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Finance theory deals primarily with perfect markats—-competitive markets
in which there are no transaction costs and all participants in the market
have perfect information. In such a world-—the world of the Capital Asset
Pricing Model (CAPM)-—-there is no way fer financial imstitutbions to earn a
prafit, and hence there are no fimancial imstitutions. In the absence of
financial institutions, there is no need for regulation of financial
institutions.

In the real world, of course, there are financial institutions, trans-
actions costs, information deficiencies, and regulation. The existence of
financial institutions is attributed te one type of imperfection or anmother,
though it is not necessary for our purposes here to determime-the Erue cause
of the existence of financial institutions.l Once we have [inancial
institutions of the type that seem to develop in the real world--that is,
oparating on a fractional reserve basis, providing tranmsaction services for
the economy, and holding risky sssets—-thers is a2 need for some type of
regulation to assure stability of the financial system.
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What does all this have to do with the theme of thls_EEgigﬁeneE?' Changes
in technology can be viewad as bridging the pap between financial theory and
real financial markets. Historically, financial institutions have not been in
the forefront of the adopters and edapters of aew technology., In recent

years, however, changes have been great. The new technology-—specifically

computer hardware, software, and communications--have sgigpificantly reduced

}Galdfeld has said that an economist is someone who, observing the
successful operation of banks in practice, questions whether they would work
in theory {Journal of Money, Credit and Banking, Movember 1984, p. 611, Feor a
good discusison of the relationship hetween mirket imperfections and the
existence of financial imstitutions, see Santomero, Jowrnal of Money, CQredit
and Banking, Wovember 1984,




transaction cests and promise further great cost reducticons. Access Lo
information has increased and the cost of acquiring and using information has
come down. Iaformation 'asymeti’ies become less significant, as all parties to
a transaction can obtain relevant information.

There has boen much discussion in vecent years of deregulation in finan-
cial services, but there hasz not been sufficient appreciation, in my view, of
the interrelationship between deregulation and technology. In Fact, "deregu-
lation" as we normally understand the term—ja decigion by the legislature or
regulafor to eliminate some type of repulation-—-has been rather limited in
banking, There has bean litkle comparable to a Congressional decision to
sliminate the CAB and most of its regulatory functions. The ounly significant
deregulation of that type in banking has been the eliminarion of interest
rate ceilings on deposits. We should not lose sight of how that came about.

Interest vate ceilings and the prohibition of interest on demand
depasits were imposed by the Banking Act of 1933 with the support of the
banking industry. While economists consistently artacked the ceilings as
being inefficient, unnecessary, immoral, aed fattening, for at least 30 years
bankers strongly supported this restriction oo their pricing perogatives,
Some baukers began to oppose ceilings in the lake 1950s/early 1%50s, not on
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were not subject to such restrictions. That inequity was repaired in 1966,
and the vaet majority of bankers were satisfied with a aystem in which all
depository institutions were subject to riglid rate ceilings on deposits,
Bankers' complaints about the system after 1966 were aimed much more atb the
1/4% rvate differential allowed to &aéﬁiggiiidwlaana than at the system asg a

whole. And as long as the bankers and the savings institutione were happy with
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the system, neither Congress nor the regulators were poing to make any change
on the basis of c¢riticism frowm a few academics or gray-haired consumers,

What happened in the Iéte_l??ﬂs to change the views of the bankers? They
were not suddenly converted to free market prianciples, nor wers there pangs on
conacience over ineguitable treatment of dapositors, What did happen was the
growth of meney market mutual funde that offered going market ratea o small
depositors. Bmall banks faced 2 loss of deposits to the money market funds,
and the larger banks, that ended up selling large CDs to the money market
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funds, found an increase in lnter65t costs as compared w1th\malnta1n1ng their
retail deposits.

It is not surprising that this type of innovation——develépment of tha

money market fund--took plaece. Whabt is interesting i= the guestion of why it

occurred ia the 19708 and not in the 1960s, The answer turns at least partly o A he “*{'5
. . -JLW Y ST
on:tranéaction costs,anﬁﬁggﬂﬁﬁﬁﬁﬁgy; Fooling the funds of thouwsands of 'frfﬁ;nh;g
investors, vepresenting individually rather small amounts, investing those
funde, accounting for earnings, crediting zccounts daily, and allowing checks
to be written on those accounts, represents an enormous datas processing
burden. Communication capability is also extrvemely important to customars of
money warket funds. An 800 telephone number may not represent tervibly
sophisticated communications technology, but it was essential to the succeass
of the money market funds,
I have reviewed this history in some detail becauwse I think the poiat

is an important one--the important deregulation that has taken place ia the

Financial services business has taken place because of changes io technology.

21t may be interesting to note that when change did come, the latter—--
specifically, the "gray panthersﬁ-—-wera more influential than the former.
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in the absence ofﬁthaf technolagy, I suspect that we would still have
Regulation Q celilings,

I do not mean to suggest that the causal relationship always runs From
technology to regulation. Regulation cam affect the extent or rapidity with
which improvements in technology are accepted and adopted. The prohibition of
interest on demand deposits has delayed acceptance of improvements in the
payments system. The prohibition of price competition forced baoks to oconapate
For demand deposits by providing payments services below cost. The consumer
had to-foregu interest on his checking aceount, but enjoyed free checking
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services and flaat.zfﬂﬁ had litrle incentive to accept a change in the payment
system, say, truncation or P03 systems, the principal henefit of which would
be raduced cost to the bank. Payment of interesat on demand deposits, or NOW
gecounts, allows an unbundling whereby the depositer earns interest and is
charged on the basis of his use of gervices., In that situation the customer
has an incentive Lo use the lowest cost system. Banks have been slow to
totally unbundle the pricing of checking account services, butiﬁéuate moving
in that direction. The éhangg;in regulation will spur the acceptance and
application of new technslogy.

Changes 1in technology are also affecting pecgraphical deregulation in
financial services. There has been no change in federal law regarding incer-
gtate banking, but there has been an sxpansion of interstate activity as a
result of changes at the state level. This reflects, in my view, a growing
recoguition that the changes in techoology are weakening the effectiveness of
the barviers to interstate banking, and lorcal bankers are sealting €0 make the
best legislative deals they can while they still have some bargaining power.

To see this we must examine the relationship between changes in the

payments system and the local structure of banking in the U.S. If the public
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depends on paper checks te make payments, a ltocal banking connection is a
virtual necessity, Because a physical piece of paper is invelved, deposits
can most conveniently be made locally. It is possible to deal by mail with 2
distant bank, but that clearly involves additional time for checks to move
through the mail. Given the state of the postal system, that imvolves risk as
well as lost intereskt. Further, making payments and obtaining cash are
facilitated by having a local bank account. Some merchants will accept only
local checks,

Large firms have less need to be concerned with s local banking conmnec-
tion for their major payments activity, since they are not as dependent on the
paper check system, Small business, however, still relies heayily or totally
on the paper check and needs a local supplier of payments services. Even Lthe
large firm that has its major bankihg connections with money center banks will
need a local connectien for payroll accounts and other payments made locally.
Employses want to be paid im cash or in checks on local banks that they can
cash easily, 1In view of thase consideration, it is not surprising that the
payments system based on the paper check has been asscciated with s localized
banking system.

It is clear that the paper check system is being replaced by other
pavinents system., 1 am impréased by the work done at the Atlanmta Fed chat
indicates the volume of paper checks may be close to its ultimate peak.3 Whak
is relevent to my topic is Chat all the alternative payment methods that the
Atlanta Fed study finds are replacing checks involve less need for a local

banking connection. Let us examine a few of rhese.

3 JT:?E

See "Displacing the Check," Economic Review, August 1983,
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Bank credit cavds can be used anywhere and are equally acceptable
regardiess of the lecation of the issuing bank. The consumer who maintains a
lﬂcal.checking account because local merchants would not accept sut-of-town
checks ne loager is constrained by that consideration. This means that banks
can solicit credit card business on a natienal basis, as Citicorp is doing
from South Dakota. The customer has no reason to prefer a card issued by a
[ocal Eank. Local banks in this business are in direct comperitinn with the
_out-of;atate banks,

éne reason for having a local bank account is to gbtain cash. Natignal
ATM networks ailow a consumer to maintain a deposit account with a nonloecal
institution and to rely on the ATM for cash withdrawals. The zeluctance of
local merchants ko cash checks on nonlocal banks no longer ie a restraining
Eactor. Another reﬁaun for & local bank account is te be able to make
deposits coaveniently without relying on the mails. Tha ATM is such a means.
Further, banks generally begin paying interest promptly on deposits made at an
ATHM, without the delays associated with deposits made by mail. In addition to
the ATM, the automated clearinghouse also reduces the need For a local bani,
since the consomer's paycheck can be eredited to his or her account wherever
that may ba,

Point-of-pale systems, as they develop, will alsc reduce the need for a
local banking connection. When such systems exist, neither the customer nor

Iy
the merchant need tuﬁsancerned about the location of the cuetomer's bank, POS
systems can provide cash and accept deposits, fully replacing the payment
services now handled by a bark affice. Home banking is alpayments technigue
somewhat farther off in the Future (though pay-by-phone now exists, and the

techaology exists for the origination of payments through home computers or

interactive cable 1V systems). When such systems are widaly used, the
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consumer Wwill have lictle concern with the physical location of the hank with
which he or she deals. The choice of banks will be based on the quality and

convanience of the programs offered and the prices charged. Now pay-by-phone
A [
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syatems are locally limited because of the cost of telephone servicgkmu--ere-pr,4 ; ¢
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are-ways-of-dealing with that prablem withouk--the--need-feea.-manned. local...
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While vacious justifications can be given for enacting regulations that
restrict interstate banking, it is clear that the principal reason such
rEstriétions exist is the desire to protect local banks from out-of-state
competition. This anelysis of payments—syditem developments argues strongly
that auch developments will spon make it {mpossible to protect-local banks
from interstate competition. Regardlessz of a state's desire to preserve a
gtructure of local depository institutions, and the desirve of local banks to
keep out competitors, thesse pa}ments developments will enable cot-of-state

- banks to compete for local business, even without any change in state or
federal law concerning branching or holding company operaktions,

An additional implicarion of these changes in payments system technology
ig that it 1s no longer clear that cosmercial banks will have an exclusive
franchise (or even an advantage) in providing the payments services of the
future. It may be that ATST or IBM or ADP or Sears or a cable TV company can
do it hetter or cheaper. One path to product deregulation may come net from
banks seeking broader operating powers, but from payments systems developmenbs
that atkract other potential providers of such services into the business,

Similar considerations affect the credit function as well as payments
services, Banks are allowed to operate loan production offices across state
lines. LPO's cannaot make leans in a cechnical, legal sense—-approval must

tome from the head office. If documenks had to be transported for signature
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E€rom, say, louston to New York by stage coach or the U.5. Postal Service, the

ability of an LPO to provide competitive service would be greatly inhibited.

How telecommunication of documents is virtually instantanecus and is trans-
Fhe tngtoiupe

parent to the customer, That is,ﬁhe“does nok know or care where the documents

are signed, since his local vepresentative of a distant bank can provide

service just as if he was legally autharized to do so.

The recent efforts of the baanking iadustry to broaden the scope of its
financial activities and products are related to changes ia regulation and
technology. PFerhaps the best example is the banks' interest in performing
insurance agency functions. There have long been logical ties between some
insurance products and bank lending., The borrower seeking a merigage loan to
finance a home purchese is simultanecusly in the market for homeowner's
insurance, Automobile loana and aute insurance go hand—in-hand. In many
cases, business loans are connected with an opportunity ko sell commercial
insurancea,

In general, federal law has prohibited hanks from performing gensral
insurance agency functions, but there are many exceptions., The economic logic
of bank sale of insurance products has become more compelling as a result of
changes in technology and deregulation. Many banks have a2 large investment in
branch networks., These facilities were a reasonable means of competing for
customers on a convenience basis when Regulation ¢ ceilings vestricted
competition on the basis of rate. But now costly manned brick-and-morktar
Ezeilities represent an expensive burder when competing on rates, One way in
which branch facilities could become cost-effective again is by broadening the
range of products handled by the branch. Insurance producks are parhaps the

beat example, .
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The economics of the insurance business is also changing, Traditionally,
meskt insurance in this country.has been distributed through the so-called

"American agency system," whereby independent agents sell insurance products

to their customers. Tt is now clear that this involves substantially higher

' whereby an insurance uaderwriter

distribution costs than "direet wriking,'
sells insurance through ites own employees or exclusiva agenrs. It is not
feazible, however, for an insurance company to switch from the American agency
system to direct writing, because che law holds that the insorance customer
"palongs" to ﬁhe agent, and the underwriter cannot eliminate the agent and
keep the customer. A noew, small insurance company caanot, as a prackical
matter, start out in business as a direct writer, T

Large banks or hank holding companies, however, do have the finzncial
strangth and name recognition to enter the insurance umderwriting business on’
a direct writing basis. Insurance companies, similarly, see the banks as a
more efficient distribution system for their insurance products, Price
competition has become more imtense in the insurance business aa well as the
banking business. Obtaining price information is easier bescause of computer
systems and communications, The potential exists to greatly reduce trans-
action costs through a combination of insurance and banking. Pressures to
move in that direction come from both commercial banks and insurance
companies.

All these interrelated techuological and regulatory developments have
the result of making the Financial services business more.efficient atwl more
competitive, This brings us back to my original discussion of the hasis for
the existence and profitability of Financial imnstitutions. Many banks,
particularly smaller cnes, have cayned healthy profits because thay have

operated in relatively isclated uncompetitive markets, Many lacge banks have
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earned prefits because of their greater efficiency in handling certain types
of transactions {when transaction costs are high, healthy profits accrue to
the firm that is more efficient thaan the average). If transaction costs
decline towards zero for 2ll firms, and competitive pressures extend even into
smzller markets, how will banks continue to eara profita? Are we getting
cleser to the world of finance theory where there is little need Ffor fimancial
institutions?

In my view, the long run answer is a pessimistic omne for financial
institutions operating in the traditional fashion. It will become increas-—
ingly difficult fer financial institutions to earn a respectable spread
between their cost of funds and their earmings on assets as competition
inereases, transaction costs decline, and information becomes cheaper. Lf
individuals and corprations can come to participate in the market for finabial
instruments on a direct basis with low transaction costs, they will not allow
financial imstitutions to earn high profite for performing an intermediary
function. Financial institutions will coatinue to exist, but in smaller
numbers, because there will be no need for local imstitutiens, and their
services may become largely a brokerage one (with earnings that reflect a
broker's role rather than a risk-bearing investor's role),

Transition to a changing role is never easy, and the economic situation
of recent years has made transition particularly difficult. Many institutions
have been faced with narrowing spreads due to increased compekition and fall-
ing transaction costs. Many have respnndéd by raking on increasing risks inm
their portfolio or by inereasing leverage. Banks have traditionally earned
profits by performing credit intermediary functions, i.e., bearing credit
visk. Large firms have bean a major source of these profits., Banks have

raised funds and made loans to large Firma at a healthy spread. In tecent
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years, however, the commercial paper market has expanded greatly (at least
partly in respanse to reductions in transaction and information costs), Large
firms are no longer teguired to provide substantial spreads to banks for
providing credit and bearing credit riak. Banks have responded, as we have
neted, by increasing the credit risk in their portfolio. Middle-market firms
now saem to be the most prized customers of larger banks, and the regional
banks as well a8 the money ceater banks have pursued international lending
beyond what has turned out to be wise,

Improved communication technology bhas brought increased risks with it, or
2t least haz made increased risk—~taking feasible. In the 19505 it would have
been impozsible for a large bank to ralse huge sums abroad on a-daily hasis,
ga Conktinental Illinois was doing. Similarly, it would have been impossible
for a major bank to face a liquidity erizis From the drying-up of such sourcas
of funds. |

Banks have also sought ko maiptain profitability by taking interest rdte
risk, Banks have always tended to borrow short and lend long. As long as
interest rates moved moderarely, aod yield curves tended to be upward-stoping,
borrowing shert and lending long resulted in profiks (on avevage). Kuk
interest rate wolatility has been greater in the last twenty years or so than
it used to be, and has been even greater in the last ten years. Speculating
on interest rate movements has resulted in huge losses for some banks. Many
authorities balieve that banks must avoid all interest rate risk. Many Qgéﬁiknh
bankers, however, argue that they will be unable to earn a sufficient return
on theiv capital if thay do not perform a maturity intermediation function
{with the attendant visks}. Some analysts arpgue, in fact, that recent efforts
by the regulatory authorities to inerease baok .capital may force inatituticans

to talke graater risk, The evidence of the fourth guarter of 1984 indicatas
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that many large banks ave making suhstantial interest rate beta. Over 40% of

Mgrgan Gudaranty's assets were funded by overnight Fed funds, generating large

profits as rates moved down during the quarter. Obviously 2 sharp increase in
rates would have-had the opposite effect.

It has always teen passihle for the regulabtory system to deal with
excessive risk-taking by individual banks., Failures of even fairly large
banks have been taken in atride, But there ls a clear need to mainkain
stabilicy of the financial.systam. We must prevent individual failures from
leading to a ioss of confidence in the banking system or in the deposit insur-
ance system that backs it, 1In the face of & general increase in risk-taling,
the preblem for the rcepgulators increases. One result of techonological change
has been an increase in the speed of funds flows, with the potential for the
failure of one bank to involve othera. More banks are now tied into wire
transfer systems, dollar flows are prestly increased, and, more important, the
ratio of dollar flows to bank capital has increased enormously.

In 1970 the turnover of demand deposits of Mew York Ciry banks (i,e.,
the ratio of debits to deposits) was 155 timea. By 1980 that increased to
8l4 rimez, and in 1984 exceeded 1800 times. When funds were woved slowly in
casponse to the flow of paperwork, it was easier for a bank to conkrol its
Exposure,4 At the time of the study of the payments system by A.D, Little for

\ b 5 . . . .
the Reserve City Bankers Asgociation,” decisions on wire transfers invalving

Sprofessor Almarin Phillips has stressed the increasing vulnerability of
the system Lo failures of individual banks when elecktronic transfers are as
large as they have hecome. See, "Implications of the Bew Payments Technology

for Monetary Policy,” Issues in Financial Regulation, ¥. Edwards and J. Scott,
edu., 1980,

5
1982,

Repart on the Payments System, Association of Reserve City Banhers,
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the equivalent of millioms of dollars of overdrafis were heing made at the
clerical leval., #ec fallure in the payments system has yot caused the failure
of a.bank;¢but we did come close toe such 2 situation when the Herstatt Bank
failed im 1974.

The implications of these payments systems developments have been well-
summarized in a recent study by David Humphrey:

Risks exist in any payments system. There are risks due to
frauvd, coperational breakdeowms, aAccounting mistakes, and the unex-—
pected failure of a payments mechanism participant ko settle for
funds transferred during the day. Of these four risks, Ehe last
ong——settlement risk——has the greatest potenkial for precipitating
a sequence of failures that, if it occurs, would severely distupt
the cperation of financial and product markers....

Settlement risk is more manageable when small dollar payment
methods are used, such as cash, checks, ACH transfers, and, credit
‘ecards. This ie a direet result of the faet that small dollar
losses are easler to absorb out of earnings flows or equity capirtal
writedowns than are exceptionally large dollar Iosses. An ilmpor-
tant additional element, however, has ko do with the certainky with
which liability for losses are apportioned among interested parties
for lavge dollar electronic payments. 1In both areas--the size of
the potential losses and ths ex ante assigoment of Iiabi%ities—-the
wire transfer payment method contains the greatest risk.

Humphrey paints out the huge amounts of "davlight ovardrafts"™ that are

now 4 standard part of the electronic payments syatem. An examination of data

i
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.ifjfur three large banks in Jaouvary 1933 found an avevage daily overdraft on
» their Federal Reserve account of 54.2 billion. The extreme one-day figure for
ithe month was %56.1 billionfaff

The new technology dogas expose the system bo greater risks, bur part of
the solution may be found in a greater use of impreved techmslogy by the
regulators. That is, the tools of improved communications and computer power

may make banks riskier, but those tools also have applications that wmay allow

S7he 1.3, Payments System: Gosts, Pricing, Competition and Risk,
Mowograph 1984-1/Z7, Graduate School of Business Administration, New York
University, 1984).
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the supervisors ko handle the increased visks. Changes in the process of baok
examination may be one example.

I have argusd that the impartant task of bank examinatien is determin-
ation of the solvency of an Institution so that insolvent baoks can be closed
promptly. If net worth changes gradually rether than discontinuously, closing
the bank when net worth becomes aegﬁﬁ but bafore it beromes signiFicanely
negatfve, prevents any loss to the éeposit insurance system. The key is
accurate monitoring of baok fimancial condition,®

Modern cﬁmputer and communication capabilicy enhances the ability of the
FDIC to monitor bank net worth, Present computer hardware and software makes
it fea=zible to measure the duration of bank assets and liabiligies and to
caleulare the change in market values of assets and liahilities in response
to interest rvate chanpes. It may 2lways be necessary to zend teams of bank
examiners inte bthe field to evaluate the guality of bank losns, but much
information can be communicated directly from bank to regulator. Bankers

have always complained about the burden of reporting ko the regulators., In

the future, the valume of reporting will probably have to be significantly

1
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An additional Exampleﬂmay be the feasibility of risk-related depoair

increased, but the cost of such repDFting may declipe,

insuratce premiums. Thie has long been a faverite proposal of academic
economists that T have always been skeptical of--at least partly because of

doubts as to the feasibility of messuring bank risk. Again, improved

BThere is now a aignificant body of literature that supports the view
that monitoring bank capital rather than controlling bank risk~taking is the
key to minimizing deposit insurance costs. See, for example, R. Marton, "On
the Cost of Deposit Insurance When There Are Burveillance Costs," Journal of

Business, 1978; D. Pyle, "Dercgulation and Deposit Insuraace Reform, Lconomic

Review, Faederal Reserve Baok of San Frauncises, Spring 1984,
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A recent study by the FDIC finds asignificant abilify to predict future
tank failures by using data now ayvaillable on non-performining Iﬂans.9 This
st1ll requires bank examination but with a different responsibility--
confirming that the data repovted by banks i1s aeccurate. This 1= an easierx

tazk for the examiner than evaluation of loan quality.

9FIIIIC, Economfe Jutlook, November 19B4.
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commuttication and computing power may put this.intu the realm of the
possible. The system developed by George Kaufman that is described in the
Fedaral Home Loan Bank Board's Report to Congress on Dep?sit Ingurance does
seem a workable means of measuring interest rate risk.ﬂiy;t is a duration~
based aystem that requires calculation of market valuaes for all assers and
liakilities in a savings and loan portfolio. At one time that would have
Eeemed.an impossible task, but now it may be doable,

IﬁpruVements in technology and de;egulation are clearly desirable in that
they improve the efficieney and competitiveness of the finaneial aystem. Bur
it has always been recognized that a2 competitive industry, with Firms oper-—
ating on narrow profit margins, will experience more failures bhan a less
competitive one. Since the financial services business will never become
tatally unregulated, the pgreaster incidence of failure will put increased
presaure oan the regulacors, Their task must be to maintain stabiliry of the
system, and not fto become overly concernad about failures of individual Firms.
In particular, such failures must not become a basis for seeking reregulation.

Assuring & atable system does not require a massive structure of
regularion. It is c¢clear that deposit insurance is an efficient means of
assuring that individual bank failures do not lead to a collapse of the system
through runs on healthy banks. The oaly regulation we need is that which is
necesgary to protect the deposit insurance system. I have argued elsewhere
that all that is required for that is a good monitoring system, the power to
clpse banks when they become insolvent, and & capital requirement, That view
may be too sanguine, The nature of risk in the syatem now may be such that

more substantial change in deposit insurance 15 necessary te pressrve it,

o
F Fgon Apenda for Reform, Federal Home Loan Bank Hoard, 1983.
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Kane argues that the incentives for excessive risk-taking must he curbed,
either by a pricing scheme that removes the subsidy represented by depoait
insurénce, or by some form of market discipline. While I am askeprical of the
risk-related premium approach, warket dis:ipiine, emanzting from a capiral
requirement in the form of subordinated debt, may be a workable sotution.

In sny case, improvements in our means of monitoring banks are necessary,
and the new technology makes that opportunity available. 1If preperty
harnessed, the technolopy ecan facilitate maintenance of a stable aystem, even
if the outlook, in an incresaingly competitive world, is for a coutinued high

number of individual baok failures,



