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Lessons from the Panic 
of 1907 

Ellis W. T a l l m a n a n d Jon R. M o e n 

The Bank Panic of 1907 
was so serious that it became 

a catalyst for the creation of America's 
central bank. This study, which examines 

the circumstances leading to and the inter-
vention measures taken during the panic, 

particularly focuses on trust companies' 
function as a financial intermediary. Unequal 
regulation among financial organizations, the 

authors find, led to a concentration of riskier assets 
in less regulated intermediaries, primarily trusts. 

Trusts' riskier asset portfolios made them the focal 
point from which the crisis spread to other segments of 

the financial market. Allowing various types of insti-
tutions comparable access to all assets and investment 
opportunities, the authors conclude, might reduce the 

risk that the collapse of one type of asset would threaten 
the solvency of an entire class of financial intermediary. 

For t h e p a s t two c e n t u r i e s r e c u r r e n t 
cr ises h a v e shaken the banking sys-
t e m a n d f i n a n c i a l m a r k e t s in t h e 

U n i t e d S t a t e s . O n e s e v e r e c r i s i s , t h e B a n k 
Panic of 1907, d i s r u p t e d financial markets to 
such an e x t e n t that it b e c a m e an i m p o r t a n t 
catalyst for creat ing the Federa l R e s e r v e and 
t h e U.S. banking sys tem as it o p e r a t e s today. 
T h e panic involved severa l t y p e s of financial 
i n t e r m e d i a r i e s , e a c h d i s t i n c t and p lay ing a 
u n i q u e ro le in c a p i t a l m a r k e t s at t h e s a m e 
t ime that each o p e r a t e d under a different s e t 
of regulations. This regulatory framework cre-
a t e d condit ions that m a d e a panic more likely 
than if regulation had al lowed uniform a c c e s s 
to all inves tment opportunit ies . 

The authors are economists in the macropolicy and regional sections, 
respectively, of the Atlanta Fed's research department. 

What follows is a c a s e study of an individu-
al f inancia l cr is is , a r e c o r d d e t a i l i n g e v e n t s 
that l ed up to , and t h e m a n e u v e r s that took 
p l a c e during, t h e Panic of 1907. T h e focus is 
on t h e condi t ion of New York City trust com-
p a n i e s , a f i n a n c i a l i n t e r m e d i a r y t h a t had 
grown rapidly in prominence at the turn of the 
century and e x p e r i e n c e d the most s e v e r e de-
p o s i t o r runs dur ing t h e Bank Panic of 1907. 
Their growth can b e attr ibuted largely to freer 
i n v e s t m e n t o p p o r t u n i t i e s that r e s u l t e d from 
b e i n g l e s s s u b j e c t to regulation than s t a t e or 
n a t i o n a l b a n k s . A l t h o u g h t r u s t c o m p a n i e s 
were prof i table , their specia l izat ion in collat-
e r a l i z e d l o a n s , p e r c e i v e d a s r isky l o a n s to 
firms that could not obtain credit through na-
tional or s ta te banks, a d d e d to the severity of 
t h e panic. 

This research has d irec t r e l e v a n c e for the 
regula t ion of i n t e r m e d i a r i e s . Examining the 
role of t h e trust c o m p a n y as a financial inter-
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mediary in t h e Panic of 1907 h e l p s to e x p o s e 
the crucial role that uneven regulation played 
in determining t h e composi t ion of a s s e t port-
folios of banks and trusts. B e c a u s e trusts took 
a d v a n t a g e of i n v e s t m e n t o p p o r t u n i t i e s to 
which b a n k s h a d l i m i t e d a c c e s s , t r u s t s had 
relatively undiversified portfolios. 

Economic Conditions 
before the Panic 

How d o e s a f inanc ia l c r i s i s b e g i n ? What 
p r o m p t s a pan ic? Most answers s u g g e s t that 
f inanc ia l c a l a m i t i e s r e s u l t from an u n u s u a l 
c o m b i n a t i o n o f e c o n o m i c c o n d i t i o n s a n d 
e v e n t s . In t h e c a s e of t h e 1907 Panic t h e col-
lapse of F. Augustus Heinze 's a t t e m p t to cor-
ner t h e m a r k e t for c o p p e r s t o c k a p p a r e n t l y 
t r iggered t h e chain of e v e n t s , but i n f o r m e d 
observers agree that the s a m e d e v e l o p m e n t s 
p r o b a b l y would not h a v e led to a panic in a 
more benign e c o n o m i c e n v i r o n m e n t . 1 Ol iver 
M.W. Sprague , writing for t h e National M o n e -
tary C o m m i s s i o n in 1910, d e s c r i b e s in d e t a i l 
the e c o n o m i c condi t ions and spec ia l circum-
s t a n c e s t h a t r e s u l t e d in t h e P a n i c of 1907 . 
Unusually s e v e r e l iquidity p r o b l e m s in New 
York City e m e r g e as a backdrop in the crisis. 

S e a s o n a l Liquidity F l u c t u a t i o n s . During 
the National Banking Era the New York money 
market f a c e d s e a s o n a l var ia t ions in i n t e r e s t 
rates and l iquidi ty resul t ing from t h e t rans-
p o r t a t i o n o f c r o p s from t h e i n t e r i o r o f t h e 
U n i t e d S t a t e s to N e w York a n d t h e n t o 
Europe. The outflow of capital necessary to fi-
n a n c e c r o p s h i p m e n t s from t h e M i d w e s t to 
the East Coast in S e p t e m b e r or O c t o b e r usu-
al ly l e f t N e w York Ci ty m o n e y m a r k e t s 
s q u e e z e d for cash. As a result , i n t e r e s t rates 
in New York City were p rone to sp ike upward 
in a u t u m n . S e a s o n a l i n c r e a s e s in e c o n o m i c 
activity w e r e not m a t c h e d by an i n c r e a s e in 
the m o n e y supply b e c a u s e exist ing financial 
structures t e n d e d to make the m o n e y supply 
" i n e l a s t i c . " T h e b a s e m o n e y s t o c k — g o l d , 
g r e e n b a c k s , n a t i o n a l b a n k n o t e s , and g o l d 
and s i lver c e r t i f i c a t e s — w a s a l so a f f e c t e d by 
unusual var ia t ions in gold flows through for-
eign e x c h a n g e m a r k e t s . R e c e n t r e s e a r c h by 
F a b i o C a n o v a of fers e v i d e n c e that e x t e r n a l 

d i s r u p t i o n s to t h e m o v e m e n t of g o l d w e r e 
i m p o r t a n t d e t e r m i n a n t s o f b a n k p a n i c s . 2 

Atypical gold flows in 1907 s e e m to have con-
tr ibuted to t h e e x t r e m e s e a s o n a l t ightness in 
New York City's m o n e y markets in the fall. 

T h e a b s e n c e of f i n a n c e b i l l s during 1907 
substant ia l ly a l t e r e d gold flows, contr ibut ing 
t o t h e c o n d i t i o n s t h a t f r a m e d t h e c r i s i s . 
F i n a n c e b i l l s w e r e c o n t r a c t s to e x t e n d cred-
i t — e s s e n t i a l l y b o n d s i s s u e d to borrow over-
s e a s in h o p e o f p r o f i t f r o m a n t i c i p a t e d 
e x c h a n g e - r a t e f l u c t u a t i o n s . T h e do l la r ' s ex -
c h a n g e rate varied o v e r t h e year, s t rengthen-
ing during t h e h a r v e s t s e a s o n when fore ign 
d e m a n d for d o l l a r s to p u r c h a s e c r o p s was 
high and w e a k e n i n g thereaf ter . F i n a n c e bi l ls 
w e r e m o s t f r e q u e n t l y drawn in t h e s u m m e r , 
two or t h r e e m o n t h s b e f o r e c rop m o v e m e n t , 
w h e n t h e d o l l a r p r i c e of s t e r l i n g was q u i t e 
high (E.W. K e m m e r e r 1910). Banks and trust 
c o m p a n i e s then sold sterling notes for dollars 
w h e n s t e r l i n g was s t r o n g e r a n d r e p a i d t h e 
n o t e s w h e n t h e d o l l a r v a l u e of s t e r l i n g was 
lower, thus making a profit. I n c r e a s e d u s e of 
f i n a n c e b i l l s s e e m s t o h a v e r e d u c e d t h e 
volatility of exchange rates and t h e volume of 
gold s h i p m e n t s o v e r s e a s , enhanc ing t h e effi-
c iency of t h e internat ional e x c h a n g e market , 
a c c o r d i n g to C.A.E. G o o d h a r t a n d M a r g a r e t 
Myers. Finance bills also provided a crude fu-
tures or forward market in foreign exchange. 

Internat ional Gold Flows. Unlike t h e for-
eign exchange market, d o m e s t i c t rade offered 
no such contractual provision to smooth capi-
tal flows. T h e New York m o n e y market trans-
f e r r e d f u n d s to t h e i n t e r i o r o f t h e U n i t e d 
S t a t e s to f i n a n c e t r a n s p o r t o f a g r i c u l t u r a l 
g o o d s t o N e w York Ci ty p o r t s . W i t h o u t a 
mechanism to arbitrage regional interest rates 
or i n c r e a s e l i q u i d i t y , i n t e r e s t r a t e s in New 
York City g e n e r a l l y c l i m b e d during t h e fall. 
This regular p a t t e r n s i g n a l e d t h e i n c r e a s e d 
l iquidity n e e d s of New York City banks . Usu-
ally, h igher in teres t ra tes a t t rac ted suf f i c ient 
funds to o f f se t t h e city's m o n e y shortage . In 
1907, h o w e v e r , a b e r r a t i o n s in i n t e r n a t i o n a l 
g o l d f lows c r e a t e d a d d i t i o n a l c r e d i t c o n -
s t r a i n t s in t h e f inanc ia l m a r k e t t h a t h e i g h t -
e n e d the probabil i ty of a panic. 

In t h e s p r i n g o f 1 9 0 6 t h e U . S . T r e a s u r y 
Department , under Secretary Lesl ie Shaw, de-
v i s e d po l i c ies to s t i m u l a t e gold imports into 
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t h e U n i t e d S t a t e s to c o m b a t what was p e r -
c e i v e d to b e a s h o r t a g e of gold. S u b s i d i z i n g 
gold imports through the use of f inance bil ls , 
t h e policy g e n e r a t e d a significant inflow of $50 
million in a little more than a month, be tween 
April and May 1906. In typical t rade , f inance 
b i l l s i s s u e d during t h e s u m m e r would h a v e 
p r e v e n t e d s u c h s u b s t a n t i a l g o l d o u t f l o w s 
from England. As it was, large-scale exports of 
gold from L o n d o n near ly s p u r r e d a cr is is in 
Great Britain. To d e f e n d its d o m e s t i c f inan-
cial m a r k e t s , t h e Bank of England r a i s e d its 
discount rate in late 1906 and t h r e a t e n e d an-
o t h e r i n c r e a s e if American f inance bil ls were 
n o t p a i d u p o n m a t u r i t y w i t h o u t r e n e w a l 
(Myers). 

Thus f inance bi l ls were s u s p e n d e d during 
1907, substant ia l ly constr ict ing t h e s y s t e m of 
arbi trage that minimized actual s h i p m e n t s of 
gold. In 1907, d e s p i t e re lat ively high U.S. in-
t e r e s t ra tes , t h e Uni ted S t a t e s e x p o r t e d $ 3 0 
million in gold to London during the summer. 
As a result , t h e New York m o n e y market was 
left with an uncharacteristically low volume of 
g o l d u p o n e n t e r i n g t h e fall s e a s o n of c a s h 
t i g h t n e s s . 3 New York f inancial m a r k e t s w e r e 
thus p r e s s e d by e v e n less liquidity than usual 
at p r e c i s e l y t h e t i m e w h e n t h e n e e d for 
m o n e y intensi f ied. Any shock to t h e financial 
markets could, and in 1907 did, spark a major 
crisis. 

The Onset of the Panic 

Such a shock occurred on O c t o b e r 16, 1907, 
when F. Augustus Heinze 's a t t e m p t to corner 
t h e s tock of United C o p p e r C o m p a n y fai led. 
Although Uni ted C o p p e r was only m o d e s t l y 
signif icant , t h e c o l l a p s e of Heinze 's s c h e m e , 
which c a m e a top a slowing economy, a declin-
ing s tock market , and a t ight m o n e y market , 
s p a r k e d o n e of the most s e v e r e bank panics 
of t h e National Banking Era. Invest igat ion of 
Heinze ' s i n t e r e s t s e x p o s e d an intr icate net -
work of interlocking directorates across banks, 
b r o k e r a g e h o u s e s , a n d t r u s t c o m p a n i e s in 
New York City. C o n t e m p o r a r y o b s e r v e r s like 
Sprague b e l i e v e d that t h e c l o s e assoc ia t ions 
b e t w e e n bankers and brokers he ightened d e -
positors ' anxiety. 

As H e i n z e ' s e x t e n s i v e i n v o l v e m e n t in 
banking b e c a m e a p p a r e n t , a long with that of 
a n o t h e r s p e c u l a t o r a s s o c i a t e d with t h e cop-
p e r scam, C.F. Morse , d e p o s i t o r s ' fears of in-
so lvency p r e c i p i t a t e d a s e r i e s of runs on the 
banks where the two men held prominent po-
sit ions. After the failure of his a t t e m p t to cor-
ner United C o p p e r s tock , He inze was forced 
to res ign from t h e p r e s i d e n c y of Mercant i l e 
National, and worried depos i tors began a run 
on t h e bank . T h e New York Clear inghouse , a 
consor t ium of b a n k s in New York City, exam-
ined t h e bank's asse t s , a n n o u n c e d that it was 
s o l v e n t , a n d s t a t e d t h a t t h e c l e a r i n g h o u s e 
would s u p p o r t M e r c a n t i l e on t h e c o n d i t i o n 
that Heinze and his board of directors resign. 

During t h e r e o r g a n i z a t i o n of M e r c a n t i l e 
Nat ional Bank, t h e New York C l e a r i n g h o u s e 
b e g a n e x a m i n i n g o t h e r b a n k s t h a t h a d in-
t e r e s t s r e l a t e d to Heinze and that had b e e n 
raising suspicion for s o m e time. The restructur-
ing of Mercanti le revea led that Morse was one 
of that bank ' s d i rec tors . S p r a g u e (1910 , 248) ( 

d e s c r i b e s Morse as having "an e x t r e m e char-
acter, e v e n when j u d g e d by American specu-
lative standards." 

M o r s e was a d i r e c t o r of s e v e n New York 
City banks, t h r e e of which he control led com-
p l e t e l y . He was a l s o h e l d in low e s t e e m by 
m o s t o t h e r b a n k e r s . His c o n n e c t i o n with 
Mercanti le 's difficulties worried d e p o s i t o r s at 
his o t h e r banks , and two c a l l e d for a id from 
t h e c lear inghouse on O c t o b e r 19 in r e s p o n s e 
to large withdrawals of depos i t s . T h e clearing-
h o u s e g r a n t e d a s s i s t a n c e on t h e c o n d i t i o n 
that Morse retire c o m p l e t e l y from banking in 
New York. During t h e w e e k e n d , b o t h Morse , 
and E.R. Thomas , another of Heinze's cohorts, 
w e r e r e l i e v e d of the i r remain ing banking in-
t e r e s t s . T h e c l e a r i n g h o u s e p r o m i s e d to sup-
port t h o s e banks as well. 

T h e a s s e t s of H e i n z e ' s b a n k s t o t a l e d $71 
million, compared to over $2 billion in all New 
York City b a n k s a n d t r u s t s ( S p r a g u e 1910, 
249) . Although this was a s ignif icant amount , 
d e p o s i t o r s a p p a r e n t l y c o n s i d e r e d t h e clear-
i n g h o u s e ' s p r o m i s e of a $ 1 0 mil l ion fund to 
aid former Heinze banks sufficient b e c a u s e no 
n o t a b l e run o c c u r r e d on t h e b a n k s . On 
Monday, O c t o b e r 21, Mercant i le National re-
s u m e d b u s i n e s s with new m a n a g e m e n t , and 
t h e run c e a s e d . S i m i l a r ac t ion was t a k e n at 
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Heinze's C o p p e r Corner Attempt 

F. Augustus Heinze , a key p l a y e r in t h e ini-
tial s t a g e of t h e panic , r o s e rapidly to notor ie ty 
in t h e financial world af ter h e won a highly p u b -
l i c i z e d l e g a l b a t t l e a g a i n s t A m a l g a m a t e d 
C o p p e r in B u t t e , M o n t a n a . A m a l g a m a t e d h a d 
b e e n o r g a n i z e d a few y e a r s e a r l i e r b y s e v e r a l 
S t a n d a r d Oi l C o m p a n y e x e c u t i v e s a n d f i -
n a n c i e r s , i n c l u d i n g J a m e s S t i l l m a n o f Nat iona l 
C i t y B a n k o f N e w Y o r k . T h e p u r c h a s e r s o f 
A m a l g a m a t e d r e p o r t e d l y e a r n e d a profit o f $ 3 6 
mi l l ion on an i n v e s t m e n t of $ 3 9 mi l l ion , which 
had g o n e primarily toward t h e acquis i t ion of t h e 
A n a c o n d a m i n e s in M o n t a n a (New York Times, 
O c t o b e r 17, 1907). 

He inze , who o w n e d a c o p p e r m i n e n e a r t h e 
A m a l g a m a t e d Mines , c l a i m e d that v e i n s of c o p -
p e r from his m i n e e x t e n d e d u n d e r land o w n e d 
b y A m a l g a m a t e d a n d t h a t a c c o r d i n g t o t h e 
" a p e x law" h e h a d a r ight t o m i n e it ( C a r o s s o 
1970, 112). T h e m a t t e r was p u r s u e d in an e x t e n -
s ive legal confrontat ion that was e v e n t u a l l y s e t -
t l e d out of court in February 1906, when H e i n z e 
s o l d his c o p p e r i n t e r e s t t o A m a l g a m a t e d for a 
r e p o r t e d $ 2 5 m i l l i o n , h a l f in c a s h a n d hal f in 
A m a l g a m a t e d secur i t ies . 

H e i n z e t o o k h i s g a i n s t o N e w Y o r k C i t y , 
w h e r e h e b e c a m e i n v o l v e d in b a n k i n g (Al len 
1935). In January 1907 n e w s p a p e r art ic les had al-
r e a d y a s s o c i a t e d H e i n z e with E.R. T h o m a s a n d 
C.F. M o r s e , b o t h New York b a n k e r s a n d o w n e r s 
of t h e M e c h a n i c s a n d T r a d e r s S t a t e B a n k a n d 
C o n s o l i d a t e d Bank . H e i n z e was p l a c e d on t h e 
b o a r d of d i r e c t o r s of e i g h t b a n k s a n d two trust 
c o m p a n i e s . 1 E l e c t e d p r e s i d e n t o f M e r c a n t i l e 
National Bank in February 1907, h e i m m e d i a t e l y 
r e p l a c e d t h e d i r e c t o r s h i p with his a s s o c i a t e s . 
T h e H e i n z e g r o u p g a i n e d c o n t r o l o f s e v e r a l 
o t h e r b a n k s q u i t e quickly through "chain b a n k -
ing," an organizat ional s trategy similar to today's 
b a n k h o l d i n g c o m p a n y . T h e g r o u p w o u l d b u y 
s tock in a b a n k and u s e it as col lateral to borrow 
money , which was t h e n u s e d to buy s tock in an-
o t h e r b a n k or trust. 

H e i n z e ' s a t t e m p t t o c o r n e r t h e s t o c k o f 
U n i t e d C o p p e r , a c o m p a n y o f w h i c h h e w a s 
p r e s i d e n t , e v e n t u a l l y t r i g g e r e d t h e P a n i c o f 
1907. T h e c o r n e r a t t e m p t , which p r o b a b l y e x -
p l a i n s t h e s t e a d y a n d r e l a t i v e l y high p r i c e o f 
U n i t e d C o p p e r s t o c k d e s p i t e a w e a k c o p p e r 
market during 1907, was not an unusual strategy. 
However , un l ike o t h e r m a r k e t c o r n e r s c h e m e s , 
t h i s o n e s e e m e d t o b e p u b l i c k n o w l e d g e , a s 
s u g g e s t e d by s e v e r a l n e w s p a p e r a r t i c l es refer-
r i n g t o t h e i n t e n t o f t h e H e i n z e g r o u p ( s e e 
b e l o w ) . His r e p u t a t i o n as a s p e c u l a t o r was fur-
t h e r re inforced when t h e r e s p e c t e d i n v e s t m e n t 

banking h o u s e J.S. B a c h e withdrew from its busi -
n e s s r e l a t i o n s with H e i n z e in F e b r u a r y 1 9 0 7 
(New York Times, February 15, 1907). 

T h e a l l e g e d c o r n e r of U n i t e d C o p p e r s t o c k 
c o l l a p s e d in O c t o b e r 1907. It was f o i l e d in part 
by a c t i o n s taken by an A m a l g a m a t e d subsidiary, 
U n i t e d M e t a l s S e l l i n g C o m p a n y , which a p p a r -
ent ly had b e e n manipulat ing t h e market for raw 
c o p p e r . S u b s e q u e n t Pu jo C o m m i t t e e invest iga-
t i o n s r e v e a l e d t h a t U n i t e d M e t a l s S e l l i n g 
Corpora t ion s o l d only 5 mill ion p o u n d s of c o p -
p e r from April to August 1907 (U.S. Congress , 734; 
s e e a l s o 7 1 7 - 4 0 ) . T h e n o r m a l a m o u n t r a n g e d 
from 150 mi l l ion to 2 5 0 mi l l ion p o u n d s . W h e n 
C o n g r e s s i o n a l C o u n s e l S a m u e l U n t e r m e y e r 
p r e s s e d a s s i s t a n t m a n a g e r T o b i a s W o l f s o n o f 
t h e United M e t a l s Se l l ing Corporat ion for an ex-
p l a n a t i o n , h e s t a t e d t h a t no b u y e r s c o u l d b e 
f o u n d f o r c o p p e r . U n t e r m e y e r t h e n q u i p p e d , 
"And all of a s u d d e n , in O c t o b e r , t h e y w e r e in-
t e r e s t e d in 9 3 m i l l i o n p o u n d s in a s i n g l e 
m o n t h ? " W o l f s o n r e s p o n d e d , " Y e s . T h e y h a d 
u s e d up all that t h e y had bought . " As a result of 
t h e s e m a r k e t m a n i p u l a t i o n s , t h e p r i c e of raw 
c o p p e r p l u m m e t e d , a n d t h e p r i c e o f c o p p e r 
min ing s t o c k s b r o k e . Having r e a c h e d a high of 
n e a r l y $ 1 2 1 a s h a r e in J a n u a r y 1 9 0 7 , A m a l -
g a m a t e d C o p p e r fell from $ 5 6 1/4 t o $41 3/4 in 
O c t o b e r . Although Uni ted C o p p e r m a i n t a i n e d a 
s t e a d y price throughout t h e first half of October , 
t h e following e v e n t s l e d to t h e tota l c o l l a p s e of 
t h e Heinze in teres ts . 

United C o p p e r first r e a c h e d t h e h e a d l i n e s of 
t h e New York Times on T u e s d a y , O c t o b e r 15. On 
M o n d a y its s tock h a d risen from $ 3 9 to $ 6 0 dur-
ing t h e first 15 m i n u t e s of t rad ing on t h e C u r b 
M a r k e t . 2 Buying was n o t d o n e t h r o u g h H e i n z e 
brokers . C u r b b r o k e r s e m p h a s i z e d that H e i n z e 
b r o k e r s h a d b e e n t a k i n g g r e a t p a i n s to k e e p 
t rack o f all s h a r e s in U n i t e d C o p p e r t h a t h a d 
c o m e out s i n c e t h e high p r i c e s o f January 1907, 
in an a t t e m p t to dist inguish short se l l ing. 3 Short 
p o s i t i o n s in Uni ted C o p p e r w e r e thus known to 
b e d a n g e r o u s . H e i n z e was not i n t e r e s t e d in t h e 
total n u m b e r of s h a r e s o u t s t a n d i n g b e c a u s e h e 
b e l i e v e d many s h a r e s w e r e he ld in t h e western 
Uni ted S t a t e s , w h e r e , in t h o s e days , they cou ld 
take a w e e k or m o r e to reach New York for sa le ; 
rather, H e i n z e was c o n c e r n e d a b o u t how m a n y 
s h a r e s w e r e quickly a c c e s s i b l e to t h e market . 

A p p a r e n t l y th inking t h e t i m e was right for a 
c o r n e r , H e i n z e p u r c h a s e d a l a r g e q u a n t i t y o f 
s h a r e s on M o n d a y through t h e b r o k e r a g e h o u s e 
o f h i s b r o t h e r , O t t o H e i n z e . M a n y s h a r e s o f 
U n i t e d C o p p e r h a d a p p e a r e d o n t h e m a r k e t 
d u r i n g t r a d i n g o n S a t u r d a y , O c t o b e r 12, a n d 
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H e i n z e s u s p e c t e d t h a t b r o k e r a g e h o u s e s w e r e 
l e n d i n g o u t h is s h a r e s o f U n i t e d C o p p e r t o s u p -
p o r t s h o r t s e l l i n g of t h e s tock . H e o r d e r e d G r o s s 
a n d K l e e b e r g , a b r o k e r a g e h o u s e s t a r t e d in 
1904, t o p u r c h a s e 6 , 0 0 0 s h a r e s of t h e s t o c k at a s -
c e n d i n g p r i c e s , s o t h a t h e w a s in e f f e c t b u y i n g 
his own s h a r e s aga in from s h o r t s e l l e r s at a high-
e r p r i c e t o a t t r a c t m o r e s h o r t s a l e s . Of c o u r s e , 
t h e s h o r t s e l l e r s d i d n o t r e a l i z e t h a t H e i n z e al-
r e a d y o w n e d t h e s h a r e s t h a t t h e y h a d b o r r o w e d 
a n d t h a t h e was now b u y i n g from t h e m . T h i s ac -
t ion , H e i n z e h o p e d , would f o r c e s h o r t s e l l e r s t o 
a s e t t l e m e n t in a t e c h n i q u e k n o w n a s a " b e a r 
s q u e e z e . " T h e s q u e e z e w o u l d r e s u l t w h e n 
H e i n z e o w n e d a l a r g e p e r c e n t a g e o f U n i t e d 
C o p p e r s t o c k , in which t h e m a j o r i t y o f a c t i v e l y 
t r a d e d s h a r e s w e r e his o w n — s h a r e s t h a t h e h a d 
p u r c h a s e d f r o m b r o k e r s w h o a l l o w e d l a r g e 
s h o r t - s a l e p o s i t i o n s . T h e n , e v e n t h o u g h h e h a d 
b o u g h t s h a r e s a t i n c r e a s i n g p r i c e s , b y d e m a n d -
i n g d e l i v e r y o f h i s s h a r e s H e i n z e i n t e n d e d t o 
f o r c e s h o r t s e l l e r s t o c o m e up with s h a r e s t h a t 
t h e y d i d n o t p o s s e s s , a n d c o u l d n o t p o s s e s s , 
u n l e s s t h e y b o u g h t t h e m from H e i n z e . T h u s t h e 
s e t t l e m e n t b e t w e e n H e i n z e a n d t h e s h o r t s e l l e r 
c o u l d b e at a l m o s t a n y p r i c e a n d w o u l d c l e a r l y 
p r o v i d e H e i n z e w i t h a p r o f i t a s l o n g a s t h e r e 
was no o t h e r s o u r c e for U n i t e d C o p p e r s h a r e s . 

T o p u n i s h t h e e x c h a n g e h o u s e s t h a t h a d 
g o n e s h o r t in U n i t e d C o p p e r s t o c k , H e i n z e p u t 
o u t a n o r d e r c a l l i n g in a l l h i s U n i t e d C o p p e r 
s h a r e s . H o w e v e r , H e i n z e ' s a c t i o n s w e r e i l l -
a d v i s e d b e c a u s e h i s s u s p i c i o n s o f s h o r t s a l e s 
t u r n e d o u t t o b e u n f o u n d e d . G r o s s a n d 
K l e e b e r g f o u n d m a n y s h a r e s n o t o w n e d b y 
H e i n z e for s a l e a t high p r i c e s . M o r e s h a r e s a p -
p e a r e d o n T u e s d a y a f t e r n e w s o f t h e high s t o c k 
p r i c e s p r e a d , s o t h e a n t i c i p a t e d t i m e lag b e -
t w e e n t h e i n c r e a s e in s t o c k p r i c e a n d t h e a d d i -
t ional n u m b e r o f s h a r e s for s a l e was insuf f i c ient 
t o s u p p o r t a corner . 

H e i n z e ' s c o r n e r was fur ther t h w a r t e d b y what 
a p p e a r e d t o b e t h e m a n e u v e r s o f an u n k n o w n 
g r o u p o f i n d i v i d u a l s d e t e r m i n e d t o h i n d e r h i s 
s c h e m e b y c o n t r o l l i n g a l a r g e b l o c k o f U n i t e d 
C o p p e r s t o c k . N e w s p a p e r s o u r c e s r e p o r t e d t h a t 
o n T u e s d a y t h e t r a n s f e r a g e n c y o f U n i t e d 
C o p p e r , T. B u c k i n g h a m , r e f u s e d to t r a n s f e r own-

' Banks w e r e M e r c a n t i l e N a t i o n a l , C o n s o l i d a t e d 
Na t i ona l , Mechan ics and Traders , Un ion , Bank of 
D i s c o u n t , R i v e r s i d e , N o r t h e r n N a t i o n a l , a n d 
Merchants Exchange Nat ional ; t rusts were Hudson 
and Empire (New York Times, lanuary 21, 1907). 

2 The Curb Market in those days actual ly took place 
outdoors on the curb of the street. It later moved in-
doors and is now the American Stock Exchange. 

e r s h i p o f 1 7 , 8 3 0 s h a r e s o f c o m m o n s t o c k 
(Commercial and Financial Chronicle, J a n u a r y 4 , 
1 9 0 8 ) . T h e a g e n c y c l a i m e d t h a t t h e b l o c k w a s 
h e l d in a j o i n t a c c o u n t a n d c o u l d n o t b e t r a n s -
f e r r e d u n l e s s b o t h p a r t i e s a g r e e d . A n e w s p a p e r 
a r t i c l e r e p o r t e d t h a t H e i n z e b e l i e v e d a " m a r k e t 
p o o l " of U n i t e d C o p p e r s t o c k was b e i n g l e n t o u t 
t o s h o r t s e l l e r s in v io la t ion o f t h e a g r e e m e n t , al-
t h o u g h H e i n z e d i d n o t i d e n t i f y w h o w a s in t h e 
p o o l (New York Times, O c t o b e r 17, 1907) . Had t h e 
p o o l b e e n unwill ing t o c o o p e r a t e , B u c k i n g h a m ' s 
re fusa l o f t h e t r a n s f e r o r d e r might h a v e p r e v e n t -
e d t h e m a r k e t p o o l from u p s e t t i n g t h e a t t e m p t -
e d c o r n e r . A n n o u n c e m e n t o f t h e r e f u s a l 
s t r e n g t h e n e d U n i t e d C o p p e r s t o c k on T u e s d a y , 
t h o u g h it still c l o s e d down 16 from t h e p r e v i o u s 
day. W h e n l e g a l a c t i o n w a s t h r e a t e n e d a g a i n s t 
t h e re fusa l o f t rans fer , t h e o r d e r w a s r e s c i n d e d 
a n d t h e t r a n s f e r w e n t through. 

O n W e d n e s d a y H e i n z e ' s c o r n e r a t t e m p t suf-
f e r e d t h e f inal b l o w . G r o s s a n d K l e e b e r g w e r e 
f o r c e d to se l l U n i t e d C o p p e r s t o c k t o p a y for t h e 
s h a r e s p u r c h a s e d e a r l i e r o n m a r g i n . U n i t e d 
C o p p e r fell from $ 3 6 t o $ 1 0 a s h a r e , a n d t h e firm 
h a d t o s u s p e n d o p e r a t i o n s . T h e s a m e day, t h e 
b r o k e r a g e h o u s e O t t o H e i n z e a n d C o m p a n y 
c l o s e d . It was sa id at t h e s t o c k m a r k e t that H e i n z e 
a n d his b r o k e r s w e r e " taken to t h e wall." T h e b r o -
kers h a d b o u g h t large a m o u n t s of U n i t e d C o p p e r 
s t o c k o n margin at i n c r e a s i n g p r i c e s r e s u l t i n g al-
m o s t e n t i r e l y f rom t h e i r own p u r c h a s e s . W h e n 
t h e y s t o p p e d b u y i n g , t h e p r i c e fell , t h r e a t e n i n g 
t h e i r f inancia l p o s i t i o n . As H e i n z e i n t e r e s t s w e r e 
f o r c e d t o se l l t h e i r s h a r e s p u r c h a s e d on margin , 
t h e s t o c k p r i c e b r o k e dramat ica l ly . 

T h e n e w s p a p e r a t t r i b u t e d t h e f a i l u r e o f t h e 
c o r n e r t o t h e m a r k e t p o o l o f s t o c k h e l d b y u n -
k n o w n i n d i v i d u a l s w h o s e t r a n s a c t i o n s H e i n z e 
h a d a t t e m p t e d t o b l o c k t h r o u g h t h e t r a n s f e r 
a g e n t . O n e c o m m e n t a t o r s u g g e s t s t h a t A m a l -
g a m a t e d C o p p e r i n t e r e s t s , n a m e l y H.H. R o g e r s , 
S t i l l m a n , a n d o t h e r p o w e r f u l f i n a n c i e r s , w e r e 
"wait ing in t h e wings" t o d e n y H e i n z e an o p p o r -
t u n i t y t o c o r n e r t h e m a r k e t in h is s t o c k ( R o b e r t 
S o b e l ) . Th is a n a l y s i s is f e a s i b l e . If t h e s t o c k w a s 
t r a d e d i n f r e q u e n t l y , H e i n z e w o u l d n o t h a v e 
b e e n a w a r e o f how m u c h s t o c k e x i s t e d to b e un-
l o a d e d during his c o r n e r m a n e u v e r . 

3A short sale is a maneuver in which the seller, expect-
ing prices to fall, offers stock he or she does not yet 
own to be de l i ve red at a fu ture date, tak ing prof i ts 
f rom t h e d i f f e rence b e t w e e n cur rent (high) pr ices 
they would be paid and the future (low) prices they 
would face to acquire the stock. 
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several small banks o p e r a t e d by assoc ia tes of 
t h e H e i n z e s , a n d b y O c t o b e r 21 reorganiza-
tion of the national banks was c o m p l e t e . 

The Run on Trusts 

By O c t o b e r 21, nothing r e s e m b l i n g a sys-
t e m i c p a n i c had y e t s t r i c k e n t h e b a n k s , as 
Sprague points out (1910, 250). Depos i tors at 
M e r c a n t i l e B a n k w i t h d r e w f u n d s b u t r e d e -
p o s i t e d t h e m in o t h e r New York City b a n k s . 
The condit ions of the economy, however, were 
uncertain. The apparant lack of liquidity in the 
financial markets, as d iscussed a b o v e , se t the 
s tage for a major financial crisis to erupt from 
c i r c u m s t a n c e s that in o t h e r t i m e s might not 
have sparked concern. 

Many h i s t o r i c a l a c c o u n t s of t h e P a n i c of 
1907 c i te Monday, O c t o b e r 21, as t h e b e g i n -
ning of t h e crisis a m o n g t h e trust c o m p a n i e s . 
On that day t h e National Bank of C o m m e r c e 
a n n o u n c e d that it would s t o p clearing checks 
for t h e K n i c k e r b o c k e r Trus t C o m p a n y , t h e 
third largest trust in New York City. However, 
Vincent Carosso (1987, 535) sugges ts that t h e 
run on Knickerbocker began O c t o b e r 18, when 
Charles Barney, the Knickerbocker pres ident , 
w a s r e p o r t e d t o h a v e b e e n i n v o l v e d in 
Heinze 's c o r n e r maneuver . Drawing from t h e 
pr ivate p a p e r s of ).P. Morgan, C a r o s s o n o t e s 
t h a t t h e N a t i o n a l B a n k o f C o m m e r c e h a d 
b e e n e x t e n d i n g l o a n s to t h e K n i c k e r b o c k e r 
Trust to hold off depos i tor runs. National Bank 
of C o m m e r c e ' s refusal to cont inue acting as a 
c l e a r i n g a g e n t for K n i c k e r b o c k e r was i n t e r -
p r e t e d as a v o t e of no c o n f i d e n c e that ser i -
ously a larmed Knickerbocker deposi tors . 

M o r g a n , a l o n g with j a m e s S t i l l m a n of 
National City Bank and G e o r g e Baker of First 
N a t i o n a l B a n k , h a d o r g a n i z e d an i n f o r m a l 
team to o v e r s e e relief efforts during the panic 
at the national banks (Carosso 1970, 129; 1987, 
538-39). Assisting them were several young fi-
nancial exper ts respons ib le for evaluating the 
a s s e t s of t ro u b l ed inst i tutions and indicating 
which o n e s w e r e worthy of aid. Chief a m o n g 
t h e s e i n v e s t i g a t o r s was B e n j a m i n S t r o n g of 
Banker's Trust Company, who would later b e -
c o m e p r e s i d e n t of t h e Federa l R e s e r v e Bank 
of New York.4 

On M o n d a y e v e n i n g , O c t o b e r 21, Morgan 
had organized a meet ing of trust company ex-
e c u t i v e s to d i s c u s s w a y s to ha l t t h e p a n i c . 
Strong reported to Morgan that he was unable 
to e v a l u a t e K n i c k e r b o c k e r ' s f inancial c o n d i -
t i o n in t h e s h o r t t i m e b e f o r e f u n d s w o u l d 
have to b e commit ted . Unwilling to act on lim-
i ted information, Morgan d e c i d e d not to aid 
the trust; this decis ion k e p t o ther institutions 
f rom o f f e r i n g s u b s t a n t i a l a i d a s w e l l . On 
O c t o b e r 22 Knickerbocker underwent a run for 
t h r e e h o u r s b e f o r e s u s p e n d i n g o p e r a t i o n s 
just after noon, having paid out $8 mill ion in 
cash. 

Ironically, next to the front-page article de-
scribing t h e s u s p e n s i o n of t h e Knickerbocker 
Trust in t h e W e d n e s d a y , O c t o b e r 23, ed i t ion 
of t h e New York Times was a h e a d l i n e d e s c r i b -
ing Trus t C o m p a n y of A m e r i c a , t h e s e c o n d 
largest trust company in New York City, as the 
current "sore point" in the panic. By attracting 
a t t e n t i o n to Trust C o m p a n y , t h e n e w s p a p e r 
article greatly e x a c e r b a t e d the ser ious run on 
it. B a r n e y , w h o was p r e s i d e n t o f K n i c k e r -
bocker, was also a m e m b e r of the board of di-
rectors of Trust Company of America. 

It has b e e n a r g u e d that t h e s t a t e m e n t in 
the New York Times by G e o r g e W. Perkins, o n e 
of Morgan's par tners , c i t ing Trust C o m p a n y ' s 
p r o b l e m s as t h e current " s o r e p o i n t " was an 
a t t e m p t to i so la te t h e panic at an important , 
f u n d a m e n t a l l y s o u n d inst i tut ion that would 
p r e s u m a b l y b e a i d e d through t h e run by t h e 
major f inanciers (Freder ick Lewis Allen 1949, 
248-49 ) . Trust C o m p a n y of America was n e a r 
t h e Morgan and Company offices, making it a 
likely c a n d i d a t e for such a maneuver . During 
the panic, the newspapers d e s c r i b e d frequent 
e x c h a n g e s of b i g l e a t h e r b o x e s b e t w e e n 
Morgan offices and Trust Company offices, sig-
naling t h e e x c h a n g e of m o n e y and secur i t ies . 
However, H.L. S a t t e r l e e , Morgan's son-in-law, 
later e m p h a s i z e d that no b a n k e r would have 
p u r p o s e l y s t a r t e d a run on any b a n k for fear 
that the panic might eventual ly engulf his own 
institution as well (470). 

On Tuesday, O c t o b e r 22, withdrawals from 
Trust Company of America were approximate-
ly $1 .5 mil l ion; on t h e W e d n e s d a y when t h e 
i l l - t i m e d a r t i c l e was p u b l i s h e d d e p o s i t o r s 
c la imed another $13 million of nearly $60 mil-
lion in total d e p o s i t s . Withdrawals from Trust 
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Company of America on Thursday, O c t o b e r 24, 
were a further $8 million to $9 million. During 
t h e span of t h e run, which las ted two w e e k s , 
Trust C o m p a n y of A m e r i c a r e p o r t e d l y p a i d 
out $47.5 million in depos i t s . 5 

Rescue Efforts 

Realizing that t h e failure of Trust Company 
of America and Lincoln Trust, a n o t h e r institu-
t ion w h o s e d i s t r e s s h a d b e e n p u b l i c i z e d , 
would e n d a n g e r the New York m o n e y market, 
a c o m m i t t e e of five trust company p r e s i d e n t s 
f o r m e d to a s s i s t t r u s t s in t r o u b l e . Not al l 
t rus ts w e r e willing to c o o p e r a t e , t h o u g h , so 
the c o m m i t t e e was not a b l e to col lect enough 
m o n e y to p r o v i d e r e l i a b l e r e l i e f for a t rus t 
c o m p a n y f a c i n g a s u d d e n run. T h e y p e t i -
t ioned Morgan for help . 

Morgan, Baker, and Sti l lman knew that aid 
for Trust Company of America was not certain 
a n d s a w t h a t t h e c o l l a p s e of s e v e r a l l a r g e 
trusts would b e disastrous. Strong had arrived 
at Trust Company of America s o m e t i m e af ter 
2:00 A.M. W e d n e s d a y a n d had b e g u n to a p -
pra ise its a s s e t s . That a f ternoon he r e p o r t e d 
to Morgan that Trust C o m p a n y was bas i ca l ly 
sound and d e s e r v e d ass is tance . Morgan chan-
n e l e d a b o u t $3 million to Trust Company just 
b e f o r e c l o s i n g t i m e , which a l l o w e d it to re -
s u m e b u s i n e s s the next day. 

Aid b e g a n to c o m e f r o m s e v e r a l o t h e r 
s o u r c e s . J.D. R o c k e f e l l e r d e p o s i t e d $10 mil-
l ion with t h e Union Trust to h e l p t h e t rus ts 
a n d a n n o u n c e d h i s s u p p o r t for M o r g a n . 
S e c r e t a r y of t h e Treasury G e o r g e Corte lyou 
and the major New York financiers m e t on the 
e v e n i n g of W e d n e s d a y , O c t o b e r 23, and dis-
c u s s e d plans to c o m b a t t h e crisis. Cortelyou 
d e p o s i t e d $25 million of t h e Treasury's funds 
in n a t i o n a l b a n k s t h e f o l l o w i n g m o r n i n g . 
B e t w e e n O c t o b e r 2 1 a n d O c t o b e r 3 1, t h e 
Treasury d e p o s i t e d a total of $37 .6 million in 
New York n a t i o n a l b a n k s and p r o v i d e d $ 3 6 
million in small bills to m e e t runs. By the mid-
dle of November, however, the U.S. Treasury's 
working capi ta l had d w i n d l e d to $5 mi l l ion . 
T h u s T r e a s u r y c o u l d n o t a n d d i d n o t c o n -
t r i b u t e much m o r e aid during t h e rest of t h e 
panic (Timberlake, 173-78). 

Crisis on the Stock Exchange 

Meanwhi le , by Thursday, O c t o b e r 24, call 
m o n e y on t h e New York S t o c k Exchange was 
nearly u n o b t a i n a b l e . Call m o n e y was m o n e y 
lent for t h e purchase of stock equity, with the 
s t o c k serving as co l la tera l for t h e loans . Call 
l o a n s c o u l d b e c a l l e d in a t a n y t i m e . T h e 
opening rate for call money was 6 percent , but 
e x c h a n g e p r e s i d e n t R a n s o n H. T h o m a s no-
t iced a ser ious scarcity of money. At o n e point 
that morning a bid of 60 p e r c e n t went out for 
call money . Yet, e v e n at that e x o r b i t a n t rate, 
n o m o n e y w a s o f f e r e d . T h e l a s t r e c o r d e d 
transaction of t h e day was at the opening rate 
of 6 p e r c e n t (U.S. C o n g r e s s , 355) . F e a r i n g a 
t o t a l c o l l a p s e of t h e s t o c k m a r k e t , T h o m a s 
c a l l e d S t i l l m a n for a i d . S t i l l m a n r e f e r r e d 
Thomas to Morgan, who was in control of most 
of the avai lable funds. While T h o m a s traveled 
to Morgan's office, t h e call m o n e y rate on the 
exchange reached 100 percent . 

In his tes t imony to the Pujo Commit tee , es-
t a b l i s h e d in 1912 by C o n g r e s s to inves t iga te 
t h e p o s s i b l e e x i s t e n c e o f New York City 
m o n e y carte ls and the i r potent ia l conspiracy 
to p r e c i p i t a t e t h e p a n i c , M o r g a n ' s p a r t n e r 
C h a r l e s S t e e l e d e s c r i b e d ef for ts to p r o v i d e 
funds to t h e s t o c k m a r k e t dur ing t h e cr is is . 
Morgan, who repor ted ly d i s c u s s e d t h e situa-
tion at the stock exchange with o ther bankers 
b e f o r e his meet ing with Thomas, told Thomas 
to a n n o u n c e that $25 million would b e avail-
a b l e on the exchange floor. After a short t ime, 
S t e e l e arr ived at t h e e x c h a n g e with a list of 
national banks which, as a group, promised to 
loan $25 million to the exchange, including $4 
million from First National and $8 million from 
National City. T h e market borrowed a total of 
$18.95 million that day (U.S. Congress, 457). 

Indirect use of Treasury funds to forestal l 
c o l l a p s e of t h e market during t h e panic a l so 
c a m e u n d e r scrutiny during t h e Pujo invest i -
gat ion. Legal ly r e s t r i c t e d to nat ional b a n k s , 
Treasury d e p o s i t s were c h a n n e l e d toward the 
banks that most quickly p r e s e n t e d a c c e p t a b l e 
c o l l a t e r a l , w h i c h for t h e m o s t p a r t m e a n t 
T r e a s u r y b o n d s . D i r e c t u s e of T r e a s u r y d e -
pos i t s in t h e s tock market was p r o h i b i t e d . In 
t e s t i f y i n g to t h e Pu jo C o m m i t t e e , h o w e v e r , 
Treasury S e c r e t a r y Corte lyou e x p l a i n e d that 
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t h e use of Treasury funds was not s p e c i f i e d 
before they were credi ted; rather, t h e major fi-
n a n c i e r s d e t e r m i n e d t h e m o s t a p p r o p r i a t e 
a p p l i c a t i o n for t h e m o n e y (U.S . C o n g r e s s , 
439). Thus, in ef fect , nearly all t h e funds con-
t r ibuted to aid t h e panic w e r e c o n t r o l l e d by 
M o r g a n , w h o d e c i d e d h o w m u c h m o n e y 
would b e used and where. 

Trying to d e t e r m i n e w h e t h e r g o v e r n m e n t 
funds w e r e u s e d d i rec t ly to e a s e t h e c r e d i t 
s train on t h e s t o c k m a r k e t , t h e c o u n s e l for 
t h e P u j o C o m m i t t e e , S a m u e l U n t e r m e y e r , 
p r e s s e d Corte lyou for information a b o u t t h e 
s p e c i f i c a m o u n t of g o v e r n m e n t d e p o s i t s re-
c e i v e d by e a c h nat ional b a n k from t h e to ta l 
$25 million a l located. Cortelyou had no recol-
lect ion of t h e t ransac t ions and did not know 
whether the Treasury had records of them. 

E s t i m a t e s of a v a i l a b l e c a s h r e s e r v e s in 
New York nat ional b a n k s i n d i c a t e t h e y w e r e 
high e n o u g h to p r o v i d e f u n d s to t h e s t o c k 
market had government funds b e e n d e n i e d to 
the e x c h a n g e . On August 22, 1907, New York 
nat ional b a n k s h e l d $ 2 1 8 . 8 mil l ion. Cash re-
s e r v e s in t h e "b ig s ix" na t iona l b a n k s w e r e 
$ 1 4 0 . 7 m i l l i o n . 6 On D e c e m b e r 3, 1907 , re -
s e r v e s had fal len to $ 1 7 7 mil l ion for all New 
York national banks and $112.5 million for the 
"big six." During t h e worst per iod in the pan-
ic, reserves were probably lower. However, to 
o f f e r t h e i r own f u n d s to t h e s t o c k m a r k e t , 
banks would have had to drop below the legal 
25 p e r c e n t reserve r e q u i r e m e n t . Thus Unter-
meyer 's concerns were not without a basis de-
s p i t e t h e a p p a r e n t avai labi l i ty of funds from 
banks. T h e congress ional t e s t i m o n y sugges ts 
that Morgan simply a l located the government 
d e p o s i t s in n a t i o n a l b a n k s to t h e s t o c k ex -
change in t h e s a m e amounts that t h e govern-
ment d e p o s i t e d them. 

On O c t o b e r 25 another money pool was re-
quired. About $10 million c a m e from the Mor-
gan group, $2 million from First National, and 
$500,000 from Kuhn, Loeb , and Company. This 
t ime, however, Morgan al lowed the market to 
d e t e r m i n e t h e ca l l m o n e y r a t e , which r e -
mained at nearly 50 p e r c e n t most of the day. 
T h e Morgan funds had res t r ic t ions d e s i g n e d 
to s t i f l e s p e c u l a t i o n . First , no margin s a l e s 
were a l lowed—only cash sa les for investment . 
Also, t h e full a m o u n t of Morgan m o n e y was 
not r e l e a s e d until afternoon. Morgan's partner, 

Perkins , n o t e d that t h e m o n e y c o l l e c t e d for 
the Friday stock exchange pool was a b o u t t h e 
most that could b e co l lec ted that day and yet 
was b a r e l y e n o u g h to k e e p t h e market o p e n 
(Allen 1949, 2 5 5 ) . T h r o u g h o u t t h e s t o c k ex -
change crisis, both Trust Company of America 
and Lincoln Trust were suppor ted by Morgan's 
efforts. 

Actions of the New York 
Clearinghouse Association 

W h i l e f i n a n c i e r s w e r e w o r k i n g o u t t h e 
cr ises with the trusts and the call loan market, 
money and reserves had b e c o m e increasingly 
t ight at b a n k s . On O c t o b e r 26 t h e c l e a r i n g -
h o u s e i s s u e d c l e a r i n g h o u s e loan cer t i f i ca tes 
as an artificial mechanism to increase the sup-
ply of currency avai lable to the public, a tactic 
it had u s e d in e a r l i e r f inancial c r i ses in 1873 
a n d 1 8 9 3 ( s e e R i c h a r d H e n r y T i m b e r l a k e , 
Gary Gorton, or Ellis Tallman). 

Although t h e nat ional banking s y s t e m of-
fered no legal mechanism to increase the sup-
p l y o f c u r r e n c y q u i c k l y , l o a n c e r t i f i c a t e s 
provided an informal (if unlawful) way to free 
up a s i z a b l e a m o u n t of cash. In normal bus i -
n e s s b a n k s u s e d currency as r e s e r v e a s s e t s 
a n d a s t h e m e d i u m t o c l e a r a c c o u n t s with 
each other. Clearinghouse loan certif icates en-
a b l e d b a n k s to m o n e t i z e t h e i r n o n c u r r e n c y 
a s s e t s during a crisis: banks would subs t i tu te 
loan certif icates for currency in their clearings, 
thus releasing t h e currency to pay d e p o s i t o r s 
who d e m a n d e d cash . Loan c e r t i f i c a t e s w e r e 
not recognized as currency by t h e public or by 
deposi tors , and they were s u p p o s e d to b e cir-
cu la t e d only a m o n g b a n k s . However, A. Piatt 
A n d r e w ( 1 9 0 8 ) n o t e d t h a t d u r i n g t h e 1907 
Panic, a n u m b e r of s u b s t i t u t e s for cash w e r e 
e m p l o y e d in transactions. 

Fol lowing t h e first i s s u e of c l e a r i n g h o u s e 
loan c e r t i f i c a t e s on O c t o b e r 26 d u r i n g t h e 
1907 Panic, loans initially i n c r e a s e d by a b o u t 
$11 million. During the next three w e e k s more 
than $110 million in cert if icates were issued in 
New York City. Nearly $500 million in currency 
subs t i tu tes c irculated throughout t h e country 
as a "principal m e a n s of p a y m e n t , " according 
to Andrew (1910, 515) . Sprague has crit icized 
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the c lear inghouse for delaying t h e use of loan 
c e r t i f i c a t e s u n t i l a f t e r t h e p a n i c w a s w e l l 
u n d e r way. He b e l i e v e d that i ssuing cert i f i -
c a t e s as s o o n as t h e cr is i s s t ruck t h e t r u s t s 
would h a v e c a l m e d t h e m a r k e t by a l lowing 
banks to a c c o m m o d a t e their depos i tors more 
quickly. Aid would have g o n e directly to trou-
b l e d banks and trusts, and t h e c u m b e r s o m e 
d e v i c e o f m o n e y p o o l s c o u l d h a v e b e e n 
avoided. Fewer loans would have b e e n cal led 
in, thus reducing t h e t ens ion at t h e s tock ex-
change (Sprague 1910, 257-58). 

T h e c lear inghouse a l so restr ic ted the con-
v e r t i b i l i t y of d e p o s i t s in to c a s h — a n a c t i o n 
which, l ike issuing loan cer t i f i ca tes , was il le-
gal. T h e restriction, referred to as "suspension 
of p a y m e n t s , " i n c r e a s e d t r a n s a c t i o n c o s t s . 
N e v e r t h e l e s s , b a n k s c o n t i n u e d o t h e r b u s i -
n e s s activities such as accepting d e p o s i t s and 
clearing checks . T h e s u s p e n s i o n of p a y m e n t s 
spread across t h e country through the system 
of c o r r e s p o n d e n t banks. Though convertibility 
w a s w i d e l y r e s t o r e d b y t h e b e g i n n i n g o f 
January, in a few i n s t a n c e s loan c e r t i f i c a t e s 
and o t h e r s u b s t i t u t e s for cash c i r c u l a t e d as 
late as March 1908. 

Distress Spreads 

New York City g o v e r n m e n t was a l so near-
ing a financial crisis of its own. It n e e d e d $30 
million in new funds but had d e l a y e d a bond 
issue b e c a u s e of t h e situation in the financial 
m a r k e t s . T h e c i ty had a t t e m p t e d to f loat a 
b o n d i ssue in t h e s u m m e r of 1907, but e v e n 
t h e n t h e b o n d s h a d n o t f o u n d a m a r k e t . 
Though no source spec i f ies how the New York 
City C o m p t r o l l e r f i n a n c e d city e x p e n d i t u r e s 
for the inter im, it s e e m s t h e city used short-
term loans to pay its e x p e n s e s until a n o t h e r 
b o n d issue could b e a t t e m p t e d . The Mayor of 
New York, G e o r g e M c C l e l l a n , a p p r o a c h e d 
Morgan on Monday, O c t o b e r 28, with the city's 
f inanc ia l p r o b l e m s . S h o r t - t e r m o b l i g a t i o n s 
w e r e c o m i n g due , and t h e city had no funds 
with which to pay t h e m . Morgan r e c o g n i z e d 
that if the city defaul ted on its loans, the crisis 
could b e c o m e comple te ly unmanageable . 

Morgan, S t i l lman , and B a k e r thus a g r e e d 
on O c t o b e r 29 to underwri te a $ 3 0 mill ion, 6 

p e r c e n t bond issue of New York City. Morgan 
d e v i s e d a p l a n in w h i c h t h e m a j o r b a n k s 
would t a k e pro rata s h a r e s of t h e i s s u e and 
d e p o s i t t h e m with t h e c l e a r i n g h o u s e . T h e 
c lear inghouse would then issue clearinghouse 
loan certif icates in an equal amount and cred-
it them to the city's accounts at First National 
and National City. 

M e a n w h i l e , t h e lack of m o n e y to t h e call 
loan m a r k e t was t h r e a t e n i n g t h e b r o k e r a g e 
house of Moore and Schley. The firm had bor-
rowed $25 million from New York banks, plac-
ing a large block of T e n n e s s e e Coal, Iron, and 
R a i l r o a d C o m p a n y s t o c k as c o l l a t e r a l . T h e 
loans were about to c o m e due . To complicate 
matters , the brokerage was a lready using the 
s a m e stock as collateral on o ther loans it had 
granted to its s e n i o r partner, Grant B. Schley, 
Baker's brother-in-law. 

If Moore and Schley l iquidated the stock to 
pay off its loan, t h e pr ice of t h e s tock would 
have t u m b l e d , causing the call loan market to 
b e c o m e even tighter. In t h e face of an already 
weak s t o c k m a r k e t , such a d i s r u p t i o n could 
h a v e b e e n d i s a s t r o u s , u n d e r m i n i n g conf i -
d e n c e even further. 

Morgan eventual ly so lved t h e p r o b l e m by 
giving his s u p p o r t to a plan d e s i g n e d by his 
a t t o r n e y a n d f r i e n d , L e w i s C a s s L e d y a r d . 
Ledyard p r o p o s e d that U.S. S t e e l buy Moore 
and S c h l e y ' s s h a r e s of T e n n e s s e e Coal , Iron, 
and R a i l r o a d , p a y i n g for t h e m with i ts own 
highly r a t e d 5 p e r c e n t gold b o n d s . C a r o s s o 
(1970) has n o t e d that this m a n e u v e r was im-
portant for several reasons. Moore and Schley 
would b e saved without d e p r e s s i n g the stock 
market , and U.S. S t e e l would b e a b l e to a b -
s o r b a c o m p e t i t o r . T h e i n n o v a t i v e a s p e c t of 
this a r rangement was that it involved no cur-
rency in a market that was already cash-short 
from t h e runs on t h e t r u s t c o m p a n i e s . T h e 
d e a l went through on Monday, N o v e m b e r 4, 
a f ter P r e s i d e n t R o o s e v e l t a g r e e d not to op-
p o s e it on antitrust grounds. 

T h e crisis at the trust c o m p a n i e s cont inued 
during t h e M o o r e and S c h l e y e p i s o d e . Trust 
C o m p a n y of A m e r i c a a n d L i n c o l n Trust re-
q u i r e d f u r t h e r a i d , a n d M o r g a n c o n v i n c e d 
o ther trust pres idents to support a $25 million 
loan for t h e t r o u b l e d inst i tut ions . T h e funds 
w e r e p r o v i d e d on N o v e m b e r 4 af ter s e v e r a l 
nights of negotiation. T h e panic began to e a s e 
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when the trust company pres idents organized 
by Morgan a g r e e d to form a c o n s o r t i u m to 
support trust c o m p a n i e s facing runs. 

T h e New York Clear inghouse had d e t a i l e d 
k n o w l e d g e of t h e q u a l i t y of b a n k a s s e t s in 
New York. A s imi lar , formal o r g a n i z a t i o n of 
t r u s t c o m p a n i e s w o u l d h a v e h a d c u r r e n t 
k n o w l e d g e of t h e a s s e t s and l iabi l i t ies of its 
m e m b e r t rus t s . S u c h an o r g a n i z a t i o n c o u l d 
have m o r e readi ly a s s e s s e d t h e s i tuat ion at 
trust c o m p a n i e s facing runs than t h e ad h o c 
c o n s o r t i u m s and m o n e y p o o l s o r g a n i z e d by 
Morgan. As S p r a g u e has argued and e x p e r i -
e n c e suppor ts , however, t h e legis la t ive solu-
t ion t o a m a j o r c r i s i s is u s u a l l y m o r e 
g o v e r n m e n t regulation rather than i m p r o v e d 
industry self-supervision (1910, 273). 

The Role of the Trusts 

It is n o t s u r p r i s i n g t h a t t rus t c o m p a n i e s 
early on b e c a m e t h e focal point of t h e panic. 
In New York, trust asse t s had grown p h e n o m e -
nally b e t w e e n 1890 and 1910, increas ing 244 
p e r c e n t during t h e 10 y e a r s e n d i n g in 1907, 
from $396.7 million to $1 ,394.0 million. In con-
trast , na t iona l b a n k a s s e t s grew 97 p e r c e n t , 
from $915 .2 mill ion to $1 ,800 .0 mill ion, while 
s t a t e - c h a r t e r e d bank a s s e t s grew 82 p e r c e n t , 
from $ 2 9 7 mill ion to $ 5 4 1 . 0 mill ion (Barnet t , 
234-35) . Thus t h e m a n n e r in which trust com-
p a n i e s used the i r a s s e t s great ly a f f e c t e d t h e 
New York money market. (For a more deta i led 
analysis of t h e role of trusts in the panic, s e e 
Moen and Tallman.) 

Trust c o m p a n i e s were much less regulated 
than na t iona l or s t a t e b a n k s in New York. In 
1906 New York S ta te insti tuted a r e q u i r e m e n t 
that trusts maintain r e s e r v e s at 15 p e r c e n t of 
d e p o s i t s , b u t o n l y 5 p e r c e n t o f d e p o s i t s 
n e e d e d to b e k e p t as currency in t h e vault . 
Before that t i m e trusts s imply k e p t whatever 
r e s e r v e s they felt n e c e s s a r y to conduct busi-
ness . National bank n o t e s w e r e a d e q u a t e as 
cash r e s e r v e s for trusts while nat ional b a n k s 
in central reserve ci t ies like New York were re-
q u i r e d to k e e p a 25 p e r c e n t r e s e r v e in t h e 
form of legal t e n d e r or s p e c i e . 

Trusts w e r e originally ra ther c o n s e r v a t i v e 
institutions, managing es ta tes , holding securi-

t ies , and taking d e p o s i t s , but by 1907 t rusts 
w e r e p e r f o r m i n g m o s t o f t h e f u n c t i o n s o f 
banks e x c e p t issuing bank notes . Many of the 
larger trusts spec ia l ized in underwriting secu-
rity issues . Others wrote mortgages or invest-
e d directly in real e s ta te—act iv i t i e s barred or 
l i m i t e d for n a t i o n a l b a n k s . New York City 
t rusts had a h i g h e r p r o p o r t i o n of c o l l a t e r a l -
i z e d l o a n s than d id New York City n a t i o n a l 
b a n k s . C o n v e n t i o n a l b a n k i n g w i s d o m a s s o -
c i a t e d c o l l a t e r a l i z e d l o a n s with r i s k i e r in-
v e s t m e n t s and r iskier borrowers . T h e trusts , 
t h e r e f o r e , had an a s s e t p o r t f o l i o t h a t m a y 
have b e e n riskier than t h o s e of o ther interme-
diaries. 

Nat ional and pr ivate b a n k s found t h e in-
v e s t m e n t banking functions of trusts so useful 
t h a t many of t h e m g a i n e d d i rec t or ind i rec t 
control of a trust through holding c o m p a n i e s 
or b y p l a c i n g t h e i r a s s o c i a t e s on a t r u s t ' s 
board of directors . In many i n s t a n c e s a bank 
and its a f f i l ia ted trust o p e r a t e d in t h e s a m e 
building. 

Trusts a p p e a r to have provided intermedi-
ary f u n c t i o n s d i f f e r e n t from t h o s e of b a n k s . 
Although t h e v o l u m e of d e p o s i t s s u b j e c t to 
c h e c k at t rus ts was s i m i l a r to that at b a n k s , 
trusts had much less clearing activity than did 
banks, registering clearings only a b o u t 7 per-
c e n t of t h e v o l u m e of t h o s e at b a n k s . Trusts 
were not t h e n like c o m m e r c i a l banks , w h o s e 
a s s e t s a re u s e d as t r a n s a c t i o n s b a l a n c e s by 
individual depos i tors or firms. 

Nat ional b a n k s w e r e par t of a ne twork of 
regional b a n k s that had c o r r e s p o n d e n t rela-
t i o n s h i p s to e x p e d i t e i n t e r r e g i o n a l t r a n s a c -
t ions ( James , 40). Trusts w e r e not part of t h e 
c o r r e s p o n d e n t b a n k i n g s y s t e m , so t h e i r d e -
pos i t s were more local and less direct ly sub-
jec t to the recurring seasonal strains on funds. 

T h e m o s t s e v e r e r u n s in New York City 
were l imited to t h e trust c o m p a n i e s , not t h e 
s t a t e or nat ional b a n k s (Moen and Tal lman) . 
Trusts ' riskier a s s e t port fo l ios in c o n j u n c t i o n 
with their ambiguous re lat ionship to the New 
York C l e a r i n g h o u s e s i g n a l e d to d e p o s i t o r s 
that t h e t rus ts w e r e l ikely to b e c o m e inso l -
vent during an e c o n o m i c and financial down-
t u r n . 7 Runs f o r c e d t r u s t s to l i q u i d a t e t h e i r 
m o s t l i q u i d a s s e t s , cal l l o a n s on t h e s t o c k 
market . L a r g e - s c a l e l iquidat ion of call l o a n s 
d e p r e s s e d the value of stocks. 
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Given t h e p r e d o m i n a n c e of national banks 
in t h e call loan market , e x t e n s i v e l iquidat ion 
of call loans by trusts t h r e a t e n e d the a s s e t s of 
nat ional b a n k s . Although trusts and nat ional 
b a n k s w e r e legally d is t inc t , both i n t e r m e d i -
a r i e s o p e r a t i n g in t h e call m a r k e t w e r e e c o -
nomically integrated. It was b e c a u s e national 
b a n k s and t h e c lear inghouse were aware that 
the runs on the trusts could s p r e a d to t h e en-
t ire f inancial s y s t e m that t h e y a c t e d direct ly 
to s top the runs. 

Conclusion 

S o m e i m p o r t a n t p o l i c y l e s s o n s e m e r g e 
f r o m t h i s c a s e s t u d y o f t h e 1 9 0 7 P a n i c . 
Restriction of the types of inves tments nation-
al b a n k s could m a k e in 1907 did not r e d u c e 
t h e overall r iskiness of t h e financial sys tem's 
asse t s ; rather, t h e uneven regulation of trusts 
and banks concentrated riskier a s s e t s in a few 
i n s t i t u t i o n s , p r i m a r i l y t h e t r u s t s . N e g a t i v e 
s h o c k s to trust a s s e t s , n o t a b l y co l la tera l ized 
loans, ra ised t h e s p e c t e r of their p o s s i b l e in-
s o l v e n c y . If r e g u l a t i o n s a l l o w e d i n t e r m e d i -
a r i e s c o m p a r a b l e a c c e s s t o al l a s s e t s a n d 
i n v e s t m e n t o p p o r t u n i t i e s , t h e p o t e n t i a l for 

a d e q u a t e d ivers i f i ca t ion of por t fo l ios might 
r e d u c e t h e risk that t h e c o l l a p s e of o n e t y p e 
of a s s e t would threaten t h e solvency of an en-
tire class of intermediary. 

Nor is it certain that a c c e s s to the New York 
Clear inghouse could have aver ted insolvency 
among thrifts in 1907, given t h e high c o n c e n -
tration of risk in their portfolios. Although the 
c lear inghouse funct ioned to s o m e extent as a 
central bank, lack of explicit legal authority to 
issue c lear inghouse loan cert i f icates kept the 
c lear inghouse from fully exploit ing t h e s e func-
t ions. It did maintain records on the financial 
hea l th of par t i c ipat ing b a n k s and m a d e this 
i n f o r m a t i o n a v a i l a b l e t o m e m b e r s . T h u s , 
when m e m b e r banks r e q u e s t e d aid, the clear-
i n g h o u s e had t h e i n f o r m a t i o n n e c e s s a r y to 
make a decis ion quickly. Trusts' l imited affilia-
tion with t h e c lear inghouse m a d e information 
a b o u t d i s t r e s s e d trusts harder to o b t a i n and 
probably contr ibuted to t h e destabi l iz ing iso-
lation of the Knickerbocker Trust. 

Even with a c c e s s to a l e n d e r of last resort, 
u n d e r c o n d i t i o n s of u n e v e n regulat ion trust 
c o m p a n i e s would have had t h e incent ives to 
mainta in por t fo l ios with p r o f i t a b l e but risky 
a s s e t s . T h e p o t e n t i a l for a f inancial cr is is to 
drive a c lass of intermediar ies into insolvency 
would remain. 

Notes 

1 K i n d l e b e r g e r re fers t o " c o p p e r s p e c u l a t i o n " tha t in-
v o l v e d m o r e t h a n jus t H e i n z e ' s c o r n e r a t t e m p t as a 
p r i m e con t r i bu to r to the pan ic . Analys is of t h e c o p p e r 
market du r ing 1907 is in te res t ing (see the tes t imony of 
Wo l f son in U.S. Congress) , b u t t h e d i r e c t l i nks to t h e 
panic are less clear. The connect ion is lef t for fur ther re-
search. 

2 F o r a d i s c u s s i o n o f t h e m o n e y s u p p l y p rocess in t h e 
Nat iona l Banking Era, see Goodhar t or, for a more con-
cise descr ip t ion, Tal lman. 

^The aberrat ion of go ld f lows exacerbated the amount of 
go ld sh ipments to the Un i ted States when European im-
por ters pa id for sh ipments of cot ton and cereal f rom the 
Uni ted States dur ing the panic. 

4There he was recognized as a decis ive leader dur ing the 
ear ly years of the cent ra l bank. His u n t i m e l y d e a t h in 
1928, which left the young Federal Reserve System wi th-

ou t focused l e a d e r s h i p , has b e e n a rgued by s o m e as 
b e i n g t h e reason for t h e Fed 's i n e p t h a n d l i n g of t h e 
b a n k p a n i c s e a r l y i n t h e G r e a t D e p r e s s i o n ( see 
Fr iedman and Schwartz). 

5 Carosso (1987), c i t i n g f igures in J.P. Morgan 's p r i v a t e 
records. A run on L inco ln Trust , a s m a l l e r i n s t i t u t i o n , 
began wi th wi thdrawals exceed ing $1 mi l l ion . 

6Sprague (1910, 234). Sprague notes that the six nat ional 
banks (Nat ional City, Nat iona l Bank of Commerce, First 
Na t iona l , Chase Nat iona l , Park Na t iona l , and Hanover 
National) had grown from 30 percent to 60 percent of the 
t o t a l assets in New York na t i ona l banks f rom 1873 to 
1907. 

7 K ind lebe rge r suggests that the trusts were respons ib le 
for excessive credi t expansion re lated to speculat ive ac-
t iv i t ies pr ior to the Panic of 1907. 
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Capital Requirements for 
Interest-Rate and 
Foreign-Exchange Hedges 
Larry D. Wall, John J. Pringle, and J a m e s E. McNulty 

Though U.S. financial regulations have tried to keep pace with depository institutions' use of off-balance-sheet items dur-
ing the last 10 years, current regulatory standards governing banks' use of interest-rate and foreign-exchange instru-
ments focus only on credit risk. This article explains the treatment of the instruments under the current risk-based capital 
guidelines. It also proposes an approach that would enable regulators to monitor risk exposure by basing capital require-
ments on internal risk standards. 

Ov e r t h e p a s t d e c a d e , o f f - b a l a n c e -
s h e e t financial instruments used to 
h e d g e risk assoc ia ted with interest-

ra te and f o r e i g n - e x c h a n g e - r a t e f l u c t u a t i o n s 
h a v e p r o l i f e r a t e d . T h e growth in b o t h t h e 
t y p e s of ins t ruments and their sophis t ica t ion 
can b e traced to the increased volatility of in-
teres t rates and foreign exchange rates during 
t h e late 1970s and early 1980s, and to the rise 
in i n t e r n a t i o n a l f inanc ia l t r a n s a c t i o n s . New 
technolog ies have also b e e n an important cat-
alyst, making it p o s s i b l e to communica te and 
p r o c e s s the information necessary to manage 
contracts and evaluate the instruments. 

D o m e s t i c depos i tory institutions are prime 
p a r t i c i p a n t s in t h e m a r k e t s for i n t e r e s t - r a t e 
a n d f o r e i g n - e x c h a n g e - r a t e c o n t r a c t s . C o m -

Tfie authors are, respectively, a research officer in charge of the fi-
nancial section of the Atlanta Fed's research department; Professor 
of Finance at the University of North Carolina at Chapel Hill and 
visiting professor at the International Institute for Management 
Development in Lausanne, Switzerland; and a faculty member in 
the Department of Finance at Florida Atlantic University. This arti-
cle is based in part on a chapter titled "interest-Rate Swap Credit 
Exposure and Capital Requirements," by the same authors, in 
In terest Rate Swaps, edited by Carl R. Beidleman, to be pub-
lished by Dow-\ones Irwin in August 1990. The authors thank 
Peter Abken for helpful comments. 

mereiai b a n k s and savings and loan a s s o c i a -
t i o n s can u s e t h e s e i n s t r u m e n t s not only to 
control the i r own e x p o s u r e but also, in large 
part, to he lp commercial and institutional cus-
t o m e r s m a n a g e their financial risk. However, 
participation in the in teres t - ra te and foreign-
exchange- ra te market can significantly a l ter a 
depos i tory ' s r iskiness . An institution can use 
such contracts not only to minimize its expo-
sure to risk but a lso to s p e c u l a t e and, he nce , 
increase its risk. Providing t h e s e instruments 
to c u s t o m e r s may a lso s u b j e c t an inst i tut ion 
to greater risk if the products are not properly 
hedged . Moreover, products such as interest-
rate and currency swaps can g e n e r a t e credi t 
risk s i n c e t h e c o u n t e r p a r t y to t h e c o n t r a c t 
could default on its obl igat ions. 

B a n k a n d thr i f t r e g u l a t o r s in t h e U n i t e d 
S t a t e s are aware of t h e potent ia l of t h e s e off-
b a l a n c e - s h e e t ins t ruments to a l ter d e p o s i t o -
ries' risk e x p o s u r e substant ia l ly . Commerc ia l 
b a n k r e g u l a t o r s h a v e formal ly i n c o r p o r a t e d 
t h e c r e d i t risk a s s o c i a t e d with i n t e r e s t - r a t e 
and f o r e i g n - e x c h a n g e i n s t r u m e n t s into t h e i r 
r isk-based capital s tandards. T h e s e standards 
focus s o l e l y on c r e d i t risk, h o w e v e r : b a n k ' s 
capital requi rements do not explicitly consid-
er t h e impact of interest -rate risk and foreign-
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e x c h a n g e risk, a l though r e g u l a t o r s h a v e e x -
p r e s s e d a d e s i r e to i n c l u d e t h e s e c o m p o -
n e n t s as s o o n as a prac t i ca l m e t h o d can b e 
de termined . 

Thrift regula tors , on t h e o t h e r hand, h a v e 
expl i c i t ly i n c o r p o r a t e d i n t e r e s t - r a t e instru-
m e n t s in c a l c u l a t i n g i n t e r e s t - r a t e r isk for 
t h r i f t s ' c a p i t a l r e q u i r e m e n t s . T h e y d o n o t 
c o n s i d e r f o r e i g n - e x c h a n g e i n s t r u m e n t s , 
t h o u g h , p r i m a r i l y b e c a u s e very few thr i f t s 
h a v e s i g n i f i c a n t e x p o s u r e in t h i s a r e a ; n o r 
do t h e y i n c l u d e c r e d i t risk a s s o c i a t e d with 
interes t - ra te instruments. 1 

A review of the capital requirements now in 
place surrounding t h e s e instruments suggests 
the advantages of accounting for their impact 
on an i n s t i t u t i o n ' s r i s k i n e s s through capi ta l 
s t a n d a r d s a n d n o t m e r e l y a s an a s p e c t of 
credit risk. T h e impracticality of using off-site 
monitoring as a m e t h o d of eva luat ion s e e m s 
to b e a m a j o r o b s t a c l e to l inking an inst i tu-
tion's involvement in t h e s e markets with capi-
tal requirements . This article reviews existing 
c a p i t a l r e q u i r e m e n t s for f o r e i g n - e x c h a n g e -
rate a n d i n t e r e s t - r a t e i n s t r u m e n t s and pro-
p o s e s an a p p r o a c h that is l ess c u m b e r s o m e , 
more accurate , and potent ia l ly m o r e c o s t ef -
fective. The discussion begins by summarizing 

k e y f e a t u r e s of t h e m o s t w i d e l y u s e d c o n -
t r a c t s to c o n t r o l i n t e r e s t - r a t e a n d f o r e i g n -
e x c h a n g e - r a t e risk. 

Interest-Rate and Foreign-
Exchange Instruments 

A wide variety of in teres t - ra te and foreign-
e x c h a n g e i n s t r u m e n t s has e m e r g e d to m e e t 
risk m a n a g e m e n t n e e d s . In a d d i t i o n to pro-
viding t h e usual kinds of contrac ts , c o m m e r -
cial b a n k s and o t h e r financial i n t e r m e d i a r i e s 
have b e e n ingenious in customizing t h e s e in-
s t r u m e n t s to m e e t c l i e n t s ' par t icular n e e d s . 
T h e following discussion will out l ine s o m e of 
the key features of common contracts . 2 

All i n t e r e s t - r a t e and f o r e i g n - e x c h a n g e in-
struments are l inked in that the value of t h e s e 
contracts is a function of foreign-currency ex-
c h a n g e r a t e s or i n t e r e s t r a t e s and t h u s out -
s i d e t h e control of t h e p a r t i c i p a n t s . For this 
reason t h e y are s o m e t i m e s ca l led der ivat ive 
assets . Another common feature of all of t h e s e 
i n s t r u m e n t s is t h a t t h e y a r e a z e r o - s u m 
g a m e — t h a t is, t h e a m o u n t of p a y m e n t s re -
c e i v e d by o n e party must e q u a l t h o s e m a d e 
by the other party. 3 
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An important di f ference distinguishing vari-
ous c o n t r a c t s is that s o m e are t r a d e d on ex-
changes whereas others are negot ia ted by t h e 
two par t i c ipants . E x c h a n g e - t r a d e d c o n t r a c t s 
offer the advantage of minimal credit risk b e -
c a u s e the exchange itself is a party to the con-
t rac t . W h e n a firm b u y s , for e x a m p l e , a call 
option on an exchange, its contract is with the 
e x c h a n g e ra ther than t h e s e l l e r , and t h e ex -
c h a n g e a s s u m e s r e s p o n s i b i l i t y for m a k i n g 
payment on the call. Partly b e c a u s e of t h e re-
duct ion in c red i t risk, e x c h a n g e - t r a d e d c o n -
tracts are also more liquid, making it eas ie r to 
e n t e r into or c lose out a posit ion. 

E x c h a n g e - t r a d e d c o n t r a c t s a r e , h o w e v e r , 
less f lexible. T h e s e contracts ' fixed maturities 
may or may not b e appropr ia te for controlling 
a firm's e x p o s u r e . A further d i s a d v a n t a g e of 
exchange- t raded contracts is that they may re-
quire t h e post ing of margin—funds s e t a s i d e 
t o c o v e r p o t e n t i a l l o s s e s . In t h i s way e x -
c h a n g e s are a b l e to e l i m i n a t e t h e credi t risk 
of t h e i r c o n t r a c t s . C o n t r a c t s a r e " m a r k e d to 
m a r k e t " p e r i o d i c a l l y , in m o s t c a s e s at l e a s t 
o n c e every trading day, by transferring funds 
from t h e margin to t h e o t h e r party w h e n e v e r 
a d v e r s e m o v e s occur in t h e m a r k e t pr i ce of 
t h e c o n t r a c t . For m o s t ( b u t not al l ) n o n e x -
change contracts no collateral is p o s t e d , nor is 
t h e r e any transfer of funds b e f o r e t h e s e t t l e -
ment date . 

O p t i o n s , F u t u r e s , a n d F o r w a r d C o n -
t r a c t s . Virtually all i n t e r e s t - r a t e and foreign-
e x c h a n g e - r a t e i n s t r u m e n t s can b e c r e a t e d 
from s o m e c o m b i n a t i o n of put and call o p -
t i o n s . A cal l o p t i o n g i v e s i ts p u r c h a s e r t h e 
r i g h t — b u t not t h e o b l i g a t i o n — t o purchase a 
g i v e n t y p e of a s s e t at a p r e s p e c i f i e d p r i c e 
(the e x e r c i s e price) at a p r e s p e c i f i e d d a t e in 
the future (the expiration date) . 4 For example , 
an i n v e s t o r may own an o p t i o n to p u r c h a s e 
J a p a n e s e yen at the rate of 155 yen per dollar 
on or b e f o r e O c t o b e r 1. If t h e y e n ' s m a r k e t 
price on t h e expiration d a t e is 170 p e r dollar, 
t h e owner will e x e r c i s e t h e o p t i o n s i n c e t h e 
market value of t h e yen is greater than t h e ex-
e r c i s e p r i c e on t h e o p t i o n . If, h o w e v e r , t h e 
dol lar buys 135 yen on O c t o b e r 1, t h e holder 
will not exerc i se the option b e c a u s e yen may 
b e p u r c h a s e d at a lower pr ice in t h e market . 
T h e b u y e r typica l ly p a y s t h e pr i ce of an op-
tion (its premium) up front. A put opt ion , on 

the other hand, gives its owner t h e right to sell 
an a s s e t at a f i x e d p r i c e on a p r e s p e c i f i e d 
d a t e in the future. T h e put option is otherwise 
analogous to t h e call option. Both types of op-
t i o n s a r e t r a d e d on e x c h a n g e s a n d m a y b e 
p u r c h a s e d from cer ta in f inancial i n t e r m e d i -
ar ies as well if e x c h a n g e - t r a d e d o p t i o n s are 
inadequate . 

Another important o f f - b a l a n c e - s h e e t hedg-
ing instrument is the futures contract. Traded 
on an e x c h a n g e , f u t u r e s c o n t r a c t s o b l i g a t e 
o n e party to purchase an a s s e t at a fixed price 
at a p r e s p e c i f i e d d a t e in t h e future. For ex-
ample , a Treasury bill futures contract may re-
q u i r e o n e p a r t y t o p u r c h a s e , on t h e 
prespec i f ied d a t e of N o v e m b e r I, for the pre-
s p e c i f i e d a m o u n t of $ 9 2 0 , a $ 1,000 T r e a s u r y 
bill that m a t u r e s in 360 days . T h e party that 
b u y s t h e T r e a s u r y bill is s a i d to h a v e " g o n e 

"Virtually all interest-rate and foreign-
exchange-rate instruments can be creat-
ed from some combination of put and 
call options." 

long" in Treasury bill futures, while t h e party 
which a g r e e s to sel l is " short . " In c o n t r a s t to 
o p t i o n s , which i n v o l v e no o b l i g a t i o n to t h e 
b u y e r af ter t h e initial p u r c h a s e , futures con-
tracts entail risk for both s ides . 

A f u t u r e s c o n t r a c t can b e c r e a t e d from a 
c o m b i n a t i o n of a call and put o p t i o n . Taking 
t h e l o n g s i d e o f a f u t u r e m a t u r i n g on 
S e p t e m b e r 15 with a current price of $905, for 
e x a m p l e , is identical to buying a call contract 
and se l l ing a put cont rac t in which b o t h o p -
t i o n s m a t u r e on S e p t e m b e r 15 a n d h a v e a 
strike price of $905. 

Closely re lated to t h e futures contract is the 
forward contract . Unlike t h e futures contract , 
however, the forward contract is not t raded on 
an exchange , typically requi res no post ing of 
margin, is not marked to market prior to matu-
rity, and can b e tai lored to any maturity. 
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C a p s , F l o o r s , a n d C o l l a r s . O p t i o n s , fu-
tures , and forward contracts all involve a sin-
g le t r a n s a c t i o n at s o m e p o i n t in t h e future . 
B o n d s and many o t h e r c o n t r a c t s that a firm 
might wish to h e d g e , on t h e o t h e r h a n d , in-
v o l v e m u l t i p l e p a y m e n t s in t h e f u t u r e . 
Severa l i n s t r u m e n t s d e v e l o p e d in t h e 1980s 
are d e s i g n e d to r e d u c e t h e n u m b e r of c o n -
tracts r e q u i r e d to h e d g e mult iple p a y m e n t s . 
One popular contract is an interes t - ra te cap . 5 

In a c a p a g r e e m e n t , s h o u l d t h e m a r k e t ra te 
e x c e e d t h e c a p rate , t h e writer (se l ler ) p a y s 
the purchaser an amount equal to t h e market 
rate minus the cap rate; in return, the borrow-
er pays a o n e - t i m e f e e in advance . T h e effect 
of t h e c a p t h e n is to s e t a maximum c o s t on 
the firm's outstanding d e b t . 

S u p p o s e , for i n s t a n c e , a firm i s s u e s d e b t 
with an in teres t rate of LIBOR (London Inter-

"Several instruments developed in the 
1980s are designed to reduce the num-
ber of contracts required to hedge multi-
ple payments. One popular contract is 
an interest-rate cap." 

bank Offer Rate) and buys a LIBOR c a p of 10 
percent with the notional principal of t h e cap 
equal to t h e principal on t h e loan. 6 As long as 
the LIBOR rate remains be low 10 percent , t h e 
bus iness will pay that rate on its d e b t and re-
ce ive nothing from its cap. Should the LIBOR 
ra te e x c e e d 10 p e r c e n t , t h e firm would re-
ce ive a payment from the cap dealer . If LIBOR 
is at 11 p e r c e n t , for e x a m p l e , t h e firm m u s t 
pay i n t e r e s t e q u a l to 11 p e r c e n t of t h e loan 
principal to its d e b t h o l d e r s but will rece ive a 
p a y m e n t e q u a l to 1 p e r c e n t of t h e not iona l 
pr inc ipal . B e c a u s e t h e n e t v a l u e of t h e two 
payments is 10 percent , the bus iness ' s net in-
t e r e s t p a y m e n t s a r e c a p p e d at 10 p e r c e n t . 
I n t e r e s t ra te c a p s are " o v e r - t h e - c o u n t e r in-
struments" ; that is, they are not t raded on an 
e x c h a n g e but may b e p u r c h a s e d from s o m e 
large commercial and investment banks. 

Caps r e s e m b l e opt ions in two respec ts : the 
b u y e r of t h e c a p must make an up-front pay-
ment , and after the contract is s igned only the 
c a p wri ter is at risk. M a j o r d i f f e r e n c e s e x i s t 
b e t w e e n t h e t w o c o n t r a c t s , n o n e t h e l e s s . 
W h e r e a s an opt ion typical ly en ta i l s purchas-
ing an a s s e t at a f ixed pr i ce , a c a p i n v o l v e s 
paying only an i n t e r e s t d i f ferent ia l . A n o t h e r 
dis t inct ion is that t h e p a y m e n t s u n d e r a c a p 
are l i n k e d ; if t h e s e l l e r of a c a p d e f a u l t s on 
o n e p a y m e n t , then t h e res t of t h e p a y m e n t s 
u n d e r t h e c a p a r e t e r m i n a t e d , t h o u g h t h e 
b u y e r can still s u e for t h e n e t p r e s e n t va lue 
(including the future interest earnings) of t h e 
future payments . 

A f loor is an o p t i o n - l i k e i n t e r e s t - r a t e risk 
m a n a g e m e n t tool similar to a cap, e x c e p t that 
a floor se t s a minimum rather than a maximum 
r a t e . T h u s in a f loor a g r e e m e n t , s h o u l d t h e 
m a r k e t rate d r o p b e l o w t h e floor, t h e writer 
(sel ler) p a y s t h e p u r c h a s e r an a m o u n t e q u a l 
to t h e floor rate minus t h e market rate. Floor 
a g r e e m e n t s can b e particularly useful to t h o s e 
i n v e s t i n g in f l o a t i n g - r a t e d e b t i n s t r u m e n t s 
who n o n e t h e l e s s have f ixed-rate obl igat ions . 
Consider , for e x a m p l e , an insurance company 
that wants to fund t h e pur cha se of a floating-
rate a s s e t with rece ipts from the sa le of fixed-
rate annuit ies . If t h e in teres t rate on its a s s e t 
drops be low t h e rate on its annuit ies , t h e in-
surance firm will incur a loss. A floor arrange-
ment , however, would assure the firm that the 
c o m b i n e d r e t u r n f rom t h e d e b t a n d t h e 
a g r e e m e n t will e x c e e d its cost of its annuities . 
Floor a g r e e m e n t s , like c a p s , a re t r a d e d o v e r 
the counter rather than on exchanges . 

Col lar a g r e e m e n t s c o m b i n e buying a c a p 
and writing a floor in which the cap rate differs 
from t h e floor rate. A collar is useful to contain 
t h e e f f e c t i v e i n t e r e s t c o s t s of a f loa t ing-ra te 
d e b t i s s u e within a narrow b a n d . S u p p o s e a 
firm issues d e b t with an interest rate of LIBOR 
and enters into a collar, with the floor rate se t 
at 9 percent and the cap rate se t at 11 percent . 
If LIBOR rates drop be low 9 percent , the firm 
will pay a total of 9 p e r c e n t : t h e d e b t h o l d e r s 
will rece ive LIBOR, and the o ther party to t h e 
collar, 9 p e r c e n t minus LIBOR. T h e b u s i n e s s 
will p a y L I B O R , a n d n o p a y m e n t s will b e 
m a d e u n d e r t h e c o l l a r a g r e e m e n t s h o u l d 
L I B O R s t a n d b e t w e e n 9 a n d I 1 p e r c e n t . If 
LIBOR e x c e e d s 11 percent , the firm's net cos t 
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will b e 11 p e r c e n t : t h e d e b t h o l d e r s will re-
c e i v e LIBOR and t h e writer of t h e co l lar will 
pay t h e firm LIBOR minus 1 1 p e r c e n t . F irms 
wishing to cap their interest payments without 
paying an up-front fee to cover the cost of t h e 
c a p may c h o o s e col lars ( b e c a u s e t h e c o s t of 
purchasing a cap can b e offset by the income 
from writing a floor). 7 Collars are an over- the-
counter instrument. 

S w a p s . I n t e r e s t - r a t e s w a p s , in which two 
part ies e x c h a n g e in teres t - ra te p a y m e n t s , are 
a n o t h e r p o p u l a r risk m a n a g e m e n t tool . T h e 
m o s t c o m m o n v e r s i o n of t h e i n t e r e s t - r a t e 
swap requires o n e party to pay a fixed rate of 
interest while receiving a floating interest rate 
from t h e o t h e r party. A f ixed- to- f loat ing-rate 
i n t e r e s t - r a t e swap can e f f e c t i v e l y c o n v e r t a 
f loating-rate obl igat ion to a f ixed-rate obliga-
tion (or v i c e versa ) . An i n t e r e s t - r a t e swap is 
s imi lar to a co l lar in which t h e f loor and c a p 
rates are equal . A swap might a lso b e viewed 
as a l inked s e t of forward contracts . Interest -
rate swaps are usually arranged so that no up-
front payment is required from e i ther party. 

Interest-rate swap a g r e e m e n t s are not trad-
e d on an e x c h a n g e . In o r d e r to r e d u c e t h e 
credit risk assoc ia ted with a swap, the part ies 
do not actually e x c h a n g e the full value of t h e 
interest payments . Instead, the dif ference b e -
tween t h e fixed and floating rates is calculat-
ed, and a single net payment is written by t h e 
party owing the greater amount of interest . 

A n o t h e r t y p e o f s w a p is a c u r r e n c y e x -
c h a n g e in which two p a r t i e s a g r e e to t r a d e 
p a y m e n t s in d i f f e r e n t c u r r e n c i e s at a p r e -
d e t e r m i n e d e x c h a n g e r a t e . F o r e x a m p l e , 
S o u t h e a s t Manufacturing might borrow Swiss 
francs in the Eurobond market and use a cur-
rency swap to c o n v e r t t h e ob l igat ion to dol-
lars. In such an a g r e e m e n t t h e company could 
pay an initial amount in Swiss francs equal to 
t h e principal on the loan, make periodic inter-
e s t p a y m e n t s in U.S. do l lars , and m a k e t h e 
last p a y m e n t of in teres t and principal in U.S. 
dollars. In return, t h e firm would rece ive U.S. 
dollars at the initial d a t e and rece ive interest 
a n d pr inc ipa l in Swiss f rancs . T h e swap not 
only e f fec t ive ly c h a n g e s t h e borrowed Swiss 
f r a n c s t o d o l l a r s b u t a l s o p r o v i d e s a p r e -
a r r a n g e d e x c h a n g e r a t e for c o n v e r t i n g 
S o u t h e a s t ' s dol lars into francs. T h e s e in turn 
will b e u s e d to p a y i n t e r e s t a n d r e p a y t h e 

p r i n c i p a l at t h e e n d of t h e l o a n . C u r r e n c y 
swaps, like interest -rate swaps, are not traded 
on an exchange . 

Regulation of Interest-Rate and 
Foreign-Exchange Instruments 

Exchange- t raded in teres t - ra te and foreign-
e x c h a n g e i n s t r u m e n t s a r e r e g u l a t e d b y t h e 
e x c h a n g e s and , d o m e s t i c a l l y , by t h e United 
S t a t e s C o m m o d i t y Futures Trading Commis-
sion. No U.S. g o v e r n m e n t organization direct-
ly r e g u l a t e s t r a n s a c t i o n s of i n s t r u m e n t s not 
t r a d e d on an e x c h a n g e . Although b o t h c o m -
mercial bank and thrift regulators have es tab-
l i s h e d r e g u l a t i o n s to t e m p e r t h e i m p a c t of 
t h e s e i n s t r u m e n t s on t h e s a f e t y and s o u n d -
n e s s of banks , none of t h e federa l regulators 
of depos i tory inst i tutions have responsibi l i ty 
for t h e markets in t h e s e instruments . 

Thrif ts a n d I n t e r e s t - R a t e Risk M a n a g e -
m e n t . Although thrifts have tradit ional ly had 
mismatched a s s e t and liability maturities that 
call for m e a s u r e s to contain interes t - ra te risk, 
most hedging t e c h n i q u e s w e r e not spec i f i ca l -
ly author ized for thrifts by regulation until the 
early 1980s.8 In 1981, for the first t i m e , thrifts 
w e r e o f f i c i a l l y p e r m i t t e d t o u s e f u t u r e s 
a n d o p t i o n s to c o n t r o l t h e i r i n t e r e s t - r a t e 
risk. Futures , however , p r o v e d a p o o r hedg-
ing i n s t r u m e n t for m a n y t h r i f t s . A l o o k at 
t h r i f t s ' e x p e r i e n c e with f u t u r e s i l l u s t r a t e s 
why regulators b e g a n to e n c o u r a g e swaps as 
an a l t e r n a t i v e way of managing interes t - ra te 
risk. 

Using f inancial fu tures to h e d g e i n t e r e s t -
rate risk requires a thrift to t a k e a short posi -
t i o n in t h e f u t u r e s m a r k e t . B e c a u s e m o s t 
thr i f ts s u f f e r l o s s e s w h e n i n t e r e s t r a t e s in-
c r e a s e (s ince a large share of their a s s e t s are 
at f ixed, l o n g - t e r m r a t e s ) , t h e y n e e d an off-
b a l a n c e - s h e e t h e d g e that r ises in value when 
i n t e r e s t ra tes i n c r e a s e . F u t u r e s a g r e e m e n t s 
provide for t h e purchase or sa le of a d e b t se-
curity, in which the value of t h e underlying se-
curity d e c r e a s e s as rates go up. T h e opt imal 
futures h e d g e for a thrift there fore involves a 
promise to sell the a s s e t at a fixed price in the 
future. This p l a c e s the thrift in a "short" posi-
tion. What h a p p e n e d b e t w e e n 1982 and 1986, 
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of course, was that interest rates fell s u b s t a n -
tially so that the value of the underlying asse t 
i n c r e a s e d . As a r e s u l t , m a n y thr i f ts e x p e r i -
e n c e d huge losses on their futures h e d g e po-
sitions. Even t h e most well cons t ruc ted short 
h e d g e in the financial futures market will pro-
duce losses if interest rates drop b e c a u s e the 
h e d g e position has b e e n e s t a b l i s h e d prec ise-
ly to p r o d u c e gains that will protect the insti-
tution if rates rise. 

A n o t h e r d r a w b a c k of f u t u r e s p o s i t i o n s is 
that , unl ike s w a p s , t h e y m u s t b e m a r k e d to 
market daily. Thrifts, l ike most financial insti-
tut ions, follow account ing prac t i ces w h e r e b y 
a s s e t s g e n e r a l l y a r e c o u n t e d at t h e i r b o o k 
value rather than market value. However, mar-
ket l o s s e s on f u t u r e s p o s i t i o n s h a v e t o b e 
recorded as such immediate ly , although their 
recogni t ion in t h e i n c o m e s t a t e m e n t is nor-
mally deferred over t h e t ime remaining to ma-
tur i ty o f t h e i n s t r u m e n t b e i n g h e d g e d . In 
addit ion, margin calls on futures contracts to 
offset losses to the exchange create an imme-
diate cash outflow for the thrift. 

T h e c o m b i n a t i o n of large d e f e r r e d l o s s e s 
and cash outflows as a result of declining inter-
e s t ra tes c r e a t e d t r e m e n d o u s p s y c h o l o g i c a l 
prob lems for an industry that had just experi -
e n c e d huge s e t b a c k s b e c a u s e of rising interest 
rates during the 1979-82 period. T h e s e l o s s e s 
c o n v i n c e d many b o a r d s of d i rec tors , as well 
as regulators, that futures are not appropr ia te 
hedging tools for thrifts. 9 Nor do many thrifts 
p o s s e s s t h e l eve l of e x p e r t i s e n e c e s s a r y to 
m a n a g e futures pos i t ions . T h e fact that Trea-
sury bi l l f u t u r e s c o n t r a c t s e x t e n d only two 
years forward also m a k e s the futures markets 
impractical for institutions that want to h e d g e 
long-term liability costs . 

T h e interest-rate swap market, and to a les-
ser ex tent the market for caps and collars, b e -
c a m e a natural a l t e rna t ive for thrift f inancial 
m a n a g e r s s e e k i n g to avoid t h e s e p r o b l e m s . 
Thrift regulators ' e n d o r s e m e n t s of such "cash 
market " h e d g i n g as i n t e r e s t - r a t e swaps and 
interes t - ra te caps , in lieu of futures hedging, 
p r o v i d e d t h r i f t s with a n o t h e r s t i m u l u s t o 
switch to swaps as a way of managing interest-
rate risk. Caps, collars, and swaps do not e n -
tail margin calls, and o t h e r p r o b l e m s such as 
bas is risk (arising from changes in the s p r e a d 
b e t w e e n ra tes ) a re m o r e m a n a g e a b l e . Many 

thrift f inancia l m a n a g e r s t h u s b e c a m e m o r e 
comfor tab le with swaps than with other hedg-
ing t e c h n i q u e s . 

R e s e a r c h has c o n f i r m e d t h e s u i t a b i l i t y of 
swaps for hedging mortgage portfolios. Robert 
Crane and P e t e r E l m e r s i m u l a t e d t h e perfor-
mance of a n u m b e r of a s s e t and liability struc-
t u r e s for a f inanc ia l i n s t i t u t i o n u n d e r 1 ,500 
different in teres t - ra te scenar ios . T h e strategy 
that proved b e s t on a risk-return bas is was to 
fund f i x e d - r a t e a s s e t s (in th is c a s e , 15 -year 
m o r t g a g e s ) with d e p o s i t s that had b e e n ex-
t e n d e d in m a t u r i t y t h r o u g h i n t e r e s t - r a t e 
s w a p s . In fact , s w a p s p e r f o r m e d s o wel l in 
t h e s e s imula t ions that t h e y r e d u c e d t h e risk 
of 15-year f ixed-rate mortgages b e l o w that of 
a strategy b a s e d on ad justable - ra te lending. 

Maturity M a t c h i n g Credi t . O n e regulatory 
d e v e l o p m e n t t h a t s t i m u l a t e d t h e growth of 
t h e s w a p m a r k e t was t h e maturi ty m a t c h i n g 
c red i t , o n e of t h e e a r l i e s t formal r i s k - b a s e d 
c a p i t a l r e q u i r e m e n t s , i n s t i t u t e d b y t h e 
Federa l H o m e Loan Bank Board in 1987. T h e 
maturity matching credit r e d u c e d t h e capital 
r e q u i r e m e n t for thrifts if t h e i r a s s e t - l i a b i l i t y 
gap ( t h e a m o u n t by which its l i ab i l i t i e s of a 
given maturity e x c e e d asse t s of the s a m e ma-
turity) ranged b e t w e e n 15 and 25 p e r c e n t of 
to ta l a s s e t s . I n s t i t u t i o n s w h o s e c u m u l a t i v e 
o n e - and three -year gaps were both below 15 
p e r c e n t would qualify for a c red i t e q u a l to 2 
percent of asse ts , while t h o s e with gaps in the 
15 to 25 percent range would rece ive credit on 
a s l i d i n g s c a l e . T h u s a thri f t with g a p s l e s s 
than 15 percent , which would otherwise have 
b e e n required to hold capital equal to 5 per-
c e n t of asse t s , could lower its r e q u i r e m e n t to 
3 p e r c e n t . T h e maturity matching credi t pro-
vided undercapital ized thrifts with a strong in-
c e n t i v e to h e d g e , thus giving a further b o o s t 
to participation in the swap market. 

T a b l e 1 shows how a swap would qualify a 
thrift to rece ive maturity matching credit. This 
h y p o t h e t i c a l i n s t i t u t i o n has t o t a l a s s e t s of 
$ 1 0 0 mil l ion, $ 7 0 mil l ion of which has a ma-
turity more than three years. T h e thrift has $10 
mill ion in a s s e t s of o n e y e a r or l e s s and $ 4 0 
million in l iabi l i t ies of o n e year or less . Thus 
its o n e - y e a r a s s e t - l i a b i l i t y g a p is a n e g a t i v e 
$ 3 0 m i l l i o n — 3 0 p e r c e n t of its a s s e t s . Its cu-
mulative three-year gap is a negat ive $40 mil-
lion, or 40 percent of asse ts . B e c a u s e both its 
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Table 1. 
Gap Analysis 

First Federal Savings and Loan Association 

Maturity or Time to Repricing: 

Under One to Over 
One Year Three Years Three Years Total 

Before Hedging: 

Assets 10 20 70 100 

Liabilities and Net Worth 40 30 30 100 

GAP (A - L) -30 -10 40 

Cumulative GAP -30 -40 0 

After Hedging: 

Assets 10 20 70 100 

Liabilities and Net Worth 40 30 30 100 

Adjustment of 
Liabilities for Hedging* -25 0 25 0 

Liabilities after Hedging 15 30 55 100 

GAP (A - L) -5 -10 15 

Cumulat ive GAP -5 -15 0 

*The hedge is a $25 million interest-rate swap that converts variable-rate liabilities into fixed-rate liabilities. 

o n e - and t h r e e - y e a r g a p s e x c e e d 25 p e r c e n t 
of its asse ts , t h e institution would not qualify 
for t h e m a t u r i t y m a t c h i n g c r e d i t a n d t h u s 
would b e required to hold capital at 5 percent 
of asse ts . 

By enter ing into a $25 million in teres t - ra te 
swap as t h e f i x e d - r a t e payer , t h e inst i tut ion 
would b e a b l e t o r e d u c e b o t h its o n e - y e a r 
and t h r e e - y e a r gaps be low 15 p e r c e n t so that 
it would qual i fy for t h e full 2 p e r c e n t c redi t . 
This a d j u s t m e n t occurs b e c a u s e the swap ex-
t e n d s the maturity of the short-term liabil it ies 
( m o s t l ike ly d e p o s i t s or r e p u r c h a s e a g r e e -
ments ) b e y o n d t h r e e years. T h e line "ad jus t -
m e n t of l i a b i l i t i e s for h e d g i n g " in T a b l e 1 
shows that short-term liabil it ies have b e e n re-
d u c e d by $25 million while long-term liabili-
t i e s h a v e i n c r e a s e d b y t h e s a m e a m o u n t , 
lowering the one-year gap to a negative 5 per-
c e n t and t h e t h r e e - y e a r gap to a negat ive 15 
percent of asse ts . 

A survey of southeastern thrifts in mid-1989 
by Craig Ruff s h o w e d that t h o s e m o s t l ikely 
to e n g a g e in hedging were t h e o n e s with net 
worth rat ios b e t w e e n 3 and 6 p e r c e n t of as-
s e t s — p r e c i s e l y t h e t y p e of thrift that would 
benef i t from the maturity matching credit. 

A d d i t i o n a l R e g u l a t o r y I n i t i a t i v e s . Two 
1989 regulatory initiatives by the Federal Home 
Loan B a n k B o a r d will p r o b a b l y f u r t h e r e n -
courage thrifts to use swaps. Thrift Bulletin 13, 
which set out specific responsibi l i t ies for man-
a g e m e n t and boards of directors in controlling 
i n t e r e s t - r a t e r i sk , r e q u i r e s e a c h i n s u r e d 
thrift's board of directors to s e t speci f ic limits 
on t h e institution's exposure to changes in in-
t e r e s t r a t e s . T h e s e l imits a p p l y to b o t h t h e 
p e r c e n t a g e change in net interest income and 
t h e p e r c e n t a g e change in the market value of 
the net worth of the institution. Thrift Bulletin 
13 also requires that each institution with over 
$ 5 0 0 mi l l ion in a s s e t s per form a s i m u l a t i o n 
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analysis to e s t i m a t e its e x p o s u r e to c h a n g e s 
in interest rates. 

T h e r a t i o n a l e for th i s r e g u l a t i o n was t h a t 
boards of directors should act as t h e first l ine 
of d e f e n s e against excess ive interest-rate risk. 
Although it has d e c l i n e d s ince 1984 when the 
Federal Home Loan Bank Board first began to 
m e a s u r e it, m o s t thr i f ts c o n t i n u e to h a v e a 
l a r g e a m o u n t o f i n t e r e s t - r a t e e x p o s u r e . 
Regula tors e x p e c t d i r e c t o r s who s e e numer-
ical e s t i m a t e s i n d i c a t i n g high i n t e r e s t - r a t e 
exposure at their institution to force manage-
m e n t to res tructure t h e b a l a n c e s h e e t or e n -
gage in o f f -ba lance-sheet hedging. 

A n o t h e r 1989 regulat ion l ikely to p r o m o t e 
h e d g i n g is t h e r i s k - b a s e d c a p i t a l p r o p o s a l , 
which connec ts thrifts' capital requi rements to 
the impact changes in interest rates are likely 
to h a v e on t h e m a r k e t v a l u e of t h e i n s t i t u -
t i o n ' s n e t worth . S p e c i f i c a l l y , it s t a t e s t h a t 
thrifts must hold capita l e q u a l to o n e - h a l f of 
t h e c h a n g e in t h e market v a l u e of n e t worth 
that would result from a 200 -bas i s -po in t (or 2 
p e r c e n t a g e point) c h a n g e in in teres t r a t e s . 1 0 

institutions with large amounts of interest -rate 
r i sk t h u s n e e d t o h o l d m o r e c a p i t a l , a n d 
hedging t h e i n t e r e s t - r a t e risk through c a p s , 
collars, or swaps b e c o m e s an attractive al ter-
native. 

Apart from 1989 risk-control init iat ives, t h e 
Financial Inst i tut ions Reform, Recovery , and 
Enforcement Act of 1989 (FIRREA) inc ludes a 
p r o v i s i o n r e q u i r i n g t h e O f f i c e o f T h r i f t 
S u p e r v i s i o n ( O T S ) to e s t a b l i s h r i s k - b a s e d 
c a p i t a l r e g u l a t i o n s no l e s s s t r i n g e n t t h a n 
t h o s e i m p o s e d on nationally char tered banks 
(Title III, Sect ion 5). Although the FIRREA pro-
v i s i o n d o e s n o t r e q u i r e O T S s t a n d a r d s t o 
equal national bank s tandards exactly, its en-
forcement could m e a n that c o m m e r c i a l bank 
r e g u l a t i o n s for i n t e r e s t - r a t e and f o r e i g n - e x -
change instruments might a lso b e i m p o s e d on 
thrifts. 

Regulation of Commercial Banks' 
Use of Hedging Tools 

B e c a u s e commercial banks have historically 
b e e n far less e x p o s e d to interest -rate changes 
than most thrifts, regulation of bank participa-

tion in t h e interes t - ra te and foreign-exchange 
i n s t r u m e n t s m a r k e t has fo l lowed a d i f f e r e n t 
course . Although large commercia l banks rou-
tinely take foreign-exchange risks, losses from 
such involvement have not b e e n a significant 
factor u n d e r m i n i n g t h e f inancial s t a b i l i t y of 
any ma jor b a n k in r e c e n t years . Bank regula-
tors have b e e n c o n c e r n e d primarily with cred-
it risk. T h o u g h t h e y h a v e b e e n i n c r e a s i n g l y 
s e n s i t i v e t o o f f - b a l a n c e - s h e e t i t e m s , U.S. 
b a n k r e g u l a t o r s d id not c o n s i d e r t h e m for-
mally until 1986. Capital regulat ions a d o p t e d 
in the United S t a t e s in 1981 and still in e f fect 
through 1989, for example , appl ied only to on-
b a l a n c e - s h e e t a s s e t s . In 1988, h o w e v e r , t h e 
Group of Ten countries, plus Luxembourg and 
S w i t z e r l a n d , r e a c h e d an a c c o r d , c a l l e d t h e 
Bas le Agreement , on new procedures for eval-
uating c a p i t a l . " T h e new standards e x t e n d to 
o f f - b a l a n c e - s h e e t ac t iv i t i es and weight both 
on- and o f f -ba lance - shee t activities according 
to t h e i r c r e d i t r i s k i n e s s . 1 2 I n t e r e s t - r a t e and 
f o r e i g n - e x c h a n g e - r a t e risk are not, however , 
explicitly incorporated into t h e capital guide-
l ines. 

Although the Bas le Agreement appl ied only 
to large b a n k i n g o r g a n i z a t i o n s with in terna-
tional operat ions regulated by the signatories, 
U.S. regula tors h a v e d e c i d e d to i m p o s e t h e 
r e q u i r e m e n t s on all d o m e s t i c c o m m e r c i a l 
b a n k s as wel l . T h e s e s t a n d a r d s h a v e s i n c e 
b e e n further e x t e n d e d to cover the European 
C o m m u n i t y ( E C ) a n d t h e E u r o p e a n F r e e 
T r a d e A s s o c i a t i o n ( E F T A ) . 1 3 O n e i m p o r t a n t 
limitation of the a g r e e m e n t is that the capital 
s t a n d a r d s d o not n e c e s s a r i l y a p p l y to firms 
not regulated by central banks or o t h e r com-
m e r c i a l b a n k o v e r s e e r s . U . S . i n v e s t m e n t 
banking and insurance c o m p a n i e s , for e x a m -
p l e , a re not r e g u l a t e d by U.S. f e d e r a l b a n k 
r e g u l a t o r y a g e n c i e s a n d , h e n c e , a r e n o t 
b o u n d by t h e c a p i t a l r e g u l a t i o n s g o v e r n i n g 
swaps—a situation with potential ly significant 
compet i t ive implications ( joanna Pitman). 

T h e new capital guidel ines , which are to be -
c o m e fully effect ive at the e n d of 1992, will re-
q u i r e b a n k s to mainta in a ratio of at l e a s t 8 
p e r c e n t total capital to risk-weighted on- and 
o f f - b a l a n c e - s h e e t i t ems . By t h e e n d of 1992, 
banks will a lso have to maintain a core capital 
ratio of at least 4 percent . Core (tier I) capital, 
as d e f i n e d by t h e B a s l e A g r e e m e n t , cons i s t s 
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of t h e b o o k value of c o m m o n and p e r p e t u a l 
p r e f e r r e d e q u i t y , minority e q u i t y i n t e r e s t in 
conso l ida ted subsidiar ies , and retained earn-
i n g s l e s s g o o d w i l l . S u p p l e m e n t a r y ( t i e r 2) 
capi ta l i n c l u d e s i t e m s l ike g e n e r a l loan loss 
r e s e r v e s , m a n d a t o r y c o n v e r t i b l e d e b t , p e r -
petual d e b t , subordinated d e b t , and l imited-
life preferred stock. Total capital is the sum of 
core and s u p p l e m e n t a r y capital . Transit ional 
arrangements provide for banks to arrive at a 
tota l capi ta l ratio of at l e a s t 7 .25 p e r c e n t by 
the e n d of 1990, with core capital e l e m e n t s to-
taling at least 3.25 percent . 

Risk W e i g h t i n g . O n - b a l a n c e - s h e e t a s s e t s 
are ass igned to various risk categor ies that are 
weighted to ref lect t h e e x t e n t of uncertainty. 
A s s e t s with vir tual ly n o c r e d i t risk, such as 
cash and centra l g o v e r n m e n t secur i t i es from 
t h e industr ial ized countr ies be longing to the 
Organizat ion for E c o n o m i c C o o p e r a t i o n and 
D e v e l o p m e n t , a re a s s i g n e d a weight of zero 
and thus require no capital . Other a s s e t s , in-
c l u d i n g m o s t b a n k c e r t i f i c a t e s of d e p o s i t , 
rece ive a 20 p e r c e n t weight, while h o m e mort-
g a g e s r e c e i v e a 50 p e r c e n t weight. A s s e t s of 
normal c red i t risk, such as c la ims on t h e pri-
v a t e s e c t o r , f ixed a s s e t s , and real e s t a t e , are 
ass igned a 100 p e r c e n t weight. 

Of f -ba lance-sheet i tems are first conver ted 
into c r e d i t - r i s k e q u i v a l e n t v a l u e s b a s e d on 
the t y p e of instrument . For e x a m p l e , a credit 
convers ion factor of 100 percent is appl ied to 
direct credit s u b s t i t u t e s such as s t a n d b y let-
ters of credit , which obl igate banks to supply 
credit at s o m e unspeci f ied future t ime. T h e s e 
a r e t h e n g e n e r a l l y m u l t i p l i e d b y t h e r isk 
weights a p p l i c a b l e to t h e counterparty for an 
o n - b a l a n c e - s h e e t transaction. 

B e c a u s e o f f - b a l a n c e - s h e e t a c t i v i t i e s a r e 
converted into risk equiva lents of on-balance-
s h e e t i t ems exclusively on the bas is of credit 
risk, no capital r e q u i r e m e n t s are i m p o s e d on 
e x c h a n g e - t r a d e d o p t i o n s a n d f u t u r e s t h a t 
c o n t a i n r isk for t h e e x c h a n g e b y r e q u i r i n g 
dai ly p a y m e n t of var ia t ion margin . Also ex -
c l u d e d f rom t h e c a l c u l a t i o n s a r e o p t i o n s , 
caps , and floors written b y a bank. T h e s e in-
s t r u m e n t s involve no c red i t risk to t h e b a n k 
s ince the purchaser 's part of the a g r e e m e n t is 
c o m p l e t e d with t h e initial p a y m e n t and e n -
tai ls no further ob l igat ion that could l ead to 
default . 

The credit risk involved in interest -rate and 
foreign-exchange instruments can b e calculat-
e d in o n e of two ways: t h e current e x p o s u r e 
method p l a c e s most of the weight on t h e pre-
s e n t m a r k e t v a l u e o f t h e i n t e r e s t - r a t e or 
f o r e i g n - e x c h a n g e i n s t r u m e n t , w h e r e a s t h e 
original e x p o s u r e m e t h o d ass igns risk b a s e d 
on t h e swaps' maturity and d o e s not account 
for s u b s e q u e n t c h a n g e s in m a r k e t v a l u e . 
Though most of the Group of Ten bank super-
visors favored t h e current e x p o s u r e m e t h o d , 
t h e B a s l e A g r e e m e n t a l lows s u p e r v i s o r s to 
c h o o s e e i t h e r p r o c e d u r e . A c c o r d i n g to t h e 
a g r e e m e n t , bank regulators may permi t indi-
vidual banks to adopt e i ther method, with the 
unders tanding that o n c e a bank c h o o s e s the 
c u r r e n t e x p o s u r e m e t h o d it c a n n o t swi tch 
back to the original exposure method. 

T h e c u r r e n t e x p o s u r e a p p r o a c h d i v i d e s 
c r e d i t risk r e l a t e d t o an i n t e r e s t - r a t e or a 
f o r e i g n - e x c h a n g e i n s t r u m e n t into two parts : 
the actual current e x p o s u r e and the potential 
for an i n c r e a s e in e x p o s u r e , d e p e n d i n g on 
c h a n g e s in in teres t rates or fore ign-exchange 
rates . B e c a u s e t h e bank would incur l o s s e s if 
t h e c o u n t e r p a r t y d e f a u l t e d and t h e n e t pre-
s e n t v a l u e of t h e n e t i n s t r u m e n t p a y m e n t s 
would have posit ive value to the bank, the ac-
t u a l c u r r e n t c r e d i t e x p o s u r e is v i e w e d a s 
e q u a l to t h e m a r k e d - t o - m a r k e t va lue of t h e 
i n t e r e s t - r a t e a n d f o r e i g n - e x c h a n g e ins tru-
ment . If t h e in teres t - ra te or fore ign-exchange 
i n s t r u m e n t h a s n e g a t i v e v a l u e to t h e b a n k , 
then the bank is not currently s u b j e c t to cred-
it risk s ince counterparty default would not re-
sult in bank losses . Therefore , the value of the 
current e x p o s u r e is se t at zero. T h e potent ia l 
i n c r e a s e in c red i t e x p o s u r e d u e to i n t e r e s t -
r a t e c h a n g e s is e q u a l to 0 .5 p e r c e n t of t h e 
not ional pr inc ipal of an i n t e r e s t - r a t e instru-
ment for instruments that mature in more than 
o n e year . If t h e i n t e r e s t - r a t e ins t rument ma-
t u r e s in o n e y e a r or l e s s , t h e p o t e n t i a l in-
c r e a s e in exposure is s e t equal to zero. 

B e c a u s e b a n k r e g u l a t o r s v i e w f o r e i g n -
e x c h a n g e r a t e s as p o t e n t i a l l y m o r e v o l a t i l e 
than i n t e r e s t ra tes , a h igher capi ta l requi re -
m e n t is i m p o s e d on e x c h a n g e - r a t e i n s t r u -
m e n t s . 1 4 For t h o s e t h a t m a t u r e in l e s s than 
one year the potential increase in exposure is 
s e t at 1 p e r c e n t of t h e i n s t r u m e n t ' s not ional 
principal . Foreign e x c h a n g e ins t ruments ma-
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Table 2. 
Calculation of Credit-Equivalent Amounts for Interest-Rate Swaps 

under Risk-Based Capital Guidelines, 
Current Exposure Method 

Type of Contract and 
Remaining Maturity 

1 ) 120-day forward 
foreign exchange 

2) Fixed/floating interest-
rate swap, single 
currency, 7 months 

3) Fixed/floating interest-
rate swap, single 
currency, 4 years 

4) Fixed/floating interest-
rate swap, single 
currency, 4 years 

5) Fixed/floating interest-
rate swap, single 
currency, 7 years 

6) Cross-currency, 
floating/floating 
foreign-exchange swap, 
7 years 

Potential Exposure + Current Exposure 

Credit 
Equivalent 

Amount 
(Dollars) 

Notional Potential Potential Current 
Principal X Exposure Conversion = Exposure Replacement Exposure 
(Dollars) 

5,000,000 

5,000,000 

10,000,000 

10,000,000 

5,000,000 

5,000,000 

Factor (Dollars) Cost* (Dollars)* 

.01 

.005 

.005 

.005 

.05 

10,000 50,000 10,000 

-5,000 

50,000 -200,000 

50,000 150,000 150,000 

25,000 325,000 325,000 

250,000 350,000 350,000 

60,000 

50,000 

200,000 

350,000 

600,000 

'These numbers are purely for illustration. 
"The larger of zero or positive mark-to-market value. 

turing in m o r e than o n e y e a r r e q u i r e a p o t e n -
tial i n c r e a s e in credi t e x p o s u r e e q u a l to 5 p e r -
c e n t of t h e i n s t r u m e n t ' s not ional pr inc ipa l . 1 5 

An e x a m p l e of t h e c o m p u t a t i o n of t h e c red-
it e q u i v a l e n t a m o u n t is p r o v i d e d in T a b l e 2. 
T h e first contrac t is a 120-day forward foreign 
e x c h a n g e a g r e e m e n t . S i n c e t h e c o n t r a c t ma-
t u r e s in u n d e r o n e y e a r , t h e p o t e n t i a l e x p o -
s u r e is e q u a l t o t h e n o t i o n a l p r i n c i p a l 
( a s s u m e d t o b e $ 5 m i l l i o n ) m u l t i p l i e d b y a 
credit convers ion factor of 0 .01 , result ing in an 
e x p o s u r e of $ 5 0 , 0 0 0 . T h e c o n t r a c t is a l s o as -
s u m e d to h a v e a current r e p l a c e m e n t c o s t of 
$ 1 0 , 0 0 0 . T h e s e c o n d c o n t r a c t is a s i n g l e -
currency , f i x e d - t o - f l o a t i n g i n t e r e s t - r a t e s w a p 
that m a t u r e s in s e v e n m o n t h s . T h e swap ma-
tures in l e s s than o n e year , s o its p o t e n t i a l ex-

p o s u r e is s e t at zero a n d only t h e current ex-
p o s u r e is c o n s i d e r e d . T h e s e v e n - m o n t h s w a p 
h a s a n e g a t i v e r e p l a c e m e n t c o s t b e c a u s e t h e 
b a n k w o u l d r e c e i v e a p a y m e n t for e n t e r i n g 
into such a swap. S i n c e t h e regulat ions d o not 
c o u n t n e g a t i v e r e p l a c e m e n t c o s t , t h i s s w a p 
has a c red i t e q u i v a l e n t e x p o s u r e of zero. 

T h e third t r a n s a c t i o n i l lus t ra tes ca lcu la t ion 
of c r e d i t e q u i v a l e n t e x p o s u r e for an i n t e r e s t -
rate swap with n e g a t i v e r e p l a c e m e n t c o s t but 
m o r e t h a n o n e y e a r t o m a t u r i t y . In t h i s c a s e 
t h e c r e d i t e q u i v a l e n t a m o u n t is e q u a l to t h e 
p o t e n t i a l e x p o s u r e of t h e swap. T h e next two 
f ixed- to - f loa t ing i n t e r e s t - r a t e s w a p s (4 a n d 5) 
i l lus t ra te that t h e p o t e n t i a l c o n v e r s i o n fac tor 
r e m a i n s at 0 . 0 0 5 r e g a r d l e s s o f t h e r e m a i n i n g 
maturity on a swap. R e m a i n i n g maturity is l e s s 
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impor tant for swaps u n d e r t h e current e x p o -
sure m e t h o d b e c a u s e any increase in replace-
m e n t c o s t will b e r e f l e c t e d t h r o u g h t h e 
c a l c u l a t i o n ' s c u r r e n t e x p o s u r e c o m p o n e n t 
w h e n t h e s w a p is n e x t v a l u e d for c a p i t a l 
a d e q u a c y p u r p o s e s . T h e las t c o n t r a c t is a 
c r o s s - c u r r e n c y , f l o a t i n g - r a t e - t o - f l o a t i n g - r a t e 
c u r r e n c y s w a p t h a t m a t u r e s in s e v e n y e a r s . 
B e c a u s e this contract ' s potent ia l e x p o s u r e is 
far larger than on the s e v e n - y e a r interest -rate 
swap, the credit conversion factor is 0.05 rather 
t h a n t h e 0 . 0 0 5 f a c t o r a p p l i e d t o i n t e r e s t -
rate swaps. 

Although it is less accurate , t h e original ex-
p o s u r e m e t h o d is c o m p u t a t i o n a l l y e a s i e r . It 
may a l s o b e m o r e c o n s i s t e n t with t h e o t h e r 
r i s k - b a s e d s t a n d a r d s in t h a t it a v o i d s t h e 
n e e d to mark to market. T h e original exposure 
m e t h o d s e t s t h e credit exposure equal to t h e 
notional principal of the swap multiplied by a 
c o n v e r s i o n f a c t o r t h a t d e p e n d s on e a c h 
swap's maturity. T h e a g r e e m e n t permits each 
r e g u l a t o r to c h o o s e w h e t h e r t h e c o n v e r s i o n 
factors will b e b a s e d on the original maturity 
of t h e s w a p or i t s r e m a i n i n g m a t u r i t y . T h e 
c o n v e r s i o n factor for swaps maturing in l e s s 
than o n e year is 0.5 percent . An additional 1.0 
p e r c e n t is a d d e d to t h e convers ion factor for 
each addit ional year. The capital requirement 
for contracts contingent on foreign exchange is 
2 p e r c e n t for t h o s e matur ing in o n e y e a r or 
l e ss , with a n o t h e r 4 p e r c e n t a d d e d for e a c h 
addit ional year. 

O n c e a c r e d i t - e q u i v a l e n t a m o u n t is calcu-
l a t e d , i n t e r e s t - r a t e a n d f o r e i g n - e x c h a n g e 
c o n t r a c t s a re t r e a t e d d i f ferent ly from o t h e r 
o f f - b a l a n c e - s h e e t a c t i v i t i e s . T h e c r e d i t -
e q u i v a l e n t a m o u n t s of such contrac ts a re all 
mult ipl ied by a 50 p e r c e n t credit-risk weight-
ing, r e g a r d l e s s of t h e c o u n t e r p a r t y ' s c r e d i t 
risk, reflecting regulators' judgment that most 
par t i c ipants in t h e swap market are r e l i a b l e . 
T h e Basle Agreement notes , however, that t h e 
credit risk weighting on swaps could b e raised 
if the average credit qual i ty of swap counter-
parties deter iorates or if swap losses increase. 

Nett ing of S w a p P a y m e n t s . An important 
e l e m e n t in de termining capital r e q u i r e m e n t s 
for a b a n k ' s swap portfol io is t h e contractual 
a g r e e m e n t to net swap p a y m e n t s across mul-
t ip le swaps b e t w e e n two par t ies . Each party 
d o e s n o t p r e s e n t p a y m e n t s ; i n s t e a d , t h e 

party that owes p r e s e n t s t h e net amount due 
after t h e various t ransact ions are ta l l ied. This 
s y s t e m l e s s e n s t h e l ikel ihood that o n e party 
will default after receiving a full payment from 
the counterparty. T h e Basle a g r e e m e n t gener-
ally permits banks to net contracts s u b j e c t to 
novat ion , an a r r a n g e m e n t that automat ica l ly 
a m a l g a m a t e s s w a p s p a y a b l e in t h e s a m e 
c u r r e n c y at t h e s a m e t i m e into a s i n g l e n e t 
payment . Netting by novation may b e imple-
m e n t e d in s tages in t h o s e countries where na-
t i o n a l b a n k r u p t c y laws al low l i q u i d a t o r s to 
u n b u n d l e t r a n s a c t i o n s within a given per iod 
u n d e r a c h a r g e of f r a u d u l e n t p r e f e r e n c e . 1 6 

T h e Basle Agreement d o e s not permit netting 
w h e r e t h e c o n t r a c t s a r e m e r e l y s u b j e c t to 
c l o s e - o u t c l a u s e s , in which outs tanding obl i -
gat ions on all swaps are a c c e l e r a t e d and net-
t e d t o d e t e r m i n e a s i n g l e e x p o s u r e in t h e 
e v e n t of bankruptcy, for e x a m p l e . T h e super-
visors approve of both novation and c lose-out 
c l a u s e s but c o n t e n d that t h e s e have not yet 
b e e n a d e q u a t e l y t e s t e d in the courts. Netting 
of c o n t r a c t s u n d e r c l o s e - o u t c l a u s e s may b e 
p e r m i t t e d in t h e future in jurisdict ions where 
it is upheld in the courts. 

Regulation of Interes t -Rate Risk. Although 
capital regulat ions for b a n k s do not explicitly 
i n c o r p o r a t e t h e i m p a c t of i n t e r e s t - r a t e risk, 
regulators are n e v e r t h e l e s s c o n c e r n e d a b o u t 
this source of risk. Guide l ines for large banks 
g e n e r a t e d by the Office of t h e Comptrol ler of 
the Currency (OCC) s tress four c o m p o n e n t s of 
risk management , according to t h e analysis of 
David Scot t : a policy on in teres t - ra te risk ap-
proved by each bank's board of directors; lim-
its on total risk exposure , preferably s ta ted in 
t e r m s of i n c o m e at risk from an i n t e r e s t - r a t e 
m o v e m e n t of s p e c i f i e d s ize; a m e a s u r e m e n t 
sys tem that a d e q u a t e l y captures the riskiness 
of a b a n k ' s port fo l io ; and d e v e l o p m e n t and 
u s e o f g o o d m a n a g e m e n t r e p o r t s , j a m e s 
Houpt ( s e e e s p e c i a l l y p. 9) e x p r e s s e d similar 
views a b o u t Federa l R e s e r v e regulatory poli-
c ies . Nei ther Houpt nor S c o t t s e e m s incl ined 
to require all banks to a s s e s s the sensitivity of 
t h e e q u i t y value to c h a n g e s in in teres t rates . 
Indeed, Houpt argues that "in many c a s e s liq-
uid and o t h e r w i s e s o l v e n t i n s t i t u t i o n s can 
' r i d e out ' m a r k e t f l u c t u a t i o n s w i t h o u t e v e r 
fee l ing t h e ef fect of s i z e a b l e rate c h a n g e s on 
their b o t t o m lines" (9). Both also suggest that 
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it would b e difficult and p r o b a b l y t o o cost ly 
for regulators to ga ther suff ic ient information 
for accurate off-site analysis of banks ' interest-
rate risk. 

Proposals for Interest-Rate Risk 
and Capital Guidelines 

Making e x p o s u r e to interest -rate changes a 
formal part of t h e r i s k - b a s e d capi ta l s y s t e m 
would b e d e s i r a b l e for t h r e e r e a s o n s . First , 
U.S. regulators have m a d e a c o n s i d e r a b l e ef-
fort t o s e c u r e i n t e r n a t i o n a l a g r e e m e n t on 
s t a n d a r d s in o r d e r to a s s u r e a l eve l p laying 
field for organizations operat ing in more than 
o n e country. Accounting for i n t e r e s t - r a t e risk 
in c a p i t a l r e q u i r e m e n t s would f u r t h e r pro-
m o t e e q u a l i t y a c r o s s v a r i o u s c o u n t r i e s . 
Second, formal guidel ines should he lp organi-
zations plan for the future. Third, appropr ia te 
s tandards could discourage banks from expo-
sure to e x c e s s i v e i n t e r e s t - r a t e and fore ign-
exchange risk. 

In d e v e l o p i n g an i n t e r e s t - r a t e risk c o m p o -
nent to capital s tandards, regulators must d e -
t e r m i n e which risk m e a s u r e to u s e . S e v e r a l 
considerat ions suggest t h e focus should b e on 
market va lues rather than account ing va lues . 
Economica l ly i n s o l v e n t organizat ions h a v e a 
great incentive to take large risks: such a bank 
will capture most of t h e gains while t h e FDIC 
incurs most of t h e l o s s e s if a venture fails. In 
addi t ion , t h e a r g u m e n t that b a n k s can " r ide 
out" a c h a n g e in rates is m i s t a k e n . Consider , 
for example , a bank that has b e c o m e e c o n o m -
ica l ly i n s o l v e n t b e c a u s e r a t e s h a v e r i s e n . 
M a n a g e r s of such an ins t i tu t ion a l m o s t cer -
t a i n l y will t e l l r e g u l a t o r s t h a t t h e y e x p e c t 
rates to fall, returning t h e b a n k to s o l v e n c y . 
I n t e r e s t r a t e s m i g h t i n d e e d fa l l , b u t t h e y 
might just as well increase , in which c a s e the 
b a n k would l o s e e v e n m o r e v a l u e . No e v i -
d e n c e suggests that bank supervisors or man-
agers can out -guess the c o n s e n s u s forecast of 
t h e m a r k e t r e f l e c t e d in c u r r e n t i n t e r e s t 
rates . 1 7 

Two al ternat ives are avai lable for analyzing 
the effect of rate changes on bank equi ty val-
ues : (1) durat ion analys is and (2) s imulat ion 
analysis. Duration analysis in its s imples t form 

c o n d e n s e s a b a n k ' s e x p o s u r e in to a s i n g l e 
number . A weakness of this approach is that it 
d o e s not e a s i l y i n c o r p o r a t e t h e o p t i o n s im-
pl ic i t in m a n y b a n k c o n t r a c t s (such as mort -
g a g e l o a n s with p r e p a y m e n t p r i v i l e g e s ) nor 
d o e s it a d d r e s s t h e irregularit ies i n t r o d u c e d 
by c a p s , f loors, a n d o t h e r o f f - b a l a n c e - s h e e t 
c o n t r a c t s . S i m u l a t i o n a n a l y s i s , on t h e o t h e r 
hand, r e q u i r e s regulators to s p e c i f y t h e rate 
c h a n g e s that will b e a n a l y z e d . For e x a m p l e , 
regula tors may r e q u i r e a b a n k to a s s e s s t h e 
e f fec t s of a 1 0 0 - b a s i s - p o i n t i n c r e a s e in ra tes 
and the ef fects of a 100-basis-point d e c r e a s e . 

T h e p r o b l e m of o f f - s i t e m o n i t o r i n g m u s t 
a lso b e a d d r e s s e d in d e v e l o p i n g an interest -
r a t e r i sk c o m p o n e n t . T h e O f f i c e o f T h r i f t 
Supervision requires thrifts to report over 600 
i t e m s d e a l i n g with maturity and y ie lds of as-
sets , l iabilities, and of f -ba lance-sheet i tems in 
order to monitor thrifts' interest-rate exposure 
(Houpt). Bank regulators would d o u b t l e s s re-
quire at l e a s t this level of deta i l in report ing 
a n d p o s s i b l y m o r e to a n a l y z e s o m e of t h e 
larger banks' interest-rate exposure accurately. 

Scot t and Houpt argue with s o m e merit that 
t h e c o s t s of such d e t a i l e d report ing are l ike-
ly t o e x c e e d t h e b e n e f i t s in m a n y c a s e s . 
Moreover, even if regulators could obtain suf-
f i c ient de ta i l on a quar ter ly b a s i s at r e a s o n -
a b l e cost , it is not c lear that the figures would 
a d e q u a t e l y re f l ec t a b a n k ' s i n t e r e s t - r a t e ex -
p o s u r e b e t w e e n q u a r t e r l y s t a t e m e n t s . T h e 
e a s e of buying and sel l ing many a s s e t s , such 
as secur i t ized mortgages , c o m b i n e d with t h e 
low c o s t of e n t e r i n g i n t o o f f - b a l a n c e - s h e e t 
t ransact ions , m a k e s it p o s s i b l e for an institu-
t i o n ' s e x p o s u r e to c h a n g e d r a m a t i c a l l y in a 
very short t ime. I n d e e d , a large bank that ac-
t i v e l y " s u p p l i e s " i n t e r e s t - r a t e risk m a n a g e -
m e n t p r o d u c t s to c o r p o r a t i o n s c o u l d e a s i l y 
change the magnitude and even the direction 
of its exposure to interest rates within days (if 
not hours) after quarterly financial records are 
c l o s e d . Thus , q u a r t e r l y f inancial fi l ings may 
not only b e e x c e s s i v e l y cos t ly but may a l s o 
fail to measure risk accurately. 

O n e a l t e r n a t i v e to o f f - s i te risk e v a l u a t i o n 
b a s e d o n q u a r t e r l y f i n a n c i a l s t a t e m e n t s 
would b e s tandards grounded in each institu-
t i o n ' s i n t e r n a l r isk l i m i t s . T h i s p r o c e d u r e 
would b e in k e e p i n g with current regulatory 
p o l i c i e s t h a t r e q u i r e i n s t i t u t i o n s to s e t and 
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follow internal risk standards. T h e first s t e p in 
using internal risk criteria would b e to e s t a b -
lish a trade-off b e t w e e n exposure to interest -
rate f luctuations and capital r e q u i r e m e n t s . In 
such a system, changes in equity value would 
include t h e effect of interes t - ra te f luctuations 
on the market value of a bank's asse ts , liabili-
t i e s , and o f f - b a l a n c e - s h e e t i t ems . Each b a n k 
would then speci fy its maximum e x p o s u r e to 
an i n t e r e s t - r a t e c h a n g e and s e t up informa-
tion reporting s y s t e m s to e n s u r e against acci-
d e n t a l l y e x c e e d i n g t h e s e l imi ts . Of c o u r s e , 
t h e b a n k would a l so b e r e q u i r e d to c o n d u c t 
i ts o p e r a t i o n s in s u c h a way t h a t it d id not 
i n t e n t i o n a l l y v i o l a t e i ts own g u i d e l i n e s for 
interest-rate exposure . 

If capital s tandards were b a s e d on an insti-
tut ion 's internal risk limits, internal reporting 
r e q u i r e m e n t s could b e tai lored to the sophis-
tication of each bank's activit ies. While banks 
relying on shor t - term funding and loans with 
minimal o f f - b a l a n c e - s h e e t i t ems might n e e d 
very little information about exposure, money-
c e n t e r b a n k s might require highly refined re-
p o r t i n g s y s t e m s . T h i s a p p r o a c h would a l s o 
offer banks s o m e trade-off b e t w e e n their cap-
ital r e q u i r e m e n t s and the complexi ty of their 
information-gathering tools . Banks with lower 
internal to lerances for risk exposure could en-
s u r e c o m p l i a n c e through s o p h i s t i c a t e d re-
port ing p r o c e d u r e s while o t h e r b a n k s might 
c h o o s e to se t higher to lerances that could b e 
monitored with less refined systems. 

T h e e f fec t iveness of this approach, which is 
similar to Thrift Bulletin 13, would d e p e n d on 
careful b a n k e x a m i n a t i o n . Bank s u p e r v i s o r s 
would h a v e to e v a l u a t e an individual b a n k ' s 
information s y s t e m in relation to its interes t -
rate risk m o d e l to e n s u r e against a c c i d e n t a l 
v i o l a t i o n s of t h e e x p o s u r e l imit, and d e t e r -
mine that t h e b a n k has in fact c o m p l i e d with 
its own risk g u i d e l i n e s . T h e capi ta l requi re -
ments could levy an automatic penal ty (high-
er capital or fines) for accidental b r e a c h e s and 
a more s e v e r e o n e for d e l i b e r a t e infractions. 

Re l iance on internal s tandards would k e e p 
organiza t ions from increas ing t h e i r i n t e r e s t -
ra te risk b e t w e e n q u a r t e r l y f inancia l s t a t e -
m e n t s to e v a d e c a p i t a l r e q u i r e m e n t s s i n c e 
internal g u i d e l i n e s would apply at all t i m e s . 
O n e p o t e n t i a l p r o b l e m with th is s t r a t e g y is 
t h a t a b a n k ' s p r e f e r r e d risk p o s i t i o n s might 

c h a n g e over t i m e . This shift could b e accom-
m o d a t e d , h o w e v e r , b y l e t t ing organiza t ions 
change their s tandards . To d e c r e a s e interest-
ra te risk, a b a n k would n e e d only to notify 
regulators that it p l a n n e d to r e d u c e its level 
of permi t ted risk. Raising the internal risk cri-
teria would require compl iance with the capi-
tal guidel ines for t h e higher risk level. 

T h e a p p r o a c h o u t l i n e d h e r e for l inking 
i n t e r e s t - r a t e risk to capi ta l s t a n d a r d s is a lso 
a p p r o p r i a t e for f o r e i g n - e x c h a n g e e x p o s u r e . 
S i n c e a b a n k ' s f o r e i g n - e x c h a n g e - r a t e e x p o -
s u r e can c h a n g e s ign i f i cant ly , a s y s t e m not 
s o l e l y r e l i a n t on q u a r t e r l y f i n a n c i a l s t a t e -
m e n t s is d e s i r a b l e . C a p i t a l r e q u i r e m e n t s 
b a s e d on a b a n k ' s i n t e r n a l r isk s t a n d a r d s 
would c o m p e l i n s t i t u t i o n s to m a i n t a i n pre-
spec i f ied limits for foreign-exchange risk at all 
t imes . 

Conclusion 

T h e m a r k e t for i n t e r e s t - r a t e a n d fore ign-
e x c h a n g e instruments evo lved rapidly during 
the 1980s in response to the n e e d s of commer-
cial banks , thrifts , and the i r c u s t o m e r s . Reg-
ulators' a w a r e n e s s that t h e potent ia l of t h e s e 
i n s t r u m e n t s to i n c r e a s e as well as d e c r e a s e 
the risk exposure of insured d e p o s i t o r i e s has 
a l s o grown. Recogniz ing that t h e s e h e d g i n g 
t o o l s can a d v e r s e l y a l t e r i n t e r e s t - r a t e risk, 
thrift regula tors h a v e i n c o r p o r a t e d i n t e r e s t -
rate i n s t r u m e n t s in t h e i r c a p i t a l s t a n d a r d s . 
Bank regula tors h a v e r e s p o n d e d by cons id-
e r i n g t h e c r e d i t risk t h a t is a s s o c i a t e d with 
i n t e r e s t - r a t e and f o r e i g n - e x c h a n g e contracts 
in r isk-based capital guidel ines . 

T h o u g h b a n k r e g u l a t o r s a r e d e v e l o p i n g 
g u i d e l i n e s t h a t will e n a b l e b a n k s t o s e l f -
manage their risk exposure , they have not yet 
e v o l v e d a m e t h o d for including in teres t - ra te 
and f o r e i g n - e x c h a n g e e x p o s u r e in the i r risk-
b a s e d capital guidel ines . A procedure such as 
t h e o n e p r o p o s e d here , which u s e s a bank ' s 
internal risk limits to es tab l i sh links b e t w e e n 
this kind of risk e x p o s u r e and capital criteria, 
has two important a d v a n t a g e s : first, it would 
reduce the costs of complying with t h e capital 
r e q u i r e m e n t s by allowing banks a c h o i c e be -
t w e e n t h e e x p e n s e of d e v e l o p i n g m o r e so-
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p h i s t i c a t e d i n f o r m a t i o n - g a t h e r i n g s y s t e m s 
and maintaining higher capital levels; second, 
it offers a more re l iable basis for a bank's cap-

ital requi rements by accounting for an institu 
t ion's exposure at all t imes, not just as it is re 
ported in quarterly financial s ta tements . 

Notes 

'The need to measure interest-rate and foreign-exchange 
risk is not un ique, and even some of the proposals to in-
crease market d isc ip l ine wou ld benef i t f rom incorpora t -
i ng e s t i m a t e s of i n t e r e s t - r a t e a n d f o r e i g n - e x c h a n g e 
r isk . For e x a m p l e , t h e S h a d o w F i n a n c i a l R e g u l a t o r y 
Commi t tee proposes that banks be requ i red to mainta in 
h ighe r l e v e l s of t o ta l cap i ta l , a n d Wal l w o u l d r e q u i r e 
banks t o i ssue p u t t a b l e s u b o r d i n a t e d d e b t . B o t h of 
these plans requi re a suff ic ient ly large capi ta l cushion to 
ensure that losses by a bank over a short per iod of t ime 
cannot exceed a depos i to ry ' s equ i t y and s u b o r d i n a t e d 
d e b t . N e i t h e r of t hese p roposa ls exp l i c i t l y addresses 
the issue of in terest - rate and foreign-exchange-rate risk 
measurement . 

2 Ne i the r a c o m p l e t e review of the features of these con-
t rac ts nor a c o m p r e h e n s i v e d i scuss ion of t h e va r i ous 
t ypes of contracts is w i th in the scope of th is s tudy. See 
Smith, Smithson, and Wi l ford (especial ly chapter 3) for a 
more tho rough d iscuss ion of i n te res t - ra te and fore ign-
exchange cont ingent contracts. 

3 The fact tha t the exchange of cash f lows is a zero -sum 
game d o e s not necessar i ly i m p l y tha t t h e i ns t r umen ts 
d o no t c rea te v a l u e for t h e i r users. For e x a m p l e , see 
Wall and Pringle (1988) for a review of poss ib le gains to 
interest-rate swap users. 

4An op t ion that can be excercised on ly on a specif ic date 
is re fe r red to as a Eu ropean op t i on . Amer ican o p t i o n s 
may be excerc ised any t i m e th rough a spec i f ic da te in 
t h e f u t u r e . E x c h a n g e - t r a d e d o p t i o n s a re g e n e r a l l y 
American opt ions. However, Mer ton has proven that the 
va lue of an o p t i o n is m a x i m i z e d by d e f e r r i n g exerc ise 
unt i l the last day if the under l y ing asset does not make 
any payment pr ior to the expirat ion date. The discussion 
below focuses on European op t ions since the cond i t ions 
for de fe r r i ng exerc ise f r equen t l y h o l d for i n te res t - ra te 
and foreign-exchange-rate opt ions. 

5See Abken for a more de ta i l ed discussion of caps, floors, 
and collars. 

6 The no t i ona l p r i nc i pa l is used for cer ta in in te res t - ra te 
cont ingent agreements to de te rm ine the do l la r value of 
the paymen t . The ro le of the no t iona l p r i nc ipa l in d e -
termin ing the payment under a cap agreement is analo-
gous to the use of the pr inc ipa l amount of a loan in the 
ca lcu la t ion of i n te res t p a y m e n t s on t h e loan. The pr i -

mary d i f f e rence b e t w e e n the p r i nc i pa l on a loan and 
t h e n o t i o n a l p r i n c i p a l of a cap is t h a t t h e n o t i o n a l 
pr inc ipal never changes hands. The te rm not ional pr in-
c i pa l is used in a s im i l a r manne r for f loor , co l lar , and 
interest-rate swap agreements. 

7 Abken prov ides examples. 
8 T h e d iscuss ion of th r i f t regu la t ion is based in par t on 

McNul ty . 
9 Whi le the off icial regulatory a t t i tude toward futures has 

not changed since the ear ly 1980s, many, if not most , 
regional thr i f t regulatory off icials take a d i m v iew of fu-
tures for the reasons men t i oned here. 

l 0 T h i s is one part of a three-part capital requ i rement that 
i nc ludes a c red i t - r i sk c o m p o n e n t s im i la r to tha t used 
for commercia l banks and a col lateral ized borrowing re-
qu i rement . 

1 ' T h e Group of Ten consists of Belgium, Canada, France, 
t h e F e d e r a l R e p u b l i c o f G e r m a n y , I ta l y , l a p a n , t h e 
N e t h e r l a n d s , Sweden , t h e U n i t e d K i n g d o m , and t h e 
Uni ted States of America. 

l 2 S e e K e e t o n for an ana l ys i s o f t h e e f f ec t o f t h e r isk-
based capital gu ide l ines on bank ing organizations' cap-
ital requi rements. 

l 3 T h e European Commun i t y consists of Belg ium, France, 
I t a l y , L u x e m b o u r g , t h e N e t h e r l a n d s , t h e F e d e r a l 
R e p u b l i c of G e r m a n y , D e n m a r k , I re land , t h e U n i t e d 
K ingdom, Greece, Spain, and Portugal. The European 
F ree T r a d e A s s o c i a t i o n i n c l u d e s A u s t r i a , N o r w a y , 
Sweden, Switzerland, Finland, and Iceland. 

l 4 See Board of Governors of the Federal Reserve System 

and Bank of England and Muffet t . 
1 5 For a c r i t i q u e of a d ra f t ve rs i on of t h e swap r e q u i r e -

ments see Smith, Smithson, and Wakeman. 
l 6 F r a u d u l e n t p r e f e r e n c e ex is ts if a d e b t o r favors o n e 

cred i tor over others in se t t l ing bankruptcy claims, thus 
t ransferr ing p roper ty w i thou t a fair cons iderat ion in ex-
change. For an extensive discussion of swap net t ing see 
Shirreff. 

1 7 M o r e o v e r , e v e n if s o m e g r o u p of s u p e r v i s o r s c o u l d 
demonst ra te a super ior ab i l i t y to p red ic t interest rates, 
t h i s e d g e w o u l d no t necessar i l y h e l p t h e regu la to ry 
agencies. Private investors wou ld happ i ly b id away any 
regulator who can consistent ly out-guess the market on 
future rate changes. 
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Recovering Bank Profitability: 
Spoiled Again by Large Banks' 
Loan Problems 
Rober t E. Goudreau and B. Frank King 

In c r e a s e d l o a n - l o s s p r o v i s i o n s at t h e 
nation's largest banks sharply r e d u c e d 
t h e a v e r a g e prof i tabi l i ty of U.S. c o m -

mercial banks in 1989. Other banks increased 
prof i tab i l i ty , with t h e l e a s t p r o f i t a b l e c a t e -
g o r i e s in 1988 pos t ing t h e largest ga ins . For 
b a n k s in m o s t s ize c a t e g o r i e s , 1989 was t h e 
third s u c c e s s i v e year of gains. 1 However, t h e 
s m a l l e s t b a n k s , e v e n with i n c r e a s e d prof -
itability, did not perform as well as their larger 
counterparts . 

S o u t h e a s t e r n b a n k s d i f fered from t h e na-
t ional p a t t e r n in two s ignif icant ways . 2 First, 
profitability of the largest banks dec l ined less 
in t h e region than in t h e nat ion as a w h o l e . 
Also in contrast to t h e national picture, the re-
gions' banks with a s s e t s l ess than $25 million 
a n d t h o s e in t h e $ 5 0 0 b i l ! i o n - t o - $ I b i l l i o n 

The authors are, respectively, an assistant economist in the financial 
section of the Atlanta Fed's Research Department and the depart-
ment's associate director of research. They thank Sherley Wilson for 
her valuable research assistance. 

a s s e t s ize class suffered s o m e dec l ine . T h e s e 
reduct ions resul ted primarily from continuing 
t r o u b l e s at b a n k s in Louis iana and d e v e l o p -
ing p r o b l e m s at s o m e Florida banks. 

T h e pat tern of 1989's prof i tabi l i ty c h a n g e s 
at t h e largest banks is consis tent with years of 
forecasts that interest earnings and e x p e n s e s 
would i n f l u e n c e b a n k s ' i n c o m e l e s s as d e -
p e n d e n c e on f e e i n c o m e and noninteres t ex-
p e n s e s grew. Interes t earnings s e e m to h a v e 
b e c o m e l e s s impor tant at t h e largest b a n k s . 
Had t h e s e b a n k s n o t r e p l a c e d i n t e r e s t in-
c o m e with fee income during the past several 
years , t h e y would have b e e n e v e n less prof-
i tab le in 1989. T h e s m a l l e s t banks c o n t i n u e d 
to show unimpress ive overall profitability, on 
the o ther hand, mostly b e c a u s e of higher non-
interes t costs than t h o s e of their larger coun-
terparts. 

T h e 26 t a b l e s at t h e e n d of this art ic le tell 
s e v e r a l s t o r i e s a b o u t b a n k p r o f i t a b i l i t y in 
1989 and p r e c e d i n g years . T h e r e m a i n d e r of 
this presentat ion highlights s o m e of the more 
in teres t ing p a t t e r n s that e m e r g e d or cont in-
ued during 1989. 
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Profitability at the Nation's Banks 

Profi tabi l i ty M e a s u r e s . Bank profitabil ity 
can have different meanings. For the purposes 
of this report t h e focus is on three profitability 
m e a s u r e s and their c o m p o n e n t s : n e t interest 
margin, return on a s s e t s (ROA), and return on 
equity (ROE). 3 T h e s e m e a s u r e s are d e s c r i b e d 
in detai l in t h e a p p e n d i x . Briefly, n e t in teres t 
margin i n d i c a t e s a b a n k ' s i n t e r e s t r e v e n u e s 
less interest cos t s as a proportion of interest -
earning asse ts . For this analysis, revenues are 
a d j u s t e d to t a k e into a c c o u n t d i f f e r e n t pro-
portions of tax-free interest income e a r n e d by 
various banks. R e v e n u e s are a lso ad jus ted for 
c red i t risk. T h e a d j u s t m e n t for c r e d i t risk is 
calculated by subtracting a bank's annual pro-
visions for loan losses , which approximate ex-
p e c t e d l o s s e s , f rom i n t e r e s t e a r n i n g s . N e t 
interest margin is similar to a bus iness ' s gross 
profit margin, di f fer ing a m o n g o t h e r ways in 
that it o m i t s e a r n i n g s from f e e s for s e r v i c e s 
provided, an increasingly important source of 
revenue for t h e largest banks. 

Return on a s s e t s and return on e q u i t y are 
more g e n e r a l m e a s u r e s of a bank's abi l i ty to 
earn from its total operat ion. A measure of net 
i n c o m e as a p r o p o r t i o n of to ta l a s s e t s , ROA 
gauges how effectively a bank uses ail of its fi-
nanc ia l and real i n v e s t m e n t s . ROE r e f l e c t s 
how much a bank is earning on s h a r e h o l d e r s ' 
investments . 

P r o f i t a b i l i t y P a t t e r n s . R e v e r s i n g t h e up-
ward m o v e m e n t of 1988 f igures , overa l l a d -
j u s t e d n e t i n t e r e s t margin d r o p p e d to 3 .13 
p e r c e n t in 1989 from 3 .75 p e r c e n t in 1988 . 
( S e e T a b l e 1 for data on net in teres t margins 
b y s i z e c l a s s for t h e y e a r s 1 9 8 5 - 8 9 . ) As in 
1987, loan-loss provisions of banks with a s s e t s 
e x c e e d i n g $1 bil l ion a c c o u n t e d for t h e sharp 
d e c l i n e . T h e s e provis ions w e r e primarily re-
l a t e d to l o a n s to l e s s d e v e l o p e d c o u n t r i e s ; 
however, t r o u b l e d real e s t a t e loans also con-
t r i b u t e d . In o t h e r s i z e c l a s s e s , m a r g i n s in-
c r e a s e d or w e r e s t a b l e . Banks with l e s s than 
$500 million in a s s e t s r e c o r d e d margins near 
or a b o v e t h e h i g h e s t m a r g i n s e a r n e d s i n c e 
1985. 

While banks ' net interest margin, particular-
ly when a d j u s t e d for credi t risk, c o n t i n u e s to 
b e t h e d o m i n a n t fac tor a f fec t ing b a n k prof-

i tab i l i ty , t h e r e is e v i d e n c e t h a t t h e l a r g e s t 
banks have r e d u c e d their d e p e n d e n c e on in-
t e r e s t e a r n i n g s during t h e last d e c a d e . This 
reduction may have l e s s e n e d the negat ive im-
pact of sharply higher loan-loss provisions on 
t h e s e banks ' profitability in 1989. 

Measuring t h e e x t e n t to which b a n k s have 
r e d u c e d the i r d e p e n d e n c e on i n t e r e s t earn-
ings is difficult b e c a u s e m o v e m e n t s in inter-
es t rates t h e m s e l v e s affect t h e signif icance of 
interest earnings. During t h e 1980s market in-
t e r e s t rates d e c l i n e d substantial ly , and lower 
figures for interest earnings would have result-
e d e v e n in t h e a b s e n c e of c h a n g e s in banks ' 
s t ra teg ies . To gauge the r e d u c e d i m p o r t a n c e 
of interest earnings at larger banks, it he lps to 
c o m p a r e t h e i r re la t ive c o n t r i b u t i o n s to tota l 
r e v e n u e in 1985 and 1989, y e a r s when m e a -
sures of in teres t earnings p e r dollar of a s s e t s 
w e r e s i m i l a r at t h e s e b a n k s ( s e e T a b l e 2) . 
Though in teres t earnings p e r dol lar of a s s e t s 
w e r e s o m e w h a t h igher in 1989 than in 1985, 
they a c c o u n t e d for 84.6 p e r c e n t of total earn-
ings, c o m p a r e d with an 87.1 p e r c e n t share in 
1985. At banks in smal ler s ize c lasses , there is 
no e v i d e n c e of similar reductions. 

T h e m o s t s i g n i f i c a n t v a r i a t i o n in margin 
c o m p o n e n t s ( shown in T a b l e s 3 t h r o u g h 5) 
a m o n g s i z e g r o u p s lay b e t w e e n t h e l a r g e s t 
b a n k s and t h o s e in o t h e r c a t e g o r i e s . In 1989 
b a n k s h a v i n g a s s e t s e x c e e d i n g $1 b i l l i o n 
r e c o r d e d much higher i n t e r e s t earn ings and 
interest costs per dollar of interest-earning as-
se t s than did banks in any other size category. 
But even without consider ing loan-loss provi-
sions of t h e larger banks, their interest margin 
was lower. As m e n t i o n e d earlier, t h e s e banks 
a l so r e c o r d e d much larger a d d i t i o n s to loan-
loss r e s e r v e s . R e m a r k a b l y l i t t le var iat ion in 
i n t e r e s t earnings , i n t e r e s t e x p e n s e , and pro-
vis ions a p p e a r e d a m o n g small and m e d i u m -
sized banks in 1989; the interest c o m p o n e n t s 
increased while loan-loss provisions d e c l i n e d 
in all size categor ies e x c e p t the largest. 

Banks' performance on net interest margins 
was not t r a n s l a t e d d i r e c t l y in to c o m m e n s u -
rately lower returns on a s s e t s and e q u i t y for 
the nation's banks, however ( s e e Tables 6 and 
7). D e v i a t i o n s a p p e a r e d at b o t h e n d s of t h e 
s ize s p e c t r u m . Though returns i m p r o v e d for 
all but t h e largest banks, the grea tes t relative 
i m p r o v e m e n t was r e c o r d e d by t h e under-$25 
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m i l l i o n a n d t h e $ 5 0 0 m i l l i o n - t o - $ 1 b i l l i o n 
a s s e t size groups. D e s p i t e their improvement , 
profitability levels in banks with asse t s of less 
than $25 million remained well be low t h o s e of 
t h e i r l a r g e r c o u n t e r p a r t s ( o t h e r t h a n t h e 
largest banks) for the fifth consecut ive year. 

Prior to 1989 larger loan losses at t h e small-
e s t b a n k s a c c o u n t e d for part of the i r lagging 
returns on a s s e t s and equity. In contrast, their 
a d d i t i o n s to l o a n - l o s s r e s e r v e s during 1989 
were general ly in line with o ther banks' , lead-
ing to t h e c o n c l u s i o n that t h e i r low r e l a t i v e 
r e t u r n on a s s e t s a r o s e s o l e l y f rom h i g h e r 
n o n i n t e r e s t e x p e n s e s ( s e e T a b l e 8) . T h e s e 
e x p e n s e s , which h a v e a v e r a g e d 3 .8 p e r c e n t 
of a s s e t s for t h e s m a l l e s t s i z e c l a s s during 
t h e p a s t f i v e y e a r s , c o n t i n u e d t o e x c e e d 
noninterest e x p e n s e - t o - a s s e t s ratios in all size 
c lasses e x c e p t the largest. 

T h e general pattern of return on equity fol-
l o w e d t h a t o f ROA e x c e p t t h a t t h e l a r g e r 
b a n k s ' l o w e r e q u i t y c a p i t a l r a t i o s a l l o w e d 
t h e m to return more on b o o k value of e q u i t y 
for e v e r y d o l l a r of ROA. L ike ROA, R O E in-
c r e a s e d in 1989 for all but t h e largest banks , 
and ROE was lowest in t h e two s m a l l e s t s ize 
c lasses as well as the largest. 

Southeastern Banks 

As a whole , banks in t h e S o u t h e a s t record-
ed profitabil ity similar to their national coun-
t e r p a r t s ' l e v e l s in 1989, with t h e e x c e p t i o n s 
n o t e d ear l ier . (Data on s o u t h e a s t e r n b a n k s ' 
profitability are in Tables 9-14.) Loan-loss pro-
vis ions did not hit t h e region's largest b a n k s 
as hard. Their loan- loss increase was 22 b a s i s 
po ints c o m p a r e d with an increase of 65 b a s i s 
p o i n t s for b a n k s in t h e na t ion o v e r a l l . T h i s 
b e t t e r p e r f o r m a n c e carr ied o v e r into s o u t h -
eastern banks ' ROA and ROE. 

O t h e r e x c e p t i o n s a p p e a r in two s ize c a t e -
g o r i e s . S p e c i f i c a l l y , i n t e r e s t m a r g i n s w e r e 
lower in the $500 mill ion-to-$l billion size cat-
egories as a result of higher addit ions to loan-
l o s s p r o v i s i o n s . 4 L o w e r a d j u s t e d i n t e r e s t 
margins t rans la ted to lower ROA and ROE for 
t h e r e g i o n ' s b a n k s in th is g r o u p . Like t h e i r 
counterparts nationally, southeastern banks in 
t h e s m a l l e s t s i z e c l a s s r e p o r t e d l e s s prof -

i tab i l i ty on an ROA and ROE b a s i s than did 
bigger institutions. Though higher loan losses 
in t h e s m a l l e s t c lass a c c o u n t for a small por-
tion of this distinction, higher noninteres t ex-
p e n s e s as a p e r c e n t a g e of total a s s e t s played 
a m a j o r part in t h e s e banks ' cont inuing lack-
luster performance. 

Among t h e region's s t a t e s , profitabil i ty fol-
lowed t h e s a m e p a t t e r n s o b s e r v e d o v e r t h e 
past several years. (Data on bank profitability 
by s t a t e a re found in T a b l e s 15-20.) Banks in 
G e o r g i a , w h o s e i n t e r e s t m a r g i n s a r e much 
h i g h e r than o t h e r s t a t e s in t h e r e g i o n , p e r -
f o r m e d b e s t b y all m e a s u r e s , a n d t h o s e in 
Louisiana brought up t h e rear. In line with the 
nation, net interest margin, ROE, and ROA fell 
to s o m e extent in each s ta te . 

The Distribution of 
Bank Profitability 

A n a l y z i n g t h e c h a n g e s in b a n k s ' o v e r a l l 
profitability leve ls reveals certain c lues a b o u t 
how banks have r e s p o n d e d to difficulties un-
d e r l y i n g t h e l a r g e n u m b e r of b a n k f a i l u r e s 
during r e c e n t years . For e x a m p l e , m o d e r a t e 
o n e - y e a r d e c l i n e s in profitabil i ty of the most 
p r o f i t a b l e b a n k s would not n e c e s s a r i l y indi-
c a t e signif icant difficulty for t h e banking sys-
tem. On t h e o ther hand, if the least prof i table 
b a n k s h a v e s u f f e r e d r e d u c e d p r o f i t a b i l i t y , 
t h e r e is c a u s e to s u s p e c t c o n t i n u i n g p r o b -
lems. 

O n e way to analyze the distribution of bank 
profitability within a given asse t - s ize category 
is to rank all banks in that category in ascend-
ing order of profitability, divide the group into 
quarti les, and d e s c r i b e the profitability of t h e 
most prof i table bank in each quart i le . For ex-
a m p l e , t h e b a n k s with t h e b e s t ROA in t h e 
first ( lowest ) q u a r t i l e would b e t h o s e at t h e 
2 5 t h p e r c e n t i l e ; t h a t is , 2 5 p e r c e n t o f t h e 
b a n k s in a p a r t i c u l a r s i z e c a t e g o r y a r e l e s s 
p r o f i t a b l e t h a n t h e b a n k at t h e 2 5 t h p e r -
c e n t i l e . C o m p a r i n g t h e p r o f i t a b i l i t y of t h e 
b a n k at t h e 25th p e r c e n t i l e o v e r t i m e would 
i n d i c a t e t h e d e g r e e to which t h e l e a s t prof-
i table banks in that a s s e t category are experi -
e n c i n g i m p r o v e m e n t or d e t e r i o r a t i o n in 
earnings. Likewise, comparing the ROA for t h e 
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banks at t h e 75th p e r c e n t i l e o v e r t ime would 
indica te c h a n g e s in t h e earnings of t h e more 
profitable banks in that s ize category. (A 75th-
p e r c e n t i l e b a n k w o u l d b e m o r e p r o f i t a b l e 
than 75 p e r c e n t of the banks in its size catego-
ry.) A r i s e in p r o f i t a b i l i t y o v e r t i m e at t h e 
various p e r c e n t i l e s s u g g e s t s i m p r o v e d c o n -
ditions; downward m o v e m e n t s indicate d e t e -
r iora t ion . T a b l e s 21 t hrough 26 p r e s e n t t h e 
p r o f i t a b i l i t y d i s t r i b u t i o n for e a c h of t h e six 
a s s e t - s i z e c a t e g o r i e s d u r i n g t h e p a s t f i v e 
years. 

Last year t h e ROA of all t h r e e prof i tabi l i ty 
percent i l es of banks in all s ize c l a s s e s e x c e p t 
the largest improved. For t h e leas t prof i table 
banks in e a c h c lass u n d e r $ 5 0 0 million in as -
s e t s , 1989 was t h e third c o n s e c u t i v e y e a r of 
i m p r o v e m e n t . ROA has i m p r o v e d during at 
l eas t t h e last two y e a r s for b o t h t h e m e d i a n 
bank a n d t h e 7 5 t h - p e r c e n t i l e b a n k s in e a c h 
size class but the largest. 

In each of t h e last t h r e e years, the grea tes t 
p r o f i t a b i l i t y i m p r o v e m e n t h a s o c c u r r e d 
among t h e leas t prof i tab le banks . Last year 's 
m o d e r a t e ROA gain for t h e n a t i o n ' s l o w e s t -
quartile smal lest banks is a w e l c o m e improve-
m e n t o v e r t h e a n e m i c or n e g a t i v e r e t u r n s 
recorded by t h e s e banks for t h e previous four 
years . As in 1988, p e r h a p s s o m e , b u t by n o 
m e a n s all, of last year's improvement in small 
bank prof i tabi l i ty can b e a s c r i b e d to t h e fact 
that a n u m b e r of t h e l e a s t p r o f i t a b l e s m a l l 
banks in t h e United S ta tes discont inued oper -
ations. Close to one-half of the failed banks in 
recent years had a s s e t s under $25 million. In 
the o ther two quart i les for t h e smal les t banks 
ROA has b e e n much more s table . 

ROA of t h e l a r g e s t b a n k s d e c l i n e d a l o n g 
with their overall profitability, which was relat-

e d to loan loss, in 1989. In their c a s e the poor 
got poorer, as banks with the lowest ROA lost 
a b o u t o n e - f o u r t h of t h e i r r e t u r n on a s s e t s 
while m o r e p r o f i t a b l e $1 b i l l i o n - p l u s b a n k s ' 
ROA d e c l i n e d less than 5 percent . 

Conclusion 

T h e n a t i o n s ' l a r g e s t b a n k s s u f f e r e d prof -
i t a b i l i t y d e c l i n e s in 1 9 8 9 a s t h e y d o u b l e d 
their provis ions for loan l o s s e s from 1988 ad-
ditions. Except for the largest, however, banks' 
1989 prof i tabi l i ty c o n t i n u e d a slow r e c o v e r y 
from 1986 lows. T h e l e a s t p r o f i t a b l e b a n k s 
c o n t i n u e d to r e c o v e r m o s t , whi le t h e m o s t 
prof i tab le main ta ined or m o d e s t l y i m p r o v e d 
t h e i r re turns . D e s p i t e ongoing r e c o v e r y and 
t h e failure of many of the worst performers in 
their s ize class, though, t h e smal les t b a n k s — 
t h o s e with a s s e t s of l e s s than $ 2 5 m i l l i o n — 
cont inued to record ROAs and ROEs that were 
well be low t h o s e of their larger counterparts . 
Higher o p e r a t i n g e x p e n s e s p e r d o l l a r of as -
se t s accounted for the gap in 1989. 

E x c e p t for s o m e b a n k s ' high or increas ing 
loan losses , c o n c e n t r a t e d in Louisiana and to 
a l e s s e r d e g r e e in F l o r i d a a n d T e n n e s s e e , 
southeastern banks followed the national pat-
tern c l o s e l y . Larger b a n k s in t h e reg ion suf-
fe red l e s s from loan l o s s e s . Louis iana b a n k s 
general ly did not perform as well as banks in 
o ther regional s ta tes , continuing a pattern es -
tab l i shed in the early 1980s, and t roubles sur-
f a c e d at F l o r i d a b a n k s with a s s e t s o f $ 5 0 0 
million to $1 billion. 

Appendix 

Profitability M e a s u r e s 

T h r e e d i f ferent m e a s u r e s h a v e b e e n u s e d to 
p r o v i d e in format ion on b a n k p e r f o r m a n c e : a d -
j u s t e d n e t in teres t margin, return on a s s e t s , and 
return on e q u i t y . A d j u s t e d ne t i n t e r e s t margin 
g a u g e s t h e d i f f e r e n c e b e t w e e n a bank's in teres t 

i n c o m e a n d e x p e n s e s a n d is roughly s imilar to a 
b u s i n e s s ' s gross profit margin. Gross profit is t h e 
a m o u n t r e c e i v e d from s a l e s m i n u s t h e c o s t o f 
g o o d s or s e r v i c e s s o l d ; o t h e r e x p e n s e s such as 
s a l e s , a d v e r t i s i n g , s a l a r i e s , a n d r e n t h a v e n o t 
b e e n d e d u c t e d . For banks , th is indica tor is cal-
c u l a t e d b y s u b t r a c t i n g i n t e r e s t e x p e n s e from 
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t a x - a d j u s t e d i n t e r e s t r e v e n u e (ne t of l o a n - l o s s 
p r o v i s i o n s ) a n d d i v i d i n g t h a t r e s u l t b y n e t 
i n t e r e s t - e a r n i n g a s s e t s . For th is ca l cu la t ion , in-
t e r e s t r e v e n u e from t a x - e x e m p t secur i t i es is a d -
j u s t e d upward by t h e bank's marginal tax rate to 
avoid penal iz ing inst i tut ions that hold s u b s t a n -
tial s t a t e a n d local s e c u r i t i e s p o r t f o l i o s , which 
r e d u c e tax b u r d e n s . 

L o a n - l o s s e x p e n s e s a r e s u b t r a c t e d from in-
t e r e s t r e v e n u e to p l a c e b a n k s that m a k e lower-
r i s k l o a n s a t l o w e r i n t e r e s t r a t e s o n a m o r e 
e q u a l foot ing with c o m m e r c i a l b a n k s that m a k e 
higher-risk loans, which can g e n e r a t e g r e a t e r in-
t e r e s t i n c o m e . For e x a m p l e , i n t e r e s t r a t e s on 
credi t cards h a v e b e e n substant ia l ly higher than 
ra tes on pr ime c o m m e r c i a l loans , b u t loan loss-
e s on c r e d i t c a r d s h a v e a l s o b e e n larger. Loan 
l o s s e s on c r e d i t c a r d s w e r e 3.1 p e r c e n t of tota l 
c r e d i t card v o l u m e in 1988 for t h e na t ion ' s t o p 
100 b a n k s in c r e d i t card o p e r a t i o n s , according to 
"Top 100 Banks in Credit Card Opera t ions . " 

B a n k s a l s o b r i n g in n o n i n t e r e s t r e v e n u e in 
t h e form of loan origination f e e s ; d e p o s i t se rv ice 
c h a r g e s ; c h a r g e s for l e t t e r s of credi t , loan c o m -
m i t m e n t s , a n d o t h e r o f f - b a l a n c e - s h e e t se rv ices ; 
a n d gains from t h e s a l e of secur i t i e s , to n a m e a 
few. In a d d i t i o n , they incur n o n i n t e r e s t e x p e n s -
e s such as e x p e n d i t u r e s on e m p l o y e e s a l a r i e s , 
c o m p u t e r e q u i p m e n t , a n d m a i n t e n a n c e . 
T h e r e f o r e , Bank X with a c o m p a r a t i v e l y low a d -
j u s t e d i n t e r e s t margin may a c h i e v e a h igher re-
turn on a s s e t s t h a n B a n k Y, which a t t a i n e d a 
larger margin. That is, Bank X may record a high-
e r return on a s s e t s by realizing higher noninter -
e s t r e v e n u e s or lower nonin teres t e x p e n s e s . 

T h e return on a s s e t s (ROA) r a t i o — t h e resu l t 
of d i v i d i n g a b a n k ' s n e t i n c o m e by its a v e r a g e 
a s s e t s — g a u g e s how well a bank 's m a n a g e m e n t 
is using t h e firm's a s s e t s . T h e return on e q u i t y 
( R O E ) f i g u r e t e l l s a b a n k ' s s h a r e h o l d e r s how 
m u c h t h e i n s t i t u t i o n is e a r n i n g o n t h e b o o k 
value of the ir i n v e s t m e n t s . ROE is ca lcu la ted by 
dividing a bank 's n e t i n c o m e by its total equi ty . 
T h e r a t i o o f ROA t o R O E f a l l s a s t h e b a n k ' s 
c a p i t a l - t o - a s s e t s ratio r ises . S m a l l e r b a n k s typ-
ically have higher c a p i t a l - t o - a s s e t ratios. 

A n a l y s t s w h o want to c o m p a r e p r o f i t a b i l i t y 
w h i l e ignoring d i f f e r e n c e s in e q u i t y c a p i t a l ra-
t i o s t e n d t o f o c u s o n ROA. P e o p l e w i s h i n g t o 

f o c u s on r e t u r n s t o s h a r e h o l d e r s l o o k at R O E . 
Highly capi ta l ized b a n k s that p o s t t h e s a m e re-
turn on a s s e t s as l e s s well c a p i t a l i z e d c o m p e t i -
t o r s will record a lower return on e q u i t y . S i n c e 
r e t u r n o n e q u i t y is c o m p u t e d b y d i v i d i n g a 
bank's ne t i n c o m e by its e q u i t y capital , a bank's 
return on e q u i t y will d e c l i n e as its e q u i t y capi ta l 
increases , assuming ne t i n c o m e r e m a i n s fixed. 

Profitability D a t a a n d Calculat ions 

T h e data in th is art ic le are taken from r e p o r t s 
of condi t ion and i n c o m e filed with federal bank 
r e g u l a t o r s b y i n s u r e d c o m m e r c i a l b a n k s . T h e 
s a m p l e c o n s i s t s of all b a n k s t h a t had t h e s a m e 
identi f icat ion n u m b e r at t h e b e g i n n i n g and e n d 
of e a c h year. T h e n u m b e r of b a n k s in t h e 1989 
national s a m p l e is 12,493. 

T h e t h r e e profi tabi l i ty m e a s u r e s u s e d in this 
s tudy are d e f i n e d as follows: 

Adjus ted Net Interest Margin = 

E x p e c t e d Interes t R e v e n u e s -
Interes t E x p e n s e 

Average Interest -Earning Asse ts 

Return on A s s e t s = 

Net I n c o m e 

Average C o n s o l i d a t e d A s s e t s 

Return on Equity = 

Net Income 

Average Equity Capital 

Average interest-earning assets and average e q -
uity capital are der ived by averaging beginning- , 
middle - , and e n d - o f - y e a r b a l a n c e s h e e t figures. 
T h e e x p e c t e d interes t i n c o m e c o m p o n e n t to n e t 
i n t e r e s t margin i n c o r p o r a t e s two signif icant a d -
j u s t m e n t s from ordinary in teres t income. If prof-
its b e f o r e tax are g r e a t e r than zero, t h e l e s s e r of 
r e v e n u e from s t a t e a n d local s e c u r i t i e s e x e m p t 
from federa l tax or t h e bank 's profi ts b e f o r e tax 
is d i v i d e d b y 1 m i n u s t h e b a n k ' s m a r g i n a l 
f e d e r a l tax r a t e . L o a n - l o s s e x p e n s e s a r e s u b -
trac ted from in teres t r e v e n u e . 
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Table 12. 
Adjusted Net Interest Margin as a Percentage of Interest-Earning Assets 

(Insured commercial banks by consolidated assets) 

All 0-$25 $25-$50 $ 5 0 - $ 1 0 0 $100-$500 $500 million-
Year Banks million million million million $1 billion $1 billion+ 

1985 3.57 3.77 3.78 3.77 4.31 4.22 3.30 

1986 3.34 3.54 3.74 3.90 3.93 3.98 3.06 

1987 2.71 3.82 3.95 4.12 4.21 3.91 2.03 

1988 3.75 4.05 4.17 4.27 4.29 4.00 3.54 

1989 3.13 4.20 4.24 4.24 4.27 4.05 2.65 

Source: Figures in all tables have been computed by the Federal Reserve Bank of Atlanta from data in "Consolidated Reports of 
Condition for Insured Commercial Banks" and "Consolidated Reports of Income for Insured Commercial Banks," 1985-
1989, filed with each bank's respective regulator. 

Table 2. 
Tax-Equivalent Interest Earnings as 

a Percentage of Interest-Earning 
Assets and Total Revenue 

(Insured commercial banks with over 
$1 billion in assets) 

Year 

Tax-Equivalent 
Interest Earnings 

as Percent of 
Interest-Earning 

Assets 

Tax-Equivalent 
Interest Earnings 

as Percent of 
Total Revenue 

1980 14.45 92.6 

1981 17.04 93.1 

1982 15.25 91.9 

1983 12.38 89.0 

1984 12.85 89.7 

1985 11.33 87.1 

1986 9.93 83.9 

1987 9.83 83.0 

1988 10.83 84.0 

1989 11.89 84.6 
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Table 15. 
Tax-Equivalent Interest Revenue as a Percentage of Interest-Earning Assets 

(Insured commercial banks by consolidated assets) 

All 0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million Si billion $1 billion+ 

1985 11.41 11.80 11.57 11.39 11.58 11.59 11.33 
1986 10.18 10.78 10.74 10.69 10.53 10.73 9.93 
1987 9.90 9.95 10.00 10.00 10.06 10.04 9.83 
1988 10.66 10.13 10.19 10.25 10.36 10.46 10.83 

1989 11.59 10.68 10.78 10.76 11.01 11.15 11.89 

Table 4. 
Loan-Loss Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks by consolidated assets) 

All 0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million Si billion $1 billion+ 

1985 .79 1.25 1.00 .93 .70 .80 .76 
1986 .92 1.33 1.10 .96 .90 1.02 .88 
1987 1.48 .94 .82 .68 .69 .90 1.84 

1988 .64 .72 .63 .56 .58 .79 .65 
1989 1.08 .57 .53 .48 .56 .68 1.30 

Table 5. 
Interest Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks by consolidated assets) 

All 0-S25 S25-S50 $50-$100 $100-$500 $500 million-
Year Banks million million million million Si billion $1 billion+ 

1985 7.04 6.79 6.79 6.69 6.57 6.57 7.26 
1986 5.92 5.90 5.91 5.83 5.70 5.73 5.99 
1987 5.71 5.19 5.23 5.19 5.16 5.23 5.96 

1988 6.27 5.36 5.39 5.42 5.48 5.67 6.63 
1989 7.38 5.91 6.01 6.04 6.18 6.42 7.93 
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Table 6. 
Percentage Return on Assets 

(Insured commercial banks by consolidated assets) 

All 0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million Si billion $1 billion+ 

1985 .70 .36 .69 .75 .87 .72 .67 

1986 .63 .09 .46 .62 .68 .61 .65 

1987 .10 .26 .46 .66 .75 .51 - . 1 5 

1988 .84 .37 .62 .78 .81 .58 .89 

1989 .52 .63 .77 .91 .94 .91 .37 

Table 7. 
Percentage Return on Equity 

(Insured commercial banks by consolidated assets) 

All 0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million $1 billion $1 billion+ 

1985 11.31 3,67 8.00 9.30 11.96 10.29 12.53 

1986 10.10 .91 5.34 7.72 9.43 9.00 11.84 

1987 1.63 2.75 5.39 8.02 10.08 7.51 - 2 . 8 0 

1988 13.56 3.88 7.03 9.24 10.66 8.70 16.47 

1989 8.21 6.45 8.52 10.43 12.15 13.10 6.49 

Table 8. 
Total Noninterest Expenses as a Percentage of Total Assets 

(Insured commercial banks by consolidated assets) 

All 0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million $1 billion $1 billion+ 

1985 3.5 3.7 3.2 3.2 3.2 3.4 3.6 

1986 3.5 3.7 3.3 3.2 3.2 3.4 3.6 

1987 3.7 3.8 3.3 3.2 3.2 3.4 4.0 

1988 3.7 3.8 3.3 3.2 3.2 3.4 3.9 

1989 3.7 3.8 3.3 3.2 3.2 3.2 3.9 
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Table 15. 
Adjusted Net Interest Margin as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

AHSE 0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million $1 billion $1 billion+ 

1985 4.42 4.47 4.21 3.95 4.65 3.91 4.56 

1986 4.25 4.19 4.19 4.25 4.25 3.88 4.32 

1987 4.28 4.20 4.29 4.42 4.54 3.69 4.23 

1988 4.34 4.30 4.26 4.36 4.45 4.18 4.33 

1989 3.81 4.16 4.30 4.18 4.23 3.48 3.60 

Table 10. 
Tax-Equivalent Interest Revenue as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

ANSE 0-$25 $25-$50 $50-$100 $100~$500 $500 million-
Year Banks million million million million Si billion $1 billion+ 

1985 11.74 12.04 11.86 11.64 11.86 11.90 11.63 

1986 10.74 11.16 11.12 11.05 10.89 10.94 10.51 

1987 10.28 10.35 10.43 10.33 10.30 10.12 10.26 

1988 10.64 10.54 10.59 10.53 10.50 10.50 10.73 

1989 11.06 11.18 11.21 11.00 10.99 10.97 11.09 

Table 11. 
Loan-Loss Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

Year 
ANSE 
Banks 

0-$25 
million 

$25-$50 
million 

$50-$100 
million 

$100-$500 
million 

$500 million-
$1 billion $1 billion+ 

1985 .75 .90 .87 .96 .71 1.16 .60 

1986 .86 1.13 1.02 .92 1.00 1.24 .70 

1987 .80 .98 .88 .69 .68 1.22 .80 

1988 .64 .71 .69 .57 .60 .56 .66 

1989 .78 .79 .58 .51 .57 .96 .88 
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Table 12. 
Interest Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

AHSE 0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million Si billion $1 billion+ 

1985 6.56 6.67 6.78 6.73 6.50 6.83 6.46 

1986 5.63 5.84 5.90 5.89 5.64 5.81 5.49 

1987 5.20 5.18 5.26 5.22 5.09 5.21 5.23 

1988 5.66 5.53 5.59 5.60 5.45 5.76 5.73 

1989 6.48 6.23 6.34 6.32 6.18 6.53 6.61 

Table 13. 
Percentage Return on Assets 

(Insured commercial banks in the Southeast by consolidated assets) 

All SE 0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million $1 billion $1 billion+ 

1985 .91 .75 .90 .80 .98 .50 .99 

1986 .82 .33 .63 .74 .74 .55 .94 

1987 .78 .31 .52 .73 .80 .45 .86 

1988 .82 .30 .51 .82 .81 .86 .87 

1989 .69 .28 .68 .90 .90 .55 .62 

Table 14. 
Percentage Return on Equity 

(Insured commercial banks in the Southeast by consolidated assets) 

All SE 0-$25 $25-$50 $50-$100 $100-$500 $500 million-
Year Banks million million million million $1 billion $1 billion+ 

1985 13.09 7.27 10.00 9.70 13.31 7.64 16.74 

1986 11.87 3.25 7.01 8.83 10.00 8.68 15.78 

1987 11.18 2.82 5.70 8.61 10.56 6.90 13.99 

1988 11.65 2.78 5.49 9.45 10.58 12.85 13.69 

1989 9.71 2.46 7.15 10.13 11.43 8.28 9.81 
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Table 15. 
Adjusted Net Interest Margin as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by state) 

AUSE 
Year Banks 

1985 4.42 

1986 4.25 

1987 4.28 

1988 4.34 

1989 3.81 

Alabama Florida 

4.71 4.61 

4.72 4.56 

4.50 4.30 

4.47 4.36 

3.92 3.79 

Georgia Louisiana 

5.03 3.51 

4.75 2.47 

4.98 3.04 

4.98 3.43 

4.60 2.81 

Mississippi Tennessee 

4.26 4.10 

4.15 4.36 

4.35 4.21 

4.28 4.11 

3.84 3.48 

Table 16. 
Tax-Equivalent Interest Revenue as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by state) 

Year 
AUSE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1985 11.74 11.79 11.80 12.14 11.53 11.52 11.40 

1986 10.74 10.83 10.78 11.01 10.39 10.51 10.69 

1987 10.28 10.11 10.14 11.10 9.97 10.30 10.03 

1988 10.64 10.61 10.40 11.27 10.63 10.36 10.62 

1989 11.06 10.95 10.91 11.77 10.67 10.76 11.06 

Table 17. 
Loan-Loss Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by state) 

Year 
All SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1985 .75 .60 .66 .57 1.36 .61 .71 

1986 .86 .45 .68 .67 2.14 .67 .66 

1987 .80 .45 .77 .72 1.61 .61 .64 

1988 .64 .32 .59 .54 1.29 .46 .73 

1989 .78 .41 .77 .59 1.44 .49 .95 
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Table 12. 
Interest Expense as a Percentage of Interest-Earning Assets 

(Insured commercial banks in the Southeast by state) 

Year 
All SE 
Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1985 6.56 6.48 6.53 6.54 6.67 6.65 6.59 

1986 5.63 5.65 5.54 5.60 5.78 5.69 5.68 

1987 5.20 5.16 5.06 5.39 5.32 5.34 5.18 

1988 5.66 5.82 5.45 5.75 5.91 5.67 5.77 

1989 6.48 6.62 6.35 6.58 6.42 6.44 6.63 

Table 19. 
Percentage Return on Assets 

(Insured commercial banks in the Southeast by state) 

AUSE 
Year Banks Alabama Florida Georgia Louisiana Mississippi Tennessee 

1985 .91 1.20 .86 1.20 .38 1.03 .95 

1986 .82 1.22 .87 1.09 - . 2 2 1.00 .98 

1987 .78 1.08 .75 1.13 - . 0 7 .88 .89 

1988 .82 1.16 .78 1.15 .03 .85 .84 

1989 .69 1.01 .62 1.12 - . 0 9 .81 .61 

Table 20. 
Percentage Return on Equity 

(Insured commercial banks in the Southeast by state) 

AUSE 
Year Banks Alabama Florida Georgia Louisiana Mississippi Tennessi 

1985 13.09 14.95 13.68 18.38 4.73 14.14 13.85 

1986 11.87 15.15 14.21 16.41 - 2 . 9 1 13.50 13.74 

1987 11.18 13.27 12.06 16.02 - . 9 3 11.49 12.33 

1988 11.65 14.38 12.21 15.77 .44 10.92 11.55 

1989 9.71 12.55 9.65 14.64 -1 .25 10.22 8.39 
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Table 21. 
Percentage Return on Assets 
(Insured commercial banks with assets 

below $25 million) 

Percentile According to Profitability 
Year 75% 50% 25% 

1985 1.29 .82 .07 

1986 1.12 .65 - . 2 6 

1987 1.09 .67 - . 0 3 

1988 1.14 .78 .20 

1989 1.20 .85 .39 

Table 23. 
Percentage Return on Assets 
(Insured commercial banks with assets 

of $50 million to $100 million) 

Percentile According to Profitability 

Year 75% 50% 25% 

1985 1.34 1.02 .60 

1986 1.28 .94 .45 

1987 1.25 .92 .52 

1988 1.28 .98 .65 

1989 1.34 1.04 .71 

Table 25. 
Percentage Return on Assets 
(Insured commercial banks with assets 

of $500 million to $1 billion) 

Percentile According to Profitability 

Year 75% 50% 25% 

1985 1.19 .92 .65 

1986 1.19 .92 .55 

1987 1.20 .94 .47 

1988 1.29 .99 .57 

1989 1.32 1.07 .66 

Table 22. 
Percentage Return on Assets 
(Insured commercial banks with assets 

of $25 million to $50 million) 

Percentile According to Profitability 

Year 75% 50% 25% 

1985 1.34 .97 .50 

1986 1.23 .83 .29 

1987 1.18 .84 .35 

1988 1.24 .93 .53 

1989 1.30 1.00 .60 

Table 24. 
Percentage Return on Assets 
(Insured commercial banks with assets 

of $100 million to $500 million) 

Percentile According to Profitability 
Year 75% 50% 25% 

1985 1.32 1.03 .74 

1986 1.27 .97 .57 

1987 1.25 .97 .60 

1988 1.33 1.04 .72 

1989 1.37 1.08 .78 

Table 26. 
Percentage Return on Assets 
(Insured commercial banks with assets 

over $1 billion) 

Percentile According to Profitability 
Year 75% 50% 25% 

1985 1.11 .89 .59 

1986 1.11 .90 .60 

1987 1.08 .86 .30 

1988 1.21 1.02 .72 

1989 1.20 .97 .52 
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Notes 

'Six size categor ies of commerc ia l banks are analyzed in 
this study. They are ( I ) banks wi th to ta l assets under $25 
mi l l ion, (2) banks wi th total assets of at least $25 mi l l ion 
and less than $50 mi l l ion , (3) banks wi th total assets of at 
least $50 m i l l i o n and less than $100 m i l l i on , (4) banks 
with to ta l assets of at least $100 m i l l i o n and less than 
$500 mi l l i on , (5) banks w i th to ta l assets of at least $500 
mi l l ion and less than $1 b i l l i on , and (6) banks wi th total 
assets of at least $ I b i l l ion. 

De novo banks are not inc luded in this s tudy. The ra-
tios d i sp layed are ful l -year pro f i tab i l i ty figures based on 
beg inn ing - , m i d d l e - , a n d e n d - o f - y e a r ba lance s h e e t s 
and i n c o m e s ta temen ts . Banks tha t c o m m e n c e ope ra -
t ions dur ing any part icular year wi l l be missing, at a min-
imum, beg inn ing -o f - yea r data. Commerc ia l banks w i th 
assets u n d e r $50 m i l l i o n a c c o u n t e d for 54.4 p e r c e n t 
(6,790) of the to ta l number of banks nat ionwide (12,493) 
that were inc luded in the 1989 sample, but on ly 5.3 per-
cent of U.S. banks' total assets. 

2 In th is s tudy the Southeast refers to the six s tates that 
are ent i re ly or par t ia l ly wi th in the Sixth Federal Reserve 
D i s t r i c t : A l a b a m a , F l o r i d a , G e o r g i a , L o u i s i a n a , M is -
sissippi, and Tennessee. 

See Wall (1983) for a review of southeastern banks' re-
turns on assets and equ i ty for the 1972-82 per iod . 

3The revenue, expense, and pro f i tab i l i t y f igures present-
ed are general ly s imi lar to those d isp layed in pr ior bank 
prof i tab i l i ty s tudies pub l i shed in the Economic Review (see 
Goud reau and W h i t e h e a d for t h e mos t recen t s t udy ) . 
The figures are not ident ica l because repor t ing errors by 
b a n k s a re c o n t i n u a l l y b e i n g f o u n d a n d c o r r e c t e d . 

A d d i t i o n a l l y , t h e i n t e res t r evenue as a pe rcen tage of 
i n te res t -ea rn ing assets rat io and ad j us ted net in te res t 
marg ins may d i f f e r f rom f igures r e p o r t e d in p r e v i o u s 
s tud ies because of cor rec t ions in the t r e a t m e n t of tax-
exempt interest income. 

4Size categories I through 6 last year conta ined 304, 489, 
400, 326, 33, and 47 sou theas te rn bank ing ins t i tu t ions , 
respect ively. That is, the number of regional banks wi th 
total assets be tween $500 mi l l ion and $1 b i l l i on equa led 
33 in 1989 c o m p a r e d w i t h a t o t a l of 47 s o u t h e a s t e r n 
banks wi th assets of at least $1 b i l l ion . The number of in-
s t i t u t i o n s in each of the r e m a i n i n g size c lass i f i ca t ions 
was much higher. 

The uneven performance of southeastern banks in th is 
$500 mi l l i on - to -$ l b i l l ion asset category can be t raced to 
acquis i t ion and merger activi ty, a b road pro f i tab i l i ty im-
p rovement in 1988, and a d iscern ib le c luster ing of poor-
ly pe r f o rm ing larger reg ional banks in 1989. Numerous 
inst i tu t ions w i th in this size category exper ienced decl in-
ing prof i ts in 1985, 1986, and 1987. A number of these in-
a d e q u a t e l y p e r f o r m i n g b a n k s , m o s t o f w h i c h w e r e 
l oca ted in Lou is iana and F lo r ida , e v e n t u a l l y were ac-
qu i red by or merged in to larger, more prof i tab le ent i t ies. 
The banks that remained in this asset class general ly re-
po r ted improved pro f i tab i l i ty in 1988. Al though a major i -
ty of southeastern banks in the $500 mi l l ion- to -$ l b i l l i on 
s i ze c lass r e g i s t e r e d r e s p e c t a b l e e a r n i n g s in 1989, 
be low-s tandard prof i t per formance by some of the $500 
m i l l i o n - t o - $ l b i l l i o n banks again h e l d d o w n last year's 
average p ro f i t rat ios for t h i s ca tegory of sou theas te rn 
bank. 
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Book Review 

Presidential Economics: The Making of Economic Policy from 
Roosevelt to Reagan and Beyond, 2d revised edition. 

by Herbert Stein. 
Washington, D.C.: American Enterprise Institute for Public Policy Research, 1988. 
450 pages. $12.75. 

Public d iscuss ion of e c o n o m i c policy 
is b e d e v i l e d b y t h e f a i l u r e to d is -
tinguish b e t w e e n q u e s t i o n s of logic 

(whether or not the federal deficit must fall, for 
example) , forecasts (whether or not the deficit 
will fall or, s i m i l a r l y , t h e l i k e l i h o o d of t h e 
deficit 's b e i n g cut), and policy r e c o m m e n d a -
t i o n s (how to cut t h e def ic i t ) . H e r b e r t S t e i n 
has s p e n t his c a r e e r i l luminat ing t h e s e dis-
t inctions. In t h e midst of the d e b a t e over the 
t r a d e d e f i c i t , for i n s t a n c e , with j u s t a few 
words h e was a b l e to clarify the discussion on 
the feasibil ity of large t rade deficits where so 
many o t h e r a n a l y s e s had fa i led : " D o e s any-
one know an optimum rate of the t rade deficit 
o t h e r t h a n what e m e r g e s in t h e m a r k e t ? I 
think not. Certa inly t h e o p t i m u m rate is not 
z e r o . A c l i c h é of t h e s e d a y s is t h a t a t r a d e 
deficit of t h e present s ize cannot go on forev-
er. T h i s is n o t a x i o m a t i c a l l y t r u e , b u t it is 
p r o b a b l y t rue . That d o e s not, however , g ive 
any guidance. . . . (I]f something cannot go on 
forever, it will s top." 1 

Stein , A. Willis Robertson Professor of Eco-
nomics Emeri tus at t h e University of Virginia 
a n d f o r m e r C h a i r m a n of t h e P r e s i d e n t ' s 
Council of E c o n o m i c Advisors, is an acknowl-
e d g e d v i r tuoso at focus ing a t t e n t i o n on t h e 

heart of e c o n o m i c issues , cutting away the po-
litical and cultural baggage and other effluvia 
that e n c u m b e r policy d e b a t e . His most recent 
book, Presidential Economics, is an e x t e n d e d ex-
e r c i s e in c lar i f i ca t ion a n d d e b u n k i n g . S u b -
tit led The Making of Economic Policy from Roosevelt 
to Reagan and Beyond, the book traces the poli-
cymaking process from theory to formulation, 
i m p l e m e n t a t i o n , o u t c o m e , a n d e v a l u a t i o n . 
T h e narrative, which b e g i n s in t h e 1920s, e s -
t a b l i s h e s a historical b a s i s for examining the 
e c o n o m i c po l i c ies of t h e Reagan adminis tra-
t ions, e spec ia l ly t h e tax cuts early in t h e first 
t e r m . S t e i n ' s d e s c r i p t i o n a n d e v a l u a t i o n of 
dif ferent schools of thought and r e c e i v e d (or 
d i s c a r d e d ) theory during ear l ier adminis t ra -
t i o n s s e t s up t h e d i s c u s s i o n of t h e R e a g a n 
years. 

Ste in 's review of the record reveals a good 
d e a l of c o n t i n u i t y in U.S. e c o n o m i c pol i cy-
making, a l b e i t more in t e r m s of p r o c e s s (the 
making) than of i d e a s (the policy). He makes 
t h i s d i s t i n c t i o n e a r l y on in Presidential Eco-
nomics. In t h e United S t a t e s a history of rising 
living standards, along with faith in technolog-
ical and social progress , has e n c o u r a g e d the 
b e l i e f t h a t t h e r e is a u n i q u e , c o r r e c t pol i cy 
s o l u t i o n t o e v e r y p r o b l e m — r a n g i n g f rom 
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pover ty and low p r o d u c t i v i t y growth to e n -
vironmental degradat ion and inflation. 

When the e l e c t o r a t e p e r c e i v e s that current 
policy is "not working," a c c o r d i n g to cr i ter ia 
that may b e arbitrary, it c r e a t e s s u p p o r t for 
change, but it rarely ident i f ies an a l ternat ive 
policy. This s e q u e n c e has occurred r e p e a t e d -
ly in t h e United States . T h e initial support for 
P r e s i d e n t s R o o s e v e l t , K e n n e d y , Nixon, Car-
ter, and Reagan was more a re ject ion of then-
s tandard e c o n o m i c p o l i c i e s than a s e n t i e n t 
e m b r a c e of a speci f ic alternative program. 

Recogniz ing this p a t t e r n , S t e i n d i s c u s s e s 
cri teria for judging both t h e s u c c e s s of e c o -
nomic policy and the validity of s tandard e c o -
n o m i c t h e o r y . S t e i n o b s e r v e s a b i a s in t h e 
United S t a t e s toward accept ing the efficacy of 
current policy: any e c o n o m i c condi t ions that 
are not i n c o n s i s t e n t with a policy's e x p e c t e d 
s u c c e s s f u l o u t c o m e are typica l ly v i e w e d as 
e v i d e n c e of t h e policy's e f fec t iveness . As long 
as g e n e r a l c i r c u m s t a n c e s are a c c e p t a b l e (for 
e x a m p l e , in f la t ion is low a n d e m p l o y m e n t 
growth is s t rong) , t h e b u r d e n of p r o o f is on 
c o m p e t i n g p o l i c i e s . If c o n d i t i o n s a r e n o t 
good, or not good enough, this s ta te of affairs 
is b l a m e d on current pol icy , and t h e p u b l i c 
bias shifts to e m b r a c e an a l ternat ive , e v e n if 
unproven, policy. 

Unfortunately, the real world is a poor labo-
ratory for evaluating e c o n o m i c policy b e c a u s e 
it is difficult to distinguish the effects of policy 
from t h e i m p a c t of myriad o t h e r i n f l u e n c e s . 
For th is r e a s o n S t e i n s u g g e s t s that all e c o -
nomic policy is exper imenta l . Economic t h e o -
ry m a y s u g g e s t a p p r o p r i a t e p o l i c y in t h e 
s e n s e that it is not i l l - equipped to guide pol-
icy, but theory customarily focuses on t h e re-
l a t i o n s h i p a m o n g only a few v a r i a b l e s , not 
hundreds. T h e risk is that o n e or many of the 
u n s p e c i f i e d v a r i a b l e s m a y b e h a v e in a way 
that subverts the "surface" variables ' relation-
ship. 

Considering his views, then, Stein is not b e -
ing d i s m i s s i v e when he d e s c r i b e s P r e s i d e n t 
Franklin Roosevel t ' s fiscal policy as e x t e m p o -
rized. Each s u c c e e d i n g p r e s i d e n t has f a c e d 
the s a m e c h a l l e n g e s that confronted his pre-
d e c e s s o r s and c o n t e m p o r a r y p o l i c y m a k e r s : 
How can o n e t e l l if p o l i c y is w o r k i n g , a n d 
when d o e s o n e d e c i d e if it is not e f f e c t i v e ? 
Does the policy's failure yield any information 

a b o u t which p o l i c y m i g h t work n e x t t i m e ? 
T h a t is, d o e s t h e e x p e r i e n c e l e a d to a revi-
sion of be l ie f about the way t h e world works? 

As an e x a m p l e of how difficult such distinc-
t ions may b e to judge, Stern c i tes t h e c a s e of 
p e r s o n a l i n c o m e tax c u t s . In r e c e n t h i s tory 
t h e r e h a v e b e e n two p e r s o n a l t a x cut pro -
grams. T h e reasoning support ing each tax cut 
w a s e n t i r e l y d i f f e r e n t , a n d t h e m e a n s b y 
which e a c h was e x p e c t e d to s t i m u l a t e gross 
national product (GNP) were mutually exclu-
s ive . T h e e v i d e n c e , however, which s u g g e s t s 
that e a c h program was success fu l , is c o n s i s -
t en t with both t h e o r i e s . B e c a u s e t h e r e is not 
enough information to distinguish clearly b e -
t w e e n t h e e f f e c t s o f t h e two p o l i c i e s , t h e 
a v a i l a b l e d a t a are not s u f f i c i e n t to s u p p o r t 
o n e to t h e e x c l u s i o n of t h e o t h e r . In o t h e r 
words, the data do not allow a rigorous tes t of 
the underlying truth. 

Recent history's b e s t example of this o b s e r -
v a t i o n a l e q u i v a l e n c e is t h e tax c u t s during 
t h e a d m i n i s t r a t i o n s of P r e s i d e n t s K e n n e d y 
and R e a g a n . B e f o r e e a c h tax r e d u c t i o n was 
p a s s e d , its p r o p o n e n t s c o n t e n d e d that t h e 
cut would " r a i s e n a t i o n a l i n c o m e , i n c r e a s e 
income growth, b o o s t total output and reduce 
t h e u n e m p l o y m e n t ra te . " In t h e ear ly 1960s 
e c o n o m i s t s supporting a tax cut had o n e pre-
d o m i n a n t v i e w of how t h e tax c u t w o r k e d . 
Lower t a x e s would y ie ld h i g h e r a f ter - tax in-
c o m e for any level of gross income. Higher in-
c o m e s would b o o s t s p e n d i n g by h o u s e h o l d s 
a n d b u s i n e s s e s ; t h i s i n c r e a s e d s p e n d i n g 
would ra i se r e s o u r c e u s e ( e m p l o y m e n t and 
factory utilization) at existing price leve ls b e -
c a u s e the e c o n o m y was then operat ing at less 
than full e m p l o y m e n t . As a c o n s e q u e n c e , ad-
di t ional r e s o u r c e s could b e e m p l o y e d with-
out bidding up prices. Although few d isputed 
that the higher level of activity might broaden 
t h e tax b a s e s o as to o f f s e t t h e l o s s t o t h e 
Treasury related to the tax rate cut, S te in em-
p h a s i z e s that this content ion was not central 
to the policy. 

During t h e 1980 p r e s i d e n t i a l c a m p a i g n it 
was a r g u e d t h a t a t a x c u t w o u l d s t i m u l a t e 
m o r e act iv i ty and quick ly r e p l a c e r e v e n u e , 
b u t th i s resu l t was a t t r i b u t e d to a d i f f e r e n t 
channel of inf luence than that a c k n o w l e d g e d 
a g e n e r a t i o n b e f o r e . This s u p p l y - s i d e view, 
like t h e 1960s policy, a s s u m e d t h e e x i s t e n c e 
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of u n e m p l o y e d resources . However, t h e s e re-
s o u r c e s r e p u t e d l y w e r e i d l e not b e c a u s e of 
i n a d e q u a t e d e m a n d but b e c a u s e the after-tax 
return to working or investing was insufficient 
i n c e n t i v e . R e d u c i n g tax ra tes , e s p e c i a l l y at 
t h e margin, would raise t h e after-tax return to 
labor and capital and so el ic i t a g r e a t e r sup-
ply of resources . In this way total output and 
i n c o m e s would b e raised by a tax cut. Several 
a d d i t i o n a l t e n e t s c h a r a c t e r i z e d t h e s u p p l y -
s i d e v iew of t h e e a r l y 1 9 8 0 s , m o s t n o t a b l y 
that a tax cut would enlarge the tax b a s e by so 
m u c h a n d s o q u i c k l y t h a t t h e c u t a c t u a l l y 
w o u l d r a i s e t o t a l r e v e n u e a n d l o w e r t h e 
federal budget deficit. 

T h e d e s i g n e r s of t h e 1964 tax cut did not 
e x c l u d e s u p p l y - s i d e e f f e c t s from t h e i r s c e -
n a r i o , b u t t h e i r s u p p o r t was n o t b a s e d on 
t h e s e i m p a c t s , which w e r e j u d g e d to b e of 
s e c o n d a r y i m p o r t a n c e a n d d i s c e r n i b l e only 
over the longer run. T h e lion's share of the tax 
cut effect (and all the i m m e d i a t e impact) was 
e x p e c t e d to c o m e from i n c r e a s e d e x p e n d i -
tures. 

In t h e wake of both tax cut programs, total 
s p e n d i n g and tota l o u t p u t r o s e and t h e un-
e m p l o y m e n t rate fell. T h e e c o n o m y e x p a n d -
ed from 1961 to 1966, and an even longer and 
still-continuing expansion started in late 1982. 
Each tax cut was d e e m e d a s u c c e s s from the 
point of view of m a c r o e c o n o m i c performance, 
a l t h o u g h t h e tax r e v e n u e e f f e c t s w e r e l e s s 
clear. S te in s t r e s s e s that given t h e numerous 
o t h e r e v e n t s dur ing t h e y e a r s s u r r o u n d i n g 
t h e s e tax cuts, many q u e s t i o n s a b o u t the con-
nect ion b e t w e e n e c o n o m i c po l i c ies and e c o -
nomic per formance remain myster ies . In fact, 
a good d e a l of t h e analysis of t h e s e tax cuts ' 
impact is specula t ive , which is not to say un-
informed. 

In t h e m i d - 1 9 6 0 s t h e growth r a t e o f t h e 
m o n e y supply a c c e l e r a t e d , providing m o n e -
tary as well as fiscal policy stimulus as the tax 
cut c a m e on line. T h e s e policy c h a n g e s were 
not synchronous. However, the timing, lags in 
impacts, and channels of inf luence of the poli-
c i e s w e r e not so p r e c i s e a s to al low o n e to 
d i s e n t a n g l e the i r s e p a r a t e e f fec ts . Similarly, 
the tax cuts of the early 1980s were e n a c t e d at 
a t i m e when financial market innovation arid 
d e r e g u l a t i o n m a d e it di f f icul t to g a u g e t h e 
e x a c t s t a n c e of m o n e t a r y p o l i c y . S t a r t i n g 

around 1982, moreover, t h e rise in the dollar's 
e x c h a n g e va lue s l o w e d inflation. What influ-
e n c e s were r e s p o n s i b l e for the lower inflation 
a n d e c o n o m i c r e b o u n d in t h e 1 9 8 0 s ? T h e 
point Ste in makes so convincingly is that it is 
rarely p o s s i b l e to distinguish t h e net individ-
ual contributions of various e c o n o m i c policies 
from e a c h o t h e r , l e t a l o n e from t h e un-
countable small and large forces acting on the 
e c o n o m y at every m o m e n t . 

C o n c e d i n g t h e f o r e g o i n g p o i n t s is not to 
argue that o n e c a n n o t dist inguish g o o d pol-
icy from bad before it is i m p l e m e n t e d . Stein's 
prescr ipt ion for d iscerning a p p r o p r i a t e mea-
sures is a broad approach, not a specific agen-
da. (Unfortunately, the fact that it is also b a s e d 
on common s e n s e suggests that its probabil i -
ty of adopt ion is rather low, given S te in ' s de-

"(IJt is rarely possible to distinguish the 
net individual contributions of various 
economic policies from each other, let 
alone from the uncountable small and 
large forces acting on the economy at 
every moment." 

piction of U.S. pol icymakers ' and t h e public 's 
b ias toward i m p r o b a b l e s c h e m e s . ) " T h e im-
p o r t a n t thing is to find p o l i c i e s t h a t h a v e a 
r e a s o n a b l e c h a n c e of improving t h e perfor-
m a n c e of t h e e c o n o m y and a lso of b e i n g ac-
c e p t a b l e to a sufficient range of interes ts and 
opin ions . . . . It is not suff ic ient or e v e n very 
helpful to lay out ' ideal ' programs as if their 
ideal charac ter could b e o b j e c t i v e l y d e m o n -
s t ra ted and as if their i m p l e m e n t a t i o n could 
b e confidently e x p e c t e d o n c e they had b e e n 
promulgated." Repeatedly , Ste in e x p o s e s the 
importance of separat ing both s e n t i m e n t and 
forecas ts from logic. Many e c o n o m i c pol ic ies 
h a v e b e e n o v e r s o l d b y a f a i l u r e to m a k e 
t h o s e d i s t i n c t i o n s . Inevi tably , such p o l i c i e s 
are judged to b e d i s a p p o i n t m e n t s or failures 
b e c a u s e a d i s p a s s i o n a t e a s s e s s m e n t was 
never provided. 

46 ECONOMIC REVIEW, MAY/JUNE 1990 

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



T h e c h a l l e n g e of achieving cont inued e c o -
nomic growth in the United S t a t e s is an issue 
that S t e i n a d d r e s s e s t h r o u g h o u t t h e b o o k , 
s ince most new pres ident ia l adminis t ra t ions 
enter office with a plan to improve e c o n o m i c 
performance . S te in c o n c l u d e s his discuss ion 
of the Ford-Carter stagflation years by distin-
guish ing b e t w e e n p o l i c i e s f o c u s e d on t h e 
short run, which usually d e f i n e t h e cha l lenge 
of improving e c o n o m i c performance as raising 
actual o u t p u t to p o t e n t i a l , from p o l i c i e s fo-
c u s e d on t h e l o n g e r run, which a d d r e s s t h e 
task of raising potential . This issue can b e d e -
fined in terms of growth versus d e v e l o p m e n t . 

If the longer run is no m o r e than a s u c c e s -
sion of short runs, there is nothing wrong with 
policies d e s i g n e d to e n s u r e b e t t e r short-run 
performance. However, the e x p e r i e n c e of t h e 

"The initial success of some short-run 
policies tempted policymakers to repeat 
them. Given the brief history of active 
countercyclical economic policy, there 
were few reasons to expect that short-
term policies could not work indefinitely." 

1970s s h o w e d that t r a d e - o f f s such as t h o s e 
b e t w e e n e m p l o y m e n t a n d i n f l a t i o n which 
may exist over t h e short term are ne i ther ex-
p l o i t a b l e nor s t a b l e o v e r longer p e r i o d s , in 
fact, s o m e short-run pol ic ies may d a m a g e the 
economy's ability to a c h i e v e b e t t e r results in 
the long run. Policies des igned to support the 
u n e m p l o y e d , for e x a m p l e , may h a v e dis in-
centive ef fects that make the labor force less 
mobi le and more prone to e x t e n d e d per iods 
of u n e m p l o y m e n t . S i m i l a r l y , w h i l e p o l i c y 
s t imulus might lower u n e m p l o y m e n t at t h e 
cost of m o r e rapid i n c r e a s e s in pr ices , acce l -
erating inflation has b e e n r e q u i r e d to k e e p 
u n e m p l o y m e n t lower. Clearly, this s i tuat ion 
too is u n t e n a b l e over the longer term. 

T h e initial s u c c e s s of s o m e short-run poli-
c ies t e m p t e d p o l i c y m a k e r s to r e p e a t t h e m . 
Given t h e brief history of act ive countercycl i -

cal e c o n o m i c policy, t h e r e were few r e a s o n s 
to e x p e c t that shor t - te rm p o l i c i e s could not 
work indefinitely. T h e long term was s e l d o m 
c o n s i d e r e d , and, when it was, it was not con-
s i d e r e d to b e d i f f e r e n t in n a t u r e from t h e 
short run. 

D i s a p p o i n t m e n t with t h e fai lure of short -
run pol ic ies led to s o m e very sober ing b e n e -
f i t /cost analys is . S t e i n s u g g e s t s that ex p o s t 
a n a l y s i s of t h e s e p o l i c i e s is a lways l e s s b i -
a s e d than ex a n t e a s s e s s m e n t s . He a r g u e s 
that ex a n t e e v a l u a t i o n s are f lawed b e c a u s e 
b e n e f i t s are s e e n as d i rec t and m e a s u r a b l e , 
while the costs are regarded as indirect, or at 
l e a s t di f fuse . T h i s view l e a d s to a t e n d e n c y 
toward overest imat ing benef i t s and u n d e r e s -
t imating c o s t s and so toward e x c e s s govern-
m e n t s p e n d i n g a n d r e g u l a t o r y p r o g r a m s . 
However, Stein d o e s not distinguish immedi-
a te and long-run costs and benef i ts . For many 
p r o g r a m s l ike H e a d S t a r t , b e n e f i t s a re slow, 
indirect , and c u m u l a t i v e , w h e r e a s c o s t s a re 
i m m e d i a t e , d i r e c t , a n d r e c u r r i n g . S t i l l , h e 
s t r e s s e s that the dis incent ive effects on s o m e 
i n c o m e m a i n t e n a n c e programs cannot b e ig-
nored when evaluat ing e c o n o m i c po l i c ies of 
the 1960s and 1970s. 

In his afterword, Stein a s s e s s e s both m o ne -
tary and fiscal policy in recent years. He faults 
monetary policy for the inflation of the 1970s 
a n d e a r l y 1 9 8 0 s . H o w e v e r , t h i s c o n c l u s i o n 
gives monetary policy more inf luence than it 
can c la im. High real i n t e r e s t ra tes , s t a g n a n t 
productivity growth, a stifling regulatory struc-
ture, a large t rade deficit , and intransigent in-
flation are all s y m p t o m s of a b a d policy mix. 
Monetary policy a lone cannot b e so destruc-
tive. Interestingly, monetary policy e m b r a c e d 
a longer-run focus (in la te 1979) when fiscal 
policy lost such a perspec t ive . 

On t h e e x p e r i e n c e of r e c e n t f iscal pol icy, 
S t e i n c o n c l u d e s : " P r o b a b l y t h e o u t s t a n d i n g 
lesson of the e p i s o d e [federal bud ge t deficits 
o v e r $ 2 0 0 b i l l ion] was t h a t t h e U.S. did not 
h a v e any fiscal po l i cy . " S t e i n d e f i n e s f iscal 
policy as that "which d e t e r m i n e s an appropri-
a t e s ize for the deficit or surplus to which de-
cis ions a b o u t e x p e n d i t u r e s and revenues are 
then a d a p t e d . " He continues, "The distinctive 
feature of a fiscal policy is that there is a rule 
or principle which d e t e r m i n e s the size of the 
deficit or surplus first and which requires ex-
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p e n d i t u r e s and r e v e n u e s to conform to that ." 
T h e Gramm-Rudman r e q u i r e m e n t s proved to 
b e insufficiently punitive to force fiscal policy 
i n t o s h a p e . S t e i n fai ls to r e c o g n i z e t h a t in 
such a set t ing it was i m p o s s i b l e for monetary 
policy to c o m p e n s a t e for fiscal policy's flaws. 
By in e f f e c t a b s o l v i n g fiscal pol icy of any re-
sponsibi l i ty for e c o n o m i c condit ions, h e shifts 
the ent i re load to monetary policy. If evaluat-
e d on this bas i s , monetary pol icy will always 
b e found wanting. 

Presidential Economics is powerful ly p e r s u a -
sive in its arguments for b e t t e r policymaking, 
providing as it d o e s a rich history of s u c c e s s e s 
and pi t fa l l s . E s s e n t i a l l y , S t e i n ' s a d v i c e e m -
p h a s i z e s c o n s e n s u s a n d p r a g m a t i s m o v e r 
ideology. The United States has a mixed econ-
omy in which few markets are c o m p l e t e l y un-

r e g u l a t e d and few are e n t i r e l y r e g u l a t e d . In 
this s e t t i n g , p o l i c i e s b a s e d on e x t r e m e s are 
unlikely to p r o m o t e the general welfare. Stein 
argues that pragmatism d o e s not indicate the 
failure of ideology but rather a familiarity with 
t h e facts; it is not so much a c o m p r o m i s e be -
t w e e n o p p o s i n g i d e a l s as it is an ideal in its 
own right. As such, it requires no apology. 

Mary S u s a n R o s e n b a u m 

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

Note 
1 Herbert Stein, "Leave the Trade Deficit Alone," Wall Street 

Iournal, March 11, 1987. 
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