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Banking in the 1990s: 
challenge and change
The U.S. banking industry has under
gone significant challenges over the 
past five years due to well publicized 
problems associated with LDC (lesser 
developed countries) debt, commer
cial real estate, highly leveraged 
transactions and, in some instances, 
significant regional economic down
turns. These events, in conjunction 
with the thrift crisis and the dimin
ished resources of the bank insur
ance fund, have led many analysts to 
become pessimistic about the future 
of the indusUy.

However, an analysis of the aggregate 
financial condition and performance 
of the commercial banking industry 
at year end 1991 provides a different 
stoiy. Contrary to many perceptions, 
the commercial banking industry 
weathered the storms of the 1980s 
quite effectively. During 1991, only 
10.6% of the banks reported losses, 
down from 12.5% in 1990. The 1991 
rate is the lowest since 1982. Region
ally, the largest percentage of banks 
with losses in 1991 was concentrated 
on the coasts—the Northeast and 
West—with the Midwest having the 
lowest percentage of unprofitable 
institutions. In 1991, 46% of the 
insured commercial banks in the 
nation, representing 37% of the 
industry’s assets, reported ROAs 
greater than 1%. Many of these 
banks were located in the Midwest, 
which has a high concentration of 
smaller institutions.

This Chicago Fed Letter briefly discusses 
some of the changes in commercial 
banks’ balance sheets and earnings 
over the last five years, including the 
major components of the balance 
sheet, suggests reasons for the shifts

in asset composition both nationally 
and in the Seventh Federal Reserve 
District,1 and reflects on their signifi
cance for the future. Credit quality' 
indicators are also analyzed and their 
effect on earnings is illustrated. In 
addition, the performance of the indus
try is assessed and a discussion of the 
outlook for banks concludes the article.

Securities

During the past five years, the most 
significant changes occuring on the 
balance sheet of the U.S. banking in
dustry have been the increase in securi
ties and the decrease in commercial 
loans. As illustrated in Figures 1 and 2,

the percentage of bank assets in securi
ties has increased while the loan por
tion of the balance sheet, particularly 
the commercial segment, has decreased 
over the past five years. Over the past 
year, securities holdings as a percentage 
of total assets have increased three per
centage points while total loans as a 
percent of total assets declined by that 
same percentage. These significant 
changes reflect the continued disinter
mediation of financial services as well as 
structural changes in the types of assets 
held by commercial banks.

The composition of the securities 
portion of assets held by U.S. banks 
has changed quite substantially since 
1986. Securities issued by states and 
municipalities are no longer the pri
mary component of securities. Since 
the Tax Reform Act of 1986, this cate
gory has declined rapidly as the tax 
advantages of holding municipals were 
reduced and as the credit quality of 
these securities decreased due to the 
financial difficulties experienced by an 
increasing number of municipalities. 
At the same time, the phenomenal 
increase in the secondary mortgage 
market resulted in the increased avail
ability of Fannie Mae and Ginnie Mae 
securities such as collateralized mort

gage obligations (CMOs).2 Govern
ment agency sponsored CMOs at com
mercial banks grew from $54.2 billion 
at year end 1990 to $90.7 billion at 
year end 1991. CMOs were created to 
provide investors, including banks, 
with securities that have less prepay
ment uncertainty.

Associated with the increase in CMOs 
has been the general increase in the 
securitization of other assets. Accord
ing to Securities Data Corporation, 
commercial banks securitized approxi
mately $28.5 billion dollars of assets in
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1991 as compared to $26.8 billion in 
1990. Securitization is a process in 
which pools of similar assets (e.g., 
automobile loans or credit card receiv
ables) are packaged and securities are 
sold which are backed by the underly
ing pool of assets. Securitization al
lows banks to book loans and dren 
package and sell them in the second
ary market. This has several signifi
cant advantages for financial institu
tions. It removes these loans from 
the balance sheet, thus improving 
capital ratios by reducing the amount 
of loans against which banks need to 
hold capital. Securitizing assets also 
generates additional fee income in the 
form of servicing fees which helps 
boost noninterest income ratios. 
Finally, securitization also improves 
the liquidity of the balance sheet by 
replacing less liquid loans with market
able securities.

Furthermore, bank examiners have 
indicated that purchasing asset backed 
securities has become an increasingly 
popular way for banks to diversify their 
risk exposure. For example, a smaller 
bank that may not have the opportuni
ty to make many automobile loans 
outside of the limited number avail
able in its immediate area can pur
chase securities backed by automobile 
loans. According to the Federal Re
serve Bulletin, the amount of securi
tized consumer loans, including auto
mobile and credit card loans, rose 
from $41.7 billion in 1989 to $88.1 
billion at year end 1991.

While securitizing assets may reduce 
an institution’s credit risk, it does not 
always remove it entirely. The issue of

moral recourse continues to exist for 
many institutions. Moral recourse rep
resents a responsibility whose fulfill
ment is not based on legal right or 
action. In addition, institutions that 
purchase asset backed securities may be 
replacing direct with indirect exposure. 
For example, although a bank may not 
make credit card loans directly, it still 
may be exposed indirectly to the risks 
of the credit card industry if it has pur
chased securities backed by credit card 
receivables.

Loan trends

In 1986, the primary loan category was 
commercial loans followed by install
ment loans, which include automobile 
loans (see Figure 2). In 1991, commer
cial loans comprised a smaller portion 
of the on balance sheet portfolio while 
one to four family mortgage loans were 
the second largest category.

The primary reason for the decrease in 
commercial loans during this period 
has been the increase in disintermedia
tion. Corporate customers increasingly 
access the capital markets directly.
This is a result of improvements in 
technology as well as changes in securi
ties regulations.

As a result, commercial banks have 
focused their attention on middle mar
ket commercial borrowers and consum
ers. With the thrifts' assets steadily 
shrinking, the public must find other 
sources for mortgage funding, such as 
banks and mortgage companies.

Although the proportion of consumer 
installment credit to total bank loans

has remained unchanged over the past 
five years, the composition within this 
categoiy of loans has shifted. Tradi
tional secured installment lending, 
such as auto loans and personal loans, 
continues to be the largest portion of 
this subcategory. However, the last few 
years have seen a rapid increase in 
credit card loans, which now account 
for 32% of unsecuritized installment 
lending as compared to 27% in 1986. 
This growth is attributable both to the 
need for banks to explore additional 
sources of income and the general 
increase in consumer credit card debt 
during this period. Banks were eager 
to expand their portfolios because of 
the high profitability demonstrated by 
credit card programs in the mid to late 
1980s. The downfall of the once prof
itable commercial real estate and oth
er commercial loans has left some 
banks dependent on consumer loans, 
particularly credit card loans, for prof
its. Recently though, even the credit 
card market has experienced a profit
ability decline as consumer spending 
has decreased, nonbank competition 
has increased, and credit quality has 
deteriorated.

Delinquent and nonperforming loan 
levels increased exponentially in the 
last three years and have resulted in 
heavy provisioning and charge offs. 
The increase in nonperforming assets 
(NPA) over the last few years is related 
to a pronounced increase in nonper
forming real estate assets at commer
cial banks, particularly commercial 
real estate, which have doubled since 
1987 both in the United States and the 
Seventh District.

The 13% increase over 1990 levels in 
loan charge offs at U.S. banks helped 
to level off the ratio of nonperforming 
assets to total assets in 1991. The 
record fourth quarter charge off of 
approximately $9.4 billion dollars 
accounted for most of the year’s rise. 
This increase was most pronounced in 
the Northeastern and Mid-Atlantic 
regions of the U.S. With the level of 
nonperforming loans rising in the 
West, substantial charge offs in that 
region are imminent. The Seventh 
District ratio of charge offs to total 
loans declined slightly from 1990 to



approximately one half the U.S. ratio 
of 1.56%.

Consequences for bank earnings

Earnings at U.S. banks for the last five 
years have been predominantly affect
ed by higher levels of troubled loans 
and increased provisions for future 
losses, especially at the larger banks 
(see Figure 3). In 1987, the LDC driv
en provisioning increases diminished 
reported earnings to their lowest levels 
since the Depression in both the Unit
ed States and the Seventh District. By 
contrast, past due Brazilian debt inter
est payments, coupled with a record 
number of bank resolutions, boosted
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1988’s earnings to a decade high level. 
In 1989, large banks were again sad
dled with LDC concerns, both nation
ally and, to a lesser extent, in the Sev
enth District. In addition, domestic 
credit woes began to erode bank prof
itability. Domestic credit problems 
were evident in 1990 as nonperform
ing real estate loans reached record 
levels. Continued provisioning to cov
er increased loan losses cut deeply into 
reported earnings, especially at those 
banks located in the Northeast.

Despite continued commercial real 
estate problems, U.S. banks earned 
0.56% on assets in 1991, 7 basis points 
higher than in 1990, as a result of 
lower loan loss provisions and in

creased gains on the sale of investment 
securities. In addition, banks’ funding 
costs continued to decline more rapid
ly than their asset yields, resulting in 
the highest net interest margins since 
the end of 1988. Commercial banks 
also benefitted from higher noninter
est income in 1991, particularly from 
the gains and fees from assets held in 
trading accounts. The dependence of 
banks, particularly large banks, on 
nontraditional sources of income 
continues to grew. In 1991, securities 
gains accounted for roughly 20% of 
earnings. Net of securities gains, 1991 
return on assets (ROA) ratios for both 
U.S. and Seventh District banks were 
the same as those posted in 1990. 
Overhead costs, particularly those 
associated with higher FDIC premi
ums, other real estate owned (OREO), 
and restructuring, also increased at 
banks of all sizes over the year. As the 
industry continues to consolidate, 
overhead cost reductions may be real
ized as banks close branches and con
solidate back room operations such as 
check processing.

Conclusion

Over the last five years, banks have 
substituted securities for loans. In 
addition, they have continued to secu
ritize many of their loans in order to 
move them off the balance sheet, thus 
improving capital ratios and generat
ing additional noninterest income. 
Credit quality continued to have ad
verse impacts on bank earnings as 
provision increases to cover problem 
credits remained high over the last few 
years. Despite the contraction in the 
total loan portfolio, consumer credit 
became an increasingly larger compo
nent of total loans. Credit card loans 
in particular have demonstrated signif
icant growth in the past few years.

As a result of lower nonperforming 
loan levels, improved capitalization, 
and stable reserves, loan loss provi
sions will probably be lower in the year 
to come. Interest margins will more 
than likely narrow and gains form the 
sale of investment securities will proba
bly not contribute so heartily to earn
ings in 1992. The continued erosion 
of credit quality in the West will ham

per ROAs in that region, but will be 
offset by continued improvement in 
the Northeast. In addition, as industry 
consolidation continues, overhead 
expense control may improve for the 
reasons mentioned earlier. The net 
result should be improved earnings 
for both U.S. and Seventh District 
banks in 1992.

Although the industry appears to have 
weathered the recent storms, contin
ued challenges remain. These include 
market share pressure from nonbank 
organizations, particularly in the con
sumer sector. As more and more 
nonbank financial organizations take 
market share from the banks, either 
additional sources of income will have 
to be found or industry shrinkage will 
continue. In addition, Congress will 
have a significant impact on the future 
of the industry as it decides what fur
ther legislation is to be enacted.

—Carl Quinn and Dylan Schulz
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Tracking Midwest manufacturing activity

Manufacturing output index 
(1987=100)

Purchasing Managers’ Surveys-production index

July Month ago Year ago

MMI 110.3 110.5 109.8

IP 109.5 109.6 108.3

Motor vehicle production 
(millions, saar)

Aug. Month ago Year ago

Autos 5.5 5.7 5.3

Light trucks 3.7 3.8 3.3

Purchasing Managers’ Surveys: 
production index

Aug. Month ago Year ago

MW 60.0 62.7 60.0

U.S. 56.4 57.6 59.8

Midwest

U.S.

_i__i__i__i_

Manufacturing activity in August, as measured by the composite Purchasing Man
agers’ Surveys for the Midwest, slowed after a five month period of steadily ex
panding activity. In contrast, the manufacturing expansion nationally began to 
slow as early as June and has been trending down since early in the year.

Within the Midwest, both Detroit and Milwaukee registered a marked slowing in 
the pace of their manufacturing advance. In Chicago, however, the percentage 
of respondents reporting expanding production reached the highest level in 
more than three years.

SOURCES: T h e  Midwest M anufacturing  Index 
(MMI) is a com posite index  o f  17 industries, 
based on  m onthly h ours w orked an d  kilowatt 
hours. IP rep resen ts the  FRRR industrial p ro
d uction  index  fo r the  U.S. m anufacturing  sec
tor. Autos an d  ligh t trucks are  m easu red  in an
nualized physical units, using seasonal adjust
m ents developed by the  Federal Reserve Board. 
T he PMA index  fo r th e  U.S. is the  p rodu c tio n  
com ponen ts from  th e  NPMA survey an d  fo r the  
Midwest is a w eighted average o f  th e  p ro d u c
tion  com ponen ts from  th e  Chicago, D etroit, 
an d  Milwaukee PMA survey, with assistance 
from  Bishop Associates an d  Com erica.

3 S n O H 3 H ¥ «  3JLVaLS3M 
iM 3R 3D ¥K ¥M  3 0 3 0 3 3 8  

S3A.IH3HW 
IHO I0 Z E  OM

UIS-SoS (SI£) 
££80-06909 s!ou!III ‘oSfeiqo 

££8 x°9 O'd 
jo ru 9 3  uonetLuojui a ijq n j

OOVOIHO 3 0 3 N V 9  3A33S3H TV33CI33


