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Chapter 8

Findings

The financial service industry is experienc-
ing a period of tremendous change. Economic
factors, specifically those that drove interest
rates to record levels during the last decade,
have caused the users of financial services to
seek new services. In turn, innovative provid-
ers of services have responded to consumers’
new financial needs and sophistication.

At the same time, a number of technologies
that have been just over the horizon for some
time have begun to mature. For example, com-
puters, still in infancy during the 1950’s, are
now used to deliver services directly to the
consumer without human intervention, and
the tendency to use systems based on infor-
mation and telecommunication technologies
for delivering financial services is increasing.
The general public’s level of familiarity with
computers has increased, providing a fertile
climate wherein significant numbers of users
now accept the new services. Falling prices for
electronic equipment and the increasing per-
vasiveness of such equipment throughout the
economy have further reinforced this trend.

In many cases, the basic services offered by
the financial service industry are not chang-
ing in any fundamental way. A deposit taken
through an automated teller machine (ATM)
is not substantively different from one taken
by a human teller. However, the availability
of technologies that can quickly process and
move vast amounts of data has made it pos-
sible for financial service providers to offer
products beyond those that would have been
possible otherwise. For example, the money
market mutual fund could have been offered
a century ago if there had been some means
of processing the transactions necessary to
make such a fund work economically.

Further, there is a definite trend in the econ-
omy away from the older “smoke-stack” in-
dustries to the production of information and
the development of those technologies that

make possible and facilitate this transition. A
considerable number of entrepreneurs see po-
tentially profitable opportunities for provid-
ing information services directly to consumers,
but, in general, they have yet to find the
package of services that will be successful in
the marketplace. Virtually all agree, however,
that financial services will be an important ele-
ment of that package. Thus, the forces that
are changing the basic character of the Ameri-
can economy are directly affecting the struc-
ture and character of the financial service in-
dustry.

The foregoing changes have affected the re-
lationships between and among the various
participants in the marketplace. Some perceive
themselves to be relatively better off, while
others feel they have been put at a disadvan-
tage. Some argue in favor of policies that di-
rect the evolution of the industry along pre-
determined paths, while others, somewhat
fearful of foreclosing opportunities from which
there could be widespread benefit in the future,
argue that policy should remain neutral in or-
der to permit the market to work its will in
shaping the industry.

The present rate of change is a transitory
phenomenon, and the structure and character
of the financial service industry will stabilize
during the coming decade. However, unless
some explicit action is taken to preserve the
present structure of the financial service in-
dustry, it will look much different at the turn
of the century than it does now. And yet, there
is no assurance that policy parameters can be
adjusted with a high degree of confidence to
bring about a specific, desired industry struc-
ture. Available and emerging technologies
have created many opportunities for innova-
tive people to engineer their way around reg-
ulatory barriers to achieve their goals and ob-
jectives.
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In light of the accelerating rate of change try. However, a number of conclusions that
in the financial service industry and in the bound the range of possibilities have been
economy in general, it is not reasonable to developed, and these are presented in this
make any firm predictions about the structure chapter.
and character of the financial service indus-

Conclusion 1: Applications of Technology and the
Changed Nature of Financial Services

The applications of advanced information and
telecommunication technologies in systems for
delivering financial services change the way
those services are created, delivered, priced, re-
ceived, accepted, and used.

Years ago, depository institutions credited
interest to savings accounts only quarterly,
or even less frequently. Today, most pay in-
terest from the date of deposit to the date of
withdrawal and compound interest at inter-
vals so short that they are nearly continuous.
This change was encouraged by deposit-rate
ceilings and made possible because the insti-
tutions installed computers that enabled them
to handle the computational workload re-
quired to provide the enhanced service.

Rapid advances in telecommunication and
information processing technologies have been
followed by applications to the delivery of fi-
nancial services. In some cases, the changes
accompanying the introduction of technology
have been imperceptible to customers. For ex-
ample, one month a statement may be pre-
pared on an accounting machine and the next,
on a computer. In others, the changes have re-
quired users to change the way they use finan-
cial services and the way they interact with
service providers and systems for delivering
services (e.g., ATMs rather than human tell-
ers). In addition, as users became more com-
petent with the technology, they forced pro-
viders of financial services to change the way
in which they interacted with their customers.
J. C. Penney, for example, agreed to accept the
VISA credit card only after VISA agreed to
permit a direct connection to the network by
the retailer.

In some ways, the rate of change in the
financial service industry is accelerating in re-
sponse to the assimilation of rapidly advanc-
ing technologies. On the other hand, the reluc-
tance of a significant number of users to adapt
to the changes is limiting the rate of change
in the industry. Only a little over 30 percent
of the recipients of Social Security payments
have agreed to accept payment by direct de-
posit, thus limiting the ability of the Department
of the Treasury to realize the full benefits of
applying the available technologies. Public re-
action to a requirement by one bank that only
customers who held deposit balances of $5,000
or more could receive service by a human teller
caused cancellation of the program.

Sometimes technology can indirectly affect
the availability of financial services. Technol-
ogy that facilitated the development of the
bank credit card is particularly important in
the programs of card issuers to limit fraud and
losses to bad debt. One of the key features of
the cards is that the merchant accepting them
is guaranteed the funds as long as the rules
for acceptance set down by the card issuer are
followed. As a result, many merchants are re-
luctant to accept a paper check at the point
of sale, preferring instead to avoid the risk of
loss the check entails. Thus, indirectly, appli-
cations of technology have reduced the ability
of consumers to pay for purchases by check.
(Ironically, the same technologies that have
made the credit card attractive to the mer-
chant are being applied to rejuvenate the
check. Although they have not fulfilled the ex-
pectations of a few years ago, check guaran-
tee and authorization services provide the
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same kind of protection from risk for the mer-
chant that is offered with the credit card.)

Technologies have also lessened the signifi-
cance of distance and time of day as factors
in the delivery of financial services. Telecom-
munication makes immediate interaction be-
tween service providers and their customers
possible, regardless of the location of either.
The terminal device used by either can be one
that can be programed to operate unattended,
at hours that are suitable to the schedules of
both users and providers and in ways that
make minimization of communication costs
possible. International networks of ATMs now
being established will allow the consumer to
access depository accounts in other countries
and will negate existing restrictions on the
taking of deposits across State lines. Wire
transfers, for example, can be used to deposit
funds to an account without regard to the
bank’s location.

Furthermore, technologies have also changed
the nature of the depository account. While
only chartered depository institutions can take
deposits, others have been able to take advan-
tage of the ability of the technologies to proc-
ess and transfer large amounts of information
quickly to offer various investment products
that have liquidity approaching that of a de-
posit. In addition, the importance of banks and
other institutions as depositories for funds is
diminishing. The application of technology has
made it possible for customers to use deposi-
tory accounts only to collect funds for a short
period, disburse them rapidly as needed, and
place any remaining funds in short-term in-
vestments. In this situation, the depository in-
stitution must receive the bulk of its income
from fees charged for service because the avail-
ability of funds on deposit that can be invested
for its own account is limited. Also, a number
of factors have reduced the spread between the
fees paid for deposits and those earned when
the funds are lent out. One way of replacing
this income, selling services for fee, is the
course that financial institutions are following.

Major capital investments are necessary to
implement new systems for delivering finan-
cial services. However, once the systems have

become operational, the institutions that de-
veloped them can market them to other finan-
cial service providers. Purchasers of the pack-
ages are then able to offer significantly
enhanced services without expending large
amounts of capital.

Historically, only depository institutions
have processed payments transactions and
have had exclusive access to the payments
systems. Now, the development of information
technology has created the opportunity for
others to enter this market. A substantial in-
dustry of wholesale service providers not usu-
ally seen as financial service providers now
supports retail financial institutions. In fact,
the existence of this industry has made it pos-
sible for many smaller retailers to exist. Yet
many wholesale nonbank processors are denied
direct access to the payments mechanism,
which, some of them argue, puts them at a
competitive disadvantage as providers of
wholesale services and limits their ability to
serve the needs of clients who are not part of
the financial service industry. These whole-
salers see financial institutions competing
with them as providers of information proc-
essing services while retaining the advantages
that come with exclusive access to the pay-
ments mechanism.

On the other hand, financial institutions at-
tempt to provide the full package of informa-
tion processing services needed to support all
of the activities of their clients that are related
to financial operations and payments. As the
dependence on technology for providing finan-
cial services continues to increase in the
future, this conflict between competing classes
of institutions will become more intense. De-
pository institutions, pressured by decreasing
earnings from deposits, will seek to expand
their base of customers that pays fees for serv-
ices at the same time that their competitors
seek to provide alternative sources of finan-
cial services to those same markets.

The financial service industry is dependent
on reliable and effective telecommunication fa-
cilities for its existence. If financial data, both
payments and collateral information, cannot
be moved rapidly and reliably worldwide, the
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financial service industry could not function
as it presently does. Further, systems for de-
livering financial services have been designed
to take into account the present configuration
and cost structure of available telecommunica-
tion facilities. Any significant departure from
historical patterns could have a direct and ma-
jor impact on the costs of delivering financial
services, the structure of the industry, and the
distribution of costs among the various par-
ticipants.

For example, home banking systems have
generally been designed so that the user need
make only a minimal investment in terminal
equipment and can rely on the computer oper-
ated by the service provider for the process-
ing required. Implicitly, this type of design
assumes that low-cost telecommunication fa-
cilities are available and that the cost to the
user of a lengthy, interactive session with a
host computer will be minimal. On the other
hand, if local telecommunication costs rise sig-
nificantly, such systems may have to be rede-
signed to minimize the connection time be-
tween the user and the provider’s computer;
this could result in excessive cost to the user
of a terminal. Similarly, the large amounts of
capital used to establish telecommunication
networks operated by providers of financial
services under present pricing structures could
effectively be lost if changes in telecommunica-
tion result in prohibitive costs of operation.

Float, its cost, and who benefits from it have
long been at issue. The various financial serv-
ice participants have developed strategies to
take advantage of float that range from con-

sumers issuing checks 2 or 3 days before they
deposit funds to corporate treasurers disburs-
ing funds from remote locations. The technol-
ogies, on the one hand, provide the opportu-
nity essentially to eliminate collection float
from the system while, on the other hand,
offering the payer the opportunity to control
with absolute certainty the time at which a
disbursing account is debited. Businesses,
then, could revise trade discounts to reflect the
new realities by allowing, for example, dis-
count if good funds were available after 12 or
13 days instead of allowing it if the check is
postmarked on or before the 10th day. Simi-
larly, consumers who know that funds will be
available on a specific day could schedule their
payments accordingly, rather than playing
games with the system, as they do now.

Finally, technologies make it possible for in-
dividuals, businesses, and government to keep
minimal idle balances. Because all parties can
know exactly when good funds are available
and when disbursements must be made, they
can move all funds not needed for day-to-day
transactions into investment accounts that
pay market rates of interest. Then, funds can
be moved to transaction accounts that either
pay no interest or pay below-market interest
rates for minimal periods to meet require-
ments for disbursements and/or to receive
funds from others. The net effect of this
tendency will be a constantly increasing down-
ward pressure on the balances of transaction
accounts held by depository institutions and
others.

Conclusion 2: Restructuring the
Financial Service Industry

Some patterns in the ongoing restructuring The structure of the financial service indus-
of the financial service industry are discernible: try was, at one time, clearly defined. Most
the present fluidity and rapid change will con- individuals and businesses conducted their fi-
tinue for some time, but many uncertainties can- nancial affairs primarily with depository in-
not now be resolved and many alternative pos- stitutions such as banks, savings and loan
sibilities exist. associations, and credit unions. The financial
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service industry is now changing: new prod-
ucts are being developed and offered and the
roles of traditional institutions are shifting.
The simplicity of the industry has all but
disappeared.

Today the financial service industry consists
of a variety of organizations, ranging from tra-
ditional depository institutions and related
financial organizations that have expanded
services, such as securities firms, to such
nontraditional financial service providers as
supermarkets and retail department stores. A
variety of organizations offer investment op-
portunities in an increasingly competitive mar-
ket. Promotion of products and target market-
ing has become increasingly important for
financial service providers who are looking for
new ways to reach users and retain and gain
market share; e.g., television and direct mail
advertising has become common.

Depository institutions have begun offering
brokerage services (INVEST) and insurance
(mutual savings bank life insurance in Massa-
chusetts and New York). To compete with
other financial service providers they place
greater emphasis on serving the customer on
a 24-hour basis as well as on making conven-
ience a priority (ATM deployment and home
banking).

Depository institutions are governed by
strong regulations, many of which were writ-
ten at a time when the competitive character
of the financial service industry was very dif-
ferent from what it is today. For example, reg-
ulations which set ceilings on deposit interest
rates at federally insured commercial banks,
savings and loan associations, and mutual sav-
ings banks restricted the ability of depository
institutions to compete with money market
funds, a product development that was not an-
ticipated at the time the regulations were
framed. Some regulations, meant to be protec-
tive, must be adapted to the changes the in-
dustry faces. Some new regulations have been
necessary. For example, the Garn-St Germain
Depository Institutions Act of 1982 amended
numerous Federal banking laws and created
five new ones, allowing depository institutions

to offer the money market demand account
and the Super NOW account.

Major influences for the recent changes in
the industry have been high interest and in-
flation rates and, therefore, the high oppor-
tunity cost of standard consumer savings in-
struments, resulting in a phenomenon known
as “disintermediation.” Funds flowed out of
the depository institutions into nontraditional
instruments and institutions as many individ-
uals shifted their assets in order to obtain the
high interest rates. Many of these new instru-
ments were created by organizations outside
of the regulated environment of depository in-
stitutions. One example is the money market
mutual fund created by the securities indus-
try, which works like a combination savings
and checking account. Funds invested in
money market mutual funds earn a market
rate of return, and the funds are as liquid, for
all practical purposes, as a checking account.
The customer accesses the account with a
share draft, which works in much the same
way as a check and is considered to be equiv-
alent by most users. The only practical dif-
ference is that, in many cases, there is a mini-
mum amount for which the draft must be
written, usually $500.

In the new competitive climate, nontradi-
tional financial service institutions quickly
realized the tremendous potential in provid-
ing financial services. They also realized the
ease with which they could enter this indus-
try. For example, J. C. Penney, a major na-
tional retailer, operates a highly sophisticated
online communications system that supports
over 35,000 online terminals. J. C. Penney ex-
panded the usage of its communication sys-
tem and began processing credit card trans-
actions for oil companies. Outside of its role
in financial services as an extender of credit
to retail customers, J. C. Penney has become
a financial service provider of a different sort
by performing functions normally associated
with a bank.

Supermarkets have become focal points for
ATM deployment and point-of-sale programs.
Safeway, an Oakland, Calif., supermarket
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chain, has announced plans to develop and
market a national ATM network. Some super-
markets intend to replace banks and others as
operators of switches for financial transaction
networks and are highly competitive in this
area. They are also taking a major role in the
decisionmaking surrounding these activities.
Petroleum companies, with their vast chains
of retail gas stations, are following the lead
of the dry goods and grocery chains.

Unlike most depository institutions, many
securities firms have a national presence. They
can conduct business nationally with few re-
strictions. In addition to brokerage and invest-
ment banking services, many such firms now
offer a wide variety of consumer financial
products, such as money market funds, with
debit card and ATM access, as well as asset
management accounts (a combination of a de-
pository account and a margin account). These
new product offerings have gained a signifi-
cant market. For example, the Merrill Lynch
Cash Management Account, which works as
both a savings and an investment instrument,
serves over 1 million people. Customers can
access their accounts via telecommunication
networks operated by the securities firm from
any office, regardless of location.

Although insurance companies are licensed
separately by each State, many serve a na-
tional market through networks of company-
operated offices and independent agents.
Many insurance companies are augmenting
traditional product lines with new offerings
that directly compete with those offered by
other providers of investment services.

The concept of the “boutique” bank, which
serves a highly specialized market, is becom-
ing more widely accepted as the industry re-
organizes. National Enterprise Bank, which
opened in Washington, D. C., in August of
1983, is one such bank. Enterprise is aimed
at professionals—doctors, lawyers, dentists,
accountants, and consultants. Its intent is to
serve the affluent professional in a specialized
fashion far different from that of a commer-
cial bank. Palmer National Bank, in Washing-
ton, D. C., is another newly opened boutique

bank. It specializes in financing for small,
high-technology firms. Many of Palmer Na-
tional Bank’s clients have financial service re-
quirements that are often too small to be of
interest to big banks with international ex-
perience.

By joining a local, regional, or national net-
work, these small institutions can immediately
deliver services to a large number of locations
in direct competition with major institutions.
Despite speculation, there is little doubt that
these organizations will survive. Unlike the re-
gional giants, specialty companies and small-
niche companies that cater to a narrow popula-
tion segment have positioned themselves to
do one thing superbly. It is possible that the
industry may begin to be shaped like a dumb-
bell, with a large number of small banks serv-
ing local needs at one end, a relatively small
number of large banks providing service na-
tionwide at the other and, in the middle,
virtually no midsize banks serving regional
markets.

In sharp contrast to the specialty provider
is the financial supermarket. Offered as a one-
stop financial center offering banking, insur-
ance, brokerage, and investment opportuni-
ties, the financial supermarket has been a suc-
cessful concept for both Sears Financial
Network and Merrill Lynch, among others.
Both of these organizations offer brokerage
services in stocks, bonds, options and futures
contracts, insurance, savings instruments,
mortgages, consumer loans, retirement sav-
ings plans, and even credit cards to their cus-
tomers. However, the degree to which the
service packages of each firm are truly inte-
grated varies significantly. Financial super-
markets seem to have found a niche in the
ever-growing consumer financial service mar-
ket. This concept is attractive because of the
low cost of entering the business as well as
high potential profits. The financial super-
market has not yet matured, nor has its long-
term viability been demonstrated.

Legal barriers still hinder the entry of some
businesses into the financial service market
and the cross-entry of some providers into



other areas of financial services. In most
States, and at the Federal level, banks are
barred from insurance (except for credit pol-
icies), from investment banking, and, to a de-
creasing degree, from interstate branching.
Present regulatory barriers prevent brokerage
houses from operating as a financial supermar-
ket in the true sense of the word. While bro-
kerage houses perhaps come closest to achiev-
ing true integration, they cannot accept
deposits or have direct access to the payment
mechanism, and therefore cannot truly offer
banking services. Although no one is sure
what combinations of businesses will prove to
be the winning ones, to the extent that an or-
ganization can achieve a greater national
recognition in the market, it will enjoy an
advantage over its competitors.

For many types of organizations to build a
financial supermarket, a number of mergers
and acquisitions may be necessary. Several
nonbank providers have acquired banks to
have access to the payments mechanism and
Federal deposit insurance. These financial con-
glomerates have come along much faster than
expected because of the profound changes in
insurance, banking, and securities brought
about by the interplay of high interest rates,
technology, and regulation.

Aside from economic conditions, which
many claim are a driving factor behind the
changing structure of the financial service
industry, is the major role technology has
played. As financial service companies con-
tinue to rely heavily on new technologies and
automated processes to provide services, new
services that could not be offered without the
support of such technologies emerge. Some
new technologies allow a firm to produce two
different types of financial services together
less expensively than for two individual firms
to produce them separately. Online communi-
cation systems enable instantaneous debit/
credit of financial accounts, and immediate
execution of orders to buy and sell securities.
Brokerage sales across the country are facili-
tated by immediate real-time access to finan-
cial information.
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The significant changes in the structure of
the financial industry bring to light several im-
portant points. Technology has been one key
factor enabling nontraditional financial serv-
ice providers to enter the market. The tech-
nologies necessary to drive the systems that
support financial services are already in the
hands of new entrants because such technol-
ogies can also be applied to support many dif-
ferent industries. As a result, many potential
entrants are able to offer financial services
using established computer and communica-
tion systems. Some firms have entered the
market for retail financial services, some have
become wholesale providers, and others have
entered both markets.

Industry restructuring has brought about
significant potential for industry consolidation
as the functions that support the industry
begin to overlap. While depository institutions
are technically the only organizations allowed
to accept deposits, nondepository organiza-
tions have developed products that are near-
deposits and thus compete with products of
depository institutions. Money market mutual
funds, in essence, accept deposits and are
viewed by those who own them as savings in-
struments. Insurance contracts, particularly
those that allow the owner to control the
allocation of funds among alternative invest-
ment opportunities and that accumulate cash
value, can also be viewed as close substitutes
for deposit instruments.

The traditional categories of depository and
nondepository institutions are no longer clearly
delineated or functionally separate. These
changes create more product choice for the
consumer, but also increase the amount of
consumer confusion in choosing and using
services. Since so many of the products and
services from the various financial service
organizations are similar, many consumers are
unaware of the significant differences.

Regulation, once a guiding force with re-
spect to how the industry operated, no longer
has as commanding an influence. Interstate
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branching and deposit-taking is now a reality,*
influenced considerably by the deployment of
ATMs. Many State banking laws now provide
for reciprocal interstate branching and may re-
sult in the emergence of major regional banks
that maintain offices in several States. Massa-
chusetts, for example, passed an act, entitled
“An Act Relative to Branch Offices and Ac-
quisitions of Financial Institutions, ” that
establishes new authority for mergers, branch-
ing, electronic branching, and mortgage lend-
ing by Massachusetts financial institutions.
The act is limited in its operation to activities
involving five New England States (Connect-
icut, Rhode Island, Maine, New Hampshire,
and Massachusetts).

The changes in the structure of the finan-
cial service industry now occur at such a rapid

*several states have reciprocity agreements for interstate
deposit-taking by ATM–e.g., Washington, D. C., and Maryland.

pace that it is no longer a question of when
certain changes will occur, but of how to im-
plement the changes and how they will be ac-
cepted. It is difficult to predict the ultimate
consequences of the restructuring; however,
there are indications that the financial serv-
ice industry is changing from a traditional to
a self-service industry. The overwhelming use
of ATMs and the promise of emerging remote
banking/remote information systems provide
evidence for this claim. Many of the consumer-
oriented systems that deliver services to the
home are being developed by a variety of joint
ventures that offer a myriad of services, not
only in banking but also in entertainment, edu-
cation, and other financially related services.
Although the traditional depository institu-
tion will remain, its role may well change.
There will continue to be new innovations and
players in the industry, and a market willing
to test them.

Conclusion 3: Interaction Between Technology and
the Legal Regulatory Structure Governing Banking

Some of the existing laws and regulations per-
taining to the financial service industry are inef-
fective or inapplicable to current and potential
changes in financial service institutions and
products. Both Federal and State legislative
bodies have reacted to changes in the market
and have either ratified events that have taken
place or taken advantage of and encouraged per-
ceived trends.

A significant portion of the regulatory
framework governing the financial service in-
dustry, written in the 1930’s (Banking Acts
of 1933-35), 1940’s, and 1950’s (McFadden/
Douglas, Glass/Steagall) is still in force today.
A large number of the restrictions imposed on
the banking system were a result of the Great
Depression of the early 1930’s. The restric-
tions were an attempt to meet the demands
for financial services provided by firms that
were both sound and secure and in an environ-
ment conditioned by a significant decline in

the money supply which led to rapid deflation,
a large number of financial institution failures,
and a very high level of unemployment. Today,
the environment is much different, and the
needs of both consumers and businesses have
changed.

The Banking Acts of 1933 and 1935 were de-
signed to promote safety and soundness in
banking. While safety and soundness are still
the main concern, the environment and the
consumer/business needs have changed signif-
icantly. Today, only a few of those regulations
adequately meet the needs for which they were
designed, and some may actually be detrimen-
tal to the industry they regulate.

When the financial service industry first be-
came regulated, the regulations were written
according to functions performed by the spe-
cific institutions, and the legislation became
tied to the institution it regulated instead of
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the function. The institutional lines are now
fuzzy.

Existing Federal laws and regulations have
made it increasingly difficult for banks to com-
pete against new entrants into the markets
where they have traditionally had an almost
exclusive franchise. Several points must be
considered, however. Banking is looked upon
as a special business that is key to the econ-
omy. Consistent with this view, particular
steps were taken to insulate it from other lines
of commerce and to limit the risks that banks
were permitted to take. The introduction of de-
posit insurance helped limit the exposure of
depositories to risk. On the other hand, ex-
isting regulations are designed to prevent
banks from exerting undue influence over
other lines of commerce.

Presently, the roles of the various Federal
agencies with respect to regulating depository
institutions are complex. National banks are
chartered by the Comptroller of the Currency.
Federal savings and loan associations and
Federal savings banks are chartered and reg-
ulated by the Federal Home Loan Bank Board.
Federal credit unions are regulated and in-
sured by the National Credit Union Adminis-
tration. Bank holding companies are regulated
by the Federal Reserve Board.

The United States has maintained a dual
system (Federal/State) for the regulation and
supervision of banking. This dual banking sys-
tem has played a useful and constructive role
in encouraging innovation in the financial reg-
ulatory environment and in helping accommo-
date local differences in the needs of banking
organizations and their customers. The sys-
tem worked well because, for the most part,
the goals of regulation were commonly shared.
However, this appears to be breaking down.
States are beginning to allow incredible expan-
sion of power for banks and thrift institutions
that go far beyond standards allowed by Fed-
eral law and yet still benefit from Federal pro-
tection. Banks have demonstrated that they
will establish offices in States that offer a par-
ticularly favorable regulatory climate.

One of the concerns depository institutions
face is that a growing number of differently
regulated financial service organizations are
able to offer a broader range of financial serv-
ices than the depository itself can offer. For
example, Merrill Lynch can offer securities
services, real estate services, and a package
of additional financial instruments, such as
the money market fund (cash management ac-
counts which serve as high interest-earning
savings instruments), and, to a limited extent,
transaction accounts. While it is possible for
nontraditional providers to compete head-to-
head with banks by offering new substitutes
for banking products, depository institutions
do not have the same leverage.

Many of the nontraditional financial serv-
ice providers are improving their positions vis-
a-vis banks by establishing or acquiring com-
mercial banks or thrift organizations (e.g.,
Dreyfus Corp./Lincoln State Bank of East
Orange, N.J.). Travelers Insurance Co. has re-
quested regulatory approval to offer FDIC-
insured* instruments to its customers through
a trust subsidiary. Depository institutions, ex-
cept in some States and for some grand-
fathered institutions, are not allowed to own
insurance companies nor are they under any
circumstances allowed to provide a full range
of investment services, although holding com-
pany affiliates may engage in discount bro-
kerage.

Organizations, however, have found ways to
circumvent the existing financial service reg-
ulatory structure. Technology has certainly
been one of the driving factors. The ATM, for
example, enables interstate access to individ-
ual bank accounts, and in some instances local
regulatory authorities and legislation have
permitted interstate deposit-taking, as well.
(Douglas and McFadden Acts, prohibiting in-
terstate banking and deposit-taking, respec-
tively, are ineffective.) This same technology
is being applied by nondepository institutions,
such as supermarkets and other retailers (e.g.,

* Federal   Deposit Insurance Corporation.
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Publix supermarket, Safeway, Sears) to pro-
vide services in direct competition with banks
and/or their subsidiaries and service corpora-
tions. These organizations are not taking de-
posits and are not under the same banking reg-
ulatory scrutiny as depository institutions,
even though the systems being deployed must
meet all regulatory requirements with respect
to Regulation E and other consumer pro-
tection.

Notwithstanding Federal and State laws
and regulations, wholesale banking has been
done on a national basis for quite a while.
Banks are able to solicit business and estab-
lish corporate offices on an interstate basis.
Advanced communication systems enable real-
time access to financial information so that in-
stitutions are able to conduct business, includ-
ing movements of funds, regardless of the loca-
tions of their customers.

The “nonbank” bank developed as a result
of a loophole to the Bank Holding Company
Act. Nonbank banks are commercial banks
with either National or State charters that
elect to abstain either from accepting demand
deposits or from making commercial loans–
two activities necessary to fall within the def-
inition of a bank for Bank Holding Company
Act purposes. Both the Federal Reserve and
the Comptroller of the Currency have taken
actions to slow, if not halt, increases in the
numbers of nonbank banks and branches.

Congressional actions, responding to mar-
ket forces and events, have further weakened
the provisions of existing legislation. The
Garn-St Germain Depository Institutions Act
of 1982, for example, permits interstate acqui-
sitions of failing depository institutions if they
meet certain criteria. Several savings banks
have acquired savings and loan associations
in other States. A major money center com-
mercial bank has been permitted to acquire
two sizable out-of-State savings and loan asso-
ciations.

Many new regulations, primarily those af-
fecting electronic funds transfers (EFTs) and
written with the expectation that the delivery
systems would be fully electronic, do not apply

to the present environment. Debit cards at
point of sale, for example, are still heavily
paper-based and therefore do not fall under the
auspices of Regulation E* (protecting consum-
ers using EFT and governing the use of EFT).
Actually, the debit card, which in most circum-
stances is not processed electronically, falls be-
tween the “regulatory cracks” and is not
under any regulatory authority when used to
create a paper document at the point of sale.
Many new payments services and deposit-
like instruments have sprung up outside the
framework of governmentally protected and
supervised depository institutions.

The administration has reacted to events in
the market that have put banks at a compara-
tive disadvantage by suggesting legislation
which it entitled, “The Bank Holding Com-
pany Deregulation Act. ” This act would en-
able banks to offer new products and services
and would address the following four areas:
1) the mix of products and services that would
be offered by the commercial banks, 2) the
process for gaining regulatory approval for
banks entering many of the permitted serv-
ice areas, 3) the reduction of competitive
advantage enjoyed by some (because of dis-
parities in the regulatory structure) by mov-
ing to functional as opposed to institutional
regulation, and 4) the limitation on cross-sub-
sidization by requiring banks to establish seg-
regated subsidiaries for offering new products.
Banks below a certain threshold in size would
be treated differently from larger banks in
some respects.

Significant changes have occurred to update
some of the outdated banking legislation and
incorporate new measures for the banking in-
dustry. One example is the Garn-St Germain
Act. This comprehensive statute contains
eight titles that amended numerous Federal
banking laws and created five new ones.
Another is the Depository Institutions Dereg-
ulation and Monetary Control Act of 1980,
which, in addition to approving a money mar-

*The Federal  Reserve Board has put out for comment a pro-

posal to cover paper-based transactions under Regulation E.
It has also issued a proposed rule to bring paper-based debit
cards under Regulation E [Reg. E; Docket No. R-0502].
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ket deposit account for banks, provides for the
phase-out and ultimate elimination of all Fed-
eral limitations on maximum interest rates
paid on deposits in financial institutions. Both
were passed in response to compelling changes
in the marketplace and are designed to correct
a lack of competitive parity among competing
providers of financial services.

In some cases, developments in the provi-
sion of diversified financial services have been
spurred by State laws. The most recent exam-
ple of this is South Dakota’s allowing State
banks to own full-line insurance companies.
Out-of-State bank holding companies, recog-
nizing market trends and pressures, have
shown interest in acquiring or forming South
Dakota banks. Currently, many State legisla-
tures have shown interest in liberalizing bank
regulations in order to allow forms of inter-
state banking.

Functional regulation is being considered as
an alternative to the present regulatory struc-
ture. Such regulation would subject all firms
performing the same function to the same reg-
ulations imposed by the same regulatory agen-
cy. Those who support such a change in regu-
lation feel it will provide a level playing field
for all institutions providing the same types
of financial services. Additionally, its pro-
ponents believe it would provide competitive
equity among the depository institutions and
nonbank institutions.

Technology development, economic condi-
tions, and other market forces have changed
the structure of the industry to such a degree
that the boundaries in the existing legal reg-
ulatory framework have less and less of an im-
pact. ATM systems permit access to accounts
on a national basis; they even permit access
to money fund accounts held outside of depos-
itory institutions (First Boston/Fidelity). Only
the limitations on interstate deposit-taking by
banks seem to be holding up, and these are
weakening, as evidenced by interstate ATM
access reciprocity agreements between States
(D. C./Maryland).

A major goal of financial service regulation
is to assure the safety and soundness of the
financial system. Technology and market
forces have introduced significant changes in
the industry. Based on available evidence,
technology has brought about no apparent re-
duction in the safety and soundness of the in-
dustry. The changes have encouraged Con-
gress to begin reexamining existing legislation,
but for the most part Congress has directed
its most recent efforts toward catching up
with the events that have been occurring in
spite of the legal regulatory barriers. In light
of the realities of the technology, regulatory
consideration and emphasis may be better
placed on the impacts of new services on pro-
viders and users rather than on the technologi-
cal developments that ultimately drive them.

Conclusion 4: Financial Options for the Consumer

A primary consequence of the changes in fi-
nancial services has been the proliferation of
options available to users. While many share
common characteristics, there are technical dif-
ferences between them that could catch the user
who is unaware of their true implications.

Today, there are more payments and invest-
ment options and a greater variety of insti-
tutions providing financial services to the
consumer than ever before. Choices have ex-

panded in all areas of financial decision-
making.

Since the introduction of the bank credit
card in the late 1960’s, the consumer has ben-
efited from the convenience of a readily accept-
able payment mechanism, which provides a
means of payment much more negotiable than
a check but safer than cash. In the mid-1970’s
money market mutual funds were introduced,
allowing the consumer to invest relatively
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small amounts of money at substantially high-
er interest rates than with bank savings and
time deposits— without sacrificing liquidity
and at apparently minimal risk. By the 1970’s,
deregulation legislation recognized both the
inability of banks to compete explicitly for
small-denomination consumer funds under the
current interest rate restrictions, as well as the
importance to some consumers of insured al-
ternatives to money market mutual funds.
Also inherent in the legislation was the
recognition of the importance of consumer sav-
ings to the health of the economy.

Banks can now offer federally insured
money market accounts and interest-bearing
accounts that are the functional equivalent of
checking accounts (NOW and Super NOW ac-
counts). In addition, penalties for early with-
drawal of funds from certificates of deposit
have been lessened. Through changes in the
regulations affecting Individual Retirement
Accounts (IRAs), all consumers can enjoy
some tax-postponed income. The systematic
dismantling of Regulation Q will eventually
completely deregulate interest rates on time
and savings deposits.

The individual also has a greater number of
options with respect to the financial institu-
tions with which he can do business. The lift-
ing of regulatory restrictions and the devel-
opment of innovative products inside and
outside the banking industry have allowed fi-
nancial institutions to become full-service pro-
viders, differentiating their products and ap-
proaching different market segments. Savings
associations are allowed to extend consumer
credit, which puts them in direct competition
with commercial banks and consumer finance
corporations and, to a lesser extent, retail
organizations. They are also able to offer NOW
and Super NOW accounts. Asset management
accounts available through securities brokers
are accessible through debit and credit cards,
which have the same characteristics as the
plastic counterparts issued by the banks.
Owing to the broad acceptability of the credit
cards issued by some companies, primarily
VISA and MasterCard, the debit card has
become a “paperless check” that is more

readily accepted than the traditional paper
instrument.

Another option for the consumer of finan-
cial services is “one-stop shopping” through
the financial supermarket, where all banking,*
investment, insurance, and real estate needs
can be served in one place. The most visible
examples are the Sears Financial Centers,
which are under the umbrella of a retailing
organization rather than a traditional finan-
cial institution. Other national and regional
retailers as well as bankers and brokers are
considering the same concept. Also, niche mar-
keting–the offering of services tailored to the
specific needs of small groups-is available
through financial service boutiques. The up-
scale consumer and specific occupational groups
(e.g., farmers) benefit.

Technology provides the competitive edge,
making a particular product possible or allow-
ing an institution to take advantage of eco-
nomic conditions. The most widely available
technology-based services are the ATM and
automated deposit services (ADS). At-home
banking, which began with simple telephone
billpayer services, is now being introduced
through videotex services and the computer.
Point-of-sale (POS) electronic payments sys-
tems, which were attempted in the 1970’s, are
being attempted again in specific trials.

The distinction between those options avail-
able to the consumer through technological
means and those which seem to be the result
of the condition of the economy, product in-
novation, and legislative changes is not as
clear. Many of the options which seem to be
the result of economic conditions such as in-
terest rates—e.g., the money market fund–
are facilitated to a great extent by the tech-
nology. These funds have been automated
since their introduction and, considering the
size and number of participants in the in-
dividual funds, might not have been possible
with manual systems.

*Physical  deposit-taking services cannot be offered at all
locations.
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The Equity of Choice

Choice, in an economic sense, is good, and
as such, the assumption underlying the in-
crease in financial management options is that
it must benefit the consumer. However, two
basic issues must be examined in this context:

1. Do all consumers actually benefit from the
current expansion of choice in instruments
and institutions?

2. Are there countervailing trends in the fi-
nancial service industry that may even-
tually limit options for the consumer or for
particular groups of consumers?

There is some evidence that certain classes
of consumers are becoming more sophisticated
and are demanding new financial services.
These consumers are becoming asset manag-
ers. However, although most consumers are
aware of the choices available to them, many
are still confused by the options. Certain
segments of society will prosper under a sys-
tem of greater choice: they will have the nec-
essary information and know-how to make use
of the information to their financial advantage.
However, other segments may be less fortu-
nate. According to the available trade press,
it appears that most financial institutions wish
to attract the upscale market, not the lower
income and lower balance consumers.

Only a small number of consumers fall with-
in the definition of upscale, yet nearly all con-
sumers require financial services of some sort.
Those consumers who are not upscale are
likely to experience a decrease in available op-
tions. A particularly obvious example of this
movement occurred in 1983, when Citibank in-
stituted a policy that barred customers with
a balance under $5,000 from dealing with a
human teller, Citibank’s action met with
strong opposition and was eventually re-
versed. It is difficult to say whether other in-
stitutions would have instituted the same or
similar policies.

There are more subtle means of reaching the
same end, i.e., moving an institution’s less
profitable customers out of the bank lobby.
One way is to price the services of a human

teller higher than those of an ATM. Others in-
clude having fully automated branches in con-
venient locations and full-service branches in
limited locations, or creating branches where
all teller operations take place at the ATM, but
personnel on location can assist if there are
problems or can carry out functions not pos-
sible through an ATM.

In order for the consumer to take advantage
of the increased number of alternatives avail-
able for financial management, he must under-
stand their function and benefits. Commercial
banks and savings institutions may not be
equipped to provide consumers with the in-
formed assistance necessary for helping them
make increasingly sophisticated decisions. In
many cases the bank employee knows as lit-
tle about the new products and services as the
customer he is trying to help. Although the
consumer may prefer to deal with a local in-
stitution, he will tend to do business with
those institutions that not only offer him the
best return, but also provide good information.
In some cases, that will be the local institu-
tion; in others, it will be an institution with
a regional or national presence and a more so-
phisticated marketing approach. This, in turn,
may mean a flow of funds out of the community.

Within a single organization, those profiting
from the system and those providing informa-
tion may be the same, creating a potential con-
flict of interest. In the past, one bank’s prod-
ucts were the equivalent of the next bank’s,
the products offered were straightforward, and
competition was based not on the relative
merits of each but on the “extras’ ’-i.e., the
service offered. Although Truth in Lending
Act regulations require that the terms and in-
terest of various credit instruments be clearly
stated for purposes of comparison by the con-
sumer, there is no comparable requirement for
information about investments.

Marketing to the Consumer

It is no longer clear what the purpose and
role of depository institutions is. No longer do
such institutions have a unique niche in the
marketplace. Under these circumstances, in-
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formation available to the consumer may
sometimes be biased. In the highly charged
competitive atmosphere that now prevails in
the financial service industry, information
may either obscure the real situation or inflate
its advantages. A particularly vivid example
occurred the first year that IRAs were made
available. Advertisements stated that the
holder of an IRA could be a millionaire by
retirement; however, the ads misled the pub-
lic by failing to put the notion in economic
perspective. Although the consumer should
apply the principle of “caveat emptor” to the
management of his financial affairs, he has
come to perceive banks as noncompetitive, and
he conducts his business with banks based on
this perception.

In addition to the issue of consumer confu-
sion about available options, which in some
ways can be solved by making information
available, there is also the question of con-
sumer awareness and education. Consumer re
search shows that beyond a certain number
of variables, the consumer tends to be unable
to process information. Often, increasing the
amount of information available does not help.
Educational differences or the predisposition
of the consumer may preclude him from proc-
essing the information in a way that would fa-
cilitate decisionmaking. Also, the consumer
needs more time to make intelligent decisions
about the management of his assets, which
could force changes in the industry in a num-
ber of ways. First, it seems to support the need
for a class of personal financial advisors. This
trend is likely to continue as the number and
complexity of options available to the con-
sumer increases. Unfortunately, there is no
certifying process or standard form of educa-
tion required for these advisors.

Second, it could also eventually affect the
number of options offered by the industry. If
institutions find that their clientele are con-
fused and unwilling to spend the time to make
a decision among a wide variety of choices, the
institutions may decrease the number of op-
tions available. For example, as of October 1,
1983, banks were allowed to offer certificates
of deposit in any denomination for any time

period, with fewer withdrawal penalties. They
may, however, benefit more from offering only
specific products to avoid the confusion at-
tached to infinite choice, in much the same
way that a manufacturer will package his
products in prespecified amounts. A situation
may evolve where the industry is allowed to
offer many alternatives but chooses to offer
a limited selection based on the preference of
a particular market segment or, -perhaps,
mass market.

Changes in Pricing Structure

the

The one trend that is likely to have the most
significant effect in the near term on the avail-
ability of options to the consumer is the ex-
plicit pricing of services.

Competition has forced the industry–in par-
ticular, banks-to reduce the “spread,” or the
differential, between interest earned on assets
and paid out on liabilities. In the past, this dif-
ferential has been the major source of income
for financial service providers; however, new
sources of income are needed to replace income
lost from the reduction of spread. In addition,
higher balance, static accounts subsidized ac-
tive accounts having a low-to-zero balance. As
a result of the change in the industry’s com-
petitive structure, customers are beginning to
be charged for the cost of their services. In a
highly competitive, deregulatory atmosphere,
cross-subsidization is infeasible because the
larger, more profitable account holders will
tend to move to those institutions where they
can earn the highest interest rate.

Fee-for-service pricing, in most cases, will
encourage the consumer to use those services
that are the least expensive and may therefore
limit his use of particular products and serv-
ices. However, in certain cases he may not
have a choice; for example, most households
need checking accounts to manage their ac-
counts. This trend toward explicit pricing
seems to affect payment mechanisms the most
and therefore will have the greatest impact on
those consumers whose financial transactions
are heavily payment-oriented.
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The Implications of
Technology-Based Products

Recent work published by the Federal Re-
serve Bank of Atlanta projects the rate at
which checks will be displaced by other, elec-
tronic, methods of payment. Although it still
represents a small percentage of total account
activity, the steady growth in the deployment
and use of ATMs shows some willingness by
the consumer to accept technology-based serv-
ices when they meet specific needs. In the
Atlanta analysis, the first stage of check
displacement will be in the cash-dispensing
function. As long as the infrastructure for the
acceptance of electronic payment remains un-
derdeveloped, there will still be a need for
paper-based instruments.

Eventually, the entire population may have
to participate in the system. This becomes par-
ticularly obvious on examination of direct de-
posit services. Since the U.S. Treasury began
encouraging direct deposit of Social Security
payments, the penetration of direct deposit
has gone from 11 percent of total payments
to 33 percent. ] A Social Security system where
100 percent of all transfer payments are
directly deposited would require that all recip-
ients hold accounts with a financial institution
or be provided some alternative means of re-
ceiving payments electronically.

Currently, 17 percent of all households do
not have any relationship with financial in-

— ———
‘Economic Review, Federal Reserve Board of Atlanta, August

1983, p. 33.

termediaries, either because the consumer
chooses not to establish this relationship or
because he is an undesirable customer and
therefore cannot find a financial institution
willing to do business with him. With direct
deposit there is pressure on both the individual
and the institution to form a relationship. This
pressure for institutions is in direct opposition
to the competitive pressures they feel from the
rest of the industry to rid themselves of un-
profitable accounts. Yet, these accounts need
not be unprofitable for the bank if it charges
appropriately for its service. However, the po-
tential exists of charging an individual, who
is in essence forced into the system, a dis-
proportionately high portion of his income. *
There is some argument for the subsidization
of these accounts, but with the current com-
petitive state of the industry, it is doubtful
that a financial institution would be willing to
bear those costs. It is not unreasonable to ex-
pect the organization that benefits from direct
deposit, in this case the U.S. Treasury, to pay
these costs.

As direct deposit of government transfer
payments becomes more common, other reg-
ular income payments may also be paid direct-
ly. The issue on a larger scale is not only who
pays for the service, but also whether the con-
sumer can be forced to establish a relationship
with a financial service intermediary in order
to receive his salary.

*sOme  ~ndil~idu~s  LISP Ser},ices  for a Jrariet?r of nOrlllati\’e  rea-

sons that may actuall}’  be more expensi~’e  than would be
charged by a financial institution.

Conclusion 5: Security and Integrity of the
Financial Service System

The application of advanced information tech- Theft of Funds
nologies to financial services significantly
changes the ways in which, and the extent to There are two kinds of threats to financial
which, payment and transaction systems and service systems: 1) those threats inherent in
the users of these systems are vulnerable to sys- the system, that usually require technical solu-
tem failure, disruption, theft, error, and invasion tions; and 2) those that are perpetrated by in-
of user privacy. dividuals who wish to compromise the system
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and that require more complex solutions, in-
cluding technology. Some types of crime are
possible because of the nature of the paper-
based system–e.g., theft of funds sent through
the mail, check forgery, and even, to a certain
extent, credit card counterfeiting. Technology-
based systems can provide solutions; however,
by providing new points of entry into the sys-
tem, they offer potential for new kinds of
fraud. Future crimes involving financial trans-
action and payment systems will primarily in-
volve a computer simply because one is inevi-
tably part of a large-scale, modern-day financial
system. The question of computer security
touches every aspect of the financial service
industry. As the volume of EFT transactions
rises, it becomes increasingly important that
financial information be secured against un-
lawful entry and that a system of law be de-
veloped under which computer criminals can
be prosecuted.

Some perceive technology as a solution to
problems that plague the consumer of finan-
cial services. Credit card fraud, which is fre-
quently cited as a growing problem in the in-
dustry, can be made more difficult by the use
of sophisticated technologies. Because of con-
sumer protection legislation, fraud is primar-
ily a provider problem. The consumer is pro-
tected from illicit use of his credit cards, and
if sufficiently informed, he can prevent all but
a minimal financial loss from the fraudulent
use of his card. Both VISA and MasterCard
have introduced or are planning the introduc-
tion of cards that are expensive and difficult
to counterfeit. It is difficult to say whether
these cards will in the long run reduce fraud,
since it will be some time before the effect of
their introduction and use will be felt. The cost
to produce these cards will be much greater
than that for current credit cards. Although
the consumer will explicitly or implicitly pay
the cost of the card, it may not mean addi-
tional financial burden for the consumer in the
long run because of the reduced costs of fraud
to the card user.

Recent concern in the area of consumer fi-
nancial services has revolved around the rela-
tive security of access devices and the need

-.

to identify positively the EFT user. As sys-
tems become more complex and a greater per-
centage of the population begins to use home
banking and POS systems, problems with the
current means of identification will become
more obvious. With ATM the consumer’s loss
is limited by the amount of cash he is allowed
to withdraw from the system. Although his
liability for unauthorized transactions is
limited, under the Electronic Funds Transfer
Act (EFTA), his financial loss could be greater
when more sophisticated financial trans-
actions are involved and if those transactions
are not reported within the time required by
law. This risk could affect the willingness of
the consumer to use these systems, and there-
fore the rate of acceptance of these services.
In that event, the market could force the pro-
viders of services to secure systems better. It
should also be noted that to the extent that
the law places responsibility for losses on the
provider, it provides additional impetus for
providers to secure their financial systems.

Solving the identification problem is even
more difficult when placed in the context of
the home or workplace. The volume of busi-
ness at an ATM may allow the use of expen-
sive identification technologies that would not
be feasible at a place of business, and certainly
not at home. Now the major means of iden-
tification in these systems is some form of
alphanumeric code or personal identification
number (PIN), again not identifiable with a
specific individual. Although banking termi-
nals in these locations do not yet dispense cash
or a cash equivalent, they certainly provide the
opportunity to transfer funds among accounts
or to embezzle electronically. These problems
will become immense if all personal computers
are equipped to access videotex services and
electronic financial services and if a larger per-
centage of the population has access to these
terminals.

EFT also generates new kinds of personal
security problems—an individual using an
ATM to receive cash maybe particularly vul-
nerable to robbery. During normal business
hours, a traditional brick and mortar facility
provides the individual with security during
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and after a transaction. An ATM located away
from this structure may place the user in a
vulnerable position. Even those ATMs located
at bank branches can be unsafe when used in
nonbanking hours. It is difficult to assess the
seriousness of the problem because most insti-
tutions are unwilling to divulge information
on security issues for fear of discouraging use
of the systems. Often, the robberies that oc-
cur at ATMs  are not reported as such.

The smart card is another new technology
claimed to be more secure than existing card
technologies. The microchip-implanted card
has different levels of security, but the future
role of the smart card in the financial service
industry remains unclear.

In the commercial environment, the security
of payment systems is also an issue of signifi-
cance. The increasing use of computers to ini-
tiate payments automatically raises the need
to establish the identity of the computer ini-
tiating a financial transaction, just as, in the
past, it has been necessary to establish posi-
tively that a payment order issued by a human
is authentic. Financial systems that perform
accounting as well as payment functions must
be auditable, lest an unauthorized feature be
hidden in the computer programs that consti-
tute them. Care must be taken to limit access
to financial information that may be of value
to an intruder, even if there is no unauthorized
transfer of funds. Finally, superimposed on
these requirements are all of the concerns that
pertain to individual users of financial serv-
ices, particular services that entail remote ac-
cess to financial service systems.

System Integrity

Systems for delivering financial services can
also be compromised by a number of factors
that are inherent in the operating environment
but are, nonetheless, capable of interrupting
service.

In the more traditional systems for deliver-
ing financial services, breakdown of system in-
tegrity is possible. Records can be lost, along
with the audit trails necessary to reconstruct
them. Checks and balances built into proce-
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dures for processing transactions can be cir-
cumvented for expediency or can fail to
operate under an unanticipated set of circum-
stances. However, human involvement in the
delivery systems can be instrumental in de-
tecting breakdowns of system integrity when
they occur and in implementing the steps to

repair or minimize the resulting damage.

On the other hand, financial service deliv-
ery systems that rely heavily on advanced
technologies are subject to more breakdown
factors than those that can damage or destroy
simpler technologies. At the same time, they
may be built to include protections that can-
not be incorporated into simpler systems.

Computer programs, for example, are de-
signed and built to handle a predetermined set
of conditions. Any data values not falling into
one of the defined categories should be re-
jected by the program and examples of such
occurrences should be included in the tests
conducted before a program is put into oper-
ation. However, even though computer pro-
grams are “validated,” exhaustive testing is
not physically possible, and there is always the
chance that some combination of data can be
entered that will produce totally unanticipated
results. If the system operator is lucky, the
impact will be large enough that it will be
noticed immediately and corrective action can
be taken. On the other hand, if the error is sub-
tle, its effects, though significant, can go un-
noticed for years. In the aggregate, the im-
pacts could be significant, although no one
incident may be great enough to instigate
steps to correct the error.

Computers rely on magnetic media for stor-
ing data, and these media are generally quite
reliable. However, since they are not as reliable
as paper, particular pains have to be taken to
make sure usable copies of the data are avail-
able when needed. For example, data on mag-
netic tape will deteriorate with the passage of
time. Also, mechanical failure of a disk drive
can cause data to be destroyed. Although so-
phisticated techniques exist for detecting er-
rors in data recorded on magnetic media, some
errors remain undetected. These problems are
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reasonably well understood, and the tech-
niques for neutralizing them are straightfor-
ward and relatively inexpensive if operating
management is willing to pay sufficient atten-
tion to them and the system design incor-
porates them.

Similarly, the use of telecommunications in
systems for delivering financial services intro-
duces threats to system integrity. Quite
simply, if a path between a user and a service
provider is not available and verifiable, serv-
ice cannot be delivered. However, several or-
ganizations may be involved in operating the
telecommunication facilities that are used,
and the problem arises of identifying the ones
that are responsible for detecting and correct-
ing any errors that may occur. The divestiture
of the Bell System complicates this problem
somewhat, but, again, resolution is not beyond
the means of competent technical management,

To a very significant degree, a financial serv-
ice industry operates on the trust and confi-
dence of its customers. Thus, the systems used
to deliver financial services must be reliable
and verifiable; if not, the basic viability of the
industry could come into question. In the fu-
ture, virtually all providers of financial serv-
ices will rely heavily on information process-
ing and communication technologies, and it
will be virtually impossible for them to revert
to manual systems, even for short periods. The
application of advanced technologies in sys-
tems for delivering financial services intro-
duces new vulnerabilities to system integrity.
1f these are not taken into account by the
designers and operators of these systems, the
basic trust that customers place in the finan-
cial service industry could be threatened.

Since the class of problems discussed here
are purely operational and can be resolved
partly with technical solutions and partly with
operational procedures and management con-
trols, the key question is whether operating
management will devote the resources re-
quired for the solution of these problems and
whether those who regulate financial institu-
tions will include in their reviews of operations
those factors that affect the integrity of sys-

tems for delivering financial services depend-
ent on advanced technologies.

Specific Consumer Concerns

Transition From Paper-Based to
Technology-Based Systems

Competitive pressures within the financial
service industry have fostered the use of tech-
nology, augmenting and replacing paper-based
systems. On the consumer side of the business,
however, this force must be reconciled with the
demands of the marketplace, which maybe in
favor of paper-based systems. As a result, the
implementation of technology has not always
been as easy in this market as in others.
However, as technology-based services and
products are introduced and accepted in the
marketplace, certain issues arise that are spe-
cifically related to the transition from one
system to another, and to the reliability of
systems.

Although technological systems may have
a lower error rate than those using manual
processing, those errors may be more difficult
to detect and resolve. In contrast, a human er-
ror can often be resolved immediately. A sig-
nificant problem regarding some advanced
systems for delivering financial services is that
there is no guarantee that a paper record of
a transaction is ever created. While Regula-
tion E requires that a customer be issued a re-
ceipt at an ATM, remote financial services ac-
cessed through a terminal located on customer
premises are not covered. Thus, an individual
can initiate a transaction without any tangi-
ble proof of the fact. Also, while a stop-pay-
ment order can be put on a check that is be-
lieved to be lost in the mail, it is not clear that
an analogous step is possible in cases where
a payee denies having received an electronic
payment. Guidelines are written that enable
a consumer to stop a pay order via the auto-
mated clearing house (ACH).

Regulations Relating to Consumer Finance

The consumer facing choices between simi-
lar financial instruments is probably unaware
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of their differing regulatory requirements, or
of his protection under the law. It is now pos-
sible for an individual who possesses what ap-
pears to be a traditional bank credit card to
be protected from misuse of the card under a
variety of legislation or not at all, depending
on the type of transaction.

If a bank issues an individual a debit card
that is associated with an account with a line
of credit and is also an ATM debit card, the
individual can perform a number of different
types of transactions with the same card. If
his line of credit is accessed fraudulently, the
owner has recourse under consumer credit leg-
islation and under Regulation E if the fraud
involves EFT. When ATMs or electronic POS
terminals are used, his liability is limited under
EFTA. If, however, the fraudulent use of the
card directly debits his bank account in a
paper-based transaction, the consumer has no
recourse under current legislation. This is an
example where the same card represents three
different instruments, each of which, in the
case of fraud, would require different actions
by the consumer.

The consumer is likely to be aware of the dif-
ference between accessing a line of credit and
directly debiting his bank account with the
card, but it is doubtful whether he would rec-
ognize a distinction between a debit that is
processed electronically and one that is proc-
essed in the paper system. It is also reason-
able to assume that the consumer perceives
no differences between the transactions in a
regulatory sense. Of particular importance,
regardless of consumer perception, is the fact
that debit card transactions in the paper-based
system offer no protection to the consumer.

Privacy

Much controversy surrounds the issue of
EFT and privacy —i.e., whether the systems
that enable EFT make the individual more
vulnerable to violations of privacy. The diffi-
culty of such a discussion is that since privacy
has a different meaning to every individual,
violation of privacy is not easily defined. In
the final report of the National Commission

on Electronic Fund Transfers, privacy was
defined as “the individual’s expectation of con-
trol over what information about himself is
communicated to or used by others. ” Further,
“the object of the consumer’s concern regard-
ing privacy under EFT is the potential use of
his financial transaction information to de-
velop a personal profile.”2 This use could be
as seemingly harmless as an individual receiv-
ing product solicitations, based on his income
and profession, from the financial institution
where he does business and could range to the
capability of the system to provide sensitive
information about behavioral patterns of the
individual.

Consumers, for the most part, do not appear
to perceive privacy as a major concern in their
choice of EFT systems; other, more market-
oriented, questions seem to determine their
use of these systems. A Bank Marketing As-
sociation (BMA) survey questionnaire showed
a low level of concern about privacy with re-
spect to electronic banking systems. There is
additional evidence that transactions per-
formed by ATMs are considered more private
than are transactions using a human teller.’]

The paradox is that other studies show the
public to be very concerned with privacy, in
particular, the use by government of personal
information. 4 However, correlations have yet
to be made between this use and individual
uses of financial systems. The BMA survey
does not question overall the individual’s feel-
ings about financial privacy; it only questions
the consumer on how secure he perceives spe-
cific financial services technologies to be and
indicates that users of the technology seem to
be less concerned than nonusers with privacy.

However, the issue extends further, to the
capability of these systems to track financial
activity, which was impossible on a large scale
under a paper-based system. Individual be-

2National  Commission on Electronic Funds Transfer, final re-
port, October 1977, p. 19.

‘Ilank .$! arketing  ,Lf ssocjation,  Pa.}’ men t .+1 t t) tudes (’f?angf’
l;~aluation, {Chica~o,  111.: BNIA, 1982), p. 2.1 H.

‘I,ouis  1 I arris & Associates, Inc., and Alan F. \$’estin,  ‘‘The
Dimensions of Pri\rac}’,  ” 19’79.
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havioral profiles can be compiled in the tradi-
tional system using account records, but only
with great effort and expense. The same tasks
become fairly easy using technology. The com-
petitive atmosphere in the financial service in-
dustry today encourages the accumulation of
personal information to help minimize the cost
of bad accounts and to segment a market of
potential customers to approach with new
products. The accumulation of this informa-
tion for marketing purposes allows a ready
data base for other purposes. Not all com-
panies have and enforce a strict privacy pol-
icy, nor do they guarantee that the informa-
tion is inaccessible through other means, legal
or otherwise.

Privacy is not entirely a domestic issue.
Countries outside the United States, notably
in Europe, express considerable concern for
protecting the privacy of individuals and, in
some instance, businesses. Some have limited
or prohibited the movement of data relating
to their citizens to nations that do not meet
their standards for privacy protection. Hence,
pressure for privacy legislation may material-
ize from sources outside the United States,
regardless of the level of concern of American
citizens with the issue.

Conclusion 6: Integration of Capital Markets

Advanced financial information systems have
forced the creation of a highly integrated, na-
tionwide capital market and increased the ve-
locity of money.

A highly integrated, nationwide capital mar-
ket is being created, driven by the demands
of users and facilitated by the application of
information and communication technologies.
Financial institutions began moving capital on
a national scale when it was recognized that
capital supply and capital demand within re-
gions do not necessarily meet. These insti-
tutions have produced a national market
through which needed and available funds
within and between regions of the country are
balanced. Local financial institutions are able
to serve as intermediaries between their cus-
tomers and national markets because of their
access to the financial systems and because
of their expertise. The ability of an organiza-
tion or individual to participate in a capital
market is restricted by the quality and quan-
tity of information available on the market,
and financial service providers have tradi-
tionally had superior access to that infor-
mation.

Traditionally, secondary markets for both
debt and equity securities facilitate the proc-
ess of intermediation between regions. Under-
writers buy securities from the primary issuers
and make them available on local, regional,
and national markets. Modern information
processing and telecommunication technol-
ogies have provided increased exposure to
securities and therefore have increased oppor-
tunities for issuers to increase net proceeds
from the paper issued.

Congress mandated the development of a
national market system for securities in 1975.
National markets are advantageous for capi-
tal seekers and investors. The truer and more
equitable pricing of funds that results from ex-
posure to larger markets is demanded by mar-
ket participants. This impact is demonstrated
by the success of the National Association of
Securities Dealers Automatic Quotation Sys-
tem (NASDAQ), which provides national
market exposure to what in the past were
over-the-counter stocks. Trading volume on
NASDAQ has reached the levels of the New
York Stock Exchange as investors are at-
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tracted to issues to which they suddenly have
access.

The Effect of a National Capital
Market on Financial Services

A national capital market results in competi-
tion between diverse local and regional require-
ments for capital. The fundamental problem
associated with the national market is whether
there is equal access to all potential players.
While information technology facilitates the
communication of information used as the
basis of financial decisionmaking, and there-
fore has made it easier and cheaper to partici-
pate in the national market, in some cases the
advantages of a regional market may be lost.
For example, regional markets may be more
appropriate for the development of capital for
new or growing firms that may not be able to
compete in a national environment yet make
a unique and valuable contribution to the econ-
omy of the region. Cost and income character-
istics for businesses tend to differ between re-
gions, and it may be beneficial for a firm to
have its potential level of return evaluated
regionally rather than nationally. While the ac-
tual cost of money may be equal in a national
market, its cost relative to return may differ
between regions.

The exposure of securities and loans to na-
tional market circumstances has led to an
equilibration of securities prices and interest
rates. This trend initially developed on an in-
stitutional level and has now encompassed
consumer markets. Consumers and small busi-
ness customers were at one time dependent on
local financial institutions because they did
not have the knowledge required to operate in
a financial market beyond their area. The
availability of information on a national level
results in more equitable choice and quality
in services offered.

The nationalization of capital formation may
be a leading cause in the shift in placement of
an increasing portion of consumer funds into
investment instruments, such as money mar-
ket mutual funds. This movement is an indica-
tion of the importance of information flows in

financial decisions. Technology that allows for
a rapid transfer of information diminishes the
importance of location of both service pro-
viders and customers. Return potential has
enabled the funds to draw a market share from
a broad-based population.

Investment funds may draw capital away
from depository institutions and therefore the
mortgage market. The individual development
of equity represented by home ownership is
an important cultural and economic value in
U.S. society. Historically, the home mortgage
was placed by a depository institution in the
same community as the financed property;
however, information technology has facili-
tated the nationalization of mortgage capital
markets and changed the ways in which this
capital is developed. The movement away from
local mortgages may be harmful for consumers
in some areas and may remove some incen-
tives for forming ties with local financial in-
stitutions.

The development of secondary markets for
both long- and short-term debt instruments
has been a great benefit for smaller financial
institutions. Financial institutions, particular-
ly banks, are able to redistribute and balance
capital by buying and selling debt contracts
among themselves. Information technology fa-
cilitates this process by making it easier for
financial institutions to identify potential
trading partners and to analyze market oppor-
tunities.

While access to the national capital market
through the use of information technology
may greatly benefit sophisticated investors,
some worry that less sophisticated investors,
who need help to interact in a national mar-
ket, may realize lower returns. The national
capital market has caused a proliferation of in-
vestment choices that entail a higher level of
analysis of personal investment goals and op-
portunities.

At the same time that a national capital
market has been developing, the velocity of
money—a measure of the number of times per
period an average dollar is spent to purchase
newly produced goods and services—has been
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increasing. While the incredible growth in the
trading of securities and in asset transactions,
as seen in bank deposits, may be driven by
market forces, it would be physically impos-
sible to complete the actions required for these
activities without communications and com-
puter technologies. While information technol-
ogy is not directly the cause of an increase in
the velocity of money, without its application
the velocity could not have increased to the
level demanded by the market. This type of
constraint could have a severe impact on the
economy.

It is now generally accepted that there is no
technological constraint to the trading of
assets at whatever speed is demanded by the
market. Almarin Phillips notes that bank de-
mand deposits in New York City were turned
over 1,200 times a year in 1981 as compared
to an average of 150 times a year in 1970. He
attributes this acceleration to the appearance
of new markets, the availability of better in-
formation, falling transaction costs, increased
liquidity of many assets, and the general rise
in interest rates. These factors have put a
premium on the efficient management of liq-
uid assets.5 It would be prohibitively expen-
sive to complete transactions at the demanded
speed without the level of technology applied
by the banking and securities industries in the
last several years.

As the banking industry moves toward mul-
tiple settlements during a business day, fail-
ure to adopt the needed technology could re-
sult in a massive movement of funds out of
the financial service industry by corporate
cash managers. An indication of this poten-
tial was seen in the movement to trade secu-
rities off organized exchanges in the early
1970’s, when it appeared that the exchanges
could not operate at the level demanded. Trad-
ing was only returned to the exchanges as in-
formation technology increased their capacity
and speed.
--——-.-..——_—-

‘Almarin  Phillips, “Technology and the Nature of Financial
Services, ’ Strategic Planning for Econom”c and Technological
Change in the Financial Services Industry, Proceedings of the
Eighth Annual Conference, Federal Home Loan Bank of San
Francisco, Dec. 9-10, 198!2,  San Francisco, Calif., pp. 5-6.

The increase in trading volume for securi-
ties is another indication of the general quick-
ening of the American economy. Share days
of 100 million are not uncommon on the New
York Stock Exchange, on which a daily aver-
age of less than 17 million shares were traded
in 1972. And high volume no longer requires
the curtailing of trading hours. Long-range
planning by the New York Stock Exchange
anticipates average daily trading of between
200 million and 250 million shares.’ Given the
requirement for quick settlement, it would
have been physically and fiscally impossible
for trading to approach this level without auto
mation.

Information technology has given both do-
mestic and multinational firms far greater ca-
pability to identify available assets and to di-
rect them to those investments that offer
maximum return for whatever period those
assets are available. This ability relates to the
tremendous growth of money market mutual
funds and accounts that are based on short-
term investment instruments.

Future Impacts of Technology on
Capital Markets

In an integrated world economy, a high de-
gree of capital mobility is required to offset
movements in other items of balance of pay-
ments. 7 An international capital market has
developed, facilitated by the application of in-
formation technology. This market is having
a major impact on the world by intertwining
the economies of culturally and politically di-
verse nations. Also, worldwide financial cen-
ters have emerged in countries such as Hong
Kong and Bahrain. Unlike a domestic market,
however, there is no overriding international
system through which a global economy could
be governed. Whereas the United States of
America share a common Federal Government
and political and cultural rooting, this type of
relationship does not exist between nations.

61VYSE 1983 Fact Book, p. 4.
‘R. M. Pecchioli, The Internationalisation of Banking: The

Policy Issues (Paris: Organization for Economic Cooperation
and Development, 1983), p. 115.
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The differences between telecommunication
industries and regulations in various countries
must be recognized as a barrier to the devel-
opment of global capital markets. Information
technology creates new vulnerabilities in in-
ternational markets.

Information technology has made it possi-
ble for financial service institutions in different
nations to direct excess capital much in the
same way it is directed between regions of the
United States. In addition to more sophisti-
cated asset and liability management tech-
niques, improved communication facilities had
vast consequences for the rapid emergence of

the eurocurrency market for redeployment of
international capital. 8

Communication technologies have also had
a particularly strong impact on international
wholesale or interbank activities. Interbank
activities provide a large portion of the funds
for international investment. The use of tech-
nology has allowed small banks for the first
time to become involved in international
banking.

‘I bid., p. 20.

Conclusion 7: Entrants Into the
Financial Service Industry

The major new entrants into the financial serv-
ice industry are, and will increasingly tend to
be, organizations that already have extensive
distribution and/or communications systems.

A financial service organization that has an
established technology infrastructure usually
has a competitive advantage in three areas:
1) facilitating the intermediary functions of the
financial service industry; 2) providing conven-
ience of location to its customers, including the
increased movement to remote banking and
other financial services; and 3) in general, im-
proving productivity.

The experience of present leaders in the fi-
nancial service industry —e.g., Citicorp, Sears,
ADP, and Merrill Lynch–indicates that strong
distribution and communication systems are
major factors in their ability to capture and
serve markets. It is expected that the control
of or access to distribution and communica-
tion systems will continue to be an important
indication of the potential success of current
industry players and, therefore, an indication
of who will be the new entrants into the finan-
cial service industry. The identification of po-
tential entrants is important because they help

determine the competitive character of the in-
dustry.

The Role of Information Technology
in Competitiveness

The flow of information is essential to the
orderly operation of financial service markets
because it is essential to the making and di-
recting of decisions. Information may be a
representation of or collateral to the transfer
of value. At the same time, cost and accessi-
bility considerations have led to a change in
preference for electronic systems from the
once-practical paper-based systems for many
types of information. The transfer of financial
service records is changing from the physical
transportation of documents to the electronic
exchange of information. The communication
systems developed to meet this demand are
far more technology-dependent and capital-
intensive than their predecessors.

The application of information technology
frequently decreases the costs of delivering fi-
nancial services. The corporation that can
automate delivery systems has a competitive
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advantage because it faces lower total costs.
The importance of technology in communica-
tion systems is found in time, as well as dollar,
considerations.

Availability of Services to Small
Financial Service Providers

Lack of access to sophisticated communica-
tion and distribution systems could poten-
tially be a significant barrier to small service
providers both for entering and competing in
financial service markets. A tier of wholesalers
of data processing and communications serv-
ices has developed to supply services to end-
users or to small financial service providers
that cannot afford to invest in large-scale com-
munications or computer systems.

Entrance by Holders of Communication
and Distribution Systems

Existing information technology infrastruc-
tures have provided market opportunities in
the financial service industries for several cor-
porations. For example, a data processing
firm, ADP, is an organization whose entrance
into the financial service industry grew from
holding a sophisticated computer and commu-
nication system. J. C. Penney has applied its
communication network to the processing of
oil company credit card transactions. Penney’s
established communication system gave it the
opportunity to expand into new markets.

Given the great value of sophisticated com-
munication systems to operating financial
service systems, new entrants may be found
in established communication firms such as
AT&T and MCI, which may find it cost effec-
tive to enter the financial service industry as
wholesalers of services or, because of their
established systems of customer service, as di-
rect service providers.

A successful distribution system may be
judged not only by the number of physical
locations in which an outlet is placed, but also
by the extent to which it provides cohesive
coverage of markets. Distribution systems
share many of the characteristics of commu-

nication systems and are usually dependent
on information technology for operation.

Established distribution systems may ease
entry barriers to new markets. When Sears
entered the financial service market, it had the
benefit of an established system of retail
stores through which it had community pres-
ence. The availability of these locations for the
offering of financial services eliminated much
of the startup cost involved in selecting appro-
priate locations for retail businesses, since in-
formation on customer traffic and other site
characteristics was available. The opportunity
cost for Sears of extending its line of com-
merce to financial services may be assumed
to be lower than otherwise might be expected
because much of the cost for distribution chan-
nels was already paid.

The distribution system of a player in the
financial service industry involves not only its
physical presence but also its ability to dis-
seminate information. Sears has the most ex-
tensive private card base in the Nation, equal
in importance to its retail outlets. Because
Sears had this communication system in place,
it could develop a direct marketing system.

Future entrants into the financial service in-
dustry may include corporations that enjoy a
strong distribution system such as gasoline
retailers. These corporations have a presence
through gas stations in urban and rural areas
throughout the Nation, a strong fiscal person-
ality, significant card bases, and sophisticated
POS systems.

The Effect of New Entrants on
Services Provided

The new entrants with strong communica-
tion and distribution systems have increased
the number of options available to financial
service consumers by making a wider range
of product offerings and delivery mechanisms
available. Communication and computer tech-
nology has made it possible to develop far
more diverse and complex investment pack-
ages that serve a greater range of investors.
In addition, the refinement and increased
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speed of settlement found through the applica-
tion of information technology also improves
the quality of service received.

It is possible that, in the long run, the need
for communication and distribution systems
may decrease consumer options if the market
becomes dominated by national firms with lit-
le local presence. However, it does not appear
likely that the market would tolerate this type
of development. Small firms can compete as
long as they are able to access delivery sys-
tems built and operated by others.

The possibility of cross-entry into the finan-
cial service industry by communication firms
and others may protect consumers from the
effects of monopolization. No matter what
happens to the concentration levels in the fi-
nancial service industry, the availability of ad-
ditional and diverse organizations to provide
financial services if market circumstances are
favorable should lead to competitive prices.

The Effect of Telecommunication
Regulations on Financial Services

Most segments of the financial service in-
dustry are subject to Federal or State regula-
tion. With the application of communication
technologies, players throughout the financial
service industry may find themselves subject
to regulation both of their products and serv-
ices and of the systems they use,

While it maybe expected to be a transitional
problem, the applicability of two regulatory
structures to the financial service industry
may hinder its operation by increasing admin-
istrative costs. In the extreme, the economic
viability of existing systems could be de-
stroyed. Product development and marketing
activities could be adversely affected by reg-
ulatory uncertainty about communication fa-
cilities. Regulation of communication services
may limit the ability of financial service pro-
viders to realize the potential benefits of new
technologies in internal systems if restraints
on their usage are imposed. As a result, new
systems could be stymied.

Antitrust Implications

Vertical integration may result in greater
market concentration by foreclosing the com-
petitive opportunities of those selling or buy-
ing in competition with integrated market
participants.9 Given that distribution and
communication systems of an organization
may be indicative of possible future entrance
by an organization, these systems should also
be considered in cases of proposed mergers.
Antitrust enforcers should be aware of the
possibility that if dominant communication
carriers move into the payment system it is
possible that their market position in com-
munications may place banks and other finan-
cial intermediaries at a competitive disad-
vantage. 10

Antitrust enforcers should also keep the in-
creasing competitive overlap in mind when
analyzing mergers. The Merger Guidelines
issued by the Department of Justice in 1982
identify both established players and firms
whose production and distribution facilities
could reasonably be adapted for entrance into
a market as market participants.11 The mar-
ket impact of proposed mergers and acquisi-
tions has to be evaluated, among other factors,
by the likelihood of one of the players inde-
pendently entering the market of the other as
a competitor. Therefore, distribution and com-
munication organizations outside of the finan-
cial service industry that propose a merger
with a current player should be evaluated in
terms of their adaptability to financial ap-
plications.

‘Donald  1. Baker and W’illiam  Blumenthal, 4 ‘The 1982
Guidelines and IJreexisting Law, ” California Law Ite}’iewr 71,
March 1983, pp. 311-344.

1ODon~d  1. Baker ad 13everl}~  G. Baker, “Antitrust ~d Com-
munications Deregulation, 28 Antitrust Bulletin 1, 1983.

‘l Baker and Blumenthal, op. cit., p. 337. Baker and 131umen-
thal note that the U.S. Department of tlustice,  Nlerger
Guidelines \I, 47 Fed. Reg. 28,493, 28494 (1982) list the fol-
lowing classes of firms as market participants: 1) firms that
currently produce and sell the relevant product, 2) firms whose
existing production and distribution facilities could be shifted
to enable the firm to produce and sell the relevant product
within 6 months of a 5 percent price increase. 3) firms that recy-
cle or recondition products that represent good substitutes for
the rele~.ant product, and 4) vertically integrated firms that pro-
duce the relevant product for capti~’e  consumption.
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Conclusion 8: Competition in the Markets
for Financial Services

A major uncertainty in the changing structure
of the financial service industry is what degree
of consolidation and concentration of services
will eventually occur. A second major uncer-
tain y is what level and scope of competition in
financial service markets would be appropriate
and desirable for a healthy future economy.

The compartmentalized structure of the fi-
nancial service industry established over the
past 50 years is in the process of vanishing,
and the future structure of the industry re-
mains as yet undefined. In the past, geograph-
ic limitations were placed on the areas a bank
could serve so that none could position itself
to dominate the banking industry. Because
banks were limited only to the banking and
related business, banks were also effectively
kept from using their unique position in the
economy to dominate other industries. How-
ever, banks were given an exclusive franchise
for the taking of deposits and access to the
payments system. Only commercial banks
were permitted to offer a demand deposit
account, and only they had access to the
Federal Reserve and the check-clearing
mechanism.

Regulations were promulgated for specific
classes of institutions; so long as there was no
effective way for new entrants to encroach on
the franchises that had been granted in legis-
lation, the structure remained intact and was
generally able to achieve the goals that had
been established for it. However, economic
conditions, in combination with the latent ca-
pabilities of advanced information processing
and communication technologies, encouraged
the successful entry of new firms into the fi-
nancial service industry from such diverse
areas as retailing, communication, and infor-
mation processing.

Significant numbers of those concerned with
the long-term effects of the changes now tak-
ing place in the financial service industry have

expressed concern that one of the outcomes
will be consolidation. The number of firms in
the industry would be reduced to a point where
a small number could dominate the market.
Such concentration would directly contravene
one of the central themes embodied in estab-
lished policy. Some also express concern that
users of financial services provided by nonde-
positor institutions may be exposed to un-
warranted risk because the firms providing the
services may be prone to accepting a higher
degree of risk than depository institutions are
permitted to take.

Even though firms not traditionally pro-
viders of financial services have entered the
industry and operate outside the constraints
imposed on traditional suppliers, they appar-
ently have not weakened it. New entrants have
generally been successful in broadening com-
petition in the face of the existing legal/regu-
latory structure. In recent years, Congress
has repeatedly been called on to remove con-
straints that have limited the ability of the
regulated firms in the financial service indus-
try to compete with the new entrants; it has
not been asked to act to protect the ground
taken over from the traditional service pro-
viders.

A key parameter for success in the financial
service industry is access to systems based on
advanced information processing and telecom-
munication technologies. Large service pro-
viders have the resources to develop and de-
ploy these systems on their own. However, the
existing infrastructure of wholesale service
providers has made it possible for all firms,
regardless of size, to have the requisite access
to the advanced technologies. New entrants,
taking advantage of the advanced systems,
have repeatedly demonstrated their ability to
compete successfully with larger firms in the
marketplace. As long as this alternative ex-
ists, there are few barriers to entering the fi-
nancial service industry.
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Another concern expressed by some is that
a financial service industry dominated by a
few national organizations would no longer be
responsive to local needs of the communities
in which they operate. On the one hand, ease
of entry will continue to minimize the chance
that an area would not be served by institu-
tions responsive to its needs. On the other
hand, continuing to regulate the interstate
activities of the banks will not guarantee that
capital will be available to meet the needs of
the areas that generate it. As the pervasive-
ness of technology-based systems for manag-
ing financial resources increases, intermedia-
tion by banks will become a less significant
portion of bank activities because deposits
from which loan portfolios are generated will
continue to shrink. There is some indication
that banks will become primarily service pro-
viders through which funds flow. Therefore,
policies that are intended to assure the avail-
ability of capital for socially worthwhile proj-
ects are more likely to be successful if they
focus on nonbank institutions.

Historically, there is some evidence to sug-
gest that large financial institutions are not
necessarily successful in their attempts to en-
ter and dominate markets held by smaller
firms. In areas where they were able to enter,
the larger firms were at least as responsive to
local needs as were the local banks that had
previously provided service. Fears that the
New York City banks would be able to drive
the smaller upstate banks from the market
were expressed when statewide branching was
first permitted.

However, according to a statement by Fred-
erick Hammer, Executive Vice President,
Chase Manhattan Bank of New York, “Vir-
tually all the New York City banks that went
upstate ended up closing most of those
branches. The only branches from those ef-
forts that are profitable are those done by ac-
quisition. In the towns where our banks were
able to branch, we were able to provide new
services. Studies done by the FDIC indicated
that the loan ratios went up in those towns.
The banks were doing a better job of servic-

ing their communities. ’12 On the other hand,
this statement says nothing about the propen-
sity or the ability of an organization to enter
a market through the process of acquisition,
one which Hammer indicates is likely to be
successful. Nor does it say anything about
their propensity to continue to serve local
needs if a dominant position in a market is
established.

Evidence indicates that the propensity of
customers to switch financial institutions is
relatively low and that there must be some sig-
nificant event to motivate such a change. On
the other hand, some believe that packages of
services could provide the necessary motiva-
tion for customers to change financial service
providers and that once new, complex relation-
ships have been established, the inclination to
move in the future will be lower than in the
past. Securities firms assume that they will
be able to establish a high degree of customer
loyalty because they are able to offer service
regardless of whether the customer is home,
on a short trip, or permanently relocating to
a new area. * Thus, the firms that can estab-
lish a national presence and offer a comprehen-
sive package of interrelated services may be
able to generate a degree of customer loyalty
that could enable them to dominate the finan-
cial service industry.

The States are not waiting for the Federal
Government to modify its position with regard
to the policies that help shape the structure
of the financial service industry. Laws that
would permit regional banking have been
passed in New England. Some States, South
Dakota and Delaware among them, have en-
acted legislation designed to attract financial
service organizations. Thus, even though pro-
hibitions of interstate banking based on Fed-
eral law may continue in force, regional bank-

‘zFrederick Hammer, Executive Vice President, Chase
Manhattan Bank of New York, in testimony in oversight hear-
ings before the Committee on Banking, Housing and Urban Af-
fairs, U.S. Senate, May 3, 1983.

*The strate~  is also intended to change the loyalty of the
customer from the account representative to the firm, a prob-
lem that has been facing securities broker/dealers for some time.
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ing in significant areas of the country could
emerge. Also, organizations that provide fi-
nancial services in nationwide markets oper-
ating from States that have passed permissive
legislation may emerge. Federal law permits
interstate and cross-industry mergers when it
can be demonstrated that they will serve the
public interest.

No clear picture of the future structure of
the financial service industry exists. Some
foresee considerable consolidation, with many
fewer firms serving the public than at present.
Some believe that the industry will consist of
a small number of large firms serving national
markets and a large number of small firms
specializing in specific market niches. On the
other hand, others contend that the financial
service industry is already heavily concen-
trated in many respects and that it will not
change significantly in the future. Given the
contravening forces operating, there is no
basis for adopting one of these positions or any
others that could be suggested.

However, it is clear that future financial
services will be provided by a variety of firms,
not just banks and the other traditional par-
ticipants in the market. New classes of firms
have already established themselves in the fi-
nancial service industry, and there is no rea-
son that the trend should not continue. Thus,
policies need to be formulated to account for
the influence of the technologies and the op-
portunities they create for the entry of firms
that have not previously been providers of fi-
nancial services.

A key element in the present structure of
the financial service industry is that the cus-
tomer has the option of investing funds in an
account insured by the Federal Government.
This type of insurance was one of the elements
in the 1930’s program to restore confidence in
the financial service industry. Because of the
existence of the insurance, depositors with bal-
ances below the limit of the insurance are fully
protected and have not suffered losses as a re-
sult of any of the failures that have occurred
in recent years. On the other hand, some argue
that the availability of insurance and the read-

iness of the regulators to step in to protect a
failing institution have resulted in a false sense
of security that has led some institutions to
take unwarranted risks in participating in
deals put together by others. The secondary
effects from the failure and closing of the Penn
Square Bank illustrate this point. They also
argue that these policies protect the stock-
holders as much as the depositors and, as a
result, the institution will undertake projects
for its own account that represent an undue
degree of risk.

However, the combination of economic forces
and technological applications has resulted in
the movement of deposits from insured ac-
counts in financial institutions. Although the
introduction of insured money market ac-
counts by depository institutions at the begin-
ning of 1983 was accompanied by some in-
crease in deposits, over the long run there is
a distinct possibility that the deposits held by
financial institutions will continue to shrink
relative to all financial assets. Investors in
functional equivalents of depository accounts
that are not insured would then be exposed to
loss of principal in the event of institutional
failure, with the result that the sensitivity of
the financial services industry to disturbances
in the economy could increase significantly.

Antitrust actions in the computer and tele-
communication industries have demonstrated
that it is not always possible to define clearly
the elements of a market in order to analyze
the competitiveness of the firms participating
in it. Given the changes in the financial serv-
ice industry, a situation analogous to that
found with the computer and telecommunica-
tion industries is developing. As new entrants
provide financial services, the lines that deter-
mine market boundaries become much less
clear than they were in the past.

New entrants often compete only in some
parts of the financial service market. For ex-
ample, a supermarket that operates a network
of ATMs is in direct competition with deposi-
tory institutions that offer comparable serv-
ices. On the other hand, the supermarket
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would not be a factor in the markets for com-
mercial loans or trust services.

Even within the community of depository
institutions, care must be taken in defining
markets. The small, local bank is not a factor
in the market for cash management services
offered to the largest corporations in the coun-
try. Conversely, a branch operated by a ma-
jor money center bank may bean insignificant
factor in a market dominated by a small but
very successful bank.

The changing structure of the financial serv-
ice industry will exacerbate this problem in the
future. Thus, great care must be taken in sug-
gesting that one institution will be able to
dominate the others in a market. Unless the
statement is made in full recognition of the
conditions existing in a specific area for a spe-
cific package of services, such generalizations
are likely to have little validity.

Conversely, one must recognize that the
ability to offer a package of complementary
services may place a firm at a significant
advantage relative to others with product lines
that are less broad. Even though the horizon-
tally integrated firm may not dominate any
segment of the market in the context of its
competition for specific products, when con-
sidered in its totality over time, the integrated
firm could dominate a market, possibly over-
powering market competition.

Events to date have not endangered the ba-
sic soundness and safety of the financial serv-
ice industry. However, one cannot assume that
this stability will remain, and constant moni-
toring of the industry would seem in order. On
the other hand, policies developed in anticipa-
tion of events not having a high probability
of occurrence could foreclose benefits or un-
intentionally trigger undesirable impacts.


