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In: LAW
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• tHE C'A<:lIOll\NAl

I
s 'I'HE SlJRI~(iof 1991. rcpn:scnr~(i\'4.'"S ~)f the
o;',(ion's lar~r hanks went to Capttol Hill m
..cck a "aricrv ofchan~ in the hankin~

s\··otcm: intersta[~ brark-hin~ frcc:dom 10 JtCt intu
~hcr lines of business such as !i«'Urirics underwrit­
ing and insunncc. and an cnd to rc:suK.'tions :lJtOlinst
the ownership of banks by l.'OOlmen:iall'Uf1lpanics.
The bankcrs--alonR \\;th the adminimarion ofTll;als
who backed the proposed chanJ/.C'i liS ....rs 10 help
modemi7.c the financial ~'stcm--flo?cd that IlCW

legislation would help the indus~' R:'(.'O\'er frum the
problem, thor had bankrupted the Bank Insura..."
Fund (Ill Fl.' After months of hcarinll".nd debate.
ho...e\1:1. ConI'1C'S n:jccted the picas for ne...
banking powers. adoptinR only a set of new safety
and soundness measures.

This was the third rime in a decade: that Con·
I'1C'S had tricd-and. t:itimatel)'. dcclincd-lo dc-.I
in a comprchensh'c way with many of the stnK.1u,...1
issues associated with moderni1.in~ the final'K.-ial
",'Stem. The Ic~slation that ConI\R:''S did adopt­
the federal Deposit Insurance Corporation Im­
pro\'emcnt Act of 1991-1cft many ,-ntK."5 in irs wake.

But did me 311 reall\' set hack the moderni1.arion
effort? And docs it rcaliy portend a ,."ontinllation of
the tr..nking industry's problems? One ,-an ,..enainly
understand the frustration of the many who want to

modemi1.e more quickly. but overall. the bankin~

act should help that pnx:ess. The most pn.~,in~
modernization task at the moment is not to define
what the bankin~ industry will look like in 10 ~'cars.

Rl'thcr. it is to dctennine Ylhetbcr the industry can
b..~:ome strongcnou~ to serve as the foundation of
the U.S. financial system in the future. Under the
new bankin~ legislation. the counny will find this
out-and will do so without unduly incrcasin~

Rlf's exposure to loss or riskin~ the stability of the
financial system.

CR..HG .~. SIJIf,lfONS is f)im1or oodSTEPHEN C.
SII'AIJII is AssiS100' f)im1or io GAO's f'ioooriol
l"stif"tiOiIS o"d:IIorhts Iss", A"o. TA'''';rrs tit'!
npms ~'"do 001 offfSSllrily rrfTm '~Og ofGAO.

Laming to play It safe •

The kC'\'~ in the nc."\\' Icjtislation is a d~A."'C­

ti\"c to ~nkin~ R:~lIlat:ors to prumpt:I~'ckr.iC all hanks
that bt.<t.·OfTle insoh"cnt. 'Iltc intcnt behind this
Rl<Indatc is to pm the risk of pn..a:tin~ depositors
not: on the (M'ners ofhcalth~' hanks (t:hmudl hi~r
deposit insuraRl.'C premiums). nUf on the taxpa~'CB,

but on the O""ncn of banks that fail. In a Knsc. this
str1l1er slIpcn;sion is the prK'C the bankin~ indu~'

must pay for another JIf'O\'ision in the Ic~slatiun: the
$70 billion Tn:a.'Ull· loan authori'l' fur shnrin~ up
BIF.' What the IcKisiation sal". in efTe:<.•• is that the
"'\'emment will put 570 billion of taxpa~'crfunds at
risk (0 keep 81... from ~"n~ under. but in rerum. the
hankinJr; indus~' will hnc to clc-..n up it.'i al1 so that
a similar action will AC\'Cr ncc:d to be taken aJOlin.
\\'hcthcr bankin~ofTK.:ials and R:Jr;\llamfS ..:an li\'c up
to this challcn~ remains to be Ken.

Traditionally. fCKlJlatioo has !oudtt to keep
deposit insurant.'C k~5CS kM' ~, shiddin~ banks from
m.rk", fun...,.. Spc:<.ir.:allr:

• hanks an:. for the ,,"»5t part. restrk.1cd by laa
acrh'itics thar arc thouKht to he devoid of ex""'!l!l!'
sive risk:

• rhe federal ~vcmment insures the value of
deposits--the major SOUfl'C of financ.-inK for this
$3.S·trillion industry;

• the dcl'1sion as to when bank., fail is made noc: by
cn:ditors hut hl' federal or state rc~laton:

• banks that experience financial probIcmll have
unrestricted acees., to loans from the Federal
Raer\'c System:

• most bank failul'C5 arc: R:5OIved in such a way as
to protect not: only insured dcposiron.. bur allK)
uninsured dcpositOB. and sometimes c\'c:n
~ncr.iI (.TCdir0f5.

These rules and practices. ...hi<:h have prorc:eted
the stabilit\, of the bankin~ induMf)' by cnablinJt it to
retain the ,:anfidcncc of irs customers. also helped
thc nation's financial ~)'Stem remain remarkably

•
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MARKl:.T.

....bIe durin~ .he .umulen. 1970:. and 1980s. Ru••he
recent failure of so many bank'i. alon~ with 8 .... ·s
bankruptcy. made it clear that the old system wasn't
working well anymore: In essence. tOO much risk
had been shifted 10 the taxpayers. and it \\'35 l'OStinJt

them tOO much money.
The new leRislation does not l'Omplctcly o\'er·

(Urn the way thinltS were done in the past. It fClains
the $100.000 limit on deposit insuraoc'C. and contin·
ucs tradirionallinc-of-business n:srricrions. Rcgula­
(01'5 arc still the ones who decide when failing banks
must dose. and they still have the aU(horit), to take
cmergeoc'y aettons ro pn:scn'C' the stability of the
bankinR systcm. Hut hy instructing rc~latOf'1 to
deal more pmmprly ,,;.h uouhlcd bonks. .he new

IcKislation mandates that weak banks be neated
much more in kL"CpinR with the way the market
tTC'"Ats OI:her types of problem institur1or.s. The key
provisions that accomplish this include:

• a ..tripwire system" that requires ~lat0f5 to
rake a series of actions to restrain and ultimately
dose banks as their capital disappears;

• a requirement that banks must be dosed in the
Icast expensi\-c: wa)'. even if this means leaving
uninsured depositors unprora..'tcd;

• restrictions on the Federal Reserve's abiliry to
keep in""ven. bonks aliv'e by lending rIlem
1I1Ol1C)'.

These provisions f,.TCate strong ir'K.'Cntives for
bankers to operate more safely 50 that consumer
confKlcncc f\ows more from rile soondnc:ss ofeach
institution than from the deposit insurance~n­
tcc. And these incentives are funher enhanced b)'
OI:her reforms in the le~islation requirinR that:

• accountinR methods more accurately measure the
\,.due of problem assets;

• auditors and the audit committee ofeach bank's
board of dirct.1ors take a more iK.-rivc role in
assessing internal controls:

• auditors and bank regulators develop closer and
more effa..-rive relationships.

CIt[)t«; fOR COMPEIIIION

The honom-linc effect of these reforms is to

require banks to eM'ablish adc.'1.luate risk<CHumi
sy)tems and ru ensufC that fCRUlarnrs have :k.'t:urate
knowlcdRC ofe\'cl)' hank's finaoc;all.:ondition.

The law ..... the InclU8tI'y

L.~t faU's le~slatton tells hank..'i that ifthcy want to
be around in the future, they mllst IitCt theit houses
in order now. If leaminR how to uperate 5lk'\.'C55fully
in a man: compc:riti\'C cn\'ironmcnt means payinJt
much more attcntion to the f,.-rcdit-worthi0C55 of
pocential borrowef5. f,.'UrtinJt f,.'OStS. downsi7.in~ or
mctRin~ then 5U be it.

Nor su1"isinJtly, many bankers ha\'c f,.'Ompiaincd
aboo. an of <hi.. They sal'. fur example. mar
requiring bonk. ro he cloocd soon after rIlei. capirol
falls be&ow minimum requiremcnt5 is roo mK.'t, and
that new acc,:ounting and auditinJt reforms are too
intrusive. Rut while the Ie';slarion is by no meam
pence< in all of irs derail" neirhcr docs i. jusrify all
ofrile complain... especially when i. is measured by
wha. need. ro he done '0 promure .he abiliry of.he
banking indu5tl)' to operate slk'CeSSfulty today.

Fur .he ""'" parr, .he rypn of .hingo mar rile
industry must do to comply with the law are thin~ it
would have to do anyway to "'in investor conftdcnce
in a f,.'OfI1pcritivc market. For example. if banking is
no &oRgel' RtMng to be run in the old "pmta..'1 every­
body' way. rIlen bonks must preserve rIlei. capirol if
they want to hokJ uninsured depmirors. enter into
lon~-term f,.untracts. or pn)\'idc scrvK.'C5 to corporate
customers who are lookin~ for stabiliry in their
bankinJt relationships. (It is instflK.'1ive to note that
securities firms. in hopes ofattracting customers.
adven.isc the amount by which their (:apital exceeds
rc~latory requirements.) Similarly, the only way
banks f,.-an f,.'ontrul risks in today's environment is to
adopt the typc..'S of manaJtemcnr f,."Ontrols the le~sla.

tion mandates. and which well·run institutions
alfCady havc. l'he law shuuld not be f,."Onsidcrcd

SPRING/SUMMER 1992 5
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draconian just bccaw,c il JCquin."Slhc "'" ofbc:h..-· The law and DIOdernl~
ior that is nceded in order [() upcrarc sut."l.'Cssfully in :I

{'Ompcriri\'c world.

Nt-: OF

'1,..: GOAU Of TIl ..:

I.EGlSI.Al"1OX-7.t:RO

TA.\1'A\'ERS ON ot:JIa'rr

INSlIRANCt: (X)\'.:RAGE-

SENSI-: Qt. REGlII..A"(l)Rl'

lU nn: TAXPA'iUS.

6 lHE G-M) IOUlNAl

The law and the rejulators

The market oricnt.uKm ':onraincd in the 1991
Ic~islil(iun n..-quircs thou regulators chan~ their ways
as well. The la",'s carl~·.intcn·cntion pnn'isions
make it necessary for re~latUf'5 ro be much more
timely. fOfl'Cful. and consistent in their approaches
toward troubled h-.mkinR or~nil.ations than they
ha\"e been in rhe past. The a<....·ounrin~ and auditioR
reforms al~ require that rc,.,.larors Jook at ,upen·i.
sion in a new way. With so man~: chan~ now
takin~ pl:K'C in the financial indusuy. rcRul,uoOi
cannot be cXp«tcd to keep up with the risk implk:'lI­
tions of C\·C~· decision taken by c\"C:ry bank's
manaJtCrncnt. It is crucial. thC'refore. that re~laton
fully understand and monitor banks' intcmal control
systcms. Banks that han: good (."Ontrol systcms arc
far k.-ss likc:ly to ,,:t into trouble "'hC'n opcratin~ in
compcrith'c markets.

The requirement for carty inter\'enrion will COSt
regulaton 5Of1lC of their flexibility in dealing with
problem inKirurions, and rhen:fOR:. many R:gularon
arc apt DOC to like it. But it is important that regula­
tOB rccogni7oC how the mandated approach fits into
thc overall effort of bringing supervision more in line
with the realities ofmarket compcritioo. Aftcr all,
the eventual SlJCCCS5 of the incenth'cs for banks to
"""raIC ..fely ..ill hinge on the <R:dibiliry of
regulatory intcrvcntion ifcapital fails. funhC'r. it
must be kep< in mind .ha. one ofthe goals of.be
legislation-zero losses to thc taxpaycrs on deposit
insurance coveragc--t'Cf1ccts a new sensc of regu­
latory accountability to thc taxpaycrs. Not just
regulators. but bankcrs as ",ell ought to adjust to this
new spirit. if for no OlhC'r~n than to reduce thC'ir
deposit insurance: premiums.

For (Iuitc a fcw years., the financial scn'ices industry
has been t~'in~ to adjust to a whole: host ofchanJtC5.
sUl·h as wide interest-ratc flUl.1uations. thc prolifcra­
tion of new pmdtK.1S, the: internationalization of
markClS. and lhe eme~n...e of flCI" .echnoi<Jlties.
AI.houJth many hanks and lheir federal and ' ..Ie
rc~lators ha\'c had some suf."c\:ss in adaptinR to
these ,·hanRt-os. many (»b5c:n'crs bclieve-pobably
L'OR'CCtly-fhat C\'cntuallyCon~will have to deal
more l'ORlpn:hcnsi\'cly with thc powers and respon.
sihilities of banks and the other providers of financial
scn'K."CS, Wh~'. then. was it reasonable last fall for
O:H1Jt1'CS.'Ii to defer these broader decisions?

Le.·s II" back '0 what the bonks asked CongR:SS
III do_ The bonke....id deR:gulalC:-<ha. is, let .he
induSlly do IOOfC '0 compete efTectively wi.h Olher
segmenlS of lhe financial services induSlly and with
fOR:ill" financial services providers. On the surface.
il is haldlll argue with their point of view: Although
banking retains certain distinguishing featu~""
(for instance. depooilS an: Kill insured. and
ha"" dilCCllICCC5S III Fedenl Reserve discount
window loons and paymenlS services~ .he uuth is
.ha. most services offered by bonks and bonk
holding companies can be provided by Olher
organizaliom as well. Bankers in the UnilCd Scales.
1hcld"OR:. now find themselves competing hcad-to­
head with other firms for transactions, investment,
and credit 5Ct\'iccs.

Al p<esen~ heJ,.-ever. financial R:form propooab
that promote defe~lation "'Ii the principal means of
imploving the affain of the bankin~ industry ctHltain
one overwhelmin~wcaknas: 1knp14Jioll. i. ""
""'PII,_i",..-. isjllSllrJo risI]- Deregulation tha.
preceded the implementation ofma~mentand
rcRUlatory reforms would i~nore the reason 50 many
banks havc been doing so poorly or c\'cn failing: bad
loans. If banks ",ere bc:ncr ablc to evaluatc credit
quality--onc of their principal reasons for existcl"lCe
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LEGISlATION.

--they "'ould hne rates of return much more in
line ,,'ith their competitOR. It is true that some of
the tr.mks· poor rcsult!J have been duc (() the fac.'t that

the world is chanltinR awfully fa.OiI. but this docs not
excuse the dismal performance of l'iO many of tbcm.
Managing risks in a changing cO\'ironmcnt reqUirc5.:.3

dcIQ'CC of self-eomml that is analOKOus to heinR able
to sit beside a bowl ofchOl.'OIates and not c..-ar them
all. The rcaliE)' is that too many banks canr'KJ( resist
the temptation; they ha\'c klst the ability 10 manage:
risks that was um:c the hallmark ohhe indust!),.

AllowinR banks that t.-annot mana~ risks in their
basic business ro expand inro other areas ,,'ould be
too biR a gamble. cspe<.ially when one also considers
the fact that hankinR R:KUlat0f'5 have not yet malli·
rcred the an of supcn,jsing under IOday's mnditions.

Thc most tegitiraatc gripe about the rte\\'

legislation is that it inhibits even me best·run. best­
capitali7.cd banks from mcctin,; thc (:ompctition
from foreign banks and other financial institutions.
Thc COOlplaint is worth acknowledging. but it is also
likcly that when the ratricrions on banking lXJ"·crs
are Ioo5encd. only lhe well·run. well-apilalized
banks will be allowed to panicipatc. In the interim•
banks will all continue 10 henelil greally from federal
deposit insuralK'e. And many banks consistently
makc a profit; bankingptrg is not unprofitable.

Only some banking is--<specially Ihal which iwwn:s
or greatly miscalculates credit and intere5l·ratc risks.
So il canROl he said mallhe mandalc: of lhe new
banking law gun completely again.. lhe viability of
the banking business. Morcovcr.linlc evidence
suggests Ihal allowing banks 10 do a brood range of
things would make them stronger in the ncar future.

In summary.lhen. lhe 1991 acl provides lhe righl

GlR~ FOR COMPE1111ON

sct ofinccnti\"C:s for the bankin~ industry to position
itself for whate\·cr opportunities may arise from
market developments or funhcr financial Rlodcmi1.a­
tion legislation. Thc indu5l1)' will be 51ron~r in the
Ion~ run-and the timin~of the act may itxlfc\'cn
tum out to be propitious. JCi\'cn the problems that
our ~Iobal competitors are now facin2- The banks of
Europe and Japan are preoccupied wilh Olher
C'OI"lCem"5, such as the inteJtT2ttoo of European
economies and. in Japan's case. falling swell market
and real estate \'alucs. so thcre is apr to be a bit of a
lull before the (''Of1lpetition su~ a~in.

Implementation ooneems

The bi_1 problem wilh lhe Ie~slalion may lie in
the timing ofcenain key changes. panicularly those
associated with placin~ uninsured deposiron at risk.
When a bank get> inlO lroUbIe. uninsured deposirors
have CVC1)' reason to pull rhcir money out. since only
those depositors who remain with a bank until it
aclUi11y fails bear any risk of losing lheir money,
Recognizing lhe polet1liaJ proble.... auociared wilh
runs allhe larger ban.... GAO ",upooed seven!
stcps-nonc ofwhich made their way into the
lcgislation-rhat would have eased the transition
from protectinJt uninsured depositors to placing
lhem al risk.' GAO favored disclooure and <><her
arranKCmcnts to better inform dcpositoB. and al50
the dcvelopment of voluntary options for prorccting
deposi... such as payrollllC<OUn... lhal exceed lhe
$100.000 insurance limit.

Because the legislation abruptly eliminated
uninsured depositor protcetion. the bankin~system
will face the risk of runs until it can adjust to the

new realities. Knowin~ this. reKlJlators are ~n~ to
havc to be much more aware of pot:entialliquidity
problems and more willing to act: in anticipation of
them. This does not mean that the ROvemmcnt
ou~ht to manage the banking system. nor that it
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shoukt uy to squc."C7.c all the risk out of the system.
Bur it docs mean cmphasilin~sound internal
l'Onrrols and dc\'c1opinR bener carly-waminJ:
systems. llndcr the IlCW ruk:s of the ~mc. rcRtlla­
tors are Mill able ro R.."Sl"UC indi"idual oonks if dlC
stability of the t:t.InkinR )~'stcm R.."Cluin."5 it. Rut if the
benefits of market discipline arc to he rcali7.cd. sue:h
rescues by RO\'cmmcO( rcRtdarors must be l'tmfim."t1
to crisis siruattons.

Other implcmcnration l'UIM.:ems in\uh'c the
relationship urthe new IcJtislarton (U 81 .... 'I"hc :tl't

authori1.ccJ the DCp'Jnmcnr of the Trc-Jsury (U loan
570 billion to 811-" so that rcRUlarors (.'(mld (.'ominuc
to dose insoh'cnr b-4nks. 8ur bet.....usc of the ba&.-kk~

of problems in the bankin~ indust~· and the ul"K.'Cr­
['..in state of the broader c.."t."lnomy. it is impossible to

know ifS70 billion will he sufficient to (,.'Over losses
before the indust~' tums around, There is a dan~cr

that. in a short-sighted effon to (,.'OOscn·c 81F's
resources. regulators may be: reh.K.Unt to vi~usly
implcment the carly inrcn'ention pro\'ision of the
legislation. But implementing that provision is
essential to ere-..te thc inccnth'cs for banks to rake
the sorts ofactions that will c\'cntually sa\'C 81 F a lor
of moncy. One of the most important of thC5C
irK.'entives is cfK'Oura~ng "'cak institutions to !iC.-ck
out merger panncrs hefore they bcx.'OnlC subjct.1: to
more SC\"crc S3fK1:ions under the "tripwire" pmct..oss.~

The future

The 1991 bankin~:ICt left some issues on the ..ble.
but this should nor he causc for alarm or discour..~­
ment, In a markct-drivcn c..'t....momy. one must he
wa~' of attempts to define the future ((XI precisely.
Such attcmpts run the risk offrcczin~ in pla<.'C
an institutional struCture that is appropriate to a

Jl:InK."uIJlr set uf market l"Hlditions or fa\"Ur..hlc to a •
panK."ular set of sen·il'C JlIlJ\·idcrs. What any attempt
at mudernizing the banking indust~, must really dn
is ensure that the nc..-cds uf the public-thuse who
use finilrK'ial scn'K.....-s--..rc wcll sco·c..'tI in dIe.: future.
No one today (,.....n kntNo' pra.;sely "'hat those nc.-cds
",ill he. but it is flCJS.~ihle tn fnrc..'St."C sume of the.:
broader cs.'K:'ntials. One is that the financial syslem
must cffc.."t.'1ivcly ehilnncl funds frum s.wcrs to
in\"c."SIors--tnn"Ston; who arc inntl\'c..'tI in woohy
pmjc.."t.1:s l....ft.lbk: nf earning a c...nnpctith'e r..te of
return, f\ntJlher is that it must make financ:ial
scn'H..'t."S <k.'(.'L"S.~ible to small businesses and minoritics
as "'cll as 10 lafJtC l..JrporJlions, It musl also (,.'ontrih-
ule IU the c.'Uf1lpcriri\"cfK"S.~of the 1I.S. l."t.unomy and
f.......ilitatc filir and open markcl ilrr.m~ments, And
finall~:. h-Jnks and llthcr financial institutiuns must he
safe and sound: Some means of protc.."C.1:ion musl
exist against instability ilnd the assodatc..'tI kJS!i of
confKlcncc in the financial )~'Stem and, bC'(:ausc
c.'Onfidcncc is so important, a~inst c."Jnf1il.'1 of
interest and fr..ud as well.

Will hanks respond in Ihc riJtht way to the new
set ofioc'Cnri\'cs that the 1991 le~s'ation provides?
It's hard to 53,\', Thc counm"s mindsct is bother· •
some ri~ht nt)"'. When onc lakcs a look at Amc:ric....
indust~,. QlJlahly the lJ.S, automobile indusl~'. il is
hard to be erK...,"ra~ed. One U.S. automobile
industry otT'ldal rcccndy ("'Of'K.'Coc-d that forei~
competitiun is "hcatin~ our br..ins out," yct lhe
induslry's resfICJnSC has been IU seek pfmcetilJn fmm
Ihat (,.'Ompc:tition r.lther thiln take the flClSitivc stcps
nceded to make the U.S. automobile industry more
c.umpc:titivc. In a similar \'ein. banks may cnd up
dc\,oting more cffon to fiJthtin~with other sc~nts
of the financial sen'Rocs industry Ol'cr ways to rcstr1c..1:
(,.'Ompctition than to finding ways to improvc their
ahility IU manil~c risks in open. c.'OI1lpc:titive markets.

Onc l.....n ccl't"..inly hope that US. hanks will k..":Im
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[0 operate sua.'cssfully in a (.'ompc:titivc environ­
ment. But it is imponant to remember thar. in the
Ion~ run. "'hat is least important about modcmi7.a­
lion is the panK"ular in~litutional arran~mc:nt that
provides finaochll scrvil'cs. A modem financial
~~'tcm needs institutions that arc 5U'On~ healthy.
and sufficiently well-run to scn"C the public. During
the 1980s. the distinctions between the lines of
business in the various segments of tbe financial
scr\'K.."CS industry began [0 blur. The mnh may be
thar. in time. it will no Ion~r be important w~thcr
banks. securities firms. or any OIher C'xisrinR kinds of
institutions arc the ones that will cvcnruall\' serve
<he I'ubli<>-<>nly thar the public be sc:n'ed."

BankinR ~ni7.ations today arc in the unique
position of offcring prodlK.'tS that are insured against
loss by thc fcderal govcrnment. Therefore, wc must
be careful when coosidcrin,; chanJP in re~larion:

\\'c l."annot afford to dcstlibili7A: the finanlial svstcm.
But with that l."avcat in mind, Congress ncvcn'hclcss
must takc a broader \'teW and look to the future of
lhe financial system as a whole, (fbanks and <heir
rc,;ulatonl.'annot makc the adjustments that the
1991 legislation n:qui= tben Congras. by defaul~

may hne to decide in favor ofodIe:r institutional
arran~mcnts. Tbese arrangements could include an
emphasis on so-called "narrow banks." which would
be allowed to in,'est federally insured deposits only
in lo",-risk financial :wets., such as short-term
govcrnment securities or financial paper.

One final point Modernization involves more
than banking. Then:fore. any plan for comprehen­
sive modcmi7.arion--onc that "'ould anticipate equal
treatment ofall financial services provide~ust
also encompass chan,;es in the wav insurance and
di\'ersiftcd securities firms arc rc~lated and super­
vised. These firms. too, must demonstrate that thev
can operate on a safe and sound b'.l.'iis in an incl'C'.ls- .
in,;ly competitive world.

A period of transition

In the mcantime-until the day Con,,-css revisits
the is.,uc of l.'Of11prchensi\·c fimmdal scrvK..'Cs
industry refonn--the 1991 Ic,;islation promises to

tell us a lor about the \'iabiliry ofbanks in mat
,,'ompctitive environment. By forcing banks and
their re,;ulatOOi to deal more effceti\'ely with market
realities. the Icgislation pcrmiu Con~s to defer
funher modcmi7.l1tion decisions until bank., shfM'
that they arc up to the ra.,k.

It is now thc bankin,; induSlI)"s rcsponsibiliry ttl
demonstrate an ability to mana~ risks in an environ­
ment in which the distinc.:rions betwecn the types
of financ...ial institutions arc hR.-akin,; down. If it l.oan
do SO, then <he period of transition marked by last
falrslcgislanon---uni!lOlnC in l."Crtain respects bur
heanening in othen-should lay the "oundwork
for a financial sen'ices indusny mat is a source of
5trCn,;rh to the nation's economy as it enrers the new
century.•

1. The Rank Insur.llK"C Fund. admintstcml b\' lhe Fcdc,.lllc­
pl:~illn!iur.lnt.'CC.oqxwation (I-"I>IC). insufn ckp:J5iu in c.,,,,,mer­
ci.1 banks and some sa\'in~ "nks. FDIC al,o administen the
Sa\'il'llC5 Assoc.....tion Insumk.'C .·und (SAln whit.-h insurn depl'S­
ii, in other 1I\;n,r;s banks and thri(t~

l. These: fund!! were needed bttause: d\C: SZS billion spent in re·
!M~\'inlt lhoul 1.000 hlnk failura lI\'er lhe plSt fh'c yon had ex·
h.:ausccd R...·, rncn'n. In the: (all Clf 19111.I~"~ at.Jut 1.(110
more ba.nks ,,-ieh o\'cr $tOO billion in 8llCIS on the Itsl 0( problem
banks. 11Ie aSSCIS IIf the banks on thi!li lise hne sint.'C~..·n tn
UH:r S600 hillinn.

3. Sec IJfpolill.sllfWINr: II SlfW"X'tIDr Rq"Onlt ((iAO/GGIl-III-lh.
Man-.... 4. 19111).

-4. This int:cnlh'c-Io punue merltcn \'olunlarily-mll~'it-Klf
e\'entually nc:ed to be Sirenltthened hy 5I1fnC addit,unall-hlln,ItCS in
blinkinJl: 11IW!i lit reJl:Ulalions, cspecially in the area of inlerslale
bankinA and h"..fK·hinA-
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1HE 8"I'«NG SYSlIM
E. GeroldCorrigan

COMMERCIAL BANKING IN
THE UNITED STATES:
ALOOK BACK AND A LOOK
AHEAD
Aftera turbulentdet:ode, bonking/oas a longand
difficult roodto renewal.

•

T ilE DF.C"ll" Of the 19l1Os was the most dilflCUl1 inlen'" faced bv lhe.
commercial bankinR indusuy since the 1930s. As the 19705 ended.
U.S. a:onomy was in the visc~likc wlP of the: most virulent inflation it had

faced in decades. Public conftdence in our ability iI5 a nation to cope "ith the~
lem was at a low-water mark. Beginning in the raU of 1979. the Federal Reserve
moved 3JJtl'CSsi\'c1y [0 bc~n the process of winding down inflation. This wit. in­
evitably, entailed \'cry high nominal and real internt rares. In these cin:u11lSW'K."CS,
ncr interest margins--the difference betwccn the rates hanks chafKC on loans and
the r..tcs they pay on dcposilS-\\'erc sqUCC1.cd. But more imponanrl)'. the hanking
!t')'srcm faced the prospect that withdrawals might exceed dcpmits-a situation
known as disintermediation-largcly bcc..MoIUSC: technology and financial innovation
were rapidly crc..ring financial instruments. such as money I1l.lIrket mutual funds.
that were dose subsrirutcs for lr.tditional hank deposits. In lhesc ciR.'umsranccs.. the
ct.'Onomic and political pressures to eliminate thc Federal Reserve's RcKtJlation O.
which set interest-rate ceilings on bank deposits. became: irresistible. As thc proc;'Css
of interest-rate dereJ~;ulation took hold l in a scrtin~of rolpid tcchnofo~K.'al adv"..ncc in
banking and finaoc..'C. it was to usher in the first sta~cs ofa \'astly chan~-d c.."'l'fNlOf11ic

and financial C0\1ronment in whidl bankin~ institutions had to compete both "ith
each othcr and with an cvcr-growin~ number of nonbank financial or~ani7.ations.

'I 'hat transfonnation--from a relatively sheltered cnvironment to a hi~hly t..'ompcti­
ti\'c one-has yet to nlO its course"

The Ic~ac..~'of the inflation t.."yde of thc late 19705 and carly ItJMOs for thc bank­
in~ systcm "".IS not limitcd to the manner in which it fOfl"Cd c1cmenL"i of dcre~ula­
tion. Indeed. a morc insidious factor was that thc inflationary psychology of the
period held Ollt thc prospect of scemin~ly limitless incrcases in the pric..'Cs Of_
land. crude oil. and other raw materials. Whcn thc inflationary bubblc brokc.

f:. Gf:RALD CORRIGAN is til" Prrsidl'1lt oftil, F,d,rnl R,s,fV, Blink ojNNlork.
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in its wake the serious. and sometimes fatal. a.uet quality probIcrm--ioc.. the risk
that borruwcn woold nor repay their loans on rime--of hundreds ofenergy and ~­
riculturc: banks. These same (ac.'t0l'S also played a role in the: cmcr~ncc: of the
LDC (k:ssdc:\-dopcdcounoics)dc:blcri>is which. for ....,.,ofthe: I'lllOs. was a dag.
I/,C' pointed allhe heart of lhe international bankinlt system.

UnfOllUnan:Iy, the: manner in wh.,h inflation and inflationary e"flCClllliom !!I'''''
rise [0 serious asset quality problems in banking insrirurtons in the: early to mid­I_was W rqJ<a1 iaelflater in the:deade. ThaI is. while the:ovenIl rate ofinfJa.
lion 0\'<' ,he balance of lhe 1_behaved _ably wen, a number of..Iated
faet0r5 helped W crean: another wa"" of bod ...... in banks. Tbe.. fact".. includc:d
the rapid rise in real estate prices. the belief that components of business enter·
prises could be sold offal ..-er-highc:r prices in order w teduce debt. and the: dc:bI
.."ice cum usocialed with "'-eraged buy..,.... (LBO's). Tbe lingerinlt eff...... of
this wave of bad assets arc: still very mlk.'h with U5 today.

Generalized or 5C'Ctor~pccir1Cclcmenrs of inRation and inflationary expecta­
tions were: ncx the only factors eroding the fabric of the banking system during

-----~ ~=-:-

mueh of ,he 1_. Indeed, those: problems we.. magnified by a new wa"" ofn:eb·
noloRical changes that undercut imponam clcmcms of the traditional banking
"franchisc"-that of taking deposits and making loans-by unleashing powerful
ncw competitivc forces frum a wide: r,lnRC ofsources boc:h at home and abroad. The
nced to keep pat-e with these tcchnolo~ic....1and compctith'c forces placed strong
upward pressure on opcrJtin~costs as banks sought to maintain market share and
adapt their opcrJting and business stratc~ies to the newly emcrKin~"high-tech"
financial en\'ironmcnt. All of this was occurrin~ in a seninR in which capital posi.
tions-that is. thc "financial cushion-accumulated by banks in the c\'ent of peKen­
tiallosst...s-had been trendin,g lower for many years. t.."Spt.."Cially at many lalXCr hank­
in~ institutions. Durin~ this lime. there were some observers who seriously ques­
tioned the nced for c\'cn modest capitallc\'c1s for bankin~ institutions.

Taken togcther. thc l.'Ombination of risin~asset quality problems. rapidly risin~

opcratin~ wSts. t'ompctitivcly depressed mar~ins and spreads. weakencd C'Jpital
positions. and an underlying, bankin~ structure that was (and is) increasingly OUt of
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seep wi'" the _liOO of the domestic and intemacional marketplace Pro,....
weakened and vulnerable U.S. banking system. To an extent. those sources of
weakness and vulnerability were muted as Ioog as overall economic activity re·
"';""d robust. HCN"CVeC. when the I"'CC' ofeconomic OCIivily _ in ICJllO and
1991. the """'" of the l"ubIem bcame mon: cvidenl. ....in J by the "'"'" foil
in many bank stock prices and the very appreciable widening of interest-ntc:
.pread. on bonk debe "'lative. for example, 10 T......ry -..rirics.'

Recenrly, ........... t-n a pronouneed revc:nal of ...... eaIlieraends in mar
the equily and debe markers have f1l\'orably reappraiocd the outlook for bonkinll
insrirurions. This 1QppcaisaI ....... 10 be driven by a number offacun, indudinl!'

PI " ...... Then: are SUIIWS in c:he wind to 1Ut#Jt that me rile in prof)..
Iem ...... in the bonkinll system may have peaked, even rhouKh ir i. uue mar the
level ofl"ublc:m ...... remains VC'Y high by any hi-x:aJ_.Cetainly. the
LDC debe publc:m is now IaJKeIy behind __ major bonks and the hiKhIy lever­
ar,ocd ....15aCtioo.. situacion looks boner on the whoIe." even lhougIl ...... individual
publc:ms srililoom 1aJKe. Commeccial _I I"ublc:ms remain formidable. bur
even ........ rhe fall in commercial _I prices seem. 10 have abored in ......
pam of the c:ounuy. If-onct "'is remains a big if........ drog 00 bonk inp aris-
ing from the VC'Y hiKh level of nonpecformiag and undeci'''' f..",iag beIlins
10 .............. is no question mar ir can bove a favonble i...... 00 bonk profils and
capital retention.

CllplIIII De.pite rhe enonn"". drag on cqi..1",.ulrinll from

cIwJIc-offs >pi a wide variety of loons, major bonks bo suboantiaIIy5t
their capital and Ioon-Ioss ....... pooiri<A.. ovct the yean. Indeed,
vast majorily or major bonks' risk-based capital ratios an: now wen in exc:ess of
minimum.....bli.hod by the Bank for Inremarional Settlements (RISH ","ulr
"'ar many observc:n would have regarded as unreoc:hablc: ooly a few yean ....

In "'i. rer;srd. ir should be ""'"Kd mar the 1'llI8 IlasIe capital oa:otd, "'1OUJlh
which an inremarionally """,jHc:iJ definition of bonk rqularoty capital and a com­
moo weiKhring system for risk we", developed, was ooe orthe auly major bonking
and bonk supervisory evenlS, noc just for the 198Os, bur for the postWar period as a
whole. Nor only did ir help ....bli.h a moce level playing r..ld in in..mariooal
bonking and serve as a major step in the direction of ....ngthcning the hands of
.upervisory aurhorirics. bur ir also made ir respec:tabIc: for bonk managen and din:t:­
ton to do what had ro be done in any cvenr-namely. become more aggressive and
innovative in raising capital.

0, ........ Banking institutions~ becoming much more agrasive in
their effons (0 contain operating costs, To be sure, some of this is arising in rhe
context of mergers. but even in the absence of such evenrs. individual banks arc
having a significant degree of success in curbing operaring costs. This process is
painful and difficult., especially for thc tcns of thousands ofworkcrs who~ being
displaced as a pan of the effort. However. its potential implications for the: "bortom
line" and for earnings retention and capital growth can be very pcM-crful. cspcciaJly
if the drAg on carnings that is arisin~ from nonperforming loans wefC to abatc in any
matcrial fashion.

While these and other f3<."tors go a long way in cxplaining the reappraisal by the:
debt and equity matkets of the outlook for banks and thc bankingsystcm. the fact
remains that rcbllildin~ the financial muscle of the U.S. banking ~)'stcm will •
lon~ and difficult process that will be far from risk-free. Unccnainrics about
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ncar..."... c:ronomic outlook in the United StaICS and in much of the WUIld ",II u.
00 in mh':r unambiguous IetmS. But then: "'" other donrFn IS well For cumpIe:

The ....ic Iepl f_ork for bankinlland finance in the United Sta.... is
inaasinlllY out of step with the realities of the JIl. hal nwkeq>Iaoe, and with
n:eendy enacted ch_ in Canada and the prospectI for major chan,.. in
J-.ln the near IeI1II, the ........wiII_ further. This .... ;" ......
competitive questions for U.s. inatitutions, hut it .... implies that it will be­
oome '""'" and '""'" difticuIt 10 efreetiveIy administa apolicy ofnationaI..-·
ment........t is, a policy tbat UCIltl every bank operabftll in the United Sates,
whether f..ml!" or domestic, aa:ordiftll to U.s. laws and rqulationo--4n the
sphen: ofin"'mational hanItinll and finance. lid U.s. finns'.-- _Mions
benefit from IUUCtUrsi n:forms abroad and foreil!" firma become '""'" frua.
tnted by ._iction. 00 their operations hen: in the United Sates, then: is a
~ofa rise in "financial p.-tiolUsm" thatan hecorne stiD ........ .....,
of unoec:essary, and pltCIItiaJly daJnalPng, a:nsiono in the economic: and fi......
ciaI relalions bcrwecn nations.

LInfonuna"'Iy, and despi", yean of deba'" and ditcussioo, Cooll"'ll has
been unable to reach a consensus on the needed iCf'uciiU iCftwild that. 81 the
lea.~ should include the de fllCto n:peal of McFadden, Doulll and Glass·
SteaplI.' To be sun:, these n:forms will nor solve all ofthe poblc; hut they
will help to cn:aIe the saucturaI framework widlin which the putlCSI ofc:hanF
and adaptation can move forward in a '""'" orderly and stable manner. They
will aloo help _npn the fabric of the U.S. bankinll and financial systetn.

while teduciftll unoec:essary and pltCIItiaJly uoublesoo.. new soun:a offi......
cial and economic: IeIlIioos between nations.
In the eyes of many informed observers. the United States is still
"overbanked." This implies that then: will almost sun:ly be a further shri.....
of n:latively modest p1opo1tions in the number ofhankinll institutions in the
United States. That is a narural market process mal. within limits. should be
welcomed. But with bank5-Unlikc many orhcr forms of commercial enrer·
prise--thc: pn:cise manner in which tbat process ofIbrinkaF occun can have
importsnt implications for \'lIrious aspects of public policy. includiftll possible
costs to the deposit insurance fund should banks fail. The crucial question.
[hcrcro~. is not whether there will be: funher consolidation in banking. bur
whether that PI"OCeSS can be managed in an orderty way, consiMcnr with the
public interest. That is one: of the reasons why it is 50 important ro gee: on with
the task of progres.,ivc legislative reform along the lines dilCUsscd above.

As the narurc ofbanking and finance continues to change--drivcn still further
by lechnolol!Y-individual finn. will have 10 further develop and n:fine highly
sophisticated risk-management and control systems in order to bener under·
stand and contain the credit. market. and scnlemcnt risks associated with a
highly complex ....orId ofbolh on-halance .hee, and off-halance sheet activities.
'Inc challenges in this area arc formidable. nor only for bankin~ and financial
institU[ions. but also-and perhaps eyen more so-for the dornatic and inrcr·
nationall'Ommunity of supen'iso~and reRu)ators. Indeed. developing sensible.
c..'ohcrcnt. and effective reponing requirements. accounting standards. and capi­
tal ~idclines ~ovcmin~ many of (hcsc ncw acrivi(K:s will be an enormous task.
cven in a scning in which (here arc considcrJblc ~oodwil1 and good in(cn(ion5
on all sides.
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• Finally, the", i. the major qllC5tioo of whether bonken. Ie:llislatun. and ..,.
tun will bove the wisdom 10 benefit in alating fiuhioo fnxn the hard and poin­
fullc:soom ofthe 19l1Oo. The __ baic of"""" Ic:soom is the obvious fact that
,,1len ernetIing problem. an: not oonfronted early on. they only get worlO
and they .....,Iy become more eJqJetl5i,'e.

None of 1I5 can see with darity what the U.s. bonkin!: and financial~ will
look like five or 10 yean fnxn now, in pan because none of u. can fully anticipate
what will constitute the bonkin!: "ftanchise" of the futu"'. Yet, it i. not i............,;v·
abIc: that the U.s. bonking~will_ from the painful and diffic:uk decade
of the I'lllOs with """",,'Cd stn:ngth and competitive vigor, while: bonki"l:"""'"
in many other countries will still bove 10""'" more fully with many of the rompeti­
tive and techn01ogicai chanJ:C5 that ocwrml in this country over the past decade.
Public poIicymakers have a role: 10 play in f<meting that favorable 00-"': for the
U.s. bonkin!: system. in pan hy mainllining policies consistent with noninl1arionaty
growth in the U.S. eoonorn)' and in pan hy ct'ellting a Ic:gaI and regulatory environ·
ment that is c:onsistent with a safe. sound, competitive. and oontempOflly bonking
and financial system.

But at the end of the day, it is diocipline and prior rauaint on the pan ofdin:c·
tun and _ ofbonking and financial institutions that must be susained ifwe
arc to reach mat vision ofthc futun:. As norcd earlier. there arc tome straws in the
wind to su"gest that a renewed commitment to those basics of bankinK is begin·
ni"!: 10 IIkc: hold. If that is the case, and if it can be ......ined in a oetting in which
public policy does i.. job, a more stable bonkin!: environment is within .-II wid.
all of i.. benefil5 for the nation'. eoonorny and the society at~. • •

I. Ilc~~IaIKJnP jb mosc prominent boose in 1980, wilh passqe ofthc OeposiuJl'y InsrifUlioftI
~"cion and Monegry Control t\c."t.

Z. The: inlerat-rltc IpR:Mts hctw«n bank debe .nd Treasury I«urities is. of l·OUrJe. an indicllUr
nf the publil,.· pck'Cpcion of dac risks.mchcd 10 "nil. ckbc ~"lh'C to ,tt-l ofTrnsuncs. Trcuunn
aft: COftIKlcft:d tare frum default risk. Other ckbI' instrumenb aft: \.'Onsidm:d riskier.nd typical.,.
mmmllM hiJther il'tf~ 111te5-t'hc hir;krlhc penxi\-cd risk. the hi" the intC'rest I'IIIC
~. to mr.n in\'fttOn or depoJiton.

J...·.llina imcrest 11I1CS, IOIne kJu rauucturin~and rhc r.a thai fnl'e' LBO's 01 mep­
proponions are ....in~ pIKe ha''e all have: helped 10 aIlrvlalC Ihc moll acute ~1'nJCS.

... The Md:tddcn Act (19Z7) limiled the brandlingofnalional hank. 10 whhin nne IbIC. The
DouJt;la, Amendment "'0 an amendmenllo lhe Rank Holdin. Company Act (1%6' dUll
prohibiled bank hokJin. c,'ompanics from a.,;quirinJt; out-of-Ibte banks unlels the k'qui.ilion••"C'~
appnn-cd by me host 1b1C5. Gluh~1I (1933. ~\'iscd 19.\S' fort.dc KCUrilN=s finns from
en~nJt; in the hankinJt; busincn. and effCdivcly separated in\'Cllmcnl bankin. from commctrial
bankin.,

•
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Philip A. Locovara

MODERNIZE BANKING ...
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PHIUP A.I.ACOVARA ;s M"nnginx f);"rfortlOdG,nrrnl Co.n,,1 ofMorgnn
Stnnlty & Co. Inc.• lite glolNll st'CUnli,s lindfinnnrinl srroictsfirm. Til" vil!l:'s txprrs.sul
in this nnidr rr/JrtJtnl onl)' IllOst of lilt (lu/llar (lnd nollllOs( ofMorgon Slnnl".
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FOCUS

In the (our-)'c.ar period from 19.\0 rhmuRh 19.\.3. o\'er 7,000 U.S. banks
failed, Th,"", failu..,. <-ripplcd ,he: ~Iobal financial'l's<cm and sen'cd .. ,he:
impc:rus for the C5tablishmcnt of the Fedc,..lIlkposit Insu,..rIl'C Corporation •
(FDIC) and the enal1mcnr ofthc Securitics Act of 19.\.\ and thc Securities
ExchanRc Act of 19.\4. ConRrcss also responded hy passinR thc RankinR Act
of 19.\.\ (known as the Glass~SteaRall Act), which separated thc l'Ommcrcial
bankinR and iR\'cstmcnr hankinR industries. In l.."S."iCnl'C,l,(KI'Imcn.;al hanks
acc:cpr dcposilll from rhc: puhlic and use ,hose: R:!iUOn:", '0 makc loans. I..,CS(-

ment banks usc their own capir.aJ--prcwidcd hy panncrs or Jharcholdcrs-f:o
underwrite: securities for companies and ~\'cmmental bodies. The~ of
rhc: Glass-Srcagall Acr R:f1e:crcd ajud~nr ,ha"he: comminldin~of<ummercial
IcndinR and securities underwritinR prescntt...d temptations and t;.'OOflicts of
interest that threatened the lTedihility and soundness of the finandal systcm.
Spccifil'illly, Con~ss was f,.'OJ'K..'cmed tx."l'iluse U.S. hanks had:

,J ,
• channeled hank fUndS into "spL"l'ulati\'c" in\,cstmcnL'i sponsored or f,.'()-
sponson:d by the commercial banks' sccuritit.-s affiliates;

• imprudently loaned money direl.'t1y to their securities affiliates;

• loaned money to third panics to finan<..'c the purcba.\iC ofsecurities fmm the
banks' sc""l'urities affiliates; and

• purchased stuck from their scl'urities affiliates for their own ilCl'ounts or fin
their fiduciary al.'Counts; in other cases. securities affiliates purchased srock in
companies that were the bcneficiari':s of loans from the parent bank.

lne institution offcdcral deposit insu"'J.nl.'C thrull~h the FDIC made the
rcRulation or prohibition of these l'lmf1i<'1s of intercst cven more impcrati\'c. since
any financial irresponsibility on thc pan of bank manaRers would now put on (he
hook nClt just thc banks' shareholdcrs hut i\mcrilNJ.n taxpayers as well. The •
Glass~Stca~.dl Act was desi~ncd to eliminate these opponunirics fur double-

H IS'IOR\'. A.~ W..: oullthr ro know bur urren r~. ha.'i kMon!i ro rca'" •
All too fn:qucntly. ir rlllk~ II dilillstcr to make us remcmhc:r. The
failuR: ur,he: hankin~ "Y"lcm in ,he: 1930, was .....""ponied by ,he:

Gn:a, IJcpICSSion, A ";mila, failuR: of ,he: hankin~ "Y"lc~nd perhaps ane_he:,
cronomic calamiry ";milar '0 rhc: (In:a,Ilcpn:s,ion-b.. hc:cn a,,,rte:d wday. bu,
onl)' rhmullb a bailou, ofrhc: na,ion'. rhrifts and commen:ial hanks ma, will <'lOt

half a rrillion dollarsor~, For ,ha, mOl. wc a,lease oullb'''' he: n:mindcd
ur ,he: need '0 prole<> ,he: hankin~ sy..cm fn"" ,he: sort of....icn ma, ha,,,
rosr us III lex ofmoney and damaRCd our l'ORrtdc.....-C in Amcrit:l&n finar'K.ial and
politk.·..a1 insrirurions.

What fol&0\\'5 is III briefcxplanarion ufone.: of the L'tMnCr!Kona of finanlial
reKtJlatioo since the, 19.1Os: the separation betwccn the bankin~sa.1Of and the:
sa.'uriric:s industry. Next. a fc\\' "'ONS abom a reform (lropulal thai has l'Cf."Cnrly
stirred up a IlK of discussion: RflnrinR banks nc\\' pNo'en to panK.;pare in the
5CCUri,ic:s flCld, Finally. rhc: hasic clemenlll of a R:form _I,ha, would
cncouraJtc economic ctlkielK')' and ensure safer)' and soundno.".

IJF.POSI'llJRS 1'0 n ..:

0" THE t'lNANCIAL
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"'ingby tIody prohibiting banks from ""'Ring -..rities .ffiliate:s (with one
-.ble Ioophok: that I will menrion latu) The pl'Clllise ofrhc: ."form was mal
each _ ofrhc: financial community should ICl independen.ly, each pursuing
.he disrillCl types oftranSlClions in which i. speci.li7.es, wi'" no cross-subsidies
..... migh'lIllIin drag banks .nd rhc:ir depusilOf!l.o "'e brink--<Jf over i•.

For moo: than fOur decades. rhc: rnuuctUmi banking system mal had emerged
during rhc: Ora. De""",ion ......-ed no signs ofweakness. Banks enjoyed a very
pro..:,:,c:d and cozy exiscen<e: The price they had ro pay ro alUllCl deposits was
limiml by govemmen••impooc:d <.'cilinl!' on rhc: interest ra.es they could ofTer on
savings accounts. and the terms ofcompetition wen: limited by &egislative
prohibirions on in.enca.e br.onehing and by similar bars ro rhc: _ ....ip of
banks by commen:ial firms. Commercial banks also enjoyed a monopoly over
checking IC<OUnrsa~n betler_'ere prohibiml by law from paying
interest un demand deposirs (parrieularly checking and payroll a<1;oonrs). SavinI!'
and loans (also known as thrifts), whk.-h were developed in order to pron'KKC

~~ lending and home ownership. weI'C allK> subject to an interest-rate
ccilin~ but rhcy "'Cf'C pcnnirted to pay a quartef.-peroenr moo: in interest than
commen:ial banks. The effect of.hese ",gulatio", was ro rora: consumers '0

Am rhc:ir liquid funds in commercial banks and ...rifts at arriflcially low rate:s.

• ~nwhik:••he banks and .hrifts pocketc:d .heir monopoly pl'Ofirs.
Stllndin~ behind all ofrhis was the ~uarantecof federal deposit insuram.:c

and ultimately, access [0 the Federal Rcscn'c System's "discount window"-the
guaran.ec:d "k:nder of last """,," in rhc: e,'Cn••ha. banks n<eded cash. Between
them. deposit insurance: and the MdiliCOUnt ""ndow" alm'Cd banks to take
greater risks than ROOhank financial institutions.

Iauovadoo, de............, dlsuter

The banking systcm's strength was deceptivc, howcvcr. restin~ as it did
primarily on artifICial restraints on markct forces. 'Inc loosening of thcse
resc:raints. when it occunc:d. led to a resur~ncc: of financial im:sponsibili~'. as
bankers p1ungc:d into markets they lackc:d eirhc:r rhc: eapenioe or.he judgmen.to
servc safd')' and profitably.

The change bel\lln in.he mid-1970s wilh .he hinh or.he monel' market
account. Invcstors sexID found that thcy l'Quld invest their liclUid funds in these
almost risk-free accounts while camin~ substantially hi~her Jates of interest than
\\'cre offered by commercial banks and thrifts. Graviry makes water find its own
le\'cl. In this instance. markct fOft.'CS had the same cffcx't on investment: By
1982. the amount of 11lOftC1" in\'csted in money market accounts had riscn to

~
lhan $ZOO hillion.

Just as invcstors wcre turnin~ away from banks and thrifts. so. increasingly.
ere l'Orporatc borrowers. The ~rowthof the commercial paper market ~a\'e

MOIlOlI'IZ[ IAI«t«:: ... IIUT 'fIl1H CARl

.ORMOR..:

tUItiCF.D (DNSIJNF.RS °m

KEF.P lltEIR UQUIU

"'UNOS IN BAN"'... ANI>

lltRJf-,-s AT AR11f-1CIAIJ.V

(.eM' RA1'f_'i..

MI-:ANWtIlU:, nu: BANKS

1111':IR MOI'"IOf'OI.Y

1"toHI'S,

SPRING/SUMMER 1992 17



FOCUS

•The debate over expew'ed powers

l'Or'pOr'".nions a Ch.lAl'C to lower their horrowin~ l"OSt." ~·ltoinJt directly ro the •
fananda' markeD for shon-term funds rather rh..n homlWinJt (ANn hanb. Ry
1979.511.\ hill ion of l"ClmmcR..ial paper was nurstandinJt.

What all this f1lC'oInt was that banks lind thrifts were now Joliinlt their most
profirabk dim.. bcxh on rhe dcpooir .ide .nd rhe loon >ide. The: .iruarion .....
panicul.,,), dire: for <he rhrifu: 8c:",'c:c:n I'lltO and IC/Ill. Zll pc:=nr orall rhrifu
"-ere either liquidated or ftICfJitCd inro monger instirurions.

In 1982. the: banks and thrifts respunded hy askiRR COnRrf:ss to pass the
now infamuus Glm-St. Germain legislation thar. amc.N\R orhcr rhinltSo aa..-elcr­
ared the dcn:~larionof intCfnl rates and the amount ofnon·~iendinR
in whil-h rhrif", l'OOld e:n_. The: c:ffCl1 of rhi.Iq:i.larion ..... '" .IImo' bank>­
and rhrifrs. in particular-tu cnJta,,: in risky (or c\'cn ret....do.,) IcndinJit and
im'cstmc:nr protCtK.'Cs. While l,,(HI1pt.~inR to antok't more cxpcn!ii\'c. hidtcr·inrcrcst
deposits. banks and thrifts hold to tum to more risky invesrmcnts 10 c"m'cr the:
CSl-alatinlt COS(5 these: deposits enrailcd. Of c,,'OUf5C, federal deposit insurance
stocxl behind these risk~' acrh·itics. Taxpaycn are still payinlt the price.

h is important to remember thiu it walli not primarily n-al, mom-and-pop
institutions that slK,'cumbcd 10 imprudent. rcc.ides.'i. or c"Timinal mismarutKCmcnr.
Ac.'COrdinlt to thc latest FDIC liltures. between 1988 and IWI. banking
reltulators had to close: 602 banks with asscts torallinlt approximately $118

billion--a per-bank a\'craltC of alm05t $ZOO million. Last year akJnc. the
a\'c"',IItC bank that had to be seb.cd had assets of ncarly S4ZS million.

AJtilinsr this backdrop. it ""ould seem almost unima,tirutblc that the hank...
would (.-omc: fo,ward and ask for an expansioo of their powcr to enJOl~ in
noohanking busincs.'iCS. let alone one as volatile as the sc:c.-uritic:s business. I say
"cxpansion." bcc.'3use each of the nation's lafRCst banks already ha'i tllkcn
IId\'anta~ of IIi0ophoie in the IlIw to cstllblish what is (.-allcd a "Scx1ion 20"
affiliatc. Section 20 of the Glass-Steagall At.1 prohibits hanks from affiliatinlt with
ilny organi7..atioo that iscn~ "prindpally" in the iHUC, flotation. undcrwrit­
inJt. public sale:. or distribution of securities. for many years. this lan~

l.... servcd. as Congress intended. as II safety barrier to banks' entry into sc:curities
underwriting, But more fCL'Cntly. the Federal Reserve Board has allowed that
the word "principally" sUf,gClitS that banks may own affiliates that depend on
securities acri\'ities for SO"". but not: most. of their revenues. Recent Federal
Reserve interpretations of Scction 20 allow banks to establish nonbank sumid­
iaries that derivc up to IU pcn:cnt of thcir rcvcnuc from a wide r.mgc of other­
wise prohibited sc.."Curities 3l.1ivities. induding underwriting c.ummcrdal paper.
mortgage-backed sc..~urities. municipal bonds. sc..-curitil.cd assets. and t:orporatc
bonds and equi~' offerinl.,'S.

Many of the l.·ollntry·s lar~est banks arc not satisfied with this important
beachhead. however. and !":ck to repeal Glass-Stca~all L'Omplctcly. ·l·hcy
ar~ue that they are onfairl~' L'Onfincd to traditional bankin~ acti\'iti\."S-3l.1ivitfcs
that arc no lunRer profitabk due to the ~mwth of money market acc.uunts. thc
c"p-.msion of the ("ommcrcial paper .<Illd medium-term nmc markets. and the •
dc\'elopmen[ of [he assc[-scl.:uri[iz~nion marke[.

m:
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• Their complain' has oomc: superficial appeal. Only one U.S. hank is
numbered amonJt the ,,"Orlcr5Ia~30. 5u~rin~ that U.S. banks hnc
become gIoball)' uncomperiti\'C. (It is rarely menrioncd. hm\·c\'cr. that Japan.
the countl)' with the most banks in the top 10. has irs o\\'n version of Glas.'i­
SlcaJtlII.) 'Inc bank., aiM) point OUt that many European (.'ounrriC5 allow their
banks to pursue securities acri,'iries. apparenrly Vtithour (."alamirou5 roulr:s.
Th~ forci~ banks. the arxument~ arc: able to take: advantage of the
"synerKies" that exi51 between the banking and securities marken.

Should .....ks have expmv'ed powers?

&spite all the a~menrsfor expanded powers. however. no one has yet
dcmonstr.lIcd a compcllin~ ncc:d [0 let federally insured banks move-whether
dirct.1ly or throu~ afliliarC5---inro other businesses. The \lllSl majorit)· of banks
that did nor make unwise loans to real estate: dc:\"elopcn. third "'orkI countries.
or Ic:vcra~ buy-our ~tC5 remain profitable and healthy. That some banks
ha,'C' been so irx.'ompc:rcnr in handling their c.:on: business (-ertainly does nor
I'CCtHnmcnd that we erK.'OUra~ them to expand in(O other enterpr15CS,

Nor ,,'ould entrance inw the securhies business be the panacea that many
bankers secm to mink it ,,'otdd be. While the SC'CUriria industty has been

•

nerallYprofitable in recent )lears. it is also extremely cyclical. In 1990. for
mpIe. <he bankin~ indusrry-holo-evc:r rroublcd i, mal" be---l1ad ncr inwme: of
'1' $16 billion. During the same year. the securities industry. I.li a whole. lost

O\'cr $160 million ilnd had a lowcr return on cquity than did the t,.·ommcrcilll
hanks, In fact. securities firms had a lowcr rctum on cquity than banks in 1988,
1'18'1. and 1'1'10.

The arxumcnr. then, that enterin~ the 5CCUriria rICk! would rcst~ profit­
abili~· to poorty maml~ banks makes no seR.'C. Moreover. addinlt hundreds of
ncw. federally insured t,.'ompctitol"S (0 an industry that is already hiJthly com­
petitive and l)'c1it.'31 would be a prescriJKion for systemwid~ failure,

The "syncrxies" a~mcnt is even more disturbin~ Just where these
sync,,;cs miJtht come from AC\·cr seems to be quitc clear. but one can only
ponder thc 5)'ncrgistK: opportunities that would arise if banks were fnx to
purstIC the tyJlC5 ofdoublc«aling at.'th'ities that brooJtht us the srock market
crash of 1919. It is sometimes arltucd that syncrlties will come about bct:ausc
hanks. throuJth their loan lK.'th'ities. arc adept at undcrstandin~and identifying
SOUR.'CS of rilllk~skill that is at thc hean of the securities underwritinlt busi·
ness. This is h:lII'dly an ar~umcnr for an inrcW'3tcd ~·stcm. cven leninlt asidc
thc ob\'ious question ofwhy. if hanks are so~ at understandin~and identify.
in~ sources of risk, so many of thcm arc in such a debilitatcd condition,

h would be one thin~ of t,.'Oursc, if the banks wantcd to SCt up tmly isohned
affiliatcs. statTed by professionals who would t,.·ondUt.'t the securities business
,,·ithot!t im'oI\;nJ!; the bank's deposits. Rut the hank reform debate ha.'i hiswri­
cally been controlled by a few J:,1I'~e money-ecnter banks that desire nOlhin~

lc.."Ss than the ahility to rondlK.'t full·scale Sc..'curities busincss supponed by the

t cr..IIY insured rcSOUfl'CS of the trJnk and unconstrJined by any safeJtuards
nst mismanagement or abusc. 'I'hesc banks resist all efTons westablish

at are called "fircwalls".-e:ough rc..'Strlt.'tions that would prcvcnt banks from

MClOOItoIZE BAI«I'lG ... BUT 'IIITH CARE
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dL-aling wilh their proposed KCUrirtes affiliates. The industry's aversion to •

firewalls is so fterce that it seems willinR to scrap the entire push for expanded
Jl'{N'C'rs. if it has to accept firewalls to gel rhem.

RUI ifCooJlR'55 conclude:> thaI"""" .n!afJlCmc:nl ufbankinK pow." could
utT.r real benefits to tbe banking 5)"I.m. it would be crucial to balance """'"
enhanced powers Ylith real. practical rcsrrK.-tions daiJtl1cd co ensure thai the
.nlarged _ do not jc:opmlize: tbe: IeKitimal••xpectation. ufdeposit.... lbe:
depoxit.in.unn guonnl.. backed by Iaxpay.... or tbe: freedom ufchoice uf
commercial customers. If banks arc to be Kiven JUC8rcr authority to underwrirc
and trade securities. these activities musl be condLK.'tctl by an affiliate that is
,,'ailed ofT from the federally insured banking operarioos. 10 Iha. imurcd deposits
arc flO( placed at risk in 5ubsidi,jnK or financinR securities underwritin~ and
tradinR activities.

In addition. Congress should pmtcet business people who depend on a
bank's lending <..pabilitM:s from being blackmailed into usinK lbe: bank's ,"""uri­
rtes 5C,,'K.'eS. This risk is real: E\'Cn wirh the limited !lCCUritics business done: hy
Sa.'tion ZO affiliatcs today. there have been numerous cascs in which hanks
have l.'OOdidoncd their willinKJlCM to extend or renew credit to their husina.,
customers on the customers' usc of rhe affiliat~' securittes !iC'rvK.'C!I.

There are legitimate rcuon!l to push for hankin~ reform, but dorm mUSl •
satisfy the twin ~Is of improving clrK-iel'x:)' and liquidity whiJc also protecting
depositors, taxpayers. and bonowers.

Th. chanKO mil ...uuld best sati.fy lhese goals ...uuld be a repeal of lbe:
current prohibition againK interstate branchinlt- Alone amon~ the world's major
nations. the United SlatC5 fra~nts its hankin~ system amonK more than
12,000 financial inKitutms. Allowing banks to solicit deposits and ofTer KIVUS

nationwide woukl stimulate consolidations and offer eflkicncics of5Ca~ that
could signifICantly improve operating margins without il'x:rcasing risks.

Since the nation would be staning from a wildly Ralkani7.cd system. pros.
pc:crs arc rcmoc:e for dan~rous levels of concentration workin~ to the disadvan­
ta~e ofdepositors or customers in small towns and rural areas. Repealing the
prohibition against intersrate branching woukl do I'11OIC to bolster the bankin~

industry's efTtciel'K:Y and profitability than alk)win~ it to expand its entry into the
sc.."Curities business could ever be: reasonably cXJX."Cted to do. (The first step on
this road was taken this spring when the administration allowed thrifts some
inteBtate br.lI'lchin~)

Another rcfonn that merits serious l.'Onside,..uion wouk! be looscninR the
l."Onstraints that currently prohibit industriall.umpanies from l."OntrollinR or owning
major interests in commercial banks. Industrial corporottions l."Ould provide
banks an additional source ofcapital and prO\'ide another valuable resource as
well: mana~crs who understand the imponalK'C ofcfficienl.')'.

Clearly, there is ample room to modernizc the nation's bankin~ system. Rut
it must be done Wilh C".ife. The stakcs arc IOn hi~h 10 fur~et that ifrhc system
offers opporrunitil.'S for mismanagement or abuse. someone is likely to lake •
ad\'ama~e of them. "lnat is one of the clearest Icsscms of history.•

Some suMestioos for 80UIId .....ldng refonn
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F OR nn: P..\ST.J() yea... commetcial
bankers and securities industry profes­
sionals have argued about the Glass­

Steagall Act of 1933. a DepICSSim-e:ra ",form ma[
set a barrier ~'CC'n commercial banking fune­
[ims and much of[he ....fTle in srocks and bonds.
The conflict has focu!iCd on no less an issue than
[he wisdom of[he ",form iuelfand <he desi..bility
nf undoing iL Banken argue <hat GIass-S<cagaII is
ludicrous and OU[da[ed. People: in [he securities

indus")' argue that it is essential to the safcry of
the financial system.

Back in June 1933. when GIass-S<cagall was
enacted. there W'a5 no such conum'cny. Insread.
there was a remarkable consensus. Virtually all
interesled persons appear to have thought the
measure praiseworthy and long overdue. Yet only
n\'O years later. even the author of the legislation
doubc:ed its wiKlom. And historians today generally
agree that Glas~Steagallhad linte impaL't on the
economic depression that led to its enactment.

How has rhis law gi\'cn rise to such contradic­
tory ,'n'S? And why did it amact such uRivenal
suppott in [he first place? A look a[ [he world in
which it came about may offer some answers. I

Banks .ad seeurldes

Glass-Steagall ",f1ccts ideas deeply lOOIed in
191:h-ec:mury bankin~ thcory and practK..'C. Con­
\'cntional Victorian economic wisdom held that
institU[ions mat acceJX demand deposits from the
public shook! use that money to supply short-teon
commercial (.-redit to entrepreneurs and should
sreer clear ofsrocks and bonds. What banks
actually did always differed to some: extent from
the classical economists' theories about what they
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ough[ <0 do. Until [he 19ZOs, however. <he gap •
bctwccn [heory and practice was ",Iarively slij\h[
for most illaJrpomll'tl commercial blInk.IlI.

Bu[ [he gn:a[privoIr banks of [hose days. which
",ere organ17.cd as partnerships. imposed 00 such
limitations on thcmKIves. These: finns--such as
J.I'. Morl\ln & Company. i.. Philadelphia afTIlia«
Drexel and Company (later reincarnated a." Drexel
Bumham Lamhen Inc.). B.....,o Il""ben Hamman
& Company. Lee Higginson & Company. and
Kuhn. Loeb & Company-were the nation's
premier invcsrment bankers.! The)' lItlso supplied
t.'Of1\mercial bankin~ Krvm to a KIcxt clientele: of
lafJtC corporations. public authorities. and affluent
folk. Moreover, they were clmely intertWined with
the biggest incorporated commercial banks.

Hence pcopIc: in [heP~vcE....Iked
aboo[ [he "Money Trw<.' which sonne viewed­
no< wholly wi[hou[ n:ason--<L' [he mo<hcr of [he

other truStS and therefore the most sinister trust of
the ",hole vit.-ious breed. This was the era in ",hich
Li....'Oln Steffens '-allc:d [he senior J. PiclpOO[
M"'I\In "[he boss of [he United &a[cs.' and in

which Woodrow Wilson, ilt.x..cptin~ the Dcrnot.T3t.·
presidential nomination in 1911. warned that"a
concentration of the conrrol ofcredit ... may at any
time become infinitely dan~rous to free: enter-
prise." Ycr all [his sound and fury did little: <0

pre\'ent banks from expanding their operations.
Commercial banks KOt into the K'CUrities

business in a bi~ way during World War I, when
[he fedc..1govemmen[ sold irs Libcny bonds
through the banks. That patriotic miuioo familiar­
ized banks wim [he techniques of the ttadc. And i[
helped them overcome the public's skittishRCM

about securities.
Up to this point. stocks were for speculators.

many of whom relied heavily on ma~n credit.
Srock spcculalim with borrowed money seemed
hard todistinRuish from gamblinR. And if the
customers were gamblers. the brokers who t.'3tercd
to them were casino operators. To rcspet.ublc folk
in the days before World War I. the stock market
looked like a slt."JZy. disreputable, dishvncst game
in whi<:h greedy. gullible sheep were flc\.."(."Cd by
e\'en greedier but far more knowinR professionals.
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Ofcourse. there wen: always a few "blue chip"
srocks of invesunen' calibe', b... those ...e", beld
~. tbc classes. no< tbc masses. And even among tbc
...ealthy. COUhou' people steered clear of..ock•.

This changed vel)' fast during the RoarinJt
Twcn.ic.. People who hough. Libcny bonds from
tbcir bankers in 1917 and 1918 became good
pmspccts for odaer. more venruresome 5CCUrirics.
The rwo larges, commercial banks in 'he land.
Chase National Bank (now Chase Manlla...n
Bank) and National Ciry Bank of New York (now

Ciribankl...... a golden opponuniry and seized i.
by launching huge inVCSlrTK"nt banking operations.
Orber insh'utions followed tbcir lead.

Few found this combination of funcrions
disrurbing. Because tbc leading commercial banks
were also the leading investment banks. and
because the preeminent private investment banks
were also active in wholesale commercial banking,
thct<: ...et<: no rurf ...1IS. A world in which barbers
sell fond and grocers cu. hair--<lnd in ...hich ,be
c..'ORvcntional wisdom regards this as fining and
propcr-is no place for pirchcd battles between
grocers and barbers o\'cr who should be permincd
'0 do ...ha,. And if nci.her .he JlIOCC" nor .he
barbers are bc:Khered. who else will care?

When i' come ro banking, however, someone did
care: Senator Caner Glass ofVirginia. Wcte it not:

for the GIass·Srcagall Act. few people would now
remember Glass. (Even fewer woukt remember
ReP"'SCnra.ive Henry B. Steagall ofAlabama.
Glass's House counterpan and the father of federal
deposit insurance.)

To history butTs. hO\~..ever, Glass's associatioo
with the measure that bcar.i his name seems
incon~ous. In his day (and it was a very lonR one)
Glass may well have been the bankers' favorite
statesman: an old-fashioned. intensely l:onscrva­
rive legislator. who probably wouldn't have minded
being C'.lllcd a "reactionary," and whom some

thought an apologist for and a creature of the
Money Tom. H"", did i. happen .ba. this warm
friend of banks and bankers was ,he fatbcr of
legislation ,Ila...riedy curtailed banks' aetivirics?

Carter Glass was a critical. skeptical conscTVa·
'ivc who .hough, for himself. Aself-cdUOl.ed
newspaperman who became a passionarc srudcn'
of finance as well as a politician, Glass had helped
craft tbc Federal Reserve system ...hile a member
of ,he House of ReP"'SCnrariVC5. Larct he was
Wond""" Wilson's Sccrcwy oftbc TR:lSUry.
When he wen. ro tbc Scnarc. he appoinrcd himself
the Democratic party's in·hou5c financial cxpen.

As such. Glass was "a socially conservative critic
of speculation."' Long before tbc 1929crasb. he
found tbc banks' sccurirics-<clarcd aetivirics
inappropriate and troubling. He wanted to curb
'hem. When he wrore ,he 1928 Dcmocta.ic
plarform's banking plank. he ....ed: -nlC admin,
imation ofthe (Federal Rcscrvc) system for tbc
advanrage of srock market specula."" should
cease, It must be administered for the benefit of
farmers. wageaeamc:rs., merchants. manufacturers.
and <M:hC'rs engaged in conmuctive busincu. ..

Tnday i, migh. be hud ro sec how GI....
S.eagall could spring from a concem ahou' .he
diversion ofcredit from "conmuctivc business" to

presumably unronsnuctive s<ock matket specula­
'ion. To prohibi. banks from lending roo much on
securitics (as Scct:ioo 7of the Securities Exchange
Arrof 1934 now docs) isonc thing. To barrhem
from any role a. all in ,he diSlribution of new
nongovernmental 5CCUriric5-cvcn pure debr
issues of the highcst quality that no one: could
possibly consider "speculative"-is quite another.
Yet until quite recently. that is exactly what Glass­
Steagall did.'

But the unconstrained financial world of the
twenties had neither a Glass-Steagall Act nor a
Securities Exehange Act. So it was not wholty
unreasonable for financial Puritans. like Caner
Glass and his favorite academic economist, H.
Parker Willis ofColumbia University, to sec a
distressing link between what the banks did as
lenders and whac they did as securities merchants.

In their view, one hand washed the other to
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the detrimen. of productive en",rpri",. Banks,
acting as merchanrs. urged their customcB to buy
KC'uriries. The bankers then donned their lending
hars and lent those cusr0mer5 the wherewithal for
their speculative purdwcs. So .he bankers made a
double profit: They coIlcctcd a commi..ion or a
markup on the securities, and .hey also collected
interest on the loan that paid for the securities.
Yct the honest businessmen and the upstanding

fanners. whom the banks ,,= supposed '0 "'''..,.
couldn·. ge' kJons. Money tha, should have heen
made available to them WI-Ii being "diverted.. to
Wall Street casino operations.

So lea500cd Glass and his colleagues. These:
notions rcf1ccted the dassical theory .ha. long-term
capital ought to come from the communiry's "real
savings." not from money "manufactured'" by
entries on the books ofcommercial banks.

Depression and dlsater

After 1929. Giau moved heyond a me", <onccm
wi,h credit conlr01. He had always ,hough. ,hat
banks shouldn't sell stocks and bonds w their
customers. Now. with the stock market crash. he
had ineorlltovertible proof that their doing so led '0
disaster. As GI... saw it, the link was lea11y very
simple. Not un,il,he late 19ZOs had banks gone
into the securities business on a huge scale. And
the gleat coIlapsc: followcd as night follows day.
Now banks allover the land WCle closing their
doors; such ale the wages ofsin. The problem was
that those wages were being paid not by the sinful
bankers. but by the hapless investors and the
innocent depositors who trusted those faithless
money changers.

Glass saw [0 it that the 1932 Democratic plat­
form demanded "the divorce of the investment
banking business from commercial banks." Today
so arcane a policy doesn't sound like much ofa

Vote<atehct. But in the Depression-rormcn,ed
America of 1932, ,he i..uc had considerable
electoral appeal. So the nationwide radio addres.., in
which Giau told ho... "with insatiable avarice. g/ClI'

banking institutions. through their lawless affili·
arcs," had peddled worthless securities to trusting
investors was CORsic,kored "one of the most effective
speeches of the whole campaign.....

That speech had heen pleCcdcd by a barrage of
publiciry about the bankers' investment misdeeds.
Gla.. held two sets of hearings. which caposcd
much dirty linen. As he ,old his collcagucs. "The
great banks in the money ,"'Cnten choked me
portfolios of ,heir connpondcnt banks from Maine
to California with their unerly worthlcs5 inVC5l­
ment securities, nearly eight billions of them heing
the invC5tmcnt securities of tottering South
American republic5 and other foreign counrria.'"

The qUC5rion did not ariK whctbcr this linen
" ... dirtier than tha, of the firms tha, confined
themKlves to invcsnncnt banking. In fact. the
evidence suggcsa that the post-Depression
performance of ,he i..ucs undcrwrillCn by com-

mercial banks was slightly less dismal than thatof.
the securities hawked by the nonbank sector. But
the times Wcte not propitious for a defenK thlt
said. in cuence. "We wercn'tleally all ""'bad: in
fact, we were at least a linle bit bener than the
others." The cuential poIitic:allea1iry was that lots
of people had lost lots of money because: securities
sold '0 them by banks had gone sour.

The bankers called this a natural consequcnce
of the greatest coatraetion in economic hiSlory.
They did not sec wha, their role in the securities
business had to do with it. To Glass and his allies.
however, the issue was essentially ethical: Stocks
and bonds had caused bankers to suay from the
paths of righteousness. As Senator Roben J.
8ulkley ofOhio said at the time: "Ifwe want
banking service to be strictly banking service,
without the expectation ofadditional profits in
selling somethin~ to customers. we must keep the
banks out of the investment security businCS5."~
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A. the: botdcf,oll' mo\'ed to the: Houac in MaR:h
1933. commcmaJ bankers wen: d.-ning in a _
01DOUbles. A cowaophic nationwide: banking
crisis had f_ the: new pt:esidcn, to clooc C\'ety

bank in the: oountry. Tbc men who praidcd ""'"
those inatitutions wen: ...., in sad sbapc. inqJon­
bIy damaged by the: Scnaa:'. ootlCUnal' investip­
tion of the: securities industry.

Tbc bankers most cloocly idcntifocd with the:
~ising olin"""""",... Cbartc:s E. Mitt:hcli
of National City and Albert J. Wiggin 01Chaoc:. had
been exposed as tax chca.. and manipulators who
sold the:ir own institution.' stock short while they
urged ,he public to buy. Those who had mkcn tha,
advice had .utTcted 5C\'e~Iy. while Mitchell and
Wiggin had compensa,ed ,hemselves on a princely
scale. 8oI:h found it expedient to resign.

Their successors turned nver a new leafat once.
On Man:h 7. 1933, Na,ional City Bank announced
that it was liquidating its ~.xUritiC5 affiliare. The
next day Winthrop Aldrich. Chll5C'S new chief

quo. which had enriched them bu, brought the:ir
ctdtoiilCl5 and the: oountry to ruin. did _ add to

their etalibility.
Tbc man who ..... cn:diblc ..... Caner G.....

And he, an ultn-cotllCn'lti"". CltImtlCIy presti,
gious cider .........oan 01 finance, said that the:
__marriaF bcnoccn commcmaJ and
in""""""" bonking bad to be diuolocd in 0RIct to
ratotC the: nation·. economic health. Lcgislarors
both Icss COflICt\'lIti"" and Icss at bume with the:
~ oIfinancc wen: _ inclined to aoa
.-with G.... about this issue. In January 1933.
lawmakers _ to appear mon: pro-bonket than

Caner G.... were few and far bctwccn. So the:
Scnaa: paoed his banking bill on January zs. 1933,
by a.-oIS4 to 9.

Exactly why "strictly banking setVic:e" .... 50

much better than a brooder "financial depomnent
..-" Yition of the: bonker'. function ..... never
~Iy cxpIained, Nor ..... it a1rogedlC' cleat that
........ra forcing banks to conform to the: theories
ofSenators G.... and Bulklcy would hi"" """
,_ted the: Dcpi '011, Just how such ..... would
bring prosperity bock ..... an C\'eIl dc:cpcr mystery,
So the: ClUe for di,'Oft:C seemed thin.

To defenden of the: ....... quo. that ClUe

appeared skdetaI and specious. 1'bey pointed out.
fint, that divorcing in""""""'t from commcmaJ
bonking in the: midst of a seriou. dcpn:ssion ....
likely to hi"" !ItJOIlg deflationaty c:fIi:t:ts. (This
_ment carried liltle weight with G..... who

rapondcd.~ an: """" thi"", that ought to
be deflated ... and any time i.~ne to deflate
them in my judgmenL"')

Second, the: link between the: banks' securities
activities and the: bonk failun: epidemic .....
obocu~.National City Bank, Chaoc: National Bank,
and Fi... Natiooal Bank of Boston hadn', failed.
Tbc banks that cloocd were smaller, and few of
them had much to do with securities. So why all
the: fuss abou,securities?

Third, how would tuming the: whole securities
business over to broken consOrute an improve.
men,? E,'Cf)'body knew that ...... huckslcrs were

C\'eIl Icss ang<:lic than bonkers.M~, the:
bank. we~ ~gulated,and in those days-bcf~
the: Securities and Exchang<: Commi••ion­
brokers were noL

Tbc real problem. said G....•• opponcn.......
overly aggressive selling and low margins. Glass's
di,'Oft:C hobbyhonc addressed nei,her of,hose
evil.. Srilll93Z and 1933 _= bad years for this
kind ofskcp<ical pedantry. Tha, the: ,kcp<ics and
.hc pedanl5 happened '0 be ,hc ""I)' bankcrs who
stood (0 benefit from the pcrpcruation of the stalUS
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execuri,"c. commended National City's action.
declarinlt that "intimarc t.'orU'tcaion between
commc:n..ia1 banking and in\"C'Slmenr bankinlt
all1lO5t incvit1bJy leads ro abuK5,"'D Chase, and
",he, banks. fol ·ed N.,iooal Cily"Icad.

1r ......11 0\"Cf '. And ,he Rankin!: ",-, 0(

1933 .peedill' he.:.me I.",.
To moK Americans. the :ICl'. federal deposi,

insural'lCC provisions "'ere undoubcedly far mon:
important than it! Mm:lUres on the banks' role in
rhc mcn-<'OrllaW5C 5Ct.'Urirics business. At that
tcmble rime. me securities provisions "'e1'C of little
moment even [0 bankers. lnvcsrmcnr hankinJt "'a.'i

f't(M' 50 depressed that the ri~t tocn~ in it was
no longer worth a fi~r. A summary "TitleR at the
rime 001:0 that in contrasr In the hanks' earlier
position. 00\0\' ..there was no effceti,'c opposition
because security K'lIing has ,'CUed to be profitable
.nd some 0( the !aJJl<:' bank. had .Imldy takcn
steps [0 eliminate their SC'CUri~' affiliates.Mil

Anot:hcr factor muting bankers' objections wa.'i

1933's miserable employment situation. Banks
were kl'KM'f1 as penurious but steady employers.
They didn't fin: people: unlc:s.thel' .bsoIutely had
10. A Ia... barrin!: them from ,he .......-<lonnant
sa.:uritics business proved convenient in that it
enabled banks to rrim their staffs white retaining
their reputation for bcne,.ncc to employees.
True, the johs wcn: gone. But 'hey h.d hccn
de5troyed by an "'1 ofCon~s.

GIass'8 ironie ellQOl"e

()rCOUI'K. the Depression dido'r end in 19.13.
It persisted for years. And private investment
remained paralp.cd.

ThoU paralysis C'duscd Glass to ret.'onsidcr. In
1935. when bankin~ Ic~islatil)nwas on Congress's
a~cnda OrK.'C a~in. he (.'ante forward with a mc-.t­
sure thilt would have lowered the lYJrricrs he
himself had built two years earlier.•-lis ....Jtionalc
was that there was a dcspcrmc need m rC\'ivc

investment and that rcadmiuin~ the hankers to

the sc:<",ritic:5 .....iness miltht do the ,ri.:k.
The Scnatc passed GIas.... amendment. And

,. I'icrpont M_n. Jf.. kcpt .ssarin!: hi. London
pa"neB rhat it "..ad ba,.'UI'IM: la,,', But in Iarc
AuJt\lst.I)fC5idcnt Franklin D. ROOK\'(~1t made: it
clear he ,,'OU1d lumidc:r no mocliflcation 0(Glass­
Stcal!llil. GIa...... lihcrali7jng .mendment died in •
Hoose-Senate c:..'Of'Ifcrax:e commiRC:C.

HdtOly" ,,'hccllUmcd ....nltl'ly hoth ...hen it
plOduc:ed GIa.....SteaIlllIl in 1'133 and then prolCl~

it from G.... himself in 1935. GIass-~II ...a.. in
no sense a ROO5e\"C1t Admintsuation measure: it
had pas...:d the Scnatc cvcn hefon: Roosevclt'.
inauguration. When Cnal"tCd in 19.\3. it was a mon:
(N' less idiosyncratic '"Gla.""ilA1l'" whose pra.ua.,:
owed much ro GIa.u·5 unique l.'UfIlbination of
cnormou. pn:>tig<:, Ion!: cxperience, reputed
financial erudition. inu:nlC pasion. and !UateJtic
k:~lIative position. In addition. the: anri-hanker
climate: 0( the dal', the obvious political need to do
MJMdj;og .bout bankin!: ,hat 50Undcd vchement
bu, wasn', n:ally .11 th., radical, .nd the bankers'
decision ro capitulatet~ led the adminmra­
tion to rake a benevolenrly neutral stance.

Bl' 1935, """'evc" P"",idcn, Roosevelt and he
fol.....= "'cn: much .nac:hcd 10 iL Th.t G....•
Steagall'••n:hilCCl ............ disenchan,ed with his
1<)33 design made it.1I the more amactivc 10 New
IJcaleB. Glas., the quintc:ssenrial financial CORlCr·
varive. was identiftcd in the public mind with the
House 0( Morgan. Presiden, Roosevclt wasn'L Nor
did hc ....ntlO hc---cspcci.III''' he approached his
l...mpaiJtfl for reelection.

So he opposed G....'. new look. For ItOod or ill,
the wall stood.

In 1935, th.' ....l1 didn', mallc,.11 th., much lU

anyone who was neithcr a bankcr nor a broker. In
faet. it may nor have mattered at all. Few oftoday's
l."t.'OflOf1lK: historians. whatc\'cr ,heir~..I
stripe. now bc:lic\'c that banks' securities affiliates
did much ro brin~ on the Depression: that Glass-.
Stc.."3~11 did much ro advance Of curtail the "'c1farc
of investors or the Rcncr.d public; Of that Gla.~·s
1935 amendmcnt. ifadopted. would havc l.'Ontrib-­
utcd materially to rCl."O\'cl1'.

Bur af the timc. the wall had acquired W"C".n

•
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oymbolic signifocance. Thoud! it was not a New
Deal mcasurt: to !IWt with. and thoud! it obviou5Iy
did nothing at all to I<:lic"" the ...... destitution of
the time. GI.....-StcagaII heame identified with the
New Ileal'. spiriL It w.. now a token of the
administration's dctcnninarion to make a 1Iwp
hn:ak with the bad old da).. and to r<:tum the
<apical of the United States from Wall Stn:eton the
island of Manharran--whcK it was saKi to hive
heen fOf alonR time hefon: 193.1--<0 Peoosyl..nia
A,-enue in Washington. I>.C.

True. rhis move had much more man rokC'n
..Iue to the many pc:opIc: on Wall Stn:et 'Oil<>
benefited substantially (even in tettibly depressed
1'135) when commercial bank competition was
eliminated ftom the "'ock and bond uadc:. Bot
these gentlemen weI<: not in the limelid!t.

The House of MotglIn was. The _I<: fOf a
chanllC in G......StcagalI came from it and from i..
friend SenatOf G..... To Pr<:sidc:nt Roosevelt and
lis friends, this wa.Ili reason enough [0 leave: Caner
GI...•• 1933 c""tion undistothed and undiluted.

A teDlponry truee

Aftet 1935. G......StcagalI hceamc: a non-issue:.
And it looked .. though the banketS and the
securities dealers woukllivc happily ever after.
after their divon:c.

While die: Depres.,ion was still on, there wasn'r
much worth fighting abouL MemOfics of the 19Z9
etash, the emuing ",lllSttllphic kmes, and the
devasrarine revelations of rhc: Senate investigations
were still fresh. Tbe banks had no desire to make
those recollections even more vivid than they
already were. So the factors that had led them to
abandon the !lCCurilies .hip back in Ma",h 1'133
remained in place.

l'his was so even after the f.."COnomy recovered.
Durin~ \Vorld War II and for alon~ time after it
ended. commercial bankin~ prospered. Still. the
securities business seemed incapable of retumin~
to anythin~rescmblin~its 19Z7-19Z9le\'c1. '['here

was lots ofmoney around, but a risk-avene public
was Iooth to commit thoot: funds to stocks and
honck. Hid! income tlIllCS and low intetat rates
made bonds unarmcrive to private. non-instirn­
lional puR:base... As fOf "'ocks. the mc:mOfY of the
etash and the Tetrible Thim... dc:tetled ......
invesancnt in equities.

But the tnKlC was R:mpontY. The: war about
GI....Steagall that the banketS chose not to fid!t
in 19.U etUpted 30 yean later. By then. 19Z9 was
ancient hi"''''Y-OOt GIasa-&ca"aJllived on,
pmmprinR a suugle hc:tween banketS and broketS
that ;. still pnR on.

By the 19601, the nation was much richct, and
the focld that looked r<:pu1.i",,1y batr<:n in 1933 was
far lu.her. The Oy in the econOfOic ointment was
inflation. Stocks WetC the ttaditional hedge against
tha~ so prudent pc:opIc: who wanted to ptatr><:

their <apiul found them amacrive. The equity
!lCCUrities that looked like mer<: gambling ""hiclc:s
to Glass in 1930 were now seen as investment
necessities. MOR:OVet, the mutlcalfu~ mc:cha.
ni5ll1 for coUeaive investment mat wu still in its
infancy inI~ bringing Wall Stn:et to Main
Stn:et on a !ICaIc: that would bave boggled the
mind. of 19200 banketS Milchc:lland Wiggin.

'11oeir .ucc:euon naturally wanted their fair
.har<: of this genetOU. feasL It was iust .. natural
fOf the !lCCUrities indumy to Ifl!UC that GIllIS­
Stc:aga\l's wall batted commercial banketS from the
investment banquet uble. 80th sides turned to
their lawye",. And a great battle of the books broke
OUt about just what Senator Glass meant to prohibit
and just what he meant to permit.

Still, .. much .. the banketS di.liked the idea
ofany limiution.. they had to concede that G....
must have thoud!t he was ptohibiting~1IfI' So
th~ battle moved to the legislative arena. where it
rages now. There. commercial bankers and their
lobbyi... argue that GI...•• ideas, fOfmc:d by what
he had r<:ad by candlelight in Queen Victoria'. day.
were antiquated long before 193.1. They think it
preposterous that the old-fashioned senator still
rules them from his grJ.ve-cspc:cially given that he
himsclfhad changed his mind way back in 1935.

Of (,"Oursc. the securities industl)' rakes a
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ANONBANKER'S
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•

In tilefinonciol morhtploa,

IJonks sltouldbefree to comptM­

!Jutattkirown risk.
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Sf.R\'JCIo:S sYSTEM IS

<X5I1NG TItE TAXPAn:as

AND IS REWARDING 'lliE

AT TItE EXPEf'rllSE Of TItE

S11lONGFSf AND

awl[ Ii I <&i.

JO THE G-A'O )OllINAL

P ROrOSAIXIURHORM the na.ion·xhonkinllandfinanciahervia:s •
!JYMCm hive been debated continually sirK.'C the: initial hankinR statutes
were enacred ai_ 60 ~'eIII5l1JlO. De5pile allihe diocu..ion. however.

"'C M\'CfI'r made mlK'h JH«<ICS5. The cum:nt 5)"5lem is (,.'OIrin,; me caxpaycn
billionx ofdol.... hl clc:an up hundR:dx offailed honb and Ihrifu, and it i5
rewarding the wcakest .nd mosr inc:frldent institutions ae the expense of the
suon~and most efficient comperirors.

The ..... dc:ClIde _ one: of rhc ""'" ehaoric perind5 in rhc financial_
xince rhc Depteuion. Rarhcr man UK lhalrurmoil .. an~niry IU rake a
critical &oak at the indumy. Congml' hI.' continued its pica:mcal approach to

rhc prohlc:m. The Ic:gi5larion paued lale .... year ix de5ignc:d IU comho. parricu­
Jar "Y"'.......... no< rhc moe caU"""-

Ohviously. honking regularion invol..,. a oompIc:. "" of i.....,., but rhcre an:
a few common princip1c:5 rha. poIicymake" xhould keep in mind. Fi.... any
Ic:gi5lali,e or regulalory changa mU51 prore<.' rhc taxpaye" and the !mill
depo5iron and R:dua:. nrhcr man i....-.-. lhe rixb !hey face. Thai meaR5

rakinll_ 10 R:5Iore rhc public'x confidence in !he financial ""rvia:s indU5IIY.
s...-ond, the indU5IIY mU51 be able 10 re5fIOnd '0 rhc chanJtinll dynamic! of

rhc global e''-OflorRy. CU5lorne" are no< oeekinll rhe 5Ime prndueu and ""m..""
!hey did 60 ~'e1115 ago. To l'flfflpele effeerively and provide needed capital,
financial iR51iruri0n5 mU51 he f"", 10 rake advan_ of da-.,Ioping nwkeu by

offerinlla complc:re amy of"""'il..... Our R:JlUlalory framework mU51 be fle.ible
eooollh 10 allow for Ihi..

Third, we mU5llc:vel rhc playing fleld fur all financial oervia:s providen: ~
......... rhrifu, and rhc wide amy of nonhonk ill5liruri0n5 (5IIeh .. my own
_ni7.arionl mal offer 5IIeh varied """,icn .. commen:iallc:ndinllo Ic:uing. rea
alate loami and investment, and credit card operations. This nation cannot
atTord the inetrlCic:ncies and inequities anociared wirh subsidi7.ing one lICCtOr.

Vel our preoenl R:JlUlarion IChcmc: focuoes on R:5Iricring parricuJar rype5 of
<>rJlIRiutiom nrhcr !han parricuJar rype5 of aeriviric5. Only f"", comperirion can
eliminate inefT1cic:nr and unhealthy providers and guarantee that CUlI:omers
receive rhc hc5I prndueu and """,icn.

Ao poIicymaker5 oeek 10 refurm rhc honking 5Y5I""'- !hey mU51 keep rheoe
three overriding principles in mind. Given this context, several aR:aS emerge as
panicularly ready for chanll".

WilLIAM PRICE is Via PmN1nflo/$troltgir PIo.lfilfg 11M Dtr;,IO/JIWII11I1
GeMmI Elmric C.opifOI Corpomtioll. njillOllrinl snvias rolllfJOlIJ IJnsnl ill
SfOlll!orrl. COIIIIKtitllf,
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AveDUC8 for reform

Any effort to reform the financial sysIcm must begin wirh deposit inlunlna:.
The initill rationale for deposit insurance was sirnple: IU protect the small
depositor and put confidence in the bonking!l)'!tel1l. Fundomenoolly. this Rill
makes oente:. 0.", the yean, _"ver. the """"" ofdepooit insurance ha
ballooned far beyond it> initial mandate. '1Iis expomion ha carried a high price:
It h.. incR:ll5ed ,""poyen' ri... IU hundmh of billions of dollars, and it ....
,,,,,,pounded the ineffociencies that ari", in a regulated matket.

As i, !ItInds now. deposit insurance ha become a univenaJ ocwrity blanket.
Fc:deral regulalUty agaocin protect a1.- all bonks and thrifts, which poy
!ItIndaJd fees reJ:Ud1ess of their ri!Ik of lou. As a result, weak financial institu·
,ions an: free to fund ri"'y investment> with fc:derally insuted deposits. This is
whl' ,..used ,he huge lUpoyer bailout offliled thrifts Ind bon....

The fint 5tep in reforming deposit insurance should he IU man:h the cost of
insurance to the ri... of lou. In other wonI.. bonks and thrifts thot punut: high.
ri... '"ntu"" should poy whujJOildingly high premiu.... for deposit insurance.
Tho", thl' enlllll!<' in safer practices should he n:wanIed with Iowet premiu.....
Ri...·basc:d premiums "'" a hallmark of"",ry other kind of insurance: sueh an
arrangement not only distributes l..'0St5 more equitably. it also provides incentive:
ro insured participants to minimize risk..

Deposi, insurance reform should II... _k IU protect the integrity of the
financial !I)'!tel1l by safquanling deposit> of individuah and small businasc:s.
~I'hen:fore. in addition to maintaininlt the cum:nt limitsfor~
$100.000 per acwunt......norher u",fulmp would he IU limit individual deposi.
[On to one insured account each. ~l"'hi5 would ensure prorection for the people
who nec:d it most.

'11Iuc: changes would do much '0 teduce: the ri!Ik IU rupayen and deposi.
tors. But the !I)'!tel1l Rill retains In underlying problem: Depooit insurance and
other federal protec:tion---<ueh .. ,he "roo-big-to-flil" doctrine that ensu""
gtl",mment support of Ilrxe bank.Hnsullte banks and thrifts from many of the
market pressU"" that fom: ruponsiblc: hehavior.

Those """"''''' an: '''ry =1 for """bank inRitutiom. Many of my bonker
friends would descrihe wmponies such .. mine .. deregulated. or "",n unregu·
lated. The rruth is that we 0,.,. regulated. but in a much different way. Our
regulators arc the financial ratin~ agencies. the Securities and Exchange
Commission. and-most important~hcprivate marketplace, upon which we
depend for our funding. We do nor hive the luxury of1ow-al5t. federally insured
deposits. We must compete in the marketplace for funds from sophisticated
investors. and to do so we must demonstrate that we arc acting prudently.

In panicular. companies like mine must maintain a certain level ofcapita~
thc amount of money invcstcd in the l.'Ompany by its owners. 'l'he higher the
Icvel ofcapital. the strongcr the company's financial balliC, and the more readily it
can protect itself against failure. Ideally. capital should determine what a bank or
financial services company can do and whcthcr it can continue [0 operate.
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ItEF'OIlM WILL NOT BE

900N. Ikrr IF E\'EItYONll

IN\'OLVEO CAN AGIlEE ON

WHAT WE AIlE

A1TEMP11NG ro

SHOI1W 1EtDM£

12 11£ C'AO IQlIlNAL

Market competition aln:ady hokls nonbonk instilUtions such IS mine 10~
suict capilli IWIdaJds. Banks and d"ifls, however. have no market-bascd
incentive 10 mainwn high IcveIs 01capilli beauoe!he bodting 01!he g0vern-

ment aIJeody implies ..oreaioI. for depooilOtS. Banks and thrifts must meet nnly
!he minimal capilli standords oct by law.

This gives bonks and thrifts a distinct competitivc advanragc over other
financiallCfYi<cs providcn. While my company. for example, has far ""'"' capilli
for iu m than !hea_bonk, it must poy a much higher rotC cf inlCtCSt nn
funds than even !he wakcst banks, which enjoy !he ...-W, 01depooit
insurance and !he ability 10 borrow from !he Fcdcnol Rcactvc.

As long IS bonks an: pennittcd 10 openite with sipificandy Iowcr capilli
IcvcIs, !he risks 10 !he sy1tCm and !he tIlIpIycr will cnntinuc 10 CICalarc. It is
!herem in !he best inlCtCSt 01!he government and !he tIlIpIycr 10 cn5Ure that
hanks' capirallcvclsan: sufficient 10 support their activities. The 1991 bonking
legislation rook """" important stepllO emphasize capilllization, specifically by
spelling out actions _laton might IIIrc .nst bonks with low c:apitaL This is a
good StIIt-4lut it is nnly a StItt. The existing capitalization standords for bonks
and thrifts an: ron low 10 oIIi:r sufficient ...-lion. Raising these standords
would help cnsure !he safety 01these instilUtions.

Ultiman:ly.!he financial nwkctpIacc is !he best means 01adcqUlR:/y
assessing risk, which Icads us 10 helieve that limiu nn !he ways in which insured
funds can he used an:_. Finaneisl instilUtinns should have !he righl to
malrc risky in..,..menrs, but they and !heir in..,..on-nor !he raxpaycn-
should bcar!he risks assneisrcd with thooc in_... Tight 'CStI"'io"s nn~
ways insured funds can he invesrcd an: cucntiallO avoiding funhcr boiloua. BW
cnaning such rcstric:tinns, Congress would incn:asc: !he ....ndness 01!he
insurance funds and al the same time require bonks and thrifts 10 usc mnocy
railCd in !he nwkctpIacc from knowlcdpblc in_10 fund other types 01
in_L This would allow !he market 10 ""'"' cfl"cetively I1lCISUre an
inKirurion's risk while Kill funding worthwhile invaunenn. And it would
improvc stability and competition .hroughout.he industry.

The next elulpter

TlICSC kinds 01 refonns--<isk-bascd insurance pmniums. incn:ascd capillliza·
cion requircmenu. and rcsniaions on the usc of insured funds-itrc frequently
ciled IS componcn.. of a philosophy of "con:" hanking or "narrow" bankinllo
which holds that nnly a limiled range of bank activities should cnjoy federal
prorcaion. Many proposals im'oIving such ekments an:: now being debated.

The general dcbace over banking reform will not: be completed any time
soon. In flK.'t. in a constantly evolving market. none of these i5Sucs can ever he
compleccly resolvcd. Bur as policymakcrs seek to make impro\'cments over the
next few years. the)' must beRin by defining the o\'erriding purpose ofbankin~

regulation. This should be to safeguard [he small depositOf while allowing our
c.-conomy to grow. supponed by a stable financial services industry. Ifeveryone
involved can agree on wh:u wc arc 3ncmp(ing (0 achic\'c. (he me(hods ShOUld.
become apparent.•
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CIIories F. Baird

WHAT THE
CANADIANS KNow
NtJIionWJitIe IKmkingmetJIIS!JtIIeI stroiafor
tonSIItnerS tmt1 motrstoIJi/iIyfor1JonJers.

I MAGINE 1111& You FtolTdIe plane on die fint day ohll impcwun.
busi..... nip, reach ill your pocka for your IJoaqc c:Ioim c:hccb. mel find
di_ ill die form of. chcdr you rhough. hod atlady been dcpoaired ill

your pcnonaI bonk _II. bod< home.
~, because die dcpoair is .-led ID _die IIIlDIIlIIic wiM••at of

your monrhly-...ymenL Double diaaara, beauac your spouac needa
cash from rhar _II. for die household cxpenacs. Triple diaaara, beauac you
have chcdra dnwn apinst rhar _II' rhar will _ bounoc.

FOItUIlIlCIy rhcft:'s an easy ooIurion. You I....t for an .u.......mnared...."j ",11or
machine ill die airport mel dcpoai. your chcdr. I.......dy. i. is credired ID your
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fOCUS

GANAI>A'S

!'t'l'Sl'EM NO'r ONI.•'I'

PRO\lIJfo:S CANAI>lANS

lltE KINO OF st:R\'IO:

•'AlI.UR": IS AS KARt: A.1ii

A \1SIT FROM

"'COtlnt 1.500 mites away. and as if by magic your c..iK:cksdon'[ bounce. your •mort_ is covered, and your SPOU'" can I\U shoppinl!- P_ is wonderful.
.~ an: half a dozen bon... tha' off.. the: complete rang<: of bonkin~

seniccs to rhcir custornen anywhere in the coonb)'. But don'r think about
swilChing your_n•. Th"y don', off"r those: oervices in the: United States.
W"',,, talking abou' Canada.

For .he pas. dc:cade and a half. Canadian. have:"'~ .uch l\U-anywhe""
do-anything bonking .. normal. Need to pay your unlity hil......" your paJkin~
ricke:t>--4lalfa connnen. away from horne? No problem. And no Ion~-d""""..,

cIwga. Need.,.... from l'OUr _n,? E..y. Wan' to pay your cn:dit card hill
before the: monthly in"""" chaJrp apply? JIl5t find an ATM.

Maybe we: can leam >ornething here. A5.he U.s. bonkin~_ trin '0
recover from the !W.vings-and-Ioan debacle. maybe we should be looking at the
stren~hs and advantaF' of the nationwide sysrem that nor only provides
Canadians the kind of banking KrVK:c we can only envy. but is al10 50 able that

a bank failure il' as rare IS a \,sit from Halley's cornet. In the past five yean~
IllIS U.S. bon bou' 7 pc:"",n, of the:~ve: failed. The FDIC ..yo
another ZOO bon will elm<: in 1992, and <hi. i. a conoervarive: C5rimare: One:
indUKty analY" predica 'ha' ~igh' bon'" a week willl\U under thi. y"ar. By
con....~ only two Canadian bon'" ha." failed in the: .... fH yea... ·'lla. pc:riod
include>.he Grea. Depreuion. during which 9,000 U.S. commen:ial bonk.
_ .heir door5. A 'Y""m .ha. provide:> hen.. !I<rVice for COO5Ume,.. and
better stabiliry and proc:cetion for bankers. is surety worth cxamininK-

•
L is ironic tha. both the Canadian and the U.S. bonkinll'Y""l1l5 ber;an with the:
..me documenl: the Chaner or.he Fin< Bank of the United States, drafted by
Alexander Hamilton. ·llIa. Chan"r .,...b1i.hed a nationwide _ ofbnnch
banking that was abandoned in the United States in 1836. In Canada. it contin·
ucs to flourish.

'.11" Uni'ed Sta."", wi.h a popula.ion of abou' Z60 million. h.. ""'"" 12,000
banks. Canada. with a population onc·tcnth that size. has MX larKe banks that
conool90 p""",n, of all bonkin~..,., .. in ,he coontty. (Abou.60 >mall",
bon~56 of 'hem foreign-owned--<onool the: remaining 10 pc:"",n•. ) All of
thc "Rig Six" banks operatc from coast to coast. and four of the six each havc
more than 1.000 domatic branchcs. 'rQRCthcr. all six scrvc more than 1.700
communities throu~h 7.400 branches. and they hold about 34 million personal
savin~ lK:COlInts-a number grcater than the population. (In general. Canadians
save at about twice the rate of Americans.)

This is nor to sUAA;est that Canadian banks do not face competition. They
compcte----sometimes \'ery aggressively-with each other. ofcourse. In addition.
they (.'ompcte with about HO tmst (,'Ompanics. which act primarily as mon:~ge

CHARJ.ES f'. HAlRJ) is" tli,.mo,. ofB"nj ofAlonlf",J. Con"tI,,·s IltirrJ JOrg<SI
bflnj. "ntlfonn". CIt"i",,,,n "ntl Cltir/ f:.",.,M Olft",. of INCa Uti.. on,Of,,".
I:orltfs 10'J!,t'S1 i,,'rrno,ionlll minin/! romptlllirs. Hr leas U"drrsf{T(/ory ofth u.s.
NmlJ from /967 10 /969 lind Assislllnl S~lIIry ofIIIr NIlflJ (P;"o"aol MOllogr-
mmll from /965 10 /967.
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A STRUC11lRE

RISto: 'f\l;"UI..\'E1> IN

IN mE "1Dt::sT

1e:ndcB. and with abou' 3,000 locally based credit unions. T ..... companies havc
combined as!ICU touling about onc:-quaner of those of the banks, and credit
unions have combined assers equivalent ro about 15 percent ofrhc: banks' U!lCEJ.

By la",_ the large Canadian banks are widely owned: no single intcrar can own
rnoR: than 10 pclttnt.

In ron...... the banking system in the Uni,ed States is highly liagmcnted.
About Iz.000 indepcnden, banks rontrol about two-thirds ofall assets in U.s.
deposirory institutions. The 3.000 thrifts.---which are mainly involved in residen·
tial mon_le:nding-hold about 30 pclttn, of U.S, deposits Credit unions
account for the rest.

It is worth noting tha' the m:nd in the United States is toWard the Canadian
modc:~soIida,ion of many smalle:r banks into a few Iatga _ni7.ations. In
each of the 10 most populous states. the five biggest banking ~nizarionshold
abou,60 pcra:nt of the assets. In 36 states. the top fivc organizations havc rnoR:

than 50 pcra:nL The pocc of this ronsolidation has hem incn:asin~

A SUUCtUR: involving fewer, bi_ banks has at least two inhcR:n, advan­
tagcs. hoth for ,he banks and for the banks' customcB. Fim. Canadian banks
ha\'C an extensive retail netWork. which means that the deposit hac is vel)'
stable:. Their monc:y comes from millions of individuals across the countty who
ha,'C often <leah with the same bank for a lifetime. TlIis ron...... sItatpIy with
wha' can he tennt:d "whoIc:saIc:" funds-mollcy invested by pcnsion plan..
,..orporarions. and other financial institut1ons--which provide the bulk of deposits
for many U.S. banks.

WhoIc:saJc: deposits can evaporate: in a matter of hours on ,he 5tR:ngth of
a rumor. Retail deposits..., mud! less fluid. hccausc a m:nd would u:quin:
millions of individuah--nor just a few institutional invcscOl'5--tO reach the same
conclusion at the same time on the relative safery of their funds. The effect is
'hat Canadian banks, both hccausc of their size: and hccausc ofthe widcop<cad
natun: of their deposits ..., mud! less ,ulnctable: to "a run on the bank" when
times IIC' rough. The same is true of U.s. banks tha' have cxtensive """il
deposit netWorb-which is to say those banking organi7.ations that have
t:ondidated many smaller banks into a IllIltCr. more widespread entity.

Anorher advantage lies in spreading the risk inherent in all loans in the
widest possible: way. U.S. banks, cven IaJgc banks. ..., cssc:ntially R:gional in
narun:. and their klans tend to be hca\ily concenmued in the geographical area
they scrve. This makes them cspec1ally vulnerable to rc~onal economic disrur­
hances. If the e<.:onomy in Texas (or New England or Oklahoma. to cite !lOme
recent examples) goes down the drain because oil prices nmcdive. banks that
ha\'e most: of their loans concentrated in the oil patch arc going to go broke too­
especially if they depcnd for the bulk of 'heir deposits 0f1 a fockle: and unstablc:
wholesale market. It is si~nificant that the only two Canadian banks to rail in six
decades were the Canadian Commercial Bank and the Nonhland Bank. txKh of
whteh depended hea\'ily on narrow regional lending and wholesale funding­
just like many ofthe failed banks in the United States.

In additiun to hl\'ing different struCtures. the two systems differ in re~lation

of banks. In Canada. a Superintendent of Financiallnstiultions oversees the
activities of all the banks. as well as many tmst l'Ompanics and insur.mcc compa­
nies. 'Inc provinces handle the other truStS and insurJncc companies. which arc
generally smaller and regional in nature. The relationship among regulators is
on the whole marked by a willin~ncss to consult and cooperate. In tum. their
approach to the institutions they rc~ulatc is strJi~htforward and charJcteri1.cd by
open communiC'.ltions. consultation. and pragmatil' problem-solving.
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STRUC1\JR£ OF

SIMPLIFIED THE

AJlOPTK)N Of BElTER

n:cHNOLOGV. F.....

mE <XJ!'IlSUMER'S

nFECr OF BElTER

n:cHNOLOGV IS

IMPRO\'EO SERVICE.

By conlJ1lS~ in the United States, federal and state regulalOB often overlaP.
and compete with one: another. The sysu:m is cumbenomc:. advenarial---ad
expensive. The consumer ultimately pays the 005lS 0( unnea:ssaJY JlOIlCf'"O'lt
and inefficiency. Without denigrating the quality 0( regulatory staff in this
oounrry. I think it is fair to uy there is a limited pool 0( people who have the
knowledge and the experience nea:ssaJY to carry out these functions. A smaller.
more efficient system would ensure that demand for qualifoed regulalOB does
no< outstrip supply.

Serving the OOD8I"'IC~

The arguments usually offered against the kind of nationwide branch banking
system Canadians enjoy revolve around the concentration of power in the hands
0(a few bankers and the benefits to consumers 0(strong competition. Six banks
with 90 percent 0(all banking asaets sounds suspiciously like a cane!.

Ageneration I&" there may have been some juslification for that argumenL
For many yean, all Canadian banks operated on a comfonable oc:hedule that
allowed their cusrorners to do any kind 0( banking they wanred---G long as
they did it in their own branch. between 10 a.m. and 3 p.m.. Monday to Friday.
Cashing a cbedr anywhere excepl in the branch that held your account was a
Kalbesque adventure: first proving your identity to the satisfaetion 0(a .....
picious teller. then waiting for telephone confirmation 0( the SIlIIUS 0( your
acoounL and finally paying a fee for this "servia:." And Canadian folklore usedA
ro be filled wirh the misadvenrures of unlucky customers who missed the bank~
by one minute on Friday afternoon and spent the weekend learning the lessons
of poverty first-hand.

But that was in the age ofsteam. Nowadays, Canadians anywhere in the
oounrry-<llld in many cases. outside the oounrry-have virtually complete
access to the full range 0( banking services from any branch 0( their own bank
and from a netWork 0(AlMs that have become as ubiquitous as convenience
stOl'C5 or gas stations. which is whcre many of them are located.

There arc two reasons for the fCvolution in customer service that has oc·
curred in the last decade and a half. The first was increased competition for
deposits from UU5t companies and other institutions that demonstrated the
importance of prm·iding service at the time and place most convenient to the
customer. Tbe second was the rapid spread of improved computer technology;
the larger Canadian banks had borh the Si7A: [0 finance the expensive acquisition
of the technology and the economics of scale to benefit from it.

'llle structure of the Canadian banking system simplified the adoption of
that technology. With six large banks dominating the system, cooperation on
technical standards is relatively ~)' to achieve. For exampk. national srandards
have already been adopted to enable merchants to debit customers' bank
accounts for purchases. and plans are already well advanced for the inuodoction
of electronic data interchange and. cventually. image processing. The same
technologics arc available to U.S. banks. but the fragmented nature of the U.S.
industry will slow their adoption.

From thc lo'Onsumer's pcrspt."Ctivc. the dTl."Ct ofbcner technology is to •
improve banking service. For example. Canadian consumers would stare in
horror at thc thought that a bank (.'ould not dear an out-of·st3.tc check in less
than fh'c business da)'s-thc normal period in most pans of thc United States.
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CX>NSUMER, nn:

REQUIREMENT I HAVl: Ofo'

A lANK ISTItt:

ASSURANCE 1m,. n'

.'lJ.. snlJ.. IE IN

Bl1SIN~ NEXT YEAR.

~RANC.:. MM.'Y

AMERICANS DON'T.

YlHAr 1HE CANADW6 KNOW

Canadian, expect .heir chccks 10 he crcdi.cd 10 rhcir aceounu on rhc day of
depo>i~ and almoor all arc.

From rhc bank', vicwpoin~ rhc cffCCl ofbcncr .c:dlnology is 10 rcduccOOll>
and illCl'Cl5C pro/i. margi.... II is no aa:idcn. ma.a.a rime when many U.s.
bank> arc """Wing 10 my aRoo~Canadian bank> arc rcporring ,ub>tanrial
profirs. even in the middle ofa recession that is more seven: than the economic
downrum in rhc Unircd Sra.... Simply pu~ rhc Canadian bank> arc in a much
better position boc:h to Kt\'e their ewtOi.iCn and ro survivc--or in tome cues
thrive-in hard rimes.

As for rhc qucsrion ofcompcrition. rhcre i. a.1caM !IOmC mcri. in rhc view
mal rhc U.s. banking indURry i. OVCR:OITIpcririve. When 100 many bank> _
'00 linlc business. !IOmC ofrhosc bank> do rhings 'hal arc unwise in rhc hope of
amacring new customers.

One example i. _ lending. I rcccndy saw an adverriacmcn. for a
smallloc:aI bank mal was offering rcsidcnrial rnortgaICS with a fixed inlCrcSl ....
and a 4O-ycar rcrm. llw'. a grcar deal for rhc c:omumer, bu. poccnrially disu­
1roU. for rhc bank. which i. in rhc dangerous position ofbormwing ""'" and
lending long. IfinlCrcSl illeS faJlsub>tanrially, smart c:omumcrs will rcfinanc:e
mal _ rhrough anorhcr in>rilurion; if inlCrcSl raICS ri>c. rhcy will Kid< rhc
bank wirh rhc loss for.he ncx. fuurdecadcs. Eirhcrway, rhc customercan'.Iooc.
The problem i. mal rhc bank can'. win, and rhc bankingl)'llClll can'. work ifrhc
bank> don', win. 100.

Responding 10 a 1ORlCWha. limilar liruation. bank> in Canada refornlcd rhcir
morrgagc lending pracricc> back in ,he la.e 19fJOs. Loons arc amortized over
ZO 10 ZS years. bu. morrgagcs arc rencwcd---<lnd intcrC>l illeS rencgorialCd­
gencrally for rcrms ofIi. monrh. '0 five \...... which a11ow1 rnortgaICS 10 he
marched by fixed-,erm deposiulockcd in for rhc same period. The mismaa:h
between loans and deposits is climinated, and with it most of the risk involved in
Iong-lCrm lending. In addition. moor Canadian bank> cany every _ on
rhc branch book>. rarhcr!han in a ccnaal pool. which makes branch managcn
live wi.h rhcir own bad deci.ion. and doc> wooden in developing a sense of
prudence and caution among Iendcn.

Bank> in rhc Uni.cd SraIeS have responded '0 rhc problem by crearing pooh
of mongagc-backed securities and selling those insuuments to invesron. That
mi.iga.cd ,he ri.k of in.erel.-ra.e .wings. bu. i. did 10 by possing .he risk along
[0 investors. The bank's bad mongage decisions became the invesron' bad
invCSlmcn, deci.ion. when rhcy bough. pan of ,he _ porrfoIio. The
bank 'ha' was relieved of.he risk was allO relic\'cd ofrhc respon,ibiliry for
making good decisions. and one of the results was the kind of imprudence that
led to the savings-and-loan disasrcr.

It seems axiomatic to me that the first responsibility of a bank~nd the most

important service it offcrs to irs customcl'S--is to avoid going broke. It is vcry
nicc to be able to a(.'CCss your account as easily from Austin as from Albany. It
is vcry helpful to be: able [0 deal with the same bank, with the same lending
pr.ICriccs and the same banking products and services. anywhcre in the country.
Clearing checks in the same day is wonderful. But as a consumer, the essential
requirement I have of a bank is the assurance that it will still be in business next
year, and hopefully next decade.

Canadians have that assurance. Many Americans don·t. I can't think of a
stronger ar~ument for a struCtural reform of the U.S. banking system, one that
would adopt some of the measures our Canadian cousins borrowed from
Alexander Hamilton more than 150 years ago.•
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Joseplt J. Eglin •
UNTANGLING THE
STAFFORD STUDENT
LOAN PROGRAM
Policymokersloa0 choice thisyeor--try 10fix tile CUTmlI

ofTOngemenl, ortry something new.

J lllX_ilN(i "'RO~I·ru ..: headlines. abuse is
ramp-dO( in the Stafford Student Loan
I)rogram. News stories tell of studcnl" who

fr.l.Udu&ently obtain loans. of profir-makin~rr.tdc
schools that cake students' loan money and fail to

provide an cdlK.'ation in return. and of banks that
lend to "students" who don'r even exist. Other
abuscs arc Ics." na~rJnt but more ('ommon: I)arcms
bend the [nnh on loan appliC'Jtions: school financial
aid offtcers appro\'e more loan requests than
~o\'cmmcnt rcRulations allow: banks do not: pursue
delinquent borrowers. Bur rc~rdlcss ofwho
pcrpctr.ucs the abuse or how blaront the violation.
it is inevitably the fcdcrJI ~o\'cmmcnr-which
backs. or "Ruamnrccs." student looms-that
shoulders the financial responsibility.

The Sf'.lfford pm~r..m. founded in I%..I) as thc
Guaranteed Student Loan Pru~rJm. has ac:..'C..'Om­
plished its primary objcc:..'tiw of pm\'idin~ loans to
c1i~ible student borrowers. Some 45 pcn."Cnt of all
financial aid to students in the IlJlX>-91 school year

JOSf:PH J. f:GI.I.v is an Assistant Dim-tor in tli,

Ed"ratio" m,d E",p!oJmmt Iss,,(' """ ofGi\O:r
H"mll" R,sollrrt'S Divisioll.

•was through fedel':llly ~u.rJnteed student loans.
and few l'omplaints arise ahout al'C..'CSS tu loan
funds. Rut the la~e. dt.."t.'CntrJli1,cd arr.ln~emcnt

through which so much money flows is hard III

manage and monitor. In gcncr.ll. the feder..l
~o\'emmcnt ladts the ITlC'Jns tu spot and l1.MTt."t.'t
either outright fraud Of unintentional misusc. In
late 19K9. GAO identified the Statl'nrd pm~rJm as
one of 14 major federJI progf"Jms at Mhigh risk" of
frJud. abusc. and mismanagement. I

The financial risk im-olved in the Stafford
proWJm rct1c:.."Cts in part irs .>henomcnal ~m"lh.
Over the l'OUrsc of the I9t'tOs. the annual amollnt of
new loans under this progrJrn increased two and a
half times-from $4." billion in fiSlkJI year 19XO tu

$12.3 billion in fiSl,-a1 year IY91. But defaults havc
~ruwn Ole a far greater f"Jtc. multiplying (enfold in
(he same pcriod-fmm Sl.,Y million in 19tiO to

$3.6 billion in I'1-JI. Of the $$2.6 billion in Staffurd
loans nUL'\tanding as uf September .lO. It.,.JI. somc
$12.., hilliun wurth was in default. a(:cording (() (he
Deparunem nf EdUl~ltilln(DoE). which adminis­
ters the pro~rJm.~

Although these problems ha\·c heen well •
donlmented and puhlidzed. ch:ln~es haw Ix.-cn
slow wl-'ume. and nut :.III IIf them have impmvetl
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the situation. As Conwess preperes [0 tc:authori,,c

lhc: act under which lhc: Scalfonl program oper:IlCS,

poIicymaken face a choice: ro rake: moR: dcrer­
mined RepS to fix the current arrangement. or [0

.."iK lhc: program completely.

1hc Higher Educarion Act of 1965 provided rwo
major rypcs of aid ro poorscoondary .rudenrs:
granrs for ..udenrs from low-income: families. and
•uboidizcd loan. for o<udenrs from middle-income:
families. Evc:nruaJly... coIlqe coors okyrock<ted
and lhc: federal budget righrened, hodI rypcs ofaid
ohifred mostly ro low-income: o<udenrs.

Moo< .rudenrs _king aid apply Ii", for Pell
gran... which gave moR: man $4 billion ro 3 million
..udenrs in lhc: 1990-91 ochooI year. Bur Pell granrs
are limired in size. and they appty only [0 tuition
and fceo. S<udenrs who <:anno< get Pell gran... or
,,'hose granrs don'r go far cnoogh. rnay then rum to

federal loan•.
The Sraffonl program. rhe main _ICC of

federal am........, for po.rseoondafy o<uden...
includeo four kindo ofguaranreed loa.... The most
popular by far is lhc: federally ouboidizcd Sraffonl
loan. By oJl meaourn. a Sraffonlloan i. a good deoJ
for o<uden... many ofwhom would have no hope of
obraining a commercial loan. In"""" i. normally
paid at bclow·marker rates. The government pays
the interest ,,'hile the borrower is in school and
during ceRain grace and defermenr period•. (The'"
payments constitute the "subsidy" unique 10 the
Sraffonlloan.) The loan. are al"l\UafOnreed; rhar
is. the government promises to cover the debt if
the borrower does noc:.

To ensure open access. the government places
fev.' restrictions on bonowcrs. Students must be
ciril..ens or permanent resident aliens. They must
meet certain standards for income and need. They
must be enrolled at least half-rime in an institution
approved by DoE. And they must mainlain
"satisfacf:ory progrcss." as defined by the school.

Of the $12.3 billion in student 1000IOs the
5lafTord program provided durinR fiscal year 1991.
$9.6 billion came in [he form of SlafTord loans.
according (0 DoE. The ourrigh( cost [0 thc govern·
ment was far less. howcvcr. bct":1USC studcnt loan

money dneo no< come directly from governmenr •
coffers. Loan capirol oorneo from privare Ienden­
rypically commercial imrirurion. ouch .. banks,
..vingo and loans. and <tedir uniono. Federal
funding. which rocaIed aboor $4.6 billion in 1i",,1
1991. rrtoS(ly went to cover administrative f.'05t5,.

.uboidies. and payol11 ofdefaulred loan•.
Each lender makeo and hold. loan. wirh a

I\UafOn<ee from a guaranry 'lI"IlCY. an enriry
deoignared by lhc: ...re ro adminisler lhc: program
for Dot:. When a borrower fails ro make paymen...
and Ienden <:anno< coIlc:ct after following specified
procedures over a certain rime period--or if the
borrower i. dead. disabled, or bankrupr-d>c:
guaranry 'lI"IlCY payo lhc: lender'. defaulr claim.
The: 'lI"IlCY, in rum. rakeo responsibiliry for
coIlc:cting lhc: money ..."Cd.

DoE normally reimburseo lhc: guaranry ~ncy
for lhc: full amounr of lhc: defaulr claim rhroullh an
arr::tngement called reinsurance. Even after the
governmenr .... paid off lhc: defaulred loan, rhe
guaranry a,;ency oonrinueo ro puroue lhc: delin­
quenr bOhower. Iflhc: 'lI"IlCY "'"CIlruaJly rnanageo
ro coIlc:ct any money from lhc: barra..er.lhc:~
keep' 30 pen:enr of rhe paymenr and ",ndo lhc:
(0 the government.

The: Sraffonl program oJ.. offen rwo loan. for
people who faillhc: income:..nd-need reo< bur meet

certain orher oondiriorrs. Supplemc:nraJ Loam for
S<udenrs (SLS) rypicaIly go ro independenr and
graduare o<uden... and Parenrs Loam for Under­
graduare StudenlS (PLUS) go ro PaR'nrs of under,
graduare ..udenrs. These are generally no< .uboi­
di7.ed-<har is, rhe governmenr dneo no< pay lhc:
interest while the students an: still in !ChooI-but
hodI rypeo of loan. are guaranreed agai.... default.
di..biliry. or bankruprey. A fou"" kind ofloan--a
oonoolidared Ioan--allowo bOhowers wirh nul
student loan debt over 55.000 to refinance that
debt into one loan.

Where the pmbIelD8 lie

In gene,....I. all three IQ;lns are easy for borrowers to
oo[ain and carry little risk for lenders. Still. the
system is hardly uscr-friendly: ilS complexity ~
frustratc,.-s s(Udcnts. schools. and lenders alike.F~
example. while the government scts e1igibiliry
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requiremenrs. each lender may have irs own
application pmccdUR:5. And although Ienden
follow federal requi""""n.. in handling loons. each
f...ilrrics our those operations in its own way.

Ahu. a le:nder mighr lOCllloon. ir hold. '0 a
sccondary-market le:nder, such as .he Souclenr Loon
Marketing Associarion (Sollie Mae), rhe largcsr
holder of student loans:' Or it might contract with
a .hird poll)' ro """icc and coIlc:cr rhe loon. Sud,
arrangemena easily confuse KUdenu. "tho may be
dunned after sending payments to the wrong place.

Meanwhile:, DoE mu" 'lnlgglc: 'u keep uack of
47 guamlly agencies. 8,500 le:ndcrs, 7,000 schools.
million. of_-ers. and billion. ofdollan
parceled OUI inro !lmaU uRin. DoE must rely on
orher entities 10 record and ronuol the generally
small dollar uansaction. involved in each ofrhooc:
loon•. Ovcnll, <he S<afford program i. a manage­
ment nightmare.

Such a <'Omplicared opention i. vulnenble: ro
misakes and mi.ulOC. And in fact, GAO, congres­
sional im'otigarors. and DoE's OffICe of InlpCCtOl'
Genenl (DIG) have documcn.ed improper ptae­

rices by all parties in <he loon~n ...
schools. le:ndcrs, guannry agencies. and DoE
itself. In most ca.~ GAO and orhcrs have also
proposed ..cps ro remedy rhcllC proble:m•.

By irs \'cry nature. the Scafford program is suscep.­
tible to financial risk. Because the point of the
program is [Q gi\'C low-income studcm:s easy access
to funds. many of the loans go [0 people normally

considered bad credir ri.k•. The law genc:nlly
makes Stafford loans available (0 eligible students
regardless of their financial experience or credit
history, unless they are already in default on
another student loan.

In accordance with this poli<.·y, lenders are not
required to make credit checks of loan applicants
underage ZI. (The Emergency nemployment
Compensation Act. cnactcd in 199I.l:alls for credit
checks of applicants a2c ZI or oldcr.) Applications
require littlc documentation and under~ominimal
Sl.TUtiny. Lenders rely primarily on students'
statcments that their forms arc truthful and on
schools' assurances that loan applicants arc enrolled
in qualifying pro~rams.

ll£ STAFfORD S1\JIJENT LOAN PROGRAM

This leniency leaves the~m open to
aooK bolh unintentional and intentional. Some
applicanrs simply make misukcs in fillin~ out the
forms. Some. h()pin~ to obtain a." much finarK.ial aid
as possible, undemare their income ore~rate
<he number ofrheir dcpcndcnrs. Some misrqn­
sent their dependency on their perenrs in order to

qualify for .ubsidi1.cd S<affnrd loon. n!her rhan
having ro "",Ie: for PI.US or SI_~ loons.

A few people go much funhcr. One _'cr
fnodule:nrly nbrained mon: rhan $101.500 in
student aid by usin~ different RlmC5 and Social
Sceuriry numbcrs.lying on loon applications. and
forging rhe .i_rures of school ofrocials. He was
sentenced b).' a U.S. district court in Arizona to two

yean in pri50R and ordered to repey the money.
Anorhcr borrower was conviercd by a U.S. disuia
coun in MassachU5ett5 offailing ro disdooc on
lOCven loon applica.ion••ha. he had dcfaulred on an
earlier loon. He was lICOrcnc:cd ro four yean of
probation and ordered ro pay $85.000 restirurion.

Srill, cases ofdelibcnrc fnod by _'en arc
relatively uncommon. The: real problem inherent
in the prowam's acceptance ofhigh.mk btwrowc:rs
i. <he resulrinll: high nrc ofdefault. While: defaul..
have risen steadily since the: prowam's inception,
the pmb*em became worse aftcr various chan~ in
<he 1970. loosened .he prowam'. erilCria. Of
p.lnieular importance was <he Middle: Income
Student Assistance Act of 1978, which e1imiRlte:d
the financial-need test and made many~
students eligible: for subsidized klans.

Ano<her faaor was 197Z legislation rhot
provided lICXC55 ro S<afford loon. for some previ­
ou.1y ineligible: s<udcn.. attending pi"'" ierary
schools (profir-making ttadc and rcdInical aehooIs).
Specifally, a .rudenr who did nor bave a high
school diploma---<hc aa:cprcd key ro eoIle:gc­
could receive a S<afford loon if he or she had a
GED (genenl eduearional dcvclopmcn'l ecrtili­
ca'e or if a school ol1kial judged rhor <he .rudenr
had an "ability to benefit" from a panicular
educational program. With [his change. the volume
ofSlafTord loan. rose .harply. So did fetlc:nl
subsidy COSts. And so did the ratc-and the: dollar
total.-....()f defaulted loans.

While proprietary school smdenrs account for
33 percent ofStafTord loans. thcy arc responsible
for 48 pcrc.:cnt of defaultcd loans. In a 1988 study
of more than 1 million students who rc:cch'cd loans
in 1983. GAO found .hat 18 peteen! had defaulted
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by rhc cnd of 1'l87. 8ur bunu..."" ",ho _"cnded
p...pric..ry_~. clef_ulred ar a rare of 35
percent, roudlly tWK.'C the O\'Crall ratc: and three
times the ratc of student~ in I"'('~~'car or four-~'car

l·()'Ic~." Defaults were also disproportioniltdy
hiJth amon~ students who aRended !M:houl one ye-dr
Of k:5s.. ''ame from familia with kN' ilk.'OmC. or
\\vc "independent" (that is., nor ret:ci,tinJt financial
assisranl'C from a parent).

Ea~' in 1'l81. ConIlJC" ",in...rcd a financial­
need rcor for Stafford loon.. bur ir retained rbe
P'U'"i5ions rcganJin~ proprictary-51ikxll studcnrs.
Alrhnudl Con=, ha. l......idc:rcd 'C"cral p'''''''''­
als to eliminate :IlU",' ro loans for students without
a high lICho<~ diploma---pa"K:ularly rh.."" "'ho faU
under the "abiliryrm-hencftt" clausc-thc.-sc
srudcntli remain c1i~blc.

T.. add"", rhc problc:m of rbe hidl defaulr rarc
amanlt students \\no drop out before JUadu.arion.
GAO has n:commcnded rhar rbe oix-monrh 1lIal'C
period on rcpaymenr-nlM' ~\'Cn In vinuall)' all
students when thC'y 1ca\'C schooJ-bc eliminated
for rhullC ",ho do no< completc rbei, _m•. ·Ini.
\\'wld cncou~bor'rtN,'crs to continue their
studio and. in tum, might help redUl.."C dcfaulrs. j

While it is otn'touS that pmprierary·schooI stue.knts
arc a l...ief source ofdefaults. anecdotal cvidcrk..'C
su~ that much of the blame lie! nor with these
students. but w1m some of their schools. Somc­
hut nor aU-f,ropricrary sc.'hooIs ha\'c hccn ac..·t:uscd
of hcndin~cliRibili~' rules to ~t iH.'t.'Css to loan
funds. pcrsuadin~ students (0 borrow lafRC
amounts. and opcr3tinR St.'ams.

The media have puhlici1.cd some ofthe more
scnsational l'3SCS. For example. NOC's "Exposc"
news show reponed on !\·tan:h to. 1991, that some
-student..... at one trade school were homelcss or
unemployed; some l"Ould barely read or writc.
They did not attend dasscs.. and they did not

reali1,c that dlC~' had siROCd hllln awccmcnts~
retillired thcm (0 re......y the monc:y borro",ed ",ith
intemt. On that sho"'. (A.M'I~vnan Ran Gordon
uf ·)'cnncs.'K.'C wcnt -under l'O\'Cr" to meet with a
M:hnnl linant.·ial aid ufTH.'Cr. White a hidden l'3mcra
ll,X'ordc:d the l'tlfl\·cnatton. the ufTK.ial told (jordon
that it was easy to~ a Stafford hllln and that he
nc:cd not "'~' about n:payinR it, Additional
""""" havc h~ ofo<hcr .d"lOh rh.r l"'k:cted
.rudcn",'loon muncy .nd rhen cIolICd rhci, door>.
1c:a\'inR students "im oubCandinR loans.. no
traininJt. and no refund.

Mud,"fOIG'. '''Ilk ha' l"Cnrcrcd on idc:nri~'·

inR abuKS by propricrary M:huols. A R."l'Cnt rqJC.Kt

dc-.Tihc5 !iC\'cral !IChools that violated federal
elillibility n..-quirc:mcntli, c!ifl«ially the: lIhilit),-t(~

benefit rulc. One ","'honl in Nc\\' \'ork ac.'tluirl-d
$1.7 million in federal Rudenr.id rhhMldl incli­
Iliblc: Ruden",. At cidlr propricta')' "",,,.~.. OIG
found rhar Ruden'" who dlOfll'Cll our of!ldKJOl did
nor R:l'Ci\'c refunds of rhcir ruilion. which rouIcd
more rhan 55.3 million. OIG abo ICporrcd rhat
some prtWams "-c:n: not IonR cnoudt to be cli~bIc

f,.. federal Rudenr .id." a
CclflJUCSS hal takcn~ stcps to prc\'Cnrs~

ahullC'. SiOl'C July 1'191, ,,-hooI, ha,'c been .uhjeer
to penalty if their !ltudents default at hiJth rata,
Scl".~.",hUlIC defaulr rarco CXl'Ccd 'JlClifocd k:,'c1.
for rhn:c yea" runnin~may be ham:d frum fcdcral
student aid prow2ms. Aho. sc.'hooll are 00'\\'

required to counsel student bonu\\'CR ",ho 1c:a\'C
school about their rc:r.pomibilitics to repay their
loans and the l'unscqUCrk..'CS ofdcfaultin~

This is a ~ood sran. but man: t.·{Mlld he done. In
September 1991. GAO identified six requirements.
already in usc hy some sratcs. that Dol-: l'OUld usc
to srrcn"hcn its school l'Cniftcation proc.-cdurcs.
Fur example. DoE l'Ould rcvicw M:hnols' pcrfor.
manl'C in such areas as l'OUrse l'omp}ctKm and jub
plal'Cment. It l'ould appm\·c newly .,....nici......tinR
schools on a conditional or tcmporary ba.'iis. And
it l"'()uld require independent audiL'i of school
financial repOrL'i.'

•
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The Ilcp-.lnmcnr of EdlK:ation depends on lenders
ro dtK.'Umcnr klan disbursements and payments and
ro bill the RQ\-cmmcnt fOf intercsr subsidies. While
mosr Icnden ha\'C reliable systems for ac..'\.'OUnring
lind manaRCmcnt, others lack the net."Oliary

l'Ulltrols. In 1lJll8. GAO cxamined ITlOft: Ihan 2.000
loan ;K'l'OUnts at t6lcndcrs with 1atJ:C loan "Dlurne
and found that 1HpeR'-CRt of the ac.'t.'ounts were in
error or inadequately documc:nrcd. GAO estimated
that in the three months CO\'cred by its audit, OoE
()\"C:rpaMJ the 16lcndcrs at leaS( 51.H million."

AlthouKh GAO did not allrihulc th"", O\'C'l"'Y­
mcnfS to (rami nther lenders have been COIl\'N.'1ed
uf illel\lll ptlIl~i<."". Fot cxample. in one: of the
la~t student loan fr.-ud schemes C\'er diK.'OVCred.
Florida Fcdcr;al S;,l\'inWi and l.oan Association
off.dals wefC found guilty in 1990 of submininlit
ITlOft: Ihan 17.000 fraudulent claim. fot $3S million
in defaulted ,rudenr kJans. The bank's \'icc
president WIIS cOn\'K..'ted off.:onspifal'Y. perjury.
mail fraud. and theft of ,,"'cmmcnt funds and
sentcOl.'Cd to four years in pri500.

Another lender. Firsr Independent Tru.1
Company of Sal:ramenro. California. was the
,ubic:<~ ofa 1'I'lO GAO "'pori on its questionable
student loan prac.:ticcs. At 1990 hearings on abuses
in thc StafTord Jlrt~m. thc Senatc PCrmlIRCnt
Sutx:ommince on In\'csci~tions.of the Committee:
on Go\'crnmcntal Affairs. refcrred to GAO's repon
in ehil~n~ that the trust ('"OO1pany fai&c:d to pay the
~u\'cmmcntmore than $18 million in fc.'CS Icndcrs
arc recluircd to (.ulect from student borrowcrs and
that it also fraudulently made loans to rK.1itioos
Students. The (.~oIsc is still undcr in\'c.-sti~tion.and
liti~tion is JlCndin~."

GAO has made sc\'cr-oIl rc.'t.ummcndations to

tiJithtcn the pr'«'1K.'\.'S lenders usc in makin~

scn'icin~ and (,.''OI1c..'t.1in~ ~uar-Jntccd studcnt !erJns.
Some. such as srrk1cr (.'ollCt.1ion standards. ha\'c
been adopted. III Others havc yet to be flut in

1HE 5TAFfORD 5llJ1l(NT LOAN PROGRAM

pliK.'\."-for instaOl.'C. aSSl.-s.,inJit penalties alOlinst
&enders who inappropriately bill the ".\"emmcnt
for intcfC5t sub5idy paymcnrs.

The k:Kislation that (."K....tcd the Guarolntc."ed
Student Loan .tnwam ,,.11ed for csrabiishinR
guaranty a~ndC5 to case the burden on 1)01-:.

which hlld nor hccn ma~nRcxistinR kl3n
JH'OW3rns effICiently by itself. The allCocics were
dl..igned 10 operatc ... all"nts of the federal
JtQvcmmcnt and to brinR the Inran pn:~m d(1liCI' to
'tudenl" ,dKIOI.. and lenders.

Each !Kate and territuf)'. a., wcll as the l.>istm1
ofColumbia. dcsi~atcs lin .Ol.'y to~r..ntcc
loans in\'OIvin~ statc residents eM" st.nuols in the
state. Some !ltatcs, eil~r to make student kJans
lM:c..'C5Sibic ro their n:sidcnt5, seized the opflCNtuniry
w csrablish JCUaranty a~Ol.-ics thcnucl\'C5. Orhcr
states paned the function ro private nonrrofit
allCocies. Independent aJItCOl.'1cs and lMlRlC !ltatc·
csrablished ones may operate k'rns." state lines.

The: 1'I'lO imoh'cncy ufthe Hi~Educalion
As..i5la..'C Foundalion (HEAF) demon....led thaI
the systcm ofJtldranry .a,r;cncics ill not faillillfc. In
lhe 19lI05. HEAF~hen the IUJlCSl JlU"IanlY
afitCrK1'~n[ecd a larJtw: number of k.ns ro
propricrary-st.-hooIlItudcnrs. man~' of whom
c"cnlually defaulted. l..cnde.. bel\lln minI! billion,
nfdollars in clai.... and HEAF did not h..·c the
funds to pay them all.

Althou~h the ~O\'emmcnr is under no Ic~1

R,.'(luiremcnt to bailout Rua,...nl)' a,,:ocM..-s. 1)0E­
fc-..rinJit that the: k)lln ~m's ('''K.-dibilil)' " ....s al
stake-is payin~ofToutstandin~ daims as kJans
default. 'I'he I)cpanmcnt estimatcd thilt its iK.1ion
would L'ost no morc th.:tn $30 million. GAO.
howevcr. ,....k:ulated that full payment ofdefault
claims for .. 11 thc lo.ms ..lEAF ~uarJncccd would
most likely (.'OSt the ~o\'ernment between $17S
million and $200 million morc." 'I'his is Jlfewin~ tu
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be ,he ' ..'c:; in ApriII'l9Z. GAO ""ima'ed ,ha'
'hrouKh ,he cnd ofScp<cmber l'l'll. DnE in<'Ilm:d
Il'tOfe than $175 million in additionalt.'OSIS fntm
dcfaul'cd HEAF-K\laran'ccd lnan.. wi'h """"
claims continuin~ 10 l:Omc in.

HEAF', ,-..c i, an cXl",me cumpk:. lIu, GAO
and OIG havc documenled "'ber prnbk:ms wi'h
guaran~'agencies. One COf'K.'em is poor n::conJ­
keeping. According to OIG. one agefk~t raik:d In

_r11' documen' ,ha, i' cn<nplic:d wi'h federal
requirements in attempting to collect on &oaRS

ob<ainc:d afic' pal'in~ lenders' defaul' claims. Thc
agem:y c\'cnrualty repaid the gO\'cmmcnr 5761.(0)
it inappropriately rccc:ived on the loans. GAO has
aho reponed that some: 3ltCocies do not "'ork
agwcssively to prc\'cnt borrowers from dc(aultin~

sue through adminisuativc or legal channels to

collect defauhed lnan.. '" send defaul'ed Inans '"
DoE f", further coIk:aion a"cm"","

GAO h.. made many n:cncnmcndo'ions f",
strengthening the guaranty agencies' openItions. At
GAO's suQPrion. ConI!"'" h..~ ro continue
rh<: IRS incncnc tax oIfse~ which cnables ,he
go\'cmmcnr to collect unpaid dcbr from defaulted
borro\\"crs' income rax refunds. GAO al50 hu
R:<"OIIlmcnded 'hal DoE ,igh,cn deadlines f",
~ar..nty a~nc.:ies to suhmit the: government's
share of(,·ollcetions. lAnd thilu DoE rct:c:i\'c a share of
all default paymenl5. includin~any t:ollef...tion t.USl:S.
Such d,anges ha\'c been proposed but hnc yet to
be made tinal.

Thc Education Dcpanment's adminismuion of the
Stafford prowam has hc:cn critici1.ed almost fmm
its im:eption. Most rCf..."Cntly, a joint task fol'l'C of
DoE and the 0tTK.'C of Mana~ementand 8ud~et

re"iewed DoE's entire student aid opcr.ation,
listin~ t:OrK..'Cms and rct.ummc:ndations at lengt:h in
a l'l'll ",pon." GAO. OIG. and "'hcrs had raised
many nf the same issues in the past. Char~cs ran~e

fmm inadcqmne staff trJinin~m poor o\'ersi~ht of
lenders. schools. and ~uarJncy a~encies. 8m
perhaps the most conspicunus nouhles arc those
in at.'(."Ountin~ and informarion mana~cmcnt.

Fur example, the program's rct.'Clrds arc in~
poor t.'onditKKI that GAO ha.'i been unable to audit
the student loan fund sifk'C its il'k.'Cprion in 196.1i.
Roth GAO and OIG havc ancmpred CJ\'er the yean
to work with DoE to ck-.an up ir5 rct.'ORb !IO an
alJdit t.'otdd he t.'ondUl1cd. But Do": ha.' yct to

prepare k'l.'tuate financ.ialatcmcnl5. and an audit
..ill_ be done: until a' a..larc I'l'lZ.

Ann<her ob\-ion, ,Noblc:m i, (JoE', Ia-k ofan
on·linc computer ~..cm for monitnrin~ tJornM'CfS'

klrlln k1i\irics. Thc~~'~ submit
lnan do.. clc:crroniaolly In (JoE nncc a year. The:
information is then !IIorcd in a daraba."C nicknamed
the "rape dump," This ma!l'i of un\'criflCd.
sometimes inc..'OfIIpletc ra.-ords is the only national

da.."'" nn ,he Stafford pn'llfllm.
Bc:c-.lUSC no one RMJrinely t.TU!l'H.-hecks applk.tI­

ticNls a~inSl: t.-urrent n:c.urds. loans arc llomclimn
made to bonm\'CI'5 who ha\'C dcfautted on earlier
otudcn' lnans '" whose deb< .....Is havc already
n:acbcd federallimi... GAO nrimara rho' rnon:
rhon SI0'1 million in new Inans have been made rn
3Z.000 defaulrc:d bonowcrs ""'" ,he yCllR. Sobsi·
dies alone on rhoK loan! could CO!II the JtOVcm·~
ment up 10 S65 million, l~ Con~" has aUlhori~
DoE ro de,'clop a ",,"pu,cr 'l""Cm ,ha, ohould
~i\'c DoE. JtUlranl)' IKCnc.ia, and lenders 1Ia.'C55 10
up--to-date inf{)rmadon. but the system will nor he
in plat.-c: until the end of 1993 or later.

ConKJ'C5S t.'Ould cut down on the wasle and error in
the Stafford p~r..m if it at.1cd on the many
cxistinR rt:c.'Ommcndations for chan~c. Still, f1lO!it
of these suggestions invoh'c only minor adjust­
meots to current procedures. Such linkerin~"'ould
do little to address one of the prtlfUlm's d,icf
flaws-its romplcxicy, ConIQ'CS.~ should noti~
the possibility ofsucn~hcningthe loan~m
by simplifyinR it.

Two approaches stand out as panicularly
promisinR: rcducinR the number of lenders and
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pranrya~participatin~in the program. and
l"'an~ng the guaranry 1ge:OCia' ntlc. Neither of
[hex strategies would PIU\'C popular with the
institutions it seeks to rntrict. Rut bcxh ,,'OU1d help
,;mpIif)' the progmn and. moot likely. make i, k:ss
vulnerable ro .buK.

'11K: prowam's dcpcndcrK.'C on a large: number
of lenders and RuanoI)' aKCncics ref1a.t'i early
l'OnCCms about access to klans. Prc:\'KJuS stUdent
loon _Jtl5 had no< .."Otkc:d ..,," panl)' beca"",
Ruden IendeB. .nd !ChooI••11 had ro deal
di'l:Ctly irh the federal bur-.:au,:ra.:y, In deoiRJIin~

,he SulTon! _m. Iegi.I.,... hoped ru .mid ,hi.
problem hy u.ing 'neighborhood' lender> .nd
...re:-buc:d guaranry agencic:s.

Rut this dca:nrralizcd arrangement may have
outlived its usefulness. for one thing. a,,'CS5 to

loon. no Ionga depend. on the """"""" of 1e....1
Ienden. Snxk:n.. 'nday can .pply for • SulTon!
loon wi,buut e:va enrc:ring. bonk. Some: Ienden
provide !ChooI....irh loon .pp1ica,ion forms. ...hich
!itudenrs l'Omplerc and submit to banks rhmuWl
.,:buol lin.ncial.id oITK:n. 'I'hc:!c: practices. .Iong
wirh the ad,'IJK.'CS ofekxtronic bonkinJt, ha,'e
made it common (or 5hldcnts to n::cci,'c loans from
OUH)(·SUtC inlCirurions.

Simil.rly. ,here: i.linle nr:ed rud.y for ~.ranl)'
agencies to opcnlrc on a statc.by.Jtatc basis. Plenty
ofexamples iIIu....re: ma,~ry agency func­
tions can be performed satisfactorily across scale
lines. H~:AF·. f.ilu", did no< ",t1c:ct inefl....icncy:
before it went insolvent. HEAF was the dcsilit"lItcd

JtlW3ntor for 'h'c states and the District ofColum­
bia. Anorhc:, major guaranry agency. Uni,ed
Sruden, Aid Funds. i. ,he deoigna,ed guaran,or for
three states and the Pacific Islands. Other state
agencies are expanding into <Kher states to stay
t'Ol'Tlpetiti\·e. Soch examples raise the issue of
whether there is still any need for every state to

designate its own agency.
The large number of intermediaries may no

longer be necessary to ensure at"(,..'Css. and they arc
without doubf: a burden on the program. Needless

lK STAffOItD S1\JllENT LOAN PIIOCRAM

to say. neither lenders nor Jtldlantya~ .-ould
wekomc a rIlm'e to reduce the number of panici­
pants. Srill. Congress may wish to t'Onsidcr whether

.uch • chang<: migh' imprm'e the program.

A scxond proposal for ,;mplifyinR the loon J'roll'lIffi
..'UU1d be: ro rc:duce the rok: of the~ry
'!l<'ncies, SpecifICally. DoE could rake over
re:!lpOI'l.ibiliry for def.ul, colkxtion. IeavinR ,he

guaranry ag<:ncies '0 rocus on defaulr "",...nrion.
Under the """"n, amnJlCfllCll~guaranry

agenc:ics do no< poss .lonR the loons ro the_­
men, even .fter the goven,,,,,,n, h.. paid them ofT.
Instead. the JCUlranty ~ncH:S cootinue to pursue
default<:d borrowen. 'Ibis aetiviry provides much
of the ag<:ncies' income:... the agenc:ics rc:<ain 30
pe"",n, of .ny funds <hey evenrually colkxt.

Anorher rok: of ,he agencies i. '0 help keep
def.ul.. from oocuning in the Ii", place. Howe...,.
the agencies """,i linle compensation for
prc:venring defau Typically•• Ic:nder aIens •
guaranry agency when • loon i. 60 '0 90 days
overdue:••nd ,he 'g<:n.:y provides ,he Iende,
"prcclaimsllS1israncc" in locating the delinquent
bollower .nd encouraging paymenL DoE .nd the
guaranry agenc:ics be:lie\-.: ma, pn:daiJtl5 assi_
does help "",...n, def.ul... Scill. the only be:neli,

guaranry '!l<'ncies migh' enjoy from rc:duced
def.ul.. i. ro avoid ••mall penalry DoE exacrs
from ag<:ncies wirh high def.ulr claims. In orher
.urds. the incentive for agencies to prevent
defaults is minimal compared to the pocential
"'....rd from collc:<..inR der.ul,ed loon.,

A 30 percent commission might 5CCm II

reasonable fcc for the government to pay .ncics
for rCC(t\'erin~ funds already given up for lost. Yet
the ~ovcmmcntmay havc more tools for collec­
tions than thc agencies do. SirK.'C 19H6. the ~ovem·

mem has had the power to RX.UUp funds from
defaultcd borrowers by sci7.in~ their income taX

refunds. Bur this (''an happen only if the ~aranty
agcndes assi~n dcfaulted loans to DoE for t"OlIce­
tion. Ali thin~ stand now. a~cndcs arc not required
to ask for the ~o\'crnmcm'shelp. and they have no
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moncta~t irK-enri,'c to do so. hc."t.lIUSC they rc.."CCi,'c
no pan ofany money the ~'cmmcmL·oltex't.'i.

If a~fk.-icswere (.'ompdlcd to relinquish
c.'Ustody ofdefaulted Juans whcn the Rtwcmmcnr

pa~"5 the loami off. the IltCncics "'ould no Ion~r

h.we: either the responsibility or the: rc"'ard fcN'
(.'OIlcctin~ defaults. Rut rcimbunin~ the: a~ndcs
for sUC\.'CSsful default JK'C\'cnrion efforts would
keep them solven' and help redu.:.: 'he
RO\'cmmenr's exposure 10 dcfaulLli. ~Inis shift
mi~t Crk'OO~ aJtCncies ro work more CbiCly

"'jth Icndcn (0 pl'Cvent defaults.

Considering the altemadve

As poIicymakcf'S l'OO!lider various rccommc:nda­
ttons-major and minor-lhcy must also 1l1ddrcs.'i
nnc o\'crridin~question: Can the Stafford program
he fixed? Or is there a bener way to pro\'idc
financial aid ro srOOenb?

Some: in Congress hnc su~tcd that a viable
altcmari\'c might lie in direct loans. A direct klan.
as itl! name implies. would be made directly from
the federal RUve:mmcnt to the: student borrower. A
dirc<..'t loan plTJRI'3m would rc<luirc neither lenders
nor ~rant)' a~ndcs.Their functions would be
carried ou' by DoE and rhe ..:hooIs.

With di""" lendinllo ,he loon process "'ould Ix:
substantially simpler. DoE would transfer loan
funds c1ct.'tronically to schools. which would c..TCdit
students' ac......''()unts aet.·ordinRly. (Such a pt'fK:edurc:
is already in usc fur 1)e:1I Rrants.) Schools would
prepare a promis.liOI)' note in the: borrower's name•
otxain the bonuwer's signature. and ~nd the note

to a central sen'ice ...-cnter manaRed by a DoE
(.'Of1tr.K'tor. There would be no need lO ~nerate.

delh·er. or endorse checks or to complete most of

the papcnmrk lenders now rc:<Juirc.
A~ students obtained additional loans e)\'er thc

(.'nurse of their schoolin~ the loans would be added
to~ethcrautomatK.'31Iy. A~ a result. each studcnt
lc-.winR school would havc a sinRle. consolidated
dcbt for all money bom.wed. Students would not

have tcJ deal with different lenders. and the note.
holder would ne\'er chanRC. Nor ,,"ould student'i
ncc.'tJ to RO thRM.IRh a scpar,,uc fHl)(.'-~s to (.'onsoli·
date their loans. as they now do. Defaulted loans
would relNin at DuE's scn·K.'C l'Cnter; without

tenders or~r..nt)' lIRCncics. there would 00 ~Jf'lRCr

be a need for default claims lind payments.
DoE has tricd din.'t't loans before. The Fcder­

ally Insured Studen,IA..n (FISL) pn'lt"'m failed

both hc....'3USC it "'a.'i too far renMn'cd from students
and schools and txx.<&usc Do": could not administer
SlK:h a larRC opcr..tion. The Stafford prtJtUam "'liS
dcsiRPctt to m'Ck'orne thc."liC ftbMack..-s.. and in pan.
it has slK."'l,-"Cded: Students now ha\'c c-..sier al'\.'CSS

to loans. Rut the tk....'Cntr..li1.cd arr..nRCment that
made this ptS.,ihle may no k"'RCr he nct."CS."i3~'. and
it has irs own problems. I)emllps dirc<..1 k....ns
descn'e another (:hanc..'C.

Supporters ofdiR:t..'t k....ns. inc..·ludinR many in
the ...-dU<.'3tion (.'ommuniry. point out that dirc<..1
lcndin~ would not only he simpler. it (.'ould also
SlI\'e federal money hy c1imintltin~interc5t subsi­
dies. streamlininR administration. and possibly
reducin~ abuse:. And Ix:cause: lender.! """. opera,-
in~ in the Stafford~m (.'OU1d bid on (''Of1ttal~
for sen'icin~direct loans. the: ~emmcnt couki"""
choose the ones with the most etrK.'N:nt operations.

From a hudRCt st,mdp)int. dirct.1 loans ap­
peared for many years ru he: more (.'OStly than
Stafford loons. Then rhe Federal Cn:dir Reform
Act of 19'1O ch.anllCd ,he way in which II'W"ntc:ed
loans lIrc: counted in the federal budRCt. Before
lTCdit reform. the Stafford fHlJtitl'3m's chief (',(lSt5
in a Riven yc-.ar wcre intc«.~t subsidies and loan
defaults that cx'Currcd in that year. IJirct.'t loans
would have (''3Ued for a much hiRhcr initial (."ost
in the outlay of loan principal: defaults and repay­
ments would have been counted later. in the years
rhey ",""uned. Therefore. rhe Stafford plURram
appeared to put Ic5.'i strain on the hud~et,

With <:rcdit rcform. the two proRr..ms (,"31'1 be
(:mnparcd on an c<lual fuotinR. Now. the budRctal)'
(.'OSt for either proRf"..m is fiRurcd as the net valuc of
all it.~ (''(lSt.'i. Thc Stafford proRf"..m·s (.'OSt is the
disc...'Oumcd \'aillc flf11/1 imercst subsidy and dcfault

l'OSts-nm jusr this ycar's, A dircl't Inan PlURrolm's
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(.'OK would he: the initial outlay las anridparcd
P<lymcnrs. GAO estimates that a dira.'t Ia.In
profiUllm proposed by the National A.'isociarion of
Sta~c University and Land Grant c..olae~ ,,"CMIId

san: the gtJ\'cmmcnt :thout $1 billion on one )o'c.",u·s
loan!'. (.·omparal to the Stafford prtJf(f<Im."

The dirct."t loan COIK'Cpt is not without its
t.-r1tk..'S-in panic:ular.l'ORlmcrcial lenders and
"aar.lnry ~ncics. as well a.'i [luE itself. which has
ROOC on ",,;on! as opposin~ the idea. One: COfl<'Cm
is an incrcax in federal debe. Credit reform pcnniB
a more equitable comparison between the pro­
JU3ms. bur dil'Cf.1 k4ns \\'ould still invol\'c the
additionall'OSt to the federal grn,cmmcnr to bom:n\'
the funds to support dim.'t lending. Accordin~ to
the Con~.,sionalRacarch Sen'K.''C. the adminis·
u·.ltion believes that such borrowin~ would add
$ZOO billion m $JOO billion In lbe nalional debt
m'er a ZO-ycar period. and repayments would rake
Ion~r to ofT5Ct rhis deht.'"

Another i5.'iuc is the administrtlti,·c burden on
DoE and lbe scb...I,. Altbnullh (JoE would no
lon~r hnc to monitor lenders lind KUaninty
;l~ncia. it would hue nt'\' rcspor1sibilities. and it
\\'oold need to O\'cmaul irs pnx:edun:s and stafTinR
(0 meet them. The administrative l'Ollts ofa ftC,,·
system. and the u".ln!lition. arc unknown. Schools
"'ould need 10 prepare promiSSOl)' notc:s. and some
"'C'Uki hnc to csa.blish procc:dures for makinR
loans. Still. many K'hooIs already hnc such systems
in plac.-c. panicularl)' [hoM: in the Perkin!! J'KOWaRl
(I f(()\'cmment-sponllOl'Cd PJOKf3Rl under which
schools make loans) and those that already act as
"institutional" lenders in the SutTord pn~.

Tbe Hi~berEduc:..inn AL~. wbicb includes lbe
Stafford proJU".Iffi. is up for rcaurhorh'.arion no\\'.
Rills in Ixxh the Bouse and Senate inc.:orporarc
chan~s meant m save money and simplify the loan
process. and the House bill contains a proposal for
dirct.1: loons. Al'Ompmmisc is still under discussion.
Meanwhile. a proposal to test direct Icndin~-pa"
ofrhc House bill---e.'tmld be cffc..-c:tivc by July I.
1994. Soch a [Lost 1.'OUld demonstrate any oper.a·
tional problems of a dil'l."Ct loan prOWJm and either
verify or settle critics' l.'tlnl.ocms.

In any l.....sc. as Con~ress l;onsiders reauthorizing

THE STAffORD SlUJENT LOAN PROGRAM

the HiJthcr F:du«:ation At.'t. polit."ymakcn ha\'c an
opportuniry to suhsrantiall)' imprm'c the fL-dcr.lI
financ:ial aid flRWJm. In doin~ so. thcy will need to
dct.-idc ,,'bether to put their cfforts into l.'han~n~ to
a OC'\' k.n systcm nf t1'yin~ to fix the cxistinJt
Stafford pn_m.•

I. 1..cuC'r from the- O:Jmp'hllkr fiene-nil of1ttC' ,.nired Sealn;
III the- Chairman. (AJmmintt un (;'n·C'mnoC'ngl AffiliB. 11X
SenalC'. Ind rhe- (:hail1Mn. (:umminC'C' un f;''''C'mmC'nt
OpC'l'lInnn!'o I-InUK nf RC'fW!iC'nllli"n; t( iM)I()( X_i·'l~I.

jan. Z.\. IY'Il').

Z. "'jJtun:s fur fi...1~'CIlr IYlI ah: pn:limiRllr,' .li,a !IUppliC'd by
nu": utrM.-ilh,. "'ilUlC!l fl. ndier ~'C'aB an: f"Jm 11'11":"
(;_~.~II_ p,...11rIItI &.Is.

.\. Sallie- M:w: i!ll "Jn~iunanynbhli*d l'urpunlcinn cha,
b..)"~ and h"ld, JtU&ranrccd !1Iudc:nt loan,. R~' KllinJt Inan, ,n
Sallie MaC', Ic:ndc:B ,Pin licIUidi~' ,hal al"'''''li ,hC'm til makC'
addi,iunal Scaffnn.l ....nj.

of. Iltfit.1MI_""""'" l.-ru: Prr/iai..rr '_Iysu of,~I/_.
RfllnJlWrStGMJiltRI).tCH..IIZRR.june- I". 1,,""1.

S. (;_,..,,~ .\'",.,,'I....s: IWN/MII),fit"I,,,-'(:.s,
RnitHtio. O/Nio"s ((jAO/I-IRIl,MM,~ZRR. jan. 7. ICHIH).

h.•v.i•••••1R,pon 10 (,'o.t"n, (kl.r I, 19WI. III.m.1I.
IHI, No. .!!, II.S. llc:panmC'nr of ":dtM:alic"" (MT,,'C uf thC'
Inlf'lC'clOr (;C'nC'ral.

7. SIlMlntI f'i_IH'i"I.-iitl: ,...iI."ri•• C•• I. ,II."", ,Vrrrtt
.\'rltHJs &10" S,.t/nlls R".,;w "itltC;AOII-tRIJ-lIl-I"~.

Sc:pt. Z7. IWI).

H. (;"IJIW.,,", SltuIn, I ....s: lnulm·1."m·1 Nil/illt1 Olin
R,s.l, i. OrN""""'.' t(iA()/11 MIl·HM, 7Z. Au•. .\ I, IlIKH).

II. S",.""I.... 1.ntiNrs: 1./-fWIIIIio. 0."" Arrit,;/in of""",,y ,,,,,,.,,,,,., 7'nu1 (.,.", IGA()(IIRI>-lJO.8.U'S.
Sept. Z5. I'MI).

IO./Jrf""I"" ,'tIrJntII.-tlS: PritMtrr'"","CoIlfrtHn, "',ffims
01"",."t/tvIl./dGAO/IIMU·H7·4M, AuJt. ZII. 1,,"1).
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William M. Layden •

FOOD SAFElY:
APATC
SYSTEM Despitea sIIeofofIorJJJs and

reguIotions, tkguvtnlment•

stilllocJs alTJ compnllensivt

foodsofelypolicy.

A SSUME THAT mE ZSO million people in
the: Unired St."es cat thr<:<: meals a day.
That means the nation's food safety

policies diR:ctly aff"", Americans nearly 2741JiB;""
rimes a year-not including snacks.

These policies ha.. generally served us well.
Food is relarively cheap. p1enriful, and wholesome.
In fact. the: Unired States has generally been
thoughl to ha.. the: saf... food supply in the world.

W/U./AM M. LAYDEN ;S 0 sn;or tv%%r ;.,11,
FoodoodAgrial/loro//ssor Affll ofGAO's RtsOon:rs.
Co",,,,••iry. o"d Eco"o",ic fHwlop",nrl Divisio,,_

But pethaps it is not safe enough. Evety year,
enough contaminated food falls through the: safety
net to kill at least 9,100 Americans and make at
least 6.S million othen sick, aa:ording to resean:h·
en from the: Conten for Di..... Control (CDC).'
And that's only acute illness; the: extent of Iong­
term disease related to food is unknown. In
addition, the: social costs of food-bome illness, such
as medal cxpcn5C5 and lost prodlJCtiviry. are
sizable. estimated to reach hetween $4 billion and
$8 billion annually!

"fhe problem is not simp!y that individual
food safety laws arc not achieving what they were
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designed ro achieve. Rather. il i, thlllllOSl of these
policies were crealed one: by one: ro Idd"", specifIC
problems. nor in concert to achieve consistent.
broad-boKd pi.. Viewed in io entirety. the
existing regulatory suucture is inetrlCient. cumber­
some:, Ind costly.

More imponan~ il his IlOl kept up with roclay',
needs and aMlCCiib. Changes in !lcienritk and
medical knowledl\'C. node: Ind """'no!ogy, Ind
con,ume, de_phia Ind hehlvior hive
expanded the deronition of "safe food" in ways thlt
,,-ere: never envisioned when the policies "'''Cfe

n"1IIIJiott'sfootIS4frtJ Iorrs ...,.artIIt!t/.,,,,.,
IV tIIiIIms spmficpro/JInws, IlOl i" ""'"" IV tKIIitve
"'tISismIt. 1JmotJ-IJasedgoofs.

created. In rum. the public his hegun to nise
legitimate questions lbout the p",mmenr', ability
ro ensure the safest possible: food ,upply.

Mlny American' hive: hegun ro reali,.<: thlt
thei, outdated food safety system i, IlOl giving
them thei, money', WOIth. and the ... two deeades
hive seen many call, for reform. BUI the govern­
ment mult do more man simply improve c:ximng
programs. Rathe,. poIicymaken need ro rethink the
nation', ovenIl approoch to food safety regulation.
Only when they derone whal roIc: the p'emment
,hould play in food safety will they he Ible: ro
determine what Rep! to rake: next.

A _.tory's worth 01 rules

Although growers. manufacturers. and rerailers
rel2in prilliii)' ""JIOIl,ibility for the safety of thei,
prodllClS. the fedenl govemmen~ in cooperation
with state and local govcmmcnrs, keeps watch over
the indu,try. A1logethe,. 12 federalagencie' ,pend
about $1 billion a year to ensure the safety and
quality of the food we eat.l Two organi1.3tions
account for most ohhat spending: One is the Food
and Drug Administralion (FDA). which falls unde,

50 THE C'AQ J()UlNAL

lhe Depanmenl of Health and Human Setvia:s. •
The othe, i, lhe U.S. Depanmenl or Agriculture
(USDA), which includes rove: IIl'Cncies thaI add"",
food safety issues.

'1l1e feden! governmenl involves ioc:lf in
virtuilly III stages of food produerion and nwket­
ing, from raw agriculrunl commodity 10 ronished
produa. It sea standards for specific foods;
approve! eenain food preponrion equipmenl and
proceues; inspeeo facilities and products: sea le:gal
limio for chemical, in food and leSlS food for
compliance; regulaleS labeling and podcaging;
monitors Slate and local inspection programs;
cooducu raearch and consumer education effom:
nltes action agaimt illegal products: and monilors
food-bome iII_lnd other problems.

Obviously. ,hi, i. a mammoth effort. Some
6.IOOmeallnd poultry plano and more lhan
~.OOO food establishmeno are subject ro inspec­
tion by USDA or FDA. Aboul 537.000 commetcial
"","unnlS, 172.000 institutional food program..
190.000_I food stores. and 1 million food
vending Ioearions submit ro state and local inspec-
tion with FDA ovc:WgbL And the governmenl. _
keeps tabs on more than 70.000 _telyIlhe~
food prodllClS. 23.000 pestic:ides. 12.000 Inimal
dtugs. Ind thousands oradditi~ well IS
$22 billion worth of food Ind agriculture imports.'

10 magnitude IlOlwithstanding, thi, regulatory
system did IlOl develop under any nriorud plan.
I'rognms e.....ged piecemeal. typically in raponx
ro porricular health threao or economic erises. '1l1e
earliest fedenl food safety laws. passed in the late
1800s. addresxd such obvious PIOble:ms IS foIth
and fraud---for e....ple. preventing manufactums
from adding impure or imitation ingredients to
such prodllClS IS lei and bune,. Regulation, _

also designed to plOiilOk rrade; for instance. meat
and poultry in,pcclion WIS inaodueed 10 certify lhe
wholc:somc:ness of mea' exporlS. '1l1e rom compre­
hen,ive federal food safety laws. the Food and
Drugs Act of IlJ06and lhe Meallnspecrioo Act of
tcx)7. were intended to exclude misbranded or
adulterated products from interstate commerce.

Over the course of this century. food produc.
tion grew from a relatively simple. Iocali1..cd. fann­
lYclscd indusuy into a multibillion~llar enterprise.
As food production and processing moved from the
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home to the factory. the rcsponsibilit), for ensuring
food safety shifted away from consumers to pro­
"""""" retailen. and---in porticular_vemment
regulator>, whose role increucd suboantially.

At the !lame: time. scicnrim learned that food
could be contaminated not only with visible filth or
impun: fillen. but all<> hannful microo<Jlonisms
(such as boctcria. viruses, .nd fungi~ patUilCS
(such as upe.'Om1s): inrenrionalty or unintcnrion·
.111' .dded chemicals (such as pesticides. .nimal
dna~ flavor and color additives. indusrrial chcmi·
cals. or cnvironmcnlal conraminanrs): and natural
poi50R5 (such as the toxins in some (ISh). As
undentanding of food-bome hazards ~'. I<> did
concerns over food safety. AddR:S!lin~ one new
worry .fter .nomer, Iegisl.tors .mended old I.....
and cnacrcd new ones. Today. acenrury's wcxth of
such rules constitutes the complicalCd network that
is our food safety s)'5lcm.

The food safery laws have unquestionably
improved the safery and purity ofrhc nation's food
supply. But overall. the system suffers from its
Iongsllnding lack ofcoordin.,ion. The d07.en
federal agencies invoh-cd in food safety operate
under different mandatC5 and definitions. Too
often. they duplicate efforts in some areas while
ignoring others entirely. More imponant, their
standards of risk an: inconsistent with one another.

The most obvious problems lie in the di\'ision
of lCSpunsibili,ies between USDA and FDA. For
[he most pan. USDA oversees productS comainin~

meat .nd puul,ry. while FDA regul.lC5.11 ",her
food products. The anangernent is "'" quilC as
simple a5 it 5OUndS. For example. the N'O organiza.
,ions shan: juriodiction for egg products. FDA.1so
is responsible for producu containing leu than
.\ percent raw mea' or puultty as well as tbuoe
containinK less than Zpen:ent cooked meat or
puultty. And bach organi7.llrions moni.... donKsbc
.nd imported food for pulCntially hannful chemi­
cals. such as pesticides. animal drup. and environ­
mental conwninanrs.

Yet rhese rwo organizations oper8le under
suboantially differen, SlatulOty mandates. For
instance. USDA carrielJ OUt a massive "continuous
inspection' prowam ., sl.ugh.erhou.... which by
I.w mal' opera,e only when one of the depan­
men,'s 7.JSOfKId irupecron is on dury. USDA all<>
impem .11 meat and puultty processing plan..
daily. In conllUt. FDA impem faciliries under i..
jurisdiction. on avenge. once evcrv three to five
years. Due in port 10 budger COll5lllIin... FDA and
Slate i_rions coverless than one-fourth of the
nation's 50,000 food manufactun:rs, pocIteB.
plOC'C~ and warehoulCS each year.s

The differences in the two organizarions'
.pproaches mean that food prodUClS ..... pooe
similar risks may n:ceive widely varying setubny.
For example. canned lOOp containing man: than
Zpercent mea. _ essentially the same risk of
contamination as canned meatless 5OUp: in boc:h
cases. tho: heal'" hazards rest "'" wi'" the lOOp'S
ingredien... but wi'" the canning process. Vet
USDA condUClS daily inspection of the plan.
producing ,he lOOp wi,h meat. while FDA mal'
visi, the plan, producing the meatless lOOp only
once every few yean. Even withou, knowing whal
1e\'C1 ofsupervision is actually nec:essary, any
obKrver can see thar something is wron~ Eid,er
USDA is wasrinR irs time and money in daily
inspections. or FDA is pulCnri.lly .llowing danger­
ous products 10 n:ach ,he market.

Evcn as the inspectOB conccnuare on some
products. they ignon: ",her •..,.. ofequal or glCIter
COll<'Cm en.irely. Fish--<speciaUy shellfish­
C'.lused 21 percent of all food poisoning cases arising
from meal, fish. or puul,ry reponed '0 CDC
between 1978 and 1987,' Ve, seafood is no< subject
to mandatory federal inspection. In ot:hcr words..
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n,""-ftdmzJ."m itNoIvttIittfoot!SII/tt1
optmJr _"""tIijftmIIWIIIIIII4Its 111IIItAft .....
Too oftnt. /My tillplimk-t/frJrts rdiilt;guo; iiig
oilier (JrwJS ..lirtly,

the same: 1l'SlCm dw: rcquira continuous inspec­
tion 01chicken ptlICriaJly ignon:s tuna.

Thc inconpUtin hcnlun USDA and FDA
nte:nd wdl ~-ond their ;'lSplXtioI, methods. For
example. meat and poultry producu mll5t h..,c a
USDA"""", 01_-.1 fOr illOC'iltaOC saJc:. but
food produm under FD.\ jurisdiction gc:nc:nIly
",,!uire 110 prc-matkct cc:niflC2tion, USDA ",,'ic:ws
oomuuction plans for all manufacturing facilitin
for meat products. but non-mc:at food prod"""", an:

not ",,!uired to~ fnA about a p1an"s con­
sttuetion. or evcoo its c:xisrena:, And .-bile: USDA
has legal aurhoriry w eumine company records.
FDA don nor.As~· as 197Z, GAO noted lhal
this impoircd FDA's ability to prorect the: public.'
Olhc:r GAO and co,,'" ..... n:pons ha,'C
sugesred .... FDA needs additional authority to

halt the: dilcribution 01quo:srionabIc: produm and
to order ra:alIs.'

O\-er the ... ZO '"Ca15. many im'CSligators ha,,'c
docutnc:nred--< criticizc:d.--< inconsistc:ncic:
01 the: c:xitring anatlI""'COOL The: Sc:twc: Commit­
rec: on Go...:mmc:mal Affain rcponed in 1977lhat
the: division 01 responsibility hcnlun USDA and
FDA -has n:suhed in a regula~' program which
is of'ten dupliam-c. 50mCtimcs conuadicl:ory.
undeniably cosdy, and unduly complex. .. , Thc",
is no l'l1IionaIc. cxhcr than a historic one. to justify

maintainin~nm 5CpaI2te. inconsistent. and costly
systems for inspectin~ and exhcrwisc reJtUlatin~

production oI ..occssc:d food..~
While: the: dj,ision hcnl'c:c:n USDA and FDA

,"",'ide:> lhe: ""'" ob\ious cxample ofdisarray.
conflicu arc C\wnt rhroughour the food safety

.... -,.. ,..

sysccm as a whole. For inKaI'K.'C. FDA's proposed.
new Iabelin!: tulcs woold not apply to food ad,'cr-
risinJ:, which is controlled by lhe: Federal Trade:
Commission WI"C). That rnc:ans lhat companies
may soon be prohibited from making ,"'Cnain claims
on food packa~5. yet still make those claims in
ads. Anotbc:r namplc: is cancer puli<:y: FDA and
the: Environmc:nlal P,.-tm Agency (EPA)
follow contradictory iltaodonls. maodored by
separate la~ (or detennining the maximum 1e\,e1
ofcancer-eau5ing chemical residues allw'ed in
\'arious food products. III

Fedc:ral.".encics ha,'C dc:,'C1upc:d alleast 50
formal awcemenb to l,.'(J{)Rjinate rheir roles in
regulating food, BUI GAO and ",he:n havc shown
that many o( those arrangements don"t ,,·ork. Linle
has chanJP,ed sinc:c: the: Senatc Govemmc:ntal AfTai",
Commincc:',1977 report cited "an unrealistic
demand for cIooc: coopc:tItion _nIjlCncics
.-bich proceed under sulKtanrially difJc:rent
statutory di=rion and philosophies oIreJtUlation,­
In some (."a5CS. the report added. uncertainty o\'Cr
jurisdictions -has led to an CllCC55 01dc:fcrenc:c: and
the: failure 01citbc:r IIIC""Y to act cflCcri\'C1y in~
face: oIa regulatuty nc:c:d.-" _ •

Rc:c:c:nt coordination hcnlun VSDA and FDA
on lhe: new food Iabelin!: regulalions probahly
reflc:cred in pan tbe fact <hat USDA Sc:c:n:tary
Edwald Madiltln had belpc:d shc:pbc:rd the: law
through c:nactrne:nl when he: was in Con,.,..,.. in
1990. Such cooperation is ncx me norm. Thi, year.
GAO foond ,hal USDA and FDA failed to work
together in at leur two orher important arn.li:
dc:,'Clopmc:nl ofa database: on pc:sricidc:s and
cffortS to control salmonella. l

:

USDA and FDA do not ..........'CII wi<h each
other or with the: other agencies that shan: re:sponsi­
bilit), (or food safct)'. On an cvcn I1'KM'C ba.,ic level.
neilhe:r USDA nor FDA has i15 own boose: in onIc:r,
GAO reported in March 1991 lhat USDA lacks a
comprche:nsi,'c food safcry policy and plan. Thal
means not only that diffcrent USDA a~ncia may

•



USDA ntIFDA do IlOl.-# wII fIfiII;-" odw
or fIfiII; tile ..,.tIIJI!1Ilin ittrloItJttIi.foodSII/tt1. 0.
n """ .mr IJasi£ ItvtI. witIIer USDA~FDA
Itos il1tJettllmuei. onItr.
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be: ..uking at c:nm-purpoocs. but abo rhot USDA
is missing opportUnities to link irs \'arious agencies'
..uk. For example, USDA's...,ncy for animal
he-.lth (the Animal and Plant Health Inspection
Service) could be: ...orking..-ith i15 ...,....-y for
human health (the Food Safety and Inspection
Service) to control animal infcetiom that can
contaminate human food. IJ

To add to USDA's internal confusion. the
department must play two roIc~OIllOring

agricultun: and procc:cting the public. Since i15
creation in 1862. USDA has conc:c:ntrared on
helping the agricultullll indu!ltt)' produce a c:bc:ap
and plentiful food supply. But i15 emphasis on the
health cf the indU!ltt)' may ovel5hado..- i15 n:sponsi.
biliry ro ensun: the health of the COl15Umer. Critics
atgUC that indu!ltt)' pn:55un: can inhibit USDA
from "'orking man: aggn:uively ro reduce food
contamination or encourage: alternative agriculture
poacticu rhot lessen pesticide: use.

This issue d""" media attention in April 1991,
...hen USDA decidc:d ro poorponc: inaoducing the
"Eating Right Pyramid" as a n:placc:ment for the
"four Buic food Groups." a traditional consumer
dic:wy guide:. One goal be:hind the pyramid was
to persuade: cunsumers to eat fe...er hidl-fa~high­
cholesterol mea~ dairy, and egg prodlll15-the very
prodllCl5 that USDA has traditionally promoted.
While the Secretary stated that the pyramid was
",ithdra,,'n because it had no( been tested suffi­
cicndy among children and Jow·income Americans..
omers saw the nM.WC as c"idencc of USDA's
conflteting roles. After conducting more tests.

1K fOOl) SAftTY SYSl(M

USDA adopled a slightly aln:ted ,-ersion cf the
~Tltnid in April 1992.

FDA suffers from a diffen:nt problem: It is
buried be:neath several layers of bun:aucracy ..-ithin
tbe: Depamnc:nt of Health and Human Services
(HHS). A1thoudl FDA's jurisdiction over food.
drugs. and medical devi<...,. affem Z5 cenlS cfevery
consumer dollar, the~ enjoys less indepen.
dence than ocbe:r agencic: such as the ~-..C or the
EPA. rhat deal with consumer health i55UC5.
Aa:ording ro a 1991 R:pOft from the ~:m.-.rds

Cornmi~blue-ribbon advisory panel named
for i15 chair, former FDA CornmisaionerCharIn C.
Ed..-ardo-FDA confmnlSun_ borriers in
such cucntiall aras u hiring 5Cnior executives and
scientisrs. acquiring facilities and equipment.
....nging for international trave~ and producing
publications on public bc:alth. Such impedimen...
the committee: mainlltined. diminish FDA's
aurhority and prevent ir from carrying our irs
responsibilities.•4

The disarray of the food safety system has not

gone unnociced. Bills ro """"'" particular poobkms
have cropped up oa:asionally, and Congras is
debating IOmC of rhesc issues now. SOIl. ir is
becoming increasingly obvious thar incn:menral
anempts ro shore up weak poinrs won'r address an
underlying problem ofthe system: i15 inabiliry to
adapt to changing circultl5tltnce5.

While the food safety system was initially
duigned to find and deal with such problc:ms as
outright fraud or grossly unsanitary pracrices. it is
Ius ...ell-pn:pan:d to addn:ss the troubluof.­
importance today. ScientifIC undemanding of food·
borne: hl7.ard.. <c,chnology for producing food,
consumer dem~phicsand cating behavior. and
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the public', expectation, of the S)'St<m have all
chanFi since the major links in the netWOtk wen:
esublished. That netWOIl<, """...... has failed to
keep pace with these changes.

N.w' ,.....
Of the various sources orfood conraminadon.
microbes probably pose the gI<Itest risk lO human
health. Hattnful microbes in food cause neatly all
cases ofacute food·borne ill..... in the United
Set... each yeat. Because many cases go undiag·
-. the aetuaI ligute is probably much highet
than the conservative ligute of6.5 million annu·
ally-ot least Z4 million. acootding lO an estimate
by offICials at FDA."

J"""""",,,,_pIS to sMJ" .p IIIttIIpoilllJ 1>0,,"
addrrss till .wIt,";IIKpro/MillO!IM.,-: iJs
illtllJilily to """PI to ......'Wiag an:rt/llSl4llaS.

Most people have heard ofsalmonella. But
scientists have lately identified other harmful
organisms. such as listeria and campykJbacrer. as
seriou, th...t>. That is partly because scientists
have better ways of detecting microbes, but it
also reflects ttend, in food distribution that leave
products vulnerable in new ways. For example.
we depend on refrigeration lO keep food safe in
transport. bur the listeria bacterium can survive
refrigeration. ElICh year. lisrerioJis Krikes about
1.850 Americans: nearly one-founh of those people
die.1ft Similarly. campylobacter, the &eading cause
ofhaeterial dianhea in the United Set.... tends 10

cause illness only when it reaches high levels in
food. Development> in packaging that allow longer
food storage may enable the haeteria 10 grow to
dangerous proportions.

Even more wonlsome is the appearance of new
or stronger strains ofcontaminants. A generation
ago. an uncrack.cd egg was assumed to be a
bacteria-free package; ICli!;islarors responded by
requiring cntckcd cggs-porcntially infected with

salmonelll-<o be used only in cooked products. •
because cooking destroys salmonella bacteria.
Today. 00........ at least one strain ofsalmonella i,
able lO pass from an infected chicken lO a develop-
ing egg. so that <gil> perfect lO the eye might still
be conraminated. lneteased use of antibiotics in
meat and poultry may also _ the develop­
ment of resistanr strains of b8cceria.

While scicnrisrs believe microbes are roday's
chief food-bomc: th...... public attention tend,
10 focus on pesticides. animal drop. and orhet
chemicals in food. Chemical tesidues may not
make individual, fall ill immediately. but some
people suspect them ofcausi"ll cancer. hinh
defeas. and orhet pooblc:ms.

These types ofconraminant> can provoke:
outrage far out of poopo"io" lO the risks they pose.
That is partly beca.... many American, view
chemical contamination as an unnecessary risk.
imposed on an un,uspecting population by food
manufactuteB who profit from the use of the
chemicals. This peiC,epOcM sur&ccd in rwo
episodes in 1'lll9: lirst when consumer lIftlUps
objected lO the use of the pesticide Alar on IfIPIea
and Iaret when import inspectors fuund some _
Chilean grapes IlIinted with cyanide. While no one
became ill in either c:ase, both episodes damaged
consumer oontidencc and caused severe losses in
the marketpIaee.

Yet for the most pan. USDA', method, for
inspecting meat and poultry cannot detect micro­
bial or chemteal conlalTlination. Sundard inspec­
tion procedu~lIing. feeling. and looking at
the produet~ate from an earlier era when easily
idenritiable conditions. such as obvious disease or
spuilage. we.. con,ideted the chiefdange.. of
these food,. BUI today. ,uch visible problems ate

minimal compared [0 me invisible rhrears., which
can be detected only through laboratory analysis.
USDA', grading standud, for produce ate equally
out of date. relying on criteria rhar are mostly
cosmede and therefore may encourage excessive
usc of pesticides.

Even iflhey had lhe teSOUr<es 10 try. USDA
and FDA could not identify all food, with illegal
chemil'3l residues and keep them from reaching
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rhe consumer. The pcmmcnl has no uoeful
method. for detcaing many of rhe raid.... iI is
supposed to monitor." Even wheredcteaioh is
possible.~ _ simply 100 many produca 10

examine and 100 many ...-ni....... IOchcd< "­

in rhe limited lime IJef'<R rhe producr is ..... and
ea"'n. The goYCInmenl is seeking bcua ways of
sampling and resting for raiducs. Bur for _.
p"CIIlmenl inspcclion may provide .............
of SCCllriIy 10 _ COIl5IIIIlCI5 ...... bcIicwe iI
means prodUClll_ fn:e ofall conwninalion.

I : ..... tel•••: ..,

Technological adnnces in agricuku", and rhe toad
processing indU5lries haw: made iI possible 10 oIrcr
.Iatr:er _1aIion • toad supply _ is c:hcapcr.

mooe varied, and man: convenienr in rhe
early 1'lOOs. ycr ...... ofrhe same _ haw:

dramalically expanded agricukund prodllClion­
pc5licides, fcfIilizcn. and animal ckup-havc
rhemoel..,. become: cauIC for r:ona:m. Ra1cnr ......
mcam 10 '" _ newly illlJOduocd ........1<0

_ ..re 10 haw: had rhe unilllCndcd cfI"cct of

C 'I Ie. a C ,., ..1Iia , '. hfw.O 1IIIIcd
FDA 10 aobli", _widI ia _.
_ flCIleIicaIy .....=cd 10 IaIIIin finn
dwin«shipmcnI. FDA is IIiII ""'ic.............

f2, ... _••••__.....r ••• .Iw

F0«1 i• .,."...fJfDttI/aIb "'*fr- "" tnt ;"
aobot visiIJIe disetIse orspoi/tqJt",,",",' ,.aJ"
mil!tItnttP's. TDtItty's iIIvisiIJIe"'-ts _lie

dtttatJt/011"."'" Woo =.., iIIIIIJpis.

discouraging rhe dcvelopmcnl of..rer chemical
produas: manufaau.... and consumers insread
slick wi'" prodUClll _ wen: "flPIO'"Cd under
older..... 5Iringcnl 5IandanIs.

M,rllanical improvemenrs ha\"C inuodlK."Cd
rnnd ..rcry problem.. 100. Tradiliona1 il1lljlCClion
methods canllOl keep pace wi'" high-speed
cquipmcnl dial allows only • ,..,.. seconds rOf
inspectors to examine each pic:cc ofmeat and
poultty. And the inabilil)' or il1lljlCClOfS 10 dcrca
microbial contamination becomes even more

•

As rhe cia..........01.__e:to.F. ..
docs ia risk 01.--. ""'" Ie ....__..
immurwxtw,,,,..i . '--No IIpidIy ...-c
gnMlpS .-c more vuInenbIc ID iJud.bca...~
......_. hcahhicr peopIc. Eorio«_ib
aIoo shift widI cia.......... F.. .4
Amu....., C8I aImoR60 pcKEM __ KIIiIod ...

...... rhey did 10,.... ..... pMIy bcauac 01
growing numben oIminori1ics and scniarci',;,,'as.
...... consume high .......liood 01 fish.• Risk ...
ihu ' ......"',. as...rood is higllIy__
tibIe 10 mnraminaI:ion..

Owl...... in lifcsryIc make. dilJauilXO !DO. To
mccr consumer demand for ......,.. , n:ady-
IO-Cal roods. manufaaurcn..., pock.........
types of food than C\"CI' in con\aIicnr bmL
Consumers. raking for pmcd _ aD pock g ,
roods an: ..re. may <wcrtook dau:tiuld 10 n:frigcr­
ate containers or to stir foods during rniaowa\-e
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l.'OOking--5tcps neccMary to conrrol microbes in
cmain products.

The nend toward caring our adds (0 risk 15

...ell. USDA c:stim.,es ,h., .11l1OSl h.lf lhe monel'
l'Ol15Umen spend on food now goes [0 mcal§ and
.nacks .....y from home. At lhe same lime. budRCI
COR5U2inu arc limiting state and Icx:al inspections
of retail food operIlioo•. Underi...-u:d c:stIbiish­
mcnrs. such as Klf.-sef\'c counten at~ry IfOI'C'S.

run an incf'eascd ri!'tc: of food l'OOraminarKMi.

A-WlU _ illl7POSirrgl, ._rtoftile
iMponnrr oftooIillg-'storillgfoot/propnfy.
FDA tstiMII'" lUI JOpnmtloffoot/-IJorw ill",..
iltlXJltin IIIfSII/efoot/l10""/illg i/l tile /;0l1li.

Aod mUI:h of lhe responsibility rest5 wilh
consumen rhcmsel\'t~s. E,'en as Americans ha,'c
be<.'OIllC funher ..,1llO\'Cd from the !ou""'" of their
food, lhey h.ve developed wh., may be • danRC'­
005 dcpcnderK:C: on orhen ro cn!lure the: !&lifer)' of
their food. In general. Americans seem increasingly
una"'aI'e of the impona.nce ofcooking and storin~

food properly 10 destro!. microbes .nd keep
contamination from spreadinK- FDA e5timates that
.lO percent of food~bomeillness invol\'t~s unsafe
food h.ndlin~ in Ihe home.

Grea.er .............

In this l'Cnrury. di5CaSCS caused by nurrirional
defKic:ncy-5UCh as beriberi, pell.wa. .nd
scul'\ry-ha\'c almost disappeared. HCM'CVcr. in
their place. we have seen a rise in problems linked
to dicta')' c:xcess. such as heart disease and cancer.
While OIK:C people worried ..bout ~cning cnou~h
(:-alories. protein. and fat from their food. health
professionals 00'\' "'am against eatinJ!: too much of
lhese substances. especi.lly f.,.
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In lbe wake ofthi• ..,v"""I,llOIllC federal fl.e
quality ...ndard> appear panicularfy ouldar<:d. For
ill5lln<e, under USDA'. dccade'-<Jld rankin~

~...em. the "besl"1\IIdc:s of mell-f'rime .nd
ChoK:c-arc th()K with the hi~t proportion uf
f.,. Simil.r1y, the: definilioo. for buner,l-hc:esc:.•nd
other food. prncribe l'CRain level. offat. whic:h
means that kN··fat \-c:nion!5 mUR he labeled a.li

"imillliom." The: propo>ed I.belin~ chanRCS
int.iudc I'e\'ilion! in !5CKnC of thcK Mandant!.

Gn),,'in~ c\'idcnt."C !5U~t!5 that o"cfllil dictlr)'
beha,ior ha., far """" impact on health than food
l"OOtaminarion docs. For cxample. varioul RUdin
"";mate that pethap> onc:-third of.lIlJ.S. CII1l'Cl
deaths may be diet...,lated. In oonlllSl. chemical
additives in f~uch as coIorings.nd _.­
tives-may oontribute 10 less than I pen:enlof
can<er dc:atha." In other wonk, mndifyinr; dietary
behavior rrUPI oontribute """" ID public health
than eliminarinr; all intenrional addirivea from food.
II r<:mains an open quc:stioo exacdy whal role the
government can. or should. play in ovcnccing
Americans' food cIIoico-<tncI wbetbet oonsumen

will demand thaI the_'lly ID ratrict •
"unhealthy" fonda a well a "unaafc:" ones.

The plobIc:rna of the food safety netWOrk ..., fiIr
100 brood .nd varied ID be solved with nanowIy
IIrgeted correc:rions. Real improvement will requi..,
1arRC-teaIe ..,fonns. These: two steps would make I
good beginning:. . ..... _w............
......,.. J 's Is, Any change should
begin with the two organizationl that lhare most of
the responsibility for food safety, USDA and FDA.
The: govemmenl has .Iready ....en llOIllC steps ID
clean up intemal probk:ms; in re!pOIIX ID GAO's

•



• pro/MrrIs ofINfootl JOfdJ_~ ofPfor

too IJrooiJtnIIIr;oritr!to '"soIvtrJL..;t!I l1li""""
IOrpirorrrrtNJlIS. Rroli",~ rill""",i"
Iorw--" tr!OrtlfS.

•

n:commenda,im.. the S"''''''O'Y ofAwk...I,ure
annuun(:cd in SelKcmber 1991 dw he wou&d name
.. commission to l.'OOsidcr hc.M' USDA can better
manaKC cms.'i-eunin~ issues within its own walls.

A., fur FI)A. ,he: 1'1'/1 Ed..'aru, Cumminee
report recommended clcvatinR the .l"K.1,·s status
"'ithin HHS to put FDA on a par "'ith its com:­
.pundinJ: reJ:Ulat"'Y aJ:Cncics. ,u,..h a., EI'A. n'C.
and ,he: O,.."upa,iunal Safery and Heal'h ~n<'Y.

The <-ummincc also propused 'hat if HHS failed '"
art. ConI:"'" ,hould <"",ider rcmuaurinJ: FDA a.,
a frcc·srandinJt cxa.,ni\l: agency. HHS and me
administration, hm\'C\.'Cr. recei\'ed that proposal
"'jth linle enthusiasm. Meanwhile. ConWCM is
'.'onsidcrinR IcKislation to enhance FDA's enforce·
mene aurhoriry.

R"""vinJ: ,he: in'ernal problems of USDA and
FDA is just the bellinninl!- Policymakcn m.... al...
deal with the historically inconsnrcnt rreatment of
fuod ri,k, 11)' ,he cIu7.cn aJ:Cncics involved in food
safer)'. as ",ellIS the ways in which they work~
<too'l \\lK'k---iogc:rher.

One alremari"e would be '" comoIidare food
safcty functions into a single agency. with all
ach\'jrtcs canicd out within a unifted framework. In
fact. in 1977. the Senate Commince on Gm'em­
mental AtTairs fCl'Ol1lmendcd uniting federal
respon,ibility fur food reJ:Ula,iun un<lcr FDA and
clevating that agency's status within irs parent
department. "Appropriate o\'crall or~ni7.ation of
the regulatory structure can help ~vcmment to
operatc at maximum ctTtcicIK.), and economy.
a\'oiding cooflicts and duplication ofefTon." the
Committee nored. "TlIis is cspecially n«:cssary in
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times sUl'h as the prcM:nt ,,-hcn money fiN' new
pn~ms is in shon supply. and the only opportu­
nity to finance ftC'" initiati\'(~s is 10 $I\'C: rnoun....."S

~' raJUlinK inctrK.icrK1'. waKc:. and outmodc:d 4.N'

unncceuary cfTorh."31

In respun!IC to that report. GAO stated that the
t.·UfK.'Cpr of t:onsolidation had "'onsiderabk:: merit
but mat more: "uk was needed 10 detc:nninc
"'hcrha to coo5OlKlatc: food g~' rnroosibili~' in
FI)A urcreare some new fcdcral en,iry." 'Iba,
remains the: "'a..'IIC. althuuJdl "'onsc"idation has hccn
su~cdmany tirrtes in the yean sinc..'C.

• ' ,. "": he.,- ......
_ .. , .',.',' ),(jm'ern-
men", modi'imal approodl ,u food safcry has been
w inspa.'r finished prodUlU. Rut a.. FilA ha...
nored. '"Quality t.-annor he inspa..1cd into a pnxlttc.'t.
If a qualiry produc~ i. '0 be produc'Cd. then ,he:
haic manufaaurinK system musr he designed to
eRsun:: its production."u

Tbe <.isrinJ: inspccrim sy1tCIIl i...... only
c:xpensive and inadequate. it is al10 counterproduc­
,ive. Fifteen yean allO. GAO found 'ha' the mere
presence of USDA inspeaim may di5l......_
industry from building quality and safcry in'" i..
uperarim.. because plan.. have oomc: '" rely on
inspectors to provide qualiry coom.t.!.I

GAO and urhe:n have 1unJ: n:commendcd 'hat
daily inspcc~im of mea' and poultry proc_inJ:
plan.. should be phased OUL Insrcad.!lOVCmmcn,
must formally paSo' 'ha' responsibility. and in ........
to indusrry. A recent internal USDA report aha
affirmed thc need w shift f'ClIponllibiliry to industry
for prudueinJ: quality meat and I"Mlltry pmduc...
and to redirect fc."dcral raoun..-es to public health­
oriented objc:crivC5.!~

Under~ arranRCmcnts. the "wemment
wuuld t.'Ontinuc to set standards fcM' food. but it
would require industry to develop its o\\'n quality
"'ontml systems. Federal reltlJlators woukl approve
and audit those syKCm.... and ,,·ondtK.1: occasional
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unannounced impections. penalizin~manufactur­
er! for noncompliance when neces.ury. Such a
strategy would make far better UK of limited
resources fM'N' wasted on inefl'ecri\'C: impection5.!~

H""ner. FDA and USDA _ finding it
diffICUlt to shift the burden onto indu~'. In 1'llllI.
under direction from Congras. USDA proposed
rcdut.'Cd inspec..'Iions at meat and poul~' proces5in~

plants, but the proposal ""'.." IlOt ~"Ol'Id I'"'limi·
nary testing. FDA "lMJld like to adopIsimilar
apptoaehcs. but is handicapped hc<ause it may bid,
the necessary authorit),' over indu,~'.

No ,,_«III POrrJIIl« tile /HIri/] oftvtrj IIiH
A-w..18h. TIle,,_-m to fIU"rts_
ItuIofSII/tIJ rdIi" lJmtgflailJle tIIIHIflIl to res""""
to~ titr:llJflSl4llaS.

Such rd'onns as _nizing the food safety
nen","" and n:stnICturing the inspection system
...ould help. But as useful as these changa might
be. they ...ould. lik. earlier improv.ments, pmvide
only temporary relief URn they wen: made in
concc:n with a comprc:hensi\'C national policy (or
food safety.

To hegin with. poIicymak... need to define the
federal government's mission concemin~ food
safety and quality. Because no sysc:cm can guaran­
tee the purity of .V.f)' bit. American. take. the
O\'erall goal cannor be to 5CC'k an unattainable.
immovable ideal of amotutc protection. Rather. the
system needs to ensure some level of safety while
being ncxible cnough to respond (0 chanRin~

circumstances and expectations.
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In sctring objecti,·... poIicymak... needt.
w.igh the importance of known phy.ical ri....
(such a., bacterial cunramin.uion) IIK8insl perceived
ri.... (.uch as chemical rnidues that may pose
rdari\'C:ly little hazard but still aroux consumer
outra~ and (car). They must am dct:erminc: jUst
what "ufc food" means: 15 it "food that will not

make you .ick." or "food that docs not pose long·
t.rm hll7.lltd.." or "food that ;. good for l'Oll"? At
some poin~ lhe desire to ptOtCct indi,'idual. from
danger clashes with pcnonallibc:ny and rcspotI.i.
bili~'. not to mention free enterprise. This i5.'uc
...i11 he.:o",. panicularty apparent a. fcdc..1
ancmprs ro~n <KIt harmful subscances C' :oI,'c
into efforts to promoIC "healthy" catinlt-

Gi\'cn a clear mission and objectives. the next
...p ...ill he to decide how much lhe nalion c:ln and
lhould in\'~t in food !ilIfet)' and qua!ity. If ,."uneRt
""ods conrinue. funding will only get tighter,
real fedenl spending for food safety agencies has
generally cIc:cmucd .ince 19l1O hile _Ioach
h..'e grown. Still. adding fund i11 not in i...lf
solve the ptohk:ms. Policymakcn must focus their
efforts on ~in~ the most from me nation" ~
in\'e5tmCnt in food sa(~ and qualiry-tl~
that alfTtOH c.:crtainly will involve reor'KIni1.ing me
system's approech and !KfUC(U~.

Finally. the pcmment mUK develop ways ro

measure its ........... At """""~ regulators
generally monitor an agency'. performance hy
keeping trICk of what it does. nor what it achieves.
For example. we know how much meat and
poultty i. in.pc.:ted. but we have no dara on
\Vhcthcr that inspection really p«:vcnts illness.
Without real rneasuremcnu., no one: l'an tell
whether the nltion is 5pending it, food !ilIfcry
resoun.'C§ wiscly.

These issues ha,·. ycr to he R:llOIvcd, and the
Durions arc by no means clear or easy. Each
question raises new ones; uhimarcly. food policy
(Ouches d01.cns of orher major issues. ran~n~ from
inrcmarWnal rradc and cnvimnmenral poIlurion ro
agriculture and public health. BUI al hose. if

•



fJpoIit:yttItIhn""Iy _., to ts1IJlJI~ a lOfISisInt,
tIIIIi t:fJS1-tjfraiut apprrxllll to ms.rillgtItt SIIftty

ofallfoods. "'" _lISt bmJl 0fM'Jfr- tItt kgaq
ofdiso","allll m!ri.1 tlttirpis.
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poIicymaken truly want to establish a coosistent
and cost-effective approech to ensuring the safcry
of food. ,hey must break away from ,he legacy of
di!OOlc:r and rethink ,heir pIs. Wirhou, ,ha~ any
reforms will simply further confuse the compli.
cared patchwork we call our food safety system.•
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Jonalhan Komi

SAVAGE INEQUALITIES: CHILDREN
IN AMERICA'S SCHOOI_S

.\'tT l'od: (.'f'Of{". /99/. 161pp.

n.r RoN" err.

E.·eIY day in Chica~. 5.700 children l'OlRC to
schooIlO find they have no lcacher. In New York.
blad(boards arc "so badly cracked [hilt tcal'ftcrs an::
afraid w let students writc on them for fcar they "'ill
cur themselves," In East St. l..oui~ schools ha\'c
been shut down repeatedly .'hen "sc",a~ f'kN'cd
inro the basement, throudl the fluor. then up into
the kirf.'hc:n." In the inncr-ciry schools of \\'hi<...h
Jonilthan K01.ol writcs.. cdu(:arKm takes a bac.:k scat
ro sunrh'al.

'Illex schools may have as many as 39 children
in a class and dropout rates as high 15 86 percent
Gyms and libraries often double .. classrooms. with
K'vcral clas5cs held in one room simultaneously.
Yet in nearby suburbs., Kal.Ol ob5crvcd classes as
small <IS 24 srudcnE5-Ol' eyen smaller for !dowcr­
learning children. r....._.CowIl1ry described ooc
suburban school .. a "huge. well-equippcd
building. which is immaculately maintained by a

RORf:RtCf:f:N is "" ff)1I/lil//{Jr cod;,,/! (In

rltiltlmt's ;sslln ill GAO:f H.",,,,, RrsOllTrrs /)it,'is;all.

custodial staffof48." IJropout rates an: .. low as •
Z pcm:nt: .. many .. 93 pcm:nl of studen..
continue on ro four.~'CU colleges.

KU1,ul uses these l'untr-Jl'ts (U illusrr-Jfc the
"snllltC iOi.'"qulIlittes" of our public schoul ~'stcm.
His lIlXumcnt is simple: Rc.........usc public !'il.:honl
fundin~ l'()fllCS primarily fmm kx.....1property laXLOS­

;I dir«""t rcfk."t.'1ion of10l:al ,,'c-.llrh-rkh suburban
nciW-borhoods h,l\'c "'ell-funded schonls. while
impm'crishcd inncra('i~' nci~hborhoods h,l\'c puurly
fundt:d S(.'huc.ls. Murco\'cr. KU1A.I lIfRlk."S that ,.....ial
diS(.'riminarton is ;I major fal1nr maintaininR this
fundinR struc.:tUR:. Be t.'ondudc..-s that ,,'C ha\'c nut
pn~..:d mud, .inc..... P!nsJ <'. fn,;..... the ,_
lNJSC that allowed sc~rc~tcd schools for bl:k:ks as
ltmR as they ,,"ere L"qual (U those pnn,jdcd fhl' ",hites.
Fur hlad, and while d.ildren today. lhe puhlic
..'hooI system remains separate and unequal.

1\00..oI'S l-hief ......mplaint f.:onccrns the "a":IARC
machinery hy which we finafk.'C publte L-dtk....rion...
Slate c.:ontriburions, ",hieh lK.'c,:CNJnt (or only about
halfas much of puhlic schl••1budllCt' a.. do 1ot...1
funds. h"'e ltCocrally failed lU make up fur 1ot..1
\'ilriations in ,,·alth. The (ederal c:..'OOtnbution is •
c\'cn smallcr. This sy!lcm has k:d [0 ",ide (undin
disparities hcnn.-en the inner cities and the.: suburIH.
For example. in 198R-H9, !K:honh in Ne", York Ci~
RX.'Ci\'ed an a\'craKC 0($7.m pcI' student. ",hilc:
those in nciW1borin~ Manha.uet RX.'Ci\'cd more than
$15.000. Schools in Camden. New Je""'l'. ""....i,'Cd
an a\'cra~ 0($3.538 pcr student. whik: the fi~re for
nearby PrirK:ctnn was over $7,700.

The numbers speak (or themselves. and K07.o1'S
\'ivid de5t.:riptions ofdecayin~ unsanirary. and ill­
(..'(Iuippcd inncr,:ity schools dc:moo!lr.uc that they
are in no shapc to scl'\'e our children. If K01.ol had
simply documented the drdmatic disparity in
fundinJt and the d(..ocrcpit c.:ondition uf these !K:hools,
he "'ould ".'enainly JtlIin many allies. But he ~0l."S

much funhe.:r. advancinR a populist ar~ment that is
likely to alienate more ITHxle.....te fC'.I.dc.:rs. ",ho may
sec his critique as unfair and exa~er.l.ted.

Notin~ that some pcnple defcnd the current
school financin~ structure as "the sUl'\fival of the
fittcst." KU7.U1 ar~ucs [hal "j[ is more :K.'Cu.....[C [() call
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the ~u"'ivillof the children of the fincsr-or the
most favored." OuOl:in~John C;oons. aurhcn: and law
pmfCSJOf at lJnh'crsiry ofCalifomia. Berkeley. he
mainrainN that me: frc,,"C."dorn of the rich ro ~i\'c their
l.-hiltJrcn "preferential cduc.....tinn. ilnd thcrc~'

ochic",; the mmsmission of ad\lanrilKc hy inhcrir­
'lnt.'C. denies the children ofothers the freedom
inherent in the notion offR:C enterprise.... \\'hat
dcR'K)(.T...·y l....nno( IUlC'r.ltc is an aristul.Tal~· paddc.-d
and prot:L"t.'1cd hy the state itself from (.'ompcrition
fntm below." Kw.ol hlames the ~",cmmcnt ror this
unfair adnnta~ afTnnk.-d tel the rich: ~)\"cmmcnt.
after all. "cJoc.-s assi~ us m our publtc schools."

K.n1.ul asserts that (undinK for the SChCK.ls should
he c."tilial. (w c\'cn n..-distriburh·c. \\'irh n\.ocdy
sdt••,es R."\'Cil·inK more funds than their ""c..llthicr
l.'utmrcrpans. I wonder. however. whether the
fundin,K dispari~' itself shcttdd l."ommand our
attention. Onc miRht ar~uc instead that wc should
ensure that all 5l'hools lIl"hic\'e a certain base
srandard of performalk."C that is sufTll.wnt to

pmdlJl.'C l.'ompetent srudcnt5. Thill alR'M)§t l."Cr·
tainly would lllC'.an funnclin~ more: money intn

M'J1O"crishcd sdlouls. but it would nor nc..'t."CSsiratc
.-.uali7.inRfundin,K lIl"fOS.~ all 5litools.

K01.01 does nor l."unsider whether other inter­
n:ntions-bc,KinninR with somc chan,Ke in school
financin,K. but ,KOin,K ~'und that a.~ wel~id1t

help inner,i~' !iChoois :achic\"c bc:tter rcsult.~.

IlookinR scrktly at the money ,KOin,K into thc
schools. he l.'oncludes that the dl.'Crt.ocd "founda­
tion" (the minimum 1c\'cI of school fundin~
csrablished by each Hatc) is typM."ally too low to

p"wtdc :II truly~ education" He maintains that
if our Roal is to make sure a "child of low im"ol1lC
Il.-anI enter into cquall.''Ompctition with the
children of the rich. then the foundation Ic\'eI h....~
to be: extremely hiRh,," In othcr words. he finds
the disp;lri~' itsclfto be the pmblem.

Km'.ol documents the almost absolute r.ldal
scRJ'C~tiun that exists bcn\'l.-cn inner..d~' and
suburban schools. and he l."OOCludes that r.lcial
discriminatiun has helped maintain the unfair
systcm of public-schnul financinR. Huwever"
K01.01 himself 1lO(1."S that schouls in many JX.lOr ruml
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white l."ommunitics suffer fmm thc same di$ld\"an·
taRCs as those in thc inner l"itil."S" This would
SU.Qtl."St that SOCKx.'t.'OftOI11K: flll1:Ctr.ri" re:,K:oIrdk.~s of
ral."C" may he n..·sponsiblc for inequalities amonK
Sl.-huols. K01.01 offeni no l."Oflvincin,K e\'idcrK."C fcN'
his l."ontention that nidal discrimination is the tmc
ClIUSC of the disparities, In flk1:. he dismis."iCs the
issue: "Whether it is ra"C or da.'\.(j that is the major
filCtOf in denial of these l."hildren." he writes. ""the
(IUl.~tion always strikes me as 3 scholar's luxury,"

Whatc\'cr thc rt......lion. thc public: sc...hool
financin~ ~1"Stem's appare:nt di51"limination a~inst

the ponr has led \'anous RJllUf'!' to c...hallcn~ the
system's l."Onstinnionali~' at both the fl.-dcr.al and
srate Ic\'ds. Thc fiBt notcworthy l."lISC Ol.'t."urrcd in
1971" when a distric..'1l.'(mn in San Antonio held that
Texas \-iclb,cd ,he Equall'lUCe<.'ion Clau"" uf ,he
U.S, Constitution. Tbe Supreme Omn overruled
that decision in 197,,1. with Justic.:c Lcwis Ito,,"'C1I
writing that cdUl."ation "is nor amooR dtr. riRllrs
.ffordc:d c>qJlicit ptole<.-tiOI1 unde, our Fc:dcral
Constitution." and that in l"lI.CS involvin~di~ri..
tics in wealth. "the Equal Prurcc..'1ion ClaullC docs
flO( require: absolute equillity."

Unlike the U"S. Constitution. ~'c\'er. most

Hate l."Oflsritutions make speciftc refereoc.."C to
public cdlK."lItion. Sioc.."C the 'I 'exas decision.
ad\'Ol."lItcs for school financinR reform ha\'e 4..'On­
l.'Cntratcd their ch..UenRCS in the state courts, Mose
notable is thc Califomi.. decision that fcmnd that
the state's financingschemc violated both the state
and fcder.all."OIlstitutions" A nc,,"' fundinR system.
cnac..1ed by tbe Ic,oslature: in 1977. promkcd voc:er
ootra,KC.lcadinR in 1978 to pa.~~RC ofl)ruposition
13. iI referendum that applied a l."aP on taxes and
cffl."C.'1ively restrK.1:cd statc fundinR for nil school
distrK.'1s" FundinR to R'M)5t districts in California is
now nmdlly equal. but Califi)ff1ia r.mks 461:h
amonR thc 50 st.ltCs in the share of statc int"CmtC
that ROCS to public cdul.N.ltion" and its avcr.a,KC dass
Si1-C is the largest in thc nation. Mcanwhilc. K01.o1
notes" affluent school distrK.'1s in California havc
crcatcd tax-exempt foundations to channel
additional moncy into thcir 10l:al schools.

Komi is a passionatc writer" but he is neither a
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social !cienrist oor an educatioo policy analyst.
Throughout the: hook. he mentions and di!OOUn..
man~' education policies and theories. 5Ul-h a.'i
m'J(IlC't K~hools and teacher compe:t(;I\(.)' tc~ltinJt.

but ofTen little c\'idcncc m explanation for
di.missing them. The: price: KozoI will pay for hi.
lack ofanal)"tical \;gor a.1d hi. UK ofa populist
rhetoric is that his basically sound argument~tuu

the financing snucture for public schools is unjust
lind needs reworking-may faU on deafcars. -

LIGHTS. CAMEIL\

Stephen Hes.

LIVE FROM CAPITOL HILL! STUDIES
OF CONGRESS A!,jD THE MEDIA

WoMi""••: SrooJi.p I.s';",,;••• 1991. 178!'P.

S, F.I,"Gri/fitft

Given C-SPAN coverage of HouK and Senare
proceeding>, expaaoled 1oca1'1V neW> hroadca....

f"UU.ER GRIFFITH is 0 fJII/J/ir offoin sfJtriolist i.
GilO. Offia.fP.1Jlir !iffoin.

and~ngcongressional pm> staffs, few~
would dispute rhe: imponana: of the: media in
American politic>. Yer in 1M f-""" ('.opitol Hill!
SIIIIIin.f(.'o1f/lTFSS 0l1li tftr iI/Mia. Stephe:n H""... a
Brookincs Institution senior fcllow and IonJit.rimc
media ob>c:rver. debunk. rhe: myth••urrounding rhe:
power of rhe: sound bite.

Takin~ iI5 his theme: appeanlk.'C: \'CBUS reality.
Hess makes a JtOOd claim for the relative "unim·
ponancc" or the press. Yes. an elite KfOUpof
network anchon: and newspaper columnists h.\'e
become: household name>. But Hess penuuively
~ that the press's aura of'pcN"CI' is mosdy an
illu.ion. as demonstrared by the: low statu. amlally
accorded c..'Onweuional reponcrs. Hisstron~r

point i••har both Member> ofCong<es> and ~port­

en themlClves o\'Crcsl:imate me extent and li~ifi­

ana: of releviKd political CO\~. While mKIer>
mi-'r nor agree with Hess's conclusions. his
thoughtful analysi. don arxuc for a new \icw of
the ~lation.hipbetween politic> and the media.

Hess becks his contentions with \duminous.
""II.<Jocumenred original n:oean:h. Thirty-five
tables sum up extensive survq' work on me~
~ristic> of pm> K<tCtlItic>. Washington~ers..
and televi.ion coverage of the Hill. The hook'.
main shortcoming is 5ttUCtUllt: Of'JtInized as a
l'Ollc:aion of .ix stand-alone CS>IY' plus a "post-
script." ir would have benefired from _rer
inteption and >moother ......itions. For example.
chapter topics .hift abtuptly from an informative
diiICuuion ofcon_sional pm> IIlIIIcry ovmighr to
• look at Iocalrelevition neW> COVCfIIll'. In addirion,
Hess'. most provocative idca-<har Member> of
Cong<es> tum 10 relevition primarily 10 wisfy a
dai~ for ""lebrity~ppear> only in the: last KVera!
page> of rhe hook and beg> for elaboration. But
these concerns are minor.

He<-. fira. look. ar how reponer> cover Con_
concentrating on Senare coverage. He dc:uils the
resourceful ways in which press Kallcry reporters

•



• nc:ws-for instaf'K.'C. by buttonholin~ Icgisla­
mrs as they wait for de\"amB. Reporters seldom
attcnd Senate flcJOr pnJl"\.."Cdin~. whkh arc heavy on
prtJl'Cdurc and li~t on real debate. Instco.ki. mem­
bers uf the Senate-supplied prt."Ss JtlIne~' sf'.aff roratc
rhrou~h -IS-minute shifts lakin~ 1'KXcs" postin~ them
for usc fly all p«."SS ~Itery rcponcrs.

Hess defends Hill rcponcr.o a~inst char~s rh:lt
their srurics Ulw.:ritK:ally rcflC'l"t IcRislators' a~nda.~
and \'C~ on "Pf'CS.' rcle-.ISC journalism." After
sun'cyin~ anicles publishc.-d by ninc lar~ newS­

papers .nd • n.r;on.1 ch.in of 55 small papers d,.rinR
March 1~5. he surmises that (''flnJr;rcssional rcponcrs
are an cncrxetic lot. filinR di\'erse storic.-s with a
prufessionally neutral tone. 'Ineil' (MJtput. Hess
(.undudc:s. demonstr.ucs that "much ofCon~s is
rcponcd sof'lCwhcre."

Hess also I'",fjlcs the (;on~sional reporter's
(.'OUnrcrpan--chc I rouse or Senau: press SCf..TCtitll)'.

dcsc:,'ribed lLli typically young. underpaid. and fairly
low in thc Capiwl Hill pcckinx order. Thcse are
thc JlC."('plc who chum out thc \'arious \'chiclcs of
«"'CKlRfCssional puhlici~': vidcot:apcs. ,,'hich an: fcd (0

~
IY rlC"'S S(attons (oftcn by satcllite): pn:ss

. "'ith their cmphasis 00 self-promotion and
it<laimin~ reRUlar «..'Olumns for small~iR..·ulation

papers.: oInd op-c..~ picx:es. The 0lH:d pict.'C. in
paRicular. ha... bec.:ome a poc:ent political tool siOl'C its
appcaraOl'C ZO years~ in the .v,.., rod TiIWS in a
space Ofk.-c rescf\'ed fOf obituaries.

I)n:ss SC<.'f'Ctaries often ha\'c the authority (0

spc;ak for their bosses and cven invent "quotes" for
attribution. Most. howc\·cr. l3l'k the influcnce: that
odlcr aides han: 00 Ic:gislatin: or poIK.-y dccisioos.
More oftcn. they SC:f\"C simply as Ratckccpcrs of
infOrm.nion Rcporters «.."Ommonly cnd·run press
SCl'rc"lriL~ and «"'CKltaet l."Ommincc stafT dirL"t'tly for
substanth'c inform:.uion.

~Iost Hill staff members know ofofflCCS in
whHJh the adminisrr.nh·c assistant~ftcn thc R:'JI
powcr hrokcr on a l.'Onxressional st;aff-has formally

•

or i"f'onnally as.'iumcd the mantic of handlin,; the
pres.... Rut Hcs.'i refers 10 this pr-.acric..-c: only in
p'Jssinx. FURher. Hess touches only briefly on the
post·l-lill cmployment of press M:Cretarics. As with
many ~tcmbcrs ofConwcss. press sec.:rctarie5 rarcly
seem to XU b-.Ick to their home states. instead linkin,;
up with \Vashingron public relations finns. returning
to journalism. or assuming ;another Rovcmment post.

Hess hits his stride in analyzing tck:\'ision's
relationship withCoo~ During thc 1CJfk)s. rlCW
tcchnoloJtics such as lightwei~t \;dc:o cameras.
tape. and satcllitc broadcast. «..'Oupk:d with the
XfOwinX l.."Ommcrcilil profitabili~' ofkx:al newscasts.
seemed (0 portcnd an iOl'fe3SC in Wa.'ihin"on fIC\\'S

l."O\·craF;C by local tclc:\'ision stations. Rut that isn't
what happened. Hess anal}'7.cd mon: than 18,000
WashinJCton ncws stories produced b)' 10 'Va.,hin~­

ton bureaus and two indcpendent news scn'H.'Cs O\'er
II sc\'cn-ycar period ending in 1985. and foond that
many of rhc>c stories fOCU5Cd on Congress. Bor
what kx:al telc\'ision stations actually pick up and air
is another stOl)'. Samplinx local bmadca~us in .15
cities o\'cr 1987 and 1988. Hess found that Washinx­
ton co\'cragc: oftcn makes up only a small pan of
local rlC"''5Ctits.

Hcss suggests that «"'Of1grC5!ional stories arc
lx.·comin~ evcn rarer. Tbra: of thc Washington
hureaos rhal Hess studied in 1986 had closed by
1990. Inten'ie,,'in~ news diR:'CtOfS from more than
100 telcvision stations. Hess learned that fcw of
them wanted to expand Washin~on l"O\·cragc. One
news manaxcr said bluntly. "Go\'cmment news is
boring to viewcrs. One thin~Washin~onis full of is
talking heads and meetings."

Local ncws co\'era~ has been linked with thc
:;o......dled incumbent advanra~c. and Hess admits
that cven tri\'ial amounts oftclevision cover..xc are
"nor irrclc\'ant" to electoral SlJC(.'CSS. E\'cn flectinx
ima~ boost name ~ition. Rut contrary to
com'cntional wisdom. Hess asscns that the absence
of l"O\'CrJXC may oI"''tually bencfit Members of
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f'..on"..-s.,. Throudt paid air time. inc:umhcnrs '-....n
pac.:kaRc thcmscln~s and ttM:ir issuc."S as they wish.
while b.-al rcle\"ision's indifferent appn.'h (0

l'On"cssinnall'O\'cf'"J~cnslIl'\."S thin few news stories
will pmdlK.'C' c..'onflK.'tinR imaRCs. llurinR ck"\.1ion
seasons. Hess di51'O\'crcd. llIlltcrcd l....mpaiKft ads­
not news stories--dominarc the airways.

In an era when rclc\'ision has hc.."t.'OI1lC the
primary (if not sole) SOUfl'C' of news for many
Amcril.....ns. the implk'3tions of its lack of l'onlUCs­

s"~nal c..'O\'cr..RC arc puwcrful. "No news may be had
for:l. member's c~. policy position. and l·h..nt....."S of
chanC'n~nga Senator." Hcs.'i writes. "but it's ",00
for bcinR rcrumcd to a House sc-.u cn:ry nm yc......rs...

So. ifCongn.."Ss is lar~ly a print Story. and if
tc1c\'ision appcar.uK."Cs for r.mk·and-filc incumbents
ha\'C' linlc efTa:1 on c1et.1ions or polK.~·. ,,'hy do
~tcmbcrs ofCon..,-c.."S.'i pursue bm.Hk.'UI: (."O\"C:ra~ so
rclcndessly? Ac.'\.'Ofding (() Hess. JtC.-nin~ on the air is
an ad\·anrdRc. if sliRht. for \\·hic..... "'the: t:osts Ilre small.
bot:h in time: and money. and the money is pmvidcd

by taxpayers or l.....mpai~n l'onuiburions :ln~'\\.....
Funber. the l.'Onstanr display of lid1ts. l"'Jmcras. lind
mik.."S on the Hill c1K.-its it response by both Mem·
hers of (:OnJtR,."Ss and the P"-"SS "'to the preSC'fll.'C of
television rJther than to its murur."

Hc."SS c.."Sscntially at'JtUC5 that Cun,,-cs." pursues
tclc\'ision fur its own sake. More and more Mem­
ben ofConJtll=5S 1tt'C'" up in the ARc of Tc1e"ision.
and the IInrac.1ion ofair time fur them may ha"c less
to do with JX)litil"'Jl divide..ds than \\'ith thc (Iucst
fiN' l.'Ck:bri~', This nutio~'ChoinRMel .uhan·s
jud.,ncnt that "the medium is the mc.."S.~~"-is
intriJtllinJt. thtNIW1 ba.'iCd la~ly on anc..,uKe and
inruition; more diR:'l.1 empirK."'J1 evtdclk.'C W(MlkJ ha"c
hcen helpful. On the othcr hand. Hollywood
pcrsonalitic.."S now appclir at l.'ttnJUCssiunal hcarin~s.

and the ~Iamour associatc..~ \\'ith many telc,risiun
journalists seems (() owe more ru Madonna than to

MumM', Fcw woukJ II~ that in Wa."hinJtt0n. a
dty JX'Pularty OIS5Ociatcd with ambition and cRt),
telc"ision has an allure all its own.•

•

• •_,..... creditH-'ll<' Hljohn Pad<...... 19: R..h
Sol.. K.."'. p. 49: s.m Wald "- 60 ond 62:
Les Kantll'K.
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