CHAPTER 13
DEVELOPMENTSIN COMMUNICATIONSAND FINANCE,

1950 TO THE PRESENT

Communications

The communications industry underwent profound
changes in the postwar era. The development of
microwave communications reduced the costs of long
distance communications while opening it up to
competition. Computers allowed the quick transfer of
huge amounts of information, allowing firms to more
closely monitor and direct decentralized production.
The growth of FM radio and television brought
national news and entertainment into nearly every
living room and altered the leisure habits of
Americans.

Mass Communications

Newspapers Mass communications
media—of which newspapers are the oldest form—
are directed at the population in general and, for the
most part, provide news and entertainment. The
decline in the number of newspapers, which began
before the First World War, continued after the
Second World War. Dailly and Sunday newspaper
circulation has grown but not as fast as population
grew. The number of cities with competing daily
newspapers has declined.” Big-city afternoon daily
newspapers, in particular, continue to vanish—
victims of the changing economy. Manufacturing
employees go to work earlier and get home earlier
than urban office and other service workers. The
typical office worker is more likely to read a paper in
the morning before leaving for work. In the
afternoon, TV news and new suburban, community-
oriented newspapers compete with the big-city
afternoon daily. Early deadlines and the higher cost
of trucking papers for delivery during the afternoon
rush hours has aso hurt the afternoon daily.? The
Newspaper Preservation Act of 1970 authorized joint
operating arrangements to allow weak newspapers to
combine with stronger ones to reduce printing and
business office expenses but this did not always cure
the financial problems.® Another trend in the postwar
period was the strong growth of newspaper groups or
chains. By 1977 the five largest groups controlled 25
percent of the nation's newspapers.*

Newspapers, generally seeing no growth in
circulation, faced increasing cost pressures as real
newsprint and labor costs continued to rise
Computerization allowed newspapers to abandon the
labor-intensive setting of hot type for news and ads in
favor of swift and easy computer technologies.

Critics commonly claimed that newspapers failed to
raise their advertising rates—from which they receive
the bulk of their revenues—enough to cover rising
production costs® However, this complaint relies
upon the common fallacy that costs determine prices.
Rather, it is demand that determines prices. With the
rise in competing advertising mediums, such as
television, FM radio, the Y ellow Pages, and suburban
and shopper newspapers, the daily and Sunday
newspapers were constrained in raising advertising
rates because of the possbility of increased
substitution to competing advertisng mediums.
Figures 13.1 through 13.2 provide some statistics on
advertising expenditures. Newspapers share of
national advertising dropped from 16.4 percent to 5.5
percent as television's share grew, while their share of
local advertising has been reduced by over 10
percentage points.

AM Radio Although both FM radio and
television were developed prior to the Second World
War, disputes about frequency allocations and the
war itself delayed their appearance alowing AM
radio to remain the principal broadcast medium into
the late 1940s. Immdediately after the war national
networks dominated broadcasting time on AM radio,
contributing 40 percent or more of advertising time
sales® With the introduction of television network
broadcasting in 1947, national advertisers began to
move to television. Radio network advertising time
sales declined rapidly after 1951. AM radio stations
had been so dependent on the networks that many felt
that the future of AM radio was threatened.
However, AM radio underwent a remarkable
transformation, and the number of AM radio stations
continued to grow. Though radio's share of local
advertising declined between 1950 and 1955, it then
roseto 1975, where it has remained.

To adjust to the reduction in revenues from
network broadcasts, AM radio stations cut costs. Live
programs gave way to recorded ones using magnetic
tape, the new long-playing 33 and 45 rpm records,
and the older 78 rpm records. New, more reliable
equipment alowed announcers to play recordings,
put announcements on the air, and adjust signa
levels, which obviated the need for large, highly paid
staffs. With the virtual cessation of live programs, the
large broadcast halls were no longer needed, and
stations moved into smaller broadcasting facilities.
Stations also began to specialize in programming
such as country, classical, or rock music, agricultural
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Fig. 13.1. Estimated Shares of National Advertising
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and wesather news, and so on. FCC reports showed
that the average annua operating costs of an AM
radio station dropped from $1,230,769 (in 1982-84
dollars) in 1946 to $533,088 in 1956.

FM Radio Immediately prior to the Second
World War, FM radio had appeared to have a bright
future. FM radio transmissions could eliminate static,
had a broader frequency range for higher fidelity
sound, and could have higher quality reception at
greater distances from the transmitter.? Initialy the
FCC gave FM 35 wide-band channels in the 43-t0-58
MHz range, enough for about 1,500 to 2,000 stations
in the United States. By 1941, 58 stations were on the
air, and 400,000 sets had been produced.’

However, work during the war had led the
FCC to calculate that there would be too much
cochannel interference in the 43-to-58 MHz FM
band, and with the war's end they moved quickly on
June 27, 1945, Dbefore commercial receiver
production was to resume, to shift the FM band to 88
to 108 MHz."® This occurred despite opposition from
"FM equipment and FM station owners,...from the
Commission's own panel of industry experts...and
RCA."™ Vincent Mosco believes that the spectrum
shift may have been motivated by a desire to protect
AM radio stations and that it did harm FM radio's
development. The FCC intended FM to be
supplementary to AM and in 1945 also reduced the

maximum station power and lowered antenna
heights, thus reducing the effective coverage from a
radius of 150 miles to 45 miles> AM stations were
encouraged to take over FM stations and duplicate
programming.

The number of FM stations declined from
1951 to 1957. By the beginning of the 1950s there
were few receivers sold and few listeners. Part of this
was due to technical problems. Multipath distortion
in hilly terrain distorted the signal. Until 1957 FM
radio receivers were likely to drift slowly off the
chosen dtation. Although FM signals had less
distortion and a wider frequency range than AM
signals, FM receivers were generally no better than
their AM counterparts. Thus, the sound of FM was
not noticeably superior to that of AM. Radio was till
tied to network programming, which was too
expensive for FM stations, and network signals were
of low quality with a limited frequency range and
therefore unable to use FM's superior features.
Finally, few autos had FM radios.

After 1957 a number of changes came
together to cause FM to begin growing again. The
near disappearance of network radio, improved
equipment, cost-cutting changes, and the moves
toward music programming began to boost FM. The
development of Automatic Frequency Control (AFC)
eliminated FM drift, and the rise of high-fidelity
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Fig. 13.2. Estimated Shares of L ocal Advertising
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components and rock music, which generaly
required truer reproduction, aso increased its
popularity. Stereo broadcasting was authorized in
1961, which gave a strong impetus to further FM
development. As a group FM-only stations first
became profitable in 1976 and have become
increasingly profitable in the following years.™®
Televison  After the war the Nationad
Televison System Committee's standards were
instated, and 13 VHF channels were assigned to
television. Channel 1 was later reallocated to FM
broadcasting leaving, 12 VHF channels for
television. Initia license applications were sow to
arrive due to the much larger costs of beginning
broadcasting; one television camera cost as much as
all of the equipment for a small radio station. In 1949
operating costs for a television station were roughly
six times as much as for a radio station. Television
required new and unfamiliar programming and
production techniques. Finally, given the small
number of television sets in existence, there was
uncertainty over the commercial future of television.
Development was also dowed by CBS's
support of a color television system, which was not
compatible with the RCA monochrome broadcasting
system that had been adopted.™* When CBS's petition
for its color system on UHF channels was denied in
1947, new applications for VHF licenses poured in

faster than the FCC could handle them, and it soon
became evident that there were insufficient channels
in the larger markets. Complaints of cochannel
interference  also began rising.® Having been
criticized for channel assignments that alowed
cochannel interferencein AM radio, the FCC was not
eager to be subjected to this again. Its response was
to impose a "freeze" on dl station assignments on
September 24, 1948, and at the end of the freeze in
April, 1952, only 108 stations were broadcasting.™

The FCC severely limited the number of
VHF channels in each city to ensure that no VHF
cochannel interference arose, and reserved one VHF
channel in every city for educational or public
broadcasting.”” Channels 14 to 83 were assigned to
the UHF spectrum of 470 to 890 MHz, but UHF
broadcast signals were inferior to VHF signals, and
until 1964 few televison sets included UHF
receivers. The FCC refused to adopt the principle of
deintermixture—that is, "the assignment of VHF-
only or UHF-only channels to each city."*® If this had
been adopted, competition between VHF and UHF
would have been avoided, and UHF would have
found much more ready acceptance. The FCC
virtually ensured that VHF would dominate UHF,
created longstanding monopoly rents for VHF
licensees, and, as we shall see, effectively limited the
number of national television networks.™
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In February, 1948, when AT&T was
authorized to begin providing network television
transmissions, seven companies—NBC, CBS, ABC,
Mutual, DuMont, Philco, and Paramount—were
ready or planning to enter into network television
broadcasting.®® Because the FCC limited the
networks to outright ownership of five television
stations, they had to develop by affiliation with
existing television stations. NBC and CBS's aready
well developed networks of affiliated radio stations
gave them an advantage in this. Early in 1948 both
Mutual and Philco dropped their television network
plans. Paramount did little more than operate two
television stations, leaving four national television
networks: NBC, CBS, ABC, and DuMont.

The freeze placed ABC and DuMont at a
disadvantage compared to NBC and CBS because
they did not have affiliates in all of the major cities.
In 1949 DuMont formally proposed to the FCC that it
institute a policy of deintermixture so that each
network could get an affiliate in each major city.
The FCC refused and, with the lifting of the freeze
and severe reduction of VHF channels in most cities,
Vi rtLézzaIIy guaranteed that ABC and/or DuMont would
fail.

AT&T's interconnection charges also placed
ABC and DuMont at a disadvantage. Networks that
contracted for service eight hours a day, seven days a
week—NBC and CBS—were charged $39.50 per
month per mile. Occasional-use networks—ABC and
DuMont—were charged $69 per month per mile for
two hours each day in a month. The FCC turned a
deaf ear to ABC's and DuMont's protests® The
competitive disadvantages retarded ABC and
DuMont's development and after DuMont gave up in
1955, ABC picked up many of its former affiliates
and "was able finaly to begin a rise toward parity
with CBS and NBC in the television broadcasting
industry."*

Television turned out to be a financia
bonanza for VHF license holders; the industry
became profitable in 1951 and saw its revenues grow
on average 15 percent per year from 1950 to 1980.%
Television became the dominant national advertising
medium as early as 1960, with an 18 percent share.
By 1970, 25.8 percent of national advertising was
directed to television, a share that has not grown
much since. Television's share of local advertising
grew steadily to the late 1980s, though remaining a
distant second to newspapers. In contrast, UHF
stations struggled even after the 1963 amendment to
the 1934 Communications Act required televisions to
receive both VHF and UHF signals. As a group, they
became profitable in 1976.%

Due to rising competition from cable
televison systems, the profits of local stations and

national networks stopped growing in the mid-1980s.
Cable television began in 1948 as subscriber systems
to bring in signals to areas that normally could not
pick them up? The rise of satellite program
distribution opened the market to the development of
"superstations’ and cable networks; subscribers had
to pay for some, and other were included as part of
the basic cable subscription® UHF stations were
given new life by the development of cable, which
made access to their signal as easy as for the loca
VHF network stations. In the late 1980s a new
national network, Fox Broadcasting, began by
affiliating with local UHF stations, most of which
could easily reach the viewing audience via cable
systems.

In the ealy 1980s a wave of cable
construction swept across the United States. By 1984
it was felt that policies covering cable systems were
necessary, and the 1934 Communications Act was
amended to provide for cable systems. The act
covered franchising and franchise fees; requirements
for channels with public access and public,
governmental, and educational use; copyright fees;
and duplicate programming of locally broadcast
programs. It also required that all rates were to be
deregulated by 1987 in communities that the FCC
judged to have effective competition.

Court tests of the monopoly franchises of
loca cable companies vyielded contradictory
decisions. Meanwhile, when local control of
subscription fees was removed in 1987, cable
companies began exercising their monopoly power as
rates quickly rose. By 1989 charges of excessive rate
increases were commonplace, and critics were
proposing congressional action to reregulate cable
TV rates® Late in 1991, preliminary approva was
given to telephone companies to devel op proposals to
install fiber-optic cables that could carry not only
telephone signals but aso al of the programs
currently transmitted through cable lines. If allowed,
this would likely provide effective competition for
thelocal cable TV monopolies.

I nterpersonal and Business Communications

Postal Services In contrast to mass
communications, interpersonal and  business
communications are between individuals and/or
firms, and there is a charge for each communication.
The U.S. Posta Service is the oldest such
communications medium, and it is an enormous
organization.® It is the largest single user of floor
space in the United States, and is exceeded only by
the military as a purchaser of transport equipment.
Overdl it handles about half of the world's mail. If
we assume that the Postal Service's contribution to
GNP can be measured by its expenditures, then on
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average from 1950 through 1988, it has contributed
0.75 percent of GNP. The Postal Service is extremely
labor-intensive, with 80 to 85 percent of its budget in
payroll >

The Post Office had never been known as a
model of efficiency. In 1966 the 13 story Chicago
Post Office essentially ground to a halt stopping mail
movement through it and slowing mail delivery
across large areas of the United States. By the 1960s
the patronage system of appointing postmasters and
rural letter carriers was drawing criticism.® President
Johnson directed that the Kappel Commission
undertake a study of postal affairs. The commission's
report recommended that the U.S. Post Office be
reorganized into the U.S. Postal Service, a quasi-
independent body which was approved in 1970, and
began operations on July 1, 1971. The patronage
system was replaced with civil service career
employees to make the Postal Service more
professional, and the new organization was supposed
to make the Postal Service more efficient and reduce
the government subsidies. The federal government's
appropriations as a percent of revenues have falen
since 1970.

The arguments supporting the legal
monopoly of first-class letter delivery services have
generaly involved economies of scale and "cream-
skimming." However, few studies have found the
economies of scale that would justify a legal
monopoly, and, of course, the Postal Service does not
have a monopoly on other classes of mail. "Cream
skimming" is the practice of delivering higher profit
mail, such as letters within a city, and not delivering
lower profit mail, say, letters between states. Such a
practice can only occur when the Postal Service
practices price discrimination, which is what a
uniform rate per ounce of first-class maill amounts
t0.*® Because of the legal monopoly on first-class
mail deivery, first-class mail also effectively
subsidizes other types of mail handled by the Postal
Service. In fact, the U.S. Postal Service has a clear
advantage over private mail and parcel post delivery
services because of its legal monopoly on first-class
letters; complete exemptions from all corporate,
property, and business taxes; and the subsidies from
Congress. The Posta Service has vigorously
defended its monopoly by prosecuting firms that have
attempted to move into the delivery of first-class
mail.

Even with these advantages the Postal
Service's performance has been dismal. Lacking
incentives to be efficient, it has been extremely slow
to adopt labor-saving machinery and has alowed
wage rates to rise well above market levels® To
cover the growing inefficiency, real first-class letter
rates rose substantially between 1950 and 1975,

though they have declined somewhat since then
because of competiton from falling long distance
telephone rates, the growing use of FAX technology,
and electronic mail through computers (E-mail). (See
Figure 13.3.) The Posta Service's share of the
courier/overnight mail business has plummeted to 12
percent since the early 1980s, as private firms such as
Federal Express now handle most of this business.
The Postal Service's share of the fourth-class parcel
business is now down to 6 to 8 percent as United
Parcel Service, a private company, now handles the
bulk of this business.

Rather than improving, Postal Service
delivery has been growing worse. By 1991 it took 22
percent longer on average for a first-class letter to
reach its destination than in 1969.% This deteriorating
performance led to a number of calls to either
privatize the U.S. Postal Service or eliminate its legal
monopoly to open up the delivery of first-class mail
to competing firms. As of 1991 no move had been
made in this direction.

Telecommunications Services The demand
for telephone service continued to rise after the
Second World War and telephone use grew rapidly,
especially toll calls as long distance rates fell.** (See
Figure 13.4.) Until the 1970s AT&T provided the
only long distance connection between the local
exchanges. Eighty percent of the population received
their local phone service from an AT&T local
company. Long distance service was regulated by the
FCC whereas the local exchanges were regulated by
various state public utility commissions. AT&T
supplied end-to-end service, including the ownership
of all equipment—it leased phones to customers.®

The postwar period saw a number of
developments. As AT&T began to switch from
systems with a central operator to direct dial
automatic connection, the share of customers on
private lines rather than party lines rose from 25
percent in 1950 to 73 percent in 1965.% By 1960, 97
percent of Bell customers had local-direct dia
service, and by 1963, 80 percent of Bell customers
had long distance direct dialing.*

By the late 1960s AT& T was failing to keep
up with the growing use of the telephone. In New
York City overloaded circuits began resulting in
waits of two to three minutes for a dial tone, false
busy signals, dead lines, crosstalk, false rings, and
incorrect phone bills. On July 8, 1969 there was a
near total failure of a key New York City exchange,
incapacitating phones for several days. Outages
struck other parts of the city later in 1969 and 1970.
In 1970 Boston had telephone snarls that were even
worse than those in New York City. Denver and
Houston also experienced telephone problems that
year_4o
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Fig. 13.3. Pieces of Mail Handled and Real First-Class L etter Rates
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In the 1970s, under new leadership, AT&T
recovered.”! By the beginning of the 1980s, AT&T
was the largest corporation in the United States.*
However, lega and competitive pressures that had
been building for two and a half decades came to a
head on January 8, 1982, when AT&T signed a
consent decree to restructure itself. On January 1,
1984, AT&T divested itself of al of its loca
operating companies and emerged as a much smaller
corporation facing a competitive long distance
telephone market.

The roots of these changes lie in FCC
decisions initially made during the Second World
War. As long distance calls increased and the Long
Lines Division's profits rose early in the war, the
FCC directed AT&T to replace its board-to-board
accounting with station-to-station accounting.*® This
shifted costs from the local operating companies to
the Long Lines Division and required that revenues
be transferred from the Long Lines Division to the
local operating companies. These shifts allowed the
FCC and dtate regulators to lower local rates and
move closer to universal local service, a goa the
FCC and state regulators desired.

Because this separation of costs and
revenues was arbitrary, it could be changed. In 1947
about 2.5 percent of the local exchange plant was
allocated to interstate service, but by 1980 about 25

percent was so allocated. These local charges against
long distance revenues—access charges—were 35
percent ($7 billion) of total interstate revenues in
1981.* As a result, even though technological
developments lowered the costs of providing long
distance service, long distance rates did not fall
commensurately.*®

In the mid-1950s AT& T began developing a
microwave transmission network to thwart the
televison networks that were proposing building
their own microwave networks.*® The 1959 the Above
890 decision allowed private microwave networks
above 890 MHz. In 1963 Microwave
Communications, Inc.—MCIl—requested permission
to provide private-line network service between
Chicago and St. Louis, and in 1969 this was granted..
With the competitive door opened, by the middle of
1970 the FCC was inundated by 2,000 applications to
provide private line service. The FCC's Specialized
Common Carriers decison of 1971 developed
genera rules for such carriers. As the competitive
invasion accelerated, AT&T introduced its "Hi-Lo"
tariff in 1974 which lowered rates for its private-line
circuits.*’

In  November of 1974, the Justice
Department filed an antitrust suit against AT&T.
Meanwhile the competitive invasion continued. In
1976 firms were alowed to creaste value-added
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Fig. 13.4. Real Telephone Ratesfrom New York City to Selected Cities
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networks by simply leasing private-line circuits to
add some functions and then reselling them to the
general public.”® The competitive invasion that the
FCC had created now went beyond its control when
MCI began offering its own ordinary long-distance
telephone service in 1974—the Circuit Court of
Appeals approved thisin 1977.%°

The whole prablem, of course, had been
created by the FCC's insistence on long distance rates
reflecting station-to-station costs and the growing
gulf between station-to-station and board-to-board
costs. If MCl's long distance telephone service was
allowed to subscribe to local telephone service at
ordinary business rates, it would have been
subsidized by AT&T's Long Lines through the
separations charges, and the result would have been
one-third lower capital costs for the same long
distance facilities® Decisions in 1978 and 1980
required al Bell Telephone companies and
independent  local  telephone  companies to
interconnect with other long distance services
AT&T proposed an interconnection tariff for other
long distance carriers equal to that assigned to the
Long Lines Division, but the tariff was vigorously
opposed, and the other carriers received large
discounts on their connections.>

AT&T was unsuccessful in its attempt to get
legidation passed that would have forestaled the

Justice Department's antitrust suit. By 1981
statements by the judge hearing the Justice
Department's case forecast a decision against AT&T,
and juries had found for Litton and MCI in ther
private antitrust suits against AT&T. AT& T began to
negotiate a settlement with Assistant Attorney
General William F. Baxter.

The consent decree, announced on January
8, 1982, was to take effect on January 1, 1984.
AT&T was dismembered. The operating companies
were divided into seven regional companies with at
least $15 to 20 billion in assets. The new regiona
companies were not allowed to manufacture or sell
terminal equipment, but they retained control of the
highly profitable Yellow Pages publishing. The new
AT&T was freed to compete in any field it chose,
retained both Western Electric and Bell Laboratories,
and was alowed to compete on price with the new
long distance companies. On January 1, 1984, "when
each of AT&T's 3 million stockholder accounts
became eight accounts, they comprised close to half
of the stockholder accounts in the United States."*®

Competing long distance companies were
given equal access to local exchanges via "dia one"
service.® The initia estimate of $7 per customer to
replace AT&T's lost separations charges and
maintain the lower local service rates, were reduced
to access charges of $2 a month for residentia
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Fig. 13.5. Indexes of Real Telephone Rates, 1977-1986
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service and $4 a month for business service. This
aroused the anger of customers, while other long
distance carriers were angry because their cost
advantages largely disappeared.®®

Real long distance rates, as shown in Figure
13.5, fell, while real local rates rose.”® Between 1983
and 1987 AT&T's share of the long distance market
fell from 90 to 72 percent, while its competitor,
Sprint, became the leader in installing the new long
distance fiber-optic networks.*’

Communications Changes in the Postwar
American Economy

For better or for worse, postwar developments in
mass  communications  changed Americas
entertainment and leisure activities. Television has
undeniably allowed many millions to see types of
entertainment they would otherwise not have seen.
Though it has been criticized as a "vast wasteland,” it
has also provided nearly instantaneous, visual news
and information and lessened regiona and rural
differences and isolation. Declines in attendance at
live theater productions and motion pictures and in
newspaper readership and other leisure activities
have offset some of the benefits from the rise of
television. However, radio—both AM and FM—
adapted well to the rapid rise of television.

Developments in interpersonal and business
communications have accelerated in recent decades.
The completion of microwave transmission networks
alowed easy and virtually instantaneous
communication across long distances. The rise of
competition lowered the costs of long distance
communications, and the expansion of computer
transmissions alowed firms to monitor and
coordinate internal activities much more closely.
These were crucia to such developments as "just-in-
time" production, which lowered inventory costs,
and, for many firms, a decentralization and dispersion
of production facilities. These cost-decreasing
changes have contributed to the increases in
Americas real incomes.

Financial Markets

There were numerous changes in the financial sector.
Competitive developments in banking began to erase
the digtinction between deposit and nondeposit
banking, and banks moved into nonbank financia
and nonfinancial activities. The 1980s saw a steep
rise in bank and thrift failures. Credit cards arose as a
new payment mechanism, and electronic banking
altered the nature of banking. The securities markets
saw two booms, one in the late 1960s and the other in
the mid-1980s. In the following brief survey of

Gene Smiley, The American Economy in the 20" Century, Chapter 13: Page 13-8: Revised 5-22-93



postwar financial markets, we shall examine the most
important financial markets: commercial banking,
thrifts, and credit unions; credit cards; insurance; and
the securities markets, particularly the New York
Stock Exchange.

Banking
After the Second World War, commercial banks
provided financial services to commercial and
industrial customers and were the only financia
institutions allowed to offer third-party demand
deposits, which were then used primarily by
businesses, not households—as late as 1946 only 34
percent of households had a checking account.®®
Household savings deposits and consumer |oans were
largely handled by savings banks, savings and loan
associations, and credit unions.

In the postwar period commercial banks had
far more assets but their assets grew sower than
those of thrifts and credit unions. Commercial banks
faced an erosion of their traditional markets; their
largest corporate customers often turned to the
commercial paper market, and smaller ones
frequently sought out commercial finance companies.
Because of the prohibition on interest payments on
demand deposits, corporate treasurers began placing
liquid funds in higher yielding assets, such as
commercial paper and Treasury Bills>®

Counterbalancing the erosion of the
corporate markets, commercial banks found that
consumer deposits and loans were much more
important. Consumer deposits provided a lower cost
source of funds and commercial banks aggressively
pursued both the consumer deposit and credit
markets. The shift from noninterest-bearing demand
deposits to interest-bearing savings and time deposits
raised banks' costs of obtaining funds, even though
passhook rates were controlled under Regulation Q.
As the celling rates were raised, the difference
between passbook rates at thrifts and banks
narrowed, so in 1966 Congress mandated a 0.5
percent higher ceiling rate (reduced to 0.25 percent in
1975) for thrifts.®

The 1970s ushered in new competition for
banks and thrifts. The thrift institutions began to
behave much more like banks by edging into banks
traditional market for demand deposits. Money
market mutual funds developed to provide consumers
with income-earning deposits that aso included
limited check-writing capabilities. This lured funds
away from commercia banks and from thrifts.
"Nondeposit financial conglomerates—ranging from
insurance, credit card, and brokerage companies to
manufacturers and retail chain stores—elected to
aggressively challenge banks for both ther
conventional credit and deposit accounts and for new

service lines, especially in insurance agency, real
estate and security brokerage, and loan-servicing
activities"®"

As the rate of inflation increased, nominal
interest rates also increased. Thrift institutions do
well aslong asthereis an upward-doping yield curve
and relative rate stahility, but when rates begin rising,
they encounter difficulty. With their portfolio of
long-term assets and short-term deposits, the cost of
obtaining funds can rise toward and even surpass the
yields of their assets, and this happened in the 1970s.
Savings and time deposit rates were capped to try and
keep thrifts profitable. Disintermediation led to an
outflow of deposits from both thrifts and commercial
banks.

Thrifts began offering both variable rate
mortgages and new, higher yielding savings
certificates requiring larger minimum deposits with
penalties for early withdrawal. In 1972 a
Massachusetts savings banks introduced a Negotiable
Order of Withdrawal (NOW) account—essentially a
checking deposit that paid interest. Other thriftsin the
northeast followed suit and credit unions began
offering Share Drafts. By the end of the 1970s, these
were spreading to other regions. Commercia banks
responded by creating automatic funds transfer
services (ATS), which transferred money from
savings accounts to checking accounts to alow
depositors to earn interest on some of their deposits.
Money market mutual funds, also introduced in 1972,
grew during the 1970s.% The number of money
market mutual funds began to grow rapidly in 1978
as open-market interest rates rose. "By year-end
1979, money-fund assets totaled $45 hillion and then
spiraled upward to exceed $200 billion in 1982."%
Other types of specialized funds were created in their
wake.

Commercial banks complained that rulings
allowing thrifts to offer interest-paying checking
accounts (NOWSs) and higher interest rates on savings
accounts had left them at a disadvantage. Thrifts
complained that they were not allowed to develop an
adequately diversified asset portfolio. State-chartered
banks that were members of the Federal Reserve
System had been dropping their memberships, and an
increasing number of nationa banks began
converting to less redtrictive state charters and
dropping Federal Reserve membership. The Fed
became increasingly concerned that its ability to
exercise monetary policy was being undermined by
these trends. In response, in 1980 Congress passed
the Depository Institutions Deregulation and
Monetary Control Act (DIDMCA) and, in 1982, the
Garn-St. Germain Depository Institutions Act.%

DICMCA required  all depository
institutions to have the same reserve requirements, as
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Fig. 13.6. Banks Closed or Assisted
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set by the Fed, and granted all depository ingtitutions
access to the Fed's discount window. Commercial
banks were allowed to offer NOW accounts as well
as automatic transfer services, and in the middle of
1983 the Depository Institutions Deregulation
Committee recommended that Congress repea the
prohibitions on interest payments on demand
deposits.®® Interest rate ceilings on time and savings
deposits for thrifts and commercia banks were to be
equalized by 1984 and phased out by 1986. Thrifts
were allowed to offer consumer and commercial
loans, credit cards, and trust services. The maximum
size of FDIC- and FSLIC-insured individual deposits
was raised to $100,000 from the $40,000 limit set in
1978.

The Garn-St. Germain Depository Act was
passed in October of 1982 in response to the plight of
the banks and thrifts in the 1980-82 period. They
were given expanded lending and investment powers
and allowed to offer new deposits. It also gave "the
Bank Board the authority to arrange mergers of
failing thrifts with other thrifts, commercial banks,
savings and loan holding companies, bank holding
companies, and nondepository companies."® A
program was established to provide capital assistance
for thrifts with serioudy low net worths. The act
authorized banks and savings and loans to offer
Money Market Deposit Accounts (MMDAS) to

compete with the Money Market Mutual Funds share
accounts. These new accounts were extraordinarily
successful and "by May 1983, approximately six
months after their inauguration, MMDA volume
exceeded $300 billion—roughly half the size of the
nation's narrowly defined (M1) money supply."®’

The financia crisis that had brought about
the Garn-St. Germain Act extended back into the
early 1970s. The rising inflation rates and severe
recession of 1974-75 had increased the number of
failing and problem banks. From 1970 through 1981,
there were an average of 262 problem banks each
year. With the onset of new, more severe recessions
in 1980 and 1981, bank failures increased, especialy
among banks that had become involved in energy
loans. The banking crisis grew worse in the 1980s.
As Figure 13.6 shows, the number of banks closed or
assisted grew throughout the 1980s.

The 1980s were even worse for the thrifts,
they experienced two crisis periods, 1979 to 1982 and
1987 to 1992. The rising interest rates on deposits,
combined with lower yields on their mortgage
portfolios, had progressively squeezed the thrifts
earnings during the 1970s, and the thrifts were in a
weakened condition by 1979. There were rapid
increases in interest rates from 1979 through 1981,
and in 1981 and 1982 FSLIC-insured thrift
institutions as a group had net losses of 14.3 and 15
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percent of the previous year's regulatory net worth.®®
The regulatory net worth of these ingtitutions
declined by 24.5 percent from 1980 to 1983, and in
1982, 252 FSLIC-insured institutions, or 7.5 percent
of their total number, failed. The largest number of
insured thrifts to fail in a single year prior to that was
13 in 1941. Between 1980 and 1986 664 thrifts
failed.® Voluntary and supervised thrift mergers rose
sharply. As interest rates declined in 1982, thrifts
returned to profitability, but the initial damage had
been done.

Although the number of failures declined,
the number of insolvent thrifts continued to rise due
to the erosion of their net worths. Because of the
FSLIC's reduced reserves (necessary to close
insolvent thrifts) the Federal Home Loan Bank Board
changed its accounting practices to alow thrifts to
spread their losses on asset sales over the remaining
life of the assets sold.”” They reduced the minimum
net worth requirements from 5 percent in 1979 to 3
percent in 1982 and, until March of 1985, allowed the
use of "five-year averaging”" and "twenty-year phase-
in" to further reduce the regulatory net worth of the
thrifts™ Although this reduced the number of
technically insolvent thrifts requiring FSLIC merger
or liquidation, it did nothing to alleviate the actual
financia problems.

Between 1982 and 1987 several disturbing
trends developed. Thrifts began to make greater use
of Jumbo deposits (large CD's over $100,000) and
brokered deposits of $100,000, the maximum
individual amount insured by the FSLIC. These
carried higher interest rates, particularly after full
interest rate deregulation in 1986, and this "hot
money" was subject to much more sudden
withdrawal. This, combined with reduced net worth
requirements, accounting techniques created to
maximize short-run income and regulatory net worth,
and falure to close the growing number of
effectively insolvent ingtitutions, induced institutional
gambling and brought on a new crisis.

Individual deposits were FSLIC guaranteed
up to $100,000, and the FSLIC insurance costs did
not differentiate between "safe" and "risky" thrift
institutions. The only hope to regain solvency was to
grow in order to gain the additional assets that could
generate the income to become solvent. To grow, the
thrifts had to pay above-market interest rates to get
Jumbo and brokered CDs, then invest in riskier assets
that could, if successful, generate the income to again
become solvent.”” The process of adverse selection
meant that the fastest growing thrifts were the riskiest
insolvent thrifts, and this accelerated the potential
future cost to the FSLIC.” The decline in the rate of
inflation and the depression in energy-related
activities in the southwest caused real estate prices to

begin falling. By 1987 there was evidence of serious
excess construction of commercial and apartment
property in the southeast and southwest, especialy
Texas and Oklahoma. In early 1987 the General
Accounti ng Office (GAO) the declared FSLIC
insolvent.”

By 1986 it was clear that conditions were
worsening rather than improving in the thrift
industry, and the Federal Home Loan Bank Board
and U.S. Treasury developed a plan to raise funds
through the Federal Home Loan Bank to provide
capital for the FSLIC to close insolvent institutions
and dispose of their assets. The initial legislation of
1987—the Financia Institutions  Competitive
Equality Act—was authorized, raising only $10.8
billion.”” By late 1987 officia estimates of the
amounts required to bail out the thrift industry had
risen to $15 hillion. The Federa Home Loan Bank's
"Southwest Plan" provided large tax breaks and
subsidies to entice private investors to take over
insolvent thrifts in Oklahoma and Texas.

As more information became available, the
size of the bailout began growing, reaching $40-$50
billion by the middle of 1989. On August 9, 1989, a
$50 hillion savings and loan bailout bill was signed.
A new agency, the Resolution Trust Corporation
(RTC) was created to sell $30 hillion in 30-year
bonds to help cover the costs of closing or selling
insolvent thrifts. The Treasury was to contribute
$18.8 hillion and the FHLB $1.2 bhillion. The RTC
took possession of al thrifts insolvent as of January
1, 1989, and dl thrifts declared insolvent after that
date to dispose of their assets. Thrift industry
insurance premiums were increased, and a new
Savings Association Insurance Fund (SAIF) and a
new Bank Insurance Fund (BIF) were established to
replace the FSLIC; both were controlled by the
FDIC. Tougher capital requirements were imposed,
and new uniform capital accounting standards were
to be developed to enforce them. Thrifts were also no
longer allowed to make huge, unsecured loans to a
single borrower.

The estimated size of the S&L bailout
continued to mount as insolvency grew, and the RTC
was slow to dispose of the assets of the seized thrifts.
In November of 1990, the cost of bailing out the S& L
industry, excluding any interest costs on the money
borrowed, was estimated at $178 to $200 billion.”
By August 1991, the estimate of the cost had risen to
$230 billion.”” Charges of incompetence and
capricious regulation by the RTC were common.™

Credit Cards
Credit cards date to just prior to the First World War
and began as an extension of the traditional consumer
credit that had always been provided by American
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merchants.” In 1914 some large retail stores began
issuing cards to their wealthiest customers and in
1928 began issuing "charga-plates” which were
embossed metal address plates to identify charging
customers and facilitate mailing bills and keeping
records. By the late 1920s gasoline companies began
issuing courtesy cards for purchases at their stations.
Between 1928 and 1958 retailers developed a number
of innovations in credit cards such as minimum
monthly payments on the unpaid balance, initialy set
a one sixth thereof; finance charges on the unpaid
balance each month; and the thirty-day grace period
on finance charges.

The first universal card—the Diners Club
Card—began in 1949. For the first time a company
acted as an intermediary between the merchant and
the consumer and charged each a fee for the service.
These credit cards came to be called Travel and
Entertainment (T&E) cards. American Express,
worried about competition to its profitable travelers
cheque business, established its T&E card in 1958,
the same year that the Hilton Hotel Corporation
launched its Carte Blanche card, and the nation's two
largest banks, Bank of America and Chase
Manhattan, started their own credit card operations.

The primary obstacle to the acceptance and
use of universal credit cards was the lack of a
national network. To solve this problem, Bank of
America licensed its BankAmericard across the
United States in 1966. Sensing the competition,
severa other large banks joined together to counter
BankAmericard by creating the Interbank Card
Association. In 1976 BankAmericard changed its
name to Visa; somewhat earlier, Interbank Card had
become Master Charge, and in 1980 it switched
names again to become MasterCard. Unsolicited
mass mailings of the cards and marketing blitzes in
the late 1960s increased the installed cardholder
bases® In 1973 retail cards were over haf of all
credit cards, however, the use of bank credit cards
grew rapidly during the 1970s. During the 1980s
major retailers began to accept the bank credit cards
in addition to their own retail credit cards, and by
1986, 55 percent of all families had at least one bank
credit card.

Through the 1970s bank credit cards were
only marginally profitable, and much less so than the
T&E credit cards. Interest rates on unpaid balances
on credit card accounts rose along with other interest
rates at the end of the 1970s and in the early 1980s.
As interest rates fell after 1982, credit card interest
rates fell less swiftly. Banks and other card issuers
realized that the easy access to an unsecured line of
credit, combined with the generally small unpad
balances, made the demand for the cards credit
relatively interest inelastic. Bank credit cards became

an increasingly profitable business in the 1980s and,
by the end of the decade, an important source of
banks' earnings.

By the end of the 1980s, electronic funds
transfers (EFTSs) were taking away some of the credit
cards business. The debit cards could obtain cash
from automated teller machines and be used at
participating merchants to make the payment directly
from checking accounts. However, due to the easy
access to credit, it was not expected that credit cards
would disappear.

Insurance

The private insurance industry in the United States is
a vast enterprise affecting nearly every person in our
society. It is composed of companies providing life,
property, casuaty, heath, and other types of
insurance, with many companies providing more than
one type of insurance coverage. Our primary interest
isin life insurance because of its role in the financial
markets. Whole life insurance policies and many
term policies have provided investment vehicles for
the individuals insured and given life insurance
companies fundsto invest.

In the depressed thirties and during the
Second World War, life insurance companies had
became maor investors in federal government
securities, and nearly 25 percent of their assets were
dtill invested in government securities in 1950. They
continued to be an important source of corporate
funds as they generally held from 36 to 41 percent of
their assets in corporate bonds, and their corporate
stock holdings rose from 3.3 to 9 percent. The other
important asset owned by life insurance companiesis
mortgages. This share of their assets rose through
1965 and has since declined from 37.8 percent to 20
percent as new competitors for mortgages—
especially mortgage pools and trusts—arose. (See
Figure 13.7.) Despite this decline, life insurance
companies continue to be important sources of funds
for mortgage and corporate lending.

Securities Markets

The securities markets raise new capital through the
sale of bonds and stocks and handle the transfer of
ownership of existing bonds and shares of stock. In
the postwar period the New York Stock Exchange
has continued to dominate all other organized
securities exchanges® Figure 13.8 shows the real
and current price Standard and Poor's common stock
index for the New York Stock Exchange® The
nominal stock price indexes show a tremendous
growth over the entire period, but this is not so for
the real price index, which fell 66.4 percent from
1965 to 1980 and rose 44.6 percent from 1980 to
1988.
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Fig. 13.7. Shares of Mortgage Debt Outstanding by Type of Holder
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The volume of trading on the NYSE grew
dramatically during the 1980s. (See Figure 13.9.) The
trading volume had remained low from the depressed
1930s through the first half of the 1960s but began to
pick up in the late 1960s when the record for the
monthly trading volume set in October 1929 was
surpassed by the 45 million shares exchanged in
October 1965.%

Aiding this increase in volume was a change
in the nature of trading. Prior to the Second World
War the bulk of all trading had been undertaken by
individual traders. After the war institutional
investors—mutual funds, trusts, pension funds,
insurance portfolios, and foundations—began playing
a more important role. In the 1950s "ingtitutional
holdings of al stocks had risen from 12.5 per cent of
adl equities to amost 20 percent."® By 1969
institutional investors engaged in 60 percent of the
dollar volume of public transactions. Their influence
continued to grow into the 1980s, when computer-
programmed trades would buy and sell thousands of
shares a a time when predetermined prices were
reached.

Stock prices and trading activity remained
low from the end of the Second World War to the
beginning of the Eisenhower bull market in
September of 1953. In December of that year the
Dow Jones Index finally exceeded the level reached

in September of 1929 and continued rising to peak at
760 in September of 1961. By December of 1963,
stock prices were again rising and continued to rise
until a new peak of 1,001 was reached on February 9,
1966. The "go-go" market of 1967 to 1969 did not
quite bring prices back to the 1,000 level. The
dominant characteristic of this bull market was a
sharp rise in the volume of trading, particularly in
1968.% There are various reasons suggested for the
go-go market of the late 1960s. The economy was
growing and in the midst of a long continuing
expansion. In 1964 there were substantial cuts in
federal income tax rates, and the Federal Reserve
System began to increase the stock of money at a
faster rate. Generally the end of the boom was
attributed to President Johnson's 1968 surtax and the
FRS switch to a tighter monetary policy in late 1968,
actions that foretold the end of the 1960s expansion.

Prices dropped and activity declined in 1969
and 1970, and prices rose little in nominal terms
during the rest of the 1970s. In the early 1970s fixed
common broker fees were eliminated to allow
transactions fees to be competitively set, and the
price of a seat on the NY SE declined sharply, a one
point becoming less expensive than the purchase of a
New York City taxicab medallion. There is no
satisfactory explanation for the failure of stock prices
to rise during the 1970s.
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Fig. 13.8. Standard and Poor'sIndustrial Stock Price Index

350

300

250

200

150

100

Industrial Stock Price lndex

1982 -
1984 -
1986 -
1988

|==S&P Current PriceIndex -0~ S& P Real Price Index (1982-84=100) |

Late in 1982 a new bull market developed.
Between August 12, 1982, and August 25, 1987, the
Dow Jones Index rose from 777 to 2,722. By 1987,
200-million-share days were common. The most
commonly offered reasons for the five-year boom
were the long expansion, which in fact continued
until 1990; the sharp declines in the rate of price
inflation; and the tax cuts of 1981 and 1986.

From the August 25 peak, prices began to
decline, and by the end of Thursday, October 15, the
DJl stood at 2,355. On Friday, October 16, the index
fell 108 points on a volume of 338.48 million shares.
On Monday, October 19, 1987, the full force of the
hurricane of selling was felt as the DJI fell 508 points
on avolume of 604.33 million shares. The percentage
decline was larger than either Black Thursday or
Tragic Tuesday during the October, 1929, crash.
From the opening on Monday, October 12, to the
close on Monday, October 19, the DJI fell 743 points,
wiping out all of the 1987 gains.

The Federal Reserve System moved quickly
to pump liquidity into the system, and the federal
funds rate, a key barometer of monetary conditions
fell from 7.5 percent on Monday to 6.75 percent on
Tuesday. The Fed's monetary ease helped stabilize
the stock market and enabled banks to provide
liquidity to customers.

The New York Stock Exchange moved
quickly to curb computer-programmed trading, which
many blamed for the severity of the crash. Three
smaller securities firms closed, and a fourth one had
to be taken over in the aftermath of the crash.
Thousands of employees at Wall Street financial
firms were laid off over the next severa years. Firms
that had been planning on equity offerings canceled
their plans, and a number of large firms announced
plans to begin buying equity back because of the low
prices on their stocks. Some drew remarkable and
eerie paralels with the bull market of the 1920s and
crash of the market in 1929 and publicly worried
about a depression such as had occurred in the early
1930s. However, rea economic activity was
remarkably unaffected, and stock prices began to
recover, but at a dower pace. In 1989 the Dow Jones
Index surpassed the August 25, 1987, peak and in
1991 surpassed the 3,000 level.

Many reasons were proposed for the decline.
One commonly accepted explanation was that the
House Ways and Means Committee had just agreed
to a hill to control leveraged buyouts and stop
company takeovers, an activity that had boosted the
stock market during the boom® Other factors
supposedly included disappointing news on the twin
deficits (federal budget and international trade) and
the Federal Reserve System's tightening of the money
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Fig. 13.9. Shares Traded on the New York Stock Exchange
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supply between March and September of 1987 to
raise interest rates and attempt to stop the fal of the
dollar in foreign exchange markets.?”

Whatever the exact reasons that initiated the
stock sell-off, most attributed the severity of the
decline and the astonishingly large volume to
programmed trades, which resulted in huge sell (or
buy) orders once the predetermined prices were
reached. The NYSE and the SEC set up rules to
eliminate the resulting huge volatility.

Changesin Financial Markets in the Postwar

American Economy
In the wake of the financial disasters of the Great
Depression, government authorities attempted to
segregate types of financial institutions and control
interest rates in order to reduce competition between
financial intermediaries and bring stability to the
financial structure. In the postwar period these
changes disintegrated.

Generally these changes in the financia
markets increased consumer welfare by bringing
about the payment of interest on their demand
deposits and removing interest rate ceilings on other
consumer deposits. Though increasing competition
for consumer loans tended to lower loan rates, rising
costs of funds reduced the supply of consumer loans,
providing an offsetting force on consumer loan rates.

The rapidly rising use of credit and debit cards
lowered the costs of making transactions and
facilitated record keeping, generally enhancing
consumer welfare, though some experienced
difficulty because of the easy access to an unsecured
line of credit.

These postwar changes aso benefited
business firms. The ability to generate income on
cash balances and access to lower cost borrowed
funds reduced firms' costs. The boom in the securities
markets in the 1960s and again in the 1980s provided
corporations with lower cost funds for expansion. In
particular, in the 1980s the sale of lower grade bonds
provided funds for expansion and both friendly and
unfriendly acquisitions, fueling the great merger
wave of the 1980s.% The great stock market crash of
1987 reduced this activity, but there was no
depression as the expansion, which had begun in
1982, continued, and the Federal Reserve System
quickly and vigorously acted to provide liquidity in
the aftermath of the crash. By 1990 the securities
markets had fully recovered from the 1987 stock
market crash.
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