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IS SIMPLER BETTER? LIMITING FEDERAL
SUPPORT FOR FINANCIAL INSTITUTIONS

WEDNESDAY, MAY 9, 2012

U.S. SENATE,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER PROTECTION,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee convened at 2:03 p.m. in room 538, Dirksen Sen-
ate Office Building, Hon. Sherrod Brown, Chairman of the Sub-
committee, presiding.

OPENING STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. The Subcommittee on Financial Institutions and
Consumer Protection will come to order.

I thank Senator Corker for, always, his cooperation. Senator
Merkley, thank you for joining us. Mr. Volcker, nice to see you.

We have three panels today. Opening statements, I always give
moderately short ones. It will be even shorter today, and Senator
Corker always gives thoughtful and even shorter statements, so we
will begin briefly with that.

I want to thank everybody involved for helping pull together this
important hearing. Getting such excellent and qualified individuals
to discuss such an important but, admittedly, broad set of topics
was not easy, so I appreciate the cooperation of all of you who are
major players in your own right throughout our financial system.

As I said, I will keep my message brief. I would simply say it is
vital we take the necessary steps sooner rather than later to end
Government policies that support and encourage large, complex in-
stitutions. That is why today I am introducing my legislation, the
SAFE Banking Act. It was known formerly as the Brown-Kaufman
bill and amendment. The ideas we will explore today have traction
on both sides of the aisle. For instance, we know that the full Com-
mittee’s Ranking Member, Senator Shelby, voted both against the
Gramm-Leach-Bliley Act and in favor of Brown-Kaufman when it
was an amendment to the Dodd-Frank bill. And thanks again to
the witnesses.

Senator Corker, your comments.

STATEMENT OF SENATOR BOB CORKER

Senator CORKER. Thank you, Mr. Chairman, and Dr. Volcker,
thank you for being here. I enjoyed talking to you prior to and I
enjoyed reading your testimony yesterday evening as it came in.
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I think we all agree that we need a safe banking system and we
want one that also meets the needs of a 21st century economy, and
that is the balance, I think, that we are all looking for.

I want to thank you, in particular, in your testimony for pointing
to the fact that Congress still has not dealt with the GSEs, and 1
know as a man who was under extreme stress during the early
1980s and made a lot of tough decisions that have caused you to
be highly honored by people all across this country, you must look
at amazement on a U.S. Congress that fails to deal with an evident
huge problem in our country but has lacked the courage to deal
with that. So I appreciate you pointing that out.

I was thinking as we read a lot of materials getting ready for
this hearing, and I certainly appreciate all the witnesses that have
come, you know, the most dangerous thing that a bank does is
make a loan. At the end of the day, without sound underwriting,
all the things that we do here do not make a lot of sense.

But I sure thank you for your testimony. I look forward to hear-
ing it orally and then the questions, and we are honored to have
you here.

Senator BROWN. Thank you. Thank you, Senator Corker.

Senator Merkley.

STATEMENT OF SENATOR JEFF MERKLEY

Senator MERKLEY. Thank you, Mr. Chair.

Just very briefly, welcome. It is so good to have you, Mr. Volcker,
and for your leadership in helping establish the concept that there
needs to be a firewall between ordinary banking activities and
hedge fund-style investment activities by banks in order to create
a safer and sounder banking system. I certainly look forward to
your comments.

Thank you.

Senator BROWN. Thank you, Senator Merkley.

Our first panelist, and I do not normally do cliches, but he is a
man who needs no introduction. I appreciate so much Chairman
Volcker joining us. He has dedicated his life to ensuring, as Sen-
ator Corker said, the American financial system is safe and sound,
first as President of the Federal Reserve Bank of New York and as
the Chair of the Board of Governors of the Federal Reserve System.
Through your efforts, Dr. Volcker, to reform our financial system,
though they may have frustrated some bankers on Wall Street and
some lobbyists in Washington, there is no doubt our country is a
better place because of your hard work.

Thank you for your decades of service. You have the floor.

STATEMENT OF PAUL A. VOLCKER, CHAIR, PRESIDENT’S ECO-
NOMIC RECOVERY ADVISORY BOARD, AND FORMER CHAIR-
MAN, BOARD OF GOVERNORS OF THE FEDERAL RESERVE
SYSTEM

Mr. VOLCKER. Thank you, Mr. Chairman, and I want to thank
you for holding this hearing. We are kind of in midstream on bank-
ing reform and banking regulation and I think this is a good time
to review where we are and where we are going, so it is a useful
service.
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I know in writing to the panelists, you raised a series of ques-
tions. I will not attempt to answer them all, but you are certainly
right in the underlying premise that banking has changed a lot in
the past 20 years. It has changed very broadly from a, I guess what
I used to think of as a profession that concentrated on relationships
with its customers in very important ways. It has moved generally
toward a much more transaction-oriented concentration. That is
particularly true of the bigger banks. And it has certainly in the
process become a lot more complex, a lot more opaque, very com-
plicated.

For a while, it was thought that with all the wisdom and engi-
neering and expertise brought to the table, banking would be, if not
failsafe, safer. That turned out to be an illusion when we had the
great breakdown. And, obviously, reform is necessary, and I think
that reform properly has to go into structural aspects of banking
as well as raising capital requirements, better supervision. All that
kind of thing is important, but I do think we need some structural
changes and they revolve very fundamentally around this issue of
too-big-to-fail and the moral hazard that was involved and is in-
volved if the Government is bailing out failing financial institutions
and particularly banks, big banks.

And that is kind of the central issue that runs through a lot of
the structural changes which are incorporated basically in the
Dodd-Frank. I do not think there has been any legislation in other
countries as comprehensive as the Dodd-Frank bill. They all have
the same problem. All the regulators and governments are worried
about the same thing because this has been a worldwide break-
down of finance. And the United States, I do think that I can fairly
say that it has been in the lead on actual legislative changes.

It deals, one way or another, in almost all the factors bearing on
relevant structural changes. First of all, it deals directly to reduce
the risks involved. Senator Brown, you are absolutely correct that
making loans can be the most risky thing in banks. It becomes
even riskier when they lose the capacity to deal with the relation-
ship one-on-one with adequate credit controls. It should not nec-
essarily be all that risky, but if you are making subprime mort-
gages and farming them off to other people, it is indeed an exceed-
ingly risky proposition.

Just take that where it is. Banks must make loans, it is essential
to the economy, but look at other activities they have gotten into
in recent years. Dodd-Frank deals with the problem of derivatives.
They have just been exploding all over the place, continue to ex-
plode after the crisis, maybe at smaller volume, but everything is
relative. I am told there is $700 trillion of derivatives outstanding
in the world today—$700 trillion. And you wonder whether they
are all directed toward some explicit protection against some ex-
plicit risk that can be dealt with by derivatives or whether they
have not been themselves a kind of trading operation.

Dodd-Frank does call upon its simplification in that area, tries
to put as much of it as possible through clearinghouses and orga-
nized settlement arrangements, which are fiercely contested by the
banks, but if that can be done for the great mass of derivatives,
that will be a help.
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Other institutional factors concerning what banks can do or not
do, of course, is the restraint on proprietary trading, the restraint
on ownership of hedge funds and equity funds, the kind of thing
that somehow has my name attached to it. I would only say in that
connection that is sometimes talked about as purely a risk factor.
It is a risk factor, there is no question. This is speculative trading.
But its influence goes far beyond the particular risks involved in
particular transactions. It is a cultural issue.

Hedge funds, equity funds, and propriety trading itself are nec-
essarily involved in big banks’ conflicts of interest, almost continu-
ously. And traders get to be richly rewarded. That affects the com-
pensation practices and the culture of the bank throughout, leading
to, in my view, unnecessarily dangerous behavior.

The other part of Dodd-Frank I just mentioned, because in a way
it is the heart of it, Dodd-Frank says no failing financial institution
is going to be rescued. It will be liquidated, merged, sold, but the
stockholders will be gone, creditors will be at risk, the management
will be gone, and that is different, obviously, from what happened
in 2008, 2009, in the midst of the crisis that raised all the ques-
tions about too-big-to-fail.

There is a lot of skepticism in the market, as you are aware, as
to whatever the law says, when push comes to shove, the Govern-
ment will act, presumably against the law, to continue rescuing
them with Government money. I think that skepticism is overdone,
but it has got to be dealt with. And in the case of these big banks,
the management of the bank after its failure, by any resolution au-
thority gets very complicated internationally.

And I just want to say that while I am obviously on the sidelines
here, I have been impressed by the amount of effort going on, par-
ticularly between the FDIC and the U.K. authorities on this issue,
where there is a meeting of minds as to the general approach. The
legal systems may be different, but there is a meeting of the minds
as near as I can see in the Euro zone generally. But getting that
down in a very complicated way so that the authorities can work
together when you have an incipient failure is very important and
I do think considerable progress is being made in that area.

So I will just stop there, touching on some of the points that I
think are critical.

Senator BROWN. Thank you, Chairman Volcker, very much.

Senator Johanns, welcome to the Subcommittee.

I will take 5 minutes in questions, turn it to the Ranking Mem-
ber, and then we will go from there.

You have often talked today and many other times about the
moral hazard issue, the pattern of Government support for the
largest institutions breeds greater risk taking. In December at that
Committee table, Sheila Bair—who had resigned by then, was
former FDIC Chair Sheila Bair—told the Subcommittee, quote, “It
is important for the Government to be sending all the right signals
that we do not view it as good in and of itself to keep these institu-
tions alive just because they are big.”

Your comments a minute ago that the skepticism might be
overdone about the view of the Government stepping in, legally or
not, what should regulators do to send messages to the markets
that these institutions will not be propped up, especially when
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these institutions do have an advantage in the money markets, the
capital markets?

Mr. VOLCKER. Well, the first point I want to make is when you
are talking about the biggest commercial banking institutions, you
have a degree of regulation. You have the proposals on proprietary
trading, hedge funds, equity funds, and derivatives, and better cap-
ital standards to minimize the chance that those biggest institu-
tions are really going to get in trouble to the point that they need
to be rescued. But if they do need to be, they are on the brink of
failure or actually failing, the law provides authority, I understand
in this case the FDIC that has experience in this area, will act as
conservator or liquidator of that institution, will have sufficient au-
thority to keep the institution running in essential ways in the
short run so that there is a continuity in the marketplace and you
do not incite a spreading, contagious kind of panic or connections
because the FDIC will have the authority—sufficient authority—to
keep it operating in the short run in areas that are essential.

I think that is possible. It is done now with smaller institutions.
But as I said before, to make that effective, I think, for some of
these biggest institutions that have very substantial operations
overseas, those operations tend to be centered in the U.K. So I
think you do want to get consistency between the U.K. and U.S.
authorities.

And you also have the provision in the law for so-called living
wills, where the banks should organize themselves in a way that
makes it easier to break them up than is the case now. And that
will be a continuing supervisory challenge, to make sure the banks
are properly creating these so-called living wills.

Senator BROWN. Thank you. Bloomberg released a study recently
that the banking sector is becoming larger, more concentrated, they
said having grown seven times faster than GDP since the begin-
ning of the financial crisis. Its growth has been concentrated, as
you know, in the largest banks. The top 10 banks in the United
States grew from 68 percent of all bank assets in 2006 to 77 per-
cent of all U.S. bank assets in 2010.

Based upon these numbers and no sort of end in sight to this
that I can see, do you—are the regulators doing enough? How con-
cerned should we be about this continuing—if, in fact, it is a con-
tinuing level of—this continuing increase in concentration?

Mr. VOLCKER. Well, I think there has, obviously, been a great in-
crease in concentration. Most of it took place before 2006, whatever
the figures you——

Senator BROWN. Right. Right.

Mr. VOLCKER. It took place in the 1990s and the early part of
this century. It was aided and abetted by the end of Glass-Steagall.
But before that, it seems like yesterday I was in the Federal Re-
serve—it wasn’t yesterday, it was a good many yesterdays ago—but
at that time, banks could not branch outside their home States, by
and large. And the United States had one of the most decentralized
banking systems. And it has suddenly gone from a very decentral-
ized system into a rather concentrated system, which I think is un-
fortunate. In the midst of the crisis, it got worse because the big
commercial banks were joined with big investment banks.
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Now, how to deal with that, you may have people on this panel
that are much more aggressive than I. I do not know how to break
up these banks very easily. But some of the things we are talking
about, reduced trading, for instance, will reduce the overall size of
the bank reasonably. Some of the restraints on derivatives will re-
duce their off balance sheet liabilities significantly. So these modest
steps, there is a provision in the law they cannot grow beyond cer-
tain limits by merger or acquisition.

So there are some limits here, but as you say—you asked me
whether I prefer a banking system that had less concentration. I
would, but I think we can live, more or less, with what we have.

Senator BROWN. Thank you, Mr. Chairman.

Senator Corker.

Senator CORKER. Thank you, Mr. Chairman and Dr. Volcker.
Thanks again for being here.

I have read some of the comments that you have made specifi-
cally about the Volcker Rule, and I know we had a chance to talk
in advance of this

Mr. VOLCKER. I am glad somebody has read those comments.

Senator CORKER. Yes, sir. I read them all the time.

[Laughter.]

Senator CORKER. There has been a—what has happened here, I
think there has been consensus around the fact that prop trading
is out the door, and I think that is one of the major contributions
that you have made to this debate. What is happening as the regu-
lators wrestle with this, and some of the regulators have differing
agendas than others, there really have been attempts by some to
really do away with market making itself. I think you have had
some comments about that and I wonder if in front of this Com-
mittee you might differentiate between the two. It is my sense that
you had no intentions to do away with the legitimate market mak-
ing ,but prop trading was really the focus of what you were trying
to do.

Mr. VOLCKER. That is correct. I am not involved, obviously, in
writing the rules, and I am sure it got very complex, and it may
be an effort to try to identify particular transactions in a way that
is difficult unless you are sitting on the trading desk, but I think
can be identifiable.

My view all along has been two things. One, I think it is impor-
tant that the management of the banks, and I include not only
chief executive officers but the directors of these banks, do under-
stand what the law says, and the law says no proprietary trading.
Now, all banks, unless they are totally irresponsible, and I do not
think these big banks are totally irresponsible, will have strong
controls on their trading desks in their own interest. They do not
want rogue traders sitting around jeopardizing billions of dollars of
their capital, so they will have, I am sure, rather detailed controls
on their traders, and what is important is those controls take ac-
count of the fact that no longer should there be proprietary trading
and a special proprietary desk, which I think they do understand.
And no longer should the traders on the market making desk be
taking proprietary risks under the disguise of market making.

I think that can be identified as a problem by adequate so-called
metrics afterwards. You look at the size of the trading relative to
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the size of their position and you look at the volatility and you look
at measures like value at risk and whether they are suitably nar-
row for a trading operation or very broad, which suggests a propri-
etary trading operation. If you see those telltale signs, there is no
question the regulator ought to get in there, the supervisor ought
to go in there and raise questions with the board of directors
whether the bank is sufficiently charged in what the law says.

Senator CORKER. Some of the—we have looked at some of the
rules, and by the way, I have always understood that what you in-
tended was to keep banks from being involved in prop trading, but
that legitimate market making was something you thought they
should continue to do. Some of the rules that are being created,
though, there is one rule that we just read yesterday where the
regulators were saying if you engage in market making and you
make any profit on it, then it is really prop trading. Now, I do not
know many institutions that are involved in businesses where they
can only lose money. You would consider that, I assume, to be an
overreach or not what was intended.

Mr. VOLCKER. It is nonsense, frankly.

Senator CORKER. Nonsense. I am glad

Mr. VOLCKER. You can make money on market making. You can
certainly make money on responding to customer requests. And
until recently you know, prop trading in banks is a recent phe-
nomenon. Banks did not do that historically. And somehow, they
did not go out of existence.

Senator CORKER. So keeping——

Mr. VOLCKER. Proprietary trading is not a necessary ingredient
of bank profits. It is a very volatile ingredient of bank profits. You
know, I have read—I think it is appropriate—that all the money
that was made on trading in this century by banks up until 2007
disappeared in 2008, which gives you a sense that this is not a
risk-free business.

Senator CORKER. So an institution that would hold a very small
amount of inventory, a very small amount, that was legitimately
held for their customers’ use, you think that is a legitimate thing
for banks to be involved in, and I appreciate you saying that. I
wish that you could sit down with the Federal Reserve and some
of these other institutions and cause them to very simply lay out
what it was that you intended when you began this process, be-
cause I think they are making it overly complicated and I think a
lot of institutions are in a place right now where they have no idea
as the ticker is going where they are going to end up.

Mr. VoLCKER. Well, I do not want to get involved in the detailed
regulatory process. I had enough of that in my lifetime. But the
general principle that you describe, I believe, is consistent with my
position. You emphasize a small position. I always wonder, when
they tell me it is just like running a corner dress shop or Christ-
mas sales, whether the market is so predictable as Christmas sales
and do you really need a big inventory.

You said small inventory. I sometimes wonder, if they want to
be prepared for market making and customer trading, why do they
not have a short position, because the customer may want to sell.
So they ought to have a balanced position, it seems to me, and the
position is very unbalanced. It raises a question.
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Senator CORKER. Yes. Well, listen. Thank you so much. I wish
I had more time to talk to you, and hopefully, we will do that in
person in either my office or your office soon. Thanks a lot.

Mr. VOLCKER. Thank you.

Senator BROWN. Thank you, Senator Corker.

Senator Merkley.

Senator MERKLEY. Thank you, Mr. Chair, and thank you, Mr.
Volcker.

I thought I would ask about a couple of issues that have been
raised in the context of the Volcker Rule. One argument that has
been made is that it will result in decreased liquidity in the trading
world and that will be a very bad thing. Is that an issue? Is that
a problem?

Mr. VOLCKER. Well, I do not think it is a problem. Put it the
other way around. It would be, I was going to say, a little extreme,
but I do not think it is really extreme. The markets seemed to be-
come very liquid before the crisis. There were a lot of complaints
from the banking system itself that the markets were too liquid
and it was hard to make money in very liquid markets. Now, I am
not worried about being hard to make money, but it led to some
behavior that I think is not very constructive.

You would not have had all these subprime mortgages tied up in
CMOs and CDOs if they were not so easily traded. These are long-
term obligations. If you are buying one of those obligations, you
should be prepared to keep it for a while. That would be the nor-
mal investor’s reaction, normal banking reaction. If you think you
can trade it tomorrow at no loss, then it becomes a trading propo-
sition and a speculative proposition. And if the markets are too lig-
uid, it can give rise to behavior that is not very useful in terms of
the basic fitness of banking or finance markets generally.

Now, I am not alone in this thinking at all, obviously. There is
a big movement in Europe to tax transactions to make the market
less liquid. The fullest analysis I know of this is by the chief
English regulator who examined this pro and con very carefully
and came to a conclusion that, yes, beyond a certain point, liquid
markets—highly liquid markets are not in the public interest. I
could give you another analyses, but it is a matter—obviously, you
want to be able to buy and sell reasonably. That does not mean you
will have to be able to buy and sell a long-term security 10 minutes
after you bought it at no risk.

Senator MERKLEY. Well, thank you. Another issue that has been
raised is that the Volcker Rule creates a handicap for American fi-
nancial institutions vis-a-vis European financial institutions. Any
insights on that issue?

Mr. VOLCKER. Well, when I sat at this table many times when
I was Chairman of the Federal Reserve, the complaint that I would
hear all the time was American banks are at a disadvantage to for-
eign banks because they are too small and we want to be big like
Japanese banks. That was the favorite example that was taken. We
want to be big like Japanese banks because we are at a disadvan-
tage and we have to carry more capital than Japanese banks.

I would rather have smaller banks and stronger banks, and we
see what happened in Japan with their big banks. It was not all
a great treat.
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So my answer is very simple. If we want to make some rules that
are consistent with banks doing their basic job, I would not worry
that foreign banks can do some things that we think do not con-
tribute to a safe and sound banking system.

And I—you know, the English authorities, the U.K. authorities,
are always told by their banks, you cannot do this, you cannot do
that because we will be at a disadvantage to American banks. You
are told all the time, you cannot do this or that because you are
going to be disadvantaged with the English banks. Well, the fact
is, the approaches are not that different and capital requirements
should not be that different. And there is a lot of effort to make
sure the capital requirements are not that different.

Now, in this trading operation, the British looked at what we are
doing and at one point they expressed sympathy, and now they are
at the same point with a different law. They say no investment
banking, no trading, no proprietary trading, no hedge funds, no eq-
uity funds in a bank, in a commercial bank. You can have it in the
same holding company, but it has got to be in a separate part of
the holding company and we are going to make a great wall be-
tween one side of the holding company and the other side of the
holding company.

I do not know whether that is any easier. The banks, obviously,
do not like that. I do not know what they like least. But they are
after the same problem and they have a somewhat different ap-
proach. You could argue their approach is much more rigorous than
what we have. So, the banks can choose whether they like that poi-
son or our poison, but there is not—I do not think either of them
are poison, frankly, but we found it difficult in the Federal Reserve
and it became even more difficult in the midst of the crisis to main-
tain a distinction between parts of the holding company, because
when you are in crisis, everybody leaps over those boundaries and
the authorities say, OK, we have had a crisis. Go ahead and leap.

I would like to think of this ring fencing. That is the favorite
British term. You are going to ring fence the—I do not know if the
commercial bank is going to ring fence both of them. My experience
with ring fences is the gophers go underneath and the deer jump
over——

[Laughter.]

Mr. VOLCKER.——and you have got a lot of lawyers to help them.

But the point I am making is they are somewhat different ap-
proaches to the same problem, and you could argue all day as to
which is better or which is worse from the standpoint, more restric-
tive from the standpoint of the banks.

Senator MERKLEY. Well, both are focused on the same issue of
insured deposits and access to discount windows being separated
from the hedge fund-style investing.

I am out of time. Thank you very much for your commentary and
your leadership. Thank you.

Mr. VOLCKER. Well, the British proposal, fiercely contested by
the banks, is to separate it by putting the hedge funds away from
the banks. Never should there be any contact between them. We
say you can have limited—it turned out to have limited ability to
sponsor hedge funds and equity funds. The original proposal was
not to have any sponsorship. So it is limited, but it is pretty much
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under control. And I think the banks—my impression is, during the
process, pretty much giving up their hedge funds, equity funds.

Senator MERKLEY. Thank you.

Senator BROWN. Thank you, Senator Merkley.

Senator Johanns.

Senator JOHANNS. Mr. Chairman, good to see you again.

Mr. VOLCKER. Thank you.

Senator JOHANNS. One of the last times you appeared before the
Banking Committee, the full Committee, was prior to the passage
of Dodd-Frank and it was at a point in time where the Volcker
Rule was just kind of unveiled, if you will, the concept, at least. I
remember during that hearing, and I do not have the exactly lan-
guage in front of me, but we were kind of debating back and forth,
all of us, what is this going to involve? What is going to be covered
by the Volcker Rule? What is proprietary trading, et cetera? And I
remember you, maybe somewhat exasperated with me at the time,
said, you know, if you do not do something, this will haunt you.
And then the second thing you said——

[Laughter.]

Senator JOHANNS.——which is fine. The second thing you said
was that, even though it is hard to define, we will know it when
we see it. And again, those are not your exact words, but very
clearly, that was the impression I had.

Mr. VOLCKER. I recall both of those.

Senator JOHANNS. Yes. Now, we have the 300-page rule—go
ahead. Did I misstate that?

Mr. VOLCKER. You have got a 35-page rule accomplished in 300
pages of explanation, questions, comments

Senator JOHANNS. Yes. I was getting to the fact that I think
there are 1,300 questions, and it just kind of goes on and on and
on.
Really, on both sides of the aisle, there has been concern about
its complexity. You have expressed concern about its complexity. As
I have talked to those kind of at the ground floor level who have
got to administer this thing, they are kind of saying, gee, how do
we administer this? How do we take whatever is here and put this
in a real life situation and administer it?

And here is what I am concerned about. My concern is, number
one, it is going to be very difficult for the people in the field to say,
you have violated the rule or you have not violated the rule.

Number two, it seems to me that the very goal here was to try
to deal with these very large institutions that were doing irrespon-
sible things, but at the end of the day were making this so com-
plicated that I think we are forcing more consolidation, not less.

And T would like your opinion on those two points. Are we mak-
ing this so complicated that the big are going to get bigger and the
small are just going to sell out?

Mr. VOLCKER. This is a matter that, with some exceptions, broad-
ly, these prohibitions apply to six, seven, eight institutions. The
typical regional banks, certainly the particular community bank, is
not doing proprietary trading. If they doing it, it is a very rare kind
of transaction.

So you are talking about a very concentrated number of banks,
very sophisticated. They have trading desks. They do have, as I
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said before, their own interests, I am sure, strict controls over their
trading desks, maybe not as strict as they should be sometimes,
but they have them, because once in a while, even with those con-
trols, they found out some rogue trader fell into a ditch and cost
the bank $9 million, billion dollars or something, which has hap-
pened on a number of occasions either here or abroad.

I think you do not have to trace every transaction in real time.
I do not think that is the purpose of regulation, at least not the
way I would write it. The regulation should describe generally a
characteristic of proprietary trading. Then it should have some
very sophisticated, but I do not think all that complex, measures
of the bank activity.

Now, all these banks will have daily reports on their trading ac-
tivity anyway. If they do not, they ought to be put in jail for having
unsafe and unsound banking practices. These trading desks are all
controlled, daily. You know, in general, what the characteristics are
of proprietary trading. You can look at those reports weekly,
monthly, whatever you want to look at them, as set down by the
Federal Reserve or whoever is doing it. If you see characteristics
of those trading patterns that suggest proprietary trading, then you
go look at it.

In the last extreme, go to the trading desk and see what they are
doing. If they say it is a customer trade, who is the customer? Why
were you buying all these securities? You were not making a mar-
ket when you are in the market buying the same security all morn-
ing. You are not in the market if there is no customer on the other
side, or you are not market making for a customer. You do not
have to look at it in that detail unless you were very suspicious,
and I assume that, in good faith, with the management under-
standing what is at stake, that their reputation is at stake with the
regulator, they will take due care.

Senator JOHANNS. I am out of time. Thank you, Mr. Chairman.

Senator BROWN. Thank you, Senator——

Mr. VOLCKER. I have had traders, people who ran trading desks
in the past, tell me—in effect, they said, do not believe all this
stuff. I ran a trading desk. It was the policy of the institution not
to do proprietary trading. We were an active trader, but we did not
do proprietary trading and our daily reports showed it.

Senator BROWN. Thank you.

With the fact there are two other panels after you in mind, I
have one question I want to ask. Certainly, the other Members of
the Subcommittee can ask a question or two in addition, if you
want, maybe not a whole second round. But Senator Merkley asked
the question that you answered in terms of British banks tell their
regulators that the Americans will have the advantage, and the
American banks tell their regulators the British banks will have an
advantage. In light of that, we know that the Swiss and the U.K.
financial sector was significantly larger, their concentration, and
banks in both nations were bailed out with billions of dollars from
their governments and from others, including us, too. Both have
taken dramatic action.

I would just like your brief comment on, or your comments gen-
erally on what you think about Switzerland’s considering 19 per-
cent capital requirements. U.K. has established firewalls, as you
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said, between banks’ risky activities and traditional banking. Give
me your thoughts on those two approaches.

Mr. VOLCKER. Well, I will make one point. Those countries, their
banks are no bigger than our banks, but the countries are smaller
so they are more concentrated, much more concentrated than we
are. So they feel even more vulnerable than we feel, I think, to
these problems.

Switzerland was obviously very concerned because they have two
big banks. Both were in trouble. One was in severe trouble. They
took strong measures, including exceptionally high capital stand-
ards and other measures, and my understanding is, and you can
find out more directly, my understanding is that the biggest of
those banks has practically given up proprietary trading. Whatever
the law said, I am sure that they were under pressure from the
central bank. And they have moved away from some of these activi-
ties to nonrisky activities, to investment—Dbasically, toward invest-
ment banking, traditional banking on the one side, investment
management on the other side. And they have been de-risked sub-
stantially.

There has been some reaction along the same lines at some of
the British banks. The British are still open as to how they apply
the proposed regulation. It may be not insignificant. I was invited,
and I will go, to have a little session with the European Par-
liament, with the British regulators and the commission. I say the
British regulators. Mr. Vickers, who made the proposal about the
British banking system. So we are going to have a better feel for
how coordinated we are next month. I think the obvious purpose
of the invitation was to try to get a maximum amount of coordina-
tion.

Senator BROWN. Thank you.

Senator Corker, any comment?

Senator CORKER. In your written testimony, you alluded to the
Government-Sponsored Enterprises, in particular, Fannie and
Freddie. As you know, it has been 4 years and 95 percent of the
mortgages originated today are dependent upon them. How impor-
tant is it, in your opinion, that we move away from that reliance,
and should they exist in their current forms?

Mr. VOLCKER. Well, it is important if you think the free market
financial system is important. Here we are sitting here with half
of the capital market under the control of the two institutions, both
of which at this point are Government owned. It is kind of ridicu-
lous when you look at it.

Senator CORKER. I assume you think having a free market sys-
tem is——

Mr. VOLCKER. Well, I think not only you, but I think some other
people are, too. So right now, unfortunately, the residential mort-
gage market is dependent on two de facto governmental institu-
tions, Fannie Mae and Freddie Mac. So how do we wean away from
that? It is going to take years, frankly. But, please, let us not make
the same mistake of having these quasi-governmental institutions,
half private, half public—they are public when they get in trouble
and they are private when they are making money.

Senator CORKER. That is right.
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Mr. VOLCKER. And that is a recipe for a not very disciplined, ef-
fective mortgage market, in my opinion. And that is a big issue of
how we reconstruct the mortgage market. And, literally, it will
take years.

Senator CORKER. Thank you very much.

Senator BROWN. Senator Merkley.

Senator MERKLEY. Thank you, Mr. Volcker. The group of regu-
latory agencies working on the Volcker regulations, those 30 pages
that you referred to, have indicated that they might not be pre-
pared to implement them in July, the 2-year time period after the
passage of Dodd-Frank. Should they hold their deadline solid and
get those rules implemented in July?

Mr. VOLCKER. Well, I am not clear, frankly, on just what their
attitude is. I have seen a couple of statements that confused me a
little bit, and my understanding of the basic situation is they are
aiming to get the final rule out by July, whatever the date is. They
recognize it will take some time to adapt. They recognize that over
a 2-year period, you may find particular things in the regulation
you want to change. But the law also says after July whatever it
is, no proprietary trading. So, I do not know, somebody told me,
some law firm said if they do not carve out, they can do proprietary
trading. That is a very strange reading of the law, but I—it is a
very—I do not know. I will not get into the legal profession at this
point. It does seem to me a rather strange, contrived reading. I do
not even see how it is contrived, but there we are.

Senator MERKLEY. Thank you.

Senator BROWN. Senator Johanns.

Senator JOHANNS. It just occurs to me with the passage of Dodd-
Frank, it incorporates the Volcker Rule and a whole host of other
things—it is a very lengthy, complex piece of legislation—that at
the end of the day, we still have a very small number of financial
institutions that control an enormous amount of the capital of the
United States and we just have not impacted that very much. Do
you disagree with my assessment of that?

Mr. VOLCKER. No. No. We do have a much more concentrated fi-
nancial system than we used to have. I do think that skepticism
about dealing with institutions outside of the banking organization
itself, the protected sector of the market, I think the idea that they
can and will fail is totally credible to me. When you talk about the
biggest banking institutions, they get a lot of Government support
in the ordinary course of business. I think they should be regulated
to the point, including what we are talking about in derivatives
and proprietary trading, that the risk of those institutions failing
will be very remote. But they, you know, you say they have gotten
quite concentrated. I agree with you.

Senator JOHANNS. Yes. Thank you, Mr. Volcker.

Senator BROWN. Thank you very much for your testimony——

Mr. VOLCKER. Thank you.

Senator BROWN.——and for your service for so many years.

Mr. VOLCKER. I do appreciate you took this initiative. Thank you.

Senator BROWN. Thank you.

The Chair will call up Tom Hoenig and Randall Kroszner, if you
would join us.

[Pause.]
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Senator BROWN. Tom Hoenig—perhaps there is no stronger advo-
cate for America’s community banks than Thomas Hoenig. Dr.
Hoenig is a Member of the Board of Directors of the Federal De-
posit Insurance Corporation. For two decades, he has served as
President and Chief Executive Officer of the Federal Reserve Bank
of Kansas City. He spent 18 years as a bank supervisor at the Kan-
sas City Fed.

Randall Kroszner is the Norman R. Bobins Professor of Econom-
ics at the Booth School of Business at the University of Chicago.
Dr. Kroszner served as Governor of the Federal Reserve System
from 2006 until early 2009. During his time as a member of the
Federal Reserve Board, he chaired the Committee on Supervision
and Regulation of Banking Institutions and the Committee on Con-
sumer and Community Affairs.

Dr. Hoenig, you first. Thank you again for joining us.

STATEMENT OF THOMAS M. HOENIG, VICE CHAIRPERSON AND
MEMBER OF THE BOARD OF DIRECTORS, FEDERAL DEPOSIT
INSURANCE CORPORATION

Mr. HoeENIG. Well, thank you very much, Chairman Brown and
Ranking Member Corker and Senator Johanns. Thank you for the
opportunity to testify on issues relating to improving the safety and
soundness of the Nation’s banking system.

Having joined the Board of the FDIC less than a month ago, it
is a privilege to serve and to be part of a board that can draw from
the depth of collective experiences and diverse backgrounds that I
think will inform our discussions and our decisions going forward.

This Subcommittee has asked me to discuss a paper titled, “Re-
structuring the Banking System to Improve Safety and Soundness”
that I prepared with my colleague Chuck Morris in May of 2011
when I was President of the Federal Reserve Bank of Kansas City.
I welcome this opportunity to explain the recommendations in that
paper.

One note—while I am a Board member of the FDIC, on this, I
speak for myself today.

First, banking organizations should be allowed to conduct the fol-
lowing activities: commercial banking, underwriting securities and
advisory services, and asset and wealth management services. Most
of these latter services are primarily fee-based and do not dis-
proportionately place a firm’s capital at risk. They are similar to
the trust services that have long been part of banking itself.

But in contrast, dealing and market making, brokerage, and pro-
prietary trading extend the safety net’s coverage and yet do not
have much in common with core banking services. Under the safety
net and the incentives that follow from it—risks are created that
are difficult for management and the markets to assess, to monitor,
and to control.

Thus, under the proposal, banking organizations would not be al-
lowed to do trading, either proprietary or for customers, or make
markets which requires the ability to do trading. Allowing cus-
tomer trading makes it easy to game the system by concealing pro-
prietary trading as part of the customer trading. Also, prime bro-
kerage services require the ability to trade and essentially allow
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companies to finance their activities with highly unstable, unin-
sured deposits.

This combination of factors, as we have recently witnessed, leads
to unstable markets, financial crises, and Government bailouts.
Furthermore, these actions alone would provide limited benefits if
the newly restricted activities migrate to the shadow banks without
that sector also being reformed. We need to change the incentives
within the shadow banking system through reforms of money mar-
ket funds and the repo market.

The first change to the shadow banking system addresses poten-
tial disruptions coming from money market funding of shadow
banks to fund long-term assets. Money market mutual funds and
other investments that are allowed to maintain a fixed net asset
value of a dollar should be required to have a floating net asset
value. Shadow banks’ reliance on this source of short-term funding
would be greatly reduced by requiring share values to float with
their market values.

The second recommendation is to change the bankruptcy law to
eliminate the automatic stay exemption for mortgage-related repur-
chase agreement collateral. This exemption allowed all of the com-
plicated and often risky mortgage securities to be used as repo col-
lateral just when the securities were growing rapidly and just prior
to the busting of the housing price bubble. One of the sources of
instability during the crisis was the repo runs, particularly on repo
borrowers using subprime mortgage related assets as collateral. Es-
sentially, these borrowers funded long-term assets of relatively low
quality with very short-term liabilities.

The proposal would not eliminate risk in the financial system. It
would shift it away from the incentives of the safety net. This plan
would return U.S. banks to a position of financial clarity and
strength from which the country enjoyed decades of its greatest
global economic advantage. It would improve the stability of the fi-
nancial system by clarifying for management and regulators where
risks reside; improving the pricing of risk; and, thus, enhancing the
allocation of resources within our economic system. It would pro-
mote a more competitive financial system as it levels the playing
field for all financial institutions in the United States.

Finally, it will raise the bar of accountability for actions taken,
and to an important degree give further credibility to the super-
visory authorities’ commitment to place these firms into bank-
ruptcy or FDIC receivership when they fail, thus reducing the like-
lihood of future bailouts.

I am pleased to provide you these comments and I am happy to
take your questions. Thank you.

Senator BROWN. Thank you, Dr. Hoenig.

Dr. Kroszner, thank you for joining us.

STATEMENT OF RANDALL S. KROSZNER, PROFESSOR OF ECO-
NOMICS, UNIVERSITY OF CHICAGO, BOOTH SCHOOL OF
BUSINESS

Mr. KROSZNER. Thank you very much. I am delighted to be here,
Chairman Brown, Ranking Member Corker, Senator Johanns.

My general approach to these very important issues that you
have convened this hearing on is to try to clearly state objectives
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what regulation and regulatory reform are about and then try to
weigh the costs and benefits of alternatives in order to decide
which regulations and which reforms are most effective in trying
to address those objectives. My priorities and objectives, I think,
are very much shared by the Committee and in the discussion that
we heard earlier, enhance the stability of the financial system and
its resilience to shocks since its shocks are going to be inevitable.
In other words, we can talk about it as trying to make the markets
more robust to those shocks, and I go into much more detail in the
contribution to the book that I have with Bob Shiller on reforming
U.S. financial markets, on trying to make markets more robust.

Second, obviously, we have to mitigate taxpayer exposure and
moral hazard incentives, as was discussed in the previous panel,
and I certainly applaud and share the objectives of the recent regu-
latory reforms, but I perhaps want to raise some questions about
whether some of the proposed means are the most effective means
possible to try to achieve those ends. Would they be the ones that
would be the highest in a cost-benefit test?

I think it is extremely important to identify the fragilities in the
system and address those as directly as possible rather than rely
too much on any one regulatory instrument or one regulatory inter-
vention because I think that opens up the greatest possibilities for
unintended consequences. I think some of the greatest fragilities in
the system are leverage, liquidity, and interconnectedness. Our
focus today seems to be primarily on interconnectedness issues, too
big or, as I would like to characterize it, too interconnected to fail.
Chairman Volcker in his testimony also characterized things that
way.

And so what we need to do is think about exactly where are
those fragilities in the markets and address them directly. One of
those fragilities which Dodd-Frank takes steps toward is trying to
clarify contracts and contract enforcement, something that is very
important in thinking about resolution of the large, complex finan-
cial institutions. New authority is given to the Treasury and the
FDIC, but that authority has not really been clarified yet by the
regulators. I think that is of the utmost importance. One of the
challenges that we saw during the crisis was the uncertainty about
contract enforcement, uncertainty about what is mine and what is
thine in customers’ accounts, and that is a recipe for an implosion
of the business model and for just uncertainty where people in gen-
eral pull back. So I urge greater clarity on that.

Second, as has already been discussed, over-the-counter deriva-
tives markets, trying to migrate those to cleared platforms, pro-
viding more information to market participants, more information
to supervisors, and better incentives to avoid risk concentrations,
as we saw in AIG.

Third, I wanted to think about activity restrictions. And interest-
ingly, Chairman Volcker in his testimony says that his first prin-
ciple is that risk of failure of large interconnected firms must be
reduced, whether by reducing their size, curtailing their inter-
connectedness, or limiting their activities. So it is interesting that
he sees those as alternatives, and I think in thinking about it from
a cost-benefit perspective, that is the appropriate way to think
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about it. What is the best way to try to limit those kinds of risks
to both the taxpayer and to the system overall?

I am not 100 percent convinced that trying to draw the lines on
what is and is not different types of trading activities will be the
most effective way of getting there. As was discussed in earlier
questioning, there is a lot of uncertainty about where the line
should be drawn, and I think the greater clarity, the better. I was
very heartened that former Chairman Volcker said that he did not
want to exclude market making. I think it is very important not
to exclude that very important function that provides liquidity and
robustness to the markets in general. We would not want to have
the unintended consequence of producing rules that actually make
markets less robust rather than more robust. But I think it is very
difficult to draw those lines clearly and crisply and ensure that we
do not have unintended consequences of pushing activities off bal-
ance sheet or into the shadows, and so I think it is incumbent upon
the supervisors and regulators to have much greater clarity when
it comes to those issues.

Also, something that has been mentioned is the culture of insti-
tutions and the culture of risk taking if these activities are there.
I think it is important to remember that there were many institu-
tions that were much more narrowly focused, primarily on mort-
gage lending, institutions like Washington Mutual, Countrywide,
Indy Mac, that were not engaged in proprietary trading, not en-
gaged in these other activities that may involve risks. But we are
reminded that even their core activity of mortgage lending was ex-
tremely risky and brought these institutions down. So it is not
clear to me that simply removing these activities will be things to
change the culture or make institutions more stable. In some cases,
as we have seen, very focused institutions actually could be quite
unstable.

Thank you very much.

Senator BROWN. Thank you, Dr. Kroszner.

Dr. Hoenig, let me begin with you. I want to follow up on the
concentration question that we discussed with Chairman Volcker.
You and I have talked in the past about the importance of manu-
facturing. Your region was obviously a major manufacturing center
and other things. The last 35 years, the share of GDP of manufac-
turing and financial services basically flipped. Thirty years ago,
manufacturing was 25 percent plus of GDP and financial services
about 10. Those numbers have more or less reversed in more mod-
ern days.

To what do you attribute this growth of finance versus manufac-
turing in the real economy? Has this benefited our country? Give
me thoughts on sort of how it happened and how Federal policy
may have contributed to it.

Mr. HOENIG. Well, relative to the manufacturing side, there are
a whole host of considerations in terms of international competi-
tiveness and all these sorts of things. But in terms of the growth
of the financial industry, I think it is clear that if you provide a
subsidy to an industry, as we have the financial industry in terms
of these largest institutions, that is, when we passed the Gramm-
Leach-Bliley Act, we allowed these high-risk activities, broker-deal-
er activities, into the safety net, which is a subsidy.
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We allowed them to, number one, leverage up and to become
larger than they otherwise would have because they could take on,
number one, greater risk with less capital required. Therefore, they
could balloon their balance sheets, and they did. And I think those
are the kinds of things that contributed to their very rapid growth
and very strong drive toward mergers, consolidation—and the ef-
fect was concentration in the industry.

It is partly the subsidy that is provided through the protection
of the safety net that contributed to their advantage. You did not
have the same, and, I think, wisely so, subsidies going into nec-
essarily these other industries, although subsidies is a big issue in
the United States, I realize, for other industries, as well. But I
think for the financial industry, it was a big factor allowing them
to grow and take on greater risk.

Senator BROWN. Thank you. Before I move on, Dr. Hoenig, I
would like to submit for the hearing record a speech that Dr.
Hoenig gave in Prague in 1999. You talked about the wave of
mega-mergers and the problem of too-big-to-fail. Your prescience,
unfortunately, was pretty accurate there, and without objection, I
would like to submit that for the record, the speech.

Senator BROWN. Three years ago or so, Dr. Hoenig, you said that
when Gramm-Leach-Bliley passed in 1999—this was now 10 years
later, you said this in 2009—the five biggest banks held 38 percent
of the assets in the financial industry. That, by then, had grown
to 52 percent. I would like to ask you both, each of you, a three-
part question. I will start with Dr. Hoenig.

Tell me what this growth and consolidation has meant in three
ways. One, for the management seeking to understand the compa-
nies they are running, so this huge growth, what it means to peo-
ple actually in charge of running these institutions. Second, to the
authorities monitoring these risks, how the regulators have been
able to both understand and regulate these much larger entities.
And, third, what it has meant to the community banks that are
competing with these ever-growing mega-banks.

Dr. Hoenig, I will start with you on the three-part question, then
Dr. Kroszner.

Mr. HOENIG. If I can, Senator, I would go back to my confirma-
tion hearing when it was pointed out that if a bank is well capital-
ized, well managed, and well supervised, it will not fail. And if you
think about the decade following Gramm-Leach-Bliley, allowing
these institutions, these broker-dealer activities and institutions to
be brought into the safety net, it encouraged through the safety
net, enormous increases in leverage and debt. We saw the capital
levels of our financial institutions decline, or the leverage increase,
and so we had weaker capital, very thin capital levels when the cri-
sis emerged in 2007 and 2008.

Second, we allowed the scope, if you will, of management to, I
think, go beyond its capacity. It was not just these very important
activities of lending and payment system intermediation that were
there. Now you had all these new high-risk-oriented broker-dealer
activities. So the scope of management had to be able to cross over
and manage these activities. That was an enormous additional
level of responsibility that clearly was beyond management’s ability
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to monitor and to control the risk. Had they been able to, we would
not have had the crisis. So it was outside their bounds.

And I think in terms of bank supervision, if it is beyond the man-
agement and directors’ ability to control this risk and monitor this
risk, I think it is a lot to ask the supervisors to fill the gap when
you are pushing this risk off balance sheet and other ways of doing
it. It is a lot to ask the supervisor.

So what is the effect on the community bank? It is important be-
cause when you give one sector an advantage of this very signifi-
cant too-big-to-fail safety net. Then, where are you going to put
your funds as a major or as a medium-sized company or corpora-
tion? You are going to put it with the institution that will not be
allowed to fail, and that is a nice advantage if you want to grow
and become more, I would say, dominant in the industry.

And the other thing about it is—in that sense, it is unfair be-
cause it does make consolidation even more important to the larg-
est institutions—maintains too-big-to-fail—and that is a disadvan-
tage to the regional banks and, I think, to the community banks,
as well. That is how I have judged it over the last decade watching
this emerge.

Senator BROWN. Dr. Kroszner.

Mr. KrOsSzZNER. I will try to be brief. On the management issue,
going back to the examples I had given of institutions that were
very focused on a narrow set of activities, mortgage lending, that
did not necessarily make them better managed or less risky, and
there are some very large complex institutions that seem to have
done well in the crisis internationally, both in the United States
and outside of the United States, banks that have been more uni-
versal banks.

We can find examples on either side. So I am not saying that it
is consistent that diverse banks are always better managed and fo-
cused banks are always worse managed. That is certainly not the
case. But I think it is very hard to generalize. I really think it de-
pends upon the structure of the institution itself and the super-
visory process over it.

Senator BROWN. So these banks are not necessarily—sorry to in-
terrupt, but——

Mr. KROSZNER. Sure.

Senator BROWN. These banks, as I think Dr. Hoenig implied, if
not said directly, in your mind are not by nature of their size too
big to manage, if I could

Mr. KrROSZNER. Not necessarily, because we could see that there
were some smaller institutions that were more focused that I think
were very poorly managed and badly managed. So there are cer-
tainly some institutions that were not very well managed that were
very large, so I do not want to say that in all cases they have got-
ten it right. In most—I should not say most, but in many cases
they got it right.

Senator BROWN. In essence, they are not too big to manage.

Mr. KrOSzZNER. Not in principle too big to manage, that is right.
But they certainly could be. Just the small institutions could be
very poorly managed. Focused institutions like the ones that we
are focused on, the mortgage market, many examples where they
were, unfortunately, very poorly managed.
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That brings us to the next step about the authorities and the reg-
ulators, and this gets back to one of the issues that I had men-
tioned in my oral remarks about pushing things off into the shad-
ows. So in principle, if you can make things very transparent, very
simple, they are easier for the regulators to monitor. The challenge
is that even if we try to do that for one set of organizations, that
does not mean that the risks disappear.

As Tom Hoenig made very clear in, I think, his very interesting
proposal, he wanted to focus on not just the banking system, but
also the shadow banking system, because when you put restrictions
on one piece, there is a natural tendency for some of those activi-
ties to occur elsewhere. We sometimes would joke about the whack-
a-mole problem, that you push down the mole that pops up from
this game in one spot, but it pops up somewhere else. The risk does
not disappear even if you get it out of one particular set of institu-
tions because of the interconnections. Those activities typically are
done either off balance sheet or very close to the bank as other
funders are funded by the banks.

So it is not clear to me that we actually can make the system
easier for the regulators if one set of institutions may have fewer
activities but a lot of those other activities do not actually dis-
appear but are taking place in the shadows.

The issue of the community banks. I very much share Tom
Hoenig’s view that we should not be having subsidies to one type
of institution versus another institution. To use the public fisc to
try to unbalance the competitive landscape is inappropriate, incon-
sistent with free markets, unfair, and not good policy. So we cer-
tainly want to try to rein in any particular subsidies that are being
given to one type of institution versus the other to maintain the
robustness of the 6,000 community banks that continue to exist in
the United States today.

Senator BROWN. And do you agree—I was not clear on how far
your agreement with Dr. Hoenig was in terms of the advantages
that large banks get over small banks in terms of the way the sys-
tem has been built, that the less expensive the financial market,
the advantages they get that way, in borrowing and other things.

Mr. KrROSZNER. Well, I think the community banks are largely in
different markets than the largest five or six institutions, or three
or four institutions, that are really focused internationally on very
large lending. So there is a lot of separation in the activities that
they undertake. There are concerns on both sides that there are
some subsidies on the smaller bank side from some of the safety
net as well as on the larger bank side, and I think a careful cost-
benefit analysis should be done to identify where those subsidies
may be and, as much as possible, eliminate them, because I think
both it is unfair and not good policy.

Senator BROWN. And do you agree that there are different con-
sequences if a small bank fails versus a larger bank fails?

Mr. KROSZNER. There may well be different consequences. The
key is whether you have correlation of the risk. So if it is just an
isolated institution, just that there is a problem with that one insti-
tution, that is one issue. But if you have 1,000 institutions that are
all doing the same business, exposed to the same risks, and if one
goes down, that is effectively the same as a thousand of them going
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down, then it may not make that much of a difference whether we
have a few larger institutions or a thousand that may go down si-
multaneously.

Senator BROWN. Thank you.

Senator Corker.

Senator CORKER. Thank you, Mr. Chairman, and thank both of
you for being here, and Dr. Hoenig, thank you for the time we
spent yesterday. I appreciate it and am looking forward to the
Hoenig Rule someday.

[Laughter.]

Senator CORKER. But, look, you had made some comments earlier
on. We had gone back, talking about Dodd-Frank itself, and I want
to get to the model that you propose to have. It is really Glass-
Steagall on steroids in many ways. But you talked about Dodd-
Frank and the fact that it actually made our banking system, our
financial system, less safe, and I am just—and you went on to say,
“I do not see a system that is more safe. I see it as less safe. What
about it has made it more safe?” When you say that, what is it in
particular that you are referring to, if you can generalize?

Mr. HoENiG. OK. What I am saying is if we have the elements
of the resolution, which I think is extremely important, we also
have the view that this new legislation will eliminate future crises
that we have out there. And I think—I said I am skeptical, and I
think skeptical is healthy in the sense that 30 years of asserting
that we have no institution too-big-to-fail and then bailing them
out is something that we need to be aware of. But, the real advan-
tage is it makes us more resolute to make sure that we do take
them into either bankruptcy or receivership going forward, and I
think that is extremely important.

Now, Dodd-Frank does give us the mechanism to do that. It is
whether we have the will going forward. Now we have even larger
institutions accumulating greater risk and concentration, so the
“will” part will be even more difficult come forward.

What the proposal I put forward says is, let us take these high-
risk activities and let us move them out into the market and let
the market be the judge there, and the part that was meant to be
protected by the safety net—the payment system, the settlement
system, the intermediation process—Ilet us allow that to continue
to be protected, but we take these others where the subsidy has al-
lowed the leverage to move up and take that away. Then Dodd-
Frank becomes even more, I think, powerful in the sense of resolv-
ing institutions that, in fact, fail with the next crisis. And I think
that is where we have an opportunity to strengthen our hand going
forward.

And I want to comment on the fact that if, as some people say,
if you take this away, we will not be as competitive. But in the
1980s and 1990s before the repeal of Glass-Steagall, the United
States had the most vibrant banking and capital markets in the
world. People came to us to get the financing, every bit as much
as anywhere else in the world. When I say move them out, I do
not mean let us eliminate market making. I do not mean, let us
eliminate trading. I am saying, let us put it into the market where
it can meet the market test, where it can be competitive and where
the greatest innovation will come from. By putting them together
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and putting that subsidy around it, I think you inhibit our ability
to compete in the world today in a vigorous and in a capitalistic
sort of way, and that is my whole point for this proposal.

Senator CORKER. I know we had a lot of discussion around the
Federal Reserve Rule 23(a), and I know we are going to talk about
that some more later——

Mr. HOENIG. Right.

Senator CORKER. because there is a firewall that is being cre-
ated there from the standpoint of money flowing back and forth
and I look forward to future conversations there.

But your approach is—what you are saying is you do not think
Congress should even consider arbitrarily limiting the size of an in-
stitution. You think that separating one type of activity from the
basic activities that banks did originally, you think separating
those two is probably the best route to take, and over time, because
of that separation, the size issue will resolve itself, is that correct?

Mr. HOENIG. Yes. I am saying that if you try and resolve it by
arbitrarily putting a size limit on, what is your principle for that?
Is it antitrust? What is it? When you say, let us move these out,
if you take these high-risk activities and move them out and make
them subject to the market where they can fail, I think that be-
comes its own, if you will, control system.

In commercial banking, now, we are going to have large institu-
tions. We always have. But at least it allows the regional bank and
the community bank to compete on a more equal footing. And this
country has always had a range of very large institutions to very
small in the financial side and it has paralleled our industrial
side—large industrial to small. And we have been able to have a
broad cross-section of each.

We are now moving this into fewer and fewer institutions where
everything has to take place and I think that disadvantages the
vibrance of the United States, our entrepreneurial spirits that come
from local financing, and I think it compromises that because it fo-
cuses everything on fewer and fewer banks over time, and that is
what we want to avoid. I think we will always have large institu-
tions, but when you level the playing field, I think you also allow
for continuation of having small to medium to regional institutions
competing and providing credit in the market. I think that not sep-
arating out the subsidy to the largest institutions handicaps the
rest of the industry and, I think, handicaps, if you will, Main
Street America.

Senator CORKER. Well, listen, thank you, and again, I really en-
joyed the time and look forward to furthering our conversations. I
know the last two witnesses have referred to the resolution piece,
and while it did not end up perfectly, that is certainly an area that
I know myself and Senator Warner spent a lot of time on, and
hopefully, officials will have the courage to put a bank out of its
misery if it fails. I know the tools certainly have been given there.
And I think there are some more evolutions that need to occur. I
mean, some of the bankruptcy components that we were not able
to get into the bill should be there.

Dr. Kroszner, you spoke about—in your testimony, you made
comments about cost-benefit analysis. I am hearing out there in
sort of the world of people dealing with regulators that there really
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are not appropriate cost-benefit analyses being done on these rules
and there are many people who are predicting a plethora of law-
suits down the road as these rules actually come into play because
the regulators are not adhering to Congressional mandates of en-
suring that there are cost-benefit analyses. I am wondering if you
are hearing the same thing.

Mr. KrOSZNER. Well, I think it is extremely important to focus
on cost-benefit analysis. I mean, if you—and it has bipartisan sup-
port. I was actually recently reviewing the Executive Orders from
President Reagan and from President Obama on exactly this issue
and it is really quite surprising how similar they look. So I think
there is agreement across the aisle that to make good policy, you
have to think about the cost and the benefits.

Obviously, there have been a number of lawsuits that some regu-
lators have lost recently because they have not properly done eco-
nomic analysis. I think it is very important to do that. I think that
should be the focus of both thinking about what the objectives are,
thinking about what the relevant alternatives are, and then doing
as best a job as possible. It is never going to be perfect because you
are trying to predict the future. You do not have the future data.
But you can draw on historical analogies, international analogies,
and different economic theories to try to get a feeling for what
would make the most sense to try to address the objective you
have.

And I think that is very important, because one of the disciplines
that cost-benefit analysis does, it asks you, what are you trying to
achieve? Sometimes people just have various objectives that are not
well specified, not well focused. But it forces the policy process to
address that. And so the more that they do, the better it will be.

Senator CORKER. Let me ask you this. What is driving many of
the regulators that are promulgating these rules? What is driving
them, especially around Dodd-Frank, not to be doing what they
have been mandated to do as it relates to cost-benefit analysis?
And, Dr. Hoenig, if you want to weigh in on that, because I do
think these rules are going to be on their way for years. We have
done anything but create predictability

Mr. KROSZNER. Yes.

Senator CORKER. at a time when people talk about predict-
ability. As a matter of fact, you would have to wonder what
Congress’s intent was with all of Dodd-Frank when it was put in
place from that standpoint. But what do you think is driving regu-
lators to ignore this cost-benefit analysis and set themselves up for
major setbacks down the road?

Mr. KrOszNER. Well, I am hoping that they are not. I am not
privy to the internal processes, so I do not want to say anything
specific about any particular process. But I think a lot of regula-
tions—a lot of regulatory processes, more than 100, I believe, were
set in train by Dodd-Frank with a relatively tight time table. And
so that perhaps may have put some constraints on the ability to
take as much time to gather the data and do the analysis that is
necessary.

This is one of the issues, I think, that has come up with the
many questions that were in the Volcker Rule proposal. A lot of
them involved requests for data, which I think is exactly the right




24

thing for the regulators to do. And if it need be that it takes a little
bit more time to do the analysis, to be able to draw the lines appro-
priately to really try to minimize unintended consequences and in-
crease the robustness of the system, I would be very sympathetic
to allowing more time for that.

Mr. HOENIG. I would offer this. I am only getting involved in it
in the last month, but I would share this observation, that there
are two complaints that I see coming forward, that they are not
moving fast enough and that they are moving——

Mr. KROSZNER. Too fast.

Mr. HOENIG. too fast.

[Laughter.]

Mr. HOENIG. I do think that they are being very careful, because
I think most of the regulatory authorities understand the law of
unintended consequences, have seen it and are worried about it,
and, therefore, are trying to be very deliberate. And I know from
experience that cost-benefit analysis is very time consuming and
very slow and I think that is one of the reasons that, for some, this
has been going slower than people would like.

So I think there is a sincere effort to get this right, but it is a
big piece of legislation. There are a lot of moving parts in it. And
it is probably going to be hard to satisfy everyone when we get
through with this.

Senator CORKER. Thank you both very much.

Senator BROWN. Thank you both for joining us. Dr. Hoenig,
thank you and thanks for your service. And Dr. Kroszner, thank
you very much for joining us.

Mr. KROSZNER. Thank you.

[Pause.]

Senator BROWN. The third and final panel—thank you for joining
us. Thank you very much for your patience and for waiting through
two panels. They were interesting. I know we all learned—at least,
I think, Senator Corker and I learned some things.

Tom Frost is a lifelong banker, the fourth generation of his fam-
ily to oversee the Frost Bank, which was founded in 1868 in San
Antonio, Texas. He is the Chief Executive of the Board of Frost Na-
tional, with 78 financial centers across Texas.

Marc Jarsulic is no stranger to this Committee. He worked as an
economist on the JEC, the Joint Economic Committee, and was a
senior staffer for the Senate Committee on Banking under Chair-
man Dodd during the crafting of Dodd-Frank. Mr. Jarsulic cur-
rently serves as Chief Economist at Better Markets, an organiza-
tion that promotes the public interest in the capital and commod-
ities markets.

James Roselle is the Executive Vice President and Associate
General Counsel of Northern Trust Corporation, a global financial
services firm based in Chicago. He is focused on regulatory changes
resulting from Dodd-Frank and briefs his firm’s Board of Directors
on these issues.

And Mr. Anthony Carfang is the Director of Treasury Strategies.
Mr. Carfang has helped some of the world’s largest banks and secu-
rities firms to position their services in the marketplace. He has
advocated for the interests of his clients with regard to regulatory
issues and liquidity management.
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Thanks to all four of you. Mr. Frost, would you begin.

STATEMENT OF TOM C. FROST, CHAIRMAN EMERITUS, FROST
NATIONAL BANK

Mr. Frost. Well, thank you for inviting me. It is a real honor for
you to have me here, and I especially note that except for my com-
patriot from Northern Trust, we are the only people who are actu-
ally practicing in the industry that you are listening to. And I
would hope that you would, in the future, hear more from us who
are in the business than just listen to educators and regulators,
many of whom I agree with, but I think to hear practitioners—
banking has been in my DNA, as you said, for now 5 years [sic].

I am from San Antonio, Texas, and I served for 57 years, 26 of
them as Chief Executive Officer of a commercial bank established
by my Great-Grandfather. The institution grew and prospered
through money panics, wars, and depressions, now with $20 billion
in assets and now 115 offices, all of them in Texas. The Frost Bank
did not take Government funds from the issuance of preferred
stock in 1933 and was one of the first banks to refuse TARP money
in 2008.

I personally survived the very difficult times of Texas in the
1980s where many lessons were learned and the Frost Bank was
the only one of the top 10 commercial banks in Texas to survive
through a period when a significant number of banks failed and
most of the savings and loans were closed.

I will start out with my first days as a young college graduate
and a fresh employee of the institution I have just described, and
I want to say as an aside, one of the things I am going to be talk-
ing about here is a difference in cultures, and I want you to focus
on that. We have all talked about where people came from, how big
they are, what kind of people, where we have not talked about the
culture in which they lived and worked.

My Great Uncle Joe, who was then CEO—this is 1950 when 1
got out of college—I was a young, inexperienced banker. I had been
there in the summers. He told me that the very first goal we had
was to be able to return the deposits received from the customers—
the first goal we had. Our obligation was to take care of the com-
munity’s liquid assets and to manage them in a safe and sound
fashion for the use—loans—of the community to grow.

Uncle Joe told me in 1950 that we were not big enough to be
saved by the Government, that we would need to always maintain
strong liquidity, safe and sound assets, and adequate capital. I was
impressed by the fact that the need to make money was not high
on this list but does occur if sound banking practices are observed.

Uncle Joe was not a fan of the FDIC. He told me it took his
money to subsidize his inefficient competition. I personally support
the FDIC as a protector for the depositor, but want to suggest that
this safety net apply only to banks which receive FDIC-insured de-
posits. I am convinced that offering the safety net to other financial
institutions which provide services not deemed appropriate for de-
posit loan commercial banking institutions is not sound public pol-
icy.

The deposit facilities of financial institutions which provide pri-
marily investment, hedging, and speculative services should have
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no taxpayer safety net. These institutions should be governed by
market forces with investors understanding what can be earned
and what can be lost. This would involve the need to separate two
cultures, the one which Uncle Joe articulated and our family has
followed for 144 years, by establishing long-term customer relation-
ships and building our community and preserving its liquid assets.
Other financial institutions can provide the other services that are
not authorized to insured deposit banks at a potential good profit,
but without a taxpayer risk through a Federal safety net.

I would suggest that the two types of institutions have separate
ownership, separate management, and separate regulation. My
conviction comes after seeing both systems, which were separated
but now have been joined to create a situation which in 2008
brought bout the near catastrophe of collapse of the world financial
systems. Following the path that we are on currently will not only
provide opportunity for the same occurrence to be—consequences to
be repeated, but also mean the end of a banking system consisting
of many providers.

It seems we are rapidly approaching a system which will be an
oligopoly of a few major institutions whose management will not
only have the same concerns and dedications as emphasized by
Uncle Joe. So if both cultures are separated, the clients of both will
prosper, but without the inordinate risk of a potential massive cost
to the taxpayer.

I thank you for giving me the opportunity to express my opinion,
which has been developed over a half a century’s experience and
has led me to the conviction that the insured deposit banking sys-
tem we had was effective, worked well, and did not require any sig-
nificant Federal support until 2008 when other activities of large
institutions involved in so-called investment activities nearly de-
stroyed the financial system and imposed enormous costs on tax-
payers to the present day.

Gentlemen, what we are talking about is a conflict of cultures,
and I would like to ask you to even stop and talk about doing some-
thing differently than what is proposed to you in Dodd-Frank and
talking about the separation of the cultures, the absence of a Fed-
eral safety net for one, different regulation, different ownership,
and the market activity organized—supported by one, and to take
a look at a different way to do things, because if we keep things
doing the same way over and over and expecting different results,
I think, facetiously, that is called insanity, and I think we are on
the level of going to do the same thing over and over and over
again with what we are proposing.

Thank you.

Senator BROWN. Thank you, Mr. Frost. We appreciate your com-
ments.

Mr. Jarsulic, welcome again back to the Committee.

STATEMENT OF MARC W. JARSULIC, CHIEF ECONOMIST,
BETTER MARKETS

Mr. JArsuLic. Thank you, Chairman Brown, Ranking Member
Corker. Thank you for the invitation to Better Markets to testify
today.
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Let me start with the observation that the very largest bank-
holding companies, which for convenience we can think of as the
10 largest, are now distinctly different from the rest of the banking
industry. They are more highly leveraged than other banks. They
are far more likely to operate large and complex broker-dealers.
And they are more likely to be directly dependent on unstable
sources of short-term financing. Each of these characteristics made
the large bank-holding companies vulnerable during the financial
crisis and each of these characteristics needs to be addressed by ef-
fective implementation of relevant sections of the Dodd-Frank Act.

During the crisis, high leverage, that is, a high ratio of assets-
to-equity, increased the likelihood that the large bank-holding com-
panies would become insolvent if asset prices declined significantly.
During the period 1990 to 2000, the 10 large bank-holding compa-
nies had a leverage ratio of about 20-to-1, which in itself is fairly
high. By the end of 2000, the leverage ratio had risen to 34, and
this put the large bank-holding companies at approximately the
same level of the five largest stand-alone investment banks, who
had a leverage ratio of 36.

Thus, in 2007, large bank-holding companies, like the large in-
vestment banks, could see their equity wiped out by a 3-percent de-
cline in asset values. Their funding sources and assets were not
identical to the investment banks, but on the important dimension
of leverage, they were in the same ballpark.

Proprietary trading made them less safe because the speculative
positions can quickly produce large unexpected losses which may
not be backed up by sufficient capital. I think the trading losses at
Citigroup are a case in point. As part of its trading operations,
Citigroup was one of the largest issuers and traders of CDOs in the
world, many of them backed by subprime mortgage-backed securi-
ties. But Citigroup was unwilling to sell the so-called super senior
tranches of these CDOs at market clearing prices, so between 2003
and 2007, they accumulated $43 billion worth of these securities
which they held in conduits and in the trading book. But in 2007,
when the subprime mortgage market tanked, Citigroup had to
start writing things down, and by the end of 2008, they lost $39
billion on these CDO-related positions. So very early in the crisis,
proprietary trading did significant damage to a big bank-holding
company.

A final area of instability comes from the dependence of the large
bank-holding companies on short-term very unstable financing.
This makes the banks less safe because creditor runs can force
asset sales and realization of losses. And during the crisis, there
were runs on both repo borrowing and asset-backed commercial
paper. The trading operations of the large bank-holding companies
and investment banks are often highly dependent on repo funding,
which is collateralized short-term borrowing, often for periods as
short as a day. It is estimated that in 2007, the five largest invest-
ment banks funded as much as 42 percent of their assets on repo
funding. That is, they were borrowing every day to support their
book, and I do not think there is a good reason to believe that bank
traders were operating differently.

Second, the banks commonly use conduits, which issue short-
term commercial paper backed by a pool of assets, because it allows
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them to increase their leverage at a relatively low cost. But again,
there was a run on asset-backed commercial paper during the crisis
and ultimately the Federal Reserve had to step in to rescue this
market.

Given the scale of the large bank-holding companies, these
vulnerabilities also threaten the financial stability of the system as
a whole. No large bank-holding company failed, but I think if you
look back to the scale and scope of the rescue effort at Citigroup,
we can see that it was a very close thing.

So to prevent the recurrence of near catastrophes in the future,
regulators need to use the tools created by Dodd-Frank to eliminate
the threats to financial stability that are caused by large bank-
holding companies. In particular, we need, one, effective leverage
limits for the largest bank-holding companies. Section 165 of the
Dodd-Frank Act gives the Federal Reserve the option to impose
much higher capital requirements on the banks. The Fed is impos-
ing Basel III requirements, and these, for reasons we could talk
about, seem relatively inadequate.

Second, effective implementation of the Volcker Rule would do a
lot to reduce the risk created by bank trading operations, and I
think that there are two parts to this. One is a well defined defini-
tion of market banking so that it cannot be gamed and cannot be-
come a source of risk. But of equal importance are significant lever-
age limits on trading operations because they are based on a fund-
ing model which is highly leveraged and highly unstable.

And finally, there needs to be an effective regulation of shadow
banking activity, in particular, aspects of the shadow banking in-
dustry that cause potential creditor runs on these big bank-holding
companies, for example, the behavior of the conduit market.

Taking these steps, I think, will go a long way to containing the
risk posed by the size and complexity of the largest bank-holding
companies. Thank you.

Senator BROWN. Thank you.

Mr. Roselle, thank you for joining us.

STATEMENT OF JAMES E. ROSELLE, EXECUTIVE VICE PRESI-
DENT AND ASSOCIATE GENERAL COUNSEL, NORTHERN
TRUST CORPORATION

Mr. ROSELLE. Thank you, Chairman Brown, Ranking Member
Corker. I appreciate the opportunity to testify before you today on
behalf of Northern Trust.

Northern Trust supports the very positive efforts of Congress and
this Committee to put in place reforms that reduce risk to the fi-
nancial system, and many of those are included in the Dodd-Frank
Act. Those are all very good reforms. However, it is essential that
efforts to reduce risk are carefully calibrated so they do not inad-
vertently restrict or harm core banking activities that serve the
needs of customers in the United States and around the world, that
provide employment for our citizens, and that promote the econ-
omy.

I would like to focus my testimony on specific provisions con-
tained in the Volcker Rule to show why it is so important to con-
sider the full impact of regulatory reforms in order to avoid unin-
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tended negative consequences for individual banks and for the
economy more generally.

Northern Trust does not engage in the types of activities the
Volcker Rule intended to prohibit. In fact, we heard from Chairman
Volcker earlier that he thought the proprietary trading rules would
only impact maybe six to eight institutions. I wish that were true.
Specifically, Northern Trust does not engage in high-risk propri-
etary trading and investment activities. Because of the traditional
nature of our core banking business, we anticipated the Volcker
Rule would have little or no impact on our business. The rules as
currently proposed, however, will adversely impact traditionally
low-risk business activity that investors rely on for investment
management purposes. If not corrected in the rulemaking process,
a core banking business of Northern Trust and other banking com-
panies will be adversely impacted, which may ultimately impair
the competitiveness of U.S. banks in a business where we are the
acknowledged global leaders.

Today, I want to summarize three parts of the proposed rule to
implement Volcker that go beyond what the law requires and that
may significantly impact Northern Trust and our clients. First, the
proposed rule unnecessarily includes a broad range of funds that
banking entities will be restricted from sponsoring or investing in.
The definition of a covered fund would capture nearly all foreign
funds, as well as many other entities that do not have traditional
hedge fund or private equity fund characteristics. This definition is
important, because if a bank is deemed to be a sponsor or an advi-
sor to a covered fund, then the proposed rule—then under the pro-
posed rule, the bank is prohibited from providing any credit what-
soever to the fund under the super 23(a) provisions.

Ordinary custodial and administrative services provided to our
clients must include the provision of intra-day or short-term exten-
sions of credit to facilitate securities settlement, dividend pay-
ments, and similar custody-related transactions. These payment
flows are expected in order for transaction settlements to operate
smoothly and they have been encouraged by global financial super-
visors. Nevertheless, these low-risk extensions of credit appear to
be considered as prohibited covered transactions under the pro-
posed rule.

Second, the proposed inclusion of foreign exchange swap and for-
ward transactions within the proprietary trading prohibitions will
result in damage to a traditional and low-risk activity with no off-
setting benefit to the U.S. financial system. As a significant global
custodian and asset manager, Northern Trust carries on an active
foreign exchange trading operation that is directly related to our
core client services. In essence, these currency transactions are
simple cash management transactions used by our clients to effi-
ciently manage cross-currency needs. The agencies should exclude
these transactions from the trading restrictions for the same reason
that the Treasury Secretary proposed to exclude them from Title
VII of Dodd-Frank.

Third, the compliance requirements in the proposed rule are un-
duly burdensome and will unnecessarily increase compliance costs
for banks with little or no offsetting benefit. The proposed rule es-
sentially requires the bank to prove that each transaction does not
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fall within the prohibited category and requires banks to produce
a large number of compliance metrics which will result in consider-
able systems expenditures and ongoing costs of compliance. We be-
lieve the agencies could carry out the intent of Congress more effec-
tively and with less cost to the banking system with a simpler rule
that is supplemented by a few key metrics and active supervision
of bank trading risks and practices.

We urge this Committee to encourage the agencies to adopt final
regulations that carry out Congressional intent to prohibit high-
risk trading and investment activities but not to adversely impact
those traditional business activities that played no role in causing
the financial crisis. Preserving our business models will ensure
that U.S. banks can operate effectively and competitively while pro-
tecting against negative impacts on the broader economy and U.S.
employment.

Thank you, Chairman Brown, Ranking Member Corker, for al-
lowing me to present Northern Trust’s views on this critically im-
portant topic.

Senator BROWN. Thank you, Mr. Roselle.

Mr. Carfang, welcome. Thank you for joining us.

STATEMENT OF ANTHONY J. CARFANG, PARTNER AND DIREC-
TOR, TREASURY STRATEGIES, INC., ON BEHALF OF THE U.S.
CHAMBER OF COMMERCE

Mr. CARFANG. Thank you, Chairman Brown, Ranking Member
Corker. I am delighted to be here today on behalf of the U.S.
Chamber of Commerce, the three million members, each of whom
are customers of banks. So we are representing the customer side
this afternoon, as well.

My name is Tony Carfang and I am partner with Treasury Strat-
egies. We are a leading consulting firm in the area of Treasury and
cash management. We help corporate treasurers day in and day
out manage their risk, raise their capital, fund their accounts, and
meet their payrolls. We also work with the financial institutions,
large and small, in fact, around the globe, who provide services to
businesses to make productive use of their capital.

I would like to leave you with four messages today. Number one
is that the U.S. economy is the most capital efficient in the world.
None comes close, and I will share with you some statistics in a
second. But I want to say that this is a delicate balance and we
need to make sure as we move to the next generation of financial
services we do not destroy the capital efficiency that we have
worked two centuries to achieve.

Number two is that the U.S. financial system is a very delicate
mosaic of banks, money market funds, securities firms, institutions
large and small serving corporations large and small who have
needs that in some cases are regional, in some cases are global,
some are industry specific, and what we have is actually a very
beautiful mosaic of all of this coming together, and we need to un-
derstand how this all works before we begin changing it.

The third point I would like to make today is that risk is like
energy in that it can neither be created nor destroyed. It can only
be transferred. So please do not be lulled into thinking that if you
eliminate a risk in a particular institution that that risk goes
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away. It goes somewhere else and we need to understand where it
goes. So, for example, if a bank is unable to help a client hedge
commodities, let us say, and there is a farmer out there somewhere
whose profit, whose crop is at risk, so we have taken the risk out
of the bank and put it back on the farm. We need to be careful
about that. Similarly, a manufacturer who cannot hedge foreign ex-
change may choose not to export and may actually shrink the size
of the company. There is an interconnectedness here that we need
to be very careful to preserve.

The fourth point I would like to make is that we are in the midst
of an uncontrolled experiment. Now, we are not arguing against
regulation at all, but what is happening is that there are a number
of regulations being promulgated around the world right now that
are directed at financial institutions, things like Basel III, things
like derivative regulation, new talk of another round of money mar-
ket fund regulations. All of these are untested and they are all de-
signed, oriented toward financial institutions, but, frankly, they all
land on the desk of the corporate treasurer. The financial institu-
tions are the intermediaries. It is the consumer, it is the business
person, it is the corporate treasurer that is dealing with all of these
simultaneously.

Senator, you raised the question of cost-benefit analysis earlier,
and frankly, not only do each of these need to have a much more
thorough cost-benefit analysis, but they need to be analyzed in the
context of their interrelationship and what it means to simulta-
neously change a liquidity requirement, add a capital requirement,
eliminate a trading business, and throw in a little bit of risk man-
agement or whatever you want. We have an experiment that is
moving out of control.

I would like to go back to the point of capital efficiency because
that is a hallmark of American business. U.S. companies are sitting
on a record amount of corporate cash, and I am sure you see those
headlines, $2.2 trillion at the end of the last quarter. That rep-
resents 14 percent of U.S. GDP. A similar ratio in Europe is 21
percent. That is, European corporations hold cash on their balance
sheets equal to 21 percent of the total GDP of the Euro zone. You
might say we are 50 percent more efficient. Should we lose this
capital efficiency and companies move to this 21 percent range as
a result of some regulations that are not totally thought through,
that $2.2 trillion on Americans’ balance sheets at 14 percent, 21
percent, that translates to $3.3 trillion.

We are, in effect, taking $1.1 trillion out of the U.S. economy,
putting it in cash on balance sheets and effectively sidelining it. So
we have the potential here of destroying capital efficiency that has
a magnitude that is greater than the entire stimulus program, $1.1
trillion. That is more than QE II. That is more than the entire
TARP program. So I think we are playing with fire here and we
need to be very, very careful, hence the point on an appropriate
f)ost-geneﬁt analysis not only on one regulation but across the

oard.

We want to make sure that America’s businesses can continue to
have access to the capital markets and raise capital as efficiently
as possible so that they can grow their businesses, so that they can
create jobs, so that they can manage their risk.
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And I would say to you the real threshold question and what we
are putting at risk here is when a business’s treasurer calls a bank
to raise capital or to manage risk, is there going to be a U.S. bank-
er there to answer the call?

Thank you very much.

Senator BROWN. Thank you, Mr. Carfang.

I am a little confused. I was going to go in a different place, but
I want to follow up with your last statement there.

Mr. CARFANG. Sure.

Senator BROWN. The $2.2 trillion, the 14 percent of GDP that
sits as cash reserves, these are not just banks. These are—you are
talking about all American companies? You are talking about
Alcoa, any large manufacturers that sit on large cash reserves?

Mr. CARFANG. I am talking about all of America’s nonfinancial
corporations. This is published each quarter

Senator BROWN. Yes. I guess—that seems—I know of that. I
think we hear that often——

Mr. CARFANG. Yes.

Senator BROWN.——and I guess I do not think that it is a regu-
latory issue as much as it is these companies do not see, for rea-
sons of uncertainty or reasons of lack of demand, do not see it as
good economics for their companies, good policies for their compa-
nies to invest back in job creation, invest in capital equipment.
That is my understanding.

Mr. CARFANG. Well, and they also need that for working capital
and precautionary needs, as you just pointed out. And my point is
that the comparable number in Europe is 50 percent higher

Senator BROWN. Right. I got that, the 14 versus 21. I guess when
I talk to—and my State, Ohio, has a large number of major manu-
facturers. They tell me, 5 years ago, that a company might have
had $100 million in cash reserves, now has $400 million. That is
not a question of they need more in order to potentially protect
themselves as much as it is they do not see the demand in the mar-
ketplace for them to reinvest in the company, or they use those dol-
lars to buy other companies or stockpayer—stocks, whatever. OK.
Let me go somewhere else with this, and thank you for that in-
sight, Mr. Carfang.

Mr. Frost, you had mentioned, I thought, importantly so, that
you and Mr. Roselle are the only people that are working actually
in banks on any of three panels of the seven of you here today. Let
me ask you a question based on that. You are $20 billion in assets,
48th largest bank in the United States. That is one-one-hundred-
fifteenth the size of the largest bank in the United States. The
former executive of a trillion-dollar bank told the Financial Crisis
Inquiry Commission that it is impossible for executives to under-
stand the balance sheet of an institution of that size—that size,
115 times your size—on a daily basis.

I asked Mr. Kroszner and Mr. Hoenig about that. Do you think
those institutions, those five, six, seven, those institutions that are
a $1.5, $2 trillion in assets, are they too big to manage? We had
that question on the last panel. In your mind, from your experience
of 60 years at the bank and your family’s experience, are these too
big to manage?
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Mr. FrROST. I think, because of the cultures, they are impossible
to both be managed by the same manager. Now, you have read,
maybe, about Built to Last and Good to Best [sic], the books, and
those books say that the most effective corporations in all of Amer-
ica that were built to last did not have profit as a major objective
of the company, and the ones that went from good to best reduced
the level of profit making. So you have got a culture with the large
investment financial firms that deal only with transactions, where
the transactions work out to a direct impact on the pocket of the
person who is dealing with the customer. That is what investment
banking does, and they do it beautifully.

When you talk about Uncle Joe and talking to me, profit was
down at the bottom of the list, and our present mission statement
is we will grow and prosper by building long-term relationships
based on good service and high ethical standards and safe and
sound assets. But I want to tell you, the reason our mission state-
ment is that way has nothing to do with profit. It tells everybody
what to do when they come to work every day. Build relationships.
We build them with each other to have the ability to take care of
customers. We build the customers to take care of us.

So I do not think when you have the transactional businesses
that we are—Mr. Volcker talked all about them, the man from the
Federal Reserve of Kansas City later on talked about it. When you
have a manager that is basically thinking about his own pocket-
book and what he is going to gain by the dollars and cents that are
coming down and not thinking of the customer, you have a dif-
ferent culture than the one that I have grown up in, the Kempers
in St. Louis—I mean, in Missouri, there are two of them in Kansas
City, run beautiful banks, there is a man in Oklahoma who runs
the Bank of Oklahoma, same way. When you are working to take
care of the relationships with your customers for what will be of
value and benefit to them and taking care of them and great value
to the whole economy, the whole community, and profit comes if
you do that well without starting out and saying, I am making a
deal today because it is going to bring $500,000 into my pocket at
the end of this year by the bonus I am going to get.

So my answer is you cannot have the two cultures in one entity.
They have got to be in separate entities. And I am, in all due def-
erence to the U.S. Chamber of Commerce, we had big financial in-
stitutions, Goldman Sachs and others, that were doing very well
taking care of big companies internationally and we had big banks
that we could take care of and compete with very satisfactorily,
even though we are in different markets with the smaller entities,
and that system worked.

So in answer to your question, I think if we have the cultures
that do not understand, that operate differently, I think you cannot
possibly succeed, and that is what 2008 brought us. Two-thousand-
eight brought us the disaster of the culture that had profit at the
top of what they wanted to do. They did not care who ended up
with those mortgage bonds. They only cared about the interest to
them. And every single step felt that way in those mortgage things,
right down to the last poor dumb guy that bought them without
doing anything but looking at the ratings, and what we had was
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a disaster because everybody down the line was just making some
money off of it and had no vigorish in the game.

So, to me, your answer—my answer is, you cannot put the two
together. That is what we have demonstrated by getting away from
Glass-Steagall. You cannot put them together. You will have a dis-
aster. You will keep doing the same thing over again, and that is
the definition—and expecting a different result, and that is the def-
inition of insanity.

Senator BROWN. Thank you, Mr. Frost. A 144 years of success is
hard to argue with.

Senator Corker.

Senator CORKER. Thank you, Mr. Chairman, and I thank all of
you for your testimony.

If I understand you, Mr. Frost, what you are, I think, advocating,
generally speaking—I know it is a very general statement—but ba-
sically, Dodd-Frank did everything but address the core issue from
your perspective. It went around the world trying to address all
these little things that at the end of the day you think best could
be resolved by sacking Dodd-Frank and just going back to Glass-
Steagall, or maybe what Mr. Hoenig was referring to, Glass-
Ste:;lgall on steroids. Is that a generalization of what you are say-
ing?

Mr. FrosT. Well, yes, both of them are, but Dodd-Frank, of
course, had a big package of things that, I think, were a big mis-
take and ought to have been dealt with separately, and I am only
talking about one of them and the one of them is the separation
of the two financial systems, the one with the safety net which
worked and we had—we solved in this country every single com-
mercial bank failure, including all the large banks in Texas. And
I do not care what Governor Perry said running for President.
Texas has had a few things that were not exactly perfect—not very
many, but the banks were one. And what we have done is we had
a system that worked and not a single penny of taxpayer money
went to solve one of those banks. The taxpayer money went to take
care of those savings and loans that you allowed to go in and do
things that—you, the Congress, allowed to go in and take interest
in entities to which they were lending.

So what I am saying is we had a system that worked. It can con-
tinue to work regardless of the size of the two if you separate the
cultures. Let one have a safety net and have a regulation that does
not allow it to do certain things and the other has no Government
safety net, but has different regulation that makes them lose
money and not ruin the system.

Right now, the Dodd-Frank is just a real mish-mash of things to
do, including protect consumers, protect mortgages, manage big
banks, and let me tell you, we have all been hearing today about
how to handle the big banks, and the unintended consequences
which many people here mention is what is happening to us in the
smaller banks. We are getting killed by this thing because you are
not paying attention, Mr. Chamber of Commerce, to the mosaic and
the change in the mosaic. It ain’t the mosaic that we saw before
we took away Glass-Steagall. It is a different mosaic.

We have got 52 percent of the banking assets inside about four
or five banks, and if we make separate businesses of them, about
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one-half the assets of those two large banks are at the at risk part
of investment banking and only one-half are in deposit insured
things, and why do you have the taxpayer insuring deposits to give
to somebody to go out and use it for something else. That does not
make any sense at all. We made a big mistake in putting these two
things together. I supported it. I have made a few mistakes in my
life and that is one of them I will admit, and I will make some
more, I am sure.

But we are on the wrong path. That is my message to you all.
And we are on the wrong path because the cultures are different
and you are trying to regulate them together with a thing that no
human being can either manage or regulate, in my opinion.

Senator CORKER. Mr. Roselle, you run a really boring operation
yourself and it does a different—is involved in different kinds of ac-
tivities than was just described, and you are the other true practi-
tioner that is here, although the others obviously have a lot of wis-
dom. How would you respond to what Mr. Frost just said?

Mr. ROSELLE. That is a challenge, Senator. Let me say this. I
think we are not going down the wrong path. I believe that Dodd-
Frank has a lot of very positive aspects to it. I think improvement
of capital ratios, capital planning, resolution planning, liquidation
authority, improvements in governance and risk management,
those are all very positive aspects of the Dodd-Frank Act and I
think the financial system is much better off for many of those.

'ghere are a lot of details in the Act that do create issues for us,
and——

Senator CORKER. What about—and I——

Mr. ROSELLE. Sure.

Senator CORKER. and you did a great job in your testimony
of laying out some of those, but from the standpoint of Mr. Frost’s
real solution to this, I mean, I just wonder if your point of view—
if you share his point of view regarding the total separation and
really returning to Glass-Steagall.

Mr. ROSELLE. I do not share that point of view. I

Senator CORKER. I thought you might not. That is why I asked
the question.

[Laughter.]

Mr. ROSELLE. But even though we are not in a lot of those busi-
nesses, Senator, I think it is a mistake to try to put in place a sep-
aration that is based on a decision made at a point in time that
becomes immutable. Things change. Financial markets change. Cli-
ent needs change. And I think we as institutions and as the finan-
cial system need to be in a position to meet those changes.

I will give you an example. Northern Trust used to be primarily
almost exclusively in the wealth management area. We serviced
private clients, and out of that we found a lot of those clients need-
ed us to keep custody of their assets. We started doing that. We
started doing that around the world as they invested globally. That
emerged, or that evolved into the need for foreign exchange trans-
actions to support those clients. Securities lending came out of cus-
tody. Things evolve, and I think it is a mistake to try to have an
artificial separation.

Absolutely, we should have tight controls and good oversight, and
that is why I referred to a lot of the good parts of Dodd-Frank that
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I think do that. But I think to have an artificial separation that
says, this one set of activities are going to be here and another are
going to be over there does not make sense, and frankly, I do not
know that it really does anything to reduce risk. It drives those ac-
tivities, perhaps, into a less regulated environment that may create
much higher risk as we go down the road. So I would be very care-
ful about any kind of separation like that.

Mr. FROST. May I make one comment on that?

Senator BROWN. Very brief, Mr. Frost.

Mr. Frost. All right. I want to make clear that I did not say that
there would be total separation. There would be overlaps of things
that those banks can do. We did that with Glass-Steagall. So I
think a lot of the things he is talking about could be done by the
commercial banks and they could be done by the investment banks
and there could be overlaps.

One of the very significant things we all did years ago was the
banks did—underwrote and handled the markets on Government
bonds and tax supported municipals and so did the investment
bankers. So I am not talking about where you would take a total
separation of everything. I am talking about only those things that
we have had to pay for and the taxpayer should not have to pay
for and should be done by markets instead of by an underwriting
that we now have on deposits and using the Federal underwriting.
That is why people go to the big banks. They have got the Federal
underwriting of money, that if they want, they can take it and put
it in these other things.

I am saying too much. I know that it is a thing that we all feel
very strongly about and you do, too, and thank you for listening to
me.

Senator BROWN. Thank you all. Mr. Frost, thank you, and Mr.
Roselle, thank you, and Mr. Carfang, thank you very much.

Before calling the hearing to a close, I would like to make one
comment about a program that is especially important to commu-
nity banks that are forced to compete with Government, in my
mind, subsidized mega-banks. The FDIC’s Transaction Account
Guarantee, or TAG program, expires at the end of the year. It has
been a valuable tool for America’s community banks and it has not
cost taxpayers a dime. I believe we must extend this program. I
look forward to working with both the Chairman and the Ranking
Member of the full Committee and with Senator Corker to extend
the TAG program so community banks can continue to compete.

Thank you all for joining us. Some Members of the Subcommittee
may have questions for any of the four of you or the three on the
first two panels. We may send you questions, and they will be sub-
mitted within a few days and we would like your answer within a
week if they do that.

So thank you very much for being with us. The hearing is ad-
journed.

[Whereupon, at 4:04 p.m., the hearing was adjourned.]

[Prepared statements and additional material supplied for the
record follow:]
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“Too Big To Fail”—the Key Issue in Structural Reform

The greatest structural challenge facing the financial system is how to deal with
the wide-spread impression—many would say conviction—that important institu-
tions are deemed “too large or too interconnected” to fail. During the crisis, credi-
tors—and to some extent stockholders—were in fact saved by injection of official
capital and liquidity in the aggregate of trillions of dollars, reinforcing the pre-
vailing attitudes.

Few will argue that the support was unwarranted given the severity of the crisis,
and the danger of financial collapse in response to contagious fears, with the impli-
cation of intolerable pressures on the real economy. But there are real consequences,
behavioral consequences of the rescue effort. The expectation that taxpayers will
help absorb potential losses can only reassure creditors that risks will be minimized
and help induce risk-taking on the assumption that losses will be socialized, with
the potential gains all private. Understandably the body politic feels aggrieved and
wants serious reforms.

The issue is not new. The circumstance in which occasional official rescues can
be justified has long been debated.! What cannot be in question is that the pre-
vailing attitudes and uncertainties demand an answer. And that answer must entail
three elements:

First, the risk of failure of “large, interconnected firms” must be reduced, whether
by reducing their size, curtailing their interconnections, or limiting their activities.

Second, ways and means must be found to manage a prompt and orderly financial
resolution process for firms that fail (or are on the brink of failure), minimizing the
potential impact on markets and the economy without massive official support.

Third, key elements in the approach toward failures need to be broadly consistent
among major financial centers in which the failing institutions have critical oper-
ations.

Plainly, all that will require structural change embodied in legislation. Various
approaches are possible. Each is difficult intellectually, operationally, and politi-
cally, but progress in these areas is the key to effective and lasting financial reform.

I think it is fair to say that in passing the Dodd-Frank legislation, the United
States has taken an important step in the needed directions. Some elements of the
new law remain controversial, and the effectiveness of some of the most important
elements are still subject to administrative rule writing. Most importantly, a truly
convincing approach to deal with the moral hazard posed by official rescue is criti-
cally dependent on complementary action by other countries.

In terms of the first element I listed to deal with “too-big-to-fail”—minimizing the
size and “interconnectedness” of financial institutions—the U.S. approach sets out
limited but important steps. The size of the major financial institutions (except for
“organic” growth) will be constrained by a 10 percent cap on their share of bank
deposits and liabilities. That cap is slightly higher than the existing size of the larg-
est institutions, and is justified as much to limit further concentration as by its role
as prudential measures.

The newly enacted prohibitions on proprietary trading and strong limits on spon-
sorship of hedge and equity funds should be much more significant. The impact on
the sheer size of the largest U.S. commercial banking organizations and the activi-
ties of foreign banks in the United States may be limited. They are, however, an
important step to deal with risk, conflicts of interest, potentially compensation prac-
tices and, more broadly, the culture of banking institutions.

The justification for official support and protection of commercial banks is to as-
sure maintenance of a flow of credit to businesses and individuals and to provide
a stable, efficient payment system and safe depository. Those are both matters en-
tailed in continuing customer relations and necessarily imply an element of fidu-
ciary responsibility. Imposing on those essential banking functions a system of high-
ly rewarded—very highly rewarded—impersonal trading dismissive of client rela-
tionships presents cultural conflicts that are hard—I think really impossible—to
successfully reconcile within a single institution. In any event, it is surely inappro-
priate that those activities be carried out by institutions benefiting from taxpayer
support, current or potential.

1 Alan Greenspan, 1996.
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Similar considerations bear upon the importance of requiring that trading in de-
rivatives ordinarily be cleared and settled through strong clearing houses. The pur-
pose is to encourage simplicity and standardization in an area that has been rapidly
growing, fragmented, unnecessarily complex and opaque and, as events have shown,
risk prone.

There is, of course, an important legitimate role for derivatives and for trading.
The question is whether those activities have been extended well beyond their eco-
nomic utility, risking rather than promoting economic growth and efficient alloca-
tion of capital.

There is one very large part of American capital markets calling for massive
structural change that so far has not been touched by legislation. The mortgage
market in the United States is dominated by a few Government agencies or quasi-
governmental organizations. The financial breakdown was in fact triggered by ex-
tremely lax, Government-tolerated underwriting standards, an important ingredient
in the housing bubble. The need for reform is self-evident and the direction of
change is clear.

We simply should not countenance a residential mortgage market, the largest part
of our capital market, dominated by so-called Government-Sponsored Enterprises.
Collectively, Fannie Mae, Freddie Mac and the Home Loan Banks had securities
and guarantees outstanding that exceed the amount of marketable U.S. Treasury
securities. The interest rates on GSE securities have been close to those on Govern-
ment obligations.

That was possible because it was broadly assumed, quite accurately as it has
turned out, that in case of difficulty those agencies would be supported by the
Treasury to whatever extent necessary to maintain their operations. That support
was triggered in 2008, confirming the moral hazard implicit in the high degree of
confidence that Government-Sponsored Enterprises would not be allowed to fail.

The residential mortgage market today remains almost completely dependent on
Government support. It will be a matter of years before a healthy, privately sup-
ported market can be developed. But it is important that planning proceed now on
the assumption that Government-Sponsored Enterprises will no longer be a part of
the structure of the market.

It is evident that there is not yet full international agreement on elements of the
basic structural framework for banking and other financial operations. Some juris-
dictions seem content with what is termed “universal banks”, whatever the conflicts,
risks and cultural issues involved. In the United States, there are restrictions on
the activities of commercial banking organizations, particularly with respect to trad-
ing and links with commercial firms.

Financial institutions not undertaking on commercial banking activities will be
able to continue a full range of trading and investment banking activities, even
when affiliated with commercial firms. When deemed “systemically significant”, they
will be subject to capital requirements and greater surveillance than in the past.
However, there should be no presumption of official support—access to the Federal
Reserve, to deposit insurance, or otherwise. Presumably, failure will be more likely
than in the case of regulated commercial banking organizations protected by the of-
ficial safety net. Therefore, it is important that the new resolution process be avail-
able and promptly brought into play.

In the U.K,, another approach has been supported by the current government: a
“pure” deposit taking and lending bank would be separated from an investment
bank within the holding company. A “ring fence” would strictly limit contact be-
tween the two businesses.

As an operational matter, some interaction between the retail and investment
banks is contemplated in the interest of minimizing costs and facilitating full cus-
tomer service. American experiences with “fire walls” and prohibitions on trans-
actions between a bank and its affiliates have not been entirely reassuring in prac-
tice. Ironically, the philosophy of U.S. regulators has been to satisfy itself that a fi-
nancial holding company and its nonbank affiliates should be a “source of strength”
to the commercial bank. That principle has not been highly effective in practice, and
does not appear to be a part of the U.K. approach.

More broadly, a comprehensive approach internationally is seen to be developing
in which systemic oversight is coupled with resolution authority for both banks and
nonbanks. A dividing line between those activities worthy of government support
and those that are not is common to both the U.S. and U.K. approaches.

The Volcker Rule is a part of this formula, and should not be considered in isola-
tion against the total task at hand. Coupled with increased capital requirements,
the Dodd-Frank legislation, if fully enforced, is a solid step toward reigning in “too-
big-to-fail”.
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The regulators are still hard at work completing the important rulemaking, and
will soon turn their attention to constructing the supervisory manuals and other
tools of enforcement. After the transition period when the legislation and new cap-
ital requirements are a functioning part of our financial and supervisory system, not
only should risk be reduced but important cultural issues will begin to be addressed.

Unfinished business remains. Money Market Mutual funds are another example
of moral hazard, and seem to me more amenable to structural change. By grace of
an accounting convention, shareholders in those funds are permitted to meet re-
quests for withdrawals upon demand at a fixed dollar price so long as the market
valuation of fund assets remains within a specified limit around the one dollar “par”
(in the vernacular “the buck”). Started decades ago essentially as regulatory arbi-
trage, money market mutual funds today have trillions of dollars heavily invested
{)n slilort-term commercial paper, bank deposits, and notably recently, European

anks.

Free of capital constraints, official reserve requirements, and deposit insurance
charges, these MMMFs are truly hidden in the shadows of banking markets. The
result is to divert what amounts to demand deposits from the regulated banking
system. While generally conservatively managed, the funds are demonstrably vul-
nerable in troubled times to disturbing runs, highlighted in the wake of the Lehman
bankruptcy after one large fund had to suspend payments. The sudden impact on
the availability of business credit in the midst of the broader financial crisis com-
pelled the Treasury and Federal Reserve to provide hundreds of billions of dollars
by rﬁsorting to highly unorthodox emergency funds to maintain the functioning of
markets.

The time has clearly come to harness money market funds in a manner that rec-
ognizes both their structural importance in diverting funds from regulated banks
and their destabilizing potential. If indeed they wish to continue to provide on so
large a scale a service that mimics commercial bank demand deposits, then strong
capital requirements, official insurance protection, and stronger official surveillance
of investment practices is called for. Simpler and more appropriately, they should
be treated as an ordinary mutual funds, with redemption value reflecting day by
day market price fluctuations.

I call your attention to another piece of unfinished business. It should be simpler
because it has already been passed into law: specifically a member of the Federal
Reserve Board should be designated as Vice Chairman for Supervision. Supervision
of the banking and financial system should have a strong and visible place on the
agenda at the Federal Reserve. It should have a proper focus in Congressional over-
sight. That the position remains unfilled, 2 years after its authorization and in the
midst of financial uncertainty, is a mystery to me.

THE “VOLCKER RULE”, SOVEREIGN DEBT, AND INTERNATIONAL COOPERATION
February 8, 2012
By Paul A. Volcker

I confess total surprise about the vehement complaints by some European and
other foreign officials about the restrictions on proprietary trading by American
banks embedded in the Dodd-Frank Act—now dubbed the “Volcker” Rule.

It made me think—think all the way back to my years in the U.S. Treasury and
Federal Reserve, years when the Glass-Steagall Act was in full force. The practical
effect was to ban all securities trading by American banks—not just “proprietary”
trading, but also “market making” and “underwriting” (except when involving U.S.
Government and certain municipal securities). I do not recall, and I am morally cer-
tain it never happened, receiving a single complaint that that American law was
discriminatory, that it damaged other sovereign debt markets, or that it limited the
ability of foreign governments to access capital markets.

There is a certain irony in what I read. In Europe, there are plans to introduce
a financial transaction tax, justified in part by officials because it puts “sand in the
wheels” of overly liquid, speculation prone securities markets. For reasons analo-
gous to the Volcker Rule, the U.K. is planning to “ring fence” trading and invest-
ment banking from retail banking, attempting to create airtight subsidiaries of larg-
er organisations. The commercial banks responsible for what is deemed essential
services to the economy will be insulated from all trading and only then be protected
by the official safety net of access to the central bank, deposit insurance, and per-
haps assistance in emergencies.

That approach, as a matter of regulatory philosophy and policy, resembles the
seemingly less draconian U.S. restrictions on proprietary trading.
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The simple fact is that Dodd/Frank specifically permits both “market making” in
response to customer needs and “underwriting”. No doubt American banks will,
upon request, be happy to provide those services to the U.K. and other governments.
They can continue to purchase foreign sovereign debt for their investment port-
folios—should I say a la MF Global? What would be prohibited would be “propri-
etary” trading, usually labeled as “speculative”. How many times in the past have
we heard complaints by European governments about speculative trading in their
securities, particularly when markets are under pressure?

Is there really a case that proprietary trading is of benefit to the stability of com-
mercial banks, to their risk profile, and to their compensation practices and desir-
ably fiduciary culture? I think not, and we need to look no further than Canada for
a system in which its large banks have been much less committed to proprietary
trading than a few American giants. In any event, there are and should be thou-
sands of hedge funds and nonbank institutions ready, willing and able to undertake
proprietary trading in unrestricted securities in large volumes. The point is those
traders should not have access to the taxpayer support implicit in the safety net of
commercial banks.

In addressing liquidity, can it really be of concern that some of the largest banks
in Europe, in Japan, in China, and indeed in Canada cannot maintain effective mar-
kets in their own sovereign debt? U.S.-chartered commercial banks could remain
participants “making markets” for their customers wherever they are.

Let’s get serious.

National regulatory (and at least as important, accounting and auditing) authori-
ties should, to the extent practical, seek common understanding and common ap-
proaches. In the past, I participated in that process, helping to initiate the effort
to achieve common capital standards for banks. I am today encouraged by efforts
underway by the United States, the United Kingdom, and other authorities to reach
the needed degree of consensus with respect to resolution authority—in plain
English how to practically end the “too-big-to-fail” syndrome. That’s really complex.
The major banks are international, and managing their orderly merger or liquida-
tion will necessarily involve cooperation among jurisdictions. That is a key chal-
lenge, arguably the key challenge for banking reform. It needs to be dealt with.

Meanwhile, let us not be swayed by the smoke screen of lobbyists dedicated to
grotl((ecting the interests of some highly compensated traders and their risk-prone

anks.

The American regulators are now considering what adjustments should be made
in their preliminary rules with respect to market-making and proprietary trading,
while hopefully reducing the inevitable complications imposed by the very com-
plexity of modern finance. I regret that the effect, if not the intent, of much of the
lobbying has been to add complications rather than to clarify the principles involved.
As with any new regulation, there will be, with experience, opportunities to deal
with unnecessary frictions or unintended consequences. But I certainly take comfort
with the stated confidence of the authorities that the rule adopted will be both
workable and effective.
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runs, the structure also included a public safety net to protect depositors and their
banks.

The current financial structure is vastly different. Leading up to the financial cri-
sis, the financial system had become dominated by a handful of large, complex fi-
nancial organizations and it is even more so since the crisis. These companies com-
bine traditional banking activities with a variety of nonbank activities. Banks ben-
efit from additional activities, for example, if they increase the diversification of
their assets and revenue streams. However, additional activities can also increase
banks’ riskiness and create complexity that makes it more difficult for the market,
bank management, and regulators to assess, monitor, and/or contain risk taking
that endangers the public safety net and financial stability. Thus, the social costs
of additional activities and the associated complexity can greatly exceed the private
benefits to an individual bank.

This paper offers a proposal to reduce the costs and risks to the public safety net
and financial system and reintroduce accountability by restricting bank activities.
The designation of allowable activities is based on the principle that banks should
not engage in activities beyond their core services of loans and deposits if those ac-
tivities disproportionately increase the complexity of banks such that it impedes the
ability of the market, bank management, and regulators to assess, monitor, and/or
control bank risk taking. Such activities are not essential for conducting the socially
valuable core banking activities and lead to unnecessary risk to the safety net and
financial system.

Specifically, in addition to their traditional business of providing payment and set-
tlement services, granting loans, and offering deposits, banks also would be allowed
to underwrite securities, offer merger and acquisition advice, and provide trust and
wealth and asset management services. They would not be allowed to conduct
broker-dealer activities, make markets in derivatives or securities, trade securities
or derivatives for either their own account or customers, or sponsor hedge or private
equity funds.

The benefits of prohibiting banks from engaging in high-risk activities outside of
their core business, however, would be limited if those activities continue to threat-
en stability by mostly migrating to the “shadow” banking system. Shadow banks are
financial companies not subject to prudential supervision and regulation that use
short-term or near-demandable debt to fund longer-term assets. In other words,
shadow banks essentially perform the same critical, core functions as traditional
banks, but without an explicit safety net or prudential regulation. As a result, the
shadow banking system is susceptible to disruptions that threaten financial and eco-
nomic stability and lead to additional implicit Government guarantees and the asso-
ciated moral hazard to take greater risks.

To mitigate the potential systemic effects and moral hazard of shadow banks or
other financial companies, this paper makes two additional recommendations. First,
money market mutual and other investment funds that are allowed to maintain a
fixed net asset value of $1 should be required to have floating net asset values. Sec-
ond, bankruptcy law for repurchase agreement collateral should be rolled back to
the pre-2005 rules, which would eliminate mortgage-related assets from being ex-
empt from the automatic stay in bankruptcy when the borrower defaults on its re-
purchase obligation.

Evolution of current financial structure

e The 1930s financial structure that lasted largely until the end of the century
was shaped by three major legislative and regulatory changes: the Glass-
Steagall Act, creation of Federal deposit insurance, and Federal Reserve’s Regu-
lation Q.

o The Glass-Steagall Act refers to four provisions of the Banking Act of 1933
that separated commercial and investment banking. Deposit (i.e., commercial)
banks were prohibited from conducting securities activities (underwriting and
dealing) or affiliating with companies that conducted securities activities. The
rationale was that banks are crucial for a well-functioning economy because
they settle payments, provide deposits that are available at par value on de-
mand, and are the primary source of credit for vast majority of businesses
and individuals. These functions are a critical part of the economy’s financial
infrastructure.

e Banks are provided access to a public safety net because of their importance
and susceptibility to runs from using demand deposits to fund longer-term,
illiquid loans. Prior to the 1930s, the Federal Reserve’s discount window pro-
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vided a limited safety net for solvent banks.! The public safety net was sig-
nificantly enhanced in 1933 by passage of the Federal Deposit Insurance Act
and the associated provision of limited deposit insurance because it protected
depositors of banks that failed.

e Access to a safety net, however, increases the incentive for banks to take
greater risks. Given the importance of a stable banking system, the necessity
of a public safety net to provide the stability, and an incentive to take greater
risk, a mechanism is needed to prevent banks from taking excessive risks and
endangering the safety net. The market cannot be solely relied upon to pre-
vent the risk taking because some deposits are insured and banks are inher-
ently opaque. As a result, prudential supervision and regulation must be used
to prevent excessive risk taking.

e One of the key regulations of the Banking Act of 1933 was the prohibition
of paying interest on demand deposits and the authority to impose ceilings
on savings deposit rates, which was implemented through the Federal Re-
serve’s Regulation Q. The rationale for Regulation Q was to prevent competi-
tion for deposits from causing instability in the banking system.

e The combined effect of the Glass-Steagall Act, bank access to a Government
safety net, prudential supervision and regulation, and deposit rate ceilings
was a fairly stable, profitable banking industry with a positive franchise
value for many years. The franchise value was protected to the extent banks
were protected from outside competition and competition among themselves.

e Over time, banks faced increasing competition on both the liability and asset
sides of the balance sheet. The increase in competition was spurred by advance-
ments in portfolio theory, investment and money management techniques, and
information technology combined with greater volatility of the economic envi-
ronment.

e On the liability side, banks had to compete with money market mutual funds
(MMMF's) and savings association NOW accounts that paid interest on close
substitutes for bank demand deposits. They also faced greater competition for
household savings from mutual funds, pension funds, and insurance companies.

o MMMFs started in 1971 as a competitive alternative to bank deposits because
they paid a market interest rate and were allowed to maintain a net asset
value (NAV) of $1 a share as long as they met certain accounting (net asset
value has to be greater than 99.5 cents) and investment (quality and matu-
rity) requirements. They allow investors to withdraw funds on demand and
have limited check-writing privileges. MMMF shares are held by individuals,
institutional investors, and corporate and noncorporate businesses as an al-
ternative to bank deposits for cash management and payments purposes.
MMMFs started out investing in highly rated financial and nonfinancial com-
pany commercial paper (CP) and short-term Treasury securities, and then
over the years expanded to other money market instruments (MMIs), such as
asset-backed commercial paper (ABCP), and short-term repurchase agree-
ments (repo).

e It is important to note that although an MMMF investor technically owns eq-
uity shares of the fund (i.e., there is zero leverage), the investor is more like
a depositor because the expectation is that funds can be withdrawn at a par
value of $1 a share (i.e., there is no equity and leverage is infinite). As a re-
sult, MMMF investors act more like depositors and will run whenever they
are concerned about a fund’s safety so they can redeem their shares for $1
before the fund “breaks the buck” and reduces the value of the shares.

o NOW accounts were developed by savings and loans in the early 1980s as a
competitive alternative to demand deposits that paid interest. NOW accounts
essentially were just like demand deposits—funds were available upon de-
mand and had unlimited checkwriting privileges—but they could pay interest
because the depository institution reserved the right to require notice before
allowing funds to be withdrawn or transferred by check.

e On the asset side, banks faced competition in making loans from investment
banks (junk bonds, securitization and nonfinancial commercial paper), mortgage
brokers, and specialty lenders such as unaffiliated finance companies (primarily
consumer lending), captive lenders (auto financing, retailers), and factors (trade
receivable lending).

1 Also, only members of the Federal Reserve could borrow from the discount window until the
Monetary Control and Depository Institutions Deregulation Act of 1980.
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e Banks have long faced competition in making loans from unaffiliated and cap-
tive finance companies and factors. Commercial paper became a competitive
alternative to bank operating loans for large, highly rated nonfinancial com-
panies in the late 1960s and early 1970s.

e Competition for bank loans increased substantially beginning in the 1980s
with the growth of junk bonds and an ability to originate and distribute loans
through the development of mortgage-backed securities (MBS), followed by
other types of asset-backed securities (ABS), which are typically backed by
consumer loans (credit cards, auto, student).

e The combination of alternatives to bank deposits and loans created an alter-
native system for providing complete end-to-end banking—from gathering funds
to making loans—which collectively comprises the so-called shadow banking
system.2
e In contrast to a typical bank that conducts the entire process of borrowing

funds from savers, making loans to ultimate borrowers, and holding the loans
to maturity, credit intermediation through the shadow banking system is a
vertical process that takes place through a series of entities—collectively
called shadow banks—similar to a supply chain manufacturing process.

Funding for each of the entities takes place in wholesale markets. Money
market instruments—specifically CP, ABCP, and short-term repos—are a
major source of funds at virtually each step in the process.? The major inves-
tors in the MMIs are MMMFs and other short-term investment funds that
have a fixed NAV of $1.4 At some steps of the process, major funding sources
also include medium-term notes and ABS that are purchased by long-term in-
vestors, such as mutual funds, pension funds, and insurance companies.

A typical example of the shadow banking intermediation process is as follows:

1. A loan is made by either a nonbank financial company or a bank. The
nonbank companies finance the initial loans with CP or medium-term
notes (MTN).

2. The loan is sold to a bank or broker-dealer conduit, which is an inter-
mediate entity that temporarily warehouses the individual loans until it
has enough to package together as an MBS or ABS. The conduits are fund-
ed with ABCP.

3. The loan warehouse sells the package of loans to a securitization sponsor
that sets up a trust to hold the loans, which is financed by selling MBS/
ABS backed by the loans. This is the only step in the process not financed
by MMIs.

4. The ABS are purchased by a variety of entities that are funded by a vari-
ety of sources.

a. Entities that tend to fund ABS with longer-term sources of funds include
mutual funds, pension funds, and insurance companies.

b. BHCs may purchase ABS and hold them on bank balance sheets funded
by deposits. However, prior to the financial crisis, they generally held
them in off-balance-sheet entities, such as structured investment vehi-
cles (SIVs) or other conduits, that were funded by CP or ABCP. The CP
or ABCP, in turn, was typically funded by MMMFs and other MMI
funds with $1 NAVs.

c. Investment banks and FHCs purchased ABS for a variety of reasons.
They may have been held by a securities subsidiary as a proprietary
trading asset, in inventory for filling customer trades, or warehoused for
creating collateralized debt obligations (CDOs). The ABS were typically
funded with repo and sometimes ABCP, which again were funded by
MMMFs and other MMI funds with $1 NAVs.

o Increased competition for banks from the shadow banking organizations com-
bined with regulatory capital requirements (stemming from the first Basel Ac-
cord) that were higher than for their competitors led to reduced profits and de-
clining franchise values. As a result, banking organizations looked for alter-
native activities, revenue streams, and business models, which included the

2The description of the shadow banking system and the process described below is largely
from “Shadow Banking” by Zoltan Pozsar, Tobias Adrian, Adam Ashcraft, and Hayley Boesky,
Staff Report no. 458, Federal Reserve Bank of New York, July 2010.

3The one exception is the step that actually securitizes loans into MBS/ABS.

4There are also direct investors in these money market instruments, such as securities lend-
ers.
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originate-to-distribute shadow banking business model. Whereas the traditional
banking model of making loans and holding them to maturity earned profits
from loan-deposit rate spreads, the shadow banking model earned profits from
fees and trading gains.

e Some banks responded to the increased competition by focusing first on being
able to engage in investment banking and securities activities and later more
broadly on broker-dealer and shadow banking activities.

e Banks were able to whittle away at the Glass-Steagall Act restriction on in-
vestment banking activities in the 1990s by creating Section 20 securities
subsidiaries and through Federal Reserve Board approvals of higher thresh-
olds for being “principally engaged” in securities activities.5

To fully participate, however, banks needed the Glass-Steagall Act prohibition
on affiliation with securities companies to be repealed, which was achieved
with the passage of the Gramm-Leach-Bliley Act (GLBA) in 1999. The GLBA
allowed the formation of financial holding companies (FHCs), which were
BHCs engaged in certain nonbanking activities, such as securities under-
;vritérﬁgé broker-dealer activities, and insurance underwriting, not permitted
or S.

e Significant changes in the investment banking industry also occurred to take
full advantage of the opportunities of the shadow banking industry. With the
growth of bond markets and the development of MBS securities in the 1980s,
investment banks moved from partnership structures to public corporate struc-
tures. The corporate structures essentially allowed the investment banks to en-
gage in riskier activities that put the firm’s capital at risk, such as proprietary
trading, leveraged lending, and hedge fund sponsorship, that the partners were
not willing to do when their own money was at risk. In addition, the risks were
exacerbated by relying on debt financing, i.e., leverage, much of which was
short-term repo. In fact, it became much easier to use debt after 2004 when the
SEC allowed broker-dealers to use their internal risk management models to
compute the haircuts for calculating their net capital.®

Implications for financial structure, risk, and stability

e The sharp line between commercial and investment banks is significantly
blurred as each has engaged in shadow banking activities.

e The larger banking organizations engage in activities traditionally limited to
investment banks, which exposes them to investment bank risks. Traditional
banks that take in deposits and make and hold loans to maturity have to
manage credit and interest rate risk. As FHCs have expanded activities to
earning fees from trading and ABS underwriting, their risk exposures ex-
panded to include market risk from trading and the risk from having to roll
over uninsured wholesale money market funding risks.

Similarly, the larger investment banks now engage in activities traditionally

limited to commercial banks, which exposes them to commercial bank risks.

By switching from a partnership to public corporate structure, taking on le-

verage, and making direct investments and loans that were held on the bal-

ance sheet, investment banks expanded their risk exposures beyond market
risk to credit and funding risk.

o With the largest financial companies—both banking and investment banking or-
ganizations—being the key players in shadow banking activities, both types of
organizations play a special role in the economy that once was limited to com-
mercial banks. Through shadow banking activities, both types of organizations
ultimately provide the same credit intermediation function of traditional
banks—Ilending long term using funds available to creditors upon demand.

50ne of the Glass-Steagall Act provisions was Section 20 of the Banking Act of 1933. Section
20 prohibited Federal Reserve member banks from affiliating with organizations that “engaged
principally in the issue, floatation, underwriting, public sale, or distribution of stocks, bonds, de-
bentures, notes, or other securities.” For many years, the administrative limit for not being
“principally engaged” was that underwriting and dealing accounted for 5 percent or less of a
subsidiary’s gross revenue. As banks became larger, underwriting and dealing became cost effec-
tive even with the 5 percent revenue limit. Overtime, banking organizations began petitioning
for larger limits, which the Federal Reserve agreed to based on assessments of the risks and
benefits to the economy, with the limit eventually rising to 25 percent in 1997.

6 Prior to the 2004 SEC ruling, the SEC determined the haircuts used to calculate the lever-
age ratios of broker-dealers. The 2004 ruling allowed the broker-dealers to use their internal
risk management models to compute these haircuts. The ruling followed a similar change to the
Basel I Accord from 1996, under which commercial banks could compute their capital require-
ments for trading positions using their own models.
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e The expansion of activities by commercial and investment banks has led to a
less stable financial system because it is dependent on wholesale, money market
funding without an explicit safety net of insurance and access to central bank
lender-of-last-resort facilities.

Just like banks were subject to depositor runs that created liquidity crises be-
fore deposit insurance was available, virtually every step of the shadow bank-
ing process is dependent on uninsured investments in MMMFs and other
MMI funds with NAVs of $1.

Investors in these money market funds have full access to their money as
long as the underlying NAV is $1 or more, so once concerns arise about the

uality of the underlying assets, i.e., that the underlying NAV will drop below
%1, investors have an incentive to withdraw their funds before others. A loss
in funding at any step of the process will cause the system to break down
just like a loss in funding at a traditional commercial bank.

e The heavy involvement of large banking organizations (in the form of FHCs)
and investment banks in shadow banking activities exposes them to similar
risks that previously had been eliminated by deposit insurance in retail bank-
ing.

e Bank subsidiaries are still protected from insured depositor runs, but the
holding companies and banks are now exposed to money market fund runs.

e The bank subsidiaries are exposed to the money market runs because the
banks often provide credit lines on the ABCP that fund ABS held by affiliated
holding company subsidiaries, such as off-balance-sheet conduits and SIVs.
The ABCP often needs a credit line or guarantee so that it has the AAA rat-
ing needed to make it an eligible investment for MMMFs. So if MMMFs de-
cide not to roll over their ABCP investments in an SIV and the underlying
ABS had fallen below par value, the SIV would sell the ABS to the bank
guarantor at par, which means the bank takes the loss and has to fund the
ABS on balance sheet. In other words, the credit and funding risk to the bank
from guaranteeing the off-balance-sheet funding of ABS with ABCP is the
same as if it held the underlying ABS on its own balance sheet.

e To make matters worse, even though the risks to the bank of holding assets
on balance sheet or guaranteeing them off balance sheet are the same, FHCs
had an incentive to move the assets off balance sheet because it can fund
those assets with much less capital.” Specifically, the risk-based capital re-
quirements of FHCs had a much higher risk weight for holding the loans or
ABS on balance sheet than for guaranteeing the ABCP funding of an off-bal-
ance-sheet entity. As a result of this arbitrage of regulatory capital require-
ments, FHCs are much riskier because they can fund the credit risk with
much higher leverage.

e FHCs also are exposed to runs by money market investors even if the MMIs
are not fully guaranteed because of reputational risk. Although subsidiary
conduits and SIVs that hold ABS are technically bankruptcy remote, FHCs
either purchase assets and bring them on balance sheet or provide capital to
avoid the negative reputational effects of defaulting on the securities funding
the subsidiaries.

Finally, the broker-dealer subsidiaries of investment banks and FHCs also
are exposed to MMI runs. As already noted, broker-dealers use repo and
ABCP to fund ABS held as part of their proprietary trading business, as in-
ventory for filling customer trades, or for creating CDOs.

e Overall, the largest financial companies conduct a variety of traditional and
nontraditional banking activities, many of which have increased the complexity
of their operations and portfolios. These companies benefit from additional ac-
tivities, for example, if they increase the diversification of their assets and rev-
enue streams. However, these benefits are outweighed by the significant com-
plications it poses for the market, bank management, and regulators to assess,

7In a September 2010 working paper “Securitization Without Risk Transfer,” Viral Acharya,
Philipp Schnabl, and Gustavo Suarez provide evidence consistent with regulatory arbitrage
being a reason for the use of ABCP programs by banks. They also document changes in regu-
latory rules that enabled banks to perform this type of regulatory arbitrage. In July 2004, the
OCC, Federal Reserve, FDIC, and OTS exempted assets in ABCP programs from the calculation
of risk-weighted assets. As a result, assets moved from banks’ balance sheets to ABCP programs
did not have to be considered when calculating risk-weighted assets for capital requirements.
Moreover, under the Basel I and Basel II Accords, assets placed in ABCP programs carried
lower capital charges than the same assets carried on balance sheets.
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monitor, and/or contain risk taking that endangers the public safety net and fi-
nancial stability. Specifically, as explained below, combining banking and non-
banking activities makes it more difficult to supervise and regulate banks, to
price deposit insurance, and for bank management to manage risks. It also re-
duces market discipline by making banks less transparent.

e Some activities make it more difficult to supervise banks.

e The goal of prudential supervision is to control bank risk taking so that they
are safe and sound and do not endanger the safety net. This is done by moni-
toring a bank’s financial condition, lending, operational, risk management,
and other practices and enforcing regulatory rules. Due to the periodic nature
of bank supervision, supervisors are able to get only a snapshot of bank proc-
esses, risk exposure, and capital positions at a given point in time. These
snapshots are useful only as long as they are able to predict the bank’s proc-
esses, risk exposure, and capital positions between the supervisory examina-
tions. The flexibility to adjust risk profiles between exams depends to some
extent on the activities banks engage in and the nature of the risks.

e Many of the nontraditional activities that the large, complex banking organi-
zations engage in are difficult to supervise effectively because they are very
risky in the short term and can be used to quickly change a bank’s risk pro-
file. For example, trading and market-making are high frequency activities
that can take place between exams with little evidence that they ever oc-
curred. As a result, a snapshot of positions of these activities on one day has
no predicative value for the positions, for example, a week later. Monitoring
these activities on a high-frequency basis would be very costly for banks and
supervisors. Moreover, it requires substantial transparency that banks are
likely to strongly oppose. Thus, while examiners may err in their judgment
on the riskiness of any activity, they do not have the tools to monitor the
riskiness of many traditional nonbanking activities.

e Banks with a variety of activities require much more complex regulations.

o The history of the Basel capital requirements provides a good example of the
difficulty in effectively regulating complex financial companies. The increased
variety and complexity of bank activities required much more complex capital
standards, which the financial crisis showed were not very effective. Complex
capital requirements are very difficult to monitor and understand for banks,
supervisors, and the market.

e One problem is that the various capital requirements under Basel are essen-
tially relative prices, which generally will be incorrect when they are adminis-
tratively set. As a result, the regulatory capital requirements did not ade-
quately align bank risks with capital levels. In particular, it created opportu-
nities for regulatory arbitrage that was a major contributor to the risk taking
of the large, complex banking companies and the financial crisis. For exam-
ple, the capital charge for an MBS based on a pool of subprime loans was
lower than that for a portfolio of mortgages held on the balance sheet. Capital
charges were also lower for an MBS held in off-balance-sheet conduits than
on the balance sheet.

e The difficulty in determining appropriate requirements is even more difficult
when banks face a variety of risks, such as credit, market, and interest risk.
Understanding and formally modeling these risks and their relationships is
very difficult, especially after a systemic shock or during a financial crisis. In
addition, the variety of assets held by the complex banks meant regulators
had to rely on bank internal models, which provided banks opportunities to
game the capital regulations. The incentive to game regulations is a problem
particularly for banks suffering large losses because it buys them more time
to find a way out of their problems.

e Complexity of activities makes it difficult to price deposits insurance: Deposit
insurance would not create moral hazard if the premiums were priced appro-
priately to reflect a bank’s risk. However, pricing deposit premiums correctly is
difficult for the same reasons that it is difficult to determine capital require-
ments.

e To the extent it is possible, resolving large, complex banks is much more dif-
ficult and costly.

e Complex financial institutions are hard to resolve in a quick and orderly man-
ner. Lehman Brothers is a good example of the difficulty in resolving a com-
plex company. The number of transactions and complexity of interconnections
made it very difficult to determine the company’s value over a weekend,
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which made it difficult to find a buyer. And Lehman Brothers was a relatively
simple company as compared to a bank like Citigroup, which has more than
2,000 majority-owned subsidiaries that include a “Lehman Brothers” equiva-
lent. It would be much harder to wind down or find the number of separate
buyers necessary to transfer Citigroup’s operations to third parties.

e In addition to the difficulty in resolving complex banks, the fallout from the
Lehman Brothers failure shows that complex institutions are more likely to
be bailed out in the future. The probability of an implicit Government guar-
antee from a bailout creates additional moral hazard. Moreover, if the market
and banks expect bailouts, banks have an increased incentive to become more
complex, and it will be supported by a lack of market discipline.

e Banks with a variety of activities are less transparent. Relative to nonfinancial
companies, it is difficult for investors to evaluate the condition of banks and
their riskiness because their balance sheet assets and activities are opaque and
easily changed.® Traditional banking is opaque because only the bank knows
the risk and quality of its loans. Banks that engage in nontraditional activities
such as trading, hedge funds, private equity, and market making are even less
transparent because the success of these strategies depend on the confiden-
tiality of the positions and speed with which the banks are able to change their
exposures. Given the lack of transparency, regulators must play a larger role
relative to the market in monitoring and disciplining banks. However, as al-
ready discussed, regulators are also at a disadvantage when dealing with banks
engaging in complex activities.

o Complexity makes risk management much more difficult.?

¢ Risk management is particularly difficult when there are many different oper-
ation and activities divisions in a bank. Examples include understanding all
of the different business lines and their interactions, having appropriate man-
agement information systems, and appropriately allocating and pricing cap-
ital across activities.

e The risk management of a complex institution will also vary with the back-
ground of the senior leadership. For example, the risk tolerance is likely to
be lower if the senior leadership of a large, complex bank has a commercial
banking background than a trading background.

e To the extent that a bank’s senior management has difficulty understanding
and managing its risks, it is even more difficult for supervisors to scrutinize
and monitor its risks.

e In summary, the financial system has become less stable over the past 30 years
as banks and other financial companies have expanded into more complicated
activities that are not supported by a public safety net or subject to prudential
supervision. The root of the problem is that large, complex financial companies
are funding long-term, illiquid assets with liabilities available upon demand. In
addition, after the crisis, the concentration of the industry and complexity of ac-
tivities at the largest banks have increased. The industry is dominated by a
handful of companies that combined are as large as half of annual U.S. eco-
nomic output, of which the failure of any could cause financial instability. Fi-
nally, because these companies are so large and complex, they and other insti-
tutions that could be deemed systemically important receive an implicit Govern-
ment guarantee on their debt—and sometimes on their equity—they have an
incentive to take extra risk, which further increases systemic risk (the too-big-
to-fail problem).

Proposal to Reduce Costs and Risks to the Safely Net and Financial System

This proposal to reduce costs and risks to the safety net and financial system has
two parts. The first part proposes to restrict bank activities to the core activities
of making loans and taking deposits and to other activities that do not significantly
impede the market, bank management, and regulators in assessing, monitoring,
and/or controlling bank risk taking. However, prohibiting banks from engaging in
activities that do not meet these criteria and that threaten financial stability would
provide limited benefits if those activities migrate to shadow banks. The second part
proposes changes to the shadow banking system by making recommendations to re-

8 Donald Morgan provides evidence on the increased opacity of banks from combining lending
and trading activities in “Rating Banks: Risk and Uncertainty in an Opaque Industry,” Amer-
ican Economic Review, September 2002.

9 All aspects of managing a large, complex financial company is difficult, but given the context
of this paper, the focus is on risk management.
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form money market funds and the repo market. Following the proposal, alternative
proposals are discussed and critiqued.
Restricting activities of banking organizations

e The financial activities of commercial, investment, and shadow banks can be
categorized in the following six groups:10

e Commercial banking—deposit taking and lending to individuals and busi-

nesses.

e Investment banking—underwriting securities (stocks and bonds) and advisory
services.

e Asset and wealth management services—managing assets for individuals and
institutions.

Intermediation as dealers and market makers—securities, repo, over-the-

counter (OTC) derivatives.

Brokerage services—retail, professional investors, and hedge funds (prime

brokerage).

e Proprietary trading—trading for own account, internal hedge funds, private
equity funds, and holding unhedged securities and derivatives.

e Based on the criterion that permissible activities should not significantly im-
pede the market, bank management, and regulators in assessing, monitoring,
and/or controlling bank risk taking, banking organizations should be able to
conduct the following activities: commercial banking, investment banking as de-
fined above, and asset and wealth management services. Investment banking
and asset and wealth management services are mostly fee-based services that
do not put much of a firm’s capital at risk. In addition, asset and wealth man-

agement services are similar to the trust services that have always been allow-
able for banks.

e In contrast, the other three categories of activities—dealing and market mak-
ing, brokerage, and proprietary trading—do not have much in common with
core banking services and create risks that are difficult to assess, monitor, and/
or control. Banking organizations would not be allowed to do any trading, either
proprietary or for customers, or make markets because it requires the ability
to do trading.”!! In addition, allowing customer but not proprietary trading
would be conducive to “concealing” proprietary trading as part of the inventory
necessary to conduct customer trading. Prime brokerage services not only re-
quire the ability to conduct trading activities, but also essentially allow compa-
nies to finance their activities with highly unstable uninsured “deposits.”

e Prohibiting these activities would make banks more transparent and would
enable better market discipline, supervision, regulation, and resolution.

e Because these activities involve taking positions that can be continuously ad-
justed and manipulated, they are inherently opaque and difficult for super-
visors to monitor and regulate and for investors to understand.

e Moreover, regulatory arbitrage between balance-sheet and off-balance-sheet
activities and between banking and trading books is difficult to prevent with
regulation.

e The proposed activity restrictions also will improve the management of banks
by focusing their activities solely on the traditional banking business with expo-
sure only to risks inherent in these activities.

e There is an inherent difference in the underlying factors that make commer-
cial banking and securities firms successful. Banking is based on a long-term
customer relationship where the interests of the bank and customer are the
same. Both the bank and loan customers benefit if borrowers do well and are
able to pay off their loans. In contrast, trading is an adversarial zero-sum
game—the trader’s gains are the customer’s losses. Thus, restricting these ac-
tivities removes a conflict of interest between a bank and its customers, which
could produce a more stable, less risky company.

e The inherent riskiness of securities trading, dealing, and market-making at-
tracts, and in fact requires, people who are predisposed to taking short-term

10This categorization of financial activities is from Matthew Richardson, Roy Smith, and Ingo
Walter in Chapter 7 of Regulating Wall Street: The Dodd-Frank Act and the New Architecture
of Global Finance, edited by Viral V. Acharya, Thomas F. Cooley, Matthew Richardson, Ingo
Walter, New York University Stem School of Business, John Wiley & Sons, Inc., 2010.

11 Banking organizations would be allowed to purchase and sell derivatives to hedge their as-
sets and liabilities.
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risks rather than lenders with a long-term perspective. The combination of se-
curities with commercial banking activities in a single organization provides
opportunities for the senior management and boards of directors to be in-
creasingly influenced by individuals with a short-term perspective. As a re-
sult, the increased propensity of these corporate leaders to take risk leads to
more of a short-term-returns culture throughout the organization.

e Historically, bank investments were restricted to loans and investments in in-
vestment-grade securities. As demonstrated in the financial crisis, the com-
plexity of many asset-backed securities made it very difficult to determine their
credit quality. As a result, banking organizations should be prohibited from
holding “complicated” securities, such as multilayer structured securities (e.g.,
CDOs) because it is difficult to determine and monitor their credit quality.

o Off-balance-sheet holdings and exposures should be supervised and regulated as
if they were on-balance-sheet because, as was also demonstrated in the crisis,
they ultimately put a bank’s capital at risk.

e Restricting banks to the activities mentioned above will allow capital regulation
to be simplified and improved. As noted in the previous section, the complexity
of Basel capital regulation is necessary but still ineffective because there is no
ability to satisfactorily model the wide range of complexity and risk characteris-
tics of current allowable activities. Capital regulation will be simpler and more
effective because there is less need for complicated risk-based requirements if
the balance sheet is largely limited to loans and investment grade securities,
i.e., a relatively high simple leverage ratio would be effective.12

e Critics of restricting bank activities argue it would reduce the economies of
scale and scope that are critical for the largest banks to be successful in global
markets and that large corporations want one-stop shopping for their financial
services. These arguments, however, are not persuasive.

o First, there is no strong evidence of economies of scale. There are many con-
ceptual and empirical problems with studies of economies of scale.l3 Never-
theless, older studies from the 1990s show that there are no economies of
scale when banks are larger than about $250 million in assets, although the
threshold is likely to be higher in today’s economy because of inflation and
advancements in information technology. In fact, a more recent study from
the mid-2000s suggests there are economies of scale for the largest banking
organizations, but the results are highly questionable because there are so
few banks at the sizes in question and the study uses data prior to the prob-
lems that banks had during the financial crisis.

Second, there is even less evidence of economies of scope.'* In fact, there is
evidence that multiple functions of large, complex banks actually increase
systemic risk and anecdotal evidence that if bank activities are restricted as
suggested here, a nonbank financial industry would emerge and thrive.

e Third, large corporations would still be able to do one-stop shopping for com-
mercial and traditional investment banking services, although they would
have to go to securities dealers to purchase swaps and other derivatives for
hedging purposes.

e Finally, even if there are economies of scale or scope, it does not necessarily
mean that banks should be allowed to continue to conduct all of their current
activities. Whether they should depends on comparing the marginal benefits
from the reduced private costs of operation to the social costs associated with

12 Anat R. Admati, Peter M. DeMarzo, Martin R. Heliwig, and Paul Pfleiderer provide an ex-
cellent discussion of the reasons for substantlally increasing bank capital requirements in “Fal-
lacies, Irrelevant Facts and Myths in the Discussion of Capital Regulation: Why Bank Equity
is Not Expensive,” August 2010, Rock Center for Corporate Governance at Stanford University
Working Paper No. 86, Stanford Graduate School of Business Research Paper No. 2065. Martin
Hellwig provides arguments for abandoning risk-sensitive capital requirements in “Capital Reg-
ulation after the Crisis: Business as Usual?” Reprints of Max Planck Institute for Research on
Collective Goods 2010/31.

13Robert DeYoung comments in the Federal Reserve Bank of Minneapolis Region (2010) that
it is not really possible to provide empirical evidence for or against existence of economies of
scale in large and complex financial institutions because there are too few of them for a mean-
ingful statistical analysis to be conducted.

14 A survey of empirical studies on economies of scale is provided by Matthew Richardson, Roy
Smith, and Ingo Walter in Chapter 7 of Regulating Wall Street: The Dodd-Frank Act and the
New Architecture of Global Finance, edited by Viral V. Acharya, Thomas F. Cooley, Matthew
Richardson, Ingo Walter, New York University Stern School of Business, John Wiley & Sons,
Inc., 2010.
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financial crises. Given the large costs of the 2007-9 crisis, the efficiencies and
cost benefits of size and scope would need to be extremely large.

e Critics of restricting activities also question how we would go about divesting
the prohibited activities. The divestitures that were required by the Glass-
Steagall Act and the breakup of AT&T in the 1980s suggest that divestitures
can be conducted in an orderly manner in a relatively short period of time.

o Critics of restricting activities also are concerned that it would cause two major
problems for U.S. banks because they would face a competitive disadvantage
relative to universal banks, mostly from Europe, that are allowed to conduct the
full range of activities.

e One problem is it would drive U.S. banks to move to other countries. How-
ever, it seems highly improbable that any other country would be willing or
able to expand its safety net to new large and complex banking organizations.

e Second, the competitive disadvantage of U.S. banks would lower their fran-
chise values, which would provide an incentive to take even greater risks to
raise lost revenues and maintain ROEs. However, the virtue of restricting ac-
tivities is that it is easier for the supervisors and the market to detect and
punish excessive risk taking.

Reforming the shadow banking system

o Restricting the activities of banking organizations alone, however, does not com-
pletely address the stability of the financial system. In fact, it could worsen the
risk of financial instability by pushing even more activities from the regulated
banking sector to large, interconnected securities firms, which would expand the
sector that was an integral part of the financial crisis.

e As previously discussed, the source of this instability is the use of short-term
funding for longer-term investment in the shadow banking market, i.e., the ma-
turity and liquidity transformation conducted by a lightly regulated/unregulated
sector of the financial system. We believe this source of systemic risk can be
significantly reduced by making two changes to the money market.

e The first recommendation addresses potential disruptions coming from money
market funding of shadow banks—money market mutual and other investment
funds that are allowed to maintain a fixed net asset value of $1 should be re-
quired to have floating net asset values.

e The primary MMIs today are MMMFs and repo (ABCP has largely dis-
appeared as a funding instrument for financial companies since the financial
crisis). Individuals, institutional investors, and nonfinancial companies are
the primary holders of MMMF and other MMI funds with a $1 NAV, which
in turn are major investors in repo along with other financial companies.

e Some have suggested that MMMF's should be backed by Government guaran-
tees. We see no reason why the safety net should be extended and the tax-
payer put at risk when other solutions are feasible. In addition, providing
Government guarantees would require prudential supervision to prevent ex-
cessive risk taking, but it would not be effective because of the ability of
funds to rapidly shift their risk profiles.

e The runs during the crisis on MMMF's occurred because of concerns about the
quality of their investments and because of the promise to maintain a $1
NAV. MMMF investment rules have been strengthened by increasing the
minimum average quality and decreasing the maximum average maturity of
their investments.1> However, because of the difficulty in calibrating these re-
quirements, it is not clear that the vulnerability of MMMF's to runs in a sys-
temic event would be significantly reduced as long as the $1 NAV is main-
tained. We believe reliance on this source of short-term funding and the
threat of disruptive runs would be greatly reduced by eliminating the fixed
$1 NAV and requiring MMMF's to have floating NAVs.

e Critics of eliminating a $1 NAV for MMMFs argue that this limits cash man-
agement options for large corporations. However, MMMF's were first introduced
to evade interest rate ceilings on deposits, and the only remaining Regulation
Q deposit rate ceiling—the prohibition of paying interest on business trans-
actions deposits—was eliminated by the Dodd-Frank Act. Some may be con-

15Some of the new rules for MMMF's are: 30 percent of assets must be liquid within 1 week,
no more than 3 percent of assets can be invested in second-tier securities, the maximum weight-
ed-average maturity of a fund’s portfolio is 60 days, and MMMFs have to report their holdings
every month.
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cerned that their deposits will be largely uninsured, but they were uninsured
when invested in MMMF's.

e The second recommendation addresses potential disruptions stemming from the
repo financing of shadow banks—the bankruptcy law for repurchase agreement
collateral should be rolled back to the pre-2005 rules. This change would elimi-
nate mortgage-related assets from being exempt from the automatic stay in
bankruptcy when a borrower defaults on its repurchase obligation.

e One reason for the runs on repo during the crisis was because of the preva-
lence of repo borrowers using subprime mortgage-related assets as collateral.
Essentially, these borrowers funded long-term assets of relatively low quality
with very short-term liabilities. The price volatility of subprime MBS rose
sharply when subprime defaults started reducing MBS income flows. As a re-
sult, haircuts on subprime repo rose sharply or the repo was not rolled over.

The eligibility of mortgage-related assets as collateral exempt from the auto-
matic stay in bankruptcy in case of default by the borrower is relatively re-
cent. The automatic stay exemption allows the lender to liquidate the collat-
eral upon default as opposed to having to wait for the bankruptcy court to
determine payouts to secured creditors.

Prior to 2005, collateral in repo transactions eligible for the automatic stay
was limited to U.S. Government and agency securities, bank certificates of de-
posits, and bankers’ acceptances. The Bankruptcy Abuse Prevention and Con-
sumer Protection Act of 2005 expanded the definition of repurchase agree-
ments to include mortgage loans, mortgage-related securities, and interest
from mortgage loans and mortgage-related securities. This meant that repo
collateralized by MBS, CMOs, CMBS, and CDOs backed by mortgage-related
assets were exempt from the automatic stay.

o We believe the threat of runs by repo lenders would be significantly reduced
by rolling back the bankruptcy law for repurchase agreement collateral to the
pre-2005 rules.

e Overall, these two changes to the rules for money market funds and repo would
increase the stability of the shadow banking system because term lending would
be less dependent on “demandable” funding and more reliant on term funding.
Term wholesale funding would continue to be provided by institutional investors
such as mutual funds, pension funds, and life insurance companies. While this
might increase the cost of funds and, therefore, the cost of mortgages and other
consumer loans, it would be less risky and more reflective of the true costs.

Alternative proposals

e A variety of alternative policy reforms, which are not necessarily mutually ex-
clusive, have been proposed to improve the stability of the financial system.
These proposals address the structure of banking organizations (size limita-
tions), bank regulation and supervision (stronger resolution authority, stronger
capital regulation, systemic risk fees, improved supervision) and institutional
changes (Government guarantees for repo similar to deposit insurance).

e Size limit
e Banking organizations have been prohibited from merging if the new com-

pany would hold more than 10 percent of national deposits since 1994, and
the Dodd-Frank Act prohibits mergers of financial companies if the new com-
pany would hold more than 10 percent of financial industry liabilities. These
provisions do not limit organic growth.

e We are not in favor of a strict size limit because it is not clear what the size
limit should be or how it should change over time.

o Resolution authority (would only address the too-big-to-fail problem and not sys-
temic risk more generally)—the Dodd-Frank Act includes a provision for resolv-
ing systemically important companies.

e We believe resolution authority is necessary but it may not be sufficient for
very large, complex financial institutions. The resolution authority is too po-
litical because the Treasury secretary makes the final decision to close a fail-
ing company as opposed to independent supervisory authorities.

e But even if it were up to the supervisory authorities, it is not clear they
would use it when faced with the failure of a systemically important com-
pany. Liquidating a large and complex financial company will always impose
costs and disruptions even under ideal circumstances, but is more likely to
cause systemic problems. Given the tradeoff between costs and economic dis-
ruption that are large, highly visible, and immediate versus benefits that may
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take years to be recognized, the more likely scenario is that regulators will
choose to bail out the company. This decision is even more skewed to avoiding
the short-run costs because of pressures on regulators from politicians and
the big banks.

e Improve capital regulation—this is the approach taken by the Basel Committee
in developing the Basel III capital requirements. The Dodd-Frank Act also has
provisions to improve capital regulation.

e Basel III attempts to correct the problems with Basel II and is an improve-
ment. It increases the minimum capital requirement (capital to risk-weighted
assets), introduces a leverage ratio and capital conservation buffer, tightens
restrictions on what counts as capital so that common equity is the predomi-
nant source of capital, improves the treatment of off-balance-sheet exposures
and funding, and includes a proposal for counter-cyclical capital require-
ments.

e Some countries require an even higher minimum capital requirement than
the recommended 7 percent (Tier 1 common equity base plus capital conserva-
tion buffer) in Basel III. For example, Switzerland is requiring a 10 percent
Tier 1 equity risk-based ratio and a 19 percent total capital risk-based ratio.
The preliminary report of the U.K’s Independent Commission on Banking,
the Vickers report, also recommends a 10 percent Tier 1 common equity risk-
based capital requirement for British banks.

Nevertheless, we do not believe Basel III capital rules will be effective largely
because of the complexity of the largest financial companies and the variety
of their activities. The complexity and variety of activities requires complex,
risk-based capital rules, which were reflected in the 1996 revision to Basel
I and the 2004 Basel II requirements. However, the requirements depend on
regulators setting relative prices in the form of risk weights for the various
asset classes, or for the firms to set their own requirements based on internal
model risk calculations. Basel III is an extension of these previous standards,
and the underlying problems causing instability remain. In addition, the le-
verage ratio is based on Tier 1 capital instead of common equity and is only
3 percent. Stronger minimum leverage ratios have been recommended by
economists and some regulators.

The Dodd-Frank Act requires regulators to set more stringent capital require-
ments for BHCs and FHCs with more than $50 billion in assets and nonbank
financial companies determined to be systemically important than for other
banking organizations. The capital requirements, however, are based off the
Basel III requirements.

e Systemic risk fee

o These proposals are based on the traditional economic policy of taxing
externalities. Market data on financial companies and historical data on fi-
nancial crises are used to assess the expected cost of financial crises and the
individual contributions of financial institutions to these costs. Based on these
estimates, a fee is charged so that financial institutions internalize the sys-
temic impact of their decisions.1®6 Presumably, the fee would also account for
the increased systemic risk of being too-big-to-fail. By charging the appro-
priate fee, companies would reduce or even divest activities that are no longer
profitable.

e Charging a fee clearly is an appropriate policy option, but we believe it would
be very hard to implement in practice for the same reasons as implementing
the risk-based capital requirements along the lines of Basel II. It is extremely
hard in practice to calibrate the risk-weights and fees in such a way that the
banks are not able to arbitrage them away. In addition, because it is impos-
sible to always charge the right fee on a continuous basis, some firms will
still end up taking too much risk. While the likelihood of a crisis would be
reduced, the cost of a crisis may still be too large.

e Improve supervision

e The Dodd-Frank Act made the Federal Reserve the consolidated supervisor
for BHCs and FHCs with more than $50 billion in assets and nonbank finan-
cial companies determined to be systemically important. The Act also requires
the Federal Reserve to establish more stringent prudential standards for
these organizations than for other banking organizations.

16The New York University Stern School of Business V-Lab project proposes a method to as-
sess the systemic relevance of financial institutions.
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e We do not believe enhanced supervision will be effective without restricting
the activities of the largest financial companies. First, there is evidence that
the largest financial companies did not fully understand the extent of their
risk exposures for a variety of reasons.17 If the organization does not fully un-
derstand the risks, it is infeasible for the regulatory authority to understand
the risks and effectively supervise the organization.

e Second, many of the activities that pose the greatest risks to the organization
and to the broader financial system and economy are not conducive to pru-
dential supervision because of the short-term nature of the risks. As noted
earlier, activities that have high short-term risks cannot be effectively mon-
itored because supervision and regulation occurs periodically at potentially ir-
regular intervals.

Essentially, the overall regulatory system for the largest financial companies

broke down by not keeping up with the evolution of the financial system.

Commercial and investment banking organizations began engaging in activi-

ties that the market, bank management, and regulators cannot assess, mon-

itor, and/or control very well. As a result, expanding supervision to the same
activities that cannot be supervised well will not fix the problem.

e Guaranteeing repo—a variety of proposals have been made, many of which in-
clude provisions to limit Government liability, such as limiting collateral to very
safe securities and charging a fee.18

e The idea behind this approach is that repo is a primary source of funds for
much of the shadow banking system, but also provides value to large financial
and nonfinancial companies that have a demand for repo because they want
a risk-free asset for cash management purposes and bank deposits are only
insured up to $250,000.

o We see no reason why the Government and taxpayer should step in and in-
sure positions taken by sophisticated investors with abilities to analyze the
risk of securities that back their loans. Therefore, there is no rationale for the
Government to provide guarantees even in exchange for heavier regulation
and supervision of repo markets.

17The Senior Supervisors Group provides a number of reasons for poor risk management prac-
tices in complex financial institutions in the March 2008 report “Observations on Risk Manage-
ment Practices during the Recent Market Turbulence.”

18 Gary Gorton and Andrew Metrick propose a system of insurance for money market mutual
funds combined with strict regulation of securities used as collateral in repo transactions in
“Regulating the Shadow Banking System.”
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PREPARED STATEMENT OF TOM C. FROST

CHAIRMAN EMERITUS, FROST NATIONAL BANK
May 9, 2012

My name is Tom Frost. I am from San Antonio, Texas and served for 57 years,
26 of these as Chief Executive Officer of a commercial bank established by my great-
grandfather. The institution grew and prospered through money panics, wars and
depressions. Now with $20.3 billion in assets at year end 2011 and 115 offices all
in Texas, the Frost Bank did not take Government funds from the issuance of pre-
ferred stock in 1933 and was one of the first banks to refuse TARP money in 2008.
I personally survived the very difficult times in Texas of the 1980s where many les-
sons were learned. The Frost Bank was the only one of the top 10 commercial banks
in Texas to survive through a period when a significant number of the banks failed
and most of the savings and loans were closed.

But, I will start out with my first days as a young college graduate and a fresh
employee of the institution I have just described. My great Uncle Joe, then CEO,
told me that the very first goal we had was to be able to return the deposits received
from customers. Our obligation was to take care of the community’s liquid assets
and to manage them in a safe and sound fashion for the use (loans) of the commu-
nity to grow. Uncle Joe told me in 1950 that we were not big enough to be saved
by the Government. That we would need to always maintain strong liquidity, safe
and sound assets, and adequate capital. I was impressed by the fact that the need
to make money was not high on this list, but did occur if sound banking principles
were observed. Uncle Joe was not a fan of the FDIC saying that it took his money
to subsidize his inefficient competition. I, personally, support the FDIC as a protec-
tion for the depositor, but want to suggest that this safety net apply only to banks
which receive FDIC insured deposits. I am convinced that offering this safety net
to other financial institutions which provide services not deemed appropriate for de-
posit/loan commercial banking institutions, is not sound public policy. The deposit
facilities of financial institutions which provide primarily investment, hedging and
speculative services should have no taxpayer safety net. These institutions should
be governed by market forces with investors understanding what can be earned and
what can be lost.

This would involve the need to separate two cultures. The one which Uncle Joe
articulated our family has followed for 144 years by establishing long-term customer
relationships, building our community and preserving its liquid assets. Other finan-
cial institutions can provide the other services that are not authorized to insured
deposit banks at a potential good profit, but without a taxpayer risk through a Fed-
eral safety net.

I would suggest that the two types of institutions have separate ownership, sepa-
rate management, separate regulation. My conviction comes after seeing both sys-
tems which were separate, but now have been joined, to create a situation which
in 2008 brought about the near catastrophe of collapse of the world financial sys-
tems. Following the path that we are on currently will not only provide opportunity
for the same consequences to be repeated, but also mean the end of a banking sys-
tem consisting of many providers. It seems we are rapidly approaching a system
which will be an oligopoly of a few major institutions whose management will not
have the same concerns and dedication as evidenced by my Uncle Joe. If both cul-
tures are separated, the clients of both will prosper, but without the inordinate risk
of a potential massive cost to the taxpayers.

I thank you for giving me the opportunity to express my opinion which has devel-
oped through over half a century experience and has led me to the conviction that
the insured deposit banking system we had was effective, worked well, and did not
require any significant direct Federal support until 2008 when the other activities
of large institutions involved in so called investment activities nearly destroyed the
financial system and imposed enormous costs on taxpayers to the present day.



62

Marc Jarsulic
Chief Economist
Better Markets, Inc.
Testimony on “Is Simpler Better? Limiting Federal Support for Financial
Institutions.”
Senate Committee on Banking Housing and Urban Affairs

Subcommittee on Financial Institutions and Consumer Protection
May 9, 2012

Good afternoon Mr. Chairman Brown, Ranking Member Corker and members of the

committee. Thank you for the invitation to Better Markets to testify today.

Better MarKets is a nonprofit, nonpartisan organization that promotes the public
interest in the domestic and global capital and commeodity markets. I won't take the time
or space here to list everything it does, but would refer you to our website at

www.bettermarkets.com.

My name is Marc Jarsulic and I am the Chief Economist at Better Markets. Prior to
that, I was a senior staffer in the Senate. Prior to working in the Senate, I was an attorney

concentrating on antitrust and securities law, and an academic economist.

INTRODUCTION

The very largest bank holding companies are now distinctly different from the rest
of the banking industry. They are more highly leveraged than other banks, are far more
likely to operate large and complex broker dealers, and are more likely to be directly

dependent on unstable short term financing.
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Each of these characteristics made the large bank holding companies vulnerable

during the financial crisis:

igh leverage made them less safe because the ability of a bank to survive a
significant decline in the value of its assets depends on the market value of its
equity. Other market participants will continue to deal with a bank only if,
after the loss, it is perceived to have sufficient remaining equity to remain
solvent in the event of another shock. So the bank’s leverage - together with
the market value and liquidity of its assets - is a key determinant of its ability

to function during times of financial stress.

Proprietary trading made them less safe because speculative positions can

quickly produce large losses. Trading losses at Citigroup are a case in point.

Dependence on unstable short term financing made them less safe because
creditor runs (which materialized in both the repo and asset-backed
commercial paper markets) can force the sale of assets and the realization of

losses.

Given the scale of the large bank holding companies, these vulnerabilities also
threatened the stability of the financial system as a whole. The failure of Lehman produced
a huge financial shock and panic. The failure of one of the largest bank holding companies

would have been even more serious.

The federal government managed, through massive intervention, to prevent any of

the largest bank holding companies from failing, In the case of Citigroup, for example, that
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rescue included the Troubled Asset Relief Program (“TARP") capital injections, direct asset
guarantees, support for its broker dealer through the Term Asset Securities Lending
Facility and the Primary Dealer Credit Facility, and purchase of its commercial paper

through the Commercial Paper Funding Facility.

To prevent the need for such rescues in the future, regulators need to use the tools
created by the Dodd-Frank Act to eliminate the threats to financial stability created by the

large bank holding companies. In particular there should be:
Effective leverage limits for the largest banks
Effective implementation of the Volcker Rule
Effective regulation of shadow banking activity

Taking these steps will go a long way toward containing the risks posed by the size

and complexity of the largest bank holding companies.

1. What makes large bank holding companies distinctive?

In addition to their size, large bank holding companies (“LBHCs") -~ which for
convenience we can think of as the 10 largest - are distinguished from the rest of the

banking industry in at least three ways.

First, they are very highly leveraged. As can be seen from Figure 1 (below), which
uses the ratio of tangible assets to tangible common equity as the measure of leverage, the

10 largest bank holding companies had a collective leverage ratio of 21.2 during the 1990-
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2000 period. The remaining BHCs had a collective leverage ratio of 15.6 during that same
period. Itis also apparent that in the run-up to the financial crisis leverage ratios of the
LBHCs increased dramatically. Atthe beginhing of the crisis in 2007 the leverage of the
LBHCs was nearly equal to that of the five largest stand-alone investment banks, and at the

end of 2008 the LBHC leverage had risen to 47.5.

Second, severa!l of them are heavily engaged in trillions of dollars of complex
proprietary trading in equity, debt and derivatives. For example, five LBHCs - Bank of
America, Citigroup, Goldman Sachs, J.P. Morgan, and Morgan Stanley - are so-called “G14

institutions”: the 14 firms that do most of the trading in OTC derivatives world-wide.

Third, several of them have been and apparently remain dependent on short term,
unstable financing. They sponsor and guarantee securitization conduits - which are part of
the “shadow banking system.” These conduits allow sponsors to finance significant
volumes of assets using short term asset-backed commercial paper ("ABCP”).2 In 2007, for
example, Citigroup, Bank of America and JPMorgan were among the top 10 bank sponsors
of conduits. The ratio of sponsored ABCP to their total Tier 1 capital was 102%, 50.2%, anc

52.7 % respectively.3

Several of them also rely heavily on very short term repo financing to operate their
broker dealers. Outstanding repo finance by primary dealers - which today include Bank

of America, Citigroup, Goldman Sachs, JPMorgan Chase, and Morgan Stanley - reached a

' The G-14 includes Bank of America-Merrill Lynch, Barclays Capital, BNP Paribas, Citi, Credit Suisse,
Deutsche Bank, Goldman Sachs, HSBC, }.P. Morgan, Morgan Stanley, The Royal Bank of Scotland Group,

Société Générale, UBS, and Wells Fargo. See http://www ft.com/intl/cms/s/0/5957e7e2-1e3e-11e(-
bab6-00144feab4%9a htmi¥axzz 1y 1CH2PLE

z  Z Poznar et al, (2010). Shadow Banking. Federal Reserve Bank of New York, Staff Report No, 458, July.
3 SeeV.Acharya etal. (2010). Securitization without risk transfer, Table 1, available at

hitp://ssrncom/abstract=1364525.
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peak of $4.6 trillion in early 2008, and remains significant at approximately $2.7 trillion in

February 20124

Both the ABCP and repo markets experienced massive runs during the financial

crisis.

2. Why large bank holding companies were vulnerable during the financial crisis
The distinguishing characteristics of LHBCs - high leverage, heavy involvement in
complex trading, and reliance on short term and shadow banking finance - helped make
them vulnerable to shocks in the financial crisis. By virtue of their size, these
vulnerabilities made the LBHCs potential threats to overall financial stability. This forced

the federal government to commit massive resources to rescue them.

Leverage

High leverage ratios make individual banks less safe. The ability of an individual
bank to survive a significant decline in the value of its assets will depend on the market
value of its equity at the moment of the loss. Other market participants will continue to
deal with the bank only if, after the loss, it is perceived to have sufficient remaining equity
to remain solvent in the event of another shock. So the bank’s leverage - together with the
market value and liquidity of its assets - is a key determinant of its ability to function

during times of financial stress.

4 Data from the Federal Reserve Bank of New York, available at
http: £ rki rel.hi
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Higher leverage ratios also make the financial system as a whole less stable, The
ability of the banking system as a whole to absorb losses ~ through acquisition of the weak
by the healthy - will be a function of the overall leverage of the banking system.5 Since the
LBHCs hold a majority of banking assets, and a large share of the assets of all financial
intermediaries, equity declines at one or more such bank will have a large effect on the

overall equity of the banking system.

Moreover, revelation of insufficient equity at even one large bank can produce a
Lehman moment when generalized panic sets in, Even if the failed bank is resolved in an
efficient manner under the Orderly Liquidation Authority of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (“Dodd-Frank Act”), contagion to other largé banks is

then likely.

Concerns about equity positions of large banks led the entire federal government to
provide extraordinary aid to banks during the financial crisis. The Troubled Asset Relief
Program, a small part of the overall emergency federal assistance, provided massive
injections of equity capital. Banks were able to avoid equity losses because the government
helped them borrow and avqid write-downs from asset sales in distressed markets -
through the Term Auction Facility, and the Temporary Liquidity Guarantee Program, the
Term Securities Lending Facility, the Primary Dealer Credit Facility, and the Commercial

Paper Funding Facility.

5 For a discussion of the relationship between leverage, entity stability and overall financial stability see
Archaya et. al. (2010). Measuring Systemic Risk, available at http://sstn.com/abstract=1573171;
Browlee and Engle (2011). Volatility, Correlation and Tails for Systemic Risk Management, available at
viab.stern.nyu.edu.
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It is important to recognize that risk-based capital requirements and market
discipline did not restrain bank leverage during the run-up to the crisis. In fact, leverage at
LBHCs was essentially the same as that of the 5 largest stand-alone investment banks by
the end of 2007, and continued to rise for a substantial period thereafter. (See Figure 1,
below) There can be no doubt that the high leverage of the large bank holding companies

made them vulnerable to the losses they experienced after the house price bubble burst.
Trading

The damage inflicted on Citigroup by its broker dealer subsidiary vividly illustrates
the threat that proprietary trading poses to even the largest banks. During the run-up to
the crisis, Citigroup traders were among the largest creators and sellers of collateralized
debt obligations (“CDOs”). The CDO business required traders to acquire a pool of assets,
"structure” a new set of securities based on that pool, and then sell some or all of these
newly structured securities to third parties. Creating and pricing the new securities
required some expertise, but at its heart the CDO business was a convoluted proprietary

trade in which the traders acquired assets, held them as inventory, and planned to reseil

them later at a higher price.6

These CDO securities differed in their credit ratings, the rate of interest paid to

investors, and in their payment priority in the event of default. The quantity and

&  The securities comprising the CDO asset pools were varied -~ including RMBS, high grade bonds, and
tranches from other CDOs. However, many of the underlying securities were constructed from subprime
residential mortgages. The Office of the Controller of the Currency estimates that 70 percent of the assets
underlying Citigroup CDO’s issued between 2003 and early 2006 were subprime-related. See U.S. Office
of the Comptrolier of the Currency (2008). Memo from john Lyons, Examiner-in-Charge, Citibank, N.A,
Subject: Subprime CDO Valuation and Oversight Review - Conclusion Memorandum, July 17, 5. Available

onth:02
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characteristics of each class of security were chosen by the Citigroup traders to maximize
their profits, They found it profitable to create a class of “Super Senior” securities which
were nominally highly-rated and which paid relatively low interest rates. Citi traders
found that investors were unwilling to buy the Super Seniors. But instead of offering the
securities at a lower price and higher interest rate - which would have required lowering
the rates paid on the other CDO securities and reduced their price - the Citigroup traders
continued to create Super Seniors and to hold them. They would only have created and

held unsalable Super Senior securities to maximize their overall returns.”

To boost the return from holding the Super Senior positions, Citigroup relied on
leverage. During 2003 and early 2006, Citigroup financed $25 billion in Super Senior
securities through conduits. These special purpose vehicles (“SPVs") issued asset-backed
commercial paper, for which Citi provided “liquidity guarantees.” The guarantees meant
that Citi would buy the commercial paper issued by the conduit if no one else would.®
Liquidity guarantees meant that third party purchasers of the commercial paper faced
default risk only if Citigroup itself failed to honor its guarantee, regardless of the market

value of the Super Senior securities.

Citigroup ceased to issue liquidity guarantees in early 2006. However, between

early 2006 and August 2007 another $18 billion in Super Senior securities were added

7 The Controlier of the Currency recognized this motive for the Citigroup trading strategy in its January,
2008 review of Citigroup’s CDO-related losses, ngting that “The bank built up [Super Senior] positions
because they are hard to sell in the primary issuance market at the nominal spreads available for {Super
Senior] once deals were completed (10-20bps) and the bank was unwilling to give up some of the
inception profits. ” See {bid.

8 The amount of leverage on the Citi conduits is not clear from available data. If the SPVs were entirely
financed by commercial paper, the leverage was infinite.
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directly to Citigroup’s trading book positions. Because the securities were held in the

trading account, little or no capital was required to back them.?

In late 2007 it became clear that the Super Senior securities were worth far less
than their face value. To avoid having to make good on its liquidity guarantees, Citigroup
bought $25 billion of commercial paper that had been issued by the Super Senior conduits,

and placed those Super Senior securities on the books of the Citigroup commercial bank.

Beginning in November 2007, Citigroup was forced to recognize huge losses on the
Super Senior securities and other positions.1® In a remarkably understated 2007 annual
inspection report on Citigroup, the Federal Reserve Bank of New York observed that
“[m]anagement did not properly identify and assess its subprime risk in the CDO trading
books, leading to significant losses. Serious deficiencies in risk management and controls
were identified in the management of Super Senior CDO positions and other subprime-
related traded credit products.” 11 By the end of 2008 Citigroup had written off $38.8
billion related to these positions and to ABS and CDO securities it held in anticipation of

constructing additional CDQs.12

9  Financial Crisis Inquiry Commission (2011). Final Report of the Financial Crisis Inquiry Commission, U.S.
Government Printing Office, 196-197.

10 Citigroup, Inc. (2007). Press release, November 4 (announcing losses of approximately $8 billion to $10
billion), available at htp: .SEC. rchives/edgar/data/8 1 95/a07-
28417 1ex99d1htm

1 Federal Reserve Bank of New York (2008). Summary of Supervisory Activity and Findings for Citigroup,
January1, 2007 - December 31, 2007, 5, availabie at
http://fciclaw.stanford.edu /resource/index/Search.keywords:feic-

2012

12 See Citigroup, Inc,, Form 10K for the period ending December 31, 2007, 48; Form 10K for the period

ending December 31, 2008, 68.
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These losses reduced Citigroup’s capital, helped to bring the company to the brink of
failure, and made a federal rescue necessary. The amount of federal help required to
prevent Citigroup from failing was stupendous, including capital injections, debt

guarantees, and asset guarantees.13

Citigroup was also the heaviest user of the Term Securities Lending Facility
(“TSLF"), and a very heavy user of the Primary Dealer Credit Facility (“PDCF"}, two
emergency lending facilities set up to halt a destabilizing collapse of broker dealers
generally, Reliance on these facilities indicated that a broker dealer was having difficulty
funding its positions in repo markets. So the fact that Citigroup went to the PDCF 279
times for overnight loans averaging $7.2 billion each, and used the TSLF to execute 43
swaps of “investment grade” collateral averaging $3.7 billion each, are clear signs that its

broker dealer was in a very difficult shape. (see Appendix, below).

The debacle at Citigroup is merely illustrative of the harm that bank proprietary
trading produced and threatened to produce. The heaviest users of TSLF and PDCF funds
includes several other bank-based broker dealers, among them Bank of America, Deutsche
Bank, Credit Suisse and Barclays. (see Appendix, below). Although they did not create

wreckage on the scale of Citigroup, they were clearly on the brink of doing so.

13 See Special Inspector General for the Troubled Asset Relief Program (2011). Extraordinary Financial
Assistance Provided to Citigroup, Inc. January 13.

10
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Unstable short term financing

LBHCs as conduit guarantors and sponsors

Asset conduits are special purpose vehicles, created by commercial and investment
banks, and other financial firms securitized lending. In general they issue ABCP and other
short-term liabilities that are used to fund the purchase of less liquid assets of longer
maturity. Some conduits had liquidity or credit guarantees provided by commercial banks,
while others such as the structured investment vehicles (“SIVs”) had no formal guarantees

from their creators.

Among all conduits rated by Moody’s as of January 1, 2007, the mean asset size was
$4.1 billion. In this sample, around 73 percent of conduits by assets were sponsored by
commercial banks.l* However, these conduits held over $1.2 trillion in assets, which meant

that they were collectively a very significant part of the financial system.1s

As noted earlier, LBHCs were important guarantors of conduit ABCP. Bank of
America, Citigroup and JPMorgan Chase guaranteed ABCP the value of which exceeded

50% of their total Tier 1 capital.

When it became clear in mid-2007 that the house price bubble had burst and that
subprime mortgage assets would sustain significant losses, the market for ABCP began to

contract rapidly. Outstanding financial ABCP began to plummet from its peak value of $1.2

14 Jbid, Table 2.
15 Itshould be noted that the Moody's sample omits collateralized debt obligations and may be otherwise
incomplete.

11
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trillion in August 2007, By December it had collapsed by approximately a third to $833

billion.16

This run on conduits had significant effects on the financial system. Banks that had
provided liquidity and credit guarantees had to make good on them and took losses. Other
banks, such as Citibank, absorbed losses on SIVs they had sponsored, even though they
were not legally compelled to do s0.17 Given a lack of publicly available data, the extent of
conduit-related losses is difficult to calculate. However, the run created the possibility that
conduit management or guarantors would be forced into a fire sale of assets. The resulting
effect on prices would have spread losses to other financial actors, leading to downward

price spiral.

This threat explains the efforts of then-Treasury Secretary Paulson to organize an
SIV rescue through a private-sector “Master Liquidity Enhancement Conduit” in late 2007.
This effort failed. In the end, the Federal Reserve was compelled to support the ABCP
market to prevent a downward asset price spiral. It created the AMLF, CPFF, and Money
Market Investor Funding Facility (“MMIF”} to do so, which at peak operating levels added

more than $340 billion to the Federal Reserve balance sheet.18

Although the asset-backed commercial paper market is now much smaller than it

was in 2007, it is still important to the financial system. At the end of April 2012
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outstanding ABCP amounted to $327 billion, comprising more than a third of all

outstanding commercial paper.19
LBHC dependence on repo finance
Broker dealer use of repo financing

Repo borrowing is an important source of funding for broker dealers, including
those inside the LBHCs. The 19 U.S. primary dealers, which is a subset of all repo market
borrowers, reported repo financing of $4.6 trillion in fixed income securities on March 4,
2008. It has been estimated that in mid-2008, the {then) five largest broker
dealer/investment banks collectively financed 42 percent of their assets through repo
borrowing.2? While primary dealer repo borrowing is now approximately $2.7 trillion, it is

still a huge source of finance for these firms.

Repo allows a borrower to become highly leveraged. In arepo transaction the asset
serves as collateral for the loan. So the borrower needs to provide equity funding for the
asset only to the extent that the lender insists that the value of the collateral exceed the
value of the loan. These repo “haircuts” can be very low. Haircuts for private label MBS
and corporate bonds were estimated to be 3-4 percent in 2007 in the tri-party repo
market.‘21 In the bilateral dealer bank market, haircuts on unpriced and subprime MBS and

corporate bonds are estimated to have been zero in the first half of 2007.22

9 Seehttp://www.federalreserve.gov/releases/cp/.

0 M. King (2008). Are the brokers broken? Citibank Global Markets Ltd.

21 A Krishnamurthy et al. (2011). Sizing Up Repo, 27.

2 . Gorton and A. Metrick, Securitized Banking and the Run on Repo, 12. Tabie Ii, Panel D, available at
http: . =1440752

P

13
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When haircuts are low - as they were for highly-rated subprime MBS and many
other types of securities in early 2007 - it is possible to obtain very high leverage (at
relatively low short-term interest rates) to support a trading position in assets with long
maturities. The high leverage of the large broker dealers is explained in significant part by

their use of repo borrowing as a source of debt finance.

Positions that are financed using very short-term borrowing create the potential for
arapid run by the lenders. Repo funding is cheap because any individual lender can change
the rate and collateral requirements of a loan very quickly, or simply decide not to roll it
over, when a borrower or an asset class becomes less desirable to them. But when things
go wrong and lenders as a group decide against a borrower or the collateral he holds, that
borrower can see his repo funding vanish in short order. A significant increase in haircuts,
for example, means that the borrower must have adequate equity to cover the lost

financing, or sell off the position.

If the borrower has used repo to create significant leverage, a run on repo can spell
disaster. If the assets he has supported are illiquid or have declined in value, he can be
forced to recognize losses and perhaps become insolvent. And of course there may be
spillover effects to other firms and to repo financing in general. These dynamics were very

important during the financial crisis.
Runs on repo financing during the crisis

Once it became clear that there would be large losses on subprime and other non-
Agency MBS in mid-2007, repo runs soon followed. There is evidence that non-Agency ABS

and MBS securities ~ which were used as collateral in the tri-party repo market by several

14
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large broker dealers prior to the crisis ~ ceased to be acceptable repo collateral as the

financial crisis intensified. This hit particular LBHC dealers especially hard.
According to Krishnamurthy et al.23;

While the repo contraction on non-Agency MBS/ABS appears small for the
shadow banking system, we find evidence that it played a more significant
role for some dealer banks. For Merrill Lynch, Goldman Sachs, Morgan
Stanley and Citigroup, nearly 50% of the [tri-party] repo transactions with
[money market funds] prior to the crisis were backed by non-Agency
MBS/ABS and corporate debt, and almost all of this repo from [money

market funds] disappears in the crisis.

In the bilateral repo market — where secured loans are made between large financial
institutions with no intermediary - there is evidence of a huge increase in haircuts for a
wide range of non-Treasury assets after the middle of 2007. By one estimate the average
haircut rose from zero in the beginning of 2007 to 45 percent by the beginning of 2009.24
Many bilateral repo borrowers are hedge funds and other firms seeking cash from the
prime brokerage operations of broker dealers. However, dealers aiso fund themselves

through this market.25 So the rise in haircuts had an impact on leveraged dealer positions.

The liquidity crises and dramatic failures of Bears Stearns and Lehman Brothers

were in significant measure caused by the disappearance of repo financing on which they

23 A. Krishnamurthy et al, op. cit,, 4.

24 G, Gorton and A, Metrick, op. cit, 20-21.

25 T. Adrian et al. (2012}, Repo and Securities Lending, Federal Reserve Bank of New York, Staff Report No.
529, December, 4-5.

15
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were heavily dependent. In the run-up to their respective failures, various tri-party repo
counterparties cut their exposures, required larger haircuts and higher interest rates, and
ultimately ceased dealing with them.26 The bilateral repo market also turned against Bear
Stearns and contributed to its demise. According to the Financial Crisis Inquiry
Commission report, repo lenders to two Bear Stearns internal hedge funds increased
collateral haircuts or refused to roll over their loans before the funds filed for bankruptcy

on July 31, 2007.%7
The Federal Reserve was forced to support broker dealers to stem the run on repo financing

The Federal Reserve was so alarmed by the crisis in the repo market that it
established two separate rescue facilities. The Primary Dealer Credit Facility (PDCF)
provided overnight repo financing to primary dealers for tri-party eligible collateral. The
Term Securities Lending Facility (TSLF) provided 28-day swaps of tri-party-eligible
collateral for Treasury securities. The Treasury securities then could be used as collateral

for repo borrowing.

Both these facilities were widely used by very large broker dealers, including those
housed in major banks. Summary data on broker dealer borrowing from the PDCF and
TSLF- which show large scale borrowing by several important broker dealers - are

presented in Tables 1 and 2 in the Appendix. Borrowing from the TSLF was highly

2 Financial Crisis Inquiry Commission (2011) i i
Government Printing Office, 280-91, 324-31; D. Duffie
(2010), The failure mechamcs of dealer banks, Bank for International Settlements, Working Paper No.
301, March, 16; A. Copeland et al (2010), The tri-party repe market before the 2010 reforms, Federal
Reserve Bank of New York, Staff Report No. 477, November, 55-63.
27 Financial Crisis Inquiry Commission (2011). Final R National C
Fi i ) ic Crisis i i Government Printing Office, 280-91.
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correlated with broker dealer financial weakness - as measured by leverage and

cumulative stock price declines.?8

3. Policy implications

The financial crisis was arrested through massive intervention by the federal
government, The demonstrated willingness of the government to take such actions
continues to reassure financial markets. However, many of the underlying structural
problems that led to the crisis remain unresolved. The leverage of LBHCs is not yet
constrained. Effective limitations on bank trading, much of which takes place in LBHCs,
have yet to be put into place. Steps have not been taken to prevent runs on short term

finance from putting the LBHCs in jeopardy once again.

The Dodd-Frank Act gave regulators the tools to achieve many of these necessary
changes. Properly utilized, many of the existing threats to financial stability can be

significantly limited.

The Federal Reserve should use its authority under Section 165(b)(1)(A)(i) of the
Dodd-Frank Act to impose significant new leverage requirements on the largest banks.
These leverage ratios should rise with bank asset size, since the combination of size and

high leverage increases the risk to financial stability.

V. Archaya etal. (2011). Dealer Financial Conditions and the Term Securities Lending Facility: Was
Bagehot Right After All, December 29, 5,

17
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Required leverage ratio should be calculated using tangible common equity and
tangible assets. During the financial crisis, market participants focused the market value of
the equity of financial firms under stress. Of the available accounting measures of firm
equity, tangible common equity comes closest to the values that market participants take

seriously.

As can be seen in Figure 1, the leverage ratios for smaller banks are consistently and
significantly lower than those of the large bank holding companies. A natural hypothesis is
that this reflects the differential treatment that lenders give to big banks that have an
implicit guarantee from the federal government because they are “too big to fail.” Some
have suggested that leverage limits for the big banks should be set at the level that market
forces have determined is appropriate for banks without implicit government guarantees.

That would imply a leverage limit of about 16.

However, there is good reason to believe that the leverage ratio of smalier banks
would be inadequate for large banks. While smaller banks may not have the same “too big
to fail” guarantee, they are still inside the federal safety net. They have access to discount
window, and they have sticky sources of funds because their depositors are federally

insured. This exempts them from substantial market discipline.

Moreover, to the extent that leverage ratios at smaller banks do reflect the effects of
market discipline, that discipline will never take externalities into account. That is, large
equity losses at several smaller banks can have an important impact on overall financial
stability. The failures of WaMu, Wachovia, and IndyMac certainly contributed to overall

financial distress during the financial crisis. But market forces do not take account of such

18
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externalities when funding the borrowing of individual banks, precisely because they are

externalities.

In fact, recent research by the Centre for Economic Policy Research indicates that an
upper bound for the leverage ratio should be much lower - approximately 5.29 This
research indicates that this significantly reduced leverage ratio will deliver significant net

economic benefits:

We conclude that even proportionally large increases in bank capital are like
to result in a small long-run impact of the borrowing costs faced by bank
customers...In light of the estimates of costs and benefits we conclude that
the amount of equity funding that is likely to be desirable for banks to use is
very much larger than banks have had in recent years and higher than the

minimum agreed Basel Il framework.” 30

The Federal Reserve has proposed adopting the Basel I1I capital requirements as
part of its implementation of Section 165 of the Dodd-Frank Act. This will allow the large
bank holding companies to maintain very high leverage ratios. 3! To reduce threats to

financial stability, permissible leverage should be significantly lower.

23 D. Miles etal. (2011). Optimal Bank Capital, Centre for Economic Policy Research Discussion Paper 8333,
38, available at www.c ¥

30 D, Miles etal, op. cit,, 3.

3t Basel HI calls for a phased- in capital to risk-weighted-assets ratio of 10.5 percent, of which 7 percent is
common equity. Large so-called G-SiB’s are to have a maximum 3.5 percent additional capital surcharge.
So if a G-SIB were assessed the full additional 3.5 percent surcharge, the common equity/risk-weighted
asset ratio would be 10.5 percent. Since risk-weighted assets are on average significantly less actual
assets - by one estimate approximately 40 percent less - the ratio could be less than 6.3 percent, giving a
leverage ratio of nearly 16 relative to common equity.

19
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Effective implem i Volc Rule

LBHC trading created significant losses and threats to financial stability during the
financial crisis. Section 619 of the Dodd-Frank Act (the “Volcker Rule™) requires that those
risks be eliminated, through the elimination of proprietary trading, and necessary

restrictions on permitted trading.

Rules on market making, which remains permissible under the statute, must
eliminate incentives to disguise proprietary trading as market making. The risks posed by
trading in Treasury securities and certain other assets, which also remains permissible

under the statute, need to be reduced by effective leverage requirements.??
Limit firm revenue and trader compensation to observable bid-ask spread

To eliminate trader incentives to take large, high-risk positions in hopes of large
bonuses, revenue for permitted market making activity must be strictly limited to an

observable and meaningful bid-ask spread or fees and commissions.

An observable and meaningful bid-ask spread will exist only where traders

continuously offer to buy or sell a well-defined asset and actively do so, allowing the

32 Better Markets has filed three comment letters in connection with the proposed Volcker Rule: See Better
Markets Comment Letter, November 5, 2010 on Study Regarding implementation of the Prohibitions on
Proprietary Trading and Certain Relationships with Hedge Funds and Private Equity Funds (“Better
Markets 11/5/10 Comment Letter”) available at
hitp://www bettermarkets.com/sites/default/files/ESOC-%20Comment%20Letter-%20Volcker%2011-
5-10.pdf; Better Markets Comment Letter, February 13, 2012 on Prohibition on Proprietary Trading and
Certain Relationships with Hedge Funds and Private Equity Funds (“Better Markets 2/13/12 Comment
Letter") available at http:/ /www.bettermarkets.com/sites/default/files/SEC-%20CL
%20Volcker%20Rule-%202-13-12.pdf; and Better Markets Comment Letter, April 16, 2012 on
Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships with,
Hedge Funds and Covered Funds (“Better Markets 4/16/12 Comment Letter”) available at
http: ermark ites/default/files/CL%20CFTC%20FINALY%20Volcker%20Rule%204-

-12
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calculation of the spread from contemporaneous, executed purchases and sales with non-
dealer customers. The existence of such a bid-ask spread shows that market making
services - the provision of immediacy to customers who desire to buy or sell ~ are actually

being provided.

This limitation will have the effect of eliminating trader incentives to hold unhedged
asset inventories. Because by definition significant income from the price appreciation of
positions will be a signal that the traders are not engaged in market making, they will have
a strong incentive to c‘arefully hedge the inventories that they do hold to meet client

demand.

In addition, requiring observable and meaningful bid-ask spreads will prevent -

banks from using the market making exemption to take positions in assets that are:

o traded so infrequently that hid-ask spreads cannot be calculated from

contemporaneous purchases and sales; or

o so-called Level 3 assets that are “marked to model”, such as “structured”

securities or complex bespoke derivatives.

During the crisis, trader inventories of these assets proved to be worth far less that
their reported values indicated. Firms such as Citigroup and Merrill Lynch were forced to
write down their positions and recognize losses that severely weakened them.33

Eliminating the accumulation of positions in these highly risky assets in the banks will in

33 The effects of impossible to value CDO securities on Citigroup are discussed in the Better Markets
2/13/12 Comment Letter, op. cit.
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itself make them more stable. Moreover, it will meet the requirement of Section 619(d)(2)
of the Dodd-Frank Act, which prohibits trading activity that exposes a banking entity to

high risk assets and high risk trading strategies, or threatens financial stability.

In addition, by eliminating impossible-to-value assets from trader balance sheets,
market participants will be better able to assess the risk of transacting with bank dealers.
This should increase market discipline of the market makers. Moreover, regulators will

have a more accurate idea of the solvency of the traders they oversee.

Finally, an obvious but nonetheless important benefit of limiting permissible market
making income is that it provides an easily monitored, market generated metric that will
give bank traders clear guidance on what they may do. This will clearly satisfy any demand

for bright lines or safe harbors for trading activity.

Establish leverage limits for permitted trading

Although the Volcker Rule specifically permits a few enumerated non-proprietary
trading activities, such as market making, from the prohibition on proprietary trading, even
those few permitted activities are qualified. In particular, subsection 619(d)(2)(A)

removes the permitted status of any activity that

(ii) would result, directly or indirectly, in a material exposure by the banking
entity to high-risk assets or high-risk trading strategies (as such terms shall be

defined by rule as provided in subsection (b)(2);

(iif) would pose a threat to the safety and soundness of the banking entity; or
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(iv) would pose a threat to the financial stability of the United States.”

Events of the financial crisis have demonstrated that the financial model still used
by bank broker dealers is highly unstable and poses significant threats to bank safety and
soundness, and to overall financial stability. Broker dealers historically have been highly
leveraged, willing to depend on repo and other short term borrowing to fund longer
maturity and less liquid assets, and subject to fatal lender runs in times of stress. These
weaknesses required the Federal Reserve to create the TSLF and PDCF in order to bail out

the broker dealers during the crisis.

Because of the demonstrated threat posed by the broker dealer funding model, any
rule implementing the Volcker Rule needs to address its weakness directly. By doing so the
rule would decrease the likelihood that otherwise undeterred proprietary trading would
create significant threats to a bank or to overall financial stability. Unfortunately the
proposed rule does not do so. Instead, in merely restates Section 619(2)(A) in slightly

altered form.

What the rule ought to do is place meaningful leverage and liquidity requirements
on bank broker dealers. The lower the permitted leverage, the smaller the impact of an
asset price decline on the equity of any one trader. The higher the liquidity requirements,

the less likely that an asset price decline would result in a forced asset sale.

It must be recognized that unless leverage and liquidity requirements are very
tough, the threats created by bank trading operations will persist. Runs by bank depositors
are not deterred by fractional capital requirements alone, because depositors know that

they can take losses if the bank’s assets lose sufficient value. Depositor runs are prevented
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by deposit insurance, which assures depositors that they will not lose by continuing to fund
the bank. But there is at the moment nothing analogous to deposit insurance for repo
lenders. So it is entirely predictable that in a period of market turmoil repo lenders will
reduce the acceptable leverage ratio for assets they fund from fifty to two, or exit the repo
market éltogether, at a moment’s notice, just as they did during the financial crisis.
Therefore, to meet the requirements of 619(d)(2)(A) the proposed rule must mandate low

leverage and high liquidity for bank broker dealers.

Effecti lation of shadow banki !

The Financial Stability Oversight Council has adopted rules to implement Section
113 of the Dodd-Frank Act, which provides authority for-designating systemically
significant nonbank financial firms for supervision by the Federal Reserve.3* That is,
Section 113 gives the federal government the power to bring the shadow banking system
into the light of regulation. The runs on repo and on asset-backed commercial paper
during the crisis demonstrate that asset conduits and the repo market need to be

designated and supervised to prevent a repetition of these events in the future, 35

34 See Comment Letter filed by Better Markets December 19, 2011 on Authority to Require Supervision and
Regulations of Certain Nonbank Financial Companies available at
. ) i ) 0 159 .19
35 Federal Reserve Governor Daniel Tarullo has publicly acknowledged that the tri-party repo market -
where some but certainly not all repo lending takes place - needs oversight. See
hitp: . I Wi
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Appendix

Figure 1
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_Table 1

Bon"owing froniuP‘:D'C‘F

Merrill Lynch Governiment Securities Inc. 226

2081388
Citigroup Global Markets. lic. 279 7241 2020219
Morgan Stanley & Co. Incorporated 212 9022 1912625
Bear, Steariis & Co., Inc. 69 13915 960102
Baiic of America Securities LLC 118 5414 638856
Goldman, Sachs & Co. 85 6933 589308
Barclays: Capital Inc. 74 5546 410437
Lehman Brothers Inc, 10 8332 83322
Countrywide Seécurities Corporation 75 . 1027 77035
BNP Paribas:Securities Corp. 43 1544 66375
Miziho Securities USA Ine. 108 392 42312
UBS Securities LLC. 8 4425 35400
Cantor Fitzgerald & Co. 61 460 28060
J. P. Morpan Securities Inc. 3 1007 3020
Credit Suisse Securities (USA) LLC 2 750 1500
Deutsche Bank Securities Inc. 1 500 500
Daiwa Securities America Inc, 1 440 440
Dresdner Kleinwort Securities LLC 1 93 93

Source: http/Awww federalreserve: gov/newsevents/reform_pdcf.htm. ' Dealers ranked by total amount borrowed,

26
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Table 2

_Borrowing from TSLF

Citigroup Global Markets Inc. ¢ ;

[RBS Securities Inc, 1610 4 3,298 43 164370
[Credit Suisse Securities (USA) LLC 1,592 e 11 12966 41 139.094
Deutsche Bank Securities Inc. 2,746 - 20 2,546 31 133,866
Barclays Capital Inc. 1,733 21 1,700 43 109,508
Goldman, Sachs & Co. 1221 15 2445 36 106,328
Merrill Lynch Government Securities Inc. 1610 5 2,298 33 78,891
Morgan Stanley & Co. Incorporated 517 6 . 1224 25 33,706
UBS Securities LLC: 438 4 1631 17 29477
Lehiman Brothers Tric, 395 3 1276 13 18,560
Banc of America Securities LLC 838 18 820 4 18177
JPM Securities LLC 575 7 580 14 12,144
BNP Paribas: Se curities Corp. 718 9 99 10 7458
Counntrywide Securities Corporation 97 3 60 5 782
HSBC Securities (USA) Inc. . 0 0 52 11 569
Cantor Fitzgerald & Co. 61 4 10 5 294
Bear; Steariis & Co.; Inc, 0 0 33 2 69
il)‘rcs‘dner Kleinwort Securities LLC 33 2 0 0 65

:Notes: The tables reports the-average amount borrawed and the number of borrawings by dealer for the 33 Schedule 1 and 58 Scheduls 2
operations.- Borrowings through the TSLF Options Program are excluded. Dealers that never borrowed from the program are excluded. Dealers
are ordered in‘the table based on the weighted average quantity borrowed across the Schedule 1 and Schedule 2 operations, with weights based on
the. numiber of Schedule 1 and Schedule 2 operations (ie., 33 and 58)

kSkQ € Afchéyé etal (201 1), dealers ranked by total borrowing,
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PREPARED STATEMENT OF JAMES E. ROSELLE

EXECUTIVE VICE PRESIDENT AND ASSOCIATE GENERAL COUNSEL
NORTHERN TRUST CORPORATION

May 9, 2012

Good afternoon Chairman Brown, Ranking Member Corker, and Members of the
Committee:

My name is James Roselle; I am the Associate General Counsel for Northern
Trust Corporation, a global financial services firm that provides investment man-
agement services, asset and fund administration, and fiduciary and banking solu-
tions to corporations, institutions, and individuals worldwide. As of March 31, 2012,
Northern Trust has over $4.6 trillion in assets under custody and $700 billion in
assets under management. I appreciate the opportunity to testify before you today
on behalf of Northern Trust.

Northern Trust supports the very positive efforts of Congress and this Committee
to put in place reforms that reduce systemic risk to the financial system and pro-
hibit high-risk activities that contributed to the financial crisis. As regulators and
market participants continue work on implementing and complying with the new fi-
nancial reform law (“Dodd-Frank Act”), I would like to focus my testimony on spe-
cific provisions contained in the Proposed Rule! issued pursuant to the so-called
“Volcker Rule.”2

The restrictions and prohibitions set forth in the Volcker Rule were intended to
limit banking organization exposure to high risk proprietary trading and investment
activities. As a global custody bank and asset manager, Northern Trust does not en-
gage in the types of activities that the Volcker Rule intended to prohibit. Specifi-
cally, Northern Trust does not engage in high-risk proprietary trading and invest-
ment activities. Because of the traditional nature of our core banking business, we
anticipated that the Volcker Rule would have little or no impact on our business.
Before the Dodd-Frank Act was passed, former Federal Reserve Board Chairman
Volcker stated that “[clustody and safekeeping arrangements for securities and
valuables” are among the core banking functions that must remain permissible
under the Volcker Rule.3

The rules as currently proposed, however, will adversely impact traditionally low-
risk business activity that investors rely upon for investment management purposes.
This impact is contrary to the stated intention of Congress; it will not promote the
safety and soundness of the U.S. financial system and may in fact increase systemic
risk. If not corrected in the rulemaking process, a core banking business of Northern
Trust and other U.S. banking companies will be adversely impacted, which may ul-
timately impair the competitiveness of U.S. banks in a business where we are the
acknowledged global leaders.

Today I will discuss three parts of the Proposed Rule to implement the Volcker
Rule that may significantly affect Northern Trust and our clients. Our key concerns
are: (1) the overly broad definition of “covered fund” and the impact that so-called
“Super 23A”4 prohibitions will have on custody-related transactions with many cli-
ents; (2) the proposed inclusion of foreign exchange swaps and forwards in the pro-
prietary trading restrictions; and (3) the unnecessary and onerous proposed compli-
ance requirements.

First, the Proposed Rule unnecessarily includes a broad range of funds that bank-
ing entities will be restricted from sponsoring or investing in. The definition of “cov-
ered fund” would capture nearly all foreign funds (including those that are similar
to U.S. regulated mutual funds that are exempt from the Volcker Rule), all funds
that trade futures, swaps or other commodity interests to any extent (including U.S.
mutual funds)?, as well as many other entities that do not have traditional hedge
fund or private equity fund characteristics. This definition is important because, if
a bank is deemed to be a “sponsor” or “adviser” to a “covered fund,” then under the

1Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relation-
ships with, Hedge Funds and Private Equity Funds, 76 Fed. Reg. 68,846 (Nov. 7, 2011).

2Section 619 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Section
13 of the Bank Holding Company Act of 1956, as amended).

3See Prohibiting Certain High-Risk Investment Activities by Banks and Bank Holding Compa-
nies before the S. Comm. On Banking, Housing & Urban Affairs, 111th Cong. 2 (February 2,
2010%test(i11>nony of the Honorable Paul Volcker, Chairman, President’s Economic Recovery Advi-
sory Board).

4Section 13(f) of the Bank Holding Company Act, as amended.

5See attached comment letter from Vanguard dated February 13, 2012, on prohibitions and
restrictions on proprietary trading and certain interests in, and relationships with, hedge funds
and private equity funds. http:/ /1.usa.gov /IrG535.



90

Proposed Rule the bank is prohibited under the Super 23A requirements from pro-
viding any credit whatsoever to the fund.

Custody banks such as Northern Trust are among the leading global providers of
asset management and custody services to the many foreign funds that do not share
the characteristics of hedge funds or private equity funds but nevertheless fall with-
in the proposed definition of “covered fund.” Moreover, our custody services often in-
clude ancillary services that may cause us to be deemed a “sponsor” for a client’s
fund under the Proposed Rule. If large numbers of sponsored or advised foreign
funds become subject to the Volcker Rule, the custody banks will be prohibited from
providing traditional operational extensions of credit and will need to satisfy oner-
ous compliance requirements that in some cases may conflict with laws in certain
non-U.S. jurisdictions.

Such a sweeping approach is inconsistent with Congressional intent as well as the
findings and recommendations of the Financial Stability Oversight Committee
(“FSOC”) in its study on the Volcker Rule. The legislative history of the Volcker
Rule indicates that Congress intended and expected the Agencies to use their rule-
making authority to implement the Volcker Rule in a way that focuses its prohibi-
tions and restrictions on traditional hedge funds and private equity funds. The Pro-
posed Rule expands the universe far beyond the intended scope of the law.

To compound the problem, the Proposed Rule adopts an extremely rigid interpre-
tation of the Super 23A restriction that will put at risk traditional payment and set-
tlement services that custody banks provide for their clients. Ordinary custodial and
administrative services provided to our clients of necessity must include the provi-
sion of intra-day or short-term extensions of credit to facilitate securities settlement,
dividend payments and similar custody-related transactions. These payment flows
are expected in order for transaction settlements to operate smoothly and they have
been encouraged by global financial supervisors. Northern Trust and other banks
have a robust risk framework to deal with these types of payments, and our risk
framework and exposure limits are regularly examined by bank supervisors. Never-
theless, even these low-risk extensions of credit appear to be considered as prohib-
ited “covered transactions” under the Proposed Rule. It is unfortunate that the Pro-
posed Rule has not followed the framework of Section 23A of the Federal Reserve
Act® and Regulation W, which contain provisions that permit these low-risk oper-
ational exposures subject to well-established risk management standards.

These custody-related transactions simply do not give rise to the type of risk that
the Volcker Rule was intended to address. Prohibiting them will encourage covered
fund clients to make alternative arrangements for custodial and administrative
services with non-U.S. banks, which will damage the competitive position of North-
ern Trust and other U.S. banks. Moreover, prohibiting these transactions could re-
sult in market disruption and elevated levels of risk in global payment and settle-
ment systems, with no corresponding systemic or firm-specific risk reduction.”
Northern Trust believes the agencies have ample authority to craft a rule that does
not have these unintended and adverse consequences for a traditional core banking
activity.

Second, the proposed inclusion of foreign exchange swap and forward transactions
within the proprietary trading prohibitions will result in damage to a traditional
and low-risk activity, with no offsetting benefit to the U.S. financial system.® As a
significant global custodian and asset manager, Northern Trust carries on an active
foreign exchange trading operation that is directly related to our core client services.
Foreign exchange transactions typically are generated as a result of the routine pur-
chase or sale of securities, or the receipt or payment of income, dividends or redemp-
tions, by or for our clients. In essence, these currency transactions are simple cash
mar(liagement transactions used by our clients to efficiently manage cross currency
needs.

Secretary Geithner cited the key differences between foreign exchange trans-
actions and other types of derivatives in his proposed determination to exclude for-
eign exchange swaps and forwards from the clearing and settlement requirements
of Title VII of the Dodd-Frank Act.® The proposed determination correctly concluded
that foreign exchange swaps and forwards “already reflect many of Dodd-Frank’s ob-

612 U.S.C. Section 371c.

7See comment letter from BNY Mellon, Northern Trust, and State Street dated February 13,
2012, on proposed rulemaking implementing the Volcker Rule-Hedge Funds and Private Equity
Funds. http:/ /1.usa.gov /Jjgh9b.

8See attached comment letter from Northern Trust dated February 13, 2012, on proposed
rulemaking implementing the Volcker Rule—Proprietary Trading. http:/ /1.usa.gov /IJVesd.

9 “Determination of Foreign Exchange Swaps and Foreign Exchange Forwards under the Com-
modity Exchange Act” issued by the Department of the Treasury on April 29, 2011.
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jectives for reform including high levels of transparency, effective risk management,
and financial stability.” Foreign exchange swaps and forwards have fixed payment
obligations, are physically settled, and are predominately short-term instruments;
therefore the risk profile is different from other derivatives. This is a traditional
banking activity that is clearly not required by statute to be included in the Volcker
Rule’s proprietary trading ban and, for the reasons stated above, should be excluded
from the Rule’s trading restrictions.10

Third, the compliance requirements of the Proposed Rule are unduly burdensome
and will unnecessarily increase compliance costs for banks with little or no offset-
ting benefit. The Proposed Rule essentially requires the bank to prove that each
transaction does not fall within the prohibited category. At Northern Trust, a very
high percentage of trading assets reported on our Call Report are foreign exchange
transactions that, for the reasons given above, should be excluded from the trading
restrictions. We have very small mark-to-market exposures in “plain vanilla” deriva-
tives and securities. Yet, under the Proposed Rule, we would be required to produce
a large number of compliance metrics, many of which are poorly designed to reveal
evidence of prohibited proprietary trading, resulting in considerable systems ex-
penditures and ongoing costs of compliance. We believe these costs have not ade-
quately been considered by the Agencies in issuing the Proposed Rule. We believe
the Agencies could carry out the intent of Congress more effectively and with less
cost to the banking system with a simpler rule that is supplemented by active su-
pervision of bank trading risks and practices.

Northern Trust has submitted comments on the Proposed Rule to implement the
Volcker Rule restrictions, and we have had meetings with the Agencies to discuss
our concerns. I am confident that the Agencies will seriously consider the comments
received, and that the final rule, or a re-proposal of the Proposed Rule, will deal
more effectively with the intended purpose of the Volcker Rule and avoid adverse
unintended consequences.

We believe that our conservative and highly focused business model is one that
contributes to financial stability and long-term benefits for our clients, shareholders
and employees. As the rulemaking phase continues, we urge this Committee to en-
courage the Agencies to adopt final regulations that do not adversely impact those
traditional business activities that played no role in causing the financial crisis.
These activities provide market participants with efficient and safe investment man-
agement services. Preserving such business models will ensure that U.S. banks can
operate competitively while protecting against negative impacts on the broader
economy and U.S. employment.

Thank you Chairman Brown, Ranking Member Corker, and Members of the Com-
mittee, for allowing me to present Northern Trust’s views on this critically impor-
tant topic.

PREPARED STATEMENT OF ANTHONY J. CARFANG
PARTNER AND DIRECTOR, TREASURY STRATEGIES, INC.
ON BEHALF OF THE U.S. CHAMBER OF COMMERCE

May 9, 2012

The U.S. Chamber of Commerce is the world’s largest business federation,
representing the interests of more than 3 million businesses of all sizes,
sectors, and regions, as well as State and local chambers and industry asso-
ciations.

More than 96 percent of the Chamber’s members are small businesses with
100 or fewer employees, 70 percent of which have 10 or fewer employees.
Yet, virtually all of the nation’s largest companies are also active members.
We are particularly cognizant of the problems of smaller businesses, as well
as issues facing the business community at large.

Besides representing a cross-section of the American business community
in terms of number of employees, the Chamber represents a wide manage-
ment spectrum by type of business and location. Each major classification
of American business—manufacturing, retailing, services, construction,
wholesaling, and finance—is represented. Also, the Chamber has substan-
tial membership in all 50 States.

10With respect to the proprietary trading portions of the Volcker Rule, Northern Trust con-
curs with the attached comment letter submitted by SIFMA’s Asset Management Group dated
February 13, 2012, on restrictions on proprietary trading and certain interests in and relation-
ship with hedge funds and private equity funds. http:/ / 1.usa.gov / IB2ldf.
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The Chamber’s international reach is substantial as well. It believes that
global interdependence provides an opportunity, not a threat. In addition to
the U.S. Chamber of Commerce’s 115 American Chambers of Commerce
abroad, an increasing number of members are engaged in the export and
import of both goods and services and have ongoing investment activities.
The Chamber favors strengthened international competitiveness and op-
poses artificial U.S. and foreign barriers to international business.

Positions on national issues are developed by a cross-section of Chamber
members serving on committees, subcommittees, and task forces. More than
1,000 business people participate in this process.

Good afternoon Chairman Brown, Ranking Member Corker, and Members of the
Subcommittee. Thank you for the opportunity to testify, on behalf of the U.S. Cham-
ber of Commerce, at today’s hearing: “Is Simpler Better? Limiting Federal Support
for Financial Institutions”. This is a timely hearing and is a unique opportunity to
discuss the capital markets that fuel business expansion and the concurrent eco-
nomic growth and job creation that occurs as a result.

I am Anthony J. Carfang, a founding partner of Treasury Strategies, Inc. Treas-
ury Strategies is one of the world’s leading consultancies in the area of treasury
management, payments and liquidity. Our clients include the CFOs and treasurers
of large and medium sized corporations as well as State and local governments, hos-
pitals and universities. We also consult with the major global and regional banks
that provide treasury and transaction services to these corporations. In thirty years
of practice, we have consulted with businesses and financial institutions of every
size and complexity on a global basis.

Last year, the Chamber of Commerce issued a report, Sources of Capital and Eco-
nomic Growth: Interconnected and Diverse Markets Driving U.S. Competition, a copy
of which is attached as part of this testimony for today’s hearing. The purpose of
the report was to demonstrate the wide variety and diversity of capital needed to
fuel business expansion and job growth. This diverse quilt includes debt markets,
equity markets, bank loans, trade finance, angel investing, venture capital, credit
cards, home equity loans and the list goes on and on.

It has been my experience that all of these capital raising methods are needed
as options for businesses because flexibility will allow them to meet their needs de-
pending on the maturity of the firm, business cycle, regulatory pressures and
counterparty positions. Global financial systems are needed for large corporations,
but also small businesses that engage in international trade. Community banks as-
sist small businesses, while credit cards help fuel the entrepreneurial spirit that
continually reinvigorates the economy.

So while the premise of the hearing is that our financial systems need to be
plainer and simpler, the fact is that we need a mosaic of interconnected products
of varying size and complexity to meet the capital needs of a 21st century economy.
Constraining our financial systems to look plainer and simpler would be as bene-
ficial as reestablishing the horse and buggy as the foundation of our transportation
systems. There is no guarantee that plainer and simpler translates to safer. The op-
posite, because of lack of diversification, might well be true. Furthermore, the loss
of productivity, speed and communication would cause our economy to shrink and
businesses to disappear.

Consideration of financial systems and products cannot be divorced from the way
that the markets work and the purposes they serve. Viewed from this practical per-
spective, financial institutions and systems are a conduit—a means of transferring
capital from investors to the businesses that need it. A well-regulated conduit will
efficiently and reliably provide businesses with the resources needed to grow and
thrive. Inappropriately restricting that conduit is analogous to blocked blood vessels
that deprive the heart of needed oxygen, causing a heart attack and coronary dis-
ease.

Many aspects of our financial system are in fact already being circumscribed by
legislators and regulators today. Just consider the rapid succession of far-reaching
regulations that have flowed from the Dodd-Frank Act and other responses to the
2008 financial crisis—the Volcker Rule, new derivatives regulations, potential
money market regulations, Basel III capital standards, systemic risk mandates, to
name a few, all have one thing in common—they will impact the ability of busi-
nesses to raise capital and the ability and willingness of investors to provide it.

If we judge these regulatory initiatives in light of my earlier-stated premise that
businesses need access to a mosaic of financial products and systems to raise capital
number of questions must be considered: How do these initiatives impact that mo-
saic? How would placing artificial caps on these systems or institutions impact cap-
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ital-raising for companies and the return that investors expect to receive? How
would restricting diversification reduce risk? Ultimately, how could U.S. businesses
compete and hire workers in a global marketplace, if their ability to raise capital
is impaired?

Economic Consequences

Up to now, businesses operating in the United States have been the most capital
efficient and productive in the world. Thanks to our financial institutions and exist-
ing banking frameworks, businesses and the U.S. economy benefit greatly from:

o The broadest, deepest and most resilient capital markets,

The best risk management products and tools,

The most robust and liquid markets,

The most technologically advanced cash management services, and

L]
L]
L]
e The most efficient and transparent payment systems.

As a result, U.S. businesses are extremely efficient. Consider the following Treasury
Strategies analysis: companies doing business in the United States operate with ap-
proximately $2.2 trillion of cash reserves. That represents only 14 percent of U.S.
gross domestic product. In contrast, corporate cash in the Eurozone is 21 percent
of Eurozone GDP. In the UK, the ratio is even higher at 50 percent.

The availability of highly liquid capital pools allows Treasurers to keep less cash
on hand and use a just-in-time financing system that allows companies to pay their
bills and raise the capital needed to expand and create jobs.

Using this analysis to look at just two items posed by today’s hearing—placing
caps on the size of financial institutions or the imposition of the Volcker Rule as
currently drafted—shows that America’s capital efficiency will decline. This will re-
sult in corporations having to maintain larger cash buffers. Were cash reserves to
rise to the Eurozone level of 21 percent of GDP, that new level would be in excess
of $3 trillion.

Stated differently, CFOs and Treasurers would need to set aside and idle an addi-
tional $1 trillion of cash that could otherwise be used for expansion and hiring. $1
trillion dollars of idle cash is a staggering number. By way of comparison:

e It is greater than the entire TARP program.

e It is more than the Stimulus program.

e It is even greater than the Federal Reserve’s quantitative easing program, QE
1I.

This would seriously slow the economy to the detriment of businesses, workers and
consumers. To raise this extra $1 trillion cash buffer, companies may have to
downsize and lay off workers, reduce inventories, postpone expansion and defer cap-
ital investment. Obviously, the economic consequences would be huge.

Why would treasurers have to idle so much more cash?

Artificial caps and the Volcker Rule, as currently proposed, will create a subjec-
tive regulatory scrutiny of trades, making a company’s ability to raise capital more
expensive and time consuming. They will increase administrative expenses for
banks which will translate into a higher cost of capital for businesses. Real-time fi-
nancing will no longer be possible for many companies. This will raise costs for most
companies and make foreign capital markets more attractive for some companies,
while shutting other companies out of debt markets entirely.

This is also not happening in a vacuum.

Corporate treasurers must also contend with looming money market fund regula-
tions that may imperil 40 percent of the commercial paper market, Basel III capital
and liquidity requirements and expected derivatives regulations.

As T said earlier all of these efforts simultaneously converge on the desk of the
corporate treasurer, adversely impacting business’s ability to raise capital and miti-
gate risk. It is unclear how well these proposals have been vetted and the extent
to which their cumulative impacts have been considered and analyzed. Never before
have so many unproven, high stakes regulations been imposed simultaneously. This
is a dangerous experiment.

In January, Federal Reserve Governor Tarullo testified before the House Finan-
cial Services Committee that the regulators did not know or understand what nor-
mal market making or underwriting practices are. Market making and underwriting
are used by nonfinancial firms to raise money. Yet the regulators admit that they
don’t understand the activity or products they are attempting to regulate—three
months after the three hundred page Volcker Rule regulation has been proposed.
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Similarly, no economic analysis has been performed regarding the potential im-
pacts on our economy and job growth that may flow from capping the size of finan-
cial institutions. For instance, where will community banks go for liquidity?

There is a very close relationship between large banks and community banks that
could be jeopardized by ill-considered, arbitrary regulations. Large banks are a
major source of liquidity for community banks and their business and consumer cus-
tomers.

For example, large banks lend to community banks via the fed funds market so
that community banks will have funds to invest locally. Often, large banks will par-
ticipate in loans originated by community banks, allowing that bank to better serve
the community. Typically, community banks will access services of larger banks in
order to meet occasional customer needs such as international wire transfers, for-
eign currency orders or letters of credit. Breaks in this chain can have direct ad-
verse consequences for Main Street businesses and the smaller financial firms that
service them. If community banks lose access to liquidity, by extension, Main Street
businesses lose access to capital.

Similarly, if a company must go to multiple institutions to raise capital for a deal,
rather than one institution, market efficiency and capital formation are impaired.
Economies of scale must be considered for the ease and efficiency of the overall econ-
omy.

The nature of financial risk

I would like to add a statement about managing financial risk. A common under-
standing among our clients is that, like energy, risk can neither be created nor de-
stroyed but only transferred. So when you consider ways to reduce banking system
risk, do not be tricked into thinking that risk disappears. It simply moves else-
where. Our system relies on the presence of actors who view the potential rewards
of accepting this risk as sufficient to prompt them to do so. If they should come to
view the costs and risks as outweighing any potential reward, the flow of capital
will come to a standstill.

To truly minimize the probability of future financial crises, we must understand
how this risk moves and where it will show up next. Risk is managed most effi-
ciently when it is transparent, properly understood and the market responds with
robust, efficient and liquid hedging solutions.

A corporate CFO whose company imports a raw material from the Far East, for
example, must manage currency risk, commodity price risk, interest rate risk and
operational shipping risks. By simply precluding a bank from helping a company to
hedge these risks, the Volcker Rule or size limitations does not make those risks
go away.

CFOs and Treasurers will undoubtedly conclude that some risk management tech-
niques and some heretofore efficient transactions will no longer be available, or, if
they are available, they will no longer be cost effective. They will decide to “go
naked” and retain more risk internally. The upshot of this is that they will hold
even more precautionary cash on their balance sheets as a buffer. This will take
money out of the real economy, stall economic growth, stunt the creation of new
jobs, and destroy existing jobs.

The corporate treasury is the financial nerve center of a business, which must
make countless decisions on a daily basis to identify and manage the complexities
of the company’s cash-flow in global as well as local markets. To assist them in this
critical and ongoing task, some companies require a bank that can deliver global
economies of scale. Other companies require a broad array of services that only a
full service bank can provide. Still others require specific knowledge of local markets
that regional and community banks best provide. Most companies required all of the
above at some point in their life cycle. The Volcker Rule and size caps would vir-
tually eliminate U.S. banks from offering both the scale services, scope services and
localized specialties that today’s U.S. businesses need.

Many companies have recently engaged Treasury Strategies to assist in upgrading
their treasury technology. Their intent is to get a real time view of their cash, and
implement automated tools to easily move that cash around the globe. In this
frictionless environment, cash can easily move to the most favorable jurisdictions.

Thus, regulations that limit a financial institution’s ability to provide a full range
of services erode the dominance of the U.S. banks. Many companies have already
established regional treasury centers for functions traditionally housed in the
United States. All of this leads to capital flowing out of the United States and com-
petitiveness declining.

Let me also state that Treasury Strategies and our clients fully support well
thought out efforts to improve economic efficiency and to reduce the likelihood of
another systemic failure. The U.S. Chamber’s position is the same and it has advo-
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cated for stronger capital rules, rather than a unilateral ban on proprietary trading,
as a pro-growth means of stabilizing the financial system and avoiding systemic fail-
ure.

However, we are in danger of developing an overly complex hodgepodge of
unproven regulations that will be extraordinarily vague and create regulatory risk
and legal uncertainty. In short we may deprive the American economy of one ex-
traordinary advantage—the efficiency associated with predictability and legal cer-
tainty in the rules governing our financial systems.

We could deprive our economy of competitive advantages at the same time that
it must become more globally competitive to grow our economy and put America
back to work.

Conclusion

I appreciate the opportunity to appear before you today on behalf of the U.S.
Chamber of Commerce.

Financial regulatory reform is an unfinished project that must take into account
the needs of treasurers and businesses to meet the demands needed to grow and
operate in an increasingly competitive and global environment. Proposals to impose
artificial and arbitrary caps on the financial industry, or the Volcker Rule (as cur-
rently proposed), or additional money market regulation will not reduce systemic
risk. Instead they will only shift that risk. They will force the nonfinancial compa-
nies that are the engines of our economy to retrench, enhance their cash positions
and face a much tougher time raising the capital needed to operate, grow and create
jobs.

This is about a grand tradeoff: are we willing to jeopardize America’s capital rais-
ing and job creating engine in exchange for a vague, unproven hope of reducing fi-
nancial risk? As stated earlier, risks can only be shifted, not eliminated. We believe
that these regulations will make U.S. capital markets less robust, U.S. business less
competitive and ultimately harm all Americans by slowing America’s economic ac-
tivity.

In thinking through these difficult problems, I would respectfully suggest that pol-
icymakers ask this question before proposing new laws or approving new regula-
tions governing America’s financial system:

When a business’ treasurer calls a U.S. bank or financial firm to raise the cash
needed to meet the pay bills or fund expansion, will someone be there to answer
that phone call?

If not, the business will suffer, as will the economy and job creation.

I am delighted to discuss these issues further and answer any questions you may
have.
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~ Executive Summary

This paper provides a broad ovsr‘vi‘ew; of
the U.S, financial system. it describes the variety

-offinancing Sources available to both'individual
consummers and businesses, and the considerations

that fead a consumer or a business to choose a
specific financing source. ttthen discusses how
this variety of financing sources provides benefits
to the economy. Five main conchisions emerga
from this analysis.

First, “a. robust, . efficient, : and diversen
financial systemi: facilitates  econoiic: . growth,

Research has shown that the fevel of financial devel:

opment_is 4. strong predictor: of economit growth: -

This: résearch is based on ‘& study of a large number
‘of courtries: Even with the Unprecedented sconomic

“crisis; the growth in the U.S. financial services indus-

try.has been accdmpanied by a robust growth in our
economy, as measured by growth in gross domestic

product (GDP) The financial system facilitates eco-

nomlc growth by providing four basic services:
1+ facilitating trade; . .
«:“facilitating ‘isk managerment for various indi-
viduals ahd businesses;
+ mobilizing resources; and
«-. ‘obtaining information; evaluating busitesses
- and individuals based- on ‘this ihformation,
and allocating capital.
It is through. the. provision of these services that the
financial systém ensures that investment capital is
channeled most efficiently from the providers of cap-

ital to the users of capital, so that both the economy

and employment grow.

Second; . in  terms  of . their ﬂﬁancing

choices; ‘individuals - are largely limited to debt:

financing for raising capital. For individuals, these

sources include: family and:friends; - credit cards,
home: equity loans; and other types of bank loaris: -
Consumer credit. provided: through these diverse
soufces is a’ large segment of ‘ouf economy.. The
rﬁaior ‘pfovidei's of ‘consumer.. credit-~commercial
banks, finance companies, credit unions, the Tederal

“governiment, savings' institutions, and ‘nontinancial
“Businésses —provided ove‘r~$2.‘4 triliiony of Gonsurmier

credit as: of year-end 2010. The efficient availability
of this gredit is critical in an economy. so dependent
on’domestic consumptlon I is important :to: note
that for many smallér businesses,. especially start=
ups; these consumer credit products’ are: often ‘the
only. avanlable sources of new or even workmg cap!~
tal. Enfrepreneurs often rely on.access to-personal
credit, mc&udmg credit cards and home equxty !oans : :
to launch their new businesses:

Third, . as: businesses - .grow ‘they can,
access both debt and equity financing; and the

- mix: of these two, called the “capital stricture”

decision, is: an important choice every business.
makes. Thrae broad categories of financing sources
are available ) businesses for either debt or equ\ty

.capital. One source of capltal invoives raising funds

without using any intermediaries like: banks or: going
to the public capital market.: Included in: this cat-
egory are family- and.friends, -employee-ownership;
retaified earnings generated by the opétating prof-
itsof the business, customers’ and:stppliers;, and
angel investors: A second category. is intermediated
finance that does not involve going to'the capital
market. Included in this are’foans from: intermediar-
ies like banks:and insurance compénies, funding by -
private-equity firms- and “ventire capitalists, “smalf
business investment comipanies: that provide Small~
Business-Administration-sponsored financing,. and

Sources of Capital and Ecariomic Growth
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factoring compénies ‘that-provide financinig égainst
receivables; While ‘alf these financing sources are
important, venture’ capital has played an ‘es‘pe‘cia(‘ly
vital role ih: hielping laurich new businesses: ventiire
capital financing “accounts for -21% ot GDP.- Many
famous éompanies like. Apple were financed in. their

ness, bank [oans are ar essential source of finance;
In ‘2009, U:S. banks: made more. than $7 tiflion. in-
~loans:: The: third category of financing: available:to
businesses is direct capital market access; whereby"
the firm. uses an- investment ‘bank and sells debt”
or. equity claims directly” to. capital-market- inves-
tors. These' include commercial paper, initial public
“offerings (IPOs); bond sales, -and secondary equity
offérings.

Fourth, “a. rich - diversity . of. _financing
is provided by the U.S. fi I sy
“This dNefsity fhelps U.S. consumers and Businesses
10, beneif marniage their risks and lowers their cost of
capital: Diversity snables consumers and businesses
to. effectively ratch’ their financing needs to’ the
financing sources; with. each: financirig source pro-
viding a different sét of services. Since thie needs of
those segking financing ditfer, it is beneficial to have
specialized financiérs catering to different needs. The
result'is better risk management and higher invest-
ment in‘the economy, leading to an increase in GDP.
and employmenit.

. Fifth, the U.S. financial system is highly inter-
connected. - What' happens: to one financing: source
typicaliy affects a host of other financing sources as
well as those seeking financing. These spillover effects
cause any. change in the’ part -of the system to be
propagatad. through the-entire system, often in ways
that- are” difficult to predict. For example, if our pub-
lic -équity markets were to diminish in the future--say
due to excéssively onerous regulation—it is very likely
that the -supply of private equity and vénture capital

ﬁna;ncin‘g‘would decline as well. Hence, assessing the

risks‘associated with regulatory changes in the finari-
cial system is'a notoriously difficult task. This often
leads to‘unintended conseguerices when changes:are

1urbing exampies of this can be found in the inpact of

the Sarbanes-Oxley Act and the litigation envifonment

faced by U.S. companies. These changes have con-
tribg‘;ed to'a slowdown of the rate-at which new public
companies. dre formed and.an increase in. the rate-at

“which existing- public companies are lsaving the mar-

kst,}eading to @ substantial decline in the number of
publicly fisted U.8. companies.

A well-developed financial
systerm goes hand-in-hand
with robust economic growth
and increased employment.

Aweli-developed financial system goes hand=
in=hand with robust economic growth and incteased
employmernit. The better the financial system furic-
tions, thé more new companies are"lalnched; the
Jarger thé nurmiber of publicly fisted companies, tHe
better the overall management of risk, the greater the
availability of consumer credit, and the higher aggre-
gate investment. )

intrGduced in“some part of the finanicial system. Dis~
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l. Introduction

industry accounted: for “about 10% - of ‘total Corpo-
rate piofits in the Unifed States. In 2007, it was 40%:
- Sornehave used statistics like this to-argue that finan-

cial setvices. are b‘econiing excessively. important at
< the expense of othet parts of the economy; such'as
‘manufacturing. and- services that produce obviously

furthier from the truth. Given the econotnic crisis we
“have witnessed over the past three years, it is-easy to

two, decades was aiso accompanied by somme of the
nessed: Irithe 1980s, U.S. gross domestic:product
{GDP); the most commionly used measure of the size

of the economy; stood at under $3 trilion: In-2007;

for: by financial services was four times. as large as

LUS
BT miflion people, about 6% of totai: private non-
= farm employment,‘and this number is projected to
grow:to 12% by 2018. The wealth generated by the
“financial ‘services- indiistry- contributed” nearly' 6%
(3828 billion) to U.S: GDP in 2008.! :

Inthe wake of the recent financiat crisis, some

* have argued that the economic growth we witnessed
.- was merely an unsustainable bubble, and that when
the bubble burst, the economy carme crashing down,
While the ‘causes. of this-cisis are not the topic of
this paper, it is worth: noting that the crisis was a
consequence of a variety of factors in the United
States: an excéss supply. of liquidity due to a global

1 U.S. Financial Services industry: Contributing to a More Com-
patitive U.S. Economy, SIFMA, http://www.ita.doc.gov/td/finance/
icati U.S. %20Fi i 20industry.pdf,

{duly 201Q).

In theearly- 1980s, the financial services:

tangible‘ecoriomic value. However, nothing could be..

Corisurmier Protection Act tackles a varietyof financial
forget that growith in financial services over the pa‘st‘

- most spectacular economic growth we have ever wit- -

- when the; share of total corporate profits accounted:

~lin-the1980s, it 'was.around $14 trilion. Today the: -

inaricial. services industry employs more’than "

liguidity-imbalance, an easy-money monetary policy,
~a:po!itioa‘! ‘desire- for widespread: home. ownership;
“and. variotis” developments in the financial sector. -
All-of these factors need attention it we are to have‘
a well-regulated, transparent; : efficient, ‘and robust
<findncial. system-consisting of a-divetsity of financ-

ing- sources: Thus, financial reform must go hand
in-hand with ‘a strong: financial services sector. The
recently. passed Dodd-Frank Wall Street Reform and

reform -issties;: but many of the specific regulations
Fave yet to be writteri,-so time will-tall ‘about How
effectively the: Act will deal with the causes of the
crisis; Nonetheless, an important point ‘to remember
is that the data show'a strbng correlation: between
econonic growth and strength of financial services.

Financial markets and the
financial service firms that
operate in those markets help

individuals-and busingsses raise
capital of various sorts, as they
channel money from saversto:
those with investment ideas.

" It was riot a caincidence that the' U.S. econ:
omy. grew - so-rapidly -during a ‘time - that financial
services grew in importance. Financial ‘markets-and
the financial service firms that operate in those mar-
kets help individuals and businesses. raise capital. of
various sorts, as they channel money fram savers to
those with investment ideas. The more well developed
the financial system, the better fubricated this chan-
nel, and the fower the- transactions ‘costs and- ather
impediments to investment and economic growth.

) Sources of Capital and Economic Growth
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Indeed; ons of the roadblocks: 16 economic
growth in the former eastern-block Communist coun-
tries in Eurbpe, ‘such as Romania, has been the lack
of developed financial systems. The fact that the US
financial systerm is well developed and innovativs has

been a big boon toindividuals and. businessgs, as'

they have been‘able to access a variety of financing
sources to. raise relatively low-cost capital to grow.
Even within the United States, the number orie reason

~ When small businesses
do succeed and create
gmployment and-growth, an-
important factor in their success
is access to the financing
- needed to support growth.

for.the failure of small: businesses is lack of access
to; funding: Put differently, when smalt businesses
do succeed and ‘create’ employment and grdwth,
an impbrtant factor in-their success is access 1o the

financing -needed to support growth. The strength of

the financial system has also been-a significant fac-

tor. in'the creation”of prominent new firms that have ..

been launched in the past 25 years and have gone on
to-bécorme. global powerhouses, Starbucks, Yahoo,

Google; and éBay are but a few examples. No other -
country. in:the world can match this; in large part.-

because no_other ‘country in the world has such a
deep and vibrant finanicial system.

What is the U.S. financial system composed
of and how does it work? What makes it so deep and
vibrant? These are the main questions addressed in
this research paper. Section il discusses the role of
the financial system in promoting economic growth.
Section HI provides an overview of the financial sys-
tem and addresses the question of how the financial
system functions. The focus is on the types of busi-
nesses that are involved in raising capital, the types

of - financing- sources available to. them, and-the
fimancial instruments/contracts that are used to raise
éapital; Section WV discusses how different. parts of
the financial system are connected and the role of:
the large diversity of financing sources ifi making.the
ﬁnaﬁcial systém deep-and vibrant, and facilitating

ecoromic growth. :
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the financial system in promioting economic: growth,
“much of it flom comparisons. of different ‘couritries.
“For-example, in"a'study-of 56 developing countries,

strong: ‘predictor of econiomic growth. over the:next
30:years, after controfling for a variety. of économic
-and palitical factors.? This and other-studies- provide
ample evidence that robust finaricial developrient is
followed by healthy economic growth. This-section

ing of what the facts say and why‘they say what they.
say: But first, itiis useful to undetstand thé basic eco-

econaomic growth.

‘Finarcial System and Economic
Growth ~

A simple example Hiustrates: this tink. Sup~
‘pose we have 4 community in which four people own
productive resources: Mary,” Peter,- Paul, and Sally.
Mary -has-saved sorie money that shé keeps'in‘a
safe in her house;. Peter owns an ofchard and some
apple seeds that he can piant to grow trees and hat-
vest-applés. Paul has a farm on which he naturaily
produces fertifizer. Safty owns some farm equipment
that can bs used for tilling the fand and digging holes
for planting trees.

Neither Paul nor Sally is willing to self any
goods or setvices for the promise of a future return:
They will sell only if they get paid now. But Peter has
no money to pay anyone now. Mary, on the other

2 See Levine (1996).

There is'arich body of research on the role of.

“the lefzel of financial development  in- 1960:was 'a

e will:discuss this research to develop an unders‘tan‘d-‘
nomics: biehind how the- financial system promotes.

*The Conceptual Link Between the - o

II. The Role of the Financial System in
| Promoting Economic Growth

hand;is patient and would riot mind. giving her maney
to''someone now in exchange for a larger payment in
the futire, However, she does not know Peter well arid
is‘con‘c‘emed that He might be & crook who will simply
abscond with her mioney if she lefids it to him.

Without a finaricial systemn in this community;
Peter will be fimited to'planting whatever apple trees
he can using his owr seeds and labot, but without any
fertilizer or farm-equipment. Suppose he can plarit'a
few trees and-harvest 500 apples a year. That then
defines his econiomic output.

Now. suppose the cornmunity’s finaricial sys-
tem- includesa bank and & financial. market, where
financial securities are traded. Now: Peter:can go to
the bank and request a foan that would-be repaid from

‘fu‘ture sales of apples. The bank will Goriduict a credit

analysis and determinie whether Peter is a good crédit
risk:-The bank will also monitor’ Peter’ to ‘make. sure
that He is ot & craok who. absconds with: the: Bank
foan. With the assurances provided, Mary. will: be will-
ing to deposit her money in the bank. This:is: better

for-her tha‘n‘keeping the money: idle' in a safe in‘ her:

house and earning zero interest. With'the barik loan;
Peter will buy some fertilizer from Pauf and some farm
eguipment from Sally on a cash-on-purchase: basis,
He can now plant more trees to produce more apples,
so heends up with 10,000 apples rather thart 500. The
economic output of this economy. has gorie up due to
the financial market. A’ further increase in- economic
output may. atise from: the fact that Paul and Sally
may use the money Peter pays them to produce more
fertilizer and farm' equipment. This output may have
uses in other parts of the economy, leading to further’
increases in economic outpit, and so on (see figure 1}.

[§ . Sources of Capital and Economic Growth
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This simiple: example iffustrates three important ways inj which the financial system contributes to
economic growth:
* . itincreases trade and the flow of goods ahd services;

«. it increases the rate of physical capité! ﬁpcu‘mu!ation; and
* it increases the efficiency of combinirig capital and labor in praduction.

Figure T: How the Financial System Promotes Growth

Increases Rate of
pital Accurmdation

Pays for
fertilizer
: Deliver !
fertifizer Produces more

fentilizer

Pays for
BN ekt
3 WBauipment
Dafivers L i Produces more

irm
equipment farm equipment

increases Efficiency of Combining Capifal and Labor in Production

i Peter uses fertilizer and farm equipinent fo generate greater sfficiency
of iabor in production and theraby produces mare apples.
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The Services the Financial System
Provides and How They Heip

{ses figure 2).

There are-four basic services -provided. by
financial systems that help spur economic- growth?

The Financial System. Facilitates  Trade:
In: primitive economies, trade was based on ‘bader,
- something that Peter and-Pauf couid not.do in-ouF
example because Peter'had no ‘apples in his.invens:

tory to’frade. The invention of money minimized the

" to-move money.-from-one party to the other and often:

across hatjonal boundariés, Witholit these: systerms;
companies would be greatly impeded ini their. abil-
ity to'do: business with each other, and economic
‘gmwth would suffer:

The - Financial ' System. _Facilitates " Risk
‘Management:- Financial- systems “help- individuals
and: businesses improve their. management of vari=
ous:sonts. of risks. This is irhbortant fof economic
growth becalse increased risk rediices investment.
inouriexample, Peter faces some risk‘when he buys
fertilizer-and- farm ‘equipment to increase his apple

Figure 2: The Basic Services Provided by a Financial System

FINANCIAL SYBTEM

need for barter trade, thereby increasing ¢ommercial
transactions and trade. In hodern economies, itis not
enough to have money to fatifitate trarisactionsthis
money needs to be moved around. Financial systems,
with the appropriate hubs:and spokes for recording
and ‘clearig multilateral financial transactions, help

3 See Levine {1996},

Eagititates Trade

g Eacifitatos Risk Managemunt

Mohilizes Resources

Ghfains infarmation. BEvaluates
Businagsesand Individuals; ang
Alvestes Capital

crop. If it does not rain-as much as Peter expects; he
may have a lean harvest ard be unable to-fully repay
his bark loan. This riiay cause him to lose his farmi
to the bank. Or there 'may be gnough.rain, but new
apple orchards may sprirg up: it néighiboring com-
munities and the market inay be flooded with apples,
pushing the'price of apples well below normal. These
risks. may cause Peter to cut back on how much

&
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he invests in-biiying fertilizer and farm- equiprment.
Afinancial system jprices risk and provides mecha-

nisths for pooling, armeliorating, and trading risk. it.. :

provides broducers fike Petera way to mar‘vage‘ risks:
For example; Peter could use the financial system to
““purchase’insuranice against a fow harvest or could
hedge ‘apple price- sk in“the futures market; The
financial system also:gives investors like Mary better

risk management. opportunities. For example; Mary.: -

~may beconcetned. about liquidity: risk if she:lends
difecily tor Peter. Once the money is loanied;” Mary
may bé unable to get any of it back until the'apples
are harvested arid sold.-But what if medical emer-
gency arises and Mary needs the money before then?
With--a-finantial system, Mary woul‘dksimply with=
draw’ her deposit from the bank when she needs it.
Thus; a finaricial system; by facilitating improved. risk
manégement for.both borrowers and’ savers; spurs
long-run investments that fuel economic growth.

-~ Afinancial system, by
facilitating improved risk -
maragement for both
‘borrowers and savers, spurs
long-run investments that fuel
economic growth.

The Financial Systerm Mobilizes Resources: As our
example shows, without a financial system, Mary's
savings wolild have: stayed locked up in her safe: t
took-a financial system to mobilize those resources
and get them to Peter, who couid put them to pro-
ductive use. Almiost 150 -years-ago, the famous
economist Walter Bagehot described how the finan-
cial system helps to mobilizes resources and spur
economic growth:*

any unidértaking fikely to pay, and seen to'be

fikely, can perish for want of money; yet no el
idea was more familiar to our ancestors; or is

more common in most counties. A citizen of
Long in Queen Elizabeth’s time...would: have
_~thought that it was no use inventing railways

meant), for you would ot have been able{o
collect the capital with which to make- them:

countries; there is no large sum-of transfer:
able r‘nonéy‘ there is ot funid from which you:
can borrow, and-out of which you can' make
immense works.”

“What Bagehot was refetring to was-the abil-
ity of tHe finanicial system to mobilize résources that
would permiit the developiient of better technologies
that lead to economic growth.

Obtai and

The-- Financial - 8)

{it-he could have understood what a railway.

At this moment, in colonies and:in. all-rude-.

“We have entirely lost the idea that"

Processes - Information and - Alfocates - Capi- -

tal; tndivid‘ual‘savers, fike Mary, ‘may not have ‘the- :
resources or expertise to-evaluate firms, projects,

and managers before: deciding whether to-invest in
them. Financial intérmediaries, like banks and iﬁvest—
ment banks, have a cost and expertise advantage:in
collecting and processing such information; and-then
heiping the capital-atlocation process based on tﬁat

information.® This, in turn, encourages. investors to

supply capital fo these intermediaries, which channel
the eapital to businesses that make investments that
fuel economic growth.

For example, imagine that someone comes
to you and asks fora loan to finance a new.restaurant.
While you have the money to:{end, you are riof sure
this is a good investment for you‘ But if your friend
goestoa bank for the loan, the bank can gather the

4 See Bagehot {1873), reprinted 1962, as noted by Levine {1996}

5 See Greenbaum and Thaker {2007),
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- Natessary information-about potential future incorme
and the: assets purchased‘with the loan. that-can
be usedas coliaterai, conduct the necessary credit

In.summary, the financial system provides
four: key setvices—facilitates trade; - facilitates. risk
managerrient; mobilizes resources, and acquires‘and
arialysis with this information, and decide whether to: prqcessés information that helps in the allocation-of .
“Jend and how to-structure the loan. Stich exper‘ﬁs‘e‘ capital, These key services help to incredse. the flow
is pérf of the bank’s business skill set, Knowing that
“the bank:will do this, you may be willing to deposit
< your money: éo that the bank can, in turn, use it to

of 'goods and.services; increase the tate of physical

capital dccumulation, -and increase the efficienéy of

combining capital ard fabor in production. The result
miake foans. is more econoric growth,

In a different context, venture capitalists are
also information-processing experts. When a venture
capital firm like Sequoia Capital evaluates.a start-
up firm, it uses_its expertise in assessing the firm's
grbwth potential and odds of success on the basis of
the firm’s business plan. It then'uses this assessment
to:decide whether to ‘provide financing: Promising
new ventiires t‘hat‘ survive. this- screening-are-abie to

“-obtain more finahcing than they might receive from
family and friends.

Figure 3: The U.S. Financial Sy Individuals/Con: 5

USERS OF CAPITAL INTERMEDIARIES INVESTORS AND
. SOURCES OF CAPITAL

Family and
Friends -

<« Credit Cai‘ds‘
< Home Equity
Loans

- Bank and Other
Loans

Nonbank Loans

&S
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lll. An Overview of How the U.S.
Financial System Works

The U.S. financial-system is a complex mosaic of institutions, markets, investors (businesses and
individuals), savers, and financial contracts, alf of‘which are interconnected. Before we can understand-the
role'played by each part of the financial system, it is necessary to understand some key distinctions be‘tween‘

the contracts by which financial- capital is.raised and thq differerices between individuals/consumers-arid
businesses with respect to how these financing contracts are used.

Figure 4: The U.S, Financial System: BusinesSes Raising Equity Finanbing

USERS OF CAPITAL . INTERMEDIARIES IMVESTORS AND
. SOURCES OF CAPITAL

Family and Friends

Employee Ownership

Retained Eamings

Angei Investors

Customers and Suppliers

. Corporate Parents

. Private Equity «— Debt and Equity
Firm investors

Pension Funds,

oo Yenture . -— Endowments, insurance
Capitalist Companies, Individuals
and Famities
Private and Government
Venture investors Provising
= == == - <= Small-Business.
Caphtalist Administration (SBA)-

Sponsored Financing

. Investment | Institutional and
Banks Individual Investors

Private and Public
Placements of Equity
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USERS OF CAPITAL

INTERMEDIARIES

Commercial

institutional Investors
‘ Suchas Commercial-
Finance and -

insurance Companies

Factoring Companies
_That Provide
Financing Against
Accounts

. U.8. Smatlt
N Buginess

T Raministration

y {SBA) Loans

investment
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Figure 5; The U.S: Financial System: Biisinesses Raising Debt Financing
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Debt Versus: Equity and Use by
Consumers and Businesses

Althougha highly developed financial- sys~
tem fike the United States has aplethora of firiancial
contracts, the contracts by which individuals. and
businesses raise capital can be divided into two main
groups:-equity and debt.

With an equity- contract, a business wishing
to raiss capital wouid seli an-ownership. stake in the
business to investors, who would provide the exter-
nal“financing the. business needs. In the example
discussed earlier; Peter might go to Mary and- offer
her.a 30% ownership share in his appie business in
order to raise the ‘money to buy fertifizer and. farm
-equiipivient,” rather ‘than taking: a- bank [6an. How
much-money Mary: would ‘make on-her investment

wollld depend entirely on the profitability of the busi-:

niess. I Mary invested $100,000 for a 30% ownership
“share afd Peter made a profit of $15,000 in the first
yaar after paying off all his operating expenses; Mary
wouild: be: entitled fo receive 30% "of that, whichi is

- $4,500. If Peter's business made a profit of $50,000;
Mary wouid. get $15,000 in the first year alone; and
if the business made no. profit in the first year, Mary
wauld ‘get nothing-in the first year. Each year,”Mary
would receive 30% of the profits, assuming alf pi’oﬁt
is-distributed as dividends. Moreover, Mary's:invest-
ment hasno stated maturity. That means Peter never
has to. réturn’ her ‘original investment of $100,000 to
her as a'fump sum. The only way for Mary to recover
that original investment is to sell her ownership stake
to someone eise.

With a debt contract~for example, a bank
loan—the lender. is promised a repayment of the
original loan amount plus some interest. A debt claim
has both a-stated. maturity and priority over equity.
“Stated maturity” means- that the lender must be
fully repaid by a“certain date: “Priority over equity”
means that debt holders must bie fully repaid before

: shafehqlders can be paid. in our eiamplé, if Peter.

- “and: pays-his taxes can he keep  what is left: over.

_ simply withhold the supply.of this fabor income =for

finances with a bank foan, he must first use all of the
prafit from selling ‘apples to repay the bank,even
bifore he pays taxes. Only after he repays the bank

for himself as the owner of his busiriess:

Consurmers finance primarily
with debt contracts.

Consumers finance primarily with debt con-
tracts: Bank loans; home mortgages, and credit card
baortowing are all forms of debt contracts. There is
a good reason why. equity is not used in consumer
financing. A foan taken by a consumer is essentially a
financial claim by the lender on the borrower’s future
labor income. it is relatively easy for the borrower to

example, by quitting work—and. make- the lehdsr's
claim. warthiess.. A debt contract, ‘with, a" require-
ment to repay by a certain-date and penalties for not
repaying, provides better incentives for the borrawer
to repay.

Businesses finance with: both . ‘debt: arid
equity. In fact, the mix of debt and equity. finaricing
is-an important decision for. any. business,: Equity

Businesses finance with:
both debt and equity. In fact,
the mix of debt and equity
financing is.an important
decision for any business.

financing is viable for businesses because the finan-
cial system provides' corporate’ governanée to keep
managerial actions roughly aligned with the interests
of the financiers of the business. Furthér, businesses
have powerful incentives: to keep producing profits,
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50 they are unikely to.withhold the supply of prddﬁc—
five inputs tike fabor:

Individual/Consumer Financing

Consurmers ‘can tap a variety of sources for
financing, 'most of which is in the form of debt {(see
-figure 3).

significant source of capital. Often these loans have
vagusly defined maturity with specific purposes, for
&xarriple; a student ioan that will be répaid somgtime
after graduation or a car joan. Many ‘people rely-on
this formof ﬁhancing in emergencies-or for purpdses
for which bank loans are difficuit to get.

"Credit card- financing is' Unsecured: debt,
which: means: there is no: specific: collateral back-
ing the loan. Since it is largely used. as a theans of
transaction financing, the issuer expects to be repaid
from-the:borrower's-income. within-a relatively short
“time.Interest rates and late-payrent fees. tend. to
be:high to"encourage prompt payment. The: viabil-
ity of credit card ﬁnéncihg rests on a well-developed
“finanicial sysjerri with a high level of trust and-a deep
financial. market- in- which- banks . can- raise. financ-
ing:by:securitizing their credit card- receivables ‘and
seﬂing the claims to investors. The volume of credit
card finance, and “heénce the. encrmous payriént-
transactions” convenience afforded 1o consumers,
both-decline exponentially as one:moves from well-
déveloped financial-systems. (like the United States)
to less-developed financial systems.

Home equity loans are a convenient way for
consuriers to borrow against the price appreciation
in their homes: For example, say you nesd $75,000.
Your ‘home is. worth' $300,000" and. you owe the
bank $200,000. Then your home equity is' $100,000
{$300,000° minus $200,000), and ‘you can borrow
the $75,000 you ‘need against the home. equity.

Friends and. family provide a " potentially:

Of tourse; once you take the {oan, you Witl befaced

" with additional monthly paymeénts on the foan.

Before the subprime: financial erisis, home
equity: loans. were a significant sburce of finance: for.
many.consumers. The. average: U.S.: homeowrier
extracted 25-30 cents-for every dollar ‘kih‘cn‘ease in
home. equity” during’ 2002-2006;. and: Home-equity-
based borrowing was ‘equal fo 2.8% of GDP.évery.
year-fromi:2002 to 2006.5

Bank and other loans represent a significant
portion of the finaricing avaitable to individuals. These
{oans . include - borrowing “from. commercial - banks;
finance companies {e.g., car Ioans), credit unions; the
federal government; and. so on. The. amourt:of this
borrowing'is huge.. As-of year-end 2010, consumer

. credit outstanding was $2.41 trillion; having grown at

an‘annual rate of 2.5% in the fourth quarter‘of‘201‘0
{see table 1).

Nonbank Joans are provided by awide arréy
of. lenders, Perhaps- the biggest rionbarik: financial
intermediary is the U.S: government.” From -Fannie
Mae and Freddie Mac to Sally Mae {the Studerit Loan-
Marketing: Association), the ‘@mount: of ‘credit. provi-
sion- that involves the U.S. dovernment dwarfs. that
by any bank. o

Various -other lenders.:also. €xist- on- the
“periphery” ‘of the financial” sérvices  industry.: and
serve as “bankers” to the poor arid ihe excluded:

. Pawnbrokers are 6ne such group of fenders. Pawn-

broking is a form of asset-backed (secured) lending.
The lender makes"a {oan- that typicafly. issmali,
say $50-$100, for a few weeks or months; and is
secured with merchandise {e:g., jewelry, electronics)
that has a resale vallie rolighly twice the debt. Inter-
est rates tend to be high, roughly 25-30% per month
in some states. Default rates range between 10%

6 See Mian and Sufi {2010).
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Table.1: Cc r Credit O

ahd 30%: In-2004; there were 15,000 pawnbrokers
inthe United States.”

Payday. lenders: tepresent anothéer ‘source
of nonbank credit. They. provide unsecured, short-
term: loans 1o customers. The loan arises.in one of
two ways. The first is a “traditional” payday loan, in
which:the borrower writes a post-dated {or undated)

: personal:check to the lerider; and the lender-makes
a-loan equal to-the check ‘amount minus a finance
charge. The lender usually deposits the check and
gets. paid.the day the borrower receives his-pay. The
sscond involves the lender directly debiting the bor-

“rower’s bank checking account on a future date for
the:amount of the loan plus the finance charge. The
typicalioan has a two-week maturity. Payday lending
is Jegal and regulated in many states, but is ilegal or

“infeasible given the law in some states: )

Title fenders are similar-to payday lenders,
the difference being that title lenders make secured
joans: ratheér than unsecured joans; That is; the title
holder @lender) holds collaterat against the loan. Car
title - loaris ‘are quite comimon,-and in this case the
lender holds the title to the: borrower's car until the
loan is repaid. Title lending is-an extension of pawn-
broking. A key- differerice is that while a pawnbroker
keeps possession of the coliateral during the term of
the ioan, the title lender may permit the coliateral to

7 See Greenbaum and Thakor (2007},

Source: Fedsfal Reserve Statistical Releass, February 7, 2011,

rémain with the borrower while the loan is outstand-
ing and repossess it only upon default:

Attention, will be turned. next to. business
financing. While for purposes of discussior, it is:use~
ful'to-create a clean separation between consuimer
and business financing, in practice this dividing fine
is often fuzzy. In particular, many individuals will use" -
their access to consumer financing to raise the money
they need 10 invest in their businesses, For examp!é. N
someons méy charge ‘a business purchase 16 a‘per- R
sonal credit card or use a home. equity loar-to make
the investmenit needed to expand the business.

Business Financing: Equity -

Businesses can raiss equity financing from'a
richly. diverse set of sources {see figure' 4},

internal Equity Financing : .
Family and friends’ réprésent-an-important
financing source for start-up businesses. The typie
cai family or friend investor:is someone who. Has
been successful in his-own business and wishes to
invest both to help a family merriber or. friend -and/or
because someone had made a.similar investrment iri
his business when it was a start-up.-For example, a
health care private équity firm was launched. about
10 years ago in St. Louis; MO, with financing provided
entirely by family. and- friends: because the founders
discovered that no Wall Street firm was ‘wilfing to
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provide: start-up. fir‘l;anci‘ng to.a group of individuals

who: had operating experience in the induistry bt no -
. privaté-equity experience. Similarly, Facebook was

latinched froma Hatvard dorm room and eventually
expahded with-family and friends financing, Typically,
“farmily and.friends wilf invest up to $100,000 each.

: Empldyeé bwnership is another: way..in
“which firms. can raise equity” financing: . Employee
stock: owniership”plans (ESOPs) give employees the
‘opportunity to becorrie:shareholders in the' company.
Asshareholders; employees can experience increased
pride‘and secu‘r'ity, and may become moré productive.
Employees can participate via- stock: purchases; by.
feCeiving a p‘ortion of their compensation. as stock
rather than cash; and ‘sometirries by. providing per-
: ‘s“oﬁa{ assets to' the businiess. There are more than
k11;50‘0 ESOPs:in.place in the United States, cover-
ing:10° million employees {10% of the privats-sector
workforce); The'total assets owned by, U:S. ESOPs
' were estimated at $901. biltion at end of 20072

_.Refained earnings represent a vital source

ot internal ‘équity financing for businesses,. When a
firmy rﬁakes‘a profit-at the end of a year after settling
allits expensés, paying creditors, and paying taxes, it
will typiﬁ:aﬂy pay out’a.portion of the profits as.a divi-
dend-{o its shareholders. The amount remaining after
the dividend payment is called retairied earnings, and
it éugrnents the firm’'s equity. Retained earnings may
be viewed as'a “sacrifice” made by the sharehoiders
inthe sensa that they forgo some dividends in order
to build up the firm's -equity. Companies generally
retain 30% to 80% of their after-tax profit every year.

External Equity Financing

Angel_ financing involves - raising equity
capital from individual investors; known as “éngsis."
These individuals ook for companies that have high

8 The ESOP Association Industry Statistics, http://www.esopas-
aciation. i ia, statistics.asp {March 2011),

e gmwth prospects and- some syriergies- with - their:
:.oWn:businesses, and operate in an indusiry that the
individuals have successfully worked:in or ate biil-
ish:about. Angel financing is. quite often tapped: by
early-stage. companies that have. yet. to-establish::
a track record of revenues: or ‘earhings that:weuld
enable thern to. obtain institutional finéncing from
venture capital firms or banks. In our apple-orchard
example; if Peter cannot get a bank Joan 16 buy fer-
tilizer and farm-equipment; he might-seek-out args!
investors {typically investors who, unlike Mary; know
him “and ‘something about his business) to. provide

the financing in-exchange for an {equity) owneérship
stake in the business:

Angel financing is quite
often tapped by early-stage
“companies that have yet to
establish a track record of
revenues or earnings that
would enable them to obtain
institutional financing from-
venture capital firms:-or.-banks.

Angel “financing is. often. ‘quite  expensive.
Capital from:angel investors-can cost the srjtrépre-
neur-anywhere from 10% to 50%:of the owhership
in the. business. in addition, many. angel ‘investors.
charge a monthly management fee.

Businesses. ‘can. sometimes - faise  equity
financing from custamersjsuppliers, and- sales
representatives. These parties may be motivated to
provide financing because they believe that the busi-
ness has growth' potential that may not be' realized
without the financial support: provided by the equity
input, and also that the equity: position may become
a profitable investment down the road. For eéxample,
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IBM once-invested. enough in Intel to own‘zﬂ%“of

boost Intel, a:key ‘supplier whose ‘microprocessors
were used ifi‘alt IBM personial comiputers.

: Corporate’ parents. represent another sig-
nificant’ financing: source for some. institutions. A
holding company may provide fts subsidiary ‘with
capital rather than incurring the cost of raising exter-
nal capital. For example, when ABN-Amro; the Dutch
‘banking giant, atquired- LaSalle Bank in- Chicago'in
1979; it infused $300 million of capital irito its newly
acquired subsidiary. )

intermediated Equity Capital
: * . Thus' far we have discussed rion interme-
‘diated ‘sources of equity capital, in which the-user
obtains capital directly from the investors {who rep-
rasent the sources of capital): Other forms-of equity
_capital - involve: financial intermédiaries that hélp’ to
link the sources and ussrs of capital.

The first of these is private equity. The term
private equity (PE} is used to refer to a firm whose
~gquity is not publicly traded on a stock exchange or
“capital that is not quoted ona public. exchange:. PE
firms specialize in buying firms; some of which may
be “publicly -owned, -and holding them as- part of a
portfolio of privately-owned firms. After they improve
the management of these firms, the PE firms either
sell them 1o other firms: or take them public througha
sale of stock in the market: For example, the Black-
stone Group’s PE unit recently. acquired theme park
operator- Busch - Entertainment - Corp. (previously
owned by the Anheuser-Busch Corp.} and renamed
it SeaWorld Parks & Entertainment. Blackstone aiso
acquired frozen-foods maker Birds Eye Foods in a
PE transaction.

PE- firms. are typically. organized as limited
partnerships to hold investments in which investment

intel’s: &quiity. 1t made this investment to financially:

“PE firms specialize in buying
firms, some of which may be
publicly owned, and holding
them as part of a portfolio of -

privately-owned firms.

professionals serve as generai partners,’and ives:
tors serve-as. passive limited. partners-and ‘provide
the capitak: The PE firm usually coliects. a ‘manage-
ment fee of 2% or less. plus 20‘%‘0f the capitai gain
from the investment. Maiy PE firms deliver attractive
returns to their investors, net of these charges.

The targest PE firm in the world is Kohlberg
Kravis Roberts & Co. (KKR), which had‘mote: than
$230 billion. in. completed “and ~pending. acquisi-
tions ‘during 2006-2010. Other big PE firms include
the ‘Blackstone. Group:LP, Carlyle Group; Cerbers;
Claytor: Dubilier and Rice; Goldman Sachs’ Capital
Partners, Bain Capital, TPG- Capital; and’ Permira;

While these are the largest PE firms; they represent -

a mere fraction of the total humber of PE firms:in

- the 'business; There are more than'2,500 PE firms

worldwide, and they raise many billions of dollars in
capital every year. in 2006, PE firms bought 654 U.S;
companies for $375 bilfion, and U.8.-based PE fitms
raised $215.4 billion in investor sommitments.®

PE firms use a variety of strategies to acquire
firms: leveraged buyouts {LBOY}; growth capital, dis-
tressed investments; mezzanine capital; and venture
capital. In. a typical LBO deal, the PE firm acquires
majority. control of an existing. or- mature firm “and
finances the acquisition with a relatively high amount
of debt. The assets of the acquired firm serve as col-
{ateral for the debt used by the PE firms to acquire it.

9 Robert J. Samuelson, The Privats Equity Boom; Washington Post,
i 007/03/14/

Htp:/vwewn p-dy ick

AR2007031402177.htmi {March 17, 2007},
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< firm'Help to pay ‘off the debt used for the Hoquisition,

Venture capital wilt be discussed shortly-as:
- d distinct source of equity capital becausethere are
also spacialized venture capitalists that do not do
: private equity deals, Growth capital refers to equity
investments, quite frequently minority investments,
made by. PE firms.in mature companies that are
seeking capital to expand or restructure operations
-or-fund some other major investment: By obtaining
this capital from.a PE firm, the firm that acquires
thé capital avoids the dilution'in the capital market
that would occur if it were to issue equity. There
‘is ownershiip dilition with a PE firm as well, but
: the fﬁinority ownership of the PE firm represénts a
{monolithic} block ownership as opposed to'a mare
diffused difution in the capital market.
Distressed  investments are - investments
{either ‘debt -or equity} that PE firms: uridertake: in
financially. distressed ‘companies. Occasionally; PE
firms will take: more-senior. positions than equity in
. either distressed or heaithy firins. These may be sub-
- drdinated débt or preferred stock (which has seniotity

tive in taking such’ positions would be to reduce the
PE firm's tisk exposure;

Mezzanine capital refers to a subordinated
debt or: prefefred -equity. claim on the firm's assets
that is senior to the firm’s common-equity, but junior
to other claims. Stich capital has a lower return but
less risk for the PE firm providing the financing.

Venture  capital (VC) is an enormously
important source of finance for start-up companies,
The fact that the United States has the most well-
developed VC market. in the world--with Silicon
Valley setting the “gold standard” for a VC commu-
nity—has often been singled out as a key reason for

Over time, the-cash flows genarated by the acquired

ovér common quity but is junior to debt). The objec- .

the successhul launch of so many new companies in
the United States. Numérous famous fifrms, such s
Apple,: Google; and Microsoft, were launched ‘with
the help-of VC finaricing.

VC-backed: corhpanies account for 21%:of
U.S. GDP-and thus' play a vital role-in jobr creation
in-our knowledge. econiomy.’ Two miillion- riew: busi< :
nesses are created every year in the United States;
of which about 600 to 800 get VC funding.*®

VC finanging is provided- by. both: govern+
ment-sponsored and private entities: In fact, an initial
step in the developmerit of this industry was the pas+
sage of the Small Busingss Invesiment Act of 1958,
which allowed the SBAto licensé privats “Smali Busi-
ness Investment Companies” (SBICs) to help fill the
gap between the availabilfity of VC and the nesds of
small busiriesses in start-up and growth situations.
The structure of the program is Unigua’in that: SBICs
are privately owned and managed:investrhent funds‘,
ticensed and regulated by SBA, that use: their own®
capital plus funds borrowed at:faviorable rates: with
an SBA guarantes to make equity and debt invest-"
merits in qualifying small busingsses, :

There isalso- a substantial ‘institutional: VC

" industry in the United States. These privately-owned -

financial intermediaries typically invest in high-growth
companies that are capable of reaching sales of at
least $25 million in five years. According o récent
estimates-based on*surveys from the Nationat Ven-
ture Capital Association, U.S. venture capital firms
invest between $5 billion and $10 billion" per year.
Since 1970, VC firms have reportedly invested in
more than 27,000 start-ups to the tune of $456 bil-
lion. Some of the major VC firmis include Sequoia
Capital, Benchmark Capital, Mitsubishi UFJ Capital,
and Kieiner, Perkins, Caufield & Byers.

10 Venture Impact: The Economic importance of Venture Backed
Companies to the U.S. Econdmy; (Nationat Venture Capital Associa-
tion) (2009},
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VG firms raisé their own financing fromvinves-:

1ors {sources of capital): These include perision furids
(42%-of funds}; isurance companies (35% of funids);
endowmenis {21% offunds). individuals and families
{10%. of funds},"and othérs (2% of funds). VC firms

typically stay invested in their portfolio companies for:*

five to eight years before selfting them off,

Investment banks:also act as intermediaries
that help businesses raise capital from a variety of
solirces. An investment bank is a financial institution
that “assists. individuals, ‘corporations, and - govern-
meénts in raising capital by underwriting and/or acting
as the client’s agent in the issuance of secrities. An
investrment bank may alsohelp companies involved in
mérgers and acquisitions by providing-a host of ser-

.vices, such as market making, trading of derivatives;
bonds, equity, foreign exchange, and commodities.

Unlike commetcial banks, investment banks
do. not-finance themselves. with deposits; afthough
most: major. Wall- Street ™ investment  banks- have

. become parts of: Bank: Holding  Companies: since
the subprime “financial. crisis. . Investment. banks
‘may have VC subsidiarles that provide VC financing
to businesses.

Investment bariks also help businesses with

- private placements: of equity, whereby new equity
capital can be raised without having to issue equity
on the-public stock exchanges.. A firm that wishes
to raise’equity hires-an investment bank to locate
institutional and individual investors who. wish to
invest in'the-.company. These investors purchase the
equity- being" offered for sale in privately arranged
transactions, For'a private firm, the benefit of this is
obvious~because it is not. publicly listed, a private
placement allows it to- raise- equity capital beyond
what is available from retained earnings. The addi-
tional capitai can help to finance expansion, business
growth, and additiorial empioyment. But sometimes

even public firms take advantage of private p[ace;~ :
ment, because it heips to faise equity capital withouit
additional information disclosure of the kind required
for & public offering. This ¢an be beneficial for firms:
that wishto' protect- the -confidentiality of pmdﬁct :
informmation of technology.

Facebook is a good example of howkbrivate
placerrient of equity can help- a firm raise’ financ-
ing: for growth. A relatively. new company. that is at
the vanguard. of the social-hetwork: phenomerion,
Faceboak's initial equity funding came from private=
equity placernents with Peter Theil {co-founder-of
PayPal); Accél Partners, and Greylock Partners.. The
first round of private-equity investment in Facebook
carme in September 2004 when Peter Thiel invested
$500,000 (valuing the company-at $5 million}. Since
then, PE-firms have continued to invest.in Face-
book. in early 2011, a fund organized by Goldman
Sachs invested more than $1 bilfion in Facebook.
General Atlantic recently agreed to purchase 0.1
of Facebook from its employees at a price that val-
Ues Facebook at $65 biflion. :

in terms of public offerings of equity,‘invéstf
ment banks help to take private ﬁrms‘publ‘ic through
initial public offerings *(IPOs). of ‘stock. An-1PO
involves the sale of common stock to the public for
the first time. Through the PO, part of the oWnership
of the company transfers from the-entrepreneui(s)
who'launiched the company {o capital-imarket inves-
tors. in exchange; the firm is able to raise hard cash
as it sells its shares to investors.. The firmwill typiv
cally hire an investment bank to help with the 1PO.
Among the many services the investrrient bank:pro-
vides are the pricing of the IPO, the “road shows”
during which the company is publicized to potential
investors prior to the IPO, and: the: actual under-
writing. of ‘the ‘equity issue.- The. investmenit bank
receives a percentage of the procesds of the IPO s
compensation for its-seérvices.
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A number:of-large. IPOs have been in the
news. AT&T Wireless did a'$10.6 billion IPO’in 2000,
and-in ZOiO;Gene‘raI Motors: re-emerged from post
++ bankriptey: privatization with & $23.1 billion. IPO; We
allirem‘embker Google’s PO in 2004, which turped

its 1,000 employees -(who: were shareholders) into-

.instant milfionaires, and its founders, Sergéy Brinand
Larry Page; into billionaires; Moreover, with its pub-
~licly traded ‘stock from the IPO serving s clirrency,
“Google was  ablé o acquire video-sharing: service
YauTube'in 2006 for $1.6 biflion. :

~ Apart from a short rebound of
a cOuple‘of years before the:
subprime crisis, IPO volume has
. been declining since 2004.

equity: capital after thay: have “already. gone ‘public,

‘Companies rely-on these secondary-equity. offer-
ings (SEOs) when they nieed-equity. capital beyond

what is provided by retained earnirigs. For example,

- Figure 6: The Decline in Publicly Listed U.S. Comipanies
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Source: Letter by James Angel, dated January 14, 2011, to the Securities and Excharigs Corrifission;

Apart from a"short rebound of ‘a couple of
years. before-the.subprime. ¢risis; IPO volume has
been declining-since 2004, There was also a decline
prior {o 2004, inpart due to the more stringent and
costly corporate governance stipulation contained in
the: Sarbanes-Oxley Act. IPOs aré one of many indi-
cators of the competitiveness of U.S; capital markets.

in addition to {POs, ifivestment bariks. also
help - publicly - traded . companies- raise additional

in 2008 many U.S." banks"made secondary  equity
offerings to-raise equity capital tosatisfy.:regula-
tory. capital requirernents, bécause their equity was
depleted during the crisis.

1POs and SEOs alfow publicly traded compa“
nies 10 raise capital, grow, and ifcrease emplayment,
Thie number of publicly traded comparies and-the
amount of capital that théy raise aré-both good indi-
cators of the health of the economy andthe prospects.

%3
<
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for future smployment. From this standpoirt; recent

developmerits in‘U‘,S. capital markets. cause cotr

cern. The numberof domestic U.5. compahies listed
oni:our exéhanges has been deciining for the past-15

years or so. At the 'end of 1997, about 8,000 doimes: "

tic-companies ‘were listed on the New Yotk Stock
Exchange (NYSE), American Exchange (AMEX); arid

NASDAQ. This number had: dropped to fewer than -
5,000 by the end of 2009, and there-are now fewer-

than 4,000 companies in the Wilshire 5000 index of
U.8: public companies (see figure 6)." This dectine;
combined: with the splttering volume of U.S. 1IPOs;
suggests that we are creating new public companiés
at a‘slower rate than' before and that existing: public

companies are vanishing at a higher rate than new-

public companies are being created. Although many
factors dre contributing: 10 this décline, the !itigation
‘enviroriment and regulatory and compliance burdens

faced by U.S. companies; as well as the pa‘séag‘e‘ of

Sarbanes-Oxley Act, are significant issues.

Business Financing: Debt

Nonmarket, Intermediated, and Direct Debt -

. Businesses raise large amounts of financing

8 from debt-from a variety of sources. Commercial
banks are traditiorially an important source of debt
financing. For example, Avolon,. an: aircraft ‘leasing
group, anhouriced. in January 2011 that it had:raised
$2.5 billion in “debt since May. 2010; the latést com-
ing-in the form: of $465 million debt raised from a
‘consortium of three leading U.S. banks: Wells Fargo
Securities, Citi; and Morgan Stanley. Businesses use
banks to ‘obtain- short-term,’ intermediate-term, and
long-term debt financing.

Short-term. bank financing (ypically with
joan maturities’ under one year) is -used by busi-
nesses to finance working capital needs, that is,

11 Letter by James Angel, to the Securities and Exchange Com-
mission {SEC) http://www.sec.gov/comments/s7-02-10/570210.
shtml {January 14, 2011}

lion:-of. commerciat and “industrial; real estate; and

the-“¢ash-on-hand that is needed to- pay. suppliers; =
suppqr{ inve‘ntoriés‘ and pay other daily bills. Inter-
mediate-term .and  long-term - debt-financing take
the: form ‘of - bank-term -loans. These arethe stan-
dard ‘commercial loans with. fixed interest: rates; set
maturity dates;-and monthly or quarterly repayrment:
schedules. :

Intermediate-term loans usuaﬁy have:'a -
maturity: of three years or less.: They are-generally::
repaid in’monthly instaliments (in'some cases with
balloon paymients) from the cash flows generated by
the sale of goods and services and the cqliecﬁbn of
cash. In our-apple orchard example; Péter would pay
off .an. intermediate-term loan. by selling apples. and
collecting cash from his customers.

A long-term loan typically has a maturity-of
betweeh three and ten years. These foans are secured |
{collateralized) by séme @sséts in the business: Oper- :
ating cash fiows are-still relied 'on for:making either
monthly or quarterly repayments. :

In-2009; U.S. banks made miore than $7 tril-.

consumer loans, as well as other:loans: and leases.
{see figure 7}, This is a very important source of debt
financing for businesses. .

In addition t6 making foans, banks also make
loan commitments to businesses; In:a- bank-loan
commitment, a bank promises to lend the boﬁower
up to a predetermined amount. at a: contractually
determined interest rate in the future.Typicé!!y, com-
mitments ‘are- provided: for-specific uses; such'as
meeting ‘working-capital financing fiegds -or financ-
ing an-acquisition.-As. of March- 2001, outstandihg
{unused) bank loan commitments to' U.S, corpora-
tions stood at $1.6 trillion; so this is a large source
of financing.
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Instirurionél fenders, such’ as commercial

companies, have been a major ‘source. of long-term
dabt financing for U.S. businesses. institutional lend-

- mhaturity and thus filt-a need at the longer end of the

than 10 years in maturity). Insurance companies are
‘interested. in making long-maturity- loans because
“they nead to: batarice the risk of their fong-maturity

*longsterm’ 1oans. available to: companies, insurance
compariies. help-theif borrowers improve their. risk
management. For example, marny companies make

finance companies. like GE Capital and insurarice. -

ers make loans that may be more than 10 years in.

debf maturity. spectrurm-{tserm ioans are typically less

- habilities; like life insurance policies.-By making such’:

Banks (S f

!nsurance companies are nterested in-making long-maturity
loans because they needto baiance the risk of their | ong- matunty
liabflities, like fife insurance po% cles.

long—term investments.in manufacturing plants {such

as Eord or Caterpiliar), hetworks (stich as AT&T); and
50 on. These investments' produce: cash flows aver.
a'fong-time horizon. The Tisks in these’ investments
are ‘best managed by financing them with. rélatiyely
lorig-maturity fiabilities, such as loans frorm insurdnce
companies. Absentsuch foans, the management‘ of
risks inhererit in long-term investments would niot be -
as efficient.

The factoring of @accounts: receivables:is
another ‘source “of- debt financing that s available
to businesses. Every business that sells to custom-
ers on. credit—the customer: purchases ttie:goed or -

Adjusted)

‘Figure 7 U:S. Aggl Lending: G
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service but pays‘ ata fater date»-generates“‘az;counts

receivables” when it makes sales: In ol apple orchard -

“examiple, Peter might sell $1,000 of his' apples 1o the.

school in” his ‘town but the school may not pay: Peter:

unitit thres - weeks later. Peter would then record $1,000
as a sale on his income: staterment and- $1,000-as.an
aseolint receivable on the asset sidé- of his balance
shest, The problem with accounts réceivablés is that
eventhougha sale has been recorded, there is no'cash
coming“in at- that time. Sometimes; a company: wilt
“factor” its receivables. Specialized factoring compa-
nies will provide cash to the manufacturer against that
manufacturer's accounts: receivables, ‘with a-reserve
payment set aside, that is, the factoring companies
purbhasa the receivables. After the manufacturer's
‘tustomers have paid; the factor pays the manufac-
turer the balance minus an-amount representing the
factor’s:discount and interest on the funds originally
paid t6 the manufacturer;

Accounts-payable is a similar - source of
financing. provided by the firm’s suppliers. Most firms
do not pa)‘/ktheir suppliers as soon as they réceive the
‘goods,‘ 1t'is fairly common practice for firms to. pay

thieir suppliers within 30 days of receipt of the goods
“{é.g.y Delt has followsd this practice}, but some com-
panies. take even longer. For examiple; AB-Inbev, the
- beer company, has a-90-day. payment. policy for its
suppliers.- Whenever -a- compariy- purchases. some-
thing:but does not pay-for it right away, it records the
p‘urchase as an:expense on its income staterment and

the amount yet to be paid as a liability, called accounts. .

payable; 'on its balance sheet. This liability is. essen-
tially a form of short-term debt,

The U.S. Small Business. Administration
(SBA) provides another source of debt financing, The
SBA ‘offers: lorig-term financing:for purchasing fixed
assets. Typically these loans.require a personal guar-
antee from'any investor with a stake in the business
exceeding 5%.

- by:issuing public debt with-the help: of investrment

Public Debt:
: Thus farwe have discussed nonmarket; ‘inter-“
miediated, and. direct’ {non Intérmediatedy forms. of

‘débt Cdmpanies that have publicly traded debt can

alsc directly access the capital market for borrowing

banks: Two main forms of public debt are: available:. :
to'U.S: firms: commercial paper and fong-term debt,

Companies that have publicly
traded debt can also directly
access the capital market
for borrowing by.issuing
public debt with the help of
investment banks:

Commercial paperis usually éhort-maturity
{fess than oneyear} unsecured debt ﬁn‘ancihg‘fhat
is ‘available: only. to: the highest-credit-quality firms. i
it is typicaily used for financing: accounts receivable
and inventory. This is-a huge market, with almost $1 :
trifion in- outstanding - commercial paper: pi’edicted
for2011. At therend of 2009, there were more.than
1,700 commercial paper issuers in the United States, .
Comimiércial paper is available in a varisty.of dencimis
nations and usually ranges in maturity for 210270
days. It is  relatively. low-cost (currently,: commer-
cial paper rates are less than 0.5% per-annum)-and
hence attractive to companies that can-access the:
commercial paper market. For these companies; it is
often an alternative-to a short-term bank loan. How-
ever, it is also risky because its availability-and cost
are highly. dependent. on volatife. market perceptions
of the firm. For example, in March: 2002, Bilt Gross,
manager of PIMCO Total Return;, the world's largest
bond fuind, said that General Electric (GE) was exces-
sively reliant on commercial paper and. that his fund
would not buy any GE commercial -paper. “for. the
foreseeable future.” GE's stock price fell 3.6% after
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thé announcerment:” More recently, when the ¢redit In"both' cases, commiercial ‘paper as well as

T market experienced stress: during the subprime cri=i longsterm debt, investment banks help firms with the
‘sis, the commercial paper market was one of the first. “ process. of issuing debit to capital market investors.
10-dry.up: S

Cormrmercial papér is- usually. a’ very safe -
“investment becaiise the issuer's financial condition
7can~be ‘reliablky predicted over a short time. Horizon
and bécausa orily cormpanies with relatively high credit
“ratings issue commercial paper. The typical deriomina-
- tionfor & commercial paper issue is $100,000 or mote,
“Wwhich makes direct investment in cormmercial papér
difficmt for retail investors. To deal with this; ‘money .
market mutual funds have emerged that invest in com-
merciél‘papeﬁ;allowing;investors to invest indirectly by
purchasing shiares in the miutual-fund.

“ Lang=term.debt involves bond issues with
hﬁaturitiesiexceeding one: year. While'-commercial
“ paper. is typically Used to satisfy short-term Tiquidity
needs of the firm (e.g., fihancing inventories);: long-
term: debt‘ is used o finance: the purchase-of fixed -
a‘éséts‘like machines or acquisitions‘of othei‘ com-
panies. Gompanies tely on long-term bond financing
foria variety of Uses-and typically pay higher-inter- '

‘est rates than on commiercial péper. For- example,
McKesson, the. biggest U.S. thg distributor, issued
$1.7 billior of 5-year, 10-year and 30-year bonds,.as
reported ifvits February 23, 2011, filing with the SEG.
Tracki‘ng;the upward-sloping yield curve, the interest
‘rate’s were 3.25% on the S-year bonds, 4.75% on the
10-year bords, and 6% on the 30-year bonds.™ As
of 2007, thé amount of U.S. corporate bords out-
standing exceeded $5 trillion.

12 - CNNMoney. “GE Draps on Gross Comments”, hitp://money,

cnn. i P gefiridexfindex.htm

{March 21, 2002}, k

13 McKesson Corp. Form 8-k, EdgarOniine; https/yahao.brand.
dgar-oril B ingi FilingiD=7757832-4763-

12827&type=sectddcn=0000950123-11-019414,
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V. The lhterconneCtedhess of the

Financial System

Two' important messages: emerge from the
descrihtidn of the financial system. One is that there
isa ‘grea’( diversity of financing sources available to
individuals™ and‘businesses” seeking financing. -:And
the cther-is. that the different components. of the
financial systeri-are inferconrected.

Why do we need such a diverss set of financ-
ing. sources?. The simiple reason is-that the greater

the diversity; the more effectively the financial system

can: feet the needs. of individuals and businesses.
~For. examp!é, suppose that the only mortgages-avail-
able were 30-year fixed rate mortgagées. These might
“meet the néeds of individuals who Wish to lack in an
interest rate for a fong period of time. Bt what about
the p‘erson who believes interest rates might fall in the
future o whose financial condition is likely to improve
over tife:so he would be able to afford higher inter-
est rates: in the future? Such a persoh would'prefer
a variable: or-adjustable rate mortgage, in which the

interest rate fluctuates with market rates, or one-that ",

that has a lower initial rate and a higher subsequent
rate. A greater Varisty of mortgages accommodates
a'greater variety of individual preferences and néeds:

Like ‘individuals, businésses have a diverse
set of needs. Some face a great deat of uncenaihty
in’ their core business model and. prefer 1o finance
fargely with ‘equity in order. 6. limit the bankruptcy
risk-associated with debt. Other. firms invest heav-
ily in R&D. and- have substantial intellectual property
that they wish to protect. Such firms will also tend to
finance: primarily with ‘equity to minimize bankruptcy
risk, Microsoft is one exampte. Other ‘examples are
drug companies such as Merck that invest heavily in
R&D. These firms tend to have low debt/equity ratios
in their financing mix.

Why do we need such a
diverse set of financing - "
sources? The simple reagon s
“that the greater the diversity,
the more effectively the financial:
system can meet the needs of
individuals and businesses.

The reason that firms such as Microsoft and Merck;:
which have intellectual property to proted, tend to
use relatively Tow amounts of debt is that an increase -
in debt financing brings with it a higher likelihood that
the firm will be unable to meet its repayment obliga-
tion or vioclate certain débt covénants: For example;
as'we saw in the subprime ¢risis, Horeowners who
defaulted  on their mortgages- were those. who had™
higher ‘foan-to-value 'ratios ‘ than_ others, “because
higher ‘indebtedness’ meant farger ‘monthly - mort=
gage: payments and henicé alower ‘abi]ity 10 mnake
the payments when faced witha detline in.income.
Thesame is true for companies. When there is:a cov="
enant violation or default on a repayrrient obligation,
the firm may be forced to éither seit assets;(s‘orne
which. may have valuable intellectual property): or
declare bankrupicy {in which case owriership: of the
inteflectuai property might transfer to the creditors).

Even within the spectrum of a specific form of
financing fike equity or debt, diversity plays an impor-
tant role. Gonsider equity first: Some firms prefer to
finance primarily through retained earnings because
it is important for them to avoid: the ownership. difu-
tion associated. with- issuing . equity. - Yet “others,
especially those firms that are. growing: rapidly, will
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“find that‘ relying solely on internally generated equit‘y‘

is not-enough’ to. support. théir. growth, Such:firms:

“will wish to use extérnal squity financing. And in this

réspect, the more ‘diverse the sources: of external
equiity finance; the better. For example, a firm may be
seeking equity to help finance its growth in:a market
it which it is selling a produet for which it has devel:
c‘:pedé proprietary technology. Such a firm may not
Wwish 1o issue equity in the public market becalise it
would have to disclose sensitive information about
its.: technology,. due to - the- information: disciosure
requirements of the securities excharige. While the

a!sq necessarily revealed to competitors at the same

“time, To‘avoid this, the firm may wish to use a private
“placement of equity 1o raise external equity capitat,

if the: private. placement option were not available,
the: ﬂrm might prefer to- forgo issuing equity and
éxpanding - in“-order: to- protect the confidentiality

examples.. Facebook raised private equity at a time
when:it-wolild: have found it difficult to. raise pub-
lic equity.” Simitarly, intel raised: private” equity from
IBM, & Giistomer; rather than issuing public equity:
Although 1BM has divested most of its holdings in
Intei; atone time it owned 20% of the compary.

By contrast, other firms might be more inter-

. "ested.in. a pubiic. sale-of equity-either through-an

{PO."or.‘an. SEO~because -publicly: traded  equity

- provides ‘greater kiquidity. and typically has a lower

cost of capital associated with it than private equity.
Mdreover, public - equity aiso helps with employee
motivation-and rétention. For example, having pub-
ficly traded equity allows companies like Microsoft
and Starbucks to compensate their employees with
shares of stock. When Microsoft's stock price was
rising rapidly in the- 1990s; this was very attractive to
its'émployees and it-alfowed Microsoft to attract and
retain high-quality talent. Starbuicks takes stock own-
ership right down to the employees in its retaif stores.

information is disciosed primarily for investors, it is

of its ‘propriétary. technology. It is easy to’ think of

These employees understand that if they work hard
and-provide 'thé best customer service, Starbucks’

stook price will go up. Such employee stock owner-

‘ship is valied more by employees when they can sell
their stock-in a liquid public market than when it is
privately held. :

Diversity - of financing . solrces. -is. -alsg
important - for. businesses seeking. debt -financing.
Sometimes firms have short-term borrowing: needs.
They ‘would tend- to" satisty. these- needs :throligh.
accounts:payable financing, accounts ‘receiv‘able‘fac—
toring, or bank {oan commitmerits. Larger firms: with
impeccable credit ratings may thoose to-augment
these shoft-term financing sources with commercial:-
paper financirig. The availability of diverse short-témm
financing:sources permits-firms to'match. quite- pre~
cisely their specific needs to lhe“ﬁnanc‘ing souree:
The result i5 that-more_ short-term financing: needs
are met than would bé passible with fewar financing -
sources. Consequently, firms invest more.

At-other times, firms have longer-term debt
financing needs: A firm may be im}es{ing in a new: fac:
tory that has ari anticipated: economic Iife‘of:ZO years;.
For such along-term investment, it will seek a long-term
loar. If ohly short-term debt financing: wers available;
the firm might pass up the investment opportlinity.

Firms sometimes ‘finance ‘acquisitions with-
debt.: For: example, InBev's purchase. of - Anheuser
Busch,. the-largest U.S.. beer: manufacturef, was
financed predominantly. with debt. in such casés, the
firm may wish to match the maturity structure of its
debt with the pattern of cash flows it anticipates gen~
erating after the acquisition. This, too, typically. calls
for long-term debt financing.

A diverse set of financing: sources: aiso
enables firms {0 sitike the - appropriate- balance
between the cost of debt"financing and - liquidity
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Acdiverse set of financing
sources also enables firms to
strike the appropriate balance

between the cost of debt

financing and liquidity risk.

risk. Since fong-term' debt financing is usually more
expensive than short-tefm debt financing, pure cost
considerations would push the firm in the direction
. of short-term debt like corimercial paper or a short-
termybank foan. But short-maturity debt also exposes
- the firm :to liquidity risk becausé it may not be able to
rolf over its short-term debt. A recent example of this
is Bear Stearns, the investrment barik. It was financing
itself with debt of one-month maturity that was rolled
over every 30 days:. When-concerns about its hedge-
fund losses: became sufficiently grave, this 30-day
debt financing evaporated; and the bank was on'the
brink:of. insolvency before its ‘government-assisted

. takeover by JPMorgar Chase. Firms’ are’ constantly.

 tryirig to balance the cost of borrowing against liquid~
" ity risk, and a diverse set of financing sources helps
them to achieve the right balance,

A greater diversity- of financing sources
helps individuals ahd businesses to:

. improve their management of risk and achieve
abetter balance between the cost of financing
and risk; and

+ - increase investments, and thus employment
in the economy.

it is Useful to noté that the different parts of
the financial system-are intimately interconnected.
For example,- venture capifa! and private equity are
available in part because we have such deep and
relatively efficient: capital markets. PE and VC firms
make ‘their investments with the expectation that

. and-selling off their ownership shares. if our public

they will eventually exit by taking these firms public

equity markets ‘were fo diminish in the future, per-
haps because- of excessively onerous regu!ation‘,‘ it
is very likely that the supply of PE and VG financ-
ing. would. decline as well: Without: the -attractive
“exit option”-provided by the' public eduity ma}ket;
PE and VC firms would view-their inkvest‘msnts as’
lacking the potential to be “liquefied” in. the-future.
via-an PO, and wolild therefore ‘scale back on their
investments. Clearly, soms capitat market reguiation.
is necessary to ensure transparency: and: integrity,
and this improves the efficiency and- atirdctiveriess
of the market. But when it becomes excessive; it. can
drive firms away. Thus, more onerous capital market
regulation might reduce investment in smalf and mid-
sized companies and fower aggregate employment,

Sirnilarly, good public’ equity énd‘de‘bt‘mar-
kets allow banks to raise debt-and squity capialto: -
support their own growth. This, inturn; ehables bariks
10 extend loans that support the financing needs and
growth plans of individuals and- businesses: I ‘bur-
densomme: new -regulatory ‘fequirements: made bank
capital more expensive, bank lending: would declinie.
The consequence would be iower GDP. growth ‘and
employment.

Indeed, given the interdependence between
barks, markets, and among the. different: compo-
nents of the market, if one financing source were to
disappear, it would have potentially devastéting con-
sequences for other parts of the financial systern.™
This can be seen most vividly in emerging markets.
When Romania converted from a centrally planned,
Communist-run economy o a free-market economy,
the housing market: was’ underdeveloped. 1t was
difficutt to jump-start this market everi in the new
free-market economy because banks. were reluctant
to lend to consumers to buy houses. This reluctance

14 See Song and Thakor {2010).
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arose from the inability of banks to securitize home
miortgages becalsé the securitization market did ot
exist in. Romania the:1990s.’* Thus, the absence of
the securitization market stunted the growth of the
homé mortgage market.

Even:within the United States, we have seen
numerous examples of this. Many U.S. corporations,
espécié!}y non-depository- financial companies, rely
ontherépo farket for their short-term funding needs.
The'repo rﬁarket, whose precrisis size is estimated at
between $1‘O triflion-and $20 trillion; involves a firm
taking-a: short-term’ loan {typically overnight foans)

fromn: anothier: firm. under a repurchase agreement in

which ‘eligible securities are used -as collateral. So,

1 might have $100 worth of marketabie® securities
~aQalnst which f might borrow. $100 from you for, say,

aday; When | repay the loan, | get my securities back

(f “repurchase” them). If | default; you keep the secu-

rities. Repos have “haircuts™ associated with them. if

thé: haircut oni the repo is 0. f | can botrow only $90

*> against:$100. worth of securities, the haircut is 10%;
and sgon, It is estimated that between early 2008 and
early 2009, the haircut on repos wentfrom 0o 45%. 1
If one takes the simiple-average of these two numbers
as.the average haircut during this-period; then one
cani ‘estimate that about $2.25 trillion in” short-term
borrowing-capacity vanished fairly quickly from the
market as companies were now able to borrow that
much fess using the same cotlateralas before. This
led to ‘a: significant-decline in lending to individuals
‘and businesses, as a major part of our financial sys-
tem found itself to be liquidity constrained.

This- example illustrates both interconnect-
edness- and the danger. in- making changes in one
part of the financial. system. One reason that repo

. haircuts went up is that bad news began to trickie

15 See Meyendorff and Thakor (2002).
18  See Gorton and Metrick (2010},

{can borrow $100-against $100 worth of securities, )

in‘about:defaults on home mortgages, and many of

: the“sécurities being used as collateral in repos were

mdﬁgage»backed securities. Thus, what happened

“in ‘home mortgages affected short-term credit avail

ability to financial firms, which then'spilled over into-a
general deciine in"the credit available to businesses
and individuals.

imagine what would happen to. U.S; credit
card lending if the market for. credit'card: securitiza-:
tion were'to disappear. Millions of consumers would
find themselves without access to credit cards. Simi-
tarly, imagine. what would happen:o”éntrepreneurs
if venture capital were to disappear. Scores of new
businesses would faif to be launched.

When the components of
the financial system are.so

interconnected, even small
initial changes in one part of -
the system can reverberate
through the entire system
and manifest as big
aventual changes. ‘

The “theory of. unintended ‘consequences"
says that it is difficult to predict”how the financial
system will react if one of its components is tinkered
with via regulatory-changes. When the components
of the financial system are so interconnected, even
small initial changes in one part of the system can
reverberaté through the entire system and manifest:
as big eventual changes.. For. example,. when the
Federal ‘Reserve injected. substaritial liquidity into
the sconomy from 1995 through 20035, it was-hard {0
imaginie that this would contribute to a housing price
bubble and crisis. Such' unintended corisequences
are also encountered in other parts of the economy.
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Foriexample, hdt‘ms‘my would have predicted that the
““cash far-clunkers” stimulus initiative would have the
unintended:consequence 6f hurting automobile parts

suppliers and putting many of them out of business.”

interconnectedness magnifies the errors-embedded
in fegulatory missteps and incredses the uncertainty
generated by them,

The: effécts of this interconnectedness can
spilt over info different types of financing. For exam-
ple, ‘suippose that banks find their equity ‘capital has
been depléted because of credit and trading losses
such-as thosé that we witnessed during the recent

crisis: At the same time; it might be: miore difficult
~to-access publicequity. markets for- more -capital
“because: the market-is stressed and investors. are
averse o purchasing “additional equity in’ banks,. A
consequerice of this would be a decline in bank tend-
ing, similar to the 7.5% decline in U.S. bank lending
witnessed in 2008."" Another consequence would be
-a déchine innew fings of credit {or foan commitments)
extended by banks, Because companies use fines of
credit-from banks extensively to back' up commer-
‘cial paper issues, U.S. corporations would suffer-a

“double:whammy” in the sense that they would not. -

only haveé diminished access to bank loans; but also
lesseér access to the public debt market. In this way,
adverse. developments for banks in the market for
bank equity capital can spilf over into the debt market
for-other firms. Aggregate investment; employment,
and GDP suffer as'a result,

This interconnectedness is one- of the main
reasons why regulatory intervention in one part of the
financial- system ‘so often generates unpredictable
and undesirable. consequences in some other part

of the- financial. system. Consider what happened

when the Dodd-Frank Act effectively expanded the

17~ Statement of Martin J, Gruenberg, Vice Chairman FDIC, on
Condition of Smai} Business and Commercial Real Estate Lending in
Locel Markets, FDIC, http:/Aww. fdic.gov/news/riews/speeches/oth-
ersfspleb2610.html {February 26, 2010).

“representatior.”. The three major U.S. credit rating

legat liability on credit rating agencies for “rating mis-

agencies responded by asking debt issuérs to not
use their ratings, However, by SEC reguiation; these.
debt issues needed ratings, so the market for these
issues essentially froze for d few moriths, Scores df
debt issuers were dehied ‘access to: much:needed::
funds. Such ‘are the workings-of the theory: of: unin-
tended consequences.

This interconnectedness
is one of the main reasons
why reguiatory intervention
in-one part of the financial
system so often generates

unpredictable and -
undesirable consequences
in'some-other part of the
financial system:.
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V. Conclusion

This paper hids surveyed the U.S: financiat
- system ‘from’ the standpoint of -the  various ' types
<ot financing . sources: available: to- individuals:and

;airrangemen‘ts (cqh’(racts) by which capital is raised:
The 'main messages emerging from this discussion
-are as follows,

First, the fi iat sy helps
“growth. This. is” achieved through' the: provision ‘of
four. basic services: facifitating trade; facilitating risk
*~managemment for various individuals and businesses;
mobilizing resources; - and - processing “information
dbout individuals and businesses -and - allocating
resources:
. & d; individuals ) are
largely limited to debt financing \‘qr raising capital.

“Nonetheless, - consumiers can ‘use a targé number

finance companies; ‘and the federal governmient; -

. Third, businesses. regularly access ‘both
~debt- and equity capital, and . the appropriate
mix of debt and equity; called the “capital struc-

company. Businesses have three basic sources of
Capital: private, intermediated: sourGes, and public
markets. These three ‘categories exist for both debt
and: equity ‘capital: in private :non-intermediated
sources; the firm: raises financing outside the public
capital friarket without using a financial intermediary
like'a bank, Included: in'this are sources like frisnds

profits; customers, and suppliers, Private interme-
diated sources include bank loans, borrowing from
finance' companies-and insurarce companies; and
loans - from' the - parent ‘company. Public market

- businesses and: the -different types of “financing

of Sources o raise this financing,” inchiding: banks,

ture™ decision; is a key strategic. choice for any.

and family; cash generated from the firm’s operating

access includes going direéﬂy to the capital market
to raise money, such as through a commercial paper
or public debt issue,

Fourth, a rich variety of debt. and: equity. -
finanging. s is “available 'in the  United"
States. This diversity is crucial for halping our écon-
omy to keep its competitive edge because it enabi‘es‘
businesses to imprave their management of risk and
lower their cost: of Gapital,so-that both investrrient
and empioyment increase.

Finally, the U.S. financial system is. highly
interconnected; This . interconnectedniess means
that any chariges inorie part of the finantial. sys-
term —eithiet through a shock like-a ¢risis: or through
regulatory jnterverition—g¢an reverberate ihroughoin
the ‘éntire system, often in unpredictable: ways.As 8 :
result; wellsinteritioned initiatives may produ‘c‘e more:
harm than ‘goc‘)d.

This. paper. has ot addressed ‘some“qu‘es-
tions: What -does “the-futiire - hold for: financial.
services? What effect will the: Dodd-Frank: At have
on the financial services industry? ‘Wil the'industry
experierice an increase or decreasa in the diversity of
financing sources in-the future? How will the regula
tory structure evelve? These are interesting guestions
to ponder, and the answers will not only influence how
we deal with global challenges but also determine the
maghitude of future economié growthi bscause of the
close relationship between financial system dé\(e!op—
ment and econormic growth, discussed in'this paper.
The world’s population is Qrowing and-is.fikely 1o hit
9 biflion in this century. This growth will‘put substan=
tially gréater stress on the natural résources needed
1o support this population—food, water, and energy.
Innovations of all sorts will be nesded 6 optimize the
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use of limited resources and harness new résources. -
Thesa innovations will need to be financed. A vibrant
and robust financial system in the United States will
play “a. critical folein supporting these innovations
and halping them: to become commercial successes.
The- Microsofts, Googles, Genernitechs, and Face-
books ¢f tomarrow will rise from the commitment to
innovation that will be fueled by the financial services
sector ini the United States and elsewhers, Financial
markets.in ‘errierging countries like India; China; and
Braiil will Gontinue to grow and challenge the preem-
inence of U.S: financial markets.: Already, two-thirds
of the world's equity market: capitalization is outside
“the United States: Global competition among finan=
“:clak markets s sure o intensify even further. Thus,
“ busihess. will go to the most transparent and- well-
regulatéd markets;,-and will flow away from markets
.-1Rat are more onerously regulated and involve higher
costs of capital. As long-as economically sensible
fegulation “supports. the ‘transparency: and  health
of the LS. financial system, the economic growth.
~that will-follow the: wave of future innovation will be
accdmpanied by growth in tha depth and size of the
Uis: financiai sarvices industry and the' economic
valiie provided by it.
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In the past few years, the pace of consolidation in the banking industry has accelerated, and
combinations between banks and other financial service providers have become increasingly prevalent.
in some countries, consolidation has resulted from the need to eliminate weak or problem institutions.
More generally, however, the unprecedented wave of merger activity in financial services is being driven
by powerful changes in telecommunications and information technology and by the removal of legal and
regulatory barriers to national and international linkages. An important recent development is a change
in the scale of financial industry mergers. Indeed, the size of these business combinations has increased
to the point that, both in the United States and Europe, "megamergers" are reshaping the structure of
the financial services industry.

Financial megamergers raise a number of important public policy issues. Some of these issues are very
famiiar and apply equally to megamergers and to more traditional mergers between financial service
providers. For example, regulatory approval of gers may depend on antitrust implications and
industry concentration.

However, the rise of banking and financial industry conglomerates brings into sharper focus a long-
standing concern not addressed in existing merger guidelines. In a world dominated by mega financial
institutions, governments could be reluctant to close those that become troubled for fear of systemic
effects on the financial system. To the extent these institutions become "too big to fail," and where
uninsured depasitors and other creditors are protected by implicit government guarantees, the
consequences can be quite serious. Indeed, the result may be a less stable and a less efficient financial
system.

In my remarks, today, | will focus on the challenges posed by financial industry megamergers and
examine some possible policy options currently under study. My discussion will begin by briefly
reviewing consolidation trends and the rise of megamergers. | will then highlight some of the poticy
issues raised by megamergers and discuss some of the policy alternatives under review.

Not surprisingly, there are no easy answers to the challenges accompanying the advent of megamergers.
1 am decidedly fess optimistic than some about whether we will, in the end, be able to rely sufficiently
on market discipline to correct for potential distortions stemming from government guarantees.
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suspect we will inevitably find ourselves having to deal with an institution that is too big to fail and, over
time, relying more heavily on regulation and prudential supervision to oversee activities. Part of our
chalienge is to outline how we might in the future deal with "too big to fail" as we attempt to balance
the economic benefits of consolidation against the potential costs to the financial system,

The Rise of Megamergers

In the United States and other industrialized countries, consolidation in financial services is occurring
along three dimensions: within the banking industry, between banks and other financial service
providers, and across national borders. To date, much of the consolidation has happened within the
banking industry, In the United States we have seen the number of banking organizations fall from
around 12,000 in the early 1980s to about 7,000 organizations today, a decrease of over 40 percent. In
European countries, where the number of banks is much smalier than in the United States, a simitar
trend nevertheless is apparent.

There are also growing linkages between banks and other financial service providers. in the United
States and Canada, there has been a trend toward consolidation of commercial banking and investment
banking operations. In Europe, where the universal banking model is more prevalent, the trend has
been to combine banking and insurance activities.

While much of the consolidation, thus far, has occurred within domestic financial markets, there are
signs of increased cross-border activity as well. in the United States, Canadian, Japanese, and European
banks have acquired a variety of institutions. in Europe, important mergers have occurred between
financial institutions in Belgium and the Netherlands, and more cross-border activity is expected with
the launch of the Euro.

At the same time that mergers are reducing the number of financial institutions, the size of these
combinations is increasing dramatically as compared both to previous mergers in the industry and to
nonfinancial mergers. For example, in the United States we have seen such combinations as
NationsBank/Bank of America and Citibank/Travelers. in Canada, two proposed mergers involving four
of the top five Canadian banks were recently denied by the government. In Europe, we have seen
megamergers in Switzerland, France, Austria, Belgium, Spain, and the Netherlands. And, Deutsche
Bank’s pending acquisition of Bankers Trust would create a dominant global banking organization.

The trend toward consolidation in the financial services industry can be traced to several factors. in the
United States, one impetus was the need to eliminate weak or probiem institutions during the thrift and
banking crises of the late 1980s and 1990s. Some European countries experienced similar problems with
institutions weakened by exposure to real estate lending.

A more important factor behind the wave of merger activity, however, is technological change in
telecommunications and information processing, which has dramatically lowered the cost of providing
many financial services. In this environment, mergers may allow financial institutions to achieve greater
economies of scale made possible by the new technologies. These same forces have also increased
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pressures for consolidation by lowering costs of entry, increasing competition within the financial
services industry, and causing less efficient firms to merge.

Merger activity has also been stimulated by a reduction in legal barriers to consolidation both nationaily
and internationally. In the United States, for example, consolidation within the banking industry
accelerated with the removal of barriers to interstate banking. Many countries have also relaxed existing
barriers to combinations of banks with other financial service providers. Finally, barriers to consolidation
across countries have also been lowered as many countries have opened up their domestic financial
markets by liberalizing foreign ownership of domestic financial institutions.

Policy Issues Raised by Megamergers

Rapid banking consolidation and the recent creation of very large financial institutions are beginning to
raise a humber of important public policy issues. For example, how can we be certain that these
megamergers are in the public interest, and are our traditional regulatory tools adequate for addressing
policy concerns that might arise with such mergers?

Traditional policy issues

Within the United States, the Justice Department and banking agencies must consider a variety of public
policy issues before approving bank mergers and acquisitions, The Federal Reserve Board, for instance,
must approve acquisitions and mergers of bank holding companies, and each proposal must satisfy
several specific factors. These include the competitive effects of the transaction, the financial and
managerial resources and prospects of the resulting organization, and the effect on the communities to
be served. ‘

In judging competitive effects, the Board primarily focuses on competition within local banking markets
or individual metropolitan areas, where the effects are likely to be the most direct and observable.
Competition is judged by the structure of each market — most notably the number of banks within the
market, the amount of banking concentration both before and after the merger, and the level of
competition from nonbank sources. Cne other potential constraint on large mergers is the Riegle-Neal
Interstate Banking Act, which sets a 10 percent nationwide deposit concentration fimit on organizations
making interstate acquisitions and a 30 percent statewide limit {unless a state chooses a different limit).

So far, few of the megamergers within the United States have posed significant competitive issues under
our antitrust guidelines or concentration limits. Most of the large mergers have been interstate
acquisitions in which an organization expands into new markets, leaving local market concentration
unchanged. Also, for large in-market mergers, the markets have often been of fow or moderate
concentration with numerous competitors. In other cases, large organizations have been able to divest
of a portion of their offices to meet the competitive guidelines. Although at some point megamergers
will likely raise antitrust concerns, our current competitive standards still leave substantial room for
further consolidation in the United States.
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The other factors used to judge mergers also would appear to have only a limited restraining influence
on megamergers. In addressing financial and managerial considerations and future prospects ~ the
safety and soundness criteria for mergers — large organizations commonly claim improved earnings
grawth as they enter new, attractive markets. They also emphasize prospects for better diversification
of risk as they expand geographically and begin serving a wider range of customers. in addition, the
organizations most active in merging and expanding are likely to be those with the most attractive stock
and whose prospects the financial markets therefore view most favorably. To satisfy convenience and
needs considerations and public benefits, organizations that continue to be active in the merger
business will necessarily have established a record of serving their communities.

Consequently, many financiai industry megamergers do not appear to raise serious antitrust issues
under traditional U.S. merger guidelines. in addition, large combinations between banks and other
financial service providers -- which appear to be our next big merger wave ~ would likely receive
approval under the traditional merger guidelines, since the merging firms focus on a somewhat different
range of services. Also, while antitrust and safety and soundness criteria differ across countries, the
recent merger trends in Europe and other areas seem to indicate that considerable scope exists for
larger financial institutions within the context of current regulatory parameters.

New policy concerns

Although the new banking and financial conglomerates may pass our traditional statutory and
regulatory guidelines, 1 believe that such combinations require that we refocus our attention on a long-
standing, vexing concern. To the extent that these institutions become "too big to fail” and are
perceived as protected by implicit guarantees, the consequences can be quite serious. Moreover, under
these circumstances our current mix of market and regulatory discipline may tend to shift further away
from market discipline and increasingly toward regulatory discipline resulting, perhaps, in a less efficient
industry.

What is “too big to fail" - What do we mean when we say a financial institution is "too big to fail
{TBTF)?" This term might best be applied to institutions so large that their activities make up a
significant portion of a country’s payments system, credit-granting process, or other key financial roles.
As a result, any substantial disruption in the institution’s operations would likely have a serious effect on
a country’s financial markets, either preventing the markets from operating properly or raising
questions about their integrity. The outgrowth of TBTF is that countries extend protection to large
institutions and their customers not granted to others. This protection, moreover, can take a variety of
forms. Even when regulators seil a large failing bank, remove its management, and let stockholders take
the full loss, TBTF would still exist if uninsured depositors are protected or other groups of creditors or
customers receive favored treatment.

The concept of "too big to fail" came to prominence in the United States during the banking problems of
the 1980s and early 1990s. Regulatory steps were taken to protect uninsured depositors and, in some
cases, other types of creditors in large bank failures including Continental Illinois, several major banks in
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Texas, and the Bank of New England. A number of concerns were used to rationalize this palicy. In
particular, there was some fear that a more general panic might extend to similar types of banks. In this
event, any deposit losses might severely harm smaller banks with correspondent accounts, other
business customers, workers due to receive payroll checks, and a broad range of public and private
organizations. Consequently, there could be significant effects on the local and regional economy.

Following these events, The Federal Deposit insurance Corporation improvement Act was passed to
fimit future bailouts of uninsured depositors. The act attempts to restrict the use of TBTF policies by
prohibiting the FDIC from taking steps to protect uninsured depositors if that would increase insurance
fosses, However, the act contains an exception. TBTF could be adopted if a bank failure would have
"serious adverse effects on economic conditions or financial stability.” Atthough the law’s standards for
making this exception are quite restrictive, | must also paoint out that its effect is to give statutory
recognition to the concept of TBTF.

While U.S. banking authorities are fully committed to the 1991 restrictions, how the market views the
possibility of TBTF, is still critically important. if uninsured depaositors and other market participants
believe they will be protected and therefore fail to exert the desired discipline, then the risk-return
tradeoff within the iargest institutions, over time, will tend to become unbalanced. Furthermore, it may
be more difficult to discipline uninsured depositors in today’s world where banking involves instant
communications and where solvency and resolution decisions on ever larger, more complex institutions
cannot be made at 8 moment’s notice. | might also add that recent history throughout the world
suggests that TBTF may be the policy of choice in crisis situations, particularly when mega institutions
play a large role in a country’s economy and financial markets.

Consequences of “too big to fail" - What are the some of the consequences of TBTF? One obvious resuft
is the creation of competitive inequalities. To the extent that very large banks are perceived to receive
governmental protection not available to other banks, they will have an advantage in attracting
depositors, other customers, and investors. This advantage could threaten the viability of smaller banks
and distort the allocation of credit.

A second danger of TBTF is the creation of additional moral hazard problems beyond those resulting
from the existing deposit insurance systems, if uninsured depositors and creditors of large institutions
are protected from loss, the safety net is likely to be extended to a broader range of financial activities.
Market discipline will be curtailed and prevented from working through to an appropriate solution, and
institutions will have greater risk-taking incentives. Consequently, to preserve financial stability,
regulation and prudential supervision may have to be extended to a {arger part of the financial system.

A third danger of TBTF is inefficiency. Making large banks a protected class of institutions will fead to a
less efficient financial system in a variety of ways. Creditors and investors will not have the appropriate
signals for directing their funds to the most efficient institutions. In addition, bank management will not
face the fuil force of marketpiace discipline and so may be under {ess pressure or delayed pressure to
operate efficiently. And as large institutions take on an expanding range of activities, these inefficiencies
and distortions will be extended to an increasing portion of the financial system and overall economy.
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Are these inefficiencies a serious problem or just a conjecture? 1 think if we look at the countries that
experienced serious banking problems and were protective of their major banks, we are made aware of
the inefficiencies and how quickly they can spill over into the general economy.

Dealing with Megamergers: The Policy Options

If megamergers increase the possibility financial institutions may indeed be too big to fail, what is the
appropriate policy response? It seems to me there are two approaches. We could attempt to prevent
the formation of mega institutions that might raise concerns, using either existing or modified merger
guidelines. Alternatively, we could aillow megamergers to occur but alter the supervisory and regulatory
framework to attempt to mitigate the distortions caused by TBTF.

As | noted earlier, existing merger guidelines are unable to deal with the TBTF problem because they
center on the competitive effects of mergers in local markets. Since many megamergers will involve
market or service extensions, we would not generally expect to find serious competitive effects in focal
markets. Put somewhat differently, the effects of megamergers and related concerns of TBTF will
surface long before anticompetitive effects show up on our radar screen.

Nor do | feel it is feasible to modify merger guidelines to reflect TBTF concerns. in general, | fail to see
how we can establish a size threshoid for institutions beyond which TBTF considerations dominate. We
clearly want to permit mergers that enhance efficiency within the financial system. Mergers we want to
prevent are those with no clear efficiency gains and that are viable, in part, because of the subsidy
resulting from the institution becoming too big to fail. As a practical matter, it would be extremely
difficult for regulators to make these kinds of judgments and to develop effective merger guidelines that
incorporate TBTF considerations.

Consequently, | believe we should not focus on limiting megamergers but, rather, on minimizing the
distortions arising'from TBTF. One strategy currently receiving attention relies on steps to reinforce
market discipline. The appeal of this approach is that, if market discipline can be increased, excess risk-
taking can be controiled and efficiency increased. Proposals to enhance market discipline generally rely
on increasing the incentive and ability of the market to monitor financial institutions. Incentives to
monitor can be enhanced through such mechanisms as the required use of subordinated debt or private
insurance. The ability of the market to monitor performance can be improved through greater
disclosure of information.

While | certainly favor moving in this direction, | question whether enhanced market discipline can
adequately deal with TBTF. The key issue is credibility. Proposals that rely on increased incentives to
monitor risk-taking simply won't be effective unless market participants are convinced they will not be
protected in times of financial stress and uniess they have the power to quickly alter management
practices. Generally speaking, credibility will depend not only on current policy but also on past
practices. Unfortunately, as we know from experience, in times of crisis credibility comes at a high price.
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As a result, | believe, reluctantly, that much of the burden of dealing with megamergers and the effects
of TBTF will inevitably fall to more traditional forms of regulation and prudential supervision. Here we
have two distinct challenges. First, as megamergers create linkages between banks and other financial
service providers, how do we prevent the extension of TBTF beyond the banking system? Second, where
market discipline is to a degree muted, how do we controf the risk-taking activities of those institutions
that are too big to fail?

With regard to the first challenge, the critical issue is how to contain TBTF, even if we cannot totally
eliminate it. If we cannot limit TBTF, we risk extending the safety net as megamergers evolve to combine
traditional banking with other financial and nonfinancial activities. At issue is whether we can develop
an organizational structure for financial service providers that serves to contain the effects of troubled
institutions perceived to be TBTF.

One form this debate has taken in the United States is how to insulate banks and the payments system
as affiliated entities take on a broader range of activities and risks. The essence of the argument focuses
on the trade-off between operational flexibility and containment of the fall out from a problem
institution. Although this issue has not been as prominent in Europe because of the dominant role of
universal banks in providing financial services, it is likely to become more relevant as banks face
increased competition from capital markets. tn my view, this is an issue of fundamental importance, and
how the debate is resolved will impact how the world handies TBTF in future crises.

Regardless of how this debate comes out, we still face the challenge of managing the risk-taking
incentives of institutions that are TBTF, if we cannot rely entirely on enhanced market discipline, much
of the burden will fall on regulation and supervisory oversight. As megamergers produce larger and
more complex institutions, regulators will have to respond to these changes. There are several efforts
under way including the Group of 30 activities and attempts to revise the Basle risk-based capital
standards to incorporate more accurate measures of risk exposure. And, in the United States, we have
taken steps to change the emphasis of bank examinations toward a better understanding of an
institution’s principal risk exposures and an assessment of its risk management controls and procedures.

Realistically, however, there are limitations to the effectiveness of regulation and supervision in
accomplishing these tasks, particularly in large and complex organizations. Relying on regulation and
supervision to control risk-taking requires a delicate balance between providing effective oversight
without becoming intrusive and imposing excessive costs on the institution.

In the end, | doubt that we can yet be confident in our ability to either completely isolate the effects of
the failure of a farge institution or to provide a regulatory and supervisory mechanism that can eliminate
TBTF as a possibility over the business cycle. With the advent of financial megamergers, TBTF is likely to
become even more prominent as an issue, particularly in times of financial stress. Thus, while | strongly
support our efforts to improve both market and regulatory oversight of global institutions, | believe we
must also spend more energy preparing now, in a public policy context, to deal with these institutions
and TBTF when the crisis inevitably occurs.
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Summary and Conclusions

Let me close with a brief summary and some final observations. The recent consolidation trend in
banking and financial services is clearly changing the financiai iandscape in many countries. While the
creation of larger institutions holds out the prospect of gains in the efficient delivery of financial
services, it also raises important public policy issues. In addition to traditional antitrust and related
issues, financial megamergers refocus a difficult and troubling concern. To the extent that these
institutions become "too big to fail,” the loss of effective market discipline creates an environment
where the risk-return trade-off may become unbalanced and where inefficiency can creep into the
system.

Unfortunately, there are no simple solutions to this problem. Attempts to enhance market discipline,
while important, are unlikely to be fully successful; meaning that more of the burden will move toward
regulation and prudential supervision. But, unless we can find a way of limiting the extension of
government guarantees, we risk the inevitable extension of reguiation into an ever-widening part of the
financial system. We would be wise, therefore, to recognize that TBTF will be an important public policy
issue going forward and as we work to allow the benefits of consolidation, we aiso work to avoid
sacrificing competitive fairness, efficiency and, most certainly, financial stability.
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Chairman Brown, Ranking Member Corker and Members of the Subcommittees, thank you for
the opportunity to provide testimony on the centrally important issue of universal banking.

After seven years as a lawyer specializing in public and private securities offerings, I was an
investment banker at Goldman Sachs for more than a twelve years and then managed a small
advisory firm. I also served as CEO of a firm providing counterparty credit management services
in the derivatives markets. For the last two years, I have focused my efforts on financial system
reforms, participating in dozens of formal comments and various roundtable discussions at the
request of regulatory agencies. I am a Senior Fellow at Demos, a multi-issue national
organization, combining research, policy development and advocacy to influence public debate
and catalyze change.

For me, today’s hearing evokes memories of a time 33 years ago when, as a young attorney, I
was commissioned to write testimony to be delivered to a committee of Congress on behalf of
the Securities Industry Association, one of the predecessors of SIFMA, that represented the
interests of investment banks. The goal of the testimony was to resist the repeal of Glass-
Steagall, and so to protect investment banks from competition fueled by the massive cheap
capital of the commercial banks.

Circumstances are different today, but some fundamental principles remain the same. Universal
banking is no longer an abstract concept in the US financial services sector, but has become a
dominant way of doing business. In light of the catastrophic and ongoing consequences of the
2008 financial crisis, it is appropriate to reflect on the path chosen in the last decade of the 20™
century, culminating in the repeal of the Glass Steagall Act.
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Today’s hearing examines the results of the dramatic deregulation of the financial sector that
allowed banks to expand their businesses far beyond the limits established in the wake of the last
major financial and economic crisis, the Great Depression. In the 1930°s, wise policy-makers
came to understand the danger of allowing financial institutions that are entrusted with customer
deposits to also participate in the business of volatile trading markets and complex and inherently
risky financial instruments. No doubt, the Subcommittee will hear that these concepts are out of
step with today’s global marketplace, dominated by elaborate technology and cutting-edge
quantitative analysis. This argument is totally inadequate for the purposes of today’s enquiry.
Clearly, the systemic risks that threatened the irretrievable collapse of global financial systems in
2008 must be addressed. The problems arising from too-big-to-fail institutions, interconnected
by shadowy and complex exposures to risks, are clearly related to the universal bank model.

But today’s hearing goes even further. Universal banking also leads to oligopolistic markets that
are inefficient in performance of their fundamental social purpose, the intermediation between
sources and productive uses of capital. There is a vast difference between efficient extraction of
profits from the capital and commodities markets, which is a hallmark of universal banking, and
providing for the efficient capitalization of businesses and governments. The two must be
rigorously distinguished.

The questions raised at today’s hearing are profound. Regulatory responses to the specific
causes of the financial crisis are high priorities. But this effort is not complete unless the
underlying conditions that gave rise to the crisis are addressed as well. The universal banking
model that was the culmination of deregulation severely distorts the provision of financial
services. This has created massive inefficiencies at the same time that technology and
quantitative advances are deployed to benefit the dominant market participants.

The details of the next potential financial crisis are unknowable. But it is certain that the
distortions created by the great deregulation experiment will produce another calamity if the
oligopoly of universal banks is not addressed.

Universal Banking in Perspective

It might be useful to place the concept of universal banking into the context of the fundamental
social purpose of the financial markets. Aside from insurance and risk transfer and payment
systems, the essential service of the financial sector is efficient intermediation.! Sources of
capital (savings, pension funds and similar funds that need to be “put to work™) must be matched
up with users of capital to finance productive activities and households that require credit. The
matching systems must be efficient in terms of fundamental capital cost and the cost of
intermediation. The price paid for matching, i.e., intermediation, must be reliable and rationally
related to the service provided.

1 Thomas Philippon, “The Size of the US Finance Industry: A Puzzle,” November 2011,
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Universal banking commingles two forms of intermediation, the traditional commercial banking
intermediation between customer deposits and lending; and the intermediation between
investment capital and investment opportunities provided by various traded financial markets.
(It also involves insurance and payment transfers, subjects that are important, but not directly
related to the issues discussed in this testimony.) The question is whether the universal banking
model is intolerably risky and/or expensive.

Major developments in the financial markets prior to the repeal of Glass Steagall blurred the
distinctions between investment banking and commercial banking, particularly the advent of
money market mutual funds. As a result, the commercial banking function became more and
more identified with an important distinguishing characteristic, FDIC insurance. The insurance
was designed to provide a firewall against depositor runs on banks. Money market funds, which
were the investment banks’ way to compete against commercial banks for deposits, have no such
protection against runs, as illustrated by the Fed intervention to support money market funds in
2008.

The debate in the years prior to repeal of the Glass Steagall Act is particularly instructive. The
investment banks were vehemently opposed to repeal in those years, and they were uniquely
positioned to evaluate the issues associated with universal banking. Their opposition centered on
two points. First, they expressed concern that the commingling of commercial banking with
investment banking would give rise to systemic risks.” Additionally, they predicted that
universal banking would create predatory market power.” Eventually, the investment banks
came to realize the inevitability of the repeal and discovered ways to accrue market power of
their own. They relented in 1999, paving the way for repeal. The result was the oligopoly that
exists today. Thus, the investment banks’ warnings have proven to be accurate and the handful
that survive are now part of the problem that they warned against.

Responses to Questions

Below are my responses to the specific questions raised that have been raised in connection with
the hearing.

1 To what extent, and in what ways, have large, diversified banks — sometimes referred to
as “universal banks” — changed the business of banking?

Banking in the United States has become extraordinarily concentrated and oligopolistic. Waves
of change have swept over financial services throughout the era of deregulation, primarily
resulting in an economy skewed toward extraction of value by financial institutions.

2 Senate Banking Committee, Comprehensive Reform in the Financial Services Industry, Part If, June 11, 13,

18-20, 1985, S. Hrg. 99-120, pt. 2, testimony of Shapiro, Robert F., board chairman, Securities Industry Association
(S1A).
3 Id
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Concentration

As universal banking approached, investment banking began a period of dramatic consolidation.
Lehman Brothers did not achieve too-big-to-fail status (judged in retrospect) through internal
growth. Its DNA included firms such as Kuhn Loeb, Shearson, Hammill & Co. and EF Hutton. It
was even owned by American Express for a time. As repeal of Glass Steagall approached, the
commercial banks got into the consolidation frenzy, as Citicorp acquired Salomon and Smith
Barney and Credit Suisse acquired First Boston and Donaldson, Lufkin and Jenrette. Finally,
during the crisis, Bear Stearns was scooped up by JP Morgan Chase (which earlier had acquired
Hambrecht & Quist) and Bank of America absorbed Merrill Lynch, both with the direct
involvement of the government. Morgan Stanley and Goldman Sachs converted to banks to
steady themselves in the turmoil.

During these 30 years, commercial banking consolidated as well. Consider the banks that were
absorbed into JP Morgan: Chase Manhattan, Chemical, Manufacturers Hannover, First Chicago,
National Bank of Detroit and BankOne. The consolidation was widespread, resulting in a system
of mega-banks.

A recent research piece by the Dallas Fed provides a window on this process.* The study
observes that in 1970 the top 5 banks in terms of assets held 17% of aggregate bank assets. By
2010, the top 5 banks held 52% of aggregate assets, as shown in the following chart extracted
from the report.

4 Federal Reserve Bank of Dallas, 2011 Annual Report, Choosing the Road to Prosperity, available at

http://www .dallasfed.org/fed/annual/index.cfm.
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The most dramatic part of the report and the covering letter by Dallas Fed President Richard W.
Fisher is that they call for a “downsizing” of these megabanks. Their primary argument is that
financial institutions remain “too-big-to-fail,” risking another painful and damaging bailout if a
large financial crisis is threatened. In their view, the continuing cloud of too-big-to-fail hanging
over the economy is simply intolerable and costly.

However, this report also contains some intrigning observations that go beyond the systemic risk
of over concentration in the banking system. Chief researcher Harvey Rosenblum states that:

When competition declines, incentives often turn
perverse and self-interest turns malevolent.

This goes beyond worries about to-big-to-fail. It is not a concern with the intolerability of the
risk of liquidation of a large bank. Rosenblum identifies distortions in a market that is dominated
by an oligopoly of banks. This passage points out the damage that can be done to the economy
even if these banks do not fail. The systemic risk of to-big-to-fail exists because of
concentration. But, the pernicious oligopolistic marketplace that Rosenblum describes an
ongoing problem that burdens the economy and intensifies the risks of a financial crisis
occurring.
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It must be noted that the literal transformation to a system dominated by universal banks was not
completed until the onset of the financial crisis itself. Bear Stearns and Merrill Lynch were
absorbed, Lehman evaporated as an entity and Goldman Sachs and Morgan Stanley converted to
banks. However, the remaining investment banks had grown very large and engaged in ever
more risky behavior as they sought to compete with the universal banks. The advent of universal
banking played an enormous role in the evelution of financial services to the conditions that
existed in 2007 and 2008. The extraordinary concentration of institutions that resulted from the
crisis was the final chapter in a long story.

Growth of Financial Sector

The other dramatic development is that financial sector share of the economy has increased to
unprecedented levels growing from 2.3% to 7.7% of the GDP in the last 60 years,” while the
manufacturing and services sectors have become relatively smaller. This was not because of
increased demand for financial services, which only grew by 4% in the last decade.® It is clear
that this cannot be explained as the value of exporting financial services by US institutions.” The
explanation lies in the domestic economy.

Perhaps most telling is the financial sector share of profits in the entire economy. The chart
below, prepared by Yardeni Research, tracks 60 years of data on financial sector profits,
illustrating that profit share has ranged from 8 to 34%.% More recent data indicate that the profit
share has once again exceeded 33%.

5 Thomas Philippon, “The Equilibrium Size of the Financial Sector,” New York University, August 2007.
¢ Thomas Philippon, “The Evolution of the Us Financial Industry from 1860 to 2007: Theory and Evidence,”
;‘Jovember 2008, available at http://pages.stern.nyu.edu/~tphilipp/papers/finsiz.pdf.

1d.

8 Yardeni Research, Inc., “Products, Productivity, Prosperity,” March 7, 2012,
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CHART 6: FINANCIAL SECTOR SHARE OF PROFITS
United States: Financial Sector Profits as a share of Total Corporate Profits
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The relative growth of the financial sector is not necessarily a problem if the services provided
by the sector provide commensurate value to the overall economy. Otherwise, the reallocation of
value drains resources that could be put to uses that would increase the productivity of the
economy and the public’s wealth. It might benefit the owners of financial firms (and bonus
recipients), but to the extent that it only transfers wealth, it does not benefit the broad economy.
As discussed below, wealth transfer has been the predominant resuit.

A groundbreaking study by Thomas Philippon of New York University’s Stern School of
Management reaches dramatic conclusions.” Professor Philippon uses the neoclassical growth
model (which focuses primarily on productivity, capital accumulation and technological
advances) to examine financial intermediation in the United States over a 140-year period. He
constructs an index that measures the unit cost of financial intermediation. His work indicates
that the finance industry has become /ess efficient in providing intermediation services over time.
He summarizes his findings as follows:

9 Thomas Philippon, “Has the U.S. Finance Industry Become Less Efficient?” November 2011. (Hereinafter
cited as “Philippon 11/20117).
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[The finance cost index has been trending upward, especially
since the 1970s. This is counter-intuitive. If anything, the
technological development of the past 40 years (IT in particular)
should have disproportionately increased efficiency in the finance
industry. How is it possible for today’s finance industry not to be
significantly more efficient than the finance industry of John
Pierpont Morgan? I conclude from [the historic trends] that there is
a puzzle...

Finance has obviously benefited from the IT revolution and this
has certainly lowered the cost of retail finance. Yet, even
accounting for all the financial assets created in the US, the cost of
intermediation appears to have increased. So why is the non-
financial sector transferring so much income to the financial
sector? Mechanically, the reason is an enormous increase in
trading.

The study indicates that the cost of intermediation between the suppliers of capital and the
productive consumers of capital has increased notwithstanding IT advances, sophisticated
quantitative analysis, massively larger trading volume and diversity in financial and derivatives
markets. Under the Efficient Market Hypothesis (famously espoused by Alan Greenspan), the
professor correctly concludes that this is absolutely counter-intuitive. But from the perspective
of an observer of trading behavior and market evolution, his results make perfect sense.
Technology and volumes can decrease individual transaction costs. Simultaneously, the entire
intermediation system can be burdened by oligopolistic market activity that diverts value from
the system. That these conditions coexist is actually the most likely outcome when one
combines oligopolistic universal banking, high tech and advanced quantitative analysis and a
preoccupation of money managers with transaction costs rather than fundamental value.

Decline of Corporate Lending

In 1978, the financial sector contracted $13 of credit for every $100 contracted by the private
economy; by 2007, the financial sector share was $51.'° This excludes the credit associated with
the $30 trillion derivatives market that is a complex and volatile form of leverage. The capital
and derivatives markets had largely displaced corporate borrowing.

Aside from insurance and risk transfer and payment systems, the essential service of the financial
sector is efficient intermediation.!’ Sources of capital (savings, pension funds and similar funds
that need to be “put to work’) must be matched up with users of capital to finance productive
activities. The matching systems must be efficient in terms of fundamental capital cost and the

10
1

Simon Johnson and James Kwak, “Thirteen Bankers,” Pantheon Books, 2010 at page 59.
Thomas Philippon, “The Size of the US Finance Industry: A Puzzle,” November 2011.
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cost of intermediation. The price paid for matching, i.e., intermediation, must be reliable and
rationally related to the service provided.

Intermediation can be effectively provided by traditional commercial banking or by market based
trading.'? Commercial banks loan from capital and funds held as individual and corporate
customer deposits. In this business, the mismatches between sources of capital and its uses are
covered by the capital reserves of the banks. These mismatches include credit differentials in the
form of loan defaults and mismatches of long-term (such as 20-year, fixed rate mortgages) vs.
short term (demand deposits). As an outgrowth of the two financial crises of the 20™ century, this
business model was reinforced by creation of the Federal Reserve System (in response to the
1907 Panic) and FDIC insurance (in response to the Great Depression).

Alternatively, intermediation can be provided by the traded markets. Capital suppliers invest in
securities (often pooling resources for investment in mutual funds), capital consumers issue
securities to procure funding and both contract for derivatives. Financial institutions provide the
trading capital needed to make sure that “supply and demand,” represented by capital suppliers
and consumers is in equilibrium in terms of timing. Derivatives, in theory, mitigate the risk of
mismatches of loan interest rates and cutrency differentials.

For advocates of the Efficient Market Hypothesis, the capital market is the preferred venue for
intermediation, It is the perfect environment for the use of information technology and
sophisticated algorithmic trading strategies that should (in their view) squeeze out even the most
miniscule pricing inefficiency. The evolution of the financial system during the period of
deregulation has reflected this premise, with banks declining in importance to intermediation and
capital markets increasing. The bank share of all financial assets fell from 50% in the 1950°s to
below 25% in the 1990°s."> The pace of this shift increased with the growth of money market
funds, pension funds and mutual funds (providing direct investment that displaced bank lending)
and securitization of consumer debt over the last 30 years,'

Conventional views of the markets, represented by the Efficient Market Hypothesis, would
predict that the price received by providers of capital and the price received by consumers of
capital must have narrowed proportionately with the greater ability to deploy vast sums of cash
to exploit tiny market anomalies identified in “real time,” using technology informed by
sophisticated analytics. In other words, the cost of intermediation paid by the economy as a
whole should have plummeted as ever more powerful efficiencies were introduced. The research
of Professor Philippon, described above, indicates that the results were precisely the opposite.

The most powerful reason behind the decline in corporate lending may well be the profit margins
of the banks. A bank has finite capacity to take on the credit of any corporate entity. It can use

12 Ross Levine, “Bank-Based or Market Based Financial Systems: Which is Better?” William Davidson
Institute Working Paper 442, February 2002,
13 Hyman Minsky, “Stabilizing an Unstable Economy,” McGraw-Hill, 2008, introduction at page xxii.

" Johnson and Kwak, at page 84.
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this capacity to make a loan. Alternatively it can use the capacity to enter into a derivative or
other exotic financial arrangement. As recounted by a bank insider in a recent interview, the
profitability of a derivative transaction per unit of credit capacity is ten fimes the profitability of
using the capacity for a foan.' This is precisely in line with my personal conversations with
corporate lending professionals at large banks. Under these conditions, it is unsurprising that
corporate lending has declined.

Financialization

The corollary to the decline in corporate lending was explosion of financialization fueled by
universal banking. Professor Simon Johnson describes financialization as “the transformation of
one dollar of lending to the real economy into many dollars of financiai transactions.”™® This
represents the financialization of typical bank assets through asset-backed securitizations.
However, equity securities (Exchange Traded Funds) and commodities (Commodity Index
Funds and Commodity ETFs) are also financialization vehicles for assets that are not
traditionally held by commercial banks.

The damage inflicted by asset-backed securitizations in the residential housing markets has been
well documented. The large banks were able to seize a dominant position in the household
lending businesses and mismanaged the process terribly.

ETFs and Commodity Index Funds have also had a destabilizing effect because of structural
inefficiencies. Both are structures designed to create synthetic ownership of assets. The
investors actually own instruments that are valued based in indices of market baskets of assets.
Equity ETFs have been shown to influence the prices of stocks that are constituents of the
particular index.!” And Commodity Index Funds have been shown to influence commodity price
curves, creating commodity price disruption by creating the impression of rising prices.'®

Financialization has been driven by the changing role of commercial banking in a system
dominated by universal banks. It is inherently an inefficient system because structural elements
have unintended consequences. Mortgage Backed Securities, including synthetic MBS, were
clearly the proximate cause of the financial crisis of 2008. But it is now understood that the
opaque asset value associated with financialization of every sort can be seen as an inefficiency
that is extraordinarily costly to the economy. In stressed conditions, it can also result in a
shutdown of financial flows in part or all of the financial system. In the drive to make banking
more and more universal, this is a path that is treacherous indeed.

15 Frontline Broadcast, “Money, Power and Wall Street.” Chapter 2, available at

http://www.pbs.org/webh/pages/frontline/money-power-wall-street/.

e Johnson and Kwak at page 59.

v Jeffrey Wurgler, “On the Economic Consequences of Index-Linked Investing,” NYU Stern School of
Business, July 2010, available at http:/papers.sstn.com/sol3/papers.cfm?abstract_id=1667188.\.

18 David Frenk and Wallace Turbeville, “Commodity Index Traders and the Boom/Bust Cycle in
Commodities,” October 2011, available at http://papers.ssrn.com/sol3/papers.cfm?abstract id=1945570.
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2. What are the benefits or dangers associated with the “universal bank’ model that
combines traditional banking and trading? In particular, what does this mean for
consumers, industry competition and financial stability?

Financial Stability

Clearly, concentration in the banking sector creates great danger of systemically significant
failures.!” Banks become too-big-to-fail and government is left with the Hobson’s Choice of a
bailout in a crisis.?’ The existence of this phenomenon has been recognized since at least 1984,
when insolvency of Continental [ilinois precipitated a bailout and the Comptroller of the
Currency identified 11 banks as too-big-to-fail.2’ The moral hazard implications are enormous.

However, it is more than just size. The Federal safety net that supports depository institutions is
an important element. The FDIC occupies a pivotal role in resolving a failed institution that
benefits from its insurance. To minimize loss, it must actively manage the disposition of the
failed bank’s component parts. The government is directly involved with the entire process. In
the universal bank model, the trading operations are extraordinarily complex and susceptible to
liquidity crises of their own, as margin calls are made and access to securities financing such as
repurchase agreements is foreclosed. It should be noted that Lehman Brothers had 2,854
subsidiaries around the globe. In this process, the government’s involvement is inescapable.

As a result, the universal banking model is a poor vehicle for the allocation of capital. The safety
net and the too-big-to-fail condition mean that consequences of failure are mitigated and capital
is plentiful and cheap. Business lines that might not make sense in a more limited, smaller and
diverse business regime are completely rational to managers in a universal bank. Especially in
complex and volatile trading activities, this can amplify the risks taken by the bank, to the
ultimate detriment of the taxpayers and the economy as a whole.

Consumers

But the damage is more pervasive, regardless of the occurrence of an actual bank failure. As the
Securities Industry Association foresaw in the 1980s and 1990s (described above), universal
banking embeds opportunities for oligopolistic and predatory business practices. Services can be
tied together. Customers can become so reliant on access to the universal banks that competition
is stifled. And abundant cheap capital can be deployed to create trading advantages.

Advances in technology and quantitative analysis have made this problem much worse.
Transactions can be made more complex. In such circumstances, value is obscured and the
market power of the universal bank can be optimized. Recent research has pointed out that the
value of many derivatives products that are successfully sold to customers are beyond the ability

i Federal Reserve Bank of Dallas, “Choosing the road to Prosperity: Why We Must End Too-big-to-fail

Now” available at http://www.dallasfed.org/fed/annual/index.cfin
» Gary H. Stern and Ron J. Feldman, “Too-Big-to-Fail: The Hazards of Bank Bailouts,” Washington:
Brookings Institution Press, 2009.

Johnson and Kwak at page 134.
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of the most sophisticated banks to comprehend, much less the customers.”> A separate question
is why the customers buy transactions that they cannot understand. Perhaps the persuasive
abilities of universal bankers are enhanced by the reliance of the customer on access to the bank.

The transfer of deposit assets to the trading business rather than lending has another subtle, but
important, effect. The relationship of the banks to customers is far more transactional. A
business interacts with its banks in a completely new way. The opportunity for conflicts of
interest is enormous, and both sides recognize it. The long-term relationship of a business with
its banks can be dynamic and stabilizing. Its decline as a way of doing business is a net loss.

Benefits

The benefits of economies of scale in the universal banking model are undeniable. It should be
remembered, however, that even the most predatory monopoly can provide economies of scale.
The Philippon study described above suggests that the balancing of costs and benefits does not
favor universal banking. This system has proven efficient in maximizing profit for the banks.
But it has actually made the process of raising capital for productive uses and consumer needs
more costly.

1t is often asserted that greater trading market liquidity is a benefit inherent in universal banking.
In particular, overt proprietary trading and proprietary trading that is housed in businesses
denoted as market making or similar activities is the liquidity that is referred to.

This assertion, even when made in “expert” studies, is superficial and perhaps worse. Market
liguidity is generally defined as the degree to which a security or derivative can be bought, sold or
entered into without affecting its market price. Liquidity must not be confused with volume.
Some trading volume can provide liquidity incidentally to its actual purpose. But that liquidity is
not reliable, especially in stressed market conditions when liquidity serves its most useful
purpose. For example, a recent study of the “flash crash” shows that computer-driven
algorithmic trading activity can amplify the price effect of a given market event.”® Market
participants misperceive the volume generated by the algorithmic traders as stabilizing liquidity.
However, the algorithmic systems are rigged to exit the market and dump inventories at the
worst possible time, in terms of stability. The perceived stabilizing liquidity is an illusion. In
fact, this volume becomes an immense consumer of liquidity.

Nonetheless, universal banks claim that limitations on their activities will burden the economy
with premia on capital investment. The forecasting of liquidity in the absence of universal
banking and measurement of its consequences in terms of liquidity premia and bid/ask spreads is
analytically difficult. Many factors intervene. For instance, liquidity is related to credit spreads
(the interest rate impact of the credit quality of the issuer of debt) in complicated ways.
Conditions in the financial markets can affect the appetite for higher yielding, lower credit

2 Arora, S., Barak, B., Brunnermeier, M., Ge, R., “Computational Complexity and Information Asymmetry

in Financial Products,” October 19, 2009, available at http://scholar.princeton.edu/markus/publications/term/39.
2 A, Kirilenko, A. Kyle, M. Samadi and T. Tuzun, “The Flash Crash: The Impact of High Frequency Trading
on an Electronic Market,” May 2011 available at http://papers.ssm.com/sol3/papers.cfm?abstraet_id=1686004.
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quality debt. When there is great confidence in the economy and interest rates are generally low,
investor appetite for the yields generated by relatively lower credit quality will be higher. As a
result, liquidity is relatively higher for this category of debt. In contrast, when the economic
outlook is weak and financial markets are more concerned about failures, relative liquidity is
lower for this debt. This represents a “flight to quality.”

Oliver Wyman Approach to Liquidity. The recently published Oliver Wyman study is a good
example of the claimed benefits. It relies on a prior study entitled “Corporate bond liquidity
before and after the onset of the subprime crisis.”** The purpose of this prior study was to
examine the particular effects of the crisis on liquidity premia. -One thing is for certain:
extrapolation of liquidity premia based on data from the most stressed economic and financial
conditions in modern times to forecast general liquidity costs is a bad idea. The forces affecting
liquidity costs under such specifically stressed conditions distort liquidity cost relationships in
the extreme.

As a result of using the study of liquidity during the crisis to estimate the premium for lower
liquidity, other flaws in the Oliver Wyman study are amplified. For instance, assumptions for the
amount of reduced liquidity (i.e., no replacement for bank liquidity from other sources was
assumed) were compounded by application of cost factor derived from distorted, extraordinarily
stressed conditions.” The Oliver Wyman Study obtains the result it seeks because it has
assumed the result as the starting point, that is to say that liquidity will evaporate rather than
migrate.

In addition, the overall approach misses a critically important point. Higher liquidity premia have
a self-correcting effect in normal conditions. Liquidity premia are related to bid/ask spreads.
When liquidity is low, the spreads will be high because liquidity providers will require greater
compensation for the service they provide. (I will buy your bond, but only if my expected
compensation is relatively high, since there is greater risk of re-selling it because of low
liquidity.) As bid/ask spreads increase because of lower liquidity, more capital will be attracted
to the market to take advantage of the profit potential. This, in turn, moderates bid/ask spreads
and liquidity premia until equilibrium is achieved.

It is remarkable that the financial services industry puts forth arguments that simply ignore the
laws of supply and demand as they apply to capital.

Volume vs. Liquidity. Much of the analysis and comment is based on confusion between
volume and liquidity. Trading activity that provides liquidity, in particular market making,
provides real value to the economy. Other activity generates volume, but the value is less clear,
to say the least. In fact, this activity may impose a net drag on the economy. Recent academic

M J. Dick-Nielson, P. Feldhutter and D. Lando,” Corporate bond liquidity before and after the onset of the

subprime crisis,” May 2011, available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1364635.

» To calculate the cost of power liquidity, the Oliver Wyman Study used values calculated by Dick-Neilson,
Feldhutter and Lando. Oliver Wyman describes how they selected the particular cost percentages for their study:
“DFL construct two independent ‘panels’ of bond liquidity data - one for the Q3 2005-Q2 2007 period, onc for the
Q3 2007-Q2 2009 period — using TRACE data. The most recently available panel is used in our analysis; the earlier
period shows smaller, but still significant effects.”
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studies indicate that

* dealer activity is overwhelmingly weighted toward trading that does not provide
liquidity;

» activity that represents the greatest volume increases the costs of accessing liquidity; and
p g g Iiq

* the layers of intermediation that have arisen from trading practices other than market
making, while efficiently executed to generate profits for traders, involve costs to the rest
of the economy that result in an inefficient financial system for the economy as a whole.

As a result, the assertion that universal banking benefits the economy is extremely questionable,
and the better analysis is that the real economy suffers costs. These studies are reviewed below.

A study by professors at MIT’s Sloan School of Management examines this issue in the context
of modemn market behavior.”® The Wang Study focuses on a phenomenon illustrated most
graphically by the Flash Crash. While trading volumes may be extremely high, most dealer
trading does not appear to be providing market making. It does not work to provide liquidity to
investors so as to provide stable and efficient pricing. Key points of observation are times of
market stress.

Not only is the social function of liquidity provision most
important to other market participants during these periods, it is
also these periods (when prices have likely diverged from
fundamentals) during which expected profits from providing
liquidity should theoretically be the highest. Therefore, if market
makers are providing liquidity by accommodating order
imbalances, we should observe greater dealer trade activity during
periods of higher volatility and kurtosis.”’

The Wang Study finds that such greater activity does not occur at these times. Further, the study
finds substantial evidence that trading activity is largely based on information and designed to
profit. from short-term price movements. “We have shown that dealers do not provide liquidity
to the market; instead, they trade on information.”™®®

In contrast with the Oliver Wyman Study, a better analysis of the universal banking model is that
the effects on liquidity largely center on the availability of subsidized capital deployed to chase
transactions that would not make sense but for the subsidy. Capital raised by short-term leverage
(which is so dangerous to the markets) may also recede as lenders can no longer depend on a too-
big-to-fail bail out. It can also be anticipated that high frequency, algorithmic trading activity
will moderate as more demanding and socially useful rationales for capital deployment are
imposed.

* J. Chae and A. Wang, “Who Makes Markets? Do Dealers Provide or Take Liquidity?,” August 2003 (the

Wang Study”) available at hitp:/papers.ssrn.com/sol3/papers.cfim?abstract_id=1364635.
s Wang Study, pages [7-18.
Wang Study, page 30.
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But more importantly, the liquidity argument centers on transaction costs. When the market is
functioning normally, volume can have beneficial effects on transaction costs (often expressed as
bid/ask spreads). But this does not translate directly into an efficient intermediation system. If a
significant portion of the market volume actually distorts the perceived value of the securities
and derivatives being traded, the transactions may be inexpensive to transact but also
fundamentally mispriced. Elimination of the perverse incentives induced by the universal
banking system will result in a more rational and disciplined set of market participants. This
should curb the volume that is injurious to the economy and improve the efficiency of the overall
market function.

Liquidity may be affected if universal banking were not the norm, though the Oliver Wyman
Study provides little guidance on how. But the best analysis is that the effects will be, on the
whole, healthy for the economy and the public. The recent study by Thomas Philippon of New
York University’s Stern School of Business described above undertakes a quantitative analysis
of the economy-wide cost of financial intermediation over the last century through the device of
a “finance cost index.”® The Philippon Study concludes that, historically, the cost of
intermediation has been remarkably stable. However, the further conclusion is particularly
relevant to the liquidity discussion: the financial cost index has been trending upward for 40
years, a period when technological and quantitative advances must have reduced financial

costs.

At least a part of the answer to this puzzle may well be the inefficient deployment of bank capital
to layers of uneconomic intermediation as banks seck higher returns from the spreads between
cheap capital costs and exotic securities and derivatives. This is completely consistent with the
answer suggested by Professor Philippon.

Finance has obviously benefited from the IT revolution and this
has certainly lowered the cost of retail finance. Yet, even
accounting for all the financial assets created in the US, the cost of
intermediation appears to have increased. So why is the non-
financial sector transferring so much income to the financial
sector? Mechanically, the reason is an enormous increase in
trading !

The layers of socially unproductive intermediation are best illustrated by the algorithmic trading
that contributes heavily to today’s market volume. In fact, it is clear that the dominance of
algorithmically driven trading using techniques associated with high frequency trading does not
provide liquidity. Rather, it consumes liquidity with adverse consequences. A recent study of
these issues draws conclusions that are summarized as follows:

We analyze the impact of high frequency trading in financial

» Thomas Philippon, “Has the U.S. Finance Industry Become Less Efficient,” November 2011 (“Philippon

Study™), available at (SSRN-id1972808(1]).pdf.
30 Phillipon Study, pages 16-17.
3 Phillippon Study, page 22.
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markets based on a model! with three types of traders: liquidity
traders (LTs), professional traders (PTs), and high frequency
traders (HFTs). Our four main findings are: i) The price impact of
liquidity trades is higher in the presence of the HFTs and is
increasing with the size of the trade. In particular, we show that
HFTs reduce (increase) the prices that LTs receive when selling
(buying) their equity holdings. ii) Although PTs lose revenue in
every trade intermediated by HFTs, they are compensated with a
higher liquidity discount in the market price. iii) HF trading
increases the microstructure noise of prices. iv) The volume of
trades increases as the HFT's intermediate trades between the LTs
and PTs. This additional volume is a consequence of trades which
are carefully tailored for surplus extraction and are neither driven
by fundamentals nor is it noise trading. In equilibrium, HF trading
and PTs coexist as competition drives down the profits for new
HFTs while the presence of HFTs does not drive out traditional
PTs>?

Thus, algorithmic and high frequency trading actually extracts value by intermediating between
liquidity providers (market makers) and liquidity traders (large scale investors) and extracts
value so as to widen spreads. This volume does not provide liquidity that is beneficial to the
overall intermediation process; it exploits the process at a cost to the investors.

The consequences to the shape of the American economy are potentially dramatic. Professor
Philippon eloquently poses this issue as follows: “the finance industry that sustained the
expansion of railroads, steel and chemical industries, and the electricity and automobile
revolutions was more efficient than the current finance industry.”

Industry Competition

It is difficult to imagine a financial services industry that is less competitive than that which
prevails today. As described above, concentration has increased dramatically in the last 35
years. The advent of universal banking in the United States is a primary cause.

A reversal of this condition would undoubtedly reorder the industry. Capital and talented
personnel would migrate from the dominant universal banks into existing and new institutions.
It is likely that investment banks would reemerge. Without the need to compete with the
subsidized and plentiful capital of the universal banks, the investment banks would probably be
leaner and more risk averse than they were in the years leading up to the crisis. Importantly,
conflicts of interest that are embedded in the existing system would decline.

Indeed, the buy-side has recognized the harm to their bottom line posed by the universal banks
trading against them. In its 2009 report on financial reform, the Council of Institutional

2 A. Cartea and J. Penalva, “Where is the Value in High Frequency Trading?,” December 2011, available at

http://papers.ssm.com/sol3/papers.cfim?abstract_id=1712765,
3 Philippon Study, page 2.
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Investors (“CII”) prominently highlighted the need to address proprietary trading, noting that
"Proprietary trading creates potentially hazardous exposures and conflicts of interest, especially
at institutions that operate with explicit or implicit government guarantees. Ultimately, banks
should focus on their primary purposes, taking deposits and making loans.™* As one member of
the CII Investors’ Working Group panel explained it, proprietary trading has significantly
harmed the institutional investors:

Proprietary trading by banks has become by degrees over recent
years an egregious conflict of interest with their clients. Most if not
all banks that prop trade now gather information from their
institutional clients and exploit it. In complete contrast, 30 years ago,
Goldman Sachs, for example, would never, ever have traded against
its clients. How quaint that scrupulousness now seems. Indeed, from,
say, 1935 to 1980, any banker who suggested such behavior would
have been fired as both unprincipled and a threat to the partners’
money.”*

Furthermore, the bipartisan Levin-Coburn Report by the Senate Permanent Subcommittee on
Investigations offers a detailed description of some of the conflicts of interest that directly cost
investors billions of dollars.*®

Summary

Balancing benefits and dangers is critically important to the economy as a whole. If capital is
misallocated away from productive uses and value is extracted by the universal banking system,
the ability of businesses to generate productive employment is damaged. Income inequality
grows as the value of non-financial employment shrinks and the profit share of the financial
sector increases (along with bonuses). And the effectiveness of monetary policy is diminished as
the system of intermediation capital sources to productive uses is compromised.

In reality, the issues of systemic risk and the efficient functioning of the financial system are one
in the same. In the US economy, inefficiencies are exploited relentlessly and incent risk-taking
in the process. Asset and debt bubbles, together with the inevitable bust cycles, are an obvious
result. The velocity of these forces is breathtaking in markets operating with high technology
and fast evolving financial innovation. Universal banking, in the context of the US economy, is
inherently risky and costly.

3 CII Investors’ Working Group, “U.S. Financial Regulatory Reform: The Investor’s Perspective,” July 2009,

page 3, available at
http:/iwww.cii.org/UserFiles/file/resource%20center/investment%20issues/Investors'% 20 Working%20Group%20Re
port%ZO(July%202009) pdf)

Jeremy Grantham, “Lesson Not Learned: On Redesigning Our Current Financial System,” GMO Q.
LETTER SPECIAL TOPIC, 2 (Oct. 2009), available at http://www.scribd.com/doc/21682547/Jeremy-Grantham.
3 United States Senate, Permanent Subcommittee on Investigations, Committee on Homeland Sccurity and
Governmental Affairs, Majority and Minority Staff Report, “Wall Strect and the Financial Crisis; Anatomy of a
Financial Collapse,” April 2011.
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3. Do traditional banks need to be large or engage in trading/investment banking
activities in order to serve clients and customers, including large multinational
corporations?

4. Can the needs of customers be served by smaller banks, or banks that solely provide
particular services?

Large, oligopolistic companies always raise the issue of economies of scale when arguing against
the efficiencies of competition. This position is particularly difficult to understand in the context
of universal banks that are too-big-to-fail.

It is understandable that large clients and customers might perceive benefits from dealing with
universal banks, Much of the service provided to these entities involves renting the balance
sheet of the universal banks. If a large customer seeks to move a big securities position, its bank
will take it off the customer’s hands and distribute the position over time so as not to affect the
price by flooding the market. The cost of capital to hold the position is transferred from the
customer to the bank. 1f the capital of the bank benefits from the Federal safety net and too-big-
to-fail status, the customer benefits proportionately.

The problem, of course, is that the benefit exists because the American taxpayer ultimately bears
risks of the universal bank’s failure. No one sees the cost until a financial crisis ensues and a
very large bill is presented to the public.

Implicit in the question is that only large universal banks will serve the trading/investment
banking needs of the multinational corporations. Such an assertion would have sounded
ludicrous to the bankers in Goldman Sachs’ London office in 1995 that competed so successfully
with European universal banks (and I should know, having been assigned there at that time). In
reality, customers would be served better by a financial sector made up of an array of smaller,
institutions that are well capitalized in relation to their business activity. In this model, conflicts
of interest would be fewer and costs more transparent. The incremental costs to users of services
from a leaner system would be those associated with too-big-to-fail. This is a good trade indeed.

5. Does the government offer support or subsidies for large banks? If so how?

The response to question 1 details the support provided in the form of too-big-to-fail realities and
the Federal safety net of FDIC insurance and access to the Fed window.

There are indirect supports as well. Large banks depend on an enormous number of businesses
to trade continuously. The too-big-to-fail guarantee that was made explicit in 2008 is not useful
unless it extends to the large bank ecosystem. Thus, the $700 billion direct bank bailout known
as the Troubled Asset Relief Program, or “TARP,” was only the tip of the iceberg. The Federal
Reserve acted decisively, barely pausing to build consensus or consult with political leaders. It
allowed banks to borrow freely at low rates, a conventional tool of the central bank, and provided
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interest on amounts deposited by the banks on reserves, generating a risk-free arbitrage profit.
And, on the heels of the Lehman Brothers collapse, it was discovered that AIG, the world’s
largest insurance company, was bankrupt as a result of spiraling losses on exotic financial
instruments. This threatened to drag the banking system down alongside AIG. The Fed loaned it
$85 billion to cover amounts owed to the largest banks, a mere down payment into the financial
black hole that AIG was fast becoming. The money passed directly through to the creditor banks,
taking pressure off of the financial system but adding to the amount of the “bail out.”

But the bailout was even broader. Over thirty years of deregulation, the financial system had
rapidly evolved away from the structures put in place during the Great Depression, and the new
system could not withstand the stresses of 2008. Pushing the bounds of its legal authority, the
Fed took actions targeted at critical elements of the new system that dwarfed TARP in scope, but
of which that the public was largely unaware.”’

* Losses at money market funds threatened a depositor run on the $3.4 trillion of assets
held by these entities.”® Over the years, money market funds had largely replaced
conventional bank savings deposits, but these funds did not enjoy the stabilizing benefits
of FDIC deposit insurance, the New Deal program assuring against depositor runs. The
Fed immediately put a lending facility in place that effectively guaranteed money market
deposits and warded off a catastrophic run that would have dragged down the banks.

*  One of the most popular investment sources for money market funds is the commercial
paper market into which companies and structured financing vehicles sponsored by banks
issue short term I0U’s. In 2008, there was $1.8 trillion of commercial paper outstanding,
approximately 70% of which had terms of 3 days or less.”> When the commercial paper
market started to fail, the Fed stepped in to purchase the IOUs and guarantee investors
that the commercial paper would be rolled over or paid off as it matured.

* Banks had more and more used “repurchase agreements” to finance their holdings of
securities and derivatives. They would borrow money against the securities and
derivatives, agreeing to repay the loans and retrieve the collateral on a daily basis. The
“repo” market, as it was known, had mushroomed to $4.5 trillion and almost all of it had

3 Board of Governors of the Federal Reserve System, Office of Inspector General, “The Federal Reserve’s

Section 13(3) Lending Facilities to Support Overall Market Liquidity: Function, Status, and Risk Management,”
November 2010.

3 Diana Henriqués, “Treasury to Guaranty Money Market Funds,” New York Times, September 19, 2008,
available at http://www.nytimes.com/2008/09/20/business/20moneys.html,

39 Richard Anderson and Charles Gascon, “The Commercial Paper Market, the Fed, and the 2007-2009
Financial Crisis,” Federal Reserve Bank of St. Louis Review, November/December 2009, 91(6), pp. 589-612,
available at http://research.stlouisfed.org/publications/review/0%/11/Anderson.pdf.
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to be rolled over every single day.40 As banks grew to believe that other banks might
implode at any moment, and as the securities and derivatives used as collateral fell in
value, repurchase agreement lending started to dry up. Banks started selling off the
securities and other collateral that could no longer be financed, creating a “fire sale”
effect. This drove down the collateral value of the securities and derivatives, threatening
a death spiral of epic proportions. The Fed stepped in to guarantee the repo market,
slowing the spiral.

* Foreign banks needed access to US dollars to avoid default on ongoing dollar
denominated liabilities. They could not rely on borrowing dollars in the crippled US
commercial paper market. So the only source was the market for swapping dollars in
exchange for other currencies with US Banks, a $4 trillion per day market.*! Banks in
other countries came to doubt the reliability of US banks - no one knew whether US bank
were solvent. A worldwide collapse might ensue if the foreign banks defaulted for want
of dollars. The Fed offered unlimited access to foreign central banks to swap dollars for
foreign currency so that the central banks could in turn loan dollars to local banks,
avoiding their default. Most accurately measured, the daily peak of Fed swaps exceeded
$850 billion.

Actions by the US administration, Congress and the Fed held off a general collapse, but the
consequences of these events persist to this day. Andrew Haldane, Bank of England Executive
Director for Financial Stability, has estimated the ultimate cost to the worldwide economy to be
between $60 and $200 trillion.”> By comparison, worldwide GDP for the 12 months ending May
2011 was $65 trillion.*”® To state the obvious, even if Haldane’s figure is off by a bit, the
consequences have been grave.

As a result, the subsidy provided by the too-big-to-fail reality extends far beyond a direct bailout
to the banks. It covers the ecosystem that supports their continued existence.

6. Is government “safety net” support appropriate, either for institutions of a certain size
or for institutions that engage in certain activities?

0 Andrew Metrick, Haircuts, Federal Reserve Bank of St. Louis Review, November/December 2010;
Primary Dealers’ Qutstanding Reps (July 6, 1994 to 2009) (Source: FRB of NY)
http://www zerohedge.com/sites/default/files/images/Repo%201.jpg; SIFMA US Primary Dealer Financing
http /fwww sifma.org/research/statistics.aspx

Bank for International Settlements, “Tricnnial Central Bank Survey, Report on Global Foreign Exchange
Market Activity in 2010,” December 2010, available at http://www bis.org/publ/rpfxf10t.pdf.

Paul Hannon, “Economic Hit from Crisis: A very Big Number,” Wall Street Journal, March 30, 2010; text
of speech available at www. bankofengland co.uk/publications/speeches/.../speech433.pdf

“In Search of Growth,” The Economist, May 25. 2011, available at
http://www.cconomist.com/blogs/dailychart/201 1/05/world_gdp.
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Bank runs of various sorts continue to be a threat to the financial system. In one manifestation,
depositors instigate a run on the system by withdrawing deposited funds (recall Jimmy Stewart
holding off the townspeople in It’s a Wonderful Life). This happened to money market funds in
2008. In another version, banks cut off short term funding provided to other banks. This
occurred in the bank-centered repurchase agreement, commercial paper and currency swap
markets in the recent crisis, as banks decided that no one holding toxic assets could be trusted. If
the “bank run” cannot be contained, commercial activity comes to a halt, as in the Great
Depression.** Mitigating the risk of such an event has obvious value, and as Andrew Haldane’s
estimate illustrates, the value is indisputably enormous.

The safety net must target the financial panics that can lead to runs. Depositor runs are
addressed by deposit insurance. Interbank liquidity runs are addressed by access to the Fed
window.

But the safety net makes sense only under certain conditions. Foremost, is that the safety net
should only be used to benefit low risk, stable return institutions. Commercial banks, not
universal banks, fit this description. The commingling of deposit insurance and financial market
intermediation is inherently a source of systemic risk and moral hazard.

Furthermore, the safety net only makes sense if other sources of bank runs, transmitted through
interconnectedness, are addressed by either regulatory intervention or similar safety nets.
Regulation is far preferable. The potential for money market depositor runs must be dealt with.
Fed Chairman Bernake has recently reiterated this point and pledged to take action.*® Similarly
the inherent instability of the repurchase agreement market must be addressed. Some prospects
for this exist, but the prudential regulators need to be extremely meticulous in the measurement
of the short-term volatility of this market and the required liquid capital needed to mitigate its
effects. Similarly, the stability of the $4 trillion a day foreign exchange market must be
addressed. An answer to this seems far away. The intervention by the Fed to facilitate
transactions, which continues to this day, is not a solution.

Finally, systemically important financial institutions must be designated and brought under
prudential supervision, as envisioned in the Dodd-Frank Act. It is unrealistic to believe that
dealing with banks subject to the safety net will avoid the contagion of major failure by
systemically important non-banks. The Dodd-Frank regulation of systemically important non-
banks must be finalized.

7. Would you favor limiting the size — for example, leverage or nondeposit liabilities - of
financial institutions?

# Bernanke, Ben S., "Non-Monetary Effects of the Financial Crisis in the Propagation of the Great

Depression,” American Economic Review, 73 (June 1983), pp. 257-76.

4 International Business Times, “Bemake Calls for More Shadow Banking Curbs,” April 10, 2012, available
at http://www.ibtimes.com/articles/326117/201204 10/federal-reserve-bernanke-speech-shadow-banking-
regulation.htm.
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Leverage is a critically important issue. The assets held by the financial sector exploded in the 30
years prior to 2008, and it was in large part financed with debt. In 1978, commercial banks held
an aggregate of $1.2 trillion in assets, or 53% of the US GDP. By the end of 2007, this figure had
grown to $11.8 trillion representing 84% of GDP. Similarly, investment banks grew from $33
billion (1.4% of GDP) to $3.1 trillion (22% of GDP).*® Compare this with the $4.7 trillion
repurchase agreement market in which securities are financed by selling them with an obligation
to repurchase, primarily in overnight transactions (described above). This practice - in
substance, a form of secured lending - exposes the financial system to tremendous risk. Declines
in the value of securities impair the value of the collateral securing the loans. Banks can be
forced to sell the securities to extinguish the repo debt, and this causes securities to decline
further setting off a dangerous spiral.

Regulations limiting debt to equity rations are important. Prudent rations are in the range of 10 -
15 to 1, a far cry from the levels of 2007 and 2008. However, limitations on leverage must
effectively measure and limit the use of short term financing, such as repos and securities
lending. These limitations must not be limited to the trading books of banks. They must take
into consideration the potential moving of assets to the loan books as well.

Other non-deposit liabilities must also be addressed. Off balance sheet financing of assets was a
major component in the demise of Bear Stearns. Banks must be foreclosed from entanglement in
hedge funds and asset-backed financings.

But derivatives pose a risk even larger. These positions must be seen for the leveraged
transactions that they are. This $30 trillion per year market embeds huge uncapped credit
exposures to price movements in a vast array of securities, commodities and other assets.
Transactions through clearinghouses, a goal of the Dodd-Frank Act and international policy-
makers, are managed transparently under rules overseen by regulators. However, the bilateral
over-the-counter market will simply not be eliminated by the Dodd-Frank Act, with its
exclusions for end users and other derivatives users.

Finally, the corporate practices of the banks create leverage that goes unseen. The banks operate
multiple subsidiaries throughout the world. As an example, Lehman Brothers had 2,854
subsidiary companies. A common practice is to manage risk on a consolidated basis and sweep
cash into the parent institution, often as frequently as overnight. It is unrealistic to assume that
the exposures of subsidiaries, and in particular complex and difficult to measure undertakings, do
not constitute leverage of the parent bank.

8. Would you favor limiting activities of individual banks, such as restricting the amount
of investment banking or trading activities they may engage in?

There are three conceptual ways to limit the risks of investment banking businesses conducted by
universal banks. Some or all of these investment banking activities can be prohibited, with
priority given to those that involve the greatest risk. Safe forms of capital may be required as

46 Johnson and Kwak at page 59.
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reserves against loss and as a means of curbing excessive risk taking. And regulations may
require the activities to be ring-fenced in subsidiaries that can fail without damage to the bank.
Of these, the approach in the US has focused on activity restrictions and capital requirements,
recognizing that the conceptual justification of ring fencing may weil prove to be illusory in
practice.

The need for activity restrictions is inescapable. Capital requirements are useful, especially if
intelligently applied in proportion to the risks that are reserved against. However, capital
requirements are based on the measurement of risk. Faulty risk measurement was a major factor
in the financial crisis. Forecasting risk is always influenced by historic experience, even if the
statistical measurements relied on prior to 2008 are expanded. It is difficult to anticipate the
unprecedented.

Moreover, risks are measured using forecasting models. This is a reasonable and centrally
important practice. But models are created by people and are therefore subject to their biases.

Prudency dictates that there are activities that simply must be prohibited to banks. This does not
mean that a given activity cannot exist in the marketplace. It means that the activity must be
limited to financial institutions that are not commercial banks.

Section 619 of the Dodd-Frank Act (often referred to as the Volcker Rule) is intended to prohibit
activities, in particular proprietary trading and excessive involvement with hedge funds. Certain
proprietary activities are permitted, most notably market making. The response from industry has
been loud and strong, as should be expected. For example, it is asserted that taking a position,
with respect to which there is no market for the bank to exit the trade, is actually market making
if the counterparty is a client. Taking on such a risk is not primarily motivated as customer
service; it is primarily a proprietary bet. One hopes that the regulatory agencies do not suffer
from amnesia: positions that cannot be liquidated at a known price precisely describes the toxic
assets that rendered bank balance sheets indiscernible, triggering the runs that caused the crisis.

The Proposed Rules to implement Section 619 are said to be long and complicated, but this is an
almost absurd exaggeration based on a double-spaced version and including the lengthy
discussion of the issues issued with the Proposed Rule. The Proposed Rule itself runs only about
13 pages in the Federal Register, with 12 pages of appendices, hardly a threat to any record for
length of regulation. The reason behind any complexity is not the desire of regulators to burden
the banks with rules. Section 619 of the Dodd-Frank Act surgically excises only those elements
of trading that pose the greatest risks, allowing banks to continue activities such as market
making, underwriting and restrained participation in hedge funds and private equity funds. The
intent was to limit bank activities as little as possible.

However, the banks themselves had allowed the proprietary trading fever to infect the client-
oriented businesses that the Volcker Rule seeks to exclude from the prohibition. For instance,
desks engaged in client-oriented market making could never hope to generate revenues to match
their colleagues on desks explicitly dedicated to prop trading. As a result, market-making desks
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migrated into prop trading by seeking client business that justified the accumulation of huge
positions that they called “inventory” (semantics that are best described as Orwellian). There is
no better illustration than the recent Oliver Wyman study that describes inventory levels at 4.6
times average daily volume for less liquid products.”” The conclusion is inescapable: this is not
making a market under any conventional meaning of the concept; it is proprietary trading using a
more benign name.

As aresult, to preserve certain activities that are less risky, client oriented businesses, the
regulators were compelled to define and describe them using legitimate, non-Orwellian rules and
monitoring regimes.

Moreover, many of the complexities of the Volcker Rule stem from endless entreaties of
financial institutions, which met with the regulatory agencies some 350 times. Having prevailed
with the insertion of numerous exceptions and permissions, it is ironic that banks now complain
about the complexity that is an inescapable consequence.

The only reasonable response to the criticisms leveled to date regarding the Proposed Rule under
Section 619 is to eliminate the exceptions from the proprietary trading prohibition for less risky
forms of trading. That way, the banks will not have to be monitored for non-compliance,
behaviors that they have exhibited in the past.

HRK

Thank you for the opportunity to present my views.

47 Oliver Wyman Study, page 9.
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Choosing the Road to Prosperity
Why We Must End Too Big fo Fail—Now

by Horeey Rosenblum

: ore than three years after a crippling ﬁnanciai crisis, the American econorny
stiff stiuggles, Growth spu&ers. Job creation fags. Unem ployment remains high.
Housing prices fanguish: Stock markets gyrate. Headlines bring reports of a
shrinking middle class and news about governments stumbling toward bankruptcy, at
home and abroad. ‘

Ordinary Americans have every right to feel anxious, uncertain and angry. They have
every right to wonder what happened to an economy that once delivered steady progress.
They have every right to quéstion whether policymiakers know the way back to norrhalcy,

Amierican workers and taxpayers want a broad-based recovery that restores confi-
dence. Equally important, they seek assurance that the causes of the financial crisis have
been déalt with, so a similar breakdown won't impede the flow of economic activity.

The road back to prosperity will require reform of the financial sector. in par-
ticular, a new roadmap must find ways around the potential hazards posed by the
financial institutions that the governmen‘t not alt that {ong ago deemed “too bigto
fail"—or TBTF, for short:

in 2010, Congress enacted a sweeping, new regulatory framework that attempts
to address TBTF. While cominendable in some ways, the new law may not prevent the
biggest financial institutions from taking excessive risk or growing ever bigger.

TBTF institutions were at the ceriter of the financial crisis and the sluggish recov-
ety that foliowed. if allowed to remain unchecked, these entities will continue posing
a clear and present danger to the U.S. economy.

As a nation, we face a distinct choice. We can perpetuate TBTF, with its inequities
and dangers, or we can end it. Eliminating TBTF won'’t be easy, but the vitality of our

capitalist system and the long-térm prosperity it produces hang in the balance.

AL REPORT
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Wheri competition declinies, incentives often furn ‘per

verse, and seff-interest can turn malevolent. That's what

happened inthe years before the financial crisis.

Flaws, Frailties and Foibles
The'financial crisis arose from failures
of the banking; regulatory and pofitical -
systérﬁs, However, focuising ori faceless
institutions glosses over the fuindamens
talfact that human beings; with all their
Aaws; frailti‘es and foibles, were behirid the
tdmhltuous events that few saw corming
and that-quickly spiraled out of controt,

Good times breed complacency--rnot
right away; of colirse; but over time'as
Priermories of past setbacks fade. In 1983,
the US: entered a 25-year span disrupted
by‘only two brief, shallow downturns; ac-
counting for just 5 percent of that period
{Exhubit 1), The economy performed
untisually well; with strong growth, low
unemployrrient and stable prices.

This périod of uriusual stabiity and
prosperity has been dubbed the Great
Maderation; a respite from the usual tumult
of avibrant capitalist economy. Before the
Federal Reserve's fuﬁnding in1913; recession
held the ecsnomy invits griﬁ48 percent of
thie titmé. in the nearly 100 years since the
Fed's creation, the economy has béenin
recession about 21 percent of the time:

When' calamiities don't occuy, it’s hu-
Mar nature 16 stap wunyirig “The'world
seems less risky.

Moral hazard reinforces complacency.
Morat hazard describes the danger that
protection against lasses encourages riskier
behavior, Governrient resclies of traubled
financial instititions encourage banks and
their creditors to take greater risks, knaw-
ing they 't reap the rewards if things turn
out well; it will be shielded from losses if
things sour.

in the run-up to the crisis of 2008, the
public sec‘tc‘vr‘grew complacenitand relaxed
the finaricial systém’s constraints, explicitly
in law and implicitly.in enforcement. Ad-
ditionally, government felt secure enough
in prosperity to pursue sacial enginieering
goals—mmost hotably, éxpanding home
ownership among low-income families.

At the sime time; the private sector
also became complacent, dowriplaying
the risks of borrowing and lending. For
example, the traditional guideline of 20
percent down payment for the purchase
of a hame kept stipping toward zero, es-
peciafly among lightly regulated rortgage

comipanies. More money went to thase

with fess ability to repay.!

Greed ‘

You need:fiot be areader of Adam:
Smith to know the power of selfinter:
est—the human.desire for material ga&n.
Capitalism couldi's operate without it -
Most of the time; competition and the rule
of law pravide market discipline thiat keeps
selfeinterest in check and steers it toward.
the social good of produting rmore of what

consurmers want at fower prices.

Wheri competition declines; incen
tives often turi perverse, and selfaintérést
can tiirn ralevolent, Thats whit happened
i the years biefore the finaricial erisis, New
téchnologiesand business praé(ices reduced

s,

lenders’ “skin in the gatne"<for exarriple,
consider how lenders, iristed of retaining, . -
the mortgages they made, adopted the
new: originate-to:distribute model, allowing
them to pocket hiige fees for makiﬁgiloans,
packaging them into securities and ;eliing
them to investors. Credit default swaps fed )
the mania foi easy money by opening a
casino of sorts, whete investors placed bets
on—=and few Rraricial institutions sold -
protection on=~campanies" creditwor thi-
ness. ‘

Greéed led innovative legal minds to

" push the bioundaries of finandial integrity
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with off-balance-sheet entities and other ac- Exhibit 1 .
counting expedients. Practices that weren't Reduced Time Spent in Recession
“netessariy illegal were cértainly mislead-

ing-—at least that’s the conclusion of many
postcrisis ifvestigations.

Complicity

We adrnire success. When everybody's
making micney, we're eager 1 go along for

. the ride~“eveniin the face of a suspicion

that Sdmethihg may be amiss. Before the
financial crisis; for éxamiple, investars relied
heavifyoﬁ the ¢redit-rating companies that
gave'a green light to niew, highly complex
financiat prodiicts that hadn't been tested
under diiress, The agencies bestawed their
top rating to securities backed by high-risk

assets—miost notably mortgages with smalt SOURGE; Nationd Biress of Econdric Research,
down paymients and lictle documentation
of the borrowers’ income and employment.
Billions of dotars of these securities were
fater downgraded to “junk” status.
Complicity extended to the public
sector. The Fed kept interest rates too fow
for too fong contribluting to the specula-
tive binge in housing and pushing investors
toward higher yields in riskier markets. Can-
gress pushed Fannie Mae and Freddie Mac,
the de facto government-backed mortgage -
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Concenfration:amplified the speed and breadth of the

subsequent damoge 1 the banking sector.and the

economy ds ¢ whole.

giarits, to becorte the largest buyers of
these speciols mortgage products, -
Hindsight leaves us wondering what fi-
‘nancial gurus and policymakers-could have
been thinking. But complicity presuppases
a willful blindness—we see what we want to

Exhibif 2

U:5, Banking Conceniration Increased Dramatically ; ;
: see. Why spoil the party when the economy

is growing and more people are employed?
imagine the political storms and public:
ridicule that would sweép over anyonie who.
tried! .

Bberance ~
Easy money leads toa giddy self:
delusion-~it’s human nature; A contagious Ny
divorce from reality lies behind maﬁy of his- "
" torys great speculative episodes, such as the
Dutch tulip maniz of 1637 and the Souith
- Sea bubble of 1720, Closer to home in time
and space; exuberance fueled the Texas oif
boom of the early 9805 1n the first decade

HOTE: Assats weie calculatéd using 1hs sequlatoy high older or Yap bolder for & bankand suiing asséls for at the of this ceritury, it fed the iffusion that hous-
banks with the Same top hokler to et & estimate of organizaton-Jevet bask sssets. L d rise

SOURGES: Rep i 3 & i it Natlona!tnformation fng prices couid pse forevet.

Genter, Federal Reserve System. In the run-up to the financial crisis,

the certainty of rising housing prices
convinced some homebuyets that high-
risk mortgages; with little or no equity,
weren't that risky. it induced consumers

see or what life’s experiences cordition usto” .
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to borrow on rising home prices to pay for
new cars; their children’s education or a
tong-hoped-for vacation. Prudence would
have mieant sitting out the dance; buying
into'the exuberance gave people what they
wanted—at Jeast for a while:

“Altboorms énd up busts. Then comes
the sad refrain of regret: How could we

have been’so foolish?

Concentrafion -
i the financial erisis; the huran trais of
complatericy, greed, complicity and exuber-
ance were intertwined with-concentration,
thie result of businesses’ natural desire to
grow into'a bigger, more important and

k dormiriant force in their industries: Concen-
tration amplified the speedand breadth
of the subseqiient damage to the banking
sector and the economy as a whole.

The biggest U, banks have gottena
fot bigger. Sirice the early 19705, the share
of banking industry assets controlled by
the five largest US. institutions has more
than tripled to 52 percent from 17 percent
{Exhibit 2).

Mammoth institutions were bt on a
foundation of feverage; sometimes mislead-

ing regulators and investors through the

use of off-balance-sheet financing? Equity’s
share of assets dwindled s banks borowed
to the hilt to chase the eagy profits in new,
complex and risky. Rinaricial insériments.
Their balance shieets deteriorated-<too little
capital, too much debt, tao muich risk.

The troubles werent always apparent.
Financial institutions kept marking assets
on their books at acquisition cost and
sometimes higher values if theif proprietary
models could support such valuations.
These accounting expedierits allowed them
to claim they were healthy—until they
weren't. Write-dawns were later tevised by
several orders of magnitude to acknowledge
mounting problems,

With size came.complexity. Many big
banks stretched their operations to include
proprietary trading and hedge fund invest- -
ments. They spréad their reach into dozens
of countries as financial markets globalized,

Complexity magnifies the opportunities

. for obfuscation. Top management may not

have known all of what was going on--par-
ticularly the exposure to risk. Regulators
didn't have the time, manpower and othef
resources to oversee the biggest banks’ vast
operations and ferret out the problems that

might be buried in financial foomotes or

legal boilerplate. oo
These large, comptex financiatinstitu-
tions aggressively pursued profits in the
overheated markets for subprime mort-
gages and related sécurities. They pushed )
the limits of regulatory ambiguity and Jax
enforcertient. They carried greater risk‘and
overestimated their ability © manage it
In some cases, top franagement groped
around in the dark becasse accounting and g
monitoring systems didn’t keep pace with:
the expanding enterprises. E

Blowing a Gusket

in norrnal times; flowsof moneyand
credit keep the economy bumming. A
hea!ihy financial systerri facilitates paymenits
and transactions by businesses and consum-
ers, it allocates capital to competing invest-
ments. It values assets; It prices risk: For the
most part, we take the finaricial system’s
routine workings for granted—until the' ma-
chinery blows a gasket. Then we scramble to
fix it, so the economy can return to the fast
fane,

tn 2007, the riation’s biggest in-
vestment and commercial banks were .
among the first to take huge write-offs on
mortgage-backed securities (Exhibit 3).

{continued on page 1)
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The term TBTF disguised the fact that commiercial bariks hold-

ing roughly 6ne—fh§rd of fhe assets in the banking system did

essentially fall sunﬁving only with extraordinary govemment

assistance.

: go-out of business. The reasons for failure vary fom
ouidoted products, excess industry capacity, misman:
agement:and simple bad fuck. The-démise of existing firms
helps fhg economy by freeing uprresaurces for new Snteprises,
- leaving hegithier survivors in plaice: Josephy Sehumpeter coined
the ferm-creative: des)ruchon o describe this feilure dnd

F G copifalist economies fo thrive, weak companies ust

TenBwal PIoCess=~ar mojor Hriver of progress in @ free-enterprise

-economy: Sohumpe?er and his disciplas view fhis process as
peneficial despite the aceompanying toss of jobs, assat vqlues
and equity: E

The U gsonomy oﬁers d rdnge-of options for this pro-
‘s of failure andk ribirth:

: Eankmpicies
Enterprises beyond:saving wind up inChapler 7 bank-:
tup?c withioperotions-ended and assets sold ofl Firms withi
@ viabls business bt oo much debt or other contrasiut
; obngmaons gsuity il for Crdpter 11 bankipioy: confinuing
o operate under. coli protecnon from creditors: Bothforms

ot BANKrUiey resulth IR hit'to stakenoldars: shiorépoiders,

“emiployass; fop mdndgers and credifors e Wiped ot or
“aliowed o survive df & sighificant hairout. Bankruptey medns
!iqUidcﬂon or reduction; whether the bankrupt firoy dies Som:
‘pletely orscales down and survives with the same or similar
name, fhe end garfie is feallocation of resources.

: Bnyouis
Aomigany faeing potentxcl bnnkmp?cy mayinstead
“bersoldiThe dsguisition usuc)iv sroduces similar sfakeholder
reiucon restilts as'a Chapler 11 barkruptey; but withdut e
- obtlferohon of equity ownership and creditor fallout.

Bedivuls

The: gcvernmenf steps in 1o prevenf bcr\krupfcy by provsdmg
ioang or new capiial The govemment bacores the rast
seniarsecuted credifor and Begins downsizing iGsses, man: -

S Bonkiupicies, Buvouts and Bailonts.

agerment, §he corporate balance sheet and risk-appetite: As
the company restructures, the Govemiment; ofter very, s!owly
wadns the compqnv off fife support.

Banks dre speeial
- Thie FDIC handies most barik fcn!ures fhrough ¢ resolition:
sitnifar o & private-sector, buyout: The FOIC T funded primicily
By fees garmersd from ihe banking industry: The failed-instiu |
Hon's shareholders, employess anagenient and Unsecured
credifors still generally: suffer s»gmﬁcanr !osses, while msured
deposiorns are profécted.

inthe wake of the finoncial crisis; Dodd—ank ndded o
niew: bptioh; the Orderly tiguidation Authority, (OtA) I theoty,
OlAwiltfollow the spirit of a Chapler 7 bankruptey=<iiquida-
tion of e failed firms dssetss~bat in.an “orderty” manner.

CrOeny’ mMay ifvoive some FDIC/govaimniment financing fo

ricifize B volue price to the safe, thus blending some:of .
he degreess of fullure dlretidy. discussed:

- Buyouls; bankruptcies ond FOIC resclutions: have = iong
Hisfory-of providing @ reasaniably prédicable process fhat
imposes Hogosts 1o, Borkrupi ark
poit Creative destruction Using private secfor funding: By con-
traist; Bailouts: ard OLA tfe specifically aimed &t degling with
foo-bigofail instiutions aind: e ikely o involve soime tormy of
taxpaysr dssistarice siice this degree of falliire tores dfter
privaife sector selutions: ore deenied unavaiicble. Bailotts
provide delayed support of the creative dastruction process,
using soffelirnes pofitically tnﬂuericed faxpayer funds instead
of the frée-snterprise fotite of reduction, rebirth dnd realicsa-
flon, - :
In‘essence; dealing with TBTF findnciat institutions neces-
siffes uasinafionalization:of & private compdny, o process
antithétical io:a copnalls‘ svs?em ¥

Bl migke Ao s A bailout i o st
with 1 citterent iabel,
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As housing markets deteriorated, policy-
makers became alarmed, seeing the num-
ber of bigglobally interconnected banks
among the wounded. The loss of even
ane'of them, they feared, would create a
doriiino effect that would fead to a col-
lapse of the:payment systemand severely
damage'an “ecanamy already battered by
the housing bust. )

- Capital mmarkets did in fact seize up
when Lehman Brothers, the fourth-fargest
investmker‘:t“ bank; déciared bankruptcy in
Septeriiber 2008, To prevént a complete
co‘!lap‘se of the-financial system and to
unfreeze the flow of Fnafice; the expedi-
entfix was hundreds of billions of doffars
n federal governmerit loans to keep these

institutions and the Ainancial system affoat:

Inshiore, the situation in 2008
removed any doubt that several of the
largest US. banks were too big to fail ¥ At
that time, no agency compiled, fet alone
published, a fist of TBTF institutions. Nor
did any bank advertise itself to be TBTF.
In fact, TBTEdid not exist explicitly, in
law or policy—and the term itself dis-
guised the fact that commercial banks
holding roughly ofie-third of the dssets
in the banking system did essentially fail

surviving only with ex;raordihary govern:
ment assistance (Exhibit )5 Mast of the
fargest financial institutions did not fail in
the strictest sense. However, bankruptcies,
buyouts and bailouits facilitated by the
governmerit nonetheless constitute failire

(Box 1}, The US. financial institutions that-

Exhibit 4.
Total Assets of Failedand Assisted institulions Reached
Exiraordinoy Levels

SOURCE: Federal Diposit tnsuranne Corp.

Ry

failed outrigtit between 2008 and 20M1
numbered more than 400—the most sirice
the 1980s:

The housirig bust and recessiori
disabled the firianicial system; stranding -~
many institiitions on the roadway, creating.
unprecedented traffic jams. Struég]ing
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Psychological side effects of TBTF can’t be measured,

but they're too impcrtqht o ignore becouse they offect

banks could not lénd, stowiing éconamic
activity. Massive layoffs followed; pinching
househutd and business spending; which
depressed stock prices and home values,
further reducing lending. These. tmublés‘
brought mare fayoffs; further reduc-

ing spending. Overall economic activity
bogged down. .

The chain reaction that started in-De«
cember 2007 became the longest recession
in the post-World War it era; lasting a total:
of 18 months to June 2009, Real output”
from peak to trough dropped 5Jkpercent.
Job'tosses reached nearly 9 million: Unemm-
ployment peaked at 10 percent in October
2009;

The ecanomy began seeirig a slight

. easing of congestion in mid-2009; With'the

roadway beginning to clear of Sbstacles,
Hhouseholds and businesses sensed an op-
portunity to speed up, New jabs, higher
spendirig, risinig dsset prices and ircreased
tending all reinforce each othe, building
up strength as the economy proceeds on a
growth path (Exhibiz 5},

Monetary Policy Engine
in'an interrial-combustion éngine,
small explosians in the tylinders" combus-
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tion chambers propet a vehicle; likewise;
the monetary policy enginé operates
throuigh cylinders that transmit the impact
of Fed actions to decisions made by busi-
niesses, lenders, borrowers and consumers
{Exhibit 6)° :

When it wants ta get the economy
moving faster, the Fed redutes its policy
interest ‘rat‘g——the federal funds rate, what.
banks charge one another for overnight

‘loans; Banks usually respond:by mak-

ing more ckgdit availableat lower rates,
adding a sparl{to the bank loan cylinder
that drives borrowing by consuriers and
compa‘nies. Subsequent buying and hiring
boost the economy.

interest vates in money and capi-
tal markets genéra"y falt dlong with the
federat funds rate, The reduced cost of
financing taking place in the securities
market cylinder enables many farge biusi-
niesses to Ainance expansion through sates
of stock; bonds ard-other instruments.
Increased activity.oceurs in the asset prices
and wealth cylinder stemrning from the
propensity of falling interest rates to push
up the value of assets—bands, equities,
homes and-other real estate. Rising asset
values bolster businesses’ balance sheets

and consumers’ wealth, leading to greater
¢capacity to borrow and spend.
Declining interest rates stimufate ac-

tivity in the exchange rate cyfinder, making

investing in LS. dssets jess attractive rela-
tive to other calntries, putting downward

pressure on the dolfar. The exchange'rate - .
- adjustments make U.S. exports cheaper,

stimutating employent and econofriic
activity in export industries: However, what
other countries do'is impartant; if they
alsofower interest rates, then theeffect on
exchange rates and exports will be muted,
Fromi the first momentsof the
financial crisis, the Fed has worked
diligently—often quite imaginatively—to
repair damage to the banking and financial
sectors, fight the recession, ciéar away
impediments and jump-start the économy.
< The Fed has kept the federal funds:
rate close to zéro'since Decemiber 2008, To
deal with the zero lower botind on‘the fed-
eral funds rate, the Fed has injected billions
of dolfars into the'economy by purchasing
long-maturity assets on a massive scale;
creating an unprecedented bulge in its
balance sheet. That has helped push down

. borrowing costs at all maturities to their

lowest levels in more than a half century.

While reducing the intetest buiden for.
borrowers, monetary poticy in recent years
has had a punishing ifripact on'savers;
particularly those dependent on‘shrinking
interest payments.

in the United States, econamic
growth resmed in-mid-2009=blit it has
been tenuous arid fragile through its first
two-plus years. Annual growth hasaver:-
aged about 2.5 percent, one of the weakest
rebounds of arly post-WWitrecovery, Stock
prices-quickly bounced back frotn'their
recessianary fows but seem suspeﬁded .
in trendless volatility. Home prices have
Tanguished.

At the same tirite, job/gainy have been
disappointing; averaging 120,000 a month
from january 2010 to December 2013;

Tess than half what they were i the mid- -
to Tate 19905 when ‘the labor force was
considerably smaller. Through ‘201‘1, onlya
third of the jobs lost in the'recession have
beenregained.

Wh

The stuggish recovery has confounded
monetary policy. Much more modest Fed
actions have produced miuch strorger
results in the past. So, what’s different now?
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A vehicle's- engine with one cylinder misfiing may get you

where you want o go; it juéi fokes fonger. The same goes for

Exhibit:6
“The: Four Cylinders of the Monetaiy Policy Engine

b

¢
¢
¢
b

£

businessas
 and govemmenls

the muchinery of monetary poficy, largely because of the

inferdependence of all the moving parls,

Part of the-answer lies in excesses that
haven't beéen wrung out of the economy—
falling housing prices have been-alingering
drag. fump-starting the housing market.
would surely spur growth, but TBTF banks
remain at the épicentér of the foreclosire
mess and the backiog of toxic assets stand- .
ing in the way of a holising revival. Mort-" ’
gage credit standards remain relatively
tight. ) =

Loan demand fags because of uncer-
tainty about the economic outfook and
diminished faith in. American capitalism,
Even thaligh Banks have begun easing
lending standards, kpotentia! borrowers bie-
lieve the tight credit standards of 2608=10 :
remain in- place.

Anather partof the answer centers
o the monetary poficy engine. it stilf isn’t
hitting on alt cylinders, iipairing the Fed’s
ability fo'stimulate the real ecorionmy’s
growth of outpiit and émplayment. As 2
result, hiétoricalty tow federal funds rates
haven't delivered a argge expansion of overal

credit. With bank lending weak; financial
markets couldn't play their usual rote in
recovery-—revving up lending by nonbanks
to the hausehold and business sectors,

A vehicle’s engine with one cylinder
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misfiring miay get you where you want to
gd; it just takes longer. The' same goes for
themachinery of monetary policy, largely
because of the in[érdependence ofall the
mioving parts; When one is malfunction-
ing it degrédes thie rest. A scarcity of bank
credit, for exam plé, inhibits firms’ capacity
to increase oltput forexports, undermining
thie power within'the exchange rate cylinder;
Similavly; the contributions to recovery
fromm securities markets and asset prices
and wealth have been weaker than expect-
‘ed. A primie reasor is that burned investors
demand higher-than-riormal comperisation
for investing in private-sector projects, They
rémain uncertain about whether the fi-

. nancial systeny has been fixed and whether
an‘economic recovery is sustainable. They
worry about additional financial shocks—
such as the euro zone crisis.

Sludge on the Crankshaft

A fine-tuned financial systern requires’
well-capitalized banks, With the resources
to cover fosses from bad loans and invest-
ments. in essence, bank capital is a key

lubricant in the economic engine {sze

Exhibit 6), Insufficient capital creates a

grinding friction that weakens the entire

financial system. Bank capital is an issue of
regulatory policy, not monetary policy. But
monetary palicy cannot be effective when

-a majof portion of the banking system is

undercapitalized. -+

The machinery of monetary policy
hasrt worked well in the current recovery.
The primary reason: TBTF ﬁnancial institu-
tions, Many of the biggest banks have sput-
tered, their balance sheets still clogged with
toxic assets accumufated in the boorn years.

In contrast, the nation's smaller banks
are in sorewhat better shape by some miea-
sures. Before the financial crisis; most didn't
make big bets on mortgage-backed secuiri-
ties, derivatives and other highly risky assets
whose value imiploded. Those that did were
closed by the Federal Deposit Insurance
Corp. (FDIC),a government agency.

Coming out of the crisis, the surviving
small banks had healthier balance sheets,
However, smaler banks comprise only one-
sixth of the banking system’s capacity and
can't provide the financial clout needed for
a strong economic rebound.

The rationale for providing public
funds ta TBTF banks was preserving the
financial system and staving off an even
worse recession. The episode had its

downside because most Americans came
away from the financial crisis believing that
economic policy favors the big and weli-
connected: They saw a topsy-turvy wotld
that rewarded many of the fargest financial
institutions, banks arid nonbinks alike, that
lost risky bets and drove the'écononiy into
aditch?

These events left a residue ofdiseruist

- for the government, the banking system,

the Fed and capitalism i‘tkse!f‘ {Bok2): These
psycholagical side effects of TBTF can't be
measured, but theyre too important to
ignore because they affect economic be:
havior. People disiflusioned with capitalism
aren't as eager t6 engage in productive a¢:
tivities, They're likely to approach.economic
decisions with suspicion and cynicismy;
shyiﬁg away from the risk taking that drives
entrepreneurial capitalisin. The ebbing of
faith has added friction to-an etonbmy try-
ing to regain cruising speed: )

Shifting info Gear

Looking back at the financial crisis, re-
cession and the teépid recovery that followed
points to two challenges facing the US.
economy in 2012 and beyond. The'short
term dernands a focus on repairing the
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The verdict on Dodd=Frank will depend on what the final rules

look fike. S¢ far the new law hasn't helped revive the economy

and mdy have iniadvertently undemmined growth,

Box 2
?BTF A Pewemm of Gapamusm

inunfortunate side-effest of the government’s massive aid toTBTF:
Bnks: hos been an erdsion of Kiith in American capitolism, Ordinary
Workers ond:censumers who ight usucmy thank capiiclisi for their
higher livitigr Standards have:seen o pervense side ot he systern, where
they see that normal uls of markets don t apply 10 thie ok powertil and
welkconneced, : o
Hera dre some: ways IBIF has violated basic tene's ot copru!ssf $Y5-
tern, 8

fequirey o the freadomite .
Hard work and goo Hons: should be . PeThidp: )mpcr~
font; bad decisions stisud Keod o qulure-—openly and publicl Econo::
miskAlian Meﬂzer puti mls WO Capctdvsm without imlure 15 ke el sgwon
withoU §in.”

Capitalisn zvaqulres gavemmenf e enfovca e ru! of iuw TH s fequires?
ointaiiing o ievel plaving field The pﬂvcnmnon B profité and sccia!m~
Tionot losses is compleiely Ut

“mient; reinforcing the percepﬂon ofa SySten h d i tuvor of the T and

< powerful; : :
LG i Gquires businesie: e Tcials e B Jnfub!e
for the conseguances sl’ ihe Getiong: Acooumabﬂiiv is g key mgredrem
far mdintairing public fith in the:econoni L The: perty ir=andd

abtle for theit roles in the findncial crisis,

. Thi idea et saine ohs a6 TSTE i . founda.
Hons of pu systenm of .

DALLAS,
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financiat system’s machinéry, so the impacts
of monetary policy can be transmitted to
the economy quiikly and with greater force.
Tosecure the lorig tetm, thie country must
findaway to erisure that taxpayer§ won't be
on the haok for another massive bailout.
 Both challenges require dealing with

‘the threat posed by TBTF financial institu-
tions; otherwise, it will be difficult to restore

confidencen the financial systeim and the
capitalist econorriy that depends on it.

-The gbvernrﬁeﬁt’s prindpal response to

 the financial ctisis has been theDodd~Frank
Wall Street Reform and Cofisumer Protec )
tion Act (Dodd-Frank), sigried inta law on
July 23, :2010‘ Itsa sprawiing complex piece
of legislatior; addressfngissues as diverse as

" banks” debit card fees and systemic risk to
the financial system: Sincé Dodd-Frank be:
canie law; at least a dozen agencies, includ-
ing thie Fed, have been working to translate
its provisigns into régulations to gavern the
financial system. They're untikely to finish
untif 2013 acthe earliest. .

) The verdict on Dodd=Frank wil

depend on what the finaf rules nok like.
So fat, the new law hasn't helped revive the
economy and may have inadvertently un-
dermined growth by adding to tincertainty -

about the future: i

A prolbnged legislaﬁve process preced«
ed the protracted implerrientation period, *-
with bureaucratic procedure trumpinkg

“decisiveness; Neither. banks rior financial

markets know what the new rules will be,
and the lack of elafity is detaying repait of
the bank‘-lend‘ingand financial market parts
of the monetary policy engine.

The law’s stieet length, breadth and
complexity create an obstacle to transpat-
ency, which.may deepen Main Street’s
distrust of Washingtor and Wall Street,
espedal}y as Big institutions use their law-
yers and‘!abbyists to brdtect their turf. At
the same time; smiall banks worry about a
rmassive increase in compliance burdens.

. Palicymakers can make theit most im-
mediate impact by réquiring banks to hold
additional capital, praviding added protec-
tion against bad loans and investments. In
the years leading up to the finandial crisis,
TBTF banks squeezed equity to a minimiim,
They ran'into trouble because they used
piles of debt taéxpand risky investments—
in the end finding that excessive leverage is
lethal.

Thie new regulations should establish
basic capital fevels for all finandal institu-

tions, tacking on additional requirements

for the big banks that pose systemic risk,
hold the viskiest assets'and venture into the
morré exotic realms of the ﬁnaﬁtia! Jand:
seape? Mandating larger capita ciishions
tied to size, complexity.and business lines
will give TBTF institutions rrore “Skin‘in
the garﬁe“ and restore sare badiy heeded
market discipline. Qverall; the revised Yegu-
latory schermie should provide incentivesto-
Ciit Fisk. Sorne banks may even rethink their
mania for growing bigger. ;
Higher. éapital reqi;irerﬁen;s acrass.

*the boatd could burden smaller banks and

probably further crimp fending. These insti-
tutions didnt ignite the financial crisis: They
didr't get muich of a hielping hand from :
Uncle Safi. They tend to stick to traditional
banking practices: They shouldn't face the
same regulatory burdens as the big banks .
that follow risky business miodels.

TBTF banks' sheer size and cheir
presumed guarantee of government help
ih time of crisis have provided a significant

. “edge——perhapsa percentage point or

miore-—in the cast of Faising funds.® Mak-
ing these institutions hiold added capital
will lével the playinj freld for alf banks,
farge and small,
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Higher capital teguirements across the board could bure

den smaller banks and probabily further crimp lending.

These institutions shouldn't face the same r‘eguédtory Bur-

dens as e big banks that follow risky business models.

Facing higher capital requirermients,
the biggest banks will need to raise addi-
tional equity through stack offerings ar in-
creased retained earnings through reduced
dividends. Attracting new investrment will
be comparatively less burdensarmie for the.
healthiest insticutibns, dificult for many
and dauinting for the weaker banks,

Dodd-Frank leaves the details for
rebuilding cépital to several superyiso{ry
agencies, The sﬁeciﬁcs are'still being worked
out; it appears barks will have unti 2016 'or
2017 to miét the highes thresholds.

Given the urgent need for restoring
the vitality of the banking industry, this rﬁay
seem a long wait. However, capital rebuild-
ing will fikely take place faster as the stronger
banks recognize the advantages of being.
fiest movers, Receritly, fhany of the largest
banks Have made efforts to raise capital and
have met or surpassed supefvisory expecta-
tions for capital adequacy under stress
vests,

Banks that quickly clean up their -
balance sheets will have a better chance
of raising néw funds—so thiey can'then be
in shape to attract even more new capital,

Past evidence shows that financial markets

favor institutions that offer the best pros-

pects for returns with acceptable risk.”

Laggards will be warse off, findirig it
even mare diffichlt to dttract new inves-
tors; Ultimately, these institutions will
further weaken and méy rieed to be broken
up, their viable parts sold off to competi-
tors With th industry already toa ancen-
trated; it’s important w redistribute these
banking assets in a way that enhiances.
overall competition; X

Ensuring that banks have adequate:
capital is essential to-effective monetary
policy. it cornes back to the barik capital
tinkage, which recognizes that banks:mustk
have healthy capital ratios to éxpand-.
lending and absart losses that norimally
accur. Repairing the damaged mechanism
through which monetary policy impacts
the economy will be the key to accelerating
pasitive feedbacks: : g :

To some exterit, the Fed's zero interest
rate policy, adopted i December 2008 at
the height of the financial crisis; assisted
the banking industry’s capitat rebui[ding
process, it réduced banks’ costs of funds
and enhanced profitability. But short-term
interest ratés cannot cross the zerd fower
bound, limiting any additional impact from
this capital-building mechanism. it could
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be argued that zero interest ratés are taxing
savers to pay for the recapitafization of the
TBTE banks whose dire problems brought
about the calamity that created the origi-
nal fieed for the zero interest rate policy.
“Unfortunately, the sluggish recovery is

acost of the long defay in-establishing the
Fiew standards for bank capital: Given the
ufgent nieed to restore economic growth
and ahé‘ai:ﬁy jbb m“a}kef, the guiding prin-
ciples for bank capital regdlation shoufd

-~ be; codify:and clarify, quickly. There is no
statuto‘ry mandéte to write hifidreds of
‘pages of regulations and hiundreds mare
‘pagesof‘commeritary aﬁd interpretation.

Millions of jobs hang in'the batance.

A Potential Roadbiock

Dodd~Frank says explicitly that
American taxpayers won't again ride to the
rescue of troubled Amancial institutions. ft.
proposes to minirmize the possibility of an
Armageddon by revamping the régulatory
architecture.

As part of its strategy to end TBTF,
Dodd-Frank expanded the pawers of the
Fed, FDIC and most other existing regufa-
tors. New watchdogs will be puton alert,
A 10-member Financial Stability Oversight

Council (FSOC),aided by a new Office

of Financial Research, has been charged
with monitoring systernic risk, It will try to-
identifyand resolve problers at big banks
and other ﬁnaﬁcia| institutions before they
threaten the financial systém. Inan effort
to increase transparency, much of the new
information will be made public. Opaque
busiiess practices thwart markefdiscipline,

Can Dodd-Frank do what was
unthinkable back in2008~~identify and
tiquidaté systemically important financial
institutions in‘an ordetly manner that
minimizes risk to the financial system and
economy?

The current remedy for insolvent
institutions works well for smaller banks,
protecting customers’ money while
the FDIC arranges salés or mergers that
transfer assets and:-deposits to healthy
competitors. During the financial crisis,
howeves; the FDIC didn't have the staff,
financial resources and time to wind down
the activities of even one truly mammoth
bank. Thus; many TBTF institutions stayed
in business through-government support.™

Dodd-Frank envisions new proce-
dures for troubled big banks and financiat
institutions, directed by the FSOC watch-

LARNIUAL REPOR

dog and funded by fees.charged to the
biggest finanicial institutions.

* The'goal is an alteérnative to the TBTF
rescues of the past three decadés. In prac-
tice; these rescues have penalized equity
holders while protecting bond holders and,
to a lesser extent, bank managers. Disciplifi-
ing the management of big banks; justas
happens at smatler bariks, would redssiife a
public angry with those whose reckiess e

cisions necessitated gt i :
Will the néw resolution procedures.
be adéguate’in a major, ﬁnancia!fcrisis?‘ !
Big banks often folfow paralfel business
strategies and hald similar assets; in hard

times, odds are that several big financial

. institutions will get into trouble at the

same time.”* Liguid assets are'a lot less.
liquid if these institutions try to sell them
at the sametime. A nightmare scenarie of
several big banks requiting attention might
still overwhelm even the most far-reaching
regulatory scheme. i all fikelihood, TBTF
could again becorhie TMTF~~t0o many to¢
fail, as happened in 2008.

A'second important isstie is credibil-
ity. Going into the Ainancial crisis, markets
assumed there was government backing
for Fannie Mae and Freddie Mac bonds
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A financial system composed of more banks—~numerous

enough to ensure competition but none of them big encugh

to put the overali ec;én‘omy in jeopardy-—will give the United

States a better chance of navigating through future finoncial

pothotes, restoring our nation’s faith in market capitalism.

despite a lack of explicit guarantees. When
push came to shove, Washirigton rode to
the rescue: Similarly, no specific mandate
existed for the extraordinary governmental
assistarice provided to Bear Stearns, AIG,
Citigroup and Bank of America in the midst:
of the Ainancial crisis." Lehman Brothers
didn't get govérnment help, but miany of
the big institutions exposed to Lehman
did."*

Words ofi paper only go so far. What
miatters mote is whether bankers and their
creditors actually believe Dodd=Frank puits
the governmient'out of the financial baifout
business. If 5o, both groups will: practice
more prudent behavior,

Dodd-Frank has begun imposing. .
some market discipline and éroding the big
banks’ cost-of-funds advaritage. Credit-
rating agencies have lowered the scoreés
for some farger banks, recognizing that the
law reduces government bailout protec-
tions that existed just a few years ago and
that Washington’s fiscal problems fimic its
ability to help beleaguered financial instici-
tions in a finanicial emergency. ‘

While decrying TBTF, Dodd-Frank
fays out conditions for sidestepping the

faw's proscriptions on aiding Ariancial insti-

tiitions. In the future, the ultimate decision
won't rest with the Fed bt with the Trea-
sury secretary and, therefore; the president,
The shiftputs an incréasingly political

- cast on whether to rescuie a systemically

important financial instinition. {It may be
hard for many Ameficans to imagine paliti-
cal leaders sticking to'their ariti-TBTF gins,
especially if {heyﬁce a too-many-to-fail
situation again.) .

1f the new law: licks credibility, the
risky behaviors of the past will likely recur,
and the problems of excessive riskand
debt couldlead to another Anancial crisis:
Government authorities would then face
the same edge-of-the-precipice choice they
did in 2008—aid the troubled banking
behemoths to buoy the financial system or
risk grave consequences for the economy.

The pretense of toughness on TBTF
sounds the right note for the aftermath of
the Ainanciat crisis. But it doesn’t givé the
witchdog FSOC and the Tfeasury secretary
the foresight and the backbone to end
TBTF by closing and liquidating a farge
financial institiition irt-a manner consistent
with Chapter 7 of the US. Bankruptcy Code
{see Box 1), The credibility of Dodd~Frank’s
disavowal of TBTF will remain in question
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until 2 big finandial institution actually fails
and the wreckage is quickly removed so the
economy doesn’t stow to a hialt. Nothing
would do more to change the risky behav- -
jor of the industry and its creditors,

For all its bluster; Dodd~Frank leaves
TBTF entrenched. The overalf strategy
for dealing with problems in'the financial
industry irivoives counting on regulators to
reduceand manage the risk; But huge insti-
tutions‘sktiH dominate the industry—just as
they did in 2008. in fact, the financial crisis

. increased concentration because some
TBTF institutions acquired the assets of
other troubled TBTF institutions,

The TBTF survivors of the financial
crisis Jook alot like they did in 2008, They
miaintain corporate cultures based on the .
short:term incentives of fees and bonuses
derived from increased ofigopoly power.
They remain difficult to controi because
they have the lawyers and the money to re-
sist the pressures of federal regulation. just
as important, their significant presence in
dozens of states confers enormous political
clout in their quest to refocus banking stat-
utes and regulatory enforcement to their
advantage.

The Dalfas Fed has advocated the ulti-

mate solution for TBTF—breaking up the
nation’s biggest bariks into smatler units.”
It won't be easy for several reasons. First,

the prospect raises a range of thorny issues

about how to go abouit simming down the
big banks. Second, the level of concentra-
tion considered safe will be difficiilt to
determine; Is it rolling things back to 1997
Or 19707 Third, the political economy of
TBTF stiggests that the big financial institu-
tions will dig in to contést any breakups:

Taking apart thie big banks isn't cost-
fess. But it is the least costly alternative, and
it trumps the status quo."

A financial system composed of
more banks, numeérolis eriough to ensure
competition in funding businesses and
households but none of them big-enough
to put the overali economy in jeopardy,
will give the United States a better chance
of navigating through future financial
potholes and precipices, As this more
level playing field emerges, it will begin to
restore our nation’s faith in the system of

market capitalism,

Taking the Right Route
Periodic stresses that roif the financial
system can’t be wished away or legislated

aut of existence. They arise from hiuman
weaknesses—the complacency that comes
from sustained good times, the greed and
irresponsibility that run riot without mar-
ket discipline, the exuberance that over-
rules common sense, the complicity that
restilts from going along with the crowd.
We should be vigilant for these failings, but
we're unlikely to change them. They're a’
natural part of our human DNA:

By contrast, concentration in the
financial sector is anything But natural.
Bariks have grown farger in recent years be-
cause of artificial advantages, particularly
the widespread belief that government will
rescue the creditors of the biggest financial
institutions, Humian weakness will cause
occasional market disruptions, Big banks.
backed by government turn these manage-
able episodes into'catastrophes.

Greater stability in the financial sector
begins when TBTF ends and the assump-
tion of government rescug is driver from
the marketplace. Dodd-Frank hopes to
atcomplish this by foréswearing TBTF,
tightening supervision and compiling more
information ori institutions whose failure
couid upend the ecoriomy,

These well-intentioned initiatives may
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The road fo prosperity requires recapitalizing the financial sys-

tem as quickly as possible.: Achieving an economy relatively

fres from financial crisés requires us fo have the fortitude fo

break up the giant banks.

be latidable, but the new law leaves the
big banks largefy intact. TBTF institutions
rem‘ain“a potential danger to the financial
system. We can't be sure that some future
governiment won't choose the expediency
of baifouts over the risk of severe récession
or worse; The only viable solution to TBTF
lies in reducinig concentration in the bank-
ing systern; thus increasing competition
and transparency.

The road to prosperity requires re-
capitalizing the financial system as quickly
as possible, The safer the individual banks,
the safer the financial system. The ultimate
destination—an economy refatively free
from financial crises—won't be reached
until we have the fortitude to break up the
giant banks.

Harvey Resenblum is the Dallas Fed's
executive vice president and director of.
research, Special mention and thanks go
to Richard Alm for his journalistic assis-
tance, to David Luttrell for research and
doc

andto S Coplen
and Darcy Melton for their artistry in the

exhibits.
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Notes

) “Taming the Credit Cycle by Limiting High-Risk
tending,’ by Jetfery W. Gunther, Federal Reserve
Bank of Dalias Economic Leffer, Vol. 4, no. 4, 2009,

* See speech by US: Attomey Gengral Eric
Hoider, Cofumbia Uriversity Law School, New
York City, Fabi 23; 2012, ifi-which he noled that-
*much of fhie sanduct that led fo fhe financidt
crisis was unethicat ohd iresponsible ... but this
behavior--while morally reprehensibie-—may
not hecessarily have beert oriminal” www.
justice.gov/iso/opa/agsspeeches/2012/ag-
speech-120223.himi

* A'struchured investment vehicie (SIV) is an "off-
balance-sheet” legat enlity thot issues securities
coflateralized by loons or other téicaivables fiom
a séparafe but refuted enfity while'investing in
asseds of longér maturity, Severai-of the largest
bonks used SIVs 1o issue commercial paper-to
fund investments in high-yielding securitized

assets, When these risky ossets bégan to defuutt,

fhie banks reluctantty fook them back onfo their
bolance sheets and sufferad iarge write-dawns.

#in canjunetion with the 1984 rescue af Conx
tinental Bank, e Comptrolier of the Cumency,
the supervisor-of nationally chartered banks,
acknowledged the TBTF status of the largest
banks. See U5, Won't Let 11 Biggest Banks-in Na-
tion Fail” by Tim Caninglon, Wolf Sireet Joumal,
Sept. 20,1984, .

#{n'2008 ‘ahd 2009, the Federal Deposit Insur-
ance Corp. (FOIC) faciiifated the foilure.of 165
institutions with $542 billian in assets.The largest

bank fgiiure in hisfory occurmed when Woshing- ™~

‘ton Mutuo! shuttered its doors in late September
2008, its $307 billion'in assets accounting for

the tion's share of the $§372 bilion tofai of failed
institulions’ assets that year. Although staggering,

i SRR,

the omounit of capital drained from the baiking
systern due ta fallures-during the crisis pales in
comporison with the $3:2 frillion in assefs os-
sociated with institutions receiving extracrdinary:
assisfance from the FDIC during this period. mast.
of it involving just two enfities, Citigroup ond
Bonk of America.

¢ *Réguiatory and Monatary Policies Meet Too
Big to Fail,” by Harvey: Rosenibium, Jessicar K.
Renier'and Richard Alm: Federal Resefve Bank of
Dolias Econamic Létter, vot. 4, ho, 3, 2010,

? According fa the-July 2011 Federal Reserve.
Senior Loan Officer Opinicn Survey, o majority
of farge banks have eased siandards for con-*
sumer loans and for cammerciat and industrial
foans. However, credit standards on residential
and-commerciat reai esfale fending reméin
fight over the period sirce 2005.

®Taxpayers money wasn't “given” fo the banks,
it was loaned, and most Ioans have been
repaid with interest. Neveriheless, the percep-
tion remains thot baiiout dallars were giffs. And
perception drives public senfiment.

* Atthis time (March 2012). it appears that bank
capital regulations under Dodd-Frank will follow
the Base! il framewark, with capitat surcharges
of atleast 1 pércentage point imposed on
globai systemicatly Important financial institu:
tions (G=5IFls). in addifion, o mare reglistic .
definitian of capial is ikely to be'put in place o
avoid a repeat of the situation in 2008-09, when

. hio of the largest banks wers never tated less

than *adsquately capitalized” at the Feight of
the'orisis; while at the same fime they logether
received hiundredsof biflions i capifol infusions
and joan guarantees and never made it anto
the FDIC’s Problem Bank List.
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* 559 "Hoiw Miich Did Banks Pay 1o Become:
Too-BigoFai ond fo Become Systemically
Irnporfant?, by Elijahy Brewer il 'and Julapa
Jaghant; Federdl Reserve Bank of Philadelphia;
Wotking Paper no: 11:37, 201 1, and the iterature
cited therein, :

"he Federol Reserve’s Comprehensive Capital
Arolysis and Review (CCAR) svaluates the capi-
1ol planning progesses-and ¢apital adequacy
of ihé targest bank holding companies. This exer
cise INCHILES G supervisory stress fest o evaluate
whiather fitné would have sufficient capifal in.
times of severe economic and financial stress.

in the CCAR resuits feledsed ori March 13, 2012,
15°0f the 19 bark holding corpanies were
estimated 1o mainiain apikil ratios abave
raguiatoly minimuin levels unter the hypotheti-
cail siress scanario, sven - affer considering the
proposed capital actions, such as dividend
increases or share buybiacks. For more informa-
tion, see www federalreserve.gov/newsevents/
press/bereg/20120313a.him,

n the eatly T990s. financial markets rewarded
banks for increasing their capitaio-asset ratios.
Banks that heid mom capitat had highet retums
an squity (ROE) primarily bécause of reduced
interast rates paid for uninsured fabilifies.

See "Banking in the 21st Cenfury” by Alan’ -
Greanspan, remarks atthe 27th Annual Conter-
snce onBank Siructure and Cormpetition, Federal
Reserve Bank of Chicage, May 2, 1991, especially
p. 9-10.1n addition, Banks wers rewarded with
higher egjlifty prices for dividend refention dind
issuance of new stock. two meihads of raising .
capiftal that bankers generally claim will reduce
stock prices. Séé "Bank Capital Ratios, Asset
Growth and the Stock Market,” by Richard Car
for and Rendid Johnson, Fedéral Reserve Bank
of New York FRENY Quaarferly féeview, Autumn
1992, pp. 10-24 (emphiisis added).

2 For ofhier largi nonbank financial firms. (for
exampie; Lehman Brothers. AlG and Bear
Stéamsy and for bark Rotding companies, there
was na resolulion authority at 4. The choice
carne down 16 buyouls, bankiipteies or Bailolfs
(see Box 13, With o privatésector buyers wiling
1o step up.-and with bankiuptcy generally o
fong and:uncertain:piocess, govérnment infer-
vention ifi fhe forn.of bailduts becarme the feast
distupiive alfernalive, of ieast in fhe shiart run.

The FDIC estimates thot it could have’
parfgmned an ordeity iquidation of tehman; if

i had Dadd-Frink pawsts six months before
Lehmon deciored Chaptsr 11 bdhkruptey in
September 2008; and would hove paid Sreditors
97 percent of whiat fhey were dwed. BUt this as-
sumes that other giant finarcial instiufions did
ot require simulttineous and similar attentian,

8 Qn farch 24, 2008, ihe Federal Reserve Bank
of New York arinounced thal it would provide
term Bhondirig 1o facitfate JPMorgan's Buyout..
of Bear Steams at $10/shaire, or $1.4 billion, On
Sept, 15, 2008, the-world's largest underwriter of
mottgage bonds, Lehman Brothers, fled for the
world's largest bankrupicy with lisfed liabilities of
$613 bifion. The foliowing day, &ne of the word's
forgest instrance organizations and counter-
parfiss for credif defallt swaps; AIG, réceived
Federat Reserve support: an'$85 bition secured
credit fatility armid credit rafing downgrodes
and fnancidl markét pante. On Nov: 23, 2008,
1he Treasury, Fedeéral Reserve and the FDIC
enfered inta an agresrefit with Citigoup o
provide a package of guarantees: liquidity ac-
cess and nonrecourse capifal o prafect against
tosses on an asset poat of approximately $306
bilion-of loaris and secuities, On Jan. 16, 2009,
o similaf governimsnt loandoss agreement was
offared o Bank of America, backstopping on as-

set pool of $118 bilian, a large majority of which -

was assumed os a result of BofA's acquisition of
brokerdealer Memitt Lynch,

* More thian three years have passed since

‘the Lehman bankruptcy. A vigarous debafe
persists regarding (1} whether the Féd could
have found o way fo bail out tehrnan and
(2ywhether this might hove dvoided d giobal
finoncial:and econormic collapse. Using data
from tate 2008 arid earty, 2009 shown in Exhibit
3.the inescapable answer fo balh Guestions is:
I would riot have mattered, Two days iater AG
was essenfially naticnalized, and within a matter
of o few monihs; fhe afready imbedded but un-
recognized and undisclosed losses at Cigroup
and Benk of America necessifofed a combined
Fed and FOIC assistanca’package that quask-
nationalized these insfifufions. The extent af
these josses was disavawsd by manageirents
up untif assistance pdckages were announced.

7 Tafing the Too-Bigrto-Fails: Will Dodd-Frank
Be the Ticket of ls Lag-Bund Surgery Reduired?!

. spoech by Richard Fisher, president dnd ohief

executive officer of e Federdl Reserve Bank of
Dalioss, Columbia University's Poliies and Busk
riess Cilb, New York- City, Nov; 15,2011 "Firandial
Reform or Financial Dementia?.” by Richard
Fisher, Southwest Gradudle Schadt of Banking
53rd Anniiol Keynote Address. Datlas, June 3.

2010; “Parddise Lash: Addressing Toa Big o Fail.”

- speéch by Rictiard Fisher, Catd inshitute’s 27th

Annual Monétary Conférénice, Washington. D.C..
Nov.'19.2009.

1® Evidence of ecanomies of sciole {thot is, re-
duced average costs associated with incréased
size} in banking suggests that ihere dre, at best,
timited costreductions beyond tha $100 bition
asset size threshiold. Cost redugtions beyond this
size cuitoff thay be midre dtiibutdble 10 TBTF sub-
sidies-enjoyed by the largast banks, sspacially
after the: government interventions dnd bailouts
of 2008 ‘afid 2009. Ses "Scale Econonites Are a
Distraction.” by Robert DaYoung. Federal Reserve
Baink of Minhéapolis The Region, Sapterber
2010, pp. 14~16, Ts welf as Brewer and logtiont.
fofe 10, Haowever, Dadd-Frank seeks 1o reéduce
ihesé TBTF subsidies.
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