of the sup-
ply-demand calculation online at www.
stlouisfed.org/publications/re/2007/b/
pdf/asian_nations_appendix.pdf.  
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World Oil Prices 

Conclusion

Oil prices have increased substantially 
over the past five years.  While supply 
factors have had some impact, increased 
demand, especially from China, also 
has played a major role.  Simple sup-
ply-demand calculations indicate that oil 
prices would be about 16.1 percent lower 
if demand growth in the United States, 
China and India had been half of what it 
actually was since 2001.  

The IEA predicted last year that global 
energy demand would increase by 53 per-
cent between 2006 and 2030.  More than 
70 percent of this increase is expected to 
come from the developing world, parti-
cularly from China and India.  It seems 
likely, then, that the growth of these Asian 
economies will continue to significantly 
influence oil prices for many years.

Christopher J. Neely is an assistant vice president 
and economist at the Federal Reserve Bank of  
St. Louis.  Justin P. Hauke is a research associate.
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Murray, Ky.
BY  THE NUMBERS

Population ............................................City.15,538.(2005)
. ............................................County.35,122.(2005)

County Labor Force....................... 17,595.(October.2006)

County Unemployment Rate..... 4.2.percent.(October.2006)

County Per Capita Income...................... $22,422.(2004)

Major Employers
Murray.State.University..............................................1,400
Pella.Inc.......................................................................1,000
Briggs.&.Stratton.Inc..................................................1,000
Murray-Calloway.County.Hospital.................................850

While the nation’s manufacturing 
muscle has been wasting, the town and 
surrounding Calloway County have been 
bulking up together, adding about 300 
manufacturing jobs between June 2001 
and June 2006, according to the Bureau of 
Labor Statistics.  Put another way, during 
a period in which the United States lost 
14 percent of its manufacturing jobs, the 
number of manufacturing jobs in Calloway 
County increased by about 10 percent. 

The 3,300 manufacturing jobs in June 
2006 accounted for about 20 percent of 
all of the area’s jobs, double the national 
percentage.  Service industries such as 
retailing and education employed more 
people, but manufacturing accounted for  
a disproportionate 23 percent of the 
area’s wages. 

That makes manufacturing a big driver 
of the local economy, says Mark A. Man-
ning, president of the Murray-Calloway 
County Economic Development Corp.  “The 
community could survive without much 
manufacturing.  But the community cannot 
thrive without much manufacturing.” 

By all outward signs, Murray-Calloway 
County—frequently hyphenated and spoken 
of in one breath—is thriving.  The unemploy-
ment rate tended to be below the state’s 
all last year.  Homes in the county sold last 
year for an average of $123,577, compared 
with $115,940 in 2005, according to local 
real estate agent Kathy Kopperud. 

The area is witnessing “as big a building 
boom as we’ve had in our history,” says Tab 
Brockman, executive director of the Murray-
Calloway County Chamber of Commerce.   

A $40 million addition in the works at Mur-
ray-Calloway County Hospital will nearly 
double its size.  Murray State University is 
constructing a $13 million residence hall and 
a $50 million science building.  A 72-room 
Hampton Inn will open in a few months.

Toys R Us No More
The growth is all the more striking 

given the pullout of Mattel Inc.  A mainstay 
manufacturer since 1973, the company 
announced in April 2001 that it would 
phase out its Murray plant, its last in the 
United States, and move the production of 
riding electric toys to Mexico. 

Keith Travis, now vice president for 
human resources at the hospital but then 
the head of human resources at Mattel, 
recalls the meeting at which the employees 
got the bad news.  “You could hear the 
breath go out of people. … You could see 
people’s lives change.” 

The rest of the community took hard 
the prospect of losing, in one devastating 
smack, 1,000 manufacturing jobs and their 
$30 million in annual payroll.  Those jobs 
accounted for close to one-third of all area 
manufacturing jobs at the time.

Sure, there was still Briggs & Stratton, 
the town’s other major manufacturing 
citizen, accounting for another 1,000 or so 
jobs at its engine-making plant in Murray, 
plus a smattering of smaller industries.  
Rather than rest on what was left, commu-
nity leaders got together and took immedi-
ate steps not just to recover but to grow.  
They cut the Economic Development Corp. 
loose from the Chamber of Commerce, 

Murray Bucks Trends in Manufacturing
Murray, Ky., is a contrary place. 

Community Profile
By Susan C. Thomson
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which had shared staff and an executive 
director, and hired Manning to head up the 
newly independent EDC.

He arrived that August, while Mattel 
was winding its factory down and the area’s 
economic future appeared to hang ominously 
in the balance.  Unbeknownst to him or 
anybody else there then, Pella Corp., the 
Iowa-based maker of doors and windows, 
was already scouting Murray for the site of  
a new plant.

Finally, in June 2002, in a ballroom at 
Murray State, came the nick-of-time public 
announcement, followed by a huge public 
sigh of relief:  Pella had chosen the area for 
its new operation and would immediately 
begin setting up for production in a 733,000-
square-foot building that Mattel had almost 
finished vacating.

University’s Role 
That building’s availability was one factor 

in that decision, according to Jim Nieboer, 
who headed the company’s site selection 
committee.  He says the company also 
weighed operating costs and the quality of 
local labor, leadership, schools and ameni-
ties.  (The Murray area, like so many other 
communities, also uses state grants and local 
incentives to attract businesses.)  Nieboer 
singled out Murray State, which he said is not 
widely known for being involved in economic 
development.  “But it was very evident that 
the university plays a vital role in driving 
regional economic growth.” 

The EDC promotes that role by reserv-
ing one slot on its 12-member board for a 
university representative.  The university 
puts its weight behind EDC initiatives by, for 
instance, hosting prospective employers and, 
in Pella’s case, providing space for the com-
pany’s big announcement and its interviews 

with job candidates as well as temporary 
on-campus housing for its executives. 

Just by being there with its 10,300 
students, Murray State contributes to the 
local economy in many ways—for one thing, 
cushioning it against recession, says Ronnie 
Gibson, chairman of the EDC board and 
of the $170 million-asset Murray Bank.  A 
growing number of well-off retirees, immi-
grants from as far off as California, also add 
economic stability.  He recalls the trend 

starting with a big influx of them after Rand 
McNally named Murray the top U.S. retire-
ment community a couple of decades ago. 

For all its progress of late, the area 
remains restfully small-town, rural and 
outdoorsy.  Downtown Murray’s centerpiece 
is a classic old-time courthouse square, 
some of its buildings dating back more 
than a century.  Depending on the season, 
fields just outside of town grow green with 
soybeans, corn, winter wheat and tobacco, 
once the area’s prime crop, its acreage now 
limited by the national tobacco settlement.

Within a half hour’s drive lies Land 
Between the Lakes, formed in the 1940s 
when the Tennessee Valley Authority 
dammed the nearby Tennessee River, creat-
ing Kentucky Lake and Barkley Lake.  The 
area remains a vast and largely undeveloped 
land-and-water playground.  

Murray Bucks Trends in Manufacturing

Today, TVA provides parts of seven states, 
including southwestern Kentucky, with elec-
tricity that’s inexpensive, relative to what’s 
paid in many other parts of the country.  That 
was “a big deal” to Webasto Roof Systems 
Inc. when it was comparing locations for a 
new plant, says John Gragg, commercial man-
ager for the company’s Kentucky operations.  
A railroad spur, abandoned since Mattel 
decamped, also helped sway the company’s 
decision to build a 110,000-square-foot plant 
in Murray, he says.

The plant, a stamping facility for automo-
bile sun roofs, began gearing up for produc-
tion not quite two years ago and now has 
close to 100 employees.  Gragg says the com-
pany, a unit of automotive equipment maker 
Webasto AG of Stockdorf, Germany, is still in 
the building-up phase in Murray and hopes to 
get “bigger and bigger” there.

Webasto joined two trucking companies, 
a medical supplies distributor and a textbook 
wholesaler in the EDC’s industrial park north 
of town just east of Highway 641, the area’s 
north-south axis.  With only 10 of the park’s 
more than 80 acres left now, the EDC has 
taken options to buy 150 acres for industrial 
development west of the highway.

Meanwhile, a little more than a mile to 
the south, Pella is going great guns, having 
fulfilled its promise of 500 jobs after just two 
years of operations.  More than 1,000 people 
now work at the automated plant, one out of 
nine of the company’s total workforce.  On 
two full shifts and a partial third, they run 
machines that do everything from cutting 
glass to wrapping finished vinyl and fiberglass 
windows in plastic for shipping. 

Pella has turned out to be better than 
community leaders could have hoped for, 
says Manning, because it offered jobs with 
better pay and benefits than Mattel did.  In 
an expression of appreciation, the county 
renamed the street leading into the plant—
from Poor Farm Road to Pella Way. 

The Little Engine That Could 
And there is still Briggs & Stratton.  The 

Milwaukee-based company, weathering a 
rough patch owing to a drop in demand for 
its engines, shut down the Murray plant’s 
third shift, laying off 110 workers in January.  
Even so, almost 1,000 remain, making the 
company just as critical to the local manufac-
turing economy as it was in the Mattel days.

With Briggs & Stratton and Pella the twin 
stalwarts now, it’s still very much a two-
company economy.  Even with Webasto and 
an incrementally growing group of smaller 
industries in fields like chemicals, food- 
processing and plastics varying the mix in  
the past six years, Manning worries about 
“too many eggs in too few baskets.”  To 
spread the risk, he says, “we need five to  
six more companies in (Webasto’s) size  
range with good product diversity.”

Susan C. Thomson is a freelance writer.

Murray, Ky., is a contrary place. 

“The community could  
survive without much  
manufacturing.  But the  

community cannot  
thrive without much  

manufacturing.” 

p e l l a m u r r ay  s tat e
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Revised Data Show Larger Job Gains  
for Eighth District Metro Areas

By Michael R. Pakko and Howard J. Wall

 
 
 
 
 
 
 
 
 
 
There is significantly less under-
standing, however, of the difficulties 
faced in determining economic per-
formance in the recent past.  In fact, 
all kinds of economic data undergo 
revisions over time, meaning that our 
view of the past is constantly chang-
ing.  Sometimes, the revised data tell 
a story that differs greatly from what 
was told by original data.  This is 
especially true of employment data 
for metro areas.

On March 8, the Bureau of Labor 
Statistics (BLS) released its latest 
annual benchmark revisions to 
the payroll employment data for 
every metro area in the United 
States.  Monthly employment  
estimates going back to April 2005 
were affected by these revisions.  In 
addition, new population controls 
resulted in small revisions to the  
data further back in time.

Compared with the initial esti-
mates released in January, the latest 
revisions result in a significant 
upgrading in the perceived economic 
health of metro areas in the Eighth 
District.1  The table presents the 
pre- and post-revision estimates of 
employment growth in 2006 for all 
18 metro areas in the Eighth District.  
Summing over the 18 metro areas, 
the benchmark revisions greatly 
increased estimated job growth:  The 
initial estimate across all of the metro 
areas in the Eighth District was an 
increase of 34,900 jobs, whereas the 
new, post-benchmark estimate indi-
cates 60,700 more jobs.

All four of the largest metro areas 
in the District saw upward revisions 

in the estimates of their employment 
growth.  The St. Louis and Louisville 
metro areas saw dramatic improve-
ments in their employment estimates, 
while the revisions in Memphis and 
Little Rock were more measured.

Before the revisions, the employ-
ment estimates suggested that  
St. Louis and Louisville both experi-
enced relatively grim years in 2006.  
St. Louis was said to have seen a loss 
of 400 jobs (–0.03 percent), while 
Louisville was thought to have seen 
an increase of only 3,900 (0.6 per-
cent).  The new estimates, however, 
present completely different pictures.  
St. Louis and Louisville are now seen 
as having generated 13,600 jobs  
(1.0 percent) and 11,900 jobs  
(1.9 percent), respectively.  The new 
story is that St. Louis saw positive 
but slow employment growth that 
was somewhat below the rate for the 
United States (1.7 percent), while 
employment in Louisville grew 
somewhat faster than it did for the 
country as a whole.

Before the revisions, employ-
ment in the Memphis metro area 
was thought to have increased last 
year by 6,100 (1.0 percent), while the 
corresponding employment growth 
in Little Rock was 5,900 (1.7 percent).  
The new estimates indicate that  
the Memphis metro area generated  
9,300 more jobs (1.5 percent), which 
puts its performance much closer to  
the national rate.  For Little Rock,  
the new estimate of the net number  
of jobs created in 2006 is 6,800  
(2.0 percent), which now puts the 
area as an above-average job pro-
ducer for the year. 

Some very large revisions, both  
up and down, occurred for the 
employment growth estimates of the 
14 small and medium metro areas 
in the Eighth District.  Three large 
upward revisions, each of which 
was of greater than one percentage 
point, occurred for Bowling Green, 
Elizabethtown and Fort Smith.  

Bowling Green saw its employment 
picture change from slightly below 
the national average to well above 
it, while Elizabethtown and Fort 
Smith saw their employment pictures 
completely reverse.  Each had initially 
been thought to have experienced 
mild job losses in 2006, but now are 
estimated to have experienced job 
gains well above the national rate.  

At the other end, Evansville, 
Hot Springs and Pine Bluff all saw 
significant downward revisions (one 
percentage point or more) in their 
employment growth rates for last 
year.  For Hot Springs, the down-
ward revision meant that its 2006 
performance was downgraded from 
startlingly good to only above aver-
age.  Evansville and Pine Bluff, on 
the other hand, went from having 
positive to negative job growth for 
the year.  The revision was especially 
dismal for Pine Bluff, which went 
from above-average job growth to 
significant job losses.

Jobs Data and Benchmarking

So how is it that the pictures 
of local economies can change so 
much?  The payroll employment in a 
metro area—the number of jobs—is 
provided by the Current Employment 
Statistics (CES) program of the BLS.  
According to the BLS, each month it 
surveys  “about 160,000 businesses 
and government agencies, represent-
ing approximately 400,000 individual 
work sites,”  from around the United 
States.  Although the survey covers 
hundreds of thousands of employ-
ers, these employers make up only 
a small percentage of all businesses 
and work sites in the country.  
(According to the BLS, there were 
more than 8.8 million such estab- 
lishments in the United States in  
June 2006.)  

To calculate a comprehensive 
measure of metro area employment, 
the BLS needs to estimate the num-

A great deal of effort goes 
into forecasting future levels 
of economic activity, and 
many people understand 
the difficulties that are faced 
in making such forecasts.
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ber of establishments in the area.  
This is the primary reason for the 
sometimes-large revisions to the CES 
data: the difficulty in estimating the 
number of establishments.  When the 
economy is in recovery, for example, 
new firms might be setting up and 
hiring workers very quickly.  The 
BLS doesn’t find out about the new 
firms or jobs until the unemployment 
insurance records are updated, which 
can take several months or more.  
This lag is compounded by the fact 

that small firms, which provide the 
bulk of jobs, might need to provide 
unemployment insurance informa-
tion only once a year rather than 
monthly or quarterly, as is required  
of larger firms.

To estimate the number of estab-
lishments, the BLS relies on the 
Quarterly Census of Employment 
and Wages (QCEW).  The QCEW is  
a tabulation of employment informa-
tion for workers covered by state and 
federal unemployment insurance 

programs.  Because of its compre-
hensive nature, data from the QCEW 
cannot be produced as quickly as 
data from the CES:  Initial data are 
released six to seven months after 
the end of a quarter and are subject 
to subsequent revision.  To fill in 
the blanks, the BLS estimates the 
number of establishments using the 
QCEW as a benchmark.  Each year, 
the BLS establishes new bench-
marks using updated data from the 
QCEW.  Because of the lags and 
revisions to the QCEW data, the 
yearly benchmarking affects employ-
ment data from the CES going back 
21 months.  This is why the estimates 
just released have affected the yearly 
employment changes for 2005 and 
2006.  Note also that the estimates 
for job growth in 2006 will change 
again in March 2008 because much 
of the data for 2006 will be affected 
by the benchmark revisions that will 
occur then.

Michael R. Pakko and Howard J. Wall are both 
economists at the Federal Reserve Bank of  
St. Louis.  Joshua Byrge, a research associate, 
and Kristie Engemann, a senior research associ-
ate, provided substantial research assistance.

Memphis 
Little Rock 

Louisville 
 St. Louis 

Metro Area Employment Growth 2006  
December 2005 to December 2006 

thousands (percent change)

	 Original  Revised 
 Estimate, as of Estimate, as of 
MEtRO AREA January 2007 March 2007 
	
LARgE MEtRO AREAs	 	
St.	Louis,	Mo.-Ill.	 –0.4	 (0.0)	 13.6	 (1.0)
Little	Rock-North	Little	Rock,	Ark.	 5.9	 (1.7)	 6.8	 (2.0)
Louisville,	Jefferson	County,	Ky.-Ind.	 3.9	 (0.6)	 11.9	 (1.9)
Memphis,	Tenn.-Ark.-Miss.	 6.1	 (1.0)	 9.3	 (1.5)
	 	
sMALL And MEdIUM MEtRO AREAs	 	
Bowling	Green,	Ky.	 0.9			 (1.5)	 1.7	 (2.8)
Columbia,	Mo.	 2.0			 (2.2)	 1.8	 (2.0)
Elizabethtown,	Ky.	 –0.3			 (–0.6)	 1.4	 (3.0)
Evansville,	Ind.-Ky.	 1.4			 (0.8)	 –0.3	 (–0.2)
Fayetteville-Springdale-Rogers,	Ark.	 5.5			 (2.7)	 4.0	 (2.0)
Fort	Smith,	Ark.-Okla.		 –0.4			 (–0.3)	 2.9	 (2.4)
Hot	Springs,	Ark.	 3.0			 (8.1)	 0.9	 (2.4)
Jackson,	Tenn.	 1.2			 (1.9)	 0.7	 (1.1)
Jefferson	City,	Mo.	 –0.6			 (–0.8)	 0.6	 (0.8)
Jonesboro,	Ark.	 1.1			 (2.3)	 0.8	 (1.6)
Owensboro,	Ky.	 0.7			 (1.4)	 0.9	 (1.8)
Pine	Bluff,	Ark.	 0.9			 (2.2)	 –0.6	 (–1.5)
Springfield,	Mo.	 3.5			 (1.8)	 3.8	 (1.9)
Texarkana,	Texas-Ark.	 0.5			 (0.9)	 0.5	 (0.9)

SOURCE:	Bureau	of	Labor	Statistics

1 A detailed analysis of these revisions and 
the recent history of benchmark revisions is 
provided by Michael R. Pakko and Howard 
J. Wall in, “Post-Casting Employment in the 
Eighth Federal Reserve District: Revised 
Data for Metro Areas,” CRE8 Occasional 
Report No. 2007-01, March 2007.  See 
http://research.stlouisfed.org/regecon/op/
CRE8OP-2007-001.pdf.

ENDNOTE
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National Overview

By Kevin L. Kliesen

Data over the past few months 
remained consistent with 
an economy that is growing 

below its trend and with a level of core 
inflation that is slightly above what 
policymakers desire. 

Below-trend output growth largely 
reflected the ongoing slowdown in 
the housing and automotive sectors.  
As these imbalances wither away, the 
economy should begin to rebound, 
and the pace of growth should return 
to its trend rate—about 3 percent, say 
most economists—sometime toward 
the end of this year.  Bolstered by 
lower energy prices and past efforts by 
the Federal Open Market Committee 
(FOMC) to keep inflation and inflation 
expectations from accelerating, core 
inflation is expected to recede slowly 
from last year’s 2.3 percent rate, which 
most policymakers have deemed 
unacceptably high.

When the advance estimate 
(released Jan. 31) indicated that real 
GDP had increased at a better-than-
expected 3.5 percent annual rate in the 
fourth quarter of 2006, some econo-
mists saw that as an indication that the 
economy was faring quite well outside 
of the housing and auto sectors.  This 
increase was even more impressive 
given that real business fixed invest-
ment declined slightly.  The housing 
slowdown, it seemed, had not affected 
other key parts of the economy.

Fast forward one month to when 
the  “preliminary” report on fourth-
quarter growth was released.  This 
update of the  “advance estimate”   
indicated that real GDP rose at only a 
2.2 percent annual rate in the fourth 
quarter.  What happened?  First, the 
Bureau of Economic Analysis (BEA) 
reported that there was a much larger 
decline in business inventory invest-
ment than it had originally assumed.  
Second, a smaller decline in imports 
caused the BEA to lower its contri-
bution from net exports.  However, 
a closer examination revealed only 
a slight downward revision to con-
sumer outlays, but a healthy upward 
revision to real exports, which were 

key 
driv-
ers of 
economic 
growth dur-
ing the fourth 
quarter.

Going forward, 
developments in the 
housing sector may 
continue to restrain the 
pace of GDP growth for a 
bit longer.  Earlier this year, 
the number of unsold, new 
single-family homes remained quite 
high relative to the pace of sales.  As 
a result, the number of new housing 
starts will probably continue to wane 
a bit longer.  This situation may be 
exacerbated by the sharp deceleration 
in new home prices that has occurred 
over the past year in most major urban 
areas.  Accordingly, Blue Chip forecast-
ers expect that real GDP, following 
a 3.1 percent increase last year, will 
increase by about 2.75 percent this year 
and then by 3 percent next year.  This 
forecast is little changed from late last 
year.  One risk, noted earlier, is that 
the step down in the pace of business 
capital outlays over the second half 
of last year will persist.  In this vein, 
January’s larger-than-expected drop 
in new orders for nondefense capital 
goods was worrisome.

In the Federal Reserve’s biannual 
Monetary Policy Report to Congress, 
Chairman Ben Bernanke noted that 
the governors and Reserve bank presi-
dents projected that real GDP would 
increase by between 2.5 percent and 
3 percent this year and by between 
2.75 percent and 3 percent next year.  
These projections are broadly in line 
with those of the Blue Chip forecasters 
noted earlier.

Bernanke also revealed that Fed 
policymakers project that core PCE 
(personal consumption expenditure) 
inflation was expected to continue 
falling slowly.  Following a 2.3 percent 
increase last year, core prices are pro-
jected to increase by between 2 percent 
and 2.25 percent this year and then 
by between 1.75 and 2 percent next 
year.  However, policymakers continue 
to note that the  “predominant policy 
concern” is that inflation will not ease 
to the degree most expect.

Several developments will probably 
exert some restraint over the near-term 
inflation rate.  First, with oil prices no 
longer on an upward trajectory, firms 
may face less pressure to raise prices to 
offset higher energy costs.  Second, the 
slower pace of economic activity may 
spur firms to compete more aggres-
sively on the price side.  Third, the 
FOMC’s commitment to price stabil-
ity should help temper future price 
increases.  If, however, core inflation 
plateaus at a rate above 2 percent, then 
many policymakers would likely press 
for further action.

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



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

Commercial Bank Performance Ratios
fourth quarter 2006
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For additional banking and regional data, visit our web site at:  
www.research.stlouisfed.org/fred2/

Eighth District

Arkansas

Illinois

Indiana

Kentucky

Mississippi

Missouri

Tennessee

3.53 5percent0 .25 .50 .75 1 1.25 1.50

1.18
1.19
1.19

1.15
1.02

1.08
0.98

1.01 
1.20

1.27
1.14
1.16

1.22
1.22

1.25
1.24

3.90
3.87

4.18
4.20

3.63
3.73

3.63
3.49

4.06
3.75

4.12
4.18

4.09
3.99

3.39

41.51 2.52 4.5

Return on Average Assets * Net Interest Margin*

3.56

Eighth District

Arkansas

Illinois

Indiana

Kentucky

Mississippi

Missouri

Tennessee

.250.5 .75 10 1.25

0.77
0.85

0.92
0.86

0.90
0.80

0.93
1.15

0.75
1.11

0.45
0.42

0.59
0.68

0.96
0.99

1.23
1.28

1.36
1.45

1.22
1.20

1.29
1.46

1.13
1.44

1.25
1.35
1.35
1.35

0.95
0.89

.50 .75 1 1.25 1.50 1.75.25

Nonperforming Loan Ratio Loan Loss Reserve Ratio

Fourth Quarter 2006 Fourth Quarter 2005

1.35 1.20 1.10 1.35 1.22 1.32 1.27 1.37

3.48 4.34 4.34 4.27 4.31 3.92 4.11 3.25

0.79 0.76 0.80 0.69 0.74 0.60 0.67 0.84

1.16 1.25 1.27 1.22 1.24 1.21 1.23 1.13

www.stlouisfed.org
The Regional Economist n April 2007



www.stlouisfed.org
The Regional Economist n April 2007

Nonfarm Employment Growth*
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Major Macroeconomic Indicators
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Additional charts can be found on the web version of The Regional Economist.  
Go to www.stlouisfed.org/publications/re/2007/b/pdf/04_07_data.pdf.
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Next Issue

Industrial loan companies  
have	been	part	of	America’s	financial	

landscape	for	a	century	with	little	

fanfare.		But	lately,	they’ve	been	the	

subject	of	much	legislative	debate,	

sparked	by	Wal-Mart’s	proposal	in	

2005	to	open	such	a	bank.		Facing	

mounting	criticism	and	scrutiny,		

Wal-Mart	withdrew	its	application		

last	month.		But	the	controversy	

continues	since	other	large	retailers	

already	run	such	financial	institutions.		
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