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Good morning. 1I'd like to make a smal change in the bpic which | was assgned, “US
Banking Mergers, Consolidation and Bancassurance: More or Less Risk.” 1'd like to change it to
“More and Less Risk,” because, as we shdl see, financid services consolidation tends to reduce
some risks while increasing others.

It's a rather broad subject as wdl, so let me try to smplify it a bit by deding with
bancassurance firgt, then moving on to mergers in banking and investment banking.

At this point in the consolidation process, my sense is tha bancassurance has not had
much impact on risk in the US financid services indudtry, if only because bancassurance itself
haav't redly had much impact in the makeplace I'm not sure that it will.  With the
conspicuous exception of Citigroup, a unique company with a unique history, there haven't been
any dgnificant mergers 0 far between banks and insurance companies, nor have any US
insurance companies other than Citigroup yet obtained financid holding company satus under
Gramm/LeactVBliley.

To this point at least, the US banking industry’s response to bancassurance was probably
best stated by Dick Kovacevich, charman of Wels Fargo: “We don’t have to own the factory to
sl the product.” Even in terms of marketing, the bank channd appears to be best suited to
«dling smple, commodity-like insurance products to customers with correspondingly smple
needs, rather than those products and customers which require the specidlized expertise of a
trained and experienced agent.

Unfortunately, those smple, easly-commoditized products dso tend to be the ones with
the lowest profit margins and the most vulnerable to online competition, so the marketing
window for bancassurance products would seem to be customers with smple needs who have
not yet figured out how to find what they want online. Not the most promising of outlooks, so
it's hardly surprising that US banks have not devoted alot of resourcesto this area

Dick and his fdlow bankers, |1 believe, have three basic reasons for not being very
interested in manufacturing property and casudty insurance. The risk-adjusted return on capitd,
or RAROC, is not especidly attractive when averaged over the cycle, the property/casudty cycle



itsddf tends to be highly volatile, and the risks involved are not those which bankers are
experienced at managing.

While banks and insurance companies have some aress of expertise in common, such as
invesment management and capitdl markets, the core competence of banking is credit, not
insurance underwriting.  While it is certanly true that the convergence of derivatives with
insurance products is continuing to grow, and that some of the larger banking companies are
quite expert in derivatives, there are dill subgtantid basis risks between what is avaladle in the
derivatives market and the specific needs of particular insureds. Covering those risks through
underwriting is the core competence of insurance companies, and again with the principd
exception of Citigroup, few if any US banking companies would claim expertise in this area.

The management of risk is a theme that | want to stay with, as we move on to consder
the implications of mergers and consolidation in the US banking industry.

Jake Garn, the Republican from Utah who served as chairman of the Senate Banking
Committee in the 1980s, once sad that Congress tends to follow developments in the
marketplace, with a lag of agpproximaedy 10 years. True to form, the initid moves of JP.
Morgan and Bankers Trugt into investment banking in 1990, or thereabouts, through the
regulatory loophole of Section 20, were followed 10 years later by legidative GlassSteagdl
reform through GramnvLeach/Bliley.

By this time, virtudly dl of the US banking companies that wanted to get into investment
banking have dready done so. On the dher sde, the interet among investment banks in getting
into commercid banking has dways been very limited. Apat from Citigroup once again, the
only such transaction which has taken place so far is Charles Schwab's purchase of US Trug,
which does not make commercid loans and Specidizes in assst management for families with
more than $2 million to invest. So far, Schwab is the only securities firm to have applied for
Financid Holding Company status under GLB.

As someone who began his banking career a Bankers Trust and continued it in the
unique environment of Brown Brothers Harriman, | must say that I've never been completely
convinced that the benefits to be ganed through the full merger of commercid and investment
banking outweigh the risks.

There ae drong aguments, which | would generdly support, for bringing down
whatever barriers dill remain between commercid lending and bond underwriting, since the two
types of financid ingruments have much in common, are both traded in secondary markets and
the management expertise required is very Smilar. Credit, interest rate, currency and country
risks are what they are, even though the specific terms of the instruments employed — loans and
bonds -- vary. Having both functions performed in the same inditution enables customer needs
to be met more effectively, as market conditions tend to favor each at different times.

I’'m less convinced, however, about the synergy between lending and equities. | began
my banking career financing shipping and shipbuilding, and one of the firs creditors meetings |
atended involved a shipowning company on the verge of going completely bust, of which there



were quite a few in those days. When the chairman of the company began to take quegtions,
someone stood up and asked, “Sir, why is your company leveraged 30:177 An honest man, the
borrower looked the banker in the eye and replied, “Because that's as far as you would let me
go!”

As that sory illudrates, the interests of creditors and shareholders often are not the same,
nor are the risks and management cultures which they represent. What's good for shareholders,
and the equity-oriented investment bankers who serve them, is not dways so good for lenders and
bondholders. As another example, many of the share buybacks we've seen in recent years have
dready resulted in credit rating downgrades. Trying to serve both lenders and shareholders in the
same inditution will often create tensons which then tend to be managed by keeping the two
functions gpart through firewdls and the like. If that's the case, then why merge them in the firs
place?

It's no accident, | believe, that the firms which ill dominate equity underwriting are
mainly those rooted in traditiond invesment banking, while the importance of the large
universd banks in fixed-income businesses is seadily growing. I'll be as interested as anyone to
see how dl of this plays out in the years to come,

That brings me to the find subject | want to cover, consolidation within the banking and
investment banking sectors themsdves. This trend has gone on for decades, but recent months
have seen the creetion of some extremely large and powerful ingtitutions.

As | dluded when | began, the effects of such mergers on risk can be both postive and
negative.  On one hand, the creation of diverse revenue and earnings streams within the same
inditution can prove highly beneficd. Look, for example, a the fae of my former firm,
Bankers Trudt, in the wake of the Russan and high-yiedd debt market collapses of 1998.
According to published figures, severa other firms such as Citigroup, Credit Suisse and UBS
esch lo more money, in asolute dollar terms, in that market environment than did Bankers
Trugt, but ther profits from other businesses and their larger baance sheets enabled them to
aurvive and move on from there.  Citigroup, in fact, didn't have an overdl quarterly loss a dl,
jus smdler-than-normd quarterly earnings.  Bankers Trudt, the smdlest and least diversfied of
the four, found itself having to sdll out to Deutsche Bank.

On the other hand, the existence of firms as large as these cannot help but affect market
liquidity, especidly during periods of criss as with Long-Term Capitd Management in 1998.
Much has aready been written about this, and | have little to add except that the topic deserves
further study.

The disruptions, culturd issues and added complexity introduced by consolidation al add
to the difficulty of managing risk within the merged inditution as wdl, and | haven't seen this
written about to anything like the same extent. JP. Morgan and Chase Manhattan, for example,
have sad tha it will take gpproximately 12-18 months after closing to develop consolidated risk-
management systems.  If they succeed in medting this timetable, they will have bettered the
typical merged firm's performance by gpproximately afactor of two.



In the meantime, they and other recently-merged firms face the difficulty of managing
their market risks, as wdl as ther counterparty, sector and country exposures, without the
consolidated real-time systems that enable managers to keep up with fast-changing markets, run
“what-if” scenarios and do much of the andyticd work of modern risk management. Such
consolidation must be accomplished manudly, typicdly from sysems whose outputs are not
fully compatible. Then, once ther sysems integration has been completed, the process must
begin again as soon as the next acquisition is announced.

Firms such as Credit Suisse and Citigroup, which now encompass globd activities in
insurance and securities as well as banking, present additiond issues for everyone concerned
with the management of systemic risk, snce today’s supervisory gtructure is not redly set up to
handle them. The next such globd financid-services conglomerate may not be quite as solid as
they. Moreover, as we have seen, even the drongest giant firms rase issues of risk
concentration, market liquidity, interna controls and externa transparency.

Appropriate supervisory and, possibly, legidative responses to large-scde consolidetion
need to be considered — not to prevent such market developments from occurring, but rather to
see that the gtability of the world financia system is adequatdly protected. How can we promote
the beneficid effects of such mergers while effectivdly managing the risks?  Should, for
example, the US governmentad merger-approval process continue to focus primarily on issues of
competition and consumer protection, or should the consderation of systemic risk receve
additiond emphasis? Should there be changes in the ways cross-industry and cross-border
transactions are addressed? How should such firms be supervised after merging?

| have no ready answers to these very important questions. They do need to be studied
serioudy, and | believe it essentid that such a study should involve not only supervisors, centra
bankers and government officids, but aso the giant globd firms themsdves if the sudy’s results
are to be meaningful and practical.

Thank you very much.



