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SPEAKER

Bank Activities and Structure
in the Coming Decade

Susan M. Phillips
Member, Board of Governors of the Federal Reserve System

am pleased to be able to partici-
I pate in today’s discussion of the

future of the banking system. In
my temarks, I will present my
thoughts on the future functions of
banks, the delivery of banking ser-
vices, and the evolution of the struc-
ture of the banking system. I would
note that these are my personal views;
other members of the Board may have

other opinions.

Before launching into this discussion,
I would emphasize that history reveals
a strong tendency to overestimate the
pace of change in the financial sys-
tem. While many, if not all, of the
changes we are talking about today
will indeed take place, the question is:
When will they occur?

I am reminded of former Federal
Reserve Governor Mitchell, who, in
the mid-1960s, predicted many of the
changes in the payment system that
are occurring today. He foresaw debit
cards, stored value cards, home bank-
ing by computer, and electronic trans-
fers. Unfortunately for Governor
Mitchell’s forecasting record, he was
predicting these changes for the
1970s. Some of the developments he
predicted haven’t yet occurred. For
example, stored value tickets, such as
those used by the Washington, D.C.,
and San Francisco subway systems,
have not caught on more widely in
the U.S. However, according to recent
press articles, VISA and others are
developing a smart card which could
be used for transactions that are not-
mally conducted with cash. Such
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cards with multi-currency capabilities
are beginning to be used in Europe.

A recent Business Week article con-
tained forecasts of wonderful changes
in the payment system. Once again,
the imminent demise of checks was
predicted. But, as the president of
the largest check printing firm
pointed out in a comment letter to
Business Week, in spite of all these
forecasts of new systems, the number
of checks written in the United States
continues to increase.

To take another example of a forecast
gone a bit awry, when the states were
considering interstate banking laws,
smaller banks visualized Citicorp set-
ting up shop next door. Along with a
few other New York City and Califor-
nia banks, this was the bank to watch
and fear. Who expanded? It’s been the
banks from Charlotte, North Carolina;
Columbus, Ohio; Providence, Rhode

Island; and Minneapolis, Minnesota.

As a final example, one-stop shop-
ping at financial supermarkets was
another popular forecast that didn’t
work out. Remember how Sears Roe-
buck advertised for us to “buy our
stocks where we bought our socks”?
Now Sears is back to being a retailer
again, and we won’t be buying our
stocks there anymore. The whole idea
of bringing all financial services
together at Sears or K-Mart seems to
have fallen by the wayside.

6 The Jerome Levy Economics Institute

Thus, being mindful of the dangers of
forecasting more change than can be
accommodated in the forecast petiod,
I will limit my talk to commercial
banking and its structure and keep the
forecast horizon short.

The Role of the Commercial
Bank

For a small number of banks, especial-
ly the largest banks, I believe life is
going to change rapidly and drastically
in the next decade. Some of these
banks will be expanding on a geo-
graphic basis as they form multistate
organizations or expand their interna-
tional business. Many already have
section 20 securities subsidiaries and
will be active in off-balance-sheet
activities, such as derivatives. Other
banks will be the technological inno-
vators and will be involved in the
production of new financial products
and delivery systems.

But, while the pace of change will be
very rapid for this small group of large
banks, for most banks, I don’t think
that the nature of commercial bank-
ing is going to change greatly in the
next decade. Deposit-taking and lend-
ing will continue to be the core func-
tions of their business, although
improvements in technology and
communications will speed data flows
and make business more competitive
and more efficient. But, those of you

who have studied banking over time
know that things change slowly in
this industry, at least for the vast
majority of firms. In part, the slow
pace of change is due to restrictive
legislation; and, in part, it is due to
the slow acceptance of change on the
part of bankers and bank customers.
Additionally, it takes time to accom-
plish the diffusion of new technology
through an interconnected industry
composed of thousands of firms.

Thus, most banks will continue to
offer the depository and lending ser-
vices that they have traditionally pro-
vided. For these banks, change will
come at the margin. Fee income from
the production of both traditional and
new services will become more impor-
tant, and these services will be sepa-
rately priced and cost accounted to
assess their bottom-line impact. More
loans will be originated for sale into
the secondary markets. Changes will
assist in the more efficient use and
allocation of capital.

For the longer run, I believe that
banks should become the diversified
financial service providers that Sears
tried to become. Sears had the right
idea, but it did not have the bank at
the core of the organization. As the
banking industry consolidates, it will
be able to distribute products
through the banks’ office networks,
as well as through the computer and

telephone communications systems
that will develop.

Such banks will provide a very wide
range of financial services, both for
consumers and for businesses. Their
services will encompass all of those
that Sears and the other financial
conglomerates were envisioned to pro-
vide—banking, securities, insurance,
and real estate. Let me speak a little
about each of these.

The banks’ securities business is
already expanding rapidly. Unre-
stricted underwriting powetrs are
desirable, but it seems likely that the
largest banks will fully utilize these
powers. Although there is a role for
smaller banks in the local municipal
markets and in the securitization of
small business debt, I expect that
most of these banks will concentrate
their efforts on the distribution of
investment products. The rapid
expansion of mutual fund sales
through banks is a great example of
the potential of a branch banking
system. While more sophisticated
investors buy no-load funds via mail
and toll-free telephone numbers,
most funds are sold on a retail basis
by stockbrokers. But, since a majority
of the population does not regularly
deal with a broker, the banking sys-
tem has a natural advantage in the
distribution of mutual finds. Banks
should become a prime vehicle for
mutual fund distribution.
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The sale of at least some lines of insur-
ance is probably more important to
banks than the distribution of mutual
funds. An insurance brokerage line
offers the bank the opportunity to gain
a larger share of its customers’ total
financial business. Like the sale of
mutual funds, this is a distribution
activity that involves little risk of loss
to the banks and can provide conve-
nience to customers.

As most of you know, banks have long
wanted to distribute insurance prod-
ucts. Those bank holding companies
that have grandfathered insurance
powers have found this to be a very
profitable activity. Indeed, it is the most
profitable of the non-bank activities
permissible to bank holding companies.
The Board has long advocated allowing
banks to act as insurance agents. But,
legislative reviews of the issue have not

been supportive, and those opposed to-

the sale of insurance products by banks
have placed significant federal statutory
limitations on the banks.

Consistent with the one-stop financial
service provider theory, a third logical
service line for banks, but one which
has received little attention in recent
years, is real estate brokerage. Who is
in a better position to act as a real
estate broker than the local banker?
The office network is in place, and
financing and insurance could be pro-
vided along with the house. The bank

could originate the loan and sell it

8 The Jarome Levy Economics Institiite

into the secondary market, while
retaining the service rights with
already established bank customers.
Naturally, existing real estate firms feel
about the same as the insurance agents
about allowing banks into their industry.

These new services could be tied
together in a comprehensive package
by the banks. When combined with
financial planning and tax preparation,
they would have consumer appeal,
would provide all the financial services
needed by the average consumer, and

could be offered by nearly all banks.

In providing services for businesses,
banks will only be able to compete if
they are innovative and efficient. The
banks’ role in lending to large busi-
nesses has decreased as non-bank
lenders have gained market share.
Thus, it is even more important for the
banks to retain the financial business
of small and medium-sized firms. Much
of this business was developed through
local market contacts and high levels
of service. These were combined with
knowledge of their customers, their
customers’ business, and their cus-
tomers’ markets. The local bankers
knew the business of their local cus-
tomers. Now, many of the local banks
are being acquired by large interstate
banks. If these new entrants cannot or
do not provide the needed level of ser-
vices to local business customers, the
banking system will lose many of these
businesses to the non-bank lenders.

Although I do not subscribe to the view
that banking is a declining industry,
many seem to hold this position. The
declining industry issue is the theme of
next month’s annual bank structure
conference at the Federal Reserve Bank
of Chicago. Certainly there will be
changes, and competitors will pick up
some of the functions of banks. What-
ever the changes, it is not axiomatic
that banking, as we know it, has to
have a certain share of the financial
services industry in order to survive.
Alternatively, perhaps the perceived
decline of the banking industry is a
measurement problem, and we should
give some thought to new, more
appropriate measures of the changing
character of financial inter-mediation.

Although opportunities abound, in
my own view, banks will do best by
concentrating on expanding their
consumer franchise while retaining
their role in providing financial
services to businesses. Naturally,
they will encounter entrenched
opposition as they attempt to
expand into other activities. Most
of the new activities that I have
suggested are now either partially
or totally off limits to banks.
While public policy should not
reserve a certain portion of the
financial industry for the banking
system, | do not believe the gov-
ernment should place competitive
handicaps on banks.

The Delivery of Banking
Services

Turning to the delivery of banking ser-
vices, | think we can look forward to a
gradual evolution of the public’s pay-
ment habits. Most of the innovations
that are being forecast will occur; they
just probably won't occur as fast as
some expect.

First, checks will eventually play a
smaller role in the payments system. 1
won’t go so far as to predict the year in
which the number of checks will
reach its peak. The big move away
from checks will come when more
bank customers find new systems easy
and convenient to use, and when
banks price this service to shift the
full cost of processing checks to the
check writer. Thus, this transition will
be driven by pricing decisions, as well
as by technological changes.

Second, the use of the ACH for the
direct deposit of payroll checks and
other regular payments will expand.
However, debits to bank accounts for
routine payments will grow more
slowly, because many consumers are
unwilling to give up any element of
control over the outflow of funds from
their checking account. Again, the
pricing of debit card services, relative
to other forms of payment, clearly
affects the use of this innovation.

The Financial System In the Decade Ahead 9



In the business sector, corporations are
increasingly using electronic transfers
to pay their suppliers, as well as their
employees, Clearly, moves in this
direction offer opportunities to reduce
the number of checks written. But, my
impression is that there is a long way
to go in this area. The same is true for
systems to bank at home by computer
ot telephone. I know that many past
innovations in this area have been
technologically attractive, but have
failed to attract sufficient numbers of
customers to be commercially success-
ful. But, the passage of time will
replace older people who are not com-
fortable with computers with younger
people who have grown up with the
technology. These demographic
changes, the spread of computers into
more and more homes, and the
decline in costs should lead eventually
to a profitable home banking system.

Clearly, we will see a transition from a
paper-based to an electronic system for
the delivery of banking services. But,
this is going to take some time.

The Consolidation of the Banking
Industry: How Many Banks?

The clearest trend in the banking
industry is the consolidation move-
ment. The number of banking organi-
zations continues to decline. There
were 11,000 banking organizations in
1985; at year-end 1993, there were

10 The Jerome Levy Economics Institute

only 8,300. While the absolute
amount of change seems large, this
represents only about a 3 percent per
year decrease in the number of bank-
ing organizations. Failures accounted
for some of the decline, but most is
attributable to mergers and acquisi-
tions. More consolidation is now
legally possible because of the contin-
ued reduction in the barriers to in-
state and interstate expansion.

The consolidation movement is not
merely the absorption of small banks
by large banks; it is also very obvious
at the upper end of the size spectrum.
For example, of the 100 largest banking
organizations at mid-year 1985, 42 have
already been acquired or will soon be
acquired, assuming that all currently
pending acquisitions are approved.

The effect of the consolidation move-
ment is shown in the data on the
share of total banking deposits held by
the largest banks. For many years, the
100 largest banks held approximately
50 percent of total domestic banking
deposits. Now, that percentage has
increased to 64 percent.

The fact that this increase in concen-
tration has occurred so early in the
formation of interstate banking orga-
nizations is quite impressive. As yet,
no firm is even close to establishing a
nationwide office network. So far, only
six bank holding companies have
commercial bank subsidiaries in ten or

more states. If a 14 percentage point
increase in the national concentration
of deposits is associated with achiev-
ing the current level of interstate
banking, | would expect that the ulti-
mate formation of a few truly nation-
wide banks will result in a much high-
er level of national concentration.

Does it make any difference if the top
100 come to hold 90 percent or more
of commercial bank deposits? Probably
not, as long as there is effective com-
petition in local banking markets. The
key is whether households and small
businesses have access to a reasonable
number of alternative sources of
financial services from banks and
other financial institutions.

Although there may eventually be a
much higher concentration of deposits

on the national level, there will prob- -

ably still be many small banking insti-
tutions well into the future. While
articles predicting doom for the small
banks continue to appear, as they
have for decades, there is still no evi-
dence suggesting that small banks
cannot continue to compete. Not
everyone needs the services of a
nationwide banking organization, and
many customers prefer to deal with a
small local bank where their business
will be handled by the president of the
organization. Cotrespondent banking
relationships will expand to accom-
modate small banks’ needs for special-
ized or complex banking services. The

small banks, having a local base, will
act as a competitive check on the per-
formance of the large firms.

Given the anticipated reduction in
the number of organizations, one
might question whether the
antitrust laws would interfere with
this consolidation. In general, ]
believe that they will not. First,
especially during these early years of
interstate banking, many mergers
involve banks that are not operating
in the same geographic markets. In
many cases, they aren’t even in the
same states. For example,lthe merger
of Society Corporation in Cleveland
and KeyCorp in Albany formed a
bank holding company with banks
in 10 states. But, there was no geo-
graphic market overlap; Society was
in .Ohio, Michigan, and Indiana,
while Key was in seven other states
ranging from Maine to Washington
State. As long as there is no local
market overlap, antitrust issues do
not even arise. Second, the current
guidelines for evaluating the com-
petitive impact of bank mergers
would not block most mergers. In
nearly all major local banking mar-
kets, many banks could be acquired
before the Justice Department merg-
er guidelines would be violated.

The Financial System In the Decads Ahsad 11



The Consolidation of the Banking
Industry: How Many Branches?

While the number of operating banks
seems quite certain to decline, there is
less certainty about the number of
branches. Many of the forecasted
changes in payment systems would
lead to the conclusion that traditional
brick and mortar branches will be less
important in the future. The ATM
performs many of the routine branch
functions, and one bank has recently
introduced a system for applying for
loans through an ATM.

In additien, the massive branch clos-
ing programs that often follow mergers
create the impression that the num-
ber of branches in the nation is
declining. Actually, in spite of these
closings, the number of operating
branches nationwide has not declined,
although the rate of increase is much
lower than in earlier years.

Before accepting the idea that brick
and mortar branches are obsolete, let
me make a few points about the num-
ber of branches. First, the transition to
interstate branch banking will convert
a lot of banks to branches because
many bank holding companies with
banks in multiple states will convert
their subsidiary banks to branches. In
addition, there will be hundreds of
mergers in the process of developing
an interstate banking system; each of
the acquired banks will probably

12 The Jerome Levy Economics Institute

become a branch of the acquiring
bank. Finally, if interstate branch
banking is aliowed, bank holding com-
panies may convert the offices of their
non-bank subsidiaries into branches of

their lead bank.

Even with the bank organizational
changes we have experienced in
recent years, we may not have
reached a national equilibrium
between the number of banks and the
number of branch offices. In those
states that have only recently liberal-
ized their branching laws, there are
probably still more banks and fewer
branches than there will be in the
long run. For example, as of year-end
1993, IHinois still had 958 banks and
Texas still had 1,011 banks. There is
every reason to expect that, especially
in states such as these, the number of
branches will continue to increase,
while the number of banks declines.

Moreover, if banks are to differentiate
themselves from money market mutu-
al funds and other non-bank suppliers
of financial services, much of the dif-
ferentiation will be through the provi-
sion of local service offices. In fact,
banks’ branch networks will be key if
banks are to become the major ven-
dors of mutual funds and insurance.
Those who forecast that branches will
be replaced by ATMs are not thinking
beyond the provision of basic banking
services. ATMs are not going to sell
insurance or mutual funds; it is person-

al contact with staff in a branch office
that leads to those sales. Of course,
since people don’t buy insurance or
mutual funds on a daily basis, there
may be some room for the reduction
of the number of branch offices. And,
if the banks are not able to win leg-
islative approval to provide additional
services, the number of branches will
be more likely to contract.

Conclusion

To summarize briefly, ] have made a
conservative forecast of the near-term
future of the banking industry. While
this forecast does not suggest any real-
ly radical changes, I believe the
change that is forecasted can be
accommodated within a decade. I see
a banking industry characterized for
the most part by an essentially stable
core business of deposit-taking and

lending, supplemented by fee income
from other sectors of the financial ser-
vices industry—insurance, securities,
and real estate. The delivery systems
will become more high tech and grad-
ually move away from reliance on
papet-based systems. The banking sys-
tem will consolidate as a few organiza-
tions make continued acquisitions in
the process of forming nationwide
banks. While the number of banking
organizations decreases, the number of
branches will grow more slowly than
in the past and may even contract.

[ will close with the caveat that there
may be as yet unknown trends, tech-
nological innovations, or legal and
regulatory changes that will render
these visions of the future obsolete.

I thank you again for inviting me to be
with you, and | appreciate your attention.

The Financial System in the Decade Ahead 13



SPEAKER

Challenges for the Banking Industry
in the 1990s

Thomas M. Hoenig
President of the Federal Reserve Bank of Kansas City

Over the last decade, significant
changes have occurred in banking and
the entire financial system. Banking
deregulation, new competitive pres-
sures, and technological innovations in
communication and information pro-
cessing have led many to conclude that
banking is no longer the same game
with the same rules.

In my remarks tonight, 1 will take a
brief look at the trends and challenges
that are emerging for banks in the
1990s as they adapt to their new envi-
ronment. [ will focus mostly on how the
banking industry appears to be evolving
and what this may mean for future oper-
ations. 1 will then outline some of the
implications of these banking develop-
ments for financial stability. And finally,
regarding the appropriate public policy

14 The Jerome Lovy Economics Institute

response to emerging developments, |
will attempt to outline certain key con-
siderations and possible options.

Emerging Trends in the Banking
Industry

Much of our attention over the last
decade has centered on bank and thrift
asset quality problems, deficits in the
deposit insurance funds, and the cre-
ation of a new system of supervision.
During this period, however, the bank-
ing industry itself has undergone a
quite remarkable transformation in
how it does business. Deregulation,
rapidly increasing flows of financial
information, an astounding rise in com-
puter processing powet, and the devel-
opment of new financial theories and

instruments have dramatically changed
banking.

The transformation in banking, in fact,
mirrors the innovations in our finan-
cial markets, which involve the break-
ing up of the bank balance sheet. Many
of the traditional assets held by banks,
although still important, will play a less
significant role in bank portfolios,
while a variety of services and relative-
ly new off-balance-sheet activities will
begin to dominate industry activities.
These changes have been most appar-
ent at larger banks. However, in a sur-
vey of community banks that our Bank
recently conducted, we found many
small banks also had made or were
planning a number of notable changes
in their operations.

While we could debate whether banks
are gaining or losing market share, 1
think a more interesting question con-
cerns what banks actually will be doing
throughout the remainder of the 1990s

to compete in the financial markets.

The lending function It has become
common to view bank lending as
something that can be done more effi-
ciently by the “market” in our new age
of almost unlimited information flows.
Despite a wealth of information,
though, some of the biggest blunders in
financial history have been made in
recent years. To me, this record indi-
cates that there still is a substantial pre-
mium to be placed on lenders who can

carefully merge information with good
credit judgment. Because of their expe-
rience in judging credit risks, banks
seem destined to maintain a key role in
lending, although not without some
changes.

One such change is the fading from the
bank balance sheet of many standard-
ized credits and loans to highly rated
corporations. Compared to investors
directly funding such credits, banks
face many additional costs, including
deposit insurance premiums, hon-earn-
ing reserves, capital standards, and the
burden of regulation. Consequently,
the credits on bank balance sheets dur-
ing the remainder of the 1990s will pri-
marily represent lending to borrowers
with unique characteristics, specialized
needs, and limited access to financial
markets.

While banks will be more specialized in
the type of credits they hold, they nev-
ertheless will expand their role in mak-
ing credit judgments through other
means. Banks will focus more on origi-
nating and servicing loans to be sold or
to be securitized or pooled for the mar-
ket, thereby avoiding the costs of hold-
ing such credits directly. Examples of
this include private placement activity
and mortgage, auto, and credit card
debt securitization. Banks will perform
credit evaluations in granting letters of
credit and liquidity backups to support
the commercial paper and similar mar-
kets. Commercial paper for instance,
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has become a $550 billion market with
banks providing a significant portion of
issuers’ backup liquidity and credit
enhancements.

Overall, this evolving role, when com-
pared to traditional bank credit activi-
ties, will mean leaving less bank lend-
ing on the balance sheet, while placing
more of the credit judgment process
and its associated risks on an off-bal-
ance-sheet basis. While the emphasis
will be different, the point is that banks
will still need to be attentive to con-
trolling credit risks.

Managing market risk and other ser-
vices In addition to a changed credit
function, banks also will be taking
some new directions. These include,
for example, helping customers manage
interest rate, exchange rate, and other
market risks. Such directions are an
outgrowth of path-breaking develop-
ments in finance and economics in
such areas as asset and option pricing
theories. In addition, vast increases in
computing power have opened the
door for these theories to be used on a
much broader and more intricate scale.

In this regard, an enormous variety of
derivative instruments have been
developed to break up and partition
risk factors and thereby help individu-
als, businesses, and financial institu-
tions better manage their own risk
exposures. At year-end 1993, bank off-

balance-sheet derivatives amounted to
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nearly $12 trillion, which was a 62 per-
cent increase from just two years
before. While this is the notional
amount of derivatives and the dollars
at risk are typically much smaller, this
notional figure is still 3.2 times as large
as total banking assets.

While these instruments and activities
can help banks and their customers
manage risk positions, an evaluation of
all the inherent risks may be extremely
complex for both bankers and regula-
tors. In fact, a risk manager for a securi-
ties dealer was recently quoted in For-
tune magazine as saying, “If [ woke up
one day and, God forbid, I was a regu-
lator, I don’t think I'd know what to
do. With derivatives there's leverage
and sometimes illiquidity, and there’s
complexity. Three words.”

As an example of complexity, the pric-
ing and perceived risks in these instru-
ments are often based on a number of
critical assumptions that may not be
clear to many participants. These
assumptions may reflect underlying
market conditions, previous price
volatility, and historical patterns for
mortgage prepayment rates—factors
which may never be repeated in the
same manner if the financial environ-
ment continues to change. With this
complexity, it may be extremely diffi-
cult to design simple and accurate bank
disclosures, and the potential may exist
for rapid and substantial changes in risk
exposure.

An example of such problems involved
Franklin Savings, a Kansas thrift that
had made a name for itself through its
complex arbitrage operations, expert
staff, and ability to “outsmart” major
securities firms on trades. In a dispute
over accounting practices, the OTS
seized Franklin in 1990. What followed
was a series of articles and court cases
in which a number of well-known arbi-
trage experts took turns defending and
criticizing Franklin’s reporting of hedg-
ing gains and losses. In the end the
courts deferred to the OTS, but two
things caught my attention. One was
the lack of agreement over Franklin’s
financial condition and the other was
the potential for losses in an institution
that was engaged in seemingly safe
hedging and arbitrage operations. Sev-
eral similar stories have since been
repeated in the corporate world and in
the funds management business.

Deposit competition On the deposit
side, banks will face strong competition
in the savings and payments transac-
tion. markets from mutual funds, cash
management accounts, and other sav-
ings and payment instruments. One
advantage for banks has been their role
in the payments system and their access
to clearing and wire transfer facilities.
These activities, along with extensive
office and ATM networks, have given
the banking industry a good link to
customers. This advantage, though,
will be tested over the remainder of the
1990s as electronic innovations give

customers more direct access to all of
their accounts and investments. Banks
consequently will be under pressure to
offer a variety of savings instruments,
and their success will clearly depend on
whether they can provide competitive
returns and meet customer expecta-
tions.

Banking consolidation A final chal-
lenge facing banks is consolidation.
Consolidation in banking will likely
create an industry composed of three
principal types of organizations: a
handful of organizations operating on a
nationwide level, a group of strong
regional organizations, and a substan-
tial number of community banking
otganizations setving both rural and
metropolitan markets. This consolida-
tion will allow larger organizations to
diversify geographically and will give
smaller community organizations the
opportunity to combine with each
other and become more efficient.

However, by bringing the banking
industry closer together consolidation
also seems likely to concentrate pay-
ments transactions, off-balance-sheet
positions, and other banking risks.
Moteovet, just like other aspects of
banking in the 1990s, consolidation
will entail a number of perils and no
assurance of success. | would note that
some of the early and most feared com-
panies making financial acquisitions—
most notably Citicorp, American
Express, and Sears—did not enjoy the
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success they had anticipated. Also, in a
study our Bank conducted we found
that interstate acquisitions varied wide-
ly in their degree of success. Thus,
while consolidation can be expected to
continue at a rapid pace, the most suc-
cessful, as always, will be those where
careful judgment is exercised in both
the selection and execution of the
metger.

Implications for Financial
Stability in the 1990s

The changes and trends in our finan-
cial system not only pose a challenge
for bankers, but carry several important
implications for financial stability.
Gunnar Breivik, a sports philosopher to
Norwegian ski jumpers, was quoted in.
the Wall Street Journal as saying, “Pure
risk leads to self-destruction. Pure safe-
ty leads to stagnation. In between lies
survival and progress.” While referring
to ski jumping, I think this quote does
an excellent job of summarizing the
challenge for the banking industry and
its supervision in the 1990s.

Banking competition, consolidation,
and the rising levels of off-balance-
sheet activities, if not handled
properly, could lead to one of two
extremes—a substantial leveraging up
of the risks in the banking system or a
heavily regulated and stagnant finan-
cial system. For survival and progress,

banks will have to be both bold and
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careful while our supervisory system
will have to find a balance between
risk and safety. This is no easy task, but
now is certainly the time to begin look-
ing for this balance.

Changing the supervisory framework
Many of the ongoing developments in
banking will undoubtedly complicate
the task of supervision. For example,
how will bank supervisors oversee the
wide variety, complexity, and constant-
ly changing nature of off-balance-sheet
activities? What about the new forms
of credit and market risk banks will
face as they operate in an ever more
competitive environment, and will
public confidence be more of a concern
as people struggle to understand path-
breaking developments? Furthermore,
what role should the market play
through stockholder, creditor, and
depositor discipline relative to that of
the supervisory authorities?

In past years, we have relied on tradi-
tional supervisory techniques, deposit
insurance, the discount window, and
other elements of the federal safety net
to protect the payments system and
provide for financial stability. This sys-
tem, though, has not been without
cost, and, indeed, the 1991 banking
legislation sought to change some ele-
ments of the safety net.

In the 1990s, we cannot afford these
costs. We will have to become more
adaptive and better able to evaluate in

advance of crisis the risks of significant
bank activities. One path to this end
will be more highly trained and better
compensated examiners and supervi-
sors, particularly examiners that can
fully evaluate a bank’s internal control,
hedging operations, and more complex
activities. To minimize the regulatory
burden on banks, these examiners may
further need to have the ability to
understand a bank’s own operational
systems and internal controls and be
able to judge their adequacy.

Supervisory and enforcement concerns
are already being geared more closely to
such factors as a bank’s risk control pro-
cedures and its management experience
and knowledge in offering and moni-
toring more complex services. In addi-
tion, the banking agencies have been
making strong efforts to train examin-
ers in evaluating derivative instruments
and the internal systems used to track
these operations.

Will these steps be enough? In spite of
these recent efforts, reasons remain for
doubting that the current approach te
supervision will be the final answer and
for believing that something more is
needed to deal with an increasingly
volatile financial system. Indeed, sever-
al developments in banking will actual-
ly complicate any supervisory response
to a crisis. Problems include the rising
complexity in banking, the potential
for rapid shifts in bank funding and risk
exposure, and the matter of disclosing

adequate information to stockholders,
creditors, and depositors.

One answer may be to find a better, less
costly way to protect the payments sys-
tem, which historically has been an
essential link in keeping financial prob-
lems from becoming systemic. We
might, for example, bring back an old
concept and place into insulated affili-
ates cerrain banking activities that
involve substantial risks and are diffi-
cult to supervise. Alternatively, we
might allow banks to expand services
while protecting transaction accounts
with a narrow banking format. In both
instances, knowledgeable investors and
managers would have the responsibility
for funding and withstanding the oper-
ating risks of activities outside the nar-
row bank.

Although this separation would not
eliminate the risk of such activities, it
would assure more stability to the pay-
ments system and would allow market
discipline to play a more direct role in
controlling other specific areas. In addi-
tion, it would be consistent with recent
shifts toward mutual fund products and
might actually bring banks closer to the
base of short-term business credit and
government securities that once sup-
ported their deposits.

Structural steps needed to add more
built-in stability A related topic which
will influence the stability of our finan-
cial system involves structural reforms
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within our economy. Good judgment
by bankers and appropriate regulatory
reform, in fact, will go only part way in
answering the challenges faced by
banks and our entire financial system.
As the financial system becomes more
efficient and innovative, market partic-
ipants are becoming more adept at
exploiting not only the opportunities
within the general economy, but also
the distortions.

A clear sign that certain perverse
incentives exist is the fact that our
financial system was at the forefront of
every recent economic crisis, whether
it was the credit boom and crunch or
energy, agricultural, real estate, com-
mercial, or LDC lending. In addition,
the U.S. non-financial corporate sector
took $640 billion in equity off its bal-
ance sheet between 1984 and 1990,
thus channeling much of the credit
growth of the 1980s into leveraging
up our economy rather than into
investment channels and asset accumu-
lation.

Certainly a variety of factors played a
role in this binge of leverage and there
is no simple way to curtail what one
financial columnist has called the
“time-honored rhythm, [in which]
financial success breeds excess.” A
starting point, though, might be to
place debt and equity financing under
more equal tax treatment. Qur corpo-
rate tax system has created strong
incentives for selecting debt over equi-
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ty, and many recent financial innova-
tions have accelerated this process.

While there are obvious problems in
substantially changing our tax struc-
ture, failure to take such steps may
leave us with a more fragile economy
and a business sector without the equi-
ty base to focus on long-term invest-
ment and research. A number of other
steps could also be taken, such as giving
banking organizations broader authori-
ty to help with the equity needs of their
customers. All of these steps could
make it easier for both banks and their
customers to maintain higher capital
levels.

The role for central banks A final
matter to consider is how recent devel-
opments in banking and financial mar-
kets may have broader implications for
monetary policy and the international
financial system. Our Bank’s 1993 sym-
posium, which included financial and
monetary experts from around the
world, addressed the topic of “Chang-
ing Capital Markets: Implications for
Monetary Policy.” A consensus view
emetged from this symposium that
financial markets were becoming more
fragile at the same time that monetary
policy was becoming more difficult to
implement.

These changes thus present new chal-
lenges for the Federal Reserve and
other central banks throughout the
world. The developing structure of our

financial markets and the emergence of
new financial instruments are opening
the doot for large and sudden shifts in
funds within the United States and on
an international basis. The 1987 stock
market decline and some of the recent
turmoil in our financial markets pro-
vide examples of the type of market
volatility that is becoming possible.
Moreover, as these changes are occur-
ring, the relationship between the tra-
ditional monetary aggregates and the
general economy is becoming more
tenuous.

In this new environment, [ believe one
key factor to achieving more market
stability will be central banks’ success
in establishing a framework for long-
term price stability. The expectation of
stable prices in the United States and
in other countries is necessary to direct
spending and investment into appro-
priate channels, while dampening a
major impetus toward speculation in
financial and other markets. Beyond
this, another essential factor will be the
ability of the Federal Reserve and other
regulatory agencies to quickly restore
stability to the payments system and
the financial markets in the event of
any disruptions. With the complexity
and speed of today’s markets and trans-
actions, this objective will require close
insight into the changing nature of our
financial system.

Summary

Banks will face in the next decade a
variety of challenges and we should not
underestimate the possible problems.
However, the end of banking is far
from near. The information revolution
of the 1980s was supposed to allow
everyone to bypass banks, but in the
end, it reaffirmed a fundamental tenet
of banking—the value of sound credit
and business judgment.

For banks and other participants to sur-
vive and prosper in a more complex
marketplace, we will need to take sev-
eral steps to ensure a stable financial
system. These steps include maintain-
ing a trained supervisory staff and per-
haps separating banking activities that
are consistent with depositor protec-
tion from those that should more
appropriately be conducted through
affiliates or other entities.

An additional step that will have to be
pursued at some point is to minimize
tax distortions and other aberrations
that could make our markets even
more fragile. Also, we must be sure that
the Federal Reserve and other regulato-
ry authorities have the ability to
respond to the threats that may be
encountered in this new marketplace.
If we can follow these steps, banks and
other financial systems will be headed
in the direction of survival and
progress.
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ROUNDTABLE

Issues in Community Development

A synopsis of remarks by
Mark S. Carey (moderator), economist, Board of Governors of
the Federal Reserve System
Robert T. Clair, senior economist and policy advisor,
Federal Reserve Bank of Dallas
Mark Winston Griffith, president, Central
Brooklyn Federal Credit Union
Brian Mathis, senior policy analyst, Department of the Treasury
Dimitri Papadimitriou, executive director,
The Jerome Levy Economics Institute
Martin Paul Trimble, executive director, National Association of
Community Development Loan Funds

he conventional view that

banks take in the funds of the

community, safeguard them,
and lend them back to the community
provides the basis for the observation
that financial institutions play a vital
role in the economic development of
the community, according to Dimitri
Papadimitriou, executive director of
The Jerome Levy Economics Institute.
Yet, evidence suggests that traditional
banks are reluctant to make loans to
firms that are small, are perceived as
risky, and have inexperienced manage-
ment. “Because of this,” said
Papadimitriou, “firms are denied
access to credit. . . . If an area is
denied access to credit, its funds flow
out of the area.” At the same time
competition from non-bank banks has
forced banks and thrifts to increase
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fees and raise minimum account bal-
ance requirements. As a result, a seg-
ment of the population has been
forced out of the traditional banking
system.

These structural problems provided the
framework for a free-ranging discussion
on trends in community development
and reinvestment. The participants
debated a spectrum of issues relating to
the dearth of credit and financial ser-
vices in low-income areas and two key
government initiatives designed to
solve the problem: the Community
Reinvestment Act (CRA), a law
designed to limit discrimination by
depositories against communities or
groups, and the socon to be enacted leg-

islation on community development
banks (CDBs), which is expected to

earmark $382 million over five years
for development in low-income and
distressed communities.

“There is little disagreement that eco-
nomic progress in the recent decades
has bypassed numerous individuals,
small businesses, minority-owned
businesses, and rural and urban com-
munities,” said Brian Mathis, a senior
policy analyst at the Department of
the Treasury. “A significant factor,
though not the only factor, in this
economic failure was credit depriva-
tion—the inability of distressed popu-
lations and communities to gain broad
access to the services of traditional
lending institutions.” This problem
includes inadequate banking services,
no loans for small borrowers, lack of
technical information by borrowers,
and discrimination. Without credit
resources, Mathis added, “economic
revitalization is impossible.”

The act establishing the Community
Development Banking and Financial
Institutions Fund will provide techni-
cal and financial assistance to several
kinds of specialized lenders known as
community development financial
institutions (CDFIs). Insured and
uninsured CDFls are required to
match financial assistance from the
fund with private sources of revenue
on a dollar-for-dollar basis, although
certain exceptions may apply. This
financial assistance can total up to $5
million for qualifying institutions. To

qualify, an applicant must present a
comprehensive strategic plan, includ-
ing a business plan that demonstrates
its financial and managerial sound-
ness and its prospects for self-suffi-
ciency, an analysis of the needs of the
targeted investment area or financial
population, and a strategy for address-
ing those needs. In addition, the
applicant must outline a plan to coor-
dinate the use of CDFI assistance
with existing government assistance
programs and private sector funds.
Finally, the applicant must show that
its proposed activities are consistent
with existing economic community
and housing development plans rele-
vant to the investment area and
explain how it will coordinate its
activities with community organiza-
tions and financial institutions.

The concept of CDBs represents “a
much needed commitment to econom-
ic and social redevelopment based on
entrepreneurial spirit, fiscal responsi-
bility, and private sector funding,” said
Mathis. “I believe it embodies sound
public policy principles and builds on
private and voluntary sector success. It
rewards performance, integrates social
values and sound business practices,
and views low-income neighborhoods
not only as places of need, but also as
places of capacity and potential.”

CDB legislation has focused on

assisting existing institutions, rather
than on creating new ones because
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many community-based institutions
already perform many of the func-
tions envisioned by the legislation’s
sponsors. The Central Brooklyn Fed-
eral Credit Union is a case in point.

The year-old credit union serves as a
model of the sort of institution that is
being targeted for CDB assistance in
that it was established “to address
problems in the neighborhood that
included credit deprivation, lack of
financial services, and lack of commu-
nity control,” said Mark Griffith, pres-
ident of the credit union. The Central
Brooklyn Federal Credit Union is a
financial cooperative that serves the
geographic area of Central Brooklyn
and anyone who lives, works, or wor-
ships in the neighborhood. With a
thousand members and just $2 million
in assets, the organization began by
offering a range of basic services,
including savings and checking
accounts and personal loans. The
credit union is federally insured. A
separate, uninsured fund makes loans

to small businesses, loans usually not
exceeding $50,000.

The credit union filled a void for
affordable credit when many banks
fled the neighborhood, according to
Mathis. As residents were forced out
of the traditional banking system,
many turned to what Papadimitriou
called “fringe banking”—pawn shops
and check cashing operations that
charge much higher rates than banks.
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The interest rate charged by pawn
shops can total 240 percent, and
check cashing fees, including those for
cashing government checks, range
from 1 to 15 percent.

It is to supplant the fringe banking
apparatus that the credit union is
embarking on a new line of services
that will compete with check cashing
operations in particular. These include
utility payments, direct payroll
deposits, and electronic payment file
transfers, through which the govern-
ment disburses public assistance
checks and foods stamps. The credit
union also plans to handle remittances
to Caribbean countries, to which
many of its members have close ties.

The credit union also plays a role in
the community as watchdog, educator,
and advocate. It is spearheading finan-
cial literacy training and leadership
development. “If we’re going to
change the nature of the financial
market in the area, we’re going to
have to start with young people and
get them to understand the relation-
ship between themselves and the eco-
nomic environment in which they
live,” said Griffith. “Also we need to
train young people so they can take on
leadership roles within our organiza-
tion and others in the neighborhood.”

The credit union is also engaged in
“research advocacy,” conducting sur-
veys of consumer spending patterns

and financial services in Central
Brooklyn. “We've used [this research]
to meet with banks and regulators to
try and shape policy on the communi-
ty reinvestment side of things. . . .
We've had an effect on banks in our
area.” Already, several banks with
branches in the area have made
deposits in the credit union. Banks are
even beginning to “create loan prod-
ucts that are very much like ours.”

The CDFI legislation was conceived
to help support organizations like the
Central Brooklyn Federal Credit
Union. But it was the example of
organizations like the National Asso-
ciation of Community Development
Loan Funds, a federation of 44 non-
profit, community-based financial
institutions, that served as a model
for the new legislation, according to
Martin Trimble, the association’s
executive director.

The fund raises private capital and
reinvests the money in communities
like North Camden, N.]., and South
Central Los Angeles, which have long
been abandoned by private lenders
and public agencies. Since the fund’s
inception in 1985 “we've loaned over
$192 million in capital, and our loss
rate is less than 1 percent,” said Trim-
ble. “In places like North Camden
we've been the only lender there in
the past fifteen years. North Camden
is so disinvested that the only public
investment there in recent years has

been a suburban highway connector
and a maximum security prison.” Pub-
lic officials even closed the local fire
station. Not until the Delaware Valley
Community Reinvestment Fund, a
member fund of Trimble’s organiza-
tion, began lending to the community
eight years ago, did private lenders
and public agencies commit $350 mil-
lion over a five-year period to redevel-
op North Camden.

It is the fund’s method of overseeing
its affiliates that has served as a blue-
print for the CDFI legislation. “We
regulate the activities of these non-
bank banks who have the clear public
purpose of trying to meet the credit
needs of working-class and low-
income communities across the coun-
try,” explained Trimble. “We set per-
formance standards for our members,
do on-site management audits. We are
a lender and an investor in almost
everyone of our member funds. And
because we have money at risk, money
that we've raised from national insti-
tutional investors, we lend that money
on a performance basis. The loss rate
in our member funds is very, very low.
. . . Because we have money at risk
we’'re watching our institutions
very, very closely.”

Trimble criticized the CDFI legislation
for not going nearly far enough. “The
President missed an important oppor-
tunity to raise larger questions about
the public purposes the financial sys-
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tem should serve. Unfortunately, what
we've got is a pilot program that’s
going to allocate $382 million, [as]
measured against an affordable hous-
ing credit gap in New York City alone
of $30 billion.” What is needed is
wholesale financial reform along the
lines proposed by Jane D’Arista and
Tom Schlesinger, who have argued
that our real challenge is to reregulate
the financial system, license all finan-
cial firms, and hold all financial insti-
tutions including nonprofit lenders
like credit unions to minimum safety
and soundness requirements. Unless
the government holds all financial
institutions to “some kind of public
investment obligation, we are not
going to help rebuild the real econo-
my,” concluded Trimble.

Robert Clair, senior economist with the
Federal Reserve Bank of Dallas, criti-
cized the legislation for supporting what
he referred to as the dangers of “undi-
versified lenders serving a high-risk
market. . . . Could a community devel-
opment bank established for Houston
have survived the oil bust when com-
mercial banks lending to investment-
grade borrowers went under?’

Mathis countered that if the Central
Brooklyn Federal Credit Union
“decides to do commercial real estate
in downtown Houston, then maybe
[it] will have the experience of the
thrifts that decided to do commercial
real estate in downtown Houston.
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That’s why these institutions and [the]
loan funds have enjoyed their suc-
cess—because they don’t try to be all
things to all people. They know they
have a difficult job to do. And they've
developed expertise in doing it.”

While the scope and mission of the
CDFHI legislation is still being debated,
the track record of the Community
Reinvestment Act, enacted in 1977,
has long been especially controversial.
The Shadow Financial Regulatory
Committee, for instance, has called
for repeal of the CRA, charging that
“Past experience has shown credit
allocation programs to be expensive to
administer, difficult to target, virtually
impossible to monitor, and ineffective
in helping targeted borrowers.”

Clair advocated reform of the CRA,
rather than wholesale repeal. Accord-
ing to Clair, the legisiation differed
from previous credit market interven-
tions in one key respect: While all
previous credit market interventions
were based on the voluntary action of
lenders and an incentive structure to
encourage their participation, the
CRA was mandatory and it had “no
positive incentives but only penalties
for failure to comply.” Clair charged
that this “no-carrot-and-all-stick”
structure led banks to invest heavily to
comply with the CRA, but not neces-
sarily by reinvesting in the low- and
moderate-income areas.

Clair called for the government
instead of mandating requirements to
provide credit enhancements to pri-
vate sector lenders to make loans to
targeted sectors of the economy. Small
Business Administration loans and
guaranteed student loans are exam-
ples. “I'm arguing that if the true goal
is community reinvestment, an incen-
tive-based program would be more
effective than the current mandated
program. . . . If banks realize that it’s
profitable to make loans in areas they
haven’t worked in the past decade or
50,” they might start doing business
again in those communities.

Griffith challenged Clair’s argument:
“I find the terms ‘incentive based’ and
‘voluntary’ to be distasteful
euphemisms. What we find in com-
munities like mine is that incentives
have been there a long time, yet banks
have consistently proven that they are
not interested in doing the kind of
lending we feel is necessary. A study
by the Center for Law and Social Jus-
tice looked at lending in New York
City in two communities with identi-
cal income levels and demographics
and similar housing stock, but one was
black and one was white. There was a
marked discrepancy between the loans
made in the black community and in
the white community. Are those dis-
crepancies the result of market forces?
We would be knowingly fooling our-
selves to say that if we make the
incentives any weaker than they are

now that somehow things will
improve. It’s cynical to suggest that.
There are a lot of buzz words used that
when you get to the root of them are
rather racist.” One of them is the term
high-risk market.

David Levy, vice chairman of The
Jerome Levy Economics Institute,
commented from the floor: “The prob-
lem is that discrimination isn’t just a
chosen attitude—a bank saying we'd
rather lend to a white communirty
than to a black community. The more
serious and difficult part of the prob-
lem is when it becomes a product of
myth and lack of understanding so
that something appears to be too
frightening or different, so that people
who do not morally think of them-
selves as discriminating are acting that
way. There can be a systemic problem,
without having to make an implausi-
ble assumption that banks are going to
put aside their interest in maximizing
profits because they would rather dis-
criminate.”

Another problem, said Griffith, is that
“there’s not a whole lot of profit to be
made on small loans, which require as
much paperwork as bigger ones.

Clair countered that if the transaction
costs are a bigger obstacle than the
risk factors associated with making
loans, then perhaps “the fees for clos-
ing a loan should be subsidized.”
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ROUNDTABLE

Setting a Policy Agenda for
Financial and Banking Reform

A synopsis of remarks by
Paul M. Horvitz (moderator), Elkins Chair in Banking and Finance,
University of Houston
Jane I’ Arista, lecturer in law, Boston University
James Chessen, chief economist and director of policy research,
American Bankers Association

William Janeway, managing director, E. M. Warburg, Pincus & Co., Inc.

Howard A. Menell, Republican staff director, Committee on Banking,

Housing and Urban Affairs, U.S. Senate
Hyman P. Minsky, Distinguished Scholar, The Jerome Levy Economics Institute

Ellen S. Seidman, special assistant to the president for economic policy

‘ ‘ I n 1994 the banking system
was much broader than
institutions chartered as

banks and regulated as banks,” said

Hyman Minsky, Distinguished Scholar

at The Jerome Levy Economics Insti-

tute. “A peculiarly complex structure
is evolving under holding companies,
in which we have a Mellon Bank buy-
ing Dreyfus, for example. Mellon is
supervised by the Federal Reserve.

Some of its banks may be supervised

by the states. Then there is the mutual

fund sales organization that is super-
vised by the SEC, which is not even
part of the banking system at all.”

Minsky’s opening remarks provided an
outline for a roundtable aimed at set-
ting a policy agenda for financial and
banking reform while seeking the
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answers to a number of questions,
including: Have the problems of
deposit insurance been solved? If there
is to be some regulation of banking,
how should it be structured? What are
the implications of the changing sys-
tem for the financial establishment?

The participants delineated a system
that, at least in the near term, could
be described in Minsky’s words as one
that is “groping its way out of the
compartmentalized structure of the
1930s, which was designed to keep
some parts protected. . . in such a way
that the authorities knew what was
going on. Now we're escaping from
that compartmentalization, but we're
also escaping from what the authori-
ties can really understand.”

Part of the danger, according to sever-
al speakers, including Minsky, is that
banks are using their capital to trade.
And trading, especially in off-balance-
sheet activities such as derivatives,
opens a Pandora’s box of risk and
uncertainty.

Jane D’Arista, a lecturer in law at
Boston University, and William
Janeway, managing director of E. M.
Warburg, Pincus & Co., Inc., spoke,
in turn, on the problem of the inap-
propriateness of the regulatory frame-
work to the changed financial mar-
kets.

Sweeping changes in the financial
markets, including the proliferation of
finance companies, mutual funds, and
derivative products, have lead “to a
parallel banking system . . . that in no
way resembles the legal and regulatory
framework that purportedly governs
the system,” said D’Arista. “Whether
we believe in more or less regulation,
we have to agree that the problem
here is that we’re looking at legs and
tails and trunks of elephants, but we
don’t see any elephants. We're tinker-
ing with bad laws, laws that no longer
make sense. The system is increasingly
unfair and inappropriate and leads to
decisions based on regulatory arbitrage
rather than economics.”

To address this problem, D’ Arista laid
out a series of prescriptions for level-
ing the financial playing field.

Impose licensing requirements by
which all institutions involved in the
same activity would be subject to the
same rules. “Any entity that directly
accepts funds from the public for
investment, makes loans to the public,
or buys loans and securities using
funds other than its own equity capital
and retained earnings or sells loans or
third party securities to financial insti-
tutions or investors has to be federally
licensed . . . That would include hedge
funds, because they do more than use
their own equity capital.” The objec-
tive would be uniform price and regu-
latory costs across the system. Thus,
for example, uniform loan loss reserves
would be required of all members of
the financial services industry so that
insurance companies, which today
have lower loan loss reserve require-
ments than do banks, would no longer
enjoy a cost advantage over other
types of institutions.

Take deposit insurance away from
institutions and put it on individuals
and transaction accounts. Individuals
should receive deposit insurance
whether they invest their funds in
bank savings accounts, which current-
ly are insured by the government, or
in mutual funds, which currently are
not insured. Transaction accounts
should be given 100 percent coverage
because “that’s where the domino
effect is likely to occur” in the case of
a bank failure. As the small saver has
moved away from insured funds, the
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original purpose of deposit insurance
has been lost. “Why we continue to
insure banking institutions is quite
irrational,” I’ Arista added.

Abandon the too-big-to-fail doctrine.
Since nontradable, off-balance-sheet
activities—derivatives in particular—
have become the principal activity of
at least seven major banks in the Unit-
ed States, there is no justification for
exposing “such a large share of bank
capital now covered by deposit insur-
ance funds” to this type of activity. For
these seven major banks the replace-
ment cost {what it costs a bank if a
counterparty in a derivatives transac-
tion fails) comes to $250 billion, or
two-thirds of the capital of the entire
U.S. banking system. The replacement
cost for each of these seven banks
ranges from over 100 percent of indi-
vidual capital to over 500 percent.

Require that derivatives be traded
publicly. It has been suggested that
one solution to the difficulty of valu-
ing derivatives and to the risk inher-
ent in that problem might be to
require that all synthetic securities
be traded on the exchanges. Anoth-
er solution might be to force the
OTC market to be traded publicly
on computer networks, which would
probably require the securitization of
derivatives.

Picking up where I)’Arista left off,
William Janeway, managing director of
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E. M. Warburg, Pincus & Co., Inc.,
discussed the impact of derivatives on
interest rates and the financial mar-
kets and the implications of the recent
collapse of Askin Capital, a hedge
fund. “The creation of the derivatives
market has been celebrated as a move
toward market completeness and mar-
ket efficiency,” noted Janeway. “There
is no such thing whatsoever [because]
the creation of a synthetic security in
no way entails the creation of a mar-
ket in which it trades.” These securi-
ties are created and valued by comput-
er simulations that are run against his
torical data in order to attempt 1
define the modes of behavior of these
creations, which have no issuer. Those
modes of behavior are then driven by
the price performance—in real mar-
kets, of real securities—and the com-
puter attempts to keep track of what
the value is, or rather what the value
ought to be if there were an active
trading market.

The most significant aspect of the
Askin failure was that it didn’t happen
sooner. “On February 28, 1994, Askin
reported the value of the portfolio of
his fund, based upon what the com-
puter program said the value of that
fund ought to be, given the benchmark
of pricing of mortgage-backed securi-
ties in actively traded markets. At
same time actual spreads were widen-
ing, and the bids were dropping in
those markets. The fact was there was
no counterparty for those synthetic

securities.” Thus, when those who had
taken positions in these derivatives—
Askin and others—needed liquidity
and found no market for those deriva-
tive securities, they had to go to a
market where there was liquidity,
namely, the market for U.S. Trea-
suries. Thus, the drop in bond prices,
related to a recent 50-basis point
increase in interest rates, can be
attributed to the panic in the deriva-
tives market.

“Computer power to drive simulations
is literally limitless and growing expo-
nentially,” concluded Janeway. One
possible solution to the problems aris-
ing from this technological change, he
suggested, might be to place margin
requirements on synthetic securities.

James Chessen, chief economist and
director of policy research at the
American Bankers Association, under-
scored the change in household
investment patterns. According to
Chessen, 34 percent of all household
assets were placed in bank deposits in
1972, but that number had plunged to
20 percent by 1992. Pension funds,
mutual funds, and insurance represent-
ed only 23 percent of the household
balance sheet 20 years ago, but they
represent nearly 44 percent today.

One solution to the problem posed by
the risks of derivatives and other
changes in the financial industry,
according to several speakers, might

be to create a financial services hold-
ing company structure in which some
of the subsidiaries of financial institu-
tions would be federally insured and
others would not. “The first priority is
we don’t want to put restrictions on
the banks’ activities such that they
can’t be involved with mutual funds
or insurance or pension products.” said
Chessen. “Then, we would be con-
demning the industry to a tiny box
with declining market share. The
point is that customers want financial
products, they're willing to pay for
them, and they want them delivered
in a cost effective and efficient man-
ner. We need something like a finan-
cial services holding company, provid-
ing a wide range of services. And we
need a regulatory structure that goes
with this kind of format.”

Most participants agreed that, at least
in the near term, there was unlikely to
be any sweeping regulatory reform.
Part of the problem in building a con-
sensus for reform, said Ellen Seidman,
special assistant to the president for
economic policy, is that “there is no
crisis.” The administration is sympa-
thetic to the notion that “banks can't
survive if they are put back into box of
doing just deposits and loans.” How-
ever, Seidman pointed out, two sets of
hearings on Capitol Hill, one on
hedge funds and the other on func-
tional regulation, indicate how much
more complicated the debate over the
financial system and regulatory reform
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has become. “The seemingly simple
equation that bank regulators do
banks and securities regulators do secu-
rities might have been OK in 1983, but
it ignores the fact that both types of
entities provide the same types of ser-
vices to the same customers. It's the
integrated activities of the whole firm
that raise issues of financial stability.
This is particularly obvious if we look
at the securities firms that have been
pushing their derivatives into unregu-
lated subsidiaries over the last several
years. Unless we understand how the
whole firm works and where the risk
lies and ensure that emergency issues
and problems are dealt with on an inte-
grated basis, we're simply going to trade
one outmoded system for another.”

The debate over functional regulation
also skews issues relating to unregulat-
ed and state regulated entities, accord-
ing to Seidman. For example, finance
companies are subject to many of the
same laws that govern regulated finan-
cial institutions. Yet, there’s a legiti-
mate question as to “whether laws on,
say, consumer protection and discrimi-
nation are applied as uniformly to
entities within a regulated system as to
those in an unregulated one. In one
case enforcement is done in an affir-
mative way; in the other its done by
exception. There’s probably a consid-
erable difference in terms of the results
we get. There’s a question of whether
unregulated entities pose a risk to the
financial system, either directly or
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through their relationships with regu-
lated entities. All of these difficult
questions will lead us beyond the
debate about traditional functional
regulations to a much broader debate
about how integrated financial service
companies ought to be regulated.”

However, both Seidman and Howard
Menell, Republican staff director for
the Senate Committee on Banking,
Housing and Urban Affairs, don’t
believe that there is much likelihood
that Congress will produce any
“meaningful, comprehensive financial
reform regulation” in the near future.
“Politically it’s extraordinarily diffi-
cult,” said Seidman.

The problem, said Menell, is that dur-
ing the 1980s there was a vigorous
debate about bank powers, the finan-
cial system, and the regulation of
financial services. Bills were intro-
duced in the House and Senate. There
was a consensus emerging in 1991
regarding comprehensive reform and
financial services holding company
legislation. “However, the climate in
Congress for acceptance of meaningful
reform was negative. Not only was
there significant political opposition,
but there was also a stock market
crash, a real estate crash, and savings
and loan failures. There were concerns
over the solvency of banks. Congress
needed to fund the RTC. These prob-
lems made many in Congress rather
cautious. The emphasis went from

competition, innovation, adaptation
to new technology, and diversification
to an emphasis on caution, safety, and
soundness. FDICIA and FIRREA were
concerned with the micromanage-
ment of financial institutions. Con-
gress became risk averse. The debate
stopped there.”

Congress stands ready to consider
meaningful reform, but first the
administration will have to develop a
policy on financial reform, according
to Menell, and “this is not an issue the
president will take on in his first term.”

Some critics worry that if Congress
introduces legislation to regulate
derivatives, for example, “we might as
well call it the community reinvest-
ment act of Hong Kong” said one con-

ference participant. “It only means
that [the business] will be done some-
where else.”

Seidmen countered, “It’s really impor-
tant when we are discussing the capi-
tal flight overseas argument that we
understand the value of our system so
that we don’t inadvertently screw it
up. We have honest financial markets;
they're regarded as honest markets.
We have accounting that has its flaws,
but is a lot better than in a lot of other
countries. Our markets are more trans-
parent than those of other countries.
There’s a desire to use our markets,
especially in times of crisis. We can
push that too far, but it’s important
not to inadvertently make the system
less reliable.”
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