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I am pleased to testify on S.144, a bill that would facilitate the 
establishment and operation of export trading companies.

When I submitted a statement on export trading companies on behalf of 
the Board about ten months ago, the United States had experienced one of the 
largest quarterly trade deficits in our history. At the time this was a cause 
of some concern and comment even though it was recognized as a temporary bulge 
associated with the sharp rise in the price of imported oil. Since that time, 
our exports have remained strong, and as growth of imports has slowed, our trade 
deficit has moderated considerably —  by about $3 billion in 1980 despite an 
increase of $20 billion in oil imports. And although we still have a sizable 
trade deficit —  as do nearly all oil importing countries —  unlike most other 
industrial countries, we have the benefit of large and rising net receipts on 
investment income and other non-trade transactions which more than outweigh our 
trade deficit. In sum, the United States is one of the few industrial countries 
with a surplus on current account at this time —  goods, services (including 
investment income), and transfers. Our position stands in sharp contrast, with 
that of continental European countries and Japan, all of which are recording 
deficits on current account.

Recognition of the underlying strength of the U.S. external position 
evidenced by this current account surplus has been one factor contributing to 
the recent strength of the dollar in foreign exchange markets.

In providing this background, Mr. Chairman, I mean to emphasize two 
points. First, it is important for the United States to continue to have a 
strong and expanding export sector -- one that encompasses a broad range of 
domestic industries and firms. Second, we are not faced with a crisis in our 
trade position or an overall deterioration in international competitiveness, 
although particular industries certainly face strong foreign competition. Our 
present position enables us to address issues of export policy from the perspec
tive of our long-term policy goals rather than as a reaction to a crisis situation.
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Cn that context, I believe that there are a number of government policies that 
could be amended in ways that would contribute materially to the exploitation 
of export opportunities by the private sector. Among impediments to our exports 
that have been cited are environmental regulations, the absence of clear guide
lines under the Foreign Corrupt Practices Act, and requirements that certain 
U.S. exports be shipped in American vessels.

The export trading company concept, properly circumscribed to avoid 
undue exposure of domestic banks, could also be useful in developing our export 
capacity. The bill under consideration, however, has provisions relating to 
bank ownership of export trading companies that the Board finds troublesome.
My statement will be confined to issues involving bank ownership.

Our concern has been over the degree of bank ownership and participation 
in management of trading companies that can prudently be permitted, in light of 
the wide range of activities in which trading companies have traditionally engaged. 
The Board believes its concerns would be met by generally limiting banks to non
controlling investments in trading companies. By contrast, S.144 would permit 
banks to make controlling investments and to engage actively in the management of 
trading companies, and would place on bank supervisory agencies the responsibility 
for developing regulations for bank-owned trading companies that would hold down 
the risks to banks to acceptable levels.

The issue of bank control of trading companies goes to the heart of 
issues that have been long standing in legislation and policy. The separation 
of banking and commerce has served this nation well in promoting economic 
competition and a strong banking system. A breach of that traditional separation 
.in the case of trading companies could be an important precedent for other areas. 
This would adversely affect not only the safety and soundness of our banks, but 
also their role as impartial arbiters of credit.
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Control of an enterprise often implies a commitment by a bank to place 
its full resources behind the subsidiary. This is a generally accepted corporate 
policy, and it is recognized in the market place. Although a banking organization 
may judge that it can operate an international commercial banking business more 
efficiently and safely through controlling investments in affiliates, we believe 
that bank control and involvement in management of nonfinancial affiliates would 
increase the potential financial risk to the owning banks, as I will detail later. 
For this reason, the Board has recommended that, as a rule, bank ownership interest 
be limited to less than 20 percent of the stock of an export trading company.

At the level of ownership interest of 20 percent a bank can include in 
its earnings a proportionate share of the earnings of a trading company. Under 
this rule of equity accounting, a bank may have an incentive to push a trading 
company into relatively risky types of operations, in the hope of realizing 
immediate gains for the bank's earnings. Such risky operations could increase 
substantially the possibility that banks would sustain losses from operation of 
trading companies. In the Board's view it is appropriate to hold to a minimum 
the incentives for banks to seek to aim at short-term profits in trading companies 
in which they hold investments, and we believe that this result can best be 
achieved by setting the level of bank ownership interest at less than 20 percent.
At this lower level of ownership, a bank could take into its earnings only the 
dividends received from the trading company.

This recommendation is more conservative than the level of control 
specificed in the Bank Holding Company Act, and used in S.144, because the risks 
to banks from investments in trading companies appear potentially much larger 
than the risks associated with investments in nonbanking activities that are now 
permissible under the Bank Holding Company Act. In particular, trading companies
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are likely to be highly leveraged; moreover, as commercial concerns they would 
operate outside the traditional financial areas where banks have developed expertise.

The risks to banks from this exposure would be especially large if 
particular banks became identified with and had a significant management interest 
in trading companies. The bill provides that the name of a trading company shall 
not be similar to that of an investing bank. This precaution would help insulate 
the bank from the risks that attach to the operation of trading companies, so long 
as the bank was similarly insulated from participation in management, and the 
ownership interests of the bank was relatively small. Otherwise, the market would 
soon recognize the reality of control by the bank, and would associate the trading 
company with the bank regardless of differences in names.

Losses that might result from failure of trading companies could be large, 
especially with high leveraging. One need not anticipate a loss as large as that 
experienced several years ago by a major Japanese bank —  about $500 million —  to 
recognize the potential threat to a single institution. If such a shock occurred 
in an uncertain financial environment, there could develop a general distrust of 
other banks engaged in similar lines of activity, and a threat to the banking 
system as a whole. Thus, the issue of bank involvement with trading companies is 
related to the potential soundness of the banking system.

The bill before this Subcommittee, S.144, seeks to limit these risks by 
providng that controlling investments by banks be subject to prior approval by 
bank supervisors, and to certain statutory safeguards. These provisions would 
inevitably involve the bank supervisors to a substantial degree in decisions 
regarding operations of export trading companies. Bank supervisors are not 
likely to be able to anticipate all future eventualities in acting on applica
tions. Even with a high level of supervisory effort, there will always be risks 
that cannot be foreseen because of the broad range of activities of trading 
companies.
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Thc detailed supervision of trading companies that might be called foi 
under S.144 would be contrary to the philosophy adopted by the Board in its recent 
amendments to Regulation K, which sought to reduce the need for detailed supervisory 
review and regulation of international bank operations. I would expect that U.S. 
export trading companies would be able to operate much more effectively in competing 
with foreign companies if they were not subject to supervisory restraints arising 
from the fact that they were controlled by banks. A U.S. trading company might 
well have difficulty in competing with foreign trading companies if the U.S. 
company was subject to limitations on types of activities or to capital ratios 
because it was controlled by a bank. Yet limitations clearly would be needed if 
banks owned trading companies. We can best unleash the entrepreneurial talents 
of our trading companies if we avoid bank involvement in their ownership and 
management, and rely on banks to provide financing and related services.

I would stress, as I have on other occasions, that bank capital is a 
scarce resource. If we expect banks to play their part in financing the increased 
capital investment needed in this country, we will need to resist the temptation to 
encourage banks to divert capital from its traditional role as a support for lending 
activity —  which in my view is the way in which bank capital can be used most 
productively.

I recognize that there might be room for a limited number of exceptions 
from this general norm. There might, for example, be instances in which an export 
trading company designed for a specialized purpose —  for example, a particular 
project —  might require strong bank sponsorship. In such a circumstance, the risks 
associated with bank control of a trading company might be outweighed by the 
beneficial effect for U.S. exports from trading company operations, and the public 
interest might be served by permitting one or more U.S. banks that have special
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expertise to acquire ownership interests of more than 20 percent, provided that 
the exposure of the trading company was reasonable in relation to its activities.
I would expect that the number of exceptions would be relatively few, and would 
not encompass large general or multi-purpose export trading companies that would 
be capable of standing on their own feet without bank sponsorship. Nor would an 
exception be available to banking organizations that did not possess the requisite 
expertise.

In general, it would appear appropriate to structure these exceptional 
cases so that the investing banking organization is a bank holding company rather 
than the bank. This approach would be consistent with the general scheme of 
Federal banking laws under which nonbanking activities are performed by corporate 
entities separate from banks.

If control of trading companies by banks were permitted only where there 
was a clear need, the purposes of the bill could be accomplished, and at the same 
time the banking system would not be exposed to undue risk.
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