
Note: Data refer to FDIC-insured commercial and savings banks that were
closed or received FDIC assistance.
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Introduction
The distinguishing feature of the history of banking in the 1980s was the extraordi-

nary upsurge in the number of bank failures. Between 1980 and 1994 more than 1,600
banks insured by the Federal Deposit Insurance Corporation (FDIC) were closed or re-
ceived FDIC financial assistance�far more than in any other period since the advent of
federal deposit insurance in the 1930s (see figure 1.1). The magnitude of bank failures dur-
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ing the 1980s put severe, though temporary, strains on the FDIC insurance fund; raised ba-
sic questions about the effectiveness of the bank regulatory and deposit insurance systems;
and led to far-reaching legislative and regulatory actions.1

This chapter summarizes the findings and implications of History of the Eighties�
Lessons for the Future: An Examination of the Banking Crises of the 1980s and Early
1990s, a study conducted by the FDIC�s Division of Research and Statistics to analyze var-
ious aspects of the 1980�94 experience. The four sections of this summary deal with (1) the
factors underlying the rapid rise in the number of bank failures; (2) the regulatory issues
raised by this experience; (3) questions that remain open despite the legislative and regula-
tory remedies adopted between 1980 and 1994; and (4) concluding comments.

The Rise in the Number of Bank Failures in the 1980s: 
The Economic, Legislative, and Regulatory Background
The rise in the number of bank failures in the 1980s had no single cause or short list

of causes. Rather, it resulted from a concurrence of various forces working together to pro-
duce a decade of banking crises. First, broad national forces�economic, financial, legisla-
tive, and regulatory�established the preconditions for the increased number of bank
failures. Second, a series of severe regional and sectoral recessions hit banks in a number of
banking markets and led to a majority of the failures. Third, some of the banks in these mar-
kets assumed excessive risks and were insufficiently restrained by supervisory authorities,
with the result that they failed in disproportionate numbers. 

Economic and Financial Market Environment
During most of the 1980s, the performance of the national economy, as measured by

broad economic aggregates, seemed favorable for banking. After the 1980�82 recession the
national economy continued to grow, the rate of inflation slowed, and unemployment and
interest rates declined. However, in the 1970s a number of factors, both national and inter-
national, had injected greater instability into the environment for banking, and these earlier
developments were directly or indirectly generating challenges to which not all banks
would be able to adapt successfully. In the 1970s, exchange rates among the world�s major
currencies became volatile after they were allowed to float; price levels underwent major
increases in response to oil embargoes and other external shocks; and interest rates varied
widely in response to inflation, inflationary expectations, and anti-inflationary Federal Re-
serve monetary policy actions.

1 Although this study is devoted to banking, it is appropriate to recall that the thrift industry suffered an even greater ca-
tastrophe. In 1980 there were 4,039 savings institutions; approximately 1,300 savings institutions failed during the 1980�94
period. This high proportion of failures led to the demise of the fund that insured savings institution deposits, and imposed
heavy costs on surviving institutions and on taxpayers.
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Developments in the financial markets in the late 1970s and 1980s also tested the
banking industry. Intrastate banking restrictions were lifted, allowing new players to enter
once-sheltered markets; regional banking compacts were established; and direct credit mar-
kets expanded.2 In an environment of high market rates, the development of money market
funds and the deregulation of deposit interest rates exerted upward pressures on interest ex-
penses�particularly for smaller institutions that were heavily dependent on deposit fund-
ing. Competition increased from several directions: within the U.S. banking industry itself
and from thrift institutions, foreign banks, and the commercial paper and junk bond mar-
kets. The banking industry�s share of the market for loans to large business borrowers de-
clined, partly because of technological innovations and innovations in financial products.3

As a result, many banks shifted funds to commercial real estate lending�an area involving
greater risk. Some large banks also shifted funds to less-developed countries and leveraged
buyouts, and increased their off-balance-sheet activities.

Condition of Banking on the Eve of the 1980s
Yet on the eve of the 1980s most banks gave few obvious signs that the competitive

environment was becoming more demanding or that serious troubles lay ahead. At banks
with less than $100 million in assets (the vast majority of banks), net returns on assets
(ROA) rose during the late 1970s and averaged approximately 1.1 percent in 1980�a level
that would not be reached again until 1993, after the wave of bank failures had receded (see
figure 1.2).4 For this group of banks, net returns on equity (ROE) in 1980 were also high by
historical standards, equity/asset ratios were moving gradually upward, and charge-offs on
loans averaged approximately what they would again in the early 1990s. The fact that key
performance ratios in 1980 compared favorably with those in 1993�94�a period of extra-
ordinary health and profitability in banking that has continued to the present (mid-1997)�
emphasizes the absence of obvious problems at most banks at the beginning of the eighties.

Large banks, however, showed clearer signs of weakness. In 1980 ROA and equity/as-
sets ratios were much lower for banks with more than $1 billion in assets than for small

2 Many of these developments are discussed in Allen N. Berger, Anil K. Kashyap, and Joseph M. Scalise, �The Transforma-
tion of the U.S. Banking Industry: What a Long, Strange Trip It�s Been,� Brookings Papers on Economic Activity 2 (1995).

3 Between 1980 and 1990, commercial paper outstanding increased from 7 percent of bank commercial and industrial loans
(C&I) to 19 percent.

4 Data in figure 1.2 are unweighted averages of individual bank ratios. Use of median values or averages weighted by assets
reveals broadly similar trends, except that medians are less affected by extreme values and tend to be less volatile than un-
weighted averages, while weighted averages are dominated by larger banks in each size group. The data in figure 1.2 are for
banks with assets greater than $1 billion (large banks) or less than $100 million (small banks) in each year; thus, the num-
ber of banks included in the two size groups varies from year to year. In 1980, there were 192 banks with assets greater than
$1 billion and 12,735 banks with assets less than $100 million. In 1994, the comparable figures were 392 banks and 7,259
banks. Asset data are not adjusted for inflation.
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Loans and Leases/Assets

Net Loan Charge-Offs/Loans

Note: Data are unweighted averages of individual FDIC-insured commercial and savings bank ratios. Large banks are those
with assets greater than $1 billion in any given year. Small banks are those with assets less than $100 million in any given year.

Figure 1.2
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Source: Bank AnnualSalomon Brothers, , 1992 and 1996 editions.

Figure 1.3

Bank Price-Earnings Ratios as a Percentage
of S&P 500 Price-Earnings Ratios,
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banks and were also well below the large-bank levels they would reach in the early 1990s.
Market data for large, publicly traded banking organizations suggest that investors were
valuing these institutions with reduced favor. During the 1960s and 1970s price-earnings
ratios for money-center banks trended generally downward relative to S&P 500 price-earn-
ings ratios, although for regional banks the decline was much less pronounced (see figure
1.3). For the 25 largest bank holding companies in the late 1970s and early 1980s, the mar-
ket value of capital decreased relative to�and fell below�its book value, suggesting that
to investors, the franchise value of large banks was declining.5

Differences in performance between large and small banks in 1980 are not surprising.
At that time, because of branching restrictions and deposit interest-rate controls, many
small institutions operated in still-protected markets. Accordingly, they were affected more
slowly by external forces such as increased competition and increased market volatility.

5 Michael C. Keeley, �Deposit Insurance, Risk, and Market Power in Banking,� American Economic Review (December
1990): 1185. Data are for the 25 largest bank holding companies as of 1985.
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During the 1980s, of course, performance ratios of banks of all sizes weakened and exhib-
ited increased risk. Profitability declined and became more volatile, while loan charge-offs
rose dramatically.6 Large banks assumed greater risk in order to boost profits, as is indicated
by the sharp rise in the ratio of loans and leases to total assets for these banks. In contrast,
equity ratios increased over the period, particularly for large banks, in line with increased
regulatory capital requirements and perhaps also in response to market concerns about dis-
tress in the banking system.

Then in the 1990s the performance of banking improved markedly. This is apparent
not only from the accounting data presented in figure 1.2 but also from the market data pre-
sented in figures 1.3 and 1.4, which suggest that to investors, the value of publicly traded
banks improved greatly in the 1990s. From 1993 to 1995, bank price-earnings ratios rose
relative to S&P 500 price-earnings ratios, although the movements in this measure were ex-
tremely volatile. After the early 1980s market prices per share of money-center and regional
banks increased from below book value per share to well above book value, except for a
sharp and temporary drop in 1990 (figure 1.4). The major improvement in the performance
and investor perceptions of banking in the 1990s, albeit of limited duration so far, does not
support earlier concerns that banking was a declining industry or the view that banking was
characterized by widespread and persistent overcapacity that would lead to increased fail-
ures.7

Although the overall performance of the banking industry varied greatly during the
1980�94 period, in its structure the industry showed a strong trend in one direction�toward
consolidation into fewer banking organizations. This trend was partly due to the relaxation
of branching restrictions.8 From the end of 1983 through the end of 1994, the number of in-
sured commercial banks declined by 28 percent, from 14,461 to 10,451. The number of
separate corporate units�bank holding companies plus independent commercial banks�

6 The 1986 peak in net loan charge-offs for small banks was associated with the agricultural, energy, and real estate problems
of the Southwest; the 1991 peak for large banks was associated with the real estate problems in the Northeast.

7 The issue of whether banking is a declining industry and the related question of overcapacity in banking are explored in Fed-
eral Reserve Bank of Chicago, The (Declining?) Role of Banking, Proceedings of the 30th Annual Conference on Bank
Structure and Competition (May 1994). In the Proceedings, see particularly Alan Greenspan, �Optimal Bank Supervision
in a Changing World,� 1�8; John H. Boyd and Mark Gertler, �Are Banks Dead? Or, Are the Reports Greatly Exaggerated?�
85�117; and Sherrill Shaffer, �Inferring Viability of the U.S. Banking Industry from Shifts in Conduct and Excess Capac-
ity,� 130�144. Shaffer concludes that a small amount of excess capacity in bank loans was eliminated in the mid-1980s.

8 Some observers have argued that bank failures in the 1980s were partly due to restrictions on bank ownership (geographic
restrictions within the banking industry, and prohibition of acquisitions by nonbank organizations), which prevented weak
or inefficient banks from being taken over before they failed. Although such restrictions on ownership probably contributed
to the rise in the number of bank failures, particularly in the early 1980s, the large number of voluntary mergers and con-
solidations within the industry may have averted some other failures by eliminating weaker institutions while they still had
some value.
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Figure 1.4

Price-to-Book Value per Share,
1982–1995

Note: Values are industry composite medians. Data for superregional bank
price-to-book ratios begin in 1987.

Source: Bank AnnualSalomon Brothers, , 1992 and 1996 editions.
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decreased somewhat more, by 31 percent. The 4,010 reduction in the number of insured
commercial banks was due primarily to the consolidation of bank affiliates of multibank
holding companies and to unassisted mergers of unaffiliated banks (4,803). The net effect
of failures, new charters, conversions, and other changes was an addition of 793 banks.

Legislative Developments
Banking legislation also played a large role in the bank-failure experience of the 1980s

and early 1990s.9 This legislation was largely shaped by two broad factors: widespread
recognition that banking statutes should be modernized and adapted to new marketplace re-
alities, and the need to respond to the outbreak of bank and thrift failures. In the early 1980s
the focus was on the attempt to modernize, and congressional activity was dominated by ac-
tions to deregulate the product and service powers of thrifts and to a lesser extent of banks.

9 See Chapter 2, �Banking Legislation and Regulation.� Tax legislation was also a significant influence. After-tax yields on
real estate investment were enhanced by the Economic Recovery Act of 1981 and then reduced by the Tax Reform Act of
1986 (see the appendix to Chapter 3).
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These deregulatory actions were generally unaccompanied by actions to restrict the in-
creased risk taking they made possible, and so they contributed to bank and thrift failures.
As the number of failures mounted, the legislative emphasis then shifted to recapitalizing
the depleted deposit insurance funds and providing regulators with stronger tools, while at
the same time restricting their discretion. As a group, the various legislative actions ad-
dressed a variety of issues, but only the provisions most relevant to the increased number of
bank failures are discussed here. 

The Depository Institutions Deregulation and Monetary Control Act of 1980
(DIDMCA) phased out deposit interest-rate ceilings, broadened the powers of thrift insti-
tutions, and raised the deposit insurance limit from $40,000 to $100,000. Two years later
the most pressing problem was the crisis of thrift institutions in an environment of high in-
terest rates. Accordingly, the Garn�St Germain Depository Institutions Act of 1982 (1)
authorized money market deposit accounts for banks and thrifts to stem disintermediation,
(2) authorized net worth certificates to implement capital forbearance for thrifts facing in-
solvency in the short term, and (3) increased the authority of thrifts to invest in commercial
loans to strengthen the institutions� viability over the long term. In the case of national
banks, Garn�St Germain removed statutory restrictions on real estate lending, and relaxed
loans-to-one-borrower limits. With respect to commercial mortgage markets, this legisla-
tion set the stage for a rapid expansion of lending, an increase in competition between
thrifts and banks, overbuilding, and the subsequent commercial real estate market collapse
in many regions.

As the thrift crisis deepened and commercial bank problems were developing, Con-
gress passed the Competitive Equality Banking Act of 1987 (CEBA). It provided for re-
capitalizing the fund of the Federal Savings and Loan Insurance Corporation (FSLIC)
through the Financing Corporation (FICO), authorized a forbearance program for farm
banks, extended the full-faith-and-credit protection of the U.S. government to federally in-
sured deposits, and authorized bridge banks. Two years later, again grappling with the thrift
debacle, Congress passed the Financial Institutions Reform, Recovery, and Enforce-
ment Act of 1989 (FIRREA), which authorized the use of taxpayer funds to resolve failed
thrifts. Other provisions reflected congressional dissatisfaction with the regulation of
thrifts: the act abolished the existing thrift regulatory structure, moved thrift deposit insur-
ance to the FDIC, and mandated that bank and thrift insurance fund reserves be increased
to 1.25 percent of insured deposits. 

The belief that regulators had not acted promptly to head off problems was again
evident in the Federal Deposit Insurance Corporation Improvement Act of 1991
(FDICIA). This act was aimed largely at limiting regulatory discretion in monitoring and
resolving industry problems. It prescribed a series of specific �prompt corrective actions�
to be taken as capital ratios of banks and thrifts declined to certain levels; mandated annual
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10 Passage of the Deposit Insurance Funds Act was helped along by (1) the possibility of a FICO default if deposits were to
shift from the Savings Association Insurance Fund, with higher assessment rates, to the Bank Insurance Fund, with lower
assessment rates, and (2) the budgetary treatment of deposit insurance assessments, $3 billion of which was to be counted
as revenue to �pay� for nonbanking spending programs.

11 See Chapter 2, �Banking Legislation and Regulation.�

examinations and audits; prohibited the use of brokered deposits by undercapitalized insti-
tutions; restricted state bank activities; tightened least-cost standards for failure resolutions;
and mandated a risk-based deposit insurance assessment system.

Two years after the enactment of FDICIA, the Omnibus Budget Reconciliation Act
of 1993 included a national depositor preference provision, which provided that a failed
bank�s depositors (and the FDIC standing in the place of insured depositors it has already
paid) have priority over nondepositors� claims. It was believed that national depositor pref-
erence would make failure transactions simpler and less expensive to the insurance fund
and would encourage nondeposit creditors to monitor bank risk more closely.

The final chapter of the savings and loan emergency legislation was completed in Oc-
tober 1996 with the enactment of the Deposit Insurance Funds Act, which provided for the
capitalization of the Savings Association Insurance Fund, phased in pro rata bank and thrift
payments of interest on FICO bonds, and required merger of the bank and thrift insurance
funds in 1999 if no savings associations are in existence at that time. Given Congress�s past
reluctance to address promptly the need to fund thrift deposit insurance, enactment of this
legislation at a time when no major thrift failure was on the horizon suggests the extent to
which safety-and-soundness considerations had come to dominate banking legislation.10

Legislation addressed not only the thrift and banking crises of the 1980s but also, af-
ter those crises had ended, the question of interstate banking. By the end of the 1980s the
risks posed by geographic lending concentrations were well understood, so attempts were
made to eliminate the remaining legal impediments to full interstate banking. Already state
action had enabled many banking firms to use bank holding company affiliations to cir-
cumvent geographic restrictions. Interstate banking was enacted in the Riegle-Neal Inter-
state Banking and Branching Efficiency Act of 1994, which enables banks to diversify
loan portfolios more effectively. (As noted below, it also requires existing regulatory risk-
monitoring systems to adapt to the changing nature of individual bank loan portfolios.)

Regulation
The tension between the two objectives of deregulating depository institutions and

preventing or containing failures was manifest not only in legislative activity but also in
policy differences among the federal bank regulators.11 Of course, all three agencies were
sensitive to issues of safety and soundness as well as to the importance of modernizing bank
powers. On specific issues, however, the Office of the Comptroller of the Currency (OCC)



An Examination of the Banking Crises of the 1980s and Early 1990s Volume I

12 History of the Eighties�Lessons for the Future

12 With respect to the potential short-term conflict between pro-competitive and safety-and-soundness objectives, the fol-
lowing statement on S&L deregulation, made by the National Commission on Financial Institution Reform, Recovery and
Enforcement, is instructive: �[C]ommon sense and prudence should have dictated that the industry be required to wait out
the high interest rates, regain net worth, and then gradually shift into new activities. This is what well-managed and re-
sponsible S&Ls did on their own, and they were largely successful� (Origins and Causes of the S&L Debacle: A Blueprint
for Reform [1993], 32).

13 In 1984, 356 new commercial banks were chartered. By 1994 the number had declined to 47, but it then increased to 97 in
1995 and 140 in 1996.

tended to emphasize the need to allow banks more freedom to compete and seek profit op-
portunities, the FDIC leaned toward protecting the deposit insurance fund, and the Federal
Reserve often took a middle-of-the-road position.

Differences between the FDIC and the OCC reflected the different responsibilities of
an insurer and a chartering agency. They also reflected a problem that may potentially arise
in bank regulation regardless of the agency involved: how to strike the correct balance be-
tween encouraging increased competition and preserving stability and safety. To be sure, no
such conflict is likely to exist in the long run: depository institutions must be able to com-
pete and to participate in market innovations if they are to be viable in the long term. At any
particular time, however, a short-term conflict may arise. The classic case is that of the sav-
ings and loan industry. Broadened nonmortgage powers were deemed essential to the long-
term viability of thrift institutions, but the very act of providing these powers (without
appropriate safeguards and at a time when thrifts were undercapitalized) contributed to the
collapse of many thrift institutions and the weakening of many banks in the 1980s.12

In varying degree, differences among regulators were evident in the development of
policies relating to chartering new banks, the use of brokered funds, and capital require-
ments. With respect to the entry of new banks, both the OCC and the states sharply in-
creased chartering in the 1980s. (Texas�where branching was restricted�accounted for
particularly large shares of total new state and national bank charters.) In 1980, when the
OCC sought to foster increased competition by allowing new entrants into banking mar-
kets, the agency revised its requirements for approving new charters. But when a dispro-
portionate number of new banks became troubled and failed, the FDIC expressed its
concern about the OCC�s policy. A basic issue was the FDIC�s ability to deny insurance
coverage to newly chartered institutions. FDIC approval of insurance was, for all practical
purposes, necessary before a state would grant a new charter, but national banks and Fed-
eral Reserve member banks received insurance upon being chartered as a matter of law.
Congress settled this issue in FDICIA by requiring that all institutions seeking insurance
formally apply to the FDIC, thereby assuring the deposit insurer a role in new bank char-
tering. Meanwhile, the number of new commercial bank charters reached a peak in 1984,
then gradually declined until 1994.13
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The regulators also differed on the appropriate treatment of brokered deposits. (Bro-
kered deposits had a largely indirect influence on bank failures in that many weak savings
institutions used them to fund rapid loan expansion in competition with healthier banks and
thrift institutions.) In 1984, the FDIC and the Federal Home Loan Bank Board proposed
that brokered deposits be insured only up to $100,000 per broker per bank, whereas the
OCC favored a less-stringent approach. Safety-and-soundness considerations seemed to be
pitted against the objective of permitting evolution to proceed in the financial markets. In
the end Congress stepped in, and both FIRREA and FDICIA limited the use of brokered de-
posits by troubled institutions.

A third instance of regulatory disagreement concerned the adoption of formal capital
requirements with uniform standards for minimum capital levels. In view of the relatively
low capital ratios at many large banks and the rise in the number of failures, all of the agen-
cies favored the objective of explicit capital standards, but initially they differed on the
specifics; the FDIC generally favored higher capital requirements than the OCC, and the
Federal Reserve offered a compromise in at least one instance. In 1985, with congressional
encouragement, the regulators agreed on a uniform system covering all banks. In 1990 a
further, major change came with the adoption of interim risk-based capital requirements,
supplemented by leverage requirements. Capital standards became part of the triggering
mechanism for the Prompt Corrective Action (PCA) prescribed by FDICIA in 1991. Final
risk-based requirements took effect in 1992.

Geographic Pattern of Bank Failures
The national economic, legislative, and regulatory factors discussed above affected

potentially all banks. A variety of other factors affected banks differently in particular
regions of the country, as indicated by the geographic pattern of bank failures. During 
the 1980�94 period, 1,617 FDIC-insured commercial and savings banks were closed or
received FDIC financial assistance (see table 1.1). This number was 9.14 percent of the sum
of all banks existing at the end of 1979 plus all banks chartered during the subsequent 
15 years. The comparable figure for the preceding 15-year period (1965�79) was 0.3 
percent.

The geographic pattern of bank failures can be expressed in a number of ways�by
number of failed banks, amount of failed-bank assets, proportion of failed banks and failed-
bank assets relative to all banks in individual states, or particular states� shares in national
totals for bank failures and failed-bank assets. But by any of these measures, it is evident
that bank failures during the 1980�94 period were highly concentrated in relatively few re-
gions�which, however, included some of the country�s largest banking markets in terms of
number of institutions and dollar resources. Thus, geographically confined crises were
translated into a national problem. At one end of the scale, in 7 states the number of bank
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Table 1.1

Bank Failures by State, 1980�1994

Number of Bank Percent of Total Assets of Failed Banks Percent of Total
Failures Number of Banks ($Thousands) Bank Assets

Alabama 9 2.47 $    215,589 1.18
Alaska 8 44.44 1,083,417 41.58
Arizona 17 26.15 331,059 1.66
Arkansas 11 4.03 160,797 1.47
California 87 15.26 4,222,302 1.69
Colorado 59 12.39 1,035,553 5.24
Connecticut 32 18.39 6,818,223 22.17
Delaware 1 1.61 582,350 0.74
District of Columbia 5 17.86 1,135,066 13.39
Florida 39 4.56 4,524,461 4.30
Georgia 3 0.53 60,922 0.17
Hawaii 2 20.00 13,941 0.29
Idaho 1 3.13 42,931 0.84
Illinois 33 2.52 35,031,196 25.75
Indiana 10 2.40 241,463 0.76
Iowa 40 6.07 652,681 3.25
Kansas 69 10.71 1,233,874 7.26
Kentucky 7 1.91 97,742 0.48
Louisiana 70 22.44 4,105,621 17.39
Maine 2 2.63 875,303 13.51
Maryland 2 1.45 43,827 0.06
Massachusetts 44 10.63 10,240,719 12.90
Michigan 3 0.75 159,917 0.29
Minnesota 38 4.87 1,491,250 4.95
Mississippi 3 1.63 338,680 3.18
Missouri 41 5.24 1,043,379 2.25
Montana 10 5.75 172,739 3.32
Nebraska 33 6.88 323,646 2.91
Nevada 1 4.17 18,036 0.10
New Hampshire 16 12.60 3,320,916 31.98
New Jersey 14 5.71 4,695,156 9.49
New Mexico 11 11.00 568,326 9.47
New York 34 8.79 31,701,442 6.22
North Carolina 2 1.59 74,553 0.27
North Dakota 9 5.00 77,565 1.76
Ohio 5 1.14 171,765 0.29
Oklahoma 122 22.02 5,838,273 23.85
Oregon 17 17.00 599,703 4.34
Pennsylvania 5 1.19 17,454,150 16.99
Puerto Rico 5 33.33 527,375 8.94
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Table 1.1 (continued)

Bank Failures by State, 1980�1994

Number of Bank Percent of Total Assets of Failed Banks Percent of Total
Failures Number of Banks ($Thousands) Bank Assets

Rhode Island 2 8.33 323,861 3.29
South Carolina 1 0.87 64,629 0.67
South Dakota 8 4.73 711,345 4.04
Tennessee 36 9.05 1,730,076 6.34
Texas 599 29.41 60,192,424 43.84
Utah 11 11.58 339,237 4.04
Vermont 2 5.41 93,802 2.94
Virginia 7 2.45 133,529 0.47
Washington 4 2.63 713,803 2.42
West Virginia 5 1.98 123,829 1.25
Wisconsin 2 0.30 50,882 0.19
Wyoming 20 16.67 375,332   10.30
U.S. 1,617 9.14% $206,178,657 8.98%

Note:  Data refer to FDIC-insured commercial and savings banks that were closed or received FDIC assistance.  Total num-
ber of banks is the number of banks on December 31, 1979, plus banks newly chartered in 1980�94.  Asset data are assets of
banks existing on December 31, 1979, plus assets of newly chartered banks as of date of failure, merger, or December 31,
1994, whichever is applicable, and first available assets for Massachusetts banks that became FDIC-insured in the mid-1980s.
Data exclude 13 newly chartered banks that reported no asset figures and 4 banks in U.S. territories.

14 The 8.98 percent figure refers to the failed-bank portion of the following: assets of all banks existing as of December 31,
1979, plus assets of banks chartered in 1980�94 as of the date of merger, failure, or December 31, 1994, whichever is ap-
plicable, and first available assets for Massachusetts banks that became FDIC-insured in the mid-1980s. Data are not ad-
justed for inflation.

failures constituted at least 20 percent of the total number of existing and new banks
(Alaska, Arizona, Hawaii, Louisiana, Oklahoma, Puerto Rico, and Texas). At the other end
of the scale, in 24 states bank failures represented less than 5 percent of the total number of
existing and new banks. Of the total 1,617 failures during the entire 1980�94 period, nearly
60 percent were in only 5 states: California, Kansas, Louisiana, Oklahoma, and Texas.
Included in these numbers are failures of bank holding company subsidiaries; in Texas and
other states with branching restrictions, these were more like branches than independent
institutions. 

An alternative measure of the severity of bank failures is based on assets. Assets of
banks failing in 1980�94 constituted 8.98 percent of the sum of total bank assets at the end
of 1979 plus the assets of banks chartered during the 1980�94 period.14 In 6 states (Alaska,
Connecticut, Illinois, New Hampshire, Oklahoma, and Texas), failed-bank assets consti-
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tuted at least 20 percent of total assets at year-end 1979 plus new-bank assets. On the other
hand, in 33 states the failed-bank share was less than 5 percent. Of all banks that failed dur-
ing the 1980�94 period, 59 percent of assets at the quarter before failure were accounted for
by 3 states: Illinois, New York, and Texas. (See table 1.2.)15

Although widespread bank failures were limited to a few areas of the country, even a
relatively �small� number of failures could cause serious strains on the deposit insurance
fund. In 1988, for example, the number of failures and the amount of failed-bank assets
reached post-Depression records of 279 and $54 billion (nominal dollars), respectively, but
still represented in each case less than 2 percent of the total number of banks and total bank
assets at the beginning of the year. Nevertheless, in that year the FDIC sustained the first
operating loss in its history, and operating losses continued through 1991, after which, pro-
visions for insurance losses were sharply reduced. And even the smaller number of failures
before 1988 had an evident effect on the FDIC�s income and expense position. Beginning
in 1984, provisions for insurance losses exceeded annual deposit insurance assessments,
and this shortfall continued through 1990.16

The figures by state illustrate some of the factors associated with bank failures. The
incidence of failure was particularly high in states characterized by

� severe economic downturns related to the collapse in energy prices (Alaska, Louisiana,
Oklahoma, Texas, and Wyoming);

� real estate�related downturns (California, the Northeast, and the Southwest);

� the agricultural recession of the early 1980s (Iowa, Kansas, Nebraska, Oklahoma, and
Texas);

� an influx of banks chartered in the 1980s (California and Texas) and the parallel phe-
nomenon of mutual-to-stock conversions (Massachusetts);

� prohibitions against branching that limited banks� ability to diversify their loan portfo-
lios geographically and to fund growth through core deposits (Colorado, Illinois,
Kansas, Texas, and Wyoming);17

� the failure of a single large bank (Illinois) or of a small number of relatively large banks
(New York and Pennsylvania).

15 Comparisons based on assets of failed banks are subject to distortion because of the effect of inflation, differences in the
timing of failures among the states, and differences in asset dates between new banks and banks existing at year-end 1979.

16 Beginning in 1989, data refer to the Bank Insurance Fund (FDIC, Annual Report, various years).
17 Information on state branching provisions is as of September 30, 1985, as compiled by the Conference of State Bank Su-

pervisors. CSBS listed 7 states as having unit banking as of September 30, 1985, 6 as a result of legal prohibitions (Col-
orado, Illinois, Kansas, Montana, North Dakota, and Texas). One (Wyoming) had no statute, but unit banking was
prevalent. 
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Table 1.2

Assets of Failed Banks at the Quarter before Failure, by State, 1980�1994

Assets of Failed Banks
State ($Thousands) Percent Distribution

Alabama $     266,443 0.08
Alaska 3,049,573 0.96
Arizona 453,522 0.14
Arkansas 229,700 0.07
California 6,018,036 1.90
Colorado 1,072,556 0.34
Connecticut 17,717,959 5.59
Delaware 582,350 0.18
District of Columbia 2,189,658 0.69
Florida 15,471,515 4.88
Georgia 104,607 0.03
Hawaii 11,486 0.00
Idaho 55,867 0.02
Illinois 40,765,430 12.87
Indiana 311,825 0.10
Iowa 809,089 0.26
Kansas 1,697,588 0.54
Kentucky 114,931 0.04
Louisiana 4,616,370 1.46
Maine 2,228,177 0.70
Maryland 57,000 0.02
Massachusetts 26,632,401 8.41
Michigan 160,300 0.05
Minnesota 1,669,974 0.53
Mississippi 288,949 0.09
Missouri 3,096,719 0.98
Montana 212,896 0.07
Nebraska 402,185 0.13
Nevada 18,036 0.01
New Hampshire 5,393,842 1.70
New Jersey 6,919,198 2.18
New Mexico 723,576 0.23
New York 51,577,291 16.28
North Carolina 74,553 0.02
North Dakota 120,109 0.04
Ohio 152,254 0.05
Oklahoma 6,712,651 2.12
Oregon 622,091 0.20
Pennsylvania 14,265,742 4.50

(continued)



An Examination of the Banking Crises of the 1980s and Early 1990s Volume I

18 History of the Eighties�Lessons for the Future

Table 1.2 (continued)

Assets of Failed Banks at the Quarter before Failure, by State, 1980�1994

Assets of Failed Banks
State ($Thousands) Percent Distribution

Puerto Rico 543,748 0.17
Rhode Island 600,706 0.19
South Carolina 64,629 0.02
South Dakota 743,698 0.23
Tennessee 2,446,083 0.77
Texas 93,061,510 29.37
Utah 469,637 0.15
Vermont 329,478 0.10
Virginia 296,368 0.09
Washington 769,109 0.24
West Virginia 123,139 0.04
Wisconsin 70,757 0.02
Wyoming 428,606 0.14
U.S. $316,813,917 100.00%

Note:  Failed-bank assets are assets as of the quarter before failure or assistance, or assets as of the last available Call Report
before failure or assistance.

In some states bank failures were affected by more than one of these factors. For ex-
ample, the particularly high incidence of failures in Texas reflected the rapid rise and sub-
sequent collapse in oil prices, the commercial real estate boom and bust, the effects of the
agricultural recession, the large number of new banks chartered in the state during the
1980s, and state prohibitions against branching. (The high proportion of bank failures in
Texas also reflected supervisory developments. As noted below, declines in the number and
frequency of on-site examinations in the 1983�86 period were particularly pronounced in
Texas; earlier identification of troubled banks might have prevented some failures.)18 By
the same token, some states that exhibited only one or two of the factors associated with
bank failures had relatively few failures. Montana and North Dakota, for example, had pro-
hibitions against branching, but their failure rates were below the national average, whether
measured by number of institutions or by assets. Differences among the states in failure
rates and in the presence or absence of factors associated with failures illustrate the conclu-
sion that the rise in the number of bank failures cannot be ascribed to any single cause.

18 Texas was also a leading state for S&L failures. Texas S&Ls accounted for 18 percent of all of the failures resolved by the
Resolution Trust Corporation (RTC), 14 percent of S&L assets at time of takeover, and 29 percent of total estimated RTC
resolution costs. See RTC, Statistical Abstract (August 1989/September 1995).
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Regional and Sectoral Recessions
Although the interplay of broad economic, legislative, and regulatory forces helped

make the environment for banking increasingly demanding, the more immediate cause of
bank failures was a series of regional and sectoral recessions. Because most U.S. banks
served relatively narrow geographic markets, these regional and sectoral recessions had a
severe impact on local banks. It should be noted, however, that not all regional recessions
of the magnitude experienced during the 1980�94 period resulted in a major increase in the
number of bank failures. Rather, bank failures were generally associated with regional re-
cessions that had been preceded by rapid regional expansions�that is, they were associated
with �boom-and-bust� patterns of economic activity. Bank loans helped to fuel the boom
phase of the cycle, and when economic activity turned down, some of these loans went sour,
with the result that banks holding these loans were weakened. By contrast, recessions that
were preceded by relatively slow economic activity, such as those in the Rust Belt, gener-
ally did not lead to widespread bank failures.

This relationship between the number of bank failures and regional boom-and-bust
patterns of economic activity is illustrated by the data in tables 1.3 and 1.4, which show that
bank failure rates were generally high in states where, in the five years preceding state re-
cessions, real personal income grew faster than it did for the nation as a whole. Conversely,
bank failure rates were relatively low in states where, in the five years preceding state re-
cessions, real personal income grew more slowly than it did for the nation as a whole.19

There were four major regional and sectoral economic recessions that were associated
with widespread bank failures during the 1980�94 period. The first accompanied the down-
turn in farm prices in the early and middle 1980s after years of rapid increases during the
late 1970s (see figure 1.5). The downturn in prices led to reductions in net farm income and
farm real estate values and a rise in the number of failures of banks with heavy concentra-
tions of agricultural loans. The second recession occurred in Texas and other energy-
producing southwestern states, where gross state product dropped after oil prices turned
down in 1981 and again in 1985 (see figure 1.6). The 1981 oil price reduction was followed
by a regional boom and bust in commercial real estate activity. The third recession was in
the northeastern states, which experienced negative growth in gross state product in
1990�91. The final episode was a recession in California, as growth in gross state product
turned negative in 1991�92. 

Of the 1,617 bank failure and assistance cases from 1980 to 1994, 78 percent were lo-
cated in the regions suffering these economic downturns�the Southwest, the Northeast,

19 In some high-growth states the number of bank failures rose sharply after the states� recessions, but the increase fell out-
side the three-year periods shown in table 1.3. For example, Arizona experienced especially rapid growth before the state�s
1982 recession and also saw a high rate of bank failures (tables 1.1 and 1.2), but most of them occurred in 1989�90.
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Table 1.3

Bank Failures and Growth Rates of Real Personal Income, by State,
1980�1994 (Percent)

Growth Rates of Real Personal Income

Five Years before Recession

State Minus Percent of Banks Failing
Recession State Growth Rate, State Growth U.S. Growth in Recession and Next 2

State* Years� Recession Years Rate Rate Years�

Wyoming 1982�87 −3.03 8.26 5.05 18.52
Nevada 1982 −0.17 7.83 4.62 8.33
Oklahoma 1983�87 −1.42 6.05 3.78 20.83
Alaska 1986�87 −5.46 6.63 3.75 50.00
Arizona 1982 −0.18 6.69 3.49 0.00
New Hampshire 1990�91 −0.43 5.69 2.50 19.51
Louisiana 1983�87 −0.75 4.69 2.41 21.22
Washington 1982 −0.24 4.97 1.76 0.93
Maryland 1991 −0.33 4.49 1.61 1.92
Texas 1986�87 −0.98 4.43 1.55 20.45
Maine 1991 −2.15 4.42 1.54 5.13
Vermont 1991 −1.45 4.32 1.44 6.25
Connecticut 1991 −1.94 4.30 1.42 22.05
California 1991 −1.04 4.20 1.32 7.26
Oregon 1981�82 −2.40 5.03 1.21 14.63
New Jersey 1991 −1.13 3.89 1.01 6.00
Rhode Island 1991 −1.82 3.79 0.91 13.33
Massachusetts 1991 −1.87 3.79 0.91 9.77
New York 1991 −0.88 3.71 0.83 3.86
Mississippi 1980 −1.09 4.15 0.42 0.00
Arkansas 1980�82 0.27 4.14 0.42 2.33
Kentucky 1980�83 0.17 4.08 0.36 0.58
Tennessee 1982 −0.05 3.12 −0.09 7.41
West Virginia 1981�83 −0.73 3.63 −0.19 0.84
Illinois 1991 −0.09 2.64 −0.24 0.55
Missouri 1980�82 0.55 3.41 −0.32 0.69
Wisconsin 1981�82 −0.22 3.49 −0.33 0.00
North Dakota 1985�88 −3.54 2.28 −0.38 4.52
Kansas 1980 −0.30 3.32 −0.41 0.49
Idaho 1982 −1.91 2.79 −0.41 0.00
Michigan 1991 −0.58 2.41 −0.47 0.00
Alabama 1982 −0.24 2.72 −0.48 0.97
Michigan 1980�82 −2.73 3.12 −0.60 0.54
Hawaii 1981 −0.63 3.20 −0.62 0.00
Indiana 1980�82 −1.39 3.03 −0.69 0.49
Iowa 1979�85 −0.31 1.83 −0.79 4.92
Iowa 1991 −0.39 2.04 −0.84 0.18
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Table 1.3 (continued)

Bank Failures and Growth Rates of Real Personal Income, by State,
1980�1994 (Percent)

Growth Rates of Real Personal Income

Five Years before Recession

State Minus Percent of Banks Failing
Recession State Growth Rate, State Growth U.S. Growth in Recession and Next 2

State* Years� Recession Years Rate Rate Years�

Montana 1980�82 1.21 2.87 −0.86 0.62
Nebraska 1979�83 0.24 1.67 −0.96 4.20
Montana 1985�88 −0.17 1.39 −1.28 4.79
Ohio 1980�82 −0.73 2.41 −1.31 0.00
Illinois 1980�82 −0.28 2.34 −1.38 1.60
South Dakota 1980�82 −1.38 2.09 −1.63 1.30
West Virginia 1987 −1.33 0.51 −2.65 0.47
North Dakota 1991 −2.50 0.08 −2.80 0.00
Iowa 1988 −1.11 1.01 −3.09 1.17
District of Columbia 1980 −2.94 −0.08 −3.80 0.00
North Dakota 1979�80 −3.54 −1.59 −4.21 0.58

Note:  Data refer to all states that experienced a decrease in real personal income in any year from 1980 to 1992. 

*States are ranked according to the magnitude of the difference between state growth rates and the U.S. growth rate in real
personal income during the five years before state recessions. 

�Recessions are defined as years in which personal income deflated by GDP deflator decreased.  Recoveries are counted as
having at least two consecutive years of growth in real personal income.  In some states, therefore, personal income increased
during a single year sufficiently to produce positive growth for the recession as a whole.  

�Percent of banks failing is based on the number of banks existing as of December of the year preceding the recession.

Table 1.4

Bank Failures and Growth Rates of Real Personal Income,
by State Recession Quartile

(Percent)

Average Difference between State Average State Bank Failure
State Recession Growth Rate and U.S. Growth Rate, Rate in Recession

Quartile* 5 Years before Recession� and Next 2 Years

1 2.79 14.42

2 0.71 7.34

3 −0.48 1.06

4 −2.07 1.28

*State recessions are grouped in quartiles according to the magnitude of the difference between state growth rate and U.S.
growth rate in real personal income from table 1.3. 

�Data are unweighted averages of individual state data.
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Source: Economic Report of the President, 1986, 1996.

Figure 1.5

Farm Prices, Exports, Income, Debt, and Real Estate Value, 1975 94–19
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Figure 1.6

Changes in Gross State Product and Gross Domestic Product, 1980–1994

Source: U.S. Department of Commerce, Bureau of Economic Analysis.
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and California�or were agricultural banks outside of these three regions.20 These failures
accounted for 71 percent of the assets of failed banks over the period. Although all four of

20 Agricultural banks are defined as banks with 25 percent or more of total loans in agricultural loans. Data on assets of failed
banks are as of the quarter before the date of failure. The Southwest includes Arkansas, Louisiana, New Mexico, Okla-
homa, and Texas. The Northeast includes New Jersey, New York, and the six New England states (Connecticut, Maine,
Massachusetts, New Hampshire, Rhode Island, and Vermont). The bulk of the agricultural bank failures, other than those
in the two southwestern states of Oklahoma and Texas, were in Iowa, Kansas, Minnesota, Missouri, and Nebraska.
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21 See Chapter 8, �Banking and the Agricultural Problems of the 1980s.�
22 See John O�Keefe, �The Texas Banking Crisis: Causes and Consequences, 1980�1989,� FDIC Banking Review 3, no. 2

(1990); and Chapter 9, �Banking Problems in the Southwest.�
23 See Chapter 11, �Banking Problems in California.�
24 See Chapter 10, �Banking Problems in the Northeast.�

the recessions associated with bank failures were partly shaped by their own distinct cir-
cumstances, certain common elements were present:

1. Each followed a period of rapid expansion; in most cases, cyclical forces were ac-
centuated by external factors.

2. In all four recessions, speculative activity was evident. �Expert� opinion often
gave support to overly optimistic expectations. 

3. In all four cases there were wide swings in real estate activity, and these con-
tributed to the severity of the regional recessions.

4. Commercial real estate markets in particular deserve attention because boom and
bust activity in these markets was one of the main causes of losses at both failed
and surviving banks.

Rapid expansion. In the agricultural belt, increased farm production and purchases of
farmland were stimulated by rapid inflation during the 1970s in the prices of farm products,
a sharp run-up in farm exports, and widespread expectations of strong worldwide demand
in the 1980s. But as farm exports declined and higher interest rates increased farm costs, the
expansion gave way to a downturn.21 Similarly, in the Southwest (as well as other oil-pro-
ducing areas around the world) strong worldwide demand for oil plus OPEC restrictions on
supply led to a major rise in oil prices and strong economic expansion�but the weakening
in oil prices after 1981 and their rapid drop in 1985 (brought on partly by the collapse of dis-
cipline in the international oil cartel) resulted in two economic downturns during the 1980s
in the Southwest.22 California enjoyed a rate of economic growth above the national aver-
age during the 1980s but was hit particularly hard during the 1991�92 national recession,
partly because of cutbacks in defense spending.23 In the Northeast, growth rates in overall
production were above the national average during 1982�88; the subsequent decline came
about mainly because a local economic slowdown was followed�and aggravated�by the
1991�92 national economic recession and by a boom and bust in northeastern residential
and commercial real estate activity.24

Speculative activity with �expert� support. Speculative activity was reflected in a
number of developments. Farm real estate values showed an uninterrupted rise in the late
1970s and early 1980s, even though gross returns per acre for major crops were tracing a
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25 In 1982, when land values reached their zenith, gross rates of return for corn and soybeans were less than two-thirds their
1970 levels and approximately one-third their 1973 levels. See Chapter 8, �Banking and the Agricultural Problems of the
1980s.�

26 See Chapter 3, �Commercial Real Estate and the Banking Crises�; and O�Keefe, �The Texas Banking Crisis.�
27 �Speculative activity� in this context is synonymous with economic �bubbles� defined as follows: �if the reason that the

price is high today is only because investors believe that the selling price will be high tomorrow�when �fundamental� fac-
tors do not seem to justify such a price�then a bubble exists.� See Joseph E. Stiglitz, �Symposium on Bubbles,� Journal
of Economic Perspectives 4, no. 2 (spring 1990): 13.

28 Robert Bergland, secretary of agriculture in 1980, said, �The era of chronic overproduction...is over.� In 1972, then-Secre-
tary of Agriculture Earl Butz is said to have advised farmers to plant �from fencerow to fencerow.� (Both quotations are
from Gregg Easterbrook, �Making Sense of Agriculture: A Revisionist Look at Farm Policy,� The Atlantic 256 (July 1985):
63. See Chapter 8, �Banking and the Agricultural Problems of the 1980s.�

29 Interviews with regulators and bankers. See Chapter 10, �Banking Problems in the Northeast.�
30 See citations in Chapter 11, �Banking Problems in California.�

highly variable and generally downward trend.25 In the Southwest, commercial construc-
tion and lending activity continued in major markets after vacancy rates began to soar. In
many commercial real estate mortgage markets, underwriting standards were relaxed.26 The
presence of speculative activity was frequently mentioned in interviews conducted in 1995
by staff of the FDIC�s Division of Research and Statistics as part of the research for this
study.27 (In all, approximately 150 bankers and regulators were interviewed in Atlanta,
Boston, Dallas, Kansas City, New York, San Francisco, and Washington). Numerous inter-
viewees cited a belief common in the 1980s that the boom economies of this period had un-
limited viability. They also noted that in many cases bankers were engaged in asset-based
lending, relying on collateral values supported by inflationary expectations rather than by
cash flows.

Examples of �expert� opinion that supported optimism included statements attributed
to two secretaries of agriculture28 and comments by many observers in the Northeast that
the area�s economy was diversified, mature, and largely immune to Texas-style real estate
problems.29 Another example is provided by economists and other analysts, who as late as
1990 and 1991 were discounting the prospect of a bust in California home prices.30

Wide swings in real estate activity. In the agricultural belt, prices of farmland were bid
up during the 1970s by farmers and investors, who were responding to increases in the
prices of farm products as well as expectations of continued strong foreign demand. Farm-
land values continued to rise until 1982, remained at high levels until 1984, and then col-
lapsed (figure 1.5). In the Southwest, both residential and nonresidential construction rose
sharply during the early 1980s before falling precipitously later in the decade; these wide
real estate swings followed the earlier oil-generated cycle and contributed to the second
Southwest recession in the 1980s. In both the northeastern states and California, boom-and-
bust real estate activity aggravated general state recessions in the early 1990s.
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Commercial real estate markets and bank losses. Commercial real estate development
is inherently risky, partly because of the long gestation period of many commercial con-
struction projects. When completed projects finally come to market, demand conditions
may have changed considerably from what they were at the time of conception. Another
cause of risk is that many firms seeking commercial floor space are geographically mobile,
so developers are affected by economic events not only in the project�s proximity but in far-
distant areas as well. In addition, commercial real estate projects tend to be highly lever-
aged, a condition that increases the volatility of returns. Relevant data on commercial real
estate are often difficult to obtain because these markets are not highly organized and be-
cause transactions are often �private deals� whose crucial elements may not be publicly
available. Finally, commercial loan contracts usually have nonrecourse provisions prohibit-
ing lenders from satisfying losses from other borrower assets.

In the early 1980s, booming activity in commercial construction was supported by
rapidly increased bank and thrift commercial mortgage lending. A major stimulus for this
activity was provided by public policy actions: tax breaks enacted as part of the Economic
Recovery Act of 1981 greatly enhanced the after-tax returns on real estate investment, and
the Garn�St Germain Act expanded the nonresidential lending powers of savings associa-
tions. Competitive pressures, including those reflected in the reduced bank share of the
market for business loans to large companies, also provided an important stimulus.

Many banks and thrifts moved aggressively into commercial real estate lending. Dur-
ing the 1980s, when total real estate loans of banks more than tripled, commercial real es-
tate loans nearly quadrupled. As a percentage of total bank assets, total real estate loans rose
from 18 to 27 percent between 1980 and 1990, while the ratio for nonresidential and con-
struction loans nearly doubled, from 6 to 11 percent. A pervasive relaxation of underwriting
standards took place, unchecked either by the real estate appraisal system or by supervisory
restraints. Overly optimistic appraisals, together with the relaxation of debt coverage, of
maximum loan-to-value ratios, and of other underwriting constraints, meant that borrowers
frequently had no equity at stake, and lenders bore all of the risk.31

Overbuilding occurred in many markets, and when the bubble burst, real estate values
collapsed. (The downturn was aggravated by the Tax Reform Act of 1986, which removed
tax breaks for real estate investment and caused a reduction in after-tax returns on such in-
vestment.) At many financial institutions loan quality deteriorated significantly, and the de-
terioration caused serious problems. As discussed in detail below, banks that failed in the
1980s had higher ratios of commercial real estate loans to total assets than surviving banks.

31 These observations on underwriting practices, taken from Chapter 3, reflect the comments of, and have been reviewed by,
a number of FDIC examiners and supervisory personnel who were actively engaged in bank examination and supervision
during the 1980s.
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Failing banks also had higher ratios of commercial real estate loans to total real estate loans,
of real estate charge-offs to total charge-offs, and of nonperforming real estate assets to to-
tal nonperforming assets.

Bank Performance in Regional and Sectoral Recessions
The behavior of banks in the regions and sectors that suffered recessions during the

1980s also exhibited some common elements:

1. In the economic expansions that preceded these recessions, banks generally responded
aggressively to rising credit demands.

2. Banks that failed during the regional recessions generally had assumed greater risks, on
average, than those that survived, as measured by ratios of total loans and commercial
real estate loans to total assets. Banks that failed had generally not been in a seriously
weak condition (as measured by equity-to-assets ratios) in the years preceding the re-
gional recessions.

3. Banks chartered in the 1980s and mutual institutions converting to the stock form of
ownership failed with greater frequency than comparable banks.

Aggressive response. In the case of agricultural banks, aggressive response is evident
in the growth of farm loans, which increased rapidly and reached a peak in 1984, after the
1981 highs in prices received by farmers and net farm income and the 1982 high in farm-
land values. In Texas, banks responded to the rise in oil prices by rapidly increasing not only
their commercial and industrial loans (including loans to oil and gas producers) but also the
share of commercial and industrial loans in total bank assets. In most of the regions that un-
derwent recessions, the aggressiveness of bank lending is evident as well in the rapid ex-
pansion in nonresidential mortgage lending and in the increased share of commercial
mortgages in total bank assets.

Risk taking and failure. Banks that would fail during the 1980�94 period generally had
higher ratios of total loans to assets and commercial real estate loans to assets throughout
most of the period (see figures 1.7 and 1.8). (In this context, commercial real estate loans in-
clude construction loans, nonfarm nonresidential loans, and multifamily mortgages.) This
was true for banks in the agricultural belt, the Southwest, the Northeast, California, and the
total United States. In the agricultural belt, the Southwest, and the Northeast, banks that
would fail during the regional recessions had significantly higher loans-to-assets ratios in
the year before the recessions began (see table 1.5).32 In the Northeast and Southwest, com-

32 Regional recessions are considered to have begun in the agricultural belt in 1982 (following the 1981 high in prices re-
ceived by farmers), in the Southwest in 1982 (after oil prices reached a peak in 1981), and in the Northeast and California
in the first year of negative gross state product (figure 1.6).
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Figure 1.7
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Ratio of Commercial Real Estate Loans to Total Assets, Failed
and Nonfailed Banks, 1980 94–19
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Note: Commercial real estate loans = construction loans + multifamily loans + nonfarm, nonresidential loans. Data are
unweighted averages of individual bank ratios of commercial real estate loans to total assets. Data for banks that subsequently
failed are not shown for years when there were fewer than ten banks that would fail in subsequent years. Open-bank assistance
cases are not counted as failures.
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Table 1.5

Selected Financial Ratios

A.  Failed and Nonfailed Banks 1 Year before Regional Recession

1981 1989 1990

Agricultural Banks Southwest Banks Northeast Banks California Banks

Ratio Failed Nonfailed Failed Nonfailed Failed Nonfailed Failed Nonfailed

Equity/Assets 7.91% 8.30%* 7.00% 7.63%* 6.67% 9.21%* 5.71% 10.47%*
Eq.+Loss Res./Assets 9.11 9.77* 8.64 9.25* 8.34 9.93 7.20 11.46*
Nonprfm Lns/Tot Lns  NA NA NA NA 8.60 2.95* 6.23 2.39*
ROA 1.26 1.33 1.22 1.38* -1.68 0.67* -0.63 0.36
ROE 16.90 16.44 18.98 18.99 -23.65 6.73* -7.78 9.88*
Loans/Assets 56.30 48.48* 53.94 47.72* 75.16 68.05* 73.12 69.63
Comm. Mtgs/Assets 2.08 2.19 3.92 3.42* 13.91 9.44* 10.79 11.91

B.  Failed and Nonfailed Banks 3 Years before Regional Recession

1979 1987 1988

Agricultural Banks Southwest Banks Northeast Banks California Banks

Ratio Failed Nonfailed Failed Nonfailed Failed Nonfailed Failed Nonfailed

Equity/Assets 7.39% 7.87%* 6.94% 7.45%* 7.96% 8.86%* 6.95% 9.58%
Eq.+Loss Res./Assets 8.85 9.45* 8.45 9.08* 8.53 9.37 8.02 10.52
Nonprfm Lns/Tot Lns  NA NA NA NA 1.70 1.14* 4.86 2.28*
ROA 1.15 1.28* 1.00 1.28* 0.62 1.04* 0.08 0.78*
ROE 16.10 16.64 15.55 17.80* 11.66 14.32 2.29 10.85
Loans/Assets 58.40 55.56* 53.42 50.02* 74.31 66.33* 68.72 63.01*
Comm. Mtgs/Assets 2.13 2.42* 3.99 3.71 13.08 8.25* 7.78 8.76

Note:  Data are unweighted averages of individual bank ratios.  Asset and loan figures are year-end values of the given year,
and equity figures are year-end of the previous year.  Excluded were banks chartered within the specified year, banks that
failed before the recession, and banks participating in the Net Worth Certificate Program.  Nonperforming loans were not re-
ported before 1982.

*Significant at 95 percent level

33 The comparison in California is between failing and surviving banks with assets below $300 million. All but one of the
state�s bank failures were in that asset-size group, while the total state data are dominated by California�s four megabanks
(see Chapter 11). 

mercial mortgages were higher relative to total assets for failed banks. Banks that would fail
also had lower equity-to-assets ratios than survivors in the year before the recession.33
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34 The 1980�90 period was selected in this comparison to compensate roughly for the fact that banks chartered between 1991
and 1994 did not have as much chance to fail during the period through 1994.

Three years before the onset of the regional recessions, banks that would fail likewise had
significantly higher ratios of loans to assets, but these banks� equity-to-assets ratios�al-
though somewhat lower than those of banks that would survive�were in the generally
healthy range of nearly 7 percent to nearly 8 percent (table 1.5).

These results are generally consistent with the findings on measures of risk and con-
dition summarized below in the section on off-site surveillance. As noted in that section,
five years before their failure, banks that would subsequently fail differed little from banks
that would survive in terms of equity-to-assets ratios and other measures of current condi-
tion. On the other hand, banks that would fail had higher loans-to-assets ratios than sur-
vivors, and high loans-to-assets ratios were the risk factor with the strongest statistical
relationship to incidence of failure five years later.

Although high loan volumes were a prominent feature of failing banks from 1980 to
1994, they obviously were not an automatic route to failure. Banks earn income by manag-
ing risk, including risk of loan defaults. The averages of individual bank ratios discussed
above obscure the fact that some banks that survived also had high concentrations of assets
in total loans and/or commercial mortgages. Similarly, as noted below in the section on off-
site surveillance, only a fraction of the banks with high loans-to-assets ratios would fail five
years later. The conditions enabling many banks with high-risk financial characteristics to
survive the recessions and avoid failure may include the following, among others: strong
equity and reserve positions to absorb losses, more-favorable risk/return trade-offs, superior
lending and risk-management skills, changes in policies before high risk was translated into
severe losses, improvements in local economic conditions, and timely supervisory actions.
High lending volumes may lead to trouble if a bank achieves them by relaxing credit stan-
dards, entering markets where management lacks expertise, or making large loans to single
borrowers, or if loan growth strains the bank�s internal control systems or back-office oper-
ations. That such factors were present at many banks that failed from 1980 to 1994 has been
suggested by numerous observers, including those interviewed during the research for this
study.

New and converted banks. Approximately 2,800 new banks were chartered in the pe-
riod covered by this study, 39 percent of them in the Southwest (notably Texas) and Cali-
fornia. Of all the institutions chartered in 1980�90,34 16.2 percent failed through 1994,
compared with a 7.6 percent failure rate for banks that were already in existence on De-
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Table 1.6

Failure Rates, Newly Chartered and Existing Banks

Banks Chartered, 1980�1990

Number Failed Percent Failed

Region 1980�1994 1980�1994

Southwest 248 33.3

Southeast 26 4.3

Northeast 38 19.3

California 41 13.1

U.S. 420 16.2

Banks Existing on December 31, 1979

Number Failed Percent Failed

Region 1980�1994 1980�1994

Southwest 538 21.4

Southeast 77 3.1

Northeast 89 8.5

California 31 12.8

U.S. 1,114 7.6

35 A study of the Texas experience concluded that �the relatively high failure rate for newly established Texas banks can be
explained by high-risk financial policies� (Jeffery W. Gunther, �Financial Strategies and Performance of Newly Estab-
lished Texas Banks,� Federal Reserve Bank of Dallas Financial Industry Studies [December 1990]: 13).

36 In the Southwest and Northeast, newly chartered banks failed with greater frequency than preexisting banks, whether
�newly chartered� includes all banks chartered during the 1980�90 period or only those that were in existence for five years
or less. In Southern California, however, failure rates for banks in existence for five years or less were lower than those for
preexisting banks, whereas failure rates for all banks chartered in the entire 1980�90 period were higher.

37 Jennifer L. Eccles and John P. O�Keefe, �Understanding the Experience of Converted New England Savings Banks,� FDIC
Banking Review 8, no. 1 (1995): 1�18.

cember 31, 1979 (see table 1.6).35 Although the data are dominated by the Texas experience,
in most areas banks chartered in the 1980s generally had a higher failure rate than banks ex-
isting at the beginning of the 1980s.36

In the Northeast, mutual savings banks that converted to the stock form of ownership
represented a somewhat comparable phenomenon.37 Of the mutuals that converted in the
middle and late 1980s after state legislation permitted such action, 21 percent of the insti-
tutions existing at the end of 1989 failed in 1990�94. This compared with 8 percent of the
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Table 1.7

Failure Rates of Converted Mutual Savings Banks and Other Banks,
Northeastern States

Commercial Savings Banks Cooperative
Banks Stock Mutual Banks* Total

Number Existing 12/31/89 588 149 211 101 1,049

Number of Failures, 1990�94 65 32 16 5 118

Percent Failed 11 21 8 5 11

Note:  Data are for Connecticut, Maine, Massachusetts, New Hampshire, New Jersey, New York, Rhode Island, and Vermont.

* �Cooperative banks� is the term used for state-chartered savings and loan associations in Massachusetts.

mutuals that existed as of the end of 1989 and had not converted, and 11 percent of the re-
gion�s commercial banks (see table 1.7). New banks and converted mutuals highlighted in
extreme fashion the problems confronting many other banks in the 1980s. These institu-
tions had strong incentives to expand loan portfolios rapidly in order to leverage high ini-
tial capital positions, increase earnings per share, and meet stockholder expectations.38 In so
doing, these institutions rapidly increased their lending in markets already experiencing
vigorous competition and deteriorating credit standards. They combined powerful compet-
itive pressures to assume greater risk with relative inexperience in a demanding new envi-
ronment. Newly chartered banks began operations at a time when inexperience was a
distinct liability, while many converted mutuals responded to internal and external pres-
sures by entering unfamiliar markets or geographic areas. As a result, a disproportionate
number of new and converted banks failed. 

38 Managers of savings banks that converted may also have been willing to take greater risks with their personal compensa-
tion than managers of banks that retained the mutual form.

Fraud and Financial Misconduct
The precise role of fraud and financial misconduct as a cause of bank failures is diffi-

cult to assess. The consensus of a number of studies is that fraud and financial misconduct
(1) were present in a large proportion of bank and thrift failures in the 1980�94 period, (2)
contributed significantly to some of these failures, and (3) were able to take root because of
the same managerial deficiencies and inadequate internal controls that contributed to the fi-
nancial problems of many failed and problem institutions (apparently internal weaknesses
left some institutions vulnerable not only to adverse economic developments but also to
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abuse and fraud). The studies also agree that the dollar impact of such activity is extremely
difficult to estimate. 

A 1988 OCC study of 162 national bank failures between 1979 and 1987 concluded
that insider abuse was a significant contributing factor in 35 percent of the failures, and
fraud in 11 percent.39 As for problem banks that recovered and survived, the OCC found
that 24 percent of these banks had suffered from significant insider abuse, while none had
significant problems with fraud. Another study, which drew on a number of analyses and re-
ports prepared by Congress and the regulators, concluded that fraud and insider abuse con-
tributed to between 33 and 50 percent of commercial bank failures and from 25 to 75
percent of thrift failures in 1980�88.40 A 1993 U.S. General Accounting Office (GAO) re-
port pointed to the difficulties of quantifying the effects of fraud and to the wide variations
in estimates of its impact.41 Whereas the OCC study found that fraud played a significant
role in 11 percent of national bank failures, the FDIC found that fraud and insider abuse
were present in 25 percent of 1989 bank failures; and the Resolution Trust Corporation
(RTC) reported in 1992 that potential criminal abuses by insiders contributed to 33 percent
of RTC failed thrift cases. Finally, a 1994 GAO report indicated that FDIC investigators had
found insider fraud to be a major cause of failure in 26 percent of a sample of 286 banks that
failed in 1990�91 and insider �problems� (fraud, noncriminal abuses, and loan losses on in-
sider loans) to be present in 61 percent.42

A number of factors make it difficult to measure the effect of fraud and abuse. First,
some cases of fraud go undetected. Second, sometimes the line between poor business
judgment and fraud is difficult to draw, as is the line between criminal and noncriminal ac-
tivities. Third, the regulators and the Federal Bureau of Investigation do not maintain com-
plete or consistent records on fraud convictions, reported incidents of fraud, and financial
misconduct. Fourth, new legislation had effects that make comparisons over time difficult
to draw: FIRREA and the Crime Control Act of 1990 increased the resources for detecting
and reporting fraud and broadened the agencies� powers to deal with bank and thrift fraud.
For all of these reasons, any attempt at precision would be unwarranted. However, it seems
reasonable to infer that fraud and abuse not only were present in a large number of bank and
thrift failures in the 1980�94 period but also contributed to some of them.

39 Office of the Comptroller of the Currency, Bank Failure: An Evaluation of the Factors Contributing to the Failure of Na-
tional Banks (1988).

40 Benton E. Gup, Bank Fraud: Exposing the Hidden Threat to Financial Institutions (1990).
41 U.S. General Accounting Office, Bank and Thrift Criminal Fraud: The Federal Commitment Could Be Broadened

(GAO/GGD-93-48, January 1993).
42 U.S. General Accounting Office, Bank Insider Activities: Insider Problems and Violations Indicate Broader Management

Deficiencies (GAO/GGD-94-88, March 1994).
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Factors Associated with Bank Failures: Conclusion
The preceding discussion points to a variety of factors�economic, financial, legisla-

tive, regulatory, supervisory, managerial�that contributed to bank failures during the
1980s. Not all observers subscribe to a multiple-cause interpretation of bank-failure history
or to the particular set of multiple causes described in this study. Some place particular em-
phasis on one or two specific causes that they believe were especially influential. For ex-
ample, bank regulators tend to place heavy weight on deficiencies in bank management.43

Bankers tend to blame government policy and adverse changes in the economy. Journalists
point to cases of malfeasance. Academic writers have placed special emphasis on the fi-
nancial incentives facing bank owners and managers.

With respect to these last, a considerable body of academic literature has stressed the
effect that flat-rate deposit insurance (whose cost is unrelated to the level of risk assumed 
by individual institutions) had in encouraging moral-hazard risk taking and leading to 
depository-institution failures.44 There seems little question that excessive risk taking by
then-solvent banks contributed to bank failures and that flat-rate deposit insurance con-
tributed to risk taking. However, singling out deposit insurance pricing as the principal ex-
planation of bank failures seems unwarranted. Deposit insurance was available at fixed rates
throughout most of the FDIC�s history, but before the 1980s bank failures were few in num-
ber and were often caused by fraud rather than by financial risk taking. It was changes in the
marketplace (increased competition, downward pressure on profits, lifting of legal re-
straints, and so forth) that created the environment in which increased risk taking (including
exploitation of flat-rate deposit insurance) became advantageous or necessary for many
banks.

Furthermore, as mentioned above, although banks that failed had generally assumed
greater risk before their failure, many other banks with similar risk profiles did not fail. In
the case of these surviving banks, the effects of risk taking, including risk taking stimulated
by underpriced deposit insurance, were apparently offset by other factors, including supe-
rior risk-management skills. The absence of these offsetting factors should therefore be
considered more important causes of bank failures. Moral-hazard risks appear to have had
greater significance in the savings and loan industry than in the banking industry; this was
mainly because thrift regulators permitted (or were forced by a depleted insurance fund to
permit) a large number of thrifts to operate for lengthy periods with little or no equity, a sit-
uation that produced extraordinary incentives for risk taking.

43 See OCC, Bank Failure, 5, 10: �The study showed that deficiencies within boards of directors and management were the
primary internal problems of problem and failed banks . . . The evidence from healthy and rehabilitated banks also supports
our hypothesis that economic conditions are rarely the primary factor in determining a bank�s condition.� See also Richard
Duwe and James Harvey, �Problem Banks: Their Characteristics and Possible Causes of Deterioration,� Federal Reserve
Bank of Kansas City Banking Studies (1988): 3�11.

44 See discussion below of moral hazard (�Role of Deposit Insurance�).
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The academic literature has also produced a second, alternative explanation of the in-
centives facing solvent banks, focusing on issues related to the control of banks exercised
by owners and managers.45 According to this view, managers rather than owners make lend-
ing decisions. If managers are entrenched (imperfectly controlled by owners), they may
make decisions that are at odds with the interests of stockholders. According to this view, in
periods (such as the 1980s) when the lending opportunities for banks were reduced as a re-
sult of the loss of market share in financing large businesses, some managers sought to pre-
serve their perquisites by shifting lending to risky loans�a shift that led to loan losses and
reductions in capital. Focusing on the sometimes different incentives of managers and own-
ers is useful for understanding variations in the behavior of different institutions. However,
it is not clear that such differences played a leading role in the increased number of bank
failures. Many managers may have believed that maintaining their reputations and future
employment prospects would best be served by risk-averse policies that avoided the failure
of their institution. Furthermore, some �entrenched� managers of solvent institutions (for
example, managers of savings banks that retained the mutual form) seem to have operated
their institutions relatively conservatively in the late 1980s.46

A third view of the role of incentives in explaining risk taking by banks draws an anal-
ogy between federal deposit insurance and a trilateral performance bond in which the in-
surance agency provides a bond that protects depositors against poor performance by the
bank.47 This view emphasizes incentive conflicts between various parties: for example,
bank owners and managers, stakeholders in insured institutions and managers of the in-
surance agency, insurance agency managers and elected government officials, elected
government officials and taxpayers. In this setting, regulators lack the incentives to enforce
effective loss-control measures (capital requirements, monitoring, etc.) that are opposed by
the regulated industry or �threaten a regulator�s ability to mask poor performance.�48

45 Gary Gorton and Richard Rosen, �Corporate Control, Portfolio Choice, and the Decline of Banking,� Journal of Finance
(December 1995): 1377�410. Gorton and Rosen conclude that issues of corporate control are more important than moral
hazard in determining the behavior of solvent institutions. In the case of insolvent institutions, managers and owners have
identical interests and behave in the manner suggested by the moral-hazard principle. Another study, based on experience
in the 1990s, concluded that the relationship between corporate structure and risk is significant only at low-franchise-value
banks where moral hazard problems are most severe and conflicts between owner and manager risk preferences are there-
fore the strongest. See Rebecca S. Demsetz, Marc R. Saidenberg, and Philip E. Strahan, �Agency Problems and Risk Tak-
ing at Banks,� Staff Report, Federal Reserve Bank of New York, September 1997.

46 As noted before, mutual savings banks that converted to the stock form failed with greater frequency in the late 1980s and
early 1990s than mutuals that retained the mutual form. Mutual savings banks had no stockholders and were governed by
self-perpetuating boards of trustees or directors, which in some cases were dominated by their chief executive officers;
managers of such institutions might reasonably be considered entrenched in the sense of being imperfectly controlled.

47 Edward J. Kane, �Three Paradigms for the Role of Capitalization Requirements in Insured Financial Institutions,� Journal
of Banking and Finance 19 (1995): 431�59.

48 Ibid., 447. 
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These academic views share an emphasis on the sometimes conflicting incentives of
bank owners, managers, regulators, and others as the principal explanation of insufficiently
restrained bank risk taking. They also share the view that bank risk is essentially endoge-
nous, arising from factors internal to the banking and regulatory systems, including mis-
priced deposit insurance, inadequate owner-control of bank managers, or more general
principal-agent problems among various parties involved in or affected by deposit insur-
ance and bank regulation. The importance of exogenous factors (the economy, financial
markets, etc.) is correspondingly diminished in explaining bank risk taking and failures.

Ultimately, the role of financial incentives in bank failures is inseparable from the role
of broader economic, financial, legislative, and regulatory factors; the extent to which flat-
rate deposit insurance pricing, for example, led to excessive risk taking and widespread fail-
ures apparently depended on the circumstances. The multiple-cause explanation appears to
be a more plausible reading of the history of the 1980s. According to this view, the rise in
the number of bank failures was caused by a variety of factors internal and external to the
industry.49 This is not to say that failures were due merely to �bad luck,� with everything
going wrong at the same time. More realistically, the preconditions for a rise in the number
of bank failures were present well before the 1980s. These preconditions included, among
others, a structure of banking laws that inhibited competition, geographic diversification of
risks, and consolidation of units. They also included managerial attitudes and regulatory
provisions that reflected the relatively benign pre-1980 environment for banking when fail-
ures were rare, and a system of flat-rate deposit insurance premiums that was tenable when
other incentives and opportunities for risk taking were weak. The localized nature of many
banks and a lack of experience with hard times left them vulnerable to external shocks and
regional and sectoral recessions. Under the pressure of increased competition, many banks
assumed greater risks, and as long as they remained solvent and profitable they were insuf-
ficiently restrained by the supervisory authorities. When the economic, financial-market,
and competitive environment turned markedly less favorable for banks and some govern-
ment policy actions (principally ill-timed deregulation and tax changes) exacerbated the sit-
uation, the preconditions were translated into increased numbers of bank failures. Which
banks failed and which banks survived in an increasingly demanding environment was
largely determined by an individual bank�s circumstances, particularly variations in the lev-
els of risk it assumed, its success (or lack thereof) in operating with high risk levels, the

49 A study by the FDIC Office of Inspector General (OIG) of the 13 bank failures in 1994, when conditions for banking were
much different from in the 1980s, concluded that in a majority of cases problems were evident in loan underwriting, credit
concentrations, high overhead, imprudent management, and external economic factors. Less common or critical factors
were financial derivatives, volatile deposits, cross-guarantee assessments, and newly chartered banks. See FDIC Office of
Inspector General, 1994 Failed Banks Trend Analysis (1995), 2. Similar results were found for 6 failures in the OIG�s 1995
Failed Banks Trend Analysis (1996).
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overall strength of its management, good or bad fortune, and (in some cases) the presence
or absence of fraud and misconduct.

Regulatory and Supervisory Issues Raised 
by the Experience of the 1980s
The principal regulatory and supervisory issues arising from the experience of the

1980s include the role of deposit insurance, the treatment of large-bank failures, the use of
forbearance, the impact of Prompt Corrective Action, and the effectiveness of supervisory
tools�examination, enforcement, and off-site surveillance.

Role of Deposit Insurance
Deposit insurance has often been described as involving a trade-off between stability

and moral hazard.50 On the one hand, by protecting depositors against loss, deposit insur-
ance virtually eliminates the risk of bank runs and disruptive breakdowns in bank lending.
On the other hand, by assuming the risk of losses that would otherwise be borne by depos-
itors, deposit insurance eliminates any incentive for insured depositors to monitor bank risk
and permits bank managements to take increased risks. Because of deposit insurance, banks
are able to raise funds for risky projects at costs that are not commensurate with the risk of
the projects, a situation that may lead to the misallocation of resources and to failures.51

Moral hazard is a particularly serious concern if the bank is insolvent or close to insolvency,
in which case the owners have strong incentives to make risky investments because profits
accrue to the owners, whereas losses fall on the insurer. (On the other hand, risk taking may
be restricted if the bank has sufficient franchise value, defined as the present value of future
income expected to be earned by the bank as a going concern.) In principle, the insuring
agency can protect itself by requiring deductibles (equity positions) so that owners have
their own funds at risk and by charging premiums commensurate with the risk assumed by
the various banks. However, because it is difficult to identify indicators that give accurate
advance warning of future distress, moral-hazard problems are inherent in deposit insur-
ance, as in other types of insurance.52 Deposit insurance suffers from the additional prob-

50 Arthur J. Murton, �Bank Intermediation, Bank Runs, and Deposit Insurance,� FDIC Banking Review 2, no. 1 (1989): 1�10.
The term �moral hazard� has been defined as �a description of the incentive created by insurance that induces those insured
to undertake greater risk than if they were uninsured because the negative consequences are passed through to the insurer�
(Congressional Budget Office, Reforming Federal Deposit Insurance [September 1990], 163).

51 In principle, owners of marginally solvent nonbank firms may also have incentives to take greater risk, but they are gener-
ally constrained by uninsured creditors.

52 The unreliability of ex ante risk measures has been attributed to information asymmetries between the insured and the in-
surer, whereby the former is seen to be better informed about his or her risky behavior.



Chapter 1 Summary and Implications

History of the Eighties�Lessons for the Future 39

lem that it insures against losses that are not independent but are interrelated through the ef-
fects of cyclical economic activity and the possibility of contagious bank runs.

During the 1980s, the balance in this trade-off was generally tipped in favor of stabil-
ity. In this respect, regulatory policy was eminently successful; despite an unprecedented
number of bank and thrift failures, there was no evidence of serious runs or credit-flow
disruption at federally insured institutions. Stability was achieved, it should be noted, at
substantial cost to surviving institutions and to their customers (assuming the institu-
tions passed on at least part of the burden of increased assessments). In the case of thrift-
institution failures, some of the costs were borne by taxpayers as well. The estimated total
cost of FDIC failed-bank resolutions in 1980�94 is $36.3 billion. The estimated cost of the
savings and loan debacle is $160.1 billion, of which an estimated $132.1 billion was borne
by taxpayers.53

In contrast, the record of regulators with respect to controlling risk taking was
mixed�and in the case of still-profitable and solvent banks, often unfavorable. Here a dis-
tinction must be made between controlling the risky behavior of profitable, solvent banks
and controlling risk taking by problem banks that already face the near-term prospect of in-
solvency and failure. The record of the 1980s seems clear on this point. The regulators were
reasonably successful in modifying the behavior of officially designated problem banks so
as to reduce the prospects of their failure or the cost to the insurance fund if failure oc-
curred. The regulators were less successful in constraining risk taking by still-profitable and
healthy banks, partly because there were no reliable, generally accepted, forward-looking
measures of risk.

There are three traditional means of controlling moral hazard: (1) examination and su-
pervision; (2) regulatory capital requirements and risk-based deposit insurance premiums;
and (3) uninsured depositor and creditor discipline.54 In varying degrees and at various
times, all three of these means were operating imperfectly in the 1980s. As discussed below,
examination of many banks was infrequent in the early and middle 1980s, with the result
that the consequences of risky behavior and other problems were not always identified on a

53 The savings and loan cost figure includes the costs of the FSLIC and the RTC plus tax benefits under FSLIC assistance
agreements, but excludes potential costs from supervisory goodwill claims. See U.S. General Accounting Office, Resolu-
tion Trust Corporation�s 1995 and 1994 Financial Statements (July 1996), 13.

54 See Murton, �Bank Intermediation.� A study of Texas banks concluded that �the propensity to engage in risky activities de-
pends on more than just changes in capital. A bank�s current risk influences the response of bank lending to changes in cap-
ital. As long as banks possessed the ability to expand their lending, lower growth rates of capital were associated with larger
increases in lending, as moral hazard would suggest. However, once banks were more exposed to risk, those institutions
with lower capital growth recorded statistically insignificant differences in lending compared to those banks with greater
increases in capital. While this latter finding is inconsistent with moral hazard, it points out the potential importance of both
regulatory and liquidity constraints at work� (Jeffery W. Gunther and Kenneth J. Robinson, �Moral Hazard and Texas
Banking in the 1980s,� Federal Reserve Bank of Dallas Financial Industry Studies [December 1990]: 6).



An Examination of the Banking Crises of the 1980s and Early 1990s Volume I

40 History of the Eighties�Lessons for the Future

timely basis. Although for some time regulators had been using capital standards to assess
the condition of banks, uniform minimum capital requirements covering all banks were not
adopted until 1985, and risk-based capital requirements not until 1990. Most bank failures
were resolved through purchase-and-assumption transactions or open-bank assistance
agreements that protected uninsured depositors and nondeposit creditors and therefore fos-
tered the belief that all deposits of large banks were 100 percent insured. This belief se-
verely limited the discipline that depositors might otherwise have exerted on the behavior
of banks.

More specifically, supervisory restraints did not prevent the speculative binge of com-
mercial real estate and other risky lending by solvent banks in many regions of the country
in the 1980s. Regulators apparently believed that as long as risky behavior was profitable,
they had limited leverage to restrain such behavior. Examiners interviewed for this study
stated that as long as the banks were profitable, it was difficult to persuade bank manage-
ments or their own superiors in the regulatory agencies that problems could lie ahead. When
risky behavior resulted in actual losses, regulators were more effective, but often by that
time the damage had been done. 

Part of the problem was the absence of explicit penalties or costs to make risky be-
havior less attractive�penalties and costs such as risk-based premiums and capital re-
quirements that, as stated, were not adopted until late in the period. Earlier adoption of
uniform capital requirements and risk-based premiums would have improved the position
of the bank regulators but might still have been insufficient to curb the excessive risk tak-
ing in the 1980s. As noted, capital regulation is a principal means of restraining risky be-
havior, but equity-to-assets positions are lagging indicators of a bank�s risk profile and
therefore poor indicators of the risk of failure several years before the fact. Current risk-
based capital standards, which differentiate among broad asset categories, permit consider-
able shifting toward riskier lending within categories without requiring additional capital,
while higher risk-based premiums are charged to banks whose condition has already dete-
riorated.55 In short, regulators� ability to restrain the risky behavior of currently profitable
banks was limited by the absence of penalties or costs based on reliable and generally ac-
cepted early-warning signals.56

55 The shift in bank lending from business loans to commercial mortgages during the 1980s would not have required in-
creased capital under present risk-based capital standards. Risk-based premiums vary according to capital positions and su-
pervisory ratings.

56 Some would argue that problems of controlling risky behavior would be solved by the adoption of market value account-
ing. This argument assumes that market participants, utilizing publicly available data, would be better able than regulators
to correctly recognize advance warning signs of risk, even though regulators have access to information developed through
on-site examinations. This assumption remains unproven. See section below on �Treatment of Big Banks: Systemic Risk
and Market Discipline.�
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The problems faced by regulators in controlling the risky behavior of profitable banks
as compared with troubled banks illustrate differences between ex ante and ex post mea-
sures of risk. Common measures of ex ante risk (for example, loans-to-assets and other as-
set-composition ratios) measure risk taking independent of the current condition of the
bank. They tend to be limited in their reliability�for example, many banks with high-risk
profiles were able to avoid failure in the 1980s. Thus, regulators may be reluctant to apply
stringent restraints and penalties on the basis of ex ante risk measures. On the other hand,
ex post measures of risk (for example, capital-to-assets ratios) are the most proximate mea-
sures of risk to the insurance fund and measure the consequences of risk taking after it has
materially weakened the condition of the bank. Supervisory restraints and penalties can be
more confidently applied on the basis of ex post risk measures, but they may be less effec-
tive than those based on reliable ex ante measures in curbing risk taking before it weakens
the condition of the bank. Moreover, the weakened condition of banks identified on the ba-
sis of ex post risk limits the magnitude of penalties that can actually be applied.57

Whereas bank regulators may have lacked the tools to restrain solvent banks from ex-
cessive risk taking, thrift regulators were in a far different position. The Federal Home Loan
Bank Board was not confronted by the problem of limiting risk taking by healthy institu-
tions but by a large number of savings and loan associations that were insolvent or barely
solvent in the early 1980s. The course that thrift regulators followed may in retrospect be
termed high risk, featuring reduced capital standards, liberalized ownership restrictions for
stockholder-owned thrifts, and capital and accounting forbearance that allowed savings and
loan associations to operate with minimal or no equity while their true condition was ob-
scured.58 This course was followed partly because the financial resources of the FSLIC fund
were inadequate. It was apparently motivated by the belief (or hope) that thrifts could grow
out of their problems by acquiring new assets, that external capital could be attracted to
shore up the industry, and that thrift institutions should be permitted to operate with mini-
mal capital until they were able to improve earnings by using new asset powers. In contrast
to banks, in the first half of the 1980s undercapitalized thrifts were allowed and even en-
couraged to grow.59 Apart from differences in regulatory philosophy, FHLBB policies re-
flected the depleted state of the FSLIC insurance fund. The closure of all thrifts as they
reached or approached insolvency was not a viable option. One obvious conclusion from
the experience of the 1980s is that an adequate insurance fund is a prerequisite for any
attempt to control moral hazard. 

57 For discussions of this topic, see two FDIC studies: Deposit Insurance for the Nineties: Meeting the Challenge (1989) and
A Study of the Desirability and Feasibility of a Risk-Based Deposit Insurance System (1990).

58 See Chapter 4, �The Savings and Loan Crisis and Its Relationship to Banking.�
59 See �Use of Forbearance� below.
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Treatment of Large Banks
Regulators� preference for solutions that promoted stability rather than market disci-

pline is apparent in the treatment of large banks (mutual savings banks, money-center
banks, and Continental Illinois). At various times and for various reasons, regulators gener-
ally concluded that good public policy required that big banks in trouble be shielded from
the full impact of market forces and that their uninsured depositors be protected. This pol-
icy contributed to the overall record of stability achieved by the deposit insurance system in
the 1980s. At the same time, however, it weakened any incentive for uninsured depositors
to monitor and restrain risk taking by the banks. The first big bank to fail in the 1980s was
First Pennsylvania Bank, N.A., of Philadelphia, with $8 billion in assets in early 1980.60 In
this case the FDIC provided open-bank assistance, and the agency�s determination of the
bank�s �essentiality� was based mainly on First Pennsylvania�s size as the city�s largest
bank and on the possibility that its failure would have local and national repercussions.

Large mutual savings banks. The issue of systemic risk was raised more explicitly by
the threatened insolvency of mutual savings banks. Located mainly in New York and other
northeastern states, these institutions suffered a severe earnings squeeze because of the
rapid rise in interest rates in the late 1970s and early 1980s, pushing interest costs on short-
term deposits above interest rates on the institutions� long-term, fixed-rate mortgage loans
and bond holdings. Earnings were also held down by usury ceilings applicable to residen-
tial mortgage loans in New York. Although asset quality was not generally a problem at this
time, the net worth shortfall at market values was so large, according to one estimate, that
if the banks had failed, the liability facing the FDIC would have exceeded the size of the in-
surance fund.61

The first savings bank to fail was the Greenwich Savings Bank with $2.5 billion in as-
sets�at the time, the third-largest bank failure in the FDIC�s history. The initial estimated
cost of the Greenwich failure was more than the recorded total cost of all previous failures
of insured banks. Federal action was precipitated by the bank�s inability to roll over foreign
borrowings. Among the FDIC�s first acts was to announce that no depositors, insured or
uninsured, would lose any principal or interest, a move designed to preserve confidence in
other savings banks that were also suffering severe interest-rate pressures. The bank was re-
solved through an FDIC-assisted merger transaction with another savings bank, a transac-
tion assisted through an Income Maintenance Agreement, and this became the prototype for

60 FDIC, The First Fifty Years: A History of the FDIC, 1933�1983 (1984), 95.
61 See Chapter 6, �The Mutual Savings Bank Crisis.�
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other savings bank transactions. In all, 17 mutual savings banks with $24 billion in assets
were resolved through assisted mergers during 1981�85.62

Money-center banks with LDC (less-developed-country) loans. The case of money-
center banks with large concentrations of loans to developing countries also illustrates the
regulators� preference for stability (as well as other public policy objectives) over market
discipline.63 Between year-end 1978 and year-end 1982, total LDC debt held by the eight
largest money-center banks expanded from $36 billion to $55 billion. Total LDC portfolios
held by these banks averaged more than double the banks� aggregate capital and reserves at
the end of 1982, a ratio that put some of the largest banks at risk. Bank regulators made
some attempt to curtail LDC lending activity and ensure diversification of foreign lending
risk, doing this partly through the Interagency Country Exposure Review Committee, com-
posed of officials of the OCC, the FDIC, and the Federal Reserve. These efforts apparently
had little effect on the growth of LDC loans. Conversely, LDC lending may have been en-
couraged by the OCC�s 1979 interpretation of the loans-to-one-borrower rule, an interpre-
tation according to which public sector borrowers that met certain conditions did not have
to be counted as parts of a single entity. On balance, it may be said that government policy
supported LDC lending activity by the banks.

In August 1982, the government of Mexico announced it could no longer meet inter-
est payments, and by the end of the year 40 nations were in arrears. By the end of 1983, 27
countries were in negotiations to restructure their existing loans. Following the Mexican de-
fault, U.S. banking officials did not require that large reserves be immediately set aside for
the restructured LDC loans, apparently believing that some large banks might have been
deemed insolvent and that an economic and political crisis might have been precipitated.64

Although loss reserves did increase, at the end of 1986 they still averaged only approxi-
mately 13 percent of the total LDC exposure of the money-center banks. Starting in 1987,
however, the money-center banks began to recognize massive losses on LDC loans that in
some instances had been carried on the banks� books at par for more than a decade. By the

62 The assisted merger transaction was chosen over a purchase and assumption or a deposit payoff so that the FDIC could
avoid the immediate outlays necessary to offset the full amount of asset depreciation and because these institutions had no
stockholders to benefit from the transactions (and, in most cases, few uninsured depositors to share the cost with the FDIC).
Most of the transactions were accomplished before the Net Worth Certificate Program was adopted as part of the Garn�St
Germain Act (see the section below on forbearance).

63 See Chapter 5, �The LDC Debt Crisis.�
64 L. William Seidman, Full Faith and Credit: The Great S&L Debacle and Other Washington Sagas (1993), 127. According

to former FDIC Chairman Seidman, �U.S. bank regulators, given the choice between creating panic in the banking system
or going easy on requiring our banks to set aside reserves for Latin American debt, had chosen the latter course. It would
appear that the regulators made the right choice.�
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end of 1989, total reserves at the money-center banks were nearly 50 percent of total LDC
loans.

The LDC experience illustrates the high priority given to maintaining financial mar-
ket stability in the treatment of large banks. It also represents a case of regulatory forbear-
ance. The OCC�s 1979 interpretation of the loans-to-one-borrower rule permitted banks to
continue lending in the face of signs that Latin American nations were having increasing
difficulty meeting their obligations. Regulatory forbearance also enabled money-center
banks to delay recognizing the losses and thereby avoid repercussions that might have
threatened their solvency. In time, loss reserves and charge-offs were greatly increased, and
no money-center bank failed because of LDC loans.65 The creation of the Brady Plan in
1989 reflected recognition that banks would not recover the full principal value of existing
loans and turned international efforts from debt rescheduling to debt relief. As part of the
process, substantial funds were raised from the International Monetary Fund and the World
Bank to facilitate debt reduction. Ultimately, the shareholders of the world�s largest banks
assumed the losses under the Brady Plan, which brought the crisis to an end.

Continental Illinois. The failure of Continental Illinois�a bank with $45 billion in as-
sets in 1981 and one of the ten largest in the nation�was the large-bank transaction that set
the terms for the ensuing �too-big-to-fail� debate.66 The $4.5 billion rescue package devised
by the regulators in May 1984 was prompted by a high-speed electronic bank run that fol-
lowed a period of deteriorating performance. Problems in Continental�s loan portfolio had
been highlighted in July 1982, when Penn Square Bank failed; Continental Illinois had had
a heavy concentration of loan participations with Penn Square. The rescue package in-
cluded the promise to protect uninsured depositors fully, and it brought to an end the
FDIC�s modified payoff program, in which only a portion of the amount owed to uninsured
depositors was paid; that portion was based on the estimated recovery value of the failed in-
stitution�s assets. The reversal in FDIC policy reflected concerns that other large banks
might be subject to bank runs and that Continental�s correspondent banks would suffer
losses if the FDIC resolved the bank through a deposit payoff or otherwise failed to protect
uninsured deposits.

The justification for the Continental Illinois transaction has been debated at length.
For example, a 1993 article criticizing the transaction and its rationale concluded that in

65 One analysis concluded that �had these institutions been required to mark their sometimes substantial holdings of under-
water debt to market or to increase loan-loss reserves to levels close to the expected losses on this debt (as measured by
secondary market prices), then institutions such as Manufacturers Hanover, Bank of America, and perhaps Citicorp would
have been insolvent� (Robert A. Eisenbeis and Paul M. Horvitz, �The Role of Forbearance and Its Costs in Handling Trou-
bled and Failed Depository Institutions,� in Reforming Financial Institutions in the United States, ed. George G. Kaufman
[1993], 60).

66 See Chapter 7, �Continental Illinois and �Too Big to Fail.� �
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most cases losses on deposits held by correspondent banks at Continental would have been
relatively small and that these banks probably would have been able to meet any liquidity
strains through the Federal Reserve�s discount window.67 As for the possibility that prob-
lems at Continental Illinois might have caused contagious runs on otherwise viable banks,
the essential question is whether the market would have been able to distinguish between
viable and nonviable banks (so that it would be able to end quickly any run on the former).
Uncertainties on this point have made decisions on the resolution of large-bank failures dif-
ficult and will continue to make them difficult in the future. (See �Open Questions� below.)

* * *
These transactions in the early 1980s involving mutual savings banks, money-center

banks, and Continental Illinois generally set the pattern for the treatment of large banks
throughout the rest of the decade. In large-bank resolutions in the Southwest and Northeast
as well as in other regions, the FDIC used purchase-and-assumption transactions, bridge
banks, and open-bank assistance agreements that provided full protection for uninsured de-
positors. These methods eliminated the need for uninsured depositors to monitor the per-
formance of large banks and raised questions of fairness, since numerous small-bank
failures were resolved through deposit payoffs, in which uninsured depositors suffered
losses.68

The treatment of some large-bank failures has also been criticized on the ground that
regulators were not assertive or prompt enough in curbing the risky behavior that led to the
failures. It is clear that some years before its failure in May 1984, Continental Illinois had
embarked on a rapid-growth strategy built on decentralized loan management that was un-
constrained by an adequate system of internal controls and was heavily reliant on volatile
funds. It is also clear that supervisory restraints were insufficient to modify the bank�s be-
havior. A House subcommittee report in 1985 criticized a lack of �decisive action� on the
part of the OCC and also found fault with the Federal Reserve�s supervision of the parent
holding company. Some of the regulators who participated in the Continental Illinois trans-
action have indicated that while the bank was profitable, regulators were reluctant to take
early action in opposition to the bank�s board of directors.

67 Larry D. Wall, �Too-Big-to-Fail after FDICIA,� Federal Reserve Bank of Atlanta Economic Review (January/February
1993): 1�14.

68 It is likely that even without the too-big-to-fail policy, large banks would have been resolved less frequently through de-
posit payoffs because they tended to have greater franchise value and marketability. The greater marketability of large
banks may have been due to their greater flexibility in seeking new markets and offering new product lines, their location
in states where the absence of restrictions on geographic expansion meant a greater number of qualified bidders, and the
earlier resolution action (to the extent that disclosure requirements applicable to publicly traded companies alerted regula-
tors to problems at an earlier stage).
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Criticism has also been leveled against the supervisory treatment of the Bank of New
England in the years before its failure in January 1991.69 According to the General Ac-
counting Office, problems in the bank�s operations were identified through the examination
process several years before its failure. The firm grew rapidly from 1985 to 1989, primarily
through acquisitions and aggressive real estate lending. During this high-growth period,
OCC examiners repeatedly identified and reported problems with the bank�s controls over
lending operations and strategies. However, not until 1989 were any enforcement actions
taken against the bank to compel corrective measures. The GAO concluded that the OCC
relied on management�s assurances that it would address the problems; it also concluded
that more vigilant supervision could have reduced losses.

Use of Forbearance
Forbearance has taken on such pejorative connotations that various uses of the term

need to be distinguished.70 At one extreme, forbearance may be said to occur when super-
visory authorities permit an insured depository institution to operate without meeting es-
tablished safety-and-soundness standards for a limited period of time while taking remedial
actions to reduce risk exposure and correct other weaknesses. Forbearance in this sense has
often been applied by bank regulators on a case-by-case basis. As an example, problem
banks that face near-term insolvency and closure frequently attempt, under pressure from
regulators, to acquire additional capital. The success or failure of such efforts often deter-
mines whether the bank survives or is closed. Decisions as to whether, and for how long, to
allow these efforts to continue are in fact decisions as to whether, and for how long, for-
bearance of this limited type should be granted. Whether regulators make the correct deci-
sions in these situations cannot be tested with any precision. However, such limited,
case-by-case forbearance seems to be an integral part of the overall supervision of problem
banks, and its usefulness is best judged by the degree of success of such supervisory ef-
forts.71

At the other extreme is the type of forbearance practiced by the FSLIC, as a result of
which a large number of insolvent or marginally solvent savings and loan associations were
permitted to operate as open institutions for lengthy periods.72 The difference between the
extremes is more than a difference of degree. Limited, case-by-case forbearance is designed
to provide an opportunity to reduce risk exposure and correct weaknesses. Longer-term,

69 See Chapter 10, �Banking Problems in the Northeast.�
70 Bank forbearance programs are discussed by Dean Forrester Cobos, �Forbearance: Practices and Proposed Standards,�

FDIC Banking Review 2, no. 1 (1989): 20�28.
71 See �Effectiveness of Supervisory Tools: Examination and Enforcement� below.
72 In 1984, 687 FSLIC-insured thrifts with $358 billion in assets, constituting 22 percent of the number of thrifts and 37 per-

cent of total industry assets, were insolvent on the basis of tangible net worth. See Lawrence J. White, The S&L Debacle:
Public Policy Lessons for Bank and Thrift Regulation (1991), 114. 
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wholesale forbearance as practiced by the FSLIC was a high-risk regulatory policy whose
main chances of success were that the economic environment for thrifts would improve be-
fore their condition deteriorated beyond repair or that the new, riskier investment powers
they had been granted would pay off. The latter type of forbearance, which the FSLIC
adopted against the background of a depleted insurance fund, is widely judged to have in-
creased the cost of thrift failures.73 Because of the state of the FSLIC fund, forbearance be-
came a necessity for the thrift regulators rather than a matter of choice74 and continued to
be widely granted after interest-rate reductions in the early and middle 1980s had alleviated
maturity mismatches in thrift portfolios, and poor-quality assets had become the chief prob-
lem of S&Ls. Generally, the bank regulators did not practice such wholesale, protracted,
and risky forbearance.

The bank regulators did, however, allow several large banks that subsequently failed
to operate for long periods with minimal capital (see �Impact of Prompt Corrective Action�
below). As noted above, bank regulators also eased the problems of money-center banks
with large holdings of LDC loans by not requiring prompt establishment of reserves against
such loans. This was a form of temporary forbearance; eventually money-center banks sub-
stantially increased their reserves.75 Finally, bank regulators administered three forbearance
programs that were applied to classes of banks rather than to individual institutions (see
table 1.8). These programs were initiated or inspired by Congress rather than by the bank
regulators. 

The first such program was the Net Worth Certificate Program for thrifts that was
adopted, despite FDIC reservations, as part of the Garn�St Germain Act.76 This program
was applied mainly to FDIC-insured mutual savings banks in New York and other north-
eastern states that were suffering extreme earnings pressures in a period of high and rising

73 See, for example, Edward J. Kane, The S&L Insurance Mess: How Did It Happen? (1989); Eisenbeis and Horvitz, �For-
bearance and Its Costs,� 49�68; Edward J. Kane and Min-Teh Yu, �Opportunity Cost of Capital Forbearance during the Fi-
nal Years of the FSLIC Mess,� Quarterly Review of Economics and Finance 36, no. 3 (fall 1996): 271�90; and Ramon P.
DeGennaro and James B. Thompson, �Capital Forbearance and Thrifts: An Ex Post Examination of Regulatory Gam-
bling,� in Proceedings of the 29th Conference on Bank Structure and Competition, Federal Reserve Bank of Chicago, May
1993, 406�20. However, one analysis concluded that �[F]orbearance was not a major culprit in the taxpayer bill for the
thrift crisis.� See George J. Benston and Mike Carhill, �FSLIC Forbearance and the Thrift Debacle� in Credit Markets in
Transition, Proceedings of the 28th Annual Conference on Bank Structure and Competition, Federal Reserve Bank of
Chicago, 1992: 131.

74 One analysis concluded that the FSLIC�s ability to dispose of insolvent thrifts was constrained by S&L industry pressures,
by the extent of past cover-ups of thrift insolvencies, and by the actions of elected officials (Kane, The S&L Mess, 97, 98).

75 According to some authors, the case for forbearance rests on the existence of market imperfections (such as legal impedi-
ments to diversification), deadweight bankruptcy costs, inefficient markets for bank assets, information asymmetries
whereby assets have greater value when managed by the banks that originated them than when managed by FDIC liquida-
tors, and macroeconomic considerations (Eisenbeis and Horvitz, �Forbearance and Its Costs,� 52, 64, 65).

76 FDIC, The First Fifty Years, 102.
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Table 1.8

Results of Bank Forbearance Programs

Mutual Savings Banks, Agricultural and
Net Worth Certificates Energy Sector Banks

Number of banks in program 29 301

Assets of banks in program ($billions) 40 13

Number of banks that survived 22 236

Number of banks that failed 7 65

Losses as percent of assets at failure

Banks in forbearance program 4 21*

Comparable banks not in program 12 22*

* Data refer to banks with less than $100 million in assets.

interest rates. Between 1982 and 1986, 29 mutual savings banks with approximately $40
billion in assets participated. Of these, 22 banks were restored to profitability as falling in-
terest rates in the early and middle 1980s enabled these institutions to improve equity posi-
tions and retire their net worth certificates. Seven savings banks that participated in the
program failed as a result of interest-rate pressures and were resolved at a cost of $420 mil-
lion, or approximately 4 percent of total assets at the time they entered the program.77 This
loss rate was substantially less than the average loss rate of 12 percent for savings banks re-
solved before the Net Worth Certificate Program was adopted.78

The effectiveness of the Net Worth Certificate Program was due largely to the drop in
interest rates after 1981. In effect, Congress required that action against insolvent savings
banks be deferred until after interest rates had come down, by which time, it was thought,
profitability and equity positions would be restored, and in fact in most cases they were.79

Also important was the fact that the FDIC was generally able to contain moral-hazard risks
associated with the continued operation of banks having little or no equity. Most of the sav-

77 See Chapter 6, �The Mutual Savings Bank Crisis.� Two of the 22 savings banks failed subsequently, four to six years after
having retired their net worth certificates. These failures were probably the result of actions taken after the two banks left
the program.

78 The lower loss rate of banks that failed while in the Net Worth Certificate Program was probably due in part to the fact that
after the program was introduced, interest rates were generally declining. In addition, the first savings banks to fail might
have been in a more serious condition than those that failed later.

79 By comparison, many insolvent savings and loan associations did not recover as a result of the drop in interest rates. At the
end of 1982, there were 222 GAAP-insolvent FSLIC-insured thrifts. In September 1986, despite a nearly 500 basis-point
drop in 90-day Treasury bill rates from 1982 to 1986, only 29 percent of these institutions were now GAAP-solvent,
whereas 36 percent were still GAAP-insolvent and 35 percent had ceased to exist. See U.S. General Accounting Office,
Thrift Industry: Forbearance for Troubled Institutions, 1982�1986 (GAO/GGD-87-78BR, May 1987), appendix 1.



Chapter 1 Summary and Implications

History of the Eighties�Lessons for the Future 49

ings banks were free of serious credit-quality problems (as mutual institutions, they might
have had less incentive than stockholder-owned institutions to make risky investments),
and the relatively small number of savings banks in the program simplified supervision and
facilitated control of risky behavior.

The second instance of class-of-bank forbearance was the 1986 temporary capital for-
bearance program for banks that were weakened as a result of lending to the troubled agri-
cultural and energy sectors; this program was later extended to all banks that were
experiencing difficulties because of economic factors beyond their control. Bank regulators
developed the program at a time when support for forbearance was building in Congress.
By developing their own program, bank regulators sought to include a strong safety-and-
soundness focus and to avoid being required to use measures like the Net Worth Certificate
Program or those the thrift regulators employed.80 Of the 301 banks in the capital forbear-
ance program, 201 were operating as independent institutions one year after leaving the
program, another 35 had been merged without FDIC assistance, while 65 had failed. As
these results indicate, after a period of forbearance a large majority of the institutions in the
program either were able to recover as independent institutions or had sufficient value to be
acquired by merger partners without FDIC assistance. Losses of the 65 banks that failed
were similar to those of comparable failed banks, a fact suggesting that the period of for-
bearance did not result in serious deterioration. Of the 65 failed banks in the program, 59
were under $100 million in assets and had losses of 21 percent of assets. In comparison, 965
banks with assets less than $100 million that were not in the forbearance program and failed
during 1986�94 had a 22 percent loss rate. As in the case of the Net Worth Certificate Pro-
gram, the effectiveness of the 1986 regulators� program was largely due to its temporary na-
ture and to cyclical economic forces, in this case, a recovery in the agricultural sector.

A third instance of class-of-bank forbearance was the Agricultural Loan-Loss Amor-
tization Program adopted by Congress in 1987 as part of CEBA, apparently because Con-
gress concluded that the regulators� program was inadequate. Of 33 banks in the program,
27 survived as independent institutions one year after leaving it, another 2 had merged,
while 4 had failed.81 Essentially the same conclusions apply to this program as to the 1986
regulators� agricultural and energy forbearance program.

In assessing the effectiveness of class-of-bank forbearance programs, one needs to
consider how banks are chosen to participate when the regulators are allowed to exercise
discretion. Ideally, the regulators must be able to distinguish between institutions that will
recover after a period of forbearance and those that will not recover and should therefore

80 See Chapter 2, �Banking Legislation and Regulation�; and Cobos, �Forbearance: Practices and Proposed Standards,� 23.
81 Data exclude banks that were in both the CEBA and the 1986 regulators� programs. These banks are included only in data

for the latter program.
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not be granted forbearance. The ability to make such distinctions accurately is important for
reasons of fairness and because of moral hazard. In making such distinctions, the regulators
have the benefit of information derived from examination reports�information that is not
available in financial reports or other public records. Nevertheless, picking winners and
losers is difficult, and some writers have concluded that regulators were unsuccessful in
their attempts.82

Furthermore, applying forbearance to a group of banks may have adverse competitive
effects on institutions outside the program. Unless restrained by the supervisory authorities,
insolvent banks may offer above-market deposit rates and submarket loan rates, thereby
weakening healthy competitors. Such behavior by many thrift institutions during the 1980s
generated frequent complaints, but it was apparently less of a problem in the bank forbear-
ance programs because a smaller number of institutions were involved and the participants
were closely monitored and supervised. In other words, while forbearance may provide an
opportunity to correct weaknesses, without effective oversight it may also permit further
deterioration. As noted below (�The Impact of Prompt Corrective Action�), allowing un-
profitable banks to continue operating can increase resolution costs as operating losses ac-
cumulate. Even if it is successfully applied to some banks, forbearance may have
undesirable effects if it encourages other banks to expect similar treatment. Moreover, if
forbearance is granted to a large number of institutions, it may have adverse effects on the
economy.83

Thus, forbearance programs may have a number of disadvantages�and, when prac-
ticed on the scale and with the purposes of the FSLIC program, they can be a disaster. While
survival of the institution is not the only criterion for the success of forbearance programs,
it remains significant that most of the banks in class-of-bank forbearance programs sur-
vived,84 and the minority that failed had losses comparable to, or lower than, those of failed
banks not included in the programs. The more favorable results of bank forbearance pro-
grams as compared with the FSLIC strategy reflect the smaller number of banks involved,
the closer monitoring of banks, the fact that the problems addressed by bank forbearance
programs were temporary and cyclical in nature,85 and (most important) the fact that bank

82 See, for example, Emile J. Brinkmann, Paul M. Horvitz, and Ying-Lin Huang, �Forbearance: An Empirical Analysis,�
Journal of Financial Services Research (1996): 39�40.

83 See the discussion in Congressional Budget Office, The Economic Effects of the Savings and Loan Crisis (1992).
84 One analysis states that �the cost to taxpayers of FDIC gambling lies in offering the equivalent of dividend-free equity cap-

ital to undercapitalized banks. The success of these gambles must not be measured by whether assisted banks recovered,
but by whether societal returns on taxpayer funding proved high enough to justify the waiver of dividends.� See Kane,
�Three Paradigms,� 444.

85 One view of S&L forbearance programs is that as a result of deregulation, these institutions were undergoing a permanent
change that could not be addressed by an essentially temporary measure. See Congressional Budget Office, Reforming
Federal Deposit Insurance, xiv. 
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regulators sought to control risk taking by participating institutions rather than encourage
it.86 In the absence of the class-of-bank forbearance programs, more of the banks that actu-
ally survived might have been closed: for example, as shown in the next section, if the pro-
visions of Prompt Corrective Action had been in effect throughout the 1980s, 12 of the 22
mutual savings banks that participated in the Net Worth Certificate Program and recovered
would have faced the prospect of closure, while 50 of the 236 surviving farm and energy
banks in the regulators� 1986 temporary program might also have been closed.

Impact of Prompt Corrective Action
The Prompt Corrective Action (PCA) provisions of FDICIA were designed to limit

regulatory forbearance by requiring more-timely and less-discretionary intervention, with
the objective of reducing failure costs. FDICIA mandated that the regulatory authorities
adopt five capitalization categories, ranging from �well capitalized� to �critically under-
capitalized,� to serve as the basis for Prompt Corrective Action. As an institution�s capital
position declines, the appropriate regulator is required to increase the severity of its actions.
These actions range from restricting asset growth (for undercapitalized institutions) to clos-
ing banks (those that are critically undercapitalized for a prescribed period). The top four
capital categories are defined in terms of risk-based capital and leverage ratios. Critically
undercapitalized institutions are those with tangible capital ratios of 2 percent or less. In
general, a receiver must be appointed for any institution that is critically undercapitalized
for up to 270 days.87

It is difficult to judge what would have happened if PCA had been in effect during the
1980s, for the behavior of both banks and bank regulators would have been altered. How-
ever, it appears that some banks that failed might have been closed earlier than they actu-
ally were, whereas some banks that survived might have faced the prospect of being

86 The difference between the FDIC forbearance program for mutual savings banks and the FSLIC program for savings and
loan associations has been described as follows: �[A]ccounting gimmicks were limited�and the mutual savings banks
were not allowed to grow. With a conservative policy of temporary forbearance in place, many mutual savings banks re-
covered, and those ultimately shut down or merged did not put an intolerable burden on the FDIC . . . the S&Ls that fol-
lowed the incentives and implicit advice of government policy to enter new areas rapidly and grow their way out of the
problems became part of the S&L debacle� (National Commission on Financial Institution Reform, Recovery and En-
forcement, Origins and Causes, 32�33).

87 Under FDICIA, when an institution is critically undercapitalized for 90 days a receiver or conservator must be appointed
or some other action must be taken to achieve the purpose of the provision. The 90-day delay may be extended, provided
that the regulator and the FDIC concur and document why extension would better serve the purposes of the provision. Af-
ter the institution has been critically undercapitalized for 270 days, a receiver or conservator must be appointed unless the
regulator and the FDIC certify that the institution is viable and not expected to fail. Under the conditions existing in the
1980s when failures were bunched and the market for failed institutions was often saturated, it seems reasonable to sup-
pose that taking more than 90 days to spread out marketing efforts for failed banks would have been an acceptable reason
for delay up to the 270-day limit.
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unnecessarily or erroneously closed. Alternatively, banks in the latter group might have
been compelled to try either to recapitalize earlier than they actually did or to merge with
healthier banks. A large majority of banks that failed were closed within the time frame
specified by FDICIA for critically undercapitalized banks. However, 343 banks that failed
(21 percent of all failures from 1980 to 1992) with $88 billion in assets would have faced
earlier closure because they were critically undercapitalized for more than 270 days.88 For
the same reason, 143 problem banks (those with CAMEL ratings of 4 or 5) with $11 billion
in assets that did not fail would have faced the possibility of unnecessary closure because
of the 2 percent rule.

Of the 343 failed banks that would have been closed earlier under the PCA rule, 201
(59 percent) were national banks, 131 (38 percent) were state nonmember banks, and 11 (3
percent) were state member banks. In the case of national banks, closure is the responsibil-
ity of the OCC; in the case of state-chartered institutions, of state banking departments. In
the states that had the most closings and the most late closings, the state authorities closed
problem banks more quickly than the OCC did.89 The difference was especially apparent in
Texas and Oklahoma, which accounted for a disproportionate number of bank failures. Part
of the difference was due to the fact that state banking authorities had greater flexibility un-
der applicable law. The OCC had statutory authority to close a national bank �whenever the
Comptroller shall become satisfied of the insolvency of the bank� (12 U.S.C. 191). Thus,
the OCC had to wait until the bank was insolvent before being able to close it. On the other
hand, the six states had the authority to close banks when capital was �impaired,� when the
bank faced �imminent insolvency� or was in an �unsafe� or �unsound� condition. These
more flexible standards made it possible for the states to close banks earlier.90 However, al-
though the OCC�s closing policy was constrained by the statutory-insolvency rule, the
agency had wide latitude to define insolvency and presumably could have adopted a more
flexible standard than was actually in effect during most of the 1980s. Until December
1989, the OCC�s definition of insolvency was the exhaustion of primary capital (equity plus
loan-loss reserves). In December 1989, after approximately a year of study, the OCC shifted
to equity capital alone, without loss reserves, and the new definition permitted more expe-
ditious closing of national banks.91 This change was made after most of the failures of the
1980s had already been resolved.

88 Excluded from this analysis are banks that participated in forbearance programs mandated or inspired by Congress.
89 In six states (California, Colorado, Louisiana, New York, Oklahoma, and Texas) the OCC closed 473 banks during the

1980�92 period, 38 percent of which were closed later than would have been required under PCA. The state authorities
closed 459 banks, 17 percent of which were closed later than would have been required under PCA.

90 Information on the statutory authority of the six state banking departments is based on conversations with representatives
of each of the six departments.

91 OCC, Bulletin BB-89-39 (December 13, 1989).
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Estimates of the cost savings that would have resulted from the earlier closure of
failed institutions are necessarily very rough.92 For most of the 343 banks that would have
faced earlier closure if PCA had been in effect, the interval between the date that closure
would have been required by PCA and the actual closure date was approximately two quar-
ters.93 During this interval, these banks experienced a reduction in equity from $220 million
to a negative $1.6 billion. But a large part of this reduction was due to the recognition of
losses that were already embedded in loan portfolios and would not have been affected by
more-timely closure. Another portion�chiefly operating losses associated with higher pri-
vate-sector funding costs and the cost of operating retail bank branch systems�could have
been avoided by earlier closure. This avoidable cost for the 343 banks is estimated to be on
the order of $825 million and constituted 8 percent of the actual estimated resolution costs
of the 343 banks and approximately 2 percent of the cost of all bank failures during the
1980�92 period.94 Approximately 60 percent of the $825 million estimated cost savings is
attributable to six large banks.

An alternative estimate of the avoidable cost, based on net operating losses, produced
essentially the same aggregate result. For the 343 banks, net operating losses before loan-
loss provisions, gains/losses on asset transactions, taxes, and extraordinary items totaled
$815 million for the intervals between closure dates required by PCA and actual closure
dates. As with the previous estimate, these losses were concentrated in a few large banks.

A number of caveats are in order when one considers these estimates. Regulators�
bank closure policies would have been different if PCA had been in effect in the 1980s, and
such policy changes might have reduced projected cost savings. For example, for the large
number of banks that were allowed to operate with tangible capital below the 2 percent
level for only a few months beyond the interval allowed by PCA, earlier closure might have

92 The calculations are described in note 94. R. Alton Gilbert concluded, contrary to the implications of this study, that FDIC
resolution costs were not positively related to the length of time that banks operated with relatively low capital ratios be-
fore their failure. See �The Effects of Legislating Prompt Corrective Action on the Bank Insurance Fund,� Federal Reserve
Bank of St. Louis Review 74, no. 4 (July/August 1992): 3�22.

93 The unweighted average interval was two quarters. Weighted by assets, the average interval was three quarters, reflecting
the especially long intervals for a few large banks.

94 The avoidable cost is estimated as the sum of (1) the actual funding costs of these banks minus the one-year Treasury rate
and (2) the operating expenses of transactions and nontransactions deposit accounts as estimated by the 1990 Functional
Cost Analysis of the Federal Reserve Board. The avoidable cost was computed for the period of time beyond 270 days that
the bank�s tangible capital ratio was below 2 percent. In cases where the tangible capital ratio fluctuated below and above
2 percent, the bank was considered to be critically undercapitalized for the entire period after the ratio first fell below 2 per-
cent, except when the ratio subsequently rose above 3 percent. In the latter case, that bank was counted as critically under-
capitalized only for the period it was below 2 percent subsequent to having reached the 3 percent level. Two large savings
banks that had entered into Income Maintenance Agreements with the FDIC in connection with the acquisition of other
failed institutions were counted as critically undercapitalized from the time the bank�s agreement was terminated (in one
case) and (in the other case) from the date the FDIC formally permitted the bank to miss capital targets prescribed in its
agreement.
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meant that, because of insufficient time to market the institutions among potential acquir-
ers, more institutions would have been resolved through insured-deposit payoffs.95 This
likelihood would have been greatest in periods when failures were bunched, temporarily
saturating the market for failed bank and thrift deposit franchises and assets. Spreading
closings over a longer period of time might have attracted better bids and offset some of the
additional costs resulting from delayed closings. Thus for many of the 343 banks, the cost
savings resulting from earlier implementation of PCA might have been smaller than the es-
timates set forth above suggest. For the six large banks that operated for extended periods
of time with minimal capital, earlier closure would probably have achieved cost savings.
For some of these banks, fairly lengthy marketing periods might have been needed and, be-
cause of PCA, regulators might have had to start the marketing process while the banks had
capital above the 2 percent tangible level. In any event, whatever savings might have been
achieved through earlier closure would apparently have been concentrated largely in a few
large banks that were permitted to operate with little or no equity for relatively long periods
of time.

During the interval between the actual and the PCA-required closure dates, problem
institutions were generally under close supervision and many of them were subjects of en-
forcement actions aimed at reducing losses to the insurance fund. Of the 343 failed banks
that would have faced earlier closure under PCA, 127 were FDIC-supervised state non-
member banks for which enforcement data are available. Of the 127 banks, 101 (approxi-
mately 80 percent) had been issued formal enforcement actions before the closure date
required by PCA�in fact, an average of 14 months before�and the remaining 26 banks
might have had informal enforcement actions.96 

The consequences of unnecessarily closing some of the 143 problem banks that were
below the 2 percent level but did not fail must be weighed against the cost savings of clos-
ing failed banks earlier. As noted above, some of these banks would have recapitalized or
would have merged sooner to avoid closure.97 However, any unnecessary or erroneous clo-
sure of these institutions would be difficult to justify and might have involved unnecessary

95 This possibility was pointed out by R. Alton Gilbert. See his comments in volume 2 of this study.
96 Data on formal enforcement actions (such as cease-and-desist orders and terminations of insurance) are presented here only

for FDIC-supervised state nonmember banks. Comparable data are not available for OCC-supervised banks; relatively few
banks were supervised by the Federal Reserve. Systematic data on informal enforcement actions are unavailable for the
FDIC and the OCC.

97 The cost of unnecessary or erroneous closure of banks that would otherwise have survived is likely to be large if bank-
ruptcy costs are high and if investors undervalue the assets of the banks. As noted by Stanley C. Silverberg in volume 2 of
this study, �Early resolution works very well when the market places reasonable or high valuations on bank franchises.
However, in, say, 1990, the stock prices of several of the most conservatively run banks were well below book value. In-
vestors and other banks were reluctant to pay positive prices for troubled banks without FDIC assistance. That has changed
considerably during the past several years.�
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deadweight bankruptcy costs. In any future period of widespread failures, balancing the
benefits of earlier closure against the consequences of closing some banks that otherwise
would have survived may be difficult. Presumably banks will strive to avoid becoming sub-
ject to the 2 percent rule, or to any other similarly binding rule, by maintaining capital lev-
els higher than they otherwise would or by seeking merger partners while they still have
value. However, the history of the 1980s shows that capital levels may decline quickly in
the face of external shocks or other unforeseen events. Or at times the market may tem-
porarily undervalue a bank franchise, making it difficult for some banks to secure external
capital when they are in danger of failing the 2 percent rule. Thus, in some future period of
widespread depository-institution failures, the issue of erroneously closing salvageable in-
stitutions may be unavoidable and critical in implementing statutory closure rules.

The computations that produced the estimates that 343 failing banks would have been
closed earlier and 143 banks might have been unnecessarily closed as a result of the appli-
cation of PCA in the 1980s did not include banks in the class-of-bank forbearance pro-
grams, because the assumptions underlying these programs were obviously at variance with
the later views of Congress as expressed by the PCA provision of FDICIA. However, for
the sake of completeness, separate calculations using the same methodology were made for
the banks that participated in these forbearance programs. The results show that (1) 48
banks with $11 billion in assets that actually failed would have been closed earlier as a re-
sult of PCA, and (2) 66 banks with $16 billion in assets that actually survived would have
been closed.

In addition to the closure of critically undercapitalized banks, FDICIA requires spe-
cific regulatory intervention geared to capital positions of open banks. For example, in the
case of undercapitalized banks, FDICIA requires regulators to have the bank submit a cap-
ital restoration plan, restrict asset growth, and get prior approval for expansion. For signif-
icantly undercapitalized banks, more-stringent actions are prescribed. In this regard, a study
of the New England banking crisis, which occurred before the adoption of FDICIA in 1991,
found that regulators were already imposing formal actions on banks before they became
undercapitalized as defined by PCA. Moreover, according to the study, the regulators im-
posed restrictions more comprehensive than those prescribed in the PCA legislation.98 The
reason given for this result is that capital ratios prescribed in PCA are lagging indicators of
the health of the institution and will trigger enforcement action well after problems are iden-
tified in examinations. Examiners analyze considerably more information than capital ra-
tios to determine a bank�s likelihood of failure. Therefore, more-timely intervention would

98 Joe Peek and Eric S. Rosengren, �The Use of Capital Ratios to Trigger Intervention in Problem Banks: Too Little, Too
Late,� Federal Reserve Bank of Boston New England Economic Review (September/October 1996). See also Peek and
Rosengren, �Will Legislated Early Intervention Prevent the Next Banking Crisis?� working paper series no. 96-5, Federal
Reserve Bank of Boston, September 1996.
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result from triggers that mimic the timing of problem-bank identification by examiners.
This view of the lagging nature of capital ratios is consistent with the findings summarized
below in the section on off-site monitoring.

Effectiveness of Supervisory Tools: Examination and Enforcement
The increased number of bank failures in the 1980s raised questions about the effec-

tiveness of bank regulators� systems of identifying problem banks and then influencing
their behavior in order to prevent failures and reduce insurance losses. The evidence sug-
gests that bank examination ratings provided a reasonably accurate indication of the
prospect of failure if the ratings were based on recent examinations. But in the early and
middle 1980s many banks were not examined frequently, and the ratings available for them
at any point tended to be obsolete. Troubled banks that were properly identified, however,
were generally subject to enforcement actions that appear to have been effective in reduc-
ing insurance losses. The critical issues, therefore, are the frequency and use of examina-
tions, the effectiveness and limitations of CAMEL ratings, and the effectiveness of
follow-up enforcement actions.99

Evolution in the frequency and use of examinations. In the late 1970s and early 1980s,
the bank examination process was affected by two key policy changes embraced particu-
larly by the OCC and the FDIC: (1) relatively more reliance was placed on off-site moni-
toring and relatively less on on-site examination, and (2) examination resources were
concentrated on those institutions that posed the greatest threat to the insurance fund and to
the stability of the financial system. These changes were made partly because it was be-
lieved that comprehensive Call Report data and the use of computer technology would en-
hance off-site surveillance and enable the agencies to reduce the examination burdens on
banks and on their own staffs. Further, the decision to concentrate resources on the larger
and the more-troubled banks was seen as an efficient allocation of resources. (Both the
FDIC and the Federal Reserve also made increasing use of state bank examinations for non-
problem institutions.) Another important change took place at the OCC, where the tradi-
tional emphasis on a detailed audit and verification system was replaced by a focus on the
quality of management and internal policies. The OCC also placed increased weight on tar-
geted examinations, which focused on a particular aspect of a bank�s operations, rather than
full-scope examinations. 

These policy changes implied that fewer examiners would be needed. In addition,
both the Carter and Reagan administrations restricted federal hiring in an attempt to reduce
the size of the federal government. In this climate, the FDIC and the OCC froze examiner
staffing levels in 1981. As a result, between 1979 and 1984 the total number of examiners

99 This section is based on Chapter 12, �Bank Examination and Enforcement.�
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Table 1.9

Number of Bank Examiners, Federal and State Banking Agencies, 1979�1994

Year FDIC FRS OCC States Total

1979 1,713 805 2,151 2,496 7,165

1984* 1,389 820 1,722 2,201 6,132

1990 2,645 1,025 1,907 2,470 8,047

1994 2,547 1,529 2,376 2,564 9,016

Source:  Compiled by FDIC on the basis of information from FRS, OCC, and Conference of State Bank Supervisors.

*Trough in total number of examiners.

in federal and state banking agencies declined by 14 percent (see table 1.9). Among the
agencies, the reductions varied in size: examiner staffing at the FDIC declined by 19 per-
cent, at the OCC by 20 percent, and at state agencies by 12 percent. At the Federal Reserve,
examiner staffing was largely unchanged. While examination forces were being reduced,
the total number of troubled banks was increasing from 217 in 1980 to 1,140 in 1985. In the
mid-1980s, therefore, the FDIC and the OCC began to rebuild examiner staffs�but several
years of training are required to produce qualified examiners, so it was not until the late
1980s that the examiner forces at those two agencies were restored to 1980 levels in num-
ber and experience.100

100 The demands on the shrunken examiner staffs extended to training new hires and taking on duties related to settlement and
asset liquidation for failed banks.

These trends in examiner staffing contributed to marked changes in the number and
frequency of examinations. Between 1981 and the low point of 1985, the number of exam-
inations declined from approximately 12,300 to 8,300. The decline was particularly sharp
for state nonmember banks; for national banks and state member banks it was less severe.
In 1979, the average length of time between examinations was 379 days, or 13 months (see
table 1.10). By 1986, the average interval had increased to 609 days, or 20 months. The
greatest change was for CAMEL 1-rated banks, whose average interval increased from 392
days to 845, or from 13 to 28 months. The increase in examination intervals was greatest at
the OCC and the FDIC and smallest at the Federal Reserve. As the agencies built up their
examination staffs in the late 1980s, intervals between examinations shortened once again,
and by 1990, the average interval was 411 days (14 months) for all banks; for all banks with
CAMEL ratings below 2, it was one year or less. In 1991 FDICIA reinforced the return to
greater frequency of examinations by requiring annual full-scope examinations for all
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Table 1.10

Mean Examination Interval, by Initial Composite CAMEL Rating (in days)

Year 1 2 3 4 5 All Banks

1979 392 396 338 285 257 379

1986* 845 656 407 363 313 609

1990 463 436 331 303 270 411

1994 380 357 296 279 245 354

Source: FDIC, FRS, and OCC.
*Peak of mean intervals.

banks, except that for small banks with satisfactory ratings an 18-month interval could be
substituted.101

For some banks during the mid-1980s, these changes meant that CAMEL ratings and
other information derived from examinations were sometimes obsolete and unrepresenta-
tive. CAMEL ratings are a measure of the condition of a bank essentially at the time it is ex-
amined; as a bank�s condition changes, old ratings become increasingly inaccurate as
indicators of its current health.102 Problems developing at some banks in the 1980s were not
identified on a timely basis; this view is supported by examiners interviewed for this study,
who indicated that extended examination intervals and increased demands on staff re-
sources meant that some banks received insufficient attention. For example, banks that
were well rated but deteriorating might not receive attention until it was too late to prevent
serious losses. In Texas, which had the largest concentration of bank failures and losses to
the insurance fund, the problem of extended examination intervals was particularly acute.
The severe problems of some Texas banks might have been recognized sooner if examina-
tions had been more frequent.103

The reduced frequency of examinations limited the usefulness not only of information
derived from the examinations but also of the financial reports used in off-site monitoring.
On-site examiners are able to evaluate the quality of the loan portfolio and verify the data

101 John O�Keefe and Drew Dahl, �The Scheduling and Reliability of Bank Examinations: The Effects of FDICIA� (unpub-
lished paper presented at the Financial Management Association conference, October 1995).

102 Rebel A. Cole and Jeffery W. Gunther, �A CAMEL Rating�s Shelf Life,� Federal Reserve Bank of Dallas Financial In-
dustry Studies (December 1995). Cole and Gunther concluded that the information content of CAMEL ratings decays
rapidly; examination ratings indicate bank survivability more accurately than off-site monitoring does for two quarters af-
ter examinations; for periods longer than two quarters, examinations are less accurate than off-site monitoring. 

103 O�Keefe, �The Texas Banking Crisis.�
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on nonperforming loans and loan charge-offs that banks report in Call Reports.104 In other
words, on-site examinations are needed to ensure the accuracy of bank financial reports. If
examinations are less frequent, the accuracy of off-site monitoring systems using Call Re-
port data suffers.

Effectiveness of CAMEL ratings. When examination ratings were up-to-date, they
generally identified most of the banks that required increased supervisory attention well be-
fore the banks actually failed. As shown in figure 1.9, of the more than 1,600 banks that
failed in 1980�94, 36 percent had CAMEL 1 and 2 ratings two years before failure; 25 per-
cent had ratings of 3, 31 percent had ratings of 4, and 8 percent had ratings of 5. But these

104 R. Alton Gilbert, �Implications of Annual Examinations for the Bank Insurance Fund,� Federal Reserve Bank of St. Louis
Review 75, no. 1 (January/February 1993); and Drew Dahl, Gerald A. Hanweck, and John O�Keefe, �The Influence of Au-
ditors and Examiners on Accounting Discretion in the Banking Industry,� unpublished paper presented at Academy of
Financial Services conference (October 1995).



Table 1.11

Failing Banks with CAMEL Ratings of 1 or 2 Two Years before Failure,
1980�1994

Number Percent of Total Failures

Total 1- and 2-rated future failures 565 35%

Specific types:
Cross-guarantee cases 25
Failures associated with fraud 24
First City Bancorporation affiliates 36
First RepublicBank Corporation affiliates 26
CAMEL ratings more than one year old* 194
Total of above 305 19

Remaining 1- and 2-rated future failures 260 16

* Failures of banks with ratings more than one year old (two years before failure) do not include cross-guarantee cases, fail-
ures associated with fraud, First City Bancorporation affiliates, or First RepublicBank Corporation affiliates.
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data refer to examination ratings available two years before failure, whereas some of the
examinations had actually been conducted considerably more than two years before failure.
Also included in these data are banks that failed for types of reasons that cannot be antici-
pated well in advance by safety-and-soundness examinations: cross-guarantee failures; fail-
ures due to fraud; and failures of affiliates of certain Texas holding companies that were
essentially operating as branches of the parent institution, were tracked outside the CAMEL
system, and were resolved through procedures that had much the same effect as cross-guar-
antees.105 If we exclude examinations for these banks as well as examinations that are more
than one year old,106 the percentage of failed banks that had CAMEL 1 and 2 ratings two
years before failure drops to 16 percent of the total number of failures (see table 1.11).107 In
other words, the proportion of failed banks that were not identified as requiring increased
scrutiny two years before their failure was 16 percent.108

105 In the case of First RepublicBank Corporation, the FDIC�s demand that affiliate banks honor their pledge to back the
agency�s assistance to the lead bank caused the affiliates to fail. In the case of First City Bancorporation, the FDIC provided
assistance to the holding company and required that it be downstreamed to the affiliates. One may argue that examiners
should consider what the condition of the lead bank implies for the condition of affiliated banks in the holding company.
However, examiners could not have known two years in advance the nature of the resolution arrangements that would be
adopted in these two cases and in post-FIRREA cross-guarantee cases and their effects on other banks in the company.

106 Exclusion of banks with ratings that were more than one year old two years before failure means, in effect, that the data
refer to examinations conducted between two and three years before failure.

107 Banks with CAMEL 1 and 2 ratings are treated here as a separate category from banks with worse ratings. CAMEL 1- and
2-rated banks are defined as �basically sound in every respect� or �fundamentally sound, but may reflect modest weak-
nesses correctable in the normal course of business.� Banks with a CAMEL 3 rating �give cause for supervisory concern
and require more than normal supervision,� while CAMEL 4 and 5 ratings are reserved for progressively weaker banks.

108 For banks with assets of more than $250 million, the proportion was 15 percent. This suggests that the effectiveness of
CAMEL ratings in anticipating failures was about the same for large and small banks.
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Over the course of the 1980�94 period, the record of CAMEL ratings in anticipating
failures improved as the frequency of examinations increased and problems were appar-
ently better identified. From the period 1980�86 to the period 1987�94, the proportion of
failed banks that had CAMEL 1 and 2 ratings two years before failure declined from 28 to
12 percent. Similarly, the proportion of failed banks that had CAMEL 4 and 5 ratings two
years before failure rose from 25 to 46 percent.109

Limitations of examination ratings. Although CAMEL ratings were reasonably suc-
cessful in identifying banks that required greater supervisory attention, they also had limi-
tations. First, they did not necessarily capture the severity of the situation of the banks that
subsequently failed. Second, they are based on the internal operations of the bank and there-
fore do not take into account local economic developments that may pose future problems
and are not yet reflected in the bank�s condition. Third, as noted above, they are generally a
measure of the condition of the bank at the time it is examined. They do not systematically
track risk factors that may produce future losses.110 Fourth, frequent use of on-site exami-
nations imposes a burden on depository institutions. Examinations may seem particularly
burdensome during good economic times, when the condition of most banks is healthy and
examination ratings change relatively little. An average of 85 percent of all banks examined
each year during the 1980�94 period experienced either no change or an improvement in
ratings; only 15 percent, on average, experienced ratings downgrades. However, examina-
tion ratings changed considerably more often in particular regions of the country and dur-
ing periods of regional recessions.

Most banks that are designated as troubled banks (rated CAMEL 4 and 5) do not fail.
This may be regarded as a deficiency of CAMEL ratings. On the other hand, examination
ratings trigger the supervisory responses that may prevent troubled banks from failing or
may reduce failure costs when the banks have to be closed. From this perspective, when su-
pervisory efforts to cure bank problems as revealed by examinations have been successful,
the failure forecasts based on these examinations will necessarily prove to have been inac-
curate. Either way, the large number of troubled banks that do not fail and the large number
of banks whose ratings do not change through repeated examinations are unavoidable con-
sequences of frequent use of on-site examinations. However, on-site examinations provide

109 Data are the numbers of failed banks that had the indicated CAMEL ratings two years before failure in each year, weighted
by the total number of failures in that year. The data are based on 260 banks after exclusion of examinations more than one
year old, failures due to fraud, cross-guarantees, and the subsidiaries of two Texas bank holding companies (table 1.11).

110 A possible exception is the management rating, which encompasses technical competence, leadership qualities, adequacy
of internal controls, and other factors that may determine the bank�s ability to weather future adversity. However, exam-
iners appear to be reluctant to rate management much below capital, asset quality, and other CAMEL components. In this
regard, in only 6 percent of failed banks were the management ratings of two years before failure one full number worse
than the average of other components.
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information to the regulators that is otherwise unavailable,111 and they also help ensure the
accuracy of financial reports issued by the banks.112 As a result, the burdens of frequent ex-
aminations must be borne if the condition of insured banks is to be monitored effectively.
Recognizing these burdens, the FDIC has sought to reduce the time examiners spend in
banks and is developing a program designed to allow individual loan files to be examined
off-site.

Number, kinds, and effectiveness of enforcement actions. After troubled institutions
were identified during the 1980�94 period, they were subject to supervisory and enforce-
ment actions that appear to have been effective in reducing failures and losses to the insur-
ance fund. This conclusion is based on evidence concerning the behavior of banks with
respect to asset growth rates, dividend payouts, and equity infusions when the banks had
been designated as problem institutions and been made subject to informal and formal en-
forcement actions.113

The FDIC used formal enforcement actions (for example, cease-and-desist orders)
sparingly in the 1970s but more frequently in the early 1980s, as the number of troubled
banks increased. Formal enforcement actions are legally enforceable in court, and noncom-
pliance with such actions may lead to heavy fines. Most FDIC formal enforcement actions
in the 1980s were issued against 4-rated banks, which are troubled but salvageable; most of
the remainder were issued against 5-rated banks, which face a high probability of imminent
or near-term failure. About one-half of all banks rated 4 and 5 by the FDIC in the 1980s
were the subject of formal enforcement actions; many of the remaining banks received in-
formal enforcement actions (for example, memoranda of understanding).114 Enforcement
actions require banks to take corrective actions in various areas: compliance with regula-
tions, improvement in operating procedures, the raising of new capital, the cutting of divi-
dend payments, replacement of managers, and so forth.

That supervisory and enforcement actions were effective in reducing failures and
losses to the insurance fund is suggested by the following:

� Of all banks that were rated 4 and 5 sometime during the 1980�94 period, 73 percent
recovered, while 27 percent failed. As noted above, one-half of the FDIC-supervised problem

111 The view that examinations yield unique information is largely based on the belief that banks specialize in evaluating and
monitoring idiosyncratic borrowers who do not have practical access to the capital markets. This view suggests that the
best way to secure the private information banks have gathered about borrowers is by examining individual loan files.

112 See Drew Dahl, Gerald A. Hanweck, and John O�Keefe, �The Influence of Auditors and Examiners on Accounting Dis-
cretion in the Banking Industry,� and Gilbert, �Implications of Annual Examinations.� 

113 Data on enforcement actions are available for FDIC- and Federal Reserve�supervised banks only.
114 In a sample of 307 FDIC-supervised problem banks there were 209 with formal actions, 83 with informal actions only, and

merely 15 with neither formal nor informal actions.
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Table 1.12

Asset Growth Rates, Dividend Payments, and Capital Injections,
All Banks with CAMEL Ratings of 4 and 5, 1980�1994

Total Banks
Failed Banks Surviving Banks (Failed and Surviving)

Years before Years Years of Recovery* Years of Failure, Recovery,*
Failure, Recovery, of Failure or  Merger or Merger

or Merger 1980�85 1986�91 1992�94 1980�85 1986�91 1992�94 1980�85 1986�91 1992�94

Asset Growth Rate (Percent)

3 14.60 15.65 18.77 10.39 13.38 4.42 11.91 14.09 5.93

2 10.72 1.71 −3.53 3.67 1.25 −0.61 6.21 1.40 −0.92

1 0.91 −10.17 −13.39 1.96 0.96 −0.64 1.58 −2.51 −1.98

Dividends to Average Assets (Percent)

3 0.34 0.42 0.09 0.20 0.21 0.13 0.25 0.21 0.13

2 0.32 0.52 0.06 0.16 0.14 0.09 0.22 0.15 0.09

1 0.16 0.39 0.02 0.13 0.13 0.08 0.14 0.11 0.07

Capital Injections to Average Assets (Percent)

3 0.18 0.42 0.45 0.19 0.46 0.42 0.19 0.45 0.42

2 0.22 0.52 0.54 0.39 0.56 0.42 0.33 0.55 0.43

1 0.65 0.39 0.40 0.44 0.45 0.49 0.51 0.43 0.48

Note: Data are unweighted averages of individual bank percentages.

*Recovery is either the date of a bank�s unassisted merger, or if the bank survived as an independent institution, the date it re-
ceived a CAMEL rating of 1, 2, or 3.

banks were the subject of formal enforcement actions, and many others received informal
actions.

� For all insured banks rated 4 and 5, in the three years before failure or recovery their as-
set growth and dividend payout rates declined (see table 1.12).115 (Recovery was defined as ei-
ther a CAMEL rating upgrade to 1, 2, or 3 or merger without FDIC financial assistance.) Capital
injections generally increased over the three years before recovery for the banks that recovered,
and from the third to the second year before failure for the banks that failed. 

115 For dividends, similar results are produced whether dividends are expressed as a percentage of net income or as a per-
centage of assets. Capital injections include stock transactions, capital contributed through merger, and capital transactions
with parent holding companies.



An Examination of the Banking Crises of the 1980s and Early 1990s Volume I

64 History of the Eighties�Lessons for the Future

� The data in table 1.12 suggest that in the later years of the banking crisis, supervisory
efforts to reduce risk taking and insurance losses became increasingly aggressive. During
1992�94, for both failed banks and survivors, the levels to which asset growth rates and divi-
dend payouts dropped in the final year before failure or recovery were considerably lower than
had been the case during the 1980�85 period.116

Table 1.12 and the preceding pages summarize an analysis of the behavior of problem
banks in relation to the dates of their failure or recovery. Problem-bank behavior was also
analyzed in relation to the dates of regulatory intervention. For purposes of this second
analysis, the dates of regulatory intervention were taken to be the dates of on-site examina-
tions that led to either formal enforcement actions or downgrades in CAMEL ratings with-
out such actions.117 The purpose was to test more directly the effects of formal and informal
enforcement actions on problem-bank behavior. (As noted before, most problem banks that
did not receive formal enforcement actions received informal ones.) As shown in figure
1.10, at FDIC- and Federal Reserve�supervised banks with CAMEL ratings of 4, median
quarterly asset growth rates declined before the date of regulatory intervention and gener-
ally remained negative in the four quarters immediately following the intervention.118 This
was true both for banks that were downgraded to a CAMEL 4 rating and had no formal en-
forcement action taken against them and for 4-rated banks that eventually did receive for-
mal actions. Growth rates of banks with formal enforcement actions showed greater
changes, on average, from before intervention to after intervention than growth rates of
banks without such actions.119 Similar results were produced by other measures of bank be-

116 R. Alton Gilbert found that undercapitalized banks during the 1985�89 period generally did not grow rapidly, pay divi-
dends, or make loans to insiders. See his �Supervision of Under-Capitalized Banks: Is There a Case for Change,� Federal
Reserve Bank of St. Louis Review 74, no. 4 (1992): 3�20.

117 Enforcement data in this analysis are based on 2,398 formal actions issued by the FDIC and 362 by the Federal Reserve.
Comparable data are not available for the OCC. Intervention dates are (1) the date of the examination that resulted in a
downgrading of the bank to a CAMEL 3, 4, or 5 rating for the first time without a formal enforcement action or (2) the
date of the last examination before the issuance of a formal enforcement action for banks receiving such actions. At the
end of the examination the bank would normally be informed of conditions that were likely to result in such downgrades
or of the likelihood of formal enforcement actions. Actual issuance of the formal enforcement actions would not take place
until six to nine months after the examination. For FDIC-supervised banks, the median interval between the date of for-
mal enforcement actions and the last examination before such actions was 261 days for 4-rated banks and 176 days for 5-
rated banks.

118 It is not clear that the remedial actions taken by management before regulatory intervention were purely voluntary and
would have been undertaken even if such intervention had not been expected. See also George E. French, �Early Action
for Troubled Banks,� FDIC Banking Review 4, no. 2 (1991): 1�12.

119 Similar patterns in growth rates were found for banks with CAMEL 5 ratings. For banks with CAMEL ratings of 3 that
were subject to formal enforcement actions, however, growth rates were highly variable, perhaps because for these banks
the number of such actions was relatively small.
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1990–1995

1985–19901979–1985

Figure 1.10

Median Asset Growth Rates of CAMEL 4-Rated Banks before and
after Regulatory Intervention

(Annualized)

Note: Data are median asset growth rates of FDIC- and Federal Reserve supervised banks before and after regulatory
intervention. For this analysis, the intervention dates were dates of:

–

(1) examinations that resulted in the downgrading of the bank's CAMEL rating to 4 but did not result in a formal
enforcement action, or

(2) the last examination before the issuance of a formal enforcement action against a bank with a CAMEL 4 rating.

Normally, a bank is informed at the time of the examination of the prospect of a CAMEL rating downgrade or a formal
enforcement action. Data were run on a constant population sample for each period. The number of observations ranged from
200 to almost 500 for the different periods for banks downgraded to CAMEL 4 rating that did not receive formal enforcement
actions, and from 200 to 300 for 4-rated banks that did receive formal enforcement actions.
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havior (see figure 1.11). Dividend rate reductions and increases in external capital injec-
tions began before regulatory intervention and generally continued in the first year after in-
tervention, and banks that became the subject of formal enforcement actions showed the
greatest dividend cuts and capital injections.120 Comparable behavior was also exhibited by
loan-loss provisions (not shown in figure 1.11).

The foregoing analysis indicates that bank managements took remedial actions even
before the examinations that triggered reductions in CAMEL ratings or led to formal en-
forcement actions. Whether these remedial actions were driven by market forces, by man-
agement�s own objectives, or by expectations of future regulatory action cannot be readily
ascertained. In any event, regulatory intervention apparently had the effect of reinforcing
and accelerating these remedial actions. Changes in the behavior of problem banks were
greater for banks that later received formal enforcement actions as compared with banks
subject only to informal actions. However, it is not clear whether these differences in be-
havioral change were due primarily to the more demanding nature of formal actions or to
the condition and behavior of the banks that received them. Formal actions are frequently
taken when banks fail to comply with informal ones. Such failure may be due to the exis-
tence of more severe problems at the banks receiving formal actions or to less willingness
on the part of their management to cure them.121

In general, the reduction in asset growth was an indication that moral hazard was be-
ing contained�that troubled banks were not attempting, or were not being allowed, to
�grow out of their problems�; indeed, in many cases their assets were shrinking. In the case
of the surviving banks, reduced dividend payouts and increased capital injections helped re-
store equity positions and were instrumental in facilitating recovery. In the case of the fail-
ing banks, dividend cuts and new capital had the direct effect of reducing failure costs.122

These favorable results, no matter what the immediate stimulus, were consistent with the
regulators� objectives of preventing the failure of troubled banks and reducing the insurance
costs of banks that did fail.

The policy of encouraging or forcing problem banks to retrench and shrink has been
criticized by some observers for inhibiting the banks� recovery and, in the context of the
1990s, for contributing to the �credit crunch.� For example, it is sometimes argued that re-
strictions on asset growth may have deprived problem banks of attractive investment op-

120 Data for capital injections are annual in figure 1.11 because small banks do not report capital injections quarterly. The
analysis was confined to 4-rated banks in order to have large samples of banks with similar conditions.

121 As noted in Chapter 12, 71 percent of problem banks that failed had received formal enforcement actions, compared with
41 percent of problem banks that survived. This is consistent with the view that formal actions were taken against the most
unhealthy banks.

122 Although dividend payout ratios declined for troubled banks, a significant number of undercapitalized banks did pay div-
idends. See David K. Horne, �Bank Dividend Patterns,� FDIC Banking Review 4, no. 2 (1991): 13�24.
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Figure 1.11

Dividend Rates and Capital Infusions of CAMEL 4-Rated Banks
before and after Regulatory Intervention
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portunities and required them to sell high-quality assets they already owned.123 Similarly, it
is sometimes argued that cuts in dividends may have retarded the growth of external capital
infusions. It should be remembered, however, that the range of choices available to regula-
tors in dealing with problem banks was limited and permeated by uncertainty. Many prob-
lem banks had exhibited a tendency toward excessive risk taking and/or managerial and
other weaknesses. A more relaxed supervisory posture might have resulted in the resump-
tion of risk taking and an increase in losses when an institution failed. Continued dividend
payments would also have increased insurance losses if failure occurred. It is not surprising
that bank regulators generally chose the surer course of reducing risk-taking opportunities
and insurance losses by seeking the retrenchment and shrinkage of problem banks.

Effectiveness of Supervisory Tools: Off-Site Surveillance
Off-site monitoring based on financial reports submitted by banks evolved during the

1980s in response to earlier developments in computer technology and to fundamental
changes in the OCC�s examination policies after two large national banks failed in the
1970s.124 The evolution of off-site monitoring appeared to justify reductions in examination
staffing and frequency. As the number of failures mounted during the 1980s, however, it be-
came clear that off-site monitoring was not a substitute for, but potentially a useful comple-
ment to, on-site examinations. Compared with on-site examinations, off-site monitoring
systems have a number of advantages: they are less intrusive and costly, they can be up-
dated frequently when new information is received through quarterly Call Reports, they can
provide the basis for a financial evaluation of the bank between examinations, and they are
potentially able to isolate risk factors that may lead to future problems, whereas examina-
tions are essentially a measure of the bank�s current condition. Furthermore, Call Report
data on which off-site monitoring systems are based are largely available to the public and
can be used by investors and others as the basis for imposing market discipline on the
banks. By identifying those banks that appear to have deteriorated since their last examina-
tions, the systems can help regulators allocate examiner resources. 

The disadvantages of off-site monitoring systems are that they provide no direct eval-
uation of management, of individual loan characteristics, of underwriting practices, or of
internal controls and procedures. Moreover, the accuracy of the financial reports on which
they are based, particularly the quality of loan portfolios, is dependent on periodic on-site
examinations. 

Off-site surveillance systems, despite their distinct advantages, did not play a very
helpful role in the 1980s. On the contrary, belief in their usefulness and their potential

123 See comments by Joe Peek in volume 2 of this study.
124 This section is based on Chapter 13, �Off-Site Surveillance Systems.� See also Jesse Stiller, OCC Bank Examination: A

Historical Overview, (1995).
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helped reinforce the idea that fewer on-site examinations were necessary. In addition, with
the large number of failed and troubled banks already straining supervisory resources, tar-
geting banks for additional examinations was not a high priority (staff limitations meant
that resources were unavailable to examine any additional banks targeted by off-site sys-
tems). Off-site systems appear to have worked best when the number of problem institu-
tions and failures was not large and when examination resources were sufficient for
identified banks to be examined.

Condition and risk factors. Call Report data can be used to provide an indication of
the condition of a bank and the level of risk it has undertaken. In this context, condition
variables are indicators of the current strength or weakness of a bank. A bank in a weak con-
dition would typically have low capital and net-income ratios and high nonperforming-loan
ratios. Such a bank would face insolvency and failure in the near term. Risk factors, on the
other hand, are indicators of a longer-term problem. A bank may be pursuing risky policies
but still be in a currently healthy condition, with strong earnings and capital. In time, how-
ever, the risky policies could result in loan losses, reduced income, deterioration in capital,
and eventual failure. (The distinction between condition and risk in this context is essen-
tially the same as the distinction between ex post and ex ante risk measures discussed
above.)

The possibilities of isolating condition and risk factors by analyzing banks� financial
data are illustrated in figures 1.12 and 1.13. Figure 1.12 shows various measures of the cur-
rent condition of banks�ratios to assets of equity, of equity plus reserves minus nonper-
forming loans (coverage), of net income, and of nonperforming loans�as of l982 for banks
that failed four to five years later (in 1986�87) and for banks that existed throughout the pe-
riod and never failed. On the basis solely of these condition variables, there was little as of
1982 to distinguish banks that subsequently failed from those that did not.125 Although the
condition ratios for the future failures were slightly below those for the future survivors,
they were nonetheless at levels that would normally be considered healthy; for example, in
1982 the average equity/assets ratio of banks that failed in 1986�87 was over 8 percent. As
the banks that failed approached their dates of failure, their condition ratios deteriorated
markedly compared with those of the nonfailures. 

Comparisons of long-run risk factors show a considerably different picture (figure
1.13). In 1982 and throughout the subsequent four to five years, the risk profile of banks

125 The data in figures 1.12 and 1.13 include, for 1982, all banks that existed in 1982 and failed in 1986�87 and all banks that
existed throughout the 1982�87 period and did not fail after 1987. Certain failures are excluded: those due primarily to
fraud, cross-guarantee failures subsequent to FIRREA, and bank affiliates of two Texas bank holding companies with
CAMEL ratings of 1 and 2 that were essentially branches of the lead bank and were resolved through transactions whose
effects were similar to cross-guarantees.
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that failed in 1986�87 was distinctly higher than that of banks that did not fail. Banks that
would fail had substantially higher loans-to-assets ratios than survivors did. They also had
substantially higher ratios of interest and fee income on their loan and lease portfolios,
which suggests that their loans were riskier. Finally, banks that subsequently failed had
higher growth rates in 1982 than the banks that did not fail, but as the banks approached
failure these growth rates were sharply cut back in a manner consistent with the findings
cited above on FDIC enforcement actions.

Many prediction models constructed for the purpose of predicting bank failures use
measures of current condition (or ex post risk) as independent variables. Thus, the accuracy
of failure predictions falls off considerably for predictions of failures more than one year
ahead. As part of the research for this book, an attempt was made to use ex ante risk mea-
surements to identify groups of banks that had a high long-term risk of failure. For this pur-
pose, nine risk ratios were tested: loans to assets, deposits over $100,000 to liabilities,
ROA, asset growth rate, loan growth rate, operating expenses to total expenses, salary ex-
penses per employee, interest yield on loans and leases, interest and fee income on loans
and leases. The banks were divided into quintiles according to these ratios. The periods of
analysis were four and five years from 1980, 1982, 1984, 1986, and l988. In each period the
risk ratio with the strongest statistical relationship to failures turned out to be the ratio of
loans to assets.126 For example, 8.20 percent of the banks that were in the highest loans-to-
assets ratio quintile in 1984 failed in 1988�89, compared with 2.89 percent of all banks in
the sample, for an increase of 184 percent in the incidence of failure (see table 1.13).127

The same statistical procedure was applied to the �low-risk� group (the lowest four
quintiles) as measured by the loans-to-assets ratio, and different risk factors proved to be
the best predictors of failure in four to five years (see table 1.14). ROA was the best pre-
dictor of failure for the �low-risk� group in 1984; of the �low-risk� loans-to-assets group in
1984, 3.96 percent of the banks in the highest-risk ROA quintile failed in 1988�89.

A number of observations are in order. First, the risk factors do not predict which in-
dividual banks will fail; rather, they identify a group of banks with the highest incidence of
failure. Second, the risk group encompassing the highest loans-to-assets ratio quintile plus

126 Logit regressions were performed on each of the risk variables where the dependent variable was whether the bank failed
or not. The risk variable with the highest predictive power for failure was determined by a Chi-Square test score for each
regression. The coefficients for each quintile of the variable were then compared, and a Chi-Square test was performed to
determine which quintile or group of quintiles was the best predictor of failure. The analysis was then repeated on the
high- and low-risk quintiles to determine which was the next-best predictor of failure in both groups. See Chapter 13,
�Off-Site Surveillance Systems.�

127 In an initial inquiry, the ratio of large deposits to total liabilities was found to be the best predictor of failures in 1984 and
1986. However, this ratio was found to be essentially a proxy for location in Texas, where large-scale use of large deposits
occurred in part because of restrictions on branching. Once the large-deposit ratio was excluded, the loans-to-assets ratio
was the best predictor of failure in all years.
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Table 1.13

Probability of Failure
Banks in the Highest Loans-to-Assets Quintile

All Sample Banks Highest Loans-to-Assets Quintile

Increase in
Beginning Probability of Number of Probability Number of Percent of Probability

Year of Failure Failures of Failure Failures Total Failures of Failure

1980 1.51% 184 3.62% 88 47.8% 140%

1982 2.45 291 6.75 160 55.0 175

1984 2.89 332 8.20 188 56.6 184

1986 2.25 253 6.46 145 57.3 187

1988 1.24 133 3.36 72 54.1 171

Table 1.14

Probability of Failure for �Low-Risk� Banks
(Banks Not in the Highest Loans-to-Assets Quintile)

Failures in Highest-Risk Group of �Low-Risk� Banks

Beginning Highest-Risk Indicator for Probability of Number of Percent of Total Failures in
Year �Low-Risk� Group Failure* Failures �Low-Risk� Group�

1980 Loan Growth 2.32% 40 41.7%

1982 Interest Yield 3.76 53 40.4

1984 ROA 3.96 65 45.1

1986 ROA 3.74 62 57.4

1988 ROA 2.12 35 57.4

* This is the probability of failure in the 80 percent of banks that are not in the high-risk loans-to-assets quintile.

� Excludes failures in the high-risk loans-to-assets quintile.

the high-risk ROA group in the remainder of the banks in 1984 accounted for 76 percent of
all failures in the entire sample.128 Third, to capture 76 percent of the total number of fail-
ures in 1988�89, the two risk groups �flagged� a large proportion (34 percent) of the total

128 The 76 percent was derived as follows: 188 failures in the high-risk loans-to-assets ratio quintile plus 65 failures in the
high-risk ROA group in the four �low-risk� loans-to-assets quintiles, for a total of 253, or 76 percent of all the 332 fail-
ures in the sample. See Chapter 13, table 13-A.3.
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number of banks in the sample.129 Fourth, most banks in the high-risk groups did not fail.
For example, nearly 92 percent of the banks in the high-risk loans-to-assets ratio quintile in
1984 did not fail four to five years later, in 1988�89.

These findings suggest that failing banks shared a common characteristic: they fol-
lowed a relatively high-risk strategy, as indicated particularly by the ratio of loans to assets,
and could be identified well in advance of their failure dates. The findings also indicate that
many other banks had similar risk characteristics but were able to avoid failure. As indi-
cated above, the success or failure of banks depends on many factors, so predicting failures
far in advance on the basis of the institutions� risk characteristics is difficult.

Specific off-site surveillance systems. The original off-site surveillance systems used
in the 1970s were a collection of commonly used financial ratios. The OCC�s system even-
tually evolved into the Uniform Bank Surveillance System, whose best-known product is
the Uniform Bank Performance Report (UBPR). The UBPR is a bank-specific report that
allows an analyst to compare the financial characteristics of an individual bank with the
characteristics of comparable (peer) banks. The Federal Reserve and the FDIC developed
similar systems. In 1985 the FDIC developed the CAEL system (Capital, Assets, Earnings,
Liquidity�Management is not modeled). This was designed to replicate the examination
rating that an �expert examiner� would give an institution solely on the basis of Call Report
data. Banks were flagged for attention if their CAMEL rating was 2 or worse and their
CAEL rating was more than one rating worse than their current CAMEL rating.130

The CAEL system was adopted in the mid-1980s and has been used to help achieve
and maintain efficient allocation of supervisory resources, primarily by detecting at an early
date banks that appear to have a high probability of receiving a CAMEL downgrade at their
next on-site examination. CAEL uses 19 financial ratios by which a bank is matched against
its peer group. From 1987 to 1994, the CAEL system was reasonably correct in its predic-
tions; approximately one-half of all CAMEL downgrades predicted by the system actually
occurred within six months. The CAEL system identified approximately 25 percent of total
rating downgrades in the relevant group (banks downgraded from CAMEL 2 or worse). By
design, CAEL misses a large number of actual downgrades in order to avoid targeting many
banks that are in fact in a stable condition. This appears to be appropriate in a regime of fre-
quent on-site examinations, for banks whose conditions have deteriorated since their last
examinations but that were not identified by the CAEL system will in any event be exam-
ined without too much delay.

129 The 34 percent figure refers to the highest loans-to-assets quintile plus the highest ROA group of the �low-risk� loans-to-
assets quintiles, or 3,935 (2,292 + 1,643) banks. This was 34 percent of the 11,479 banks in the sample. See Chapter 13,
table 13-A.3.

130 The various systems of off-site surveillance are treated in detail in Chapter 13.
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In the mid-1980s the FDIC also developed the Growth Monitoring System (GMS).
Banks flagged by GMS as rapid-growth institutions are identified for off-site review and
may receive increased supervisory attention. The system is based on the levels and quarterly
trends of five summary measures: asset growth rate, growth rate of loans and leases, and ra-
tios to assets of equity capital, volatile liabilities, and loans and leases plus securities with
maturities of five years or more. The system�s premise is that rapid growth in total assets or
loans represents a risky activity. Through the 1980s banks that generated high growth scores
in the model had a higher-than-average incidence of failure up to four years later. 

In the years since the CAEL and GMS systems were developed, there has been a sub-
stantial body of economic research related to modeling bank failures and financial distress.
The Federal Reserve has based its off-site surveillance methods on statistical modeling
techniques, beginning with the Financial Institutions Monitoring System (FIMS), which
was adopted in 1993 and predicted CAEL-like ratings and bank failures. As of mid-1997
the FDIC was considering substantial modifications in GMS and adoption of a statistical
model for predicting CAMEL rating downgrades for banks and thrifts.

Open Questions
Many of the weaknesses revealed in bank statutes, regulations, and supervisory prac-

tices in the 1980s were subsequently addressed and corrected. However, some issues remain
open�two in particular: the potential impact of resolving large-bank failures in accordance
with FDICIA, and the adequacy of present systems of identifying and pricing risk.

Treatment of Large Banks: Systemic Risk and Market Discipline
FDICIA shifted the balance between stability and market discipline toward market

discipline. It accomplished this by requiring that the methods used to resolve bank failures
produce the least cost to the FDIC and by prohibiting the protection of uninsured deposits
when such action would increase the cost to the insurance fund. Under the pre-FDICIA cost
test, either the FDIC could choose to sell the failed bank if the estimated resolution cost was
less than that of a deposit payoff or the FDIC could provide open-bank assistance, regard-
less of cost considerations, if the bank�s services were determined to be �essential� to the
community. Failures of big banks were generally resolved in ways that protected all de-
posits against loss because of fears of depositor runs on other banks, systemwide crises
through correspondent accounts, or disruption of the payments system.

FDICIA also limits the ability of the Federal Reserve to provide liquidity to problem
banks (defined in terms of capital position) through its discount window. For critically un-
dercapitalized banks, repayment must be demanded within no more than 5 days, and if that
limit is violated, the Federal Reserve is liable to the FDIC for any additional cost. In the
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case of undercapitalized banks, Federal Reserve advances can remain outstanding for no
more than 60 days in any 120-day period.131

FDICIA increases the likelihood that large banks will be resolved with losses to unin-
sured depositors and reduces the likelihood that open-bank assistance will be used to deal
with large troubled banks. An exception to the least-cost test is allowed in cases of systemic
risk: two-thirds of the FDIC Board and two-thirds of the Federal Reserve Board would have
to recommend that an exception be made, with the final decision in the hands of the secre-
tary of the treasury in consultation with the president. Any loss incurred by the FDIC as a
result of using the systemic-risk exception would have to be made up by a special assess-
ment on all institutions insured by the same fund. These provisions were designed to dis-
courage use of the exception and to increase accountability.

The 1980�94 experience provides only limited guidance as to how the rules pre-
scribed by FDICIA will affect future large-bank resolutions. On the one hand, there are the
well-known troubles of Continental Illinois, which in 1984 sustained enormous with-
drawals of foreign deposits through high-speed electronic transfers. At the time there was
concern that if uninsured deposits were not protected, Continental�s correspondent banks
would sustain serious losses, possibly with �ripple� effects on other major banks that were
perceived to be vulnerable. Action by the regulators in assisting Continental Illinois fore-
stalled the possibility of such effects on other major banks. 

On the other hand, in numerous cases the FDIC resolved banks through methods that
left uninsured depositors unprotected yet had no serious repercussions.132 These were gen-
erally smaller banks that did not pose problems of systemic risk.133 Another instance was
the modified payoff method used to resolve 13 banks in 1983�84, a method that caused
uninsured depositors to suffer losses: at closure uninsured depositors were paid a portion of
their money based on the value of the bank�s assets that it was estimated would be recov-
ered in liquidation. At the time of these resolutions there were no flights of deposits from
other institutions. Similarly, in the period since FDICIA, resolutions with losses to unin-
sured depositors have not produced large-scale withdrawals at other institutions. From 1992

131 A decision by the FDIC to act in the Federal Reserve�s stead by providing open-bank assistance might have rendered this
provision less substantial. However, this avenue was essentially closed by the Resolution Trust Corporation Completion
Act of 1993, which effectively prohibited�unless the systemic-risk exception had been invoked�the use of BIF or SAIF
funds to benefit the shareholders of insured depository institutions, a likely outcome of FDIC open-bank assistance.

132 From 1986 through 1991, 199 banks (representing 19 percent of all bank failures) were resolved through means that did
not protect uninsured depositors. Average assets of these banks amounted to $57 million. See FDIC, Failed Bank Cost
Analysis, 1986�1995.

133 A possible exception was Penn Square Bank, which was closed through a deposit payoff in 1982. Because of Penn Square,
�Some banks had difficulty rolling over large CDs. The business of brokers, who divide up large deposits and participate
them to several banks, was significantly boosted. Depositors generally became more selective in their choice of banks�
(FDIC, The First Fifty Years, 98).
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to 1995, uninsured depositors were unprotected in 63 percent of all failures, compared with
19 percent in 1986�91. The experience since the adoption of FDICIA is, of course, hardly
a rigorous test. In this period bank profits have increased to record levels, failures have
slowed to a trickle, and no major bank has been threatened. 

Some studies, published mostly in the post-FDICIA period, present evidence suggest-
ing that investors recognize the risk of loss on uninsured deposits and that the market re-
sponds appropriately to new information about risk in banking firms. For example, one
study found that when banks� subordinated debt claims were downgraded by Moody�s rat-
ing service, the stock prices of banks with larger proportions of insured deposits declined
less, and downgraded banks then increased their reliance on insured deposits.134 Another
study found that stock prices reacted negatively after a downgrade in a bank�s CAMEL rat-
ing, and suggested that such information may be transmitted to the market through the
bank�s Call Reports.135 A study of subordinated debt concluded that yields on such instru-
ments rationally reflected changes in the government�s policy toward protecting large bank
holding company creditors.136 Still another concluded that bond rating agencies convey
new information to the market and thereby enhance market discipline, since banks that ex-
perience downgrades suffer negative stock returns.137

Studies have also been done to compare the accuracy of �inside� information devel-
oped through on-site examinations with that of �outside� information available to market
participants. For example, one study of problem banks concluded that stock returns had
failed to anticipate downgrades in CAMEL ratings; neither the market nor the banks� man-
agements seemed to have been aware of the banks� problems before the examinations took
place.138 Another study concluded that both regulators and market participants price credit
risk, but only regulators price capital strength; the results seem to reflect, on the one hand,
the supervisors� concern with preventing bank failures and protecting the deposit insurance
fund and, on the other hand, the market�s emphasis on risk/return trade-offs.139 But a third
study concluded that CAMEL ratings are primarily proxies for available market informa-

134 Matthew T. Billet, Jon A. Garfinkel, and Edward S. O�Neill, �Insured Deposits, Market Discipline, and the Price of Risk
in Banking,� unpublished paper (November 28, 1995).

135 Allen N. Berger and Sally M. Davies, �The Information Content of Bank Examinations,� working paper 94-24, Wharton
Financial Institutions Center, 1994.

136 Mark J. Flannery and Sorin M. Sorescu, �Evidence of Bank Market Discipline in Subordinated Debenture Yields:
1983�1991,� Journal of Finance 51, no. 4 (September 1996): 1347�77.

137 Robert Schweitzer, Samuel H. Szewczyk, and Raj Varma, �Bond Rating Agencies and Their Role in Bank Market Disci-
pline,� Journal of Financial Services Research 6 (1992): 249�63.

138 Katerina Simons and Stephen Cross, �Do Capital Markets Predict Problems in Large Commercial Banks?� Federal Re-
serve Bank of Boston New England Economic Review (May/June 1991): 51�56.

139 John R. Hall, Andrew P. Meyer, and Mark D. Vaughan, �Do Markets and Regulators View Bank Risk Similarly?� Federal
Reserve Bank of St. Louis, supervisory policy analysis working paper no. 1-97, February 1997.
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tion about the condition of banks; the additional informational content of CAMEL ratings
did not appear large.140

These studies often address the issue of whether, in monitoring large, publicly traded
banks, market discipline and supervision are interchangeable. However, their results also
have a bearing on the issue of the future treatment of large problem banks. If it appears that
the market exercises appropriate discipline and readily obtains relevant information, then
there are grounds for optimism that, in the future, major surprises at large banks may be
avoided because weaknesses will become public knowledge at an early stage, the market
will have sufficient information to make realistic assessments of bank risk, and investors
will be able to distinguish accurately between viable and nonviable banks. Under these con-
ditions, the likelihood that contagious runs will cause systemic problems would be reduced.
There would be fewer grounds for optimism if it appeared that the market had inadequate
or obsolete information (as compared, for example, with information produced by exami-
nations) about a bank�s condition.

With respect to contagious runs, the evidence is not clear; some failures apparently
have not affected other banks, whereas others seemingly have.141 Testing for contagious
runs on large banks is obviously problematic: federal deposit insurance and the practice of
protecting uninsured depositors of large banks eliminated the possibility of such runs dur-
ing the 1980s, and an environment highly favorable to banking has minimized their likeli-
hood in the 1990s. Experience from the pre-FDIC era or from countries that have no formal
deposit insurance system is not always consistent or clearly applicable to present-day U.S.
conditions.142

The most likely scenario in the event of a future large-bank problem is that the FDIC,
the Federal Reserve, and the administration will have to make difficult judgment calls on
whether use of the systemic-risk exception is justified. Such decisions will probably have

140 Thomas F. Cargill, �CAMEL Ratings and the CD Market,� Journal of Financial Services Research 3, no. 4 (September
1989): 347�58.

141 However, one study concluded that �analysis suggests that bank contagion is largely firm-specific and rational, as it ap-
pears to be in other industries, and that the costs are not as great as they are perceived to be� (George G. Kaufman, �Bank
Contagion: A Review of the Theory and Evidence,� Journal of Financial Services Research 8, no. 2 [April 1994]:
123�50).

142 Among the studies of this issue are Charles W. Calomiris and Joseph R. Mason, �Contagion and Bank Failures during the
Great Depression: The June 1932 Chicago Banking Panic,� 110�22; and Fred R. Kaen and Dag Michalsen, �The Effects
of the Norwegian Banking Crisis on Norwegian Bank and Nonbank Stocks,� both in Proceedings of the 31st Conference
on Bank Structure and Competition, Federal Reserve Bank of Chicago, May 1995, 123�61; Gerald D. Gay, Stephen G.
Timme, and Kenneth Yung, �Bank Failure and Contagion Effects: Evidence from Hong Kong,� Journal of Financial Re-
search (summer 1991): 153�65; George G. Kaufman, �Bank Contagion: A Review of the Theory and the Evidence,� Jour-
nal of Financial Services Research 8, no. 2 (April 1994): 123�50; Charles W. Calomiris and Gary Gorton, �The Origin of
Banking Panics: Models, Facts and Bank Regulation,� in Financial Markets and Financial Crises, ed. R. Glenn Hubbard
(1991), 109�74; and Wall, �Too-Big-to-Fail after FDICIA,� 7�9.
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to be made more quickly than were decisions relating to large-bank failures in the 1980s. In
any event, the combination of least-cost resolutions, PCA, and limitations on Federal Re-
serve advances will no doubt increase market discipline and reduce regulatory discretion.
These, of course, are what the supporters of these measures sought to achieve. Additional
and unintended effects of the new requirements may be that some regulatory decisions will
have to be made in haste and that the range of potential solutions to large-bank problems
will be narrowed.

Adequacy of Present Systems for Identifying and Pricing Risk
Banking operations became more complex during the 1980s and deviated increas-

ingly from the traditional loan and deposit-taking model (the increase in various types of
off-balance-sheet activity is one example). These developments pose new risks and have re-
quired adaptations in capital standards and reporting requirements to ensure that major
types of risk are addressed.143

Another development that has important implications for assessing risk is the contin-
ued geographic diversification of the banking industry through consolidation. As more
banks spread their activities across state boundaries, they will have increased opportunities
to diversify their loan portfolios. But as a result of consolidation of multibank holding com-
panies into out-of-state branch systems, financial reports under current reporting proce-
dures will provide increasingly uncertain indications of the geographic concentrations of
credit risk.144 For example, if multibank holding companies were to consolidate all their
bank and thrift affiliates into a single lead bank, 38 states would show an apparent decline
in bank loans outstanding, whereas a few states would show substantial gains.145 Currently
(as of mid-1997) a number of efforts are being made to ensure that meaningful data on ge-
ographic concentrations of lending risk are available.

As these remarks suggest, bank regulators are attempting to adapt systems for identi-
fying and pricing risk in order to keep up with developments in the banking industry, and
one of the principal tools for restraining risk is capital requirements that also serve to trigger
increasingly severe regulatory action under PCA. As emphasized repeatedly in this chapter,

143 The revisions in risk-based capital rules are discussed and evaluated in U.S. General Accounting Office, Financial Deriv-
atives: Actions Taken or Proposed since May 1994 (November 1996).

144 �Minimum Data Needs in an Interstate Banking Environment,� FDIC staff analysis, September 16, 1996.
145 To the extent that out-of-state affiliates were consolidated into a local lead bank, a particular state would show an increase

in loans. To the extent that locally based affiliates were consolidated into an out-of-state lead bank, a particular state would
show a decrease in loans.
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however, bank capital positions are poor predictors of failure several years before the fact.
If regulatory action were based solely on capital positions, in many cases such action might
come too late to do much good. Yet a policy of basing costs or penalties on more-forward-
looking measures would have its own problems. Although ex ante measures of risk�such
as the ratio of loans to assets�correctly flagged a large majority of the institutions that
failed several years later, they also flagged a much larger number of banks that did not fail.
The latter group of banks was presumably being compensated�by earning higher returns,
at least for a time�for the greater risk it was assuming. Imposing restrictions on this group
of banks might unnecessarily restrain potentially profitable activities. Basing penalties on ex
ante measures of long-term risk might also expose the regulators to charges of credit alloca-
tion, since they might be restraining banks� efforts to meet rising credit demands in particu-
lar regions or sectors of the economy. And basing regulatory restraints on unreliable ex ante
risk measures might increase the prospect of a regulator-induced �credit crunch.� All these
difficulties may make regulators loath to base supervisory restraints on, or levy penalties on
the basis of, ex ante risk measures, a situation raising the possibility that some future episode
of high-risk activity will go unrestrained until the risky behavior is translated into actual
losses and erosion of capital positions. In other words, identifying and restraining risky bank
behavior on a timely basis will continue to be a difficult task for bank regulators.

Some observers would address the issue by placing greater reliance on bank owners
and the marketplace, and less on regulators, to monitor and restrain risky behavior. Thus,
raising regulatory capital requirements considerably above present standards would in-
crease stockholders� stake in the banks, increase their incentive to enforce conservative
policies, and provide greater protection for the deposit insurance fund, taxpayers, and the
economy against the risk of bank failures. However, if capital requirements are set too high,
entry into the industry will be discouraged, competition within the industry will be weak-
ened, and credit flows through bank and thrift intermediation will be reduced. A trade-off
exists between the objective of restraining risk through regulatory capital requirements and
the consequences of reduced competition among, and credit flows through, depository in-
stitutions.

Market value accounting has been proposed as a means of substituting the judgment
of the marketplace for that of regulators in assessing bank risk. This assumes that market
participants are better able (or willing) to evaluate the risk characteristics of depository in-
stitutions on the basis of publicly available data than regulators who have access to internal
information gained through examination of loan files. As has been frequently pointed out,
there are serious problems in assigning market values to bank loans that have no secondary
markets and have little or no inherent marketability because of the difficulty of assessing in-
formation developed by the banks on the characteristics and behavior of their borrowers.
Aside from implementation problems, market value accounting may reduce longer-term
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bank lending, restrict credit flows during periods of falling asset prices, and inject greater
instability in the banking system as a result of fluctuations in net worth positions of depos-
itory institutions. In short, whether risky behavior is monitored by regulators, bank owners,
or the market, the objective of greater ex ante restraints on risky behavior may conflict with
other public policy objectives.146

Concluding Comment
An eminent philosopher once offered this discouraging view of the lessons policy-

makers learn from history: �[P]eople and governments never have learned anything from
history, or acted on principles deduced from it.�147 The present study is based on the view
that history can be used constructively by policy makers. The lessons to be learned from this
history concern the effectiveness of the federal bank regulatory and deposit insurance sys-
tems during a period of extraordinary stress. How well did they perform in the 1980s, and
how can a study of their performance benefit future policymakers? 

Despite bank and thrift failures in numbers not seen since the Great Depression, the
government�s promise to protect insured depositors was fully honored: no depositor lost a
penny on federally insured deposits, there was no significant disruption of the financial in-
termediation process, and a high degree of financial market stability was maintained. These
results did not come cheap, but the financial cost for the banking industry was borne by the
banks themselves and by their customers rather than by taxpayers, who ended up bearing
most of the much greater cost of the S&L debacle. There were also other, less-quantifiable
costs, particularly those associated with the moral-hazard risk taking inherent in deposit in-
surance. A chief example was the misallocation of resources when banks and thrifts poured
funds into high-risk commercial real estate lending, although other factors besides moral
hazard contributed to this outcome, including poorly conceived deregulation and disruptive
tax-law changes. In view of these overall results, several lessons can be drawn about the
performance of bank regulators in the 1980s.

1. Problems in the operations of depository institutions must be identified at an
early stage if serious deterioration in the institutions� condition is to be prevented, and
early identification requires continuous and sometimes burdensome monitoring of the
institutions� activities. Partly to support the objective of reducing the federal work force
and partly because of presumed efficacy of off-site monitoring, the number of bank exam-

146 See Allen N. Berger, Kathleen Kuester King, and James M. O�Brien, �The Limitations of Market Value Accounting and a
More Realistic Alternative,� Journal of Banking and Finance 15 (1991): 753�83; and Allen N. Berger, Richard J. Herring,
and Giorgio P. Szego, �The Role of Capital in Financial Institutions,� Journal of Banking and Finance 19 (1995): 393-
430.

147 Georg Wilhelm Friedrich Hegel, Philosophy of History (1832), quoted in John Bartlett, Familiar Quotations, 14th edition.
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iners and the frequency of on-site examinations were reduced in the first half of the 1980s,
at the very time when the number of troubled banks and bank failures began to rise rapidly.
As a result, emerging problems were not always identified on a timely basis, some failures
occurred that might have been averted, and losses to the insurance fund were probably in-
creased.  Examination forces were rebuilt and the frequency of examinations was increased
in the second half of the 1980s, even before legislation requiring such action was passed by
Congress in 1991. Up-to-date, on-site examination results appear to yield information on
banks not available through other means, and they help maintain the integrity of Call Report
and other publicly available bank data. In the 1980s, they provided reasonably accurate ad-
vance warning of future banking problems, and their accuracy increased during the period.

2. Adequate funding of the deposit insurance agency is essential to effective reg-
ulatory control of risk taking by insured institutions. The FSLIC suffered from a num-
ber of defects, but among the most serious was the lack of funding (and the reluctance of the
S&L industry and Congress to provide it). As a result, the FSLIC was unable to close large
numbers of insolvent S&Ls, which were allowed to continue operating in the hope that
higher-risk investments would pay off. FDIC resources, although strained during the late
1980s, were sufficient to close failed banks. Bank regulators generally forced or encour-
aged problem banks to cut asset growth, reduce dividend payments, and attract external
capital. Problem banks were generally not permitted to �throw the long bomb,� and most of
them survived as independent institutions or were merged without FDIC financial assis-
tance. With some significant exceptions, most problem banks that failed were closed within
the time frame later prescribed by the PCA provisions of FDICIA for critically undercapi-
talized banks. Forbearance programs mandated or inspired by Congress were administered
in a generally effective manner by the bank regulators, in contrast to the unfavorable S&L
experience with forbearance. Although other factors obviously affected the quality of regu-
lation, the availability of the financial resources needed to close insolvent institutions was
central to the bank regulators� ability to control bank risk and moral-hazard problems and
reduce losses to the insurance fund when failure occurred.

3. The treatment of large-bank failures had undesirable side effects, but it is un-
clear whether alternative resolution methods would have been successful in the envi-
ronment of the 1980s. Protecting uninsured depositors of large failed banks weakened
market discipline and exposed regulators to charges of treating small banks unfairly. Im-
posing losses on uninsured depositors and liquidating a few large banks might have had
salutary effects on market discipline, and some observers suggest that the regulators should
have been more willing to take the risk involved in such actions. However, no such experi-
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ment was undertaken, and therefore the experience of the 1980s provides little guidance on
whether these actions would have led to runs on other large banks and to more-general fi-
nancial market instability.  

In other respects, it is clear that the treatment of large banks could have been im-
proved. While still profitable and solvent, some large banks that eventually failed were en-
gaging in risky behavior that was not sufficiently restrained by bank regulators. In addition,
a few large banks continued to operate with little equity for extended periods before being
closed; these banks generated avoidable losses that increased total resolution costs. In these
instances, more-effective regulatory action was feasible and could have reduced losses to
the insurance fund. 

4. Statutory rules limiting regulatory discretion may help prevent a repetition of
the regulatory lapses that occurred in the 1980s, but it remains to be seen whether
such rules will be maintained in a future period of widespread banking distress. Lim-
its on the discretionary authority of bank regulators were adopted as part of FDICIA after
the banking crisis had largely passed, and they have raised few problems in the benign
banking climate that has since prevailed. However, the tension between rules and discretion
in bank regulation may reappear in some future period of widespread banking problems. In
the early 1980s, Congress responded to the concerns of the banking and thrift industries and
limited the ability of regulators to close weakened institutions. In that instance, Congress
mandated forbearance for thrifts and some banks, delayed recapitalization of the FSLIC�s
insurance fund, and then declined to provide the amount requested by the Reagan adminis-
tration.148 Given this experience, it is difficult to predict the effect of current statutory rules
in some future banking crisis, or the willingness of legislators to retain them. In such a cri-
sis, numerous banks might be suffering substantial operating losses and capital reductions
resulting from external shocks and other unforeseen developments. Will it then be politi-
cally feasible, for example, to liquidate a significant number of large banks in accordance
with least-cost resolution requirements or to close many small and large banks because they
fail a statutory solvency test? If so, will such actions be compatible with the objective of
maintaining financial market stability? Experience in the 1980s provides little basis for con-
fident answers to these questions.

5. Bank regulation can limit the scope and cost of bank failures but is unlikely to
prevent failures that have systemic causes. The rise in the number of bank failures in the

148 National Commission on Financial Institution Reform, Recovery and Enforcement, Origins and Causes, 73.
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1980s had many causes that were beyond the regulators� power to influence or offset. These
included broad economic and financial market changes, ill-considered government policy
actions, and structural weaknesses that inhibited geographic diversification and made many
banks vulnerable to regional and sectoral recessions. Earlier implementation of uniform
capital standards and other improvements in regulation might have reduced the number of
failures in the 1980s, but it could not have prevented a great many of them. Legislation per-
mitting geographic consolidation was a major step toward correcting existing structural
weaknesses in the banking system. However, if significant new structural weaknesses or se-
rious economic problems are allowed to develop in the future, bank regulation alone will
not be able to prevent a major increase in the number of bank failures. 

6. The ability of regulators to curb excessive risk taking on the part of currently
healthy banks was (and continues to be) limited by the problem of identifying risky ac-
tivities before they produce serious losses and by competing public policy objectives.
As noted, bank regulators were reasonably successful in curbing risk taking on the part of
officially designated problem banks whose condition had already deteriorated. However, in
dealing with ostensibly healthy banks, regulators had difficulty restricting risky behavior
before the fact, while the banks were still solvent and the risky behavior was widely prac-
ticed and currently profitable. It was (and remains) hard to distinguish such behavior from
acceptable risk/return trade-offs, innovation, and other appropriate activity, or to modify the
behavior of banks while they were (and are) still apparently healthy. Current risk-based cap-
ital requirements are forward-looking in the sense that they apply different weights to dif-
ferent asset categories, but the categories are so broad that they permit major increases in
high-risk loans without requiring more capital. On the other hand, current risk-based pre-
mium schedules penalize banks after the fact, when losses have already weakened their
condition. In addition to problems of identification, conflicting public policy objectives are
also a limiting factor; this was evident during the �credit crunch� of the early 1990s, when
bank regulators were criticized by legislators and administration officials for retarding eco-
nomic recovery through their excessive zeal in applying the very supervisory restraints they
had previously been urged to implement. 

An alternative approach, proposed mainly by academic writers, would be to rely more
heavily on bank owners and investors, rather than on regulators, to restrain risky behavior
on the part of profitable banks; this would be done by raising overall capital standards to
considerably higher levels than at present in order to increase shareholders� stake or by
adopting market value accounting. Aside from problems of implementation, the potential
efficacy of this alternative is also limited by conflicts with other public policy objectives,
such as maintaining financial stability and meeting private sector credit demands.
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7. Differences in perspective among federal bank regulators may have delayed
recognition of the nature of the problems of the 1980s. Differences among the regulators
are to be expected, given their various primary responsibilities, and the resulting checks and
balances are frequently cited as one of the main advantages of the present regulatory struc-
ture. However, conflicts among regulators on the issue of brokered funds persisted until
1985, and on new bank charters until 1989. Arguably, it should have been clear before then
that bank failures were the most pressing problem, outweighing such considerations as en-
couraging innovations in deposit gathering and easing the entry of new institutions into
banking markets. While the present system of divided regulatory responsibilities is believed
to have important advantages, in the early 1980s it may have delayed recognition of the se-
riousness of a new crisis.

* * *
Finally, it is appropriate to emphasize that the lessons of the 1980s need to be applied

to future problems judiciously. As noted by one of the participants in the FDIC�s sympo-
sium at which an earlier version of this chapter was presented, the problems of the past may
bear little or no resemblance to those of the future.149 Therefore, it is important to keep in
mind those lessons of the 1980s that appear to be relevant while remaining alert to emerg-
ing problems that have few or no precedents in the past.

149 See comments by Carter H. Golembe in volume 2 of this study.
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