
case, wh ile imp orta nt banking iss ues are ne g le cted ent i re-
ly. The net benefits of any new banking le g i s lat ion may be
s mall inde e d.

Clea rly, the U. S. pol i ty ta kes a sp e cial interest in the
fina ncial se ctor, esp e cia l ly in com mer cial banks. Despi te the
general movement toward dere g u lat ion that began in the
1 9 7 0 s — wh ich has encompassed banking as well as the air-
l i ne, truc k i ng, ra il, and tele com mu n icat ions ind ust ries —
com mer cial banks remain among the most heav ily re g u late d
enterpri ses in the Un i ted States.

There are good and bad reasons to re g u late banks. A
sort i ng of the reason s, based on an understa ndi ng of what
banks do and how they do it, can poi nt the way to hel p fu l
le g i s lat ion and, perhaps, help avert le g i s lat ion that is bu r-
den some or even ha rm fu l.

U N D E R S TANDING COMMERCIAL BANKS 
at its simplest, a commercial bank accepts dep osits
from the publ ic and ma kes loans to indiv id uals and enter-
pri ses, as port rayed in Fig u re 1. The loans are the bank’ s
asset s, because the bank ex p e cts the loans to be repa id with
i nterest. The dep osits are its liabil i t ies, because it owes
t hose fu nds to its dep os i tors. The dif ference betwe en the
va l ue of its assets and the va l ue of its liabil i t ies is the bank’ s
net worth or ow ners’ equ i ty (“capi ta l” in banking pa rla nc e ) .

It is cri t ica l ly imp orta nt for a bank to be able to di st i ng u i s h
b etwe en good and bad risks in ma k i ng loa n s. Even after ma k-
i ng a loa n, the bank us ua l ly has to mon i tor the borrower so
as to en s u re repay ment. Defaults by borrowers (loan losses )
re d uce the va l ue of the bank’s asset s, thereby re d uci ng its
capi ta l. Once a bank’s capi tal is wiped out by loan losses, any
fu rt her losses come at the ex p en se of the dep os i tors.

Of cou rse, mo dern com mer cial banks are far more com-
plex than the sty l ized bank of Fig u re 1. But the essence of any
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entity that is properly called a “bank” should be financial
assets that consist of loans to borrowers, deposit liabilities
t hat prov ide the fu ndi ng for those loa n s, and a res id ual that
represents the bank own ers’ equity in the bank. The same
framework applies to other depositories: savings and loan
associations (s&ls), savings banks, and credit unions. And,
with slight mo dif icat ion s, it appl ies as well to insura nc e
compa n ies (where the present and futu re claims of insure d s
a re the compa n ies’ liabil i t ies) and to “t radi t iona l” define d- b en-
efit pension plans (where the present and f uture claims of
retirees are the pension funds’ liabilities).

U N D E R S TANDING REGULAT I O N

despite general impres sions, regulation consi sts of
more than just indi s c ri m i nate govern mental intervent ion
in the work i ngs of the ma rket plac e. There are ways of clas-
s ify i ng re g u latory intervent ions to il l u m i nate how and why
re g u lat ion occu rs. Here is one such
ta xonomy:

• Econom ic re g u lat ion i mp oses
di re ct cont rols on pric es, profit s,
ent ry, and / or ex i t, incl udi ng must-
serve obl igat ion s. A fa m il ia r
exa mple is the former Civ il Aero-
naut ics Boa r d’s re g u lat ion of air-
l i ne fa res and routes from the late
1930s through the late 1970s.

• H e a l t h- safety- env i ron ment (h- s- e)
re g u lat ion rest ricts the typ es or pro d uct ion pro c ess-
es of goods and serv ic es. A good exa mple is the Fed-
eral Av iat ion Ad m i n i st rat ion’s re g u lat ion of airl i ne
a nd aircraft safety.

• I nformat ion re g u lat ion re qu i res the del ivery of cer-
tain typ es of informat ion, often in a sp e cified form,
with certain goods and serv ic es. An exa mple is the
Depa rt ment of Tra n sp ortat ion’s sp e cif icat ion of
t he informat ion that airl i nes must prov ide when
t hey advert i se sa le fa res.

I dea l ly, re g u lat ion is a reme dy for a sig n ifica nt ma rket fa il-
u re that indiv id ual pa rt icipa nts in the
ma rket ca n not corre ct eas ily. Monop-
oly, externa l i t ies, or lack of informa-
t ion might cause such a fa il u re. Thus,
e conom ic re g u lat ion wou ld deal with
monop oly (e. g., the re g u lat ion of lo ca l
ele ct rici ty pric es); h- s-e re g u lat ion
wou ld deal with externa l i t ies and
severe informat ional deficiencies (e. g. ,
t he re g u lat ion of pol l uta nts and pro d-
uct safety); and informat ion re g u la-
t ion wou ld deal with informat iona l
def iciencies (e. g., sp e cif icat ions for
pro d uct lab el i ng ) .

In rea l i ty, interested pa rt ies can eas ily conju re ma rket
fa il u res in an ef fort to use govern mental power for their ow n
b enef i t, at the ex p en se of ma rket ef f iciency. Re g u lat ion,
t herefore, often favors incu m b ents over ent ra nt s, encou r-
ages the inef ficient over the ef ficient, and ef fe cts income
t ra n sfers through cross- s ubs idies. In short, re g u latory reme-
dies can exac erb ate ma rket fa il u res and inef ficiencies rat her
t han allev iate them. 

U N D E R S TANDING BANK REGULATION 

since the early days of the republic, banks in the
Un i ted States have been treated dif ferent ly and subj e cted to
ma ny more rest rict ions than have ot her enterpri ses. Ba n k
cha rteri ng and re g u lat ion was la rgely the resp on s i bil i ty of
t he states unt il the 1860s. Since then the states and the fe d-
eral govern ment have sha red resp on s i bil i t ies in ways that
a re often dupl icat ive and never easy to ex pla i n. The com-

plex i ty of this “d ual banking system” is em b o died in the
ma ny linear fe et of pri nted fe deral and state laws and re g-
u lat ions that apply to banks.

F e deral re g u lat ion of banks is sha red among the Offic e
of the Compt rol ler of the Cu rrency (o cc), a pa rt of the
Depa rt ment of the Treas u ry, and two indep endent agencies:
t he Federal Dep osit Insura nce Corp orat ion (fdic) and the
F e deral Reserve (the “F e d”). (Fu rt her, the Office of Th rift
S up erv i s ion [o ts], in the Treas u ry Depa rt ment, re g u lates
sav i ngs inst i tut ion s, and the indep endent Nat ional Cre di t
Un ion Ad m i n i st rat ion [ncua] re g u lates cre dit union s.) In
addi t ion, each state has bank re g u latory agencies.

The st ructu re of bank re g u lat ion is best understood in
terms of the thre e- pa rt ta xonomy:
e conom ic re g u lat ion, safety re g u la-
t ion, and informat ion re g u lat ion.
These are some of the key asp e ct s
of econom ic re g u lat ion of banks:

• Banks and their holdi ng
compa n ies are la rgely
rest ricted to act iv i t ies that
a re closely related to bank-
i ng: They are not perm i t te d
to own nonf i na ncial enter-
pri ses. Their insura nc e
act iv i t ies are severely

Fig u re 1

Stylized Balance Sheet 
of a Commercial Bank

A S S E T S L I A B I L I T I E S

$100 (loans) $92 (deposits)

$$8 (net worth, 

owners’ equity, 

or capital)

Ideally, regulation is a remedy for a significant

market failure. In reality, interested parties can

easily conjure market failures in an effort to use

government power for their own benefit.



rest ricte d. They can op erate se cu ri t ies and bro-
kerage act iv i t ies on ly through sepa rate sub-
s idia ries. And their se cu ri t ies underw ri t i ng act iv-
i t ies are substa nt ia l ly limite d.

• Unt il the ea rly 1980s, banks were la rgely rest rict-
ed to sing le- state op erat ion s, and ma ny states
rest ricted banks’ lo cat ions within a state. Re g ion-
al compacts among the states grad ua l ly allowe d
banks to ex pa nd ac ross state bou nda ries, and fe d-
eral le g i s lat ion in 1994 fu rt her lo osened rest ric-
t ions on banks.

• Be g i n n i ng in 1933, the interest rates that banks
cou ld pay on their dep osits were rest ricted by the
F e d’s “Re g u lat ion Q.” Le g i s lat ion in the ea rly 1980s
phased out interest- rate rest rict ion s, with an imp or-
ta nt exc ept ion: banks st ill are not perm i t ted to pay
i nterest on com mer cial che c k i ng ac cou nt s.

• S ome states set ceil i ngs on bank- loan interest
rates and cre di t- card fe es (e. g., late pay ment fe es ) .

• F e deral le g i s lat ion — t he Com mu n i ty Rei nvest-
ment Act of 1977 (cra) — obl iges banks to “me et the
c re dit needs of the lo cal com mu n i t ies in wh ich they
a re cha rtere d.”

Safety re g u lat ion ( us ua l ly termed safety- a nd- sou nd ness
re g u lat ion) encompasses broad rest rict ions on the act iv i t ies
t hat banks can underta ke, the typ es of assets that they ca n
hold, and the typ es of liabil i t ies that they can iss ue. Each
bank also must me et a minimum capi tal re qu i rement,
wh ich is intended to be com men s u rate with the risks under-
ta ken by the bank. Although fe deral agencies and state gov-
ern ment s — represented in the field by “exa m i ners” and
“s up erv i sors” — s ha re enfor c ement, the fe deral govern ment
i nc reas i ng ly has absorbed enfor c ement resp on s i bil i ty
b e cause, ultimately, it bea rs the costs of bank fa il u res
t h rough fe deral dep osit insura nc e.

Key elements of i nformat ion re g u lat ion a re the fine- pri nt di s-
clos u res that ac compa ny cre dit ca r d s, the sta ndard infor-
mat ion ab out interest rates that must be given to borrowers
a nd dep os i tors, and the re qu i rement that a bank prov ide a
copy of its bala nce she et to anyone who asks for it.

WHY ARE BANKS SO HEAV I LY REGULATED? 

before suggesting a sensible regulatory structure
for com mer cial banks, one shou ld ask why banks are so
heav ily re g u late d. Why are they subj e ct to far more re g u-
lat ion tha n, say, neig h b orhood gro c ery stores or sho e
repair shops ?

Fi rst, con s ider banks’ asset s: the loans they ma ke. Ba n k s
h i storica l ly have been imp orta nt lenders to the rest of the
U. S. economy. When lendi ng was most ly a lo cal act iv i ty,
esp e cia l ly in the ninete enth centu ry, the insolvency of a
bank in a small com mu n i ty cou ld sp ell cre di t- ava ilabil i ty
problems for lo cal enterpri ses. Be cause of re c ent rapid

prog ress in data pro c ess i ng and
tele com mu n icat ion s — t he two te ch-
nolog ies that are at the hea rt of
fina nce—banks to day play a much
s ma l ler role in the prov i s ion of cre d-
it than they did a centu ry ago; but
memories — esp e cia l ly pol i t ica l
memories — l i nger. Fu rt her, banks
remain an imp orta nt source of cre d-
it for s mall bus i nesses. Thus, the sp ot-
l ight tu rned imme diately on banks
when there were alle gat ions of a
“ c re dit cru nch” in the ea rly 1990s.

Se cond, con s ider banks’ liabil i t ies: dep os i t s. Ba n k
dep osits tradi t iona l ly have been thought of as relat ively
safe and readily ac c ess i ble rep os i tories for wea l t h, as wel l
as conven ient veh icles for ef fe ct i ng pay ment s. Bonds and
stocks have been understood to ca rry substa nt ial ri s k s, but
not bank dep os i t s. The enact ment of fe deral dep osit insur-
a nce in 1933—fol low i ng a centu ry of ex p eri mentat ion
with dep osit insura nce by the states and thousa nds of bank
fa il u res betwe en 1929 and 1933—sol idified the sp e cial sta-
tus of bank dep osits as a safe haven for wea l t h.

Th i r d, the pa rt icu lar com bi nat ion of longer- term and rel-
at ively il l iqu id assets (loans) and shorter- term and rela-
t ively liqu id liabil i t ies (dep osits) poses a sp e cial problem for
b a n k s. If all dep os i tors were to dema nd the withdrawal of
t heir dep osits simu l ta ne ous ly, even a solvent bank wou ld be
u nable to me et the dema nd because its cash holdi ngs wou ld
be on ly a small fract ion of its total asset s. Fu rt her, the actu-
al va l ue of the bank’s assets may be dif ficult for dep os i tors
to as c erta i n. A bank is thus sus c ept i ble to a run by il l-
i nformed dep os i tors, fea ri ng the bank’s insolvency, or even
by wel l- i nformed dep os i tors, fea ri ng that a run by ot her
dep os i tors will lead to the bank’s insolvency.

Fou rt h, popu l i st suspicion of fina ncial inst i tut ions as
u nd u ly la rge, powerfu l, and monop ol i st ic underl ies the
h i story of pol i t ical antagonism toward banks and the res u l t-
i ng ef forts to rest rict their act iv i t ies, lo cat ion s, and sizes.

Fift h, the popu lar per c ept ion of banks as powerfu l
s u rely has been fed by the fact that banks (as lenders) are
a mong the few reta il inst i tut ions that may say “no” to poten-
t ial bus i ness — u n l ike typical reta ilers who almost always
wa nt to sell more to their customers. (Insura nce compa n ies,
la nd lor d s, and rental agencies are the ot hers who may say
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“no,” for reasons similar to those of banks.) Although a
“no” fol lows from the sp e cial natu re of the loan tra n sact ion
a nd the risk of loss, such subt let ies often evade di sg ru nt le d
loan appl ica nts and their pol i t ical representat ives, who
t hen loud ly condemn the “p ower” of “t he banks.”

Fi na l ly, the American publ ic’s general lack of nu mera-
cy and soph i st icat ion in fina ncial mat ters has bred a nea r
myst icism ab out money and things related to it. That sure-
ly has fed the per c ept ion of banks as powerful ent i t ies that
must be kept pol i t ica l ly ac cou ntable — t hat is, re g u late d.

WHERE WE ARE TODAY

despite the tradition of heavy regulation of bank-
i ng, the past two de cades have se en substa nt ial dere g u la-
t ion — ach ieved pa rt ly by le g i s lat ion, pa rt ly by en l ig h tene d
re g u lators, and pa rt ly by cou rt de ci s ions supp ort i ng sha rp-
eyed law yers who have fou nd lo opholes in the ot herw i se
rest rict ive le g i s lat ion of the 1930s.

As ment ioned ab ove, le g i s lat ion in the ea rly 1980s
ended most of the dep osit interest- rate cont rols of the
1 9 3 0 s, and le g i s lat ion in 1994 hastened the removal of
ma ny rest rict ions on interstate bra nch i ng. Bank re g u la-
tors in the 1980s and 1990s genera l ly encou raged ent ry and
comp et i t ion, and the cou rts have
genera l ly supp orted limited exten-
s ions of banks into se cu ri t ies and
i n s u ra nc e. (This ot herw i se sen s i ble
re cord of en l ig h tened dere g u lat ion
was ma rred when s&l re g u lators in
t he ea rly 1980s—encou raged by
Cong ress — di s ma nt led crucial safe-
ty- a nd- sou nd ness rest ra i nts at a
t i me when almost all s&ls were
f i na ncia l ly st retched and prone to
u n safe ri s k- ta k i ng. A spree of hig h-
risk lendi ng and a cost ly deb acle
t hen fol lowe d. )

As far as it has gone, however, dere g u lat ion has left
i ntact the formal barriers betwe en com mer cial banks and
se cu ri t ies firm s, establ i s hed by the Glass- Steagall Act of
1933, and the barriers betwe en banks and insura nce com-
pa n ies and nonfina ncial act iv i t ies, em b o died in the Ba n k
Holdi ng Compa ny Act (bhca) of 1956.

S i nce the late 1970s, Cong ress has grappled interm i t tent ly
with the di s ma nt l i ng of those barriers — most re c ent ly under
t he rubric of “fina ncial mo dern izat ion” — but va rious pol i t-
ical for c es suc c ess ively have sta lemated such ef fort s. The
securities industry, fearing the incursion of banks onto its
turf, stalled legislation for a decade. The securities industry
made peace when it rea l ized that banks already had
enc roached substa nt ia l ly through re g u lators’ and cou rt s’
i nterpretat ion s, without di s ma nt l i ng the Glass- Steagall Act.

The insura nce ind ust ry then beca me the sp oiler. Be cause
se cu ri t ies firms cou ld le ga l ly own insura nce compa n ies, the
ef fe ct ive di s ma nt l i ng of Glass- Steagall also re qu i red the
removal of the bhca’s rest rict ions on banks’ insura nc e
act iv i t ies—a prosp e ct that di s mayed the insura nce ind ust ry.

In the ea rly 1990s, the ind ust ry blo c ked le g i s lat ion aimed at
remov i ng barriers betwe en banking and insura nc e. Even
after insura nce compa n ies dropped their res i sta nc e, the
politically potent independent insurance agents continued
to thwart enabling legislation.

In 1998, pol i t ical for c es se emed alig ned for passage of
le g i s lat ion to remove the Glass- Steagall and bhca b a rriers.
But le g i s lat ion was dera iled yet again by a last- m i nute di s-
pute over whet her and how banks’ cra obl igat ions shou ld
be mo dified—an imp orta nt iss ue, but one that is unrelat-
ed to the iss ue of compa rt menta l izat ion.

As Cong ress gri nds through its 1999 sess ion, fina ncia l
mo dern izat ion is prom i nent on its agenda. This time there
a re four major areas of di spute:

• The extent to wh ich banks shou ld be perm i t te d
to enter com mer cial (nonfina ncial) act iv i t ies, if at all

• The lo cat ion in a bank’s st ructu re of any perm i t-
ted non- b a n k i ng act iv i t ies, incl udi ng se cu ri t ies and
i n s u ra nc e

• The prop er scope of cra

• A nd (new this year) how banks ought to treat the
i nformat ion they col le ct ab out their customers’
fina nc es and tra n sact ion s.

As is us ual in di sputes ab out banking, the deb ates are
en s h rouded in much smoke and fog — t he rhetoric of pop-
u l i s m, ef forts to prote ct re g u latory tu rf, and images of wid-
ows and orpha n s. Ra rely fou nd are conc erns ab out eco-
nom ic ef f iciency, a prop er understa ndi ng of banks and
b a n k i ng, and a sen s i ble approach to bank re g u lat ion.

A SENSIBLE STRUCTURE FOR

BANK REGULAT I O N

the three-part taxonomy of regulation depicted
earlier will serve us well here. Drawing on that taxonomy, I
s ketch a tu rf- fre e, ef ficiency- fo cused re g u latory st ructu re for
b a n k i ng, of fer addi t ions to the cu rrent le g i s lat ion that wou ld
lead to true financial modernization, and suggest how to
resolve the di sputes that have clouded the cu rrent le g i s lat ion.

Economic Regulation Econom ic re g u lat ion shou ld be

As is usual in disputes about banking, the debates

are enshrouded in much smoke and fog—the
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reserved for instances of major and irremediable monop-
oly. Even then, the history of economic distortions and
abuses that often have accompanied economic regulation
ought to give pause. The deregulatory efforts of the 1970s
and 1980s replaced governmental restrictions on pricing,
ent ry, and exit where comp et i t ive ma rket st ructu res
promised—and delivered—greater economic efficiency.

The Case for Abolition Economic regulation of banking
s hou ld be ab ol i s he d; it is unne c essa ry. Despi te two
decades of mergers and consolidation, the United States
still has more than 8,700 commercial banks—plus 1,600
savings institutions, 10,000 credit unions, about 5,000
insurance companies, about 5,000 securities firms, and
untold thousands of commercial- and consumer-credit
companies. Rapid improvements in data processing and
telecommunications enable banks to offer their services
over ever-wider geographic areas, which brings banks
i nc reas i ng ly into comp et i t ion with each ot her — a nd
increasingly enables nonbank financial-service enterprises
to offer bank-like products and services.

Even where banks may st ill be sp e cia l — a rg uably for

lo cal dep osits and lendi ng to small and me di u m- s ize lo ca l
enterpri ses — t hey will face inc reas i ng comp et i t ion from
ot her banks. The prop er inst ru ment for en s u ri ng that merg-
ers do not lessen or el i m i nate that comp et i t ion is ant i t rust
merger pol icy, enforced by the Depa rt ment of Just ice us i ng
t he sa me sta ndards that it appl ies to ot her ind ust ries.

The ab ol i t ion of all bank- fo cused econom ic re g u lat ion
wou ld mean that — s ubj e ct to the safety con s iderat ions di s-
cussed below—banks ought to be allowed to own and op er-
ate any ot her type of fina ncial or nonfina ncial enterpri se, just
as such enterpri ses ought to be able to own and op erate
b a n k s. There wou ld be no arbi t ra ry barriers betwe en bank-
i ng and com mer c e.

The ef f iciency gains from such cong lomerat ions are
l ikely to be mo dest, at best. The history of ex p eri ments with
“f i na ncial sup erma rket s” has not been encou rag i ng (e. g. ,
Sea rs’ unsuc c essful ef forts to encompass insura nce throug h
Allstate, securities through Dean Witter, banking through
Gre en wood Trust, and cre dit cards through Discover Ca r d ) .
But some ent repreneu rs may yet di s cover a suc c essful form
of fina ncial cong lomerat ion — last yea r’s merger of Ci t icorp
a nd the Travelers Group represents anot her bold ex p eri-
ment—and they ought to be permitted to search for it.

The ab ol i t ion of econom ic re g u lat ion also wou ld mea n
el i m i nat i ng the vest ige of Re g u lat ion Q that proh i bits pay-
i ng interest on com mer cial che c k i ng dep osits (an act ion on
no one’s agenda, unfortu nately ) — a nd el i m i nat i ng states’
us u ry limits and cre di t- card fee limits, as wel l.

What about CRA? cra re qu i res banks (and sav i ngs inst i-
tut ions) to “me et the cre dit ne e d s” of their lo cal com mu n i-
t ies. The re qu i rement was imp osed in 1977 when Cong ress
b el ieved that ma ny banks were “re d l i n i ng” (arbi t ra rily refus-
i ng to lend in) low- i ncome com mu n i t ies. cra has become
i mp orta nt for banks in the 1990s because a cri terion for re g-
u latory approval of bank mergers is whet her the merg i ng
banks are me et i ng their cra obl igat ion s. Com mu n i ty
act iv i sts have ta ken adva ntage of pendi ng mergers to ext ract
prom i ses of more lo cal lendi ng from the merg i ng banks. The
p endi ng merger betwe en Fle et Fi na ncial and Ba n k Boston is
prov idi ng yet anot her op en i ng for act iv i st s.

cra is a ma n ifestat ion of the per c ept ion that banks
a re powerful ent i t ies that exer ci se vast and arbi t ra ry di s-
c ret ion. In rea l i ty, however, ei t her the cra obl igat ions are
re d u nda nt (because lo cal bus i ness is prof i table, any way )

or they imp ose cross- s ubs idies
( b a n k s’ ot her act iv i t ies are ex p e cte d
to yield enough profits to cover the
losses on the lo cal act iv i t ies that
banks ot herw i se wou ld forgo).  But
c ross- s ubs idies are untenable in the
i nc reas i ng ly comp et i t ive fina ncia l-
serv ic es ma rket s. A bi ndi ng cra
re qu i rement is ei t her an inv i tat ion
to cy n ical evas ion of re g u lat ion or a
re cipe for lendi ng losses. (Althoug h
t he la ng uage of cra says that re qu i-
s i te act ions by banks shou ld be “con-

s i stent with safe and sou nd op erat ion of such inst i tut ion s,”
t he dom i na nt theme of cra ent hus iasts is that banks are
“rich” and “p owerfu l” and can af ford almost anyt h i ng. )

Fu rt her, it is now well understood that barriers to ex i t
a re barriers to ent ry: banks will be rel ucta nt to enter and
begin prov idi ng serv ic es to com mu n i t ies if thereby they are
lo c ked into rig id obl igat ion s. cra’s forced lo calism in a
world of inc reas i ng ly broad fina ncial ma rkets is anach ro-
n i st ic and ultimately sel f- defeat i ng.

If there is a publ ic pu rp ose to be served by prov idi ng
f i na ncial serv ic es to com mu n i t ies that banks (or ot her
lenders) do not wil l i ng ly prov ide, that arg u ment shou ld be
made sepa rately and, if it wins the day, publ ic moneys
s hou ld be used to supp ort such serv ic es. Fu rt her, to the
extent that the real problem is one of unac c eptable di s-
c ri m i nat ion in lendi ng, based on race or ot her nonfina ncia l
c ri teria, the appropriate reme dy lies in the Equal Opp or-
tu n i ty Cre dit Act of 1975, wh ich appl ies to all lenders and
not just to banks and sav i ngs inst i tut ion s.

Safety Regulation The safe and sound operation of banks is
a legitimate public concern and thus suitable for regula-
tion. At the core of the popular focus on banks is a legiti-

The abolition of all bank-focused economic 

regulation would mean that—subject to safety 

considerations—banks ought to be allowed 

to own and operate any other type of enterprise.



mate concern for the safety of banks’ liquid liabilities
(deposits) and the potential dangers faced by institutions
that have liquid liabilities and illiquid assets (loans). Safety
regulation therefore limits banks’ risk-taking activities and
sets capital requirements for banks.

Limits on Banks’ Activities Embedded in the debate sur-
rounding financial modernization and the expansion of
banks’ activities has been some concern about the effects
of expansion on banks’ safety. But almost all of the discus-
sion starts in the wrong place (populism, fears of bigness)
and fails to ask the r ight questions:

• For wh ich act iv i t ies can bank exa m i ners and
s up erv i sors establish appropriate ri s k- related cap-
i tal re qu i rements and ri s k- related dep osit insur-
a nce prem i u m s ?

• Can exa m i ners and sup erv i sors re cog n ize when
banks are perform i ng those act iv i t ies comp etent ly ?

On ly those act iv i t ies that are exa m i nable and sup er-
v i sable shou ld be perm i t ted within a com mer cial bank.

Re g u latory agencies, not Cong ress, shou ld determ i ne
wh ich act iv i t ies are exa m i nable and sup erv i sable. The agen-
cies not on ly have the bet ter view of banks’ act iv i t ies but they
can be more flex i ble and ad just more qu ic kly to ex p eri-
enc e. Re g u latory agencies’ leaders shou ld, of cou rse, be
held ac cou ntable for their agencies’ de ci s ion s, but Con-
g ress shou ld not mic roma nage the agencies unless there is
ev idence of gross derel ict ion. 

A re se cu ri t ies act iv i t ies or insura nce act iv i t ies exa m-
i nable and sup erv i sable? The answer ought to be prov ide d
by the re g u lators, and not by Cong ress.

A ny act iv i t ies that are de emed not exa m i nable and
s up erv i sable, and are thus inappropriate for a bank, shou ld
be perm i ss i ble any where el se in the la rger orga n izat ion in
wh ich the bank is em b e dde d — as long as the bank’s dea l-
i ngs with (e. g., loans to, pu r chases from) af f il iated ent i t ies
a re at arm’s lengt h. Ot herw i se, tra n sact ions with af f il iat-
ed ent i t ies wou ld af ford an easy opp ortu n i ty for the bank’ s
ow ners to siphon assets out of the bank.

Out- of-bank act iv i t ies
cou ld res ide ei t her in a sepa-
rate subs idia ry of the holdi ng
compa ny or in an op erat i ng
s ubs idia ry (op- s ub) of the bank
i t sel f. Fig u re 2 port rays these
two poss i bil i t ies. The Fed
favors the former arra nge-
ment; o cc ( a nd Treas u ry )
favors the lat ter one. Thei r
p os i t ions happ en to coi ncide
with their resp e ct ive re g u lato-
ry resp on s i bil i t ies.

Ei t her arra ngement ca n
prote ct a bank from di re ct
ha rm if an out- of-bank sub-

s idia ry incu rs losses or fa il s, as long as the net worth of an
op- s ub or holdi ng compa ny subs idia ry do es not cou nt as
an asset of the bank. But gains that ac c rue to an op- s ub must
pass through the bank before they reach the ultimate ow n-
ers and thus can supp ort the bank in times of ne e d, where-
as the holdi ng compa ny arra ngement do es not prov ide
s uch di re ct supp ort to the bank. More over, because an op-
s ub’s assets must travel through the bank to get to the
b a n k’s ow ners, it is ha r der to st rip assets out of an op- s ub
( e. g., through loans) than to st rip assets out of a holdi ng com-
pa ny subs idia ry. Fi na l ly, the op- s ub arra ngement fosters
g reater orga n izat ional ef ficiency. In sum, the op- s ub route
is the way to go. 

Capital Requirements With respect to capital require-
ments, over the past decade bank regulators have come to
understand increasingly well that (1) capital is the buffer
that protects depositors (and the deposit insurance fund)
and (2) capital should be at a level commensurate with the
risks undertaken by the bank. Although risk-adjusted cap-
ital requirements still are not sufficiently sensitive to mea-
sures of credit (borrower default) risk, interest rate risk, or
general market risk—and are not yet sufficiently forward-
looking—regulators are moving in the right direction.

There is, however, a gapi ng hole in the re g u latory treat-
ment of capi tal level s. As Fig u re 1 rem i nds us, capi tal is sim-
ply the dif ference betwe en the va l ue of a bank’s assets and the
va l ue of its liabil i t ies. The met hod of meas u ri ng those va l ues
is thus crucial in determ i n i ng whet her a bank has ade quate
capi ta l. The sen s i ble met hod of meas u rement, from a safe-
ty- a nd- sou nd ness persp e ct ive, is to rely on the ma rket va l ues
of the bank’s assets and liabil i t ies. Unfortu nately, bank re g-
u lators use the ac cou nt i ng fra mework that is appl ied to pub-
l icly traded compa n ies — genera l ly ac c epted ac cou nt i ng pri n-
ciples (gaap) — despi te gaap’s fo cus on historical cost s
( b o ok va l ues) rat her than cu rrent ma rket va l ues.

The time is right for bank re g u lators to adopt ma rket -
va l ue ac co u nt i ng. The banking ind ust ry is enjoy i ng rela-
t ively high capi tal levels (as meas u red by gaap), and the
ma rket va l ues of almost all assets are prob ably at or ab ove
t heir book va l ues. Most banks wou ld suf fer little imme diate
pain in a tra n s i t ion to ma rket- va l ue ac cou nt i ng. Alas,

s uch a cha nge is not on any-
one’s agenda.

Finally, as another way of
engag i ng the ma rket, re g u la-
tors shou ld re qu i re banks to
me et their capi tal re qu i rement s
by iss u i ng at least a certa i n
a mou nt of long- term sub or di-
nated debt. Such nondep os i t
liabilities would absorb losses
b efore they are passed on to
dep os i tors or the dep osit insur-
er. (In terms of Figure 1, sub-
or di nated debt wou ld occupy a
m idd le place betwe en a bank’ s
dep osit liabil i t ies and its net

Fig u re 2
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worth on the right hand side of the balance sheet.)
S ub or di nated debt likely wou ld be bought by soph i st i-

cated investors whose interests wou ld serve re g u lators’
i nterests in preserv i ng banks’ safety and sou nd ness. Such
i nvestors wou ld become an addi t ional source of rest ra i nt on
b a n k s’ ma nagers because the investors wou ld be the first in
l i ne to absorb any losses after exc ess ive ri s k- ta k i ng has
w iped out ow ners’ equ i ty.

Aga i n, with bank capi tal at relat ively high level s, the time
is right to re qu i re banks to iss ue a minimum amou nt of sub-
or di nated debt. And aga i n, unfortu nately, such a cha nge is
not on anyone’s agenda.

Information Regulation The issue of how and whether sensi-
tive financial and transaction information about banks’
customers should be transferred among affiliates or sold
to third parties is akin to a consumer-safety issue. That is,
customers might well ask if it is safe to entrust confidential
information to this or that bank.

I dea l ly, banks wou ld be sen s i t ive to customers’ con-
c erns and wou ld annou nce pol icies for ha nd l i ng conf i-
dent ial informat ion. And customers wou ld ta ke into
ac cou nt those annou nced pol icies in cho os i ng banks. If a
bank did not annou nce a pol icy, its customers cou ld ass u me
t he worst ab out the bank’s use of confident ial informat ion
a nd behave ac cor di ng ly.

In rea l i ty, ma ny customers wou ld not not ice the
absence of a pol icy, but they wou ld nevert heless fe el that
a confidence had been violated if their informat ion was sold
to third pa rt ies. Ma ny such breaches of impl icit trust prob-
ably wou ld call forth a heavy- ha nded pol i t ical resp on se. The
problem might be avoided in the first place by imp os i ng
s i mple re g u latory re qu i rement s, in the spi rit of informat ion
re g u lat ion:

• Banks must establish and annou nce pol icies for
ha nd l i ng customer informat ion (even if a pol icy is
to have “no pol icy” ) .

• A nd banks must clea rly and systemat ica l ly com-
mu n icate those pol icies to their customers.

C O N C LU S I O N

although the basic features of banks are simple,
t here is ra rely anyt h i ng simple ab out bank re g u lat ion. Pop-
ulism and fea rs of la rge fina ncial inst i tut ions have led to a
complex and mu l t i- fac eted re g u latory system that imp os-
es inef ficiencies on banks when it ought to be fo cused on
t heir safety and sou nd ness.

Cong ress’s long and thus far unsuc c essful st rugg le
to enact “f i na ncial mo dern izat ion” le g i s lat ion is a testa-
ment to the pol i t ical mil ieu surrou ndi ng bank re g u la-
t ion. Even if Cong ress fina l ly were to succeed in pass i ng
some form of le g i s lat ion, it se ems likely to fall short of
what is ne e ded to promote a mo dern, ef f icient, and sta-
ble fina ncial system.

A Cong ress that is tru ly interested in fina ncial mo d-

ern izat ion wou ld erase all compa rt mental bou nda ries
within the fina ncial se ctor and betwe en the fina ncial se c-
tor and the rest of the economy. Such a Cong ress wou ld
fo cus almost ent i rely on improv i ng safety- a nd- sou nd ness
re g u lat ion: ma ndat i ng ma rket- va l ue ac cou nt i ng and the
i ss ua nce of sub or di nated debt, and perm i t t i ng any act iv i-
t ies that are not exa m i nable or sup erv i sable to be lo cate d
in the op erat i ng subs idia ries of banks. That ga me def i-
n i tely wou ld be worth the ca nd le.
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