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EXECUTIVE SUMMARY

Anthony M. Solomon, former Peesidear of the Federal Reserve Bank of
Mew York, and Alex 1. Pollock, President of the Home Loan Bank of
Chicage, inaugurate a public palicy series of the [erome Levy Economics
Institure. Their papers, presented ar a Levy Institure conference on financial

restricturing in Movember 1991, are synthesized hensin.

Anthony Solomon recommends institutional and regulatory reform of the
financial svstem by stating the need w0 distinguish berween the kdeal system
and the most practaeal sysvem given existing constraints. Rarher than haggle
about the partses responsible for the crisis in Anance, it must be acknowl-
eddged that the casualty was aversight of the financial system during the
126,

The revealed shomcomings af the 1980s approach mandate comprehengive
reform of instirutional powers, rule-making strectures, and supervisory
arcangements. The lesson of the 158k is that “deregulation of deposit ins-
marians §both commercial banks and thrift institutionsi—while mainining
virtually anlimited access to the extensive safery net of cheap Federal
|:||.']1|:|xir insurance without forceful, i:||d.l:|.'l|.'|:|1.1|.'|!|l1 official EUPE:'U":.SJEII'I—'-'.'EJ.-E- a
recipe for disnseer.”™

Even afier the recent rash of fnancial crises {e.p. savings and loan dehacle,
mncrease in bank failares, near insolvency of FONGC, enz,], there has yet to
emerge 4 coberent philosophy to establish basic princples on which o
ground our furare financial system, In emphasizing the importance of
avoiding excessive concentration of economic and Anancial power,
Boloman advacates:

~ narionwide hanking, “since presently there are oo many banks, (oo

many weak imstitutions, and theee s too linle profitabilicy in Banking”

restrictions on Federal deposic insurance (resembling some " narrow-
bank™ proposals)

— eonaclidation of Anancial regularion
— balancing numerical stondards with supervisory discretion

— increased accountability of banks” management: and boards, and the
imposition of sanctions a5 a deterrens

“leveling the playing Beld across institutions, mackets, and countries,™

necessitating comprebensve regulation across functional liscs,



Although convenrional wisdom sugpests that busts, crashes, and crises are
natural occurrences, Pollock notes the seventy and scope of simulcanesus
problems plaguing finance in cecent vears. The post-war frends in 11,5,
finance illustrate a diﬁl.'.l:".‘li:lg partern in the catio of capiml o loans (e,
loan leverage), the ratio of loans and assets to capiral, and the unahated
acoeleration of aset keverage. He sugpeste that technology advancements,
demographic changes, and other dynamics expericnced by banks, 581,
and insurance companes have noc been adequarely absorbed in the thearet-
ical or practical functions of these instinarions.

Pollock recommends “collateralized money,™ referred 1o as “narrow-
banking” in the past few years, as the fromework for the optimal banking
system, While improving the mature of the banking system, this proposal
dogs not require new charters, “breaking up of banks,™ or other burcau-
cratic measures, hMore im:ll.'rl'[ﬂ.'.llljr., llLIJI;E]L, the ]I:II'IE—TEI'ITI n'ull,l;inn nf an
increasingly risky and more fragile banking systemn dsmands fundamental
restructuring. Pollock declares thar o berter fundamental design embadies
the ensuring of stable liakilitizs for banks and the payments system simply
Iy enforcang collateral requirements 1o secure che stock of money.
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Preface
e et

The publication of this Public Policy Brief
could nor be mose dmely, The American cri-
sis in finance has deawn the amention and
comcern of scademicians, journaliscs,
bankers, and policy-makers since it first
erupted. The Jerome Levy Economics
Institute of Bard College, since its inception
i 1986 as 2 non-partisan, autonomous, and
independently endowed research organiea-
tion, has been particularly interested in the
issies emerging from financial inscabiliy,
their eelation to the funcrioning of the econ-
omy, and the necessity for reconstivating, the
financial strucoure for the further develop-
mene of the complex and modern economy of
the L%, The esmays of Anthony Solomaon and
Alex Pollock, contained in this Public Policy
Brief, are based on the papers they delivered
at an Instituee Conference in Movember
1291,

The aim of the Jerome Levy Economics
Insrirute is ro promose open debare on the
ceonomic problems thar concern govern-
mecnits and policy-makers in the United Stares,
in other industrialized nations, and in coun-
tries in che process of development. The
launching of a series of Public Policy Brsfs,
of which this is the first issue, conld not have

Tine Jerome Levy Ecomonrics Drstitnte of Bard Calfege T



Restraciuring the Fimancial Structure

been a more CORVIACENE tribute to the Institute's sermousness of PUE PO
"To pursue knowledge of economics thar will enable nations o enlarge pers
sonal freedom, promote justice, and maintain stable economies with full
employment and rising standards of living.™

It would be inappropriate of me to preempe whar Hyman Minsky in his
intreduction and the anthors of the esmays have to say on the financial
structure of the U5, but perhaps [ may be allowed to echo a general theme.
The resslution of the financial i.riit:lbilil!}' and the r|:q1.|:in:c|. reform do not
depend on the application of a simple formula, but on an honest appraisal
of the needs of an advanced and innovative market economy.

Damitri B, Papadimitriou
Executive Director

July 1992
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Introduction
e s e i

Hyran P. Mersky

In the 1930s, the Unived Seares povernment
pledged that defined deposits ar insured insti-
tutions would always be ar par. Reserves
accumulared by assessing depository institu-
tions served as the proximare funding for this
guarancee; the full faith and credit of the
United States was the vltimate funding.
During 1989 and 1990, widespread
bankruptcies and compromised eguity posi-
cions of commercial banks deplered the
reserves that insured d.lrpusil!s. In 1991, the
Congress had to either replenish the insar-
ance fund or to renege on the 19308 pledge.
Events forced legislation o refinance deposit
insurance onto Congress's agenda for 1991,

The need 1o refund deposic insurance far
banks opened the door for the Congressional
agenda for 1591 to include proposals for
swespIng :hnngzs in the Hnancial VAL,
Refunding and reform were 1o be joint prod-
vets, A key document in the discussion thar
followed, both in and our of Congress, was
the Treasury™s Modernizing the Financial
Syarem: Recommendacions for Safer, More
Competitive Banks of Febmoary 5, 1991 (the
so-called Glanber report).
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Restruicririmg the Fonarcial Strrcture

The administration toured the Glauber package as the most significant pro-
posals for financial system reforms since the Grear Depression. It argued
thar events had made the financial system, whose steucture was largely o
legacy of the 1930s, an anachronism: the legislated structure had not been
adjusted o changing rechnology, new non-bank financial instmrions, and,
implicitly, the greater wisdom of economists and seaffers ar the Teeasiry.

As the 1991 session ended, Congress (after much huffing and puffing) pro-
wided some $70 billion to replenish che deposit insurance fund, The reforms
were minimal: supervision was rightened and the avthorities were gramted
Ereater power to intervene as losses mounted in an institution even though
equity had not been fully dissipared. No significant action was taken o
change the coverape of deposit insurance, the regularory strocture, the pow-
ers and aurhority of the Federal Beserve System and what banks can do,
where they can do it, and who can own them., Meaningful reform of the
financial system fell by the wayside.

Because noching of real significance was accomplished in 1991, fnancial
reform and restrucruring are almest certain to return to the policy agenda,
if ot in 19592 then after the election. As a minimum, reform will entes e
agenda as the bank or the savings and loan insurance funds need Further
replenishment, or if Congress becomes concerned about the way the vast
pomiolic of assets that have been acquired by government agencies in the
process of refumnding the faled instrutions are administered. Questions of
further federal povernment funding and the need for reform were not put ro
final rest in 1991, although Congress, quite wisely, decoupled the two,

. Thus, the papers and the dizcussion at the Jerome Lzvy Economics
Institure’s conference on “Restructuring the Financial Structure,™ which
wis held at Blithewood in Movember 1991, are of confinuing interest and
importance. The theme of the conference, thar the dizcourse abous financial
reform needs to go beyond the parrow focus of the Treasory's and
Congress's 1991 agenda, is as tree now as it was in 19%1.

Meaningful reform of the financial system requires a framework chat
enables us to understand: 1) why the financial strucrure thar was pue in
place in the aftermath of the Great Depression and served the country well
for almast fifty years stopped serving the country well; and 2) whar princi-
ples, Le. what economic theory, should guide financial system reforns,

A view about how the ecomomy works, ie. an economic theory, underlies
every inlerpretation of an economic situation and every recommendation o

180 Public Policy Brief
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correct perceived system malfunctioning. Often the economic theory puid-
ing a diagnosis and a policy proposl are not well ardoulared. Coe aim of
the conference—and of the Levy Institure’s project on financial restrocmr-
ing—is to drow attention to the seed to amiculate theoretical presupposi-
tions when analyzing the economy and making policy proposals.

Inn this policy brief, vwo of the policy presentations at the conference are
joined. Both papers deale with the 19%1 crisis in a longer perspectives
Anthony Solomon’s from a lifetime of experience as both a working
financier and a public servant, and Alex Pollock’s from a distinguiched
carees in private banking.

Solomon begins with a well-artculared argument thar from the Grear
Depression to the 159805 there was a coherent repulatory philosophy in
banking that recognized both the public nature of the activity and the way
the private capital was supplemented by implicic public capital. This regula-
tory philosophy led to & sysrem chat worked well enough.

Alex Polleck's experience, up to his recent appointment as President of the
Chicagn Federal Home Loan Bank, was exclusively as a privare-secior
banker, albeit one whose philosophical bent led o his dissancing himself
from the standard ragonalizations of their actvities of pracrical men. He
points out that the growth of azeets at risk oo measured capival or as a per-
centage of total amets after World War [1 implied either thar the overall
riskiness of the activity banking had greatly diminished or that each bank
had an unstated “call® capiral thar underpinned the paid in capital. In this
interpretation, the crisis of the last several years was not a bailout but was
ceally a “call™® o a prior commitmenr.,

In the perspective of both Sclomon and Pollock, the faw in the deregula-
rion of banking in general, and the savings and loan asseciations in particu-
lar, was that the interests of the pmvi.dur of the call l.';lp:ili'.l] WEre not
attended e bank regulation in this view is the instrument by which the
contingent supplier of capital has arcempred unsuceessfully o contain irs
EXPOSIrE.

Another aspect of the financial strucoure that broke down in the past sev-
eral years was that it was a compartmentalized system, Although Solomon
envisages a consolidation of banking with the emergence of a dozen or 50
nationwide branching systems, he also envisages the continuation of a
diversified system in which many af the banks are specialized vo particular
parts of the financeal system. If provisions that ease die sovo entry into the

The Jerame Lewy Econcarcs Tnstitute of Bard Collegs 11
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business of banking are added to a reform package, then the recognition of
the profitability of specialization—boutiques are more profitable and are
viewed with favar by the equity and bond markers—the Solomon perspec-
tive mighe very well lead to the emergence of a “horses for courses™ bank-
ing structure,

Pollock's discussion of collateralized banking curs through the “narrow-
banking™ debate by identifying the problem of generaring a stable banking
system as limiving the assers that wouold offset the insured monerary liabili-
ties of instimrions, An implication of Pollock™s msighr is thar any bank will
be free to offer any type of uninsured liability for the financing of particular
ranges of asser holdings. The complement to the collateralized money bank
whase labilities are called deposits and are secure is a credit bank whose
at-risk linbilities would finance asser holdings as defined in the equivalent
of a prospectus. The possibilicy of a geographically distributed system of
independent, finance-oriented institutions thar offer a meno of liabilities
with differing portfolios to 3 communiry of assee bolders 35 an intriguing
aspect of the Pollock proposal. One could argue thar the objective of the
Pollock proposal is o simultaneoosly provide for a safe and secure medium
of exchange and for institutions that promote the capiral development of
the economy, without eimultaneonsly promoting those speculative aspects
of financing thar make the Casino designation of the financial strucrure of
the 19805 ape,

It is clear that more is af issue in banking and financial reform chan the
bailout of overextended institutions. In s activities in finance the Jerome

_ Levy Economics Inssitute is performing whar can only be a useful function:
it is broadening the discourse.

12 Puliic Policy Brisf




Personal Views on
Financial Reform

Anthopy M, Solomon

The objective of this paper is to discuss how
to reform and modernize the U.S. financial
system 50 as bo pul our instivutions on 4
healthier footing, and assuse that they are in
position to finance adegquate cconomic
growth in the countey in the years ahead,
This is & subject of great significance for our
nation’s fumine, In 1991, we witnessed a con-
tentious, often confusing, and ultimarcely
inconclusive debare over insticutional and
regularory reform both between the Bush
administranion and the Congress and within
the Congress pself. There are many complex
issues involved, many dilemmas thar must be
sorted ouat, and many oprions for changing
the system we now have, [ think i is possible
to cut through the complexiry and make
some sense of what the guiding principles for
an improved financial system cughe to be.

To begin at the most general bevel, there are
two distincgt dimensions to the question of
financial reform. The first is to ey to define
an ideal system. This requires paving close
attention to what went weong in the 1980s,
when so many banks and thrifr institurions
failed or came close to filing. Many are still
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in the intensive care ward, Ik requires paying close amention to what differ-
EOL TYpes of finaicial institutions [e.g. commercial banks, savings and loans,
securities firms, invesmmenr banks, nance companies like GE Credit, insar-
ance companies, mutoal funds, ete.) are actually doing, how they compere
among themselves, and with whar special advantages or handicaps,

It aleo requires paying close attention to what is going on outside the
Unired Seares ard the other major imduserial countries. Their instinutons are
becoming bigger and increasingly compertitive, but their instirutional stroc-
wires and rules of the game are very different from our own. Coming to a
view of what would count as an ideal system should not be colored by
boresucraric or political considerations, no matter how inflsential they may
be in the real world,

The secomd dimension is 1o define the range of what s feasible in that real
world and to try to identify the best practical course of action. Realism
means understanding the powerful and deeply ingrained interests at stake
and the personalities involved, In facr, the players in the politics of financial
reform are a unique fraternity. This is not 4 constituency isaue, unlike
highly charged opics such as taxes, abortion, and gun control. The general
public only knows broadly what it wants: bank deposits thar are ungoes-
tinnahly safe, sccess 1o credit (preferably on generous terme), and not poo
much concentration of cconomic power. Beyond those simple preferences,
the ordinary voter has no particalar view on the subjects of how 1o struc-
ture and howr to regulare fnancial institutions and markets. Senators and
Representatives are not going to be voted in and out of office in any elec-
tion on the basis of whether they were in favor of or against the repeal of
Glass-Steagall or McFadden-Diouglaz, although they might be for being
aseociated with some of the roguees that popped up in the kst decade.

To most people, the rask to financial reform is rightly seen ac highly techai-
cal and complex: it is bemer left o the experts. [ have been around, and
passibly among, such experts on and off for some two decades: in govern-
ment as the Secretary of the Treasury for Monetary Affairs during the
Carter administration, in central banking as President of the Federal
Reserve Bank of Mew York, and in private business as an investment
banker and as a director of mutual and pension funds. | have learned thas
the experts differ widely on what should be done to reform the system, even
when they agree that reform is needed and even when they share similar
idenlogical principles. Thus, after hearing the experts dissent, the politicians
(who must ultimately pass something inte law) allow themselves o be
swaved by those who have the strongest feelings on the g hjecr—namely,
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the commercial bankers, investment bankers, insurance saleamen, and other
financial executives who have a lot riding on how financial reform rakes
shape and whose tucf will either be protecred or lefr exposed o the perils of
new competition, This is the clemental politics of the professional lebbyist,
the political action committee, and the campaign contribugion,

Those who warched the recent comings and poangs in Wathington over the
isse of financial reform wimessed a predictable outcome of this clash of
powerful forces—gridlock. Both the adminstration’s comprebensive seform
proposal and the alcernntive, sharply differene legistarive package thar came
out of rwo warring committees of the two houges fell by the wayeide. The
outcome i 1991 was a most strained downs versson of reform.

At this stage of my career, | have the luxury of stepping back from this
political process and saying whar I think about the first, and vltimately
st important, dimension: what should be done to improve our financial
system.

By way of background, it may be worthwhile to review very briefly our
financial institutions and how they goe into the mess they are in now, The
shorrcomings in the 1980s necesitate comprebensive seform of insttutional
powers, rule-making structures, and ongoing supervisory arrangements.
The key lesson of the 1980 is that desegulation of deposit institutions,
both commercial banks and thrife insrinorions, while maintaining vicually
unbimited access to the extensive safery net of cheap federal depaosit insur-
ance and without forceful independens official supervisien, was a recipe fos
disaster. Let us recognize that the marketplace & extraordinanly adaptives
old regulatory aseumprions are swifthy invalidated as business chifts from
e meost to the least regolared channel.

In the 19805, banks lost their best, most eredit-worthy customers o the
open securities markets, where highly credived corporations could borrow
more cheaply than banks themselves. Regulators did not truly appreciate
the potential of money market funds, and so allowed them to grow withoot
seeking legislative authority to impose any of the requirements that reserict
banks. Money funds have never faced either non-interest-bearing reserve
requirements or regularory capital raios,

Ar the same rire, the business of lending money to families po buy homes
was also changing dramatically. Secoritization of mortgages, aided impor-
ranrly by government-sponsored enterprises such as Ginny Mae, Fannie
Mae, and Freddie Mack, meant thar large institutions such as insurance

The Jerome Levy Ecamamics Institwte of Bard Collge 15
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companies and pension funds could indirecdy compere with the wraditonal
holders of mortgages, the thrifis, For a while, securitized instruments were
safe, attractive assets for these institnnons. Such compention inevitably cut
the rate of return that the I::|-'_|'.|i|.—.|.| .-:.'.|.1.'i.113_: and loan institution cowld exXpect
v make from s core business.,

Commrcial h:m]m., which were ]uﬁin,g top chrporate barrowers to the open
credic marker, and cheift instioaions, which were losing mortgspe business

- o the giant instimrional invescors, rook advanrage of derepularion 1o move
into other lending areas, Thrift institutions lent billions to commercial real
estate developers, established real estare development companies, financed
undeveloped land, and bought junk bonds, In short, they moved headlong
away from relatively safe but relatively bowopielding aseets into all gorts of
risky assets. They financed all of this on the basis of deposits thar were fully
msured by the federal government. IF they could not raise the needed funds
locally, they merely turned to Wall Street and pasd what was necessary tno
acquire broker deposite. There was virtually nothing in the regulatory sys-
remm of the mid-1980s o slow down this out-of-contrel credit machine.

At the time, no one knew just how risky those new kinds of loans would
be—nor, in the case of the savings and loan, just how many crooked opera-
rors wers entering the business (we now know), Meanwhile, the taxpayer is
poarer by anywhere from $200 to $400 billion, depending on how bad the
commercial real estate situation gets before it stabilizes.

In the 1980, the regulatory system lost its traditional moorings, Back in
quister times, like the 1950, there was a coherent financial regulatmey phi-
losophy in the Usknited States that regulation should carve out and preserve
franchises for fnancial instituions. Financial institutions, steictly segre-
gared by rype, would alwavs be profitable enough eo boild op capital
reserves. They, therefore, would be in a position to ride out the ups and
downs of the business cyele withour direct povernment aid. Thar somewhat
paternalistic bur basically sensible view was eroded over time,

By the time Ronald Reagan amrived on the scene, this view was largely dis-
ceedired: it was sneered at l'r]. academic economists and qll.-:sl:inm:d |_'|:|-'
paliticlans of bath parties. Democrats who protected franchises were
ridiculed as h}'pl:rl!ri!k'a] b:r Eree market alJ'rm.'nh:, while H.epul'.lhcnm wers
all voo peady vo cmbrace the winning Reagan ideology. The casualoy was
oversight of the fimancial sysoem.
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Even now (long after the savings and Ioan debacle, the striking increase in
bank failures, and the near insolvency of the FINC), no cobherent philoso-
phy has emerged to establish basic principles on which to ground our
furure financial system. Do we prefer the law of the jungle, letting the chips
fall where th:].' may for hoth the higg,:r:l and the smallese? Tp is saill the _|.'u‘.'l|-
icy of the LS. to protect all depositors in banks that are deemed roo big o
fail. Are we, therefore, condemped o cynical pragmatizm—disregarding
profitability and imprudent balapce sheers—unril losses marerialize, and
then selecrively bailing our institutions depending on their impace on the
" rest of the financial svstem or the political cloar of their representarives?

The 1.5, Treasury stady on modemnizasion came down strongly against that
kind of cymiciem. However, it hacked away from the implications of its
own analysis, mamely that some very large banks would have to fail if mar-
ket discipline were to be taken to its bogpcal conclusion, The Treasury pol-
icy-makers temporized and their position remaing an uncomborable mix of
pn:rti.il market d.i:-:ipli:n: and iJ'nplil:il: FOvEernrment prﬁtﬂ!tir.'rn-

Thiz brings me to a starement of those principles of financial reform thar 1
feel are important, regardless of whether they are politically feasible at the
present time, First, nationwide banking should be allowed. We should, of
course, always seek to avoid excessive concentration of economic and
financial power, As a practicable matter, by any reasonable yardstick, our
financial system is not highly concentrated, To the contrary, we have too
many banks, too many weak institwtions, and oo litde profiability in
hanking. This increases the cost in both equity and debt capital o deposit
mstitutions, making them less competitive, less capable of growing, and
therefore less able to support economie growth, The simplest step for teeart-
img this shormooming s to permit full matonwide banking, 1 believe there is
growing agreement that this would be a positive development, Afrer all, as
a resule of various regional compacts and  bilareral state reciprocity
arrangements, we are alecady abour three-quarrers there.

While the consolidation of financial instimutions mself does not pose muach
of a threat, there is reason to be wary of allowing commerdial and indus-
trial corporasions to own and control large commercial banks, That is a
combination not found in other major industral conntries, and it & wo
necessary for attracting egquity capdtal to the banking ndwsory., Iv could lead
o undue economic power. Besides, in those Instances whene commercial
and mdustrial firms have owned and conrrolled chrifr institorions, which is
permatted, their management capabilities have been found wanging,
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Second, federal deposic insurance should be resericred. The availability of
deposit insurance has gotten out of hand. T agree with the U5, Treasury
thar we should limie the number of fully msured accounrs thar an individual
can hold, and we should strictly limit access o insured brokered deposits. 1
:Hkru:-wlcdgc thar these limits wouold 1ML s somewhat more of a burden
om smaller banks than on larger banks, but withoot such limits the taxpayer
will remain excessively exposed to repeated large losss.

Alternative proposals have been made for constricting the scope of deposit
insurance either by tightening the eligibility standards of deposit instirutions
to enforce potential lending standards or, even more radically, by adopting
what i3 called the namrow-bank concept, The narsow-bank approsch would
requise banks e invest insured depesits entirely in asscts of the highest
credit quality, such as government securities, | am skeptical that either of
these more extreme options would necessarily lead o a safer banking sys-
tem. You might simply rearrange the location of potenrial problems. Bu
daing nothing abour the exposure of the depasit insurance sysiem, which is
the expressed posirtion of the Congress, is not right either. In my opinion,
incremental measures to limiv the number of insured accounts is & reason-

able compromise,

Third, financial regulation should be consolidated. If the government essen-
tially underwrites a great bulk of the financial liabilities of banks, whether
through the federal deposic insurance system or through the implicit safery
net inbepent in 4 doctrine of “toe big to fail,™ then the povernment has to
have the right to closely supervise the operations of instirutions holding
insured deposits. To do that effectively, it must put in place a sounder regu-
latory structure and sufficient talent o pecform 2 difficuls jobs wich exXper-
tize and judgment.

Today the regulatory structare is nor working properly as there are oo
many regulatory bodies at the federal level. The existence of fifty scate
banking commisssons and fifty state securities commissions 8 an anachro-
mism. Alwgether, the regulatory system produces massive duplication and
overlapping authority, which coexist with huge blind spots and regulatory
gaps. It fails to deliver real accountability, and it fails to provide a mandare
for early action for solving emerging problems hefore chey become life-
threatening for a bank and highly costly to the taxpaver. It lags behind
market innovations and is inconsistent with the developing trend in which
the homuegenizing commiercial and investing banking firms compete in so
many lines of business, such as foreign exchange dealings and interest rate
and currency swaps. It lacks rhe capacity for negotiating internationally
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sound agreements for harmonizing regulatory standards and practices. In
shaort, an improved regulatory system must be more alerr, more responsive,
and less handicapped by the problem of financial pracritioners engaging in
sharp practices [e.g. cutting corners oo stay ahead of the regulators). This
requires better, more streeewise regulatory personnel for whom adequarte

COMmpEnsaton 15 essential,

I would like to see repulatory consolidation and elarty unifying the federal
fimancial supervising agencies, with the Federal Beserve playing a leading
role, That is becawse when all is said and done, it is only the centreal bank,
bath in our countey and other indestrial countries, thar has the abilicy and
resources to act as a lender of Last resorr, whether ro individual instiooons
facing liquidity problems or fo the system as 8 whaole,

Fourth, reliance on numencal standards such as capinal racios should nog
eliminate supervisory discretion i evaluating banks. [ would seek o strike
a sengible balance berween formal and often numerically precize require-
ments, such as the recent emphasis on minmmum capital aaos, and more
informal supervisory puidelines thar steess the individual character of differ-
ent banks or types of banks. Thus, [ would pur a grear deal of emphasis on
adequare diversification, which is mere a mateer of judgment than of for-
mulas, Two banks with the same capital raties can have wildly different
exposure to risk as well as staunchly different long-term profivabilicy,
depending on the overall structure of their lean porfelics and their off-hal-

ance sheet T:-e:-::i.vim:.

This does nat mean that | would water down tough capatal ratios. 1 am fre-
quently struck by the fact that some of the most profitable banks, as mea-
surcd by the rate of ceturn on eguity, are those with relatively high capisal
ratios and conservative balamee sheers. Bur thae, | ohink, s simply becase
they are better Bankers in the sense of having greater kills in measuring
armd monitoring risk and distinguishing Berween borrowers who are likely
te repay and those who are not: this cannot be mandared by regulation
alone, Mevertheless, 1 am fairly confident thar an improved system for
supervising banks would have transparent accounting standards rather than
the largely opaque accounting standards now permitted; there would be less

ability for banks to disguise problems and not recognize impaired assets.

Whether an sdeal system would go all the way to extreme proposals, such
as mark-o-mark marker aceounting, of even o mone steingent lower cos
or market accounting, is questionable, v would impar grearer volarility on
carnings and, at least for & period of timce, translare char volarilicy invo swock
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prices, Whether an ideal system should follow the Evropean practice of per-
mitting hidden peserves is even more dubpows.

I do feel strongly that an improved regulatory system could be far better
supparted than it is now by the ourside auditers of banks: there have been
oo many cases in which ourside apditors have shown themselves go be
quire ineffective in detecting frands or shady practices and all too ready to
bemnd over” backwards to make a bank's condition appear more favorable
than ir really is, Some of the more egregions cases have ended up with large
lawsuits, which I suppose is inevitable in our culture, The one pracrical
improvement | would recommend would be to establish a set of fines that
could be imposed by the Federal Reserve on the .=|,:n,'|i|:i.n.:g_ firms of banks
that require discount window support, where che true condition of the
bank was obscured and the oumide andiver did nothing to force MAnage-
ment to provide full disclosure,

Fifth, management and boards of banks should be held accountable, and
sanctions should be impoged, A higher dury of care ausst be enforced for
the boards of directors and management of financial institutions, The basic
principle is that banking is not parely an entreprencurial scrivicy. Ie invaolves
extensive fiduciary duties and public responsibilitics to the financial system

ar karge.

| support the kdea thar the regulatoery agency should have the clear mandare
tointervens at an eaely stage when a bank begins to go wrong, and nor
have to wait until the bank has become obviously insolvent before stepping
in. Accordingly, | support the notion tar regulators should have che clear
legal authority to make an giling bank sugpend is dividends. The chor-
werm adverse impact of regulatory actions—which include dividend suspen-
sion on stock macket evaluations on the bank concerned, or on large depos-
itors who may try to transfer funds inco an alien instimdGon—should be
subordinared o a hard-nesed evaloation for the long-rerm health of the
bank, Marurally, pare of the effort to intervene early should include sriff
restrictions on the compensation and bonusss of management, Even so, 1
remain somewhar skeprical thar bank regulators can entirely keep up with
sharp practices or new business activities cthat can pur in jeopardy a
marginal institution,

Sixth, we need to level the playing field of instinotions, markets, and coun-
tries, There are several serious weak spors or inequities in the system. The
first is the absence of comprehensive regularion across functional lines. We
are in an age in which financial fonctions are not nearly divided by type of
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financial institution, bat the jurisdictions of our financial regulatory anthor-
ities continue to be established sccording to rraditional instimrional type.
Te their proponents, the nacrow focus of the Securities and Exchange
Commision, which oversces securities firms and investment companies,
and the Commodities Furnre Trading Commission, which-oversees com-
modity brokers, is justified on the grounds that it permets these agescies to
build a high bevel of technical expertise. But there are serious drawbacks in
our world in which banking, trading securties, underwriting, fumares activi-
ties, and risk management are increasingly interwoven. Harmonizing these
wvarious functions under a centralized fnancial :-:gula:-:u-'g.l al.ll't'l.ﬁ.[i.'l'lu' veold
permit technical expertise to be preserved, but it would make sure chat
hanks, securities firms, and other financial instivotions are reared alile and
supervised comprehensively.

Such an amalgamation would also sllow us to resolve other weaknesses
that contribute te an uneven playing field ar fimes. For instance, life insur-
ance companies have no federal regularor, and the different practices and
competencies of state insurance commissiens lead to anomales and poten-
tial risks, Several insurance companies have become deeply involved in
invesrment hanking, in futures and optrons trading, and other financial see-
vices normally associnted with bankmg. Moreover, moncy-marker funds get
unjustifiably special treatment. Finally, our equiry markets are overly regu-
lated relevant to our fotures markets.

As Treasury Secretary Brady hae long maintained, withowur moch support in
Congress, the need for harmonization is compelling. Federal regulatory har-
monization in the 1.5, is probably o precondition for any serious negotia-
tion to create a mose level playing field for financial services internation-
ally. To be sure, progress has been made in this area since the early and
highly tender step of a decade or so. The Basel Accord on capital catios was
a significant accomplishment. It has done a lor to quier the criticism dhar
American banks had to live under a moech tougher regime than others, espe-
cially the Japanese. It has aleo encouraged collaboration in other areas such
a5 payment system risks. But uneil we have basic reform of financial powers
and our regulatory stroctures in the UL5., and so long a5 the Eoropean
Community i3 comenitted 0o financial and wltimately monetary unification
of some sort, we are bound to run inte potentially sericus disagreements
with the Community, Reciprocity may start o be used against our institu-
tions in Evrope, unless we at least get rid of restrictions on natonwide
banking. As the 1.5, Trensury has learned, other countries are aot about to
accepr our distincrive begal forms, such as the halding-company structures
for banks and other financial mstatutions.
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These six principles derail my perspective as o what a foundation of
stronger financial system in the L5, should be. 1 recognize thar aoe all will
be supported or adopeed. Let me conclude by giving some idea of how [ feel
the future will evolve. T would classify myself a5 a cautious optimist. We
will mot get comprehensive financial reform, but we will probably ger piece-
meal improvement: certainly there will be setbacks, The 1991 vore in the
Senare oo hhpﬂ&t CApE {an the interest rates banks may :hnrﬂ: on credit card
lines is a timely warning chat mischief is always lurking.

United Stares financial institutions are going to improve their balance sheets
and proficability over the rest of the decade. The fears of o systematic col-
lapse, which pervaded cthe market during 1990 and 1991, have proved to
be unfounded. The Federal Reserve would never stand aside and allow a
major proportion of the banking system 1o fail as a result of a naticawide
business recession. Instead, it would ease monetary policy, s in fact it has
done and continues to do. The combination of 5 steeply positive slope vield
curve, which allows banks to improve their earnings withowt raking on any
addivional credie risk, and the beginning of an economic recovery will con-
mribure o berrer bank profits. As a result, the share prices of bank srocks
rallied im 1991,

The 19905 will, howewer, be a period of unprecedented consolidation and
restructuring of financial instivutions, Our of this process will emerge a sub-
stantial number, perhaps ten or fifteen, of cruly national banks operating in
all regions of the country, Some will evolve from existing money-center
banks or aggressive super-regionals. Others will be formed out of the merg-
ers of several existing organizations, incloding both major banks and e
rop theift institutions. OF the dozen or =0 nagonal kanks, five or six will be
of the size juse below that of some of the |nrgﬂ=r institutions in Eorope and
Japan: po ingtinution will have even ag much as 5% of total |:|E|_:||:|:i|:=. Thers
will alsn be a number of repional institutions of a size now commonly
thoughs to be that of a money-center bank, Several thousand smaller inst-
tutions will survive serving very local markets, bur in my judgement, the
total number of such institutions will likely decline by half or even three-
guarters by the end of the decade,

This market strocture will support a number of different srraregic
up]nuu:ﬂln s |:|n.11.kin|5. h-'[ust_, bat mot n.|:|r of the 'rrlll:,r nanional Eanks will
be of the full-service varery. All things financial to all people, much like the
strategic vision rhat Citicorp had been proclaiming for many years, will
characrerize them. Some of the banks operating natonwide will be concen-
erating on retail, consumees, and local business. They will not have the
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cofmplex capiral market and the securities trading responsibilities that are
moemully associaned with the money-center bank.

It is obvious that ar least pwo prominent meney-center banks, P, Morgan
and Bankers Trust, have little or no intersst in nationwide banking per se.
They are specialists, serving the wholesale marker nagionally and globally,
That specialty s highly valued by the stock marker. They do net need
nationwide branches to fill thac niche. In fact, the share prices of banks that
specializs, whether in wholesale hanking, trust services, transaction process-
i.1|.3, or middle-market lend.ing, are :nn:i:t:ntl}' |_:|r.i|:=|:| at substantial TrEmi=
ums. Stock market mvestors reward scale economies in banking but
severely punish scale diseconomies that came from overly complex argani-
zavions that are difficult o manage and subject to sk,

The 1.5, financial strucnare will see the besr of the speclalisn instinitions
gpreading over the country as a whole bot not steaying from the core busi-
ness thar made them exceptionally profitable, Thus, 1 can vissalize some of
the leading California thrifts, which seem 1o know how ne do rerail banking
:lr-zl}' at a very b umis cost, hnnnming AMONE the o nationwide resail
bankers. [ncidentally, the distinction between thrifes and banks may well
disappear as commercial banks get involved more heavily m home morc
gape fnance. A few of the moce prominent savings and loan associations
contemplare swirching vo a bank charter some day.

Whar about secureitics firms and insurance companics? While banks may
overcome intense opposition and end up selling insucance policies o chels
custoamiers, | see no advantage in a bank owning or tanning a large insur-
ance company. | concede this is now allowed in Evrope [and apparentdy it
is being done successfullyl, and I aleo ses the eventual abandonment of
Gilass-Steagall barners hetween commercial kanking and invesoment bank-
ing. As in the case of nationwide banking, we are three-guarters chere
already. The Federal Beserve will continee to use its discretionary adminis-
trativie powers o permit underwriting powers to well-capatalized banks,
The number of viable candidares will increase over the decade a5 banks
come out from under their current asset quality problem and build up thetr
capiral rarios. By the end of the 1990z, | wouldn'r be surprised o see
Salomon Brothers, to wse that firm & an illostration, being pact of a finan-
cial holding company thar included a major commercial bank operating on
& nationwide scale, You simply do not hear opposition anymore oo such an

evolution even from the Secorities Dealers Assnciation, the indoscry™s loh-

bying group.
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Asg for the regulators, will they be able to keep pace? They abways tend to
lag a step behind madket developments, and here T have some doubts. It is
by no means clear that the political leadership in Washington is whole-
heartedly behind tough, independent supervision for financial instications.
Moreover, [ do not see any sense of urgency within the existing regolatory
badies, sither in Washington or in the varous states, to unify the instite-
tional structure, Therefore, the kind of regulatory consolidation thar would
be best equipped to oversee the coming transformation of oor financial svs-
tem and produce the mest farsighted international harmonization of super-
visary standards is unlikely.
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Fundamental Change
Little by Little:
Banking Evolution

Alex | Pollock

The reason [ entersd banking—and 1 seill
adhere to this belief—is thar 1 think financial
systems and their relationship to the rese of
life, including the real economy, are philo
sophically fassinating. In my opinion, there is
no doube that the fundamental proposition of
my good Iriend Hy Minsky is nght: financal
busts and crashes and crigses are nacural
accurrences. However, wo have to be more
sophisticated than the nsoal ex post faceo
explanations, such as thar bankers are stupid,
greedy, frauduleni—these are uninteresting

hypotheses.

The interesting question s how do groups of
inrelligent, sophisticated bankers, investors,
barrowers, entrepreneurs, and wenture capi-
talists find chemselves canghe topether in the
busts? At Continental [linods 1 lved through
a bank run, Continenral Illinois was filled
with smart, competent people—ver it failed.
Walter Bagehot observed char in the excire-
ment phase of a financial expansion, the
ﬂ.l'ltE:t Hﬂd E]E"EIGFE ]c‘c'ﬂrrﬂ' ;h-'l: MeDEL, w‘:
need to address a subtle question: how is it
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that intelligent, hard-working, competent, analytical bankers, investors, and
entreprencurs end wp in Anandcial messes?

Ovten the explanation offered by economists is ane of incentives. IF we anly
bad better incentives [if banks, for example, had more capital, more man-
agement ownership, and more involvement by the at-risk shareholders), it i
said, you would nat have these crises. | am not much impressed by this
argument. History is full of private banks that are not only owned by the
bankers bur where the banker himself had his roral personal wealth com-
mitted to the Labilivies of the bank; those private banks got involved in
financial bubbles and the subsequent busting just like banks and ocher
Fimancial companics do today. 1 do not think the FmH:m 15 incengives, |
belizve the sssential question s one of knowledge and ignorance, or knowl-
edge and error, or whar we may call the doctrine of rational mistakes,

Don Schakelford, Chairman of the United States League of Savings
Institutiong, had this to say about the savings and loan collapae: “The unin-
tended folly of the reasonably decent was far more costly than the contrived
villainy of the corrupted few.”

This is a fine phrase. However, | prefer the language of Bagehot to the zame
effect in one of my favorite passapes of Lombard Sereet:

An effecrual supervision by the whole board of directors bein
impossible, there §s grear risk the busitess may fall to the Eem:mﬁ
manager. & manager sometimes committed fravds which were
dangerous and still ofrener made mistakes that were ruinous.
Ercor 15 far more formidable than fraud, The mistakes of a san-
guine manager are far more to be dreaded than the thefe of a dis-
honest manager. The losses towhich an adventurous and plausible
manager in complete good faith will readily commir a bank are
bevond eomparison greater than those which a frandulent man-
aper would be able to conceal. There s not maore unsafe govern-
mient for 4 bank than that of an eager and active manager subject
oy vo the supervision of a numerous board of direcrors.

| take Bagehot as a canonical source for the key factor being mistakes and
errors of intelligene and ex aute credible actors.

How do managers come to make such momenrous mistakes? One of my
fFavorite philosophical and managerial lines is:  “Many things which were
condidered impossible nevertheless came 10 pass.™ The question B less why
they came to pass than why they were considered impossibde by all of these
well-educared, hard-waorking managers.
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A partial explanation is thar for practical purposes (whatever one mighr
want to say theoretically], and speaking ag one who has o make decisions
subject to uncertainty and ignorance all the riowe, risk is a feeling. When
something ceases to feel risky, you go ahead. Very risky things are done
because one gets wsed o doing them. Feelings of riskiness fade when prac-
tice changes only slowly over an extended time. We are grear comparers of
this year with last year or maybe even five years ago, bur as thinps keep
drifring, livde by linle, step by step, over a long period of tme, we get used
to it. 5o we might slighdy alter some couplees of Alexander Pope, In the
original, the firse word is “vice™; the bankers' version begins wich “risk™;

Rick is a creature of such feightful mien / That o be hated needs
but to be seem, £ Yot seen too oft, familiar with her face, / We firss
endure, then pity, then embrace,

The graphs that follow describe the entire commercial banking system of
the United 5States over a period of four decades, from the late 19408 qr
1950 uneil 1990.% [ have taken the kinds of parameters that I, as a general
manager subject oaly to the supervision of & numerous board of direcrors,
care about and have examined them for the banking system as a whole,
Whar they show is higher and higher levels of risk thar happened little by
little.

We may chink of this as "how o boil 4 frog.” You may remember the old
story that the way to boil a frog is to pur him in very comfortable warm
water so he relaxes. Then you turn up the hear one degree at a time, and
before be realizes it he is conked. 5o in the banking system, one degree at
a time, lirtle by litle as the years went on, financial relafonships shifted,
but feelings of risk did nor keep up with how moch they were shifting.
Whar we have i3 mot mecely a decade of the often-discussed “excesses of the
1980s," bur a long-teem, four-decade buildup of financial fragilicy,

The first graph addresses leverage, The leverage of banks is typically treated
as the ratio of assers to capital or capital to assets. Thar s a thormaghly
misleading ratio and does not measure the real beverage of a bank at all.
The real leverage of a bank is koan leverape: loans to capital or capital to
loans, There are many ways to get ineo mouble in 4 bank, but the biggest
and easiesr and the one mose likely to put you wnder i through the loan
portfelio. It is a mathematically obvious point chat che hipher the leverage
of loans to capital, the less margin for error you have in the loan postfolio,

* 1 rovald ke do rhank Richard (oo |:l.|"n'rr Pederal Beserie Bauk of 5 Lows
for reprareh aynisiemce,

The jerame Levy Economics [mstitute of Bard College 27



Restructuring the Fomancial Sirechere

In Graph 1, the borom line is the capital-to-assets ratio of the American
banking system from 1546 to 1990, Generally speaking, it is fAar. The capi-
tal-to-assets ratio in 1980 was essentially cthe same as ir was in 1946,
However, consider the top lne, the ratio of capital-to-loans. ani:ﬂ-lu-
loans engaged in a four decade-long constant downward trend. Inversely
stared, the loan leverage, which is the real leverage, engaged in 2 constant
four-decade-long upward trend oo historical highs. At the very end,, there is
a little correceion, bur it has net corrected much.

Graph Z represents the ratios of loans and assets to capital and covers the
last cenmury. Obviously, in this longer view, the leverage poes higher and
higher. The top line, the assers-ro-capital ratio of the American banking sys-
term, rose dramatically during Waorld War 11, It is now abour the same as it
was in 1946, but far higher than it was for the sixty years befose that, The
bottom line is loan leverage, loans-to-capital, The previous peak was in the
15205 at loan leverage of about 5, or 35 of beans for each dollar of capital
We have gone far beyond that since.

In 1955, we passed che previows loan leverage peak of 5 to 1. In 1958, a
financial vice president of Mew England Life considered that the American
financial system had gone through astonishing change since 1950, He
argued that the banking system was our of capital and could mot further
expand its loans, Thar proved to be a4 poor peediction. We have comssantly
increased loan leverage, reaching almos 10 1o 1 in 1939, double the previ-
ous peak.

The acceleration of asset leverage until 1945 represents financing Weorld
War II. We may recall that banks were orginally sseablished 1o finance the
government—which s what the banks were doing in che early 1940s.
Beginning with an asset keverage of 7.5, they doubled it by 1943 in order to
hold government securities. This seems to have established o new general
perception of what asser-to-equity ratic was acceptable and did not feel
risky. However, in 1945, loan leverage {the real leverage) was only 2.5,
After the war, banks did not bring asser leverage back down, but over time
they filled the expanded balance sheets with loans in place of the previously
held government securities, and so brought real leverage o its all-time high.
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Graph 1
Capital’/Assets and Capital/Loans
Ratios for American Banks
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Graph 3
Multiples of Real Estate Loans
te Met Waorth for National Banks

B = I

B0 Lgmsmiia) g

e - 2 —

o S 1 i i 5 i i |
HED B30 HOD f40 e W] @70 1iED  wWE

== RE. LzanuWai Werih

Giraph 3 srams in 1913 becawse i displays the ratio of real estate boans o
capstal of narional banks, Under the Matonal Banking Act of 1864, real
estate lcans were prohibited o national banks, This restriction was first
loasened in 1913: previously, the national bank real estare loans-to-capieal
ratier was zero. That did not stop state banks from failing by the bundzeds
in, for example, the panic of 1E90. But because of the ninereenth-cenmury
expericnce with the dangers of financing real escate specularion, the
Martional Banking Act, which was intended o drive the state banks ot of
business, prohibited real estate loans to the new national banks, [n 1913,
one of the minor provisions of the Federal Reserve Act allowed nagional
banks 1o enver the real estare lending business, though anly for agriculfural
loans.

In the 1927 McFadden Act, which was in intent and achievement a liberal-
izimg act, national banks were allowed to make orban real estare loans of
up to five years matursty and 50% of appraised market value, This liberal-
izarion added to the real estate lending expansion of the late 19208 The
subscquent collapse of real estate finance was an important pare of the
overall banking collapse of 1932,

Jesse Jomes, the head of the Reconstruction Finance Corporation, recalled
that when he wenr ro Chicsgo for the 1932 Democratic Convention, he
spent Saturday morning walking arcund the Loop, where the crowds were
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soll milling, left over from mans on downoown banks of the wesl: before. At

this me, Jones wrobe:

Scattered all owver the nu:ﬁhhnrhmﬂn and l'l‘tl: 5|||_'||,.||'|:|5 and the
bisimess centers of C]1:i|.'a5,|.1 were the remams of the hanks which
hid become entangled in the Anancng of real estate promosions
and died of cxposuee o optimism.

Bur the expansion of narional bank real estare loans ag a multiple of capital
continued over the decades, accompanied by the propressive loosening of
each parameter of control in real estate lending laws, unel i got up fo a
multiple of 4 by 199, We are all aware of the magnitude of the problems

this entails.

Graph 4
Banking Employment 1948-1990
200 .h_h 7
ean r-r I 1
MO =
M0 = 1

|
WD Ak #0 B D TR B2 M BD

= R TR

Mow we turn to what bank managers think abour but hardly any academic
theoreticians of banking ever address: the production of banking services,
To produce our volume of financinl transactions takes a lor of people.
Graph 4 displays apgregate banking employment since 1948, When [ ask
professional managers of banks whae they think this line will look like,
most ger it wrong, Apprepite commercizl bank employment in the Unired
States went up every single year from 1948 to 1989, In face, it quadrupled,
from 406,000 employess in 1948 o 1.66 million employees at the peak in
1985, In the 1980z, the prowth rare showed, bur emplovment still increased
every year. Bank managers tend to ger this question wrong because they
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know that in the mid-1960: banks began intense computecization, which
has continued ever since, Computers notwithstanding, the aggregate
employment line continued steadily upward.

We absorbed into the banking system a tremendous amount of employment
and expense, and therefore another kind of risk. This is operating or beeak-
even risk. You must pay for all those salaries and benefits, for the expensive
downtown space, and for the computers. [f you are raising vour hreak-even
point all the time, you most push to expand basiness volumes (2z. loang) o
support the cxpenses, However, the banking system was not alone in
EXPENSE EXPANSION,

Graph 5
Banking and Insurance Industry
Employment 15948-1950
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Graph 5 shows ageeegare employment in the insurance industry, which also
quadrupled during this period and inereased continually. Graph & is aggre-
gate employment in the securitics industry over the same forty years, The
securities firms do reduce employment in difficule times, but the rising trend
line is the same, with an especially rapid expansion in the 1980s.

Graph 7 shows commercial banking employment as a percent of toral
emplovement. Berween 1948 and 1982, the share of toral employment repee-
sented by banking deubled. Duning this period, the growth race of banking
cmployment was more than double the growth rate of toral employment in
rl'i!: COUMNTrY. Since the ceedi p-:'ﬂb|!11‘|i and the EXPENse contral El‘rCl,lE t;af the
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Graph &
Securities Employment 1948-1590

Ikmaiardy
PR

430

T ! |

200 % a Fi

D

[

I'l-- I FESEE S ST N T T e (N SN
W) BS @0 @& T T M B om0

<— amakyy mank

Graph T
Banking Employment as a Percent of
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carly 1980s, there has been a reduction in share of employment. In 1991,
the absolore number of bank employess went down for the firss time sance
1948, Tt will be down again in 1991 and one would guess the correction
has a significant way vet 1o go,

Ciraph 8 shows why. This graph displays the net income, total assets, capi-
tal, demand deposits, salaries and benefits, and toral operating expense of
the commercial banking system, along with the L%, gross national producr,
all indexed to 1950 and corrected for inflation. Measured in conscant daol-
Lars over forty years, banking assets, capital, and net income grew at essen-
[i:hl|]-' the sarme rate as GMP, as YEH weuld expect from a mature business.
Consider the borrom line on the graph, demand deposies. When | was a
traines in the bank, on owo different oocasions old bankers ook me aside
and said words o this cffect: *Young man, remember thae this business is
about demand deposits,” Whar did demand deposits do over these four
decades? In real terms, they decreased, Meantime, whar did expenses do?
In constant dollars, income, aseets, capital, and GNP all multiplied roughly
3.5 times over the forty years; bank salaries and benefits muldplied 7.8
times. Total bank operating expenses muktiplied 10 times. That gives us an
indication of how much expense reduction, praductiviey improvement, con-

solidation, and correction there is et o po.

Suppose those old-fashioned bankess were righe about demand deposies
being the key to banking, Geaph 9 focuses on the role demand deposits
play in the balance sheer of today’s commercial banking syatem. 1 particu-
larly like to discuss chis issue with economists, who usually argue char
banks are special because they provide the principal pare of the money sup-
p|}' (1.e. dermand d.epu.':-rt_':-l. But what part of |.'m:|:'-|.1_,r'£ American hﬁﬂl-eing 5¥3-
tem dov these deposits represent? It used o be che lion's share, In 1950,
demand deposits were 0% of banking assets, They were more than double
total loans, and were 41% of GNP Today, the demand deposits of the
American banking system are a mere 21% of assets, less than half of loans
and 11% of GNP,

Muost banking managers do not understand the financial starements of the
Federal Reserve Banks or how the Fed makes profits. 1 propose we think of
the banking system as not just the commercial banks but a single spstem
with two parts: the commercial banks and the Federal Reserve. 'Whils
speaking to the Chicago Bankers Club recently, | supgested thar there is a
rraditional line of banking business which, had we been mesting 8 century
afo, the members would have consedersd r|||.1|.'.r|1=.|., but which not one of
them i in moday. Thar business is isuing bank notes, providing circulating,
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Graph 8
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hand-to-hand curfency. Since the 19304, this business has been monopa-
lized by the Federal Reserve, Had we been having this conference a hundred
years aga, all of us would have assumed thar the real defining charscteris-
tic, the special thing abour banks, is that they ksue bank notwes os cursency
held by the public. We no longer make this assumption, and we rend oo for-
get that issuing currency is a business, and a proficable one,

Graph 10
Fed Profiis as a Percent of
Insured Commercial Bank Profits
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If we think of the commercial banking system as having two parts, the
Federal Reserve and the commercial banks, we neaed 1o ask: which of thesc
two parts makes more profie, the 12,0080 commercial banks or the 12
Federal Reserve Banks? As shown on Geaph 10, the answer is that in 1990,
the 12 Federal Reserve banks made 150% of the profit that the 12004
commercial banke did—profits of §23 billion for the Fed and about 15
billion for the banks, On average for the decade of the 1980s, the 12
Federal Reserve Banks made 32 billion a vear more than the 12,000 com-
mercial banks, [t takes more than one thowsand commercial banks on aver-
ape to equal the profit of one Federal Reserve Bank. This tells vou thar the
currency issue i very attractive business char banks would like o be in if
only they could.

Ower four decades, the treads we have addressed—the long bodling of the
banking frop—continued, and risk perceptions kept shifting. Everybody
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|bank managers, sharcholders, depositors, regulators, central bankers, aca-
demics, and Congress) kepr gerting wsed to @ system that was growing ever
riskier.

Banking evalution brought us E||-1.i||:'|r:-!1:i[a;[1 leverage, the huge cose of
relearning real estate bessons, and a deposit structure turned npside down.
Banks changed from being financed predominantly by working balances or
money, ¢ predominantly by investments for a yield or borrowings of vari-
ous kinds. Add to this 2 major shift in profitability from the commercial
banks to the Federal Reserve. An excellenr summary phrase wonld be: the
development of financial fragility. If we could ake a good banker from
1350, put him in a time machine and lec him ger our in 1991, without hav-
ing gone through the slow process of change, he would be astonished at the
unrecognizable banking system he found. | imagine he would get back in
the time machine as fast a5 he could, trying to ger the dials ser back for
1950,

since we are unable to do that, what is to be done in the 199027 OF course,
there is an abundance of competing ideas and proposalk. In my opinion, the
most important fiese step is to clarify our concepts of what banks are, Then
we may have the possibility of acting coherently.

A key element is ro undesstand the contemporary role of the government as
implicit investor in the banking system. One way to look at increasing
beverage is that the capiral gers less and less. Ancther is that the capital is
there but in two different forms, Ir is partially explicit capiral provided by
the shareholders; the rest is implicit capital provided by the government
guarantee. To quote Bagehor again, “In banking the capital i used not to
work the business but 0o guarantee in.™ Conversely, whatever guarantees
the business is the capetal. If we ask how much capital it takes to capitalize
the banking system prudently, and then subtract the explicit capieal, the dif-
ference is the implicir capital provided by the government. This beads to the
conclusion thar the government is implicicly che majority shareholder of the
entire American banking system. This implicit capiral has promoted finan-
cial over-expansion and risk escalation.

It is easy to give guarantess because ar the time it does nor seem o cost you
anything. The government's capiral is in effect stated, as opposed 1o paid-
n, capital. It is easy to commiz to pay if you do not think you will ever
really have to. The government is a parmer who has committed capital but
has not paid it in, and who thinks thar the capital is never going 1o be
called.
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An older and P¢F11-H|15 mare authoritative source than any so far q_u-:-'rud 5
the Book of Mroverbs. The Book of Proverks suggests that a wise man dioes
nat stand as pledge for his neighbor. One wonders how muoch foresighe the
author of that old book had: was he thin king about FSLIC and the FDIC,
the Farm Credit System, student loans, the Pension Benefic and Guarantee
Corporation, the FHA, and the Deparcment of Housing and Urban
Development loan programs? These are our variations of gerting in trouble
by standing as pledge for your neighbor. It would cermainly be preferable
for the financial system ve mn without crying e have evervhady guarantee
evervbody else. Bernard Shull has pointed out that banks nsed to be a
T BOUTCE of funds o the ROVEITIMEENL] Now the povernment s o unigue
sonrce of funds for the banks. How do we get oat of this tangle?

Two more conceptual clarifications are required. One is that there are no
such things as “funds,” and “funds™ do not “How": there iz nothing oo
flow. Mote that “liguidity™ represents the same fgure of speecl—eome-
thing thar flows. These are very confusing metaphors. The reality is various
sets of books with assets and liabilities, debits and credits. In days of pre-
cious metal coinage you could meaningfully talk aboue the flow of coinage.
But today, nothing flows: there are only debirs and credits on books, and
thers are liahilities of some enfities that varous others are willing to hold as
assets==and then sometimes not willing to hold as assets. If in the aggregate
we are unwilling encugh, new financing becomes impossble and that cre-
ates the bust.

The second essential clarification iz to understand thar there are rwo
entirely different pams of the balance sheers of banks. These T call the
“Money Bank™ and the “Credir Bank.” 1 wanr o expand at some length
an this distinetion,

Every bank is funcrionally twa banks. Ome of these banks issues liabilities
{called *depnsits™) used by the public as money in the operation of the pay-
ments system, a key public good: this is the “Money Bank." The Money
Bank function is the reason banks are special and why they are singled ow
for the enormeous political and regulatory functon they enjoy or suffer. Bur
as we have seen, the Money Bank has evolved from being the primary buse-
tion to representing only about 20% of bankings aggregane balance sheet,

The other function of the bank, representing 80%. of the balance sheet, is

the Credir Bank. The Credit Bank, as it has evolved, is an open-ended,
extremely leveraged investment fund, which sells debt 1o the public and
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invests in @ wide variery of assss, some very risky. Mote thar the debst of
this fund (also called “deposits™] is currently sold without prospecrus or the
ather disclosures atherwise required o purvey mvestments to the public,

Every bank thus has two fundamenral parts: a Money Bank, which pro-
vides (a3 old banking discussions called it} “circulating medium™; and a
Credit Bank, which iz an open-ended, leveraged investment fund. The
Money Bank i an essential element of the social infrastrscoure of svery
developed cconomy. The Credit Bank is just one more way o make invest-
ments, among many finascial market alternatives. These contrasting bank
robes were clearly articulated by Milton Friedman in 1959, Irving Fisher in
1936, Henry Simnons in 1934, and athers before and since,

The esential objective and ratgonale of bank regulation should ke o ssoure
for the pubbic good a reliable stock of money in which the exchanges of a
'."HJ.I'I:'I[.'ILL'I! market BCEMICHTIY Camn ke semled. The mtnv]lc]ming PP tiom of
the stock of money consists of checkable bank deposits. However, this pub-
lic payment wrility concerns only the relarively small Money Bank: the
misch larger Credit Bank = an entirely different issue. In other words, today
maxst money is bank deposits, bar most bank deposits are not money (they
are investmEnts ),

Since 1933, the United States has issued national guarantees of bank
deposits, which have come to represent (implicitly} the majority of the capi-
tal of the banking system, This public puarantee has nor been limited ro the
stock of money, but has promiscuously covered the entire combimation of
both the Money Bank and the Credit Bank. The original confusion is
understandable, since historically bank liabilivies were predominantly
demand deposits {ie. money). Bor over time, in addition to gusrantesing
money, the government has ended up as co-signer on the obligations of
huge, risky, highly leveraped investment vehicles—ir is now reaping the
Comsequent staggering losses.

Diuring the years of its deposit guarantee, the government has tried o pro-
tect itself by an ever-incrensing volume of ever more complex repulation,
requiring the matching growth of financial regulatory bureancracics.
MNothing is more apparent than the face thar this stratery has been an abject
failure, 5o what do most commentators, especially regulators, jourmalists,
professors, and politicians, suggest? More regubation and regulators. This
is an interesting example of faich: o beter conchusion is thae the fundamen-
tal design conclusion is unworkable. A betrer fundamental design is thae
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stable liabilities for the Money Banks and the payments svarem can be
ensured simply by enforcing collateral requirements 1o secure the stock of
MOmey.

As a real-world, working example of this principle, consider the srock of
free erediv balances in customers' accounts with securities brokers, Every
securities broker is in part a bank: free credie balances in its customer
accounts are equivalent o demand deposits. These balances are not guaran-
reed by rhe povernment, Bur under the Securicles and Exchange
Commission’s Customer Prorection Fuole, segregated low-risk assets msst
be maintained against the ner customer balances, The assets are a “special
reserve account for the exclusive benefic of the customers,” as specified in
rule 15c3-3,

Lheder a collateralized money system, all money deposits would be collarer-
alized ander a rule analogowes to the 3EC's 15¢3=3 or to the Marional
Banking Act's security requirement for bank notes, requiring maintenance
at all timves of assets with a market value of ac least 1008 of the money lia-
bilities, Every bank, while remaining one aperating onganization, would be
understond and manaped as what it in fact is: the dual functions of the
Money Bank and the Credic Bank, These twe functions do not need sepa-
FALE iNEOTPOCATION O separane organizations of complex bolding company
stroctures or burcaucratic agonizing over so-called “firewalls.” They meed
their money deposits collaceralized wirh high-quality, marketable sses
(plus deposits with the Federal Reserve and demand deposits due from
other commercial banks). This needs daily measurement, and like 15c3-3,
making management responsble for immediate self-repoerting of any short-
Eall. Tar b homest with the ;|I|:|1|i|:1 it would be advisable for nnl}' the money
liabiliries to be called “deposts.®

The rese of the bank should then be free to purswe any business its wholly
ar-risk credicors will finance, These other 80% of bank liabilities should be
called what they are, namely invesmments, notes, debentures, commercial
paper, honds, participations, etc, They are not money, and they should not
be riskless. They should not have government guarantees or “insurance.™
The liabilities of the Credit Bank function need, like other investments
offered to the public, appropriate disclosure of their natare and risks, and
they should be subject to SEC requirements. Under any system, given rhe
inherent tendency of credie markers wo financial fragility and crisis, a
Bagehotian lender of last pesort to the marcket 15 necessary. It is also my
view than an investor of lase resorer, like the Reconstroction Finance
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Corporation, is temporarily required from rime to time (say every fifry
FEALS ©f 80,

Collareralized money s a very old banking ides, discussed in the last few
years as “nareow-banking® but ffty years ago as " 100% reserves” and one
hundred years befose that a2 an element of “free hﬂnl;[ng_.,“ Moesg impor-
tantly in instituriopal history, it 15 the foundation idea of the Mational
Banking Act of 1§6d—rthe original title of which was *An Act o Provide a
National Carrency Secured by a Pledge of United Stat=s Bonds,™ Tts con-
ceptual history poes back ar leasr o an esay by David Ricarde in 1816,
This sdea wall undoubtedly work: i is no mere thesry, One particular class
of bank deposits, namely those of municipal bodies, is collateralized roday
on & normal, ongoming basis. The Nacional Banking Act (and numerous
state banking laws going back to the Mew York State Act of 1838 on
which ir was modeled) created working banking systems based on collater-
alized bank money. No balder of national bank notes ever suffered a boss,
This long-standing logic applies with equal validity to bank deposits wsed

a5 MOnNey,

A particularly apt historical case is the Lovistana Bank Act of 1842, which
required shor-cerm, high quality assers equal o the total amounr of notes
in circulation plus deposits, It measured these matching assets and liahbili-
ties separately as whar it called the *movement™ of banks, Other, riskier
ASSOLE it Eave the instdious name of “dead v.-'-tight." The result was Thar rh{:
banks of New Orleans not only survived the natonwide panic of 1856 bur,
according o the financial historian Bray Hammond, “operated with distin
guished soccess.”™ He comments that the Lovisiana Act “seems to me i
substance the wisest adoption of practice to environment in any banking
law 1 know,™

Required collareralization of the bank labilitics that serve as money would
imply an enormous improvement in the nature of the banking sysrem bur
would not require different charters, “breaking up banks,™ desimning =fire-
walls,” or any other dubious bureancracy,

[t is easy o predict thae the many parties who receive subsidies distribared
to or through the banking system based on deposic insurance, as well as
those who enjoy the rents from government-organized financial eartels,
will naturally oppose the collateralized money approach, These will favor
it whe desire to pur under the strictest control that which should be con-
trolled [ie. monev), and subject to free competition that which should have
market discipline of its price and allecation {i.e. credit),
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I believe collateralized money is the eptimal banking system idea, consider-
ing both history and theory. But whatever one may think of a specific pro-
podal, the long-term development we have examined of an increasingly
risk:.' and mere I'ru,,g,:h: |.1:|||k|r||_{ System sugpests that fundamental restruciae-
ing is mequired, We may repeat for our own day what Woodrow Wilson
wrore in 1912 “Wairing 1o be solved.. lurks the grear question of bhanking

reformi,
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