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THE WHITE HOUSE n(?/FR

WASHINGTON

February 27, 1991

MEMORANDUM FOR GOVERNOR SUNUNUV
DICK DARMAN
MICHAEL BOSKIN

FROM: EDE HOLIDA&\yK

SUBJECT: Credit Crunch News Release

Attached is a joint press release and statement regarding the
credit crunch effort being made by federal banking regulators.
Plans presently call for release of these documents by the
agencies Thursday afternoon, but Treasury informs me that a joint
press conference is not contemplated.

Attachment



P, 21 | -

FEB 27 ’91 18:i14

DRAFT = NOT PUBLIC

OCC - FDIC + FRB__+ OTS

February 28, 199; Releage expecteqd l:OOEn
_*mh

Joint Agency News Release
Washington, DC

REGULATORS ISSUE JOINT SUPERVISORY POLICIES

The four federal regulaters of banks and thrift institutions
today issued joint statements and guidelines to clarify certain
regulatory and accounting policies, In announcing the changes,
the agencies said the intent of this effort is to contribute to a
climate in which banks and thrifts will make loans te
creditworthy borrowers and work constructively with borrovers
exXperiencing financial difficulties, congistent with safe and
sound banking practices. The policies would encourage increased
disclosure abeut the condition of financial institutions' lpan
portfolios, facilitate extensions of credit to sound borrowers
and the workeout of problem loans, and better assure sound
assessments of the value of real estate that secures loans.

The four regulatory agencies that issuad today's statements are
the Office of the Comptroller of the Currency (O€C), the Federal
Depeosit Insurance Corporation (FDIC), the Fedepral Reserve Board
(FRB) , and the Office of Thrift Supervision (0TS). Together, the
four agencies supervise the activities of the nation's 12,000
cormercial banks and 2,400 thrift institutions,

The joint policy statements cover a wide range of isgues,
including the following specific points:

LELIOD Of income for 2rtain non-perfors g _loans. The
agencies are considering the merits of proposed guidelines
addressing the accrual of income on leans that have been
partially charged off, Draft guidelines have been reforred
to the Securities and Exchange Commission for further
discussion and consideration.

Aaluat] ,real estate loans D _examinations. The joint
statement clarifies that the supervisory evaluation of real
estate loans is based on the ability of the cellateral to
generate cash flow over time, not upen its immediate
liguidation value.

(more)

Comptroller of the Currency  Federal Deposit Insurance Corporation ¢ Federal Reserve Board s Dffies mTThem Crme e
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" This guidance covers a range of
accounting issues, including cash basis income recognition
Oh non=performing loans, treatmen: of multiple loans to one
borrower, ang acquisition of nonaccrual assets.

The four agencies also issued a general statement that stressed
the importance of financial institutions working with borrowers
who may be experiencing temporary difficulties. The general

lending by under-capitalized institutions and loan .concentration
risk.

The agencies intend to communicate the clarifications and
statemants to field examiners and supervisory personnel. The
agencies may alse issue more detailed guidance opn the issues
covered in today's joint statements. Copies of the general
statement and the joint policy guidelines released today are
available from the OCC, FDIC, FRB and oOTS,

LR I A
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Recent credit problems Rave underscered the importance of

Prudent lending practices to the overall safety

and soundnegs of

the nation's financial Eystem. The emergence of eredit problems
in a2 number of gectors of the economy has prompted many

depository institutions to review their lending
well as their Capacity to meet credit demands.

practices asz
Many institutions

have wisely tightened credit standards where such standards had

become tooc locse. Others have reduced the pace

of lending in

Tesponse to the need to shore up their capital positions and

strengthen their balance sheets,

It is possible, however, that some depository ingtitutions
may have become overly cautious in theiyr lending practices. 1In

Some instances this cgution has begn attributed

to concerns on

the part of lenders that the regulators of depository

gtandards.

The Federal banking and thrift regulators do pot want the

availability of credit to sound borrowers to be

adversaely

affected by supervisory policies er depository institutiong'

misunderstandings about them. Aas a result, the

agencies today

are issuing a serieg of guidelines and statements that are
intended to Clarify regulatory pelicles in a number of areas and
reduce concerng depository institutiong may have about extensions
of credit to sound borrowers, Specifically, the guidelines and
statements released today: (1) encourage enhanceq diseclosure to

Comptrailer of the Currency ¢ Federal Deposit Insurance Corporation o Federal Rasarve
|

Brard e NHine nt Thalls Boroee T
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the publie, (2) facilitate axtensions‘of credit to gound
borrowers and the workout of problem loans, and (3) better assure

scund asgessments of the value of real estate by depository
institutions and Federal examiners.

Recent concerns related to a tightening of credit have
focused the agencilas’ attention on regulatory policies and their
effects on institutions' willingness to extend new credit and to
work with troubled borrowers. The guidelines and statements
released today, vhich have been under davelopmgnt for some time,
are not intended, nor are they expected, to "solve" all credit
availabllity problems. When combined with other steps that have
been taken (such as lower money market interest rates and changes
in reserve requirements), these initiatives should help
facilitate prudent credit extensions to sound borrowers,

Enhanced disclosure will help to ensure that the public is
better informed about the nature of institutions' portfolics,
The new guidance recently issued by the Office of the Comptroller
of the Currency (0CC) on gugyested disclosures of more datalled
information about fionacerual loans in publie financial
statements, and recent banking agency guidelines on Highly
Leveraged Transactions, should help by differentiating among
broad groups of agsets with varying degrees of rigk.

Dapository institutions have traditionally worked with their
borrowers who are experiencing problems. In the current economic
environment, it isg especially important for institutions to aveid
shutting off credit to sound borrovers, especially in gectorsz of
the economy that aras experiencing temporary problenms.

Consistent with sound- banking practices, depository
institutions, including those with low capital positiens, should
work in an appropriate and constructive fashion with borrowers
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who may be experiencing.tomporary difficulties. such efforts may
include vaasonable workout arrangements or prudent steps to
restructure extensiong of credit., Ingtitutions that have in
place effective internal controls to nanage and reduce exXceagive
concentrations over g reasonable period of time, need not
auﬁématically refuse credit to sound berrowers becausas of the

borrower's partiecular industry Or geographic lecation,

The documents released today by iha Faderal bank and thrift
regulatory agencies aim to facilitate the workeut of problem
loans by addreasinq tha income accrual treatment of formally

accepted accounting principles. Further, thers is a
clarification of the accounting treatmant of multiple loans to a
single borrower wWhen some, but net all, of the loans to the
borrower are troubled,

The agencies have alge ¢larified vhen payments may be
recognized as income on a cash bazis for leans that have been
partially charged-off. In addition, the agencies are developing
guidelines that address how institutions can accrue income on
loans that have been partially charged-ofs.

Finally, the agencies are aigo clarifying their policies on
the 8upervisory valuation of real estate., The policies provide
that the evaluation of loan loze regarves or net carrying values
for real estate loans should refigect 4 realistic market analysis
and not be baged solely on liquidatien valuses,

e LASCLOBNrE of Nopacgrual Leans Nonaccrual loans
vary widely with respect to their quality and cash
generating Capacity., Consequently, the simple total of such
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loans on an institution's books may not be a good indicater
of the institution's financial position. One method to
address this iz ¢o provide more information to the public on
these assets. For example, useful supplemental disclosures
might inelude information on the amount of charge-offs taken
on nonacerual loang, the amount of cash Payments raceived on
these assets, and the portion of these loans that generate
substantial cash floy,

0CC recently issued a Banking Bulletin that contains
suggestions for the voluntary disclosure of additional
informatien on nenacerual lsans. The Federal regulatory
agencies fully gsupport the veluntary disclosures of the type
suggested by the 0CC and dascribed.in the attached
statement,

- Y - » e CF &= S
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The Federal banking agencieg have previously developed a
unifeorm supervisory definitien for HLTs., The Purpose of the
definition is to provide a consistent means to monitor loans
to HLT borrowers. The agencies have recently provided the

~ 8ttached additional guidance to examiners and bankers on the
application of thig definition. This guidance stresses that
the HLT designation does not imply a Bupervisory criticisgm
of the credit. |

The/guidance alsc makes clear that Certain extensions
of credit, such as loans to debtors-in~posseseion (DIPs), do
not f£it the definition of HLT loans and ahould not be so
reported. The criteria fer the removal of a loan from HLT
status have been expanded in the attachad document. The
agencies will continue to reviev these criteria %o determine
if other steps are warranted in view of the characteristics
and performance of HLT credits.
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/ There appears to be some concern that any new lending

' by institutions that fail to meet minimum capital
requirements will result in supervisory criticism. While it
is essential that depository institutions that fail to neet
ninimum capital standards take effective and timely steps to
address this deficiency, such institutions are not
hecessarily required to ecease prudent, low-risk lending
activities. Institutions should attain capital compliance
in a prudent manner that strangthens their finaneial
conditions, Institutions that geak to improve their’
capital-to-assets ratios through shrinking their balance
sheets should avoid actions that raise their risk exposure,
such as the sales of a1l high-quality assets or of core
deposits, Such actions by themselves, or the refusal to
lend to sound borrowers, fail te achieve thciimportant
chjective of improving the quality of under-capitalized
institutions' portfolioes,

The agencies share common procadures to address capital
deficiencies at depositery institutions. In géneral,‘eaah
agency requires such institutions to prepare a plan that
details the steps they will take to attain the minimum
capital levels, Approved plans generally do not praclude a
continuation of sound ilending activities, ineluding prudent
steps to work with borrowers ancountering financial
difriculties. '

Similarly, there appears to be some concern that
institutions with loan concentrations are automatically
turning down good loans. The benefits of adequate portfolio
diversification are well recognized by depository
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institutione and their regulators. Although the regulatory
agencies have not established rigid rules on asset
concentrations, they are in agresment that, as a matter of
sound operating policy, depository institutions should

establish and adhere to policies that comtrol "concentration
risk."

Institutions that have in place effective internal
controls to manage and reduce undue concentrations over a
reasonable pericd of time, need not automatically refuse
credit to sound borrowers. The purpose of institutiona!'
pelicies should be to improve the overall quality of their
portfolios. The replacement of unsound loans with sound
loans can enhance the quality of a depository institution's
portfolio, even when concentration levels are not reégced.

Questions have been raised regarding the recognition of
income on loans that have been partially charged off. This
subject is not explicitly addressed in the agencies!®
regulateory reporting requirementz. The agencies wish to
clarify that payments can be recognized as income on a caszh
bazis for loans that have bsen partially charged off,
without requiring that the prior charge-off first be
recovered, so long &s the remaining book balance is deemed
fully collectible.

The agencies are also considering the merits of
proposed guldelines addressing the agcrual of income on
loans that have been partially charged off. Under existing
agency reporting requirements, nenaccrual loans generally
cannot be returned to accrual status until any past due
principal and interest is made current and the payment in
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full of principal and interest ig eipacted. The drafe
guidelines on returning loans that have been partially
charged off ¢o accrual status, witheut first recovering the
 prier Charge~off, have been referred to the Securities ang
| Exchange commigsion, Following thege deliberations, the
agencies may issue formal guidance or Proposals on this
issue in the future,

The agencies have réleoazed today Bupervisory guidance
on a variety of other issues related to nenacoerual assgtg
and formally restructured debpt, These guidelines incliuge a
discussion of regulatory requirements telated to cash baszie
income recognition, multiple loanas to one borrower, and the
acquigition of nenaccrual asgete.

4.

In recent months, there have been significant declines
in real estate valuss in certain merkets., 1In rasponse to
thass declines, examiners have reviewed the adequacy of
institutions' 1oan loss reserves and, where they beliaves it
appropriate, have required additional reserves based on, in
part, their estimates of real estate values,

These actions have focused attention on the techniguea
used to assess the value of real egtata, eéspecially |
commercial real estate. It is impqrtmnt that valuation
techniques reflect not only existing narket conditionz, but
2180 ressonable axpectations of the property's performance
in the market over time. The Faderal regulatory agencies
are reiterating their policy on the adssessment of real
estate values and the @stablishment of loan loss reserveg,
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The basic thrust of this guidance is to ensure that
income Proparty loans not pe assaeged solaly on the basis of
liguidation values but also on the income-producinq eapacity
of the propertieg over time, Supervisory avaluationg should
take into aceount the lack of ligquidity and eyclical nature
of real estate markets and the temporary imbalances in the
supply and demanq for real estate that may occur,




TO:

FROM:

THE WHITE HOUSE
WASHINGTON

DATE: 2-21-91

Governor Sununu

EDE HOLIDA
Assistant to th esident
and Secretary of the Cabinet

Per your request, please see the
attached memo from John Robson on
the "credit crunch." Thank you.

Attachment

THE CHIEF of STAFF

nas seen



DEPARTMENT OF THE TREASURY
WASHINGTON

February 21, 1991

MEMORANDUM FOR JOHN H. SUNUNU
CHIEF OF STAFF

FROM: John E. Robson ?/p

SUBJECT: "Credit Crunch'

Please find attached a draft description of the principal steps
that are being considered by the bank and thrift regulatory
agencies to address the "credit crunch."

I anticipate final interagency agreement in the next couple of
days and an announcement by the regulators next week. I would be
pleased to provide you additional information.

Attachment

cc: Secretary Brady
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Summary & Overview
Financial Institution Regulators Announce
Specific Proposals to Address the Credit Crunch

On [Fill-in date], 1991, the Chairman of the FDIC, the
Comptroller of the Currency, the Director of the Office of Thrift
Supervision, and the Chairman of the Federal Reserve Board, (the
"Agencies") announced a set of specific proposals designed to
address the credit crunch.

Borrowers, bankers and community leaders have all expressed their
concern over the wide perception that worthy borrowers have been
unable to obtain credit for sound investment projects. These
leaders believe that there is a lack of confidence in the
business community from fear of the effects of the economic
downturn and from the reluctance on the part of many banks to
perform their important role as "shock absorber" in the economy.

The Agencies reiterated their role of preserving prudent banking
practices, but at the same time not contributing to the credit
crunch through inappropriate guidance to examiners or through
lack of a use of common sense in the supervision process in a
recessionary economy. Therefore, the following steps are meant to
contribute in a positive way to building confidence and better
ensuring that the regulatory system is not inhibiting credit for
sound borrowers.

These constructive proposals when combined with the steps that
have already been taken, such as lower interest rates and changes
in bank reserve requirements, should facilitate credit
availability to sound borrowers.

The Proposals

Enhance Disclosure to the Public

1) To facilitate greater understanding of the financial
institution earnings actually being earned by banks on loans
which are technically classified as non-performing assets,
the Comptroller's office has proposed_enhanced disclosure
that will allow bank analysts to better project bank
earnings. The other Agencies have endorsed this approach.
This step could help bank stock prices for those banks that
have high levels of non-performing loans which have
significant levels of cash flow actually being paid. This is
because analysts often allocate zero earnings potential to
all loans in the non-performing category.
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‘TO'help banﬁs better present=those ioans}whiqh'ere disclosed
.as Highly Leveraged Transactlons(HLTs), the. Agencies have

clarified the HLT deflnltlon to exempt those locans made to
Debtors-i n-Possess1on DIP). The Agencies also better
defined how a loan can be ‘removed from the HLT
classification. Further, the requlators emphasized that the
HLT disclosure should in no way be considered a criticism of

a partlcular credltp

Facilitationmof'the Workout of Problem Loans

3)

4)

.. B)

6)

There has been concern that new lendlng ‘by banks or thrifts
operating with less than the minimum requlred capital would 3
be criticized by the regulators. This is not.correct.. I .
fact, the ceasing of. prudent new lending or the selllnq of -

high quality assets is contrary to the goal of returning to-

the appropriate level of capltal Normally, the capital

plans required by the. Agencies include prudent steps for
sound 1end1ng and working with troubled borrowers.

' The benefits of portfolio diversification are well known to

all bankers. However, there have been views expressed that
the Agencies prohibit new lending or renewals of credit in
loan types where an. institution has a concentration. Those
banks and thrifts which have internal controls to manage
concentrations down over time need not automatlcally refuse
credit to sound borrowers. Thus, the Agencies reiterate that
the replacement of unsound loans with sound loans to new

"~ borrowers or the renewal of an existing good credit can

enhance the overall quality of a depository institution' s
portfolio, even where concentratlons are not reduced.. -

The Agen01es announced that guldellnes are belng developed
which could result in a better reflection of the actual

earnings. performance of the loan portfolio. These guidelines
would allow a depository institution to return certain non-
performing loans to accrual of income status - (so-called
"loan splitting" proposal) -- after taking a write down and
ensuring that the remaining portion of the loan is
considered good by existing standards. The Agencies are

- working with the SEC to ensure that. thls proposal would be

consistent with good accountlng practlces.

The Agencies also clarified some other important issues
related to .nonaccrual loans and reserving policies. These
included the. clarification that placing of ohe loan to a

partlcular borrower on nonaccrual status does- not . ' v
automatlcally mean that a11 loans to that borrower should be



3

treated as nonaccrual loans. Also, the Agencies indicated

that a formally restructured loan (under FASB 15) may be

returned immediately to accrual status based upon the loan's
performance prior to the restructuring.

7) Many bankers, borrowers and examiners have cited difficulty
in dealing with the complex issues related to valuing real
property in troubled markets. As a result, the Agencies
issued new guidance to the examiners on the valuation of
real estate. Central to this guidance is that the evaluation

of loan loss reserves or net carrying values for real estate
loans should reflect realistic market analysis over the term

of the loan and not be based solely on liquidation type
values.

8) There are indications that some banks and thrifts have
scaled back their lending activities in response to
criticisms by examiners that institutions believe are
unwarranted. The Agencies made clear that it is their policy
that management of any bank or thrift may request a review
of any major supervisory decision. This should foster a
better working relationship between institution management
and the agencies.

Importance of Communication

As with any large organization, it is critical that the Agencies
make a special effort to communicate these policy initiatives to
the more than 6,700 field examination professionals. Each of the
agencies has committed to a broad and prompt dissemination of
this guidance and new policies.
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January 29, 1991

The Honorable Nicheius F. Brady
Sacratary of the Traisury

1500 Pennsylvania Avanue, N.W.
Yashington, D.C. 20020

Desr Mr. Secretary:

Attached is a lettsr responding to your kind offer fer
our group o2 Team 100 members to submit to you propesals for
regulatery reform. Aall of ug whe met with you last| Thursday
greatly appreciatad heth the mesting and this opportunity t¢
placa our views bafere you. Ve have & real sense that you
undarstard the probluns facing our aconemy and are committad to
veform. It is heartening to feal we are on your team.

Wwith bast¢ porsenal regards.
Sincerely yours,
C\vc' 3ot Qm‘dh\.t‘u"‘" / e’ ™ G
Alec Courtelis
Attachment

cc: The Honorxabie John E, Robson
The Honerable Hobert R. Glauber
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January 29, 1991

The Honorable Nicholis F. Bredy
Secratary of tha Traisury

1500 Penngylvania Avanue, N.W.
WIShing%@n ) D.C. MJ*Q? 0

Dear Mz, Searetazy:

We greatly appreciate your naving taken such & large
amount of your tims op Thuysday t6 meet with our grpup. Ve
falt t@a discussions were baneficial and hope that you share |in
that view.

 vou were indeed kind to offer us the opportunity to
raspond %o you by today and list those ragulatory cﬁangas that
we felt weuld be of the most immadiate banefit., Based on that
invitation we urge the followlng:

(1) Immediamtely implement r&qulatidnl stating that
any rastructured logn that appsars to have adequate security or
cach flow be allowed to be removed by the banking natitutieT :

fren the “classified or substandard" debt category and the
conaonitant requiremants of loan logs reserves. Further, te
the axtant that a troublad loan reguiras a loan loss raso:vof
we strongly vacommend that the amount of that reserve be
1imited te the portion of ths loan that is not adequately |
secured by collatersl or reliabla cash flow, This [change ma)
be mada immediately &nd withou® the normal notice gnd commen
pericd of formal ruls making of the Administrative Progedurs
Act in that it is & procedural rather than a substantive rule.
E.¢., Strickiand s, Tyng, 543 F.Supp. 310 (D.5.C. 1986€); '
Mem. Op. (4th Qir. Januazy, 19687).

(2) Mako changas in the entire systam of appralsal,
specifically, we gucgest that you mdopt a formula, |such as ten
rimes current nat cunght flow, as tha sinimum valuatjon of income
produding proparty. As Deputy Sacretary Robson pointad out in
our conversations, in a number of a2veas of the country it is
absolutely impossibis to parfoym an adequate appra gal and all
the pressura on appruisars is to give a low appraigal. The

- suggested formula for minimun valuation ls easy of application
and undquesticnably conservative, For the latter of those
reasons, the formuli should be emphasizad as a
Furtheyr, we racommend that rasently adapted rc@ulaE

ions, sugh
ag 5% Tod, Reg. 34513-550, wequiring appraisal on plmest all
renawals of & loan he modified to axampt from their requira-
mentd institutions “hat ays not en the "watch list" eor
similarly designated as "troudled®. While wall intentioned,
thie regulation has had unforeneen nagative effects dus to the
dslays engendersd by its requlrements.
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Tha Honorable Nicholas F. Brady
January 29, 1991
Pege 2

(3) Completsly remove the cacegory of "nonrperforming
performing loans'. Thiz oxymoronic category has clagrly bean
abused and has caused graat dumage to the economy an to
banka.

(4) Reviaw and peviga the examination gul lines
dealing with Righly lLaveragad rransactions. As noted in our
conversations, that dafinitien his &we t into the it of €he
regulations on HLTs & numbar of companies and trans etions tnﬁt
wera never intended to be covered when it was proposed.
Purther, the examptieh ©F certain highly levaraged ransaetiaﬁa
from coveraygs of the guidelinas, particularly those ococurring
prior to 1987, seems to pe fully justifiied.

(5) Immeciute amendment of the regulations requiring
ehat insticutions raduce theilt raal actate loan portfolids to
ne more than thirty percent of unimpaired capital and gurplus

, 12 CFR § 563.9.. vhile most of us weuld agree that
ragulations requiring balance in portfolics are cla rly
worthwhile, the immodiate implementation of the resgrictive
reguliatien now in place has rad dizastrous effects on the
aconomy. We recommand that you consider a current limitation
of thirty=-eight peresnt €O bd phased down £ ehirty| percant
tha bzsis of a two purcent reduction per year.

&

(6) Adoption of a broad, general regulatipn gtatin
that, at least with banks that ure wot troubled or not on th
"watch liet", examiners ave to ghow some deference to the
judgment of experienced pank officers as to the value and
quality of eutstanding loans. We raaliza that you cannot
control attitude by ragulation, but it will be a clear
{indication to your axaminars that there nas been ar attitudinal
shift at the top.

We discussad the loss of siles opportunities by the
resolution Trust Corporation dus to its history of taking bids
on €’°P°rt1" and shopping them to elicit higher bids, This|is
a disincantive te bidding. We recommend that the T¢ set
minimum scceptable hids, publish those: apounts when soliciting
bids and accept the highest bld above tha ninimem witheut
furthar selicitatiorn.

There wag one further, vital peint that ii not

susceptible to improvement by a mere change in a r gulation.
Tha increased and inhersasing capital requirements on banks, as
axazerbated by the wapital to loan lLoss :Xaserve ratio
raquirenents, ars fowrcing banks to rska actiona to maet short
term yressures that ure against their long term interests and
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against the current and futura interests of our natinnél
economy. The ragulaler reforms suggasted above cat

aignificantly lwprove & is situation, partigularly in relatio!
to redquired ratios of capital ¢ loan l0sS raserves, Howaver
they wiil de litele to aid banks in meeting required increase
in stated capical. Tor +his reason wa urye again the adoptic
of & preferred SLOGK program similay to the ona used by the

2024562397:% 6

-

e BN

Reconstructien Fipanse gorporation in 1933, such & move would

greatly aid restoration of public and market confidence.

one exemple, 3 systeu of publie peferings of prefer ad stock

As

with a fadaral government guarantes of a portion of| this aquity

should be coneidared.

Mr. Secratary, we agreed with aimost all of your
commants in ouy neeting. 0f partisular impertanca \is your

point about the role of the Federal Reseyve in ass ring

ligquidity, We are gaaking a meeting with M¥. Graanspan on
thase subjects. Howaver, we are hoping TYeasury W 11 lead tl

way to healing eur manking system and toward responsikle
lending.

-
]

Again, thank you for caking the time to talk with us.

ginceraly yours,

CkJLQAh#‘CLHUJUtJbCAﬁﬁ*ﬂPk“u-

Alac Courtelis

arad
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February 1, 1991

The Honorable John H. Surmmu .
Chief of Staff 0
The Wwhite House

Washingten, D,C. 20500

0/ Dear John:

At our regular Bank Audl board meeting today, one of our
directors, Bill Isaac, who was Bill Seidman's predecessor as
Chairmen of the FDIC, briefed us on some measures currently being
eonsidered by Treasury in ite plan to reform the banking system.
Same of the points Bill made were so canpelling to us that we wanted
to share his, and our, views with you,

We understand that Treasury will be anmnouncir;s early next week a
plan to reform the financial system, ircluding tle deposit insurance
program. Scme elements of the package, assuming we have good
information on it, are very constructive, particularly the proposals
to authorize natiorwide branch banking and to likeralize the ban on
ownership of banks by industrial companies.

However, we are deeply concerned, and believe that you and the
Presidert should also be cencerned, about the Trwasury's reported
stance on deposit insurance reform, Treasury hac apparently
concocted a very complex scheme to reduce the coverage avajlable to
depositors at smaller banks, while continuing to preserve tha notion
that large banks are too big to fail.

The proposed plan would be an administrative rightmare for the
government and the banks to implement and would D nearly impossible /
for consumers to understand, It would clearly ciuse a shifting of
deposits from the smaller banks that are too small to save to the
larger barks that are too big to fail.

Wa urge you to do whatever you can to move this proposal in
another direction. In 1984, the Bush Task Group on Regulation of
Pinancial Services recammended a sound, fair, ani thoughtful plan
creasing depositor discipline at both larg: and emall banks.
That plan has been endorsed by the American Barkiws Association. It
ig mystifying why Treasury would not embrace this proposal.

N

¢, Auddl Peter J. Tanous .
FPresilent Executive Vice President

800 Fifth Avenue 23rd Floor New York, NY 10020 Tel, (R1i!) 307-5577 Telex: 4218298 AUDIBK
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TO:

FROM:

THE WHITE HOUSE
WASHINGTON

Date: January 9, 1991

HOLLY WILLIAMSON

KATIE WINKELJOHN

Governor Sununu would 1ike Hollis
McLaughlin to take a look at the
attached that he received from
Congresswoman Nancy Johnson and
either respond to her concerns

or give the Governor some input
so he can respond to her.

Many thanks.
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yUIC PRESENTATION

connecticut bankse and tha FDIC fnce & cemmon problem that has

created different types 5% CONCOLTE for each of us.

our intent is ro suggest a ford of solution that deals with the
probles in 8 way that tukss inte considerntion and addresses

these differing CONCALTE.

1, The Problexm

a dateriorating capital position of connecticut banks

rhat has baeih caussd primarily by a disastroua
downturn in tho real aetaté pazket and whaich ocould ba

surther impactod by other problesud 1oeming in tha

guture of the ptate’s economy.

A. Banks
The concerns of and implications for bhanks are
obvious.

o Rapld arosien of capital robs panks of the
apility to deal with preblem credits in &
rationnl way and gver & reascnabls tine.

o Thers is great pressure to liquidate productive
assety in uneconomie ways in ordex to place
ghort term pand-ailds on capital deterioratlion.

Thete actions are counterpreductive and will
actually accslerate deter oration of capital.

e In tha poantime, DLENKS Ar® not abls to neet the
legitinate aredit nesds of customexrs, thereby
incennifying and prolonging the econcwit

proubine of the region. This situation 1s known

as tha "oredit eyunch.®

o A recsnt survey wy the Connecticut pusiness and
Industry Assonistion shows rnat 82 percent of
the rsspondents said they belleved there was 8

credit availapility problem todey.

o The bhleakest econony and the most deprassed real
eetae markst in several decades make it
extransly aigeioult te dispose of OREOQ

propurties.

R
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connecticut is faced with 8 bud!;; deticit
quivalent to 28y of its cperat t. The
sagnituds of this deficit will necessitate
increased taxes, which will creats an gven 1OTe
unfavorgble pusiness climnte.

The state’s unezplo ent has besd inoressing
from a LOW of 2.8% pid=19688 to 4.7% in
Noveubar, 1990. with reduced Jcb growth over
the next several years, che unexployment rate 18
forecasied to riss above 7.5%.

The weaksned stats of the Connacticut econozmy and
deterioration of the s{nancial strangth of the banks
could lead to problams £0T the yDIC. Among them aré!

i~

Lack of public confidence in the banking systen
and tha FDIC fund.

There Are & large number of banks (and 1 high
percerntage of the total) in connecticut, which
up to now have besn reagcnably well run, that
are facing technical insolvency socmetizs in the
near future.

The sige of the problem and nunber of banks
affected make it highly quoltionablc whethel
snough healthy institutions exist to buy the
problam hanks.

Assat collection and managetent problems of
staggering proportions.

We cin readily conceive of & situation with the
current econamic downturn that could lead to &
large nuzmber of pank failurss. The cost to the
fund could be in the billions of dollars and
:ggla b: a serious thraat to the integrity of

e fund. :

iI
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1I. The Solution

A. gspexal
-] Provido,mupport yithout cost to the insurance
fund to thos panks whod eime will neal (i.s.

' vh
those witlh the {ntegzrity and abllity €O work
through thelr problens sfficiently and at a
reaponaile rate and who hava &n undezrlying
profitahility ro return €O, {f given time).

- gnocurage thes o work cut rhelz adset
problame in an efficiont and sconenic way
while presecving theix econosic sngines bY
continuing to neat the deposit and aredit
neuds of thelr austonars.

s Remove the parriexs to consolidation. A cepltal
{pprovmient progred yould fagilitate sergers of
financial institutions. Raducing theit nunher

would lsad ©o graater sconciies of soale,
increasnad afficiencies, and ultimately jtronger
and hetter capitalized {institutions. guch a
program would also slininate those institutions
tnat ure inefficient in supplying the credit

g Protast the intagrity of the fund by investing
it (on a secured basls) in situnticns that sould
otherwise take & larger and permanent bite out

of the fund by WeYy of deposit coversgs.

- By such {nvestment in propaz cases “he FDIC
would alse bs ytilising and extending the
ugefulness of in-place werkout groups and the
nunagements adpinistering them rather than
heving to gather, train and manage its own
workout foxces. Tha uxXperience of the past
soveral years has shovm that a governaent
rakeover of assats from insclvent
{nntitutions is the most costly method to the
taxpayer of dispoaing of these assets.

o The sutstanding succeus of the open bank
agsistancs Prograne of the R.F.C., the net worth
agsigtance programl, and the special
agriuultuzal/nncrgy prograns offer us guldance
ofi the stInoture of our propesal.

I
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o This would be & nggle help” prograd. We aze not
10eking iob pro!et-ntiul trestaent. Our oal is
o prescive the heslth of the hank systean,

idene

panis. At the pape t©izs, ve believe this will
pe by far the leas® sxpenuive gethed for ths
+AXpAYOLE and the ¥DIC-

8. gpasilis

The method vo schieve che solutien Giging the banks’
funds (net tha ¥DIC’S funde) ¢

o Revitalize the program provided by gegtion 13 of
the Federal pepoalt tpsurance Act along the
following lines!

-~ FDLC would puschase capital {natruments of
the Lanks peariig 2 gstataed 4dividend wate.

. puniks would aither purchase Treasury Bonds in
an Amount up eo the smount of thease
ingtruments oY joan the money to the FDIC
directly at incarest rates at lezst as great
ag the capital {nerrunent’s dividend rate.

- Tha Truauut{ pends would then be pladged to
netrunents, and tha Treasury
procesds would be umed to fund thelir
purchase. or if no bonds werd ussd, ths FDIC
would have the right to sat of2 the leoan %o

o participation in such a prograd sheould be
conditional snd pased upen an institution’s
neetlng certain criceria. We guggest th t

qualily foF recalpt of capital instrumsncs, si
{nstitusion b raguizod Lol

- Daponstrats that it has$ adequate 1iguialey.

- ghow that it has rhe abilivy to abtract
privata capital within & reagonable tlne
irams atter the jgruance of the capital
jngtrunents.,

- Display & reascnable probability of raturning

e prazitability apd payoff tha capital
{ngtrunents within s reasonable zime periocd.

iv
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- possens the panagement capability Te aset
these cbjectives. :

should also have to comply with _
restrictions aftar the capltal {ngtrunants have
been issusd. gone of the restricitons ve
suggest are:

- No dividends ghould he paid until the capital
instruments &rd cetired,

-~ Any barriers to censelidation ehould be
- pemuved BY nliminntin? bylav provisions which
reduce the aarketability of the institution.

- Theze should be restrictions on aanagenent
seauneration (&.g.. slimination of ngoldan
parmdhntcs” and other nanagensnt contracts as
well as lipits an Tanageoent compensation) .

Theyre should e consistont afforts to raise
axtornal capital.

o Intusion of capital inte partiocipating
institutiona is a necessity, end they sheuld
agree to ralss capital within reascnabla tine

franee as garkst conditions pernit.

- Mutual ingtitutions participating in the
cupival {nstrument progran pust agrae o
convert to a gtock form of ownarahip when
market conditions inprove to the point where
the converalon will ralse reagonable amounts
of capital.

« gtock imstitutlions partiocipating in the
program must recapitalize by chbtaining
privata capital ©oF geeking merger partners.

o An alternate capital infusion program could ba 2
prefarred stook purchase by the FDIC. Either
the capital instrument program OT the preferrsd

stosk progran could he inpleoented inmediately
since there is & precudent and no new
legimlation would be required. Hovever, one
neccpsitates rapping the FpIC fund and the other
doed not.
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Q participation {n the plan shovld not be 1iziced
. to those jnstitutions with oapital 1avels below

ghree paruent.

- partiaipation chould be availaple to any
jnscitution williing %o ecmpli with the
asriveris for {psuance and ap ds »y the
restrictions after issuance.

o The pizn should pa avallahle To aliew banRke €O

restore thelr losses up to the attaimment of 2n

g% capitul level.

Summary
This bank fupded aselstanca progrant

o Will noet cost the SR¥payess or the ¥DIC any
BoneY .

o Will ancourage panks to resusa responsible
1arding.

o Will help gtablilize the renl estate nariet.

o Will pravent the destruction of existing
custonsr velationships.

o Will rtapilize oux econsAy.

o Will aid in an orderly racovery of the panking
systan in Connectlout.

s And will help raptors pupliic assnfidence in the
FDIC fund. .

This situation {s axtrensly #ird. A nuaber of benks
sace technical insolvaney in the very nesar future.

Bacause there {3 & pracsdsnt for bank funded capital
{nstrument prograns, and o new 1 islation weuld De

yecuired, giieh &8 progran couid ba lemanted

immedlately . sut time is now of the e386NcS.

Bps8
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 FINAL DRAFT....FINAL DRAFT.... SO

l, Inc.

481 Boytston Steet Bosion, Maasacrnaiss 02116 (817) 437-0304 @ 1455 Ponngyivania Avenue, NW., Sutle 1000. Washingion, 0.C. 20004 (202) 633.8956

December 27, 1990

*pame®
*Branch®
°City®, *state® »Zip Cnde®

HELP SAVE NEW ENGLAND'S ECONGMY!
Dear *sal®:

Representing over len thousand businesses, we the undersigned ere asking for your
jmmediate attention (0 @ crisis threatening our praspects for future business growth and jobs
creation.

New England is gripped by an econo ic recession More sEVers than at any time in the past
two decades. Throughout the region, new business formations have been declining since 1987
while the number of business failures has ipcreased. The traditional pillars on which our
economic primacy of the past decade was built - 3 strong defense industrinl base, 3 high
technology industry that dominated the market, and aggressive, creative banking and
insurance sectors that fueled our economic growth - are ail going through 2 painful
re-adjustment period.

it is this last item %0 which we draw your urgent attention. Talk of an gconomic recovery
is only speculative at best if the region’s banking system contigues to erode. As business
{eaders, it is implicit that our prospects for growth are tied to working capital and credit
availability. ,

To address this concern, we offer you a list of recommendations to strengthen the banking
community - and through it, New England businesses - and seek to talk further to you about
what is perhaps the region’s pumber one concern. They require no legislation or federal
funds, and could be put in place immediately. Perhaps, most desirable of all, we believe that,
if implemented, all depositors, taxpayers and borrowers will be protected from the day they
may be called upon t¢ bear the cost of a decimated banking system. Our recommendations are
to:

1, Establish a regulatory pilot program directed toward New England;
2. Allow area allowances for dividing non-performing loans into "good" and "bad" loans;

3, Create FDIC capital investment instruments, such as pref erred
stock or RFC-typre_certificates, which could be used as transition capital;
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4, Accelerate and make readily accessable open bank assistance to distressed New England
area banks, to provide opersting capital; and

5. Allow same-muitet mergers snd New England-wide branching to
reduce administrative couts even where exiernal capital infusion is Dot immediately available.

in addition, we also believe the following three-step "self help® plan addresses the problem: '

1. Allow the FDIC 0 purchase capital instruments of the banks, designated as Net Worth
Certificates, bearing & stated dividend rate;

2. Banks would cither purchase Treasury Bonds in an amount Up to
the value of the New Worth Certificates of loan the money 10 the FDIC directly at interest
rates ot least as great as the certificate’s dividend rate; and

3. The Treasury Bonds would then be pledged to secura the Net Worth Certificates and the
Treasury proceeds would be used to fund the purchase of the Certificates, If no bonds were
used, the FDIC would have the right to set off the loan to the FDIC against the Net Worth
Certificates in the event of 2 failure of the bank.

In strong economic times and in weak, capital is the life~-blood of an area’s economy.
Available credit allows businesses to expand and employ more workers and contribute
significantly to a comuunity’s economic base. When credit tightens - as is now the case
throughout New England - the opposite happens. When the amount of available credit
decreases in the midst of 2 region-wide recession, there is a genuine cause for alarm. This is
the situation prevailing in New England.

Federal bank regulators, in response to the S&L crisis, begac a region-by-region application
of rigid credit standards. For g variety of reasons, New England was targeted first. But
coming as it did during a cyclical recession, thess policies have further hurt New England's
economy. We are concerned that the failure to address this situation immediately will result
in widespread business closures and an escalation of unemployment.

The tightened supervisory standards on New England financial institutions have been
devastating not only to banks throughout the six state area, but also to businesses and the
region's economy. The impact of these gctions has forced banks to shrink rather than grow;
close rather than operate; and reduce the amount of capital avajlable to New England ’
businesses.

We also recognize politicel reality. We understand that the S&L erisis and the failure of a
significant number of financial institutions throughout the nation to impose prudent
standards on their louns creates a difficult situation for Members of Congress relative to
seeking a relaxation of guidelines meant to protect depositors' funds. But, we the
undersigned, and our member fiems, share the conviction that economic resurgence must have
s 3 key ingredient gvailable credit to allow our businesses to be competitive and grow.
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It is our strong bope that you will encourage ¢copgressional hearings as early in January as
possible eithier in Washington or s 3 ragional field hearing in New England to discuss the
regiongl impact of the credit erunch, The organizutions tisted below would be pleased to
offer their assistance in coordinating fiald hearings in the region.

In ciosing, we wapt Lo restats our main concern: New England’s sconomy is realing and
desperately needs help ‘mmediately. Businesses are closing, thousands are losing their jobs and
hopeful signs of & turn-around are diminishing. Only by shoring up the banking sector, and
working with its regulaiory agencies, can New England business realize the increased amounts
of available capital necessary to fuel the engines of an ACONCINIC récovery.

But, in order to do 30, we need the active support of the region's congressional delegation.
Therefore, we urge your immediate attention to this situation and request a meeting with you
g5 soon &3 it can be arranged.

Thank you very much for your attention to our concerns. We look forward to seeing you
soon,

Sinceraly,

Nicholas P. Koskores, Pres, John Crosier, Pres.

The New England Council Business & Industry Association
of New Hampshire

Timothy Moynihan, Pres, John Gould, Pres.

Greater Hartford Associated Industries

Chamber of Commerce of Massachusetts

John Rathgeber, Exes. VP
Conanecticut Business
& Industry Association

cc: The New England Governors
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THE WHITE HOUSE

WASHINGTON

January 24, 1991WE CHIEF of STAFF
has seem

MEMORANDUM TO Governor Sununu

FROM Jackie Kennedy

Chris Gallagher called me this morning, he
"does not like to come into DC without you
knowing he’s here or has been here".

*See attached

All of the New England Congressional
delegation was present with the exception
of Rudman and the Senior Kennedy.

Bottom line is all recognize there is a
problem and are all ready to work as a non
partisan body.

The hold up, if any, that Seidman has is
that he cannot get anything cleared from
Treasury, Brady and Glauber. He’s not
asking you to do anything just to be aware
that they are all working together on
this. More information will follow.
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DATE: 1/24/91
TO: Jackie Kennedy

FAX #: 202-456-2397

FROM: Chrig Gallagher

RETURN FAX #: 603-226-3477

CONTACT FOR VERIFICATION: Janet Ext:

TOTAL NUMBER OF PAGES INCLUDING THIS FAX COVER SHEET: 4

TINE SENT ___ AM / PM

IF YOU DO NOT RECEIVE TELS FAX PROPERLY, PLEASE CONTACT US AT
(603) 228-1181.

COMMENTS/INSTRUCTIONS :

Dear Jackie:

In order to avoid tying up your fax machine, I will Fed Ex the

background material provided to the New England members. This

—Program and fact sheet summarizes the substance of the meeting.

CCG

CLIENT #: ! )

o
(Signature of Fax Operator)

(Rev. 2/15/90)

——
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| The New England Councii, Inc.

N§W BNGLAKD'E CREDIT BRORTAGE

A Briefing
' for
Memnbers of Gl New Englsnd Congraessional Delegation

January 23, 1991
| 8:00 L. M. = 9130 a.m.
186 Pussell $50B

2 ' ) AGENDA

Opening Remarks

W. N. "Rink" DeWitt
Past Chairman
The New England Council

Chairman
BankEast

Bconcmic Overview

Nicholas S. Parna
Chief Economist & SVP
Shawmut National Corporation

Cptieons fur strengthening Now England’s Banks

Sheldon L. Pollock
Chairman & CEO ‘
North American Bank and Trust Company

Cchristepher C. Gallagher

Legislative Counsel
New Hampshire Bankers Association

biscussion
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FACT SHEET

Background

| © Capital is the life~blood of an area’s economy.

Available credit allows husinesses to expand and employ more
workers and contribute to a community’s economic base. When
credit tightens-as is now the case throughout New England-
the opposite happens. When the amount of available credit
decreases in the midst of a region=-wide recession, there is
genuine cause foir alarm. This is the situation prevailing
in New England.

© In the past 2 years, New England has lost 254,000
jobs, a decline of 4 percent. This accounts for 20% of all
jobs lost in the United States, although New England only
accounts for 5% of the nation’s population.

o New business formations in New England have been
decreasing since 1987 while business failures have
inereased. '

o Business failures increased by 193 percent in New
England in 1990, compared to 14.5 percent nationwide,
according to Dun & Bradstreet.

¢ The Consumer Confidence Index in New England,
measured by the Conference Board, plunged to the lowest
level ever recorded for any area.

© According to Federal Reserve data, loans to
businesses by the nation’s largest banks fell nearly $5.2
v billion in 1990. 1In 1989, these loans increased by $18.4
| billjon,

o Accordinyg to the National Federation of Independent
Businesses, only 33 percent of its members said they were
borrowing regularly, a record low.

o A survey taken by the Connecticut Business and
Industry Assoclation of its members on this issue revealed
that 25 percent of the respondents said they had been turhned
down for a lean during the first half of 1990. More than 10
percent had a loan called.

Cpticns for Conslderaticn

o Allow ?h@ FDIC to purchase capital instruments of
the banks, designated as Net Worth Certificates, bearing a
stated dividend rate; and
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. o Banks could then loan the money to the FDIC directly
at interest rates at least as great as the certificate’s
| dividend rate.

Regulators siiwuld also be urged to:

o Utilize procedures now available without new
legislation or administrative rule-making;

o Consider open bank assistance preograms involving
early interventicn with FDIC capital;

o Encourage expense reduction analysis through
consolidation and asset sales which can be considered as
equivalent to outside capital;

o Expedite procedures for multi-agency participation
on open bank assistance plans to promote broader
opportunities for consolidation?

o Expedite procedures within the agencies t¢ encourage
and fast-track proposals for open bank assistance; and

o Establish expedited procedures for Herfindahl-
Hirschman Index raview and for cooparative and complementary
due diligence to ancourage outside capital and save time.

Prepared by:

The New England Couneil
January 23, 1991
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REMARKS

by Christopher C. Gallagher
to New England Congressional Delegation Members

Wednesday, January 23, 1991

We have added materials to the packet provided by the New
England Council to introduce your respective staff people to the

problem, and to outline regulatory actions we believe will help with

'New England's credit crisis. These approaches are available and

needed now, without having to wait for Congressional overhaul of the
entire structure of financial institutions, or for legislative

proposals to recapitalize the shrinking Bank Insurance Fund. On the
basis of public and private assurances from highly placed regulatory

sources, we believe that:

1. The regqulators realize that New England needs special attention

and have the tools in place to do the job now,

2. - That in spite of the coordinated efforts of the New England
Governors, the regulators will be a lot more responsive, and
thus flexible and creative, if they perceive a collective signal
from the Hill that such treatment of New England w;ll not be
interpreted later as being too soft, or as a retreat from their

regulatory responsibilities, and

3. That although we can point to the need for such programs and
signals, their form and substance are best left to the
delegation and the regqulators themselves, depending upon those
measures deemed most appropriate by you in giving the signal,
and by the requlators in applying their existing procedures to
the particular circumstances of each institution with which they

are dealing.
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In simplest terms, the liquidity problem strangling business in

New England, especially smaller business, is based upon the banking

situation.

1. Capital is being diverted to loan loss reserves and is not
being replenished, either from earnings or outside
contributions. Reduced capital requires reduced assets, a
process of downsizing which the regional economy can absorb if
it occurs on a sporadic basis. Unfortunately, it is occurring
in New England on a broad and general scale. Our economy cannot

absorb that.

2. The impact on commercial and industrial lending has been
the most pronounced. Prudence, buttressed by requlatory
oversight, requires that strained institutions in New England
balance the highly illiquid real estate assets presently
overweighting their portfolios with a significant percentage of
highly liquid assets. This liquid counterweight to the illiquid
real estate assets leaves little room for the assumption of
business commercial risk in bank portfolios.

Big business can float paper. Small business has only the

banks to serve its need for capital to operate and expand.
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Two things must occur:

1. At the point where the shifting of shrinking capital to
loan loss reserves jeopardizes institutional viability rather
than enhancing it, regulators must exercise new caution in their
efforts to classify banking assets. They must take into account
longer term evaluation and liquidation techniques appropriate
for loans collateralized by real estate assets. When capital is
all but gone, greater flexibility is warranted not tighter
requlation, because accelerating capital aepletion in these
circumstances only hastens the circumstances leading to federal
take-overs and federalization of banking assets. When all of a
bank's capital has been shifted to loan-loss reserves, there is
no benefit to the BIF by further increasing loan-loss reserves.
Federal requlators can never admit to such a change in emphasis,
but they must be encouraged to do it, just as referees are
expected to call a close game differently in the closing

minutes, but can never admit that they are doing so.
Secondly, we need:

2. Open Bank Assistance Programs to keep banks open rather

than closed. OBA can most easily be ﬁnderstood by comparison to
Chapters 7 and 11 in bankruptcy proceedings. As you know, in a
Chapter 7 situation, a company is closed. 1Its assets are

liquidated immediately. Under Chapter 11, operations are
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allowed by the creditors to continue under an agreed plan on the
premise that, in the longer run, the creditors will come out

better. OBA is a little like Chapter 11.

In the case of banking, the situation can be analogized in the
following way. The FDIC is, in effect, the creditor whose insurance
fund, the BIF, will have to make good on the bank's liabilities to
its depositors. As with any plan in bankruptcy, each program must
be customized to the situation involved, but there have been common

threads to these direct OBA plans as they have been used in the past.

Normally, there is a finding that there is a cost-benefit saving

to the BIF (and thus the taxpayer) by early intervention and the
infusion of capital and other assistance. Naturally, there are
certain restructurings or management controls built into the plan.

There are trade-offs.

Another occasion for such assistance is a finding of

"essentiality", based upon factors such as local economic

conditions, the availability of alternative financial services, and
the extent to which liquidation would pose a substantial risk to a

bank's service area or the financial system itself.

' Each OBA plan culminates in a detailed agreement, itself based
upon a mix of equity, which takes the place of the potential debt,
other guarantees of risk to outside sources of capital, and a whole

array of procedures designed to promote and protect the viability of
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the institution, and the senior position of FDIC's equity. These
may take the form of loans, stock, acquisition of assets, guarantees
of asset yields and other forms of forbearance with respect to asset

evaluation procedures.

To this point, at least, it has been FDIC policy to permit these
transactions only in the context of infusions of outside capital.
FDIC willingness to offer OBA may stimulate outside capital, but it
would seem that, given the present situation in New England, where
we are redlined to the prospect of outside capital, the FDIC should
also be willing to consider as the equivalent of "capital"”
substantial savings incurred by consolidations, asset sales or other
internal cost savings devices. This approach would encourage
voluntary action on the part of banks and bankers to assume a more .
flexible attitude themselves in the structuring of these programs,

and generally needed consolidation and cost savings.

The statutory basis for these transactions is set forth in
Section 13 of the FDIA as amended. The policy guidelines have been
revised by FDIC as recently as March of 1990, and are provided to
your staffs in our backgrounder, along with some recent press

clippings we hope will be informative.

Our specific recommendations, and again these are set forth in

the materials provided, are as follows:
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Regulators should be urged to: ;

Utilize procedures now available without new legislation or new

administrative rule-making.

When an institution's capital has been depleted and transfers of
capital to loan loss reserves can no longer benefit the BIF, the
regulatory approach should be modified, with an eye to keéping
it operating for the benefit of borrowers and of providing

credit.

Consider open bank assistance (OBA) programs involving early

intervention with FDIC capital before the lines form.

Encourage expense reduction analysis through consolidation and
asset sales which should be considered as equivalent to outside

capital, especially when outside-capital does not materialize.

Expedite procedures for multi-agency participation in OBA plans
to promote broader opportunities for consolidation. (BIF & SAIF)

(Agency Liaisons)

Expedite procedures at regional levels within the agencies to
encourage fast-track proposals for OBA. (Structures and

response team).

Establish expedited regional procedures both for anti-trust
Herfindahl-Hirschman Index review and for cooperative and

complimentary due diligence to encourage outside capital.
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Implemented soon, these programs and changes in emphasis can
remove the uncertainty which lies at the bottom of the continuing
asset deflation now plaguing New England. They would end the death
spiral, allowing a bottom to form. Until that uncertainty is
removed and a bottom formed, we cannot attract investment to New

England. Moreover, when and if the bottom is reached, we will need

banks to finance our recovery.

If we continue on our present course, too many of our assets
will be nationalized, a fate for our economy which, if not worse

than death, is awfully close to it.



(Additionél Info)

When the strict appliéation of asset classification standards
requires transfer of capital legally required for operations, such
transfers require a bank to shrink its assets. This procedure means
one thing when the bank involved operates in an otherwise healthy
market service area. When the entire banking system in the area is
operating under similar duress, asset downsiiing has a deleterious
impact on the area's entire economy. These transfers protect the
BIF, nevertheless, by moving the capital cushion away from equity

shareholders and toward protecting the fund.

However, once a bank in similar circumstances has its capital
depleted, nothing is added to loan-loss reserves to protect the
BIF. At this point (and it has been reached by a significant number
of New England banking institutions), there is no benefit to BIF
resulting from the transfers. Regqulators must be urged, when that
point is reached, to be extra cautious in ﬁheir exercise of
discretion regarding asset evaluation. At that point, being too

strict can be counter-productive.
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" THE NEW ENGLAND ECONOMY .

A Statlstlcal Overview

January 23,1991
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Shawmut National Corporation
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EMPLOYMENT SITUATION

Nonfarm Jobs Nov. 1990 Unemployment (%)

% change # of jobs lost ‘

Connecticut C-12 30,000  Jan90 52
Maine 4.3 © 26,000 Jan-90 -~ 6.7
Massachusetts 3.6 154,000 Dec-88 7.0 74
New Hampshire 2.6 27,000 Dec-88 7.1 '
Rhode Island 23 18000 Jun-89 7.1
Vermont 29 . 10,000 Jan-90 - 6.3
New England 28 239,000 Jan-89 6.5
United States 0.8 - 662,000  Jun-90 5.9 6.1
PERSONAL INCOME (% change)
‘ 90:Q2/89:Q2 1988/1987
Connecticut. 29 9.7
Maine = 4.2 9.5
Massachusetts 3.1 9.8
New Hampshire 25 106 -
Rhode Island 4.5 8.6
Vermont 4.1 - 92
New England 32 9.7
United States 5.9 8.1

BUSINESS INCORPORATIONS & FAILURES
1st 9 months of 1990: % change vs. year ago

Incorporations  Failures

Connecticut -7.1 .153.9
Maine -15.5 39.2

. Massachusetts -11.3 261.0
. New Haripshire. . -10.2 - 1622
Rhode Island .87 1634
Vermont 55 - 606
New England - 98 192.8

United States . -4.0 " 145




Source: Connecticut Business and Industry Association

IMPACT OF CREDIT CRUNCH
% of Connecticut busine,ssés reporting: -4l t
Financing more difficult to obtain - T62%  82.7%
for working capital : 63.1 771
for equipment , 59.1 85.7
~ Credit availability negatively =~
- affecting Connecticut economy 86.3 97.3

Loans at Large Wéekly Repbrt_ing Banks
(12/26/90 vs. 12/27/89 % change)

Total Loans, leases, & . ‘_' »
securities -153 K
Commercial & Industrial _. -18.0
Real Estate | : - 238
- U.S. Treasuries & Agencies - 315

Muni’s | ; 71,0

- USA -
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14.5

22.8

Consumer Confidence

New England
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NEW ENGLAND OUTLOOK

Source: New Eﬁgland Economic Project

205

0.0 -

14
6.1
4.9
15.2

1.2
5.8
5.0
11.1

.15

6.6 .
4.6
15.8

0.9
6.1
5.0
11.2

14
6.4
53
12.2

22
4.5
5.5
29.8

13

5.4

5.6
10.9

Actual . Forecast
New England 128.8 1989 1990 1991 1992 1993
Jobs 24 02 -19 =2.5 0.1
Unemployment 3.1 39 5.6 74 6.8
Income 9.7 6.9 32 2.6 4.1
 Housing Starts ~ -15.7 -33.7 -35.2 -15.3 24.6
Connecticut ' ' |
.Jobs 1.8 0.3 05 20 -0.1
Unemployment 3.0 3.6 52 7.1 - 6.6
Income 96 . 6.6 32 30 40
Housing Starts  -23.4  -39.6  -36.5 -6.5
Massachusetts '
Jobs 2.1 -0.3 2.4 2.8
Unemployment 3.3 4.0 6.0 8.2 7.6
Income ' 9.8 6.5 2.9 22 3.7
Housing Starts ~ -18.0 =305 -334 0 207 18.4
Rhode Island
Jobs 1.7 0.4 -1.5 23 -0.1
Unemployment 3.1 41 6.5 7.0 6.6
Income 8.6 6.9 45 36 4.7
Housing Starts ~ -148  -262  -28.1  21.0 308
Vermont .
Jobs 43 - 2.1 -1.9 -35 00
Unemployment 2.7 3.6 4.8 6.9 6.8
" Income 92 8.9 42 25 45
Housing Starts - 13.4 -26.1 359  -18.0 232
New Hampshire
Jobs 32 -0.5 -3.4 2.1 1.0
Unemployment 25 35 5.3 6.5 5.4
Income 10.6 6.5 2.4 2.8 4.7
Housing Starts ~ -16.1 422 466  -163 54.4
- Maine ‘ . .
Jobs 52 32 -19 2.5 0.6 '
 Unemployment 3.6 4.1 4.8 5.7 5.6
Income 94 9.5 3.8 238 53
Housing Starts ~ -0.1 . -29.8  -31.1 71 242

All figures are % change from previous year, except for unemployment wjzich is Yo level.
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GALLAGHER, CALLAHAN AND GARTRELL
PROFESSIONAL ASSOCIATION
P. O. Box 1415
. CONCORD, NEW HAMPSHIRE 03302

TELEPHONE GO03-228-1181
(

OPEN BANK ASSISTANCE"
BACKGROUNDER

THE PROBLEM

One year ago, the overall political world of financial
institutions provided a foundation for the situation in New England
today. Consider the issues.

. Inflation - thought to be moving ahead unchecked. .

. The Deficit - moving out of control with little hope for fiscal
management. . :

. Tnterest Rates - had to be kept up; to control inflation, allow
funding of the deficit and maybe to provide a cushion later for
_ the soft landing everyone hoped would occur at the end of the
long expansion of the 80's.

. Requlators ~ with blame for the S&L debacle up forsgrabs, and
visions of Danny Wall's experience on the Hill, they looked
forward to a one year proving process before financial - -
institutions restructuring was to occur, including agency
restructuring.’ ‘ : )

Tnsurance Funds - were obviously under-funded and would need
recapitalization in some form. Note that a percentage
assessment of bank deposits had been floated early as a trial
balloon and, having been labeled by Chairman Seidman himself as
the "reverse toaster" theory of taxation, was quickly
punctured---part of a degenerating dialogue between him and the
White House.

New England became the first stop in an area by area, region by
region, approach by the regulators; to cool inflation without
lowering interest rates, to shut down the excesses of the 1980's, to-
preserve bank insurance funds from meltdown and to prove to Congress
that they could be tough and deserved survival when the time for
restructuring arrived. :

Using classic techniques for exerting control with limited
resources, they hit New England hard, employing what we have earlier
termed the “random intimidation method", to induce new levels of .
bank caution. It worked. Congress might have protested more
vehemently, but for many reasons, all of them understandable, it
didn't. : : '

In summary, suffice it to say that one year ago, past
events, existing rage and confusion, and future restructurings
combined to impose enormous pressure on the regulators to do in New
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England exactly what they did. They looked to Congress for a
signal. No signal was given, or at least it appeared the signal was
*thumbs down". The impact is now clear to all., As stated in the
New England FRB publication, "the earliest Christians got the
hungriest lions" The B.N.E. situation brought all this to a head.
Now regulators and elected officials are asking what can be done to

"ameliorate the situation. Time is short for New England. We must

use it well.

The polltlcal process has not changed. The regulators are still
looking for a signal from the Hill. How that signal is given, and
how much is public or private is best decided by Congress. Led by
Governor Gregg of New Hampshire, the New England Governors acting as
a group have accomplished a great deal by obtaining private and
public commitments from federal regulators to be more flexible,
creative and understandlng of the impacts of the area regqulatory
crackdown on the area's already weakened economy. At the bottom
line, however, what matters to federal regulators is what matters to
Congress. If Congress tells them what it wants, they can and will
respond, with the tools they have at hand, both to justify their
present existence and to establish a foundation for their future
existence and funding.

THE PRESENT SITUATION

1. FDIC Insurance - (THE BIF)

‘ The BIF must be recapitalized either through the Treasury, the
Banks or some combination thereof. Congress will be asked for the
funds. When asked, it is reasonable for a member from New England
to ask, "How wisely and well did you spend the funds you had? Did
you simply close banks, or did you apply cost- benefit technlques,
which ultimately benefit the taxpayer whlle keeping an area's
economy operating?"”

2. Restructurlng Legislation
When bank regulatory agencies seek to justlfy their continued

existence, the key question should not be how tough they were.
Rather, it should be how smart they were when it became clear that a
massive credit crunch, inseparable from the regulatory crackdown
(whatever its cause), had occurred in conjunction with their
approach in New England---and its consequences, which may occur
elsewhere.

THE NEW ENGLAND SITUATION

It is clear that by the time statutory restructuring occurs, and
probably before recapitalization of the.BIF, New England may be

‘beyond the point of statutory relief. The regqulators have signaled

publicly and privately that they are ready to help now, and that
support from Congress would be welcome. New England needs that

support. When offered, here's what requlators can do now, even

without statutory or regulatory changes. .
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1. Asset Evaluation and Loan C13551f1cat10n -

: The normal circumstances envisioned by today's regulatory .
structures assume isolated superv151on of an individual bank,
without particular reference to the external impact of that

lregulatory action. The procedures are designed to. ensure that a
bank's reserves are .adequate to cover the risks posed by the
bank's assets; and that there is sufficient cap1tal to protect
the federal insurance. funds. from- undue risk if the bank fails.
In the . normal 51tuat10n, when faced with a weak institution in
an otherwise ‘healthy market area, these objectives are quite
'con51stent When weak assets are found, increases in loan-loss
reserves are demanded. They come from earnings, or if there are
none, from capital. In- ‘effect, the bank's equity is transferred
on the asset side of the balance sheet from its owners, the
stockholders, to its insurers, the federal government

: In the present situation in New England, there is an
area-wide credit crunch caused by severe contractions in funds
available for commercial lendlng In many of our larger
financial institutions, there is a depleted capital position.
Under these circumstances, however appropriate it may be to
require that an individual institution add to its- ‘loan loss
reserves. while depleting its capital, this process cannot be
viewed in the isolated.context of a Single bank. The present
situation in New England requires a . more cautlous regulatory

=approach

.1. When the creation of loan loss reserves, based on very
strict classification. of asset values, causes capital to
fall below required regulatory capital to asset ratios, the

"bank must shrink itself. When this occurs on an area
basis, the result is no longer a "theoretical death.
spiral", it becomes the present ‘situation in New England.
The transfer of equity from cap1tal to loan loss reserves
is. also protecting the federal insurance fund. . If that
protection is the requlators® primary object, such
strictness is understandable; however,

. 2. ~ When addlng to loan loss reserves from capital reaches
the p01nt where the bank's capital is almost entlrely
depleted, we have a very different situation. " First, the

. cushion protecting the federal insurance fund . is virtually
gone anyway. . Second, events are moving to the point where
the bank's assets will literally.be "put" to the FDIC.
FDIC will be. obllged to "federalize" them, a process which
not .only . .makes regional matters worse, but which further
drains the insurance fund itself. - In this context,.
overzealous regulation becomes counter-productive.

It is clear that in today's New England economy the process of
forced transfers from capital to loan loss reserves can reach a
"p01nt of diminishing returns both to-the FDIC fund, and to the
area's economy. At that point, the .process .of added constraint as
capital shrinks should operate in just.the opposite manner---i.e.
'-regulators should -be more cautlous when capital has dlmlnlshed and
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' earnings and outside capital are not available to augment it. The.

absence of benefit to the insurance funds and the dangers of adverse

‘impact to our area's economy should cause the regulators to proceed

more carefully._

Requlators, like referees, will never admit that they can call
the game differently, depending on the circumstances. - Yet, they
must be urged to do so whén continued strict application of a strict

- classification process will cause many institutions to close; when

given time, they can work their way through their problem assets.

If that sounds like what happened in the Southwest, it isn't. New
England s banks and economy: are not comparable to the S&L situation.
in the Southwest. There is no evidence of fraud or negligence in
our New England banking structure. Mistakes were made to be sure, -
but that period of over- expansron .has long’ passed . The laws
governing the FDIC recognize this point of diminishing returns.

. "They provide for the exercise of discretion and even prov1de for

‘early intervention with federal 1nfus1ons of capital in the form of

" Open Bank Assistance.

OPEN BANK ASSISTANCE (OBAl"

In order to- fully understand Open Bank A551stance (OBA), 1t is

.-necessary to realize that it is not a clearly articulated procedure,

it is a process. It requires- threshold findings, either of:

Essentialitz a test which con51ders factors such as local .
economic conditions, the availability of alternative f1nanc1al
services, and the extent to which. liquidation .and

- "federalization" of a bank's assets would disrupt, or pose a
substantial risk, to a bank's service area or the financial
system itself, or ’

Cost-benefit savings, to the Bank Insurance Fund (BIF)
accompanied by conclusions about- the insured bank 1nst1tution s
(IBI's) viability and_an appropriate restructuring plan.

OBA is similar to an advance reorganization plan in bankruptcy,
structured and accepted by creditors as a plan to provide a. better .
return on their outstanding debt than what would be provided by an
immediate shutdown and liquidation. In the case of OBA, through
early intervention the creditor agrees to a plan which will provide
a better chance of being repaid. With OBA, the creditor is the .
FDIC. Each plan is tailored to.the individual circumstances of the

'institution or institutions applying'EOr OBA.

As a general category, ‘OBA” includes all forms of assistance by -
the FDIC des1gned to maintain an institution- as "open" rather than
"closed". In the past, it has included FDIC loans, cash assistance,
deposit placements, indemnification against losses on assets,
acquisition of assets, guarantees of asset yields and the purchase
of stock. Normally, OBA is provided in conjunction with infusions:
of capital from outside sources. . Chairman Seidman, however, appears

* to be amenable to con51der1ng proposals which do not include outside

private capltal infusions, but by their nature result in substantial

‘cost sav1ngs, Wthh can be deemed equivalent to outside capital
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OBA HISTORY

The original OBA program was really the Reconstructlon Finance -

‘Corporatlon program, which existed from 1932 until June of 1957.

Without reconstituting that program, OBA is provided for in the
Federal Deposit Insurance Act of 1950. Section 13(c) allows the-
FDIC to 'provide assistance when the continued operatlon of a bank is

-essential to prov1d1ng adequate banking services in the community.
.In 1982, the Garn-St. Germain Depository Institutions- Act allowed

the FDIC to prevent the failure of insured banks if the cost of
assistance was less than the cost of liquidating the bank. At that
point, therefore, there were two tests available to act as a
threshold for OBA; either "essentiality" or "cost benefit".

In 1986, the FDIC issued its own policy criteria for OBA..
FIRREA amended Section 13 to include institutions insured by the
SAIF. Following FIRREA, 'in March of 1990, the FDIC issued a new

" statement of policy which replaces its 1986 statement. An annotated’

copy of the ‘policy criteria for OBA for FDIC insured banks is
attached heretoAas Exhibit A.

NEW_ENGLAND OBA

Because New England is, in many respects, "redlined” with

‘respect to outside capital, and the earnings of troubled banks are

Simply‘unable to augment capital .internally, infusion of FDIC

~‘capital is needed to attract outside capital. The expressed
regulatory rationale for the Bank of New England (BNE) bridge bank

take-over provides the basis. for Congre551onal encouragement and

reassurance . to federal regulatory agencies to continue to approach’

individual institutional regulatory measures in the broader context

"of . the New England regional economy. Moreover, although BNE

required a takeover because of the run, the notion of capital
infusion before closure and cost-benefit to the fund is critical to
breaking the capital "death spiral" confronting New England banks.
The key is to provide capital from the FDIC and by doing so to
faciliate capital from the outside. Where such capital is still not
available, substantial savings ‘generated by consolidations, or other

cost cutting techniques, should be treated as the. equivalent of such
-outside capital. :

REGULATORS SHOULD BE URGED TO:
Utilize procedures now available without new legislation or new
administrative rule—maklng.

Con51der open bank ass1stance (OBA) programs involving early
intervention with FDIC capital. _

Encourage expense reduction analysis=threugh eonsolidation and
asset sales, which should be considered as equivalent to outside
capital when even with OBA outside capital does.not materialize.

. Expedite procedures for mu1t1 -agency part1c1pat10n in OBA plans
to promote broader opportunltles for consolidation.
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Expedite procedures at regional levels within the agencies to
encourage and fast-track proposals for OBA.

Establish expedited regional proceduresvboth for
Herfindahl-Hirschman Index review and for cooperative and
complementary due diligence to encourage outside capital.

With careful, cooperative and creative response to New England's
banking situation -through early intervention, open bank assistance
and appropriate regulatory procedures, the economic condition now
prevalent in New England can be stabilized and even turned around.

Christopher C. Gallagher



EXHIBIT A

Excerpted from
RESOLUTION TRUST CORPORATION -
OPEN BANK ASSISTANCE
A Study of Government. Assistance to Troubled Banks
From the RFC to the Present;
Office of Research and Statistics, May 1990,
Pages 45-56

FDIC STATEMENT OF POLICY ON ASSISTANCE TO
OPERATING INSURED BANKS AND SAVINGS INSTITUTIONS

(March 27, 1990)

The Financial Institutions Reform, Recovery, and
Enforcement Act of 1989 ("FIRREA") amended Section 13 of the Federal
Deposit Insurance Act, as amended (the "FDIA"), 12 U.S.C. § 1823, to
broaden the authority of the Federal Deposit Insurance Corporation
(the "FDIC") under Section 13(c) of the FDIA to provide assistance

- to operating savings associations that are members of the Savings

N

Association Insurance Fund (the "SAIF"), in addition to assisting
operating banks that are members of the Bank Insurance Fund (the-
"BIF"). ' ’

Given the importance of the statutory revisions to Section
13 of the FDIA, the Board of Directors of the FDIC has concluded
that the FDIC's current policy for assistance to operating insured
banks (the "Operating Bank Assistance Policy Statementj), which was
published in the Federal Register on December 8, 1986,+/ must be
revised. This policy statement. replaces the Operating Bank
Assistance Policy Statement.

Certain criteria in the Operating Bank Assistance Policy
Statement have been revised or removed to accord with the FDIC's
experience since 1986 with assistance transactions under Section
13{(c) of the FDIA.

I. Introduction

Under Section 13(c) of the FDIA, the FDIC may provide

. financial assistance to operating insured banks and savings

associations: (1) to prevent the "default" of insured depository
institutions or to assist insured depository institutions that are
"in danger of default, "2/ or (2) if, when severe financial
conditions exist that threaten the stability of a significant number.
of insured institutions or of insured institutions possessing
significant financial resources, to lessen the risk to the FDIC
posed by such insured institutions under such threat of instability.

1/ 51 Fed. Reg. 44122 (1986).

2/ The terms "default" and "in danger of default" are defined
‘ in Section 3(x) of the FDIA, 12 U.S.C..§ 1813(x).



In order for the FDIC to provide assistance to any
operating insured bank or savings association, the FDIC. Board of
Directors must determine that either: (1) the amount of the’
assistance is less than thé cost of liquidating (including paying
the insured accounts of) the institution or (2) the continued
operation of the institution is essential to provide adequate
depository services in its community.3 '

Assistance to operating insured banks and savings
associations may be provided directly to the institution in danger
of default, to another institution qualified to merge with or
acquire the failing institution, or to a holding company or other
qualified person or entity to facilitate its acquisition of the
institution.

, Proposals for assistance for operating banks and savings
associations under Section 13 of the FDIA will be reviewed by the
FDIC under the criteria listed in Section III of this policy
statement.

Prior to FY 1992, proposals for assistance with respect to
operating savings associations may be funded by the Resolution Trust
Corporation (the "RTC"). Under Section 11 of the FDIA, until the
SAIF has adequate funding (which will not be until FY 1992), the
FDIC may reguest that the RTC, with RTC Oversight Board apprcval,
provide necessary funds for the SAIF's financial operations.

II. Section 13(k) (5) of the FDIA

Section 13(k) (5) of the FDIA (12 U.S.C. § 1823(k) (5))
provides that the FDIC shall consider proposals for financial
assistance by eligible SAIF members before grounds exist for
appointment of a conservator or receiver for such institutions.
Proposals under Section 13(k) (5) must meet the nine criteria of the
statute, as follows:4

3/ ee Section 13(c) (4) (A) of the FDIA, 12 U.S.C.
§ 1823(c). (4) (A).

The nine criteria for proposals submitted under

Section 13(k) (5) of the FDIA are listed in subsections

(k) (5) (A) (i) (I) - (III) and (A) (ii) (I) - (VI) of
Section 13 of the FDIA, 12 U.S.C. § 1823(k) (5) (A) (i) (I)
- (III) and (A) (ii) (I) - (VI).

S
~
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(1) Grounds for the appointmént of a cOnseivator or receiver
exist or likely will exist in the insured unless the institution's
"tangible capital” is increased.Q(

(2) It is unlikely that the institution can achieve positive
tangible capital without assistance. :

(3) Assistance'by the FDIC likely would lessen the risk to the
SAIF. ' ‘ : .

(4) Before .the enactment of FIRREA, the institution was solvent
under applicable regulatory accounting pr1nc1ples but had negative
tangible capital.?2

(5) The negative tangible capital p051tion of . the institution
is substantially attributable to supervisory transactions initiated
by the Federal Home Loan Bank Board (the "FHLBB") or the Federal
Savings and Loan Insurance Corporation ("the "FSLIC").

(6) The institution is a "qualified thrift lender"Z/ or would
bée a qualified thrift lender if commercial real estate owned and

‘nonperforming commercial loans acquired in supervisory transactions

initiated by the FHLBB or the FSLIC were excluded from the
institution's total assets. .

(7) The approprlate Federal banking agency has determined thsat
the institution's management is competent and in compliance with
applicable laws and regqulatory directives.

(8) . The 1nst1tut10n s management did not engage in insider
dealing, speculative practices, or other ‘activities that jeopardized
the institution's safety or soundness or contributed to its impaired

capital position.

5/ “Tangible capital" is defined in Section 5(t) (9) (C) of the

Home Owners' Loan Act, as amended (the "HOLA"), 12 U.S.C.
§ 1464(t) (9) (C).

6/ See Section 13(k) (5) (A) (ii) (I) of the FDIA, 12 U.S.C.

§ 1823(k) (5) (&) (ii) (I).

7/ See Sectlon 10(m) of the HOLA, 12 U.S. C § 1467a(m), which was

amended by Section 301 of FIRREA.



(9). The institution's offices are located in an "economically
depressed region”

Applicants under Section 13(k) (5) generally will be
required to meet all fourteen criteria listed in Section III of this
policy statement, in addition to the aforementioned statutory
criteria in Section 13(k) (5). However, with respect to criterion
(5) in Section III of this policy statement, the FDIC will presume
that management is adequate, based on the determination of the
Office of Thrift Supervision, but will retain discretion to review
the merits of individual directors and senior ranking officers.2

Assistance proposals with respect to SAIF member
institutions under Section 13(k) (5) that do .not meet all nine of
the aforementioned criteria may be submitted to the FDIC for
consideration under Section 13(c).

ITI. Criteria for the FDIC's Consideration of Propeosals for
Assistance to Operating Insured Ban&s and Savings
Associations

"An assistance proposal for an operating insured bank or
savings association should meet the following crLterla (except where
there are compelling reasons to the contrary)

(1) The cost to the FDIC of the proposal clearly must be
less than other available alternatives and still provide for a
reasonable assurance of the future viability of the
institution.10/

8/ See Section 13(k) (5) (C) of the FDIA, 12 U.S.C.
§ 1823(k) (5) (C). The FDIC has issued an interim rule at
12 C.F.R. Part 357 (See 55 Fed. Reg. 11160 (1990)) that
identifies eight states that qualify within the definition
of. an "economically depressed region" under Section 13(k)
(5) (C). Those states dre: Alaska, Arizona, Arkansas,
Colorado, Louisiana, New Mexico, Oklahoma, and Texas.

2/ Ses Section 13(K) (5) (A) (ii) (IV) of the FDIA, 12 U.S.C:
§ 1823(k) (5) (&) (ii) (IV).

10/ The FDIC bases its cost analysis on an estimation, of two
factors: - (a) the amount by which the liabilities of the
institution exceed the value of the institution's assets,
and (b) the portion of this deficit that would ke incurred
by the FDIC (or the RTC under Section
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(2) ' The proposal must provide for sufficient tangible
capitalization, through capital infusions from outside private

investment sources, to meet the regulatory capital standards of the

appropriate Federal banking agency.==

(3) The proposal must ensure that the assistance will benefit
the institution 'and the FDIC and not be diverted to other purposes.
If the assisted institution is a subsidiary of a holding .company,
the proposal should be structured so that assistance is not given to
the holding company, except where compelling reasons require 1t, and

then only when the holding company acts solely as a conduit for

immediately providing the entire amount of a551stance to the failing

‘insured depository institution.i2

(4) If the assisted institution is a subsidiary of a holding

. company, the proposal should be structured so that

11(a) (6) (H) of the FDIA, 12 U.S.C.-§ 1821(a) (6) (H)), in
the event of a payoff. In cdlculating the cost of the
assistance, the FDIC must include (a) the immediate and
long-term obligations of the FDIC (or the RTC under Section
11(a) (6) (H) of the FDIA) with respect to such assistance,
‘including contingent liabilities, and: (b) the Federal tax
revenues foregone By the Government, to the extent
reasonably ascertainable. The FDIC estimates the value of
the institution's assets based on available examination
data and prior experience in collecting failed institution
assets. 1In applylng the cost calculation, "the FDIC
considers the premium that may .be received for a closed
institution in a purchase and assumptlon transaction and
the administrative costs of paying off depositors. The
FDIC also may consider other factors such as interest on
funds it advances and the cost of maintaining a ligquidation
operation.

" The regulatcry capital requirements of the respective
Federal banking agencies are stated in: (1) for the Office
of the Comptroller of the Currency, 12 C.F.R. § 3.6; (2)
for the Board of Governors of the Federal Reserve System,
Appendix A to Regulation ¥, 12 C.F.R. Appendix A to Part
225; (3) for the ¥DIC, 12 C.F.R. Part 325, including
Appendix A to Part 325; and (5) for the Office of Thrift
Supervision, 12 C.F.R. Part 567, as published in 54 Fed.
Reg. 46845 (Nov. 8, 1989). A ' -

=
~

=
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See Sections 13(c) (3) and 13(c), (9) of the FDIA, 12 U.s.cC.
§§ 1823 (c) (3) and’ 1823(c) (3) (9). ,
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available resources from the holding company and its other insured
subsidiaries and/or nondepositary subsidiaries are used to make a
significant contrlbutlon towards m1n1m1z1ng the financial exposure
of the FDIC.

(5) - The proposal must provide for adequate managerial
resources. Renegotiation or termination of management.contracts is
to be completed prior to the granting of assistance. Continued
service of any directors or senior ranking officers who served in a
policy-making role of the assisted institution, as may be determined
by the FDIC, will be subject to approval by the FDIC. Further, the
FDIC may review and object to any or all parts of any new
compensation arrangements (including termination clauses) covering
these individuals during the period assistance is outstanding.

(6) The FDIC will consider on a case-by-case basis whether the
proposal shall provide_ the FDIC with an equity interest 1n the
resulting institution.i3

(7) It is preferable that any proposal for FDIC assistance
provide for repayment of such assistance in whole or in part.

(8) The FDIC will consider on a case-by-case. basis whether to
acquire or service assets of assisted institutions. Generally,
assistance proposals should provide for the surviving institution to
‘service all assets of the assisted institution. Under appropriate
circumstances, the FDIC may consider such incentives as bonus fees,
gain-sharing, and loss-sharing arrangements on distressed assets.

(9) Fee arrangements to attorneys, investment bankers,
accountants, consultants, and other advisers incident to requests
for financial assistance must be disclosed to the FDIC and will be
evaluated in determining the cost of the assistance package.
Excessive fees must be avoided. 'In no case should payment of any
fee be contingent upon approval or receipt of financial assistance.

13/ See Section lB(c) (4) (B) of the FDIA, 12 U.S.C. § 1823¢(c) (4)
(B). The FDIC is prohibited under Section 13(c) (4) (B) from
purchasing the voting or common stock of an insured institution;
however, this restriction does not preclude the acceptance by
the FDIC of non-voting preferred stock, warrants or other forms
of equity or equity-equivalent arrangements.
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(10) The FDIC shall consider assistance proposals within a

. . competitive bidding process. The FDIC may solicit 1nterest from
‘qualified entities.

"(11) An institution seeking open institutidn assistance must
consent to unrestricted on-site due diligence reviews by any
potential acquiror that is determined by the FDIC to be qualified
after consultation with the appropriate Federal banking agency.

(12) Appllcants must establish quantitative limits on all
financial items in the proposal. For example, if applicants request
indemnification from the FDIC for certain categories of contingent
liabilities, assistance proposals must include ceilings on the
FDIC's financial eAposure for the respective categories of
contingent liabilities.

(13) The financial effect on shareholders and credltors of the
failing institution must approximate the effect that would have
occurred had .the assisted institution closed. »

(14) If the assisted 1nst1tut10n is a subsidiary of a holding
company, the. proposal should be structured so that the 1mpact on
directors, management, shareholders and creditors of the holding
company apvroximates the situation that would be expected had the

“assisted insured institution subsidiary failed (holding company

creditors therefore may be required to subordinate and/or
renegotiate the terms of their debt).

IV, Other Information

Any proposal requesting assistance in accordance with this

policy statement should be addressed to the appropriate FDIC

regional office of the Division of Supervision and should provide
the amount, terms, and conditions to the assistance requested as
well as the details of the financial support to be provided. This
information must be presented in sufficient detail as to permit the
FDIC to estimate the maximum cost that will be incurred as a result
of the proposal.

‘A copy of any proposal requesting assistance in accordance
with this policy statement should be provided to the Assistance
Transactions Section, Division of Supervision, FDIC, 550 17th
Street, N.W., Washington, D.C. 20429, the institution's chartering
authority, and, 1f approvals under the Bank Holding Company Act are
required, the appropriate Federal Reserve Bank.
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’ By Order of the Board of Directors. Dated at Washington,
“D.C., this 27th day of March, 1990. _

FEDERAL DEPOSIT INSURANCE CORPORATION

Hoyle L. Robinson
Executive Secretary

(SEAL)
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. L WILLIAM SEIDMAN: .
. meets with New England govemors

F BEC Mmu‘mgm Fmpoeos Croa&mn

@E Tumd to Shm"e %Jp Weak Baﬂﬁg@

By Clmstopher B. Daly
Spccml to The Washington Post

BOSTON, Jan. 11—The nation’s top bank-

ing regulator sought to reassure New England
governors about their troubled -banks today

and called for creating a special new fund,
drawing on public and private capital, to shore .
‘up weak banks before they fail.. .

L. William Seidman, chairman of the Feder- -

al Deposit Insurarice Corp., also promised dur-
ing a:meeting with the six regional governors
that he would. explore ways to- ease the re-
gion’s credit crunch and prevent the problems
of the banks from’ damagmg the New England

- economy.
' Seidman also used the meetmg to promote a.

banking industry plan that is rapidly gaining fa-
vor in Washmp'ton' pumping money into trou-

.bled banks to keep them from going broke.

The proposal is similar to what the govern-
-ment did to keep banks in business during the
--Great Depression, when an agency called the
- Reconstruction Finance Corp. was set up to
buy stock in ailing banks. ) _
" Several variations on the plan are bemg dls-.

cussed by cougressxonal, administration and

'banlung mdustry leaders as a way to take'

some of the burden of bank failures off the
FDIC. The. cost of cleamng up 800 bank fail-
ures in the last four years is rapldly depleting .
the FDIC fund. '

Even under OptlmlStlc economic foxecasts

the FDIC will have only $4 billion left by the
_end of this year. If the recession proves-to be

worse_than expected, the FDIC could run out
of money, forcing the taxpayers to start pick-

.ing-up the tab for bank failures.

~To avoid the need for a taxpayer bailout of

-the FDIC, Seidman said the banking mdustry

and the government should set up a fund to in-
vest capital in troubled banks. The money

~would make up for losses the banks have suf- .
- fered on bad loans, enabling them to remain in
.business.

Leading advocates of the plan include ‘the
Association of Bank Holding Companies, a
trade group headed by President Busl's old
college roommate, former U.S. representative
Thomas (Lud) Ashley. Ashley said the propes-
als have gained support rapidly in the last few
u‘{e,eks and are still evolving as government

See FDIC, C8, Col. 1
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and private officials suggest w1ys to bolster
the banking system, . .

The basic idea, according to Ashley, is to
require all banks to pledge a small
amount—perhaps one-half of 1 percent of
their assets—to .invest in troubled banks.
‘The investment fund would be administered

"_by the FDIC, which would decide which

banks might be saved with an investmerit of
new capital and which ones were so sick they
would have to be taken over.

Seidman has been floating the idea that
the FDIC might provide part of the cash to
invest in troubled banks. He said it would be
cheaper to put a small amount of new capital
into a troubled bank than to let it go broke
and dump all its troubles on the FDIC.

That strategy would represent a funda-
mental change in the mission of the FDIC.
fhe agency now is dedicated to protectmg

Seidman Proposes N@W Fund

depositors, but it would be bailing out bank
- .owners under the new approach. .

In yesterday's sessions, the plan drew fa-
vorable responses from the New England
governors, who met amid the gloom of a re-

gional economic recession and banking crisis. -
“It’s an idea I like in concept,” said Massa-

chusetts Gov. William Weld. Weld, the host
for the meeting, said the idea was appealing

- because such a fund would be stronger than
either. the public sector or private sector-

working alone.

Seidman told the governors there are sev-
eral healthy banks interested in buying the
Bank of New England, which had to be taken
over by the FDIC last Sunday. Seidman met
earlier in the day with Lawrence Fish, who
was_installed by regulators as president of

Bank of New England last year and is con-

tinuing to run it.

‘The governors expressed unanimous sup-

- port for Seidman’s ‘handling» of the Bank of

New England, but they lobbied Hard for in-
creasing commercial lending in the region, |
through pouring cash into the banking system -
or loosening regulations. New Hampshire
Gov. Judd Gregg has been among those com- .
plaining loudest about a scarcity of credit.

Seidman said the need for more credit was

“obvious” and acknowledged that some bank

regulators, reacting to the:excesses of the
1980s, have been “overzealous,” prompting
bankers to become overly cautlous about
making loans,

Connecticut Gov. Lowell Welcker praised’
Seidman for his expertise and swiftness, say-
ing: “He is not the problem; he is trying to
treat the symptoms.” o '

Also in attendance at the 90-minute lunch
meeting in Weld’s office were governors
Bruce Sundlun of Rhode Isfand, John McKer--
nan of Maine and Richard Snelling of Ver-
mont :

Staff wrtler Jerry K mght contnbuted to tlus
7e1>art from Washmgton : i
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FDiC Is Likely’
To Buy Shares
In Weak Banks

By BARBARA A. REHM

The ballooning number . of
problem banks and a shrinking
deposxt insurance fund are driv-
ing the Federal Deposit Insur-
ance Corp. to consider buying
newly issued stock of troubled
banks. .

Through a trust fund capital-
ized by the banking industry, the
FDIC would seek to support
banks before they fail, adding to
the, the shrinking Bank Insur-
ance Fund’s burden. The con-
Cept has the active interest of
bankers. led by the Association
of Bank Holding Companies.
but they disagree with the FDIC
on a major point.

The FDIC’s
R chairman. L.
SIQ William Seid-

===i man, and his.

P top staff mem-
Z bers met with
bankers Tues-
dav afternoon
and concluded
4 that the stock-
%! purchase idea -
which some
critics are likely to complain
amountstoa nationalization - is
the best alternative. More meet-
ings with ‘industry leaders are
planned and-changes could be
made. but a go-ahead is likely in
light of the chairman’s support.

Bankers Would Be on Board

Under current thinking, the
trust fund would be established
as a subsidiary of the FDIC and
would be capitalized at.$1 bil-
lion to $5 biilion. Some bankers
would sit with government offi-
cials on the fund’s board. which
would determine which banks
receive assistance.

- The trust’s seed money would

come f{rom banks -~ either
through deposit-insurance pre-
miums or a special FDIC assess-
ment. Under law, the FDIC can
borrow 810 for every 31 it holds,
so the FDIC could borrow $9
billion to $45 billion on'the con-
templated capnal explained
john Bovenzi. Mr. Seidman’s
deputy.

A Direct Investment

That borrowed money would
then be invested in banks that
are] unable to attract private cap-
1ta

The FDIC is leaning toward:
borrowing the money from com-
mercial banks because that
would keep Uncle Sam largely

out of the plan’s funding, ac- :-

cording to agency officials. But
the FDIC could also turn to the
Federal Financing Bank, to -
which the FDIC won access un-
der the thrift bailout law. Loans
from this government facility
would carry a lower interest rate
than private bank borrowings.
The FDIC would repay the
borrowed funds-when it sold its

See FDIC page 6

CDntInued from page 1
bank stocks after recapitalized
-banks recovered. | -
All this could bé done without
congressional action.
Recapitalizing the FDIC is be-
ing dealt with separately. Agen-
cy officials just a few weeks ago

were insisting: that the fund °

needed a $25 billion infusion.
But now they are talking about a
smaller amount.

If the stock-purchase plan
works, the logic goes, then the
demands on the ‘FDIC will be
smaller and the fund will not
need so much cash.

Mr. Seidman is forecasting :
that the FDIC will end this year .

with $4 billion.

“We could setup a [stock pur-
chase] program without legisla-
tion.” Mr. Bovenzi said. “We've

got the ability to assess the in-

dustry and we can make capital
investrhents in banks - and

we’ve already got the aithority
to borrow.”

Total Still Unknown

The range of borrowings is so
wide - $9 billion to $45 biilion -
because the government has not
decided how many banks it

_ plans to prop up and how much
that will cost.

" “‘No one has come

to grips yet with -

how much money

will be needed.f’

W. Roger Watson
Federal Deposit Instirance Corp.

*“No one has really come t0-
grips yet with how much money
will be needed,” the agency’s re-
search director, W, Roger Wat-
son. said in an interview.

-Two thorny issues remain un-
resolved: -

e How banks would qualify
for capital injection. Eligible.
banks would generally be sol- |
vent but unable to attract pri- i

_vate investors, probably because

of a weak economy. These banks !
would have to have smart, trust-
worthy managers, FDIC offi-
cials explained.-

e Whether to leave bad assets
in the bank or remove them for
separate workout. The FDIC -
but not bankers = wants nonper-
forming assets to stay in the
banks and be worked out by the

.people who made the loans.

Mr. Seidman said this week
that assets lose value as soon as
they are stripped from an origi-
nating institution. Lower asset
values. force the FDIC’s cost of
resclution up. “We've got quite
a lot of bad assets dumped on

. the market now,” the chairman

added. _

The bankers working on thlS '
plan with the FDIC are just as
adamant that the banks would
have a better chance of attract-
ing private capital if their bad as-
sets were vanked.

The main argument against
the trust fund is likely to be that
it partially nationalizes the
banking system. FDIC officials
concede this effect, but insist the
plan is better than standing by
and letting hundreds more

_ banks fail. O



, For FDIC Bolsterlng the EcUnomy Was Key

Washmgton Bureau

WASHINGTON — By guar- -

anteeing all. deposits in Bank of* -

New England Corp.’s subsidiar- -
ies, federal regulators sent a clear.
signal that they are more intent

on shoring up the économy than :

experimenting with any new
plan to impose “market disci-
‘pline” on the deposit insurance
system.
Under Federal Deposit Insur-
ance.Corp. guidelines, regulators
" could have allowed -depositors
with more than $100,000 in any
one account to face losses. Butin
an interview on Monday, FDIC
Chairman L. William Seidman
said these were the priorities:

“One,- stabilize the financial
situation-in the area and assure
depositors they were going to get
their money; and two, bring in
additional banking capacity in
New England to deal with the
credit crunch there.”

Analysts and regulators said

that maintaining availability of
credit was a key consideration as
bank regulators mulled what to
do with the faltering Boston-
based holding company during
the closed-door meetings last
weekend that Ied to the sexzure

Regulators’ options were
whittled to keeping the banks
open with federal assistance or
establishing bridge banks ~ gov-
ernment-chartered emities that

See FDIC page 17

metlnued from page 1

hold insolvent institutions’ as-

sets and liabilities until the units
. can be sold or otherwxse dis-

posed of.

The bridge idea won because
it could be done faster, with less
interference by holdmg -compa-
ny shareholders or creditors.

~ This story was reported by
Barbara A. Rehm, Bill Atkin-
son, Linda Corman, and
Robert M. ‘Garsson. It was
written by Robert Trigaux.

And it would aid the region-’s
economy by giving the three
subsidiary banks - Bank of New.
England, Connecticut Bank and
Trust Co., and Maine National
Bank- - the abxhty to keep .on
lendmg

Masswe Wlthdrawals ,
- The 'sense of 'urgency was

- heightened by massive deposi-

tor withdrawals at the end of last

week. On Monday, depositors

again lined up at financial insti-
tutions in Boston and Provi-

dence, adding to the confusion -

that began last week with the
clesing. of privately insured
banks and credit unions ‘in
Rhode Island and rumors of
Bank of New England’s pending
failure.

“What we were most worried
glbout was the contagious effect
if the run continued here and the

government didn’t step up,” "

said Paul Homan, special advis-

er.to the Comptroller of the Cur-~

rency. “It might have had a spill-
over effect on othier banks in the
region, indirectly, not directly.
Obviously, the” Rhode Island
problem was having an effect on
Massachusetts.”

“It is an absolute zoo, and it
has been absolutely ‘bizarre up
there since Friday,” said Edward
E. Furash, a Washmgton—based
consultant who has been advis-
ing client banks in New En-
gland. “Banks up there have
hundreds of customers at the
door, and people are running

from one bank to another to de-
cide which bank is safer.”

Reaction on the Hill
. News of the bailout was re-
ceived with an air of skepticism
on Capitol Hill, where a number
of staff members involved with

banking legislation said regula-
tors waited too long to close the
institution. -

“Why did they have to wait
until we had TV pictures of peo-
ple standing in. line to get their
money out of the bank?” asked
one House aide.

“Everybody - knew Bank of

" New England.was brain-dead,”

said another staff member.

“There’s a real question about
why they waited so long.”
‘Autopsy’ Promised
House Banking Committee
Chairman Henry B. Gonzalez,
D-Tex., promised a “top to bot-
tom autopsy” of the New En-
gland failure, and said the case
may offer important guidelines
for Congress as it considers
banking legislation this year.
The thrift-bailout law of Au-
gust 1989 authorized bank regu-
lators to assume that a -bridge
bank has 5.5% capital - even if it
has no capital at all — so that the
bank can continue to make
loans. Regulators said Monday

this arrangement allows the
Bank of New England units to
lend up to 15% of a 5.5% capital
base - even though the FDIC in-
jected only $750 million into'the
banks, bringing capital to about
3%. s
Also, for the first time, the
FDIC used its power to force a

" bank to pay for the losses of affil-

iated, troubled banks. In this
case, the FDIC demanded im-
mediate payment of $1.44 bil-
lion from the Maine National
Bank to pay for Bank of New

Much attention was devoted fo keening an eye

on withdrawals from Bank of New England and

other institutions in the rsgion. -
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England’s losses. The Connecti-
cyd Bank & Trust Co. was
=br qght““‘down when the FDIC
cagnceled unsecured loans the
. bank had made to BNE.

Others Under Pressure

Following' the seizure, bank-
ing experts warned that regula-

See FDIC next page

Continued from page 17
tors will put still more pressure
on' the region’s largest banks to
avert another crisis. Shawmut
National ‘Corp., Fleet/Norstar
Financial Group, and Bank of
Bosion Corp. all have been
racked by real estate problems.
“In those cases you are going
to sce a lot more regulatory par-

*"ticipation in the management of

the bank,” said James M. How-
ell, president of the Boston-
" based. Howell Group and former
chief economist of Bank of Bos-
ton. “I'm optimistic it will not
get to the point [of taking the
‘banks over]; but it may mean
credit will be tightened even
more.”

“What [the regulators] want
to do is minimize surprises, and
minimize and preclude a disas-
ter,” said Michael Turillo, a
bank consultant in Boston for
KPMG Peat Marwick. “You
don't have to be a rocket scien-
tist to sce the pot is boiling.”

Other East Coast institutions
that are undoubtedly on the reg-
ulators’ watch list because of
losses and real estate troubles in-
clude Baltimore-based MNC Fi-
nancial Inc., Miami-based
Southeast Banking Corp., and
Newark-based Midlantic Corp.

New England regional econo-
mists don’t expect the economy
to emerge from a'recession for at
least six months, and even then

they predict the économy will-

only be crawling along.

Execs Go to Washington

The events that precipitated
Sunday’s takeover of Bank of
New England by the FDIC be-
gan Thursday. said a regulatory
source. On that day, Bank of
New England chairman Law-
rence Fish and vice chairman
Tim McNamar came to Wash-
ington and met separately with
Comptroller of the Currency
Robert L.. Clarke and Mr.
Seidman.

- They 1old tne regulators that

even. if ihéy.acceépted a borid:
holders’ proposal to swap debt
for equity, the bank would be-
come insolvent.

The bankers then proposed
two options: One called for the
FDIC to offer assistance in tan-
dem Wwith the debt-for-cquity
swap. The second was simply a
statement from the FDIC that it
was actively negotiating for a
sale of the bank and that all de-
posits would be protected.

Late Friday afternoon, the
FDIC and the Comptroller’s of-
fice agreed to meet Saturday
morning to review alternatives
for addressing the bank’s insol-
vency. Mr. Clarke met with
FDIC officials and considered
three options: offering some
FDIC assistance in tandem with
the bondholders’ debt for equity
swap, straight open-bank assis-
tance, and the bridge banks.

At a board meeting on Satur-
day afternoon, the . FDIC
weighed the options and decided

to wait until Sunday to decide !

what action to take.

‘Looked at Every Alternative’

Asked if he seriously consid-
ered paying off depositors ~ the

most drastic FDIC option ~ Mr." |

Seidman said: “We looked at ev-
ery alternative, really, very seri-

ously.”
Having wverified the fourth-

quarter losses at Bank of New -

England’s banks by about noon
Sunday, the senior deputy
comptroller, Dean S. Marriott,
prepared to declare the national
banks in Massachusetts, Con-
necticut, and Maine insolvent.
On "Sunday afterrioon the
FDIC board gave its final ap-

proval to creating a bridge bank

and infusing the company with
3750 million.

Treasury officials, including
Under Secretary for Finance
Robert R. Glauber, were briefed
on the plan to take over the
bank. Sources said Mr. Glauber
disapproved of the proposal to
cover all the uninsured deposits
but eventually deferred 10 the
other regulators.

Cash Loaded on Trueks
Federal Reserve staff in both

* Washington and Boston worked

through the weekend. The 200

staff members in Boston includ- -

cd about 100 members of the

H

Shareholders and
bondholders are just
about the only ones

losing money.

cash department. check depart-
ment staff. lawyers, and about
10 senior managers,. said.a.Bos-o
ton Fed source. The cash depart-
ment staff was, “packaging up
cash and putting it on trucks,”
he said. in the event banks need-

ed additional liquidity for cus-
tomer withdrawals.

Much attention was devoted
to keeping an eye on withdraw-
als from Bank of New England
and other institutions in the
region.

. Getting a reading on the
amount of funds being with-
drawn is particularly difficult in
banks of BNE’s size. said the
Boston Fed source. By last Fri-

day. the bank had reportedly

suffered 'a run approaching $1
billion. . :

‘War Room' in the Capital

In Washington, senior staff
played a sort of war situation-
room role, acting as a clearing
house for information. In partic-
ular they were keeping an eye on
whether withdrawals were
spreading bevond Massachu-
setts to other New England
states.

. Also over the weekend, the
Boston Fed requested and ob-
tained through the Fed board in
Washington the temporary
transfer of about a dozen addi-
tional examiners from other Fed
districts to help out in New

England. ' :
Intensive meetings continued
Monday in Boston. Besides

onitoring withdrawals from
qther banks, the Fed was expect-
ed to be negotiating an agree- -
ment with the FDIC as to when
the New England bank’s bor-
rowings from the discount win- ‘
dow would be paid back.

Thanks to" the widespread
guarantees in the seizure, about
the only people-losing money -
are the company’s shareholders
and bondhoiders. a
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l Governors ask federal regulators to pump money into ailing mstltutlons

By John Milne o
GLOBE STAFF .

ONCORD - Gov. Judd

regulators .pump money
into.New England banks

‘before they fail. The regulators are

considering the proposal as_part of a
reorganization of the region’s bank-
ing system — which would mean that
less healthy institutions will be
doomed to reorganization or merger.

Gregg and other New England

governors offered this deal, drawn.
. _up by regional bankers and business

leaders, to L. William Seidman,
chairman of the US Federal Deposit
Insurance Corp. during a closed-
door meeting earlier this month.
Seidman appeared to accept the pro-
posal in principle, endorsing a vari-

ant of the plan that.included raising - -~
private funds to provide that money.

Neither Gregg nor the regulators
would diseuss specifies. Gregg said
he would present a detailed proposal
within a month. This deseription was
provided by sources who had been

briefed by participants in the discus-:

sions, and members of the banking
and business communities said last
week this deal is emergmg as: thelr
proposal to solve the crisis.

Gregg’s press secretary, Brian P.
Grip, hinted last week that the dis-

cussions- had been to the liking of
New Englanders. “Every key: point

that the governor was hoping to-ac-

" complish was well received and ac-

knowledged by Mr, Seidman,” ‘he
said. “This will probably, in retro-
spect, be recognized as one of the
most important meetings to take
‘place since tne crisis began '

‘ Gregg is backing a propos- '+
.l that federal banking :

Last week US Sens. Warren B.

* Rudman and Robert C. Smith senta
letter to Seidman offering their sup-
port of the concept of providing. mon- |
ey to ailing banks. “It is this kind of
constructive action that will help pull
the regional economy out of its cur-

- rent recession,” they wrote.

-Gregg, in the meeting, generally
endorsed a proposal sent to Seidman
on Jan. 7 by Nicholas P. Koskores,
president of the New England Coun-

_cil, a Boston-based business group.

. “I urge you to work with those
financial institutions where technical
insolvency has oceurred or is a dis-
tinet possibility and take action now

to aid in the recapitalization of the.

banks,” Koskores wrote. “Clearly, a
means test should be applied so that

only those institutions that are prac- -
ticing sound managemerit techniques .
and stand a strong chance of re- -

emerging as a healthy bank would
be eligible for this assistance.”

Unhealthy banks to vanish
Gregg was, in effect, offering the
" regulators a deal, said bankers and
" business leaders who helped draw

up the proposal. Pick one or two po-
tentially healthy banks as pilot pro-

Jjeets, he said, and provide money for .
new investment and to prop up the

bank’s balance sheet.

In exchange, the e‘{ecutlves said

industry leaders acknowledged that

the banks that are declared less -

healthy will have to vanish.

Seidman had come to Boston'
after the FDIC took over operations:
at the $23 billion Bank of New Eng-

land. The FDIC has said it may have '

to spend $2.3 billion to cover deposi-

* tors’ losses. .
The agency, Seidman said, is con- -

sidering ways to “provide capital to
banks that are capital short but are
otherwise viable so they can contin-
ue to operate without the restraints
of low capital.” He suggested, how-
ever, that bailout money could come
from private funds.

The plan is by no means a sure

thing. - Members of Congress and

_some banking associations have ex-

pressed concern over the use of tax

money to prop up banks that have

not failed. The plan is risky in a re-

Proponents say the plan is more cost-
ef_feetlve than simply waiting for banks
" to fail, and the longer the waiting

takes, the longer it will take New

Hampshire . .. to escape recession.
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cession. Aid might be provided, and
the bank might fail anyway. Propo-
nents say the plan is more cost-effec-
tive than simply waiting for banks to
fail, and the longer the waiting takes,

the longer it will take the New .

Hampshire economy to escape reces-
sion. .

Businesses are organizing to-

urge this solution on the regulators
and are seeking help from the New
England congressional delegation,
said Christopher C. Gallagher, law-
yer for the New Hampshire Bank-
ers’ Association and one of the par-
ticipants.

The executives argue that the .

credit erunch is not only the problem
of the region’s banks but a symptom
of an ailing economy. Their proposal
reflects the belief that this is a re-
gional economic problem. requiring

an economic, not a regulatory solu-
tion, argued another participant,
John Crosier, president of the Busi-
ness and Industry Association of
New Hampshire. T

‘Beyond conventional solutions’

“We have a situation which is be--
yond conventional regulatory solu-
tions. The regulators have been look--
ing narrowly, starting at Bank ‘A"
trying to fix things up, then going to"
Bank B and doing the same thing,”
he said. “If we continue to purste:
this regulatory remedy, we will keep-:
shrinking credit and keep pursuing:
the damned death spiral.” Dl

Added Robert Clarke, US comp- -
troller of the currency, in hearings-
before Congress: “A further loss of
confidence in the banking system-
could have induced additional banlk
failures.” And Gregg has declared™
the credit crunch the worst erisis the™
state faces, worse than budget short-
fall or recession. E

Barretto Granite Co. of Milford:-

offered a case in point: On the-
Thursday before Christmas, the’
healthy company had to lay off £6°
employees, nearly half its work
force, because of the collapse of
Bank of New England.

_Barretto owns a quarry in Mils-
ford that has been worked since
1810. The family-owned company
had its healthiest balance sheet in-a

_decade, with $3 million in pending-

orders for 1991. ’ C

It could not borrow money far:
spring production, vice president
John F. Barretto Sr. said in a state:.
ment, “as a direct result of action-by.

the FDIC in declaring the coms.
* pany’s funding bank, New England

Allbank of..Cardner, Mass., insols
vent.” e
~ Bankers said retailers, auto deal
ers and companies such as Barretto

. BANKS, Page NH 15:
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that have heavy borrowing schedules
face significant hurdles in getting fi-

nancing. Another group of borrow- -

ers that will have problems is the en-
trepreneur, the builder of the better
mousetrap. Lawrence Connell, the
new president of New Hampshire
_Savings Bank, said recently that if
-an entrepreneur showed up, no mat-
ter how good the idea was, “I'd have
to tell him that we can’t make the
loan.”

“With other New England banks

showing signs of potential insolvency -

‘and the growing threat to public con-

fidence in the banking system, steps -

must be taken now to prevent those

 institutions from reaching the posi-_

tion where an FDIC takeover is nec-
essary,” Koskores said.

The solution involves what one
participant.called triage, the doctors’
wartime practice of first saving sol-
diers who could quickly return to
battle, postponing help for the more
badly wounded, and letting the most
severe casualties die. .

That means providing help quick-
ly, Gallagher said. “You have to

* bring that assistance to the table be-

. fore banks reach the point of no re-

-wrn. so they can attract some cap-

“Plan to save region’s banks otiered

‘jtal.” If, for exami)l'e, the FDIC were

to use its assistance program for
open banks to help some of these in-
stitutions cover their bad loans, offi-
cials could then attract additional in-
vestment that could help the bank
grow. .- .

‘One group of bankers, the Asso-
ciation of Bank Holding Companies,
is considering establishing a $25 bil-
lion bank fund by assessing the in-
dustry 1 percent of deposits. But
that money would be used to keep
banks open in addition to helping de-
positors when the institutions close.
“We're talking about providing
working capital, so they don't fail,”
said association president Thomas -
Ashley.

- Some banks are being forced to
do that already. Manchester-based
Numerica Savings Bank has agreed
with the Office of Thrift Supervision
to hire BEI/Golembe Capital Mar-
kets to help raise new money. Ina
statement, the bank said, “This cap-
ital, if raised, is likely to'result in a
substantial dilution to exsting stock-
holders” — meaning a Substantial
loss. - 4 .
This is the kind of pattern that
banks may have to use to “survive,
Gallagher said. Other possibilities
are mergers or takeovers. The busi-

ness officials are arguing that “if we
can use other funds to help build
" confidence, to show that the bottom

has been reached, that will stimulate
or attract other capital to share the.
risks.” he said. .

But changes in- the state’s bank-
ing system are inevitable, all agree.

«There has to be quite substan-
tial consolidation in the banking sys-
tem in New England,” said Richard
F. Syron, president of the Federal
Reserve Bank of Boston. “There is
Just piain excess capacity, given the
market that is there.”
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" limited funds are a]ready under great pressure
© .to meet_ it3 insurance, obligations: A more
% logxcal place to put a new mechanism might be
.-in"the Federal:Reserve system. The capital
- stock of each.of the 12 regional Federal

Reserve Banks is owned not by the govern-
ment but by the commercial banks in the
region. These federal tanks. have more. than

, $5 billion in capital and more than $35 billion -
. in non-interest bearing reserve deposits that .
" belong to their member. commercial banks. .
The Federal Reserve Banks have aggregate
assets éxceeding their liabilities for issued .
_ Federal Reserve Notes by more than $50..
billion, They make an annual profit of more
_than $20 billion, most of which the Federal
-- Reserve Board requires them to. pay to the’
U.S. Treasury after a small dividend to mem-
" ber banks, which, as the Fed's only stockhold-
.. ers, have an equitable claim to a larger share. '
" Some of these funds could be used to pay a.
market rate of interest to member banks on
_their reserve deposxts, thus augmenting bank
capital -by ‘up* to 3 billion: pre-tax. dollars' a+
- year and to make direct equity investments
. m inember banks that need more equity than

i they can now rmse from the pnvate markets.

. Because of the gearing ratio and the fact that

| most’ ‘such investments could later be resold

* ‘at little "or no loss, they would be more -

" efficient and less costly than_having to- put -
- much larger amotints into the FDIC fund to

" pay off insured depositors after a number of -

tei

_'-large banks faxl for lack of capital. .. R
" *In thie next year or two, Congress-will take
" up legislation to rationalize our banking system_

and to reform the Federal Deposit Insuranceé ™
system. As. part of that effort, the 'Federal **

Reserve Board should encourage the formation

- .of bankmg institutions of sufficient -size: and
" efficiency to enable our economy to grow and
to compete worldwide. To accomplish this, not -

only mergers but infusions of additional capital
will be required. The Federal Reserve could

‘inject part of the needed capital through the
- purchase of new nonvoting bank securities.. To -

provide an adequate capital base.to maintain

" liquidity -and 1mprove the efficiency of ;our
banking system an increase of $20 billion to-

$25 billion in bank equity capital {rom pubhc

" and pnvate sources would be appropnate _
" As in 1933, many will ask why * taxpayer'-'
‘dollars” should be invested in bank -equity to .
"..save’ bank managements and investors. from.”
- their own mistakes. But the Fed's capxtal its -

reserve deposxts and arguably a larger share of

. its earnings are not taxpayer dollars; they are
. private dollars of the . member . commercial

banks. In any event, the faults of private bank

_managements ‘and investors have been’no
. greater than the faults of the public officials who.
. adopted the fiscal policies that.have:raised - .
" public and pnvate debt to-the highest percent- ~

ages of GNP since the 1930s and who condoned

. & go-go financial market in which so many’

different- kinds of regulated: and unregulated
financial institutions have been allowed to’ pay
any interest rate to attract funds and to take

any risk to re-lend them at still higher rates."

It will do us precious . little gaod to point the
finger at one another while creeping credit

"conjtraction reates a catastrophe for us alf;

A

. Feliz G. Rohaiyn is a senior partner of the
; Lazard Freres investment firm. Lloyd N.
) Cutler, a Washington lawyer, was White .
" House ( counse 2l to Prcszdent Jimmy Carter
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DEPOSIT INSURANCE REFORM RECOMMENDATIONS

Banks and thrifts are exposing the taxpayer to too much loss

The real protection for the taxpayers is:

- A safer banking system
- Healthy banks earning a fair profit, internationally

competitive
— Streamlined regqulation of banks

-- A well-capitaliged insurance fund

gsafer means more effective restraints on excessive risk
- Risk-based premiums

- More market discipline

-- Better supervision

- Stronger role for capital

gafer also means geographic diversification through
nationwide banking to withstand regional downturns

Finally, safer means more competitive banks with more
opportunities to make a fair profit to build capital

- Greater financial activities outside of the safety net

Streamlined regqulation means a consolidated, simplified, and

more efficient regulatory system.

A well-capitalized insurance fund means an infusion of
industry funds in front of the taxpayer.
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PART ONE: DEPOSIT INSURANCE REFORM
Making Banks Safer

o There are seven general ways to make banks safer:
I. Assess Risk-Based Insurance Pfemiums
II. Reduce Overextended Insurance Coverage

III. Strengthen the ﬁole of Capital
Iv. Improve SupérvisionA
V. Limit Risky Activities in Bank
VI. Allow Geographic Diversification

VII. Enhance Financial Activities Outside the Safety Net
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DRAF

I. Assess Risk-Based Insurance Premiums

Short- : Vary premiums according to levels of risk-
~ based capital :
-- - Rewards ahd qréates incentive for higher capital

-- Similar to most insurance products: the higher the:
- deductible, the lower the premium. '

-~ Endorsed by 1984 Bush Task Force Report

4 Long-térm: FDIC pilot project t ;pl re grlvate

coinsurance system

- Foster development of private coinsurance systen to
enable private market to better price bank riskiness



- II.A.

1.

DRACT

Reduce Overextended Bcoge of Coverage: Insured Deposits
Eliﬁinate-brokerage-of insured deposits (TAB A)

Eliminate pass-through insurance for large,
sophlstlcated institutional investors (TAB B)

Limit:insurance to $100,000 pgi degosito; (TAB C)

No insurance and no assessments on’ dep051ts ‘in forelgn
branches of U.s. banks (TAB D)

‘Assess collateralized borrowing because insured in

effect ‘ v ///%/
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ITI.B. Reduce Overextended Scope of Coverage:

Uninsured Deposits and "Too Big to Fail" (TAB E)

No protection of creditors

Reduce protection of uninsured depositors

a.

Limit FDIC to cheapest resolution method

Develop mechanism to provide immediate partial
payment to uninsured depositors that suffer losses

Prohibit FDIC from invoking systemic risk and "too
big to fail" to protect uninsured depositors.

Permit protection of uninsured depositors'only
after Treasury/Fed determination of systemic risk

Pay for uninsured depositor protection with
Treasury line of credit.that must be repaid by
banks through FDIC S

Three-year phase-in
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III. Btrengthen the Role of Capital
capital-Based Su srv*s on wit ewa ds and penalties (TAB F)

Ca ital-based'de os't:'nsu e emj

--  As discussed above, incentive to build capital

Capital-based ezpanded activities
4-. As discussed in Section VII below, well—capltallzed

banks will be eligible for new financial activities
outside of safety net

Capital adjusted fo i‘te est rate ris

- Begin with reportlng system, and develop standards over
time for inclusion in capital

' Increased reliance on subordinated debt

- Increase banks' ability to count subordinated debt as
capital

No current increase in minimum capital requirements

- But consider increase at later date after Basle mlnlmum.
capital requlrements are fully phased-in
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IvV. rov upe

Simplify and st hen requlatory st

- Reorganize regulators as discussed in part Two

Adopt rigorous Capita -Based upe {63

- As discussed above, link degree of regulatory scrutiny
to. levels of capital

Require annual on-site examinations

-- Critical for capital-Based supervision

Imgrove market value report;ng
- Do not adopt market value accountlng ééﬁg

- But require regulators to develop reporting system for
market values of both sides of balance sheet



V. vities in s
A. Restrict activities of state-chartered banks (TAB G)

1. No activities'broader than national bank activities
‘unless:

a. Fully satiéfy'capital requirements

b. FDIC grants permissioh
2. No direct real estate. investment inside banks

3. No activities in bank subsidiaries broader than
activities in national bank subsidiaries unless
" separately capitalized ‘ ‘

4. Exception for agency activities



VI.

Geoq]

%A“*‘

c Diversif tion: tionw ing and Branchin
Nationwide bahking for bank holding companies (TAB H)
Nationwide branching for all national banks

Retain state authority to limit branching within states

-- Applies to national as well as state banks

Retain a state's authority to limit its own banks from .

‘branching out of state

Three-year phase-in
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VII. ced cial Activities outs of Safety Net

Allow highly capitalized banks to form financial'serviées
‘holding companies (FSCs) (See chart at TAB I)

- Encourages simultaneous infusion of cépital from
outside sources with formation of FSC

FSCs could engage in any financial activity outside of

insured bank (including securities and insurance) (TAB J)

- Consumers could purchdse range of financial products
from one source with one accounting statement

Safeggards
1. Separately capitalized affiliates for new éctivities
2. Eggg;iggg;_;ggg;g;ign of each new nonbank affiliate

3. No direct FSC access fo federal safety. net

4. gunding'“girewalls" to protect insured bank from risk,
but no managerial or cross-marketing firewalls

5. Strict dividend restrictions on undercapitalized banks
6. Incentives for FSC to infuse capital into weak banks

7. Strict gigglggg;g;;glggvfor”sales of uninsured products

8. New , lla di company supervisjon (TAB K)
Commercial ownership of FSC (TAB L)

1. Permit commercial ownership. of FSC (but not bank
itself)

10



PART TWO: REGULATORY REFORM
Simplifying regulatory structure

Today's complex regulatory structure avoids accountability,
creates bureaucratic infighting, and sometimes leads to
inconsistent standards.

Regulatory reform should embrace key principles of the 1984
Bush Task Force, including:

1. Consolidating federal banking regulafion.

2. Requiring each banking organization to have no more
than one federal regulator. :

3. Preserving the Administration's role in banking policy.

4. Maintaining Federal Reserve regulation of the largest
banks, which pose the greatest systemic risk.

5. Eliminating FDIC regulation of banks, while enhancing
its authority to act as insurer.

11
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I. Different Requlators for large and Small Banks (TAB M)

A. Fed wquid regulate iargest banking organizations plus other
banks with important international activities (TAB N)

B. New Federal Banking Regulatbr (FBR) under Treasury would
regulate all other banking and thrift organizations .

C.  The National Credit Union Administration would be
independent or also moved under the FBR (TAB O)

12
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ITI. e sure (TAB P)

A. ove Credit Unio s ce Fund de C (TAB 6)

B. Reo;gagize FDIC Board
1. Replace OTS and OCC directors with FBR director
2. Eliminate one independent director

3. Result is 3-person board as it was before FIRREA

lc. Reorganize RTC Board gﬁdiuezgg with oversight Board (TAB Q)
1. FDIC board wouid be RTC board with two additions
2. Secretary of Treasury
3. HUD Secre£ary
4. FDIC Chairman would be RTC Chairman

D. Alternative -- Split out RTC from FDIC and establish new

board with full-time Chajrman but Administration-
garticigation

13
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PART THREE: RECAPITALIZING THE BANK INSURANCE FUND

The Bank Insurance Fund (BIF), which insures deposits in all
commercial banks, has decllned slnce 1987 by over 50% to
about $9 billion.

As part of the reform package, we will propose a
recapitalization plan for BIF.

Banklng industry groups have publicly stated that they w111

support an industry funded plan.

The recapitalization plan should:

- Provide sufficient resources to BIF

-- Rely solely on industry funds, and not on the taxpayer

-< Have the smallest possible impact on the banks

A number of options are under consideration, including:

1. A substantial special premium assessment either over
time or up front.

-- A 100 basis point assessment, for example, would
produce $25 billion for BIF.

-- The FDIC believes that such an asseSSment
would not materially increase bank fallures or
exposure to the fund.

--. This assessment could also be structured as a
prepayment of premiums, which would allow the banks
to book the charge as an asset to be written off
over several years.

2. An infusion of new equity into the fund by-the banks.
-- The banks could purchase $25 billion of
"preferred stock" in the fund, to be used only if
the fund's other resources are exhausted..

-- The banks would hope that part or all of the stock
could remain on their books as an asset.

We are working with industry groups and the FDIC to reach a
mutually agreeable solution, if possible.

14
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| ' The Banking Situation

TWO FOLD PROBLEM:

SHORT RUN PROBLEM: Credit Crunch

\

LONG RUN PROBLEM: Changing Structure of Banking Industry

I. These are the most important economic issues facing
the country today.

o If banking problem is not solved, items like a
"growth agenda" are meaningless.

o After some point, downward spiral is virtually
impossible to stop.
I1. To a large extent, solutions to the long run problem

exacerbate the short run problem, and vice versa.

o Need for extreme care in acting.

o] Need for time for solutions to take effect.

III. Solution will require the full attention of the
- President and the use of substantial political
capital.

o Actions on banking must take complete precedence
on President's domestic agenda.

o President should work with Congressional
leadership now to obtain legislative cooperation.




The Credit Crunch

How the Problem Starts

o Existence of Some Real Excesses and Abuses
o Change in Regulatory Psychology

- The Regulator .
- The Banker
- The Politician

O Creation of New Capital Requirements

0 The Rumor Mill

How It Spreads

0 Underlying Uncertainty in "True Valuation"
o Feedback Effects

- Regulatory Psychology

- Rumors and Markets -

o Self Fulfilling Bearish Prophesies

Some Current Evidence

o Money Supply Growth
o 'Composition of Money Supply

o Net Bank Lending
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MONEY, CREDIT, AND SECURITY MARKETS

MONEY STOCK, LIQUID ASSETS, AND DEBT MEASURES
Growth in M2 slowed in October and M3 fell.

BILLIONS OF DOLLARS* (RATIO SCALE)

BILLIONS OF DOLLARS* (RATIO SCALE)
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* AVERAGES OF DAILY FIGURES; SEASONALLY ADJUSTED
SOURCE: BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

COUNCIL OF ECONOMIC ADVISERS

[Averages of daily figures, except as noted; billions of dollars, seasonally adjusted]

M1 M2 M3 L Debt Percent change from year or 6
months earlier 2
M1 plus overnight .
Sum of currency, ER::; ?ﬂis M2 plus large Debt of
Period demand deposits, M\I;IF g laric time deposits, M3 pl domestic
travelers’ checks, ‘ aances term RPs, term plus nonfinancial
(general purpose other liquid M1 M2 M3 Debt

and other d broker/dealer) Eurodollars, and o sectors

checkable an MMDA. 4 | institution-only (monthly

deposits (OCDs) savings u::d :nmall MMMF balances average) !

time deposits

1980: Dec 408.9 1,629.9 1,987.5 2,324.2 3,904.1 6.8 8.9 10.2 9.4
1981: Dec. 436.5 1,793.5 2,234.2 2,596.8 4,292.1 6.7 10.0 12.4 9.9
1982: Dec 474.5 1,953.1 2,441.9 2,851.6 4,685.9 8.7 89 9.3 9.2
1983: Dec. 521.2 2,186.5 2,693.4 3,154.7 5,212.6 9.8 12.0 10.3 11.2
1984: Dec 552.1 2,371.6 2,982.8 3,524.1 5,961.9 5.9 8.5 10.7 144
1985: Dec 620.1 2,570.6 3,202.1 3,829.5 6,773.5 12.3 8.4 1.4 13.6
1986: Dec 724.7 2,814.2 3,494.5 4,135.5 7,636.2 16.9 9.5 9.1 12.7
1987: Dec 750.4 2,913.2 3,678.7 4,338.7 8,345.1 3.5 3.5 5.3 9.3
1988: Dec 787.5 3,072.4 3,918.3 4,676.1 9,107.6 4.9 5.5 6.5 9.1
1989: Dec 794.8 3,221.6 4,044.3 4,881.2 9,788.9 9 4.9 3.2 7.5
1989: Oct 788.1 3,181.9 4,018.1 4,841.7 9,687.4 1.5 6.0 2.7 74
Nov 789.4 3,201.2 4,031.0 4,858.1 9,750.2 34 1.5 3.3 74
Dec 794.8 3,221.6 4,044.3 4,881.2 9,788.9 5.5 7.7 3.0 7.0
1990: Jan.. 794.8 3,231.0 4,048.5 4,882.5 9,829.3 4.0 6.7 2.0 6.8
Feb 801.4 r3,255.7 4,064.3 4,890.4 9,887.1 5.4 6.9 2.6 6.6
Mar 804.8 r3,271.0 4,069.0 4,906.6 9,955.1 5.6 6.8 2.8 6.8
Apr” 807.3 3,279.1 4,074.7 4,918.1 10,010.6 4.9 6.1 2.8 6.7
May " 805.4 3,274.4 4,068.4 4,890.5 10,053.6 4.1 4.6 1.9 6.2
June ", 809.4 3,282.6 4,073.1 4,910.3 10,108.7 3.7 3.8 1.4 6.5
July s 809.0 3,287.8 4,077.1 4,920.2 10,166.5 3.6 3.5 1.4 6.9
Aug " 815.8 3,305.3 4,091.6 4,931.3 10,230.1 3.6 3.0 1.3 6.9
Sept " 822.1 3,319.8 4,093.0 4,957.2 10,291.2 4.3 3.0 12 6.8
1 2 820.0 3,321.1 4,089.2 |....ccceueere 3.1 2.6 || SERRE

! Consists of outstanding credit market debt of the U.S. Government, State and local govern-

ments, and private nonfinancial sectors; data from flow of funds accounts.

# Annual changes are from December to D

26

h

and monthly ch

are from 6 months earli-

er at a simple annual rate.
Note.—S8ee p. 27 for components.
Source: Board of Governors of the Federal Reserve System.
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COMPONENTS OF MONEY STOCK AND LIQUID ASSETS

[Averages of daily figures; billions of dollars, seasonally adjusted, except as noted by NSA]

Over- | Money market
night mutual fund
repur- balances !
chase a - T
ee- ener- oney erm
Other anﬁms al market | o dSmall dLarge repur- | Term Stl;ort-
De- | check- | gpg | pur- deposit | Sov- | € entqm- : ent(_)m- chase | Euro- | Sav- | p ™™ | Bankers' | Com-
Period Cur- | mand | able net, pose | Insti- | accounts 131gs "? 108 m: 101 | agree- | dollars | ings TEBS" | accept- | mercial
rency dej de.pos- plus and tution | (MMDAs) o i AIne d M€ | ents | (net) | bonds ury ances paper
posits 1ts - | broker/ | onl posits opops €PO" | (RPs) foou-
(0CDs) :)1?;1:! ealer y its 2 its 2 rities
Euro-
4 dollars
NSA NSA | NSA
1980: Dec.... 115.3 | 261.4 28.0 28.8 61.6 15.2 0.0 | 400.1 728.5 | 260.4 33.5 50.3 72.3 | 1335 32.1 98.8
1981: Dec. 1226 | 2314 | 782 | 36.6| 150.6| 38.0 0l 3438| 8232| 303.0| 35.3| 67.5| 67.8| 149.4 400 | 105.3
1982: Dec. 132.5 | 234.1 103.6 39.9 185.2 51.1 43.2 | 356.7 851.0 | 327.2 33.4 81.7 68.0 | 183.6 445 118.7
1983: Dec. 146.2 | 238.5 131.6 55.6 138.8 42.8 379.2 | 305.4 784.1 327.6 49.9 91.5 1.1 2119 45.0 133.2
1984: Dec. 156.0 | 2439 | 1469 | 606 | 1682 | 62.1 416.8 | 285.1 886.8 | 417.4 | 57.6| 829 | 742 | 2609 45.5 | 160.8
4 1985: Dec. 1678 | 266.8 | 179.6 | 735| 1712 639 513.0 | 301.2 | 8840 | 437.0| 624 | 765| 79.5| 2983 42.1| 2075
: 1986: Dec. 180.6 | 302.1 235.5 82.3 208.7 83.8 571.0 | 370.1 856.2 | 439.8 80.5 83.8 91.8 | 280.8 87.2 1 2311
g 1987: Dec. .| 196.7 | 287.0 259.7 83.2 222.0 89.0 523.8 | 414.9 917.8 | 488.8 | 106.1 91.0 | 100.6 | 254.2 448 | 260.4
1988: Dec. | 211.8 | 287.0 281.3 83.3 240.9 87.1 500.3 | 427.8 | 1,031.0 | 541.1 | 121.7 | 106.0 | 109.3 | 272.0 40.6 | 335.6
- 1989: Dec.... 221.9 | 279.7 285.7 174 312.4 | 102.3 483.7 | 409.0 | 1,1423 | 558.3 96.9 81.1 | 117.5 | 330.3 41.2 347.9
1 1989: Oct 920.0 | 280.0 | 280.8 | 75.7| 302.7 | 1011 4753 | 406.1 | 1,135.9 | 562.7| 109.6 | 80.1 | 116.2 | 317.4 400 | 3500
¥ : 220.4 | 278.8 282.8 5.4 309.0 | 101.1 480.8 | 407.9 | 1,138.5 | 561.0 | 108.9 79.3 | 116.8 | 318.6 40.5 | 351.3
2219 | 279.7 285.7 1.4 312.4 | 102.3 483.7 | 409.0 | 1,142.3 | 558.3 96.9 81.1 | 117.5 | 330.3 41.2 | 3479
i 1990: | 224.6 | 277.3 285.4 r81.6 318.6 | 103.2 485.0 | 410.2 | 1,143.0 | 554.5 93.6| 773.9 | 117.7 | 3323 40.7 | 343.3
226.6 | 280.2 287.0 r82.4 325.3 | 103.7 489.4 | 413.6 | 1,142.6 | 550.1 96.9 | T68.4 | 118.2 | 3249 38.3 | 344.7
228.4 | 279.3 289.5 T81.9 325.9 | 105.4 494.9 | 4146 | 1,146.4 544.1 95.2 | 766.6 | 119.1 | 338.9 37.0 | 3427
.| 230.1 | 277.8 291.8 r79.3 | 7326.8 | 106.8 498.8 | 4158 [ 71,1483 | 538.3 948 | 765.5 | 119.9 | 330.3 358 | 357.5
231.6 | 274.5 291.5 r83.2 | 7322.3 | 107.3 500.0 | 415.0 | "1,150.4 | 535.4 95.8 | 767.2 | 120.7 | 316.5 35.3 | 349.6
June. 2334 | 274.5 293.8 r82.3 | 7323.9 | 107.3 501.2 | 415.8 | "1,149.0 | "532.9 98.7 | T64.4 | 121.5 |"331.7 34.6 | 3494
July " 235.4 | 274.7 291.2 84.1 327.1 | 108.9 502.5 | 416.4 | 1,150.2 | 530.6 96.9 64.7 | 122.4 | 339.2 32.9 | 348.7
Aug " 238.4 | 277.9 291.6 82.7 335.9 | 114.0 505.6 | 416.3 | 1,151.4 | 524.1 98.3 66.6 | 123.2 | 339.2 32.3 | 345.1
Sept 241.5 | 279.7 292.6 81.5 341.9 | 116.1 507.2 | 4159 | 1,151.6 | 516.5 94.5 66.5 | 123.8 | 349.9 32.3 358.2
Oct P... 244.0 | 276.8 290.9 84.1 344.7 | 119.8 506.4 | 414.7 | 1,153.2 | 510.0 91.3 66.1

1 Data prior to 1983 are not seasonally adjusted.
2 Sma'l denomination and large denomination deposits are those issued in amounts of less than
$100,000 and more than $100,000, respectively.

Note.—Travelers checks of nonbank issuers are a component of money stock but are not shown

here.

Source: Board of Governors of the Federal Reserve System.

AGGREGATE RESERVES AND MONETARY BASE

[Averages of daily figures *; millions of dollars; seasonally adjusted, except as noted]

b Adjusted for changes in reserve requirements Borrowings of depository
a institutions from the Federal
Reserves of depository institutions Reserve (NSA)
. Nonbor- Monetary —
Nonbor- | rowed plus : base xtende
Total rowed exten(fe 4 Required Total Seasonal orelit
credit

1980: Dec 33,401 31,711 31,714 32,887 152,525 1,690 116 3
1981: Dec 35,315 34,679 34,827 34,996 160,936 636 54 148
1982: Dec 317,388 36,754 36,940 36,888 172,947 634 33 186
1983: Dec 39,184 38,410 38,412 38,623 188,275 774 96 2
1984: Dec 42,235 39,049 41,653 41,380 201,673 3,186 113 2,604
1985: Dec 48,373 417,055 47,554 47,336 219,350 1,318 56 499
1986: Dec 58,023 57,197 57,499 56,653 241,427 827 38 303
1987: Dec 58,593 57,815 58,298 57,546 258,055 771 93 483
1988: Dec 60,593 58,877 60,121 59,545 275,238 1,716 130 1,244
1989: Dec 60,033 59,767 59,787 59,110 284,946 265 84 20
1989: Oct 59,640 59,085 59,108 58,620 282,786 555 330 21
Nov 59,646 59,297 59,318 58,701 283,222 349 134 21
Dec 60,033 59,767 59,787 59,110 284,946 265 84 20
1990: Jan 59,896 59,456 59,482 58,880 287,509 440 47 26
Feb 60,215 58,768 59,302 59,227 289,714 1,448 51 535
Mar 60,297 58,173 60,123 59,436 291,820 2,124 8 1,950
Apr 60,275 58,647 60,051 59,379 293,540 1,628 122 1,403
May 59,783 58,448 59,324 58,820 294,401 1,335 244 875
June 59,732 58,850 59,196 58,958 296,276 881 311 346
July 59,322 58,565 58,845 58,460 297,860 57 389 280
Aug = 59,746 58,819 58,947 58,879 301,121 927 430 127
] Sept 60,082 59,457 59,464 59,173 304,780 624 418 6
. Oct ” 59,609 59,199 59,217 58,763 306,539 410 335 18

1 Data are prorated averages of biweekly (maintenance period) averages of daily figures.

Source: Board of Governors of the Federal Reserve System.

27




el Nt 5

i
i
i
1
4
4
§
{
!
4
{

BANK LOANS AND SECURITIES

Total commercial bank loans and leases rose slightly in October. Commercial and industrial loans fell 0.3 percent.

BILLIONS OF DOLLARS* (RATIO SCALE)

BILLIONS OF DOLLARS* (RATIO SCALE)
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[Billions of dollars, seasonally adjusted 1]
All commercial banks
Loans and leases
Period Toal | Govern- | oth c — = Foo- | Leass
o losas and ;\:;r:l- secuiir- me::]i;l . e : - For- eign | financ- |
sggl;r," securi- ties Total 2 and el:;i lel(llg:l S::? ﬁ:i:ln- cﬁgﬂ_ p‘; l:‘ln' eign | official ing Other
ties industri- nstiti bdi banks | institu- | receiv-
al gt fubdis tions ables
tions visions
1981: Dec...... 1,307.3 179.3 160.5 967.5 | 355.4 | 284.1 | 182.5 | 21.4| 299 33.1 0.0 18.1 7.2 12.7 | 23.1
1982: Dec...... 1,400.5 201.7 164.8 | 1,034.0 | 392.5| 299.9 | 188.2 | 25.3 | 381.2 36.2 .0 14.6 5.9 13.3 26.9
1983: Dec...... 1,552.3 259.2 169.2 | 1,123.9 | 414.2 | 330.9 | 212.9 | 28.0 | 30.4 39.2 3.3 134 94 13.7 31.8
1984: Dec...... 1,722.5 260.2 141.1 | 1,321.3 | 473.3 | 376.4 | 253.8 | 34.3| 31.3 40.1 46.1 11.2 7.9 16.0 | 31.0
1985: Dec...... 1,910.1 270.6 179.3 | 1,460.3 500.5 | 426.0 | 294.7 | 43.0| 324 36.1 56.8 9.8 6.0 19.0 | 35.9
1986: Dec...... 2,094.2 309.3 194.2 | 1,590.6 | 537.5 | 494.4 | 315.3 | 40.6 | 35.0 31.5 | 58.5 9.9 59| 224 39.6
1987: Dec...... 2,239.5 | 834.4 193.8 | 1,711.2 | 567.9 | 587.4 | 828.4 | 35.1 31.9 29.4 | 52.6 7.9 5.3 24.6 | 40.7
1988: Dec...... 2,422.1 361.5 192.2 | 1,868.4 | 607.0 | 671.9 | 354.9 | 40.4 | 30.1 29.8 | 456 8.1 5.0 20.2 | 46.3
1989: Dec...... 2,588.8 396.1 180.8 | 2,011.9 | 641.6 | 761.1 | 375.8 | 388 | 83.0 30.7 | 40.1 8.9 36| 81.8| 465
1989: Oct....... 2,570.5 390.9 181.4 | 1,998.2 | 642.0 | 746.7 | 372.4.| 40.7| 332 30.5 | 41.3 9.1 38| 31.9| 466
Nov...... 2,585.8 | 396.0 179.9 | 2,009.9 | 645.0 | 754.0 | 374.4 | 409 | 839 30.5 | 40.8 8.3 3.7 319 | 464
Dec...... 2,588.8 396.1 180.8 | 2,011.9 | 641.6 | 761.1 | 3758 | 38.8 | 33.0 30.7 | 40.1 8.9 36| 31.8| 465
1990: Jan....... 2,594.4 | 404.7 180.4 | 2,009.3 | 6379 | 765.9 | 378.3 | 39.3| 325 30.9 38.6 8.1 3.2 | 321 42.5
Feb....... 2,614.3 | 4145 180.5 | 2,019.4 | 638.8 | 774.7 | 379.5 | 40.0 | 32.9 30.8 38.9 7.8 3.1 | "32.1 | "40.7
Mar ...... '2,635.6 | 422.3 180.1 | 2,033.2 | 644.4 | 781.8 | 379.9 | 37.1 33.8 30.6 38.4 8.4 3.0 7324 | T43.3
Apr ...... 2,646.7 | 427.3 180.0 | 2,039.4 | 649.0 | 786.9 | 378.8 | 36.1 33.9 30.4 38.2 8.8 32| 7324 | "41.8
May...... 2,653.8 | 430.6 178.3 | 2,045.0 | 648.6 | 794.6 | 379.8 | 34.8 | 33.9 30.0 | 387.9 8.7 3.2 | 732.7 | T40.7
June..... 2,669.4 | 4385 177.9 | 2,053.0 | 651.6 | 800.1 | 378.4 | 3853 | 34.4 29.5 37.4 74 3.2 7324 | "43.3
July...... 2,684.7 440.6 177.8 | 2,066.4 | 651.7 | 808.0 | 878.3 | 388 | 34.8 29.3 36.6 7.0 3.2 7328 | "45.9
Aug...... 2,707.8 | 441.3 179.2 | 2,087.3 | 653.1 | 811.9 | 380.1 | 46.0 | 35.7 29.2 36.1 8.0 3.2 ] 7329 | 518
Sept ..... 2,708.5 447.1 179.4 | 2,082.0 | 651.6 | 814.7 | 881.1 | 43.1 | 736.1 29.1 35.4 7.9 3.2 7329 | T46.9
Oct ?..... 2,710.9 | 451.6 176.9 | 2,082.5 | 649.5 82%6 381.2 | 414 | 36.1 29.2 34.9 8.9 3.1 33.3 | 43

! Data are prorated averages of Wednesday figures for domestically chartered banks and aver;

of month-end data for foreign-related institutions. Data beginning January 1984 are not strictl
comparable with data for earlier periods, largely because beginning January 1984 certain obligatio

of States and political subdivisions are included in loans rather than in other securities.
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2 Excludes loans 1o commercial banks in the United States.
Source: Board of Governors of the Federal Reserve System.




SOURCES AND USES OF FUNDS, NONFARM NONFINANCIAL
CORPORATE BUSINESS

[Billions of dollars; quarterly data at seasonally adjusted annual rates]

Sources Uses
External
Discrepancy
Period Credit market funds Capital Increase in | (sources less
Total Internal ! Total expendi- financial uses)
Total Securities | Loans and | Other 2 tures 3 assets
Total and short-term
mortgages paper
300.8 241.9 58.9 48.5 —6.2 54.7 10.4 303.1 256.1 47.0 —2.3
. 416.9 285.2 131.7 76.5 41.0 35.5 55.2 392.6 270.5 122.1 24.3
g 491.4 335.9 155.5 91.9 —13.6 105.5 63.7 474.9 369.7 105.2 16.5
455.7 351.8 103.9 49.8 —6.2 56.0 54.1 425.1 341.2 83.9 30.6
3 524.1 344.3 179.8 124.7 60.5 64.2 55.1 481.2 330.4 150.8 43.0
493.7 372.4 121.3 48.2 18.5 29.7 73.1 466.6 354.1 112.5 27.1
3 548.2 391.4 156.8 55.1 —15.4 70.5 101.6 494.6 378.3 116.3 53.5
515.2 380.0 135.2 35.3 —45.1 80.4 99.9 486.5 382.2 104.3 28.6
1 511.6 379.9 131.7 18.0 —92.5 110.5 113.6 478.6 3774 101.2 33.0
£ 606.9 379.7 227.2 118.7 3.1 115.6 108.4 568.5 388.3 180.2 38.5
5 465.9 385.5 80.4 1.0 —85.2 86.2 79.3 446.4 385.1 61.3 19.5
% 476.3 374.9 101.4 3.6 —5.8 9.4 97.8 452.8 378.2 74.6 23.4
2 491.9 370.6 121.3 92.6 —3.1 95.7 28.5 467.8 343.4 124.4 24.1
; 496.9 _ 3774 119.5 58.4 25.5 32.9 61.1 464.0 372.7 91.3 33.0
! Undistributed profits (after inventory valuation and eapital dj ), capital 3 Plant and equip idential structures, i y i and mineral rights from U.S.
consumption allowances, and foreign branch profits, dividends, and subsidiaries’ earnings retained Government.
# Consists of tax lisbilities, trade debt, and direct foreign imvestment in the U.8. Bource: Soard of Uovornnesof;the Fedsral Raserve Syasini
CONSUMER INSTALLMENT CREDIT
[Millions of dollars; seasonally adjusted]
Installment credit outstanding (end of period) Net change in installment credit outstanding !
Period . .
Total | Automobile | Revolving | Mo | Other | Totl | AUS™™ | Revolving | o | Other
1980: Dec 298,154 111,991 55,111 18,736 | 112,317 1,671 —484 1,754 529 .—127
1981: Dec 311,259 119,008 61,070 20,058 | 111,124 13,105 7,017 5,959 1,322 | —1,193
1982: Dec 325,805 125,945 66,454 22,064 | 110,802 14,546 6,937 5,384 2,546 —322
1983: Dec 368,966 143,560 79,088 23,562 | 122,756 43,161 17,615 12,634 958 11,954
1984: Dec 442,602 173,564 | 100,280 25,861 | 142,897 73,636 30,004 21,192 2,299 20,141
1985: Dec 518,252 210,187 | 121,816 26,850 | 159,400 75,650 36,623 21,536 989 16,503
1986: Dec 573,017 247,428 | 135,851 27,096 | 162,642 54,765 37,241 14,035 246 3,242
1987: Dec 610,468 265,851 | 153,078 25,920 | 165,620 317,451 18,423 17,227 | —1,176 2,978
1988: Dec - 664,701 284,556 | 174,057 25,201 | 180,887 54,233 18,705 20,979 —1719 15,267
1989: Dec 716,624 | 290,770 | 197,110 | 22,343 | 206,401 (3 (®) ) (®) ®)
1989: Sept? 705,703 288,839 | 190,378 22,661 | 203,825 2,185 | —1,122 1,194 -3 2,187
Oct 710,133 290,210 | 191,734 22,621 | 205,568 4,430 1,371 1,356 —40 1,743
Nov 713,903 290,972 | 194,679 22,197 | 206,055 3,769 761 2,944 —424 487
Dec 716,624 290,770 | 197,110 22,343 | 206,401 2,722 —202 2,431 146 346
1990: Jan 717,829 290,904 | 199,146 22,604 | 205,175 1,205 134 2,036 261 | —1,226
Feb 717,869 289,629 | 199,927 22,633 | 205,680 40 | —1,275 781 29 505
Mar 720,445 290,932 | 202,263 22,708 | 204,543 2,576 1,303 2,336 74| —1,137
Apr 720,835 288,936 | 203,965 22,702 | 205,232 390 | —1,996 1,702 —6 689
May 724,485 288,931 | 207,153 22,815 | 205,585 3,650 -5 3,188 113 353
JUNO siivissssssismastininemonnenesonsonsyssoss 724,601 287,168 | 208,362 22,733 | 206,338 116 | —1,764 1,208 —83 753
July... 729,329 | 286,791 | 212,138 | 22,795 | 207,605 | 4,728 | —377 3,776 63 1,267
Aug 3 732,385 285,283 | 214,492 22,976 | 209,635 3,056 |- —1,508 2,354 180 2,030
Sept 735,386 285,446 | 216,397 22,757 | 210,787 3,001 163 1,905 —219 1,152
1 I;‘lor year-end data, change from preceding year-end; for monthly data, change from preceding 3 Because of breaks in series, net change not available.
otk Source: Board of Governors of the Federal Reserve System.

2 Data newly available in January 1989 result in breaks in many series between December 1988
and subsequent months.
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Economic Linkages and the‘Causeé of the Current Recession

0 Collapse of Construction and Real Estéte Indusfries
0 Loss in Value of‘Household Wealth (Demand Side)

o Illiquidity and Systemic Rigidities (Supply Side)

Possible Ways Out

o Monetary Policy: Pushing on a String?
o Regulatory Policy and Price "Fixing"

o Shift in Regulatory Psychology PLUS Market Recovery

Possible Blunders

o Cause a Sudden Withdrawal of Funds from Banking System
- Loss of confidence in safety
- Force bank consolidation
o Force Banks to Reduce Loan Capacity
- Increase reserve requirements
- Increase capital requirements
- -  Reduce bank capital
- FDIC insurance

- Write down'of assets



The Treasury's Recommendations’

Objectives:
Increased safety for depositor

Minimum exposure for taxpayer.

Means:
Stronger Role for Capital
Increased Possibilities for Prbfitability

‘Modifications to "Safety Net"

Noncontroversial or "Consensus" Options

Key Issues Remaining: #
PAY
o Explicit Safety Net ¢ Mw»
o Implicit Safety Net Qy&rééééaééééyy/
o Affiliation with commercial enterprlses
o
o

2D



7.
8.

lo.

11.

12.

Recommendations

Vary deposit insurance premiums according to levels of
risk based capital.

Pilot project to explore a private coinsurance system.
Eliminate insurance cbverage of "brokered" deposits.(*)
Eliminate pass-through insurance.(*)
Limit insurance to $100,000 per depositor.(*)

- Use Random Audit Approach

- Effectively limit amount insured, rather than
payoff

Continue no insurance or assessments on deposits in
foreign branches of U.S. banks.

Assess collateralized borrowing.
No protection of creditors
Reduce protection of uninsured depositors

- Limit FDIC to cheapesf resolution

- Develop ABA like mechanism for overnight haircut

- Prohibit FDIC from invoking systémic risk by
requiring FED.and Treasury approval.

- Pay for uninsured payoffs with Treasury line of

credit to be repaid by banks through FDIC

Capital based supervision
- More freedom for well capifaiized
- Early Intervention: dividends, lénding growth
- Early closure

No current increase in minimum capital requirements

Annual on-site examination



13.

14.
15.
16.

Improve market value reporting -- but do not for
accounting (NOTE)

Restrict activities of state-chartered banks as in FIRREA
Nationwide banking

End 1930s Line of Business Restrictions and Bank Holding
Company Act



AL M

CURRENT DEPOSIT INSURANCE AND RESOLUTTON SY.

Oversight
Board

FDIC

NCUSIF




ANV

—
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OPTIONS A AND B: ONE INSURER/RESOLVER

FDIC

NCUSIF




CURRENT FEDERAL RPGULATION OF INSURED DEFOSITORIES

——AND THEIR HOLDING OOMPANIES

ors ooc YRD mIC NCUA
Btate and Holdaing Mational Holding 8tate Holding Btate Holding State and
Federal Company Bank Company Meaxber Oompary Non-Menber Compaly Yedaral
Thritts Bank Bank Credit Unions




HE

Organisations

OPTION B: LARGE AND BMALIFR BANK REGULATORS

Treasury
Federal
Bank
Regulator
All other All : A1
beanks Thrirts Credit Unions




Financial Bervices

Holding Company
Company oversight by Primary Bank
Regulator
) — Bank Becurities Affiliate
Regulated by Primary Bank
Regulator Functional Regulation

Insurance Underwriting
Affiliate

Functional Regulation

Funding Firewalls



II. One Insurer and Resolver (TAB M)
Move Credit Union Insurance Fund under FDIC

Reorganize FDIC Board
a. Replace OTS and OCC directors with FBR director

b. Eliminate one independent director
c. Result is 3-person board as it was before FIRREA

d. [NéUA chairman on board if not under FBR?]

Reorganize RTC Board and Merge with Oversight Board

a. FDIC board would be RTC board with two additions
b. Secretary of Treasury
c. HUD Secretary

d. FDIC Chairman would be RTC Chairman

[(Alternative =- Split out RTC from FDIC and establish new
board with full-time Chairman but Administration
participation] _

Support and Opposition

Agencies will strongly support.

Strong theoretical support from Congress, but Democratic
partisans may be politically unwilling to let Administration
off hook.

Bankers will support, but will want RTC split off from FDIC.

Thrifts would probably support.
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Economic Scene|imsa

Trymg to Soothe
Scjared Bankers

DDRESSING the New York chapter of the Ar-
thritis Foundation this week, Trea -

3 u ers (0
keep lending 10 their good customers. He is afraid
the bankers may be spooked into creating a credit
crunch by their fears of an economic slump and
their worries about meeting tougher regulatory
standards. To ease the latter worry, Mr. Brady told
regulators not to use “unrealistically negative sce-
narios in evaluating loans.”

“There are many ways to strengthen a balance
gheet.” said the Treasury Secretary, once an in-
vestment banker, ‘“without shedding loans’" — I{ke
cutting costs, reducing dividends and merging with
rival banks. Some large banks are determined to
make mergers that would give them a chance t0
cut expenses and increase earnings. They fear that
unless a banking crisis is prevented, the current
economic slowdown could become the most severe
recession of the postwar period. The banks are
driving to protect themselves, and cutting loans is
one way of trying — but one that poses severe risks
to local communities and the economy as a whole.

Prices of the securities of many leading money-
center banks and regional banks have been falling,
and their yields have been rising, in.some cases 10
*“junk bond” levels. Thus far, public notice has fo-
cused on the banks' falling common stocks, rather
than on the climbing yields of their subordinated
debt and preferred stock. Yield levels on the com-
mon stock, debt and preferred shares of most
banks have climbed sharply, although Mr. Brady
asserted, “Over all, the banking system is healthy,
despite some pockets of difficuity.”

Morris W. Offit, the president of Offitbank, an in-
vestment management bank, sees the situation the
other way around, with general weakness and
pockets of health. He thinks that “nobody has
made the connection between the banks and the
risks 1o the real economy.” He also argues that the

soaring costs of capital are making it mcngmly
difficult for banks in every region to raise the
money .10 meet tougher regulatory standards.
Mounting pressures on the banks, Mr. Offit says,
create risks of a “tremendous contraction” of the
economy. P

Although not all banks have felt the squeeze,
many are seeing their costs of capital climb. Citi-
corp, the nation’s biggest bank, has seen the yield
on its subordinated debt climb to 13 percent, from
10.5 percent two months ago. Yields on the debt of
many other banks are even higher: Chase Manhat-
tan was at 14.2 percent this week; Baitimore Ban-
corp at 14 percent; Bank of Boston at 18.5 percent;
Dominion at 15.5 percent; First City of Texas at 25
percent; First Fidelity at 15 percent; MNC Finan-
cial at 27 percent; Midlantic at 21 percent and
Shawmut at 17 percent.

But some banks can still finance debt in the open
market at much lower yields, among them are
J. P. Morgan, at 9.6 percent; Bankers Trust and Se-
curity Pacific, at 10.7 percent each; Melion, at 113
percent, and Wells Fargo at 11 percent.

The anxious bankers contend that if a financial
crisis is to be headed off, some big steps will have
to be taken by the Government and the Federal Re-
serve. They insist that the Fed should go further to
ease money (o counteract recessionary forces and

they maintain that the Fed can do so with much
lower risks of inflation than in the 1970’s. Some
even perceive a threat of ruinous deflation, if down-
ward pressures on the economy are not soon
checked.

Some bankers want Government officials “‘to
stop bashing the banks in public.” Bank-bashing,
they say, is making it harder for them to raise the
capital they need to meet the standards of the Bank
for International Settiements. To date, however,
most banks are meeting those standards.

And the bankers are pressing the Administration
to speed up a of the industry that
would enable them to reduce their risks and costs,
and expand their earnings, by merging with other

, banks. A revamped system would also allow banks
to conduct business nationwide and expand into
| areas banned by existing law, especially the Glass-
Steagall Act, like underwriting securities, selling
' insurance nn(.i operating mutual funds.

Without specifying exactly what banking legisia-
tion the Administration may propose soon after
New Year's Day, Secretary Brady said in his Ar-
thritis Foundation speech this week, ““It's time to
overhaul the system.’’ He called for “‘fundamental
structural reform" of the laws enacted during the
Depression that have produced an “‘outmoded, bur-
densome and inefficient’ financial regulatory sys-
tem. This was his strongest statement on the sub-
ject to date. But the legislation is likely to face a
tough fight in Congress, with small and regional
banks fighting their larger money-center rivals.

For its part, the Federal Reserve, clinging to its
historical secrecy, insists that it is well aware of
the dangers of a banking crisis and has plans for
dealing with one. The Fed thinks — a Fed, as well
as a White House, can think anonymously — that it
would only worsen anxieties in the marketplace,
and possibly drive up interest rates and hurt the
economy, {f it talked publicly about its plans to res-
cue banks, provide liquidity and protect the econ-
omy and the financial system. The Fed insists that
it knows more about the risks, and how to deal with
them, than the nervous bankers do.

It feels that it demonstrated that capability,
along with other central banks, after the October
1987 stock market crash.
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A Better Way to Protect Deposits

The recent collapse of Freedom National Bank
in Harlem demolished a proud symbol of black-
owned neighborhood enterprise. It also focused
attention on Federal deposit insurance, since sev-
eral charitable organizations stand to lose hundreds
of thousands in accounts they mistakenly thought
were insured.

The plight of the Harlem charities should tem-
per enthusiasm for proposals circulating within
Congress and the Treasury Department to cut back
the limits of federally insured deposits. There are
better ways to protect taxpayers than by threaten-
ing depositors.

Federal deposit insurance was enacted during
the 1930's in the aftermath of massive bank failures
brought on by the Depression. For 50 years, the
system worked to protect solvent banks from pan-
icky withdrawals and to give peace of mind to
ordinary depositors. 4

Starting in the 1970°s, Congress deregulated the
interest rates that banks were allowed to pay depos-
itors, raised insurance limits to $100,000 from
$40.000 and loosened restrictions on bank invest-
ments. The combination proved deadly for savings
and loan institutions, which had to pay much higher
interest rates on deposits than they were earning on
their long-term residential mortgages. .

Failing S.& L.'s offered fabulously high interest
rates to attract deposits, then invested the new
money in high-risk ventures. When the investments
failed, the Goverriment was stuck paying off deposi-
tors. Such gambling with federally insured deposits
remains possible under current law. '

Many in Congress and the Administration want
to prevent a recurrence of the S.& L. bailout by
cutting back taxpayer liability. Some proposals
would eliminate the right of depositors to keep
separately insured accounts at different banks.
Other proposals would return the ceiling on insured
accounts to $40,000. The idea is to leave wealthy

depositors exposed to loss so they will withdraw
money from unsafe banks. .

There are glaring flaws in this idea. Lower
deposit limits would hurt depositors who aren't rich.
The Harlem charities are examples of depositors
with more than $100,000 at stake. Working-class
retirees who receive lump-sum pension payments

of $60,000 or more might also find themselves -

vulnerable if deposit limits were reduced.

In addition, the incentive is sure to backfire.
Professicnal investors and security analysts were
unable to predict which savings and loan institu-
tions would fail. How could ordinary depositors be
able to tell which banks are sound? More likely,
panicky depositors would withdraw money from
solvent banks that become the unjustified targets of
rumor. ,

Beyond that, limits on deposit insurance have
never been enforced in an evenhanded manner.
Regulators do not, and probably cannot, allow de-
positors at large banks to suffer losses lest hasty
withdrawals destabilize the banking system. Strict-
er limits, if passed, would wind up applying only to
small banks, like Freedom National, threatening to
drive them out of business.

How then ought the system be reformed? A
number of economists have proposed more work-
able legislation to prevent gambling with insured
deposits. Such plans would require banks to keep a
large cushion of marketable assets that could be
readily claimed by regulatory authorities to pay
back depositors. And as losses eroded these assets,
regulatory authorities would be required, not just
permitted, to stop a bank from extending new loans
or distributing dividends.

With those kinds of safeguards in place, Con-
gress could confidently lift all limits on the amount
depositors could put in insured accounts. Yet the
taxpayer would be protected, and millions of pen-
sioners, nonprofit organizations and ordinary de-
positors could sleep soundly at night, knowing their
money was safe,
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Regulate Banks: Less, and More

The Bush Administration has put forth a seem-
ingly crazy idea: sweeping deregulation of com-
mercial banks. The last time Washington set out to

deregulate financial institutions, it brought on the -

monumental savings and loan scandal.

. But in fact there's nothing Crazy about the
Administration’s bank plan. Itis prudent and coura-
geous. Prudent because current regulations make
banks financially shaky and unable t0 survive for-
eign competition. Courageous because the Adminis-
tration is sure to be ridiculed by members of
Congress quick to stir up distaste for anything that
smacks of another S.& L. bailout.

Two laws, each more than 50 years old, stifle"
commercial banks. The McFadden-Douglas Act-

prevents banks from opening branches across the
nation. And the Glass-Steagall Act forbids banks to
underwrite and trade securities. Both laws are
supposed to keep panks safe. In fact, they do the
opposite. . i

The key to lowering fimancial risk is diversifica-
tion: by investing in many different regions, indus-
tries and financial instruments, banks could insu-
late themselves. BY forbidding such diversification,
the two laws destabilize bank earnings.

A gldring example is the fate of S.& L.'s in the
Southwest, dragged down by the collapse of the real
estate market. If they had been allowed to operate
pranches in thriving Northwest states and not been
forced to invest 0 heavily in real estate, they would
still be alive.

The banking laws create another mortal prob-’

lem. U.S. banks are losing customers 10 foreign

banks which are permitted 10 offer a panoply of
services, ranging from insurance to securities trad-
ing. Deregulation is necessary for American banks
to survive. But it cannot p until Congress
makes sure that failing banks can't gamble with
federally insured deposits. That's what created the
S.& L. debacle, and it remains possible under cur-
rent law. _

The Treasury Department is reviewing several
promising options. The essential ingredients are
clear. First, the Government needs to set high
capital standards, above current levels. Next, as
bank losses mount — and capital slips below speci-
fied targets — regulators would be required to
intervene. Failing banks would be prevented {from
extending new loans, paying dividends or otherwise
squandering funds needed to reimburse depositors.

Mandatory intervention was missing during
the 1980's as bankrupt S.&L.'s were permitted to
get deeper and deeper into trouble. What Congress
ought to have learned from that searing episode is
that the response cannot be left to the discretion of
politically sensitive regulators.

Even if Congress agrees to these safeguards,
many details must be resolved. The Treasury De-
partment is grappling with proposals to improve
accounting standards, introduce risk-adjusted fees
for deposit insurance and set up barriers against
misuse of federally insured deposits. —

Beyond such details, the overriding need is to \
free U.S. banks 10.diversily investments and com-
pete-against foreign rivals. Economists have shown
this can be done without endangering the taxpaver.
Now the Administration has wisely turned policy
into proposals. Congress would be wise to accept.
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Failing Banks

deposit insurance system expected, and the
insurance fund is already dangerously low.
Now L. William Seidman, chairman of the Feder-

B ANKS ARE failing faster than the federal

al Deposit Insurance Corp., projects losses over -

the next two years showing the fund dropping
still further. It is urgently important to build the
fund up again, as Mr. Seidman correctly warns.
The question, as usual, is how to do it.

The immediate cause of the bank failures is a
weakening economy that results in more loan
defaults, especially in real estate. But behind that
_ cyclical pressure there is a deeper and more

troubling trend. Banking over the years has
become far less reliably profitable than it once
was. The evolution of the world's financial sys-
tem has taken away from the banks many lines of
business that were solidly profitable for them.
They have responded by getting excessively
deeply into kinds of lending that are much riski-
er—foreign lending in the late 1970s, real estate
lending in the late 1980s. Now, with only a mild
downturn in the national economy, a.lot of them
are in serious trouble. )

The strain on the deposit insurance system is
not an isolated crisis that can be resolved by
tinkering with actuarial ratios and increasing the
premiums that banks pay. It needs to be seen
clearly as a symptom of widespread vulnerability

Tvesoay. DEcEmsen 18. 1990

in an industry that is operating under obsolete
laws, with barely adequate capital and increasing-
ly severe competition. )

The insurance premiums are now being raised,
but they can’t go up much farther, The premiums
come ‘out of banks’ profits, and the insurance
fund can hardly expect to strengthen itself with
strategies that weaken the banks it insures. That
point is made forcefully by three economists,
James R. Barth, R. Dan Brumbaugh and Robert
E. Litan, in a study for the House Subcommittee
on Financial Institutions. Their calculations sug-
gest that even a mild recession could easily
swamp the banks’ deposit insurance fund and
force a rescue with taxpayers’ money, as in the
case of the S&Ls.

All of these recent hearings, analyses and
forecasts are providing a kind of overture to the
Treasury Department’s proposals due next
month for deposit insurance reform and the
legislation that will certainly follow. It is entirely
clear that the Treasury can’t limit itself to

deposit insurance alone, but will have to address ;

the state of the whole banking industry. Without

substantial structural changes, the decline of

American banking is not reversible. Without
stable and prosperous banks in this debt-ridden
economy, a strong expansion of business and a
rising standard of living are unlikely.

&
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" be the subject of a major report due from_the
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‘The Bad Bank News: Not That Bad

Every day seems to bring more bad news about -

banks. Over the weekend William Seidman, chair-
man of the Federal Deposit Insurance Corporation,
admitted that bank failures were far worse than he

had previously predicted, and that the fund would _
reach unacceptably low levels. Yesterday three-

private economists gave even scarier testimony to

a House subcommittee. Even if the imminent reces-
- s10n turns out to be mild, they ‘said, the insurance:

fund could run short. | .

Bad as the news is, it's not dire. Bank failures
— even:if they ‘include a few large money-center
banks — will.not become contagious and do not
threaten the economy. The Federal Reserve Board

and the F.D.1.C. have sufficient tools to manage the

problem. In the worst of alt outcomes, the taxpayers
who are bailing out the savings and loan industry

_ wirll be hit with another bailout. But that one would

he small by comparison, it§ price measured in tens,
not hundreds, of billions. -

As the recession spreads across the country, -

many more commercial banks are expected to fail.
Insured depositors will be paid off by the F.D.L.C,,

" which is why the insurance l‘qnd‘islexpected to lose

35 billion next year. ‘

The primary problem is structural: restrictive
regulations have made it impossible for U.S. banks
to make much profit. And because every bank pays
the same insurance premium, prudent banks wind

up paying for the errors of imprudent ones. Struc-

tural reform is the only long-term answer, and will

'Treasury Depariment early next year.

But in the meantime, Mr. Seidman's insurance
fund is- leaking -and needs to be fortified. He de-
scribes a pian by which banks will fork over about
$45 billion in higher insurance fees. They, in turn,
will pass these higher costs along to the depositors
in the form of lower interest rates. The risk is that
the higher fees could throw marginally solvent
banks into bankruptcy.

This risk is worth taking for the short term. I
necessary, the threat could be mitigated by substi-
tuting Treasury funds for part of the higher bank
fees. The proposal Mr. Seidman lays out would put

_enough money into the insurance fund to cover

anything but a severe recession; and even in that .

unlikely case, the fund could be made whole with a
modest _transfer from taxpayers: without undue
harm to the economy.

‘Each release of bad‘news about banks prompts
quick analogies to0. 1929. Yes, there was a wide--

spread collapse of the banking system then, and
yes, that collapse led to general economic collapse.
But 1990 bears littlé resemblance to 1929.

For one thing, there is now deposit insurance, 10
give "depositors. ironclad protection and peace of
mind. The banking system will be hit with no
contagion of depositor panic and withdrawals. For
another, the Federal Reserve System would never
repeat the mistake made during the Depression by
allowing total bank reserves and the money supply
to collapse. - , .

_ Proposals of the kind Mr. Seidman describes
won't make U.S. banks healthy: that will take

structural reform. But they can relieve the short-.

run problem of an insurance fund that is running out
of money. His message is calming.

67

\



THE SUN WEDNESDAY, DECEMBER 18, 1990

Banks in the Crunch

The federal government has to take care not to
destroy the banking tndustry for the supposed
purpose of saving it.

 Although taxpayers are in no mood to bail cut
shaky commercial banks after having to shell out

' $200 billion for failed savings and loan institu-

tions, proposals to slap a $25 billion gpecial as-
.sessment on banks should be approached with
caution. While something must be done to bolster

"the fast-shrinking fund that insures each deposit

up to $100.000., it will do nobody any good to push
wobbly banks over the edge and deny stronger
banks the capacity to make loans essential to get
the nation out of recession.

. So if political realities make it imperative for
.banks rather than taxpayers to take the hit, the
-government will have to be considerate of weak
fnstitutions and take actions that limit damage in
‘the tndustry as a whole. -
~ One step would be to lift Depression-era restric-
tions so that commercial banks can get into insur-
ance. trading in securities, direct investment in
physical assets and interstate operations. This
would help some big money-center banks faced
with foreign competition. What it would do for
smaller banks is open to debate. Closer regulation
wouid be required to avoid risky ventures that
would merely compound current problems.

/OA

Another step, which deserves instant approval.
is to enforce dividend restraint on banks whose
earnings no longer justify usual payouts to stock-
holders. While this might depreas the value of
certain bank stocks, it would retain capital needed
both for continued lending and for dealing with
problem loans already in the portfolio.

Because the nation has entered the recession
with so many of its financial institutions in terri-
ble shape, the plight of the banks cannot be di-

vorced from the state of the general economy. The

Federal Deposit Insurance Corp. was organized for
the express purpose of preventing the kind of
banking collapse that deepened and prolonged the
Depression. ‘This policy still obtains. The FDIC's
Bank Insurance Fund must be preserved at all
costs if the public confidence necessary for an
early economic recovery is to be preserved.

Next month the Bush administration will be
offering a banking reform package that attempts
to combine the sour and the sweet. Higher assess-
ments for the FDIC fund, tougher regulation, in-
centives for sound banking practices and limita-
tions on dividends should be accompanied by the
lifting of obsolete restrictions on the fields banks
can enter. This could be the biggest overhaul of
the banking system in more than haif a century: it
had better be a good one.

g/
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'Make U.S. System Safer

orget Iraq, at least for the moment. The real
blood is about to begin flowing in this country.

. The banking industry is about to take more
casualties (in the form of pink slips) than anyone fears in
the Saudi desert, if and when the siege of Kuwait tums
into a shooting war. But like the situation in the Persian
Gulf, the skirmish here just may be worth the cost.

Starting in January, the Treasury Department is going-
to begin taking down the barriers that cramp and crib big
American banks. As Treas ary Nic
Brady said in his s roundation speech in
November, “It is time to overhaul our financial system.”
He is right—and there are very few peopie who will
remain unaffected by the reforms.

The news last week was dominated by talk about how
bank regulators do their jobs—too easy on the thrifts,
t00 hard on the banks, too fragmented on the insurance
companies. But it is this balkanized system of reguiation
itself that is the real villain, not the regulators.

Some comparative perspective on-the American
banking industry helps. In context of battles over the
recently discontinued talks on the General Agreement
on Tariffs and Trade, it was often observed that nations
have very different tastes in subsidies. The Italians, for
example, have more farmers in their small country than
there are in the entire Unitéd States. A complex pattern
of agricultural subsidies and prohibitions reflect the fact
that Italians like their wheat fields to come up to the city
walls and prefer that suburban malls be relatively few

- and far between. .

These crotchets are not peculiar to the Old World.
Thanks to sets of regulations dating back to the New
Deal, the Civil War and the Constitutional Coaveation

jtself, the United States has more bankers today than
farmers. Chief among these statutes are the
McFadden-Douglas Act, which prohibits banks from
nationwide branching, and the Glass-Steagall Act, which
keeps banks out of the investment business and vice

versa. ‘

The laws that created and protected the thrift
Mustwasaldnddapﬁvenmynnchinefortheual
estate industry are a virtual sideshow to the main
business of banking—and even so, congressional
tampering and interference with the oversight of the
savings and loan industry cost the Treasury the
equivalent of a small war.

The point is that the result of these and other laws is
thatanysmalltowninAmeriahasnmeloalbanh.and
more competition, than ever would have evoived had the
industry not been hedged about and protected by
extensive government supervision. But as well organized
as the bankers are, all that is about to change—chiefly as

Wieowesoay, Decomer 19, 1990 D
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ation Will Be Painful, But It May

Between 1973 and 1988, the hierarchy of world
banking underwent a dramatic geographic shift.
According to Herve de Carmoy, a French banker with
mmAgmnwwlnlmwﬂttmﬁudd
and compelling guide to the situation, the Japanese banks
matanmnplmgemedlumdmhg
those years, while American banks grew at 3 percent
annuaily. The result, naturally, was that Japanese banks
displaced American banks at the top of the assets
pyramid, with a brief interiude at the beginning of the
19809dunpgwh:d15uropunbanksweremmelead. ‘

Interestingly enough, however, for all the shift in
leadership among nations, there has been no increase in-
concentration in the global banking industry, de Carmoy

saysh'GlobalBanldngSmtegy:‘l‘actiafocManaging
in Turbulent International Markets,” which is to be
published in this country next month by Basil Blackwell.

The 10 leading banks in the world accounted for
around one-quarter of the lending activity of thie 100
biggest banks in 1973, and about one-sixth of the biggest
300 banks; 15 years later, they still accounted for about
the same market shares, according to de Carmoy. In
other words, the world banking sector has undergone 0o
fundamental structural change in the last 15 years.

The next 15 years will be different. Partly because of
technology, because of increasing competition,
panlybeuusedteguhtionandparﬂybeauseoﬂhe
changing nature of what is humanly possible, worid
banking is about to enter a period of ferocious shakeout,
according to de Carmoy. The economics of
banking—and the competition among nations-—now
favors decisively the biggest banks.

Thus, he says, the industrial nations today are at “the
beginning of a long period which will see the gradual
formation of a world banking oligopoly. The strategic
questions faced by all the players in this new game are
twofold: to be or not to be a part of this world oligopoly
in the more or less faraway future; and, as a part of it,
how to survive and in what form.”

It is the prospect of playing catch-up in this game with
the Europeans and the Japanese that is motivating the
Bush administration. It has to act—and quickly—if
American banks are to have the freedom to combine and

- reach out to meet their foreign rivals. Bank of America,

Chase Manhattan Corp. and Citicorp were last ranked
one, two and three among world banks in 1974; today,
meyaredwarfedbymeirjmand European

%mnple(;iﬁon. Only Citicorp remains among the warld’s
'op 10.

Other American banks can rise, through combinations
and new lending, to take their places among the world's / Z
leaders, but only if the country's old-fashioned banking

a resuit of international competition. laws are extensivelv rewritten. Money markets of all éa’ 7_
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sorts will change dramatically, of course, it insurance
companies, banks, investment banking firms, payment
systems and giant non-bank suppliers of credit—such as
the auto companies, General Electric Co. and Sears,
Roebuck & Co.—are all ailowed to form gigantic -
integrated combinations to finance themseives and other
corporations. But a streamlined system could be more
satisfying to the customer, and cheaper.

One other good effect may come of American banking
reregulation. It could become safer. The patchwork
palimpsest of money supply control and bank supervision
that has grown up over the years may have to be

" rationalized along with the banks. It was the failure of
the political supervision of this apparatus that led to the
thrift crisis in the first place; it is uneven and
uncoordinated regulation that has imposed additional and
unnecessary pain in the current credit crunch.

No fair-minded person should blame the regulators for
doing their jobs; it's completely unreasonable to berate
them for being too easy with the thrifts and then to
demand that they go easier on the banks. But one can
only wish the Treasury well as it goes about the
high-stakes job of building an internationally competitive

. banking system—and a regulatory apparatus to oversee
it. .

David Warsh is a columnist for the Boston Globe.
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- NoWonder Banks Fail

_ By WALTER WRISTON
The first rule of sound banking is never
to put all your eggs in one basket. Since no
one is smart enough to know where trouble
will strike next, or in what -form, diversifi-
cation of assets is the only sound course.

One would think that legislation governing

banking would foster this time-tested con-
cept. The reverse is true. A system de-
signed in the heady first 100 days of the
Roosevelt administration is no more ap-
propriate to conditions in the financial
markets of 1990 than the air quality stan-
dards that were accepted then are appro-
priate today. Worse, the network of laws
and regulations that exists today actually
fosters bank failures.-

True diversification takes many forms,
but an obvious one is geographic diversity.
If a bank is limited to making loans in its
own neighborhood and that neighborhood
goes downhill, so will the bank. A small
bank tor a big one) in an agricultural area
with’ 1007 of its. loans to farmers in its
area will be in trouble if the crop should

- fail. All this is, or should be, -self-evident,

but American banking laws are currently
designed to cause bank fajlures by prohib-
iting American (but not foreign) banks to
branch across the common market called
the U.S. and in some states until reently
not to branch at all!

One Geographic Basket
It is interesting to note that our neigh-

" bor to the north. Canada, suffered no big_

bank failure during the Great Depression—
a period when the U.S. lost 5,000 banks.
Canada permitted natiof-wide banking,
and when the crops were scarce in Mani-
toba, the fish were biting in Nova Scotia.
No chain bank had all its loans in one geo-
graphic basket. '

The U.S. could learn from. that exam-
ple. Since the present American banking

" system violates the first rule of banking,

preserving the present legal structure
serves only to produce bank failures, While
those banks that are ‘established in a cer-
tain location and thus enjoy an area mo-
nopoly dislike “outside” bankers invading
“their market,” present law facilitates the
concentration of assets. Indeed, by its
Community Redevelopment Act, which or-
ders banks 10 lend locally, the law actually
mandates concentration. :

Part two of the lesson on concentration:

of assets concerns the kinds of assets that .

make up the omnibus figure on a balance
sheet—joans to businesses, 10 governments
and to individuals. Does a bank's income
come only from interest on loans and secu-
rities. or does it flow from diversified fi-

nancial products. like life or casualty in-
surance premiums, underwriting fees and
commissions or other financial services?
Once again we find a system designed to
defeat sound management. Just as the 1927
McFadden Act frustrated. the geographic
dispersal of deposits and assets by forbid-
ding banking across state lines, so the 1933
Glass-Steagall Act has, over the years, fos-
tered product monopolies by forbidding
banking across product lines. .

Taking only the smallest literary li-
cense, ‘the great Deutsche Bank in Ger-

If banks did what they
do as a result of a manage-
ment decision, instead of
by law, an alent regulator
would justifiably cnticize
their practices as unmsafe
and unsound.

many could be described as a closed-end”

mutual fund. as it owns the capital stock of
dozens of great industrial firms. Finance
and commerce are not separated, but

merged. By blocking American banks-but .

not General Electric Capital, Ford Credit
or Genera] Motors Acceptance Corp.—
from diversifying their product line, the
system once again forces banks not only to’
put all their eggs into one basket, but to fill
thé basket with the same kind of eggs. If
banks did this as a result of a management
decision, instead of by law, any alert regu-
lator would severely and justifiably criti-
cize the practice as unsafe and unsound.
Perhaps this distinction too has outlived its
usefulness, as some in the Bush adminis-
tration seem to think. '

. The third way in which the present sys-

-tem of laws and regulations works toward

producing bank failures is its depressing
effect on bank earnings. It is no arcane se-
cret that businesses that earn money sur-
vive and that those that don't fail. Banking
laws should not prohibit banks from earn-
ing money on their assets. But the current
system requires that American banks take
a sizable chunk of their deposits, currently
around 10~ for demand deposits, and
place them either in their own vaults in
cash or at zero interest in an account with
the Federal Reserve.

These required reserves amount in the-

aggregate to about $63 billion on which no
interest is paid. No other business in the
world labors under such a handicap. The

orportunity cost to the industry approxi-
mates $5 billion. The Federal Reserve,
having thus gotten some of its inventory
for nothing, invests these funds in govern-
ment bonds and collects the interest.
Rather than return these earnings to the
banks' sharehoiders, the Fed sends the
money to the Treasury. Depending on the
interest rate of the moment, the sum lost
to shareholders every year comes to about
$2.6 billion. All the insured American
banks together earned just $15.7 billion last
year, and that $2.6 billion is money that
could and should be used to build bank
earnings and capital.

Toward the end of his term, Federal
Reserve Chairman Paul Volcker recom-
mended that this $2.6 billion a year be re-
turned to the banks. So far nothing has
come of his suggestion, for this diversion
of earnings is really a hidden tax, invisible
to all but its vietims. If this interest went
to the owners of the deposits. a significant
step would be taken toward rebujlding

. bank capital. In addition to these Jost earn-

ings, banks will pay the Federal Deposit
Insurance Corp. $5 billion next year, or al-
most a third of their net earnings in
1989, '

Capital Strength

Although every bank that has failed
since the Great Depression has exceeded
the capital ratios set by the bank regula-
tors, capital strength is nevertheless an
important element in the banking pic-
ture,

The payment of interest on reserve bal-
ances to the bank would in and of itself im-
prove capital adequacy; the earnings so
generated would flow into the banks' capi-
tal accounts, and also would improve bank
earnings thus making it easier to sell bank
stock in the marketpiace. Obviously securi-
ties of those companies that earn-a -good
return are more attractive to an investor
than those that do not. By improving bank
earnings, the market for bank capital will
be enhanced. As an added twist, some por-
tion of this refunded interest might be di-
rected to the FDIC, on some agreed sched-
ule, to shore up that fund. once again with-
out taxpayer assistance.

No one in public office would con-
sciously design a system to produce bank
failures, but by not changing a system that
is almost 60 years old. the U.S. is faced
with a structure bound to produce that un-
happy result. .

Mr. Wriston wns chainnan of Citicorp
from 1967 until 198%.
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THE WHITE HOUSE

WASHINGTON

THE CHIEF of STAFF

December 21, 1990 has seen

MEMORANDUM FOR GOVERNOR SUNUNU
FROM: LARRY LINDSEYLt/

SUBJECT: Rhode Island Credit Union Situation
I thought that you should be aware of the developing
situation in Rhode Island. At present it poses no risk, and is

legally the state's problem. However, problems like this can
always spread. I will keep you appraised of developments.

Attachment
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-—————-P¢ngE3PdA\L.C3FﬂEEDﬂrlJPMCDPdAAIDNAWQESTWQI\11CJFJ
? WASHINGTON, D.C. 20456

TO: éLawrence Lindsey, Special Assistant to the President
FROM: ;Roger W. Jepsen, Chairman |

SUBJECT: Rhode Island Privately Insured Credit Unions

DATE: “; December 21, 1990

As NCUA Executive Director Don Johnson and I discussed with
you by telephone this afternoon, we wish to make you aware of
a developing situation with privately insured financial
instituitons in the State of Rhode lIsland.

There are 35 credit unions in Rhode Island that have share
insurance coverage with the Rhode Island Share and Deposit
Insurance Corporation (RISDIC), a state=-chartered, private
corporation. These credit unions hold a total of about 1.5
billion dollars in member shares (savings). RISDIC also
insures five loan and investment corporations holding akeout
500 million dollars in deposits, On November 18,1990, the
8tate closed Heritage Bank, a 25 millicen dollar
RISDIC-insured loan and investment company, because of
massive fraud losses. )

Following the Heritage fallure and the attendant publicity,
NCUA has both provided advice to State officials and worked
with the State to conasider whether the state-chartered credit
unions quallfy for Federal insurance coverage with the
National Credit Union Share Insurance Fund. Officlals of the
FDIC and Federal Reserve have also been involved in various
meetings and discussions.

Rs of today, we have completed our examinations of the 33
credit unions that have applied for Federal coverage. Our
approach will be to insure only those that are fully
gqualified, and only after they have obtained a release from
any further liability to RISDIC. While we have not vet
announced any final decisions, it seems clear that eight to
ten ¢f the larger credit unions, holding seme 1.1 billion
dollars in shares, will not meet our standards due to
nonperforming commercial loans and other problems.
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It is quite possible, because of illiguidity in one or two of
the RISDIC institutions, that some or all of them will have
to be closed by the State withtin the next several days. It
is our plan to continue to move as quickly as possible to
complete cur review and be in a positien to insure those
credit unions that qualify, thereby mititgating the adverse

effects of this crisis.

In addition to the RISDIC-insured instituions, there are 36
federally insured credit unions in Rhode Island holding a
little over one billion dollars in member shares. These
institutions are as of now unaffected by the developing
problems with RISDIC, and we are taking steps to insulate
them from any foresceable problems. X
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