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Thlssympos um on restructuring thefinancia systemis both timely
and important. Thereis agrowing realization that the current system
of financial regulation has broken down, and that a new system of
financial regulation is needed.

What should that new system be? Recently, a number of proposals
for restructuring financia regulation have been made, and the pur-
poseof thispaper isto evaluate those proposals. Which redesign of
regulation will enable the United Statesto achievetheaimsaf finan-
cia regulation?

Thisformulationdf the problemisdedliberate. Theissueisnot dereg-
ulation or reregulation. Nor is the issue broader powers for banks.
The issue is comprehensive restructuring of financial regulation.

Before examining proposals for restructuring, it is necessary to
describe why restructuring is necessary. Thisisdonein thefirst sec-
tion of the paper. The second section then analyzescurrent proposals
for restructuring, and a third section provides conclusions.

The old regulation and the new finance

Two factors make the redesign of financial regulation necessary.
The first is a defect in the design of the old regulation that makes
the system of regulation inherently unstable. The second factor is
the emergence of a new finance, or changes in the economics of
finance. Thesechanges make the defectivedesign of theold regulation
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al themoreapparent and all the moredangerous. Correspondingly,
regul ation must be redesigned. Some redesign has already occurred,
but more s required, particularly with respect to the regulation of
affiliation between banks and nonbank enterprises.

Cartel finance

The old system of regulation originated in the 1930s and was
strengthened via the Bank Holding Company Act passed in 1956 and
subsequent amendments. Itsintent wasto enhancethe safety of finan-
cia instrumentsand thereby promote stability in thefinancial system.
The means to these ends was a restriction of competition through
asysemdf cartel finance. In other words, the cartel system of finance
deliberately sacrificed efficiency in order to promote safety and
stability.

This cartel system had two tiers. Thefirst ssgmentedthefinancia
servicesindustry into threedistinct categories—deposit banking, in-
vestment banking, andinsurance—and placed restrictions on effilia
tions between firms in one sector with a firm in another financia
sector or with a nonfinancial firm. Deposit banking was further
segmented into two forms—commercia banking and savings bank-
ing. The former was expected to finance business, the latter was
expected to finance housing; and separate rules, regulations, and
regulatorswere applied to each. This segmentation of the financia
servicesindustry wasintended to prevent firmsin one category from
competing with firms in another. Each type of firm was to haveits
own ""turf".

No singlelaw segmented thefinancia servicesindustry in the man-
ner described above. Severa have done so, and some of these laws
remain in effect. Segmentation resulted from the Glass-Steagall Act
(1933), segmenting commercial and investment banking, the Bank
Holding Company Act (1956, amended 1970), restricting the affilia-
tion of banks with nonbank enterprises, the Savingsand Loan Holding
Company Act (1969), restricting the affiliation of thrifts with non-
thrift enterprises, and various state laws that restrict affiliations
between banks and other enterprisesor their agents, especialy in-
surance agents. Theearly failureof theinsurancelaw to providefor
the formation or control of downstream subsidiariesforeclosed mutud
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company diversification and contributed to the segmentation of the
financia servicesindustry, as did the rules of the New Y ork Stock
Exchange that banned corporations from owning member firms and
prohibited member firms from engaging in or becoming affiliated
with kindred businesses.!

The second tier of the cartel restricted competition withineach seg-
ment of thefinancial servicesindustry. In deposit banking, competition
was limited through restrictions on branching. Banks were allowed
to branch only withintheir own state, and in some states, banks were
not permitted to branch at all. Banks were also restricted by the
Douglas Amendment to the Bank Holding Company Act of 1956 from
affiliating themselves with banks in other states. Competition was
also restricted vialimitson the chartering of new banks. In combina-
tion, these restrictions on entry were intended to assure that every
bank had a protected local market. Competition within banking
markets was further restricted by ceiling on interest rates payable
on deposits (Regulation Q). In investment banking, the New Y ork
Stock Exchange was allowed to enforce minimum brokerage com-
missions. In insurarice, state commissions set minimum premiums
on property/casualty insurance, and competition among insurance
agents was prevented through antirebate laws.

In sum, cartel finance restricted competition in order to improve
safety and stability. Likethe NIRA codes for industry, which were
declared unconstitutional by the Supreme Court, the regime of cartel
finance rested on the assumption that restricting competition would
improve profitability. And in finance (especialy banking) it was
reckoned that if firms remained profitable, the instruments (such as
deposits) they issued would remain safeand thefinancial systemwould
remain stable.

Things did not work out that way, for the cartel system could not
work and did not work. Cartels are inherently unstable. The very
system of regulation intended to produce stability led instead to
instability.

1 Theinsurancelaw applied only to downstreamsubsidiaries Therehas never been any restric-
tion on upstream affiliations or on theowner sof Insurance companies, and many nonfinancial
companies have owned Insurance companies (e.g., Searshasowned Allstate Insurancesince
the early 1930s) However, mutua insurance companies could not form upstream holding
companies, so the insurance law effectively limited their diversification.
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Cartelsare unstable because they seek to substitute™ administered**
prices for those that would otherwise prevail in the market. For a
time, this may produce high profits, but these high profits induce
firms within the cartel to compete on termsthat are not controlled
by the cartel, such as quality of service or convenience. This may
inducefirmsto incur higher costsand, therefore, reducethe profita-
bility of firms within the cartel to normal levels. The high prices
<t by thecartel will dso induce other firmsoutsdethe cartel to **skim
the cream* off the most profitable segmentsof the cartel's market.
Firms outside the cartel will enter into competition with the cartel,
either directly or indirectly, by introducing products that are close
subgtitutes for those produced by the cartdl. If these substitutes prove
attractive, the cartel's members will find themselvesin a situation
where costs are abundant but customers scarce. When this occurs,
the cartel's rules will not coddle members but condemn them to
extinction, as businessflows elsewhere. Thus, the cartel may spark
the very crisis that it is intended to prevent.

A perfectexampleof thisisthe recent history of thethriftindustry.
Prior to 1980, regul ation prevented thriftsfrom paying acompetitive
rate of return on their deposits and channeled thrift assetsinto long-
term, fixed-rate mortgages. Technology enabled nonbank firms to
develop money market mutua funds with payment festures—an instru-
ment that looked like a deposit and acted like a deposit but paid a
market rate of return. When market interest rates rose to levels 5
to 10 percent above the rates that thrifts were legally permitted to
pay, depositors began to withdraw their funds—just at the time when
the fixed-rate mortgages on the thrifts' books were plummeting in
value. By preventing thrifts from competing for funds, the cartel
system of regulation made hundredsof thriftsinsolvent and illiquid,
setting the stage for the current bankruptcy of the Federal Savings
and Loan Insurance Corporation. Instead of stability, cartel regula-
tion led to instability.

The new finance
Theexperiencedf thethriftindustry reflected more general trends.

Starting about 20 yearsago, three fundamental forces began to under-
minethe system of cartel finance imposed by the old regulation. These
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fundamental forces were advancesin technology, theingtitutionaliza-
tion of savings, and advancesin financia theory. Together, these
forces undermined the segmentation of the financial servicesindustry
that the old regulation attempted to impose, and together theseforces
are creating what might be called a new finance.

Technology is perhaps the most important of these fundamental
forces. Since 1964, the real cost of recording, transmitting, and pro-
cessing information has fallen by more than 95 percent. What cost
adollar in 1964 now costs a nickel (in 1964 dollars).

Thisdeclinein information costsfundamentdly alters the economics.
of finance, for theexistencedf informationcostsisone of the primary
reasons that financial intermediaries exist at all. These cost reduc-
tions make it easier and cheaper for investorsto assess the risk and
return of financia instruments. They make it easier and cheaper to
subdivide financial instruments into small denominations, to trade
those instruments, and to settle the trades. Lower information and
communication costs a'so make it easier and cheaper to devise and
execute complex trading strategies, conduct arbitrage operations, and
segment and hedge against market risks. Finally, lower information
and communicationscosts makeit easier and chegper to link geograph-
ically separate marketstogether. In sum, the reductionin information
and communicationscosts makes it easier and cheaper for financia
institutions to perform their functions as intermediaries, but it aso
makesit easier and cheaper for issuersand investorsto bypassinter-
mediaries and dea with each other directly.

A second fundamental force has been theingtitutionalizationof sav-
ings. In the 1930s there were few pensionfundsand few mutua funds.
Investorstended to be individuas, not institutions. Today that has
changed. Indtitutions dominate the financial markets, and institutions
manage extremely large amounts of savings for the benefit of
households, corporations, and governments. All told, the top 300
institutional money managersnow "*run** about $2 trillionin pooled
investment funds—a sum equal to about three-quartersof the total
assets of the nation's 14,000 commercia banks. These institutional
money managers employ analysts, portfolio managers, and traders
to make the fullest use of modem technology and modern financia
techniquesin managing the assets entrusted to them. Needlessto say,
these managersare not paid to deposit money in the bank. They are
paid to invest, and they do so directly, at far lower spreads than
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traditional intermediaries, such as banksor insurancecompanies, re-
quire in order to earn a profit.

The third fundamental force has been the development of finan-
cial theory, especialy thetheory of capital asset and optionspricing.
Combined with technology, these advancesin financial theory have
madeit possibleto develop awiderangeof new financial instruments,
such asoptions, swaps, and asset-backed securities. These new instru-
ments liquify what were once illiquid assets, and make it possible
to separatethe credit-risk, interest-rate risk, and exchange-rate risk
that weretraditionally bundled into single financia instruments, such
as bank loans or corporate bonds. Thus, these new instruments per-
mit portfolio managers to manage and price risk more precisely.

Together, these three fundamenta forces have changed the face
of finance. Indeed, thereis a new finance. Technology, the institu-
tionalization of savings, and financial innovation have materialy
reduced the advantagesof |oans, deposits, and certain insurance pro-
ducts (such as whole-lifeinsurance) relative to securities. Instead of
borrowingfrom banks, fi rn$ issue securities. Loanson banks’ balance
sheetsare securitized. Commercia |oans have evolvedinto commer-
cia paper, medium-term notes, and long-term bonds. Deposits have
become mutual funds. Mortgagesare being transformed into securi-
ties, and credit card receivablesare now startingaong that same route.
In insurance, whole life gives way to variableand universal life, as
policyholders bear the investment risk and reward associated with
thelr policies. In sum, what can be securitized, will be securitized—
and soon.

Along with the securitization of finance, there is a globalization
of finance. Advancesin technology and innovationsin financia pro-
ducts makeit possiblefor issuersto search the world for the cheapest
source of fundsand to swap the funds obtained into the currency
and maturity actualy desired. Similarly, advancesin technology and
improvementsin portfolio management techniques make it feasible
for investorsto acquireglobal portfoliosthat provide greater diver-
sfication (lower risk) and greater returns than purely domestic port-
folios. The result has been avast increasein the volumeof securities
underwritten in the international markets and in investments made
on foreign financial markets.

Finally, the new financeischaracterized by an increasing integra-
tion of financial and nonfinancia serviceswithinasinglediversified
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enterprise. Again, the reductionin information and communications
costs is key. Gathering information is costly; referring to informa-

tion is cheap, and, moreimportantly, does not destroy the informa-

tion. Consequently, information gathered for one purpose (e.g., to
market cars and to assess the creditworthinessof customers apply-

ing for auto loans) can be used for another (e.g., to market home
mortgages, insurance, or deposits). The result of lower information
costsisincreased economiesof scope, and firms that make data do
doubleduty find that they can produceand distribute productsjointly

more cheaply than independent firms can produce and distributethe
products separately. As aresult, firms that produce productsjointly

will tend to gain market share at the expense of more specialized
firms. And that gain in market share will be faster and greater, if

theintegrated firm passes some portion of its cost savingson to con-

sumers, or if the integrated firm actually combines the productsin

an innovative manner so as to increaseconveniencefor the customer,

as was done in the case of money market mutua funds.

In sum, securitization, globaization, and integration are the
hallmarks of the new finance. These trends are fundamental and
irreversible, for they are themselves based on fundamental and ir-
reversible trends—advances in technology, theinstitutionali zationof
savings, and advancesin financia theory.2 Hence, the new finance
isdaily undermining the tenetsof the old regulation—the segmenta-
tion of the financia servicesindustry and the sedation of competi-
tion within each financial sector.

Regulatory redesign to date

Gradually, regulation ischanging in responseto these market forces.
Over the past 10 to 15 years, the barriers to competition within
segmentsof thefinancial servicesindustry havefallen, and some of
the barriers to affiliation of financial firms with each other or with
nonfinancial firms have fallen as well.

2 All of these developments occurred at a time of increased volatility 1n the real economy
and (until the early 1980s) greatly Increased inflation. These macroeconomuc developments
heightened the impact of the for cesdescribed hereand madethe transition to the new finance
all the swifter. For example, greater volatility increased the demand for denvative financial
wstrumentd, such asswapsand options, that enableissuersand investor sto hedge aganst risk
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Within deposit banking, the cartel imposed by the old regulation
is breaking down. Barriersto intrastate branching have practically
disappeared, and barriersto interstateaffiliationsof banksare being
relaxed. Entry into banking hasalso been liberalized; itisnow easier
to charter a new bank, and that has added to competition. Finally,
and most important, Regulation Q, thecelling on interest rates payable
on time deposits, has been phased out.

In addition, differences between commercial banksand thrift insti-
tutions have also been reduced. Thrifts can now accept demand
deposits from certain customers and make consumer and commer-
cia loans. For al practical purposes, thriftsare now banks, although
they continue to be subject to a separate system of regulation and
supervision. In sum, competition within the deposit banking sector
is increasing, athough the old cartel still retains some of itsforce.

In investment banking, the cartel is also breaking down. In 1975
fixed brokerage commissionswere eiminated. This has given rise
to awhole new branch of theindustry —the no-frillsdiscount broker
who executes customers orders at rock-bottom prices but does not
provide advice. Competitionfrom these new entrants hasforced ** full
service' brokersto cut their pricesas well, at least to large volume
traders, such asindtitutiona investors. In the underwriting area, there
isaso more competition—both from the off-shore Eurodollar market
and within the United States, where Rule 415 permits investment
banks to bid directly for new issues.

In insurance, the cartel isaso starting to break down. The nnni num
premium structures applied in property/casualty insurance have now
been abolished in some states. The antirebatestatutesare also under
attack. For example, in 1986 Florida's Supreme Court declared that
state's antirebate statute unconstitutional.

Asthese barriersto competitionwithin financia sectors havefallen,
so have the barriers to affiliation between different types of finan-
cia firms and between financial and nonfinancia firms. In 1969,
the National Association of Insurance Commissioners developed a
model law regulating insurance holding companies. In the follow-
ing years, thismodel was adopted with substantial variations as law
by virtualy all of the states. These statutes permit insurance com-
panies to form downstream subsidiaries engaged in any lawful
business or to be affiliated with any business that is reasonably
ancillary to insurance. In investment banking, the New Y ork Stock
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Exchange eiminated its rules prohibiting corporate membership in
the exchangeand prohibiting member firms from being affiliated with
firms engaged in other businesses.

These changes have permitted insurancecompaniesand investment
banksto affiliatewith one another, and such affiliations have become
quitecommon. Leading investment banks have insurance affiliates,
and |eading insurance companies haveinvestment bank affiliates. The
change in stock exchange rules also facilitated affiliations between
commercial firms and investment banks, and such affiliationsare now.
quite common.

However, barriersto affiliation between deposit banks and other
firmsremain, and these barriersarethelast vestige of theinherently
unstable regime of cartel finance. The Bank Holding Company Act
restrictsthe affiliation of banks with nonbank firms, and the Glass-
Stegall Act prohibitsmember banks from affiliating themselveswith
entitiesthat are principally engaged in the businessof underwriting
and distributing securities. The National Housing Act (Savingsand
Loan Holding Company Act) restrictsthe affiliations of firms own-
ing two or morethrifts. And thelaws of most states also restrict the
afiliation of banks and thrifts with other enterprises, particularly
insurers.

In many cases, theselawshave '* gates."" Barriersto affiliationare
not solid walls, but a maze of hedges through which innovative
lawyers have found paths permitting certain types of affiliation
between banks and nonbank firms. But the practical effect of thelaws
mentioned aboveisto restrict affiliationand limit the ability of firms
to offer their customersafull rangeof banking and nonbanking serv-
icesin the United States. Thus, a primary issuein restructuringfinan-
cid regulationis how to redesign theregulation of affiliation between
banks and nonbank firms.

Redesign proposals

That is precisely the issue addressed by a number of recent plans
for redesigning financid regulation (Table 1).3 All of these plansfocus
on the question of affiliation. What may an enterprise containing a
bank within its corporate structuredo e sewherewithin the corporate
structurethrough nonbank affiliatesor subsidiaries, and how should
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TABLE 1

Summary of Sdected Proposalsfor Regulatory Redesign

Item Corrigan ocCcC ABHC Heller ARCB
Technigue Expand BHC Bank subs FSHC* FSHC? FSHC3
Permissible Affiliations
for Banks
Financial Yes Yes Yes Yes Yes
Nonfinancial No Yes* No Yes Yes
Consolidated Officia
Supervision Yes(Fed) Yes(OCC) No® No® No
Insulation Possible? No Yes Yes Yes Yes
Supplemental Insulation
Provisions
Antifraud X X
Stand alone X X
Arm's length X
Limit on daylight overdrafts X

Bear down

Back-stop X
OCC — Office of Comptroller of the Currency
ABHC — Association of Bank Holding Companies

ARCB — Association of Reserve City Banks
FSHC — Financial Service Holding Company

1 As parent for the bank holdrng company

2 Asparent for the bank holding company. Commercial holding company could 1 turn own

financial services holding company.
3 Could own a bank directly.
4 To the extent compatible with the safety and soundness of the bank.

5 The Federal Reserve would supervise intermediate bank holding companies have ** over-
sight™ over financial services holding companies, and enforce supplemental 1nsulation

provisions and affiliation restrrctrons.
6 The Federal Reserve would supervise intermedrate bank holding companies.
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such an enterprise be regulated?*

All plans build upon existing law and regulation. They envisage
functional regulation of the bank itself and of whatever affiliates or
subsidiaries a bank might be permitted to have. As at present, bank
regulatorswould supervisethe bank; securitiesregulators, the securi-
ties affiliates; state insurance commissioners, theinsuranceaffiliates;
and other regulatorsother affiliates, as appropriate.s In particular,
dl plansleavethe current structure of bank and thrift regulation intact,
including the prohibition on interstatebranching (McFadden) and the
restraint on affiliation between banksin one statewith banksin another
state (Douglas Amendment). Again, thefocusof the plansisaffilia-
tion between banks and other enterprises, not on the powersof banks
themselves.

All plansfocuson corporate affiliations. No restrictionsare placed
on individuals who control banks. Such ** noncompany companies'*
may continue to control any other enterprise, including a commer-
cial enterprise, in addition to the bank. The question addressed by
the plansfor regulatory redesign is whether corporationsshould be
given similar freedom to control both a bank and any type of non-
bank enterprise, and, if so, under what terms and conditions should
the corporation be permitted to do so?

All plans envisage that banks should be permitted to affiliate
themselves with a broader range of enterprisesthan those currently
permitted under the Glass-Stegall and Bank Holding Company acts.
Specifically, dl plans envisagethat banks should be permitted to have

3 Omitted from the planscovered in Table 1isthe proposal by Robert E. Latan for a regulatory
redesign that would permit banks to have a wider range of nonbank affihates, provided that
banks restrict their activities to arangeof safeassets. However, Litan does not exphicitly discuss
whether banks would be permitted to have nonfinancial aswell asfinancial affiliatesor whether
there isa need for consohdated official supervision of the company owmng such a narrow bank.

4 In this secbon, the word bank should be taken to refer to banks and thrifts Most of the
plansrefer to banksonly and implicitly assumethat thrifts would be treated like banks. Paradox-
ically, however, the status of unitary thrifts isleft unaffected by plansfor regulatory redesign.

5 For example, if affiliations of banksand TV stations were permatted, the TV station would
conbnuetobe regulated by the Federal Communications Commussion Note that this formulation
of functional regulation leaves open certain issues, such as the regulation of securities activities
currently permissible for banks. Should these continue to be regulated by bank regulators,
or should such activities be supervised by securities regulators? If by securities regulators,
should the activities continue to be conducted within the bank ttself or should they be con-
ducted by an affiliate of the bank that is registered as a broker/dealer?
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affiliatesthat engagein financial activities, such as securitiesunder-
writing and distribution, mutua funds, or insurance.

Finally, dl plansareintended to be optional, in the sense that exist-
ing companies could continue to operate as they do today or take
advantage of the broader opportunities for affdiation, as they so
choose.

The plans differ from one another primarily in two respects—
whether the entity owning the bank should be subject to consolidated
official supervision (such as that imposed on bank holding companies
today by the Federa Reserve Board), and whether banks should be
permitted to affiliatethemselveswith nonfinancia as well as finan-
cia enterprises. Underlying these differences in the plans are dif-
ferent assumptionsabout whether bankscan be insulated from their
affiliates and whether permitting the affiliation of banks and non-
financial enterpriseswould necessarily lead to an excessive concen-
tration of economic resources.

I nsulation

Theinsulation questioniscentral to all of the plans for regulatory
redesign. One school of thought holds that banks can be insulated
fromtheir affiliates, so that thereis no need for consolidated officia
supervision of theentity owning the bank and no need to restrict the
activitiesin which the affiliates of a bank may engage.® The other
school of thought holds that banks cannot be insulated from their affili-
ates, so that there is a need for consolidated official supervision of
the entity owning the bank, and a need to restrict the activities in
which the affiliates of a bank may engage.’

6 Notethat the Association of Bank Holding Companses would restrict the activities of a bank's
affiliates to financial activiies, although it believesthat bankscan beinsulated from their affili-
atesand that thereis no need for consolidated official superviston of the parent holding company.

7 TheCorrigan proposal exemphifies this school of thought However, it should be noted that
the Comgan logic does not necessarily lead to the precise plan proposed by Corrigan. Indeed,
the assumption that banks cannot be mnsulated from their affiliates and that there 1s a need
for consolldated official supervision 1s perfectly consistent with the concept proposed by the
Comptroller of the Currency. In the OCC plan, all nonbank activities would be conducted
1n functionally regulated subsidiaries of the bank The Comptroller would provide consolidated
official supervision and would decide which activities were suitable for subsidiaries of the
bank and the terms and conditions on which the subsidiaries could conduct such activities.
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Insulation is a common problem in financial regulation. For
example, insurance regulation insulates insurance companies from
thelr affiliates so as to protect policyholdersand limit risk to the state
guaranty funds. Mutual fund regulation insulates mutual fundsfrom
their affiliatesso as to protect the funds shareholdersand limit the
risk to the Securities Investor Protection Corporation. Insulation is
achieved by restrictingthe entity's transaction'swith its affiliates so
that such transactions occur on termsand conditionsthat are at least
asfavorableto theinsulated entity asthose prevailing in transactions
with unaffiliated third parties.

The same standard—that interaffiliatetransactions be on substan-
tially the sametermsand conditionsas transactionswith unaffiliated
third parties—is the appropriate standard to employ when-examin-
ing the question of whether banks can be insulated from their af-
filiates. Such a standard safeguards the bank, but allows the bank
to benefit from being part of a broader integrated enterprise.

However, thisis not the standard employed by those who assert
that banks cannot be insulated from their affiliates. For example,
Gerald Corrigandefinesinsulation as aset of restrictionsthat would
transform an operating subsidiary intoa"*truly passiveinvestment,”
and cdlams that such insulaion isimpossibleto achieve, snce manage-
ment will tend to operate an entity owning a bank as an integrated
enterprise.® Thus, Corrigan's assertion that insulation isimpossible
rests heavily on his particul ar definition of insulation, not on the com-
monly understood meaning of the term.

Similarly, for state-chartered, nonmember banks, the Federal Deposit |nsurance Corporation
could determine the activities permussible for subsidiaries of banks. In such case, the bank's
primary federal regulator —theagency chiefly responsible for ensuring the safety and sound-
ness of the bank —would determine the degree and manner of diversification for the bank and
provide consolidated official supervision by a federal bank regulator

8 Notethat Corngan’s definition of msulation would preclude transactions with affiliates even
on termsthat plainly favored the bank, and would ruleout transactions, such as cross-marketing
arrangements, that would produce synergies, raise the consolidated enterprise’s overal rate
of return on capital and so Increase the capability of the overall enterprise to come to the aid
of thebank, if the need arose. Note also that the standard of a ‘truly passive investment’ |leaves
open the question of what the owner of the bank should be permutted to do with dividends
received from the bank. Many of the instances of aid to a nonbank affihate cited the Federal
Reserve as evidence of the impossibility of insulation were i amountsthat were well within
the permissible dividend restrictions on the bank If by truly passive, Corngan means that
all profits should be reinvested in the bank itself, that needs to be explicitly stated
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In fact, insulation—properly defined—is possiblefor banksand is
congstent with alowing management to operate the bank and its affili-
ates as an integrated enterprise. In general, a bank can have three
types of transactions with its affiliates: capital transactions, credit
transactions, and al other typesof transactions. To insulate the bank,
such transactions have to be conducted on termsand conditions that
areat least asfavorableto the bank asthe termsand conditions prevail -
ing in similar transactions with unaffiliated third parties.

With repect to capital transactions, no restrictionsneed to be placed
oninfusionsof capital, sincethey plainly favor the bank. Banks with
affiliatesare subject to the samedividend restrictionsas banks without
affiliates. Hence, banks with affiliates cannot upstream excessive
amounts of dividends to their parents.

With respect to credit transactions, Section 23A of the Federa
Reserve Act limits the amount of credit a bank can extend to any
single nonbank affiliate and to all of its nonbank affiliates taken
together to 10 percent and 20 percent, respectively, of the bank’s
capital and surplus, and it requiresthat any such extension of credit
meet stringent collateral requirements. These restrictions make such
extensions of credit considerably safer than extensions of credit to
unaffiliated third parties. In addition, Section 23A requiresthat al
bank transactions with affiliates—including those covered by Sec-
tion 23A and those specifically exempt from coverage—beon terms
and conditionsthat are consistent with safe and sound banking prac-
tices. Thishas been interpreted to mean that any transaction between
a bank and its affiliates must be on terms and conditions that are at
least as favorable to the bank as thoseprevailing in smilar transac-
tions between the bank and unaffiliated third parties. Finally, securities
law and regulation prohibit a bank's affiliates from stating or imply-
ing that their obligations are covered by federal deposit insurance.
Thus, existing law and regulation aready insulates banksfrom their
affiliatesaccording to the standard described above, and existing law
and regulation has been quiteeffectivein preventing failuresof banks
due to transactions with affiliates.

All of the plansfor regulatory redesign keep in placeexisting insula-
tion provisions. However, some plans providefor additiona insulation
of thebank, soasto raisethe** R-factor** of theinsulation provided
to the bank. These supplemental provisionsinclude an antifraud pro-
vision, a""stand-alone’* requirement, an arm's length requirement,
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alimiton daylight overdraftsby the affiliates of the bank on the bank,
a ""bear-down'" requirement, and a **back-stop** provision.

The antifraud provision reinforcesthe antifraud provisions of the
securities laws by prohibiting affiliates of banks from stating or
implying that their liabilitiesare obligations of an insured bank or
insured thrift and from stating or implying that their obligationsare
covered by federal deposit insurance. The stand-al one requirement
also prohibits a bank from directly or indirectly guaranteeing the
obligations of its affiliates and requiresthe affiliate to disclose this
to investors.

Thearm'’s length requirement makes explicit the interpretationof
current law and regulation requiring thet al interaffiliate transactions
be on terms at least asfavorable to the bank as those prevailing in
similar transactions between the bank and unaffiliated third parties.

Thelimit on daylight overdrafts of an affiliate on the bank toughens
the existing insulation provisions applicable to such extensions of
credit. Asit is, daylight overdrafts on the bank by bank affiliates
are covered by the general rule contained in Section 23A that inter-
affiliatetransactions must occur on terms and conditions that are at
least as favorableto the bank as similar transactions (daylight over-
drafts) for unaffiliated third parties. However, daylight overdrafts
are exempt from the quantitative limits and collateral requirements
applicableto overnight (or longer) extensionsof credit by the bank
toitsaffiliates. The Association of ReserveCity Banks (ARCB) pro-
posal would subject daylight overdrafts by the bank's nonbank affili-
ateson the bank to the quantitativelimitsof Section 23A. Thiswould
limit the bank's exposureto any one nonbank affiliateto 10 percent
of the bank's capital and surplusand its exposureto all of its non-
bank affiliates taken together to 20 percent of itscapital and surplus.
Thus, daylight overdraftsof the nonbank affiliateson the bank could
not cause the bank to fail, provided the bank was maintaining ade-
guate capital at the time the affiliate defaulted on the overdraft.

To ensure that the bank does, in fact, maintain adequate capital,
the ARCB plan also contains a bear-down provision. This requires
the bank to maintain adequate capita at al times, and it empowers
the bank's primary federal regulator to force the owner of the bank
to divest the bank, if the bank's capital falls below the minimum
required level. Thisisan extremely powerful provision, for it enables
the regulator to step in well before the net worth of the bank is
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exhausted. If enforced, the bear-down provision would fully protect
the deposits of the bank and the deposit insurance fundsfromall risk,
including any risk that might arise as a result of the bank'’s transac-
tions with its affiliates.

Finaly, the Heller plan contains a back-stop provision. Thiswould
requireeach parent in the corporate chain above the bank to assume
unlimited liability for the subsidiary beneath it. This would make
explicit the Federal Reserve's longstanding position that the holding
company should be a sourceof strength for the bank. However, the
effectivenessof this provision isopen to question. In particular, the
guaranteeof unlimited liability is only as good as the company that
gives it. Hence, it would be preferable for the financia services
holding company to providestrength to the bank up front in theform
of additional capital at the bank level. This would obviate the need
for any capita requirementson the parent holding company and ensure
that all banks controlled by financia servicesholding companies were
financially strong.

Those various proposalsto increase the R-factor in the insulation
of a bank controlled by a financial services holding company can
be combined in a way that yields a much greater increase in the
R-factor than any one of the regulatory redesign plans submitted to
date, and yet at the same time preservesthe synergiesthat result from
operating the bank as part of an integrated enterprise. Thiscombina-
tion would preserveexisting insulation provisions (dividend restric-
tions, Section 23A and the antifraud and disclosure provisionsof the
securitieslaw) and add:

® The bear-down provision.

® The antifraud provision.

® An "extrarlayer'* provison. Thiswould require that banks con-
trolled by financial servicesholding companies maintain sup-
plementa capital in addition to the minimum required capital
to be maintained by banks that are not controlled by financia
services holding companies. Thiswould bein lieu of the back-
stop provision.

® A plenipotentiary provision. This would grant the bank's
primary federa regulator the authority to write rules and regula-
tions regarding interaffiliate transactions so as to protect the
safety and soundnessof the bank. There would be severecivil
and criminal sanctionsfor violationsof such regulations. This
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provision would enable the regulator to address in a flexible
manner the concerns that prompted the explicit arm's length
provision, the explicit prohibition on banks guaranteeing the
obligationsdf their affiliates, and the explicit limits on daylight
overdrafts.® It would also enable the primary bank regulator
to addressquickly other concernsthat may arise as a result of
changes in market conditions.
® An enforcement provision. Thiswould grant the primary federa
\ regulator of a bank controlled by a financial servicesholding
company the authority to seek an immediate court injunction
against any unsafe or unsound practiceengaged in by such a
bank. It would also grant the court the authority to order appro-
priate relief measures, including the divestiture of the bank,
s0 asto bring such unsafe and unsound practicesto an immediate
halt. Thiswould enablethe regulator to proceed quickly against
any bank controlled by a financia services holding company
that engages in unsafe or unsound banking practices. In par-
ticular, it would enable the regulator to bypass cumbersome
and time-consuming cease-and-desist procedures.

This comprehensiveapproach concentratesresponsibility for insu-
lating the bank in the hands of the federal regulator responsible for
examining and supervising the bank (e.g., the Comptroller of the
Currency for national banks). Rather than ossify all insulation pro-
visonsin a statute, this approach gives the bank's primary federal
regulator the flexibility to adapt regulationsto changing conditions
and the power to stop any practice that he considers unsafe and
unsound. Thus, this approach protects what needs to be protected
(the bank), and assigns the job of protection where it belongs—to
thebank's primary federal regulator. Thisisamuch moredirect and,
I would argue, much more effective method of preserving the safety
and soundness of the bank than consolidated official supervision of
the entity owning the bank.

9 For example, the quantitativerestrictions in Section 23A suggested by the Associabon of
Reserve City Bankersare not the only way to control the risk to the bank presented by such
overdraft facilities. Other meansincludethe collateralization of overdraftsor a parent guarantee
for the overdrafts of nonbank subsidiaries of the parent on the bank subsidiary. The primary
bank regulator should have the flexibility to decide which of these solutionsis appropriate
or to developothers. Note that the risk to the Federal Reserveis a question of the overdraft
of the bank on the Federal Reserve. Thiss distinct from the possibility that an affiliate may
overdraft its account & the bank.
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In sum, banks can be insulated from their affiliates, and current
law and regulation meet the commonly accepted standard of insulation
—the restriction of interaffiliate transactions so that they are con-
ducted on terms and conditions at least as favorable to the bank as
termsand conditions prevailing in similar transactions with unaffiliated
third parties. However, it is possible to raise the R-factor of insula-
tion applied to banks controlled by financia services holding com-
panieswhile still preserving the synergiesthat result from operating
the bank as part of an integrated enterprise. Thus, insulation pro-
vides no rationale for consolidated official supervision of the entity
owning the bank and no rationalefor restricting the activitiesin which
the affiliates of the bank may engage.

The safety net and the payments system

Theinsulation question is also central to determining whether the
reform of regulationof affiliation between banks and nonbank enter-
prises need to belinked to the question of reformof the federal safety
net applicableto banksor to the reform of the payments system. If
banks cannot be insulated from their affiliates, then reform of the
safety net, of the paymentssystem, and of affiliation between banks
and nonbank enterprisesare all interconnected with one another. If
banks can be insulated from their affiliates, the reform of the safety
net (deposit insurance and access to the discount window) and the
payments system are problemsseparate and distinct from the regula-
tion of affiliation, capable of separate and distinct solutions.

As mentioned above, Corrigan believesthat banks cannot be insu-
lated from their affiliates, and Corrigan, therefore, infers that the
safety net applicable to banks also inevitably extends to the owners
of banks as well. This leads Corrigan to the conclusion that the
presence of a safety net for banks requiresthat ownersof banks be
subject to consolidated officia supervision, and that each of the bank's
affiliates be subject to some type of prudential supervision. Finan-
cial enterprisesqualify on that score; commercial onesdo not. Hence,
Corrigan recommendsthat affiliations between banks and nonfinan-
cid enterprisesshould be prohibited. Perhaps more significantly, Cor-
rigan recommendsthat the safety net be extended to include finance
as wdl as banking.
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Once again, this conclusion depends heavily on Corrigan's par-
ticular definition of insulation and on his assessment that affiliates
cannot be transformed into truly passiveinvestments. It also depends
on his"*holy water'* theory that the official approval of the acquisi-
tion of a bank and the ongoing examination and supervision of abank
imply the ** de facto extension of parts of the safety net to any firm
that would own and control banks.’’1°

Asdiscussed above, banks are insulated from their affiliatesin the
sense that they must transact with their affiliates on terms that are
at least as favorable to the bank as those prevailing in similar trans-
actionswith unaffiliated third parties. Hence, the bank cannot transfer
access to the safety net to its affiliatesthrough transactionsthat favor
the affiliates a the expense of the bank.

In fact, the safety net does not extend to ownersof banks. When
First Nationa Bank & Trust Company of Oklahoma City failed in
Jduly 1986, the failure was resolved in a manner that protected the
depositorsand creditors of the bank but did not protect the owner
of the bank, First Oklahoma Bancorp, or itscreditors. Indeed, First
OklahomaBancorp went bankrupt, and its creditors suffered severe
|osses. Creditors of the bank suffered no losses at all. In sum, the
bank is protected by the safety net; the owner of the bank is not.
Banks are insulated from their parent holding companies and non-
bank affiliates.

Corrigan's "* holy-water** theory does not changethis. Theofficial
approva and monitoring process does not imply that the safety net
extendsto ownersof banks. Under the Changein Bank Control Act,
bank regulators examinethefinancia strength of the acquirer of the
bank. However, following the acquisition of the bank, regulators
monitor the bank itself, and interveneonly if the bank doesnot meet
regulatory requirements, such as the maintenance of minimum
required capital. Nothingisimplied about the extensionof the safety
net to the owner of the bank.

Should that situation change? Should ownersof banks also be pro-
tected by afederal safety net? Should nonbank firms also be protected
by afedera safety net? Corrigan thinks they should, as long as the

10 However, Comgan does not state exactly which parts of the safety net would extend to
the owners of banks



158 Thomas F. Huertas

firms are engaged solely in financial activities. Indeed, his *"holy
water"* theory, coupled with his statement that the safety net applies
to banking and finance, suggests that Corrigan believes the safety
net already extends and should continue to extend to the owners of
nonbank primary dealers, such as Sdlomon, Inc., and NomuraSecuri-
ties, whose appli cationshave been approved by and who are regul ated
by the Federal Reserve Bank of New York. In sum, Corrigan is
recommending, abeit implicitly, a mgor expansion of the safety net
to include the owners of banks as well as banks themselves.

This would be a serious mistake. The safety net should not be
extended to ownersof banks. Corporationsthat own banksare sub-
ject to the securitieslaws and to the general bankruptcy code. They
must disclose to investors all material and relevant information,
including the fact that their bank subsidiaries are subject to various
restrictions, such asdividend limitationsand minimum capital require-

" ments; that restrict banks' ability to furnish resourcesto the parent.
Asaresult of such restrictions, it is possiblefor the corporationown-
ing the bank to go bankrupt, whilethe bank itself remains adequate-
ly capitalized and solvent.

This is well understood in the marketplace. Obligations of com-
panies owning banks are generally rated lower than obligations of
subsidiary banks. Moreover, the market distinguishes among the
obligationsof corporationsowning banks, requiring higher rates of
return on the obligations of some issuers relative to others. These
differential sappear to be related to the risk of theissuer, so that owners
of banks are subject to the same type of market discipline as other
corporations. Theextension of the safety net to the ownersof banks
would reduce and possibly eliminatethis market discipline. It would
remove the freedom to fail —precisaly the freedom that Corrigan
asserts should be part of any plan for regulatory redesign. To repeat,
extending the safety net to the owners of banks would be a serious
mistake.

Plansfor regulatory redesign that assume banks can be insulated
from their affiliates do not makethat mistake. Such plansrightly con-
cludethat the question of reformof the safety net and of the payments
systemare problems separablefrom the question of reforming regula
tion of affiliation. Moreover, some of these plans for regulatory
redesign contain provisionsthat would improve the operation of the
safety net or the payments system, at leest asfar asit pertainsto banks
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controlled by financial services holding companies.

Deposit insuranceisa good example. Although the optimal R-factor
plan described above does not specifically address the problem of
deposit insurance, it improves the situation of the deposit insurance
funds. Banks cannot poseexcessiverisk to thedepost insurancefunds,
if the regulators can reorganize or recapitalize the bank before its
net worth goesto zero. The bear-down provision would allow regula-
tors to do exactly that for banks controlled by financia services
holding companies. Such bankswould befreetofail, but failurewould
occur when the bank's capital dipped below the minimum required
level. For example, if the minimum required capita for national banks
were 6 percent of assets, a national bank owned by a financial serv-
ices holding company would **fail** if its capital fell to 5.9 percent
of assets. At that point, the Comptroller would be able to force the
financia services holding company to bring the capital of the bank
back up above the minimum level or to divest the bank. Thus, the
bear-down provision ensuresthat banksowned by financial services
hol ding companies will be recapitalized or reorganized beforetheir
net worth goes to zero, so that such banks cannot pose a threat to
the deposit insurance funds.

Whether accessto thediscount window isin need of reformisopen
to gravedoubt. In theory, only solvent banks may borrow at thedis-
count window. All borrowing from the discount window must be
on a fully collateralized basis, so that the Federal Reserve is not
exposed to any risk when making adiscount window loan. Thedis-
count rate may, at times, be below the ratefor similar collateralized
borrowings (such as repurchase agreements), so that banks could
derive a benefit, if they could actually borrow from the window.

But banks do not have a right to borrow from the discount win-
dow. The Federa Reserve considers accessto the discount window
a privilege, not a right, and rations credit severely, so that solvent
banks cannot borrow. Indeed, for a bank to approach the window
for aloan that is large relative to the bank's own capital is usually
tantamount to an admission of insolvency. Exceptions to this pat-
tern (e.g., theloan to the Bank of New Y ork to facilitate resolution
of an operations problem) appear to be few and far between.

Perhaps it would be best to formalize this situation, at least for
banksthat are subsidiaries of financia servicesholding companies.
Convert access to the discount window into a right rather than a
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privilege. Any bank would have the right to borrow upon presenta-
tion of sound collateral. But all such borrowing would be at a penalty
rate (say 2 percent above the rate for overnight repurchase agree-
ments), and any such request for adiscount window loan would trigger
an immediate examination of the capital adequacy of the bank—an
examination that could, in the caseof banksowned by financia serv-
icesholding companies, lead to the application of the bear-down pro-
vision and possibly to thedivestitureof the bank. Administration of
the discount window in this manner would ensure that the discount
window would nat provide an advantageto bankscontrolled by finan-
cia services holding companies.

The paymentssystem does need reform, and concern has focused
on the need to regulate access to Fedwire, the electronic payments
system owned and operated by the Federal Reserve System. Fed-
wire allows a bank to make paymentson behaf of its customers by
transferring funds from its account at the Federal Reserve to the
account of another bank at the Federal Reserve. The Federal Reserve
guarantees all payments made over Fedwire, regardlessof the size
of the payment. When a bank sends a payment over Fedwire, the
Federal Reservedebitsthe reserve account of the sending bank and
credits the reserve account of the recelving bank. That credit is
immediateand irrevocable. If the sending bank does not have suffi-
cient fundsin its reserve account to cover the payment, the Federal
Reserve may extend the sending bank credit, i.e., it may alow the
sending bank an overdraft. Such overdrafts are unsecured and interest-
free, but are "*daylight'* only—they have to be repaid by the end
of the day.

Thus, access to Fedwire carries with it a guarantee of payments
received over the system and the potential to receive interest-free
creditin connection with sending paymentsover thesystem. Together,
these provisions ensure that the Federal Reserve assumesall risk in
connectionwith payments made over Fedwire. The Federal Reserve
attemptsto control this risk by limiting the amount by which a bank
can overdraw its reserveaccount. But theselimitsare based on banks
own evauation of their creditworthiness. The lender, the Federal
Reserve, does not routinely assess the creditworthinessof the banks
to which it extends daylight overdraft credit. Thus, the Federal
Reserve itself violates'Corrigan’s dictum that all the participantsin
the payments process should be making all of their credit judgments
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in a rigorous and objective manner.

Corrigan proposes to remedy this by effectively eliminating or
reducing the ability of some banksto run overdraftson Fedwire. This
would be done by requiring that magor users of Fedwire maintain
interest-earning liquidity balances (in additionto required reserves),
some percentage of which would be a nonworking balance.”* In
addition, Corrigan proposes the formation of a Nationd Electronic
Payments Corporation, which would be jointly owned by the Federa
Reserve and private participants, but which would be managed and
operated by the Federal Reserve. Such a paymentscorporationwould
seek to eliminate operationa risk in the payments system by
establishing uniformtechnica standardsfor access, backup facilities,
and other aspects of the payments system.

Therationaefor these proposalsis the assertion that the payments
system represents some sort of natural monopoly or public utility.
But that 'rationaleis false. The payments system is not a natural
monopoly. Thereare potentialy as many e ectronic payments systems
asthereare banks, for customersof thesame bank can make payments
to one another by transferring balances at that bank to one another.
Privateinterbank paymentssystemsaso exist. OneexampleisCHIPS,
the electronic payments system owned and operated by the New Y ork
Clearing House. Indeed, the volumeaof paymentson CHIPS s gpprox-
imately equal to the volume of payments made over Fedwire.

It istrue that Fedwire is the dominant domestic electronic inter-
bank payments system. But that does not imply that such a system
isanatura monopoly. Instead, it impliesthat the Federal Reserve's
guaranteeof paymerits made over Fedwire gives Fedwire an unnatural
advantage over aternative private systems.

Therefore, if areformof Fedwire isrequired, consderation should
begivento aswide arange of aternativesas possible, including the
possibility of removing the Federal Reserve's guaranteeof payments
made over Fedwire, while retaining the requirement that payments
madeover Fedwire befinal when made. In this case, receiving banks

11 The hquidity reserve proposal would, according to Corrigan, do double duty It would
reducedaylight overdrafts, and 1t would providethe systemwith a** greater storeof hquidity
..., thereby providing a liquidity cushion short of the discount window > Comgan pro-
vides no explicit rationale for this facility; if 1t 1s meant to expand accessto the discount win-
dow to nonbank enterprises, that should be debated directly.
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would be directly exposed to sending banks for the payments they
agreed to accept over Fedwire, and receiving banks would exercise
impartial credit judgments about sending banks. To the extent that
credit was extended in the course of making payments, the credit
would not involvethe Federa Reserve. In such acase, Fedwire would
operate much likethefedera funds market, wheretransactionsinvolve
balances on the books of the Federal Reserve, but risks are borne
by privateparties. Indeed, remova of the Federal Reserveguarantee
on paymentsmade over Fedwire would in all likelihood lead to the
development of an intraday federal funds market and to the pricing
of payment transfersin line with the risks involved.

In sum, the presenceof asafety net for banksis no reason for con-
solidated officia supervision of the owner of the bank or to restrict
the activities in which the bank's affiliates may engage. The safety
net does not and should not extend to owners of banks. And plans
for regulatory redesign that insulate banks do not aggravate whatever
problems may exist in the safety net itself. If thereare problemsin
the administration of the safety net, such problems affect all banks,
and should be solved directly by changes in the safety net itself.

Concentration

A second reason for the differencesin the plans for regulatory
redesign revolvesaround concentration. Would permitting the affili-
ation of banksand commercial firmslead to an **undue concentra-
tion of economic resources" that could not be adequately controlled
by the antitrust law?

Theissue of concentration is separate and distinct from the issue
of affiliation. Concentration implies that the firm has power in
economicor possibly in political markets. Affiliation meansthat the
bank has an affiliate. It says nothing about the market power of the
bank, its affiliate, or the enterprise as a whole. Concentration can
occur without affiliation, and affiliation does not imply concentration.

In economic markets, concentration means the power of afirm
to raisethe price of a product or serviceaboveitscompetitivelevel.
This power depends on barriers to entry by other firms into that
;market. If anyonecanlegally enter an industry, nofirmin theindus-
try can exercise market power, unless there are natura barriers to
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entry. And in finance, theredo not appear to be any significant natural
barriers to entry. Hence, removing the artificial barriers to affilia-
tion between banks and nonbank firms is a sure way to reduce
whatever economic power may currently exist in banking and
finance.!?

In political markets, concentration means the power to influence
legidationand regulation. Any law that restricts entry into an industry
confers wedth on the entitiesthat are protected from competition,
and this tends to create a congtituency in favor of the law. The cur-
rent system of regulation is no exception. Barriers to affiliation
between banks and nonbank firms protect specializedfinancial firms
from competition and raise the profitsthat such firms can achieve.
Consequently, speciaized firms have theincentiveto reinvest some
of theexcess profits generated by regulation to lobby for acontinua-
tion of the very system of regulationthat generatesthose excesspro-
fits. In this. sense, excessvepolitical power isfar morelikely to result
from retaining barriers to affiliation than from removing them.

In sum, barriers to entry produce concentration. Eliminating the
barriers to affiliation between banks. and nonbank firms would,
therefore, reduceconcentration. Current plansfor regulatory redesign
take stepsin that direction, but plansthat call for consolidated offi-
cia supervision and prohibit affiliations between banks and commer-
cid firmsdo not go far enough in reducing concentration. !> To reduce
concentration, one should eliminate barriers to affiliation contained
in the Glass-Steagdll Act, the Bank Holding Company Act, and state
antiaffiliation laws.

12 |f thereare no barriersto entry, traditional concentration or market share ratios are mean- 4
inglessasindicatorsof market power Conversely, if there are no significant barrers to entry,
such asthe barriers to entry posed by the Glass-Steagall Act or the Bank Holding Company
Act, even small concentration ratios are consistent with firms' exercising market power, and
large concentration ratios, such as those present in local deposit marketsor in underwriting
corporate securitiesin the United States, are dmost certain indicators of market power.

13 Specifically, Corrigan's plan states that today's bank holding compames **could in zeme*’
(1987a, p. 34, emphasisin original) engagein a broad range of financial servicesunder such
termsand conditionsas the Federal Reservedeemed appropnate Corrigandoes not advocate
reped of Section 20 of the Glass-Steagd | Act and evidently does not contempl ate putting invest-
ment banking and insurance onto the laundry list of permissible activities for bank holding
companies Expansion into new activities would evidently be on a case-by-casebasis Thus,
barriersto entry into nonbank financial services would be preserved, at least temporarily.
In contrast, the Corrigan plan appearsto accord nonbank financial firms immediate entry into
banking. Corrigan (1987a, p. 35) statesthat a financia holding company could ** at its option
acquire depositories’™ (emphasis added).
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What should remain are the barriersto affiliation contained in the
Change in Bank Control Act and in the antitrust law. The former
is used to prevent unfit and unproper persons, such asdrug dealers,
from acquiring control of abank. Thisinitia screening isappropriate
and should be used to prevent firmscontrolled by criminal e ements
from gaining control of a bank. The antitrust law should be fully
applicable to banks and firms that control banks. Thisisthe proper
way to control concentration, not through prohibiting affiliations of
banks and nonbank enterprises.

There would be one standard for antitrust, not one for banks and
onefor nonbanks. Much of the original rationale for the Bank Holding
Company Act of 1956 was the perception that the antitrust law did
not apply to banks. That perception is now wrong. The Supreme Court
has ruled that the antitrust law does apply to banks. Hence, there
is no need for a specia antitrust standard applicable to banks or the
owners of banks.

So much for the economic logic of the case regarding concentra-
tion and affiliation. There remains the perception that permitting
affiliationsbetween banksand nonfinancia firmswould inducelarge
commercial firmsto takeover large banks—and such giant firms must
be bad. To cite the extreme example used by Corrigan, permitting
affiliation between commercial firms and banks might mean that
General Motors could and possibly would take over Citibank—and
that has to be bad.

Evenif that were bad, it does not follow that prohibitingall affilia-
tions between banks and commercial firmsis the proper remedy. If
takeoversare the problem, control takeovers; do not prohibit affilia-
tionsof al sorts. And, if takeoversare the problem, or if the size
of firmsisthe problem, itislikely to beaproblemfor firmsin general
(e.g., supposeIBM took over Exxon), Therefore, the proper remedy
is revisions in the securitieslaws or the antitrust law. There is no
need to accord the managers of large banks specia protection from
takeovers.

In sum, the issue of concentration is something of a red herring.
If anything, permitting the affiliation of banks and nonbank enter-
prises would reduce concentration, not increaseit. The real issue
seemsto be size per se and takeovers. But these areissuesthat affect
firmsin general, and they should be resolved by changesin the anti-
trust law and/or the securities laws. There is no need for a special
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standard for banks.

Conclugon

The conclusionsto be drawn from thissurvey can be briefly stated.
Theold systemdf regulationis broken; regulatory redesignis needed.
Various plans have been proposed, all of which focus on the key
issuesof affiliationof banksand nonbank enterprisesand the regula-
tion of an entity that owns a bank.

The plansdiffer in two respects. One set of plansassertsthat there
should be consolidated official supervision of the entity owning the
bank and that affiliations between banks and commercia firms should
be prohibited. The other set of plans assertsthe opposite: that there
is no need for consolidated official supervision of the entity owning
the bank, and that banks should be able to affiliate with any other
type of firm, including a commercial firm.

This paper has argued that the latter set of plansis the better way
to redesign financial regulation. These plansinsulate banksfrom their
affiliates, do not strain the safety net, and offer the prospect of greater
reductions in the concentration of economic and political power.
Therefore, regulatory redesign should be based on two principles:
protecting the bank through insulation rather than consolidated officia
supervisonaf theentity owning the bank, and permitting the affiliation
of bankswith financial and nonfinancial firms. More smply put, the
twin tenetsof the new regulationshould be functiona regulationand
free affiliation.
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