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Good morning! You do me great honor today by giving me the 
opportunity to address the Independent Bankers Association of 
America —  America's community bankers —  in convention 
assembled. There is no question in my mind that a financially 
strong and politically articulate community banking industry is 
important to the best interests of the United States. This 
country is an aggregate of individual communities. Each 
community has its individual characteristics, its own ethnic, 
social and economic makeup. And community banks —  those owned, 
directed and managed within that community by the people of that 
community —  are by definition best able to determine and provide 
the financial needs of that community.

Some of what I will later predict about the future of 
banking and the outcome of current trends may raise questions in 
your minds whether the future is bright for you. I think your 
future is full of challenge, but I think that you are well able 
on the basis of history to meet the challenge. Furthermore, I 
think the flood waters of regulation which have prompted some of 
you to think of evacuation and surrender have peaked and will in 
the near future begin to recede.

We are discussing today the future of banking in the United 
States. In a sense that is too narrow a topic, because the 
United States economy is an integral part of a global economy and 
financial markets are increasingly globalized and independent of 
time zones. At any time of day or night, a sophisticated 
financial market is open and available somewhere on the globe,



capable of handling almost any kind of transaction, and 
communications technology permits instant contact with those 
markets and instant response. It is also fair to say that 
innovation in financial product design and the speed with which 
transactions can be completed tend to escalate risk. Any kind of 
a meltdown in the settlement system for international 
transactions could create systemic problems and risk a broad 
financial crisis.

Banks which are operating in these sophisticated markets 
directly must learn to manage diverse elements of risk on a 
daily, even hourly, basis and have in place the policies, systems 
and controls to limit the effects of external events to an 
aggregate level which capital and reserves can absorb without 
institutional failure.

In addition, those bankers who participate indirectly must 
understand every instrument they have on or off the balance sheet 
and all the risks inherent in it. They, too, should think about 
worst-case scenarios and what they might mean to the viability of 
their institutions.

Commercial banks in the United States today are in fine 
shape. They weathered the worst storm and absorbed the greatest 
losses during the period 1989-1992 since the catastrophic period 
1929 to 1933.

Heroic measures to improve asset quality; deliberate and 
radical reapportionment of balance sheets; and the addition of 
huge amounts of fresh equity and debt capital have remade the 
financial structure of much of the industry. At the same time, 
like other industries, banking has taken drastic measures to
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improve productivity through broader use of advanced technology 
and has improved earnings by cutting costs. Downsizing branch 
systems to eliminate operations which are not cost effective is a 
standard approach. Marginally profitable businesses have been 
sold or abandoned. Intra-market mergers like that of Chemical 
and Manufacturers in New York seek to achieve real economies of 
scale through back-office consolidation. They also enable the 
combined institutions regardless of size to close redundant 
branches and reduce staff without losing customers. All of this 
has resulted in a vastly improved earnings performance.

In the 1960s, large banks which could earn a return on 
assets of only 70 basis points were the darlings of the analysts 
and the role models for others. Now at the mid-point of the 
1990s the industry, as a whole, has a better than 100 basis point 
return on assets. That is a remarkable performance in the face 
of a tough environment.

At the same time, asset quality has improved dramatically 
and problem loans are down to their lowest level since 1985.

But recent accounting mandates from the Financial Accounting 
Standards Board in the form of FAS 115 make it appropriate to 
mention that investment portfolio positions have weakened. In 
the fourth quarter of 1993, banks had unrealized gains of $11.5 
billion. Changes in interest rates —  for which I admit the Fed 
bears some responsibility —  have altered that figure materially 
to an overall position of several billion dollars of unrealized 
losses.

FAS 115 will continue to add volatility to bank balance 
sheets for reporting purposes. It remains to be seen whether



attempts by bankers to avoid or neutralize that volatility will 
result in irrational portfolio management. One such approach 
would be marking everything "to be held to maturity." Another 
would be marking everything "available for sale" but limiting 
maturities to 12 to 18 months or less. Neither of these 
strategies would be considered good portfolio management.
Somehow, for an industry heavily dependent on the confidence 
factor to obtain proper funding, it seems counterproductive to 
increase volatility in financial reports when that volatility is 
wholly a result of accounting practice rather than real events.

But what does the future hold for banking? There are no 
current indications that another asset quality crisis is 
impending in spite of more aggressive pricing and some relaxation 
of credit standards. While the capital markets and rating 
agencies have had a generally favorable attitude toward banks, in 
recent months the markets have aggressively marked down bank 
stock prices believing banks to be victims of an interest rate 
squeeze. Recent announcements by several banks tend to confirm 
that judgment. But most banks avoided big interest rate bets and 
reported strong operating results.

These interest rate related impacts might be more serious 
were it not for the increased access of banks to secondary 
markets by securitizing assets. This development has enabled 
bankers to lay off some risks related to carrying longer term 
fixed-rate loans. It has given banks greater flexibility in 
managing balance-sheet items against risk-based capital 
standards, while at the same time increasing fee income by 
continuing to service the collection of interest and principal
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for the investor. But when assets are securitized, it is always 
the best assets which are sold and that may have consequences for 
overall balance sheet strength.

Banks have proven over and over that they can adapt to 
changing times and conditions. But there is a limit, and I 
believe we are fast approaching it. The Financial Institutions 
Reform, Recovery and Enforcement Act (FIRREA) and the Federal 
Deposit Insurance Corporation Improvement Act (FDICIA) have 
enormously increased the burden of federal regulation and 
reporting. They are attempts at micro-management by the last 
three Congresses, which believed that more and more regulation 
and restriction on the things which banks can do, and how they do 
them, will keep banks from failing and protect the insurance 
funds. Indeed, prompt corrective action is a valuable tool which 
enables supervisors to step in early in a deteriorating situation 
with the authority to mandate steps to avoid failure. But much 
of the rest of this recent legislation has only resulted in 
expanding and complicating bank reporting and compliance 
obligations with little potential enhancement of safety and 
soundness.

Even more threatening are recent efforts to expand the use 
of bank capital and deposits to engineer social programs. This 
is particularly disturbing in the context of bank competitiveness 
with other financial institutions. In fact, the current 
proposals to revise the enforcement of CRA constitute social 
engineering by administrative fiat. That seems to me to be 
highly questionable from a public policy point of view.
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The brouhaha over derivatives is only the most recent 
example of a dangerous trend in Congress to want more regulation. 
But legislation to regulate and restrict the use of certain kinds 
of derivatives, undertaken unilaterally here in the United 
States, could result in the market for these important financial 
instruments being exported to London, Frankfurt, Tokyo, Hong Kong 
or Singapore. That would significantly diminish the importance 
of U.S. financial markets which are perhaps our most important 
competitive advantage in the global economy. Exhaustive 
disclosure and well-informed supervision can insure prudent use 
of derivatives, even the super-sophisticated ones of recent 
vintage.

The Chairman of the House Banking Committee, Jim Leach, has 
proposed legislation which would create a commission to set 
standards to be followed by the various supervisory agencies 
which would have jurisdiction over any part of the derivatives 
market. As usual, the chairman has a thoughtful approach. His 
stated purpose is not to outlaw or limit the use of derivatives, 
but rather to assure full disclosure and a common approach to 
supervision by all of the agencies. This is a constructive 
approach to legislation and should receive careful consideration.

Returning to my basic topic: What will banking look like in 
the year 2000? Well, here are some guesses. And please keep in 
mind that the thoughts I have already shared with you and those I 
am about to speak are mine alone and do not necessarily represent 
the position of the Federal Reserve or the views of my colleagues 
on the Board.

6



First —  Consolidation. I believe that the balance of this 
decade will see a continuation of the strong trend toward 
consolidation. This will be driven by the desire of many banks 
to increase their geographic reach and market diversification.
But it will also be driven by the need for greater efficiency. 
Intra-market mergers offer immediate opportunities to eliminate 
inefficient offices and reduce staff. This can be just as much 
an opportunity for two $100 million community banks in the same 
market as for two $50 billion banks like Chemical and 
Manufacturers.

Second —  Interstate branching will dramatically change the 
way some banking organizations look, but I doubt very much that 
it will significantly change the basic structure of banking in 
the United States. I think we will always have seven or eight 
thousand commercial banks. Perhaps fifteen or twenty of them 
will aspire to create a national network of banks and branches. 
But there will also be large super-regional banks which choose to 
remain in a regional posture because a franchise with a more 
homogeneous market and limited geographic reach is easier to 
manage. Smaller regionals or sub-regionals will operate in two 
or three states, usually contiguous. And the great majority of 
banks will be local.

You know Tip O'Neill once said "all politics is local."
Well, I contend that all banking is local. Some banks will trv 
to be local, using branches and encouraging branch management to 
be actively engaged in the community. That may be local enough 
for some customers, but there will always be those customers who 
want to deal with folks they know —  bank managers and directors
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whom they know and who clearly are identified with what is good 
for their community. There are still a lot of people who like to 
be able to talk to the president of the bank and get quick 
answers based as much on the character of the customer as on his 
balance sheet. For those reasons, community banking will 
continue to thrive even in the age of full interstate banking.
If I were active in bank management today, I would love to run a 
bank in a small town that was in competition with the branch of a 
money-market bank headquartered 1,000 miles away. I bet I'd beat 
their socks off.

Third —  Banks will continue to see their share of market 
for commercial and industrial loans erode. Investment bankers, 
finance companies and insurance companies have taken dead aim at 
this market. They have the advantage of less regulation than 
banks. That translates into lower costs and more leeway to be 
creative in the kinds of financing and other services they can 
provide. At the other end of the market spectrum, banks are 
going to have ever-tougher competition for consumer business. 
Mutual funds offer better returns for deposit-like funds with 
enough of a differential to override customer concerns about 
deposit insurance. In the credit-card field, an area where banks 
once had a near lock, AT&T, General Motors and GE, to name a few, 
have made big inroads. Banks won't be eliminated as competitors, 
but competition will be tougher and margins will be thinner.

An encouraging recent development is the court ruling 
supporting the Comptroller's permission for banks to sell 
annuities and hnlrlfrng th a t  fh^v are investment products not
insurance p r o d u c t s ] b a n k s  being excluded from
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insurance, but it does assure their participation in an 
attractive market.

Fourth —  I believe Members of the new Congress recognize # 
the importance of banks to the economic health of the nation.
They will agree that a more integrated financial system with 
comprehensive supervision but much less restrictive formal 
regulation is necessary. We must have that kind of change if we 
are to maintain our leadership in global financial markets and 
provide support for a burgeoning economy at home. Before the end 
of the decade I expect Congress will consider in detail, and 
enact, broad reform measures to permit the integration under 
common ownership of commercial banks, investment banks and 
insurance companies. This has been a recognized format in Europe 
for some time and is now permitted in Canada. Japan is also 
moving in that direction.

Congress is already framing legislation on financial system 
structure, and it will need to deal with the question of whether 
the resulting financial entities will be integrated vertically or 
horizontally. A financial services holding company would be the 
appropriate form for horizontal integration. Under that design a 
holding company could own separate subsidiaries engaged in 
commercial banking, investment banking, securities trading, and 
insurance, as well perhaps as real estate brokerage. This format 
offers the possibility of limiting or even prohibiting the use of 
the insured bank for funding the other businesses, thereby 
insulating the insured deposits of the bank from the real or 
imagined risks of the other businesses. That structure also 
lends itself easily to functional regulation. The bank would



fall under the supervision of the appropriate federal bank 
regulator. The securities affiliates would be under the SEC, and 
the insurance affiliate would either be overseen by the various 
state insurance regulators or by a possible new federal insurance 
regulatory agency. The question of who or what would oversee the 
holding company itself is an important one and is sure to be 
controversial. The degree and intensity of supervision will also 
be an issue. The Fed would be a logical candidate on the basis 
of its experience with bank holding companies, but the role is a 
key one and all parties will have an eye on it.

The most obvious alternative structural solution would be 
the universal bank structure which has been common in Europe for 
some time without incident. Under that schema the bank becomes 
the top layer and the other businesses, including securities and 
insurance, are conducted in divisions of the bank or in direct 
subsidiaries of the bank. This structure is economically 
seductive because it enables the bank with its lower cost of 
funds to finance the other businesses. But, it removes the 
organizational buffers between these new businesses and the 
insured deposits of the bank, and that would make some observers 
very nervous. The Comptroller's recent initiative to enable 
operating subsidiaries to engage in businesses forbidden to the 
bank moves in the direction of the universal bank.

From a regulatory point of view, the universal bank is 
either the simplest solution or the most complex. The simple 
solution would be to assign supervision to the appropriate 
federal bank regulatory agency. If the bank is a national bank, 
the OCC. If it is a state member bank, the Fed and so on.
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Another simplistic supervisory solution would be to abolish the 
present regulatory structure completely and create a new 
independent super-agency which would combine the authority and 
responsibility of the present bank agencies and the SEC and 
incorporate new federal regulatory authority over the insurance 
industry as well. That would take the Fed, the Treasury and the 
FDIC out of financial supervision and the statutory independence 
of the new agency would prevent political intervention in the 
supervision of the financial system by either the Congress or the 
Administration.

Theoretically, a universal bank engaged in a number of 
different financial businesses could be subject to functional 
regulation of those businesses. But administration of that kind 
of a regime could be complicated and redundant and lead to 
competition among the regulators for the dominant role.

Structural initiatives are already before the Congress as 
well as at least one proposal by Chairman Leach for regulatory 
reform. But it may be well to consider the structural question 
first and then design a regulatory apparatus best suited to the 
structure.

All of the issues I have identified should be considered as 
Congress deals with the proposals for Glass-Steagall reform.
Both Chairman Leach and Chairman d'Amato of Senate Banking are 
proposing to permit banks to affiliate through a holding company 
with a full-service securities firm. And one interpretation of 
Senator d'Amato's bill is that it would allow the securities firm 
to be a subsidiary of the bank. The Leach bill is the horizontal 
approach to financial integration and insulates the insured
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deposits from whatever greater risks are inherent in the 
securities business. The d'Amato bill would seem to permit a 
universal bank structure.

Curiously, Congress believes the securities business is so 
risky that insured deposits should not be used to fund it. But,
I would argue that making a five-year term loan is riskier than 
underwriting a debt or equity issue, and no one objects to banks 
making term loans with insured deposits.

The Leach proposals are more consistent with the historic 
Congressional view. The d'Amato proposal is also revolutionary 
in another dimension as it would breach the barrier between 
banking and commerce and would permit a commercial enterprise to 
own a bank or bank holding company and be exempt from supervision 
as a bank holding company.

After all the years of frustration, it seems almost certain 
that Glass-Steagall will finally be dealt with as an important 
step toward financial integration. Since that is the case, this 
may well be the appropriate time to reconsider the universal bank 
concept. Objective analysis might convince even those in 
Congress most opposed that the universal bank is the most 
efficient and competitive financial organization and with proper 
supervision could operate with no more inherent risk than a 
financial services holding company.

Whichever format is finally adopted, a modular approach to 
new powers is possible. Securities first, then maybe insurance 
and real estate brokerage later on.

As you can see, I am optimistic that we are entering a new 
era of regulatory relief, broad powers expansion and financial
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integration that will enable banking to meet successfully the 
technical and competitive challenges of the future. In that 
context, I think that the future for community banks is just as 
bright as for the big guys.

Thank you for the honor of addressing your convention and 
sharing my thought about banking with you.

*
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