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ENHANCING THE ROLE OF COMPETITION IN THE REGULATION OF BANKS

-- United States --

1. Throughout the 1990’s, the United States banking industry has experienced dramatic legal and
structural changes which continue to redefine the business of banking, the financial services markets more
generally and the role of banks in the economy.  Among the many changes experienced in the U.S., the
banking system has witnessed a breakdown of geographic boundaries and product barriers.  Continuing
globalization of financial markets coupled with rapidly expanding technological advances, such as
electronic banking, have created a new competitive and evolving regulatory environment for banks.  In
response to these changes, Congressional initiatives continue to seek reform in the financial structure of
banks.

2. Greater competition in traditional banking products from nonbank financial service providers
coupled with the ability of many borrowers to directly access the capital markets has increased pressure
from banking interest groups to reform the banking system to allow banks to offer a greater array of
financial products and services.  This paper provides an overview of bank regulation in the U.S. and
follows with a discussion of the more significant rulings by federal regulators which have affected
competition in the banking industry.  As discussed below, rulings from the bank regulators have opened
the door for banking competition in an expanding range of financial products.  This environment led most
recently to the introduction of several financial modernization bills in Congress also discussed below.

I. Overview: United States Banking System

3. Much of the banking regulatory system in the United States functions under a dual banking
structure.  Both state and federal regulatory authorities are empowered by statute to charter banks, credit
unions and thrifts.  The type of charter a bank or thrift maintains -- state or federal -- and whether the bank
is a member of the Federal Reserve System, determines in varying degrees the regulation and regulators to
which the bank will be subject.  As a result,  many banks operate under two interrelated regulatory
systems.  The ability of banks to choose between federal and state regulators as their charter provider and
primary regulator, and the ability to convert from a state or federal charter, incents agencies to continually
reexamine their regulatory practices and procedures to enhance their ability to attract and retain bank
charters.  The result has been a steady stream of innovations that likely would not have proceeded as
rapidly or as effectively if the U.S. regulatory structure were governed by one monolithic regulator.  In
addition to fostering innovation, the dual banking system protects against overly rigid federal regulation
and supervision by allowing banks to choose from among more than one federal regulator.

II. Industry Regulators

4. Four primary regulating bodies oversee the activities of state and national banks and thrifts: the
Federal Reserve Board (the "Fed"), the Office of the Comptroller of Currency (the "OCC"), the Federal
Deposit Insurance Corporation ("the FDIC") and the Office of Thrift Supervision (the "OTS").  State
banking departments or commissioners also regulate and supervise state chartered banks.  Credit unions
are separately regulated by the National Credit Union Administration (the "NCUA").
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reserves.  Reserve requirements are set by the Fed under the Depository Institutions Deregulation and
Monetary Control Act (DIDMCA).  Required reserves are expressed as a fraction of deposits called the
reserve ratio which is set by the Board of Governors.  The DIDMCA phased in a new "standardized"
reserve requirement of 12 percent for "transaction" deposits (including NOW accounts), and 3 percent for
non-personal time deposits, subject to substantial emergency increase authority.  In 1990, the Fed reduced
reserve requirements from 3 percent to zero on nonpersonal time deposits and from 12 percent to 10
percent on transaction deposits.

Capital Adequacy

16. Another major regulatory development occurred in 1985 when regulators agreed on a formal
adoption of uniform capital adequacy requirements.  Since 1985 the capital rules have continued to be
refined to reflect a more precise measurement of risk and allocation of appropriate levels of capital.  In
1989 the federal banking agencies adopted substantially all of the provisions of the BASLE Capital
Accord, including the 8 percent minimum capital adequacy standards.2  Capital adequacy is viewed in
terms of continuing financial soundness, and is expressed as a ratio or percentage of total assets (or
liabilities).  In September 1996, U.S. federal regulators issued final rules to incorporate market risk into
bank capital standards.  Banks deemed to have inadequate controls for these risks may be required to hold
capital above the minimum requirements.  The Fed, OCC, FDIC and OTS jointly issued a final rule
implementing market risk capital standards effective January 1, 1998.3  The joint rule applies to "any bank
or bank holding company whose trading activity equals 10 percent or more of its total assets, or whose
trading activity equals $1 billion or more."  The agencies estimate that the rule will affect approximately
15 of the largest U.S. institutions.  The joint rule requires the measurement and application of capital
charges to market risk, and is independent from and in addition to the risk-based capital components
required in the original BASLE Accord.  Specifically, an institution must adjust its risk-based capital ratio
to take into account the general market risk of all positions located in its trading account and of foreign
exchange and commodity positions.

III. Interbank Arrangements Outside Formal Statutory Regime

17. Private interbank agreements serve as a disciplining alternative to federal regulations.  Viewed
by some as an alternative to bank regulation, these arrangements have in many ways succeeded in
imposing private, non-governmental discipline between banks.

Automated Teller Machine ("ATM") And Point of Sale Transactions

18. ATM networks involve cooperative arrangements among banks that are typically private in
nature and free from regulatory restraints.  An ATM network functions as a privately arranged switch for
bank transactions.  The network connects one bank’s ATM to another bank’s debit cardholder account
records, so that depositors can access cash, or make deposits, balance inquiries, or transfers at ATMs not
owned by the bank that holds their deposits.  Accordingly, ATM networks exponentially increase
depositors’ access to their accounts.

19. ATM networks can be national or regional.  Regional networks principally connect member
banks’ ATMs in more or less discrete geographical areas.  The boundaries of the regional networks often
overlap.  Many networks freely allow all of their member banks to belong to multiple networks.  The two
national networks, Plus and Cirrus, allow debit cardholders to access their accounts across the country and
even in other countries.  Member banks connect to the national networks directly, or via their regional
networks.  National network transactions tend to be more expensive than regional ones.  Moreover, the
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to branch nationwide except in states that opted out of interstate branching.  As a result, states can no
longer impose regional or reciprocal limitations on interstate BHC acquisitions.  12 U.S.C. §§ et. seq. 184.
All states became open to interstate branching unless they enacted statutes "opting out" of interstate
branching by June 1, 1997.  The Riegle-Neal Act also established aggregate deposit concentration limits
of 10 percent on a nationwide basis and 30 percent on a statewide basis for both interstate acquisitions of
banks by bank holding companies and interstate bank mergers.  This law has opened the door for further
consolidation for U.S. banking and depository institutions.

27. Riegle-Neal, by increasing competitive rivalry, will generally improve the quality and
availability of all types of financial services.  Interstate banking and branching will lead to more
competitive markets in which depository institutions will have to operate efficiently or exit the market.
Market concentration will be less of a problem because greater geographic mobility and the potential for
entry will constrain anticompetitive behavior.

V. Expansion of Securities and Insurance Related Activities of Banks

28. Historically, federal law limited the powers of national banks to those functions "closely related
to deposit taking and lending."  These limitations were designed to prevent the risks associated with
nonbank activities from undermining the safety and security of the deposit and payment systems.
Sections 16, 20, 21 and 32 of the Banking Act of 1933, more commonly known as the Glass-Steagall Act,
prevented banks from underwriting, selling or distributing securities, and at the same time prohibited
securities firms and brokerage organizations from receiving deposits like commercial banks.4  12 U.S.C.A.
§§ 24, 78, 377, 378(a), 335 and 221.

29. The Bank Holding Company Act prohibits a BHC from acquiring direct or indirect control over
any voting shares of any company that is not a bank.  There are several exceptions to this rule and the
BHC structure has been the vehicle by which banks could expand their reach into other financial markets.
Under section 4(c)(8) of the Act, the Fed may approve a BHC's acquisition or control of a nonbanking
company.  Under this structure, a BHC can control the stock of one or more commercial banks as well as
the stock of other non- banking entities that engage in businesses "closely related to banking."  BHCs use
section 4(c)(8) to engage in securities-related activities through their nonbank, "Section 20" subsidiaries.5

This corporate structure offers banks indirect access to broader financial markets while shielding the
banks' exposure to the liabilities of non-bank Section 20 affiliates thereby protecting depositors and the
insurance fund from the increased risks these activities entail.  If a BHC affiliate fails, the consequences
fall to the BHC and not to its banking affiliates.  As a result, BHC affiliates engage in a variety of
financially related activities such as securities trading, mortgage banking, a limited range of insurance
underwriting, personal property and real estate leasing and some management consulting.  In a series of
regulatory decisions by the Federal Reserve Board and the OCC, some of the largest money center banks
in the United States now are allowed to underwrite commercial paper, securitized mortgage backed
instruments, and even many corporate bonds and stocks, along with lending to support private placements
of securities.

30. In October 1996, the Fed issued final regulations that rescinded its Regulation R, which
implemented Section 32 of Glass-Steagall act, and removed various restrictions on the activities between a
firm engaged in securities underwriting and dealing covered under Section 20 of the Glass Steagall Act
and an affiliated state member bank.  Prior to its rescission, Regulation R prohibited officer, director and
employee interlocks between member banks and firms "primarily engaged" in underwriting and dealing in
securities.  In 1996, the Federal Reserve raised the limit on bank securities activities to 25 percent of
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Appendix:  Mergers and Other Competition Policy Issues in Banking
George Rozanski
Dan Rubinfeld8

February 10, 1997

35. During the last fifteen years the number of banks in the U.S.  declined steadily and significantly
from 14,478 in 1983 to 9,663 in 1996.  Surprisingly, over this fourteen year period, entry of 2,691 newly
chartered banks more than made up for the 1,453 banks that failed and exited.9  The net decline, therefore,
is the result of a wave of merger activity among U.S. banks which has had no parallel since the Great
Depression.  The number of bank mergers is only part of the story; equally significant is the fact that a
number of individual mergers during the 1990s ranked among the largest U.S. bank mergers ever, in terms
of the real value of the assets involved, and in terms of the share of total U.S. bank assets accounted for by
the merging banks (Rhoades 96a, 97; Nolle 95).

36. Among the reasons for the consolidation of banking activity in the U.S. are the relaxation of
restrictions on the geographic area that a bank can operate in, and elimination of other regulations that
may have served to shelter relatively inefficient banks from competition (Rhoades 96b, 97; Berger,
Kashyap, and Scalise 95).  An additional factor is the adoption of new information processing
technologies, which has increased the efficient scale of operation in some bank activities.  Some of these
same forces are at work in European and other countries, and a review of bank merger enforcement policy
in the U.S. may therefore be useful in assessing the role of competition policy in banking markets
worldwide.10

37. Authority in the U.S. to approve or disprove mergers rests with bank regulatory agencies.  These
include the Comptroller of the Currency (OCC), the Federal Deposit Insurance Corporation, the Office of
Thrift Supervision, and the Federal Reserve Board.  The question of which agency has authority over a
given proposed merger is determined on the basis of the type of institution that would result from the
merger.  The Federal Reserve Board or the OCC are the two agencies most often involved.  Bank
regulatory agencies are charged by U.S. banking laws with considering the possible competitive effects of
proposed mergers, and cannot allow mergers that threaten competition unless ?the anticompetitive effects
are clearly outweighed in the public interest by the probable effect of the transaction in meeting the
convenience and needs of the community to be served.?  (12 U.S.C. 1828(c)(5)(B)).  The Antitrust
Division of the Department of Justice reviews proposed mergers and reports its analysis of likely
competitive effects to the regulatory agency.  The Department can file a suit under U.S. antitrust laws to
block a bank merger, even if that merger has been approved by a bank regulatory agency.

Framework for Analyzing Bank Mergers

38. In reviewing proposed bank mergers that could affect consumers in the U.S., the Department of
Justice applies the methodology of the Horizontal Merger Guidelines (U.S. Department of Justice and
Federal Trade Commission, 1992) to analyze the likely effect of the merger on competition to supply each
product sold by each merging firm in each geographic area in which the product is sold.  The goal of the
analysis is to assess whether the merger could create or facilitate the exercise of market power, where
market power is defined as the ability of firms to increase price or reduce quality from competitive levels.
A merger could have anticompetitive effects by making it profitable for a leading firm to exercise market
power unilaterally, or by increasing the likelihood that firms in a market could successfully agree upon
and maintain a collusive outcome.
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out-of-market deposits is also important.  Studies in the U.S. have tended to support the view that
out-of-market capacity does not make a bank a significantly more vigorous competitor (Wolken and Rose
91, Pilloff 97).

48. Entry in local banking markets in the U.S. appears to be driven largely by factors such as the
growth of economic activity in the area and the current density of banks and branches, rather than by the
measured profitability of incumbent banks (Amel and Liang 97).  It seems unlikely that an entry decision
by a bank would turn on increased profit opportunities in a relatively small activity such as small business
lines of credit.  In addition, new entrants may require several years to establish themselves as effective
competitors to make small business loans, because of the importance of private information and
long-standing business relationships in this activity.  The possibility of exogenous entry is an important
factor to consider, but it may not be possible to count on quick and effective entry to counter the effects of
an otherwise anticompetitive merger.

49. Claimed efficiencies from a bank merger usually include substantial savings due to branch
closings (which could, however, bring with it the risk of harm to competition).  Additional efficiencies
might include consolidation of some "back-room" activities.  The important question for merger analysis
is the extent to which these savings could also be achieved through out-of- market mergers, or by relying
for some functions on third-party processors, who could potentially achieve economies by pooling the
activity of a number of banks.15  If so, they would not be counted as merger-specific efficiencies in the
merger analysis.

50. The hypothesis that the pricing of small business loans is determined by competition among
banks in local geographic markets in the U.S. has been tested empirically.  Although the available data are
imperfect and significant methodological questions can be raised about the different approaches of various
studies, measured profitability and pricing appear to be correlated with measures of market structure
comparable to those described above (Hannan 91, 97).16

Middle Market Loans

51. The analysis of competition in markets for lines of credit to medium-sized businesses in the U.S.
is distinct from the analysis of small business lines of credit and sometimes leads to a different conclusion.
Medium-sized businesses with annual sales in the range of ten million to 100 or 250 million dollars often
have yet to compile a history of performance that would allow them to access national capital markets on
favorable terms, so they remain dependent on bank financing.  Some small community banks that compete
effectively to extend credit to small businesses lack the ability to serve the credit needs of middle-market
customers, because of concerns about exposure to a single creditor.  Even though banks drawn from a
broader geographic area compete effectively to make loans to middle market businesses, the fact that
small banks are not participants in the market can sometimes imply that the structure of the market is
relatively concentrated.17

Consumer Bank Products

52. In the case of some important consumer bank products in the U.S. such as home mortgages, car
loans, and credit card loans and transactions services, distant banks and specialized non-banks have
demonstrated their effectiveness as competitors.  The analysis of consumer home mortgages and car loans
bears some similarity to the analysis of asset-backed loans made to businesses: the fact that the collateral
is relatively easy to evaluate explains the success of non- local suppliers.  Credit cards are marketed on a
national basis by direct mail and telephone.  Credit card issuers rely on credit histories assembled by
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current bank increased prices of some products in the cluster.  The cluster market approach appears to
understate competition in the market by ignoring the role of specialized providers of some services.

59. The cluster market approach may overstate competition in the market by wrongly inferring from
the existence of abundant competition to supply one product in the cluster that competition in other
product markets is sufficient.  For example, the Federal Reserve defines geographic markets in the U.S.
for the cluster based in part on commuting patterns.  This is sensible in the case of consumer banking
products, for which consumers consider services from banks located near their home or near their work to
be good substitutes.  But the resulting geographic markets are sometimes far larger than is appropriate to
analyze competition for many small business bank products, for which proximity of the bank to the place
of business is key.  In cases in which the structure of competition is not homogeneous throughout the
broad geographic market, the cluster market approach may miss adverse effects of the merger on local
competition.21,22

Tying and Bundling of Bank Products

60. Banks in the U.S. have been restricted from tying products or offering discounts on some
products conditional on the purchase of other products when the tying product that is discounted is a
"traditional" bank product.  These include loans, discounts, deposits, and trust services.  Banks are
presumed to have an advantage in offering these traditional products, and the concern is that banks could
exploit this advantage to disadvantage competitors in the sale of other products, such as brokerage
accounts or investment services.

61. Restraints imposed by a firm on the sale of complementary products are often procompetitive,
and the conditions under which it would be appropriate for a competition agency to prohibit tying or
bundling of bank products are somewhat restrictive.  One useful economic model recognizes the
possibility that the tie may foreclose sales opportunities to competitors in the market for the tied product,
and harm competition by denying competitors the opportunity to achieve economies of scale (Whinston
90).  In order for this model to be applied to banking, it is necessary to conclude that an individual bank
has market power in the sale of some traditional bank product, and that the cost structure for the tied
product is characterized by significant economies of scale over a wide range of output. 23

Line of Business Restrictions

62. Banks in the U.S. are restricted in their ability to compete to sell securities, insurance, and real
estate; some other countries apply similar restrictions.  One rationale for restricting the activities of banks
is that it facilitates the task of regulators in auditing banks.  A second rationale is that restricting banks
from diversifying into areas outside of their expertise eliminates the possibility that a bank would be
tempted to take greater risks in its banking activities to offset losses in its non-banking activities.  In
principle, there is a trade-off between the public policy objective of ensuring the safety and soundness of
banks, and the desire to promote competition in other activities.  This calculus is more difficult if, absent
the participation of banks, competition in these other activities is limited, or if banks could exploit
significant economies of scope and be relatively efficient competitors in these other activities.
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Notes

1 Reserve banks are quasi-governmental corporate entities comprised of stockholder member
banks.

2 The OCC requires at least $1 million of initial capital for a national charter.  The Fed requires
the same for membership.  The FDIC also now requires $1 million of capital for a new insured
bank or savings institution.

3 Risk-Based Capital Standards:  Market Risk, 61 Fed. Reg. 47,358 (1996) (to be codified at 12
C.F.R. 3, 208, 225 and 325).

4 Section 16 applies only to national banks and state Federal Reserve member banks and
established three limitations on commercial bank securities activities: (1) the purchase and sale
of certain equity securities is limited to transactions for bank customers; (2) the purchase and
sale of debt securities is limited to "investment securities," the definition of which has been
specifically limited through regulations issued by the Comptroller of the Currency and (3)
commercial banks may only underwrite and deal in U.S. Treasury and governmental agency debt
obligations, and general debt obligations of state and local governments.

Section 20 applies to national banks, state Federal Reserve member banks, and their corporate
affiliates -- a national bank subsidiary, a holding company parent of the bank, and a non-bank
subsidiary of the holding company -- and bars such entities from "affiliating" with organizations
"engaged Principally" in the investment banking business.

Section 21 prohibits any persons engaged in the business of issuing, underwriting, selling, or
distributing securities from engaging at the same time in deposit-taking "to any extent
whatever."  This section recognizes the same three exceptions to the broad prohibition against
commercial bank involvement in securities activities noted in the discussion of section 16, and
in fact extends these restrictions to state banks that are not members of the Federal reserve
System.

Section 32 prohibits interlocking management between national banks and other Federal Reserve
System member banks, and firms "primarily engaged" in the securities business. This section is
intended to eliminate the potential for conflicts of interest that could adversely affect both
depositors and the public investors.

5 Section 20 prohibits a bank from establishing or acquiring a non-bank subsidiary if they are
engaged principally in any of the activities listed in this section.

6 The Comptroller has outlined several safeguards for operating subsidiaries to ensure that their
activities will not have adverse effects on national banks.  In order to prevent conflicts of
interest, the regulation applies sections 23A and 23B of the Federal Reserve Act to banks’
relations with their subsidiaries.  These Sections impose lending limits and require arm’s-length
dealings between banks and their nonbank affiliates.  In addition, to eliminate confusion between
a bank and its subsidiary, the Comptroller requires a separate facility and name and clear
disclaimers identifying which activities are and which are not insured by the FDIC.  Both the
subsidiary and the bank establishing the subsidiary are required to be adequately capitalized.  In
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addition, the bank’s investment in the subsidiary is limited to ten percent of the bank’s capital
and this investment does not count toward the bank’s capital requirements.

7 National banks are still prohibited from engaging in general underwriting of securities other than
their own.

8 Mr. Rubinfeld is Deputy Assistant Attorney General (Economic Analysis) and Mr. Rozanski is
Chief of the Economic Regulatory Section at the Department of Justice’s Antitrust Division.  The
authors would like to thank Robert Adams, Joseph Burns, J. Robert Kramer, Constance
Robinson, Stephen Rhoades, and Sally Van Siclen for helpful comments, and Naomi Feldman
and Ann Plamondon for their assistance.

9 NIC Data base, Board of Governors of the Federal Reserve System

10 Description and some discussion of changes in regulations and other forces relevant to the
competitive analysis of banking markets in Europe can be found in Gual and Neven (92), and
Dermine (93).

11 The practices and preferences of U.S. small businesses in obtaining credit are reported in Cole
and Wolken (95), and Cole, Wolken, and Woodburn (96).  Based on a 1988 survey of small
businesses, the median size line of credit loan was eighty thousand dollars; the mean was 260
thousand dollars (Denis, Dunkelberg, and Van Hulle 88).

12 Transaction services include the provision of currency and coin, acquisition of credit card
receipts, night deposits, and electronic funds transfers.

13 Wells Fargo & Co., a California bank, initiated a strategy in 1995 of marketing lines of credit to
small businesses nationwide using direct mail.  Some other banks have imitated this strategy
(Oppenheim 96, 97).  More recently, Wells Fargo has solicited applications through its web
page.

14 In the case of a market such as that for small business lines of credit in which suppliers are
significantly differentiated based on their locations, competitive interactions among firms
located along a geographic continuum may imply that the geographic market is much larger than
is indicated by the strong preferences of customers for local sources of supply.  Each firm is
constrained only by the few competitors in its immediate neighborhood, but the effects of
competition at one end of the spectrum may be transmitted from local area to local area and may
be felt at a great distance.  In theory, however, even if there is no break in the geographic  ?chain
of substitutes,? the exercise of market power over a limited portion of the spectrum may be
profitable because the profits that can be earned by increasing price to inframarginal customers
who lack good alternatives more than makes up for the loss of business at the margin (Werden
and Rozanski 94).  In the case of bank loans, the possibility of price discrimination simplifies the
analysis, and may make it possible to define geographic markets that are quite narrow.  Price
discrimination in the case of small business loans is likely to be a successful strategy: significant
arbitrage among borrowers is implausible, and banks can use information obtained in the loan
application process to develop good information about the willingness of customers to substitute
toward other suppliers.  Banks can meet competition at the margin by lowering prices selectively
to some customers.
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branches or subsidiaries of some foreign banks will be effective competitors in local geographic
markets for some banking products.  The fact of such competition is not sufficient to conclude
that bank mergers will not have substantial anticompetitive effects in local markets for other
banking products, however.

23 The analysis is further complicated by the observation that, if economies of scale in the tied
product are very important, it may be efficient to have fewer competitors.
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