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Beyond Fannie and Freddie, much of the financial crisis was focused on Wall Street, specifically among

the investment banks, such as Bear Stearns, Lehman Brothers, and Merrill Lynch. Interestingly enough,
these investment banks were also unable to choose their regulator. They had no choice but to subject
themselves to supervision from the Securities and Exchange Commission (SEC). Even those broker-
dealers that were part of a bank holding company, and subject to Federal Reserve supervision at the
holding company level, were unable to choose a primary regulator other than the SEC.

So who can choose to switch regulators? First, there is the choice between becoming a thrift or a
commercial bank. For thrifts, the primary regulator is the Office of Thrift Supervision (OTS). Thrifts may
also be state-chartered. In the case of commercial banks, the choices get a little more interesting. If a
commercial bank is nationally chartered, its primary regulator is the Office of the Comptroller of the
Currency (OCC). A state-chartered bank, in addition to being regulated by the state banking agency, will
also be supervised by the Federal Reserve, if it is a member of the Federal Reserve System ,and by the
Federal Deposit Insurance Corporation (FDIC) if it is not a member of the Federal Reserve System and
maintains federal deposit insurance. It is vital to keep in mind that any bank or thrift offering federally
insured deposits, which since the demise of state-run deposit insurance, covers essentially all banks and
thrifts, is subject to the supervision of the FDIC, if that entity wants to maintain federally-backed deposit
insurance.

In order for charter-shopping (and its alleged “race-to-the-bottom” in supervision) to be a viable
explanation for the recent financial crisis, then charter-shopping must also be a viable option for those
entities at the center of the crisis. Viewing charter-shopping solely from a legal standpoint indicates that
the statutory framework of federal financial regulation greatly confines charter-shopping to a narrow
range of institutions. The simple truth is that the worst-performing US institutions at the very center of
the crisis lay outside that narrow range, having no choice in their regulator.

But let us move beyond the statutory framework, for if the recent financial crisis taught us anything, it is
that regulators can often find creative methods for going well beyond the letter of the law.

Competition as A Discovery Process

One of the implicit assumptions behind the “race-to-the-bottom” theory of multiple bank charters is that
regulators, or politicians, know, ex ante, the appropriate form and substance that bank regulation should
take. The argument, simply, is that it is a lack of will, or a response to perverse competitive incentives,
rather than a lack of knowledge, which results in regulatory failures such as the recent financial crisis. Or
as Professor Ernst Baltensperger, of the University of Bern, has argued with respect to capital regulation,




- Lombard Street

the “race-to-the-bottom” analysis assumes “that all necessary ingredients to quantitatively determine the

socially optimal capital requirements are known.”” The performance of the Basel standards during the
recent crisis should force us to discard such an assumption. Should we really expect the “quants” at our
regulatory agencies to forecast any better than those in the private sector?

As Friedrich Hayek so insightfully recognized, “competition is...first and foremost a discovery procedure.”
Hayek goes onto argue that:

“there is no pre-determined range of known or ‘given’ facts which will ever all be taken into
account. All we can hope to secure is a procedure that is on the while likely to bring about a
situation where more of the potentially useful objective facts will be taken into account than
would be done in any other procedure which we know.>”

This insight applies to the substance and performance of regulation, as much as it does to the market
process. If one has any doubts as to whether there is a disagreement over how best to regulate financial
institutions, especially those considered “too big to fail”, one only need to watch any of the recent
hearings and mark-ups occurring in the House Financial Services Committee. While politics certainly plays
a role, more important are the very basic disagreements as to the interpretation of certain facts and
causal relationships leading up to the recent financial crisis.

Of course, when one feels strongly about one’s position, and senses an urgent need for action, debate
and discovery can appear more a nuisance than an asset. Who needs discovery when you already have
the answers? Such an attitude characterizes the position of Treasury Secretary Timothy Geithner and his
argument for regulatory consolidation. Instead of seeing the perspectives of Sheila Bair, John Dugan,
John Bowman or Ben Bernanke as valuable insights into the regulatory debate, Secretary Geithner
appears more intent on labeling these “dissenters” as simply protecting their turf. Having spent a number
of years as staff on the Senate Banking Committee, it has very much been my experience that members of
that Committee lack a deep knowledge and understanding of financial markets. Creating a single bank
regulator, under the supervision of the Treasury Secretary, would deprive Congress and the public of a
much needed diversity in views on bank regulation.

Let’s go to the Data

Ultimately, whether the ability of banks to choose their regulator leads to a “race-to-the-bottom” in
supervision and enforcement is an empirical question. Unfortunately there is a not a large empirical

? Baltensperger, Ernst, “Competition of Bank Regulators: A More Optimistic View,” FinanzArchiv 59(2003): 330-335.

3 Hayek, Friedrich, Law, Legislation and Liberty, Vol. 3. University of Chicago Press. 1979.
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literature on the question. Luckily however, there is one careful, peer-reviewed study by Professor

Richard Rosen, at Indiana University, that asks this very question®.

Rosen tested a number of hypotheses relevant to the present discussion. First, there is the possibility
that banks choose a regulator with greater expertise in the type(s) of lending in which that bank
specializes. For instance, banks specializing in consumer lending are more likely to seek a charter from
the OCC, while banks that specialize in commercial and industrial lending are drawn toward the Federal
Reserve, and those specializing in real estate construction choose the FDIC. And, of course, the OTS has
long attracted institutions specializing in mortgage finance. Professor Rosen finds that a powerful
predictor of whether a bank switches its charter is an increase in the type of lending in which institutions
under that charter specialize. For example, an increase in a bank’s consumer lending activity is a good
indicator of whether that bank will switch its charter to the OCC from another regulator.

Of course, specialization by regulators may not be in the public interest. Specialization could simply be an
avenue for attracting additional charters, or regulators may choose to be especially “lenient” in that area
of lending. Rosen directly tests this possibility by examining the risk profile of banks before and after they
switch charters. His finding is that banks that switch charters saw little change in risk while showing
significant increases in return, suggesting the switch results in an increase in efficiency for the bank’s
operations.

In addition to Professor Rosen’s econometric analysis, it is useful, in gauging the extent of competition
among regulators, to examine just how many institutions are changing their charters and in what manner
they are changing charters. Part of the narrative presented by Treasury Secretary Geithner is an
argument that the OTS has been the “weak link” in our regulatory system. Such a narrative would imply
that the OTS would be witnessing a substantial number of institutions switching to the thrift charter, as
well as the OTS gaining “market share” at the expense of other regulators. Secretary Geithner’s
hypothesis is, however, not supported by aggregate trends in charter-switching. For instance, over the
past ten years, from 1999 to 2008, there were 164 financial institutions that switched from the thrift
charter and 119 that switched to a thrift charter representing a net loss of 45 institutions regulated under
the supervision of the OTS>. This trend is even more exaggerated when judged by the value of assets
represented by those charters. Institutions converting to a thrift charter during this time have assets of
$223 billion, while those switching from a thrift charter held assets of $419 billion. If market share is an

* Rosen, Richard, “Is Three a Crowd? Competition Among Regulators in Banking,” Journal of Money, Credit and Banking 35,
#6(Dec. 2003): 967-998.

> Bowman, John, Testimony before the Committee on Banking, Housing and Urban Affairs, United States Senate, August 4,
20009.
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indicator of competitive success, then the OTS’s loss of market share over the last decade should be a

clear sign that the OTS was not the most competitive agency in terms of attracting entities to its charter.
It is also worth noting that those institutions switching from a thrift charter represented only about 10
percent of federally chartered thrifts. While competition is most intense at the margin, there seems to be
little evidence that charter switching is a prevalent activity among federally chartered banks and thrifts.

Although the actual level of competition among bank regulators appears quite low, the existing level may
provide benefits both in motivating regulators and in allowing banks to sort toward regulators more able
to enhance the efficiency of their operations. Competition can provide some check on abusive behavior
by regulators®. There are few industries as heavily regulated as banking, with a degree of
micromanagement almost unheard of in other sectors of a market-based economy. Banking regulation
also differs from other forms of economic regulation in the US in that banks have much fewer due process
protections that other regulated industries. Many decisions by bank regulators are exempt from judicial
review to an extent unseen in other areas. Accordingly, allowing charter switching can provide regulated
entities with some protection from arbitrary and capricious decisions on the part of regulators.

Competition can also help to reduce “shirking” on the part of regulators. A small body of literature has
begun to model and test to what degree regulators prefer a “quiet life.”” One manifestation of regulators
wanting a “quiet life” is discouraging banks from having complex portfolios or making substantial changes
in existing activities. While on some level, complexity and change demand the attention of examiners,
complexity and change can also reduce the overall risk of a bank’s portfolio. For instance banks may use
credit default swaps to reduce the credit risk in their bond or loan holdings. Doing so, however, would
require examiners to have some understanding of these instruments. In the absence of regulatory
competition, it would be far easier for regulators to simply prohibit banks from entering into complex
transactions that could reduce risk rather than exerting the effort to understand such transactions.

How Competitive is the “dual banking” system?

While the Obama proposal makes no mention of changing our dual banking system, commentators often
point to this system as the real source of competition in our bank regulatory system®. As Henry Butler

6 Greenspan, Alan, Testimony before the Committee on Banking, Housing and Urban Affairs, United States Senate, March 2,
1994.

’ Berger, Allan, and Timothy Hannan, “The Efficiency Cost of Market Power in the Banking Industry: A Test of the ‘Quiet Life’
and Related Hypotheses.” Review of Economics and Statistics 80(1998): 454-465.

® Scott, Kenneth, “The Dual Banking System: A Model of Competition in Regulation,” 30 Stanford Law Review. 1977.
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and Jonathan Macey have arguedg, however, there is substantial reason to doubt the claim that the dual

banking system offers much in the way of competition.

Since the failure of the Ohio and Maryland state thrift deposit insurance schemes in the 1980s, there is
essentially no viable alternative in the deposit-gathering business to procuring deposit insurance offered
by the FDIC. The import of this fact is that regardless of an institution’s charter, and its primary regulator,
if that institution wants to participate in federal deposit insurance, it will have to abide by the rules of the
FDIC™. While the focus of supervision by the FDIC is the protection of the deposit insurance fund, its
rules on minimum reserves, asset and lending restrictions, and other prudential requirements impose a
considerable amount of uniformity in regulation across lenders.

The FDIC is not the only federal regulator that imposes a degree of uniformity across state- chartered
institutions. Under the Bank Holding Company Act, the Federal Reserve maintains considerable
supervisory powers over the activities of any company maintaining a bank subsidiary. These powers
extend to holding companies, regardless of whether the bank subsidiary is a state or national bank, or
whether the subsidiary is a member of the Federal Reserve system or not. While the Bank Holding
Company Act is not without its limitations, the powers it conveys to the Federal Reserve result in a
considerable degree on uniformity in the regulation of state-chartered institutions.

Did the OTS miss the boat?

One of the rationales offered for consolidating regulators is the need to end the perceived failures of the
OTS. This perception rests, in part, upon the observation that both AlG and Countrywide owned thrifts at
the time of their failure. In addition, the failure of thrift IndyMac was one of the largest bank failures to
date. Not long after came the failure of Washington Mutual (WaMu). Therefore, the OTS must have been
the weak link.

However, both AIG and Countrywide acquired federally chartered thrifts late in the game; their failures
were already “baked in the cake” long before they acquired thrifts. Their thrift subsidiaries were also very
small parts of their balance sheets. And in neither case did their failure result from their thrift
subsidiaries.

° Butler, Henry, and Jonathan Macey, “The Myth of Competition in the Dual Banking System,” Cornell Law Review 73(1988):
677.

10 Weinberg, John, “Competition Among Bank Regulators,” Federal Reserve Bank of Richmond Economic Quarterly, 88/4 Fall
2002.
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In relation to IndyMac and WaMu, the entities regulated by the OTS specialize in mortgage finance; hence

it should not be surprising that in the aftermath of a housing bubble, those engaging in mortgage finance
fail at a greater rate. More importantly, neither the failure of IndyMac or WaMu cost the taxpayer a
dime. The market disruption from their failures was minimal.

Prior to the savings and loan crisis, when there really was a significant difference between bank and thrift
charters, thrifts could not choose to maintain their current business model and also flip charters, yet that
lack of regulatory competition did nothing to help avoid the S&L crisis.

Since the case for eliminating the OTS is weak, there is an easy solution to address concerns regarding
charter shopping: require the FDIC to base deposit insurance premiums on the historical and expected
losses by charter. One could also require the FDIC to base premiums upon the location of the bank as
well. There’s no reason for the rest of the country to subsidize the risky behavior of California-based
mortgage lenders.

The failure of OTS-regulated institutions may reflect more deficiencies in the nature of the thrift charter
than poor supervision by the OTS. For instance, the core feature of the thrift charter, the qualified thrift
lender test, requires thrifts to maintain at least 65 percent of their portfolio in housing-related or other
qualified assets. Although some non-housing assets can be used to meet that test, it is clear from the
structure of the charter that Congress intended for thrifts to be lenders heavily specialized in housing
finance. Given the frequency and cost of housing bubbles in the US, Congress should instead re-visit the
notion of directing so much of our financial system into housing. The worst outcome would be to
eliminate the OTS but retain the thrift charter, for such would maintain the excessive concentration of
lending going to housing while reducing the available regulatory expertise needed to manage that
concentration.

International Experience

The recent financial crisis was not one solely confined to the United States. Financial institutions around
the world failed. Additionally, many countries witnessed housing bubbles during the last decade. In
several countries, such as Spain and Ireland, the size of the housing bubble exceeded that of the US.

One major difference between the US and other developed countries is presence of multiple bank
regulators in the US. In fact, only three developed countries have multiple bank supervisors: the United
States, Germany and Liechtenstein®*. And only in the US is there any real level of competition between

! James Barth, Gerard Caprio and Ross Levine, Rethinking Bank Regulation: Till Angels Govern. Cambridge University Press.
2006.
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bank regulators. If this was a crisis driven by competition among bank regulators, then most of the world

would have been spared.
Opportunity Cost of Reform

Perhaps the strongest argument against a consolidation of banking regulatory agencies is that the energy
and effort required by Congress to draft and pass such legislation, comes at the expense of passing
legislation that would actually minimize the frequency and severity of future financial crisis. While both
Congress and the Obama Administration have expressed the belief that there is no trade-off, that
Washington can do everything at once, the truth is clearly different. Although Congress often pretends
that the basic laws and postulates of economics do not exist, Congress is not exempt from these
constraints. As former staff on the Senate Banking Committee, | recall the effort involved in merging the
Office of Federal Housing Oversight and the Federal Housing Finance Board into a single regulator.
Getting all the pieces right will require substantial attention from both Senate Banking and House
Financial Services. There are only a handful of staff on either committee with the expertise to
competently craft such a bill. As there is a limited window of time to pass politically difficult reform
measures, such as re-structuring Fannie and Freddie, the resources of Congress would be best spent on
efforts other than regulatory consolidation.

Conclusions

One can almost set a clock by the pattern. The U.S. experiences a financial crisis, often driven by
speculative activity in real estate, and many voices in Washington offer regulatory consolidation as a cure.
This time has been no different. Unlike the last time in 1994, when the Senate Banking Committee alone
held five days of hearings on the topic, we now have both rigorous empirical testing and high profile data
points refuting a “race-to-the-bottom” theory of competition among bank regulators. The fact is that
those institutions at the very center of the crisis had no say in the choice of their regulator. In addition
other countries with consolidated supervision also experienced financial crisis. The one constant,
however, across both countries in the recent financial crisis, and the US during its last banking crisis, is the
role of speculative real estate bubbles. Both Congress and US financial regulators would be better served
focusing attention on reducing the frequency of real estate bubbles than spending precious time re-
arranging boxes on the regulatory chart.
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Spelling Regulatory Reform:
Restructuring our alphabet soup of
financial regulators1

Martin Baily?

Introduction

The current financial regulatory landscape is littered with a veritable New Deal lexicon of regulatory
agencies, which is ironic given that their collective failure failed to prevent the worst financial crisis since
the Great Depression. From OTS and OCC, to FDIC and SEC, our regulatory landscape is fragmented
amongst institutions overseeing their own bits and pieces of our financial system, in some instances
overlapping their authority, while in others leaving gaping holes. Ultimately, this balkanized alphabet
soup of regulators has spelled disaster.

These regulatory failures were part of a larger puzzle, and crystallized the need for system-wide and
fundamental regulatory reform in an effort to prevent the occurrence of another financial crisis of similar
magnitude and duration. Ultimately, the goals of any reform process should be to formulate a regulatory
system that is more accountable, employs greater expertise, and closes gaps in regulatory coverage, all
while maintaining the flexibility necessary to keep pace with industry growth and innovation.

This piece will examine the current efforts to restructure the financial regulatory system in order to make
it more efficient, transparent and stable. It is structured as follows: a discussion of regulation by objective,
whereby different regulators take responsibility for different objectives; an exploration of the optimal
structure for achieving these desirable objectives; and conclusions, noting that structural reform is
necessary but not sufficient to avoid another crisis. Strong regulatory performance and complementary
fundamental reforms are essential to complete the picture.

! This paper is based on testimony to the Senate Banking Committee on September 29, 2009.
http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore id=0c5f753a-9cef-4511-8e6b-ea509eee36c7.

% Martin Baily is a Senior Fellow in Economic Studies, the Bernard L. Schwartz Chair in Economic Policy Development and
Director of the Initiative on Business and Public Policy at the Brookings Institution. He is co-chair of the Pew Task Force on
Financial Reform. The author would to thank Joan Riggs, Associate with the Pew Financial Reform Project for her work on this
piece.
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The objectives approach to regulation

Objectives-based regulation, which has been implemented successfully in other economies, has three
important elements: safety and soundness regulation, systemic risk oversight, and consumer/investor
protection. While multiple ideas have surfaced with regard to reorganizing the regulatory structure, key
to reform success are increased effectiveness and accountability, and an independent Fed.

Objectives of Regulation

The Blueprint for financial reform prepared by the Paulson Treasury proposed a system of objectives-
based regulation, an approach that is the basis for successful regulation in Australia and other countries
overseas. The White Paper prepared by the Geithner Treasury did not use the same terminology, but it is
clear from the structure of the paper that their framework is an objectives-based one, as they lay out the
different elements of regulatory reform that should be covered.

There are three major objectives of regulation:

e First is the micro-prudential objective of making sure that individual institutions are safe and
sound. That requires the traditional kind of regulation and supervision — albeit of improved
quality.

e Second is the macro-prudential objective of making sure that the whole financial sector retains its
balance and does not become unstable. That means someone has to warn about the build-up of
risk across several institutions, and take regulatory actions to restrain lending used to purchase
assets whose prices are creating a speculative bubble.

e Third is the conduct of business objective. That means watching out for the interests of consumers
and investors, whether they are small shareholders in public companies or households deciding
whether to take out a mortgage or use a credit card.

An objectives-based approach to regulation assigns responsibilities for these three objectives to different
agencies. The result is clear accountability, concentration of expertise, and no gaps in coverage of the
financial services industry — even as its structure changes and new products, processes and institutional
types emerge. No other way of organizing regulation meets these important criteria while avoiding an
undue concentration of power that a single overarching financial services regulator would involve.

It is important to remember that how we organize regulation is not an end in itself. Our plan must meet
the three objectives efficiently and effectively, while avoiding over-regulation. In addition for objectives-
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based regulation to work, it is essential to use the power of the market to enhance stability. Many of the

problems behind the recent crisis — executive and trader compensation, excessive risk-taking, obscure
transaction terms, poor methodologies and conflicts of interest — could have been caught by the market
with clearer, more timely and more complete disclosures. It will never be possible to have enough smart
regulators in place that can outwit private sector participants who really want to get around regulations.
An essential part of improving regulation is to improve transparency, so the market can exert its discipline
effectively.

The independence of the Federal Reserve

In applying this approach, it is vital for both the economy and the financial sector that the Federal Reserve
has independence as it makes monetary policy. Experience in the US and around the world supports the
view that an independent central bank results in better macroeconomic performance and restrains
inflationary expectations. An independent Fed setting monetary policy is essential.

What structure best meets the objectives of financial regulation?

In order to prevent overlapping jurisdiction, as well as regulatory gaps, a single micro-prudential regulator
is needed to effectively manage the regulatory system as the financial sector evolves over time. In the
macro-prudential sphere, the Fed is best positioned to monitor and respond to systemic risk.

Regulatory performance must be improved regardless of where it is done.

Under the current regulatory system, financial institutions are regulated primarily based on the specific
legal forms they choose for their various divisions. Those legal forms, in turn, are determined by what
institutions think will work best to achieve their strategic goals given the tax, regulatory and legal
environment. The result has been a thriving market of regulatory competition. While competition in the
private sector is the lifeblood of our economy, driving innovation, growth and consumer choice, it is
unclear that regulatory competition is beneficial. It can, as we have seen, result in a de facto race to the
bottom as financial institutions seek out the most lenient regulator that will allow them to engage in the
riskiest behaviors that they desire, ultimately with other people’s money. Not everyone agrees that
institutions’ ability to choose their regulatory leads to regulatory arbitrage. In recent Congressional
testimony, Acting Head of the OTS John Bowman argued that institutions large and small change
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regulators for a number of legitimate business reasons.> That may be so, but our costly experience with

AIG seems rationale enough to limit the opportunities.”

Regardless of who is doing it, there must be improved performance in the supervision and regulation of
financial institutions There were rooms full of regulators sitting in all of the large regulated financial
institutions prior to the crisis, and they failed to stop the crisis. This means there should be more
accountability for regulators, so that they are censured or removed if they do not perform the role they
were hired to do. It means they should be better paid. It seems paradoxical to reward a group that did not
do so well historically, but if we want better regulators, then they must receive salaries that make these
jobs attractive to high quality people: those who can understand complex institutions and products, and
who may have the option of earning high incomes in the private sector. Adequate training must be
available. Better quality regulation is a “must-have” of financial reform and must be part of the legislation
now being considered. A lot of improvement can be made even under existing legislation if regulators
have the incentives and abilities to do their jobs.

Some people argue that regulation has been the cause of the problem, and that if the government were
removed from the equation then the financial sector would regulate itself, with weak companies failing
and the strong companies surviving. Overall, | am a strong supporter of letting markets work and letting
companies fail if they cannot be efficient or innovative. This includes financial institutions that should be
allowed to fail if they do make bad decisions and fail to meet the market test. The financial sector has
unique features that make it different from most other industries, however. Failure in one institution can
spill over to others and problems in the financial sector can rock the whole economy, as we have seen in
this crisis.

The case for a consolidated micro-prudential regulator for the financial sector

Because most of the large financial institutions participate in several lines of business, they are at present
regulated by more than one agency. In such a system it’s easy to see how regulators would have a
difficult time keeping track of the safety and soundness of a financial institution as a whole, given their
narrow focus on a particular division. And it is even easier to see how some divisions, or even entire
institutions, might escape regulation altogether. Even if the agencies themselves were well staffed and

® Statement of John E. Bowman, Acting Director, Office of Thrift Supervision.
http://www.house.gov/apps/list/hearing/financialsvcs dem/bowman - ots.pdf

* Phil Mattingly, “Financial Regulations: Running the Risk,” CQ Weekly, June 8, 2009.
http://www.cg.com/display.do?dockey=/cgonline/prod/data/docs/html/weeklyreport/111/weeklyreport111-
000003136740.html@allnews&metapub=CQ-WEEKLYREPORT&searchindex=1&seqNum=1
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funded — a fact widely disproven by our experience with this crisis — the fragmentation of the overall

regulatory system would remain a severe and potentially fatal flaw.

With a single micro-prudential regulator this would no longer be the case -- it would absorb the majority
of the myriad of acronyms (regulators from OTS, OCC, SEC, and even the Fed). Dispensing with the OTS
and OCC entirely, the FDIC would maintain responsibilities limited to the deposit insurance program. The
SEC would continue to have a very important role as a protector of the interests of shareholders, a
bulwark against insider trading, market manipulation, mis-selling and other practices that can undermine
our capital markets. There is a case for giving the SEC additional authority to provide consumers
protection against financial products that are deceptive or fraudulent; thus the SEC would consolidate its
operations to function as the conduct of business regulator, ideally assuming the responsibilities of the
Consumer Financial Protection Agency (CFPA) outlined by the Treasury Department.

The financial sector does not stand still. It evolves and innovates, and new institutions and products are
born. A single prudential regulator with the necessary staff and skills would be best positioned to evolve
along with the industry and adapt regulation to a changing world. Having a single prudential regulator
would make it much easier to avoid gaps in regulation and discourage the kind of regulatory evasion that
contributed to the crisis. It would also reduce the regulatory burden on financial institutions because it
would avoid much of the duplication that now exists.

A single prudential regulator would supervise and regulate institutions large and small, and be able to
maintain a level playing field for competition. It would be able to examine all of the activities of the large
global banks and make sure they were not accumulating excessive risks through a combination of
activities in different parts of their business.

An effective single prudential regulator acting as a cop on the beat could actually increase the level of
effective competition among private companies in the financial sector, thus making the private market
work better. In addition, it would be very important that the mandate of the single prudential regulator
include the promotion of innovation and economic growth. The US financial sector has been one of the
strongest in the world and has been one of our major exporters. Prior to the crisis there was great
concern that the New York financial markets were losing their global competitive position—see, for
example, the Bloomberg-Schumer report. The goal of sustaining a dynamic and competitive sector
remains vital.

There are, no doubt, lessons to be learned from consolidation efforts in other economies. Australia’s twin
peaks approach, with effective prudential and consumer-protection regulators, enabled its economy to
weather the financial crisis better than many other developed countries. Likewise, Canada’s system of
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strong prudential regulation is considered to be efficient, independent, and well-functioning. On the

other hand, the UK consolidated system, instituted in haste in an effort for broad reform, remains
plagued by its failure to institute comprehensive structural integration. The thoughtful process of reform
followed in Australia and Canada was bypassed during the hurried UK transition, leaving UK’s economy
vulnerable during the financial crisis.’

The Federal Reserve as systemic risk monitor or regulator

Another advantage of creating a single federal prudential regulator is that it would enhance the
independence of the Federal Reserve in making monetary policy. It gets the Fed out of the regulatory
business and lets it concentrate on its main tasks. Chairman of the Federal Reserve Ben Bernanke has
testified that he would like to see this micro-prudential authority for the systemically important
institutions within the Fed. The record of the Fed as a regulator of bank holding companies is not very
good, however. Several of the bank holding companies under Fed supervision faced severe problems in
the crisis — its micro-prudential regulation was ineffective. In the past, bank regulation has existed as
something of a poor relation at the Fed compared to the making of monetary policy. The Fed’s
institutional focus is rightly on monetary policy, and micro-prudential responsibility would ultimately
serve only as a distraction.

Instead the Fed is in a unique position to take on the macro side of prudential regulation, that of the
systemic risk regulator, a responsibility that would well suit its purview of the overall stability and
performance of the macro economy. The strong performance of the Fed in managing this crisis strongly
suggests that this institution should be the primary systemic risk monitor/regulator. Moreover, this role is
a natural extension of monetary policy, which can be thought of as the monitoring of, and response to,
macro-economic developments. It fits with the dominant culture of economists and the Fed’s strong
tradition of independence, which are both needed for systemic risk management to be effective.

For monitoring the economy and for making monetary policy the Fed needs, among other things, quick
access to a broad base of financial information. Currently, the regulatory reporting is primitive. More
complete, relevant and real time data should be available to all federal financial regulators.

> Adriane Fresh and Martin Baily, “What does international experience tell us about regulatory consolidation?” Pew Financial
Reform Project Briefing Paper # 6

http://www.pewfr.org/admin/task force reports/files/Fresh-Baily-International-FINAL.pdf
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To respond to specific systemic risks, the Fed needs another instrument in addition to its control over

short-term interest rates. | suggest that Congress should grant the Fed the power to adjust minimum
capital, leverage, collateral, and margin requirements generally in response to changing systemic risks, in
addition to the specific power it has had to adjust margin requirements in stock trading since the Great
Depression. The micro-prudential regulator would set basic minimum standards. The Fed would adjust a
“multiplier” up or down as systemic circumstances required. This additional power should be used rarely
and in small increments; recall how the Volcker-Carter credit restrictions stopped the US economy on a
dime in 1980.

Conclusions

A single strong agency would meet the objective of micro prudential regulation of all financial institutions
that were subject to regulation and supervision. It would work with state regulators, especially to make
sure that the abuses that contributed to the crisis could not be repeated. It would work closely with the
conduct of business regulators (the SEC and the CFPA) and the Federal Reserve to ensure that consumer
protection is adequate, that monetary policymakers are well informed, and that all these institutions and
the Treasury would work together effectively to deal with a new crisis should it occur in the future.

The Federal Reserve has shown its mettle in managing the crisis and should be given the role of principle
systemic regulator or monitor. It should have the power to adjust borrowing rules prudently if it sees a
bubble developing driven by excessive leverage.

The SEC is the natural institution to become the conduct of business regulator with a mandate to protect
small and minority shareholders and, with a CFPA division, to protect consumers in financial markets. A
single prudential regulator plus a single conduct of business regulator would constitute the so-called twin
peaks approach to regulation that many experts around the world see as the best regulatory structure.

Though a necessary undertaking, it is important to bear in mind that structural reform is not a panacea.
The experience of the UK with their single regulator, the FSA, should teach us that superficial
restructuring can mask fundamental problems rather than address them outright. In the US, steps also
need to be taken to toughen accountability, allowing for the censure or removal of regulators who do not
perform. Regulators must also be provided with better compensation, a prospect difficult to stomach
given regulators’ recent performance, but a step that should attract high-quality individuals who
understand the complexity of modern financial institutions and products. Consolidated prudential
regulators, coupled with conduct of business regulators in Canada and Australia, prove that the structure
that | am proposing can be highly effective if undertaken thoughtfully and in combination with
complementary fundamental reforms.
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Many of the problems behind the recent crisis could have ultimately been caught by the market with

clearer, more timely and more complete disclosures. Thus, an essential part of improving regulation is to
improve transparency so that the market can exert its discipline effectively, together with a more
effective system of regulation. It is time to bid good-bye to the alphabet soup of regulators that
contributed to this financial crisis, and instead spell out a regulatory structure up to the task of describing
the dynamism and complexity of the US financial system.




Lombard Street

A Non-Quixotic Defense of Regulatory
Complexity

Lawrence J. White*

One of the frequent “flavors du jour” of financial regulatory reform is a call for simplification and
consolidation of the American financial regulatory system. The current advocate of consolidation is Senator
Christopher Dodd, the chairman of the Senate Banking Committee. Before him, the US Treasury’s
“Blueprint for Reform”, released in March 2008, even before the severity of the current crisis was
recognized, similarly called for simplification.

Such advocacy is understandable, and is surely well-intentioned. But it is misguided, since regulatory
consolidation would likely entail more costs than benefits. There is a greatly underappreciated strength to
the current regulatory structure — a beneficial receptivity to innovation in many dimensions — that would
likely be lost (or at least greatly weakened) in consolidation.

Conceding the obvious

Let me begin by conceding the obvious: The American financial regulatory system is quite complex. Any
attempt to describe the landscape of financial regulation is an exercise in frustration, because the system is
so complicated:

e There are five federal regulators of depository institutions (OCC,2 OTS, FDIC, NCUA, and the Federal
Reserve), as well as one or more depository regulators in each of the 50 states;

e The states regulate mortgage lenders/originators that are not depositories, but so does the Federal
Reserve;

e There is a separate regulator (FHFA) for Fannie Mae and Freddie Mac and the Federal Home Loan
Bank System;

e There are two federal agencies (SEC, CFTC) that deal with securities and related financial
instruments, as well as 50 state securities regulators (and 50 state attorneys general);

! Lawrence J. White is Professor of Economics at the NYU Stern School of Business. During 1986-1989 he was a Board
Member on the Federal Home Loan Bank Board

? A glossary of agency abbreviations and their full agency names is provided at the end of this piece.
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e The regulation of insurance companies is exclusively the domain of the 50 states;

e Pension funds are regulated by two federal agencies (PBGC, DOL), and again all 50 states have a say;
and
e Consumer fraud in financial products can be the responsibility of most of the federal agencies that
have already been mentioned, plus yet another federal agency (FTC), as well as the 50 states.
There are overlapping responsibilities and jurisdictional disputes galore. Indeed, any attempt to diagram
these multiple agencies and their responsibilities ends up looking far more complicated than a 1930s radio
wiring diagram.

Let me concede a second obvious point: This crazy-quilt pattern does add to costs: the costs of compliance
by financial services companies, and the costs of the regulatory system itself. I'll even concede a third
point: The presence of multiple regulators opens the door to the possibility of “forum shopping” by
regulated institutions that are looking for the least burdensome regime, which might then trigger a “race to
the bottom” by regulators that want to preserve the sizes of their regulatory fiefdoms, regardless of the
costs. So, how can one defend such an obviously faulty system?

Diversity Encourages Innovation

There is an important advantage to the complicated regulatory structure that is never mentioned by
simplification proponents: the duplication of agencies provides alternate outlets for someone with a good
idea — whether it’s a better way to regulate or a better financial instrument. Just as a monopoly in the
private sector can be an impediment to new ideas, so can a monopoly in government regulation.

In essence, with a single consolidated regulator, that single agency’s “no” is the end of the line for someone
with a better idea. By contrast, multiple regulators mean multiple chances for a good idea to take root. In
this context, forum shopping and regulatory competition can mean a race to the top.

A few anecdotes can illustrate the benefits of diversity and alternatives in regulation. In the 1970s, the
introduction of exchange-traded financial derivatives happened in Chicago, on exchanges that had
previously handled agricultural and minerals futures, and under the regulatory jurisdiction of the CFTC. This
was not a coincidence. These new financial instruments were seen as competition to the stocks and bonds
that were traded in New York and that were under the jurisdiction of the SEC, which was usually
sympathetic to the concerns of the New York-based brokerage community. Had there been only one
regulator — which surely would have been the SEC — the development and flourishing of these instruments
would have been restricted and delayed.

A second anecdote also focuses on the 1970s: one of the regulatory legacies of the 1930s was the legal
requirement that the Federal Reserve (through its “Regulation Q") place ceilings on the interest rates that
banks (and, starting in 1966, savings and loan [thrift] institutions) could pay on deposits. The Congressional
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intent was to restrict banks’ competition for deposits, which had (mistakenly) been thought to have

encouraged unprofitable lending by banks and to have contributed to the wave of bank failures in the early
1930s.

The consequence of the Reg Q ceilings for a roughly competitive banking (and thrift) industry was exactly
what is taught to freshmen in Economics 101: a shortage of supply (of deposits) by households and
businesses, an excess of demand (for deposits) by banks and thrifts, and the development of less efficient
ways of inducing households to bring and keep their deposits in banks and thrifts, such as offering them
toasters, which began in the 1960s as a response to Reg Q's ceilings when market interest rates were
appreciably higher than these ceilings. The ceilings also spurred efforts to develop a safe and liquid financial
alternative to deposits that would appeal to households and businesses.

The breaking of this gridlock started with a different regulator: the NCUA, which in the early 1970s placed no
restrictions on the interest rates that credit unions could pay to their depositors. This competition then put
pressure on thrifts, which received some exemptions, and then on banks, which also received some
exemptions.

Equally important, in the early 1970s the SEC granted its approval to the innovation that satisfied the search
for a safe liquid alternative to deposits: the money market mutual fund. When market interest rates rose
sharply in the late 1970s, depositors left banks and thrifts in droves and invested instead in the money
funds, whose interest returns reflected market rates, and Reg Q's fate was sealed.

In the early 1980s, most of Reg Q was (finally) repealed, and banks and thrifts could pay market rates on
their deposits (although a vestige of Reg Q remains today in the prohibition on banks and thrifts from paying
interest on business checking accounts). The competition inspired by the NCUA and the SEC surely
hastened the demise of this inefficient regulatory restriction.

A third anecdote involves regulatory expertise in the 1990s concerning methods of measuring and
regulating the interest rate risks that are embedded in the fixed-rate mortgages that are held by depository
institutions. In this respect, the OTS (which regulated thrifts) had far better knowledge of the problems and
regulatory procedures for dealing with those interest-rate risks than did the commercial bank regulators
(the OCC, FDIC, and Federal Reserve) at the time. It took a while for the latter to catch up.

One more anecdote closes this set: In the mid 1990s, the Office of Federal Housing Enterprise Oversight
(which was the regulator of Fannie Mae and Freddie Mac until 2008) developed dynamic stress tests to
determine the capital adequacy of the two secondary mortgage market enterprises. For over a decade it
was the sole US regulatory agency to employ stress tests. The five federal regulators of depository
institutions were focused instead on more static capital requirements.
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In early 2009, however, the US Treasury decided that the 19 largest commercial and investment banks

should be subjected to stress tests, so as to determine the state of their capital adequacy. It now seems
likely that stress tests will now be a standard part of the bank examinations that regulators regularly
conduct for all banks and thrifts and their holding companies.

In sum, there is a potentially large benefit to regulatory diversity and a corresponding cost to consolidation:
the loss of innovations in multiple dimensions.

Regulatory Error

The threat to innovation from regulatory consolidation is just one facet of a larger issue: regulatory error.
Although a consolidated regulator would mean that the entire system would benefit when that regulator
makes a good decision, it would equally mean widespread negative consequences when that regulator
makes a mistake. An acknowledgement of the possibility (likelihood?) of regulatory error is an argument for
regulatory diversity.

A more recent anecdote illustrates this point: over the past decade there have been laborious efforts to
update the capital requirements that apply to US banks, by applying the framework of the “Basle II” rules.
This framework, developed by the governments of the major industrial countries in the late 1990s under the
auspices of the Bank for International Settlements ( located in Basle), allows large sophisticated banks to
develop their own risk models (with regulatory oversight) that would determine capital requirements. It
was widely reported that the Federal Reserve was a strong advocate of the new framework, while the OCC
and the FDIC had substantial reservations about the low capital levels that were likely to result. The two
agencies’ opposition delayed the implementation of the new capital requirements for commercial banks
and thrifts, and likely avoided even greater damage to these institutions from the residential mortgage
debacle.

This last experience highlights a further aspect of diversity: throughout this essay | have argued that
multiple agencies provide more opportunities for beneficial innovations to take root and eventually spread.
But don’t multiple agencies also provide more opportunities for bad ideas to take root and spread, via
forum shopping and the regulatory race to the bottom?

As | conceded initially, a race to the bottom can’t be ruled out as a possibility. But, if we use a Darwinian
perspective, good ideas are more likely to take root and spread — sooner or later — while bad ideas are more
likely to whither (again, sooner or later) when exposed to the greater scrutiny that multiple agencies
provide. And, again, from a Darwinian perspective, the presence of more regulatory agencies increases the
prospects for the good ideas to gain and the bad ideas to lose.

Did Regulatory Complexity Contribute to the Debacle?
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There is no credible argument that links American financial regulatory complexity to the residential

mortgage debacle. Yes, there was too much regulatory laxity at too many regulatory agencies, especially
with respect to capital requirements. But the multiplicity of regulatory agencies didn’t contribute to that
laxity and, as just argued, may have even helped avoid even worse consequences. Further, although most
European countries have more consolidated financial regulatory systems, those consolidated systems do
not appear to have avoided the problems of the financial crisis any more successfully than did the diversified
financial system of the US

In sum, the current effort to link regulatory consolidation to current efforts to reform financial regulation, so
as to prevent a reoccurrence of a similar crisis, seems more in the spirit of Rahm Emanuel’s maxim of “never
allow a crisis to go to waste” than a response to any logical or empirical connection between the debacle
and regulatory complexity. Indeed, advocates of consolidation often are also advocates of the recent
proposals to add a new federal consumer financial protection agency and a new federal charter (and
associated federal regulatory agency) for insurance companies. These advocates apparently see no
contradiction in their position, since the added diversity and duplication of these new agencies are
considered positive attributes of the proposals.

A More Short-Term Argument

Whenever major structural changes in organizations — public or private — take place, valuable time and
effort are lost as employees try to figure out their new positions and responsibilities, as well as maneuvering
for choice assignments and even choice office locations. Some valuable employees may elect to leave the
organization, which will necessitate new recruitment and additional training. The frictions of organizational
change can be considerable.

A final anecdote is illustrative: in the late summer of 1983, the Federal Home Loan Bank Board (which, at
the time, was the federal regulator of thrifts in the US) moved one of its twelve district offices from Little
Rock to Dallas. In the abstract, this move made a great deal of sense: Little Rock was not a regional financial
center; Dallas was. Dallas was the location of one of the twelve regional banks of the Federal Reserve
System. The Little Rock office had had difficulties in recruiting personnel; recruiting in Dallas would surely
be easier.

However, the move proved to be quite disruptive; and, in retrospect, its timing was abysmal. Insufficient
numbers of seasoned personnel moved from the Little Rock office to Dallas, and recruiting and training their
replacements took time. The regulatory functions of that office, which covered the examination and
supervision (i.e., the safety and soundness) of thrifts located in the states of Texas, Arkansas, Louisiana,
Mississippi, and New Mexico, suffered.

The new Dallas office required approximately two years to regain the full regulatory effectiveness that had
been present in Little Rock. During the interim, too many thrifts in these states — especially in Texas — took
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advantage of the readily-apparent weakened oversight and monitoring, and expanded their assets and

activities rapidly, with subsequent consequences that contributed greatly to the overall “savings and loan
debacle” of the 1980s.

This argument, if taken too far, would seem to argue against any organizational change whatsoever. That,
of course, is not my intent. But these inevitable costs of organizational restructuring should be recognized
and should be included in the balancing of benefits and costs of any proposal to consolidate financial
regulatory agencies.

An analogy

It is often claimed that the initial designers of a regulatory structure would never create the duplication and
overlaps of jurisdiction that the current American regulatory landscape supports. This may well be true. But
would this initial simplicity really be a wise course of action?

Consider the design of a modern passenger jet airplane. Such aircraft have duplicate systems — which are
costly but deliberately designed for the aircraft in the initial stages, to protect against failures. Surely a
modern financial system is at least as complex — and as worthy of protections against failures — as a modern
jet airplane.

A Concluding Image

In Robert Bolt’s “A Man for All Seasons,” Sir Thomas More asks his son-in-law, William Roper, “What would
you do? Cut a great road through the law to get after the devil?” When Roper replies affirmatively, More
responds, “Oh? And when the last law was down and the devil turned ‘round on you, where would you
hide, Roper, the laws all being flat?”

A monopoly regulator need not be the devil. Nevertheless, a monopoly regulator is still a monopolist, with
all of the downsides of monopoly. Advocates of consolidation wholly ignore the loss of innovation, and the
heightened costs from regulatory error more generally, when the protections that come with diversity and
duplication are “all being flat.”

Those losses and costs, as well as the short-run costs from any reorganization, are likely to be substantial.
Diversity, and even duplication, has its virtues.

A glossary:
CFTC: Commodity Futures Trading Commission

DOL: Department of Labor




- Lombard Street

FDIC: Federal Deposit Insurance Corporation

Federal Reserve: Board of Governors of the Federal Reserve System
FHFA: Federal Housing Finance Agency

FTC: Federal Trade Commission

NCUA: National Credit Union Administration

OCC: Office of the Comptroller of the Currency

OTS: Office of Thrift Supervision

PBGC: Pension Benefit Guaranty Corporation

SEC: Securities and Exchange Commission






