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provided the main stress on the system. From a variety of evidence, we conclude that this poor performance
was the product of increased competition for the industry and a regulatory system that provides greater subsidies
to risk-taking by large banks relative to the industry mean. The third part analyzes recent policy reforms and
on-going policy options, in the light of our evidence on the main sources of problems in banking.
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“The business of banking ought to be simple; if it is hard, it is wrong.”
Walter Bagehot (1873)

1. Introduction

According to a variety of commonly used indicators, U.S. commercial banking appears to be in both decline
and distress. Figure 1 shows that the banking industry’s share of the total amount of funds advanced in U.S.
credit markets peaked in 1975 at 34%. It has dropped consistently since then, to 26% in 1991. Banks have
lost ground to both open market sources of credit and nonbank intermediaries. Open market credit rose relative
to all forms of intermediated credit during the 1980s; primarily responsible was the growth of the commercial
paper and junk bond markets. Finance companies led the growth of nonbank intermediation over this period.

Another widely cited indicator of banking health is the failure rate. Bank failures averaged less than
2 per year in the 1970s. Table 1 shows that the failure rate jumped dramatically in the 1980s, averaging
roughly 130 per year between 1982 and 1991. Accompanying the surge in the failure rate has been a rising
number of banks in financial distress. Though the situation has improved recently, in late 1992 the Federal
Deposit Insurance Corporation (FDIC) listed 909 U.S. banks with combined assets of $488 billion as “problem
institutions.” At the same time, regulators have been phasing in new requirements that mandate closure of
banks that fail to meet a minimum standard of financial health,

It is true that after many years of dismal performance banks recorded substantial profits in 1992, But
this news is not entirely comforting. Many believe that banks have benefited from an unusually steep yield
curve by borrowing short and lending long. While the surge in profits has helped banks replenish their capital,
the increased exposure to interest rate risk has discomforted many observers.!

The types of facts we have just reviewed are well known and are being widely discussed. They have
instigated a new debate over bank regulatory policy. The original regulatory design, of course, was a response
to the collapse of banking during the Great Depression. However, by starkly illustrating the efficiency cost of

providing a public safety net, the savings and loan (S&L) debacle has heavily conditioned the current discussion.

Another consideration is that the problems in banking emerged following a movement toward deregulation of




financial markets which began in the mid-1970s and escalated in the early 1980s. Though there is substantial
debate over what direction new banking reforms should pursue, there is widespread agreement that the
regulatory system did not keep pace with the changes in banking that occurred over the last 10 or 15 years.

In this paper we examine the important trends in banking and attempt to pinpoint the sources of
problems. Our objective is to evaluate the key policy options. To provide a clear context for doing so, we first
dig well beyond the surface facts just described to assess the nature and health of U.S. commercial banking.

Section 2 begins by documenting the important trends. We discuss why commercial banking has
become less stable over time. We also document that banking has changed considerably, primarily through the
growth of off-balance sheet activities. Thus, despite having a shrinking share of on-balance sheet assets,
commercial banks remain vital to the general process of information-intensive lending and liquidity provision.
This section also describes the origins of the too-big-to-fail doctrine, which we believe to be one of several key
factors central to understanding the recent problems in banking.

Section 3 examines the general performance of banks over the last decade. It is well understood that
banking problems have had a strong regional dimension. On the surface, this seems to suggest that historical
restrictions on interstate banking may have been the key contributing regulatory distortion. We present a variety
of evidence, however, which suggests that the main source of problems was increased risk-taking by large
banks—banks that were relatively unconstrained by existing interstate restrictions. In particular, we show in
a panel data study of individual bank behavior that, after the influence of regional factors is removed from the
data, large banks performed much worse than the mean. From this and other evidence, we conclude that the
poor ex post performance by large banks was a product of two factors: enhanced competition for the banking
sector and a regulatory environment that encourages risk-taking by large banks.? In this spirit, we use our
evidence on the differential performance across size classes of banks to compute a rough estimate of the impact
of large banks’ extra-normal loan loss performance on the industry aggregate and find that this impact was quite

sizeable. We also present evidence that it was mainly large banks that were deficient of capital during the recent

“capital crunch.”




Section 4 provides an analysis of policy reform. We discuss both the recent legislation and other basic
proposals that are on the table. For reasons we describe in the paper, the most vexing difficulty any policy must
confront is the trade-off between safety and efficiency posed by the “Continental Illinois problem;” that is the

appropriate choice of policies for large banks in financial distress.

2. Trends in the Nature of U.S. Banking

In this section, we trace the evolution of the important recent changes in banking. As a way to gauge the nature
of these changes, we first examine the trends in the composition of bank assets and liabilities. We then examine

the growth of off-balance sheet activities, which has been a significant way in which banks have evolved.

2.1 THE COMPOSITION OF BANK BALANCE SHEETS
2.1.1 Bank Assets Figure 2 portrays the relative behavior of the broad categories of bank assets over the
postwar period. Most striking are the rise in the share allocated to loans and the decline in the shares allocated
to securities and to cash and reserves. The drop in the latter reflects mainly a sequence of reductions in reserve
requirements. An important reason for the secular decline in the security share was the development of money
markets, such as the federal funds and large certificate of deposit (CD) markets. The increased access to short-
term money permitted banks to reduce precautionary holdings of securities. Also, certain types of bank loans
became increasingly liguid over time due to the advent of securitization and the development of markets for loan
sales. Recently, the share of securities has been rising—partly due to the recession, partly due to the problems
in banking and the associated regulatory changes, and partly due to banks exploiting the steepness of the yield
curve.

Figure 3 disaggregates bank loans. The main categories are commercial and industrial (C&I) loans,
mortgages, and consumer credit. Interestingly, the shares of each in bank loan portfolios were relatively stable
from 1952 to about 1973. Since the mid-1970s, though, the share of C&I loans has declined, and the decline

has been fairly precipitous since the early 1980s. One factor underlying this trend has been the growth of the

commercial paper market, which largely involved a movement of high-quality C&I lending off bank balance




sheets. Another factor is the growth of nonbank intermediation, particularly finance company lending, as Figure
1 illustrates.

A less well-known factor underlying the relative decline in C&I loans is the recent growth of offshore
commercial lending. While the flow of funds measure of C&I lending includes commercial lending both by
domestic banks and by branches of foreign banks within the U.S. border, it underestimates loans to U.S. firms
by banks located offshore.” The market for offshore lending grew rapidly during the 1980s. One likely factor,
according to McCauley and Seth (1992), was that differences in reserve requirements on large CDs made
intermediating (high-quality) loans cheaper offshore. Banks lending onshore were required to hold 3% reserves
against large CDs; offshore banks faced no reserve requirements. Figure 4 illustrates the growth of offshore
commercial loans, Somewhat surprisingly, offshore loans grew from 7% of total C&I lending in the United
States in 1983 to more than 20% by 1991. Further, since the offshore banks are at some disadvantage in the
evaluation and monitoring of small and medium-sized companies, the type of commercial loan business they
absorbed was likely lending to larger, better-rated companies.*

The rise in offshore lending is symptomatic of the general increased importance of foreign banks to
commercial lending in the United States. As Figure 4 indicates, foreign lending from both on- and offshore
sources rose from 22% to 45% of C&I loans in the United States over the period 1983-91. One implication,
of course, is increased competition for U.S. banks. Another is that regulatory policy must be designed from
an international perspective.

While high-quality commercial lending moved off bank balance sheets to both domestic and foreign
competition, the relative importance of mortgage lending grew. This phenomenon began in the mid-1970s and
accelerated through the 1980s. Banks undoubtedly picked up some business from failing S&Ls, especially in
the latter half of the 1980s. However, the shift to mortgage lending occurred well prior to the S&L debacle.

Disaggregating mortgage lending uncovers another important trend. As Figure 5 shows, commercial
mortgage lending has accounted for much of the recent growth in overall bank mortgage lending.’ In 1980,

home mortgages accounted for about 60% of bank mortgage lending, and commercial lending accounted for

about 30%. By 1990, the shares of the two types were about equal, each roughly 45% of overall bank




lending.® This phenomenon is of interest since a good fraction of the problems in banking stem from losses
in commercial real estate lending, as we discuss later. In this context, it is important to note that the marked
shift of banks from residential to commercial mortgages was not symptomatic of mortgage lending in general.
Figure 6 shows that, for all financial intermediaries, the shares of aggregate mortgage lending going to the
residential and commercial sectors have been relatively stable.

The movement of banks into commercial real estate reflects part of a broader trend in bank lending since
the 1970s. High-quality assets such as securitized residential mortgages or commercial loans to highly rated
firms move off bank balance sheets. In a fight to maintain market share, banks exploit their comparative
advantage in information-intensive lending by moving into riskier, less liquid assets. Banks’ comparative
advantage stems partly from experience in evaluating and monitoring. It also stems partly from the nature of

the regulatory system, particularly the nature of the public safety net, Later we return to these issues.

2.1.2 Bank Liabilities The flow of funds accounts divide bank liabilities into four categories: checkable
deposits, small time and savings deposits, money market liabilities, and long-term debt. Figure 7 shows the
long-term trends. There are two important patterns.

Perhaps the most obvious trend is the secular decline in the relative importance of checkable deposits,
in favor of interest-bearing liabilities.” As late as 1960, nearly 60% of bank liabilities were checkable deposits
and only about 30% were small time and savings deposits. The use of money market instruments and long-term
debt was negligible. By 1990, checkable deposits were least important, less than 20% of total liabilities. Small
time and savings deposits had climbed to 40%, while money market instruments and long-term debt each had
climbed to around 20%.

The second important trend, which is closely related to the first, is the increased use of managed
liabilities relative to deposits. Managed liabilities are short-term instruments which pay market-determined rates
of intefest. In contrast to deposits, which are relatively immobile in the short run, managed liabilities are highly
interest-elastic. Managed liabilities permit banks to rapidly adjust their stock of loanable funds. Money market

instruments are the prime example. There are two main types of money market liabilities (also known as

purchased money): large time deposits and federal funds plus security repurchase agreements. The former




(large CDs) typically have maturities that vary from 90 days to a year, while the latter consist largely of
overnight and weekly loans. The use of both types of instruments grew sharply in the early 1970s, as
deregulation permitted the development of the money market.

Recently, banks also appear to be treating small CDs as managed liabilities. With deregulation of rates,
small CDs have become increasingly sensitive to market forces. About two-thirds of small time and savings
deposits are small CDs. Thus, if we include small CDs along with money market instruments in the measure,
managed liabilities now constitute more than half of short-term bank obligations.

The increased use of managed liabilities, and of money market instruments in particular, has a number
of important implications. One obvious implication is downward pressure on banks’ net interest margins (the
difference between the return per dollar on the asset portfolio and the interest cost per dollar of liabilities).
Another is a rise in the interest sensitivity of bank liabilities. Now, in contrast to years past, an adverse
movement in short-term rates may substantially raise banks’ interest expenses. The development of the money
market has also served to reduce the constraints of restrictions on interstate banking. The money market permits
banks to cross state borders to obtain short-term funds (or, in the case of the money center banks, to cross
international borders).

It is also true that the development of the money market has posed a vexing problem for regulators.
In some ways, the failure of the regulatory system to appropriately adapt to the changes introduced by the
money market planted the seeds for the problems the banking industry faces today. With the efficiency gains
of the money market came the cost of increased exposure to liquidity risk. While textbook descriptions of bank
runs still conjure up images of people rushing through the doors of depository institutions with passbooks in
hand, the most likely source of a widespread banking collapse today would be a panic withdrawal of money
market instruments. Since these instruments are typically in excess of $100,000, they are not covered by
deposit insurance. For this reason, and because they are highly mobile funds, abrupt withdrawal is a possibility.

The key point is that, in the current environment, the stability of the banking system—indeed, the stability of

the overall financial system—is tied critically to the judgments of lenders in the money market.




Indeed, the most recent experience with a system-threatening run, the collapse of Continental lilinois
in 1984, essentially involved a panic withdrawal by large CD holders. Rumors of insolvency precipitated the
run on the money center bank, which had been funding roughly 90% of assets with purchased money (Hetzel
1991). As Greider (1987) described, the concern of both the Federal Reserve and the FDIC was that, if left
unchecked, the Continental crisis could induce a systemwide collapse. Many of Continental’s creditors were
other banks. More generally, the regulators feared that losses by Continental’s creditors might induce runs on
a number of other large banks that had been weakened by the 1981-82 recession. It was this fear that induced
the banking authorities to intervene in Continental and protect the uninsured creditors.

It was also an outcome of the Continental crisis that the banking authorities in the United States formally
certified the policy of too-big-to-fail. The policy was implicitly in practice at least since the early 1970s, with
the bailout of Franklin National (Boyd and Runkle 1993, Hetzel 1991, Isaac 1993). However, in September
1984, in the wake of the Continental intervention, the Comptroller of the Currency testified that eleven bank
holding companies were too-big-to-fail. Further, in practice, the policy appears to have been extended in
varying degrees to banks outside the top eleven. It is important to recognize that the doctrine refers loosely to
a menu of policies that vary from lenient treatment at the discount window or in the valuation of assets to direct
infusion of capital and protection of uninsured creditors.

Plugging one hole in the dike, however, opened up another. The too-big-to-fail policy, of coutse,
indiscriminately subsidized risk-taking by large banks. At the same time, it created a nontechnological incentive
for banks to become large.® Despite being a well-intentioned effort to protect against liquidity panics in the
money market, the policy nonetheless helped create the climate for the current crisis.” We return to this issue
repeatedly, since it is fundamental to the policy debate.

Finally, Figure 8 illustrates the secular behavior of the ratio of bank equity capital to assets. By
definition, bank equity capital equals the difference between assets and liabilities. It specifically equals the sum
of common and preferred stock outstanding and undistributed profits. Capital is important because it provides

a buffer to absorb loan losses. Bank capital/asset ratios must satisfy minimum regulatory standards (currently

in the process of change). From the early 1960s to the early 1980s, the aggregate capital/asset ratio dropped




by roughly a quarter, from around 8% to below 6%. The growth in banking assets afforded by the development
of the money market (especially over the period 1962-74) was not matched by growth in bank equity.

Since the early 1980s, the aggregate capital/asset ratio has climbed on average. It is important to
recognize, however, that this growth was largely a response to increased regulatory pressure in the wake of
mounting bank and S&L failures and, relatedly, to new capital standards which were phased in over the last five
years (which we discuss later). Much of the growth in this ratio also reflected a contraction in the denominator:
assets. Because of the kinds of informational asymmetries stressed by Myers and Majluf (1984), issuing new
equity is expensive for banks. Banks typically use retained earnings to build equity (Baer and McElravey 1993).
As a number of studies have indicated (Bernanke and Lown 1991, Peek and Rosengren 1992), meeting capital

requirements in recent years has forced many banks to contract asset growth.

2.1.3 The Relation Between Asset Size and Balance Sheet Composition The aggregate balance sheets mask
some important differences across size classes of banks. Generally speaking, smaller banks adopt more
conservative asset and liability positions than do large banks. An important policy issue is whether these
differences are due to technological factors or to a regulatory environment that favors large banks.

Following the convention of the Federal Reserve Bulletin, we divide banks by assets into four size
classes: small (those with assets less than $300 million), medium ($300 million - $5 billion), large (greater than
$5 billion), and large and money center (the 10 largest). Figure 9 shows the portfolio composition of interest-
bearing assets for each of these size classes. The data are based on averages over the five-year period,
1987-91. The percentage of loans in the asset portfolio varies positively with size, ranging from 59% for small
banks to 72% for the money center banks. Conversely, the percentage of security holdings varies negatively:
from 31% for small banks to 10% for the money centers.

Figure 10 disaggregates loans by bank size. The share of loans allocated to business lending—the sum
of C&I and commercial real estate lending—varies positively with size. Both the consumer and residential real
estate shares vary negatively. Since business lending generally accounts for the substantial majority of loan

losses, the general picture, then, is that larger institutions hold riskier asset positions. Later we will present

some information on loan performance that is consistent with this contention.




