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The 1980s witnessed the greatest crisis in U.S. commercial banking since the Great Depression. Faced with both
increased competition from open market sources of credit
and nonbank intermediation and a series of adverse shocks
to loan portfolios, banks experienced shrinking profits and
a growing likelihood of failure. Indeed, the failure rate for
banks jumped from an average of 2 per year in the 1970s
to roughly 130 per year in the period between 1982 and
1991. Accompanying the increase in the failure rate was
a rise in the number of banks infinancialdistress. By the
end of 1992, the Federal Deposit Insurance Corporation
(FDIC) listed 863 banks with combined assets of $464 billion as problem institutions (FDIC 1993, p. 7).
It is true that the situation has improved very recently.
Low short-term interest rates have permitted banks to widen the spread between deposit and loan rates and to exploit
a favorable yield curve. As a consequence, profits have
risen over the last several years. Nonetheless, it is still important to examine what went wrong during the 1980s, to
identify what lessons can be learned to guide regulatory
policy.
In this article, we argue that large banks were mainly responsible for the unusually poor performance of the overall industry. As we show, banks with the largest total assets contributed in a significantly disproportionate way to
aggregate loan losses. Two factors allowed this to happen.
First, deregulation and financial innovation led to increased overall competition for the banking industry. Sec2

ond, the existing regulatory environment tended to subsidize risk-taking by large banks more than that by small
banks. Under the policy known as too-big-to-fail, large
banks benefited from a multitude of actions that insulated
them (to varying degrees) from the impact of their loan
losses. These actions ranged from giving large banks favorable treatment at the discount window to actually providing them with direct subsidies to prevent their failure.
(Thus, by too-big-to-fail we refer to a menu of policies.
And it is likely that only the very largest banks had access
to the complete menu.) The rationale behind too-big-tofail was that, based on the experience of the Great Depression, the failure of a large bank could be contagious. It
could greatly disturb the rest of the financial system and
cause severe consequences for the entire U.S. economy.
But this well-intentioned policy had an unfortunate side
effect: it unduly subsidized risk-taking by large banks.
Our view that the too-big-to-fail policy was a key factor behind the recent crisis comes from several pieces of
*This article is an abbreviated version of "U.S. Commercial Banking: Trends, Cycles, and Policy," a paper published in the NBER Macroeconomics Annual 1993, ed.
Olivier Jean Blanchard and Stanley Fischer, pp. 319-68, Cambridge, Mass.: MIT Press.
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information. One is a panel data study that we use to sort
out the potential sources of loan losses. It is well known
that regional economic factors initiated a significant share
of loan losses during the 1980s. For example, collapsing
oil prices in the Southwest and real estate prices on the
East and West Coasts produced regional banking crises
during this time. So it may be possible that the relatively
poor performance of large banks could be explained by
the fact that these banks tended to be clustered in the hardhit regions. We show, however, that after regional conditions are controlled for, size still matters in explaining
loan losses. That is, on average, even after the influence
of region is removed from the data, large banks still performed worse than other banks. As we show, this conclusion is robust to a very general specification of how size
and region may interact to influence bank performance.
Our second piece of evidence comes from the composition of portfolios across size classes. Wefindthat in the
1980s large banks tended to operate with a much lower
buffer against potential loan losses. In particular, they held
unusually low ratios of capital to assets relative to the industry mean. Up to a certain asset size, a negative relationship between the capital/assets ratio and size might be
explained by diversification gains and increased access to
purchased money markets as a bank grows larger.1 However, wefindthat the capital/assets ratio tended to decline
markedly with size well beyond the point that might naturally be explained by these scale economy factors. In particular, the capital/assets ratio shrank significantly even after banks moved above $10 billion in total assets. To our
knowledge, there is no evidence of the scale economies we
have described once banks moved above this size range.
In addition to the capital/assets ratio, we consider several
other measures of portfolio risk and similarly find that
large banks adopted a riskier stance, beyond what could
sensibly be explained by scale economies.
In the first section below, we present information on
the recent trends in banking, in order to provide a sense of
context. We describe the evolution of the combination of
factors, including the development of the too-big-to-fail
policy, that provided the climate for the subsequent crisis.
We also present evidence on the composition of bank portfolios across size classes.
In the next section of the article, wefirstpresent measures of bank performance during the 1980s crisis and then
present the results of the panel data study. We find that
loan losses varied significantly with size, even after we
control for regional conditions. We also use our results to

compute a rough estimate of the impact of large banks' extranormal loss performance on the industry aggregate and
find that this impact was quite substantial. In addition, we
present evidence that it was mainly large banks that were
constrained during what some call the capital crunch of
the early 1990s. Thus, though investigating the importance
of the capital crunch is clearly beyond the scope of this
study, we provide insights into the origin of this phenomenon.2
In the final section of the article, we summarize our
study and offer some thoughts on related issues. While we
think that the regulatory subsidy to large banks has been
a significant factor behind the recent banking crisis, we
should make it clear that we are not advocating any kind
of sweeping withdrawal of the safety net. Indeed, as we
discuss, some of the recent banking reforms are steps toward addressing the too-big-to-fail distortion. We are, however, skeptical about the benefits of mergers that create
even larger banks.
Documenting Balance Sheet Trends
We begin by describing the changes in U.S. banking over
the postwar period that laid the groundwork for the problems of the 1980s. We document the general shift in bank
portfolios in favor of riskier asset and liability positions,
and we show how the too-big-to-fail policy evolved in
this environment. We also show that the shift in favor of
increased balance sheet risk was particularly characteristic
of large banks.
Banks Take Bigger Risks
• Assets
Judged by a variety of criteria, the composition of bank assets has become riskier over the postwar period.
Chart 1 portrays the relative behavior of the broad categories of bank assets over the postwar period. Most striking are the rise in the share allocated to loans and the fall
in the shares allocated to securities and to cash and reserves. The drop in the latter reflects mainly a sequence of
reductions in reserve requirements. An important reason
1
We emphasize that the positive correlation between access to the large certificate
of deposit (CD) market and size is not clear evidence of a technological factor that justifies large banks holding low capital. This is because the access may be aided by regulatory policy which implicitly guarantees large banks' money market liabilities. After
all, the Continental Illinois Bank enjoyed a period of great access to the money markets, as we discuss below.
2
Another very important development in banking over this period has been the
movement of bank activities off-balance sheet. This development is considered in more
detail in Boyd and Geitler 1993.
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