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The stock market crash, the revelations of gross misconduct on Wall Street, the
failure of nearly 10,000 banks between 1929 and 1933, and the Great Depression
of the 1930s generated a pervasive reform of our financial markets and of the
institutions that operated therein. However, before that reform could be subjected
to the test of time, World War II intervened. The war years and the postwar recovery
were so unusual in so many respects, that they prevented a valid test of the efficacy
of the revised machinery in a climate of economic “normalcy.”

By the 1950s, the chaotic conditions of the earlier period had manifestly settled
down. Economic expansion was the watchword of the day. As the economy expanded,
and prosperity visited business and individuals alike, the world of finance appeared
to be running smoothly—in hindsight, perhaps too smoothly.

Failures of commercial banks and savings institutions were limited in number.
Investment companies, investment bankers, and securities brokers were profitable,
almost without exception.

Both credit and depository alternatives were limited and straightforward. Secured
lines of credit and five- to seven-year loans from commercial banks provided short-
and intermediate-term financing for business entities. Mortgage loans from commer-
cial banks were available to fill longer term requirements. For larger concerns,
underwritten private placements or public offerings of securities were utilized to
raise permanent or semipermanent capital, although the use of this type of financing
often was dependent on proper timing within the business cycle and, for the smaller
of the larger businesses, the availability of an underwriter.

For consumers, the choices were equally limited and confined. Thrift institu-
tions—that is, savings banks and savings and loan associations—provided most of
the residential mortgage financing during this period, which was in truth an orgy
of new-house construction. These thrift institutions were able to attract the substantial
deposits necessary to service their huge mortgage portfolios only because Regulation
Q (which imposed interest rate ceilings on time and demand deposits) assured that
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they retained the right to offer a rate of interest on deposits of at least 0.25 percent
[25 basis points] higher than the rate permitted their competitors. With Regulation
Q in place, residential mortgage lending was consistently a highly profitable business
for thrifts.

Competition among the various types of financial institutions was severely
restricted by law. The transaction function was reserved for the commercial banks
because they alone were authorized to offer checking accounts. Even limited competi-
tion did not appear until the birth of the negotiable order of withdrawal (NOW)
account in 1972. At about the same time, in response to what was by then a generally
recognized need, the money market fund was conceived and dedicated as the first
device in history to combine payment of a competitive rate of interest on balances
and withdrawal of funds on demand. These two innovations provided the impetus
that subsequently opened the door to the deregulation of interest rates for small-
denominated deposits and culminated in the Federal Deposit Insurance Corporation
(FDIC) being pushed to the brink of insolvency. The huge number of bank failures
called into question the entire regulatory scheme, which seemed to function effec-
tively for 30 years.

The postdepression regulation led to a segmentation of markets and institutions,
with only minimal overlap. Today, the financial services industry is recognized,
essentially, as a single industry, although there are obviously a number of interrelated
segments within it. Financial institutions, previously limited to only one segment
of the market, are presently engaged in expanding their activities across the whole
industry spectrum. This broadening of horizons is possible only because of the
demise of a substantial portion of the controls imposed by the legislation of the 1930s.

Under the environment established by Roosevelt’s New Deal, as practiced in the
1950s, insurance was sold directly by the insurers or through independent agents
and brokers. Except for a smattering of involvement by some savings banks and a
handful of commercial banks, the buying public had no other market for insur-
ance products.

Brokers and dealers marketed stocks, bonds, and mutual funds. Savings banks
and savings and loan associations restricted most of their investment activities to
real estate-secured loans, primarily residential mortgages. Commercial banks offered
a slightly more varied menu of services, concentrating on short-term business lend-
ing, but even they did not often stray across the line into the brokerage or insurance
business, much less that of underwriting stocks.

The New Deal legislation provided each subgroup within the industry with an
umbrella of protection against unwelcome competition. It also established a highly
effective barrier protecting the turf of each group from invasion by potential competi-
tors. Market segmentation by institution proved to be superficially stabilizing.

Because the economy was expanding so rapidly and inflation was low until the
late 1960s, each group was able, fairly consistently, to maintain acceptable growth
rates and profit margins. Given this set of circumstances, there existed little incentive
for any participant to encroach upon the territory of another, or to disturb the “Pax
Financus” that appeared to be serving everyone so comfortably.'
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However, the diamond advertisements notwithstanding, nothing is forever. The
caldron that is the American economy never stops boiling. In any given period,
events occur or situations develop that underlie a process of change—change which
at its inception only a few astute experts anticipate or recognize. The 1950s and
1960s proved to be no exception.

The development of private pension plans and the growth of union-managed
retirement programs served to create huge pools of capital that had never previously
existed. The necessity to invest these funds brought players into the financial services
industry that had never before been involved.

In the early 1960s, Citicorp developed the negotiable certificate of deposit (CD),
which acted as a catalyst in changing the nature of banking. The growth and
popularity of this new instrument ushered commercial banking into the age of
liability management. Most of the large banks shifted from more conservative asset
management strategies to more aggressive liability management strategies. Banking
became much riskier, as the new philosophy required assumption of liabilities beyond
the core deposit base. '

The economic expansion of the 1950s slowed in the two decades following. The
fiscal pressures resulting from the “guns and butter” philosophy of the Johnson
Administration during the Vietham War brought forth a secular increase in the
inflation rate. The accelerating inflation rate rendered obsolete the government-
regulated yield on deposits that financial institutions were permitted to offer under
Regulation Q. During the period when Regulation Q remained in effect, the inflation
rate often exceeded the interest rate ceiling. Under these circumstances, it should
have shocked no one that the thrift institutions, the pillars of the residential mortgage
market and now the victims of Regulation Q, sustained an immense diminution of
their deposit base, which in turn created a shortage of available funds for residen-
tial mortgages.

Through the process known as “disintermediation,” the withdrawn funds resur-
faced in more market-sensitive investments, such as Treasury bills, commercial
paper, and money market mutual funds (a new form of investment created in 1972
for the purpose of receiving the gigantic amounts that small savers were in the
process of withdrawing from the rate-restricted institutions).

“Disintermediation” also affected larger individual investors and business entities
requiring injections of new capital. Always seeking the cheapest available source,
large corporations discovered a rate advantage in issuing their own commercial
paper directly to the public. Fortune 1000 corporations utilized the commercial
paper market rather than the commercial banks for their short-term borrowing
because commercial paper rates were considerably lower. The result was an abrupt
termination of “relationship” banking and the establishment of what is now com-
monly referred to as price-sensitive banking. The commercial banks thus lost irre-
trievably a substantial amount of business from their highest quality corporate
customers. To replace the A-1 quality customers, who now borrowed more cheaply
in the commercial paper market or in the Eurodollar market, many of the larger banks
reached out for lesser quality, high-risk credits in an effort to realize higher returns.
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The 1970s added a new and unforseen element to the ferment that was far
reaching in both political and economic consequences. Already a net importer of
oil, the United States was suddenly and unexpectedly subjected by a political embargo
to the deprivation of oil imports from the Middle East. The pervasive inflation that
had commenced during the Vietnam War years was thus exacerbated to a point
unknown in the memory of those then alive. A phenomenon rarely seen in American
economic history suddenly appeared: annual double-digit inflation and short-term
interest rates reaching above 20 percent.

Currency exchange rates, which previously had stayed fairly stable under the
strictures of the Bretton Woods Agreement, suddenly began to fluctuate wildly. In
response, a huge global trading market developed rapidly, Eurocurrency instruments
grew in popularity, and London rivaled New York as the center of the world’s money
and capital markets.

Reacting to this new economic climate and the new opportunities suddenly
available, corporate borrowers found it beneficial to expand their internal mecha-
nisms for raising capital. Many of the value-added services, which they had formerly
purchased from outside vendors, were now either completely internalized or reduced
to pricing or commodity status.

As a result of the 1971 collapse of the Bretton Woods system of fixed currency
exchange rates, more volatile and more lucrative interest rates prevailed during the
period immediately following. Investors, both individual and institutional, domestic
and international, became highly sensitive to interest rate fluctuations and more
willing to shift their funds globally in response to investment opportunities. The
rapidly developing global markets, made possible in no small part by technological
improvements in transoceanic communication capabilities and computers, encour-
aged every prospective borrower to embark on a worldwide search for even the
smallest advantage and every prospective investor to embark on a similar search
for the most lucrative return on investment.

To this panoramic quest for financial advantage, the regulator’s controls posed
only a minor impediment. Regulation Q had no effect whatever on policies of
lending institutions in London or in other international financial centers. However,
the competition offered by such institutions had a significant effect on their American
counterparts, which had to obtain relief from the government controls in order to
remain competitive.

In response to these pressures, U.S. financial institutions began to cross over the
lines that had previously segmented the financial services industry. Deregulation
was in a sense inevitable because of the inherent contradictions of the New Deal
package of regulations, which was fundamentally arbitrary and conflicted with the
fluidity of the marketplace. Geographic, pricing, and product deregulation were at
the center stage of governmental attempts to provide American depository institutions
with a more level playing field and the small depositor with a return commensurate
with that available to wealthier investors in the money markets. New opportunities
seemed to offer growth potential, but in many instances there was growth merely
for the sake of growth, without a well-thought-out “game plan” or any real expertise
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Table I.1 Market Share of Financial Institutions

Institution 1960 1992
Commercial Banks 34.2% 24.0%
Insurance Companies 21.8 15.0
Other Depository Institutions 17.0 .0
Pension and Retirement Funds 8.8 214
Mutual and Money Market Funds 2.6 10.4
Government-Sponsored Agencies and 1.7 12.2
Mortgage Pools
Other 13.9 8.0

100.0% 100.0%

Source: Flow of Funds, Federal Reserve Board of Governors, Third Quar-
ter, 1992.

in areas of new entry. The spectacular failures in the thrift and banking industries
are only the most widely publicized of these “growth” disasters. Many banks that
have not failed are short of capital and in danger of failure, and the insurance
industry is suspect and under intense scrutiny by both state regulatory agencies and
some members of Congress.

According to George J. Vojta, executive vice-president of Bankers Trust, “Banks
in the traditional form are already obsolete. . .. If you conduct your business in
accordance with the legal definition [of banks], you won’t survive.” W. Lee Hoskins,
former president of the Federal Reserve Bank of Cleveland, adds that “Without
reform to deposit insurance and bank regulation, banks will slowly disappear from
the financial landscape as unregulated firms take more and more of their business.”
Less regulated nonbank competitors, such as General Electric (GE), General Motors
(GM), Sears, and American Express, now offer a wide array of banklike services.
As a matter of fact, banks held 24 percent of financial institution assets in 1992,
compared with 34 percent in 1960. Other depository institutions and insurance
companies experienced a similar decline. On the other hand, mutual funds (especially
money market funds), pension and retirement funds, and mortgage pools experienced
big gains in market share between those years. (See Table I.1 and Figure I.1.)

Without question, the collapse of the thrifts is attributable to deficiencies in the
legislative scheme and the regulatory controls, which in the 1950s appeared to be
working so efficiently and so effectively. The concept of “deposit insurance,” origi-
nally a reasonable idea, was expanded in the 1950s by an unreasoning Congress to
the point where its very presence constituted an invitation to fraud. Budgetary
restrictions on oversight agencies and the loose ethics endemic to political lobbying
further contributed to such imitation.
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Figure I.1 Shares of Financial Assets, 1965-1992, by Type of Financial Institution. (Source:
Federal Reserve Board of Governors)

Removed from the jurisdiction of federal regulations, our financial institutions
began to be more competitive in the world market. The intensity of this competition
caused our regulators to lose control. For example, the Eurodollar market often
provided returns that were more attractive than the regulators permitted domestic
institutions to offer to depositors. The pressure upon the regulators to level the
playing field was immense, but the result was that the regulators now followed the
market instead of creating the limits within which the market functioned. In this
new game, regulation as the protector of the stability of financial institutions was
a total failure.

The new freedom encouraged financial institutions to move across the lines of
demarcation that formerly had separated the various segments of the financial
services industry. Commercial banks expanded internationally in order to serve their
corporate clients, whose own international requirements were growing. The lines
between brokers, dealers, and money managers blurred. Thrift institutions offered
checking accounts and other services and became commercial banks in everything
but name and experience. One-bank and multibank holding companies rose to
become cross-state giants of a stature never before seen. Some (KeyCorp, Wachovia,
First Union, SunTrust, Banc One, PNC, Corestates, NationsBank, First Interstate,
First Bank Systems, and Norwest) have become so large and profitable that they
are referred to as regional superpowers.

New financial products were developed. Computerization and other technological
advances contributed to the rapidity of the development of new products and services
and the rapid global movement of funds. Poor management practices, never uncom-
mon, were now applied to larger and ever-expanding financial giants, particularly
within the thrift and banking segments of the industry.
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From about 1985 through 1992, the average number of bank failures in the United
States exceeded 100 per year, a far cry from the average of only 6 FDIC member
banks closed per year between 1945 and 1980. To make matters worse, in 1990-
1991, the economy entered a period of recession for the first time in nearly a decade.
As the recession appeared, the excesses of the prior years had already eroded the
quality of the portfolio of assets held by many of the larger banks to the point that
insolvency threatened. Some of the most weakened institutions slipped quickly into
failure. For example, one of the largest regional banks in New England failed, and
only through mergers were many other banks saved from failure.

It is generally recognized that, given the magnitude of the problem, FDIC reserves
are inadequate. Congress and the regulators frequently cogitate over the changes
known to be required to ameliorate the deleterious effects of this dilemma.

Whether the banking segment or the insurance segment or both will collapse in
the wake of the thrift debacle is presently not known. What is certain, however, is
that the financial scene presented in the year 2000 is likely to be radically different
from what we have today. It is entirely possible that the retail customer will not be
able to tell the difference between the financial products and services offered by
Citicorp, First Nationwide, Traveler’s, Prudential, Sears, Merrill Lynch, GE, GM,
and American Express. It is also possible that the money-center banks will resemble
the European universal banks or financial conglomerates. Some of the names of the
big New York banks with whom customers have been doing business for decades
may disappear as consolidation takes effect to help save a dying industry. The
announcement of proposed mergers between BankAmerica and Security Pacific and
between Manufacturers Hanover and Chemical Bank could spur other mergers
between the megagiants in New York, those in California, and those located in Chi-
cago.

The monumental cost of bailing out the thrift industry, the large increase in
nonperforming loans in bank portfolios, the continuing high incidence of bank
failures, and the drop in market capitalization of many of the largest banks have
focused attention on the urgency of bank reform. This reform will consist of a
combination of deregulation and reregulation that is likely to include the follow-
ing actions:

1. Expanding the powers of banks to permit them to underwrite and sell corporate
securities, mutual funds, and insurance products, either along the lines of
“universal banks” or through a subsidiary in a financial services holding com-
pany.

2. Removing restrictions to geographic expansion that would allow wider diversi-
fication of market assets and risks.

3. Easing regulatory burdens, including multiple regulatory agency oversight.

4. Lowering maximum lending limits to any one customer and returning to
higher loan-to-value guidelines for all types of real estate lending, as was the
case prior to 1982.
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5. Closing down more quickly depository institutions with inadequate capital.

6. Providing the FDIC bank insurance fund with the financial wherewithal to

survive the current crisis.

In dealing with the insurance crisis, Congress must devise an effective means that
would assure the soundness of the banking system, while boistering the competitive
strength of financial institutions so that they can contribute to an expanding, low-
inflation economy. This book attempts to place into historical perspective the changes
that have taken place within the financial services industry, so that we can benefit
from looking back at the past and avoid the mistakes of history as we redefine and
reregulate the industry for the century that lies ahead. The book explores what the
future might hold for members of the industry. The underlying thesis becomes
regulation, and deregulation and the potential need for reregulation within segments
of the financial services industry. This brings to the forefront six salient questions
that must be answered:

Was regulation of financial markets and institutions called for in the 1930s?

Was deregulation of financial markets and institutions called for in the 1970s
and 1980s?

Is reregulation of financial institutions called for in the 1990s?
What has been the impact of deregulation on the financial services industry?

What changes in regulation and financial structure are likely to take place by
the year 2000?

Don’t we really need a more sophisticated type of market-oriented regulation?

Some of the key questions raised for readers interested in the banking industry are:

Are banks going down the same path as savings and loan (S&L) institutions?
Will the FDIC’s Bank Insurance Fund (BIF) follow in the same footsteps as
the Federal Savings and Loan Insurance Corporation (FSLIC)?

Why did so many banks and thrifts fail in the last 15 years? Who is to blame?
What are the key variables that should be monitored to detect bank failures?
Which banks are likely to fail or to merge?

Will there continue to be consolidation and increased merger activity within
the banking industry?

Given that most bank mergers in the 1970s and 1980s were not particularly
successful, why is the current round of mergers being hailed as a success story
by Wall Street analysts?

Will industrial corporations be permitted to own banks? Will banking powers
and products be enhanced? Will more banks be selling insurance products by
the end of the decade?



