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Learning Objectives 

in This Chapter 
• 	 You will explore the economic, . 

demographic, social, and 
technological forces reshaping 
financial institutions, financial 
markets, and the financial 
system today. 

• 	 You will learn about recent 
trends in the finpncial system 
and how they may affect each 
one of us in the future, both 
personally and professionally. 

• 	 You will learn how your behavior 
and decisions, along with 
millions of others, may play an 
important role in shaping the 
future of the financial system. 
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4.1 	 Introduction: The Financial Markets in Change 
The money and capital markets and the financial system that surrounds them are con
tinually in transition, always moving toward something new. As we observed in the 
opening chapter, you cannot step into the same river twice, for rivers are ever flowing 
onward. So it is with the financial system. Today's financial marketplace differs radi
cally from that of a decade ago and will be still more different as we move forward 
into the future. 

Powerful forces and trends are reshaping financial institutions and services today. 
These forces for change include powerful trends within the financial sector itself, 
major changes in the structure and functioning of the economy that surrounds the 
financial system, and new demographic trends that are altering the public's need for 
financial services. In this chapter we focus upon these tidal changes that are refashion
ing the financial system we see today and helping to build a new financial marketplace 
for the future. 

4.2 	 Financial Forces Reshaping the Money 
and Capital Markets Today 

The money and capital markets we see today will soon be very different as the fin
ancial marketplace continues to transfonn itself. Vast changes now under way will 
demand that we continue to study the money and capital markets throughout our lives 
for greater understanding and personal benefit. 

One of the most important changes currently sweeping through the financial system 
is financial innovation-the development of new financial services and instruments. 
Every year new financial services and instruments expand rapidly in variety and vol
ume. Home equity credit lines, international mutual funds, currency and interest-rate 
swaps, loan securitizations, along with other exotic new services and financial instru
ments that we may have heard about (and will discuss later in this book) are only the 
vanguard of a wave of invention and change sweeping through the money and capital 
markets. Moreover, with rapidly growing innovation has come service proliferation as 
each financial institution expands the menu of services it is willing to offer customers. 

One of the causes of the on . rush f' . vate and develo new services and tech
ni ues is the rise of inten com etition amo. financial-service providers. Banks, 
insurance companies, secur' . , ual funds, and thrift institutions are locked 
in an intense struggle for the customer's business that is unparalleled in history. Many 
of these financial institutions are engaged in mergers and acquisitions aimed at creat
ing bigger financial finns out of numerous smaller financial-service providers-giant 
companies that are able to compete more effectively due to lower costs and offer one
stop shopping convenience for those customers that value that feature Ultimately, 
these larger firms will win bigger shares of the financial-service marketplace. In short, 
a major trend toward the consolidation of smaller financial finns into fewer, but 
much larger financial-service providers is well under way as competitors seek any 
possible advantage over their rivals. 

The rise of greater financial-services competition has been fueled, in part, by 
deregulation-a trend set in motion over the years by several governments. Major 
nations around the globe, especially the United States, Japan, and the countries of 
the European Union, are gradually freeing portions of their financial sector from the 
burden of so many government rules. As government regulations are lightened or 
eliminated, the private marketplace is becoming more and more important in shaping 
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how financial-service providers perform in order to serve the public. Fi 
privatization competition is increasingly taking the place of government rules-a strategy of 

tizotion of the financial sector, allowing privately owned firms to decide What 
vices to provide and in what quantity , driven by the expectation that the public 
ultimately, benefit in the form of more convenient services at lower cost. 

The 'expanding competitive struggle in a deregulated financial marketplace 
given rise to new services and new financial instruments, as well as new types of 
ancial institutions-large, multiproduct, multi market, technologically sophisti 
sales-oriented organizations designed to weather the risks inherent in today's 
tile financial marketplace. As a result, financial institutions and industries have 
to closely resemble each other and are 
includes industrial and retail com ilnies (like Wal-Mart and General Electric) w 
are reaching out to invade the fi la -servlc arketplace. 

Reflecting this trend towa convergence a 
traditional distinctions betw none t 
become hopelessly blurred. Today many banks, thrifts, and credit unions clearly 
like each ot e is true for some of the largest security dealers and .. 
compa creasingly, eir service menus are mirror images of each other-a trend 
called omogenizati . his has created a real challenge for marketing 
als, w to convince the public that their particular financial institution is 
truly different from its rivals. 

More financial institutions are 
their marketing programs to cover whole regions or the whole globe (usually referred 
to as globalization). The results are falling geographic barriers to international com
petition and strong pressure to consolidate smaller institutions into larger ones in order 
to deal with intense competitive pressure and rising costs. At the same time, finan

..._.cial markets that. have traditionally been localin.character are expanding to become 
market broadening regional, national, and even international ilLscope. This market broadening reflects 

recent advances in communications technology, Such breakthroughs offer the pros
pect of reducing service delivery costs, improving employee productivity, bringing 
new financial services oniine more rapidly, and expanding the effective marketing 
area for both old and new services . 

.. As new financial-service markets develop, many of the larger businesses and gov· 
ernments will have less reason to borrow. from traditional financial intermediaries and rQ:H,w/ Ii;!zt 

i()'hpj/Vt elnfll)~PU5J 

'r'lVf\-vnMrI L. Inv vd stron mar e its loans and issue new securities aoainst them 
II 	 .l.r thereby generating more cash to make new loans and investments. Thus, there is less 
k e~,h~ ~ VL S1fW1W~ need for traditional loans from traditional financial institutions, although many banks 
1 v , and insurance companies ha'le learned that they .can benefit from this trend by selling 
I'/VI {;fy/{ ~tpnJrVl/ll~j\ advi~e, acting as ag.ents for new se~urity offering,s,. and issuing standby credit guaran
_ / /; tees In case something goes wrong III the fund-nusIng process. t) i\. el{7l1bffll.tt Of course, the trends we observe in today's financial system are not a completely 
(/\ i... J ft. {~n story. Their roots lie deep in history. For example, today's trend toward dereg
10 tj"QM'~ 'f'NtV1V~ /;11' nP' lation of financial institutions counteracts the excesses of a much earlier era-the 

J =---+--- Great Depression of the 1930s-when comprehensive regulation of financial institu
tions promised safety but tended to stifle competition and innovation. Furthermore, 
the current emphasis in the financial sector on new product development and research , 
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frequent technological updating, elaborate marketing programs to sell financial ser
vices, and strategic planning is a carryover from manufacturing and industrial firms 
that have used such techniques for decades. There is a growing awareness that the 
challenges and techniques of managing a financial-service institution are not funda
mentally different from those of managing any other business. The products are differ
ent, but the methods of control and decision making are much the same. 

4.3 	 Economic and Demographic Forces 
Reshaping the Financial System 

We must recognize that much of what is happening in the financial system today is 
a response to broad economic and demographic trends that span generations. These 
trends are affecting not just financial institutions but also governments, businesses, 
and households in every corner of society and every nation on the globe. 

For example, fundamental changes in the age makeup of the population are hav
ing profound effects on savings habits, consumption, decisions world
wide. The population is rapidly aging, due prim . _ . tter medical c , nutrition, 
and changing attitudes about childbearing. Th life-cycle hypothesis veloped by 
Modigliani and Ando [lO] and expanded later b thers-suggest ,as individuals 

ege, they reduce their expectations of lifetime income, malO y because their expected 
time in the labor force is decreasing. With retirement loomine closer. personal sayings 
rates should rise and, correspondingly, per-capita consumption spending may fall in 
real terms, possibly lowering living standards. Thus, the boom in recent years of run
away consumer borrowing and spending may eventually moderate, resulting in a more 
moderate-growth economy, lower average interest rates, and less inflation. The chal
lenge faced by financial-service providers in the future will be to find better ways to 
accommodate the demands of older savers, including. the greater need for retirement 
and estate planning. 

The basic family unit is also changing, with more single-parent households, a rising 
age at which first marriages occur, and a declining f ertility rate in most industrialized 
countries-all of which have profound implications for spending and borrowing and 
accessing financial services. However, in the United States, population growth esti
mates have recently been revised upward due to greater-than-expected immigration, an 
increase in fertility, and greater longevity, reaching an estimated 300 million in 2007 
and about 400 million by 2043, with close to half white and close to a quarter Hispanic. 
A high divorce rate marks many industrialized nations, although married couples make 
up a majority of all U.S. households. But less than half of these have children liv
ing in the home. People living alone make up the remainder of households, although 
this number appears to be rising. Also on the rise are dual-earner couples with above
average incomes, who are becoming one of the most important segments of the popula
tion in terms of their contributions to the economy and demand for financial services. 

The general population has stronger educational backgrounds than at any other 
time in history. Today, a roughly equal proportion of young women and young men 
(ages 25 to 29) have completed at least four years of college. Educational levels have 
risen so much that almost half of the U.S. labor force (in the 25 to 64 age group) has 
been enrolled in college at one time or another. High school diplomas are becoming 
the minimal educational achievement an individual needs to avoid poverty . Financial
service institutions must be prepared to deal with a more educated clientele, more 
aware of their financial-services needs and options, and more willing to shop around 
for competitive pricing and quality service. 



• Aging population (with wealthier retirees and a 
growing volume of funds transfers over time to 
their heirs). 

• Larger corporate customers going directly to the 
open market to raise funds, bypassing traditional 
financial institutions (such as banks and finance 
companies). 

• Growing demands for retirement planning and 
long-term saving by millions of workers and 
their families not covered adequately by existing 
retirement programs. 

• Increasing numbers of nontraditional families 
(including Single-parent homes) who have credit
access problems and a need for lower-cost 
financial services. 

• 	 Greater ethnic diversity in the populations 
world's leading countries, resulting in a 
of different customer attitudes and nnlln"AR.L 

about managing money and the need for 
financial services. 

• 	 More volatile job markets, with customers 
switching jobs and residential locations more 
frequently so that financial-service providers 
need greater product-line and geographic 
flexibility. 

• 	 Increased need for personal budgeting and 
management education for individuals, 
and businesses. 

• 	 Growing need for financial planning programs 
to aid individuals and families in managing 
retirement assets and their inheritances. 

Key URL: 
For further 
discussion of recent 
demographic trends, 
see U.S. Bureau of the 
Census at census.gov 

Although many of the foregoing demographic trends have slowed or paused 
recently, most demographers do not anticipate a significant reversal anytime soon, 
and so demands will continue to grow for new forms of housing, flexible work sched
ules, less expensive medical care and more effective financial budgeting and planning 
for businesses and consumers. The result is a new matrix of financial-service needs, 
including demands for new savings instruments and loans that support retraining and 
relocation, provide education, and supply more venture capital to support new busi
nesses struggling to be born. 

Added to the demographic changes are broad economic movements. For example, 
manufacturing industries are being displaced by service industries in more developed 
economies. The computer has transformed the economy from a system primarily 
reliant on manufacturing to one centered increasingly upon the flow of informa
tion. The expansion of service firms is creating most of the new jobs, and these 
businesses have their own unique financing needs. Accelerated growth in automa
tion, computer systems, telecommunications, and biotechnology is creating the need 
for new kinds of credit and risk protection that financial-service providers must res
pond to. 

The broader and faster dissemination of information today is contributing to the 
internationalization of markets, which spurs competition and heightens the need for 
international cooperation among financial institutions and among the government 
agencies that regulate them. One of the most dramatic examples is the emergence 
of the European Union (EU), creating a common market with more than 400 million 
customers. A similar trend toward establishing a "free trade zone" is under way among 
many nations in North and South America. 

Many financial institutions are licensed to offer their services throughout Western 
Europe and the Americas, leading to the free and open marketing of financial services . 
These reforms have already set in motion a wave of mergers and joint ventures among 
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, 
New financial services 
appearing every year 
(financial innovation) 

The geographic broadening 

of markets, increasing 


competition among 

different financial

service suppliers 


(market broadening) 


Internationalization 

of financial markets, 


with competitors 

easily crossing 


national and 

continental boundaries 


(globalization) 


Parallel service menus 
as more different 

financial -institutions 
offer essentially the 

same services 
(homogenization) 

Great~r.,freedom from 
government rules for the 
financial system and its 

1+----1 service offerings, permitting 
greater competition in more 
open markets (deregulation) 

Greater need for 
nations to coordinate 

and integrate their 
financial and economic 

policies 
(harmonization) 

Greater emphasis on 

risk management and 

operating efficiency 

in the management 

of financial-service 


firms (risk 

management! 

operating risk) 


Financial firms 

and industries 


growing 

increasingly alike 

in services offered 

and organizational 


form 

(convergence) 


Demographic 
shifts in the 
nature of the 

customer base 
toward older, 

more service-and 
price-sensitive 
customers and 
toward more 
nontraditional 
family units 

(demographic 
change) 

More financial 
firms confronting 
each other in the 

same 
marketplaces 
(competition) 

Declining 
numbers of 

financial firms 
operating in the 
same financial

service 
industry 

(consolidation) 

leading banks, insurance companies, and other firms in order to survive in a more 
open financial marketplace. 

Similar developments loom on the horizon for Eastern Europe and the nations that 
comprise the former Soviet Union now that the Cold War has ended. Huge amounts of 
venture capital as well as funding for education are desperately needed in Russia and 
the other nations that belonged to the old Warsaw Pact in order to improve their living 
standards and retrain their workers to be competitive in a global marketplace. In one 
positive step taken early in the new century, several Eastern European nations were 
admitted to the European Union (EU). 

In Asia paraJlel changes are unfolding as expanding populations migrate to the cities 
to become part of a rapidly expanding industrial sector. Moreover, Asian economies, 
led by China and India, are opening their doors (in some cases, slowly) to foreign 
business ventures, including the banking and financial-service sector. However, if 
economic growth is to continue at its current rapid pace, this sector must expand and 
modernize along with the rest of Asia's economic system. 
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Clearly, as the internationalization of economies and the globalization of the 
cial sector continue, along .)Vith steady advances in communications technology, 
will be a wide range of poss ible benefits for the financial system and the public. 
savings and investment opportunities will be opened. Investing in foreign {'''~~.-- . 

and institutions may eventually become less risky because more information 

j;
Vailable on their financial condition, and the markets serviced by these institu 

will be better known and understood. The result should be a more efficient 
of scarce resources and increases in the real output of goods and services. 
opportunities due to discrepancies in prices between markets should be less 
and shorter in duration. 

*
However, increasing globalization of the financial and economic system will nOl 

without its costs . Economic conditions within anyone nation will become . 
sensitive to foreign developments and harder for domestic policymakers to control 
influence. Confirmation of security trades (clearing) and getting proper payment 
timely delivery of securities bought and sold (settlement) will be more challenging 
globalized financial system, at least until advances in communications technology 
international cooperation among governments and regulatory agencies catch up 
rapidly advancing globalization . 

So powerful are the foregoing trends that none can be ignored by the m~In"OPI,..,p,,,1 

and owners of financial institutions today. The choice now for those who work in 
use the services of the financial system is to either recognize and adapt to such trends 
or become a victim, rather than a beneficiary, of change. 

QUESTIONS TO HELP YOU STUDY 

1. 	 Explain the meaning of the term financial innovation . How about deregulation? 
Privatization? Service proliferation? Consolidation? Convergence? 

2. Why are financial innovation and deregulation significant factors in today's 
money and capital markets? In your opinion are they likely to be important to the 
future of the financial system? 

3. 	What is meant by the term market broadening? Why is this phenomenon taking 
place inside today's financial marketplace? In your opinion will it continue? 

4. Explain the reasoning behind the life-cycle hypothesis. How will the life-cycle idea 
affect the financial system of the future, in your opinion? Why? 

5. What changes in the financial markets' customer bose are underway? What are 
the implications of these projected changes for managers of financial-service 
institutions? 

6. What is meant by the term homogenization? What do you think is motivating this 
trend toward service homogenization today? 

4.4 	 The Challenges and Opportunities Presented 
by Recent Trends 

There is little question now that the demographic, economic, and financial trends men
tioned above will continue into the foreseeable future. But we must recognize that 
these trends have unleashed new problems of their own-great unresolved issues that 
must somehow be dealt with as we rush toward the future . We tum now to these criti 
cal issues for the future of the financial system in the sections that follow . 
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Dealing with Risk in the Financial System: Ensuring 
the Strength of Financial Institutions and Increasing 
Public ConficJ,~JoUo<.-__~ 

The money and ca,pita1markets and t financial institutions that operate within them 
depend heavily 0 public confiden . . he financial system works to channel scarce loan
able funds (credit) st productive uses only if individuals and businesses are 
willing to save and entrust their savings to financial institutions, and only if other busi
nesses and individuals are willing to rely on the financial system to provide credit to sup
port their consumption and investment. When any financial institution develops serious 
problems that reach public notice, the public's confidence in other financial institutions 
may be damaged as well. The result can be a smaller flow of savings and restrictions on 
the availability of credit. Jobs and economic growth could be adversely affected . 

The close of the 

. h an one . ancial instit i . Financial-service 

2:
0 esty and reliability have become as important as price to many customers today. 

Loss of public confidence not only produces adverse consequences for individual 
financial institutions but also damages the efficiency of financial market processes. 
A flight of funds from financial institutions reduces their size, threatening to make 
them less efficient in using resources, That portion of the public continuing to rely on 
the financial system is forced to pay higher prices for financial services that may be 
fewer in quantity and inferior in quality. 

Ways to Promote Public Confidence in Financial Institutions and 
Reduce Risk in the Financial System How can we ensure the contin
ued viability of financial institutions and promote public confidence in them? Both 
government and the private sector may offer effective remedies. 

Government-Sponsored Insurance Systems to Manage Risk Governments 
have taken major steps over the years to ensure the safety of financial institutions in 

the public's savings. For example, during the 1930s, with thousands 
ng, the U.S. Congress created the Federal Deposit Insurance Corporation 

provide insurance coverage for smaller deposits (initially up to $2,500). 
1980 in the wake of significant inflation and government deregulation of the 

.S. financial sector, the Congress increased federal deposit insurance coverage to a 
maximum of $100,000 per depositor. Most recently, as a result of the passage of the 
FDIC Insurance Reform Act of 2005, federal insurance coverage of qualified retire
ment deposits was increased from $100,000 to $250,000. 

In the mid-1970s Congress decided to copy . ent-sponsored deposit 
insurance idea and extend similar protection to s cted emplo ee retirement plans. In 
1974, the Pension Benefit Guaranty Corporal" n (PBGC) w set up to insure retire
ment income promised to employees having of defined-benefit pension 
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programs. It did not take long for similar proposals to be brought forward for 
debate, including the possibility of offering government-sponsored insurance 
tion for certain kinds of insurance policies, annuities, and security investments. 

There is, however, serious concern today with the idea of further 
government-sponsored insurance to promote greater public confidence in the 
cial system. A government-provided insurance program, unless skillfully 
do more harm than good. It can distort risk-taking decisions by the 

. institutions. Federal deposit insurance, for example, has 
but led many banks and thrifts in prior decades to take on 

. . In brief, . . 

"'--icllilHflOI'aJ hazard problem resulting from government-subsidized insurance can 
mitigated somewhat by using an insurance system modeled after some of those 
by selected nations in the European Union. In several of these national insurance 
tems, no rescue fund is built up by the taxpayers or even by participating banks 
time as happens with the FDIC in the United States. In other words, there is no 
gency reserve. Rather, when a failure occurs among many insured European 
the remaining institutions are expected to provide the resources necessary to 
any losses of insured depositors. While this system may reduce moral hazard, it may 
not completely eliminate the problem, particularly if there is an implicit guarantee that 
government (i.e. the taxpayers) will rush in should the volume of failures threaten to 
swamp the current insurance system. 

One solution mandated by the U.S. Congress for the FDIC was to tie the size of gov
ernment insurance premiums charged an insured bank or thrift institution directly to the 
amount of risk taken on. Thus, risk ex osure to the insurance fund becomes the determi
nant of the cost of insurance paid by pri - ma . al institutions. Unfortunately, we aren't 
sure how to accuratel measure failure risk 0 an individual financial institution. 

Ideally, we would like to 
from most risky to least risk e could be sure the most risky financial
service firms are paying the highest insurance premiums. Our preferred risk index 
ought to tell us that if one financial firm is twice as risky as another, the former will 
pay insurance premiums twice as high as the latter. Moreover, the difference in risk 
premiums must be significant enough to modify the behavior of riskier institutions, 
providing a strong incentive for them to manage the public's money more prudently . 

Unfortunately, no such ideal risk measure has yet been identified. Moreover, his
tory indicates that private entrepreneurs usually possess great skill in finding loop
holes in nearly all the regulatory rules that have been devised . 

R Htatiun--o~imit Risk Another step governments have taken 
to Jlromote gq~atd public confule e in the financial system is to impose at least 
minimum capital requirements 01 inancial-service firms. The stockholders' equity 

orth) in each fina . . stitution provides a cushion to absorb losses until man
agement can correct weaknesses. When a financial institution has insufficient capital 
to cover its current and anticipated risk exposure, it faces a capital adequacy problem. 
By imposing minimum capital requirements on financial institutions, regulators can 
force a financial firm's stockholders to accept a substantial share of the risks taken on 
by their firm. The bigger the stockholders' share of each financial institution'S total 
capital, presumably the more watchful the stockholders will be over the firm's risk 
exposure and the policies pursued by its management. In this instance, the burden of 
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n li future if public confidence in the global financial marketplace is to be maintained. 
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controlling risk would be vested in a financial institution's stockholders, who must 
supply more high-cost capital if the institution suffers so many losses that it has a real 
capital adequacy problem. 

Governments must be careful in imposing capital requirements on financial institu
tions, however. The international financial markets have become so competitive that 
if institutions in one nation face high minimum capital requirements while those in 
another face low or no capital requirements, the latter institutions~s an unfair 
competitive advantage. Funds will tend to flow out of area.with 5urdensohJe regula
tions toward an area with less strict rules (often calle regulatory . :1'his fact of 
intemationallife led the 12 leadi 'a1i-zecfiiatJo '. ---'-:aupfarevoTuuoTfa r
national agreement, know as the Basel Agreement on Bank Capital Standards (dis 
cussed fully in Chapter 17). T IS les 
in all participating countries to require their banks to hold at least a minimum amount of 
capital relative to the size of their risk-exposed assets, thereby providing greater protec
tion for depositors around the world. Important breakthroughs like the Basel Agreement 
that bring nations together to cooperate in global financial-sector regulation-

Ij, rP be a competent police officer to control risk taking and promote public confidence in 
V' the financial system? 

, In theory at least, the private marketplace is its own regulator. Financial institutions 
'" choosing to accept greater risk in managing their customers' and their owners' funds 

" must pay the penalty for risk that the market imposes: a higher cost for any funds they 
.' raise from the public. Thus, the financial markets will squeeze the earnings of riskier 

financial institutions through the mechanism of a rising cost of capital . This phenom
enon is called market discipline. 

One of the most important ways the private market deals with greater risk of failure 
is by encouraging the development of larger financial institutions that diversify them
selves geographically and by product line in order to spread risk over a greater number 
of markets and services. This development is most evident, as we will see in Part Four 
of this text, in the recent rise of interstate banking in the United States and the emer
gence of highly service-diversified financial holding companies. This trend toward 
market-expanding operations has encompassed not only financial firms that have tra
ditionally served broad markets (such as insurance companies, money-center banks, 
and security brokerage firms) but also locally oriented financial institutions (such as 
credit unions and savings banks). 

Developing Better Management Tools to Deal with Risk Another 
way for financial institutions to deal with risk in the financial system is to develop and 
use risk-man tools. Managers of successful financial institutions today must 
be intimat y.iamiliar--wit ch risk-management tools as: 

ch permit institutions to trade interest payments with 
in Chapter 9). 

ermit borrowers to trade currencies with each other 
. cussed in Chapter 23). 
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• 	 ~s-testi~g of~alance sheets, throucrJwhich .fina?cial firms em?loy 

compUIerstmtHatums.lo bel.tM~d the nsks mherent m theIr in 

portfolio under various market conditions (as discussed in Chapter 17). 


Although these risk-management tools are useful, new tools must con 
added to the financial manager's arsenal in order to identify and hedge effecti 
risks that will challenge tomorrow's financial-service institutions. Mere 
of existing risk-management tools does not guarantee that all risk exposures will 
adequately dealt with, however. Continuing innovation in the risk-management 
is absolutely essential to the future smooth operation of the financial system and 
continuing maintenance of public confidence in that system. 

The Information Problem Unfortunately, relying exclusively on the 
marketplace to ensure the strength of financial institutions is open to serious '1~'-""'lJlI 
Given adequate information, an efficient market can correctly value individual fi 
cial institutions and provide effective ways to deal with risk . But does the fi 
marketplace receive all of the information it needs to make optimal decisions? 
answer is probably no. Depository institutions, for example, still provide only Ii 
information to buyers of the claims they issue against their earnings and assets. Key 
information regarding the quality of their assets (particularly their individual loans) is 
often known in detail only to government regulatory agencies . 

Capital market investors can only approximately price the securities of financial 
institutions that do not fully disclose their fina . and prospects. Serious 
consideration needs to be given to greater . ancial disclosure of the . k exposure of 
individual financial institutions, esp ally for'the- protection of the pu lie's savings. 
In 1991, the U.S. Congress passed t e FDIC Improvement Act, re . ng regular full
scope, on-site examinations of eacH .S.-insured deposit . stitution. Moreover, 
federally insured depository institutions mu regulatory agencies with annual 
reports, including an annual audit by an independent public accountant. The FDIC 
Improvement Act called for more public disclosure of auditor information and of the 
market values. of institutional assets and capital. 

QUESTIONS TO HELP YOU STUDY 

7 . 	 How can we reduce risk in the financial sector? 

8. 	 What are the principal types of risk encountered by financial institutions? 

9 . 	 In what ways can we promote and protect public confidence in the financial

service sector of the economy? Why is this important to the public and to 

financial institutions? 


10. 	 Can government-sponsored insurance help to preserve and protect public 
confidence in our financial institutions? What are its advantages and 
disadvantages? 

11. 	 How can the private marketplace work to control a financial institution's 
assumption of risk and promote greater public confidence in the financial 
system as a whole? 

12. How might common capital rules among all financial institutions, improved risk
management tools, and greater disclosure to the public help promote public 
confidence in financial institutions? 
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Similar legislation may be needed to promote disclosure among other types of fin
ancial institutions as well. In combination with a strong, risk-adjusted insurance pro
gram, increased public information about the true condition of financial-service firms 
could unleash the powerful economic force of informed investing to control risk taking 
by financial institutions more effectively and promote public confidence in the finan
cial system. 

The Effect of New Technology on the Design 
and Delivery of Financial Services 

The Information Revolution Providing financial services to the public invol
ves the analysis, storage, and transfer of financial information. A checking account 
or debit card, for example, conveys information that an individual or business firm 
has claim to assets managed by a financial institution offering payment services. The 
writing of a check or the swiping of a debit card through an electronic reader at a 
store counter is a new information item, designating what amount of funds are to be 
removed from one account and transferred to another. The advent of computers and 
the Internet has taught us that information can be transferred in microseconds via com
puter through Web sites, and via wire, satellite, and other electronic networks that 
offer greater speed, lower cost, and greater accuracy. The technological revolution in 
information analysis, storage, and transfer is moving at an accelerating pace. Newer, 
smaller, and faster electronic-based communications systems appear every year, impac
ting the money and capital markets and the financial-services industry. 

Recent Technological Advances One area of continuing growth will be in 
networking, or systems integration, in which computers and other electronic devices 
are linked via a global communications network. The Internet offers financial-service 
firms a low-cost channel through which to advertise their services and offer expand
ing service packages. Leading financial firms today typically have extensive sites on 
the Internet that describe the services they offer and their facilities. Web customers 
can file requests for transfers of funds, pay bills electronically, file credit applications, 
receive price or rate quotes, check on available balances, and, in many cases, carry 
out online purchases of goods and services. Once fully adequate safety measures are 
in place to protect the customer's privacy, access to an even wider array of goods and 
services will be available through the nearest networked computer, via digitized com
munication through the Internet, and through smart phones that send text messages, 
load video information and entertainment, and view and edit documents. 

Also exerting a growing influence on financial-market transactions are cellular or 
pocket telephones that allow financial-service customers to communicate with indi
viduals and institutions from almost any location on the globe, 24 hours a day. Cell 
phones are increasingly being employed to transfer funds between established finan
cial accounts, make online bill payments (such as through eBay's Pay Pal), carry out 
purchases from retail stores by waving these phones in front of a merchant's card 
reader, accessing financial and medical records, storing and accessing credit card 
account numbers on demand, carrying television and audio broadcasts, and communi
cating with mobile and other Web sites. 

Accompanying the development of full-service pocket telephones is the pocket or 
handheld computer. As faster and lighter computer chips continue to emerge, pocket
size and palm-size PCs are able to more rapidly merge information storage, information 
retrieval, telecommunications, and extensive computing power into one lightweight, 

http:wellsfargo.com
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eminently portable, information-gathering resource, available at lower cost. 
and handheld computers will allow an increasing number of managers of fi 
service firms , and more of their customers as well, to instantly record 
notes, and memos; fax documents; and send and retrieve financial data. 
decision makers increasingly are being equipped with powerful new tools, 
24-hour global market monitoring and decision making and the rapid i 
of financial decisions from any location. 

New financial technologies are making it possible for customers to literally do 
with their checkbooks and other paper media. Growing numbers of depository' 
tions are offering telephone-bill-paying services as well as home and office 
computer (PC) links to a financial institution's computer through which the 
can authorize payments from his or her account with the touch of a button. Equal 
significant is the spread of "smart cards" encoded with "digitized cash" that 
the customer to pay for goods and services at the point of sale by merely presenting 
plastic card. When inserted into a suitable terminal, the amount of a purchase is 
maticaIly subtracted from the remaining balance of "digitized cash." Smart cards 
grown rapidly in Europe, but more slowly in the United States, though these 
seem to have a bright future. 

These and other technological advances in information technology literally make 
every financial-service customer a mobile "branch office." There will be less and less 
need to visit the brick-and-mortaroffice facilities ofa financial institution. Feweremplo
yees are also likely to be needed in the financial institutions sector. The financial
service business is in transition from a labor-intensive industry to a capital-intensive 
one that increasingly relies upon automation and electronic processing. 

Public Attitudes and Cost The adjustment of people and institutions to the 
unfolding technological revolution probably will be slower than the revolution itself. 
For example, many consumers and businesses still prefer the security and privacy of 
cash and checkbook transactions to pay for their purchases of goods and services, 
even though checkbook volume in the United States has been falling since the mid
1990s in the face of increasingly widespread use of electronic payments devices. " ) 

Personal communication between financial institutions and their customers will 
always be important in the delivery of some financial services, especially to older cus
tomers and smaller businesses. However, the cost of these traditional communication 
methods is rising, and their economic advantage over electronic methods continues 
to decline. 

All financial institutions must be prepared for the continuing spread of new infor
mation technOlogy. Otherwise, their competitors will wrest the "high ground" of new 
markets and new services away from them. But there are major challenges in this tech
nological high ground for all financial institutions, including the following: 

• 	 Customer access to financial information and the transfer of financial 

information must be as user friendly as possible. 


• 	 Operating costs and service prices must be kept low relative to more 
conventional paper-based or in-person information systems so that there is 
sufficient economic incentive for the customer to use the most modern, cost
efficient service-delivery systems available. 

• 	 Adequate technological flexibility must be built in so that, as improved 
technologies for service production and delivery appear, they can be quickly 
pressed into service in order to keep each financial -service institution current 
and competitive. 



cket 
: ial
ons, 
lcial 
tting 
ttion 

lway 
;titu
;ona1 
)mer 
ually 
tHow 
jng a 
auto-
have 

cards 

make 
d less 
lTlplo
ncial
:nsive 

to the 
itself. 
acyof 
·vices, 
~ mid
:vices. 
·s will 
er cus
ication 
ltinues 

, infor
of new 
is tech- , 

is 
;ost-

Chapter 4 The Future of the Financial System and Trends in the Money and Capital Markets 101 

• 	 Auditing and internal control programs must be strengthened to reduce the 
probability of loss due to computer error or computer fraud, which can drive 
away customers and endanger the viability of any financial institution. 

• 	 Finally, managers must recognize and adapt to the great power the Internet 
gives consumers today to evaluate the quality and convenience of the financial 
products they offer and share those service evaluations with millions of other 
consumers through blogs, podcasts, mashups, and a myriad of other developing 
information channels. 

The Changing Mix of Financial-Service Suppliers 
in the Financial System 
Who will offer the financial services of the future? When the customer wishes to pur
chase a life insurance policy, a retirement plan, or a checking account, who will be 
the most likely provider? One thing that is clear now is that the traditional walls be
tween different financial-service industries have eroded so far that they are almost 
nonexistent today. For example, the cash management accounts and savings plans 
that an insurance company sells to its customers are fully competitive with the cash
management and savings instruments offered by banks and securities firms. Going 
forward, most of the remaining vestiges of the traditional distinctions between one 
type of financial-service institution and another are likely to be swept away, as the 
service menus of different financial institutions look increasingly alike and different 
financial-service industries rush toward each other. 

Price Sensitivity and Local Competition Financial services will be pur
chased from the financial firm offering the lowest price and best non price features 
(such as service quality). That low-cost supplier may differ from one market to another, 
depending on the level and intensity of competition in each marketplace. In smaller 
cities and rural communities, the local bank may tum out to be the most advantageous 
supplier of most financial services. Larger urban markets, in contrast, will continue to 

'. ) 	 be characterized by multiple financial-service suppliers, usually locked in an intense 
competitive struggle. Moreover, financial-service firms will face a customer increas
ingly sensitized to differing terms of sale and more ready to transfer his or her busi
ness to the cheapest source for the quantity and quality of service desired. 

Importance of Established Delivery Systems Because cost control and 
productivity will be key factors for the future success of financial-service firms, fin
ancial institutions with extensive service delivery systems already in place will have 
a competitive advantage. This feature will clearly favor financial-service institutions 
possessing established computer, telephone, and full-service office networks. These 
cost and productivity advantages are likely to lead to still more mergers and consolida
tions among smaller financial-service companies so that service providers converge 
and consolidate into larger and larger producing units. 

New Financial Institutions and Instruments The future will usher in 
new financial institutions to deal with newly emerging financial-service needs. For 
example, additional secondary (resale) markets for many loans will emerge so that 
lenders of funds can even more readily than today sell their older assets and gain the 
cash needed to make new loans and investments. Just as high-grade common stocks, 
bonds, and futures and options contracts are traded on national exchanges or in the 
open market today, freer and more open trading of many other financial instruments 
will eventually become a reality. The unfolding new markets will require new types of 
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financial institutions and new financial services. A few of the newer financial 
ments and services that appear to have good prospects for continuing rapid 
ment in the future include: 

1. Loans to remodel residential dwellings (due to the aging of existing homes 
greater availability of home equity credit). 

2. Small business loans (as numerous new firms emerge to replace failing 

3. Credit risk derivatives (including credit swaps), which permit a lending 
institution to seek protection against loan defaults and depreciation in asset 
values (as discussed in depth in Chapter 8). 

Securitization There will be a need for new institutions to facilitate the 
ing trend toward securitization of many of the credit-related assets held by 
institutions and other corporations. The success of mortgage-backed securities 
the past three decades demonstrates that a financial institution can more easily 
some of the loans it has made and use them as collateral for borrowing money 
the sale of securities. Today, there are loan-backed securities collateralized by 
diverse assets as commercial and residential mortgage loans, mobile home loans, 
card receivables, auto and boat loans, home equity loans, and computer equipmenl 
leases, to name just a few (see, for example, Chapters 8, 11,22, and 24). Securitization 
is likely to support the ongoing shift of nonfinancial companies away from traditional 
types of credit obtained through a financial intermediary, such as a bank, and toward 
self-financing and self-borrowing directly from investors in the open market. 

Consolidations and Convergences 
within the Financial System 
As we noted at this chapter's beginning, acquisitions and mergers have recently come 
to dominate the financial -service business, as the largest financial firms have moved 
0 expand in size in the fastest way possible, usually through megamergers involving 

. 	 multibillion-dollar institutions. These megamergers are generally of two types: ~ con

/	 
solidations, which bring together financial firms serving the same industry, and (!) con
vergences, wherein firms from different industries combine their operations. Familiar 
examples include the consolidation of JPMorgan Chase with Bank One in 2004, creating 
the second trillion-dollar banking organization in the United States (following Citigroup) 
and the more recently proposed mergers of ABN Amro Bank of the Netherlands with 
either Barclays of Great Britain or a group of banks led by the Royal Bank of Scotland. 
A good example of convergence was the 2002 acquisition of Household Finance
a consumer finance company-with HSBC Bank PIc-a British bank. 

Many strong economic and technological forces are propelling these consolidating 
and converging changes, including a better-informed, more-demanding customer, the 
globalization of financial transactions made possible by the rapidly changing technol
ogy of information and communication over great distances, and the development of 
many new financial instruments and services that only the largest financial-service 
providers can produce and deliver efficiently at low cost. Some of the key players in 
this race for market size and dominance argue that these consolidation and conver
gence trends wilJ bring about at least some of the following changes: 

• 	 Substantial cost savings (through the elimination of duplicate offices and other 
overlapping resources). 
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• 	 Acceleration of revenue growth (as new services are developed in both new and 
old markets in order to reach out to broader customer segments). 

• 	 Greater diversification and, therefore, reduction of risk by widening the service 
lines offered to the public and spreading out geographically into many different 
local markets. 

• 	 Increased professional expertise, developed by combining the best talents of 
two or more companies, so that customers get higher-quality services. 

• 	 Increased affordability of the latest information storage and transfer technology 
so that a wide variety of financial-service firms can remain up-to-date in 
developing new services and in reaching their customers, no matter how distant 
those customers may be . 

• 	 Greater efficiency in producing and selling a mix of services that can be jointly 
marketed and cross-sold so that the same customers are encouraged to buy 
more than one service from the same financial firm (i.e., one-stop shopping), 
helping to tie a larger proportion of customers more closely to the particular 
financial-service companies with which they trade. 

c------.. 
However, other experts in the field warn that toda If'end toward co olidation 

and convergence is a "mixed blessing." There are key . advantages that ay prove 
to be as powerful as the alleged advantages of these major s trends among 
financial-service institutions, including: 

• 	 Higher operating costs may result due to the greater complexities of managing 
and controlling a highly diversified, giant company that may have grown too 
fast. 

• 	 Many financial-service managers may have overestimated the public's real 
demand for "one-stop" financial shopping, because many consumers seem less 
interested in the c:onvenience of receiving all their financial services from one 
supplier and more interested in shopping around for the best terms available for 
each major service they buy. This process has been enhanced by the growing 
volume of financial services being offered on the Internet. 

• 	 The possibility of damaging competition for the largest financial firms from 
smaller financial-service companies, which can provide more personalized 
financial services (including making the most sensitive customers seem like 
valued clients, not simply a number in a computer file). 

• 	 The ability of smaller financial companies to compete effectively in the range 
of services they are able to offer, even against financial -service giants, by using 
outsourcing-that is, selling services provided to the offering firm by other 
suppliers (similar to the franchising concept in retailing). 

The foregoing potential disadvantages of consolidation and convergence suggest that 
not every financial firm needs to be huge, national, or international in scope. Smaller, 
specialized financial-service companies may still be able to hold onto a solid niche 
in tomorrow's financial marketplace. This will be especially true if smaller, more 
specialized firms can keep their operating costs under control and not be undersold 
by stronger financial-service giants. Indeed, there is little evidence that economies of 
scale in financial services favor only the largest firms. Some of the best-run financial
service companies lie somewhere in the middle ground, being neither the largest nor 
the smallest suppliers of financial services. 
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QUESTIONS TO HELP YOU STUDY 

13. 	What technological changes are likely to have the greatest impact on the 
production and delivery of financial services to the public in future years? 

14. 	Why do you think consolidation and convergence are taking place today in 
the financial-services sector? What are the consequences for the managers of 
financial institutions and for the public? 

4.5 	 A New Role for Regulation in an Age of ji;ir,~ ..",..;,..1 

Services Consolidation and Convergence 
The growing consolidation and convergence of financial-service companies 
major new challenges for government regulators charged with maintaining a s 
and more stable financial system. Regulators cannot stop the powerful market 
that are bringing about the rise of massive financial-service conglomerates, such 'I 	 Citigroup and Deutsche Bank, because the financial-services industry is now world
wide and much of its growth technologically driven, which recognizes no artificially 
erected boundaries. However, government regulators must find a way to make safety 
and soundness principles work and preserve at least something of the "safety net" that 
protects less financially sophisticated consumers from mistreatment and the loss of 

: their savings. 
II 

This dual concern-letting markets and competition work to benefit consumers, I 
while preserving safety and soundness to protect the most vulnerable customers-has 
led to the development of 
may come to dominate the 
ness. For example, the 
Act, passed in the U 
nies, and securities 
of financial 

nu.'nBW'flv one controlling company at the top of 
the organization. (See et another possibility permitted under the new 
Gramm-Leach-Bliley Act is to allow one financial-service provider, such as a bank, 
insurance company, or security dealer, to sell other services through its own subsidiary 
firms. (See Exhibit 4.1B.) 

Under the financial holding company organizational form, each financial firm has 
its own capital and management and its own net earnings or earnings losses, which 
are independent of the earnings or losses of other affiliated companies belonging to 
the same holding company. With the subsidiary organizational form, on the other 
hand, the earnings or losses of each subsidiary company also affect the parent firm. 
Nevertheless, regulators can develop walls of protection to shelter financial firms they 
wish to protect, such as by insisting upon stronger capitalization for one or more of 
the businesses belonging to the same parent company (especially any banks that serve 
small savers) or by legally limiting transactions between more-regulated and less
regulated affiliates of the same holding company. 

There is also a movement toward establishing new regulatory structures-a diff
hlpptoac ~o govern t supervision of the financial sector that matches the 

changing features of the financi -services industry. One such model-known as the 
single regulator approach--calls upon one regulatory agency to oversee an entire 
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A. Financial Holding Company-Growing Organizational Form in the 
Financial-Services Industry 

Financial Holding Company 

Insurance 
Companies 

Security Brokers 
or 

Dealers 

Other 
Financial-Service 

Companies 

B. The Financial Subsidiaries' Organizational Form 

Bank or Other Controlling Firm 

Insurance Subsidiary Other Financial-Service 
Subsidiaries 

financial -service company with all of its component parts. The challenge here is that 
such a regulator has to know many different businesses well in order to do a good job 
of supervising the safety of complex finan ' . stitutions. Nevertheless, the "single 
regulator" strategy may work well in ce situations or example, in the oversight 
of small banks, credit unions, msurance:tompanies. ( e Exhibit 4.2A.) 

A different approach call for functional regulation-l ing specialized regulators 
oversee those financial firms ut which t e most and then pooling their 
regulatory reports to get an overall picture of the condition of a large, complex fman
cial company. For example, state insurance conunissions could regulate and supervise 
a financial holding company's insurance affiliates or subsidiaries, while the Securities 
and Exchange Commission could oversee the activities of the securities dealers and 
brokers belonging to that same company, and the Comptroller of the Currency could 
track the soundness of any bank that belongs to the large, complex financial firm we 
are describing. Finally, a single regulatory agency may act as overall or "umbrella" 
supervisor, receiving regulatory reports from the other regulatory agencies involved 

_and making.ageoe(al!l,ssessment of the strength or weakness of the entire financial
services company. (See Exhibit 4.2B.) 

Unfortunately, each of these regulatory models is cumbersome, may be costly to 
manage, and could lead to regulatory conflicts. In the case of the single regulator 
model, the same government agency must learn how to examine and supervise many 
different types of financial firms-a potentially costly endeavor-and could easily 
miss major problems. On the other hand, functional regulation may not allow any 
one supervisor to get an accurate picture of the true condition of the whole financial
services organization. This is one of the reasons the U.S. Congress, when it passed 
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the Financial Services Modernization (Gramm-Leach-Bliley) Act in 1999, adopted a 
portion of both the single regulator model (with the Federal Reserve System normally 
serving as overall or "umbrella" regulatory supervisor for each financial-services 
company as a whole) and a form of functional regulation (with two or more different 
regulators looking at different units within the same financial-services company). 

There is also the danger that so . _e In firms, if allowed to acquire many dif
ferent types of companies . out safeguards a the quality of management they are 
hiring, will simply beco e "too big to fail," quiring regulators to spread out (and 
possibly thin down) the vern men ' ety net, which was originally set up to pro
tect small savers. If the biggest financial-service providers are not allowed by govern
ment to fail, not only does this give financial companies an incentive to expand their 
size as fast as possible, it also does not fully allow the discipline of the marketplace 
to work in order to control the assumption of risk by financial institutions. We may 
easily lose sight of the fact that the most vulnerable financial institutions are probably 
those that manage the public's savings deposits and carry out payments for businesses, 
<households, and governments-two financial-service areas that we can ill afford to 
.b-;ive break down due to reckless management behavior because these services im
pact the whole economy and .. if poorly done, threaten the public's confidence in the 
financial system. 

We need more disclosure of information to the public on the true condition of finan
cial institutions, and we also need more international regulatory cooperation (harmo
nization) to prevent global panics by investors and the public at large. We need to use 
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recent technological advances to improve monitoring systems so that regulators can 
spot troubled financial firms earlier and have a chance to head off problems quickly. 
We need to have owners of financial institutions bear more of their institutions' risk 
and encourage large account holders to playa bigger role in the market disciplining 
of poorly managed financial firms, stimulating management and owners of financial
services companies to pay increasing attention to measuring and managing risk in 
order to protect the public from needless financial losses. 

4.6 The Payments System: Current and Future 
Tomorrow's marketplace will depend crucially upon the continuing ability of the 
world ' s payments system to function efficiently and accurately . Unless businesses that 
sell goods and services can be confident they will be paid promptly for what they sell , 
the economy will begin to slow, production will fall, and unemployment will rise. 
A good example of partial payment system breakdown occurred in 2001 when the 
terrorist attacks of 9/11 caused several of the largest financial-service firms to shut 
down temporarily. Ultimately, unless restored, the economy may collapse, because 
a well-functioning payments system is the lifeblood of a modem economy. A major 
breakdown in the flow of payments can result in disaster for millions of people who 
will lose income a . r standard of living. 

T :tHl-re;lif"fealify, two ments systems at work in the economy today--one for 
etail (or smal largely between individuals, and business firms; 
I11t"nne--tfW''w/j!fll:t~irrtm11arge) tran actions that flow between banks, busi

ncies of gove nt and typically fl s t roug automated c1earing
e ederal Reserve's wire network (Fedwire) , . nal clearing 

institl ions as the New York Clearinghouse, CHIPS) t at connect 
thousands of payors and payees every day. Technological cha affected both 
of these payments systems, as a rapidly growing volume of payments are being made 
today electronically through computers, via telephone, with plastic debit and credit 
cards inserted in point-of-sale terminals in stores, with radio-frequency cards waved 
in front of payments terminals, through electronic wire networks between depository 
institutions, and through the Internet. 

The retail payments system in the United States continues to lag behind whole
sale payments in converting from paper transactions to electronic systems. However, 
Smart cards (plastic wafers with an encoded computer chip aboard that lists how much 
is available to spend and identifies the account owner) are gaining ground (especially 
in Europe), as are online accounts inside the Internet and telephone payments via ver
bal authorization or through the use of a credit card number. What the public must 
have for the future, if our financial system is to avoid the burgeoning cost of paper 
transactions, is a retail payments network that is fast , cheap, and convenient. Countries 
such as Denmark and Norway have raised their use of electronic payments media to 
account for a majority of their daily payments, while China leads the world in pay
ments by mobile phone. Meanwhile, the United States still remains a heavy user of 
paper, due, in part, to the fact the U.S. banking system, through most of its history, 
has been dominated numerically by small depository institutions, making it difficult to 
bring together all banks within a single electronic system. 

To be fair, however, we must no e that electronic payments in the United States 
have grown about fivefold in the des and payments by wire now exceed 
the number of checks writte ach year. Moreov ,the U.S. Congress passed new leg
islation in 2003, known as the Check 21 Act, ich no longer requires a check to be 
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pbysically transported in order to be processed. Financial institutions can 
an image of a check, use that image to create a substitute check, and 
transfer the substitute. Thus, electronic checks can now be processed faster 
cheaply than with the old paper-driven system in which the original check 
travel from the bank of deposit to the bank upon which it was drawn. Check 21 
reduce the blizzard of paper that used to be needed to move money. 

However, big problems still lie ahead for the payments system, especially in 
processing of wholesale payments where transactions exceed a trillion dollars a 
. s e size of individual wholesale transactions-many of these denominated in 

millions of dollars apiece-that poses a substantial threat for the future. If a 
these supersize transactions fail to settle (clear) because of credit risk (i.e., the ~of one party to fully comply), liquidity risk (i.e., a temporary cash shortage on 
part of one or more large transactors), or unwinding risk (where payment 
are subsequently reversed and, therefore, someone is left unpaid), the result could 
a panicky chain reaction of failed payments spreading around the globe. 
the whole payments system could break down as institutions expecting payments 

J
ot receive them and, therefore, cannot meet all of their own promises to pay . To 

ead off such a calamity in the United States, the Federal Reserve has set limits u 


how much in total a payments-system participant can owe to everyone else who 

longs to the same clearing system. 


QUESTIONS TO HELP YOU STUDY 

15. 	What exactly is meant by functional regulation? What are its advantages and 
disadvantages for financial institutions Ql1d their customers? 

16. 	 In what ways is regulation of the financial-service sector changing? 

17. 	What is happening to the global payments system today? What changes in the 
payments system seem likely for the future? 

18. 	Why was passage of the Gramm-Leach-Bliley (Financial Services Modernization) 
Act so important for American financial-service institutions? 

The Current and Future Need for Regulation 
jnancial Institutions 

ard deregulation- the gradual removal of government restric
e financial markets to trade and allocate resources--of the 

ikely to continue. Governments will be under continu
ing pressure to relax regu against the development of new services and the 
geographic expansion of variou cia! institutions. If governments do not act to 
free more completely the financial in s they supervise from today's regulatory 
rules, nonregulated financial institutions ve in and eventually drive out the 
more heavily regulated institutions from one m ter another. 

The most likely future developments in govern ulation of the financial 
system will be the following: 

• 	 Reduced barriers to geographic expansion in order to allow fm 

institutions to find new customers anywhere. 
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