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Recourse Risk 
in Asset Sales 

The author is a research offi-
cer in charge of the financial 

section of the Atlanta Fed's 
research department. He 

thanks George Bens ton for ex-
tensive comments and Steve 
Smith for additional helpful 
comments. The opinions ex-

pressed in this study, however, 
are solely those of the author. 

Larry D. Wall 

Commercial banks, especially small banks, have long sold par-
ticipations in loans they originated. Until the 1980s loan sales 
had been a very small fract ion of loan originations for almost 
all commercial banks in the United States, but during the past 
d e c a d e loan sa les h a v e inc reased d r a m a t i c a l l y ( Joseph G. 

Haubrich 1989). 
Changes in financial markets and in regulatory pressure are behind the 

increase in loan sales. One significant long-run trend has been the growth in 
the amount of information about a wide variety of loans. This informat ion 
a l lows loan sel lers and buyers to agree more readi ly on the fa i r va lue 
of loans. More recently, advances in legal cont rac t ing and new data-
processing technology have made it possible for large groups of loans to be 
pooled together and sold as a tradable security, a procedure called securiti-
zation. In addition, banks have increasingly made a number of large loans 
to support corporate restructurings, loans of amounts so large that holding 
the entire loan would have exceeded the risk tolerances of even the biggest 
U.S. banks. Besides these market developments, the key regulatory change 
promoting loan sales has been the implementation and progressive tighten-
ing of capital standards since the early 1980s. In turn, many banks have 
had to shrink their asset bases or increase their capital or both. 

Bank supervisors generally see loan sales as an acceptable method by 
which banks can reduce their total risk exposure to better match their exist-
ing capital levels. However, the implementation of a loan sales program 
can raise a number of potential supervisory questions related to a bank 's 
risk. For example, supervisors may be concerned that banks will sell their 
highest-quality assets and retain their weakest, with the result that the de-
cline in risk exposure will be less than proportionate to the decline in assets 
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(see Stuart I. Greenbaum and Anjan V. Thakor 1987). 
Supervisors also may anticipate that banks will be-
come too reliant on loan sales as a source of funding. 

This study focuses on one particular source of con-
cern to regulators—that a bank will not t ransfer all 
risk of loss when it sells a loan. This retained risk is 
known as recourse risk. Regulators fear that a bank 
will apparently reduce its capital needs by selling a 
loan while in fact these needs would be unchanged be-
cause the bank has provided the buyer full recourse 
should any problems emerge with the loan. Perhaps 
the greatest concern is that, although the sales contract 
will explicitly disavow any recourse, the seller will 
never theless provide it to maintain the inst i tut ion 's 
reputation in financial markets. Such provision of im-
plicit recourse troubles regulators because it impedes 
accurately estimating the selling banks ' risk. 

Most loan sales are in fact made without explicit 
recourse for the full amount of the credit losses be-
cause otherwise regulators would refuse to recognize 
these transactions as sales for regulatory accounting 
purposes . Recourse remains an issue, however , be-
cause, according to theory, sellers will provide the 
maximum recourse permitted in order to receive the 
highest selling price. 

There is clearly a direct increase in risk when re-
course is provided. However, this risk is offset some-
what as loan sales with recourse generate incentives 
for a bank to acquire lower-risk assets to sell and to 
hold in its por t fo l io . Exis t ing empir ica l ev idence , 
which sugges t s that these indirect risk r educ t ions 
would approximate the direct increase in risk result-
ing f rom selling loans with recourse, raises the ques-
t ion of whe the r the current approach of inc luding 
loan sales with recourse in risk-based capital regula-
tions is appropriate. The analysis below suggests that 
accuracy of treatment hinges on the extent to which 
the capital regulations capture the indirect effects of 
recourse sales. If none of the indirect reductions are 
cap tu red , then inc lud ing loan sales with r ecourse 
may be inappropriate. However, if the capital regula-
tions fully capture the indirect influences so that an 
accurate picture results, it is desirable to include the 
asset sales in the capital regulations so that the direct 
inc rease in r isk is taken into accoun t . This s tudy 
found that current r isk-based capital s tandards are 
likely to capture the risk reduct ions only partially. 
The current t reatment of loans sales with recourse, 
which includes them in capital requi rements , may 
therefore be just if ied as providing at least some de-
gree of protection to the Federal Deposit Insurance 
Corporation (FDIC). 

This s tudy also cons ide r s addi t iona l regula tory 
concerns raised by recourse risk, including account-
ing issues and limits on loans to a single borrower. 
Following a review of reasons for which banks sell 
loans and a discussion of the implications of recourse 
for bank risk, the article examines regulatory prob-
lems posed by recourse risk. The analysis suggests 
that no single answer satisfies questions about the ap-
propriate regulatory treatment of recourse risk. The 
regulations are structured to accomplish a variety of 
goals, and their complexity precludes a simple solu-
tion. However, most of the problems associated with 
recourse risk can be satisfactorily resolved in ways 
that achieve the various regulations' goals. 

Why Banks Sell Loans 

Analysts frequently point to deposit insurance sub-
sidies and capi ta l regula t ions to j u s t i fy bank loan 
sales. However, there are a number of other reasons a 
bank might want to sell its loans. This section reviews 
a variety of possible motivations. 

Limitations on Bank Branching. The U.S. bank-
ing system has long been f ragmented by state and 
f ede ra l l aws that res t r ic t in t ras ta te and in te rs ta te 
branching. Because this fragmentation has limited the 
size of individual banks, many institutions find them-
selves in the position of having opportunities to origi-
nate loans that would exceed the amount they can 
retain on their balance sheet given their own prudence 
and regulatory requirements that banks diversify their 
lending across customers.1 Banks do not want to deny 
loans to good customers, however, so small banks in 
particular have sold part of the loans (a process called 
using overlines) to their larger correspondent banks. 
The current legal restrictions also encourage banks to 
buy loans as a way of diversifying their loan portfo-
lios outside their geographic markets. 

The fragmentation of the U.S. banking system also 
has affected banks' ability to obtain deposits at below-
market rates. The situation that has resulted is an op-
portune environment for large banks to sell loans to 
smal le r banks , accord ing to George G. Pennacch i 
(1988). Pennacchi suggests that smaller banks ' lower 
average cost of funds combines with large banks ' su-
perior access to loans (arising from their presence in 
international financial centers) to create loan sales op-
portunities. These opportunities are limited, however, 
Pennacchi notes, because of a "moral-hazard" prob-
lem with loan monitoring. The moral-hazard problem 
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is that the originating bank has less of an incentive to 
monitor those loans it sells because it has less to lose 
if the loans default, in turn, the price the purchaser is 
wil l ing to pay fo r the loans is reduced . Pennacch i 
contends that one way to reduce the moral -hazard 
problem is for the selling banks to provide recourse 
on their loan sales. 

Although branching law restriction seems to explain 
the increase in loan sales, the fact that the trend is to-
ward relaxing the intrastate branching restrictions raises 
questions.2 These changes in state laws have reduced 
the pressure on banks to sell loans as a means of in-
creasing diversification and obtaining lower-cost fund-
ing of loans. However, loan-origination opportunities at 
money center banks—especially loans for corporate re-
structuring—have increased. This avenue, combined 
with continuing legal and financial limitations on mon-
ey center branching, may have created strong incentives 
for loan sales from large to small banks. 

Reserve Requirements. Christine Pavel and David 
Phillis (1987) suggest that reserve requirements—the 
percentage of deposi t s banking inst i tut ions are re-
quired to hold on reserve with the Fed—raise banks ' 
costs of funds and encourage loan sales. Al though 
their assessment may have been accurate in the late 
1980s, recent changes should reduce the importance 
of reserve requirements in the future. Reserve require-
ments on nonpersonal time deposits and Eurocurrency 
liabilities were eliminated on January 17, 1991. The 
only remaining ones are on transactions accounts, and, 
because of transactions accounts ' low interest elastici-
ty, banks do not rely on them to fund marginal loans. 

Securitization as a Superior Technology. Lowell 
L. Bryan (1988) and James A. Rosenthal and Juan M. 
O c a m p o (1988a) argue that securi t ized loans are a 
more efficient way of garnering earnings than loans 
that a bank originates and holds on its balance sheet. 
Secur i t iza t ion can a l low banks not only to reduce 
risks through diversification but also to reduce inter-
est rate risk and to add reviewers, credit guarantors, 
and poolers to the original analysis of the loan. The 
net result, these authors argue, is that the cost of a se-
curitized loan is, in general, significantly less than a 
loan retained on a bank's balance sheet. 

George G. Benston (forthcoming) agrees that secu-
ritization has some advantages but argues that Bryan 
(1988) and Rosenthal and Ocampo (1988a) overstate 
the case. Securitization can provide opportunities for 
greater asset diversification and interest rate risk re-
duction. However, securitization involves costly addi-
tional review of loans, and Benston points out that the 
gain in credit quality may not offset the extra costs. 

Benston also notes that securitization is unavoid-
ably subject to costs arising f rom adverse-selection 
and moral-hazard risk. In particular, he singles out the 
risk that the originating bank will sell loans of lower 
quality than the information supplied would lead the 
buyer to expect. Such problems have the potential to 
cause a total breakdown in the loan-sales market (in a 
manner similar to that observed in the used-car mar-
ket by George A. Akerlof 1970). Buyers will demand 
a discount in the selling price of the assets to compen-
sate for the risk that loans will be of lower quality 
than promised. This reaction would prompt sellers of 
the highest-quality assets to withdraw, in turn leading 
buyers to demand an even larger discount. The ulti-
mate result could be that the only loans that can be 
sold are the highest-risk ones. 

A d v e r s e - s e l e c t i o n and m o r a l - h a z a r d p r o b l e m s 
are likely to be small when the or iginator and the 
purchaser have substantially the same amount of in-
formation about the borrower. For example, securitiza-
tion has been proved viable for standardized consumer 
loans, such as home mortgages and credit-card receiv-
ables , because the de fau l t charac te r i s t i c s of large 
pools of specific types of consumer loans are fairly 
well known. However, securitization has not worked 
for smal l bus iness loans because eva lua t ing these 
loans depends on information available to the origi-
nating banks but not to a loan's purchaser. 

The problems of adverse selection and moral haz-
ard can be substantially reduced if the seller provides 
recourse. Bryan (1988, 88-89) suggests that the seller 
provide recourse for losses up to two or three times 
the normal credit losses for the type of loan being 
sold.3 The problem with this approach, according to 
Benston, is that it largely nullifies gains f rom selling 
the loans, except in the case of catastrophic losses. 
The seller loses most of the benefi ts of diversifica-
tion, and regulators will not reduce a bank 's capital 
requirements. 

Differences in Risk Aversion and Underinvest-
ment. Lawrence M. Benveniste and Allen N. Berger 
(1987) and Chris topher James (1988) provide more 
sophisticated versions of the argument that loan sales 
may reduce a bank's cost of funding. Benveniste and 
Berger 's analysis is based on the assumption that in-
vestors have varying degrees of risk aversion.4 If this 
assumption holds, funding a group of risky assets with 
a single class of liabilities is suboptimal. A bank can 
reduce its cost of funding by issuing low-risk securities 
to investors with high degrees of risk aversion and 
high-risk securities to those more tolerant of risk. Ben-
veniste and Berger show that loans sold with recourse 
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can provide a way of issuing low-risk securit ies to 
risk-averse investors and that uninsured liabilities can 
be obtained f rom investors with less risk aversion in 
order to fund marginal changes in those assets remain-
ing on the bank's balance sheet. 

James ' s (1988) analysis of loan sales with recourse 
is based on prior studies by Stewart C. Myers (1977) 
and René M. Stulz and Herb Johnson (1985). Myers 
suggests that the presence of risky debt may lead a 
firm to underinvest (in the sense that it may refuse to 
invest in a positive net-present-value project) because 
debtholders ' gains f r o m risk reduction may exceed 
those f rom undertaking the project. Stulz and Johnson 
show that collateralized debt may counteract the in-
centive to underinvest by allowing the f irm to sell a 
portion of the cash f lows associated with the new pro-
ject. More of the risk-reduction benefits are captured 
by the equityholders because collateralizing the debt 
reduces the interest rate required by the new bond-
holders . James notes that loans sold subject to re-
course agreements have cash flow properties similar 
to those of collateralized bonds and, hence, also tend 
to reduce the incentive to underinvest. 

Capital Costs. Rosenthal and Ocampo (1988b) al-
so suggest that funding a loan on the originator's bal-
ance shee t m a y be m o r e cos t ly b e c a u s e do ing so 
involves higher capital costs. These authors compare 
the direct costs of securitizing an asset with the costs 
of holding it on the balance sheet. However, Benston 
(forthcoming) notes a significant f law in their argu-
ment: namely, that they recognize an equity capital 
cost if the loan is funded on the balance sheet, but they 
do not recognize any capital cost to the originator if 
the loan is securitized, even though the originator pro-
vides l imited recourse . Thus , their analys is under-
states the capital cost of securitization by ignoring the 
effect of recourse risk on the existing debt- and equity-
holders of the originator. 

Although the Rosenthal and Ocampo argument on 
capital costs is f lawed, more sophisticated arguments 
also suggest that capital regulations encourage loan 
sales. Current regulations rely on a combination of a 
risk-based capital standard and a leverage standard. 
The risk-based standards incorporate the credit risk of 
on- and off-balance-sheet items, whereas the leverage 
standards set a minimum tier one capital-to-total-asset 
ratio.5 The risk-based guidelines and the leverage stan-
dards are defined in book-value rather than market-
value terms. 

Banks that find capital regulations binding can raise 
their capital ratios in three ways. They can (1) sell as-
sets having market values in excess of book values to 

increase book capital, (2) reduce assets, or (3) issue 
new capital. Mark J. Flannery (1989) notes that regu-
lators can force banks to recognize asset-value losses 
based on increased credit risk. However, historic cost 
accounting does not permit recognition of increases in 
the value of assets retained on a bank's books. Flan-
nery suggests that banks may use securitization to cap-
ture gains in the value of existing bank assets. Such 
sales would boost the seller's regulatory capital ratios 
even if the bank did not use securitization to shrink its 
asset base because the gains would cause an increase 
in accounting capital that would otherwise go unrec-
ognized in bank financial statements. 

Banks that cannot meet regulatory requi rements 
via gains f rom asset sales must either reduce assets or 
issue new capital. Loan sales provide a way of reduc-
ing assets at a cost that may be below that of issuing 
new capital for several reasons. First, capital require-
ments unambiguously increase costs to the extent that 
they reduce the FDIC subsidy. David H. Pyle (1985) 
suggests that all noncapital liabilities are insured for 
banks most likely to be engaged in off-balance-sheet 
activities. Thus, increasing the volume of loans sold 
with recourse would increase the value of the FDIC 
subsidy, whereas increasing capital would decrease 
the subsidy.6 Existing regulations prevent sales with 
explicit recourse f rom reducing a bank ' s capital re-
quirements, but banks may sell assets while retaining 
substantial risk by supplying some indirect form of 
credit backing or by providing verbal assurances that 
the seller will repurchase the loan if problems arise. 

Second, capital regulations that set minimum equity-
capital requirements may increase banks ' taxes and 
raise the cost of obtaining additional capital.7 Recent 
empirical ev idence f rom Jeff rey K. MacKie-Mason 
(1990) for nonfinancial corporations and f rom Myron 
S. Scholes, G. Peter Wilson, and Mark A. Wolfson 
(1990) suggests that corporate income taxes play an 
important role in f i rms ' financial decisions. 

Third, common stock issues have generally been 
associated with price declines for the issuing f i rms ' 
common stock when new issues are announced. Al-
though regulations do not explicitly mandate new is-
sues of common equity, their structure suggests that a 
significant part of any new capital should ultimately 
be obtained through a common stock issue. During 
the 1980s banks responded by sharply increasing their 
issuance of all types of capital instruments, including 
common stock.8 

Larry D. Wall and Pamela P. Peterson (1991) an-
a lyzed s tock marke t r e sponses to b a n k i n g f i r m s ' 
announcements of new security issues and found evi-
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dence that such announcements cause signif icantly 
negative abnormal returns. After conducting several 
tests they concluded that the hypothesis that best ex-
plains their results is the securities-overvaluation hy-
pothesis of Myers and Nicholas S. Maj lu f (1984) . 
This hypothesis suggests that a f i rm 's managers try 
to maximize the value of the existing common share-
holders ' claims. If the f i rm must issue new securi-
ties, it issues those that are most overvalued (or least 
u n d e r v a l u e d ) by the f i n a n c i a l ma rke t s . F inanc ia l 
markets recognize this incentive and interpret new 
co 'mmon s tock i ssues as a s ign that m a n a g e m e n t 
thinks that the residual claims on the f i rm's cash flow 
are overvalued and therefore reduces the f i rm's com-
mon stock value. If Myers and Ma j lu f ' s hypothesis is 
correct, the dynamics they describe may lead banks to 
reduce their assets instead of selling additional com-
mon stock. 

Although capital regulations may have encouraged 
banks to engage in loan sales, the regulations as writ-
ten do not permit a reduction in capital requirements 
for loans sold subject to recourse. The instructions for 
bank call reports require that loan sales should not be 
excluded from the balance sheet if the loans are "sold 
in transactions in which risk of loss or obligation for 
payment of principal or interest is retained by, or may 
fall back upon, the seller." Exceptions are granted for 
sale of loans in the Government National Mortgage 
Association, Federal National Mortgage Association, 
and Federal Home Loan Mortgage Corporation. Spe-
cial treatment is also provided to private certificates 
of participation in pools of residential mortgages, ac-
cord ing to T h o m a s R. B o e m i o and Gera ld A. Ed-
wards, Jr. (1989). Boemio and Edwards also note that 
banks have been allowed to sell loans that did not in-
volve recourse to the selling bank but did provide re-
course to a special pool funded by excess payments 
from the underlying asset pool. 

Empirical Evidence. The various theoretical stud-
ies of loan sales provide a wide variety of explana-
tions about why banks sell loans. The theories are not 
mutually exclusive. The issue of which ones have a 
significant explanatory power is an empirical question 
on which there is limited evidence. 

In one significant study Pavel and Phillis (1987) 
e x a m i n e loan sa les r epor ted by 13 ,763 b a n k s fo r 
1983, 1984, and 1985. The data are obtained f rom the 
Reports of Condition and Reports of Income filed by 
the banks with federal regulators. According to Pavel 
and Phillis these reports exclude loans sold with re-
course "or with the reporting bank's endorsement or 
guaran tee . " T h e results , which are consis tent wi th 

theory, suggest that banks with less diversified loan 
portfolios are more likely to sell loans than f irms with 
highly diversif ied portfol ios . Their study also f inds 
that large banks sell a greater dollar value of loans, 
which suggests that most loan sales do not involve 
small banks sel l ing loans to thei r co r r e sponden t s . 
Banks that are more efficient loan generators (those 
having low ratios of noninterest expense to the sum of 
loans retained and loans sold) are more likely to sell 
loans. Pavel and Phillis 's results also suggest that reg-
ulatory " taxes" in the form of reserve requirements 
and capital regulations encourage loan sales. 

Implications of Recourse for Bank Risk 

One view of recourse sales that is separate f rom 
the issue of capital requirements is that allowing such 
sales would permit banks to evade regulatory capital 
controls and thereby to increase FDIC subsidies.9 As 
regards the question of whether recourse risk should 
continue to be included in the calculation of capital 
requirements, if a large fraction of loan sales is moti-
vated by wanting to increase the FDIC subsidy, the 
impl ica t ion is that bank capital regula t ions should 
continue to include it. However, if providing recourse 
is not intended to exploit the FDIC and the combined 
direct and indirect consequences of recourse do not in 
fact increase bank risk, then the appropriateness of in-
cluding loans sold with recourse in a bank 's capital 
requirements needs further consideration. 

The argument that loan sales with recourse could 
be used to increase an FDIC subsidy for bank risk 
taking is straightforward: if loans sold with recourse 
are not included in the capital requirements , banks 
have a mechanism for taking on additional risk with-
out having to provide a commensu ra t e increase in 
their capital level. 

The counterargument to the FDIC exploitation hy-
pothesis is that the indirect impact of loan sales will 
substantially offset the direct increase in risk due to 
recourse. One indirect offset can be seen in James 's 
(1988) model of loan sales. To the extent that banks 
are selling low-risk loans that they would not other-
wise have acquired, the direct increase in risk may be 
minimal. 

A second indirect effect is that recourse sales tend to 
increase private-sector discipline of bank risk taking. 
Although Pyle (1985) has argued that all noncapital li-
abilities have been protected at large banks, such pro-
tec t ion is not g ran ted by law and d e p e n d s on the 
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FDIC ' s policies at the t ime a bank fails. Moreover, 
since Pyle made his comments in 1985 the FDIC has 
exposed nondeposit liabilityholders at large banks to 
losses. Thus, purchasers of loans with recourse provi-
sions probably are taking more risks than depositors 
with funds in excess of $100,000 in an account . In 
valuing the recourse agreement, purchasers will dis-
count it according to the selling bank's risk of failure 
unless they know with certainty that the FDIC will 
p ro tec t all n o n d e p o s i t c red i tors . 1 0 T h u s , a l t hough 
banks may be tempted to use loan sales with recourse 
as a mechanism for increasing FDIC subsidies, this 
temptat ion will be partially offset by knowing that 
prices attached to loan sales are an inverse function of 
the bank's condit ion." 

James (1988) provides indirect empirical evidence 
on what the effect of loans sales with recourse would 
be if recourse were not a factor in capital regulations. 
He uses r eg re s s ion ana ly s i s to test the impac t of 
banks' standby letters of credit (SLCs) on their certifi-
cate of deposit (CD) rates as an indicator of perceived 
credit risk, a safer bank being able to attract funds to 
CDs at lower rates.12 An SLC is a bank's promise to 
pay a third party in the event that a customer fails to 
repay a loan or defaul t s on some other obl igat ion. 
SLCs that back loans create the same credit risk that 
would have occurred had the bank originated the loans 
for its own balance sheet and then sold them with full 
recourse. Thus, while data on actual loan sales with re-
c o u r s e a re l i m i t e d , a n a l y s i s of S L C s p r o v i d e s a 
method of analyzing the effect of loan sales with full 
recourse. If sell ing loans with recourse increases a 
bank's risk, a statistically significant positive coeffi-
cient on S L C s wou ld be expec ted , indica t ing that 
banks with higher levels of SLCs (which are similar, 
in effect , to providing recourse) must pay more on 
their CDs to compensate CD holders for the greater 
risk. James finds that some risk variables, such as the 
banks' capital level, have significant coefficients with 
the correct sign, indicating that these factors are corre-
lated directly or inversely, as expected with higher CD 
rates; however, the coefficient on SLCs has the wrong 
sign (a higher vo lume of SLCs was associated with 
lower C D rates). Furthermore, this coefficient is statis-
tically ins ignif icant . This result sugges ts that loan 
sales with recourse are likely to have no significant 
impact on the seller 's risk exposure. 

G.D. Koppenhaver and Roger D. Stover (1991a) 
modeled the relat ionship be tween bank capital and 
SLC issuance as a simultaneous-equations problem in 
which changes in capital influence SLC issuance and 
vice versa. Using Granger causality tests (in which 

causality is inferred when one variable is correlated 
with another at an earlier period but the converse does 
not hold) they found a positive relationship between 
current SLC issuance and lagged capital but a negative 
relationship between current capital and lagged SLC 
issuance. They found a similar relationship between 
contemporaneous values of the two variables in a two-
stage least squares regression model. In further work 
Koppenhaver and Stover (1991b) added contempora-
neous measures of capital and SLC issuance to the 
Granger causality tests. They found that the contem-
poraneous relationship between the two variables was 
s i gn i f i c an t l y pos i t i ve but that the r e l a t i o n s h i p to 
lagged values was ins ignif icant . They suggest that 
banks were allocating capital to SLC issuance before 
risk-based standards were imposed and that the risk-
based guidelines could cause a decrease in issuance of 
SLCs and the market discipline that arises from them. 

/Regulatory Treatment of Risk 

The provision of recourse on loan sales can influ-
ence a bank 's market value and net income through 
its impact on credi t , interest rate, and fore ign ex-
change rate risk. (The implicat ions of recourse fo r 
banks ' liquidity are discussed in the box.) The analy-
sis below considers the way in which these risks are 
and should be regulated. The discussion begins with a 
conceptual review of how recourse risk would be ana-
lyzed in a comprehensive system if there were com-
ple te i n f o r m a t i o n a b o u t the d i s t r i bu t ion of bank 
returns. Unfortunately, the data required for the per-
fect r i sk-measurement system are not available, so 
regula tors have been required to address d i f fe ren t 
risks piecemeal . Thus , the chal lenge facing regula-
tors is f inding ways to incorporate recourse risk into 
existing and future risk-analysis systems. The consid-
eration of this problem first examines means of incor-
pora t ing recourse risk into the two m a j o r tools of 
credit-risk measurement and control: risk-based capi-
tal regulation and limits on loans to a single borrower. 
Following is an analysis of ways the interest rate and 
foreign exchange rate risk could be incorporated into 
the r isk-based capital guidel ines . The section con-
cludes with a review of possible responses to banks ' 
attempts to frustrate the regulatory goals by providing 
implicit rather than explicit recourse. 

Exis t ing A p p r o a c h to R e g u l a t i n g Bank Risk 
Taking. The appropriate regulatory treatment of loans 
sold with recourse depends on the goals of regulation. 
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Liquidity Risk 

A bank is subject to l iquidity risk when it sells loans 
with recourse in that it mus t f ind f u n d s to r epurchase the 
loans if the recourse provis ion is invoked . Howeve r , an 
even m o r e s igni f icant f o r m of l iquidi ty r isk arises if a 
bank sells loans for less than the desired maturi ty of the 
bor rower and the loan-sales marke t r e fuses to purchase 
the loan w h e n it is r enewed or "rol led o v e r " — a s , for ex-
ample , when a bank persuades a c o m m e r c i a l bor rower 
that wan t s two-year fund ing to accept four consecu t ive 
s ix-month loans in order to a c c o m m o d a t e the needs of 
the l o a n ' s u l t imate purchaser . Ano the r e x a m p l e of this 
s i tua t ion i n v o l v e s a b a n k ' s a g r e e m e n t to b e g i n ea r ly 
payment of the principal on securi t ized credit card loans 
if credit losses on the card por t fo l io exceed s o m e pre-
specif ied level . 

T h e p r o b l e m ar ises in these e x a m p l e s not b e c a u s e 
of the loan sale per se. T h e bank cou ld r e f u s e to roll 
ove r the co rpo ra t e loan or cou ld cut its c redi t card l ines 
as it passes th rough the loan r e p a y m e n t s . H o w e v e r , the 
bank m a y be unwi l l i ng to r e f u s e n e w loans to its cus -
t o m e r s , pa r t i cu l a r ly if t he se a re l o n g - t i m e c u s t o m e r s 
w h o d o o t h e r t y p e s of p r o f i t a b l e b u s i n e s s w i t h t h e 
bank . 

A bank that rolls over loans it cannot sell in the loan-
sales and securi t ized-credi t marke t s is exposed to credit 
r isk if the qual i ty of the bor rowers has deter iorated. T h e 
bank is also subject to the risk that it will be unable to 
f u n d addit ional loans without an unacceptab le deter iora-
tion in its l iquidity. O n e regula tory al ternat ive for deal-
i n g w i t h t h i s p r o b l e m w o u l d b e to i n c l u d e in t h e 
r isk-based capital r equ i rements any loan sales in which 
the b o r r o w e r ' s desi red matur i ty exceeds that of the loan 
sa les con t rac t . T h i s app roach m a y s ign i f i can t ly a f f e c t 

Two important objectives are protecting the real, or 
nonfinancial , portion of the economy f rom shocks to 
the financial sector and minimizing the FDIC's loss-
es. Bank regulators also generally seek to avoid influ-
encing the type and structure of bank loans as much 
as is possible in line with the first two goals.13 Often 
the three goals are not compat ib le , and regula tors 
must trade off greater progress toward one at the ex-
pense of another. 

If regulators knew the true probability distribution 
of a bank's future total returns given its existing port-
fol io, they could easi ly speci fy a m in imum capital 
level that would set a maximum on the probability of 
bankruptcy or expected FDIC losses arising f rom the 
bank 's failure. Having three different goals in mind 
would complicate the problem somewhat, but, if reg-
ulators both knew the true distribution of total returns 

the l o a n - s a l e s m a r k e t by p r e v e n t i n g t r a n s a c t i o n s — a s 
w h e n a bank cuts its lending to a bor rower if it canno t 
sell the loan. Ano the r d i f f icu l ty with such regula t ion is 
that regulators f requent ly would not k n o w the bo r row-
e r s ' desi red loan maturi ty . 

A l t e rna t ive ly , r egu la to r s cou ld a d d r e s s t he se prob-
l e m s by e s t a b l i s h i n g p r o c e d u r e s tha t w o u l d p r e v e n t 
b a n k s f r o m m a k i n g rep lacement loans to cove r matur -
ing loans they have sold if the latter have s ign i f ican t ly 
increased the b a n k ' s credi t r isk or have reduced l iquidi-
ty. For e x a m p l e , the regula tors could use ex pos t m o n i -
tor ing for b a n k s that exceed m i n i m u m safe ty s tandards 
and are not f u n d i n g a mater ia l amoun t of new loans to 
rep lace loan sales . In all o the r cases b a n k s could be re-
q u i r e d t o o b t a i n p r i o r r e g u l a t o r y a p p r o v a l f o r n e w 
loans . T h e key to m a k i n g this a l ternat ive work is that 
regu la tors would have to be p repared to en fo rce safe ty 
s tandards regard less of consequences for the bank and 
its bor rower . Str ict , ac ross - the-board e n f o r c e m e n t may 
appea r to be subopt imal in s o m e individual cases . H o w -
ever , a c a s e - b y - c a s e app roach wou ld invi te a b u s e s in 
the fo rm of b a n k s sel l ing shor t - te rm loans wi th the ex-
pecta t ion that regula tors wou ld a l low them to f u n d new 
loans if those could not be resold . M o r e o v e r , if regula-
tors re ta in credibi l i ty in their e n f o r c e m e n t the n u m b e r 
of ca se s r equ i r ing ac t ion shou ld b e smal l . It is l ikely 
that b a n k s and their bo r rower s wou ld qu ick ly learn that 
the b o r r o w e r s ' abili ty to obta in con t inu ing f u n d i n g a f te r 
thei r loans a re sold d e p e n d s on the s ta te of the loan-
sales marke t . W h e n b a n k s want to control fu tu re f u n d -
ing dec i s ions they do not sell loans , and bank bo r rower s 
will not pe rmi t loan sales that create a s igni f icant r isk 
that ear ly loan r epaymen t will be requi red . 

and could specify their trade-off function between the 
three goals, the problem could in fact be solved. Risk 
a s s o c i a t e d wi th se l l ing loans s u b j e c t to r ecou r se 
would only indirectly enter the problem through its 
effect on the distribution of total returns. 

The problem in regulating recourse risk is that in 
reality the true distribution of a bank 's future returns 
is not known. The historic return pattern for a limited 
set of assets can be determined most commonly by 
estimating the variances of returns associated with in-
dividual assets and the covariances of returns among 
assets. However , historic variances and covar iances 
may not be very accurate predictors of future values. 
Moreover , the use of historic values as proxies fo r 
expected future values is especially problematic when 
banks know more about the distribution of future as-
set re turns than the regulators do (a condi t ion that 
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should generally hold if a bank is competently man-
aged). Banks can deliberately avoid the intent of reg-
u l a t i on by o v e r i n v e s t i n g in a s se t s f o r w h i c h the 
historic data underestimate risk and underinvesting in 
assets for which the data overestimate the risk. 

In practice regulators split the types of risk into 
categories, such as credit risk, interest rate risk, and 
foreign exchange risk. They then proceed to simplify 
their analysis of the d i f ferent categories . Al though 
this approach makes the analys is easier, it ignores 
correlations among different types of risks. 

Risk-based capital standards take into account only 
the credit risk associated with an individual asset and 
ignore the correlation of credit losses among assets. 
Only in a crude fashion do bank regulations take cor-
relat ions into accoun t—by establ ishing that a bank 
may not lend more than 15 percent of its capital to 
any single borrower or group of related borrowers. 
Moreover , these standards use broad categories fo r 
c l a s s i f y i n g asse t s . F o r e x a m p l e , all n o n m o r t g a g e 
loans to private individuals and corporations carry the 
same risk weighting under the standards. 

Regula tors moni tor interest rate and fore ign ex-
change rate risk as well as a bank's liquidity. These 
risks are not explicitly captured by either capital stan-
dard but are included in a rough manner in the lever-
age standard. For example, the total leverage standard 
is a control for interest rate risk in that it would re-
quire a min imum capital level of a bank that invested 
solely in Treasury securities (which require no capital 
under the r isk-based standards) but which could be 
taking significant interest rate risk. 

Risk-Based Capital Guidelines. One concern re-
garding the current regulatory treatment of loan sales 
with recourse is raised by theoretical and empirical 
evidence suggesting that the combined direct and in-
direct risk changes would not necessarily materially 
increase the bank 's total risk exposure. Another con-
cern is that fo rc ing banks to carry the ent i re loan 
amount on their books, even though their maximum 
loss may be a fraction of that amount, could create in-
consistencies with other risk-based capital standards. 

Measuring the Impact of Recourse on Banks' Total 
Risk. One way in which loans could be sold with re-
c o u r s e wi thou t i nc reas ing a b a n k ' s r isk e x p o s u r e 
would be for the loans to be of such low risk that the 
bank would not o therwise have made the loans, as 
sugges ted by James (1988) . In this case the small 
amount of credit risk could be more than offset by the 
profitabili ty the loans contribute through the reduc-
tion in the bank's risk of failure. The risk-based capi-
tal standards are unlikely to capture this risk reduction 

fully because of the broadness of the asset risk cate-
gories. However , even if J ames ' s model explains a 
substantial port ion of bank loan sales, the case for 
lower ing the risk weight ing on loans sold with re-
course is weak. Other models of loan sales imply that a 
bank may sell loans with recourse to increase its risk 
exposure. Unfortunately, in view of the fact that all 
pr ivate-sector , nonmor tgage loans are given equal 
w e i g h t u n d e r the r i s k - b a s e d s t a n d a r d s , l o w - r i s k 
private-sector loan sales cannot be distinguished f rom 
high-risk loan sales in a manner consistent with other 
s tandards . 1 4 Moreover , many low-risk loans that a 
bank may choose to sell with recourse may also be 
profi table to make and sell without recourse. If so, 
regulations that discourage selling loans with recourse 
may not significantly reduce the volume of loan sales. 

A second way for banks to sell with recourse while 
not increasing their risk of failure would be to make 
of fse t t ing ad jus tmen t s in their other ba lance-shee t 
and off-balance-sheet items. That is, the FDIC risk-
subsidy increase because of recourse sales is at least 
par t ia l ly of fse t by loans ' lower sel l ing pr ices if a 
bank becomes riskier. A bank could offset any higher 
risk due to recourse by reducing the variability of re-
turns in the rest of its portfol io or by increasing its 
capital level. Risk-based capital guidelines are likely 
to capture at least partially the reductions in the vari-
ability of returns from the rest of the bank's portfolio, 
particularly given that the risk-based standards have 
built in an incentive for banks to reduce risk in ways 
the regulations can capture. For example, a bank that 
increases its holdings of Treasury securities and re-
duces its holdings of commercial loans as part of its 
decision to sell loans with recourse would experience 
a decrease in its risk-based capital requirements. 

The risk-based standards would not pick up all re-
ductions in variability, however, because some could 
grow out of portfolio changes involving shifts in as-
sets within the same risk-weighting category. For in-
stance, a bank ' s capital requirements would not be 
lowered if it increased its loans to AAA-rated corpo-
rations while decreasing its holdings of loans to high-
ly l eve raged t r ansac t ions . (This type of po r t fo l i o 
change is not easily incorporated in the weighting of 
loan sales with recourse , though. ) Regula tors a lso 
could not attribute shifts within asset risk categories 
to loan sales with recourse. Moreover, it would not be 
fair to recognize shifts in portfolio risk for banks that 
sell loans with recourse without doing the same for 
banks that do not sell loans. Because of these condi-
tions, a good case can be made for not amending the 
risk-based standards to take into account the potential 
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for banks that sell loans with recourse to reduce their 
remaining portfolio 's risk. 

A bank may also increase its capital level to offset 
the increased risk due to recourse. Because risk-based 
guidel ines already fu l ly capture changes in capital 
levels, there is no need to change the guidelines to re-
flect higher capital levels resulting f rom sale of loans 
with recourse. 

A third argument in favor of treating loan sales 
wi th r e c o u r s e d i f f e r e n t l y f r o m loans kep t on the 
books is that loans sold with recourse should reduce 
the FDIC payout if a bank were to fail. That is, if the 
bank fa i l s and the loan buyers try to exe rc i se re -
course , they will b e c o m e genera l c red i to rs of the 
failed bank and share the losses proportionately with 
other uninsured creditors, including the FDIC. The 
strengths of this argument depend on placing greater 
impor t ance on l imi t ing the F D I C ' s losses when a 
bank fails than on prevent ing bank fai lures. If pre-
venting failures is the dominant concern, the smaller 
losses to the FDIC may not seem an important benefit 
of loan sales with recourse. If protecting the FDIC is 
the principal goal, the risk sharing may be important. 
However , for the standards to be consistent, adjust-
ments to the capital standards would be necessary for 
all credit-risky off-balance-sheet i tems because th$y 
all involve some risk sharing. If capital standards are 
to be reduced when a private party shares the risk of 
fai lure with the FDIC, perhaps the r isk-based stan-
dards should be modified to include all nondeposit li-
abilities as a (secondary) element of capital.1"1 

Selling loans with recourse generates more direct 
risk than selling without recourse, but, as pointed out 
earlier, indirect offsets may render the total change in 
risk insignificant. However, the empirical f inding that 
recourse has no material impact on a bank 's total risk 
does not necessarily imply that risk-based standards 
should give loan sales with recourse a lower weight. 
Capital standards may already incorporate some risk 
reduction indirectly resulting f rom recourse sales, and 
measur ing the uncaptured risk reduct ion would be 
difficult, if not impossible. 

One could argue that loan sales may improve the 
banking sys tem's ef f ic iency and that pr ivate-sector 
discipline would limit a bank's risk taken on through 
sales with recourse . For example , Jayant R. Kale , 
Thomas H. Noe, and Stephen G. Timme (1990) found 
that initial bank announcements of plans to securitize 
loans generated positive abnormal returns for the sell-
ing banks ' shareholders. Moreover, the current struc-
ture of risk-based capital standards does not permit an 
accurate accounting for the ful l impact on a bank 's 

risk of loans sold wi th r ecour se , so the s t andards 
would inevitably be biased either for or against loan 
sales wi th recourse . T h e r e f o r e , to e n c o u r a g e loan 
sales the best approach would be to establish a lower 
weight on loan sales with recourse than on loans held 
in a bank's portfolio. 

Evidence regarding the results of biasing standards 
in f avor of loan sales p inpo in t s several p rob lems . 
First, there is little solid empirical evidence that loan 
sales generate economies of scope with bank's other 
activities.16 Indeed, Loretta J. Mester (1991) finds the 
opposi te—that loan sales generate d i seconomies of 

Existing capital regulations discourage 

loan sales with recourse by including the 

full value of such loans in banks' capital 

requirements. 

scope. Second, although loan sales with recourse gen-
erate some market discipl ine, theory does not give 
clear indications as to whether the additional market 
discipline would outweigh the deposit insurance sub-
sidy to bank risk taking. Third, the results of Kale, 
Noe, and T imme ' s (1990) study could be explained 
by a variety of hypotheses, not all of which imply a 
net social gain to secur i t iza t ion . For example , the 
stock market may view the loan sales as a way for 
banks to avoid an anticipated issue of new equity. In 
light of this research, keeping the current standards 
seems called for unless there is additional evidence 
that (1) the standards overestimate the net impact of 
loan sales with recourse on banks ' risk or (2) loan 
sales generate gains to society relative to loans funded 
by the originator. 

Potential Inconsistencies in the Risk-Based Stan-
dards. As alluded to above, risk-based standards con-
tain an inconsistency in the way loan sales with partial 
recourse are treated relative to loans with identical risk 
exposure held on the book. A bank that makes a loan 
sale with partial recourse is required to carry 100 per-
cent of the loan on its books if it retains a significant 
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risk of loss. For example, a bank would have to re-
tain the entire loan amount if it sells a loan with re-
course on the first 9 percent of the losses and the 
e x p e c t e d loss w a s 3 pe rcen t . H o w e v e r , the bank 
would need to include only the first 9 percent if the 
transaction were structured so that the borrower ob-
tained the same amount of funds through a subordi-
nated loan equal to 9 percent of the borrowing and a 
senior loan (a loan repaid be fo re the subord ina ted 
loans) equal to 91 percent of the borrowing and if the 
bank purchased the subordinated part without ever 
owning the senior loan. 

Unfortunately, this inconsistency is inherent in the 
r i s k - b a s e d s t a n d a r d s . Al l n o n m o r t g a g e l o a n s to 
private-sector borrowers carry the same risk weight-
ing regardless of the bor rower ' s riskiness or the se-
n io r i t y of t h e d e b t o b l i g a t i o n . T h e t h e o r e t i c a l l y 
correct approach to measuring a bank's risk accurate-
ly would be to use weightings that fully reflect the 
riskiness of each loan.17 Under this method, subordi-
nated debt to any given borrower would carry a high-
er r isk we igh t ing than senior debt f r o m the s ame 
borrower. However, this approach would not automat-
ically weight all subordinated debt more heavily than 
all senior debt because the subordinated debt of some 
borrowers is less risky than the senior debt of certain 
other borrowers . An accurate measurement sys tem 
would require evaluation of individual borrowers as 
well as of the seniority of the loan contract. Regula-
tors are reluctant to rate individual borrowers, though, 
because doing so could easily lead to politically moti-
vated credit rationing. 

Moreover, senior and subordinated debt are merely 
the two end points of a continuum of debt contracts 
having varying seniority. Any rules designed to favor 
senior debt over subordinated debt would encourage 
banks to design contracts that meet the formal require-
ments of senior debt but are, in fact, as risky as some 
junior issues by equally risky borrowers. Thus, a com-
pletely accurate risk rating system would require that 
regulators examine individual debt contracts to deter-
mine their seniority level. At this point the direct cost 
(that is, the financial cost to the regulatory system) of 
imposing comple te ly accurate r isk-based s tandards 
clearly would exceed any possible gain, and the long-
run indirect costs of such government micromanage-
ment of banks likely would be enormous. 

Regulators must choose between encouraging and 
discouraging loan sales with recourse relative to sub-
ordinated debt, assuming that some level of inconsis-
tency is unavoidable in the risk-based standards. The 
current policy takes the more conservative approach. 

Single-Borrower Lending Limit. The limit on a 
bank ' s loans to a single bor rower enforces at least 
some diversification of bank portfolios. If the recourse 
risk were ignored, loans sold with recourse could be 
used to avoid the intent of the single-borrower limits. 
Including recourse risk raises a question of how much 
of a loan sold with recourse should count against the 
limit. If the purchaser has recourse for the entire loan, 
it is clear that the entire loan should count. But what 
if the selling bank is liable for only a fraction of the 
loan—for example, 10 percent? The answer lies in the 
aim of the single-borrower lending limit, which is to 
enforce diversification by limiting a bank's maximum 
exposure to any single borrower. In this example the 
maximum exposure is 10 percent, and it fol lows that 
only 10 percent of the loan should count against its 
borrowing limit. 

Recourse for Interest Rate or Foreign Exchange 
Contingencies. Recourse agreements need not be re-
stricted to credit contingencies. Loan sales contracts 
can require the seller to repurchase assets based on 
interest rate or foreign exchange rate contingencies. 
These contingencies can be explicitly stated, or they 
can be implicit funct ions of interest or fore ign ex-
change rates, such as in contracts that make the re-
purchase cont ingent on the bor rower ' s prepayment 
pattern. T h e total leverage s tandards provide some 
controls on the m a x i m u m exposure to interest rate 
and foreign exchange rate risk by requiring a bank to 
hold some capital even if its credit risk is minimal. 
Any added interest rate or foreign exchange risk due 
to recourse could be partially captured by the lever-
age standards and thereby generate some additional 
capital requirements if the risk-based standards were 
not already binding. However, this approach to regu-
lat ing interest rate and fore ign exchange risk pro-
vides at best only a very crude measure of a bank 's 
risk exposure. 

An a l te rna t ive approach that takes greater cog-
nizance of those risks is suggested by Wall, John J. 
Pringle, and James E. McNulty (1990). They suggest 
that each bank set a maximum exposure level to inter-
est rate and foreign exchange rate risk, establish sys-
tems adequate to ensure that actual exposure does not 
exceed the internal guideline, and keep their exposure 
within their in ternal gu ide l ines . Regu la to r s would 
then create an interest rate and foreign exchange rate 
component to the risk-based capital standards and use 
banks ' internal guidelines in setting capital require-
ments. Recourse risk under this system could be treated 
like any other interest rate or foreign exchange rate 
option sold by the bank, such as the prepayment op-
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tion given to borrowers under f ixed-rate residential 
mortgage contracts. 

Implicit Recourse Arrangements. As mentioned 
earlier, one concern of regulators is that banks will 
sell loans under contracts explicitly disavowing any 
recourse but will provide verbal or implicit promises 
to repurchase the loan if problems arise. Banks may 
grant implicit recourse in order to maximize the price 
received on a loan sale. These agreements, which are 
generally honored in the interest of the seller 's reputa-
tion, increase future loan sale prices. Implicit recourse 
limits both regulatory and market discipline of bank 
risk taking. 

It is hard to m e a s u r e empi r i ca l ly the degree to 
which implicit recourse is involved in loan sales. A 
study by Gary Gorton and Pennacchi (1989) suggests 
that its use may be common enough that the selling 
bank 's rating significantly affects the rate of return 
loan buyers require. However, subsequent research by 
the same authors (1991) found that implicit recourse 
is not a significant factor in the loan-sales market for 
at least some of one bank's loan sales. Regardless of 
the s igni f icance of impl ic i t recourse to the overal l 
loan-sales market, implicit recourse could have a sig-
nificant effect on the riskiness of individual banks. 

Providing implicit recourse could be discouraged if 
regulators would take strong measures against banks 
that provide it. Banning all repurchases of loans sold 
without explicit recourse may not be necessary. Such 
a ban should in fact be avoided, if possible, to main-
tain liquidity in the loan-sales market. Rather, banks 
should not be allowed to repurchase loans that have 
exper ienced a s ignif icant decl ine in credit quali ty. 
This prohibition can be enforced after the fact for fi-
nancially strong banks that are not repurchasing a ma-
terial amoun t of loans. All other loan repurchases 
could require pr ior regulatory approval . Moreover , 
any bank discovered to have engaged in a pattern of 
providing implicit recourse on loans that have experi-
enced a significant decline in credit quality should be 
required to treat all outs tanding loan sales as sales 
with full recourse for the purposes of the risk-based 
standards and the limits on loans to a single borrower. 
While it could be costlier in some individual cases to 
enforce this policy strictly than to provide forbear-
ance, refraining f rom full enforcement of such regula-
tions would only encourage banks to sell additional 

loans with implicit recourse in the expectation that they 
will also receive forbearance if the need arises. The 
strict enforcement of limitations on implicit recourse 
would teach banks and their customers not to be par-
ties to loan sales with implicit recourse if the bank 
wishes to retain a relationship with the borrower. 

Conclusion 

In the past decade banks have s ign i f ican t ly in-
c reased their sales of loans . Theory sugges t s that 
banks would sell loans with recourse if permitted to 
do so by regulators. However, existing capital regula-
tions discourage loan sales with recourse by including 
the full value of such loans in banks ' capital require-
ments. By limiting possible solutions to moral-hazard 
and adverse-selection risks to loan purchasers, capital 
regulations probably hamper market development and 
reduce the prices banks receive for loans sold. 

This study reviews related literature and analyzes 
the impact of loan sales on banks ' riskiness. Findings 
indicate that the direct impact of loan sales is to in-
crease risk, but the direct results are at least partially 
offset by indirect effects. For example, some degree 
of market discipline would be exercised as purchasers 
of loans sold with recourse would be willing to pay 
less for weak banks ' loans sold with recourse than 
they would pay for loans sold by strong banks. More-
over, empirical evidence confirms that the net direct 
and indirect effect of loan sales with recourse is that 
risk may not be s igni f icant ly increased . Howeve r , 
risk-based capital standards may to some degree in-
corporate risk reduction resulting f rom market disci-
pline. As for the uncaptured risk reduction, there is as 
yet no evidence on whether it would exceed the direct 
increase in risk result ing f rom recourse.1 8 An addi-
tional issue is that, although there is some theoretical 
evidence about gains f rom loan sales, there is no clear 
empirical evidence that loan sales have produced any 
gains other than perhaps providing banks a way to de-
fe r new capi ta l issues . Fur ther ev idence about the 
gains f rom loan sales and about risk reduction arising 
f rom market discipline is needed before there would 
be reason to change the treatment of recourse risk un-
der risk-based capital standards. 
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Notes 

1. Regulators require that a bank 's maximum credit exposure 
to any one borrower, or group of related borrowers, not ex-
ceed 15 percent. 

2. Relaxation of interstate banking laws could increase re-
ported loan sales because loans sold to aff i l ia ted banks 
should be subject to far fewer moral-hazard problems. 

3. Loan buyers may also be protected by outside credit en-
hancements, such as guarantees purchased f rom insurance 
companies . However , outs ide credit enhancements only 
shi f t the adverse-se lec t ion and mora l -haza rd p rob lems 
f rom loan buyers to the providers of the credit enhance-
ments. 

4. Benveniste and Berger include deposit insurance in their 
formal model, but their general argument for the advantage 
of debt sales with recourse also could be made in environ-
ments without deposit insurance. 

5. Tier one capital consists of c o m m o n and perpetual pre-
ferred equity, paid-in-capital in excess of par, and retained 
earnings. 

6. Barham and Lefebvre (1990) have developed a model in 
which capital regulation is assumed to be a costly tax, and 
they have ana lyzed the op t imal con t rac t a s s u m i n g an 
asymmetr ic informat ion problem. Banks in their model 
have access to an ex ante loan-analysis technology that al-
lows them to separate "good" f rom "bad" loans but that an 
insurer of securitized loans can use to perform an ex post 
analysis of failed loans to determine their quality. Barham 
and Lefebvre suggest that the optimal contract would be 
one in which the bank forfeits its entire capital if it is found 
to have misrepresented the quality of the loan. Bank regu-
lators are unlikely to approve such draconian punishment. 

7. If true, the tax explanation for sales would be a contribut-
ing factor in all loan sales. However, taxes alone could not 
explain loan sales unless the seller of the loans were re-
quired by the regulators to hold more capital than would be 
held by the purchaser of the loans. 

8. Lehman Brothers (1990) reports that total capital issues in-
creased f rom less than $0.5 billion per year between 1976 
and 1981 to no less than $2.5 bill ion per year be tween 
1982 and 1989. Common stock issues totaled over $2 bil-
lion in three years: 1986, 1987, and 1989. 

9. Several of the theoretical models discussed provide both a 
ra t ionale for loan sales that is independent of ex is t ing 
safety and soundness regulations and a reason for loans to 
be sold with recourse that does not involve exploiting the 
government safety net. Moreover, the models that do not 
consider recourse also ignore moral-hazard and adverse-
selection risk. Had these risks been considered, the other 
models of loan sales would likely have found the provision 
of recourse to be an important element. 

10. An example of the effect iveness of market discipline on 
bank 's off-balance-sheet risk taking may be found in the 
interest rate swap market, where some banks that had been 
dealers are being effectively prevented f rom competing in 
parts of the swap market because of increases in the banks ' 
perceived risk of failure. 

11. See Boot and Thakor (1991) for an application of this ar-
gument to bank loan commitments. 

12. James (1988) and Pavel (1988) also look directly at the 
risk impl ica t ions of loan sales . H o w e v e r , P a v e l ' s data 
source on loan sales explicitly excludes loans sold with re-
course, and James ' s data appear to have the same limita-
tion. 

13. T h e s e are the three p r imary goa ls of bank safe ty and 
soundness regulation. Commercia l bank regulators have 
been assigned other responsibilities, such as consumer pro-
tection. This discussion focuses on the regulators ' safety 
and soundness responsibilities because recourse risk does 
not raise significant issues for other responsibilities. 

14. The risk-based standards could be modif ied to accord a 
lower weight to private-sector loans that satisfy some pre-
specified criteria. However , any simple criteria are likely 
to lead to significant inaccuracies. For example, standards 
based on conventional financial ratios will not yield accu-
rate risk measures across industries. Regulators could un-
doubtedly develop standards for different industries that 
would be far more accurate than the current system, even 
though the revised standards would still contain errors. The 
problem is that regulators could more easily be placed un-
der strong political pressure to manipulate more complicat-
ed s t anda rds to a l loca te c redi t to pol i t ica l ly p o w e r f u l 
industries. 

15. A case could also be made for including all noninsured lia-
bilities, including uninsured deposits. However , deposits 
that lack de jure insurance frequently receive 100 percent 
de facto coverage by the FDIC. Thus, uninsured deposits 
should not be included in the capital regulations unless the 
FDIC eliminates all coverage of uninsured deposits. 

16. Economies of scope exist when the cost of conducting two 
or more activities in the same firm is less than the total cost 
of conducting the activities in separate firms. 

17. The approach to measuring risk would be theoretically cor-
rect in the sense that the portfolio weightings accurately re-
flected the variance of individual loans. The ideal system 
would analyze the risk of the entire portfolio rather than 
the risk of individual assets, as noted above. 

18. The lack of empirical evidence may be due in part to the 
fact that the risk-based standards did not take effect until 
the end of 1990 and the full capital requirements will not 
be in place until the end of 1992. 
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n November 1987 the New Yorker devoted parts of three issues to ana-
lyzing the workings of the Federal Reserve System. The author of these 
articles wrote, "The financial system, usually portrayed as a static bal-
ance sheet, actually is dynamic, like a pump house, and functions ac-
cording to physical laws that a hydraulic engineer might understand. It 

is like a fantastic labyrinth of pipes, storage tanks, and pressure valves. . . . 
The Federal Reserve Board stands alongside the system like a supervising 
engineer who has the power to alter the flows inside the plumbing."1 

This type of journalism responds to the growing public interest in better 
understanding the monetary authority's role in the economy. It recognizes 
that this role should be examined in a dynamic framework. It also embodies 
the belief that monetary policy can alter the course of the economy. 

But does the f inancia l system really work like a pump house? Can 
monetary policy change the course of the economy? 2 On what basis do 
economists make monetary policy recommendations? As is discussed be-
low, the analogy to a smoothly operating system like that of a pump house 
is not in fact particularly accurate. 

In a physical science like chemistry, a researcher can conduct a laborato-
ry experiment to learn the effects of, for example, mixing magnesium and 
lithium. In economics, when one wants to know the consequences of, for 
instance, lowering reserve requirements, there is no research lab available, 
and no controlled experiment is possible. Instead, economists build eco-
nomic models—simpl i f ied versions of how real-world economies work. 
Economic models are sets of assumptions and the rules that make the as-
sumptions consistent with each other. Implicitly or explicitly, whether they 
recognize it or not, economists always have models in mind when they ana-
lyze problems. Any prediction of, for example, the effect of lowering reserve 
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requirements on the inflation rate or the rate of inter-
est in the eeonomy depends critically on the particular 
model applied. A benef i t of using these s impl i f ied 
versions of real economies when addressing policy is-
sues is that, among other things, using a model re-
duces the number of variables in the economy being 
analyzed at a given time, making it possible to exam-
ine particular problems more effectively and to verify 
the internal consistency of policy recommendations. 

This article highlights some of the issues arising in a 
selection of models that attempt to analyze, in a formal 
setting, the consequences of some hypothetical mone-
tary policies. In these models fiscal and monetary poli-
cy are constrained by the requirements of f inancing 
government expenditures, and the choice of ways to fi-
nance such expenditures affects the real interest rate 
(that is, the interest rate adjusted for inflation). They 
were chosen because policymakers generally seem to 
have such economies in mind when they explore alter-
native policy options. The models highlight the inter-
act ion of f i sca l and mone ta ry pol icies . T h e art icle 
provides examples of how these models can be used to 
address some monetary policy issues. 

Although monetary policy is usually studied in iso-
lation f rom fiscal policy, and vice versa, these types of 
government economic policies are necessarily linked 
to each other. Consider the following stylized descrip-
tion of fiscal policy. When the government decides on 
a level of expenditures to be financed domestically, it 
must also decide on how much of those expenditures 
will be financed by taxes and how much by the issue 
of debt such as Treasury bills and bonds (hereafter, for 
the sake of simplicity, debt is referred to as bonds). 
Because government expenditures minus taxes are de-
f ined as def ic i t s , def ic i t s impl ic i t ly de t e rmine the 
amount of bonds to be issued. 

Given the amount of government bonds outstand-
ing, a decision must be made as to whether or not to 
monetize those bonds—that is, whether to buy them 
with newly created currency. This decision, which de-
termines the composition of the government 's liabili-
ty portfolio, is made by the monetary authority and is 
therefore identified by many economists as monetary 
policy. 

It is true that most analysts study monetary and fis-
cal policies separately. However , it should be clear 
from the above description of these policies' interrela-
tionship that analysts are implicitly making assump-
tions about one when studying the other. 

T h e Impact of Fiscal and M o n e t a r y Pol ic ies . 
A m o n g the most controversial issues in macroeco-
nomics is whether fiscal and monetary policies have 

real e f fec ts . Because mos t m a c r o e c o n o m i c mode l s 
conclude that policy can affect macroeconomic activi-
ty only if it changes the real rate of interest, a policy is 
said to have real effects if it influences the real rate of 
interest in the economy. 

A ground-breaking paper by Robert Barro (1974) 
looks at the choice between using taxes or government 
bonds to finance a given level of government expendi-
tures. Barro shows that changes in the mixture of taxes 
and bonds chosen by the policy authority can have no 
real effects—that is, that the different mixes may have 
equivalent implications for the real economy. He la-
beled this situation "Ricardian equivalence." 

The basic assumptions behind Barro 's f inding are 
that in the long run the government budget has to be 
balanced and that private savers will buy bonds only if 
they know the bonds will eventually be paid off. Barro 
also assumes that the government 's financing choices 
are limited to bonds and taxes. If, for example, the gov-
ernment were to reduce nondistorting taxes and issue 
more bonds to finance its expenditures, private savers 
would increase their savings in anticipation of the high-
er future taxes that would have to be levied to repay the 
new bonds. The increased savings could be channeled 
toward the purchase of the new bonds, allowing real 
interest rates to remain unchanged. This mechanism il-
lustrates how the government financing scheme may 
affect the timing of savings but not the total amount of 
consumption or investment in the economy. 

Barro's (1974) paper was seminal for formally pre-
senting, in a dynamic setting (a framework that recog-
nizes the intertemporal nature of economic decision 
making), a set of conditions under which the govern-
ment ' s choice of bonds or taxes to f inance expendi-
tures is i r re levant (has no real e f f ec t s ) . Howeve r , 
Barro 's analysis failed to include new currency cre-
ation as a financing alternative. Stated differently, he 
did not analyze the choices available to the govern-
ment regarding its liability portfolio (its holdings of 
government securities and currency). This portfolio 
can be modif ied through open market operations. In 
particular, the monetary authority can purchase bonds 
with newly created currency in an open market pur-
chase, or it can sell bonds through an open market 
sale. Implicitly, Barro assumes that monetary policy 
does not depend on the state of the government debt. 

S. Rao Aiyagari and Mark Gertler (1985) looked at 
budget financing schemes involving different combina-
tions of taxes, currency, and government bonds. When 
they examined the economic implications of retiring 
government obligations by either currency creation or 
future taxes, they considered three cases. One was the 

Federal Reserve Bank of Atlanta Econ o in ic Revieu> 15 Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



polar Ricardian case, in which all government obliga-
tions were retired via (backed by) future taxes. The oth-
er was the polar non -R ica rd i an case , in which all 
government debt was retired by issuing currency. Be-
tween these was the situation in which government ex-
p e n d i t u r e s a re f i n a n c e d wi th a m i x of t a x e s and 
currency issues. Aiyagari and Gertler found that open 
market operations have real effects except when current 
issues of bonds are backed 100 percent by future taxes. 

T h e ques t ion of wha t backs the debt expl ic i t ly 
highlights the links between fiscal and monetary poli-
cies. In Aiyagari and Gertler 's words, "The backing of 
the government bonds is a measure of the extent to 
which fiscal policy accommodates monetary policy, 
and vice versa" (1985, 38). 

7Tie Effects of Open Market Operations 

The Irrelevance of Open Market Operat ions: 
The Modigl iani-Mil ler Theorem. Monetary policy 
involves changes in the composi t ion of the govern-
ment 's portfolio of assets and liabilities. This portfolio 
is analogous in some ways to the liability portfolio of 
a pr ivate f i rm. According to the Modigl iani -Mil ler 
theorem (discussed in Neil Wallace 1981), when mar-
kets are complete a f i rm's value is the same regardless 
of how its liabilities are divided between equity and 
debt; in other words, the composition of a f i rm's liabil-
ity portfolio is irrelevant in determining a f i rm's value. 
One way in which the compos i t ion of the govern-
ment ' s liability portfolio can be changed is via open 
market operations. Just as swaps of debt and equity 
may not matter to the value of a private firm, swaps of 
bonds and currency may not change real interest rates 
in the economy. 

Apply ing the Modig l ian i -Mi l le r t radi t ion to the 
government ' s liability structure, Wallace (1981) con-
centrates on monetary policy experiments. His work 
emphasizes the microeconomic foundations of macro-
economic policy prescriptions. In Wallace's model the 
government ' s asset portfolio consists of physical as-
sets and its liability portfolio is composed of currency. 
Open market operations are defined as purchases of 
real assets with currency or vice versa.3 By engaging 
in open market operations, the monetary authority can 
affect the aggregate budget deficit, the distribution of 
future taxes, and the budget constraints to which the 
economic agents , l ike the government , are subject . 
Only if policies have no net effect on the budget con-
straints of economic agents would one expect to ob-

serve unchanged purchasing power and consumption 
patterns. In Wallace's analysis, fiscal pol icy—which 
he identifies as the budget deficit, net of interest pay-
m e n t s — i s t aken as given. Auxi l ia ry red is t r ibut ive 
m e c h a n i s m s k e e p a g e n t s ' b u d g e t c o n s t r a i n t s un-
changed across different government portfolio choic-
es. U n d e r these a s sumpt ions , his mode l genera tes 
irrelevance of open market operations.4 

Should it be inferred from this type of model that 
open market operations do not matter and, if monetary 
policy is identified with open market operations, that 
monetary policy does not matter? One feature these 
models share is their assumption that currency and 
government bonds , the two types of l iabilit ies that 
constitute the government 's portfolio, yield the same 
real rate of return to the holder. In economists ' terms, 
the models assume that bonds do not dominate curren-
cy in rate of return. This assumption is clearly at odds 
with the facts. Would a $100 bill stored in a drawer for 
three months yield the same real rate of return as a 
three-month Treasury bill that costs $100? 

The value of these models rests on the fact that they 
provide a benchmark—a benchmark that indicates that 
under some condi t ions , h o w e v e r unrea l i s t ic , open 
market operations are irrelevant. It is then important to 
inquire what role these conditions play and why they 
may not hold. 

W h e n O p e n M a r k e t O p e r a t i o n s Matter . In a 
1985 paper, Wallace examines the effects of Barro 's 
(1983) definition of open market operations. Barro de-
scribes the exchange of government bonds for currency 
as a combination of two policies. The first policy in-
volves issuing currency and reducing current taxes by 
the same magnitude. The second policy involves rais-
ing taxes by the same amount and buying government 
bonds with the additional tax revenues. These policies 
leave the level of taxes unchanged but cause the quan-
tities of currency and bonds to move in opposite direc-
tions. Wallace notes that these two policies constitute a 
pair of offsetting Ricardian experiments. In each case, 
Wallace's model would predict that the change in the 
government deficit has no real effects, so this sort of 
open market operation is irrelevant. Wallace also notes 
that in Barro's setting, without any further assumptions 
about transactions fr ict ions (assumptions that might 
help explain rate-of-return dominance), currency and 
bonds must yield the same rate of return. 

Wallace discusses open market operations in two 
alternative settings that provide such friction. In the 
first, currency has intrinsic value: it provides services 
similar to the commodities consumed. Taken literally, 
this is of course an inadequate description of currency's 
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use. However, it is a convenient way to try to capture 
the notion that currency provides a stream of consum-
able services. This device helps to expla in the ob-
served rate-of-return dominance; although bonds offer 
a higher rate of return, people will still choose to hold 
some currency. The other setting imposes a transaction 
restriction that requires the use of currency in each 
transaction involving savings. This version is also an 
extreme characterization of the role of currency in so-
ciety, but it nonetheless may be a useful device to ob-
tain ra te -of - re turn dominance . Wal lace shows that 
these models deliver both Ricardian equivalence and 
irrelevance of Barro-style open market operations. 

Wallace also describes some alternative models in 
which legal restrictions on private intermediation (for 
example, the imposit ion of reserve requirements on 
commercial banks) generate rate-of-return dominance. 
In these models, Ricardian equivalence does not hold, 
and open market operations have real effects. Because 
Wallace views legal restrictions as the best vehicle for 
modeling rate-of-return dominance, he concludes that, 
in general , Ricardian equivalence is not compat ib le 
with rate-of-return dominance. 

Stylized Policy Problems 

This section explores models that constitute a rela-
tively new approach to monetary policy and in which 
alternative policy experiments can be performed. In 
these models open market operations matter, and the 
u n d e r l y i n g a s s u m p t i o n is that t he re is a cons t an t 
deficit to be financed forever. Not all issues of bonds 
are assumed to be "backed" by future taxes. In Aiya-
gari and Ger t ler ' s terminology, monetary policy ac-
commodates fiscal policy. 

Inflat ionary Implications of a Tight Monetary 
Policy. Thomas J. Sargent and Wallace's (1981) work 
is among the most controversial in the literature be-
cause of its policy implications. The authors analyzed 
the consequences of f inanc ing a given government 
deficit exclusively with unbacked bonds. T h e basic 
conclusion of their research is that in an economy in 
which the real rate of in teres t exceeds the rate of 
growth of the economy, the monetary authority's ap-
parent choice about whether or not to monetize a giv-
en government deficit is not in fact a real one; the real 
choice is when to monetize, not whether to do so. The 
logic behind this conclusion rests on the fact that when 
the real rate of interest exceeds the rate of growth in 
the economy, bonds cannot be rolled over indefinitely; 

eventually the size of the debt will outstrip the econo-
my ' s ability to pay off the rolled-over debt. When tax-
es are not part of the menu of alternative government 
financing sources, monetizing later rather than earlier 
increases the cost of debt service and thus the amount 
by which the monetary authority will have to monetize 
in the future. Therefore, the longer monetization is de-
layed, the more inflationary it becomes. Sargent and 
Wallace's assumption that the real rate of interest ex-
ceeds the rate of growth of the U.S. economy has been 
challenged as unrealistic (see Michael R. Darby 1984). 

Welfare Implications of Some Alternative Mone-
tary Policies. Many analyses of monetary policy have 
sought to find the "opt imal" policy. As Wallace has 
observed, "The presumption seems to be that there is a 
unique best policy for the Fed to follow and the Fed 's 
problem is to find it" (1984, 15). Wallace explores that 
association in a model that captures some basic fea-
tures of real economies. 

What elements are desirable for a model that will 
examine the question of what the effects of alternative 
monetary policies would be among different groups of 
agents? Implici t in Wal lace ' s (1984) descript ion of 
what is expected f rom the monetary authority is the 
notion that monetary policy is not irrelevant—that is, 
the monetary authority's actions have real effects. The 
discussion above illustrates that under some assump-
tions open market operations, the basic instrument of 
monetary policy, have real effects. A particular case in 
which real effects are likely to occur in this specific 
type of model is when monetary policy is at least part-
ly subordinated to fiscal pol icy—when the fiscal au-
thority does not back its debt 100 percent with future 
taxes but expects the monetary authority to monetize 
part of its debt. 

Wal lace is also interested in genera t ing ra te-of-
return dominance, so his choices lie among models in 
which currency has intrinsic value, models in which 
its use is enforced in every economic transaction, and 
models in which it is held because of some legal re-
striction. As discussed above, Wallace views legal re-
strictions as the natural choice among these options.5 

Finally, in Wallace's model some agents are "savers," 
others are "borrowers," and others are endowed with 
currency or bonds denominated in currency. Borrow-
ers in this model borrow f rom private intermediaries, 
and savers hold deposits of these reserve-holding in-
termediaries. 

In Wallace's model , all borrowing and lending is 
assumed to be intermediated by commercial banks that 
operate competi t ively. These banks are required to 
hold currency reserves equal, at a minimum, to a f ixed 
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positive fraction of their total liabilities (deposits). The 
banks lend to borrowers or the government at the mar-
ket rate of interest and accept deposits f rom savers to 
whom they pay the weighted average of the rate of re-
turn on loans and the rate of return to currency. 

It is assumed that government bonds and private 
loans compete on equal footing in the credit market. 
While it can be argued that private loans do not com-
pete on the same basis because, for example, bonds 
are risk-free and private loans are not, it is feasible to 
think in terms of a kind of mutual fund that could put 
toge the r a v i r tua l ly r i sk - f r ee po r t fo l i o f o r pr ivate 
loans. In any event, Wallace's interest here is in high-
lighting the fact that the government, like many other 
borrowers, competes for savings in the market.6 

Wal lace showed that a t igh te r mone t a ry pol icy 
hurts borrowers, who end up facing a higher real rate 
of interest, and benefits the initial holders of currency 
or bonds by enhancing the purchasing power of their 
assets. Its impact on savers is ambiguous: the return 
on their deposits is the weighted average of the rate of 
return on currency and bonds, and these rates move in 
opposite directions. Clearly, monetary policy cannot 
be designed to make everybody happy. 

Inf lat ionary Implicat ions of Some Alternat ive 
M o n e t a r y Policies . T h e Mone ta ry Control Act of 
1980 gave the Federal Reserve System responsibility 
for es tabl ishing required reserve ratios fo r a broad 
range of transactions deposits issued by all depository 
institutions. In addition, in 1984 the System returned 
to something very close to contemporaneous reserve 
accounting. 7 Al though in recent history reserve re-
quirements—the requirement that commercial banks 
ho ld a f r a c t i o n of the i r c u s t o m e r s ' d e p o s i t s in a 
noninterest-bearing account at the central bank—have 
not been used as a monetary policy instrument, leg-
islative and regulatory changes have created condi-
t ions under which the required reserve ratio could 
acquire a more active monetary policy instrument role. 

M a r c o Esp inosa and Steven Russe l l (1991) use 
Wallace's model to analyze a situation in which the 
monetary authority can choose between two policy in-
struments: the required reserve ratio, which can be 
changed directly, and the ratio of nominal bonds to 
n o m i n a l cur rency , which can be c h a n g e d th rough 
open market operations. Because in practice the mon-
etary authority is also concerned about inflation, the 
a u t h o r s s eek to c o m p a r e the i n f l a t i o n a r y c o n s e -
quences of reducing real interest rates via these two 
instruments.8 It is assumed that the monetary authori-
ties view the initial level of real interest rates as "too 
high" and target a lower real interest rate. Policy ex-

periments involving simultaneous changes in both in-
struments are not examined. 

Like Wallace (1984), Espinosa and Russell (1991) 
want to capture rate-of-return dominance. The model 
should also be one in which open market operations 
matter and reserve requirements can play an active 
role. Wal lace ' s (1984) model is f lexible enough to 
incorpora te all these f ea tu res in addi t ion to be ing 
tractable. Also, al though Wallace introduces reserve 
requirements, he does not look at them as a policy in-
strument. Espinosa and Russell examine the implica-
tions of using the required reserve ratio as an active 
policy instrument. 

In his analysis, Wallace concentrated on cases in 
which the real interest rate is greater than the growth 
rate of the economy. At the time Wallace was writing, 
the United States had just experienced a period during 
which real interest rates consistently exceeded real 
growth rates. Wallace found that the effects of open 
market operations were often perverse, in the sense 
that open market purchases reduce both the real rate of 
interest and the rate of inflation. Historically, real in-
terest rates have been lower than the real growth rates. 
There fo re , another character is t ic desired is for the 
model to be capable of delivering an equilibrium real 
rate of interest lower than the rate of growth in the 
economy. The assumption underlying Espinosa and 
Russell 's research is that the monetary authority does 
not face perverse circumstances. It is their view that 
the relationship between interest rates and inflation en-
visioned by many policymakers and economists is a 
trade-off between lower interest rates and higher infla-
tion rates. Any move to ease credit conditions creates 
inflat ionary pressures . They label this t rade-off the 
"conventional wisdom." They therefore need to identi-
fy specifications of Wallace's model that are consis-
tent with this position. 

In Espinosa and Russe l l ' s model , as long as the 
monetary authority permanently issues currency, the 
inflation rate will be positive. The real rate of interest, 
on the o ther hand , m a y be less than , equal to, or 
greater than zero, depending on the state of the credit 
market. The real value of the revenues the government 
ob t a in s f r o m c u r r e n c y g r o w t h is ca l led c u r r e n c y 
"seignorage." Similarly, in this research the real value 
of r evenues obta ined f r o m issuing bonds is cal led 
bond seignorage. If the real rate of interest exceeds the 
rate of growth in the economy, no seignorage revenue 
can be extracted from the government bonds; in fact, 
the bonds represent an extra financing burden. 

It follows from the discussion above that real cur-
rency and real bond balances can be thought of as a 

18 Economic Review September/October 1991 Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



"tax" base. The difference between the rate of growth 
in the economy and the rate of return to currency, and 
the rate of growth in the economy and the gross real 
rate of interest can be considered tax rates. 

Given the fixed deficit, which it cannot modify, the 
monetary authority chooses the ratio of reserve re-
quirements to be imposed on commercial banks and 
chooses between currency and bonds (the bonds/cur-
rency ratio) for the composition of its portfolio. The 
settings of these two variables describe monetary poli-
cy. Associated with each monetary policy are a real 
rate of inflation and a real rate of interest in the econo-
my. These adjust to clear the currency and credit mar-
kets and to allow the government to finance its deficit. 

It is s u p p o s e d that the m o n e t a r y au tho r i t y a t -
tempts to reduce the real interest rate by reducing the 
bonds/currency ratio (conducting an open market pur-
chase), holding the required reserve ratio fixed. The 
monetary authority can target a lower real rate of in-
terest through open market purchases. However, the 
effect on the inflation rate in the economy depends on 
whether the case considered is perverse or convention-
al. When the conventional wisdom holds—that is, un-
der the set of condit ions identified by Espinosa and 
Russell—the inflation rate rises. If, on the other hand, 
the economy's state resembles that assumed by Wal-
lace—a rate of interest higher than the rate of growth 
in the economy—the rate of inflation in the economy 
will be lower. 

T h e intuition behind these results is as fo l lows: 
open market purchases have two effects, and these ef-
fects act in opposite directions. On one hand, an open 
market purchase causes the rate paid on government 
bonds to decline. On the other hand, the bond seignor-
age tax base—the real value of the government bonds 
present in the economy—is reduced. When the interest 
rate in the economy is already low, the tax base effect 
outweighs the tax rate effect. The resulting loss of in-
come has to be made up from the alternative financing 
source—that is, f rom currency seignorage. It is the 
need for higher currency seignorage that explains the 
higher rate of inflation in the conventional case. In the 
perverse case, the need for less currency seignorage 
explains the deflationary result. 

Espinosa and Russell show that under the assump-
tions of their model a lower reserve ratio always leads 

to a lower real rate of interest. If in addition the con-
ventional wisdom holds, a lower required reserve ratio 
leads to a higher rate of inflation. The model thus al-
lows comparison of the inflat ionary effects of open 
market operations and reserve requirements. 

Because their goal is to compare the magnitudes of 
inflation rate increases that are associated with using 
different monetary policy instruments to peg interest 
rates at levels below their current ones, Espinosa and 
Russell must ensure that each of the two rate-pegging 
experiments whose results are compared begins at the 
same position. Under these conditions they establish 
that, when the conventional wisdom holds, reducing 
the real interest rate to a particular level by cutting the 
required reserve ratio is always more inflationary than 
reducing the rate of interest to the same level via open 
market purchases. 

The basic intuition behind this result is as follows: 
whenever the conventional wisdom holds, both con-
ducting open market purchases and lowering reserve 
requirements produce a net loss of revenue f rom cur-
rency seignorage. However, because reducing the re-
serve ratio lowers the currency seignorage tax base, 
the loss of revenue it produces is larger than the loss 
produced by conducting an open market purchase. 

Conclusion 

Do monetary policies have real effects? The answer 
to this question depends critically on the definitions of 
monetary policy and of "money," and on assumptions 
about the nature of the interaction of fiscal and mone-
tary policies. The small sample of the monetary policy 
literature examined here highlights these issues. The 
examples of monetary policy analysis presented illus-
trate a methodology that fo rmal ly specif ies the as-
sumpt ions postula ted when a policy issue is under 
cons idera t ion . Al though the assumpt ions made by 
these researchers can perhaps be challenged on any 
number of grounds , the model is at least internally 
consistent. The fact that such consistency often cannot 
be found in many informal policy recommendat ions 
points to the value of formal modeling in the process 
of policy analysis. 
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Notes 

1. See Greider (1987, 60). 
2. It is, of course, possible to envision environments in which 

m o n e t a r y pol icy has no real e f f e c t s . Many e c o n o m i s t s 
think that monetary policy has effects only in the short run 
or no effects at all. See, for example , Linden (1991) and 
the section on the irrelevance of open market operations in 
this article. 

3. The reader will notice that this definition of open market op-
erations differs f rom the definition provided above. Howev-
er, it can be shown that a government intermediation of the 
kind described in Wallace is irrelevant, so open market oper-
ations as conventionally defined will be irrelevant. See Sar-
gent (1987, chapter 8) for details. 

4. Chamley and Polemarchakis (1984) modify some of Wal-
lace's auxiliary redistributive mechanisms and show that un-
der weaker assumptions a similar irrelevance result occurs. 

This and other related papers display different versions of ir-
relevance in the Modigl iani-Mil ler tradition. What varies 
among the versions is the particular consumption allocation 
and price sequences held fixed across alternative financing 
schemes and the set of auxiliary redistribution assumptions. 

5. See Wallace (1986) for a detailed explanation. 
6. Note that the aggregate dissavings (consumption that ex-

ceeds current income) of private borrowers at any given date 
depends on the interest rate paid in the credit market while 
the aggregate savings function of private savers at any given 
date depends on the rate paid on deposits. 

7. See, for example, Rosenbaum (1984) for a detailed descrip-
tion. 

8. Espinosa and Russell (1991) also deal with the case in which 
the monetary authority is interested in targeting the nominal 
interest rate. 
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any attempts to establish monetary unions across national 
borders have failed, but a few successful unions still exist to-
day.1 A monetary union is a formal arrangement in which 
two or more independent countr ies agree to fix their ex-
change rates or to employ only one currency to carry out all 

transactions. One of the most ambitious efforts to date is now under way in 
the European Community (EC, or the Community) , whose twelve member 
countries are striving toward European Monetary Union (EMU).2 When 
full union is achieved, these nations, which account for nearly 40 percent 
of world trade, will carry out transactions with one currency through one 
central bank and will be subject to one monetary policy.3 One big obstacle 
to European Monetary Union is that it will require EC member states to 
forgo national monetary policies, instead subordinating themselves to a 
single monetary policy concerned with the interests of the European Com-
munity at large. 

The EC ' s readiness to establish monetary union owes much to the Euro-
pean Monetary System (EMS) and, in particular, its exchange rate mecha-
nism (ERM). Established in 1979, the E M S has provided exchange rate 
stabil i ty and the degree of economic convergence among EC m e m b e r 
states necessary as a foundation for full monetary union. The purpose of 
this article is to explain the development of the European Monetary Sys-
tem, describe how its exchange rate mechanism works, and recount the 
EC ' s recent moves in the direction of monetary union. 
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A Rationale for Fixed Exchange 
Rates and Monetary Union 

From a nation's point of view, there are economic 
and polit ical reasons both fo r and against pursuing 
monetary union. One widely held explanation of why 
independent nations would choose to adopt a f ixed 
exchange rate regime is that doing so has a number of 
posit ive wel fa re effects . 4 A currency union can in-
crease and stabilize the income level within a country 
by reducing uncertainty sur rounding its cur rency ' s 
value. The fact that the zone of fixed exchange rates 
can be considered as one entity for purposes of produc-
ing goods and services allows resources to be allocated 
more efficiently. In addition, fixed rates may promote 
price stability because random shocks can be better 
absorbed by a group of countries with a broader, more 
diverse product ion base (natural resources , capital, 
and labor) than by a single country's economy. More-
over, eliminating individual countries' potential use of 
exchange rate management as a nontariff trade barrier 
should increase economic efficiency over the longer 
run. The fact that the need for foreign exchange trans-
actions is reduced in a currency union also helps its 
member countries save the resources they would oth-
erwise use for foreign exchange market transactions. 

Countries may use monetary union or steps toward 
it to f u r t h e r po l i t i ca l goa l s . Es t ab l i sh ing a un ion 
would offset the inf luence of a larger country that 
might be brought into the group, in e f fec t diluting 
the larger nat ion 's economic power through the col-
lec t ive po l i t i ca l p o w e r of the un ion p a r t i c i p a n t s ' 
shared economic objectives, in addition, each of the 
m e m b e r n a t i o n s , e v e n the m o r e d o m i n a n t o n e s , 
would gain economic inf luence vis-a-vis countr ies 
outside the union merely by being part of a federa-
tion that is s t ronger than any one m e m b e r nat ion. 
Formal bonds among union members would also re-
duce the l ikelihood of a large outside state 's domi-
na t i ng e i the r the un ion as a w h o l e or any s ing le 
member country. 

However, monetary union also carries costs for its 
members . The most fundamental potential cost has to 
do with agreeing to a fixed exchange rate. By floating 
its exchange rate, a country can use its currency's val-
ue as a policy instrument, actively influencing or pas-
s ive ly a l l o w i n g a p p r e c i a t i o n or d e p r e c i a t i o n . As 
mentioned earlier, monetary union requires that an in-
dividual country relinquish control over its exchange 
rate, thereby abandoning an important tool for main-
taining economic and political sovereignty. 

.Evolution of the European 
Monetary System 

The concept of economic and monetary union is in-
herent in the Treaty of Rome, establishing the Euro-
pean Economic Community in 1957. The treaty states 
that "the Community shall have as its task, by estab-
lishing a common market and progressively approxi-
mating the economic policies of member states, . . . a 
h a r m o n i o u s d e v e l o p m e n t of e c o n o m i c ac t iv i t i e s " 
("Treaty Establishing the European Economic Com-
muni ty" 1987, 125). This idea was expanded in the 
Single European Act of 1987, which states that to "en-
sure the convergence of economic and monetary poli-
cies which is necessary for the further development of 
the Community, member states shall . . . take account 
of the experience acquired in cooperation within the 
f ramework of the European Monetary System" ("Sin-
gle European Ac t " 1987, 549). Economic "conver -
gence" has been identified with the improvement and 
cooperation necessary to harmonize living and work-
ing conditions in all EC member states (Horst Ungerer 
et al. 1990). The European Monetary System and the 
Exchange Rate Mechanism can be viewed as a means 
to achieve convergence, which is a necessary condi-
tion for economic and monetary union. 

At the E C ' s inception, monetary unif icat ion was 
not an issue: the international monetary system was 
working well in 1958. During the 1960s, however , 
dollar and international payments crises led EC lead-
ers to give serious consideration to formal monetary 
integration. Large fluctuations in member states' ex-
change rates were beginning to jeopardize gains f rom 
earlier progress toward more efficient and profitable 
commercial transactions among members ; monetary 
cooperation and integration began to seem essential if 
the economic benefits of being an EC member were 
to be preserved and fostered. 

Community heads of state initiated efforts to estab-
lish a monetary union in 1969, asking the EC Com-
mission to prepare a plan for economic and monetary 
union. The resulting blueprint, known as the Werner 
Report (after Luxembourg 's Prime Minister Manfred 
Werner), concluded that the first step would be to re-
d u c e e x c h a n g e ra te f l u c t u a t i o n s a m o n g m e m b e r 
states. Complete monetary union was scheduled to be 
in effect by 1980. 

The E C ' s initial approach to exchange rate stabi-
lization was structured within the Bretton Woods sys-
tem (established by delegates f rom many nations in 
1945 at Bretton Woods, New Hampshire, at a confer-
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ence to plan postwar economic arrangements). Bret-
ton Woods required participating countries to main-
ta in t h e i r c u r r e n c i e s ' e x c h a n g e r a t e s wi th in a 1 
percent range against the U.S. dollar, whose value 
was f ixed to gold at $35 per ounce. Under this ar-
rangement, EC currencies were held within 2 percent 
of each other. The Bretton Woods system collapsed in 
1971, however. A new international monetary agree-
men t—the Smithsonian Accord—emerged later the 
same year, a l lowing currencies to vary 4.5 percent 
against the dollar. This arrangement meant that EC 
currencies could move as much as 9 percent against 
other members ' monies. 

This range was considered by some EC countries 
to be too wide and unstable. To regain exchange rate 
stabili ty, Be lg ium, L u x e m b o u r g , France , Italy, the 
Netherlands, and West Germany devised the European 
Joint Float Agreement in April 1972. This arrange-
ment involved maintaining 2.25 percent f luctuation 
margins around established rates for EC currencies, 
while permitting the 4.5 percent margins against the 
U.S. dollar established by the Smithsonian Accord. 

The Joint Float is better known as "the snake in the 
tunnel." If the exchange rates between each EC cur-
rency and the U.S. dol lar were char ted over t ime 
and the charts over la id each other, the image of a 
snake would appear: the exchange rates among EC 
members would fluctuate within a narrow band (the 
snake's body) that would never exceed 2.25 percent 
in width, while the body would squirm up and down 
in relation to the dollar within a 4.5 percent band (the 
tunnel) (Richard W. Edwards 1985, 537). When the 
S m i t h s o n i a n a g r e e m e n t was a b a n d o n e d in M a r c h 
1973 and exchange rates were allowed to float, the 
snake lost its tunnel; the 2.25 percent margins were 
maintained, however, among EC currencies. 

The Joint Float was meant to encompass all EC 
currencies, but within two years of its inception five 
of the E C ' s m e m b e r s — D e n m a r k , F rance , I re land, 
Italy, and the United Kingdom—had withdrawn for a 
variety of reasons. The economic turbulence of the 
1970s and the limited progress toward economic and 
monetary convergence made keeping these members ' 
currencies within the 2.25 percent band unfeasible. 
There were various unsuccessful at tempts to restore 
these parameters throughout the decade, but EC lead-
ers realized that the Joint Float guidelines could not 
ach ieve e x c h a n g e rate s tabi l i ty . For the m o m e n t , 
plans to establish a monetary union were shelved. 

Two main fac tors may explain why m o v e m e n t s 
toward European Monetary Union failed at first. One 
significant development was the introduction of the 

ambi t ious Werner Plan at a t ime of turmoil for the 
wor ld ' s economies . T h e collapse of Bretton Woods 
and the oil crisis of 1973 created t remendous pres-
sures—strains that could not be addressed without af-
fecting exchange rates. Besides these external forces, 
among themselves member states failed to coordinate 
domestic macroeconomic policies to the extent neces-
sary to bring about economic convergence (Dennis 
Swann 1984). 

Establishment of the 
European Monetary System 

The European Mone ta ry Sys tem succeeded the 
Joint Float as a monetary plan in 1978 but did not 
begin formal operat ions until March 1979. All EC 
c o u n t r i e s at the t ime b e c a m e p a r t i c i p a n t s in the 
EMS, al though the Italian lire was allowed a wider 
f luctuat ion margin; Britain chose not to participate 
in any of the arrangements , apart f rom actual mem-
bership, largely because of fears about losing mone-
tary sovereignty. 

The goal of the European Monetary System was to 
establish a greater measure of monetary and exchange 
rate stability in the Community. Its designers regarded 
the EMS as a central ingredient of a more complete 
strategy aimed at lasting economic growth and stabili-
ty, a return to full employment , the harmonization of 
living standards, and a lessening of the EC's regional 
dispari t ies ( "European Counci l Reso lu t ion" 1978). 
Community leaders saw the E M S as a route to an ef-
fective long-term program for close economic cooper-
ation and a zone of monetary stability—requirements 
for monetary union. 

The EMS included an exchange rate mechanism to 
stabilize movements among EC currencies. The system 
also established financing arrangements to fund inter-
vention in the currency markets as well as consultation 
procedures to ensure cooperation and clarity among 
EC states ' monetary policies. Finally, the European 
Currency Unit (ECU) was installed as the exchange 
rate mechanism's denominator , or "benchmark ." 

All EC member states embrace the European Mon-
etary System, but not all participate in its exchange 
rate mechanism. For instance, Portugal and Greece 
have access to the ECU and its benefits because they 
belong to the EMS, but neither country fixes its ex-
change rate to the E C U — a requirement for E R M par-
ticipation. The United Kingdom remained outside the 
E R M until October 1990. 
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How the Exchange Rate 
Mechanism Works 

The European Currency Unit serves as the basis for 
determining exchange rate parities, or central rates, 
a m o n g E M S m e m b e r s . T h e E C U can bes t be de-
scribed as a basket made up of f ixed amounts of all 
EC currencies. Each currency's weight is decided by 
the relative importance of that country's G N P in total 
C o m m u n i t y ou tpu t and the ove ra l l share of each 
state 's intra-EC trade. Weights are normally revised 
every five years. See Table 1 for the current composi-
tion of the ECU. 

Table 1 
Composition of the ECU 

Weight 
Currency (percent) 

Belgian/Luxembourg Franc 8.1 
French Franc 19.3 
Lira 9.7 
Guilder 9.6 
Mark 30.4 
Danish Krone 2.5 
Punt 1.1 
Peseta 5.2 
Drachma 0.7 
Pound Sterling 12.6 
Escudo 0.8 

Source: Commission of the European Community. 

In addi t ion to posses s ing bi la tera l cent ra l ra tes 
against each other, every EMS currency has a central 
ra te aga ins t the E C U . F o r e x a m p l e , the d e u t s c h e 
mark 's central rate against the French franc is FF 3.35, 
and its ECU central rate is ECU 2.06. Table 2 shows 
official cross and ECU rates used to track currency 
fluctuations in the EMS. 

M a x i m u m dev ia t ions f r o m bi la tera l par i ty grid 
rates permitted in the E M S agreement are defined by 
in tervent ion poin ts that are 2 .25 percent above or 
be low each bilateral central rate.5 For example , if 
the mark strengthens against the f ranc, its upper l im-
it in relation to the French currency would be roughly 
F F 3.43 [(3.35 x .0225) + 3.35]. Should the mark de-
preciate against the f ranc, the lower limit would be 
FF 3.27 [3.35 - (3.35 x .0225)1. 

The European Council Resolution establishing the 
EMS states, "Intervention in participating currencies is 
compulsory when the intervention points defined by the 
fluctuation margins are reached" ("European Council 
Resolution" 1978, 10). When this occurs, the central 
banks involved must engage in reciprocal buying and 
selling of their currencies on the exchange markets. For 
example, if the mark appreciates to a standing at FF 3.43, 
the Bundesbank must sell marks in exchange for francs 
and the Banque de France must buy francs for marks. 

Al though central banks usual ly m a k e fore ign ex-
c h a n g e market interventions in participating curren-
cies, early in te rven t ions—before compulsory inter-
vention limits are reached—are often made using third 
currencies, especially the U.S. dollar. Rather than let-
ting their currencies fluctuate within the entire allow-
able range, the authorities in some EMS countries try 
to maintain their currencies' position within a narrow-
er band. Carrying out the more frequent interventions 
necessary to remain within these self-imposed margins 
using EMS currencies would be a cumbersome pro-
cess for the central bank of the country maintaining its 
narrow margins; each intervention would require con-
sulting with the central banks whose currencies would 
be involved in the t ransact ion. Because the Uni ted 
States has not required any such concurrence involv-
ing foreign exchange intervention, a large part of in-
tramarginal EMS interventions are made in dollars. In 
addition, because the dollar is a leading reserve cur-
rency, E M S central banks usually have ample dollar 
reserves with which to carry out interventions. 

The EMS includes a device to ensure that one cur-
rency's strength or weakness does not put unmanage-
able strain on the system. This "divergence indicator" 
measures a currency's deviation f rom all parity grid 
rates by comparing the currency's exchange rate with 
its ECU central rate. If a currency deviates from the 
central rate by three-fourths of its permitted fluctua-
tion range, it has crossed a "threshold of divergence" 
("European Council Resolut ion" 1978, 10). Accord-
ing to the European Council Resolution, 

W h e n a c u r r e n c y c r o s s e s its " t h r e s h o l d of d i v e r -
gence , " this resul ts in a p resumpt ion that the authori -
ties conce rned will correct the si tuation by adequa te 
measures , name ly : 

(a) divers i f ied intervent ion; 
(b) measu res of domes t ic mone ta ry pol icy; 
(c) changes in central rates;6 

(d) o ther measures of e conomic pol icy. 

( "European Counci l Reso lu t ion" 1978, 10) 
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When a currency reaches its threshold of diver-
gence against its ECU rate, only the issuer of that cur-
rency must take corrective action. (The EMS provides 
credit facilities for members with insufficient foreign 
reserves.) The divergence indicator is a signal for pol-
icy action to commence. If the central bank in ques-
tion refuses to take adequate measures, it must give 
reasons for its inaction to other E M S central banks. 
Further consultations will, if necessary, take place in 
the appropriate European Community bodies in order 
to alleviate the situation. 

.Recent Moves toward 
European Monetary Union 

Although economic and monetary cooperation and 
union were alluded to in the EC ' s establishing treaty, 
member states were unwilling to embrace any major 
commitment to this goal before the late 1980s. The 
Madrid summit in June 1989 unanimously adopted 
the first phase of a three-phase plan by Jacques De-
lors, President of the European Commission, to push 
the EC toward economic and monetary union. 

The first phase calls for closer cooperation between 
member state governments in economic and monetary 
policy. Phase Two foresees the establishment of new 
Community institutions, including the European Sys-
tem of Central Banks (see the box on page 6 for a de-
tailed look at the envis ioned EC central bank), and 
Phase Three would institute a single currency and a 
single monetary policy decided and implemented by 
the EC central bank. 

T h e C o m m u n i t y is in P h a s e One n o w ; conf l i c t 
o v e r t i m i n g a n d i m p l e m e n t a t i o n h a s i m p e d e d 
progress on Phases Two and Three. At the October 
1990 summit in Rome, however, eleven of twelve EC 
heads of state approved a text establishing a timetable 
for the final phase, with only Britain's Pr ime Minis-
ter Margaret Thatcher dissenting. The text states that 
on January 1, 1994, the agreed-upon start for the sec-
ond phase, a new Communi ty institution will be es-
tablished to strengthen the coordination of monetary 
policies, to develop the instruments and procedures 
needed for the fu ture conduct of a single monetary 
pol icy , and to o v e r s e e d e v e l o p m e n t of the E C U . 
Within three years f rom the start of the second phase, 
the European Commission and the council of the new 
monetary institution will report on progress made so 
that provis ions can be arranged for the start of the 
third phase. 

Table 2 
European Mone ta ry System Rates as of July 1 , 1 9 9 1 * 

Spot ECU 

Position versus 
Weakest ERM Currency 

(percent) 

Peseta 114.02 128.490 5.14 
Belgian Franc 37.33 42.0674 1.90 
Lira 1356.00 1528.08 1.77 
Guilder 2.0565 2.3175 1.05 
Pound Sterling 1.6155 0.6976 1.00 
Mark 1.8265 2.0583 0.97 
Punt 1.4650 0.7692 0.86 
Danish Krone 7.0035 7.8923 0.45 
French Franc 6.1855 6.9705 0.00 

* Comparisons of individual currencies within the Exchange Rate Mecha-
nism (ERM) of the European Monetary System (EMS). The first two 
columns of figures show conversion rates per dollar (except the pound 
sterling, which is expressed in dollars per pound) and the European Cur-
rency Unit (ECU), respectively. Column three shows the position of each 
against the weakest ERM currency. 

Source: Reuters News Service. 

Recent developments may have made the R o m e 
s u m m i t ' s t i m e t a b l e a p p e a r t o o a m b i t i o u s . T h e 
pa in fu l economic ad jus tmen t s required by the for -
mer East Germany fol lowing German economic and 
monetary union have shown Communi ty leaders that 
a E u r o p e a n - w i d e mone ta ry un ion may have some 
peri ls , espec ia l ly fo r the coun t r i e s that are not as 
economical ly well-off . T h e initial impact of the Per-
sian Gulf crisis and its ef fect on oil prices also re-
minded E C m e m b e r s that coord ina t ion is d i f f icu l t 
during times of economic distress, when it is tempt-
ing to use sovereign discretionary policies to address 
domestic conditions. The current work of EC leaders 
forging E M U is now focused more on fostering eco-
nomic and monetary convergence within the Commu-
nity, rather than establishing schedules for eventual 
union. 

The ou tcome of the June 1991 European Counci l 
summit leaves the twelve E C m e m b e r s fac ing d i f f i -
cult negot ia t ions on economic and moneta ry union. 
T h e m e m b e r s have not reached ag reemen t on the 
f u t u r e shape of the European C o m m u n i t y and on 
how m u c h sovere ignty they should have to re l in-
quish to achieve monetary union. T h e EC s u m m i t ' s 
off ic ia l communiqué said that at the next European 
Counci l summit , in December 1991, the dra f t texts , 
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The Proposed European Central Bank 

A c o m m o n central bank has been deemed crucial fo r 
the European C o m m u n i t y to achieve its established goal 
of monetary union. T o this end, a commi t tee of EC cen-
tral bank governors—the counterpar ts to the cha i rman of 
the Federal Reserve S y s t e m — d r a f t e d statutes in N o v e m -
ber 1990 for the European Sys tem of Central Banks and 
the European Central Bank (ECB) . T h e E C ' s present In-
te rgovernmenta l C o n f e r e n c e on Mone ta ry Union is ex-
pected to f inalize the plan by the end of 1991. 

Organizational Features 
According to the plan, the European System of Central 

Banks will consist of the E C B and the central banks of the 
member states. E C members are obliged to ensure that na-
tional laws, including the statutes of their national central 
banks , are compat ib le with E C B legislation and existing 
E C treaties. 

The decision-making bodies of the E C B will be its ex-
ecutive board and council . T h e board will comprise a pres-
ident, a vice president, and four other members , all chosen 
by E C heads of state after consultation with the European 
Par l iament , while the council will incorporate the board 
and the twelve member-s ta te central bank governors. 

T h e execu t ion of rou t ine opera t ions will be hand led 
th rough the central bank s y s t e m ' s federa t ive s t ructure . 
T h e s t ructure is mode l ed on the pr inc ip le of subsidiar i -
ty, which holds that func t ions should be p e r f o r m e d by 
the agency that can mos t e f fec t ive ly hand le them, at a 
p o s i t i o n as l o w wi th in the h i e r a r c h y as p o s s i b l e a n d 
thus neares t to the cons t i tuency a f fec ted by such func -
t ions. Nat ional central banks will be used as opera t ional 
a rms of the sys tem, whi l e the execu t ive boa rd will ad-
dress mat te rs of pol icy . 

T h e s y s t e m ' s structure meets two important require-
ments for making policy with Communi ty-wide goals. Be-
c a u s e m o n e t a r y po l icy dec i s ions wil l be p laced in the 
hands of the central decision-making bodies, national self-
interests are likely to be subordinated to E C B goals. Yet 
member states will continue to play an important role in 
execut ing the sys t em ' s day-to-day tasks through both the 
E C B and the individual central banks. 

The Basic Principles 
Pr i ce s tabi l i ty will be the s y s t e m ' s p r i m a r y o b j e c -

t ive . H o w e v e r , th i s goa l d o e s not m e a n that m o n e t a r y 

which contain all the necessary factors for the imple-
menta t ion of E M U , should be f ina l ized . A phrase 
was added indicating that Britain maintained its re-
se rve on the goa l and t ime tab l e of the m o n e t a r y 
union. The remainder of the report stressed the need 
fo r sa t i s fac tory and las t ing progress on e c o n o m i c 

pol icy will be carr ied out wi thout regard to o ther C o m -
m u n i t y e c o n o m i c p o l i c y o b j e c t i v e s . T h e s y s t e m wil l 
a l so suppor t the C o m m u n i t y ' s g e n e r a l e c o n o m i c po l -
icy as e s t a b l i s h e d by t h e r e l e v a n t E C in s t i t u t i ons . 

T h e s t a t u t e s ' a u t h o r s h o p e t o e n s u r e t h e E C B ' s 
d e m o c r a t i c l e g i t i m a c y a n d a c c o u n t a b i l i t y t h r o u g h its 
f o r m a t i o n p rocess and repor t ing r equ i r emen t s . D e m o -
crat ic l eg i t imacy is confe r red by the s t a tu t e ' s requi re-
m e n t tha t m e m b e r s t a t e s ' g o v e r n m e n t s a p p r o v e t h e 
statute be fo re it may be implemented . Accountabi l i ty is 
addressed th rough the s ta tu te ' s calls fo r an annual report 
to be presented to E C heads of state, the Counci l of the 
European C o m m u n i t y , and the European Par l iament . In 
addi t ion, the E C B will report regularly on the s y s t e m ' s 
ac t iv i t ies a n d m u s t pub l i sh the i r f i nanc i a l s t a t emen t s . 
Further accountabi l i ty is es tabl ished by author iz ing the 
p res iden t of the C o u n c i l of the E u r o p e a n C o m m u n i t y 
a n d a C o m m i s s i o n m e m b e r to a t t e n d E C B C o u n c i l 
mee t ings . 

More Work Ahead 
A l t h o u g h the d ra f t s ta tu te for the E u r o p e a n S y s t e m 

of Cen t ra l B a n k s and the E C B deals fu l ly wi th o rgan i -
zat ional p rov i s ions , the s ta tu te still n e e d s work in t w o 
m a j o r a reas . Firs t , the p lan d o e s not yet a d d r e s s t rans i -
t iona l a r r a n g e m e n t s : t h e d e c i s i o n s o n the n e c e s s a r y 
s t eps to be i m p l e m e n t e d in S t a g e T w o , the t rans i t ion 
to S tage T h r e e , the E C B ' s s t a r t -up p r o c e d u r e s , and the 
i m p l i c a t i o n s of f u l l p a r t i c i p a t i o n in t h e s y s t e m b y 
s o m e m e m b e r s ta tes at d i f f e r e n t d a t e s t han o t h e r s — 
the so -ca l l ed " t w o - s p e e d " Europe , in which poo re r E C 
s t a t e s d o n o t i m m e d i a t e l y p a r t i c i p a t e in m o n e t a r y 
un ion b e c a u s e of e c o n o m i c d i f f e r e n c e s . S e c o n d , ce r -
tain t echnica l q u e s t i o n s — e s p e c i a l l y t hose r e l a t ing to 
i n c o m e d i s t r i b u t i o n — s o m e legal q u e s t i o n s , and the lo-
cat ion of the E C B ' s h e a d q u a r t e r s are still unde r c o n -
s idera t ion . 

A l s o u n r e s o l v e d a re q u e s t i o n s c o n c e r n i n g the re-
spons ib i l i ty for e x c h a n g e rate pol icy, the exac t p roce -
d u r e f o r g i v i n g o p e r a t i o n a l p o w e r s to the e x e c u t i v e 
board , and the need f o r col la teral in l end ing to credi t 
i n s t i t u t ions . T h e C o m m i t t e e of G o v e r n o r s i n t e n d s to 
c o m p l e t e work in these areas in the c o u r s e of the o n g o -
ing In t e rgove rnmen ta l C o n f e r e n c e . 

convergence beginning immediately, during the first 
stage of EMU. 

Although most members agree on the EMU goal, 
they are still at odds on whether to set up a European 
central bank in 1994 or 1996 and on how independent 
it should be from political influence. Britain 's posi-
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t ion a p p e a r s to be tha t a s ing le c u r r e n c y shou ld 
emerge when and if the economics of such a move 
permit it and not through imposed timetables (Ralph 
Atkins and David Marsh 1991). An alternative plan 
under consideration would create a two-tiered mone-
tary union: a core group—Germany, France, and the 
Low Countr ies—would proceed rapidly to union, to 
be jo ined by other European Communi ty members 
when their e c o n o m i e s had deve loped suff ic ient ly , 
t hus a v o i d i n g a p a i n f u l a d j u s t m e n t p r o c e s s . Al-
t hough this two- t i e red plan has all but been dis-
m i s s e d , it n o n e t h e l e s s r e f l e c t s the m u l t i f a c e t e d 
nature of the ongoing European Monetary Union ne-
gotiations. 

Conclusion 

The European Monetary System and its exchange 
rate mechanism are operating as planned, even though 
members have not entirely agreed on the t iming or 
characteristics of a monetary union.7 The EC's Single 
Market P rog ram—EC 1992—is likely to encourage 
continued economic convergence, which would ease 
the progress toward union. In addition, relaxing the 
timetable for EMU should allow member countries to 
plan fo r and apply the market fo rces necessary to 
bring economies closer together as a prelude to con-
centrating their efforts on monetary integration. 

1. See Graboyes (1990) for a detailed discussion of past and 
present monetary unions. 

2. European C o m m u n i t y m e m b e r s are Belg ium, Denmark , 
France, Germany, Greece, Ireland, Italy, Luxembourg, the 
Netherlands, Portugal, Spain, and the United Kingdom. 

3. Statistics on world trade (in 1989) were found in Interna-
tional Monetary Fund (1990). 

4. For a m o r e deta i led d i scuss ion of this exp lana t ion , sec 
Grubel (1981, 512-27, 641-63). 

5. The upper and lower rates are actually 2.2753 percent and 
2.2247 percent, respectively. These bands ensure that the 
buying rate for central bank A of currency B is equal to 
central bank B ' s selling rate of currency A because they 
represent the exact arithmetical inverse. As the total allow-
able fluctuation remains 4.5 percent (2.25 + 2.25 = 2.2753 + 
2.2247), the difference is insignificant. 

Great Britain and Spain maintain fluctuation bands of 
+/—6 percent, however . These wide bands are temporary 
arrangements, and both countries are expected to reduce the 
margins as economic conditions permit ("European Council 
Resolution" 1978, 10). 

6. A change in central rates, or a pari ty grid rea l ignment , 
which means currency revaluation or devaluation, is consid-
ered a drastic solution to exchange rate digressions. Central 
rate changes are infrequent, and none have been made since 
1987. (See issues of Financial Times for a table that shows 
parity grid realignments). 

7. See l ingerer et al. (1990, tables 17-24) for a detailed look at 
competitiveness and convergence measures. 
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JRfeview Essay 

The House of Morgan: 
An American Banking Dynasty 
and the Rise of Modern Finance 

by Ron Chernow. 
New York: Atlantic Monthly Press, 1990. 

812 Pages. $24.95. 

Ellis W. Tallman 

The reviewer is an 
economist in the macropolicy 

section of the Atlanta Fed's 
research department. 

I ooks more than two inches thick often intimidate the casual read-
er. Keeping facts in mind and maintaining reading momentum 
through several hundred pages can be difficult. Ron Chernow's 
The House of Morgan, a National Book Award winner, manages, 
despite its more than 800 pages, to avoid the pitfalls of many 

books of similar ambition. Anyone even slightly interested in its subject 
should find the book highly rewarding reading. 

At its simplest level, The House of Morgan is a historical chronicle of a 
financial institution and the personalities associated with it. It is more, how-
ever. The book provides an overview of the evolution of the financial inter-
mediat ion industry using the Morgan banks as a focal point. Chernow 
combines major episodes in the history of the Morgan institutions with an 
informed view of the development of U.S. financial markets. In Chernow's 
words, the story "holds up a mirror in which we can study the changes in 
the style, ethics, and etiquette" of the financial intermediation industry. 

Other books that have examined the Morgans (notably Morgans: Private 
International Bankers, by Vincent P. Carosso) are informative and useful, 
but often such financial histories are geared toward specialists and include 
extensive and cumbersome footnotes and financial data. Other, more popu-
larized treatments may be sensationalistic and loosely documented, concen-
trating on issues attracting the press. The House of Morgan: An American 
Banking Dynasty and the Rise of Modern Finance defies the dichotomy of 
popular versus scholarly historical texts. 
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Chernow presents a generally rigorous treatment of 
the Morgan institutions as players in the evolving fi-
nancial industry. While maintaining historical accura-
cy, he also successfully conveys the excitement and 
intrigue of major incidents like the Panic of 1907. His 
candid portraits of the Morgan bankers not only depict 
these men as influential financial decision makers but 
also describe their human qualities, allowing the reader 
to identify with these individuals who have rarely been 
viewed as sympathetic. 

The House of Morgan covers more than 150 years 
in the evolution of banking institutions associated with 
the name of Morgan, starting in the 1830s in London 
with George Peabody and Junius Spencer Morgan ' s 
wholesale bank, which dealt primarily in raising capi-
tal f rom large-scale investors in Britain and then fund-
ing U.S. state governments . By beginning the story 
before the advent of the great J. P ierpont Morgan , 
Chernow gives the reader a perspective on the devel-
opment of the House of Morgan in an economy that it-
self continues to evolve. 

Most images of Pierpont Morgan, considered the 
epitome of the private banker, present him as a remote 
figure, grimacing in front of unwanted photographers 
or organizing relief for the financial markets during 
the Panic of 1907. Chernow's portrait reveals a man^ 
with such financial power and will that he essentially 
designed the structure of numerous manufacturing and 
transportation industries. For example, he orchestrated 
the formation of General Electric and U.S. Steel, as 
well as many railroad mergers, in the midst of " the 
first great wave of financial mergers in U.S. history." 
According to Chernow, Morgan viewed the displace-
ment and numerous bankruptcies resulting f rom the 
railroad industry's bitter price wars in the late 1800s as 
evidence of the "chaos" of competition. In sharp con-
trast to the competitive free market thinking of today's 
dominant capitalists, Pierpont Morgan believed that 
the controlled oversight of consol idated enterpr ises 
created order and prevented the disruptions that free 
competition could produce, like the railroads' initial 
overbuilding and subsequent bankruptcies. 

As a provider of capital to burgeoning industries, 
Morgan was in an enviable position. Because obtaining 
capital was difficult in the 1890-1910 period, bankers 
could command high rates and fees for their services. 
Like bankers at other large institutions of the time, fi-
nanciers at Morgan banks parlayed their gains by exert-
ing i n f l u e n c e ove r the f i r m s they he lped f i n a n c e . 
Morgan bankers were usually on the board of directors 
of client firms and actively participated in their man-
agement. Chernow refers to this period as the Baronial 

Age. During this era the Morgan bank apparently held 
a high code of banker ethics, proving loyal to its clients 
even while maintaining control over them. 

P i e r p o n t M o r g a n p r e f e r r e d d e a l i n g in p r i m a r y 
claims to f i rms ' cash flows (that is, debt claims); thus, 
bonds collateralized by f i rms ' assets were the Morgan 
banks' main financial assets. Through their active in-
volvement in management, Morgan bankers played the 
monitoring role for firms that debtholders are expected 
to play. On the other hand, Pierpont Morgan considered 
the market for stock equity (secondary, or residual , 
payment promises) to be speculative and volatile. His 
conservative view of equity markets, however, did not 
prevent him f rom amassing wealth and power. 

Bankers were among the most influential men in 
the country at this time because they provided a scarce 
resource—capital . Pierpont Morgan was perhaps the 
most powerful man of his time, exercising control of 
the organizat ion of industry while gaining prest ige 
among bankers and government off icials alike. His 
role as private central banker during the Panic of 1907 
remains an impressive act of personal authority likely 
never to be duplicated.1 Despite this power, he was 
not nearly the richest man of his day; industrialists 
like Andrew Carnegie or John D. Rockefeller were far 
wealthier. 

From the time of its founding, the Morgan Empire, 
made up of private institutions with associated banks 
in Philadelphia, London, and Paris, has had an interna-
tional perspective; the links between Great Britain and 
the United States have been especially strong. Cher-
now highlights this international aspect in the section 
of the book dealing with the period he dubs the Diplo-
matic Age (1914-48). He suggests that bankers were at 
their most powerful at the outbreak of World War I. 
Dur ing the war they f inanced the f igh t ing nat ions 
rather than individual f irms. Throughout the Diplo-
matic Age, the role of sovereign debt was the most no-
table f inancing activity of the large banking houses. 
Chernow candidly describes financial maneuverings to 
a r r a n g e s o v e r e i g n d e b t f o r l e s s t h a n a d m i r a b l e 
regimes, including the provision of investment capital 
for fascist Italy, imperialist Japan, and post-1930 Ger-
many. However, bankers had much less influence on 
the nations they dealt with than they had held over 
firms during the Baronial Age. Thus, the bankers had 
little recourse in response to the numerous defaults on 
sovereign debt. For example, Latin American coun-
tries defaul ted on loans during the 1930s (only Ar-
gentina under Peron eventually repaid its loans). 

Another m a j o r shaper of the Morgan inst i tut ion 
during the Diplomatic Age was the Great Depression 
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and its aftershocks. Chernow helps put to rest a variety 
of myths that were propagated among the popula r 
press. For example, he suggests that the Federal Re-
serve Bank of New York acted appropriately follow-
ing the 1929 stock market crash by providing adequate 
liquidity. Although it has become generally recognized 
in the economics literature that the Federal Reserve 
made mistakes later in the Depress ion, the popular 
press often (incorrectly) suggests that the Fed acted 
improperly following the stock market crash. 

On the other hand, the accuracy of Chernow's anal-
ysis of the failure of the Bank of the United States in 
1930 is questionable. The fourth-largest deposit bank 
in New York, the Bank of the United States catered to 

Chernow fails to emphasize effectively a 

number of the regulatory changes that set 

up bank risk-taking behavior later in the 

period following the Great Depression. 

immigrants, primarily Jewish. Unsuccessful in its at-
tempt to get a $30 million loan from private bankers, 
the bank failed. Its customers lost nearly 30 percent of 
their deposits, and the managers of the bank were im-
prisoned for fraud. Some analysts, including Chernow, 
interpret the lack of support for the failed institution, 
with its largely ethnic depositors, as evidence of anti-
Semitism. However, such explicit concern for the de-
p o s i t o r s a f f e c t e d by b a n k f a i l u r e s is a m o d e r n 
perspective—evolving since federal deposit insurance 
was established—and it seems misguided to project it 
onto bankers in 1930. 

In the era be fore deposi t insurance , bankers at-
tempting to quell bank runs simply assessed the bal-
ance sheets of a failing bank to determine whether the 
bank was merely short in liquidity or was inherently 
insolvent. During the Panic of 1907, Pierpont Morgan 
allowed a bank run to close the Knickerbocker Trust 
when he was unable to determine its condition in time 
to decide to take action that would have prevented a 
run. Soon after, however, he provided liquidity to the 
Trust C o m p a n y of Amer ica dur ing its run because 

B e n j a m i n S t rong , later to b e c o m e N e w York Fed 
Governor, examined its books and deemed it solvent. 
In the case of the Bank of the United States, it is like-
ly that the bank was de termined insolvent and not 
wor th r isking $30 mil l ion to save . T h e author, by 
concern ing himself with the deposi torship , in fuses 
post-Depression concern about systemic risk into pre-
Depression bankers. If in fact the institution had been 
bailed out, it would have been the first instance of the 
" too big to f a i l " doct r ine implemented in the U.S. 
banking system. 

The massive number of bank failures and the recur-
rent bank panics dur ing the early 1930s fueled the 
public's growing distrust of financial institutions, es-
pecia l ly those on Wall Street . C h e r n o w descr ibes 
Congress as a lightning rod for popular attacks on fi-
nancia l ins t i tu t ions as the perce ived source of the 
problems. In response, Congress organized an investi-
gation into banking practices. These Pecora hearings 
(named after Ferdinand Pecora, counsel for the Senate 
Banking and Currency Committee) presented the in-
side ne twork of Wall Street to average c i t izens in 
1933. Chernow argues that these revelations of the fi-
nancial e l i te 's business practices further aggravated 
c i t i z e n s ' ou t r age and popul i s t oppos i t i on to Wall 
Street. 

Among the targets of anti-Wall Street forces was J.P. 
"Jack" Morgan, Jr., who proved easy prey to attack for 
political ends. Portrayed as much less formidable than 
his father, Jack Morgan nonetheless found his experi-
ence in front of the Senate committee similar to his fa-
ther 's during the 1913 Pujo Committee investigation 
into the existence of a "Money Trust." The two genera-
tions of Morgans were on the front lines defending 
Wall Street in Congressional hearings. The combative 
experiences, Chernow suggests, left both men person-
ally scarred. The 1913 hearings came on the eve of the 
establishment of the Federal Reserve System; a central 
bank was already a topic of interest for Congress. In 
1933, the Pecora hearings and populist fervor led to 
legislation constraining Wall Street's power. 

Chernow depicts the Glass-Steagall Act of 1933 as 
a political maneuver, led mainly by populist forces, to 
punish the powerful financiers. He provides additional 
usefu l in format ion about the under ly ing causes of 
Glass-Steagall, defusing the idea that securities affili-
ates of banks caused insolvencies and the major bank 
runs. The act, by separating investment and commer-
cial banking activities, forced the House of Morgan to 
choose between the two. Morgan chose the latter but 
soon created Morgan Stanley (a spin-off company) as 
an investment bank. 
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The Morgan banks changed substantially after the 
separation of Morgan Bank and Morgan Stanley. Ini-
tially, the two firms carried on business with the tradi-
t ional Morgan discret ion and d iscr iminat ion . They 
continued to engage in relationship banking, in which 
the banker performed financial services for a single 
client and would rarely also serve a major competitor 
in that client's industry. Chernow emphasizes the Mor-
gan banks ' exclusivity; to have accounts with them 
was a mark of prestige. 

The Morgan banks maintained their stature despite 
the limited activities they engaged in. Morgan Stanley, 
for example , did not initially have a sales force. In 
fact, it did not sell, distribute, or trade securities but 
instead concentrated on underwriting. Shifts in the in-
dustrial structure later forced Morgan Stanley to alter 
its business perspective, Morgan Bank concentrated 
on providing financing to businesses. The institution 
was significantly affected as financial markets devel-
oped and the industry grew to a point at which the 
largest blue-chip f irms could negotiate f inancing di-
rect ly f r o m the cap i ta l marke t more cheap ly than 
through a bank. In 1959, Morgan Bank merged with 
Guaranty Trust, forming Morgan Guaranty Trust and 
shifting its focus toward trading Treasury securities, 
municipal securities, and Federal funds. 

The period following the Great Depression involved 
enormous regulatory changes for banking and financial 
institutions and the evolving market structure. In his 
discussion of the Morgan banks and the financial in-
dustry they were part of, Chernow fails to emphasize 
effectively a number of the regulatory changes that set 
up bank risk-taking behavior later in the period. For ex-
ample, deposit insurance, which subsidized banks' risk 
taking, was instituted. Regulation Q was imposed, lim-
iting the interest rate that banks could pay on deposits 
and effect ively restricting compet i t ion for deposits . 
The regulatory changes insulated banks from competi-
tion and supported overpopulation in the banking in-
dustry. Gradually, bank regulations were relaxed—but 
there was no reduc t ion of depos i t i n s u r a n c e — a n d 
banks were competing for business among themselves 
and other financial institutions. Although a discussion 
of the regulatory changes and their side effects is not 
direct ly re la ted to the Morgan banks , p rov id ing it 
would have given the reader a fuller understanding of 
the U.S. banking industry's evolution and the relevant 
adaptations of the Morgan banks. 

The book's final section, titled "the Casino Age," re-
veals something of Chernow's own attitudes toward 
modern financial markets and recent activities involv-
ing mergers and acquisitions. Tracing the evolution of 

the Morgan banks in this rapidly changing financial 
market environment, he suggests that a developed cap-
ital market and deregulation altered the playing field 
for both traditional and investment banking. Had he 
sufficiently examined the post-Depression regulatory 
changes such as those discussed above, his analysis of 
deregulation would have been more effective. The au-
thor fails to link the most relevant determinants fo r 
bank risk-taking behavior, and thus the discussion of 
deregulation and banking practices remains incomplete. 

In general , banking and securit ies industry dereg-
u l a t i on r e d u c e d the p r o f i t m a r g i n on t r a d i t i o n a l 
bank loans and underwri t ing and even reduced the 
commission on stock sales and purchases. By doing 
so, deregulation reintroduced competition for deposits, 
uncommon for post-Depression banks. In order to sur-
vive these changes, the Morgan banks, along with the 
financial industry in general, had to adapt or become 
extinct. 

Through his dramatic chronicle of the 1980s, Cher-
now presents a f inancial environment changing at a 
pace that was out of control. Once mutually loyal and 
long-lasting, banking relationships have become what-
ever combina t ion of cl ient and bank is exped ien t . 
Bankers , notably investment bankers, are no longer 
controllers of capital but "hired guns" at the bidding of 
industrialists. This turning of the tables does not mean 
that the industrialists now run the banks. Rather, highly 
developed industrial s tructures in conjunct ion with 
more efficient primary and secondary markets in finan-
cial assets have decreased the need for relat ionship 
banking. 

In such a competitive financial market the returns 
to traditional banking services are low; the lack of 
last ing banker - f i rm re la t ionships makes even such 
low-profit activities somewhat uncertain. Investment 
bankers turned to alternative methods to make a profit. 
As the 1980s progressed, investment banks were gen-
erating a larger share of their profits f rom taking posi-
t ions in risky f inancia l dea ls—that is, r isking their 
own capital. Chernow notes, for example, that Morgan 
Stanley established a fund for and took positions in 
leveraged buyouts (LBOs). 

Morgan Stanley had one of the most successful 
mergers and acquisi t ions groups among investment 
banks. Providing insight into the kinds of maneuvers 
and deal making involved in mergers and acquisitions, 
Chernow describes the strategies that changed Morgan 
Stanley's image: once an esteemed and exclusive pri-
vate club, it became a cudgel bearer, pounding target 
firms into submission. The details of a select number 
of hostile takeovers illustrate how the banker code of 
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ethics operative in the Baronial Age disappeared. In its 
wake is an impersonal environment in which an in-
vestment bank's client or former client is vulnerable to 
a hos t i l e t a k e o v e r by ano the r of the s ame b a n k ' s 
clients. The descriptions of the insider trading scandals 
that occurred during the 1980s at Morgan Stanley and 
at Morgan Grenfell, the associated London bank, rep-
resent the banker 's equivalent of a "fall from grace." 
In particular, the Guinness scandal at Morgan Grenfell 
in 1986, in which the inves tment bank engaged in 
stock price manipulation, sullied the hallowed name of 
Morgan. 

Morgan Guaranty Trust made a high proportion of 
its profits during the 1980s from trading securities and 
taking risky positions. The general impression Chernow 
creates is that bank intermediaries are doing less inter-
mediation and more risk taking with their own capital— 
whether through real estate investment trusts, Latin 
American loans, or commercial real estate investments, 
and despite opportunities limited by Glass-Steagall and 
other regulation. A recurring theme is that these risk-
taking practices developed over time as the market for 
provision of capital became more competitive. Deregu-
lation has sped up the process, but the existence of de-
posit insurance clearly raises "moral hazard" problems 
for banks as risks are essentially subsidized. 

The verdict on whether the mergers and acquisi-
tions, LBOs, and the assorted financial activities of the 
1980s have been successful must wait for time to pro-
duce further evidence. Proponents of such activities 
argue that the potential for hostile takeover keeps a 
f i rm 's management working to maximize the f i rm's 
value. Detractors—and Chernow seems to be among 
them—consider such practices too costly in the long 
term, ci t ing the fa i lu re of some highly publ ic ized 
takeovers and the misuse of massive amounts of re-
sources to cover exorbitant debt payments. 

Chernow contrasts modern mergers and takeovers 
with the earlier merger wave under Pierpont Morgan's 
leadership. The wave of mergers at the turn of the cen-
tury was part of Morgan 's grand design, intended to 
keep business activity controlled. Chernow notes that 
in the 1970s the f i rms ' directors or management initi-
ated mergers, which were seen as opportunit ies for 

profit. In contrast, mergers and takeovers in the 1980s, 
the author argues, were of ten r ecommended to the 
firms by investment bankers, who received fees from 
such deals. Chernow suggests that under this system 
some f i rms became involved in deals that may not 
have been in their best interests. However, Chernow 
does not acknowledge that a f irm's board of directors 
ultimately must be held responsible for the f i rm's im-
portant business decisions regardless of the sales tac-
tics employed by investment bankers. He also fails to 
emphasize the crucial role played by the tax laws— 
namely, the tax deductibil i ty of f i rms ' interest pay-
ments—as a factor motivating f i rms to increase the 
leverage on their balance sheets. 

The Morgan banks, once an elite institution domi-
nated by individual personalities, have gradually be-
c o m e one of m a n y f a c e l e s s f i nanc i a l f i r m s in an 
increasingly impersonal financial market. The banker 
will likely never again be as enigmatic or powerful as 
Pierpont Morgan, so Morgan's role in financial history 
will remain legend. Despite the challenges the Morgan 
banks have f a c e d ove r the i r long h i s to ry and the 
tremendous competition they face in today's financial 
markets, the Morgan banks in the United States, Mor-
gan Stanley and Morgan Guaranty, remain preeminent 
institutions. 

Today ' s relatively more eff ic ient capital markets 
provide more readily available financing for firms so 
that the marketplace can be the determining factor for 
success or failure of technological innovations. Along 
with benefits from greater efficiency, competition in fi-
nancial markets has eroded profit margins on tradition-
al banking services, leading to increased risk taking by 
investment and commercials banks. Well-run firms will 
likely survive, if not thrive, under changing regulatory 
structures, and financial industries will continue to pur-
sue new markets and methods to earn profits. 

Not surprisingly, The House of Morgan ends incon-
clusively. Chernow's thoroughly researched and well-
written chronicle shows how financial intermediaries, 
notably the Morgan banks, came to be the kinds of in-
stitutions they are today. Given the financial industry's 
continuing evolution, the future of the industry and the 
Morgan banks remains unknown. 

Note 

1. For additional discussion of Morgan 's role in the Panic of the Panic of 1907," Federal Reserve Bank of Atlanta Eco-
1907, see Ellis W. Tallman and Jon R. Moen, "Lessons from nomic Review (May/June 1990): 2-13. 
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