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| Chapter 13  Financial Industry Structure

MARKETS

The financial crisis of 2007-2009 has focused attention on the costs of deregula-
tion. Did the poor management of some megabanks reveal the limits to expanding
institutional scale and scope? Have the biggest banks already outrun those economies?
Has deregulation encouraged banks to take on too much risk? Has deregulation moti-
vated some banks to become “too big to fail” in order to secure a government bailout
in the event of distress?

Addressing these complex questions is mostly an issue for government supervi-
sion, which is the subject of Chapter 14. However, scholars and policymakers also are
reviewing whether the benefits of deregulation noted eatlier wafrant the extra risks y
associated with those large intermediaries that becamé a burden on taxpayers and
the economy during the financial crisis. Some analysts argue that the crisis-induced
increase in banking concentration raises both the likelihood and expected cost of a
future financial crisis.®

The Globalization of Banking

Toward the end of the 20th century, U.S. banking underwent not just a national but an
international transformation. An explosion in interpational trade had increased the need
for international financial services. Very sinigly, every time a Japanese company pur-
chased software produced in the United States or an American bought a television set
manufactured in China, payments had to be made across national boundaries. Today, the
international banking system has adjusted to the négds of an interdependent, globalized
world. Large U.S. banks like JPMorgan Chase and Citibank have stationed ATMs on the
streets of Frankfurt, Buenos Aires, and other major capitals. In New York, keen observ-
ers can spot the foreign offices of Barclays, Deutsche Bank, and Tokyo-Mitsubishi. In
2015, U.S. banks had foreign expdsure in excess of $3 trillion. And nearly 300 foreign
banks with assets totaling almost $2¥2 trillion had a presence in the United States.

There are a number of ways banks can operate in foreign countries, depending on
such factors as the legal environment. The most straightforward approach is to open
a foreign branch that offers the same services as those in the home country. Certain
legal structures also allow U.S. banks to engage in operations outside of the country,
opening what looks to the casual observer like a branch (but may have a different legal
status). For example, a bank can create an international banking facility (IBF), which
allows it to accept deposits from and make loans to foreigners outside the country. Or
the bank can create a subsidiary called an Edge Act corporation, which is established
specifically to engage in international banking transactions. Alternatively, a bank hold-
ing company can purchase a controlling interest in a foreign bank. From our point of
view, the classification of the particular enterprise is less important than the fact that
U.S. banks take advantage of various methods to operate outside the country.

Foreign banks, of course, can take advantage of similar options. They can purchase
an interest in a U.S. bank, open branches on U.S. soil, create a U.S. subsidiary, or open
what is called an agency office. These alternatives differ in the spectrum of financial
services they can provide.

The growth of international banking has had an economic impact similar to that of
deregulation in the United States. Today, a borrower in France, Brazil, or Singapore
can shop for a loan virtually anywhere in the world, and a depositor seeking the high-
est return can do the same. All this competition has made banking a tougher busi-
ness. Profits are harder for bankers to come by today than they were in 1970, when

3See, for example, Chapter 7 of the Annual Report of the Bank for International Settlements, 2009.
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depositors and borrowers were captive to small local banks. But while bankers’ lives 4
may be more difficult, on balance the improved efficiency of the financial system has i
enhanced growth everywhere. i
One of the most important aspects of international banking is the eurodollar mar- I
ket. Eurodollars are dollar-denominated deposits in foreign banks. For reasons we J |
will explain shortly, a bank in London, Zurich, or the Cayman Islands might offer its o | El
best customers the ability to make their deposits in dollars. In response, Ford Motor ! ‘
Corporation might convert a $1 million deposit in its New York bank to a eurodollar Ml |
deposit in the bank’s Cayman Islands subsidiary. After the $1 million has been depos- |
ited in Ford’s Cayman Islands account, it is lent back to the New York bank. So, the il ‘
account continues to provide Ford with all the same functions of the deposit at the same
time that the New York bank now has a loan liability from its offshore subsidiary. H
Both Ford and the New York bank have an incentive to do this. For the bank, the ‘
Cayman Islands deposit is cheaper. It is not subject to U.S. reserve requirements, nor I
is the bank required to pay a deposit insurance premium on the balance. Moreover, i ‘
regulatory supervision is more lax in the middle of the Gulf of Mexico than it is in the |
United States, which reduces the cost of compliance. Finally, profits from the offshore
bank may be subject to a lower corporate income tax rate than profits originating i ‘
inside the United States. These advantages allow the bank to pay Ford a higher interest il
rate on the deposit, and they increase the bank’s net interest margin. H i
A number of forces conspired to create the eurodollar market. Originally, it was 1
a response to restrictions on the movement of international capital that were insti- i
tuted at the end of World War II with the creation-of the Bretton Woods system of |
exchange rate management. (We will learn more about the international monetary sys- il
tem and capital controls in Chapter 19.) To ensure that the pound would retain its I !
value, the British government imposed restrictions on the ability of British banks to i
finance international transactions: ﬁ;an’}ittempt to evade these restrictions, London b |
banks began to offer dollar deposits and dollar-denominated loans to foreigners. The i
result was what we know today as the eurodollar market. The Cold War accelerated the !
market’s development’when the Soviet-government, fearful that the U.S. government I
might freeze or confiscate them, shifted its dollar deposits from New York to London. 1
; In the United States, a combination of factors propelled the eurodollar market forward. i
' In the 1960s, U.S. authorities tried to prevent dollars from leaving the country and
made it costly for foreigners to borrow dollars in the United States for use elsewhere i
in the world. Then in the early 1970s, a combination of domestic interest-rate controls i
and high inflation rates made domestic deposits much less attractive than eurodollar ‘ |
|

3

deposits, which paid comparatively high interest rafes.

Today, the eurodollar market in London is one of the biggest and most important finan-
cial markets in the world. And theinterest rate at which banks lend each other eurodoilars,
-called the London, Interbanli Offered Rate (LIBOR), serves as the benchmark for many
trillions of GBTHrs ™ (notional principal) of interest-rate derivatives, making it the leading ik
global interest-rate indicator. It also is the standard against which many private loan rates
are measured. For example, some adjustable-rate home mortgages in the United States
carry an interest rate that is pegged to LIBOR. LIBOR figured prominently in the finan- i [l
cial crisis of 2007-2009 when the interbank lending market dried up: the gap between E i
LIBOR and the expected Federal Reserve policy interest rate provided a key measure i
“of.the intensity and persistence of the liquidity crisis. However, revelations in 2012 that '
LIBOR had been widely manipulated by global banks raised serious doubts about its
future as an interest-rate benchmark and led to government intervention to reform the way 1
LIBOR is determined (see Applying the Concept: Reforming LIBOR, on the next page). L’
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LIBOR—the London Interbank Offered Rate—has served
since 1986 as the premier global benchmark for interest
rates on private instruments covering a range of maturities
and currencies. Originally published by the British Bankers'

APPLYING THE CONCEPT
REFORMING LIBOR

N
derivatives traders had encouraged their banks to submif ~ -

misleading rates to increase the value of their positions.
And when the financial crisis began, some panel banks
low-balled their LIBOR submissions to make their finances
appear more sound than they were. These banks feared that
reporting thelr true (higher than average) cost of funds might
worry thelr depositors and prompt a run (see Chapter 14 for
more on bank runs).

i

- 4
Association (BBA), a group of the largest London intermedi- hav:"s;;:ewzf::rnfe‘:;yiaszr:i:‘:”:::zl::;?u":f t':; ogl:)bli ’ﬁ
aries, these benchmarks represent the rates at which banks 9 e ity
of impeccable credit quality lend to each other. 2Q14, UK. regulators arranged for the transfer of owner- i
} However, unlike other interest-rate benchmarks, such as ship and administration of LIBOR from the BBA 0 el ¥
! US. Treasury bill rates, LIBOR benchmarks were not based Intercontinental Exchange (ICE). Around that time, the
i - g Rt Financial Stability Board (FSB), an international group based
£ on actual transactions but rather on a daily moming survey g 4 ¥
% = in Basel, Switzerland, proposed a set of reforms.
; of agroup (“panel”) of London banks (18 for the rate on U.S. The widespread Use of LIBOR for pricing derivatives
dollar-denominated loans, fewer for other currencies). Every P s ,p 9
1 contracts means that suddenly eliminating it would create ¢
1 morning, each panel bank voluntarily submitted to the BBA . i
: its estimate of the rate at which it could borrow funds from financial chaos, and replacing it would create extensive legal i
other banks. headaches. Officials have instead suggested changing the §
H The BBA survey approach solved the problem of low method for cprnpytlng LIBOR to reduce dependence on
= o the tarnished_.survey technique. In line with the FSB's rec-
market activity faced by a transactions measure. Even for the ommendatior;s the LIBOR admlnlst?ator ICE, has proposed
. dollar, euro, and yen, borrowing and lending is concentrated “ IBOR" ind'e>'<es et would bé derlve’d fro,m thfeep s ¥
in the shortest maturities out to six months at most. The idea - P ]
! was that, for llliquid instruments, a survey might provide of sourceg<in orq‘er of preference: (1) market transactions .
more info’rmation than the market'hself where they exlst (2) interpolation in the absence of transac-  *
. ASLIBOR—and its sister rates In Frankfurt (EURIBOR) and 1", ;gif;l‘:“';’ afoaa':hs’ b o J:‘:i’;‘;’j" Besides
; Tokyo (TIBOR)—became pricing benchmarks for trillions of : PP! g = prop 9 §
H et the potential for manipulation in the survey approach by
dollars (or euros or yen) of derivative contracts, even a tiny, switching from a complex average of responses 1o the use
*  one-basis-point (0.01 percent) change could result in millions  * 9 N P 9 P
3 4 4 ] of the median response. WIill such reforms be sufficient to ¢«
in profits and losses on interest-rate derivatives. LIBOR's ¢ . % 7
extraordinary influence, combined with the assumption that eliminate the abuse of LIBOR and provide reliable informa-  {
8 ! . ) tion for markets? Only time will tell.**
reporting was honest, induced banks to manipulate it by sub- ¥
mitting misleading responses to the BBA surveys. '
Beginning in 2012, the UK. and U.S. governments *See Financial Stability Board, “Reforming Major Interest Rate
1 revealed the extent of the LIBOR scandal, announcing record ~ Benchmarks,” July 22, 2014.

fines and charging bank employees with criminal fraud for
multiyear distortions of LIBOR. According to the govern-
ment reports, even before the financial crisis of 2007-2009,

**The FSB issues periodic reports on progress toward the
reform of interest rate benchmarks. You can find them at www
.financialstabilityboard.org/publications/progress-reports.

The Future of Banks

Today’s banks are bigger, fewer in number, and more international in reach than the
banks of yesteryear; they also have more to offer in the way of services. A typical large
commercial bank now offers investment and insurance products as well as the more
conventional deposit accounts and loans. This trend began in 1998 with Citigroup’s
creation (see the chapter introduction).

InNovember 1999, the Gramm-Leach-Bliley Financial Services Modernization Act effec-
tively repealed the Glass-Steagall Act of 1933, allowing a commercial bank, investment bank,
and insurance company to merge and form a financial holding company. Citigroup, which
already included all three, became legal. Since then, investment firms like J.P. Morgan,
which once dealt only in securities, were acquired by commercial banks (in this case, Chase
Manhattan), while commercial banks like Bank of America have purchased large securities
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dealers and retail brokers (Merrill Lynch). To serve all their customers’ financial needs,
bank holding companies are converting to financial holding companies.

Financial holding companies are a limited form of universal bank, a type of
firm that engages in a wide range of financial (and possibly nonfinancial) activities.
Depending on the country, such an arrangement provides more or less separation
among the banking, insurance, and securities industries. The most extreme example (
is Germany, where universal banks do everything under one roof, including direct
investment in the shares of nonfinancial firms. In the United States, different financial
activities must be undertaken in separate subsidiaries, and financial holding companies
are still prohibited from making equity investments in nonfinancial companies.

The owners and managers of these large financial firms cite three reasons to create
them. First, their range of activities, properly managed, permits them to be well
diversified, so their profitability does not rely on one particular line of business. This
reduced risk should increase the value of the firm.% Second, these firms are large
enough to take advantage of economies of scale. A financial holding company needs .
only one CEO and one board of directors regardless of its size. Only one accounting [
system is required to run the company. Third, these companies hope to benefit from |
economies of scope. In the same way that a supermarket offers all sorts of food and
nonfood items under one roof, financial holding companies offer customers a wide
variety of services, all under the same brand name. This, too, should reduce costs—or
maybe the people who run these firms are just trying to build empires. 1

While Citigroup was creating the first of these full-service financial firms in the United o i
States, the rest of the financial world was not standing still. Individual firms were work-
ing to provide customers with the same services they could obtain from more traditional

- financial intermediaries. Money-nfarket mutual funds competed with banks in providing
liquidity services to customers. Mortgage brokers gave consumers a choice in how to bor-
row for the purchase of a home and+Hen sold the mortgages in the financial marketplace.
Today, people who need an auto loan or any kind of insurance can get dozens of price
quotes in a few hours just by logging onto-the Tnternet. The screening of loan applicants,
which was once the job of the neighborheod banker, has been standardized and now can |
be done by virtually anyone. Then there ar€ discount brokerage firms like Charles Schwab i [

and E-Trade, which provide low-cost access to the financial markets. Unlike the banks of
the past, these alternative financial intermediaries don’t have balance sheets of their own.
Instead, for a fee they provide their customers with access to financial markets.

In fact, thanks to recent technological advances, almost every service traditionally
provided by financial intermediaries can now be produced independently, without
the help of a large organization. Loan brokers can-ive large borrowers access o the
pooled funds of many small savers. A variety of financial firms, including brokerage
firms and mutval fund companies, provide connections to the payments system, as

well as the ability to transfotm assets into money quickly and at low cost. One of these |
days, even-thie’Electric company may get into the act. Or, as we have seen in Kenya’s
M-Pesa system, perhaps the cell phone provider will do so (see Chapter 2). And many
intermediaries, including mutual fund companies and pension funds, help customers to
spread, share, and transfer risk. Finally, the production of information to mitigate the
problems of adverse selection and moral hazard has become a business in and of itself.

“Financial economists disagree on whether the reduced risk would actually increase the firm’s value. Some
people argue that firms should not diversify themselves but leave the choice to their stockholders. An investor
can always purchase shares in two companies that would otherwise merge, in proportion to whatever risk
exposure the investor desires. There also is concern that a firm with many different lines of business may not be
as well managed as specialized firms.
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As we survey the financial industry, then, we see two trends running in opposite
directions. On the one hand, large firms are working hard to provide one-stop shiop-
ping for financial services. On the other hand, as we will see in Chapter 14, pressures
are growing on governments to restrain or even break up the largest, most complex
intermediaries that might need government support in a crisis. In addition, the industry
is splintering into a host of small firms, each of which serves a very specific purpose.
Will the future be one of generalists, specialists, or both? We will have to wait and see.
In the meantime, let’s look more closely at the role of nondepository financial institu-
tions. And as we do, let’s think about whether their products-can ’Be"fifovidéd more ,
easily and cheaply alone or together with other financiakservices. £

Nondepository Institutions

A survey of the financial industry reveals a broad array of intermediaries. Besides
depository institutions, there are five major categories of nondepository institution:
insurance companies; pension funds; securities firms, including brokers, mutual fund
companies, and investment banks; finance companies; and government-sponsored
enterprises. This classification is neither exhaustive nor meant to imply that an institu-
tion’s activities are restricted to a particular ¢itegory. Nondepository institutions also
include an assortment of alternative interme@iaries, such as payday loan centers (see
Chapter 12, Your Financial World: The Co’st of Payday Loans, page 309), rent-to-own
centers, peer-to-peer lending firms (see Chap'ie'r 12, In the Blog: The Cloudy Future of
Peer-to-Peer Lending, page 318), pawnshops, and even loan sharks.

Table 13.3 shows that depository institutions accounted for only one-quarter of the
nearly $70 trillion in assets held by financial intermediaries in 2015. In the decades
after 1970, the share of intermediation handled by banks fell steadily until the crisis of
2007-2009 temporarily depressed the assets of many nonbanks, but the relative decline of
depositories subsequently resumed. Insurance companies suffered a similar fate as their
share of intermediation fell from 18.5 percent in 1970 to 11.5 percent in 2015. Meanwhile,
mutual funds have been the big winners, growing from a 3.5 percent share in 1970 to more
than 25 percent by 2015. Pension funds increased in importance as well, rising from
12.5 percent of all assets in 1970 to more than 25 percent over the 45-year period.

Our goal in this section is to understand the role of each of these types of nondeposi-
tory institution in our financial system. We will do so by focusing on the functions of
each. Recall from Chapter 11 that the functions of financial institutions can be divided
into five categories: (1) pooling the resources of small savers; (2) providing safekeep-
ing and accounting services, which allow people to make payments and track their
assets; (3) supplying liquidity by converting resources into means of payment when-
ever needed; (4) providing diversification services; and (5) collecting and processing
information in order to reduce information costs. We will use the same system to clas-
sify nondepository institutions.

Insurance Companies

Insurance companies began with long sea voyages. Centuries ago, distant trade and
exploration were fraught with risk, and that risk generated a demand for insurance.
Modern forms of insurance can be traced back to around 1400, when wool merchants
insured their overland shipments from London to Italy for 12 to 15 percent of their
value. (Overseas shipments were even more expensive to insure.) The first insurance
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PR RO E S SR S -
Percent of All Intermediary Assets
Assets ($ billions)
2015 1970 1990 2015
i Depository Institutions

Commercial banks $14,727 37.2% 29.3% 21.7%
Savings institutions 1,074 18.8 12.1 1.6
Credit unions 1,124 1.3 19 17
Insurance Companies
Life insurance 6,230 14.8 121 9.2
Property and casualty 1,576 37 4.7 23
Pension Funds
Private pension funds 8,362 8.1 14.4 123
Government pension funds 1 9,341 4.4 6.5 i 13.8
Mutual Funds
Money market funds 2,627 0.0 4.4 3.9
Stock and bond funds 14,794 35 5.7 218
Finance Companies 1,486 4.7 5.4 2.2
Government-Sponsored Enterprises "6,407 3.4 3.7 _[__ 9.5

Total Assets of These Financial Institutions in 2015 = $67,748 billion

>
NOTE: As of 2015, mutual funds include closed-cndigd exchiinge-traded funds.

SOURCE: Bourd of Governors of the Federal Reserve, Financid Accounts of the United States, December 10, 2015, Tables L.109 to L.128; and FDIC,
Statistics on Depository Institutions. & 7

2 pa

codes were developed in Florence in 1523. They specified the standard provisions for a
general insurance policy, such as the beginning and end of the coverage period and the
time frame for receipt of payment following a loss. They also stipulated procedures for
handling fraudulent claims in an attempt to reduce the moral hazard problem.

In 1688, Lloyd’s of London was established. ’f‘oday, Lloyd’s is famous for insur-
ing singers’ voices, dancers’ legs, even food critics’ taste buds, as well as more tradi-

. tional assets like airplanes andships. The best-known insurance company in the world,

Lloyd’s begansipa-siall London coffeehouse whose proprietor, Edward Lloyd, catered
to retired sea captains who had prospered in the East Indies spice trade. Having sailed
many of the trade routes themselves, these captains possessed special knowledge of
the hazards of sea voyages. They used their knowledge to assess the risks associated
with particular routes and to dabble in marine insurance. The risks were not inconse-
quential. In the 17th century, a typical voyage to the Spice Islands (part of Indonesia)
and back lasted three years. Only one in three ships returned with its cargo, and as few
adone in eight sailors lived to tell of the adventure. The. rewards of a successful voyage
were coveted spices like nutmeg, a single sack of which could make a sea captain
wealthy for the rest of his life.
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YOUR FINANCIAL WORLD

Why You Are Obliged to Buy Health Insurance

In its landmark 2015 decision upholding the Affordable Care
Act (ACA, also known as Obamacare), the U.S. Supreme
Court explained why health insurance that is always available
to everyone at a common price requires a mandatory ele-
ment: “Why buy insurance when you are healthy, if you can
buy the same coverage at the same price when you are ill?”

The justices went on to descrlbe how such adverse
selection can trigger a “death” spiral” for health insurance
programs. To see what they meant, suppose that an insurer
initially bases the policy premium on the nation’s average
cost of health care per person. If participation is voluntary,
healthier people—typlcally young adults—will be less willing
to enroll than those who anticipate greater-than-usual health
care costs. Consequently, insurance outlays will exceed the
norm, leading to losses for the insurance firm. If the insurer
then raises the premium, the relatively healthy will drop
their insurance. The higher the premium, the smaller the

s enroliment, and the worse the health of those still insured.
Eventually, the program becomes unviable.

The adverse selection problem can be addressed in one
of two ways: (1) allow price discrimination based on health sta-
tus, or (2) make insurance mandatory. Under the first option,
allowing Insurers to set premiums according to the health of
the applicant—the way they do for life insurance—makes the

system workable: the more healthy the person, the lower the
premium. The low premium reduces the incentive to drop out.

But concerns about faimess often: Jead g'fﬁ‘iérnments to
forbid this kind of pnce dlscrlmmatlon Poor health is usu-
ally a result of poor foftune, and it is precisely bad luck
against which people need insurance. Consequently, in most
advanced economies, the solution to the adverse selection
problem is the second option—compel participation.

How was adverse selection managed in the United States
before passage of the ACA? For the most part, employers
who provided health insurance promised insurers broad
participation, limiting the risk that healthy workers would
drop out. However, the health insurance system had major
shortcomings.-For example, an estimated 47 million U.S. resi-
dents—about8 percent of the population—went uninsured
before the ACA was introduced. In‘addition, persons with
“preexisting cBnditions” could not obtain new coverage, so
many stayeekin their jobs (even when that was inefficient) just
to keep thelr‘@éaltﬁywrance

The science of genomics is adding to the problem of
adverse selection: advances in DNA testing are making it
more feasible to antickpate an individual's future ilinesses,
another reason why health insurance will be broadly available
at a common price only If it is mandatory.

To obtain insurance, a ship’s owner would write the details of the proposed voyage
on a piece of paper, together with the amount he was willing to pay for the service, and
then circulate the paper among the patrons at Edward Lloyd’s coffeehouse. Interested
individuals would decide how much of the risk to accept and then sign their names
under the description of the voyage. This customary way of doing business became
the source of the term underwriter. Underwriting was open to anyone who wished to
assume the risk associated with sea voyages. Because Lloyd’s predated by several cen-
turies the concept of limited liability, in which investors’ losses were confined to the
amount of their investment, underwriting implied unlimited liability. The saying was
that an underwriter was liable down to his last cufflink.

Today Lloyd’s provides insurance through the more conventional structure of a lim-
ited liability company. The losses of individual investors in a syndicate are limited to
the amount of their initial investment, and no person is exposed to the possibility of
financial ruin.

RISK

Two Types of Insurance At their most basic level, all insurance companies
operate like Lloyd’s of London. They accept premiums from policyholders in
exchange for the promise of compensation if certain events occur. A homeowner
pays a premium in return for the promise that if the house burns down, the insurance
company will pay to rebuild it. For the individual policyholder, then, insurance is a
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way to transfer risk. In terms of the financial system as a whole, insurance companies
specialize in three of the five functions performed by intermediaries: They pool small
premiums and make large investments with them; they diversify risks across a large
population; and they screen and monitor policyholders to mitigate the problem of
asymmetric information.

Insurance companies offer two types of insurance: life insurance and property
and casualty insurance. Life insurers—companies like Prudential of America,
Metropolitan Life, and John Hancock Mutual Life—sell policies that protect the
insured against the loss of earnings from disability, retirement, or death. Property and
casualty companies sell policies that protect households and businesses from losses
arising from accident, fire, and natural disaster. Both types of intermediary allow
individuals to transfer their risk to a group. While a single company may provide both
kinds of insurance, the two businesses operate very differently.

Life insurance comes in two basic forms, called term and whole life insurance,
as well as a variety of hybrids. Term life insurance provides a payment to the
policyholder’s beneficiaries in the event of the insured’s death at any time during the
policy’s term. The premium depends on the very predictable proportion of people (of
a given age) who will die. Term policies are generally renewable every year so long
as the policyholder is less than 65 years old. Many people obtain term life insurance
through their employers, an arrangement called group life insurance.

Whole life insurance is a combination of term life insurance and a savings
account. The policyholder pays a fixed premium over his or her lifetime in return
for a fixed benefit when the policyholder dies. Should the policyholder decide
to discontinue the policy, its cash value will be refunded. As time passes and the
policyholder ages, the emphasis of the whole life policy shifts from insurance to
savings Someone who lives to a ripe old age will have accumulated substantial sav-
ings in a whole life policy, which-cdn beiashed in if the policyholder chooses. Whole
life insurance tends to be an expenswe way to save, though, so its use as a savings
vehicle has declined markedly as people hdve discovered cheaper alternatives.

Most adults have experience with property and casualty insurance because driv-
ing a car without it is illegal. Auto ingurance is a combination of property insur-
ance on the car itself and casualty insurance on the driver, who is protected against
liability for harm or injury to other people or their property. Holders of property
and casualty insurance pay premiums in exchange for protection during the term of
the policy.

On the balance sheets of insurance companies, these promises to policyholders
show up as liabilities. While some claims may already be in process, most of them are
future claims. On the asset side, insurance companies hold a combination of stocks,
bonds, and other assets. Progcriy and casualty companies profit from the fees they

% charge for admlmstenng the policies they write; the claims are covered by the premi-
ums. Becauserthe assets are essentially reserves against sudden claims, they have to be
liquid. A look at the balance sheet of a property and casualty insurer will show a pre-
ponderance of government and other liquid securities and money-market instruments.

Life insurance companies hold assets of longer maturity than property and casu-
alty insurers. Because most life insurance payments will be made well into the future,
this better matches the maturity of the companies’ assets and liabilities. Furthermore,

S -whlle stocks may carry a relatively low degree of risk when held for periods of
25 years or more (recall the discussion in Chapter 8), insurance companies cannot risk
the possibility that they may be forced to sell stocks when prices are low in order to
pay policyholders’ claims. As a result, life insurance companies hold mostly bonds.

343
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YOUR FINANCIAL WORLD

How Much Life Ir

We discussed disabllity insurance in Chapter 3 and auto-
mobile insurance in Chapter 5. What about life insurance?
How much should you buy? The first question is whether
you shouid buy any at all. The purpose of life insurance Is
to take care of the people you are supporting should some-
thing unpleasant happen to you. Think of It as replacement
income that will be there when xou're not. People with young
children are the ones who néed life insurance the most. If a
parent dies, someone will have to raise those children and
put them through school, and a life insurance policy will pay
the bills. Life insurance is not for a single college student
with no obligations, so don’t let anyone sell it to you if you
don’t need it.

If you think you need life insurance, the next step Is to
decide what kind. The best approach is to buy term life insur-
ance, which will pay off only if you die. Because other kinds
of life insurance include investment components; they are
more costly. And because the people who need life insur-
ance most are young families with limited Incomes and big
expenses, the more affordable the policy, the better. Making
your insurance and investment decisions separately Is also
easier than trying to achleve all your goals with a single

urance Do You Need?

Finally, how much life insurance should you buy? If you
are married with two small children, most advisors recom-
mend that you buy a term policy worth.six5 etdh?ﬂmes your
annual income. While that fight cover your family’s living
expenses until the childrén are grown, consider carefully
whether it will be enough to send them to college. If you and
your spouse each earn $45,000 a year, each of you might
need $500,000 worth of life insurance. For someone who
Is between 30 and 40 years old, a $500,000 policy might
cost about $500 a year, so out of your joint annual income
of $90,000, you and your spouse would be spending $1,000
on term life insurance. That's expensive, so don't buy more
than you need.

* Your parents'and érandparems may have purchased whole
fife insurance bﬂlc!es for two reasons. First, in the past, indi-
viduals didnot-have access to all the investment choices that
are availaB!g_zoday. Second, tax laws were different; for some
people, savﬁlg.ghrough a whole life insurance policy had tax
advantages. But with"the creation of tax-deferred savings
vehicles like individual retirement accounts (IRAs), those ben-
efits disappeared. Today, you would likely pay a life insurance
company much more thén the value of any tax benefits to you

Pt

vehicle.” to administer a whole life insurance policy.

The Role of Insurance Companies Like life insurers, property and casualty
insurers pool risks to generate predictable payouts. That is, they reduce risk by spread-
ing it across many policies. Recall from Chapter 5 that a group of investments with
uncorrelated returns is less risky than any individual investment. The same is true of
insurance contracts. While there is no way to know exactly which policies will require
payment—who will have an automobile accident, lose a house to fire, or die—the
insurance company can accurately estimate the percentage of policyholders who will
file claims. Doing so allows managers to compute, with little uncertainty, how much
the firm will need to pay out in any given year. From the point of view of policyhold-
ers, property and casualty insurance allows them to spread the risk of accident and
damage across a large group of individuals.

In Chapter 11, we discussed the problem of asymmetric information in stock and
bond finance. Recall that when a lender or investor cannot tell a good borrower or
investment from a bad one, the tendency is for only the worst opportunities to present
themselves. This phenomenon is called adverse selection. Furthermore, once borrow-
ers or entrepreneurs have received financing, they have less incentive to avoid risk than
the lender or investor. That problem is called moral hazard.

While adverse selection and moral hazard create significant problems in the stock
and bond markets, they create worse problems in the insurance market. A person
who has terminal cancer surely has an incentive to buy life insurance for the largest
amount possible—that’s adverse selection. And without fire insurance, people would
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have more fire extinguishers in their houses. Fire insurance creates moral hazard,
encouraging homeowners to be less careful in protecting their homes than they would
otherwise. Insurance companies work hard to reduce both these problems. By screen-
ing applicants, they can reduce adverse selection. A person who wants to buy a life
insurance policy often must undergo a physical evaluation: weight, blood pressure,
blood tests, and health history. Only those who pass the exam are allowed to pur-
chase policies. And people who want automobile insurance must provide their driving
records, including traffic citations and accident histories. While bad drivers may be
allowed to buy car insurance, they will need to pay more for it. By screening drivers
and adjusting their premiums accordingly, then, insurance companies can reduce their
losses due to adverse selection.

Insurance companies have ways to reduce moral hazard as well. Policies usually
include restrictive covenants that require the insured to engage or not to engage in
certain activities. To qualify for fire insurance, a restaurant owner might be required
to have the sprinkler system examined

345

periodically; to obtain insurance against
physical injury, a baseball or basketball
player might be precluded from riding
a motorcycle. Beyond such covenants,
insurance policies often include deduct-
ibles, which require the insured to pay
the initial cost of repairing accidental
damage, up to some maximum amount.
Or they may require coinsurance in
which the insurance company sheulders
a percentage of the claim, perhaps 80 or
90 percent, and the insured assume; the #
rest of the cost. 4
It is mterestmg to speculate about_ |.
the future of insuragce in an age in”
which firms can collect more and rx}or€ -
information at lower and lower cost.”

shift risk from individuals to groups, not

. A “We cannot write a life policy for your husband, Mrs. Blaine, because he is
Remember that insurance is meant to already dead. In insurance terms, that is considered a preexisting condition.”

to shift the responsibility for events that
are certain to happen. For example, no
one expects an insurance company to
sell life insurance to a person with a terminal dlsease

Herein lies a potential problem. If, with the decoding of the human genome, tests
1 become available whereby individuals can determine their probability of developing
a terminal dg,§easc, thén they may be able to use this information to get a fairly good
idea of théir life expectancy and relative cost of health care. If applicants for health
insurance were to withhold this information from insurance companies, the adverse
selection problem could become severe enough to cause the industry to collapse. By
contrast, if applicants chose to reveal this information, they might not be able to obtain
insurance. Someone who has a high probability of getting heart disease at a young age
will still be able to get automobile insurance, but getting life or health insurance will
" bewery difficult. Providing affordable insurance for such “preexisting conditions” was
one of the leading motivations for the U.S. health care reforms that were enacted by
Congress in 2010.

SOURCE: 1997 © 8. Handelsman/The New Yorker Collection/wwwicartoonbankcom.
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APPLYING THE CONCEPT

[, -1 - REINSURANCE AND “CAT BONDS"
To get a mortgage on a home, you'll need insurance.
Regardless of where you live, your lender will require you
to have fire insurance, and in some places you may also
need insurance against natural disasters like floods, earth-
quakes, or hurricanes. Without such insurance you won't get
a mortgage, and without a mortgage you won't buy a house.
Clearly, it's in everyone's interest for insurance companies to
provide such insurance and spread the risk. But sometimes
this kind of insurance Isn’t easy tq obtain.

Imagine that an insurer is thinking of offering earthquake
insurance in California. Unlike automobile accidents, when an
earthquake hits, a large number of policyholders will all file
claims at the same time. The result for the insurance company

]
big, in fact, that they have become near monopolies, driving\*
up the price of reinsurance in the process.

The rising cost of reinsurance has spurred the creation
of a second solution to the problem of insuring catastrophic
risk. Financial experts have designed catastrophic bonds,
or cat bonds, which allow individual investors to share a
very small portion of the reinsurance risk. It works like this:
through an investment bank, an insurance company will sell
a quantity of cat bonds, immediately j‘r‘nyqs}lngz‘pro&eeds in
low-risk financial instruments, like"U.S. Treasury bonds. If a
catastrophe occurs, the 4J:5. Treasury bonds are sold and
the resulting funds used to pay the claims the insurance
comgpany faces. But If no earthquake, fire, or hurricane hits
during the policy period, the cat bond owners receive a sub-
stantial return that can be as high as 10 percentage points
above the yield on U.S. Treasury bonds of equal maturity.
This high level of compensation, coupled with a very low cor-
relation with the return on most other investments, means

s T

is alarge, ulndlverslﬂed risk. To offer eanhq}xake Insurance and that cat bonds can both Improve the expected return and §
stay In business, a property and casualty insurance company . ) H
¢ B lower the risk of a typical investor’s portfolio. Nevertheless,
must find some way to insure Itself against catastrophic risks— A L [
i PN the demand feor cat’bonds remains limited, with issuance of i
large natural disasters that generate a significant number of <
only $6 billion i"2015. ¢ ¥
payouts simultaneously. ) i
" " - The existence of reinsurance and cat bonds has clear
Reinsurance companies offer a solution to this problem S t
. ¢ ) benefits. These mechanisms for transferring and spread-
by providing insurance to insurance companies. Say the . . : . ; ¥
; 0 ing the risk of catastrophic disaster improve the risk—return
California insurer estimates that an earthquake would gener- SR J 5 §
. : tradeoff for individu8l investors, enable insurance companies
ate payments of $15 billion {the approximate loss in the 1994 ; ¥
. to offer more insurance than they could otherwise, and allow
earthquake In Northridge, Los Angeles). The company may !
. % prospective homeowners to get the insurance they need— =
have the resources to cover only the first $1 billion of policy- and the mortgage financing they want—to purchase a home P
holders’ claims. To write the full $15 billion worth of insurance, 9289 9 they B "R
the company will need to buy $14 billion of reinsurance. k
Reinsurance companies are enormous; they operate . - s ¥
all over the world. Their geographic spread allows themto . One of the first cat bonds t.° beissued s a$400 ",'“14]'0“ offering
di ARG theiliakes donth tth in 1997 by the United Services Automobile Association (USAA),
ver5|fy 'en 1K, e?aus_e earthquakes don't happen ? € an insurer of current and past military personnel and their families.
same time in §oth California and J'ap?n. The fact thfat reinsur-  The bond agreement provided that if USAA's losses from a hur- i
ance companies can spread their risk globally gives them  ricane rated category 3, 4, or 5 exceeded $1 billion over the next ¢
the ability to withstand individual losses, even if they are  year, bondholders would pay 80 percent of the next $500 million
catastrophic. For this to work, reinsurers have to be big. So  in claims. ¥
R e o e N B T Gl o o A O T A g

Pension Funds

Like an insurance company, a pension fund offers people the ability to make pre-
mium payments today in exchange for promised payments under certain future cir-
cumstances. Also like an insurance company, pension funds do not accept deposits.
They do help people to develop the discipline of saving regularly, getting them

TIME

started early and helping them to stick with it. As we saw in Chapter 4, the earlier a

person begins saving and the more disciplined he or she is, the better off that person
will be later in life. Saving from an early age means enjoying a higher income at
retirement. Pension plans not only provide an easy way to make sure that a worker
saves and has sufficient resources in old age; they help savers to diversify their
risk. By pooling the savings of many small investors, pension funds spread the risk,
ensuring that funds will be available to investors in their old age.

pey
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People can use a variety of methods to save for retirement, including employer-
sponsored plans and individual savings plans, both of which allow workers to
defer income tax on their savings until they retire. Nearly everyone who works
for a large corporation in the United States has an employer-administered pension
plan. There are two basic types: defined-benefit (DB) pension plans and defined-
contribution (DC) pension plans. Regardless of the type, many employer-sponsored
plans require a person to work for a certain number of years before qualifying for
benefits. This qualifying process is called vesting. Think of vesting as the point
at which the contributions your employer has made to the pension plan on your
behalf belong to you. Changing jobs before your pension contributions have been
vested can be very costly.

Let’s take a look at how the two types of pension plan work. Defined-benefit
plans were once more common than they are today. Participants in DB plans
receive a lifetime retirement income based on the number of years they worked
at the company and their final salary. For example, someone who worked for
the same company for 30 years and retired at a salary of $100,000 might receive
2 percent of that salary for each year of service, or $60,000 per year. That may
seem good, but to reap such benefits, most people would need to work a very long
time for the same firm.

Defined-contribution plans are replacing defined-benefit plans, and they are
very different. These plans are sometimes referred to by names like “401(k)”
after their designations in the Internal Revenue Service code. In a defined-
contribution plan, the employee and employer both make contributions into an
investment account that belongs to the employee. Unlike a defined-benefit plan,
in a DC plan the employer takes no responsibility for the size of the employee’s
retirement income. Instead, at retirement the employee receives the accumulated
funds in the account and must detide-hat to do with them. The options include
accepting a lump sum, removing small mounts at a time, or converting the bal-
ance to a fixed monthly payment for life by purchasing an annuity (see Your
Financial World: Annuities).

You can think of a pension plan’as the opposite of life insurance. One pays off if
you live, the other if you don’t. The two vehicles are similar enough that the same
institution often offers both. And not surprisingly, the balance sheets of pension
funds look a lot like those of life insurance companies; both hold long-term assets
like corporate bonds and stocks. The only difference is that life insurance companies
hold only half the equities that pension funds do

Finally, it is worth noting that the U.S. govefnment does provide msurance for
private, defined-benefit pension systems. If a company goes bankrupt, the Pension
Beneﬁt Guaranty Corporanon (PBGC) will take over the fund’s liabilities. The
*PBGC currently.gua.ranteés more than 24,000 pension funds covering 40 million
workers. While the PBGC's insurance is capped, so that highly paid employees like
airline pilots are not fully protected, it still increases the incentive for a firm’s man-
agers to engage in risky behavior. To guard against this possibility, regulators moni-
tor pension funds closely. Even so, as of fiscal 2015, the PBGC reported a deficit
exceeding $75 billion.

~
"The heavier emphasis on equities makes pension funds more risky. This is a risk that is potentially borne by the

plans’ participants. But, as mentioned later in this section, defined-benefit pension plans are insured by the U.S.
government, so in reality this is a risk borne broadly by everyone.
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APPLYING THE CONCEPT
PUBLIC PENSIONS AND THE
SOCIAL SECURITY SYSTEM

Providing for the elderly is a tremendous challenge for any
soclety. Traditionally, children cared for their parents when
they became old. But with the advent of modern industrial
societies and an assoclated increase in geographic mobility,
many elderly parents no longer live with their children. Today
the expectation Is that people will save enough while they are
working to pay their own way.when they retire. If they don't,
the general view is that in a civilized society, government
should care for the poor.

During the 20th century, the governments of many coun-
tries created pension systems that provided a guaranteed
income to the elderly. These programs were financed by tax
revenues paid by the young. As long as workers’ incomes were
growing quickly enough and the population itself was growing,
the arrangement worked well. Around 1970, however, both eco-
nomic growth and population growth began to slow in industri-
alized countries. At the same time, medical care was improving,
raising the prospect of a longer life for everyone. Gradually the
ratio of workers to retirees began to fall, so fewer and fewer
working people were supporting more and more retirees.

Today, to remain financially viable, these systems must
change. One solution—to raise the age at which full retire-
ment benefits are received to 70 instead of 67—has so far
been politically unpalatable. Failure to deal with the prob-
lem has set the stage for a crisis. In the United States, the
Social Security system will eventually be unable to meet the
obligations currently on its books.

Social Security is not a pension system in the traditional
sense of the term. All U.S. workers pay Social Security tax
{see the line labeled “FICA" on your pay stub); in return, the
government promises to make payments to them when they
retire. But with the Social Security taxes it collects from work-
ers, the government can do only one of two things: it can give
it to current retirees or spend it on general programs. As such,
Social Security is a “pay-as-you-go” system that transfers rev-
enues directly from current workers to current retirees.

This is a very different arrangement from a private
pension fund, in which contributions accumulate and are
invested for the long term and only after many years are paid

L SECO

'co l\\

Ismfv

out to retirees. Not only is the source of funds different but
the allocation of risk differs too. In the current Soclal Security
system, the responsibility to pay retirees belongs to younger
generations. They foot the bill; they face the risk. If the econ-
omy does poorly, for example, wages of the young who are
working will fa!]f making it more burdensome to pay the taxes
required to honef promises to retiregs. In contrast, in a pri-
vate pension system, individuals’ own savings provide their
retlrement’incomes and they themselves face the risk that
the return off ! thelr lavestments may be low.

The Socia} Secuw system’s finances are in bad shape.
According to the government’s 2015 estimates, by 2034 tax
income will be sufficient to finance only 75 percent of prom-
ised benefits. There are’only a few ways the problem can be
repaired. The government can reduce the benefits promised
to future retirees, raise the tax rate that future workers pay,
apply the Social Security contribution to Incomes above the
current cap, or convert the system into one that mirrors a pri-
vate pension plan, with individual accounts. Most proposals to
fix the system involve some combination of all three of these
approaches. For example, suggestions to privatize the system
involve reducing benefits to those who are currently working,
raising their Social Security taxes, and placing new revenues
into individual accounts similar to defined-contribution pension
funds. In such a system, the government would continue to
guarantee that the poor do not starve, but those who are well
enough off to take care of themselves would have to do so.

At this point, all anyone knows is that the Social Security
system will have to change and the faster the better. In evalu-
ating the proposals to fix it, keep in mind two key questions:
Who will pay the bills and who will shoulder the risks?

Securities Firms: Brokers, Mutual Funds, and Investment Banks

The broad class of securities firms includes brokerages, investment banks, and mutual
fund companies. In one way or another, these are all financial intermediaries. The pri-
mary services of brokerage firms are accounting (to keep track of customers’ investment
balances), custody services (to make sure valuable records such as stock certificates
are safe), and access to secondary markets (in which customers can buy and sell finan-
cial instruments). Brokers also provide loans to customers who wish to purchase stock
on margin. And they provide liquidity, both by offering check-writing privileges with





image20.jpg
Nondepository Institutions Chapter 13 |

their investment accounts and by allowing investors to sell assets quickly. Mutual fund
companies like Vanguard, Fidelity, and Dreyfus offer liquidity services as well; their
money-market mutual funds are a key example. But the primary function of mutual
funds is to pool the small savings of individuals in diversified portfolios that are com-
posed of a wide variety of financial instruments.

All securities firms are very much in the business of producing information. But
while brokers and mutual funds provide some investment advice to their retail cus-
tomers, information is at the heart of the investment banking business. Investment
banks like Goldman Sachs, Morgan Stanley, and JPMorgan Chase—all now divisions
of bank holding companies—are the conduits through which firms raise funds in the
capital markets. Through their underwriting services, these investment banks issue
new stocks and a variety of other debt instruments. Most commonly, the underwriter
guarantees the price of a new issue and then sells it to investors at a higher price, a
practice called placing the issue. The underwriter profits from the difference between
the price guaranteed to the firm that issues the security and the price at which the bond
or stock is sold to investors. But because the price at which the investment bank sells
the bonds or stocks in financial markets can turn out to be lower than the price guaran-
teed to the issuing company, there is some risk to underwriting. For most large issues,
a group of investment banks will band together and spread the risk among themselves
rather than one of them taking the risk alone.

Information and reputation are central to the underwriting business. Underwriters
collect information to determine the price of the new securities and then put their
reputations on the line when they go out to sell the jssues. A large, well-established
investment bank will not underwnte issues indiscriminately. To do so would reduce the
value of the bank’s brand, along with the fees the bank can charge.

In addition to underwriting, investment banks provide advice to firms that want
to merge with or acquire other firm{ ,Investment bankers do the research to identify
potential mergers and acquisitions and estifhate the value of the new, combined com-
pany. The information they collect and th€ advice they give must be valuable because
they are paid handsondely for them. In“facilitating these combinations, investment
banks perform a service to the econofny. Mergers and acquisitions help to ensure that
the people who manage firms do the best job possible. Managers who don’t get the
most out of the resources entrusted to them risk having their company purchased by
executives who can do a better job. This threat of a takeover—sometimes described
as the market for corporate control—provides discipline in the management of indi-
vidual companies and improves the allocation of resources across the economy..,

-

Finance Companies

Finance companies gre.in the’fendlng business. They raise funds directly in the financial
markets by 1s§u1ng commercial paper and securities and then use them to make loans to
individuals and corporations. Because these companies specialize in making loans, they
are concerned largely with reducing the transactions and information costs that are asso-
ciated with intermediated finance. And because of their narrow focus, finance companies
are particularly good at screening potential borrowers’ creditworthiness, monitoring their
performance during the term of the loan, and seizing collateral in the event of a default.
‘Most finance companies specialize in one of three loan ypes: consumer loans, busi-
ness loans, and what are called sales loans. Some also provide commercial and home
mortgages. Consumer finance firms provide small installment loans to individual con-
" sumers. If you visit an appliance store to purchase a new refrigerator, you may be
offered a deal that includes “no money down and no payments for six months.” If you

INFORMATION
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K Hedge Funds

TOOLS OF THE TRADE

Hedge funds are strictly for millionaires. These investment part-
nerships (sometimes referred to as nontraditional investment
funds) bring together small groups of people who meet certain
i wealth requirements. To avoid various legal regulations, hedge
funds come in two basic sizes: (1) they can have a maximum of
either 99 Investors, each of whom has at léast $1 million in net
worth, or (2) 499 Investors, each of whom has at least $5 million
in net worth. The larger hedge funds can also accept funds
from institutional Investors like pension funds, mutual funds,
and insurance companies so long as their net worth Is at least
$25 million. The minimum investment in a hedge fund is usually
$100,000. These really are millionaires’ investment clubs.

Hedge funds are run by a general partner, or manager,
who is In charge of day-to-day decisions. Managers are very
well pald, receiving an annual fee of at least 2 percent of
assets plus 20 percent of profits. In a year in which the fund’s
return on investment is 10 percent, the manager of an aver-

! age-size fund of $500 million will receive $20 million in fees.

Because these funds are unregulated, finding out what
their portfolios contain can be a challenge even for the
fund'’s investors: the manager need not tell anyone. This
secrecy creates the very real possibility of moral hazard. If
a fund starts to incur losses, determining the reason for the
fall in value Is often impossible. To ensure that the manag-
er’s incentives match those of the investors, the manager is
required to keep a large fraction of his or her own wealth in
the fund. By and large, this requirement solves the problem
of moral hazard; fraudulent behavior is extremely rare.

The name hedge fund may suggest that these funds
employ the diversification techniques discussed in Chapter 5,
but they do not. Hedging reduces risk by grouping together
individual investments whose returns tend to move in oppo-
site directions, but hedge funds are not low-risk enterprises.
Because they are organized as private partnerships, hedge
funds are not constrained in their investment strategies; they
can trade In derlvatives and borrow to create leverage.

AW. Jones founded the first hedge fund in 1949. His fund
combined leverage with short selling (the practice of borrow-
ing a stock or bond whose price you believe will fall, selling
It, and then buying it back at a lower price before repay-

* Ing the lender). Jones divided the fund’s equities into two

groups: companles whose stock prices he thought would fall
and companies whose stock prices he thoughr’vfould rise.
He sold the first group shor\and used the proceeds to buy
shares in the second group The term hedge in the name
hedge fund comes from the fact that when the market in
general went up or down, moving all stocks in the same
difection, the fund would take losses on one group of stock
but turn a profit on the second. It was hedged against move-
ments in the market as a whole. Jones turned a profit when
the stocks he sold short went down relative to the stocks he
purchased. And those profits were substantial.

Today we would refer to Jones's fund as a “long-short
hedge fund” because he was long on some stocks and short
on others. Ag of 2015, according to Hedge Fund Research,
more than 10,060 hedge funds managed roughly $3 trillion.
The long-: shoﬁ approach is only one of the strategies their
managers fp,liow Macro fund managers take unhedged posi-
tions in the & bepe of benefiting from shifts in Interest rates or
national market cofiditions. Global fund managers engage
in International stock picking. And the managers of relative
value funds try to exploit small, transitory differences in the
prices of related securities, such as U.S. Treasury bllls and
‘bonds. Long-Term Capital Management, the hedge fund that
collapsed in September 1998 (see Chapter 9), was follow-
ing this last strategy, trying to take advantage of price dif-
ferences between U.S. Treasury bonds of slightly different
maturities. Playing games with interest rates is what led the
firm to amass $1.25 trillion In interest-rate swaps.*

Regardless of the strategies they use, hedge fund manag-
ers typically strive to create retums that roughly equal those of
the stock market (as measured by a comprehensive index like
the S&P 500) but are uncorrelated with it. So while individual
hedge funds are very risky—something like 10 percent of them
close down every year—a portfolio that invests in a large num-
ber of these funds can expect returns equal to the stock market
average with less risk. That is why people like hedge funds and
why successful hedge fund managers are so well paid.

*For an insightful history and analysis of hedge funds, see Sebastian
Mallaby, More Money than God: Hedge Funds and the Making of a
New Elite (New York: Penguin Press, 2011).
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accept this loan offer, you'll be asked to fill out an application and to wait a few min-
utes while someone checks your credit. The credit is usually supplied not by the store
but by a finance company like Wells Fargo. This kind of consumer credit allows peo-
ple without sufficient savings to purchase appliances such as television sets, washing
machines, and microwave ovens.
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" Business finance companies provide loans to businesses. If you want to start your
own airline, for example, you will need to acquire some airplanes. That isn’t as dif-
ficult as it may sound, because you don’t need to shell out the entire $100 million
price of a new plane. Airplanes, like automobiles, can be leased. That is, a business
finance company buys the plane and then leases it back to you, an approach that
significantly reduces the cost of starting your new enterprise. While this example is
extreme, finance companies will purchase many types of equipment and lease them
back to firms.

In addition to equipment leasing, business finance companies provide both inven-
tory loans and accounts receivable loans. Inventory loans enable firms to keep their
shelves stocked so that when a customer asks for a product, the firm can fill the order.
Accounts receivable loans provide firms with immediate resources in anticipation of
receipt of customers’ payments. The purpose of both these loan types is to provide
short-term liquidity to firms.

Sales finance companies specialize in larger loans for major purchases, such as
automobiles. Car dealers customarily offer financing to people who are shopping for a
new car. When you purchase a car, at a certain point in the negotiations the salesperson
will ask how you intend to pay for it. Unless you have sizable savings or are buying a

“very cheap car, you will need to borrow. The car business is organized so that you don’t
need to leave the dealership to get your loan; someone there will take care of it for you.
The financing is arranged through a finance company, possibly a finance division of
the manufacturer, that specializes in making car loans.

Government-Sponsored Enterprises

You will not be surprised to learn_that the U.S. government is directly involved in the
financial intermediation system and’that he risk taking of government-related inter-
mediaries contributed importantly to the, financial crisis of 2007-2009. You might be
surprised that intermegdiation by a variety of government agencies grew markedly after
the crisis and accounted for most ney home mortgages.

In some cases, the government pro?/ides loan guarantees; in others, it charters
financial institutions to provide specific types of financing, such as home, farm, and
student loans. In 1968, when Congress wanted to expand its support for mortgage
lending to low- and moderate-income families, it privatized the Depression-era
Federal National Mortgage Association (Fannie Mae) and, in 1970, issued a simi-
lar charter for a competing entity, the Federal Home Loan Mortgage Corporation
(Freddie Mac). Each was thus chartered by the government as a corporation with a
public purpose, a hybrid corporate form known as a government-sponsored enter-

sprise (GSE). While the debt*issued by Fannie and Freddie was not guaranteed by
the governmrent,thdrket participants generally assumed that it would be in a crisis.

In 1968, Congress also established the Government National Mortgage Corporation
(Ginnie Mae) as a GSE that is wholly owned by the federal government. The U.S. gov-
ernment explicitly guarantees Ginnie Mae debt. (To provide student loans, Congress in
1974 chartered the Student Loan Marketing Association—Sallie Mae—as a GSE but
by 2004 had terminated the charter, making Sallie Mae a wholly private-sector firm).

At their founding, the GSEs had similar financial characteristics. They issued
short-term bonds and used the proceeds to provide loans or guarantees of one form or
another. Because of their explicit or implicit relationship to the government, they paid
less than private borrowers for their liabilities and passed on some of these benefits in
the form of subsidized mortgages and loans.
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IN THE BLOG

Still Riding the GSE Train

The U.S. federal government is trapped. Its role in mort-
gage finance has become so large that a rapid exit is simply
not an option. At least not any time soon.

How did we get into this mess?

In September 2008, as the financial crisis intensified,
investors shunned the debt of Fannie Mae and Freddie
Mac, so the U.S. Treasury put these government-sponsored
enterprises (GSEs) into federal conservatorship—in effect,
wiping out shareholders and taking ownership. Not long
after, the CBO estimated the fair value of the GSEs losses
at $291 billion (or more than 5 percent of their end-2009
mortgage portfolios).

At the time, it was widely agreed that the GSEs needed
to change. There was even a building consensus to eliminate
them completely, and in 2011 the Treasury proposed reforms
to do just that—restore private involvement (and risk man-
agement) in the mortgage market, and protect taxpayers from
future GSE losses. But the plan went nowhere. In fact, in
2014, the agency that regulates the GSEs proposed to reduce
the down payment needed to obtain a guarantee to as little
as 3 percent of the purchase price. Doing so would merely
increase the indebtedness of homeowners and raise the bur-
den on U.S. taxpayers if the mortgages could not be repaid.

‘We have known for a long time about the systemic risks
lurking in the current mortgage finance system. In 2001,
well before the financial crisis, Federal Reserve officials
warned about the GSEs, whose assets then already equaled
40 times their equity. More recently, academics showed how
these mortgage giants’ leveraged balance sheets made them
“guaranteed to fail.” And other research highlights the role
of household leverage in prompting the deepest economic
slump in U.S. postwar history. Yet the GSEs have continued
to grow. As of end -2015, the fraction of outstanding residen-
tial mortgages attributable to the two GSEs reached a record
61.5 percent.

And the federal government’s overall role in the hous-
ing market has also continued to grow. Collectively, fed-
eral agencies—including the GSEs, the Federal Housing
Administration (FHA), and the Department of Veterans
Affairs (VA)—backed 87 percent of mortgages issued in
2012, up from 35 percent in 2006 and 47 percent in 2000.

So, why do we remain stuck with a mortgage finance
system completely dominated by the federal government?
For now, the GSEs are profitable again, reducing the pres-
sure on Congress to act, More fundamentally, fnany people
benefit from the system: the GSEs’ own employees and

managers; real estate brokers; mortgage originators and
servicers; builders and construction worker d-ast, but
hardly least, homeowners whgcanbormw up to $625,500
(the current limit for COnfoﬂ’mng loans in high-cost areas) at
a below-market interest rate. The CBO estimates that GSE
backing of new mortgages over the period 2017-2023 will
fesult in a total subsidy averaging around $1.3 billion per
year. The recipients of these benefits are so numerous that it
is hard to imagine how to even start reforming the system.

The massive federal intervention in the mortgage
market has failed to raise the rate of U.S. home owner-
ship. On the contrary, it has been dropping—in the sec-
ond quarter 9£’2016, it was 63.1 percent, the lowest rate
since record keeping began in 1980, Moreover, despite the
relatively high U.S. ratio of mortgage debt to GDP and
the extensivg-government role in mortgage finance, the U.S.
home ownersknp fate.is unexceptional among advanced
economies. Itﬁly and Spain stand out, with homeownership
rates at 74 percent and 79 percent, respectively.

If boosting home ownership were truly the policy goal,
focusing the federal subsidy on first-time buyers(or at least
on houses below the 2015 median sales price of $220,000
for existing homes) would probably be more effective. And
to make the subsidy less risky for the financial system as
a whole, policymakers could: transform it from a debt sub-
sidy to an equity subsidy of roughly the same size.

Imagine, for example, that the federal government fully
matched each dollar saved by a low-income family, up to
10 percent of the value of a $200,000 starter home (call it

a 21st-century land grant). The combined amount would"

be enctigh for the family to put 20 percent down on the
purchase. Keeping the annual cost at $1.3 billion (the CBO
estimate of the GSE subsidy) would allow the government
to support the purchase of 65,000 such homes every year.
With a bigger equity cushion, the resulting mortgages
would be less risky (and easier to securitize, thus making
them even more attractive to potential lenders).

The dangers of the GSE system and the possibility of a
better way to boost home ownership are unlikely to trans-
late into serious reform anytime soon. Congress has made
little progress on financial reform since-the 2010 Dodd-
"Frank Act, which failed to tackle the problem of the GSEs.
And any effort to wind down the debt subsidy is likely to
widen the yield spread of mortgages over Tredsury bonds,
which would raise conventional mortgagé rates and drive
down house prices. What politician wants that?

G o R o o e b o Lo b R b e s
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uities

at least not yet. But it is very likely that when you retire, you
will turn your retirement savings into an annuity. And, in the
meantime, someone may try to sell you one. Here’s what
annuities are and how they work.

An annuity Is a financial instrument in which a person (called
the “annuitant”) makes a payment in exchange for the promise
of a series of future payments. Similar to a bond, annuities are

§ typically sold by insurance companies, and they come in many
forms and have many names. There are fixed-period versus
lifetime anpuities. A fixed-period annuity makes fixed monthly
or annual payments for a specified period like 10 or 15 years.
By contrast, a lifetime annuity guarantees periodic payments for
the remainder of the annuitant’s life (and possibly, that of the
person’s spouse as well). An aninuity is the reverse of life insur-
g ance. A life insurance policyholder pays the insurance company

i Most college students don’t have to worry about annuities,
i
%

each year or month, with the beneficiaries receiving a lump sum
when he or she dies. An annuitant makes a lump-sum payment
and then receives a stream of payments until death. -

Then there are deferred versus i’mmedlate annuities. An
Immediate annuity starts right away, while with a deferred
annuity, contributions are made and investment returns
accrue for payment at a later date. |, %

Once you realize that annuities are a‘typ"é’éf,‘investment.
things get even more complicated. Insurance companies
offer fixed versus variable annuities. Fixed 3nnuities guar-
antee the principal valde plus a minimum }prfgiest rate, like

oy,

oS s

a bond. Variable annuities can be invested in a variety of
mutual funds offered by the insurance company, and the
growth depends on the performance of the funds. Variable
annuities are complicated, and insurance companies will §
combine them with life insurance products.

Getting the right portfolio of insurance and annuities is par-
ticularly difficult. Unlike the case for stocks and bonds, no simpie
risk measures currently exist to help investors assess specific
insurance and annuity products. Economists have proposed that
insurers disclose a standardized index that quantifies the bene-
fits of each product to someone whose health is poor (compared
with someone who s healthy), and a‘separate “mortality” indica-
tor for the benefits to the beneficiaries if the person dies. These
two numbers would go a long way to help customers (or their
financial advisors) find the most appropriate products.*

Where does this leave us today? Annuitles are useful, but you
should probably hold off buying one until you are ready to retire.
Invest your retirement savings in index mutual funds with low
expense ratios, and buy term life insurance. When the time comes
to retire, then call an insurance company and buy an annuity. That's
going to be the cheapest, easiest, and simplest way to go.

For more information on annuities, what they are and
how they work, go to www.iii.org/individuals/annuities.

*For details on these indexes, see “Better Guidance on
Matters of Life and Death,” The Region, Federal Reserve
Bank of Minneapolis, June 2012.

BT L T S

As the crisis of 2007-2009 highlighted, housing intermediation is by far the largest
of these government-sponsored activities. And, even though many people see them as
a continuing risk to the financial system, Fannie and Freddie (along with a few federal
agencies) dominate housing finance in the United States (see In the Blog: Still Riding

the GSE Train).
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Table 13.4 summarizes the characteristics and roles of financial intermediaries.

i

Financial

Summary of Financial Industry Structure

Primary Sources of

Primary Uses of

Intermediary Funds (Liabilities) Funds (Assets) Services Provided v e
Depository Checkable deposits Cash Pooling of small sqvlﬁﬁ?to p;ovide large loans
Ir:tit:ﬁon Savings and time Loans Diversified, liquid deposit accounts
an| i
( ) deposits Securities Access to payments system
Borrowing from Screening and monitoring of borrowers
other banks
Insurance Expected claims Corporate bonds Pooling of risk
Company Government bonds Screening and monitoring of policyholders
Stocks
Mortgages : -
o -
Securities Short-term loans Commercial paper Managfment of asset pools
Firm Bonds Cléa:r_ing and settling trades
Stocks /-
Investment Immediate sale of assets
Bank

Access to spectrum of assets, allowing
diversification

Evaluation of firms wishing to Issue securities
Research and advice for investors

Mutual-Fund
Company

Shares sold to
customers

Commercial paper

Pooling of small savings to provide access to large,
diversified portfolios, which can be liquid

Bonds
(including
exchange- Mortgages
traded funds, Stocks
ETFs) Real estate
Finance Bonds Mortgages Screening and monitoring of borrowers
Company Bank loans Consumer loans

Commercial paper

Business loans

Pension Fund

Policy benefits to be
paid out to future
retirees

Stocks
Government bonds
Corporate bonds
Commercial paper

Pooling of employees' and employers’
contributions

Diversification of long-term investments to ensure
future income for retirees

Government-
Sponsored
Enterprise

Bonds

Loan guarantees

Mortgages
Farm loans
Guarantee payments

Largest share of housing finance

Access to financing for borrowers who cannot
obtain It elsewhere
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Using FRED: Codes for Data in This Chapter

Data Series FRED Data Code

Commercial banks USNUM

Banks with total assets over $20 billion FREQS5
Bank failures ’ BKFTTLAG4IN
Return on equity USROE
Equity-to-assets ratio ~ EQTA
Credit market assets held by domestic ﬁnanc-lgl sectors TCMAHDFS

= PPFTCMAHDFS
Held by brokers and’gealers i BDTCMAHDFS

s
Held by property and casualty insurers - PCICTCMAHDFS

Held by life insurers - LICTCMAHDFS

Held by mutual funds MFTCMAHDFS

Held by government-sponsored enterprises GSETCMAHDFS
3-month U.S. dollar LIBOR USD3MTD156N
1-week U.S. dollar LIBOR USDIWKD156N

Effective federal funds rate (weekly) FF
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Held by private pension funds

Institutional money market mutual funds WIMFSL

Retail money market mutual f@d‘s : WRMFSL

Savings depositsat savings institutions SVGT!
Time deposits at savings institutions STDT!

U.S. nominat gross domestic product GDP
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Chapter Lessons ~

1. The United States has a comparatively large but declining number of banks.

a. The large number of banks in the United States is explained by restrictions on
branching, both within and across state lines, that were imposed by the federal
government in 1927.

b. The large number of banks in the United States is a sign of an a.nucompennve
legal environment.

c. Since 1997, banks have been permitted to operate mmore than one state. This change
has increased competition and driven many small, inefficient banks out of business.

d. Between 1933 and 1999, banks were prohibited from engaging in the securities
and insurance businesses.

e. Banking has been expanding not just across state boundaries but across interna-
tional boundaries.

i. Many U.S. banks operate abroad, and a large number of foreign banks do
business in the United States.

ii. Eurodollars—dollar deposits in foreign banks—play an important part in the
international financial system. ~ ~_.

f. The financial mdustry is constantly evolving. With cha.ngcs in regulations, finan-
cial services cafl now be provided in two ways:

i. Through a large universal bank, w‘h;ch proyldes all the services anyone could
possibly need.

ii. Through small specialized firms, which supply a limited number of services
at a low price.

2. Nondepository institutions are playing an increasingly important role in the financial sys-
tem. Five types of financial intermediary may be classified as nondepository institutions.

a. Insurance companies.

i. Life insurance companies insure policyholders against death through
term life insurance and provide a vehicle for saving through whole life
insurance.

. Property and casualty companies insure individuals and businesses against
losses arising from specific events, like accidents and fires.
The two primary functions of insurance companies are to
« allow policyholders to transfer risk.
« screen and monitor policyholders to reduce adverse selection and moral
hazard.
b. Pension funds perform two basic services.
i. They allow employees and employers to make payments today so that
employees will receive an income after retirement.

ii. They spread risk by ensuring that those employees who live longer than oth-
ers will continue to receive an income. For this reason, pension funds may be
thought of as the opposite of life insurance.

c. Securities firms include three basic types of financial intermediary: brokers,
mutual fund companies, and investment banks.
i. Brokers give customers access to the financial markets, allowing them to buy
and sell securities.

ii. Mutual fund companies provide savers with small-denomination shares in
large, diversified investment pools.

iii. Investment banks screen and monitor firms before issuing their securities.

i.
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d. Finance companies specialize in making loans to consumers and businesses
for the purchase or lease of specific products, such as cars and business
equipment.

e. Government-sponsored enterprises supply direct financing and provide loan
guarantees for low-interest mortgages, student loans, and agricultural loans.

Conceptual and Analytical Problems

1. For many years you have used your local, small-town bank. One day you hear that
the bank is about to be purchased by Bank of America. From your vantage point as
a retail bank customer, what are the costs and benefits of such a merger? (LOI)

2. Why have technological advances hindered the enforcement of legal restrictions
on bank branching? (LOI)

3. How did the financial crisis of 20072009 affect the degree of concentration in
the U.S. banking industry? (LOI)

4. Banks have been losing their advantage over other financial intermediaries in at-
tracting customers’ funds. Why? (LO2)

5. Anindustry with a large number of small firms is usually thought to be highly com-
petitive. Is that supposition true of the banking industry? What are the costs and
benefits to consumers of the current structure of-the U.S. banking industry? (LOI)

6.* What was the main rationale behind the separation of commercial and investment
banking activities in the Glass-Steagall Act of 1933? Why was the act repealed?
(LOI1) ,

7. Explain what the phrase “too big {6 fail” means in reference to financial institu-
tions. How did the policy responses.to the financial crisis of 2007--2009 affect the
too-big-to-fail problem? (LOI) .

8. Discuss the problems life insurancé.companies will face as genetic information
becomes more widely available. (LO2)

9. When the values of stocks and bonds fluctuate, they have an impact on the balance
sheets of insurance companies. Why is that impact more likely to be a problem for
life insurance companies than for property and casualty companies? (LO2)
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10.* Compare and contrast the structures of bank.holding companies, financial Hold-
ing companies, and universal banks. (LO/)

11. What are the benefits of-collaboration between a large appliance retailer and a
finance c?n]gapy? (LO2)

12. Why " did government-sponsored enterprises (GSEs) such as Freddie Mac and
Fannie Mae have substantially higher leverage ratios than the average U.S. bank
in the years preceding the financial crisis of 2007-2009? Explain how this made
the enterprises more vulnerable to the house price declines that precipitated the
crisis. (LO2)

13. Consider two countries with the following characteristics. Country A has no

~ restrictions on bank branching and banks in Country A are permitted to offer
investment and insurance products along with traditional banking services.

*Indicates more difficult problems
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14.

15.%

16.

17.

18.

19.

20.

21.

In Country B, there are strict limits on branch banking and on the geographic

spread of a bank’s business. In addition, banks in Country B are not perrhitted_

to offer investment or insurance services. Explain each of your choices for the

following. (LOI)

a. In which country do you think the banking system is more concentrated?

b. In which country do you think the banking system is more competitive?

c. In which country do you think, everything else being equal, banking products
are cheaper? ¢

it =y
You examine the balance sheet of an insurance compafy and note that its assets
are made up mainly of U.S. Treasury bills arrd commercial paper. Is this more
likely to be the balance sheet of a property and casualty insurance company or a
life insurance company? Explain your answer. (LO2)

‘Statistically, teenage drivers are more likely to have an automobile accident than
adult drivers. As a result, insurance companies charge higher insurance premi-
ums for teenage drivers. Suppose one insurance company decided to charge teen-
agers and adults the same premium based on the average risk of an accident for
all drivers. Using your knowledge of the problems associated with asymmetric
information, explain whether you think this insurance company will be profit-
able. (LO2) - ‘

Use your knowledge of the probt'e,ryg associated with asymmetric information
to explain why insurance companiég:ofteg include deductibles as part of their
policies. (LO2) =

Suppose you have a defined-contribution pension plan. As you go through your
working life, in what order would you choose to have the following portfolio al-
locations: (a) 100 percent bonds and money-market instruments, (b) 100 percent
stocks, (c) 50 percent bonds and 50 percent stocks? (LO2)

As an employee, would you prefer to participate in a defined-benefit pension plan
or a defined-contribution pension plan? Explain your answer. (LO2)

In the aftermath of the financial crisis of 2007-2009, there have been calls to
reinstate the separation of commercial and investment banking activities that was
removed with the repeal of the Glass-Steagall Act. Do you think this is a good
way to reduce systemic risk? (LO1)

Suppose a well-known financial holding company agreed to be the underwriter
for a new stock issue. After guaranteeing the price to the issuing company but be-
fore selling the stocks, a scandal surrounding the business practices of the hold-
ing company is revealed. How would you expect this scandal to affect (a) the
financial holding company and (b) the issuing company? (LOI)

Consider three possible health insurance programs with the following characteristics:
Program A: Participation in the program is voluntary and the policy premium
charged varies with an individual’s health status, with those in relatively better
health paying less.

Program B: Participation in the program is voluntary and the policy premium is the
same for everyone, based on the nation’s average cost of health care-per person.
Program C: Participation in the program is mandatory and the policy premium is
the same for everyone, based on the nation’s average cost of health care per person.
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Which of the three programs is least likely to be viable? Explain your answer.
(LO2)

22. Suppose a U.S. bank is considering providing its services abroad. List one pos-
sible advantage and one possible disadvantage of expanding via the acquisition
of a controlling interest in a foreign bank versus the establishment of an interna-
tional banking facility (IBF)? (LOI)

Data Exploration

For general information on using Federal Reserve Economic Data (FRED) online,
visit www.mhhe.com/moneyandbanking5Se and refer to the FRED Resources.

1. One aspect of the 2007-2009 financial crisis was a run on some money-market
mutual funds (MMMFs). Plot weekly data (without the recession bars) for 2008 on
institutional MMMF deposits (FRED code: WIMFSL) and identify the timing of
the run visually. Next, download the data, and report the size of the deposit outflow
in the week that the run peaked. Why did this run end? (LOI)

2. When did the financial crisis of 2007-2009 peak and why? Plot weekly data for
20062010 for 1-week U.S. dollar LIBOR (FRED code: USDIWKDI156N) and
the effective federal funds rate (FRED code: FF). (For consistency, plot both series
on the same basis by specifying “Weekly, ending Wednesday” in the “Modify
Frequency” dropdown box.) Explain the pattern. (LOI)

3. How did competition from rhoney-market mutual funds affect traditional savings
institutions that provided mortgages at fixed interest rates? Beginning with 1981,
plot the ratio of retail money-market;mutual funds (FRED code: WRMFSL) to the
sum of savings and small time depositsat savings institutions (FRED codes: SVGTI
and STDTT). What favored money funds in the 1980s and 1990s? Why did the ratio
shrink in the first half of the 2000s2(LO1)

4. Mutual funds allow small savérs to pool their resources and purchase diversi-
fied portfolios of assets with low transactions costs. To see whether savers have
taken advantage of these (and other) benefits, plot since 1980 mutual fund hold-
ings (FRED code: MFTCMAHDFS) as a percentage of GDP (FRED code: GDP).
Explain the pattern. (LO2)

Further Data Exploration: The FDIC’s website (www.fdic.gov/bank/statistical)
provides several databases that allow for further exploration of the U.S. banking sys-
tem. For example, the summary tables (at the FDIC website, select “Summary of
Deposits” and then-“Surfimary Tables.”) provide details of bank deposits by class
of bank ‘c'fﬁirter, asset size, deposit size, and region. “Statistics on Banking” tables
(www2.fdic.gov/SDI/SOB) detail assets and liabilities (and other characteristics) of
banks by type and size, both nationally and at the state level. Finally, the “Historical
Statistics on Banking” section (www2.fdic.gov/hsob/index.asp) provides data on the
evolution of the insured banking system since the FDIC’s origin in 1934.
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Figure 131
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The crisis of 2007-2009 has transformed the U.S. financial industry. The failure or
forced merger of several large banks and other depository institutions accelerated con-
centration, boosting the deposit share of the top four commercial banks by about 7 per-
centage points, to around 40 percent of the total. In July 2008, the U.S. government
placed the two massive government-sponsored enterprises (GSEs, see page 68) for
housing finance in conservatorship (wiping out their private shareholders, but allow-
ing them to operate while insolvent). In September 2008, the investment banking era
that had prevailed since the 1930s came to an abrupt end as the four largest indepen-
dent investment banks failed, merged, or became bank holding companies. The ensu-
ing run on money-market mutual funds (MMMFs) was stopped only by a government
guarantee of MMMF liabilities. And the federal government invested several hundred
billion dollars to restore the capital of the largest U.S. financial institutions, bailing out
their creditors to stabilize the financial system.

To understand the changing structure of the financial industry, we will discuss the
services offered by both depository and nondepository financial institutions. Together,
they provide a broad menu of services: buying and selling securities; offering loans,
insurance, and pensions; and providing checking accounts, credit cards, and debit
cards. Most financial institutions perform at least a few of these functions. Visit the
website of any large bank, for instance, and you will discover that you can get not only
checking and savings accounts, loans, and credit cards, but insurance and stockbroker-
age services. The first half of this chapter will consider current trends in the banking
industry, including the tendency toward consolidation with nondepository institutions.
The second half of the chapter will study the functions and characteristics of nonde-
pository institutions.
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Banking Industry Structure

Today’s banking system bears little resemblance to the one Americans knew in 1960 or
1970. Then people used their neighborhood banks. Not only did customers walk into
the bank to conduct their business, but they knew the tellers and bank managers they
saw there. Today most of us don’t go beyond the ATM in the lobby, and if we do, we
probably don’t recognize the employees inside. Some of us do our banking via mobile
phone or over the Internet and never see the bank’s “bricks and mortar.”” Banks have
been transformed so that location doesn’t matter the way it once did. This change has
occurred on both the national and the international level.

The best way to understand the structure of today’s banking industry is to trace it
back to its roots. That means looking at the legal history of banking. In this section
we’ll learn that banking legislation is the reason we have so many banks in the United
States. We'll look at the trend toward consolidation that has been steadily reducing
the number of banks since the mid-1980s. And we’ll briefly consider the effects of
globalization.

A Short History of U.S. Banking

If you want to start a bank, you can’t just rent a space, put up a sign, and open the
door. You need permission in the form of a bank charter. Until the Civil War, all
bank charters were issued by state banking authorities. Because the authors of the U.S.
Constitution feared a strong central government, in the early years of the Republic
the federal government was weak and sometimes
ineffectual. State governments were often more
powerful. Until 1863, in fact, ther¢’ was 10 national
currency. Instead, state banks issued banknotes that
circulated in much the way dollar bills do today. But
while the state-chartered banks usually”promised to
redeem their banknotes in gold, they did so only if
the bearer presented them at the bank. As the bearer
traveled farther and farther from the bank, the value
of the notes fell. So a note issued by a New York
bank was worth less in Philadelphia than it was in
New York. A $10 banknote issued by the Central Bank of Tennessee in 1853.

Besides currency that did not hold its value from
one place to another, the early American financial system was plagued by insufficient
capital and fraud. Banks regularly failed, and when they did, their banknotes became
worthless. As we saw in Chapter 2, given the license to print money, most people will
print too much. With so many different banknotes circulating, telling the sound money
from the unsound became inordinately confusing and inefficient. The whole point of
printing money is to reduce information costs and facilitate trade. Still, reasonable
people hesitated to accept banknotes issued by banks they weren’t familiar with, so
money was not widely accepted. In the end, the system just didn’t work.

Radical change came during the Civil War, when Congress passed the National
Banking Act of 1863, initiating a gradual shift in power away from the states. Although
the new law didn’t eliminate state-chartered banks, it did impose a 10 percent tax
on their issue of banknotes. At the same time, the act created a system of federally
chartered banks, or national banks, which would be supervised by the Office of the
Comptroller of the Currency, inside the U.S. Department of the Treasury. These new
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national banks could issue banknotes tax-free. Congress’s intent was to put the state
banks out of business by taking away their source of funds.

While the act did get rid of state-issued banknotes, state banks devised another
way to raise funds, by creating demand deposits. This explains the origin of the dual
banking system we have today, in which banks can choose whether to get their char-
ters from the Comptroller of the Currency at the U.S. Treasury or from state officials.
Roughly three-quarters of U.S. banks now have a state charter and the rest have a
federal charter. The decision is related to a bank’s profitability. State banking authori-
ties have been more permissive than federal authorities in the types of operations they
allow. Because greater flexibility in a bank’s operations means a better chance of mak-
ing a profit, state charters have been the overwhelming choice.

Furthermore, if the Comptroller of the Currency won’t allow a bank to engage in a
particular practice, the bank can always change its charter. This ability to switch back
and forth between state and federal charters created
what amounts to regulatory competition, which has
hastened innovation in the financial industry. In
the 1990s, changes in banking law required federal
and state agencies to coordinate their oversight of
financial intermediaries. But the globalization of the
financial sys’ﬁem, together with banks’ ability to move
funds easily across international boundaries, means
that today regulatory competition exists not so much
between state arfd federal government regulators but

The first national banknote issued in 1863. between regulators of different countries.

Following the Banking Act of 1863, the next
major event in U.S. banking history occurred in 1933, in the midst of the Great
Depression. From 1929 to 1933, more than a third of all U.S. banks failed; individual
depositors lost $1.5 billion, or about 3 percent of total bank deposits. Millions of small
savers lost their life savings.

To protect depositors and make banks safer, Congress enacted the Glass-Steagall
Act of 1933, which created the Federal Deposit Insurance Corporation (FDIC) and
severely limited the activities of commercial banks. The FDIC provided insurance to
individual depositors, so they would not lose their savings in the event that a bank
failed. The act also restricted bank assets to certain approved forms of debt and forbade
banks from dealing in securities, providing insurance, or engaging in any of the other
activities undertaken by nondepository institutions.

By separating commercial banks from investment banking, the law limited the ability
of financial institutions to take advantage of economies of scale and scope that might exist
in various lines of business. Nevertheless, this restriction on banks’ activities remained
in place until 1999, when the Gramm-Leach-Bliley Financial Services Modernization
Act repealed the Glass-Steagall Act. We will return to this topic shortly. The repeal of the
Glass-Steagall Act in 1999 eliminated the restrictions on banks’ activities, but it renewed
concerns about potential mismanagement of large financial holding companies.

The financial crisis of 2007-2009 underscored these concerns and led to the biggest
financial reform since the Great Depression, the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010. Dodd-Frank aims to prevent financial crises and
new government bailouts of financial intermediaries. In more than 800 pages of com-
plex legislation, it sets out new rules for financial institutions and markets; requires
closer government oversight over key establishments, called systemically important
financial institutions (SIFIs), regardless of their legal form; and sharply alters the
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authorities of the government agencies that govern the financial system. Like Glass-
Steagall, the Volcker rule—a part of Dodd-Frank named after the former Federal
Reserve chairman who advocated it—also forbids insured depositories from propri-
etary trading, segmenting this and other business activities so that deposit insurance
cannot subsidize bank risk taking.

We will explore the Dodd-Frank Act and its implications in some depth in
Chapter 14. But it is already clear that Dodd-Frank—and the hundreds of rules and
procedures that the government is still developing to implement it—will continue to
change the financial landscape significantly in coming years, much like the reforms
of the 1930s did in their time. What remains unclear is how successful it will be in
preventing another financial crisis.

Competition and Consolidation

None of the historical events we have discussed explains why there were nearly 5,300
commercial banks in the United States as of early 2016 or why that number had been
shrinking since the mid-1980s. To unravel the mystery, let’s return to Figure 13.1.
Notice the division between banks with branches and banks that don’t have branches.
As we mentioned in the introduction, banks that do not have branches are called unit
banks. The alternative, which is familiar to most of us today, is a bank with many
branches spread out over a wide geographic area. Large banks like the Big Four—
Bank of America, Citibank, JPMorgan Chase, and Wells Fargo—maintain branches in
many cities across many states and foreign countries. We’ll return to these banks in a
moment. For now, notice from the figure that in 1935, the vast majority of banks had
no branches; today, nearly threé-quarters of them do. In fact, if we look at the numbers,
we see that in 1935 there were 14,125 commercial banks in the United States, with
a total of 17,237 offices; as of the first quarter of 2016, there were fewer than 5,300
banks, but they had nearly 90,000 offices. Today s banks not only have branches; they
have lots of them. -

The number of banks and bank bganches in the United States tells only part of the
story; we also need to look at bank siz¢. Table 13.1 shows that the U.S. banking system
is composed of a large number of very small banks and a small number of very large
ones. Roughly 1 percent of the banks hold more than 75 percent of all bank assets. In
fact, the Big Four alone account for roughly one-half of assets in the U.S. commercial
banking system.

-
1 Table 13.1 B Number and Assets of Commercial Banks in the United States

Size of Institution (Assets) Number Percent of Total Assets

Less than $100 million 1,464 0.6%
$100 million to $1 billion 3,231 6.6%
$1 billion to $10 billion 501 9.4%
$10 billion or more 93 83.5%
Total X 100% ($15.2 trillion)

SOURCE: Table Ill-A, FDIC Quarterly Banking Profile, First Quarter 2016. Percentages do not sum to 100% due to rounding.
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The primary reason for this structure is the McFadden Act of 1927, which required
that nationally chartered banks meet the branching restrictions of the states in which they
were located.! Because some states had laws that forbade branch banking, the result was
a large number of very small banks.? Advocates of legal limits on branching argued that
they prevented concentration and monopoly in banking in the same way that antitrust laws
prevented concentration in manufacturing.

The McFadden Act produced a fragmented banking system nearly devoid of large
institutions. The result was a network of small, geographically dispersed bagks: that faced
virtually no competition. In many states, more efficient and mederri ‘banks were legally
precluded from opening branches to compete with the small, inefficient ones that were
already there. In these states, the result was a network of small community banks that
faced no competitive pressures to innovate.

Not only that, but the system was prone to failure. Because the only loan applica-
tions these local banks received were from residents of their own communities, their
loan portfolios were insufficiently diversified. In a farming town, the bank’s fortunes
depended on the weather, because its loan portfolio was composed almost entirely of
agricultural loans. Aware of the problem, the bank manager would eventually stop
making loans because the risk was simply too great: When credit ceased to flow into
the community, farmers curtailed their operations. In the end, the bank’s owners made
a healthy profit because the bank was protected-from competition—but everyone else
in town suffered. o

Some banks reacted to branching resfﬁétioyxs by creating bank holding
companies. A holding company is a corporation that owns a group of other firms.
In some contexts, it may be thought of as the parent firm for a group of subsidiaries.
Bank holding companies have been around since the early 1900s. Initially, they
were created not just as a way to evade branching restrictions but as a way to pro-
vide nonbank financial services in more than one state. In 1956, the U.S. Congress
passed the Bank Holding Company Act, which broadened the scope of what bank
holding companies could do, allowing them to provide various nonbank finan-
cial services. Over the years, changes in laws and regulations have added asset
management, investment advice, insurance, leasing, collections, and real estate
services to the list of allowable activities.

Beginning in the early 1970s, technology enabled banks to borrow and lend
at a distance. The combination of the U.S. mail, telephone service, and finally
the Internet dramatically reduced the importance of physical location in banking.
Without the need to personally visit the bank to conduct their business, people
ceased to care whether a bank was chartered in the state where they lived. Today,
ATMs, laptop computers, smartphones, and debit and credit cards allow depositors
access to means of payment even when they are far from home. Credit companies

'The 1956 Douglas Amendment applied the same restrictions to bank holding companies, requiring that any
out-of-state expansion be expressly approved by the host state.

?In the nation’s early years, the states were starved for revenue; they could neither issue their own currency
nor tax interstate trade. The fees the states earned for granting bank charters and the taxes they levied on bank
profits became important sources of revenue for state government. The fees gave the state governments an
incentive to create many small banks, while the taxes gave them an interest in protecting banks and ensuring
they would be profitable. The result was a fragmented banking system with little competition. See R. Kroszner
and P. Strahan, “What Drives Deregulation? Economics and Politics of the Relaxation of Bank Branching
Restrictions,” Quarterly Journal of Economics 114 (November 1999), pp. 1437-1467.
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can evaluate any individual or firm’s creditworthiness, so a bank can make a loan
regardless of the borrower’s location.

In changing the way people use the financial system, technology eroded the value
of the Jocal banking monopoly. In the 1970s and 1980s, states responded by loosening
their branching restrictions.® Then in 1994, Congress passed the Riegle-Neal Interstate
Banking and Branching Efficiency Act. This legislation reversed the restrictions put in
place almost 70 years earlier by the McFadden Act. Since 1997, banks have been able to
acquire an unlimited number of branches nationwide. While some banks couldn’t handle
the new competition and went out of business, the vast majority that ceased independent
operations disappeared through mergers with other banks. The number of commercial
banks has thus fallen by about one-half over the past two decades, and the number of
savings institutions—savings and loans plus savings banks—has fallen even more.

The Riegle-Neal Act allowed banks to diversify geographically. Today a bank that
wants to establish operations in a new state can purchase a bank already located in
that state. In doing so, it acquires the bank’s customers, as well as its employees and
their knowledge of the state’s business and legal environment. The results have been
dramatic. Banks became more profitable: their operating costs and loan losses fell; the
interest rates paid to depositors rose while the interest rates charged to borrowers fell.
The only people who suffered were the employees of inefficient banks, who had to
work harder and were paid less as a result of the new competition. So, the deregulation
of banks provided sizable benefits for the economy.*

Table 13.2 summarizes the key events in the evolution of the U.S. banking industry
over the last century. =

g Table 13.2 \Vi Key Legislation Atfec_t‘inq_‘f‘ﬁ‘e U.S. Banking Industry
3

# , q :
1927 McFadden Act Ou;la‘vVgstinterstate branching and required national banks to abide by the laws of
thée states in which they operated.

1933 Glass-Steagall Act "Established federal deposit insurance and prohibited commercial banks from
engaging in the insurance and securities businesses.

1994 Riegle-Neal Act Repealed the McFadden Act’s prohibition of interstate branching.

1999 Gramm-Leach-Bliley Act Repealed the Glass-Steagall Act’s prohibition of mergers between commercial banks
and insurance companies or securities firms.

2010 Dodd-Frank Act Aims to prevent financial crises and government bailouts of intermediaries, partly
- through government oversight of systemically important financlal institutions (SiFls).

T

3A number of other changes took place as well. For example, until 1980, federal law restricted the interest

rate banks could pay on deposits. Under Regulation Q, they were prohibited from paying interest on checking
accounts, and were limited to a maximum rate of just over 5 percent on savings deposits. As inflation and
interest rates rose in the late 1970s, these restrictions became prohibitive. Many depositors withdrew their funds
from banks and placed them in money-market mutual funds, whose interest rates were not restricted by law.

“One way to tell that deregulation improved growth is to look at what happened in different states. Separating the
iuggact of deregulation from that of a variety of other effects on growth can be tricky. The fact that states deregulated
at different times allows economists to disentangle the effects. See J. Jayaranthe and P. Strahan, “The Finance-Growth
Nexus: Evidence from Bank Branch Deregulation,” Quarterly Journal of Economics 111 (1996), pp. 639-670.





