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Foreword

The structure of the U.S. financial system, inherited from the
regulatory framework set up in the 1930s, is being eroded by
developments in global financial markets. Securities firms are in-
creasingly engaging in activitiestraditionally reserved for banksand
thrifts, while banks and thrifts increasingly look to be involved in
securities, insurance, and redl estate activities. The character and pace
of changehaveled to agrowing consensusthat the current regulatory
framework is no longer appropriate. There is much less agreement,
however, as to the nature and scope of regulatory reform.

To providea forum for the exchange of ideas on financia struc-
ture issues, the Federal Reserve Bank of Kansas City sponsored a
symposium on **Restructuring the Financial System.”* This sym-
posium, the eleventh in our series on maor public policy issues,
brought together leading authoritiesfrom academe, government, the

'Federa ReserveSystem, foreign central banks, and businessto discuss
these issues.

We hope these proceedingswill beof interest to al those concerned
about thefutureof our financial system. Grateful appreciation isex-
tended to all those who participatedin the symposium and especialy
to Gordon H. Sellon, Jr., Assistant Vice President and Economist
in the Bank's Research Department, who helped develop the program.

ROGER GUFFEY

Federal Reserve Bank of Kansas City
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Gordon H. Sellon, Jr.

For some time, there has been a growing feeling among financial
market participants, regulators, and congressiond leadersthat substan-
tial reformof financial market regulation would bedesirable. Indeed,
thereis widespread consensusthat the regulatory framework inherited
from thefinancial crisisof the1930sis no longer adequatein today's
high-tech, global financial marketplace.

The stimulus for financial reform comes from many directions.
Most gpparent are thevariouscrisesthat havestruck financia markets
in recent years. Such events as the problems of the thrift industry,
theincreasein bank failures, theimpact of lesser developed country
debt, and the recent stock market crash have aroused widespread con-
cern. More subtle, perhaps, but no less important, are longer term
trends, such as the erosion of traditional roles of financial institu-
tions, the development of new and esoteric types of financial instru-
ments, and the globalization of world financial markets.

The need for financid reform hasled Congressto move theseissues
tothefront of thelegidativeagenda. Thus, the CompetitiveEqudity
Banking Act of 1987 attempted to address the solvency problems of
the thrift industry while placing a moratorium of new activities of
banks and other financia ingtitutions. Recently introduced legida-
tion goesfurther and contains several proposalsfor restructuring the
financial servicesindustry.

Gordon Sellon 1s an assstant vice president and economist a the Federal Reserve Bank
of Kansas City
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To promotea better understanding of theissuesinvolvedin finan-
cia reform and the policy aternatives, the Federal Reserve Bank
of KansasCity sponsored a symposium entitled ** Restructuring the
Financia System'™ on August 20-22, 1987. At this conference,
distinguished academics, regulators, and financia industry represen-
tatives examined the need for financial reform and debated the merits
of various proposals for restructuring the financial system.

Symposium participantsexpressed a strong consensuson the need
for financia restructuring and the factors undermining the current
regulatory framework. There also was general agreement that reform
should focus on banking and its linkages to other financial and non-
financial firms. Specific areas of agreement were the desirability of
expanding bank powers to include securities activities and reform-
ing the deposit insurance system.

Significant differencesamong participantsemerged regarding the
extent of linkages between banksand other firms, theform that these
linkagesshould take, and the way a revised financial industry should
be supervised and regulated. Thus, in contrast to the genera agree-
ment over the expansion of bank securitiespowers, there was sharp
disagreement over thedesirability of linkagesbetween banksand non-
financial firms.

As background for understanding the issues raised at the sym-
posium, the remainder of this introduction focuses on two topics:
the need for financia restructuringand a summary of the principa
points of contention among program participants.

The need for financial reform

A number of symposium participants discussed the evolution of
financial markets and the rationale for financial restructuring. The
paper by Thomas Huertas providesa particularly useful description
o how the current financial regulatory framework evolved fromthe
financia turmoil of the Great Depression. In thisview, the regulatory
framework set up in the 1930s was designed to provide financia
stability by establishinga system of cartel finance. Within thisstruc-
ture, financial institutionswere divided into threegroups: those pro-
viding deposit banking (commercia banks and thrift institutions),
investment banking, and insurance. By using laws regulating the
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degree of competition both within and between groups of financia
ingtitutions, their profitability could be maintained and the safety and
soundness of the financial system ensured.

Over time, economicforcesand technologica advances undermined
the bash of this system by reducing the profitability of some types
of ingtitutions, causing them to press for expanded powers and
activities, while raising the profitability of other institutions, making
their business more attractive to the less profitable institutions.
Moreover, thegrowing globd linkages of financia marketsintroduced
an added dimension of competition, making international differences
in financial regulation a further stimulus to reform.

As aresult of these pressures, barriers to the affiliation between
investment banking and insurance were removed and distinctions
between commercia banksand thrift institutionslargely disappeared.
The key barriers remaining are those governing the association
between depository ingtitutionsand other financial and nonfinancial
firms. The principal laws regulating these linkages are the Glass-
Steagall Act, which restrictsaffiliation of member banks with firms
involved in securitiesunderwriting, and the Bank Holding Company
Act, which regulates the association of banks with other financia
and nonfinancia firms,

Much of the recent debateover financia restructuring has revolved
around the interpretation of these laws. Thus, banks have pressed
for expanded underwriting powers through creative interpretations
of the Glass-Steagall Act while nonbank financial and nonfinancial
firms have sought to gain banking powers through the so-caled “‘non-
bank bank loophole™ in the Bank Holding Company Act.

Issues in therestructuring debate

While sympos um partici pantsgeneraly agreedthat financid reform
is necessary and that, at the minimum, the Glass-Steagall Act should
be changed or eiminated, there was considerabledisagreement over
the extent of permissiblelinkages between banks and other financia
and nonfinancial firms. Participantsal so differed on the methodsand
effectivenessof insulating banksfrom therisks of new activities, on
theimplicationsof restructuring for competition, and on the role of
supervision and regulation in a restructured financial system.
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Symposium participantsfavoring expanded linkages between banks
and other financid and nonfinancial firmsadvanced a number of points
in support of their position. Some argued that banks cannot compete
effectively in the current regulatory environment. These participants
cited theincreasein securitization—the increase in direct lending in
credit marketsat the expense of bank lending—and the declining trend
in bank profitability in recent years. It was felt that allowing banks
to diversify into such activitiesas underwritingand other investment
banking activities might increase bank profitability and enhancethe
stability of the banking system. Other participants argued that there
are cost advantagesin the form of economiesof scopein alowing
banks to associate with other financial and nonfinancial firms. That
is, synergiesin the joint production of financia servicesor in the
joint production of financial and nonfinancial servicesmight increase
economic efficiency and lower coststo the consumer. Finally, some
argued that many of the reasons for protecting banks that were
important in the 1930s are no longer relevant.

In contrast, symposium participants advocating more limited
linkages between banks and other firms generally saw banksas con-
tinuing to play aspecia rolein the economy that requiresmore pro-
tective regulation of banks. In this view, banks play an important
role in the payments system, as a source of liquidity, and in the
transmission of monetary policy. Banks also are viewed as specia
because of their connection to the federal safety net—depost insurance
and the Federal Reservediscount window. To some participants, ex-
panded linkages between banks and other firms raise the possibility
of the extension of the safety net to these firms. Such an extension
is seen as undesirableeither because of thegreater potential exposure
of theinsurancefunds or taxpayersto the financial problemsof these
firms or because of the competitive advantage that the implicit sub-
Sdy of the safety net provides to these firms.

The possibility of expanded linkages between banksand other firms
raised another important symposiumissue, the question of whether
banks can be insulated from the problems of affiliated firms and,
if s0, how insulation might be accomplished. Whilethere wasgenera
agreement that someinsulation of banking was necessary, there was
less agreement on the appropriate form of insulation and its effec-
tiveness. Some partici pantsmade a distinction between the appropri-
atenessand effectivenessaf placing new activitiesin bank subsidiaries
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and placing them in holding company affiliates. Many of the restruc-
turing proposal s discussed at the symposi um emphasi zed the use of
afinancia servicesholding company that could own both a bank and
other financial firms. Some participants argued that the holding com-
pany form would allow better insulation than if expanded activities
wereto becarried out in bank subsidiaries. Other participantsfocused
on thetypesof regulationsneeded to prevent conflictsof interest and
abusesof thefederal safety net. While some participantsthought insu-
lation was feasible, others were clearly skeptical that effective
insulation was possibleor that insulation was compatiblewith banks
taking advantage of synergies with other firms.

Symposium participants aso held widely differing views on the
competitive effects of restructuring. Some argued that the existing
regulatory structure was anticompetitiveand that proposed changes
in the regulatory structure would promote competition and reduce
the costs of financial services. Others were concerned with the
possibility of increased concentrationof economic power if arevised
regulatory structure alowed the development of large financial and
commercia conglomerates.

A final issue discussed by many of the participants was the ques-
tion of how a restructured financia system should be regulated and
supervised. Many advocated the use of functiona supervision and
regulation. Each part of the holding company would be supervised
by its appropriate regulatory agency. Symposium participants
expressed differing views, however, on whether supervision should
be consolidated; that is, whether there should be supervision of the
parent holding company in addition to the functional supervision of
its component parts. Opinions aso differed on the responsibilities
of the Federal Reserve, Federal Deposit Insurance Corporation, and
Comptroller of the Currency in arevised financia structure. Several
participantsstressed the desirability of international coordination in
financial regulation, calling the recent U.S.-U K. accord on capital
standards a first step in the right direction.






Can Regulatory Reform Prevent The
Impending Disaster in Financial Markets?

Franklin R Edwards

Introduction: An aura of uneasiness

A deep current of unrest flowsthrough financial markets thesedays,
carrying with it afeeling that thingsare, in someway, out of kilter.
While no oneis quite certain of the precise reasons for it, there is
agenera uneasinessabout whether thefabric that bindsand solidifies
our financial system is coming unraveled. In recent years,we have
witnessed spectacular bank failures (such as the Continental Illinois
bank), seen the collapse of two statedeposit insurancesystems, and
been told that the prestigious Federal Savingsand Loan Deposit In-
surance corporation (FSLIC) is in the red by some $30 billion.
Newspapers carry daily stories of thebillionsaf dollarsof loans made
by banksto third-worldcountriesthat will never be repaid, but will
haveto be written off as bad debts. Banksand thriftslocated in areas
dependent upon the hedlth of theenergy and farm sectorsarein deep
trouble; many will fail. The total number of bank failuresthis year
has already surpassed historical annual highs. Even thefutureof the
mighty Bank of Americais in doubt.

Intertwined with this shaken financial structureistheworld of glit-
tering high finance, where the successful (and the dishonest) amass
large fortunes in only a few months or, a most, years, and where
success is expected to come early to the best of our university
graduates. A seemingly endless stream of innovations—swaps,
coupon-stripping, futures, options, leveraged-buyouts, and so forth—
occupy the attention and the resourcesof our best institutions. In this
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world, internationalization, global capital markets, and 24-hour
trading are the vogue. In thelowly world of banksand thrift institu-
tions we are still debating the feasibility of permitting Citibank to
operate in New Jersey, or Illinois, or Texas, knowing full well that
it dready operatesin every major country of the world. In high
finance, anything is possible and nothing seems prohibited, while
in the other world banks and traditional financial institutions seem
entrapped in astatic environment encumbered by archaic regulation.
It islittle wonder that these inconsistencies and the resulting per-
vasive bickering among financial market participantsand regulators
have begun to make us question the logic of the current financia
structure and to ponder whether regulators are still playing a con-
structive role in guiding market developments.

Concern about the stability of the financial system is also being
reinforced by persistent macroeconomicdisequilibria. A continuing
government budget deficit threatens us with uncertainty about debt
markets and interest rates, and persistent trade imbalances have
wrought currency instability and a threat to free-traderel ationships.
The recent behavior of the stock and bond markets is testimony to
this unrest. More volatile than at any time in recent history, these
markets epitomize the fragile nature of expectationsabout the future.
We seem to be balancing on a knife-edge of stability, ready to be
toppled one way or the other by economicor political newsthat either
reinforces or shakes our. view of the future.

The world is changing around us, in spite of us, and thereis no
clear path or end in sight. We have a financial system born in the
1930sin thedepths of our greatest economic catastrophe, formulated
and promoted as the fail-safesystem of the future. Picturesof bank
failuresand bank runs, with their long linesof dispirited and desperate
people, provideavivid reminder of the intimate relationshi pbetween
our economic health and the soundnessof our financial institutions.
More than 50 years have gone by since the collapse of the 1930s,
yearsof relativecam and prosperity. During thoseyears, our financia
system, while buffeted by occasional shocks and imbalances, per-
formed admirably. Financia institutions of every type blossomed.

The idea that this system may in some way be serioudy flawed
isan dien thought. The notion that it should be drastically changed
shocks us. **If it works, don't changeit™ isa philosophy that needs
no proselytizing. But the world is changing, and our financial system
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is no longer working well. Worsg, it isfailing in ways that are not
immediately obvious, giving us afalse sense of comfort. The seeds
of change, planted in the 1960s, have long ago sent their shootsi into
every comer of the financia Iandscape Ingtitutions are being en-
tangled and will eventually be smothered unlessthe financial system
is restructured to accommodate these changes.

Change, of course, is never easy, and changing something that has
been dmost sacrosanct for more than 50 yearsisan intimidatingpros-
pect. With longevity and prosperity come strong private-interest
groups. We havedone our best to nurturea system of heterogeneous
ingtitutions, insulating and protecting them from one another with
the heavy hand of regulators. Ingtitutions have responded predictably:
where similar interests are at stake, they have banded together to
form powerful specia-interest groups, besieging Congress and
regulatorseither for specia privilegesor to block intrusionsinto their
preserves. Specid-interestgroups arethe natural predators of change.
When threatened by it, they erect still more formidable barriersto
contain it.

This political-economic processiis presently playing itself out, to
the detriment of theentire country. Thewindsof change embracing
us are seeping through the hastily erected barriers faster than they
can bebuilt. Once breached these barriers will crumblewith el ectri-
fying speed, taking with them in a crash many ingtitutions that ap-
pear sound today but are in redlity teetering on theedge of instability.

It isimportant that we not alow thisto happen; that weorchestrate
this change, and not alow it to crash down upon us with unpredic-
table conseguences. We have a governmentally-constructed and
regulatory-maintained financial edifice, one that is not the product
of natural market forces. It isa system neither prepared nor capable
of coping with the market changes inundating us. We cannot close
our eyes to its fate without serious risk.

The time has come,for us to reach a consensus. We must deter-
minethefinancial system of thefutureand put in place a compatible
regulatory system. Barriersthat prevent us from achieving thesegoals,
or that threaten present stability, must be quickly dismantled, and
regulations needed to assure financial soundness either retained or
developed. Theremust also be provisionsmadefor transitional pro-
blemsthat will be encountered in moving from an old to a new system.

A key to accomplishingthisis to identify and discard myths that
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have been a continual obstacle to the restructuring of the financial
system. Another critical step isto agree on fundamentd goasof finan-
cial regulation and on the nature of government intervention that is
needed to achievethesegoals. Finally, we need to commit to afinan-
cia system that provides for the maximum degree of free-market
disciplinefor our financia institutions, consistent with a stable finan-
cia environment.

These objectives may seem like a tall order to those of us who
have long been enmeshed in the complex maze of financia regula-
tion, but | believe there is more agreement among us than is com-
monly either realized or acknowledged. A first step is, therefore,
toidentify key principlesand conceptson which weagreeor disagree.
Such an understanding is fundamental to establishing afi rmfounda-
tion upon which to construct a new regulatory structure.

Why we must act

We must act soon. We are sitting on aticking time-bomb with an
uncertain timing device. Most of you will find this declaration start-
ling, even unbelievable. Things do not seem that bad! True, some
institutionsare going bankrupt, but most are operating in the black.
How can conditions be that threatening?

Thesituation today issimilar to therotting frame of an old house.
Each piece of supporting timber has rotted from the inside. From
casual observation, it is impossible to determine whether the sup-
ports are sound. A few probes with a sharp instrument, however,
quickly reveds that the timber has rotted, its ability to support the
house gone. Despite this enfeebled condition, the house miraculoudy
stands, until one day a brief but intense gust of wind takesit down
with a crash.

Isthisan darmist analogy? Y es. Does it misrepresent the current
situation? | do not think so. The reason appearances today do not
reflect reality isdueto acombination of depositinsurance, fictitious
accounting, and regulatory procrastination.

The deposit insurance crisis, and that is what it is, is increasing
with every passing month. It is not a secret: dmost everybody knows,
even Congress. But its resolution is not a simple matter.

Theinsurancecrisisisgathering in forcebecause the numbersare
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gettinglarger.! We dready know that the FSLIC is some $30 hillion
short. Were it to close only those thrift institutions it knows to be
already insolvent and to repay depositors, it would need at least $30
billion more than it now has. Its solution, therefore, has been not
to close theseingtitutions, but to pretend that they are not insolvent.

Thisis not aneutral policy. It doesnot smply maintainthe status
guo; it makes things worse. The managementsof the insolvent in-
stitutions have almost nothing more to lose. They have aready lost
their institutions, for all practical purposes. But they till have some
of the deposits of their customers, and the hope that a miracle will
revive them. It is a small step for them to try to help this miracle
along by their taking alast, desperategamblewith their depositors
funds.

Football fans call this the **long-bomb™ phenomenon. In a foot-
ball game, with time running out, the team that is hopelessly behind
beginsto resort to the high-risk, seldom successful play—a long pass
into the opponent's end zone. Thereis dways a small chance that
it may work!

In afootball game, thefailureof this**long-bomb™ strategy is of
little consequence: they would havelost thegame anyway. It isthere
that the analogy with today's thrift crisis ends. The consequences
o afailing thrift institution unsuccessfully pursuing such a high-risk
strategy are serious: the institution goes deeper under water and its
depositors are at greater risk. The ingtitution's assets shrink even
more, making the imbalance between its assets and liabilities greater.
When the ingtitution is finally declared insolvent, the FSLIC hasan
even bigger bill to pay. It must refund insured depositorstheir monies,
using more of its own (and taxpayers) resourcesto do it.

Why would depositorsleavetheir funds with insolvent ingtitutions
and be vulnerableto "*long-bomb** risk-taking? Because, of course,
they areinsured by the government, and are confident that whatever
the outcome they will be repaid by the government.

Thus, we havethe makingsof an escalating crisis. FSLIC, without
adequate resources, is unableto close already insolvent institutions,
but at the sametimeis unableto control risk-taking by these institu-
tions. In addition, these ingtitutions have every incentive to take even

I SeeEdward J. Kane, The Gathering Crisis in Federal Deposit Insurance. Cambridge: MIT
Press, 1985
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more risk, and ultimately, to fall deeper into debt. FSLIC’s debt is
steadily mounting. It isamatter of time beforethrift depositors under-
stand this too and begin to wonder about either the ability or the
resolveof thegovernmentto stand by its guarantees. When this hap-
pensyou havetheclassic** bank-run™: depositorswill indiscriminately
remove their funds from solvent as well as insolvent thrifts, since
they will not be able to distinguish one from the other.

This threat may extend to banks as well,and not only to thrift in-
stitutions. Those with deposits at bankslook to the Federal Deposit
Insurance Corporation (FDIC), just as thrift depositorslook to the
FSLIC. How good isthe FOI Cif the FSLIC has been let fail ? Past
decisions by depositorsand other investors have been made on the
basis of our present financial and regulatory structure. Deposit in-
surance and government guaranteesare an integral part of thisstruc-
ture. Any lossof confidencein these guaranteesrisks seriousreper-
cussions for all ingtitutions.

Congressisfiddling while risk is mounting. At best, it will even-
tually bail out our insurance funds, imposing a tremendous cost on
taxpayers. At worst, it will do nothing until we have a panic on our
hands. In either case, it will be acting irresponsibly late.

Thegrowing insurancecrisisis exacerbated by our antiquated ac-
counting conventionsand by the present regulatory policy of incress-
ing "*forbearance.’”” The health of many financial institutions today
isillusory. Their asset values reflect inflated historical values and
not actual current market values. Their equity valuesare commen-
surately overstated. Thereislittle doubt that were weto restate assets
and liabilitieson the basisof sensible market-valueaccounting prin-
ciples, many financial institutions would becomeinsolvent overnight.

The absence of redistic accounting conventions also causes
regulatorsto defer acting even when they know they should. Instead
of closing ingtitutionsearly, when losses to the insurance fund (and
taxpayers) are minimal, they defer action, hoping either for a
miraculousrecovery or that such action may be postponed until they
are no longer in office. Were the balance sheets of institutions to
reflect realistically their weakened condition, regulators would un-
doubtedly be under greater public and congressional pressureto act.
Even depositors, despite the insurance guarantee, might beginto view
with a jaundiced eye the wisdom of lending funds to insolvent en-
tities. Better accounting means better information, and with better
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information the rot would be discovered and remedied beforeit could
threaten the safety of the entire house.

The current policy of increasing regulatory forbearance (or
forgiveness) isill-advised. Whileits equity objectivesare understand-
able, perhaps even laudable, it is dangerousand doomed to failure.
The basic assumption underlying this policy is that future changes
in the economy will occur that will rescue troubled institutions.
Energy-troubled banks will return to good health when energy prices
go back up, making the energy sector prosperous again; or, farm-
troubled institutions will recover when farming does. In the mean-
time, losses are mounting.

Regulatory forbearance can work, and sometimeshas worked, but
it will not work this time. While some of our current problems are
of acyclical nature, the mogt critical onesare not.. They arethe result
'of structural changesin financia markets. Thesechanges will be per-
manent features of the future financial landscape. They are not
ephemeral fissures in the existing structure.

A major change has been the erosion of barriers to competition,
which separated financia ingtitutions and markets from each other.
Deposit insurance, ingtituted during the 1930s as a supplement to
the Federal Reserve, was directed at protecting small depositors,
preventing bank runs, and protecting the payments system from
disruption. In return for this federal guarantee and as a safeguard
to thefederal deposit insurance system, depository institutions were
wrapped in protective regul ation, which they accepted as a necessary
component of thesystem. It was, if you will, aregulatory (or govern-
ment) fostered cartel, complete with rigid entry barriersand regula
tions to prevent **destructive' competition. (An example was the
interest rate ceilings imposed on deposit accounts.)

Theresult wasto createan artificia financia structure characterized
by thousands of small disparatefinancial indtitutions. We had ingtitu-
tions specializing in only mortgage loans, or consumer loans, or
businessfinance, or trust services, and so forth. We had banks with
thousandsof branch offices, while others were prohibited from open-
ing an office across the street from their main office. We had
thousands of tiny ingtitutions operating in insulated local markets,
where competitorswere unableto go, together with giant institutions
operating in distant cities, like they were on different planetsof the
solar system. Wehad U.S. ingtitutionsdoing in London and Frankfurt
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what they were prohibited from doing in New Y ork and Chicago,
and foreign banksdoing in New Y ork and Chicago what U.S. banks
could not do in the United States. It was a regulatory-created and
nurtured edifice, not the child of natural market phenomenon, and
it could only be sustained by protective regulation.

Economics, technology, and competitive devel opmentscombined
to tear down these protections. What isleft isdeposit insurance and
government guarantees without the regulatory safeguards designed
to support them. High and volatileinterest rates (and thereforefund-
ing costs), sharply reduced information and communication costs,
and the globalization of capital markets together with intense inter-
nationa competition haved! played arolein eiminating competitive
barriers. Interest rate cellings on deposits have been removed, opening
up competitionfor funds; the geographical operations of institutions
has widened substantialy; there has been a frantic search for new
sources of earningsand waysof diversifying, which hasled to U.S.
banks going off-shoreand to the development of the Eurodollar market
and foreign financial centers. Most of all, the new world of open
competition has destroyed the cartel-likeworld of old, threatening
theviability of many of theformerly insulated financial institutions.

Discarding old myths

A first step in moving to a new and more sustainable system is
to discard certain myths that have prevented us from undertaking
significant regulatory changes. These are fase beliefs about what
are necessary featuresof afinancia system, about therole of govern-
ment intervention, about regulation and its costs and effectiveness,
and about what are necessary safeguards against a costly financial
collapse.

Myth |: Deposit insurance is necessary for financial stability.

Deposit insurance will undoubtedly be a central element of any
new financia structure. It has occupied such a position for the last
50 years, and is understandably viewed as essential to a well-
functioning and stable financial system.

Deposit insurance has had twin goals: to protect small depositors
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and to prevent bank runs. Its role as preventor of bank runsis seen
as being integral to financia stability. Without it, what would pre-
vent depositors, fearful of bank insolvencies, from engaging in the
wholesalewithdrawa of fundsfrom the banking system? This view
has led in recent yearsto the continued expansion of defacto (if not
de jure) deposit insurance coverage, to wheretoday such coverage
may be as great as 100 percent of a bank's liabilities.

It is afasehood that deposit insurance is necessary for financia
stability. Indeed, under certain conditions, such as we have at pre-
sent, it may even contributeto instability. Proof that depositinsurance
is unnecessary is everywhere: many countries, both today and
historically,.have enjoyed financial stability without having asystem
of deposit insurance. Whileit istrue that the financial structures of
many countriesare quitedifferent from ours, the point remainsvalid:
asagenera proposition, deposit insuranceis not required for stability.
There is, in addition, little evidence to indicate that under normal
market conditions a bank failure (or failures) will precipitate a run
on depository institutions.

The primary safeguard against bank runs and financia panicsis,
and has dways been, the central bank, with its unlimited lender-of -
last-resort capability. Used intelligently and judicioudly, this power
isal that is needed to protect usagainstirrational and episodicfinan-
cia panics. Deposit insurance is superfluous.?

Asacountry, we turned to deposit insurance out of distrust of the
Federd Reserve. The Federa Reservefalled us miserably in the 1930s
and, as a consequence, deposit insurancewas adopted as the panacea.
Deposit insurance would presumably remove the human element: we
would not have'to rely on the discretionary judgment of central
bankersbut could depend instead upon afailsafe indtitutiond structure.

In reality, we substituted oneset of regulatorsfor another. We put
our trust in regulatorsassigned to administer and protect the deposit
insurance system, rather than in central bankers, and these regulators
arefailing usin the 1980sjust asthe Federd Reservedid in the1930s.
By failing to act and by following an expanding policy of regulatory
forbearance, regulatorsare failing to protect our insurance system

2 SeeAnnaJ. Schwartz, “Financial Stability and the Federal Safety Nit, " unpublished, prepared
for the American Enterprise Institute’s project on Financial Services Regulation, 1987



10 Frankhin R. Edwards

and are sowing the seeds of afinancial disaster. In the end, it will
be the Federal Reserve on which we must rely.

If thereisarolefor deposit insurancein thefutureit isasaguarantor
of small depositors. The rationale for such aroleis one of **socia
justice’” rather than ** economicefficiency." We might want to con-
sider retaining some deposit insurance for this purpose, as long as
its coverage can be kept narrow. For the purposeof financia stability,
however, deposit insurance should be discarded in favor of a more
pervasivecentral bank role as lender-of-last-resort. Oncethisis done,
anumber of promising avenuesfor financia reformwill be opento us.

A lender-of-last-resortpolicy also will not be subject to the same
mora hazard problem that has undermined deposit insurance. The
primary objectiveof thecentral bank should not beto rescueindividua
institutions but to provide market liquidity (through, for example,
open market operations). If ingtitutions are in general solvent, the
provision of ample market liquidity should be adequate to prevent
bank runs. Thetask of assuring institutional solvency should not fall
to either the central bank or deposit insurance, but rather should be
the result of a soundly conceived and maintained financial and
regulatory structure. If there is pervasive ingtitutional insolvency,
not even the Federal Reserve can help.

If direct central bank lending to individua institutions were to
become necessary, it also would not carry with it the same predic-
table and dependable subsidies as has deposit insurance. It would
not, for example, result in a continuous divergence between what
institutionspay for fundsand what they should pay. Managerscould
not as easily internalize in everyday decisions the mere possibility
that central bank funds might be forthcoming as they can the deposit
subsidies on their funds.

Myth 2: Bank failures and financial instability are the same.

It is often thought that bank failures cannot be permitted without
endangering theentirefinancial system. Similarly, bank failuresare
equated with high socia costs. These are inhibiting notions. They
keep regulatorsfrom closing banks when it would be prudent to do so.

Bank failures need not mean market disruption, or even customer
disruption.? They can very often be accomplished by smply replac-
ing old ownerswith new owners, where thelosses are borne by the
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old owners. Thisis possibleif regulatorsclosebanksin atimely man-
ner, or beforethe market valueof their equity islessthan zero. The
longer regulators wait to act, the more difficult it is to find new
owners, and the higher the social costs.*

Bank failures(as well asthefailureof other financia institutions)
should be expected. They arean essentia part of acompetitiveworld.
Competition without failure is anomalous. Failures are part of the
engine that makes competition work. They must be anticipated and
planned for. When that isdone, bank failuresand financial instabili-
ty are not synonymous.

Myth 3 Effective monetary policy requiresnarrowly-defined banks.

* An old obstacle to restructuring the financia system is the view
that monetary policy cannot work unless the paymentssystemis con-
trolled by narrowly-defined banks. The argument is sometimes
couched in terms of the uniqueness of the money supply and the
necessity of regulatory-mandated minimum reserve requirements. In
recent years, there has been a blurring of what constitutes®* money**
(or ““transaction’’ balances), and of which institutionsare providing
(or should provide) such balances. The fear isthat if these balances
are not concentrated in **banks', or other commensurately regul ated
entities, the Federal Reserve will no longer be able to control the
""money supply.”’

This fear is unfounded. The Federal Reserve is capable of con-
trolling the monetary base, whatever the financia structure. The need
for mandated reserve requirementsis also questionable, although in
principlethey could be imposed on any institution (not only banks).
Finally, thereis no clear association between different typesof finan-
cia structuresand either the stability of the money supply or a cen-
tral bank's ability to control money. In addition, thereis evidence
that the maintenanceof artificial (or regulatory-induced) capita market

3 GeorgeBenston and George Kaufman, " Risk and Failures in Banking: Overview, History,
and Evaluation," in Geor ge Kaufman and Roger Kormendi, eds., Deregulating Financial Ser-
vices. Cambridge: Ballinger, 1986.

4 George Benston and George Kaufman, ** Risk and Solvency Regulation of Depository In-
stitutions,”’ unpublished, prepared for the American Enterprise | ngtitute's project on Finan-
cial Services Regulation, 1987.
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barriersbetween different kinds of financial institutionsand markets
meay inhibit effective monetary control. Our experienceswith Regula-
tion Q taught us this lesson well.

Thus, monetary policy can be effective even if *"banks™ are not
theonly providersof **money."* Thegoal of effective monetary con-
trol cannot be used to justify a regulatory policy that mandates
narrowly-defined banks.’

Myth 4: The separation of banking and securities activities is
necessary for financial stability.

There are many arguments about why banking and securitiesac-
tivities should or should not be mixed. Someof these should be taken
seriously; some should not. One that should not is that the mixing
together of such activities will underminethe soundnessof our finan-
cia system.

There is little dispute that, in principle, mixing banking and
securitiesactivitiesprovidesfinancia firms with greater diversification
opportunities, which should enhance profitability and risk manage-
ment. This should contributeto greater financia stability, not less.
The empirical evidence that we have on banks suggeststhat greater
diversficationisvauable. Smilarly, theremay be economiesadf scae .
and scope that can add to profitability.

The major arguments against mixing banking and securities ac-
tivitiesare potential abusesrelated to perceived conflicts-of-interests
and to the " upstreaming’* (or transferring) of profitsor assetsfrom
the bank to associated entities, thereby weakening the bank. These
arguments are related more to the corporate form employed—the
holding company entity —than to the mixing of bankingand securities
activities. Thereisnothing inevitableabout the holding company form
of organization. It is also not obvious that abusive ** upstreaming™*
practices by—holding companies cannot be controlled.

Stripped of thiscontroversy, there is nothing unique, or intrinsic,
to securities activitiesthat makethem inherently dangerousfor banks.
They are not, for example, more risky. Nor do they pose conflicts-
of-interest problems more severe than aready exist in many bank-

5 See Marvin Goodfriend and Robert King, " Pnvateand Central Bank Provision of Liquidi-
ty,” Ibd., 1987.
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ing and securitiesfirms. Further, by permitting more open competi-
tion among banks and securitiesfirms there should be less abuse of
conflict situationsin the future. ¢ Finally, other mgor countrieshave
permitted the mixing of banking and securities activities without
undermining the soundness of their financial systems. Indeed, our
own banks have done a securities business abroad for years without
adverse consequences.

Myth 5: The paymentssystem requiresthe separation of banking from
commer ce.

Some have argued that unless banksare kept ** pure™, free of the
risk associated with commercid activities, there will be an unaccep-
tablerisk of ** settlement failure™ in our paymentssystem. Thisargu-
ment largely reflects concern about the private®* wiretransfer** seg-
ment of the payments system and, in particular, about CHIPS. CHIPS
isan electronically-linked network of over 1301arge banksthat pro-
cessesabout 90 percent of theinternationa interbank dollar transfers.

It isfeared that the failure of asingle CHIPS bank to settle at the
end of the day may generate a Systemic risk of widespread failure,
with a result similar to a bank run. A settlement failure may have
achain reaction, rendering some banks temporarily illiquid and others
possibly even insolvent (which may occur if creditor banks are ulti-
mately not able to collect a substantia percentage of what they are
owed from the bankrupt institution). Such systemic risk is not pre-
sent to the same degree in the Fedwire system because the Federal
Reserve guarantees transfers when the receiving bank is notified of
payment.

Settlement failuresin wire transfersare logically quite similar to
other credit risks that banksface. The only ditinction is that daylight
overdraft risks are concentrated among only thelargest banks. There
is, therefore, no ** payments system risk** separateand distinct from
the genera issueof financia ingtitution soundness. If mixing bank-
ing and commerce is in general unsound, it is also unsound from
a payment system risk perspective. If such activity is not unsound,

6 See Anthony Saunders, **Bank Holding Companies: Structure, Performance and Reform,"*
Ibd , 1987.
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thereis no specia payment system risk problem. The only issueis
the soundness of financia institutions.”

Myth 6: Small is™ best.”’

The present financial structureis populated with thousandsof small
banksand financial institutions. Possibly asaresult, it is sometimes
thought that a system characterized by large financia institutionsis
not desirable.

Two falaciesunderliethisview. First, the structure we now have
is artificia: it is the child of regulation. It is a structure nurtured
and preserved by restrictive regulation. Both geographic restrictions
(such as branching prohibitions) and product restrictions(for exam-
ple, banking versus securities activities) fostered and maintained this
structure. Without them, it is doubtful that the financial structure
would look anything like it does today. A quick glance at foreign
countriesconfirmsthis: they havefar fewer and relatively larger finan-
cial ingtitutions. In addition, the current erosion of regulatory bar-
riers to competition has had the predictable effect: reducing the
number of institutions and increasing the size of those remaining.

Second, thereis no evidence that a system with fewer and larger
ingtitutions is inferior. With fewer regulatory barriers, the general
level of competitionwill increase, and not diminish, asis sometimes
feared. Cost studies indicate that large banks are no less efficient
than small banks, and there is no reason to think large banks pose
agreater soundnessproblem. Thereis, finally, no reason to believe
that a structure of fewer and larger banks (or financial ingtitutions)
creates additional problems with respect to conflicts of interest, the
alocation of credit, or the exercise of political influence.

Thereis, therefore, no convincing reasonto prevent market forces
from working to alter our financial structure (governed, of course,
by the enforcement of the antitrust laws). If the result is fewer and
larger indtitutions, thismay be**best.”* A structureof small, artificially
protected, institutions is definitely not optimal .8

7 See Mark Flannery, *‘Public Policy Aspects of the U.S. Payments System," Ibid , 1987.

8 See Franklin Edwards, *‘Consolidation, Concentration,and Competition Policy in Finan-

cial Markets. the Pagt and the Future,” Tbid., 1987 ;
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Fundamentals of a new financial sysem

Discarding these myths does not by itself delineate the contours
of anew financial system. It doesfree usto consider abroader range
of possibilities. All of these alternatives, however, must satisfy, or
be consistent with, a number of fundamenta goals. Identifyingthese
goasisessentia to designing a new system and to defining the pro-
per scope of government involvement.

There arefour godsthat any new financia structureshould satisfy:

® A sound and stable financia system

® The most competitive system consistent with soundness and

stability

® Equa (or fair) treatment of al customers

® Protection for the small and unsophisticated depositor

While it is beyond the scope of this paper to describeall of the
features of a new financia system, a number of potentia facets of
such a system deserve consideration.

1. Deposit insurance should be restricted to protecting only small
depositors. It should not be so pervasive as to insulate depository
ingtitutionsfrom theforcesof market discipline. A broad-based deposit
insurancesystem should be avoided becauseit entail san unmanagesble
moral hazard.

2. The chief protection against bank runsand other systemic risk
should be the Federal Reserve. It should use itslender-of -1ast-resort
capability to prevent systemic problems due to illiquidity.

3. Competition should be encouraged by the removal of barriers
preventing competition. In particular, nationwide branching should
be adopted and financial institutions should be permitted to under-
takeawiderangedf financid activities, including securitiesactivities.

4. Thegeneral antitrust laws should beapplied to financia institu-
tionsto prevent monopolization and unfair competitivebehavior and
should congtitute the only competitive standard applicable to finan-
cia markets.

5. Effortsshould be made to impose greater market discipline on
financial ingtitutions. The adoption of market-value based account-
ing principlesis afirst step, aong with the public disclosureof an
ingtitution's performance.

6. Regulation to protect the safety and soundnessof the financial
system should be backed primarily by minimum capital requirements



16 Franklin R. Edwards

and by a**closure policy** that closes ingtitutions before they have
zero or negative (market-vaue) net worth. Insolvent ingtitutions should
not be permitted to exist.

If thesefeatureswere adopted as the centerpieceof a new system,
it would be relatively smpletofill in the required additional elements.

Conclusion

This paper is a plea for action—an appea to end the politica
paralysisthat now immobilizes Congressand regulators. Twenty per-
cent of all thrift institutionsare now unprofitable, and morethan 450
aredreaedy technicdly insolvent. It has been estimated that the FSLIC,
whichinsures$00billioninthrift deposits, is some $30to $50 billion
in the red, and everyday it does nothing taxpayers potentially lose
another $10 million.

The banking situation is also deteriorating. About 200 banks are
expected to fail in 1987, and the FDIC's list of problem banks has
soared to 1,600, up from 218 in 1980. Intensecompetitionfrom both
bank and nonbank sources, and depressed conditions in certain
economic sectors, such as energy and agriculture, threaten an even
greater number. Large banks, finally, are faced with a steady ero-
sion of earningsover futureyearshby having to write off an increas-
ing amount of the $300 billion owed to them by third-world debtor
countries. The ability of even the FDIC to meet its potentia future
obligations is by no means assured.

If nothing isdone, the situation will continue to worsen. At some
point, public confidencein our financia structurewill collapse with
potentially devastating effects. To do nothing is to challenge fate.
Such a course is politically and economically irresponsible.

There are a number of long-standing mythsabout what are essen-
tial characteristicsor componentsof asound financial structurethat
must be debunked before we can hope to reform our financia system.
These are, as you would expect, time-honored postul ates, but ones
that nevertheless must be confronted before we can move forward.
By focusing debate of these general concepts, we can avoid much
of the myopic political in-fighting that unfortunately dominates all
discussions of financia reform. This paper sets forth a number of
mythical postulatesthat | regard as serious obstaclesto reform. My
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intention, clearly, isto center debate on these longer-run principles
rather than on more obvious turf-threatening conflicts.

A companion effort must aso be made to agree on and to adopt
general goals for regulation. These goals are often lost sight of in
our effort to respond to current exigencies and to shore-up troubled
institutions. Without having them to guide us, however, we arelike
asailor without acompass. doomed to tacking back and forth aimlesdy
with only the dightest hope of finding thesafety of solid land. | sketch
out a number of general goals that | believe must guide our re-
structuring of the financial system.

In the coming months and years, Congress, regulators, and even
the courts will be called upon to make decisions that will have far-
reachingimplicationsfor thefinancial systemand our economy. They
must begin to develop agenera blueprint to guidetheir way. Through
debate, research, and discussion, such a blueprint can hopefully be
fleshed-out to formacoredf principlesto guide usin creatingalong-
lasting, efficient, and sound financial structure.






Eroding Market Imperfections:
~Implications for Financial Intermediaries,
the Payments System, and

Regulatory Reform

Robert A. Eisenbeis

I ntroduction

Technology, financial innovation, and deregulation are breaking
down market imperfections that were the raison de’tre for the exis-
tenceof depository ingtitutions. There have been many consequences
for the structure of the financial system and the traditional role of
depository institutions.

First, changesin communicationsand information processing and
conceptud breskthroughsin the pricing of assetsand contingent claims
meade possiblethedesign, issuance, and distributionof financia instru-
mentsand servicesthat would not have been feasiblein earlier years.
The sheer size and breadth of domestic and foreign financial sectors
have enabled these new instruments to have reedy markets. Moreover,
many financial institutions now have offices worldwide and operate
24 hoursaday, and because of technology and communicationsad-
vancements, thefinancial activitiesof 'theseinstitutionsmovearound
theworld as one market closesand others open. Thesedevelopments
have reduced the costs of liquefying assets, atered individual and
corporate financial asset holdings, integrated foreign and domestic
financial markets, and changed the underlying structureof how pay-
ments are made.

Second, rapid inflation, rising interest rates, and binding regulatory
constraintsprovided rewardsto those depository and nondepository
ingtitutionssuccessful in innovating waysto arbitragethose regul atory
constraints.! Thrifts have entered the transactions account and com-
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mercia credit business. Banks now offer awide array of time deposit
and mortgage instruments and have significantly broadened their
securitiesactivities. Nondepository institutions, such as finance com-
panies, brokerage firms, money market mutua funds, and merchants,
have begun to offer full rangesof financial services, including close
substitutes for transactions services and commercia credit. The
resulting increasein competition has narrowed spreadsand reduced
the profitability of many banking institutions.

Third, not only have the returnsto banking declined but aso the
risks appear to have increased. For example, the wider array and
increased complexity of activitiesconducted by individua institu-
tions has increased operations risks. The large amounts of substan-
dard and nonperforming |oanssuggeststhet credit quaity hasdeclined.
Reduced profitability, especialy when consideredin conjunction with
theincreased volatility of interest rates, hasincreased the variability
of earningsand is perceived to be threatening the viability of individua
financia ingtitutions and the system as a whole.? Finally, the rapid
growth of large dollar payments and expanded daylight overdraft
activity increase risks to the payments system and ultimately to the
Federal Reserve as the primary creditor on Fedwire and the lender
of last resort.

The changing nature of theindustry hasraised important concerns
about threatsto the viahility of banking ingtitutionsand to the stability
of financial marketsand the payments system.? Thesefears have been
given greater currency by theincreased rate of bank and savingsand
loan (S&L) failures, theinsolvency of the Federal Savingsand Loan
Insurance Corporation (FSLIC) and the increased exposure of the
Federal Deposit Insurance Corporation (FDIC), the failureof Con-
tinenta IllinoisBank, and the volumeof underwater third-world debt

1 See, for example, Kane (1981), Eisenbeis (1986)

2 In a paper presented at last year's conference, | argued that many of the present signs of
vulnerability were the legacy of past regulatory policies. See Eisenbeis (1986)

3 In hus discussion of the paper, Kane (1987) missunderstands the thrust of the second of the
two man conclusions of the paper. It 1s not that the system has necessarily become more
vulnerable. Rather, the point 1s solely that the public policy debate hesgoneforward as though
the system has become more vulnerable. Infact, the key focus of this paper 1s on the assump-
tions that implicitly underly many current financial reform proposals, and it is argued that
they do not capture adequately the present finanical system
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in the portfolios of many of the major U S. money center banks.*
Additionaly, therapid growth of largedollar payments and expanded
daylight overdraft activity increase risksto the payments system and
ultimately to the Federal Reserve. These problems, fueled by bank-
ing industry frustrations with the current regul atory structure, which
many believe is outmoded in today's competitive environment, and
the perceived competitiveinequitiesresulting from differential regula-
tion of competitors have become major sources of pressure for
regulatory reform.s

Recent reform proposals have attempted to address these problems,
and someof these proposdsare discussed in detail by Thomas Huertas
(1987). Most start with severa explicitor implicit premisesand pro-
posefairly minor changesin the existing structure. It is argued that
banks and financia intermediaries remain unique, that they continue
to play agpecia rolein our economy as providersof transaction serv-
ices and as sources of liquidity, that government has a fundamental
responsi bility to assurethe safety and soundnessof financial markets,
and implicitly, that it remains possible to keep our domestic finan-
cia system essentially insulated from international markets.6 This
paper examines some of these premisesin more detail in the hopes
of provoking discussion and reexamination of their current relevance
to regulatory reformissues. In some instances, overexaggerationis
employed to help point out the implications of where the financia
system seemsto beevolving. It isonly by these exercisesthet aclearer

4 The rate of bank failures in 1987 1s about at the 1986 rate, an all-time high except for the
1920s and 1930s. The recently publicized writeoffs of third world debt by most of the major
money center banks and their posting of large second quarter losses are viewed as another
symptom of the problemsof vulnerability of thefinancial system Lossesfor the second quarter
of 1987 are estimated to be over $10 billion These losses are due to more than problems
in the foreign debt area. Institutions are reporting problemsin their bond trading area, in nonper-
forming loans, and with rising expenses See Schmitt and Hill (1987)

5 Asearly as the Hunt Commussion (1971) problems with the existing regulatory structure
werebeing extenstvely explored and comprehensive, forward-looking reform proposals were
suggested, but the commussion’s recommendahons were never given very serious considera-
tion Subsequent studies, such asthe House's FINE report, were followed by similar inaction.
Meanwhile, market forces were sigmficantly shaping the evolution of the system Piecemeal
legidation has been enacted, most notably the Monetary Control Act of 1980 and the Garn-
St Germain Act of 1982, which largely ratified these market developments

6 See, for example, Comgan (1986)
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understanding can be gained of the implications of specific reform
proposals.

The paper will first briefly examine the servicesthat banks pro-
vide and the market imperfections that they address. Next, recent
changes in the financial system and how they are eroding market
imperfectionsare examined. Then the publicinterest in banking and
the payments system will be examined in light of these changes.

It will be argued, first, that market developmentsare eroding the
market imperfections that gave commercia banks their advantages
over direct credit markets. Moreover, bank liabilities no longer per-
form their same unique functionsin the nation's payments system.
Therefore, any forward looking reform proposals must take these
developmentsinto account. Second, because of internationalization
of the U.S. financial system and the ability of U.S. ingtitutions to
engagein structural arbitrage, one can nolonger ignoretheinterna-
tional considerationsin thedesign of new reform proposals. Itisno
longer possibleto constrain our domesticinstitutionsthrough regula-
tion without (1) creating opportunities for foreign institutions to
achieve a competitive advantage in our domestic markets, (2) pro-
viding incentivesfor the domestic customers to seek lower cost alter-
natives abroad, and (3) driving our domestic financia institutions
abroad, wherethey may beless congtrained. Third, concernsfor main-
taining the safety and soundness of the payments system differ
significantly from those that were relevant when the present regul atory
structure was put in place. The existing structure was designed to
protect the stock of money, and this was to be accomplished by
preventing the failure of commercial banks whose liabilitieswere
the primary component of the money stock. Today, the primary con-
cern is assuring the integrity of the flow of payments through the
payments system as financial assets are exchanged. Finally, if they
are to be successful, forward looking reform proposals must take
into account not only the existing financial and regulatory structure
but also how the regulated institutions will respond to changes in
regulations and regulatory burdens.

Market imperfectionsand financial intermediaries

In a world with perfect markets and no transactions costs, there
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would be no need for financia intermediariesor depository institu-
tions. Assetswould be perfectly divisible, and agentscould costlessy
seek out and exchange assetsthey held or servicesthey provided for
those that they needed. It is only when market imperfections, such
asindivisibilities of assets, transactions costs, and asymmetric and
costly information are recognized that the existencedf financia inter-
mediaries can be explained. Conversely, as these imperfectionsare
reduced, transformed, or modified by changing market conditions
and new technological developments, the economic advantages for
certain financial intermediariesare modified.'
Contemporary finance theoristshave identified a number of serv-
ices that depository ingtitutions provide:®
1) Portfolio management services. At low cost, holdersof dams
on financia intermediaries can acquire an interest in a diver-
sfied portfolioof claimson deficit spending units that they could
not acquire in their own portfolios because of indivisibilities
and transactions and monitoring costs.
2) Payments services. In the case of certain intermediaries
(banks, thrifts, and others), they facilitate the transferring of
ownership claims on assets among individualsby debiting and
crediting the accounts of the intermediary. Here there are
economiesof scalein accounting, record keeping, and process-
ing, and in the clearing and settlement of payments.
3) Risk sharing services. As an important and conceptually
separablecomponent of portfolio management services, finan-
cia intermediariesfacilitate the distribution of risky income
flows from the asset portfolio. Debt holders typically receive
fixed paymentsor variable payments, and equity holdersreceive
the residual. A whole class of insurance servicesare aso in-
cluded under the heading of risk sharing services. These would

7 In hiscomment on this paper, Kane (1987) properly pointsout (1) that regulation can create
market imperfections—though restricting arbitrage possibilities—Kane (1981) and (2) that
government subsidies can be Important as regulation in affecting the viability of institutions.
1t was beyond the scope of this paper to revisit the effect that government regulation and sub-
sidies have had on financial structure See, for example, Kane (1981) or Eisenbeis (1985)
It remains the case, however, that the literature on the theory of the banking firm does not
rely on the existence of government regulation or subsidies to explain the existence of finanical
institutions  Nevertheless, the point 1s well taken.

8 See, for example, Fama (1980), Black (1970), Hall (1982), and Balternsperger and Der-
mine (1987).
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include standard options contractsto withdraw deposits upon
demand (liquidity services) as well as other options and con-
tingent claim contracts (such as letters of credit and standby
lettersof credit), and exchangingfixed for variableor variable
for fixed clams (includinginterest rate swaps). Theseinsurance
services rest on indivisibilities as well as economiesin credit
evauation and access to costly information.
4) Monitoring services. Financia intermediaries also assess
credit risk and monitor the payment performance on assetsin
the portfolio. Financia intermediariescan addressthe problems
of devising and pricing financial contracts when there is both
public and private (asymmetric) information and monitoringis
costly. Borrowers may deal with intermediaries and revea
privateinformationthat theintermediary will not divulgeto the
public and, in turn, will monitor performance for the inter-
mediary's investors and creditors.®
If institutionsjust provided portfoliodiversification and payments
services, therewould be no need to regulate banksor financial inter-
mediaries.'® Bankswould not be specid; they would essentialy func-
tion as mutual funds whose assets would be marked to market on
acontinua bass. Shareholderswould receivethe market rate of return
adjusted for risk and a management fee.!! It is the insurancefunc-
tions, and in particular the liquidity servicesof redeeming claims
a par upon demand or very short notice, that make banks specia
when compared with other financia intermediariesand raisethe ques-
tion of whether thereisa publicinterest in regulating banking organi-
zations. Recent developmentsin financial markets, however, raise
serious questions about how **specia™* banksarein providing insur-
ance, liquidity, and transactions services anymore. These are dis-
cussed in the next section.

9 Theroleof intermediaries whenthereis costly monitoring and private information hasbeen
an active area of recent research in the financeliter ature. See Jacklin (1984), Diamond (1984,
1986)

10 See Fama (1980) and Black (1970).
11 See Baltensperger and Dermune (1987).
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Recent developmentsin financial markets

The pace of change since the early 1980s has, if anything, ac-
celerated. Two recent devel opments havebeén particularly noteworthy
and represent important breskdownsin market imperfectionsthat have
historically provided the rational efor the existenceof financial inter-
mediaries.!? 13 Theseare (1) the explosive growth of asset securitiza-
tion and contingent claims and (2) the internationalization of finan-
cia markets.

Developmentsin theapplicationof optionsand asset pricing theory,
securitization, and the growth of contingent claims and guarantees
have led to an unbundling of the servicestraditionally provided by
depository intermediariesinto their component parts. These elemen-
tary servicescan be provided economically and often at lower cost.
For example, stripping coupons from bonds segments the interest
streamfrom the principal, creating a zero coupon bond, and changes
the interest rate and price risk characteristicsof the security. The
spread of pass-through securities has resulted in a segmentation of
theorigination, credit evaluation, and pricing of credit risk from the
credit intermediationfunction. Standby lettersof credit have become
pureinsurancecontractsenabling banksto continue their credit risk
and assessment functionswithout having to fund the transaction. In-
terest ratefuturescontractssegment the interest rate risk component
from the other components of a financial transaction, allowing in-
stitutions and individuas to hedge or to speculate on interest rate
movements. The growth of foreign exchange options and theintroduc-
tion of consumer exchange warrants (CEW’s) enable corporations
and individuals to take an interest in foreign exchange movements
without having to take positions in the currencies themselves.!#
Finally, becausedf the growth in asset securitization, heretoforenon-
traded or illiquid assets can be valued, and most importantly, whole
new securitiescan be created that divide up the long-term immedi-

12 For discussions of Imperfect markets models of banking, see Pringle (1972), Klein (1971),
and the review paper of Santomero (1984)

13 For discussions of the processand history of financial change and innovatton, see Eisenbers
(1986) and Kane (1981).

14 See Forde (1987).
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ate-term, and short-term credit and intermediation risks associated
with longer-termsecurities. In short, the kinds of instruments being
traded in financial markets have changed radically. These new instru-
ments perform functionsessentially similar to those provided by tradi-
tional intermediaries. Banks and thrifts, for example, traditionally
have provided both maturity intermediation and denominationinter-
mediation services. These new asset securitization techniquesprovide
away, through the creation of derivative securities, to perform these
samefunctions. Short, intermediate, and long securitiescan beissued
against a pool of long-term assets, such as mortgages, that can be
tailored to meet theinvestment and maturity preferencesof individua
and ingtitutional investors. Instead of having to hold the liabilities
of afinancia intermediary to obtain desire maturitiesand diversifica-
tion benefits, derivative securities can be held.

One important devel opment following from the spread of securitiza-
tion isthe potential declinein demand for'the services provided by
traditional depository financial intermediaries. High-quality credits
will beincreasingly attractiveto creatorsof derivative securitiesand
thelower rates will compete away these high-quality credits, which
had traditionally been the major sources of business for banks.
Moreover, the design, underwriting, and distributionof securitized
assets is not an activity that banks have traditionaly engaged in
because of Glass-Steagall restrictions on securitiesactivities. Faced
with an erosion of their traditional borrowers, banks have sought to
engage in securitiesactivitiesthrough their bank holding company
subsidiaries or abroad.!s

This move by borrowers and lenders from the indirect to direct
credit markets, driven by cost savings estimated to be on the order
of 140 basis points, has already happened in the corporate credit
market.!¢ Large, high-quality corporate borrowersnow rely signifi-
cantly on access to the U.S. domestic and Eurocommercia paper
market for short-term funds. Commercid paper hasgrown from $200
million in 1983 to $320 million in 1986. Longer-term funds are

15 SeeKaufman (1985, 1987) or Eisenbess (1987) for descriptions of the securities activities
of banking organizations.

16 Rose (1987).
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obtained in the long-term debt and Eurobond markets. Eurobond
issues, for example, have grown 33 percent since 1980.17

High-quality middle-marketcorporatecustomersare al so benefiting
from thegrowth of direct credit market alternatives. Junk bond finan-
cing doubledin 1986 and theuse of credit enhancementsin theform
of sandby lettersof creditand other typesof guarantees haveincreased
the acceptability of less known borrowers to investors.

As a result of these developments, there has been a shift in the
institutions who are participating in these markets away from tradi-
tiona intermediariestowards securitiesfirmsand investment bankers
skilledin the creation, design, and distribution of these new derivative
securities. Investment bankers, in particular, are increasingly pro-
viding not only adviceand aid in the structuring and distribution of
financial instruments, but they also are providing asignificant credit
functionin connection with their underwriting activities. In addition,
mutua fundsand pension fundshave becomeattractiveto individuas
that would otherwisehold liabilitiesof financial intermediaries, and
as part of thediversification servicesthey provide, theseinstitutions
have becomeimportant sourcesof fundsto business.!® Today, other
financial servicefirms are almost as important as banks and thrifts
holding about 45 percent of thetotal privatefinancial assets held by
financia service firms.1?

The end results of this process of financial change are a further
breakdown of some of the traditional market imperfectionsthat have
segmented financiad markets and given financia intermediariesa com-
petitive advantage. The increased substitutability among financia
assets reducesthe need for corporationsand individua sto hold bank
liabilitiesfor precautionary and store-of-value purposes. The reduc-
tion in market imperfections and the increased incentives and will-
ingnessof individua sand corporationsto hold financial assetsother
than bank liabilities furthers the trend toward disintermediation as

17 Data sour ce, Rose (1987).

18 Rose (1987) reports that of the $918 billion of bank time and savings deposits and mutual
fund shares, mutual funds held 15 percent. By 1986, mutual funds were estimated to hold
36 percent of thetotal of bank timeand savings depositsand mutual fund shar es, which hade
increased to $1.93 billion.

19 Datadate 1983, sourceBlueprint for Reform: The Report of the Task Group on Regulation
of Financial Services, 1984.
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borrowingand lending activitiesmoveincreasingly from theindirect
to direct credit markets.

The second devel opment has been theinternationdization and inte-
gration of financial markets as both borrowers and lendersincreas-
ingly are able to obtain funding or engage in transactions across
borders. U.S. financia ingtitutions now have significant presence
abroad. Thisincludesnot only banking offices but also merchant bank-
ing, dealing and underwriting debt and equities, underwriting and
brokeringlifeinsurance, management consulting, and brokering real
estate. U.S. banks were lead managersin from 12 to 15 percent of
the Eurobond underwritingsin 1985.2° U.S. firmsalso have signifi-
cant nondomestic optionsfor raising funds. These include not only
the ability to borrow fromthe U.S. officeof foreign banksor from
foreign banks abroad, in London, Tokyo, Germany, or Switzerland.
Similarly, U.S. and non-U.S. firmsare bypassing financid intermedi-
aries and accessing credit and other financial service markets
directly.2! U.S. companiesareissuing both stock and bondsin foreign
markets, often at costs below thosein domestic markets. 22 The result
isincreased integration of domestic and foreign markets from both
the borrower and lender sides of the market. The pricesand availa-
bility of fundsin U.S. markets are no longer insulated from those
prevailing in therest of the world as both borrowersand lendersarbi-
trage spreads and terms as the opportunities arise. This integration
also meansthat regulatory policiesdesigned to restrict the activities
of either borrowers or lenders in domestic markets can be easily
avoided by shifting financia activities to nondomestic markets.
Moreover, as the costs (both information and transactions) of these
avoidance activities decline, the more the internationa activities of
U.S. corporationsand financia ingtitutions expand.

A number of forces have contributed to this internationalization
of U.S. markets. Freer tradeflows have opened up opportunitiesfor
companiesgeneraly. The reductionin regulatory barriers has opened

20 See Board Staff (1986) for this and other measuresof the foreign activities of US bank-
, Ing organizations.

21 Kodak Corporation, for example, even has their own foreign exchangetrading operation
with a trading desk in Rochester, New York

22 Even major regional U.S. banks are turning to foreign markets to raise equity. NCNB
Corporation’s stock 1s now traded in Tokyo.



Eroding Market Imperfections 29

up foreign marketsto international banking organizations.2* Foreign
banks, for example, have expanded significantly in the United States
and have widened the scale of their dealings with U.S. domestic
customers.?* Asof 1986, there were more than 250 foreign banking
organizationsthat had a presencein U.S. financial markets, and these
firms had aggregate resourcesof $500 billion.2* These ingtitutions
know many more U.S. borrowersthan previously, and by virtue of
thelr parent companies positionsin their home country markets, they
are ableto assist in flotation of the securitiesof U.S. firms abroad.
Moreover, many are able to offer a wider array of securities and
other financia services precluded to U.S. bankshy regulation. These
advantagesare probably significant in explaining why foreign banks
now account for about 20 percent of the commercial and industrial
loans to companies with U.S. addresses.2¢ Similarly, U.S. banking
organizations help foreign companies issue securitiesin U.S. and
foreign markets. Thislatter activity hasbeen facilitated by the recent
opening of foreign securitiesmarketsto U.S. banking organizations.
The 1986 Financia ServicesBill, so called Big Bang in the United
Kingdom, for example, opened the London market more to U.S.
banking organizations and provided for an integration of securities
underwriting, distribution, and investment within banking conglom-
erate~.Asadready suggested, the availability, access, and freeflow
of information, has made it easier for lenders to assess the risks of
dedling with offshore borrowers.

Internationalization has madeit increasingly difficultfor individua
countriesto maintain regulatory structuresor regulations different
from thosein the rest of the world. There are two reasonsfor this.
Thefirst istheease with which financial institutions, through finan-
cial innovation, can avoid the regulatory restrictionsof individual

23 See Kane (1986) for a description of how regulatory barriers to raise equity.

24 Even i the late 1970s, foreign banks were important sour ces of funds to corporations
In some months, foreign banks accounted for over 60 percent of the credit supplied to major
corporations m New York.

25 Comgan (1987).
26 Comgan (1987).

27 Ancther U.K. budl will permit thrift nstitutions to compete mor e fredly with banks, includmg
the making of personal and cor por ateloans, the offering of Insurance, and equity participations.
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countries.?® The second is that regulatory avoidance is encouraged
by regulatory bodiesin individua countriesthat seek, by providing
accommodating regulatory climates, to attract and expand the institu-
tionsdoing businessin their country. Kane (1986) has described the
natureof thisinternational structural arbitrage, and the inescapable
conclusionisthat it has now become extremely difficult?f not impos-
sible, to pursue domestic regulatory policies without the coopera-
tion of foreign regulators. For example, the U.S. regulatory agencies
recently published for comment capita adequacy standardsto be gppli-
cable to banks in the United Kingdom and the United States. Peter
Cooke, Associate Director of theBank of England, recently indicated
that he had begun work to bring the Japanese into the arrangement
as wdll to ensure competitive equality among the mgjor competitors
in financial markets.?°

Thesedevelopmentsare having far reaching consequencesfor the
competitive viability of certain ingtitutionsand are also raising con-
cerns about potential risks in financial markets. For example,
increased securitization of assets has given an advantageto thosein-
stitutionsadept at designing contractsand distributing securitiesand
derivativeinstruments. Traditional |enders have seen the erosion of
their marketsand disappearanceof many of their low-risk customers
astechnologica and market changeseliminate or significantly reduce
market imperfectionsthat provided economic opportunitiesfor finan-
cia intermediaries. In this environment, it seemsincreasingly clear
that banks are no longer unique and that the role they play in the
financial system has changed significantly.

The uniqueness of banks

Similar to what financetheory suggests, the regulation of banking
and the rationale for restricting banking activity hinges on the sup-
posedly specid rolethat banks play in thefinancia system.3 A well-

28 see, for example, Kane (1981) or Eisenbess (1986).
29 Cooke (1987).

30 For discussions of thehistory and formsof the regulation of banking, see Huertas (1983)
and Benston (1983)
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functioning financia system enhances the efficiency of producing
goods and services, thereby expanding the wealth and income of
society. Financial market instability reduces income and can result
in recessions and economic depressions. The supposed externalities
associated with cumulativebank failures have provided the rationale
for public intervention.3! The traditional arguments that banks are
specia rest on (1) the role that banks play as sourcesof liquidity,
(2) theimportanceof bank liabilitiesas money, and (3) the inherent
liquidity problem banks face because-certain bank liabilities are
redeemableat par on very short noticeor upon demand whereastheir
liabilities are not.3? 33 These roles are briefly evaluated below.

Bank liabilities as money

In the early history of this country, individual banks issued their
own bank notes to the public promising to redeem the notes at par
for specie. At their peak, the notes of over 6,000 bankswerein cir-
culation. When given in exchangefor goods or services, not al notes
were equally valuable to the public, and for this reason, it was not
uncommon for notesissued by out-of-area banksto trade at discounts,
despite the fact that they, were supposedly redeemable at par for
specie. 3¢ Thesediscountsreflected severa factors, including transpor-
tation costs for both notes and specie, transaction costs, lack of
information on the issuing bank, and uncertainties about the credit-
worthiness of the issuing bank.

While lack of par clearancein no way affected the ability of state
bank notes to function as money, it did result in many inefficien-
cies. Exchange rates among notes had to be established, prices of
goods had to be adjusted to reflect these rates, and real resources

31 For a summary of the arguments, see Aharony and Swary (1983).

32 Comgan (1986) indicates that a lar ge modern economy requires the existence of an asset
that isboth highly liquid and readily transferableat par. Thisasset has been provided by cur-
rency and bank demand deposits.

33 See Benston and Kaufman (1987)

34 Under the Suffolk system that wasin placein the Boston area during the 1800s, state bank
notes did trade at par. This par clearancewas the result of competitive market forces and
fundamental economic incentives.
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had to be used to arbitrage exchange rates in the process of return-
ing notes to the issuing bank when they were presented for payment.

Since note issues typically were not backed 100 percent by gold
or slver resarves, periodicliquidity problems arose when noteholders
becameconcerned that a bank might not be ableto honor its redemp-
tion commitment. Runs on individual banks and the system sometimes
occurred, and these resulted, albeit infrequently, in cumulative con-
tractionsin the money supply. Lossof adollar of specie meant loss
of the ability to support several dollars of notes outstanding.3s 3¢
Suspension of convertibility was a common way for early banks to
ded with temporary liquidity problems.3” This prevented acumulative
declinein the volumeof an individual bank's notes outstanding and
prevented failure but often resulted in a substantial loss of purchas-
ing power as thediscountson notesof banks that-had suspended con-
vertibility often increased substantially. This decline in purchasing
power shifted the cost of nonconvertibility, at least temporarily, to
the creditors (depositors) of the bank, giving al liability holders an
important incentiveto worry about bank solvency. Indeed, Kaufman
(1986) notes that bank capital ratiosduring this period were substan-
tidly higher than they were subsequent to introduction of federal
deposit insurance.?®

For these early banks, avoidance of runs meant maintenance of
public confidencethat the institution could convert notesinto specie
in sufficient amountsto avoid the need to suspend convertibility. In-
deed, thefirst formsof public regulation to deal with the problems
of suspensionaf convertibility were theimpositionof reserverequire-
ments specifying permissible ratios of notesto specie. Maintenance
of public confidence was assured by engaging in minimal maturity
intermediation, maintaining sufficient specie reserves, and having
adequate capitd and liquidity. Most commercia bankstended to make

35 For a discussion of bank runs, see Kaufman (1986) and Bryant (1980)

36 Kaufman (1986) maintamns that theseruns wer e not neerly as costly as sometimeshas been
alleged.

37 Ciearing houses and other banks in the region also provided temporary credit to institu-
tions expeniencing liquidity problems. See Kaufman (1986) and Kaufman and Benston (1987).

38 peltzman (1970) had long ar gued that banks tended to substitute deposit nsurance for capital
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short-termloans, which were predictably and periodically repaid in
either specie or notes.3? ,

The creation of the national banking system in 1864 and the im-
position of atax of 10 percent on theissuance of notes by individual
state-chartered banks in 1865 finaly drove state bank notes out of
existénce. 4 State banks, however, remained viable and prospered
because demand deposits, and not currency, had become the prin-
cipa bank financid liability that was traded and used in making trans-
actions. Just as with state bank notes, not al checks cleared at par,
yet theseliabilitieswere accepted and were readily used asamedium
of exchange. It was not until the Federal Reserve Act of 1913 that
al member banks were required to clear checks at par.

Thus, contrary to the assertions of some authors, par clearance
was never a hecessity as far as the public was concerned for bank
liabilities(either bank notesor bank deposits) to serve as money 4! 42
Rather, the key attributesare related to val ue determination and accep-
tability, attributes that are becoming increasingly important today
for the liabilitiesof other financial intermediaires.

Liquidity considerations, safety and soundness, and bank runs

With the advent of demand deposits‘as the principal component

39 These early banks, did make longer term loans and did not, however, cling to an extreme
form of the Real Bills Doctrinein conditioning their lending behavior, as some authors have
suggested. See Klebener (1974)

40 Creanon of the national banking system was motivated in large measure, as were many
previous financial reforms, by the need to finance awar Theissuance of a national currency
backed by federal debt was an indirect way of financing the Civil War through inflation

41 Corngan nustakenly argues that to function as money, bank liabilities must be redeemable
at par U S financial history 1s filled with examplesof bank habilities that functioned as money
but were not redeemable at par. During the early 1800s, state bank notescirculated as money
but were not always redeemable or convertible at par. In fact, there was a whole industry
that consisted of publishing information on the notes of banks and on making markets in the
notes of individual banks, some of which would be converted at par and others at discounts.
To be sure, par conversion or acceptability is more efficient but is certainly not crucia for
bank liabilities to serve as money. Moreover, mefficiencies declineas transactions and infor-
mation cost declines

~
42 To be sure, there were periods, such asthe experience in New England with the Suffolk
system, when notes cleared at par. See Robertson (1964) or Redhich (1966). There 1s also
no denying that par clearance reduces the problems of determining exchange rates, eliminates
circuitous routing, and reducesthe useof private real resourcesin operating the paymentssystem.
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in the money supply, liquidity concerns changed from focuson specie
convertibility to theability to meet demandsfor withdrawalsof cur-
rency or paymentsof checksto other banks. Thiswas accomplished
by maintaining sufficient volumes of reserve balances, demand notes,
government securities, or other marketable assetsin abank's portfolio.

Inthecaseof nationa banks before passage of the Federal Reserve
Act, legal reservesincluded not only cash in vault but also deposits
at reserve city and central reserve city banks. Permitting balances
held at other banksto count aslegal reservesresulted in apyramiding
of reserve assets within the banking system. It constituted a major
structural flaw in the national banking system, and, aslater history
demonstrated, was a major source of financial instability. A run or
unanticipated demand for funds by a rural nationa bank created a
call on interbank reserve deposits. If the reserve city bank did not
have access to sufficient funds to meet the withdrawal of interbank
deposits, then loans had to be called or assetssold. When assets were
liquidated, the result was a cumulative decline in bank loans and
deposits outstanding in the system.*? Thus, with the pyramiding of
reserves, it was easier for arunon an individual bank to have systemic
systemwide effects. 44

An important attributeof the early runsisthat they were usually
flightsto currency.*S Depositorslost confidencein the ability of the
institution to make good on its commitmentsto redeem deposits so
they attempted to convert their depositsinto currency before the bank

43 After creation of the Federal Reserve System, imposition of member bank reserverequire-
ments were employed as a monetary policy instrument. Numerous research has argued that
reserverequirementsare not necessary for effectiveimplementation of monetary policy. See,
for example, Fama (1983), Wallace(1981, 1983), Bryant and Wallace(1984), Kareken (1984),
and Baltensperger and Dermune (1987). The argument is thet as long as banks voluntarily
hold reservesin the form of currency or base money for precautionary and liquidity purposes,
dueto transaction wsts and becausebank depositsare not riskfree, and as longas the government
hasa monopoly in the creation of currency and base money, then the monetary authority can
effectively |mplement monetary policy. Themport of this work and thelack of evidencethat
deregulation has hed substantial macroeconomic effects, 1s that monetary control considera-
tions should not play an important rolein affectingthe strucutreof the regulation of thefi nan
cial system. See Baltensperger(1982), Santomeroand Siegel (1985), and Baltensperger and
Dermine (1987)

44 accordi ngto Kaufman (1986), however, the economic consequences of these runs have
been overestimated for 2 wascommon for private arrangementsthrough individua banksand
clearing houses to provide emergency hiquidity to economicaily solvent institutions 1n nesd
of temporary help.

45 See Kaufman (1986).
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becameinsolvent. Such runswithdrew base money from the system
and contributed to a cumulative collapseof the money supply as banks
loanswerecdled in or assetssold, often at panic or **firesae prices.

Creation of the Federal Reserve System dealt with the fundamen-
tal instability of the fractional reserve system in two principal ways.
The 1913 act diminated the use of interbank depositsaslegal reserves
and substituted deposits held at the Federal Reserve. Additionally,
the Federal Reserve wasto serve as atemporary source of liquidity
by providing emergency credit through the discounting of eligible
collateral. In this way, institutions could avoid technical insolvency
that resulted from having to sell otherwise good assets in markets
at distressed (fire sale) pricesdueto atemporary glut on the market
and the high costs of quickly seeking out buyers. Unfortunately, dur-
ing the Depression, the Federal Reservefailed to provide the needed
liquidity, and it is estimated that the money supply collapsed by as
much as one third.*¢

The failure of the Federal Reserve to provide adequate reserves
during the Depression contributed to the ingtitution of federal deposit
insurance.*’ Deposit insuranceeffectively made bank failuresindepen-
dent events by breaking thelink between thevalueof abank's assets
and the ability of insured depositorsto obtain their funds when abank's
net worth became negative. Insured depositors had no reason to be
concerned about their ability to receive their deposits regardless of
the value of the bank's assetsor the value of the assetsof any other
bank in the financial system. Implementation of the failure resolu-
tion provisionsof the Federal Deposit Insurance Act has resulted in
de facto 100 percent insurancefor depositorsfor most of the period
since 1933. Since most bank failures were resolved by a purchase
and assumption transactions, the acquiring bank assumed both the
insured and uninsured depositsof thefailed bank, which reduced the
potential costs of failure to uninsured creditors significantly. It has
only been recently that there have been limited attemptsto avoid de
facto 100 percent insurance through the use of limited payouts, etc.4?

46 See Friedman and Schwartz (1963).

47 Friedman and Schwartz (1963) regard federal deposit insurancethe single most important
reform of the 1930s

48 See Kane (1986) for a discussion.
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It isimportant to digressfor a moment to discuss more precisely
what is meant by ** confidence™ as it pertains to bank runs because
the concept has sometimesbeen abused. Confidenceis not a subjec-
tive or ephemeral concept. It does not relate to the management or
to intangible attributesof the firm. Rather the role of confidenceis
most easily understood if related to depositors assessment of the
market value of the institution's assets relative to its liabilities. As
long as the market value of the institution's net worth (including the
vaueodf any conjectura guarantees) is positive, then thereis no need
for adepositor to be concerned about being ableto redeem hisdeposits
for currency. With negative net worth, it makes perfect sense for
uninsured creditors to attempt to obtain their funds, because some
creditorsin line will not be paid. Thus, the way for an ingtitution
to establish (or to reaffirm) confidenceisto reveal to existing as well
as potential depositorsand other uninsured creditorsthe true quality
(market value) of its assets. Convincing the market that it had a
positive market value net worth is precisaly what Continental Illinois
and mogt of the state-sponsored-insured S&L’s in Ohio were, in the
end, unable to do precisely because they were insolvent, but what
Manufactures Hanover was able to do. It is also important to note
that the runsin the Continental Ilinoissituationand in the Ohio S&L
Stuation were not runSOn thefinancial system or flightsto currency.
Funds withdrawn were redepos ted at other ingtitutionsthat did have
positivemarket vaue net worth. In thecase of the S&L crisisin Ohio,
fundswere withdrawn from ingtitutionsinsured by the state-sponsored
fund and deposited in federally insured banks and thrifts. These
withdrawals took place because depositors perceived the state-
sponsored fund to be underfunded and the state demonstrated that
it was unwilling to provide adequate funding after the crisis began.
The public also demonstrated its ability to distinguish between sol-
vent and insolvent institutions insured by the state-sponsored fund.
Not dl experienced runs, and thereis no evidenceof runson federaly
insured ingtitutions. In fact, one noninsured ingtitution remained open
throughout the crisis. It is this link between the market value of a
depository institution's net worth and public confidence that hasled
some reformersto argue strenuoudly for market value reporting for
depository ingtitutions.4?

49 See Benston, Eisenbeis, Horvitz, Kane, and Kaufman (1986).
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Runsto currency arelesslikely today than in the past.*® Currency
runs are impractical for large dollar depositors. Withdrawing tens
or hundreds of millions of dollars in cash from alarge U.S. bank
would be physicaly impossible. The volumes of currency would not
be readily available, even from the Federal Reserve, and transpor-
tation and storage would be difficult and costly. Most small dollar
depositors accounts are insured, so there is no need to engage in
acurrency run. Infact, despitethe fearsof the Federal Reservethat
failureof Continental LIlinoiswould cause creditors, especidly foreign
creditorsto lose confidencein the entire system or significant com-
ponentsthereof, thisisa very unlikely event.>! 52 Firgt, federa deposit
insurance, as it has been implemented, has broken the link among
institutions, making failuresindependent events.? Second, it isless
costly and much easier to demonstrate solvency to the public than
it was during the Depression. We now have public disclosurerequire-
ments, and income and bal ance sheet informationon individua insti-
tutions are now readily and publicly available.>* Rating firms now
monitor continuoudly and ratethe CD’s and debt of many banks and
thrifts. In addition, with therise of passthrough securitiesand securi-
tization in general, it is becoming easier to price heretoforehard to
value assets on bank balance sheets. Finally, with the advent of
modern communications, dissemination of the relevant information

50 Kaufman (1986) provides a useful discussion of the historical evidence pertamning to bank
runs

51 1t 1s remarkable that there has not been a major run on S&L's The vast majority of them
arensolvent, as1s the FSLIC. The main element preventing such a run is public confidence
that the U S. government will make good on 1ts commutment to insure the deposits 1n falled
institutions  The Important feature of the present situation 1n the S&L industry 1s the impor-
tance of considering the value of the guarantees when determining solvency (n this case,
solvency of the FSLIC) |

52 Meltzer (1986) argues that the methodsthe Federal Reserve used in the Continental Illinois
case actually increased the risk of lossof public confidence The fatlure of the Federal Reserve
to provide emergency credst itself and instead putting together agroup of U.S banks to pro-
vide creditto Continental Ninoss si gnal ed to the market concerns by the Federal Reserve about
the quality of Continental IHinois’ assets.

53 For argumentsfor reducing Insurance coverage, see Kane (1986) or Benston, Eisenbeis,
Horvitz, Kane, and Kaufman (1986).

54 Before the early 1970s, only an abbreviated balance sheet was required to be disclosed
and non icome and expense reports were public information
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iseasier and lesscostly. A welcome and needed addition would be
the ready availability of market value accounting data.

Deposit insurancewas put in placein part asa responseto thefailure
of the Federal Reserve to liquify sufficient assets of banks during
the Depression. It was specifically structured to protect the wedlth
of small depositors by protecting them from loss of their deposits
when a bank failed. Similar protection was afforded the wedlth
holdingsof small depositorsin S&L’s. The problemsof the present
structuredf thefedera depositinsurance system and the risk-inducing
elementsassociated with theflat-ratepremiumstructureas net worth
goes to zero has been well described elsewhere and will not be
discussed here.3s However, it is important to reconsider the struc-
ture and function of deposit insurance in a world where numerous
financia liabilities other than those issued by banksand thrifts can
serve the same money function as bank liabilities, where most abodes
of purchasing power are held in the form of liquid financid assets
other than demand deposits, and where insured transactions accounts
may only have nonzero balancesin the process of liquidating a finan-
cia asset to make a transaction.

These issues arise because the payments system and medium of
exchange have changed significantly since the Federal Reserve was
created and deposit insurance put in place. Protecting the payments
system no longer means protecting the money supply or protecting
competitors because of fundamental changes that have occurred in
the way paymentsare made and in what congtitutesthe money supply.
Each of these will be considered in turn.

Reductions in market imperfections and changes in money
and the way payments are made

As hasaready been suggested, financial innovations have changed
significantly both the instruments and the way paymentsare typically
made. Moreover, the ingtitutions whose liabilities now are impor-
tant elements in the payments system have expanded significantly,
and, hence, the liabilities that serve the function of money have

53 See Kane (1986) or Benston, Exsenbeis, Horvitz, Kane, and Kaufman (1986).
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increased.5¢ Checksarerountinely written on savings (NOW) accounts
a both banks and S&L’s, S&L’s and mutua savings banks offer
checking accounts, and credit unions offer share drafts. Checksare
also written on cash management accounts at brokerage houses and
on money market mutual funds, accountsthat are marked to market
each day. Debit cards are the technological equivaent of a check.
Through the use of computer technology, the debit card reduces float
for theissuinginstitution, which now must be paid for if the Federa
Reserve paper check clearing servicesare used. These cards, when
used in an electronic payments system, authorizethe withdrawal of
specified amounts and payment to a second party by electronically
drawing down one account and debiting another, at the same or dif-
ferent institutions. Finally automatic transfers and automated clear-
ing house (ACH) transactionsare being used for predictableand large
volume payments, such as social security payments, dividend pay-
ments, etc.

L ess attention has been given to credit card transactions that now
play an important role in the payments system as far as individuas
are concerned. Credit card transactions are orders to pay that are
made at less than par by an intermediary which then collects from
the drawer at alater time. Merchants, at whose store transactions
areinitiated, agree to accept adiscount, historically averaging about
5 percent, in exchange for clearing and settlement (the price of the
transaction is presumably imbedded in the cost of the good.) The
merchant receivesimmediately available funds and credit isextended
by the intermediary to the drawer until settlement is made. Rather
than settling each transaction (as is done with a check) the settle-
ment between the drawer and the intermediary is done usualy once
amonth. Credit card transactionsfunctionas a broadbased payments
medium that needslittle or no reliance upon traditiona transactions
balances. Thedrawer paysfor the credit extension by writing acheck
on atransaction account or liquidation of some other financial asset.
The merchant receives a credit from the bank in the form of an in-
crease in a transaction account, which is presumably converted im-

56 There is, of course, voluminous literature on the demand for money and the effects of
financial innovation on monetary control, but coverage hereisbeyond the scope of this paper.
For references, see Tobin (1983), Lindsey (1977), Kareken (1984), and Santomeroand Siegel
(1985).



40 Robert A. Eisenbers

mediately into an interest earning financial asset. Notetoo, that while
thereis nonpar clearance, only one party to the transaction need be
awareof it.57 Similar to credit card transactionsare travel and enter-
tainment card transactions, where payment of the entire outstanding
balanceis required each payment period. Thisuseof credit substitute
transactions mediums enabl e individual sto economize on traditional
transactions balances and, in fact, can finance transactions through
instantly approved credit if sufficient funds are not on hand.’® The
distinctions between credit transactions and regular demand deposit
transactions have become blurred because of the use of automated
credit evaluation systems and through the use of lines of credit that
serveto reduce the costs of credit evaluation. This reducesthe costs
to consumers of making credit purchases versus check or cash
purchases.

Moreimportant than these new close substitutesfor demand deposit
paymentsare methods that evolved to reduce the need for largedollar
balanceholdersto hold fundsin transactionaccounts. A host of cash
management devices, such as the useof zero balance accounts, deposit
scanning, and lockbox arrangements, are employed to collect funds
that would otherwisebe held in the form of idle balancesand channel
them into instruments yielding a positive rate of return. When pay-
ments need to be made, these interest earning assets are liquidated,
the proceeds temporarily deposited in a transaction account, and
immediately disbursed over Fedwire or CHIPS. Upon receipt, funds
are immediately converted into an interest bearing asset, even if it
is only to earn interest overnight. Today, for most large dollar
depositorsand increasingly for small depositors as well, computers
and the ease and reduced costs of converting interest bearing finan-
cia assets into demand deposits means that the traditiona function
of money balancesas a sourcedf liquidity isbecominglessand less
unigue or important. A demand deposit is evolving into an account
that at any particular instant in time hasa zero balance. The account
only has balances, as funds are swept into and out of the account

57 It used to be agamst the law for merchants to charge differential prices for cash versus
credit transactions. That prohibition, however, has expired.

58 These cards with their option to pay a the end of the month or to financethe transaction
through an automatic extension of credit 1llustrate how fine the line 1s now between transac-
tion accounts and credit
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in the process of clearing and settlement for the brief time that it
takes to make a transaction.

With the continued evolution of asset securitizationand the develop-
ment of easily divisible securities (i.e., mutual funds shares) and
increasing use of computer technology, it islikely that more and more
transactions will be taking place without even the temporary use of
a transaction account. Once thereislow cost convertibility of assets
into easily valued securitiesor sharesin mutual fundsit is a small
step to bypass traditional transaction accounts when assets are
exchanged. Electronic financial barter and exchange of ownership
of amost any financia are as easy, and involve fewer steps, than'
first converting the assetsinto funds in a transaction account and then
exchanging ownership of a demand deposit. All that is needed isa
messageand switching system and ameansto ensurethat orders are
carried out (settled). )

In fact, the key attributesand policy issuesassociated with an elec-
tronic barter system are dready in place with CHIPS and Fedwire
and the methods used for large dollar transactions. It is the changes
in the way that large dollar payments are made that has focused
attention on paymentssystem issues as part of regulatory reform pro-
posals and these are discussed in the next section.>®

Payments system changes

When the Federal Reserve System was created and federal deposit
insurance was put in place, most payments were made by checks
drawn on demand deposits with the remainder made in currency.
Demand deposits were the dominant bank liability and the source
of fundsto support lending activity. There were not close substitutes
for bank liabilitiesor the functionsthey performed; nor werefinan-
cial markets sufficiently deep that there were ready marketsfor the
assets on bank balance sheets. Within that structure, protecting the
payments system meant preventing the cumulative collapse of they
money supply. And since the money supply consisted of currency

59 see Corrigan (1986).
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and demand deposits, this meant that prevention of bank failureswould
prevent destruction of demand deposits.

Today, the payments system islarger, has many morecomponents
(both privateand public), and is subject to different risks than in the
past. Thecheck/demand deposit system, which accountsfor the bulk
of individual paymentsexcept for currency, and the onethat the pre-
sent regulatory structurewas primarily designed to protect, isin redity
small in termsof thedollar volumeof payments made today. While
about 40 billion checks, amounting to about $36 trillion, are written
on average each year, checks account for only about 12 percent of
the nation's paymentsin termsof valuetoday.® The rest are made
in the form of computerized transfers of reserve balances on the
Federal Reserve's Fedwire system and the privately owned CHIPS
(Clearing House Interbank PaymentsSystem) system, and in theform
of ACH transactions. Paymentson the former two systems account
for about 85 percent of thetransactions madetoday.s! Closdly related
to these systems are the automated transfersof book-entry Treasury
securitiesthat aso take place on Fedwire and which involve substantia
volumes of transactionss?

Transfers on the Fedwire system may be initiated by a bank on
behalf of customers, but actually involve'bank-to-bank transfers of
baanceshdld at Federa Reservebanks. Thesetransactionsare dways
very large, averaging $2.5 million per transaction. Average daily
volume amounts to about 200,000 transactionstotaling $500 billion. 53
About 99 percent of thesetransactionsare computerized, originating
on terminals or through computersat over 7,500 depository institu-
tions directly connected to Federal Reserve computers.

Parallel to Fedwire is CHIPS. CHIPSis owned by the New Y ork
Clearing House and connects some 140 institutions, including 11 of
the 12 membersof the New Y ork Clearing House, other U.S. com-
mercial banks, about 80 branchesand agenciesaf foreign banks, and
numerous Edge Act companies.$* CHIPS handles both domestic and

60 See Huertas (1986).

61 See Huertas (1987).

62 See Huertas (1987).

63 See Mengle, Humphrey and Summers (1987).

64 Althoughitis notaU S bank, American Expressisabank abroad and participatesin CH PS
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foreign payments and is the major clearing system for dollar-
denominated international payments. Over 90 percent of the dollar
payments between countries throughout the world take place on
CHIPS. The volumeof transactionson CHIPSis nearly aslarge as
those on Fedwire. Average daily volumeis $425 billion for about
114,000transactions. Theaveragetransactionsizeof morethan $3.75
millioniseven larger than on Fedwire. Similar to Fedwire, all CHIPS
transfersare on-lineelectronic paymentsinitiated by settling banks
and sent directly to the CHIPS computer.

ACH transactionsare d o € ectronictransactionsbut, unlike CHIPS
and Fedwire, are batch transactions with the payment information
distributed prior to settlement. By and large, ACH transactions are
small dollar transactions, such as socia security benefits, dividend
payments, etc., and- volume remains quite small compared with
CHIPSand Fedwire. During 1985, therewere 283 million commer-
cial ACH transactionstotaing $1.8 trillion (less than four days trans-
actions on Fedwire).s3

Thefourth giant element in the current paymentssystem is the book-
entry systemfor transferring government securitiesthet aso take place
over Fedwire. Theelectronic transfer of ownershipof paperlessbook-
entry Treasury obligations are initiated by the seller of securities
through the seller's bank. Securitiesare transferred from the seller's
bank's account to the account of the buyer's bank, and payment
involvesa debit of the buyer's bank reserve account and a credit to
the seller's bank's reserveaccount. About 300,000 such transfer per
day took place during 1986, amounting to a daily average volume
of $260 hillion. The average transaction size was $8.7 million.

In the case of all'of these payments systems; they consist of two
components. The first is a notification and accounting element in
which messages of orders to debit and credit certain accounts are
routed electronically to the appropriateingtitutions. The second is
the actua transfer of funds among ingtitutions. For reasons of
economy, funds are not transferred with each transaction. Rather,
the electronic system keepstrack of the net position each institution
has with other participants, and only the net differencesare ** settled™*

65 1t was not until 1986 that private institutions through ACH’s exceeded U S government
transactions on the system
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a theend of theday by transferringownershipof reserve balances
held at the Federal Reserve.

Payments system risks

The structure of these payments systems determine the risks they
are subject to, who bearsthat risk, and how vulnerable the systems
areto certain kinds of shocks. For example, in the case of Fedwire,
once a payment is initiated and in the system, the receiving bank is
guaranteed by the Federal Reserve that it will be delivered funds.
Thatis, failureof the sendinginstitution will not affect the receiving
bank. Another convention of the system is that transactions result
inimmediately availablefundsfor the receivingbank, but settlement
by the sending bank with the Federal Reserve is at the end of the
businessday on anet basis, rather than on atransaction-by-transaction
basis. In effect, the Eederal Reserve interposes itself between the
sending and receiving bank to guaranteethe transaction. The Federal
Reserve absorbs the credit risk (for a zero return) during the day
that a sending ingtitution will not be able to settleits net debit posi-
tion at the end of the day.

Because of its structure, risks on Fedwire are mainly credit risks
borne by the Federal Reserve and the participating banks.%¢ These
credit risks arise because of the way the settlement and clearing of
transactions are structured. For the sending institution, thereis the
risk that the customer (which may beacorporate customer or a finan-
cial institution with an account at a clearing bank) requesting a pay-
ment to be made over Fedwire may not be able to cover the transac-
tion. Thisrisk is presently controlled through the establishment of
customer overdraft limitsthat the clearing banks monitor on a real-
time basis. The Federa Reserve has significant risk exposure due
to the convention of providing immediately available funds to the
receiving bank but not requiring settlement by the sending institu-
tion until theend of the businessday. This policy encourages send-
ing banksto make paymentsearly, creating large daylight overdrafts
to obtain free credit from the Federal Reserve and then to borrow

66 There1s alwaystheoperations risksthat would beassociated with technical problems wath
the system.
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Federal Funds or otherwise cover its net debit position just before
the close of business.%? Daylight overdraftsgrew significantly dur-
ing the 1980s, and in many cases amounted to several times the
invested capital of clearing banks. Daylight overdraftsaveraged about
$40 hillion per day on the system.68 69

For a long while, the Federal Reserve did little to control its
exposureto daylight overdrafts. Now, however, two methodsof risk
control are used: ex post monitoring and the establishment of bilateral
ceilings, or caps, for set maximum overdraft exposure for ingtitu-
tions. The Federal Reserve established its capsin March 1986, and
unlikethe normal situation wherealender does the credit evaluation
and establishes limits for lines of credit, in the case of sender net
debit caps, the Federal Reserve permitted the caps, established as
multiples of the ingtitution's capital, to be based on a yearly self-
evaluation by the borrowing institution’'s board of directors.”® Fac-
torsto be considered in establishing the caps are the ingtitution's ability
to control, monitor, and evaluate its daylight overdraft exposure, and
an evaluation of itscreditworthiness. Astheresult of continued con-
cerns about the volume of daylight overdrafts, the Federal Reserve
reduced the caps by 25 percent in July 1987.

Asof June 1986, only three of the 12 Federal Reserve banks had
automated capabilitiesto monitor exposureto daylight overdraftson
a red-time basis, and only financially distressed ingtitutions are
monitored on areal-timebasis.”! Thealternativeway for the Federal
Reserve to control its risk would be not to allow any overdraftsin
the system at al. Thiswould require continuous monitoring, which
has nat yet been put fully into place. Theargumentsagainst not all ow-
ing overdrafts pertain to the supposed disruption to confidence that
individua institutions would experiencewhen payment orders were

67 The speed with which transactionsare entered and processed have become increasingly
important. Customershave recently complained about delays on Fedwire

68 See Ireland (1986).

69 Morerecent data reported by Kantrow (1987) indicate that "' Morethan 1,000banks routinely
run a total of $130 billion a day n funds transfer overdrafts.

70 A cymc might argue that this is similar to putting the fox mn charge of the hen house.

71 |t wasestimated that all 12 bankswould have real-time momtoring capabilities by mid-1987.
See Ireland (1986)
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rejected.”? This concern, however, would seem to be of little merit.
First of all, institutionsfaced with the prospectsof having payments
rejected would have incentives to monitor and control their own risk
exposurerather than seeking to take free credit from the system. This
would introduce a desirable element of market disciplineinto the
system. Second, there would be little instability introduced sincethere
is no systemic risk on the system. Third, it would reduce the risks
of the Federal Reserve, a particularly important concern, since many
of the risks to which it is exposed arise from international transac-
tions initiated by ingtitutions outside of the Federal Reserve's
regulatory jurisdiction. Finally, with automation of the clearing and
settlement system and value dating of transactions, it would beasim-
ple matter to establish aqueuefor paymentsfrom individua banks.
Those with adequate clearing balances would have transactions that
would clear more rapidly than those that did not, again adding an
element of market discipline to the system.

Risksin ACH systems are essentialy the same as the risks in a
wire transfer system. Again, they arise because funds are usualy
made available to the receiving ingtitution on the day of settlement,
but fundsare not actually paid until latein the settlementday. Unlike
wire transfers, however, if an ingtitution failson the day of settle-
ment before settlement actually has been made, ACH transactions
will be reversed by the Federal Reserve. In such instances, the receiv-
ing bank is at risk as well, since funds advanced by the Federal
Reserve on settlement day may be reversed. In the check system,
the principlerisksfaced by the Federal Reserve are that the sending
institution may not be ableto settleand that the Federal Reserve will
be left holding itemsto be returned to an institution that had failed.

The Federal Reserve's risks on the book-entry securities system
are similar to those on Fedwire. In particular, if the receiving bank
has insufficient funds at the end of the day to cover the securities
purchased, the Federal Reserveisin the position of having to extend
credit to the bank.”* One difference between book-entry securities

72 See Irdand (1986).

73 The extreme case where this happened was i November 1985 when the Bank of New
York'scomputer system malfunctioned and the Federal Reserve made a $22 6 billion dollar
loan to the bank until the problemswere fixed Apparently, there were nontrivial problems
1n collaterizing that loan. Daylight over dr aftson gover nment securities transactions run about
$55 to $60 billion per day.
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transfers and Fedwire payments is that in the former the Federal
Reservedid transfer securitiesto the receiving bank and should have
asecurity interest inthe Treasury securitiesthat had been purchased
and transferred. As Ireland (1986) points out, however, perfecting
that interest may not be straightforward since the party for whose
account the securitiesmay have been purchased a so has an interest
in thesecurities.” In addition, Snceit may not be clear what securities
in the bank’s own account the bank actually has a perfected security
interestin, eligible collateral may not be readily available to use as
security for a discount window loan. To date, although under cur-
rent consideration, the Federal Reserve has not established caps for
overdraftsin connection with government securitiestransfersto limit
its risk exposure, similar to those ingtituted for Fedwire transfers.
It has, however, limited each government securities transaction to
$50 million.”s

Risksin the payments system are presently greatest in the private
systemsthat have net settlement and do not havefindity of payment.”¢

-In CHIPS, for example, paymentsare not considered final until set-
tlement has occurred. No third-party guaranteespayments that have
been put into the system, asthe Federal Reservedoeswith Fedwire.
Thus, if an ingtitution participating in the system were to fail, all
payments made by and to that institution during the day would be
reversed, and settlement for the rest of the system would be recal cu-
lated minusthefailled ingtitution. Such systemsare subject to systemic
risk, sincetheremoval of onefailed institution from the system may
affect the positionsof oneor moreingtitutionsin the systemand could
make them unableto settle. In the caseof CHIPS, if settlement for
the system is not possible, then all payment for the day would be
reversed, which is tantamount to failure of the system.

Net settlement on CHIPS and most of the private clearing houses
isaccomplished at the end of theday by exchanging balancesat the
individua clearing banks and findly through exchange of reserve
balances among the clearing banks at the Federal Reserve. The
inability of one of the clearing bank's customers to be able to settle

74 When perfecting a security interest is possible, price nsk on the securities remain.
75 See Kantrow (1987).
76 See Huertas (1986) and Humphrey (1986)
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would be handled in one of two ways. Either, the net debit would
be covered through an extension of credit by the clearing bank, or
if thecustomer were abank, then the transactionsto which that bank
was aparty during theday could be reversed. Unlike Fedwire, where
the Federal Reserve guaranteesfinaity of payment, thelack of finality
of paymentson the privateclearing systemsisthe source of systemic
risk and rai ses the possibility of a wholesale collapse. Systemic risk
arises since backing out payments would change the net settlement
positions of other banks, perhaps making them unable to settle. If
the clearing banks are unableto cover the credit, then it must either
be covered by clearing bank borrowings from the Federal Reserve
or elsethe system cannot settle. Thus, the Federal Reserveis faced
with the prospects of having to rescue the private systemsfor which
it provides the settlement services, and it is the ultimate source of
credit and bearer of risk for both the publicly run and privately run
clearing systems.”?

Thelargedollar volumesaf transactionsinvolved in the dominant
components of the nation's payments system approach an average
volume of atrillion dollars daily and far exceed the capital of the
banking system or its ability potentially to deal with systemic prob-
lemsin the payments system. These systemic problems, as described,
would not appear to be affected significantly by the governmental
support structure put in place to protect the check clearing system.
Deposit insurance, for example, is essentiadly irrelevant, since the
accounts transferred are not federally insured. Moreover, most
demand deposit accounts are evolving into zero-baance accounts.
The systemic problems in the large dollar payments systems relate
to possible disruptionsto the flows of funds through the payments
systemand not the stock of fundsin the paymentssystemor in clearing
institutions.

Maintaining theintegrity of payment flowsisasubstantially more
complicated and difficult problem than protecting the stock of demand
deposits for a number of reasons. First, given the large size of the

7T As Huertas (1987) pointsout, the principle risks in these private systems stem from the
net settlement policy and lack of finality that placesthe receiving bank 1n the position of extend-
1ng credit to the sendingbank until settlement occur s. T o attempt to control thesensks, CHIPS
has established a net debit cap on the amounts that one bank can owe to other banks in the
system. In addition, individual banks establish limits on the net amount of paymentsto accept
from any one sending bank
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transactions in the system and the size of the system itself, the
resources required to support an unwindingof even ashort-run prob-
lem may bevery large, and could exceed the capacity of the private
participantsto self-insurethemselves. The overnightextension of loans
of $22.6 hillion to the Bank of New Y ork isan example of thesums
that could be involved. Second, because the transactions are elec-
tronic and occur instantaneoudy, monitoring the transactions and the
net position of each participantis critical to controlling credit-risk
exposure by participants and the Federal Reserve, presently the
ultimate creditor in both the private and public systems. Third, many
of the risks that the Federal Reserve faces in its payments system
activitiesare derivativerisksthat flow into the system because bank
customers may be initiating transactionsfor which they suddenly may
not be able to pay, which would only become obviouswhen theclear-
ing banks would be unable to settle. These derivative risks might
bedomesticor international in their origin, and in thecase of foreign
risks, are beyond the jurisdiction or control of U.S. authorities.
Fourth, because of the international character of CHIPS, failure of
non-U.S. banksto be able to settle could cause the collapse of CHIPS,
which inthe process of unwinding transactions could al so affect the
domestic payments system, as well. In such circumstances, theinabil-
ity of the ultimate creditor to control or monitor the risks posed by
foreign ingtitutions, except by limiting net exposure to the system
a any onetime, putsthe Federal Reservein adifficult position. Fifth,
when theinternational activitiesof U.S. banksand the links between
our domestic paymentssystem and the foreign banking organi zations
are recognized, it becomesdifficult to conceiveof ensuring domestic
financia stability without also ensuring internationa financid stability.
Sixth, much of the present risks that are part of the large dollar
paymentssystem are in large part functionsof system structure and
design. Putting the system on a real -time basis and eliminating net
settlement policies, which is becoming feasible with current tech-
nology, would eliminate the |arge overdraft and credit risk problems
that are the core of the payments system risks today. Eliminating
the credit features of the payments system would make it function
similar to futuresmarkets, wherethe operator of the system hasvir-
tualy no risk exposure. If this were to be done for the payments
system, then the question arises whether operating the switching and
accounting mechanism is a proper governmental function.
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Some deposit insurance reform issues

It has been argued that the present deposit insurance system may
be becoming less relevant as a mechanism to ensure the safety and
soundnessaf thefinancia system. Asthe costsof converting finan-
cia assets from one form to another decline, it becomes less and
less certain what a transaction account is. In the extreme, if elec-
tronic barter becomes prevalent, then there is redly little need to
maintain a transaction account at all, and it is not at al clear what
assets, financial or nonfinancial, should beinsured. In such circum-
stances, the function of deposit insurance becomes oneof providing
a risk-free asset for those individuals that do not have access to a
diversified portfolioor for whom transaction and information costs
remain high. Arguably, thisisthevery functionthat deposit insurance
was to addresswhen it was indtituted during the Depression. However,
it isdifficult to argue, especidly in the present financia environ-
ment, why the U.S. government should provide wesdlth insurance
in this way. Granting a government guarantee to a private institu-
tion today isdiscriminatory and it introducesdistortionsinto the finan-
cia system. When the guaranteeis mispriced, asit presently is, then
the contract increases the risk in the financial system and requires
acodly syssemof regulationand monitoring. Evenif thesystem were
properly priced, theoretical research suggeststhat regulation would
still be required, and this would tend differentially to handicap and
advantage competitorsin financia service markets. Finaly, if it is
determined that wealth insuranceis a proper governmental function,
than offering small denomination government debt instruments to the
public would be a much less costly and more effective way to accom-
plish the same purpose.

Conclugons

This paper argues that the process of financial innovation,
technological change, and deregulation have significantly changed
thestructureand character of the U.S. financial sysem. By inference,
thereis no reason to believe that the changes we are observing will
be dowed or that the fundamental underlying economicforcesdriv-
ing those changes will belessimportant in the futurethan they have
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been in the past. Several important observationsare made. First, the
key attributeof the changes we have observed is the continued ero-
sion of market imperfectionsthat havegivenfinancid intermediaries
the opportunity to operate profitably over the direct credit markets.

As the result of these changes, bank liabilities no longer perform
their same uniquefunctionsin the nation's payment system astrans-
actionsand information costs are lowered. Second, becauseof inter-
nationalization and theintegration of the U.S. and foreign financial

sectors, new risks are introduced and these cannot be ignored in
designing regulatory reform proposals. Moreover, the ability of finan-
cia ingtitutions to engage in structural arbitrage means that it is no
longer possibleto constrain our domesticinstitutionsthrough regula-
tion without (1) creating opportunities for foreign institutions to
achieve a competitive advantage in our domestic markets, (2) pro-
viding incentivesfor the domestic customersto seek lower cost ater-
natives abroad, or (3) driving our domestic financial institutions
abroad, wherethey may belessconstrained. Third, concernsfor main-
taining the safety and soundness of the payments system differ
significantly from those that were relevant when the present regulatory
structure was put in place. Deposit insurancein its present form is
becoming less and less relevant to ensuring the safety and sound-
ness of the financia system, and these problems will not be solved
by smply changing the methods by which we pricedepositinsurance.

Fourth, the primary concern in maintaining the safety and sound-
ness of the paymentssystem is assuring the integrity of the flow of

payments through the payments system rather than stabilizing the
stock of a particular financial asset. The principal risks that the pay-

ments systemfaces are uncontrolled credit risks, which arise primarily
because of the way public and private systems operate. Net settle-
ment policies and lack of finality of settlement are the chief sources
of credit and systemic risks in the system as financial assets are
exchanged. These could be dealt with by requiring continuous
monitoring and settlement. These changes, which would reduce the
roledf the Federal Reserveand lower its exposure to derivative credit
risks flowing from international markets, aso raise the question of

whether there is a role for the Federal Reserve in operating what
would then amount to an el ectronic switching and accounting system.
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Commentary on

“Eroding Market Imperfections:
Implicationsfor Financial Intermediaries,
the Payments System,

and Regulatory Reform'*

Edward J. Kane

Discussion thrives on controversy and controversy thriveson dif-
ference. Because Robert Eisenbeisand | havesimilar views on many
current issues in financial reform, clarifying our differencesisin-
herently a fussy task. To make the contrast as sharp as possible, |
am going to recast hisideasinto two setsof stylized syllogismsand
supporting argumentation. The goal of this exerciseis to identify
logical weaknesses that verbal reasoning might otherwisetend to
obscure.

Syllogisms

Readers whose symbolic logic is rusty may find it useful for me
to review what asyllogismis. A syllogismisacarefully constructed
triad of related sentences. Thefirst two sentencesare premises. asser-
tions whose truth or falsity a researcher must establish separately.
Theseassertionsare called asyllogism's major and minor premises,
respectively. A syllogism's final sentence is caled the conclusion
because it is implied by the premises. If the premises of a well-
congtructed syllogismaretrue, the conclusionmust betrueaso. Sym-
bolically, the canonical form for a syllogism may be written as
follows:

A = B (maor premise),
B = C (minor premise),
o A = C (conclusion).
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A syllogism can be unsatisfactory for either of two reasons. First,
alogica defect (or falacy) may exist in thestatement of the premises.
Second, the evidence presented may be insufficient to establish em-
piricaly the truth of the premises assumed.

Professor Eisenbeis offers two broad conclusions: (1) that over
timedeposit institutionsare becoming economically less viable, and
(2) that this trend threatens ** the stability of financia markets and
the payment system™* in ways that require regulatory reform. The
existence of two conclusions presupposestwo syllogisms. For con-
venience, we may call these the viability and stability syllogisms.
By stating his implicit syllogisms explicitly, I hope to identify the
controversial dementsin his supporting arguments and to underscore
the particular points on which Eisenbeis and | have different

perspectives.

The viability syllogism

In the viability syllogism, the magor premise is that market im-
perfections completely explain the existence of deposit institutions.
The minor premiseis that al relevant market imperfectionsare be-
ing reduced as well as transformed by technologica change and evolv-
ing market conditions.

Eisenbeis justifies his mgor premise by an appeal to authority.
However, whileit is clear that various imperfections are sufficient
for deposit institutionsto exist, thelogical necessity of the particular
set of imperfections on which he focuses his paper ought to have
been established more firmly. Skipping this logical step creates
unacknowledged problemsin proving part of the minor premise. To
demonstrate his minor premise fully, Eisenbeis would need to list
al rdevant imperfections, to consider the extent to which movements
in one type of imperfection tend to induce movements in another,
and to evaluatethe direction, extent, and interdependence of recent
empirica movements in each type of imperfection.

Eisenbeis explicitly names three types of imperfectionsin finan-
cia markets as relevant (transactionscosts, asset indivisibilities, and
asymmetric and costly information), and his discussion goes on to
develop an even more-important fourth imperfection (regulatory in-
terference). He views government and private regulators as implicitly
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levying positive taxes on deposit institutions, and views regul atees
as energetically attempting to avoid associated net tax burdens.
Eisenbeisimplicitly parameterizestheideaof decreasesin thefirst
two types of imperfections and discusses movementsin them in great
detail. As a result, his claims that transactions costs and asset in-
divisihilitiesarelessening prove very persuasive. Unfortunately, his
discussion of the other two typesof imperfectionislessdisciplined.
Because Eisenbeis does not stop to define either information costs
or regulatory interferenceoperationaly, heis not led to produce direct
empirical evidenceon the extent to which the distortionsthey induce
areincreasing or decreasing. Instead, evidence of an increasing fu-
sion of financial marketsand activities (asexemplified by globaliza-
tion of important financial markets, expanding product linesat U.S.
financial-servicesfirms, disintermediation, and stripped securitiza-
tion) istaken asindirect evidencethat relevant market imperfections
must have decreased @ least on balance. Thisleaves open the possibili-
ty that (as| believe) information costs and regulatory distortionsmay
actually have been increasingin recent years and have done so partly
in responseto changesin transactionscosts and asset indivisibilities.
Eisenbeis discussion of movements in information is too brief.
Without offering direct supporting evidence, he merely assertsthat
improvementsin theflow of information**makeit easier for lenders
to assess the risks of dealing with offshore borrowers.”* Although
| would agree that accounting and stock market information moves
more freely and speedily than ever, | think that increased volatility
ininterest rates and foreign-exchangerates has made it economically
far harder to interpret both traditional cost-based accounting records
and (in view of the implied volatility of unmeasured conjectural
government guarantees) even stock-market information. Theincreas-
ing value of finding waysto extract insideinformation on firm value
isunderscored by trendsin takeover activity, associated insder-trading
scandals, and the size of monitoring and distribution fees collected
by specialized financia-analyst firms. As shown by effortsto deny
and then to understate the Federal Savings and Loan Deposit Cor-
poration’s devel oping economic insolvency, some of the most stub-
born inadequacies in public information flows trace to financia
regulators and politicians self-interested endeavors to concea
adverse information about the poor quality of their joint regulatory
performance. At least aslong as market-val ueaccounting for deposit
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ingtitutionscan beforestalled, information about poor regulatory per-
formance can be suppressed and even transformed cleverly into a
pleafor additiona regulatory powersand an incremental budget with
which to implement these powers.

In hisanalysisaof regulatory competition, Eisenbeis overlooksthe
possibility that regulatory competition can transform small positive
regulatory burdensinto large net subsidies. Thisis because hebarely
confronts what | take to be two essential issues. First, heonly spor-
adicdly links observed regulatory adjustmentsendogenoudy to move-
mentsin the other types of imperfections. Second, he neglects the
political economy of regulation, leaving out the profound incentive
conflictsthat lead politiciansand regulatorsto offer client financial-
services firms addictive regulatory subsidies that are not in the
economic interest of ordinary taxpayers (Kane, 1987). To analyze
thefutureviability of depositinstitutions, it is necessary to recognize
that politicians and regulators earn rents both from hiding adverse
information and from delivering subsidies selectively to regulatory
clients. Because regulation can act as asubsidy as well asatax, the
economic viability of even such deeply insolvent firms as zombie
savings and |oan associations cannot be properly evaluated without
including the endogenous responses of taxpayers, politicians, and
competitive regulators.

Incorporating these political-economy factorsleads meto view the
uneven growth Eisenbels cites in offshore lending as reflecting
. heightened international competition among inappropriately con-
strained government regulatorsin many countries. Far from being
supported by improved informationflows, the bulk of thecredit risk
in expanded offshore activities has been shifted conjecturaly to under-
funded regulatory agenciesand to the taxpayersin various countries
that ultimately back them up.

In competing for clients, government regulators have two com-
plementary advantagesover private suppliersof regulatory services.
The reputational capital that government statusconferscuts govern-
ment regulatorsa great deal of slack. It permits their agencies both
to bear thefinancial strainsof predatorily subsidizingcritical elements
in their regulatory-service packagefor years on end and to manage
self-interestedly the short-run flow of information concerning the
effectivenessand cost-efficiency of their regulatory performance. In
particular, they enjoy an option not to measure and not to report
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important implicit costs that are generated by their operations. In
effect, governmental status gives an agency conjectural backing from
the government at large that puts "*added weight™* behind its finan-
cial and its verbal claims.

Thisadded weight makesit easier for agency managersto run the
operatingdeficits necessary to support a strategy of ** addictivesub-
gdization™ and to hide these subsidiesfrom taxpayersfor long periods
of time. In effect, agencies use promotional subsidiesand predatory
news management to create and sustain an inefficiently large demand
for their products. In the private economy, addictive subsidization
is employed by dope dealers who regularly give avay samples of
their products to first-time users.

We can cite two strong examplesof this marketing strategy in ac-
tion. First, infinancia services, successve Federa Reservesubsidiza
tion of itscheck-clearingand electronic transaction services has served
to restrict the growth of competing privateentities. Similarly, federal
deposit-insurance subsidies have increased deposit-institution risk-
taking and kept or driven state and private supplierslargely out of
the game.

It isimportant to realizethat regulatory subsidizationisonly half
of thestrategy. The second haf isthat inefficiencescreated by these
subsidies (remote disbursement, high intraday volume of electronic
clearing and overdrafts, and the spread of zombie deposit institu-
tions) are transformed by *'predatory news management' into
justifications for expanding the subsidizer's jurisdiction. In effect,
crisesare created in lagged fashion by inefficient policiesinstituted
by oneset of regulatorsand legidators. Then, their successors' mine'™
resulting crisesfor new powers by scaretacticsin waysthat distract
the public and would-becriticsfrom the true causesof policy failure.
Reformersshould seek to eliminatedistortionary regulatory subsidies
and not to overlay additionally distortionary countermeasures.

The stability syllogism

With thisas background, it is relatively easy to discussthe stabili-
ty syllogism. Eisenbeis magjor premiseisthat competitive pressures
and declines in market imperfections have greatly increased the risk
of economic insolvency facing individua deposit institutions. His
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minor premiseisthat parallel innovationsin the ways that payments
aretypicaly made have crested uncontrolled credit risk for the system
that have outmoded the present regulatory structure (particularly
deposit insurance) as a way of managing the safety and soundness
of thefinancia system. Hisconclusionistwofold: (1) payment system
risk should be attacked by the Federal Reserve's undertaking real -
time monitoring amed at eliminating daylight overdrafts, and
(2) explicit government deposit insurance should be phased out.

| regard this syllogismaslogically defective. It leaves out the role
of Fed subsidiesin creating payments systems risk and what | regard
to bethe key element in thede facto federal financia safety net. This
key element is authorities dual option to extend their guarantees of
atroubled firm's liabilities beyond their de jure limitsand to permit
economically insolvent institutionsto continue in operation. Ending
explicit deposit insurancewill not eliminate conjectural guarantees
and the distortionary subsidies these options engender. Political,
bureaucratic, and career self-interestmakesit virtualy inevitable that
authorities prefer to forbear from enforcing solvency requirements
and deposit insurance coverage limits when they perceive that the
de jure failureof afirm or set of firms would threaten the stability
of thefinancia systemasawhole. During thelast 22 years, examples
of this behavior have abounded in the savingsand loan industry. The
Federa Deposit Insurance Corporation's treatment of energy,
agricultural, and world-class (or too-big-to-fail) banks exemplifies
the same proclivities.

Politicians and regulatorsvalue the opportunity to bail out insol-
vent deposit institutionson an ex post basis and the 1987 financial-
reform act shows no readiness to give up this right. As long as
authoritiesretain an unlimited option to forbear, deposit insurance
will exist de facto, at least on an implicit and conjectural basis.
Eliminating explicit deposit insurance, as Eisenbeis recommends, is
a narrowly legalistic solution as opposed to a fully redlistic one. It
would not solve the problem of pricing and administering federal
guaranteesof deposit-institutionliabilities. It would Smply eliminate
afamiliar mechanism for collecting user feesfrom deposit-ingtitution
recipients of conjectural federal guarantees.

Strategic forbearanceis institutionally advantageousfor deposit-
institution regulators and disadvantageousfor the federal taxpayer.
Underpricing and inefficiently administering the Federal Reserve's
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clearing and settlement system, the discount window, and deposit-
insurance guarantees can be seen as a series of regulatory ** treat-
ments™ and supplementary regulationsdesigned to keep these systems
from breaking down as forms of **countertreatment.” Like the
sequential administration of a poison and itsantidote, the treatments
and countertreatments are far from costless. Moreover, because each
has unintended side effects, their simultaneousapplicationis by no
meansdistributionally or alocationally neutral. Taken together, they
expand the demand for regulatory services and unnecessarily enlarge
the role that federal agencies get to play in our country's financial
life. In thefinal analysis, then, massive deposit-institutioninsol ven-
cy threatens not the stability of the nation's financial system but the
net worth of its taxpayers.

Prospectsfor meaningful reform of financial regulation

Financial change is creating a desperate need for U.S. financial
regulators to develop better information, monitoring, and policing
systems. However, beforetaxpayerscan rationaly rely on politicians
and regulators to operate these systems appropriately, they must
reform the incentive system under which these agents operate.

The chief problem blocking meaningful reform of the U.S. finan-
cia regulatory system is that existing patterns of federal subsidies
create businessfor regulators and rents for elected politicians. The
agency problemsexist because badly informed taxpayershave alowed
competing government regulators an opportunity to adopt inap-
propriately constrained jurisdiction-maximizing strategies of com-
peting with each other for potential clients.

Whether they recognizeit or not, financia reformersseek implicitly
to impose uncompensated costs on politiciansand regul ators. Without
appropriate compensation or the introductionof behavior-modifying
punishments, it is unreasonable to expect politicians and regulators
either to surrender their existing job benefits or to stand up to the
political and bureaucratic pressures that would be unleashed by the
sectors that currently enjoy subsidiesif progress were made toward
rationalizing the system.

The root problem is to constrain government regulators to play
fair with taxpayers. A minimum first step is to force a full account-
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ing to taxpayersof the economic costs of each agency's operations
and commitments. Without external coer cion, gover nment managers
have little reason to reveal the market value of the operating losses
inherent in jurisdiction-expanding patterns of long-lived subsidization.
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Financial Restructuring:
The Canadian Experience

Charles Freedman

In this paper, | examinethe recent Canadian experience with finan-
cid restructuring. In thefirst section, | lay out the background situation
in Canada, which was quite different from that of most other coun-
tries. Thisis followed by an examination of the factors that were
crucial in motivating the mgjor overhaul in legidation in which we
are currently engaged in Canada. The third section presentsthe ap-
proach taken by the Canadian authoritiesin dedling with the perceived
need for change, in particular the mechanisms proposed to cope with
the problems thrown up by the changesin structure. The final sec-
tion sets out briefly the current situation regarding the legidation.

Background

> Unlikethe case in most countries, the drive for financial restruc-
turing in Canada was totally unrelated to pressuresfor the removal
of interest rate ceilings, credit controls, or other such quantitative
restrictions. Indeed, sincethe 1967 revision of the Bank Act removed
interest rate ceilings on bank loans, interest rates on both deposits
and loans have tended to move with market interest rates and Canada
has thereby avoided artificial inducements for the development of
new instruments and new intermediaries to evade interest rate
restrictions.! v
Historically, the Canadian financial system has been based on five
principal industries or groupings. The chartered banks, all federally
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chartered, were dwaysinvolved in commercia lending and, in the
last three decades, have a so moved into personal loans and residen-
tial mortgagelending in amajor way. Trust and mortgageloan com-
panies tended to specializein residential mortgagelending but more
recently have been moving aggressively into consumer loans and cer-
tain forms of businesslending. Mogt of theseingtitutionsarefederally
chartered but some operate under provincid charters. The cooperative
credit movement (credit unionsand caissespopulaires) has principally
serviced the persona sector with both mortgagesand loans, although
recently it, too, has been moving gradually into business lending.
On thedeposit side, dl threeof the above groupings have competed
strongly for personal businessover the past two decades by offering
afull range of deposit instruments, and more recently competition
has also been increasing for business and government accounts, once
largely the preserve of the chartered banks.

Thelifeinsuranceindustry has moved over timefrom atraditional
businessinvolving theselling of lifeinsuranceand investingthe pro-
ceedsin amix of mortgageloansand investments, to a much greater
emphasison single premium deferred annuities, which closaly resem-
ble term depositsa the other ingtitutions, and a more diversified port-
folio of assets. This industry is split among federal and provincia
jurisdictions, with thelargemgority holding federal charters. Finaly,
securitiesdealers in Canada are very much like their counterparts
in the United States, with the exception that thelegidative framework
under which they have operated has been established by the provinces
and not the federa government.? In recent years the separation of
banking and the securitiesbusiness has come under increasing pressure
as a growing share of the short-term financing business of the cor-
porate sector has been donethrough paper markets and as banks have
entered the discount brokerage business.

Thus, dthough the Canadian financid system has traditionally been

1 The considerable Innovation i the area of new financial Insrumentsthat has occurred in
Canada has been the result of such factors as interest rate volaulity, uncertainty regarding
future rates of inflation, shufts 1in borrower and lender preferences, and new developments
in technology and communications,

2 |n addition to the financal industrses discussed in this paper, thereare also a property and
casualty msurance industry, a penston industry, and a vartety of lessregulated or unregulated
industries, such as the salesfinance industry, the mutual fund industry, and the venture capital
industry
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characterized by a separation of functions among different types of
institutions, the separation was never watertight, and in recent years
there has been a more or less continua blurring of functionsasin-
stitutions penetrated each other's areas.

For much of itshistory thefinancial system was aso characterized
by alargedegreeof separationof financia firmsfrom thoseengaged,
in nonfinancial businessand by widdy held ownership of the prin-
cipa financia ingtitutions.

One way in which the separation of commercia and financia
businessisbuiltintolaw isin termsof restrictionson thedownstream
linkages that are permitted to financial institutions. Thus there are
stringent limitationson the holding of equity investments by deposit-
taking inditutions and life insurancecompanies,? and securitiesdealers
have traditionally not made long-term investmentsfor control pur-
poses in unrelated businesses. There is, of course, a grey area as
to what isfinancial and what iscommercial, and institutionsare per-
mitted to engage in what have been defined as ancillary activities.
Theseinclude, for example, certain kindsof activitiesrelated to real
estate, leasing, and payroll services, as well asthe sdle of data pro-
cessing servicesin thecaseof trust and insurance companiesbut not
in the case of banks.

Upstream linkages between financial institutionsand commercial
firmswerelimited by atradition of widdy held ownership for banks,
and until recently, for most largetrust companies. This was buttressed
by aBank Act revision in 1967 that mandated widely held owner-
ship for banks by limiting the holdingsof any one individual, firm,
or group of associated individuasor firmsto 10 percent of bank voting
equity.* By their nature cooperative credit ingtitutionsare not suscep-
tible to upstream commercid links; nor are the mutua lifeinsurance
companies, which are effectively owned by their policyholders. And
until recently, only thoseindividua sactively engaged in the securities
industry could be partnersor shareholdersin a securitiesdealer. Even

3 Theprincipal situation In which banks can be Involved In the ownership and operation of
commercial firmsis that in which the latter 1s taken over ascollateral for aloan that is called.
Thebank isgiven two yearsto dispose of asholdings in thesecircumstances, although exten-
sions may be granted by the Mmister of Finance.

4 Theintention of this legislationwas to prevent any potential for eign takeoversof Canadian
banks but it had the side-effect of preventing commercial-financial inks from developing n
the banking industry.
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when the useof outsidecapital was permitted, restrictionswere placed
on the amounts that could be held by any one outside investor.

Thus, the only potential upstream linkages were in the trust in-
dustry and in stockholder-owned life insurance companies.> Many
of thesmall firmsin theseindustrieswere owned by commercia firms,
but most of the large firms were widely held. In the case of trust
companies, the Situation has changed drastically in thelast few years,
during which all the major widely held trust companies have been
taken over by commercia concerns. Many of the purchasers have
also bought life insurance companies, thereby creating ownership
links between insurancecompaniesand trust companies. In somecases
they have also established or purchased property and casualty in-
surance companies, investment banks, and real estate brokers, thereby
creating diversified financia conglomerates.

The picturein recent years, in short, has been one of a sector in
flux, with increasing interpenetration by the variousindustriesof each
other's traditional domain, the development of financial-commercial
upstream links through takeovers, and thecommon ownershipof some
trust companies and life insurance companies as these acquirers
broadened their activities.

Factors motivating the legidative restructuring of the system

Although elements of the changing structure sketched out above
provided theinitia pressurefor a major legidative restructuring of
the system, other factors also came to play an important role over
time in intensifying the perceived necessity for change and condi-
tioning the nature of the change. One can identify five key factors
that drovethe process. First, therewasaneed to modernizethelegida-
tion of trust and mortgageloan companiesand of lifeinsurancecom-
paniesand to deal with the question of thebusiness powersavailable
to each of thesegroups. Second, inthelight of thespread of closely-
held ownership, commercia-financia links, and common ownership
of firms in differentindustries, there was a need to re-examine poten-
tial problemsof self-dealing, conflictsof interest, and concentration

5 There were also considerable upstream linkages in the property and casualty Insurance
industry.
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of ownership as wdl as the broader question of the desirability of
financial-commercial links. Third, given the recent failures of a
number of financial institutions, including two smal Western Cana-
dian banks, questions were raised about the incentives created by
the system of deposit insurance in Canada, and about the adequacy
of thesupervisory structure. Fourth, as the process devel oped, there
was increasing attention paid to the ongoing globalization of finan-
cial markets and the need for Canadian financial institutions to be
able to compete effectively both at home and abroad. And fifth, at
the sametimeasthefederal government was devel opingits approach,
the provincial governments were taking their own initiatives, both
developing new legidation for the institutions under their aegis and
acting to change the entry rulesfor the securitiesindustry.® Thein-
itial impetus for restructuring the financial system came from the
first two factorswhile the other factors cameinto play over time as
the process was going on. | now turnto adetailed discussion of each
of these factors.

Need to modernize legidation and the pressure to expand powers

Whereas, by law, thelegidationgoverning banksis updated every
ten years, thefederal legislation governing trust companies had not
been completely overhauled since 1913 and that governing life in-
surance companies since 1932.7 Interestingly, most of the pressure
in Canada for expansion of the business powers of deposit-taking
financia ingtitutionsin the recent period have come from the institu-
tions themselves. With some minor exceptions, there has not been
much in the way of complaints by customers as to the availability
of services, nor any great apparent demand for financia supermarkets.
Toagresat extent, thedesire of theseingtitutionsto expand their range
of permitted services (especially in thearea of commercia lending)

6 The crucial element here was the discussion about entry of other financial institutionsand
foreign dealers into the domestic securities industry.

7 This isnot toimply that no changeshad been madeover the interveningperiod. Important
amendmentsto the legidation and changesin regulahonshad given thesenstitutions a gradual
and consider ableincrease in power sover the yearssuch that for most of theperiod they were
able to engage in the lines of business they wished to enter.
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derived from their experience with the difficult financial markets of
thelate 1970s and early 1980s, which left the institutions concerned
that they might not have the flexibility to cope with the situation that
might evolve over thefollowing decade. The key elementsinvolved
in the case of the trust companieswere, first, the shortening of the
maturities of deposits that had occurred in the face of uncertainty
and interest rate volatility and, hence, the desire by the institutions
to beableto lay off thesefundsin floating rateand short-term assets, 8
and, second, aconcern that their primary asset, residential mortgages,
would over time become less important for demographic reasons.
There was, therefore, a strong desire to expand their activities in
commercia lending. At the sametime, lifeinsurance companieswere
shifting their activity away from life insurance toward short-term
deposit-like instruments and, consequently, they wished to be able
to diversify their assets more widely than in the past in order better
to match. In addition, they wanted to be able to purchase or set up
trust companies in order to expand the scope of their activities.
A related element of pressurefor change, which became impor-
tant at asomewhat | ater stage, camefrom thedesireof banksto enter
into the securitiesbusinessin Canada. In part, this was a reflection
of thetrend by corporate borrowersaway from bank loansto securities
markets and the banks consequent perceived need to increase their
fee-generating activitiesin lieu of intermediationincome. Although
some of the banks were aready engaged in investment banking in
jurisdictions outside of Canada and although banks were permitted
to engagein certaintypesof securitiesactivitiesin Canada, they felt
that their ability to get involved to a greater extent in such business
in their home market would enable them to service their domestic
customers more effectively and would strengthen their capacity to
engage in corporate underwriting and other facets of the securities
businessin international markets. |n addition, there was some pressure
to review the provincial regulationsthat prevented foreign entry in-
to the domestic securitiesindustry as well as sometendency to emulate
related developmentsel sawhere, particularly in the United Kingdom.

8 In Canada most commercial loans are made on a floating-rate basis related to the prime
lending rate or, in some cases, to the cost of funds
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Conglomeration, closely held ownership, and
commercial-financial links

The other initial development leading to the process of change of
the legislation governing the financial sector was the spread of the
conglomeratemovement to thefinancial sector. As mentioned earlier,
nonfinancial firms had purchased financial firmsand, in most cases,
these new owners had gained control of institutionsin more than one
financia industry. Thus, some major trust companies and life in-
surance companies had been brought under common ownership and
wereclosely held. Asaresult of thesechanges, policymakersbecame
more concerned about the potentia for self-dealing,® a problem that
had not arisen in any major way until then, principaly as a result
of the tradition of wide ownership. Thus, one crucia goa of the
restructuring exercise wasto find away of reducing the self-dealing
risk in the case of closely held firms. Furthermore, with the in-
terpenetration by industry groupings of each other's territories and
the development of common ownership of different types of finan-
cial ingtitutions, one could no longer rely upon compartmentaliza-
tion of functions as a way of avoiding conflicts of interest.!® Asone
moved into the ** brave new world™ in which institutions or groups
of ingtitutions with common ownership could carry on more func-
tions, the question of how to deal with potential conflicts of interest
came to the fore.

In addition to initial concerns about the self-dealing aspects of
commercia-financia linkages, there developed over time a more

9 The term **self-dealing’’ has been used 1n the Canadian context to deal with transactions
between a financial imnstitution and either 1ts controlling ownership group or the nonfinancial
Interests of the ownership group. The concern has been that such non-arms-length transac-
tions, whether asset purchases, loans, or guarantees, mught in some cases be to the benefit
of the owners and to the detriment of the financial institution, thereby increasing the rrsks
to the depositors of thelatter and to the deposit-insuring agency |n extremecases, such tran-
sactions rght result n the mnsolvency of the financial mstitution

10 Conflict of interest 1ssues arise when the interests of two customers of an mstitution can
be 1n conflict or when those of the customer are 1n confltct with those of the institution itself
An often-used example 1s the possibility that an institution would use the funds of atrust that
1t was adminsstering to purchase securities of a firm to which it was lender and then use the
proceeds to repay theloan The separatton of the trustee function and the commercial lending
function had avorded this problem, but it has become essential to find other ways of dealing
with 1t as financial institutions have become increasingly involved n both the trust business
and commercial lending
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general unease with such linkages, which was related to considera-
tionsof concentrationaof power and theimpartiality of the credit pro-
cess. Moreover, there has been some concern that problemsin the
nonfinancial part of a conglomerate could spill over and undermine
confidence in the soundness of the financia ingtitutions in the
conglomerate.

Ingtitution failures, supervision, and deposit insurance

In common with the experiencein other countries, Canadahas had
a number of failuresaof financial institutionsin the 1980s, including
those of two small Alberta banks. These failures, which were very
costly for the deposit insurance agency (and, in the case of the two
small banks, for the government as well) led some to question the
structure of the deposit insurance system. In Canada, deposits are
insured for the first $60,000 and the premiacharged al institutions
are afixed percentage of their insured deposits. Among the options
that received the most attention in the debate were those of co-
insurance and variable risk-related premiums.

The other offshoot of theinstitutional failureswasa concern with
the structure of the supervisory system and its ability to cope with
the changing financia structure. In the caseof banking supervision,
Canada has dways used atripartitesystemthat hasrelied on the bank’s
internal inspection systems reporting to the board of directors, on
external auditors, and on the supervisory agency. Thelatter has relied
upon financia statements verified by the auditors, and on-site in-
spections have played only a very limited role.*' The question of
whether the nature of the supervisory systemitself bore some respon-
sihility for the failure of the Alberta banks and therefore required
modification was made the subject of a Commission of Inquiry.

Role of globalization

Although thisissue was not especidly prominentin theearlier part
of the process, over time it came to have a much more central role

1 This 1s sumilar to the situation in most European countrres In the United States, i con-
trast, wrth its large number of small banks, on-srte inspections play a central role.
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in the thinking of the various participants in the debate. The prin-
cipal question at issue in this regard was the potential direct entry
into the domestic securities market of Canadian financial intermedi-
aries and of nonresident banks and securities dealers.'? Behind the
debate was an increasing concern about the performance of the Cana-
dian securities industry in a rather protected environment at a time
of increasing competition in and from other major world securities
markets.

A principal argument of those who supported change was that
dealers needed more capital, particularly in aworld of **bought deals™
with greater than traditional risks. There was also concern that the
Canadian securities market would become a backwater if it did not
open up to the rest of the world and that more competition was
necessary to ensure that the Canadian securities industry did not fall
behind in a very innovative world environment. This concern was
exacerbated by the fear that developments in communications, by
reducing transactionscosts, would permit an increasing share of Cana-
dian lending and borrowing to be conducted outside the country if
the Canadian securities industry was insufficiently efficient or
innovative.

Provincial government initiatives

Recall that in Canadaonly bankingistotally under federal jurisdic-
tion. Although a large proportion of the trust industry and the in-
surance industry is federally chartered and regulated, some part of
these industries falls under provincia jurisdiction as does virtually
the entire cooperative credit industry and securities regulation. At
the same time that the federal government was re-examining its ap-
proach to the financial sector, the provincial governmentswere revis-
ing their legidlation as well. As the process developed there were
three aspectsof the provincia developmentsof particular importance.
First, the province of Quebec moved down the path of permitting
ownership of companiesin onefinancial industry by thosein another

12 Certain kindsof activities were open to both nonresident securities dealersand domestic
financial intermediaries and, indeed, such instituttons played an Important role in the so-called
" exempt market" .
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industry. Second, there were apparent divergent attitudes by the
federal and provincia governments regarding such issuesas closely
held ownership and financial-commercid linkages. Third, there was
initially some cons derabl edisagreement between Ontario, the primary
regulator of the most important securitiescenter in the country, and
the-federal government regarding the scope of entry by banks and
other financial institutions into the securities business, as well as
regardingthelocus of regulation and supervision of federdly chartered
financial institutions that did enter into this business.

Approach taken to restructuring

In the course of preparing for the restructuring of the financial
system, both federal and provincia governmentscommissioned and
prepared a number of reports, and hearings were held by the House
of Commonsand Senate committeesfollowed by theissueof reports.
The federal government's own position was set out in two documents,
an initial discussion paper entitled ** The Regulation of Canadian
Financial Institutions: Proposalsfor Discussion™ (commonly known
asthe Green Paper), and afina set of proposasentitled**New Direc-
tionsfor the Financia Sector™* (commonly known asthe Blue Paper).
Becauseit isthelatter that has set out the framework for thelegida-
tion that has been and is currently being prepared, the approach in
that paper isthefocus of therest of thisdiscussion. Becausethe nature
of the proposed changes continuesto be the subject of intensedebate,
there may be modificationsto the approach beforethe legidationis
finaly passed.

Powers

Thereisto beavery considerable extension of the business powers
granted to financial institutions, bothin theform of in-house powers
and in the ability to invest downstream in other types of financia
institutions. Among the most important of the changes is the right
of trust and mortgage loan companiesand life insurance companies
to make consumer loans and business |oans without specific quan-
titative limits. '3 In addition, subject to the rules regarding owner-
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ship which arediscussed below, regulated financial institutions will
beabletoinvest in, purchase, or start up institutions in other finan-
cial sectors, including the securities industry. 4 Institutions will also
be permitted to engage in the networking of one another's products
and to engage in a number of ancillary activitiesthat were prohibited
in the past.

There are a number of limitationsto the general approach just out-
lined. First, large financia institutions will not generally be permit-
ted to purchase large financia institutions in other areas, with the
exception of securities dealers. Thisprovision wasamed at preven-
ting the reduction of competition through the merger of currently
competing largeinstitutions. Second, the retailing of insurance was
excluded from the right to network. Third, the entry of nonresident
institutions into the securities market, either directly or through in-
vestment in an existing securities dealer, was partly restricted until
June 30, 1988. Thiswas intended to give Canadian-owned financial
institutions a short head start in entering into the securitiesindustry.
Fourth, the trade negotiations with the United States that are cur-
rently under way have included discussions of nonresident owner-
ship of financial institutionsin Canada, which may influencethe final
form of the legidation.

Oneresult of the proposed changesisthat the differences between
the various types of financia institutions will be far smaller than in
the past. Conglomerates will emergethat can provide virtualy every
kind of financia service to business customers or to persona
customers or to both. '* Institutionsthat choose to remain stand-alone

13 To quahfy for the right to make business |oans without imit, however, a near-bank must
have reached a minimum size in terms of capital and have received supervisory approval
Furthermore, the institution would be bound by considerations such as diversification which
are part of the usua prudent portfolio approach to portfolio management.

14 Thus, the Canadian equivalent of Glass-Steagall, by which deposit-taking institutions and
securities deal ers were kept separate, 1s being abolished as part of the restructuring In addi-
tion to the nght to invest n securities subsidiaries, banks and near-banks will be permitted
toengagedirectly in certain hitherto-prohibited types of activities, 1n particular the provision
of Investment advice and portfolio management services

15 Thelegal structure of the conglomerates may vary sigmficantly since the law will permit
but not require a financial holding company, and institutions can invest downstream in a partly
or wholly-owned affiliate. Thus the peak of the pyramud may be any one of the regulated
financia institutions or a financral holding company.
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will dso beableto offer, if they choose, most kindsof financia serv-
ices, either directly or as an agent. The somewhat blurred distinc-
tions of the past among different types of financial institutionswill,
for the most part, come close to disappearing. Of course, some in-
stitutions may continue to specializein one or more areas, offering
a boutique-type service in their area of speciad expertise.

One byproduct of giving banksand near-banksvery similar powers
in the domain of lending was the need to address the issue of com-
petitiveequity regarding theimposition of non-interest-bearing reserve
requirementson banksand not on near-banks. The decision was taken
to phase out reserve requirements on the banks so as to remove the
unequal treatment and unequal costs on ingtitutions competing for
the same business. The Bank of Canadadoesnot perceivethe necessity
for any major changesin the implementationof monetary policy as
aresult of theabolition of reserve requirements. Major financia in-
stitutions will continue to settle their accounts on the books of the
bank and hence will continueto hold depositsat The Bank of Canada.
Thiswill providea sufficient fulcrum for the operation of monetary

policy.

Ownership

In many ways, thisis the most complicated part of the proposals
becauseit attemptsto integrateadesireto limit financial-commercia
linkages with a recognition of the present reality. In effect it divides
financid institutionsinto three types—widely held, closely held with
no commercia links, and closely held with commercial links. It dso
distinguishes, primarily for historical reasons, between banks and
near-banks.

Banks. No commercial links are permitted. Existing large banks
must remain widely held. Small bankscan be closely held but when
they reach a certain size ($750 million in capital) they must ensure
that, within fiveyears, at least 35 percent of their sharesare widely
held and publicly traded. Furthermore, |large shareholderscannot in-
creasetheir equity holdingsin suchabank. Thus, over time, the pro-
portion of ownership of the controlling shareholder will be diluted
as new shares are issued, until the bank becomes widdly held.

Nonbanks with no commercial links. These may remain closely
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held until they reach $750 million capital, a which point they must
ensurethat, within five years, a least 35 percent of their sharesare
widely held and publicly traded. In contrast to the case of banksthe
controlling owners may maintain their shareof ownershipindefinitely
by purchasing their proportionateshare of any new issue of voting,
shares.

Nonbanks with commercial links. Special, more restrictive rules
will beimposed in order to constrain commercia-financia linkages.
First, no approval will be granted for theincorporation of new trust,
mortgage loan, or insurance companies to applicants with signifi-
cant commercial interests. Nor will such applicants be permitted to
increase ownership positions of more than 10 percent or acquire
ownership positionsexceeding 10 percent in financial ingtitutionswith
capital in excess of $50 million. Second, for commercially-linked
institutions (or groupings) with more than $50 millionin capital, 35
percent of shares must be widdly held and publicly traded withinfive
years. The controlling shareholdersmay purchasetheir proportionate
share of any new voting equity issues as long as the 35 percent
threshold is reached within fiveyears. Third, for very small closely
held institutions (less than $50 million in capital), no changes are
required. )

Thisapproach to ownership isintended to arrest thetrend to greater
links between the commercial and financia sectorsand to encourage
wider holdingsof shares (at least to the 35 percent level). Nonetheless,
the movement to widely held ownership will probably occur only
very gradually. ,

Self-dedling

The concern about self-dealingisto be addressed through a varie-
ty of approaches. First, and foremost, there will be severe limita-
tions on non-arms-length transactions between financial institutions
and personsor companieswho are in positionsaof influence over or
control of the ingtitution. The most important of these'are transac-
tions with shareholderswho own morethan 10 percent of the shares
of theinstitution, with directors and officersof the institution, and
with significant businessinterestsof such persons. The policy bans
most types of transactions with non-arms-length parties (including
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loans and investments, and sales and purchases of assets) and im-
posesinternal controlsfor permitted classesof transactions (mostly
servicetransactions). Second, transactions between regul ated finan-
cia institutionswill be restricted, but to aconsiderably lesser extent
than those between financial ingtitutions and their owners. Unusua
transactionswill requirepreclearanceby supervisors. Third, the ap-
proach to ownershipwith its constraint on financial-commercia links
will, over time, tend to reduce the situations in which self-dealing
can occur. !¢ Fourth, thecombinationof at least 35 percent minority
sharehol ding and an enhanced role for independent directors should,
on the margin, have a beneficia effect.

Conflicts of interest

Potential conflict of interest problems will be handled by a multi-
faceted approach that includes greater disclosureto the consumer,
the use of techniquesto prevent the dissemination of inside infora-
tion within an ingtitution (commonly known in financial circles as
“'Chinese Walls), and enhanced internal scrutiny through creation
of amonitoring group within each institution. The purpose of these
edementsisto identify potentia conflicts, to providefor an appropriate
internal process to deal with conflicts, and to require that proper
disclosure be made.

Among thedisclosure rules will bethefollowing: clear identifica-
tionof the ingtitution with which the client is contracting, including
the presenceor absence of deposit insurance coverage of deposits;
aclear description of the role played by the corporationin contrac-
ting with the client, including whether the corporationis a principal
or an agent for other parties; a statement that fees and commissions
areearned by the ingtitutionin networking situations; and disclosure
to the client of any materia facts coming to the knowledge of the
ingtitution in the course of a business transaction with or on behalf
o aclient.

16 Somehaveargued that the ownership r uleswill potenually reducethelevel of competition
n the financial services industry. This may bea case wher e thereis some tradeoff a the margin
between competition and soundness and wher e the decision has been made to emphasize the
latter
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Corporate governance

Inthearea of corporategovernance, changeswith respect to auditors
and directors will be put in place. Although the external auditors
role in the tripartite system will not be fundamentally changed,
measures will be introduced to improve the quality of information
flowing to them, to bolster their independencefrom the management
of thefinancial institution, and to enhancetheir communication with
directors and the supervisor.

Recognizing the important role that directors play in a financial
institution, theintention is to make mandatory certain proceduresthat
should improve the functioning of boards. To ensurethat the board
of directors has accessto the views and judgment of individualsthat
do not have a significant association with the financia institution,
it will be required that at least one-third of thedirectors be **indepen-
dent™* of the financial institution. Independent directorsare also to
be given an important role in reviewing the corporate practices of
particular supervisory concern—for example, certain self-dealing
transactions, conflicts of interest, and transactions or practices that
may have a materia effect on the health of the financia institution.

Supervision and deposit insurance

There have been and are to be a number of important changesto
the supervisory and deposit insurance structure but these are not of
an especialy radical character. The two federal supervisory bodies,
the Officeof the Inspector-Genera of Banksand the Department of
Insurance (which was responsiblefor supervisingtrust and mortgage
loan companies as well as insurance companies) have been merged
into a new Officeof the Superintendent of Financia Institutions. This
changeis particularly appropriate, given the proposed changesin the
powers of the various financial ingtitutions that would make them
much more similar than in the past. Other possible changes to the
structureof the supervisory body that had been discussed in the course
of the last two years, such as a merger with the deposit insurer or
shifting supervisory responsibilitiesto the Bank of Canada, werein
the end not considered to be as desirable. The supervisor was also
given new powers, of which the power to make ** ceaseand desist™
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orders is the most important. In addition, a new interagency com-
mittee will be established, consisting of the heads of the supervisory
office, the central bank, the deposit insurance agency, as wdl the
deputy minister of finance, which will ensureinformation exchange
and consultation on supervisory matters that have implications for
solvency, last resort lending and risk of deposit insurance payout.
Also, by ensuring that the concerns of the deposit insurer and the
lender of last resort are given full weight in decisions on troubled
institutions, the new committee will strengthen the supervisor's **will
to act™ in these situations.

On thedeposit insurancefront, neither coinsurancenor risk-related
premiums are to be introduced. However, the Canada Deposit In-
surance corporation (CDIC) has been given increased powersin the
issuance and terminationof insurancecoverageand it has been given
the power to levy a premium surcharge on member institutions that
arefollowing unacceptabl epractices (as specified by CDIC bylaws).
The insurer will also play a central role in restructuring insolvent
institutions.

Current stutation

Thelegidation passed thus far includesthat pertaining to the super-
visor and depositinsurer, as just mentioned, and that permitting finan-
cia ingtitutionsto invest in or purchase an existing securitiesdeal er
or to start a new securitiesdealer subsidiary. The rest of the proposed
changes, including those relating to institution powers, ownership,
self-dealing, conflicts of interest, and corporate governance will be
presented in the form of draft legidationlater thisyear and introduced
in parliament afterwards. Still unresolved are theissuesbeing discuss-
ed in thefree trade negotiations with the United States (in particular,
guestionsof mutua access to markets pertaining to the involvement
in the securitiesindustry of banks, and of investment dealers having
a bank connection) and some federal-provincid issues, particularly
thoseregarding jurisdictionover securities powersexercised in-house
by federally chartered institutions. Although the federal government
reached agreement with Ontario over thisissue, the other provinces
have not accepted this agreement.

In the course of preparationof thelegidation, it will be necessary to
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resolve some questions that still remain on major issues and to deal
with the many detail sthat were not covered in the government's policy
paper. The changes currently under way to the financial sector are
of such importance, in terms of establishing the framework for the
financial industry for the next generation, that the process of discus-
sion and legidation is bound to take some time beforeit is finaly
completed.






Financial Restructuring:
The United Kingdom Experience

Anthony Loehnis

The City of London underwent a much publicized revolution on
October 27, 1986, the so-called **Big Bang'*, which consummated
far reaching changesin the structure and operation of our securities
industry, based on afew highly significant changesin the rule book
of our domestic stock exchange. It was, however, the culmination
of many changesthat had been taking placein the City sincethe 1960s,
beginning with the growth of the Eurodollar market. While the
changesin the securities market have been abrupt and discontinuous,
those in banking have been evolutionary. This paper looks at the
developmentsin both fields of financia activity and in their regula-
tion, the linkages between the two and the prospectsfor the future.

Inanalyzinga processof restructuring, it is helpful to haveaclear
ideaof what the original structure was, and how it had become so.
The most convenient source for a description of the structure and
operationsof financia ingtitutionsin the United Kingdom in the 1970s
isprobably that contained in the Report of the Committeeto Review
the Functioningof Financia Institutions(Crnnd 7397), known asthe
Wilson Committee, published in June 1980. For purposes of this
paper, however, | shall confine mysaf to discussion of the banking
system on the one hand and the securities markets on the other, for
these are the areas where the greatest changes have taken placeand
where some of the most difficult supervisory problems arise.
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The banking system

Asin the United States, the British financia system developed in
the 19th century and into the second half of the 20th century aong
thelinesof theprovision of separatefinancial servicesand functions
by separateinstitutions. Thisisin contrast to developmentsin conti-
nental Europethat have tended toward theevolution of the universal
bank, providing a wide variety of fmancial servicesunder one roof,
in particular both banking and investment services. In one mgor
respect, however, British and U.S. development hasdiverged. Since
1933, the Glass-Steagall Act in the United States has provided a
statutory bar to thetaking of depositsand the underwriting and trading
of corporatesecuritieswithin the samefinancial institutionor group.
There has been no legal requirement in the United Kingdom for such
functional separation, and the operation of a wholesale banking
busi ness combined with the issuance and underwritingof securities
has been the stock in trade in particular of the group of institutions
known as merchant banks.

There was no particular theory or philosophy underlying this
development—it was the result of the accidents of history. One of
the most important influences, no doubt, was the developmentof Lon-
don in the 19th century, following the Industrial Revolution, as the
financial and commercial center of the world. Thiswas an interna-
tional environment in which the provision of specialist financial serv-
ices was demanded and could flourish.

On the domestic side, developmentswere perhapsalittle slower.
Our existing clearing banksare, in the main, the product of a series
of amalgamationsof provincial banksin the 19th and early 20th cen-
turies. They wereamalgamationsof disparate banks which, because
of their growing geographical coverage within the United Kingdom
asthe Industrial Revolution spread, had evolved from partnerships
into limited companies. In fact, for many yearsthe alternativename
to ""clearing’" banks was "*joint stock™ banks, to distinguish them
from the traditiona City of London-based merchant bank that con-
tinued to be operated as a partnership by the proprietors of the
business, in most cases until after World War I1. Because so many
of the major houses, with illustriousnames such as Rothschild, Bar-
ing, Lazard, and Schroder, originated as merchantsfrom continental
Europe whoseexpertisewas rooted in foreign tradeand its financing,
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the orientation of such houses remained international. From
merchanting, through the finance of trade by accepting ** billsof ex-
change,”" they moved to the provision and mobilization of capital
for development and investment overseasthrough the arrangement
and underwriting of stock issuesand finally, often through the need
for an organization to dea with the investment of the personal wedlth
of the proprietors, into the world of investment management.

The clearing bankslong remained domesticaly oriented. Overseas
activities were carried out through separate subsidiaries. Theclear- .
ing banks provided money transmission services. Their specidity was
thecollectionof billsof exchangeand checks. Theidle balancesthat
were available were used to provide working capital for all sectors
of the economy, but their need for liquidity led them to concentrate
on short-termlending, although it becameincreasingly apparent that
theoverdraft system of lending contained within it asignificant core
of medium to long-term lending.

The differencesin function between the clearing banks and mer-
chant banks led to the development of two very different cultures:
that of the clearing banker, domestically oriented, relyingon along-
established and geographically widespread system for the collection
of retail deposits and the making of credit judgments on the basis
of local knowledgeof customers; and that of the merchant banker,
generally more internationaly minded, mobilizing financia resources
of othersrather than lending his own and relying on entrepreneurial
sKkills and flair to exploit new developments and opportunities.

The evolution of the banking system described above continued
substantially undisturbed into the 1960s. The concentration of the
clearing banks continued through amalgamationsand mergers until
there were four main groupings by 1968, while the 1950s were an
active time for the merchant banks to incorporatefrom their tradi-
tional partnerships, with a number of them merging and becoming
public companies.

It is important to remember that during the whole of the postwar
period until 1979 financia ingtitutionsin the United Kingdom were
subject to exchange control. This had the effect of drawing a ring
fence around their domestic sterling activities, but leaving them, in-
cluding the foreign-owned ingtitutions established or setting up in
London, free to conduct businessin foreign currencies. Thisled to
the paradoxica situation that the Eurodollar market that came into
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being in the 1960s becameestablishedin London, despiteavery strict
exchange control regime. The London merchant banks were early
participants in, and developers of, the Eurocurrency markets, and
it was to London that the major U.S. investment and commercial
banks came, in many cases following their U.S. clients forced to
utilizethe Euromarketsbecause of the OFDI regulationsintroduced
in the United States in 1968. With them, they brought the issuing
techniques of the U.S. capital markets as wel as innovative ideas
. in banking to challengethe prevalent conservative banking orthodoxy.
The corollary of the establishment and growth of the Eurocurrency
marketsin London was the explosivegrowth of the number of foreign
i nstitutionsestablished there, which increased from around 80 in 1965
to around 340 today.

It would be true to say that the clearing banks were rather sow
to join the bandwagon, partly for cultura reasonsand partly because
their domestic development had not involved them in capital issues
or securitiesunderwriting or trading to any large extent. That Situa-
tion did not last long, asthey themsealvesestablished or acquired mer-
chant banking subsidiariesand as theadvent of syndicated bank credits
in the Eurocurrency markets, which enormousdly outpaced the growth
of the Eurobond marketsin the 1970sas inflation took hold, brought
them to center stage with their ability to deploy far greater resources
than those of the merchant banks.

In many ways the inflationary experience of the 1970s was one
of the most potent stimulants of structural change, aongside the
gradual internationalization of financial markets, for it broke down
the traditional distinction between long-term capital market finance
and banking finance for working capital needs. For some time, and
inanumber of countrieswhereit had not traditionally been thecase,
banks becamethe main providersof long-term funds to companies.
The wheel may now have come full circle, with syndicated credits
out of fashion and increasingly replaced on banks balance sheets
by floating rate notes and other forms of securitized lending. But
the point is that the clearing and commercia bankers have increas-
ingly learned theinvestment bankers' trade and techniquesin the pro-
cess. Separation of functions has broken down, and the gap between
thetwo culturesreferred to above, although still visiblein anumber
of ways, has become much less significant.

Simultaneous with these changes on the internationa side of the
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British banks business, mgor changes were taking place on the
domestic side, of which one of the most significant was the rise of
the building societies as takersof depositscompared with theclear-
ing banks. In 1964, the London clearing banks accounted for nearly
33 percent of the total domestic sterling deposit market, while the
building societies, broadly equivalent to U.S. savings and loan in-
stitutions, had some 18.4 percent. By 1970, the percentage shares
were amost identical, at around 29 percent each, and by 1978 the
building societies hed pulled steadily ahead to nearly 38 percent while
the London clearers had fallen to below 27 percent. Changesin the
statistical reporting system make subsequent comparisons difficult,
but the building societies share seems to have been fairly steady
throughout the 1980s at just over 40 percent, with the clearers share
some 10 percent less. Foreign banks have raised their share from
under 1 percent in 1964 to just over S percent in 1986.

The reason for the rapid rise of the building societiesis not hard
to discern. They have traditionally been the main source of finance
for house purchases, and in the period 1964 to 1985 the percentage
of owner-occupied dwellings had increased from 45 percent to 61.5
percent. Furthermore, preferencein lending was given to thosewho
deposited their savings with the societies, and this natura magnet
for attracting householders savings was enhanced by better marketing,
more customer-oriented opening hours, simplified tax treatment for
interest earned, and more recently the additionof checking facilities.
The challenge of the building societies to commercia banks in a
number of areas has, in fact, been facilitated by new legidation that
extends the range of activities they may undertake. (See below.)

Therole of the authorities

It is appropriate a this stage, however, to comment on the role
of theauthoritiesin the processof change just described, and in this
context, the authoritiesessentially meansthe Bank of England. Their
role has been basically noninterventionist. In general, the market has
been alowed to develop in its own way and to serve its customers
asit sees best, with rulesbeing relaxed when competitive pressures
madetheir continuanceeither an obstructionor an irrelevance. Until
1971, there was in theory acartel among the clearing banksgoverning
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the rates paid on deposits and their terms, although in practice the
banks had devised ways of bypassingthe cartel through establishing
a range of subsidiaries to offer better terms on deposits or other
specialist services. The cartel was, nevertheless, tacitly supported
by the authoritiesin thosedays, not |east becauseit was seen to pro-
videa meansthrough which monetary policy and credit control could
be applied to the U.K. domestic economy.

It became clear, however, in the late 1960s that the leakagesin
credit control were such that the subsidiaries of the clearing banks
and al the other banks in the United Kingdom—domestic merchant
banks and foreign banks—would have to be brought into acommon
system. Thereforein 1971, arrangements were introduced to aban-
don the cartel and to bring al banks onto the samefooting in respect
of the administration of monetary policy. The arrangements were
known as ** Competition and Credit Control'?, the title of an ex-
planatory paper produced by the Bank of England, and their effect
was to abolish direct controlson lending and to rely instead on the
price mechanism.

Notwithstandingthe Banking Acts of 1979 and 1987, thereis till
no lega definition of a bank in the United Kingdom. Prior to the
1979 act, severd separate different authorizations from different
authoritieswere available to banking companies, in particular inrela
tion to taxation arrangements, the presentation of company accounts,
and theadministrationof exchangecontrol. But there was no statutory
definition or description of a bank or of banking. In practice, the
Bank of England chose those institutions that it wanted to classify
as banksfor credit control and national account purposes, who joined
the so-called ** authorized bank™* category. In fact, the authorization
related to engaging in foreign exchange transactions under the Ex-
change Control Act. Such banks were supervised by the Bank of
England; others were not.

In the absenceof formal authorizationof deposit-takingbusinesses
in this period, there had developed a number of ** secondary banks,”’
whaose main objective had been to take advantageof thefreedom from
the panoply of officia control for credit and monetary policy pur-
poses to which authorized banks were subject. Following a sharp
risein U.K. interest ratesin 1973, whichled to problemsin property
financing, a number of these secondary banks found themselvesin
difficulties. The illiquid banks were sorted out from the insolvent,



Financial Restructuring. The United Kingdom Experience 87

and under the auspicesof the Bank of England liquidity support was
provided by thecommercia deposit-taking institutionsand the Bank
of England through what was commonly knownas** The Lifeboat'" .

The Bank of England had at that stage no legal or even mora duty
to protect depositors in these secondary banks. But the secondary
banking crisis, and the European Community requirement to have
agtatutory-based systemof authorizationof companiestaking deposits
from the public introduced in 1977, led to the first formal legisa
tion for the authorization of all deposit-taking ingditutionsin the United
Kingdom, the 1979 Banking Act, which also introduced a deposit
protection scheme.

Thefocusdf thislegidation isthetaking of depositsfrom the public.
Following the U.K. experience with secondary banks, a distinction
was madein the 1979 act between licensed deposit-takers (companies
offering only a limited range of banking services) and recognized
banks (offering a broader range). In practice, most of the existing
commercial banksand investment banks were classified as ** recog-
nized banks' under thislegidlation, with the result that the size and
scaleof operationsof deposit-taking institutionsbecamea maor ele-
ment as to which side of the dividing linethey fell. A further bank-
ing act has recently been enacted which builds on the experienceof
implementation of the 1979 act, and under this new legidation this
distinction has been abolished (See below.)

Banks and other financial activities

Unlikein some other European countries, theactivitiesthat a bank
may undertake are still not defined by statutein the United Kingdom.
British banksare; at least in theory, free to undertake any activities,
although of course-the banking supervisorsdo have some opinions
on this subject and, particularly under the 1987 Banking Act, some
powers to enforce these opinions. It is, nevertheless, worth noting
that some affiliated companiesof the British clearing banks (mainly
subsidiariesof finance house/installment credit subsidiaries) have been
involved in automobiledistribution and repair, televisionrental, and
even the manufacture of railway freight cars. They have been datively
small operations in relation to their main banking business.

From the supervisory point of view the most important aspect in
A
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such cases has been to ensure that the management of a bank fully
understands the nature of any commitment it takes on, that the ac-
tivity isrun by peoplewith the appropriateexperience, and that the
business, unlessgermaneto banking and capable of being supervised
on aconsolidated basis, should be run a an arms length, i.e., there
should not develop a banking relationship between the parent bank
and itssubsidiary. Thereasonfor thisis primarily that banking groups
are highly dependent upon market confidence and normally stand
or fall together. In other words, the dightest hint that somethingis
amissinone part of a banking conglomerate usualy putsother parts
at risk of aliquidity crisis. A secondary concern has been the need
to ensure that undue influenceis not brought to bear by one part of
a group on the normal commercia judgments of another.

There have been, however, some areas of financia business that
the authorities have positively discouraged banks from entering, albeit
without any statutory backing for such action. The most significant
of these has been insurance, where the authorities have generally
sought to restrict links between banks and insurance companies,
particularly those involved in general insurance. The banking and
insurance supervisors main concern has been the possibility of con-
flicts of interest between depositors and policyholders in the event
of a problem occurring in either company and the risk of crossin-
fection between the two activities. Both banks and insurance com-
paniesare highly geared compared with the generality of companies.
Both are dependent upon public confidence for their continued
existence and are at risk to liquidity and solvency problems. There
istherisk that a liquidity or solvency crisisin one company would
amost certainly require intervention by the other, resulting in the
possiblecollapseof both. Thediscouragement has not, however, been
absolute, and there are a number of comparatively large insurance
companieswith interestsin small deposit-taking companies, and con-
versaly, somedf thelargecommercid banks own comparatively small
insurance subsidiaries. What we want to avoid isinsurance companies
and banks of similar sizeforming links, but that would not necessarily
preclude the building up of one within the other by organic growth,
and in afew specific cases permission has been given for a signifi-
cant minority stake in one to be held by the other.

Although direct acquisition of insurance companies has been
restricted, this has not prevented the commercia banks from offering
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insurance servicesto their customers, and all the magjor banks have
insurance brokering subsidiaries that advise and arrange business
through the retail branch network.

Banks and building societies

Asdiscussed earlier, the main competition that commercial banks
have faced in recent yearsin the domestic market has been from the
building societies. These mutual companies, many of which are till
regionally based, take funds mainly through their retail branch net-
work and specializein domestic mortgage finance. Indeed, thelegida-
tion governing building soci etieshas hitherto been particularly restric-
tive. Therange of assetsin which they could invest has been narrow
and their lending had been confined to secured lending againgt residen-
tiad mortgages.

New legidationin 1986, however, hasalowed the building societies
to widen the scope of their activities. In particular, they are allowed
to compete with banks for unsecured personal lending and to have
limited access to the wholesale interbank market for funding.

The banks responded to the competition from the building societies
in a number of ways. Six-day opening, which had been abandoned
in 1968, was reintroducedin major shopping center sites. There was
a marked effort to improve the image of the banks with the public.
Branches were refitted, interviewing areas were opened up in the
public areasof banking halls, and agenera effort was madeto make
banks seem more approachable and friendlier placesto do business.
Banksal so began to compete with building societiesin the mortgage
market itself. Their motiveswere partly to stem the switch of retail
business from the commercia banks to the building societies, but
moreimportantly because it was seen asaway of improving the asset
quality of the banks. In the United Kingdom, and other countries
in Europe, residentiad mortgageshavethusfar proved to be very high-
quality assets with extremely low default rates. Transition by theclear-
ing banks into this market was not entirely smooth. The funds in-
itially alocated were insufficient and customer demand exceeded
supply. Thebankswerecriticized for being half-hearted in their com-
mitment to providing mortgagefinance. Theseinitia problemshave
now been resolved, with the mortgage market generally moving onto
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a competitive market-clearing basis. Pressure on capital ratios,
however, has now led both the banks and building societies to ook
at ways of ""securitizing"* mortgage-backed assets by transferring
them off balance sheet to specially established finance vehicles.

One of the clearing banks (LIoyds Bank) has also bought into a
series of estate agencies, to produce a nationwidechain. Thus, itis
ableto offer acompleteservice to customers—finding the right house,
financingits purchase, insuring the house, and if necessary, arrang-
ing life insurance for the borrower. The domestic property market
has also been seen by others as a route into the retail market and,
in particular, away of marketing other financial servicesto high net
worth individuals. Both a mgjor insurancecompany (Prudential) and
amerchant banking group (Hambros) have bought up individua estate
agentsto devel op an extensive network marketing their services under
the corporate name.

The U K securities market

Until the events known as Big Bang, specidization of functions
had aso been a characteristic of the United Kingdom domestic
securities market. Stock exchangesdeveloped in this country largely
in response to the need of joint stock companies to share the load
of raising capital for new enterprisein the 19th century. There were
local stock exchangesal over the country, each with its flavor of
local industry. All the stock exchangesof Great Britain and North-
ern Ireland wereamalgamatedinto asinglestock exchangein 1973,
enabling the stock exchange authoritiesto impose common standards
of regulation, enforcement, and discipline. The London Stock Ex-
change naturally dominated all these devel opments because it was
to London that savingsgravitated, London was thelocation of govern-
ment, that great consumer of private savings, and London was the
center through which investment was channelled overseas.

Access to the stock exchanges was restricted to members who
formed themsealvesinto partnerships. Incorporation was not permitted
until 1969 and then only 10 percent of afirm's capital could be owned
by asingle nonmember. Thiswas increased to 29.9 percentin 1982,
but it was not until the changes associated with Big Bang that 100
percent outside ownership by a single nonmember was permitted.
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Under theimpact of heavy personal taxation that prevailed from the
end of World War II until the burden began to be lifted from 1979
onwards, stock exchangefirms became increasingly undercapitalized.
Thistendency wasfostered by what was known as**singlecapacity™*,
the rule that members of the exchangemust either be brokers, acting
as agents for their customers but taking no position as principals,
or jobbers, making marketsin stock but only ableto deal with brokers.
Thissystem was undoubtedly good for investor protection, but it made
it hard for U.K. stock exchange firms to compete with much better
capitalized foreign securitieshouses as the securities markets became
moreinternational, or for them to satisfy the demandsof theinstitu-
tional investors that came increasingly to dominate the market.

Two further featuresof the stock exchange rulebook hindered its
growth and development: minimum commissions set by the stock
exchangeitsdlf, which werethought to be essentid for the maintenance
of single capacity, and limitations on:membership which excluded
foreign and corporate membership. The stock exchange was long
able to satisfy the requirements of British industry and British in-
vestors, and its rulesensured that it was honest and ethical. But they
left it ill-adapted to cope with internationalizationof capital markets:
the development of the Eurobond market in London amost completely
bypassed the London Stock Exchange. No doubt thisinsularity was
to an important extent encouraged by the existenceof exchange con-
trol, which limited the horizonof U.K. investors. Certainly thelarge
savings surplus associated with North Sea oil and the related aboli-
tion of exchange control in 1979 brutally exposed the limitations of
the stock exchange, as the businessarising from the portfoliodiver-
sification that ensued in large part went to overseasintermediaries
in the country of investment rather than being routed through Lon-
don brokers. Thiswas chiefly because British stockbrokers had con-
centrated on the secure domestic market and had not sought or
achieved analyticor dealing skillsin overseassecurities. And at least
in comparison with U.S. markets, the London Stock Exchange was
technologically backward.

It was the submission of the stock exchange rulebook to the Of-
fice of Fair Trading under the Restrictive Trade Practices legisa-
tion that was the catalyst for the changes that have transformed the
face of the domestic securities markets. In order to avoid the delays
and the inhibition to change involved in fighting a case before the
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Redtrictive Trade Practices Court, the stock exchange authorities
agreed with the government to abolish fixed minimum commissions
and toincludelay membersin their council. In theevent, thechanges
went considerably further. Single capacity gave way to dual capacity
50 that the broker/jobber distinction disappeared, 100 percent out-
side ownership of member firms by other financial institutions was
permitted, and a new market structure wasintroduced using screens
for dissemination of market markets quotes.

The consequences have been far-reaching, both in inditutional terms
and asregardstrading structures. Nearly 20 percent of current member
firms of the stock exchange are now foreign owned and the propor-
tion of largefirmsthat are foreign owned is much higher. U.K. banks,
both clearersand merchant banks, have established powerful group-
ings combining stock exchange membership and market making. In
sum, there has been a substantial increase in capital employed in
position-takingand brokerage. The method of trading has also been
radically transformed with the system being broadly comparablewith
that of the NASD in the United States (NASDAQ). Traditionally,
the London Stock Exchange had enjoyed floor trading among com-
peting market makers for domestic purposes. The Eurosecurities
market that developed in London during the 1960s and 1970s was
largely outside the stock exchange and was a telephone and screen
market among competing dealers. With the new technology introduced
into the stock exchangein the context of Big Bang, it was expected
that the trading floor would decline in importance and that a con-
siderable amount of businesswould be conducted from dealing rooms
through telephones and screens. It was not expected that within a
few weeksof Big Bang two-thirdsof the equitiestransactionswould
be conducted avay from the exchangefloor and that now, nine months
on, the floor would be virtualy deserted.

Asforeseen, the market for equitiesin London has become more
efficient and competitive. The value of transactions has more than
doubled since Big Bang—in responseto lower transaction costs and
increased information availableto investors, which enables them to
arbitragemoreeffectively. The enhanced liquidity of the market has
mainly involved the most actively traded shares, but sharesin smaller
firmshave benefited also. Spreadsbetween best bid and offer prices
have narrowed, and the transactions costs paid by ingtitutiona in-
vestors have fallen on major stocks from around 2.5 percent to 1.5
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percent, in part because of a cut in stamp duty from 1 percent to
0.5 percent. In addition, an ability to deal on a net basis with
principals—over.50 percent of deals are now conducted on this
bass—thereby avoiding brokers commission altogether, can reduce
the transaction costs even further—to under 1 percent in some in-
stances. The increasein turnover in equities has also been affected
by the coincidence of another government policy, privatization.

Big Bang was not only designed to improve the market in U.K.
stocksand shares. It was aso amed at capturing for London asignifi-
cant share of the trading in equities that are internationally traded,
which has been one of the most recent developmentsin the genera
internationalizationaf capital marketsand hasfollowed logicaly from
the success of the international bond market. There are, of course,
important differences between equity shares and bonds that are likely
to prevent the development of an offshore equity market like that
in international bonds. Investors need more protection regarding
equitiesbecause the return is dependent upon the performanceof the
company and disclosurerequirementsare morecrucial. Thereisaso
scopefor insider trading. However, a domestic market can provide
theright environmentfor trading of foreign equities. Sharesinforeign
companies havelong been listed and traded in the United Kingdom—
the shares of nearly 500 foreign companies from 38 countries are
listed on the stock exchange. Changesin technology in the London
market for international equitiespredatethose in thedomestic market.
The London Stock Exchangedevel oped a screen-based market in in-
ternational equitiessome 18 monthsbefore Big Bang. This new market
has been very successful, with at present 43 market makers, dealing
in leading equities from about a dozen countries.

Another important area of the securitiesmarket that has undergone
total transformation is the U.K. government bond or gilt-edged
market, which is of particular concern to the Bank of England. In
order to accommodate the moveto dual capacity it becamenecessary
to restructurethis market rather on thelines of the U.S. Treasuries
market. There are now 26 gilt-edged market makers (equivaent to
primary dealersin the United States) and six interdealer brokers pro-
viding pricing information and anonymity in dealing between the
market makers. Becauseof this market's importanceto the authorities,
theBank of England acts as the supervisor of the prudential stand-
ing of the market makers and the interdealer brokers but the basis
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for all thechangesin this market is nonstatutory. Heretoo, post-Big
Bang experience has been encouraging. An already liquid market

has become more liquid, with turnover now three to four times as
largeas before Big Bang. Deding costs and price spreads haveclearly

fallen. Furthermore, the authorities have been ableto embark on an

experimental series of auctions to cover part of the government's -
funding requirements, supplementing the conventional tender/tap

arrangements. Such an innovation isonly possiblebecauseof theexis-

tence of a number of well-capitalized market makers in place of a
few dlimly-capitalized jobbers previoudy.

The restructuring of the securitiesmarkets has not al been plain
sailing. There have been difficultiesarising from the increase in the
volumeof tradingin the U.K. equitiesmarkets. In sofar asthisrelated
tosomeinitial teething troubleswith the new screen quotation system,
matters were relatively easly rectified. The persistent difficulties
firms back offices and company registrars are having in keeping
pace with the volume of businessgenerated in a bull market in the
new environment, with the added problem of coping with massive
privatization issues, is more worrying. Thestock exchangeisaddres-
sing the problem with urgency, but experience in New York in the
late 1960s and early 1970s and the difficulties being experienced in
other European centers adapting to higher business volume shows
that these problemsare not easy to overcome. With the devel opment
of international trading in equities, settlement difficulties carry the
risk of contagion betweenfirmsin different centerswherethereare
delaysin thetransfer of securitiesthat have been traded and, hence,
of possiblefinancid failure, quite apart fromtherisksinherent within
asinglecenter with settlement problems. They areasolikely, unless
cleared up fairly soon, to restrain the development of the interna-
tional equity market.

In response to these settlement constraints, dealing costs to small
investors, which had fallen less than those to ingtitutiona investors
since Big Bang, have now risen back to the pre-Big Bang level and
a number of firms are taking no new clients—at least temporarily.
Thisiscertainly an unwelcome development. By and large, however,
the verdict must be that so far the main aims of Big Bang have been
successfully achieved, dthough it i sto be remembered that the systlems
have not yet been tested in a bear market.
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Regulation of securities markets )

Thereversesidedf the coinfrom the reorganizationin thesecurities
industry described above has been the constructionaof anew regulatory
framework within which that industry should operate. The financia
servicesindustry in the United Kingdom had for many years been
regulated by alimited and rather outdated statute, The Prevention
of Fraud (Investments) Act 1958. This had been bolstered by vary-
ing degreesof self-regulation of somemarkets. Thissystemis being
replaced with a comprehensive regulatory system for investment
business under the Financia ServicesAct. There has been some con-
siderablemisconception about the natureof regulation under this new
legidlation. The categoriesof statutory regulationand self-regulation
and the well-rehearsed arguments for and against each style cannot
be sensibly applied in the U.K. context. The new structure makes
usedf regulation by practitioners, but within a statutory-based system,
athoughin one rather high profile areathat is not subject to the Finan-
cid ServicesAd—the regulation of takeover and mergersactivity—the
Panel on Takeovers and Mergers does still operate on a wholly
nonstatutory basis, subject, of course to the possibility of judicia
review.

The Financia Services Act requires anyone engaging in invest-
ment businessin the United Kingdom to have specific authorization
to do so. Thedefinition of investment businessis drawn very wide,
ranging from primary and secondary market activitiesin equitiesand
debt instruments, the giving of investment advice on al investment
instruments, the marketingand management of investmenttrustsand
unit trusts, to the retail marketing of life insurance. The act gives
powers to the Secretary of State for Trade and Industry, which he
will delegate to the authority designated to regulate investment
businessin the United Kingdom, the Securitiesand InvestmentsBoard
(SIB). The SIB will be financed entirely from the ﬂrivate sector by
feeslevied on those regulated. Firmswill either have to be directly
authorized by the SIB or will haveto bea member of a Sdf-Regulatory
Organization (SRO) recognized by the SIB. In order for the SIB to
delegateits regulatory powers to an SRO, it must be satisfied that
the regulatory scheme proposed is at least equivaent to that of the
SIB. There are two main aspects to the regulatory schemes encap-
sulated in the SROs’ rulebooks. Thefirst concernsthefinancid sound-
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ness of the companiesinvolved, including capita requirements for
securities business. The second relates to the rules for conduct of
business, covering such items as best execution of deals, conflicts
of interest, etc.

The SB recaived its authority from the Secretary of State for Trade
and Industry last month and thefive SRO’s (the Association of Futures
Brokers and Dedlers; the Financial Intermediaries, Managers and
Brokers Regulatory Association; the Investment Management Regu-
latory Organization; the Life Assurance and Unit Trust Regulatory
Organization; and the Securities Association) are in the early stages
of seeking recognition from the SIB. The SRO that will seem most
familiar is that brought into existence by the merger of The Stock
Exchangewith the International Securities Regulatory Organization
to form The Securities Association, which will cover most securities
activities, |ncI uding the Eurobond market in London. Theintention
is that the whole structure will bein placein thefirst half of 1988.

This regulatory schemeis somewhat unusual in having market par-
ticipation as a fundamental precept. Thisis based on the principle
that thoseclosest to the market are better ableto regulatethe markets
than a somewhat distant government department. It is recognized,
however, that such a system could be opento abuseand it isfor this
reason that the SIB (which, while being practitioner based, is not
self-regulatory)is, asit were, set in chargeof independently oversee-
ing the work of the SRO’s. In this way, it is hoped to preserve the
fine balance that there isin regulation not only between short-term
market forces and the need for long-term stability and confidence
but a so between the political need to protect the small investor and
a the same time meet the needs of the professional participants that
bring the vigor and innovation on which markets thrive.

The new financial services legidation was triggered by concerns
about small investorsand, therefore, has relaively detailed rulesamed
at protectingthesmall investor. It isin the wholesale money markets
in sterling, foreign exchange, and bullion that the investor protec-
tion elements of the Financial Services Act seem,likely to be least
appropriate. To recognizethisfact, the government has provided an
exemption for firmsthat comeonto alist to be published by the Bank
of England. Supervision of these firms wholesale market activities
will be on a nonstatutory basis, with their conduct being governed
by codes of best market practice published by the bank. No firm will
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be compelled to come onto thislist, but the bank considersit likely
that most market makers and brokers will want to do so.

In admitting firms to its list, the Bank of England will take ac-
count of certain factors—in particular that the firm is adequately
capitalized, hasthe relevant expertise to carry out its market making
or broker function, and is of good reputation. Although there are
some differences between the details of the capital adequacy tests
proposed by the bank and those of the SIB, these are not expected
to be significant in practice for most firms. More important, both
theSIB and the Bank consider that their requirementswill be broadly
equivaent to those of the Securities and Exchange Commission in
the United States, and intend to work towards the creation of alevel
playing field internationally.

Regulation of the banking sector

Turning to the regulation of the banking sector, the main changes
took placewith theinitiation of a statutory based regimein the 1979
Banking Act. The 1987 Banking Act, which comesinto forcein Oc-
tober, mainly incorporatesa number of amendmentsto the earlier
regime that experience in the intervening eight years has suggested
to bedesirableand that were set out in the White Paper on Banking
Supervision published in December 1985. The most significant
changes are that, as mentioned above, the two-tier system of recog-
nized banksand licensed deposit-takersis abolished and replaced by
a single category of authorized institutions. The use of the name
"bank' in atitleis restricted for U.K.-incorporated authorized in-
stitutionsto those with paid-up capital and/or reserves of more than
fivemillion pounds. Institutionsare required by the statuteto report
to the Bank of England individua large loans and other exposures
that are over 10 percent of their capital base and give prior notifica-
tion of any proposed transaction which would exceed 25 percent of
their capital base. The Bank of England's powersto obtain informa-
tion from authorized ingtitutionsare enhanced, particularly as regards
those that were recognized banks under the 1979 act. A discretionary
power is given to Her Majesty's Treasury to direct the Bank of
England to object to proposed controllers in U.K.-incorporated
authorized institutions if the persons are connected with countries
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that do not give reciprocal access to U.K. entities in the fields of
banking, insurance, and investment business. Authorized institutions
are required to maintain adequate control systems and adequate ac-
counting and other records, and auditors of authorized institutions
are enabled to pass confidential information to the Bank of England,
notwithstandingtheir general duty of confidentiality to their clients.

Another important evolution in the field of banking supervision,
not confined to the United Kingdom, is the proposals on primary
capital and capital adequacy assessment agreed between the U S
federal banking supervisory authoritiesand the Bank of England and
set out in a joint paper issued in January 1987. It is very much to
be hoped that by the end of this year these proposals, amended as
necessary, may have been generally agreed among all supervisory
authorities of the G10 and European Community countries, thus
establishing for the first time commonly accepted standardsin this
vital area. The evolution of international banking in a highly com-
petitive environment has made harmonizationand agreement between
supervisory authorities on the fundamental supervisory concept of
capital adequacy a high priority. Without it, there is a risk that a
competitive rat race could be encouraged, which would not be con-
ducive to the security of the international banking system.

Some regulatory problems

The patient reader will have observed that the separate evolutions
of the banking system and securitiesindustry in the United Kingdom
described above have tended to bring them closer together and for
thefunctions performed by ingtitutionsin each increasingly to merge.
Thishasculminated in the creation at the time of Big Bang of signifi-
cant financia conglomerates, combining under the same overall
management a wide variety of financia operations (albeit often in
different subsidiary companies) that had earlier been carried out in
separately owned and managed entities. Thisfunctiona evolution has
followed the evolution of markets themselves, which have become
moreinternational, moreintegrated, and very much faster moving.

On the regulatory side, however, the functiona basis of supervi-
son has been deliberately maintained, notwithstanding the real
possibility of supervisory overlap between regulatory agencies. This
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is potentialy unsatisfactory and routesare having to be found to over-
come these problems while still alowing individua regulatory
agenciesto fulfill their statutory responsibilities. Not only are there
potential overlaps between one supervisory regime and another—
for example between the Banking Act and the Financial ServicesAct
—but also within regimes, such as between one SRO and another
within the Financia Services Act. The mogt critical areaof overlap
is perhaps between banking and securities supervision when these
activitiesare transacted within the same company. Both supervisors
have statutory responsibility for thefinancial soundnessof thecom-
pany as a whole, and yet the rules being applied to determine that
soundness may be different from one agency to another. In the case
of banking and securities regulation there is a marked difference.
Banking supervisors have a strict definition of capital, but a more
flexible approach as to what counts as ** adequate’*, in that they can
tolerate short-term fluctuations from the target capital ratio set for
an individua bank. Securities supervisors, on the other hand, have
a strict capital requirement for a given portfolio of securitiesbut a
different definition of what constitutes capital from that of the bank-
ing supervisor. This, no doubt, reflects to some extent concern for
the liquidity position of the securities houses, the volatility of a
securitiestrading book compared with a banking book, and the greater
precision with which position risks on portfolios of securities can
be estimated from historical data.

Thedetailsof how supervisorswill sharetheir responsibilitiesare
still being worked out. In principle, it has been decided that most
banking companies caught within the Financial Services Act net will
be subject to lead monitoring by the banking supervisors. The latter
will confirm to the securitiessupervisorsthat the capital is adequate
after taking into account the securitiespositionsof the bank and will
passover to the securitiessupervisorsany returnsreceived that relate
to securitiesbusiness. It isalso proposed that the banking supervisors
notify the securitiessupervisorsif the bank failsat any stage to meet
itstarget ratiosor if they decideto amend thetarget ratio, athough
the details of the revised ratio would not necessarily be discussed.
The securities supervisor would have sole responsibility for com-
pliance with the conduct of businessrules. In principle, it isaso poss-
blethat the banking supervisorsmay delegatelead monitoring of banks
whose businessisamogt exclusively securitiestrading to the securities
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supervisor.

As far as complex financia groups are concerned, the United
Kingdom has developed the concept of a**college™ of supervisors.
While individual subsidiaries would be subject to separate supervi-
sion by the appropriate regulator, it is seen as essentia that super-
visorsshould havethe opportunity to discusstheactivitiesof thegroup
asawholeand to air any concerns with other supervisors. A group
including banking and insurance supervisors, aswell astheSIB, has
been studying financial conglomeratesand all ocating them to a lead
regulator who would chair the discussion of a particular financia
group. At present, it has been relatively easy to determine which
financial groupsshould come under the wing of which lead regulator.
In other words, it is relatively easy to determine which groups are
predominantly banks and which are predominantly securitiestraders.
In the case of insurance companies, the policy of the banking and
insurance supervisors, referred to above, has kept insurance com-
panies and banks from combining with companiesof similar sizein
each others area. Aswith lead monitoringof individual companies,
while outline arrangements for “‘colleges’” have been agreed, the
operational details have still to be resolved, but the Bank of England
remains confident that with good will from al concerned, solutions
to these complex problems can be found.

Conclusion: The future

The restructuringof the British financial system centered around
Big Bang is still very recent, and the new supervisory regime is not
yet fully in place so it would be tempting providence to speculate
too far about possiblefurther development. Theardent wish of many
of those involved must be for a pause for breath, during which the
new structuresof markets and supervision can bed down into some
sort of new equilibrium, but a great surge of competitive energy
having been unleashed, a period of consolidation seems relatively
unlikely. Experienceshows us, of course, that human structures never
arein equilibrium—every apparently static state haswithinit the seeds
of itsown change. The best one can do at this stage, perhaps, is to
try to identify the main characteristicsof those seeds, without seek-
ing to forecast which will prove dominant.
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The influencestending to push developmentsfurther in the direc-
tion in which they are already moving, i.e., towards further com-
petitive restructuringof functionsand thecreationof new and larger
financial serviceconglomerates, are till enormoudy powerful. Inter-
nationa competition shows no signs of abating, particularlyif judged
against the volumeof complaintsthat the playingfieldsare unlevel,
and is likely to be given added impetus to the extent that pressures
in the United States and Japan to amend the Glass-Steagall Act and
Article65 of the Japanese Securities Act prevail. Thereis no sign
either that the major corporate customersfor theimproved and cheaper
financial servicesbeing provided under the new structure are show-
ing any tendency to move away from supermarket shopping to
boutique shopping. We frequently hear from banksthat in order to
gain or retain mgjor international companiesas clientsit is necessary
for them to bein a position to offer afull range of productsand serv-
ices. Finally, the decisions taken at the political level by the coun-
triesof the European Community to liberalizecapital movementsand
establisn afree ""internal market'* in goods and serviceswithin the
European Community by 1992 suggeststhat the scopefor the estab-
lishment of genuinely European financial conglomerates could be
enhanced. The competitive strength and capitalization of U.S. and
Japanese securitieshousesin foreign marketsisin no small part based
on the size of their respective domestic markets. The creation of a
genuindy freeinternal European market in financial serviceshasthe
potential to provide a comparably strong domestic market to under-
pin the international activities of those European financial institu-
tions with the imagination and will to exploit it, although it would
be foolish to underestimate the political obstacles to be overcome.

Thereare, however, influencesmoving in the other direction. The
adequacy of structurescan only be determined when they have been
tested in adverse conditions. So far, the restructuringof the British
financia system has taken place in a sustained bull market. There
aredready signs, however, that some participants have decided that
thereis not enough profitable business to be donein certain aresas,
even in a reasonably benign market climate, to sustain the number
of players currently competing for it. A few market makers have
already withdrawn from particular markets. And concernis widely
felt and expressed at the level of overheads, particularly in terms
of remuneration packagesthat will have to be covered beforeprofits
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will be seen. None of thisissurprising in the context of the holistic
changesthat have taken place. By no meansall firmswish to beall
things to all men and by no means all who do are finding the going
easy.

Itisnot only in new British financial conglomerates that the prob-
lems of control in large organizations have come to the fore, ag-
gravated no doubt to someextent by the cultural differencesto which
reference has been made earlier. The measurement and control of
risk isadifficult areafor al firmsoperating in the current environ-
ment of financia innovation on an international scale, and therehave
been welcome signsin a number of areas recently that managements
of financial institutions are taking this message to heart.

Thedanger of controlsbeing inadequatein large organi zations &f -
fects the attitude and conduct not only of management but also of
supervisors. Thelarger and more varied the conglomerate, themore
each functional supervisor must be concerned less a problemin one
part of aconglomeratespreads by contagion to another. Theinstinct
in such circumstances must be to err on the side of caution, which
impliesmore supervision rather thanless. Thereisarea danger that
thecostsof supervisory compliance may outweigh the potentia gains
of synergy from the formation of a conglomeratein the first place.
Much will depend in the longer term on management systems to
monitor and control risks being seen to be effectively implemented.
The better the intemal management controlsare seen to be, theless
intrusive need be supervisory requirements. We shdl hopeto achieve
the necessary strlngency combined with adaptablllty at reasonable
cost, by maintaining a pragmeticapproach that remainsso far asposs-
ble practitioner-based.|ndeed the apparent complexity of the Finan-
cia ServicesAct derivesin no smal part from theattempt it represents
to incorporate practitioner-based supervision.within a statutory
framework. It istoo early to say that the attempt will be successful.

Finally, it ishard to imagineany such successbeing lasting without
the development of a harmonized approachto securitiesmarket regula-
tion international ly. This has been theinevitabletrend as regards bank-
ing supervision, dow and difficult as the process of harmonization
has proved to be. It can hardly be otherwise with 'securities market
regulation, and it is encouraging that the first steps are being taken
in this direction.



Financial Restructuring:
The Japanese Experience

Yoshi 0 Suzuki

Factors leading to financial reform

The financial system of a country, regardless of timeor place, is
maintained to meet the economic conditions of that country. In the
process of economic development, however, there occur new eco-
nomic or technological conditionsthat foster changeof the financial
system: the coherencebetween the old financia system and the new
conditions breaks down; internal inconsistenciesdeyelop; and the
financia needs of the economy are not met sufficiently. In thissitua-
tion, private financial institutions, which are rich in the spirit of |
creativetinkering, developinnovationseven within theold financial
system and circumvent old regulations in order to conform to the
new conditions. Thereis, however, alimit to what such innovations
can do, and eventually political and economic pressuredevelopsfor
relaxation or abolition of al regulations. Meanwhile,the regulatory
authorities have no choice but to ratify these private sector innova-
tions through liberalization of regulations or restructuring of the
regulatory framework. In this way, the driving forces of financia
reform are the emergence of contradictionsbetween the old finan-
cia system and the new technological or economic conditions and
the reaction of both public and private sectors to these contradic-
tions (Suzuki 1983a, 1984ab, 1986a, Silber 1983). ,

What then are the new technological and economic conditionsthat
have driven the recent worldwide and simultaneoustrend of finan-
cia reforms? There have been, in my opinion, four such conditions
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common to al countries. The first condition was the inflation that
occurred worldwide after the first oil shock and the resulting sharp
increases and volatility of interest rates. The second condition was
the rapid progress of computer and telecommuni cationstechnol ogy
and itsgpplicationin financial business. With thistechnology, financia
institutions developed many of the so-called new financial products
and significantly lowered the supply costs of financial services. The
third condition was the more active international capital flows that
occurred after the shift to the floating exchange rate systemin 1973.
The fourth and final condition was the expansion of fiscal deficits
in various countries, which hastremendoudy expanded open markets
in various countries because of the large-scale flotations of govern-
ment bonds (Akhtar 1984, Suzuki 1984a).

Although financid reform isa phenomenon common to many coun-
tries, it did not necessarily manifestitsdlf in the same way everywhere.
In some countries, it was accompanied by disturbances such as bank
insolvencies and bank runs, while in some countriesthere was in-
tense pressure to change the permitted fields of businessfor finan-
cia institutions. Thus, it is difficult to describe smply the degree
of financia reformin a country. If | may, however, make a bold
attempt at classifying countries, they would fal into three categories:
thosethat experienced sudden financial reforms, such as the United
Statesand the United Kingdom; those that experienced gradual finan-
cia reforms, such as Japan and France; and those that experienced
only limited reforms, such as Germany and Switzerland.

Thesedifferencesin category may be attributed to two factors, the
degree of regulation in the old financia system and the means by
which the new conditions expressed themselves (Akhtar 1984,
Bingham 1985, Suzuki-Yomo 1986). For example, in the financia
system in the United States, there were, until very recently, strict
interest rate regulations administered under Regulation Q and the
regul ationsunder the Glass-Steagal | Act separating commercial bank-
ing from investment banking. In addition, there was the prohibition
on carrying out banking business across state lines according to the
McFaddan Act, regulation not seen in other countries. Under this
regulatory system, sudden, concentrated, and s multaneouschanges
in technol ogical and economic conditions caused large fluctuations
of both interest rates and pricesin short periods of time and, thus,
invited rapid financia reforms. In Japan, thereal so existed not only
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interest rate regulations and business activity regulations as in the
United States, but also, until very recently, regulationsthat separated
domesticand foreign markets. The new conditionsin Japan, however,
were primarily thelarge-scaleflotation of government bondsand the
growth in the movement of internationa capitd flows, and they were
felt over an extended period. Hence, there were no large fluctua-
tionsin interest rates and prices so that financial reform could pro-
ceed gradually. In Germany and Switzerland, interest rate decontrol
hed dready been achieved in the 1960s and regulationson the business
activitiesof banksdid not exist in principle because of the approach
of universal banking. Even with new conditions, the fluctuations of
interest rates and prices were rather small so that financia reform
proceeded only to a limited extent.

Looking to the future, one may expect that financial reform will
be relatively rapid due to the development of information technology,
even if other conditionsare calm. Thistechnological basis of finan-
cid reform hasseverd implications. First isthat such financial reform
isunavoidableand irreversible; it will be quitedifficult for the new
systemonceformed to returntoitsorigina state. Second, such finan-
cia reform will proceed more easily. Since development of the
computer software requiresagreat deal of know-how, time, and fund-
ing, it can lead to high founder's profits. Banking managers, thus,
have alargeincentive to develop new products. Third, such reforms
will further globalizethefinancial system (BIS, 1986). Although the
financia systemsof each individua country grew in their own par-
ticular historical gardens, they must now adjust to the new, com-
mon, and worldwide soil.

Financial reform today and tomorrow: The Japaneseexperience

Financial reform in Japan first attracted attention when a new
historical eraemerged for the Japanese economy, thetimeof the Nix-
on shocks, the first oil shock, the end of the high-growth period,
and the start of the floating exchange rate system. Thesedevelopments
faced the Jgpanese economy with anumber of changesin technological
and economic conditions.

The first mgjor change was the large-scale flotations of govern-
ment bonds that accompanied the shift to low growth and the conse-
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guent expansion of free-rate, broad, and open financial markets in
both long and short-maturity assets. Devel opmentsincluded the secon-
dary market in long-term government bonds, the primary market in
medium-term government bonds, and the repurchase market. A sec-
ond magor change was the new sensitivity of corporationsand in-
dividualsto freeinterest rates. This new sengtivity devel oped because
of the need to cut costsin a period of lower growth, the lower rate
of increase of wages, the strengthening of the own-capital base of
corporations, and asset accumulation by individuals. The third ma
jor change was the integration of domestic and foreign financia
marketsafter new incentives brought by the shift to floating exchange
rates and the revision of the Foreign Exchange and Foreign Trade
Control Law in 1980 that made capital transactions free in princi-
ple. The fourth major change was the active introduction of new
telecommunicationstechnology and computers by financial institu-
tions, which improved efficiency of portfolio management and
reduced costs (Suzuki-Yomo 1986, Cargill 1985).

With these four changes,the movement for financial reform began
but soon conflicted with thefinancia regulationsand customsof the
postwar recovery period and high-growth period. The most impor-
tant conflicts were in the areas of interest rate regulation, business
activity regulation, and auxiliary regulations, such asthoseon capita
flows, those on foreign exchange, and those amed at maintaining
orderly credit conditions such as collateral and entry regulationsin
banking.

Interest rate regulations

Because all but avery small portion of lending rates and bond rates
in Japan are market-determined, the core of interest rate regulation
isthat on deposit rates. Such regulationswerefirst introduced in the
form of agreements among banks during the first third of this cen-
tury, when there were repeated financia panics. These agreements
weretransformedinto law in the postwar period in order to diminate
cartel behavior. Throughout Japan's high-growth period, the deposit
interest rates were maintained in genera at low levels. One cannot
deny that this system intended to depress interest rates artificialy
in order to lower thefinancia costsof exportsand investment (Suzuki,
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1986a).

The influence of interest rate controls as a policy tool weakened
with the onset of thelower-growth period, but the controlsthemselves
remained. What weakened them so much were activitiesin the private
sector that sought to circumvent the controls. First came the large
increase in Gensaki transactions by securities companies from the
mid-1970s. These transactions were generaly of the same form as
repurchase agreements (RP’s) in the United States and transformed
long-term (ten year) national bonds into a short-term (three to six
month) free-rate securities. Corporationsnaturaly shifted fundsfrom
regul ated fixed-term depositsinto the Gensaki market in order toin-
vest their funds more efficiently. Next, the securities companies
developed the medium-term bond fund, a type of investment trust
for smal unit transactions, and sold such fundsto individua investors.
In addition, the postal saving system, which is a type of publicly
managed bank, developed an attractive asset known as the fixed-
amount of postal savingsaccount. Thisaccount became quite popular
becauseof its high interest rate, and depositsshifted rapidly into such
accounts. As a result of these innovations, the share of funds held
by deposit taking institutionsfell from the level of 60 to 70 percent
in earlier years to about 40 percent. The banks countered these
movements by the introduction of free-rate certificates of deposit
(CD’s) in 1979 and of money market certificates(MMC’s) in 1985,
whose interest rates were tied to CD rates (Cargill, 1985, 1986,
Cargill-Garcia, 1982, 1985, Wenninger, 1984).

On seeing these movements in the private sector, the regulatory
authorities not only approved the new financia instruments outside
of the old regulatory framework but also liberalized the regulated
interest ratesthat till existed. For example, in 1985, theinterest rates
on large-scalefixed-term deposits of more than 1 billion yen were
liberalized, and thereafter, the minimum size for afree deposit was
gradually reduced to 500 million yen, then to 300 million yen, then
to 100 million yen. The denominationsand minimum deposits for
CD's and MMC'’s were also reduced, and currently the only deposits
that face strict regulations as in earlier years are those of less than
one month maturity and those of less than 10 million yen.

Althoughinterest rate liberalization in Japan resembled that in the:
United States, there weredifferencesin severa important points. In
the United States, the Depository Institutions Deregulation and
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Monetary Control Act of 1980 was passed in March of that year and
called for a policy of liberaization in the relatively short period of
threeyears, so that liberalizationwould be accomplished by October
1983. In Japan, in contrast, since the announcement of liberaliza-
tionin aMinistry of Finance reportin May 1984, liberalization has
proceeded gradually. Second, although both countriessaw confron-
tations between banks and securities companies, there were also
demands from savings banks and similar institutions in the United
States, while there were demandsfrom foreign financial institutions
inJapan. Third, in the United Statesthere has been acompleteliberal -
ization for small deposits, whilein Japan thereis still need for discus-
sion on this issue (Suzuki, 1986b).

One of the great issuesfor Japan in the future will be how to pro-
motethefina liberalization of interest rates on small deposits. The
government has made its policy on this quite clear:

Theliberaization of interest rateson small accounts will pro-
ceed after that on large accounts, and after promoting discus-
sion at the earliest possible time of various specific problems
on thebasis of such factorsas depositor protection, total balance
between the postal savings system and other institutions, and
other such background preparations.

Onthisbasis, an advisory body to the Ministry of Finance has stated
that *"it is realistic to start liberalization with the establishment of
small-scale MMC accounts as a transitional measure."

The difficulty is whether the introduction of small-scale MMC’s
can be followed by the complete liberalization of small deposit in-
terest rates. Thisdifficulty arises because of the pogta savingssystem
in Japan, an ingtitution that does not even exist in the United States
and that is much larger than the correspondinginstitutionsin Europe.
Because the posta savings system holds one-third of individuals
deposits, liberalizationof al small depositinterest rates would make
the postal system the price-leader. Thereis afear that interest rates
will be determined at levels that are quite different from those that
would otherwise be determined by supply and demand.
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Business activity regulations

There are three basic distinctions of business activity in financia
markets in Japan: those between banking and securitiesbusinesses,
between banking and trust businesses, and between long and short-
term finance. Only Japan among the advanced countries has such
aclear divison of activities (Suzuki, 1986a). There have been severd
reasons for these clear divisions. The first was the recognition—
based on the process of financia panics—that banksshould speciaize
in short-termfinance both to protect depositorsand to avoid conflict
of interest. The second was the need in the high-growth period for
financial institutions that specialized in long-term finance, such as
long-termcredit banksand trust banks. Thethird, which appliespar-
ticularly to thedistinction between banks and securitiescompanies,
was the rather abrupt introduction in the postwar occupation period
of the American sysemasawhole. There was a so, however, apolicy
of using the specidization of securitiescompaniesto devel op securities
markets, which had been somewhat underdevel oped until that time
(Bank of Japan, 1987).

Among the mgjor countries, the system in the United States is
+ closest to that of Japan, but even here there are contrasts, with Japan
freer in some cases and stricter in others (Suzuki, 1986b). For ex-
ample, the distinction between banking and securitiesbusinessesis
not controlled in Japan through regulations on the acquisition of
securitiesand equitieswith investment intent by banks, but the distinc-
tion is much,stricter in the United States and such acquisitions are
prohibited. Joint operation of banking and trust businessesby banks
is permitted rather freely in the United States, but not so in Japan.

The regulations on separation of businessin Japan have been eased
considerably in recent years. Oneareadf easing concernsthedistinc-
tion between banking and securitiesbusinesses. In the prewar period,
tradition separated these two types of business with the exception
of underwriting activities. In the postwar period, Article 65 of the
Securities and Exchange Law regulated most activities, including
underwriting. Under this article, as in the United States, the pro-
hibition on bank securitiesbusinessdid not apply to national bonds,
local government bonds, and government-guaranteed bonds, but ad-
ministrative guidance in Japan, in fact, prevented underwriting all
but national bonds.
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But changesin conditions caused changesin the system. In the sec-
ond hdf of the 1970s, with thelarge-sca eflotations of nationd bonds,
the banks wanted to supply new financial products that involved
government bonds. This desire led to a magjor debate between the
banking and securitiesindustries, and in the end, the new Banking
Law of 1981 and the revised Securities and Exchange Law settled
the issue by clarifying the forms in which banks might carry out
securities business activities.

Under the new law, banks were permitted for thefirst timeto carry
out subscription activities connected with the underwriting of public
bonds and to dedl in public bonds. Securitiescompanies, on the other
hand, were permitted to establish medium-term bond funds and to
use these to devel op Cash Management Accounts (CMA’s) that are
amost identical to those in the United States. Thus, the securities
companies were successful in creating a high-yielding account with
a paymentsfacility, even though formally these paymentsgo through
an ordinary deposit account. Moreover, securitiescompanies were
permitted to makeloansto their customerson the collatera of public
bonds. Both banksand securitiescompaniesare operating in the new
established bankers acceptance market and will also operate in the
new commercia paper (CP) market that is expected to begin thisfall.

The distinction between long-term and short-term finance is also
growing weaker, as commercia banks expand long-term lending and
as institutions that had speciaized in long-termfinance expand short-
term lending. On the asset side, the regulationsthat separated long-
term and short-termingitutionsarelosing all meaning. On theliability
side, however, the commercial banks remain restricted to deposits
of less than two yearsin maturity, while the long-term credit banks
are permitted to raise funds of up to five yearsin maturity. Thus,
for the commercia banks, thereisa mismatch of maturity structure,
and they have handled this problem through measuresto circumvent
regulations, such as interest rate swaps. In the future, even liability
sidedistinctions will gradually fade, ascommercia banks may float
long-term CD’s in the Euromarkets or lobby to alow alengthening
of the maturity of their domestic fixed-term liabilities.

Thedistinction between commercia banksand trust companiesis
also weakening. For example, a major fund-raising method for the
trust banks has heretof ore been the so-called money loan trust, which
matched long-term assetsand liabilities. However, as the barriers
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on theliability side betweenlong and short-term finance are reduced,
the distinction between money loan trusts and other types of long-
term fixed-term depositswill blur. Moreover, in theareaof pension
trusts, which were the original type of business for trust banks,
criticismof barriersto entry from both domestic and foreign sources
has been growing because this is a growth area. The barriers here
will have to be reduced over time.

The problem of barriers between commerce and banking was one
focus of the Corrigan Report (Corrigan, 1987), but this particular
problemis not very keen in Japan. The reasonsfor this are that finan-
cia holding companiesare not permitted and that Japan has no in-
terstate banking regulationsthat give incentivesto establish nonbank
banks. In addition, it is not easy for a bank to be taken over through
stock purchases, because ownership of bank stock in Japan is very
broad based due to the preference of stockholders for longer-term
assets.

Nevertheless, it seemsinevitablethat sooner or later such problems
will become important in Japan as well. When they do, as pointed
out in the Corrigan Report, it will be necessary to classify financia
institutions into severa categories according to their payments ac-
tivities, i.e., by listing theactivitiesthat may becarried out by financia
institutions that have settlement facilities as part of their business.
This is the right method for the distinction because the stability of
the paymentssystem is the most important basisof afinancia system.

The Corrigan Report also proposesa Nationd Electronic Payments
Corporationto help stabilize the paymentssystem. In Japan, hereto-
fore, payments services have been provided by acooperative system
between the central bank and private sector banks. It would be
necessary to consider carefully what effect the establishment of athird
party in the middle would have on the payments system.

Auxiliary regulations for orderly credit conditions

The ex ante safety net for the payments mechanism in Japan has
two magjor parts, bank supervision and portfolio regulations (e.g.,
capital adequacy, liquidity requirements, and loan concentration
limits). The ex post safety net comprises the central bank's lender
of last resort function and the deposit insurance system. These two
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safety nets do not differ in major respects from those in the United
States or other mgjor countries (Friesen, 1986). Japan does differ,
however, in thefinancial customsfor supporting orderly credit con-
ditionsand the actual administrativeoperation of the safety nets. The
most important differences lie in such areas as collateralization of
assets, the regulations on bank entry and exit, and the supervisory
system of financid ingtitutions.

Collateralization haslong been the principlefor financia transac-
tionsin Japan. Both issuesof corporatedebenturesand interbank trans-
actions have aways been collateralized. Bank |oans were mostly col-
lateralized as well, but recently the proportion of collateralizedloans
has falen precipitoudy because of increasedforeignlending. Never-
theless, for city banks, 25 percent (and 60 percent if guaranteesare
included) of loans are collateralized.

Theprincipleodf collateralization, like other regulations, was based
on the experience during financial panics and took hold spontaneously
as afinancia custom, but as the internationalization of finance pro-
gresses, cusoms such asthis, which are uniqueto Japan, areincreas-
ingly being reconsidered. In the long-term bond market, the issue
standards for noncollateralized bonds have been eased substantialy,
and as of April 1985, two rating companies had been established.
Inthe money markets, at thebehest of foreign banks, noncollateralized
transactions were permitted in 1985. The new CP market will also
be an uncollateralized market, and thereafter uncollateralized trans-
actionsin corporate bonds and other instruments are expected to in-
crease substantially. For thisto occur, however, it is urgent that the
rating companies mature (Cargill, 1986, Suzuki, 1986b).

Japan has a so differed from other countriesin its attitude toward
entry and exit in banking. Administrativeguidance hasenforced the
basic principle that, with exception of the entry of foreign banks,
neither establishment of new banks nor dissolution of existing ones
is permitted. There has not been a single newly established domestic
bank sincethelast haf of the 1950s, with the special exceptions of
changesof thecorporateform of certain ingtitutions. Neither hasthere
been a single bank failure in the postwar period nor a drawing on
the resourcesof the deposit insurance system since the system's in-
ception in 1971. This contrasts with practicein the United States,
where more than 300 banks were established and 138 disappeared
last year. {
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Entry and exist practicein Japan is based on a number of factors,
including historical experience and the need for efficiency. Japan's
experience during the financial panics was that newly established
banks went bankrupt easily. The number of banksin Japan fell from
1,036 in 1920 to 369 in 1940, but most of these were saved by pro-
vision of liquidity from the central bank, and in the end they were
absorbed by other banksin theform of mergers. In the postwar period
as well, whenever problem banks arose mergers were sought with
other financia institutionsso that there were, in fact, casesof disap-
pearance of ingtitutions. In contrast, in the United Statesin the period
of financia panics, there were many bank failuresone after another
so that between 1920 and 1940 the number of banks was reduced
from 30,291 to 14,361, most of which camethrough the straight out
closing of banks. Such closings continued in the postwar period
(Golembe-Holland, 1983, Kane, 1977, 1981). Whether this contrast
will continueis an open question. As liberdization in Japanese finan-
cia marketscontinues, there has been astrengthening of bank manage-
ment, and there was an expansion of the deposit insurance system
last year. It is not clear, however, whether because of this expan-
sion there will start to be bank failures in Japan.

The third difference between Japan and other countries is in
elementsaf bank supervision. First, the right to issue operating per-
mits belongsto the Ministry of Financein Japan for al typesaf finan-
cia institutions, i.e., not only for banks but also for credit coopera-
tives, government-related financia ingtitutions, securities companies,
insurancecompanies, deposit insuranceinstitution, etc. Thereisonly
one exception, the postal saving system, for which the supervision
authority lies with the Ministry of Posts and Telecommunications
(Hamada-Horiuchi, 1984, Horiuchi, 1984). In the United States, in
contrast, the supervisory system is extremely complicated. Second,
the Bank of Japan may carry out transactions with al types of finan-
cia ingdttutions, 0 that there are regulations and supervision
concerning matters related both to monetary policy and credit con-
ditionsfor al ingtitutions with which the Bank of Japan has business
contracts. For example, the Bank of Japan is permitted to open cur-
rent transaction accounts with securities companies and may also
conclude lending transaction contracts, but as a result of these rela-
tionships, the securities companies are subject to the same supervi-
sionasbanks. In contrast, in other major countries, the central banks
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in principledo not carry out transactions with securitiescompanies,
and regulation and supervision functions are carried out by other
government ingtitutions, such as the Securities and Exchange Com-
missionin the United States. Third isthe central function played by
examinationsof financid institutions. Both the Ministry of Finance
and the Bank of Japan carry out on-site examination of banks every
two years, and thus, each financia institution has an examination
every year. This method was adopted becausethereare limitsto the
effectiveness of explicit regulations, such as capital adequacy. It is
based on the idea that, in the final analysis, the only check on the
soundness of management is an assessment of the assets of thein-
stitution at the micro-level. This method does, however, have the
two demeritsthat it imposesavery heavy burden on the central bank
and that it is difficult for depositorsand investors to understand. In
foreign countries, explicit regulations are used for the most part. In
the United Kingdom and West Germany, on-siteexaminationare not
even performed. The systems of supervision are also undergoing
reform as they seek to adapt to new conditions, such asimplementa-
tion of electronic data processing supervision.

Future issues for Japan

Financial reform hasaready gone far in Japan and, given the ef-
fectsof technological progressand other factors, seemslikely to go
farther. If it does, the mgjor issue will bethe stahility of theresulting
financia system.

The term *"stability of the financial .system’’ has various mean-
ings, but two are of primary importance in Japan. First is stability
in the sense of whether the new financial system in Japan will, in
fact, be consistent with those in the rest of the world and thus be
able to avoid further revison—given that this new financial system
will be constructed dong linesthat answer the reditiesof the Japanese
economy. Consistency is particularly important for Japan today, as
Japan congtitutes one-tenth of the world economy and is the largest
creditor on earth. Second is stability in the sense of whether the new
financia system will be able to perform the mgor functions of the
old financial system, such as intermediation, risk-avoidance, and
payments. As pointed out in the Corrigan Report, the most impor-
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tant is stability of the payments system. This importance is due to
the fact that the payment system is the basis of the society and the
economy and is the fundamenta function of the financial system.
Two aspectsof thisproblem are of interest in light of Japanese con-
ditions, the internationalization of regulation and ensuring stability
of the payments system.

I nternationalization of regulations

Although the globalizationof financial markets has become possi-
ble because of the easing of regulations, there has also been an in-
verse effect. If one were to stress domestic stability too much and
resist all pressure toward change, then international stability would
be sacrificed and, ironically, the system would become unstable.

Onerelated issueis how to respond to the competition of systems
that results from the competition among national markets. In a
globalized situation, both financial institutionsand corporations may
freely choose among systemsand markets to make their transactions,
so that when one country's regulations are less convenient than
another's, financial transactions will leave the country with thein-
convenient regulations. In this process, markets in the convenient
countrieswill wax, and those in the less convenient countries will
wane. This phenomenon, the so-caled ** hollowing out of financia
industry,” may be seen to an extent in various countries as they
changed regulations in an effort to gain business for the financia
institutions and the financial markets of their own countries. This
motivation was seen very strongly in the recent opening of offshore
marketsin variouscountriesand in the Big Bang in London. In Japan
as well, the Tokyo Offshore Market was established at the end of
last year, although in this case the establishment was more the result
of demands from abroad.

Financia reform from an international point of view is, therefore,
necessary, but there are many points of substanceto consider. One
of these is the ease with which there might emerge excesses in the
competition between the systems in various countries. Precisely
becausethe regulation and supervision of banksin offshore markets
is weaker than that in domestic markets, thereis a need for caution
about the consequencesof this competition. For thisreason, the Bank
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of Japan has been emphasizing for some time the need for joint pro-
gress in the offshore markets and domestic liberalization.

Another regulatory problem brought by globalizationistheissue
of theso-caled™*level playing field™* that accompaniestheintensifi-
cation of competition among market participants. This is the reac-
tion to the competitionof systemsnot by changingthesystemin one's
home country to the more attractive state of another but by trying
to change the regulationsin other countrieswith aview to offsetting
disadvantages of one's home financial institutions or markets. For
many years, there has been a principle among the major countries
of nationa treatment in mattersrelating to theentry of foreign banks
into acountry and in the matter of regulation on domestic activities.
But as globalization progresses and as the competition among the
world's financia institutions becomes more severe, contrary trends
have emerged. One of these trendsistoward pressureon other coun-
triesto ensurethat they arefaithful to the promiseof giving national
treatment. Another is the use of so-caled reciprocity in financia
activities. A thirdistoward extraterritorial applicationof the regula-
tions of one's home country for certain types of financia transac-
tions. All these methods are forcing an internationdization of systems,
for better or for worse.

When thetopic turnsto thelevel playing field among many coun-
tries in a globalized situation, the issue then becomes one of stan-
dardization of regulations across countries through multifaceted
discussionsand international agreementsamong the public authorities
of the variouscountries. For example, the United States and the United
Kingdom developed a joint standard for capital adequacy for banks
early thisyear and then called on Japan and other countriesto agree
to these regulations. Japan would be willing to agree to this on the
condition that the definition of bank capital recognize certain customs
concerning thetreatment of the difference between the market value
and the book value of securitiesheld by banks. That is, it has been
a custom in Japan to cover losses not by reductions in capital but
by liquidation of equities. The difference between the market value
and the book vaue of these equities is applied to cover losses. If
the unrealized profitson the holdingsof securitiesat book value were
to an extent recognized as capital, then Japan would accede to the
international movement. In fact, Japanese authorities currently
recognize 70 percent of thelatent valueof securitiesin their calcula-
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tions of the capital ratiosof financia ingtitutions. On this basis, the
capital ratiosfor city banksliein the rangedof 8 to 10 percent, dthough
the ratio would fall to about 3 percent if these unrealized profitswere
excluded.

Thislevel playing field issue is aso related to the differencesbe-
tween various nations' systemsin the treatment of collateral require-
ments and separation of types of business activities. In Japan, it is
generaly the case, as mentioned above, the banks have either col-
lateral or guarantee for lending, and aso as mentioned above, there
are differencesrelating to purchase of equities by banks and joint
management by a bank of both trust and commercial banking ac-
tivities. In order to standardize regulations, there will have to be
deepening of mutua understanding of the financia systems among
countries so that the various sides can meet in the middle.

Ensuring stability of the payments system ,

Financial reform has aso brought major changesto the payments
system, and one of the major concerns is increased systemic risk
among banks (Corrigan, 1982, Stevens, 1984).

Systemicrisk is now greater because of the various typesof basic
risk that have accompaniedliberalization of finance, such asinterest
rate risk, liquidity risk, credit risk, and foreign exchange risk. On
the whole, the possibility of insolvency of some participant in the
payments system has risen. The development of electronic funds
transfer and of internationa paymentssystems has multiplied the quan-
tities of funds being settled, and thus the possibility of an accident
hasincreased (Vergari and Shue, 1986). At amorefundamental level,
there has been a shift of the meansof payment from bank notes that
are supplied by central banksto checks, credit cards, and preauthor-
ized direct debits that are supplied by privatefinancial institutions.
The conseguenceof this shift hasbeen adiminution of the**finality**
that bank notes bring to the payment system and an increasein the
accumulation of arrears.

In order to avoid systemic risk, severa policies may be adopted.
For example, in the United Statesthereisa cap policy. Such amethod
of dealing with the problem cannot, however, go beyond certain
limits. A more fundamenta approach is the reduction of arrears
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through recovery of finality in payments. The reason bank noteswith
their finaity have been losing ground to private sector concentrated
payments mechanismsis that these mechanismsare more efficient.
If, however, technological progresslowersthe cost of settlement on
a one-to-one basis, then there will be no need to raise dependence
on the private payments mechanisms to the point of ignoring the
enlarged risks.

There are several types of payment mechanismscurrently in use
in the United States that have finality and, indeed, may be called
"*convenient electronic bank notes.” Examples include the use of
federal securitieson other transactions that use Fedwire or deposits
a Federal Reserve banks. In Japan as well, there is a clear socia
need for such convenient electronic bank notes and a need for both
the Bank of Japan and private sector financial institutionsto answer
this need. The settlement system with federa securitiesover Fed-
wirein the United States a so involves simultaneousdelivery of the
securities and execution of the settlement of funds in the form of
ddivery againgt payment. Neither securitiessettlement system in Jgpan
has this form. From the view point of reducing risk, the necessity
of introducing such a system is growing.

Thetraditional notion of asafety net isalso important in theeffort
to reducethe latent risksin the paymentssystem. Toignoreit would
be to increase the burden on existing safety nets and would lead to
fears of greater burdens on banks—because of the need for higher
payments reserves, higher capital, and higher deposit insurance rates.

Theex ante safety net must, of course, be based on sound manage-
ment, self responsibility, and increased supervision and examination.
In the ex post safety net, the central bank would form the nucleus
aslender of last resort. The net would aso be supported by thedeposit
insurance system. It is nécessary to remember, however, that too
much reliance on ex post mechanismswill raise mora hazard and
perhapsironically lead to a reductionin the soundnessdf the system
(Benston, 1986, Kaufman, 1986). In maintaining orderly credit con-
ditions, the ex ante e ements of the framework must function suffi-
ciently, but theex post mechanismsmust also act appropriately. Only
in thisfashioncan the stability of the paymentssystem be maintained
through the complimentary actions of both.
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Perspectives on Financial Restructuring

L. William Seidman

As Henry Kissinger used to say in our White House staff meetings,
when discussing economics, **It is with an unaccustomed sense of
humility that | address you on this subject.**

Thisdistinguished group of scholarsand practitioners, all proson
the subject of financia restructuring, requires me to approach the
subject in the same way. While my background gave me a certain
familiarity with the workings of the financial system, not the least
of which wastrying to meet my borrowing commitments, | must ad-
mit restructuringof the system was not a primary concernof my past.
That changed dramatically as | began to work my new job at the
Federal Deposit Insurance Corporation—the FDIC.

My colleaguein the Ford administration, former Treasury Secretary
William Simon, early on observed that most regulatorsand legidators
approached the subject of banking law reformsas though they were
trying to reenact the old fable about the blind man and the el ephant.
After due consideration, his perceptionchanged. He decided that an
elephant was by far too clean, noble, benign, and, above all, petite,
to accurately, or humanely, compare with the body of banking regula-
tions. When he made the comparison in later years, he felt he had
to swap abrontosaurusfor the elephant to get thingsin proper scale.

Of course, my commentsareto be about perspective, and perspec-
tive, or thelack of it, iswhat the old fable is about. | would guess

Thas paper was presented as the symposium's luncheon address.
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that with all theexpertisegathered in thisroom, most of you entered
with afairly fixed perspectiveon the futureof financial institutions.
We probably each have a firm hold of some part of the animal we
cal thefinancid structure and a firm conviction of what the whole
thing really should look like. It is our modest hope that we of the
FDIC can make a contribution to your thinking about the financial
system and its future organization. For a considerable period, the
FDIC has been a work on a project that, we think, you will find
useful.

Although this project containssome conclusions, our aim has been
not to come down from the mountain with a definitiveset of tablets
engraved with the restructuring proposal. Instead, our purpose has
been to assemble historical, factua information that can be useful
as a starting point on the road to our future financial marketplace.
TheFDIC's study, entitled "*Mandate for Change: Restructuringthe
Banking Industry,"* copiesof which are available for you, we hope
will help us al to reason together. Y our comments, civil or other-
wise, are solicited.

For along time, bankers, businessmen, regulators, and lawmakers
have all, from their varied perspectives, been aware of problems
developing in the structure of our financial system. But often, en-
trenched economic power, diverseviewsof history, and differences
in regulatory philosophy have prevented the agreement essentia for
a comprehensive approach to creating a new structure. The recent
banking bill passed by Congressisacasein point. To many of us,
thislegidation, while containing much of benefit, till contains many
more temporary fixes, moratoria, and stopgaps, than isgood for the
system.

As we know, ajourney of athousand miles begins with a single
step. But beforethat can be taken, it helpsto know in what direction
we wish to proceed. *'If you don't know where you are going, any
road will do."" Everyone seems eager to start this journey, but this
legidationreflectsacertain lack of unity, to say theleast, with respect
to an agreed genera sense of direction for thefinancial system. But
as Henry Ford observed: **Don't find fault. Find a remedy.” With
thisin mind, let me provide you with alittle background on just how
this latest FDIC study came about, along with an idea both of its
scope, and of some of its findings.

When | was confirmed as chairman of the FDIC some 20 months
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ago, | had one advantage. As a newcomer | did not have any fixed
perspectiveon how a financia restructuring should be accomplished
and, as| have said, | did not think about it much. Thus, it seemed
useful to try to get together an organized and objective inventory
of just what was on the table and find out what tools wereavailable,
drawing both from historical mandatesand current options. Let me
summarize then, our FDIC study.

Theinitia chapter givesthe background that | have just covered.
Chapter 2 deals with the changing marketplace and concludes that
market developments have dowly but significantly altered banking's
traditional role, effectively wesakening it, diminisningitsrolein the
economy, and reducing its capita ratios and its marginal safety.

Thethird chapter isan historical overview and perspective. It con-
cludes that regulation of American banking institutionsis involved
inlong and rather uneven cycles swinging back and forth likea pen-
dulum, swinging from strict control to comparativefreedom. As Pro-
fessor Robert Higgs points out in his new book, **Crisis and the
Leviathan," crisistendsto increasethe growth of government con-
trol. When the crisis abates, the government loses some of its
powers—but never al that it gained. This seemsto apply to banking.

S0 at one extreme of the pendulum'’s arc; we see eras where the
banking laws tend to leave the marketplace essentially much alone.
Commerceand banking, for instance, are often intertwined. At the
other extreme, we have periods of heavy government oversight and
regulation, and to use the example again, relations between com-
merce and banking are carefully controlled. But overall the swings
of the pendulum are not often evenly balanced, and the long-term
trend, as Professor Higgs points out, is an increase in government
control in the marketplace.

Thus, U.S. history mandates no set program. We've tried just about
everything. When our lawsare changed, they most often are changed
in reaction to conditionsthat, starting as problems, have ripened in-
to crises. Thisis why we seem to swing between extremes—from
comparativefreedom to strict control. Thus, our review of the past,
not surprisingly, finds no inherent historical basis for stating that
finance and commerce must be separate.

The study then proceeds to deal with the prohibitions set forth in
* the Glass-Steagall Act. It concludes that, in the 1930s, the general
view of Congresswasthat the mixing of commercial and investment
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banking threatened the safety and soundnessof the banking system,
created numerous conflict-of-interest situations, and led to economic
instability. To aleviate these concerns, the Glass-Steagall Act was
enacted. It appearsthat, to theextent that theseconcernswerevalid,
they could have been handled through less disruptive means. But
abuses did occur. The study concludes that with a degree of super-
vision and regulationand some restrictionson bank affiliate powers,
significant progress could have been madeto correct thefailuresthat
occurred without the stringent measures of Glass-Steagall. Glass-
Steagall was not the required answer.

Chapter 5 of the study examines the conflict-of-interest question
in the banking system, and its potential for trouble. It statesthat after
an anaysis of severd types of potentia conflicts, that in every in-
stance, it appears the level of abuse could be brought well within
acceptable boundariesthrough supervision. In fact, the banking agen-
cies have been successfully supervising the basic conflict of interest
inherent in the banking system throughout their history sinceagreat
majority of bank directors borrow directly from their own banks.

Now we come to Chapter 6, which is the heart of the study and
deals with ** Safety and Soundness."" This key section discusses the
ability of bank supervisors to build an effective supervisory wall
around the bank, no matter who owns it. The answer seems to be
central to argumentsabout mixing banking and commerce. It defines
the question, **Can we create a wall around banks that makes them
safe and sound, even from their owners?"* Some have argued that
this violates human nature and common sense. Still, most regula-
tions are designed to control poor human behavior.

If a**wall** can bebuilt, direct regulatory or supervisory authority
over nonbanking affiliates or even bank ownersis not necessary. This
isaquestion that haslong puzzled and fascinated economic theorists
and lawmakers, the generals and aides who rule the battlefield of
banking law. But | thought it might be a good idea to consult some
foot soldierson the question—the FDIC's corpsof bank supervisors—
to get some practical opinions in addition to the theoretical ones
aready on hand in great supply. Becauseif suchawall can bebuilt,
it would seem to bethefirst step toward solving agreat many ques-
tions regarding financial restructuring of banks.

The opinion of the FDIC's corpsof professional bank supervisory
personnel, speaking from experience gained in thousands of bank
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examinationsover a54-year period, isthat a"*wall** isindeed **do-
able.”" Furthermore, this"*wal"* could be constructed in asimple,
practical, and effectiveway. Also, it should be possibleto determine
what activities can occur either outside or inside the wall.

The keystone of thiswall lies in appropriate bank safety supervi-
sion.I believeit is afact of human behavior, at least in the United
States, that amagjority of peopleplay by therules. However, asmall
percentage usudly do not. Thus, the supervisory chalengein creating
a'"safety and soundness™ wall isto identify and restrain the minority
who will abuse the system. If, to greatly smplify with an example,
90 percent of the bankers obey the law, and 10 percent seek to beat
it, then the clear supervisory challengeisto seethat as few as possi-
ble of the errant 10 percent succeed.

We asked our professional supervisory steff if they could create
awall, and if they could, what toolsthey would need. Their answer
was that most of the materials needed are aready at hand.

We at the FDIC are even close to having the manpower we would
need to do our part of a creation of the wall. Currently, we have
about 2,000 examiners and my gtaff tells me we could get our part
of the job done with fewer than 2,500.

The requirements of the staff with regard to the inventory of
regulatory powers are set forth in Chapter 8. They are as follows:
First, retain the limitations on dealing with nonbank affiliates con-
tained in Section 23A of the Federal Reserve Act. These would also
need expansion to cover *"nonbanking™ subsidiaries of banks. Sec-
ond, retain the new Section 23B just passed by Congress, which
specifiesthat dl transactionswith affiliatesbe conducted at an **arm's
length™* distance. This section also prohibitsany action which would
suggest the bank is responsiblefor any action of the nonbank effiliate.
Third, enhance authority to audit both sides of any transaction be-
tween abank and itssubsidiaries or affiliates. Fourth, authorizecol -
lection of certainfinancia datafrom bank affiliates, where needed.
Fifth, clearly defined regulatory authority to require, from either a
practical or risk standpoint, that any nonbanking activity be housed
outside the bank, in either a subsidiary or affiliate. Moreover, the
power is needed to excludefrom the bank's supervisory capital com-
putation any equity investments in such nonbanking businesses.

FDIC's bank supervisors, speaking from 54 years of examination
experience, believethat these materials will be sufficient to construct
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a workable *"wall."" The view of our supervisorsis that out of the
10 percent of bankers who, in theory, might be prone to abuse the
new rules, that these tools would be enough to catch at least nine
out of ten of the abusers. It would aso mean for the vast mgority
of bankers a better shot than they have now for improving their com-
petitive positions, and as well as the capital, and safety, of their
institutions.

If a**wall** ispossible, where do wego next?| can tell you what
my gtaff thinks. They would eliminate both the Glass-Steagall restric-
tions, aswell as much of the Bank Holding Company Act. My staff
takesthe position that, given proper insulationof the bank, laws that
require a holding company structure are redundant and, therefore,
inefficient and unnecessary. Some say we should do thisimmediately.
They make many persuasive points. But | personaly do not think
| would advocate racing down that road just yet. | have sat through
too many meetings with Chairman Paul Volcker. | concur with
Winston Churchill that ** Honest criticism is hard to take; particularly
from arelative, afriend, an acquaintance, or astranger.” | believe
we need to be ready to discussthe proposalsin detail before we act.

My reasons for this are ssmple. Onelesson our historical review
made clear was that our present financial marketplaceis both more
complex, and moving at higher velocity, than in any previousera.
To me, this means charting a course that combines moving toward
arelaxationof restraintson bank powers, ownership, and affiliates,
while strengthening safety and soundnessthrough supervision. The
process of deregulating a part of an industry that has been heavily,
and complexly, regulated for decades is not an easy one. No one
can say now for sure where the course may have danger spots. But
if the perspectivesshown by FDIC research indicate that indeed, our
courseispassable, it isclearly away to abetter capitalizedand more
competitive banking system. As General Patton pointed out, ** Take
calculated risks. That is quite different from being rash.™

We do not need to set an unchangeable course. We can move in
a step-by-step process toward a less regulated structure, with an
evaluation of each step adong the way. The suggested step-by-step
processisoutlined in Chapter 9 of the FDIC study. However, if we
can agree upon the fundamental s, we will know where our stepsare
leading us. We are headed toward a system that keeps banks safe
becausethey are specid but |l ets the marketplacearound them operate
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with freedom from bank regulators. This can create a safer and
sounder system for depositors, usersaf the transfer system, borrowers
and traders; a more competitive and better capitaized banking system,
asimpler and less costly regulatory structure, and a system that can
serve consumers more efficiently. It also assures that the Federal
Reserve has its needed tools for monetary control.

As a member of the Washington bureaucracy, | an not unaware
of the amount of agency and special interest turf that could be tom
up by meansof this restructuring—includingthe turf of the FDIC.
Only an agreement of the private sector on these goals can move
the mountainousbureaucraticand special interest line defending the
status quo. As my old football coach used to tell me, to give us
perspective, " The bigger they are, the harder they fall."

Sound financial restructuringwill require the best thinking of the
industry, the regulators, the academic world, and Congress. It istime
we all get down to the businessat hand, and we at the FDIC pledge
to work with all of you to achieve a safe, sound, and competitive
banking system.

Executive Summary*

It has becomeincreasingly apparent that our banking systemisin
need of major reform. The rapidly changing financial environment,
in combination with the existing restrictions on banking activities,
has resulted in the inability of banks to remain competitive players
in our financia system. This has been characterized as a new form
of banking crisis—not like the type that occurred during the early
1930s, but one that will dowly erode the viability of banks and
ultimately lead to a wesk and noncompetitive system.

Today's financia markets reflect several fundamental forcesthat
have permanently atered the financia landscape over the past two
decades. Among these forces are the significant advancesin tech-
nology, thegrowing trend toward theinstitutionalization of savings,
and the unprecedentedinnovation of financial productsand services.
Theseforces have had an adverseimpact on banksand bank holding

*This isthe Executive Sunmar y of the Federal Deposit Insurance Corporation’s study, entitled
" Mandate for Change. Restructuring the Banking Industry,” August 1987.
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companiesalike. In particular, they have eroded the traditional role
of banks as the main providers of intermediation and transactions
Services.

Thereisamost universal agreement that something hasto be done
to alow banksand banking companiesto become more competitive
in a wider range of markets. However, there are widdy divergent
views as to what markets should be made available to banking, and
what degreeof supervisionand regulationis necessary. The purpose
of thisstudy isto examinetheissuesthat are relevant to determining
thefuture role of banking and how governmentad regulatory and super-
visory activitiesshould factor into the process. It should be stressed'
at the outset that the purpose of thisstudy is not to redesign the bank
regulatory system.

There are other important banking-related issuesthat are not ad-
dressed in thisstudy. One of the most important questionscurrently
facing the government is how to resolve the problemsof the savings
and loan industry. Whatever solution is devised, equity between banks
and S&Ls must be achieved over thelonger run with respect to super-
visory and regulatory treatment. Another area that deservescareful
thought is the appropriate role of deposit insurance; a brief discus-
sion of some of the issues is presented in Appendix C.

Chapter 2 surveys the changestaking placein thefinancial-services
marketplace, and their effects on the banking sector. It reviews
changesin banks relative market share in the financial sector, and
examines the increasing importance of competition from various
nondepository institutions and instruments. The discussion aso ad-
dresses the effects these competitivedevel opments have had on bank
profitability and on the valuation of the equity shares of banking
companies.

Historically, commercia banks most important business has been
commercial lending. However, banks have lost an important share
of thistraditional loan market, as the best customersof money-center
and other large banks have turned to the cheaper commercial-paper
market, Euromarkets and to foreign banksin the U.S. In just twenty
years, between 1966 and 1986, banks share of the commercial lend-
ing market declined from 88 percent to about 70 percent. The ero-
sion of traditional lending marketsisasourceof particular concern
because, in additionto thelossaof profitablebusiness, it may bedriving -
bank lending into areas of substantially higher risk.
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Chapter 2 also focuses on the declining profitability of the bank-
ing industry. By theend of 1986, aggregatereturn on assetsof com-
mercia banks had fallen to its lowest level since 1959, and return
on equity wasthelowest snce 1968. The andysisindicatesthet despite
the dramatic decline in profitability at small banks, in dollar terms
it isthe larger banksthat account for most of the profitability decline
for theindustry overall. Moreover, the profitability declineislargely
an asset-quality phenomenon.

In view of thedeclining market shareand profitability of banking,
it is not surprising that the securitiesmarkets apprai sethe future of
banking pessmigticaly. Thelow vauation of bank holding company
stocks relativeto other industriesmeans that banking companies may
have difficulty raising the capital needed to compete effectively in
thefuture. Whileit is not appropriateto ascribeall of theindustry's
problems to a changing financial environment combined with out-
dated restrictionson banking activities, some portion of the blame
must be attributed to this source.

Chapter 3 examines, from an historical viewpoint, an issue that
has become a fundamental part of the debate on banking reform:
Should there bea** separation of banking and commerce'*? American
banking history has been used to support both sides of this debate.
To alarge extent, opposite conclusions have been reached based on
divergent viewsof what isthe appropriate banking entity. Some have
looked to see if history supportsthe view that a ** separation’ has
existed, using the bank itself asthe relevant businessentity. Viewed
inthislimited context, thereis evidence that a separation of banking
and commerce has existed in someform during much of our history.
However, the issue of greater relevanceis not whether commercial
activities should be conducted within the bank itself, it is whether
they should be permitted within a banking organization. In other
words, should banks and commercial firms coexist under common
ownership? Viewed in this light, the evidence indicates that there
has never been a complete separation of banking and commercein
the history of American banking.

The law has always permitted individualsto own controlling in-
terests in both a bank and a commercia firm. During most of our
history, nonbanking firms also have been allowed to own someform
of abank. It isonly since the passage of the Glass-Steagall Act in
1933 that affiliations between commercia banks and securitiesfirms
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have been restricted. Other affiliations between banksand nonbank-
ing firms continued uninterrupted until 1956 when the Bank Holding
Company Act became law. Even today, somecommercia firmsown
banks.

Chapter 4 providesan overview of the reasonsfor passage of the
Glass-Steagdll Act. The chapter concludesthat, to the extent the con-
cernsexpressed at that timewerevalid, the partia separation of com-
mercial from investment banking mandated under the Act was not
an appropriate solution.

It was demonstrated long ago, and in a convincing fashion, that
the Great Depression in no way resulted from the common owner-
ship of commercia and investment banking firms. The Glass-Steagall
Act was largely the result of efforts by Senator Carter Glass, who
was guided in hiseffortsby hisbelief in the discredited ** real-bills™
doctrine. Extensive Senate investigations into the practices of
organizations that mixed commercia and investment banking func-
tions reveded numerousabuses. However, many o these abuses were
common to the investment banking industry; they had nothing to do
with the intermingling of commercia and investment banking, and
have been remedied in large part by the extensive securitieslegisa-
tion enacted in the 1930s. Abuses that were due to interactionsbe-
tween commercial banks and their securitiesaffiliates were mostly
conflict-of -interest situations which could have been controlled with
less drastic remedies.

Until the 1930s, the securitiesaffiliatesof bankswere not regulated,
examined, or in any way restricted in the activities in which they
could participate. Not surprisingly, abusesoccurred. A certain degree
of supervisonand regulationand some restrictionson affiliate powers
would have contributed significantly toward eliminating the types of
abuses that occurred during this period.

Chapter 5 reviews conflict-of-interest and related concerns raised
by bank participation in nonbanking activities. These include:
(1) transactions that benefit an affiliate at the expense of a bank;
(2) transactions that benefit a bank at the expense of an affiliate;
(3) illegd tie-ins; (4) violationsof the bank's fiduciary responsibilities;
(5) improper use of insider information; and (6) the potentia for abuse
dueto abank's dua role as marketer of servicesand impartia financia
adviser.

Transactions that benefit an affiliateat the expense of a bank can
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be controlled acceptably through restrictionssuch as those contained
in Sections 23A and 23B of the Federal Reserve Act; oversight and
supervision by the banking agencies; and, perhaps, supplemental
measures to strengthen existing safeguards. Some number of banks
will always fail due to fraud and insider abuse, but this need not
threaten the sability of the system, whichisthe primary public-policy
concern.

Transactionsthat benefit a bank at the expense of an affiliateare
of less concern. Thisis due partly to disclosure requirements and
federal securitieslaws which deter abusive.arrangements between
banks and securitiesaffiliates. Moreimportantly, however, thereare
few safety-and-soundness concerns surrounding most nonbanking
firms. In fact, one benefit of alowing banks to affiliate with other
firms isthat affiliates can be sold to raisecapital for the bank in times
of financial difficulty. This provides a buffer for the FDIC, helps
to maintain astablefinancial system, and need not adversely impact
the interests of the nonbanking firm's shareholders, creditors or
customers.

Tie-insthat present public-policy concerns result primarily from
information problemsor inadequate competition. Information prob-
lemsgeneraly are best handled by policiesthat encourageor require
greater disclosure of costs, alternatives, and other pertinent facts.
When inadequate competition is involved in perpetuating tie-in ar-
rangements, this represents an antitrust concern. Rather than pro-
hibiting firms from offering multiple products as a policy response
to this problem, measures to foster greater competition would be more
appropriate. Tie-insthat harm consumerscannot persistif consumers
have options and are aware that those options exist.

Similar steps could be taken to guard against the abuse of insider
information. Since banks have created an effective** Chinesewall**
between their commercial lending and trust departments, it would
seem plausiblethat they could take similar stepsif they are permitted
to engage in activities that grant them access to other types of con-
fidential information. Should thelevel of abuse prove unacceptable,
however, additiona safeguards and stiffer penalties could be im-
plemented without prohibiting efficiency-enhancing combinationsof
activities.

Thefocusdf Chapter 6 is to determine if there should be restric-
tions on the activities of banking organizations due to the need to
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protect the safety and soundness of the banking system.

Whileit is acknowledged that maintainingthe stability of the pay-
ments system-is essential to maintaining stability in the financial
system, it is shown that there are more efficient and more equitable
ways to safeguard the large-dollar payments system than by main-
taining restrictionson the activitiesof banking organizations. It also
is suggested that the Federal Reserve would not be hindered in its
effortsto conduct monetary policy if banking organizations were per-
mitted to engage in a broader range of activities.

Thisis followed by a discussion of how to measure the riskiness
of new activitiesand how to determine whether new activitieswould-
increasetheoverall level of risk-takingin the banking organization.
While some possible new activities would pose few risks and could
benefit the bank from a safety-and-soundness viewpoint, other ac-
tivities might increase the overal level o risk if conducted within
the bank. Thus, some activities may only be desirable if adequate
safeguardsexist to ensure that the bank is protected against excessive
risks. However, since risk varies from activity to activity and from
organization to organization, it is not possible to make sweeping
generalizations; such as, for example, that ‘‘commercial’’ activities
are riskier than financial activities.

Another safety-and-soundnessconcern is that, due to mispriced
deposit insurance, banks have an incentive to take excessiverisks.
Thisincentive could be acted upon in markets newly opened to banks
and would be extended directly to new activities if those activities
could be funded with insured deposits. However, risk-taking in tradi-
tional bank activitiesis reduced due to governmental supervisionand
regulation. Risk-taking isalso moderated by thefact that bank share-
holders and management do face the prospect of total lossin theevent
of failure. Thus, incentivescreated by underpricing depositinsurance
can be offset by controlson bank behavior and the threat of losses
to shareholders and management. If new activities are conducted in
entitiesoutside of the reach of bank supervisors, then it isimportant
therebe safeguardsto ensurethat those activitiesare not funded with
insured deposits.

Can banks be insulated effectively from the risks posed by new
activities? The conclusion of Chapter 6 is that effective insulation
is possible if new activities are placed in subsidiaries or affiliates
of thebank. Subsidiariesand affiliates can be protected against legal



Perspectives on Financial Restructuring 133

risksif certain procedures are followed to ensurethat the operations
are conducted in truly separate corporate entities. While there are
economic incentivesto treat different units as part of an integrated
entity, these can be controlled largely through existing legidation
such as Sections 23A and 23B of the Federal Reserve Act and pro-
per supervision of the bank itself, with appropriate penalties for
abuses. The marketplace will view different unitswithin an organiza-
tion as distinct corporate entitiesif they are, in fact, treated accord-
ingly by the supervisory agencies. There is growing evidence that
as bank supervisorsmake distinctionsbetween banks and their holdi ng
companies and affiliates, the market will do the same.

In conclusion, new powerscan be granted to banks, with gppropriate
safeguardsto ensurethat the banking system remains safe and sound.
Some activities may belocated within the bank if they pose no great
risks. Others may be located in separate subsidiaries or affiliates,
with safeguards structured to ensure that the bank remains viable
regardless of the condition of the bank's affiliates and subsidiaries.

Chapter 7 discussesconcernsrelated to equity, efficiency and con-
centrationsof resources. One concern expressed by those who would
limit bank involvementin nontraditional activitiesis that banks may
possess unfair competitive advantages. These include certain tax
benefits; access to the discount window, the federa funds market,
and the payments system; and, most importantly, access to federally-
insured funds. There is evidence that federal deposit insurance is
underpricedin the sense that premiumsdo not accurately reflect the
difference between rates actually paid on insured deposits and rates
that would haveto be paid in the absenceof federal deposit insurance.
This suggests that banks are subsidized, thus raising objections to
new powers based on competitive inequities.

However, banks are subject to awide variety of regulatory restric-
tions and controlsfrom which other businesses are largely exempt.
Theseinclude capital, reserve, and lending requirements; geographic
and product constraints; and a host of other regulations. All of these
impose costs on banks.

On balance, it isunclear whether banks possessa competitive ad-
vantage over nonbank firms. Regardless, equity can be obtained by
allowing the same options to all. As banks are dlowed to engage
in nonbanking activities, nonbanks should be allowed into banking
on the same terms as other banks. Given equa options available to
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all, there need be no concern about competitive equity.

Another concern is the possibility that new banking powers will
transmit the distortional effectsof underpriced safety-net privileges
(especialy deposit insurance) to other markets, thus resulting in a
greater misallocationof resources. It is uncertain how large the cost
to society could be from thistype of inefficiency. In any case, con-
trols are in place, and can be strengthened, to prevent banks from
‘exploitingany fund-raising advantagesin markets newly opened to
banks. Moreover, the sources of this potentia inefficiency should
progressively disappear as deposit-insurance pricing systems are
developed and banks are subjected to greater market disciplinethrough
the refining of failure-resolution policies, bank-closure rules, regu-
latory accounting systems, and other aspectsof bank regulation and
supervision.

To theextent that expanded powers raise the potentia for agreater
concentration of banking resources, there are concerns that the out-
comecould includeless competition, greater concentrationof political
power,,and a more fragile banking system.

It is reasonableto assumethat as geographic and product barriers
in banking are lowered, therewill befewer, larger, and morediver-
sified banking organizations. However, this does not mean there will
be fewer banksor lesscompetitionin any given market. Technological
advances have greatly reduced the cost of entry into new financia
markets, and it islikely that they will continueto do so. Thissuggests
that as excess profits develop in any market, they will be competed
away, just as they are in today's highly competitive environment.
As product and geographic deregulation further weaken entry bar-
riers, this should increase both actual and potential competition in
banking and ensurethat even if thetotal number of banking organiza-
tions decreases, competition will remain strong.

While concentrations of political power may be undesirable, it is
not clear that large organizations or highly concentrated industries
are able to wield too much influenceover government. In any case,
the degree of concentration in banking is presently far below that
of many other industries in which there is no apparent excess of
politica influence.

Finally, safety-and-soundnessconcerns need not be exacerbated
by the development of a banking industry with fewer and larger en-
tities than at present. A maor reason why banks may grow larger
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is to take advantage of diversification opportunities, which should
strengthen banks. Moreover, as the number of banks decline, there
will be fewer opportunities for banksto dip through the cracksand
avoid governmental supervision that can detect unhealthy behavior.
Although thereis not sufficient evidenceto conclude that undue con-
centrations will arise if banking and commerce are allowed to mix,
these concerns deserve careful consideration by Congress.

Chapter 8laysout aset of rulesthat most likely would adequately
protect the stability of the banking system and the deposit insurance
fund if restrictionson affiliates of insured banks and the regulatory
and supervisory powers of the banking agencies on these organiza-
tionswere removed. It is pointed out that transactionsbetween banks
and nonbank affiliatescurrently are subject to very tight restrictions,
and that few changesto existing law would be necessary to protect
the system even if a very conservative approach were taken.

It is suggested that all banks with access to the federa safety net
should be subject to the same rules. Thus, uniform restrictionson
dividendsand lending limits should be extended to al insured banks.
It is recommended that these same restrictionscover transactions and
other dealings with direct nonbanking subsidiariesof insured banks,
which are currently exempted from Section 23A- 23B-typeactivities.

Whiledirect regulatory or supervisory authority over nonbanking
affiliatesis unnecessary, thereare limited areas where the bank super-
visory agencies need to retain or be given authority. These include
the power to audit both sides of transactionsbetween banks and non-
bank affiliates, and ensure that advertising and other promotional
material distributed by nonbank affiliates are consistent with the
maintenanced "corporate separateness' between bank and nonbank
affiliates.

Thisset of rulesmost likely would providea very effective* wall**
between an insured bank and any affiliated organizations. However,
these rulesare restrictiveand may diminish the attractiveness of af-
filiations between banks and nonbanking firms. On the other hand,
these rules ultimately could allow unanticipated abusesto occur that
fall within the rules. The only vdid test is to subject them to the
""market,” and make necessary adjustments in response to events
as they unfold. The process of liberalizing the powers available to
any industry that has been regulated for decades must be gpproached
with a combination of caution and flexibility.
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Two related issues also are discussed. First, the issue of how to
treat investment in subsidiary organizationsin measuring capital ade-
quacy probably is best resolved by differentiating between the ac-
tivities performed by the subsidiaries. It is suggested that investments
in subsidiary firmsthat perform functions that could be performed
in the bank not be deducted from capital and the subsidiary be sub-
jected to supervision. Wheress, equity investmentsin other subsidi-
aries should not count in capital-adequacy calculations.

The second issuerelates to the so-called ** source-of -strength doc-
trine, i.e., the ability of the regulatory agencies to force corporate
ownersto support subsidiary banks. From a practical standpoint, the
best approach would be to use the normal applications process and
supervisory activities to protect the deposit insurer from loss; this
is the approach currently used in the case of banks owned by
individuals.

The major conclusion of this study, as outlined in Chapter 9, is
that insulation between banking entitiesand the risks associated with
nonbank affiliates can be achieved with only minor changesto exist-
ing rules governing the operations of banks. Thus, systemic risks
to the banking industry and potential losses to the deposit insurer
will not be increased if activity restrictionsand regulatory authority
over bank affiliates are abolished.

The public-policy implication of this conclusion is that both the
Bank Holding Company Act and the Glass-Steagall restrictionson
affiliations between commercia and investment banking firms should
be abolished. However, because of the importance of the banking
industry to the economy and the high financia stakes that are in-
volved, it issuggested that decontrol proceed in an orderly fashion
to test these conclusions in the marketplace.

It is suggested that the provision of the Bank Holding Company
Act pertaining to regulation and supervision of bank holding com-
panies could be eliminated without undue risk to the system. Pro-
duct liberalizationthen could be accomplished by an orderly legidative
schedulefirst eliminating the restrictions imposed by Glass-Steagdll
then schedulingagradual phaseout of certain provisionsof the Bank
Holding Company Act, with a specific sunset date when al limita-
tions on affdiations would terminate.

This restructuring would be accompanied by a strengthening of
the supervisory and regulatory restrictions on banks.'The prudent
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supervision of banks would become moreimportant, along with the
need to monitor and limit risks posed by new activities conducted
in the bank.

In summary, supervisory safety and soundness wallsaround banks
can be built that will allow bank owners, subsidiaries, and affiliates
freedom to operate in the marketplace without undue regulatory
interference.






Redesigning Regulation:
TheFuture of Financein the United States

Thomas F. Huertas

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



Redesigning Regulatron: The Future of Finance in the Unrted States 145

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
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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



160 Thomas F. Huertas

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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The Case for Preserving
Regulatory Distinctions

James Tobin

The structure of the monetary, banking, and financia institutions
of the United Statesis currently a topic of unusual excitement and
controversy. Diversreforms have been proposed, somein legidative
form. No consensus has been reached, and at present there appears
to bea political stalemate. Meanwhile, the structureis changing in
a piecemed and anarchic fashion, as a result of technological and
institutional innovations, privateinitiatives, accidental quirks of an-
cient laws, administrative and judicia decisions, and actions by
various states. As recent events attest again, Congresscannot agree
on basic solutionsand tries hafheartedly to arrest the disorderly drift.

Two sets of issues are before the Congress, the Executive, the
courts, and the country. One concerns the range of activities per-
mitted to various types of financial and nonfinancia enterprisesand
their affiliates or subsidiaries. Should banks and other depositories,
or their holding companies, be alowed to engagein variousbusinesses
from which they are now excluded—underwriting and other invest-
ment banking activities, insurance, red estate, and other non-monetary
and even nonfinancia transactions? Should other private enterprises,
financia and nonfinancial, be allowed to engagein commercia bank-
ing and/or to accept insured deposits, either directly or through affili-
ates or subsidiaries? Issues of this type touch conflicting private
interestsand privileges, the principal stuff of politics. Consequently,
they are thefocusof attention in the affected industries, in the media,
and in legidative debate.

Nevertheless, | think the second set of issuesis the more crucial
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and deservespriority. | refer to the structureof the monetary, bank-
ing, and depository system itself. We need to protect the system of
monetary payments, assure the availability of safe and convenient
media of exchange and other assetsto the general public, preserve
effective macroeconomic monetary control by the Federal Reserve
System, and maintain the sovereign power and responsibility of the
federal government, under the Constitution, to **coin money and
regulate the value thereof.”

The deposit insurance systems, on which we have relied heavily
for a haf century, nolonger appear adequate to achieve these basic
objectives. Thereisdanger that these basic problemswill be neglected
or subordinated to the politically charged issues of thefirst set. To
me, it makes more senseto settleon a viable monetary and depository
system for the future prior to deciding what activities members of
that system should be allowed to engage in and what monetary and
depository activities other private institutions should be permitted,.

For these reasons, | shall take up the second set of issues first.

Federal safety nets and moral hazard
Can large financial enterprises be allowed to fail?

Depository ingtitutions, banks and thrifts, have been failing in
numbers aarming to a public accustomed to thinking that failures
were a Depression problem solved by New Dedl legidation in an-
cient times. By the sametoken, the spectresof bank runs, financia
collapse, and depression itself haunt regulators, legidators, and other
policymakers. They have used powers and instruments unavailable
to their predecessorsin the 1920s and early 1930sto control and con-
tain the damage, quite successfully to date.

Large banks and their depositors have been virtually guaranteed
rescue, by giant loans**of last resort™ and by de facto extension of
deposit insurance to 100 percent coverage. This was the precedent
<t by the Continentdl Illinois case. Although management and stock-
holdersdid not escape unscathed, the ability to shift risk to thefederal
government isbound to tempt depositorsand managersto take more
risk.

The memory of the Depression was a big reason for the policy
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of rescue, but in my opinion not agood reason. The analogy ismis-
placed. Bank runsin the Depressionwere an economywide catastro-
phe because they became a general run of depositorsto currency.
The banking system was drained of reserves, and the Federd Reserve
was unableor unwilling—it is not necessary here to enter the debate
which—to expand the supply of base money enough to offset thedrain.
Shift from bank money requiring only fractional reservesto 100 per-
cent currency money cut down the total money supply —thét is the
monetarist way tolook at it—and reduced the supply of loanablefunds
from banks—that is the eclectic way to put it.

In the 1980s runs to currency are not the problem. The deposit
shifts we have seen have been from threatened institutions or par-
ticular typesof inditutionsin particular jurisdictionsto similar deposits
elsewhere. Such shifts do not destroy bank reserves in aggregate.
Indeed, central bank lending to the reserve-losers—recall that Federal
Reserveloansto Continental Illinciswere $6 to $7 billion, compared
with normal aggregate borrowing at thediscount window of $1 billion
or less—actudly increasedtotd reserves. To maintain a stableoverall
monetary stance, the Federal Reserve had to remove a roughly equal
amount by open market sales. -

Should there be a run to currency, rather than from one bank to
another, today's Federa Reserve would not be deterred by the
obstaclesthat prevented the Federal Reserve of theearly 1930sfrom
supplyingthecurrency. Federa Reservebanksare nolonger required
to hold gold or other specified assets as backing. They can lend to
depositoriesand buy paper in the open market without limit. Unlike
their predecessors, they would presumably be free of doctrinal,
political, and psychologica inhibitions against such actions.

In the early 1930s,we were still on the gold standard, and a run
to foreign currency or gold panicked U.S. authorities. Thanks to
floating exchange rates, their successorsare spared thisanxiety. They
may not, of course, welcome a declinein the market value of the
dollar, but the trauma is a lower order of magnitude.

For these reasons, | see no convincing macroeconomicreason for
the U.S. government to guarantee that a large depository will not
be allowed to fail. Without doubt, there would be turmoil in finan-
cia marketsfor afew dayson newsdf such afailure, but such fren-
zies have few consequences for the vast economy and population
engaged in producing goodsand services. | observethat thefinancia
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markets have taken in stride large banks recognition of losses on
their foreign loans.

Of course, the prospectivefailureaf any largecompany, nonfman-
cial or financial, generates strong economic and political pressures
for government rescue. Even someeconomistsand policymakerswho
are generaly suspicious of the arguments used in such cases find
special reasonsfor bailing out large financial enterprises. Giventhe
proclivity of the monetary and financid regulatorsfor averting failures
of large depositories, proposals to restructure the financial system
should guard against changes that make rescues even more com-
pelling.

The system of depositories is drifting toward oligopoly of giant
nationwide banks and bank holding companies, and to conglomerates
engaged in a host of financial and nonfinancial businesses. An un-
fortunate byproduct of thisdrift would be that the government would
be so fearful of the consequencesof afailureof thesegiantsthat their
survival would be guaranteed—whatever the nature of their dif-
ficulties, whether they presented any threat to the payments system
or not, indeed whether they were connected to financia or nonfinan-
cial activities.

The abuse d deposit insurance

Thetruly urgent problem, | think, isthe abuse of depositinsurance.
[ronically, it was the innovation of deposit insurance in 1935 that
iscredited for theavoidance of epidemic runsfrom banksever since.

Deposit insurance is a delegation to private enterprises of the
government's sovereign right to coin money. The government pro-
misesto coin money to meet the depository's promisesto itscreditors
in case it is unable to redeem them itself.

For the contagious runsto currency 55 or 60 years ago, deposit
insurance, financed by uniform premiums, made sense. Confidence
in the system was a public good to which all institutions, whatever
their individual balance sheets, could be expected to contribute. Of
course, some institutions were insolvent because of bad loans and
investments, but it was possible to argue that these were largely
macroeconomic and stochastic in origin.

Tnday, however, there appearsto be a much greater component of
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imprudence and adventurism, even self-dealing, in the incidence of
failure. Mora hazard is rampant; The sounder and luckier—it is not
easy to distinguish—members of federa insurance corporations
understandably balk at paying higher premiums to savage the
depositorsof failed members. The taxpayers can beleft holding the
bag. Congress affirmed the government's ultimate guaranteejust the
other day. )

As has long been recognized, deposit insurance dulls the incen-
tivesof depositorsto scrutinizethe soundnessof the depository's assets
and the incentives of the institution itself to maintain liquidity and
asset quality sufficient to limit to low probability the contingency
that it will be unable to meet withdrawals.

Thesedilutions, it seems, began to be a serious problem when inter-
est on insured depositswas deregul ated, even to the extent that deposits
effectively payableor transferableon demand becameinterest-bearing
The history isrevealing. Interest prohibitionsand ceilings werelegis-
lated in the 1930s, mainly because of the perception that previoudy
deposit interest competition had contributed to bank failures. The
argument was that banks had to reach out for high return but unsafe
loans and investmentsin order to pay competitive deposit interest
rates. In the postwar debate about the regulation of deposit interest,
that argument was discredited on both theoretical and empirical
grounds. Anyway, it wasaleged, deposit insuranceby itself had moti-
vated the 1930s | egidlation, so that interest regulation was redundant.

However, the combination of unregulated deposit interest and
depositinsurancedoes enabledepositoriesto attract depositsto finance
adventurous and even corrupt asset management, as the recent ex-
amplesof Texasthrift institutionsdramatically illustrate. Depositors
who enjoyed high certificate of deposit (CD) rates are kept whole
a the expense of thoseof other ingtitutions whose deposit insurance
premiums pay them off or of general taxpayers.

A minor reform would mitigatethe attractionof above-marketin-
terest rates to finance unsound loans and investments. This would
be to subtract from the amount of a depositor's balance, in reckon-
ing the amount insured, the excess of al interest credited or paid
in excessof some standard rate, the Treasury hill rateor the Federa
Reserve discount rate. ‘

A remedial proposal that comes naturally to economistsisto scale
premiumsto risk, just asauto insurance premiumsvary with therisk
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categoriesof drivers. However, it does not seem possible to gauge
theriskiness of asset portfoliosin advance, and basing them on ** ac-
cident'* experience istoo late. For smilar reasons, surveillance by
examiners is not wholly effective.

“Deposited currency”’

| believe, therefore, that the monetary and depository systemshould
be restructured to reduce the reliance now placed on deposit insurance
to protect the monetary payments system. | havetwo proposals. One
isto provide a kind of deposit money so safe that it does not have
to be insured. The second is to make in advance a sharp distinction
between insured and uninsured liabilities, and to stick toit. Thisin-
volves separating "*commercial banks,"* which accept insured
deposits, from "*investment banks,"* which do not.

To diminish the reliance of the payments system on deposit in-
surance, | have proposed making availableto the public whet | call
“'deposited currency.’’ Currency —today virtually exclusively Federa
Reserve notes—and coin are the basic money and legal tender of the
United States. They are generaly acceptablein transactions without
question. But they have obviousinconveniences—insecurity against
lossor theft, indivisibiltiesof denomination—that limit their use ex-
cept in small transactions (or inillegal or tax-evading transactions.)
These disadvantages, along with zero nominal interest, lead to the
substitution of bank depositsfor currency. But deposits suffer from
their own insecurity, unless guaranteed by the government; and the
guarantees of deposit insurance are subject to the abuses discussed
above.

| think the government should make available to the public a
medium with the convenience of deposits and the safety of curren-
cy, essentially currency on deposit, transferablein any amount by
check or other order. Thiscould bedonein oneor moreor thefollow-
ing ways.

(8 TheFederal Reservebanksthemsalvescould offer such deposits,
aspeciesof "*Federal Funds.” Presumably they would establish con-
veniently located agenciesin privatebanksor post offices. The Federa
Reserve banks would pay for the services of the agents. Potential
agents could bid for the contracts. Transactions between holders of
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deposited currency accounts, or between them and, directly or in-
directly, other Federal Fundsaccountswould be cleared through the
Federal Reserve. Wiretransfers, as well as checks, would be possi-
ble. Giro-type payment orders to other accountsin the system could
be made. Overdrafts would not be allowed. Computer capabilities
should soon make it possible to withdraw conventiona currency at
any office or agency, and even to order payments to third parties
by card or telephone. Interest a a rate sufficiently below the rates
on Treasury securitiesto cover costs could be paid, and some costs
could be charged to accountholders.

(b) Banks and other depository institutions could offer the same
typeof account, or indeed be requiredto do so. The deposited funds
would be segregated from the other liabilities of theinstitution, and
invested entirely in eligibleassets dedicated solely to thoseliabilities.
These would be Federal Funds or Treasury obligationsof no more
than three months maturity. Asin case (@), interest might be paid
on Federal Funds in such segregated portfolios.

In either case, deposited currency accounts would not have to be
insured againgt illiquidity or insolvency, only against malfeasance
by the agent or depository, a much smaller risk. Thus, a part of the
payments system would be secure without the help of deposit in-
surance. Members of the public who value the security of currency
a sacrificeof interest, largely the poorer and |ess sophisticated popula
tion, would be accommodated. M oreover, assuming statutory limits
on insurance of other deposits are made effective, depositors who
wish safety and liquidity on larger sums would be served.

| should liketo make clear that, unlikemy good friend and former
student Robert Litan (1987), | do not propose the offering of accounts
of thiskind by banks as an option for which the bait is permission
to engage in financia and nonfinancia activities now proscribed. |
separate the issues and advocate these accountsfor their own sake.

" Commercial banks" redefined

| would carry further departmentalization and asset segregation in
banks and other depositories. A **commercial bank,"* generally an
affiliateof a bank holding company, would be confined to liabilities
eligiblefor deposit insurance, athough only up to specified limits per
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depositor (not per account.) Depositsin other affiliatesor other finan-
cial institutions would not be federally insured.

**Commercia bank™* asset portfolios would be subject to regula-
tions, and generous capital -account reserves against |osses on these
portfolioswould be required. Fixed-nomina-interestbonds and mort-
gagesof long maturity are not suitable assetsfor insured depositories,
especidly in an eraof volatility of actual and expected interest rates
and inflation. Asset portolios heavily concentrated in consumer paper
and credit card debtsare clearly unsuitable. Commercial banks, with
insured deposits, should hold diversified portfoliosof relatively short-
term paper, including Treasury billsas secondary reserves, marketable
commercial paper, non-marketable commercial loans, consumer
debts, and longer-term variable-rate bonds and mortgages. They
should not be using depositors money to play zero-sum gamesin
foreign exchange, interest rates, and securities prices. ,

As for the capital-account requirement, this could take the form
of the most senior securities, preferred stock or debt, of the holding
company of which thebank isasubsidiary, equd a least to afederdly
set fraction of the bank's assets, surely not lower than 5 percent.
The capital requirement would be larger if, as is suggested as a
possibility below, the bank holding company aso has an underwriting
affiliate.

Note that the defining characteristicsof commercia banking would
be the incurring of insured deposit liabilities as well as the making
of commercid loans. Theabsurdity of nonbank bankswould be ended,
with some transitional grace period for the existing onesto convert.

Thelinking of deposit money and commercial banking is an acci-
dent of history, rationaizable by **real bills™* doctrine because of
the short-term nature of the assets and their financing of inventories
and work in progress. Commercia lending isan important economic
function. A banker formerly wasexpected to be an expert in appraising
therisks of particular loans, and his continuing relation to borrower-
customers served both them and the economy at large. Althoughthe
proposed **deposited currency"* partialy breaks the link of deposit
money to commercia lending, that historic link iscontinued and even
reinforced by’ the proposed redefinition of commercial banking.

Onecorollary of the redefinitionisabolition of the distinction be-
tween banksand thrift institutions. Thedistinction has been crumbling
anyway, as savingsand loan associationsturn themselvesinto banks,
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functionally and legally. Under the proposal, those associationscould
place most of their mortgages into an investment affiliate without
insured deposits and their insured deposits into acommercia bank-
ing affiliate.

Likewise, thetwo federal insurance systems, the Federal Deposit
Insurance Corporation (FDIC) and the Federal Savingsand Loan In-
surance corporation (FSLIC), would be consolidated.

Of course, many depositorswill prefer the checking accounts, sav-
ingsand timedeposits, and CD’s of thesecommercia banking depart-
ments to deposited currency because they will generally pay higher
interest rates. It is this affiliate that would be subject to fractional
reserve requirements and have the privilege of borrowing from the
Federal Reserve. As now, these banks would be the mgjor fulcrum
of monetary policy.

/

Digression on reserve discipline

The basic requisite of monetary control is that the central bank
control the supply of something the private sector demands. In the
United States, this somethingis base money, and the marginally ac-
tive demand is that of the depositories for reservesto satisfy legd
requirementsand to meet clearing debitsto other depositories. Reserve
discipline can be maintained whatever the legal fractional reserve
requirement. Franklin Edwards suggests (this volume, Chapter 1)
that no reserves need be required. He is correct if he means, as |
assume, that depositoriesmust meet a zero requirement in the same
way they haveto meet a positiveonenow, that is, by having reserve
balances, averaged over the computation period, not lessthan those
required. If the fraction werezero, adepository must not be ** over-
drawn.” If depositoriescan borrow or overdraw without limit, then,
of course, there can be no reservediscipline. If they cannot, thecentral
bank could retain control even if the required fraction were negative,
permitting overdrafts up to a prescribed line of credit.

Whileit is possibleto operatethe system with zero reserveratios,
that does not mean it is a good idea. For one thing, distributional,
equitiesare at stake. The taxpayers would |ose the cheap placement
of part of the national debt in required interest-freeholdings. More-
over, azero required reservewould mean that demandsfor Federal
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Funds would depend entirely on individua depositories precautionary
decisionsto hold excess reserves and to borrow at the discount win-
dow. These depend on uncertaintiesthat thecentral bank would find
difficult to forecast in aggregate. The more predictabledemandsfor
required reserves would be nonexistent.

The United States bases reserve requirementson deposit liabilities,
but this convention is not essential. They could be based on asset
volume, exempting an amount equal to capital. Computerization is
likely to lead to increasingextenson of overdraft credit linesby com-
mercia banksto their depositors. If so, depositswill be an ambiguous
and unsuitablebase for reserverequirements. Assets, including over-
drafts in use, will be more meaningful.

Daylight overdrafts createashort-run problem of reservediscipline,
distinguishable from the regular reservetests based on comparison
of averages of end-of-day deposits and reserve holdings. It is dif-
ficult for a layman to understand why a depository using Fedwire
cannot be held to a continuous requirement that its balance be not
lessthan zero or someother prearranged amount. Leaving asidecom-
puter capabilities, which | presume can eventually be upgraded, |
guessthat the problemisthat the depository cannot know al the debit
charges to its Federal Reserve account. If this is because it has
delegated the initiation of wire charges on its account to its clients,
that practiceshould not beallowed. If it is becausevariousemployees
are authorized to make such transactions, then the bank should hold
enough excessreservebaancesto make sureit is not overdrawvn within
a period when some responsible officer of the bank can learn what
his agents are doing and take the necessary steps. If it is because
check clearings deplete the account in amountsand at times the bank
does not control or know, then excess overdrafts restricted to this
quantity could be allowed until the end of the day, as was the prac-
. tice before the dominance of wire transfers.

The Federal Reserve's nightmare appearsto be that a run on abank
on agiven day could lead to large overdrafts that could not be settled
a theend of theday without generous Federal Reserve credit. The
Federal Reserve would have no choicebut to grant it, because other-
wisea whole chain of payeeswould not hold the creditsto their ac-
counts they expected. The Federal Reserve's credit might have to
continue day after day if theinitia run were not reversed. It seems
to bein the Federal Reserve's power to impose enough continuous
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discipline to avert this nightmare.

Tighter control by the Federal Reserve would presumably lead to
tighter control by banks over customer overdrafts. A movement to
a ""debit card™ or giro system, eliminating float, is greatly to be
desired. For maintaining control, the giro sequenceof paymentsorders
and information—payorto payor's bank to central clearing to payee's
bank to payee—is preferableto the check sequence—payor to payee
to payee's bank to central clearingto payor's bank. Incidentally, the
giro system would eliminatethe considerable volume of transactions
undertaken to earn doubleinterest during float. Even under the check
system, these transactionscould be made unprofitableby prohibiting
banks from paying interest on funds deposited before they are ac-
tualy collected.

I nvestment affiliates

| would dlow a bank holding company to have one or more in-
vestment bank affiliates, whoseliabilitieswould be entirely uninsured,
and whose assets would be free from commercia banking restric-
tions. Such an effiliate, | should think, would be subject to disclosure
requirementslike thoseof the Securitiesand ExchangeCommission
and to balance sheet restrictionslike those of the Investment Com-
pany Act of 1940. An investment banking affiliate would not be
alowed to trade with or borrow from thecommercia banking &ffiliate.

Ownersof clamson theinvestment bank'could be offeredfacilities
for redeeming their claims and simultaneously transferring the pro-
ceedsto third parties, as ownersof mutua funds have now, but not
for transferring the claims themselves. To provide these facilities,
the investment affiliate would presumably hold a checkable deposit
in its commercia banking sister.

Thecommercial bank would be, as now, limited in the proportion
of itsassets representing liabilities of any one borrower, and asimilar
rule would apply to the total claims of the commercia and invest-
ment banks combined against any one (nonfedera) entity. These
restrictions should prevent abuse while alowing the two banks
together to develop an efficient broad-spectrum financing relation-
ship with a customer.

For acurrent commercia bank or equivalent insured depository,
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an investment affiliate would be established by the transfer of unin-
sured liabilities and equivalent value of assets from the commercial
bank. Thesetransferswould move thecommercial bank towardscom-
pliance with the new and stricter regulations about asset portfolio
composition. Of course, thetransition will haveto alow ampletime
for orderly compliance.

Who should be allowed to do what?

| turn now to thefirst set of issues. However, | cannot share the
frenzy of excitement about them, provided the monetary and deposi-
tory system is reformed along the lines | have outlined.

Deregulation in perspective

| suggest skepticism of blanket deregulation, justified smply as
an application of genera propositions on the optimality of the out-
comesof freecompetitivemarkets. Thereis nothingin Adam Smith,
or in Arrow and Debreu, that justifies the naive confidence of the
deregulation ideology that unfettered growth and unrestrained com-
binationsof firms—vertical, horizontal, conglomerate—will yield the
socialy best dlocations of resources to activities. Oligopolies,
monopolistic competition, nonprice competition, and non-market
third-party effects (externalities) are excluded by assumptionin any
careful statement of Invisible Hand propositions.

Combinations supplant market transactionswith internal administra-
tive procedures. Adam Smith and hisdisciplesto thisday haveviewed
competitive markets as the mechanisms of social coordination and
cooperation, of speciaization and the division of labor. It isironic
that free market enthusiasts are so ready to promote combinations,
which remove resource alocations from market discipline.

The case for bigness depends on economies of scale and scope.
Thecase againgt is that bureaucraciesare inflexibleand inefficient—
the same case that free market exponents make agai nst government.
So far as | know, there is no convincing theoretical or empirical
demonstration that the markets for businesses, so active nowadays,
resolvethe conflict rationally and optimally. That combinationswill
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be made, if allowed, if and only if they are in society's interest is
smply an ideologicd article of faith.

Synergies in production technology and management seem very
oftento belesscrucia consderationsthan empire-building. Manager-
ial remuneration and prestige depend on size and on the height of
the hierarchical pyramid. The market in businesses has not been very
successful even in improving profits, let alone adding to national
economic welfare. Financial pages report regularly the divestments
of divisionsor affiliatesacquired only afew years earlier amid fan-
fare about synergisticfit.

Even when combinationsincrease profits, they may not be economic
in a more comprehensive sense. Privategains may come, thanksto
quirksof tax law, at the expense of taxpayers. Or asin thefinancia
industriesof concernto us here, they may arisefrom taking aggressive
advantage of federal safety nets, deposit insurance, and last-resort
lending.

Although financial markets come closer than nonfinancial markets
to the perfect markets of economic theory, nonprice competitionis
rampant in financial services. It is easy to proliferate** products,*
and competing financial firms devote considerable resourcesto dif-
ferentiating and advertising products. As the competition for Indi-
vidua Retirement Account money exemplifies, the aleged differences
aregeneraly trivia and superficial. Arrow-Debreu theoremsdo not
apply when thelist of productsisendogenous. Chamberlinian **wastes
of monopolistic competition,"" or of oligopolistic competition, are
areal possbility.

To an extent not shared by most other industries, monetary and
financia ingtitutions involve some externalities, public goods and
bads, and their functioning in the publicinterest requireswide availa

“bility of accurateinformation. The paymentssystem and theintegrity
of the medium of exchangeare public goods. The sovereign monetary
fiat, partialy delegated to private agents, must be protected. Conse-
guently regulationsare essential, although not necessarily those that
now exist. In addition, thereisageneral conservative principle. Just
as ""old taxes are good taxes," old regulations may be good regula-
tionsin thesensethat it is better not to repeal them even if they would
not be adopted de novo.
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Are there significant synergies?

Economiesof scalein banking do not appear to justify megabanks.
The evidenceis that these economiesare exploited by medium-size
banks, which do better than both very small and very large firms.
No doubt there are someefficienciesto be redized by branchingand
interstate banking, but we do not need an oligopoly of afew coast-
to-coast giant banks.

Economiesof scope are the major rationae invoked for alowing

. conglomerationof variousfinancia activitiesunder common owner-
ship and management, even in combination with nonfinancial busi-
nesses. Evidenceof their importance, especially for the economy at
large, remains scanty. | doubt there could be detectable increment
in GNP. Indeed, | suspect that involving even more bright people
in frenzied financia activities could be counterproductive.

""One-stop** banking and financial servicing is a popular slogan,
but it tendsto fal apart under close scrutiny. Collecting various serv-
ices under one roof will not make your visit **one-stop™* except for
parking your car. Inside the supermarket you will haveto visit, and
wait for, the various specidistis—teller, broker, insuranceagent, mort-
gage officer, auto loan manager, and so forth.

**One-statement'* finance is probably another mirage. At least in
my experience, combined statements do not diminish paper overload
and are confusing and proneto error. Moreover, it is predictable
that the multiproduct financia firmis going to proliferateextrava-
gantly promoted tie-in deals, just about as advantageous to the
customers as thelifeinsurance the lender's agent assumes you want
when you take out a mortgage or an auto loan.

Common location does not necessitatecommon ownership. Distinct
specialized firms can have officesin the same building or shopping
center, or even within a bank's premises.

Anyway, is not **no-stop™* finance the wave of the future? Will
not telephonelinesand computer networks replaceautomobil etrips?
You may pay for your groceriesat the checkout by inserting acard,
and pay your billslikewise a moreversatile ATM stations conven-
iently located, even at your own phone. You may manage your in-
vestment portfolio the same way. The current examplesof ATM’s
and credit cardsindicate that these facilitiescan be provided without
combination and conglomeration.



The Case for Preserving Regulatory Disanctions 181

That is true aso of transactions other than those of consumers.
Whilealarge bank can mobilizethe excessdepositsof somebranches
to financetheexcessloansof others, the samefunctionis performed
by secondary marketsin mortgages, loans, securities, federal funds,
and interbank deposits. As noted above, the question is whether in-
ternal administration can do these things better than the markets.

Robert Litan (1987, Chapter 3) finds the mgjor case for activity
diversification not in technological and managerial synergiesbut in
risk reduction. Possibly the variance of earnings on assets and on
net worth can be diminished, without sacrifice of expected return,
by conglomeration, especidly if returnson new activitiesare nega
tively correlated with those on traditional banking operations. On
the other hand, the new activities may beinstrinsically more risky.

| am afraid | do not find this case very convincing. | have argued
that the moral hazardsof federal safety nets haveto be attacked head
on. Companies owning banks must be prevented from placing the
risks of their various activities on those safety nets. Once that is
assured, conglomeration may not be so attractive. And in one sense
it seemsredundant. It might bethat the profitability of chewinggum
turned out empiricaly to be strongly negatively correlated with earn-
ingsin banking. Doesit thereforemake sensefor chewing gum com-
paniesto operate banksor vice versa? Individual saversdo not need
conglomerate firmsin order to diversify. They can do so, possibly
with the help of mutual funds, in their own portfolios, and could do
s0 even in a world of firms with speciaized product lines.

Should nonfinancia activitiesand commercia banks, as redefined
above, be combined under common ownership and top management?
My judgment, likethat of Paul Volcker and Gerald Corrigan (1987),
is not to allow such marriages. The danger that the bank would be
used to assist the nonfinancial activities, increasing the risks to
depositors and to the federal government, is too great, whatever
regulations are written to forestall such abuse. The countervailing
socia advantages do not seem important. Anyway, in the structure
| sketched above, nothing would stop conglomeration of nonfinan-
cial business and nonbanking financia activities.

Should bank holding companies, which by definition would have
acommercia banking affiliate, be alowed to underwritesecurities?
Thisis a difficult judgment call, and | do not feel at all expert. |
see the advantagesto the bank holding company and to its customer



182 James Tobin

of arelationship that covers short-term finance (the commercia bank
affiliate), long-termfinance (theinvestment bank affiliate), and under-
writing services (still another affiliate). This seems a more likely
synergy than thosedleged for consumer banking and finance. Under-
writing isarisky activity, however, and dependson arange of skills
different from banking, in particular those involved in the **due
diligence™ investigations required by the Securities and Exchange
Commission.

| would requirean underwriting affiliateto be heavily capitalized,
and | would raise the senior capital protection requirement of the
commercial bank affiliateof any holding company doing underwriting.
Limitson the commercia and investment bank holdingsof any one
company would prevent the underwritingaffiliatefrom regarding its
sistersas fallback customers. Likewise, the underwriterswould not
be allowed to borrow from their sisters.

Prohibiting the use of deposits, especially insured deposits, from
financing underwriting would make banks less threatening to that
industry than usudly touted, but even so, thanksto thegeneral finan-
cial expertise of banks, their competitioncould reducethetoll-booth
profits now protected by Glass-Steagall.

Conclusion

In summary, the strategy | favor is, first, to restructurethe systems
of depository ingitutions so as to reduce significantly the mord hazard
of federal safety nets, particularly deposit insurance. | would not turn
banks looseto enter new fields, or throw the gates of banking open
to nonbank firms, aslong as it remains possible for additional risks
to be passed to depositors, taxpayers, and prudent membersof deposit
insurance systems. Once a restructured system of depositories was
relatively immuneto thisdanger, | would let commercial banks have
investment banking and, possibly, underwriting affiliates. But | would
draw theline at letting nonfinancial firms have banks, anyway the
kinds of banks that would do them any good.
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Commentary on
“'Proposals for Financial Restructuring’”’

Robert E. Litan

These are two excellent papers that span the spectrum of current
economicthought about the wisdom of expanding the powersof banks
or their holding companies. Despite their differencein perspectives,
each paper sgnificantly advancesthelevel of debate over the restruc-
turing of thefinancial servicesindustries. | hopeto demonstrate this
as | briefly lay out for you how | approach this topic.

| begin with apropositionthat isimplied in ThomasHuertas’ paper:
Regardless of what one thinks about the meritsof financial product
deregulation—and despite his disclaimers, that is what we are talk-
ing about at this conference— continuing technol ogical advances and
market forces make the blending of financial service offeringsin-
evitable. This has already been recognized in England, and most
recently in Canada, which have permitted bank affiliations with other
financia enterprises.

Here at home, even though Congress has been stalemated on the
bank powersissue, thestates have been taking mattersinto their own
hands by gradually expanding the activity authority of the banksthey
charter (Saulsbury, 1987). Indeed, | forecast that once the statesalow
nationwide interstate banking—now probably less than five years
away—they will turn with vigor to bank activity deregulation. The
Federal Reserve may try to control this process through itsjurisdic-
tion over bank holding companies. But its legal authority to do so
isunclear. Moreover, if holding companiesbegin to disband and place
their nonbank activities as subsidiariesof their state-charteredbanks,
the Federal Reserve would be powerlessto stop them. In short, just
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as the states led the way toward interstate banking, they are likely
to be the agents of change on the product-line front.

Neither Huertas nor James Tobin discussthis scenario, even though
inmy view it isthe most likely way in which the debate over finan-
cia restructuringwill be settled. However, Tobin’s warnings about
the risk-creating incentives of deposit insurance coincide with my
own reservations about letting financial product deregulation pro-
ceed at the statelevel. My concernscenter around the fact that state
deregulation means that nonbank activities will be conducted directly
out of thebank or through abank subsidiary. In either case, asWilliam
Seidman noted yesterday, the nonbank activity appearsdirectly on
theasset sideof the bank's balancesheet. To be sure, it may beless
costly for banksto enter other activitiesdirectly rather than through
holding company affiliates. But if the insurance, securities, or real
estate operationsfail, the capital of the bank will bedirectly impaired.
And if the impairment is sufficiently serious, the Federal Deposit
Insurance Corporation (FDIC) will then be called upon for arescue.
In short, the FDIC ends up insuring not only depositors but non-
bank operationsas well —a result | suggest that not many in thisroom
would applaud.

It is noteworthy that the recent FDIC staff study has recognized
this problem (FDIC, 1987). Its constructivesolution is not to count
as part of a bank's capital a bank's investments in nonbank sub-
sidiaries. Nevertheless, | still worry about the ability of politicians
or regulators to distinguish properly in advance between activities
that belong directly in the bank and those that should be placed in
bank subsidiaries. In addition, permitting banks (rather than their
holding companies) to be the vehiclesof product-linediversification
blursthedivision of responsibility among regulators. In effect, the
federal bank supervisory agency —whether it isthe FDIC, the Comp-
troller, or the Federal Reserve—must assume responsibility for super-
vising and regulating all of the activities conducted out of the bank
or its subsidiaries.

For this and other reasons, most of those advocating financia
restructuring have proposed that new nonbank activities not now
operated by banks be conducted out of separate &ffiliates—belonging
either to current bank holding companies with expanded powers or
to new financial service holding companies. Huertasdoesan excellent
job of summarizing these proposals in his paper.
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Huertas most useful contribution, however, is hislengthy discus-
sion of steps that canincreasethe ™" R-factor'” of the holding company
arrangement, or insulation of the bank from its nonbank affiliates.
Thisdiscussion issignificant, becauseit is the most comprehensive
attempt | have seen yet from a banker—and even from Huertas
himsdf —to come to the grips with the insulation issue.

At bottom, Huertas hastwo central recommendations. First, inline
with a now famous article written by Fischer Black, Merton Miller
and Richard Posner (1978) nearly one decade ago, Huertas urges
policymakersto look to bank capital for the necessary protection—
that is, require banks belonging to highly diversified organizations
to maintain an extralayer of capital and then force their divestiture
fromtherest of theenterpriseif actua capital fallsbelow athreshold
minimum.

Second, Huertas argues that the Federal Reserve should get out
of the business of regulating bank holding companies. Instead, he
would passthe buck back to the Comptroller of the Currency to ad-
dress the concerns that have prompted proposals to limit daylight
overdraftsand to requirebanksto deal with their affiliatesat **arms
length'*. Significantly, Huertas would enhance the Comptroller's
authority by giving him (or her) the ability to seek immediate court
injunctionsto stop unsafe or unsound bank practices (without going
through the potentially lengthy hearings required in cease-and-desist
proceedings).

In principle, thisplan could work. But | find surprising, given what
| know to be Huertas' firm faith in the market and his skepticism
of government intervention, the faith he and apparently other market-
oriented specidistsin thisfield place in supervision and regulation
to minimize the risks of bank activity diversification. | am not so
confident. The bank divestitureor **"bear down'" requirement, for
example, cannot be effectively implemented without much morefre-
quent bank examinationsthan occur now. Otherwise, regulatorswill
not be able to catch banks from coming to the rescue of their
affiliates—until it is too late. As the former chairman of Citibank
New Y ork, Water Wriston, Stated in a now infamous remark in 1981,
""Itisinconceivablethat any major bank would walk away from any
subsidiary of its holding company. If your name is on the door, all
of your capital funds are going to be behind it in the real world™
(Wriston, 1981). | would add that in the**real world' our regulators
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failed to catch Continental I1linois, Penn Square, and Seafirst before
each required rescue or depositor payoff.

In addition, Huertasdoes not tell us whether his additional capital
requirementswould be based on market value (rather than historical
cost) accounting. But if market values are to be used, we are left
to wonder how at least in the near term the nontradeabl el oan assets
banks carry on their books are to be priced with sufficient accuracy
to use market-based capital amounts as triggersfor bank divestiture.

Y et, evenif regulators had an accuratetrigger, Seidman remind-
ed yesterday of another important fact from the **real world**. The
day the FDIC steps into a bank, its resale value can fal by up to
25 percent. That should tell us that the FDIC can still remain very
much at risk even with an *"intelligent™ bank closure policy.

Huertas' insulationdevicesalso fail to addresstwo other potential
problems. One is the danger that bank depositorswill run if non-
bank affiliates are threatened. However irrational this behavior may
look, it happened in 1973 when a mortgage banking affiliate of a
bank in Beverly Hills, Cdliforniafailed. It can happenagain, especidly
aswemoveto the " Brave New World' of full product deregulation.

Second, those who advocate a regulatory approach to increasing
abank's R-factor must recognizethedanger that politicians will turn
the' R™ into an "' X"". Specificaly, | suggest that if and when op-
ponentsof bank product deregulation recognize they are on the los-
ing side of the debate, they will switch tactics by urging Congress
to enact a ""telephone book™* of statutory rules and restrictions to
wall the bank totally from its nonbank affiliates. The first entry in
thistelephonebook, | predict, will be restrictions prohibiting abank
from cross-marketing its serviceswith those of holding company af-
filiates. Indeed, provisions of this type were written into the 1987
banking legidation just Signed by the President this month. As Huertas
correctly notes, such restrictionseliminatethe scope.economies from
jointly delivering multiplefinancial servicesand, thus, dramatically
reduce incentives for banking organizations to diversify.

As some of you may know, | have advocated ** narrow banking'
asaway of avoiding the telephone book problem while addressing
the mgjor risks of permitting bank organizationsto diversify freely
(Litan, 1987). | do not claim credit for the idea. Others, including
Carter Golembe, John Karaken, and Al Gilbert, have also written
about the concept. Indeed, the origins of narrow banking go back
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to the 100 percent reserve proposal discussed by Henry Simons and
Irving Fisher.

Briefly, | have proposed the creation of a new vol untary option
for organizations that want to own an insured depository and also
to engage in an unrestricted set of nonbanking activities, financia
or commercid, beyond thosecurrently alowed for bank holding com-
panies. In exchange for broader powers, these highly diversified
organizationswould have to confinethe activities of the insured in-
stitution solely to accepting deposits and investing the proceeds in
safe, liquid securities— Treasury securitiesor instruments guaranteed
by thefederal government or by aquasifederal agency, such as Ginnie

“Mae or Fannie Mae mortgage securities. Significantly, these'* nar-
row banks' could not make loans. Instead, the diversified con-
glomerates would conduct any lending activities out of separate
affiliatesfunded by uninsured liabilities or equity (much as Genera
Electric Credit Corporation or Commercial Credit operate today).
To made atransition possible, | would alow existing bank holding
companies to exercise broader powers as long as they adhere to a
ten-year schedule for steadily transferring loans out of their banks
into the new lending entities.

Severa other features of the plan are worth noting. Only the nar-
row banks, but not their affiliatesor holding companies, would have
accessto the payments system. Furthermore, nonbank affiliatescould
not have deposit accountswith their related narrow banks, eiminating
any threat to the paymentssystem from nonbank activities. Finally,
| would place no restrictions on cross-selling of servicesby banks
and their affiliates or on operation with common names and employees
out of common locations.

In shod, both the R-factor and telephone book problems can be
solved ssimply by requiring highly diversified banking organizations
to reversethe historical accident noted by Tobin by separating their
deposit-taking and lending activities. If the nonbank operations of
financia supermarketsfailed, the insured bank would be protected,
both becauseit would be fully securitized and, thus, could withstand
a run and because it would not be able to prop up the affiliates by

, lending to them or their customers. In addition, there would be no
need for a telephonebook full of regulationsaimed at potential con-
flicts, tie-ins, and other abuses, becausethe depository arm of these
conglomerates smply would not be ableto lend to customers of other
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partsof theorganization. Last, but not least, narrow banks aretailor-
madefor Edward Kane because they can be easily requiredto adhere
to market-value accounting.

Tobin’s proposal to reduce the risk of insured depositoriesisvery
much in the same spirit. But as he himsalf stresses, his proposals
to create **deposited currency®* and to redefine commercial banks
have adifferent purpose: to correct abusesin depositinsurance rather
than to permit banks broader product-line freedom in a risk-mini-
mizing way.

To thisdegree, the Tobin proposal iseven moreradical than mine
because it would requireall banks—and not just those belonging to
diversified supermarkets—to change their asset portfolios.

My agenda is different. Because | believe that financial product
deregulation is inevitable, the sooner we structure the process in a
socially optimal way the better off wewill al be. | thereforesupport
relatively severerestrictionson bank asset holdingsasthe necessary
socia price for allowing bank organizations to diversify freely.

My version of narrow banking differs from Tobin’s in another
significant respect. Tobin wants to prohibit or severely constraint
all banksfrom assuming interest-raterisk—by restricting their assets
to short-term loans and investmentsand to only thoselong-term assets
with variable rates. However, it seemsto me that the recent abuses
of the deposit insurance system have not primarily involved excessive
interest rate risk, but smply bad loans. That is the main reason |
would structure the assets of narrow banks to eliminate credit risk
by limiting them to holding federal securities. In addition, Tobin’s
definition of narrow banks would not solve potential conflicts pro-
blems in a deregulated environment because his banks would still
be free to extend loans to customers of the nonbank affiliates.

Nevertheless, Tobin’s narrow banks may have an advantage over
mineif we move to broader product deregulation, an objective that
| understand he does not endorse. Specificaly, if, as| suggest, nar-
row banksin diversified organizationsare to be prohibited from ex-
tending loans, then the loan-making function would increasingly be
performed by uninsured ingtitutions. As a number of people within
the Federal Reserve System have argued, thiscould exposethe unin-
sured lendersto the equivalent of deposit runsif they could not **roll
over'' therr liabilities(Parry, 1987). | believethisrisk is overestimated
for three reasons. First, only the least risky banking organizations
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would even be able to take advantage of the narrow bank option
because only they would have loan portfolios of sufficiently high
quality to be funded by commercial paper or other uninsured debt
or equity. Second, precisely becausetheir liabilities are uninsured,
thelending affiliatesof narrow banks would have higher capita ratios
than conventional banks. Third, now that the commercia paper
market, like the market for conventional debt and equity, is highly
developed, | do not accept the argument that if one lending institu-
tion that relies on commercia paper for funding (such as Genera
Electric Credit Corporation) fails the commercial paper market in
genera will collapse. Nevertheless, whether or not | am correct, it
is worth noting that the application of Tobin’s narrow bank model
in aderegulated climate would poselessrisk of acredit run because
Tobin’s banks would till be able to make loans.

In sum, both Huertasand Tobin have provided highly stimulating
papers on an issue that needs some new thinking. | share Huertas
desire for further deregulation but lean in Tobin’s direction (with
suitable modifications) for policy solutions.
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Commentary on
" Proposals for Financial Restructuring'’

Steven M. Roberts

I would like to congratulate Roger Guffey and his colleagues at
the Federal Reserve Bank of KansasCity for their foresight in deter-
mining thetopic of thisyear's conference. ** Restructuring the Finan-
cia System™" iscertainly an important issuedf discussionand debate
in Washington, financial ingtitution circles, and elsewherein finan-
cial markets in this country.

The papersthat were discussed yesterday and the papersthat were
presented today are evidencethat alot of very intelligent people have
spent agood deal of timelooking at both the need and the rationale
for the restructuring of our financial system. Thismorning, | would
like to take the liberty to comment on both the titles assigned to
Thomas Huertasand James Tobin and the papers they have written.

Thecaseis often made that the marketplaceis ahead of Congress,
the courts, and the regulators in shaping our financial system. Part
of thereason for that is, of course, that the regulators havetheir hands
tied by existing law, and Congress finds itself in virtual gridlock
because of competing self-interest lobbies. More basically, Congress
has never been eager to decideon how thefinancia servicespie should
be diced up for different industry groups.

Another reason why we have had congressional inaction over the
past five years may bethat theissues have been approached in aman-
ner that is self-defeating. Theelectorate just does not get excited about
what type of new powers banks ought to haveor how profitablebanks
are or should be. A more fruitful approach may be to debate how
our financial system should be shaped in the future to preserve and
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protect the safety, soundness, and stability of our financial markets
and to improve financia services for al customers.

Several people at this conference have aready reviewed theforces
that have been driving changein the U.S. and world financia systems.
| will not dwell on them. However, | would note that whiletechnol-
ogy, communications, and customer demand are forcesthat are very
hard to reverse, we have not had a full economic cycle on which
we can judge the permanency of some of the financial changes and
innovations we see around us.

Goals of financial reform

Before commenting directly on the two papers that are the focus
of thissession, | would liketo digressdlightly. In my view, thefirst
objective of any discussion of financia reform, restructuring, or new
approach to regulation either hereor in Congress ought to focusthe
debate on what the goals of financial regulation are now and what
they ought to bein thefuture. Only after agiven set of goalsisagreed
to can a rational system be designed to meet those goals. Thistype
of debate and agreement has, as | observe thelandscape, been lack-
ing. Asthings stand now, not even thegoalsof financial regulation
in today's environment have been agreed to by all parties, let aone
how we should deregulate the financial syslem—witness calls for
financial ingtitution holding companies, modificationof bank holding
companies, and even callsfor a** brave new world'* of virtualy no
regulation.

Inlooking at severa of the proposalsfor comprehensivefinancia
reform, you can see bits and piecesof varioussetsaof goasfor regula-
tion but only limited uniformity of what thegoalsof financial regula-
tion ought to bein today's environment. To his credit, Tobin outlines
a coherent set of goalsin his paper. Huertas is not explicit in this
paper, but one has the feeling that implicitly he has a set of goals
inmind. Y esterday morning Franklin Edwards proposed aset of goals
in hisdiscussion of changein the financial system, and Gerald Cor-
rigan hasa set of goalsin his'*Blue Paper." Still another set iscon-
tained in Henry Kaufman’s recent testimony beforethe SenateBanking
Committee. In all of these, there are similaritiesand differences, but
Nno consensus.
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As a starting point, and for no other reason, | would like to put
on thetable for discussion the set of goals that are enunciated quite
clearly in a 1986 report of the House Subcommittee on Telecom-
muni cations, Consumer Protection, and Finance, the committee with
jurisdiction over securitiespowersin the House of Representatives.
Those goasfor financial regulation seem to me to encompass most
of the things that have been mentioned here during our discussion
and in the papers | have mentioned. As grist for the mill, they are
as follows:

(1) To ensureaccessto capital and credit, to all typesof par-
ticipants in financial markets.

(2) To baance competition with safety and soundness, recog-
nizing the quasi-public character of financial institutions.

(3) Toenhancetheefficiency of the market system by prevent-
ing conflicts of interest and concentration of financial
resources, ensuring impartiality in credit decisions, and a
large number of participants.

(4) To ensurethat the financial system exercisesitsfiduciary
responsibility, particularly by channeling funds into pro-
ductive uses and by being a catalyst for economic growth.

(5) To protect customers by ensuring integrity of institutions
and markets and by cushioning the impact of failures.

These goals may not be the perfect set, but they or a similar set
should be debated by Congress and adopted as a reference point in
making major financial restructuring decisions. Moreover, such a
set of goalsfor financial regulation must be distinguished from any
particular regulatory blueprint. In that way, turf fights can beavoided
or postponed. The same set of goals should also be used in looking
for any necessary modificationsof the current regulatory framework.

The federal safety net

Another set of issuesthat needsto be determined by Congressbefore
decisions can be made about the appropriatestructure of the finan-
cia system istheefficacy of thefederal safety net. Tobin hasclearly
indicated how federal deposit insurance—that is, government support
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of depositors—has been distorted from its originally intended pur-
pose and how it in turn iscausing distortionin the financial system.
Before satisfactory answers to the questionsof restructuringcan be
given, Congress must, in my view, decide anew the extent to which
the safety net applies, and how far the safety net should be stretched.
To do otherwisewould compound current problemsthat are already
quite serious.

Thefederal safety net isthought of most commonly as being com-
posed of three parts: federal deposit insurance, access to the discount
window or the lender of last resort, and the system of supervision-
and regulation. Huertas adds to this list access to the payments
mechanism. But, in my view, access to the payments mechanism is
not apart of thesafety net. Rather itisaprivilegeof regulatory design.
The subsidies that it currently conveys could be minimized by ap-
propriatepricing of the services provided, recognizing that the pay-
ment system itself has characteristicsof a natural monopoly.

Deposit insurance actualy plays two roles as part of the federal
safety net: first, it protects depositors, and second, it provides for
added stability in thefinancia system. Thefact that these two roles
sometimes gets intertwined is part of the problem. Origindly, as
severa peoplehave pointed out, deposit insurancewas aimed at pro-
tecting small depositors, those who had no other dternatives. Today's
deposit insurance system, however, has been twisted somewhat by
eventsand now extends deposit insurance to $100,000 per deposit,
per institution, alowing amost unlimited deposit insurance per
depositor, depending on how much time a depositor wants to spend
in dividing up personal wealth among severd indtitutions. Thisdistor-
tion isin serious need of correction, and with all the available new
computer technology, we should be able to have a system limiting
insuranceon a per-depositor basis. We should also consider whether
the regulating system would be cleaner and safer if the Federa Deposit
Insurance Corporation (FDIC) was a pure insurance agency and not
both an insurer and regulator.

| would note that when deposit insurancewas origindly ingtituted,
another aspect of the safety net was put in place—regulation of in-
terest rate ceilings. The combinationof depositinsuranceand interest
rate ceilings was meant to be the protection both for depositorsand
for ingtitutionsholding the deposits. However, when interest rate cell-
ings were removed by Congressin 1980, no changes were made to
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deposit insurance.

Today's situation, as Tobin and others have pointed out, is one
in which deposit insurance has been taken advantage of, and it now
may be detrimental to stability in the financial system. Deposit in-
surance today gives little or no incentive for depositor, debtor, or
market discipline to be exerted. And certainly, as we deregulate,
disciplinefrom these quarters will be more rather than lessimportant.

For example, certain thrifts in Texas are bidding up deposit rates
by some 300 basis points over Treasury bill rates in an effort to at-
tract funds and those funds are being used for somewhat speculative
investments. At a minimum, those types of institutions should be
restrained in their ability to offer ratesfar aboveany reasonable market
rate, and Tobin gave a very good exampleon how that might be done.
Let mestressagain, thisisan issue that Congress, in my view, must
confront before decisions can be madeon arational basisfor restruc-
turing the financia system.

The second troublesome issue with deposit insurance is its role
in fostering financia stability. In the extreme, deposit insurance
backed by the full faith and credit of the U.S. government could be
viewed as insuring all the liabilities of al of the depository institu-
tions in this economy, not only those that have been termed ‘‘too
large to fail."" That provides for financia stability, but at the same
timeit leadsto undue risk-taking. And the situation would deteriorate
even moreif, by chance, Congress decidesthat the line between bank-
ing and commerce could be erased. Certainly, a mixing of commerce
and banking with today's deposit insurance structure could extend
government protection against failureto every potential owner of an
uninsured financia institution. This would certainly violate the set
of goals mentioned previoudly.

The role of the Federal Reserve aslender of last resort also needs
some adjustment. Here again we have a public policy tool that plays
several rolesthat sometimes get intertwined. The discount window,
asoriginaly designed, was meant to bealiquidity facility for banks
with temporary cash needs. It was not intended as a source of fund-
ing for depository institutions experiencing serious financial dif-
ficulties. The discount window is also used by the Federal Reserve
Board in its implementation of monetary policy from time to time
when changes in the discount rates are meant to signal to the market
achange in thedirection of policy. How important those signals are
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isdifficult to evaluate. Indeed, | have some sympathy for this policy
tool, but certainly it isnot asafety net function. Oneof the proposals
that has.long been on the tableis to makethe discount rate afloating
pendty rate abovethefedera fundsrate by 100 to 200 basis points.
That proposal should be reconsidered.

At any rate, the Federal Reserve in its role of central bank has
responsibility for financial stability, and its discount window cer-
tainly can and should be brought to bear in situations where finan-
cia gability isthreatened by afailureof adepository or perhapseven
a nondepository ingtitution. The interaction of depositinsuranceand
thelender of last resort needs to belooked at as supplementary tools.

Thethird aspect of the federal safety net, supervision and regula
tion, becomes moreimportant as statutory barriersto mixing various
types of financial activities are removed. As a general rule, when
thereisless statutory or agency regulation therewill need to be greater
and more forceful supervision. However, there are practical limits
as to how much we can expect from either supervision or regula-
tion. Supervision of 15,000 to 20,000 banks and thriftsis not an easy
task.

Unless the regulations themselves are spelled out in the law with
extraordinary clarity so that there is congressiona guidance given
to theingtitutionsand the regul ators, supervisionand agency regulation
will have to shoulder a very heavy burden.

Thereis also a difference between regulation and supervision. In
this country we have relied to a great extent on a complex system
of regulation, set forth in a process combining congressional will
and regulatory responsibility. Supervisionto ensure that those regula-
tions are being followed has not been as forceful as it might have
been. There are numerousreasons for that, but certainly part of the
reason isthat the supervisory staffsdo not havea more accuratecrystal
ball than the bankers. It is entirely reasonable that both the super-
visor and the supervisee would miss changesin theeconomic condi-
tions and other exogenous factors as they develop.

In many other countries, the balance between supervision and
regulation is structured differently, partially because their financia
systemsare structured differently and the number of institutionsare
far smaller. For example, in Great Britain, thereislessformal regula
tion set down by law or regulatory guidance. The Bank of England's
relationship with its banksis predicated on cusomsand characterized
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by an intensive, hands-on, day-to-day system of supervision. That
works for Great Britain because there are far fewer institutionsthere
than here. At any rate, both the nature of federal regulation and the
degree of supervision haveto be modified under most of the restruc-
turing scenarios that have been put forward.

Oneof the benefits, aswell as,oneof the difficulties, that we have
inour systemisthe great number of smaller institutions. Such institu-
tions require less supervisory presence than the multinationals, but
today both must abide by the same regulations. One possibleapproach
is to differentiate the regulatory and supervisory requirements that
are applied to banksthat areeither small in relativesize or noncomplex
in that they havefew, if any, nonbanking activities. The smaller banks
would not necessarily have to comply with the full set of rules and
regulations that would be implemented to separate the bank func-
tionsfrom complex activitiesof financial services holding companies
or bank holding companies, whichever term is used. On the other
hand, the more complex the holding company, the more scrutiny in
terms of supervision and the moreregulation in termsof ruleswould
need to apply. Thisreferenceis, of course, to the types of insulating
factorsthat Huertas discussesin detail in his paper, a subject to which
| would like to return in a couple of moments.

Why the push for restructuring?

In examining how various aspects of our safety net ought to be
rearranged and how we would implement various policies to ensure
that the goals of financia regulation are met, | have found it useful
to ask the'following questions. Why do various nonbanking entities
want to get into banking? And the reverse: Why do banks want to
get into nonbanking? Can the grass be greener on both sides of the
fence? Perhaps, although | doubt that more competition can increase
the size of the pie. Nonetheless, | think the answer to these two ques-
tions are instructive in framing ways to meet the goals of financial
regulation because such an analysis may illuminate areas of advan-
tage and potential abuse. They also provide some insight into the
subsidies nonbanks seek when purchasing or establishing nonbank
banks or nonthrift thrifts, and in the current debates.

I must confess that | have not conducted a scientific survey to get
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the answers to these questions. But in reviewing what has been said
over the past severa years in congressional debate and elsewhere,
I have come up with five reasons why nonbanks might want to own
and operate banks:

(1) To obtain access to an insured deposit base. Such a base
would provide a cheaper source of fundingfor certain types
of activities, allow for new-product diversification,and pro-
vide existing customers with an alternative third-party pay-
ment product.

(2) To obtain access to the federal safety net. | refer to that
part of deposit insurance and access to the discount win-
dow that providefor financial stability, both for institutions
and theeconomy asawhole. In particular, banks and bank
holding companies are ableto operate at lower capital levels
than some other types of financia firms that do not have
thesupport of the safety net. Put another way, thrifts banks,
and bank holding companies are ableto leveragethemselves
at a higher rate than noninsured financial institutions. Also,
affiliates of bank holding companies may find it possible
to fund themselvesat alower market cost than nonaffiliated
providers of similar financial services.

(3) To obtain accessto the payments system. There are several
waysthat this may be advantageous to nonbanks. First, by
avoiding the use of banks they could save on banking fees.
Second, by having a bank that may participate in Fedwire,
an institution could take advantage of the ability to have
daylight overdrafts with the Federal Reserve. Third, and
in the extreme, the ownership of a** captive' bank allows
a nonbank to avoid the same type of credit scrutiny that
it would haveto faceif it used an independent bank. Finally,
access to the payments mechanism provides a nonbank
financial institution with the ability to provide additional
types of services to its clientele.

(4) The ability to synergistically market product and services
of the nonbank affiliates, be they financial or commercial,
through various products offered by the bank, and vice
versa. So-called **tandem operations™ may be more im-
portant for commercial firms than for purely financial firms.
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(5) Toavoid certainlawsor regulationsthat may apply to some
ingtitutions but not others. For example, some owners of
nonbank banks have indicated that one benefit of owner-
shipistheability to issue a nationwidecredit card without
having to abide by certain state usury laws.

Thislist probably could be expanded. But even asit stands, it cer-
tainly provides some insight as to which areas of bank regulation
and supervisonmay need to be examined more carefully asthe debate
on restructuring moves forward.

The other side of the coin is the question as to why banks want
to get into nonbanking businesses. This, | think, can easily bedivided
into two parts: entry into other financial and nonfinancia activities.
The most frequently stressed rationale for banks gaining new finan-
cia powers, defined in variousways, isto increasetheir profitability.
Unfortunately, while bank profitability may be secularly.declining,
thistypeof argumentationdoes not go very far in a political environ-
ment, not far a al. Infact, the counterargument to this has had suc-
cessful political apped —if bankscannot make profitsat banking, how
can they be successful at other activities? The second mogt cited reason
for new bank powers has been the need for large size: banks need
to be sufficiently large to compete internationally. Again this type
of argument raisesmore politica concernsabout economic or political
concentration than it makes points in the debate. Bankers aso cite
the need to **follow their customers either across state lines or to
offer productsthat are substitutesfor traditiona banking products.”
Politically, the nature of the debate needs to be changed. Back to
the goals of financial regulation!

The need for banks to expand into nonfinancia areas is not often
stressed by bankers. | tend to think that much of the argument for
banks getting into commerce and for commercia firms owning banks
is one that has been posed not because of the perceived benefits to
banking ingtitutions. Instead, commercial firms have been enlisted
by somebanksasaliesin the debatefor broad financial reform. Con-
ceivably, such astrategy could be viewed as one that maximizesthe
likelihood of achieving an expanded set of financial products, even
if there were little or no gains on the commercial side.
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The Congress

One of the mgor questions that | would put in the category of
**crystal-balling™ is how Congress will approach the whole finan-
cia restructuring debate. Asl haveindicated, Congress has a diffi-
cult time picking winners and losers, dividing up the financia pie,
or answering to morethan one of the many competinginterest groups.
Financial restructuring issues are difficult to move ahead, except,
of course, in times of crisis when often |mmed|acy and practicality
win out over long-term good. That iswhy | believefinancial restruc-
turing right now as along-term goal isintellectualy interesting and
a useful debate, but as a short-term goal it is somewhat wishful
thinking.

Congress, like economics, primarily focuseson a series of margina
changes unless there is some particular reason to make wholesale
changes. That is not to say wholesale changes are impossible, but
they takea certain amount of political will, public support, and com-
monality of need to be accomplished. Witness, for example, changes
inthetax structureor socia security. At least in thetax debate, there
was a wesdlth of public support for lower tax rates. In the case of
financia service restructuring, the debate has not been structured
asonein whichtheusersof financial serviceseither have very much
to say or have been a motivating force for making changes.

So in my own view, the issue of broadscale financial restructur-
ing, whileimportant, isfor now politically impossible. That is why
I think it important to go step-by-step and debate the issuesinvolved
in (1) setting forth the goals of financial reform, (2) correcting cer-
tain problems with the financial safety net, and (3) picking short-
term objectivesin congressiona debate that stand a reasonablechance
of success. In my own view, investment banking and commercial
banking are the most closaly linked of financial services. However,
| admit that thejoining of thosetwo typesaf activity provides benefits
mostly to thelargest banking institutionsand provideslittlein terms
of new productsor activities that might be beneficid to smaller banks
or their customers, primarily because there are certain economies
of scale in investment banking.
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Functional regulation and insulation

| would next like to comment on two aspects of Huertas' paper.
The first issue is functiona regulation. The second is the type of
mechanismsthat may be desirableto insulate banking ingtitutionsfrom
nonbanking affiliates.

Functional regulation isaterm that joined the deregul ation debate
only two or threeyearsago. Theidea, as| understandit, isthat each
component of afinancia servicesholding company would be regulated
by the ** appropriate regulatory authority**: banks by banking agen-
cies, investment firms by the Securities and ExchangeCommission,
insurance companies by various state regulators, etc. There would
be no regulatory agency that would look at al partsof aholding com-
pany. If there werean overseer, | suppose we could still debateex-
pansion of bank holding companies powersrather than financia serv-
ice holding companies. At any rate, part of the rationae of these
proposalsisthat in an appropriately regulated system there need not
be a regulator of last resort. There may, in fact, be another reason
for thefunctiona regulation proposals: adesireto removethe Federa
Reserve, viewed by some as an **unfriendly regulator, from the
regulatory structure while permitting various affiliates to deal with
only one regulator. The opposition to a regulatory authority over-
seeing the holding company seemsto hinge on independence. While
functional regulationisasystem used by some countries, it may not
be a system that would work very well here unless greater in-
dependence of our regulatory agencies can be obtained.

Independence of regulation is something to be cherished. Every
time we have had an exampleof a regulatory agency being too close
to its constituents we have had problems. So | view the role of the
Federal Reserve, or another independent regulatory body, as the
overseer of the bank holding company or thefinancia servicesholding
company as extremely important.

Let me provide an analogy. In a university setting each academic
disciplinemay havean independent department that pretty much con-
trolsits curriculaand its requirements for graduating with a major
in that department. However, the university structure also contains
certain requirementsthat generally must be met for sudentsto receive
adegreefrom the university, with the degree signifying thet all parts
of the student's education have been fulfilled satisfactorily.
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For the holding company, the requirementsfor a satisfactory rating
by the regulators is important for each affiliate and for the parent
as well. The market will value the worth of the holding company,
but market analysts reach their opinion by looking at the whole and
component parts—especidly if market disciplineis not fulfilling its
role because of such things as the federal safety net.

In terms of insulating different parts of a holding company from
the bank, | think Huertas has done an excellent job in making the
point and summarizing some options. He hasoutlined theimportance
of the current system of insulation, Section 23A (and now Section
23B as well), antifraud and antitrust regulation, antitie-in provisions,
etc. Hehasalsodrawn out of the various restructuring proposalsin-
novative ways to increase the separation between elements. Those
that he sets forth in his summary list could go a long way toward
adding adegreeof comfort to Congressand the regulators. However,
| think heisoverly optimistic that Congresswould give broad authority
of the regulator to frame the rules as he proposes.

There are other types of insulating factors, particularly complete
prohibitions, that should also be considered if banking and financial
activities are to be fully joined. Tobin pointsto some that are very
compelling. For example, as riskier types of financial servicesare
combined with banking, Congress should consider whether lending
to affiliates should be either cut back or prohibited. Likewise, bank
loans to issuers of securities underwritten by a securities affiliate
should either be completely prohibited, as Kaufman recommends,
or limited in the aggregate, as Tobin suggests. Otherwise, conflicts
of interest and self-dealing are clearly a possibility, and unsafe and
unsound financia practices may ensue, a point made at yesterday's
session by Charles Freedman from the Bank of Canada.

Accessto the payments mechanism isalso an areawhereinsulating
safeguardsmay be insufficient. | am somewhat interested in the pro-
posal made by Gerald Corrigan for a National Payments Clearing
Corporation that would require participationby al usersof thelarge
dollar electronic payment systems.

There should be concerns when financial institutions own ** cap-
tive" banks that they use to provide services to the nonbanking af-
filiates of the holding company, but which offer no or few services
to the general public. Such captive financia ingtitutions clearly are
set up for purposes other than those we generally think of when we
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use theterm depository ingtitutions. Permitting accessto the payments
mechanism by nonbank affiliates through such banking affiliates
avoids a critical layer of independent credit judgment that is now
fulfilled by the commercia banking system. Prudence requiresthat
accessto alargedollar payments system should require credit judg-
ment by independent third parties. Huertas recommendsthat that could
be taken care of by third-party guaranteesor by the posting of col-
lateral. Perhaps, but | am not sure. The issues could be mitigated
if al daylight overdraftswere phased out, or aternatively, if daylight
overdraftswere defined ascommercid loans, priced, and made subject
to Section 23A restrictions.

At any rate, | think that proposals for insulating banks or insured
depository ingtitutionsfrom noninsured financial affiliatesisacritical
issue. The answer lies somewhere between strengthening the in-
sulating factors as Huertas recommended and absol ute prohibitions
as recommended by Tobin.

In conclusion, let mesay that both of these papersare instructive.
| think that Tobin’s analysisof the safety net and deposit insurance
ison target and something that Congress must address before mak-
ing broad decisions on financial restructuring or even narrow deci-
sions on the particular activities banks may undertake.

Finally, let mereiterate that | think thefirst step Congress should
take is to reach an agreement on general goals of financial regula-
tion. Then, the problemswith depositinsurance should be corrected.
Once those two things have been accomplished, a broad restructur-
ing can be more rationaly debated.
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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.
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Carter H Golembe

| want to add my congratulations to the Federal Reserve Bank of
Kansas City for the excellence for the program. There is no ques-
tion that they have managed to assemble—at least until reaching this
particular point in the program—a large percentage of the**best and
the brightest™ when it comes to financial system reform.

Therole of an "*overview panelist,” | wastold, can be whatever
one makesit. | opted to offer reflectionson severa of theconference
themes.

Our keynote speaker, Franklin Edwards, said near the end of his
paper, and then repeated in his ora remarks, that the paper was
‘.. . apleafor action—an appedl to end the political paralysisthat
now immobilizes Congress and regulators. It strikes me that this
serves wel asthe principa themeof theconference: acall for restruc-
turing or reform with respect to the banking and depository system,
thedistributionof powersamong financid ingtitutions, the regulatory
structure, and, worth noting separately, the system of deposit in-
surance. It isathemethat wastreated with varying degreesof inten-
Sty or urgency —not all speakers found quite the same degree of
urgency asdid Edwards. But nonetheless, it was a theme that wound
its way through al of the papers and all of the discussions.

Our first speaker mentioned, but quickly dismissed, the option of
**muddling through.”” This morning, James Tobin used a less kind
expression. If | caught his words correctly, it was *"anarchic and
disorderly drift.* Still, it might have been interesting if someone
had given the ** case for muddling through** or at least had sketched
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someof the possibleconsequences. | say this because, notwithstand-
ing the unanimity at this conferencethat something should be done,
thereis agood chance that **muddle through®* is what in fact may
be in the cards.

If so, would the result be as Edwards predicts—an explosion or
collapse of the system? Or would it be the picture, conjured up in
my mind at least, from the Robert Eisenbeis paper—that of a huge
wave of technological and financial change washing over the land-
scape, about to leave behind some rather limp irrelevancies once
known as commercia banks and deposit insurance systems? Or would
wein fact end up at about where we wanted to be all along, possibly
led there by the states, as Robert Litan so cogently pointed out,
although most likely at the cost of considerabledelay and much ad-
ditional expense? | just do not know.

There seemed to belittleor no disputeover what isforcing change.
My notes on the causes mentioned by various speakers overlap con-
siderably. One thing that stands out is that technologica change
appears a the top of almost every list.

Asto what needs to be done, in most instancesthere was substan-
tial agreement, with only afew differences, largely of degreeor over
implementation. For example, broader powers for banks or bank
holding companiespassed, | sensed, by arather comfortablemgjority.
Of course, the receipt of additional powers was usudly related to,
or contingent upon, other reformsdesired by the speaker. Securities
powers headed the list when it came to additional banking powers.

Asan aside, | should say that | was personally delighted to hear
that the sacred line between banking and commerce is not quite so
sacred in the view of a number of our speakers. However, it till
seems live and well for a few others.

The urgent need for reform of the deposit insurance system also
came through rather clearly, at least from those speakers—which
means most—who addressed the subject. The most logical reform
in my view, but theleast practical politically, isfundamental reform,
by which | mean returning depositinsuranceto itsorigins—alimited
purpose, social-welfare system designed to protect depositors of
modest means against one of life's vicisstudes, a bank failure.

| should make a brief comment on the issue of whether a bank
may be "*too largeto fail." The matter surfaced in floor discussion
yesterday in a colloquy between Kenneth Guenther and William
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Seidman; it was mentioned in Tobin’s paper; and then it came up
again today when Frank Morris introduced it. | agree with those
speakers, such as Tobin, who argue that banks of any size should
be alowed to fail. On the other hand, it is perfectly conceivable to
methat thefailure of any privateinstitution, bank or nonbank, might
have grave repercussions—so grave that the government might feel
compelled to step in to protect the nationd interest. | doubt that Conti-
nental Illinoiswas such acase. But if it was, then it fell well outside
of thedeposit insurance system; it had no more relevanceto deposit
insurance than did Chrysler or Lockheed.

The Federal Deposit Insurance Corporation (FDIC) had an in-
surancecommitment in Continental Tilinois of about $3.5 bi Ilion, an
amount well within the capabilities of the deposit insurance fund.
| would argue that the FDIC should have been prepared to meet that
commitment, and nothing else. If Continentd I1linoishad to be saved
for reasons of state, then the decision and implementation respon-
sibilitieswere with the Treasury, the Federal Reserve, and, given
sufficient time, Congress.

The matter of prioritieswas raised by severa speakers, Seidman
and Tobin in particular. Both suggested that one should put a proper
structure in place before proceeding to make any changes in the
authority or powers that could be exercised by banking organiza-
tions. This does make sense. But | have to report that | had dinner
last Saturday evening with oneof thetop bank lobbyistsin Washing-
ton, who described to me in some detail how he expected to ensure
that the moratorium on bank powers was not extended next March
and how banking might then succeed in obtainingadditional powers.
He was quite optimistic, athough he conceded that one of the few
clouds on the horizon was that the banking industry might get itself
mired down in debating various structural reforms. Having just
finished Tobin’s paper, | asked did he not think that, logically, the
structural reform issue should be settled before one thought about
congressional action to restore or expand the powers of banking
organizations. His reaction was one of shocked disbelief. It may be
some time before | restore my credentias with that gentleman.

On the matter of variousingtitutional structures, | have just a few
comments. First, it is heartening to see the growing acceptance of
the idea that insulation of banks in a holding company framework
is possible—that regulatorscan confine their attention to banking and
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not to related activities. As one who has argued this proposition for
years, | know how lonely that position was, even four or five years
ago. The regulatory agencies were virtualy unanimousin dismis-
sing insulation. We have come along way when a chairman of the
FDIC, at least one and possibly several governors of the Federal
Reserve Board, and the Comptroller of the Currency agree that in-
sulation is feasible.

Second, | have long favored Litan’s ** narrow-bank®* approachto
structural reform, although possibly | would be a bit less narrow than
hein defining theassets that a bank with insured deposits must hold.
| like his approach in considerable part because it accomplishes a
basic deposit insurancereform, i.e., it makes deposit insurancelargely
unnecessary. But it could also solve many other problems, as Litan
indicated in his remarks. Its flaw, possibly fatal if one takes a nar-
row Washingtonview, isits saleability, with the difficulty probably
more pronounced in the banking industry than in Congress.

Accordingly, | favor the financial servicesholding company con-
cept, which Thomas Huertas described so well, and in particular |
think that the proposa made by the Association of Bank Holding Com-
paniesdeservessupport. That proposal, and others, in effect finesse
the basic need for deposit insurance reformsby structural arrange-
mentsthat insulate the bank and, therefore, limit the reach of deposit
insuranceand the government's exposure. Combined with continued
experimentation in enhancing depositor discipline—say through the
modified payoff proposa of the FDIC—the financia servicesholding
company concept may be the most feasible, attainable approach.

I must confess, however, to a sneaking fondnessfor someeements
of the Seidman approach, primarily for the reasons he gave Guen-
ther in the luncheon discussion yesterday. If the Seidman approach
can be pulled off, it isafar simpler, cleaner way of accomplishing
some important objectives.

In this connection, | was fascinated by the political implications
of the staff paper presented by Seidman yesterday. It is awesome
in its audacity. Consider that the approach that he is urging is cer-
tain to irritate banking's competitors, and in particul ar the securities
industry, when he proposesto reped the Glass-Steegdll Act. He cannot
be making any friendsat the Federal Reserve by proposing a repeal
of the Bank Holding Company Act, in addition to dismissing a
cherished bdlief of the Board of Governors that **the bank holding
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company should be a source of strength to the individual banks."
And then heisin effect telling two of the largest banker associations
in the country —the Association of Bank Holding Companies and the
American Bankers Association—that their financial services holding
company concept, on which they have labored so long and about
which a summit meeting is scheduled for September 9-10, is not really
needed. | wonder where he will find alies to support his proposed
restructuring.

The question that remains with me as we begin to close thecircle
here this morning is, again, one posed by our first speaker. If the
need to restructure is so clear, why is something not being done?
Franklin Edwards placed the blame on the persistenceof some myths,
which he claimed hobble us severely. Edward Kane took a different
swing at it, to the effect, as | understood it, that if only the voters
knew what was being done by the regulators and the legislature—
the hidden subsidies and the like—then reform would be possible.

Itcannot disagree with Kane of course, except to say that there are
other problems. And | agree with Edwards that the myths he cited
need demolishing. The problem is that some have already been
demolished and we are still mired down. | think, therefore, it might
be worth taking afew momentsto look more carefully at this matter.

A most formidable obstacle to reform is Congress, and there are
two important facts to keep in mind when it comesto Congress. First,
Congress is insulated from market forces to a considerable degree.
What Congress responds to is not the market but the pleadings of
its various constituencies, and the result often dependson therelative
political strengthsof those constituencies. One would like to believe
that the ultimate constituency — thepeople or the public interest—is
that to which Congress responds, but that is not often the case when
it comes to financia legislation.

Y ou would have to believe in the tooth fairy to believe that com-
mercial banking lost its Glass-Steagall battles with the securitiesin-
dustry becauseit lost on the merits. The myth that Edwards mentions
—that the separation of bank and securities activities is necessary
for financial stability —has been thoroughly demolished. It is hard
to find anyone in the agencies or, for that matter, on Captitol Hill
who believes it. What the banking industry hasfailed to do is what
the securities industry does so well, namely, mobilize congressional
support; and among other thingsthis means mobilizing sufficient cash
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and distributing it in the most productive manner.

It is easy to dismiss these grubby battles over turf as something
that will go away if only wefix our sights high enough and deal with
cosmic issues of reform. But you still have to get from *"here™ to
“‘there.”” Any reorganizationof banking powersinvolvesagood many
turfs, not just one. In these congressional wars, the more numerous
and better financed battalions are not on the side of banking.

Thesecond fact isthat, generally Congress prefersto avoid doing
anything when it comes to banking and the financial system. To be
sure, there may be afew legidators who like to seefinancial issues
stay diveand unresolved, thereby filling their campaign coffers, but
most senatorsand representativesfind that financial reformis essen-
tidly a“‘no win' issue when it comesto the folks back home. They
prefer, therefore, if at all possibleto delegate whatever power Con-
gress should responsibly assume when it comesto financial reform.
The delegation to the states of interstate banking authority is smply
one illustration.

Can Congress ever be counted upon to act swiftly and responsibly?
| suppose the answer must be yes, but | would say that the chances
are far better whenever a crisisis looming—and even then it is not
certain that Congress will move with great speed. Of all the papers
| have heard here over the past several days, it isthe Edwards paper
that | would most like every congressman to have on his desk. And
that is because his paper —athough toned down to some extent in
his oral presentation—paints a bleak pictureof imminent disaster if
reform is not accomplished rather quickly.

Another quite formidable roadblock to reform is the banking in-
dustry itself. | know that it is possible to paint, as Seidman's paper
doesfor example, a rather gloomy picture of trendsin bank profits,
losses, declining market share, and thelike, and to concludethat banks
are asonein their desire to achieve reform. Perhaps so, but reform
of thekind that we have beendiscussinghereis, | am afraid, arather
low priority for many banking organizations, most probably for the
majority.

We have agreat many banksin this nation. If any one of you has
been before a group of bankers recently — particularly community
bankers or regional bankers—and discussed what globalization or
securitization should mean to them, then you know, as| do, that your
talk did not end with-wild applause from the audience and demands
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for immediate action. In fact, the nonbank bank issue—an issuethat,
in thelarger schemedf things, | regard asan irrdevancy —can generate
more emotion among bankersin ten minutesthan reform of the Glass-
Steagall can generate in ten months.

The plain fact is that many banks are doing reasonably well, and
avery large proportionof bankersare in a businesswith which they
fed quitecomfortable. They are generdly awarethat thingsare chang-
ing and that the future may not be all that bright. But this does not
mean they are anxious to tear up the paving blocks and mount the
barricades on behaf of reform.

Finally, thereis one other impediment to reform that | hesitateto
mention, given the wonderful hospitality that has been shown us here.
Yet | do believe that the combination of monetary and regulatory
powersin the Federal Reserve has meant that the Federal Reserve
has been a significant barrier to reform in the past, and likely will
continue to be one.

Obviously, | meanthisin an institutional sense. | am not implying
any maevolenceon the part of Federal Reserve officials, whether
at the Board or at the banks. And | am certainly not implying any
lack of professionalism, or integrity, or concern for the public welfare
—on all of these the Federal Reserve deserves the highest marks.
Rather, it is because the Federa Reserveisin two different businesses
—and those businesses do not mix.

Onebusiness, as| said, istheformulation and conduct of monetary
policy, to which isattached **bank of last resort'* powers. Theother
isthe supervison and regulation of the expansion of banking organiza-
tions. The first, | believe, is the more important. Certainly it isa
responsibility that must be exercised with the maximum degree of
independence within government. But it is precisaly that independence
that is most threstened when the Board isforced to become embroiled
in the political infighting characteristicof financia regulation. Con-
sequently, and quite properly | might add, supervision and regula-
tion takes a back seat.

What do | mean by **back seat"* ? For one thing, | mean caution,
delay, and deferenceto Congress, even when Congress has clearly
delegated responsibility to the Board of Governors, asiit did in the
case of powersthat may be exercised by bank holding companies.
Again, | am not trying to be critical. | am sure | would do the same
thing if | wereon the Federal ReserveBoard. That is, when it comes
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to a question of roiling Congress up on regulatory issues, | would
keep my head down and be certainto protect the far moreimportant
flank—maximum independence within government.

What we have had, therefore, isaclassic ** Catch 22’ situation.
Congress delegates to the Board; the Board defers to Congress.

Among historians, one of the more fascinating games, although
perhaps not terribly productive, is the **what if?7* game. Military
historians in particular loveto play it. In financia history we have
our "*what ifs?"" many of which center on the Federal Reserve.

For example, *"what if”’ the Federal ReserveBoard some 15 years
ago had not bowed to political redlities in Congress and had held
that the savings and loan business was not only closely related to
banking but also was a** proper incident thereto™* ? Some interesting
scenarios can be spun out from that one, given what has happened
since. One, for which | could make a case, isthat there would have
been an orderly merger between the banking and thrift industries,
that the present thrift/FSLIC problem would be much smaller, and
in fact, that there might be no FSLIC today.

Another, even moreintriguing **what if?" can beidentifiedif we
go back to 1969-70, when the Nixon administration, and most par-
ticularly the Treasury Department, labored vdiantly to amend the
Bank Holding Company Act to providethat its administrationwould
be distributed among the three banking agencies. For example, bank
holding companieswith a preponderance of assetsin national banks
would be regulated by the Comptroller of the Currency, in state
nonmember banks by the FDIC, and in state member banks by the
Federal ReserveBoard. That effort was beaten down in part because
of the political astutenessaof Chairman Arthur Burns, who managed
to persuade Congress that the Federal Reserve really had no interest
in regulating banksor much of anything else, but smply thought that
it was the most experienced group when it came to determining the
limits within which bank holding companies might expand. And so
far as those limits were concerned, the chairman was prepared to
suggest that the Board was thinking of being rather liberal, setting
forth a menu that included, among other things, some interesting
securities powers. That was 17 years ago.

But **what if”* the Nixon administration had been successful ? Even
though the sought-after law required agreement of the three agen-
cies, what might have happened if Section 4 of the Bank Holding
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Company Act had been administered over the years by, say, aJm
Smith, a Tod Conover, or a Robert Clarke when it came to nationa
bank holding companies, or by a William Isaac or a William Seid-
man when it came to nonmember bank holding companies? One can
come up with a number of possibilities. My guessis that we would
not be meeting here today, or at least we would not be meeting here
on this particular issue.

In summary, the picture that | saw painted at this conferencewas
oneof rapid, amost bewildering, changein financial markets, point-
ing to a need for structura reform, the outlines for which are,
generally, fairly well agreed upon. What gives me pauseis. 1) that
the ultimate rulemaker —Congress—isnot very responsive, 2) that
one of themgor players—the banking industry —despiteour holding
out the glories of salvation does not exhibit any great desire to be
saved, and 3) that one of the key regulatory agencies—the Federal
Reserve—does not seem to recognize or agree with the proposition,
implicit in so many of the structural reform proposals, that one of
the essential elements for structural reform is its own demise as a
regulatory agency.

Perhaps after dl our future does indeed lie with the states. But
given dl of this, | regret even more that we never did hear the case
for **muddling through."*






Overview

- Henry Kaufinan

This symposium on ** Restructuring the Financial System™ isex- -
ceedingly timely. Extraordinary changesare taking placein the finan-
cial marketsand Congress and regulators are slow in responding to
these changes. Franklin Edwards was right, in hisopening remarks,
when he stated that **we must determine the financial system of the
future, and put in place a compatible regulatory system.” He then
went on to say, we have ** to agree on fundamental goals of financial
regulation and on the amount of government intervention needed to
achieve these goals.””’

| would express my concern more fervently. | feel very strongly
that our financial system isgoing astray. Many deposit institutions
are weak, and business and households have assumed massive debt
burdens. This poses serious risks for our economy. Inlight of these
risks, the current system of financial regulation isinadequate to deal
with changesin financial markets. Congress should abandon the cur-
rent system and passcomprehensivelegisationto install a better one.

In designing a better regulatory environment, we must ask ourselves
what kind of afinancia system we really want. What should the finan-
cia ingtitutions and markets try to achieve? How can this be ac-
complished effectively while safeguarding the public trust? Are there
important distinguishing aspects between financial institutions and
other private enterprisesin theeconomy? In other words, we should
begin setting forth a rationale for our financia system and then
establish some of the tenets that will move us closer to an improved
financia regulatory structure.
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To begin, let me say that it would be impossible to run our com-
plex and advanced economy effectively without integrated suppor-
tive activity from financial institutions and markets whose roleisto
intermediate the savings and investment process. Financial institu-
tionsand markets reconcile the needs of both the demandersand sup-
pliersof funds. If wedid not have an efficient financial system, the
behavior of spending units and of savers would be severely limited
and our economic performance would be sharply curtailed. Among
other things, a well-functioningfinancial system should facilitate stable
economic growth. In a broader sense, it should promote reasonable
financia practices and curb excesses.

Some members of the financial and academic community make
an important distinction among the underlying functions of the finan-
cia system. They divide the functionsinto two parts: to provide a
mechanism through which flow al payments and to provide the
framework through which alocating credit is efficient. Thisdistinc-
tion is made because thereis aclear need to safeguard the payments
mechanism, but it is less clear that our system of credit alocation
requires such safeguards. | believe, however, that in the financial
world today, thesefunctionsare intertwined. The differencesbetween
money and credit are blurred. In an attitudethat has changed markedly
over the past few decades, borrowings are considered by many to
beasourceof liquidity and, therefore, a substitutefor money or highly
liquid assets. Short-term assets like Treasury bills and commercial
paper are considered substitutes for money. Thus, the greater risks
that may be inherent in today's credit structure are not reduced by
paying specia attention to safeguarding the payments mechanism,
which once upon a time was a cash-only function. Moreover, other
important financial changes have taken place that have affected the
functioning of our financial system and that have often induced
regulatory responseswithout full thought to the ultimate consequences.
I will briefly mention five developmentsthat need to be incorporated
in plans to improve our financial system.

First, financia institutions today primarily acquire funds by bid-
ding in the open market. Thisbidding for funds has been partly respon-
siblefor blurring the differencesamong financial institutions. A broad
menu of obligations is available to temporary holders of funds and
savers. Many are highly knowledgeabl e about these instruments and
markets. Few ingtitutions hold much in the way of ** captive funds'
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a below market yields.

Second, ingtitutionsand other participantsin the financial markets
now actively engagein ‘“spread banking” —aneffort through which
institutionstry tolock in arate of return that exceeds the cost of their
liabilities. This practice began years ago as a commercia banking
technique, but other institutions and businesses have followed suit
with the creation of many new credit instruments ranging from
floating-rate obligations to interest-rate and currency swaps.

Third, these spread banking and related opportunitiesweregresatly
enhanced through ** securitization' —which, asis well-known, isthe
process by which a nonmarketable asset is turned into a marketable
instrument. Today, many credit instruments have been securitized,
including consumer credit obligations, mortgages, high-yield cor-
porate bonds, and many derivativeinstruments, such as options and
futures. They have enhanced the growth of the open market and in-
hibited the growth of the traditional banking market. Y et, many of
these instruments, new as they are, are not completely understood
and have yet to be tested in both bull and bear markets.

Fourth, financid institutionsand markets are much moreinterna-
tiond in their activities. Fundsflow from one country to another elec-
tronically with extraordinary volume, sometimes moving counter to
underlying trade devel opments. Facilitating these internationa flows,
large U.S. commercia banks and investments banks have built up
great operations in key foreign money centers, and concurrently,
foreign financial institutions are enjoying an increased presence in
the United States. Today, many U.S. borrowers participate in both
U.S. and foreign financial markets, and U.S. institutional investors
are becoming more familiar with international opportunities. Again,
theopportunity for reward hascarried risk. Our money center banks
experiencein lending to developing countriesis oneexample. Manag-
ing the risk of floating exchange ratesin a world of 24-hour-a-day
trading is another.

Fifth, vast improvementsin computer and communicationstech-
nology are rendering many traditional institutional arrangementsob-
solete. Technol ogical breakthroughshave a significantimpact on the
location of physical facilities, the communications linkages with
clients, and the magnitude and speed of market decision making.

These changes, to a large extent, reflect the deregulation of in-
terest rates without putting into place concurrently new prudential
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safeguards. In view of these developments, a number of issues need
to be raised and resolved. Oneiswhether financia ingtitutions should
be subject to'specia regulatory treatment. My answer is**yes."" This
is because financial institutions are entrusted with an extraordinary
public responsibility. They have a fiduciary role as the holders of
the public's temporary funds and savings. They generally havelarge
liabilities(other people's money), asmall capital base, and are in-
volved in alocating the proceeds from these liabilities to numerous
activities that are critical to the functioning of our economy.

If the role of the financia system carries a public or fiduciary
responsibility, as| believeit does, then agovernmenta rolein guiding
the system is valid. No highly developed society has treated finan-
cia institutionsand marketsas strictly private activity, and Congress
itself haslong since recognized the role of central banking in guiding
our financia system.

Thisdistinction a so hingeson the necessity for keeping theowner-
ship of afinancia enterpriseseparate from that of businessand com-
mercial activity. To combinethe two would surely lead to economic
and financial concentration, to major conflicts of interest, and to a
compromise of the public responsibility of financial institutions.
Equaly important is that a marriage of business and the financia
system would substantialy widen the officia financia safety net that
is now extended only selectively to businessesand institutions when
financial difficulties erupt. A mix of commerce and finance would
spread the safety net to cover many privatelarge enterprises. This,
in turn, could lead to additional economic inefficiencies at the ex-
pense of small and medium-size enterprisesthat would suffer pro-
portionately morein periodsof economicdistress. The result would
be more economic and financial concentration.

Another question that needs to be addressed is whether financia
ingtitutions should experiencethe benefitsand discomfortsof monetary
policy or should they be mere conduits that pass the full impact of
policy on to householdsand businesses. In the past two decades, finan-
cia ingtitutionshaveincreasingly become conduits. Through spread
banking and other techniques, for example, they have quickly passed
on the higher cost of fundsto local government, business, and house-
hold borrowersin order to protect their own profit margins. As a
result, much higher interest rates have been required to achieve ef-
fective monetary restraint.
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Thefinal demanders of credit—such as consumers, businesses, and
governments—have been encumbered with a higher interest cost struc-
ture. Theability of financia institutionsto shift higher costs quickly
has encouraged them to become more entrepreneurial and more ag-
gressive as merchandisers of credit. Similarly, the securitization of
credit obligations is probably loosening the traditional ties between
creditor and debtor, adding to the entrepreneurial drivein thefinan-
cial system.

The disguieting manifestations of this financial .entrepreneurship
abound today. Despite a sharp deterioration in the quality of credit
reflected on the balance sheets of financia institutions, thedrive to
exploit growth through the continuing rapid creation of debt isvery
much alive. Banking institutions that are overloaded with the debt
of financially weak developing countries are currently striving to ex-
tend credit to sectorsin which debtors are still viable, such as house-
holds and businesses. The open credit market operates under thefalse
assumption that marketability means high liquidity; it is exploiting
the issuance of high-yield bonds and is taking on activities that are
akin to bank lending practices. Financial market participants, how-
ever, will not escape from what has come about. The rapid growth
of debt and its costs create a burden on households and businesses
that isthen, in turn, reflected back on the weaker and more marginal
assets of our financial institutions; these institutions then becomeen-
cumbered with inadequatecapital and, consequently, experience pres-
sures to improve profits by movinginto other ventures. Thereislittle
solace when the deed has been done. By then, the financial system
and its participants have been weakened.

In this context, the central bank operates precariously. It has to
driveinterest ratesto hitherto unthinkably high levelswhen monetary
policy restraint is required, because institutions have no vested in-
terest in slowing credit availability early; it must also cut interest
rates sharply once restraint is effective to avoid bankruptcies. The
risk under this approach is that the central bank has to take on the
role, increasingly, of lender of last resort to a wider range of finan-
cial and business participants. In essence, the recent changesin our
financia system have facilitated the transfer of risk to the ultimate
borrowersand investors. However, thishas not eliminated risksfrom
the system. Indeed, the process has contributed to a faster rate of
debt creation, ultimately increasing the risks in the economy.
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Financial ingtitutions are not just the guardian of credit, but in a
broader sense, they are also the mechanism that can either strengthen
or weaken a market-based society. Financia ingtitutions should be
part of a processthat encourages moderate growth of debt and substan-
tial growth of equity and ownership. To be sure, to achieve such
objectives, acorrect fiscal and tax structuremust bein place. Substan-
tid risk taking and entrepreneurial zed belongs properly in the world
of commerce and trade, where large equity capital tends to reside,
and not in financia ingtitutions that are heavily endowed with other
people's money. Encouraging increased leveraging of financia in-
stitutions automatically induces greater leveragein the private sec-
tor, making this area more vulnerable, more margina and eventually
invitinggovernment intervention. The whole processthus undermines
the essence of an economic democracy.

In this regard, there are anumber of unaterablefacts. First, when
financia ingtitutions act with excessive entrepreneuria zeal, the
immediate outcome is a contribution to economic and financial ex-
hilaration. Only later, when the loan cannot be repaid on time or
theinvestment turns sour, are thedebilitating and restrictiveaspects
of theexcessesfully evident. In addition, official exhortationsto limit
theexcesses of financial entrepreneurshipare inadequateif not futile.

To some extent, our current regulations encourage risk-taking,
because large ingtitutions are not alowed to fail, and it is virtually
impossiblefor major financia participantsto remain uncompromised
to some extent. Asis clearly evident al about us today, the com-
petitive pressureto be in the new mainstream of marketsis intense.
Growth aspirationsare difficult to thwart once institutionsset targets
for profits, market penetration, and balance sheet size within a finan-
ciad framework that prescribes no effectivelimitsand that encourages,
with great intensity, the applicationaof financia ingenuity and liberal
practices.

Thus, this issue comes down to'whether or not financial institu-
tions should be a vehicle for sheltering households and businesses
from becoming highly exposed financially. | believe that a bias in
this more prudent direction would be quite desirable. In addition to
the vulnerabilitiesthat | haveaready mentioned, alessentrepreneuria
financial system would reduce the wide gyrationsin the financia
markets, encourage longer-term investment decisions and focus
society's efforts on meeting economic goals. As | will indicatelater,



Overview 231

this shift in financia direction is not yet beyond our reach.

Much of the debate on the reregulation versusthe deregulation of
financial ingtitutions rests on just these issues. Do financial institu-
tions serve an important public role, and in this role, should finan-
cia ingtitutions protect households and businesses from financia
excesses? The debate should not be decided solely on the basis of
the so-called inequitiesin the marketplace today or on the premise
that U.S. financia ingtitutions should have sufficient flexibility to
compete with rapidly growing financial ingtitutions and markets in
the United States and abroad. The resolution of the debate on these
particular points will not necessarily strengthen our system. What
othersdo may not be right. Indeed, if our banks had been inhibited
in the past from competing so aggressively in theinternational arena,
they would be stronger —not weaker —organizations.

However, if the Congress decides that a more deregulated finan-
cial system ispreferred, at least two challengeswill haveto be met:
How are institutions and markets to be disciplined? And, how will
institutionshave to be structured to competeon alevel playingfield?
The disciplines of aderegulated financial system are simplein con-
cept, but difficult—if not impossible—in reality, to accept, especidly
in a highly advanced economic society. Efficient institutions will
amass profitsand prosper, and inefficientoneswill stumbleand then
fail.

The difficulty in accepting such disciplines reflects the fact that
the failure of financial ingtitutions involves other peopl€'s savings,
along with temporary funds from theinstitutionsin questionand from
other organizations linked to the financial institutions through the
intermediation process. Moreover, such a deregulated system will
surely burden householdsand bus nesseswith an even gresater overload
of debt and make the economy more marginal. | hope that Congress
will not move in this direction.

Theobstaclesto achievingaleve playing fidld—a framework that
would ensure competitive equality among the different types of
institutions—areformidable. What kind of standards, if any, should
institutions be required to adhere to? Can there be true competitive
equality if theliabilitiesof some ingtitutions are federally insured,
whileothersare not? | doubt that depositinsurancecan beeliminated
from our financia system. If it were, market participants would
assume that the official safety net would cover an even larger port-
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folio of the financial system until a major institution is allowed to
fail, and then the risks of contraction in the financia system and
economy would be extremely high. It is the type of risk that we,
as a society, should avoid.

Now, much was said in thelast two days of our discussions about
therole of the commercia banks and the broader powers that should
be accorded to them. However, in restructuring the financial system,
we cannot overlook the many changes that have occurred in the open
credit market, both here and abroad. Robert Eisenbeis spoke about
the changesin clearing arrangements. On the whole, very little was
said about the huge growth in open market transactions, in derivative
credit instruments, about the credit exposures in the various clear-
ing mechanisms, about the potential settlement problems, and the
extraordinary capacity to speculate in this financial world as com-
pared with the more limited aggressive financial activity afew decades
ago.

In formulating the groundwork for an improved financial system,
we cannot and should not return to the compartmentalized structure
that prevailed years ago. Financid life is evolving, and we should
be able to retain the best and discard undesirable aspects of this pro-
cess of change. To ignore the developments in our financial world
will invite the risk of substantial disarray. Those who favor further
substantia deregulation do so on the grounds that such a system, by
being highly competitive, will provide services at the lowest cost.
They ignore both the specia fiduciary role of institutions and the
fact that the costs of service delivery are only one aspect in judging
the performance of the financial system. They aso fail to recognize
the consequencesof allowingfailuresto be the soledisciplining force
in this system.

Advocatesof substantial deregulation, however, do not agree when
it comes to deposit insurance. Large institutions often favor the
removal of insurance atogether or insurance fees associated with the
risks involved in theinsured ingtitution. The assumption here isthat
large ingtitutions will have an advantage, because even in a fully
deregulated environment, the government would be much more hesi-
tant to allow such institutions to fail. The likely consequence would
be increased financial concentration. Deposit insurance based on the
associated risks would probably also not work well, because higher
fees would boost the costs of already marginal institutions, promote
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enlarged risk taking to offset these costs and put depositors clearly
on notice that they are maintaining accounts with a vulnerable in-
stitution where deposit insurance may not hold.

Many advocatesof regulation want to maintainthe statusquo. This
position, | believe, iscompletely unrealistic. Adherents to this view
fail to acknowledge some of the important changes that | mentioned
earlier: the aggressivebidding for fundsby institutions, the globaliza-
tion and securitizationof markets, and the quick pass-through of costs
by institutions to final demanders of credit. Only a few have called
for some sort of new regulation. For example, E. Gerald Corrigan,
president of the Federal Reserve Bank of New Y ork, has put forth
awell-reasoned and articul ateset of proposalsfor reforming thefinan-
cial structure. On the whole, he emphasizes arranging the institu-
tions in our system into three groups: bank and thrift holding com-
panies; financial holding companies; and commercia and financia
conglomerates. | believe that this arrangement is influenced by his
central banking responsibility. He wants to ensure that the central
bank, as the lender of last resort, can function effectively in crisis
periods.

Corrigan's analysis stresses having a well-functioning payments
system, and he has argued persuasively for keeping commerce apart
from banking. But as| stated earlier, the blurring of the distinction
between money and credit means that safeguarding the payments
mechanism is only one part of an improved financial regulatory
structure.

What then should be done to establish a reformed financial system
that recognizesthe changesthat have occurred and concurrently pro-
vides the underpinnings to encourage stable economic growth and
provide for the general wellbeing of an economic democracy?1 sug-
gest the following.

First, an official central authority should be established to oversee
all mgjor financial ingtitutionsand markets. Today, welivein ahighly
integrated financial system in which, as | noted earlier, institutions
bid for fundsand, in someinstances, carry on comparable activities
in the allocation of these funds. The current system of diverse and
overlapping official supervision lacksa coherent overview and fails
to meet the redlities of the financial world today. This new central
authority should also establish minimum capital requirements and
uniform reporting standards, and it should require much greater
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disclosure of the profitability and balance sheet data of our ingtitu-
tions. When monetary restraint is required, this new centralized
authority should increase the minimum capital of financia ingtitu-
tions. In this way, institutions would be restrained, and households
and businesses would be less encumbered financialy. The reverse
would, of course, hold when monetary ease is needed. Capital re-
quirements basad on the riskiness of assetsisastep in the right direc-
tion. Thisauthority should aso set atime schedulethat would require
all ingtitutions to report their. asset values at the lower of cost or
market. Such a requirement would further inhibit the weakening of
our financial ingtitutions.

Second; an officia internationa authority should be established
to oversee mgjor financid ingtitutionsand markets, regardlessof their
location. I1ts membership should consist of representatives from the
magjor industrial nations. As noted earlier, global financia institu-
tions and markets exist today —a fact that makes the supervision of
- ingtitutionsand markets by national authoritiesineffective. Borrowers
and ingtitutionsquickly arbitrage the regul atory capital requirements
and other differences between one financial center and another. At
times, the agility of market participantslimitsthe policy effectiveness
of central banks. Consider, for example, how easy it isfor participants
who have accessto international financial marketsto circumventthe
policy objectivesof central banksor how much moreforcefully others
haveto be constrained in order for monetary policy restraint to achieve
its objective in tightening markets. Such an official international
authority should set minimum capital and reporting standardsfor all
major ingtitutions that operate internationally, and uniform trading
practicesand standardsshould be established for participantsin open
market activities.

Third, because conflicts of interest run the serious risk of under-
mining the efficient functioning of the financial system and the
economy, they must be avoided. There are three activitiesthat need
to be kept apart: lending, underwriting of securities, and equity in-
vesting. Conflictsof interest are bound to ariseif theseactivitiesare
joined.

With these conflicts of interest in mind, the following principles
should underlie new financial regulations.

First, commercia and financial institutions belong apart.

Second, financia institutions should not be allowed to be both
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lenders and equity investors. The system of regulation should force
financid ingtitutionsin their dedlings with the business sector to choose
whether to be an underwriter, a lender, or an equity investor.

Finally, deposit insurance should be used to strengthen the finan-
cia sysem—and not serve only as a guarantee of the safety of
deposits. The proceedsfrom all insured deposits should be required
to beinvested either in high-grade securities or loans that are deemed
to be highly creditworthy by the official regulators. If deposit in-
stitutions prefer to make lower quality loans and investments, they
should be booked in another ingtitution and financed with noninsured
funds.

There are no easy and quick solutions to the problems that now
permeateour financial system. The comprehensivereview that Con-
gress is undertaking currently is a welcome prerequisitefor formu-
lating a new and improved structure. Y our investigation should focus
not on how quickly the last vestiges of the Glass-Steagall Act can
be removed, but rather, theissue before Congress should be**If not
Glass-Steagall, then what?* A fully deregulated financia systemis
not the solution. Financia institutions have a unique public respon-
sibility. Consequently, a better regulated financia system that in-
corporates the many changes that have taken place in the past few
decadesis, in my opinion, the correct way. Thiswill position finan-
cia institutions and markets to facilitate economic growth instead
of contributing to substantial economic turbulence in the future.
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