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Federal Financial Institutions Examination Council

‘Decembexr 17, 1892

The President of the Senate
The Speaker of the Houge of Repregentatives

Pursuant to Section 221 of the Federal Deposit Ingurance Cor-
poration Improvement Act of 1991, I am pleased to submit to the
Congress, on behalf of the Federal Financial Institutions Examina-
tion Council, this study on Regulatory Burden.

Section 221 requires the FFIEC in congsultation with interested
parties, including both insured depository institutions and con-
sumer and community groups, to undertake four tasks:

1} To review the policies, procedures, recordkeeping and
documentation requirements used te monitor and enforce compliance
with all laws under the jurisdiction of the federal banking agen-
cies and the Department of the Treasury;

2) To determine whether such policies, procedures, and re-
quirements impose unnecessary burdens on the insured depository
institutions;

3) To identify any revisions of such policies, preocedures,
and requirements that could reduce unnecessary burdens without di-
minishing compliance with or enforcement of consumer laws or endan-
gering the safety and soundness of insured institutions; and

4} To report on such identified revisions to the Congress
within one year.

To meet the regquirements of the Act, the four federal banking
agenciesg' and the Department of the Treasury undertook extensive
reviews of their policies, procedures, recordkeeping and documenta-
tion requirements. The five organizationg formed an interagency
task force on Section 221 under the jurisdiction of the Council.

i The four federal banking agencies for purposes of Section 221
are the Federal Insurance Deposit Corporation, the Board of Gover-
nors of the Federal Reserve System, the Cffice of the Comptrollier
of the Currency, and the Office of Thrift Supervision.

Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation, Naticnal Credit Union Administration,
Office of the Comptroller of the Currency, Office of Thrift Supervision
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This task force met approximately every other week through 1992 in
order to guide the process and shepherd the report through the
planning, preparation, and writing stages.

The Council found that the regulatory burden on the banking
system is large and growing. Our review of the available evidence
suggests that the annual cost of regulatory compliance may be as
high as $17.5 billion, or up to 14 percent of total noninterest
expenses of the banking industry in 1%91. Numerous suggestions
were forthcoming from the Council’s member agencies and from the
public on ways to ease unnecegsary regulatory burden. The Council
has recommended cover 60 specific initiatives which the agencies
could undertake themselves to relieve individual burden require-
ments. Those initiatives are in addition to the numerous actions
undertaken by the agencies during the past year, which are in-
cluded separately in this study.

Thoge gpecific suggestiong are only a beginning, however.
Many aspects of regulatory burden flow not solely from the agen-
cies themselves, but rather are imposed through legislation. Al-
though proposed statutory reforms to ease regulatory burden were
not the intended or primary focus of the study, the Council recog-
nized when it undertook this process that suggestions regarding
appropriate statutory revigions to ease regulatory burden might
well arige. During the course of the study, many valuable sugges-
tions regarding potential statutory revisions were indeed forth-
coming. Accordingly, after submission of this study, the
Councill ‘s member agencies have agreed to continue meeting to iden-
tify and recommend possible statutory changes to reduce regulatory
burden further. The Council hopes to prepare a separate report to
the Congress on those issues in the Spring of 1993.

The Council‘s member agencies look forward to working con-

structively with the Congress on the ongoing process to relieve
regulatory burden.

Sincerely,

Y talsane

John P. LaWare
Chairman
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EXECUTIVE SUMMARY

Financial institutions in general, and banks and savings associations in particular, are
among the most heavily regulated businesses in the American economy. Much of the
regulation arises ultimately from three fundamental concerns that date back to the early days
of the republic: banking market structure and competition, banking safety, and monetary and
systemic stability. More recently, a fourth area of concern, consumer protection in financial
matters, has also become important, especially in the past 25 years.

Specific issues and goals of regulation in each of the four areas have changed and evolved
along with the times and conditions. Consequently, much of the regulatory apparatus
currently in place is a product of the twentieth century and especially the years since 1933,
Today, four major federal agencies and dozens of state agencies directly regulate banks and
saving associations under provisions of numerous public laws.

The purpose of this study, which is required by Section 221 of the FDIC Improvement
Act of 1991 (FDICIA), is to report on possible revisions of agency regulations and
requirements that could reduce unnecessary regulatory burden on banks and savings
associations. Specifically, Section 221 of FDICIA requires the Federal Financial Institutions
Examination Council (FFIEC), in consultation with interested parties, including individuals
representing both insured depository institutions and consumer and community groups to
undertake four tasks:’

1) To review the policies, procedures, recordkeeping and documentation requirements
used to monitor and enforce compliance with all laws under the jurisdiction of the banking
agencies and the Department of the Treasury:

2) To determine whether such policies, procedures, and requirements impose unnecessary
burdens on the insured depository institutions; _

3) To identify any revisions of such policies, procedures, and requirements that could
reduce unnecessary burdens without diminishing compliance with or enforcement of consumer
laws or endangering the safety and soundness of insured institutions; and

4) To report on identified revisions to the Congress within one year.

The text of Section 221 is included as Appendix G to this report.



Study Procedures

To meet the requirements of the Act, during 1992 the four federal banking agencies and
the Department of the Treasury undertook extensive internal reviews of their policies,
procedures, recordkeeping and documentation requirements. To gather additional
information, an interagency task force assembled the public comments that the Federal
Deposit Insurance Corporation (FDIC), the Office of the Comptroller of the Currency (OCC)
and the Office of Thrift Supervision (OTS) had received in response to their Spring 1992
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requests for comments on regulatory burden. Further, the FFIEC also requested public
comuments specifically on Section 221 and received 449 additional letters. The FFIEC also
held "Town Meetings" or hearings in Kansas City, San Francisco, and Washington, D.C. in
June 1992. In all, the interagency task force had available for its consideration 1,148 public
comments (including comments from more than 100 consumer and community groups) and
the testimony of 79 witnesses. Representatives of consumer and community groups also
attended the November 1992 meeting of the FFIEC's Consumer Compliance Task Force and
expressed their particular concern that any proposed relief from regulatory burden not
diminish compliance with or enforcement of consumer laws.

In announcing its request for public comments on regulatory burden the FFIEC indicated
its views on the scope of the study. The Council stated its belief that the intended focus of
the study was not to examine and develop proposed revisions to the overall statutory scheme
governing financial institutions. Rather, it appeared to the Council that the Congressional
intent was to accept the statutory scheme devised by the Congress as a given and instead to
examine the manner in which the federal banking agencies and the Treasury Department have
implemented that scheme by means of regulations, policy statements, procedures, and
recordkeeping requirements.

The Council further indicated that although proposed statutory reforms to ease regulatory
burden did not appear to be the intended or primary focus of the study, it recognized that
suggestions regarding appropriate statutory revisions might well arise. During the course of
the study, many valuable suggestions regarding potential statutory revisions did indeed arise.
Accordingly, the Council’s member agencies have agreed to continue meeting to identify and
recommend possible statutory changes to further reduce regulatory burden. The Council

hopes to prepare a separate report on those issues in the Spring of 1993,



Findings

In producing the current report the Council made a number of findings concerning
regulatory burden. Chapter Il of the report discusses the nature of regulatory burden on
depository institutions. Most entities in the domestic economy are subject to various forms of
regulation, but not generally to the same extent as depository institutions. Depositories face
extra stringencies in areas of regulation common to all businesses (such as aiding in
government efforts to collect taxes and pursue money laundering). They also are subject to a
variety of additional areas of regulation, however, that arise from the nature of their
customers as creditors of the institution as well as purchasers of services. The core of bank
regulation involves the goals of safety and stability, which other enterprises do not face.

Defined broadly, regulatory burden consists of any opportunity losses, operating costs, or
cost-causing activities that are necessitated by government actions and would not arise in the
normal course of business except for the government policy. Defined broadly in this way,
burden ultimately arises from two sources: 1) prohibitions that prevent regulated institutions
from engaging in activities that they would otherwise undertake; and 2) requirements for
certain actions or behaviors that regulated institutions would not undertake in the absence of
the requirements. Restrictions on activities fall into the first category, while paperwork and
required compliance activities fall into the second.

Both prohibitions and requirements can be costly to the regulated entity. Although
precisely measuring either type of burden is difficult, understanding and measuring the impact
of prohibitions typically is even more difficult than quantifying the impact of requirements.
Furthermore, often it is not only the prohibitions and requirements themselves but changes in
either of these sources of burden that can lead to costs. In practice, since requirements seem
to change more frequently, prohibitions on engaging in preferred activities are often
overlooked in discussions of regulatory burden.

Despite methodological complexities, researchers have conducted some studies of
regulatory burden on depository institutions. Most of the studies attempt to measure the costs
of regulatory requirements and have found that the costs attributable to banking regulation are
substantial. Despite methodological and coverage differences, findings are reasonably
consistent that regulatory costs might be 6-14 percent of noninterest expenses, without
including any measurement of the opportunity cost of reserve requirements. Since noninterest

expenses of the banking industry were $124.6 billion in 1991, if the percentage estimates are



correct, regulatory costs to the industry in 1991 could be between $7.5 and $17 billion,
without any adjustment for the costs of reserve requirements. Another finding from the cost
studies is that there appear to be economies of scale in compliance costs; in other words, large
banks have an advantage in this area. A variety of econometric studies associated with
consumer-protection regulations suggest that for a 10 percent increase in output, compliance
costs increase only 6-8 percent.

Review of the materials assembled for this report suggests several recurring themes and
common threads which cut across issues of regulatory burden. The last section of Chapter 11
reviews these general findings in more detail:

Cumulative Burden. Comments, testimony and cost studies suggest that cumulative
regulatory burden may well be more than the sum of its parts.

Balancing of Costs and Benefits. While there are generally some benefits from each
regulatory proposal, it is important to recognize that those benefits are not free for consumers
because they are paid by institutions. While people enjoy all the benefits of legislation and
regulation, they also pay all of the costs.

Coordination Among Regulatory Agencies. During 1992 regulators increased their
efforts to coordinate policies and procedures. Further efforts in this direction will lessen the
burden on depository institutions.

Pace of Change. Because startup costs are such an important component of regulatory
burden, slowing the pace of legislative and regulatory change could reduce burden. In order
to minimize the burden, rules should be revised as infrequently as possible, changes should be
made only if they are significant, and reasonable transition times should be allowed for
implementation.

Lack of Flexibility. Compliance requirements necessarily bring specificity and
standardization, especially when compliance standards or methods are placed in the law itself
with no exceptions. Forcing uniformity can be costly by precluding new approaches,
preventing innovation, and even by limiting access to new technology and new markets.

Smaller Banks. The regulation of internal processes within banks has become
increasingly intrusive, especially for smaller banks. Exemptions for smaller institutions might
be a good approach on some matters, particularly data collection, but they may be more
difficult to justify on others. At the same time, the Congress should realize that regulations
affect different institutions differently and that the smaller ones tend to feel the brunt more

heavily.
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Well-run Banks. Legislation and regulation should distinguish between well-run and
other banks whenever possible.

Obsolescence. Legislative and regulatory oversight should constantly be on the lookout
for obsolescence and rules that can be deleted, rendering moot the need for sunsets which
produce their own problems, especially uncertainty.

Directors. It appears from comments and testimony that regulation and the fear of
litigation may have reached the point where attracting and retaining competent bank directors
has become more difficult. Since competent directors are one of the first lines of defense
against bank difficulties and losses, the important issue of how to attract and retain competent
directors should be addressed.

Civil Liability. Imposing civil liability and permitting class action suits can increase
burden because of potential litigation and requests for standardization and legal safe harbors.
Administrative enforcement, even with its problems of intrusiveness and possibly inconsistent
application on occasion, may be less burdensome in many cases.

Exception Authority. Some strictly limited "exception authority" for regulators to
resolve anomalies and inconsistencies, such as the exception authority in the Truth in Lending
Act, could help resolve possible inconsistencies and ambiguities.

Regulatory Language. New regulations and changes should be written clearly.
Unnecessary regulatory burden results from regulations, policies, and procedures that are
difficult to decipher and understand.

Statutory Source. Many regulatory requirements are mandated by statute and are not
initiated by the agencies. Many commentators do not distinguish statute from regulation, and
much of the complaints to regulators involves statutory requirements. This clearly suggests
that if regulatory burden is to be reduced significantly, legislative changes may be needed.

Commission on Regulatory Improvement. Because of the difficulty of achieving
political consensus, an independent nonpolitical group or commission charged with exploring
possibilities for legislative improvement and possibly for achieving political consensus may be

useful.

Agency Actions

In addition to these general findings, the agencies have considered many specific

recommendations for regulatory change. These proposals originated from public comments



and testimony at the Town Meetings, as well as from the agencies themselves. Chapter I
contains the results of the interagency review of these recommendations. The
recommendations in Chapter I--the bulk of the study--are divided into three groups. The
first group contains recommendations that the FFIEC believes represent effective and efficient
steps to reduce regulatory burden. In many cases, the agencies achieved a consensus position
supporting the recommendation, while in other cases some agencies support the
recommendation in part or prefer an alternative approach to meet the goal of the
recommendation. Alternative positions are set forth in the discussion of individual
recommendations where appropriate. In most cases, the agencies agreed on the general
approach contained in the recommendation, although a few may require some further
consideration and possibly some compromise.

The second group contains the recommendations that the agencies felt, after careful
consideration, did not meet fully the standards set forth in Section 221. The pros and cons
with respect to these recommendations are set forth in the discussion as well. Fewer
recommendations fall into this grouping than into the first.

The third group contains recommendations from the public concerning non-Council
member agencies. The Department of the Treasury has contributed an analysis of the public
recommendations concerning the rules implementing the Bank Secrecy Act (BSA).
Recommendations for other agencies are listed without discussion.

During 1992 the agencies took action on many of the suggested proposals to reduce
regulatory burden. Consequently, these initiatives do not appear in Chapter ITI--Regulatory
Recommendations--as matters for further action. Instead, a summary of those initiatives

appears as Appendix D to this report.



I. INTRODUCTION

Financial institutions in general, and banks in particular, are among the most heavily
regulated businesses in the American economy.! Although many specific components of
financial regulation are products of the twentieth century, debate over the appropriate role of
government in the banking and financial system is as old as the republic itself. As long ago
as the administration of President George Washington, the Congress deliberated over the role
‘of government in chartering banks and influencing their activities. In the intervening two
hundred years, and particularly since 1933, government regulation of banking and finance has
grown significantly.

Today four major federal agencies and dozens of state agencies directly regulate banks
under provisions of numerous public laws, and banking law has become an important
specialty in the legal profession. This study, which is required by Section 221 of the Federal
Deposit Insurance Corporation Improvement Act of 1991 (FDICIA), identifies possible
revisions of agency regulations and requirements that could reduce unnecessary regulatory
burden on banks and savings associations without endangering safety and soundness or

diminishing compliance with or enforcement of consumer protection laws in any respect,

Historical Background

Throughout American history, three banking concerns have been fundamental: banking
market structure and competition, banking safety, and monetary and systemic stability.

Efforts to address each concern have produced specific regulatory rationales and actions. In
the late twentieth century, a fourth concern has arisen: consumer protection in the financial
area. Most of today’s regulatory apparatus fits into one or more of these four categories.

In the earliest days of the country the first of these concerns--market structure and
competition--focused on the role of government in establishing financial institutions. At issue
was whether banking was a private or a public function and whether it was a federal or a state
concern. In 1832, the Congress temporarily resolved this matter in favor of private banking

under state charters when, by not overriding the veto of President Andrew Jackson, it did not

! In much of this report, the term "banks” is used generically to refer to bank-like insured
depository institutions. Likewise, "regulation” is used generically to include the legislative
framework as well as the implementing regulations.



renew the charter of the only federally chartered bank, the Second Bank of the United States.
Ultimately, this 1832 decision led to the American pattern of numerous competing pfivate
banks with each bank limited in its geographic scope.

The National Currency Act of 1863 again permitied federal chartering of national banks,
but the power of state governments to influence banking structure has remained important into
the twentieth century. The McFadden Act (1927) and the Bank Holding Company Act (1956)
reaffirmed state powers by subjecting the geographic expansion of national and state banks
and their holding companies in part to the preferences of state legislatures. Controversy over
both competition and local orientation has survived, however, and continues in the 1990s with
disputes over mergers and antitrust considerations, interstate banking, and community
reinvestment.

Similarly, government policies addressing banking safety have a long history. In the early
nineteenth century, the central concerns were the value and redeemability of bank notes issued
by the state-chartered banks. For a time the Second Bank of the United States, in effect,
regulated the note issuance of state-chartered banks by periodically presenting their circulating
notes for redemption. This central bank-like function helped with the problems of over-
issuance and declining value of state-bank notes uniil the Second Bank’s federal charter
expired in 1836 and (under state charter) it failed in the recession that began the next year.

After the demise of the Second Bank of the United States, some states experimented with
various forms of regulation of state banks, including note-insurance schemes that functioned
like deposit insurance. The issue of bank safety became more settled for a time with passage
of the National Currency Act of 1863 and the National Bank Act of 1864. These laws
provided for a system of national banks that would issue safer national bank notes backed by
Treasury securities. (This arrangement also helped finance the Civil War by providing a
market for Treasury securities.)

The increased use of demand deposits later in the nineteenth century reopened the bank
safety issue; this concern continued into the first third of the twentieth century. Establishment
of the Federal Reserve System in 1913, the Federal Deposit Insurance Corporation in 1933
and the Federal Savings and Loan Insurance Corporation in 1934 again seemed to resolve the
safety issue until the failures of banks and savings and loan associations increased in the
1980s. As with the structure and competition issue, the subject of government policies to

provide for banking safety remains under active debate.
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Deliberations over government policies to provide a stable monetary and financial system
are also as old as the country. Following inflationary finance during the War for
Independence, Treasury Secretary Alexander Hamilton advocated sound money to bolster the
new country’s credit during the years of the Washington Administration. On his advice, the
Congress in 1792 established a monetary system based on a metallic standard (both gold and
silver) which lasted as a gold standard until 1933 despite periodic debate and disruption.

Discussion of appropriate governmental monetary policies was particularly heated after the
Civil War. After the wartime inflationary monetary expansion, the country in 1879 again
resolved the political issues in favor of hard money with resumption of the metallic standard
(this time only gold). Intensive political disputes over the role of government in the monetary
system occurred during this era of the Greenback Party and the Free Silver Movement and
culminated in 1896 with the political triumph of William McKinley and the gold standard over
William Jennings Bryan and the silver advocates.

During these postwar years, banking panics resulted in disruptions of payments in 1873,
1884, 1893, and again in 1907. This uncertainty concerning the payments system contributed
to creation of the Federal Reserve System in 1913. The Great Depression and the failure of
thousands of banks in the early 1930s led to a collapse of the money supply, the suspension of
the gold standard, and a dramatic expansion of the direct role of government in the monetary
and payments system. Since 1933, the major responsibility for monetary and financial
stability has rested upon the central banking functions of the Federal Reserve System and
federal deposit insurance. Today, most observers acknowledge the importance of government
in providing reasonably stable monetary values and a smoothly functioning payments system;
however, they frequently disagree on the best means for achieving these goals.

Consumer protection in the financial area has a shorter history of federal legislative
interest, but it has received particular attention in the past twenty five years. A competitive,
safe, and stable banking system clearly benefits consumers, but since 1968 the Congress has
also enacted specific legislation with the aim of protecting individual consumers in their
relationships with financial institutions. Today, both the Senate and. House of Representatives
have subcommittees that focus on consumer affairs issues, and the federal banking regulatory
agencies have consumer affairs specialists on their staffs and undertake consumer-compliance
examinations of regulated instifutions.

Federal legislation to protect consumers in the financial area over the past quarter century

has been extensive. Among the more important acts are Truth in Lending (1968), Equal
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Credit Opportunity (1974), Community Reinvestment (1977), Electronic Fund Transfer
(1978), Expedited Funds Availability (1987), and Truth in Savings (1991). This Iist is not
comprehensive, and the Congress has also amended its consumer-protection statutes from time
to time. For example, Truth in Lending has been amended thirteen times since its passage in
1968.

Since the end of the Depression, the role of government in the financial system has
generally been much less of a political issue than it was in the nineteenth century. While
many of the specifics of government regulation of financial matters have been actively
discussed, the absence of widespread banking panics or disruptions of payments since 1933
has meant that debates have been largely the province of specialists. Before the collapse of
much of the savings and loan industry in the 1980s, political discussion over financial matters .
commanded relatively little public attention compared with that a century earlier.

Yet federal regulation of the financial system in recent years has not been dormant or
unchanging. In fact, federal regulation of banking has steadily expanded since World War 1I.
Landmark federal legislation enacted during this period includes the Bank Holding Company
Act {1956), the Bank Merger Act (1960), the Savings and Loan Holding Company
Amendments (1967), Bank Holding Company Act Amendments (1970), the Financial
Institutions Regulatory and Interest Rate Control Act (1978), the Depository Institutions
Deregulation and Monetary Control Act (1980), the Garn-St Germain Depository Institutions
Act (1982), the Competitive Equality Banking Act (1987), the Financial Institutions Reform,
Recovery, and Enforcement Act (1989), and the Federal Deposit Insurance Corporation
Improvement Act (1991). This short list of legislation since World War II not only is
incomplete but also ignores the many separate sections or titles establishing or amending
several laws contained in each major legislative effort. The volume and the pace of changes
have led the banking and financial industries sometimes to argue that the burden of regulation
has increased beyond the usefulness of the regulations. Other observers contend that there are
still regulatory gaps that should be covered by new laws.

Certainly federal regulation of banking is pervasive in 1992; it affects virtually every
aspect of industry behavior. While most regulations originate from a worthy idea and each
regulation in itself appears to present a manageable cost burden, complaints arise that the
cumulative burden of regulation has become so severe that it stifles imagination and
innovation and that regulatory costs now outweigh public benefits. This cumulative burden of

regulation (along with available evidence of its measurable costs) is the subject of this report.
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Rationales for Regulation

Although the general reguiatory context of competition, safety, stability, and consumer
protection has long been important, specific issues have evolved, and the questions have
changed. Some of the most heated controversies of the past no longer exist. For example,
the merits of the gold standard versus silver or bimetal standards are largely of historical
interest. Some issues that are particularly important today, such as electronic transfers of
money, were largely unknown until recent years. As these issues change and evolve, so do
the laws, regulations, and regulatory structure.

In general, regulation is considered when fears arise concerning a market failure or
dislocation that might be rectified by government intervention.” Monopoly is an example.
Common experience, as well as econosmic theory, suggests that members of the public are
likely to be worse off when monopolists provide goods or services. Under a monopolistic
selling structure, price will be higher and output lower than in a more competitive market. If
(low-cost) government action can prevent, limit, or control monopoly, then the public should
be better off.

Another kind of market failure arises from economic "externalities"—social benefits or
costs outside the private benefits and costs that form the basis of individual transactions. If
private transactions, which presumably fully reflect private benefits and costs, fail to reflect
some important social benefit or cost, then regulation may be able to provide a better balance.
The argument of potential economic externalities has become significant in many regulatory
contexts. If, for example, private agreements result in unclean air affecting people not party
to the benefits of the agreement, or if private contracts destroy habitats of endangered animal
species or defile unspoiled wilderness lands that are important to people not individually
involved in the contract, regulation may protect the interests of these "external" parties.
Some of these situations are controversial.

Overcoming potential market failures, including monopoly and positive or negative
externalities, is a common justification advanced for regulating banking services. As already

noted, public concern over monopoly and centralized economic power (as well as centralized

2 A relatively new branch of economic theory known as Public Choice Theory suggests
that regulation arises from an economic market characterized by a demand for, and supply of,
regutation. While this branch of theory is important and provides many interesting insights
and hypotheses for further thought, extensive theoretical review of the economic origins of
regulation is beyond the scope of this report.



political power) dates from the founding fathers. It was a core worry in the debates over the
First and Second Banks of the United States, and it is still heard today in the context of "Wall
Street" versus "Main Street.” Likewise, many social benefits to a safe and well-functioning
banking system extend beyond the private benefits that accrue to the providers and users of
specific services. For example, a smoothly functioning banking and financial system, it is
widely agreed, is a prerequisite for healthy economic growth and thereby benefits all of
society besides providing private benefits to parties entering into banking transactions.

Recognizing that overcoming market failures is the general rationale for regulation, each
potential government action also has its own specific goal (see Table I), The listing in Table I
clearly shows the underlying importance of the four general areas noted above: structure and
competition, safety, stability, and consumer protection (groups I-IV). From time to time
other reasons for regulation have surfaced, including reallocation of resources, assistance with
public finance, and other goals of government (group V).

Certainly the goals in group I--preventing concentrations of power, promoting competition
and efficiency, preventing conflicts of interest, and preventing the extension of the banking
safety net--have been motivations behind regulations concerning structure and competition.
Preventing monopoly (and associated economic and financial power) .and the inverse,
promoting competition and efficiency (lines 1 and 2), have been important not only because of
the fear that centralized economic power may be connected with political power but also
because monopoly affects volume and prices. Policies that by their nature promote
competition should tend to limit monopoly and promote efficiency (which refers to maximum
output per unit of input). Competition and greater efficiency mean that prices of loans and
other bank services will be lower than they would be under a less competitive framework,
The lower prices certainly benefit bank customers and the rest of the economy. Antitrust
enforcement generally and the Bank Merger Act and the Bank Holding Company Act
specifically involve attempts to ensure competitive conditions in the banking industry through
regulatory action.

In the past, many observers held the view that banking should be separate from other
areas of commerce to prevent conflicts of interest and concentrations of power. A more
recent concern has been that combining banking and commerce could extend the federal
banking "safety net” from banking to commerce and thereby increase taxpayer liability and

confer competitive advantages on such firms (see group 1). Increasing stresses in U.S.

banking and concern over the competitive position of the industry, however, have led to a
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reconsideration of the separation of banking and commerce, within the context of
comprehensive reform of the U.S. banking industry.

A second rationale for banking regulation concerns banking safety (group I in Table 1),
which entails a considerable subset of regulatory requirements and procedures. These include
the requirement to file periodic and often extensive reports, restrictions on transactions with
affiliates and insiders, limits on loans to individual borrowers, capital requirements,
accounting rules, and various supetvisory policies including general regulatory oversight of
bank-management and bank-examination procedures. FDICIA, signed in December 1991,
added a list of new--and detailed--requirements in the supervisory area.

Many of the historic rationales for regulation in this area are interrelated and concern
attempts to limit the riskiness of individual institutions to prevent insolvency and failure (lines
5-9). Unquestionably, this goal of regulation has become central, particularly in recent years
when insolvency has threatened the deposit insurance funds and has resulted in the use of tax
funds to cover losses from insured deposits in the savings and loan industry. Many of the
strict limits on bank behavior have arisen from this concern, including many of the new
restrictions contained in FDICIA.

Stability in the monetary and payment system has clearly been another reason for
regulation (group III). Many of the provisions in this area have been particularly important to
the Federal Reserve in its central banking responsibilities; they include reserve requirements,
discount window rules, and operating requirements for the monetary and payments system, as
well as the deposit insurance requirements under the jurisdiction of the FDIC.

Consumer protection in the financial area (group IV) has become an increasingly
significant motivation for regulatory activity since the passage of Truth in Lending (Title I of
the Consumer Credit Protection Act) in 1968, Regulatory requirements that reduce the
potential for deposit losses or otherwise contribute to monetary and systemic stability certainly
protect consumers, but requirements regarding consumer protection have also become much
more specific. Since 1968, most consumer protection legislation in the financial area follows
one of two general directions: either mandatory disclosures (line 15) or mandatory fairness
procedures {line 16). Truth in Lending and other disclosure laws have attempted to improve
consumers’ understanding and choices in their financial transactions, whereas Equal Credit
Opportunity and Fair Housing laws aim at providing impartiality regarding sex, race, marital

status, and other individual characteristics.



A final grouping of rationales for banking regulation may be characterized simply as
"Other” (group V). One such rationale is reallocation of banking resources toward socially
preferred ends, particularly toward lending within a bank’s home community. Laws such as
the Community Reinvestment Act (1977) and remaining restrictions on interstate branching
reflect the view that if regulation requires banks to maintain local orientation, at least to a
degree, then social benefits (externalities) will accrue as well as private benefits to those who
actually use banking services. Bankers generally agree on the importance of their banks’
home communities, but laws that potentially reallocate resources can nonetheless be
controversial. For example, in the case of the Community Reinvestment Act many bankers
complain about additional paperwork involved in documenting their local efforts.

Additional rationales for bank regulation arise not from needs related to banking itself, but
from other governmental goals. These include requirements for bank cooperation in the
issuance of the public debt (including savings bonds), in government efforts to raise necessary
revenues through taxes (line 18), and in investigations of taxpayers undertaken by the Internal
Revenue Service. Rules associated with drug enforcement efforts, such as required reporting

of large cash transactions by financial institutions, also fall into this category (line 19).

Current Structure of Banking Regulation

As a result of the "dual” banking system that has developed in the United States, agencies
at both federal and state levels today have regulatory responsibility over banks and thrifts.
State governments generally can charter banks, savings banks, and savings associations. Such
state-chartered financial institutions are subject to primary regulation and supervision by state
agencies.

At the federal level, four agencies operate concurrently, each with primary responsibility
for a particular type of financial institution, The Office of the Comptroller of the Currency
(OCC), an organization within the Department of the Treasury, was established by the
National Currency Act of 1863 to charter national banks and is their primary regulator. The
Federal Reserve System, created by the Federal Reserve Act in 1913, is most often
recognized for its responsibilities in influencing the money supply; however, it is also
responsible for regulating U.S. bank holding companies (and their nonbank subsidiaries),
overseeing foreign banks doing business in the U.S., and serving as the primary federal

regulatory agency for state-chartered banks that are members of the Federal Reserve System.
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In addition, the Federal Reserve writes the implementing rules under most of the federal
financial consumer protection statutes.

The Federal Deposit Insurance Corporation (FDIC), established by the Banking Act of
1933 in response to the serious probiems of the banking system in the early 1930s, oversees
the deposit insurance funds and, in that role, can examine any insured bank or thrift to
determine its condition for insurance purposes. It is also the primary federal regulator of
federally insured state-chartered commercial and savings banks that are not members of the
Federal Reserve System, Another organization within the Department of the Treasury, the
Office of Thrift Supervision (OTS), was established in 1989 to succeed the Federal Home
Loan Bank Board. It issues charters for federal savings associations and federal savings banks
and is the primary federal regulator for federal and state savings associations and thrift
holding companies.

In this regulatory arena, not surprisingly, overlaps of jurisdiction and inconsistency of
rules occasionally occur. A bank holding company owning a national bank, state-chartered
banks, and a savings association could find itself under the supervision of up to four federal
banking agencies plus the state authorities: the Federal Reserve for the holding company and
the state-chartered bank if it is a Federal Reserve member; the QCC for the national bank; the
FDIC for the state-chartered bank if it is not a member of the Federal Reserve System; and
the OTS for the savings association. It would also be under the supervision of state agencies
concerning the state-chartered bank and any state-chartered savings associations.

The typical banking organization also is subject to the rules of many other federal and
state agencies, besides the banking agencies. These may include organizations with
responsibilities governing all businesses, such as the Internal Revenue Service, the
Occupational Safety and Health Administration, and the Department of Justice (for various
matters, including antitrust and civil rights). Depending on its lines of business and the
products it offers, the bank or holding company may also be subject to the rules of the
Federal Housing Administration, the Securities and Exchange Commission (if the banking
organization publicly issues securities), the Federal Housing Finance Board (if the institution
is a member of a Federal Home Loan Bank), the Department of Housing and Urban
Development (if it has a mortgage banking subsidiary), and the Federal Trade Commission (if
it has a finance company subsidiary). It may even answer to the Architectural and

Transportation Barriers Compliance Board under the Americans with Disabilities Act, which
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has issued a new standard concerning the height of activating keyboards on banks’ automated

teller machines.

Previous Studies of Regulatory Burden

Study of the issues surrounding government regulation of banking is not new. Over the
years, hundreds of researchers have undertaken thousands of studies and reports on various
aspects of financial regulation. Study results are found in academic journals and monographs
and in various other publications issued by public and private sources.” Many of the studies
are highly technical and use economic theory and advanced mathematical and statistical
techniques. The volume of studies makes providing a meaningful summary difficult; even
constructing a summary outline of subject matter represents a considerable task. A recent
study of regulatory burden® has suggested one classification scheme: the need for regulation,
the structure of regulation, the efficiency of regulation, and the burden of regulation. Table 11
outlines an alternative scheme based on the rationales for regulation found in Table I and the
four-part division of the issues found in the historical record of banking regulation in the
United States. Numerous studies exist in each of these areas.

Besides the studies by academic researchers, government commissions and study groups
have reviewed banking and financial regulation. In the past, most of these government
reports have focused on the organization and structure of the regulatory agencies rather than
on the burden of the regulations. The primary governmental studies that have addressed this
issue include:® the Commission on Organization of the Executive Branch of Government (the
"Hoover Commission"), 1949; the Commission on Money and Credit, 1961; the President’s

Commission on Financial Structure and Regulation (the "Hunt Commission"), 1971; the

* Some of the best known academic journals reporting such work are the Journal of
Banking and Finance, the Journal of Finance, the Journal of Financial Services Research, and
the Journal of Money, Credit, and Banking. Other sources inchude the monthly or quarterly
economic reviews of the Federal Reserve Banks, law reviews, and journals specifically
dedicated to regulatory matters but not concentrating solely on financial matters. Useful
summaries of some of these issues may be found in Federal Reserve Bank of Kansas City
[1987], Fischer [1968], Fischer [1986], Kaufman, et al. [1990], and Spong [1990]. (See
references for complete citations.)

* Carroll, et al. [19891.
? Brief discussion of these studies is included as Appendix E to this report.
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House Banking Committee report, "Financial Institutions in the Nation’s Economy” {the FINE

study), 1975; Blueprint for Reform: The Report of the Task Group on Regulation of Financial

Services (the "Bush Task Force Report"), 1984; and the Department of the Treasury’s

Modernizing the Financial System: Recommendations for Safer, More Competitive Banks,
1991.

Unlike these previous reports of government study groups, the current study does not
focus on the structure of the regulatory agencies per se, except to the extent that greater
cooperation among the agencies could result in reduced burden on regulated entities. Rather,
this study takes the structure and responsibilities of the agencies as a given and examines ways
that the regulations themselves might be improved to reduce burden on regulated institutions

without compromising the goals of safety and soundness and consumer protection.
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TABLE I: Goals and Rationales for Banking Regulation

I. Structure and Competition

1. Prevent Concentration of Power

2. Promote Competition and Efficiency

3. Prevent Conflicts of Interest

4. Prevent Extension of Federal Banking "Safety Net" to Commercial Firms

II. Banking Safety

Promote Safety and Soundness
Prevent Undue Risk Taking
Prevent Insolvencies and Failures
Protect the Deposit Insurance Funds
Provide for Competitive Equity

L

III. Monetary and Systemic Stability

10.  Provide for Monetary Stability

11.  Provide for Adequate Liquidity

12, Permit Effective Monetary Policy

13.  Prevent Runs

14, Provide for Financial Stability / Prevent Systemic Risk

IV. Consumer Protection

15. Provide for Financial Disciosures
i6. Prevent Unfair Treatment of Customers

V. Other

17. Reallocate Credit / Resources
18.  Aid With Public Finance
19.  Other Rules for Governmental Purposes (for example, Law Enforcement)

I-12



TABLE II: Subjects of Banking Regulation Studies

1. Banking Structure and Competition

Branching and Branch Banking
Competition and Performance
Mergers and Acquisitions

Bank Holding Companies
International Banking

Banking Structure Reform Proposals

Al e

II. Banking Safety and Soundness

Activity and Product Limits

Capital Requirements

Accounting Rules

Operating Requirements
Supervisory Policies and Procedures

Al

III. Monetary and Systemic Stability

1. Monetary Policy and the Price Level
A. Monetary Aggregates, Targets, and Instruments
B. Federal Reserve Policy and Procedures
C. Effects of Monetary Policy
D. Problems of Monetary Policy
2. Deposit Insurance and Stability

IV. Consumer Protection Policies

1. Consumer Disclosures
2. Unfair Practices

V. Other Requirements

1. Allocation of Credit
2. The Financial System and the Public Debt
3. Other Governmental Purposes (for example, Law Enforcement)
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II. THE NATURE OF REGULATORY BURDEN

Banks are regulated for important public policy reasons--competition, safety, economic
stability, consumer protection, and other goals of government. Other entities in the domestic
economy are also subject to regulation but not, generally, to the same extent as banks.
Antitrust statutes, for example, govern competitive market structure and behavior for all
businesses (except those with specific exemptions); but banking has its own additional set of
competition rules, which extend and supplement general antitrust requirements.” Similarly,
other businesses are subject to various federal and state consumer protection requirements; but
banking has an additional set of consumer protection provisions, only some of which affect
nonbank financial or other institutions> Further, while all businesses must be concerned with
tax compliance and illegal drug traffic, banks face extensive special requirements to aid the
Department of the Treasury in collecting taxes from the public and in pursuing illegal money
laundering.

Beyond these extra stringencies in common areas of business regulation, the core of bank
regulation involves the goals of financial safety and stability, which most other enterprises do
not face. The nature of bank depositors as creditors as well as customers of the bank sets
banks and their regulation apart from other businesses. Few other businesses enjoy the
implicit government guarantee that results from federal deposit insurance. As a result, the
regulation of banks is much more extensive, specific, and detailed. For example, banks face
restrictions on their lines of business, on the amount of business they may conduct with
individual customers, and on their capital structure and sources of funding. They also are
subject to substantial reporting requirements and extensive examinations.

Moreover, banks are subject to a vast array of requirements besides to those imposed by
legislation and formal regulation. Court decisions and interpretations of laws and regulations,

regulatory agency and staff policy statements (which interpret laws, regulations, guidelines,

! These banking-specific competition rules are articulated in the Bank Merger Act, the
Bank Holding Company Act, the Home Owners” Loan Act, and the Change in Bank Control
Act,

* The Truth in Lending Act applies to all institutions extending consumer credit, and the
Equal Credit Opportunity Act covers all creditors. Some other consumer protections in the
financial area primarily or solely affect depository institutions, however. These include the
Home Mortgage Disclosure Act, the Expedited Funds Availability Act, the Community
Reinvestment Act, and the Truth in Savings Act.
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and court interpretations), and interpretations by individual regulatory staff members and bank

examiners all contribute to the regulatory obligations of the banking industry.

Defining Burden

Defined broadly, regulatory burden consists of any opportunity losses, operating costs, or
cost-causing activities or changes in activities that are necessitated by government
requirements and that would not otherwise arise in the normal course of business. Thus, the
burden of regulation is more than just required reporting and paperwork, as is sometimes
suggested, although these are certainly elements. Defined broadly in this way, burden
ultimately arises from two sources: (1) prohibitions that prevent regulated institutions from
engaging in activities that they would otherwise undertake; and (2) provisions of law or
regulation that require certain actions or behaviors that regulated institutions would not
undertake in the absence of such requirements. For convenience, these two sources of burden
can be called "prohibitions" and "requirements,"” respectively. Paperwork and required

compliance activities usually fall into the second of these categories.

Prohibitions

Numerous prohibitions restrict bank activities and portfolios. The National Bank Act of
1864 describes the business of banking as it relates to national banks. Evaluating the scope of
authority granted by the Act has centered around whether it represents a broad grant under the
"business of banking” or whether it only represents a narrow grant of specified powers and
such incidental powers as are needed to perform them, thus prohibiting national banks from
exercising powers other than those specifically granted.

Many laws and regulations since 1864 have defined, refined, limited, and interpreted
these powers. The Banking Act of 1933, for example, distingunishes between deposits payable
on the demand of the depositor (which may not pay explicit interest) and deposits not payable
on demand (which may pay explicit interest). The Depository Institutions Deregulation and
Monetary Control Act of 1980 establishes the current percentage ranges for required reserves
on the different classes of deposits, and Federal Reserve Regulation D establishes required
reserve percentages within the statutory ranges. Other laws contain restrictions on types of
loans and amount of lending to directors, officers, and individual borrowers. There are also

restrictions on securities underwriting and on the types of securities that banks may hold.
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Some activities, including acting in a fiduciary capacity, are permissible for national banks to
the same extent that state laws permit them for state-chartered banks.

Historically, state laws have governed the activities of state-chartered banks, although in
certain areas they are now restricted by federal