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Executive Summary

Legi slation on financial services nodernization has
taken on special urgency since the banking industry is tran-
sformng itself through nmergers stretching across finan-
cial services and across countries. Phil Gamm (R-Tex.),
the new chairman of the Senate Banking Commttee, has nade
bank reg-ulatory reform his "nunber-one priority." A review
of his-torical and contenporary evidence shows how market
forces can address concerns about consumer protection and
t he soun-dness of the financial system The financial ser-
vi ces nod-ernization |egislation thus should

* repeal the 1933 d ass-Steagall Act and reformthe
1956 Bank Hol di ng Conpany Act,

« allow banks to structure their new activities through
operating subsidiaries or affiliates,

* reduce the "noral hazard" of federal deposit insur-
ance by m mcking private bond covenants, and

e not raise any new regul atory barriers.
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BANK REGULATI ON
WI! Il Regul ators
Catch Up with the Market?

by Randall S. Kroszner

| nt roducti on

The regul ation of financial institutions has inportant
consequences for the efficiency and performance of the fi-
nanci al system and the econony as a whole. Banks play a key
role in encouragi ng and gathering the savings that finance a
country's economc growmh. By nmonitoring the use of the
savings they lend to enterprises, banks are an integral part
of the corporate governance systemthat ultimately affects
the productivity of resources throughout the econony.

Al t hough conpetition is the traditional neans of
achieving efficiency in any sector of the econony, banking
is one of the nost heavily regulated industries in the Unit-
ed States. Mst rationales for bank regulation fall into
two broad categories: (1) consumer protection, which con-
cerns potential conflicts of interest when a bank has nulti-
ple roles, and (2) safety and soundness, which concerns the
possibility of bank panics and financial instability. It is
i nperative that the regulatory systemthat has governed
banking with little change since the 1930s be noderni zed.
Each Congress for the past dozen years has made a nmmjor at-
tenpt to revise our Depression-era banking regul ations,
whose overhaul is |long overdue. Each attenpt at fundanmental
reformhas failed. Mst recently, the House of Representa-
tives of the 105th Congress voted for the first tine in fa-
vor of a bill (H R 10) that would end those Depression-era
regul ati ons, but the Senate never voted on the neasure. As
t he proposed nerger between Citibank and the Travel ers G oup
clearly illustrates, the markets sinply cannot wait any
| onger for legislative reformand are taking deregul ation
into their own hands.

Wil e reformof financial services regulation is ex-
tremely conplex, the general direction of reformis clear.
The d ass-Steagall Act of 1933 and the Bank Hol di ng Conpany
Act of 1956 should be altered fundanentally to permt com
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merci al banks to engage in a wide variety of financial serv-
ices and to permt other financial services firnms to engage
in comercial banking. The artificial walls separating
those activities should be elimnated. Those changes are
necessary to provi de greater convenience for the consuner as
well as to keep financial institutions in the United States
gl obally conpetitive. As Table 1 shows, banks in the United
States have faced increasing conpetition fromother finan-
cial institutions over tine, and their market share has been
declining. That share went from 62.9 percent of total as-
sets of financial institutions in 1900 to 55.9 percent in
1948 and to 25.4 percent in 1993.

Perm tting commercial banking and i nvestnent banking
under one roof, however, does raise inportant questions
about potential conflicts of interest and about the stabili -
ty and soundness of the financial system Conpetitive mar-
ket forces and incentives can address those issues if the
institutions are sufficiently capitalized. To survive in
t he market pl ace, a commercial bank nust be able to develop a
reputation for fair and honest dealing with its custoners;
ot herwi se, custoners will turn el sewhere. Pre-d ass-Stea-
gal | evidence shows how banks successfully resolved the con-
flict-of-interest issue and provides insights into how mar-
ket forces woul d shape the invol venent of commercial banks
in other financial activities. Banks appear to have vol un-
tarily devel oped effective "firewall" structures that pro-
vide | essons for the current debate about the appropriate
structure of activities in a financial services firm

The recent nergers of such banki ng organi zati ons as
Bank of Anerica-NationsBank and Banc One-First Chicago are
part of a broader trend toward consolidation and rational -
i zation of the structure of the U S. banking system During
the past quarter century, states have been elimnating arti-
ficial barriers to the geographi c expansi on of banks. That
regul atory reformcul mnated at the national level wth the
Ri egl e-Neal Interstate Banking and Branching Efficiency Act
that went into effect in June 1997 and will now all ow the
markets to create truly nationw de banks. Those nergers are
hel ping to create efficient and conveni ent interstate bank-
i ng networks that would have arisen 30 years ago if the
United States had not severely restricted bank branching.
CGeographic and product-line diversification can provide
greater stability to the financial system and enhance its
efficiency and conveni ence for consuners. Contrary to the
concerns of many consumer and community advocates, it is the
traditional U S. system fragnmented both al ong product |ines
and geographically, that is fundanentally anti-consuner.
The transformati on of the banking industry--illustrated by
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the recent proposed nergers--is good for consunmers and for
t he econony as a whol e.

Potential Conflicts of Interest in Universal Banking

Whet her comrerci al banks shoul d be pernitted to be in-
vol ved in investnent banking and act as "universal banks"
has been hotly debated in the United States throughout nost
of the 20th century.® Following Wrld War |, commerci al
banks becane increasingly involved in the underwiting of
securities. The dass-Steagall Act of 1933 halted that evo-
lution by forcing conmmercial banks to end their corporate
securities operations, a separation that was further codi -
fied in the Bank Hol di ng Conpany Act of 1956. 2

One of the major notivations for the separation of com
merci al and investnent banking both in the 1930s and today
is concern about the potential for "conflicts of interest":
will the public be harnmed by comrercial banks' engaging in
i nvest ment banki ng? Banks m ght abuse the trust of their
custoners and take advantage of them by selling them ]| ow
quality securities without fully revealing the risks, and
such behavi or coul d broadly undern1ne confidence in the
mar ket s and banks thensel ves. Because of the often |ong-
termlending relationship between a bank and a client firm
banks may be better infornmed than the individual investor
about a client firms soundness and prospects. That infor-
mat i onal advant age, however, can be a doubl e- edged sword.

3

On the positive side, given its detail ed know edge of
the firm a comercial bank m ght be better positioned than
an i nvestnent bank to provide information to prospective
purchasers of the firms securities. Through the |ending
rel ati onshi p, banks m ght know which firns have particularly
good prospects and m ght be able to help themto bring their
securities to the public nmarkets earlier than would be the
case if the young firnms had to try to start new rel ati on-
ships with investnment banks. In other words, comerci al
banks may enjoy a synergy in conbining | ending with under-
witing that could make them nore efficient than independent
i nvestment banks at nonitoring and evaluating firns and se-
curities.

On the negative side, however, a commercial bank m ght
have an incentive to use its superior information to its own
advant age. Conmerci al banks m ght have greater incentive
and greater ability to take advantage of investors than do
i nvestment banks. First, consider the incentives. |If the
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bank is aware of a negative shock to a borrowing firms
prospects before the market is, for exanple, the bank may

wi sh to have the nowrisky loan repaid. To do so, the bank
may underwite a public securities offering for this firm
have the firmuse the proceeds to repay the |oan, but not
adequately disclose information about the firms troubles to
the market. An investnent bank w thout the prior |ending
rel ati onshi p woul d not have the sanme incentive. Next, con-
si der commrerci al banks' access to custonmers. Commerci al
banks m ght be able to exploit their information advantage
nore easily than could investnent banks because depositors
may be nore easily duped than the nore sophisticated custom
ers of investnent banks.

The positive and negative argunents, however, are not
mut ual Iy excl usive. Comrercial banks could enjoy efficien-
ci es associated with conbining | ending and underwiting but
al so be subject to credibility problens due to the potenti al
for conflicts of interest. Until recently, the comonly
hel d view, dating fromthe 1930s, was not only that there
was a potential for conflicts of interest to be inportant
but also that the potential was realized and that the public
was systematically fooled by rogue bankers. That view be-
canme the received wi sdom even though there had been no sys-
temati c study of commercial bank involvenment in underwiting
during the period. Historical investigation® is crucial
because the recei ved wi sdom continues to be a major factor
in the policy debates over how d ass-Steagall reformwll

affect small investors® and because investigation suggests
how t he unregul ated market may address conflict-of-interest
problenms if 3 ass-Steagall is repeal ed.

To determ ne how i nvestors fared before d ass-Steagal |,
we can conpare the performance of securities underwitten by
i ndependent investnent banks with that of securities under-
witten by comrercial banks and their affiliates. |If the
commer ci al banks had succunbed to conflicts of interest, in-
vestors woul d have been lured into purchasing securities
t hat woul d have turned out to be poor investnents relative
to simlar securities underwitten by investnment banks.
Contrary to conventional wi sdom securities underwitten by
comerci al banks perforned better than simlar securities
underwitten by investnent banks. The public's wariness of
the comrerci al banks appears to have nmade it difficult for
themto issue anything but well-known securities of high
quality. Relative to the investnent banks, conmerci al
banks, on average, tended to underwite for |arger, ol der,
and better established firnms and originate nore senior
(1.e., debt rather than equity) securities. Even before the
advent of strict disclosure requirenents, the public was not
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systematically fool ed and banks did not "abuse the public
trust” by issuing unexpectedly lowquality securities.

Thus, the historical record suggests that investors would
not be harned by an end to 3 ass-Steagall and coul d benefit
fromthe conveni ence of one-stop shopping for financial ser-
Vi ces.

Firewal | s and Chinese Wal |l s: What Type of Separations,
I T Any, Shoul d Be Mandat ed?

Firewal | s have been proposed both to mtigate potenti al
conflicts of interest and to prevent the extension of the
government's bank safety net beyond depositor protection.’
Since the | ate 1980s, regulators have permtted bank hol di ng
conpani es to operate so-called section 20 subsidiaries with
limted involvenent in the securities markets. Initially, a
maxi mum of 5 percent of the subsidiaries' revenues could be
from ot herw se prohibited i nvestnent banking activities, a
revenue limt that has recently been increased to 25 per-
cent. In addition, the subsidiaries face a variety of re-
strictions on the sharing of personnel and information with
the bank. The exact structure of the separation has been an
i nportant part of the current debate over financial nodern-

i zation |egislation.

Again, the historical record can help to predict the
structures market forces would bring if d ass-Steagall re-
strictions were to end. Prior to the d ass-Steagall Act,
banks entered the securities business in one of tw ways:

t hrough internal departments or separate affiliates.® 'In-
ternal securities departnments were organi zed within banks,
parallel with the banks' |ending departnents, nuch as cl as-
sic German uni versal banks have organi zed thensel ves. Af-
filiates were separately incorporated and capitalized firns
with their owm boards of directors and their own bal ance
sheets, nmuch |ike section 20 subsidiaries today.

During the 1920s, there was a strong trend toward the
adoption of separate affiliates and away fromthe use of
internal departnments. A key notivation for that novenent
appears to have been concerns about internal departnents’
reputation and credibility with investors. Holding all oth-
er factors constant, investors rewarded separate affiliates
wi th higher prices for the securities they underwote than
they did internal departnments for otherwi se simlar securi-
ties. Investors appear to have been concerned that the se-
curities underwitten through the internal departnments were
riskier and so would not pay as high a price for themas for
otherwi se simlar securities underwitten through separate
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affiliates. |In other words, the market discounted for the
greater |likelihood of conflicts of interest when | endi ng and
underwiting were both within the bank. Although the affil-
iate and the bank were still connected--there were conmon
board nmenbers--and there was no mandated firewall protection
that could be enforced by the courts, the greater transpar-
ency and arm s-length structure of the affiliate provided
sonme inproved credibility.

An i nportant nechani sm by which the affiliates gained
greater credibility appears to have been the use of indepen-
dent directors on the boards of affiliates. |ndependent di-
rectors are individuals who are not officers or directors of
the parent commercial bank. The public may perceive them as
less willing than insiders to accede to the pressure of
| endi ng officers who m ght want risky |oans repaid through
the sale of public securities. A high proportion of inde-
pendent directors on the boards of affiliates did lead to
affiliates' being able to receive higher prices for their
securities, holding all other quality factors constant. The
mar ket rewarded banks with nore credible structures with
hi gher prices. Market pressures thus appear to have been
the key to determning the extent of the "independence" of
the subsidiaries' boards and the extent of the firewall sep-
arations.

Conpetitive market forces appear to propel banks to
adopt the structure that regulators would |ike to nandate.
The | egal requirenents of a regul ati on-mandated firewall
structure, however, are likely to be insufficiently flexible
to all ow banks to adapt to ongoi ng changes in the financi al
services market. In addition, a specific regul atory mandate
does not permt the markets to explore a rich diversity of
organi zational fornms and conm tnment devices that could ef-
fectively address conflict-of-interest issues at the | owest
cost.

The evidence fromthe recent studies of the pre-d ass-
St eagal | invol venent of comrercial banks in investnment bank-
i ng supports the repeal of dass-Steagall. Contrary to the
concerns of the act's defenders, investors were not system
atically fooled by comercial banks and did not suffer |oss-
es. Investor concerns about the credibility of comrerci al
banks as underwiters | ed the banks to focus on hi gher grade
and better known securities. Wthout regul atory pressure,
commerci al banks adopted sone form of separation between
their |l ending and underwiting operations consistent with
addressing i nvestor concerns about their credibility. To-
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day, however, deposit insurance and the federal safety net
are inportant factors to consider.

Stability and the Safety Net

An inportant argunent made for bank regulation and, in
particul ar, agai nst broadening bank powers concerns the sta-
bility of the banking system In a system w t hout govern-
ment guarantees or distortions, private owners of any enter-
prise have the appropriate incentives to choose the capital
structure that permts the (privately) "optimal" anmount of
stability. The owners and managers of each enterprise de-
cide the degree of risk of loss they wll tolerate for a
gi ven expected | evel of return.

The optimal amount of stability in any industry, in-
cluding the financial system does not inply zero failures.
Firmse will enter and | eave any heal thy and dynam c conpeti -
tive sector. Conpetition ensures efficiency through a w n-
now ng process that elimnates firnms that have poor manage-
ment or experience bad | uck.

In the financial sector, however, stability is wdely
perceived to be a distinct public concern because of a fear
that the owners of individual institutions will not take
into account the possibility that a failure of one institu-
tion m ght cause failures el sewhere. Such |inkages could
lead to a systemwi de financial panic or "neltdown,"” which in
turn m ght cause a broader macroeconom ¢ decline. Bank own-
ers may not take this adverse externality into account in
pricing risk and determ ning the appropriate anount of pri-
vate capital to invest. The socially optimal capital ratio
thus may be greater than the privately optiml one. Since
the benefits of systemm de stability accrue to all economc
agents, not just banks, it may not be appropriate to have
only the bank sharehol ders bear its cost.

This potential negative externality provides the justi-
fication for governnment intervention to provide a "safety
net." Banks are viewed as nore fragile than other firns
mai nl y because of two features of a typical bank's financial
structure. First, banks and financial institutions tend to
be highly leveraged; that is, they have a | ow capital-to-
assets ratio conpared with nonfinancial firns. Consequent-
Iy, their cushion against insolvency is thinner than that of
nonfinancial firns.

Second, banks tend to hold a lowratio of liquid assets
relative to their highly liquid Iiabi I ties. Because they
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provi de demand and ot her short-term deposits on a fractional
reserve basis, banks have a nuch greater liquidity and dura-
tion msmatch between assets and liabilities than do nonfi -
nancial firms. That m smatch makes banks particularly sen-
sitive to sudden large withdrawal s of funds (bank runs) that
cannot be net in full and on time by the banks' cash and
liquid asset hol dings.' Banks thus may be required to sel
assets quickly. To the extent that those assets are not
traded in highly liquid markets, the banks may suffer fire-
sale |l osses that may exceed their small capital base and
drive theminto insolvency. The duration m smatch al so ex-
poses banks to interest rate risk so that abrupt changes in
interest rates can induce (realized and unrealized) | osses
that can quickly exceed their capital

Such concerns about bank instability have provided a
rationale for restricting the types of assets that a bank
can hold in its portfolio. Part of the rationale for main-
taining the 3 ass-Steagall Act is to shield banks from expo-
sure to many types of risks, particularly those of hol ding
equity instrunments. Sone people have gone further to argue
for even greater restrictions on bank assets and bank activ-
ities. Sone "narrow bank" proposals, for exanple, would re-
qui re banks to hold 100 percent reserves of liquid, short-
term governnment bonds to address and renedy the two main
causes of individual bank fragility just discussed.™

In addition to concerns about the stability of individ-
ual banks, there is concern that the banking systemis par-
ticularly fragile because of the close interconnectedness of
banks t hrough interbank deposits and | ending. Losses at any
one bank may thus produce | osses at other banks, which can
cascade throughout the banking system Moreover, if deposi-
tors are unable to differentiate anong the financial health
of individual banks, troubles at one or a few institutions
coul d spread qui ckly throughout the system as uni nforned
depositors wthdraw funds indiscrimnately from depository
institutions regardless of their financial fundanentals. In
t he absence of offsetting actions by the central bank, such
runs from deposits at banks wll worsen fire-sale |osses,

i ncrease the nunber of bank failures, and cause a multiple
contraction of noney and credit and macroeconon c in-
stability.

The fragility of banks and the banking systemin the
absence of a governnent safety net, however, may be overem
phasi zed. First, bank failures spread throughout the system
only if |osses exceed a bank's capital by enough to produce
| osses at creditor banks that exceed their capital and, in
turn, force theminto insolvency. |If |osses associated with
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i ndi vi dual insolvencies could be mnimzed, the likelihood
of contagion or systemc risk would be greatly reduced. As
di scussed bel ow, del ays that have permtted financial insti-
tutions to beconme deeply insolvent before closure are pri-
marily due to regulatory, not market, failure.*?

Second, before the introduction of the | ender of |ast
resort in the United States, the failure rate of banks was
actually I ower than that of nonfinancial firms, and | osses
to depositors and other bank creditors were |ower than to
creditors of nonfinancial firnms.* |In addition, U S. banks
hel d higher capital-to-asset ratios prior to safety net reg-
ul ations. Recent international experiences suggest that
banks substitute governnment deposit insurance or public cap-
ital for private capital.' Again, the safety net may have
made banks nore, not |ess, fragile.

Third, Charles Calomris and Joseph Mason have exam ned
in detail the bank panic that took place in Chicago during
June 1932. % Although there did seemto be sone tenporary
confusi on about the quality of bank assets and a short-Ilived
general depositor run, Calomris and Mason do not find any
evi dence of failure of banks that were solvent at the begin-
ning of the panic. The runs were directed prinmarily against
t he weakest banks, which were the ones that failed. Thus,
even during the heights of bank panics of the G eat Depres-
sion, depositor runs do not appear to have generated "conta-
gion" or "system c" problens that caused otherw se sol vent
institutions to fail.

Fourth, historically, bankers devel oped innovative con-
tracts to attenuate the likelihood of panic runs. One exam
ple is the "option clause" that cane to be a standard provi -
sion in private bank notes circulating in Scotland during
its 18th-century "free-banking" era.'® The option clause
gave bank directors the right to suspend speci e paynent for
up to six nonths, but the bank then prom sed to pay a high
rate of interest on the notes during the period of suspen-
sion. This clause allowed the banks to stop "panic" runs
and to have nore tine to adjust to negative liquidity shocks
that m ght occur, thereby avoiding fire-sale |osses. Also,
banks in Scotland had sonme form of extended or unlimted
l[iability covering their notes, rather than sinple limted
l[tability. Those notes were widely and voluntarily accept-
ed, and the Scottish banking system showed nuch greater sta-
bility than did the English systemduring this period.

Finally, there is little historical evidence that per-
mtting banks to expand their portfolios to include equity
reduces stability. Eugene White shows that, during the
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1920s and 1930s, commercial banks in the United States that
actively engaged in the securities markets were less |ikely
to fail than were other commercial banks.?” 1In addition,
banks wth securities operations tended to have hi gher capi -
tal ratios and | ower variance of their cash flows than did
ot her banks. Involvenent in the securities business, thus,
appears to have hel ped banks to diversify and thereby en-
hanced their stability during the 1920s and 1930s.

Safety Nets and Market Di scipline

G ven that the concerns about the inherent fragility of
banks and the banki ng system may be overstated, the next
step is to evaluate the role of the regulatory safety net
that governnments--inplicitly or explicitly--have placed un-
der their banking systens. VWhile, in principle, safety net
measures could increase the stability of the system in
practice, it has proven difficult to design a safety net
t hat does not underm ne both efficiency and stability.
| mproperly designed safety nets may encourage behavi or by
both the insured banks and their regulators that over tine
is likely to prove far costlier than the benefits safety
nets may generate. As has been clearly denonstrated in
al nost all countries in recent years, poorly designed and
i npl enent ed deposit insurance, for exanple, has greatly
reduced depositor discipline of banks and thereby encouraged
themto engage in noral hazard behavior, by assum ng greater
credit and interest rate risk exposure in their asset and
l[iability portfolios and by nmaintaining | ower capital ra-
tios.

By short-circuiting market discipline, deposit insur-
ance also allows bank regulators to engage in regulatory
f or bearance, delaying the inposition of sanctions on trou-
bl ed banks and permtting even econom cally insolvent insti-
tutions to continue to operate. The costs of forbearance
can be and have been very |arge.?'®

W t hout governnment guarantees of deposits, insolvent
banks could not stay in business |ong. Banks receiving | ow
ratings fromdepositors as well as independent private rat-

i ng agencies woul d either have to conpensate depositors with
hi gher interest rates or see funds flow out. W thdrawals by
i nformed depositors mght force troubl ed banks to sell as-
sets quickly and perhaps experience fire-sale losses. If a
bank could no | onger satisfy the depositors' demands in ful
and on time, it would close (suspend operations) either vol -
untarily or at the order of the regulators. |[In addition,

wi thout the strong "heads | win, tails you | ose" character
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of the safety net, the bank owners m ght have chosen a dif-
ferent initial risk profile for the bank. As noted above,
prior to the introduction of the | ender of last resort in
the United States, bank failure and | oss rates were | ower

t han those for nonfinancial firns.

The problens of noral hazard are not associated only
with the existence of a governnent safety net; they al so
exi st in many market contexts, so it is valuable to under-
stand how the market deals with such problens. Private
mar ket s address those probl ens through debt covenants that
tend to prevent, rather t han provi de forbearance for, exces-
sive risk taklng Debt covenants are explicit prOV|sions
in debt contracts that restrict a firms behavior and abili -
ty to take risks. Banks often include such provisions in
their owm | oan agreenents with firns. Covenants are trig-
gered as soon as earnings or capital fall bel ow prespecified
| evel s or |l everage rises above such levels. |In sone cases,
covenants allow the debt holders to seize control of the
firmas the firmexperiences financial distress. Covenants
thus prevent a distressed firmfromcontinuing to operate as
it did before and attenpt to prevent it fromincreasing its
ri sk exposure.

When governnent deposit insurance is inplicit or ex-
plicit, regulatory discipline should be structured to mmc
t he way |n whi ch the market deals with the noral hazard
probl em ?° Rather than permit regul atory forbearance, the
government should require that regulators follow clearly de-
fined practices to restrict the risk-taking activities of
banks experiencing financial distress and to resolve their
probl ens before they becone deeply insolvent. |In parallel
with private debt covenants, intervention by regulators
could be related to capital ratios or other performance and
sol vency neasures. Such regulatory discipline would prevent
depositor (and taxpayer) |osses at individual institutions
fromgrow ng and possibly causing systemm de problens. The
Federal Deposit |Insurance Corporation |nprovenent Act of
1991 was a first step toward introducing epr|C|t i nterven-
tion and closure rules in the United States.

Geoqraphi ¢ Rationalizati on and Consol i dati on
of Banki ng t hrough Merogers

Havi ng di scussed what type of internal bank structures

mar ket forces are likely to give rise to, |I focus now on the
likely structure of the banklng industry itself as nergers
and consolidations continue. A two-tiered banking system

in which nationw de and regi onw de banks coexist with small -
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er local banks is likely to emerge. Although the nunber of
banks in the United States will continue to decline, smal

banks wi Il survive. Consuners will enjoy greater conve-
nience and a greater array of options, and that wll be true
i n nei ghborhoods of all inconme categories.

To project how the U S. banking systemis likely to
evolve, it is useful to focus on California, which has had
unrestricted branching within the state for nore than a cen-
tury. Market forces, rather than branchi ng and geographic
restrictions, have been the primary determ nant of the stru-
cture of banking within California. The |large and diverse
econony of California thus can provide a good indication of
how the U. S. banking systemas a whole will evolve now t hat
artificial barriers to branching across state |ines have
been elimnated.® Four hundred comercial banks and thrift
institutions operate in the state of California (as of June
1997). These California banks and thrifts hold just under
one-seventh of all U S. deposits. |If the whole of the
United States will ultimately have the structure we see in
California today, the nunber of banks that is likely to ex-
ist inthe long run in the United States is roughly 2, 800.
(I'n other words, multiply the nunber of institutions in Cal-
ifornia [400] by the inverse of their U S. market share [7]
to determne the total nunber of banks.)

Survival of Small Institutions

Since there are approximtely 9,000 banks and thrifts
in the United States today, that projection inplies that the
nunber of banks in the United States will shrink by two-
thirds. That large reduction in the nunber of banks, howev-
er, does not inply that the smaller banks are in danger of
di sappearing or that there will be |less conpetition. First,
California provides an instructive exanple of the survival
of small banks. Banking in California is not nore concen-
trated than in other states even though there are relatively
fewer banks there. Bank of Anerica, the |argest bank in
California and one of the |largest banks in the world, has a
mar ket share of 21 percent of deposits in California. The
average market share of the |largest bank in each state in
the United States is 20 percent, virtually the sanme as in
California. If we sumthe deposits held by the 5 or 10
| argest banks and thrifts in each state, however, banking in
California is less concentrated than in the average state.
Smal | institutions have survived and will survive in the
sanme markets as the banking giants.
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Anot her pl ace where snall banks have survived the chal -
| enge fromlarge banks is New York.?® Regulatory changes in
the early 1970s permitted the | arge banks in New York City
to expand upstate for the first time. During the
1970s, nost of the noney-center banks did try to nove up-
state by opening branches and purchasi ng | ocal banks. The
smal | upstate banks, however, proved to be tough conpeti -
tors. During the 1980s, Bankers Trust and Bank of New York
di vested much of the upstate networks built in the previous
decade; Citibank also sold many of its upstate branches.

The noney-center banks generally have not been able to
achieve a dom nant position upstate. A study by the Federal
Reserve Bank of New York divided all of upstate New York
into 15 markets and showed that NYC-based banks had greater
mar ket shares than the |ocal banks and thrifts in only 2 of
those 15 upstate markets.? After nore than 20 years, smal

| ocal banks have survived and prospered in head-to-head
conpetition with the | argest banks in the country.

Concentrati on and Conpetition: Local and Nati onal

Anot her issue raised by the consolidation in the bank-
ing industry is how the reduction in the nunber of banks
m ght affect market concentration and conpetition. G ven
the fragnentation of the U S. banking systemdue to nore
than a century of strict branching regulation, it is very
i nportant to distinguish between bank concentration at the
| ocal level and at the national |level. Reducing the nunber
of banks in the nation could increase conpetition and reduce
concentration in local retail markets.

To take an extrene exanple, assune that each state had
only one bank, and banks could not conpete across state
lines. While there would be nonopoly at the state |evel,
measured concentration at the national |evel m ght not be
particularly high. The nunber of banks nationally and the
national -l evel concentration, however, would be irrel evant
because the individual banks could not conpete with each
other. Now assune that banks are permtted to branch and
merge across state lines. Banks will then begin to conpete
directly by entering each other's markets through branching
and nergers. At the national level, nmergers will make it
appear that the industry is becom ng nore concentrated, but
the effect will be the opposite at the local level. Even if
only, say, 10 banks survive after the nergers, each | ocal
mar ket may have | ower concentration and nore consuner choice
because nmultiple banks will operate in each state.
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The recent bank nmeganergers are primarily of the net-
wor k- ext ensi on type. The nerging institutions generally
have been operating in distinct markets. Bank of Anerica
and NationsBank, for exanple, have al nost no overlap. First
Chi cago and Banc One overlap in parts of Indiana and II1li-
nois, but a mpjority of their operations are distinct. The
effect of these nergers is to create stronger conpetitors in
each of the markets in which the two banks initially operat-
ed rather than to elimnate a conpetitor.

Potential and Actual Entry

Even in cases in which there m ght be a significant
preexi sting overlap of the nerging partners, sinply counting
t he nunber of institutions and nmeasuring concentration are
not sufficient for understanding what the effects on conpe-
tition wll be. |If barriers to new entry are high, then
hi gh concentration and few banks in a local market may inply
a conpetitive problem |If barriers to new entry are | ow,
however, it will be very difficult for the incunbents to
engage in anti-conpetitive behavior. |If banks in a particu-
| ar mar ket were enjoying nonopoly profits, new banks woul d
then enter and conpete away those profits.

Since one nust obtain a charter fromthe state or fed-
eral governnent to operate a bank, the chartering process
could constitute a barrier to entry. To maintain a conpeti -
tive and efficient banking environment, it is inperative to
keep such regulatory costs low. Regulatory reform shoul d
ensure that regul ati on does not pose unnecessary obstacl es
to new entry. As evidence that such costs have not been
prohi bitive, nore than 1,500 charters have been granted dur-
ing the past decade. During the sanme period, nearly 4,900
banki ng organi zati ons have di sappeared through failure and
merger. The nunber of new charters granted has risen stead-
ily over the last few years, and 188 were granted in 1997,
the nost since 1989. |In an environnment where barriers to
entry are not high, the nmergers we are seeing are highly un-
likely to generate anti-conpetitive outcones.

Most of the future big nmergers will continue to be of
t he networ k- ext ensi on type--expandi ng a banki ng franchi se
into new markets to provide regionwi de and, ultimately, tru-
Iy nationw de service. 1In the next 10 years, that process
will create the type of banking structure that the United
St ates woul d have devel oped 30 years ago if not for the
branching restrictions. National banking giants such as
Ctigroup and Bank of America-NationsBank will then be fac-
ing off in markets throughout the country. The small | ocal
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banks w Il survive by providing a | evel of personalized and
i ndi vi dual i zed service that super-regional and nati onal
banks do not. Consuners will benefit fromthe battle of the
titans.

Ef fects on Fees

The inpact of bank consolidation on prices that custom
ers wll pay has received nmuch attention. Consuner and com
muni ty advocat es have been concerned that |arger banks
charge higher fees. The Federal Reserve conducts an annual
survey of 1,000 banks around the country to determ ne what
fees they charge and reports the results to Congress.
Consuner advocates have interpreted tables in the report as
suggesting that larger institutions nmay appear to charge
hi gher fees for sone services than do smaller institutions.

That concl usion, however, is not justified by the data.
The key reason is that |arger banks tend to operate in net-
ropolitan areas and smaller banks tend to operate in rural
areas. The costs of nobst goods and services are higher in
cities than in the countryside. |If one adjusts for whether
the bank is located in a Standard Metropolitan Statistical
Area or not, then the difference between the fees charged by
| arge and smal |l banks di sappears.?” |In other words, both
| arge and small banks in netropolitan areas tend to charge
hi gher fees than |l arge and snmall banks in rural areas.
Since large banks are nore likely to be located in cities
than are small banks, the fee difference appears at first
gl ance to be due to bank size; however, the difference is
actually due to location. |If sone nultistate banks shoul d
decide to charge higher fees than are typical in the |oca
mar kets, those institutions would be | eaving open a narket
niche that could then be filled by smaller |ocal institu-
tions.

The types of nmergers we are discussing also are likely
to result in lower actual fees being incurred by custoners.
As is true in many |lines of business, banks often give their
own custoners discounts that they do not offer to noncus-
toners. One exanple is automatic teller machine (ATM fees,
whi ch are often |lower or zero for consuners who use their
own bank’ s machi nes, whereas the bank will charge noncus-
tomers a higher fee for using the bank's ATM The neganer g-
ers are creating nultistate networks of ATM machi nes owned
by the sane bank. A custonmer traveling to different cities
t hus can avoid payi ng such fees and receive the di scount
regardl ess of where she is. This provides an inportant con-
veni ence to business travelers and to vacation travelers,
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since they can now deal with their honme institution wherever
their travels take them and continue to enjoy the di scount
for using their own bank’ s services.

Ef fects on the Availability of Services through Branches

Anot her issue of interest is the inpact that bank con-
solidation wll have on the availability of services through
branches. As Figure 1 clearly shows, branch networks have
been growi ng despite the reduction in the nunber of banks
during the | ast decade. Since 1985 the nunber of banking
organi zati ons has declined by nearly one-third, primarily
t hrough nergers, to just over 9,000. The nunber of bank
branches, however, has increased by one-third, to nearly
58,000. In addition, the nunber of ATMs al so has risen rap-
idly to exceed 125,000 in the United States, and ATMs have
al so been spreading internationally.?® Banking by phone and
el ectronically has also increased. Consuner options have
t hus been increasing, not decreasing, with bank consoli da-
tion.

Consuner and communi ty advocates rai se questions about
the effect of mergers not just on the nunber of branches but
al so on the location of branches. Econom sts at the Federal

Figure 1
Bank Consolidation and Branch Networks in the United States, 1985-96

Number of Banks
Number of Branches

= = =Banks L]

Branches .
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Year

Sources: Federal Deposit Insurance Corporation and Federal Reserve Board.
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Reserve Board have recently devel oped a new, conprehensive
dat abase to use in studying the direct inpact of nergers on
the growth of branches and their |ocations.?® Using de-
tailed data from 1975 to 1995 that classify branches by pos-
tal ZIP codes, they find that nergers involving little over-
| ap of branches in the sane ZI P codes do not reduce the num
ber of branches per capita.

More striking is the finding that the effect of nergers
on branching does not vary with average incone in the ZIP
code: the inpact of nergers on the nunber of branches per
capita in poor nei ghborhoods is the sane as in wealthy
nei ghbor hoods. That evidence is inconsistent with the con-
cern that after nmergers banks tend to increase service to
relatively affluent areas in conparison with |ower incone
ar eas.

In fact, nmergers of the type we have seen recently pro-
vi de consumers with far nore conveni ence. Custoners who
have fam |y nenbers in different states will find that they
can now use the same bank to service all famly nenbers.
Setting up a joint account for famly nmenbers in different
states and transferring funds anong separate fam |y nenbers’
accounts is nuch sinplified. A single phone call or visit
to the local branch will replace the process of witing a
check, mailing it, waiting for the check to arrive, deposit-
ing it, and waiting again for the check to clear. Having a
bank with regi onwi de and nati onw de offices can thus save
consuners both tinme and noney.

| nt ernati onal Cont ext

The expansi on of bank powers and banki ng networks
t hrough nergers al so should be considered in an internation-
al context. Concerning bank powers, all of the European
Uni on menbers and G 10 countries except the United States
permt commercial banks to underwite and deal in private
securities.® Al but four of these countries (Belgium
Canada, G eece, and Japan) permt banks to conduct securi -
ties activities directly; the four other countries require
sone type of subsidiary structure, simlar to the section 20
subsidiaries that have been permtted in the United States
during the past decade. Most devel oped countries thus give
banks great flexibility in choosing the type of corporate
formbest suited for their involvenment in the securities
busi ness.

The mergers occurring in the United States may not be
as "nega" as it mght seem when they are considered in an
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international context. Table 2 conpares the structure of

t he banking systens in the G7 countries. The United States
has far nore banks per person (i.e., |lower popul ation per
bank) than any of the other major industrialized nations.

| f the nunber of banks in the United States were reduced to
about 2,800, then the nunber of banks per person woul d be-
conme simlar to the figures for France, Italy, and the Unit-

ed Kingdom but still be nmuch greater than for Germany, Cana-
da, and Japan. The United States also has a relatively high
nunber of bank offices per person (i.e., |ower popul ation

per banking office); of the G7 nations, only Italy and Can-
ada have nore bank offices per person.

The final colums of Table 2 denonstrate the very | ow

| evel of banking concentration in the United States relative
to the other G7 countries. The three biggest U S. banks
control roughly 13 percent of all banking assets in the
United States, by far the | owest concentration in the G7
The next | east concentrated countries are Japan and the
Uni ted Kingdom where the top three banks have market shares
nore than double that for the top three banks in the United
States. In addition, banking system assets as a fraction of
total gross donestic product are relatively lowin the Unit-
ed States conpared with the other industrialized countries.

In the United States banking system assets are roughly 59
percent of GDP, which is roughly half the average of the
other six G 7 countries. Wen seen in a global context,
even the | argest conbinations being created through the so-
cal l ed meganergers in the United States are not generating
institutions that are unusually large relative to either the
banki ng system or the econony as a whol e.

Concl usi on

We are in the mdst of the transformation of the U S.
banki ng systemfromone that is effectively unfriendly to
the consuner to one that is nuch |less so. Addressing finan-
cial services regulatory reformis very inportant to permt
an efficient and sound noderni zati on of the U. S. banking and
financial system Expandi ng banki ng powers and gi ving banks
flexibility to choose the nost appropriate firewall separa-
tions, as long as the banks and their subsidiaries have high
| evel s of capital, wll be an inportant part of any reform
effort. Market forces can be very effective in mnimzing
the opportunities for conflicts of interest and avoi di ng any
harmto consunmers. Custoners can benefit from having the
option of using financial services supermarkets if they so
choose.
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The banking industry will continue to consolidate. The
nunmber of institutions will decline, but no danger to conpe-
tition or service is on the horizon. The 106th Congress
shoul d act now to renove obstacl es such as the d ass- St ea-
gall Act of 1933 and the Bank Hol di ng Conpany Act of 1956.

D smantling such barriers would all ow comrerci al banks to
underwite securities, offer brokerage services, expand into
mer chant banki ng, and provide insurance. In addition, Con-
gress should

al |l ow banks to have maxinumflexibility to choose how
to structure those activities, through an operating
subsidiary or an affiliate in the bank hol di ng conpany,
to permt the greatest scope for future innovations and
I ncreases i n consuner conveni ence;

permt banks to own equity in nonfinancial firnms and
thereby take a nore active part in the U S. system of
cor por at e gover nance,

reduce the "noral hazard" of deposit insurance by
having the systemmmc private bond covenants that re-
strict risk-taking behavior as a firmls capital de-
clines, building on the first steps taken in this di-
rection by the FDI C | nprovenent Act of 1991;

not rai se new obstacles to the rationalization and
consol idation of the banking industry and elimnate the
limt on the maxi mum nati onal market share for banks;
and

subj ect existing banking and financial regulations to
the same kind of rigorous cost/benefit review to which
health and safety regul ati ons are subject.

Enacting these regulatory reforns would lift a heavy
burden from U. S. banks and nake the financial services in-
dustry nore conpetitive. Expanding econom c freedom woul d
both be in keeping with the Constitution and serve consum
ers. This is an opportunity Congress cannot afford to m ss.
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