wma

TR TR P SN A AT B A A N A 1 N S IR TR IR W T R T P T R

TR "

When Regulation Was Too
Successful—The Sixth
Decade of Deposit Insurance

A History of the Troubles of the
U.S. Banking Industry in the 1980s
and Early 1990s

DAVID S. HOLLAND

19938

PMEI ,\/ GER Westport, Connecticut
London




Contents

Preface

Introduction

1

8

9

Excess Capacity

A Turbulent Tune

A Cnisis and a Shakeout An Overview

Too Big To Fail Sound Bite in Search of a Policy
Texans Do It Bigger

FIRREA, aud the FDIC as Top Dog

The Troubles Peak

FDICIA and Its Aftermath

An Assessment

Appendices

The Texas Banking Crash Fate of the Ten Largest Organizations

The Thrift Industry in Crisis

The Banking Industry n Trouble
Interest Rates and Inflation (%)
Mayor Banking Laws, 1980-1996

Selected Bibliography

Index

13
23
37
53
69
87
101
119
127
128
129
130
131
137

139



X Preface

Fmally, a disclaumer Dunng the preparation of this book, I was on the staff of
the Federal Deposit Insurance Corporation (FDIC) The mterpretations, opinzons,
and views herem, however, were developed in my capacity as a mere taxpayer and
should most certanly not be construed as those of the FDIC or any of its divisions
or offices

Introduction

In 1983, the Federal Deposit Insurance Corporation proudly celebrated its 50th
buthday The occasion was marked by the publication of a hustory of the deposit
wsurer’s first half-century The Federal Deposit Insurance Corporation The First
Fifty Years Although low-key, the work was largely laudatory, leaving the reader
with an mmpression of an agency characterized by quiet competence and possessed
of the confidence that comes from successfully meeting difficult challenges over a
long penod of ime

Concerning the future, the FDIC acknowledged growmng nisk and instabihity
the banking system but predicted that the adequacy of the insurance fund and its
historical relationshp to the level of deposits would contmue The net worth of the
msurance fund was then m excess of $15 billion, and the ratio of the fund to m-
sured deposits was 1 22 percent The ratio had never been below 1 percent

Eight years later, at year-end 1991, the bank msurance fund stood at a red-mk
nadir of a negative $7 billior From year-end 1983 to year-end 1992, 1,394 banks
falled, more than twice the 673 banks that had falled mn the first 50 years of the
FDIC’s existence Also between 1983 and 1992, the number of commercial banks
fell more than 20 percent, from 14,469 msttutions at year-eud 1983 to 11,462
wstitutions at year-end 1992 The decline has continued at year-end 1997, the
number of commercial banks was 9,143, a dechine of 37 percent sice 1983

What happened?

This work attempts to answer that question The study 1s an examunation of the
banking mndustry’s troubles of the 1980s and carly 1990s, troubles that at times
approached the level of a cnisis Unlike the more infamous savings and loan crisis,
however, the banking troubles did not result in the decimation of an mdustry or a
massive taxpayer bailout The banking mdustry survived, and indeed today seems
healthy and very much a central, fundamental component of the US financial
system Nevertheless, some of the lessons that a study of the troubles could pro-
vide may not have been fully accepted The imtal government responses to the
shakeout were domunated by those who believed that detailed control, regulation
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and supervision are the answer Yet the underlymg causes of the bankmg
difficuities of the 1980s and early 1990s may well have been many decades of too
much control, regulation, and supervision, and pot enough reliance on market
torces If this contention 1s correct but is not the basis for legislative and regulatory
oversight of the industry, banking’s apparent recovery from the difficulties may not
be as complete as 1t appears to have been, or long-lasting Continued unwise public
policies regarding the banking ndustry could produce, at some powmt n the years or
decades abead, another peniod of turmoil and another flutation with the federal
treasury

Government policies and actions are the primary focus of this look at the
banhing troubles of the 1980s and early 1990s The banking industry is a private
sector mdustry and responds to many of the dynamics of the free market. But the
mdustry was and 1s one of the most regulated segments of the economy
Government plays a role that 1s much more activist and central than 1s the case with
the vast majonty of other industries A private sector focus for a history of the
period 1s not impossible, but this present effort will concentrate on public
policies—the activitics of the Congress and government agencies

The FDIC, the federal deposit wnsurance agency created mn the depths of the
Great Depression, was at the center of the efforts to deal with the banking troubles
of the 1980s and carly 1990s Thus thus study of those troubles 1s also a review of
the FDIC’s sixth, and most turbulent, decade of existence A focus on the FDIC 1s
further approprate because deposit msurance, the agency’s reason for bemg, had a
causal role m the banking troubles Deposit insurance was a major contributor to
banking mdustry stability from the mid—1930s to the late 1970s But as descnbed
m Chapter 1, the deposit msurance system also slowly germinated the seeds from
which sprouted the difficulties of the 1980s

Because what happened to and with the banking mdustry and the New Deal
deposit msurer were reflections of trends and events in larger arenas, the study
begins with an extended look at banking mdustry history and at the changing
environment within which the FDIC and the other federal regulators operated
Although the banking industry 1s the primary focus of attention, pertinent matters
concerning the remainder of the depository mstitutions industry, and concermng the
financial wdustry mn general, are also covered The background material is pre-
sented wn two chapters In Chapter 1, an excess capacity mterpretation of banking
mdustry history 1s advanced The argument 1s that what happened m the FDIC’s
sixth decade was m large part a consequence of a shakeout of industry excess
capacity bult up over a peniod stretching back to the nation’s earhiest days Chapter
2 1s an overview of the financially turbulent 1980s and the buildup to the decade

After this look at the big picture, the focus tumns to the banking industry’s
troubles Chapter 3 broadly summarnizes those troubles and therr more notonous
compamon, the savings and loan (S&L) cnsis The subsequent chapters consider
the banking troubles n greater detail, concentrating on several topics too big to
fail, the Texas experience, Congress’s eventual acceptance that a crisis mdeed
existed 1 the S&L ndustry and the effects this acceptance had on banking and its
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regulation, the peaking of the banking problems m 1990 and 1991, and the
mdustry’s extraordinary recovery

Finally, the government’s actions duning the banking troubles are assessed, and
several observations on the future arc offered The government record contans
both successes and farlures Unfortunately, the characterization of “successes” and
“farhwes” 15 not a value-free effort, and the values or standards that one brings to
the determmnation are not the subject of universal agreement The basic question of
how to view the survival of the banking industry and its recovery in the 1990s
provides an example of the mterpretation problem Were the ndustry’s survival
and recovery a vindication of the existing regulatory structure, or did they amount
to a near muss for a senowsly flawed system? That question and subsidiary matters
will be addressed, although defimtive answers remain elusive

The FDIC has pubhished its own, official study of its decade of testing As a
detailed review of the decade, the study 1s commendable The defail, however, can
obscure several pomts First, the study gives only passing attention to the de-
ficiencies m bankmg mdustry structure that had developed as a result of many
decades of close goverument control These deficiencies provided the fertile
ground from which sprang the troubles of depository institutions Second, the
FDIC’s study acknowledges only obliquely the political battles that the troubles
generated as Congress, the admumstration of the moment, independent agencies,
and the many mteresied paries attempted to come to grips with what was
occurring  Legislative solutions were not the products of a logical, rational process
m which consensus was reached after the enlightened give-and-take of informed
debate Perhaps the FDIC’s status as a government agency prevented 1t from
describing 1 depth the reahity of vehement disagrecments, unmutigated self-
interest, messy compromuses, and sometimes meffectual and sometimes excessive
outcomes that constitute the legislative process Fmally, the FDIC’s study spends
considerable time on the techmques of bank supervision Although important at
one level, this topic can easily be accorded too much responsibility for the troubles
of the decade Would near-perfect supervision have prevented what transpired? No
more than the near-perfect sand castle can withstand the ocean’s waves

THE COMPLEXITY OF REGULATION

The banking mndustry 1s not only one of the most pervasively regulated sectors of
the economy, 1t 15 also subject to one of government’s more complex regulatory
schemes A reader unfamihar with that scheme mught benefit from a bnef—very
brief—prmer

Banks are one of two types of mstituttons commonly referred 1o as depository
mstitutions The second type of depository msttution 1s today called the savings
association Prior to legislation enacted mn 1989—the Financial Institutions Re-
form, Recovery, and Enforcement Act (FIRREA)—the term most often apphed to
this second type of depository mstitution was “savings and loan association ”
Savings associations are also called thnfts The use of “thnft” can sometunes be
confusing, however, because the term can also encompass savings banks, one of
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two sub-categonies of banks, the other and far larger subcategory being commercial
banks In many ways, credit umons—another type of mstitution—resembie banks
and more especially savings associations, but credit umons are usually not mcluded
within the defimtion of depository mstitutions

Three federal regulators share responsibility for banks The Office of the Comp-
troller of the Currency (OCC), established mn 1864, regulates national banks, which
arc generally the larger banks The OCC 1s an agency wn the Department of the
Treasury The mdependent Federal Reserve Board, estabhished i 1913, regulates
state-chartered banks that are members of the Federal Reserve System The
Federal Reserve also regulates compamies that own banks These companies are
called bank holding compames Bank and bauk holding company regnlation 1s not
the principal function of the Federal Reserve Board The principal function 1s the
formplation and mmplementation of monetary policy The independent Federal
Deposit Insurance Corporation, estabhished 1 1933, insures deposits, currently for
up to $100,000, m practically all banks and savings associations The FDIC also
regulates state-chartered banks that are not members of the Federal Reserve
System Because a banking orgamization organized m a holding company structure
1s regulated at both the bank level and the holding company level, it may have
direct contact with more than one of the federal banking regulators The holding
company is under the supervision of the Federal Reserve, but the subsidiary bank
or banks may be regulated by the OCC, the Federal Reserve, or the FDIC

Savings associatiens are regulated by the Office of Thnft Supervision (OTS),
which like the OCC 1s an agency m the Treasury Department Prior to the
enactment of FIRREA i 1989, the federal regulator of the S&L. industry was the
mdependent Federal Home Loan Baok Board, and the federal msurer for S&L
deposits was 1ts subsidiary, the Federal Savings and Loan Insurance Corporation

Further complicating tus regulatory structure 1s the fact that state-chartered
banks and thnfts are also regulated by state regulators

Excess Capacity

The troubles of the banking mdustry and the FDIC m the 1980s did not emerge
from a void The foundations had been laid over many decades Indeed, what hap-
pened to the bank and thaft mdustnes during the 1980s was a consequence of
events, decisions, and developments that reached back to the nation’s founding
The events, decisions, and developments produced a depository institutions
mdustry that was, as the 1970s ended, npe for extensive consohdation In the
language of economusts, the depository mstitutions industry had become burdened
with excess capacity Iu the language of common folk, there were just too darn
many bapks and thnfis

Three topics summanze the events, decisions, and developments that over the
almost two centuries of the nation’s existence led to excess capacity m the
depository mnsttutions ndustry geographic restramts, product hinutations, and
deposit nsurance

GEOGRAPHIC RESTRAINTS

The geographic restramts had the longest hneage They arose from the federal
nature of the Umted States Under a federal system, power 1s divided between the
national and state governments One of the motvations that led to the Con-
stitutional Convention n 1787 was dissatisfaction with the unpediments the newly
mdependent states were able to impose to mferstate and foreign commerce under
the Artcles of Confederation Although the Constitution created a relatively strong
national government and chmmated many of the state mmpediments to commerce,
the states retamed much power over economic activity

One source of state power was the ability to hcense or charter busmess
enterpnises With the exceptions of the first, 1791-1811, and second, 1816-1836,
Bank of the United States, banks were among those business enterpnises that
required state peruussion {o function And agan with the exceptions of the two
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15 Federal Reserve Bank of New York, Studies on Excess Capacity m the Fmancial
Sector (June 1993)

16  The relationship between a reduction n the proportion of household assets entrusted
to the banking mdustry and excess capacity may not be readily apparent Would not a reduction
1n the raw matenal of banking—deposits-——automatically produce a shnnkage m the mdustry?
Probably so over the long term For the short term, however, the mfrastructure—personnet and
facilities—to support the intermedsation of a certan proportion of household assets 1s perhaps
not so easily shed

A Turbulent Time

What social and cultural turbulence were to the 1960s, financial turbulence was to
the 1980s In the world of money, the decade was a volatile, exuberant period, and
deposttory mstitutions—banks and savings and loans—partook of their fair share
of the good life and suffered their fair share of the upheavals This chapter details
the buildup to the 1980s and suggests several broad themes that charactenze the
decade In the next chapter, the focus 1s narrowed to depository mstitutions 1 the
1980s

THE BUILDUP

A snapshot at any point 1o tune 1s really a picture of the cumulative results of all
that has gone before The connections between some present conditions and past
situations are readily discernable In other wstances, the cause and effect relation-~
ships are much fess clear But 1n all cases, the present cannot properly be consid-
ered m tsolation from the past Regarding depository mstitutions, one unportant
legacy of the past was discussed m the first chapter—excess capacity In thas sec-
tion of Chapter 2, the years leading up to the 1980s are constdered 1 more deta)
Trends and events of these years helped produce the turmol that followed

World War 11 1s often a starting point for hustories of the recent past, mcluding
the recent financial and economic past The war ended with a well-defined situa-
tion an economucally supreme Umnited States, the remainder of the mdustnal world
in extremis, and the potential of the nomndustrniahized world apparent to only a few
Although 1t was not the mtent, the Bretton Woods Conference of 1944 had mphe-
itly anomated the U'S dollar as the lynchpin of the mtcrnational financial order, an
anomtment that worked because it comported with economic reahity

The world has never been static, however, and the balance of financial and eco-
nomic power was bound to undergo movement as the years passed These changes
i the mternational environment both brought about and were effected by changes
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m the U S domestic economy Parenthetically, it 1s worth noting that the existence
of the relationshups between the international economic environment and the U S
domestic economy was not accepted by many Americans. Indeed, a far number of
the citizens of the Umited States stull refuse today to accept the fact that the U S
economy is a part of the larger world economy

One significant change was the mevitable economic recovery of Western Eu-
rope—particularly Germany—and Japan With educated, tramed, productive popu-
lations, at least a modicum of behef m the decisions of the marketplace, access to
raw materials, and the jumpstart of U S financial aid, the prewar mdustnahized
nations had nowhere to go but up And because so much of their wfrastructure had
been destroyed, the upward journey was afso a modemmzation voyage A result was
that by the 1960s the U S hegemony was being challenged International flows of
goods, services, and funds were taking new paths, creating consternation and caus-
ing disruptions among those accustomed to the old routes

The paramount position of the U S dollar was one victim of the changing eco-
nomic relationships As the economies of other countries surged relative to the
economy of the United States, the belief in the dollar as the stable foundation of the
nternational financial system faded Overseas holders of dollars wornied about po-
tential losses 1 the value of their holdings Ups and downs mn the U S economy
caused ripples m the wternational money markets Penodic cnises of confidence
the dollar led to much jetting across the oceans and numerous wternational confer-
ences and meetmgs, which occasionally produced agrecmuents purporting to solve
the percerved problem of the moment The solutions, however, tumed out to be no
more than temporary

One set of contributors to the dollar’s problems was loose monetary and fiscal
policies in the Umited States dunng the md— and late—-1960s as the nation tned to
fund both the Victnam War and a massive growth m social welfare programs with-
out mcurmng any financial hardships, such as mcreased taxes The loose monetary
and fiscal policies started an mflationary spiral that was to be an important precipi-
tant of the depository mstitution problems of the 1980s

In the early 1970s, the decliming fortunes of the dollar finally produced the de-
mise of the dollar-based fixed-exchange rate system that had evolved from the
Bretton Woods Conference of 1944 The fixed-exchange rate system was replaced
by a modified floating exchange rate system in which the major currencies were
allowed to fluctuate agamnst one another Ome consequence was an €nonmous
growth n currency trading and related activities m the banking wdustry Thus
growth m turn helped foster a general environment of change and nnovation

Another conscquence was the removal of a possible restrant on the nflationary
spiral that was getting under way Inflahon under a fixed-rate regume often quickly
leads to pressure on a currency that in turn spurs the government to adopt non-in-
flationary policies Under a flexible-rate regune, on the other hand, depreciation of
the currency can preclude, or at least postpone, the need to bite the bullet with tight
monetary and fiscal policies A government 1s ofien willing to tolerate currency
depreciation as the lesser of two evils

In 1973, the ncipient flationary spiral received a king-size boost The oil-ex-
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porting countries, operating through their cartel the Orgamization of Petroleum Ex-
porting Countries (OPEC), imposed a fourfold mcrease m the pnce of oil Addi-
tional ncreases followed as the decade progressed The mcrease m the price of a
basic commodity caused ar upward ratcheting of prices throughout the economy
Inflation and mnterest rates reflected the chmb

For example, the largest annual mcrease m the consumer price mdex (CPI)
the 1960s had been 5 5 percent wn 1969 During 1974, the first full year after the
mital oil-price boost, the CPI rose 11 percent The annual increase fell to 5 8 per-
cent m 1976 but returned to double digits by the end of the decade For 1979,
1980, and 1981, the CPI increases were 11 3 percent, 13 5 percent, and 10 3 per-
cent, respectively

Regarding mnterest rates, the annual rate on new issues of three-month U S
Treasury secunities reached 10 0 percent m 1979, 1ts first ever foray mto double
digits The yield on new-home mortgages went from 7 7 percent iz 1971 to 10 8
percent m 1979, 14 7 percent 1 1981, and 15 1 percent in 1982 The pnime rate
charged by banks lut 18 9 percent n 1981, in 1971 1t had been 5 7 percent 2

In October 1979, the increasmg mflation and nterest rates spurred Panl Volc-
ker’s Federal Reserve Board to abandon the direct targeting of interest rates The
new prumary target was the moncy supply The theory was that over the long term
a slow steady growth mn the money supply would result m only modest levels of
mflation The long term, however, would take time to amve Meanwhile, mterest
and meflation rates contmued chmbing

As the economic environment was undergomg these profound changes, technol-
ogy was adding its bit of uncertamty to the financial arena Computers and comput-
enized communications were makmg credit, market, and product mformation more
accessible The delivery of financial services was becoming Jess dependent on cus-
fomer or mstitution location Technology was contributing to the assault on the
competiiive barners—the geographic and product restramts discussed m Chapter |
—that had-long protected the franchises of banks and S&Ls

Thus the 1970s were years of mcreasmg volatihity m the banking world The
miernational financial order was rapidly changing Intcrest rates, at the tume the
major determunant of revenues and expenses for depository mstitutions—and still a
principal factor today—were entering uncharted terntory The onrush of the mfor-
mation age was altering how financial products and services were developed and
delivered These comfortable with the way bankmg had been done for decades
were becoming uneasy, at least those prescient enough to realize that the founda-
tions of their world were crumbhing Those with an entreprencunal bent were ea-
gerly analyzing the changing landscape for potentially profitable opportumitics

By the end of the decade, the changmg world had produced sigmificant wroads 1n
the traditional franchuses of depository mstitutions On the asset side—the lending
stdo—of the balance sheet, banks encountered increased competition from finance
compamzes, the commercial paper market, and foreign sources of funds The statis-
tics do ot fully reflect the extent of the competition For example, between 1970
and 1980, bank loans as a percentage of the total habilities of corporate businesses
decied only a little over two percentage pouts, from 18 8 percent to 16 7 percent.
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The finance company share of the corporate busmess market mcreased from 1 98
percent to 3 22 percent, the commercial paper market share from 1 30 percent to
204 percent, and the foreign direct investment share from 2 02 percent to 8 01
percent *

What the relatively small dechne 1n the bank share of the corporate lending mar-
ket masks 1s that the bankmg mdustry’s competitors were making a good propor-
tion of their gams n the quahty end of the market Only the soundest corporations
could 1ssue commercial paper, for example Thus the mcreased competition ca-
countered by banks during the decade was very noticeable because it was for their
best customers

On the habilities side—the deposit-taking side—of the balance sheet, the mter-
play between the high mterest rates and the interest rate ceiings on banks and
S&Ls produced a new competitor almost from scratch That competitor was the
money market mutual fund mdustry

Interest rate ceillmgs were a legacy of the Great Depression In the early 1930s,
one popular explanation—smee substantially discredited—for the troubles was the
payment of excessive mterest on deposits As a result, the authority to promulgate
mtferest rate cetings for ime and savings deposits for banks was contamed n the
Banking Acts of 1933 and 1935 * It was three decades, however, before market
wmterest rates began bumpmng up agamnst the cedmgs In 1957, in response to m-
creased busimness loan demand, increased competition for funds, and nismg rates,
the wmterest rate celings were raised for the first tme Four more increases came m
the early 1960s

In 1966, the ceilings were expanded to mclude S&Ls, which were having trou-
ble competmng with banks for funds 1 the gradually more volatile mterest rate en-
vironment Because the essence of their busmess was the funding of long-range
assets with short term habihities, S&Ls were not as able as banks to move quickly
to higher rates Indeed, lugher rates were a real threat to S&L profitability The
mterest income from the long-range assets rose much more slowly than the mterest
expense on the short ferm deposits Congress nstructed the banking agencies and
the S&L regulator, the Federal Home Loan Bank Board, to coordinate thewr deci-
sions on celings In unplementmg the expanded ceillmgs structure, the regulators
established a differential for S&Ls The S&L ceihings were lugher than the bank
cetlngs, which was hoped would aid i keeping an adequate supply of funds flow-

g to the housmg markets

Market mterest rates continued to merease mn volatihty and to reach new heights
In 1966, 1969-70, 197374, and 197880, the ceillings prevented depository st
tutions from fully meeting the rates available elsewhere One of those “clsewheres”
was a new ammal, the money market mutual fund

Money market mutual funds, or mopey market funds (MMFs) for short, are mu-
tual funds that limit their mvestments to short term money market mstruments
Orniginated by secunties firms and mutual fund groups, MMFs were beyond the
reach of much banking mdustry legislation, including the laws aad regulations on
deposit mterest rate cellmgs Many MMFs could be redeemed by drafts, thus giv-
g them the appearance of wnterest-beanng checking accounts The first MMF ap-

o
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peared i 1972, and 50 were 1n existence by the end of 1977, but net assets were
less than $4 bidlion * The period of exponential growth commenced with the wter-
est rate upsurge that began m 1978 At the end of February 1980, 79 MMFs with
total assets m excess of $60 billion were n exastence

By the late 1970s, competition from the MMFs was posing a sigmficant threat
to the banking and S&L mndustrnies High interest rates seemed to have become
firmly entrenched The interest rate cetings prevented banks and S&Ls from meet-
mg the mterest rates of the marketplace With much reluctance, Congress re-
sponded to the situation by providing for the phasmg out of the wmterest rate ceil-
mgs The law was the Depository Institutions Deregulation and Monetary Control
Act of 1980. Although myopically opposed by a sizeable number of bank and, es-
pecially, S&L mdustry executives, the mterest rate celing phaseout was almost a
necessity for the industnes’ continued existence The nutty-gritty of the matter was
that depository msttutions were subject 1o cost controls whale their growmng num-
ber of competitors were not, an untenable state of affairs for long term survival

Nevertheless, although almost a necessity, the phasing out of mterest rate ceil-
mgs was a traumatic move The previously slow wrenching of the depository st~
tutions ndustry from its sedate past was sigmficantly accelerated Bank and S&L
executives who had long abided by the 9-3-3 rule—mto the office at 9 m the
mormng, three hours for lunch, on the golf course by 3 m the afternoon—were
finding themselves more and more challenged Product and service decisions that
had mn years gone by been made by government decree were becoming the respon-
sibility of private sector individuals Some of them did not want the mcreased un-
certamnty Others did not ound the uncertanty but, as events of the decade were to
show, lacked the judgment and restramnt to make wise choices on a consistent basis

The Depository Institutions Deregulation and Monetary Control Act of 1980
contamed other provisions mn addition to those phasing out mterest rate cedings
One of the most mingung, as least as much for 1ts symbolic value as for its prov-
able direct comsequences, was the raismg of the deposit msurance it from
$40,000 to $100,000.

Regarding direct consequences, probably the most notable was the umpetus the
action gave to the growth of brokered deposits These arc deposits that are gathered
for or directed to banks or S&Ls by muddlemen, or deposit-brokers Brokered
deposits became a big business m the 1980s, a busmess that had some detrimental
results A number of banks and S&1s desirous of fast growth turned to brokered
deposits to provide funds for their lending activities The brokered deposits were
often attracted by ugher-than-average mterest rates, a condition that the gradual
ehmmation of the mterest rate cedlings eventwally made possible but that was
jump-started by the raismng of the deposit wsurance lumt More than a few
nstitutions that pursued the brokered deposits route to glory became casualtics
the years ahead

The connection between the raising of the wsurance imat to $100,000 and the
growth of brokered deposits fay principally m the fact that the mterest rate ceilings
did not apply to deposits of $100,000 or larger The ceilings on deposits of
$100,000 and above had been removed 1n 1970 to help stem the outflow of funds
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from large banks at the time of the Penn Central raiiroad cnsis Thus the raismg of
the msurance hmut to $100,000 meant that the government guarantee of deposits
had been expanded to a group of deposits not subject to mterest rate celings Al-
most unmediately, entreprenenrs began bringing together packages of msurable
deposits not subject to interest rate cetlings and mstitutions seeking funds °
Also a factor, although a difficult one to quantify, m the connection between the
raising of the nsurance hmit and the growth of brokered deposits was the handy
nature of the $100,000 figure A certificate of deposit of $100,000 had an easy
marketability Moreover, larger blocks of funds could be readdy broken down mto
$100,000 blocks Even the most mathematically impaired financtal mdustry gnome
could work with the mce round amount of $100,000
But 1t 1s as a symbol, as evidence of a pervasive attitude, that the raismg of the
insurance lumit is probably most wstructive The action was taken with very little
debate and 1 part as a sop to those S&L mdustry executives who were opposed to
the removal of mterest rate ceilings The nonanalytical manner i which the legal
responsibility of the federal deposit insurance funds was more than doubled shows
how cavaherly deposit msurance had come to be viewed Forty years of practically
no problems had lulled Congress, the regulators, and the mdustry mnto accepting
deposit msurance as a free lunch The benefits of deposit msurance scemed obvi-
ous, the principal one being a seemingly stable banking system The costs, particu-
larly a stagnating ndustry burdened with excess capacity and reluctant to change,
were not so apparent
Thus the bank and S&L industries entered the 1980s open to troubie The world
economic order had been changing The volatility of economic hife had long been
on the mcrease As a result of geographic and product lunitations, the U § deposi-
tory mstitutions ndustry was, m companson to the wdustry m other nations, un-
concentrated and segmented Thousands of mstimtions existed 1 semiprotected
geographic markets, enjoymg only mnumal competition from mnstitutions with sum-
tlar charters The activities restrictions hindered mnovation regarding products and
services Meanwhile, nondepository mstitutions not constramned by the pervasive
geographical and product umitations were unpmging more and more on the tradi-
tional businesses of banks and S&Ls In short, the stability of the New Deal-era
financial system was eroding, perceptibly m some ways, imperceptibly m others
Interest rate cetings, a major support of the depository mstitutions mdustry, had
become no longer tenable and had been ordered ehmunated The fun was about to
begin
THE 1980s
The economic and financial listory of the 1980s defies easy characterization
For one tlung. the decade abounded m contradictions Amid widespread prospenty,
sectors of the economy suffered significant downturns Amud six-figure salaries on
Wall Street for newly munted masters of busimess admmstration (MBAs), home-
lessness became a national 1ssue Amud a pervasive fear of inflation, financial strat-
egies based on high and volatle mterest rates produced enormous profits Amud
much concern about the detrimental effects of negative trade balances and federal
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budget deficits, gross domestic product enjoyed one of the longest contnuous re-
corded nses mn the nation’s hustory Amid cries of American econome stagnation, a
pertod of almost unparalleled corporate restructurmg took place

Chronologically, the decade began with a shde wto recession, which stretched
16 months from July 1981 to November 1982 Then followed the aforementioned
Jengthy, sustained economic expansion, an expansion so wunpressive that articles
suggesting the demise of the busmess cycle began appearimg The business cycle,
however, proved to be mercly dormant, and the decade closed 1n a shde toward
another recession, which arnived 1n July 1990 and lasted to March 1991

Ideologically, the decade saw a resurgence of free market capitahsm Ronald
Reagan was clected president n 1980 on a platform that mn the domestic arena
pledged fo get the government off the peoples’ collective back Many of the
economic and social programs descended from Frankln Roosevelt’s New Deal and
Lyndon Johnson’s Great Society were percerved as unnecessary, mdeed as
hindrances to progress The tax structure was viewed as onerous, a discourager of
mitiative and a zapper of the entreprencurnial spint The Reagan admnistration was
remarkably successful n the degree to which it carned out its program Under the
rubnic of “Deregulation,” considerable reduction and simphfication took place m
many areas of federal regulation, mcluding the banking arca And taxes were
reduced, particularly for upper mcome taxpayers As the decade proceeded, both
dercgulation and tax reduction were to have numerouns and vaned consequences,
some foreseen, some unforeseen

Morally, etlucally, the decade certawly did not see a resurgence of much that
was exemplary Indeed, some would argue that the period was a padir of sorts
Greed and oslentatious consumption were the order of the day for a sizeable
segment of the population Wall Street expenenced a series of hughly publicized
msider trading scandals and secunties laws violations The tenor of the times was
captured 1 Tom Wolfe's novel, Bonfire of the Vanities, m which the protagomst, a
Wall Street trader, considers hiumself to be a “master of the universe ” Mam street
was not immune to the stampede wn search of wealth In fact, a goodly proportion
of the problems m the thrft and banking mdustries during the decade conld be
traced 1o the first mstance to a certaw moral laxity m the hmterlands Bank and
thrift directors and officers m a sumber of mstitutions were guilty of a vanety of
conflict of interest and scif-dealing transgresstons, some amountng to illegahties
some just unseemly No befter example of the prevailing attitudes can be foumi
than that provided by the president, who was elected 1 1992, and hus spouse The
favontisin that they received in therr real estate transactions and that she received
1 her commodities tradmg may not have amounted to violations of the faw, but i
did mdicate a rather cavalier attitude regarding the ethics of associating public
position with actvities for private gan

A central feature of the 1980s was debt Between the mid-1950s and 1982. the
ratio of domestic nonfinancial debt to nomunal gross domestic product (GDP)’had
stayed within a relatively narrow band, averagng about 135 percent In 1983
however, the ratio commenced a rapid r1se, reaching almost 200 percent by the emi
of the decade ” Government. busimesses, and households all participated m the debt
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binge In the decade ending 1 1992, federal government debt held by the public
more than tnpled, reaching $3 1 trillion For the corporate sector, the debt-to-assets
ratio reached a post-World War I record m 1990 of 32 percent ® The primary rea-
sons for the mcrease m corporate sector debt were debt-financed acquisitions and
stock repurchases A term, “junk bonds,” came wmto common uvsage to describe
less-than-mvestment-grade debt mstruments whose purpose was largely to finance
corporate acquisitions and restructurings  For households, total debt of the house-
hold sector as a percentage of disposable personal mcome mcreased from 71 per-
cent to 90 percent between 1980 and 1990.° Much of the increase was due to a nise
m residential mortgages—during the peniod 198189, the ratio of mortgage debt to
home values rose from 36 percent to 50 percent **

The debt bmge led to a general increase m the burden of servicing debts For
example, the ratio of mterest cost to cash flow for nonfinancial corporations
reached a post-World War 11 lngh of 25 percent n 1991 " The greater servicing
burden contributed 1n turn to more downgradings of corporate debt, lugher default
rates on corporate bonds, and mncreases m busmess falures It also depressed
corporate profits Whether measured relative to gross domestic product or
corporate net worth, corporate profits m the 1980s were below the levels of the
1970s 1> In the household sector, the ratio of debt service to disposable personal
wcome rose from less than 15 percent mn 1982 to over 19 percent i 1989 ¥
Delinquency rates on mortgage loaus and on consumer credit categones such as
auto and credit card loans spiraled upward Mortgage foreclosures rose steadily
over the decade, and personal bankruptcies shot up after 1985

What caused the mcrease m debt? The tax deductibility of mterest expense was
certawnly a factor As mflation pulled mterest rates higher m the 1970s and early
1980s, the fact that mterest could be deducted in calculating taxes seemed actually
to engender a sense of wealth on the part of some debtors Theoretictans m finance
gave respectability to the phenomenon by purporung to be able to calculate what a
firm’s optmum level of debt was Debt has always been recogmzed as an
mgredient of growth, but m the 1980s, debt’s importance to growth came to be
considered ovemnding Indeed, individuals and businesses that shunned debt were
locked upon with condescending pity

The credit strams produced by the ligher levels of debt and the greater debt
servicing burdens found ther way back to the providers of funds, mcluding banks
and S&Ls The effects of debt were not the sole immediate cause of the difficulties
depository mshtubons encountered m the 1980s, but they were certamfy a major
contributor to those difficulties
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A Crisis and a Shakeout: An Overview

As the 1970s gave way to the 1980s, the banking mdustry was nipe for change
Discerned by only a few, excess capacity provided the background Interest
rates—both the cost of the mdustry’s major raw matenal and the price of its major
products—were behaving m unaccustomed fashion New aggressive competitors,
aided and 1 some cases created by the computer-based revolution m com-
mumecations and information processing, were appcarmg on the scene Financial
experimentation and risk-taking were corng to be held m ugh regard

For the banking mdustry, the result of this volatile mix was a shakeout of size-
able proportions Banks’ partners in the depository mstitutions mdustry—saviags
and [oan associations—were subject to the same structural and environmental
factors The mmpact on the S&L mdustry was more than a shakeout, however it
was a full-blown crisis This chapter 15 an overview of the S&L crisis and banking
troubles Subsequent chapters examine the banking troubles, or shakeout, in
greater detail

The lghlights of the S&L cnsis and the banking troubles are as follows

* Duc to decades of geographic restramts, product hmtations, and an overly protective
deposit msurance system, the banking and S&L mdustnes, and the financial mdustry of
which they were a part entered the 1980s burdened with excess capacity

¢ The tugh and volatile interest rates in the late 1970s and early 1980s undermmed the long-
exasting approach to profitability i savings and loans associations, whach was borrow for
short terms at low rates, lend for longer terms at hugher rates

+ In the 1970s and into the 1980s, both banks and S&Ls expenenced increasng levels of
competition from other sectors of the financial world Because of the long-standing
geographic and product restnctions, banks and S&Ls were constramed 1n their ablity to
respond

* To aud the S&L ndustry, Congress and federal and state regulatory authonties in the early
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1980s relaxed restrictions on actvities S&Ls’ enthusiastic embrace of the new powers
was not constramed by adequate supervisory oversight

* The S&L mdustry suffered massive losses and eventually required a huge taxpayer bail-

out The federal regulator and the federal insurer of S&Ls—the Federal Home Loan Bank

Board (FHLBB) and the Federal Savings and Loan Insurance Corporation (FSLIC)—were

legislated out of exastence The FHLBB was replaced by the Office of Thnft Supervision

The msurance function was given to the FDIC

As the S&L industry was expenencing its explosive expansion and implostve contracton,

the banking industry and its regulators were hut by a rolling senes of difficulties Troubles

1 less-developed countnies and m the energy, agnculture, and real estate sectors of the

US economy all had negative impacts on the health and profitability of banks

The real estate—related difficulties were the most widespread The difficulties began m

Texas and the Southwest and spread to the Northeast, the Southeast, and finally the West

Coast

The banking industry’s difficulties severely tested the FDIC and the bank deposit mnsur-

ance system Congress responded by sigmficantly buttressing the bank supervisory system

and by providing taxpayer backing for the Bank Insurance Fund.

Largely mn response to marketplace changes and until 1994 largely at the state level, mter-

state banking restnictions were relaxed Thus relaxation contnbuted to a consohdation trend

m which the numbers of bank and thnft orgamzations dechned

« Congress’s cfforts between 1980 and 1991 to deal with the turmoil m the depository msti-
futions industry resulted mn five major laws, cach a reaction to the perceived difficuluies of
the moment and each pushing the regulation of depository mstitutions 1 sigmficant new
directions The five laws were the Depository Institutions Deregulahon and Monectary
Control Act of 1980 (DIDMCA), the Gam-St German Act of 1982, the Competitive
Equalhty Banking Act of 1987 (CEBA), the Fmancial Institutions Reform, Recovery, and
Enforcement Act of 1989 (FIRREA), and the Federal Deposit Insurance Corporahon Im-
provement Act of 1991 (FDICIA)

The remamnder of the chapter expands upon this summary The S&L cnisis 1s con-
sidered first Then an overview of the baoking troubles 1s presented

THE THRIFT INDUSTRY

The cnisis of the S&L wmdustry in the 1980s was a two-step affair The first step
was relatively straightforward, its immediate cause relatively easy to pinpomnt That
cause was high nterest rates The second step was significantly more complex and
eventually much more severe It concerned the sometunes contradictory responses
of the mdustry, the mndustry’s regulators, and Congress to those high mterest rates
and the vanous difficulties that ensued

As mstitutions whose principal'mode of operation was to fund long term loans
with short term deposits, savings and loans were detnmentally affected by the pro-
longed peniod of lugh nterest rates that occurred 1n the late 1970s and early 1980s
S&Ls sustamed losses by having to pay lgher rates on the short term deposits than
they were carning on the long term loans And the inierest rate caps then i exis-
tence made keepmg old depostts and acquinng new ones exceedmgly difficult In
1981, for example, the profits for the S&L ndusiry were a negative $4 6 billion,'
and FSLIC-msured mstituttons suffered net deposit withdrawals of $25 4 bilhon ?

Congress’s mitial answer to the problems created by the lugh nterest rates was

[T TE TV S

T

v~ TEREe (4

Al AR S L

[eadendl R - Sl

ARSI ¢

A Cnsis and a Shakeout 25

to provide for the phasing out of interest rate controls As noted m the preceding
chapter, this was done 1n the Depository Institutions Deregulation and Monetary
Control Act of 1980 The relaxation and eventual elmunation of the controls en-
abled both S&Ls and banks to stem the loss of deposits due to the mabihity to pay
market rates of mterest Paymng market rates of mterest, however, only exacerbated
the major difficulty facing a large proportion of S&Ls supporting low-rate long
term loans with hugh-rate short term habiliies

Removal of mterest rate cellings was only the first of a number of steps Congress
and the Federal Home Loan Bank Board—the federal regulator of S&Ls—took to
aid the S&L mdustry m overcommng the interest rate—caused threat to its viabality
and m mecting other difficulties nsing from changes 1n the financial marketplace
In total, the actions came to be referred to as the “deregulation” of the S&L indus-
try To generalize, the deregulatory steps beyond the removal of mterest rate ceil-
mgs consisted of (1) the relaxation of capital and accounting standards and (2) the
expansion of lending and mvestment powers * Of great significance, the mereased
flexibihity and freedom granted to S&Ls were not matched by mcreased supervi-
sory efforts or resources Indeed, a major cause of the subsequent troubles was -
adequate supervision

The relaxation of capital and accounting standards occurred 1 a variety of ways
One of the first major steps was the FHLBB’s reduction 1 1980 of the statutory
reserve requurement—one of several measures of S&L capital—from 5 percent to
4 percent of msured deposits The requirement was further reduced m 1982 to 3
percent In 1981, the FHLBB authorized S&Ls to defer and amortize losses on the
sale or other disposition of mortgage loans, mortgage-related securtties, and debt
securties Previously, such losses had to be recognized immediately Also m 1981,
the FHLBB permitted troubled mstututions to issue mcome capital certificates to
bolster their capital positions The certificates were purchased by the FSLIC with
etther cash or nterest-bearmng notes In the Garn-St Germam Act of 1982, Con-
gress apprepnated the income capital certificate concept by authorizing a net worth
certificate program for both banks and S&Ls The program unproved the financial
appearance of banks and S&Ls with low net worth by permutting the wmstitutions to
count promussory notes from the appropniate federal regulator as capital Among
the FHLBB'’s actions in 1982 was an mcrease from 10 to 40 years m the penod
during which goodwill i merger transactions could be amortized The effect was
to sigmficantly mcrease the reported, but not the real, mcome and capital of the
S&L mdustry

A retreat from the trend of standards relaxation began the following year, 1983,
but several mayor capital-diluting steps still lay ahead In 1985, the FSLIC began a
Management Consignment Program to reorganize and recapitalize troubled mstitu-
tions The recapitalizations were largely paper transactions, bemg accomplished
through the 1ssuance of capital certificates And m the Compentive Equality Bank-
g Act of 1987, Congress mstituted supervisory forbearance for “well-managed”
under capitalized S&Ls

Regarding the expansion of S&L lending and mvestment powers, the DIDMCA
m 1980 was an unportant carly step Among its other dercgulatory measures, that
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act (1) removed a geographic lumit on S&L lending, (2) allowed S&Ls to buy cor-
porate debt and commercial paper up to 20 percent of assets and to mvest up to 3
percent of assets m service corporations, and (3) expanded S&L authonty to make
acquisition, development, and construction (ADC) loans Meanwhile, several
states, notably California, Texas, and Flonda, were aggressively broadening the
powers of state-chartered mstitutions In 1980 and 1981, the FHLBB allowed
S&Ls to lend with loan-to-value ratios greater than 90 percent, to accept less than a
first lien on mortgage loans, and to hedge with financial futures In addition, S&L
service corporation powers were expanded In 1982, and on the habilities side of
the ledger, the FHLBB removed restrictions on brokered deposits Congress also
made significant liberahzing contributions m 1982, 1n the Gam-St Germain Act
Prohibitions or hmitations on nonresidential real estate lending, consumer lending,
commercial lending, and personal property leasing activitics were relaxed  These
many steps to expand the powers of S&Ls were not i themselves, and considered
mdividually, necessardly “bad ” Indeed, 1 view of the changes taking place m the
financial marketplace, some of them may have been unavoidable, even desirable
The liberalizing steps, however, were pot accompamed by adequate oversight
Many S&L executives reacted to the freer environment like small children turned
loose without parental oversight m the Halloween candy The unrestramed gorging
was unsurpnsing, and the unpleasant consequences were not unforeseeable

The resources and efforts of government supervisors were msufficient to halt a
rapid growth m imprudent Jendmg and mvestng Moreover, fraud and msider
abuse began surfacing with unsettling frequency Attempts by supervisors to
handle troubled wstitutions with a mummum mitial outlay of government funds
compounded the difficulnes Acquisitions of institutions were permutted m which
acquurers put httle or no capital at nsk Unhindered by erther government super-
vision or fear of losing their wmvestments, more than a few such acquirers treated
their acquisitions as spigots on the pipehnes of the nation’s financial flows

One further major mgredient interacted with the loosened caputal and accounting
standards, expanded lendng and mvestment powers, and madequate supervision to
produce the S&L debacle of the latier half of the 1980s That mgredient was an
exaggerated swing of the real estate cycle Real estate markets expanded rapidly
the early— and mid-1980s and contracted precipitonsly as the decade peared ifs
end A portion of the expansion and contraction was undoubtedly the natural
workings of the marketplace The pent-up demand that the hugh wterest rates of the
early 1980s had produced led to overbmlding, wihuch in turn caused retrenchment
Just as important mn the swing, however, were government actions and pohcies that
first encouraged and then discouraged flows of funds to real estate

For some time, the semigovernment mortgage agencies—the Federal National
Mortgage Association, the Government National Mortgage Association, and the
Federal Home Loan Mortgage Corporation—had been brmgmng forth, m
comunction with private scctor participants 1 the capital markets, a vanety of
mnovative mortgage packagmng techmques and products The mnovations widened
the circle of potential real estate mvestors

Congress contributed to the upswing n the real estate cycle by tax cuts 1 1981
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and through the Secondary Mortgage Market Enhancement Act m 1984 The 1981
tax cuts contamed accelerated depreciation provisions and mvestment tax credits
that made real estate mvestments extremely attractive The 1984 law reduced state
barners to mvestment in mortgage-related securities

But then, as many real estate sectors were probably gettuig ready to cool of therr
own accord, Congress madvertently accelerated the downturns with the Tax Re-
form Act of 1986 That law reduced depreciation benefits. restricted passive loss
deductions, and ehminated favorable treatment for capital gamns The reduction
the attractiveness of real estate as an mvestment was both substantial and abrupt
Over the next few years, real estate values 1n many areas dechined sigmficantly
Commercial propertics were particularly hard it S&Ls that had helped fuel the
speculative binges of the carly 1980s found themselves burdened with defaulting
borrowers and falling collateral values Although many of the post—-1986 S&L fail-
ures were undoubtedly already foreordaned, the Tax Reform Act of 1986, by sud-
denly altering the real estate mvestment climate, did the industry no favors

By the middle of the decade, S&L executives were making extensive use of the
mcreased powers they had been given by Congress, state legislatures, and the regu-
lators Between 1982 and 1985, mdustry assets grew 56 percent. from $686 billion
to $1,070 bilion * The share of the nonresidenhal mortgage loan market controlled
by S&Ls m 1980 was 11 percent By 1985, the S&L. proportion had nisen to 30
percent * Home mortgage loans—the traditional mamstay of S&Ls—fell from 67
percent of S&L assets m 1980 to 42 percent m 1985 ° Newcomers rushed to the
mdustry 133 new S&L charters were 1ssued m 1984, 173 the followng year ’

Also by mud-decade, signs of the commg disaster were surfacmg rapidly In
1978, the mortgage delinquency rate for Federal Savings and Loan Insurance Cor-
poration ( FSLIC)-nsured institutions had been under 1 5 percent In 1986, 1t was
5 percent ® S&L ndustry profits for 1986 were an anermic $131 milhon The previ-
ous year they had been $3 7 billion * By one count, 46 FSLIC-mnsured mstitutions
with assets totaling $12 billion failed mn 1986 *° At an estimated cost of $3 1 bil-
hop, these failures rendered the FSLIC fund msolvent '! In 1987, the S&L mdustry
suffered a loss of $7 8 billion '? Forty-seven mshtutions with assets of $11 billion
failed, at an estunated cost of $3 7 billion "

Reaction to the developing cnisis was wcreasing, but the taking of effective cor-
rective steps was severely hindered by a number of factors A general disbelief that
the problems were really as bad as they seemed was widespread The complexity
and esoteric nature of the difficulties discouraged examunation by the media A po-
htically powerful S&L mdustry lobby vehemently fought any reexammation of the
hberahzing moves of the early 1980s and even the smallest attempt at increased
supervision Involvement of both pohitical parties i mdustry problems—at the pol-
1cy as well as mdividual levels—discouraged congressional and Executive Branch
action, particularly during the 1986 and 1988 election years

Congress’s first effort to deal with the snowballing situation was tentative The
Competitive Equality Banking Act of 1987 authorized a $10 8 billion recapitaliza-
tion of the FSLIC and called tor supervisory forbearance for “weli-managed” un-
dercapitalized institutions The act did hittle to staunch the hemorrhaging that was
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taking place 1 the S&L industry, and the $10 8 billion was quickly perceived as
madequate In 1988, 205 S&Ls with assets of $100 balhion faded The estunated
cost of the failures was $31 2 bitlion ** The FSLIC reported a deficit of $75 til-
hop

Tentative was not how the next congressional effort could be characterized
Shortly after takung office 1n 1989, President George Bush sent a massive, complex
S&L mdustry restructurmg bl to Capitol Hill The resulting legislation was the Fi-
nancial lastitutions Reform, Recovery, and Enforcement Act (FIRREA) The
FHLBB and the FSLIC were abolished S&L mdustry oversight was moved to a
newly created agency m the Department of the Treasury, the Office of Thnft Su-
pervision (OTS) The FSLIC’s msurance functions were transferred to the FDIC
Responsibility for deahng with farled S&Ls was given to another newly created
organization, the Resolution Trust Corporation (RTC), which was to accomphish ts
task and go out of existence at year-end 1996 ¢

A few of FIRREA’s provisions—probably more than a few—went too far, thus
compounding the difficulties For example, S&Ls were requured to dispose quickly
of thewr yunk bond inventonies In complymg, some S&Ls sustammed what mght
have been unnecessary losses, and the already weakened junk bond market may
have received an additional unnecessary jolt

Tune, the exit from the mdustry of the worst performers, dechining nterest rates,
and human effort eventually alleviated the S&L cnisis, at a total estunated cost of
$160 bilhion, excluding mterest From 1989 to June 30, 1995, when its authonty to
close failed thnfts expired, the RTC resolved 747 mstitutions with aggregated as-
sets ot $402 ballion " Most of the stitutions were taken over in the first years of
the RTC’s enstence '* What remamned of the S&L mdustry—1,215 OTS-super-
vised mstitutions with assets of $777 billion at year-end 1997, dowa from 2,949
FSLIC-nsured mstitutions with assets of $1,351 billion at year-end 1988—slowly
returned to profitabilty In 1988 the profitability nadir, the S&L mdustry lost
$13 4 baillion The losses decreased i 1989 and 1990 to $6.2 hllion and $2 9 bl
hon, respectively The mdustry finally posted a positive net mcome of $1 8 billion
i 1991 The black mk continved m the years that followed Industry net income
for 1997 was $6 5 bilhon **

Over a period of little more than a decade, the thnft industry first was severely
threatened. then enjoyed enormous growth, then was virtually decimated, and fi-
nally emerged shrunken but profitable Notwithstanding the recovery, the future of
the mdustry as a separate, distnct ndustry 1s difficult to predict The return to prof-
stability has not stopped the shde in wmdustry size The oumber of thnfts has de-
clined each year since the OTS’s establishment in 1989 Aggregate assets declmed
mtially. reachmg $775 bilhon 1 1993, at year-end 1997. assets were $777 bil-
fion In the Deposit Insurance Funds Act of 1996, Congress mandated a merger of
the deposit wsurance funds for the bank and thnft wdustnes—the Bank Insurance
Fund and the Savings Association Insurance Fund—if no savings assoctations exist
on the date specified for the merger, January 1. 1999 The assumption is that the
savings association charter can be merged mto the bank charter by that ime The
thraft mdvstry still has a fair amount of political power, however In addition, the
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wndustry has a defender m a government agency, the OTS, that would go out of
bustness if its constituency ceased to exist Thus the legislated demise of the thnft
ndustry appears to be no sure thing

THE BANKING INDUSTRY
The difficulties that beset the banking mdustry 1n the 1980s and very early 1990s
differed mn several important respects from the problems of the S&L mdustry First
and foremost, the nise 1 mterest rates m the late 1970s and carly 1980s was much
less a problem for banks—at Icast commercial banks—than 1t was for S&Ls Al-
though commercial banks were subject to the wterest rate caps on deposits and
consequently expertenced some outflow of funds, they were not burdened with
large proportions of long term fixed-rate assets Commercial bank assets generally
had much shorter maturities than did the mortgage loans of the S&Ls Con-
sequently, commercial banks conld adjust upward the price of loans and other as-
sets as the cost of funds—the rates paid on deposits—rose 1 response to market
forces
An exception to the generalization of the effects of nterest rate nses on banks
concerned a subset of the species—mutual savings banks Like S&Ls, with wiuch
they shared the rubnic “thnfts,” mutual savings banks, found largely in the North-
east, were pnmanly m the business of real estate lending As interest rates rose,
therr large wventonies of fixed-rale mortgage loans declned m value, and they
were unable to match wmcreases m the cost of funds with mcreases i revenues
Their troubles, however, were not as broadly devastating as those of the S&L m-
dustry For one thing, mutual savings banks constituted a relatively small propor-
tion of the total banking industry For another, the regulator of most savings banks,
the FDIC, was much less indulgent than the S&L regulator, the FHLBB Savings
banks received a huited degree of temporary forbearance, but nothing comparable
to the extent of the official kindness shown S&Ls Problems were not compounded
by a wholesale relaxation of accounting rules and product restrictions, and supervi-
sion was not curtatled
Indecd, a5 a general matter, the supervisory system for banks was supentor to the
system for S&Ls The pnmary federal S&L regulator, the FHLBB, was charged
with beng both a supervisor of S&Ls and a promoter of the bome-financing indus-
try Thus dual focus probably mcreased the S&L supervisory system’s susceptibil-
ity to the badgenng and entreaties of what was at the tune one of Washington’s
most powerful, and myopic, lobbies
Another way n which banking mdustry problems differed from S&L ndustry
problems was that the banking problems were for the most part regional n scope
Thus the entire ndustry was not ut by difficultics at once The industry and 1ts reg-
ulators were able to deal with troubles 1n more manageable portions than were the
S&L mdustry and its regulators
Four major sets of difficulties challenged the bankng mdustry and its regulators
1n the 1980s and early 1990s These four sets of difficulties concerned less-devel-
oped countries, agneulture, energy, and real estate lending, with the last bemng the
most damagmg The four problem arcas have a sunilanty Bank wvolvement in
each was characterized by an exuberance fueled n part by the enthusiasm of other
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banks—the bandwagon effect The exuberance and enthusiasm clonded the reality
that too much of a good thing is possible After the imutial burst of bank lending
cach area, further funds were chasmng fewer viable projects and were advanced
with madequate attention to changing macroeconomic conditions

The less-developed country (LDC) debt cnisis was the outcome of massive flows
of funds to the LDCs in the 1970s Fueled mn large measure by the “petrodollars”
that the or-exporting countries placed m mternational banks following the ol price
nises durng the decade, the lending was based on mcreasingly tenuous assumptions
about LDC growth The LDCs sunply could not make bona fide economic use of
the financial largess commg their way The lending resuited mn large mcreases m
LDC external debt

Mexico’s announcement m August 1982 that it would be unable to meet 1ts debt
payments to foreign creditors brought an abrupt end to unrestraned lending and an
abrupt start to the LDC debt cnisis Withn the U S banking wdustry, the largest
banks were the ones with the greatest LDC exposure and consequently the most
affected As a percentage of equity capital and reserves, the nontrade exposure of
the average U S money-center bank to LDCs was 227 percent m 1982 * The an-
nouncement by Mexico began a multiyear work-out effort involving banks, govern-
ments 1n both debtor and creditor countries, and mternational organizations during
which much ot the LDC debt was restructured The crisis’s impact on U S banks
was slow to be acknowledged n financial statements Eventually, however, the
piper had to be paid In 1987 and agamn wm 1989, U S money-center banks added
substantally to reserves to provide for LDC debt losses The effect m 1987 was
especially noticeable, the mcrease n reserves bemng largely respousible for a de-
chine m the return on assets for the banking industry from 0 61 percent in 1986 to
0 09 percent n 1987 %

By the end of the decade, concern about LDC debt had largely abated The eater-
nal debt burden for a number of the LDCs had been eased through various forms of
debt restructunings Many countries were enjoying sustained periods of growth As
for banks, therr exposure to LDC debt problems had been sigmficantly reduced
For example, the ratio of LDC nontrade exposure to equity capital and reserves for
the average U S money-center bank had fallen from 227 percent m 1982 to 91
percent m 1989 #

Regarding agnicultural lending, difficulties had surfaced by 1984 and were to be
a concern for the pext several years The difficulties had theiwr immediate ongms n
the previous decade Led by export growth and nsing commodity prices, 1n the
1970s, the farmung sector of the economy enjoyed one of its more expansive
periods The boom had a substanual effect on the price of farm land, causmng 1t to
nise sigmficantly Eapecting the good tumes to continve, many farmers borrowed
heavily to expand operations, using the wnflating real estate values to support the
mcereases 1 debt

As booms are wont (o do however, the agnculture boom of the 1970s came to
an cod The particular macrocconomic forees that had helped produce it—strong
growth i demand 1 the ndustrial economices, a cheap dollar, high mflation, and
low real mterest rates—suflered reversals as the new decade began The value of
farmers’ mamn asset land. plunged ® Farmers who had used nisg real estate
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values to finance operations were forced to rely on cash flow from operations In
many mstances, the cash flow, which was reduced because of the general fall in
demand, was not sufficient to enable debt service obhgations to be met In
consequence, farm lenders experienced large loan losses, and many of them failed
Agnicultural banks, defined as banks m which agricultural loans amount to 25
percent or more of total loans, accounted for 32 percent of bank failures m 1984
(25 of 79), 54 percent m 1985 (65 of 120), 41 percent m 1986 (57 of 138), 30
percent m 1987 (56 of 184), and 14 percent m 1988 (28 of 200) ** Fortunately
from the standpomt of the banking system and its regulators, most of the failed
agricultural banks were relatively small Thus considered m 1solation, the problems
m agnicultural lending, though significant, were not system-threatening

Energy lending difficulties, centered m the Southwest but reverberating
nationwide, were to pose a more formidable challenge to banking and its overseers
As was the case with agnculture, the energy-related lending difficulties of the
1980s had their ongias i boom conditions m the 1970s The boom was due to the
huge increase m energy prices For example, the price of domestic crude ol rose
more than 700 percent between 1973 and 1981, from $4 17 to $34 33 per barrel »
Assuming that the power of the OPEC to control world o1l prices would continue,
many forecasters envisioned a barrel’s cost at $50 or more before too long

Such projections colored the lending decisions at many Southwest banks and
S&Ls The oil-price outlook implied strong economic growth and in-migration for
the region Bankmng wstitutions responded by lending aggressively to businesses
that stood to benefit from these trends, principally o1l and gas producers,
construction firmos, and real estate developers A sizeable oil-price hike n 1981,
from $24 to $34 per barrel, appeared to confirm the prevaihng outlook for ever-
mcreasing energy pnees

But 1981 was the oil-price apogee Prices began falling wn the latter half of the
year aad did not find a bottom until past mud-decade The 1986 price per barrel
was just under $15 7 The prognosticators had faled to foresee the ncrease m
supply from non-OPEC producers and the significant reduction wn demand due to
conservation measures They had also faied to discemn the fragity of OPEC’s own
production agreemepts As ol pnices began faling, OPEC members sought to
mamtam their revenues by 1gnorng production quotas and raising output This
further mereased supply and accelerated the downward movement of prices

Economic growth in the Southwest slowed, stopped, and turned negative Real
estate values collapsed. and lenders of all types began feelng the effects From
1980 through 1989, 535 banks failed 1 Texas, Oklahoma, and Lowsiana, a total
that was 50 percent of all US bank failures durmng the period ®* Seme of the
failures were of agncultural banks. but the majonty succumbed to energy-related
difficulties By the end of the decade, 9 of the 10 largest banking organizations n
Texas had been recapitaized with FDIC or other outside assistance 2 Factors that
combimned with the cnergy boom-bust to produce the Southwest banking debacle
included madequate portfolio diversification, poor underwnting standards, weak
internal controls oun lending decisions, mfrequent supervisory examinations, and
unrealistic real estate valuations

The eifects of the energy-related lfending difficulties were not confined to the
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Southwest Indeed, the largest US bank failure, that of Contmental Ilhnois
National Bank and Trust Company i 1984, with assets of $33 6 ballion, can be
traced to troubles mn the O1l Patch Continental had purchased hundreds of milhions
of dollars of energy loans from Penn Square Bank, N A, Oklahoma City, which
failed m 1982 The large losses on these loans started a sequence of events that
culmmated m May 1984 1 a massive run on Contmental The immediate spark
was withdrawals of several billion dollars i deposits by European and Japaoese
depositors Quick action by the FDIC and the other baunk regulators stanched the
run A permanent reorganizatton and recapitalization, wvolviag significant
monetary assistance by the FDIC, was accomphished later 1n the year ** Although
the regulators’ actions alleviated the immediate cnisis, the appropnateness was
questioned by a number of cnitics, a topic covered 1n the next chapter

Energy-related lending and the difficulties it encountered also contnbuted to the
most significant assault of the period on the banking mdustry’s well-bemng—the
collapse of a nationwide real estate boom An important part of the Southwest’s
energy euphona m the early years of the decade was a surge mn construction and
real estate development That surge outhved the energy boom itself and spread to
much of the rest of the nation The surge continned long after economic mdicators
should have persuaded perceptive real estate lenders and mvestors that a degree of
caution was w order For example, the vacancy rate for office buildings m 31
major markets rose from 4 9 percent m 1980 to 13 5 percent iz 1983 to 16 5
percent n 1985 Yet the funds continued to flow By 1991, the vacancy rate was
18 8 percent **

Banks and S&Ls were important providers of funds for the real estate boom
S&L nvolvement was discussed earlier 1n thus chapter For banks, real estate loans
rose trom 14 5 percent of their assets m 1980 to 24 5 percent a decade later ¥ And
as was the case with S&L real estate activity, the composition of bank real estate
lendng shifted toward niskier endeavors The safer home mortgage lending became
relatively less important, displaced by more volatile construction and commercial
real estate lending Furthermore, the underwriting standards for construction and
commercial real estate lendung were relaxed Hagh loan-to-value ratios, no take-out
commitments, and reduced recourse to corporate strength became common

In hindsight, discerning what happened 1 the real estate boom-bust of the 1980s
—as well as the boom-busts regarding LDC, agricultural, and energy lending—is
relatively easy Determumng why 1t happened 1s more difficult and not susceptible
to much m the way of quantifiable answers The ultimate “why” raises issues of
human psychology, specifically the mind-sets that produce economic booms and
busts Charles Kindleberger discussed the human propensity for economic folly in
his classic Mamas, Panics, and Crashes A History of Financial Crises ® More
recently, James Grant described the 1980s m s book, Money of the Mind, m
terms that give rise to visions of credit run amuck * Whatever the causes, the
financial world of the 1980s saw a reduction mn caution and an wcrease in nsk-
takmg Bewng part of the financial world, banks were mfected by these attitudes
Banks were also mfluenced by the changing nature of thewr business For example.
many corporate customers found cheaper financing elsewhere, such as mn the
commercial paper market As they lost customers and saw more competition m
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some of their traditional areas of activaty, banks turned to other fields, such as the
nisky world of real estate development

Bank troubles grew throughout the decade Insured bank failures from 1934
through 1981 totaled 586, an average of 12 a year On a decade basis, 358 banks
farled from 1934 through 1940, 61 banks m the 1940s, 28 1 the 1950s, 50 1n the
1960s, and 79 m the 1970s The 1980s started normally enough, with 10 banks
faing m 1981 In 1982, however, the figure jumped to 42 From 1982 through
1992, 1,484 banks failed, an average of over 130 a year and more than two and a
kalf times the number of faures mn the previous 48 years** In 1984, FDIC
wnsurance assessments on banks were, for the first time since the agency’s
founding, less than wsurance outlays >

Still, the banking system, mcluding the industry’s deposit msurance fund, ap-
peared to be 1n reasonably good shape through the end of the decade, particularly
when compared to the S&L mdustry and its defunct msurance fund Despite
msurance assessments not keepmg pace with insurance costs after 1984, the bank
insurance fund continued to mcrease, reaching its then apogee, $18 3 billion, 1
1987 The mncreases were due to mterest on the fund’s mvestments m U S
Treasury secunties [n 1988 the fund declined to $14 1 bilhon, and m 1989 to
$13 2 bilhon, but attention at the hme was focused on the thnft industry and its
problems The FDIC was stuill respected cnough m Congress to be given
responsibility for overseeing the organization and operation of the RTC, the S&L
cleanup agency That mandate came n FIRREA ¥

Within a very short tune, however, the possibihity of an S&L-type disaster mn the
bankmg industry moved to center stage The reason for the concern was wcreasing
awareness of the enormuty of the real estate problems The Southwest’s difficulties
had been known for some time But as the 1990s dawned, the abysmal state of
New England real estate markets became apparent And it soon became obvious
that condstions 1 the Southeast and on the West Coast were also poor Lenders,
mcliding banks, suffered heavy losses The FDIC bank fund fell to $4 0 bilhon m
1990, and expectations of further massive dechines rapidly became widespread

Fears that the banking industry was gong the way of the S&L mdustry quickly
grew Also attractng adherents was a belief that the performance of the bank
regulatory agencies i controlling bank nisk-taking had been madequate This behief
was reflected m the Federal Deposit Insurance Corporation Improvement Act of
1991 (FDICIA) A geaeral thrust of that law was to curtail supervisory discretion
One important way this was done was to require that certamn corrective actions be
taken as an wstitution’s capstal ratios decline The act also, among other thungs, (1)
provided a Treasury hine of credit for the deposit insurance system, (2) mandated
annual exammations for banks and savings associatious, (3) established a least-cost
standard to be followed by the FDIC n resolving fasling wstitutions, (4) required
the adoption of a risk-based deposit nsurance assessment system, and (5) re-
stricted the activities of state banks

For 1991, the FDIC reported a balance for the bank deposit wsurance fund of a
negative $7 0 bilhion, which included a large reserve mandated by the General
Accounting Office for future fallures The negative result confirmed for a number
of observers the seventy of the sitmation Predictions of continued troubles and
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turther declies m the fund were heard throughovf 1992 and even surfaced
promunently as a 1ssue o the presidential election campargn mn the fall

The low-pomnt was 1991, however Due m part to low wmterest rates, 1992 turmed
out to be a year of record profits for the wndustry The number of bank fail-
ures—122—though large. was considerably fess than what had been expected The
bank deposit msurance tund recovered to essentially a break-even position a
pegative $100 muilion The good news continued 1 the succeeding years and was
stil] underway m 1998 Each year has seen the profitabihity record of the previous
year broken [n 1994, the balance of the Bank Insurance Fund passed the prior
peak of $18 3 billion, reached 1 1987, and finished the year at $21 8 bilhon At
year-end 1997, the balance was $28 3 bilhon

As the bank and S&L wdustries and individual mstitutions were on their roller-
coaster rides durag the 1980s and early 1990s, they were also on a consolidation
path I'rom year-cnd 1983 to year-end 1992, the number of comimercial banks fell
more than 20 percent, from 14,469 to 11,462 At year-end 1997, the number of
commercial banks was 9,143, a dechine of 37 perceat smce 1983 ** From year-end
1988 to year-end 1997, the number of thnfts declined 59 percent, from 2,949
FSLIC-msured mstitutions to 1.215 OTS-supervised wstitutions ° From year-end
1984 to year-end 1997. the number of independent banking organizations—bank
holding companies plus unattiliated banks and thnfts—dechined 40 percent, from
14,888 to 8,967 % By the mid-1990s, the excess capacity that had burdened the
mndustries at the beginnng of the 1980s and that was a cause of the subscquent
problems had been at feast somewhat alleviated

An mportant reason for the consohidation was the growth of mterstate opera-
trons In 1980, mterstate bank and S&L orgamizations were largely prohibited by
law The vanous marketplace changes and crises, however, prompted efforts to
overcome or reduce the legal hurdles Many of these efforts were at the state level
and consisted of measures permitting holding companies to acquire subsidiary
depository mstifutions m more than one state A pumber of the federally
encouraged acquisttions of faled or fallmg banks and S&Ls involved wmterstate
trapsachions Indeed, without the existence of mterstate acquirers, the bank and
S&L cleanups might have been even more costly

Overemphasizing the significance m U S financial history of the growth of
mnterstate banking operations would be difficslt The move to reduce and remove
state barriers marked a radical reversal of a two-century-old approach to
supervising and regulating bankmg For the future, the ncreased competition
should help to control the tendency toward industry excess capacity that can be an
undesirable by-product of government oversight and supervision In addition, by
making 1wsttutions less vulaerable to economic dechnes 1 a single state or region.
mierstate operations should cnhance mdustry stability In 1994, the lederal
government with the passage of the Riegle-Neal Interstate Banking and Branching
Efficiency Act finally became a firm supporter of the mterstate movement The act
authonzed bank holding companies to acquire banks located 1 any state Equally
as important, 1t also authonzed, begmning June 1, 1997, and unless a state
atfirmatively opted out of the provision’s coverage before then. nterstate
branching through bank mergers actoss state borders States can go further than the
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federal requirement by authorizing the establishment of new mterstate branches

The bank troubles and S&L crisis of the 1980s and early 1990s sorely tested the
federal oversight system for depository mstitutions The S&L cnsis was the much
more serious The S&L mdustry was decimated, and the federal structure for
regulating and supervising the industry was revamped The banking troubles were
mulder Both the banking mdustry and the federal banking agencies survived large-
ly wntact But the survival has a downside Some attribute banking’s survival and
remarkable recovery to the fundamental correctness of the regulatory system and to
government actions to alleviate the trouvbles The mdustry however, might have
survived not because of but m spite of the system and official actions If this 1s the
case, failure to grasp the true lessons of what transpired could raise the next
banking cnsis to the level of the 1980s’ thnft debacle. resulting 1n a decimated
mdustry and a disgraced regulatory structure
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Too Big To Fail:
Sound Bite in Search of a Policy

When Chairman Bill Isaac left the FDIC m 1985, he departed with the admiration
and respect of the agency’s staff Withm a few years, however, more than a few
members of that staff regarded Mr Isaac as the Benedict Amold of bank regula-
tion His sm? He publicly questioned the FDIC’s actions concerning the largest
bank failure m U S fustory, actions that he hunself helped shape, and that he
oversaw and approved ' One cannot fully appreciate the enormity of Mr Isaac’s
sin unless one remembers that questioning 1ts own past 1s not one of a
bureaucracy’s strong ponts, and the FDIC 1s nothing 1f not a bureaucracy

The bank w question was Continental Illmois Nationa) Bank and Trust Com-
pany It was the biggest vicm of the energy lending spree of the early 1980s It
was rescued by the federal banking regulators, with the FDIC playmg a crucial
role The rescue precipitated a debate on the handling of bank fmlures that lasted
for the rest of the decade Moreover, at its heart the debate was about much more
than bank failures It was about the structure of banking m the United States and
was a continuation of the small bank-big bank arguments that had been ongomg
swce the nation’s founding It encompassed elements of states’ rights and popu-
hsm In the years followmng the Continental rescue, this two-centunes old debate
became focused on the concept of “too big to fal ”

CONTINENTAL ILLINOIS

The rescue of Contmental Illnos National Bank and Trust Company
(NB&TC) in 1984 was, and remauws to this day, the largest bank resolution m U 8§
listory The bank’s parent holding company was Continental Hlmois Corporation
The size of the transaction attracted considerable public attention, whuch con-
tributed 1o 1ssues concernng bank resolutions receving a degree of public scrutiny
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not previously experienced One particular 15sue was whether large banking orga-
mizahons 1 trouble received preferential treatment from government regulators

At year-end 1983 less than six months before its troubles surfaced, Contmental
[llinois NB&TC with assets of $33 billion. was the seventh largest bank m the
United States The holding company was the eighth largest holding company The
unmediate cause of Contmental’s troubles was a traditional bank run with a high-
tech cachet rather than physically lining up at the doors, wathdrawing depositors
made their attack through electronic transfers The longer term causes of the
difficulies nvolved dechines mn lending standards and too great an emphasis on
growth

Continental bad grown rapidly m the late 1970s Between 1976 and 1982, 1its
loan portfolio mncreased almost 200 percent, from $11 6 hllion to $34 bilhon For
the same period, the assets of the U S baunking industry as a whole increased just
80 percent Energy lending was a sigmficant contributor to Continental’s growth
In particular, by 1982 the Chicago-based wstitution held approaimately $1 bitlon
m o1l and gas loans ongated by Penn Square Bank, N A, of Oklahoma ? Penn
Square, with assets of approximately $500 million, considerably less than the total
assets 1t had orignated but sold to others such as Contmnental, failled m July of
1982, a victun of lending practices that were little more than speculation Its
resolution was handled by closiug the bank and paying off msured depositors to the
extent of therr msured deposits It was the largest bank payoff, a subcategory of
bank resolution methods, i the history ot the FDIC The Penn Square failure was
the flame that lit the fuse of Continental’s implosion

Awareness of the relationship between Continental and Penn Square caused the
mvestng commumty decp concern Continental Ilhnots Corporation’s stock
dropped trom $25 a share 10 June 1982 to $16 a share 1n mid-August The stock
recovered before the end of the year and reached $26 m the first quarter of 1983,
but earnmngs for 1982 were only a third of what they had been n 1981
Exacerbating Continental’s difficulties were its loan exposures m a number of
bankruptcies m 1982 and n the mtermational debt crisis that burst on the scene m
August of the year when Mexico announced it would be unable to meet debt
payments to foreign creditors

Contmental’s earnngs for 1983 were an unprovement over 1982, but much of
the unprovement was attnbutable to asset sales and extraordinary items rather than
to continuing operations Domestic funding sources became more difficult to tap,
apd Contmental turned wcreasmgly to the Eurodollar market, which was more
expensive

Exactly what set oft the run on Continental in May of 1994 was never 1solated
The sale of a profitable uredit card operation m March, anemic first quarter
carnings, an allusion to troubles by television commentator Robert Novak, and a
perhaps overly emphatic denial of difficulties by Continental stselt have all been
cited * What 1s clear 15 that the run occurred In the ten days precedng the an-
pouncement of FDIC assistance on May 17, over $6 billion was withdrawn from
Continental practically all of it through wire transfers In the assistance package
announced on May 17—a pachage worhed out by the FDIC, the Federal Reserve
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System, the Comptroller of the Currency, and private bankers—the FDIC made a
$2 tillion subordimated loan to Contental The bankers participated in $500 oul-
lion of the loan In the announcement following the loan, the FDIC, the Federal
Reserve. and the OCC stated that the assistance was temporary and designed to
ensure the bank’s hqudity until a permanent resolution could be arranged The
temporary package also mcluded assurances that the bank would have access to the
Federal Reserve System to meet any extraordmnary hquidity requirements

In late July 1984, after more than two months of exhaustive efforts by, and some
degree of acrunony among, the federal banking regulators and the Department of
the Treasury, a plan for a permaneat resolution of Continental’s difficulties was
agreed upon The FDIC took $4 5 billion m bad loans from Continental The FDIC
paid for the loans by assumang $3 5 baihon 1n loans to Continental from the Federal
Reserve Bank of Chicago The result of this portion of the transaction was that
Contmental immediately wrote off a $1 billion loss The loss was replaced by the
mjection by the FDIC of $1 billion 1nto the parent holding company In return, the
FDIC received preferred stock 1n the holding company The $1 billion was down
streamed by the holding company ito the bank 1n the form of equity capatal

Among the 1ssues the banking regulators and the Department of the Treasury
grappled with regarding the resolution of Contiental Illnois was the threshold one
of deposit payoff versus continued existence Why not sumply close the bank and
pay off the msured deposits?

From almost the begmning of its existence m 1933, the FDIC has had two basic
optiops regardmng a failed or failing bank (1) close the bank permanently and pay
off the msured deposits® or (2) heep the bank itself or its remnants 1 existence
The second alicrnative 1s most often accomplished by having another bank acquire
the failed or faling bank * Since 1950, however, the FDIC has had the power to
keep a fathng bank 10 existence by mfusing funds directly, as was done w the Con-
tinental case ¢

Unul the 1990s, a crucial distinction between closing a bank and paying off de-
posttors, on one hand, and keepmng the bank or its remnants in existence—either
through an acquisition or by a direct nfusion of FDIC funds—on the other, was
that only with the first method did unmsured depositors suffer losses Any of the
vanapts m the second category practically always resulted m all de-
posttors—msured and unmnsured—recerving full protection, aithough a powt often
overlooked was that management and shareholders were not protected top man-
agement was usually replaced and shareholders usually suffered losses

Today, as a result of Section 141 of the Federal Deposit Insurance Corporation
Improvement Act of 1991, the FDIC 1s required to use the “least costly” method of
resolving failed or farling banks ’ ln unplementing the provision, the FDIC devel-
oped a new method for mergmg a failed or failing bank wmto a healthy one Under
the new method, only the msured deposits of a failed or falhng bank are assumed
by the acquinng mstitution Unmsured deposits are not assumed or otherwise pro-
tected The FDIC calls these transactions “purchase and assumption-wsured de-
posits only” transactions In 1992, the year after FDICIA’s enactment and even

before Section 141 went nto eflect. they accounted for 42, or 34 percent, of the
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122 tailed or fathng bank cases resolved by the FDIC

The FDIC did make one attempt prior to FDICIA to reduce the protection af-
torded unmsured depositors In 198384, the agency, under Chawrman Isaac, ex-
perimented with a “modafied payout” procedure Under thus procedure, the FDIC
advanced to unmnsured depositors and other creditors an amount based on the antic-
1pated recoveries of the falled bank’s assets Normally, hquidation recovenies were
paid out to unmsured depositors and creditors only when received The ultumate
wtent of the modified payout experiment was to mcrease masket disciphine by plac-
mg vnimsured depositors and creditors at a greater nisk of loss More apprehension
on the part of depositors and creditors supposedly wouid result in more market-
place restraints on management If the modificd payout procedure had proved suc-
cessful, the acqumsition method of handling failed banks—in which vninsured de-
posttors and other creditors were wvarably fully protected—would bave given
way 1 many mstances to hquidations and the accompanymg payoffs of msured
depositors only The immediate partial payments provided under the modified pay-
off procedure were apparently viewed as making the shift from acquisitions to de-
posit payoffs more palatable The modified payoff expenment, however, fell vic-
tim to the Contuental crisss, although w hundsight, the aban-donment of the expen-
meni does not appear to have been absolutely necessary Perhaps the controversy
surrounding the Contnental cnisis temporanly curtailed the FDIC's appetite for
expenumentation In addition. at least some m the agency apparently did not view
the concept of increased depositor disciplme as practical

In any case, the modified payout experience of 1983-84 was an aberration for
the pre-FDICIA penod Prior to FDICIA, two distinct alternatives existed for han-
dhing a failed or failing bank (1) closing the bank and paying off nsured deposits
or (2) keepng the bank m existence through an acquisition or the provision of as-
sistance Umnsured depositors and other creditors suffered under the first alterna-
tive, not so under the vanauts of the second

One of the considerations m the choice between the two alternatives, and one
only occasionally acknowledged explicitly, was ease of admumstration ¥ The larger
the bank, the more admmsstratively and logistically difficult it was to close the
doors, pay off the depositors, and hiquidate the assets This ease-of-admimstration
consideration could combine with concerns about the effect on a community of
shutting down a large sutution, and with other factors, such as a perceived hugher
franchise value for larger wstitutions, to create a correlation between the size of a
troubled mstitution and the way that regulators preferred to handle it The larger the
bank, the greater the subtle pressure bank regulators felt to find an alternafive to
closig the doors and paymg off depositors

And mdeed an actual correlation between bank size and resolution method did
exist, although the relationship was not as clear-cut as many discussants of the 15-
suc would have one belicve For example for banhs that faded during the peniod
1986-1992 (he average assets of the 224 mstitutions that were hiquidated, with
only the msured deposits fully pad off was $60 nuthion *° This was considerably
below the average assets of $207 mulhon for the 928 nstitutions that were resotved
through some form of acquisition or open bank assistapee both ol which resulted
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m umnsured deposits bemg tully protected For two of the years, however, the av-
erage assets of the hqudated and unwsured-deposits-unprotected banks exceeded
the average assets of the uninsured-deposits-protected banks In 1987, the average
assets of the 51 unmsured-unprotected resolutions was $48 million, while the aver-
age assets of the 152 umnsured-protected resolutions was $45 milhion And m
1990, the average assets of the 20 unmsured-unprotected resolutions was $125
million, while the average assets of the 149 unmsured-protecied resolutions was
$89 muliion

But as a generalization, the statement was accurate that troubled large banks
were more likely than troubled small banks to be handled in a manner resulting m
full protection for unmsured deposstors This bemg the case, the potential existed
for the development of a perception of unequal treatment between depositors and
other creditors of troubled large banks and those of troubled small banks Prior to
1984, the perception was largely uncrystallized, due most bikely to the small num-
ber of bank failures and thexr generally nnspectacular nature Uneasmess existed
about the differing effects on uninsured depositors of the hiquidation-and-payoff
alternative versus the keep-the-bank-or-its-remnants-in-existence alternative, but
the debate focused as much on the supposed lack of depositor or marketplace disci-
pline as on bank size "'

Countinental Ilhnois, however, changed the focus of the debate, and considerably
broadened the mterested audience The mgredient added by Continental Illois
was a factor that had been present m only one or two troubled bank cases over the
preceding half-century That mgredient was the stability of the banking system 1t
self

As the seventh largest bank 1n the pation, Contmental was difficult for the bank-
ng regulators to view m 1solation It had a large correspondent business '* Almost
2,300 small banks had a total of nearly $6 bithon at nisk m the Chicago wstitution
The exposures of 66 of them were greater than their capital, and the exposures of
another 113 were 1 excess of 50 percent of thewr capital If Continental were
closed and only msured deposits made whole—msured deposits amounted to httle
more than $3 billion of Contmental’s more than $33 bilhon 1n habiities—at least
some of these U S banking customers would have their own exustences threatened
In addition, the international banking commumty was closely watching the actions
of the US bankmg regulators Losses by ummsured depositors would have
significantly reduced foreign faith m the US banking system The consequences
of such a loss of trust on the part of foreign depositors and investors were, of
course. unhnowable beforehand but not pleasant for those responsible for the
bealth of the U S banking system to contemplate

Thus the alternative of closmng Continental and paymg off only msured
depositors was pot an attractive option for U S banking regulators In therr view,
the potential unpact of tus alternative on the stability of the U S banking system
made preserving Continental as an ongomg mstitution, either by arranging an
asststed acquisttion or by proppmng vp Continental iself, an unperative An
appropriate acquirer could not be found, so the FDIC resorted to its authonty to
PIop up an existing mstitution
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The Thrift Industry in Crisis

Number of Industry Industry Insurance

Year Institutions Assets Net Income Falures Fund
1980 4,005 $6206 $08 11 $65
1981 3,785 658 5 “46) 28 62
1982 3,349 699 5 “n 63 63
1983 3,183 8192 19 36 64
1984 3,136 9775 10 22 56
1985 3256 1,070 1 37 31 46
1986 3,220 1,163 9 01 46 ©63)
1987 3,147 1,2509 a8 47 37
1988 2,949 1,3505 (134) 305 (750)
1989 2878 12516 62) 318 00
1990 2,521 1,084 8 29 213 00
1991 2,119 8821 18 144 01

1992 1,871 806 7 51 59 03
1993 1,669 774 8 49 9 12
1994 1,543 774 1 43 2 19
1995 1,437 7710 54 2 34

1996 1,334 7692 48 1 89

1997 1,215 776 6 65 0 94

Notes (1) Dollar figures m bilhons (2) Institutions, assets, and net mcome through 1989, FSLIC-nsured
nsttutions—U S League of Savings Instittions, Savings Institutions Sourcebook; 1990-91, number of
stitutions and assets --Statistical Abst act of the United States, 1992, FDIC, Statistics on Banking
1991, 1990-91, net ncome, OTS-regulated mstiutions—OTS Supervising Today's Thrift Industry
(Ducember 1992), 1992-97, OTS-regulated mstitutions—OTS, Quarterly Financial Resuits (3) Farlures
1980-1988-James R Barth The Great Savings and Loan Debacle (The AFEI Press, 1991), p 32,

1989-1995—RTC, Staisncal Abstract (8/89-9/95), 1996 -97—OTS (4) Insurance Fund FSLIC through
1988, SAIF thercafter )

Year
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996

1997

The Banking Industry in Trouble

Number of
Institutions

14,435
14,415
14,451
14,469
14,483
14,407
14,199
13,703
13,123
12,709
12,343
11,921
11,462
10,958
10,451
9,940
9,528

9,143

Appendix C

Industry
Assets

$1,8557
2,0291
2,1939
23420
2,5089
27307
29407
29999
3,1308
32994
33894
34306
3,506 0
3,706 2
40105
43127
45783

50149

Industry Net
Income

$140
147
148
149
155
189
174
28
248
156
160
179
321
434
447
488
524

592

Failures

11
10
42
48
80
120
145
203
221
207
169
127
122
41
13
6
5

1

Insurance
Fund

$110
122

138

165
180
183
183
141
132
40
70
00
131
218
255
269

283

Notes (1) Dollar figures wn bilhons (2) FDIC Historical Statistics on Banking, 1934-1992, Quar-

terly Bank Profile, vanous issues, Annual Report, vartous issues
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Appendix D

Interest Rates and Inflation (%)

Year

1970
1971

1972
1973
1974
1975
1976
1977
1978
1979
1980
1981

1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

1992
1993

1994

1995

1996

1997

Federal
Funds Rate

718
466
443
873
10 50
582
504
554
793
1119
1336
1638
1226
909
1023
810
6 81
6 66
757
921
810
569
352
302
421
583
530
546

Change n
Consumer

Price Index

57
44
32
62
110
91
58
65
76
113
135
103
62
32
43
36
19
36
41
48
54
42
30
30
26
28
30
23

Source Economic Report of the President, February 1998, Tables B-63 and B-73
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1980

1982

1983

1987

Appendix E

Major Banking Laws, 1980-1996

Depository Insttutions Deregulation and Monetary Control Act (DIDMCA)
Estabhished the Depository Inshtutions Deregulation Commuttee and provided for the
phasing out of mterest rate cellings  Extended nationwide the authonty of depository
mstitutions to issue NOW accounts or thewr equivalent Required all depository
wnstitutions offerng transaction accounts to mamtam reserves with the Federal
Reserve System  Expanded the powers of federal S&Ls Raised the federal deposit
msurance hmt from $40,000 to $100,000 Pub L 96-221

Garn-St Germain Deposttory Institutions Act Its most notable provisions authonzed
mterstate emergency mergers and acquisitions and expanded the powers of federal
S&Ls and savings banks Pub L 97-320

Title 1, the Deposit Insurance Flexibility Act, expanded the FDIC’s power to assist
troubled banks, authonzed certan acquisihons on an mterstate or cross-industry basts,
allowed the FHLBB to charter savings banks that retaned their FDIC msurance and
permtted the FDIC to convert a state mutual savings bank mto a federal stock savings
bank under certamn circumstances

Tatle II, the Net Worth Certificate Act, authonized the FDIC and the FHLBB to
provide capital assistance through the purchase, with promissory notes, of net worth
certificates

Title I expanded the powers of federal S&Ls and savings banks

Titie IV mcreased the lending humt for national banks and made a number of changes
regarding msider transactions

Title V restncted the msurance activities of bank holding companies

Title VI made a number of changes 1n the Federal Credit Umon Act to give credit
umions greater flexibility and authonty n daily operations

Title VII allowed financial mstitutions to offer NOW accounts and share draft
accounts to state and local governments, directed certam studies be made regarding
deposit insurance, and expanded the powers of bank service corporations

International Lending Supervision Act Imposed controls over the international
lending activities of US banking orgamzations Drrected the federal banking
agencies to establish mnumum capital levels Pub L 98-181, Tile IX 12U SC
§§3901-3912

Competitive Equality Banking Act (CEBA) A 12-itle law that, among other things,
addressed certzin mequibes among depository mstitutions and attempted to deal with
the escalating S&L cnsis Pub L 100-86

Title I, the Competitive Equality Amendments of 1987, prohubited the estabhishment
of new “nonbank banks,” imposed certain restnctions on existing “nonbank banks”
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and ther paren! organizations, and created the concept of a “quabfied thnft lender ”

adefimtion that had to be met if an organization wanted to enjoy certamn benefits of
being a thnft

Title I inposed a temporary moratonum on Federal agency approvals of certain
secunties, msurance, and real estate activities by banks, bank holding compames, and
foreign banks

Tutle I was a plan to recapitalize the FSLIC m the amount of $10 8 bithon

Title IV, the Thnft Industry Recovery Act, mandated the adoption by the FHLBB and
the FSLIC of regulations concerming accounting, apprasal, reserve, and capital
standards A forbearance program for certain weak thrifts was also to be mstituted.

Tite V extended, with modifications, the emergency mterstate acquisihion provisions
of the Gam-St Germamn Act of 1982, authonized the FDIC to establish “bndge banks”
to aid i arranging mergers or other disposition transactions for faihng banks, and
extended Garn-St Genmam’s new worth certificate program for five years

Title VI, the Expedited Funds Availability Act, imited the number of days a deposi-
tory wstitutton could restrcet the avadability of funds deposited in any transaction
account

Title VII made a number of changes m the Federal Credit Union Act

Title VI authonzed agnculturally onented banks to amortize loan losses over an
extended penod of time

Thtle IX provided that federally msured deposits were bached by the full fath and
credit of the government

Titles X—-X1I concemned certan miscellancous matters and mandated various studies

Financial Insttutions Reform, Recovery, and Enforcement Act (FIRREA) A 14-title
law that established the Resolution Trust Corporation to manage and resolve failed
savings mstitutions, abolished the FHLBB and the FSLIC, created the Office of
Thnft Supervision withmn the Treasury Department to replace the FHLBB, and
created the Savings Association Insurance Fund under the control of the FDIC to
replace the FSLIC Pub L 101-73

Title I set forth the act’s purposes

Title II renamed the FDIC’s exasting fund as the Bank Insurance Fund (BIF), created
a second fund—the Savings Association Insurance Fund (SAIFy—under the FDIC’s
Junsdiction, set forth assessment and funding mstructions for the funds, gave the
FDIC resolution powers concermng failed or farhing SATF-nsured thnfts, estabhished
cross—guarantee habilty for commonly controlled depository mshtutons, gave the
FDIC the power to restnet the acquisition of brokered deposits by troubled nsti-
tutions, imposed certain lumtations on the powers of state—chartered thnfts, and
prohubited mvestments by thnfts in junk bonds

Tile Il created the OTS, mandated that thnft capital standards be at least as stringent
as capital standards for national banks, strengthened the qualified thnift lender test,
added an additional restniction on thnft commercial real estate loans of 400 percent
of capital, and required thnfts to adhere to national bank standards regarding hmits
on loans to one borrower and transactions with affibates
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Title IV abolished the FHLBB and the FSLIC and provided for the transfer of their
functions

Tule V created the RTC and authonzed $50 bilhon for the S&L cleanup The RTC

* was to resolve all formerly FSLIC-msured mststutions failing between January 1,

1989, and August 9, 1992 The RTC was to cease to exist on December 31, 1996

Title V1 amended the Bank Holdmg Company Act, giving the Federal Reserve Board
the specific authonty to permt bank holding companies to acquire thnfts

Title VII made a number of changes i the organization and operation of the Federal
Home Loan Bank System, mcluding the creation of the Federal Housing Finance
Board to oversee the Federal Home Loan Banks

Title VIII granted to the Comptroller of the Currency clearer powers to appont con-
servators for national banks

Title IX expanded and strengthened enforcement powers

Title X mandated several stuches, mchuding a Treasury Department—coordinated study
of the deposit nsurance system

Title XI provided for regulation of the real estate appraisal industry
Tatles XTI-XIV dealt with a number of topics, mcluding taxes and additional studies

Assessment Rates—the Omnibus Budget Reconcihation Act removed caps on
assessment rate mcreases and allowed for seomanpual rate mcreases 12 USC
§1817(b) It also permutted the FDIC, on behalf of the BIF and the SAIF, to borrow
from the Federal Financing Bank (FFB) on terms and conditions determuned by the
FFB 12USC §1824(b) Pub L 101-508

Comprchensive Thnft and Bank Fraud Prosccution and Taxpayer Recovery
Act—Title XXV of the Cnme Control Actof 1990 Contained a vanety of provisions
designed to assist the FDIC and the RTC m preventing and punishing fraud in the
bankmng and thnft ndustnes Gave the FDIC and the RTC the authonity to ask a court
to freeze the asscts of persons who defraud depository msttutions  Prevents
individuals who defraud financial mstitutions from usimg the federal bankruptey code
to discharge debts or shield assets Authonzed the FDIC to prolubit excessive
bonuses, benefits, and “golden parachute” scverance packages for departing officers,
directors, and employees of troubled mstitutions  For codification, see 12 U SC
§1001 note Pub L 101-647

Subtitle F estabhshed a National Commussion on Financial Institution Reform,
Recovery, and Enforcement to examine the ongin and causes of the thnft cnisis and
to make recommendations on preventing recurrences

Subtitle H, the Financial Institutions Anti-Fraud Enforcement Act of 1990, en-
couraged private persons to inform the govemment of violations that could give nse
to civil penalties and of specific assets that could be recovered m sanisfaction of
judgments 12U S C §§4201-4247

Resolution Trust Corporation Funding Act Provided an additional $30 bilhon for
the S&L cleanup Pub L 102-18

Resolution Trust Corporation Refinancing, Restructunng and Improvement Act

2
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Provided an addstional $25 tllion for the S&L cleanup, extended the ending date for
the penod dunng which faled thnfis became the responsibibty of the RTC from
August 9, 1992, to September 30, 1993, made changes m the control structure of the

RTC, and relaxed the real estate apprasal requirements of the FIRREA Pub L
102-233

Thile 111, the Resolution Trust Corporation Thnift Depositor Protection Reform Act,
replaced the RTC Oversight Board with the less powerful and mtrusive Thnft
Depositor Protection Oversight Board, abolished the RTC Board of Directors (which
had been the FDIC Board of Directors weanng a different hat), and replaced the FDIC
as manager of the RTC wath the chief executive officer of the RTC

Federal Deposit Insurance Corporation Improvement Act (FDICIA) Provided for
recapitahization of the FDIC’s Bank Insurance Fund, and tightened regulation and
supervision of banks and thnfts in a number of arcas  The regulatory and supervisory
changes ncluded (1) creation of five capital-to-assets ratto categones and articulation
of detalled actions to be taken by bank supervisors if an mstitution’s capital dechnes
(prompt corrective action), (2) requirement that banks and thnfts be examined and
audited annually, (3) establishment of a least-cost standard to be followed by the
FDIC m resolving faling mstitutions, (4) proutition on use of brokered deposits by
low capitalized msttutions, (5) requrement that the FDIC msutute a nsk-based
assessment system for deposit insurance assessments, (6) restnctions on the achivaties
of state banks, and (7) requirement that the banking agencies promulgate standards
concerung real estate lending, operational and managenal matters, asset quality,
earnngs, stock valuation, and compensaton Pub L 102-242

Thtle I, Subtile A, the Foreign Bank Supervision Enhancement Act, strengthened the
regulation and supervision of foreign banks

Title B, Subttle C, the Bank Enterpnse Act, provided for reduced wmsurance
assessment rates for hfehine accounts and assessment credits for lending and other
activities in dstressed areas

Title I1, Subtitle F, the Truth in Savings Act required adequate disclosure of terms
and conditions about mterest on savings vehicles

Title IV, Subtitle G, the Qualified Thnft Lender Reform Act, relaxed the quahfied
thnf! lender test for thnfls

Regulatory Burden—The Housmg and Commumty Development Act contamed a
aumber of provisions relaxing statutory requirements on depository mstitutions

Among other things, the act prohsbited the FDIC from setting a specific range of
cornpensation for officers, directors, and employees of insured financial mstitutions

12U S C §1831p-1(d) Pub L 102-550

Depositor Preference Title 101, §3001, of the Ommbus Budget Reconcihation Act
amended the FDI Act to give depositors a preference over general creditors and
shareholders when a receiver distnbutes assets from failed banks and thnfts Because
the FDIC 1s subrogated to the claims of insured deposttors, the amendment increased
the FDIC’s share of the recovenes of the assets of faled mnsututions Pub L
103-66 12USC §1821(d)11)

Resolution Trust Corporation Completion Act Released to the R1C up to $18 1
billion m previously authonized funding that had lapsed Apnl 1, 1992 Changed the

Appendices 135

1994

1996

date on which the RTC was scheduled to termunate from December 31, 1996, to
December 31, 1995 Extended the RTC’s authonty to be appomted conservator or
recerver of fgled thnfts from September 30, 1993, to a date between January 1, 1995,
and July 1, 1995, the exact date to be selected by the chaperson of the Thnft
Depositor Protechon Oversight Board  Established transitional procedures for the
folding of the RTC back mto the FDIC Established a new SAIF funding sch’edule,
reducing the maxamum authonzation of appropriations from the FIRREA’s $32
tulhion to $8 billon  Specified certan management and operational reforms for the
FDIC and the RTC Pub L 103-204

Rueglc Commumty Development and Regulatory lnprovement Act A five-title law
that, among other things, authonzed financial assistance for communty development
financial mstitutions and scaled back the regulatory burden on federally regulated
banks and thnfis Pub L 103-325

Tifle I, Subtitle A, the Commumity Development Banking and Fmancial Instituhions
Act, created a community development fund and authonzed 1t to provide financial and
technical assistance to Community Development Financial Institutions (CDFIs) Any
entity, meludng an msured depository wsttution, may seck qualification as a CDFI

Title 1, Subttie B, the Home Ownershup and Equity Protection Act, estabhished
chisclosure requrements and standards concerning home equity lending

Title I, Subtitle A, the Small Business Loan Secuntization and Secondary Market
Enhancement Act, built on the framework for secuntizaton established by the
Secondary Mortgage Market Enhancement Act of 1984 by creating a sundar frame-
work for small business-related secunties,

Title O, Subtitlc B, established a Small Business Capital Enhancement Program to
assist i providing access to debt capital for small business concems

Tutle I contaned a number of provisions designed to reduce regulatory burden

I1tle 1V, the Money Laundenng Suppression Act, imposed requirements on the
Secretary of the Treasury and the banking agencies designed to better control money
laundenng

Title V, the Natonal Flood Insurance Reform Act, expanded flood insurance purchase
requurements and mandated that the banking agencies and the National Credit Union
Admnistration ensure comphance on the part of depository msttutions

Ricgle—Neal Interstate Banking and Branching Efficiency Act Authonzed banks,
begmmng June 1, 1997, to branch across state lines through merger  States could
acoelerate the effective date and can allow de novo branching - States could also opt
out of mterstate branchmg altogether 1f they did so by June 1, 1997 Authonzed bank
holdng compenies beginnng one year after enactment to acquire banks located m any
state Pub L 103-328

Small Business Job Protection Act Section 1616 repealed the provision of the IRC,
Section 593, authonzing the reserve method of accounting for bad debts by thnft
\nstitutions The section also forgave the recapture of bad debt reserves for taxable
years before 1988, thus removing a financial barner to the conversion of thnfts to
banks Pub L 104-188

Economic Growth and Regulatory Paperwork Reduction Act Contamned a number
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of regulatory rehief measures, mcluding imposition of a 60~day tume penod for the
FDIC’s consideration of a state bank application to engage 1n an activity not per-
mussible for a national bank, removal of ATMs from branch closure notfication
requirements, and exemption of certan other branch closures from notification
requirernents Mandated that one of the public members of the FDIC board have state
bank supervisory expenence Excluded retirement certificates of deposit from the

defimtion of “deposit,” thus making them mehgible for deposit insurance coverage
Pub L 104-208

Subtitle G, the Deposit Insurance Funds Act, provided for capitalization of the Savings
Assocration Insurance Fund and for the spreading of the FICO (Financng Cor-
poration) obligation to mclude banks The SAIF was to be capitalized at the desig-
nated reserve ratto of 1 25 percent of msured deposits through a special assessment
on SAll members Full pro rata responsibility of banks for FICO assessments was
to be m place by December 31, 1999, or the date on which the last savings association
ceased to exist if earlier Prior to that tume, banks were to make FICO payments at
one—fifth the rate imposed on SAIF—~nsured institutions The BIF and the SAIF were
to be merged on January 1, 1999, if no savings association existed on that date The
Treasury was to study the development of a common charter and report to Congress
by March 31,1997
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