Financial Marketsin Transtion—or
the Decline of Commercial Banking

Franklin R. Edwards

The 1980s was the most revolutionary decade in U.S. financia
markets since the Great Depression. The thrift industry collapsed,
necessitating a massive government bailout; commercia banks suf-
fered an unprecedented loss of market share; households sharply
reduced their direct participationin securitiesmarkets; pensionfunds
and other ingtitutional investors becamefinancia powerhouses, and
for thefirst timetook an activerolein thegovernanceof corporations;
trading in foreign securitiessoared to new heights; and there was an
explosive growth in derivative markets, both on and off regulated
exchanges. These changes, moreover, are just the beginning of a
processthat will eventually resultin an entirely new landscapefor the
financial service industry. However, precisaly what kind of financial
structurewe will havein thefutureisstill not clear.

The primary objectiveof this paper isto identify and describe the
key trends that underlie the changesin financia markets that have
occurred, and to provide an explanationfor these trends. In addition,
| discuss possible policy implicationsand dternativepolicy responses
to the changes that have occurred. The rapidly changing financial
structurein al countries raises the obvious question of whether we
need to respond to what has occurred by adapting our economic and
regulatory policiesin some way.



Franklin R. Edwards

Thechanging financial structure:
the1980sin historical per spective

In the United States, asin most other countries, banks have histori-
caly been the dominant financial intermediary. In 1929, prior to the
sweeping legidativefinancial reformsof theearly 1930s, commercia
banks held assets of $66 billion, more than twice as much as the
second largest financia intermediary (persona trusts), and amost
four times as much as those held by life insurance companies. (See
Table 1.) Including the persond trust assets held and managed by
banks, commercia banks accounted for over 50 percent of all inter-
mediary assetsin1929. (See Table2.) Banks have held thisdominant
intermediary role partly for historical reasons and partly because of
their favored role as providersof ""money" and "liquidity."

During the1930s and the Great Depression, when banking suffered
widespread failures, the market share of banks dipped to about 40
percent of total intermediary assets, whereit stayedfor the next thirty
years. In the1970sthe market share of banks again began to slip, but
it was during the1980s that banking suffered its most seriouserosion
of market share. From 1980 to 1990, banks market sharefell afull 10
percentage points, from 37 percent to 27 percent of total intermediary
assets. By 1990 banks had lost more than one-fourth of the market
share with which they began thedecade. (See Table 2)

During the 1980s the market share of nonbank depository institu-
tions (or thrifts) —mutua savings banks, savings and loans associa-
tions, and credit unions—aso experienced a pronounced decline.
These institutions lost more than a quarter of their market shae—a
drop of 7.3 percentage points. Taken together, the market share of
banksand thriftsfell by 17.7 percentage pointsduring the1980s. (See
Table2)

Non-depository institutions, in contrast, increased their market
shares. investment companies (or mutual funds) by 7.2 percent,
insurance companies by 1.7 percent, finance companiesby 2.6 per-
cent, and pension funds by 6.3 percent. (SeeTable 2)) Some of this
increasewasclearly gained at theexpenseof banksand thrifts, which
grew much moreslowly during the1980s than in previousyears. (See
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Table 3.) From 1980 to 1990 banks captured only 20.5 percent of the
growth of total financial intermediary assets, less than any other
period with the exception of the 1930s. In comparison, investment
companies accounted for 15.3 percent, life insurance companies for
20.1 percent, and finance companies for 9.5 percent of this growth.
(SeeTable4.)

Therelativedeclineof banksand depository intermediariescan also
be seen in the changing composition of household assets. From 1980
t01991, asaproportion of their total assets, househol dsreduced their
holdings of al forms of bank deposits from 23.8 percent to 18.8
percent, while increasing their holdings of mutual fund shares and
pensionfund assetsfrom 16.3 percent to 32.2 percent. (See Table5.)
In terms of the total net flows of household assets during the 1980s,
pension funds captured alarger share than all depository institutions
taken together. (See Table6.)

Theonly other period during which commercial banksexperienced
asseverean erosionin market share wasduring the1920sand theearly
1930s. From 1922 to 1939 their share of financia intermediation fell
by amost 15 percentage points. (See Table 2.) This period can be
divided into two distinct sub-periods: one of great economic prosper-
ity, from 1922 to 1929; and one of great economic depression, from
1929 t01939. Even omitting the economically depressed period after
1929, banks market share fell from 54.9 percent in 1922 to 45.9
percent in 1929.

Therearestriking similaritiesbetween the1980sand the1920s. First,
both the1920sand the1980s weretimesaof great international expan-
sioninfinancia markets. New Y ork becameaworldfinancial center.
Money freely flowed between countriesin search of more attractive
yields, and financial institutionsbuilt international networks by estab-
lishing overseas branches. Second, both periods were marked by
considerable macroeconomic instability and policy experimentation.
Third, tremendous product innovation occurred in financial markets.
Fourth, increased competition greatly weakened traditional customer
relationships. Fifth, therewas asharp growthin thereliance of banks
on timedeposits. In 1920, time depositsin national banks (generally
the large banks) were about one-third the level of demand deposits;
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Table2
RelativeSharesof Total Financial I ntermediary Assets, 1900-1990

1900 1912 1922 1929 1939 1949 1960 1970 1980 1990

Commercial Banks 55.2% 55.3% 54.9% 45.9% 40.0% 423% 38.6% 38.5% 372% 26.8%
Thrifts- 16.0% 12.7% 10.9% 12.0% 10.6% 9.9% 20.1% 20.8% 23.3% 16.0%
Savings & Loans 2.8% 25% 32% 5.1% 3.3% 3.9% 12.1% 13.4% 16.9% 11.1%
Mutual Savings 13.3% 10.2% 7.6% 6.9% 7.2% 5.8% 6.9% 6.0% 4.6% 2.7%
Credit Unions 0.0% 0.0% 0.0% 0.0% 0.1% 0.2% 1.1% 14% 1.9% 22%
Insurance Companies 12.2% 14.2% 129% 16.0% 21.2% 19.7% 24.0% 19.1% 17.4% 19.1%
Life Insurance 9.4% 112% 10.1% 12.1% 17.6% 16.0% 19.6% 15.3% 12.6% 13.8%
Other Insurance 2.8% 3.0% 29% 3.8% 3.6% 3.8% 44% 3.8% 4.8% 52%
Pension and Trust 16.6% 17.8% 21.2% 22.2% 25.5% 25.5% 9.8% 13.0% 13.0% 19.3%
Personal 16.6% 17.8% 20.8% 20.8% 21.1% 13.4% 0.0% 0.0% 0.0% 0.0%
Private 0.0% 0.0% 0.0% 0.3% 0.6% 1.6% 64% 84% 7.7% 11.8%
Public 0.0% 0.0% 0.3% 1.0% 3.7% 10.5% 33% 4.6% 53% 1.5%
Investment Companies 0.0% 0.0% 0.1% 2.1% 1.0% 0.9% 2.9% 37% 3.7% 10.9%
Mutual Fund 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 2.9% 3.6% 1.7% 59%
Money Market 00% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.2% 2.0% 5.1%
Finance Companies 0.0% 0.0% 0.0% 18% 18% 17% 4.7% 4.9% 5.3% 7%
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*Money Market datastarts in 1974
Sources: 1900-1949: Financial Intermediaries in the American Economy Since 1900,1960- 1990, Flow of Funds Accounts, Federal Resewe Bulletin



Growth of Financial | nter mediaries, 1900-1990, (Per centage Change in AssetsHeld)

Table3

1900-1912  1912-1922  1922-1929  1929-1939  1939-1949 19491960  1960-1970  1970-1980  1980-1990
Commercid Banks 118% 118% 3% 0% 138% 45% 121% 175% 91%
Thnifts 2% 88% 84% 1% 110% 223% 130% 218% 81%
Savings& Loans 100% 180% 164% -271% 169% 393% 146% 257% 4%
Mutua Savings 67% 65% 50% 20% 81% 91% 93% 116% 54%
Credit Unions 300% 688% 186% 284% 214%
InsuranceCompanies 155% 100% 105% 53% 109% 9% 7% 159%% 190%
Lafe Insurance 159%% 98% 101% 67% 104% A% % 134% 191%
Other Insurance 140% 108% 120% 2] 133% 87% 90% 261% 187%
Pensionsand Trust 133% 161% 75% 3% 126% -39% 195% 184% 293%
Personal 133% 157% 67% 17% 43% -100%
Private 100% 500% 535% 190% 160% 305%
Public 400% 313% 532% -50% 206% 22% 275%
Investment Companies 2900% -47% 106% 415% 189% 181% 681%
Mutua Fund 175% 36% 810%
Money Market 3000% 570%
Finance Companies 15% 113% 331% 132% 210% 293%
Total 118% 120% 67% 15% 125% 59%% 122% 184% 165%

*Money Market Mutual Fund datastartsin 1974.
Source: 1900-49, Financial I ntermediaries in the American Economy Since 1900; 1960-1990, Flow of Funds Accounts, Federal Reserve Bulletin
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Table4

RelativeShareaf Growth of Total Financial I ntermediary Assets, 1900-1990

1900-1912 1912-1922 1922-1929 1929-1939 1939-1949 1949-1960 1960-1970 1970-1980 1980-1990
Commercial Banks 55.4% 54.6% 32.5% 0.5% 44.1% 32.3% 38.3% 36.5% 20.5%
Thrifts 9.9% 9.3% 13.7% 0.9% 9.3% 37.5% 21.4% 24.7% 11.5%
Savings & Loans 2.3%
Mutual Savings 7.5% 5.5% 5.7% 9.2% 4.6% 8.9% 5.3% 3.8% 1.5%
Credit Unions 0.0% 0.0% 0.0% 0.9% 0.3% 2.5% 1.6% 2.1% 2.4%
Insurance Companies 16.0% 11.9% 20.5% 56.2% 18.5% 31.3% 15.1% 16.5% 20.1%
Life Insurance 12.7% 9.1% 15.3% 53.9% 14.7% 25.7% 11.8% 11.1% 14.6%
Other Insurance 3.3%
Pension and Trust 18.8% 24.0% 23.8% 47.0% 25.6% -17.1% 15.6% 13.0% 23.1%
Personal 18.8% 23.4% 20.8% 23.0% 7.2% -22.9% 0.0% 0.0% 0.0%
Private 0.0% 0.0% 0.9% 2.3% 2.4% 14.7% 10.0% 1.3% 14.2%
Public 0.0%
Investment Companies 0.0% 0.2% 5.0% -6,5% 0.8% 6.3% 4.5% 3.7% 15.3%
Mutual Fund 0.0% 0.0% 0.0% 0.0% 0.0% 7.8% 4.1% 0.7% 8.4%
Money Market 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.3% 3.0% 6.9%
Finance Companies 0.0% 0.0% 4.5% 1.8% 1.6% 9.7% 5.0% 5.6% 9.5%
Growth of Total Assets
for all Financial Inter- $21.3 $47.1 $57.6 $21.7 $207.2 $218.5 $721.6  $24152  $6,1405

mediaries (in billions)

Money Market Mutual Fund datastarts in 1974.

Sources: 1900-49, Financial Intermediariesin the American Economy Since 1900, 1960-1990, Flow of Funds Accounts, Federal Reserve Bulletin
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Table5
Digributionof Household Financial Assets(in billions)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Deposits

Checkable Deposits & Currency 260.4 2943 316.8 342 3576 3796 4711.7 479 4769 4954 514 5689

Small Time & SavingsDeposits 11407 11882 13225 15326 16857 18296 19457 20053 21372 22259 22778 22891

LargeT i eDeposits 1119 126 913 709 123 97.5 64.2 1173 1453 1495 103.3 56
Total Deposits 1513 1608.5 17306 19455 21663 23067 24816 26016 27594 28708 2895.1 28636
Credit Market Instruments
U.S. Government Securities

SavingsBonds 72.5 68.2 683 71.5 745 79.8 933 101.1 109.6 17.7 1262 138.1

Other Treasury Issues 121.6 1447 184.7 2349 282.1 277 251.1 2543 300 3138 3574 3027

Agency Issues 46.6 483 387 46.2 68.6 90.7 80.1 136.3 2124 307.6 3575 360.8
Total U S Government Securities 240.7 261.2 2917 3526 4252 4415 4245 491.7 622 739.1 841.1 801.6
Tax-exempt Securities 1024 122.8 1532 1925 224 305 304.7 397.8 465 526.6 549.2 554.1
Corporate & Foreign Bonds 30.8 25 376 322 269 189 68.2 904 50.9 62.5 185 144.8
Open-market Paper 426 323 39 612 69.3 1287 1426 1513 196 1949 2142 1745
Total Credit Market Instruments 416.5 4413 5215 6385 7454 900.1 940 11312 13339 15231 17895 1675
Corporate Equities 11113 10512 1184 13345 13436 1700 1877.1 17509 18766  2205.1 20078 22384
Security Credit 16.2 14.7 17.8 20.6 21.6 35.1 44 39.1 409 532 624 87
Miscellaneous Assets 73.5 804 874 1029 1042 1325 1494 170.7 187.7 2019 217.1 2262
Equity, Bond, & Income Mutual 52.1 526 66.7 98 117.7 206.9 356.9 406.3 418 480.6 4959 7264

Fund Share
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Table5s (Continued)

Money Market Mutual 64.9 1556 1894 1584 2M .4 2111 250.7 2788 3068 3019
Fund Shares
Total Mutual Fund Share 117 2082 25%6.1 256.4 3201 418 607.6 685.1 7238 8725

Total Household Liquid $32475 $34043 $37974 $42984 $4,701.2 $54924 $6,099.7 $63786 $6922.3 $7,7266
Financial Assets

Mutual Fund Assets as a % 360% 6129 674% 59% 681% 761% 996% 1074% 1046 11.2%
of Total Household
Liquid Financial Assets

Other (Non-liquid)

Financial Assets

Mortgages 107 1173 1261 1271 1278 1274 1412 1649 1321 2129
Life Insurance Reserves 2164 2256 2328 240.8 246 25%6.7 2742 3003 3255 3518
Pension Fund Reserves 916.1 9969 11559 13496 14979 17945 20628 21818 24507 28479
Equity Fund Reserves 18683 20152 20149 20634 20178 20406 2042 22132 23466 24696
Tota Non-liquid 31078 33HBO 35297 37709 38895 42192 45724 48602 53049 58322
Financial Assets

Total Household $6,3553 $6,759.3 $7,327.1 $8069.3 $8,590.7 $9,7116 $106721 $11,238.8 $12,227.2 $13,608.8
Financial Assets

Mutual Fund Assets as a % 184% 308% 35 318% 373% 430% 569% 610% 592% 641%
of Total Household
Financial Assets

Pension and Mutual Fund 1626% 1783% 1927% 1990% 21.16% 2278% 2502 2551% 2596% 27.34%
Assetsasa % of Total
Household Financial Assets

4386 4592

9345 11856

$7,9064 $8275.8

11.82% 1433%

2255 244

3774 400.3
20626 37103
25068 25821
60723 69457

$13,978.7 $15221.5

66X  7.79%

2718% 3R1%

Source: Federal Reserve Board
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Table6

Net Flowsof Household Financial Assets(in billions)

Net Flows 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991  Totd
Deposits
Checkable Deposits & Currency 63 339 20.8 25.1 158 219 92.1 55 ©09) 19.2 18.6 564 3147
Small Time & SavingsDeposits 825 475 1343 210.1 1532 1439 1204 66.8 1153 88.3 524 43 12190
Large Time Deposits 394 14.1 (15.1) (204 520 (25.5) (333 53.1 280 42 (46.6 (704) (205)
Total Deposits 1282 955 140.0 214.8 2210 140.3 179.2 1254 1424 111.7 24.4 ©.7) 1,5132
Credit Market Instruments
U S Government Securities 316 204 334 58.1 81.3 318 (17.5) 615 123.7 124.5 103.0 45 656.3
Tax-exempt Securities 0.7 198 31.8 393 315 81.0 1.2) 93.1 54.1 61.7 22.6 50 4394
Corporate & Foreign Bonds (13.8) (1.9) 9.0 (39 ©5) (16.8) 43.7 67 (329 (27.1) (11.8) 26 (70.7)
Open-market Paper 38 (102) (159 192 8.1 594 13.9 76 416 (1.1) 154 (3200 1098
Total Credit Market Instruments 223 28.1 403 112.7 1144 1554 38.9 168.9 186.5 158.0 1292 (199) 11,1348
Corporate Equities (123) (435) (232) (285) (78.1) (1194) (13500 (998) (1224) (1316) (495 (250) (B68.3)
Security Credit 59 (1.5) 31 27 1.0 13.5 9.0 (5.8) 18 123 9.2 246 (75.8)
Miscellaneous Assets 6.8 6.8 7.1 155 1.3 28.3 16.9 213 17.0 142 15.3 9.1 159.6
Equity, Bond & Inwme Mutua 1.7 64 76 26.1 219 735 141.5 78 23 419 52.7 126.7 5741
Fund Share
g/lhoney Market Mutual Fund 245 90.7 328 (3L 44.0 8.7 39.6 28.1 270 86.1 46.7 206 4117
ares
Total Mutual Fund Shares 26.2 97.1 404 5.0) 659 822 181.1 999 29.3 128.0 9.4 1473 991.8
Total Household Liquid $177.1  $1825 $207.7 $3122 $3255 $3003 $290.1 $3099 $254.6 $2926 $2280 $1264 $3,006.9

Financial Assets

41
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Net Acquisition of Mutual Fund
Asset. as a% of Household Net
Acquisition of Liquid Financial
Asset.

Other (Non-liquid) Financial Assets
Mortgages

Life Insurance Reserves

Pension Fund Reserves

Equity Fund Reserves

Total Non-liquid Financial Assets

Total Household Net Acquisition
of Financial Assets

Net Acquisition of Mutual Fund
Assetsas a% of Household Net
Acquisition of Tota Financial Assets

Net Acquisition of Pensionand
Mutual Fund Assetsas a% of
Household Net Acquisition of Total
Financial Assets

14.79%

179
9.7
108.8
(72.1)
64.3

2414

10.85%

55.92%

Table6 (Continued)

5321% 1945% (1.6%) 2025% 27.37% 6243%
10.9 9.7 0.7 1.5 34 18.6
9.2 7.2 80 5.2 10.7 175
1087 1463 1345 1677 2126 2138
@.6) @15 (798) (7149 (47 (254
86.2 81.7 63.4 995 1720 2245
268.7 2894 3756 4250 4723 5146
36.14% 13.96% (1.33%) 15.51% 1740% 35.19%

76.59% 6451% 3448% 54.96% 6242% 76.74%

3224% 11.51% 43.75%
210 254 19.1 20.5
260 253 262 25.7
876 1865 2061 1822
619) (422) (741) (439
727 1950 1773 1845
3826 4496 4699 4125
2611% 6.52% 2724% 24.10%
49.01% 48.00% 71.10% 68.27%

43.60% 11653%

18.1
29
256.8
(184)
2855

4119

35.76%

98.11%

32.98%

166.8

199.7
2,011.6
(671.5)
1,706.6

4,735

21.04%

63.72%

Source: Federal Reserve Board
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by 1929 time deposits had become three-fourths as large as demand
deposits. Banks turned to the more expensivetimedepositsin order
to retainfunds, just asthey did in the1970sand 1980s. Sixth, in both
periods commercia loans became a less important part of banks

portfolios. In 1920, loans to business and agriculture, most of which
were short-term, accounted for amost hdf of thetotal earning assets
of large urban banks. By 1929, these |oans comprised only one-third
of their total earning assets. Large corporations then, as now, were
able to obtain financing directly, athough in the 1920s the issuance
of new equity wasthemain financing vehicle rather than commercia

paper.

During both periods commercia banks also replaced loan income
with fee income. In the1920s they increased their fiduciary services
and expanded their investment banking activities. As corporations
increasingly went to the equity markets for their financing, large
banks captured a piece of this business and retained corporate rela-
tionships by enlarging their underwriting functions. By 1929, nearly
al largecommercia bankshad at |east one securitiesaffiliate, which
performed a complete range of investment banking functions: they
originated new security issues, formed and took part in underwriting
syndicates, sold new issuesto retail banks and to institutional inves-
tors, and participated at theretail level in thedistribution of securities
toindividua investorsthroughanetwork of branch offices. By thelate
1920s, it has been estimated that commercial banks and their securi-
tiesaffiliateshandledamost half of thetotal distributionof securities.
Thegrowth of personal fortunesin the United Statesin the1920salso
fueled the growth of banks as active money managers, through trust
departmentsand subsidiaries. A few largebankseven began theirown
mutual funds (or investment trustsas they were then called).

In the 1920s similar changes in the banking structure occurred as
well. The number of banksfell substantially. Therewasa high rate of
bank failure, especially among smaller banks whose profitability
diminished. There was a sharp increase in bank mergers, especidly
amongcity banks. Asaresult, concentrationin urban banking markets
grew appreciably. Lastly, therewasan upsurgein branch and**chain”
or "group™ banking. All of these changes occurred then as now in
responseto theincreasingly competitiveenvironment faced by banks.
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Finally, in the1920s both pension fundsand investment companies
grew rapidly, just asin the1980s. Although theseinstitutionsdid not
become mgjor players until after World War 11, their growth in the
1920s was a harbinger of what was to come in the 1980s when open
competition replaced protective regul ation.

Thefinancial sructurein the United States:
originand rationale

The financial structure in the United States is a product of our
unique political, cultural, and economic history, all of which came
togetherin the1930sto create by legidativedecreeahighly segmented
financial system. Reformsenactedin the1930swere motivatedlargely
by thecollapsein thestock marketin1929and by thedepressionwhich
followed. Whileinterpretationsdiffer as to what were the causesand
effects of these cataclysmic events, they unguestionably occupied
center stagein the thinking of financia reformersat the time.

Four significant themes emerge from the legidative reforms
adopted during the 1930s. First, commerciad banks, as the main
providersof money and liquidity to theeconomy, were seen as key,
or unique, financia intermediaries, requiring specia protections. The
widespread failure of banks and the concurrent economic depression
during the 1930s undoubtedly encouraged this view. Second, large
size among financia institutions, especially banks, was discouraged.
Branch and affiliate operationswererestricted and severerestrictions
were imposed on banks activities. Third, banking and securities
activitieswere viewed as particularly incompatible and, if intermin-
gled, a threat to economic stability. Finaly, to reduce speculative
activity and make security markets more efficient, issuers of public
securities were required to disclose more information, and curbs on
the provision of credit for speculative purposeswereimposed.

Themain result of thesereformswasto createarigid and segmented
financial structure. Banks were supposed to do certain things, savings
institutionsother things, and lifeinsurance, pension funds, and invest-
ment companies still other things. This segmented structure, it was
believed, would assure both the stability of thefinancial system and
its continued contribution to the growth of the nation.
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Banksand theregulatory system

Banks have been the centerpiece of the financial systemsin all
countries. The creation of "liquidity" viademand deposits(or trans-
actions balances) has historically been the provinceof banks. Conse-
guently, banks have had anintegral relationshipto the money supply.
Further, the stability and integrity of both banks and the banking
system has always been considered essential for economic stability.
To guarantee this stability, bank deposits in the United States have
been government-insured (by the Federal Deposit Insurance Corpo-
ration) since the 1930s, and banks have been subjected to extensive
regulation to maintain their solvency.

Regulation sought to achieve this objective in two ways. First, it
insulated banks from competition. Only banks were permitted to
provide demand deposits, and they were not permitted to compete
with one another by paying interest on these deposits. This assured
banks a steady flow of cheap funds-demand deposits. Interest rate
ceilings on savings and time deposits (Regulation Q) smilarly pre-
vented banks from competing with one another by paying higher .
interest rates. In addition, geographical restrictions on where banks
could haveofficesprevented competitionfrom banksoutsideabank's
immediate area. The result of these restrictive regulations was to
create a banking system of many thousandsof small banksoperating
in competitively-insulated markets. This system was reinforced by
"entry restrictions™ that carefully controlled the formation of new
banks, even in locaes that were " underbanker — where additional
competition would not be "destabilizing.” By limiting competition,
banksin general were made more profitable, and the number of bank
failureswas kept to a minimum.

Second, regulation limited thefreedomof banksto takerisks. Banks
were required to maintain specified levelsof capital, were prohibited
either from making certain kinds of loans and from extending more
than acertain amount of credit to specified borrowers, were prevented
from engaging in securities activities (such as the underwriting of
stocksand bonds) or from hol ding corporate stocksand bondsin their
own portfolios, and were prohibited from engaging in other risky
activities, like the underwriting of insurance. Thus, by limiting the



Financial Markets in Transition 19

ability of banksto takerisksand by insulating them from competition,
regulationsought to guaranteethesoundnessof banksand thestability
of thefinancial system, aswell asto guaranteethe uninterruptedflow
of credit to businessenterprises.

Causesof thechangingfinancial structure

Three factors underlie the recent changes in financia structure.
First, thelong period of price and interest rate stability that followed
the Great Depression and later World War 1I ended in the 1960s.
Greater inflation brought higher interest ratesand greater interest rate
volatility, which sensitized savers to yield differences and made it
worthwhilefor them to search out higher yields. Asaresult financia
intermediaries had to pay higher yields either to retain funds or to
attract new funds.

Second, improvements in both information and communications
technologies began to break down what were heretofore natura
barriersto competition. Theability to retrieve, store, process, manipu-
late, and transmit large masses of data a low cost increased both
economiesof scaleand scope, enabling financia institutions to offer
new productsand competein new markets. Theincreased speed and
lower cost of communicating and transmitting data over large geo-
graphical areas aso eliminated geographical distance as an obstacle
tocompetition. Institutionswereableto collectand to servicedeposits
(and other funds) from distant saversaseasily asthey couldfromlocal
savers, and could makeloansto distant borrowersaseasily astolocal
borrowers.

Third, the growing internationalization or globalization of markets
(both financia and nonfinancial) that accompanied the end of capital
controlsand theingtitutionof flexibleexchange ratesfurther increased
competition. U.S. financial ingtitutions were forced to compete with
foreign financial institutions, often for corporate borrowerswho had
been their clients for decades. This competition was particularly
wrenching because many foreign institutions were governed by dif-
ferent rulesand regulations that gave them a competitive advantage.
Thus, with globalization came not only head-to-head competition
between U.S. and foreign financia ingtitutions but direct competition
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between U.S. and foreign regulatory systems.

Internationalization also created a regulatory loophole that pre-
vented the enforcement, or undercut the effectiveness, of key U.S.
regulations. With capital free to flow to the highest yields, wherever
they may be, the imposition of deposit rate ceilingsin the United
States became unenforceable and counterproductive. The gigantic
Eurodollar market, for example, was largely the creation of unwise
and misdirected U.S. regulations during the 1960s—many of which
no longer exist.

The chief effect of these changes was to increase competition
among financial intermediariesand between financia intermediaries
and primary security instruments. Further, as these competitive pres-
sures mounted, it becameincreasingly clear that regul ationsdesigned
to segment financial markets and institutions could no longer be
maintained. In some cases these regul ationshad become ineffective;
inother casesthey threatened to destabilize thefinancial system. As
aresult, there has been a steady erosion of theregulatory restrictions
that historically separated financia intermediariesfrom one another.

Thegrowth of non-depository intermediaries

Competition for savings and the growth of pension funds
and investment companies

In the competitive struggle to capture the savings and financial
assets of households, pension funds and investment companies were
thebiggest winnersduringthe1980s.! Asshownin Table2, thelatter's
share of intermediary assets grew from 16.7 percent in 1980 to 30.2
percentin1990, and thisgrowth shows no sign of abating. By pooling
fundsfrom alarge number of investorsand purchasing adiversified
portfolio of assets, penson and mutual funds provide individual
investorswith alow-cost way of holding highly diversified portfolios
of stocks, bonds, and mortgage-backedsecurities. They also makeavail-
able to investors, particularly small investors, professional portfolio
management.

Pension fund growth during the postwar period has been due to
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increased pension coverage—both in the privateand publicsectors—
and to theincreasing vaue of theassetsheld by pensionfunds. In the
1980s all typesof pension funds grew rapidly. (See Chart 1.) During
thisperiod rising stock valuescontributedsignificantly to thisgrowth.
In addition, federal tax policy, which permits the deduction of
employer contributions and the deferral of taxes on both employee
contributions and earnings on pension fund assets, has been amajor
stimulant to pension fund growth. Pension funds are now the domi-
nant institutional player in the stock market, holding over 25 percent
of dl corporate stock outstanding.

Theearly growth of mutual funds, in the1950s and 1960s, was due
amost entirely to savings flowing into equity funds. Mutua funds
offered investors diversified, professionally-managed, stock portfo-
lios, and a booming stock market did therest. In the1970s, however,
disappointing stock market performance caused investors to seek
other investments. The mutual fund industry responded by creating

Chart 1
Growth of Penson Plans

Billionsof Dollars
60

Private penson plans State and local Insured pension plans
pension plans

Note: Mean net acquistion of real financial assetsby decade.
Source: Flow of Funds Accounts. Federal Reserve System.
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money marketfundsand variouskinds of bond or fixed-incomefunds.
Consequently, during the1970sand 1980sthe growth of mutual funds
came primarily from the expansion of money marketfunds, and, to a
lesser extent, bond funds. (SeeChart 2.) Thesefundsofferedinvestors
attractive aternatives both to individually held stock portfolios and
to savings deposits in banks and thrifts, which until the early 1980s
were constrained by interest rate ceilings.

By 1991, money market mutual funds (MMM Fs) had grown to $540
billion, up from $76 billionin 1980. (See Table 7.) In 1980, MMMF
sharesconstituted only 7.2 percent of total commercial bank deposits;
by 1901 thisfigure had grown to over 23 percent. Further, from 1980
t01991 MMM Fsharesas apercentageof commercial bank checkable
deposits rose from about 25 percent to amost 90 percent. Chart 3
shows2 the dramatic growth in these assets beginning in the early
1970s.

In the 1980s the types of assets held by MMMFs aso changed
significantly. Table7 showstheaggregate balancesheet for MMMFs
during this period. MMMFs sharply reduced their holdings of bank
time deposits (or certificates of deposit), replacing these assets with
government securities and commercial paper.

The sharp growth of both pension and mutua funds can be seen
vividly in Tables5 and 6 as well. In 1980, pension and mutual fund
assets amounted to 16.3 percent of total household financia assets,
by 1991 this figure had jumped to over 32 percent. (See Table5.) In
contrast, the holdings of household assetsin the traditional interme-
diaries—banks, thrifts, and life insurance companies—fel from 27.2
percent in 1980 to 21.15 percent in 1991. Mutual fund assets alone
soared from only 3.6 percent of household"liquid assets™ in 1989 to
over 14 percent in 1991.

The growth of non-depository intermediaries is even more pro-
nounced when viewed in terms of the annual flows of household
assets. During the1980s pension and mutual fund growth accounted
for, on average, more than 63.7 percent of the net growth in the tota
assets acquired by households. (See Table 6.) In contrast, the tradi-
tional intermediaries accountedfor only 36.3 percent of this growth.
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Chart 2
Mutual Fund Assets
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Sources. Flow of Funds Accounts. Federal Reserve System.

Chart 3
CheckableDepositsand MMMF Shares
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Table7
Money Market Mutual Funds Balance Sheet

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992:3
Total Financial Assets($ hillions) 76 186 220 179 234 244 292 316 338 428 498 540 553
Time Deposits (%) 27 24 19 13 10 7 7 11 10 10 4 6
Security RPs (%) 7 8 7 7 10 11 11 12 12 13 12 13 13
Foreign Deposits (%) 9 10 11 12 9 8 8 7 9 6 5 4 4
U.S. Government Securities 11 17 25 20 18 18 15 13 9 8 17 22 24
Tax-exempt Securities 2 2 6 9 10 15 22 19 19 16 17 17 17
Open-market Paper (%) 41 38 31 37 42 41 36 35 38 4 41 36 34
Other (%) 2 1 1 1 1 2 2 2 3 3 4 3 3
Tota Shares Outstanding 76 186 220 179 234 244 292 316 338 428 498 540 553

Source: H ow d Funds Accounts, Board of Governors of the Federal Reserve System

James R. Barth and R. Dan Brumbaugh, Jr., “*The Changing World of Banking: Setting the Regulatory Agenda,” 1993, unpublished.
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Chart4
Net Flows of Household Financial Assetsas a Per cent of

Net Acquigtion of All Financial Assets, 1980-1991
Percent of Total Net Flow
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(See Chart 4.) Mutua funds alone accounted for about athird of the
growthin households' liquid assetsduring thisdecade. (SeeTable 6.)

These structural changesmanifest two major devel opmentsinfinan-
cia markets. First, households have become highly sensitive to the
relative returns and risks associated with different financial assets,
and now act quickly to place their savingsin assetsoffering the best
returns. Second, the segmentation of financia markets is rapidly
disappearing. Theopportunitiesavail ableto small saversarenow very
similar tothoseavailabletolargesavers. Through pensionand mutual
funds, small saverscan hold portfolios of al kinds of fixed-income
securitiesaswell asdiversified stock portfolios, whichin the past were
availableonly tothewesdlthy. Nor are saversand investorsany longer
constrained by geography. There arefew natural barriersto theflow
of savings and investment. Funds flow across national borders as
reedily'as between different areasof the samecountry.
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The changes that have occurred also are irreversible because they
are economically-motivated and technologically-driven. The 1980s
weretofinancial marketswhat World War IT wasto our labor markets.
World War II and its aftermath made women amajor component of
thelabor force, settingin motion an irreversibletrend that resultedin
profound changesin society. While not everyonefound thisto their
liking at the time, it was afact of life. People who believe that the
changes in financial markets that occurred during the 1980s can be
undone or rolled back are as naive as those who in the late 1940s
believed that they could return to a prewar society.

Competition for borrowers and the growth
of finance companiesand the commercial paper market

In the 1980s finance companies grew rapidly, becoming strong
competitors of banks on the lending side of the balance sheet. (See
Tables1, 2, and 3.) Table 8 showsan aggregate balance sheet for al
financecompaniesfor the period 1950 to 1991. Twofactorsstand out.
First, during the 1980s finance companies reduced their consumer
lending and greatly increased their mortgagelending as a percentage
of their total loan portfolio. Althoughtheproportionof businessloans
did not change, prior to the1980s these loans were made largely by
"*captive' financecompaniesto affiliatesand customersof their parent
companies. During thelast decade, however, finance companieshave
been ableto raisefundsin thecommercial paper market and use these
funds to make general business loans, in direct competition with
banks.3

Second, finance companies have significantly changed the way in
which they raise funds, relying more on the issuanceof commercial
paper and much less on bank loans. During the last decade the
commercial paper market literally exploded, growing to $528 billion
in 1991 from $121.6 billion in 1980.* Finance companies alone
accounted for almost two-thirds (or $322.8 billion) of the newly
issued commercia paper in 1991. (SeeTable9.)

Most of the commercial paper issued by finance companies was
purchased by MMMFs during the 1980s. Newly issued commercial
paper fed the voracious appetite of the rapidly growing MMMFs. In
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theeleven-year period, 1981 through1991, 63 percent of thecommer-
ciad paper issued by finance companies was acquired by money
market mutua funds. By 1991 money market mutual funds held
almost $200 hillion of commercial paper, constituting 34 percent of
thelr total assets. (See Table7.)

Taken together, the growth of both finance companies and the
commercia paper market came at the expense of bank lending to
business. In 1980 banks accounted for 19.1 percent of the total debt
owed by nonfinancia 'businesses; finance companies accounted for
only 6 percent. By 1991 the share held by banks had declined to 12.9
percent, while the share held by finance companies had risen to 8.1
percent. (Table10.) In addition,finance company loansto businesses
amounted to only 31 percent of banks commercial and industrial
loans in 1980. By 1991 thisfigure had jumped to almost 63 percent.
(SeeTable10.)

During this period large businessfirmsalso increasingly bypassed
banks (as well as finance companies), borrowing more in primary
markets by issuing their own commercial paper. In 1980 commercia
paper issued by nonfinancial companiesamounted to $28.0 billion—
about 10 percent of banks commercia and industrial loans. By 1990
this figure had jumped to $116.9 billion, over 22 percent of banks
commercial and industrial loans.

Bankshavethemsel vesfacilitated these devel opmentshby providing
backup lines of credit and guarantees to commercia paper issuers,
including finance compani es. Oneconsequencedf Penn Central Rail-
road's1970default on $83 billionof itscommercia paper isthat banks
began to provide commercial paper issuers with guarantees and
backup lines of credit, on which banks earned a fee. Although it is
difficultto know exactly what portionof thecommercial paper issued
by finance companies is backed by bank guarantees, it has been
reported that over 90 percent of the paper issued by thelargest fifteen
finance companies is backed by banks.> These fifteen companies
account for about 40 percent of thetotal commercial paper issued by
finance companies. It would aso seem reasonable to believe that
small finance compani eswould need abank guaranteeeven morethan
largefinancecompanies. Thus, nearly all commercial paperissued by



Table8
Finance Companies Balance Sheet

1950 1960 1970 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992:3

&ogs_\ll IFi na?cial Assets 9 27 63 243 273 292 327 371 440 531 53 646 719 772 794 789
illions)

Mortgages (%) 5 6 9 21 22 23 23 24 24 27 24 25 28 29 28 29
Consumer Credit (%) 57 57 52 32 32 32 32 30 30 28 26 24 20 18 16 15
Other Loans 27 30 A 37 36 4 35 37 36 33 37 38 3B 38 37 37
(to Businesses) (%)

Other (%) 11 6 4 10 10 10 10 9 10 11 13 13 14 15 19 19
Total Liabilities 5 20 57 217 245 262 294 336 405 492 551 602 664 708 729 720
($ billions)

CorporateBonds (%) 33 50 40 12 11 43 12 43 37 38 31 24 2 24 27 24
Bank Loans, N.E.C. (%) 50 30 22 1 10 10 9 8 7 7 6 5 5 5 5 5
Open-marketpaper (%) 14 19 38 28 30 28 30 30 35 37 39 45 45 47 46 47
Other (%) 3 1 0 19 19 19 19 19 21 18 25 26 24 24 22 24

Source: Flow d Funds Accounts, Board of Governorsof the Federal Reserve System
James R Barth and R. Dan Brumbaugh, J., ""The ChangingWorld of Banking: Setting the Regulatory Agenda,” 1993, unpublished.



Table9
Amount of Outstanding Commer cial Paper

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 191 1992:2Q
Amounts Outstanding (in $billions at yearend)

All issues 1216 161.1. 1618 1835 2317 2939 326.1 3736 451.8 5219 557.8 528.1 544.7
Financial 86.6 107.6 109.2 1252 1455 187.8 2259 2586 3161 3HBL7 365.6 3479 3555
Companies
Bank Related 259 330 346 38.0 41 164 431 446 44 488 301 243 25
Finance 60.1 741 742 86.8 1008 1407 1817 2126 2705 3017 3350 328 3321
Companies
Nonfinancial 280 27 376 368 585 722 629 738 85.7 1071 116.9 985 1117
Companies

Sharesaof Total Outstanding (in percent)

All Issues 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
Financial 712 66.8 675 68.2 628 639 69.3 69.2 70.0 674 655 65.9 65.3
Companies
Bank Related 213 205 214 207 190 158 132 119 98 94 54 46 41
Finance 494 46.0 459 473 435 479 55.7 56.9 59.9 578 601 611 610
Companies
Nonfinancial 230 265 232 201 252 246 193 198 190 205 210 187 205
Companies

UOMIS UDLL UL 9. DY IDIoUDULY

Source: How of Funds Accountsof the Federd Resarve Sysem
Jane W. D’ Arista and Tom Schlesinger, "' The Pardle Banking System,”" Economic Policy Ingtitute, 1992, unpublished
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Table 10
Outstanding U.S. Credit Market Debt Owed by Householdsand Nonfinancial Businesses

(in billionsof dollars and percent)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992:2Q
Total Credit Market Debt Owed by:
Households $14058 $1521.7 $1600.3 $1766.0 $1993.3 $2271.0 $2584.0 $2861.3 $3177.3 $35082 $3780.6 $3938.6 $4010.8
Nonfinancial 14843 16500 17754 19462 22495 25122 28063 30346 32816 35120 36180 35932 36023
Businesses*
1) Outstanding FinanceCompany Credit to Consumers
a) Amount $789  $878  $932 $103.7 $111.7 $1324 $151.0 $1540 $1553  $1446  $138.7  $1267  $120.8
b) Percent of Total Debt Owed by Households
56 58 58 59 56 58 58 54 49 38 37 32 30
2) Outstanding FinanceCompany Credit to Businesses
a) Amount $8.7 $94 $1004 $1134 $137.8 $1587 $177.2  $2138  $2453  $2702  $2935  $292.6  $293.7
b) Percent of Total Debt Owed by Nonfinancial Businesses
6.0 6.0 57 58 61 6.3 6.3 70 75 77 8.1 8.1 82
3) OutstandingBank Loansto Individuals
a Amount  $181.2 $1861 $1916 $2174 $2584 $2995 $321.5 $3343  $361.5  $3823  $384.7  $369.6  $358.8
b) Percent of Total Debt Owed by Households
12.9 122 126 123 130 132 124 nz 11.4 109 10.2 94 89
4) Outstanding Commercia and Industrial Loansof Banks
a) Amount $2829 $3179 $3555 $381L3 M30.0 $4466 $487.8 HBLY  $501.1  $5177  $512.7  $464.5  $4463
b) Percent of Total Debt Owed by Nonfinancial Businesses
191 19.3 200 19.6 191 17.8 174 159 15.3 14.7 14.2 129 124

*|ncludesfarm, nonfarm, noncorporatesectors.

Source: F ow of Funds Accountsd the Federd Reserve System. D’ Arista and Schlesinger, 1bid.
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finance companiesis probably backed by abank guarantee.
I sthedeclinecof banking a global phenomenon?

Banking, at leastin itstraditiona form,isin declinein all countries.
This decline has been more severe in countries where constraining
regulations have created a highly segmented financia structure and
prevented banks from responding to the competitive initiatives of
nonbank competitors. In all countries, however, technologically
drivenfinancial innovation, competition, and deregul ation,when they
have occurred, have had powerful effects.

Althoughitisdifficult to make cross-country comparisons because
of differences in national accounting conventions, the decline of
banking appearsto have been greater in the United States, the United
Kingdom, Australia, and the Scandinavian countriesthan in continen-
tal European countries. Table 11, for example, showsagreeter decline
in bank profitability in the former countriesthan in most European
countries. In thelatter countriesbanks were better able to respond to
the changing market environment by developing new products and
diversifyinginto new activities.

In addition, there has been arapid growth of non-depository finan-
cia intermediariesin al countries. Mutual funds, for example, have
experienced significant growth in countries with devel oped financial
markets. (See Table 12.) Further, non-depository intermediariesas a
group—Ilife insurance companies, pension funds, and investment
companies—have sharply increased their share of household finan-
cia assetsin all major countries: from an average of 189 percentin
1980 to an average of 31.9 percent in 1990. (See Table 13.) In some
countries, banks have been able to participate in this growth via
ownership of, or arelationship with, non-depository intermediaries.

In countries where banks have come under the most competitive
pressure there is evidence to suggest that they have responded by
significantly increasing their risk-taking. In particular, the compara-
tiveloan-lossprovisionsshownin Table 14 indicatethat in theUnited
States, the United Kingdom, Australia, and the Scandinavian coun-
tries, banks haveincreased their lending to less creditworthy borrow-
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Tablel1l
Bank Profit Margins!
Countries 1980-82 1984-86 1989-90 1990
United States? 0.83 0.83 0.61 0.59
Japan?3 0.40 046 0.40 0.33
Germany? 0.50 097 0.88 0.83
France? 0.34 021 0.33 031
Ity 0.68 0.96 1.19 1.24
United Kingdom? 1.04 1.05 028 0.59
Canada’ 0.63 0.74 0.96 1.22
Australia’ 141 133 120 0.94
Belgium? 0.34 039 026 033
Finland 0.49 0.55 022 021
Netherlands 0.31 0.66 0.59 0.53
Norway 0.63 0.75 043 -1.02
Spain? 1.09 092 175 172
Sweden? 0.38 0.55 034 022
Switzerland 0.65 0.71 0.64 0.53

'Ratio of pre-tax profit to average total assets of commercial banks; the dataare not fully
gomparabl € across countries.

Large commercial banks

Fiscal years
* A break in series in 1986 cons derably raises profit marginsin that and subsequent yearsin
comparison with 1980-85.
Sources. For Australia, Reserve Bank of Australia; for the other countries, OECD and BIS
estimates.

David Llewellyn, "' Secular Pressures on Banking in Developed Financial Systems: Is
Traditional Banking and Industry in Secular Decline?" in D E. Fair and R. Raymond, eds.,
The New Europe: Evolving Economic and Financial Systems in East and West. Netherlands:
Kluwer Academic Publishers, 1993.

ers, possibly to maintain profit margins. In contrast, the loan-loss
provisions of banksin thecontinental European countries banks have
increased relatively littleif at all.

In all countries banks are changing what they do in response to a
more competitive environment. When permitted to do so, they have



Table12
Mutual Fund Assetsin Selected Countries (in billionsof U.S. dollars)

UONSUDLY Ul SITYAD Y 110U 1]

1985 1986 1987 1988 1989 1990 1991
United States 4955 716.3 769.9 810.3 982.0 1,066.9 1,346.7
Long-term 2517 4242 453.8 4723 553.9 568.5 807.1
Short-term 2438 2922 3161 338.0 4281 498.4 539.6
Japan 99.0 197.1 3188 4339 4082 3535 349 4
Germany’ 423 65.7 90.2 109.2 1322 160.1 174.6*
Public 234 357 489 60.2 702 84.9 88.5*
Special 189 30.0 41.3 490 62.0 75.2 86.14
France 84.6 153.0 204.0 2404 268.3 3832 396.5°
Italy 16.3 471 50.8 402 454 419 475
United Kingdom 294 51.3 67.9 76.7 92.8 915 100.8
Canada® 74 12.6 156 172 202 215 435
Spain 24.4 24 .8°
Austraia 33 41 6.9 122 309 291 U5
Netherlands 91 129 155 ... . 244 ..
Switzerland s o 203 24.8 24.6 257 239
Belgium 28 5.3 7.4 438 43 46 4.7
Denmark 25 4.3 . . ... 36 36
Ireland 5.07 79 7.5
Korea 71 104 136 210 27.6 338 36.8?
India 17.0 125 127
L uxembourg 94.6 114.2%
Total 799.3 1,280.1 1,581.0 1,807.6 2,0415 2,379.0 2,7217
ISouroec Investment Company Ingtitute. SIncludes sociétiés d’investissement a capital variable Sprior to 1991, only 75 percent of the
2Op¢:11-end fundsonly. (investmentt companies with variableshare capital) of companiesreported to the Investment Funds
As of September. $297.7 billion as of September and fonds commun de Indtitute of Canada.

ilncludes real estatefunds. placement (unit trusts)  $98.8 hillion as o "As of June
As o November. December.

£€



Table13
TheGrowth of Ingtitutional I nvestors

. Pension Funds and Collective Investment
Life Assurance Companies Institutions Total
Countries 1980 1985 1990° 1980 1985 1990° 1980 1985 1990°
Financial Assets asa Percentagedf Household Financial Assets

United States 178 211 235 22 50 7.7 200 26.0 312
Japan 138 16.6 208 18 36 56 15.6 20.2 264
Germany 194 242 271 32 48 81 226 290 351
France 8.0 11.2 147 27 124 21.7 10.6 236 36.3
Italy'~ 16 09 32 na. 21 29 na. 29 6.1
United Kingdom] 399 499 537 16 31 49 415 53.1 58.6
Canada 194 233 26.7 10 16 30 204 249 29.7
[Total asset?.
At book value.

3For Italy and United Kingdom, 1989 figures,

Source: BIS, Annual Report, 1992.
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pursued off-bal ancesheet activitiesasaway of increasing feeincome
to replacelowerincomefromtraditional bankingactivities. They have
expanded securities, insurance, and trading activities, "' securitized"
more of their loan portfolios, provided more loan commitmentsand
standby letters of credit, and increased derivative-market services.
Table 15 shows the sharp growth in banks non-interest income
(relative to bank grossincome) that has occurred in all mgjor coun-
tries. This income, for example, has increased by 36 percent in the
United Statesand by 47 percentin the United Kingdom since 1980.

Two viewsdf thedeclinedf banking

There are two thesesabout why banking isin declinein the United
Statesas well asin other countries. These can be characterized asthe
"*excess capacity” and the "' regulatory burden' views.

The " excess capacity ” thesis

The' excesscapacity" thesiscontendsthat the bankingindustry has
excess capacity that must be eliminated before a new industry equi-
librium can be obtained. Banking has historically been a protected
industry. In the past, regulation has consciously been used to restrict
competition by erecting high entry barriers and by curbing price
competitionin the industry. Restrictionson de novo bank formation
and on branching geared to prevent " overbanking™ made entry into
local banking marketsdifficult,and price-ceiling regulations(such as
Regulation Q) prevented 'ruinous™ price competition. By limiting
competition, therefore, an abnormally high rate of return could be
earned on capita invested in the banking industry. The inevitable
result wasthat morecapital wasattracted to the bankingindustry than
would have been the case if only acompetitive(or "*norma*") rate of
return could have been earned.

Changesin technol ogy, theinternationalizationof banking markets,
and deregulation have subjected banks to increased competition by
reducing the barriers to entry into traditional banking markets. For
example, liquidity servicesin the form of transactions balances can
now be provided by money market mutual funds operating from a
singlelocationand providingservicestoindividual swiddly dispersed



Table14
Net L oan-L ossProvisonsof Banksin Selected Industrial Countries (in Percent of Grosslncome)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
United States: Commercial Banks 6.56 9.57 11.06 12.80 14.30 1634 26.30 1114 18.90 1853
Large Commercial Banks 723 1037 12.16 1402 1412 15.78 3231 1101 251 21.36
Japan: Commercia Banks 0.83 3.33 217 226 124 242 216 334 336 237
Large Commercial Banks 102 473 237 265 107 233 223 10.37 461 318
Germany: Commercial Banks 1562 21.89 2259 1529 1344 15.05 13.26 .77 13.07 16.45
LargeCommercia Banks 14.53 20.56 16.26 1244 8.01 953 10.15 332 6.13 13.52
France; Commercial Banksand 18.10 20.89 21.58 2040 1933 2130 18.67 18.80 20.87 2093
Credit Cooperatives
LargeCommercia Banks 20.64 23.73 2423 2281 2281 25.15 21.02 2239 2331 21.78
Italy: Commercial Banks 13.16 12.52 12.18 11.12 1241 1149 11.65
Large Commercial Banks 11.35 13.60 11.89 10.25 13.89 1297 13.05
United Kingdom: Commercia Banks . 1449 11.68 1095 30.99 6.19 3274 20.07
Large Commercial Banks 420 10.23 12.34 1450 10.24 932 30.32 394 33.07 21.00
Canada: Commercial Banks e 14.61 15.24 17.36 17.69 20.57 1749 13.68 25.56 8.28
Netherlands: Commercial Banks 2137 27.39 19.69 2045 12.25 10.68 6.13 13.26 12.19 11.78
Sweden: Commercial Banks 2474 19.08 2991 23.90 26.89 20.94 2345 27.20 28.64 14.10
Switzerland: All Banks 14.75 17.75 1873 1872 1964 19.00 19.06 17.82 18.90 20.70
Large Commercial Banks 1330 16.70 1768 1831 1944 19.23 1832 17.78 17.89 17.40
Belgium: Commercial Banks 10.40 14.26 14.32 1429 1495 14.18 1393 20.46 2361 1~
Luxembourg: Commercial Banks 39.09 52.28 56.51 49.90 49.38 46.05 39.66 2054 32.37 44.06

'Owing to differencesin national accounting practices, the figuresin this table should be interpreted with caution. In particular, cross-country comparisons
may beless relevant than devel opmentsover time within asingle country.
Sources: Bank of England; and Organizationfor Economic Cooperation and Development (1992).
International Monetary Fund, " International Capital Markets: Development, Prospectsand Public Issues,” World Economicand Financia Survey, Sept., 1992.
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Non-I nter est Incomeof Banksin Selected Industrial Countries (in Percent of Gross|ncome)

Table15

1981 1982 1983 1984 1985 1986 1987 1938 1989 1990
United States: Commercial Banks 2398 2461 2654 24.71 2657 2976 30.20 30.08 3177 3279
Large Commercial Banks 30.97 30.99 3296 29.20 30.93 34.13 3613 34.75 36.80 37.99
Japan: Commercial Banks 17.78 134 14.68 17.68 21.06 1969 2512 2583 2384 2412
Large Commercia Banks 2379 1911 1895 277 2659 2453 3223 4005 37.20 3HBA
Germany: Commercia Banks 21 26.85 24.82 2594 30.05 205 29.83 30.39 36.02 35.68
LargeCommercial Banks 2889 3029 26.68 27.16 3115 2154 3014 3143 3362 34.92
France: Commercial Banks and 16,00 16.18 16.77 1319 14.08 1445 17.03 1701 2118 2007
Credit Cooperatives
Large Commercial Banks 1521 15.76 17.02 1296 15.69 1720 2074 2098 2384 2492
Italy: Commercial Banks 2918 3151 3188 27.98 2758 2574 26.78
Large Commercial Banks 3456 3927 38.67 32.79 A4 2999 30.13
United Kingdom: Commercia Banks .- . .. 3560 3451 36.33 3817 3758 3910 40.09
Large Commercial Banks 2707 2035 319 3333 3248 3383 35.86 36.33 3B12 39.86
Canada: Commercia Banks . 2161 2107 268 2371 2473 2835 27.39 2018 3095
Netherlands: Commercia Banks 25.85 2325 2351 24.66 2565 2392 2595 2125 2037 2865
Sweden: Commercial Banks 2917 31u 2868 3025 34.95 3527 2825 2877 2858 2621
Switzerland: All Banks 4769 4.2 46.49 4567 47.38 29.35 5158 47.10 50.87 49.05
Large Commercial Banks 5257 4728 47.91 46.65 48.16 4975 5134 4738 50.29 5093
Belgium: Commercia Banks 1735 2117 2448 20.76 2365 582 2689 2996 2742 230
Luxembourg: Commercial Banks 2373 18.38 17.49 1324 1967 2137 19.99 2428 2823 3500

'Owing to differencesin national accounting practices, the figuresin this table should be interpreted with caution. In particular, cross-country comparisons may
be less relevant than developments over time within asingle country.
Sources: Bank of England; and Organizationfor Economic Cooperation and Development (1992).
International Monetary Fund, "' International Capital Markets: Development, Prospects and Public Issues," World Economic and Financia Survey, Sept., 1992.
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throughoutthe United States(aswell asforeigncountries).|n addition,
banks can attract fundsfrom distant locations by using certificates of
deposits. Stock and bond mutual fundsal so offer small-denomination
sharesin diversified portfoliosasan aternativeto traditional timeand
savingsdeposits. Similarly,technol ogical changesand accompanying
market innovationshave facilitated new entry into businesslending.
The "unbundling™ of traditional banking products (such as occurs
with the " securitization™ of loans) has also lowered entry barriershy
decomposing traditional bank products into separate products and
services that are more easily duplicated by competitors. Finaly,
market developments have forced the elimination of regulationsthat
previoudly insulated banks from "excessve" competition—redrictive
price cellings have been removed and geographica restrictions have
been eased, either-directly or indirectly. The result has been a sharp
increase in competition in banking.

The " excess capacity thesis argues that with greater competition
therateof returnon capital investedin banking must decline, resulting
in an excessof capital intheindustry. Asaconsegquence, capital must
leavetheindustry until a competitive rate of return isrestored.

Accordingto thisthesis, therefore, we should expect to seefalling
profitability in banking, possibly greater risk-taking by banksasthey
seek to maintainformer levelsof profitability, and ashrinking market
share for banks, as nonbanking financia intermediaries succeed in
penetrating traditional banking markets and new capital markets
instruments are developed to bypass banks entirely. Further, we
should expect to see an increased failure rate in banking and an
intensified effort by banksto diversify into nontraditional activities,
such as those carried on by investment banks, broker/dealers, and
insurancecompanies.Finally, morecompetitive marketsshouldinten-
sfy pressureto cut costsand to restructurea ong more efficient lines.
Thus, the number of small banks should decline, either because of
increased failures or because of widespread industry consolidation,
and fewer but larger and morediversified banksShould emerge. Once
therequired industry " shakeout' iscompleted, however, thebanking
industry should settleinto a new equilibrium, as a smaller and more
efficientindustry relative to other financial intermediaries.
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Theregulatory burden thesis

An dlternative view isthat banksarein decline because of burden-
some regulations that disadvantage them vis-8-vis their nonbank
competitors. In thisview regulation haslocked banksinto adiminish-
ing role by not permitting them to adapt to thechangesin technology
and competition that have occurred by diversifying their activities.

Intitutions competing with banksfor funds, such asMMMFs, are
not subject to prudential regulation. Unlikebanks, they are not subject
to Federa Reserve requirements and deposit insurance premiums,
both of which raise the cost of funds for banks relative to nonbank
competitors. High capital requirements and burdensome regulatory
supervision, banksargue, dso increasetheir costs. In addition, banks
aresubject to costsasaresult of their " community obligations, such
as thoseimposed by the Community Reinvestment Act, which their
nonbank competitorsdo not haveto bear.,

On thelending side, finance compani es, which makethesamekinds
of loans as do banks, are virtualy unregulated. They do not have
reserve or capital requirements, are not subject to loan limits, can
operate freely anywherein the country, and transactions with their
parentsand affiliatesare unrestricted. Financecompaniesal so are not
subject either to community demands under the Community Rein-
vestment Act or to restrictionsimposed by the Glass-Steagall Act.

Thus, adherents to the "regulatory burden™ thesis argue that the
combination of the regulatory advantagesenjoyed by both MMMFs
andfinancecompaniesis causing banksto lose market share. Specifi-
caly, MMMFshaveacost advantageover banksin raisingfunds, and
this advantage is passed on to finance companies by MMMFs pur-
chasing the commercia paper issued by finance companies. As a
result, finance companiesgain acompetitiveadvantageover banksin
makingloans, which may explain theinroadsfinancecompanieshave
madein both mortgage and businesslending during the1980s.

Thisthesisisdifficultto evaluate. Because of their public charters,
banks also are the recipient of regulatory benefits. In particular,
deposit insurance, implicit government guarantees, and accessto the
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discount window have arguably reduced their cost of funds. Indeed,
it is partly because of these governmentally bestowed benefits that
banks have been burdened with greater regulation. The question is:
have banks been subject on net to atax or asubsidy?

Recent experience suggeststhat banksand other depository institu-
tionshaveon net benefitedfrom asubsidy. The widespreadfailureof
thriftsand banksduring the1980sresulted in huge costsbeingimposed
on genera taxpayers when government insurance funds backing
depositsin these institutions proved to be inadequate.® The govern-
ment bailout, in effect, is a measure of the accumulated subsidy
extended to theseinstitutionsin the past. Had either deposit insurance
premiumsbeen high enough to accumul atethe necessary fundsto pay
for the bailout or regulation been sufficient to prevent or reduce the
lossesto taxpayersthat occurred, there may not have been asubsidy.

Within thelast few yearsnew legidation hasattempted to eliminate
thisrecognized subsidy. The Financia I nstitutionsReform, Recovery,
and Enforcement Act (FIRREA) and the Federal Deposit Insurance
Corporation Improvement Act (FIDICIA) raissd capita requirements
for banks and thrifts, increased insurance premiums, and curtailed
the asset and liability powers of thrifts. In addition, these acts
required early intervention by regulatorsto prevent troubledinstitu-
tions from imposing costs on the deposit insurance fund and there-
fore, taxpayers.

Whether thislegidation successfully eliminates the past subsidy to
banks, or, alternatively, by overregulation, imposesanet tax on banks,
is a point of current contention. It is clear, however, that the net
benefits bestowed on banks have been reduced in thelast few years.
Whether the remaining balance between government-supplied bene-
fitsand regulatory burdensis*'right” is not clear. If banks performa
different economic or socia role than their nonbank competitors, it
may be socially optimal to impose adifferent regulatory structureon
them, even thoughit resultsin adifferent cost structure.

The "regulatory burden™ view is that the regulatory balance no
longer favors banks; and, that, if nothing is done to correct this
imbalance, banking will become an ever-shrinking part of financial
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intermediation. Bankingasadistinctindustry,adherentswouldargue,
may come to play the samerolein financia intermediation as U.S.
savingsbondsdoin capital markets— as arepository for thefunds of
small savers who place an exceptionally heavy weight on agovern-
ment guarantee.

Both the “excess capacity” and the "regulatory burden™ theses
imply that bankingwill shrink relativeto other financial intermediar-
ies. Depending on which view is accepted, however, the respective
policy responseisdifferent. The" excesscapacity™ thesisimpliesthat
the diminishing importance of banking is a natural consequence of
efficiency-enhancing technological and organizational innovations,
and should be allowed to run its course. The "regulatory burden™
thesis implies that the decline of banking has been artificially
induced —the consequence of misdirected and suboptimal govern-
ment interference with markets—and should be reversed, either by
easing the regulatory burdens on banks or by increasing those
imposed on the nonbank competitorsof banks. Thisisthegenesisfor
calls to extend bank-type regulations, such as reserve requirements,
deposit insurance premiums, and Community Reinvestment Act
responsi bilities, to investment companiesand pension funds.’

Thetheory of bank " uniqueness' :an obsoleteconcept?

Bankshavelong occupied aspecia nichein thethinking of policy-
makersand financial scholars becausedf their uniquejoint provision
of liquid liabilities (or "'money') and nonmarketable business|oans.
Because of their unique product mix they have also been singled out
for specid treatment under our regulatory system. It is clear from the
, discussion in prior sections of the paper, however, that changesin
technology and accompanying deregulation have resulted in the
development of new substitutesfor the servicescommonly provided
by banks. For example, MMMFs providesimilar liquidity servicesin
the form of demandable (or checkable) equity shares, and nonbank
lenders such asfinance companiesservemany of thesameborrowers
asdo banks,including businessborrowers. However, whilesubstitute
productshave developedfor all of theservicesformerly provided only
by banks, no nonbank institution providestheidentical combination
or package of servicesthat banksdo. In particular, although nonbank
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competitorshavesuccessfully separatedtheprovisionof liquidliabili-
ties from the provision of nonmarketable, illiquid, business |oans,
banksarestill uniquein that they al one producethese productsjointly.
Thus, there remains the question of whether this specia feature of
banks di stinguishes them from nonbank competitors.

Theoriesdf the banking firm attribute the competitive edge enjoyed
by banks to their ability to overcome informational problems more
efficiently than other financia ingtitutions. Informational problems
arise when borrowers' projects (particularly thoseof businessenter-
prises) cannot be easily evaluated and communicated to capital mar-
kets, when a borrower's behavior must be monitoredduring thelife
of theloan in order to protect the lender's investment, and when for
competitive reasons borrowers do not wish to make information
publicly available, even though such information could in principle
be successfully communicated to the public at large. These problems
are often identified as those of "asymmetric information,” **mora
hazard" (that is, borrowerschanging their behavior during thelife of
theloan), and "indde" information.

The comparative advantage of banks in managing these informa-
tional problems, however, seemsconsiderably lesstoday thanin the
past. First, advancesin computer technol ogies have greatly reduced
the costs of retrieving, processing, and disseminating information.
Thus, lendersand investorscan more easily accessinformation about
borrowers. This has undoubtedly facilitated the growth of the com-
mercial paper market and the securitization of 1oans, and hasresulted
in more and more borrowersbypassing banks. I nformation asymme-
tries, of course, still exist-one reason that financia intermediaries
exist at all. But do banks, as opposed to, say, finance companiesand
insurance companies, possess any specia advantage in managing
these information asymmetries?

The same question applies to the ability of banks to monitor bor-
rowers (or to manage the mora hazard problem), and to their ability
to exploit the "ingde"” information that borrowers make available.
Why should banks be more efficient than other financial intermedi-
ariesin managing these informational problems?
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It has been argued that banks enjoy a comparative advantage
because of their large scale (economies of scale), because of their
superior diversification, and because they provide many different
products (economies of scope). In today's markets, none of these
argumentsis persuasive. Firgt, many nonbank financial institutions
areaslargeor larger than banks, soitisdoubtful that they do not enjoy
the same economiesof scale as banks. For example, the averagesize
of thelargest twelvefinance companiesin 1991 was $30 billion. (See
Table 16.) By comparison, most banks are small. Second, many
nonbank financia ingtitutions are as well or better diversified than
banks, providing many different servicesto many different customers
located in many different regionsof the country (for example, insur-
ance companiesand mutud funds).

If banks have any comparative advantage it may stem from their
ability toexploitinformationproduced asabyproductof theparticular
services they provide. In specific, as a byproduct of their providing
liquidity services (checkabledeposits) to both existing and potential
borrowersbanks may gain aunique informational advantagein lend-
ing to these borrowers.® If there is such an advantage, however, it
would seem to exist primarily for business borrowers, where asym-
metric information problemsare more severe.

| am doubtful that this advantage till exists to any significant
extent. First, as we have seen, banks have substantially reduced their
lending to businessesin favor of consumer and mortgage lending,
which suggests that they do not have a comparative advantage in
making business |oans. Until 1980 banks made more business|oans
than any other kind of loan. But by 1991 their combined mortgageand
consumer |oans were morethan doubletheir commercial and indus-
trial loans.? (See Table17.) Further, in 1980, 49 percent of thefunds
raised by nonfinancial companies was from bank loans; today that
figure is less than 17 percent. (See Table 18.) Banks are shifting
toward making loans that require less extensive (and less costly)
evaluation and monitoring—loans that can be standardized, pack-
aged, and sold in secondary markets. Second, bankshavedrastically
reduced their reliance on checkable deposits, suggesting that these
depositsare not particularly valuableto them. Such deposits, oncethe
magjor source of funds for banks, currently account for less than 17
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Table16
Top 12 Nonbank Finance Companies Ranked by Assets
1991 1990 1989
Amount Percent  Amount Percent  Amount  Percent
(billions  of Totd  (billions of Tota  (billions o Tota
of dollars) for All of dollars) for All o dollars) for All
Finance Finance Finance
Cos. Cos. Cos.
Genera Motors $1029 12.8% $105.2 13.6% $103.6 14.4%
AcceptanceCorp.
Genera Electric 80.5 10.0 704 9.1 58.7 8.2
Capital Corp.
Ford Motor Credit 569 7.1 590 7.6 549 7.6
Co.
AssociatesCorp. of 216 2.7 169 22 14.8 2.1
North America*
Chrysler Finance 213 27 249 32 30.1 42
Corp.
Household Financial 17.3 22 169 2.2 15.1 2.1
Corp.
Sears Roebuck 147 1.8 154 2.0 144 2.0
Acceptance Corp.
American Express 14.1 1.8 14.2 1.8 12.6 1.8
Credit Corp.
ITT Financia Corp. 12,6 1.6 11.7 1.5 10.6 1.5
IBM Credit Corp. 113 14 111 1.4 97 13
Westinghouse 86 1.1 103 1.3 9.3 1.3
Credit Corp.
Beneficial Corp. 100 1.2 93 1.2 79 1.1
Tota $371.8 46.3 $365.1 473 $341.7 47.5

*A subsidiary of Ford Motor Company.
Sources: Annual Reports: American Banker, November 8,1990, p. 14; December 11,1991, p. 11.
JaneW. D’ Arista and Tom Schlesinger," The Parallel Banking System," Economic Policy

Institute, 1992, unpublished.

percent of bank funding. (See Table 19.) Third, finance companies
have sharply increased their role as providersof credit to thebusiness
sector, despite their not providing any checking facilities to these
borrowers. At yearend 1991, finance company loans to businesses
totaled more than 50 percent of banks commercia and industria
loans, and about 35 percent of total commercial andindustrial lending.
(SeeTable10.) If banks have an information advantageover finance
companies, therefore, it seems to have eroded in recent years.10
Lastly, foreign banks have become aggressive lenders to U.S. busi-
nesses, even though they often do not provide liquidity servicesto
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these borrowers. Lending by foreign banks, both on-shore and off-
shore, asa percentageof total commercial andindustrialloansby U.S.
banks rose from about 18 percent in 1983 to over 40 percent in 1991.
(SeeChart5.)

The results of academic research on the question of bank unique-
ness, while mixed, tend to confirm the conclus on that bankshavelost
much of theadvantagethey oncehad.!! For example, after examining
bank loan growth in two periods, 1959 to 1976 and 1977 to 1991,
Becketti and Morrisconcludethat in recent yearsbank loanshavelost
much of the"' specialness” that distinguished themin the past.12 Hook
and Opler look at the characteristics of firms which borrow from
banks, and find that thereislittle supportfor the “. . . view that banks
provideloanstofirmswhere problemsaof monitoringand verification
... aregreatest.”13

Chart5
Foreign Shareof U.S. C&I Loans

0.5

04 Onshore Loans by Foreign Banks and
T Total Offshore Loans

0.3

Onshore Loans by Foreign Banks
0.2 /
01 Total Offshore Loans
0 1 1 | 1 | 1 ]
1983 1984 1985 1986 1987 1988 1989 1990 1991

Note Fractionsdf total C&I loans. Total C&! loansinelude all loans (both onshoreand offshore) to U S.
addresses by both foreign and domestic banks (Flow of funds data on C&I loans excludes foreign offshore
loans.)

Source: *U.S. Commercid Banks Trends, Cyclesand Policy," unpublished. 1993.



Table17
Sdlected Financial Datafor Commercial Banks

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992:3
Number of Institutions 14435 14415 14454 14467 14472 14303 14188 13694 13120 12705 12383 11927 11,590
Total Assets($ Billions) 186 2029 2194 2342 2508 2731 2941 2999 3131 3299 3389 3510 3481
Capital ($ Billions) 108 118 129 140 154 169 182 181 197 206 219 232 257
(IgetMAll]t_er—'I;ax Income 13974 14737 148381 14932 15499 17981 17412 2806 24817 15647 16626 18568 24,205
illions)
(N$elt\/[ Ol rati)ng Income 14443 15542 15475 14867 15414 16,182 13,194 1,176 23,722 14541 15503 14,823 31,515
ithons
Taxes ($ Millions) 4,657 3,873 2,980 4,017 4,721 5,643 5,304 5424 9,991 9,658 7,885 8404 10,856
Real Estate Loansto 145 144 14 144 154 16.1 17.5 20 21.6 23.1 24.5 24.8 248
Total Assets (%)
Commercia and Industrial 211 24 23 224 225 212 204 19.7 19.2 18.8 18.2 163 155
Loans to Total Assets (%)
Agricultural Production 17 17 1.7 1.7 1.6 1.3 1.1 1 1 09 1 1 1.1
Loans to Total Assets (%)
Loans to Individuals to 101 95 9.1 9.6 10.6 113 11.4 11.7 12.1 12.1 11.9 114 11
Total Assets (%)
Number of Problem Banks NA NA NA NA NA 1,098 1,457 1,559 1,394 1,092 1,012 997 909
Assets of Problem Banks NA NA NA NA NA NA NA 329 305 188 342 528 488
($ Billions)
Resolutions-Commercia and Savings Banks
Number 10 10 42 48 79 120 145 203 221 207 169 127 80
Total Assets ($ Millions) 236 4859 11,632 7,037 3274 8,337 6,830 9,198 52,623 29,538 16,265 63,300 22,373
Estimated Present-Value NA NA NA NA NA 850 1732 2017 5,530 5,998 3,767 7,400 349

Cost ($ Millions)

Source: Congressional Budget Office
JamesR. Barth and R. Dan Brumbaugh, Jr., “The Changing World of Banking: Setting the Regulatory Agenda," 1993, unpublished.
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Table18
Nonfinancial Company Bor rowing (Per centage of Funds Bor r owed)

Type of Instrument 1965 1970 1980 1983 1984 1985 1986 1987 19838 1989
Bank Loans

U.S. Banks 573 16.8 487 R1 289 226 24.4 32 165 165

Foreign Banks 0.0 0.0 22 49 77 11 54 13 5.6 5.7
Commercial Paper 17 6.2 6.9 15 12.8 110 46 16 59 106
FinanceCompany Loans 52 0.6 3.7 141 97 9.6 55 116 80 57
Bonds and Notes* 256 69.4 66.6 46.5 393 728 54.7 68.0 578 577
Mortgages 11.7 31 -36.2 8.0 -08 -135 139 10.7 7.1 23
BankersAcceptancesand U.S. 19 39 81 11.9 24 36 0.6 36 09 15
Government Loans
Total 1000  100.0 1000 1000 1000 100.0 100.0 1000 1000 1000

Memorandum Item:

Total Funds Raised in Credit 189 285 57.8 548 169.6 1324 2037 1455 1975 196.0
Markets(in U.S.$ Billions)

*|ncludes bonds and notesissued abroad by U.S. corporationsand tax-exempt bondsissued for the benefitsof nonfinancial corporations.

Sources: L.E. Crabbe, M.H. Pickering, and SD. Prowse, ""Recent Developmentsin CorporateFinance,” Federal Reserve Bulletin (August 1990), and other
Federd Reservedata (updated).

David T. Llewellyn, " Secular Pressureson Banking in Developed Financial Systems: Is Traditional Banking an Industry in Severe Dedine?* 1992, unpublished

paper.
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Table19
Commercial Banks Balance Shesat

1950 1960 1970 1980 1981 1982 1983 1084 1985 1986 1987 1988 1989 ~ 1990 1991 1992:3

Total Financial 150 230 518 1483 1620 1,732 1889 2129 2377 2617 2773 2952 3232 3336 3441 3,576
Assets (in Billions)

U.S Gov't. 43 28 15 12 11 12 14 12 11 12 12 12 12 14 17 18
Securities(%)
Tax-Exempt NA NA NA 10 10 9 9 8 10 8 6 5 4 4 3 3
Securities(%)

Corporate and 0 1 1 1 1 1 1 1 2 3 3 2 3 3 3
Foreign Bonds (%)

MortgageLoans (%) 9 13 14 18 18 17 17 18 18 19 21 23 A 26 26 25
Consumer Credit S 9 10 12 11 11 11 12 12 12 12 13 12 12 11 10
Loans (%)

Bank Loans N.E.C. 19 27 31 31 R 31 30 29 28 28 26 26 25 24 23 22
(%)

Open-Market Paper 0 1 1 1 1 1 1 1 0 0 0 0 0 0 0 0
%)

Other (%) 22 22 28 16 17 18 17 19 19 19 19 18 20 18 18 20
Tgtall III__i abi;iti es 140 212 487 1411 1562 1,673 1,829 2,021 2252 2485 2658 2860 3,119 3220 3330 3,456
($ Billions)

Private Domestic 69 59 39 22 21 20 20 19 19 21 19 18 16 16 17 17
Checkable

Deposits (%)

Small Time& 26 34 42 34 33 37 41 40 39 39 37 37 37 40 41 40
Saving Deposits

(%)

Large Time 0 1 5 19 21 20 15 16 15 13 14 15 14 13 12 10
Deposits (%)

Fed. Funds & NA NA NA 8 8 8 8 8 8 8 8 8 9 8 7 8
Security RPs (%)

Other (%) 5 6 13 17 18 15 16 17 19 19 21 22 23 23 23 25

Source: Flow d Funds Accounts, Board of Governorsof the Federal Reserve System. JamesR. Barth and R. Dan Brumbaugh, Jr., 1993, Unpublished.
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Thus, to theextent that banks haveinformational advantagesresult-
ing from economiesof scope, these advantageshave shrunk to seem-
ing insignificance. Although banks are still the only joint providers
of liquidity services and nonmarketable (or information-intensive)
businessloans, thereare nolonger compelling reasonsto believethat
their unigue joint-production technology gives them a competitive
advantage. The separable production of liquidity services and non-
marketable business loans by different financial entities (such as
MMMFs and finance companies) isobvioudy feasible, and may even be
superior to thejoint production of these services. It may, for example,
require less government intervention to assure systemic stability
becauseof thebuilt-inmatchingof liquidliabilitieswithliquid assets.

Animplication of aconclusion that bankshavelost much if not al
of their specialness is that banks no longer bring to the market a
superior production technology —that they no longer have a natura
competitive advantage. More smply stated, if our financial markets
and ingtitutions were being created for the first time in 1990, banks
might not beamongthesurvivinginstitutions. Thus, therecentdecline
in the competitive position of banks appears to be a natural conse-
guence of evolving financial technology.

Therise of nonbank intermediariesand related developments
in securitiesand derivative markets

The shift in household assets from depository institutions to non-
depository intermediariesal so hasresulted in agrowing " institution-
alization™ of equity 'markets,which hasin turn had important effects
on other financial markets. During the last several decades direct
purchases of stocks and bonds by households have falen sharply.
Householdshave been net sellersof stock in every year but onesince
1958. (See Table6.) In 1952, households' direct holdingsof stock as
apercent of total household financial assetswas 32 percent. By 1991
this figure had fallen to 14.7 percent.!4 Even more telling, in 1952
householdsheld 91 percent of al corporatestock outstanding;in1991
they held only 53 percent. (See Chart 6.) During thisperiod the share
of total outstanding stock held by pensionand mutual fundsrosefrom
3 percent to 34 percent. Today, institutional investors, taken together,
hold 53.3 percent of the total stock outstanding, up from 38 percent
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Chart 6
Holdingsaof Corporate Equity
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Source: Flow of Funds Accounts. Federal Reserve System.

since1981. (SeeTable 20.)

Theingtitutionalization of equity markets has had significant con-
sequences and hasraised a number of important public policy issues.
First, tradingin securitiesmarkets (and probably in other marketsas
well) has increased substantially, as institutionshave sought to out-
perform one another. In 1975 institutions demanded and obtained a
lower institutional commission structure for trades made on equity
exchanges. Lower commissions together with a greater emphasison
portfolio performance has in turn resulted in a sharp increase in
"annual turnover" in equity markets since 1980. The typical stock is
now held for an average of alittle over two years, compared to over
four yearsten yearsago, and seven yearsin 1960. Theaveragehol ding
period for institutional investorsisless than two years, compared to
amost five years for individuals.!> This has led to a debate about
whether ingtitutional tradingisresponsiblefor theincreased volatility
of securities prices, and about theeffect of such trading on corporate



Financial Markets in Transition

Table20

Changesin I ngtitutional Equity Owner ship: 1981 to 1990
(Percent of Total U. S. Market Capitalization)

Institution 1981 1986 1990 Change from
1981 to 1990
Private Pension Funds 155% 16.%% 199% 44%
Bank Trusts 101 101 92 -0.9
Public Pension Funds 30 51 83 53
Mutual Funds 25 6.8 7.2 47
Insurance Companies 57 4.8 6.9 12
Foundations and 12 13 18 0.6
Endowments
Tota 380% 2448% 533% 153%

See C. Brancato and P. Gaughan, "' Institutional Investors Capital Markets: 1991 Update,”
Table 10, ColumbiaLaw School Institutional Investor Project, September 12, 1991.
Brancato and Gaughan define "'institution™* to include pension funds, mutual funds, insurance
companies, bank-managed trusts, and foundation and endowment funds. Id. at 2.This
definition excludes shares owned by investment banks, bank holding companies, and
nonbank, nonpension trusts.

managers. (Hasit made them more myopic or short-term oriented?)16

Second, the growth of institutional trading hasled to the fragmen-
tation of equity markets. Spurred by advances in automation and
communications technology, institutional traders have demanded
low-cost, standardized, trading services as well as specialized, tailor-
made, services. In response, new trading systems have developed
(such as Instinet, Posit, and the Wunsch Auction System) and there
has been a substantial increase in " upstairs" or off-exchange trading.
Similar to what has happened to commercial banksin financia inter-
mediation, therole df the traditiona, regulated, exchanges in securities
markets haseroded. In1980the New Y ork Stock Exchangeaccounted
for 85.4 percent of the number of consolidated-tape trades. By 1990
thisfigure had fallen to 62.2 percent.!”

Third, institutional investors have been amajor factor in the surge
in thetrading of foreign securitiessince1980, aswell asin theincrease
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in cross-border stock holdings. U.S. purchasesand salesof securities
abroad grew from $17.9 hillion in 1980 to $230.3 billion in 1989, a
cumulative annual growth rate of 32.8 percent.!8 (See Table 21.) At
theend of 1991, U.S. investorsheld $148.8 billion in foreign securi-
ties, of which approximately 80 percent was held by ERISA pension
fundsand 13 percent by mutua fundsand closed-end country funds.!?
The globalization of securities trading has in turn created a number
of new policy issues, such as the disclosurestandards that should be
applicableto foreign issuersof stock.20

Fourth, institutional ownership of securitieshasfueled thegrowth
of derivative markets—futures, options, and swaps—both on and off
exchanges. The biggest successesin derivative markets in the last
decade have come on exchange-traded futures and optionscontracts
on financia ingruments—U.S. Treasury bonds, Eurodollar time de-
posits, and stock indexes (such as the S&P 500 index), and on
off-exchangeinterest rateand foreign currency swaps. (SeeTable22.)
Ingtitutional investorshave been heavy users of these instrumentsin
their effort to manage risk and enhance portfolioperformance.?!

Lastly, theincreasingimportancedf institutional investorsasstock-
holdershasraised anumber of corporate governanceissues. Looking
at only the largest 100 American corporations, ingtitutions own, on
average, 53 percent of theoutstanding stock. Their ownershipismuch
greater in somecorporations: 82 percent of General Motors Corpora
tion, 74 percent of Mobil QOil, 70 percent of Citicorp, 86 percent of
Amoco, and so forth.22 The large stock ownership by institutions,
especially pensionfunds, hasrai sed questionsregarding theappropri-
ae role of ingtitutions on corporate boards and about how active
institutional investors should be in monitoring manageria perform-
ance and replacing underperforming corporate managers. >

Should we careabout thedecline of banking? And why?

To explore the policy implications of the increased competition
between banks and nonbank intermediaries, and theresultant decline
in the banking industry, let us construct a hypothetical scenario
involvingaspecificcaseof competitionfromanonbank intermediary:
money market mutual funds (MMMFs). Further, to strip away the



Table21

Aggregate U.S. Purchasesand Salesof Foreign Securitiesby Geographic Region, 1980-1989
(inbillionsaf U.S. dollars)
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 '@X%éq 1989

Market

Share

Canada 6.7 49 29 50 44 6.8 9.8 189 97 109 55% 4.7%
Tota Europe 6.9 57 6.5 136 133 215 55.3 1014 756 1289 3B5% 56.0%
United Kingdom 28 29 36 65 78 133 326 67.9 51.2 80.1 453%  34.8%
Switzerland 16 0.9 0.7 18 13 16 32 6.3 53 85 208% 3.7%
Other Europe 25 19 22 54 42 6.6 195 272 19.1 40.3 36.0% 17.5%
Total Asia 33 65 51 94 10.7 14.0 301 56.7 56.2 758 418%  32.9%
Japan 27 54 43 80 9.0 11.6 25.6 478 504 65.8 424% 28.6%
Other Asa 0.6 11 0.8 14 16 25 45 89 58 101 380% 4.3%
Latin America 07 11 0.8 16 09 12 36 71 53 93 BN 4.0%
All Other 0.3 04 0.3 0.8 11 20 27 58 48 54  364% 2.3%
Total 179 186 15.7 303 304 45.6 1015 189.8 1514 2303 32.8% 100%

ICARG 1s the cumulative annual growth rate.

Source: Officedt the Secretary, U.S. Depatment of Treasury, Treasury Bulletin. Table CM-V-5, Spring issues.

Josph A. Grundfest, “Internationalization of This World's SecuritiesMarkets: Economic Causesand Regulatory Conseguences,” Journal d Financial
Services, vol. 4 (December 1990), pp. 349-78.
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chaff of the debate so that we can see the kernel of the key policy
issue, let us simplify our hypothetical by making four assumptions.
First, assumethat, because of atechnological change, nonbank finan-
cia intermediariesare suddenly ableto providegood (but not perfect)

Table22
Marketsfor Sdlected Derivativel nstruments

Notional Principal Amounts Outstanding at Y earend
(inBillionsof U.S. Dollar Equivalent)

1986 1990 1991 1992

Exchange-traded I nstruments (1) 588 2,291 3,520 4,783
Interest Rate Futures 370 1,454 2,157 3,048
Interest Rate Options(2) 146 600 1,073 1,385
Currency Futures 10 16 18 25
Currency Options(2) 39 56 59 80
Stock Market Index Futures 15 70 77 81
Optionson Stock Market 8 95 136 164
Indexes

Over-the-counter Instruments (3) 500 (e) 3451 4,449 na.
Interest Rate Swaps (4) 400 (e) 2,312 3,065 na.
Currency and Cross-Count 100 (e) 578 807 na.

Interest Rate Swaps (4), (5)
Other Derivative Instruments 561 577 na.
), (6)

Memorandum Item:
Cross-border pluslocd

foreigncurrency claimsof
BIS reporting banks 4031 7578 7,497 7,352

(e) = estimate

(1) Excludes options on individual sharesand derivatives invoving commodity contracts.

(2) Calsplus puts.

(3) Only data collected by ISDA. Excludes information on contracts such asforward rate
agreements, over-the-counter options, forward foreign exchange positions, equity swaps, and
warrants on equity.

(4) Contracts between |SDA members reported only once.

(5) Adjusted for reporting of both currencies.

(6) Caps, collars, floors, and swaptions.

Source: BIS
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substitutes for certain products and servicesformerly provided only
by banks. Second, assumethat, if they wish to, banks can respond to
this competitive threat by providing the same products offered by
nonbank competitors on exactly the same terms as their nonbank
competitors.24 In other words, banks are not encumbered by regula-
tions that prevent them from responding to this competition. Third,
assume, nevertheless, that banks themselves (as opposed to any
nonbank subsidiariesthey might have) arestill at acost disadvantage
relativeto nonbank competitors because of certain regulations which
are imposed on them but not on nonbank intermediaries.2’ Finally,
assume that the additional regulationimposed on banksis necessary
to achieve specified (and accepted) socia objectives, such as the
preventionof bank runs. In other words, weareruling out " excessive™
or ""unnecessary" regulation as a cause of the declining fortunes of
banks by explicitly recognizing that banks are different from non-
banks and as a consequence require greater regulation.26

Using these assumptions, et us take the concrete example of non-
bank-sponsored MMMFs. MMMF shares are good but not perfect
substitutesfor bank checkabledeposts—they do not provide alegal
promiseof par value, are not government-insured, often do not permit
unrestricted access, are not supported by a branch network, and so
forth. Because we have assumed that banks are subject to greater
regulatory costs, MMMFs can pay higher yieldson their sharesthan
bankscan pay on deposits. Households, therefore, can be expected to
shiftat least somedf their assetsfrom bank depositsto MMM Fshares
in order to obtain the higher yield. The quantity of assetsthat will be
shifted will depend on the preferencesof households. If households
are highly risk-averse, and consequently value highly deposit insur-
ance, few assetswill be shifted. If, on the other hand, this protection
is not highly valued, large numbers of households may shift to
MMMF shares.

Confronted with a potential erosion in their customer base, we
would expect banksto respond by sponsoring and offering their own
money market mutual funds. We have assumed that banksarefreeto
provide MMMF services on terms equal to those of nonbank com-
petitors, and, a least with respect to their mutual funds subsidiaries,
arenot at any cost disadvantage. They can, consequently, pay thesame
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ratecof intereston MMM Fsharesastheir nonbank competitors. Under
thisscenariowe can expect some househol dsto switch to bank-spon-
sored MMM Fsand othersto switch to nonbank-sponsored MMMFs.
In either case, however, households holdingsof bank deposits rela-
tive to their holdings of MMMF shares (both bank and nonbank
sponsored) will decline. Thus, measured in terms of bank deposits,
banks shareof financial intermediation will shrink.

Supposethat for somereason househol dspreferred bank-sponsored
MMMFsto others, so that most or al households who moved their
deposits to MMMFs ended up holding bank-sponsored MMMFs. In
thiscase, thesharedf financia intermediary assets under management
by banks would not decline, or would not decline to the same extent.
In other words, when measuredin termsof al intermediary assets, as
opposed to just bank deposits, banks' share of financial intermedia-
tion would declinevery little. In the extreme case where bank-spon-
sored MMMFs captured al of the shifting household assets, there
would be no declineat all in banks' share of financial intermediation
when measured in terms of assets under management. Further, if
banks share of financia intermediation were measured in terms of,
say, gross revenuesearned, we might alsofind little or no declinein
banking.

This example, therefore, demonstrates that different measures of
financia intermediation can give different impressions about the
decliningroleof commercial banksasfinancia intermediaries. In this
paper | have emphasized deposits as the appropriate measure of the
declining importanceof banking because| believethis measureto be
the most relevant to the key policy issues.

In particular, whether weshould care about adeclinein the banking
industry--or a decline in the importance of bank depositsin the
economy —should turn on the view that we have about the role of
banks and bank depositsin theeconomy, and of bank regulation. The
successof nonbank MMM Fs (and the consequent declinein banking)
under our hypothetical scenario, after all, semmed from nonbank
MMMFs being able to pay higher yields on MMMF shares because
of the additional regulatory burdensimposed on banks. An obvious
question, therefore, is:** Should the sameregul atory burdens(or costs)
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be imposed on MMMFs?” And, if not, why not? Theanswer to these
guestionsin turn dependson theanswer to thefollowing question: *'Is
it necessary to impose bank-type regulationson MMMFsin order to
achieve the social objectives underlying bank regulation?

Historically, the two primary social objectives of bank regulation
have been to facilitate theimplementation of monetary policy and to
maintain systemic stability by containing or eliminating**bank runs.”
To achieve thefirst objective, reserve requirements are imposed on
banks. To achievethe second, deposit insurance together with capital
requirements, portfolio restrictions, and so forth, are imposed on
banks. Subsidiary (in my view) social objectives of bank regulation
have been to provide a safe harbor for small depositors (through
depositinsurance) and to allocate credit to high-priority sectorsof the
economy (such as viathe Community Reinvestment Act).

Thus, the question of whether we should care about the decline of
banking (or of bank deposits) is fundamentally a question about
whether thisdeclinejeopardizesthe objectivesof bank regulation. In
particular, does it undercut the effectiveness of monetary policy by,
for example, changing (or making less predictable) the relationship
between bank reserves and the targeted monetary aggregates, or
between the monetary aggregates and aggregate economic activity?
Does it increase the risk of systemic collapse by increasing the
proportionof household liquid assetsthat are held in an uninsured (or
nondeposit) form?Or, in thecontext of our hypothetical, areMMMFs
as vulnerableto shareholder "'runs” as banks are to depositor **runs*?

If theanswer to these questionsis™yes' thecorrect policy response
is to extend bank-type regulations to nonbank competitors, such as
MMMFs. If, on the other hand, the answer is "'no," we should not
interveneto prevent the banking industry from shrinking in response
tofinancial innovationsand marketconditions.Many once-successful
industries have ultimately suffered a decline as a consequence of
technological change: the anthracite coal industry was supplanted by
the oil industry, and the horsedrawn carriageindustry by the auto-
mobile industry. Financial service industriesare not immuneto this
kind of market Darwinism.
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The questions posed above, | presume, will be the subject of
subsequent papers presented at this conference. They will also,
undoubtedly, be the subject of much future research by academics.
While | hold some preliminary views on these matters, it is not the
roleof thispaper to address these questions. | |eavethat to subsequent
speakers, and | very much look forward to hearing what they haveto

say.

Author's Note: The author thanks hiscolleagues Glenn Hubbard and Rick Mishkin for help-
ful commentson an earlier draft, and Mike Canter for excellent research assistance.
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identical products on the same terms. This means, among other things, that bank subsidiaries
and nonbank competitors have the same production and cost functions, and, in particular, that
bank subsidiaries are not at a disadvantage because of regulation. This assumption, therefore,
abstracts from potential regulatory complications due to possible conflictsof interest behveen
banks and their subsidiaries.

251mplicitly, therefore, we assume that the benefits to individual banks from government
regulation (or deposit insurance) are less than their costs due to the required regulation. This
may occur because of the externalities and incentive problems associated with deposit insur-
ance.

% Arguably, an example of justifiable bank regulation is the recent regulatory initiative
embodied in the Federal Deposit Insurance Corporation Improvement Actof 1991 (FIDICIA).
Theintent of thisact is to assure that the full costs of guaranteeing bank depositsis passed on
to banks and their customers. The act requires, among other things, an increase in the
capitalization of depositories and that prompt corrective action by regulators be taken against
"critically-undercapitalized institutions. In addition, it imposes additional operating restric-
tions on depositories that are not " well-capitalized and providesfor theinstitution of risk-based
deposit-insurance premiums.
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