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' I. Introduction
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Economic conditions and the impact off a/less regulated

-

financial environment are having profound effects on the

financial services industry. Economic problems in agriculture,

real estate, and energy and problems with foreign loans have
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adversely affected the condition of many depository institutions.
A record number of insured banks failed in 1984 (79 in the U.S.,
23 in the District) and 43 banks (17 in the District) have
failed through May 31 of this year. .Seme—indiwiduals—forecast .
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that—as—many—as 100-banks could fail this—year.

Complicating matters is the uncertainty caused by widely

publicized difficulties experienced by some of the larger banks

in the country [Continental Illinois, Bank of America (mortgage

pool fraud), Security Pacific (clearing agent for Bevill-

Bresler), Worthen Financial Corp-- Little Rock (creditor of

e

Bevill-Bresler)]l. There are also the recent problems at various

privately insured savings and loans in Maryland and Ohio, and the
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questionable activities by a number of essentially unregulated

—

government securities dealers.

inst this backdrop, changes are continuing to occur.
-
within the finameial services industry making it more compétitive
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and more complex to maﬁﬁge‘wuﬂ Nonbank‘/insffgazions (Sears,

.
Prudential-Bache, Shearson/Lehman7American Express, Dreyfus)
continue their drive—~to offer bank-like fiﬁéﬁeigl services.
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Regul?iigf/geposltory institutions are seeking new powers and

market expansion.




gulators also are faced with the formidable tas

meeting regu objectives, while coping—with the uncertainty

and change that buffet t They are being asked to deal
— T ——

with pressqresf/fef’/expansion, iBVBIvinghﬁgew participants,

produg;sfﬁﬁaigeography, but yet they must str;;eazoa?ﬁﬁnn%s a
stEIe and competitive financial system.

With this setting in mind, I want to comment briefly on some

::;;7;f the issues that are receiving much of our attention today.

Specifically, I want to discuss the use of increased disclosure

and market d1501p11ne3/;onbank banks, and 1nterstate banklng. I
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also want to mﬂatiﬂn Gefi:zz Federal Reserve e ¥o improve

coordination with state requlatory authorities.
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II. Increased dlsclosure and market discipline

Issue: Market discipline in the form of disclosure of
supervisory actions may force managers to be more
cautious but also may be disruptive to our banking

system. ) ,
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In our economy, the markep is generpally viewed as the best
7 (45‘,% s by, e te Tl Leces Jld
disciplinarian. "Te— 14banking should also be

exposed to this discipline. Individual—banks—rthouid—be—<=alilowed

nte 1 —as the situation—warrants;—and
anagemen and i Id—profit—or lose by their
decisions. However, in terms of current efforts to require

increasing levels of disclosure in banking, there are significant
dangers that require further consideration before using it as a

supervisory tool.



e premise behind the move to disclosure in banking is that
investors and itors can bring press%igg;toffbég;;’;; an

‘“‘—-h_‘_‘_\h\\-
institution that 1is engagin i uestionable or unsound
practices. Consisten;,xédﬁf this view, the has announced

that it 'y;l%/’gfgzzg;e the names of banks subject to

—'//

admifiis j ions, such as cease and desist orders.

— The Federal Reserve System, so far, has chosen not to move

P

its supervision of state member banks and bank holding companies
in this direction. While it acknowledges that greater disclosure .
and market discipline can be a positive force in financial
regulation, it 1is concerned that disclosure of administrative
actions in today's difficult banking environment may run counter

to the policy objective of promoting a stable banking system.

Administrati £ i i pibiated—f iet of

reasons. Some require operational modificati while others

require the complete removal/gﬁ/ﬂﬁﬁggg;;nt. Because of these
/“/

differences, the Fe@g;at/ﬁéserve is concerned that the public may

not be quabfgffgk differentiating among actions and could

misjidge-the serieusmess of individual cases.

~The  cost—of —moving —deposits is relatively small

uninsured depositors, and perhaps insure depositog§r»h57é every

and __
.-"/-".
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incentive to move deposits from any bqgk/wﬁfgh has problems and

is subject to administrativg,aeffsn. This is market discipline

—

at work. How?zsglefﬁis movement of funds will also create

serious lggafaify problems for the bank and could lead to results

e

inqpnéistent with the objectives of the administrative action.

CThis last —outcomé 15 particularly likely in today's troubled—



\_gﬁiiﬁﬁnmﬁﬁff While increased disclosure might promote management
/ diécipline, it may also have destabilizing effects on financial
markets. Thus, it may be more appropriate to conduct tests on

the supervisory value of disclosure in a more stable banking
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III. Nonpank banks /

environment.

—
>

J—

(_’.; Z t;'/'df.‘.-'-ff_), 0 e 7 «

Issue: The acquisition of nonbank banks by nonbank organizations
is bringing a new mixing of banking and commerce.

= Nonbank banks are also being used by banking -
organizations to circumvent interstate banking
restrictions.

Discussion:

Nonbank banks originated as a method for nonbank firms to
expand into banking activities. By chartering or purchasing
institutions that do not meet the definition of a bank under the

Bank Holding Company Act, nonbank commercial firms are able to
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offer to the public a variety of deposit taking or 1lending
services. More recently, banking organizations also have
chartered nonbank banks as a convenient means to circumvent
interstate banking laws. |
These uses of nonbank banks are inappropriate. They are
inconsistent with current national policy on banking and are

permitting the financial system to\giffifffl evolve

Since July 1983, the Comptroller has approved over twenty

applications for nonbank banks by securities, insurance , and

retail firms. Since September 1984, the Federal Reserve has

———

approved nearly 300 bank holding company applications for nonbank




ﬁ‘banks to be located in nearlx forty states. While the courts
have temporarily stopped the process, these decisions  can be
reversed. This type of stop and go activity i;x;ﬁK;a t;aﬁsgﬂour
banking and financial system.

Raﬁher than the current administrative and court directed
development of our banking system, we need a legislative program
that clarifies_og; national policy toward banking. It should

@ jl}! ! < frealé B
speak to thénﬁoundaries of banking and commerce, permitting some

expansion of banking into nonbank areas so long as it is .
consistent with a stable banking system. It also might permit
interstate banking consistent with a safe, competitive iﬁdustry.
In both cases, however, the emphasis must be on setting national

policy objectives for our banking industry.

IV. Interstate banking

Issue: The principal issues associated with interstate banking
are its effect on competition and the concentration of
resources in banking and the extent to which public
benefits might flow from freer entry into banking
markets.

Discussion:

The nation is moving. towards interstate banking. For

example, fourteen states have passed regional inEerstate banking

laws and five others have passed interstate laws with no regional

e

restrictions. Also, six states allow out-of-state banking
organizations to establish limited purpose banks. Interstate

banking also has been promoted through the use of nonbank

subsidiaries of bank holding companies and through nonbank banks.



Currently, bank holding companie operate more EEEE_ 7,000
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interstate offices, 1500 of which offer a full_grray of banking

services.

Full interstate banking would expand the numbapdoﬁ.-en.t%gnts
into local Dbanking markets, thus potentially /,iﬂéfgésing
—_

competition and the level and availability~ of services to

customers located within these maerQSf’/&n this sense, there is
every reason to support in;grsfafé’banking in this country.

. The concern W%Fhfiﬁierstate banking is its potential effect .
on the concggtrééion of financial resources. Moreover, it is
likely//tﬁgg deposit concentration in banking will increase
sqmeﬁgat with interstate banking. However, it does not appear

e

that this concern justifies the continuation of our current

iRg.
Ban&igg_ggEEEEEEEE£SQ_ggE;gnuiée—is~qﬁite—iewfa—Ee;—eﬁggﬁie,

the five largest banks hold less than 15 percenE/pf/fﬁgx;;;ntry's

domestic deposits. Also, such'fgptors”ggjghe ability of small

and medium sized bankg,td'ﬁsmpete with the largest institutions

-

and the increagingﬁcompetition from foreign banks and nonbank
firms suggg;tg/that our financial services industry would remain
intensel competitive under interstate banking. Finally,
althoygh the effectiveness of the nation's antitrust laws have

comg” under question recently, they represent a powerful force in

Ssuri : industYy remains competitiver
- It has been suggested that interstate banking would permit
large organization to use local markets as a source cf funding

for other major customers and that they would ignore community



" needs. However, studies of branching and multibank holding

company expansion show no evidence of such discrimination. <Frem
an-economic perspective, -such—actiens—-also-seem unlikely because
~they—would greatly dimipish an organizatien's—ability tao attract
lQgal.chste§e§5~and_cgmpgta_in~the—eemmunity.

Other issues associated with interstﬁig Qankin?/include its
/;;7 effects on the safety and soundness of the ﬁg;%;;gig;st&m.and-the

dual banking system. While these are legitimate issues, they do

not justify the wholesale prohibition of interstate banking.

V. Proposal for increasing Federal Reserve cooperation with
state banking agencies —

T -
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Current conditions in banking_ are plécing a strain on
supervisory resources at both the federal and state level. In
response, the Federal Reserve 1is reviewing ways to improve
cooperation with state banking agencies in the supervision of
state member banks and bank holding companies. Our intention is
to reduce the burden on banking institutipns and reduce costs for
both the states and the Federal Reserve. |

Currently, the Federal Reserve Bank of Kansas City has

cooperative arrangements with six Tenth District States (Kansas

is the exception). These arrangements involve joint or alternate

- - ———
year examinations and the sharing of supervisory information.
L'‘____'_'_'______._.._____,_,.-o--"_D' .
These cooperative efforts have worked quite well and we are

looking for ways to expand them further. For example, we are

a&tempt%a§5§e>developfg}égrams to share training facilities and

)



data and monitoring systems. Such arrangements can not only save

money for both the Federal Reserve and the states but also can
—_— - ——— ’

improve the quality of bank supervision.
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