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Good merning. It is a real pleasure to have this
oppertunity to address so many community bankers from
arcund the nation.

The banking industry 15 1in the news on almost a daily
basis: we hear about entrv into the business by new com-
petitors, deposit interest rate deregulation, volatile
interest rates, a troubled worldwide economy, bank failures,
problem banks, prcposals for expanded powers, new disclosure
requirements, pressures for reforms in the regulatory and
deposit insurance svstems, foreign loans, and geographic
restraints. I will touch on many of these subjects todav,
beginning with the condition of the banking svstem and then
turning to a number of regulatory reform issues.

I. THE CONDITION OF THE BANKING SYSTEM

It 1s no secret that we have experienced a significant
increase in the number of problem banks and bank failures
during the past vear or so. Two points should be empha-
sized: a] the problems have been foreseen and b) thev have
been and will continue to be handled in a manner that
maintains public confidence in the svstem.

We have experienced four successive vears of eccnomic
stagnation and extracrdinarily high and volatile Interest
rates, following more than a decade of rampant inflation.
Even in the best of times, banks will suffer loan losses if
they are agoressively meeting the credit needs of their
communitlies. Hecwever, one oi the 1nsidious effects of
inflation i1s that marginal borrowers or marginal projects
obtain financing on the assumption that continuing inflation
will make them viable. These borrowers and projiects are the
first and hardest hit by high interest rates and an economic
slowdewn,

During 1981 we handled 10 bank failures, and at the end
of that yvear we had 220 banks on our problem bank or watch
list. Early in 1982 I asked our regional directors to
tforecast the number of banks that would fail in their
regions during 1982 and to estimate the number of problem
banks we would have by the end cf the vear. Thev forecast
between 40 and 50 failures; we actually experienced 42.
Thev estimated we would have 375 banks on our problem list
by vear-end; we actually had 370. The point 1s, while we
cannot forecast each and every failure, we have a pretty
gcod feel for the magnitude of the problems and are able to
prepare ourselves to deal with them in an orvderly wav.

Sop tar this vear there have been 10 bank failures, and
there are currentliy about 425 banks cn cur preblem list. We
expect the number of problem banks to continue tc grow
throughout the vear and the faillure rate to equal or exceed

last vear's total.



Despite the extracrdinary cost of handling recent bank
failures -- about a billion dollars in each of the past two
years -- the deposit insurance fund continues to grow and is
stronger than ever. At the beginning of 1981, the fund
totalled S11 billion; todav it exceeds $14 billion, after
absorbing the full impact of over 60 failures. Our revenue
this vear from assessments and interest on our investments
will approach $3 billion.

In sum, the banking svstem is experiencing problems,
but none that have not been expected or cannot be managed.
Qur personnel have faced long hours and many sleepless
nights, but the safetv net has held; stability has been
maintained.

II. REGULATORY AND INSURANCE REFORMS

The important questicn is where do we go from here --
what changes do we need to make in our svstems of regulation
and insurance te maintain a strong, profitable and stable
banking system in the vears and decades ahead? We are
convinced that substantial reforms are badly needed.

From the 1950s through most of the 1260s, competitiocn
in the financial services field was tightly controiled.
Price competition was restricted bv Regulation ¢. Product
competition was curtailed by limiting the asset powers and
permissible activities of banks and other intermediaries.
Entry into the business was carefully regulated, as was
expansion. It was rare for a bank tc encounter difficulty;
only a half dozen or so banks failed each vear, almost
alwavs due to fraud or insider abuse.

You do not need anvone te tell vou this has all changed.
The current economic climate is anvthing but benign; banks
and borrowers can neo longer c¢ount on economic expansion,
inflation or stable interest rates. Deposit interest rate
controls have been almost completely dismantled in response
to market pressures. Product distinctions among banks, S&Ls
and other intermediaries are barelv discernible. Restric-
tions on entry and expansion have been eased.

The new environment offers exciting opportunities for
well-managed banks of all sizes, particularly as we expand
the range of permissible activities in such areas as in-
surance, real estate, securitlies, data processing and
travel services. At the same time, it presents many
challenges for our regulatory svstem.

How, in the absence of rigid, government-imposed
restrictions on competition, do we control destructive
competition and excessive risk-taking? How do we insure
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that deposits flow to the vast majority of banks that are
prudently cperated rather than to the marginal banks which
are willing to make the highest risk loans and pay the
highest rates for deposits?

We have two optlons. We can adept countless new laws
and regulations to govern every aspect of your operations
and hire thousands of additional examiners tc monitor and
enforce compliance. Or, we can seek wavs to increase
marketplace discipline.

The FDIC clearly prefers to allow the marketplace to
function to the maximum possible extent. We are flatly
oppcsed to unnecessary regulations.

Al Disclosure. For the marketplace to perform 1ts
disciplinary function, it must have information. Thils 1s
the reason we have decided to make public the new call
report data on interest-rate sensitivity and nonperforming
loans and why we are considering additional disclosures
covering such matters as insider-lending practices and
enfcrcement actions.

We are attempting to turn the spotlight on marginal,
high-risk banks. We believe this will deter unsound banking
practices and destructive competiticn. If problems nonethe-
less arise, troubled banks will either cecrrect them promptly
or will [ail more quickly, causing less damage.

It mav seem harsh, but we cannot coddle marginal
banks. To do so would undermine the vast majority of banks
that are operating prudently by making sound loans, main-
taining adequate capital ratios and paving reasonable rates
for their deposits. That we will not do.

E. Large Depositor Risk Sharing. The other ingredient
essential to instilling marketplace discipline 1s the risk
of loss. Although the explicit coverage under our deposit
insurance svstem is limited to $100,000, in practice we have
for vears been providing implicit 100% coverage for de-
positors and other creditors at most banks, particularly the
larger ocnes.

This has resulted from our practice of merging falled
banks into other banks. Under current law, we are required
to make all general creditors whole when we arrange a merger
(or "purchase and assumption transacticn'').

We have a strong preference for handling bank failures
through mergers; it is ordinarily the least expensive and
least disruptive method. We nevertheless abhor the side
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effect of providing 100% deposit insurance coverage; we are
convinced it has eroded marketplace discipline and provided
larger banks a substantial competitive advantage.

Prior to the Penn Square Bank failure, it was generallvy
believed the FDIC would never pay off depositors in a bank
larger than $100 million. That episcde has obviouslvy
caused people to raise their estimate of the size limit, but
most still believe there is a limit bevond which we will not

go.

As a practical matter, they mav be right. It is not,
as scme people think, a matter of money. The percentage of
insured deposits in most large banks 1s comparatively modest
and paying them off would not be prohibitively expensive.
The problem 15 that billions of dollars of uninsured funds
would be tied up for vears in a bankruptcy proceeding,
possibly causing severe repercussions throughout the economy.

We are currently searching for solutions to this
dilemma. One possible approach mav be to modify the deposit
insurance system to »rovide 100% coverage for the first
5100,000 in deposits and a smaller percentage -- savy 75% --
for all deposits over $100,000. This would be the coverage
whether we paid off depositors or arranged a merger.

Another possibility would be to maintain the insurance
limit at 5100,000 and, at the time of failure, pay that
amount, plus an amount equal to the estimated ultimate
recovery on the uninsured portion. Again, this could be

ccomplished bv a direct pavoft or by transfer of the de-
posits to another bank.

Either approach would sclve a number of problems. We
could continue to arvange mergers for failed banks. Enocugh
of the deposits would be made 1mmediatelv available to
minimize the economic vepercussions, but there would be some
risk of loss; we would not provide a complete bailout for
the largest creditors. Either preoposal would eliminate the
competlitive 1nequity between large and small banks and
provide customers an incentive to select the soundest
institutions, not just the largest ones or the ones that pay
the highest interest rates.

C. Regulatory svsten. In addition to this and other
pessible reforms in the 1insurance svstem, such as rtisk-
related premiums, some f{fundamental changes in our regulatory
system must alse bes considered. We believe the current
regulatory system 1s inefficient and inequitable.

Why, for example, should state banks be burdened by two
lavers of regulaticn while national banks operate with one
layver? How can we continue to justify an entirely different
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regulatory system for S&Ls now that they have commercial
lending and transaction account authcrities? Why should
mergers be subject to antitrust review by both the banking
agencles and the Justice Department? Why should the banking
agencies enforce the securities laws with respect to banks
when the SEC has responsibility for bank holding companies
and other businesses? Why should the banking agencies
enforce Truth-in-Lending and other consumer laws with
respect to banks, while the FTC oversees nonbank firms?
Does 1t make any sense to have a parent bank holding companyv
examined and regulated bv the Federal Reserve when the lead
bank is examined and regulated by a different agency? How
can we rvationalize different insurance agencies for banks
and 5§Ls? How can we justifv disparate capital adequacy
standards for SE&Ls and banks and for banks of different
sizes? Why should S§Ls and banks operate under different
reporting and disclosure rules? Why should we permit a re-
tailer or a steel company to own a federallv-insured SEL
with banking powers while prohibiting a bank from owning a
Steel company or a vetailer? Why 1s it permissible for a
securities firm to own a bank, but not the reverse?

The short answer to these and many other similar
questions 1s that the current regulatory svstem 1s not

rational. All of the issues I have iust raised are in-
extricably intertwined and should be addressed through
comprehensive reform. Intellectually, this is not nearly as

complicated as 1t might appear at first blush,

First, we need to redefine the term “"bank” and re-
consider the range of activities in which it or its affiliates

mav engage. It mav be appropriate to define a bank as any
institution which offers either transaction accounts or any
tvpe of federallv-insured deposit. In our opinion, a bank

should be permitted to engage, either directly or through a
subsidiary, in the iull-range of financiazl services, includ-
ing much broader authority than at present in securities,
real estate, travel agency, 1insurance and data processing
activities. It {gllows that anv company engaged in such
activities should he permitted to own or affiliate with a
bank and that anyv company engaged in impermissible activities
sheuld not. Noncentforming companies already affiliated with
banks or S&Ls ceuld be given 10 vears to either conform or
divest. '

Second, the varisus financial agencies at the federal
level should be censolidated and all regulation should be
organized along functicnal lines. Tc be specific, the
revulatory functicons of the Federal Home Loan Bank Board,
the Federal Reserve, and the Comptroller of the Currency
should be cemsolidated into an independent agency headed by
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a board. That agency would license and regulate all federallv-
chartered banks and S§Ls and their holding companies.
State-chartered Institutions would be licensed and regulated
by their state authority, preserving ocur dual banking svstem,

Under this concept, the FDIC would remain as a separate,
independent agency with insurance responsibilities for all
state- and federally-chartered banks and S§Ls. It would
have the right tc examine and take enforcement actions
against any 1nsured institution or its affiliates. It would
focus its examinations on problem and near-preblem institutions
and merely spot check the others. The FDIC would not be
concerned with branch applications and other tvpes of
regulatory activities.

Some bankers object to the merger of the FDIC and FSLIC
insurance funds because thev fear that the cost of resolving
some of the preoblems in the 5§L industry will reduce the
assessment rebates available to banks. This objection can
be easily met by computing the rebates on a separate basis
for a few vears after the merger.

Finally, securities regulation with respect to banks,
5GLs and holding companies would reside exclusively in the
SEC. Antiltrust enforcement would reside exclusivelv in the
Justice Department, and consumer compliance matters would
reside exclusively in the FTC.

IIT. CONCLUSION

I have covered a lot of ground today -- perhaps too
much. To deal with so many major tcpics 1in & speech of
reasonable length, I have had to simplify some of the issues
and abbreviate the discussion of our positions on them.

My objective today has not been teo convince vou that
our 1nsurance and regulatory syvstems ought to be changed in
precisely the manner [ have outlined. Rather, [ hope I have
persuaded vou that the svstems are inadequate and inequi-
table and that vou should actively suppert major reforms.

All of the issues I have outlined todav are under
serious consideration The FDIC will soon submit a report
tc Congress on the insurance questions. The Treasury will
likely propose in the not-too-distant future its ideas for
expanded powers for banks or bank affiliates. The Vice
President's Task Group 1s reviewing 3 number of options for
reform or restructuring of the regulatory agencies. The
Senate Banking Committee plans tco conduct hearings this
spring covering all of these subjects.



If we have the wisdem and political courage to tackle
these issues, I believe we can look forward to a streng,
profitable and responsive financial svstem. It will be a
svstem in which well-managed institutions cof all sizes will

be able to compete on an equal footing and prosper.

Some people believe we should maintain essentiallv the
current regulatory structure and eschew increased market
discipline. Pursuit of this course will inevitably lead to
more and more regulations and bureaucracy. The largest
institutions will continue to grow larger simply because
they are big. The unregulated will thrive at the expense of
the regulated.

The FDIC 1s firmly committed tc the maintenance of a
strong, dynamic banking svstem under private ownership and
control. We believe that advocates of government restric-
tions and controls must be made tc bear the burden of proof
that they zre necessarv,

The decisions we make on these subjects over the
months and vears ahead will have profound effects on the
financial svstem for decades to come. The battle lines are
being drawn. Simply put, the issue 1s who will control the
destiny of vour banks: +you or the government? ' '
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