et e S

O b

Technoloyy and Finanacial Services:
Regulatory Problems in a Derepn-
lated Environment

Almarin Phillips and Mitchell Berlin

Do not quote without the permission of the author,
@I985 Columbia Institute for Tele-Information

Colunmibia Institute for Tele-Information
Uraduvate School of Business
Columbia University
804 Uris Hall
New Yaork, NY 10027
(212)854-4272




ER P cEr e A

(=4

QAT &y il

TECHNOLOGY AND FINANCIAL
SERVICES: REGULATORY
PROBLEMS IN A DEREGULATED
ENVIRONMENT
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(siant steps have been taken toward the deregulation of deposit finan-
cial institutions in the past several years, Except for the continuing pro-
hibition of intercst payments on corporate demand deposits, regulations
governing rate maxima on various classes of deposits have been removed
or drastically relaxed. The asset and liability powers of thrifr institu-
tions have been enlarged, making these organizations effecrive subseitutes
for commercial bank services for many bank customers. Technically, the
ancient Glass-Steagall Act remiains to separate commercial and invest
ment banking, but there has in fact been considerable intermingling.!
Simtlarly, McFadden Act and Douglas Amendment restrictions on in-
terstate branching and bank subsidiarics have been loosened by srate
regulatory actions and through the use of loopholes found in federal
laws.* Worldwide financial markets have opened. Funds flow across na-
tional boundaries—sometimes lawfully and sometimes not—taxing the
ability of national regulators to insulate domestic markers from forces
emanating in other countries.”

In the United States, the dercgulation of financial institutions has not
been without ies difficulties. Some institurions have ignored or resisted
fundamental marker and regulatory changes. In so doing, they have
exposed themselves to the potentizl and, in some cases, the actuality
of extinction. At the opposite end of the specerum, deregulation
seems to have encouraged other institutions to engage in practices




50 SERVICES IN TRANSIEION

subsequently revealed €0 be gross mismanagement and fraud. T urther,
the course of deregulation has had differential effecrs depending on 1ht-
size and funcrional types of financial institutions.”

The problems of deregulation are many, We will discuss two of the
major oncs. First, we consider monctary policy in the context of dcr%
ularion and new market phenomena. The very concept of money is lesg
sharp than it was when modern central banking was developed. There
are more types of institutions and more marker inscruments available
as substitutes for commercial banks and their deposir liabilities. The
ntermediation process jtself has changed so that the fluctuations in the
velocity of popularly defined money aggregrates may offset policy directed
changes in the sizes of those aggregales.

second, we examine issues relating ro the “safery and soundness”
of the emerging system. Increased inter- and Intraindustry competi-
tion, differential regulatory cffects, and, pechaps, more latitude for
mismanagernent and deceptive and fraudulent practices have led some
to question whether the deposit insurance innovation of the 19305
15 now sufficicnt to prevent panics, bank runs, and other more or less
general hquidity erises. Related ro this is the possibility of defaules
arising from breakdowns in the highly complex wechnological delivery
systent,

THE BACKGROUND

Technology, marker forees, and repulation have interacted in complicated
watys 10 financial markets, Market innovations employing the abundance
of new technigues in computing and informarion technologies have oc-
curred ar a rapid pace. Regulatory change has been slow, however. The
more aggressive and innovative of the financial instirutions have been
restrained i important ways by regulators and by legal actions brought
by firms in their own and in other financial sectars. Indeed, academics
and a series of study commissions have for mare than two decades vir
tually unarimously urged sweeping regulatory reform; these repeaced
recommendations were largely ignored until market conditions years
larer forced at least pardial implementation,’

Alfred Marshall (1897} summuarized well the diminishing relevance
of old regulations and old market regimes when technology created new
market opportunities. “When one person is witling to sell a ching at
a price which another 1s willing to pay for it)” Marshall penned, “the rwo
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manage to come together in spite of prohibitions of King or Parlia-
ment of of the officials of a Trust or Trade Union” So it has been
.y fimancial markets. When combinations of quantitative monctary
controls and jnterest rate regulations made it impossible for banks
ro supply credit needs through traditional chaonels, new market techni-
gues and new markets arose. On the one hand, suppliers of funds
found non-bank financial intermediaries willing to pay rates in ex-
cess of those imposed by the regulations and, on rhe other hand, those
demanding funds found non-bank intermediarics that could—at a
syrice—mect their meeds. While the new markets may have been re-
parded mitially as aberrations—as temporary black markets—that
rurned out not to be the case. The black markets of one year became
the legititnate markets of the nexe, '

The tinanaal history of the last decade 15 one of Marshalls dictum
writ farge, Those willing to pay for financial services. -pay a marbet
rate—-have found others withing to sell such services—at a market rate—
despite regilatory prohibitions on the offering of services and on the
payment of markcet rates by the older institutions. Actually the process
hegan tong before 1970, but ie was not recognized widely for what it
was. Gurley and Shaw {1956) pointed out that growth in the liabilitics
of non-bank {inancial intermediaries permits the economy to function
with less of the traditionally defined “moncy” Tobin (1963} made
somewhat similar observations. [t was not generally appreciated,
however, thar other nrarkees less alfeceed by reserve requirements and
less affected by race regulations would cmerge to fulfill the market needs
that banks and the other deposit institutions could not. Furthermaore,
few saw the prohibation of interest on demand deposits as a regulation
that would fundamentally alter the ways in which moncy and moneylike
tralances are attracted, managed, and used and that would, indeed, cven
require reconsideration of the praciical definition of money,

For context, however, a number of pre-1970 facts should be kepr in
rund. First, the growth in commercial bank time deposits, savings and
loan deposits, mutnal savings bank deposits, and credit upion shares
after 1950 was several times the rate of growth in bank demand deposits,
Sccond, mutual fund nert assets grew from around $2 billion in 1950
to over 350 illion 1n 1970, Third, in the same period, commercial and
finance paper outstandings rose from virtually none to over $33 hillion,
and a marker for this paper appeared,

Fourth, a sinall Eurodollar market developed, with doltar-denomi-
nated foreign deposits escaping burdensome domestic reserve and interest
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rate regulations. In large measure these depasits were holdings of a grow-
ing number of foreign branches of U.S. banks. Fifth, damestic negotiable
certificates of deposit in denominarions of 31(1},000 or more were in-
troduced in 1964—and in shott time became subject to both time deposit
reserve requircments and Regulation (Q interese rate regulations. Sixth,
an organized Federal Funds marker developed. Seventh, bank customers
became increasingly sensitive to changes and differences in interest rarcs,
Businesses developed sophisticated cash and funds management prac-
lices and, as evidenced by the 1965-66 and 1969-70 “crunches” and
disintermediation, & growing number of individuals also moved funds
as interest rate diffeventials appeared. This meant, among other things,
that the flow of funds to the thrifts was jeopardized when higher or
even cquivalent rates appeared elsewhere. Eigheh, banks resarted to ex-
tenstve branching and multibank and one-bank holding company or-
ganizations to attract funes and to diversify. Finally, and harbingering
the changes of the next decade, compurerized internal and clearing
operations among linancial imstittions and their customers and by their
custorners were i place by 1970,

After the late 1960s, the new mix of ccchnology, regutarions, and
market forces created innovations in financial services at an accelerated
pace. When inflationary forces heightened and nominal interest rares
rose, pohicy cfforts to restrict growth in the conventional ronetary ag-
gregates mduced increased use of intermediation channels other than
bank foans and bank deposits. The cnormous growth of assers other
than bank demand deposits and the ACCOMPanying rise (o turnover rates
arc shown in Table 4-1,

NOW accounts were introdueed by Massachuscers murual savings
banks, with commercial banks contracting to serve as clearing agents,
Here were found interest bearing checking accounts for small, household
depositors. Share draft accounts at other thrift institucions provide a
similar service. Moncy marker murual funds were started in 1972 for
imstitutional accounts but quickly were oriented roward services for in-
dividuals and nonfinancial businesses as well. Banks themselves mar-
keted small and large denominarion certificares of deposit. Many of
these were of short maturity, and che large denomination cereificates
were negonable. Thus, both large and small certificates were to 2
degrec—and to certain custorners—partial substitutes for noninterest
bearing bank demand deposits. It was only in 1980 that regulations
allowed commercial banks 1o offer moncy market deposit accounts in

competition with money market mutual funds. The same year witnessed
tht‘ SLArt G‘f rhe EF{CC?EUF A S o SN S
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Table 4-1. GNP, Selected Money, and Asset Aggregates and
Turnover Rates, 1968 and 1984,

1968 e v

E_’;_;::-;;ationaf praduct {billions) T073 4 536628 .

wmi1-A. Currency plus ali checkable deposits 192.3 543.3
(average for year)

w1-B. Currency plus bank demand deposits 192.2 400 .1
(average for year)

meome velocity of 'M1-A 454 6. 74

Income velocity of M1-B 4 54 915

Comtmercial paper (December, billions) £22.5 $161.8

Banker's acceprances (December, bitlions) 2.2 41.3

Money market mutual funds {December, billions) — 23002

Overnight repos and Eurodobliars — 575§
(December, billinns}

Large denomination lime deposits 37.5 4167
(Decenber, thons)

Small denominatton time deposits 100.5 8RS .G
(December, billions)

dMoncy market deposits (December, billions) — 4151

Checkable deposits other than commercial bank 0.1 153.3
demand deposits (December, billions)

Turnover of demand deposits, major New York 136.8 1914+ &

banks {December)

Saurces: Board of Governars of the Federal Resorve Systean; Coundil of Foonomic Advisars.

Underlying the changes shown in ‘[able 4-1 are radical reductions
in the transactions costs involved 1 asset switching., New martkerts for
new instruments and wnproved efficicncies in markers for old instruments
were facibitated by the developments in computing and information
rechnologies. Market information became more complete, more broadly
available, more timely, and less costly. The costs involved in transact-
ing and in clearing balances fell by orders of magnirnde.

This reducnon in transaction costs for asset transfers and account
clearing has affected the nature and efficiency of the payments system.
suppose that just a few years ago someone decided to buy a TV set
but, despite having other assets, the person had inadequate cash and/or
checking accouns balance. A down payment might have becn made so the
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merchant would hold the see. Then, a loan from a bank nught be ar-
ranged, sonie securities might be sold (ar fixed commission rates), or
funds might be withdrawn from a savings account. With time delays
and other transactions costs, an adequate collected balance would ul-
rimately appear in a checking account and payment far the TV set could
be made, The merchant, in trn, would deposit the check to his ac-
count and, when that became a collected balance, he could use the pro-
ceeds to replenish inventory, pay wages, and so forth,

The process is now very differcar. The purchascr of the TV sct, we
assumnc, has a plastic card issued by sore host instirution—not necessar-
ily a bank. The card, by the nature of the information contained therean,
1n the hardware and software of the system to which it affords ACCEsS,
and the contract between the cardholder and the issuer, mndtcates the
assets €0 be exchanged for the TV set. The assecs might be In an ac-
count with a securities or commodities dealer, a cash reserve in a life
msurance policy, shares in a money markee mutnal fund, or any of 3
number of account types at deposit financial insticutions. Payment mighe
also be made through activation of a line of credit, with an increase
in1 the payer’s holdings of which have been reduced {or the same nominal
valuc of habilities increased). The merchant, in tu tn, can transfer vir-
tuatly instantaneously the funds he has received to increase holdings
of any assets {or reductions in any liabilieies), The average size of a par-
ticular transactions balance—say, a checking account balance- -
maintained by the buyer of the TV set is fargely irrelevant to her ability
to buy a TV set or other things. Further, there need be no correspondence
berween the type of assct she uses to buy the TV set and the type of
asset the merchant acquires as a result of the transaction. Neither of
their checking account balances at any point in time is eritical in detce-
mining the aggregate of their expenditures and receipts. And neither
needs to have such a balance at any time other than the instant the pay-
rent is made, if at all. On average, each can keep close to a “zero balance”
bank account,

This new mode of transacting would not aceur, of course, if the cost
of exchanging assets were high. And they were high in the past. As a
consequence, substantial positive batances were held in noninterest bear-
ing checking accounts to minimize those costs.® In the fitture, as rrans-
acrion costs fall further in response to new information processing
technologies, the period of time over which an individual or business
will wish to hold such balances is bound ta decrease further. 1 fouseholds
and businesses will wish to hold only those assets for which there are no
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E;.I-cferred alternatives—yiven transactions costs, interest rates, and other
rems affecting the attractiveness of the assets. The old type of deposit
fipancial nstitution liabilities—that is, noninterest bearing demand
deposits, and various below-market yielding savings instruments—are
likely to be among this preferred group of assets.

TECHNOLOGY AND QUANTITATIVE
CONTROLS: THE PROBLEM AND A
PARTIAL SOLUTION

The overall effect of lowered transactions costs is surely to limit the ef-
ficacy of historic quantitative control of the monetary agprepate. Thus,
whether one were to pursue a “Chicago School” policy, opting for a
fixed rule with respect to the groweh of a monetary aggregate, or a policy
based on neo-Keynesian views, with discretionary control of such an
ageregate and cmphasis on interest rates, it is arguable that neither will
work very well. The problem is that when the authority elects o con-
trol a monetary aggregate-—really, any arbitrary aggregate—rtechnology
makes it possible for a new marker to arisc in which there is trading
for a new, moneylike instrument, That s just what was happening as
Cls, NOW accounts, commercial paper, Eurodollars, repos, money
market funds, and other new instruments and markers came into
existence.

As these new instruments arc used as money, they are sold and pur-
chased ever more frequently. Consequently, the turnover rate or velocity
of a money aggregate (with a fixed definition} rises. And, depending
crinically on how money is defined, the increases in velocity are not trivial,
The income velocity of what we deline as MI-A {currency plus all
checkable deposits) increased from 4.54 to 6.74 per year berween 1968
and 1984; thac for what we call M1-B {currency plus demand deposits
at commercial banks} more than doubled, going from 4.54 10 9.15 per
yEFlT.

Looked at as the marnover rate of demand deposits—the usc of these
deposits for final purchases of goods and services, intermediate goods
and services, factor payments and exchanges of real assers, {inancial
instruments and currencies-—the effects are much more dramatic. For
major New York City banks, the demand depaosit annual rurnover rate
increased from 136.8 to 1510.0 between 1968 and 1984, This rate had
been about 50 in 1960 and reached over 2,100 in late 1984.
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It s possible to sketch an appreciative or descriptive theory of this
process. Thus, consider the following {incomplete} systern of identities
and equations depicting the macroeconomy:

(1yi = iM, Y, PN, ..}
(ZV N = N(M, Y, P i ..}
(3)Y = C+1=MV
(4) C = CIY. 6 P, ...
()1 .= HKdy/dt, i P, ...)
(6) 7

In this systent, 7 represents the level of market-determined interest rates,
M is a monetary aggregate comprised of the deposit liabilities E.L]bjCCE
to dircet control by the central bank, Y is the national product, and

P reflects inflationary expectations. Wc usc N to depict an apgregate
{Gf possibly changing composition} of non-M deposit and non-deposir
liabilivies of banks and non-bank financial nstitutions. The other
variables take their normal macroeconomic definitions. A number of
variables, identities, and equations not specificd here would complete
the system. Each variable and equation refers to a point in time, in an
essentially dynamic model.

Now suppose that the central bank eleces to restrict the growth of
M, duc perhaps to its perception of P. Following conventional theary,
this pohicy action has the {partial} effect of increasing 1, in equation {1).
From equation {2), the policy action will cause an inerease in N. The
latrer effect arises m part for reasons suggested by the old “availability
doctrine”” That is, since borrowers are constrained by the monceary
policy action from loans the effece of which is to increase M, they tarn
instead to borrowings, the effect of which is to increase N, non-M
deposit, and non-deposit liabilities.®

Ifintfrf-st rate regu]rxtions prﬂw:nt market-deterrmined increas‘es i the
IMcrease in 7 causes buslncsscs and households o demand Sl‘ﬂ:l”ﬁ[' M
balances and larger N balances. Thus, there is an increased demand
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for the N liabilities at the same time the unavaitability of M-based loans ! '
increascs the supply of N liabilitics. ’l
The equilibrium or convergence properties of this process are not
clear. Tobin {1963) notes that the increase in / from equation {1), plus P
che added effects of increases in (i) due to increases in the vutstandings
of the N liabilities, ought to dampen aggregate demand through equa-
tion {4} and (5). The increase in J should eventually bring about some
cort of N/M equilibrium relationship. At the same time, however, the
impact ol new technologics may more than offset any static cquilibrating
forces. “Learning” decurs on both the supply and demand side of the
market for neww N-type wmstruments. Transactions costs fall as learning
Progiesses, Or trading volumes rise, and as the use of the new instruments
spreads. The markets for the N-type instruments become more efficicor, |
If in addition there are exogenous or endogenous supply side factors

E;’i making P insensitive to policy tolls working on the demand side, N may

continue 1o grow irrespective of the restraints on M,

- The situation is such that, with only slight cxaggeration, a decision f
& by the menetary authority to “push down one button” to restrict the ;
:% growth of one monetary aggregate causes another “i::utmn”—um'{:‘f:.u;_{-- 5
o nized and unprediceable—to pop up to take the role of the firse, This §
& may be so pronounced a response mechanism that MV is not percep- l
h rably affecied. That is, the clasticity of V with respect to M could be

2 as large {absolutely}as — 1.0, Technology and the market may interact

ki so that a particular monetary policy, once used effectively, subsequently

becomies ineffective.”

H A delineartion of che sufficient conditions for reestablishing a stable

J relationship between some M aggregate and other macroeconomic

variables is well beyond our capabilities. We do recommend two neces-

g sary steps to reestablishing the efficacy of central bank quantitative con-

trol rechnigues. The first of these is the further deregulation of interest

ﬂ-. rates and deposits. Because of developments in technalegy and market

“:* sophistication, non-deposit institutions can fashion payments, savings,

i and investment insteuments of virtually limitless varieties. What are now

t money market funds with fairly high initial deposits and minimum pay-

% ment orders can easily be changed to increase or decrease either or both
of these conditions. They can be changed to term contracts withourt
smmediate and third party redemption privilepes. They can be used as
the vehicle for credit or debit card use in selected or in general applica- i
tion. They arc already available as funds shifting devices, providing ?

T T
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holders the option of moving holdings across various maturities, be-
bween taxable and nonraxable investments, among different types of
fund assets, and from one insticution to another (e.g., from a banl de.
posit ta a fund, and vice versa).

Interest beating instruments with varying negotiabilicy, redeernability,
maturity, risk, and tax featurcs are attractive ro business and household
holders or any users of funds. The deposit structures of the presesy
deposit institutions need to be freed of arbitrary rate regulations, This
recommendation applies to those deposit structures that separate the
old demand deposits from NOW and other types of transaction accounts
as well as those that distnguish between individuals and nonprofir
organizations and all other depositors. Regulations should be rescinded
50 that institutions could offer whatever type of “deposic” contract they
: wish to whomever they wish. For example, what are now regutated “pen-
& altics for withdrawal” would be, if they appceared at all, no more than
: contract terms arranged by particular buyers and sellers on particular
ACCOUNIS, '

There haslong been recognition of the “blurring” berween demand

deposits and other deposits of banks. We urge that there be 2 specific
policy redirection for the law and companion regulations 1o drop such
distinctions. With automatic transfer accounts, cash MANAFLTCHL ac-
counts, and the rapid and nearly costless transfers to, from, and Ao
what are now noninterest bearing demand deposits and other Liabilities
of banks and non-banks, the only consequence of retaining the demand
deposit classification wilt be to have the measured turnover rate of de-
! mand deposits approach infinity as a limit. As we pointed out carlier
in our discussion of the new technological mode of transacting, the days
Ha when individuals and businesses will hold for any appreciable peried
| a bank balance ar zero inrerest {or with other unattractive terms) in return
for the abiliry to make transactions are largely past.
The elimination of depasit interest rate regulation would not mean
that every type of account would bear the same marker rate, Rather,
it would mean that market rates would appear that explicitly account
for the varying contracenal terms, Rate regulations, among other distort-
ing effects, have teaded to cause “packaged” pricing, often mcluding
apparent “[ree” transacting, Transactions ate not costless. Without
regulations, the market rates paid on various deposics will tend o reflect
the valuc of the features of the account as detcrmined by the prefercnces
of buyers and costs and sellers, with at least the freedom for explieit
PrICing 1o cover transacions costs.

=
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There is a second necessary step to reeseablish the viability of centeal
bark’s quantitative control technigques, There must be a change in the
availability and conditions for deposic (resceve) accounts at the central
bank. We recommend that all mandated reserve requirements be
abolished and that the central bank be required to pay interest on balances
kept with that bank. Any financial Institution desiring such balances
would be permitted to have a reserve account. Such a policy change would
have major implications for the historic institutional separation of com-
mercial banks—whose liabilitics we have thought were nnigoely
“money —and the non-bank intermediaries. Yee functionally the change
is quite in the tradition of central banking. The rationale for reserves
at the central bank is their use in controlling the creation of money.

Reserve requirenienis in their present noninterest bearing form are
universally recogmized as being the equivalent of 1 tax. As such, they
irnpose burdens an all insritutions to which rthey apply. Mandatory
reserve requirements, like intexest rate maxima, spawn new means for
avoiding them and are, over time, self-defeating in the present techno-
Jogical and marker environment, Further, because of the taxlike effect,
they 1nvite other institutions not subject to reserve requirements to pro-
vide the same service on a tax-free basis, [n theory, one might try the
converse and mandate reserve requirements for every provider of deposit-
like scrvices. This is not a practical solution however, Given the manifold
technological opportunitics available for providing such deposit-like sce-
vices, it would be impossible to find, impose, and enforce reserve re-
quirements on theom all,

Interest payments aside, accounts at the central bank are attraceive
to jpstitutions becausc of their use in interbank, interregional, and in-
ternational clearing, T'his use of such accounts would continue so long .
as central bank pricing for and the quality of such services do not bring
forth alternative clearing organizations. Many institutions with clear-
ng requirements would, we suspect, find it more efficient to clear
through balances at other banks. The latter, however, would form a
nexus of institutions that, in turn, wounld keep balance at the central
bank. An efficient hierarchical nerwork of dearing arrangements would
be encouraged.

With these arrangemeats, the central bank would have jmproved in-
lerest rate and quantitative controls. By raising the rates paid on reserve
balance, rhe central bank would induce individual institutions Lo act
to marcase those balances. Other assets would tend ro be sold, lowering
their prices and raising the yiclds on them and, of course, other market
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rates of interest. The reverse would occur were the central bank to lower
the rare paid on reserve balances.

While the marker effects described would ocour in tesponse 1o varia-
nions in the central bank’s actions with respect to the intercst rate orn
reserve balances, the overall quantity of these balances would be unaf-
fecred. It the absence of the central bank’s acting to change the supply
of central bank credit {through open marker operations, discounting
and other lending, and ignoring changes in float, the gold stock, special
drawing rights, Treasury balances, and currency in eirculation), the roral
of these balances 15 fixed. They can be increased or decreased by the
central bank, but not by changes in the partfolio preferences of the in-
dividual financial institutions concerning their holdings of central bank
balances, As s true now, what onc institution gains {loses) m reserves
by such rransactions is offsct by losses {gains} in the reserves of others,

With the suggested scheme, institutions holding rcserve balances
would be doing so voluntanify. Fhe taxdike effects of reserve requirernents
would thus be avoided, Further, individoal institutions could use cen-
rral bank balances for liquidity reserves and “secondary reserve™ pur-
poses. Central bank open market operations would work much as they
do now, and with the same or improved consequences. Total reserve
balances would rise with open market purchases and decline with open
market sates. The “loosenng” or “rightening” of moncy would spread
over the entire sct of moncy and funds markerts, more perfectly, perhaps,
than is now the case. The marker would serve to reestablish reasonable
stability in the relattonship between “base money” and policy-related
cconormic aggregates—-GNT and the price level.

SAFETY AND SOUNDNESS: THE PROBLEM AND
DIRECTIONS FOR SOLUTIONS

After tliree decades of slow change, financial markets have been experi-
encing radical change. Yer all this while, the regulatory system govern-
ing “safery and soundness” has been remarkably static. The basic
elements of the arrangement started with the Banking Actof 1533 and
may be summarized as follows:

Denosit Insurance Syslem

The Banking Act set np a deposit insurance system [or commercial banks



P

R Ny R AR o A e R

ety T

T T

I R TR

- L-_?.‘{b.qf:?ff}_'-}'n‘f.'g-:. R

T T T e T

TECHNUOLOCY AN FINANCIAL SERVICES 61

independent of the composition of their balance sheets. A similar ar-
rangenent for savings and loan associations was created in 1934,
Although deposits are by [aw 1nsured up 1o some fixed amount {now
£100,000}, the disposal of the marketable asscts and liabilities of failed
institutions through “purchase and assumption” has ied to effective 100
percent insurance for all depostis—at lease until the 1980s.

Limits on Assets and Liabilities

Dircct regulation of the permissible assets and liabilitics for particular
nstitutions was mandated. Each of the specialized institutions—
commercial banks, mutual savings banks, and savings and loan asso-
ciations—are restricted with respect to the set of financial assets and
services they can offer. Instirutions are {urther subject to detailed balance
sheet regulations—maximum allowable loans to particular customers,
maximnn percentages of a particular cJass of assets, reserve provisions,
and s0 forth,

MonHoring of Banks

In the case of the banking systemn, the Act required the monitoring of
balance sheets through quarterly reporting and penodic examinartion
by the regolatory agencies. When examiners uncover problems, banks
are subject to direct intervention by regularory authorities with substan-
tial enforcoment powers.

Disentangling the effects of safety and soundness regulation, the use
of macroeconomic tools, and the general economic envitonment on the
solvency of insured institutions is a difficult task. Nonetheless, the effec-
tiveness of the regulatory system can be assessed in part by the fact that
it has been generally successful. The periodic banking crises that were
a familiar [eature of the American scene up 1o the Great Depression
were not a probler for over fifty years, Compared to the period prior
to 1933, bank failures have been infrequent and localized events.
Hawever, i the Jast decade a number of problems have arisen that have
shaken the regulatory systemn. Public debate over regulatory reform has
now reached the stage where suggestions by academics and regulators
have been fashioned into concrete proposals centering on these problem
arcas, "

Theee seem to be three perceptions underlying the current reform
propasals. Firse, people feel that the riskiness of the banking envivonment
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has increased. The interactions amonp technological developments,
financial innovation, macroeconomic instability, and de facto and de
jure regulatory changes have given rise to this perception. The substantial
imcrease in the aumber and size of problent and failed banks, and the
succession of major financial strains of the Jasc decade, are boch well
documented.

Second, people think that in the current repulatory environment,
banks have an inherent bias toward excessive risk taking. The joining
of de facto 100 percent deposit insurance, insurance premia that arc
not risk-related, and the small capital commirments by bank equiey
owners results in there being no cconomic group with a substandal in-
terest in controlling risk. As banks get inco trouble, moving closer o
a position of zero net worth, the incentives for cxcessive risk-taking in-
creasc. In an cavironment with greater market opportanities and market
pressuzes for risk taking, this bias becomes more pronounced.

Third, many think that the current regime of cxamination and direct
balance sheet control is costly and inefficient; it is thought that increased
reliance on market and marketlike mechanisms is likely to achieve bet-
ter results at a lower regulacory cost,

Before considering the proposals in detail, the basic premises behined
the public debate require examination. There is no doubt that the finan-
cial system and the regulators are dealing with strains arising in partt
fram de facto and de jure dereguladion. Formerly insulated institutions
face competition from unfamiliar opponents and, as institutions move
across traditional product and geographic marker barriers, there have
been significant increases in the nurnber of troubled and failed baaks.
The failures can be viewed as a competitive shakeout—perhaps
analogous to the shakeout occurring in the 19305, when an excessively
large population of banks was pruned of many competitors. The ques-
tion is whether further deregulation of geographic and product line re-
strictions will lead to a secular increasc in instability that threatens even
efficicat institurions.

Deregulation has a double edged blade, Debate has focused excessively
on the risk-increasing aspects without sufficient attention to the risk.
reducing fearures. In fact, therc are a number of reasons to belicve that
further deregulation will enbance the ability of financial institations to
regulate risk and will reduce the social costs of risk taking. An obvious
but underemphasized cffect of deregulating product line and geographic
restrictions is the creation of new opportunities for diversification of
hoth the assce and lability sides. To the exteat thar regional shocks and
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coduct line risks are independent, greater opportunities for interstate
branching and product kine extension can reduce risks. The cutrent rash
of problem banks in the farming statcs, for example, can be viewed as
the natural result of compelling institutions to maintain an undiver-
sified portiolio.

The same can be said for expanded caommercial bank powers in under-
writing and brokerage activities—and there are reasons to believe that
the risks of these activities have been overstated.® The covariance of
che returns of traditional commercial lending and brokerage activities
will be crucial determinants of the riskiness of a portfoho composed
of both. Recent evidence indicates that potential gains from divesrsifica-
rion exists.

Further, the pace of financial innovations means that institutions have
ro offer new financial services to avoid tosing traditional customers. The
rhythm of innovation itself crcates a source of risk that can be minimized
only by allowing institutions to respond. For example, white commer-
cial paper offcrings had traditionally required the backing of a bank line
of credit, this is no longer the case. The deepening of commercial paper
markets in the Jast ewo decades and the consequent increased hiquidicy
of such assets has broken this link. Unless commercial banks are per-
mitted to underwrite commercial paper, a traditional and important part
of their clientele will be lost. This is an especially telling Hlustracion since
a bank’s potential tisks from a line of credit supporting commercial paper

offerings and from direct underwriting of the same offering are essen-

rially the same.

The age in which a banker could assume a stable liability basc in
the form of “core” deposits and a stable group of loan customers with
a restricted set of [inancing alrernatives no Jonger exists. A measure of
stability can be achicved, however, if institutions are able to offer a spec-
rrum of assces, Habilities, and fee-based services and, to some extent,
to internalize the flows that now cross legally defined institutional
houndanes,

While increased geographic and sectoral competition have been viewed
as factors increasing the risk to particular institutions, one can also ex-
pect a reduction in the social and financial costs of risk taking. The
fowering of regulatory entry barriers should reduce the social costs of
individual bank failure. An Increase in the number of potential entrants
in any and all of & particular bank’s markets reduces the costs of closing
the institution. Transferring the failed bank’s assets is facilitared by the
proliferation of potential purchasers. Moreover, the regulatory agencies
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can intervene and close banks more rapidly, thereby reducing the risk
of payout by the Insurance system. The existence of more, and More
powerful, “nearby” compétitors permits regulators to intervene on the
basis of “economic” rather than “book” value. Such intervention, in irsetf,
changes the equity holders’ risk-return trade-off and enhances the
disciplinary role of equity.

The view that 100 percent de facto deposit insurance ensures that
no agents have an interest in limicing risk taking by banks may be an
overstatement. The exclusive focus upon insured depositors and CQuIty
holders ignores the porential disciplinary role of [oan customers.
Although one-rime loan applicants cannor be expecred to take grear
mterest in the riskiness of their Jender’s portfolio, those cuscomers with
long-term, repeat relationships and established lines of credit do form
a group with continuing interests in the viability of the bank. Refusals
to cxtend credic and noncompetitive toan terms ansing from a bank’s
inefficient or excessively risky operation will drive these customers away,
This behavior may be a sonrce of discipline on bank management risk
practices regardless of the de facto foll insurance.

The difficulty of transferring the loan relationship in a purchase and
assumption meaus that there is a “partially insured” bank customer.
Further, with product line dercgulation, the customers of 4 bank will
have dealings across a larger range of products—consumer finance, in-
surance, mucual funds, and the hike, This will tend to creare classes of
“partially insured” custamers for whom the failure of a bank will be
costly.

Pespite these risk-reducing aspects of deregulation, reform proposals
have been presented by most of the insticutional and regulatory acrors,
The proposals with the greatest suppaort are:

1 BPeveloping a system of risk-related insurance premia

2. Replacing 100 percent de facto insurance with onc of only partial

fnsurance

Replacing the periedic and discretionary imposition of minimum

capital requirements with a strict minimum

4. Replacing the sccrecy of the current bank examinarion process with
increased pubhic disclosure,

Tl

These proposals have been subjected ro extensive academic debate,
the theoretical grounding for each is surprisingly slin. There are three
types of shortcomings. First, the proposed changes have ambiguous

it
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effects on 1isk taking and the stability of the financial system. Second,
prﬂctiflﬂ] implementation will be difficult and ¢he reguiatory burden will
not necessarily decrease. Finally, the ability to mandare raxlike insurance
premia on the risk taking of a restricted subset of financial institutions
may be frustrated by the existence of unregulared institutions and

ACTivitics.

Risk-related Fremia

The rationale behind replacing fixed rate premia with risk-related premia
is straightforward.* Chasging banks premia that vary diccctly with the
riskiness of their activities will, in principle, induce a more efficient POLT-
folio choice, Ap optimally calibrated system of risk premia will induce
banks to umpute full social cost considerations in their portfolio
deeisions.-

The fitst and perhaps overwhelming problem with such a scherne
is the difficulty of accurately ganging risk ex ante. Any attempe o
measure ex ante asset and interest rate risk accurately would, at che
minimum, require a substantial increase in the monitoring of bank port-
folios. While measurement of these sources of risk is by itself difficult,
the problem is complicated by two other considerations. Firse, these
risks are not independent, Santamero (1983) has shown, for instance,
that variable rate loans, which reduce the average marturity of the bank’s
assets and in turn reduce interest rate risk, have the effect of increasing
default risk. Proper measurement would require analysis of the
covartance between risks. Second, the existence of cxternalities implics
that the social costs of risk raking must be measured. Informational
cxternalities affecting depositor behavior and contagion cffects are im-
portant features of the banking systemn. In a mode! that abstracts from
the problen of measuring externalities, Pyle (1983) has shown that even
small measurement cirors Jead to large miscaleulations of actuarially
COTTECT [NSUrance premia.

The inevitability of mismeasurement raises problems independent
of the questionable effects on resource allocation. In addition ro monitor-
I COStS, OBC CaN expect an increase in bargaining costs as banks ap-
peal bad ratings. The monitoring apparacus will have to be supplemented
by an appeals process that increases the regulatory burden. Further
more, the fluidity of the modern financial system will lead 10 atterpes
at “tax evasion.” Activitics with averpriced risks will tcend to be shifred
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toward unrcgulated secrors of financial markess. Indeed, this may be
true of any systen that fevies premia on particular insuitutions that reflect
full social costs of failure.

Recognizing that any serious attemnpt to measusc risk accurately is
impossible, the FIXIC {1983 ) has proposed an arbitrary premium struc-
turc that independently weighs two elemnents, These are the bank’s loan
loss history and a measure of the duration of the bank’s balance sheet,
The formier may have undesirable incentive effects that comprormise a
potentially useful direction for regulatory practice. While banks prob-
ably have some incentive purposely to take on excessively risky toans,
the mportant systemic problems arise from many banks taking on
similar loans that only sebseguent events prove to have been a mistake.
T'he recent expericnce with energy loans 1s a prime cxample,

The Quartterly Call Reports, which will be rhe source of the banlk’s
loan foss history, have become an increasingly important source of infor-
mation allowing the regulatory agencies to diagnose developing problems
at an early stage. The reduced cost and imcreasing sophistication of in-
formation systems have made this possible. By tying insurance premia
to loan losses, repulators will creare undesirable incentives for banks o
withheld informarion for as long as possible, The relative infrequency
of on-site examinations crcate arnple opportunities for banks to wirthhotd
information. Variable rate premia based on loan losses will compromise
the repularor’s ability to recognize systemic problenis in a timely way.
Perhaps a more desirable divection would be the design of penalties for
inaccurately transimiteed information. On-site examinations would be
used to assess the truthfulness of the information in the Call Reparts.

The fascination with the use of pricing schemes to tax ex ante risk
taking may be misplaced. A number of writers have noted that the
deposit insurance system differs in a fundamental way from private in-
surance schemies. ™ The regulator’s ability to close down failed institu-
tions implics that, arleast theoretically, deposttor losses from bank failure
can be driven to zero if banks are closed befare they reach zero net worth,
For the most pare this has remained only a theoretical possibility because
substantial political pressures have led to very conservative closure
policies. These political pressures are largely the result of the social coses
of closing institutions that are, in turn, the resudt of substanbial cntry
harriers. The continued fowering of entry barriers through geographic
and product line deregulation would reduce the welfare and financal
loss associated with the closing of failed institunions and should increase
the political artractiveness of doing so.
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partial Coverage

The FDIC has prpposcd that the mnsurance agcncics PIecOmmi
thcmSEh’ﬂs t0 & MAXIFUTTE percen_tagc payout to uninsured Idermslitors,
“Fhe reasoning i that such depositors would then hav_c an incentive 1o
I risk becausc of the thrcat of loss. While it is plausible
1d Jead to enhanced market discipline, the net effect of
may be greater instability. Before any such program is
].mplcmﬂmﬂd} a number of issues must be Iconls::ldcred.

The first problem 1s that increased monitoring of the bank’s port-
(olio is only one possible response to partial insurance. Sinec informa-
ian eollection is castly and, on the contrary, movemnent in response
(o Even questionable information is relatively costless, one wonders
whether increased monitoring is a likely outcome. An equally likely out-
comic ks a Joint strategy of purchasing liabilities of shorter duration and
noving funds at the firstsign of trouble. Both effects, the shorter dura-
cion of the bank’s liahitiries and the increased speed of withdrawal in
responSE 10 BNY sign of trouble are, in themselves, destabilizing.

This, of course, ignores the fact that banks, faced with the possibil-
iy of large-scale withdrawals in response to bad news, may have cx ante
- centives to reduce excessive risk taking, Recent theoretical work, how-

ever, has shown that the deposit contract is unigucly subject o depositor
cuns. P Informarional externabities lead to a gap between depositors’
marginal private valuation of moving funds ip response to bad infor-
mation and the marginal social valuation of such movements. Rational
behavior by depositors can lead to the socially inefficient liquidanon
of hank assets. The distance berween the depositor’s and socicty’s valua-
rion of moving funds will increase if interdependencies between banks
lead to contagion effects that amplify the consequences of individual '
bank faifures. There can be no presumption that rational behavior by
uninsured depositoers leads to a socially optimal cutcome. In turn, there
is 1o reason to assurne that the banks’ ex ante risk taking will be op-
ural under the threat of depositor runs.

Even assuming that depositors have an incentive to monitor the riski-
ness of their bank before depositing funds, another problem arises. Some
have argued that higher deposit rates will be the primary mechanism
through which the discipline will be imposed. ‘Troubled banks will be
forced to pay a risk premium to ateract funds from partiatly insured
depositors. The higher cost of funds in response to greater perceived risk
appears to have the same effect as a variable rate insurance scheme—the

m{jnimf han
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market would 1mpose penalties for excessive rigk taking. Unlike the
higher risk premia paid ro the insurance agency, though, higher depag;,

rates may create incencives for greater riskeaking, In a shightly differen;

context, Stiglitz and Weiss (1981) have shown that higher rates can Jeag
to riskier portfolio choices, because borrowers face serictly limieg
downside financial risks in the event of default, Thic tmphes that the
requirement of higher deposit rates is limited as 1 strategy for contrgl
ting risk. Beyond some maximum deposit rate, further increascs redyce
the depositar’s welfare. Therefore, even with ex ante monitoring, the
strategy of holding shorter duration Liabilities and TUNDINg in response
to bad news will supplement that of demanding higher ratcs.

Increased Capital Requirements

Increased capital requirements are proposed as a means of INCreasing

the bank’s downside costs of excessive risk taking. It is arguced that equity
owners, faced with a larger cost of bank failuy re, will be motivated o
control risk taking by bank managers. Further, forcing banks to increase
access to capital markers will induce less risk raking in order ro minimize
the cost of capital. Finally, larger capital requirements are proposed as
a means of reducing payouts by the insurance agencies. Losses will be
charged o cquity before the insurance fund.

Koehn and Santomera (19809 have analyzed a parricularly trouble-
some problem with this proposal. If the minimum capital requirement
is binding, banks will increase portfolio risk to mcreasce the expected
return on capual. Therefore, the effect of larger capital requirements
15 ambiguous—the less risk adverse the hank, the more likely an 1n-
crease in capital requirements will increase the probability of failure.
To ensure an unambiguous reduction in the systernwide probability of
bank failure, capital requircments would have to be sot on a f{irm-by-
firrn basis, with corresponding mcreases in the regulatory burden.

Santomero and Warson (1977) have raised additional concerns in 4
general equilibrivm framework. Using a model in which higher capiral
requirements are assumed 1o reduce the probability of bank failure, they
show that the social costs of diverting excess capital toward the bank-
ing system may reduce the rate of physical capital formation by raising
the cost of borrowing, Although these results are not conclusive, an
lmportant point emerges, Deternmining an aptimal capital standard for
the banking system on partial cquilibrasm grounds js suspect.

[ERp———
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There is a connection between the carlier discussion of parrial in-
surance schemes and minimum capital standards that should be men-
rioned. Limitations on the depositor’s ability 1o nmpiite a risk premiurm
in deposit ratcs withoul inducing more risk taking by banks may be
counteracted by preater bank capital, A more highly capitalized bank
can offer higher rates without reducing depositor welfare, because capital
serves as collateral, increasing losses for bank equity if there is a default,

Public Disclosure

There has been litdle theoretical work examining the likely effects of
greater public disclosure of the regulator’s informarion aboul banks.
Commentators have been content (o note that partial insurance schemes
that exploit marker discipline should be supplemented by the provision
of more public information. The esscntial nation is that market discipline
will be more rational when rwmor is displaced by “fact.”

Although this approach merits further consideration, a basic prob-
Jern remams: Information asymmctries will exist, even with more public
disclosure. We have argued that these asymmetries are a fundamesnral
constraint on the regulator’s abihty to design optimal insurance prenya.
Simutarly, the information available to depositors will, of necessity, be
very imperfect. The problems with partial insurance schemes stil] exist
even when public disclosure improves the quahry of the information

available 10 depositors.

CONCLUSIONS

Our look at the cffects of dercgulation on continuing regulatory needs
for deposit financial institutions hag produced one clear conclusion.
Despite an apparent consensus that both monetary policy and deposit
insurance have important continuing roles, neither is likely to worlo well
without basic changes. Indeed, we go further; in plausible circumstances
the continued use of cither or both may add 1o rather than reduce systern-
wide instabilitics,

We are not so confident in our diagnoses that we are able to prescribe
sire cures, We are confident enough to asserr that the technologies now
avatlable to financial institutions and their customers have altered fun-
damentally the repulatory mechanisms thar can be used effectively for
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NOTES

For a desceiption and analysis of the process involved in this ineer
mungling, see Phillips (1978). See Kaufman (1983} for an excellent discus-
sion of the securities activities of commercial banks.

See THawke (1983) for detail.

See Key (1883) for detail,

See Kane (1983) for ap analysis of the situation in the thrift industeies.
For comments on the difficulties inkerent in regulatory refarem, see Jacobs
and Phillips {1983).

The underlying theory is well-known and basically the same as that per-
talning to inventories of other assets. See Baumot (1952).

Tor a discussion of the availability doctrine, see Mayer (1968), An argl-
ment very close to thar being made here appears in Smith (1956).
On this poing, see Grantham, Velk and Fraas {1977}, Kiling {1981),
Latane (1%54), Minsky (1257), and Smith {1956}

This raizes the specter of “Goadhart’s Law," an assertion that the use
of monetary concrols has the effect of loosening existing relationships
berween money and the economic variables the central bank wishes ro
influence. See, i particular, Goodhart (1981) and Fvans (1985}
See FIMC {(1983) and FIILRD (1983).

For an evaluanion of the relarive risks of securicies underwriting and com-
mercial fending, see Giddy (1985) and Saunders (1985).

For evidence of diversification gains from the expansion of bank powers,
see Heggestad (1275}, Eisemann (1976}, and Wall and Eisenbeis (1 984},
For more extensive critical discussion of these reform proposals, see
Goodman and Shaffer (1983) 2nd Merrick and Saunders (1583},
See, for example, Horvirz {1983).

See Charl and Jagannathan {1984}, Cone {1983), Diamond and Dybwvig
{1983}, and Jacklin {1983).
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