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Good morning, Mr. Chairman and members of the Subcommittee. We are pleased
that you have called these comprehensive hearings on a most important

subject. It is said that there is nothing as powerful as an idea whose time
has come and we believe this applies today to the subject of these hearings
restructuring the financial system. The FDIC"s views on financial services
reform and the structure of the financial services industry are set forth in
our study Mandate for Change: Restructuring the Banking Industry. This study
is being submitted today as part of the official record. The Executive
Summary at the front of our study lays out the principal issues and our

recommendations for reform.

Financial markets and competitive forces, both domestic and international,
have changed dramatically since 1933 when the Glass-Steagall Act first imposed
a partial separation between banking and securities activities and 4>ince 1956
when the Bank Holding Company Act further limited the activities of bank

affiliates. These changes are addressed at length in our study.

Existing restrictions on banking activities have handicapped the banking
industry in today"s rapidly changing financial environment. The effect of
these restrictions on banks is amply demonstrated by the appended chart that
compares the annual growth rate of banks between 1980 and 1986 to that of
other financial services firms. OFf particular importance is a comparison of

banks® growth rate of approximately 8 percent during that period with that of



mutual funds and securities brokers and dealers which grew at rates of
approximately 33 percent and 28 percent, respectively. Our banks should

mirror the vitality of our economy. It is clear they are not doing so.

For an insurer like the FDIC, this news about the economic strength of our
nation®s banks is disturbing. This disadvantageous situation slowly will lead

to a less safe and sound banking system.

Why does this situation alarm the FDIC? Why are we concerned about banks and
why does the government have an involvement in the banking system? The answer
is because banks are special. They are special for two principal reasons.
First, because of deposit insurance, banks essentially borrow funds on the
credit of the United States Government. Second, the banking system provides a
safe harbor for savers, reserve liquidity and the mechanism for transferring
funds throughout our economy. Without these functions by the banking system
our economy could not function. In sum, any threat to the banking system is a
threat to the intermediation process, private-sector liquidity, the payments

system and the United States economy.

Through the operations of a more efficient banking system, direct benefits
also accrue to individuals and society as a whole. Specifically, enhanced
economic efficiency results from increased competition among the providers of
financial services and the possible realization of economies of scale and
scope. Furthermore, an improved level of safety and soundness for the banking

system is a public benefit that can be expected to result from product

liberalization.



Because banks are special and essential to our economy, the government must
maintain a safe and sound banking system. To be safe and sound, the system
has to prosper. But, bank supervisors cannot order success. Prosperity can
be achieved only if a fair competitive structure is in place. Thus,
structural reform is necessary for banks to attract capital and to compete

effectively, at home and abroad.

In developing our study on structural reform, the FDIC established a number of

key objectives. Those objectives are:

0 Maintaining the safety and soundness of, and public

confidence in, the banking system.

o Enhancing banks® competitiveness and their ability to

respond to technological advances, both at home and abroad.

o Finding the simplest and least-costly way to achieve

financial restructuring.

o0 Promoting increased benefits for consumers by providing
the freedom to innovate and increase efficiency, thereby

giving consumers the best services at the least cost.

Given that banks and the banking system are special, we then need to ask what
is the least burdensome way for the government to protect that system. If the
bank itself can be made safe and sound by supervision, then supervision beyond

the bank is neither necessary nor desirable. Bank regulation and safety



supervision could be focused on the bank — and on the bank alone. The bank®s
owners, affiliates and subsidiaries would not be subjected to unnecessary and
costly regulation. Regulation could truly be on a functional and fair basis

— and the public would benefit from the efficiencies.

This leads us to IHE PIVOTAL QUESTION: Can a bank be insulated from those who
might misuse or abuse it? It focuses attention on the fundamental issue of
financial restructuring: Can we create a wall around banks that insulates
them and makes them safe and sound, even from their owners, affiliates and

subsidiaries?

Ne at the FDIC believe that such a wall can be achieved and that supervising
conflicts of interest is the key to an effective supervisory wall. Based on
54 years of supervisory experience, our professional supervisory staff
believes that conflicts can be regulated appropriately to ensure the safety
and soundness of banks. The tools needed for the "wall" are only a logical
extension of safeguards that exist now to protect banks from insider abuse and
conflicts of interest. The views of the FDIC professional staff with regard
to the regulatory powers needed to supervise such abuses and conflicts are

presented in our study. They are:

o First, retain the limitations on dealings with nonbank
affiliates contained in Section 23A of the Federal Reserve

Act and extend them to "nonbanking" subsidiaries of banks.

o Second, retain the new Section 23B, just passed by

Congress, which specifies that all transactions with


















