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Financial Systems Inquiry Submission 

25 August 2014 

To Mr. Murray and members of the board, 

I wish to make a short submission about dealing with ‘too‐big‐too‐fail’. 

1.	 NO BAIL‐IN or BAIL OUT. I oppose the outright stealing of deposits or their conversion into shares/equity in 

the TBTF entity; better known as ‘bail‐in’. I also oppose taxpayer funded bailouts. 

2.	 GLASS‐STEAGALL not RING‐FENCING. TBTF institutions need to be broken up into smaller, manageable 

entities. The policy of total banking separation, the Glass‐Steagall Act of 1933, has been proven by its success 

in the United States from 1933 until its repeal in 1999. The banker’s alternative called ‘ring‐fencing’ is not a 

total separation and anything short of that would see bankers being able to “get between the wall and the 

wallpaper.” 

3.	 GOVERNMENT BANK. To anchor a Glass‐Steagall system, Australia should re‐establish a government run 

bank, modelled on the original Commonwealth Bank. 

I should say off the bat that I share the sentiment of John Dahlsen, former ANZ banker and former chairman of 

Woolworths, in his summation of the interim report quoted in the Australian Financial Review on August 18, 

“The interim report has been prepared by bankers, on behalf of bankers, for bankers.” 

You wouldn’t put prisoners in charge of prison reform, or the fox in charge of the hens. I hold very slim hopes for 

this inquiry being impartial or being open to dramatic changes that would see Australia “run the economy in a very 

different way.” 

Public Consultations 

I wish to also raise a few things that the Inquiry said recently at their public consultation meetings. 

At the Melbourne FSI public consultation meeting on 14 August in response to a question on ‘bail‐in’ you said that 

“bail‐in means different things in different jurisdictions, so while it had involved deposits in Europe, here we have 

the FCS deposit guarantee, so it has to fit in with that.” 

As I understand it, this means that any deposits over $250,000 could be subject to being bailed‐in. I don’t think that 

this is acceptable, if it is the case. Local Councils, Schools, Hospitals, Churches, Nursing Homes and many other 

examples all potentially have accounts that have operational capital at any one time above that cap and cannot 

afford to lose any of it. 

That being said, in response to the very next question relating to Glass Steagall you said, “Now if we are dependent 

on foreign capital, we cannot go and say to the capital markets of the United States and Europe, and their regulators, 

that 'don't mind us, we are going to have our own set of regulations irrespective of what you say'.” 

When the questioner responded, “But does that mean we're not a sovereign nation?" You responded, “Well, I've 

made the point, quite clearly, that we are dependent on foreigners for savings. If we want to change that 

dependency, we'd better run the economy in a very different way.” 

By your own words it seems to negate the idea that “bail‐in means different things in different jurisdictions.” 
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Financial Claims Scheme 

I also wish to raise questions about the Financial Claims Scheme, Deposit Guarantee which has been sighted by your 

inquiry continuously as a sort of ‘security’ for depositors. 

The Financial Claim Scheme allows for a standing appropriation of $20 billion per ADI. If more is needed, then 

parliamentary approval is needed. The amount paid out under the FCS, and expenses incurred by APRA in 

connection with the FCS, would then be recovered via a priority claim of the Government against the assets of the 

ADI in the liquidation process. If the amount realised is insufficient, the Government can recover the shortfall 

through a levy on the entire ADI industry. For the FCS to be used, the ADI has to be wound up. 

It assumes a single event, not a chain reaction collapse of the banking system and according to APRA, the FCS 

excludes the big five as they are too big to we would up and liquidated. 

The FCS excludes the big four by design as they are considered too big to fail in the first place. The first option with 

these banks would be to merge and create good and bad banks etc like we have seen in Spain and Cyprus with 

varying degrees of bail‐in. There would be no other way, and even that assumes that we are only dealing with one 

big bank—not all four which have the same business models! 

Consider the Commonwealth Bank as one example 

Under the FCS it would have to be wound up—which is impossible. It has $387 billion in deposits. According to the 

Reserve Bank, the FCS would “cover 99% of deposit accounts in full, with 50% of the deposits value.” This means that 

50% of the deposits would fall under the FCS guarantee, this amounts to $197 billion. Again according to the Reserve 

Bank, $136 billion of this 50% would be household deposits—but that is still $136 billion. The guarantee scheme 

only provides for $20billion per ADI. How is the government going to bail‐out the depositors to the tune of $197 

billion!? It can’t, nor would it ever intend to. And notice that the other $193 billion would not be protected—future 

“bail‐inable” funds? 

This case can be made for ANZ, NAB, Westpac and Macquarie Banks. 

With the Australian derivatives exposure reaching $24 trillion in recent times it becomes clear that no guarantee, 

‘bail‐in’ or taxpayer bailout would even come close to saving one of Australia’s Domestically Systemically Important 

Banks (D‐SIBs) also known as TBTF. Beautifully illustrated below is the comparison between assets and the notional 

principle of derivatives held by the ‘Big4’ banks in Australia. 
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FDIC: Not Credible 

Conclusion 

Rather than repeating here all the history of previous times a financial system has gone rogue, I wish to recommend 

to the inquiry a book, The Hellhound of Wall Street: How Ferdinand Pecora's Investigation of the Great Crash Forever 

Changed American Finance, which is the story of Ferdinand Pecora who led the investigations and prosecutions of 

criminal activity on Wall St. in the 1920s and 1930s. (http://www.bookdepository.com/book/9780143120032) 

Also worth reading is the book, F.I.A.S.C.O., by Frank Partnoy. As a young derivatives salesman at Morgan Stanley, 

Frank Partnoy learned to buy and sell billions of dollars worth of securities that were so complex many traders 

themselves didn't understand them. In his behind‐the‐scenes look at the trading floor and the offices of one of the 

world’s top investment firms. (http://www.bookdepository.com/book/9780140278798) 

For a good comparison of the U.S. Dodd‐Frank Bill to Glass‐Steagall, please see the following article published on 

www.wallstreetonparade.com (http://wallstreetonparade.com/2014/08/dodd‐frank‐versus‐glass‐steagall‐how‐do‐

they‐compare/) 

Dodd‐Frank Versus Glass‐Steagall: How Do They Compare? 

By Pam Martens and Russ Martens: August 7, 2014 

The U.S. Senate has been holding hearings since June which show
 
a clear rethinking on what type of legislation it must enact going
 
forward to achieve meaningful reforms of Wall Street and protect
 
the economy from its excesses.
 

The 849‐page Dodd‐Frank financial reform legislation, enacted
 
four years ago in 2010, mandated 398 new rules; just 208 of
 
those rules, or 52 percent, have been enacted and none of them
 
seem to be reining in excesses on Wall Street.
 

To understand why Dodd‐Frank has been such a failure in
 
reforming Wall Street conduct, one need only read the following
 
sentence and think about it for a moment:
 

Public Law 73‐66, 73d Congress, H.R. 5661: An Act to provide for 
the safer and more effective use of the assets of banks, to 
regulate interbank control, to prevent the undue diversion of funds into speculative operations 
[Banking Act of 1933] 

The above sentence refers to the 37‐page legislation put in place in 1933 after Congress had 
thoroughly investigated the causes of the 1929‐1932 stock market crash that set off the Great 
Depression and found the core cause to have been Wall Street investment banks having access 
to savers’ bank deposits to make wild speculative gambles in securities. This legislation is 
known today as the Glass‐Steagall Act, named after Senator Carter Glass and House Rep Henry 
Steagall who led the effort to pass the legislation. 

Dodd‐Frank, which was addressing the exact same type of market crash, the abuse of 
depositors’ funds, and the biggest economic downturn since the Great Depression, did just the 
opposite of the Glass‐Steagall Act. It allowed the abusive Wall Street banks to hold even 
greater amounts of insured deposits and to become ever more creative in how they abused 
those deposits. 

The Glass‐Steagall legislation did exactly what it said it would do: it provided “safer and more 
effective use of the assets of banks” by barring Wall Street investment banks from accepting 
deposits or being affiliated with banks accepting deposits. It prevented the “undue diversion of 
funds into speculative operations” by banning banks holding deposits from underwriting 
securities. 

http://wallstreetonparade.com/2014/08/dodd-frank-versus-glass-steagall-how-do
http:www.wallstreetonparade.com
http://www.bookdepository.com/book/9780140278798
http://www.bookdepository.com/book/9780143120032
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The 1933 Congress understood that the business of banking is to make sound loans to viable 
businesses to grow U.S. industry and create good jobs that underpin a sound economy. 
Gambling in stocks, and futures and exotic, hard to price derivatives should never be an 
authorized use of bank depositor funds – which are backstopped by the U.S. taxpayer. 

The Glass‐Steagall Act served this country incredibly well for 66 years until Wall Street 
lobbyists finally forced its repeal in 1999. It worked because of its simplicity – and its threat of 
five years of jail time for those who violated its key provisions. 

A sizeable portion of its 37 pages dealt with the establishment of insurance on bank deposits, 
what we know today as the Federal Deposit Insurance Corporation or FDIC. The insurance 
guarantee had to be put in place in 1933 because the public had lost confidence in holding 
their deposits in banks. 

The provisions banning deposit‐taking banks from being engaged in the securities business, 
Sections 16, 20 and 21, are elegant in their simplicity. There are no 398 rules to be studied and 
debated for years before enactment. The key provisions of the following three sections all took 
effect one year after the enactment of the legislation in 1933. 

Section 16 said that 

“The business of dealing in investment securities by the [banking] association shall be 
limited to purchasing and selling such securities without recourse, solely upon the order, 
and for the account of, customers, and in no case for its own account, and the 
association shall not underwrite any issue of securities.” 

Section 20 mandated that 

“After one year from the date of the enactment of this Act, no member bank shall be 
affiliated in any manner described in section 2 (b) hereof with any corporation, 
association, business trust, or other similar organization engaged principally in the issue, 
flotation, underwriting, public sale, or distribution at wholesale or retail or through 
syndicate participation of stocks, bonds, debentures, notes, or other securities.” 

Section 21 reaffirmed the provisions of Sections 16 and 20, noting: 

“(a) After the expiration of one year after the date of enactment of this Act it shall be 
unlawful— (1 ) For any person, firm, corporation, association, business trust, or other 
similar organization, engaged in the business of issuing, underwriting, selling, or 
distributing, at wholesale or retail, or through syndicate participation, stocks, bonds, 
debentures, notes, or other securities, to engage at the same time to any extent 
whatever in the business of receiving deposits subject to check or to repayment upon 
presentation of a passbook, certificate of deposit, or other evidence of debt, or upon 
request of the depositor.” 

And Section 21 added jail time for violators, mandating that anyone violating the provisions of 
that section would, upon conviction, 

“be fined not more than $5,000 or imprisoned not more than five years, or both.” 

Watching closely each of the hearings held in the Senate on the topic of Wall Street in June 
and July of this year, together with the game‐changing March 15, 2013 hearing on Wall 
Street’s largest bank, JPMorgan Chase, which has $2.5 trillion in assets, 3,391 subsidiaries, 
5,767 bank branches, and operates in 100 countries, it’s clear that the U.S. Senate has figured 
out it was played for a fool in approving the Dodd‐Frank‐chase‐your‐tail‐in‐circles‐for‐years 
legislation. 

Both Democrats and Republicans have opened their eyes. In his opening remarks at the March 
15, 2013 hearing of JPMorgan Chase’s infamous London Whale hearing, Senator John McCain 
said: 
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“This investigation into the so‐called ‘Whale Trades’ at JPMorgan has revealed startling 
failures at an institution that touts itself as an expert in risk management and prides 
itself on its ‘fortress balance sheet.’ The investigation has also shed light on the complex 
and volatile world of synthetic credit derivatives. In a matter of months, JPMorgan was 
able to vastly increase its exposure to risk while dodging oversight by federal regulators. 
The trades ultimately cost the bank billions of dollars and its shareholders value. 

“These losses came to light not because of admirable risk management strategies at 
JPMorgan or because of effective oversight by diligent regulators. Instead, these losses 
came to light because they were so damaging that they shook the market, and so 
damning that they caught the attention of the press. Following the revelation that these 
huge trades were coming from JPMorgan’s London Office, the bank’s losses continued 
to grow. By the end of the year, the total losses stood at a staggering $6.2 billion 
dollars.” 

The funds that JPMorgan had gambled with, it was forced to admit, belonged to its bank 
depositors. They were not gambling with their own capital. And this was 2012, two years after 
the passage of Dodd‐Frank that was supposed to reform Wall Street. How did the losses come 
to light? Were it not for reporters at Bloomberg News and the Wall Street Journal, who were 
tipped off by hedge funds that were being whipsawed in the market by JPMorgan’s outsized 
bets, the losses might not have come to light until it was too late. The initial response from the 
traders involved was to disguise the extent of the losses while making more trades in an effort 
to get whole, thus we will never really know if this gamble could have imperiled the bank had 
it not been caught by intrepid reporters. 

On July 31, the U.S. Senate took testimony from Edward J. Kane, Professor of Finance at 
Boston College, who provided persuasive testimony that the implied future bailouts by the 
government of these large Wall Street banks is creating market distortions that favor the 
biggest banks. Kane testified: 

“Being TBTF [too‐big‐to‐fail] lowers both the cost of debt and the cost of equity. This is 
because TBTF guarantees lower the risk that flows through to the holders of both kinds 
of contracts. The lower discount rate on TBTF equity means that, period by period, a 
TBTF institution’s incremental reduction in interest payments on outstanding bonds, 
deposits, and repos is only part of the subsidy its stockholders enjoy. The other part is 
the increase in its stock price that comes from having investors discount all of the firm’s 
current and future cash flows at an artificially low risk‐adjusted cost of equity. This 
intangible benefit generates capital gains for stockholders and shows up in the ratio of 
TBTF firms’ stock price to book value.” 

Kane then set off alarm bells with this warning: 

“The warranted rate of return on the stock of deeply undercapitalized firms like Citi and 
B of A [Bank of America] would have been sky high and their stock would have been 
declared worthless long ago if market participants were not convinced that authorities 
are afraid to force them to resolve their weaknesses.” 

Senator Sherrod Brown chaired another hearing on July 16, titled “What Makes a Bank 
Systemically Important.” It was the unanimous opinion of this hearing panel that forcing a 
regional bank engaging in safe and sound banking and lending practices with $50 billion in 
assets to undergo stress tests and other regulatory rigors as a systemically important financial 
institution placed in the same league as a $2.5 trillion bank like JPMorgan, is nonsense. And 
yet, that is what is going on. 

During Fed Chair Janet Yellen’s “Semiannual Monetary Policy Report” to the Senate on July 15, 
Senator Elizabeth Warren questioned Yellen on progress in ensuring that Wall Street’s 
behemoths had a credible plan for winding‐down if they got into trouble. Warren compared 
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the situation of Lehman Brothers at the time of its collapse in September 2008 to the size of 
JPMorgan today. Lehman, said Warren, had $639 billion in assets and 209 subsidiaries when it 
failed and it took three years to unwind the bank. Today, said Warren, JPMorgan has $2.5 
trillion in assets and a staggering 3,391 subsidiaries. (The collapse of the much smaller Lehman 
and its interconnectedness with other Wall Street banks is largely blamed for setting off the 
panic on Wall Street. The largest Wall Street banks remain highly interconnected today.) 

Warren pointedly asked Yellen if these big Wall Street banks had ever given the Fed wind‐
down plans that were “credible.” Yellen failed to answer the question directly, calling it a 
“process,” and adding that some of the wind‐down plans, so‐called living wills, encompass 
“tens of thousands of pages.” 

Less than three weeks after Senator Warren questioned if the wind‐down plans were credible, 
the FDIC announced this week that the largest banks on Wall Street did not have credible plans 
and sent them back to the drawing board – four years after Dodd‐Frank was enacted. 

In both June and July, the Senate took testimony on what Wall Street has been doing with 
depositor money instead of making sound loans to sound businesses. It hasn’t been pretty. To 
a very large degree, Wall Street firms are trading stocks in their own unregulated stock 
exchanges called dark pools, or they’re lending vast sums of money to hedge funds for wild 
gambles, or they’re making loans to highly leveraged companies to become more highly‐
leveraged by buying out other companies – which will likely mean lots of job cuts rather than 
job creation along with piles of junk debt. 

At a June 17 hearing titled “Conflicts of Interest, Investor Loss of Confidence, and High Speed 
Trading in U.S. Stock Markets,” Senator Carl Levin had this to say: 

“We are in the era of high‐speed trading. I am troubled, as are many, by some of its hallmarks. 
It is an era of market instability, as we saw in the 2010 ‘flash crash,’ which this Subcommittee 
and the Senate Banking Committee explored in a joint hearing, and in several market 
disruptions since. It’s an era in which stock market players buy the right to locate their trading 
computers closer and closer to the computers of stock exchanges – conferring a miniscule 
speed advantage yielding massive profits. It’s an era in which millions of trade orders are 
placed, and then cancelled, in a single second, raising the question of whether much of what 
we call the market is, in fact, an illusion.” 

How much more will it take before Congress admits that it has to separate deposit‐taking 
banks from the casinos on Wall Street. The fate of a nation and the hopes and dreams of its 
children and its young, jobless graduates, hang in the balance. 

Finally please see the supporting documents as additional material. Appendix 1, the original 1933 Glass‐Steagall 

Act from the United States and Appendix 2, ready to implement legislation for a new Commonwealth National Credit 

Bank. 

To restate my opening points, 

1. No to bail‐in, bailouts, 

2. Yes to Glass‐Steagall, total banking separation and dump the idea of ring‐fencing; 

3. Re‐establish a government run national bank. 

Regards, 

Aaron Isherwood 


