24

ver the years, various
proposals have been
floated to modify or re-

peal provisions of the
Glass-Steagall Act. The basic protee-
tions built into the Depression-era
law are even more important today,
given the proliferation of exotic de~
rivatives and the lightning-fast com-
puterized transfers of vast financial
rEsSOUrces.

The need to be exremely careful
#n modernizing the Glass-Steagall
Act is underscored by the potential
for financial mstability as evidenced
by the savings and loan bailouts of
the 1980s, the restructuring of Conti-
nental Bank and the near financial
disaster of Citicorp and Bank of
America. The overriding principal
that should guide the modernization
of the Glass-Steagall Act or the akler-
ation of the Bank Holding Company
Act must he to preserve the strength
of the Federal Deposit Insurance
Corp. and the belief of depositors
that their savings are fully protected.

AN OvERVIEW

To understand the issues that
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confront

Congress and the
banking industry, it is worthwhile to
review Glass-Steagall. The act is
composed of four sections:

1. Commercial banks are limited to
purchasing and selling securities for
customers.

2. Member banks of the Federal
Reserve System cannot affilate with
an investment banking firm.

3. Commercial banking (deposit
taking) and investment banking (un-
der writing) cannot be conducted in
the same institution.

4. Director and officer interlocks
between investinent banks and mem-
ber banks are prohibited.

Before the declaration of the eight-
day banking holiday in 1933, some
8,000 banks had failed, thus prompt-
ing then-Senate Banking Committee
Chairman Caster Glass to cail for the
legislative separation of banking and
securities. The Glass bill was joined
with a bill sponsored by House Bank-
ing Committee Chairman Henry
Steagall, whose bill established the
FDIC. President Roosevelt signed
this package into law, thus establish-
ing the Glass-Steagall Act as the law
of the land.

The Bank Holding Company Act,
enacted in 1956, prohibited the affili-
ation of banks with commercial firms,
Congress determined that this type of
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| Repealing the
/A Depression-era law
"\ portends dangerous

consequences.

affiliation could lead to monopo-
hization through the development
of huge banking-industrial firms.
Other concerns included conflicts of
interest that involve impartially
granting credit.

In 1982, Congress amended the
Bank Holding Company Act by ex-
cluding insurance activities. Excep-
tions were provided for credit-related
msurance and the sale of general in-
surance in simall towns of less than
5,000 people. In the 1980s, the Feder-
al Reserve made concessions that al-
lowed some very large banks to en-
gage in limited security activities.

DEREGULATION FEVER

While the repeal of Glass-Steagall
has been a long-term priority of the
large money-center banks, dereguia-
tion has become a high-profile issue
in the 104th Congress. Prompted by
the 1994 Interstate Banking and
Branching Efficiency bill, the bank-
ing industry is in the midst of an his-
toric period of mergers. The repeal of
Gilass-Steagall would extend to merg-
ers of large banks and securities
firms.

Proponents of repealing Glass-
Steagall cite the following reasons:
¢ The share of the financial services
market held by banks has shrunk
from two-thirds in the mid-1940s fo
less than one-third today.
+ (Glass-Steagall is a relic of the De-
pression. Regulation is in place to
control the abuses covered by the act.
¢ U.S. banks are not among the
largest in the world,
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s Banks already conduct many securi-
ties-related activities in their Section
20 subsidiaries, while their edge banks
conduct international business. There-
fore, the law is effectively dead.

* Financial products will be more effi-
ciently distributed to the public follow-
ing the act’s dernise.

From 1929 to 1932, 11,000 U.8.
banks failed (44 percent of the 1929 to-
tal) and about 32 billion in deposits left
the system. Indusirial stocks lost 80
percent of their value, the Gross Na-
tional Product {GNP) declined by 10
percent annually, and farm prices fell
by 53 percent. Millions of Americans
lost their jobs, savings and homes. The
enactment of Glass-Steagall helped to
restore the public’s confidence in a
devastated banking system.

When members of Congress pro-
pose wholesale changes in our banking
systems, it appears that few remember
the recent thrift industry crisis. A de-
bate of this issue should consider more
than market share, global competitive-
ness, bank size and the relevancy of
Glass-Steagall. Rather, there should be
a thorough analysis of the conse-

quences of repealing Glass-Steagall.
For example, can America’s financial
ipstitutions withstand tidal wave
shocks from rapidly shifting global
events? Should the federal government
assume the risks of weakening the
banking system and making itself vul-
nerable to multi-billion dollar bail-
outs? To avoid these disasters, how
would the federal government regulate
multi-faceted financial giants?

Various ProrosaLs FLOATED

If Glass-Steagall were repealed, it
would most likely occur in one of the
following ways:

1. Banks could affiliate with invest-
ment banking firms (Leach bili).

2. Commercial banks, investment
banks and insurance companies could
affiliate with each other (Baker
amendment).

3. Financial services holding compa-
nies could own banks, insurance com-
panies, investment banks and commer-
cial or industrial companies (ID’Amato
bili).

Advocates of the D’ Amato and Bak-
ey proposals tout the “firewall” theory.

These proposals rely on the premise
that a set of regulations and a sub-
sidiary structure can be put in place to
prevent losses in a commercial busi-
ness, insurance COmMpany or an invest-
ment banking business {rom affecting
the Bank Insurance Fund (BIF).

The BIF is funded by the banking in-
dustry to protect depositors and is
guaranteed by the federal government,
Therefore, under each of the proposais
and only limited to the extent of the
repeal, the final guarantor of business
failures would be the U.S. government.

The use of firewalls to protect this
guarantee is unrealistic. To protect
against a financial catastrophe, systems
need to exist that can measure risk and
exposure in “real time.” Such systems
must be capable of controlling and re~
sponding to that risk.

In today’s world, trading losses in ex-
otic derivatives can sink an institution
and, when leveraged, could wipe out
the entire FDIC fund. in only a few
hours. Computer-driven technology
can make fortunes in seconds and de-
stroy a 233-year-old institution in two
weeks, Therefore, to control or react

Club Accounts can generate
great fee income. Some com-
panies promise their package
accounts can earn your bank
a lot of bread, but in the final
analysis all you will getisa
turkey. It’s like paying for a
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he concentration of
financial resources
could devastate the
FIDIC fund.

to risk, it is essential to have a “real-
time risk management system” in
place. No such system exists.

Clearly, the Tinancial entities that
seek these powers are not ready to
manage the risk. It is essential-that in
any debate about the repeal of Glass-
Steagall, considerations vegarding the
concentration of power and the risk
of human behavior cannot be-exclud-
ed. It should be noted that the sav-
ings and loan crisis resulted from the
cumulative effect of many smaller
failures. No single thrift or bank fail-
ure has the potential impact posed-by
a Merrill Lynch, Cheniical-Chase,
Citicorp.or Bank of America. The
concentratfon of financial resources
that will occur with the repeal of

Glass-Steagall and the attendant risk
could devastate the FDIC fand. -

Can the government that gitaran-
tees these conglomerates” risk capably
regulate and monitor this risk? The
answer is, quite frankly, no. B would
take years to establish a regulatory
agency to monitor a multi-state, inter-
national full-service institution.

AGENDAS AND CONSEQUENCES

in any discussion regarding Giass-
Steagall répeal, the true agénda of
some of those promoting the repeal
has to be considered; that agenda is
the elimination of FDIC insurance.
In 1991, President Bush, working
closely with the big bank lobby, un-
suceessfully pushed for deposit insur-
ance reduction: The push-cotitinues
and has new and powerful advocates
in the Congress. This has been the
goal of the money-center banks for
the past 62 years—elimination of
FDIC insurance;

Repeal of FDIC insurance results
in the following scenario:
¢ Ten thousand commercial banks
ard 2,500 thrifts will close when cus-

tomers flee to financial services
providers (non-banks) that are per-
ceived to be safer.

» Ten major financial institutions wxli
control the payment system.

* Small business lending will be han-
dled by lenders whose cost of funds
wi}l be around primeé; thereforée,
loans below $1 million for building
constriiction and small business lend-
ing will be 3 to 4 hundred basis points
over prime-for top credit risks. Cus-
tomers who are not top credit risks
will pay far more, assiming creciit 15
even available.

* Consumer fees will be substantzaiiy
higher as competition is reduced.
Fees will grow, without lmit, to as-
sure profit on ali bank services..

¢ The public will buy products from
sales reps and financial planners
rather than local bankers, in whom
many customers have justifiably
placed their trust.

* There will be no investment prod-
ucts available that will assure the de-
positor (investor) the return of prin-
cipal. Sentor citizens and the invest-
ing public will need to educate
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What They Really Want?

iy
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“Electronic
Cash Management
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. Balanc_‘e and statement
reporting

. Aufomc;t_ed account
reconciliation

* Account transfers and
ACH origination

* Wire transfer initiation
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themselves or pay for that service. The
new investor or one who is purchasing
government securities (Treasuriesy will
need to hold them until maturity or be
subject to market fluctuations. There-
fore, a large number of funds will be
placed in short-term yields. Yields to
traditional bank investors wil! then de-
cline and income for the ever-expand-
ing mature market will be reduced, re-
sulting in greater demands- on the So-
cial Security system.
¢ Community investment will be sub-
stantially reduced because the remain-
ing institutions will be national or su-
per-regionals. .
* The U.S. banking system will reser-
ble Japan’s, in other words, large banks
with major losses. (3lass-Steagall has
helped create the most diversified and
safest finaneial system i the world,
and the act’s repeal would concentrate,
rather than diversify, financial assets,
In the banking industry, consolida-
tion has involved small banks, money-
center banks and super-regional banks.
Some consolidation proponents-say-the
United States should have the world’s

largest banks, as if bigger is ‘bettet. In

the banking. industry; however, targe
means a consolidation of financial

fo fmance; new enterpr_i_scs an_d exclude

the small business market; which relies |
Of COMETnItY banks Aforits: creciit =

needs. -

Accorcimg to the Wall Sgreez Jaumal
47.7 percent of all business loans under
$1 million were made by banks w1th

Tess than $1 billion inassets, 1

By allowing consolidation among in-
surance, securities and industrial firms,
there s, in effect, an extension of the
guarantee issued through the FDIC in-
surance fund, which is backed by the
federal government. If an alliance in-
volving Merrill Lyach, Prudential In-
surance, General Motors and a bank
occurred and that consolidated entity
were to go bankrupt, it would quickly
deplete the BIF or any similar insur-
ance fund. Because such an entity
would jeopardize the entire U.S. econ-
omy, the federal government would be
compelled to bail it out.

FDIC’s FuTure

It is likely that following the repeal
of Glass-Steagall, the securities indus-
try would consolidate with the banking

industry. Later, the insurance compo-
nent would come under the control of
a financial services holding company.
Congress probably would naver allow
a Generai' Mdtors to control 'thé capita}
coutd st;ﬁe the gmw_th qf sma_li,er com-
petitors, The consolidation of the three
major distributors of finiancial prod-
ucts—banks, securities and insur-
ancemweuici lead to the elimination of
FDIC insurance, Why? Eecaﬂ_se éven
with firewails;. 1S pe&ed Y- major
faifures would be u cceptable.'.

The elimination.
bankmg,:s te obably result
in less-supervised less-capitalized dis-
tributors of fma_nc;al products, There
would be a recreation ©f the commu-
nity banking industry that-existed in
the 1940s-and 19508i 11 other words,
states would, begm forming their own
deposn msuranc& fﬁﬂds After the first

had. expaﬂded mto r;skier portfoi;os
wouid ise exciudcd from that fund.

- well-supervised

Glass-Steagall has provided a sohd
foundation for independent banks that
have served and invested in their com-
munity. When the calls for repeal of
Glass-Steagall resonate on Capitol
Hill, Congress must consider the po-
‘tential damage.

Years ago, a2 memorable teievzsxon
commercial featured Joe DiMaggio on
behalf of Bowery Bank. The slogan:
“Nothing feels better. than money in

the bank.” That commereial echoes the-

confidénce of depositars im our bank-
ing system, the foundation of which is
an effective (ilass-Steagall Act and a
sttong: FDIC. With all the turmoil in
today’s: global financial markets, Con-
gress should be very careful not to
overturn the cornerstone, set decades
ago, of our strong banking system.- {8

Thomuas E. Hales is chairman and CEQ
of Union State Bank, Orangeburg, New
York. Larry Bridwell is department
chairman, Graduate Management Pro-
gram at the Lubin School of Business,
Pace University, White Plains, New
York.
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