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Introduction:

Accelerated financial innovation and product development,
technological progress in computers and communications, and a
high rate of inflation during 1960’s and 1970’s all contributed to
bringing about a crisis in the financial system, particularly in the
banking industry. The old financial structure had become
incompatible with the new economic environment and the existing
inflexibility was adversely affecting the banking industry’s
competitiveness and, in some cases, threatening its survival.' To
provide the banking industry with the necessary freedom and
flexibility to become more compatible with the new economic
environment, there was a series of financial reforms during the

late 1970’s and the early 1980’s.

1- Here "banks” include all the depository institutions.
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For financial reforms to be successful they must, first, change
the structure of the financial system so that it would allow the
banks freedom and flexibility to adjust and become more
compatible with the new economic environment. Second, the new
structure of the financial system must, in turn, promote a greater
competitiveness and profitability but not excessive risk.

Neither the process of financial reform itself nor the
adjustment of the banking industry to these financial reforms are
by any means completed. But, sufficient time has now psssed to
make a preliminary assessment of the effects of these reforms on
the banking industry. The purpose of this study is to determine,
first, the extent to which the recent financial reforms have
changed the structure of the financial system in the U.S. system to
becom more compatible with the new economic environment and,
second, examine their effect on promoting the competitiveness

and profitability vis-a-vis higher risk in the banking industry.

Background:

The first major series of financial reforms took place in
reaction to the collapse of the stock. bond and real estate market
in the 1930’s which had created severe liquidity problems for
depository institutions (Cooper and Fraseer 1984, Cargill and
Garcia, 1982 and 1985). Generally, the reforms of the 1930’s
included governmental constraints of interest payments on

deposits, protfolio constraints, constraints on competition, and
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deposit insurance.

This structure of the tinancial system continued until the late
1960’s. During the 1970’s, the persistently high rate of inflation,
high interest rates, new product development, new technology and
communications brought a period of instability into the banking
industry, as a part of the financial system in the U.S., and
demonstrated their incompatibility with the new economic
environment. This led to the formation of the Hunt Commission
whose task was to reexamine the regulatory structure and
eventually to the passage of the following acts: the Federal
Reserve operating strategy in 1979, the Depository Institutions
Deregulation and Monetary Control Act of 1980, and the Gran-St

Germain Depository Institution Act of 1982.

I. Structural Changes In 1980’s

The major financial reforms of the 1970’s and the 1980’s can be
categorized as the modification of: constraints on the payment of
interest on deposits, constraints on competition, and constraints

on portfolios.

A. Modification of the Interest Constraints on Deposits

Prior to the recent financial reforms, regulation which imposed
a ceiling on the rate of interest payments by the banks and the
Federal Reserve’s greater regulatory power limited freedom and

flexibility of the banks.
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The financial reforms ot the late 19700 and the early 1980°s
consisted of the gradual removal of interest rate ceilings. This
allowed banks to puy market determined interest rates on their
time and savings deposits. to pay interest on their demand
deposits. and authorized them to offer meney marketaccounts
such as NOW accounts.” Furthermore, the banks reserve
requirements were fowered. This led to a major shitt of tunds
within the depository institutions.

Prior to these reforms. the share of savings deposits continued
to decline from 57.1% to 23.4% during the 1970-1981 period. The
share of small time deposits increased tfrom 33.0% to 56.8% and
the share of large time deposits rose trom 9.8% to 21.% during
the same period. During this period. the largest growth took place
in money market tunds where its share increased tfrom less than
0% to 11.4%. Clearly, there was a significant disintermediation

occurring prior to tinancial reform.  In order to enjoy higher

1- Modification of the interest on deposits included: litting of the ceilings of $100.000 or more
in 1973, the authorization of 26 week and $10.000 minimum denomination money market
certificates in 1978, authorization of banks and savings and loans to issue no minimum balance
small savers certificates at market rates in 1979, authorization of NOW accounts nationwide,
ordering the eventual elimination of deposit rate ceiling and increases of FDIC and FSLIC
insurance from $ 40.000 to $100.000 all were achieved in 1990

2- Disintermediation is when funds move nut of banks and into other financmiinstitutions like

mutual funds.
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rates, depositors were shitting their tunds out of savings and into
others accounts predominated by money market mutual tunds.
This supports the bunks’ claim that they were losing their business
to other financial institutions. (See Table No.1)

One of the major reforms was to allow banks to become more
competitive by offering money market accounts. This helped
banks to bring to a halt the rate of growth of disintermediation
during the post-reform period and reversed the past trend
significantly. The share of the mutual funds remained at about
11% and the share of the savings which had dropped to its lowest
of about 14% in 1984 began to climb to 17.7% by 1987. (See
Table No.1) Compared with the pre-reform period, funds
continued to move into relatively higher rate and more
interest-sensitive accounts which increased interest costs/liabilities
of the banks. With the madification of the constraints on the
interest payments, the banking industry gained more autonomy
from the Federal Reserve. As Cooper points out "In past years,
When regulation was fully operative, the Federal Reserve could
constrain the economy through a combination of availability and
interest rate effects; that is, the Fed was able, partially, though not
completely, to curtail the availability of credit from depository
institutions by making it difficult or impossible for these
institutions to acquire funds. With the elimination of regulation
however, the Fed must rely entirely on the interest rate to restrain

the demand for credit". (Cooper)



\FA

Sl Sladss

‘sIR[|Op UOI[IQ U0 uel) ss3f 10} st (z) :NON

‘0661 ‘dIaWwwo0) Jo 1quey) ‘'S YL ~WD Ayl JO Wensqy [eoushielg :32Inog

£l L1 91l (A1} €01 76 | o¢l 1A ¢ 0 0 susodap [e101 Jo %
(4) 1T a6¢ (474 0£? 181 9¢¢ 681 LL ¢ z spung 1)1ew Ao
917 80 961 174 8'0C 8l Lot o1z | Lt 41! 8’6 susodap syueq jo %
8ES L8Y 6¢b Ley L1y Lee Lit £0¢ 09¢ o€l Sy susodap aum afie]
984 (441 ge 1A 4 Ty | OFF | TFS 896 %4 vot £t susodap jueq jo 2
Y4(1) vi6 123 £88 988 .78 168 te8 6L 8¢t sl susodap awn jews
Ll Lt 991 I'vl (44! 0Ll 97T v'eT | B'8C y'Sy 1°LS susodap yueq jo 2
824 91y ILe <0t 1314 90t LSE 1423 ooy 68¢ 192 susodap Jutaeg
¥'0T ¥zt 9°6¢ ' 8'0¢ "1z Le 0 0 0 0 susodap yueq jo 2
£0s 9C¢ LS ¥16 L1p 6Lt £y z z z z | susodap 1oxiew Luop
L'L8 L'66 v'88 8'68 L'68 | 806 | UL8 988 | Lt6| LL6 001 susodap w0 jo 2
96T 9¢TC 91T S00 96L1 | 8LST | OLST | OL¥l | 68tl LS8 SLy susodap yueq
1 X4:14 ¥69¢ 87T BLET SETT | LL6T | +IBL | 6591 | 99%I 098 LSY susodap [ei0],
8861 Lg61 9861 $861 ¥861 | €861 | 7861 1861 | 0861 | SL61 | 0L61 SWHLLI

(szertop jo suoniiq ut)

68-0L61 ‘SLISOdAA 40 ALISOdWOD 'T 'ON 2IqEL




\FV The Impact of ...

The less eftective monetary policy is supported by the break in
the linkage between M1 and GNP.' Apparently, changes in the
composition of deposits and the demand for money had adversely
affected the velocity. Contrary to the 1970's where velocity
steadily increased (from 4.17in 1970 to almost 6.38 in 1980) at
least temporarily, it declined (From 6.38 in 1980 to less than 5.07
in 1986) in the 1980's. | (see Figure No.l)

Therefore, because of the financial retorms, banks played a
greater role in determining the rate of interest and were less

subject to the Federal Reserve's constrains.

B. Mudification of Constraints on Competition
Betfore the recent financial retforms, competition among

financial institutions was restricted to improve the safety of

1- As the equanion of exchange: P T = M. Vshows, there is o relationship between money
(M)and national income (GNP)which here is defined as prices (P) times transactions (1).
Assuming that velocity (V) to be constant or at feast predictable, there is a direct and strong
relationship between M1 and the GNP as long as there is an excess capacity in the economy. For
years Monetarists have contended that as the money supply increases.meaning spending increases,
and the capacily for real growth is exhausted, prices will rise. Here by "money” they mean M |
(which is basic money stock consisting of currency, demand deposits, other check-type, deposits
such as Now and Super Now accounts and traveler's checks; money as a medium of exchange.

2- This suggests that any increases in M1 might have been off-set by a fall in velocity instead of

a nise in the GNP,
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tinancial institutions, particularly banks. The financial retorms led
to the removal of competitive constraints - providing the banks
with a greater treedom to compete with one another and other
financial institutions. , _
Figure No. 1. a break in velocity
Velocity
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Source: Based on the data published by the US. Chainber of

Commerce, 1990,

Note: v = GNP/

By 1980, the freedom of thritts was expanded so that they
could compete with commercial banks. By 1982, the thrifts were
able to compete with banks in the areas of commercial checking
and consumer and commercial lending. The clear distinction
gradually blurred between commercial banks; primarily serving
business, and the Savings and Loans; Serving the needs of
consumers, primarily through mortgage loans. This process later

spread to other parts of hte financial system causing a gradual
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blur between depository and non-depository institutions. The
modification of the restriction on competition allowed the
established banks to purchase other ailing banks. For example,
commercial banks could purchase tailing savings and loans,
bypassing regulations that prohibited the crossing-of-state lines.
These developments contributed to record bank failures and
mergers and acquisitions. These two events combined changed
the landscaping of the banking industry.

Compared with a total of 79 FDIC-insured bank failures during
1971-80, there were about eleven times more or 879 bank failures
during 1981-88. While 217 banks were in tinancial ditficulties in
1980, this number was almost seven times( 1406) higher in 198§,
including some large banks. (see Table No.2) This, in turn altered
the composition of the banking industry, both in terms of numbers
and asset sizes.

Table No. 2. FDIC-INSURED BANKS CLOSED AND PROBLEM BANKS: 1971-1988.

(due to financial difficulues)

BANKS 1971:80] 1979 [ 1950 | 1981 | 1982 { 1983 | 1984 | 1985 | 1986 | 1987 | 1us
Closed (numbers) 4 10 1 10 42 8 |80 120 | 145 203 | 22
Problem (numbers) | (x) 2870 27 | 223 | se9 ez |sa | 10 ] 1484l 1875|1406

Source: Statistical Abstract of the U. S., The U. S. Chamber of Commerce.
In terms of numbers, FDIC-insured commercial banks which

peaked to 14,496in 1984 began to decline to 13,139 in 1988. The
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number of FSLIC-insured savings and loans and credit unions fell
steadily throughout the same period trom 4.078 to 2.949 and
22,678 to 13.878 respectively during the 1973-1988 period. In
general. the number of banks within the U.S. tinancial system fell
steadily from 41,617 to 30.458 during the 1975-1988 period which
demonstrates a greater degree of concentration of the banks. (See
Table No. 3).

Measured by their asset size, the share of smaller commercial
banks in the market (with less than $S100 miliion is
assets)continuously tell tfrom 15.1% in 1980 to 12.1% in 1988
while the share of the largest commercial banks, with more than
$500 million in assets, steadily increased from 66.8% to 73.8%
during the same period of time. This concentration process is
more profound in the case of savings and loans. Here. the share
of smaller insured saving and loans, with less than $100 dollars,
continuously dropped from 17% of the total market in 1980 to
about 5.1% in 1988. While the share of the larger ones, with more
than $500 million, rose from 63% in 1980 to 77.8% in 1988. (see
Table No.4) Clearly, funds were shifting from smaller to larger
banks and therefore competition favored the larger banks to
expand at the expense of smaller ones during the 1980’s. Greater
competition resulted in arecord number of bank failures and a
record number of mergers and acquisitions which, in turn, led to a
greatser degree of concentration of banks within the financial

system.
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C. Madification of Constraint on portfolio:

Banks had already begun their push into other financial
products and services through their holding companies.
Concerned with satety of the banking industry and tearing that
bank holding companies might indeed jeopardize by going too tar
afield, the Federal Reserve modified the constraints on the
portfolios and limited to those "closely related to banking”. The
liberalization of product line restrictions provided banks with new
sources of liquidity, enabled them to provide a broader range ot
financial services and a more convenient access to money market
funds which were the fastest growing segment in the tinancial
system. It also provided the banks with a greater tlexibility either
to increase the degree of specialization or to diversify their
portfolios.

The evidence indicates that the trend was more towards
diversification into many services rather than specialization in one
or a few services. Banks were convinced that they could regain
their loss of the credit market share by otfering more products
and services which meant a greater portfolio diversification.
Diversitication emphasized the offering of more services which
involved an intensive infringement of traditional commercial
banking tunctions by non-bank institutions and vice versa. For
example, some commercial banks entered into a variety of
investment banking functions. such as underwriting and trading

the complete spectrum of corporate securities, including stocks,



S Slids \F.

and the purchase of equities. Thus, under the new financial
structure banks enjoyed a greater freedom and tlexibility which

enabled them to expand and diversity their porttolio.

I1. Profitability and Risk

Because of reforms, banks were given more freedom to
become more competitive on their interest payments by offering
high rates on their money marketaccounts. In spite of reforms,
the share of the banks in the total assets of financial system,
particularly commercial banks. continued to tall from 54.6% in
1980 to less than 50% in 1988, During the same period, the share
of the investment companies rose trom 1.6% to 5.6% and the
share of the mutual funds remained almost unchanged. (see Table
No.5) This trend indicates that disintermediation process
continued even after the tinancial retorms and the investment
companies replaced the mutual tunds as the tastest growing
tinancial institutions.

Within the banking industry. tinancial reforms also brought
about changes in the comopsition of deposits since a significantly
larger share of deposits was now in relatively higher rate and
more interest-sensitive accounts which increased interest costs/
liabilities and the level of risk tor the banks. Banks mude up some
of the increased costs of higher interest paviments by charging tees
tor their services or in the form of implicit payments. To deal with

the greater exposure. banks sought to reduce it by more closely
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matching the maturities of their assets and labilities through by
the predominant use of Hoating rates. This meunt that banks were
passing hte higher cest and risk on 1o customers.

Banks were also involved with @ record number of mergers and
acquisitions which occurred nutside the financiul system. The
number of mergers and acquisitions rose from 1500 in 1980 to
more than 4300 in 1986 and continued to remain high.aThc dollar
values of these activities increased from less than $30 billion
dollars in 1980 to more than $220 biliion in 1988, (see Figures No.
2 & 3) During the first hult of the 19S0s the fee associated with
these activities provided the banks with an unusuul source of
profits, thus, improving their profitability. This, in turn,
encouraged some banks to getmore involved with these types of
activities through providing higher leveraged tinancing. During the
second halt of the 1Y80s. us the economy slowed down and the
interest rate rose, banks began to experience some severe
difficulties with their invoivements in miergers and acquisitions.

Decreasing interest-spread income and higher level of interest

exposure, as mentioned above . plus declining tees and the high

i-The number of mergers and scausiions rose by three told during 19501950, from 1500 to
aimost 4500 and then dechned G0 3500 The magnitude of mergers and sogiuisitions are even
greater When B0 s vonsidered i ferns b e Geis vdues sneived Hore the sicicase s steadsiy
and more than seven LR Goin 30 iy of dedlars v 19 T Deoad 229 INGHons of ol In

JURS.
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Figure No. 2. Numbers of Mergers and Acquisions: 1980-1988

(Number are in thousands)
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Note:  Chart was originally prepared by U.S. Bureau of the
Consus.
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leverage buyouts associated with mergers and acquisitions all
adversely affected the profitability and the soundness of the
banking industry. The banking industry was faced with even a
greater risk when some leveraged tinancial institutions,
particularly commercial banks, were unable to bail themselves

out.

Figure No. 3. The Doller Value of Mergers and Acquisitions
(Nillions of dollars)
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Source: Statistical Abstract of the U.S.. The U.S. Chamber of
Commerce, 1990,
Note: Chart was originally prepared by U.S. Bureau of the

Consus.
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The maoditication or reimoval of the constraints of competition
amonyg banks and banks and other financial institutions changed
the composition of the financial system. It led to tewer and larger
banks. This should have had a tavorable effect on the larger
banks which survived.

The modification or removal of the constraints of competition
on porttolio, banks were given more treedom to either specialize
or diversity their portfolio. Most banks seemed to cheose to
diversify their portfolio. Some, like savings and loans, rushed into
products and services previously unknown to them and with
insufficient managerial skills to manage them. Others, like
commercial banks, moved heavily into leverage-buyout financing.
Thus, in reality, diversification led the banks into higher risk
without necessarily improving their protitability. Problems with
energy Loans, loans to developing countries, with agriculture and
real estate loans further unfavorably affected the bank’s
profitability and exposure.

Thus, financial reforms have led to a new financial structure
with more freedom and flexibility to deal with the new economic
realities. But they have not transformed the banking industry to a
more profitable one. Instead, they have led to a higher level of
risk within the financial system including the banking industry.

These conclusions are supported by the analyses of the banks’
stock price behaviors. The changes in the barks’ profitability are

reflected in the rate of return on equity and the stock prices of
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major banks. The rate of return on equity continued to tall trom
13.6% in 1930 to 1.74%¢ in 1988, (see Figure No. 6) As the market
trend indicates, price index of the major banks’ stocks performed
increasingly below composite index throughout the post-reform
period. (see Figure No. 4) The risk level in the banking industry is
reflected in the variances of the stock prices of major banks.
Here, the increasing variances of the bunks’ stock prices indicate
a higher level of the risk during the same period. (see Figure No.

5)

Figure No. 4. Major Bank’s Stok Price Movement

NYSE Composite Index

Muarket Trend
Major Bank's Index ————

1979 1980 1981 1982 1983 1584 | 1385 lmae 197 | 1948 | 1989 |1ss0
LR LR L L DL L e U R R A O O

Source: Moody's Industrial Review. 19%4).
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Conclusion

The financial reforms of late 1970’s and early 1980’s brought
about the removal or reduction of restrictions on the interest rate,
competition, and portfolios which have changed the structure of
the financial system. The new strucutre has provided financial
institutions, particularly banks, with much greater freedom and

flexibility to adjust themselves to the new economic environment.

Figure No. 5. Stock Price Vanance/S & P 500 Variance

.10

06

o n i ) ] 80 82 84 & 88
Source: Prepared based on the data published by Moody’s Stock

report.
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Figure No. 6. Rates of return on equity (for major regional banks)

Rates

16.00
14.00
1200
10.00
8.00
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4.00

2.00

years
1977 ) 79 80 81 82 8 84 RS Ko 87 88

Source: Standard and Poors Analyst’s Handbook, 1990.

This has led to fewer and larger banks with more diversified
portfolios. The new structure of the financial system has been
more competitive but it has failed to significantly alter the
disintermediation process or to be more conducive to the
profitability of the banking industry, but it has proven to be riskier
and unstable.

The recent financial reforms have led to a shift in the financial
system from government-regulated and supervised to a market-

regulated and supervised. This represents a return to a financial
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structures that was well established during the pre-193(0°s period:
a trend that was interrupted by the 1929 market crash, the Great
Depression of the 1930’s and World War 1. The present
environment is far different trom that period, i. e., the new
technology allows the generation of an enormous amount of
information and an almost instant exchange on a daily basis,
which is far different from the low technological environment of
the pre- 1930's. Nevertheless, the ditferences in environments can
not replace the need for caution.

We now know that a government-regulated financial system
can be stable and sound. but can become unprofitable and
inetticient. What remains to be seen is if there could be a new
market-regulated financial system thatis protitable, etficient,
stable, and sound to survive in the 1990's and beyond. The market
crash of October 1987, along with the tollowing mini-crashes have
certainly signified the degree of the ditficulties associated with

such a task.
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