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The marke tp lace is t he actua l de regu la to r of today 's f inanc ia l serv ices industry, 
f o rmer Compt ro l le r J o h n He imann said in a recent s p e e c h to At lanta Fed d i rec to rs 

C o n g r e s s he said, must address the new real i ty by c rea t ing legis lat ion to resolve 
such press ing issues as the p roper role of depos i t insurance. 

I • 
Financial intermediat ion and the role of financial 
intermediaries is an arcane subject The U.S. 
financial intermediary system makes litt le sense 
to today's object ive observer who, if given the 
power, probably would structure a quite different 
system. In order to understand, if not rationalize, 
what has evolved, we must look to the past 

First, however, we should consider an assort-
ment of current facts about the system. Mid land 
Bank of Britain owns 57 percent of Crocker Bank 
in California, and has made an offer to increase 
its ownership to 100 percent Mid land also owns 
60 percent of one of the great London merchant 
banking firms, Samuel Montague and Company; 
the other 40 percent is owned by the Aetna Life 
Insurance Company of Hartford, Connect icu t 
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American Express owns Fireman's Fund, as wel l 
as American Express International Banking Com-
pany, wh ich purchased Trade Bank & Trust of 
Geneva. 

In addit ion, American Express owns Shearson, 
which bought the great American investment 
banking house, Lehman Brothers, and it owns 
Investors Diversified Services. Citicorp, the largest 
commercial bank in the Uni ted States and the 
fourth largest thri f t institution, is buying one of 
the largest brokers in the Uni ted Kingdom, Vicars 
de Costa, which in turn is buying another U.K. 
brokerage firm. Prudential, the life insurance 
company, now owns Bache Halsey Stuart. The 
Mercanti le House, a British company engaged in 
a variety of financial services, owns Oppenheimer 
and Company, a New York investment brokerage 
firm. Societe General, one of the top three 
French banks, just purchased a prominent finance 
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company in Thailand, and a California furni ture 
store recently secured a charter for a national 
bank. What is happening in this tumu l tuous 
wor ld of f inancial services? 

Mode rn financial legislation in the Un i ted 
States dates back to the early 1930s, fo l lowing 
upon a per iod of f inancial trauma. Congress 
decided to d iv ide up the turf of the financial 
services industry in its a t tempt to assure that the 
1920s' crisis wou ld not recur. It imp lemen ted 
price restrictions to protect bankers f rom them-
selves by l imi t ing the amoun t of interest paid on 
deposits. Congress also strengthened geographic 
restrictions; in t roduced l imits on the products 
and services that commercial banks could provide; 
and formalized the structure of the thrift industry. 
In effect, Congress carved up the f inancial wor ld. 

Fortunately, the capitalistic spir i t—truly alive 
and wel l in the Uni ted States—prompted entre-
preneurs to f ind ways to take advantage of these 
increasingly ou tda ted restrictions, wh ich were 
put on the books before the advent of data 
processing, satellite communicat ion, and new 
investment instruments. A whole entrepreneurial 
force entered the financial services field to under-
take what Congress had fo rb idden to the tradi-
t ional purveyors of these services. 

An obvious example of such an effort is the 
money market mutual fund, the marketplace's 
response to the restrictions of Federal Reserve 
Regulation Q, wh ich severely l imi ted the level of 
interest that thrifts and commercia l banks cou ld 
pay on savings deposits. W h e n interest rates 
soared in the 1970s, the increasingly sophisticated 
American saver realized that inflation was running 
at 8 or 9 percent and Treasury bill rates ranged 
f rom 10 to 11 percent, whi le banks or thrifts 
could pay only 5 to 5 3/4 percen t Consumers 
clearly understood that they were not gett ing a 
fair deal. An entrepreneur then created the 
money market fund, and such funds grew at a 
staggering pace dur ing the late 1970s and the 
early 1980s. Savings deposits f lowed out of the 
commercial banks and thrifts into the money 
market funds as wel l as into Merr i l l Lynch's Cash 
Management Account and similar instruments. 
The free market successfully responded to a 
consumer need. 

As for geographic restrictions and the supposed 
lack of nat ionwide banking, Congress permi t ted 
commercia l banks and bank ho ld ing companies 
to create Edge Act corporat ions and loan pro-
duct ion offices, to purchase mortgage bankers, 

and so on. And in products and services, one of 
the great examples of the entrepreneurial system 
overcoming the legislative f ragmentat ion of the 
past was the creat ion of commerc ia l paper to act 
as a subst i tute for bank lending. Whi le the 
market and the entrepreneur ia l spirit were alert 
and energetic, Congress was fast asleep. 

N o such th ing as government deregulat ion of 
the financial services industry exists today. Rather, 
it is the market that has deregulated the industry 
and cont inues to do so. The issue is whether 
Congress can catch up w i th the marketplace and 
perhaps put into this deregulatory process some 
sensible protect ions and delineations. W e are 
now a t tempt ing to conform U.S. laws to the 
existing realities of the worldwide financial system. 
The boundaries have been challenged, and those 
being served are demand ing new services and 
new products at a compet i t ive price. The power-
ful economic forces work ing in this country also 
are exerting pressure for change in Japan, Australia 
and Canada. 

Hastening this long-term t rend are three other 
forces basic to today's financial wor ld. The first 
and perhaps most important force is the insti-
tut ional izat ion of savings, the concentrat ion of 
investment capital in relatively few managerial 
hands. This change has implications for all financial 
intermediaries, all f inancial instruments, and all 
financial markets, including depository institutions 
along w i th contractual savings institut ions (life 
insurance companies and pension and profit-
sharing firms) and the securities intermediaries. 
Possibly the least understood of all is the effect of 
this concentrat ion upon the issuers of securities, 
that is, those w h o raise capital, and the changes it 
has brought about in the marketplace. 

Today the inst i tut ional manager looks for a 
"counterpar ty" rather than for an intermediary. A 
few years ago, if an insurance company, retire-
ment system, or central bank wished to buy or 
sell a large amount of securities, it wou ld go 
through an intermediary, or broker, who wou ld 
act as agent in the purchase or sale. Wha t the 
investor now wants is not an agent but a f i rm 
commi tmen t for the order. This inst i tut ional ly 
dr iven requi rement places substantial capital 
needs on the traditional brokers and intermediaries, 
w h o have responded to customer demands by 
becoming principals instead of brokers. The 
change in roles is impor tant and far-reaching. 

At the same t ime, issuers of securities require 
the intermediary to b id on securities w i thou t the 
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traditional benefit of syndicate formation, market 
testing, and the like. W i th Securities Exchange 
Commission Rule 415, the securities issuer can 
opt for a shelf registration. The intermediary bids 
and must have the capital and capacity to support 
the purchase of those securities. To serve bo th 
the investor and the issuer, intermediaries need 
considerable capital—hence, the merger of Lehman 
into Shearson and of Becker into Merr i l l Lynch, 
as wel l as Donaldson's acquisi t ion by Equitable. 

The second force af fect ing deregulat ion in the 
marketplace is technology. The satellite, for in-
stance, is qu i te extraordinary in communica t inga 
bit of informat ion anywhere in the wor ld in less 
than 60 seconds. Everybody knows everything 
simultaneously, and that instant access to infor-
mat ion has an ef fect on market volati l i ty. 

Traders in f ront of the f l ickering D o w Jones 
and Reuters screens are not so much a t tempt ing 
to evaluate the informat ion coming across as to 
evaluate how other traders wi l l react to that 
information. Whe the r the traders are in Hong 
Kong or Zur ich or Atlanta, their mental i ty is much 
the same. The approach is not t o ask" What does 
it really mean if retail sales rise 2.1 percent?" but 
" W h a t wi l l other traders th ink about it?" Market 
volat i l i ty has increased substantial ly because of 
the free, complete, and instantaneous dissemi-
nat ion of information. 

The growing internationalization of the world's 
financial markets is another factor to consider. 
America is no longer dominant : if you took the 
top 500 banks in the world, 27.3 percent of their 
assets are held by Japanese banks and only 16.8 
percent by American banks. Those numbers are 
a litt le misleading because they refer exclusively 
to the largest banks. If you take total banking 
assets in the Uni ted States w i th its 14,500 banks, 
you f ind that this country emerges as just barely 
the largest, hold ing 25.6 percent of the assets 
compared wi th the Japanese banks' 25.3 percent 

Internat ional izat ion of the debt markets is 
critical, for it means that markets n o w operate 20 
hours a day. The major banks and intermediaries 
open in London in the morning; their books 
move to the Uni ted States dur ing the day; and at 
night, they move to Hong Kong or t o Tokyo. For 
example, the run on Cont inenta l Ill inois was 
started in Hong Kong and then moved to London 
w i th the clock. The same was true for the rumors 
about Manufacturers Hanover that proved to be 
false Markets have changed; therefore, the world's 
f inancial structure has changed. 

Clearly, the Amer ican exper ience has been 
messy, in the sense that it has been unplanned. 
The polit ics of banking and of the financial 
intermediary services are not normal American 
politics, but polit ics of self-interest on the part of 
the large banks versus the smaller banks, the 
thrifts versus the commercia l bankers, and the 
investment bankers versus anybody a t tempt ing 
to broach the Class-Steagall Act. 

The U.S. deregulatory process for the last five 
years can best be descr ibed as"crawl ing through 
the loophole" or "scor ing from the off-side." 
Congress has been an imped imen t to change, 
unwi l l ing to face the task of def in ing role and 
respons ib i l i t y . Ent repreneurs have taken ad-
vantage of the cracks in the legislative infra-
structure. All the elements of confusion are 
present In fact, w e have even invented a new 
language w i th something called a "nonbank 
bank." Those who are amused by the term ask 
how there can be a " n o n b a n k bank." But isn't an 
Edge Act corporat ion or a loan product ion off ice 
a nonbranch branch? 

Rather than facing the compl icated issues of 
financial structure and f inding solutions, which 
by def in i t ion wi l l upset some of the interests 
involved, the congressional instinct has been to 
permi t the market to arrive at answers that 
inevitably created inequities. This approach has 

"Congress has been an impediment to change, unwilling 
to face the task of defining role and responsibility. 

Entrepreneurs have taken advantage of the cracks in 
the legislative infrastructure." 
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made a hash of yes te rda /s standards, such as the 
prohib i t ion of nat ionwide banking in the Uni ted 
States. 

I have just met a gent leman f rom one of the 
large money center banks that has a facil i ty in 
Atlanta, at wh ich 300 to 400 people work. Wha t 
are those people actually do ing if not someth ing 
related to banking? Bank of America maintains 
approximately 367 nonbank off ices in 37-plus 
states, and they recently moved 1,500 people to 
the site of N e w York's o ld Bi l tmore Hotel. I 
daresay those people are doing work related to 
banking. Manufacturers Hanover's new adver-
t isements for CIT show the map of the Un i ted 
States w i th the bank's name underneath. In 
these ads Manufacturers Hanover claims, " w e 
service the who le count ry"—and they do. 

In the area of products and services, the 
breakdown of tradit ional barriers is somewhat 
more compl icated. In any major airport or hotel 
you can get cash f rom an American Express 
machine, a service your bank or thr i f t cannot 
provide. American Express can offer cash services 
across this country and around the world, whi le a 
U.S. deposi tory inst i tut ion cannot. 

This situation leaves us with countless questions. 
Where do w e go f rom here? Wi l l there be any 
difference whatsoever among the future's financial 
institutions? Wi l l a high degree of f inancial con-
centrat ion prevail? Wha t wi l l oursystem look like 
in the future, and what wi l l be its logical rationali-
zation? W h o wi l l regulate it and why? 

It is clear to me that the commercia l bank's 
future holds more market segmentation—knowing 
who it is, who it wants to serve, and what it does 
well. The commercial bank's future does not lie in 
merely securing more business, but in paying 
greater at tent ion to management in format ion 
systems and in improv ing credit and qual i ty 
controls. 

Every bank wor th its salt has hired scores of 
MBAs over the years, ail of w h o m have been 
trained to go out and get business. But is it the 
right business at the right prof i t margins? The 
mark of a successful commerc ia l bank over the 
next five years wi l l be the qual i ty of its increasing 
profitabil i ty. 

Finally, I think you wi l l see further concentration 
in commercia l banking, but not in the way that 
many people predict. An extraordinari ly im-
portant role wi l l remain for the commun i t y bank, 
for noth ing can subst i tute for the bank run by 
somebody w h o knows the communi ty 's people. 
In the Uni ted States, we probably wi l l end up 
w i th a system of franchise banking in wh ich the 
large money center banks and regional banks 
provide services to, and perhaps even have 
ownership in, the commun i t y banks. These wi l l 
still be run by the local Mr. and Mrs. Jones, bu t 
they wi l l secure their support services f rom the 
larger institut ions that can afford to provide 
customers w i th credit cards, cash management 
accounts, and money market funds. That way a 
small commun i t y bank can compete—not only 
w i th the regional bank and Cit ibank, but w i th 
Merri l l Lynch or Dean Witter or Shearson-Lehman. 
So this k ind of franchise banking wi l l develop, as 
wi l l thousands of smaller insti tut ions whose link-
ages permit them to compete effect ively w i thou t 
losingthe def in i t ion and strength that distinguish 
the local bank. 

Currently, thrifts are in the best posi t ion 
because they have been granted so many new 
and compet i t ive powers. Their biggest problem, 
however, is to overcome their shortage of ag-
gressive and thought fu l management As these 
new powers subject the thrift industry to enormous 
change, the industry's requisite for success is 
substantially to improve the quality, scope, reach, 
and depth of its management Thrifts will become 
more l ike commerc ia l banks. Five years f rom 

"The commercial bank's future does not lie in merely 
securing more business, but in paying greater attention 
to management information systems and in improving 
credit and quality controls" 
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now we wi l l have some strikingly prof i table thr i f t 
institutions, superb compet i tors w i th in the fi-
nancial services industry. 

Investment brokers and bankers always have 
been part of the intermediary system but not as 
direct compet i tors w i th deposi tory institutions. 
W e can d i v i d e t h e s e f i r m s i n t o t w o g roups : 
distr ibutors of securities, such as Merr i l l Lynch 
and Dean Witter, and true investment bankers, 
such as Morgan Stanley or Goldman Sachs. 
Today, most firms do bo th funct ions but, w i th the 
except ion of the very largest companies, I doub t 
that the distr ibutors of securities wi l l be inde-
pendent five years f rom now. Tie-ins w i th other 
financial services and the resulting sales forces 
are so persuasive that less power fu l firms wi l l be 
absorbed by or merged w i th those prov id ing 
services beyond brokerage. This already has 
happened in the cases of Bache, Shearson, 
Lehman, and Donaldson. Investment b a n k e r s -
risk takers w h o live by their abil i ty to provide 
ideas and tap markets—wil l survive as inde-
pendents, but they wi l l need capital and wor ld-
w ide distr ibut ion. 

Insurance companies face an enormous chal-
lenge: their structure must be reshaped, and 
they must define who they are Mutual companies 
wi l l disappear because of the need forcapital , for 
they can grow only through retained earnings. In 
order to compete w i th banks, thrifts, and the 
investment bankers prov id ing similar services, 
mutual companies must have greater access to 
equity. The t rend in the insurance industry wi l l 
be consol idat ion and demutual izat ion. Firms wi l l 
have to reconfigure their sales networks and 
create new products and services. 

What all this points to is heightened competit ion, 
and this means better services, bet ter products, 
better pricing, and increased prof i tabi l i ty for 
successful management. Current deve lopments 
also strengthen the l ikel ihood that f inancial insti-
tut ions unable to keep a prudent pace w i th their 

compet i tors wi l l vanish. And this brings us to 
Cont inental Illinois. That bank's p rob lem was not 
a matter of loans to less-developed countries, 
nor of deregulation. Cont inental Ill inois got into 
t roub le because it made bad domest ic loans. 

Cont inental Illinois' situation underl ines the 
need for a redef in i t ion of deposi t insurance. 
Rather than deregulat ion or modest changes in 
the powers of thrifts, commercia l banks, and 
investment bankers, the important question Con-
gress should debate is whether deposit insurance 
is in tended to protect banks, depositors, or the 
banking system. Can w e di f ferent iate between 
the large bank failure, wh ich has widespread 
ramifications here and abroad, and the smaller 
bank failure, wh ich may be a tragedy but has no 
lasting impact on the system? Wi l l regulators 
treat all failures uniformly? 

Any rediscussion of deposi t insurance should 
encompass the responsibil i t ies of those insti-
tut ions that benef i t f rom government protect ion, 
for they clearly enjoy a compet i t ive advantage 
over uninsured depositors. In particular, their 
responsibil i t ies vis a vis capital adequacy and risk 
diversif ication should be explored. Perhaps insti-
tut ions wi l l f ind it more prof i table in the future to 
relinquish their bank charters and become finance 
companies because the l imitat ions inherent in 
the new deposit insurance may be too restrictive 
for their business. 

The wor ld has changed, but not all financial 
institutions have changed along wi th i t To under-
stand what is going on, we must look first at the 
wor ld and then at the Amer ican capital market as 
it exists w i th in that f ramework, rather than as an 
isolated segment or industry. 

As I v iew deregulation, it is the marketplace, 
nationally and internationally, that is deregulating 
the financial services industry of this country. 
W e real ly have not begun to address that 
reality. W i t h due respect t o all t he bi l ls that 
have been proposed in Congress, I bel ieve they 

] 

"The important question Congress should debate is 
whether deposit insurance is intended to protect banks, 

depositors, or the banking system." 
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try to deal w i th yesterday's problems. Surely 
there are inequit ies to be redressed, but the real 
problems are the result of market volati l i ty, the 
free f low of capital th roughout the world, and the 
lack of def in i t ion in the financial intermediary 
system and its consequent unfairness. W h o is pro-
tected and who is not protected by deposit 
insurance? And how do we equi tably protect 
everyone w h o uses our system? Those issues are 
especially il l-defined and call out for the attention 
of Congress. 

Not only as participants in the financial services 
industry but as citizens w e ought to be involved 
in those definit ions, because the effect on the 

economy of a weak financial intermediary system 
can range f rom negative to destructive. The 
system's role is to take savings and put them to 
work product ively in society. If that transmission 
funct ion is b locked or d iver ted in any way, the 
economic cost wi l l be high and it can be dis-
astrous. W e have to conform our statutes and our 
th ink ing to the true nature of today's markets. 
W e must dec ide where we want to create 
protect ive barriers for very good publ ic pol icy 
reasons and put them into effect. The wor ld of 
1984 cannot cont inue to be pat terned after the 
wor ld of 1928 to 1932. 
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