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Chairman Hensarling, Ranking Member Waters and Members of the Committee, [
appreciate the opportunity to testify on issues relating to improving the safety and soundness of
our nation’s banking system. How policymakers and regulators choose to structure the financial
system to allocate the use of the government’s facilities and subsidy will define the long-run
stability and success of the U.S. economy. My testimony today is based on a paper, titled
“Restructuring the Banking System to Improve Safety and Soundness,” that I prepared with my
colleague Chuck Morris in May 2011. I welcome this opportunity to explain the pro-growth and
pro-competition recommendations for the financial system in the paper, which I have attached to
this testimony (Attachment 1). Although I am a board member of the FDIC, I speak only for

myself today.

Too Important to Fail

Almost three years after passage of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank Act), an issue that remains critical to the long-run stability of our
financial and economic system is the degree to which the government should subsidize and
therefore facilitate ever-greater risk taking among our most dominant financial firms. These
firms by their very size and complexity affect the broader economy to an overwhelming degree;
and since the recent financial crisis, they have only become more influential and the economy

more dependent on their performance.

The largest U.S. financial holding company has nearly $2.4 trillion of assets under GAAP
accounting, which is equivalent to 15 percent of nominal GDP. If we take into account the gross

fair value of its derivative book, it has nearly $4 trillion of assets, equivalent to 25 percent of



nominal GDP. The largest eight U.S. global systemically important financial institutions in
tandem hold $10 trillion of assets under GAAP accounting, or the equivalent of two-thirds of
U.S. GDP, and $16 trillion of assets when including the gross fair value of derivatives, which is

the equivalent of 100 percent of GDP.

My concern with the largest financial institutions is not only their size but fheir
complexity and the subsidy that facilitates each. Over time, the government's safety net of
deposit insurance, Federal Reserve lending and direct investment has been expanded to an ever-
broader array of activities outside the historic role of commercial banks -- transforming short-
term deposits into long-term loans and operating the payments system that transfers money
around the country and the world. In the U.S., the Gramm-Leach—Bliley Act allowed
commercial banks to engage in a host of broker-dealer activities, including proprietary trading,
derivatives and swaps activities -- all within the federal safety net. Following passage of this
Act, in order to compete with subsidized firms, broker-dealers found it necessary to either merge
with commercial banks or change their business model by taking on dramatically greater debt
and risk. For example, firms like Bear Stearns began to borrow short to lend long and to engage
in other bank-like activities. As they increased in size and complexity, the markets correctly

assumed that the safety net would extend to these firms. Therefore, institutions engaged in

banking activities significantly contributed to the crisis whether they were called “banks” at the

time or not.

Even today, following enactment of the Dodd-Frank Act, government support of these
dominant firms, explicit and implied, combined with their outsized impact on the broader
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economy, gives them important advantages and encourages them to take on ever-greater degrees
of risk. Short-term depositors and creditors continue to look to governments to assure repayment
rather than to the strength of the firms’ balance sheets and capital. As a result, these companies
are able to borrow more at lower costs than they otherwise could, and thus they are able increase
their leverage far beyond what the market would otherwise permit. Their relative lower cost of
capital also enables them to price their products more favorably than firms outside of the safety
net can do. For your information, I have included with my testimony a chart (Attachment 2) that
shows current leverage ratios for some of the world's largest financial firms. History tells us that

without the safety net, the market would have allowed far less leverage.

The Subsidy

The advantages I describe above translate into a subsidy that represents a sizable
competitive advantage and which leads to a more concentrated industry. A large and growing
body of evidence supports the existence of such a subsidy. A summary of studies is included
with my written testimony (Attachment 3). While the estimated size of the subsidy may vary in
degree, depending on the methodology, nearly all independent studies calculate the value to be in
the billions of dollars. This government subsidy facilitates these firms’ growth beyond what
economies of size and scope can otherwise justify and subjects the broader economy to the
adverse effects of management misjudgments, which in turn entrenches the behavior of repeated

financial bailouts within modern economies.

The Dodd-Frank Act was intended to address the build-up of systemic risk and, if

necessary, the management of its fallout on the economy. However, there remain systemically



important financial firms that are of a size and complexity that would expose the broader
economy to overwhelming consequences should they encounter problems. The Dodd-Frank Act
unfoﬁunately does not change the fundamental incentive of the safety net's subsidy, which
continues to encourage these firms to leverage and take on excessive risk for higher returns. As
long as the subsidy exists, we will have highly leveraged, highly vulnerable institutions that will

negatively impact our national economy

The Proposal

To improve the chances of achieving long-run financial stability and making the largest
financial firms more market driven, we must change the structure and the incentives driving
behavior. The safety net should be narrowed and confined to commercial banking activities as
intended when it was implemented with the Federal Reserve Act and the Banking Act of 1933.

Importantly, such reforms only will be effective if the shadow banking system is also reformed

and its activities subjected to the market’s discipline.

Commercial banking organizations that are afforded access to the safety net should be
limited to conducting the following activities: commercial banking, securities underwriting and
advisory services, and asset and wealth management. Most of these latter services are primarily
fee-based and do not disproportionately place a firm’s capital at risk. They are similar to the

trust services that have long been a part of banking.

Extending the safety net to broker-dealer activities is unnecessary and unwise. While
trading and investment activities are important parts of the financial system, they operate more
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efficiently and safely without government protections. Keeping them inside the safety net
exposes the FDIC Deposit Insurance Fund and the taxpayer to loss. Therefore, activities that
should be placed outside the safety net and thus subject to market forces are: most derivative
activities; proprietary trading; and trading for customer accounts, or market making. Allowing
customer trading makes it easy to game the system by “concealing” proprietary trading as part of
it. Also, prime brokerage services require the ability to trade, and essentially allow companies to
finance their activities with highly unstable, uninsured, wholesale “deposits” that come with
implied protection. This combination of factors, as we have recently witnessed, leads to unstable

markets and government bailouts.

Reforming the Shadow Banking System

These actions alone would provide limited benefits if the newly restricted activities
migrate to shadow banks -- broker-dealers, for example -- without that sector also being
reformed. We need to change incentives within the shadow banking system through reforms of

money market funds and the repo market.

First, we must address potential disruptions coming from money market funding of
shadow banks that fund long-term assets. Money market mutual funds and other inves;tments
that are currently allowed to maintain a fixed net asset value of $1 should be required to have
floating net asset values. Shadow banks’ reliance on this source of short-term funding would be

greatly reduced by requiring share values to float with their market values.



Second, we must change bankruptcy laws to eliminate the automatic stay exemption for
mortgage-related repurchase agreement collateral. This exemption, introduced in 2005, resulted
in a proliferation in the use of repos based on mortgage-related collateral. This preferential
treatment made it possible for complicated and often risky long-term mortgage securities to be
used as collateral when the volume of securities was growing rapidly just prior to the bursting of
the housing price bubble. One of the sources of instability during the recent financial crisis was
repo runs, particularly on 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 reforms specified in the proposal I am describing today would not — and are not
intended to — eliminate natural market-driven risk in the financial system. They do address the
misaligned incentives causing much of the extreme risks stemming from the safety net's
coverage of nonbank activities. The result would be a return to a system of free enterprise where

broker-dealer related activities are subject to greater market discipline.

The Industry's Reply

Objections to the proposal I offer suggest that it would undermine the competitive
position of U.S. firms internationally. However, under the proposal, the largest financial firms
would remain large and would be more competitive. It recognizes that the public should not
accept the premise that it must subsidize highly risky financial activities in order to compete for
international dominance. It is a serious error to presume that if these activities were not

subsidized at U.S. commercial banks, they would cease to be offered by other non-subsidized



U.S. firms. Our dynamic markets would continue to provide these services via independent
broker-dealers but in a more competitive manner where the taxpayer is not part of the

transaction.

Each country is unique in what banking structure best supports its economic growth. I
am not aware of research that suggests the U.S. financial system would be less competitive or
that economic growth would suffer with commercial banking separated from broker-dealer
activities. It is a fact that the emergence and continued success of the U.S. economy from the
end of World War II to the 1990s happened during a period where commercial banking was
separate from investment banking. Here’s one data point: the growth rate of real GDP averaged

3.3 percent from 1955 to 1990, but only 2.3 percent from 1990 to the present.

The argument for bank deregulation prior to 1999 was that size and diversification of
activities reduces risk. While in theory that may have seemed a real possibility, we can surely
observe that history — from the 1980s to the most recent crisis — suggests otherwise. In each of
these periods of financial crisis, regional and smaller banks failed and didn’t bring down the
economy. In the recent crisis, some of the largest banks would have failed had they not been
bailed out to prevent a total economic collapse. Regardless of TARP repayment at a generously
low interest rate, millions of American jobs and trillions of dollars in economic wealth remain

lost.!

! The GAO reports that estimates of the economic cost in lost output of the 2007 crisis could range from a few
trillion dollars to over $10 trillion. http://www.gao.gov/assets/660/651322.pdf
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Large banks and large broker-dealers are critical components of the U.S. economy. But I
oppose their government-backed ability, when combined as conglomerates, to carry a size and
complexity that evidence suggests exceeds what economies of scale would otherwise justify” and

thus exposes the real economy to levels of risk that are unnecessary.

Benefits of Change

The proposal outlined in my paper would return U.S. financial firms to a more market-
driven model. It would reduce the opaqueness of these firms’ operations, enabling the market
and supervisors to better oversee their actions. It also would improve the pricing of risk, thus
enhancing the allocation of resources within our economic system. In addition, it would promote
a more competitive financial system with more — not fewer — firms, as it levels the playing field

for financial institutions in the U.S.

As a further benefit, the proposal would facilitate the implementation of Tiﬂes I and I of
the Dodd-Frank Act, allowing the resolution of a failed SIFT by simplifying the structure of these
large financial institutions, making the entire system more manageable through a crisis. Finally,
it would raise the bar of accountability for actions taken and, to an important degree, give further
credibility to the supervisory authorities’ commitment to place these firms into bankruptcy or

FDIC receivership when they fail, thus reducing the likelihood of future bailouts.

2 Gambacorta, Leonardo and van Rixtel, Adrian. 2013. “Structural bank initiatives: approaches and implications,”
BIS Working Paper No. 412, April.
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Conclusion

I will close my remarks by recalling that twice within the past century Americans have
experienced the tragedy of vast job and wealth losses due to the economy’s exposure to financial
crisis. Most recently, the Financial Crisis Inquiry Commission identified a series of abuses that
opened our economy to crisis. These included using special purpose vehicles and affiliates to
engage in and fund speculative off-balance-sheet activity, and participating in and syndicating

for sale low-quality assets.

Finally, I want to conclude by mentioning two admonitions of Adam Smith. First, he
argued well that specialization most often increases productivity. I suggest that in the financial
services industry, specialization would do much to increase productivity, innovation and other
overall benefits to our economic system. Second, Adam Smith wisely warned that,
“The interest of the dealers....is different from, and even opposite to, that of the
public. To widen the market and to narrow the competition, is always the interest
of the dealers. To widen the market may be agreeable to the public; but to narrow
the competition is against it, and enables the dealers, by raising profits above what
they naturally would be, to levy an absurd tax upon their fellow-citizens."

In the United States we must reform financial conglomerates so we have a more stable, more

innovative, more competitive system that continues to support the largest, most successful

economy in the world.

#i#
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Executive Summary

Proposal

This paper provides a specific proposal to limit the financial activities that are covered and
thus subsidized by the government safety net in order to protect the financial system and the
economy. The U.S. safety net, which consists of central bank loans to solvent but liquidity
strained banks and federal deposit insurance, was developed in the early 1900s to protect
commercial banks.

The safety net originally was limited to commercial banks because they are critical to an
economy’s overall health and growth. Their core activities of making loans funded by short-
term deposits provide essential payment, liquidity, and credit intermediation services. But
banks also are inherently unstable because depositors will “run” if they believe their bank is
in financial trouble.

While the safety net solves the instability problem, it also creates incentives to take excessive
risk because it subsidizes banks. With safety net protection, depositors and other protected
creditors are willing to lend to banks at lower interest rates, given the amount of risk. This
cheaper funding and reduced market discipline creates incentives for banks to make riskier
investments and increase leverage. The subsidy and associated incentive to take greater risks
have grown substantially over the past 30 years because the activities the safety net supports
has expanded beyond the core banking activities considered necessary to protect.

The recommendation in this paper is to limit the safety net — and thus its subsidy — to what
the safety net should protect by restricting banking organization activities by business line.
Under the proposal, banking organizations would continue to provide the core services of

commercial banks — making loans and taking deposits to provide payment and settlement,



liquidity, and credit intermediation services. Other allowable services would be securities
underwriting, merger and acquisition advice, trust, and wealth and asset management.
Banking companies 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 difference between what banks would and would not be allowed to do is based on the
principle that beyond their core services, they should not conduct activities that create such
complexity that their management, the market, and regulators are unable to adequately
assess, monitor, and control bank risk taking. Current activities conducted by banks that
would be prohibited for them, such as trading and market making, are important to the
economy. But they should not be subsidized by the safety net because it causes their
overproduction, and therefore imposes unnecessary risks and costs on the financial system
and economy. In fact, by removing the safety-net’s protection for activities such as securities
and derivatives market-making, the market for these services should become more
competitive and less dominated by the largest investment banks, which currently are all
affiliated with commercial banks.

The benefits of prohibiting banks from conducting high-risk activities outside of their core
business, however, would be limited if those activities continue to threaten stability by
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 economic stability and lead to additional implicit government guarantees and
the associated incentive to take excessive risks.

To mitigate the incentive for shadow banks and other financial companies to take excessive
risk and the associated potential systemic effects, this paper makes two additional
recommendations. First, money market mutual funds and other investment funds that are
allowed to maintain a fixed net asset value (NAV) of $1 should be required to have floating
net asset values. Second, bankruptcy law for repurchase agreement collateral should be
rolled back to the pre-2005 rules, which would eliminate mortgage-related assets from being
exempt from the automatic stay in bankruptcy when a borrower defaults on its repurchase
obligation.

The problem with fixed NAVs and current bankruptcy law is they provide special treatment —
that is, they essentially subsidize — short-term funding. As with the safety net for banks, the
subsidy leads to the overproduction of risky shadow banking activities. By reining in this
subsidy, these two recommendations should greatly curtail shadow banking activities by

exposing shadow bank creditors to the true costs of their investments.

Why Restricting Activities is the Solution

The reduced market discipline and incentive to take excessive risk caused by the safety net
has long been recognized, which is one of the major reasons for the prudential supervision of
banks. The incentive to take excessive risk traditionally has been contained through strong
on-site examinations and minimum capital requirements that were supplemented as
appropriate based on the exam results. This does not mean that banks do not take risks, nor
that they do not make mistakes that cause them to fail. Banking is a business of risk taking,

and when they do make bad decisions that lead to insolvency or liquidity problems, they



should fail and be resolved. Thus, it is the prevention of excessive risk taking arising from
the safety net subsidy that prudential supervision is supposed to stop.

This traditional financial structure and regulatory framework worked well for many years,
and it still does for those banks that still operate within the framework, which includes all but
the largest universal banks. That framework has three components. First, it limits bank
activities to those essential to the economy but inherently unstable. Second, it provides a
safety net for banks and their limited activities, which prevents the instability but has
undesirable side effects. Third, it includes strong supervision to control the side effects.
The current financial structure, however, is vastly different. Leading up to the financial
crisis, the financial system became dominated by a handful of large and complex financial
organizations, and these companies have become even more dominant. These complex
universal banking companies combine traditional banking activities with a variety of
investment banking and insurance activities.

The problem with this change in structure is not that banks are larger, but that the scope of
the safety net and its subsidy — and therefore their sizes — has expanded beyond the
traditional bank activities that provide external social benefits. The subsidy is provided,
either explicitly or implicitly, to the organization as a whole and not limited to the specific
activities for which it was intended. The riskiness of banks can be reduced by the additional
activities, for example, if they increase the diversification of bank assets and revenue
streams. However, the riskiness of banks also can be increased by the additional activities
because they not only are subsidized by the safety net, but also because they create
complexity that makes it more difficult for bank management, the market, and regulators to

assess, monitor, and contain the excessive risk taking induced by the safety net. Moreover,



the large size of the universal banks — both individually and collectively given the increased
interconnections among them — further endangers the stability of the financial system and the
overall economy. Thus, the social costs of extending the safety net to large, complex
universal banks that cannot be sufficiently monitored by their own management, the market,
or regulators greatly exceeds the private benefits to an individual bank.
Evolution of current financial structure

e Over the past 30 years, the U.S. banking system has changed dramatically from the stylized
view of banking that arose from the banking panics of the early 1930s. The structure of the
banking industry that emerged from the 1930s separated investment banking and other
financial services from “traditional” commercial banking — making loans and taking deposits
to provide payment, liquidity, and credit intermediation services. These core banking
services are the foundation of the financial infrastructure that is critical for the overall health

of an economy and its growth.

Regulation

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 the Federal Reserve’s Regulation 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 demand, and are the primary source of credit for the 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 provided a limited safety net for solvent
banks.! The public safety net was significantly 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 excessive 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 prevent the risk taking because some deposits are insured and banks are
inherently opaque. As a result, prudential supervision and regulation must be used to prevent
excessive risk taking.

o 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 Reserve’s Regulation Q. The rationale for Regulation Q
was to prevent competition 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

! Also, only members of the Federal Reserve could borrow from the discount window until the Monetary Control
and Depository Institutions Deregulation Act of 1980.



protected to the extent banks were protected from outside competition and competition
among themselves.

Increased competition

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 advancements in portfolio theory,
investment and money management techniques, and information technology combined with

greater volatility of the economic environment.

* On the liability side, banks had to compete with money market mutual funds (MMMFs) 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.

-  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 their actual NAV is greater than 99.5 cents (i.e., they do not “break the buck”)
and not too far above $1, and they met certain investment (quality and maturity)
requirements. They allow investors to withdraw funds on demand and have limited
check-writing privileges. MMMEF shares are held by individuals, institutional investors,
and corporate and noncorporate businesses as an alternative to bank deposits for cash
management and payments purposes. MMMFs started out investing in highly-rated
financial and nonfinancial company 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 agreements

(repos).



It is important to note that although an MMMF investor technically owns equity shares of
the fund — that is, there is no 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 — that is, there is
no equity and leverage is infinite. As a result, MMMEF 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.

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 demand and had unlimited check-
writing 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.

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).

Banks have long faced competition in making loans from unaffiliated and captive finance
companies and factors. Commercial paper became a competitive alternative to bank

operating loans for large, highly-rated nonfinancial companies in the late 1960s and early

1970s.

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).

Shadow banking

e The combination of alternatives to bank deposits and loans created an alternative system for

providing complete end-to-end banking — from gathering funds to making loans — which

collectively comprises the so-called shadow banking system.”

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 investors in the MMIs are MMMFs and
other short-term investment funds that have a fixed NAV of $1.* At some steps of the
process, major funding sources also include medium-term notes and ABS that are
purchased by long-term investors, 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 description of the shadow banking system and the process described below is largely from Pozar, Adrian,
Ashcraft, and Boesky.

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

* There are also direct investors in these money market instruments, such as securities lenders.



2. The loan is sold to a bank or broker-dealer conduit, which is an intermediate entity
that temporarily warehouses the individual loans until it has enough to package
together as an MBS or ABS. The conduits are funded 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 variety of
sources.

a. Entities that purchase ABS and tend to fund them 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 Vehicles’ (SIVs) or other
conduits, that were funded by CP or ABCP. The CP or ABCP, in turn, was
typically purchased by MMMFs and other MMI funds with fixed $1 NAVs.

c. Investment banks and BHCs purchase ABS for a variety of reasons. They may be
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 are typically funded with repos and sometimes ABCP, which

again are funded by MMMFs and other MMI funds with fixed $1 NAVs.

Expansion of bank activities

¢ Increased competition for banks from the shadow banking organizations combined with

regulatory capital requirements (stemming from the Basel I Accord) that were higher than for
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their competitors led to reduced profits and declining franchise values. As a result, banking
organizations looked for alternative activities, revenue streams, and business models, which
included the 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 traditional investment banking and securities activities and later more broadly on broker-
dealer and shadow banking activities.

- Banks were able to whittle away at the Glass-Steagall Act restriction on investment
banking activities in the 1990s by creating Section 20 securities subsidiaries that were
supported by Federal Reserve Board approvals of higher thresholds for being “principally
engaged” in securities activities.’

- 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 underwriting, broker-dealer activities, and insurance

underwriting, not permitted for BHCs.

* One 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, debentures, 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
effective even with the 5 percent revenue limit. Over time, 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.
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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 structures. The corporate structures essentially allowed the
investment banks to engage 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
much less willing to do when their own money was at risk. The risks were exacerbated by
relying on debt financing, i.e., leverage, much of which was short-term repos. 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, stability, and risk

Changes in financial structure and stability

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

- The larger banking organizations engage in activities that were 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 expanded to include market risk from trading and the

risk from having to roll over uninsured wholesale money market funding risks.

¢ Prior to the 2004 SEC ruling, the SEC determined the haircuts used to calculate the leverage 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 requirements for trading positions using their own models.
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- Similarly, the larger investment banks now engage in activities that were traditionally
limited to commercial banks, which exposes them to commercial bank risks. By
switching from partnerships to public corporate structures, taking on leverage, and
making direct investments and loans that are held on the balance sheet, investment banks

expanded their risk exposures beyond market risk to credit and funding risk.

e  With the largest financial companies — both banking and investment banking organizations —
being the key players in shadow banking activities, both types of organizations play a special
role in the economy that once was limited to commercial banks. Through shadow banking
activities, both types of organizations ultimately provide the same credit intermediation
function of traditional banks — lending long term using short-term funds available upon

demand.

¢ 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 before deposit
insurance was available, virtually every step of the shadow banking process is dependent
on uninsured investments in MMMFs and other MMI funds with fixed 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 quality 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.
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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 banking.

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

The bank subsidiaries also are exposed to 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 rating needed to make it an eligible
investment for MMMFs. So if MMMFs decide not to roll over their ABCP investments
in an SIV and the value of the underlying ABS is below par, 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.

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 requirements of FHCs had a much higher risk weight

for holding the loans or ABS on balance sheet than for guaranteeing the ABCP funding

" Acharya, Schnabl, and Suarez provide evidence consistent with regulatory arbitrage being a reason for the use of
ABCP programs by banks. They also document changes in regulatory 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 T 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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of an off-balance-sheet entity. As a result of this arbitrage of regulatory capital
requirements, FHCs became much riskier because they could fund the credit risk with
much higher leverage.

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 support 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 repos and ABCP to fund ABS held as
part of their proprietary trading business, as inventory for filling customer trades, and for

creating CDOs.

New activities make it more difficult to manage and monitor risk

Overall, the largest financial companies conduct a variety of traditional and non-traditional
banking activities, many of which have increased the complexity of their operations and
portfolios. The potential problem is not that the new activities are risky — all financial
activities are inherently risky, even traditional banking activities. These companies may even
benefit from additional activities, for example, if they increase the diversification of their
assets and revenue streams. However, it is more likely that these benefits are outweighed by
the significant complications the activities pose for bank management, the market, and
regulators to assess, monitor, and contain risk taking that is ultimately borne by the public
safety net and endangers financial stability. Specifically, as explained below, combining

banking and nonbanking activities makes it more difficult for bank management to manage
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risk, for the market to monitor and effectively discipline banks, and for regulatory authorities

to supervise and regulate banks and price deposit insurance.

o Complexity makes risk management much more difficult.®

- Risk management is particularly difficult when a banking organization has many
different operational divisions and activities. Examples include understanding all of the
different business lines and their interactions, having appropriate management
information systems, and appropriately allocating and pricing capital across activities.
Such difficulties and shortcomings in risk management practices and effectiveness at
several U.S. and foreign global banking organizations leading up to and during the recent
financial crisis are highlighted in two reports by the Senior 