Overview

E.Gerald Corrigan

Trying to do a wrap-up at this conference is not very easy. '‘An
awful lot has been said, and | agree with much of what has been
said. But | want to make a few comments from my perspective.

Let me start with somerrifle shotson individual pointsthat | think
are important in termsof trying to get the best possible perspective
on the subject. These rifle shotscomein no particular order but are
my reaction to things that I've heard here.

Clearly thereisa broad-based consensusthat something hasto be
doneabout restructuringour financia system. Thereiseven abroad-
based consensusasto why it hasto be done. | certainly would count
myself among those who put considerable urgency behind the task
of getting it done. | think Henry Kaufman touched on some of the
reasons for that urgency, as have others. To put it into a nutshell,
the need for action stemsin part from the fact that alot of what we
are seeing in financial markets here and around the world is a pro-
duct of the past fiveyearsof bull markets. One has to ask the ques-
tion: How is it all going to look in the context of bear markets?
Because certainly none of us, | suspect, would be so casua as to
suggest that the business cycle and interest rate cycle are things of
the past. That is my first rifle shot.

Secondly, there was some talk about goals—especidly by Steve
Roberts this morning—and | think that is very important. Thereis
one goa that often goes unstated, so let me stateit. That relatesto
what we call systemic risk and it is an overriding consideration. It
involvestrying to protect the system as a whole, as Henry Kaufman
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puts it, against the possibility of a highly destabilizing ** accident™
that could undermine prospects not just in the banking or financial
arena, but in the economic arena more generally. Such a possibility
inevitably and automatically brings into play the so-called **mora
hazard"" problem. And the dimensions of that moral hazard problem
| think do get more complex in a world today so characterized by
speed and by theinterdependenciesof interconnections,domesticaly
and internationally, that are now so commonplace. Thereisa natural
tendency, as we have seen in these discussions, to think of that moral
hazard problem as being exclusively or largely associated with so-
cdled insured deposits. But the problem isbroader than that, because
thereisat least adanger that thekind of systemic problem that could
arise need not be onethat in thefirst instanceis uniquely associated
with insured deposits.

Thethird rifleshot that we've got to keepin mind isthat the public,
and indeed the Congress, will demand financia stability. Oneof the
interestingand very relevant pointsin Bill Seidman's paper | thought
was about the swingsin the pendulumin so far as attitudes toward
regulation of the banking and financia system. Crises and disrup-
tions do produce reactions and sometimes those reactions are not
necessarily what we would like to see, but surely they are there. But
the public certainly will demand stability, and in that sense we have
to beat least mindful that we don't want reform for the wrong reasons.
If we get reform for the wrong reasons, we can safely assume that
it would be the wrong kind of reform.

In connection with this point about the public demanding stability,
I’1l share with you a recent anecdote of history that | think is rele-
vant. For thefirst time, right now, wein the United States have em-
barked upon a program of formal regulation of the government
securitiesmarket. And that formal regulation has, among other things,
been supported by the market itself and by the Treasury Department.
It's a rather astonishing thing, if you think about it. Because the
government securities market, of course, was the market that was
thought to be immune from the need for any kind of regulation. But
what happened, of course, isover the period of severa yearsa number
of accidentstook place on thefringesof the marketplace. These ac-
cidents by and largedid not damage small unsophisticated investors,
but hurt school districts, state and local governments and even, as
| recall, aCongressiona credit union. It isasmplebut stark reminder
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to all of usthat the public will demand stability in the banking and
financia arena.

Another point that is very, very important is the distinction that
Steve Roberts made this morning. There is a lot of talk about the
safety net and particularly on two important elements of the safety
net: deposit insurance—whatever one may think of it—and the dis-
count window. But thereis some tendency to forget that the process
of supervision and regulation itself constitutes the third leg of the
safety net. It's not the payments system. Access to the payments
system is part of the quid pro quo that goes with being subject to
supervision. But | do not regard the paymentssystemin and of itself —
or access to it—as part of the safety net but a privilege extended to
banks as part of their public role and as part of the quid pro quo
for regulation.

Oneother quick observation isthat in al our deliberationswe have
to keep in mind not only whet is necessary or what is desirable, but
also what is feasible.

In some waysthecentral question beforethis conference—around
which thereis probably a sharper differenceof opinion than any other
—is the question of whether there should be merging of banking and
commerce. It should comeas no surpriseto anybody that | am rather
strongly opposed to that and | don't think it has anything to do with
being in the Federal Reserve. In my judgment it isthe soundest ap-
proach to public policy over thelong haul. I am not going to suggest
that the answer | give is wholly without doubt. But we do have to
posethisquestionin termsof the risksand rewardsfor taking a par-
ticular point of view in this area of public policy.

It is very important to keep in mind that one of the purposes of
the Bank Holding Company Act isto permit a certainamount of in-
teraction between banks and other &ffiliated companies. It isdesigned
to permit that interaction, not to wall it all off, in a context in which
adequate safeguardsare taken, ultimately in theform of consolidated
supervision. The bank holding company structure, with its separate
affiliates and all the rest, makes alot of sense for other reasonsin-
cluding facilitatingthe proverbia **leve playing field"* from acom-
petitivepoint of view whilefacilitatingfunctiona regulationaswell.
Thus, based on the merits, I'm not ready to turn away from that struc-
ture. | would also suggest thet if we're really serious about permit-
ting a full blown merging of banking and commerce, that thereis
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only one relevant, somewhat contemporary, examplethat | know of
to serveasamodel. That isthe so-called Zaibatsu banking commer-
cid systemin Japan. Thehistory of thekinds of problemsthat evolved
from those circumstances makes for very interesting reading, | can
tell you.

As many of you know, | have spent a lot of time over a number
of yearsthinking about the wisdom of maintaining the separation of
banking from commerce. If anything, | believe I've moved further
in the direction of solidifying my judgment that it is in the public
interest to have a legidative framework that prevents commercial
firms from owning and controlling banks unless there is some ab-
solutely compelling reason to permit such combinations. Sincel see
no such compelling reason at this time, | remain opposed to such
arrangements.

The casefor permittingcommercid firms to own and control banks
is based on a view that says either that there is nothing inherently
wrong with such combinations or that such combinations can pro-
vide economic benefitsin a framework in which regulatory and/or
manageria protectionscan be put in placethat will insure that public
interest considerationsare adequately served. |, for one, havegrave
doubts on both accounts. In order to make that case, let me begin
with several points of reference.

First, when society vests with a select group of institutions, cer-
tain privileges such as deposit insurance, access to the payments,
creditand liquidity facilitiesof thecentral bank, and theimplicit sanc-
tionsof official supervision, something of a social compact is created
whereby the institution acceptscertain responsibilities, most notably
the responsibility to conduct its affairs in a safe, prudent, and im-
partial manner.

Second, the central question at issue with respect to the banking-
commerce separation doctrineis whether it is desirablefor wholly
unregulated, unsupervised commercia concerns to be able to own
and control depositorieshaving accessto the overall Federal finan-
cial safety net. In seeking to answer the question, we should, for
starters, keep in mind that if we in the United States go that route,
such arrangements would be unusual among theindustrial countries
of the world in that in no other major countriesare banks, asageneral
matter, owned and controlled by commercia companies. To besure,
in some countries, such as Germany, banks have greater flexibility
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in the extent to which they may hold equity interestsin commercia
companiesthan isthe casein the United States, but commercid owner-
ship and control of banks are not common.

Third, if, asalega matter, commercial concerns are able to own
and control banks, it seems apt to ask would they choose to do so
and if so, why? To some extent we know the answer to thefirst ques-
tion since at least some commercia firms aready own insured
depositoriesand others seem to have an interest in doing so. Why,
there can be only three possibleanswers. First, among the dternative
uses of capital, they visuadizethe relative returnsavailablein bank-
ing as superior; second, they see synergiesin the combination of bank-
ing with existing lines of businessthat will permit them to maximize
theoverall returnon capital; or third, they seeeconomic advantages
in gaining access to one or more of the privileges associated with
banking such as access to the market for insured deposits or direct
access to the payment system. Of coursein reality, the motivation
might well refléct some combination of the above factors. The key
point, however, isthat if the motivationfor commercia companies
to own banks is even partly related to the second and/or third ex-
planation cited above, there are clear dangers in permitting such
combinations.

Fourth, one might be more inclined to run those risksif thereis
some absolutely compelling public policy reason to do so. Satisfy-
ing the businessinterestsof a relative handful of corporationsdoes
not strike me as a compelling public purpose. On the other hand,
if there was (1) strong evidenceof an absence of competitionin bank-
ing, (2) strong evidence that combinationsof banking and commer-
cia concernswould unleash powerful new economiesof scalewhich
did not run afoul of publicinterest considerations,or (3) if the bank-
ing industry was suffering a chronic shortage of capital, one would
look at banking and commerce in a different light.

While a case can be made that the capital base of the banking in-
dustry should be further bolstered, it is by no meansclear that the
only way, or the best way, to remedy that problem lies with permit-
ting commercial firms to acquire and control insured depositories.
Indeed, it isnot even clear that permittingcommercia firmsto make
such investments would materially augment the true capital base of
the banking industry. Whether, and the extent to which, that result
isachieved would depend, among other things, on the natureof such
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investments, the prices paid, and the manner in which the invest-
ment is financed by the commercial company. More importantly,
a theend of theday capital will be attracted only by underlying prof-
itability. Merely permitting commercia ownershipof banks would
seem to do little to change that unless the owners were permitted
to push extensive interrelationships which is the very source of my
concern.

Fifth, afinal considerationwhichisof relevancein evaluating the
case for or against the separation of banking and commerce is the
rather straightforward matter of how businessesconduct their affairs.
That is, when welook at the manner in which largediversified bank
holding companies, financial conglomerates, or even commercial-
financial firms are managed, do we see—especidly in times of
stress—an integrated approach to management, or do we see parents
and offspring each willing and able to go its own way even when
one or the other is faced with adversity?

While some observers cite a limited number of examples which
they believe provide evidence of failsafe manageria firewals, |
believethat any objectiveexaminationof the evidence—evidencethat
runsthe gamut from advertising to episodesin which firms havetaken
largelosseseven in thefaceof ambiguitiesabout their legal liability—
leads conclusively to the view that firewallsare not failsafe and that,
far more often than not, large financial concerns are managed and
operated as consolidated entities. Looked at differently, the mere need
to set up an elaborate system of firewallssays something about the
basicissueof whether it makesgood sense to prompt such combina-
tions in the first place.

Taking al of those considerationsinto account, there are two ma-
jor classesof risksthat must be considered if weare preparedto permit
the blending of commerceand banking. Thefirst set of risksarethe
historic concerns about concentration, conflicts, unfair competition,
and breachesof fiduciary responsibilities. Interestingly enough, even
most proponentssuggest that the problem can be dedlt with by regula-
tion. However, if regulationiseffective, it will, by definition, eimi-
nate the synergies of any such combination such that the commer-
cia firmin question is left only with atruly passive investment. If
that is the objective of thecommercia firm, thereis nothing to pre-
vent such firms from making large equity investmentsviathe open
market in any number of banking or financial entities so long asany
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one such investment does not achieve control over the company in
guestion. Indeed, a commercia firm can buy up to five percent of
the stock in any one bank without even having to disclose such an
investment.

The second set of risks associated with permitting the merging of
banking and commerce are the dangersthat such arrangementswill
involvethe de facto extension of parts of the safety net to any firm
that would own and control banks. In responseto this point, the pro-
ponents argue that the situation is really no different than the situa-
tion we have today with the bank holding company. In fact, there
isavery big differenceand that differenceis that the bank holding
company —as an integrated whole—is subject to official supervision.
Moreover, in thereform plan | have suggested, all component parts
of a bank or financia holding company would be subject to some
form of official supervision, much as they are today, and the com-
pany as awhole would be subject to at least adegreeof consolidated
official supervision.

There is another way to look at the problem. Namely, | assume
that even the proponents of merging banking and commerce would
agree that theacquisitionof abank by acommercia company would
be subject to some sort of official approval process. | assume they
would also agree that a part of the application process would have
to focus on the financial strength of the acquiring firm as well as
the regulatory and manageria firewallswhich they agree should be
constructed. | assume they would further agree that some such ap-
plications would be approved while others would be denied and that
some form of ongoing monitoring would be necessary. In making
this point, it should be emphasized that commercia firms wishing
to own banks undoubtedly will not be limited to a few **blue chip**
companies. To the contrary, thelist of potential acquirers will in-
cludeall comers—something | am convinced we should be especially
sengitive to in this era of merger mania in which even solid firms
can beforced into el aboratedefensivefinancial strategieswhich under-
mine their balance sheets.

Therein, of course, liesthe dilemma; that is, even the official act
of approving an application of a commercia firm to acquirea bank
seemsto carry with it theextension of at least some elements of of -
ficial oversight to the acquiring firm in amanner which brings with
it—at least by implication—an official blessing of thetransactionand
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therelationshipin question. As| seeit, this subtle but certain exten-
sion of the safety net is not something we should take lightly since
we must be prepared to live with the consequencesin foul weather
as well asin fair. Indeed, at the extreme the logic of the matter is
unavoidable; if the bank cannot be fully insulated from the entity
as awhole, the consequencesare either that the safety net surround-
ing banking will have to be extended—at least to an extent—to all
who would own and control banks, or the safety net should be
eliminated altogether.

| would conclude by saying that from my perspective, substantial
and progressivereformisurgentand | would liketo thinkitis within
reach. And one of the reasonswhy | think it is within reach is that
| believe we should be able to get there without having destructive
battles. | would be remiss, too, it | neglected to note that the inter-
national elements of these issues, which | haven't touched on, are
equally important and equally compelling as we try to ded with the
many aspects of financial market restructuring.



