PERSPECTHVES

A review from
the Federal Reserve Bank
of Chicago

NOVEMBER/DECEMBER 1988

The grass may not be greener:
Commercial banks
and investment banking

A note on the increase in
noninsured commercial banks

Real boats rock: Monetary policy
and real business cycles

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



ECONOMIC PERSPECTIVES
November/December 1988
Volume X1, Issue 6

Karl A. Scheld, senior vice president
and director of research

Editorial direction

Edward G, Nash, editor

David R. Allardice, reglonal studlies
Herbert Baer financial structure
and requlation’

Steven Strongin, monetary policy

Anne Weaver, administration

Production

Kathleen Solotroff graphics coordinator

RogerT ryselius,

Thomas O°Connell, graphics

NF?rgcy Ahlistmm typesetting coordinator
Ita’M

Yvonne Peeples,

Gloria Powell,

Stephanie Boykin, typesetters

m|c Pe spectlv
R]ﬁfﬁ e
€, VIEWS ?X (N Ei
fhfsv.ea”d o
%ﬁ; Ay
slHe D, f“ESC“g [k

re ues for sm le % muﬁ?sﬁ send

%ﬂgf aghcsfns;“d

E[%fép om
|ces may be Jlnt%iﬂjro

w ? ce | credl

gplc r}ﬁorma lon Center SP
?V\i a copy of the publls

ISSN 0164-0682

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

Contents

The rass m yno&be greener: 3
merma
an Investment ankmg
Betsy Dale @ ba ”
Lm B
N

ing tougher and Tess pro table than gy o

A note on the increase in
noninsured commercial banks

88? e% %uFmah and Larry R. Mote

@Qn%’rgaéﬁlnée?sae 2l %%.“Fe? ”hmemﬁ']o
must yongovernment fa

Real boats rock: Monetary polic 2
and rea‘ business cyclesy POCY
StexenkSStrongm
shocks of recentyears, economists
e i

Brs are re
con entlo wisdom about hus?ness oycles




The grass may not be greener:
Commercial banks and investment banking

Betsy Dale

As p rofltabllht in tradit |onal commer%lal Figure 1 o
banklng services has Increasingly come under Profitability comparisons
gressr some hanks have attempted to bolster percent
hrinking ~ profits enganl |nto -
Intensiv (actlvnh any. of which haye eﬁ
omlnate the securfties in ustrg since t
1930s.  Persistent| hlgher overall arnlngs I
hls mduséry relative %thers have ed t0.a
espreah perce t|0B that at least certa”
arts of te iurl 1S DusIness are. substantla y
ore itaple than comnterma anklng
SeeF el\) Conse entg some. cQ
1al a haemcreas hélr permiss ese
curities. operatl ns an Y Iave esca ateg
thelr eﬁorsgoc Pawag at he [e |slat|ve a
regu ator arriers  that curren ry t}
thém 1ro engaglng ina broader range of se-
curltles act|V|t es,
The securltleﬁ activities oftomme[(mal
acn %fare nnmPa Glags=S OV%Q%H %Ce aﬁg tﬂg banks seem to have done well in areaf Where
ank Holding' Com 8 hes gare perm!(tte conhpete out still do not
a imp oseag Iimi e{%m S o0 B and banﬁ the marxet sharest t Investment banks
0

comman However, banks’ experience with
rttles %(\)/Wean rP fic ah.%@ |n0 an ?;%?H new un erwrltmg owers IS f00 r?cent to make
?]roug sycoession o%re ulator a fair |u gementr ardin '[ elr tuture SUCCGSS
E % court” decisions over the years, ut| edlate ofjtability n these areas Qe
afnrms Fave WOn ap rovaf to en glge N not O {00 gomlsm As for commerma
Sr Vious |ctdgct|V|t|es gee Ta- ank entr[y Into, curre y|mgerm|33|bea[eas
omm rc;af ankin Ing organizations. are Hcan barriers will ‘remain even. If
rww able 1o particip te | sec |t|es activities ﬁ10 | 1t|0n are removed. r|er mag
eneraf more tha afo the ross re- ake [t difficult for mﬁn?/ an sto
venue securmes irms and m cessfullg mtotese markefs and ma?/ e]a e|r
wrlte secuntles oftg/peds at ac ount t east profitability % severa years while they gain
ercent o ar va ue 0 a new expertise and build market share,

lssu S%Some of |aF mv&st ent banking activ-

Ities .0 commer? banks, nowever, still have Permissible activities
restrictions and [jmitations placed on them t iat
(19“0 a trJy lo Investment banks. Af%resut During. the 19805, an incr e in nonbank
} Is_hinders” the ani X (ﬁ)mmet]u ankin competition for certain, types of jend Ing senices
Irms to compete- successfully with investmen and a booming securities market, which en
|h S aLthle examlnes the SLLCCEB? of com- Betsy Pale is an associate economist at the Federal Reserve
merC|a S 1N provial ermissinie mvest- Bank ‘0f Chicago. The author would like to thank Christine
nE g s o s el e R
otential for recently aptt)rove an currend kngwledges the assitance and gaia provided 0’ [3/
roscribed activities.” At this time, commercidl formation Services and the Public Securities Assomatlon
Federal Reserve Bank of Chicago 3
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e 1 Peral obhgatlon bonds tof states and muntlm
. . . e na Investmen NKINg activities
S P i etitiar T oal bank groa The Jure of e yfees an gommlsstons
(August 1988) EJ}]S Rrorﬂpte new |nte est In t ese activities
WnIc Z have | I%] peen og,en {0
banks, were con3|d red Incidental to their pri-
Year started™ mary S rVICeS
Underwriting, distributing, and dealing fees Jﬁese acltsl(\)” :)es Cg?taronlgl grﬁeran ttreaCtIa\{]e
U.S. Treasury securities Always u X
US. federal agency securities various years flon Banks étreadfhave Cﬁose Contlacts WPh a
Mortgage and consur}n‘er ar e baSE Of Sm S aﬂd atnl(:lpa CUStO erS
paper-backed securities
paper-backed securi 1008 to Whom they have provided credit and other
General obligation Nearly always
serwcs OVer the gars, Ut |n them In a_1a-
Some revenue bonds Lo6e vora I osition 1o, ex anft cope 0f Services
Private placement (agency capacity) Always f) erX( r tO an EXIStI r? ent base Moreover
Sove demig i tamodolar securiies  Awape fiks have enq(a ed t§se act |t|es 10 some
Brokerage ex ent Jor many years and airea Ve d
Limited customer Always o exggr 5 Unti recentY owever
Securitics swapping Aways g a_minor role | these no[t
Fitljwarlt(cial and zrzciolt,ts metal futures 1983f ? | eas an aCtl e |?]Xpanﬂ n P
Finr;)nsiraalg:d?/?singe:nlzgmanaging ter S reCO nlze e nee eve
Closed-end funds 1974 Splrces of nonin rest in ome {0 augamg
Restrcted Always clinin ﬁve es from both domestic and inter-
Research advice to investors natIO a W In%
Combined with brokerage rose Overall, Commercial hanks have made
Institutional 1986 SI%HILIC nt strides in most curtt]|es aCthVItI SN
Retal 1987 yare comBettncg |rectcy It H
‘ Federal Reserve member banks or bank holding company eStImate t at I % 0 a an
affiiates. _ aco osite market share of 10 to 3% R rcent
ctate banks and amang state banks, With somb exceptions, the f ch activities. 1Neverthe|ess most sare
:er;arltiest date'f'issh(t)'w.rtt. Regulator){ rttglrtgif;equ?;tlydc?nclrde? Stl PB Ve? esr% Wt (%Se marset Sl_%?
nat 2 specilc aciuly was permissile before the date of e g ) b A et B 15
St?-)'agI;IIﬂLct, tttte :jyate of r:n::widb;/ctivity tis gi\fentf the ©f A}?Ide fR/the faCt thatt %Ommetﬁlal banks
N . €en aggressive COMPEtITors In these areas
s o e convas o i ks o e {01 Gl ) JES, MUt of e s
SOURCE: Updated from George G. Kaufman and Larry R. Ca.n eX Iam th ||' Current COmpetltlve pOSltIOﬂ
Mote, "Securities Activities of Conlmeracial Z?:(I;f;nThae C:r;err;t .
Reserve Bank of Chicago, 884 (1988). o Municipals
coura?ed corporate horrowers to raise funds In the tafx exempt market, for e>ﬁtmple
directly through Caf)lta| markets, narrowed a num f Tac

tors came Into pla
spreads on traditional commercial banklng Ser- h the opportumtles gnay the prof

vices, Rather than lose valued clients, banks |ta %eln t IS area. . Over the years, an s

found ways to unbundle their lending activities have. active gar ici ants in 0n rwrhtmg
and to play a role in their customers’ direct fi- unicipa b&)ndsd spite the fact that t |
nancings In the capital markets. In addition een 2

from a ar%)e € ment

marke ommerm un ewrlte
to_providing off-halance-sheet guarantees and () i 3 é)r%s i |ch e

selling loans, U.S. commercial banks have been gggﬁgﬁ bbhat{‘)” and ta¥ing. povier of

aggressively expanding the operations of the ull cred

St a)(I:tlthl)es in Which thgt{ e permite e s “'”ﬁ MUCIBEI0, Dt Unth e I)(”tecentlt
to engage. Such activities include brokerage |n s o? un| T revenue. bonds.0 gBanﬁ
Services, advice on mergers, and acquisitions, market share o tP]e municinal GO market av
private placement of securities, underwriting  eraged 60 percent in the egﬁy 1970s, Dt de-
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Table 2 tise, and distribution: capabilities of some Wall
Comparative market shares Street firms now hidding for thesg dea!) " Banks
Ut

are [eco hzed leaders™in the IStrl ?n 0
Top 10 Top 10 municipal bonds angd are requ% y Include
e vt In nﬁt OfKs nage b otheri utt(orncrease
ot st market share they must not ongwor to retain
o gxrstrn relgtron hips with government
orro ers, but also convrncea roader ?rou
Municipal underwriting 9.5 5.4 54.0 22.3 ISSUers H]e”‘ n erW” apaR tle
GO bonds 20.3 8.7 41.2 131 One t |n em aC e shortage

Revenue bonds 5(e) 3(e) 60.2 30.7

Bfr cog zed taIe t IH the freId to?ether Wﬁh

Private placements* 25.3 30.0 61.5 58.1

B anks’ reluctance to chan eacor 0 te culture
t;lerg:rs: ac;qursrtr:ns :.0 4.5 77.3 30.1 that |S UnWlT Hg to pa gsa a“e quate tO
wrebond underwriting - 8(e) - na o 19@) o na attract qualified personnel.9

‘Market shares of 8 top commercial and investment banks.

"Figtrres are approximations 'reflecting an adjustment for Prlvate placements

multiple credits on advisory assignments,
n.a.—Not available.

(e)—Estimate. While there are still restr'(ctrons on the
e e e Tt e e o men e klnds of public underwriing banks may ) Ehage
SOURCE: IDD Information Services; IDD tnformation Iq ban ?]a ?‘rlvatelyl- nderwrlte Vlrt ar%/
Services/'PSA Municipal Database; and a’uthor's estimate. a ? 0 S CU ItIeS ese tr&nﬁaCtl nS I

volv % % an. entire ISSUﬁ % Imite
grned farrIy steadrly in the early 1980s to about num F e mvestor rather than t rou
19846 rc offe
I

[ percent’in ng]]lln past, m banks
ile many large and meder -5z Fantés ¥|v¥ such placements asaconsoatr?i) rze
have Deen afte ptrng1 0 stren? en public fI- or Ta rnﬁ 0 wnacg Roratronsl usE:ess

nance ogerat}ons du ﬂte as ?ers S0 and nert er welcome or soljcited slich husi-
bnsttm |us wrth pro romr’f Banks mar ets arg

marQeto repent years ea res;g g P?erceg Etigt/l%nrqeenrtescer\r/\t,fl DATkS e t%een il

enterrng his mar eta a mean o Il
Profitability soon ca eunder ressure be racte ﬁfe Income generated by ?ﬁ
some Inve ment ansvrewe thelr actr res ervrces sually base 8 ﬂ ercentage o lt<e
In. this market as a loss [eader. aurn{] errng Prrce B d“i elr.overall market
reIatronshlJo burIdrnoNrnore than profits, inves sarﬁ ftraditiondl deals involving debt securi-

m}ent ﬁrs were H to u marqlns Ver ties had Increased to an estimated 26 percent. 2
H Furt com oun ?9 atio Desrtarte these recent gains, t rrvatg
cange mtetax W In 1986, w |ch re uce Bac men marke continues” to be domiinat
the attractiveness o munic oP \ securrtres an }/ e large Wall Street rrgr In 1987 the
contriputed fo a rmatrc ecline In the vol- % t commercial bank compe rtors
UMe OT New issues.8 ee rnqurez The mteBse F cer{ rIIron ofthe dollar value o securr

m etition created b Increasing number Pace irms (fontrast the 10 ég
gaeyers competing oradeclrnrng vqume of errlrlh securiti sfrrms com Iee deals warth
DUSINESS narrowed spreads and reduced (ofrt Iflion, more t Y]v alue of ace-
abr Ity to the point where some commerci mentscomPete ﬁ) ans Bank ave
rnves entbnks pulled out of the tax-exempt df thej %reatet strides | ElacHr arn
marke vanilla” deal Bréurrrn onl rofug

As banks scramble for a brﬁ; er slice of a Investors, cauae banks’ networ on-
shrrnkrnnq Ie, mvestment bﬂnkr frrn]s have tacts Wit professro f’ mvestori 15 still less ex-
p]creasr gone after sma lon rss es nsrve an that of their Wall Str et rrva

that the d not have bothered with a few their ability to compete is Im aHre wen wid er
éears ago. In the past, these ISsues were han- strrbutro utlets are neege

by commercial banks, but hanks erts alsq at commercjal banks a\)e t
ave ? ﬂn rtydrffrcu ﬁo compete etjrlectrvel Po take fufiay évantage of their_ contacts vr)/ eh
with the superior capital base, proven exper- corporate borrowers "because of poor coordi-
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Figure 2
The municipal bond market
Volume of new issues has declined . ..

value of new issues of
long-term municipal bonds

billions of dollars

SOURCE: Federal Reserve Bulletin.

nation between their commercial loan oper-

ations and capital markets groups.B
Mergers and acquisitions

Althou%h some commercial banks rhgr\r/e

made impressive strides In offerin

ISIEION aavIsory . Services, .eve

ol by "0 s Cr%re‘“m%?m%" n

top rane comme cla
comP etin 4 eals, wort I]lion.

f n)r?n}an Sgc t?ﬁrl;oirrr“rgrestteraen% deaLs wo
ﬁ?Od mdrcat fon of the \ersﬁance

0st successtul  commercia

market S ares IS mo[] icult. Ma

eﬁ)ecra y rge ones, Nave 8 number 0? advrsor
{ Eﬁe acq urre{(mg

L

ata on rag

eac a vrsor on the Névertheles

easure commercr an kS WEE avrso¥

( ercento e$2]h rIIon vqume
teci e our rnvest

In 1987, while t
men ank advisors were |nv0v
cent.b Base on these figures, It cear
b nks are Included in o yasma

vrsorgI essr?nments se

banks as active participants

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

usines MBankers TruP %Lexgwglse was

ile thr% provi es a

etween the
and Inyestme
ank adyisors, . the megsﬁre ent 0 overa

portion of

om the. re atrvel}/n ﬁ?.%”g rgn]grysgf

... and underwriting has become less profitable

average underwriter compensation for
fixed-rate issues of $10 million or more

dollars per $1000
25 r

1980 1981 1982 1983 1984 1985 1986 1987
SOURCE: wall streetJournal and Securities Data Co.

veral factrirs revented them. from bein among
ﬁhe%) r1p ain, qanks 10 eﬁ

ed b% t er? nability or’ unwi
INgness to 0 er c%

ensation arJ uate .to at-
%ankst%avdeeausumaﬁ Ip et %g?tr%nrlsdteha?

acked awar%/
RVO vrn%hnostrle t% eovers of lo ?trme %rents

MU e T
gea WhIC tenrfi tg be at tﬁe low en tz

mar et in transaction size.

p éthe most srlgnrfrcant factor, how
ever, 15 t IasE Steagall"restrictions. Un er
rrt an dea grn corporate securities ]ahre
enta to man mer er strai]e |6s.
acttat commercial hanks arﬁm lte []

s limite it(err

% In these activities
ac%e? tﬁ and ex errenc wth t[(adrn? markets
\sll\<lrlll ir

nks are developin
In tﬁese markets, g grr ave 0 over-

(?e and
come the gerceptror] 'that ther% iCk adequate
expertise t dpeurate au% arkets Ian pro-
vide sound advice In Structlring a dea

Overseas activities

Glass-Steagall rohrbrtron not appl
to the actrvrt?s gf US %an(ﬂs |n prt)y
Euromarket an an of the natrﬁns arrorest

ercial banks Peratep hore Out
ets ere for years oW ea[<s ag
owever, their omrnanc [k a] et Tqr
International” syndicated oans ept their pri-

Economic Perspectives



mary focus on traditional Iendrng SEIVICes. In
the earl 19?05 the ercent oL agrtal ralfg
rnterna lonal . markets P/suc ans fe
matically while the share fcaﬁrtal raiseql h
bong |ssues rose sharply. BThis massive shift |
market preference  for fupdin vehrcles
Prompted an attemﬁt by banks t0 offset_lost
nterest Income witn fegs from underwriting
ang tradrn? in_ Eurobonds and from currency
and interest rate swaps Banks’ success In these
areas Is far from uniorm.

So far, the role of U.S. banks in under-
wrrtrng Inernational bonds remains  quite
smal In 1986, they were estimated to have

Sy Percento this market. B One reason for
goo showing Is the degree of comp etrtron
LP rticipate in new Eurofiond Issues.

es |erceI c%mpete not onIy for the roIe f

managér also for ‘a osrtron on
tombstones Hrthermore a% ressive Didd
or new Issues nas led to mispricing an Iow
profit_margins.d)

The “Intensity of this cdmpetrtron has
made breaking |nt tae rankso Bmana gers,
orteven bern | |nc uce In zrstgr g tion synd |]c
cates icUlarly dif rcu ubsjdiariés 0
('8 ng R T

S. banks are aso disadvantage thelr
relgtrv u/short trab record] In hrs area ven
?s ment ave used

omestic

reedom to develop %th]expertrse an
customer re atrons Ips In offshore mar ets
ave to | ht for omrnence among  their
uropean ad mcreasrng Japanese %eers?Z
Thus tesma Eurobon markets re caP
ure P/ banks maP/ he exp arne nart g/
a refuctance of some oexRen a qreat dedl
0 effort in a market where the competition IS
stiff and the rofrts are slim.
§ they have enjd}/ed little success
|n E robon dérwritin hanks_ have
found other mternatronal 'securities activities
more rewardrng In fact, some hanks that
maintain a presence in this market have more
Interest in secondary market trading t an in
mana mg New Issues.z3 An mcreasrn P rP%r
tion OT | ternatronal bond issues are
currencx and rnterest rate swaps, and commer
clal banks are the clearly dominant partic-
ipants in this_area.  In "1986, U.S. ~banks
accounted for 70 percent of the activity in for-
eign ethange markeés and five monerY center
banks alone generated over $1 billion In foreign
exchange trading income that year.2
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New underwriting powers

~n 197 r mgsb two regulaltorga
cles grrante banks Cert n dditional sécu tres
un EWrIting POwWers. swere not Imme-
diately a Ie to launch |nto th e?e NEW areas,
however, a% there was consrd rable uncertarn%
f 0 whet gr the courts an Congress wou
Iowt ese ecisions to stg
The_first o these eclsr(?ns Was hy the
Federa TS Ve, Whrc In_ April” that
mercial banks, ciud underwrit commes

cra Pn e, grrguné(élg revenue b{) BS(M B

secgntres S 23Th
%ctr rtre re. 10 ucted rough non-

on

ank subsidiaries a frrgrt 10ns gre mposed
on the extent to which an S cou en? ge In
these reas, . In J so

rove un erwrrtrng eurrtres ac ?/
E?n umer recelvable CRBs§1 But, after a sult
uSt Assocratron

ecurtrs Industr
gs, gha“]en 8 eFedsran[aI [)ulrn
te |n a st nthﬁ new powers, bein
by the €0 rts te Fed staged the eﬁec
terr grov to un erwrrte RBs as wel
Even wr surt wever rmrn lementa-
tron ave en ea?/ %essr
amor iorru egorn ng in Mar
ro |b|ted federa aencre rom
rantin any new nonh an é) a or one
ear he “moratorium was d to halt
r entry. Into. new areas u]ntr e Congress
could con ider the |fsues urther.Z/

e second ruli 0glcame In June when the
Offrceo the ComPtr ler of the urrenc ||s
sue its. op mrgn hat natrona bans cou

Frwrre and deal ;n MBSs and CRBs

ri without Irmrtatrons on the extent of |n

ment |n such actrvrtres and wrthout

seqre atrn them In a nonbank subsidiary.B
THIS osrt on was ex essed In a let rto Secu-
rity acrfrc sug ortrgrts |d to se mort?a
Passt roug{J currtres under this rndter ga
1on. rrty Pacific’s Issuance.and un
ritin *or ortrono at rssue became
the su Jecto another suit by the SIA

However, even while t con ressronal
[norfrtorrum was In effect and challendes to tp

tt of tlesle i)owers Were strtll ef?re tt
courts; several large bapks began to particjpate
In the unaerwriti ?P ISSUg: g[(h] Brou Ht
market. _Marine co mainae
$600 mil on ISsue. hacke Xauto %s in
JunefDan Citibank helped underwrite $150.1



mrIILon of mort ge backe securities i QSe the public finance business in whole or in part,

tem erd t] 51 em cal Ban Ht and several others annqunced plans to ‘trim

urthest Ln testn t Its o GIasg Steag comme"]cra aper operatrons

w en It B an to ead-man oe The commercial_paper market is gener-
2514 mr on |ssue

eyrts own au ﬁll not a hrgh mar?m usingss, and spreads
Int

oan52 Others expressed I| It N lead- aVe narrowed as.a result of increased compe-
mana% their own recervabe als, hut were tition, Underwntm% Margins on new munici-
esrta t 0 00 so unti they a clear go- Pal revenue bongs, stifferyng the pressure? of the
ahead from. regulators. ax-exempt mar et noted dbove, are half what

At this rrtrng ‘the Ie al sta us of hese was common a few vyears ago,3 although
n}erwrrtrng powers is onl artla g/ resolved, Rrea S maty |mﬁgrove somewhat as players exit
The congire sional. moratof1u d without the mark% he s %ads Lor underwrrtrn%
s R e i
Fe 'S 1uling was u}e to stand when, In aevedea hnaeve Seco'r%ems%gn%ar(f etureg an

June 19;3 the e e Court refu ofgrnto re-

fo
VIEw a_Jower COU ecision_U consumer ‘oans investment ers are r
approva ?]f these aCthItIESB‘E PS cleargd the gortmg nl mea?er gro Its S0 ?ar and do not

underwrrtrn% securrtreks “backed bey
Vﬁl}’ for ;rgmtg\ée ve arge ban é‘é?ﬂceox”g Q%Q,'ﬁ; A0t themn fo Tncréase unil deals Igrztehr!

e Souere3 The e ohwhether nationa TFre S'{;uctgﬁgoetabggmdee moe. standar

ks, can Undenite et hacked sl e of e U ,ﬁ?enﬁsigtg parton e

ectI 1S still pending before the court. o,
il e L o)

¢ ﬁ]a requlat

ment whr the issuer operates. VEhicles are

aeag\gel%chosn ntgw rper?\}vaelrns IS'”C"iC“ £ ug“ "t being developed ahich allon Issuers 0f asset-
eanwhil

f
3 commercraF han ks have e secuirities to make continuous offerings
ined consi experjence. In._private with a minimum ofat{drtrona WO?( %

Efacmg o gerieg secunt{es Byl aging mst ceals sl very labo- mensrvg and

Fees tend to be thin necause while most
vatel; rlal bangs. ot SUbs 'a“ege?g BHCs %] bt e Simia, none ar i angnh

arke) va uedl o2 percent of e con“take up 10 2 year {0 complete Undet.
merca nsrane amona the top 10 ?rrms wrrtrngs reads apgear to be lower on reoeated
to prrvate?y place asset- Macked securlties 3 transactions of &' Similar type by a par icular

Issuer, and to pe higher on first 1ssues and rise
Small spreads Sth the compPeertygo?the deaf

Unfortunately, spreads on thes Implications for currently proscribed
underwri ing Siflimels agpe snl)ai powers
anecdotat vrﬁgence cl tth ftIt ImH | the securities actjvities currentl
und erwrr *ngt ese securr les is not enco raﬂ L fecuriis, aciites curtent

I

rohib |teé1
m%m.a aer, nr]%rrtts r”ﬂaét”d(f Q’evéhtmes and Esth aility to under rite orporate stocks and
municioal revenue 3 were so sli onds. One reason for banks €agerness fo en-
numl) Pofcommercr and Investment ankrn ter this area is that It appears ‘to be highly
firms have scaLed bac o eratrons or pulled ou profitable.d The abrlrtg f0 Underwrite these sé-
{ these “markets. lomon Bro(ghers the curities cquld also assist hanks in strengthenrn%
natrons leading underwrrter created a Stir In their foothold In otner areas, such as merger
h]e market when it apnounced in October 1987 and acquisitions, and enable them to devélop
that It was sman n Its_ commercial ‘ expertise that could enh ance therr com etrtrve
eratrons an closin s200 -person mun chg position abroad. But, while this activit fp
ance department.d But soon afterwa pears attractive, the  obstacles to success ul

other firms announc they were also exiting entry are immense.
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Underwriting involves, three major func- Obstacles to banks
tigns: origination, unjerwrrt disfrib-

ution. O nation mncludes es%gn#ﬁthe ISSUe Breaking into the ranks of top managers
In terms et rpe an uantrtyo esecurrt u]ld be a formigda etash( forbnh Because
to be offered, crng tmrn ? ther fe testructureo this market and the barriers
tures T Is functio aso often Includes handl- t limit entry.  Underwriting management IS
aﬁ]erv% mrnrstratron or hrghl concentrated in.a smallnumber of firms.
atna rn or t e issue, Under- e This situation has persiste for
dt g“p er |sar|sk beannngunctron as | g years and is the_result of many factors, Most
te B%C ases the ﬂ? Securfies, an corporations solicit public furids . infrequently;
runstens avrn? to resell them at g lower — fhe"syccess of an rssue can be crrtrcal 0 their
Brrce than \Vas Far 0 the I Fsuer Th% IStrip- future prospects, 30% Iymust select a manag-
tion function SteaCtBil resgle 0 eac ing under riter carefu Issuers ace a
ﬂurred secuntres to the pu & o[ %J\% lon e on an invest eyn ank’s eutatro
nction 1s usua g (t)erf rmed by onee |rm trac recorg personnn] quality, J f Ex-
sometimes W”E manaﬁer ag IagrOUP ertise In the Tssuer’s industry’ is especrayrm
other firms Is brougnt In of the deal 0 spread Eortant As Investment krnrr% firms “oft en
the g and helpldrstrlbute tIh SECU{“'ES - pecialize " certarn industries, the number of
bei 9|m0t ucrative o1 these unctro S houses wrt qualified rpersonnel is limited, The
Ing the lea manager]o an rssue ﬁsut fas been the ItYre% stablf re atron

efits whrch accrue o this firm go ond i ns of Issuing firms with” barticular under-
extra feg earnﬁd bg/ managets, vr]anchtsusua wiiers h%ve come {0 characterize this

erce the_gross sprea
trona‘y frrms cr?m ete fo? this Eosrtron markef Alﬁrou h becomin Onf of the ton man-

ecause It “adds to a reputation and
h[)eb enhancrn the Aharces ot 2. agers Would he ver% difficult, there could be

i [ ne entrants to acquire
uiring the  business of Oy Ssprs 3 Well 3 avenueso en fo
ie re%reat hUSIness. o eXIStIBﬁnlilentS ore Bhe necesar ex%ertrse that do not gPear {0

e Insurmounta Leadin rrters
over qrnagrng firm’s ability to se ct i cater mainl tot I estarssugrs rou
other firms. that' may participate’in the dystri "i‘g gd
tion syndicate, aszvl ettesrze teac Fortune 10 0.0 Small and medium-siz rrms
|rms artrcr ation, Is percerveQ 2 a Por are not arq‘ enoulg {0 aftract ine atte”“?
marke poweP ?e lar e Wa Stn{ea f;rsm\sv %ngcrelsorr[r]asmamer
able 3 r%erwnters or ﬂcaﬁ Issuers.  The num rheqrogt
Concentration in corporate re dona |rmS t ? \Pir Orm FS mangg %
underwriting management erwriters 1 re ati y smal K
1987 ht find that they codld enter these more
Dollar volume of issues managed by:* |0C|- markets Wlth SomTWha‘t greatei ﬁ
Participation in these smaller ISsues could t
ToPS Topl0 Tep lj ddlbart]h(stm bulr(ljdrngarte utatrtﬁn fotrtsu%cessfulf
o — Peroent eals that could earn them the attention o
All issues 63.5 86.3 92.7 |arger COI‘ Oraﬂons
Debt issues The re%urrements for entry rnto the cadre
Comuartible. debt 1 820 o4 of top dr%t tion ssyndrfates are h Iy less
Mortgate-related debt 63.9 89.0 96.6 Onerous Ut nOt In nl ICant e I
(¢}
Asset-backed debt 57 990" - qurrement 15 adequate caprtalrzatron Not ony
Equity issues s04 7T 87 must firms haye sufficient funds to commit to
oratorred stack ca's S Iartrre blocks of securities before they are resold,
inital public offering w3 sz 8L7 the SEC requires that undefwriters also
nave net excess capital to cover 30 percent of
JFull credit given [0 lead manager. the estrmated value of the securities underwrit-
SOURCE: IDD Information Services els reported in Investment ten n and Of Itself thls ShOUld nOt Present a
Dealers' Digest, January 11,1988, serious obstacle for quite a number of banking
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organizations, some of which are more hlghly client-firm relationship tha&(could improve the
ca ltalized than large Investment han mg chances fo commercia l?]

Irms.  The resources nee ed to estab |s an n(? er aspect of this of helfunder
06, not augur as wel

gerate an underwriting a ||ate are |e wntlng ans Be-
b ﬂune hca;h however, and ma elimi a cause Securities are gstered |nav ce |ssues
aller org nlﬁatlons as potentl entrants. can be prou Ellto ma ket more v(duJC tan In

S associated wit e underwriter therefore

o

3 reate rs underwntln% tradit| ona
ngt 0|n corporate securitjes Is Jikel
t

as a shorter tl[fﬂ ¢0 prlce fhe 1Ssue, SCOUI for

ralse requlatory minimum caﬁlta re unements Uyer Interest, uild a syn Icaée or (et%rmln
for ttJan sttha establish suct Rera lons. In b earccur?]? a%cemerogen tlogceslssl% Oseast N dﬁg
addition, these nonpank operations would need

{0 be ade a}]ely msulate% from the banlgg 0 Liea 0 the 90? Sméﬁ‘ qu tes morg
actlvnles 0 teorganlzatlon requirin | Intern); |ze [ non\s'\}/h Icaﬁ eals, an
tional C&tha fo Maintain_separate personnel mlc()re eals” where the” un %rwrlter
and orga |zat|0na structures takes the ole ISUe. Manaﬂlng SUCh ISSLIeS

{

e segon req unengent is the need for [ﬁgc”sesofs

nwnnamm

extensive and proven capa |I|t|es to_distribute
capabi| |t|es and personne appopriate
securitjes qmclJO Th esccess? ﬂje(%s glra s XEemST( Relsuea pr

stems from thel extenslve retai
wors?f Instifutiona mvestors who Iﬁ)urc ase o
(fiereo e8ks of se urltlgs Though tia S ave

{nrge

uIc I){ gfllcoefbvhlc tend to'fa

2ome dist ut|on channest ; j prec 8|n discussion illustrates that,
artlclgatlon in_municipals and private nﬁ)? & asige fram Ctbr(iergairﬁﬁ ETS&”%,&O tzkre 3{5‘0
ents, thes actlvme? é)o not. bring them Into B fother obstacles a ? Ti ean
contact wit some of the major InVestor cate- (f ? %
%c])nes of cor 0( iec rities. . This s?ﬂests con3| fg‘seeo feeﬁ%}gCgS %(])u eCSUSEeF 3\,0“3
at_commercia Istribution capahfities P ? k | I| | of
would negii tqbfe %dened amd strenqthened e)e( g?t\?letetrhrg cc%l an“Sn t en rettlveacﬁve 0
considerably before they could meet This re- su ces?ul rack recor wu?d ut them at

uirement. Barners to entr are further rein-
gorced by the underwriters’ desire for T

erablte disa v?ntaqe main nl very |fa

|cu?t to make sign| Inroads, . All of these
cooperative relationships In distribution syndi- CH0rs |m1 tha f al r0ﬁ| itions fo f)ank
cates, which ?eads tsh RW to rely repeatedly on entr |nt§ yun erwrm% corp?rate ecuntles
the same group. wer an s.would" not on need to h ave
strong caplta at| n and f{r ‘ da erso ne t
Rule 415 ?nter this m:i\ ut wou s avet
curities and Exchange Commissian |c%1(l)t gt unn nts away trom '”HS Wlt
a 50-vear head sar h I “establjshi
QEC}hru?et at went Into effect’in March 1982 cessful client-firm re atlonshlps and In buqn?lng
ave mixed implications for commercial market share.
bartk participation in both managlng and dis-
triputing certain corporate Issues. . "Rule 415 Imgact of greater commercial bank pen-
enables corporations lon

0 register thejr securities etrat
Wltrt]ot?v?/os e(arbldntlﬁatvhe tﬁ%?“ke?? apeeasdh§an{gr is difficult t t how d

ifficu roject how deeply com
ggous Use 0% this she(if registration rule has erma‘ anks Wlt] %é) tﬁe to etPae ?n[(
increased since |mglementa jon, and In 1987 rHese new markg Its or how profltg Fe nonban
accounted for 46 percent of the dollar value of %)actlvmes WI elnte on run. 3oe

Eubllcly offered corporate securities.3 One re- fetab|llt(3)lwl$1vetnese %treas it ﬁg P?n?tne a

ult has been that |ssuers ave shown more P
wo factors. First, |vent ge startup costs,

willingness to shop. around for underwntln% g lacior mstancest level Of capita Z'[IfO
ul

firms *to_handle deals f('[l” on the shelf.44 Thi
nas caused some weakening In longstanding required, 1t is quite possible that only a hand
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of th% nation’s 14 000 eomrnercral panks will B'ted to those who enter and years of unprofit-
le to establish significant rlrvestment anle operation may be required.

aan In Peratrons Even’in currentgpermrs

sible activities, not aII hanks have th erIrngi

AL erewithal . fo artrchatefﬁ {H L0re reason for e her ‘etur 1S is that some

nanks th at oengaern these activities in err e X& et VS S

ocal market are” unli e 10 do so on g scale Vo!ve moreAﬁE Iﬁtaﬂ R]ermBSIbe Cogmerc iggfililé

that would significantl affect the dominance ClIVItIES e.155Ue 0f TIsk IS ¢
of Wall Stree% firms. yThrs Implies that the fh t(oversv oun}r]tlrkr)tﬂ e wisdom Qf repea

r
number of new entrants that wil|"be competin 0t raera In ons a rnst Increased
RO market Shete . i major investmen Isccl aﬁo { s?egrurnc 5 e Ik ?f
hanks may be limited.4 E? P | et i d EAD
Second, the legal ability to enter new J, an Risk F onban vrr
nonbankrng areas is i guarantee of pro rtar “@8 eo[era sébrv ﬁ% ﬁt@&
er

g The ™ increased ¢ Retrtron caused Oy u
mmercial. bank entry Into curren r eﬁtu
scrrbe activities can De expected {0 re uce ank %ﬂb nk

reads somewhat. . Also, as bans ain experi- e ESErVe
eﬁce ant reputation, there culg te ore f\r)lgher;ea Oc'f Ka o a?rrcltn%r , Pp. Za}]ecu
com etitive pressure In areas where
rently o erat% reducing, these sPreads ?rt/rtﬁer “93 |vrt|e errca énﬁ thﬁ li
Banks that commit stbstantial resources to cono can “V"gpaQ}e'}\/mr

i e B e i
ER I e i et g WIS
i ol r.m.fea@t’éte%‘)h”tfé‘rta' uoi o ﬁgje‘hﬂ r'ttr%% hher“ e e
Interest ‘ingome throu% nonha qgactrvtres ecem er A

However, rn estment ban rnﬂ IVIS|OnS at a[g evenue bondsnare |sued to frnaneec oraﬁe
%ﬁmmercra anks have been In place Tor less
an

d b hat th k un - at]rlr&?s Scon rol, aﬁ con o 0 t I11€S.
ears, and it |s obvious that these gan S
ave some oft he necessar Ingredients ?r?fere peo SSU? 1S COﬂ 0 mor rrs ecaﬁ

0
alrea
t0 sucgeed Banks that have developed’a strong S are [EVEILES from
presence have done so in sriecrfrcm e nrches im %‘éﬁ ?Inar];e o are no Bac e Dy, e

1550)es F %N

m
L EE e B
0 * Bresserte these encouraging advances most Iion JErS mal eevrc]ept]o jL( q enaepreé rhelg
sill reg)ort thel ppanson, mto_these areas s e, Ut i o otsing 4
contriButed o

arginally to rofrta rrt B
These hanks have ap arentl been willing to (2 rcraI Profitabili
fore 0 Immediate rewar 5 and remain in the g@e%@defa Eserve %% wb %ork

market for other reasons, Theirs IS a_longer

term strateqy based on the hope  that |den%|f| rea Bennett, “Regionals E HO Fill

calon Wit invesimen bankrn% ﬁroitucdtst and il %ﬁd Ao 25 i Dt
y lead 10 an

rowing reputation will eventtia
rngrease in market share and thus provide lev- 8TheT Reform, Act Ofl nd h980 el
erage for entering into other A, ent tax e ban%s cou ta?< or 0

Overall, though, bankers have discovered 6}"“ carr In “Eﬁ) an e(/Celétf
h 0 § &

that what the were the greener
Pt/ rnves? T% mgie US ES iéed
e a exandr

Rastures of hi ment_banking fees are unicina
ot S0 easily attained. Profrtabrlrty IS not as- ecember
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Cash Cow To a \White Elephant,” American 24 This is significant because in Eurobo nder
Ea,::]r[?rraBrsrerggrrms(is)reorn4 fﬁzﬁe c%mr%en%:tro ISSue and r&m,caﬁ%g érs %gﬁeme\{ﬁ ea %éﬁlﬁa\%f%gﬁgw?d
Internal im ea maﬁ er ILA 5 vv?rl I clal

e 0
vestﬂieéieBan ers’ Ban{frers ntr%e%&ﬁerﬁb Ungerwt %%H Osgr%rr? a\g,%” remn
I)TheS C does ot re urre re tratr N ofaecurr remfarnmﬁ m’{%é ﬁqd]@ BNlo 1%14%1%

fes | ve " these I orge ¢
& %IS exemptr%w ow ver he Issue, mus 2 In 1987, only three U.S. inve tment banks, weye
erain Crtera for e s Tlerré among%ﬁe {0 ﬁ ZE%(OH

ers. . Because sclos re Iavrrs

ond ho runes nd
aﬂasnrg“;a%r:@ac.rrrareo ke amogg%fp i
E ﬁ‘? o[n?:r& its rﬂa \ogg' nnugl inancing

L aﬁgﬁ% i Tgetgarevo [érnre e ere é\erzf<S : k 5 et 15 3. |
F nERenGE, evell tion. OF e mertts and s @ dUS ans igp a Han rn nermationa
0T a prospective inoesment, onas

gJ[aW OlyTrends rn C%rlemal Bank Profitability: A epTOr}er a%‘l ; afte[ Glasf Steagall for Wall Street,

Ther sL|eafte Glaség Steagall for Wall Stregt, 2 This 7[ %V\{?E n rean ofse 10 & seres of appl
8

eport ays qocr g n&vr %@%

eatrﬁ
?0{58@%%@7& onslgr\r/r?sfnr\[}gs%tre i\gles OFcQteot Ienr Were gerrnlsgq?rfmerc
Adre Albert, “Cifibank. Tops, Bankers Tryst 1 laries U “t'ﬁ eaﬁ?r I
BFP i ergers, Kmerrcan %a%r li ¥ Conrserlrp ugs b ?le sl &rdra errr(rreerv?r]rcosr%S

no e & c marketn

T i T B b Se°a ?i@ L

ne Bu Ietrn ol une
]?egshdlligﬁrelgﬁgrr ion, %A e E%a]e?sh%ig ' Ithoutr?h|

the.hank h dll é] anres included

anuary pp. “44-4 In the Ini ecsrn als s {10 un{ergv rte

1988 hO ev an Guarant Eld TaECU tigs aC n{ CO Sél&] (?OHSide e |33ue

mabn g anu UC&SSU rﬁf% /% orization aunaerwrr came
hemr

% O[gaD. o m arne B Somesic Cerger A New %‘rjbﬁco oosrrarrFrroa]r &B
Belals o cit, 1986 — Oarnr&ag a(r)rnc& (;ratron RS TTUSL N ove%
0 e prcen of ntenaion g E EE@ lj

rafjon, Ciic Corpora
prtarcerrars Evsndrcate vk Joars 1l 0 @ 0 ey &,

aj &ortal rearlce R)(Q%f)eri\dﬁses §gfme ;% Ero eptember
%:e an i %nernaetn ¥ dEjg ThEmo ator#u 1 s Fontaings ggjrn @Egg_{é

rcan er Ju 8 198 ?Fr? ulator %Pdproval 0 ang n&ar curr
&Ther ereafterGIa%s SteagallforWaIIStreet o o, auelce ac |vrpe

NG L e

DRI hérdl\/| evch A mth rna %@ S ac

g %P ts '” reet The, C omptroIIer decs s, amon
&%ﬂ'& B |te go ter 21EEher things onoahnaxr H)anksau(ﬁorr 5
lley &

own.or ully acquired ass
OHS |-f0rowrtz omp ro er A%pro 8s Asset-
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ﬁcurities " American Banker, June 19, 1987, pp. 1, 33 %59 See also Kaufman and Mote, op. cit, pp.

8 The Slﬁ had been pressin th omp roII ). The %ross s?read 1 the difference. betweeH EH
S & WHItEN opinjon.on Tecen de S0 &hrs rice th SSUET TEcelVes 10 15 seﬂrrr I6S an
1L NJ A 0a S o bring a T agarnst grrce IVESIOs pay’ ot hem Ugllly expressed as
e regulator. percentage of the gross procegas of the'IssLe:
8fferrnarln I@Xf ﬁe Saf?\tO\lrgmbAssi% al heersPH %lusasna]u\c/t\r/rng ﬁa & allg%lc%Z orTae

%%m]rttr%llerdetterlto gaecurrty ﬁgare bt e rIrar nﬁ. h‘ al |ch&]erllk§%yce0u§e%

3 “Citibank Stretches the Limits,” Asset Sales Re-
i U R T eartrr o1 Wgrrﬂ'r
% Che&nrc Eangeé)fferg First Deal,” Asset Sales ar%et uall ycrens en d eWI

Rober Gttenther Robert 42|bld p 106 _
oAy e L T T

reet ourna une

TheerS er emr ec@ohc (X th| rulrn%/lare 44Puge| and White, op. cit, p. 116.

The Se urrtres Act of 19 Uires sser
EturEna ano h rrhe “Jf scoer ormafion petngn 1 tﬂe ey
AR ot L PR
d, and Ban on rea b' heat er (theqrn ormatron IS true an com

aatte BB B hﬁt%gernrr Rl 0
o

% “Salomon, Sheds L in Bsi sses" Aer- ligence; b1 0“ Irm
'Cmséla”%r Octo%er %{VMW T8 pglrcygwne corpora |ons "o,
gan%' une & Into th Breach Urited Saes d where .state requlators h nte

Janet Lewis Th t-Bac losion,” F ore nalargec%rrrtre reltO C?tr
Ins%?ﬁtrona?tlrr/estor Aprr fgﬁg iiegdl%g seem an SOE“%)E] icgm e ban

Qtrect data on t ﬁfrtabrlb of | in estment Vamiage .l %a,)EE
%\r}es S%s écs 15 {ﬁ{ a ac%lgf %olhr et’tEIes %gsmg evg owers Arerican rII
Vh 8£Ht ?Ba'“iytes Oa.ma.%rvté're'”s andgrﬁﬁere 470f course I|f Glass -Steagall reftrrctnon Were to

’That excee d [)n

FOflts, Al |evels e 05 D in
i trrr oL ram%fjtrrth Sro;ér%%argr@rarerg; i

han compete share
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%@%&0 ”i %?%f I§ Eﬂ%%u%%rﬁg S(ﬁro? ncea%%ﬁ lele;v g te Ratrjo

alter ohn Wilgy & onsl

Digitized for FRedsral Reserve Bank of Chicago 13
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



ECONOMIC PERSPECTIVES-Index for 1988

Issue Pages
Banking, credit, and finance
Does regulation drive inNovation?........ccccceveenieiiesinennns Mar/Apr 3-15

Loan sales have little effect on bank risk. Mar/Apr 23-31

Daylight overdrafts: Rationale and risks... May/Jun 18-29

Banking 1987: A year of reckoning.... Jul/Aug 3-13

Bank risk from nonbank activities.... Jul/Aug 14-26

Financial services in the year 2000.........ccccecevvveierinecnnennn Sep/Oct 13-15

The grass may not be greener: Commercial

banks and investment banking........ccccoovveieninenienenenn Nov/Dec 3-13

A note on the increase in noninsured commercial banks Nov/Dec 16-20

Economic conditions

Economic events of 1987—A chronology......ccccecevnieenee. Mar/Apr 17-22

Government spending and the "falling rate

Of PrOTit" o May/Jun 11-17

Capital market imperfections and

investment fluctuationS..........ccocoooiiiiiiiiiiiccce, Sep/Oct 3-12

New directions for economic

development—the banking industry..........cccccccoiiinns Sep/Oct 17-24

Money and monetary policy

An interest rate-based indicator of

monetary policy Jan/Feb 3-14

Looking back: The use of interest

rates in monetary PoliCy......cccooiiiiiiieiiiiee e Jan/Feb 15-29

A policymakers' guide to economic

forecasts.... May/Jun 3-10

Real boats rock: Monetary policy

and real busineSS CYCIES....ccciiiiiiiiiiieiiceie e Nov/Dec 21-28
Digitized for FRASER Economic Perspectives

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



CALL PAPERS

%hez th Annual R%P erence on

Iga %n};ne §8

rcago INOIS,
The Federal

Reserve Bank of
Chicago will hold its
25th dnnual Confer-
ence on Bank Struc-
ture and Competition
In Chicago, lllinois,
May 3-5; 1989. For a
urter of a centur
eCon erence as
Provr ed a forum for
he exchange of ideas
among academics, requlators, and indus-
try participants with a strong interest in
publrc olicy toward the financial services
Indu tr Amﬁrgr 0bj ectrve of this year s
Con erénce wilf beto aceemergrngrrends
in financial sYStem risk in rstorrcal per-
spective and draw ther | rmﬁ lications
for requlatory policy and bank manage-
ment,”More Specific topics under this
heading Include the extent fo which the
recent rncrease in the volatility of finan-
cial markets rs a permanent rather than a
temporar Tphengmengn, th erm{)act of
oba IZq ron of financial markets on risk,
an the implications of recent experience
for dePosrt Insurance reform angd lender-
of-last-resort policy. We are seeking
papers on these isses as well as on"other
Issues in financial structure and regulation.
Please submit two copies of completed
Pa ers or abstracts by December 31,1988
arry Mote, Program Chairman,
Research Department, Federal Reserve
Bank of Chicago, 230 South LaSalle
Street, Chicago, Illinois 60604-1413.
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A note on the increase
INn noninsured commercial banks

Nancy N. Andrews, CGeorge G. Kaufman, and Larry R. Mote

Accordrnq to dﬁta gublrdrhe%i in the Annual Both because of the increased value of
Statistical Drges of the Board of Governors of eera d?% 0sIt rnsurance and because the
the Federe1 Reserve System, the numper of number ot banks In the countr% or |n a artrc

commercial banks that are not insured by the ular local or regional market i§ wid eg sed as
Federal DePert Insurance CorBoratron FDIC asrrrro ate forthe |nten ity 0 comP trthon It
ore than rrBI d between 1970 and 1986 fro IS Of | reft to explore the reason% orteex
wer t ar(] 20t0 more r“r 6001At ou traoral narrfy shar mcr)eae In te reporte
”rsure banks accounted for. onl ercet number? nor(]rns ed ful exam-
13 68comme cial banks in 1970 and less Hatron of the_data e?ds to the con? usion tha é
ern 5 rﬁ(er(zent of all 14866 reporteq commer- Increase |s t0 2 arge exten% usory an
cial barks in 1986, the ‘Increase In their num ‘egts rimarily. the In us“] no[r)rco mer-
bers accounted . for almost 40 gercent % cla mg msrutron? an t% uble_count-
reported 1,200 anrease In the total number of Ing ofU.S.°b E 650 forer9 anks. Because
commercial banks ? insyred hanks are part of the gota number
It rs sur rrgrng tpat there should he suc B Eanlfs the oversfatement of nonipsured
83”0“% eman fortese[]\llces of noninsyre anks also overstates the total number of banks
epositry mstuions at s pariculer tme, the country and In many local markets. If
The recent sharp Increase In the number of  the number of banks is o be Used as a measure
failures of depository Institutions—commercial of hank  market stru?ture or .competition, It
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Table 1

Adjustments to number of banks

Total commercial banks, Annual Statistical Digest
Total commercial banks, current Board data base*
Less reported noninsured banks

Reported insured banks
Minus member nondeposit trust companies**
Plus insured branches of foreign banks,
adjusted for double counting***

Insured banks, adjusted
Plus noninsured banks, adjusted

Total commercial banks, adjusted

1980 1986
14,836 14,866
14,884 14,879

436 - 640
14,448 14,239
14 13

+ 14 + 23
14,448 14,249

+ 115 + 214
14,563 14,463

‘ Differs from figure in Annual Statistical Digest because of revisions, the inclusion for 1980 of banks in Puerto Rico

and the Virgin Islands, and other unexplained discrepancies.

**Nondeposit trust companies that are members of the Federal Reserve System had been included in the number of
noninsured banks prior to 1986 but were included with insured member banks in the 1986 Annual Statistical Digest

table.

" *Although some U.S. branches of foreign banks obtained FDIC insurance after 1978, they continued to be reported
in the noninsured category. They must be added back to get the total number of insured banks.

ber of banks is to be copsistent and ecopom-
rcala meanrng? f lhese Institutions should be

X In additjon, the US branch?s of forei gn
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or two types, 0 counti f
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m state arb —hecause, In ¢0 (srast 10
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tablish bra es acr s stat rnes—dotrb
countrng of offices of the same foreign ban
more than one state.
It s |mRortan fto reco nize that double
couptrn at t does not neces-

e nation
farr constitute F%Ie countrn? at the state
evel. For example, if a forelgn bank has
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Table 2
Number of noninsured banks in 1986, by state

Adjustments Breakdown of noninsured banks
Incorporated banks
Board's  Less insured Reported Less Less double- Total Noninsured As defined
current branches of total Less nondeposit counted noninsured branches under Bank
data foreign noninsured  industrial trust branches of banks. of foreign Holding Nonbank  Private
ASD* base banks banks banks companies foreign banks adjusted banks Company Act banks banks
AL 0 0 0 0
AK 1 1 1 1 0
AZ 7 7 7 7 0
AR 3 3 3 1 2 0
CA 50 50 7 43 18 3 22 22
co 79 86" 86 8L 5 0
CT 1 1 1 1 0
DE 3 3 3 3 0
DC 3 3 3 0 3 3
A 13 13 13 13 0
GA 1 1 1 1 0
H 4 4 4 4 0
ID 0 0 0 0 0
IL 68 69" 10 59 20 39 38 1
IN 3 3 3 1 1 1 1
1A 1 1 1 1 0
KS 2 2 2 1 1 1
KY 2 2 2 1 1 1
LA 1 1 1 1 0
VE 1 1 1 1 0
MD 1 1 1 1 0
MA 9 9 3 6 0 6 5 1
M 2 2 2 0 2 1 1
MN 2 2 2 1 1 1
MS 2 2 2 2 0
MO 5 5 5 5 0
MT 1 1 1 1 0
NE 5 5 5 1 4 0
NV 1 1 1 1 0
NH 3 3 3 3 0
NJ 3 3 3 3 0
NM 2 2 2 2 0
NY 237 237 35 202 24 15 163 160 1 2
NC 2 2 2 2 0
ND 2 2 2 1 1 1
OH 3 3 3 2 1 1
oK 8 8 8 5 3 3
OR 9 9 9 4 5 5
PA 16 16 2 14 7 7 3 4
R 14 14 14 10 3 1 1
SC 0 0 0 0 0
SD 0 0 0 0 0
™ 5 5 5 1 3 1 1
™ 14 14 14 1 8 5 1
ur 3 3 3 3 0 4
VT 1 2" 2 2 0
VA 0 0 0 0 0
WA 14 14 14 3 1 10 1
m W 0 0 0 0 0
) w 8 7" 7 7 0
> Wy 1 1 1 1 0
o PR 10 10 10 1 5 4 1 3
3 \ 6 6 6 1 3 2 2
o 50 states +
o PRand
@ 632 640 57 583 96 181 26 280 249 16 4 1
(2} Interstate double-counting -66 -66
g US. total, adjusted 214 183
é ‘ Data taken from the Annual Statistical Digest
(%2] "Differs from table in Annual Statistical Digest because of unexplained discrepancies.
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the real world to ?nty of room for con
sistent eounterc cli ﬁa action. What Is
mteres rn % Iterature. In terms of
go rcny IS hat this na sis, like al of that Pre
marn arne Ith_ 'very few _exceptlons
tha Sta rrLcrsgood an instanility is bad. mt]

oas yup to this ornt re unifor g
owar #g ument IS i;entere
aroun cts of ollrc Doesg Cor-
ﬁct or create the Instability? Lsdsstr
that the economic nrrvlana of st rowth a r]
% (o Inflation I gossrbe If policymakers wou
olow helr advic
s]rs ardly surprising. From Kegnes
ar there have’ been virtually no 0Urces
|I|t In the real econom ttl ave not
mvo ved someone ma mg a mistake, accordin
to economjsts.  Alth rc? P ﬁ]uestl?ns abou
w o exact was maki Istake creat1
% eatéd ar umeEts ever olte agr de
risin mhaadte ?acerltSt?rvrt n th ecc?ﬁomalr ngHtrs
? nce %973 this world view r?rd not ho|d up too

Post oil shock developments

Supply. factors demand eﬂual time.
Eegrnnrn With the first oil shock, the (ecgnom
s, not pehaved  in was t at cou
arneq W lPre | s m nd-hased  models.
sfiocks shifted suP # CUVeS, creatrng
prar prrce p[{)essures at the aa e time the

ove %ut[p QWN eman shifts cannct
create that combination of events. The Reagan
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Administration’s 1981 tax law chan es mav Real business cycles, or optimally bad
have oversold therr own drrect supﬁ side e Fmes A reﬁl business cycle. |s an aga%/reﬂate
an

fects, but the effect those a]x law ¢ 9e? uctuatron Whose root cause is a var

on the va ue oft e dollar had substantial real fundame % gg actors]lT e asrc e?

suppv\ﬂsr e effects. OmIcs 0 ug sce)/ IS very sr
gncan firms_simply could not Pecomes er to rorﬁuce gori ecause a

compete in world markets with tne rrce wedge undamenta input ‘such- as “oil has hecome

that the 198] t b||| created n rren? arce of ecause there has heen a sudgen
market. An |e|t is nott e role ﬁ{ change In rnternatronal com etitiveness, t eg
o iy o oL pil i)
W wedge did | XIS
untr t?r rr)]assage of tax ref orﬁt ?nc returned; EFO uction ec NI ues élfj9 ust {0 new circum-
companies to competrtrve heath with. a tances f0 UC |on will Increase.

i 'eane Many subtle” arquments may exist ement ntenotron s at the
%g out art |'[ra n(? Purchag ipower anltjy |ncrease | ({Sts IS, at east n (Poas on ySI enn}

e e
Hgnal-rl)arro sdepartmglnt store 40, 1 The ag DS e 1O &05%9 own. '5 S one

laimed that it was possible for an American 1o the reasons. why the f hock in 1973,
! 1o London ard. | nl}tmas S opﬁng }n WahdICEO W, Wioe I}ybefrever} e temporary,

itain, save. enough 10 or airfare act on roductront n

A The exrstencg t sucqttﬂross arbrtrage 0p- heen 197T9 350%( Wgtrnw Was ngsveoc & peyma

Bortunrtres rovides more than a an facle ertlectl ossrb[np ﬁﬁc Pee -

ase that there were some serious distortions In F rear rrrr]crease in inflation wrthout any -
s bel

the currencv[markets

11ne glfecs of the price wedge wete sub heing ade. o istinauish e, 1
stanfial,  Policy ¢ %0”5 Dase r?creasrn e business cycleymodgf ?rom e paradigns

Levellnofétrem?errg\r/tvttﬁad /tthselar ?eﬁseuats Iela}chnegd r%"[‘]’%‘}{ examined so far ]3F|rst business c@c es gxrst

without an Second, t
of M pef demand _growth substantraev tlh Socl el are Is maxrmrze(J1 ? an n

outstripped GNP growth. Ianatron Was. r
non trrvral quctuatrons |n economr erf orm
usin

were for dto cut “profit margins below lon
run e urf Ibrium &vst to stay mgbusrness g asgeCtS Of real% €35 ¢ euggﬁ' ﬁ'stﬁerevsﬂot

oday, wi teavent of tax reform we ; nn
are seeing man of the price wedge effects In SESH}TWW adglfbgte qrznaothonm?losrc Economorc
\AYthrn areaF bugrness ec?nte ? irsp

reverse as the economy corrects ‘Tselt. GNP
??Wth eXCGEdlnq domiestic demﬁnd gr0Wth glt'?s/%lto Sl{l%gose that a countercvelical policy will over-
stabilize

atron artificially %h, and_ the Japanese

facing_difficulties wrth thelr profit margins. The Inte tuah tfreak here is hard to
forma%'c”ecehalswtetteét ey Msedy  jemat The wnok poi 9‘3?? douin by
pply shocks Real growth has been both Dl e oot 0, years & t]ure r? Prolng eor\r%ﬂs

[ped and hindered Suﬁgdyaamfs In- takrn%e nes?an flpamue o¥kcs(tgrte ith the &s-

ation has been hoth eIev nd lowered. sumption that the mere existence of a business

further, we have een the effects of policy cycl was suﬁrchent to emonstrate a major

become atdtenuated IH efaﬁe of ar]gerfrces arket failure that %e correctrnﬂ e
0 not yet ave acear ungerstanding monetarists countere] at the existe ce 0

of aII these sug ase enomena busmessccewelsters It of an quided an
Noneth eess we need t0 consider what the ex- maggro(o ate rcy an t at If eKe neslan
could

Istence of substantial supply shocks implies for tv tI ave well enough aloge ousl-
economic policy and for monetary policy in £ss Cycles argely disappear. Rational
particular. expectations analysrs took this” argument one
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?tep Ilttgher It held thlat thegt ﬁket can correct It is also quite p035|ble thatalack ofdata
? ut Eandom [po W ana that pusiness cg o regeated experience with a gartlcu art
cles vvere e resul ag olic actlon] of shock may. force a returnt some. ad

But, 1n all three ca%es the usines cycewa? construcnons in macro_ mod e|n T IS 19 not
symptom ofa pronlem that 1t was' the role of to say. that econg |st% a]c ktrack to
eco omlc po |cy o ure ey(nesmn -style models, but on that we mﬁe

O\g e°Who eml set ofp Ilcy ap 10 .Use economlc |ntun|0n to model t
Sis mu 4 B reassessed evoca @v tHS'[ablhtle directly and that the mogels of

IC HSIS need to be.reb U|tar3/und 0S¢ |nsta |I|t|es ‘yhave Insutticient data to
PSSI yr ﬂ refessmns or be estimated or verfied

lation. "The intellectu tra“smo[t not be nother 5|%n| cant gevelopme t will be
easy We ca not say that all cycles are neces- an effort to int %rate Industr a re |onf1
Ba[zyto tlma Ort at there is'no role for sta S% consl erat|onf h macro mod

But we can that t
3al¥erent from Snits not on

Create macro dlsturbances Bl}l
%tlo SWI &)have to be very di also micro orfes. i

Just comﬁare Boston’s an

kN tlfa

ave Houstons ecanoml s over the last 1o years,
res |s paper examines these | IS It 15 at this level rather than econpmy-wid

SUes an es some’ gESt ons apout that t at structural stabilit |s(J|keI b (ound

new voca ar utas It ressm to dis- This |s not the micro foundations modeling of

Uth rea busmesscﬁe oS may  the early 1970s or tner resentative agent'o
dl er me today’s Is now In order tlmlzatl n’ techniques o??tew cassn:al gnal‘ sg

New |ssues for old models. One obwous ic- and demograhic-
thmg about su E ﬁ s Is dhat the Bse anag%ysls t% tqaﬁes moaccountte ICro

ased cycle
e e
A
¢ Sjme. & togay’s modcls assume, put I 'f e MACTD instabiites.dye 1o changes. i ir-
equ?@/ ml exo > O anten@\t/)etso r%%c e|5a?,\,0 (p S stn#cture and sh| sm ttcter at|ve
sta

three oﬁ 0 swenve ex enence the Iast Eec%lft?rafe?m Srgﬁwe(fh'ﬁ anaR/ (?'f not
oy eeta ool e !
i B
In.analyzing the policy implications of

3[?t(en(tltg resﬂgnsss e?rttntote 'SSH.%S ﬁgése?f by the real busmess)e r]gs thepflrstyr]ecegsar atq#ust

X shock CP”h with it the poten- ent IS to re % ra|ze that polic s| e from
tial for a damenta &t |n the efonomlc equ % random OF ére Ictable, |
Strtﬁg econgmy As the su gl% curye H 0l0a (f ﬁ In which many rea
wealth and earning powe 018 usmessccle mo els ve_kept PO icy reutra
tn%ute While pref ences %ynot actua lst simpl not Inclyde it. “Other have In-
snift, the rﬁ lative welg s across Co g

cluded It g/stral htforward rational ex-
m|m|c such a shift at’the macro leve

nallmers ma
Eecta 10NS, uSa nexpected mo

Savin

behavior on an International hasis certain bmtnelther fthesea 0aches. is Htiuate
pn{e this kind of reslnonﬁ fter itt]e first oﬁ ln glrst S|m yomlttlng pO?IC S, cﬁea
shock.) . Thus, one sun g ock could, from an sufficient, Th e second approa] mlssesa fun-
ecor] ist’s viewpoint, pe fe%uwaent of a Pamenta aSéJect of .the "real business cycle
whole new ecan mﬁ In the a whole terature. F owing events fo create. dt?
ew econom It would be unrgasonanle to hold furbances in rea mteLtempora scarcity, signi
e pal |8X %/8”]16 constant. ecurret asa- Icant, uncertaint % L\t rea intertemporal
|on of deve P macro models whic %d scarcit |screate Souﬂ cg obscure hese
und erwg sguc ure as gonstant as possible economic ngnas It wi real  effects.
may need"to be abandone While a moriey shock deflnltlon may or may
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not be technically correct, it provides no insight
m)tlrl)ugge drstortr%ns createdpby rnapproprrgte
i An aIternIatrve aﬁproach14]5 IS borrowed
from micrg policy analysis. - Monetary orc
should be In erpreted a price we e m t
1rnterte ?ra asset ma t( Policy an
ect only rtdrst?rtsamar et prrce specitically
terntert] eP market grrce of credit, W Ife
trf IS Inher ntr// 8H rntterest rate g
initin, it Is Hy [fferent from the cl ssrc
Keynesian one. ere r%tes are measirreTe

b ke

rates e Interpret as a measure T Intertemporal T
nancv\% SCarcity. US d neutr monetary po IC¥ ai
Ere a cra |nterte ora scarng UalS 1€

rnterte carcr moneta IS the
WEdge tween Inancial and rea | raI Scar-

The link to ast ?frnrtrons are fairl
stra htforward. wor where real scarcit
rsc stant q ta emone emand functio
wrt ut oresr twou pro uce a monetarst
defintion of orc and a stable money ae-
mand functio ?resr% ves ouara
tlona exHectatrons de Inition &)o c?/
Ke nesian notion of policy woul dr te
r\/srs were coIIaP ed to One Perrod
rst t policy on as e ects drstortrn
market rrces s0 that whether or not there a
significant non-neutralities In the mone supp%/
fogess, the same nﬂtron of policy h as. .|
ddition, we gain_the a vanta e of avoidin
tec rrent_diffi uItresb éteflr oneal (P
useu |na re gulated electronic worl
nort nate mteres rates are not the
onl rrcest at W can ort Asvri ave
see emonstrat amatrca In the ast six
ears, distortions r mte ational %urrencsy
cts on t

arkets can have ”.B 3 X
econo rice distortion conce
wr?l nee¥i to rncﬁ J ore than one asset. Pn
some Sense, it ourres the inclusion ofa.w 8
structure of Inteftemporal prices bot rn o
mestic. ~ and orerrtr ma kets, ~although
financial-market arb ra%e reduces the relevant
Prrces t ghe domestic t nkstructure and cur-
ent an uture forel neﬁc an (e 1prrces
However, ne efinitions ar]
su ggh]sed models d not in any way Invall-
ither the moneta[rst or rational expec a-
tron? lessons ahout rt) icy; they simp a/
implementing them that much” more” dif cuIt
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PoIic%/ can still cIearI)r] disturb the economy.

mar etlslecrotnt?s (¥ ffrcuf r?r? Eorrrnoaltzrhr eofsfé?klﬁt
a(hdp Chotgntrg efoP s nY |canft1 gocﬂrl foss ojue

€
OJ?]OHIC)/ -Created price oEIJstortrons remains qurte

So what is policy supposed to do?

The easier questron i, “What is p oIrc}é
notsu%o?edt do?” CIearI it should not se
? Brzeteefonomy Just ecause a cy-
rﬂ)trm ?snotm ke It oPtrm
?wre i? should not seek to a ‘o
b | e economy because rea

fﬂ E}JSI
ES% C¥C ES G C?ar caus economic V&Hﬁ

to var tlme
Policy s ould not se§< to artrYrc,a[P gstabrinze
some arﬁrcuarvarra Ta ovea ers.
USIness CP/ e analys (nornts out a
whole nfwset of limitations o n | otonr¥
can re) ICy nRt Create the ? t
grosp rrtg tWe Keynesian models, |
{ least sho of, Seek t0 provi e t
stea g/ even growth and sterrrces that the
monetarists o va ue e( It SUggests a
wordwhere golrc %Id seek to fit | PandE
ﬁsuno trus% ossible. When so}po shoc 3
ew t to Datten the hatches an
sarl into the wind.

Suc ICX ould clearly avoid the
dangers of s Xtemr latjona ny xesses t at
seeed to cr(] acterize orc the late 1970s.
Policy would be run so evertrn rnt
econ my could be ex arne tou ferenc

P]o icy. This 'ﬁ ort o rea srnesscc
monetarism, It lacks only a mathematically
compact rile.

It IS mtere?trnq to not r let how close this
vrevY Its ‘the Fee Reserve’s own
IC sateFeer;era R’g\sc arveemaltgsa tbalve “ta
smaf ong T ernternaﬁ View |so :9 smaII ?sﬁ
rnaqu ocean In some ways the ga pusl-
nesscc teratfue]rsc 0ser Q er Insti-
tuﬁron VIew 0 te role of Fe era Reserve
B rcg that of provid rn% a sympatnetic finan-
%al nvironment for th Fuct of business.
If you. examine the Fed era Qpen Mar et

mrteesre orts Ao Congress LIS very clear
atrg tny oexal W&tp een
escr| Te thsartrce Whether 1t has been
successtul or not remains a question. Analysts
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outside the Federal Reserve have always useliss The answer lies with the notion of
viewe IQIS line of argument as mere bureau- mar et distortion.
cratic heaging. ere are some ihln%s that only policy-
, can Ystemlc Inflat masswe trade
Changing justifications ? ICIIS unEe ated to the true margma product
ar rece smns

physical capital,
In the ?ontext of real business. c[ycles lit- are clear ew?aﬁie of fal?ed olicigs, thoug
erature justifications for more acltfws 0| Ies ne essan offailed oneta tﬁ I%y Mar ma
equire “pew ar uments as (s judgments may not e, bu con-
mberfection ar ments ve often een use om WhICh I5"heing . se ‘ v distur e is not
oexpkalnteelstence of bu fmeas cycles or at fsot The ina ||t to reall date re-
%st their “exa qerf%ted amplitude,™ thus_pr tﬁ) rce om. Iow m%r Inal-product . in ustrles
|
enP

roguct Indu strles IS a Sign 0
Tk Or aCtIVISt 0|ICy : egﬁ an egonom [118 his g rOWIn%|atl?It fast, !

%gsu a e o% new Importance |n a A

U I]ESS cycle context, They also lose ther economy where the size”and YOf erce
conclusions, . In"a real businéss cycle context, INGRERSES are hmderlng investment pann
ctmat policies r%%uwe the, same justification su ferlng rom an overactive monetagpo Iy,
that has awas en required. In economlcs Résource allocation Is critical. . Poli g/can
save Macro sp i a Cost %ene fit an 5|sb ! harm Iieecono by Interfering with th ?
IC e abili

15 N0 [l ent to emanstr rect a ocaﬂon 0 es urces. Co versey po |ccy
fo stapl e economy fo UStlﬁy ﬁCtIOﬂ { ﬁn assist t ?economg/ ¥help|n? th ECOI'{
must II’St demonstra ed t at t ocation of resources, Thus I%

e eas
under con3| eration IS Su op |ma ucwgrt]lolr{ of resources. that must be the maf measUr
must be shown t att a| intervenin olicy etfectiveness. As suggested earlier, po |c

the econom ret the loss fro ust' rely on common s se and so must
o}rS]rUpi enﬁgtesrs\;lr J“atme”ﬁss h”sefhfceﬁf’eﬁ %va uatactnnatur o m% (il(r)]ar |tt?s ?]rrpaﬁze
tha WI ar 0? Fwe cost o??nterventlo (F ?flcutto ot %ad ?IC gbs VI ?ts
|e teroeo he Fe

t
i at it is premseg (i outcome. ThIS IS p rcEe
analy 5|st t will come to" dominate the |cey al Reserve’s Humphre H WkIHS teﬁtlmon
rocess mt eyears éo come.. We must co sid efore Conaress It'Is u ||ke l% at the real-
a 15 t0 a|e by action and what Is to d;ness ey \})ara |gm will substantially quiet
0st. It| ssible that WF meW come tgte eral Reserve critl
conclusmnt tec nomi¢ as caused tne

?Cgﬁoug to be su stantla?ly?ss vofatlle than Conclusions
There will Ilkel ments abou The oI|c |mpI|ca ions of_the real_ busi-

g
p tOSthar'aaio PRIRT el

tre-
Its from stabilization policies. T |saaa SIC aW S been referre scretiona
Bconomlc argumen that, U Un“ now, nas However, tﬁere s a hi dl?ference t)etween ch

en absent from the monetary policy debate,
Y]vlghch Rasrhlstorlcany assumedystgge)érowt IS ﬁreesg'%”f”e aworr nm%rﬁ beo\',g ma\?vgfg ofu?tls
fatlo

aront 0 =c makers r%?n rtTF]%Strela %Emggs rgegf q?tetro
The evaluation of policy ek Donig try fo do too much i and the
primary lesson for crltl%s of monetary policy Is,
(Pne of the more difficylt aSPECtS of thIS ‘Don’t expect 100 muc
line of argument 1S eudmlq ow 10 udge the
S‘{*S% °caﬁ°d"§ood” gvava? c?n%t.?ﬂ?eée%aﬁb%
eobwous andwer, that performance must Ke ne Joh ard, The
Weasure ag éns what (?t% a\ICIeS wouTg EWDY 95{] an(?m)ney LOHW%CW an,
ave produced, 1s perfectly tr e and largely 1936.
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