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Preface

Financial markets have become global, and are closely interrelated. Among the
big players are commercial and investment banks. They perform core banking
functions and underpin the main economy. They also provide efficient pay-
ment mechanisms, facilitating transactions and extending loans to those in
need of liquidity, providing value in our economies as liquidity intermediaries.
The landscape of the international banking system is rapidly changing, with the
world’s top three banks from China, and America’s largest bank down to the
fifth position.!

The first banking activities can be traced back to around 2000 BCE, in Assyria
and Babylonia. Modern banking activities date back to Medieval and early
Renaissance Italy, while the development of the banking industry we recognize
today started in the 19th century, when banks evolved into large commercial
entities extending loans to the general public. The internationalization of
business in the 20th century facilitated the emergence of universal banking
activities.

The demarcation line between commercial and investment banking has
become blurred in recent decades. In the United States, for example, prior to
the repeal of the Glass-Steagall Act on November 12, 1999, commercial and
investment banks operated in two distinct arenas. Commercial banks focused
on regular individual and business activities. They collected deposits from their
clients and extended loans to businesses, both new and old, to start or develop
an ongoing undertaking. Investment banks, meanwhile, assisted businesses in
the raising of capital. The repeal of Glass-Steagall allowed commercial banks
to engage in core activities formerly restricted to investment banks and vice
versa. In so doing, the Gramm-Leach-Bliley Act, also known as the Financial
Services Modernization Act, created a sharp conflict of interest among com-
mercial banks and investment banks. It altered the culture of the US banks
without putting in place a clear mechanism of control to secure, or at least
monitor, the overall banking system. Through mergers and acquisitions or
internal restructuring, US banks were allowed to operate as both commercial
and investment banks. Juggernaut banking institutions, later referred to as too
big to fail, escaped almost completely from being under sound supervision. The
premises upon which Gramm-Leach-Bliley relied were revealed to be illusory.
The fate of the international banking system is linked to the fate of the overall
financial system.

The collapse of the Bretton Woods era was followed by unfettered deregula-
tion among various banking authorities. The phenomenon and philosophy
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would be accentuated in the 1990s under US Federal Reserve Chairman Alan
Greenspan, who was a proponent of market fundamentalism.?

Non-banking institutions such as insurance companies were allowed to
engage in banking operations. US banks thus become supermarket banks
offering, under the same umbrella, retail and wholesale banking, investment
banking and various intermediary financial institutions. Several regulatory
authorities across the world followed the American path of deregulation, at
the expense of their core economies. Five years after the onset of the financial
crisis in 2007, the six largest American financial institutions are significantly
bigger than they were before the crisis.? Supervising, or at least controlling,
their activities has become a challenge. In the US, banks are under the supervi-
sion of at least four institutions: the Office of the Comptroller of the Currency,
the Federal Reserve Board, the Federal Deposit Insurance Corporation, and the
State Bank Regulators. It was the Federal Reserve that failed to detect the 2007
crash, which would lead to the rescue of the well-known “too-big-to-fail” bank-
ing institutions despite the claimed rules of the free market.

We need to ask whether the financial crisis of 2007-2009 redrew the picture
of the international banking system. Many US and European Union jugger-
naut banks have opened their capital structures to funds from Asian sovereign
funds, but they still operate under the old corporate governance structures
that led to the crisis. As the world financial center of gravity has shifted east-
ward, major international banks are rushing to the booming Asian markets -
Hong Kong, Shanghai, Singapore — to stay financially afloat. Would they com-
mit themselves to observing laws and regulations in their new territories? The
international banking system is shaped by the laws and regulations of the
main financial players, including the US Federal Reserve, the European Union
Central Bank, The Central Bank of Japan, the Bank of England, the People’s
Bank of China, the Reserve Bank of India, the Central Bank of Russia, the
Central Bank of Brazil, the Saudi Arabia Monetary Authority, and the Bank
for International Settlements. The regulatory efforts shaped by the Bank for
International Settlement — Basel ], 11, and III - if properly followed could stabi-
lize the international banking system. Compliance with these laws and regula-
tions is vital to all players around the world.

This book is organized into three parts. Part 1 analyzes the role played by
the main financial players already listed. It highlights the different monetary
policies pursued and their effects on the banks’ business. Part Il investigates
capital adequacy and the main banking operations. Bank capital is a proxy,
especially in the securities marketplace, for public confidence in the bank-
ing system or any specific bank. The inadequacy of capital coupled with, in
some cases, managerial fraud, has created a risky situation in the international
banking system, especially where domestic banking supervision is weak.* Part
Il focuses on risk management, which has become a heated topic generally,
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but has particular application to banking as a result of the internationalization
of the system. As the trend continues, risk management becomes a core busi-
ness in the banking field.

Notes

1. Joseph Stiglitz (2010) Free Fall, America Free Markets, and the Sinking of the World
Economy, W. W. Norton & Company, p. 224.
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Monetary System, Palgrave Macmillan, p. 18.

3. Their assets are worth over 66% of the United States’ GDP (US$94 trillion), 20% up
from the GDP in the 1990s.

4. James C. Baker (2002) The Bank for International Settlements, Quorum Books,
pp. 44-45.
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The US Federal Reserve Bank

1.1 Introduction

The Federal Reserve Bank is the central bank of the United States. It does not
conduct commercial banking activities; rather, the Federal Reserve role consists
of maintaining stable economic growth. The Federal Reserve originated from
the Owen-Glass! bill introduced in both houses of Congress and became law in
December 1913, From its inception, the Federal Reserve was assigned three key
purposes: (a) to provide an elastic supply of currency; (b) to provide a means
to discount commercial credits; and (c) to supervise and regulate the nation’s
banks. Later on, as a result of changes in our modern economy and needs, the
Federal Reserve has been assigned to provide full employment as well. The
US Federal Reserve System and its Federal Reserve Board is the most powerful
central bank in the world.?

In order to gain a better understanding of the Federal Bank of the US, it is
crucial to shed light on the historical facts that provided the framework for the
Bank. The US financial industry went through several crises during the 19th
and 20th centuries. Major businesses and banks faced bankruptcy during the
economic turmoil. The failure of the nation’s banking system to effectively
provide funding to troubled depository institutions contributed significantly
to the economy’s vulnerability to financial panic.? In 1907, the economic crisis
impelled Congress to establish the National Monetary Commission, which put
forth proposals to create an institution that would help prevent and contain
financial disruptions of this kind.* During this time, payments were disrupted
throughout the country because many banks and clearinghouses refused to
clear checks drawn on certain other banks, a practice that contributed to the
failure of otherwise solvent banks.

After some consideration, Congress finally approved the Federal Reserve Act:
to provide for the establishment of Federal Reserve banks; to furnish an elas-
tic currency; to afford means of rediscounting commercial paper; to establish
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a more effective supervision of banking in the United States; and for other
purposes.® President Woodrow Wilson signed the Act into law on December
23, 1913.

The Federal Reserve System is generally regarded as an independent central
bank because its decisions do not have to be ratified by the President or anyone
else in the executive branch of government. It is, however, subject to supervi-
sion by the US Congress. The Federal Reserve must work within the framework
of the overall objectives of economic and financial policy established by the
government. Almost a century after President Andrew Jackson vetoed the re-
chartering of the Bank of the United States in 1832, the US government lacked
a central mechanism for regulating the money supply to control inflation or
deflation and to boost the economy in times of recession and depression. This
resulted in conflict arising between creating a powerful private central bank
and focusing on giving the job to a government agency. Finally, during the
Progressive Era, President Woodrow Wilson proposed, and Congress enacted,
the Federal Reserve Act of 1913, which combined private banks with govern-
ment regulation.b

The Federal Reserve was created by Congress “to provide a safe, flexible, and
stable monetary and financial system. The agency conducts the nation’s mon-
etary policies, supervises and regulates banks, guards the credit rights of con-
sumers, and provides financial services and information to the government,
financial institutions, and the general public.”” This creates a financial system
that has become the foundation of the US Federal Reserve System. The Federal
Reserve Board has generally responded well to financial crises, although critics
charged that the Board’s tight-money policies following the stock market crash
of 1929 worsened the subsequent depression. The Board’s efforts to end double-
digit inflation in the late 1970s triggered a severe recession. In the 1990s, the
Board under Chairman Alan Greenspan was widely “credited” with keeping
inflation down during the longest uninterrupted period of sustained prosperity
in the nation’s history.® Since the 2007-2009 financial crisis unfolded, many
have come to express doubts concerning Mr Greenspan’s monetary policy.
Most economists came to vilify his actions as Chairman of the Board: the lax
regulations and loose monetary policy developed under his chairmanship are
seen as the direct causes of the current financial bubble.

To some economists, the Federal Reserve failed miserably to forecast the
state of the US economy, and when it pretended to have a forecast, the model
used was flawed. The Board of the Federal Reserve was not only discredited all
around the world, but many expressed serious resetvations about the intel-
lectual capabilities of those in charge of our monetary policy. To many, the
Federal Reserve is an opaque institution, not accountable to the nation for its
actions. Most of the Federal Reserve’s actions are and remain discretionary, and
its monetary policy a mystery. As well as all these flaws, the Federal Reserve is



