
Book Review 
Old South, New South: 
Revolutions in the Southern Economy Since the Civil War 

by Gavin Wright 
Basic Books, New York, 1986. 
$19.95. 

Economists and historians agree that the south-
ern economy per formed poorly after the Civil 
War. The destruct ion of l i fe and property dur ing 
the war and in i t ia l confus ion abou t how ag-
r icu l tura l p roduc t i on shou ld be reorgan ized 
he lp to explain the dismal economic condi t ions 
immedia te ly after the war. The recovery, how-
ever, was p ro longed and perhaps incomp le te . 
By 1880 southern commodi ty ou tpu t per capita 
was st i l l 21 percent be low its 1860 level, and it 
was not unt i l the beginning of the twent ie th cen-
tury that it had returned to its 1860 level. 

Explaining the long-run pattern of decl ine 
and recovery of the pos tbe l lum southern econ-
omy has proved more di f f icul t and complex than 
expla in ing the immedia te post-Civi l War pat-
tern. Most economic research in recent years 
has emphasized the agricultural sector, pro-
ceeding along several paths. The explanat ions 
for the South s poor performance after the war 
inc lude the rise of monopol is t ic and explo i t ive 
credi t markets, a large withdrawal of labor by 
blacks, a shift away from agricultural self-suf-
ficiency towards product ion of cot ton for the 
market, and a s lowdown in wor ld demand for 
cotton. Emancipat ion wi thout red is t r ibut ion of 
land to f reedmen has also been suggested as a 
cause of weak credi t markets and a contr ibutor 
to the deve lopment of family sharecropping. 

In Old South, New South, Gavin Wright brings an 
extensive and diverse col lect ion of economic 
evidence to the debate on the economic de-
ve lopment of the South after the Civil War. To 
c o o r d i n a t e t he a b u n d a n c e of i n fo rma t ion , 
Wright introduces the theme of a southern labor 
market isolated from the rest of the nation, a 
labor market characterized by unski l led labor 
and low wages opera t i ng i n d e p e n d e n t l y of 
inf luences from the North. New Deal legislat ion 
he lped to br ing the southern labor market into 
contact wi th the national market by establ ishing 
m in imum wages and other measures that made 
industr ies based on unski l led labor less attrac-
tive to investors. The South began welcoming 
new industr ies from the North, which eventual ly 
led to the economic rebi r th of the region. 

To understand the causes of the South's low-
wage, isolated labor market, Wright looks first at 
the role of slavery. Slaves, according to Wright, 
were va luab le assets, and they were easi ly 
moved to the more product ive states l ike Mis-
sissippi, Louisiana, and eastern Texas to take 
advantage of more fer t i le soil. Wright contends 
that because their weal th was pr imari ly in the 
form of slaves, planters had few ties to a local 
area and l i t t l e incent ive to make long- te rm 
investments in other assets l ike land improve-
ment, communi ty deve lopment , or education. 
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Such investments wou ld improve land values, 
bu t they wou ld not add to the value of slave 
capital. Thus, the an tebe l lum South was marked 
by a lack of towns and schools. Cotton produc-
t ion on plantat ions that were of ten self-con-
ta i ned c o m m u n i t i e s was emphas ized , w h i l e 
diversi f icat ion in to o ther natural resources l i ke 
iron, var ious minerals, and t i m b e r was ne-
glected. 

Emancipat ion tu rned the South's specializa-
t ion in cot ton and slave labor into a l iabi l i ty. 
Land became the planter 's pr imary asset, and 
cot ton product ion became even more impor-
tant because it was the crop that y ie lded the 
highest value per acre. The former slaves be-
came part of a low-wage, unski l led labor force 
that was mob i l e wi th in the South bu t isolated 
f rom the h igher-wage nor thern labor force. 
Much of the labor force was engaged in agricul-
ture as sharecroppers, an arrangement that had 
evolved after planters and f reedmen real ized 
that cash wages could not be pa id regularly 
owing to a lack of ready cash. The lack of invest-
ment in schools and communi ty deve lopmen t 
before the Civil War con t r ibu ted to the persis-
tence of the unski l led labor force after the war. 
There was remarkably l i t t le migrat ion into or out 
of the South unt i l the turn of the century, when 
blacks began migrat ing to the northern indus-
tr ial areas. 

The isolated labor market affected the choice 
of technology and ou tpu t in various industr ies. 
The expanding text i le industry was labor- in-
tensive and for a long t ime tended to produce 
coarser and more basic materials. Because of 
abundant low-wage labor, the southern text i le 
industry domina ted the New England mi l ls by 
1910-20. The iron and steel industry in Ten-
nessee and Alabama manufactured mostly p ig 
iron that was later processed in northern plants. 
The South had l i t t l e success in sh i f t ing in to 
modern methods of steel-making, part ly be-
cause of an unski l led labor force. Wright argues 
that l i t t le incentive existed to deve lop capital-
or mach ine- in tens ive techno log ies and pro-
cesses. Cot ton harvest ing cou ld have b e e n 
mechanized sooner, bu t the economic incen-
tives d i d not yet exist in the n ineteenth and first 
half of the twent ie th centuries. It was cheaper to 
use unski l led labor. It was not unt i l 1970 that vir-
tual ly all cot ton was mechanically harvested. As 
late as I960, about half was st i l l harvested by 
hand. Wr ight adds that the South had l i t t l e 
incentive to invest in the educat ion of its cit-
izens because workers wi th increased sk i l ls 
could command higher wages. Unfor tunate ly , 

they wou ld p robab l y migra te to the Nor th, 
where wages were higher, rather than stay in the 
South, where bus iness was unw i l l i ng to pay 
higher wages, and the South would have nothing 
to show for its investment. 

The New Deal and World War II brought the 
isolated southern labor market into contact wi th 
the national market. M in imum wage laws were 
par t icu lar ly e f fect ive in ra is ing wages in t he 
South, giving workers whose jobs were e l imi -
nated by higher wages the incentive to move 
north. Subsidies and benef i t payments created 
by the Agricultural Ad jus tment Act in 1934 gave 
planters more reason to e l iminate tenants and 
wage laborers. The d isp laced agricultural work-
ers had no place to go because m in imum wage 
laws effectively prevented southern indus-
tr ial ists f rom hir ing them as well. Many unski l led 
workers, whites as wel l as blacks, migrated north 
in hope of f ind ing work. Wi th the e l im ina t i on of 
a d is t inc t sou thern labor market , the South 
we lcomed flows of outs ide capital and sk i l led 
labor into new and modern industr ies. By the 
1950s southern communi t ies were actively re-
crui t ing northern industry. Some had started as 
early as 1937. The result we see today is a com-
plete ly new economy deve lop ing in the shell of 
one that no longer exists. 

Wright's theme of an isolated labor market 
coordinates the deta i l in Old South, New South 
effectively. It also leaves one asking for more. 
The term " iso la ted" suggests that barriers pre-
vented labor from enter ing or leaving the South, 
but what these barriers may have been is vague. 
Northern percept ions of racism and slavery may 
have made the South an undesi rable place to 
live, bu t they d i d not prevent Northerners from 
deve lop ing signif icant financial contacts in the 
a n t e b e l l u m South. The sense in wh ich t he 
southern labor market was " iso la ted" is unclear. 
There were no legal restr ict ions or t rade sanc-
t ions imposed on t rade wi th the pos tbe l lum 
South. Ind ica t ions exist that ra i l road f re ight 
rates d iscr iminated against the South, bu t this 
has been d i spu ted by some economists. Others 
have po in ted out that decl in ing t ransportat ion 
costs in general in this century he lped to br ing 
the South into the national economy, l im Crow 
laws enacted around the turn of the century 
were an a t tempt to restrict black mobi l i ty , but 
they were also a reaction in part to the migrat ion 
of blacks to northern cit ies. Whi te landowners 
and industr ial ists were fearful of losing the i r 
source of cheap, unski l led labor. Even so, they 
d i d not prevent blacks from migrat ing by the 
thousands to the North. Finally, w i thout slave 
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labor, the Sou ths extraordinary abi l i ty to pro-
duce cot ton profi tably and efficiently was lost; 
what replaced slave farming after the Civil War 
prov ided l i t t le incentive for migrants to set t le in 
the South or for no r therners to con t i nue l end -
ing capi ta l there . However, the fact that the 
South was poorer than the rest of the nat ion 
after the Civil War does not establ ish that i t 
was isolated. 

There is l i t t le d o u b t that the southern labor 
force was less ski l led and, hence, more l im i ted 
in oppor tun i t ies , than the northern. That the 
southern labor force was unski l led and poorly 
educated, however, was probably due in part to 
the large propor t ion of former slaves in the pop-
ulat ion; these indiv iduals would have received 
no educat ion whi le they were enslaved, regard-
less of how mob i le slave owners had been or 
how unwi l l ing to invest in schools (presumably 
for whites only) or communi ty deve lopment . If 
slaves and owners had not been mobi le , it is 
hard to bel ieve that the labor force would have 
been much bet ter educated and more ski l led. 
The t rans ience of p lan ters and m o b i l i t y of 
slaves does not really expla in why the southern 
labor force remained unski l led after the Civil 
War. A similar westward migrat ion before and 
after the war was taking place in the North, wi th 
farmers from older, less product ive farms in the 
East and foreign immigrants moving to the new 
and more product ive land of the Midwest. Their 
mobi l i ty d i d not prevent them from set t ing up 
schools or deve lop ing communi t ies. 

Wright's emphasis on an isolated labor mar-
ket at t imes obscures other economic factors 
that he lp to explain the deve lopment of the 
Southern economy and also the dist inct iveness 
of the Southern labor force. A poor credi t market 
and less product ive land tenure arrangements 
are two such factors that Wright and others have 
presented that are worth further elaborat ion. 
The system of sharecropp ing that rep laced 
slave farming after the Civil War and con t inued 
into the 1930s was far less eff ic ient and prof i t -
able. In short, emancipat ion e l im inated a valu-
able source of wealth and col lateral as wel l as a 

p ro f i t ab l e m e t h o d of p r o d u c t i o n for s o m e 
southerners. 

Wright also intent ional ly keeps the level of 
statistical analysis low so as not to discourage 
the general reader. The lack of some s imp le 
t ime-ser ies or correlat ion analysis of northern 
and southern wage rates, however, frustrates 
our understanding of the sense in which the 
southern labor market was isolated. If southern 
wages t e n d e d to move wi th northern wages, this 
would ind icate t ha t pe rhaps b o t h reg ions had 
labor markets that were ei ther l inked or re-
spond ing to a common set of influences. Show-
ing that southern wages were s imply lower than 
northern wages does not real ly es tab l ish the 
fact that the South was isolated. It is the degree 
of co-movement that is of real interest here. Per-
haps the pos tbe l lum South was isolated in the 
sense that it was an area with l i t t le prof i t oppor -
tuni ty rather than an area that was inaccess ib le 
to investment or labor flows. 

Wright suggests that the book chronicles the 
history of an economy that no longer exists; he 
p rov ides few po l i cy imp l i ca t i ons for fu tu re 
growth. Nevertheless, he points out that the 
new South is part of a larger, g lobal economy, 
and he warns that rel iance on economic forces 
alone is not enough to assure social justice. In 
particular, he po ints out that wh i le historically 
blacks have been exc luded from many sk i l led 
and professional occupations, the increasing 
importance of white-col lar, high-skil l , high-tech 
occupat ions may exc lude unsk i l l ed and mi-
nor i ty p e o p l e f rom economic advancement 
even more than in the past. Cont inu ing d i rect 
effort by government to br ing these peop le into 
the expanding economy wi l l be necessary. 

In sp i te of my concern over the term "iso-
lated," Old South, New South shou ld be read; it 
br ings toge ther many separa ted st rands of 
research in a thought-provoking style that is 
accessible to the general reader as wel l as the 
economist. 

—Ion Moen 

The reviewer, a specialist in labor markets, is an economist in the 
regional section of the Atlanta Fed's Research Department. 
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Book Review 
Rational Expectations and \nflation 

by Thomas J. Sargent 

New York: Harper & Row, 1986. 212 pages. 

$9.00 

The message contained in Thomas Sargent's 
Rational Expectations and Inflation is qui te clear: 
inflation is not really a monetary phenomenon; 
that is, it has l i t t le to do with inappropriate 
changes in the quantity, per se, of money. The 
real culprit behind an increasing price level is a 
decrease (or an expected decrease) in the value 
of assets that back the money supply. As such, 
this book breathes some new life into the Real 
Bills doctrine, though in a rational expectations 
framework, implying that money, l ike any other 
financial instrument, gains its value by the as-
sets behind it.1 The Real Bills doctrine, at least 
as in terpre ted by Sargent and some others, 
holds that if the money supply is backed by 
"real'' assets, then price level stability, among 
other things, will not be a problem.2 

The book is a collection of six related essays, 
written on a level accessible to undergraduates. 
It centers on the problem of the interaction 
("strategic in terdependence") of fiscal and 
monetary regimes and their resulting impact on 
the price level. It can be loosely d iv ided into 
three, two-chapter sections. 

The first third of the book contains two essays 
concerning the implications of rational expec-
tations for mainstream macroeconomics. Sar-
gent finds fault with models that do not regard 

Thanks to Elsevier Science Publishers for permission to reprint parts of 
this review, which appeared in the Jou rna l of B a n k i n g a n d F i n a n c e , 
vol. 10 (Winter 1986), pp. 618-620. 

an indiv idual 's or an inst i tut ion 's economic 
behavior as a function of the policy regime— 
"the rules of the g a m e " - a n d provides a rather 
interest ing analogy to the National Football 
League. A change in the rules of the game will 
lead to compound changes in behavior, and 
these changes wil l invalidate the results of any 
model that does not take into account the effect 
of the policy regime along with other factors. 
Sargent argues that the insights of rational 
expectations require macroeconomics, includ-
ing econometrics, to be forward-looking enough 
to see fundamental changes of behavior result-
ing from changes in policy. 

The text goes well beyond this problem, a 
s imple generalization of the "Lucas cri t ique."3 

Sargent also addresses the issue of the cred-
ibi l i ty and sustainabil ity of policy regimes once 
announced, as well as associated changes in 
macroeconomic behavior given the eventual 
outcome of the regime. It is in this respect that 
inf lat ion stops being a monetary phenome-
non. 

Sargent's second chapter, "Reaganomics and 
Credibi l i ty," argues that a continuous series of 
large deficits cannot persist indefinitely when 
accompanied by a tight monetary pol icy. Rather, 
he contends, the deficit regime must be expect-
ed to ult imately end or result in an increase in 
the base money supply as the fiscal authority 
finds it has progressively more diff iculty market-
ing its growing supply of bonds. (In view of 
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recent U.S. experience, this discussion is qu i te 
timely.) It comes down to a game of " ch i cken " -
either the fiscal authorit ies stop deficit spend-
ing, or the monetary authorit ies relax their grip 
on the money supply, and agents must guess 
who will be the first to back down. 

This analysis impl ies that a change in policy 
must be evaluated not simply on its own, but 
also by what the new policy portends for future 
changes in policy. Not only do agents modify their 
behavior as a result of a change in policy; they 
also recognize the constraints that the new 
policy may place on future regimes and modify 
their behavior now as a reaction to what is per-
ceived as being a necessary policy change in 
the future. 

The second third of the bookcontains two his-
torical essays concerning the problem of ending 
inf lat ion. Sargent examines one ep isode of 
moderate inflation and four periods of hyperin-
flations (all inter-war, European). He finds that, 
in these cases, a change in fiscal regime, not a 
change in monetary policy, brought the inflations to 
quick and rather costless ends, that is, with no 
prolonged bouts of increased unemployment. 
The ends of the four hyper in f la t ions were 
characterized by a rap id stabi l izat ion of the 
price level that accompanied a credible change 
in fiscal policy away from clearly uncontrol led 
deficits. The money supply itself continued, in 
each of the cases s tud ied, to grow at qu i te 
remarkable rates for extended periods of t ime. 
The vast increase in the supply of money d id not 
have any impact on the price level; Sargent 
attr ibutes this to the change in the backing of 
the money—away from clearly worthless govern-
ment debt toward private deb t that was backed 
by real assets. Sargent thus makes a compel l ing 
case for the Real Bills doctrine. 

The final third of the book contains two essays 
that probably would have been better placed 
with the first and second thirds of the book, re-
spectively. Chapter 5, "Some Unpleasant Mon-
etarist Arithmetic," is the now familiar article 
wherein Sargent and Neil Wallace argue that a 

cont inued deficit (factoring out interest pay-
ments) is not compat ib le with a tight money 
policy if the rate of interest is greater than the 
economy's growth rate. Asa result, if fiscal policy 
"domina tes" monetary policy, expectat ions 
about future money growth, and hence future 
inflation, will result in higher rates of inflation. 

The last essay, Chapter 6, contains some in-
teresting speculations regarding currency de-
preciation in Hong Kong. Sargent, with David J. 
Beers and Wallace, contends that the drop in 
value of the Hong Kong dollar during the early 
1980s may have been the result of the uncertain 
value of the assets backing loans in financial 
firms' portfolios. This uncertainty, they argue, 
may be due to the possiblechange in ownership 
of Hong Kong, coming with the expiration of the 
British lease of the territory. Inflation then may 
be welcomed by the financial community, for it 
lowers the real value of firms' l iabi l i t ies as the 
value of their assets drops. In effect, inflation 
divides the asset value loss of financial insti-
tut ions between the firms themselves and their 
depositors. The depreciation of the currency 
may be serving to "smooth the Hong Kong 
economy's adjustment to lower real property 
values in terms of foreign currency" (p. 202). 

Overall, Rational Expectations and \nflation should 
serve to rekindle interest in the Real Bills doc-
trine. My only regret is that Sargent d id not 
include "The Real Bills Doctrine vs. The Quan-
tity Theory: A Reconsideration" (journal of Political 
Economy, 1982, with Neil Wallace), though I sus-
pect this was in keeping with trying to make the 
book as accessible as possible. At the very least, 
this text focuses attention on the importance of 
non-monetary (particularly fiscal) develop-
ments in making monetary policy. For those 
interested in policy issues or inflation, this book 
is well worth reading. 

—Thomas J. Cunningham 

The reviewer, a specialist in macroeconomics and monetary theory, is an 
economist in the macropolicy section of the Atlanta Fed's Research 
Department. 

N O T E S 

" 'Rat ional expectat ions" assumes that people form their expec-
tat ions on the basis of all available information. Some of the far-
reaching impl icat ions of this approach, wh i ch ga ined acceptance in 
the 1970s, are detailed in the text. 

JNot everyone agrees; there are other interpretations of the Real Bills 
doctr ine and other facets to this interpretation, though the money / 
pr ice relat ionship is, I believe, the most important for the present dis-
cussion. Whether or not there is any agreement on the specif ic form 

of the Real Bills interpretation, most economis ts ho ld the doctr ine, 
though not necessari ly in this speci f ic form, in disrepute, either 
because of pr ice level instability, procycl ical i ty problems, or some 
combinat ion of both. Further, it should be added that "real assets" 
d o not necessari ly imply, say, a go ld standard. 

3Robert E. Lucas, Jr., "Econometr ic Policy Testing: A Crit ique," in The 
Phillips Curve and Labor Markets, edi ted by Karl Brunner and Allen 
H. Meltzer (Amsterdam: North-Hol land, 1976), pp. 19-46. 
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Book Review 
In Whose Interest? 
international Banking and American Foreign Policy 

by Benjamin j. Cohen. 
New Haven and London: Yale University Press, 
1986. 347 pages . $19.95. 

What role did bankers play in gaining release 
of the American hostages in Iran? Did American 
banks' financial stake in Polish loans constrain 
U.S. support of the labor union Solidarity? Has 
American foreign pol icy in the Middle East been 
affected by Arab deposits in our nation's banks? 
How have Latin American loans complicated 
U.S. foreign policy in that region? Conversely, 
how have foreign policymakers helped to deter-
mine the international activities of American 
banks in all of these instances? 

Benjamin J. Cohen addresses these ques-
tions and many others in his far-reaching 
analytical study, In Whose Interest? Inter-
national Banking and American Foreign Policy. 
Benjamin Cohen is Professor of International 
Economic Affairs at Tufts University's Fletcher 
School of Law and Diplomacy. The book was 
commissioned by the Council on Foreign Re-
lations, "a nonprofit and nonpartisan organiza-
tion devoted to promoting improved under-
standing of international affairs through the free 
exchange of ideas." 

Today, international banking and internation-
al politics are inextricably entangled. What 
makes the matter most interesting and most 
complex is that, although international bankers 
and the makers of foreign policy share the same 
turf, they are not playing the same game. Banks 
are rightfully profit-motivated; foreign policy-
makers have an agenda that includes other 
national interests. "The essence of the prob-

lem," Cohen writes, " is that bankers and pol-
icymakers do not share all the same motivations 
or goals. Whi le their activities have become 
increasingly intertwined and interdependent, a 
potential for conflicting interests exists—and 
such conflict could severely handicap the public 
authorities in their ability to formulate and 
implement an effective foreign policy" (p. 4). 

Recent events, most notably the Latin American 
debt situation, urgently bespeak our need to 
understand the relationship between inter-
national bankers and foreign policymakers. 
Cohen's book is a response: "[it] is written in the 
hope of promoting better general understand-
ing of the complex issues involved in bank-
government relations in the foreign pol icy area" 
(p. 5). Toward this end he succeeds. 

Cohen has produced an informative, even-
handed treatise that deals comprehensively 
with the interrelatedness of international bank-
ing and international politics. The book is void 
of histrionics. Not only is Cohen's style more 
sober and academic than that, but the subject 
matter simply does not call for an account of 
intrigue and conspiracy. Cohen explains con-
vincingly why "conspiratorial social theories . . . 
have little intellectual or empirical substance" 
(p. 60). Banks' direct efforts to influence govern-
ment as it forges foreign policy or, on the other 
hand, direct attempts by government "to shape 
the commercial decisions of banks" are rarely 
rational strategies in the overseas arena. Con-
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siderations of effectiveness, efficiency, equity, 
and external relations, "the four e's" as Cohen 
calls them, serve as restraints. 

Indirect influences are the more fundamental 
factors governing interactions between inter-
national bankers and policymakers. "Inevitably, if 
unintentionally, each side has an impact on the 
decision-making environment of the other 
through the ongoing pursuit of its own legiti-
mate responsibilities and objectives" (p. 68). 
Cohen goes on to add: "Banks may have be-
come more sensitive to noneconomic (political) 
considerations and influences and increasingly 
factor these into their ongoing commercial 
decisions. Banks, conversely, through their 
ongoing commercial decisions, may have im-
pacts on the general foreign pol icy environment 
that alter the issues of sal ience for pol icy and/or 
the nature and scope of policy options available 
to government officials" (p. 59). The analysis of 
the book is focused on this more subtle but 
richer type of interrelationship. 

Cohen couples his theoretical analysis with a 
historical discussion. Reaching as far back in 
time as ancient Babylonia, he recounts the rise 
and fall of history's great banks through tales 
that are both entertaining and illuminating. 
Parallels are easy to draw between events of the 
past and conditions today. For example, debt 
crises arose in the fourteenth century and again 
in the fifteenth century as the world's most 
powerful banking houses, then in Florence, 
faced default on loans to a then-developing 
country—England. In the seventeenth century 
the Hapsburgs could not repay their debts, a 
development that shook the Fugger bank of 
Germany. By the nineteenth century British 
banks took their turn at losing money on sov-
ereign loans; the debtors were the newly in-
dependent nations of Latin America. 

The author's historical digression serves two 
purposes. First, it puts into perspective the 
events of the " Incredible Quarter Century" 
(1957-1982) when international banking seemed 
to emerge and take off. International banking 
and lending to sovereign states are not new 
phenomena; their problems and pitfalls have 
been experienced before. History reveals a 
cycle of boom and bust in sovereign lending, 
followed by retreat from international banking. 
Subsequently, when the previous history has 
been forgotten, the cycle begins afresh. 

Second, Cohen draws valuable lessons from 
the historical discussion. He emphasizes—and 
it must be emphasized—that international 
banking and lending to sovereign states are not 

inherently bad. On the contrary, mobilization of 
capital is extremely important for world pros-
perity. In order to grow, developing nations 
need investment funds, which cannot always be 
raised domestically. Foreign investors, on the 
other hand, benefit from the high returns de-
velopment promises. The lesson to draw, rather, 
is that international banking, and sovereign 
lending in particular, is inherently dangerous. 
Sovereigns are not always good credit risks. Cer-
tainly countries do not go bankrupt, out-of-
business, and into oblivion the way firms might, 
but it is precisely because they risk no financial 
death penalty that independent nations are 
often less restrained in their borrowing than 
they ought to be. 

The historical experience, according to Cohen, 
yields further lessons in relation to the short-
comings of lenders. Cohen calls for increased 
regulation of international financial activity "to 

"International banking and lending 
to sovereign states are not new phe-
nomena History reveals a cycle of 
boom and bust in sovereign lending, 
followed by retreat from inter-
national banking." 

temper the drives that naturally result from the 
intensity of competition in the financial sector. 
Lenders' animal spirits must be kept firmly in 
check" (p. 115). 

Analyzing the historical record, Cohen notes 
that "foreign lending manias have been closely 
associated with an oversupply of capital. Inves-
tors have been driven to find outlets for surplus 
funds" (p. 116). He therefore recommends more 
restraint on the part of governments in their 
management of liquidity. From the standpoint 
of economic theory, this observation is one of 
Cohen's most interesting contributions. Tradi-
tional monetary theory dictates that, as liq-
uidity increases, funds are directed to invest-
ment projects offering highest returns, and any 
surplus funds are channeled to those with 
slightly lower returns. By satisfying the need for 
credit in the highest returning projects, an 
expansion of liquidity draws down the marginal 
productivity of capital and thus brings down 
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interest rates. Cohen's point is that surplus 
funds, rather than flowing to lower yielding pro-
jects, instead flow to riskier projects. On a risk-
adjusted basis, interest rates will be lower, but 
the aggregate portfolio of investments will cer-
tainly be riskier. One way government can 
manage systemic risk, therefore, is via restraint 
in monetary policy. Cohen's argument is uncon-

l ventional yet plausible, one that warrants fur-
ther empirical research. 

Four case studies illustrate the complex 
interactions of high finance and high politics in 
the modern era. Cohen describes and analyzes 
1) the threat that Arab deposits in American 

^ banks could be manipulated to disrupt our 
domestic economy, 2) the Iranian hostage 
episode during which Iranian assets in U.S. 
banks were frozen, 3) the Polish debt crisis coin-
ciding with the suppression of rights in Poland, 
and 4) the Latin American debt situation. In 

"Foreign policy ends are served when 
i international financiers do not overex-

tend, and economic ends are served 
when government officiais refrain from 
intervening. " 

intricate cases such as these, international 
bankers and policymakers sometimes hinder 
one another and at other times support one 
another. At all times they must be aware of 
one another. 

Cohen concludes his study with several pre-
scriptions. "The ultimate goal is maximization of 
joint benefits. If the relationship between bank-
ers and foreign policymakers cannot be ignored, 
why not, then, make the most of it?" (p. 280). To 
do so, he asserts, requires enhanced informa-
tion, communication, and moderation. Inter-
national bankers and government officials must 
gather and share pertinent information. Sec-
ond, they must engage in a "structured dia-
logue" through which the two parties can discuss 
conflicts and mutual interests in a forward-
looking manner. Such communication would 
enable them to plan strategically, eliminating 
the steady need to deal extemporaneously with 
problems stemming from past mistakes. Third, 

Cohen admonishes bankers and governments 
alike to curb their excesses and practice mod-
eration. Foreign policy ends are served when 
international financiers do not overextend, and 
economic ends are served when government 
officials refrain from intervening. 

The author labels these recommendations 
"an ounce of prevention," adding, however, that 
existing problems require "a pound of cure." 
The stubborn Latin debt crisis, Cohen claims, is 
an example of a market failure and consequent-
ly warrants government initiative. The solution 
to the global debt crisis is negotiated settle-
ment wherein burdens are shared by all parties. 
This may seem unfair, but, as Cohen reminds us, 
the poor judgment that caused the problem was 
exercised by all parties, too. And, of course, he 
adds that a reduced federal budget deficit 
would bring down interest rates, thus making 
Third World debt service more manageable. 

Cohen's work is indeed remarkable. He or-
ganizes a vast body of information, analyzes it, 
draws inferences, and relates these inferences 
to the pressing problems of today. Nonetheless, 
the author leaves room for marginal improve-
ments. First, he limits the scope of the analysis 
to banks. Banks are special, according to Cohen, 
because they are highly leveraged and because 
their successes or failures have systemic im-
plications. Granted, Cohen defines banking 
through function and not form, and thus in-
cludes some financial institutions that have 
increasingly entered into bank-like activities. 
But he excludes still other kinds of firms that are 
vulnerable and whose failures also would jeop-
ardize the greater economy's health. Congress 
bailed out Chrysler and Lockheed when pros-
pects of their bankruptcies threatened system ic 
well-being. When such industrial firms invest 
directly overseas, and when foreign multinat-
ionals buy assets inside the United States, do 
they not then satisfy the same criteria for special 
consideration that Cohen laid down for banks? 

Calls for self-restraint by banks and for stricter 
supervision both are problematic. Theoretically, 
banks act in their own self-interest. A vague 
directive to practice self-restraint, which is 
equivalent to acting against one's own self-
interest, cannot succeed. The request for strict-
er supervision, however, also misses the mark. 
Observations that banks may have acted im-
prudently in the past motivate Cohen's call. But, 
as he has shown, it is in an individual bank's own 
best interests to act prudently. If the profit 
motive does not encourage appropriate cau-
tion, then the challenge is to identify the rea-
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sons for this market failure. Regulators then can 
intervene minimally, altering the market envi-
ronment just enough to prevent the failure. 

Cohen argues that banks were myopic in their 
lending practices, partly because managers 
were enticed by quick short-term profits accru-
able before those managers moved on to dif-
ferent jobs. A more likely explanation is that 
bank accounting standards and reporting prac-
tices bias managers toward seeking short-term 
returns. In either case, the questions arise: Why 
do bank stockholders and boards of directors 
allow such behavior? What minimal interven-
tion would alter the incentive structure and 
thereby eliminate the inefficiency? Addressing 
these questions, and undertaking this sort of 
specific analysis, should prove more effective 
than structuring additional supervision and 
demanding greater self-restraint. Agencies for 
this type of intervention are already in place. 

The author's call for more sharing of informa-
tion and increased communication poses prob-
lems as well. A "structured dialogue" might 
evolve into yet another government agency in-
tent on regulating banks—a prospect that banks 
are hardly likely to encourage. Moreover, one 
wonders where it will stop. Should foreign 

policymakers become involved with every 
enterprise that bears on international relations? 
Is banking really that special? Agriculture, the 
energy industry, even universities may affect 
foreign policy today; should foreign policy-
makers not engage them in a dialogue, too? 

Cohen should expect some disagreement 
over his policy recommendations and some 
resistance to his singl ing out of banks for special 
treatment. Yet it is to his credit that the book is 
provocative, for this quality indicates that 
Cohen has succeeded in his primary task. The 
careful reader is rewarded with an "under-
standing of the complex issues involved in 
bank-government relations in the foreign pol icy 
area"—so much so that he should feel qualified 
to disagree with the specifics of Cohen's recom-
mendations. For the interested and patient 
reader, In Whose Interest? is a valuable re-
source and well worth the investment. 

—Steven P. Feinstein 

The reviewer, a specialist in stock and options markets, is an 
economist in the financial section of the Atlanta Fed's Research 
Department. He wishes to express his appreciation to Sheila Tschinkel 
for her helpful comments and suggestions. 
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Book Review 

Reference Works in 
Business and Economics 

The books reviewed here are new and recent-

ly published monographs (1984-87) that have 

broad reference application in business and 

economics. Included also, however, are two 

rather specialized titles published by the Inter-

national Monetary Fund, since these deal with 

concepts coming to the fore as the importance 

of international trade increases. Despite their 

proven excellence, continuing serial publ ications 

such as the annual Economic Report of the Pres-
ident do not fall within the scope of this review. 

Accounting, Banking, 
Finance, and Economics 

Barron's Finance and Investment Handbook, by 

John Downes and )ordan Elliot Goodman. 

Woodbury, New York: Barron's Educational 

Series, 1987. 994 pages. $18.95. 

Designed as a desktop reference for investors 

of all kinds, this handbook seems sophisticated 

and comprehensive enough to suit the pro-

fessional while being sufficiently basic and 

accessible for the student or occasional inquirer. 

The reviewer, associate librarian of the Atlanta Fed's re-
search library, is a specialist in banking, economics, and 
finance information. 

The book focuses on the application of financial 

and investment information, and so its format 

incorporates a wealth of answers to timely ques-

tions. For instance, what do futures contracts for 

interest rates or for stock indexes involve? What 

are mortgage-backed (pass-through) securities 

and zero-coupon securities? A self-contained 

dictionary of finance and investment (pp. 159-

541) covers these kinds of terms. 

Exhaustive lists of agencies and other organ-

izations useful to the investor make up another 

section of the book. Included, for example, is a 

hierarchical array of the Federal Reserve System 

with the addresses and telephone numbers for 

the Board, the District banks, and the Branch 

banks. Elsewhere, a useful selection of histori-

cal data and charts illustrates the performance 

of phenomena like the Bond Buyer Index, 

NASDAQ, and the Wilshire 5000 Equity Index. A 

thoroughly constructed table of contents and in-

depth index permit ready access to points of 

inquiry. Recommended as a handy, compact 

reference book. 

Dictionary of International Finance, by Julian 

Walmsley. Second edition. New York: John 

Wiley & Sons, 1985. 222 pages. $39.95. 

This edition of a well-respected work em-

phasizes international topics and introduces 

Jerry ). Donovan 
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coverage of terminology related to growing 

areas like financial futures and options markets. 

Most entries consist of a concise definition or 

discussion of a term followed by a brief biblio-

graphy of further reference sources. Some 

definitions are accompanied by diagrams, as 

well. 

"Balance of trade" is textually defined in 

American English terminology, but the French, 

f U.K., and Continental idiomatic differences 

fundamental to understanding this concept are 

noted. "Futures" are discussed comprehen-

sively not only in reference to commodities but 

also to financial instruments such as stock index 

futures. Additional terms of contemporary in-

terest are "interest rate swaps" and "securitiza-

tion." Names of foreign organizations appear in 

the original language with their respective 

acronyms: "Banco Centroamericano de Inter-

gracion Economica" and BCIE. The "Bank for 

International Settlements (BIS)" entry exem-

plifies this dictionary's thorough scholarship: it 

refers the user to the Basle Agreement, for com-

parison, and to the European Monetary Fund, 

which the BIS administers. Recommended for 

research/scholarly use. 

Handbook of United States Economic and 
Financial Indicators, by Frederick M. O'Hara, Jr. 

and Robert Stignano. Westport, Connecticut: 

Greenwood Press, 1985. 224 pages. $35.00. 

Information about the most important U.S. 

measures of economic activity is uniquely com-

piled in this handbook. More than 200 indicators, 

drawn from 50 or more fully documented sources, 

are encompassed. Indicators may take many 

forms: volumes, ratios, indexes, composites, 

i and so on, and they may be viewed over the 

short or the long term. The book is designed for 

use by researchers who need quick answers 

about various indicators, help in finding their 

current and historical values, and the names 

and addresses of their issuing agencies. 

In addition to its inclusive treatment of serious 

economic indicators, the book also explains 

tongue-in-cheek "nonquantitative" measures 

(for example, the Hemline Index, Superbowl 

Predictor, and Drinking Couple Count) for the 

edification and delight of readers who must 

grapple with the often whimsical terminology of 

Wall Street. Besides the body of main entries, 

the work carries an alphabetical index and three 

appendixes (Nonquantitative Indicators, Ab-

breviations List and Guide to Sources, and List 

of Compilers of Indicators). Recommended for 

research/scholarly use. 

The Desktop Encyclopedia of Corporate 
Finance and Accounting, by Charles J. Woelfel. 

Chicago: Probus Publishing, 1987. 518 pages. 

$27.50. 

Beyond its authoritative definitions, this 

encyclopedia describes accounting and finan-

cial reporting theory, principles, and practices. 

It deals with conceptual foundations to provide 

a solid understanding of financial statements. 

Both a reference and a sourcebook, the work 

contains more than 270 short articles on ac-

counting and finance, accompanied by some 

2,500 entries for definitions of related concepts. 

The book was written with the cooperation of 

the Financial Accounting Standards Board, whose 

pronouncements are quoted throughout. The 

encyclopedia is alphabetized and indexed for 

easy access, and it offers over 75 exhibits to 

illustrate complex concepts. Readers who wish 

to explore topics further are assisted by exten-

sive cross-referencing and bibliographies of 

primary and secondary sources. 

Typical of the helpful discussions and infor-

mation are the "Beta Coefficient" to assess 

market risk of stocks; the names of the current 

"Big 8" accounting partnerships; "Foreign 

Operations and Exchanges," which, for U.S. com-

panies doing business abroad, describes the 

considerations regarding foreign currency trans-

actions and the translation of financial state-

ments denominated in a foreign currency; 

"Ratios," including such profitabilty measures 

as return on total assets and return on invested 

capital, with a three-page table spelling out 

kinds of financial statement ratios and inter-

preting their usefulness; and the concept of the 

"Value Added Statement" seen as the portion 

of the selling price of a commodity or service 

attributable to a stage of production. Recom-

mended as a desk reference book, as well as for 

research/scholarly use. 

Glossary of Financial Services Terminology. 
Chicago: The Institute of Financial Education, 

1987. 85 pages. $4.95. 

This terse but inclusive glossary speaks to the 

impact on vocabulary brought about by deregula-
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tion, tax reform, and recently expanded menus 

of financial products and services. Offered by 

the Institute of Financial Education, a nation-

wide educational organization for personnel of 

savings and loan associations and cooperative 

banks, the book concisely defines the new 

vocabulary with the savings institution pro-

fessional in mind. 

The alphabetically arranged entries convey 

succinct working definitions of both old and new 

concepts. The reader can, for instance, find the 

terms ACH, ATM, ARM, and FPM; discussions of 

Chapters 7, 11, and 13 bankruptcies; junk bonds; 

and repurchase agreements ("repos"). Recom-

mended for thrift institution executives and 

office personnel as well as for scholarly use. 

Dictionary of Banking and Financial Services, 
by Jerry M. Rosenberg. Second edition. New York: 

John Wiley & Sons, 1985. 708 pages. $34.95. 

The expansion and deregulation of the finan-

cial services industries have brought about 

enormous changes in the terminology used to 

describe their growth and their testing of reg-

ulatory boundaries. While some researchers 

may prefer F.L. Garcia's revision of Munn's 

Encyclopedia of Banking and Finance (eighth 

edition, 1983), this second edition of Rosenberg's 

Dictionary of Banking and Finance reflects in its 

different title, and in its substance, the vast 

changes that have occurred in financial services 

since the onset of deregulation. 

The totally new work incorporates into its text, 

for instance, all the entries from the American 

Bankers Association's prodigious Banking Ter-
minology; picks up abbreviations like EFT, 

ARM, ATM, and the venerable GIGO-for "gar-

bage in, garbage out"; and scrutinizes the 

shades of meaning for terms such as "arbitrage," 

giving an equal nod to the spellings "arbitrager 

(arbitrageur)" to denote a practitioner. Alphabeti-

cally arranged and abundantly cross-referenced, 

the book is recommended for research/schol-

arly use. 

Dictionary of Economics and Business, by 

S. E. Stiegler. Second edition. Aldershot, England, 

and Brookfield, Vermont: Gower Publishing, 

1985. 462 pages. $35.50. 

This rigorous dictionary of economics will 

facilitate the business person's search for a con-

cise definition of economic terms, or of concepts 

from statistics, computing, government, and 

industrial relations where these fields overlap 

economics. As one would expect, some terms 

are specific to the United Kingdom. The dic-

tionary handily defines terms like "lagged 

relationship" and discusses such economic 

concepts as the Edgeworth-Bowley box diagram 

(see Chart 1). 

Working definitions are given for the E.C.U. t 

(European Currency Unit), the E.E.C. (European 

Economic Community), and the E.M.A. (Euro-

pean Monetary Agreement), although, oddly, 

LIBOR (London Inter-Bank Offer Rate) is omit-

ted. The GATT is taken up, as are Keynesian 

analysis and assorted current topics in the world 

of communication (for example, L.A.N., or local 

area network). Recommended for business peo-

ple, particularly those doing business abroad, 

and for research/scholarly use. 

Dictionary of Economics and Financial Mar-
kets, by Alan Gilpin. Fifth edition. London: But-

terworths, 1986. 245 pages. $42.95. 

Beyond its utility in the area of economic 

definitions per se, this volume focuses on com-

modity, stock, financial, and futures markets for 

the benefit of students of applied economics 

and readers who wish to enhance their under-

standing of the financial press. An exposition of 

"futures contract," for example, includes the 

detailed elements of a typical futures trans-

action—information basic to understanding stock 

index futures as well as portfolio insurance, two 

phenomena receiving widespread attention since 

October 19, 1987 ("Black Monday"). 

In another vein, the author has enjoyed the 

cooperation of the Board of Governors of the 

Federal Reserve System in his detailed exposi-

tion of the nature and activities of the central 

bank of the United States. The entry illustrates 

the impact that open market operations and the 

regulation of deposits and loans have on spend-

ing, consumption, and investment, and, in turn, 

on the determinants of production, employ-

ment, and prices in the United States. 

Within the volume's scope are LIBOR, to 

which interest rates on many variable-rate 

securities are tied, as well as short position, 

"stocks sold short and not covered as of a par-

ticular date." While much new material in this 

work relates to the United States, Canada, Aus-
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Chart 1. 
The Edgeworth-Bowley Box Diagram 

S O U r C e : ^986^ p9 ' l324D,C Ì '0na 'y0 f £ C 0 n 0 m , C S a n d B u S i n e S S ' 2 n d e d i t i o n <Aldershot> England, and Brookfield, Vermont: Gower Publishing, 

tralia, and the European Economic Community, 

the book remains heavily oriented toward the 

economics and finance of Britain. Recommended 

as a handy desk reference and for research/ 

scholarly use, especially for those interested in 

business abroad. 

Forecast and Historical 
Statistical Data 

Key Indicators of County Growth, 1970-2010: 
Households, Income, Population, Employment. 
Washington, D.C.: NPA Data Services, 1987. 529 

pages. $195.00. 

This compendium of economic and demo-

graphic trends of the U.S. county economies 

includes historical and projected county (or 

equivalent) data for ten key indicators, includ-

ing population, households, personal income, 

and employment. Each indicator typically is 

broken down into several facets; for example, 

employment subdivides into full- and part-time 

jobs as well as earnings per job. These data, pre-

sented systematically for four actual years and 

four forecast years, constitute the 1986 Regional 

Economic Projections Series (REPS) from NPA 

Data Services, Inc., an affiliate of the National 

Planning Association. Neither organization's 

forecasts are regarded as official, since the 

statistical methodology employed reflects the 

judgment of those private establishments. 

Nevertheless, the basic time series data on 

which their projections are based have been 

obtained from the Bureau of the Census and are 

official. Hence, the historical statistics exhibited 

in the tables can be accepted as official. 

The series contain "consistent historical data 

for the period 1967-1986 . . . and projections for 

the years 1987-2010, for 52 economic indicators 

. . . and for 156 population series . . . and house-

hold indicators. The projection methods reflect 

the national and international as well as the 

regional and local economic growth trends, and 

the current demographic patterns of births, 

deaths, and regional population movements." 

The volume opens with an overview of the 

geographic structure and growth of the U.S. 

county economies, illustrated by 12 maps show-

ing county detail for the 48 contiguous states. 

The overview is followed by an analysis of struc-

tural features based on 1985 data, and then an 

analysis of growth trends with projected changes 

over the period 1987-2010. The data section, 

which comes next, presents the statistics in 
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tabular form, tagging them with appropriate 

F1PS (Federal Information Processing Stan-

dards) Codes to identify uniquely the geograph-

ical entities tabulated. Tables are arranged 

alphabetically by state, then county. (These 

tables are also available in a PC-ready version 

formatted for easy application in popular spread-

sheet analysis software.) The concluding section 

of the book comprises three appendixes: met-

ropolitan statistical areas with County F1PS 

Codes, states with County F1PS Codes, and state 

maps with counties. 

Since reliable, detailed economic and demo-

graphic data at the county level frequently are 

difficult to locate, this book is a welcome arrival. 

Whether or not a researcher embraces its forecast 

methodology, the volume's historical data pre-

sent an extremely handy and useful array. 

Recommended for research/scholarly use. 

Main Economic Indicators: Historical Statistics, 
1964-1983. Paris: Organisation for Economic Co-

operation and Development, Department of Eco-

nomics and Statistics, 1984. 656 pages. $35.00. 

Most of the time series published in Main 
Economic Indicators, the OECD's monthly 

periodical, over the period 1964-83 are cumulated 

in this bilingual (English/French) reference 

work. For the organization's 25 member nations, 

the tables provide data on national accounts, 

industrial production, stocks and orders, con-

struction activity, retail and wholesale trade, 

labor force, wages, prices, finance, foreign trade, 

and balance of payments. Recommended for 

research/scholarly use. 

Statistical Data Definitions 

and Concepts 

Standard Industrial Classification Manual, 
1987. Washington, D.C.: Government Printing 

Office for the Office of Management and Budget, 

1987. 703 pages. $24.00. 

This is the first major revision of the standard 

industrial classification (SIC) scheme since 1972. 

The system was adopted by the federal govern-

ment in 1941 to facilitate the collection and pre-

sentation of statistical data for manufacturing 

and nonmanufacturing industries. Since then, 

SIC codes have been used in the arrangement of 

all U.S. Census statistics on various industries. 

Additionally, the codes have been taken up by 

many nongovernment sources to organize data 

in market guides, directories of companies, and 

indexes (for example, in all Dun and Bradstreet 

directories). Use of the SIC system promotes 

comparability of statistical data describing 

components of the U.S. economy down to the 

level of the individual business establishment. 

As currently revised, the SIC Manual reflects 

three fundamental areas of change in the Amer-

ican economy over the last fifteen years: tech-

nological advances in manufacturing and ser-

vices; deregulation of banking, communications, 

and transportation ; and the tremendous expan-

sion of services. The preface states that the 

1987 revision has sought to improve "industry 

detail, coverage, and definitions, and to clarify 

classification concepts and the classification of 

individual activities.... Deleted industries are 

merged into other industries, and new indus-

tries are created by subdividing or restructuring 

existing industries. Various industries have also 

been changed by transfers of individual activ-

ities, primarily to increase the accuracy, consis-

tency, and usefulness of the classifications." 

This fine-tuning is apparent in the revised codes 

for "Computer and Data Processing Services" 

(see Chart 2). 

An appendix is devoted to two-way conver-

sion tables for codes from 1972 and 1987. Prin-

ciples and procedures for the review of the 

Standard Industrial Classification constitute a 

second appendix, and the third is a glossary 

of abbreviations. 

Aside from being indispensable for anyone 

involved in tabulating or interpretating U.S. 

industry statistics, the 1987 SIC Manual is an 

important tool for capturing the impact of the 

basic shifts that have occurred in the domestic 

economy since 1972. 

IMF Glossary; English-French-Spanish, 1986. 
Washington, D.C.: International Monetary Fund, 

1986. 286 pages. $15.00. 

While this authoritative work is entitled a 

"glossary," it is more in the nature of a polyglot 

thesaurus or dictionary of synonyms, since it 

does not define the terms which it systematical-

ly lists in English, French, and Spanish. The sub-

stance of the book is the International Monetary 

Fund's controlled vocabulary, that is, the words, 
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Chart 2. 
Expanded Classification for "Computer and Data Processing Services," 

SIC Manual, 1972 vs. 1987 

1972 1987 

737 Computer and 737 Computer and 
Data Processing Serv ices Data Processing Serv ices 

7372 Computer programming and 7371 Computer programming services 
other software services 7372 Prepackaged software 

7374 Data processing services 7373 Computer integrated systems design 
7379 Computer related services, not 7374 Data processing and preparation 

elsewhere classified 7375 Information retrieval services 
7376 Computer facilities management 
7377 Computer rental and leasing 
7378 Computer maintenance and repair 
7379 Computer related services, nec 

Source: Standard Industrial Classification Manual, 1972 (Washington, D.C.: Government Printing Office for the Office of Management and 
Budget, 1972), p. 601; and ibid. (1987), p. 440. 

Chart 3. 
"Balance of Payments" Example from IMF Glossary 

B-12 balance of payments assistance 

B-13 Balance of Payments Division 
[IMF-STA] 

B-14 Balance of Payments Manual 
[IMF] 

B-15 balance of payments need 

B-16 balance of payments position 

B-17 balance of payments test [SDR] 

B-18 balance of trade 
trade balance 

aide au titre de la balance des 
paiements 

concours (financiers) au titre de la 
balance des paiements 

Division de la balance des paiements 

Manuel de la balance des paiements 

besoin resultant (de la situation) de la 
balance des paiements 

position de balance des paiements 
situation des paiements exterieurs 
solde de paiements exterieurs 

[parfois] 
critère-test de la situation de la 

balance des paiements 
balance commerciale 

asistencia con fines de balanza de 
pagos 

División de Balanza de Pagos 

Manuel de Balanza de Pagos 

necesidad de balanza de pagos 

posición de balanza de pagos 
situación de balanza de pagos 
saldo de la balanza de pagos 

[a veces] 
prueba de la situación de la balanza 

de pagos 
balanza comercial 

Source: IMF Glossary, 1986 (Washington, D.C.: International Monetary Fund, 1986), p. 13. 

phrases, and institutional titles most commonly 

encountered in IM F documents about money and 

banking, public finance, balance of payments, 

and economic growth. The English terms, with 

French and Spanish equivalents, are arranged 

alphabetically in the first section of the book 

and are frequently cross-referenced to codes 

denoting their source, subject field, or country 

(see Chart 3). 

Sections permitting alphabetical access by 

French and by Spanish follow, along with a sec-

FEDERAL RESERVE BANK OF ATLANTA 

tion that lists abbreviations and acronyms in 

alphabetical order, regardless of language. Of 

particular interest to persons concerned with 

foreign currencies is the last section of the book, 

which specifies currency units for all 141 mem-

ber nations of the IMF. 

While this book is primarily intended as an 

aid for IMF language personnel, it clearly will be 

useful to many researchers in banking, finance, 

and economics whose work deals with areas of 

the world where English, French, or Spanish is 
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Chart 4. 

Descriptor — — 
Language equivalents 

Scope note •• 

Synonym (used for) 

Broader term — — 

Related terms 

Synonym 
Descriptor 

VOCATIONAL TRAINING 
FORMATION PROFESSIONNELLE/ m 
FORMACION PROFESIONAL—06.03.07 
ACTIVITIES AIMED AT PROVIDING THE SKILLS, 
KNOWLEDGE, AND ATTITUDES REQUIRED FOR 
EMPLOYMENT IN A PARTICUALR OCCUPATION 
(OR A GROUP OF RELATED OCCUPATIONS). 

UF: OCCUPATIONAL TRAINING 
TT: TRAINING 
BT: TRAINING 
NT: AGRICULTURAL TRAINING 

APPRENTICESHIP 
BASIC TRAINING 
FURTHER TRAINING 
IN-SERVICE TRAINING 
INDUSTRIAL TRAINING 
MODULAR TRAINING 
PERSONNEL TRAINING 
PREVOCATIONAL TRAINING 
RETRAINING 
SANDWICH TRAINING 

RT: APPRENTICES 
OCCUPATIONS 
TRAINEES 
TRAINING ALLOWANCES 
TRAINING CENTRES 
VOCATIONAL EDUCATION 

OCCUPATIONAL TRAINING 

Facet 

• Top term 

Narrower terms 

USE: VOCATIONAL TRAINING—06.03.07 Facet 

Source: Macrothesaurus for Information Processing in the Field of Economic and Social Development (New York: United Nations, 
1985), p. xiv. 

spoken or who are making subject presen-

tations there. 

Macrothesaurus for Information Processing in 
the Field of Economic and Social Development, 
prepared by Jean Viet. New York: United Nations, 

1985. 347 pages. $35.00. 

The introduction to this thesaurus states that 

it forms a "common tool for indexing, processing 

and retrieving of information contained in 

documents issued by diverse specialized agen-

cies, principally those of the United Nations sys-

tem, and thereby promotes the mutual exchange 

of data." The book is divided into four parts: 

(l) an alphabetical list of terms in English, 

accompanied by their French and Spanish 

equivalents; (2) a display of subject headings, or 

"descriptor groups," arranged by subject code 

number; (3) a hierarchical index which presents 

42 

chains of descriptors that can be traced in the 

thesaurus from broader terms, or "Top Terms" 

(TT), down to the most specific terms; and (4) the 

key-word-out-of-context index, wherein all sig-

nificant words used to make up the descriptors 

are arranged in alphabetical order (see Chart 4). 

The first three hierarchical sections are par-

ticularly useful for determining precise com-

ponents of the concepts employed in U.N. 

documents on economics and social develop-

ment. This revised edition strives for com-

patibility with other U.N. sectoral thesauruses 

serving agriculture, industry, labor, education, 

population, science, technology, culture, com-

munication, health, and the environment. Recom-

mended for research/scholarly use. 

A Manual on Government Finance Statistics. 
Washington, D.C.: International Monetary Fund, 

1986. 373 pages. $10.00. 
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The focus of this manual is on national govern-

ment financial transactions—taxing, borrowing, 

spending, and lending. It relates these, in a 

definitional sense, to other data available for an 

economy, to wit, sets of national accounts and 

national accounting report systems. Emphasis 

is placed on how to summarize and organize 

government financial statistics in formats ap-

propriate for analysis, planning, and policy 

determination. The volume features a glossary, 

along with in-depth indexing. Helpful in under-

standing the theoretical underpinnings of 

government finance reporting, the manual is 

recommended for research/scholarly use. 
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Book Review 

Leadership at the Fed 

by Donald F. Kettl 

New Haven: Yale University Press, 1986. 

218 pages. $22.50. 

Donald Kettl writes that this is "a story of the 

Fed's power and independence told through 

the history of the Fed's chairmen." More pre-

cisely, Leadership at the Fed looks at the exer-

cise of power in one facet of the Federal Reserve 

System's activities—the formulation of mon-

etary policy—from the perspective of the chair-

men's relationships with Congress and the 

administration. In the eyes of the author, these 

relationships display the basis of the Fed's power, 

which, in his opinion, resides in the person of its 

chairman. He concludes that, rather than being 

independent, the Fed is interdependent with 

the president, not only because of the obvious 

political impact economic issues carry but also 

owing to what he views as the increasing en-

tanglement of monetary and fiscal policy over 

time. Kettl pursues his theses through a chrono-

logical narrative to which he appends a typology 

of interaction between the chairmen, on one 

hand, and the various presidents and Con-

gresses, on the other. 

Two themes underlie the narrative. The first, 

"the struggle for independence from the Trea-

sury," occupies the period from passage of the 

Federal Reserve Act in 1913 to the Fed-Treasury 

accord of 1952. This agreement freed the Fed 

from its obi igations to support Treasury security 

offerings at artificially low, "pegged" rates of 

interest and allowed monetary policy to be con-

ducted at the Fed's discretion. The second, 

related theme is the ambiguous one of the Fed's 

accountability in light of its post-accord mon-

etary policy discretion. The theme appears in 

the search for an acceptable method for com-

municating the intention of monetary policy to 

congressional representatives and presidents, 

who, Kettl notes, tended to have the layman's 

understanding of economic concepts and the 

politician's passion for easy money. 

Kettl gives short shrift to the System's first two 

decades, which span the tenures of seven Fed 

governors, as the chiefs of the Fed were known 

prior to 1935. During that early period, the sec-

retary of the Treasury, along with the comp-

troller of the currency, had a seat on the Fed 

Board and, according to Kettl, effectively headed 

up the Fed. If there is a basis for this opinion, it is 

not consistently presented. In fact, the author 

seemingly contradicts himself by his treatment 

of events in the 1920s. Kettl opines that the Fed 

leadership was " immobil ized" at that time by 

the necessity of support ing the Treasury's 

financing of the First World War. Nonetheless, 

when he narrates the Fed's ensuing post-

armistice "mistakes"—moving too slowly in early 

1920 to boost interest rates in the face of infla-

tion and then again too slowly to decrease rates 

in 1921 as the economy sharply declined—the 

Treasury's guiding hand is either invisible or 

4 8 ECONOMIC REVIEW, NOVEMBER/DECEMBER 1987 Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

November 1987



absent. Kettl provides only fleeting glimpses of 

the thought process within the Fed's leadership 

to support his belief that "neither the Fed nor 

anyone else understood the dynamics of infla-

tion and recession." The same neglect of con-

nective tissue holds for the apparent abdication 

of power in the mid-1920s by successive gover-

nors Daniel Crissinger and Roy Young to Ben-

jamin Strong, head of the New York Fed, whom 

the author credits with the "discovery of eco-

nomic management" during the recession of 

1923. Having been conditioned by this point to 

regard the Treasury as running the Fed, the 

reader is left to wonder whether the Treasury 

secretary, too, surrendered authority to Strong 

during this interlude. 

Kettl's real interest in Fed leadership begins 

with Marriner Eccles, the first leader to hold the 

title "chairman." Eccles's personality and leader-

ship style are treated with considerably more 

depth than those of his predecessors, as are the 

details of his relationship to President Franklin 

Roosevelt. Although Eccles lacked formal train-

ing in economics, he had creative ideas regard-

ing economic policy and bank regulation. Under 

his guidance, the Federal Open Market Commit-

tee (FOMC) became prominent in the conduct of 

monetary policy and the Fed gained political 

independence. The latter was achieved through 

the departure of the treasurer and comptroller 

from the Board of Governors under the terms of 

the Banking Act of 1935. 

However, Kettl contends that these accom-

plishments were imp lemented at first more 

through the political acumen of Roosevelt than 

through the efforts of Eccles, who was hampered 

by his want of political finesse. Moreover, while 

the reforms associated with Eccles led on the 

one hand to greater independence from the 

Treasury Department, on the other hand they 

resulted in closer coordination between the 

Fed's monetary policy and the administration's 

fiscal policy than at any previous point in the 

System's history. This linkage occurred, Kettl 

writes, both because centralizing open market 

operations in Washington had removed in-

dividual discretion from the Reserve Banks and 

because Eccles-"a Keynesian who had never 

heard of Keynes"—was so closely aligned with 

Roosevelt's ideology. 

Eccles becomes Kettl's prototype for a three-

fold categorization of Fed chairmen in their 

relationship with their chief "constituent," the 

president. Only Eccles and William McChesney 

Martin fall into all three classes-accommoda-

tion, confrontation, and transformation. The 

author notes that "despite the vast quantity of 

writing about the Fed's independence, the most 

notable fact about the Fed is that only rarely 

have the president and the chairmen been far 

out of step." During 37 of the 52 years between 

1934 and 1985—or "71 percent of the t ime" in 

Kettl's rather overexact computation—chairmen 

have tended to accommodate the president. 

"The job of the chairman during these years 

fundamentally was seeking to meet the pres-

idents' overall economic goals," he writes. For 

example, during the New.Deal and World War II, 

Chairman Eccles "enthusiastically delivered the 

policies that Roosevelt wanted." 

In only six years of the survey period were 

chairmen in confrontation with presidents by 

Kettl's standards. These occurred during the 

peg controversies of 1945-48 and 1949-51 and 

the Lyndon Johnson-Chairman Martin dispute 

of 1965-66. In each of these cases, war put heavy 

demands on the economy, and Presidents Tru-

man and Johnson pressured chairmen to keep 

interest rates low at times when the Fed was 

concerned about arresting inflation. Among the 

nine years of transformation, which is his third 

category, Kettl includes 1934-35, the period 

around passage of the Banking Act; 1951-56, 

when Martin practiced his strategy of "leaning 

against the wind;" and Paul Volcker's "experi-

ment with monetarism" in 1979-82. During these 

years, the author believes Fed chairmen moved to 

alter the basic relationship with the president. 

Eccles is said to have pioneered the transfor-

mation mode during negotiations over the Bank-

ing Act of 1935, even though he is mostly 

characterized as having been accommodative 

to Roosevelt. There were confrontations during 

this period as well. As Kettl points out, Eccles 

particularly sparred with Roosevelt's Treasury 

secretary, Henry Morgenthau, who in 1936 

established his own vehicle for conducting open 

market operations by selling 90-day Treasury 

bills and using the proceeds to buy and hold 

gold. Through this effort to hold rates steady, 

which was christened a "sterilization" plan, the 

secretary hoped to soak up the gold that was 

flowing into America and threatening to put 

upward pressure on interest rates. In doing this, 
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Morgenthau side-stepped Eccles's effort to 

tighten monetary policy by raising reserve 

requirements. Although the Treasury chief's 

action received the president's support, Kettl 

still sets Eccles within the basic pattern of 

accommodation vis-a-vis Roosevelt. As Eccles's 

period of confrontation, he points to the 1945-48 

controversy over the Treasury peg-a conflict 

identi f ied with the Truman administrat ion. 

Eccles's protracted postwar campaign against 

pegging so rankled Truman that the latter refused 

to reappoint Eccles to the chairmanship. 

With Kettl's analysis of Eccles, one encoun-

ters a conceptual prob lem that haunts his 

characterization of succeeding chairmen. If we 

are to accept Kettl's periodization, we are forced 

to agree that in times of "accommodation" the 

chairman's actions are guided by his sense of 

what the president desires, or at least by the 

weight of the president's power brought to bear 

on a given situation, rather than by a parallel 

reading of what steps are necessary to achieve 

economic goals. The fact that there are identifi-

able periods of confrontation during the half-

century Kettl reviews would seem to suggest, 

however, that while monetary and fiscal policy-

makers tended to agree on the economy's needs, 

at t imes their interests distinctly diverged 

because of the nature of their responsibilities. 

At such moments of stress, notably during war-

time, presidents no doubt understood the Fed's 

rationale on some level but had a broader set of 

policy mandates to weigh. By the same token, 

during those longer "accommodative" spans, Fed 

chairmen may simply have been reacting to the 

same economic data in the same way as the pres-

idents, rather than bowing to the chiefs of state. 

Kettl would have to present more overt proof of 

conscious accommodation to be convincing. 

Kettl next turns to Thomas McCabe, Eccles's 

successor, whom he classes as a weak leader 

very much in Eccles's shadow. Despite his loss of 

the chairmanship, Eccles remained on the 

Board, as did a number of Board members whose 

candidacy he had supported. McCabe was thus 

alone and without support for his strategy of act-

ing as a mediator in the effort "to transform the 

Fed's decade-old ties with the Treasury by back-

ing away from the peg as gradually as possible." 

Although this approach was "a complete failure," 

Kettl characterizes the McCabe chairmanship as 

one in which the Fed pursued the very indepen-

dent and controversial course of maintaining 

restrictive monetary policy to combat double-

digit inflation despite the Treasury's demands 

for low interest rates to finance the Korean War. 

Leadership was being exercised at the Fed, but 

we are left to wonder by whom. One might have 

learned more about the tenor of internal Fed 

politics had Kettl carefully analyzed the voting 

on Board decisions or offered fuller disclosures 

from his store of anecdotal information. 

The peg conflict of 1949-51 resulted in the 

accord hammered out between Treasury and 

Fed officials and McCabe's resignation shortly 

afterwards, an event that led some obsewers to 

speculate this was part of the deal. The author 

does not resolve the question. McCabe was 

replaced by William McChesney Martin, who 

had represented the Treasury in working out the 

"The fact that there are identifiable 

periods of confrontation . . . would 

seem to suggest. . . that while mon-

etary and fiscal policymakers tend-

ed to agree on the economy 's needs, 

at times their interests distinctly di-

verged because of the nature of their 

responsibilities.'' 

accord. Unlike McCabe, Martin was able to 

transform the Fed through a strategy he called 

" leaning against the wind"~us ing the Fed's 

monetary policy tools to set policies counter to 

economic disturbances. From the mid-Eisen-

hower era in 1956 through 1965, Kettl sees Mar-

tin as accommodative. Eisenhower made itclear 

that he supported Fed independence, while 

Martin for his part participated in regular con-

versations with officials from the Council of 

Economic Advisors and the Treasury-particularly 

in a foursome called the "Quadr iad"-to discuss 

policy options. 

In the Kennedy administration, this arrange-

ment led to what Kettl presents as a cooperative 

venture called "operation twist." At the Admin-

istration's behest, the Fed shifted its attention 

to long bonds from short-term securities like 

Treasury bills in order to stimulate long-term 
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investment. The idea behind the "twist" was to 

keep long-term interest rates low by artificially 

increasing demand for bonds. Economists tend 

to doubt that such a policy can effectively hold 

long-term rates lower than they would other-

wise be, and Kettl leaves the issue without 

assessing whether the "twist" actually worked. It 

is noteworthy that all the author's supporting 

sources for his argument that Martin buckled 

under to the Administration's plan are taken 

from administration papers, particularly those 

of Walter Heller. Martin, Kettl tells us, studiously 

avoided officially endorsing the plan and "sim-

ply presented changes in the Fed's buying 

habits as shifts in operating policy rather than 

explicit coordination with the Administration." 

Again, evidence of accommodation on the chair-

man's part is largely circumstantial. 

"(From a] correlation between the 

number of bills introduced per year 

and the level of interest rates . . . 

[Kettl] concludes that Congress's in-

terest in the Fed tends to increase 

with interest rates.'' 

Cooperation turned to confrontation in the 

Johnson administration, however, as the Fed 

under Martin al lowed upward pressure on 

interest rates in the face of the Vietnam War. 

Nonetheless, because Martin had been able to 

accommodate most presidential policies while 

nurturing the public image of independence, he 

could "establish the institutional base for on-

going cooperation with the president in a way 

that did not diminish (and even enhanced) the 

Fed's power." This legacy has lasted to the pres-

ent, in the author's opinion. 

Arthur Burns is clearly the Fed leader the 

author most enjoyed writing about. Burns belongs 

to Kettl s camp of "accommodative" chairmen, 

with the qualification "but often in confron-

tational style." Indeed, his confrontations with 

Richard Nixon make for some of the most enter-

taining passages in the book. For the period of 

Burns's leadership, Kettl begins to concentrate 

on his second theme—the Fed's accountability 

for monetary policy. This issue arose once the 

Fed alone became responsible for its actions in 

the wake of the 1952 accord granting it indepen-

dence from the Treasury. The will of Congress to 

impose some controls on the Fed mounted dur-

ing Burns's chairmanship. The preceding two 

decades had been relatively quiet, except for 

occasional attacks from the likes of Congress-

man Wright Patman, who believed that the Fed 

was "a secret club operated for the benefit of 

bankers," in Kettl's words. This opposition had 

come from such extreme quarters that the Fed 

was able to defuse it, but such was not the case 

under Burns. In part, Kettl attempts to explain 

this growth in congressional interest by a graphic 

correlation between the number of bills intro-

duced per year and the level of interest rates—a 

measure of his own invention. From this measure 

he concludes that Congress's interest in the Fed 

tends to increase with interest rates. Since 

interest rates rose appreciably from the late six-

ties through to the eighties, Kettl sees a gather-

ing storm of protest which generated a spate of 

bills demand ing greater accountability from 

the Fed. 

It fell to Burns to battle Congress over the 

accountability issue, and Kettl suggests it was a 

task the chairman relished. As the anecdote 

describing Burns's preparation for a con-

gressional hearing by shadow boxing suggests, 

his relationship with the legislative branch was 

anything but accommodative. The Fed fought 

and won a continuing battle led by Patman and 

others to force immediate disclosure of mon-

etary pol icy del iberations and pulled out all the 

stops to lobby unsuccessfully against a bill 

authorizing audits of the Fed by the Govern-

ment Accounting Office. Senator Henry Reuss 

spearheaded a concerted congressional effort 

to force the Fed to publish monetary targets 

once he adopted the monetarist doctrine that 

central bank policy should be guided by a rule. 

(The Fed had rejected this monetarist approach 

from the time that it first was urged in the 1930s.) 

The senator's concept was to set explicit inter-

est rate targets for the Fed and establish a 

deadl ine for meeting them, thereby limiting 

the Fed's discretion. Kettl writes that Burns 

believed no single economic measure, interest 

rates in particular, was "adequate to describe 
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the condition of money and credit." He suc-

cessfully negotiated to let the Fed establish a 

range for a measure of his own preference-

monetary aggregates like Ml and M2. in 1978, 

reporting of those monetary targets was for-

malized by the Humphrey-Hawkins provision 

calling for twice-yearly reports to Congress that 

would explain the Fed's goals vis-a-vis the 

administration's fiscal program. Kettl regards 

Burns's choice of indicators as providing vehicles 

of accountability that were vague enough to pre-

serve the Fed's flexibility and "blunt the most 

threatening congressional tactics." He describes 

M1, M2, and so forth as "shields" and "technical 

jargon . . . that be fudd led most members of 

Congress." 

After a brief period in which Fed Chairman 

William Miller is shown to have failed both in his 

attempts to deal with inflation and " impose a 

corporate model on a collégial board," Kettl 

tells us the "shield of flexibility" was wielded 

with renewed skills by Paul Voicker. Because of 

his experiment with monetarism in the battle 

against inflationary forces, Volcker's chair-

mansh ip wins a listing under the rubric of 

"transformation." Voicker accomplished a trans-

formation in the Fed's relations with the admin-

istration by using "the theoretical weapons of 

the Fed's sharpest critics as a shield behind 

which to increase interest rates, and when con-

gressional attack made continued tight money 

politically impossible, he skillfully backed away 

from the monetarist prescription while leaving 

everyone uncertain about just what he had 

done." That is, by focusing attention on control 

of the money supply as a tool for defeating the 

inflation mentality into which the nation had 

fallen—a tactic that was abandoned, according 

to Kettl, in favor of a more blatantly dis-

cretionary approach when M1 ceased to behave 

in proper monetarist fashion—Voicker was able 

to give monetary policy unprecedented prom-

inence in the political arena. 

Despite the author's assertion that "congres-

sional attack" caused the Fed to back away from 

its tight money strategy, he writes elsewhere 

that "FOMC members had decided that con-

tinuing to follow the Ml targets would produce 

interest rates that were too high and economic 

growth that was too slow." Kettl offers a re-

construction of the FOMC's thought process that 

points less to political pressures for changing 

course than to concern over the distorting effect 

of the newly introduced negotiable order of 

withdrawal (NOW) accounts on M1. When interest 

rates descended in early 1982, people began 

using these interest-bearing transactions ac-

counts as much for savings as check-writing pur-

poses, which rendered NOW accounts less liquid 

forms of money and, hence, less what Ml was 

designed to measure. Late in that year, Voicker 

announced that the Fed would de-emphasize 

Ml and focus on M2 and M3, a move that Kettl 

says allowed the Fed to ease money without 

appearing to back away from its war on inflation. 

Even though his intention is to show the Fed 

deferring to Congress, the information Kettl 

presents supports an equally plausible case for 

easing as the most prudent decision given 

current economic conditions. As with Eccles's 

"Even though his intention is to 

show the Fed deferring to Congress, 

the information Kettl presents sup-

ports an equally plausible case for 

easing as the most prudent decision 

given current economic conditions." 

"accommodation," a careful reader must ques-

tion whether politics or economics was the 

underlying dynamic in the Fed's actions. 

The author concludes by discussing the Fed's 

various constituencies and rationalizing his 

choice of the president as the Fed's chief con-

stituent. As noted at the outset, he sees the 

Fed's independence as a function of the chair-

man's relationship with presidents, who are 

viewed as more (Truman and Nixon, for exam-

ple) or less (Eisenhower and Reagan) concerned 

with the Fed's activities. The chief executives' 

constituent role has grown more pronounced 

over time because, Kettl believes, they have 

become increasingly dependent on monetary 

policy. By the late 1960s the budgetary process 

had become inflexible to the point that later 

administrations have been forced to fall back 

upon the Fed's influence over the supply of 
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money and bank credit to fulfill their campaign 

promises to boost employment and economic 

growth. In addition, the internationalization of 

economic issues, specifically the debt of less-

developed countries and the U.S. trade deficit 

in the 1980s, made Fed actions of key signifi-

cance to the administration's efforts in inter-

national relations. 

With his issues of the Fed's power base and 

its independence thus decided to his apparent 

satisfaction, Kettl turns to summarizing the 

accountability quest ion: "Is the Fed—as a 

powerful, legally independent agency—account-

able?" He delivers no final answer, stating 

instead that "real accountability for economic 

policy has become hidden increasingly in a sub-

terranean system in which elected officials can 

remove their fingerprints from politically dan-

' Overall, Leadership at the Fed has 

two major weaknesses. One is . . . 

that the work becomes for the most 

part one-dimensional. The second is 

the author's inability to come to 

grips with the issue of the Fed's ac-

countability. . . ." 

gerous policies they implicitly support." Kettl is 

closest to responding to his rhetorical question 

when discussing the Fed's decision to ease 

monetary policy in late 1982. At the same time, it 

abandoned Ml as an intermediate target in favor 

of broader monetary aggregates. He describes 

Volcker's November 1982 (the text misprints 

1979) testimony to the Joint Economic Commit-

tee as a "masterpiece of Fedspeak. . . . The 

ambiguity of Volcker's remarks quite inten-

tionally left his listeners uncertain about what 

the Fed would do next. The message of easier 

money and lower interest rates, however, was 

unmistakable." 

Whether the chairman's intention was in fact 

to create uncertainty, the example helps to 

define the root problem of accountability, that 

is, the difficulty of attaining consensus on how 

the goals expressed in the often abstract 

vocabulary of macropolicy should be achieved. 

As Kettl intimates, at the macro level everyone— 

congressmen, presidents, and Fed chairmen 

alike-agrees on the ultimate policy outcomes 

of gross national product (GNP) growth accom-

panied by low levels of unemployment and 

inflation. The challenge is to reach agreement 

upon the tradeoffs that efforts to attain those 

goals entail. Inflation can be lessened, but it 

might cost an economic slowdown and higher 

unemployment; the budget deficit can be cut, 

but only at the expense of higher taxes or 

reduced services. In this environment , all 
policymakers hesitate to specify how they pro-

pose to capture their goals, either for fear of 

voter dissatisfaction on the part of elected 

officials or in the interest of avoiding market dis-

ruptions on the Fed's part. Given these re-

straints, it is somewhat misleading to concen-

trate as Kettl does on "Fedspeak," with its 

implication of deliberate disinformation, unless 

a comparable exploration of the verbal maneu-

verings resorted to by congressmen and ad-

ministration officials is offered. 

Overall, Leadership at the Fed has two major 

weaknesses. One is a focus so narrow—confined 

to the Fed's monetary policy prerogatives and 

the chairman's part in effecting them-that the 

work becomes for the most part one-dimen-

sional. The second is the author's inability to 

come to grips with the issue of the Fed's 

accountability, ostensibly the book's underlying 

purpose. Kettl's restricted scope brings select-

ed events to the fore without providing sharp 

contrasts against which to view them. In par-

ticular, the historical context is a casualty. With 

the struggle for release from Treasury domina-

tion as one of his main themes, for example, the 

author could offer background by explaining 

that the Treasury in effect served as central bank 

before the Fed was established. Aside from 

overseeing the national banking system, the 

issuance of currency, and international flows of 

gold, Treasury officials occasionally conducted 

open market operations very much like those 

the Fed would later carry out. Lacking this 

knowledge, a reader who learns that during 

World War 1 "some shrewd Fed officials realized 

that buying or selling government securities as 

part of the Treasury's support program could 

also help speed up or slow down the economy" 

would erroneously infer that no precedent 
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existed for this crucial tactic of monetary 

policy. 

Kettl's book is further marred by a lack of sup-

porting detail for events parallel in t ime to his 

recounting of the chairmen's actions. In the story 

of the Fed's early days we are given the feeling, 

quite correctly, that international gold flows had 

considerable impact on the domestic economy. 

Much is made, for example, of Benjamin Strong's 

1927 discussions with Montagu Norman of the 

Bank of England on Europe's gold drain. How-

ever, we are not apprised of the abandonment 

of the gold standard by many countries and the 

concurrent nationalization of gold in the United 

States in the 1930s, nor of the Bretton Woods 

agreement, which establ ished a system of 

pegged exchange rates after World War II, nor 

even of the move to floating exchange rates dur-

ing the Nixon administration in 1972. The latter, 

in particular, has had major implications for 

monetary policy in this decade and added a new 

constituency—the world outside our borders, 

no less—to the Fed's list. 

One-dimensionality also distorts the picture 

of the Fed and its operations that emerges from 

the text. Monetary policy formation is but one of 

the Fed's powers, and it is supported by the 

mandate to supervise and regulate the com-

mercial banking industry. The importance of 

that aspect of Federal Reserve workings was 

demonstrated in the events leading to the 

passage of the Depository Institutions Deregu-

lation and Monetary Control Act of 1980 

(D1DMCA 80), which required the Fed to price 

services competitively and deal with a host of 

fundamental institutional changes. Working out 

the details of the legislation required leader-

ship and political skills of similar subtlety to 

those demanded in the formation of monetary 

policy. Furthermore, adjust ing to the bill 's 

effects, particularly the mandate to price ser-

vices that had formerly been provided free to 

member institutions and thereby to enter the 

compet i t ive market for those services, has 

changed the entire fabric of the System. Astonish-

ingly, DIDMCA 80 is not discussed in Kettl's 

book. The reader is forced to ask whether this 

omission, along with the general neglect of the 

Board's relations with the banking industry, 

occurs because it complicates Kettl's simplistic 

view of the chairman as the Fed's sole leader of 

importance. Whatever the reason, flaws such as 

54 

these seriously impair Kettl's credibility, further 

weakening already suspect conclusions. 

Concentration on so narrow a band of infor-

mation would not be deleterious if it led to 

attainment of the researcher's objectives, in this 

case an understanding of the Fed's indepen-

dence and accountability. As already noted, 

however, Kettl leaves accountability "hid-

den . . . in a subterranean system." Perhaps he 

would have done better to look more thorough-

ly outside the boundaries formed by his basic 

premise. Because of the weight he assigns to 

actions of chairmen and presidents, Kettl tends 

to seek out the drama of interpersonal struggle 

over the reality of institutions confronting the 

impersonal forces of the macroeconomy. A more 

balanced approach would be to argue that, in 

terms of monetary policy, the Fed's account-

ability is to the economy itself, to all the people 

who participate in it, and to the capital markets, 

rather than to the few in government circles 

whose opinions are most visible. The economic 

indicators—gross national product, unemploy-

ment, inflation, dollar exchange rates—are the 

standards by which monetary policy is judged 

daily in the markets, which will not long brook 

overly expansive or restrictive actions without 

equal and opposite reactions. If a given chair-

man appears accommodative or confrontational 

vis-a-vis the president, it is likely because the 

FOMC's united judgment of the direction in 

which the numbers seem to be moving agrees or 

disagrees at best with the assessment of that 

administration's economists, at worst with the 

self-serving requirements of politicians facing 

election. 

It was, of course, to distance the Fed from 

political considerations in policy formation that 

its structure has been shaped as it is by legisla-

tion over the years. From Alexander Hamilton to 

the present, political leaders and theorists have 

recognized the inherent conflict of interest in 

government control of both monetary and fiscal 

policy. As frustrating as the Fed's independence 

may at times be to legislators, it is probably in 

accord with this conflict-of-interest belief that 

Congress—which created the Federal Reserve 

System in the first place—has consistently backed 

away from forcing clearly defined standards of 

accountability on the Fed. Given this aversion, 

addressing the question of power and indepen-

dence that Kettl sets out to explore is beset with 
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extreme difficulties. Independence, it would 

seem, is inversely related to accountability, and 

the legislative branch has chosen for the most 

part to maintain the Fed's latitude. By assuming 

that the Fed's independence is a function of the 

chairman's relationship with the president, Kettl 

implicitly throws much of the Fed's account-

ability to the executive branch as well, where it 

belongs neither in the Fed's design nor in prac-

tice. Thus, while applauding Kettl's effort to 

bring the perspective of political science to 

bear on issues of great importance, one must 

also conclude that the most critical questions 

he raises remain unanswered, awaiting a more 

penetrating examination. 

Larry J. Schulz 

The reviewer, a historian by training, is the Public Informa-
tion Coordinator in the Atlanta Fed's Public Information 
Department. 
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Book Review \ 

Hot Money and the Politics of Debt 

by R. T. Naylor 
New York: Simon and Schuster, 1987. 
463 pages. $18.95. 

Recent events in Central and South America 
are directing ever more attention to the large 
amount of underground economic activity oc-
curring in "problem" debtor nations. Such coun-
tries must devote a sizable portion—perhaps 
all—of their foreign exchange earnings to debt 
service. They also need to purchase foreign 
capital goods to further their development pro-
cess. Yet they simply do not have a sufficient 
legitimate trade surplus to meet both needs. 
Exacerbating the problem may be capital flight, 
as domestic residents seek to invest abroad in 
search of a higher or safer rate of return. 

At the same time, however, some of these 
countries are the source of billions of dollars 
worth of illegal drugs exported to the United 
States. Obviously, if their drug-generated for-
eign exchange earnings, combined with fleeing 
domestic capital, could help ease the external 
debt burden of these nations, their debt prob-
lem would be substantially reduced. 

R.T. Naylor's Hot Money and the Politics of 
Debt purports to explore the link between 
illegally acquired or laundered money and the 
debt crisis in many developing countries. Hot 
Money consists of seven parts with a total of 

This book review is based on the reviewer's earlier com-
ments in The Bankers Magazine (january/February 19881. 

twenty-two chapters, each ingeniously titled. 
(Chapter one, for example, is headed "Capital 
Flight in the Jet Age.") The first six parts treat 
various events revolving around the "hot money" 
theme, while the final part focuses on problem 
debtor countries. The text is written in a breezy 
style; a wealth of thoroughly indexed facts and 
sequences of events is set forth in considerable 
detail. Unfortunately, there is little by way of 
analysis. 

The notion of drug exports paying off loans to 
industrialized economies holds a certain titra-
tion; conceptually, it accommodates all sorts of 
legally and morally reprehensible goings-on. 
Unquestionably, the book's title is meant as a 
teaser of just such ideas. Imagine an unveiling of 
how money-center banks profit from illicit 
activities, perhaps even applying political pres-
sure to see that these efforts continue unfet-
tered. Indeed, the book might be the sort of 
expose that results in fundamental reforms or 
felling of the high and mighty and unprincipled. 

Unfortunately, Hot Money fails to deliver on 
any such promise. The prose embodies far too 
little substantive analysis and far too much 
anecdote and innuendo to convey a real under-
standing of the problems of hot money or debt, 
much less of their potential interrelation. 

Much to the detriment of his work, Naylor 
gives the reader scant framework for com-
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prehending the world of nefarious international 
transactions. Thus, before considering the sub-
stance of his enticingly titled book, it is useful to 
devise a taxonomy for "hot money." Generally, 
three rather different types of hot money, dis-
tinguished by their motivation, suggest them-
selves. 

The first type of hot money is simple capital 
flight. For whatever reason, wealthy individuals 
might no longer wish to hold their wealth in a 
particular country, and so they move it else-
where. Because local authorities usually try to 
erect legal barriers to capital flight, such a 
transfer may violate some exchange control laws. 
Otherwise, however, the capital originates le-
gally, and it leaves the country essentially owing 
to economic considerations. In principle, this 
hot money movement does not differ from any 
other international capital flow, except that 
once beyond the exchange controls the capital, 
or its return, is unlikely ever to be repatriated. 

Seemingly, the problem of capital flight is 
most acute in precisely those economies where 
it creates the greatest turmoil. Heavily indebted 
Third World countries need whatever domestic 
capital and hard currency they can secure. Of 
course, capital flight deprives them of both. 

The second type of hot money is currency that 
requires laundering. When the operators of an 
illegal enterprise want to spend their profits 
domestically, they need to remove the taint of 
crime so that these ill-gotten gains look legiti-
mate. A simple example of laundered funds 
which begins Hot Money is that of the unlawful 
profits sent abroad by Meyer Lansky to a bank 
that lent these same funds back to him. Not only 
could Lansky then use this laundered money as 
he would the proceeds of a legitimate loan, but 
he also could deduct from his taxes whatever 
interest he paid to himself through the foreign 
bank. 

Despite its illegality, money laundering re-
sults in a net benefit to the originating nation. 
While the ruse usually entails some foreign 
financial agent, whatever money is laundered 
ultimately stays in its home country, where it 
moves aboveground into the legitimate, and 
taxed, portion of the economy. 

The final type of hot money comes from 
purely underground capital movements. Since 
these illegally generated funds never surface in 
the domestic economy, they cannot really "flee," 

though their movements may otherwise closely 
resemble capital flight. Examples abound in 
part three of Hot Money, "High Finance in 
Cocaine Country," which focuses on the pelf 
cocaine barons channel into investments out-
side the Andean countries. As is often the case 
when countries suffer from aboveground capital 
flight, these nations could use some of this hard 
currency to service their external debt. The 
problem is that once the authorities find the 
money's source, which is illegal domestic ac-
tivity, they have some obligation to "kill the 
goose that lays the golden egg." The alternative 
of legalizing the drug production industry to get 
to its cash is something the United States has 
strongly discouraged. 

To sum: in the eyes of the receiving country 
capital flight and underground capital move-
ments may appear very similar—with the excep-
tion of the account holder's moral character. 
Both types of hot money wield much the same 
effect on the economy of the originating nation, 
but only in the standard capital flight case does 
the government ever have any access to or firm 
knowledge of the capital. Finally, money laun-
dering just moves capital up from the subterra-
nean to the aboveground portion of one country's 
economy. In so doing, however, it may be forced 
to employ the international facilities used by 
other forms of hot money. 

Naylor's book offers no intellectual ground-
ing like this typology, either for its discussion of 
hot money or of the politics of international 
debt. Instead, the reader is left with a bare, 
though sometimes amusing, set of anecdotes. 
The text relates the course of events rather well, 
yet it is bereft of any explanation that would pro-
mote understanding of why things happened as 
they did. How is income systematically laun-
dered? (The foreign-loan scheme certainly 
would draw suspicion if it were an on-going 
affair.) How are large amounts of wealth moved 
out of a country with tight exchange controls in 
amounts so large as to render over- and under-
invoicing ploys too awkward? Is it possible to 
bring extensive underground capital movements 
to the surface without the compl icity of a govern-
ment? Without some theory, questions cannot 
really be addressed, even though they purport 
to be the book's central themes. 

One could conceivably write a similar book by 
searching a news data base for any story that 
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bore on shady international capital movements 
or international debt and then organizing the 
output on a geographic basis. The result of this 
process, like Naylor's text, could be densely 
footnoted and not too easily read. While it 
would heavily emphasize people and organi-
zations and how they tend to be continuously 
entwined, the effort would fail, as does this 
book, to supply a fundamental understanding of 
why this facet of the world works the way it 
does. 

Aside from these shortcomings vis-a-vis its 
basic purpose, Hot Money contains a disturbing 
amount of innuendo, and the author plays fast 
and loose with the abundance of facts, though 
not to any apparent end. For example, immedi-
ately following a paragraph discussing Cuba, 
Nicaragua, Robert Vesco, and a scheme to ex-
port Colombian cocaine to the United States 
comes the sentence: "Whether the major traf-
fickers also planned, during their alleged 
meetings at the Vitoshi Hotel in Sofia, to finish 
the job Ali Agca left uncompleted has not yet 
been revealed." The rest of the paragraph dis-
cusses Nicaragua in the context of sending 
cocaine to the United States. Are cocaine traffic-
kers intending to kill the Pope? The only reason 
to believe so seems to be their meeting in Bul-
garia, which must be the source of the author's 
non sequitur. This is innuendo on a grand 
scale indeed. 

Accounts of events surrounding high-stakes 
illegal and semi-legal transactions sprawl over 
the book's first 300 pages. Most of this sort of 
anecdotal material, taken in small and discrete 
doses, can be quite fascinating. The book suf-
fers, however, from shoddy editing, in that the 
anecdotes tend to run into one another as each 
chapter progresses. Rather than developing 
points, by the end of most chapters paragraphs 
merely add bits to the stories. When all the facts 
are relayed, the chapters, like the paragraphs, 
abruptly come to a halt. 

The same names recur throughout the book, a 
fact which should thrill some grand conspiracy 
fans. In this instance, though, the author is care-
ful not to imply too much. It seems more likely 
that these people appear repeatedly because 
the text tends to focus on underground-capital 
movements, a relatively small component of 
total international capital transactions. Obvi-
ously, acting as an investment banker for a 

cocaine dealer entails immense risks that com-
paratively few international financial organi-
zations are willing to shoulder. Thus, the bankers 
for the Latin American cocaine traffickers come 
from the same pool as those for the Pacific Basin 
heroin agents. It is no surprise that these people 
are all somehow affiliated with each other. 

By the same token, one is not astonished that 
every major financial institution eventually is 
portrayed as being somehow involved with hot 
money. The whole point of both money launder-
ing and underground capital movements is to 
take ill-gotten gains and put them to legitimate 
use. If U.S. Treasury securities are an attractive 
investment, then we should expect that erst-
while dirty, but untraceable, money will ulti-
mately end up financing this country's deficit, 
along with other capital from around the world. 
To say that the Treasury or Citibank or General 
Motors benefits indirectly from hot money tells 
the readers nothing more than the fact that the 
laundering process was successful. 

While the major banks show up frequently in 
Naylor's work as putative beneficiaries of the 
various forms of dirty money, they are portrayed 
even more negatively in the closing discussion 
of less developed countries' (LDC) debt. Again, 
the writing in this section is disjointed and 
anecdotal, jumping about both chronologically 
and geographically. Once more, the author pro-
vides disappointingly little explanation of the 
true state of affairs. 

Overall, Hot Money and the Politics of Debt is 
quite disappointing. Because the author never 
establishes any intellectual foundation for 
analysis, he simply flits from anecdote to anec-
dote, factoid to factoid, in a manner that is 
immediately amusing but ultimately unsatisfy-
ing. The book is best suited for students writing 
papers on corrupt capital who do not want to 
find and read the original newspaper articles. 
Readers who wish to learn something about 
debt and about the manner in which the seamy 
side of international capital markets affects 
LDCs will have to look elsewhere. 

Thomas ). Cunningham 

The reviewer, a specialist in macroeconomics and monetary 
theory, is an economist in the Atlanta Fed's Research 
Department. 
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Book Review 
Stock Market Activity in October 1987: 
The Brady, CFTC, and SEC Reports 

Peter A. Abken 

To what extent did the October 19,1987, stock 

market crash result from a malfunctioning of 

market mechanisms? Analysts have grappled 

with this question since last fall; the answer is 

crucial to the development of future regulatory 

policies for financial markets. 

Three particularly influential reports focus on 

the functioning of market mechanisms during 

October 1987 and propose ways to avoid a 

recurrence of such financial turmoil. These 

reports are the Reports of the Presidential Task 
Force on Market Mechanisms (the "Brady re-

port"), the Final Report on Stock Index Futures 
and Cash Market Activity during October 1987 to 
the U.S. Commodity Futures Trading Commis-
sion (the "CFTC report"), and The October 1987 
Market Break (the Securities and Exchange 

Commission |SEC| report). The following review 

concentrates on two major questions addressed 

in each of these studies: (1) what role did pro-

gram trading play in the market decline, and 

(2) what, if anything, should be done about pro-

gram trading? 

This review focuses on the trading activity on 

two of the most important financial exchanges: 

the New York Stock Exchange (NYSE), where 

most of the stocks for major corporations are 

The reviewer, a specialist in futures and options markets, is 
an economist in the financial section of the Atlanta Fed's 
Research Department. 

traded, and the Chicago Mercantile Exchange 

(CME), where the S&P 500 futures contract is 

traded. (More information on the S&P 500 fu-

tures can be found in this issue in the article by 

Kawaller, Koch, and Koch, "The Relationship 

between the S&P 500 Index and S&P 500 Index 

Futures Prices," p. 2.) 

The NYSE and CME use two different market-

making systems to facilitate transactions be-

tween buyer and seller. The NYSE is organized 

as a dealer market in which specialist firms are 

obligated to "make a market" in stocks that the 

exchange assigns to those companies. Their 

market-making responsibilities entail risk be-

cause the firms must take the opposite side of a 

transaction at a price close to the last transacted 

price if no one else will do so. The specialist is 

charged with maintaining an orderly market, 

which requires holding an inventory of stock, 

thus exposing the firm to price risk. Unlike the 

NYSE, the floor traders on the CME are not 

obligated to take positions in futures contracts; 

these traders act as brokers, matching buyer 

and seller. However, they also take positions in 

futures contracts, albeit briefly, to profit from 

price fluctuations caused by imbalances in buy 

and sell orders. In this respect, CME floor traders 

provide liquidity to the futures markets. 

For markets in which price expectations are 

not changing sharply, the provision of liquidity 

enables stocks or futures contracts to be bought 

or sold with low transactions costs and fast 
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execution at prices near the last transacted 

prices. What happens in these markets when 

broad-based uncertainty about price expec-

tations is present, as in mid-October? Much of 

the controversy surrounding program trading— 

the institutional trading of all stocks in a pro-

gram or index on which options or futures are 

traded—centers on the adequacy of market 

liquidity to accommodate trading when prices 

are changing rapidly.1 Two relatively new pro-

gram trading strategies at the heart of the 

debate over market function or dysfunction are 

stock-index arbitrage and portfolio insurance. 

Considered both singly and jointly, they are 

widely alleged to have exacerbated, and per-

haps precipitated, the stock market collapse on 

Monday, October 19. 

Despite background research and exhaustive 

reconstructions of events, the Brady Commis-

sion, the SEC, and the CFTC arrive at conflicting 

conclusions regarding the culpability of pro-

gram trading. The Brady and SEC reports find 

program trading, and particularly portfolio in-

surance, significantly involved in both elevating 

market uncertainty as well as directly and in-

directly driving stock prices lower than they 

would have fallen otherwise. The CFTC report, 

on the other hand, concludes that the crash 

resulted entirely from a massive change in 

investor price expectations, and the claim that 

program trading contributed significantly to the 

market break is unsubstantiated. Each of the 

reports details the mechanics of program trad-

ing. A brief overview here will lay the ground-

work for a later discussion of the sources of 

disagreement among the market reports. Also, 

the November/December 1987 Economic Re-
view included "An Introduction to Portfolio 

Insurance," which gives a thorough discussion of 

that topic, as well as references on stock-index 

arbitrage. 

A Review of 
Program Trading Strategies 

Stock-index arbitrage is the simpler of the 

two basic varieties of program trading. Stock-

index arbitrageurs attempt to make riskless 

profits by exploiting price discrepancies be-

tween the S&P 500 index and S&P 500 futures 

prices. The flow of transactions on the CME and 

NYSE will generally be different, often driving 

index and futures prices away from their ap-

propriate price relationship, known as the basis. 
For example, a negative basis, in which the 

futures price is below the index, indicates a 

price misalignment, provided all component 

stocks are being actively traded. 

The activity of arbitrageurs tends to align 

stock and index prices. Arbitrageurs buy futures 

when futures prices are relatively low and simul-

taneously sell the stocks underlying the index 

when stock prices are relatively high, and vice 

versa. The arbitrageurs are said to be perfectly 

hedged because their return depends only on 

the relative movement of the futures vis-a-vis 

the index prices, not on the absolute change in 

their price levels. Their buy or sell orders for the 

component stocks are sent to the specialists via 

the NYSE's DOT (Designated Order Turnaround) 

system. Separate buy or sell orders for hun-

dreds of S&P component stocks (not necessarily 

all stocks in the index) are routed to the special-

ists on the NYSE floor and are usually executed 

within minutes. Rapid execution is critical, for 

otherwise the arbitrageur is exposed to changes 

in the absolute price level of the index, not just 

the relative difference between the index and 

the index futures price. During volatile markets, 

the flow of arbitrage orders channeled almost 

instantly to specialists through the DOT system 

can be extremely heavy, leading to order im-

balances that the specialists must try to absorb. 

Portfolio insurance strategies involve sys-

tematic adjustments to a portfolio, typically an 

index portfolio, to limit its exposure to stock 

market fluctuations. The object of the strategy is 

to guarantee a prespecified rate of return on a 

portfolio over some predetermined time period. 

The strategy places part of a portfolio in "cash," 

that is, Treasury bills, and the remainder in 

equity. As the market rises, the equity compo-

nent is increased by selling Treasury bills. When 

the market falls, portfolio managers increase 

the cash component. The same division of a 

portfolio into equity and cash components can 

be achieved using an equity portfolio and index 

futures contracts. By selling (going short) an 

appropriate number of index futures and hold-

ing the underlying stocks, any fraction of the 

equity portfol io can be converted into a hedged 

position that is equivalent to cash. In recent 
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years, most portfolio insurance has been imple-

mented this way because the transactions costs 

of using futures are generally lower. It is impor-

tant to bear in mind that portfolio insurance is a 

reactive, not speculative, trading technique: as 

the market declines, futures are sold ; as it rises, 

futures are bought. 

The Reports' Findings 

Before the mid-October decline, many ana-

lysts were concerned about the potentially de-

stabilizing interaction between index arbitrage 

and portfolio insurance trading. The SEC and 

CFTC reports discuss concerns about a so-

called cascade scenario that was originally 

described in an SEC report following a sharp 

market decline in September 1986. The sce-

nario begins with a decline in futures prices, for 

fundamental or other reasons, that triggers 

stock-index arbitrage. Arbitrage selling, in turn, 

depresses stock prices and affects the futures 

market via portfolio insurance futures selling in 

response to the stock market decline. Further 

arbitrage is induced, which in addition to set-

ting off more portfolio insurance futures selling 

might also lead to stop-loss selling of individual 

stocks, liquidations due to margin calls, and so 

forth. The cycle intensifies and culminates with 

a market collapse. 

After October 19, the cascade scenario, in one 

form or another, showed up in media accounts 

of the crash.2 Each of the reports considers the 

interaction of portfolio insurance, and stock 

index futures trading generally, with stock index 

arbitrage. Much of the analysis in the CFTC 

report is devoted to disproving the cascade 

hypothesis. 

The main differences between the Brady and 

SEC reports compared to the CFTC report re-

garding the role of program trading in the crash 

stem from the emphasis they place on psy-

chological factors. Two important examples will 

be considered below. The different conclusions 

are especially striking in comparing the SEC and 

CFTC reports because the analyses in both 

reports were based on two shared data bases: 

(1) the special CFTC/SEC survey of the trading 

activity, particularly involving index arbitrage 

and portfolio insurance, of 16 firms that were 

major participants in both the stock and index 

futures markets in mid-October and (2) the 

CFTC's daily large-trader position reports on 

futures activity, which do not explicitly identify 

program trading. Staff interviews with key mar-

ket participants during the mid-October period 

also supplemented the survey information. 

Whether explicit or implicit, assumptions 

regarding the impact of extreme price volatility 

also contributed greatly to shaping each report's 

eventual conclusions and recommendations. 

The SEC report states that "li|n conducting our 

analysis, we have adopted the fundamental 

assumption that extreme price volatility, such as 

occurred during the market break, is undesir-

able" (p. xi). They justify their viewpoint by ' 

pointing out that volatility reduces market li-

quidity, makes the provision of market-making 

'The main differences between the 
Brady and SEC reports compared to 
the CFTC report regarding the role of 
program trading in the crash stem 
from the emphasis they place on psy-
chological factors." 

services more costly and less efficient, and 

weakens investor confidence in equity invest-

ments. All of these adverse effects may ulti-

mately reduce the rate of capital formation in 

the long run. Although not directly stated, the 

Brady report basically takes the same view of 

volatility. Their focus on market mechanisms is 

motivated by the "unusual frailty" that markets 

demonstrated in mid-October; individual mar-

kets suffered from an "illusion of liquidity." The 

CFTC report discusses episodes of short-term, 

technical pressures on stock or futures prices 

(that is, strained market liquidity), but, unlike 

the other reports, does not consider their 

potentially disruptive effects. To the CFTC, 

extreme volatility is a neutral consequence of 

extreme changes in market expectations. 

The reports substantially agree on the fun-

damentals that appear to have set off the steep 
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decline in stock prices during the week before 

October 19. These factors were: (1) a merchan-

dise trade deficit figure for August that showed 

less improvement than the market expected, 

(2) a continued depreciation of the dollar, 

(3) sharply higher short- and long-term interest 

rates, and (4) prospective tax legislation in Con-

gress that would increase the costs of financing 

takeover activity. From Wednesday, October 14, 

to Friday, October 16, the Dow Jones Industrial 

Average (DJIA) closing changes from the pre-

vious day were -95, -58, and -108, respectively; 

the broader market indexes experienced sim-

ilar large declines. Volume was extremely heavy 

and index arbitrage and portfolio insurance 

activity were likewise at a high level, although 

markets were not strained to the breaking point 

as they would be early in the following week. 

"The reports substantially agree on the 
fundamentals that appear to have set 
off the steep decline in stock prices 
during the week before October 19." 

Each report gives blow-by-blow details of in-

traday events in the various financial markets for 

these three days and those of the following 

week. 

The October 14-16 period is of particular in-

terest because the index arbitrage link be-

tween the CME and NYSE was functioning. Here 

the CFTC saw events differently from the Brady 

Commission and the SEC. Consider the then-

record market decline on Friday, October 16. 

The CFTC report found that portfolio hedge 

activity, which includes portfolio insurance 

futures selling, was more or less evenly dis-

tributed throughout the day, with the greatest 

concentration of futures selling before 2:30 p.m. 

Index arbitrage sales were executed during the 

day in relatively concentrated intervals, espe-

cially toward the end of the day. At this time, 

though, part of the arbitrage was related to the 

expirations of some futures and options con-

tracts (during the so-called "witching hour"). 

In analyzing the day's trading, the CFTC con-

cluded that "neither the magnitudes nor the 

timing of this trading on October 16 is indicative 

of any significant interaction between portfolio 

hedging and index arbitrage sell programs" 

(p. 78). Neither the SEC report nor the Brady 

report focuses on portfolio insurance trading in 

terms of the cascade scenario. The SEC report 

states in a footnote that "this |cascade| scenario 

is far more simplistic than the multitude of fac-

tors influencing trading during the October 

market break. Nevertheless, the effects of fu-

tures selling on the stock market is relevant to 

what occurred" (p. 3-11). The Brady report also 

finds that during these days before October 19, 

"heavy arbitrage activity was most often coinci-

dent with substantial intraday stock market 

moves" (p. 29). This finding is not inconsistent 

with the CFTC report; the CFTC was not spe-

cifically concerned about index arbitrage-

induced market volatility (see CFTC report, 

p. 79). 

The Brady report goes further, asserting that 

"the market's decline (from Wednesday to 

Friday! created a huge overhang of selling 

pressure—enough to crush the equity markets 

in the following week" (p. 29). This overhang was 

concentrated within two groups of sellers: port-

folio insurers and a few mutual fund groups 

needing to fulfill customer redemption orders. 

The Brady report maintains that on Friday, 

October 16, many market participants were on 

edge over the threat of continued selling pres-

sure. 

According to the Brady report, a number of 

aggressive "trading-oriented" institutions com-

pounded the selling pressures by anticipating 

the reactive selling of the portfolio insurers and 

mutual funds and, concomitantly, selling ahead 

of them before further market declines. Of the 

$12 billion in stock that portfolio insurers 

needed to sell to meet the directives of their 

programs that week, only one-third had actually 

been sold, according to the Brady report. Both 

the CFTC report (p. 81) and SEC report (p. 3-12) 

mention the existence of an overhang of selling 

pressure, but neither give it the same emphasis 

as the Brady report. 

Selling pressure during the NYSE opening 

on Monday, October 19, was in fact enormous. 
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Selling by institutional investors was the most 

significant factor, particularly at the opening. In-

dex arbitrage selling was also prominent at the 

opening, although the CFTC states (pp. 91-92) 

that even during the morning, index arbitrage 

did not attain the concentrated levels of the 

previous week. Gross selling of S&P 500 futures 

for portfolio hedging purposes attained a rec-

ord level of 20 percent of CME volume for the 

day; 80 percent of that hedge selling can be 

attributed specifically to portfolio insurance 

strategies (CFTC report, p. 93). Furthermore, one 

major pension fund, the largest portfolio insur-

ance practitioner in the stock or futures markets, 

supplemented its futures sales with very large, 

periodic program sales of stock on the NYSE up 

until 2:00 p.m. 

Each report documents how selling pressure 

was so powerful that the markets became con-

gested. On the NYSE, in particular, the spe-

cialists were overwhelmed with sell orders. The 

imbalances led to late openings for many com-

ponent stocks of the S&P 500 and to trading 

halts designed to give specialists time to work 

out these order imbalances. The reported fu-

tures basis was negative (that is, the futures 

price was below the index price) because the 

computation of the index value included many 

stock prices that were not current due to the dis-

ruptions in trading. The specialists' buying 

power was strained and liquidity dried up. The 

transactions costs of trading futures rose tre-

mendously, making it difficult to match bids 

with offers. By early afternoon, the index arbi-

trage link between the exchanges was effectively 

severed because index arbitrage had become 

too risky, despite its apparent profitability. 

Trade execution times were highly uncertain. At 

this point in the early afternoon, as the Brady 

report puts it, both stock and futures markets 

went into freefall. The DJIA was down 508 points 

by the close; the broader indexes were likewise 

down by record amounts. 

The Brady report comes close to describing 

the sequence of events on Monday in terms of 

the cascade scenario: "Portfolio insurers sold in 

the futures market, forcing prices down. The 

downward price pressure in the futures market 

was then transmitted to the stock market by 

index arbitrage and diverted portfolio insur-

ance (stockl sales. While index arbitrageurs may 

not have accounted for a substantial part of total 

daily volume, they were particularly active dur-

ing the day at times of substantial price move-

ments ITJhey were the transmission mech-

anism for the pressures initiated by other 

institutions" (p. 42). 

The SEC report emphasizes the timing of 

portfolio insurance and index arbitrage sales on 

Monday: "The periodic sell pressure from 

portfolio insurance related programs and more 

concentrated arbitrage sell programs some-

times hit the NYSE simultaneously" (p. A-29); 

"|t|he impact of the portfolio insurance stock 

selling combined with the impact of index arbi-

trage trading was the dominating force in the 

stock market during certain periods" (p. 3-12). 

The CFTC report, in considering trading dur- -

ing the morning of October 19 before the arbi-

trage link broke down, found that "periods of 

"Each report documents how selling 
pressure was so powerful that the 
markets became congested. On the 
NYSE, in particular; the specialists 
were overwhelmed with sell orders." 

high volume portfolio hedge sales in S&P 500 

futures do not correspond with the periods of 

price weakness, nor do periods of low volume of 

such sales correspond with price recoveries" 

(p. 93). The report concludes that "the analysis 

of intraday trading does not support the conten-

tion that on October 19 the stock market fell as 

fast and as far as it did because of a continuously 

intensifying interaction between index arbi-

trage stock sales and portfolio insurance selling 

in the futures market" (p. 96). 

The foregoing conclusions regarding the 

impact of program trading highlight the dif-

ference in interpretation of events on Octo-

ber 19. The intraday pattern of futures and stock 

price movements and their apparent correla-

tion with intraday variations in trading of the 

various market participants does not in itself 

give convincing, clear-cut evidence about the 
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role of program trading. In each of the reports 

the method of analysis of the survey data basi-

cally amounted to an evaluation of the correla-

tion of price movements with trading activity and 

evidently involved much subjective judgment. 

Psychological Effects on the Market. In addi-

tion to studying the effects of program trading, 

the SEC and the Brady Commission go further to 

incorporate their evaluation of market psychol-

ogy as a factor in explaining the market break. 

An important example involving psychological 

judgments concerns what the Brady report 

termed the "billboard" effect As mentioned 

above, on the morning of October 19, the futures 

price was at a large discount to the index be-

cause many NYSE stocks were not trading. Was 

this a real or spurious discount? If real, the 

futures billboard would lead market par-

"T/ie Brady Commission makes the 
most sweeping, comprehensive recom-
mendations for changing the way mar-
kets work and how they are regulat-
edf." 

ticipants to expect index arbitrage to drive stock 

prices lower. Buyers might be deterred from 

entering the stock market, and specialists might 

be hesitant to take the buy side just when the 

billboard is advertising a drop in the market. 

The CFTC report contains a section that cor-

rects the value of the S&P 500 index for the so-

called non-trading effect, something market 

participants had to do implicitly or explicitly. On 

Monday morning, the CFTC finds, the index arbi-

trage link was keeping futures and index prices 

aligned, and therefore the discount was spu-

rious.3 The CFTC believes it improbable that 

sophisticated broker/dealers "who conduct the 

majority of index arbitrage transactions [would 

respondl with massive futures/stock arbitrage 

programs to an illusory discount of the futures" 

(p. 19). In marked contrast, the Brady report 

gives the following account: "Ironically, the 

large discount on Monday morning was illu-

sory Although the index arbitrageurs clearly 

knew that many stocks had not yet opened |on 

Monday morningj, they nevertheless believed 

that a large discount existed. This belief led the 

index arbitrageurs to conclude that the market 

was headed much lower " (p. 111-20). This 

excerpt illustrates the emphasis that the Brady 

report places on psychological assessments 

about what market participants thought was 

happening and what motivated them to act. 

The Brady report's account of arbitrageur 

actions on Monday morning does not have a 

parallel account in the SEC report's detailed 

intraday market chronologies. Evidently, the 

Brady Commission based its evaluation of the 

billboard effect and other matters on interviews 

of market participants after the crash. The SEC 

also relied on interviews, although the SEC was 

more circumspect in their conclusions derived 

from such information. In contrast, the CFTC re-

port downplays psychological factors influenc-

ing investor and market-maker behavior, con-

centrating instead on analyzing questions using 

the available data: intraday price movements, 

trading volume, trader positions, and so on. 

While the impact of investors' perceptions and 

fears on market activity is hard to determine, 

such evaluation appears to be an important and 

relevant part of the explanation for the mid-

October decline. Though the Brady report empha-

sizes the importance of psychological factors—for 

example, the overhang and billboard effects— 

the report in some instances states judgments 

and conclusions with a certitude that seems 

inappropriate. The SEC report generally gives a 

more satisfactory account and analysis of mar-

ket events because the report acknowledges 

the uncertainties that temper its conclusions. 

The Reports' Recommendations 

The recommendations of each of the reports 

are more difficult to compare than their anal-

yses of the markets. The Brady Commission, the 

SEC, and the CFTC had different scopes and 

jurisdictions. The Brady Commission makes the 

most sweeping, comprehensive recommen-

dations for changing the way markets work and 

how they are regulated. The CFTC, at the other 
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extreme, makes suggestions that involve the 

fewest changes, particularly to the regulatory 

structure. 

The Brady Commission would like one agency 

to oversee intermarket issues. That responsi-

bility, in their estimation, could perhaps best be 

carried out by the Federal Reserve. After the 

release of its report, the SEC expressed interest 

in taking over regulatory jurisdiction of stock-

index futures trading, while, not surprisingly, the 

CFTC strongly argues against such a reallocation 

of responsibilities. In their respective reports, 

both the SEC and the CFTC suggest ways to 

improve interagency coordination, which, on 

the whole, they believed functioned well during 

the October crisis. 

The Brady Commission recommends unifying 

clearing and credit mechanisms, which nearly 

disintegrated on October 20. Here, too, both the 

SEC and the CFTC call for more moderate 

refinements to the system. All reports agree that 

market surveillance and market information 

should be improved, especially in identifying 

customer trades and their timing. 

The Brady Commission's proposal for "circuit-

breaker" mechanisms such as price limits on 

futures and temporary trading halts on indi-

vidual stocks are more or less consistent with 

positions taken by the CFTC and the SEC. To be 

effective, such circuit breakers need to be coor-

dinated among markets. The Brady Commission 

and the SEC consider the "harmonizing" (the 

Brady Commission's term) of margin require-

ments across markets to be a useful step toward 

reducing price volatility. The CFTC emphatically 

rejects proposals to raise sharply the margins 

required on futures contracts. This divergence 

of views reflects, in part, differing assessments 

of what happened last October. The CFTC re-

gards margin on futures as a performance bond 

to limit credit exposures, not as an extension of 

credit. They are not as concerned about intraday 

price volatility, nor do they believe that program 

trading is a significant source of that volatility. 

Although the Brady Commission and the SEC 

recognize the distinct functions of margin on 

stock and futures, both groups also are con-

cerned about the concentration, size, and fre-

quency of program-related trades and their 

impact on market liquidity. 

To alleviate some of the liquidity strains that 

program trading may cause, the SEC recom-

mends that the NYSE allow one or more well-

capitalized specialists to trade market baskets ' 

of stocks. In their opinion, this market basket 

trading would add an additional layer of li-

quidity that would be more effective in damp-

ening the price impacts of program trades than 

simply increasing the capital of specialists in 

individual stocks. This proposal, which had 

been discussed by academics and others be-

fore the crash, is a good example of a relatively 

small refinement of market mechanisms that 

has the promise of doing much for market 

liquidity and stability. 

The appropriate course of action in the wake 

of the October 1987 market break still remains 

to be decided, and the various recommen-

dations continue to stir controversy. In light of 

the uncertainties, incremental reforms appear 

to be prudent. Legislators and regulators 

should not rush to restructure either the market 

mechanisms or the regulatory system without 

much more compelling evidence that such 

changes would help markets and society at 

large. 

Notes 

1 John Dowries and Jordan Elliot Goodman, Dictionary of 
Finance and Investment Terms, 2nd. ed. New York: 

Barrons, 1987, 311. 
2Two examples are Anise C. Wallace, "A Suspect in Market's 

Plunge," New York Times, November 30,1987; and George 

Melloan, "The Market Meltdown Made Phelan a Prophet," 

Wall Street tournai, October 26, 1987. 

^ h e SEC did a similar analysis that is consistent with the 

CFTC's conclusion. See SEC, p. 2-13, footnote 49. 
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| A Review of the Reports' Basic Findings 

m 

m 
2 
2 Diagnoses Recommendations Other Comments 

o 
-n > Role of Program For Limits on For Regulation 

£ Trading in Crash Market Activity 

SEC Significantly involved in elevat- Price limits on futures. Improve interagency Sees cascade scenario as oversimplified, but 

ing market uncertainty and driv-

ing stock prices lower than they 

would have fallen otherwise. 

Temporary trading halts for in-

dividual stocks. 

Make margin requirements more 

uniform. 

coordination. concludes futures trading did contribute to 

the crash. 

Moderate refinement of clearing and credit 

mechanisms recommended. 

Improve market surveillance and information. 

Allow a well-capitalized specialist to trade 

market baskets of stocks. 

CFTC Not a significant factor in the Price limits on futures. Improve interagency Disputes cascade scenario. 

crash. 
Do not sharply raise margins 

required on futures contracts. 

coordination. 
Moderate refinement of clearing and credit 

mechanisms recommended. 

Improve market surveillance and information. 

Use intraday margin settlements. 

| Brady Significantly involved in elevat- Price limits on futures. One agency, perhaps the Emphasizes overhang of selling pressure 

ing market uncertainty and driv-

ing stock prices lower than they 

would have fallen otherwise. 

Temporary trading halts for in-

dividual stocks. 

Make margin requirements more 

uniform. 

Emphasize restraints on trad-

ing coordinated across markets. 

Fed, to oversee inter-

market issues. 

from October 14-16 and other psychological 

factors. 

Unification of clearing and credit mechanisms 

recommended. 

Improve market surveillance and information. 
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Book Review 

Hard Heads, Soft Hearts 

by Alan S. B l inder 

Reading , MA: Add ison-Wesley Publ ish ing , 1987 

236 pages . $17.95. 

Alan Blinder introduces Hard Heads, Soft 
Hearts, his extensive discussion of economic 
policymaking, with an extremely discouraging 
generalization about the "remarkably system-
atic perversity in the way economic advice is 
used in policymaking." However, his "Murphy's 
Law of Economic Policy" appears to be well sup-
ported in a review of recent economic history. 
The "law" reads, "Economists have the least 
influence on policy where they know the most 
and are most agreed; they have the most in-
fluence on policy where they know the least and 
disagree most vehemently" (p. I), and is accom-
panied by O'Connor's Corollary: "When confl ict-
ing economic advice is offered, only the worst 
will be taken" (p. 2). Recent events provide no 
shortage of examples illustrating these prin-
ciples, and Professor Blinder, the Gordon S. 
Rentschler Memorial Professor of Economics at 
Princeton University, gives lively, lucid descrip-
tions of these economic policy debacles. Still, 
the book is optimistic, on balance, about the 
prospects for improving both economic policy-
making and, subsequently, economic conditions. 
Hard Heads, Soft Hearts should find wide sup-
port in the economics community. 

The body of this book is a series of persuasive 
arguments that show how profoundly flawed 

policy came to be, and how it could be changed 
to yield greatly improved results. As Professor 
Blinder sees it, the greatest obstacles to better 
economic policy are "ignorance, ideology, and 
interest groups" (p. 197). Some combination of 
the three, he claims, is responsible for the 
federal budget deficit crisis, the recent increase 
in protectionist legislation, and the disappoint-
ing results of the environmental pollution 
abatement legislation of the 1970s, among other 
societal ills. The ravages of ignorance receive 
the most attention; Blinder feels that ignorance 
may be the one obstacle on which economists 
can have the greatest constructive impact, 
because increased public knowledge about 
economic policy will lessen the influence of 
ideology and interest groups. 

Few economists or public policy analysts will 
disagree with Professor Blinder on these points. 
In fact, despair over the public's general con-
tempt for the facts unites otherwise contentious 
parties. Consider that James David Barber, a 
Duke University political scientist typically sup-
portive of liberal policy initiatives, and Paul 
Craig Roberts, a promulgator of supply-side eco-
nomics, seem of one mind on this issue. Barber 
comments, "We've had a lot of anti-empiricism 
in national discourse. Political discourse has 
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been reduced to a balance of sentiments."1 In 
the same vein, Roberts states, "Economic policy-
making is hopeless if facts cannot penetrate 
public discourse."2 

Blinder faults economists, among others, for 
this pervasive ignorance. He argues that while 
bad policy is based on "gross misunderstanding 
of elementary economics, utter disregard for the 
facts, or both," economists have failed to con-
vince the public, and so the policymakers, that 
good policy tends to be "too complex to be 
emblazoned on a T-shirt," and that good policy 
is, in fact, "|I|ess crisply defined and full of 
qualifications" (p. 9). 

Not only have economists been ineffective 
educators, they are also guilty of embracing 
ideology. Professor Blinders own position is 
clear. In this book, the best policy rejects the 
extreme prescriptions of monetarism, rational 
expectations, and especially supply-side eco-
nomics, in favor of a broadly based and proven 
Keynesian approach. Unfortunately, Professor 
Blinder trivializes and dismisses the con-
tributions of these other models. However, the 
practical Keynesian view he takes has benefited 
in no small way from the broadening forced 
upon it by these competing approaches. In fact, 
the Keynesianism he describes does not much 
resemble the original animal. It is an eclectic 
mix, having been forced to acknowledge the 
critical importance of monetary policy, expec-
tations formation, and the incentive structure 
built into tax rates. 

The cold-blooded discussion of policy fail-
ures and limitations at the outset of the book 
gives way to a rigorous defense of economics as 
a discipline able to promote the general welfare 
of all U.S. citizens. That is, economics is an ivory 
tower discipline, but one that operates in the 
real world. This discipline can be most valuable 
when the high road of theory meets the low road 
of extensive practical experience. 

The author's strategy in Hard Heads, Soft 
Hearts is to introduce the reader to two of the 
most fundamental concepts of economic analy-
sis: efficiency and equity, both of which are 
generally acceptable as reasonable goals for 
public policy. Efficiency requires that resources 
(for example, labor, capital, clean air, and oil) not 
be wasted. Equity requires that resources be 
distributed fairly. Taken in turn, each principle 
is uncontroversial. Clearly, however, a policy 

that advances one of these goals often hinders 
the other. The obvious example is tax policy, in 
that the distortionary or disincentive influences 
of tax policies which redistribute income may 
discourage the most efficient use of resources. 

Professor Blinder also shows why the free 
market system, which he rigorously supports, 
tends to produce inequities. He does not com-
pare the degree of inequality in a free market 
economy with that of a command economy be-
cause he asserts, without argument, that the 
free market is superior. Although the system of 
rewards and incentives that produces the most 
efficient outcome "shows no mercy," Blinder 
considers this an asset. 

Next comes a sly tactical maneuver. By dis-
cussing policy changes that increase both equity 
and efficiency, Professor Blinder avoids some of 
the uglier problems of the trade-off between 

"T/ie cold-blooded discussion of pol-
icy failures and limitations ... gives way 
to a rigorous defense of economics as 
a discipline able to promote the gen-
eral welfare of all U.S. citizens. " 

these two concepts that bedevil so much of the 
economic policy debate. Surprisingly, many 
important policies are not eliminated by these 
narrow criteria. 

Professor Blinder's preferences and biases 
are very much on the side of weighting inequity 
over inefficiency as Bad Things, and he admits 
this forthrightly. The waste associated with un-
employment is much more passionately con-
demned than the costs of inflation. This as-
sessment is clearly reflected in the author's 
willingness to accept more inflation for less 
unemployment. By extension, he argues that 
the cost of the anti-inflation policies of the early 
1980s was unconscionably (although not un-
necessarily) high. This section of the book 
(chapters 2 and 3) is high-minded and com-
passionate, but gives little attention to the dis-
tinction between stable and rising inflation 
rates, a distinction that played a major role in 
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deciding upon the tough policies earlier in 
this decade. 

In his discussion of the cost of low, stable 
inflation Blinder suggests that with indexation 
even these moderate costs could be reduced 
considerably. However, in the current institu-
tional and cultural setting in the United States, 
inflation tends to accelerate, not remain con-
stant, once it is widely recognized. Rising mod-
erate inflation soon becomes decidedly im-
moderate, and the attendant costs and distor-
tions are immensely destructive. The distinc-
tion between low inflation and rising inflation is 
at once important in theory and fleeting in prac-
tice. The former soon becomes the latter. Thus, 
much of Professor Blinders argument about the 
minimal costs of inflation, and the attendant 
condemnation of the anti-inflation policies of 
the early 1980s, seems to rest on a narrow prece-

"T/ie discussion of environmental policy 
is almost heartbreaking in its descrip-
tion of opportunities lost " 

dent not supported by recent history. 
The discussion of the inequities and inef-

ficiencies of recent anti-inflation policy is prob-
ably the most controversial part of the book. 
Surprisingly, Professor Blinder uses a clearly 
contentious issue to illustrate the economics 
profession's consensus on the equity/efficiency 
principle. Equally surprising is that this illustra-
tion does not materially weaken the remainder 
of his work, possibly because his other exam-
ples involve issues where strong professional 
solidarity exists. Blinder also takes on protec-
tionism, pollution control, and tax reform. In 
each case he shows how the principles of 
efficiency and equity and the prescriptions of 
the overwhelming majority of the economics 
profession have often been ignored in policy-
making to the detriment of the common good. 

In the best part of the book, Blinder discusses 
the principles of free trade and the mindless, 

needless waste of protectionism. The clear 
exposition of the idea of comparative advantage 
is sophisticated enough to allow Professor 
Blinder to debunk a series of protectionist argu-
ments without preaching on the costs of pro-
tectionism. But then he does so, with a flurry of 
statistics illustrating the colossal waste of such 
policies. 

For example, Professor Blinder describes 
how the "voluntary" export restraints imposed 
on the Japanese automobile industry in 1981 
saved a number of jobs in the U.S. auto industry 
and increased profits for auto industry share-
holders. A reasonable estimate of the bill for 
this relief is $ 13 billion; about $8 billion went to 
domestic producers and roughly $5 billion went 
to the Japanese auto industry. This $13 billion 
represents the additional cost to U.S. con-
sumers of cars purchased in the United States in 
1984 and 1985 only. The cost per job saved is 
variously estimated between $105,000 and 
$ 160,000. Did any individual auto worker benefit 
to the tune of $ 160,000? The case of the volun-
tary export constraints is an example of the 
general rule that the benefits and costs of pro-
tectionism are distributed very differently: 
"trade protection typically imposes heavy costs 
on consumers in order to secure smaller bene-
fits for producers" (p. 118). 

The discussion of environmental policy is 
almost heartbreaking in its description of 
opportunities lost. Professor Blinder shows how 
the imposition of property rights on otherwise 
free resources (clean air and water) would make 
society recognize how valuable and scarce they 
are. Currently, most pollution abatement laws 
are one of two types: ambient air and water 
standards that set the minimum acceptable 
quality of air or water after a plant has finished 
using it, and effluent or emission standards that 
specify the amounts of a pollutant that may be 
discharged from a particular source. Apparently, 
many of the standards now on the books are not 
being met because companies find it cheaper 
to "invest in litigation than in pollution abate-
ment equipment" (p. 144). Professor Blinder 
contends that if the rights to use air and water 
resources were licensed, or auctioned, these 
precious resources would be used more ratio-
nally and with fewer harmful results. Without 
using economist's jargon, he shows that by forc-
ing industry to internalize the costs that are 
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currently externalized (all of society-not just 
industry—pays for and suffers from dirty air and 
water), much less pollution would occur. Addi-
tionally, companies would have an incentive to 
minimize pollution, since pollution control 
costs would become an element of production 
costs. Conservative estimates of the economic 
gain from a switch to a system of fees or pollu-
tion permits from the current labyrinth of reg-
ulations are huge, on the order of $23 billion per 
year. Have any experiments with pollution per-
mits ever been tried? Yes, but only a few. 
Limited evidence indicates that the potential 
gains are indeed as substantial as the esti-
mates suggest. 

The disheartening rejection of economic 
principles seen in protectionism and environ-
mental policy is not universal. In chapter 6 of 
Hard Heads, Soft Hearts, Professor Blinder 
recounts the triumph of equity and efficiency in 
the "improbable saga of tax reform." Readers 
are shown how a system that in the past served 
as an example of the power of the few (special 
interests) over the many was used to affect tax 
reform, enhancing both equity and efficiency. 
Unfortunately, economic principles prevail in 
only this one chapter; in many, many unwritten 
chapters, they do not. 

The book ends with a prescription to reverse 
this situation. Professor Blinder calls for prag-
matism to fight the ideology that harbors un-
truths, for the support of forces to counter the 
influence of special interests, and for education. 
Economists can realistically address only the 
last of these remedies. Unfortunately, they have 

failed to do their best to educate the electorate 
and the elected on the benefits of good eco-
nomics as much as the public has failed to use 
the advice economists have offered. Econo-
mists know that economics is an extremely 
powerful tool that can be used in almost all 
areas of public policy. However, this discipline 
is not very accessible to the public, let alone the 
policymakers. As Blinder writes, "economic 
illiteracy is widespread." 

Hard Heads, Soft Hearts stands as an exam-
ple of the sort of book that will help raise the 
level of economic discussion among non-
economists. Blinders work can be part of the 
solution; his book is gracefully written and 
clearly reasoned, with its mild ideology worn on 
its sleeve. It is cold-bloodedly realistic but 
also optimistic, two traits that economists will 
have to adopt to revoke "Murphy's Law of Eco-
nomic Policy." 

Mary Susan Rosenbaum 

The reviewer is the Research Officer in charge of the mac-
ropolicy group of the Atlanta Fed's Research Department. 

Notes 

1 Peter Kilburn, "The Sudden Wilting of Reagan's Rosy 
Economy," The New York Times, Sunday, July 27, 1986, 
sec. 3. 

2Paul Craig Roberts, "Beneath the Twin Towers of Debt," 
Wall Street journal, October 28, 1986. 
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Book Review 

Buying into America 

by Martin and Susan Tolchin 
New York: Times Books, 1988. 
400 pages. $19.95. 

Foreign investment in the United States is 

becoming more widespread and significant in 

value each day. Not only financial assets 1 ike U.S. 

government securities and corporate stocks 

and bonds but also real assets such as office 

buildings, manufacturing plants, forestland, and 

beachfront properties are coming under in-

creased foreign control. In their latest book, 

Buying into America, Martin and Susan Tolchin 

document and describe the growing scope of 

these activities, note how defenders of the 

trend justify this surge of foreign investment, 

and review the long-term costs that such in-

vestments may entail for the nation. 

This book has received much publicity, large-

ly because of its wealth of information on a pop-

ular topic. Americans are uncertain about the 

long-run consequences of foreign investment 

and appear to be growing more apprehensive 

as the pace of such activity accelerates. One of 

the authors' stated purposes in writing the book 

was to heighten awareness and concern over the 

potentially costly impacts of foreign investment 

they see for Americans. 

Martin and Susan Tolchin form a politically 

savvy and veteran writing team. He is a corre-

spondent in the Washington bureau of The New 
York Times, and she is a professor of public 

administration in the School of Governmentand 

Business Administration at George Washington 

University. They seem to have a faculty for writ-

ing about topics that touch a public nerve and 

are in vogue in the politically charged public 

policy arena. Titles of their previous books— 

Dismantling America: The Rush to Deregulate; 
Clout: Womanpower and Politics; and To the 
Victor: Political Patronage from the Clubhouse 
to the White House—demonstrate this bent. 

In Buying into America: How Foreign Money Is 
Changing the Face of Our Nation, the husband-

wife team concludes that foreign investment in 

the United States definitely is not without its 

costs. Tolchin and Tolch in argue that the influx of 

foreign money into the U.S. economy poses a 

severe threat to the ability of the United States 

to control its fate and defend its position as a 

premier industrial power. Opening paragraphs 

in the book refer to "mayors, governors and 

cabinet officers . . . circling the globe in quest of 

foreign funds, with the intensity of third-world 

ministers trying to stave off the financial col-

lapse of their shaky governments." Moreover, 

the authors assert, "under pressure to bring 

home the bacon, politicians have paid scant 

attention to the long-run economic, political, 

and social effects of their country's deepening 

dependence on foreign money." The Tolchins 

are, of course, partly right. By adopting a xeno-
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phobic tone, however, they divert too much at-

tention away from important macroeconomic 

issues with greater influences on American 

society—for example, the low U.S. saving rate 

and large government budget deficits. 

The story told by the Tolchins can be sum-

marized as follows: The United States—govern-

ment and citizens alike—is spending too much, 

and foreign lenders are financing the consump-

tion spree. In the process, foreigners are acquir-

ing U.S. financial and real assets so quickly and 

in such large amounts that they have accu-

mulated significant economic and political 

clout here. Unless something is done soon to 

slow or reverse our dependence on foreign 

money, which has made the United States the 

world's biggest debtor, Americans are in ex-

treme danger of mortgaging their future and 

reverting to colonial status. In a nutshell, they 

argue, America is spending its way into the 

poorhouse by borrowing for consumption rather 

than using the funds to expand or develop 

industrial capacity. 

Worse yet, in Tolchin and Tolchin's view, the 

United States seems to be giving away the pro-

verbial farm with open-door, laissez-faire na-

tional trade and investment policies, and state 

governments are needlessly providing extrava-

gant subsidies to lure foreigners here. Mean-

while, the authors portray foreign businesses 

and governments—both separately and togeth-

er—as accelerating this nation's economic and 

political demise by means of sinister and sub-

versive plots. The writers note, for example, that 

foreign corporations may try to buy into critical 

defense-related manufacturing activities to 

acquire technology; sometimes, foreign govern-

ments encourage such activities and may even 

subsidize unfaircompetitive practices. National 

security can, of course, be compromised be-

cause of such actions. The authors also point to a 

moral issue: the openness of the U.S. financial 

system has encouraged, albeit incidentally, capi-

tal flight to the United States from dictators and 

criminals seeking a safe repository for their ill-

gotten gains. 

The Tolchins argue persuasively that the 

significant and fast-growing net-debtor status of 

the United States should generate concern 

among its citizens. Reliance on foreign money to 

finance a consumption binge certainly entails 

long-run costs in the form of an interest and 

debt repayment burden that threatens to grow 

even heavier over the next few years. The 

authors also assert—with some validity—that 

competition among states for foreign direct 

investment has led to excessive subsidies in the 

form of cheap land, tax holidays, job training, 

grants, and other breaks. Such competition 

among state and local governments can be 

wasteful and cause a cleavage between national 

and local interests. In instances when the in-

vestment would have been made without the 

inducement, the long-run profitability or bene-

fit to the United States is suboptimal. 

While some foreign investment incentives 

seem questionable, the Tolchins fail to recog-

nize that the jobs, tax revenues, and other 

benefits that result generally warrant such lures. 

Moreover, foreign investment may promote 

economic growth and enhance the ability of 

domestic industries to compete, thus adding 

jobs to the host economy. Such investment 

often brings innovative management techniques 

and better technology along with new plants or 

equipment. Local government leaders are keenly 

aware of these and other benefits; investment 

may boost employment, improve the com-

munity's economic diversity, and support its 

property and payroll tax base even when invest-

ment incentives are provided. 

Among the Tolchins' other concerns, national 

security issues are legitimate. Fortunately, safe-

guards have already been developed; for exam-

ple, defense contracts cannot be awarded to 

firms that are more than 25 percent foreign-

owned, and investments in a few sensitive 

industries are prohibited. As a practical matter, 

though, determining which industries qualify for 

safeguard treatment is difficult, suggesting that 

industrial restrictions should be used sparingly 

lest certain industries' competitive edge be 

dulled by insulation and protection. 

The Tolchins' other objections to foreign 

investment stem from their belief that foreign-

ers' interest in the United States derives from a 

desire to avoid protective tariffs, to acquire new 

technology, to gain a foothold in the large and 

affluent U.S. market, or simply to make money. 

Yet these motivations are not as sinister as the 

light in which this book casts them; indeed, a 

prevailing view among economists holds that 

world resource allocation is improved to the 

extent that foreign investment is market-driven 
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and lured by the profitability criterion. Once 

here, foreign investors should want the U.S. 

economy to operate as profitably and efficiently 

as possible. What's more, foreigners' efforts to 

avoid protective tariffs, acquire new technology, 

and increase market shares are common to vir-

tually all businesses, regardless of their geo-

graphical bases, political motivations, or the 

areas into which expansion is projected. 

In Buying into America, the Tolchins achieve 

success in publicizing what they regard as the 

potential dangers of foreign investment in the 

United States, thus meeting one of their major 

goals. Unfortunately, they are not as successful 

in reaching another major purpose—accurately 

describing how foreign money is changing the 

face of our nation. This objective is not met 

because the Tolchins overstate the dangers of 

foreign investment and give short shrift to its 

benefits. This shortcoming of Buying into America 
is particularly reflected in the shotgun approach 

taken regarding interactions between the United 

States and the rest of the world. The authors 

bring up such diverse incidents as clandestine 

Moscow-directed economic warfare and third-

world-initiated money laundering along with 

open and aboveboard international economic 

transactions such as foreign corporations' es-

tablishment of manufacturing plants in the 

United States and foreigners' portfolio pur-

chases of U.S. stocks and bonds. Moreover, 

Tolchin and Tolchin essentially lump these dis-

parate interactions together as all being costly 

to the United States. 

The unbalanced treatment of the issues in 

Buying into America is, perhaps, motivated by 

the authors' strong desire to call attention to the 

dangers of foreign investment, but they still go 

too far. Imbalance is also created by confusing 

consequences with causation: investment often 

is a response to a problem rather than the root 

of a problem. For example, if the United States 

is indeed on a consumption spree, as the 

Tolchins assert, the condemnation of foreigners 

who are willing to finance this consumption is 

neither a practical nor a charitable stance. 

In assessing the merits of foreign investment, 

two fundamental issues need to be addressed. 

First, an analyst should determine whether 

foreign investment in the United States is creat-

ing wealth or simply redistributing existing 

wealth. The Tolchins vaguely address this ques-

54 

tion with loose assertions that long-run "costs" 

such as profits, interest, dividend, and principal 

repatriation may outweigh short-term employ-

ment gains created by foreign investment. 

However, Buying into America definitely does 

not attempt to analyze the costs and benefits of 

foreign investment in a methodologically sound 

and empirical framework. 

A typical example of the type of no-win situa-

tion that the Tolchins depict concerns foreign 

investment in the real estate market. They write 

that "foreign investors often contribute to soar-

ing real estate prices,'' but in the same para-

graph they state that "foreign investors conduct 

distress sales that take the bottom out of U.S. 

real estate markets." The authors also downplay 

the impact of jobs created by foreign invest-

ments while suggesting, incorrectly, that for-

eigners dominate entire industries; as measured 

by employment, U.S. affiliates of foreign man-

ufacturers constituted under 8 percent of the 

work force in 1986 and exceeded 10 percent in 

only a few industries. 

The second important issue to be considered 

in evaluating foreign investment is whether our 

relatively receptive and open economic en-

vironment is preferred to one with more govern-

ment intervention in markets involving inter-

national activities. The Tolchins' philosophical 

answer, like protectionists' on the narrower 

trade issue, is clear: they recommend much 

greater government intervention via informa-

tion gathering and control of activities. The 

Tolchins seem either not to recognize or to 

ignore the fact that increased government in-

volvement could also generate substantial 

costs for our economic system in the form of 

inefficiencies. 

Beyond the direct costs associated with in-

creased U.S. government surveillance and inter-

vention, potentially large costs to the private 

sector might also ensue from the adoption of 

measures that restrict capital flows. Official U.S. 

balance of payments statistics for 1987 show 

that the flow of foreign direct investment (for 

property, plant, and equipment) to the United 

States was $41.5 billion during 1987, but U.S. 

companies did even more direct investment 

abroad ($49.3 billion). Moreover, the stock of 

U.S. direct investment abroad is much larger 

than what foreigners own here as a result of large 

U.S. outflows during the past several decades. 
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Foreign Investment: The Tolchins' Myths, Costs, and Recommendat ions 

Recitation of the Tolchins' nine "myths" of foreign investment is daunting, and their list of major poten-

tial economic and political costs of foreign investment is frightening. So, too, for that matter, are many of 

their recommendations. 

For the Tolchins, the perpetuation of the following myths is the real problem because they engender 

a paralyzing resistance to changes in public policy: 

• foreign capital will help America rebuild its industrial capacity; 

• foreign investment is separate from trade policy; 

• investment policy exists apart from foreign policy; 

• foreign investments are a sign of America's economic health; 

• money is neutral, not political, and investors are interested in profit, not power; 

• U.S. policymakers and the American people have enough information on which to base intelli-

gent decisions; 

• no changes are needed in the current U.S. laissez-faire policy toward foreign investment; 

• foreign investment and free trade are the same thing; and 

• foreign investment helps American business. 

The writers suggest that each of the following cost items entails a significant offset to the limited job-

creating benefits of foreign investment: 

• U.S. political and economic independence is lost; 

• foreign corporations eliminate U.S. industrial competition with peremptory strikes; 

• states give foreign investors extravagant concessions; 

• foreign corporations are antagonistic to U.S. workers' unionization rights; and 

• foreign investment will eventually worsen U.S. budget and trade deficits. 

The Tolchin solution to the challenge of foreign investment is a much-expanded role for the U.S. 

government in monitoring and controlling international economic transactions. Government must: 

• shield citizens from the negative impact of foreign investment and assert some control over its 

future direction; 

• require a policy of full disclosure of foreigners' investments in this nation; 

• identify the benefits of foreign investment and reinforce state efforts to maximize those benefits; 

• study the points at which foreign investment weakens U.S. national security and take measures to limit 

those investments; 

• take a hard look at foreign investors as employers and identify their shortcomings along with their 
strengths; 

• control foreign investment when it is inimical to American business or American interests; 

• recognize the U.S. bargaining position and negotiate from strength; and 

• demand a level playing field and reciprocity abroad. 

The most severe shortcoming of this book, 

though, is that it is anecdotal (and repetitive at 

that) rather than analytical. How foreign money 

is changing the face of our nation is an important 

topic for research. Careful analysis, however, is 

required to determine the ways in which this 

change ¡staking place. Moreover, important dis-

tinctions should be made when discussing the 

topic of foreign investment. Taking these dis-

tinctions into account and employing an analyti-

cal framework would produce a much more 

useful, and less polemical, product. 

Specifically, it is crucial from an economic 

perspective to distinguish foreign portfolio 
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investment, which may be an accommodating 

consequence of U.S. budget and trade deficits, 

from foreign direct investment in real assets. An 

appropriate discussion would reflect on the 

causes and consequences of direct versus port-

folio investment and include some quantitative 

estimation of the macroeconomic impacts of the 

different types of capital flows. Clearly, the 

employment effect of a foreign auto manufac-

turer locating an assembly plant in this country 

is much different from that of a foreign pension 

fund's purchase of the federal government's 

latest bond issue. Furthermore, neither of these 

activities bears much resemblance to nefarious 

international transactions in terms of political or 

social effects. 

The intrusion of foreign money into an econ-

omy is not a new issue. In light of this fact, an 

appropriate stance on the part of the United 

States and other countries receiving foreign 

investment would be to realize that the world is 

increasingly interdependent and that, while 

interdependency has its costs, its benefits are 

often much better. 

William J. Kahley 

The reviewer is an economist in the regional section of the 
Atlanta Fed's Research Department. 
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Book Review 

The Gathering Crisis in Deposit Insurance 

by Edward J. Kane 

Cambridge, Mass.: MIT Press, 1985. 

176 pages. $14.95. 

Originally published in 1985, Edward J. Kane's 

The Gathering Crisis in Deposit Insurance takes 

on additional importance given the current 

emergency in our nation's deposit insurance pro-

grams. When the book was written, the reserves 

in U.S. deposit insurance funds were just begin-

ning to show signs of decline. Since 1985, how-

ever, the rapid deterioration of the reserves of 

the Federal Savings and Loan Insurance Cor-

poration (FSLIC) has resulted in that fund's 

insolvency and the need for a massive infusion 

of federal aid. 

What caused this crisis, and what are some 

possible long-term solutions? The reader of 

The Gathering Crisis in Deposit Insurance will 

find the answers to these questions and much 

more. Professor Kane, who holds the Reese 

Chair of Banking at Ohio State University and is 

an internationally acclaimed banking scholar, 

provides a comprehensive overview and de-

tailed economic analysis of the problems sur-

rounding the nation's federal deposit insurance 

programs. The fact that Kane first began writing 

this book in early 1983-almost three years 

before the FSLIC was officially declared insol-

vent—only confirms the depth of Professor 

Kane's insight into the structure and workings of 

this nation's deposit insurance system. This 

insight is even more remarkable in light of the 

recent actions of the Federal Home Loan Bank 

Board. To appreciate properly, then, the au-

thor's understanding of the deposit insurance 

dilemma, an overview of the current status of 

this crisis is in order. 

Deposit Insurance: How the Problem 

of Zombie Thrifts Evolved 

On Friday, August 19, 1988, the Federal Home 

Loan Bank Board, overseer of the nation's 

federally chartered savings and loan associa-

tions and savings banks, announced a stunning 

multibillion-dollar FSLIC bailout of eight insol-

vent Texas thrift institutions. At that time the 

bailout, estimated to cost the FSLIC between 

$2.5 billion and $5.5 billion, represented the 

most costly multiple rescue ever undertaken by 

the fund. The bailout may have also signaled an 

end to the era of high-risk investment strategies 

which have been pursued by many of the na-

tion's now-troubled thrift institutions. 

The beginning of the problem thrift period 

can be traced back to the late 1970s when rising 

interest rates shrank the spread between the 

rates thrifts earned on their long-term asset 

portfolios, principally mortgages, and the rate 
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they paid on their primarily short-term deposit 

liabilities. As the 1980s arrived and profit margins 

continued to be squeezed, many already-

weakened thrifts tried to improve their earnings 

performance by undertaking speculative high-

risk investment strategies. Needless to say, 

many of these weak institutions suffered equity-

eroding losses as the high-risk investments 

proved unsuccessful. Certain institutions were 

in such dire financial condition that Kane coined 

the now-popular phrase "zombie thrifts," refer-

ring to institutions that are still operating but 

financially moribund. 

The term "zombie" has most often been 

applied to problem thrifts in Texas. These 

institutions are also the ones that pursued the 

most speculative investment strategies and 

that were devastated by the collapse of the oil 

economy. In Texas, the thrift problem is so 

severe that an estimated 100-plus thrifts are 

currently in need of rescue. Although the crisis is 

concentrated in the so-called oil patch—Texas, 

Oklahoma, and Louisiana—zombie thrifts are by 

no means located only in this geographic area. 

On August 10, 1987, President Reagan signed 

legislation that provided $10.8 billion for the 

insolvent FSLIC. This assistance package is part 

of the Competitive Equality Banking Act of 1987, 

which allowed the Federal Home Loan Bank 

Board to create a new entity, the Financing Cor-

poration, which serves as the vehicle for re-

plenishing the thrift insurance fund.1 Funds to 

recapitalize the FSLIC will come from bonds 

sold in the capital markets. Interest payments 

on the debt will be made from assessments on 

FSLIC-insured thrifts, while the principal will be 

backed by zero-coupon long-term Treasury 

bonds bought with the proceeds of the bond 

issues. 

This recapitalization plan is not without its 

own risks, however. First, the $10.8 billion capi-

tal infusion approved by Congress for thrift res-

cues nationwide is significantly less than the 

$15.2 billion that Home Loan Bank Board Chair-

man M. Danny Wall estimates will be required to 

clean up the thrift problem in Texas alone. The 

likelihood of such a shortfall is very real for the 

insurance fund, which former Home Loan Chair-

man Edwin J. Gray in early 1987 told Congress 

was losing $10 million per day. Even if one takes 

the approximate $20 billion available to the 

FSLIC through the year 1990, estimates of the 

total cost of liquidating insolvent thrifts nation-

wide range from $45 billion to a staggering $65 

billion.2 Second, given that they will in effect be 

subsidizing insolvent and perhaps poorly man-

aged zombie institutions, many healthy, well-

managed thrifts may actually withdraw from the 

FSLIC after a one-year moratorium. Finally, the 

weakest institutions may not even be able to 

meet the assessments required to service the 

bonds. 

One often-proposed solution to the current 

thrift crisis is to merge the FSLIC with the much 

healthier Federal Deposit Insurance Corpora-

tion (FDIC), which insures the deposits at the 

nation's commercial banks and, like the FSLIC, 

has prime responsibility for handling insolvent 

institutions. The rationale underlying this pro-

posal derives from the fact that the FDIC began 

1988 with roughly $ 18 bill ion in reserves in add i-

tion to an annual income from premium assess-

ments of roughly $3.3 billion. 

Though a merger between the nation's two 

most important deposit insurers seems plau-

sible, according to noted financial consultant 

Dan Brumbaugh, Jr., and banking law scholar 

Robert Litan, the FDIC may soon be unable to 

fund the cost of closing all insolvent commercial 

banks and may itself be headed towards a fate 

similar to the FSLIC's.3 Brumbaugh and Litan 

base their conjecture on an analysis of the capi-

tal base of the nation's commercial banks with 

over $50 million in total assets. This analysis, 

which is conducted relative to the cushion avail-

able to the FDIC in the event of bank failures, 

focuses on the growth of insolvent commercial 

banks during the 1986-87 period. 

Although many analysts will no doubt dis-

agree with the Brumbaugh-Litan conjecture, 

their analysis does raise questions about the 

financial strength of the FDIC. Factors that 

Brumbaugh and Litan cite as contributing to the 

overvaluation of the deposit insurer's financial 

strength include the use of generally accepted 

accounting principles that tend to overstate the 

true value of bank capital and understate in-

solvency risk, the presence of inadequate loan 

loss reserves for the Third World loans being 

carried on bank balance sheets, and the over-

stating of the value of domestic real estate 

owned by banks. 
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Kane's Analysis: Deposit Insurance 

Problems and Solutions 

In analyzing U.S. deposit insurance programs— 

that is, the programs of the FSLIC, the FDIC, and 

the National Credit Union Share Insurance Fund-

Professor Kane provides a masterful analysis of 

the incentive problems that arise in deposit 

insurance relationships. These problems occur 

(1) when the insurance premiums charged to 

institutions are actuarially unfounded—in other 

words, not related to the underlying riskiness of 

the insured institution-and (2) when regulatory 

policy further retards market discipline from 

operating to keep risk-return relationships in 

balance. 

The presence of risk-insensitive premiums 

leads to the insurance problems of moral hazard 

and adverse selection. Moral hazard arises 

when the presence and structure of insurance 

change the incentives of the insured to exercise 

proper care under the insurance contract. The 

problem of adverse selection exists when the 

insured presents more of a risk to the insurer 

than the insurer can detect from the information 

provided. Both problems result in insured par-

ties' taking excessive risks since the insurance 

premiums do not cover the insurer's expected 

losses. 

With fixed-rate deposit insurance, one can 

understand why Kane's zombie thrifts pursue 

high-risk investment strategies. By bidding for 

deposits at premium rates, these institutions 

are actually issuing contingent claims on the 

insurance funds. If the high-risk, high-return proj-

ects financed by these deposits pay off, then the 

institution makes handsome returns. On the 

other hand, if these projects fail, the manage-

ment can basically walk away, leaving the prob-

lem on the insurance agency's doorstep. Thus, 

their behavior can be likened to a Ponzi scheme 

or a game of "heads I win, tails you lose." 

Kane's exposition is divided into six chapters. 

Chapter 1 introduces the reader to the general 

regulatory environment of financial institutions 

and reviews the nature of the incentive prob-

lems along with suggestions for reform of the 

deposit insurance system. Chapter 2 examines 

the preferred procedures that federal regula-

tors use for handling insolvent depository in-

stitutions. Professor Kane discusses how delayed 

closings and the preference of the insurance 

agencies for purchases and assumptions of 

insolvent institutions by solvent ones actually 

dull the market's ability to discipline manage-

ment, thus allowing further risk-taking on the 

part of banks and thrifts. These actions lead to a 

significant weakening of the deposit insurance 

funds. Professor Kane provides statistical sup-

port for this claim with data based on FDIC- and 

FSLIC-assisted mergers that occurred during 

the early 1980s. 

Chapter 3 describes in some detail the major 

types of risk that bank and thrift managements 

have assumed as a result of an inefficient de-

posit insurance program. The author presents 

numerical estimates on the exposure of the 

insurance funds along with their loss experience 

over the 15 years prior to 1985. The interested 

reader should compare Professor Kane's esti-

mates with those cited in the introduction of this 

review. Clearly, regulatory policy has not kept 

pace with the ability of institution managers to 

add risk to their portfolios. 

Interest-rate risk is covered in chapter 4. 

Basically, the author shows how interest-rate 

risk—the loss of market value of assets as a 

result of changes in market interest rates—can 

be considered equivalent to the default of part 

of an institution's mortgage portfolio. Using this 

equivalence relationship, Kane examines 

pseudodefault rates on the mortgage holdings 

of insured thrifts, savings and loans, and mutual 

savings banks over several years. This chapter 

also includes several methods for estimating 

the value of deposit insurance to insured in-

stitutions. These methods range from a simple 

percentage of insured deposits to the use of the 

rather sophisticated option pricing models of 

modern financial economics. 

Chapter 5 of the book concentrates on the risk 

associated with lending to less developed 

countries (LDCs). The magnitude of the LDC 

debt crisis is related to the magnitude of federal 

default guarantees. Professor Kane argues that 

the establishment of a secondary market for this 

debt would help resolve the crisis by establish-

ing market values for the debt. These could then 

be used to restructure the loans on the insti-

tutions' books. However, this approach may be 

unacceptable as it would require substantial 

reductions in the book equity of the institu-

tions affected. 
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The final chapter presents Professor Kane's 

broad-based proposals for deposit insurance 

reform. For example, the use of market value 

measures, as opposed to historical valuation, is 

proposed. In addition, risk-based deposit in-

surance premiums are suggested as another way 

to alleviate the incentive problems associated 

with the current deposit insurance program. 

Finally, Kane recommends implementing statu-

tory restrictions on the ability of regulatory 

bodies to keep insolvent institutions operating. 

A 1988 Perspective on Kane's Analysis 

Taken as a whole or separately, the author's 

proposals are certainly steps in the right direc-

tion and could form part of the basis for serious 

reform of the deposit insurance system. How-

ever, the presence of measurement error, a 

practical certainty in any attempt to report thrift 

assets and liabilities at their market values, will 

inhibit the judicious closing of thrifts when their 

net worth is zero. In addition, such closings are 

certain to be challenged in the courts by thrift 

owners and other stakeholders in an effort to 

preserve their property rights, and the courts 

will not necessarily agree with the insurers. 

Finally, such litigation might require a signifi-

cant expenditure of resources by the insurers or 

the thrift owners, resources that could be better 

used in other capacities. 

In today's environment Kane's proposals rep-

resent only modest changes for a system that 

needs major restructuring. If Professor Kane 

were writing this monograph today, he would 

likely offer sweeping changes in the overall form 

and structure of the nation's deposit insurance 

program, including a discussion of how the tran-

sition to the new structure should be managed. 

This transition issue will certainly be a key com-

ponent in any major reform proposal. 

The Gathering Crisis in Deposit Insurance is 

an important volume for academic scholars, 

policymakers, practitioners, and others inter-

ested in the overall safety and soundness of our 

financial system. If the finance community is 

lucky, Professor Kane will publish a new volume 

dealing with the question of where we go from 

here. 

William Curt Hunter 

The reviewer is a research officer in the Atlanta Fed's 
Research Department. 

Notes 

n addi t ion to providing much-needed assistance to the 

thr i f t insurance fund, the law also requires banks to clear 

customers' checks more quickly, bans the creation of new 

limited-service (nonbank) banks, and imposes a morato-

rium on granting banks authority to expand into such areas 

as insurance, real estate, and securities underwriting. 

2Will iam Proxmire, "Comment , " American Banker, Septem-

ber 23, 1988, 4. 
3R. Dan Brumbaugh, Jr., and Robert E. Litan, "Insuring the 

Insurers: The Banks Are in Big Trouble, Too," The New York 
Times, Sunday, August 21, 1988, sec. 3. 
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Book Review 
The Netherlands and the Gold Standard, 1931-1936: 
A Study in Policy Formation and Policy 
Edited by Richard T. Griffiths. 
Amsterdam: Nederlandsch Economisch-Historisch Archief, 1987. 
214 pages. $37.50. 

The Gold Standard and 
the International Monetary System 1900-1939 
by Ian M. Drummorid. 
London: Macmillan Education Ltd., 1987. 
71 pages. $9.95. 

Persuasive evidence for o ld debates often 
comes in unexpected forms. Such is the case 
with The Netherlands and the Gold Standard, 
1931-1936. The debate concerns the stabi l i ty 
usually associated with a gold-backed currency: 
does the stabil i ty result from the gold standard, 
or is such stabil i ty a prerequisite for the main-
tenance of the standard? Al though not the 
editor's main purpose, this book provides sub-
stantial evidence that it is the stabil i ty that per-
mits the gold standard; gold does not by itself 
provide that stability. 

By 1931 the gold standard, under which a 
nation's currency can be converted into fixed 
amounts of the precious metal, had unraveled 
in most countries, with the notable exceptions 
of the Netherlands, France, Belgium, and Switz-
erland: the "gold bloc" countries. Of these four 
nations, the Netherlands was the last to come 
off the gold standard; it d id so, reluctantly, in 
1936. 

The Netherlands and the Gold Standard, 
1931-1936 helps explain how this country aban-

doned its gold-based currency. The book con-
tains ninechapters, each of which reports on the 
events of the period through the experience of 
di f ferentgroups; for example, Chapter 3 is t i t led 
"The Employers Association," Chapter 4, "The 
Agricultural Lobby," Chapter 5, "The Trade 
Unions," and so on. Like a mult iperspective 
novel, the chapters in this collection tend to 
recount the same basic events as seen by a 
variety of interested parties. Given its rather 
narrow topic, this book would not seem par-
ticularly interesting, no matter how good a job 
the authors or editor did. The story that emerges, 
however, should be read by everyone inter-
ested in the feasibil ity of a gold standard. 

Griffith's collection of essays correctly por-
trays the early 1930s as a t ime of world economic 
instability. Though the rest of the world seemed 
to be devaluing—that is, moving off the gold 
standard—from this text one gathers that the 
people of the Netherlands simply d id not want 
to abandon gold; even groups that would bene-
fit the most from a devaluation d id not contend 
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that the gold standard was undesirable. Rather, 
their arguments seemed purely pragmatic and 
somewhat apologetic, essentially professing 
the merit of the gold standard while acknowl-
edging that they would be better off without it. 
Those people with l i t t le to gain from devalua-
tion strongly opposed it, of course. In short, 
maintaining a gold standard seemed to be a 
politically safe, if not indeed popular, position, 
which helps explain why the Netherlands held 
on for so long. 

Eventually, though, the Dutch were forced to 
let go. Devaluations by other countries lowered 
the value of the Netherlands' foreign-exchange 
holdings; as a result, whenever another country 
devalued, a speculative run on the Dutch cur-
rency would take place. Beginning in March 
1935, the "gold bloc" countries started to aban-
don the precious metal, intensifying pressures 
on the remaining gold-standard bearers. After 
France devalued, Switzerland and then the 
Netherlands had l i t t le choice but to follow suit. 
Even though a reasonable political consensus 
existed to retain the gold standard, interna-
tional instability overwhelmed domestic de-
sires. In such an environment, the gold standard 
simply was not feasible. 

The authors d id not set out to make th is point, 
however. Instead, they produced a text aimed at 
understanding the devaluation decision itself 
and the reasons it d id not occur earlier. To this 
end the book represents a remarkable effort in 
reconstructing the political forces and econom-
ic conditions of the time. Unfortunately, the very 
narrow scope of the inquiry and the quite de-
tailed result could easily deter most readers. 
This effect is regrettable, for the underly ing 
moral of the Netherlands' story is qui te relevant 
to some of today's debates. Despite its pol itical 
popularity, the fate of the gold standard was 
determined by world instability. 

Ian Drummond's The Gold Standard and the 
International Monetary System 1900-1939 ad-
dresses the question in quite a different man-
ner. Containing just 49 pages of text, the work is 
overwhelmingly brief. In addition, the style and 
tone of writing are similar to a personal letter's, 
with the end result being a book that is a quick 
and easy read. 

Drummond divides his exposition into three 
t ime periods and a summary. The first part of his 
narrative covers the years from 1900 through the 

beginning of World War I. Presented in this sec-
tion is a brief overview of the gold standard's 
mechanics in an essentially tranquil period. 

Chapter 2 reviews the activities from 1914 
through 1931. The First World War took nations 
off the gold standard; after the host i l i t ies 
ended, many countries tried, with varying de-
grees of success, to get back on it. With the 
exception of the "gold bloc" countries that held 
out a few years longer, these attempts ulti-
mately failed, particularly under the pressures 
of the Depression. Only 16 pages of Drum-
mond's work are devoted to this period, and so 
many of the interesting developments—such as 
reparations payments and some hyperinflations-
are ignored. 

The final chapter of The Gold Standard and 
the International Monetary System 1900-1939 
charts the remnants of the gold standard during 
the Depression and the immediate conse-
quences, particularly in Europe, of at least 
somewhat floating exchange rates. 

Drummond's book may be useful for under-
graduates who want a quick understanding of 
the actual workings of a gold standard during 
the prewar twentieth century. Though this mono-
graph presents only superficial historical cover-
age, in certain circumstances that focus (or lack 
thereof) is a virtue rather than a defect. 

The gold standard will no doubt look pro-
gressively more attractive as t ime passes and as 
people forget why the standard was aban-
doned. Drummond's book offers just a quick 
recapitulation of the workings and failings of 
gold-backed money. The story of the Nether-
lands, though, with its wel l-meaning peop le 
who would have collectively preferred the gold 
standard only to have their desires dashed by 
international instability, is worthy of an occa-
sional recounting whenever the luster of gold 
grows bright. 

Thomas J. Cunningham 

The reviewer is an economist in the macropolicy section of 
the Atlanta Fed's Research Department. This review ap-
pears in a somewhat different form in the Spring 1989 Jour-
nal of Economic History. 
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Book Review 

Migration and Residential Mobility in the United States 

by Larry Long 
New York: Russell Sage Foundation, 1988. 
416 pages. $39.95. 

As migration transforms the demographics of 
a region, its economic and social features shift 
as wel l : the education, experience, or number of 
workers might be altered, thus changing the 
nature of a local work force. Also, the different 
saving and spending habits of a new populat ion 
can significantly modify an area's financial and 
consumer markets. Research that at tempts to 
quantify migration's impacts can thus be helpful 
in many different arenas. 

One recent contr ibut ion to the l iterature is 
Migration and Residential Mobility in the United 
States by Larry Long. The publisher's news re-
lease heralds this study as "a comprehensive 
i n te rp re ta t i on of the last half century of 
Amer icans- in-mot ion." The publ ic is t 's c la im 
notwithstanding, Long's stated goal is less am-
bitious: to integrate and communicate the trends 
and patterns of geographical mobi l i ty within the 
Uni ted States. His overview of migrat ion re-
volves around the answers to seemingly simple 
questions such as who, where, how much, why, 
and with what effect. 

Long's monograph succeeds most when the 
migration picture is clear, that is, when the who, 
where, and how much questions can be an-
swered with precise and consistent data. The 
author is at his best in giving an overall numeri-

cal perspective and describing what has and has 
not changed, as measured by national censuses 
and surveys, over the last 50 years. That he does 
this well wil l come as no surprise to migration 
researchers, since Long is a well-known and 
highly respected scholar at the Center for 
Demographic Studies of the U.S. Bureau of the 
Census. His prolific research is further evinced 
in the fact that 20 of his own journal articles are 
ci ted among the bibl iographic entries. 

The author also succeeds in po in t ing out 
where the migration picture is blurred, that is, 
where our understanding of the basic deter-
minants and consequences of migration re-
mains incomplete. The obscurity here emerges 
as Long seeks answers to the why and with what 
effect quest ions about migrat ion. Because 
these knowledge gaps l imi t the policy implica-
tions that can be inferred authoritatively, Long's 
contr ibut ion is less in the realm of policy pre-
scriptions, which are few and tentative, than in 
identifying many of the gaps in our understand-
ing of migration's causes and socioeconomic 
effects. 

Fol lowing an in t roduct ion to the avai lable 
migration research and data, Long's tome in-
vestigates how much geographical mobi l i ty has 
occurred within the United States over short 
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and long distances, as well as how levels and 
rates have changed not only recently but also 
over extended periods. His discussion focuses 
primarily on the degree of migration between 
states. Thus, major in ters ta te popu la t i on 
movements—where migrants come from and 
where they go—are identi f ied, and issues in-
cluding the extent and l ikel ihood of return and 
repeat interstate migration are explored. Num-
bers abound in these chapters, although Long 
presents the data effectively, using visual aids 
such as maps that are shaded to reflect data or 
that depict migration streams with arrows. 

Among the major movements chronicled in 
Long's maps, graphs, charts, and tables are the 
1930s exodus from the Dustbowl states, the 
migration of many New Yorkers to the New Jer-
sey suburbs and Florida beaches, and the pa-
rade of migrants to California. He also notes 
many shift ing migration patterns of the last half-
century, particularly the pre-1970's South-to-
North stream that since has exper ienced a 
dramatic reversal. 

Several of the migration trends that Long dis-
cusses were unanticipated when they occurred, 
and others probably wil l surprise readers even 
in retrospect. It is fairly well known, for example, 
that blacks reversed thei r net out -migrat ion 
from the South during the 1970s and several 
heavily industrial ized northern states that com-
pose the Rustbelt lost populat ion to migration 
during the last decade. Long also presents 
three f indings that wi l l prove novel to most 
readers.- (I) northeastern and mid western states 
that experienced net out-migration in the 1970s 
typical ly had below-average rates of out-
migration among persons at pr ime migration 
ages; (2) high-growth states in the West and 
South typically have had above-average rates of 
both in-migration and out-migration; and (3) the 
propensi ty to leave one's state of b i r th was 
lower in the late !970s-when the baby boom 
began moving through adulthood—than in the 
late 1950s, a t ime popularly portrayed as one 
of stability. 

Of course, many of Long's f indings are hardly 
surprising. The not ion that "migration begets 
migration"—that people who move are more 
likely to move again or that large numbers of in-
migrants may increase the mobi l i ty potential of 
nonmigrants—jibes with intuit ion. Also, his dis-
covery that the incidence of long-distance mov-

ing has increased might be expected from certain 
important developments l ike post-World War II 
improvements to the nation's transportation 
and communications networks, industrial de-
centralization, and the growing importance of a 
widely dispersed service sector. 

The early chapters also provide some items 
to interest trivia buffs, although the examples 
c i ted here are more than trivial. The reader is 
informed, for example, that the largest county in 
the 48 cont iguous states is San Bernadino, 
California, with more than 20,000 square miles, 
and the smallest is the two-square-mile Wash-
ington, D.C., suburb of Falls Church City, Vir-
ginia. This type of in format ion is not mere 
minutiae, though, since Long uses such t idbi ts 
to il lustrate key points. The "large county-small 
county" example il lustrates an obvious l imita-
t ion of presenting internal U.S. migration statis-
tics on a county basis. A family in San Bernadino 
can move 120 miles and not change counties, 
bu t a move of a few blocks may entai l a change 
in county residence in the suburbs of the na-
tion's capital. 

Chapters 5-7 explore the reasons for and the 
consequences of migration. The first of these 
chapters considers the impacts of migration, 
especially at the regional level. The racial com-
posit ion of migration streams is addressed, as 
are some effects of populat ion movements on 
the levels of education and poverty. Generally, 
the net effect of migration on the South has 
been an improvement in its socioeconomic 
standing relative to the rest of the nation. Chap-
ter 6 considers migration from a metropol i tan-
nonmetropol i tan perspective. Interest in this 
topic has intensif ied over the last decade and a 
half, partly because movement between urban, 
suburban, and rural areas provided researchers 
with another migration surprise. From the late 
1960s through the 1970s migrants' preferences 
shifted from favoring metropolitan to nonmetro-
pol i tan locales, but around 1980 metropol i tan 
areas exper ienced a resurgence. Chapter 7 
examines the reasons that peop le give for mov-
ing. Long points out the shortcomings of infer-
ring migration's determinants by querying in-
dividuals: for example, they simply may not 
know their motives, or may have reasons for mis-
representing them. Nonetheless, he provides 
some justif ication for this methodology by in-
d icat ing the drawbacks of de te rmin ing the 
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motives for moving solely from observed migra-
tory flows. For example, the reasons for retirees' 
migrating cannot truly be ident i f ied and com-
pared except through personal interviews. 

In the book's last chapter, Long analyzes 
internat ional census and survey statist ics in 
order to compare migration in dif ferent nations. 
From this vantage, the author poses a number of 
important policy questions: 

• Do state welfare benef i t levels st imulate or 
inhibi t migration? 

• Should pub l ic pol icy a t tempt to inf luence 
mobi l i ty of the unemployed or low-income 
persons and families by directly subsidizing 
migration? 

• Is national economic growth constrained by 
worker reluctance to move in response to in-
dustrial restructuring? 

• Do national policies regarding home owner-
ship and financing restrict mobi l i ty? 

• Is greater mobi l i ty increasing the need for 
social services, such as care of elderly people 
that relatives living nearby would otherwise 
provide? 

• Should the U.S. government enact "place" 
policies to increase economic opportuni t ies 
in some areas or "worker" policies to increase 
mobi l i ty toward areas with growing employ-
ment opportunit ies? 

Answers to these questions rely on a much 
more detai led understanding of the causes and 
consequences of migration than is now avail-
able. Research to help def ine the factors that 
motivate migration must sti l l be done. It is crit i-
cal to know, for example, whether economic or 
noneconomic influences are migration's pri-
mary determinants and whether the reasons for 
moving have changed over the decades. An-
swers to the causality question will be found only 
in a properly constructed model that incorpo-
rates economic features such as employment 
opportuni t ies as well as noneconomic influ-
ences such as climate, amenities, or quality of 
life. 

Long considers the data on reasons for mov-
ing and concludes that life-style amenities play 
a strong subordinate role in motivating migra-
tion, though there is l i t t le evidence that they 

have superseded economic motivation. He also 
concludes that " there is no firm evidence for or 
against the widespread notion that reasons for 
moving have changed over the last several 
decades in favor of noneconomic motives l ike a 
desire to l ive where the weather is nice, where 
recreational opportuni t ies are present (whether 
mountains for skiing or beaches for surfing), or 
where other quality-of-l i fe amenities exist." 

Long does not review in detai l the volumi-
nous economics l i terature relating to migration, 
but he cites major research contributions, pro-
v ides relevant b ib l iograph ica l in format ion, 
and ably summarizes the strengths and short-
comings of "tradit ional econometric models." 
Most importantly, he recognizes that a variety of 
age, period, and cohort effects influence migra-
t ion propensit ies. The author also seems to 
agree that for theory development a more ex-
tensive use of both macroeconomic analyses of 
migration and microdata is necessary. 

These exercises are not carried out in Long's 
book, but to ignore the work because of its lack 
of deta i led econometric f indings by others or 
statistical analyses based on the author's own 
work would be a mistake. Rather, economists 
interested in understanding the why and with 
what effects questions surrounding migration 
will f ind that this monograph provides valuable, 
if not essential, background material. (The book 
contains a wealth of data in tables and appen-
dices for readers who want to review the sta-
tistics.) 

The with what effect question actually has 
many aspects. Long writes, "|The question! can 
refer to the effects of migration on places, on 
people (those who do not migrate as well as 
those who do), and on more abstract concepts, 
such as occupational mobi l i ty of the labor force, 
the care of elderly persons whose chi ldren have 
moved away, and the nature of participatory 
democracy and the role of voluntary activities in 
a society where individuals' commitment is to 
career and its advancement through migration 
rather than to places." Several aspects of this 
question are inherently complex. Moreover, the 
census data and the survey information that 
Long has chosen are not suitable for addressing 
many of these dif f icult impact issues. Thus, his 
concentration on migrants' characteristics and 
the effects of migration on places is not sur-
prising. 
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Migration and Residential Mobility in the 
United States is one in a series of analyses 
aimed at condensing and analyzing the vast sta-
tistical results of the 1980 census. Topics in the 
series explore major features of our soc ie ty -
ethnic groups (blacks, Hispanics, foreign-born); 
spatial dimensions (migration, neighborhoods, 
housing, regional and metropol i tan growth and 
decl ine); and status groups (income levels, 
families and households, women). The studies, 
const i tut ing "The Populat ion of the Uni ted 
States in the 1980s," were planned, com-
missioned, and moni tored by the National 
Committee for Research on the 1980 Census; 
this commit tee was formed by the Social Sci-
ence Research Council and is sponsored by the 
council, the Russell Sage Foundation, and the 

Alfred P. Sloan Foundation, wi th the collabora-
t ion of the U.S. Bureau of the Census. The 
u l t imate object ive of the commi t tee and its 
sponsors has been to produce "a definit ive, 
accurate, and comprehensive p ic ture of U.S. 
populat ion in the 1980s. Long s monograph 
represents an impor tant cont r ibu t ion to the 
studies and surely wil l be a valuable reference 
work for researchers in this f ield. 

William J. Kahley 

The reviewer is an economist in the regional section of the 
Atlanta Fed's Research Department. 
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Book Review 

Memoirs of an Unregulated Economist 

by George). Stigler. 

New York: Basic Books, 1988. 

228 pages. $17.95. 

George Stigler has made seminal contribu-

tions in an uncommonly broad range of areas in 

the field of economics, including economic his-

tory, price theory, and industrial organization. In 

each of these areas, his inventive analysis has 

established whole new approaches to studying 

economics. He adapted, enhanced, and ap-

plied existing price theory to a rich and varied 

array of real world situations. 

Stigler's early work in the history of economic 

thought analyzed the writings and research of 

David Ricardo, John Stuart Mill, David Hume, 

and William Stanley Jevons. Later, he delved 

into such issues as the concept of originality. He 

argued that intellectual originality is not a mat-

ter of who first conceives an idea but of who first 

makes it important. 

Although he focused originally on studies of 

economic history, Stigler's contributions in 

applied economic analysis have been fruitful 

throughout his career as well. In the fields of 

industrial organization and the economics of 

regulation, his work has had a measurable im-

pact on public policy and on perceptions of the 

appropriate scope to government's role in the 

marketplace. In particular, his studies regarding 

the economics of information—which treated 

information as a scarce, and therefore not free, 

resource—have been applied to analyses of ad-

vertising, the labor market, and business cycles. 

Professor Stigler, now director of the Center 

for the Study of the Economy and the State at 

the University of Chicago, has a formidable 

reputation for using humor and humanism, 

which, in concert with acute and serious analy-

sis, have made his writings on economics some 

of the most elegant in the history of the pro-

fession. 

The tone of Stigler's Memoirs of an Unregu-
lated Economist is playful, reflecting the au-

thor's definition of humor as "the ability to see 

oneself with detached candor." The issues dis-

cussed in these reminiscences are uniformly 

serious, and many of them, in fact, remain un-

resolved. However, Stigler's "detached candor" 

succeeds in communicating the excitement of 

first-class minds grappling with puzzles and 

makes accessible the economic concepts pro-

viding the inspiration. Despite his witty ap-

proach, however, Stigler does not minimize the 

real struggle and contention that accompany 

the clash of ideas. 

Two themes run through these stylish and 

gentle memoirs. The first of the book's major 

topics is general enough to be familiar to any-

one who engages in purposeful problem solving: 
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Ideas, and the peop le who develop them, 

evolve through exposure to different facts and a 

variety of opinions. Much of this book relates 

episodes in Professor Stigler's distinguished 

career that show how his perceptions of impor-

tant economic concepts and public policy is-

sues changed at various times. These shifts in 

thinking resulted from his own work as well as 

the persuasiveness of others' discoveries. 

Stigler points out that some of this century's 

major contributions to economics owe their pre-

eminence, temporary or ongoing, to the support 

of economists who opposed them at one time. 

He himself has sometimes led the profession 

but at other times has been carried along with 

the majority of his colleagues. For instance, in 

1950 Professor Stigler, together with most ana-

lysts of industrial organization, believed that 

monopoly posed a major publ ic pol icy problem 

in the United States and that it should be dealt 

with by breaking up dominant firms. Stigler 

admits that at that time, when the presence of 

industrial concentration was accepted as evi-

dence of noncompetitive behavior, this belief 

was based "more upon consensus than upon 

evidence." As the 1950s progressed and both 

empirical and theoretical economists failed to 

certify that concentration necessarily com-

promised competition, Professor Stigler and 

the economics profession moved away from the 

earlier position. 

The second major motif in Stigler's reflections 

is the generality and richness of economic 

analysis. The tools of the economist are the 

assumption of rationality and its persistent 

application to all decision making. Memoirs of 
an Unregulated Economist recounts recurrent 

patterns of mistaken though widely accepted 

ideas' eventually succumbing to the relentless 

application of economic reasoning. In this way 

the two major themes of the book are united. 

Many anecdotes throughout the memoirs 

highlight two critical aspects of the process of 

idea development that are essential to intel-

lectual progress: openness and the stringent 

empirical testing of results. Marshall Breger 

described the evolution of ideas as a procedure 

that "requires the frank expression of divergent 

views, even if tentative and not fully informed; 

the testing of views through critical queries, 

even if put forth only for the purpose of debate; 

and the raising of alternatives for discussion, 

even though one may not necessarily favor 

them."1 Professor Stigler has been fortunate to 

have worked in several settings, including the 

National Bureau of Economic Research (NBER) 

and the University of Chicago department of 

economics, where this process was followed 

with great enthusiasm and to quite productive 

ends. 

During Stigler's career a number of previously 

accepted truths were discredited through ad-

herence to this process, yet persistent prob-

lems of economics, especially in the realm of 

economic policy, are still not entirely provable 

or completely refutable; many, though, are sub-

ject to empirical testing. Professor Stigler re-

lates how his colleagues at the NBER, as well as 

the goals of his own research agenda, impressed 

upon him a respect for the power of empirical 

data in evaluating economic theory. Over the 

span of Stigler's career, members of his profes-

sion made enormous progress in developing 

techniques to infer information from data. How-

ever, even many defunct theories and "facts" 

have had some (possibly spurious) empirical 

basis. Thus, Stigler demonstrates that the evo-

lution of ideas is a risky process, in which the 

new outcome is not always closer to the truth 

than the previous "facts." 

A review of the accomplishments of an econo-

mist as eminent as Stigler—who received the 

Nobel prize in 1982—reveals a healthy skepti-

cism that acknowledges the pitfalls and weak-

nesses of his chosen profession. Although such 

an attitude may recognize the limitations of 

specific research, it does not extend to acknowl-

edging any real boundaries to the scope of 

economic analysis. "Of all the social scientists, 

only economists possess a theoretical system 

to explain social b ehav i o r . . . , " Stigler writes. 

Furthermore, "the very nature of economic logic 

invites a sweepingly wider application of eco-

nomic analysis to social phenomena. An eco-

nomic problem is a problem of choosing ef-

ficiently among alternative ways to use re-

sources, whether the resources are dollars, a 

bowl of whipped cream, available time, or even 

a reputation for honesty and skill | E|conom ic 

logic is the logic of all efficient behavior." As 

economics has invaded other fields—sociology, 

law, studies of both discrimination and child-

bearing, and so forth-the discipline has elic-

ited some hostility because of the dispassionate 
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manner in which it approaches issues "loaded 

with emotional commitments." Yet policy-

making, Stigler believes, must be informed by 

the rigorous analysis of a measure's costs and 

benefits, both financial and intangible. Profes-

sor Stigler was one of the pioneers in this rich 

vein of economic policy research. 

Unfortunately, even though economic analy-

sis can address an immense variety of prob-

lems, courtroom decisions have often failed to 

recognize the worth of its appl ication. Sprinkled 

throughout these memoirs are examples of how 

the less efficient and possibly irrational legal 

process tr iumphed over economic ideas in 

some cases in which Professor Stigler was in-

volved. To be right is not necessarily to succeed. 

Perhaps economic analysis' hubris invites these 

results. 

Overall, Memoirs of an Unregulated Econo-
mist is gracefully balanced between a discus-

sion of ideas and an informal history of the 

people who have argued for and against them. 

At times, however, there is a distinct incongruity 

between the affectionate, chatty observations 

about famous colleagues, which can be fully 

appreciated only by those acquainted with their 

contributions to the profession, and the off-

hand, breezy descriptions of the advanced eco-

nomic concepts these people developed. Any-

one familiar enough with the economic litera-

ture to enjoy Stigler's personal insights may be 

unsatisfied by his oversimplified treatment of 

the economic issues. Similarly, readers who 

require an introductory-level discussion to the 

issues will be unenlightened, even baffled, by 

the intimate but prosaic insights into such great 

economists as Frank Knight, Jacob Viner, Milton 

Friedman, and Aaron Director—all teachers or 

colleagues of Professor Stigler. For example, the 

discussions of economic externalities and ra-

tional expectations are barely motivated and 

serve more to provide insight into personalities 

than to illustrate the progress of economic 

analysis. This drawback is unfortunate because 

Professor Stigler's significant contributions to 

economic analysis suggest he is uncommonly 

well equipped to make his memoirs useful to 

students of both economic issues and the his-

tory of thought. 

Mary Susan Rosenbaum 

The reviewer is research officer in charge of the macropolicy 
section of the Atlanta Fed's Research Department. 

Note 

'Marshall Breger, "Sunshine Act: Decade of Exposure 
Leaves Wrinkles," Wall Street Journal, September 25, 
1986, 30. 
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Book Review 

Breaking Up the Bank: Rethinking an Industry under Seige 
by Lowell L. Bryan. 
Homewood, 111.: Dow Jones-Irwin, 1988. 

209 pages. $42.50. 

Breaking the Bank: The Decline of BankAmerica 
by Gary Hector. 

Boston: Little, Brown, 1988. 

363 pages. $18.95. 

It is tempting to argue that Gary Hector's 

Breaking the Bank and the first third of Lowell 

Bryan's Breaking Up the Bank tell the same 

story. In a detached and analytical manner befit-

ting a senior partner at McKinsey and Company, 

Bryan analyzes the wrenching changes that 

beset American banks, particularly large ones, 

in the late 1970s and the 1980s-, he also de-

scribes how the hangover from earlier decades 

of protected stability dimmed banks'vision and 

muddled their action. In Breaking the Bank, 
Gary Hector, a business journalist on leave from 

Fortune while writing this book, unintentionally 

wraps Bryan's analysis in the flesh and blood of 

Bank of America (B of A), describing the course 

the bank's management pursued through the 

perils encountered by most banks, large and 

small, during the seventies and eighties. Argu-

ably, B of A's unusual circumstances magnified 

the impact of many of that era 's d islocations; the 

bank's size alone made front-page news of its 

problems. 

From the 1930s through most of the 1970s, 

Bryan writes, commercial banks and thrifts in 

the United States operated in an insulated 

environment: a government insurance subsidy 

and markets that were often protected made it 

difficult for financial institutions not to make a 

profit, so expanding existing lines of business 

and undertaking new ventures were always cor-

rect strategies. 

In an analysis reminiscent of many other re-

cent accounts, Bryan explains that the 1970s 

brought the beginnings of economic volatility 

(especially in interest rates), advances in the 

efficiency of data communication and processing, 

innovations in financing techniques, and changes 

in the rules under which insured depository in-

stitutions operate. These developments greatly 

modified the nature of the markets in which 

banks sell their wares. With this evolution came 

pressure for substantial changes in the ways 

banks must do business in order to earn a rea-

sonable profit and provide relatively safe and 

liquid deposit accounts to their customers. 

Using his bank management expertise, Bryan 

concentrates on three aspects of the banking 

system that, in his view, broke up over the past 

two decades: (1) growth-oriented, multiproduct 

institutions, which had been allowed by pro-
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tected markets to cross-subsidize some of their 

operations (without knowing the extent of sub-

sidy to individual products); (2) banks' market 

share in important services such as business 

lending and consumer accounts, which has re-

cently suffered major losses; and (3) a legal and 

regulatory system that provided an insurance 

subsidy for banks yet limited their ability to 

adjust to changing technology and competitive 

pressures. 

The author argues that competition has forced 

banks to pay market rates on deposits, causing 

institutions to shift expenses away from fixed 

assets (branches) that had been set out to gar-

ner deposits when banks could not compete on 

the basis of interest payments. The largest in-

stitutions have also lost their least risky cus-

tomers, who now borrow in the commercial paper 

market. Even the smallest banks face increased 

competition on both sides of their balance 

sheets. Bryan asserts that, in replacing lost busi-

ness and meeting new competition, banks have 

taken on more risk without fully recognizing that 

they were doing so. Loans to less developed 

countries (LDCs) demonstrate this tendency, 

but Bryan contends that LDC debt is not the 

only risky means by which banks have tried to 

restore lost revenues. 

Bryan concludes his analysis of banks' prob-

lems over the past two decades by describing a 

system that has produced bloated organiza-

tions with insufficient knowledge of their own 

operations to control their expenses or risk. 

These inefficient institutions are, according to 

the author, substantially aided by a government 

subsidy in the form of deposit insurance and 

significantly hindered by government regula-

tions concerning activities and geographic dis-

persion. 

In Breaking the Bank, Hector chronicles the 

hard times of Bank of America during an era 

identified by Bryan as a crucial period for U.S. 

banking. Hector's story of Bank of America 

generally ignores the economic developments 

that shaped events at the bank and, in doing so, 

limits the reader's perspective on the institu-

tion's problems. However, between the lines, 

the reader can discern an institution that carried 

Bryan's model to its "logical" extreme in a large, 

growing state economy where statewide branch-

ing had long been allowed. In Hector's view, 

B of A s large branching system, its dependence 

on consumer deposits, and its willingness to 

skimp on controls in its drive for expansion, as 

well as its cumbersome and sometimes ineffec-

tive bureaucracy, were particularly exaggerated. 

Breaking the Bank begins with a long and fas-

cinating paean to AP. Giannini, Bank of Ameri-

ca's founder. Energetic, creative, dedicated to 

his own business philosophy, and a prominent 

front-runner who remained close to his cus-

tomers throughout a long, stormy career, Gian-

nini is a fine subject for Hector's colorful style. 

Looking through Bryan-colored glasses, how-

ever, one may view Giannini as an entrepreneur 

whose innovation was to recognize and follow 

closely the incentives that the markets and the 

regulatory and insurance system presented. 

Giannini's successors—including Tom Clausen 

and Sam Armacost—inevitably faced the kind of 

changes that Bryan describes and were, at first, 

not particularly successful in their responses. 

Hector upbraids these men unmercifully for 

running into problems that Giannini did not 

encounter, as well as for responding inade-

quately to them. 

The author, however, seems to have put on 

bl inders when he sat down to write Breaking the 
Bank. A look at annual reports of other large 

California banks reveals numerous similarities 

to B of A. Many of the problems of rising operat-

ing expenses connected with large branching 

systems, loan quality—especially foreign loans— 

and inadequate controls haunted those institu-

tions, too. 

Whether B of A s managers were less compe-

tent than the people who ran other large banks, 

as Hector implies and as the successful adjust-

ment by some (but not all) large California com-

petitors suggests, or whether B of A simply faced 

magnified problems is not considered by Hec-

tor; nor is the answer easily discernible. That 

Wells Fargo and Security Pacific, in particular, 

adjusted more successfully is grounds enough 

for Hector to disparage Bank of America. One is 

curious how the journalist might have written 

the Crocker story or might now write the First 

Interstate story. 

Ironically, B of A has had considerable suc-

cess since about the time Hector's book was 

published. That success, though, has not been 

based primarily on the plan for reorganizing 

banks and banking set forth by Bryan's more 

general and prescriptive work. In the second 
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and third parts of Breaking Up the Bank, Bryan 

proposes solutions for many of the problems 

faced by larger institutions in particular; these 

proposals link both private and public actions. 

Bryan introduces his plan of action for banks 

with a discussion of structured securitized cred-

it His presentation of concepts, which reason-

ably categorizes and classifies credit functions 

and offers clear explanations of interrelation-

ships, makes worthwhile reading. 

Extending his argument that markets have 

shaved interest margins to the extent that buy-

to-hold strategies will no longer be profitable 

for banks, Bryan proposes that credit process 

functions be divided into separate units. Some 

banks would choose to specialize in particular 

functions, such as funding or underwriting. 

Other banks, Bryan explains later in the book, 

would continue to perform the range of credit 

functions, depending on functional separation 

of duties within the organization for increased 

efficiency. In any case, funding, underwriting, 

credit enhancement, servicing, and various 

types of risk taking would be separately man-

aged functions, adding their value and earning 

their way individually or in a rather loosely knit 

holding company. 

Bryan's proposal is based on a somewhat 

unorthodox idea drawn from his long experi-

ence observing banks from within: banks have 

been induced to go into a wide variety of busi-

nesses, which has led to more complex manage-

ment problems than many banks can handle. In 

a sense these institutions suffer from dis-

economies of scope resulting from the old 

regulatory and deposit insurance system. These 

diseconomies are perpetuated by continued 

regulation and the ingrained complexity of 

managing change. 

When applied, however, Bryan's advice seems 

to turn his analysis on its head. While smaller, 

less complex banks are urged to simplify, larger 

banks are advised to reorganize and stay to-

gether. The author encourages small banks to 

find a functionally limited role in the credit pro-

cess and specialize. Indeed, he suggests, many 

small banks may find it most advantageous to 

join larger banks and operate as specialized 

deposit-gathering or lending branches. Large 

banks may find their niches also, but Bryan 

believes that many of the larger firms may be 

strong enough to perform all functions. For such 

banks the author suggests holding company 

organizations with functionally separate sub-

sidiaries operating with considerable indepen-

dence. Clearly, according to Bryan's advice, for 

many of the country's regional and money-

center banks "breaking up the bank" is to be 

followed by putting it back together again. If 

smaller banks follow the suggestion that they 

sell out, the reorganized large banks would be 

even larger and more complex. 

The reader may be perplexed by Bryan's 

advice for large banks. The author's proposals 

do not seem to require that structured securi-

tized credit be adopted. Organizing on a func-

tionally separate basis has been possible for 

some time, but most banks have not done so. 

Bryan's suggested division of functions does not 

seem to eliminate complexities in the interre-

.. Bryan proposes that credit pro-

cess functions be divided into sepa-

rate units. Some banks would choose 

to specialize in particular functions, 

such as funding or underwriting." 

lationships banks must manage. Rather, sepa-

rating functions into more or less independent 

units threatens to reduce both efficiencies 

gained from shared costs and synergies devel-

oped from shared knowledge of company 

operations and goals. Moreover, separation may 

well reduce internal support for important but 

seemingly nonproductive general overhead such 

as interest-rate and credit risk controls, re-

search and development, and marketing. 

Further, Bryan's suggestions for private action 

are probably much too narrow. Accepting, for 

the sake of argument, his diagnosis that banking 

is plagued by bloated and unknowing bureau-

cracies, it is still not clear that securitization and 

parallel functional division are the only ways, or 

even important ways, to deal with banks' prob-

lems. Bryan's proposal simply divides in a dif-

ferent manner the functions most banks cur-
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rently perform. Whether this division is always 

the most efficient one is not yet clear. Bank of 

America, for instance, has achieved more than a 

modicum of success by segregating and elimi-

nating functions in other ways. Management 

there has shaped the bank into an institution 

that more and more resembles a mega-

superregional rather than a money-center bank. 

Securitization has played a part, but not an 

overwhelming one, in the transformation. 

For now, all one can acknowledge is that Bryan 

has suggested an approach that the market has 

accepted for certain institutions in some situa-

tions. One can neither doubt his method's 

usefulness nor accept it, as Bryan appears to do, 

as a cure-all for private institutions' difficulties. 

Alternatives, like B of As strategies for regaining 

efficiency, may work better in some cases. 

"Whether this division is always the 

most efficient one is not yet clear. 

Bank of America, for instance, has 

achieved more than a modicum of suc-

cess by segregating and eliminating 

functions in other ways." 

The public policies Bryan proposes for the 

banking system would give banks the flexibility 

to adapt to the changing order, particularly 

through securitization. Bryan's suggestions range 

from technical amendments to bankruptcy laws 

and Securities and Exchange Commission (SEC) 

rules to changes in bank powers, capital re-

quirements, and accounting rules. 

Bryan acknowledges the necessity for much of 

the nation's rather complex bank regulatory net-

work: depositors and the financial system both 

must be protected from risk. He argues, though, 

that depositor and systemic risk protection 

need extend only to demand deposits and 

other consumer and small business deposits in 

order to provide sufficient safeguards. 

To achieve these safeguards, Bryan advances 

a version of the narrow bank, a concept most 

often associated with Robert Litan's 1987 book, 

What Should Banks Do? Issuing only a limited 

variety of deposits and holding only low-risk 

assets, institutions of this type would protect 

the nation's transactions deposits and pay-

ments system. Other financial institutions, func-

tionally (and presumably less intensively) super-

vised and regulated, would make and securi-

tize loans funded as needed by uninsured 

deposits or any other instrument the market 

would accept. This arrangement could rid the 

system of many of the inhibiting and costly 

regulations that now burden it, and each institu-

tion could seek its niche(s). 

The arguments of narrow bank proponents 

have not been enthusiastically embraced by 

bankers or politicians. In its favor, the narrow 

bank draws an unambiguous line between bank 

activities that are insured and those that are not. 

If the public believes that the line is fixed, the 

public will follow incentives to monitor the con-

dition of institutions offering uninsured assets 

and thus help to limit risk. Sincecredit risk in the 

narrow bank is limited by the assets it can hold, 

such an institution addresses Bryan's concern 

for the safety of demand and other small de-

posits. The narrow bank concept also allows the 

regulation of the rest of the system to be re-

duced, thus permitting more flexibility to insti-

tutions in general. 

The author's plan, however, would let holding 

companies that own narrow banks own other 

financial institutions also. The plan relies on 

"firewalls" to separate the risks of safe, narrow 

banks from those of riskier institutions. The 

efficacy of these firewalls is doubtful, though. 

Bank regulators already look to the holding 

company, and by implication its subsidiaries, as 

a source of financial strength to individual bank 

entities, particularly if such strength will save 

public funds. For this reason and others, the 

public may perceive risk even in a narrow bank 

when its parent or siblings have trouble. Fur-

ther, even in a system with narrow banks, large 

institutions may require rescue in order to pro-

tect credit and payment flows. 

As do many other narrow bank proposals, 

Bryan's leaves several questions unanswered: 

Are there enough safe assets to back the narrow 

banks' safe liabilities? How would interest-rate 

risk be addressed? Would narrow banks need a 

subsidy to operate profitably? Can such a sub-

sidy be justified on the basis of the public 
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benefits of safe transactions deposits? Would 

important economies of scope be lost in the 

separation of transactions deposits and safe 

investment functions from other typical banking 

functions? Is protection of money alone suffi-

cient? Could interruption of credit flows (elimi-

nated from the narrow bank by definition) be 

the key danger brought to the economy by sys-

temic failure? 

Bryan's suggestion for private action by banks 

might also have negative public impacts. His 

proposed reorganization would result in fewer, 

larger banks, he believes. Diversification gains 

have their limits, however, and significant public 

fear exists that large financial institutions may 

fold. Bryan himself contends that even today the 

failure of a large nondepository financial institu-

tion, such as a large investment bank, would re-

quire government intervention. Under his system, 

with larger institutions such intercession maybe 

even more likely. Pressure to extend govern-

ment insurance coverage beyond the narrow 

bank, whether de facto or de jure, would likely 

occur under Bryan's system. 

All in all, both Bryan and Hector write worth-

while but incomplete books. Bryan contributes 

eyes- and hands-on experience in bank man-

agement and a useful explanation of securitiza-

tion to the public discussion of banking prob-

lems and their solutions. Hector's narrow focus 

and his admiration for Mr. Giannini lead him to 

flagellate latter-day Bank of America managers 

for being in the wrong place at the wrong time, 

but Breaking the Bank offers a colorful tale and a 

between-the-lines case study of Bryan's ab-

stractions. Both books should aid our under-

standing of the complexities involved in solving 

a set of problems that has developed over 

several decades. Each book, in its own way, 

underlines the difficulties of reforming private 

institutions and public policy on the fly and 

warns against simple solutions. 

B. Frank King and Sheila L. Tschinkel 

The reviewers are, respectively, vice president and associ-

ate director of research and senior vice president and direc-

tor of research at the Atlanta Fed. 

52 ECONOMIC REVIEW, SEPTEMBER/OCTOBER 1989 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

September 1989



Book Review 

Bank Costs, Structure, and Performance 
by james Kolari and Asghar Zardkoohi. 

Lexington, Mass.: D.C. Heath, 1987. 

240 pages. $29.00. 

Changes in banking regulations in recent 

years have created new opportunities for com-

mercial banks and other financial institutions to 

expand their operations. Restrictions on inter-

state banking and intrastate branching have 

been liberalized in many states. In addition, 

legislators and regulators have relaxed many 

limitations formerly constraining the types of 

services financial institutions could offer. Along 

with these developments, though, have come 

new questions about the future structure of the 

financial services industry. The industry's com-

position will depend to a great extent on the 

types of financial institutions that can remain 

profitable over time, and profitability will be 

determined largely by the extent to which banks 

achieve production economies and resultant 

cost reductions while expanding their opera-

tions. 

Two types of production economies are gen-

erally available to banks—economies of scale 

and economies of scope. Economies of scale 

exist if average production costs decline as out-

put increases. Scope economies are present if 

two or more products can be jointly produced at 

a lower cost than is incurred in their indepen-

dent production. In some industries, such as 

utilities, it is efficient for a single firm to supply 

the entire industry output. These industries are 

termed natural monopolies and are charac-

terized by economies of scale at every output 

level consumers are likely to demand. Recent 

empirical evidence suggests that the cond itions 

sufficient for natural monopoly in banking are 

not satisfied over the relevant range of output. 

Rather, overall economies of scale appear to 

exist only at low levels of output, and dis-

economies, at large output levels, suggesting a 

U-shaped cost curve for the industry.1 

Against this backdrop, (ames Kolari and 

Asghar Zardkoohi—professors of economics 

and public policy, respectively, at Texas A&M 

University—undertake an important and timely 

task. Bank Costs, Structure, and Performance 
provides a good introduction to the topic of cost 

economics in banking and an in-depth review of 

the pre-1985 literature on production econo-

mies. The authors reexamine the issue of scope 

economies in banking and introduce a new 

measure designed to estimate the extent of 

these economies. In contrast to past research on 

bank costs, Kolari and Zardkoohi perform sepa-

rate analyses (using 1979-83 data) for banks with 

differing market (product) characteristics. Un-

fortunately, the researchers fail to emphasize 

the qualified nature of the evidence they use to 
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drawsome of their major conclusions and policy 

implications. In particular, their cost comple-

mentarity and scope economy results should be 

interpreted with caution. Allen N. Berger ad-

dresses these and other shortcomings in an-

other, earlier analysis of Kolari and Zardkoo-

hi's work.2 

In the first chapter, Kolari and Zardkoohi set 

the stage for their discussion of costs by de-

scribing the external and internal pressures on 

banking that continue to affect bank profits: 

increased competition from nonbank institu-

tions, the spread of interstate banking, product 

line deregulation, and the rapid pace of tech-

nological advancement in the industry. These 

developments have brought about a more com-

petitive environment in which banks must oper-

ate as efficiently as possible. The authors' 

historical overview of twentieth-century bank-

ing leads them to suggest that legal and regu-

latory changes have greatly influenced the 

structure of U.S. banking. Deregulation has al-

ready pushed banks to become more efficient, 

but its lasting effects cannot be foreseen with-

out some idea of how bank costs behave. 

Kolari and Zardkoohi begin their study of 

bank costs with a review of microeconomic pro-

duction theory and how it may be appl ied to the 

special problems of banks. The authors also 

delineate sources of scale and scope econo-

mies and describe how these are measured. In 

their discussion of conceptual and methodo-

logical issues that arise in estimating such 

economies, Kolari and Zardkoohi find that the 

appropriate definit ion of bank output and 

choice of functional form are especially impor-

tant. Accurate measurement of bank output is 

necessary because economies of scale are de-

fined in terms of the vo lume of the bank's 

output. 

The researchers analyze the choice of output 

measure and conclude that dollar values of 

loans and deposits, rather than number of ac-

counts, should be used. Their argument is that 

"banks compete to increase market share of 

dollar amounts as opposed to the number of 

accounts . . . |and| in a competit ive banking 

environment the cost of an additional dollar of 

both small and large accounts should be the 

same." Specification of the functional form of 

the cost function (and therefore the underlying 

production function) is also closely related to 

the measurement of scale and scope effects. 

The production function identifies the relation-

ship between the quantities of output that re-

sult from the use of various quantities of inputs. 

Comparing three economic production functions— 

the Cobb-Douglas, constant elasticity of sub-

stitution, and translog funct ions-the authors 

assert that the last is the preferred form. It is 

flexible enough to yield U-shaped cost curves 

(diseconomies as well as economies of scale 

and scope) and it allows for banks' characteristic 

multiple inputs and outputs.3 

Chapter 3 presents a comprehensive survey 

of previous literature on bank costs, divided 

into three parts: (1) early studies that relied on 

simple financial ratios to calculate bank costs, 

(2) analyses from the mid-1960s and the 1970s 

that used the Cobb-Douglas function and speci-

fied only one output, and (3) more recent works 

that focus on the translog function. Not-

withstanding the various studies' differences in 

methodologies, output definitions, and data 

sources, Kolari and Zardkoohi conclude from a 

review of the earlier studies that "small banks 

were at a cost disadvantage compared to large 

banks but that the difference was not so large 

as to prevent them from competing effec-

tively " Recent research using the translog 

cost model yielded results somewhat contrary 

to those obtained earlier: very small banks were 

found to be cost-efficient for the most part. All of 

the studies indicate that most scale economies 

are exhausted when bank size reaches about 

$25 million in deposits and that diseconomies 

of scale exist at large output levels, leading to 

the familiar U-shaped cost function. However, 

the evidence on scope economies was ambigu-

ous. Even studies that found positive evidence 

in favor of joint production concluded that 

scope benefits were not substantial enough to 

alter the scale results. 

In chapter 4 Kolari and Zardkoohi present the 

econometric results of their own research. Using 

Federal Reserve Functional Cost Analysis (FCA) 

data for 1979-83, they estimate three models: 

(1) demand deposits and time deposits, (2) loans 

and securities, and (3) loans and deposits.4 The 

dependent variables are the allocated costs for 

the specific outputs appearing in each regres-

sion model. The two researchers find average 

cost curves to be relatively flat in most cases, so 

scale is apparently not an important cost deter-
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minant. The major implication of a flat cost curve 

is that many different sizes of banks should be 

able to coexist. The authors perform jointness 

tests and find that significant cost complemen-

tarities exist only in the joint production of loans 

and deposits. Kolari and Zardkoohi also use 

their new measure of scope economies, which 

gauges the decrease in costs from producing 

output jointly, as compared to expanding total 

output by increasing each of the bank's prod-

ucts one at a t ime (from the minimum level for 

banks of about the same size). On average, 

Kolari and Zardkoohi find that banks can reduce 

expansion costs about 30 percent to 50 percent 

by increasing outputs at the same time, as 

opposed to increasing each output separately. 

Several issues and problems, both concep-

tual and methodological, may have influenced 

the results reported in chapter 4. As a conse-

quence, the usefulness of Kolari and Zardkoo-

hi's conclusions in drawing policy implications, 

although not eliminated, is limited. First, the 

FCA data used in the analysis are heavily skewed 

toward small banks. As of 1986, only 490 banks 

participated in the program; ofthisnumber,416 

held under $200 million in total deposits. To 

draw conclusions about the cost structure of 

large banks (over $1 billion in total deposits) 

based on FCA data is not meaningful and can be 

misleading. Also, the FCA procedures for allo-

cating costs are sometimes imprecise and may 

induce bias in the results. 

A second problem that may distort the results 

is that Kolari and Zardkoohi exclude interest 

payments from their cost measure. Berger, Ger-

ald A. Hanweck, and David B. Humphrey (1987) 

have shown that studies using dollar measures 

of outputs and total operating costs as the 

dependent variable are biased toward finding 

scale economies because banks can fund a 

larger asset portfolio by increasing purchased 

funds. Thus, Kolari and Zardkoohi's analysis is 

biased by a bank's choice to gather deposits 

through a branching network or to purchase 

funds from other retail banks. 

A third problem arises with interpreting the 

authors' cost complementarity and scope econo-

my results. When the results from the translog 

cost function are used, a necessary condition for 

the existence of cost complementarity between 

two products is that their cross-product term 

(8,2) be negative and statistically different from 
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zero. A sufficient condition for cost complemen-

tarity requires that their cross-product term be 

not only negative but also greater in absolute 

value than the product of their output elasti-

cities.5 However, the cross-product terms re-

ported by Kolari and Zardkoohi are positive in 

most cases, suggesting that cost complemen-

tarity does not hold or, if it does, that negative 

est imated marginal costs are generating it. 

Since the authors do not provide the level of 

complementarities or the estimated marginal 

costs, it is impossible to determine which con-

dition exists.6 The fact that Kolari and Zardkoohi 

do not investigate the scope economy results 

for statistical significance further detracts from 

their results. 

In chapter 5 the authors test the hypothesis 

that differences in product mix influence bank 

cost structures. Based on balance sheet ratios, 

banks are clustered into four types: farm, retail, 

city, and wholesale. Only farm banks were found 

to have unique cost characteristics. (They ex-

hibited flat cost curves where other groups had 

U-shaped cost curves; they also had scope 

economies related to deposi t size.) All four 

bankgroupshad higher scope economies in the 

joint production of loans and deposits than in 

the other two models. Kolari and Zardkoohi's 

results are puzzling, nonetheless. Several re-

searchers who handled differing product mixes 

by specifying more outputs in the cost function 

have rejected the hypothesis that different 

asset and liability categories can be aggre-

gated.7 Ideally, each bank product should be 

included as a distinct output, but the avail-

abil ity of data and use of the translog functional 

form usually limit the level of disaggregation.8 

Kolari and Zardkoohi turn from static costs to 

the impact of technological improvements in 

banking and how they have affected production 

costs. To test whether larger scale allows more 

cost-efficient use of technology, the authors 

regress demand deposit costs on the ratio of 

computer-related costs to labor costs and some 

output variables. The closer this ratio is to zero, 

the greater the cost savings by substituting com-

puter technology for labor. Kolari and Zardkoohi 

in fact find that the coefficient lies between zero 

and one, suggesting that cost savings result. 

They find no evidence of a trend toward greater 

cost gains by large banks. However, whether this 

model is sufficiently complete to draw such a 
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conclusion is unclear. In particular, the authors 

have a very narrow view of technological change 

and the appropriate costs that are affected. 

They ignore the possibility that technological 

innovation can take the form of new production 

processes rather than equipment. Another prob-

lem with Kolari and Zardkoohi's model is that 

only demand deposit costs are included in the 

dependent variable.9 

Finally, the authors examine the relation be-

tween cost efficiency and bank failure using Call 

Report data for 1984. They develop an early-

warning-system model based on commonly used 

financial ratios and individual bank cost mea-

sures (scale economies and residual costs) gen-

erated in the research reported earlier in the 

book. The cost measures were found to improve 

the predictive power of the failure model sub-

stantially when added to financial ratios. Prob-

lems exist with the analysis, though, because 

Kolari and Zardkoohi fall into the trap that 

earlier writers did. By regressing identical oper-

ating expenses on loans and deposits sepa-

rately, the authors' analysis suffers from the 

same drawbacks as the study by Thomas W. 

Gilligan and Michael Smirlock (1984): input 

prices are assumed to be constant and other 

bank services are excluded even though they 

affect total operating expenses. This practice 

gives a bias toward finding both scale and scope 

economies and leads them to conclude that fail-

ing banks were smaller than average. 

From a policy perspective, the evidence pre-

sented in the book appears to minimize any 

concern that the banking industry will be domi-

nated by a few large institutions. The lifting of 

restrictions on interstate banking and intrastate 

branching might help consolidate resources in 

states that have limited branch banking and 

thereby permit small banks to achieve a more 

efficient scale of production. 

On the whole, Bank Costs, Structure, and Per-
formance is a useful guide to future work in this 

area and is of interest to academicians, policy-

makers, and practitioners. It provides an in-

depth look at the literature, introduces a new 

measure of scope economies, and opens some 

new lines of research. The book's biggest failing 

is the absence of necessary qualifications in 

regard to the econometric evidence it presents 

and the consequent potential to mislead read-

ers. 

Aruna Srinivasan 

The reviewer is an economist in the financial section of the 
Atlanta Fed's Research Department. 
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Notes 

'See, for example, Hunter and Timme (1989) and Lawrence 

and Shay (1986). 
2 See Berger (1988). 
3The main disadvantage of the Cobb-Douglas production 

function is that it only allows for uniform scale characteris-

tics, while the constant elasticity of substitution function is 

highly restrictive in cases where firms produce more than 

one output or use more than one factor input. 
4Although FCA data provide information on the number of 

accounts, Kolari and Zardkoohi prefer to use dollar amounts 

for the reasons ment ioned earlier. In general, researchers 

take one of two approaches in defining bank costs and out-

put : the production approach or the intermediation ap-

proach (Berger, Hanweck, and Humphrey |I987|). Under 

the production approach, output is measured in terms of 

the number of loan and depos i t accounts, and costs are 

def ined as total operating expenses exclusive of interest 

costs. The intermediation approach, on the other hand, 

measures ou tpu t as the dol lar value of the products 

offered by the bank, and costs include both interest and 

operating expenses. The intermediation approach uses a 

broader definition of costs and is considered to be more 

relevant for address ing issues relating to the long-run 

viability of banks (Hunter and Timme 119891). 

5 See Clark (1988). 
6Other studies (Benston et al. 119831, Mester |I987|) ex-

plicitly report negative marginal costs for some products, 

attributing them to estimation problems such as the pres-

ence of multicollinearity and loss of degrees of freedom. 

7 See Kim (1986) and Lawrence and Shay (1986). 
8 S e e Clark (1988). 
9 I t is also important to note that Kolari and Zardkoohi's con-

clusions are l imited to the smaller banks in the economy. 

Hunter and Timme (1986, 1988) examine the relation be-

tween technological change, production economies, and 

firm size for a sample of large banks and find that larger 

banks enjoy proport ionately higher cost savings from 

technological change. 
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