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Preface 

The views on financial reform along with 

the policy proposals that are outlined in the 

paper by James R. Barth and R. Dan 

Brumbaugh, Jr. that follows are presented 

as part of the Institute’s continuing research 

on “Reconstituting the Financial Struc- 

ture.” They are in response to the actions- 

albeit limited, up to now-taken by 

Washington, to put forth a meaningful leg- 

islative agenda to address the much needed 

reform and restructuring of deposit insur- 

ance, regulatory and supervisory authority 

of the Federal Reserve, the Comptroller of 

the Currency and the F.D.I.C., and the 

organization and capita&ation of financial 

services firms. The authors highlight many 

of the innovative and dramatic changes that 

have taken place in the financial markets 

and in the essential functions of financial 

services firms that have led to the enact- 

ment of several <‘narrow” and “reactive” 

pieces of federal legislation. 

We have witnessed an era of rapid techno- 

logical change, particularly the wholesale 

introduction of information technologies in 

the financial services industry. Techno- 

logical advancement has precipitated 

increased competition, and rendered obso- 
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lete the longstanding established “habitat” among players in the finan- 

cial services industry. 

The recent findings of the National Commission on Financial Institution 

Reform, Recovery and Enforcement-for which both Barth and 

Brumbaugh acted as consultants- reinforce the need for a new round of 

banking regulation. Regulation that is consistent with the diversity of 

many financial services firms in the rapidly changing environment of 

finance would strengthen the financial system and avoid another S&L 

crisis. 

Although the common perception blames greed as the principal cause of 

the S&L crisis, the Commission determined that only 10% to 15 % of 

total losses were attributable to greed. Rather, the existing structure of 

deposit insurance, which provided S&L operators with added incentive 

for excessive risk-taking, and a problematic asset structure (exacerbated 

by deregulation) precipitated the S&L disaster. The Commission’s rec- 

ommendations echo many of the findings of our March 1993 conference 

on “Financing Prosperity in the 21st Century.” In essence, actions such 

as.unifying chartering and regulatory control and forming institutions in 

which deposits are safe (100% “reserved” or invested in highly liquid 

and high-rated short-term assets) as organizations separate from those 

carrying uninsured deposits, i.e., finance companies, would facilitate the 

creation of a financial services industry that can adapt to market forces, 

reduce risk, increase industry profitability, and eliminate taxpayer costs. 

Barth .and Brumbaugh provide keen insight about the depth and scope 

of the changes affecting the financial services industry. Their recommen- 

dations for banking reform are sensitive to the need for a guiding set of 

principles that ensure the stability and soundness of a good finance 

economy. We are delighted to be the publishers of-their views, and 

believe that they will have a positive impact in the public discussion of 

this most crucial economic issue. 

Dimitri B. Papadimitriou 

Executive Director 

September 1993. 
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The Changing World 
of Banking: Setting the 
Regulatory Agenda 

The Jerome Levy Economics Institute of Bard College 

James R. Barth and 

R. Dan Brumbaugb, Jr. 

I. Introduction 

The approach taken in the 198Os, and thus 

far in the 199Os, to setting the regulatory 

agenda for banking (a term we will use to 

include all federally insured depositories) 

has been relatively narrowly focused on 

trying to resolve specific problems that 

have arisen in the deposit-insurance and 

bank regulatory system. The several 

changes in federal banking regulation in 

the 1980s reflect this narrow and react- 

ive approach. These changes were largely 

made in five separate pieces of fede~ral 

legislation-the Depository Institutions 

Deregulation and Monetary Control Act of 

1980 (DIDMCA), the Depository Insti- 

tutions Act of 1982 (Garn-St Germain), the 

Competitive Equality in Banking Act of 

1987 (C.EBA), the Financial Institutions 

Reform, Recovery and Enforcement Act of 

1989 (FIRREA), and the Federal Deposit 
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Insurance Corporation Improvement Act (FDICIA), which was finally 

enacted in 199 1. 

Although each of these laws is complex, all have become known for 

specific contributions to addressing various banking problems that 

occurred during the past decade.1 In 1980, DIDMCA began the process 

of phasing out deposit rate ceilings, allowing negotiable order of with- 

drawal (NOW) accounts at all depositories, and permitting savings and 

loans to make consumer loans and to issue credit cards. The Garn-St 

Germain Act allowed interstate mergers and mergers between banks 

and savings and loans and granted savings and loans the right to make 

commercial loans. CEBA limited the growth of nonbank banks and 

provided for limited recapitalization of the Federal Savings and Loan 

Insurance Corporation (FSLIC). FIRREA continued the recapitalization 

process by directly committing federal tax dollars to the savings and 

loan clean-up, reorganized the savings and loan regulatory and insur- 

ance apparatus, and increased the minimum required lending by savings 

and loans for housing-related finance. Finally, FDICIA provided back- 

up funding for the Bank Insurance Fund (BIF), and mandated that the 

Federal Deposit Insurance Corporation (FDIC) take prompt corrective 

action against “critically undercapitalized” depositories. It also pro- 

vided for risk-based deposit-insurance premiums and operating restric- 

tions for depositories that were not “well capitalized.” 

Each piece of legislation was essentially an ad hoc reaction to specific 

’  problems that were thought to require immediate attention. Deposit 

rates were deregulated. because of concern about disintermediation at 

banks when market interest rates rose substantially above regulated 

interest rates. Asset deregulation at savings and loans was an attempt to 

reduce their reliance on fixed-rate, long-term lending for home mort- 

gages funded by shorter-term, variable-rate deposits. The subsequent 

increase in required holding of housing-related assets reflected concern 

over the excessive risk-taking of nontraditional savings and loans. 

Requirements for prompt seizure of deeply troubled institutions 

reflected concern over the high costs of closing institutions that had 

been left open, often for years, while reporting insolvency. 

For the most part, the federal legislation that was enacted and the sub- 

sequent regulatory changes, as well as similar changes in state legisla- 
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tion at various times for state-chartered banks, modified the existing 

deposit-insurance and bank regulatory structure. In the process of mod- 

ifying the structure, little attempt was made to understand or to care 

much about whether there were fundimental changes in the overall 

market for financial services that were affecting or contributing to the 

problems being addressed by the enacted legislation and changes in reg- 

ulation. We conclude that after 13 years of upheaval and turmoil 

among federally insured and regulated depositories, the bank regula- 

tory environment is inconsistent with the evolving financial market- I 

place. 

Il. Goal of Bank Regulation: F&I the Perspective of Society 
I 

The most frequently stated goal of bank regulation is to maintain confi- 

dence and, hence, stability in the financial system.2 The reason this is so- 

desirable is that a stable financial system facilitates the efficient alloca- 

tion of scarce economic resources-the primary function of the finan- 

cial system. The system accomplishes this fundamental goal by essen- 

tially fulfilling two functions: providing a reliable payments mechanism 

to facilitate transactions, and providing a reliable credit mechanism to 

transfer funds between savers and borrowers to facilitate economic 

growth. Thus, the fundamental goal of bank regulation is to promote 

the efficient allocation of scarce economic resources ‘by minimizing dis- 

ruptions in the payments mechanism and in the credit mechanism by 

which funds are transferred between savers and borrowers. 

The importance of a well-functioning payments mechanism can be seen 

by realizing what would exist without it: two-way barter. Transactions 

would be so cumbersome and costly that they would inhibit economic 

activity. To the extent that transactions are swift, reliable, and low cost, 

they promote economic efficiency. The importance of the efficient 

transfer of funds from savers to borrowers can be appreciated by re- 

membering the Great Depression when, as a result of widespread with- 

drawals from banks, both the payments system and the credit process 

were disrupted, exacerbating the reduction in real economic activity. 

The financial system should also operate so as to provide the, most reli- 

able and efficient mechanism to transfer funds from savers to borrow- 
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ers in several specific, respects. All firms in all industries should have 

access to the system. Projects of all sizes should have access to funding. 

Funding should be available across all geographic areas. Prices should 

r&ect risk and be based upon timely and accurate information, with 

the exact allocation of resources determined by the interaction of indi- 

viduals and firms in the marketplace. These are characteristics of a 

well-functioning financial system. 

The goal of stability in the financial system does not mean that regula- 

tion should be designed to ensure the solvency of individual financial 

institutions. To the contrary, regulation should facilitate the prompt 

resolution of firms whose performance in a competitive market leads to 

financial distress. Prompt resolution at minimum cost reallocates more 

resources more efficiently than if resolution is slower and more costly. 

In the process, of course, stockholders, bondholders, and other credi- 

tors suffer fewer losses. In the case of federally insur.ed banks, prompt 

resolution means that the deposit-insurance agency suffers fewer losses 

and the taxpayer, who is a contingent creditor if there are insufficient 

deposit-insurance reserves, faces a lower risk of sharing in those losses. 

These lisses, however, are only part of the total resolution cost, which 

includes any deadweight losses to society due to incentives that are dis- 

torted by a troubled institution’s access to mispriced federally insured 

deposits. 

Promotion of competitive financial markets is a desirable goal for both 

the financial system and bank regulation because the result is in turn 

more economically efficient financial markets and more economically 

efficient allocation of scarce resources generally, Thus, a goal of regula- 

tion is to promote and to maintain competitive markets and to inter- 

vene only to offset market failure and to facilitate the cost-effective exit 

of deeply troubled or insolvent firms from the marketplace. 

In promoting the objectives of bank regulation, the following concerns 

related to financial market failures must be addressed: 

l Public good qualities of information-the problem of “free 

riders,” who acquire costly information without paying for it, 

inevitably obstructs the flow of information. With insufficient 

information available to depositors, inadequate monitoring of 

financial institutions may precipitate excessive risk-taking 
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,behavior. Consequently, the net effect is the increased likeli- 
hood of bank failures and bank failure losses. 

. . 
l Negative externalities and bank runs-many observers 
believe that when runs occur against insolvent institutions, the 
existence of negative externalities (together with the threat 
posed by imperfect information) provides justification for fed- 
eral deposit insurance to prevent widespread and destructive 
runs on banks. 

Furthermore, factors entailing barriers to entry and exit, agency prob- 

lems, moral hazard problems, and adverse selection problems plague 

financial markets that are susceptible to these intricate and--closely 

related forms of market failure. 

Government regulation itself, however, can cause problems. Although 

deposit insurance was established primarily to protect against 

widespread runs, it simultaneously eliminates the incentive of insured 

depositors to monitor financial institutions and fails to impose disci- 

pline on risk-taking by the owners whose losses are limited by corpo- 

rate liability laws to their equity contribution. This gives rise to the 

moral-hazard problem that is widely associated with deposit insurance. 

The owners of depositories have a put option on their institutions’ 

assets because of deposit insurance, and therefore have an incentive to 

increase the value of the option by choosing riskier portfolios and 

lower capital-to-asset ratios 3 Thus, government intervention to deal 

with one type of market failme can create another type of market fail- 

ure. 

Finally, a goal of bank regulation is to allocate credit. The government 

itself makes loans directly, thus providing an intermediation service 

between taxpayers and selected borrowers. The government also affects 

depository lending by making loan guarantees available to selected bor- 

rowers.4 More generally, the government may provide broad subsidies 

through federally chartered and insured depositories for selected prod- 

ucts or services. In general, direct loans, loan guarantees, and broad 

subsidies reduce the cost of borrowing below what the money and capi- 

tal markets would provide in order to reduce the cost of selected prod- 

ucts. These products, called merit goods, are selected because in some 

fashion the government decides to reduce their cost and thereby make 

The Jerome Levy Economics Institute of Bard College 13 
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them more generally available. The most conspicuous such good is 

housing finance, for which the government long supported the savings 

and loan industry, the development of a secondary market in home 

mortgages, and the provision of tax advantages to both home buyers 

and lenders. 

Ill. Methods Currently Us&d to Regulate Banks 

We focus on the method or function of regulation, rather than the insti- 

tutional regulatory framework. The institution& framework is, after all, 

of secondary importance. In setting the agenda for possible changes in 

regulation, it is most important to evaluate whether the methods used 

currently to regulate banks are consistent with the goals of regulation. 

If analysis suggests that changes in regulations are needed, the institu- 

tional framework should evolve to facilitate those changes. 

The existence of state-chartered banks significantly complicates the reg- 

ulatory picture. Historically, much of what state-chartered banks have 

been able to do has been determined by the states. Federal law effec- 

tively granted to the states the power to permit or deny geographic 

expansion of all banks-national banks and state-chartered banks 

through branching and bank holding companies through accIuisitions.5 

Tables A-l and A-2 in the Appendix depict the variety of differences in 

bank regulation of geographic expansion that have developed among 

the states. As Table A-l shows, 42 states allowed statewide branch 

banking in 1991, while 12 states limited branch banking in their states. 

As Table A-2 shows, the conditions under which banks may branch 

across state lines vary greatly, though there has been a movement dur- 

ing the past deca.de. toward permitting branching over wider geographic 

areas.6 Sixteen states, however, currently have laws limiting the share 

of total deposits that any one bank can control within the state.7 

In addition, as Table A-3 shows, state-chartered banks have not been 

subject to all of the restrictions on activities that apply to national 

banks-for example, Glass-Steagall Act restrictions, National Bank Act 

restrictions limiting national banks to banking and activities incidental 

to banking, and the Bank Holding Company Act restrictions confining 

bank holding companies to activities “closely related to banking.” 
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Tables A-3 and A-4 show the wide variety of activities that have been 

allowed state-chartered banks. Under w.idely differing conditions, state- 

chartered banks have been allowed to engage in securities underwriting 

and brokerage; real estate equity participation, development, and bro- 

kerage; and insurance underwriting and brokerage. We are unaware of 

any studies that have found an association between wider powers for 

state-chartered banks and greater bank failures and failure losses, a 

relationship that some have argued existed between wider powers and 

savings and loans in the 1980s. 

The effect of state-chartered banks on competition has been uneven. On 

the one hand, limitations on branching within and across state lines 

limit Yntra-industry” competition. On the other hand, the generally 

wider array of activities in which state-chartered banks have been able 

to engage has enhanced “inter-industry” competition. In doing so it cre: 

ated an incentive for banks regulated solely at the federal level to lobby 

for access to powers similar to those granted to state-chartered banks. 

This created a form of competition among state and federal regulators 

that has had the effect of increasing “intra-industry” competition. As 

Table A-3 shows, the result has been expanded access for national 

banks and bank holding companies to activities related to securities 

underwriting and brokerage and the sale of insurance. 

Effective December 19, 1992, however, FDICIA limited state-chartered 

banks to activities that are permissible for national banks unless 

granted a specific exemption by the FDIC. At the moment, the full 

effect of these changes is unclear because of “grandfather” clauses and 

limited exemptions provided by the FDIC to well and adequately capi- 

talized state banks. In effect, FDICIA has transferred more of the 

authority to determine allowable activities to the federal deposit insur- 

ance agency from the state chartering authorities. Based on the histori- 

cal differences between the activities allowed national and state-char- 

tered banks, this shift in authority signals a substantial reduction in the 

influence of state-chartered banks on “intra- and inter-industry” com- 

petition.8 
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Merit Goods and the Allocation of Credit 

Bank regulation is also used to support the provision of merit goods, 

with the effect of allocating credit. Housing finance is perhaps the sin- 

gle biggest example. The savings and loan commitment to housing 

finance was given a boost in 1933 with the Home Owners’ Loan Act 

that gave the newly established Federal Home Loan Bank Board (Bank 

Board) the power to charter and regulate federal savings and loans, and 

whose charter required a substantial commitment to housing finance. 

The 1933 Federal Home Loan Bank Act that created the Bank Board 

also created a l&district Federal Home Loan Bank System to provide 

-liquidity for savings and loans: total assets of the Bank System have 

grown from $75 billion in 1981 to $158 billion in_1991. In 1991, its 

equity capital-to-total-asset ratio was 6.8 % and the return-on-equity 

was 10.5%. The shrinkage in the savings and loan industry, however, 

has impaired the Bank System and forced it to try to replace lost mem- 

bers with commercial banks and credit unions. 

The federal government also established and chartered the Federal 

National Mortgage Association (Fannie Mae), the Federal Home Loan 

Mortgage Corporation (Freddie Mac), and the Government National 

Mortgage Association (Ginnie Mae) to facilitate the development of 

secondary markets into which home mortgages could be sold. Fannie 

Mae assets have grown ‘from $62 billion in 1981 to $519 billion in 

I 1991, and over the same period, the assets of Freddie Mac have grown 

’ from $26 billion to $406 billion. In part reflecting their relatively low 

capital-to-total-asset ratios of 1.0% and 0.6%, respectively, Fannie and 

Freddie earned returns-on-equity of 27.7% and 23.6% in 1991.9 

Many similar programs have been established by the federal govern- 

ment. The Student Loan Marketing Association (Sallie Mae) facilitates 

a secondary market in student loans. The Farm Credit System issues 

bonds to support agricultural loans,%whereas the Small Business 

Administration (SBA) provides loan guarantees for small businesses.10 

Still other federal regulations focus on financial issues relating to low- 

income individuals. The Community Reinvestment Act (CRA) of 1977 

establishes certain requirements for federally insured depositories 

regarding lending in low-income communities. FIRREA specifically 
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required funding for housing be provided by the Bank System for low- 

income individuals. More recently, there have been proposals to charter 

new financial institutions called community development banks to be 

located in low-income communities within larger cities.11 

Finally, other types of regulation provide protections against specific 

risks to individuals. They include consumer protection legislation, 

including protection against discrimination provided by the Equal 

Credit Opportunity Act (ECOA) of 1974 and the Home Mortgage 

Disclosure Act (HMDA) of 1975. Disclosure requirements, in general 

administered by the Securities and Exchange Commission (SEC), are 

also designed to protect investors by making more and better informa- 

tion available so that investors will incur no more risk thandesired. 

IV. Evolution of the Financial Services Market: Implications 
for Banks and Their Regulation 

Whether the effects of bank regulation are consistent with the goals of 

bank regulation depends substantially on the nature of the market for 

financial products and services. 12 One structure of bank regulation may 

be appropriate if the market for financial services is characterized by 

substantial “intraiindustry” competition among banks but little “inter- 

industry” competition involving nonbank financial firms. The same 

structure of regulation, however, may be inappropriate if “inter-indus- 

try” competition is substantial and shows signs of dynamic growth. In 

particular, if the regulatory structure prevents adaptation to the non- 

bank competition, the result could be the long-term degeneration of the 

banking industry characterized by excess capacity, falling returns on 

equity capital, larger numbers of failing institutions, and the possibility 

of excessively costly exit. 

Dramatic Shifts in Market Shares: Declining Shares for Banks 

There has in fact been a substantial change in the market for financial 

services in the past several decades that has significantly reduced the 

importance of depositories as they have traditionally operated. The 

crux of the change has been a dramatic increase in nonbank competi- 

Tbe]erome Levy Economics Institute of Bard College 
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tion that has contribvted to a substantial shrinkage of the financial 

assets held b? depository institutions as a percentage of total U.S. finan- 

cial assets held by all financial service firms. As Table 1 shows (see 

Appendix for tables), the share of U.S. financial assets held by U.S.- 

chartered banks has fallen from approximately 51% in 1950 to 20% in 

1992. Since 1980, the share of U.S. financial assets held by all U.S.- 

chartered insured depositories (U.S.-chartered ba’nks, savings and loans, 

savings banks, and credit unions) has fallen from approximately 50% 

to 30%. Although the decline in market share has been sharpest for 

savings and loans, falling more than 9 percentage points since 1984, 

U.S.-chartered banks have seen their share fall 11 percentage points 

since 1980. 

1 

With the exception of life insurance companies and real estate invest- 

ment trusts (REITs), all oth& financial service firms shown in the table 

have gained market share since 1950 and in the 1980s. Only life insur- 

ance companies have experienced a substantial decline in their market 

share, which fell from approximately 21% in 1950 to 11% in 1980, 

with small fluctuations around that level since then. In contrast to 

depositories and life insurance companies, mutual funds and money 

market mutual funds have increased their collective share of U.S. finan- 

cial assets from 1% in 1950 to 3% in 1980 to 12% in 1992. The mar- 

ket share for both private pension funds and state and local retirement 

funds has risen from 4% in 1950 to 17% in 1980 to 24% in 1992. 

Security brokers’ and dealers’ share has grown significantly since 

1980-from 1% to 3% in 1992. Although finance companies hold a 

greater share of assets at 6% today, their market share has grown only 

slightly since lp80. 

As Table 1 also shows, total U.S. financial assets held by financial ser- 1 

vice firms have grown substantially. Total financial assets have more 

than doubled since 1984, rising to $13.7 tril-lion in 1992. The total 

assets of commq-cial banks nearly doubled from 1980 to 1988, grow- 

ing at an average annual rate of 12%. Since then the average growth 

rate has fallen to 5%. The total assets of savings and loans actually fell 

from a high of $.1.4 trillion in 198$ to approximately $806 billion in 

1992. The overall growth in U.S. financial assets combined with the 1 

declining shares held by federally insured depositoiies suggests that 

depositories are holding a shrinking share of a growing market for . 
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financial services. The declining growth rate in bank assets and the 

absolute decline in savings and loan assets are also vonsistent with this 

secular trend. The importance of these changes is not simply that 

depositories have lost market share but that regulations may have 

impaired their ability to adapt to a rapidly changing financial market- 

place and thereby contributed to their excessively costly exit.13 The net 

effect is a less competitive and more inefficient financial system. 

Effects of Technology on Competition and Shifting Market Shares 

This pattern of shifting shares reflects an increase in “inter-industry” 

competition that largely resulted from developments in computer and 

telecommunications technology. Technology has been increasingly 

reducing the need for depositories to intermediate between borrowers 

and lenders by gathering, evaluating, and monitoring information on 

borrowers that was too costly an activity for lenders themselves to per- 

form. Securitization has turned formerly illiquid assets on bank balance 

sheets such as mortgages (fixed and variable rate), automobile loans, 

credit-card receivables, and increasingly commercial real estate loans ~. 
into securities that can be held by individuals and by many firms such 

as pension funds, mutual funds, and insurance companies. Overall, the 

manifestations of this technological revolution and developments in 

financial theory are new products, new firms, lower costs of producing 

financial products, and lower prices for products. Not surprisingly, 

competition has increased too, with the consequent squeezing of profits 

and more failures. 

Banks are put in particular jeopardy in this process. The traditional 

bank, as it has developed since the 193Os, transformed liquid deposits 

(or deposits payable on demand at par) into illiquid loans. By taking 

the risk of holding illiquid loans in portfolio, banks earned an accept- 

able return on their owner-contributed equity. It was also this risk 

borne by banks that led to the. instability associated with banks as dis- 

cussed above. By turning illiquid depository assets into more liquid 

securities, securitization is undermining the traditional depository func- 

tion involving, the linkage of the two sides of the balance sheet. 

Securitization, moreover, is not the only ‘<villain” from the banks’ per- 

spective. The increasingly deep market for individual loan sales and the 

access of more firms to the commercial paper and bond markets, both 
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reflecting the effect of technology on lowering the cost of processing 

and disseminating information, have had similar effects. 

There are a number of other fronts on which the banks seem particu- 

larly vulnerable to the effects of technological developments. Banks, 

unlike insurance companies, pension funds, and mutual funds, have a 

large commitment to “brick and mortar” in the form of branches and 

to the employees of the branches. As the provision of financial services 

becomes more electronic, these branches and employees may. become a 

burden. Since 1986 employment at commercial banks has declined by 

over 100,000 employees. Electronic provision of financial services also 

has the effect of increasing the size of the relevant product market for 

financial services. Limits on geographic location and ownership may 

inhibit banks’ adaptation to an increasingly international market. 

Efficient electronic provision of financial services could come from a 

firm that simultaneously provided telephone, television, and financial 

services. The prohibition of ownership of banks by commercial firms 

would seem to inhibit banks from becoming part of such a service, and 

banks might suffer competitively as a result. Banks, however, are 

increasingly attempting to provide more products and services offered 

by their nonbank competitors, with an emphasis on fee income rather 

than traditional intermediation income. This may enable them to make 

better use of their branches and employees: 

Changes in Household Holdings of Financial Assets and Liabilities 

We have witnessed a dramatic change in the way households, and 

hence individuals, hold assets. In 1950, 57% of all household financial 

assets were in corporate equities, U.S. government securities, and life 

insurance reserves. Today, households hold only 22% of their assets in 

those categories, a drop of 35 percentage points. 

The most dramatic increase in holdings occurred in pension fund 

reserves, which rose from 5% in 1950 to 14% in 1980 to 28% by 

1992. Mutual funds grew from 1% of household assets in 1980 to 6% 

in 1992. Money market mutual funds grew from ,l% of household 

assets in 1980 to 3% in 1992. The net increase in these three cate- 
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gories-pension fund ,reserves, mutual funds, and money market 

mutual funds-has been 30 percentage points. 

The net effect is that households have shifted from direct holdings of 

stocks and bonds and holdings in depositories and life insurance com- 

panies to indirect holdings of stocks and bonds through pension funds 

and mutual funds. From the perspective of nonbank financial firms and 

the consumer of financial services, the line of causation creating this 

change in pattern is relatively clear. First came the technological 

advances that lowered the cost of gathering, monitoring, and processing 

information. Then came the changes in the provision of financial prod- 

ucts that reflected the technological change, for example, the develop- 

ment of mutual funds that allowed a consumer to hold indirectly a 

diversified portfolio of financial assets in relatively small denomina- 

tions. Finally, over time consumers have shifted their holdings of finan- 

cial assets, fueling the growth in nonbank financial service firms. 

By far the biggest losers thus far have been federally insured deposito- 

ries, primarily savings and loans but also commercial banks, reflecting 

the inability of depositories to adapt to the competition because of reg- 

ulatory constraints-many of which they have lobbied for themselves. 

The inability to adapt due to regulatory constraints has had many man- 

ifestations. The unusually large -number of depositories exiting in a rela- 

tively short period of time, sometimes at great cost, has captured most 

of the attention. More fundamental problems remain. As Barth and 

Brumbaugh (1992) h s ow, the commercial bank mean return-on-equity 

fell 2.4 percentage points in the period 19 80-199 1 compared to the 

1970s. The standard deviation of the return-on-equity for commercial 

banks rose 2.6 percentage points. Another measure of risk, the ratio of 

net charge-offs-to-assets, more than tripled from 0.07% in the 1970s to 

0:24% in the 1980-1991 period. For savings and loans: the mean 

return-on-equity became negative in the 1980s and indices of risk 

soared relative to previous decades. Falling ex post returns for commer- 

cial banks and savings and loans combined with rising ex post mea- 

sures of risk suggest further attrition unless the process is reversed. 

. 

. 
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V. Recent Developments in the Financial Services Market: 
Competitive Implications 

Recent developments in the financial services market suggest that the 

process is unlikely to be reversed. In general, the reaction of the banks, 

savings and loans, and credit unions- with the assistance of federal and 

state legislation and regulation-h b as een to change the asset and liabil- 

ity mix within relatively narrow limits. Difficulties surfaced for com- 

mercial banks in the early 1980s concerning their loans to lesser devel- 

oped countries. That banks made so many loans in the first place 

reflected a more serious long-term problem, the declining demand for 

bank loans from corporations that were increasingly served by the com- 

mercial paper market.14 

Commercial and industrial loans as a percent of total assets fell from 

22% in 1981 to 13% in 1992.15 Over roughly the same period, bank 

real estate loans to total assets rose from 14% in 1982 to 24% in 1992. 

Commercial bank holdings of home mortgages as a percentage of real 

estate mortgage loans held by different lenders was 17% in 1992, for 

the first time exceeding the holdings of savings and loans, which were 

13%. Toward the end of the 198Os, bank holdings of U.S. government 

securities also rose precipitously, from 12% of total bank assets to 

18 %. For nearly 20 years beforehand, bank holdings of government 

securities were relatively stable, having declined slightly from 197’0. 

’ One must ask whether the stream of income from these sources is sus- 

tainable. Primarily because of action taken by the Federal Reserve to 

stimulate economic activity following the lYYO-IYYlzrecession, short- 

term interest rates fell dramatically and the spread between short-term 

and long-term interest rates rose to more than 400 basis points by early 

1993. In essence, a large portion of the banks’ recent profitability has 

come from borrowing from the insured depositor at a relatively low 

interest rate and lending to the government at a much higher rate. As 

the yield curve flattens, this source of profits will diminish. 

Whether banks ca.n earn profits from real estate loans is also uncertain. 

Carron and Brumbaugh (1991) for savings and loans and Passmore 

(1992) more generally have investigated whether retail depositories can 

fund home mortgages profitably. Passmore, like Carron and 

22 Public Policy Brief 
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Brumbaugh, found that thi cost of collecting retail deposits combined 

with the regulatory capital requirements for depositories make mort- 

gage lending largely unprofitable. Profitability has also been affected by 

the dramatic growth of the secondary home mortgage market; 40% of 

home mortgages are now in mortgage pools. Passmore concluded that 

it was possible for very efficient savings and loans to fund fixed-rate 

conforming mortgages profitably but that “almost all S&Ls and proba- 

bly most banks and credit unions do not fit this description.” He also 

concluded that most depository institutions are not efficient enough to 

make securitized fixed-rate and adjustable-rate mortgages profitably. 

Commercial real estate mortgages provide a wider interest-rate spread, 

but this spread is likely to narrow as more commercial real estate loans 

are securitized.16 This could affect banks significantly because banks ~ 

held 45% of all commercial mortgages held by the different real estate 

lenders in 1992. 

Barth, Brumbaugh, and Litan (1992) point out that banks became 

much less liquid in the 1980s with cash and cash due from other depos- 

itories falling from 18% in 1980 to 9% in 1990. This fall in liquidity 

was offset by an increase in total loans and leases from 55% to 62%. 

The shift to illiquid assets increased risk as banks sought more revenue. 

They also point out that the growth of off-balance-sheet items has also 

been dramatic. The off-balance-sheet items in the banking industry as a 

whole are approximately four times the volume of balance-sheet items, 

and they are increasing. Other signs of potential risk-taking showed up 

on the liability side of the banks’ balance sheet where there was an 

important shift away from noninterest-bearing demand deposits to 

deposits. that paid interest-demand deposits decreased by 9 percentage 

points in the 198Os, while time and savings deposits more than doubled 

to approximat&y 23% and interest-bearing transaction accounts, 

which did not exist nationwide in 1980, accounted for approximately 

20% of liabilities in 1989. 

Some banks have adopted strategies by which they earn greater income 

in fees than interest income on assets in their portfolios. Some of these 

banks-such as J. P. Morgan, whose ratio of noninterest revenue to 

total revenue was 63% in 1992-are among the most profitable banks 

with the most stable earnings during the past decade of turmoil for 

banks. Bankers Trust and Citicorp had noninterest revenue to total rev- 
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enue of 67% and 52%, respectively, in 1992. Although our focus is on 

the adaptation of banks moving away from traditional assets and in 

some cases toward fee income, a similar type of adaptation is occurring 

among life insurance companies, which, as noted above, have been the 

other major financial firms losing market share in recent years. In 1950, 

life insurance reserves accounted for 83% of liabilities for life insurance , 
companies, but for only 47% in 1980 and 27% in 1992. In 19.50, only 

9% of life insurance companies’ liabilities came from pension fund 

reserves, rising to 39% in 1980 and 62% in 1992. Thus, life insurance 

companies (have become substantial managers of pension fund reserves, 

increasingly invested in mutual funds and government securities. 

Meanwhile, banks increased the proportion of investment securities in 

their portfolios from 16.9% in 1989 to 22.0% in 1992. This shift con- 

tributed to the substantial increase in bank profits that has occurred in 

1992 and thus far in 1993. Net operating income for banks nearly dou- 

bled from $14.8 billion in 1991 to $28.7 billion in 1992. These profits 

have allowed the banking industry to make substantial additions to 

capital. Capital has risen from $181 billion in 1987 to $263 billion in 

1992, an increase that raised the aggregate capital-to-asset ratio. 

Summarizing the Trends 

In each, area into which depositories have expanded their assets, there is 

substantial competition, with the likelihood that the future income 

stream may be limited. In residential real estate, mortgage-backed secu- 

rities have lowered revenues and many low-cost providers compete with 

depositories. There is significant evidence that only the most efficient 

depositories will be able to compete profitably in the market. There is 

an excess supply of commercial real estate with the expected negative 

effect on prices and asset quality. There are also a significant number of 

nondepository commercial real estate lenders. As a result of these phe- 

nomena, there has been a significant movement among big banks 

toward off-balance-sheet items and toward nonbank activities generat- 

ing fee income, including the significant movement into the managing 

and selling of mutual funds. There remains substantial competition 

from securities firms in these areas as well, some of which have formed 

joint ventures with banks offering mutual fund services. 
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The desire of banks to shift asset mix, move off balance sheet, and seek 

fee income will likely intensify because demand for business loans from 

banks will continue to decline, New products will continue to emerge 

and threaten the commercial and industrial loan business at banks. 

Banks will also continue to labor under related regulatory disadvan- 

tages. Banks, for example, cannot hold junk bonds, which are essen- 

tially more liquid commercial and industrial loans. New and old com- 

petitors, with a changing menu of products and services, will continue 

to develop. The demand for small, nonhomogeneous business loans 

continues to be relatively strong, which helps explain the relative 

strength of small banks. As technology improves, however, one can 

expect this market to become more contested as well. 

There have also been substantial competitive changes in the market 

affecting the liability side of depositories’ balance sheets. The growth of 

money market mutual funds has been a conspicuous case in point: 

Money market mutual fund balances have risen from 1% of M2 in 

1980 to 10% in the third quarter of 1992. Before 1980, money market 

mutual funds were not even included in M2 because they were so rela- 

tively insignificant. Another interesting aspect in the growth of money 

market mutual funds is that they have been increasingly moving funds 

from banks’ time deposits elsewhere, with time deposits tis a percentage 

of their total assets falling 21 percentage points from 1980 to the third 

quarter of 1992. 

The ‘fact that money market mutual funds are now included in M2 

reflects the new reality that the funds are a close substitute for deposits 

at banks and savings and loans. A still broader measure of money 

would show the declining importance of depository liabilities compared 

to other financial service firm liabilities. The expansion of money mar- 

ket mutual funds represents the unbundling of bank balance sheets, as 

do the securitization of loans, the growing corporate paper market, an,d 

the movement to off-balance-sheet activities and fee income. From the 

perspective of setting the agenda for bank regulatory reform, the 

unbundling signifies a potential reduction in the inherent instability of 

banks that in part generated the need for regulation in the first place. 

The existence of money market mutual funds suggests that the pay- 

ments system may be less vulnerable to problems in the banking indus- 

try than in the past. 
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T h i s  a n a l y s i s  p o i n t s  t o  a  s e p a r a t e  i s s u e  o f  i m p o r t a n c e  i n v o l v i n g  m o n e y  

m a r k e t  m u t u a l  f u n d s  a n d  o t h e r  n o n b a n k  f i n a n c i a l  s e r v i c e  f i r m s .  T h e  

e x i s t e n c e  o f  m o n e y l i k e  a s s e t s  a v a i l a b l e  f r o m  n o n b a n k s  c a n  c o m p l i c a t e  

m o n e t a r y  p o l i c y .  I f  t h e  F e d e r a l  R e s e r v e  w e r e  t o S f o c u s  o n  a n  i n a p p r o p r i -  

a t e  m e a s u r e  o f  m o n e y ,  t h e n  t h e  m o n e t a r y  a u t h o r i t i e s  c o u l d  m i s t a k e n l y  

t a k e  i n a p p r o p r i a t e  a c t i o n .  

V I .  R e f o r m  A l t e r n a i i v e s :  R e s o l v i n g  A s p e c t s  o f  B a n k  
R e g u l a t i o n  I n c o n s i s t e n t  w i t h  t h e  G o a l s  o f  B a n k  R e g g l a t i o n  

T h e  e x i s t i n g  r e g u l a t o r y  s t r u c t u r e  f o r  b a n k s ,  a s  w e l l  a s  a n y  s u g g e s t e d  

a g e n d a  f o r  r e f o r m ,  s h o u l d  b e  j u d g e d  b y  \ h o w  w e l l  i t  c o r r e s p o n d s  t o  t h e  

g o a l s  o f  r e g u l a t i o n .  I n  t h i s  r e s p e c t  i t  s h o u l d  b e  c l e a r  f r o m  t h e  p r e c e d i n g  

a n a l y s i s  t h a t  t h e r e  a r e  m a n y  a s p e c t s  o f  t h e  r e g u l a t i o n  o f  b a n k s  t h a t  

a p p e a r  i n c o n s i s t e n t  w i t h  t h e  g o a l s  o f  r e g u l a t i o n .  M a n y  a s p e c t s  o f  t h e  

r e g u l a t i o n  a p p e a r  t o  b e  m u t u a l l y  c o n t r a d i c t o r y .  T h e r e  h a s  a l w a y s  b e e n  

a n  i n c o n s i s t e n c y  b e t w e e n  t h e  a & c o m p e t i t i v e  r e s t r i c t i o n s  a n d  t h e  p r o -  

m o t i o n  o f  e c o n o m i c  e f f i c i e n c y  d i s c u s s e d  a b o v e .  

T h i s  t e n s i o n  w a s  n o t  p a r t i c u l a r l y  h a r m f u l  a s  l o n g  a s  “ i n t r a - i n d u s t r y ”  

c o m p e t i t i o n  w a s  t h e  m a j o r  c o n c e r n  a n d  “ i n t e r - i n d u s t r y ”  c o m p e t i t i o n  

w a s  r e l a t i v e l y  m i n i m a l .  N o w ,  “ i n t e r - i n d u s t r y ”  c o m p e t i t i o n  i s  i n t e n s e  

a n d  g r o w i n g .  A s  d i s c u s s e d  a b o v e ,  t h e  i n c r e a s i n g  c o m p e t i t i o n  c o m b i n e d  

w i t h  r e s t r i c t i o n s  o n  c o m p e t i t i o n  h a s  p r o d u c e d  e c o n o m i c a l l y  i n e f f i c i e n t  

‘results. T h i s  h a s  i n c l u d e d  a  d e c l i n e  i n  e x  p o s t  r e t u r n - o n - e q u i t y  f o r  

b a n k s  a n d  a n  i n c r e a s e  i n  e x  p o s t  m e a s u r e s  o f  r i s k ,  w h i c h  h a s  r e s u l t e d  i n  

t h e  e x c e s s i v e l y  c o s t l y  e x i t  o f  d e p o s i t o r y  i n s t i t u t i o n s .  T h e s e  d e v e l o p -  

m e n t s  m o t i v a t e  t h e  n e e d  f o r  r e f o r m .  W i t h  t h i s  b a c k g r o u , n d ,  w e  o f f e r  

t h e  f o l l o w i n g  r e f o r m  a l t e r n a t i v e s  f o r  c o n s i d e r a t i o n .  

P r o t e c t  D e p o s i t o r i e s  f r o m  C o m p e t i t i o n  

N o n d e p o s i t o r y  f i n a n c i a l  f i r m s  n o w  p r o v i d e  m a n y  o f  t h e  s e r v i c e i  t h a t  

b a n k s  p r o v i d e .  O n e  r e f o r m  a l t e r n a t i v e  i s  t o  g r a n t  m o n o p o l y l i k e  p o w e r s  

, w h e r e  p o s s i b l e  t o  b a n k s .  T h i s  c o u l d  b e  c o m b i n e d  w i t h  n e w  r e g u l a t o r y  

r e s t r i c t i o n s  o n  n o n d e p o s i t o r y  f i n a n c i a l  s e r v i c e  f i r m s  b y ,  / f o r  e x a m p l e ,  

p r o h i b i t i n g  m u t u a l  f u n d s  f r o m  o f f e r i n g  c h e c k - w r i t i n g  s e r v i c e s .  A t  t h e  
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moment, the inability of mutual funds to access Fedwire directly pro- 

vides, banks with a competitive advantage in check-writing services. The 

government could erect additional barriers to discourage or roll back 

nonbank provision of selected financial services.17 This approach is 

similar to the approach taken by many firms and industries. While non- 

bank financial firms such as securities firms and insurance companies 

have increasingI+ provided services historically provided by banks, they 

have simultaneously lobbied to prevent banks from providing their 

other services. The goal in general is to protect oneself from competi- 

tion. 

This reform alternative, then, has as its goal the very antithesis of many 

of the goals of regulation, primarily -to enhance competition with the 

attendant benefits for consumers of financial services and the efficient 

allocation of scarce economic resources. Perhaps the best reason for 

calling attention to it here is to reinforce the observation that many of 

the existing bank regulatory practices are inconsistent with the society- 

wide goals of bank regulation and the efficient provision of financial 

services. As a result, if this reform alternative were successfully 

adopted, the policy would increase inefficient alloctition of resources, 

and if unsuccessful would maintain policies that still encourage misallo- 

cation of resources. This reform alternative is merely an extension of 

the current policy of ‘attempting to erect barriers to entry And exit in the 

provision of financial servic.es. 

Maintain the Deposit-Insurance System with Required Prompt 

Corrective Actions and Cost-Effective Closure Mechanisms 

Another reforni alternative is based on recommendations that evolved 

from analyses of the failure to close insolvent savings and loans in a 

timely fashion and the resulting adverse effects on the cost of closure. 

As described in Barth (1991), savings and loans closed in 1988 were 

open while reporting insolvency for an average of more than four years. 

Barth, Brumbaugh, and Litan (1992) and Barth and Brumbaugh (1991) 

show that similar closing patterns developed with commercial banks 

and credit unions. 
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Open but insolvent depositories have a great incentive to take excessive 

risk in an attempt to return to solvency. This is particularly true of 

stock-type institutions in contrast to mutual institutions. Excessive risk- 

taking by insolvent institutions can result in significant returns to stock- 

holders and managers with equity interests if such risk-taking is suc- 

cessful, while losses accrue to the deposit-insurance system or taxpayers 

if it is unsuccessful. This is one of the manifestations of the moral-haz- 

ard problem in federally insured depositories. 

One reform proposal is to retain the current deposit-insurance system 

but to require truly prompt corrective actions ,against troubled institu- 

tions in order to reduce the moral-hazard problem. In general, correc- 

tive actions and ultimately closure would be triggered by falling capital 

or net worth. As capital fell relative to assets, supervisory intervention 

would increase and an institution would be more likely to face limita- 

tions on its ability to increase risk. Ultimately, closure would be trig- 

gered if capital approached zero. Such an approach was specifically 

outlined by Benston et al. (1989) based on studies indicating that delay 

in closure of insolvent savings and loans increased the cost of closure. 

In 1991 FDICIA implemented a form of this approach. As described by 

Brumbaugh and Scott (1992), it differed significantly from what was 

proposed by Benston et al.FBook value measures of capital were used to 

trigger increased intervention, rather than market values. As a result, it 

is unclear to what extent intervention andclosure are actually what one 

r would call prompt or timely. As institutions near insolvency, existing 

book-value measures of capital or net worth tend to exceed market- 

value measures of capital, sometimes substantially. In addition, unlike 

the Benston et al: proposal, the regulators were granted considerable 

discretion in the design and implementation of the early intervention 

and closure mechanism, and consequently given substantial opportuni- 

ties to engage in forbearance. As Brumbaugh and Scott point out, the 

law seems designed to provide such opportunities to regulators. 

An alternative is to build on FDICIA by basing prompt corrective 

actions on deterioration in market-value capital and by eliminating reg- 

ulatory discretion in order to eliminate forbearance. Although this 

alternative maintains deposit insurance, it does not rule out substantial 

changes in addition to the closure mechanism. Deposit coverage levels 
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could be maintained at the current or a reduced coverage level. Other 

regulatory constraints could be changed. Branching and banking 

r&trictions could be eliminated. Limits on allowable activities could be 

reduced. Ownership beyond bank holding companies could be autho- 

rized for nonbank and nonfinancial companies, as is .the case with the 

ownership of savings. and loans. 

Past experience suggests that this alternative is difficult to implement 

effectively. There is significant resistance to reducing regulatory con- 

straints, particularly as long as deposit insurance is still provided. 

Regulatory constraints should be reduced only-for healthy institutions 

in order to minimize moral-hazard problems, but blocking out 

unhealthy institutions has proved difficult to accomplish in the past. In 

addition, examination and supervision become more difficult as institu- 

tions become more complex and diverse, as they certainly would if reg- 

ulatory constraints were relaxed as described. Timing prompt corrective 

actions, particularly seizure, is difficult. Given the significant debate 

surrounding the wisdom and the ability to implement market-value 

accounting,lg it would face substantial opposition and take time to 

effect. The elimination of discretion is also difficult, and the tendency is 

strong to reinstate it if prompt corrective actions prove inadequate and 

losses mount. 

Even if all of these difficulties did not exist or posed little impediment, 

this alternative is essentially a rear-guard action, attempting to cope 

with new and sometimes quickly developing competitive .threats 

through slow and piecemeal legislative and regulatory edicts. Some 

restrictions on assets and liabilities would undoubtedly survive and 

potentially prevent movement of financial resources to their most effi- 

cient use. As new and unexpected competitive developments occurred 

in the provision and delivery of financial services, further tinkering 

would be necessary in order to maintain the level of efficiency that had 

already been achieved. The possibility of significant deterioration and 

large losses would remain, though perhaps in a lessened state. 

From an economics point of view, this alternative fails to address very 

convincingly one major issue. Given the goals of financial regulation 

and the purpose of the financial system, is the ‘deposit-insurance sys- 

tem-even if the changes this alternative includes are desirable and 
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achievable-the kind of system one would design today if one were 

starting from scratch? Does this alternative essentially represent an 

attempt to tune an instrument that one would not select if it had not 

been handed dowo through several generations? If a different system 

offers substantial advantages, perhaps one should ex$ore devising a 

new instrument. 

Eliminate Deposit Insurance and Adopt a Form of the 

Narrow-Bank Proposal 

This proposal begins with the elimination of deposit insurance. This 

does not mean eliminating the protections that deposit insurance was 

designed to provide: protection for small and unsophisticated deposi- 

tors, protection of the payments and credit mechanisms, and protection 

of the taxpayer. Any proposal that entails elimination of deposit insur- 

ance must offer an alternative that will ensure those protections, as well 

as meet the goals of bank regulation. 

To prevent runs and to provide individuals with a perfectly liquid 

asset-one that is payable on demand at par with extremely low user 

cost-this proposal would create a narrow bank at every depository, 

along the lines discussed by Litan (1988) and Benston et al. (i989).19 

The assets of the narrow bank would be short-term Treasury securities. 

Under certain circumstances as discussed by Benston et al., other assets 

:could be included. The liabilities would be demand deposits only. As a 

result, the return to. the depositor would essentially be limited to the 

return on short-term Treasury securities minus fees for servicing 

accounts. 

’ 

Simultaneously the proposal would eliminate all other regulatory con- 

straints oi depositories except for those that apply to other financial 

service firms, such as SEC disclosure.requirements, consumer protection 

requirements, and all the requirements that are implicit in avoiding 

antitrust violations. Thus, this proposal is designed to promote effi- 

ciency because the ,new “nonnarrow” bank, associated with but sepa- 

rated functionally from the “narrow” bank, becomes a purely private 
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financial service firm with the ability to adapt to competition as do all 

other financial service firms. 

Even the prospect of unleashing this competition by releasing banks 

from current regulatory constraints on their activities would no doubt 

unleash a frenzy of lobbying by every conceivable financial service firm. 

Their goal would be to protect themselves as much as possible from 

prospective competition. It is all too easy to imagine, how each threat- 

ened competitor would agree with other threatened competitors that 

the resulting competitive bloodbath would result in financial instability. 

Each individual firm going out of business would be cited as a sign of 

overall financial instability. 

As discussed aboves swift restructuring or exit of insolvent firms in a 

competitive market enhances efficiency, an essential ingredient in the 

stable provision of financial services, which is the goal. If large numbers 

of banks exited the financial services industry as a result of this pro- 

posal, imposing losses on stockholders and some debt holders, what 

does this mean from that economic perspective? Is there an efficiency 

loss or gain that can be inferred from such an outcome? 

The answer is complicated. It involves, most profoundly, a calculation 

of the opportunity cost of maintaining the current system that provides 

financial services in a way inconsistent with the efficient allocation of 

financial services and hence allocation of scarce real resources. To some 

extent the losses caused by the attrition of firms would represent part of 

the opportunity cost of the current system of regulation. The losses 

would represent amounts that would otherwise have been earned and 

kept if the provision of financial services had been more efficient in the 

first place. Thus, the losses that would seem to be attributed to the 

implementation of the reform proposal would in fact represent realized 

losses that had accrued from past inefficiency. 

Opponents of this proposal will also tend to create images of forlorn 

formerly insured depositors walking the streets, hopelessly seeking a 

place to deposit their funds safely. Others will have understandable and 

genuine concern for formerly insured depositors who mder this pro- 

posal would have to choose between a risk-free, low-return liquidity 
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-account and some level of risk and return associated with a less liquid 

account. Will this not lead to befuddlement and unnecessary losses for 

some individuals, perhaps many? 

In order for this result to obtain a number of things would have to 

occur. For some reason, the market for financial services would have to 

be unable to provide individuals with appropriate information on the 

nature of risk and return trade-offs. This would probably take some 

form of widespread, persistent fraudulent information. It would also 

entail the inability, ultimately, of financial consumers to understand 

appropriate information when they were provided with it. Extra- 

ordinarily large amounts of nondepository financial products entailing 

risk and return are provided to currently insured depositors without the 

equivalent of deposit insurance-all insurance products, mutual funds, 

equities, real estate, pension and retirement funds (even those covered 

by the Pension Benefit Guarantee Corporation), stamps, coins, baseball 

cards, antiques, art, and more. To conclude that the absence of deposit 

insurance will throw massive numbers of people to the financial wolves 

seems erroneous. 

Eliminate Deposit Insurance and Create a Federal Money 

Market Mutual Fund 

As with the previous proposal, this proposal would eliminate deposit 

.insurance. It would also eliminate all regulatory constraints on deposi- 

tories except for those that apply to other financial service firms. The 

difference is that, instead of creating just a narrow bank at former 

depositories, it would also create a federal government money market 

mutual fund. There should be no reason why banks should not be able 

to offer a competing money market mutual fund or risk-free account in 

a narrow bank if they so chose. As with the narrow bank, assets of the 

government money market mutual fund would be short-term Treasury 

securities, and liabilities would be demand deposits only. Access to the 

fund would be through check writing or a debit card issued to anyone 

who wanted to purchase shares in the fund. The fund would allow for 

electronic deposit of all government checks such as payroll, social secu- 

rity, and welfare checks, a service that could also be provided through 

the narrow bank. 
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All normarrow banks would become purely private financial service _ 

firms with the ability to adapt to competition as do other financial ser- 

also a function for which the ,government seems particularly efficient, 

more so than the narrow bank. Basically, the service would be a large- 

scale electronic debit and credit mechanism requiring a large-scale com- 

puter operation and retail outlets at, for example, post offices. This 

type of service was offered in the past through postal banks; therefore 

there is a historical precedent for this type of mechanism. 

* 

There are other advantagei to this approach relative to a narrow bank 

alone. The proposal provides a vehicle for providing low-income indi- 

viduals with certain financial services at low cost, and may represent a 

through banks, proposed community development banks, or through a . 

narrow bank. At the moment, individuals with low incomes have diffi- 

culty cashing checks and establishing checking accounts of their own, 

in part because there are relatively few convenient financial service out- 

lets near their homes. In addition, theft of government checks is a prob- 

lem. With access to the government money market mutual fund, these 

individuals could have checks deposited in their accounts, and could 

draw down on the account through the use of checks 0; a debit card. 

Electronic transfer of funds to pay bills could also be arranged easily. 

T&e government money market fund would become an efficient, low- 

cost provider of universal liquidity in the U.S. In essence, just as the 

government has provided currency over the years, it w&d be~updating 

the process by providing the modern-day equivalent of such a payments 

vehicle. 

Finally, it is frequently said that implicit federal deposit insurance exists 

even for the narrow bank in the sense that if difficulties arose, however 

remote the possibility, the government would step in to protect deposi- 

tors. This reform proposal eliminates this prospect because of govern- 

ment provision. of a liquidity service in the first place. Individuals 

would never need to run to currency. 
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VI I. Conclusion 

One approach to setting the regulatory agenda for banks is first to 1 

examine whether the existing regulatory structure is consistent with the 

goals of bank regulation. The main role of bank regulation is to main- 

tain confidence and, hence, stability in the financial system because a 

stable financial system facilitates the efficient allocation of scarce eco- 

nomic resources -the primary function of the financial system. 

Accordingly, bank regulation is to promote the efficient allocation of 

scarce economic resources by minimizing disruptions in the payments 

and credit mechanisms. Disruptions can emanate from a number of 

intricate market failures primarily involving barriers to entry and exit, 

public-good problems, externalities, and agency, moral-hazard, and 

adverse-selection problems. 

While regulation aspires to minimize the likelihood of disruptions in 

the payments and credit mechanisms, another goal is to promote com- 

petitive financial markets. Regulation itself can raise significant barriers 

to entry and exit, and create market failures that inhibit competition 

and the efficient allocation of scarce economic resources. We have 

pointed out several ways in which limitations on bank ownership, price 

and quantity controls, limitations on geographic location, and restric- 

tion of activities can limit competition, and hence the efficient alloca- 

tion of scarce economic resources. 

These limitations and restrictions were first adopted in legislation in the 

193Os, and have evolved since then with changes in legislation and reg- 

ulation that were essentially ad hoc adaptations to specific problems 

that appeared to need immediate attention. This was particularly true 

of the five Ijieces of federal legislation since 1980. These changes, how- 

ever, fundamentally ignored the development that could not have been 

envisioned in the 1930s but exploded dramatically in the 198Os-the 

revolution in computer and telecommunications technology, which in 

turn has spurred dramatic competition in the provision and distribution 

of financial products and services. 

In reviewing the four proposals we have described, we surmise that in 

setting an agenda for regulatory reform, a reform proposal must past a 

two-part test. It must meet the fundamental goal of bank regulation by 
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protecting the payments and credit mechanisms, from disruption while 

at the same time promoting competition. Meeting both of these tests is 

the only way to maximize the efficient allocation of scarce economic 

resources. 
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End Notes 

1. 

2. 

3. 

4. 

5. 

6. 

For analyses of the legislation of the 198Os, see Barth (1991), Barth and 
Brumbaugh (1990), Benston and Kaufman (1993), Brumbaugh (1988, 1993), 
Brmnbaugh and Scott (1992), Brumbaugh and Litan (1991), Carnell (1992), and 
Kane (1983,1985,1986). 

For additional discussion, see Merton (1992). 

For a detailed discussion of the moral hazard and agency problems as they apply 
to depositories, see Barth and Brumbaugh (1992) and the references cited 
therein. 

According to the Office of Management and Budget, the face value of all federal 
credit and insurance programs amounted to $6.8 trillion in 1992. 

As of December 1991, state-chartered member banks were 8% of all federally 
insured banks, state-chartered nomnember banks were 60% of all insured banks, 
and the remaining 32% of federally insured banks were national banks. For a 
discussion of these and related issues, see Wells, Jackson, and Murphy (1992). 

In May 1992, moreover, the Office of Thrift Supervision (OTS) rewrote regula- 
tions to preempt state controls over savings and loans’ entry into new states. 
Interstate *branching by savings and loans is, therefore, currently decided solely 
by the OTS. 

See Cox and Khnkerman (1993). 

Selected state authorities first authorized adjustable-rate mortgages for savings 
and loans, with the Congress prohibiting their use nationwide until after the 
industry suffered enormously from sharply rising interest rates in the late 1970s. 

The Federal Housing Enterprises Financial Safety and Soundness Act of 1992 set 
minimum capital requirements for Fsnnie Mae and Freddie Mac at 2.50% of on- 
balance sheet assets, plus 0.45% of outstanding mortgage-backed securities and 
substantially equivalent instruments, including 50% of commitment to purchase 
mortgages. 

10. For a thorough discussion of federal credit programs, see Bosworth, Carron, and 
Rhyne (1987). 

11. See, for example, Minksy, l?apadimitriou, Phillips, and Wray (1993). 

12. For discussions of the changing nature of the financial services market and the 
effects on depositories, see Barth (1991), Barth and Bartholomew (1992), Barth 
and Brumbaugh (1992), Barth, Brumbaugh, and Litan (1992), Brumbaugh 
(1988, 1993), Congressional .Research Service (1992), Gorton and Pennacchi 
(1992), Kane (1985), and Litan (1987,199l). 

13. From January 1980 through June 1992, more than 4,500 federally insured 
depositories failed with assets of more than $630 billion and were resolved at a 
present-value cost of about $150 billion to the deposit insurance funds and tax- 
payers. For a discussion of the budgetary implications and implications for 
deposit insurance reform, see Congressional Budget Office (1991). 

14. Whereas nonfinancial commercial paper outstanding as a proportion of banks’ 
commercial and industrial loans was 10.6% in 1979, it had grown to 21.2% in 

1991. For more information on the difficulties facing commercial banks in the 

36 Public Tolicy Brief 



T h e  C h a n g i n g  W o r l d  o f B a n k i n g :  S e t t i n g  t h e  R e g u l a t o r y  A g e n d a  

p a s t  d e c a d e ,  s e e  B a r t h ,  B r u m b a u g h ,  a n d  L i t a n  ( 1 9 9 2 ) ,  G o r t o n  a n d  E e n n a c c h i  
( 1 9 9 2 ) ,  a n d  L i t a n  ( 1 9 9 1 ) .  

1 . 5 .  I n  t h e  A p p e n d i x  t a b l e s  f o r  c o m m e r c i a l  b a n k s  a m l  s a v i n g s  a n d  l o a n s ,  t h e  d a t a  a r e  
o b t a i n e d  f r o m  t h e  C o n g r e s s i o n a l  B u d g e t  O f f i c e  a n d  t h e  F l o w  o f  F u n d s  A c c o u n t s  
o f  t h e  F e d e r a l  R e s e r v e .  I n  s o m e  c a s e s ,  t h e r e  a r e  d i s c r e p a n c i e s  b e t w e e n  t h e  t w o  
s o u r c e s  o f  d a t a  f o r  a  g i v e n  a c t i v i t y .  T h e  d i s c r e p a n c i e s  d o  n o t  a l t e r  t h e  b a s i s  p a t -  
t e r n s  w e  d e s c r i b e .  

1 6 .  T h r o u g h  e a r l y  1 9 9 3 ,  t h e  R e s o l u t i o n  T r u s t  C o r p o r a t i o n  i t s e l f  h a d  s e c u r i t i z e d  $ 2 0  
b i l l i o n  o f  c o m m e r c i a l  m o r t g a g e s ,  w i t h  m o r e  s e c u r i t i z a t i o n  l i k e l y  t o  f o l l o w .  

1 7 .  A n  e x a m p l e  o f  s u c h  a  t a c t i c  i s  C E B A ,  w h i c h  c l o s e d  t h e  n o n b a n k / b a n k  l o o p h o l e ,  
l e a v i n g  1 6 8  s u c h  i n s t i t u t i o n s  c u r r e n t l y  o p e r a t i n g  b e c a u s e  o f  a  “ g r a n d f a t h e r ”  
c l a u s e .  \ ,  

1 8 .  S e e ,  f o r  e x a m p l e ,  B e a v e r ,  D a t a r ,  a n d  W o l f s o n  ( 1 9 9 2 ) .  

1 9 .  F o r  a n  e x c e l l e n t  d e s c r i p t i o n  o f  e a r l y  d e v e l o p m e n t s  r e l a t i n g  t o  t h e  n a r r o w  b a n k ,  
s e e  P h i l l i p s  ( 1 9 9 2 ) .  
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Table A - l  
Summary of State Bank Branching Laws 

State Classifications by Branching Types Prevalent 
’ December 3 1 ,  1 9 9 1  . .  

S t a t e w i d e  B r a n c h  B a n k i n g  P r e v a l e n t  L i m i t e d  B r a n c h  B a n k i n g  
( 4 2  S t a t e s )  P r e v a l e n t  ( 1 2  S t a t e s )  

A l a b a m a  N e w  J e r s e y  A r k a n s a s  ( a )  

A l a s k a  N e w  M e x i c o  C o l o r a d o  ( a , b )  

A r i z o n a  N e w  Y o r k  ( g )  G e o r g i a  

C a l i f o r n i a  N o r t h  C a r o l i n a  G u a m  

C o n n e c t i c u t  O h i o  I l l i n o i s  

D e l a w a r e  O k l a h o m a  ( h )  I o w a  

D i s t r i c t  o f  C o l u m b i a  O r e g o n  . ‘ .  K e n t u c k y  (c) 
F l o r i d a  P e n n s y l v a n i a  M i n n e s o t a  

H a w a i i  P u e r t o  R i c o  M o n t a n a  

I d a h o  R h o d e  I s l a n d  N e b r a s k a  ( d )  

I n d i a n a  S o u t h  C a r o l i n a  N o r t h  D a k o t a  ( e )  

K a n s a s  S o u t h  D a k o t a  W y o m i n g  ( f )  

L o u i s i a n a  T e m e s s e e  

M a i n e  T e x a s  

M a r y l a n d  U t a h  

M a s s a c h u s e t t s  V e r m o n t  

M i c h i g a n  V i r g i n i a  

M i s s i s s i p p i  V i r g i n  I s l a n d s  

M i s s o u r i  W a s h i n g t o n  

N e v a d a  W e s t  V i r g i n i a  

N e w  H a m p s h i r e  W i s c o n s i n  

x 

(a) P e r m i t t e d  through mergers, consolidations, and acquisitions of a failing bank. 

(b) Holding companies may also convert subsidiary banks to branches: 40 percent 1991; 80 per- ’ 
cent July 1992; 100 percent July 1993. One DeNovo allowed July 1, 1993. Wide-open 

branching 1997. 

(c) Countywide facilities plus merger, consolidations statewide. 
> 

(d) Five branches in home city, unless acquired by merger of failme. 

(e) Permitted only through mergers and consolidations, with no geographic restrictions. Also, 

facilities and stations are permitted subject to geographic restrictions and are in essence 

“branches.” 

(f) Permitted only through mergers and consolidations. 

(g) Prohibited in so-called “home office” protection communities. 

(h) Permitted through mergers, consolidations, and acquisitions of a failing bank. DeNovo 

branching geographically restricted to within 2.5 miles of main bank. 

Source: Congressional Research Service. 
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F i n a n c i n g  P r o s p e r i t y  i n  t h e  N e x t  C e n t u r y  
.  ,  

- :- 

T a b l e  A - 2  

4 6  

S t a t e  I n t e r s t a t e  B a n k i n g  L a w s  a n d  E f f e c t i v e  D a t e s :  
C o m p e n d i u m  D e c e m b e r  3 1 ,  1 9 9 1  

N a t i o n w i d e  

R e g i o n a l  
R e c i p r o c i t y  
R e q u i r e d  I  T r i g g e r  
N a t i o n w i d e  

R e g i o n a l  
R e c i p r o c i t y  
R e q u i r e d  

S t a t e s  
W i t h o u t  
I n t e r s t a t e  
S t a t u t e s  

S t a t e  
D a t e  
E n a c t e d  S t a t e  

E f f e c t i v e  D a t e  
D a t e  S t a t e  E n a c t e d  S t a t e s  

A K  0 7 1 8 2  

A Z  ( a )  1 0 1 8 6  
C A  0 1 1 9 1  
c o  0 1 1 9 1  
C T  @ )  0 3 1 9 0  
I D  0 1 / 8 8  
I L  
K Y  ( d )  0 7 1 8 6  
L A  ( e )  0 7 1 8 9  

M E  ( f )  O U 7 8  
0 7 1 9 0  

M I  ( f )  1 0 1 8 8  
N E  ( d )  0 1 1 9 1  
N V  ( a )  0 7 1 8 5  

N H  ( f )  
N J  M A )  0 1 / 8 8  

N M  ( a )  0 1 / 9 0  

N Y  ( d , f )  0 6 / 8 2  

N D  ( d )  
m I  ( d )  1 0 1 8 8  
O K  O S / 8 6  
O R  0 7 1 8 9  
P A  ( f )  0 8 / 8 6  
. R I  ( d , f )  . 0 1 / 8 8  

I N  

K S  
D E  

0 7 1 9 2  

0 7 1 9 2  

0 1 / 8 8  

A L  

A R  
F L  
G A  

*  I A ( c )  
K S  
M D  

M S  
M O  
N C  
S C  
V A  
W I  

07/87 HI 

01/89 MT 

0 7 1 8 5  

0 7 1 8 5  

0 1 1 9 1  

0 7 1 9 1  

0 7 1 8 5  

0 7 1 8 6  

0 7 1 8 8  

0 8 1 8 6  

0 1 1 8 5  

0 1 / 8 6  

0 7 1 8 5  

0 4 1 8 6  L  

m  kM 0 2 / 8 0  ( g )  

T N  W )  0 1 / 9 1  

T x  ( a )  0 1 1 8 7  

U T  0 1 / 8 8  

V T  i f )  0 1 1 8 8  

V U A  W  0 7 1 8 7  

0 1 / 8 8  

0 5 1 8 7  

( a )  D e N o v o  e n t r y  p e r m i t t e d  a f t e r  s p e c i f i e d  t i m e  p e r i o d :  A Z  0 6 1 3 0 1 9 2 ;  C O  0 7 / 0 1 / 9 3 ;  N V  

0 7 / 0 1 / 9 0 ;  N M  0 7 / 0 1 / 9 2 ;  T X  0 9 / 0 1 / 2 0 0 1 .  

( b )  M a y  d r o p  r e c i p r o c i t y  a f t e r  t r i g g e r  o f  0 7 / 0 1 / 9 3 .  

( c )  R e c i p r o c i t y  n o t  r e q u i r e d .  

( d )  R e c i p r o c i t y  r e q u i r e d .  

( e )  A f t e r  0 7 / 0 1 / 9 4 ,  o u t - o f - s t a t e  b h c  m a y  o p e n  a n y  n e w  b a n k  a n d  a c q u i r e  a  n o n e s t a b l i s h e d  s t a t e  

b a n k  i f  a c q u i r e r  h a s  e s t a b l i s h e d  i n  t h e  s t a t e .  

( f )  D e N o v o  e n t r y  p e r m i t t e d .  
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