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Can Banks
Learn From
Thrifts?

I n September, legislation was
introduced into Congress that
would effectively eliminate the
thrift charter. Under the proposed
Thrift Charter Conversion Act, which
would take effect January 1, 1998,
all federally chartered thrifts would
convert to a national bank charter
or to a state depository institution
charter. Federal banking law would
treat all state-chartered depository
institutions as banks. The act also
contains measures that would
capitalize the Savings Association
Insurance Fund (SAIF), merge SAIF
with the Bank Insurance Fund (BIF)
and consolidate the federal bank
and thrift regulatory agencies. Con-
tinuing problems with SAIF have
motivated Congress to consider
ending the distinction between
banks and thrifts.

The current debate over reforms
in the banking industry parallels
the thrift industry’s demise in some
important ways. Outdated restric-
tions on the activities of thrifts
hampered their ability to compete

in financial markets. Legislation
currently before Congress to expand
the permissible range of banking
organizations’ activities should be
viewed with special attention to
the role that legislative and regu-
latory restrictions played in the
financial difficulties faced by the
nation’s thrift industry. While in-
tended to limit risk exposure at
insured depository institutions,
regulations can often have the
unintended consequence of under-
mining the economic viability of
the industry itself.

The Thrift Charter Conversion Act

Efforts to increase SAIF’s reserves
to the 1.25 percent (or $1.25 for
every $100 of insured deposits) man-
dated by Congress led to Congress’
consideration of the Thrift Charter
Conversion Act. Currently, SAIF’'s
reserve ratio stands at 0.40 percent.
On the other hand, BIF achieved its
designated reserve ratio of 1.25
percent in May. As a result, for the
first time in its history, the Federal
Deposit Insurance Corporation voted
to reduce its insurance premiums
for well-capitalized, well-managed
banks (over 90 percent of the in-
dustry) to zero. However, thrifts are
still required to pay premiums in
the range of 23 to 31 basis points.
Such a gap in insurance premiums
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could motivate thrift institutions to
move deposits to BlIF-insured affili-
ates. In congressional testimony,
Federal Reserve Chairman Alan
Greenspan has pointed out that this
type of regulatory arbitrage results
in a waste of valuable resources.
He also described the current dis-
parity in deposit insurance premi-
ums as inherently unstable.

In recognition of the difficulties
plaguing SAIF and the potential
effects arising from the disparity in
deposit insurance premiums, Con-
gress decided to take steps to merge
the two insurance funds and to link
this merger with the issue of charter
conversion. Because of the thrift
industry’s role as a specialized
mortgage lender, some industry
observers have expressed concerns
that housing finance could be ad-
versely affected by the elimination
of the thrift charter. However, while
thrifts were once considered to be
the dominate players in the provi-
sion of housing finance, market
forces and technology have com-
bined to lessen considerably the role
of thrifts in the mortgage market,
particularly with the advent and
spectacular growth of the secondary
mortgage market.

Reflecting the diminishing im-
portance of thrift institutions, thrift
assets have declined markedly as a
percentage of the assets of all major
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financial intermediaries. In 1980,
thrifts held a market share of 22
percent. Since that time, however,
their relative asset base has shrunk
to about 7 percent, as shown in
Chart 1. Meanwhile, pension funds,
mutual funds and securities-related
firms have gained market share,
reflecting the heightened impor-
tance of securitization in the overall
process of financial intermediation.
Prior to any merger of BIF and
SAIF, Congress is considering a one-
time assessment of 85 basis points
on all thrift deposits to increase
SAIF’s reserves to the designated
1.25 percent. Such an assessment
is expected to raise approximately
$6 billion and would likely have
a substantial impact on reported
earnings. Chart 2 shows thrift
profitability in the first quarter of
1995, as measured by annualized
return on assets. While consider-
ably smaller than in the late 1980s,
the entire industry has regained
strength. Only those thrifts in the
bottom 10 percent of all thrifts, in
terms of profitability, recorded a
median return on assets (ROA)
below zero in the first quarter, while
the median ROA of the top 10 per-
cent of thrifts was a healthy 1.9

percent. However, if the one-time
assessment were applied to deposits
as of March 31, 1995, and the re-
sulting charge were subtracted from
annualized earnings, the reported
ROA for all groups of thrifts would
decline fairly substantially. The
median ROA for those thrifts in
the bottom 10 percent in terms of
profitability would decline from
-1.9 to —-2.5 percent, as shown in
Chart 2. The top 10 percent of thrifts
would record a decline in ROA
from 1.9 percent to 1.3 percent.
Legislation to eliminate the thrift
charter was ultimately brought
about by the overhang of the 1980s
thrift industry meltdown. Volatile
interest rates, regional economic
shocks and a regulatory structure
that provided incentives for the
weakest institutions to pursue ex-
cessively risky strategies all com-
bined to produce the most serious
financial difficulties since the 1930s.
Restrictions on the activities of
thrifts limited these institutions
mostly to a narrow asset portfolio
of residential mortgages. Many
analysts pointed out that requiring
thrifts to concentrate their product
base in a limited range of activities
with smaller and smaller profit

margins helped sow the seeds of
the eventual collapse of savings
and loans by effectively precluding
the industry from diversifying its
balance sheet to limit risk expo-
sure. These same restrictions also
placed the thrift industry at a dis-
tinct disadvantage compared with its
less regulated competitors, which
made increasing inroads into the
mortgage lending business.

What About Banks?

In the 1980s, the nation’s bank-
ing industry also went through its
worst period of financial stress
since the Great Depression. While
not as severe as the thrift difficul-
ties, the same set of circumstances
also affected banks. Geographic
restrictions (more onerous for banks
than for thrifts but largely removed
in 1994) and product restrictions
both limited the ability of banks
to pursue effective diversification
strategies. And these restrictions
also placed banking organizations
at a disadvantage as less regulated
competitors encroached on what
was once considered traditional
banking territory. Looking back
at Chart 1, the relative position of
U.S. commercial banks has also
declined. And while banks are
increasingly offering more and
more off-balance-sheet products
to their customers, even after ad-
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justing for these types of activities,
U.S. banks still show a slight de-
cline in market share.

Legislation passed in the after-
math of the 1980s financial difficul-
ties, however, seems to be moving
the banking industry in the direction
of even more restrictions on its
activities. The prompt corrective
action features of the 1991 FDIC
Improvement Act, along with its
standards for safety and soundness,
have been characterized by some
observers as efforts to micro-manage
the banking industry. Some amount
of regulation and oversight is needed
at depository institutions that enjoy
a federal guarantee of their liabili-
ties. However, in light of the likely
disappearance of the thrift industry,
the debate today on banking reform
focuses on whether some current
restrictions on U.S. banking organi-
zations are overly excessive and
could lead the banking industry
down the same road as thrifts.

Any Lessons for Banking Reform?

Following the removal of geo-
graphic restrictions, legislation was
introduced in both the House and
Senate in January 1995 to expand
the permissible range of banking
organizations’ activities. One pro-
posal, introduced by Congressman
James Leach (R-lowa) would repeal
the Glass—Steagall restrictions on
banking organizations’ involve-
ment in securities activities. A more
sweeping reform proposal was put
forth by Senator Alphonse D’Amato
(R-New York), which would elimi-
nate the separation of banking and
commerce in U.S. banking markets
and allow banks to pursue a full
range of activities.

Banks and nonbank subsidiaries
of bank holding companies may deal
in and underwrite what are known
as bank-eligible securities. These
include obligations of the United
States, general obligations of states
and political subdivisions and certain
types of municipal revenue bonds.
The Federal Reserve has long sup-
ported the repeal of Glass—Steagall
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restrictions on banking organizations
and, in fact, has granted increased
latitude for bank holding compa-
nies to pursue securities activities.
According to Section 20 of the Glass—
Steagall Act, a bank may not be
affiliated with a company that is
“engaged principally” in underwrit-
ing or dealing in securities. The
Board of Governors has interpreted
this phrase as meaning that banks
can be affiliated with nonbank securi-
ties companies if no more than 10
percent of the affiliate’s total reve-
nue is derived from underwriting
and dealing in bank-ineligible
securities, which include such items
as one- to four-family mortgage-
related securities, commercial paper
in which the reporting company
was an underwriter or dealer, debt
securities and certain municipal
revenue bonds. Those security sub-
sidiaries that are involved in ineligible
securities activities are commonly
known as Section 20 subsidiaries,
and, on a case-by-case basis, some
have been authorized by the Fed-
eral Reserve Board to underwrite or
deal in any type of debt or equity
security (except mutual funds). In
all banking organizations’ dealings
with securities activities, the Federal
Reserve requires that sufficient fire-
walls be in place to insulate the
insured commercial bank.

Securities activities represent a

growth area for banking organiza-
tions that would help offset the de-
clines in commercial banks’ market
share. This growth is, in part, the
result of recent decisions by the
Federal Reserve Board to broaden the
range of securities activities permis-
sible for nonbank subsidiaries. Chart
3 shows that only about 5 percent
of all bank holding companies have
nonbank subsidiaries engaged in
some type of securities activities.
But these institutions tend to be the
larger organizations, since they rep-
resent more than half of all consoli-
dated holding company assets. Even
though limited in nature, securities
activities at bank holding companies
have expanded considerably. The
assets of securities affiliates have in-
creased rapidly, with average annual
growth since 1986 of over 60 per-
cent. This compares with average
growth in bank assets over the same
time period of 4 percent, as shown
in Chart 4. Growth in the assets of
nonbank subsidiaries engaged in
other activities (such as mortgage
banking and consumer financing)
has been much more modest.
Under the Leach proposal, Section
20 of the Glass—Steagall Act would
be repealed, which would permit
banking organizations to expand
their securities activities even further.
Allowing banking organizations to
engage more freely in securities
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activities would provide greater
opportunities for banks to diversify
and broaden their product base
into more profitable areas. But does
this reform go far enough? Currently,
efforts to pass the Leach proposal
have bogged down over the extent
to which banking organizations can
offer insurance products. Some
observers think that even more free-
dom should be granted to banking
organizations, along the lines sug-
gested by Senator D’Amato, to place
U.S. banking organizations on a
more even competitive playing field
in both domestic and international
financial markets. While the debate
is far from settled, even if modest
reform efforts currently before
Congress fail, U.S. banking organi-
zations would likely find it more
difficult to compete with their less
regulated competitors. Product re-
strictions helped seal the fate of the
thrift industry. A continuation of
outdated restrictions on banking
organizations would increase the
likelihood of their following in the
thrift industry’s footsteps.

Conclusions

If legislation introduced in Con-
gress is passed into law, then the

nation will cease to have a separately
defined thrift industry specializing
in mortgage lending. Such a devel-
opment would likely not affect
housing finance, given the declin-
ing role of thrifts in this area. The
demise of the thrift charter can be
traced to the financial difficulties
that surfaced in the 1980s. These
difficulties, in turn, can be traced,
at least in part, to the web of re-
strictions on activities that made it
difficult for savings and loans to
diversify their portfolios and com-
pete effectively in financial markets.
The fate of the thrift industry offers
some lessons for efforts that are
currently under consideration to
expand the permissible range of
bank activities. Banks, like thrifts,
have returned to profitability. But
banks, like thrifts, have also seen
their traditional activities shrink in
relative importance in financial
markets. Allowing banking organi-
zations to pursue an expanded
range of activities would be an im-
portant step in ensuring that the
banking industry in the United
States does not travel the same road
as the thrift industry.

—Kenneth J. Robinson
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