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investment Policy
The Big Shift
Tradiifional bank savings move
Into the capital markets in the 1990s
Highlights W Traditional brokerage products—stocks, bonds, murusl fands and money

markets—make up about $5 trillion of household financial assets. CDs and other
etadicional bank savings represent an additional $2.5 trillion. A good pact of this
$2.5 erillion—equivalent co another 50% of traditional broker produce
assers—should find its way into stocks, bonds and mucual funds in the 1990s.

B Brokerage

products should capture much of this $2.5 trillion because savers,

siared by financiel instabilicy in many banks and S&Ls and sguerzed by dramatic
decline in CD rates, are looking for better place t0 invese those tradicional savings.

It 19908 will bring aboae a big ihift in the capital mat-
kets, which ill be no 1eis powerful chan che instirurional-
ization of the marketsif the 19605 or che acceleration of
inflation in the 19705 o the takeovee mania of the 1980s.
“Theindtvicdaal contumee ill baome e individaa invetor. The
fomnily thac cemporasily accumulated cash in & bank €D ot
‘money macket fund in dhe 19805 (50 provide for imminent
big-ticket pucchases such s autos snd houses) will e chac
cash in long-term financial instruments (1o provide for long-
verm needs such as education, health care and retirement).

There ace several reasons for this big shift. As baby boomers
ate beginning to think about retirement, shumping real
estate prices have made it obvious that saving for rerirement
by purchasing s bigger house, & cottage sc the besch ora
timeshare in Vail is a higher risk strategy than in past
decades. Fuethermote, it has become evidenc that boomers
cannot count on Social Security to the degee their parents
did. And sky-rocketing health care costs creace Further pres-
sure eo save,

With the absence of promiscuous consnenpeion that defined
the post-wat baby boom, inflation will stay low. This will
push interest rates lower and stock prices higher. An equiva-
lent and parallel reasoning gives the same conclusion: As
cesult of this 4ig shif from spending tosaving, we will wicness
it che 1990s a new infusion of capital into che financial mar-
kets, which will drive incerest rates lower and stock prices
higher.

Table 1
Fioancial assets of U.S. houscholds
— Bt~ —
Deposie i Banks and S8 2,987 2.2%
Cheskable 520 5.7%
Time deposis 2,467 s
Money markee shases a2 31
207 47
1142 81
Manicipal Bonds 343 24
Corporact and Forelgn Bonds 139 10
Orter Y 32
‘Mucusl Punds 497 33
Seocks 1858 32
Life Tnsuraoce Reserves 188 28
Pension Fund Reserves 2945 9
Equity in Non-corporate 264 187
Business
Othee 2 19
Tousl $14.091 100

Sources ot e Pl s

A §2.5 trillion market

To understand the magnicude of chis shift, you have to look
at the “whole pie” of financial assets of U.S. households
(Table 1). Fraditionally, brokerage firms and mutual fund
houses have batcled for concrol of only aboue $4.87 billion or
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one-shird of that pie, consisting of four distince slices: Bonds
and notes ($2.07 crillion), stocks ($1.86 erillion), murval
funds ($0.50 eillion) and money markec shares ($0.44 eril-
Lion).

‘While these essets comptise 34. 5% of households® financial
sasets, deposits in banks and S&Ls make up $3.0 trillion or
21.29% (Table 1), OF chis abous $0.5 cillion s checking
sccounts; che res is savings accounts, CDs and other forms
of individuls savings. This pool of savings, long ignored by
che beokerage commniey, i slmost half as Large us the assets
on which Wall Sereec has traditionally focused. Tcisa huge
unexplored matket,

The bank saver: Scared and squecacd

‘That is The Big Shift: A meaningful portion of che $2.5
wrillion invested in bank CDs and othec savings deposits will
flow inito murual funds, bonds and stocks. Why now? Two

reasons:

1, U.S. bonk savers are sared becavse, despite deposic insur
aace, banks ate no Jonger percelved to be entirely safe,
For a couple of years now, savers heve been bombarded
with alaeming stories about the S&cL scandal, numetous
bk filures, ehe commereial real esrte ceisi, proposed
changes in deposit insurance, porential insolvency of che
EDIC, etc., eic., e1c.

Many depositors have heard enough, They are ready to
Lisven 2o altetnative opporunities for building theit say-
ings pool. A financial plenner on Long sland purs i this
way: “Six or seven years ago, Id have an eldecly client
whom I could ot blast out of s [ssvings] account at s
bank with dynamice. These very same people today ate
asking t0 open up brokerage acconnes because they don't
trust the banks. It's a complete turnaround. Tr shocks
e But s it really rational for savers to be concerned
sboue the safery of their benk deposics? To e certain
degeee, yes.
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Despice the broad protection of deposit insurance (and its
‘growing cost to taxpayers and the banks), savers have
encountered real problems as weak banks and S&ds have
come undone. In 1985 there was a “sun” on sate-{nsured
chsifs in the states of Marylend and Ohio. In Maryland,
depositors were limited o withdeawls of $1,000 per
‘month. Balies this year, there was s run on state-insured
bunks and credic unions in the state of Rhode Island.
Thousands of depositors could not get cheix money out
for more than a month. When Freedom National Bank
in Manhatean failed, large depositors were aof paid 100
cents on the dollar,

Beyond chese specific inscances, there are sigos of con-
tinwing problems on the horizon. Dozens of mejor banks
‘and S&Ls scros che United States have shut their doors.
The credit ratings of many of the biggest banks have
een sigoificancly downgraded. Although not part o the
baaking spstem, the seizuee by regulatoes of cwo majoe
insurance companies, Exccutive Life and Mutoal Benefic
Life, his fusther heighrened concern about the safety of
savings.

“The fund that “insures” Americans’ deposits, the FDIC,
could be insolvent next year, uless e gers a new injec-
tion of funds. Where would these funds come from?
From the banking industry isself, which will fcher
sveaken che fimanciat vitalicy of banks, sdding new pres-
sures on the FDIC, moreover, proposals are circulating in
‘Weshingron that would significantly weaken FDIC
insurance, making bask deposits less appealing to risk-

averse investors,

. In addition to being scared, U.S. bank savers ate squarsed

by some of the fowesc money markec rates of the las 13
years (Chart 2), Two years a0, a theee-month bank CD
paid 8,769%; today it pays 5.66%. Think what that
‘means co someone who i living on income generated by
savings. IF that person had $600,000 invested in CDs, it
used to generate §52,560; todey ic generates $33,960 or
330 less. Meanwhile, everything else is more. Property
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healch core casts e up, auto insurance costs are up and

genersl living expenses are up. That s what is squeezing
che bank saver: lower CD income and higher living costs.

One refuge for the scared and squeczed savee: Bond funds

Savers who are saared by che financial outlook for banks snd
Sads and sgueezed by the dramatic decline in CD rates are
Iooking for a becter place eo invest cheit money. By puchas-
ing shares of an intermediate term bond fund —be it s Gin-
nie Mae fund,  Treasury bond fond, a corporate bond fund,
etc. —the investor can simultaneously do two things:

L. Virtually diminate crdit vick. The saver who, instead of
rolling over a bank CD, puechases a government bond
fund can avoid all the risks snd uncerrainties posed by
banking syscem in the throes of wrenching strucrural
change, Even a corporate bond fund reduces credie tisk:
through diversificarion.

2. Significonsly increass income. Today the yield cutve is
unusually steep: Long-cetm rates exceed short.term rares
by a greater margin than ususl. By shifting from & chree-
‘month bank CD to a ive-year government bond, » saver
can pick up 195 basis points, and the saver's monthly
dividend check will be 349% bigger. While it is obvi-
ously erue cha che bond's price will Aucruate with
yields, the volaticy is modest for medinm-cez bonds.
Furthermore, PaineWebber research strongly believes
chac bond yields will decline over the nex five yeass.
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7.5%in'92

"What about che next 18 months? The long-seanding forecast
of PaineWebber's Chief Bconomist, Maury Harris, s thae
bond yields will average just 7.5% in 1992, geuing sx low
6572396 by the latter par of che year. D, Harris is going
against the conventional view that interest rates inevicably
ise during an economic recovery becanse of these fictors:

1. You don't always need a recession to ger lower incerest
saces. In theee of the past fou economic secoverics, rates
fell below their ecession levels

2, The curcent economi recovety will be only about halfas
fast as usual.

3. Tnflation tends to be low at che beginning of an ecoriomic
expansion because, alchough GNP growth is relatively
fost, the economy s still operacing ac low levels of capac-
ity utilization, .

4. The Federal deficic will be easier to finence than com-
‘monly assumed, becabse about ewo-thirds of it i invesest
payments, which go to institutions and high-income
individusts, who recycle intesest payments back ineo the
savings poal. And because interest payments aze such &
Iacge par of the dufici, lowee intesest raves will tend 1o
shrink the deficir.

6%in'96

‘With most parts of the economy burdeoed by deb, eco-
‘nomic growehwillbe pelacively slow in the 19903 and infla-
tion.will be lows As desailecin.our Apeil 21, 1991 Vieun
oint, 696, intetest taces will trend dows, wich bond
Yields 69 ot lowet by mid-decade. Bssenrially, che case for
seculir bull market in basds boilk dow to two srguments.
On ehe on hand, inflation will go lowee because of s scron-
ger dollye, weaks domestié cconomic geowth, ample domestic
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capaciey, ample foreign capaciy (as Charts 3 and 4 illustrace,
aver he past four years U5, fixed capital investment has
‘grawn at 2 compound somal ate of 4. 196 versus 2.85% for
U.8. GNP, snd even more sigaificant for the 26 OBCD
‘narions fixed capital investment has grown ot 8 compound
sl sace of 7,59 better than double the 3.29% for GNP).
In addition, & restrucensing of the service sector that will
boost U.S, produccivity growth. Meanwhile, rel incerese
cates will decline becanse of the Big Shifs we mentioned ear-
liet: Baby boomers wil shift from being consumers to savers.

The banks’ problems

“This s not s 1991 story. It is 1990s story—e long-term
theme created by powerful historical forces, Over the past six
dicadr, banks and S&Ls grew weakee and weaker a5 they
became dependent pon inflation and deposic insurance.

A cris that was six decades in the making cannot be cor-
seceed quickly. During the rest of the 1990s, banks will be
shrinking and restructuting. This will be 2 messy, contro-
versial process that, ail things beiag equal, many individust
savers would rathe read sbout in the newspaper than partici-
‘pare in direcely. What they ase concerned about is having.
their lie savings passed around as many banks merge,
become acquired or are rescued —even if deposic insurance
‘semains s a safety net.

1. The Great Depression of the 19305

‘The Depression was csused nar by the 1929 stock marker
crash porse but rather by several waves of banking filures,
which caused the money supply to contesct by 3096. When
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‘Feanklin Delano Roosevelt took offce in 1933, the banking
system wes shattered and had 10 be rebuilt from the grovad
up. To rescore confidence, Congress instituted FDIC insur-

ance for small deposics.

This deposis insurence would eventually coreupt the banking
system for one simple resson: The people who lens funds to
banks (depositom) hed o incentive eo make sure that the
bank was soundly monzged. Ifche bank went bust, who
cased? Tie depositors would be paid off by the FDIC. Conse-
quently, bankers fuced imited financial disciptine from their
crediors. This was 2 key resson why unsound] banks and Sédls
could aerace deposits 2nd expand rapily during the 1980s.

2, The Great Inflation of 1950~1980

‘The Depression iastilled in Ameicans n deep foor of defla-
cion and a de factspreference for inflaion. For chree decades
fax manetary policy, chronic Federal deficits, rising govern-
ment regulation and feac of sevece cecessions led o inexora-
bly higher infltion, which peaked ot 13.5% in 1980, OF
course, a5 the price of commadites ros higher and higher, 0
did the price of assets—particularly land.

The implication for bankers: It ws pretcy hard o meke a
bad loan in the ‘70s, because che value of callsreral was ris-
ing. Rapid debr creation went hand in hand with accelerat-
ing inflation. By the foce 19705, banks were lending aggres-
sively to every conceivable beneficiary of inflation, ranging
from Florida real estote developers 10 Texas wildcatters to
‘Midwestern farmers to Latin American governments, One
teason why banks were so eager o end ro such entities wes
that their traditional bread-and-butcer business—lending to
corporstions—was dissppesring ss large corporations began
0 ssuz commercial papee, bypessing che banks.
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3. The first banking orisis

Poul Volcker became Chaicman of the Ped in the aueumn of
1979 with a mandate o slow inflation. This he did in jusc
three years; inflation fell from 13.5% in 1980 10 3.29% in

 of many industrial commodities, notably
oil, plunged. Many heavily leveraged prodiscers ofol, grain
and other commodities went bankrup. So did theic banks,
Al the major banks in Honston and Dalies eithe faled or
mezged; hundleds of Michwestern farm banks disappeared
Money center banks cook hwge hits on their LDC losns.

4. The credit boomm of the 19805

One might have supposed that bakers and regulators,
swatching chis financial carnage proceed duting the mid-
19805, would have become much more conservative i their
lending practices. Incredibly, prciely the oppoics happomed.
S&Ls were decegulaced and permiteed to make commercial
real escare loans, Benks became aggressive lenders co real
estate developers and LBOs. In 1985, 1986 and 1987, Fast-
ecn bankers would watch the news on TV each evening and

s
Net loan chacge-offs at FDIC insured commercial banks
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seestories about the depression in Texas, che baakrupecy of
Mexico and bankers aoctioning offrepossessed farens in Iowa
and Kansas. Then chey would got up the next mosming and.
make a loan t0's real estate developer in New Jecsey or New
Hampshite, where vacancy cares were alresdy quice high. Tn
the sommer of 1985, The Wl Sires Journal carried an aticle
enticled “Office Glut Is Bonanza for Tenants as Landlords
Cut Rents, Add Perks,” complete with a chare showing the
vacancy rate climbing to 1696, Yet the building boor con-
cinued for another four years. In che country ss a whole, debt
a5 percentage of rominal GNP soared (Chart 5).

5. 1989-91: Astat deflation andd a banking crisis

‘The credit bubble of the 1980s was burst by che slow growth
and recession of 198991, Banks' non-perfurming loans
soaced (Chasrs 6 and 7). ‘This was essentially a replay of the
banking debacle in the oil pacch and farm bele & few years
carlier. But it became a full-blown bapking crisis for four
ceasons: I was narional in scope; it involved massive frawd by

Chont 7

Ehe New Pork Times

Bank Lostes Worst in 50 Years
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Sads; banks had alcendy been weakened by soured loans to
1DCs and others eatlier in the 1980s; and the FDIC—in the
vake of che bank filures of the early ‘805 —was financially
wesk going into che crisis.

6. The 19905: The work-out decade as America deleverages

Now tha che debe bubble has busst, what will the 19905
Iook like? It is a truly new era thac migh be called “che
wotk-out decade.” The 40-year period of ever-expanding
debe, ever-rising ssset valués and ever-more aggressive lend-
ing is over. The 1990s will be the ere of deleveraging. The
atio of debt to GNP will decline; in fuct, i alresdy appears
w0 bave penked as we saw in Charc 5. Nor only will American
corporstions delevemge, but individusls will be doing the
same ching. The 19905 will be the decade where, as noted
earlier, the individval consumer will become the individual
investor, Baby boomers are ata point in cheir liecycle where
chey won't be buying the incremental expensive “t0y.”
“Coconning” has become che new descriptor of this genera-
tion. Newspapers and magazines are full of festures on plan-
hing esrly for retirement, We'll ook back on this cime a5 the
‘period where Ameticans stacted to pay offcheir debr and
invest for the fatue,

A tough decade for the banks

Commercial ea! estace will semain depressed until mid-
decade. There is superabundant supply, and demand growth
will be weak because employment growth in the 19905 will
be much slower than in the 1970s and 1980s. The dowasiz-
ing of many service fiems —especslly retoiles and fnancial
firms—is also bearish for commercial eal estate. Aud chere
isa vase “hidden supply” of vacant space thet is rented buc
1o longec occupied by shtinking fiems. This space will

0o oz e

appear on che market once the real estace marker strength-
ens, much &5 roaches come out of the woodwork when you
think you've killed the last one.

Weakness in resl estate is bad news for benks, which are
straining to turn around non-pecforming loans and to cum
repossessed buildings into cash. Oche factors will hammer
banks’ profiability. Their basic lending franchise continues
o erode. They will have to pay more for FDIC insucance.
“They fice tougher compericion from AT&T and Sears in one
of cheit best businesses, credic cards.

Inaddition, we believe regularors will keep banks on a very
short leash. They will be quick to classify problematical
Loans s non-pecformers, and they will force banks ta
serengthen their balance sheets by reducing chei atio of
deb (i.e., deposits) to equicy. Because banks wil need to
‘botrow less from depositors, CD tates will be lower relacive
(0 T-Bills—a trend that is already under way, as Chare 8
shows. Insecad of actracting deposits, they will sctuslly be
diseouraging deposics. Exgo, bank CD rates will remain rela-
tively unattractive. PaineWebber analyst Gary Gordon
betieves that the big surprise of the decade will be how very
slowly the volume of bank loans expands.

Al of the above notwithsranding, ultimately quite 8 fow
steong baaks will likely emerge s a resul of this process.
We ase sirendy secing the industey slowly begin to sepatste
inco thase companies that appear to have the wherewichal to
et chrough this period of structural change and chose chat
iy not be s fortunate. Tt will be  challenging decade.

A great decade for brokers

And while the banks are struggling during the “work-out
decade” of the 1990s and offering historically slender CD
yields, brokerage firms will benefic from 2 powerful bull
market in che mexchandise chey sell —stocks and bonds.
‘While banks are coping with rea estate loans, tougher regu-
lation, higher EDIC fees and all-around tercible publicity,
brokerage fitms will take aim ar che $2.5 crillion invested in
bank CDs.





