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2oo-Big-to-Fail 
After FDICIA 

Larry D. Wall 

The author is the research 
officer in charge of the 

financial section of the Atlanta 
Fed's research department. 
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Frank King, Ellis Tollman, 

Sheila Tschinkel, and Carolyn 
Takedafor helpful comments. 

rhe special treatment historically accorded large failing banks— 
judging them "too-big-to-fail"—is an important issue in reforming 
deposit insurance. All unaffiliated depositors, and in some cases 
all creditors, at large failing banks have received 100 percent cov-
e r a g e of the i r f u n d s e v e n t hough c o v e r a g e of only the f i r s t 

$100,000 deposited at domestic branches is guaranteed by law.1 Following 
this too-big-to-fail policy has been justified in part as necessary for prevent-
ing systemic problems that might grow f rom a larger bank ' s difficulties. 
However, the policy itself created problems. It tended to reduce the incen-
tive for large depositors to exercise market discipline, and it tended to in-
crease the cost of resolving large failing banks.2 Further, operating under a 
too-big-to-fail policy created a di lemma for bank regulatory agencies, which 
had to either leave large depositors at small banks uninsured and create an 
artificial incentive for large deposits to be shifted to too-big-to-fail banks or 
cover all deposits at all banks, further reducing market discipline at small 
banks and increasing the cost of resolving small bank failures. 

Congress addressed the too-big-to-fail issue as a part of its deposit insur-
ance reform bill, the Federal Deposit Insurance Corporation Improvement 
Act of 1991 (FDICIA). Section 141 of the act generally requires the resolu-
tion of failed banks at the lowest cost to the FDIC, though it provides for an 
exception that preserves the potential for banks to be considered too-big-to-
fail. The exception may be invoked if failure to do so would "have serious 
adverse effects on economic conditions or financial stability" and providing 
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additional FDIC coverage "would avoid or mitigate 
such adverse effects ." FDICIA allows the exception 
only with the agreement of a two-thirds majori ty of 
the Board of Directors of the Federal Deposit Insur-
ance Corporation, a two-thirds majority of the Board 
of Governors of the Federal Reserve System, and the 
Secretary of the Treasury ("in consultation with the 
President"). 

Two of the goals of FDICIA are to reduce both the 
potential for systemic problems and bank regulatory 
agencies ' incentives to follow a too-big-to-fail policy. 
Having given a mandate to banking agencies to mini-
mize FDIC losses, the act 's prompt-corrective-action 
provisions provide a structured way of addressing a 
problem bank. A system of automatic review is set in 
mot ion w h e n e v e r a bank fa i lu re imposes mater ia l 
costs on the FDIC or when the FDIC treats a bank as 
too-big-to-fail.3 Specific changes intended to limit sys-
temic risk include requir ing the Federal Reserve to 
impose limits on interbank liabilities, authorizing the 
FDIC to provide for a final net settlement to a failed 
bank's creditors, and establishing statutory backing for 
net set t lement provis ions in bilateral and clear ing-
house payments agreements. 

FDICIA also leaves in place the Federal Reserve's 
d iscount window, which is a power fu l tool for ad-
dressing systemic risk. Indeed, only the Federal Re-
serve is guaranteed to have the resources to be able to 
address virtually all conceivable systemic risk situa-
tions because only the Fed has the power to create 
money. However, FDICIA discourages inappropriate 
uses of the discount window by requiring the Federal 
Reserve to share in the FDIC's losses if lengthy Fed 
lending to a fa i l ing bank causes an increase in the 
FDIC's losses.4 

F D I C I A subs tant ia l ly r educes if not e l imina tes 
most of the dangers associated with the failure of a 
large bank. Some systemic risk issues remain, howev-
er, and the purpose of this article is to review those 
concerns as well as FDICIA's provisions designed to 
reduce such risks. Probably the biggest unresolved is-
sue is what the effects of a large bank's failure would 
be. According to some preliminary analysis, a too-big-
to-fail policy may not be needed to protect financial 
markets. 

5ystemic Risk 

The concern about systemic risk stems from a fear 
that a single bank failure could reverberate through the 

banking system and cause widespread bank failures, 
adversely affecting bank customers and the real econ-
omy in a number of ways. However, not every run on 
a large bank automatically generates systemic prob-
lems. A depositor run on any nonviable bank not 100 
percent insured is rational and helps speed closure of 
an institution that should be closed. Further, the argu-
ment that large bank creditors suffer losses in such a 
closing is not, in and of itself, a legitimate systemic 
concern.5 

Systemic risk arises when an institution's failure in-
terferes with financial services consumers ' ability to 
obtain important financial services in a timely manner 
to such an extent that overall economic activity is re-
duced.6 Systemic problems result if the failure of a 
large bank causes contagious runs on viable banks, 
thereby diminishing the overall availability of f inan-
cial services. In addition, failure of a single institution 
may generate systemic problems if it significantly im-
pairs the payments system or financial markets. This 
sec t ion h i g h l i g h t s the c h a n n e l s t h r o u g h wh ich it 
would be possible for systemic risk concerns to arise. 
An analysis of the actual magnitude of these risks pri-
or to FDICIA is provided in the box on page 7. 

Risks to Other Banks. The fa i lure of one bank 
poses a potential risk to other banks in a number of ways. 
For example, other banks could suffer insolvency be-
cause of losses on interbank deposits and other forms 
of credit. They risk illiquidity if access to interbank 
deposits is delayed or if contagious deposit runs occur. 
The extent of such risks is usually, but not always, 
proport ional to the size of the fai l ing bank. Larger 
banks have more interbank deposits likely to be at risk 
if depositors are not covered, and large bank failures 
are likely to be noticed by more depositors. 

The magni tude of the credit and direct l iquidity 
risks is also a function of whether the collapse of the 
failed bank occurs over a long period of time or comes 
as a surprise. If the failure is anticipated, other banks 
will have had time to implement steps limiting their 
exposure to the failing organization. In this vein, fi-
nancial ly s trong banks have recently been l imit ing 
their exposure to banks with lower credit ratings in the 
interest rate and currency swap markets. 

Risks to the Nonbank Sector. Nonbank customers 
and even third parties may also be hurt by a bank 's 
failure. Creditors, including large depositors, directly 
risk default losses and reduced liquidity when a bank 
fails. While these risks are analogous to those taken by 
providers of interbank credit, they differ principally in 
that nonbank customers, especially small businesses, 
may have less access to other sources of liquidity. 

2 Economic Review January/February 1993 
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Nonbank f irms can turn to the Federal Reserve dis-
count window under certain situations if a substantial 
liquidity problem arises, but the central bank has strong-
ly preferred to avoid such lending.7 Moreover, even if 
the Federal Reserve chose to lend to nonbank customers, 
the discount window is not structured to serve as a di-
rect lender to a large number of small businesses.8 

The ability of bank customers to make payments 
depends not only on their bank's being solvent and liq-
uid but also on the operation of various payments sys-
tems. The failure of a large correspondent bank, which 
p rov ides check-c lea r ing , A C H , and other ongoing 
payments services to certain small banks, could direct-
ly affect the small banks ' access to certain parts of the 
payments system. Moreover, such a failure could lead 
to a loss of confidence in bilateral and clearinghouse 
arrangements that handle a large fraction of the pay-
ments transactions. While the Federal Reserve is an 
impor tant supplier of many payments services and 
could help sustain confidence in its systems, private 
arrangements play a critical role in some—especially 
international—payments systems. 

Another problem nonbank cus tomers might face 
when a bank fails is a temporary reduction in credit 
availability. Such a reduction might affect local eco-
nomic conditions adversely.9 However, implementing a 
too-big-to-fail policy would protect bank borrowers 
only to the extent that doing so would prevent conta-
gious runs on viable banks. Borrowers are not neces-
sarily protected by efforts to protect depositors because 
whoever holds the loans after the bank's failure does 
not have to extend any prefailure loans. Further, be-
cause the postfailure loanholder could demand repay-
ment at the earliest time permitted by the loan contract, 
protecting a failed bank's depositors would not protect 
its borrowers. 

This list of issues has recently been expanded by 
increased concern about ways a bank failure would af-
fect financial markets. Banks play an increasing role 
as market makers in many financial contracts, espe-
cially for interest rate and foreign exchange contingent 
contracts such as opt ions , fo rward contracts , caps , 
floors, and swaps. The failure of certain large banks 
might significantly reduce this market-making capaci-
ty for some types of financial contracts. More general-
ly, a bank's failure could result in a loss of confidence 
in certain markets , with the result that some banks 
would be unable to maintain adequate hedges for their 
existing exposure. 

Systemic Risk. Whi le certain problems plague a 
too-big- to-fai l policy, it is nonetheless an e f fec t ive 
way to limit systemic risk. It prevents one bank's fail-

ure from creating any direct solvency or liquidity risk 
for other banks or nonbank creditors. Its enactment al-
so reduces the risk of contagious runs at other banks 
by reassuring their depositors. A challenge FDICIA 
attempts to meet is establishing ways to eliminate the 
too-big-to-fail doctrine while continuing to minimize 
systemic risk. 

incentive Changes 

FDICIA both provides regulators with various tools 
for addressing problem banks and suggests changes in 
regulatory procedures.1 0 A simple reading of the act 
may not disclose its real significance, however. Before 
FDICIA, regulators already had the power to enforce 
capital requirements and to stop unsafe or unsound 
banking practices. Thus, many of the tools the legisla-
tion specified were implicit in the agencies ' existing 
au thor i ty . M o r e o v e r , many of the mos t impor tan t 
suggested changes in regulatory procedure are simply 
sugges t ions (as Richard Scot t Carnel l 1992 poin ts 
out). The regulatory agencies retain substantial discre-
tion in their treatment of problem banks, especially 
large ones. 

The act 's real significance is that it both provides 
the banking agencies with a clear goal of minimizing 
deposit insurance losses and sets up an incentive sys-
tem to encourage compliance. The most important part 
of the act in terms of setting the goal and incentive 
system is section 131, which provides for prompt cor-
rective action. That section begins by giving banking 
agencies one goal: " to resolve the problems of insured 
depository institutions at the least possible long-term 
cost to the deposit insurance fund." Toward that end, 
regulators are encouraged to strengthen bank capital, 
to respond to reduced capital levels by taking strong 
action that will limit risk and encourage recapitaliza-
tion, and to close fail ing banks before they exhaust 
their equity capital. The provisions for prompt correc-
tive action outline a number of steps that bank regula-
tors may take as an institution's capital ratios decline. 
Although regulators generally retain the authority to tai-
lor their actions to the specific circumstances, FDICIA 
mandates action in two particular situations: (1) banks 
that are undercapitalized must submit an acceptable 
plan to restore their capital to adequate levels, and 
(2) banking agencies must take action within ninety 
days of a bank becoming critically undercapitalized, 
with the act containing a bias toward receivership or 
conservatorship." 
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Although the prompt-corrective-action guidelines 
specify regulatory action, they include a mandatory ex 
post review of any failure that imposes material costs 
on the FDIC and thus provide an incentive for regula-
tors to prevent costly bank failures. If a material loss 
occurs, the inspector general of the appropriate bank-
ing agency must determine why and must make rec-
ommendations for preventing such a loss in the future. 
This report must be made available to the Comptroller 
General of the United States, to any member of Con-
gress upon request, and to the general public through 
the Freedom of Information Act. Further, the General 
Accounting Office must provide an annual review of 
the reports and recommended improvements in super-
vision. These reporting and review requirements do 
not force the banking agencies to make any substan-
tive changes in their supervisory practices. However, 
as discussed, these provisions supply strong political 
incentives to prevent costly bank failures. 

Two sections of FDICIA—sections 141 and 142— 
change the legislative guidelines for deposit insurance 
and discount window decisions on banks that might be 
considered too-big-to-fail . Section 141 generally re-
quires the FDIC to resolve bank failures at the least 
possible cost to the deposit insurance fund. The agen-
cy must document its evaluat ion of the al ternat ive 
methods of resolving a failed bank, including the key 
assumptions on which the evaluation is based. 

While section 141 permits a systemic risk excep-
tion to least costly resolution, it also provides for in-
creased accountability when this exception is invoked. 
The FDIC, the Federal Reserve, and the U.S. Treasury 
must all agree that an institution's ill-health poses a 
sys temic risk. The Secretary of the Treasury is re-
quired to document evidence indicating the need to 
invoke the systemic risk exception. T h e Genera l Ac-
counting Off ice must review any actions taken, ex-
amining the basis for f inding action necessary and 
analyz ing the implicat ions fo r the act ions of other 
insured deposi tor ies and uninsured deposi tors . The 
rest of the banking industry, required to pay the cost 
of a bailout through an emergency assessment to the 
FDIC that is proportional to each bank 's average total 
tangible assets, is likely to act as a kind of watch-
dog.12 The special assessment provides a strong in-
centive for the industry to quest ion cover ing unin-
sured depositors, particularly when there is room for 
doubt about whether a failure would create systemic 
risk. 

Section 142 limits the Federal Reserve's ability to 
provide through its discount window de facto too-big-
to-fail treatment of a failing bank. Allowing a bank to 

borrow at the discount window makes it possible for 
uninsured deposits to be withdrawn prior to the resolu-
tion of a failing bank by providing the liquidity needed 
to cover withdrawals. This section of FDICIA limits 
such lending to undercapi ta l ized banks to 60 days 
within any 120-day period unless the bank is certified 
as viable by the Federal Reserve or its primary federal 
bank regulator.13 For banks that are critically under-
capital ized the Federal Reserve is instructed to de-
mand repayment no later than at the end of f ive days. 
If violation of the five-day limit occurs, the Fed is li-
able for part of the increased cost to the FDIC, and the 
Board of Governors of the Federal Reserve must noti-
fy Congress of any payments to the FDIC under this 
provision. Under FDICIA the Federal Reserve dis-
count window retains substantial legal authori ty to 
lend to problem banks, but failure to comply with the 
intent of this portion of the act exposes the Fed to sub-
stantial ex post political pressure. 

F D I C I A clear ly provides a m a n d a t e to banking 
agencies and seeks to create a system whereby there is 
political incentive for the agencies to follow the man-
date. The biggest changes to occur as a result of the 
act will mos t likely result f r o m the new cl imate of 
postfailure reviews and sanctions rather than f rom for-
mal changes in the agencies ' legal powers. 

Changes that Mitigate Systemic Risk 

Along with supplying a mandate to minimize FDIC 
losses, FDICIA addresses a number of systemic con-
cerns raised by the banking agencies. The act aims to 
reduce the systemic risk associated with ending a too-
big-to-fail policy by enhancing the overall stability of 
the banking system, by reducing the losses when a 
bank fails, and through targeted reforms that address 
specific potentially systemic problems.14 

Enhanced Stability and More Timely Closure. A 
number of reforms in FDICIA call for reducing the 
l ikel ihood of bank fa i lure . T h e prompt-cor rec t ive-
action provisions should result in higher bank capital 
ratios and are intended to ensure more timely supervi-
sory intervention. The act requires that regulators re-
vise existing credit risk-based capital standards to take 
account of interest rate risk, concentration of credit 
risk, and the risks of nontraditional activities. In addi-
tion, banks must undergo an annual, full-scope, on-site 
examination and an independent annual audit. These 
measures should help prevent significant undetected 
problems from arising at banks. 
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T h e p rompt -co r rec t ive -ac t ion r equ i remen t s that 
critically undercapitalized banks be placed in conser-
va torsh ip or rece iversh ip mean that banks may be 
closed earlier with reduced losses to creditors.15 Banks 
may also be closed earlier with higher expected recov-
e r i e s to the e x t e n t tha t u n i n s u r e d d e p o s i t o r s be-
come more likely to run on fai l ing banks because of 
FDICIA's provisions virtually eliminating coverage of 
uninsured depositors. 

Limits on Interbank Credit Exposure. The bank-
ing system relies heavily on interbank extensions of 
credit for intraday, overnight, and longer-term purpos-
es, but interbank credit is a potential source of sys-
temic risk. FDICIA directs the Board of Governors of 
the Federal Reserve to develop a regulation limiting 
interbank credit exposure. The Board has adopted a 
new Regulation F on interbank liabilities to satisfy this 
part of FDICIA.1 6 The regulation restricts a bank's to-
tal exposure to its correspondent to 25 percent of the 
r e sponden t ' s capital unless the cor responden t is at 
least adequately capitalized.17 

Final Net Settlement. Without immediate access 
to their funds at a failed bank, both bank and nonbank 
creditors could face severe liquidity problems. FDICIA 
addresses this problem by authorizing the F D I C to 
make a final settlement with creditors when it assumes 
rece iversh ip of a fa i led bank (sect ion 416) . Under 
these provisions uninsured and unsecured creditors 
may gain immediate access to their funds. The FDIC 
pays a sum that is the product of the amount of unin-
sured and unsecured claims times a final settlement 
rate. The final settlement rate is to be based on aver-
age FDIC receivership recovery experience so that the 
FDIC receives no more and no less than it would have 
as a general creditor standing in the place of the in-
sured depositors. The FDIC's exercise of full powers 
under the final settlement provision should substan-
tially alleviate liquidity problems for bank creditors. 

Netting of Interbank Payments. Many payments 
systems result in banks' experiencing substantial intra-
day credit exposure to other financial institutions. This 
exposure may arise both as a result of bilateral agree-
ments and through payments clearing organizations. 
FDICIA seeks to reduce the risk in these payments 
systems by explicitly recognizing contractual netting 
ag reemen t s and ho ld ing them legal ly b ind ing if a 
member financial institution is closed. (Section 403 
establishes that bilateral netting agreements are bind-
ing, and section 404 applies to clearing organization 
netting.) 

Impl icat ions of the Changes . T h e net e f fec t of 
FDICIA should be to reduce interbank risk substan-

tially. The prompt-corrective-action provisions and the 
increase in market discipline are expected to constrain 
bank risk taking and increase the FDIC's rate of recov-
ery f rom failed banks. In combination, these factors 
should almost eliminate the risk that one bank's failure 
would cause insolvency at other banks.18 

The final settlement procedure provides the FDIC 
with a mechan i sm for resolv ing potential l iquidity 
problems at creditor banks or nonbanks. The netting 
procedures under FDICIA further reduce the risk as-
sociated with payments systems. Any remaining cred-
it risk is likely to be small as long as banks comply 
with the limits on interbank credit exposure.1 9 The fi-
nal settlement procedures and payments system net-
ting together should eliminate most of the liquidity 
risk associated with the payments sys tem. Any re-
maining liquidity problems could be addressed by the 
Federal Reserve discount window. Although FDICIA 
places increased limits on the discount window, as 
mentioned earlier, the Fed may still lend to adequate-
ly capi tal ized banks and to undercapi ta l ized banks 
that the Fed (or the bank's primary federal supervisor) 
certifies as viable. 

t /nresolved Issues 

FDICIA addresses a number of issues associated 
with large bank failure. However, at least two possible 
areas of concern remain: the effect of a large bank's 
failure on financial markets and the effect of sudden 
massive losses at one or more banks. 

Financia l Markets . A bank ' s fa i lu re could ad-
versely affect selected financial markets by forcing the 
immediate unwinding of a large number of hedging 
transactions, by weakening confidence in derivative 
products that create credit exposure, and by causing 
the loss of one market maker.20 These relatively new 
issues have received less attention than many others 
related to systemic risk. Nonetheless , some prelimi-
nary analysis is possible.21 

Knowledge of the implications of large bank fail-
ures is most limited in the area of over - the-counte r 
derivative products such as interest rate, foreign ex-
change, and commodity swaps. Available insight has 
been derived primarily f rom the failures of a few large 
financial institutions, including Drexel, Burnham, Lam-
bert and the Bank of New England. These products 
seem to have several difficulties, but the biggest ones ap-
pear unrelated to systemic risk issues. The problems in-
clude (1) contract language in many swap agreements 
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that may yield a windfall profit to counterparties of the 
fai led bank, (2) the occasional inabili ty to unwind 
derivative contracts at market prices after the institu-
tions' financial problems have become apparent, and 
(3) increased cost of or inability to maintain adequate 
hedges at the failed institution while it is unwinding its 
derivatives book.22 

The failure of a bank with a large over-the-counter 
derivatives book poses two risks to its counterparties: 
credit risk and the risk that the derivatives contract 
will be closed and the counterparty will lose its hedge. 
Evaluation of the credit risk is complicated by the na-
ture of most derivatives. Although the size of many 
markets for over-the-counter derivatives, such as inter-
est rate swaps, is measured by the notional principal of 
the underlying contracts, this measure generally over-
states risks for two reasons. Actual payments on many 
types of derivatives are a small fraction of the notional 
principal.23 Further, at any given time a bank is likely 
to be winning on some contracts and losing on others. 
Credit losses to a failed bank's counterparties arise on-
ly on those contracts under which the failed bank owes 
money.24 

However, the measure that is the obvious alterna-
tive to the notional principal, the current credit expo-
sure of the derivatives book (mark-to-market value of 
those contracts that have positive value to the bank), 
may understate exposure for many banks affected by 
systemic risk. The credit exposure on derivative con-
tracts varies with changes in the value of the underly-
ing commodity (interest rates, foreign exchange rates, 
and so forth). In a systemic risk situation, there may 
be sharp price movements in the underlying commod-
ity and large changes in the value, and hence credit 
exposure, of banks' over-the-counter derivatives book. 
Current U.S. regulatory practice at least partially com-
pensates for the increased risk by requiring banks to 
maintain capital proportionate to the amount of poten-
tial increases in credit exposure.25 The potential losses 
to derivative counterparties are limited in two ways: 
expected credit losses f rom failed organizations will 
likely be a small fraction of exposure, and liquidity 
problems may be addressed by final settlement proce-
dures or the discount window. 

A potentially serious problem related to over-the-
coun te r de r iva t ives is the e f f e c t of f a i lu re on the 
hedging position of counterparties. These derivatives 
purchased f r o m large commerc ia l bank dealers are 
used by corporations and institutions to hedge expo-
sure to interest rate, foreign exchange, and commodity 
price changes. The failure of the bank dealer may re-
sult in early termination of the contracts, raising con-

cerns in two areas. First , the bank ' s counterpar t ies 
need to know when the contract will be terminated so 
that they can arrange for a substitute hedge.26 

The second consideration is that the counterparties 
affected by early termination of derivatives contracts 
will need to reestablish their hedge posit ions in the 
over-the-counter derivatives market as quickly as pos-
sible to minimize their risk exposure. Most financially 
strong corporate and institutional users would be un-
likely to have problems doing so, given the number of 
dealers in most markets. However, users whose finan-
cial condition had weakened may face greater costs in 
arranging a hedge.27 

There may also be systemic implications in the fail-
ure of a large bank that results in the immediate termi-
nation of all over- the-counter derivatives contracts. 
Such a failure on the part of a major bank dealer could 
significantly, if only temporari ly, reduce dealer ca-
pacity in some derivatives markets. Further, even if re-
maining dealers have the capacity to service the addi-
tional demand, individual dealers may face binding 
bilateral credit limits that restrict their ability to deal 
with specific counterparties.2 8 Al though these limits 
are most likely to be binding on interdealer hedging 
trades, that dynamic could reduce dealers ' ability to 
arrange hedges for end-users.29 Credit limits may also 
pose a problem in another way: new information that 
enters the market through a bank failure may cause a 
réévaluation and possible reduction of selected credit 
lines by some dealers. There is, therefore, at least the 
potential for some users to face significant problems 
reestabl ishing their hedges in the wake of a m a j o r 
bank dealer 's failure. 

It is important, however, in evaluating the use of 
the too-big-to-fail doctrine to protect f inancial mar-
kets, to recognize that whatever problems arise are 
rooted in a bank's failure, not its treatment of credi-
tors. Providing the protection for uninsured creditors is 
s ignif icant only in that prevent ing runs may al low 
more time for the development of new market makers 
and expanded capacity at existing firms. Even this sig-
nificance is limited, though, because a bank will come 
under prompt-corrective-action provisions as its capi-
tal position declines, and market participants will be 
warned about the possible restrictions facing a large 
market maker. Further, if the loss of market-making 
capacity through an institution's closing would pose 
a serious problem, then supervisors should consider 
encouraging the bank to begin phasing out its marke t -
making activities before it becomes critically under-
capitalized so that the market may gradually adjust to 
the reduced capacity. 
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Systemic Risk before F D I C I A 

An important issue in evaluating whether FDICIA is 
contributing significantly to reducing systemic risk is de-
termining the baseline likelihood of a financial system 
collapse among generally viable banks before FDICIA. 
Three commonly expressed concerns about large bank 
failure need to be considered: The first is the idea that in-
terbank liabilities could generate credit losses leading to 
widespread insolvency or that delays in access to inter-
bank liabilities could cause widespread illiquidity. The 
second concern is that the failure of a large bank might 
spark runs on viable banks. The third, and farther-reaching, 
fear is that payments systems may collapse in the wake 
of a large bank's failure. 

The analysis below seeks to address two questions 
central to evaluating FDICIA's merit: (1) What are the 
odds that one of these three problems would in fact emerge, 
and (2) how do the banking agencies' pre-FDICIA tools 
for mitigating a problem at a large bank compare with 
the tools post-FDICIA? 

Interbank Liabilities 

The most direct risk a large bank's failure poses for 
other banks is that they will lose part or all of their invest-
ment in that bank. A sudden failure incurring massive 
losses could threaten the financial stability of respondent 
banks. However, determining the level of systemic risk 
should include distinguishing maximum possible losses 
from expected losses. Expected losses for a bank closed 
when it first becomes insolvent are likely to be a small 
fraction of possible losses. For example, total interbank 
exposure to Continental Illinois greatly overstated other 
banks' likely losses when Continental was rescued by 
the FDIC. There were 65 banks with uninsured balances 
in Continental exceeding 100 percent of their capital, 
and another 101 banks had uninsured balances equal to 
between 50 percent and 100 percent of their capital. 
However, if a recovery rate of 90 percent is assumed for 
Continental's assets, no banks would have had losses in 
excess of their capital and only 2 banks would have had 
losses equal to between 50 percent and 100 percent of 
their capital.' George G. Kaufman (1990) states that the 
FDIC's estimated recoveries at the time of failure of 
Continental were 97 percent to 98 percent and that the 
current estimate is 96 percent. 

Even when a failure would not result in substantial 
credit losses on interbank deposits, theoretically it might 
still place other banks at risk if they could not obtain im-
mediate access to their funds or if they were to experi-
ence a run by depositors fearing insolvency or illiquidity. 
However, the danger is not as great as it sounds. Even if 

the FDIC did not provide immediate access to interbank 
deposits, other banks would not necessarily fail because 
of illiquidity. A bank widely recognized as viable despite 
temporary illiquidity could probably borrow from other 
banks or the Federal Reserve discount window. 

Contagious Bank Runs 

One bank's failure may lead to withdrawals at other 
banks if customers lose confidence that their deposits 
will be fully redeemed. Depositors may also lose confi-
dence because the failure discloses new information on 
the value of other banks' assets.2 

The likelihood that financial markets will mistakenly 
run on solvent banks is important in evaluating the risk 
of bank runs. Empirical evidence suggests that financial 
markets generally are able to assess the implications of 
new information accurately. For example, analysis of the 
Mexican debt crisis revealed that the stock market re-
sponded to individual bank stocks in proportion to each 
bank's loan exposure even though such information had 
not been publicly released.3 Studies of five major domes-
tic failures also found no substantial evidence of conta-
gion risk.4 Further, when a misleading television story 
prompted a run on Old Stone, the thrift was able to stop 
the run within two days by convincing investors it was 
solvent.5 

There are also some puzzling examples of possible 
market mistakes, however. The failure of the Overseas 
Trust Bank in Hong Kong and that of Penn Square Bank 
in the United States are two such cases. Gerald D. Gay, 
Stephen G. Timme, and Kenneth Yung (1991) found ev-
idence that the failure of the Hong Kong bank had a sig-
nificant negative impact on other banks in the city. This 
result is surprising because the Overseas Trust Bank's 
failure resulted from fraud, and such conditions would 
generally not be expected to provide significant informa-
tion about other banks. In the case of the Penn Square 
Bank, Robert E. Lamy and G. Rodney Thompson (1986) 
and John W. Peavy III and George H. Hempel (1988) 
discovered that banks with no direct connections to the 
organization nevertheless suffered significant losses in 
stock market valuation after that bank failed. Lamy and 
Thompson suggest that the drop in market value reflect-
ed the fact that Penn Square was liquidated with losses 
to depositors, and this action could have raised doubts 
about coverage afforded other banks. Another explana-
tion, by Peavy and Hempel, is that the market may have 
overreacted to the news of Penn Square's failure. Sup-
porting that hypothesis, their findings indicate that loss-
es suffered immediately after the failure by banks not 
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directly connected to Penn Square were subsequently 
offset by significant positive abnormal returns for insti-
tutions. 

Another study supplies weak evidence that there may 
be reason for concern about contagious runs. Randall J. 
Pozdena (1991) found that similarities in stock returns 
for firms in the same industry were much greater in 
banking than in other industries, suggesting that bank 
values may be more dependent on a common set of fac-
tors than those of many other industries. Pozdena also 
found that similarities in returns were fewer among 
banks with higher capital ratios. 

Thus, there seems to be a risk that the failure of a 
large bank could spark contagious runs on viable banks 
if the markets fail to distinguish viable from nonviable 
banks. Studies of financial market performance generally 
suggest that markets tend to assess the implications of 
new information accurately. Some evidence of occasion-
al errors has been found, however. Thus, at least a small 
potential for contagious runs apparently exists. The risk 
is minimized, though, by the Federal Reserve's option to 
provide funding to any viable bank experiencing a run. 

Payments Systems 

Other banks and the financial system may be exposed 
to a failed bank through their joint connections to the 
payments system.6 The risk may occur through one of 
several mechanisms—the bilateral provision of services 
from the failed bank to its respondent, securities posi-
tions taken by the failed bank that need to be unwound, 
or a failure's effect on payments clearinghouses. The 
discussion that follows focuses on the potential for a 
bank failure to disrupt the processes by which payments 
are made in the banking system.7 

Many small banks are dependent on correspondent 
banks for services such as check clearing, automated 
clearinghouse services and access to international pay-
ments systems. Loss of access to these services could 
create significant problems for some respondent banks, 
especially those that are too small to participate directly 
in certain payments systems. If a failing bank deterio-
rates gradually, respondents may reduce their risk by 
shifting their payments system business to other banks 
that are still financially strong or by making contingency 
plans. However, respondents that are still dependent at 
the time of failure would not necessarily lose access to 
the payments system. In the case of a troubled institution 
large enough to be an important supplier of correspon-
dent services, the FDIC, under FDICIA, would likely try 
to sell the bank and could otherwise be expected to cre-
ate and operate a bridge bank. Because the FDIC has 
these powers, invoking a too-big-to-fail policy is not es-

sential for preserving respondent banks' access to the 
payments system. 

Another bilateral issue that can affect payments sys-
tems concerns exchanging cash and various securities. 
The problem is that the exchange of value does not al-
ways occur simultaneously. Solvent parties arc reluctant 
to surrender their part of the transaction before receiving 
value from the bankrupt party for fear that prompt and 
full payment will not be forthcoming. William S. Haraf 
(1991) noted that this situation occurred with the failure 
of the securities firm of Drexel, Burnham, Lambert in 
1990 and that third parties were affected by the disrup-
tion.8 Haraf also notes, however, that changes, some of 
which are being implemented, to the payments and set-
tlement systems designed to shorten or eliminate lags in 
payments would be more efficient than resorting to 
declaring certain institutions too-big-to-fail. (He further 
notes that, despite some delays in winding up Drexel's 
affairs, their positions were ultimately liquidated.) 

Multilateral clearinghouse arrangements may also be 
strained by the failure of a bank. These arrangements al-
low their bank members to make payments to each other 
with a single net payment at the end of each day to cover 
any net credit balances.9 Transactions through clearing-
houses may generate significant bilateral credit between 
banks. If the clearinghouse lacks a binding netting agree-
ment and one bank fails to make a required payment, the 
failed banks are converted to bilateral agreements and 
the net positions of all other banks are recalculated. The 
danger is that banks that could have met their net posi-
tion with the failed bank included may be unable to do so 
if the failed bank's position is excluded.10 Thus, the po-
tential exists for a single bank's failure to cascade through 
a payments system, forcing a number of banks to be-
come illiquid and causing a loss of confidence in the en-
tire netting arrangement. 

The Federal Reserve has worked to reduce this risk 
by requiring banks to monitor and establish caps on their 
intraday liabilities and credit exposure to other banks. In 
addition, as a continuation of pre-FDICIA efforts to con-
tain payments system risk, the Federal Reserve is impos-
ing interest charges on banks that run large intraday 
overdrafts on Fedwire." If a problem arises despite these 
restrictions the Federal Reserve retains adequate power 
under FDICIA to provide discount window loans to vi-
able banks that temporarily lack liquidity. 

Summary 

Two common themes run throughout this review of 
the risk of systemic problems in the absence of a too-
big-to-fail policy prior to FDICIA. First, although some 
risk of losses on interbank liabilities, contagious runs, 
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and failures in the payments system existed, that risk f re-
quently has been overstated. Second, the Federal Reserve 
c o u l d h a v e c o n t a i n e d m o s t s y s t e m i c r i s k s i t u a t i o n s 
through the discount window. 1 2 The most likely system 
risk scenar ios would have involved t empora ry , wide-
spread l iquidity p rob lems but l imited actual so lvency 
problems. The Federal Reserve 's discount window had, 
as it does now, the resources to resolve temporary liquid-

ity problems. Furthermore, the Federal Reserve has his-
torically had detailed, t imely information on banks as a 
result of its supervision and regulation, and on the pay-
ments system as a consequence of its role as a provider 
of p a y m e n t s services . Thus , the Fed has had both the 
tools and the knowledge required to effect ively address 
systemic risk situations arising f rom temporary liquidity 
problems. 

Notes 

1. These figures on other banks' exposure to Continental 
Illinois came from U.S. Congress (1984, 16-18). 

2. Finance theory provides a third reason for depositors to 
lose confidence: they could become concerned about 
their bank's inability to meet an increase in demand for liq-
uidity by other depositors. Diamond and Dybvig (1983) 
have developed a model in which banks are solvent at 
the beginning of the period but are subject to a random 
amount of withdrawal by depositors. The bank must 
prematurely liquidate projects at a loss if deposit with-
drawals are too high. If too many projects are liquidated, 
the bank may become insolvent. Empirical examples 
that correspond exactly to the Diamond and Dybvig 
model are hard to find. However, the U.S. banking sys-
tem in the late 1800s and early 1900s was subject to 
periodic liquidity crises during and shortly after har-
vest season, and some evidence suggests that the crises 
were due entirely to liquidity concerns about individual 
banks. A model of inelastic currency supply developed 
by Champ, Smith, and Williamson (1991) suggests the 
potential for periodic liquidity crisis and provides some 
evidence on the problem. However, Calomiris and Gor-
ton (1991) raise questions about this history of panics in 
the period prior to the formation of the Fed. In any case, 
such random withdrawal models are not closely exam-
ined here because there is no evidence to suggest that 
such a problem has occurred since the Fed's creation or 
that the Fed could not fully resolve any liquidity-based 
runs with its existing authority. The Federal Reserve can 
and does provide an elastic supply of currency and liq-
uidity. 

3. See Cornell and Shapiro (1986) and Smirlock and Kau-
fold (1987). 

4. Aharony and Swary (1983) found that no significant ab-
normal bank stock returns occurred around the failures 
of the United States National Bank of San Diego in 
1973 and Hamilton National Bank in 1976. They did 
find significant negative abnormal returns associated 
with the failure of Franklin National Bank in 1974, but 
they suggest that this result could be based on a revalua-
tion of the r isks associa ted with fore ign exchange 
trading. Aharony and Swary further note that some Eu-
ropean banks were taking fore ign exchange losses 
around this t ime. Fo rmer F D I C Direc tor Irvine H. 

Sprague (1986) argued that regulators were concerned 
about the potential failure of other large banks if Conti-
nental Illinois failed in 1984 with losses to depositors. 
Saunders (1987), Swary (1986), and Wall and Peterson 
(1990) failed to find clear-cut evidence to support the 
regulators ' concerns. Dickinson, Peterson, and Chris-
tiansen (1991) also failed to find evidence of contagion 
around the time of the failure of the First RepublicBank 
in 1988. 

5. The story of how the run was stopped is provided by Le-
ander (1991). 

6. Haraf (1991) has noted that the failure of a nonbank in-
stitution can also impose strains on various payments 
mechanisms. For example, Fedwire and the Clearing 
House for Interbank Payments (CHIPS) were forced to 
remain open longer than usual to accommodate prob-
lems arising from the failure of Drexel, Burnham, Lam-
bert. 

7. See Baer and Evanoff (1990) for a review and analysis 
of the issues associated with large dollar value payments 
systems. Roberds (forthcoming, 1993) discusses ways 
of further controlling the risks of those systems. 

8. Moen and Tallman (1992) found that the failure of non-
bank firms also disrupted the payments system in the 
Panic of 1907. 

9. For an example of such a system, see the discussion of 
CHIPS provided by the Group of Experts on Payments 
Systems (1990, 131-42). 

10. Given that the failed bank was presumably financially 
weak immediately prior to failure, there is a high proba-
bility that depositors were, on net, withdrawing substan-
tial amounts of money f rom the failing bank. These 
withdrawals would likely be transferred to other banks, 
with a substantial part of the withdrawals going through 
clearinghouses. Thus, odds are relatively high that, if a 
bank fails, it will be a large net payer to various clear-
inghouses. 

11. See Cummins (1992) for a discussion of the Federal Re-
serve's decision to charge for intraday overdrafts. 

12. See Smith and Wall (1992) for a discussion of how dis-
count window and deposit insurance operations could 
address systemic risk issues without reliance on a too-
big-to-fail policy. 
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Financial markets are also likely to take actions that 
would reduce their costs associated with the loss of a 
market maker if the problem bank's financial condi-
tion deteriorates gradually. Market participants may 
shift business to other market makers as a hedge against 
the institution's possible failure. Moreover, the trou-
bled bank may find that its trading operations are more 
valuable if sold than if forced to operate as part of a fi-
nancially weak organization.30 Alternatively, there may 
be market adjustment through the individuals whose 
trading and technical expertise are at the heart of any 
securities t rading operation. These key people may 
seek to leave the ailing bank or may be bid away by an 
organization having the resources to support and ex-
pand their trading operations. 

Overall, there are some risks to financial securities 
markets when a large bank fails. Although the prob-
lems are likely to be temporary, some users may very 
well have problems arranging substitute hedges in a 
timely manner. Further research is needed on several 
issues: (1) the rate at which lost market-making capac-
ity is replaced, (2) the likelihood that credit limits re-
strict dealers ' ability to service users and engage in 
interdealer hedging, (3) the significance of the costs 
associated with a temporary reduction in liquidity, and 
(4) the significance of a large bank's exposure to risk 
if it lost access to derivative markets for several days. 

If policymakers were to conclude that a too-big-to-
fail policy is necessary to protect banks that are finan-
cial market makers, there would be implications for 
securities firms that have a similar presence in many 
financial markets. Securities firms not affiliated with 
bank holding companies currently have neither insur-
ance like that provided banks by the FDIC or a man-
date to comply with safety and soundness regulations 
like those imposed on banks. Although securities firms 
are partially regulated by the Securities and Exchange 
Commission (SEC), the agency regulates only some 
subsidiaries, and in any case, its historical mandate is 
consumer protection rather than maintaining financial 
system stability. If certain banks are considered too-
big-to-fail in order to protect the securities markets, 
logic would suggest that securities f i rms should re-
ceive similar coverage and that the provider of liquidi-
ty or solvency guarantees should be able to protect 
itself via banklike safety and soundness regulations. 

Unexpected Massive Losses. The mechanisms that 
may soften the impact of failure on the financial sys-
tem are most effective in dealing with slow deterio-
rat ion of one or more banks . In a variety of ways 
regulators and markets can gradually disengage trou-
bled banks f r o m the f inancial system and limit the 

damage of failure. However, a sudden massive loss at 
one or more banks could create a situation in which the 
market ' s exposure to a fai l ing bank would be at its 
maximum, and regulators would be in a weak position 
to implement their ful l array of crisis managemen t 
tools. 

Fortunately, such economic losses appear to be ex-
ceptional. Sudden losses greater than a bank's capital 
are possible only if a bank has a very large concentra-
tion of risk to a single factor such as interest rate risk, 
foreign exchange rate risk, or having borrowers from a 
single geographic area that is devastated. Rather than 
truly being sudden, large losses may only appear to be 
so because banks and bank regulators have failed to 
provide for the timely recognition of reductions in as-
set values. Most often private sector parties will have 
begun reducing their exposure as soon as economic 
capital is significantly impaired, even though delays in 
accounting recognition may have slowed regulatory 
action. 

Notwithstanding the extremely low probability of 
an unexpected failure of a previously well capitalized 
large bank that is engaged in a number of complex ac-
tivities, such a failure would create a big problem for 
the regulators. The FDIC may be able to avoid invok-
ing the systemic risk exception but only if it and the 
fai led bank were except ional ly prepared for such a 
cont ingency. T h e F D I C would have to ident i fy the 
bank's insured and uninsured creditors and calculate 
appropriate payouts for each of them. The Federal Re-
serve could buy a little time for the FDIC by exercis-
ing its discount window power to lend to a critically 
undercapitalized bank for five days. However, the failed 
bank would be crippled prior to its closure with a mas-
sive outflow of uninsured deposits, severe limits on its 
access to the paymen t s sys tem, and an inabili ty to 
funct ion in the over-the-counter derivatives market . 
Even with the addi t ional t ime, the F D I C probably 
would be forced to establish a bridge bank while it 
evaluated alternative methods of resolving the failure. 
Further, the FDIC probably would not have time for 
careful review of the bank ' s books to determine the 
amount and type of each of the institution's liabilities 
( inc luding o f f -ba lance - shee t act ivi t ies) . T h e F D I C 
could readily evaluate all liabilities only if the bank 
had organized its financial records in a way that per-
mitted quick access. 

Although it might be possible to manage a single 
bank's unexpected failure, the situation would proba-
bly be unmanageable in the even more unlikely case 
that the viability of a number of large banks became 
questionable. With several large banks in trouble, de-
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positors would be likely to demand immediate with-
drawal of their funds , refraining only if the govern-
ment were providing 100 percent deposit insurance. 
Because regulators have limited operational resources 
(such as people) and may also face f inanc ia l con-
straints that restrict the number of bank closings they 
can handle at one time, they may want to provide 100 
percent coverage as a means to avoid closing too many 
banks in a short period. 

The risk of sudden large losses to individual banks 
or groups of banks is remote and can be fur ther re-
duced, but it cannot be eliminated. The key to reduc-
ing the risk is for inst i tut ions to min imize c o n c e n -
trations of exposure to specific events that could cause 
a sharp drop in their value. 

Conclusion 

F D I C I A has m a n d a t e d that r egu la to r s v i r tua l ly 
eliminate deposit insurance losses. The act provides 
for a systemic exception to its requirement that prob-
lem banks must be resolved at the lowest cost to the 
insurance funds. However, FDICIA also creates some 
significant political incentives to avoid using the sys-
temic risk exception. Moreover, it is clear f rom the se-
ries of measures to address specific systemic issues 
that the intent of Congress was virtually to eliminate 
the practice of the too-big-to-fail doctrine. Congress, 
having been told that interbank credit created systemic 
risk, mandated limits on interbank credit. Congress 

learned that delayed access to funds could pose a sys-
temic problem, so it authorized the FDIC to use final 
net settlement. In response to reports that the shock 
waves f r o m a large bank fai lure could be amplif ied 
through the payments system, Congress made contrac-
tual n e t t i n g a g r e e m e n t s b ind ing . I n d e e d , Ca rne l l 
(1992) has noted that the original bill passed by the 
House and the bill introduced to the Senate did not al-
low for a systemic risk exception to least-cost resolu-
tion and that the exception was added after regulators 
and the Bush Adminis t ra t ion asked fo r the change. 
The earlier versions of FDICIA relied solely on the 
Federal Rese rve ' s d iscount window to address any 
systemic problems. 

Although FDICIA does not ban the too-big-to-fail 
doctrine, it has substantially reduced the likelihood of 
future large bank bailouts. Bankers and bank deposi-
tors should not casually assume that any given bank 
would be considered too-big-to-fail. Regulators would 
be well advised to look for ways to close a large fail-
ing bank without protect ing uninsured creditors . If 
conditions were such that a large fraction of the bank-
ing system was potentially not viable, regulators may 
have no choice but to protect uninsured depositors.31 

However, for most other systemic risk situations, in-
cluding financial market risk, the potential still exists 
for identifying and developing solutions. A careful re-
view of FDICIA's provisions makes it clear that Con-
g r e s s is l o o k i n g f o r an end to o p e r a t i n g unde r a 
too-big-to-fail policy and not for more explanations as 
to why too-big-to-fail treatment is essential. 

1. "Too-big-to-fail" does not literally mean that a bank cannot 
fail. The shareholders in large banks have lost their invest-
ment, and the managers have been fired. A bank is consid-
ered too-big-to-fail when it is thought to be too large to 
close in a way that imposes losses on uninsured depositors 
and certain other creditors. 

2. Large depositors are not protected when a bank is liquidat-
ed, but they have frequently been covered when a failed 
bank has been sold as a part of a purchase and assumption 
transaction or when the FDIC assumed ownership of the 
failed organization and operated it as a bridge bank. The 
FDIC generally has sought to avoid liquidating a bank in 
order to preserve any franchise value remaining in the orga-
nization. However, the FDIC can preserve the franchise 
value without providing 100 percent coverage to all deposi-
tors by transferring only the insured deposits to the succes-
sor organization. 

3. The act defines a material loss as one exceeding the greater 
of $25 million or 2 percent of the institution's total assets, 
whichever is greater. 

4. The exact restrictions on Fed lending are discussed in the 
section titled "Incentive Changes." 

5. Indeed, if a bank is closed by regulatory or market pressure 
before it wipes out its capital, losses to creditors should be 
small to nonexistent. 

6. Gorton (1988) and Tallman (1988) challenge the view that 
bank panics caused decl ines in real economic activity. 
However, this debate is beyond the scope of this paper. It 
suffices to note that policymakers in the United States have 
believed that systemic problems could adversely affect the 
real economy. 

7. One reason for the Federal Reserve to be reluctant to lend 
to nonbank firms is that, because discount window lending 
must be fully collateralized, such lending could imperil the 
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position of the f irm's creditors. Thus, if the Fed lends to 
nonviable nonbank f irms it may be transferring wealth 
away from creditors that cannot or do not withdraw their 
investment. The Federal Reserve is also not generally in a 
position to judge the viability of nonbank firms because the 
agency does not examine and rarely monitors the financial 
condition of specific nonfinancial firms. 

8. For further discussion of the historic operation of the dis-
count window see the Board of Governors of the Federal 
Reserve System (1985, chap. 4) and Garcia and Plautz 
(1988). 

9. Calomiris, Hubbard, and Stock (1986) and Gilbert and 
Kochin (1989) have found that the failure of one or more 
banks may have negative effects on its regional economy. 
In Gilbert and Kochin's research the effects are largest in 
two of the three states in their sample if a bank is closed 
rather than merged with another institution. 

10. Many provisions of FDICIA, including the general prompt-
corrective-action provisions and the definition of material 
loss, have delayed effective dates or phase-in clauses. This 
article focuses on the effects of FDICIA after all parts of 
the act have taken full effect. 

11. FDICIA creates f ive categories based on capital levels: 
well-capitalized, adequately capitalized, undercapitalized, 
significantly undercapitalized, and critically undercapital-
ized banks. Any bank having a tangible equity-capital-to-total-
assets ratio of less than 2 percent is classified as critically 
undercapitalized. The act also provides that bank regulators 
may place a bank in receivership or conservatorship on a 
number of other grounds, including violation of a cease-
and-desist order, concealment of records or assets, inability 
to cover deposit wi thdrawals , and an undercapi ta l ized 
bank's failure to develop a plan that would raise its capital 
or its material noncompliance with a plan to raise capital. 

12. Normal FDIC premiums are calculated on the basis of a 
bank ' s total domestic deposits. The expanded premium 
base provided in FDICIA for emergency assessments will 
tend to increase the relative proposition of costs borne by 
banks with foreign deposits and substantial nondeposit lia-
bilities. Because banks with foreign deposits and substan-
tial nondeposit liabilities lend to be larger and to affect the 
financial system more significantly, the effect of FDICIA 
may be to shift more of the costs to the banks most likely to 
receive too-big-to-fail treatment. 

13. A critically undercapitalized bank is not viable according to 
the definition in the act. 

14. An argument may also be made that the net effect of FDICIA 
will be to weaken banks. The act will increase the number 
of regulatory requirements imposed on banks (including 
some requirements such as Truth in Savings that are unre-
lated to bank safety) and will also increase bank reporting 
requirements. It does nothing to enhance banks' ability to 
compete with nonbank financial firms, which continue to 
take market share in many of the bank 's most profitable 
markets while remaining free from most of the costly safety 
and consumer regulations imposed on banks. Moreover, the 
act was passed in an environment in which deposit insur-
ance premiums had been substantially increased on healthy 
banks to rebuild the insurance fund. 

This argument that FDICIA will weaken banks has 
some merit but probably misjudges the impact of what is 
and is not in the act. FDICIA probably will strengthen the 
financial condition of individual banks and reduce the risk 
of bank failures that impose significant costs on the bank-
ing system. Banks that cannot strengthen their financial po-
sition will likely be forced to merge. Instead, the effect of 
higher regulatory costs will be that banks will continue to 
concede market share to nonbank firms in markets in which 
the law has made banks less competitive. 

15. No losses need occur if a bank is closed before its losses be-
come too large. However, closing a bank before its capital 
reaches zero does not guarantee that losses will be avoided 
unless bank assets are valued at liquidation prices. See 
Berger, King, and O'Brien (1991) for a discussion of the 
alternative definitions of "market value" and their limita-
tions. 

16. See the press release from the Board of Governors of the 
Federal Reserve System dated July 14, 1992, Docket No. 
R-0769. 

17. The regulation on interbank liabilities uses a definition of 
"adequately capitalized" that is similar but not identical to 
that used to fulfill the prompt-correclive-action sections of 
FDICIA. 

18. The only case in which the failure of one bank could cause 
insolvency at other banks would be that of a well-capitalized 
bank failing suddenly and its remaining assets providing 
creditors with a low recovery rate. These unexpected losses 
would have to be massive under the currently proposed 
capital requirements for prompt corrective action because a 
well-capitalized bank must maintain a total capital-to-risk-
assets ratio of at least 10 percent. 

19. The limits on interbank credit extension may not be effec-
tive at preventing insolvency if a group of related banks fail. 
For example, if a set of international banks from a foreign 
country were ordered by its government to stop payments, 
limits on exposure to any single bank might not be effective. 

20. See Holland (1992) for a discussion of some of the risks in 
the swaps market. That analysis focuses on the credit risks 
posed by the interbank market for swaps. However, the is-
sues raised by interbank credit exposure to swaps are not 
fundamental ly different f rom the issues raised by other 
types of interbank credit exposure. 

21. For a general discussion of the risks posed by over-the-
counter derivatives to banking organizations see Hansell 
and Muehring (1992). 

22. See Shirreff (1991) and Torres (1991) for discussion of 
some of the problems encountered in unwinding the deriva-
tives books of some large financial firms. Shirreff (1992) 
discusses some of the regulators' general concerns about 
the swap market. 

23. For example, consider an interest rate swap with a notional 
principal of $100 million. One party agrees to pay a fixed 
rate of 8 percent and the other party agrees to pay the Lon-
don interbank offered rate (LIBOR) for five years. The 
$100 million notional principal will never change hands. 
The party that owes the larger interest payment will pay 
an amount to the other party equal to the absolute value of 
LIBOR minus 8 percent. 
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24. Further, many master derivatives contracts between two 
parties provide for netting across contracts so that gains on 
one contract may be offset by losses on other contracts. 

25. See Wall, Pringle, and McNulty (1990) for a discussion of 
the (credit) risk-based capital guidelines as applied to over-
the-counter interest rate and foreign exchange derivatives. 

26. This issue may require some sensitivity on the part of the 
FDIC to the needs of the bank's counterparties. For exam-
ple, the FDIC ordinarily likes to close a bank on a Friday 
after the U.S. financial markets close. If all over-the-counter 
derivatives are terminated at this point, those users that lack 
access to foreign markets may have problems arranging 
substitute hedges before Monday morning and would there-
fore be exposed to any changes in market prices during the 
weekend. A possible solution would be for swap contracts 
to provide that if a bank should fail at the start of a week-
end the contract would be terminated at a fixed time on 
Monday morning and the remaining obligations of the two 
parties would be based on market prices at the time of ter-
mination. The FDIC may have to agree to this arrangement. 
The one risk in such an arrangement would be that some 
dealers may try to manipulate market prices around the ter-
mination time, but doing so is likely to be difficult in a 
market with a large number of users trying to arrange sub-
stitute hedges. 

27. Many derivatives products involve two-sided credit risk. If 
a user's credit quality has deteriorated sufficiently, dealers 
may not be willing to take the credit risk ordinarily in-
volved with products like forward contracts and swaps. 
Some derivatives contracts contain clauses to protect the 
parties against material adverse changes in the financial 
condition of their counterparties, and such contracts would 
force the parties to recognize deterioration in the user 's 
condition prior to its failure. However, financially weak-
ened users may need to provide additional protection to the 
dealer in order to reestablish their hedge if the derivatives 

contract contains no such clause. For example, rather than 
using an ordinary interest rate swap without collateral to 
protect against an increase in market interest rates, the user 
may be required to post collateral with the dealer or buy an 
interest rate cap. 

28. Virtually all dealers impose a limit on their maximum cred-
it to any given counterparty. The limit is established ac-
cording to the counterparty's size and financial strength. 
The maximum exposure limits aggregate exposure from all 
types of credit risk, including any loans. See Arak, Good-
man, and Rones (1986) for an example of ways a dealer 
could calculate its credit exposure on an interest rate swap 
and Chew (1992) for a recent discussion of a banks' man-
agement of derivatives credit risk. 

29. The clientele of some dealers tends to be weighted toward 
one side of the derivatives market. For example, the cus-
tomer bases of some commercial banks may be weighted 
toward firms that wish to pay a fixed rate of interest on 
their interest rate swaps. The bank ends up having a con-
centration of floating rate contracts. One common way for 
these commercial banks to hedge their transactions is to ar-
range offsetting swaps in which the bank pays a fixed rate 
with a dealer that has a different clientele. If credit lines be-
came exhausted in the interdealer market, dealers could 
have more problems hedging deals with their natural clientele 
and, thus, be less willing to offer over-the-counter derivatives 
to their usual customers. 

30. Financially weak banks may handicap trading operations in 
a number of ways. Their presence may bring the general 
credibility of the trading operations into question with cus-
tomers. 

31. The policy mistakes, if any, that led to the questionable via-
bility of a large fraction of the banking system would have 
occurred prior to any decision to exercise the systemic risk 
exception. 
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rhe Bulgarian banking and financial system changed dramatically 
in 1989 when the Communist Party lost its ruling monopoly and 
Bulgaria, like most of its East European neighbors, started down 
the road to political and economic democratization. The enthusi-
asm accompanying the breakdown of Communis t control made 

the obstacles to a smooth transition to a market economy seem relatively 
minor. However, the pervasiveness of these stumbling blocks (internal bud-
get deficits, massive external debt, inefficient state-owned enterprises, and a 
banking system mired in nonperforming assets, to name a few) has now be-
come painfully apparent. These problems, intensified by the recent collapse 
of the ruling political coalition on October 28, 1992, make the task of re-
structuring the financial system monumental indeed. 

Despite the magnitude of the difficulties confronting Bulgaria, it is im-
portant that the country persist in efforts already under way to revitalize and 
privatize its banking and financial system, which will play a vital role in the 
transition to a market economy. This article presents an overview of the 
banking reform taking place in Bulgaria, discussing the lack of information 
on creditworthiness, the lack of effective accounting and legal systems, and 
the p rob lems associated with bad loans within the banking system and 
among state-owned enterprises.1 In Bulgaria, as in other transition economies 
of Eastern Europe, the banking system's ability to fulfill its role in stimulat-
ing economic growth depends directly on how it handles the deadweight 
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losses associated with failed state-owned firms, which 
have been transformed into bad loans on commercial 
banks' balance sheets. 

The nature of the reforms being undertaken in Bul-
garia parallel those occurring in other East European 
countries such as Hungary, Romania, the independent 
states of the former Soviet Union, and the Czech and 
Slovak Republics. Thus, while this article focuses on the 
Bulgarian case, the problems, prospects, and proposed 
solutions are also relevant to these other economies 
in transition. To begin, a brief overview of the eco-
nomic history of Bulgaria provides the necessary back-
ground for describing the particulars of the Bulgarian 
banking system. 

A Brief Economic History of Bulgaria2 

Situated on the northeastern section of the Balkan 
Peninsula, the Republic of Bulgaria has a population 
of about 9 million people. The Bulgarian standard of 
living, while low, is above that of Romania and Alba-
nia, two of its neighbors. The average Bulgarian work-
er earns about $90.00 (U.S.) per month. Blessed with a 
warm climate and fertile soil, the country has a natural 
comparative advantage in the production of agricultur-
al commodities. 

T h e con temporary Bulgar ian state dates back to 
681, when the Bulgarian Kingdom was founded after 
the Byzan t ine E m p i r e fo rmal ly recognized Bulgar 
control of the region between the Balkan Mountains 
and the Danube River. For the next seven centuries the 
Bulgarian state was controlled by a succession of vari-
ous ruling factions, and the Bulgars were gradually as-
s imi la ted in to the r e g i o n ' s more n u m e r o u s S lav ic 
population. In the latter half of the fourteenth century 
Bulgaria was invaded by the Ot toman Turks and in 
1396 lost its independence for the next f ive centuries. 
After the Russian-Turkish War in 1878 Bulgaria was 
liberated from Turkish domination and became an in-
dependent state. 

Until well into the twentieth century Bulgaria's econ-
omy was dominated by agricultural production. Be-
tween 1920 and 1944 the Bulgarian economy showed 
signs of resilience despite the worldwide depression 
during the early 1930s. For example , f rom 1929 to 
1939 the average annual growth rate in industrial out-
put in Bulgaria was 4.8 percent, compared with only 
1.1 percent for Europe as a whole. This economic re-
si l ience came at a price, however . T h e constra ints 
i m p o s e d by the d e p r e s s e d w o r l d e c o n o m y and a 

shr inking export marke t in Europe led Bulgar ia to 
seek alternative trade arrangements, including bilateral 
trade agreements with Germany. While these agree-
ments, which covered an estimated 88 percent of the 
country 's agricultural output, guaranteed the sale of 
Bulgarian agricultural products to Germany, they also 
tied the Bulgarian economy closely to Germany's . As 
a result , much of Bulgar ian industry was excluded 
f rom the European free trade zone, isolating the coun-
try f rom market forces governing the European and 
world economies and leading to its a l ignment with 
Germany during World War II. 

Following the war, Bulgaria came under the Soviet 
Un ion ' s inf luence , and economic deve lopment was 
subjected to the Communist Party's doctrine. The gov-
ernment gradually assumed direct control of the entire 
economy, nationalizing agriculture, f inancial indus-
tries, and virtually all private industry and determining 
the allocation of resources and output at all levels of 
production. 

During the period of Communis t dominat ion the 
Bulgarian government's main economic objective was to 
create new industries—engineering, metallurgy, chem-
icals, electricity generat ion, and appl iances, among 
others. This emphasis virtually reversed the compara-
tive contributions of industry and agriculture to aggre-
gate production or output, resulting in a massive shift 
in occupations and in migration of the population from 
rural to urban areas. 

Bulgaria's East European neighbors, including Czecho-
slovakia, East Germany, Hungary, Poland, and Roma-
nia, were also brought into the Soviet sphere af ter 
World War II. Given the similarity of their economic 
institutions and policy objectives and their common 
concern for fostering industrialization, income redistri-
bution, and social equality, these countries, along with 
the Soviet Union and others with centrally planned 
economies, formed an economic union—the Council 
for Mutual Economic Assistance (CMEA)—in Jan-
uary 1949. An essent ia l c o m p o n e n t of the Sovie t 
growth strategy, the council provided a f r amework 
within which its members could promote their own 
(and the Soviet Union's) national objectives.3 

The Bulgarian economy showed significant signs 
of weakness as early as the late 1950s, and the gov-
ernment 's f ive-year economic plans issued following 
the nationalization of industry were rarely achieved. 
In recognition of this failure, the government intro-
duced several economic reform programs during the 
1960s and 1970s. At the end of the 1970s, the so-
cal led N e w E c o n o m i c M e c h a n i s m was in t roduced 
with the aim of creat ing se l f - f inancing f i rms at all 
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levels of industry and thereby enhancing productivity 
and efficiency. These reforms were deemed ineffec-
tive. Indeed, the rate of economic development actu-
ally s lowed in the years fo l lowing adopt ion of the 
program. 

Attempts at economic reform continued through the 
1980s. However , as late as 1988 state-owned enter-
prises and cooperatives still dominated the Bulgarian 
economy, producing virtually all of the country's out-
put and employing almost all of the work force. With 
the downfall of the Communist Party in 1989, Bulgar-
ia took its most important steps toward economic re-
form by discont inuing the central p lanning of f i rm 
management and developing the mechanisms to estab-
lish private ownership and property rights. 

The country began the process of economic reform 
with a parliament controlled by a fragile democratic 
coal i t ion. This coa l i t ion co l lapsed in late Oc tobe r 
1992, and it is not yet clear how this development 
will affect the speed with which reforms are imple-
mented. In addition, the country has an external debt 
of approximately $12 billion (U.S.) owed primarily to 
the Federa l R e p u b l i c of G e r m a n y , Japan , and the 
United Kingdom. The government also faces the dif-
ficulties of managing an internal budget deficit esti-
mated to be approximately 9 billion Bulgarian leva 
(approximately $500 million [U.S.] at the current of-
ficial exchange rate of about 23 leva to $1 [U.S.]) for 
fiscal 1992. 

7Tie Structure of the 
Bulgarian Banking System 

The modern era in Bulgarian banking and finance 
began with the passage of the Banking Law of De-
cember 27, 1947, which effectively nationalized the 
system. From 1948 until 1981, this system, similar to 
those of other East European countries, comprised three 
distinct banks. The Bulgarian National Bank, much 
like the Gosbank in the classic Soviet economic model 
of centralized planning, moni tored the f inancial as-
pects and financed the investments of the central gov-
ernment 's annual economic plan. It also monitored the 
payments of enterprises, received their deposits, and 
extended credit in the domestic currency. The Bulgari-
an Foreign Trade Bank had sole responsibility for for-
eign exchange operations (payments associated with 
imports and exports, foreign credits, and management 
of foreign currency reserves). The State Savings Bank 
was limited to serving the household sector, receiving 

their savings deposits and f inancing housing credits 
much as savings and loan associations do in the Unit-
ed States. 

Bulgaria 's three-bank system ended in 1981 when 
the g o v e r n m e n t created a spec ia l bank to f i n a n c e 
business activities that were not included in its offi-
cial economic plan or that exceeded the plan's target 
budget . Further change occurred in 1987, when the 
g o v e r n m e n t set up seven spec ia l i zed c o m m e r c i a l 
banks, each restricted to lending in a particular eco-
nomic sector, such as transportation, electronics, con-
struction, or chemicals. The seven banks operated as 
full-service universal banks, able to provide loans in 
the domestic or foreign currency and to take equity 
posi t ions in other f i rms, companies , and joint ven-
tures in their respective sectors. In 1989 the govern-
ment created fif ty-nine new commercial banks out of 
the former branches of the Bulgarian National Bank 
and s imultaneously el iminated the requirement that 
certain banks engage in specialized lending.4 This ac-
tion allowed all banks to funct ion as universal banks. 
Since 1989 several new banks have been granted char-
ters by the Bulgarian National Bank, including at least 
four private banks (as of late 1992). As of July 1991 
there were a total of seventy-four banks (excluding 
the Bulgarian National Bank and the Bulgarian For-
eign Trade Bank) with a total of 4,033 offices operat-
ing in the country. 

Most Bulgarian banks are organized as joint stock 
companies. Until late 1991 the shares of all banks ex-
cept the four recently created private banks were owned 
principally by the Bulgarian National Bank, the Bul-
garian Foreign Trade Bank, and a few large state en-
terprises in the nonfinancial sector. As of July 1991 
the Bulgarian National Bank owned approximately 32 
percent of the shares of the older commercial banks 
(the seven created in 1987 and the Bulgarian Foreign 
Trade Bank) and about 65 percent of the shares of the 
f i f t y -n ine banks c rea ted in 1989 out of its f o r m e r 
branches. The Bulgarian Foreign Trade Bank and the 
seven specialized banks created in 1987 also own a 
significant percentage of the shares of these fifty-nine 
banks. 

In conjunction with the World Bank, the Bulgarian 
National Bank has designed a merger and privatization 
program to consolidate Bulgaria 's commercial banks 
into eight to ten institutions with shares held by pri-
vate domestic and international investors. The shares 
of the commercial banks owned by the Bulgarian Na-
tional Bank and the state-owned enterprises were re-
cently transferred to the Bank Consolidation Company, 
a wholly owned subsidiary of the Bulgarian National 
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Bank established to manage and oversee the consoli-
dation effort. 

bank ing and Financial System 
Obstacles to the Bulgarian Transition 

Of the many problems confront ing the Bulgarian 
and other East European economies, the lack of well-
funct ioning money and capital markets is especially 
critical. The existing markets in these countries are 
less diverse and stable than those of Western economies 
primarily because they lack the complex information 
required to assess risks and the credi tworthiness of 
borrowers. This dearth of information is understand-
able given that central planning regimes offered few 
incentives to accumulate such data. 

Before 1987 the governments of centrally planned 
economies like Bulgaria served as the lender of last re-
sort, automatically financing the losses of state-owned 
enterprises. These governments essentially provided a 
form of comprehens ive insurance to f i rms wi thout 
charging the appropriate premiums, and this practice 
led, in most cases, to the overextension of credit be-
tween state-owned enterprises and by commercial banks 
to these f irms. In Bulgaria, where most commercial 
banks' balance sheets are dominated by such loans, an 
estimated 54 percent of all bank credits, equaling 34.4 
percent of the country's gross domestic product, were 
nonperforming. For the specialized commercial banks 
created in 1987, nonperforming loans accounted for 
65 percent of the loans held on their balance sheets.5 

Currently, Bulgarian state-owned enterprises have 
an estimated total outstanding debt of about 100 bil-
lion leva. Of this total, more than a quarter is owed to 
other state-owned enterprises and about half is owed 
to Bulgarian commercial banks. This interdependence 
of the balance sheets of state-owned enterprises and 
commercial banks impedes the operation of the Bul-
garian money and capital markets because it makes it 
difficult to distinguish efficient and economically or 
financially viable f i rms f rom those that are inefficient 
and nonviable. This situation, in turn, makes it almost 
impossible for banks or other investors to make ratio-
nal credit decisions, creating negative spillover effects 
for consumers. 

The overall uncertainty in the Bulgarian economy 
adversely affects the profitabili ty of business enter-
prises in general and reduces the market value of their 
instal led capi tal , thereby l imit ing their capaci ty to 
borrow against this capital. This atmosphere of uncer-

tainty, overlying a complex system of interfirm cred-
its that links the fortunes of well-run f irms to the poor-
ly run ones , is s l owing the t rans i t ion to a marke t 
economy. 

The narrowness of the capital markets in the evolv-
ing economies of Bulgaria and other East European 
countries exposes investors and creditors to excessive 
degrees of systemic risk because they cannot diversify. 
This inability to diversify leads to large risk premiums 
and overly expensive credit, and, coupled with the in-
terdependence of state-owned enterprises ' and com-
mercial banks ' balance sheets, al lows small shocks 
incurred by a particular firm or sector to be transmit-
ted to other f i rms and sectors and eventually to the 
commercia l banks and the entire economy. To limit 
their exposure to such risks, lenders and investors will 
tend to shorten their investment and lending horizons. 
From a social viewpoint the domination of short-term 
quick-payback investments may not be optimal be-
cause they may squeeze out more desirable (and more 
profitable) longer-term investments. 

.Removing the Obstacles 

The factors identified above represent major im-
pediments to Bulgaria 's successful shift to a market 
economy. It is clear that the Bulgarian banking and fi-
nancial system would be made more efficient by the 
implementation of policies that would ( 1 ) improve the 
f inancia l in fo rmat ion sys tem and the legal inst ru-
ments available to lenders, investors, and borrowers; 
(2) cleanse commercial banks' and state-owned enter-
prises' balance sheets of their bad loans; and (3) en-
hance Bulgarian policymakers ' credibility. 

Financial Information. An improved financial in-
format ion system in Bulgaria and similar transition 
economies would provide for a better assessment of 
individual f i rms ' creditworthiness, thereby encourag-
ing more lending and investment. Developing a frame-
work of legal ins t ruments to en fo rce contracts and 
protect both lenders ' and borrowers ' property rights 
would also improve the lending environment. 

A uniform set of transparent accounting standards, 
including rules for public disclosure of nonproprietary 
financial information, is critical to the further liberal-
ization of Bulgaria's banking and financial sectors. Ac-
counting standards form part of the resource allocation 
process, allowing banks to compare the merits of one 
borrower over another. Similarly, bank supervisors, in-
vestors, deposi tors , and managers need dependable 
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bank financial statements to make informed judgments 
about bank financial health and performance. 

For banks, a vital component of the accounting sys-
tem is a set of rules relating to valuation of assets and 
capital. Without such rules, accounting systems be-
come relatively worthless and the value of banks' eq-
uity capital may be called into question. Assets need 
to be valued on a bank's books at their true worth, par-
ticularly when this value is less than the price paid for 
them. Cons ider ing the scope of the nonpe r fo rming 
loan problem among Bulgarian commercial banks, the 
application of accounting standards would require that 
such assets be written down or written off, depending 
on their status, before the banks will be free to func-
tion as true financial intermediaries. 

Cleans ing Balance Sheets . F inding appropr ia te 
ways to clean up commercial banks ' and state-owned 
f i rms ' balance sheets f rom bad loans would uncouple 
the fortunes of f i rms that should continue operating 
f rom those that ought to be shut down, restructured, or 
reorganized. A major challenge in Bulgaria and other 
former Soviet Bloc countries is to achieve this objec-
tive without imposing excessive costs on the national 
budget or fur ther hamper ing the incentive structure 
faced by market participants. 

A number of me thods for c leansing the balance 
sheets of commercial banks and state-owned enterprises 
are being debated in the transition economies of East-
ern Europe: the simple cancellation of state-owned en-
terprises' debts, socialization or nationalization of bad 
debts, privatization of bad debts through specialized 
asset liquidation or carve-out companies , or liquida-
tion and restructuring of banks and state-owned enter-
prises through a specialized government restructuring 
agency or company. 

The simple cancellation of all debts of state-owned 
enterprises is not advisable for several reasons. First, 
such a step would reduce the working capital of credi-
tor f i rms and banks; it also carries the risk of driving 
good f irms whose cash-flow requirements depend crit-
ically on debt service receipts into bankruptcy. Simi-
larly, cancellation of only the acknowledged bad debts 
of s ta te-owned enterpr ises is i l l -advised because it 
could give rise to serious moral hazard or other incen-
tive problems. Such a plan of debt forgiveness or can-
cellation might lead suppliers of inputs to the state-
owned companies (both good and bad) to withhold 
f inancing in fear of further debt cancellation by the 
government or the outright repudiation of these obli-
gations by state-owned enterprises in hopes of receiv-
ing fur ther government protect ion. To the contrary, 
the East European governments should consider ex-

tending the credit of p rof i t ab le s ta te -owned enter -
prises to minimize disruptions to the financial sector 
as banks ' and state-owned f i rms ' balance sheets are 
cleansed.6 

Separating the future prospects of the debtor and 
creditor enterprises and banks through the nationaliza-
tion, socialization, or absorption of bad debts by the 
government is a feasible alternative to a simple debt 
cancellation policy. Such actions would transform the 
nature of these debts and alter their risk characteristics 
without changing their magnitude. 

Tn nationalizing the debt, the government can en-
gage in debt-for-debt swaps, exchanging its own debt 
(bonds or bills) for the bad loans that creditor f i rms 
and banks hold against other enterprises. In essence 
the transaction would recapitalize the f irms and banks 
by replacing bad loans with government obligations 
and transforming debtor f i rms ' liabilities to other en-
terprises and banks into government l iabili t ies. By 
acting as a financial intermediary, the government es-
sentially transfers the cost of the restructuring to Bul-
garian taxpayers.7 

By servicing its own debt the government would 
ensure that the creditor enterprises and banks are paid 
off. However, to secure its capacity to service its debt, 
the government must have at its disposal a functional 
tax system capable of collecting the needed revenues 
without resorting to inflationary finance. This need for 
revenue points out the urgency for quick development 
of an efficient tax and collection system. 

The Bulgarian government has, in principle, adopted 
this bad-debt nationalization plan for a portion of com-
mercial banks' bad loans granted before 1990. However, 
given Bulgaria's internal budget deficit, its tax system 
will have difficulty coping with the debt-service re-
quirements on the government bonds used in this plan, 
as acknowledged by the existence of a five-year mora-
torium on the payment of interest on this debt.8 

The presence of the internal budget deficit calls for 
other, innovative solutions to the country 's bad debt 
problem. In addition to the debt swap program, the 
Bulgarian government has established the Bank Con-
solidation Company—similar in some respects to the 
Resolut ion Trust Corpora t ion in the Uni ted States, 
which is charged with l iquidating f inancial ly fa i led 
savings and loan associations—to oversee the restruc-
turing, consolidation, and privatization of the banking 
system.9 A similar agency is being formed to handle 
this process for s tate-owned enterprises. The use of 
government entities to carry out the restructuring re-
flects the general lack of information on asset values, 
a shortage of private risk capital, and the absence of 
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established markets for asset liquidation. Thus, unlike 
the United States in recent cases, Bulgaria cannot rely 
on the formation of private companies to purchase and 
liquidate the failed companies. 

In short, cleansing the balance sheets of the com-
mercial banks and viable state-owned enterprises is 
critical to the success of the ongoing Bulgarian transi-
tion. Once these balance sheets are cleaned up and 
better valuation of assets is possible, the economy can 
be further opened up and the benefits associated with 
foreign capital investment can be realized. These ben-
efits include financial and managerial assistance and 
better access to international capital markets. Foreign 
investors and managers can bring the know-how, con-
tacts, information, and other skills needed to augment 
the country's existing expertise and improve the func-
tioning of domestic money and capital markets. 

Enhancing Credibility. Among the countries of 
Eastern Europe , another obs tac le to the successfu l 
t ransformat ion to a market economy is government 
pol icymakers ' lack of credibility, which adds to the 
uncertainty faced by economic agents and results in 
ineff ic ient decis ion mak ing a m o n g market par t ic i -
pan t s because they do not k n o w the " ru le s of the 
game" in the newly liberalized markets. To enhance 
their credibility, policymakers must demonstrate that 
they are willing to introduce fundamental change in 
the manner in which policy is conducted and to be 
consistent in their policy choices. The adoption of a 
rule-based policy f ramework rather than one based on 
discretion represents one way of gaining credibility. A 
rule-based f ramework tends to reduce the perception 
of arbitrariness and thereby strengthens confidence in 
the policy-making process. However, a system devoid 
of some discretionary leeway is not advisable because 
it may not allow policymakers to respond to econom-
ic shocks or political crises in a timely and appropri-
ate fashion. 

Regardless of the degree of discretion allowed poli-
cymakers in these transition economies, at least two 
elements of policy credibility are crucial to the success 
of the changes. First, the economic reform program it-
self must be credible. It should be feasible, stand up to 
the test of professional scrutiny, and reflect the experi-
ences and lessons f rom similar episodes in other coun-
tries. Second, policy commitments must be credible. 
They must not be changed in midcourse to take advan-
tage of private sector agents ' response to the initially 
announced policies. This practice can only result in 
policy ineffect iveness as economic dec is ionmakers 
learn not to trust their policymakers and react to policy 
pronouncements in perverse and undesirable ways that 

neutralize the policies' intended effects. Clearly, policy-
makers must f ind ways to guarantee to market partici-
pants that policy will not be used to their disadvantage 
after they have altered their behavior in response to 
policy pronouncements. 

There are many ways of achieving consistency and 
credibility in policy making in Bulgaria and the other 
former Soviet Bloc countries. Among these are polit-
ical constraints like those imposed by consti tut ions 
(such as ba lanced b u d g e t p rov i s ions ) ; legal con -
straints set forth by parliaments, congresses, and oth-
er official governing bodies; and external constraints 
of the type imposed by internat ional organizat ions 
such as the Basle Commi t tee on Banking Supervi-
sion, the Genera l Agreemen t on Tar i f fs and Trade 
(GATT), the Internat ional Monetary Fund , and the 
World Bank. 

T h e newly f o r m e d d e m o c r a t i c g o v e r n m e n t s of 
Eastern Europe face enormous political pressures as 
they attempt to implement reforms. In such an envi-
ronment , the value of economic policy constra ints 
imposed by international agencies should not be un-
derestimated. In most cases these restrictions, in addi-
tion to fostering a smooth transition, also contribute 
much in the way of binding policymakers to credible 
and consistent economic policies. 

The Bulgarian Banking Industry's Future 

The short-run prospects of the Bulgarian banking in-
dustry hinge directly on the ability of the Bank Consol-
idation Company to carry out its task of restructuring, 
consolidation, and privatization. Given the banking sec-
tor ' s key role in the economic development process, 
the future of the Bulgarian economic transition is seen 
to depend critically on developments in this sector. 

T h e Bank Consol ida t ion C o m p a n y ' s initial goal 
was to reduce the number of commercial banks f rom 
about seventy-four to around eight or ten through a ju-
dicious merger and consolidation program beginning 
in October 1991 and ending in February 1992. For nu-
merous reasons, this ambitious goal was not achieved. 
As of September 1992 one merger involving twenty-
two commercial banks was formalized with the volun-
tary signing of a merger agreement, spearheaded by 
the Bank Consolidat ion Company and approved by 
the Bulgarian National Bank, that resulted in the for-
mation of the United Bulgarian Bank (formerly named 
the Bulgarian Credit Bank). This bank anticipates re-
ceiving equity investments and technical assistance 
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from the European Bank for Reconstruction and De-
velopment and other foreign organizations. Currently, 
it is anticipated that two or three mergers involving 
other commercial banks will be formalized during the 
winter of 1993. 

Considering the magnitude of its task, it is not sur-
prising that the Bank Consolidation Company failed to 
meet its initial consolidation goals. Clearly, the con-
solidation effort cannot be effectively carried out with-
out proper attention to the problems discussed in this 
article. In trying to achieve consolidation, the Bank 
Conso l ida t i on C o m p a n y faces a bank ing indus t ry 
characterized by numerous banks of inefficient size 
(too small to exploit economies of scale) with undiver-
sified loan portfolios, poor-quality assets and exces-
sive bad debts, inadequate equity capital, and a labor 
force generally lacking in modern banking and finan-
cial skills. 

Despite its lack of resources, the Bank Consolida-
tion Company has made important strides in establish-
ing a f r a m e w o r k fo r merg ing Bu lga r i a ' s banks . A 
uniform accounting system and an analysis system for 
appraising banks ' f inancial health have been estab-
lished. The analysis system resembles the C A M E L 
rating system used by commercial bank regulators in 
the United States, which appraises bank capital, asset 
quality, management , earnings potential, and liquidi-
ty fo r all commerc ia l banks as well as for merger 
candidates. Under the Bank Consolidation Company 's 
guidel ines , the bank resul t ing f r o m a merger mus t 
have sufficient equity capital in accordance with the 
existing international capital regulations (8 percent of 
total assets), must not contain excessive bad debts in 
its loan portfolio (nonperforming assets must be writ-
ten down, written off, or reserved), and must be well 

1. During the spring of 1992 the author was on special assignment 
in Bulgaria working with the University of Delaware-Bulgarian 
Coalition and with the Bulgarian National Bank and its Bank 
Consolidation Company. More recently, he visited Bulgaria as 
part of a Federal Reserve' Bank of Atlanta-U.S. Treasury short-
term technical assistance mission at the Bank Consolidation 
Company. Much of this article is based on information ob-
tained during these visits, such as unpublished memoranda and 
conversations with officials of the Bulgarian National Bank, 
the Bulgarian Bank Consolidation Company, the International 
Monetary Fund, the World Bank, the University of Delaware-

diversified. In addition, the bank management must be 
of high quality, and the bank must have positive earn-
ings potential and excellent liquidity on its balance 
sheet. As for most Western banks, the merged institu-
tion must also have formal written policies covering 
all aspects of its operations. 

Conclusion 

A natural function for banks in the transition from a 
command to a market economy is to replace central 
plans for financial intermediation and economic devel-
opment in such a way as to bring market forces to bear 
on the process of transferring savings into investment. 
This process is the key to both the failure of the sys-
tem of central planning in pre-1989 Bulgaria and to 
the country's prospects for future economic reform. 

Unfortunately, as this article suggests, the Bulgari-
an banking and financial system is currently incapable 
of carrying out this function effectively. The problems 
in the Bulgarian banking and financial system are both 
broad-based and deep- rooted and will probably be 
eliminated only through a slow and difficult process of 
economic transition. Despite this pessimistic outlook, 
however, there are several positive developments taking 
place in the banking system. Bulgarian policymakers 
seem to understand the need for further banking sys-
tem reform and are taking steps to restructure the in-
dustry to put it on a sound economic footing. As these 
system reforms are carried out, they should generate 
posit ive external ef fects fo r price re form, monetary 
policy, trade liberalization, and other key elements in 
the economic transition process. 

Notes 

Bulgarian Coalition, and the managements of several Bulgarian 
commercial banks. 

2. This description draws heavily on documents of the Bulgari-
an National Bank, including its 1990 Annual Report. 

3. Approximately 90 percent of Bulgaria 's foreign trade was 
conduc ted with C M E A count r ies until 1989, when the 
CMEA relationships began to disintegrate. 

4. Although sector-specific lending by commercial banks is no 
longer mandatory, many still lend to only a few firms in des-
ignated sectors. This behavior, combined with the fact that 
many of the newly created commercial banks were allocated 
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the loans accumulated by state-owned enterprises under the 
old Gosbank-type financial system, has resulted in a banking 
system characterized by inadequate loan portfolio diversifi-
cation. Inadequate diversification exacerbates other problems 
in Bulgaria's banks, including small capital bases and inex-
perienced managements, that are discussed elsewhere in the 
article. 

5. Given the accounting principles employed in Bulgarian banks, 
these estimates are extremely conservative by Western stan-
dards. 

6. Identifying which state-owned enterprises are profitable re-
quires the adoption of meaningful accounting conventions, 
as discussed earlier. 

7. It should be kept in mind that, unlike bad loans that resulted 
from the savings and loan debacle in the United States, the 
bad loans of the Bulgarian commercial banks have always 
been government obligations. These loans were made by the 
government's monobank and assigned to the newly created 
commercial banks once the two-tiered banking system was 

adopted. However, as in the U.S. savings and loan crisis, the 
Bulgarian government should commit not to engage in future 
bailouts of banks if it is to avoid the problems of excessive 
risk taking associated with the moral hazard dilemma. 

8. However it is financed, any plan to nationalize debt hinges 
on the question of government credibility; government bonds 
swapped for bad loans must be marketable if the plan is to 
be effective. By substituting public debt for private or quasi-
private debt, the government is merely making explicit an 
existing obligation. The point is that it must commit itself to 
raise taxes or earmark revenues (for example, cut future 
spending) to service this newly issued debt. If the govern-
ment cannot credibly commit , its debt will not be mar-
ketable. An al ternative to the issue of government debt 
would be obligations of the central bank serviced by ear-
marked taxes (fees) collected from the banking system. 

9. The activities of the Bank Consolidation Company are dis-
cussed in more detail in the section that follows. 
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n the past decade the U.S. banking industry has experienced major 
structural changes, including a significant reduction in the number of 
independent banking organizations. This change is partly the result of 
the increased pace of bank mergers and acquisit ions.1 During the 
twenty-year period from 1960 to 1979, mergers averaged 170 per year, 

with an average of $4.9 billion in total bank assets being acquired each year. 
In contrast, f rom 1980 to 1989 there was a yearly average of 498 mergers 
and $64.4 billion in total bank assets acquired.2 Whatever dynamics under-
lie this industry consolidation, the overall result at the national level has 
been the increased concentration of banking resources among fewer banks. 
At the same time, local market share concentration levels have remained 
virtually unchanged during the eighties, a particularly important factor be-
cause local banking markets are the arena in which banking agencies mea-
sure competition between banks in considering antitrust issues.3 

Consolidation in the banking industry has been a hot media topic in part 
because one alternative means of exit open to banks—failure—carries such 
negative force.4 Ordinarily, stockholders and creditors operating in a market 
economy accept the risk of failure as a normal part of their investment, but in 
the banking system the deposit guarantees of the federal government put pub-
lic funds at risk. Because any funds lost are drawn from insurance premiums 
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paid by the insured institutions, they in fact come only 
indirectly from taxpayers and consumers of bank prod-
ucts . None the l e s s , the sav ings and loan cris is has 
made a direct taxpayer bailout of the banking system 
all too conceivable. To the extent that consolidation 
is necessary for the U.S. banking system to remain 
strong and globally competitive, mergers and acquisi-
tions are clearly preferable, as a means to this end, to 
large numbers of bank failures. 

The Federal Reserve System, created by the Feder -
al Reserve Act in 1913 to provide for a safer and more 
flexible banking and monetary system, shares respon-
sibili ty for bank ing supervis ion with other federa l 
banking agencies . Part of the Fed 's responsibil i t ies 
includes administration of the laws that regulate bank 
holding companies and supervision of state-chartered 
member banks. These institutions are required to obtain 
approval f rom the Federal Reserve Board of Gover-
nors prior to comple t ing a bank merger or acquis i -
tion.5 

The Fed does not automatically grant approval of 
applications for merger. Several factors are taken into 
account—the likely effects of the acquisition on bank-
ing competi t ion, f inancial and managerial resources 
and prospects fo r the acqu i re r ' s fu ture , the conve-
nience and needs of the community to be served, and 
any other legal issues related to a particular applica-
tion. In considering the competitive aspects of a pro-
posed merger, the Fed determines the extent to which 
existing competition would be adversely affected by 
the acquisition if an acquiring bank or bank holding 
company already has one or more banking offices in 
the market in which it seeks to acquire a bank. The 
Fed also examines the likely effects of the acquisition 
on probable future, or potential, competition if the ac-
quirer is not a l ready represented in the marke t s in 
which the bank to be acquired operates. 

To ensure that safety and soundness cri teria are 
met, the Fed considers the financial and managerial re-
sources and the expected future of both the acquirer 
and the bank to be acquired. Some of the major factors 
taken into account include (1) the present and future 
capital position, asset quality, income, liquidity, and 
riskiness of the acquirer, (2) the means by which the 
acquirer intends to finance the merger and its level of 
debt and ability to service that debt, and (3) the quality 
of the acquirer 's management and any plans for im-
proving it. 

The effect of the acquisition on banking products 
and services in the relevant banking markets is another 
concern examined by the System. If new or better ser-
vices or lower prices for bank services are likely to re-

sult f rom an acquisition, the merger is more likely to 
win approval . The Fed also examines an acqui rer ' s 
record under the Community Reinvestment Act, such as 
its performance in meeting the credit needs of its com-
munity, including low- and moderate-income areas. 

The dynamic nature of the U.S. banking system, 
the several purposes of bank regulation, and the nu-
merous var iab les to be cons idered in each merge r 
t r ansac t ion—such as d i f fe ren t supply and demand 
conditions and the unique characteristics of different 
geographic markets—necessi tate examining mergers 
on a case-by-case basis. It is the purpose of this article 
to focus on one aspect of the Fed 's analysis of bank 
acquisitions over the last decade: the likely effect of 
mergers on competition.6 The discussion summarizes 
the Federal Reserve 's general approach to antitrust is-
sues over the last decade. The economic factors and 
legal precedents that serve as the Fed 's foundation for 
compet i t ive analys is and changes in those cr i ter ia 
over the last decade are also considered.7 For exam-
ple, regulators have taken into account that banks have 
faced increased competit ion not only f rom within the 
banking industry but also f rom thrifts and other fi-
nancial institutions as they have experienced deregu-
lation. 

Antitrust Issues 

Antitrust regulation seeks to fulfi l l several objec-
tives for bank customers and the general public. One 
goal is to prevent monopoly prices (excess profits) in 
the banking industry. Another is maintaining public 
access to bank products and services, an issue that 
can be especially problematic in small markets.8 Anti-
trust laws seek to avoid static (noninnovating) markets 
and to allow efficiency-increasing, service-enhancing 
mergers. In addition, antitrust regulations are connect-
ed with safety and soundness issues, including limit-
ing Federal Deposit Insurance Corpora t ion (FDIC) 
losses. 

The Federal Reserve keeps the objectives and con-
cerns of antitrust regulation in mind in analyzing the 
consequences of bank mergers and acquisi t ions on 
market competition. Although few deals are actually 
denied by regulators on competitive grounds, antitrust 
issues play an important role in structuring mergers 
and acquisitions. Many deals are restructured to in-
clude divestiture, and an unknown number of banks 
are deterred from even filing a merger application be-
cause of anticipated antitrust concerns.9 
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Economics of Market Structure 

One of the main purposes of antitrust regulations in 
mergers is to prevent acquirers from earning abnormal 
profits at the expense of consumers within the market 
where the merger occurred.1 0 Def in ing the relevant 
market, in terms of both product and geographic area, 
is crucial for analyzing the economic effects of a pro-
posed merger. Simply defined, a market is a group of 
buyers and sellers that significantly influence prices, 
quality, and quantity of specific products and services 
and the geographic area in which these buyers and 
sellers interact. A market can also be defined as an area 
in which the prices of all similar (substitute) goods are 
dependent on each other but are unaffected by prices 
for goods outside of the area. 

For example, consider the case of two merchants 
who sell essentially the same product at similar, but 
not necessarily identical, prices (as banks do). One 
merchan t is located on the north side of town and 
draws customers entirely from that area while the oth-
er merchant, located on the south side of town, draws 
customers exclusively f rom the south side. Because 
these merchants have no common customers, it might 
seem that they operate in separate markets. That as-
sumption is not necessarily correct, however. To deter-
mine whether they are operating in the same market it 
is necessary to observe buyers ' responses to a nontriv-
ial and nontransitory price change in the good being 
sold. Suppose that one of the merchants—the one on 
the north side of town—raised the price of the product 
being offered. If this price change did not affect de-
mand for the comparable good offered by the south-
side merchant , w h o did not change prices, the two 
would be functioning in separate markets. However, if 
some customers were willing to switch the store f rom 
which they buy, the merchants would be in the same 
market and would be direct competitors, even though 
they previously had currently drawn their cus tomer 
base f rom separate areas. 

Besides direct competition, the potential for compe-
tition is an important factor in determining markets. A 
potential competitor is one who would have to make 
an entry decision, and thus incur entry costs, before 
compet ing in a particular market. Because potential 
competitors help deter the exercise of market power (a 
single buyer 's or seller 's ability to influence the price 
of its product or service) within a market, their pres-
ence enhances competition. The degree to which they 
can forestall anticompetitive behavior is directly relat-
ed to the proportions of obstacles—the size of entry 

costs and the exis tence of legal barriers to en t ry— 
standing between the potential competitors and entry. 
The lower the entry costs, or the fewer the legal re-
strictions on entry, the more potential competition con-
tr ibutes to sustaining compet i t ion within a market . 
Unfortunately, the importance of potential competition 
cannot be assessed numer ica l ly with the current ly 
available empirical data. 

In measuring the effects of either direct or potential 
competi t ion in markets, it is necessary to determine 
the degree of substi tutabil i ty between products—in 
economic terms, the cross-elasticities of supply and 
demand. The cross-elasticity of supply indicates the 
re la t ionship be tween the p roduced quant i ty of one 
good and a change in the price of another. The cross-
elasticity of demand indicates the relationship between 
the demanded quantity of one product and a change 
in the price of another. The more responsive the quan-
tity of one produc t p roduced or d e m a n d e d is to a 
change in price of another product, the higher the cross-
elasticities and the more those products are viewed as 
substitutes (see Frederic M. Scherer 1990 or Jean Ti-
role 1988). 

However, cross-elasticities alone cannot precisely 
determine markets. For one thing, cross-elasticities are 
difficult to estimate, and current theory does not de-
fine specific numerical levels at which a product be-
comes an adequate substitute for another product and 
would be included in the market. Another issue is that 
of the t ime f rame in which customers and suppliers 
might switch p roduc t s—tha t is, swi tching products 
may not be possible in the short term. In addition, the 
price changes that would induce buyers or sellers to 
substitute must take into account the relative prices of 
products and transactions costs. In practice, only those 
producers that might have a direct and immediate ef-
fect on competit ion are included in the market. The 
manner in which markets are currently defined by the 
Fed is discussed later. 

Once the re levant marke t has been de t e rmined , 
competition within the market must be assessed. To do 
so, federal banking agencies apply theories developed 
in the field of industrial organization, the area of ap-
plied economics that seeks to explain the behavior of 
firms in a market. In particular, the agencies rely heav-
ily on the concept known as the s t ructure-conduct-
performance (SCP) paradigm, which contends that the 
structure of a market indicates the amount of competi-
tion among f irms in that market.11 In this view, market 
structure is considered to be affected by the basic con-
ditions underlying an industry, such as demand and 
supply functions and legal constraints. In turn, market 
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Box 1 
Determination of Geographic Markets 

The Supreme Cour t ' s decision in the 1963 Philadel-
phia National Bank case—to consider a bank ' s geograph-
ic market to be its local area—remains the foundation of 
the Fed ' s delineation of geographic markets. The Fed at-
tempts to def ine markets in terms of the area in which 
buyers and sellers can interact without significant trans-
action costs. Because the market is the basis for calculat-
ing the s t ruc tura l e f f e c t s of a p r o p o s e d m e r g e r , th is 
market definition is often crucial in deciding whether a 
merger is permissible under antitrust laws.1 

The j o b of determining local banking market defini-
tions at the Fed falls to the twelve Federal Reserve Banks, 
with procedures and guidance f rom the Board. Recent 
national studies of consumer and business behavior and 
local market surveys by various Reserve Banks confirm 
that the Board ' s definition of a market as a local banking 
market is still current (see Gregory E. Ell iehausen and 
John D. Wolken 1990, 1992). The fol lowing discussion 
reviews some of the factors considered by the Reserve 
Banks in defining banking markets. Whi le their general 
a p p r o a c h is s imi l a r , s o m e R e s e r v e B a n k s m a y g i v e 
greater or less emphasis to certain factors. The Board ' s 
s taf f coord ina tes genera l cons i s t ency a m o n g R e s e r v e 
B a n k def ini t ions . T h e approach d iscussed here is that 
used by the Federal Reserve Bank of Atlanta. 

Empir ical evidence indicates that convenience is an 
important determinant in an individual 's selection of a fi-
nancial institution and that many people maintain their 
p r imary banking relat ionships near where they live or 
work.2 Commut ing patterns are therefore important for 
identifying an integrated market area. Metropolitan Sta-
tistical Areas (MSAs) or Ranally Metro Areas (RMAs) 
are generally used as a first approximation in delineating 
urban markets, and county boundaries help def ine rural 
markets. M S A s are areas consisting of a central city (or 
Census Bureau-def ined urbanized area) and its dependent 
fringes. R M A s are similar, made up of areas that contain 
at least seventy people per square mile and have at least 
20 percent of the labor force commut ing into the R M A ' s 
central city for employment . R M A s are not, however, re-
stricted to following county borders, as are MSAs.3 

Although R M A s and county boundaries form a good 
first approximat ion of market boundaries , other factors 
also help determine a final market definition. One of the 
most important is the actual banking pat terns of bank 
customers . This information is obtained partly through 
interviewing bank and thrift managers , whose detailed 
knowledge of the customer base can sometimes provide 
unique insights into market dynamics. In addition, banks 
often keep detailed records of customer demographics , 

such as cus tomer addresses analyzed by zip code. Sur-
veys of consumers and small businesses are also con-
ducted to identify actual banking patterns. 

Another important question to address in delineating 
markets is whether there is a continuous chain of devel-
opment between two areas. For instance, consider three 
banks, A, B, and C. Bank A does not compete directly 
with Bank C, but both Bank A and Bank C compete with 
Bank B. Because Bank A ' s pricing policies directly in-
f luence those of Bank B and indirectly influence those of 
Bank C, all three banks are considered to be in one mar-
ket. The fact that prices tend toward equalization within a 
market makes evidence of pricing discrepancies useful in 
determining a market 's boundaries. Two areas are viewed 
as becoming more integrated if there are indicators like 
road construction between the areas and new residential 
subdivis ions and planned commerc ia l deve lopment in-
volving both areas. In addition, natural or political bar-
riers that may prohibit integration of two areas are con-
sidered in defining markets. 

Informat ion regarding the case with which customers 
can shift banking relationships is also important for de-
termining markets . U.S. Census Bureau data are used to 
t rack c o m m u t i n g b e t w e e n count ies . O the r i t ems that 
may be he lpful are t raff ic counts, transportation routes 
(number , condit ion, approx imate commut ing t ime and 
dis tance, ex is tence of control led access roads , and so 
forth), ma jo r employers in the area and information on 
where their employees live, and the growth of popula-
tion compared with employment and public transporta-
tion routes. 

In add i t ion to e x a m i n i n g c o m m u t i n g pa t t e rns f o r 
wha t they ind ica te abou t c u s t o m e r s ' e a s e in sh i f t ing 
banking relationships, it is helpful to consider the extent 
to which residents and businesses in one area rely on an-
other area for goods, services, and enter tainment . This 
a s s e s s m e n t is based on severa l ind ica tors , i nc lud ing 
(1) location of ma jo r retailers, (2) location of ma jo r ser-
vice providers (hospitals, airports, colleges, and universi-
ties), (3) media coverage patterns (newspaper circulation 
pa t te rns , r ad io and te levis ion c o v e r a g e pa t t e rns ) and 
bank and thrift advertising patterns, (4) mall surveys show-
ing where customers live, and (5) local (toll-free) calling 
areas. 

Market definition in antitrust analysis is not an exact 
science. Each market has a unique set of economic, legal, 
and political conditions. In practice, market delineation 
must rely on secondary and anecdotal evidence. Markets 
are not static, and changes in demand and supply factors 
cause the shifting of market boundaries over time. 
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Notes 

1990's," Federal Register 55 (March 30, 1990). See also 
Jerry J. Donovan, "A Primer on MSAs," Federal Reserve 
Bank of Atlanta Regional Update 5 ( January-March 
1992). RMAs are Rand McNally and Company's defini-
tions of the metropol i tan areas of the na t ion ' s ma jo r 
cities. For more information see Rand McNally: 1992 
Commercial Atlas and Marketing Guide. 

1. For a review of the economic literature on geographic 
market delineation, see Wolken (1984). 

2. For a bibliography and further details, see King (1982) or 
Wolken (1984). 

3. The Office of Management and Budget (OMB) establish-
es the official requirements for defining MSAs; see "Re-
vised Standards for Defining Metropolitan Areas in the 

structure, consisting of the number, size distribution, 
and market shares of firms, influences the conduct of 
firms. This conduct—for example, the degree of com-
petition or collusion between f i rms—determines the 
f i rms ' performance, measured by profits or prices. The 
SCP paradigm implies that the fewer the number of 
f i rms and the greater their market shares, the more 
likely it is that those firms have the potential to earn 
abnormal profits (defined as profits greater than those 
that would be earned in a perfectly competitive market 
or as profits exceeding those commensurate to the lev-
el of the f i rm 's risk). Banks ' abnormal profits imply 
costs to the public that antitrust regulation seeks to 
avoid. Estimation of the SCP model for the U.S. bank-
ing industry has generally shown that a statistically 
s ignif icant and posi t ive re la t ionship does exist be-
tween market concentration and profitability.12 

Le gal Framework 

The standards by which the Fed assesses the com-
pet i t ive e f fec t s of mergers and acquis i t ions comes 
from the Bank Holding Company Act (1956) and the 
Bank Merger Act (1960) and their a m e n d m e n t s in 
1966. These acts require federal banking agencies to 
consider the probable effects on competition of pro-
posed mergers. If a merger is expected to have a substan-
tially adverse impact on competition, the application is 
to be denied unless the ant icompeti t ive effects of a 
merger are clearly outweighed by its favorable impact 
on the c o n v e n i e n c e and needs of the c o m m u n i t y . 
However, neither piece of legislation specifies precise 
standards for ensuring market competitiveness. In ad-
dition, once a merger or acquisition is approved by the 
appropriate federal banking agency, the Department of 
Justice has thirty days in which to file suit if it be-
lieves the transaction would violate antitrust statutes. 
If a suit is filed, the merger is automatically stopped 
pending resolution of legal action. 

In a case involving the Philadelphia National Bank 
in 1963, the Supreme Court clar if ied the means by 
which regulators should measure competition.1 3 This 
rul ing establ ished three m a j o r legal precedents still 
used by the Federal Reserve. First, the court confirmed 
that the Sherman and Clayton Antitrust Acts apply to 
banking, and the court used market structure (as de-
fined above) as an indicator of competition within the 
market. Secondly, the ruling determined that the "cluster 
of products (various kinds of credit) and services (such 
as checking accounts and trust administration) denoted 
by the term 'commercial b a n k i n g ' . . . composes a dis-
t inct l ine of c o m m e r c e " fo r Clayton Act purposes . 
Third, the sections of the country affected by an acqui-
sition (the geographic market) must be taken into ac-
count. The court opined that "in banking, as in most 
service industries, convenience of location is essential 
to effective competition. Individuals and corporations 
typically confer the bulk of their patronage on banks 
in their local community; they find it impractical to con-
duct their banking business at a distance." 

Product Market. In determining the relevant prod-
uct market in which to assess the probable competitive 
effects of a bank acquisition or merger, the Supreme 
Court, in the Philadelphia National Bank case, deter-
mined that commercial banking is the appropriate line 
of commerce . T h e court s tated that " the c lus ter of 
products . . . and serv ices" provided by commerc ia l 
banks is unique relative to other institutions, including 
thrifts. This conclusion was based partially on the fact 
that, by law, only commercial banks could offer de-
mand deposits at the time. In addition, it was recog-
nized that the availability of a package of products and 
services at a single institution provided a cus tomer 
convenience and value that surpasses the economic 
significance of these products and services individual-
ly. In measuring this cluster of services, the court used 
deposits as a proxy for estimating market share.14 

Geographic Market. Once the appropriate product 
market has been determined, the relevant geographic 
market in which competition occurs must be defined.1 5 
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In the Philadelphia National Bank case the Supreme 
Court ruled that the market consisted of that area "in 
which the seller operates, and to which the purchaser 
can practicably turn for supplies."16 The Court also con-
cluded that convenience factors tended to localize mar-
kets in banking. Accepting that at least some consumers 
and small businesses are limited to their communities 
for banking services, the standard has been that local 
markets are the correct area in which to measure the ef-
fects of competition between depository institutions.17 

H i e F e d 

In his 1991 tes t imony be fo re the C o m m i t t e e on 
Banking, Finance, and Urban Affairs, John P. La Ware, 
a member of the Board of Governors of the Federal 
Reserve System, stated that the "primary objectives of 
public policy in this area [antitrust] should be to help 
manage the evolution of the banking industry in ways 
that preserve the benefits of competition for the con-
sumers of bank ing serv ices , and to ensure a safe , 
sound and profitable banking system" (LaWare 1991). 
With this objective in mind, and given current antitrust 
laws and judicial precedents, the Federal Reserve ana-
lyzes competition, using market structure (concentra-
tion) as an important measure of competition and using 
the concept of a cluster of banking products in a local 
geographic market.18 

T h e Fed ' s process of analyzing a bank merger ' s 
e f fec t s on compet i t ion begins at one of the twelve 
Federal Reserve Banks, which are delegated most anal-
ysis, data-gathering, and recommendat ion funct ions 
because of the unique information they can access. As 
a resul t of thei r f u n c t i o n s , the Rese rve Banks are 
aware of local factors in their districts that might serve 
to integrate or separate market areas. In addition, the 

Reserve Banks have, or can acquire from local sources, 
knowledge of special fac tors that may re inforce or 
mitigate public losses through anticompetitive impacts 
of a proposed merger. For example, information on 
subtle issues, such as mortgage market concentration, 
is readily available to the Reserve Banks, which can 
make use of banker contacts and surveys of local busi-
nesses and consumers.1 9 

In this process the Reserve Bank first identifies the 
relevant geographic market and then conducts an ini-
tial structural screening, including calculation of mar-
ket shares and the marke t ' s He r f indah l -Hi r schman 
Index (HHI). (See the box on page 26 for a discussion 
of the factors considered by the Federal Reserve Bank 
of Atlanta in defining banking markets.) The HHI is 
calculated by summing the squares of each firm's mar-
ket shares. (See the box below for a practical example 
of how the HHI is calculated.) If no serious issues are 
raised—that is, if the HHI and market shares are with-
in acceptable l imits—the Reserve Bank generally ap-
proves the application for merger. However, if structural 
measures exceed benchmark levels, the transaction is 
deemed to have possible anticompetitive effects. Re-
serve Bank and Board staff findings and recommenda-
t ions are then s u b j e c t to r e v i e w by the B o a r d of 
Governors, which makes the final decision based on 
all factors laid out in the governing laws.20 

In deciding if a merger potentially involves signifi-
cant ant icompeti t ive issues and therefore cannot be 
delegated to the Reserve Bank, the Board uses guide-
lines similar to those established by the Department of 
Justice.21 (See the box on page 32 for a brief discus-
sion of the Department of Justice's activity in recent 
years.) Although the numerical guidelines the Board 
uses are admittedly somewhat arbitrary, they do pro-
vide a consistent approach to antitrust enforcement , 
reducing the costs of uncertainty associated with ap-
plying antitrust laws. 

Box 2 
Calculation of the Herfindahl-Hirschman Index 

The Fed currently relies extensively on a measure of 
marke t c o n c e n t r a t i o n — t h e H e r f i n d a h l - H i r s c h m a n In-
dex—speci f ied by the Depar tment of Just ice in its 1982 
merger guidelines.1 The HHI is calculated by summing 
the squares of the marke t share of each f i rm: HHI = 
X [x ( i ) / x ] 2 , where x(/') is the total deposits of f irm i, and x 
is the total deposits of all f i rms in the market . 

The HHI is generally considered to be better than oth-
er concentration measures (such as market-share concen-

tration ratios) because it captures both the number and 
size distribution of all f i rms in the market .2 The calcula-
tion of HHIs in practice is illustrated by analyzing two 
markets in a recently approved Board case in which Bar-
nett Banks, Inc. (Bamett) proposed to acquire First Flori-
da Banks, Inc. (First Florida).3 

The first market to be considered is the North Lake/ 
Sumter banking market, defined by the Federal Reserve 
Bank of Atlanta as Sumte r County , Flor ida , plus that 
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portion of Lake County north of the Florida Turnpike. A 
total of eight banks with $1.58 billion in deposits c o m -
peted in this market . In addit ion, there were four thrift 
institutions holding $405 million in deposits (see Table 1). 
T o compute the HHI, first calculate the market shares of 
e a c h f i r m , us ing bank depos i t s only ( c o l u m n 4 ) and 
bank-plus-thrif t deposits at half weight (column 5).4 For 
i n s t a n c e , B a r n e t t has a b a n k s - o n l y m a r k e t s h a r e of 
24.09 percent and a thr i f ts-a t -half -weight market share 
o f 2 1 . 3 6 p e r c e n t { 3 8 1 , 5 8 9 / [ 1 , 5 8 4 , 0 1 9 + ( 0 . 5 • 
4 0 5 , 2 1 5 ) 1 ) . T h e s e m a r k e t s h a r e s s q u a r e d i n d i c a t e 
each f i r m ' s contr ibut ion to the marke t ' s HHI (co lumns 
6 and 7). For example , Barnet t Bank adds 580 points 
(24.09 • 24.09) to the market ' s banks-only HHI and 456 
points (21 .36 • 21 .36) to the m a r k e t ' s th r i f t s -a t -ha l f -
weight HHI. T o calculate the H H I for the market , sum 
each f i rm 's contribution to the HHI. In Table 1 the mar-
k e t ' s banks -on ly H H I is 1,801 and its th r i f t s -a t -ha l f -
weight HHI is 1,468.5 

T o calculate the structural changes that would occur 
af ter a merger , add First Flor ida 's $39.7 mill ion in de-
posits to Barnet t ' s $381.6 million in deposits to get the 
total amoun t of deposi ts fo r the combined insti tution. 
This new deposit total of $421 million represents a new 
banks-only market share of 26.60 percent [ (381,589 + 
39,707) / l ,584,019] and a new thrifts-at-half-weight mar-

ket share of 23.58 percent ¡(381,589 + 39,707)/[ 1,584,019 + 
(0.5 • 405,215)]}. Barnet t ' s contribution to the banks-only 
HHI becomes 708 points (26.60 • 26.60), increasing the 
marke t ' s banks-only HHI by 121 points to 1,922. Bar-
net t ' s contribution to the thrif ts-at-half-weight HHI be-
comes 556 points (23.58 • 23.58), increasing the market ' s 
thrifts-at-half-weight HHI by 95 points to 1,563. 

Because the applicable guidelines (the 1,800/200 rule 
with thrifts at 50 percent weight) were not breached, the 
Fed would general ly conc lude that this merge r would 
have no signif icant ant icompeti t ive e f fec t in the North 
Lake/Sumter banking market. 

To illustrate what happens when compet i t ive guide-
lines are breached, consider another market in which Bar-
nett and First Florida competed , the Highlands County 
banking market. Delineated by the county 's borders, this 
market had a total of six banks competing for $691.4 mil-
lion in total deposits. In addition, five thrifts operated in 
the market, holding $366.9 million in total deposits (see 
Table 2). Again calculate the market share of each institu-
t ion, first with banks-only deposi ts , then adding thrif t 
deposits at half weight. Then calculate each f i rm ' s contri-
bution to the market ' s HHI, summing to get a total pre-
merger HHI of 2,359 (with thrifts at half weight). Next, 
add First Flor ida 's deposits to Barnet t ' s and recalculate 
the market shares and HHIs. This market would have a 

Table 1 
North Lake/Sumter Banking Market 

(Deposits as of June 30, 1991) 

Total Deposits Market Share HHI 
($000) Banks Thrifts Banks Thrifts 

Deposi tory Institution Banks Thrifts On ly 5 0 % O n l y 5 0 % 

Barnett Banks, Inc. 381 ,589 24 .09 21 .36 5 8 0 456 
First Union Corpora t ion 321 ,203 2 0 . 2 8 17 .98 411 323 
SunTrust Banks, Inc. 3 1 2 , 1 2 0 19 .70 17 .47 3 8 8 305 
Citi-Bancshares, Inc. 2 8 6 , 5 5 0 18 .09 16 .04 3 2 7 2 5 7 
First FS&LA of Lake County 2 0 5 , 3 0 5 5 .75 0 33 
First Family FS&LA 154 ,157 4.31 0 19 
UniSouth, Inc. 114 ,593 7.23 6.41 52 41 
First National Bank of Mt. Dora 82 ,314 5 .20 4.61 27 21 
BankFirst 4 5 , 9 4 3 2 .90 2 .57 8 7 
First Florida Banks, Inc. 3 9 , 7 0 7 2.51 2 .22 6 5 
Mid-State Federal Savings Bank 2 4 , 1 9 8 0 . 6 8 0 0 
Cit izens Federal Savings Bank 2 1 , 5 5 5 0 .60 0 0 

TOTAL 1 ,584 ,019 4 0 5 , 2 1 5 100 100 
Premerger HHI 1,801 1 ,468 
Postmerger HHI 1,922 1 ,563 
C h a n g e in HHI 121 95 
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Table 2 
Highlands County Banking Market 

(Deposits as of June 30, 1991) 

HHI _ 

Banks Thrifts 

Only 5 0 % Depository institution 

Total Deposits 

($000) 
Banks Thrifts 

Market Share 

Banks Thrifts 

O n l y 5 0 % 

Barnett Banks, Inc. 3 8 3 , 7 1 4 55 .50 4 3 . 8 6 3 ,080 1 ,924 
Hunt ington FSB 174 ,365 9 .97 99 
First Union Corporat ion 97 ,053 14 .04 11 .09 197 123 
SunTrust Banks, Inc. 8 9 , 2 9 8 12.92 10.21 167 104 
BancFlorida, FSB 7 3 , 4 3 7 4 .20 18 
H o m e Savings Bank, FSB 73 ,385 4 .19 18 
First Florida Banks, Inc. 57 ,525 8 .32 6 . 5 8 69 4 3 
Highlands Independent Bank 3 2 , 9 2 7 4 .76 3 .76 23 14 
NationsBank Corporat ion 30 ,883 4 .47 3 .53 2 0 12 
G o l d o m e FSB 2 8 , 9 1 8 1.65 3 
Harbor FS&LA 16,777 0 .96 1 

TOTAL 6 9 1 , 4 0 0 366 ,882 100 100 
Premerger HHI 3 ,556 2 ,359 
Postmerger HHI 4 , 4 7 9 2 ,936 
C h a n g e in HHI 9 2 3 577 

postmerger thrifts-at-half-weight HHI of 2,936, producing 
a change in the HHI of 577 points. 

This change of 577 points in a highly concentrated 
market exceeds the applicable 1,800/200 rule with thrifts 
at half weight, and the Reserve Bank would have had to no-
tify Board staff that applicable guidelines were breached 
and that the merger was potentially anticompetitive. At 

this point, both Reserve Bank staff and the Board staff 
would have conducted an in-depth analysis of the likely 
effect of the merger within the market.6 Such an analysis 
would involve considering a variety of factors such as 
market attractiveness, potential competit ion, the financial 
strength of the target firm, and so forth. 

1 .The HHI was developed independent ly by Orr is C. 
Herfindahl, "Concentration in the U.S. Steel Industry," 
Ph.D. diss., Columbia University, 1950, and by Albert 
O. Hirschman, National Power and the Structure of For-
eign Trade (Berkeley and Los Angeles: University of 
California Press, 1945). 

2. The three- or four-firm concentration ratio, which was 
used extensively by the Department of Justice and feder-
al banking agencies in the past, ignored the competitive 
influence of banks not ranked in the top three or four of 
the market. For an empirical justification of why the 
HHI might be preferred to firm concentration ratios, see 
Rhoades (1985b). 

3. "Barne t t Banks , Inc . " Federal Reserve Bulletin 79 
(1993): 44. 

Notes 

4. The Board's use of thrifts at half weight is discussed on 
page 31. 

5. Notice the substantial difference the inclusion of thrift 
deposits makes. The market is highly concentrated using 
bank-only deposits but only moderately concentrated 
with thrift deposits at 50 percent weight. 

6. In the above merger, Barnett committed to divest the on-
ly First Florida branch in the market in order to mitigate 
potentially adverse competitive effects. In light of this 
divestiture the Board concluded that consummation of 
the proposed merger would not affect competition in the 
Highlands County market. 
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Criteria fo r judg ing Potential 
Anticompetitive Effects 

This article examines all bank merger applications 
considered by the Federal Reserve System for poten-
tially significant competitive issues during the decade 
from December 1982 until December 1992. It does not 
examine applications in which a thrift was to be ac-
quired or merger proposals filed with another federal 
regulator. In determining whether a particular applica-
tion entailed potentially significant competitive issues, 
both Depa r tmen t of Just ice merge r guide l ines and 
Board rules regarding delegation of authority to the 
Reserve Banks that were in effect when the applica-
tion was filed were considered. Consequently, the da-
ta were divided into three periods (December 1982-
December 1985, January 1986-June 1987, and July 
1987-December 1992) in which different benchmarks 
were used to determine a transaction's potential anti-
competitive effects. 

In June 1982 the Department of Justice issued new 
merger guidelines applicable to the enforcement of an-
titrust laws in all industries. The Board first referred to 
these guidelines, and specifically to the HHI as a mea-
sure of concentration, in a merger decision on Novem-
ber 19, 1982. The Board's publication of this decision 
in the Federal Reserve Bulletin in December 1982 
marks the beginning of the data period reviewed in 
this article.22 

The Depar tment of Justice guidelines established 
three postmerger concentration ranges to consider in 
determining whether a particular transaction is likely to 
pose a significant anticompetit ive threat and thus be 
subject to in-depth economic analysis and possible 
challenge by the Justice Department. The Fed contin-
ues to make decisions in terms of these three ranges. A 
market with a postmerger HHI below 1,000 is consid-
ered unconcentrated, a market with a postmerger HHI 
between 1,000 and 1,800 is moderately concentrated, 
and a market with a postmerger HHI greater than 1,800 
is a highly concentrated market. The Department of 
Justice stated that it was more likely than not to chal-
lenge transactions that would result in a change greater 
than 100 points in a moderately concentrated market 
and was also likely to challenge mergers producing a 
change greater than 100 points in a highly concentrated 
market. Depending on the postmerger concentration of 
the market, the size of the resulting increase in concen-
tration, and the presence or absence of several other 
factors relating to the market, the Department of Jus-
tice might decide to challenge an approval on the basis 

of a change between 50 and 100 points in a highly con-
centrated market. 

F o r the p u r p o s e s of th is a r t i c le , a m e r g e r w a s 
flagged as potentially raising competitive issues unless 
it fell clearly in a category the Department of Justice 
was unlikely to challenge. For the data sample from 
December 1982 to December 1985, this set includes 
mergers in markets that were moderately concentrated 
(as defined above) and resulted in a change greater 
than 100 points and mergers in a highly concentrated 
market effecting a change of at least 50 points. 

In February 1985 the Depa r tmen t of Jus t ice in-
formed the Office of the Comptroller of the Currency 
(OCC) that it would not, ordinarily, challenge a bank 
merger unless there was an HHI change of at least 200 
points in a highly concentrated market.23 This increase 
in concentration benchmarks was intended explicitly 
to recognize competition f rom nondepository institu-
tions, a factor not captured in deposit market-share da-
ta. Although the Board referred to this new rule in six 
applications in 1985, the new benchmark was not used 
consis tent ly until 1986, as ref lec ted in the Board ' s 
amended "Rules Regarding Delegation of Authori ty" 
to the Reserve Banks on December 17, 1985.24 In ex-
amining data f rom the beginning of January 1986 until 
December 1992, this so-called 1,800/200 rule is the 
benchmark that was used to identify applications for 
mergers that might be significantly anticompetitive. 

In the Connecticut National Bank case in 1974, the 
Supreme Court recognized thrifts as significant com-
pet i tors fo r a broad range of c o n s u m e r services . 2 5 

However, the court concluded that thrifts should not, 
at that time, be a factor in assessing the competitive 
effects of bank mergers because thrifts were not com-
petitive in the area of commercial lending. With the 
passage of the Deposi tory Insti tutions Deregulat ion 
and Moneta ry Control Act (1980) and the Garn-St 
Germain Act (1982), which effectively deregulated the 
thrift industry, thrifts were authorized to compete with 
banks in providing the cluster of products previously 
unique to banking. In recogni t ion of this increased 
competition, the Board began including thrifts as com-
petitors in specific applications. By March 27, 1987, 
competition f rom thrifts had grown to such a point that 
the Board changed its rules regarding delegation of 
authority to the Reserve Banks to give thrifts a weight 
of 50 percent when calculating concentration numbers, 
to reflect both actual and potential competition f rom 
thrifts.26 Beginning with the June 1987 decisions (pub-
lished in the July 1987 Federal Reserve Bulletin), de-
terminations made regarding the competitive effects of 
mergers were based on this assumption of 50 percent 
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Box 3 
Department of Justice Antitrust Activities in Recent Years 

The Department of Justice held a relatively relaxed 
v iew of ant i t rust in bank ing th roughou t much of the 
1980s. Merge r gu ide l ines adopted in 1982, based on 
permissible market shares, generally were less restric-
tive than s tandards used previously and thus enlarged 
the pool of potentially valid mergers. The 1982 guide-
lines also established factors that could be used to just i fy 
m e r g e r s that fa i led the m a r k e t concen t ra t ion test . In 
1985, recognizing the increasing importance of nonbank 
compet i tors , the Depar tment of Just ice established the 
1,800/200 rule (with thrifts generally given 20 percent 
weight), which was quickly adopted by the other federal 
banking agencies (which generally give thrifts 50 per-
cent weight). Importantly, until 1991 the Department of 
Jus t ice did not cha l l enge any merge r that passed the 
1,800/200 rule with thr if ts at 5 0 percent and was ap-
proved by one of the federal agencies, even if it failed 
the 1,800/200 rule with thrifts at the Department of Jus-
t ice 's standard of 2 0 percent. 

In 1989 the Depa r tmen t of Jus t ice began taking a 
more aggressive approach toward bank mergers . Four 
large transactions since 1990 demonstrate the changes. 
In the first of these, late in 1990, the Federal Reserve 
Board approved First Hawai i an , I nc . ' s acquis i t ion of 
First Interstate of Hawaii , Inc.1 The Depar tment of Jus-
tice sued to block the transaction, citing adverse market 
effects for small and medium-sized businesses. Then in 
1991, the Department of Justice raised strong objections 
to Fleet /Norstar 's acquisition of the failed Bank of New 
England, citing concentration in three banking markets . 
In addi t ion , the Depar tment of Jus t ice stated that the 
"fai l ing f i rm" defense did not apply to Fleet/Norstar be-
cause there w e r e o ther b idders fo r the Bank of New 
England that did not pose any competi t ive concerns. In a 
third t ransac t ion , on Februa ry 13, 1992, the Fed ap-
proved the acquis i t ion of Amer i t rus t Corpora t ion by 
Society Corporat ion despite Depar tment of Justice ob-
ject ions that the proposed branches to be divested were 
weak.2 The Depar tment of Justice filed suit, citing ad-
verse competi t ive effects on the availability of loans to 
small businesses in two counties in Ohio. The agency 
eventually dropped its opposition to each of these merg-
ers af ter negotiating divestitures beyond those required 
by the Fed. In a separate case in 1992, the Department 
of Jus t ice he ld talks wi th B a n k A m e r i c a Corpora t ion 
over its proposed acquisition of Security Pacific Corpo-
ration. However , after BankAmerica amended its appli-

cation to include additional divestitures, the Depar tment 
of Justice did not file to block this merger . 

The new merger guidelines published in 1992 spot-
light the approach the Department of Justice is now tak-
ing with respect to mergers.3 The guidelines describe the 
depar tment ' s f ive-step process currently conducted with 
respec t to each p r o p o s e d merge r . F i rs t , the r e l evan t 
product and geographical markets are identified, and the 
structural impacts within these markets arc calculated. 
Second, specif ic characteristics of the market are then 
considered to determine whether there are antitrust con-
cerns. Third, the timeliness, likelihood, and sufficiency 
of entry into the market as it relates to anticompeti t ive 
behav io r are fo recas t . A n y e f f i c i ency ga ins expec ted 
f rom the merger are calculated, and, as the last step, if 
the continued existence of either party is doubtful , the 
expected results of the failure are analyzed. 

While this process sounds very similar to the Fed ' s , 
there are severa l impor tan t d i f f e r e n c e s . Fi rs t , in the 
transactions cited the Department of Justice did not use 
the cluster of services provided by commercial banks as 
the relevant product market but instead segregated vari-
ous f inancia l services into separate product markets . 4 

Within these separate product markets, the Depar tment 
of Just ice 's emphasis was on the market for commercial 
loans, especially to small and medium-sized businesses, 
des igna ted accord ing to var ious s ize def in i t ions . Al-
though this case -by-case approach m a y bet ter ref lec t 
marke t real i t ies , it a l so increases uncer ta in ty a m o n g 
merging parties concerning the Depar tment of Just ice 's 
likely response to a merger proposal.5 The Department 
of Justice also indicated that its 1,800/200 rule applied 
only to the initial screening of a particular merger and 
that a transaction failing that benchmark was subject to 
closer investigation using the more restrictive 1,800/50 
rule.6 In addition, although the weighting of thrifts will 
continue to be determined on a case-by-case basis, the 
D e p a r t m e n t of Ju s t i ce h a s ind ica ted that it be l i eves 
thrifts have substantially retreated from business bank-
ing and, there fore , dese rve no weigh t in this product 
market . 7 The Depar tment of Just ice has also indicated 
that divestitures must introduce new and viable competi-
tors into the market. In this regard, the agency has taken 
a direct hand in choosing which branches are to be di-
vested, as opposed to the Fed ' s practice of al lowing the 
applicant to select the branches for divestiture. 

Notes 

1. See "First Hawaiian, Inc.," Federal Reserve Bulletin 77 2. See "Society Corporation," Federal Reserve Bulletin 78 
(1991): 52. (1992): 302. 
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3. See "Department of Justice and Federal Trade Commis-
sion Horizontal Merger Guidelines," April 2, 1992. 

4. This was not the Department of Justice's first attempt at 
breaking up the "Philadelphia National" cluster. In 1985 
the agency appealed a transaction that had been approved 
by the appropriate federal regulators, arguing that trans-
action accounts and small business loans were separate 
product lines. The Court of Appeals held that the District 
Court did not err when it "concluded that the government 
failed to factually support its claim that existing circum-
stances in this case warranted a departure from the defini-
tion of the relevant product market as the cluster of 
banking services traditionally offered in the commercial 
banking industry adopted by the Supreme Court in U.S. 
v. Philadelphia National Bank." See U.S. v. Central State 
Bank, 817 F.2d 22 (6th Cir. 1987). 

5. In Society's acquisition of Ameritrust, the Department of 
Justice concluded that businesses with more than $10 mil-
lion in annual sales "appear to be able to obtain loans 
from institutions in Detroit and Pittsburgh as well as lo-

cally" (Society Corporation Competitive Factor Report). 
In First Hawai i an ' s acquisi t ion of First Interstate of 
Hawaii, the Department of Justice determined that the 
"unique geography" of Hawaii limited businesses with 
less than $50 million in annual sales in obtaining loans 
from nonlocal institutions (First Hawaiian, Inc., Competi-
tive Factor Report). In BankAmerica's acquisition of Se-
curity Pacific, the Department of Justice concluded that 
businesses with annual sales of less than $100 million 
were locally limited (BankAmerica Corporation Compet-
itive Factor Report). See Letzler and Mierzewski (1992). 

6. See Report of the Department of Justice on the Likely 
Competitive Effects of the Proposed Acquisition by First 
Hawaiian, Inc. of First Interstate of Hawaii, Inc. (1990). 

7. Letter f rom James F. Rill, Assistant Attorney General, 
Antitrust Division, to Hon. Alan Greenspan, Chairman, 
Board of Governors of the Federal Reserve System, on 
the application of BankAmerica Corporation to acquire 
Security Pacific Corporation, March 12, 1992. 

weight ing fo r all thrifts, the so-called 1,800/200/50 
rule. This rule was the selection criterion used in ana-
lyzing the sample data f rom July 1987 through De-
cember 1992.27 

A total of 155 applications in the sample were iden-
tified as mergers that might have significant anticom-
petitive effects. Of these applications, sixteen involved 
"prior common control," that is, an attempt to restruc-
ture ownership of two or more banks f rom individuals 
to a corporation owned by the same individuals.28 Be-
cause none of these mergers were denied and such 
appl icat ions raise issues not relevant to mos t bank 
merger transactions, the applications involving prior 
common control appearing in the sample period were 
dropped f rom the data set. 

Total Divestiture. The 139 remaining applications 
fo r mergers present ing potent ia l ly s ignif icant anti-
competitive problems involved a total of 297 banking 
markets that exceeded the structural criteria described 
above. (Many bank mergers involved multiple mar-
kets, some but not all of which posed compet i t ive 
problems.) In eighty-six of these markets, an applicant 
agreed to divest (sell) all of either its own or its tar-
get's branches in the market. 

The Board (as well as other federal banking agen-
cies and the Department of Justice) considers divesti-
ture to be an effective way for applicants to address 
areas of competi t ive concern to regulators while al-

lowing the nonobjectionable portion of the transaction 
to proceed. Generally, it is preferred that these divesti-
tures be made to institutions not currently operating in 
the marke t , t he reby in su r ing that the c o m p e t i t i v e 
structure of the market remains unchanged. However, 
divestiture to an in-market competitor is permissible, 
provided that the market 's resultant structural changes 
are not too severe. Because total divesti ture usually 
addresses the competitive issues involved in a market 
and no further factors are generally considered by the 
Board, these eighty-six markets were also excluded 
f rom the sample studied. 

Mitigating Factors. In the remaining 211 markets 
the Board approved the vast majority of applications 
for mergers that exceeded the criteria for delegation 
of authority and were likely to be challenged by the 
D e p a r t m e n t of Ju s t i c e a c c o r d i n g to its p u b l i s h e d 
merger guidelines. The Board cited a number of fac-
tors that mitigated the potentially significant anticom-
petitive effects of these transactions, as indicated by 
the structural numbers (HHI). Relevant issues includ-
ed competition f rom thrifts, market attractiveness, and 
the financial health of the target f i rm. As noted earli-
er, the second part of this discussion, in the next issue 
of the Economic Review, will examine all of the miti-
ga t ing fac to r s d i scussed by the Board in appl ica-
tions dating f rom December 1982 through December 
1992. 
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Conclusion 

T h e increased number and size of bank mergers 
over the last few years, as well as the larger number of 
bank failures, has renewed interest in antitrust enforce-
ment by federal authorities. The Fed, considering the 
public-interest protections of antitrust regulations, has 
adopted a two-stage approach to competi t ive issues 
in bank mergers, first determining whether a competi-
tive problem might exist and then, if so, determining 
whether the proposed acquisition would have a signif-
icant ly adverse an t icompet i t ive e f fec t . Th is ar t icle 
summar izes the Fed ' s general approach to antitrust 

analysis over the last decade. It presents the economic 
theory and legal f ramework behind the Fed 's analysis 
and cites empirical evidence both for and against the 
Fed 's approach. 

Certain elements are essential for each evaluation: 
specif icat ion of the correct geographic and product 
markets in which competitive effects take place, deter-
mination of direct and potential competitors, and anal-
ys is of the e f f e c t s of m e r g e r s on the s t ruc tu re of 
individual markets. While all merger applications are 
examined in light of the same criteria, the dynamic as-
pects of the U.S. banking industry and the several ob-
ject ives of antitrust laws are such that bank merger 
analysis must be done on a case-by-case basis. 

1. Throughout this article the terms merger and acquisition 
are used synonymously. 

2. See Rhoades (1985a) and LaWare (1991). Numbers do not 
include acquisitions of failed banks. Numbers for 1988 and 
1989 are estimated. 

3. See LaWare (1991), who states that "over the last decade, 
the average proportion of bank deposits accounted for by 
the largest three firms in urban markets has increased by 
only one percentage point, and has remained virtually un-
changed in rural markets. These ratios have actually de-
clined in both types of markets since the mid-1970s." 

4. Firm shrinkage is an alternative vehicle for consolidation 
that BankAmerica Corporation has shown can work. 

5. The Federal Reserve has jurisdiction over mergers of state 
member banks and mergers or acquisitions by bank holding 
companies. The Comptroller of the Currency has primary 
responsibility for national banks. The Federal Deposit In-
surance Corporation oversees insured state nonmember 
banks. In addition, section 18(c) of the Federal Deposit In-
surance Act provides that "before acting on any application 
for approval of a merger transaction, the responsible agency 
. . . shall request reports on the competitive factors involved 
from the Attorney General and the other two banking agen-
cies." 

6. A second article, in the next issue of the Atlanta Fed's Eco-
nomic Review, will examine all merger applications filed by 
state member banks or bank holding companies (applica-
tions to acquire another bank or bank holding company) 
that involved potentially significant competitive issues since 
the Board first began applying the 1982 Department of Jus-
tice merger guidelines to bank mergers in November of that 
year. The discussion will specifically consider mitigating 
factors the Board referred to in these applications. 

7. The Fed's approach to antitrust issues is not the only ac-
cepted view. For instance, the Department of Justice may 
implement antitrust regulation slightly different ly (see 
Guerin-Calvert and Ordover 1992). Others are critical of 

the application of antitrust standards to the banking indus-
try, arguing that the current approach of regulators is anti-
quated and fai ls to recognize much of the competi t ion 
currently faced by banks (see, for example, Bove 1991 and 
Demsetz 1973). A comprehensive analysis of the various 
approaches concerning antitrust issues is beyond the scope 
of this paper. 

8. See, for example, "SouthTrust Corporation," Federal Re-
serve Bulletin 78 (1992): 769. 

9. Federal agencies consider divestiture an acceptable means 
of reducing the anticompetitive effects of a proposed merg-
er. Reducing the resultant market share of the acquiring 
bank in turn reduces the ability to exercise anticompetitive 
behavior in the market. Divestiture as a solution for com-
petitive problems has become increasingly more important 
over the last decade because of the proliferation of large 
mergers, in which divestitures are small relative to the size 
of the entire transaction. For the Federal Reserve Board of 
Governor's position on the timing of divestitures see "Bank-
America Corporation," Federal Reserve Bulletin 78 (1992): 
338. 

10. For a thorough discussion of the economics of market 
structure see Scherer (1990) or Tirole (1988). 

11. For an overview of the SCP paradigm and a review of the 
empirical literature, see Rhoades (1977, 1982). 

12. See, for example , Hannan (1991), Berger and Hannan 
(1989), and Rhoades (1982). For alternative explanations of 
the profit-concentration relationship in banking, such as the 
efficiency-structure hypothesis, see Smirlock (1985), Berg-
er (1991a, 1991b), and Hasan and Smith (1992). 

13. U.S. v. Philadelphia National Bank, 374 U.S. 321 (1963). 
14. Recent empirical evidence supports the use of this cluster 

concept in commercial banking. For instance, studies indi-
cate that businesses and consumers tend to purchase addi-
tional products and services from the institution at which 
they maintain their pr imary checking account (see El-
liehausen and Wolken 1990, 1992). 
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15. For a review of the economic literature on geographic mar-
ket definition see Wolken (1984). 

16. U.S. v. Philadelphia National Bank, 374 U.S. 321 (1963). 
17. Recent empirical evidence supports the idea that banking 

markets, at least for some consumers and small businesses, 
are still local in nature (see Elliehausen and Wolken 1990, 
1992; Hannan 1991). For another viewpoint see Dunham 
(1986). 

18. While the courts are willing to hear arguments that the ap-
propriate product or geographic markets have changed, it 
requires that this claim be factually supported, which has 
not yet been demonstrated in Court. See U.S. v. Central 
State Bank, 817 F.2d 22 (6th Cir. 1987). In addition, some 
products offered by banks and bank holding companies 
have regional, national, or even international markets. Al-
though the Board considers nonbanking activities, only 
rarely are there any significant anticompetitive effects ow-
ing to the large number of competitors within these markets 
and their small market shares. 

19. See "SouthTrust Corporation," Federal Reserve Bulletin 78 
(1992): 769. 

20. The Reserve Banks have been delegated authority to ap-
prove transactions that present no significant concerns. If a 
particular transaction does involve significant competitive, 
legal, or other issues, the application becomes nondelegated 
and is subject to Board review. Authority to deny a transac-
tion rests solely with the Board. The Fed's "Rules Regard-
ing Delegation of Authority" spell out the criteria used to 
determine whether an application is delegated and can be 
approved by the Reserve Banks or nondelegated and must 
be acted upon by the Board. The Fed does not structure ac-
ceptable deals, such as by adding divestitures to an appli-
cant's original application. However, Fed staff will consult 
with an applicant on how to structure the application to 
maximize the chances of approval. 

21. See U.S. Department of Justice Merger Guidelines, June 
14, 1982. The Department of Justice assumed an important 
role in bank mergers and acquisitions when the Bank Hold-
ing Company Act (1956) and the Bank Merger Act (1960) 
applied the antitrust provisions of the Clayton Act to the 
banking industry. 

22. "First Bancorp of New Hampshire, Inc.," Federal Reserve 
Bulletin 68 (1982): 769. 

23. Letter f rom Charles F. Rule, Acting Assistant Attorney 
General , Antitrust Division, to Hon. C. Todd Conover , 

Comptroller of the Currency, on the application of First Na-
tional Bank of Jackson, Jackson, Mississippi, to acquire 
Brookhaven Bank and Trust Company, Brookhaven, Mis-
sissippi, February 8, 1985. 

24. The six 1985 application decisions in which the Board re-
ferred to the new rule were: "United Banks of Colorado, 
Inc.," Federal Reserve Bulletin 71 (1985): 647; "Marshall 
& Ilsley Corporation," Federal Reserve Bulletin 71 (1985): 
663; "The Marine Corporation," Federal Reserve Bulletin 
71 (1985): 795; "Central Wisconsin Bankshares , Inc. ," 
Federal Reserve Bulletin 71 (1985): 895; "First Security 
Corporation of Kentucky," Federal Reserve Bulletin 71 
(1985): 898; and "First Railroad & Banking Company of 
Georgia," Federal Reserve Bulletin 71 (1985): 963. 

25. U.S. v. Connecticut National Bank, 418 U.S. 656 (1974). 
26. Letter f rom Don E. Kline, Associate Director, Board of 

Governors of the Federal Reserve System, to all officers in 
charge of supervision at all Federal Reserve Banks, March 27, 
1987. 

27. The Board continues generally to use 50 percent weight for 
thrifts in calculating structural numbers. It may give 100 
percent weight to thrifts in cases in which thrift behavior 
suggests that it is appropriate to do so—when thrifts are 
substantially exercising their banklike powers. 

28. In 1978 the Change in Bank Control Act was passed requiring 
regulators to assess the competitive effects when an indi-
vidual purchases a bank. In examining such an application, 
if the common control was established before 1978, the 
Board considers the competitive effects of the transaction(s) 
at that time rather than current market conditions. A tradi-
tional structural analysis based on deposit data at the time 
of affiliation is conducted. Other factors considered include 
the absolute size of the banks at the time of affiliation, the 
number of years that the institutions have been affiliated, 
and whether the affiliation existed before antitrust laws were 
applied to bank mergers. (Prior to the Bank Merger Act of 
1960, the banking laws did not refer to competitive effects.) 
In addition, the Board considers any other issues that would 
mitigate potential anticompetitive effects of the merger. 

In denying approval of a prior common control applica-
tion, the Board recognizes that any existing anticompetitive 
effects of the institution's affiliation cannot be reversed. A 
denial would, however, preserve the possibility of a rever-
sal at some point in the future, whereas approval could per-
petuate anticompetitive possibilities. 
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rhe col lapse in late 1989 and early 1990 of the Eastern Bloc ' s 
seemingly impenetrable wall of socialism has opened up new mar-
kets for the United States and other industrialized nations.1 For the 
industrial West the immense area of Eastern Europe and the coun-
tries that formerly made up the Soviet Union represents some 400 

million potential consumers as well as a pent-up need for investment capital, 
up-to-date technology, new management skills, and an orientation toward 
capitalist marketing and sales techniques. 

Businesspeople and investors who seek opportunities in the former Eastern 
Bloc countries need to understand not only the economies of these countries 
but also the democratization and privatization processes that are occurr ing 
in them. A number of fac tors—col lec t ive ly re fer red to as "country (or 
sovereign) r isk"—must be evaluated, including countries ' political stability 
and their policies toward foreign loans and investments. The latter deter-
mine the presence or absence of such barriers as wage-price controls, profit 
controls, tariffs, and expropriation of foreigners ' assets. 

The urgent demand for this type of information has spawned a rapidly 
growing body of periodical literature designed to help businesspeople and 
investors evaluate the opportunities available in East European markets . 
Policymakers, analysts, and academics should also find many of these pub-
lications of interest. This essay reviews several periodicals focusing on 
Eastern Europe and the newly independent states. (See the box on page 39 
for prices and subscription information for the periodicals reviewed here.) 
Most of these publications were inaugurated since 1990, reflecting the criti-
cal need for information about this area. This review is one of two parts; 
part 1, in the November/December 1992 Economic Review, focused on U.S. 
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government sources, general reference works, and di-
rectories providing information about foreign invest-
ment and trade with the former Soviet Bloc countries. 
While the majority of works discussed in part 1 pro-
vide background information, the periodicals reviewed 
here give more up- to- the-minute informat ion about 
developments. Taken together, the works examined in 
these two essays provide investors, businesspeople, 
and policymakers with unprecedented access to infor-
mation about this dramatical ly changing part of the 
world. 

ABSEES: Soviet and East European Abstracts Se-
ries (Oxford, England; quarterly; began July 1970) is 
an English-language indexing and abstracting service 
that scans articles originally published in eleven lan-
guages of the nine East European countries and the 
former Soviet Union. Articles are gleaned f rom fif ty 
newspapers, general interest magazines, and trade jour-
nals published throughout the area. The articles cover 
a wide range of subjects—from agriculture to econom-
ic planning, f rom labor and wages to science and tech-
n o l o g y — a n d the abst racts a lways inc lude a l i teral 
English translation of their headline or title.2 

ABSEES issues are arranged in three parts: (1) in-
troductory material with definitions; (2) a country/sub-
ject index, with each entry including a one- or two-line 
English summary that points the user to the desired 
abstract entry; and (3) the abstracts, also arranged by 
country/subject. Each year 's final issue also contains a 
cumulative index, by country/subject, for that year. 

ABSEES abstracts can be an important first step in 
the research process for businesspeople and investors. 
Of course , the articles abstracted should a lways be 
scrutinized for exaggerated claims and unreliable statis-
tics that may have been promulgated by the defunct so-
cialist governments. In addition to this obvious caveat, 
however, users should also be aware that the weighting 
of titles included in ABSEES does not necessarily re-
flect the size of the respective national economies rep-
resented nor their degree of economic liberation. (The 
newspapers and periodicals abstracted by ABSEES are 
heavily weighted toward the Russian language (thir-
teen), followed by Bulgarian (eight), Serbo-Croatian 
(seven), and Czech (six). The remaining sixteen are di-
vided among Albanian, German, Hungarian, Lithuani-
an, Polish, Romanian, and Slovak.) 

Another deterrent to using ABSEES may be the gen-
eral unavailability of the publications abstracted. Few 
libraries in the United States subscribe to all fifty titles 
covered, although research collections in major univer-
sities or population centers will likely have a majority. 

The technical translators that may be needed to deal 
with the original-text languages are most likely to be 
available in or near research and population centers. 

Arguments and Facts International (San Francisco: 
AFI, Ltd.; monthly; began 1990), as the title suggests, 
presents a blend of editorial opinion ("arguments" on 
political, social, and economic issues) with news cov-
erage ("facts" about business conditions arranged by 
industrial sector, topic, and location). The Russian-
language version, published in Moscow, boasts a cir-
culation recently reported as more than 26 mill ion. 
The publication's success is built on factors like the 
high caliber of informed contributors to its editorial 
opinion pages. In the June/July 1991 issue, for in-
stance, American and Russian intellectuals contributed 
eleven pages of discussion on such matters as U.S. and 
Russian views on the political and economic foment 
occurring in the Soviet Union just before the attempt-
ed coup d'état in late summer 1991. 

N e w s i t ems in the J u n e / J u l y 1991 i s sue c o v e r 
macro- and microeconomic conditions, regional news 
of the Socialist Republics, legislation, and trade and 
commercial developments, including emphasis on in-
dustrial sectors. Abundant detail in the form of names, 
addresses, and telephone, fax, and Telex numbers pro-
vides great convenience to the reader. 

Arguments and Facts International is expensive, 
but the informed thought of the editorial opinions and 
the scope and detail of its reporting make it a worth-
while investment. 

The Business International/Economist Intelligence 
Unit provides country and industry coverage for busi-
ness and academicians. Country Reports (quarterly) 
and Country Profiles (annual), mentioned previously 
in this Economic Review (July/August 1991, 56), mon-
itor political, economic, and business conditions with-
in each country. Both publications are available for the 
Commonweal th of Independent States as well as all 
East European countries except Albania. The quarterly 
European Trends: Key Issues and Developments in the 
EC, EFT A, and the Single Market, also reviewed in 
the July/August 1991 Economic Review (56), warrants 
mention again because of its strong emphasis on gov-
ernmental and economic events in Eastern Europe and 
the newly independent states. Political and economic 
developments require serious scrutiny and insightful 
interpretation by the European Community. European 
Trends provides articles to these ends. For instance, is-
sues in the past two years have featured articles like 
"Financing Europe ' s Regions in the 1990 's ," which 

3 8 Economic Review January/February 1993 Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



discusses funding the economic restructuring of the 
five Länder of former East Germany, and "The Com-
monweal th of Independent States: The Crossroads," 
which examines the evolut ion of the fo rmer Soviet 
Union's search for an opt imum balance between full 
independence of each state and a coordinating center 
as a central government. 

Business International/Economist Intelligence Unit 
recently developed an East European Risk Service to 
incorporate into the broader, exis t ing Country Risk 
Service. Th i s serv ice p rov ides fu l l in te rna t iona l ly 
comparable, macroeconomic country risk analysis, up-
dated quarterly, on the newly independent states and 
all the East European countries except Albania. The 
service's format stresses the essential matter of external 
financing forecasts along with other external f inance 
indicators like reserve cover, as well as medium-term 
lending risk, political and policy risk, and short-term 
trade risk. The service is available on diskette, tailored 
to the subscriber 's specific requirements. It reflects, as 
does the array of Bus iness In te rna t iona l /Economic 
Intel l igence Unit publications, solid, thoroughgoing 
analysis by a research staff that frequently works on 
site in the subject countr ies . Al though the publ ica-
tions are expensive, the information can be quite use-
ful. 

Central European: Finance and Business in Central 
and Eastern Europe (London: Euromoney Publ ica-
tions; monthly; began 1991) continues the Euromoney 
Publications tradit ion—begun in 1969 in Euromoney 
(see the rev iew in Economic Review, Ju ly /Augus t 
1991, 57)—of general but detailed coverage of impor-
tant financial market developments. The May 1992 is-
sue of Central European, for instance, offers a six-page 
discussion of the internal squabbling in the Yugoslav 
state of Slovenia that has impeded privatization and 
reform of the banking system. Another seven pages 
are devoted to problems with obtaining Western bank 
f inancing for a desperately needed new Central and 
East European infrastructure. The issue also contains 
feature sections, of varying length, on deals, privati-
zation, joint venture alerts, a bank profile (Megabank 
in Poland), secondary markets, and regulation. This 
new publication shares the principal attributes of Eu-
romoney—solid information for practitioners tracking 
current capital and money markets and a vehicle to 
keep academicians broadly conversant with those de-
velopments. 

The English-language edition of Commersant: The 
Russian Business Weekly (Moscow; English edit ion 
published joint ly with Re fco Group, Ltd. , Chicago; 

Subscription Information* 

AB SEES: Soviet and East European Abstracts Series. 
$695. A B S E E S Limited, 76c Roupel l Street, London, 
SEI 8SS, England. 

Arguments and Facts International. $600. AFI, Limited, 
243 Kearny Street, San Francisco, C A 94108. 

Central European: Finance and Business in Central and 
Eastern Europe. $435. Reed Publishing Group, 205 
East 42nd Street, Suite 1705, New York, N Y 10017. 

Commersant: The Russian Business Weekly. $265. Re-
quest order form by mail for English (or Russian) edi-
tion f r o m R e f c o G r o u p L imi t ed ( U S A ) , 111 W e s t 
J ackson Bou leva rd , Ch icago , IL 60604 , or b y s f a x , 
(312) 930-6534. 

Country Reports; Country Profiles. $295 /package (per 
country). The Economist Intelligence Unit, Business 
In ternat ional , 2 1 5 Park A v e n u e Sou th , N e w York , 
N Y 10003. 

Dateline: Russia. $360. Dateline International, Inc., P O 
Box 1270, Minden, NV 89423-1270. 

European Trends. $ 3 7 5 . T h e E c o n o m i s t I n t e l l i gence 
Unit, Business International, 215 Park Avenue South, 
N e w York, N Y 10003. 

Finance International. $150 . T o set up a subscr ip t ion 
and be billed for it, fax an order letter to 44-71-823-
1001 (Subscription Department , Springfleet Publish-
ing Limited, 4 and 5 Grosvenor Place, London S W 1 X 
7HJ, England). 

Global Finance. $120. Global Finance Joint Venture, 11 
W e s t 19th S t r e e t , S e c o n d F l o o r , N e w Y o r k , N Y 
10011. 

Perspectives. $225. Internat ional F reedom Foundat ion , 
200 G Street, N E , Washington, D C 20002. 

Russian Business Monitor. $8 per issue. For subscription 
instructions, write R B M Eurokosmos , P O Box 233, 
103051 Moscow, Russia , or te lephone (7-095) 208-
12-88. 

'Prices and addresses shown are current as of December 1992. Prices are annual subscription rates (in U.S. dollars) for individuals 
in the United States, unless otherwise specified; postage may be extra. Addresses are for subscriptions only and may differ from 
place of publication. 
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weekly; began 1908, suspended 1917, resumed Jan-
uary 1990), straightforwardly organized and written in 
smoothly idiomatic American English, is decidedly 
pitched toward the Amer ican business market . T h e 
current format, commencing with the September 15, 
1992, issue, reflects the responses to a survey that asked 
its readers to help create a publication they would like 
to read. This issue includes articles on top stories of 
the week, investment, banking, and defense spending, 
as well as reproductions of selected documents like 
the Russian Federation Resolution "On Information 
about Gold Mining and Produc t ion" and a detailed 
presentation of economic indicators. 

Exporters may find useful the explication of the list 
of impor t commodi t i e s e l igible fo r subsidy by the 
Russian Federation and the coefficients for converting 
these c o m m o d i t i e s ' f o r e ign t rade con t rac t p r ices . 
Economists may appreciate the emphasis given to ta-
bles of economic indicators and the statistical analyses 
of various kinds of economic activity (for example, 
exchange rates , commod i ty pr ices , and the central 
bank and commercial banking system). However, re-
searchers will doubtless balk at the omission of refer-
ences for data sources. 

Dateline: Russia ( M i n d e n , Nev. [U .S .A . ] , and 
Moscow, Russia; monthly; began October 1992) pre-
sents a wide selection of topics—about twenty, ranging 
(alphabetically) f rom aerospace to transportation—of-
fering "information, understanding, [and] opportuni-
ty," for the American businessperson and investor. The 
subject of most articles in the table of contents is self-
ev ident , a l though some need ampl i f i ca t ion . " C o n -
version," for example, refers to the transformation of 
economic activity formerly associated with the military-
industrial complex to civilian activities. Given the sig-
nificant part of Russia ' s gross national product rep-
resented by the military, this topic is, of course, one of 
the most important issues in Russia today. The article 
discusses the ways in which enterprises whose defense 
contracts have been reduced or canceled can convert 
their capacities, scientific and technical potential, and 
manpower. New laws governing the situation are dis-
cussed, as are plans for the then-impending Interna-
tional Confe rence on Convers ion held in Moscow, 
October 14-16, 1992. One suggested conversion activ-
ity is the plan under which ballist ic missi les with-
drawn from service would be used as delivery vehicles 
to launch commercial space probes. 

Dateline: Russia includes some lighter features such 
as a table of daily rates (in U.S. dollars) in state-run 
Moscow hotels for single, double, half-suite, and suite 

accommodations. A "How To" column takes up learn-
ing the Russian language, with a beginning lesson in 
the Cyrillic alphabet that includes some basic English 
words translated into the Russian. 

Finance International (London: Springfleet Pub-
lishing Limited; quarterly; began 1992) consists of clus-
ters of articles pulled together around geographical 
area or banking/f inance topics. Contributing authors 
often are prominent national figures and authorities in 
the international financial field. A twelve-page study 
on E a s t e r n E u r o p e f o c u s i n g on H u n g a r y ( M a r c h 
1992), for example, featured articles by the Minister 
of Finance, the chairman and CEO of the Budapest 
Bank , and the Minis te r of Indus t ry and Trade dis-
cussing, respectively, the Hungar ian economic pro-
gram of structural adjustment and development , the 
state's role in privatization, and Hungary's progress to-
ward a market economy that makes it one of the more 
at t ract ive countr ies fo r Western inves tment . In the 
same issue three sections on global custody have gen-
eral interest for securities investors around the world. 
The discussion in the three sections centers on trends 
toward concentration in custody services, technology's 
effects on competition for clients, and establishing and 
managing an agent network. The authors of these sec-
tions are seasoned executive practitioners with varied 
custody experience at firms in New York and Boston. 

Finance International is geared to the financial exec-
utive interested primarily in area-specific studies, but it 
also includes some topical articles. Although not limited 
to Eastern Europe and the newly independent states, 
this new publication informs financiers of significant 
issues affecting trade with that part of the world. 

Global Finance (New York: Global Finance Joint 
Venture; monthly; began 1987) offers sophisticated in-
sight into investment and finance around the world, in-
cluding places until recently considered off-beat for 
Western purposes, such as China, Hungary, Poland, 
Sri Lanka, and Peru. For some months the publication 
has placed increasing emphasis on Eastern Europe and 
the newly independent states, representative of which 
is the ar t ic le (in the March 1992 i ssue) " R u s s i a n 
Roulette," delineating specific problems of resolving 
legal disputes in Russia. The article discusses such ob-
stacles as unclear law, big gaps in the law, defining 
what income is for the purpose of levying new income 
taxes (which are payable in hard currency), ill-qualified 
judges , ambiguit ies surrounding authority to sign a 
contract , and disputes over contracts signed before 
the breakup of the Soviet Union. The May 1992 issue 
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includes a substantial article about "Bulgaria 's Slow 
Trek to the Market," investigating the 90 percent de-
valuation of the currency, which has a uniquely man-
aged float among East European currencies; favorable 
changes in the laws governing restitution of private 
property; reform of the banking system; and liberaliza-
tion of a foreign investment act. All issues include de-
partments that deal regularly with features like risk 
management, global trends, futures and options, and a 
central European roundtable. 

Global Finance's growing focus on Eastern Europe 
and the newly independent states makes it a worth-
while publication for investors and creditors seeking 
opportunities in those areas, as well as for academi-
cians scanning the horizon. The publication's attrac-
tive format and exceptionally creative artwork do not 
vitiate a serious approach to the subject matter. 

Perspectives (formerly Soviet Perspectives) (Wash-
ington: International Freedom Foundation; monthly; be-
gan March 1991) guides the reader through principal 
issues in the continuing maze of economic reform and 
the panorama of joint venture business opportunities in 
the former Soviet Union. The style is terse, and the selec-
tion of news and feature topics targets information use-
ful to U.S. business and investment interests vis-à-vis 
the newly independent states. For example, the lead ar-
ticle in the August 10, 1992, issue examines the Mu-
nich G-Seven Summi t , which called fo r bil l ions of 
dollars in aid to the former Soviet republics. The article 
highlights particular sectors that will likely be most 
enhanced by the aid—personnel and other management 
training, nuclear safety, and oil and gas. The issue also 
contains a calendar of upcoming trade shows and confer-
ences on opportunities in the newly independent states 
as well as articles on notable privatization events in the 
republics, significant newly agreed-upon joint ventures, 

and U.S. and Canadian government offices created to 
facilitate trade with the newly independent states. 

The publication is available electronically on the 
NewsNet on-line service; information on this service is 
available (in the United States) at 800-345-1301. 

Russian Business Monitor ( M o s c o w : R B M Eu-
rokosmos ; f ive issues per year; began Apri l 1992) 
promises to provide needed informat ion fo r invest-
ment and business with Russia and the other newly in-
dependent states. The first issue presents a balanced 
array of expository and factual articles. An essay on po-
litical and economic reform from August 1990 through 
February 1992, complete with tables, graphs, charts, 
and other illustrations explicating Russian economic 
fundamentals , occupies almost half the issue. Other 
useful features of this issue include a section that dis-
cusses steps being taken to bring Russ ian f inancial 
statements into accord with the "world standard" and 
the "British and American Model" and a section list-
ing contacts for business opportunities in Russia. 

The Russian Business Monitor editorial board and 
the staff are economists, lawyers, political scientists, 
and other professionals, many of whom are affiliated 
with the Russian Academy of Sciences, the Academy 
of National Economy, and other governmental and in-
dependent organizations. 

A Western reader, particularly one not already versed 
in Russian background, may find that a lack of sys-
tematic definit ion of terms slows comprehension of 
technical economic discussions (for example, the in-
terchangeable use of "Russ ia" and "Russian Federa-
tion"). Moreover, the English translation of the text is 
at times awkward and not smoothly idiomatic. Never-
theless, the Russian Business Monitor has m a d e a 
good beginning in providing businesspeople and in-
vestors with a broad range of information. 

Notes 

1. The Eastern Bloc comprised East Germany and the other 
countries of Eastern Europe—Albania, Bulgaria, Czechoslo-
vakia, Hungary, Poland, Romania, and Yugoslavia—and the 
Soviet Union (Armenia, Azerbaijan, Byelarus, Estonia, Geor-
gia, Kazakhstan, Kyrgyzstan, Latvia, Lithuania, Moldova, 
Russia, Tajikistan, Ukraine, and Uzbekistan, sometimes re-
ferred to as the newly independent states). There is at present 
no broadly accepted alternative name for the states of the for-
mer Soviet Union. Commonwealth of Independent States en-
compasses only some of those nations. The people of the area 
object to the term States of the Former Soviet Union. Hence, 

following the lead of the U.S. Department of Commerce In-
ternational Trade Administration, this article will use the 
term newly independent states, where appropriate, to desig-
nate the former Soviet Union. 

2. The informed reader may wonder whether the Current Digest 
of the Post-Soviet Press (formerly Current Digest of the Sovi-
et Press) is an alternative to ABSEES. The former concen-
trates on the political arena within the former Soviet Union 
with neither particular emphasis on the East European na-
tions nor the subjects that are the special concern of ABSEES. 
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