Proposals for Reform of the Financial Structure
and Regulation in the United States”®

Introduction

The American financial system opezates under a regulatory
structure which is aimed at the twin objectives of safety and com-
petition, This structure evolved over many years, often in responsc
to financial crises; and some of its most durable features were enacted
during the crisis years of the 1930’s. The regulatory structure which
was designed to protect against the ravages of a depression period
developed serious strains under the pressure of the inflationary forces
which prevailed during the latter part of the 1960’., One of the most
disturbing consequences was the serious interruption in the flow of
funds into financial institutions and in the availability of funds to the
residential mortgage market, small business borrowers, and state and
local governments. The savings and loan associations, which borrow
short but lend long, were particularly vulnerable during a period of
high short-term rates and a negatively-inclined yield curve.

It was against this background that, on June 16, 1970, the
President announced the appointment of a Commission on Financial
Structure and Regulation. The 20-man commission, with a mem-
bership drawn from the ranks of business, financial institutions,
labor, and universities, was given a broad mandate to “ review and
study the structure, operation, and regulation of the private financial
institutions in the United States, for the purpose of formulating
recommendations that would improve the functioning of the private
financial system”! On December 22, 1971, the Commission sub-

* The research for this paper was partly supported by a grant from the Witter
Foundation,

1 Report of the President’s Commission on Financial Structure and Regulation
(hereinafter cited as Repors), p. 1. The reader will note that the mandate did not mention
the Federal Reserve System.
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mitted its report to the President in a document of 1%73 pages with
8¢ recommendations on a wide range of topics.

The Commission limited its inquiry and recommendations to
six financial intermediaries — commercial banks, savings and loan
associations, mutual savings banks, credit unions, life insurance
companies, and pension funds? One sct of proposals would remove
some of the regulatory restraints on the conditions of competition —
a prime example is the proposal to abolish ceiling rates on time and
savings deposits and on certificates of deposit. A second set of
proposals dealt with the functions of depository financial institutions.
The deposit thrift institutions® would be granted a significant ex-
pansion in their loan and investment powers — ¢.g., authority to
make a limited amount of consumer loans and a limited amount of
investments in real estate equities, high-grade private and govern-
ment debt, equity sccurities, and “leeway” investments; greater
deposit flexibility, especially third-party payment services,? including
checking accounts and credit cards for individuals and nonbusiness
entities; and more scope for the operations of their holding company
affiliates. Commercial banks would also receive wider loan and
investment powers and more freedom to manage their liabilities
in response to market forces.

A third set of recommendations aims to improve competition
by altering the structure of financial markets. One important recom-
mendation would authorize commercial banks and the deposit thrift
institutions to branch on a statewide basis. Another recommenda-
tion, designed to eliminate compulsory specialization among financial
institutions, would give any insurcd depository institution the right
to change its charter to another institutional type”

2 1t excluded nonlife insurance companics, finance companies, the operations of the
equity markets, the international operations of American banks, the problems of bank
mergers, and bank bolding companies, See Repers, p. 1L

3 In the Report, the term “deposit thrift institution™ refers to savings and loan
associations and mutual savings banks, See Reporf, p. 18, No, 1.

4 This term includes ®any mechanism whereby a deposit intermediary transfers a
depositor’s funds to a third party or to the account of a third party upon the negotiable or
non-negotiable order of the depositor, Checking accounts are one type of third party
payment service. Escrow accounts incidental to loan agreements are not included as third
parey payments”, Repors, p. 23, No. 1.

5 Report, p. Bg. The Commission did not want to inhibit the right of institutions to
specialize but rather to abolish specialization forced by statute and by regulation. Under this
significant proposal, the door would be open for approximately 6,500 deposit thrift institu-
tions to become full-service commercial banks,

£
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A fourth set of proposals would abolish reserve requirement
differentials, On demand deposits, the Commission would extend
uniform deposit reserve requirements to all commercial banks and
to all depository institutions which offered third-party payment ser-
vices. In addition, legally required deposit reserves would be abolished
for time deposit, savings deposits, share accounts, and certificates of
deposit. The Commission also recommended a uniform tax formula
for all depository financial institutions in order to terminate differen-
tial tax treatment and to place competing institutions on an equal
footing.

The Commission further proposed extensive revisions in the
regulatory structure (including the Federal Reserve System, the
Comptroller of Currency, the Federal Deposit Insurance Corporation,
Federal Home Loan Bank) and recommended some new regulatory
agencies. These changes are intended to ensurc that the laws and
regulations are applied uniformly to competing institutions and to
improve the efficiency of the examination and supervisorial functions.
Two important features of the present regulatory structure would
be preserved: the dual system of chartering, examination, and super-
vision; and the Federal Reserve’s “independence” in the conduct
of monetary policy.

The Commission’s recommendations are intended to make
financial markets more competitive and to improve the ability of
financial institutions to adapt to economic and technological change.
The Commission is aware that the resulting allocation of resources
may not accord with social goals, especially in the area of housing;
but it has strongly rejected the idea of bending the financial structure
to achieve the desired goals — e.g., by requiring specific types of
institutions to invest percentages of their portfolios in particular
types of investments, or by providing tax credits against reserve
requirements based on holdings of specific assets for those institutions
required to hold reserve balances. It believes that such an approach
would be wastcful, inefficient, and largely unsuccessful. The Com-
mission has focussed instead on a number of proposals to improve
the functioning of mortgage markets — e.g., variable-rate options
on government-guaranteed mortgage loans or removal of all statutory
interest rate ceilings on residential mortgages. In order to “avoid
the warping of financial institutions ”, the Commission would have
the Congress authorize direct subsidies to consumers and tax credit
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programs if the resulting mortgage flow was not adequate to achieve
national housing goals.®

In the words of the Report, * Increased competition within and
among the institutional types is a prime objective of the Commis-
sion ™7 This is, indeed, apparent from some of the most important
of its far-reaching proposals for reform of the American financial
structure — e.g., proposals to make it easier for different types of
financial firms to cross bank and bank-related product lines, to make
geographic arcas less protected, to remove reserve requirement dif-
ferentials and advantages stemming from regulatory disparities, to
provide for more nearly identical tax treatment, etc. The funda-
mental question the Commission had to confront was where to
strike the balance between reliance on market competition or reliance
on administrative regulation to influence the financial system. The
Commission’s answer is foursquare in favor of greater emphasis on
market competition, Accordingly, in the balance of this paper, I
have considered some of the consequences and implications of this
emphasis on more competition in financial markets. The present
regulatory regime, with its reliance on administrative regulation, has
had a long history, and its consequences are reasonably familiar.
The proposals for more competition would move the financial system
onto less familiar terrain. It is the purpose of the analysis which
follows to explore the nature of the choices proposed in the Report.

Proposal for Statewide Branching

Relation to entry condition. In industrial organization, the entry
condition is recognized as a major influence on the extent of actual
competition, especially in concentrated markets. The Commission
clearly accepted this view with respect to banking: “ Restrictions on
entry of new banks and new branches into an area may causc the
level of competition in that market to be abnormally low, reducing
the benefits to the public of stronger price and service competition .3
Both in unit-bank-states and in statewide branch banking states, the
need criterion is the single most important regulatory barrier to

6 Repors, p. 86; of. also pp. 117-118,
7 Report, p. 121
8 Report; p. 45.
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entry by new banks or new branch offices’ Hence, in any set of
proposals to achieve more competition, one would expect to find a
prominent role ascribed to the need condition of entry. The Com-
mission did, indeed, call attention to the possibility that a chartering
agency “may become over-zealous in protecting existing firms, with
the result that entry by new firms is effectively foreclosed ”.10
Similarly, the Commission noted that “ Current laws sometimes limit
charter and branches on the basis of population density, geographic
area or proximity to other institutions or branches "' Notwithstand-
ing, none of the 89 recommendations in the Report specifically
recommended a general relaxation of the need criterion for new
banks or branch offices.

This does not mean that the Commission ignored the entry
condition. As noted earlier, the Commission would grant the deposit
thrift institutions expanded powers (on loans and investments, on
time and savings deposits, and on third-party payment services) to
“enable any savings and loan association or mutual savings bank
to be a competitor of the commercial banks by offering similar
services ”.2 In addition, any insured depository institution would
be able to change its charter to that of another institutional type.
The latter proposal would significantly modify the entry condition
into commercial banking since it would deny the regulatory author-
ities the possibility of invoking the need criterion to impede entry by
insured nonbank deposit institutions. This could result in a potentially
significant increase in the number of entrants, Morcover, a bank
which entered by the charter conversion route would have the
advantage of entry as an established financial institution in the
community. Nevertheless, this is not a complete substitute in all
markets for a general relaxation of the need entry barriers for all
potential entrants. '

In another important recommendation also designed to increase
competition in financial markets, the Commission proposed that “ the
power of commercial banks to branch, both de novo and by merger,

9 For a discussion of the need criterion for entry, see Davin A. Aumanerr, “A
Reconsideration of Restrictions on Bank Entry®, Quarterly Jowrnal of Economics, May 1962,
pp. 247-252.

10 Report, p. 6o.

11 Ibid., p. 61.

12 1%id., p. 37.




268 Banca Nazionale del Lavoro

be extended to a statewide basis...”.!* This recommendation has
different implications in different states. In unit-bank states, the
proposal for statewide branching would change the admissible forms
of bank organization (i, branch or unit) and at the same time
define the maximum geographical scope for branch offices. In limited
branch bank states, the proposal would not alter the admissible
forms of bank organization but it would extend the permitted area
for branching. For our purposes, the important point is that the
Commission’s proposal for statewide branching is not an attack on
the need doctrine as such but rather on the special regulatory barriers
which have been aimed at branch banks, ie, to deny them the
right to exist (in unit-bank states) or the right to branch statewide
(in limited branch bank states).

In recommending statewide branching, the Commission believed
that it was making an important proposal related to competition,
-because “ Restricting branching by statute to an arbitrary number or
restricting branches geographically prevents firms from entering the
markets of others ”.!* As noted above, however, since the Commis-
sion did not directly challenge the need criterion, the latter would
presumably continue to be an important regulatory barrier to entry
for both branch and unit banks. In short, although the proposal for
statewide branching seems like a proposal for an casier entry condi-
tion, the proposal per se would simply remove the special restrictions
on entry by branch banks, ie, branch bank entry would not be
disadvantaged as compared with wmt banks. It follows that the
improvement in competition anticipated from statewide branching
per s¢ must be predicated on the substitution of branch banks for
unit banks. As shown below, the competitive effects of this sub-
stitution can be examined in the context of zero net entry or a fixed
amount of net entry. In addition, the competitive effects can be
analyzed in terms of market structure or market performance. Each
will be considered in turn. In all cases, the connection between
statewide branching and competition will be examined for local

13 1bid., pp. 61-62, 'The Commission fusther recommended “that all statutory
restrictions on branch or home office locations based on geographic or population factors
or on proximity to other banks or branches thereof be eliminated ™, (fdem) This almost
sounds like an attack on the need doctrine, but since theve is no comparable statement for
unit banks, it is probably intended to get at the special restrictions on branch banks as such.

14 1bid., p. 6o.
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markets, because the Commission believes that statewide branching is
particularly pertinent to competition in local markets.t?

Effects on market structure. In gauging the effect of statewide
branching per se on market structures, it is necessary to neutralize
any entry effects. Accordingly, the first question we ask is whether
local markets in a unit-bank state would become more competitive
if the unit banks were absorbed (merged) by a system of statewide
branch banks The answer is that a first-time branch entry into a
particular Jocal market would not affect the existing concentration in
that market — a branch bank would simply be substituted for a
unit bank. The situation would be quite different if a given branch
bank established more than one office in a given local market, Except
for the first unit-bank acquisition, all subsequent unit bank acquisi-
tions by the same branch bank would necessarily increase market
concentration in the local market. Since it is common under state-
wide branching for branch banks to establish multiple branches in
a given city, our conclusion is that statewide branching would
increase concentration in (at least some) local markets. ‘

It is important to emphasize that this conclusion does not depend
upon the assumption of zero net entry, ie., that a branch bank will
replace a unit bank by means of merger. Suppose we assume instead
a fixed amount of net entry, ie., that no unit banks were merged
and that branch banks entered de novo. Under that assumption, if
a unit-bank state were to allow entry by de novo (statewide) branch-
ing, the change in the market structure of local markets would
depend upon the joint effect of the particular form (ie., branch
rather than unit bank) of the entering bank organization as well as
upon the fact of entry. In order to filter out the competitive effect
due solely to the branch form of the entering bank, we can compare
the competitive effects of a given amount of new entry under
statewide branch banking with the effects of the same entry under
unit banking.

A unit bank entry into a particular local loan market would, of
course, reduce concentration in that market. The same result would

15 In the Commission’s view, “Consumers will be helped if the ‘states.. relax
branching and holding company laws to permit greater competition. In many states
branching restrictions so limit entry into local markets.. that competition is stifled™. -See
Repors, p. 113, emphasis added. ‘ ‘

16 As noted above, the Commission advocated statewide branching accomplished by
merger as well as by de novo entry. ’ :
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be obtained if instead a branch were opened de novo in that market.
In the latter case, however, market concentration would fall only
after a first-time entry by a particular branch bank into a particular
local market. Subsequent entries, although de novo, would increase
market concentration. In short, for a given amount of entry, the
market structure of local markets would not be more competitive
under branch banking than under unit banking, and it would
probably be less competitive (i.e., more highly concentrated).!”
Finally, in order to assess the probable market structure effects
of statewide branching, it is necessary to consider whether branch
banks would enter in larger numbers (open more offices de novo)
than unit banks, if the legal condition of entry were equal for both.!®
There are a number of theoretical reasons for believing that branch
banks could open offices in areas where it was not profitable and
perhaps not possible for unit banks to do so.* As cxpectcd., thcr.c
are typically more banking offices in branch bank states than in unit
bank states; but it is surprising to discover that the differences are
due primarily to the proportionately greater number of banking
offices in metropolitan areas — there are also more banking offices in
nonmetropolitan areas of branch bank states, but the differences are
not so large as might have been predicted in terms of the presumed
advantages of branch banks?® In terms of market structure, however,
the important figure is not the number of banking offices as such
but rather the number of independent alternatives (*banks”) in
particular local markets. When branch bank states and unit bank

17 Statewide branching would not inctcase concentration in local markets if branch
banks were limited to ope branch per local market, Moreover, in those cases where the
state boundasies zpproximate a geographical market area for bank customers whose mobility
extends beyond their local area but falls short of the national market, the introduction of
statewide branching could even reduce concentration in the statewide market, provided that
there were no mergess among banks operating in the statewide market. Cf. Davio A.
AvpapErE, © California Banking and Competition ®, in Hyman P. Mmsgy, editor, California
Banking in a Growing Economy: r946-1975, pp. 18¢-181 and 186-x87. (The Repore did
not refer to any statewide markets,)

18 In fact, thete is some rcason for believing that the regulatory barriers to entry
may be lower for branch banks than for unit banks. Cf. Besvawp Smuic and Paurn M.
Horvitz, *Branch Banking and the Structure of Competition”, National Banking Review,
March 1964, pp. 338-330-

19 See Davip A. AvHapers, %Bapk Mergers: Competition versus Banking Factors ™,
Southern Economie [ournal, January 1963, p. 227

20 See Jack M. Gurrenrac and Epwarp S, Hemmay, “Banking Structure and
Performance ”, New York University Bufledn, February 1967, pp. 56-57, 158-162 and 167.
Also sce Federal Reserve Bulletin, March 1970, p. 206,
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states are compared on this basis, the evidence shows that branch
bank states typically have fewer “banks” than unit-bank states in
the local markets of metropolitan areas; and there is no great dif-
ference between them in the local markets of nonmetropolitan
areas?!

Effects on market behavior. Let us next consider whether the
introduction of statewide branching into a unit-bank state would
promote more competitive market behavior in terms of price com-
petition, There is some basis for expecting different market behavior
in branch bank states and in unit-bank states, because statewide
branch banking tends to pull together the different local markets in
the state. Under statewide branch banking, therefore, small-town
customers could benefit from the cornpetitive pressures in major-city
local markets. On the other hand, there are typically fewer indepen-
dent banking alternatives in the major cities of branch bank states
than in comparable cities where branch banking is limited or pro-
hibited? Ultimately, the question of comparative performance must
be answered on empirical grounds, but the statistical evidence on the
comparative market performance of branch banks and unit banks
is not very reliable.” In any case, the evidence is inconclusive. In some
cases, branch banks appear to act more competitively than unit
banks; in other cases, they do not. As Herman and Gutientag have
observed, “ Viewed broadly, the available evidence does not suggest
that branch banking has either a marked or consistent effect on the
prices charged for bank services.. insofar as the criterion is the
tmpact on prices, a strong case cannot be made for or against branch:
banking ”*

Another aspect of market behavior concerns the possibility of a
relation between banking structure and the allocation of resources.
The question is not whether the allocation under branch banking

21 8ee Gurrentac and Hesman, op. eif, pp. 54-55 and s59-60. Also see Federal
Reserve Bulletin, March 1970, p. 206, One important qualification should be noted. The
preceding evidence is derived from the existing state of affairs in branch bank states and
unit bank states, Therefore, it reflects a particular entry situation and a particular merger
situation in the two kinds of states, It is possible, at least in principle, to have a different
pattern of market concentration in the local markets of the two kinds of states under
different assumptions about entry and merget conditions.

22 For a fuller discussion, cf. Armapser, “Califcrnia Banking and Competition”,.
op. ¢it, pp. 176-179.

23 See Gurrentac and Hormaw, op. cif, pp. 8c-81.

24 Ibid., p. 104.
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would be more (or less) efficient in an economic sense than under unit
banking, but how it would accord with social prioritics® Specifically,
how would the introduction of statewide branch banking into a
unit-bank state affect the supply of credit for small business firms?
Governments have typically been concerned about the supply of
credit to small business because of its implications for industrial
concentration.”

Those who believe that small business firms would receive less
bank credit under statewide branch banking note that large banks
can lend to both large and small customers whereas small banks are
not in the same position. To clinch the argument, surveys of bank
loan portfolios are cited to show that “large banks make a large
fraction of their loans to large business and a small fraction to small
business. The opposite is true of small banks ”.7 Critics have replied
that the statistics on this point are deceptive. While it is true that
the ratios of loans to small business to total business loans are lower
in large banks than in small banks, it is also true that the ratios of
total business loans to assets are higher. When the matter is examined
in this light, there is some evidence that statewide branching might
work both ways — i.e., there is some cvidence that the percentage of
loans to small business increases with bank size in certain bank-size
ranges but decrcases in other bank-size ranges® If this evidence is
correct, the effects of statewide branching on loans to small business
would depend critically on the size distribution of banks before
statewide branching was approved. In addition, however, the
evidence is tentative. Hence, the question remains unresolved.”

25 This is analogous to the question of whether the reformed financial structure
envisaged by the Commission would direct as much resources to the housing sector as
socicty might desire, .

2 In Italy, for example, it is government policy to maintain a size structure of banks
which inciudes large banks, medium-size barks, and small banks in order to assure a
supply of bank credit to business firms of different sizes. Cf, Davip A. ALHADEFS,
Competition and Controls in Banking, p. 20, :

27 DonaLp P, Jacons, “The Interaction Effects of Restrictions on Branching and
Other Bank Regulations ”, Journal of Finance, May 1965, pp. 344-345. Since the introduction
of statewide branching would raise the level of bank' concentration, the result would be a
teduced supply of bank credit to small business (or higher loan rates for small business
Ioans), :

28 Cf. Gurrsnras and Heman, op. €2, pp. 144-146. Of. also Gurrenrae and
Hrrman, “Do Large Banks Neglect Small Business?”, Journal of Finance, Scptember 19685,

2% The Commission did not examine the question of the possible relation between
hank organization and the supply of bank credit to 'small business, but it did express
concern about anocther aspect of credit for small business. The Commission noted that
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Proposal to Abelish Rate Ceilings on Deposits

Ceiling rate on time and savings deposits. According to the
Commission, one objective of the ceiling rate controls since 1966 has
been to “insulate deposit institutions from forces in the money.
markets that might drain funds from them”* The ceiling rates
cannot, however, affect an outflow of funds from financial institu-
tions to the open market. During the 1966 credit crunch, for example,
rate ceilings did not prevent outflows by rate-conscious large deposi-
tors; and they were not necessary to prevent outflows by small savers
who are comparatively immobile. On the other hand, rate ceilings
on deposits can limit the competition between banks and savings
and loan associations. One result, as the Commission correctly noted,
has been adverse discrimination against small savers’! Hence, in
proposing to eliminate the rate ceiling, one of the Commission’s
objectives was to eliminate the adverse discrimination against small
savers. _

The removal of the rate ceiling is a necessary but not a sufficient
condition for achieving this goal. Whether the small depositors
would benefit or how much would also depend on the strength of
the competitive forces in the deposit markets — and that in turn is
related to the market structures of the deposit markets. Govern-
ment can influence market structures by its policy on entry, by its
policy on mergers, and by its policy on branching. On the matter
of entry, the Commission did not recommend any change in the
need barrier for banks or deposit thrift institutions. On the matter
of mergers, the Commission took the position that “the legislation
of 1966 and rg7o made it unnecessary to focus on problems of bank
mergers and bank holding companies ”*2 On the matter of branch-

ing, the Commission proposed statewide branching for commercial
banks. '

small and medium-size business firtns were affected disproportionately by -the tight money

policy in 1966 and again in 196g-70, and it made a number of proposals to ease this uneven
impact. Cf. Report, pp. 49-50 and my later discussion of proposals for more freedom to
manage assets and liabilities,

30 Report, p. 24. :

31 Report, pp. 26 and 113, In the long-run depesit rate ceilings could indirealy lead
to disintermediation by small as well as by large savets, because 1ate ceilings may stimulate
matket innovations designed to lure small savers away frem the depository institutions,
Cf. Report, pp. 25-27.

32 Report, p. 11.
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The introduction of statewide branch banking per se would
almost certainly raise the level of concentration in local deposit
markets, and this tendency would be reinforced by the Commission’s
recommendation in favor of statewide branching for savings and
loan associations as well.?? Since there is not a one-to-one correspon-
dence between the level of market concentration and the level of
competitive performance of banking markets, it is possible in prin-
ciple for competitive performance to be improved in spite of an
increase in market concentration. This is not likely, however, either
on theoretical grounds or on the basis of empirical studies™ For
these reasons, the abolition of ceiling rates per se may not be suf-
ficient to end the adverse discrimination against small savers.

Ceiling rate on demand deposits. In contrast with its recom-
mendation on time and savings deposits, the Commission would
retain the ceiling rates on demand deposits. The Commission
acknowledged that the demand deposit ceiling rate misallocates
resources by promoting non-price competition (e.g,, more branches
and “free” services in lieu of interest payments). It was more
concerned, however, that removing the ceiling would provoke an
outflow of funds from savings and loan associations to commercial
banks with the result that the savings and loan associations might
be rushed into offering third-party payment services without benefit
of the orderly transition envisaged by the Commission.””

The seriousness of any outflow would depend on the size of the
rate differential between demand deposits and share accounts and on
the rate sensitivity of savings and loan association depositors. Since

33 As noted earlier, the Commission has also proposed greatct asset and liabiiity
flexibility for savings and loan associations. Those changes would make it possible for
them to be more effective competitors in the deposit markets; but only a competitive market
structure could compel (e, assure) more competition,

34 The statistical studies which have investigated the relationship between market
structure and matket performance in banking markets have. produced conflicting. results.
For a discussion of these studies, cf. Larry R. Mors, “Competition in Banking: The
Evidence®, in Federal Reserve Bank of Chicago, Commercial Banking: Struciure, Competi-
tion and Performance {August 1967). Mote’s own conclusion (p. 14) Is that “with the
possible” exception of interest rates on business loans, the evidence so far available is
consistent with the view that differences in the degree of banking concentration may be
responsible for at least a part of any differences observed in performance in banking
marlets *, -

35 Cf. Report, pp. 27-28.
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these variables would not be the same for all depositors at deposit
thrift institutions, the abolition of rate ceilings on demand deposits
would probably have a different impact on the placement decisions
of different size depositors. In the present context, however, this is
a secondary consideration. Since the Commission was concerned
about the bad effect of an immediate abolition, it is not clear why
this objection could not have been met (as it was in other cases)*
by a provision for an “orderly phasing-out of the old system and
phasing-in of the new » Significantly, the Commission stated that
its “ recommendations against the removal of the prohibition should
be reviewed in the future ”.®

As in the case of time and savings deposits, the competitive
effects of abolishing the ceiling rate on demand deposits would
depend upon the nature of the market structure in different deposit
submarkets. In the large depositor market, the zero ceiling rate has
not insulated banks from competition — although it has undoubtedly
influenced the particular form of the competition. In the small-
depositor demand deposit market, concentration is typically high and
would almost certainly go higher under the Commission’s proposal
for statewide branch banking. The proposal to allow the savings and
Joan associations and mutual savings banks to convert into com-
mercial banks could have an opposite effect on concentration. Accord-
ingly, the net competitive effect could be different in different local
markets, depending on two unknowns: First, how many deposit
thrift institutions would become commercial banks? Second, to what
extent would the converted banks branch on a statewide basis?

Proposals on Legal Reserve Requirements

Effect on monetary control. The literature on banking reform
contains many proposals to change the nature of reserve require-
ments. One of the most prominent would abolish legal reserve
requirements entirely. The Commission approved this reform for
time and savings deposits but rejected it for demand deposits. In
the latter case, the Commission held that abolition would make

36 For example, in connection with the recommendztion to abolish the ceiling rare
differentials between savings and loan associations and banks. Idid, pp. 23-24.

37 Ibid,, p. o

38 Ibid., p. 27.
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monetary management less efficient.” Open market operations can
control the monetary base without compulsory reserves as long as
banks hold a reasonably stable proportion of deposits for clearing
and transactions purposes; but legal reserve requirements can provide
greater precision.

The Commission recommended that the legal reserve require-
ments on time and savings deposits should be abolished because
“Time and savings account reserves do not intimately affect the
efficiency of monetary policy instruments ”.® The importance of the
level of reserve requirements on time and savings deposits hinges
particularly on the possibility of shifts between demand and time
(including savings) deposits.® As interest rates rise during a tight
money period, some individuals and business firms will reduce their
holdings of demand deposits in favor of interest-bearing time (or
thrift) deposits. When time (or thrift) deposits have lower rescrve
requirements than demand deposits, the shift to interest-bearing time
and thrift deposits could weaken the impact of a restrictive credit
policy by increasing the supply of loanable funds (credit). If the
public’s preference for time and thrift deposits over demand deposits
were a strictly secular phenomenon, the Federal Reserve could put
additional pressurc on the supply of money to take account of the
increase in velocity — ie., it could produce the desired restrictive
effect by a larger volume of open market operations. On the other
hand, if the deposit shift exhibited a pronounced cyclical pattern,
the effectiveness of tmonetary policy could be seriously undermined.
For example, if the Federal Reserve pursued a restrictive monetary
policy and interest rates (including time deposit rates) rose, some
savers would reduce their holdings of demand deposits in favor of
time deposits. In spite of the slippage in the tight policy, the central
bank could be constrained from pressing further on the money
supply to avoid accelerating the shift and further impairing the
effectiveness of the tight credit policy. :

In his examination of the efficacy of monetary policy in the
late 1g50’s, Warren Smith noted that rising interest rates in 1957

39 It should be noted that the Commission’s chief reason for retaining legal reserve
requirements on demand deposits was not its effect on monetary policy but its windfall
effect on bank stockholders, Cf. Repors, p. 6.

- .40 1b¢d,, p. 68, In this case, the Commission ignored the windfall gain consideration,

41 This matter was widely- discussed during the 1950%, partly as a result of the
writings of Gurley and Shaw and partly because of the problems encountered by monetary
policy especially during the latter part of the decade.
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had induced a shift from demand to time deposits at commercial
banks,” but he did not find any evidence that such shifts were likely
to become important systematic destabilizers. He also did not find
evidence of systematic destabilizing shifts between demand deposits
and the deposit thrift institutions.®? Tt remains to be seen whether
past experience with respect to cyclical shifts of deposits will be
repeated in the future. In the past, the shift between demand and
time deposits in response to higher interest rates on time deposits
was due to the sophisticated large savers.”* This will probably be
different in the future. In part as a result of the tight-money episodes
during the latter part of the 1960’s, many smaller savers are now
more knowledgeable about alternative outlets for their funds and
more sensitive to rate differentials. Deposit shifting in the future
could also be encouraged by the Commission’s recommendations to
increase competition. In particular, the proposal to abolish the rate
ceilings on time and savings deposits would eliminate an important
legal barrier to deposit-rate competition. In addition, the proposal
to expand the investment powers of commercial banks and deposit
thrift institutions would enable both institutions to be more com-
petitive on deposit rates during tight money periods. In short, the
Commission’s recommendations would tend to keep rates on interest-
bearing deposits more in line with open matlet rates in future
cyclical fluctuations. This, too, would encourage cyclical deposit-
shifting, '

Effect on competitive equality. Considerations of competitive
equality also influenced the Commission’s recommendations on legal
reserve requirements, To enhance competitive equality, the Com:-
mission proposed to extend legal reserve requirements on demand
deposits to all commercial banks and to those deposit thrift institu-

42 He cited this as “an instance of the interest elasticity of demand for transactions
balances®; Warren- L. Smrrg, “Pinancial Intermediaries and  Monetary - Controls
Ouarterly [ournal of Economics, November 1059, p. 544, No. 8.: o : :

43 Cf. Smrrm, op. i, po. 551-552. In his study for the Commission .on” Money and
Credit, Smith reviewed this evidence and reported that “ Although the evidence about the
deposit shifts was pot conclusive and that further study was needed, there are some indications
that the shifting does not have a. specifically cyclical character®, Warnen L. Smrrs,
“Resctrve Requirements in the American Monctary System™, in Commission on Money and
Credit, Monetary Management, pp. 312-313. Accordingly, he recommended that resetve
requircments ‘against time deposits be eliminated (p, 315). .

44 For example, on the shift from demand to time deposits during 1957, cf. Smrrn,
Quarterly Journal of Economics, op, cit, P. 544 o
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tions which offered third party payment services. This would end
the present advantage of nonmember banks -— in many states, they
enjoy more favorable reserve requirements than member banks; ¥
and it would prevent the deposit thrift institutions from having a
competitive advantage with respect to- third party payment services.

In the interest of competitive equality, the Commission further
proposed to abolish the present system of differential reserve require-
ments according to bank location. The present system of geo-
graphically-differentiated reserve requirements had its roots in the
National Banking Act of 1864 when banks in reserve cities and
central reserve cities held the deposits of other banks and were
required to maintain higher cash reserves than the country banks.
This peographical basis for classification has long been outmoded,
and the Board of Governors of the Federal Reserve System has
repeatedly recommended that it be abolished. Unlike the Commis-
sion, the Federal Reserve would preserve that feature of the present
system which puts lower requirements on smaller banks; % and it
has pressed for a system of reserve requirements graduated according
to the size of a bank’s demand deposits.# It is worth noting that
uniform reserve requirements would achieve more competitive
equality than graduated reserve requirements, but probably less
competition as well, because the graduated system acts like a subsidy
for the smaller banks.

The Commission’s recommendations on reserve requirements for
time and savings deposits would also be conducive to competitive
equality among deposit institutions. At present, commercial banks
must maintain legal reserves on time and savings deposits whereas
savings and loan associations do not maintain the same kind of
reserves on substantially similar deposits. This unequal competitive
situation could be equalized by cxtending the commercial banks’

47 For example, most states allow interbank deposits to be counted as part of the
legal reserves and some allow the requirements to be met in part by holdings of govern-
ment securities,

46 There are lower requirements on small banks partly because the ®country® banks
tend to be smaller than reserve city banks, but also because the Federal Reserve presently
allows many small banks in reserve cities to maintain country bank reserve requirements.
Cf. W, L. SurrH, Monetary Management, op, cit., p. 179.

47 Cf. Board of Governors, Federal Reserve System, Aanual Report for 1962,
pp. 200-202. The Federal Reserve has continued to support this idea in all of its later
Annual Reports to date, The idea was also recommended by the President’s Commission
on Financial Insticutions, 1563
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reserve requitcments to the savings and loan associations,® or by
abolishing reserve requirements on time and savings deposits. If
legal reserve requirements on time and thrift deposits were made
uniform at an appropriate level, competitive equality would be
achieved without impairing an effective monctary policy; it remains
to be scen (for reasons noted earlier) whether that will also be true
for the Commission’s preferred alternative.

Proposal on Depaosit Insurance

The present system of deposit insurance violates the Commis-
sion’s principle of competitive equality. The Federal Deposit In-
surance Corporation assesses a flat ratc against a bank’s average total
deposits, but it does not insure individual deposit accounts in excess
of $20,000. In practice, therefore, the premiums of large banks
subsidize the small banks. The Commission considered two ways to
reform the present system of deposit insurance.” Either could
overcome the competitive inequality of the present system, but both
were rejected. ' .

One rejected possibility involved variable insurance rates. Under
this plan, each insured bank would determine its own default risks
and would pay an insurance premium based on the character of the
risk relative to the bank’s capital. The Commission rejected this plan
on practical grounds. First, it believes that risk differences cannot
be evaluated with sufficient precision to be adequately reflected in
insurance assessments.. Second, it was concerned that new and
different functions might be regarded as high-risk activities and be
penalized accordingly. Finally, the Commission feared that the
public might losc confidence in a bank which paid higher-than-
average insurance assessments. ‘ _

The Commission also rejected the possibility of 100 per cent
insurance of deposits. In the Commission’s opinion, large depositors
are generally qualified to judge whether a bank is well-managed
and soundly capitalized® In fact, this is probably a considerable
overstatement. ‘The treasurers of large corporations may be qualified

48 Cf, Jounw Guriey and Epwann Suaw, Money in @ Theory of Finance, p. 291

49 The Report commented on four proposals, but only two are related to the question
of competitive equality. Cf. Report, p. 74. ’ -

30 Ibid., pp. 7475
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to make these judgments, but it is doubtful whether this is true of
most individuals or business firms with total deposits (ic., in all
banks or all accounts) in excess of $20,000° The Commission also
believes that the present system acts as an incentive for good manage-
ment precisely because it docs not insure large deposits. This seems
reasonable, but is it an important influence on bank management?
Has substantially full insurance coverage acted as a spur to poor
management among small banks? In any case, this incentive is not
a reliable substitute for detailed regulation and supervision by the
regulatory authorities.

In the short run, 100 per cent insurance of deposits would raise
a conflict between equality and competition. Specifically, 100 per
cent coverage ‘would achieve competitive equality because it would
remove the subsidy to small banks. It would also impair competition
in the short-run, however, because some small banks probably could
not afford the higher premiums which would be necessary under
100 per cent coverage. In the long-run, competition among banks
probably would be increased, because the present system of limited
insurance coverage of deposits is a handicap to small banks in
trying to attract large deposits. Moreover, this handicap is a function
of the depositor’s large size relatively to the bank’s small size — it
is not related to the small bank’s.éﬂicicncy or the competence of its
management. Under 100 per cent coverage of deposits, small banks
could better overcome this serious disability to aggressive growth.

Proposals to Lift Technical Restrictions on Banks

The Commission believes that bank operations are unnecessarily
constrained by a number of technical restrictions on banks.. The
following are examples: First, when commercial banks use their
loan portfolios as a source of liquidity, the liabilities incurred must
be treated like deposits with respect to reserve requirements and
interest rate ceilings. Second, commercial banks cannot isstie accept-
ances in excess of 100 per cent of their capital. Third, the regulatory
authorities restrict the commercial bank’s freedom to change their

31 It is estimated that perhaps gg per cent of depositors and about 64 per cent of
cometcial bank deposits are covered by the present deposit insutance, There is no publicly
available information on the number of insured accounts which are commonly owned and
are held to $20,000 in order to come under FDIC (or FSLIC) coverage.
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capital structure (e.g, to introduce various kinds of subordinated
debt). '

In keeping with its objective of removing unnecessary constraints
on banks, the Commission has recommended a number of changes
which would increase competition among banks and make it possible
for them to manage their affairs in response to market forces
instead of administrative regulations. For example, the Commission
proposed the following changes in the restrictions cited above: First,
that liabilities of any term tncurred by commercial banks through
the temporary or contingent sale of assets should not be defined as
deposits of the bank ”; second, that “statutory limitations on the
aggregate amount of acceptances that commercial banks may create
be removed and that the supervisory authorities determine appro-
priate limitations for particular banks with due consideration to the
character and location of the bank and the needs of its customers ”;
and, third, that % commercial banks be permitted to issue subordinated
debt instruments of all maturities provided that maturities and
yields, conditions of subordination, the lack of insurance and other
differences between the debt instruments and deposit liabilities are
clearly and fully disclosed to all purchasers, and provided that these
issues be evaluated and approved as bona fide capital prior to issuc
by the apprepriate supervisory authority .2

In the Commission’s opinion, these changes would not impair
bank safety or the interests of potential holders of bank debt and
would have beneficial effects on the supply of credit to small business
and on the transmission of the effects of monetary policy.? It is also
possible, however, that the proposed changes could have adverse
effects on monetary policy. This is an old problem for the Federal
Reserve. During the fifties, the commercial banks were able to blunt
the impact of a restrictive Federal Reserve policy because they
possessed a large volume of U.S. government securities which could
be sold to the private sector in order to increase the volume of bank
lending. Since these securities were purchased mostly from idle
funds, the change in bank reserves was partly offset by changes in
velocity.® During the latter half of the sixties, the commercial banks
again wanted to increase their lending to the private sector in the

52 Report, p. 42,

53 Ibid., pp. 50-5L. i

54 See W.L. Smrrs, “On the Effectiveness of Monctary Policy ¥, American Economic
Resiew, September 1956, p. oI
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facc of a Federal Reserve policy to restrain credit expansion. As in
the fifties, the banks sold securities (mostly municipal bonds — and
often at sizable capital losses) to private holders. In addition, they
borrowed Euro-dollars, sold commercial paper through bank-holding
companies, sold participations in their loan portfolios under repur-
chase agreements, sold subordinated debentures, and used acceptances
as a straight substitute for unsecured loans.

In order to thwart these bank actions which threatened to
undermine the effectiveness of Federal Reserve policy, the authorities
issued a number of rulings which brought the bank actions under
the constraint of legal reserve requirements and Regulation Q. At
present, for example, a capital note is not exempted from reserve
requirements and interest-rate ceilings (ie, it is classified as a
deposit) unless it is issued with a minimum maturity of seven years
and in an amount of at least $500.% This restriction is clearly more
than a purely technical matter with implications for capital adequacy
and the protection of noteholders; it is also protection against a
potentially serious slippage in the implementation of a tight money
policy. Similar considerations apply (mutatis mutandis) to the other
examples of restrictions cited above.

Concluding Observations

The Commission on Financial Structure and Regulation has
proposed a number of fundamental reforms of the American financial
system. In contrast to a general trend towards greater regulation of
economic affairs, the Commission has made a decisive thrust towards
less regulation and more competition in the financial structure.® The
Commission’s weltanschauung is best expressed in the words of
the Report:

The Commission’s objective, then, is to move as far as possible
toward freedom of financial markets and equip all institutions with
the powers necessary to compete in such markets. Once these powers
and services have been authorized and a suitable time allowed for
implementation, each institution will be free to determine its own

35 In addition, each capital note must state that %This obligation is not a deposit
and is not insured by the Federal Deposit insurance Corporation ™.

% For a similar development in major European countties, see Davip A. ALHADEFF,
Compesition and Conirols in Banking, p. 364.
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course. ‘The public will be better served by such competition, Mar'kets
will work more efficiently in the allocation of funds and total savings

1 H 7
will expand to meet private and public needs.’

The purpose of this paper has been to cxa.mine some 01f tha?
implications and consequences of the proposals for greater reliance
on competition. 1o particular, it 'has been sl}own that com%e:t%non 1;
not necessarily assured by removing constraints on the coﬁ1 itions 0)
competition,® that some structural reforms .wh1c11 wou ﬂ_mcreaszi
the scope for bank action may have an ar{tlcqmpetltlvc e ect,f 31111(
that the costs (in terms of other social objectives) of some of the
Commission’s proposals have not been fully evaluated.

Davip A. ALHADEFF
Berkeley, California

31 Report, p. 9. . "
38 For a ’Eurther discussion of the interrelation between the rules on banking structure

and those on the conditions of bank competition, see AIHADETE, Competition and Controls
in Banking, op. cit, pp. 363-364




