
CHAPTER 5

Innovation and Reform in the
Financial Sector

THE U.S. FINANCIAL SECTOR plays an integral role in ensur-
ing a growing, healthy, and flexible economy. The institutions that
make up the sector—banks, savings institutions, finance compa-
nies, securities firms, insurance companies, investment funds, and
others—serve as intermediaries between savers and investors.
These institutions also provide transaction services, help reduce
risks, and efficiently allocate capital to productive activities that
generate economic growth.

The roles played by particular financial institutions and markets
have changed substantially in recent decades, and the markets for
financial services have become more global. But, apart from piece-
meal reform, the regulatory structure governing the financial
sector dates from the 1930s. The Administration believes that the
Federal deposit insurance system and the regulation of many fi-
nancial institutions must be reformed and modernized, and it has
recently advanced a comprehensive proposal to this end, which is
discussed in this chapter.

Today, nearly all economic activity depends on services provided
by the financial sector. Every retail transaction involving the use
of a check or credit card initiates a process that can require the
transmission of information and funds across the country, some-
times in seconds. Most businesses usually require daily services
from financial institutions. American banks, savings and loans
(S&Ls), and credit unions currently hold more than $3.5 trillion in
deposits and, along with other financial intermediaries, extend
hundreds of billions of dollars of new credit every year (Table 5-1).

Americans invest in well-diversified portfolios of securities
through mutual funds and save for their retirement through pen-
sion funds. Through the financial markets Americans invest in se-
curities issued by companies seeking the capital needed to finance
productive activities. Investment banks underwrite new issues of
securities, thus reducing the risks faced by the issuing companies.
By facilitating trade among investors, securities exchanges and se-
curities firms enhance the liquidity of financial markets and thus
allow capital to flow to productive uses. On a typical day the own-
ership of billions of dollars worth of common stock in companies
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TABLE 5-1.—Credit Provided by Private Financial Intermediaries
[Billions of dollars]

Commercial Banks .

Savings Institutions ....

Insurance Companies

Pension Funds

Finance Companies

Mutual Funds

Other

1984-86

561

350

296

136

143

303

111

1987-89

469

166

385

171

118

141

152

Note.—Credit flows are 3-year totals.

Source: Board of Governors of the Federal Reserve System.

changes hands through U.S. stock exchanges. An even larger dollar
volume of trade takes place through brokers and dealers in the
money market.

Insurance companies pool the risks of their customers and thus
allow individuals and businesses to insure against fire and other
casualties. By purchasing life insurance individuals can provide en-
hanced financial security for their loved ones. Over 150 million
Americans currently have life insurance, with face values repre-
senting aggregate coverage in excess of $8 trillion.

The various institutions in this sector have evolved as the need
for their services has developed and as technological advances and
innovations have allowed them to provide more sophisticated prod-
ucts and better service. Innovations, such as the automated teller
machine and telephone banking, have changed the way business is
transacted. Computer technology has increased the speed and re-
duced the cost of information processing. Entrepreneurs, supported
by advances in financial economics, have produced a wide array of
new financial products. Investors can purchase mutual funds whose
values track market indexes. Firms exchange fixed and variable in-
terest payments on debt in swap transactions. Money market
mutual funds provide savers a means of investing in a diversified
portfolio of short-term debt instruments.

With this rapid innovation, the sector has also experienced con-
siderable stress. In part, the stress has been the result of increasing
competition. Here, as elsewhere, competition is a positive force and
should produce stronger, more efficient institutions, which in turn
provide better services to consumers and businesses. Some of the
stress, however, is due to the outmoded government regulatory en-
vironment within which financial institutions operate. As the fi-
nancial sector has evolved technologically and as its competitive
arena has expanded from the United States to the entire world, ex-
isting regulation has, at times, unnecessarily constrained its effi-
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cient operation. Comprehensive regulatory reform throughout the
entire financial sector is, accordingly, a high priority.

Those who invest the capital needed for growth must have confi-
dence in these financial institutions. Such confidence is warranted
only if the financial sector is sound and vital. In the past, when
confidence in the financial sector has faltered, so has the economy.

The President has long been committed to ensuring the integrity
of the financial sector. As Vice President, he chaired the Task
Group on Regulation of Financial Services, which in 1984 outlined
the essential ingredients for comprehensive reform of the Federal
financial regulatory system. Immediately upon taking office, the
President responded to the problems of the savings and loan indus-
try. Enactment of the Administration's recent comprehensive
reform proposals will significantly revise the Federal Government's
role as insurer of deposits and regulator of the financial sector.

These proposed reforms are based on four principles. First, a
safety net for small savers should be maintained. Second, the safety
net should be designed to reward those financial institutions that
manage their affairs prudently and to ensure that poorly managed
institutions bear the cost of their mistakes. Third, regulations
should be flexible and allow financial institutions to respond to
changes in global markets. Fourth, rules should be applied consist-
ently across all institutions engaged in the same activities.

DEVELOPMENT OF FINANCIAL
INSTITUTIONS IN THE UNITED STATES

Financial institutions have always played a key role in economic
growth, entrepreneurial activity, and industrial expansion in the
United States. Before the Revolutionary War, colonists depended
primarily on English financial institutions, although there were a
few exceptions. Benjamin Franklin, for example, founded the first
successful fire insurance company in America in 1752. After the
war, an American financial sector quickly developed. The first com-
mercial bank opened in 1781, followed by the first securities ex-
change, which would later become the New York Stock Exchange,
in 1792, the first life insurance company in 1812, and the first
building and loan association in 1831.

The U.S. financial sector has usually been both healthy and effi-
cient. Major changes in regulatory or other policies have generally
been made only in response to distress in the financial sector and
have accordingly been infrequent. Thus, a policy-oriented review
will tend to focus on periods of financial distress.
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BANKS AND SAVINGS AND LOANS
With the exception of the First and Second Banks of the United

States, each of which existed for 20 years, all banks formed before
1863 were chartered by the States. Americans generally distrusted
large and powerful banks, and rural communities distrusted urban
banks. That led State legislatures to pass laws strictly limiting the
ability of their banks to branch—a limitation that persists today in
some States.

The development of a large number of geographically con-
strained banks made the U.S. banking system unique. Other coun-
tries generally have a limited number of banks, many with
branches throughout the country. About 12,000 commercial banks
currently operate in the United States, compared with about 150 in
Japan, 550 in the United Kingdom, 65 in Canada, and 900 in Ger-
many. The large number of banks in the United States does not
necessarily imply a more competitive banking system. Banks' ac-
tivities are limited to particular geographic areas, and the number
of bank charters is limited, so that bank charters may convey some
local monopoly power.

The National Bank Act of 1863 instituted federally chartered
banks. National banks were not allowed to branch until 1918, and
then only by absorbing other banks. Provisions of the McFadden
Act of 1927 and the Glass-Steagall Act of 1933 allowed national
banks to follow the branching regulations of the State in which
they operated but restricted banks from branching across State
lines. The Bank Holding Company Act of 1956 restricted interstate
banking by prohibiting bank holding companies from acquiring
banks in a second State unless the State expressly authorized the
acquisition by statute.

Before the mid-1800s banks showed little interest in providing fi-
nancial services to households, instead focusing almost exclusively
on the needs of commercial and industrial customers. In the 1830s
building and loan associations began to meet household demands
for financial services. Establishing a practice followed later by
S&Ls, savings banks, and credit unions, these early thrifts typically
accepted small deposits from individuals and pooled them to pro-
vide a source of housing and consumer finance. Early thrifts were
chartered, regulated, and supervised by the State within which
they operated.

Depositor Runs and Panics
Banking is conducted on a fractional reserve basis; that is, banks

and thrifts accept deposits and make investments and loans, retain-
ing reserves equal only to a fraction of their total deposits. Al-
though depository institutions hold some securities, many of their
assets are the loans they have made. Some of these loans, such as
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home mortgages, are relatively easy to value and consequently can
be purchased and sold in secondary markets. Others, such as unse-
cured commercial loans, are generally illiquid because they are not
easily valued by potential buyers, who are unfamiliar with the bor-
rowers and their businesses. This information problem also makes
it difficult to establish the overall value of an institution.

The lack of liquidity of many loans combined with fractional re-
serve banking creates the possibility of depositor runs on even sol-
vent institutions. If depositors lose confidence in an institution—
whether justified or not—and want to withdraw more cash than
the institution holds in reserve, the bank or thrift just cannot de-
liver. Aware of these risks, depositors are likely to withdraw their
funds when they think other depositors are losing confidence. Such
behavior produces depositor runs—sudden, massive withdrawals.
To cover withdrawal demands, the institution may be forced to sell
its outstanding loans, and because purchasers may place a lower
value on those loans than the institution, owners of the otherwise
solvent institution can lose their investment in the institution.

Throughout the 19th century and into the early 20th century, de-
positor runs plagued banks. Often runs were isolated, affecting
only a single institution or a group of institutions. In some cases,
however, depositor runs spread throughout the system, causing
panics that had profound consequences for the economy. As deposit
balances shrank, the money supply fell, and banks had to curtail
lending. Firms that could not borrow the funds they needed to op-
erate had to shut down and lay off workers.

The banking panics of 1893 and 1907 are two examples. In 1893
the money supply fell 6 percent, real gross national product (GNP)
fell 3 percent, and the civilian unemployment rate rose significant-
ly. In 1907 the money supply fell 5 percent, real GNP fell more
than 8 percent, and the unemployment rate tripled. Although
other factors were also involved, these banking panics are general-
ly acknowledged to have generated .or contributed significantly to
the economic downturns that ensued.
Lender of Last Resort

In response to the demonstrated danger of banking panics, the
Federal Reserve System was created in 1913. Its primary objective
was to use its powers to create currency and bank reserves to make
the supply of currency responsive to economic activity and to pre-
vent or deal with banking panics. The Federal Reserve served as a
lender of last resort. A bank facing a depositor run would meet
withdrawal demands by borrowing currency from the Federal Re-
serve. However, the Federal Reserve's ability to deal with panics
was limited. It could only lend to banks that were members of the
Federal Reserve System, and it required eligible loans and securi-
ties as collateral when it lent.
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THE GREAT DEPRESSION AND BANKING REFORM
The 1920s were prosperous years for most Americans, as the re-

wards of past industrial investments fueled rapid growth in living
standards. At the same time, banking grew increasingly competi-
tive. Between 1921 and 1929, 5,712 banks failed—nearly 20 percent
of the more than 29,000 banks that existed at the end of 1920.
Urban banks consolidated in an attempt to attain sufficient size to
meet the demands of their rapidly expanding commercial custom-
ers. Banks began to offer new services to keep customers, and dis-
tinctions between banking and securities firms blurred.

When the "Roaring Twenties" ended with the stock market
crash of 1929, many banks lost funds directly through their stock
holdings and perhaps indirectly through losses on loans to stock
market investors. As the developing recession deepened, depositors
lost confidence and a severe banking panic ensued. Instead of re-
sponding to the panic by easing constraints on money growth and
thus minimizing the impact of the panic, the Federal Reserve al-
lowed the money supply to fall. That contributed to a severe con-
traction in bank lending, which in turn reduced economic activity
and led to further loan losses for banks.

This downward spiral resulted in the wholesale collapse of the fi-
nancial system and the beginning of the Great Depression. During
the 4 years 1930-33, 9,096 banks failed—36 percent of the banks
that had existed at the beginning of 1930. Total deposits in com-
mercial banks fell 39 percent. Real GNP declined 30 percent from
1929 to the low point of the Depression. From 1929 to 1933 the un-
employment rate soared from 3 percent to nearly 25 percent.

The Federal Government responded to the collapse of the bank-
ing system by enacting the Banking Acts of 1933 and 1935. These
laws established the Federal Deposit Insurance Corporation (FDIC)
to prevent depositor runs by insuring bank deposits. They also re-
duced competition among banks by prohibiting the payment of inter-
est on demand deposits and by placing a ceiling on the interest rate
that could be paid on time deposits. Finally, they prohibited banks
from participating in much of the securities industry. Continued
constraints on entry into banking further limited competition.

These banking laws stabilized the banking industry; there has
not been a system-wide panic since their passage. Deposit insurance
worked because the FDIC had no discretion. If a bank failed, the
FDIC paid off its insured depositors, no questions asked. With this
guarantee, insured depositors had no reason to initiate a depositor
run. The rate of bank failures also dropped dramatically. Only 537
banks failed between 1934 and 1954—less than one-half the
number of failures in any single year during the 1930-33 period.

Although the reforms helped to stabilize the economy, they clearly
entailed significant costs. Depositors no longer received interest on
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their checking accounts, were limited in the interest they could re-
ceive on their savings accounts, and, because competition was re-
duced, paid more for services received from securities firms.

Along with thousands of banks, more than 1,700 S&Ls failed
during the Great Depression. Individuals withdrew their savings as
they lost confidence in S&Ls or to deal with their own financial
problems. S&Ls also had to contend with defaults on many of their
home mortgages. To restore confidence in S&Ls, the Federal Gov-
ernment in 1932 established the Federal Home Loan Banks, which
served as lenders to S&Ls and hence enhanced their liquidity.
Moreover, just as the FDIC was established to insure deposits at
commercial banks, the Federal Savings and Loan Insurance Corpo-
ration (FSLIC) was established in 1934 to insure deposits at S&Ls.

The Federal Housing Administration (FHA) was also established
to insure lenders against the risk of default on mortgage loans.
Long-term, fixed-rate mortgages, which were to play a key role in
the later S&L crisis, first appeared during the Depression, follow-
ing the introduction of FHA mortgage insurance.

Two features of the banking reforms of the 1930s would contrib-
ute to problems many years later. The deposit interest rate ceiling
would contribute to disruptive "credit crunches" in the 1960s and
1970s. As market interest rates rose above the deposit interest rate
ceilings, funds flowed out of banks and thrifts, causing liquidity
crises for the institutions and disrupting credit flows to business
and mortgage lending. Moreover, the price of deposit insurance did
not reflect risk. Both features would contribute to the S&L crisis 50
years later.

The regulatory response to the Great Depression also addressed
problems in the financial markets. The Securities Act of 1933 was
intended to protect investors who purchased newly issued securi-
ties. The Securities Exchange Act of 1934 was designed to protect
investors that bought and sold existing securities against fraud and
market manipulation.

SUMMARY
• Consumers and businesses rely on the financial sector for a

wide variety of services, which enhance living standards and
the Nation's economic vitality.

• Federal and State laws greatly constrained banks from operat-
ing in more than one State and from branching within States.
Although some of these restrictions have been lifted, many are
still in place.

• Federal banking regulations adopted to deal with the collapse
of the banking system during the Great Depression have suc-
ceeded in eliminating the threat of bank runs and panics. But
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the laws also reduced competition among financial institutions
and contributed to today's problems in the industry.

THE 1970s: INFLATION, HIGH INTEREST RATES,
AND NEW COMPETITION

For nearly 30 years after the Great Depression, the financial
sector experienced an era of relative profitability and little stress.
That began to change in the late 1960s and early 1970s with in-
creases in the level and volatility of the rate of inflation, the advent
of the electronic age and new competition, and the increasing inter-
nationalization of the world's economies.

The average annual rate of inflation rose from less than 2 per-
cent in 1950-65, to about 4.5 percent in 1966-73, to nearly 9.5 per-
cent in 1974-81; in that last period the rate was also very volatile,
ranging from about 6 percent to almost 14 percent. As the level
and volatility of inflation increased, so did the level and volatility
of interest rates. Faced with higher levels of inflation, lenders de-
manded higher interest rates, since the dollars with which they
would be repaid in the future would be able to purchase less than
the dollars they were lending. These higher, more volatile interest
rates increased the general level of risk for all commercial and fi-
nancial companies, but the S&L industry was particularly hard hit.

RISE OF MONEY MARKET FUNDS
Financial markets and institutions developed an array of new in-

struments to help businesses and individuals deal with the uncer-
tainties of high and volatile interests rates. Adjustable-rate mort-
gages gave borrowers the option of paying lower average rates if
they were willing to bear the risk that interest rates might in-
crease. (See Box 5-1 for discussion of inflation-proof bonds and
mortgages.) Interest rate swap contracts allowed a borrower to
obtain a fixed rate loan indirectly by first borrowing from a bank
at a variable rate and then "swapping" its variable interest rate
payments with a borrower that had borrowed at a fixed interest
rate. Securities exchanges issued bond futures contracts, which ef-
fectively allowed market participants to borrow or lend at specified
interest rates at a future date.

Inflation and high interest rates also led to the development of a
major new form of competition to banks and thrifts—the money
market mutual fund. When interest rates rose in the 1970s, interest
rate ceilings on bank and savings and loan deposits were signifi-
cantly below the market interest rates being paid on short-term low-
risk debt instruments. Investors looking for interest rates higher
than banks and thrifts could pay turned quickly to the new money
market mutual funds, which invested primarily in instruments
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Box 5-L~Inflation-Proof Bonds and Mortgages
Bonds and mortgages typically specify constant payments

over their entire maturity. Their interest rates are set high
enough to compensate lenders for the expected inflation-
induced erosion of the purchasing power of future payments*
Inflation-proof assets are fundamentally different; They pre-
serve the purchasing power of interest payments and principal
by changing them proportionately with a measure of the over-
all price level such as the consumer price index. Because infla-
tion-proof assets eliminate the financial risks of unanticipated
inflation and the need to compensate lenders for that risk,
their guaranteed real, or inflation-adjusted, interest rates are
lower than those on typical assets,

Compared to payments on a 30-year, 10*percentr fixed-inter-
est-rate mortgage, payments on a 4-percetrt, real interest-rate,
inflation-proof mortgage would start more than one-third
lower. Payments would rise at the same rate as the average
price of the items in household budgets and move similarly to
the rent would-be homeowners pay, (Adjustable-rate mortgages
help reduce borrowing costs by shifting interest rate risk to
borrowers, but their payment levels are not designed to track
income and price levels*} To the extent that a borrower's real
income falls over time, payments on an inflation-proof mort-
gage would become more burdensome.

Inflation-proof bonds and mortgages are not common. These
debt instruments have generally developed only in countries
where inflation has been relatively high and variable* One
reason is that when inflation is expected to be relatively low
and stable, the cost of introducing these instruments may
appear to outweigh the benefits they offer. In that case, bor-
rowers and lenders seem to prefer the certainty of constant
payments.

Recent clarifications of the regulatory and income tax status
of inflation-proof bonds and mortgages have removed impor-
tant obstacles to their use in the United States.

such as short-term government (Treasury bills) and corporate (com-
mercial paper) debt securities. Low information processing costs
made it profitable for money market funds to deal with even small
investors. By bringing borrowers and lenders together, albeit with
help from the marketplace, these funds played a role similar to the
intermediary role banks and thrifts traditionally played.

The success of money market funds increased the demand for
commercial paper by providing small investors with low-cost, indi-
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rect means of accessing that market. Assisted by improved technol-
ogy that reduced the cost of conveying information to financial
markets, corporations, particularly large ones, began to bypass
banks and borrow directly in financial markets by issuing commer-
cial paper. Nonbank finance companies began to increase their
lending activities at about the same time. Thus, banks were being
bypassed on both the borrowing and the lending side of the busi-
ness. Charts 5-1 and 5-2 illustrate these phenomena. Chart 5-1
shows the growth of money market funds relative to total commer-
cial bank deposits. Chart 5-2 shows the increasing competition for
business lending among banks, finance companies, and the com-
mercial paper market.

The opportunity to invest savings conveniently and at low cost
through mutual funds represented a substantial increase in compe-
tition for savings that had traditionally been deposited in banks
and thrifts. In addition, increased information processing capabili-
ties as well as greater sophistication on the part of business manag-
ers led to a revolution in cash management techniques, which re-
duced idle cash balances in business accounts. These competitive
pressures resulted in the phasing out of interest rate ceilings on
bank and thrift deposits by 1986. As banks and thrifts began to
offer higher interest rates on deposits, the growth of money market
funds slowed, but they remained strong competitors.

It is important to realize that while banks and thrifts struggled
to meet new competition, consumers of financial services benefited
from the increased competition. Savers were able to earn higher
rates of interest, both from money market funds and, once deposit
interest rate ceilings were eliminated, from banks and thrifts. Bor-
rowers also benefited from the development of alternative sources
of funds and increasing competition among lenders.

INTERNATIONALIZATION
At the same time that the financial sector has experienced dra-

matic change on the domestic front, it has also faced new chal-
lenges internationally. Many financial institutions now operate in
a global marketplace and face worldwide competition. Industrial
firms increasingly need assistance with international financial
transactions from their bankers, which requires banks to have a
greater presence throughout the world.

In addition, U.S. banks are facing greater competition from for-
eign banks at home, while only a few U.S. banks are significantly
increasing their business overseas. Chart 5-3 illustrates the rapid
growth in the total assets of U.S. offices of foreign banks. Foreign
banks and the U.S. chartered banks they own have been particu-
larly successful in penetrating the business lending market. Their
share of U.S. business loans rose from 10.4 percent in 1975 to 28.5
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Chart 5-1 Deposits and Money Market Funds

Money market funds, which compete with bank deposits, have grown significantly since their introduction.
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Note: Bank deposits are the sum of money stock measures of demand deposits, other checkable deposits at
commercial banks, and time and savings accounts at commercial banks less deposits held by money
market funds. GNP implicit price deflator is used to deflate nominal figures.

Sources: Board of Governors of the Federal Reserve System and Department of Commerce.

Chart 5-2 Composition of Loans to Businesses

Loans by finance companies and nonfinancial commercial paper have become a significant source of
commercial credit.
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Note: GNP implicit price deflator is used to deflate nominal figures.
Sources: Board of Governors of the Federal Reserve System and Department of Commerce.

165
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



percent in June 1989. At the end of 1989 the foreign share of U.S.
banking assets was 20.4 percent.

Chart 5-3 Assets at U.S. Offices of Foreign Banks

Foreign bank assets in the United States have increased rapidly since the late 1970s.
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Source: Board of Governors of the Federal Reserve System.

Different countries impose different rules and regulations on
their banks that affect their ability to compete with banks from
other countries. In an effort to make capital requirements—the
minimum amount of owner's equity required as a percentage of
total bank assets—more consistent worldwide, the central bank
governors of 11 industrial nations endorsed the Basle framework
for measuring capital adequacy and achieving minimal levels of
capital based on credit risk. The minimum capital standards associ-
ated with the Basle framework are being phased in over a 2-year
period that began December 31, 1990, and will require some U.S.
banks either to shrink in size or to raise additional capital during
that period.

These new capital standards focus on credit risk, but need to be
realigned to reflect other risks that banks may bear such as foreign
exchange risk, interest rate risk, and equity position risk. Bank
lending practices could continue to be distorted until capital stand-
ards are balanced to reflect these other risks. Such reorientation of
the Basle framework to more accurately reflect the different types
of risk is currently under active consideration.
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SUMMARY
• Higher and more volatile rates of inflation in the 1970s led to

higher and more volatile interest rates and increased stress in
the financial sector.

• Money market mutual funds began to compete with banks and
thrifts for the savings of Americans. Initially, banks and
thrifts were constrained in their ability to compete by deposit
interest rate ceilings, and these money market funds grew rap-
idly.

• The Basle framework established international capital stand-
ards based solely on credit risk. The Administration encour-
ages efforts to realign these standards to more accurately reflect
the different types of risk.

THE S&L CRISIS

The increase in interest rates in the late 1970s and early 1980s
had a profound effect on the savings and loan industry. The rate
increase was, as we have seen, a major factor in the emergence of
money market mutual funds as major competitors to S&Ls for the
funds of savers. But higher interest rates had an additional effect
on S&Ls: They produced large and widespread losses on mortgage
portfolios.

These interest rate increases and resulting losses proved to have
far-reaching consequences. About half of all S&Ls in business in
1970 no longer existed in 1989; more than 2,700 had merged, gone
out of business, or been placed under the control of government
regulators. By the end of 1986 the Federal Savings and Loan Insur-
ance Corporation itself was deemed insolvent. While the ultimate
cost of the S&L crisis will reflect many factors, the Administration
estimates that, including costs incurred prior to 1989, the resolu-
tion of the crisis will cost between $130 billion and $176 billion.
The crisis has also led to fundamental changes in the way that
S&Ls operate and in the regulations that guide them.

VULNERABILITY TO INTEREST RATE INCREASES
For decades S&L assets consisted predominantly of fixed-rate

mortgages that typically covered a term of 20 to 30 years. At the
end of 1980, for example, FSLIC-insured institutions held more
than three-fourths of their assets in residential mortgages and in
mortgage-backed securities, which are bonds whose values parallel
those of mortgages.

Although the assets of S&Ls consisted largely of fixed-rate mort-
gages, their deposit liabilities were primarily short-term. When in-
terest rates rose on other assets that households might hold, such
as Treasury bills, deposit interest rates had to be increased compa-
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rably to enable S&Ls to retain the deposits that provided their
funding. The costs to S&Ls increased, even though revenues from
outstanding mortgages remained fixed. This fundamental mis-
match of short-term, and thus adjustable-rate, deposit liabilities
and long-term, fixed-rate mortgage assets left S&Ls vulnerable to
interest rate increases.

In the two decades following World War II, interest rates
changed only modestly and relatively gradually. The rates S&Ls
earned on outstanding mortgages tended to be above the interest
rates they paid on deposits and similar to prevailing mortgage in-
terest rates. In such circumstances, the mismatch between short-
term deposits and long-term, fixed-rate mortgages causes few prob-
lems.

Net Worth Imperiled
Serious troubles for the S&Ls began in the second half of the

1960s. As the economy prospered and inflation began to increase,
interest rates on newly issued mortgages began to rise considerably
above those on the mortgages S&Ls already held (Chart 5-4). Long-
term interest rates then rose to much higher levels in the late
1970s and early 1980s, as inflation rose to historically high rates
and monetary policy was tightened to subdue that inflation.

Mortgages originated in prior years and still held by S&Ls now
provided less interest income than newly issued mortgages. As
Chart 5-4 indicates, in 1980, for example, thrifts earned an average
yield of 9XA percent on outstanding mortgages, while the prevailing
rate on newly issued mortgages was about 12 % percent. Since the
market value, or price, of a fixed-rate asset falls as the interest
rate rises, the sharp increase in mortgage interest rates slashed the
value of the outstanding mortgages held by S&Ls.

A 3 ̂ -percentage point increase in mortgage rates would suggest
a fall in the market, or economic, value of a typical outstanding
mortgage of about 20 percent. A typical S&L might hold 80 percent
of its assets in mortgages. Thus, if the value of assets other than
mortgages remained unchanged, a 31A point increase in mortgage
interest rates would imply a fall of about 16 percent in the total
value of the S&L's assets. For an S&L that initially had capital
equal in value to 4 percent of assets, such an increase in inter-
est rates would result in the value of the S&L's liabilities exceeding
the value of its assets by 12 percent as long as the value of the de-
posits and other liabilities remained constant. If the S&L owners
were required to make good on all of their liabilities, the increase
in interest rates would have reduced the value of their capital from
4 percent to negative 12 percent of the original value of assets.

Regulators require S&Ls and other institutions with insured de-
posits to have net worth, or capital, that meets or exceeds a speci-
fied percentage of their liabilities, which has often been in the
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Chart 5-4 New Mortgage Interest Rates and Thrift Portfolio Yields
In the late 1970s and early 1980s, interest rates on new mortgages rose well above the average yield
on mortgages in thrift institutions portfolios, thereby sharply reducing the value of these portfolios.
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range of 5 percent. The book-value measure regulators use to value
assets, liabilities, and therefore the owner's stake in the institution,
or net worth, is imperfect for several reasons. It relies mainly on
historical costs to value assets and liabilities and often does not
capture changes in their economic value. Moreover, it typically
measures only the value of tangible assets. Thus, the value of the
institution's charter (right to operate) and customer relationships
(goodwill) may not be captured.

An institution is economically solvent when its economic net
worth or capital, the amount by which the market value of its
assets (both tangible and intangible) exceeds the market value of
its liabilities, is positive. Thus, a decline in the market value of
assets larger than its economic capital pushes an institution into
economic insolvency. The enormous capital losses implied by the
interest rate increases shown in Chart 5-4 and approximated above
were almost certainly large enough to push a substantial portion of
the S&L industry into economic insolvency, even allowing for the
value of unmeasured intangible assets. The book-value method did
not reflect the fall in the value of mortgages held by S&Ls. In fact,
because mortgages could be carried at book value, regardless of
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their market value, this decline in value would not be immediately
signaled by book-value accounting. Book-value accounting would re-
flect the economic losses associated with the fall in the value of
mortgages gradually as interest expense on short-term liabilities
increased relative to interest income on long-term assets.

Transactions with little economic significance can also be under-
taken to affect the value of capital, as calculated under book-value
accounting. When interest rates fall, the market values of assets
such as fixed-rate mortgages rise relative to their book values. Fi-
nancial institutions can sell these assets in the secondary market
to realize those higher market values and thereby bolster their
measured capital. On the other hand, when increases in interest
rates or default risks lower the market values of assets below their
book values, institutions can retain those assets on their books at
book value.

Troubled institutions seeking to raise the accounting value of
their capital can issue new debt, the market value of which at issu-
ance is also book value. The funds raised can then be used to buy
back a larger book-value amount of the institution's previously out-
standing debt, since the market value of that debt is below its book
value due to the institution's troubled condition. That "refinanc-
ing" makes the accounting value of capital rise, since the book
value of liabilities falls.

The decline in interest rates after 1982 could not (and did not)
restore the industry's health. Just as the rise in interest rates on
new mortgages above rates on existing fixed-rate mortgages provid-
ed homeowners with an incentive to keep their mortgages longer,
the decline in mortgage rates provided an incentive for homeown-
ers to refinance by taking out new, lower interest rate mortgages
and paying off their outstanding mortgages. In 1986, for example,
nearly half of the mortgages originated by thrift institutions were
refinancings. By 1989 the fraction of mortgage debtors who had re-
financed was more than double its 1977 level. Such refinancings re-
duced the costs to borrowers but also reduced the income of lenders.
Thus, S&Ls did not gain as much when interest rates fell as they
lost when interest rates rose.

Deposit Rate Deregulation and Lending Liberalization
As noted earlier, the elimination of interest rate ceilings allowed

S&Ls to pay higher interest rates on deposits and thus slowed the
flow of funds out of the thrifts. To reduce the thrifts' problems as-
sociated with being heavily concentrated in long-term, fixed-rate
mortgages, the Congress relaxed restrictions on the ability of feder-
ally chartered S&Ls to engage in consumer, business, and commer-
cial real estate lending. Adjustable-rate home mortgages were also
permitted. State-chartered S&Ls in some States were given greater
freedom by their regulators to operate in nontraditional spheres.
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These changes were designed to enhance the industry's health by
permitting S&Ls to compete more effectively for deposits, to diver-
sify across a broader set of assets, and to reduce their exposure to
interest rate risk. Though these changes were generally beneficial
to S&Ls, subsequent events showed the danger of giving new, unfa-
miliar powers to weak or insolvent institutions.

Many blamed this deregulation and liberalization for causing the
S&L crisis that emerged in the late 1980s. However, S&Ls had suf-
fered substantial economic losses before much of the significant de-
regulation of deposit interest rates and the loosening of lending re-
strictions in the 1980s. Many of the S&Ls that later failed were al-
ready economically insolvent before this deregulation and liberal-
ization. In fact, the deregulation and loosening arose largely in re-
sponse to the severe problems S&Ls were having. As discussed later,
insolvent firms had especially great incentives to pursue the risky
ventures newly open to them. Failing to provide appropriate super-
vision in the light of the S&Ls' enhanced opportunities to make
risky investments proved to be a costly mistake.

INSOLVENCY AND CLOSURE
The combination of high interest rates and loss of deposits to

money market funds created liquidity problems for many S&Ls,
which found it increasingly difficult to meet withdrawal demands.
These thrifts could have raised funds by selling existing mortgages;
however, accounting principles would have required the thrifts to
recognize the loss taken on mortgages sold. Doing so would have
forced economically insolvent institutions into actual insolvency
(based on book-value measures of capital). Thus, if an S&L did not
sell its mortgages, it would have to be closed for not meeting de-
positor withdrawal demands. If it did sell its mortgages and recog-
nize its economic losses, it would have to be closed for not meeting
its capital requirements.

Rather than force the closure of a substantial portion of the S&L
industry, the Congress authorized various actions by regulatory
agencies to assist troubled institutions, and the Federal Home Loan
Bank Board—the chief regulator of S&Ls—changed the regulatory
accounting procedures used to measure capital. However, by allow-
ing S&Ls to amortize their mortgage losses over several years, in-
stead of recognizing those losses immediately, regulators did not
eliminate the problem but merely postponed it. One study claims
almost half of the insolvent thrift institutions at the end of 1988
had already been insolvent, under the accounting measures that
regulators had abandoned, for 4 years or more.

Another reaction to the inadequate levels of capital was also con-
troversial. Given the increased risk of insolvency, the Federal
Home Loan Bank Board would have been justified in setting higher
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minimum capital ratios. Higher ratios would have protected the de-
posit insurance fund and the public against the increased interest
rate risk. Instead, the bank board lowered the minimum capital
ratios required. In early 1980, minimum capital requirements were
more than 5 percent of liabilities. They were lowered in late 1980
and again in 1982 to 3 percent of liabilities. A number of regula-
tions were also adopted that further reduced the stringency of cap-
ital requirements.

Even when the regulatory accounting measures did indicate that
minimum capital standards were being violated, closure did not
always occur. The Federal Home Loan Bank Board ran into resist-
ance when S&L lobbying diluted and delayed legislation providing
funds for FSLIC to close insolvent thrifts. In addition, budgetary
stringency did not provide sufficient examination and supervision
staff and resources to keep pace with the unfolding crisis. In 1986
the Chairman of the Bank Board testified to the Congress that lack
of funds prevented his agency from dealing with almost 100 prob-
lem S&Ls.

Incentives of Undercapitalized Institutions
The price that banks and thrifts pay for deposit insurance—

unlike the premiums paid for other types of insurance—does not
take into account the financial position or financial health of the
individual institution that holds the insured deposits. The premium
does not vary with the riskiness of the assets held by the institu-
tion and is the same whether the institution is financially sound or
near collapse. Such fixed-price insurance gives bank and thrift
owners an incentive to take risks, since neither depositors nor the
deposit insurer needs to be compensated for risk.

So long as an institution is well-capitalized, its owners are un-
likely to take imprudent risks since their own funds are at stake.
That changes as an institution becomes undercapitalized. No longer
having significant (or perhaps any) equity, owners have little to
lose. If the S&L becomes insolvent, the owners will eventually be
forced to surrender ownership, and any remaining assets of the
S&L will be used to pay off depositors. In such cases, some owners
might decide that risky investments are worth a gamble, for if the
investments are profitable enough to return the institution to eco-
nomic health, the owners retain the net worth of the S&L. If the
investment fails, the deposit insurer will repay any losses on in-
sured deposits. The closer an institution comes to insolvency, the
more rewards become one-sided: Heads, the S&L owners win; tails,
the deposit insurer loses.

Many economically insolvent institutions expanded at phenome-
nal rates, doubling or tripling their assets every year, in attempts
to regain solvency. The worse off the thrift, the higher the rate of
return that is needed to return to economic health. That was a
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principal attraction of investing in risky ventures: the greater the
possibility of high rewards, the greater the possibility of recovery.
In fact, it was inadequately capitalized S&Ls that ventured most
heavily into higher risk investments.

Undertaking such a strategy required that funds be raised to
invest. Federally guaranteed deposit insurance enabled undercapi-
talized, but still operating S&Ls to retain and attract the funds re-
quired to invest in high risk ventures at nearly default-free inter-
est rates. Whether economically solvent or not, insured institutions
could attract virtually unlimited funds by offering sufficiently high
interest rates on their federally insured deposit accounts. The
safety of the deposits was altered neither by undercapitalization
nor by the riskiness of the investments they funded.
Estimates of the Cost

Some gained and some lost from the S&L crisis, but the cost to
the public as a whole was large. The inflation-induced rise in inter-
est rates that reduced the value of the S&Ls' mortgages bestowed
gains of equal value on their borrowers by reducing the real value
of mortgage payments. Depositors also benefited as the level of de-
posit rates at all institutions were bid up by the attempts of insol-
vent thrifts to garner more funds.

If some investors acquired insolvent institutions from the govern-
ment for "below-market" prices, then wealth was also transferred
from the public to those investors. And, unfortunately, there is the
reality of ill-gotten gains. By the end of 1990, the Department of
Justice had obtained nearly 400 convictions in major fraud cases in
connection with the S&L crisis.

The cost to the public of resolving the crisis will be spread over
several years. Who bears that burden depends on how the Federal
spending and tax programs are changed to absorb those costs. The
Administration cost estimate of $130 billion to $176 billion (includ-
ing pre-1989 costs) is considerably below the $300 billion to $500
billion estimates that others have reported. The huge difference is
entirely illusory, for these two estimates refer to different calcula-
tions of the same cost to the public. The former estimates how
much it would cost to resolve the S&L crisis completely now. The
latter estimates are obtained by adding up all the future repay-
ments required on the bonds that must be issued to fund the cur-
rent cost. Such an estimate would be akin to claiming that a 10-
percent, 30-year, $100,000 home mortgage costs $315,925, which in
fact is the undiscounted sum of the repayments required by that
mortgage.

RESOLVING THE S&L CRISIS
The Financial Institutions Reform, Recovery, and Enforcement

Act of 1989 (FIRREA)—originally proposed by the President—
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sought to minimize present costs of past difficulties and to prevent
future crises. Though it did not finish the task of financial reform
and rebuilding, FIRREA achieved a number of important objec-
tives. It preserved the integrity of the deposit insurance system by
ensuring that depositors lost none of their federally insured funds;
set limits on the activities of inadequately capitalized institutions;
established and provided for funding the Resolution Trust Corpora-
tion so that it could quickly begin to reorganize economically insol-
vent institutions; and established the Office of Thrift Supervision
within the Department of the Treasury to replace the Federal
Home Loan Bank Board as the chief regulator of S&Ls. It estab-
lished the Savings Association Insurance Fund within the FDIC to
replace the insolvent FSLIC. In addition, the law strengthened
criminal and civil sanctions for illegal activities involving financial
institutions.

Perhaps most importantly, FIRREA raised the minimum capital
requirements for federally insured savings institutions, so that
S&Ls will have to meet capital requirements no less stringent than
those for national banks. Capital at these levels will provide a le-
gitimate and substantial buffer between thrifts and the deposit in-
surance fund. Further, in December 1990, the Office of Thrift Su-
pervision proposed that the capital requirement for a thrift reflect
its exposure to interest rate risk. If implemented, that requirement
would give thrifts an incentive to reduce their interest rate risk ex-
posure.

SUMMARY
• S&Ls have faced problems since interest rates began to rise in

the mid-1960s. Contrary to what is often asserted, their prob-
lems did not originate with deposit-rate deregulation or liberal-
ized lending restrictions.

• Meeting the more stringent capital requirements called for in
FIRREA will provide the deposit insurance fund and the public
with a buffer against future difficulties.

REFORM IN THE FINANCIAL SECTOR

The financial sector provides services that are essential for eco-
nomic growth, and thus it is important for this sector to operate
effectively. Reform required to ensure that the financial system
functions smoothly and efficiently is well under way. The Financial
Institutions Reform, Recovery, and Enforcement Act of 1989 was
only the first step in this program. The Federal Credit Reform Act
of 1990, enacted as part of the Omnibus Budget Reconciliation Act
of 1990, will help the government make better use of the resources
it puts into its Federal credit programs, while comprehensive re-
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forms recently proposed by the Administration, if enacted, will sub-
stantially alter the role the Federal Government plays as regulator
of depository institutions and insurer of their deposits.

CONTEXT FOR DEPOSITORY INSTITUTION REFORM

Since the insurance program and many of the rules regulating
banks and thrifts were drawn up during the Great Depression, dra-
matic developments have changed the financial sector. Many of the
conditions that created the problems of the 1930s no longer exist
today. More efficient means of addressing those that still remain
may now be available. Moreover, any regulatory reform should
allow the market to play its role in efficiently allocating resources.

The goal of reforming banks and thrifts should be to ensure that
the financial system is efficient, competitive, and free from the
danger of disruptive panics. The reforms of the 1930s succeeded in
eliminating panics, but the constraints those reforms created and
under which banks and thrifts still operate hinder their efficiency
and competitiveness in today's environment.

As a general rule, government intervention in the private sector
may be appropriate when the market fails, that is, when competi-
tive private markets do not exist or cannot function well. A market
failure alone, however, does not necessarily justify government
action. Regulation should also pass cost-benefit tests, and be care-
fully designed to provide strong incentives for efficiency. Other-
wise, the cure may end up being worse than the corresponding dis-
ease.

Reform of depository institutions must be considered in the
proper context. The right to operate a depository institution comes
with both benefits and costs. It is important to think about these
costs and benefits both within the competitive framework of bank-
ing and in the broader context of the entire financial sector. Rela-
tive to nonbanking firms, banks and thrifts have certain advan-
tages: access to Federal deposit insurance, to the payments system
that provides rapid check clearing, and to borrowing from the Fed-
eral Reserve. However, they are also required by the Federal Re-
serve to hold reserves that do not pay interest and are constrained
in their activities by laws and regulation.

If banks and thrifts faced no competition from outside banking,
vigorous competition within banking would result in any net bene-
fit or cost being transferred to the consumers of financial services.
Thus, a net benefit would accrue only to individual institutions
with local monopoly power associated with a bank or thrift charter.
However, banks and thrifts also compete with other members of
the financial sector, which requires that a delicate balance be
maintained as the financial sector evolves. If the benefits and costs
associated with the right to operate a depository institution result
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in a net benefit relative to nonbanking firms, depository institu-
tions will have an advantage relative to those firms, making it dif-
ficult for the nonbanking firms to compete. However, if the result
is a net cost relative to nonbanking firms, depository institutions
will have difficulty competing.

The banking reforms of the 1930s may have initially tipped the
scales in favor of depository institutions. They faced little competi-
tion for savings or intermediated lending from other institutions.
Moreover, limitations on competition and restrictions on entry gen-
erally made banks and thrifts profitable, but these limitations also
allowed inefficient institutions to survive. They were less profitable
than efficient providers of banking services, but facing limited com-
petition, they could still continue to operate.

The proof is in the numbers. In any competitive industry one
would normally expect to see new firms entering the industry and
inefficient firms failing. In banking, the failure rate was remark-
ably low for many years. Between 1945 and 1975 the annual failure
rate of commercial and industrial enterprises was more than 11
times higher than the failure rate for commercial banks. The low
failure rate in banking is consistent with low levels of competition
and the survival of inefficient institutions.

The evolution of the financial sector and reductions in impedi-
ments to competition in banking have greatly reduced, if not elimi-
nated, any advantage banking institutions may have had in the
past. In an increasingly competitive environment, inefficient banks
and thrifts will not survive. Many will be absorbed by better-man-
aged institutions. Others will fail. Thus, it should not be surprising
to see an increase in the rate of consolidation and even failures as
competition increases. Consolidation of banking or the potential
failure of inefficient depository institutions should not be used as a
justification to avoid comprehensive reform. Faced with continued
competition from nonbank financial institutions, an inefficient
banking system will be neither safe nor sound in the long run.

ISSUES IN DEPOSIT INSURANCE REFORM
President Franklin Roosevelt was one of many who initially op-

posed the creation of a Federal deposit insurance system for fear
that it would encourage excessively risky bank operations. "The
minute the Government starts to do that the Government runs
into a probable loss . . . , " Roosevelt said. "We do not wish to make
the United States Government liable for the mistakes and errors of
individual banks, and put a premium on unsound banking in the
future/1

Roosevelt's fears were unfounded in the years following enact-
ment of the insurance program. With only limited competition,
banks and thrifts had little reason to pursue excessively risky
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strategies. Limited competition increased profitability and the
value of holding a bank or thrift charter. Excessively risky strate-
gies put this value at risk and, therefore, were not generally pur-
sued.

As competition increased, however, profit opportunities for banks
and thrifts eroded and the value of their charters decreased, caus-
ing a gradual decline of the economic capital in depository institu-
tions. High interest rates accelerated the decline of economic cap-
ital among S&Ls. For banks, the erosion of economic capital has
been more gradual and less severe. In fact, most banks have sub-
stantial tangible capital and remain well-capitalized. Nonetheless,
losses in economic capital, due to the deterioration of charter
value, combined with deposit insurance premiums that are insensi-
tive to risk-taking, have given weak banks increased incentives to
take undue risks. With less to lose, they are willing to take greater
risks.

In most industries, incentives to take excessive risks are kept in
check by the market. The cost of capital for firms pursuing risky
strategies increases. This mechanism operates weakly in banking
since banks are largely financed through insured deposits. The gov-
ernment guarantee virtually eliminates any concern insured de-
positors might have about the actual operations of a bank or thrift.
Thus, these investors in a bank or thrift offer no discipline to the
managers. This lack of market discipline not only makes it easier
for poorly managed institutions to operate, it also makes business
difficult for prudent managers who compete with poorly managed
institutions for both loans and deposits.

Pros and Cons of a Federal Role in Deposit Insurance
Deposit insurance is generally recognized as having been quite

successful in eliminating banking panics and the credit contrac-
tions and recessions associated with such panics. However, some
have argued that the current problems in the banking and thrift
industries reflect a fundamental danger in having the Federal Gov-
ernment extend a broad blanket of protection over deposits—a
danger that can only be eliminated by curtailing the government's
role.

These observers contend that well-organized political pressures to
forbear in closing insolvent institutions, to extend the insurance
guarantee to uninsured depositors, and to underprice coverage all
undermine regulatory supervision. In the long run, they argue, the
nature of our political process and its incentives for government
policymakers are inconsistent with a sound insurance operation. In
this view, the recently exposed flaws in Federal deposit insurance
policies are no accident. They reflect a basic bias in the political
process.
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Another argument made against Federal deposit insurance is
that government regulation and supervision are inherently less ef-
fective than market forces in balancing risk with depositor protec-
tion. Although regulators may be competent, dedicated, and well-
intentioned, their incentives to monitor banking institutions care-
fully are unlikely to match the incentives for monitoring that the
private sector is able to generate. Moreover, private market partici-
pants are unlikely to be subject to political pressure that may
result in costly delays or inaction.

Supporters of continued Federal involvement in deposit insur-
ance argue that because the potential liabilities are so large, only
Federal insurance is credible. Depositors, they say, simply will not
be so certain that the private market will be able to guarantee
their deposits, and that uncertainty can lead to the kind of bank
panics that the Federal deposit insurance system has so successful-
ly eliminated. It is also argued that a private deposit insurance
system would not appropriately assess the risks to check clearing
and interbank fund transfer systems and to the overall economy
that might be associated with the forced closure of very large insti-
tutions.

These analysts also argue that the lack of market discipline in-
herent in deposit insurance can be adequately controlled while re-
taining the Federal guarantee. They believe that the deficiencies in
the current system can be corrected by improving oversight and su-
pervision, by offsetting incentives to take undue risks with stronger
penalties for excessive risk-taking, by requiring banks and thrifts
to hold more capital, and by intervening sooner to minimize losses
at failing institutions.

Many other nations also have deposit insurance systems, but
there are significant differences in form, and some systems are
even administered by the private sector (Box 5-2). Because many of
the systems are relatively new and have not faced a severe test, it
is difficult to compare the efficacy of alternative systems.

Should Some Banks Be Considered Too Big to Fail?
Some observers argue that the Nation's largest banks are too big

to fail. A run by uninsured depositors on the largest banks would
have consequences for the overall economy so severe that they out-
weigh all other considerations, they argue. The principal concerns
are systemic problems associated with the payments system and
the possibility that such a run on a large institution may lead to
runs by uninsured depositors on other large institutions. Hence, if
one of the largest banks were to become insolvent, these observers
would advocate protecting both insured and uninsured depositors,
while the owners would lose their investment in and control over
the bank.
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Box 5^2--^Alteiiative National Deposit Insurance Systems
At least !8̂ ||p 24 members of the Organization for Eco-

nomic Development have national deposit in-
surance sĵ ^ î||lfew of them work exactly like the Federal
Deposit Ins^ij^^^^l^ioration in the United States, There are
broad rotes of the systems, who administers
them, the;;̂ i|̂ ^ coverage, and 'membership and
fanding^in^i^^?fS^:;':-:':' • •

Deposit ipystems are administered in three differ*
ent ways/ the FDIC* are officially sponsored and ad-
ministered l^li^^^rnment. Generally, other government-
sponsored £&t$jjg^ systems do some regula-
tion, but they 4o iof tove the extensive supervisory and exam-
ination roleslif Ifie RDIC* There is wide variation in the degree
of autonomy lasurance agencies have from the central
bank and , t^eaipry tor finance ministry. Privately administered
insurance ;ar& about as common as government^spon-
sored systeittft-A, few countries maintain systems that are joint-
ly managed fe^^fip^blic and private sectors.

The majoriip of national deposit insurance systems have
some fixed eefliifr;:tif coverage for deposits* Most systems have

the United States. Some nations, such as
use a system in which only a fraction of

systems implicitly provide coverage
by encouraging mergers between

a lower
the United
deposits is
for u
healthy

National
ways:
curred, or
curred, The
banks
its to an
highest
premiums,
signed to
tions. Some
banks,
ments with

systems are funded in one of two
premiums before any losses are in-

assessment of members when a loss is in-
example of the first method; member
trlbute a certain percentage of depos-
each year. The United States has the
major industrial country that charges

makes use of risk-based premiums, de*
in the financial health of institu-

raeeive' additional financing from central
|a^ammesf or both, and most have arrange*

governments to borrow funds when needed.

Others argue that no bank should be considered too big to fail.
They contend that such a policy weakens the market discipline ap-
plied by uninsured depositors and other creditors and thus encour-
ages undue risk-taking by the biggest institutions. This argument
implies that the total cost of "bailing out" a large institution on
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the brink of failure is hard to measure, since in addition to the im-
mediate cost of the bailout, one must also consider the increase in
the potential cost of future bailouts that become more likely as a
result of the initial bailout. Opponents of a too-big-to-fail policy also
argue that a policy of effectively extending insurance coverage to
uninsured depositors of large institutions gives these institutions
an unfair advantage over smaller institutions.

The too-big-to-fail dilemma comes down to a conflict between
principle and practicality. If the cost of bailing out an insolvent in-
stitution is clearly exceeded by the likely costs to the overall econo-
my of allowing it to fail, then even if one agrees in principle that
no institution should be considered too big to fail, it would be im-
practical to allow the failure. The key to resolving this conflict is to
minimize the costs of such failures. Potential costs associated with
systemic risks to the payments system have been greatly reduced
by recent improvements in the public and private payment sys-
tems. Contagious uninsured depositor runs are less likely if unin-
sured depositors have confidence in other large banks. Banking
reform that provides for the accurate measurement of capital and
prompt corrective action before institutions are on the brink of fail-
ure should significantly reduce the possibility that the public would
lose confidence in several large institutions at the same time.

DEPOSIT INSURANCE REFORM: INDUCING MARKET-
BASED INCENTIVES

Under the current system of deposit insurance, incentives on the
part of poorly capitalized banks and thrifts to take undue risks
must be constrained by regulation. In essence, examiners must
question the decisions made by management. Prudent management
from the bank or thrift owners' perspective differs from prudent
management from the regulators' perspective. Regulators want to
hold down costs to the insurance fund by minimizing the likelihood
that the institution will fail. Institution owners want to maximize
the value of their wealth.

For weak institutions, particularly those on the verge of failure,
these divergent goals lead to clear conflict between regulators and
management and require the imposition of tight and detailed regu-
latory constraints. The managers are trying to get funds out of the
institutions and to the owners, while regulators want to keep funds
in the institution to reduce the cost of failure to the insurance
fund. Managers inevitably have superior information, and regula-
tors thus face a task that is both difficult and critical.

The level of regulation and pressure on regulators might be re-
duced if the incentives of owners and the deposit insurer were
more closely aligned. Before considering possible means to this end,
it is important to emphasize that a reduction in the regulation of
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depository institutions does not imply a reduction in their supervi-
sion. The distinction needs to be clear. Regulations specify what
types of activities institutions can and cannot engage in. Supervi-
sion entails observing what an institution does, but intervening
only when the actions taken expose the institution to undue risks
that could threaten the solvency of the institution. Thus, a healthy,
well-capitalized institution might be allowed great flexibility but
would still be carefully supervised. In fact, reduced regulation
might on balance entail more, not less, supervision.
Limiting the Scope of Deposit Insurance

Insured depositors have little incentive to monitor the managers
of depository institutions. However, uninsured depositors and non-
deposit debtors of a bank or thrift do have incentives to monitor
managers, since their claims on an institution are at risk if the in-
stitution fails. The ability and incentive to withdraw funds as riski-
ness increases serves, in turn, to discipline managers. Thus, one
way to increase market discipline is to limit the scope of deposit in-
surance and thereby force banks and thrifts to rely more heavily on
uninsured sources of funds. Limiting the amount of deposits in-
sured would also limit any potential liability of taxpayers if an in-
stitution fails.

Currently, deposit insurance covers up to $100,000 per depositor
at each institution. By using trust arrangements, joint accounts,
and a variety of other arrangements, however, a depositor can
easily insure many times this limit at a single institution. In addi-
tion, a depositor can have insured accounts at any number of dif-
ferent institutions. Thus, depositors can have considerably more
than $100,000 protected by the deposit insurance safety net.

Several ways of limiting insurance coverage have been suggested.
First, the amount of coverage that a depositor can obtain at any
one institution could be limited more effectively. This approach is
broadly consistent with the notion that deposit insurance should
protect only small depositors. It is also likely to reduce the aggre-
gate amount of insured deposits and thus reduce potential taxpayer
liability for failures and increase the use of noninsured sources of
funds by banks and thrifts. Uninsured depositors or debtholders
would exert beneficial discipline on management. An expanded
version of this approach would limit the coverage that a depositor
can obtain system-wide. This approach, however, would present
some administrative problems since information on total deposits
held by an individual in all insured institutions is not readily avail-
able.

Second, institutions could be prohibited from offering interest
rates on insured deposits that are significantly higher than market
rates on comparable claims such as U.S. Treasury bills. Such a
system would not constrain the use of insured deposits by well-cap-
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italized institutions, but it would help prevent weak institutions
from gambling for resurrection by using funds obtained by offering
above-market rates on insured deposits. Compared with the first
approach, this approach would probably result in less reduction in
the aggregate amount of insured deposits, so potential taxpayer li-
ability for failures would be higher, and banks and thrifts would
rely less on uninsured sources of funds.

A third approach would effectively require institutions to desig-
nate particular assets as collateral for insured deposits. Well-cap-
italized institutions might be allowed to use almost any type of
asset as collateral. Poorly capitalized institutions would be required
to use only relatively safe and easily marketed assets as collateral.
Such a system would not restrict well-capitalized institutions- but
would constrain the types of risks poorly capitalized institutions
could take using insured deposits.

It is important that any limitations on the scope of deposit insur-
ance be implemented gradually. Such limitations may reduce the
aggregate amount of deposits and thus the funds available for lend-
ing by banks and thrifts. Also, to the extent insured deposits are
replaced by uninsured deposits, runs by uninsured depositors may
become more likely. Historical experience with rapid reductions in
deposits during the "credit crunches" of the 1960s and 1970s and
during banking panics that took place before the introduction of
Federal deposit insurance shows that rapid contractions in the ag-
gregate amount of deposits can have severe implications for the
economy.

Although alternative sources of funds for borrowers exist, these
sources cannot be expected to grow at the rate that would be re-
quired to supplant such a sudden, sharp reduction in lending. If
banks and thrifts are given time to develop sources of funding
other than insured deposits, they may continue to compete effec-
tively with a less comprehensive safety net. If that is the case, then
reducing the scope of deposit insurance coverage may have little
effect on aggregate bank and thrift lending. Thus, any such reform
must be very careful to provide for a gradual phase-in.

Prompt Closure
A second way to tap the forces of market discipline is to close

institutions promptly when their capital levels fall to zero. That,
however, is easier said than done. Even though prompt closure may
be a goal, inaccuracies in the measurement of capital will ultimate-
ly make it nearly impossible to know when an institution's capital
reaches exactly zero. Moreover, since capital measurement is not
an exact science, banks and thrifts are very likely to challenge clo-
sure decisions involving measured capital levels that are close to
zero. The process of prompt closure is more likely to succeed to the
extent capital measurement is accurate.
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The more extensive use of subordinated debt by banks and thrifts
would also facilitate prompt closure of insolvent institutions. In the
event of bankruptcy, claims of subordinated debtholders are hon-
ored only after those of uninsured depositors, general creditors,
and the deposit insurer. If an institution with subordinated debt
were to fail, the deposit insurer would pay off insured depositors or
transfer them to another institution, along with cash or assets to
compensate the receiving institution for its new deposit liabilities.
The proceeds from the sale of the remaining assets would then be
used to pay off the general creditors, the uninsured depositors, and
the deposit insurer. After they were all paid, anything left would
go to the holders of subordinated debt.

Well-managed and well-capitalized banks and thrifts would be
able to issue subordinated debt on reasonable terms, but institu-
tions that followed risky or careless strategies would only be able
to issue such bonds at very high rates of interest. Thus, the cost of
these funds would be responsive to how well a bank or thrift was
being managed. Since they would suffer losses before the deposit
insurer, subordinated debtholders would exert discipline on man-
agement that would be consistent with the protection of the deposit
insurance fund. Moreover, they would provide a countervailing
force to offset political pressure on regulators to forbear. In es-
sence, holders of subordinated debt would represent a market force
that would help ensure safety and soundness in the banking
system by rewarding good management and penalizing poor man-
agement.
Private Reinsurance of Deposits

A third way to induce market discipline is to set up a system in
which the private sector would reinsure a fraction of deposits. The
Administration has recommended that the FDIC adopt a demon-
stration project to determine the feasibility of privately reinsuring
deposits. Such a system would introduce private monitoring of risks
and market incentives into both the determination of deposit insur-
ance premiums and closure decisions. Under such an arrangement
private insurers would bid for the right to cover a pro rata fraction
(perhaps 5 or 10 percent) of depositor losses for a given institution,
and the government insurance fund would cover the remainder.
The percentage of private deposit insurance could vary inversely
with institution size, so that the amount of deposits privately in-
sured in any one institution would be of sufficient size to warrant
careful monitoring by the private insurer but not so large as to
limit severely the pool of firms that could provide insurance.

The government fund would set its premium for each institution
after considering the premium rate charged by the private insurer
and thereby benefit from the pricing analysis performed by the pri-
vate market. The terms of the private insurance contract would

183
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



allow readjustment of insurance premiums if the riskiness of the
insured institution changed. When a private insurer altered its pre-
mium, the Federal insurer could follow. To reduce the cost of pro-
viding insurance, private reinsurers presumably would share infor-
mation obtained in supervisory examinations.

Private reinsurance of deposits might be one way to capture
many of the benefits claimed for private insurance. Independent
sources of private capital would be at risk, and thus market forces
would be involved in both monitoring bank and thrift performance
and setting premiums. Of course, if private insurers are to have the
appropriate incentives in assessing the risks inherent in insuring
deposits, they must expect to bear the full cost of any mistakes
they might make in assessing the financial condition of the institu-
tions they reinsure. Thus, private deposit insurers would have to be
required to be very well-capitalized.

Private insurers would also have incentives to develop account-
ing and control systems that would minimize the cost of deposit in-
surance. Market signals of growing problems at an institution also
could be used to trigger government interventions up to and includ-
ing closure.

A considerable benefit from this system would be the interaction
between the private and public sector insurers. This interaction may
facilitate the evolution of banking. As the private insurers gain ex-
perience in assessing and monitoring the risks faced by depository
institutions, they, in conjunction with the government insurer,
might propose innovative new insurance products. These products
might trade off premium rates with restrictions on banking activi-
ties, closure policies, or asset portfolio choices. For example, an in-
sured institution might commit to avoid certain risky practices in
exchange for lower insurance premium rates. Instead of expending
energy trying to circumvent regulations, part of the private sector
would have the incentive to try to design efficient regulatory
schemes.

REMOVING REGULATORY OBSTACLES

The high levels of inflation and resulting high interest rates that
were the primary cause of the S&L crisis did not have a similar
effect on banks. Because the loans they made were usually short-
term and had adjustable interest rates, banks were not very ex-
posed to interest rate risk and thus were not hurt significantly
when rates rose. The recent downturn in the economy and, in par-
ticular, real estate has taken its toll on banks and has resulted in
some failures. Moreover, the rate of bank failures rose throughout
the preceding economic expansion. Given increased competition in
banking, a rise in the failure rate is not surprising. But continued
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stress within the system indicates that it is time for a reevaluation
of existing regulation of depository institutions.
Safety and Soundness Through Interstate Banking

One of the most obvious ways to increase the safety and soundness
of banks and thrifts is to allow them to spread their risks by diver-
sifying their loan portfolios. However, laws and regulations restrict-
ing interstate banking and branching inhibit this diversification.

The rationale behind restrictions on interstate banking is similar
to the rationale against branch banking within States. Rural com-
munities have traditionally opposed branching because they feared
that urban branch banks would funnel deposits from rural into
urban areas, leaving rural areas with no sources of loans. Likewise,
States did not want national banks to ship deposits to neighboring
States.

Restrictions on branching and interstate banking, however, have
not kept deposits from flowing across community and even State
borders. Although smaller community banks and thrifts do lend lo-
cally, on average they find that they take in more deposits than
they can lend profitably. Instead of making unprofitable loans lo-
cally, these institutions lend some funds to larger institutions,
which in turn use these funds to finance loans elsewhere. Regard-
less of branching restrictions, banks and thrifts only make loans
that appear to be profitable. Likewise, large institutions do not
forgo profitable lending opportunities just because they are in
small communities.

Geographic restrictions not only have failed to serve their intend-
ed purpose, but they have occasionally hurt the local communities
they were meant to protect. When local economies are hit by period-
ic economic downturns, local banks and thrifts suffer loan losses,
which reduce their capital and consequently require them to con-
tract their lending. If local banks or thrifts are the only sources for
loans, even for borrowers who are still in good financial condition,
this contraction in lending might exacerbate the local economic
downturn. On the other hand, a well-diversified bank or thrift
could easily absorb loan losses in a single community and thus con-
tinue to be able to lend to creditworthy borrowers there.

Many of these geographic restrictions are gradually being
eroded. At the end of 1990, all but four of the States allowed bank
holding companies of other (but not necessarily all) States to ac-
quire banks in their State. Most of these laws extend such opportu-
nities after a specified date to banks from any State that offers re-
ciprocal treatment. Important limitations on interstate branching
still exist, however. Although a holding company may own banks
in several States, each bank must be separately organized and cap-
italized. This limitation creates redundant costs and reduces the
benefits of geographic diversification. To the extent that interstate
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branching restrictions still prevent banks and thrifts from diversify-
ing efficiently, they are obstacles to the efficiency, profitability,
safety, and soundness of the financial sector. Accordingly, the Admin-
istration will propose legislation to allow interstate banking and
branching.

Improving Efficiency in Financial Services
It is impossible in the United States for consumers to obtain a

full range of financial services from any single institution. Continu-
ing Federal constraints bar depository institutions from offering
certain financial services and prohibit nonbank financial service
companies from offering deposit and checking services. A company
that wants to raise money may go to its banker for a loan but has
to go to an investment bank for help in issuing new equity.

Other industrialized countries have financial systems that are
more integrated than that of the United States. Germany, for ex-
ample, has more than 300 "universal" banks, which are allowed to
offer a full range of banking and financial services. These institu-
tions may accept deposits, make consumer and commercial loans,
underwrite and trade securities, and provide investment counsel-
ing. The United Kingdom also has a universal banking system.
Many British banks form subsidiaries for certain activities, but
bank solvency is usually assessed on a consolidated basis. In con-
trast to the U.S. banking system, British and German banks are
not required to use a holding company structure or "firewalls" be-
tween departments performing diverse functions. Under the Second
Banking Directive of the European Community (EC), EC banks will
be able to operate throughout the Community after 1992, which is
expected to spread the practice of universal banking throughout
Europe.

The Administration believes that to remain competitive in the
world market for financial services, U.S. financial firms must be
able to affiliate in financial service holding companies and be al-
lowed to offer a full menu of financial services. Potential synergis-
tic relations among affiliates that might lead to more efficient de-
livery of financial services by eliminating redundant costs should
not be constrained. However, different financial affiliates in the
same holding company should be separately capitalized, and their
financial ties should be sufficiently segregated so that any prob-
lems that might arise in one affiliate do not spill over into the
others. In particular, depository affiliates must be structured so
that depositors and the deposit insurance fund are insulated from
risks taken by other affiliates of the holding company. In construct-
ing such legal firewalls, it is important that the synergistic benefits
of offering full product lines are not lost in the process.

Commercial firms offer a potentially large source of new capital
and innovative ideas to a restructured financial services industry.
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Commercial firms are already allowed to affiliate with savings and
loans. It has been argued that potential synergies and efficiencies
can be gained from combining commercial firms with other finan-
cial institutions.

For example, banking relies heavily on information processing.
Competitive banks and thrifts in the future will inevitably depend
on advanced information processing technology. The affiliation of
depository institutions with firms with expertise in information
processing would likely lead to improvements in the information
processing technology upon which banks rely. More advanced auto-
mated teller machines, increased use of optical scanners in check
processing, and closer monitoring of information related to out-
standing loans are just a few of many potential advances.

Historically, commercial affiliation with banks has been resisted
for two primary reasons: fear that economic power would become
too concentrated, and concern that financial problems in the com-
mercial firm could jeopardize the safety and soundness of the bank.
These concerns have been heightened by the recognition that bank-
ing regulators could not be expected to monitor effectively the ac-
tivities of commercial firms.

While these concerns are legitimate, a total prohibition of affili-
ation between commercial firms and banks is not warranted. The
Administration proposes to allow commercial firms to affiliate with
banks. Concerns regarding commercial affiliation would be ad-
dressed by constructing legal firewalls and by monitoring and regu-
lating the transactions between the commercial firm and the bank.
In particular, the bank 'and the commercial company would be
barred from engaging in financial dealings that could be construed
as indirectly providing the commercial company benefits arising
from the bank's access to Federal deposit insurance.

FEDERAL CREDIT PROGRAMS
The Federal Government is the country's largest supplier or

guarantor of credit. By 1990 it had $210 billion in outstanding
direct loans, $630 billion in outstanding guarantees of loans made
by private lenders, and $855 billion in outstanding loans or guaran-
tees made by government-sponsored enterprises (GSEs), privately
funded businesses that make or repackage and sell loans in specific
markets. Measured in net terms (loans minus repayments), Federal
loans and guarantees accounted for 20 percent of all funds raised
in the United States in fiscal 1990. The bulk of Federal credit sup-
ports housing, while smaller amounts are directed toward agricul-
ture, business, and education.

The vehicles for providing Federal credit have changed substan-
tially in the last decade. Federal loan guarantees and GSE credit
market activities increased over the 1980s while direct Federal
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lending fell substantially. As recently as 1985, $52.8 billion in new
direct loans were made; by the end of 1990 the volume of direct
loans had declined 68 percent.

The Need for Federal Credit Reform
Important reforms in the Federal Government's direct role in

credit markets occurred in 1990. Before the reforms, the deficit or
surplus figures in the Federal budget never recorded the true costs
of Federal credit programs. Because credit budgeting was based on
cash flows, a direct loan was treated just like an expenditure even
though a loan that did not default, unlike an expenditure, would be
repaid in subsequent years. These repayments were then recorded
as collections when they were received.

Loan guarantees, an alternative way to provide credit assistance,
did not appear to cost the government anything at the time the
guarantee was made. Since no initial outlays were associated with
a guarantee, it was not reflected in the budget unless the borrower
defaulted, and then only in the year of the default. This treatment
of credit programs in budget accounting, along with increasing
pressure to reduce the Federal deficit, partially explains the shift
in emphasis from direct to guaranteed loans since the mid-1980s.

As long ago as 1967, the President's Commission on Budget Con-
cepts recognized that the budget did not adequately measure the
costs of Federal credit activity. The Commission recommended that
the budget include only the subsidy cost of direct loans, rather
than their disbursements and subsequent repayments. Thus, if the
full costs of a loan, including expected default and administrative
costs as well as the government's interest costs, were expected to
be completely repaid, the loan would be recorded as an expenditure
of zero. However, because it was believed that financial techniques
were not able to measure subsidies accurately, this recommenda-
tion was never fully implemented, and was soon abandoned entire-
ly.

Because the budget has not explicitly reflected the subsidies asso-
ciated with loan programs at the time credit is extended, few at-
tempts have been made to compare the costs and benefits of Feder-
al credit programs with each other or with other programs. There
are some warning signs, however, that these programs may have
problems. In 1988 the government added a significant amount of
capital to and restructured the bankrupt Farm Credit System. Stu-
dent loan defaults reached 15.6 percent in fiscal 1988, and Veterans
Administration loan defaults have more than tripled from fiscal
1981 to fiscal 1988. In 1989 the General Accounting Office (GAO)
reported that Federal Housing Administration losses were five
times higher than their fiscal 1988 financial statements had esti-
mated.
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Previous Federal accounting and administrative practices may
have hindered effective oversight of credit programs. Some agen-
cies rolled over their debt, paying off delinquent loans by issuing
new loans. Other loans were kept on the books long after the bor-
rower had defaulted. Some Federal lenders were audited only infre-
quently. Until a recent GAO audit, for example, FHA books had
not had a complete, outside audit for 14 years.

The Federal Credit Reform Act of 1990
The Federal Credit Reform Act of 1990, which the Administra-

tion strongly supported, is intended to measure more accurately
the costs of Federal credit programs, make the budgetary treat-
ment of credit programs equivalent to that of other Federal spend-
ing, match benefits to the needs of borrowers, and improve re-
source allocation among credit programs and between credit and
other spending programs. Under the new law, subsidy costs are sep-
arated from the unsubsidized cash flows of Federal credit programs
and, for the first time, the subsidies, and only the subsidies, are in-
cluded in the budget.

Beginning in 1992 the government will maintain three types of
accounts for each Federal credit program: liquidating, program,
and financing accounts. The liquidating account will display cash
flows for loans obligated or guarantees committed before fiscal 1992
and thus will not be subject to reformed budgetary treatment. The
program account will display the subsidy costs and administrative
expenses of new loans and guarantees, and the nonbudgetary fi-
nancing account will record the cash flows associated with this new
credit. Separate financing accounts will be maintained for direct
loans and loan guarantees. The costs of new loans and guarantees
measured in the program accounts will be included in the budget.

The Credit Reform Act will place the costs of credit programs on
equal footing with direct expenditures. That will help policymakers
make the best use of Federal resources. In addition, this reform
will help Federal agencies operate credit programs on a more fis-
cally prudent basis.

Reforms of Government-Sponsored Enterprises
Other new legislation, passed in 1990, began the process of re-

forming GSEs. The activities of GSEs are often closely related to
other Federal credit programs. For example, a large GSE, the Stu-
dent Loan Marketing Association, or "Sallie Mae/' purchases feder-
ally guaranteed student loans from private lenders and sells new
securities based on these loans. By converting private contracts
into securities available to the general public and by providing sub-
sidies, GSEs increase the amount of capital available to finance in-
vestment in the relevant markets, particularly housing and educa-
tion, though they also presumably displace some private financing
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that would otherwise be available. In some cases, GSEs have also
played an important role in bringing new financial instruments to
the market.

GSEs benefit from their special relationship with the govern-
ment. Although debt securities of the GSEs and their securitized
loans receive no explicit government guarantee, their Federal char-
ter and other privileges lead to a perception that the government
would come to their rescue in time of trouble. The government has
not discouraged this perception and has reinforced it by its re-
sponse to the financial troubles of the Farm Credit System. This
implicit guarantee allows GSEs to borrow at low interest rates,
near those of Treasury securities. In addition, some GSEs are
exempt from the Federal corporate income tax, most are exempt
from State and local income taxes, and most do not have to register
with the Securities and Exchange Commission.

There are certain parallels between GSEs and the thrift indus-
try. At the end of 1990, GSE liabilities were roughly the same size
as savings and loan deposits. GSEs and thrifts benefit from implicit
or explicit government guarantees of their liabilities, which allow
them to borrow substantial amounts with only a very small base of
equity. GSEs have some of the lowest capital ratios of any domestic
financial intermediaries. Like thrifts, GSEs are legally required to
serve the credit needs of particular markets, and they are unable
to diversify their investments among different sectors of the econo-
my.

Despite these similarities, GSEs thus far have shown few signs of
trouble, perhaps because most were not as exposed as S&Ls were to
losses caused by increases in interest rates. Nevertheless, the Ad-
ministration, recognizing that GSEs have the potential for prob-
lems, has taken several steps to ensure that they remain financial-
ly sound. In May 1990 the Department of the Treasury proposed
four principles to govern GSEs: They should maintain adequate
capital; they should be sound enough to achieve the equivalent of
an AAA bond rating in the absence of any implicit guarantee; the
government should eliminate any potential conflicts of interest in
GSE regulation; and GSEs should disclose the economic value of
their relationship to the Federal Government.

The Budget Enforcement Act of 1990 takes additional steps to
ensure the financial soundness of GSEs. The Treasury Department
is required to submit a study, along with proposed legislation, by
April 30, 1991. This study will provide an objective assessment of
the financial soundness of GSEs, the adequacy of the existing regu-
latory structure, the financial exposure of the Federal Government,
and the effects of GSEs on Treasury borrowing. The Congressional
Budget Office (CBO) is also required to present a report by the
same date. The CBO study will focus on many of the same issues
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and report on alternative regulatory and oversight mechanisms for
GSEs. By September 15, 1991, the committees of jurisdiction must
report legislation in the House of Representatives to ensure the fi-
nancial soundness of GSEs and to minimize the possibility that a
GSE might require future government assistance. The Senate will
then do the same. Finally, the President's annual budget message
must include an analysis of the financial condition of GSEs and the
financial risks to the government posed by GSEs.

SUMMARY
• Legislative reform that recognizes the rapidly changing nature

of the financial sector is essential to ensure a sound and safe
financial system.

• Comprehensive reform of financial institutions is needed to in-
crease the flexibility and competitiveness of the financial
system.

• A financial sector that is inefficient and inflexible cannot meet
the overall needs of the economy. Financial institutions must
be free to exploit synergies and economies of scale and scope
where they exist.

• Regulatory reform should be adaptable to future changes in
the economic environment. Market forces should be harnessed
to help ensure the safety and soundness of the financial
system.

• The November 1990 budget law substantially reforms the budg-
eting for Federal credit programs, altering the treatment of
direct and guaranteed loans and taking steps to reduce the po-
tential risks to taxpayers from GSEs.

CONCLUSION

The financial sector is faced with a number of challenges that
have arisen in recent years as the economic environment has
changed. The unexpectedly high inflation in the 1970s and the re-
sulting rise in interest rates represented a significant shock to the
financial system; together these factors were the primary underly-
ing cause of the S&L crisis. Reform of the S&L industry has been
initiated with the FIRREA law.

The recent budget agreement included important provisions to
ensure that Federal credit programs use their resources more effi-
ciently. The Treasury Department is preparing a proposal to
ensure that GSEs remain financially sound.

The financial sector has made essential contributions to econom-
ic growth and development throughout the history of the Nation.
To allow the sector to continue to thrive and to play a vital role in
future economic growth, significant reform of the regulatory struc-
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ture governing the financial sector is necessary. The Department of
the Treasury's recently released study of Federal deposit insurance
and regulatory reform discusses these issues in detail. The Admin-
istration's legislative proposals reflect the findings of that study
and the policy principles outlined in this report and discussed in
this chapter.

Comprehensive reform requires the reform of deposit insurance
and the removal of regulatory obstacles that hamper the flexibility,
efficiency, profitability, and safety of banks and thrifts. Deposit in-
surance should be structured to increase market discipline, which
leads to prudent management of banks and thrifts. The Adminis-
tration proposes to remove obstacles to interstate banking and
branching that effectively make banks and thrifts less safe by con-
straining their ability to diversify their loan portfolios and sources
of deposits. Constraints on combinations of various types of finan-
cial service firms hamper efficiency by necessitating parallel facili-
ties that create redundant costs. These constraints reduce the flexi-
bility and competitiveness of U.S. institutions in the global arena
and should also be eliminated.
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