
The Banking Act of 1933, a imed at protect ing 
commercia l banks, imposed t w o constraints on 
their abi l i ty to pay interest. The act proh ib i ted 
interest payments on demand deposits and 
authorized the Federal Reserve to impose ceilings 
on t ime and savings deposit interest. Savings and 
loan deposits were covered by interest ceilings 
in 1966. Beginning in 1980 w i t h the Deposi tory 
Institutions Deregulat ion and Monetary Contro l 
Act, many constraints on interest payments on 
t ime and savings deposits have been lifted, and 
the process wi l l cont inue in stages through 1986. 
Today, expl ici t interest is paid on non-corporate 
N O W (negotiable order of wi thdrawal) accounts 
at the Regulation Q passbook rate and Super-
N O W accounts at unregulated rates, even though 
these accounts are indist inguishable by the cus-
tomer from demand deposits. Congress is con-
sidering remov ing the prohib i t ion on all demand 
deposit accounts. 

Many economists and bankers bel ieve that 
interest controls on deposi t accounts have been 
detr imental both to depositors and to the de-
pository inst i tut ions they were designed to aid. 
Furthermore, they bel ieve the controls, particu-
larly the prohib i t ion of interest on demand de-
posits, have made it more di f f icul t to conduct 
monetary policy. If their v iew is correct, the 
remaining constraints should be removed—and 
the sooner the better. But an alternative v iew 
holds that constraints on deposit interest pay-
ments may be necessary to prevent, or at least 
delay, destruct ive compet i t ion for funds. 
Those w h o want the remaining controls 
cont inued, and the old controls reim-
posed and extended to other institutions 
offer ing third-party transfers (such as 
brokers' cash management accounts), 
bel ieve compet i t ion for funds results in 
burgeoning expenses for depository institutions 
and overly risky investments by banks seek ingto 
cover these expenses. Lifting the prohib i t ion 
wou ld mean, they fear, a return to the bank 
failures of the 1920s and 1930s. If their p r e 
d ic t ion is valid, the movement toward de-
regulation should be halted or reversed. 

The fo l lowing analysis at tempts to 
determine which alternative is correct 
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and what specific measures should be taken. The 
situations that led to deposit interest controls in 
the 1930s and 1960s are descr ibed first and 
empir ical evidence presented. Next, the effect 
of the controls and reaction to t hem by financial 
institutions and their customers will be delineated. 
Finally, I wi l l spell ou t the present costs and 
benefits of the legal constraints, as well as consider 
those to w h o m they apply. Unless specified 
otherwise, the term "banks" is used throughout 
to denote thr i f t inst i tut ions as wel l as commercia l 
banks. 

This analysis leads strongly to t w o conclusions. 
First, if the constraints are left in place, they are 
likely to be costly to financial institutions, their 
customers, and the general pub l i c Second, be-
cause of the moral hazard inherent in deposi t 
insurance, an interest rate cei l ing on demand 
deposits should be imposed that is somewhat 
be low but t ied to a market rate. 

interest Payments on Demand Deposits 
Before the Banking Act of 1933 was vo ted into 

law, banks paid interest on the relatively large 
demand deposit balances held by individuals, 
businesses, and other banks. Then, as now, 
depositors were paid indirectly for their deposits, 
principal ly w i th such " f ree" services as check 
processing, deposit col lect ion, and preferable 
lending arrangements. But expl ici t interest also 
was paid when these means were insuff icient in 
the compet i t i on for deposits. Thus, banks in 
larger cities tended to pay interest on deposits 
whi le those in smaller cities and rural areas 
competed less vigorously.1 In particular, money-
center banks, especially those in N e w York City 
and Chicago, bid for the deposits of country 
banks when the latter sought temporary invest-
ments for their depositors' seasonally f luctuat ing 
funds. No t surprisingly, the money-center banks 
wou ld have preferred not to compete against 
each other. The New York Clearing House agreed 
at various t imes to a max imum rate, but some 
banks y ie lded to tempta t ion and the cartel 
agreements were broken often.2 

Two arguments have been used to justi fy the 
Banking Act of 1933's prohib i t ion of interest 
payments on demand deposits. One is that 
interest payments resulted from destructive com-
pet i t ion among banks. An overly ambit ious or 
risk-preferring banker, the argument goes, seeks 
to gain deposits by offering relatively high interest 

rates. Compet i tors must fo l low this lead or forfeit 
customers. Bankers w h o pay higher interest rates 
are forced to compensate by investing in riskier 
assets that prov ide greater gross revenues but 
eventual ly result in greater losses. Bankers w h o 
refuse to fo l low the leader lose deposits, which 
weakens their banks. The consequence, it is 
claimed, is bank failures. In fact, some 600 banks 
failed each year in the decade of the 1920s, and 
more than 9,000 banks were closed f rom 1930 
through 1933. 

The second argument was emphasized by 
Senator Carter Glass, the principal author of the 
Banking Act of 1933. He contended that the 
interest of fered by the money-center banks to 
their country cousins drained funds from the 
rural areas to the large cities. Worse yet, the 
money-center banks were said to have invested 
these funds in high-rate brokers' loans, wh ich 
allegedly helped fuel the 1920s' speculative 
stock market boom that triggered the subsequent 
crash and depression.3 

The evidence is inconsistent w i th both these 
arguments in three principal regards: (1) there 
was no posit ive relationship between interest 
payments, risk-taking, and bank failures; (2) the 
pre-1933 bank failures appear to have resulted 
f rom factors other than interest payments on 
deposits; and (3) money-center banks d id not 
"d ra in" the country areas of funds. 

First, banks that paid interest on demand 
deposits tended not to invest in riskier assets.4 

Indeed, data f rom the 1920s, w h e n interest was 
paid, reveal that interest payments on deposits 
were unrelated to the banks' investments in risky 
assets, such as loans rather than bonds and 
corporate bonds rather than U.S. government 
obligations. Nor were losses on loans associated 
w i th interest payments. Furthermore, banks in 
the larger cities tended to pay higher rates on 
deposits whi le earning lower yields on loans, as 
compared wi th banks in smaller cities and country 
banks that paid less on deposits whi le earning 
higher rates on their loans. These data show that 
interest paid on deposits ref lected market con-
dit ions rather than risk-taking. Indeed, when the 
banks' expenditures for salaries and other variable 
operat ing expenses are compared w i th their 
interest payments, a one-to-one subst i tut ion is 
found: on average, a bank that paid a dollar more 
in interest incurred about a dollar less in other 
expenses. Important ly, the early 1930s' failure 
rates of national banks that paid more interest on 
deposits were lower than the failure rates of 
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those that incurred less interest expense, perhaps 
because banks faced w i th sharply reduced reve-
nues could reduce interest payments faster than 
those that compensated their customers w i th 
services. 

Second, w i t h respect to bank failures (or"sus-
pensions," as they were once called), two periods 
should be distinguished. The decade 1920 through 
1929 is roughly comparable to the present period, 
since its suspensions were at t r ibutable more to 
banking practices and local economic conditions 
than to macroeconomic events and public policies. 
Furthermore, wh i le the 1920s' suspension rate of 
approximately 600 banks annual ly now wou ld 
be considered a major crisis, at the t ime it was of 
equivalent or less concern than is t o d a / s much 
lower level of failures. The Great Depression 
years of 1930 through 1933, however, sawa th i rd 
of the nation's banks closed, a debacle that 
seems highly unl ikely to recur. 

It appears that the suspensions of the 1920s 
were due primarily to economic distress in specific 
areas of the country coup led w i th unit banking, 
which severely constrained banks from diversifying 
their portfol ios and deposits. In particular,, over 
the years 1920 through 1929, ful ly 47 percent of 
the suspended banks were located in the western 
grain states, 18 percent in the Southeast, and 11 
percent in the southwestern cot ton states—a 
total of 76 percent.5 The suspended banks repre-
sented 28 percent of the banks in operat ion in 
the western grain states in 1920, 35 percent of 
those in the Southeast, and 19 percent of those 
in the southwestern states. For the Un i ted States 
as a whole, suspended banks represented 19 
percent of the total.6 Most of the suspended 
banks were small and located in small towns; 43 
percent had earning assets of less than $ 1 50,000 
and 85 percent had less than $500,000; 35 
percent were in towns w i th under 500 residents, 
and 73 percent in towns w i th a popula t ion less 
than 2,500. In each period, few of the suspended 
banks operated branches: of the 8,716 sus-
pensions f rom 1921 through 1931, only seven 
had more than ten branches, and only three of 
these operated branches outs ide the head off ice 
city. 

Over the years 1930-31, ful ly 3,505 banks 
were suspended. Of these, 31 percent were in 
the western grain states, and 1 5 and 10 percent 
in the southeastern and southwestern cot ton 
states, for a total of 56 percent These suspensions 
represented 18 percent, 31 percent, and 14 

percent respectively, of the number in operation 
on j une 30 ,1930. Dur ing these years the relative 
number of banks suspended in other areas of the 
country increased dramatical ly over the low 
rates that prevai led dur ing the 1920s, ranging 
f rom 6 percent of the N e w England banks in 
1930 to 1 7 percent of the Nor th Central banks. 
For the Uni ted States as a whole, suspended 
banks accounted for 15 percent of all banks. 
Thus the Great Depression, wh ich was attri-
butable primari ly to the 25 percent decrease of 
the money supply (demand and t ime deposits) 
f rom March 1929 through March 1933, d i f fered 
f rom the 1920s in having failures dist r ibuted 
across the nation.7 

The th i rd argument against the prohib i t ion of 
interest on demand deposits concerns the alleged 
"dra in" on country bank funds. A study by Brian 
C Gendreau (1979) of the relationship between 
country banks' balances w i th other (largely city) 
banks and the changes in their deposits less 
loans (free funds) over the years 1919-1933 
revealed that only about 46 percent of the 
change in their free funds was invested in bankers' 
balances; the amounts were somewhat lower 
where the country banks held relatively more 
government securities.8 These data suggest that 
the country banks first served local demands and 
then either invested their surplus deposits through 
the city banks or in the then l imi ted supply of 
government securities. Charles M. Linke also 
points out that the money-center banks acted 
"as direct agents in the making of security loans 
for interior banks and nonbank lenders."9 

Thus the evidence fails to support the claim 
that interest payments on demand deposits 
resulted in unsafe investments by banks; in the 
inappropr iate f low of funds away from smaller 
cities and rural areas into the money centers; or 
in the bank failures of the 1920s and 1930s. 
Rather, interest o f ten was a desirable means for 
banks to pay their customers ( inc luding country 
banks) for funds. Furthermore, the reasons ci ted 
here do not appear to be those that principal ly 
mot ivated the prohib i t ion of interest on demand 
deposits. As Linke (1966) reports, there was litt le 
discussion of demand deposit interest, except 
for Senator Glass' concerns for the f low of funds 
f rom country to money-center banks. Rather, the 
prohib i t ion was a qu id pro quo of fered to large 
commercial banks in exchange for their accep-
tance of FDIC insurance, wh ich benef i ted small 
banks but was paid for primari ly by large banks.10 
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Interest Payments on Time Deposits 
The Pre-1933 Experience. Early concern over 

interest payments on t ime deposits was expressed 
chiefly in connect ion w i th deposit insurance. 
The eight states that adop ted deposit guarantee 
programs dur ing 1908-1917 legislated statutory 
limits on interest rates, on the expressed as-
sumpt ion that the insurance program " w o u l d 
encourage reckless banking because depositors 
wou ld seek the bank w i th the most liberal terms 
rather than the safest bank."11 Bankers w h o 
demanded interest rate controls asserted that 
soundly managed banks would be at a competit ive 
disadvantage w i thou t them. 

During the 1920s bankers o f ten compe ted by 
offer ing higher interest rates on t ime deposits. 
Concomitant ly , other bankers called for volun-
tary and government-mandated constraints. From 
the passage of the 1927 McFadden Act, wh ich 
among other things permi t ted states to regulate 
the interest payments of nat ional ly-chartered as 
wel l as state-chartered banks, unti l the Banking 
Act of 1933 was enacted, 12 states adopted 
interest rate ceilings. Controls were extended 
nationally, first to member banks by the 1933 act 
which vested author i ty in the Federal Reserve 
Board, and then to nonmember insured banks by 
the Banking Act of 1935, wh ich vested author i ty 
in the Federal Deposi t Insurance Corporat ion. 
(The FDIC's Regulation IV is almost identical t o 
the Federal Reserve's Regulation Q.) 

Thus federal controls on interest rates paid on 
t ime and savings deposits seemingly were moti-
vated by deposi t insurance, and were primari ly a 
means to l imit compet i t ion among banks. Unl ike 
demand deposits, t ime and savings deposits are 
not a monopo ly product of commercial banks. 
Therefore, commercia l banks wou ld have been 
at a serious compet i t ive disadvantage had a zero 
cei l ing or much less than market ceiling on them 
been imposed. 

The 1960s' Experience. Until 1965 the Reg Q 
cei l ing remained above the rates that com-
mercial banks were wi l l ing to pay for t ime and 
savings deposits. In that year inf lat ion drove 
market rates above the cei l ing and banks lost 
funds as the publ ic shifted to higher y ie ld ing 
unregulated investments, such as treasury bills 
and commerc ia l paper, and to thrifts (savings 
and loan associations and mutual savings banks) 
as they increased their rates. As a " temporary " 
measure to protect thrifts f rom compet i t ion 

among themselves, which would have increased 
interest expense, and to relieve commercia l 
banks from competi t ion by the thrifts, Congress 
enacted the Interest Rate Ad jus tment Act of 
1966. It ex tended deposi t rate ceilings to cover 
all federal ly- insured savings and t ime deposits 
except those at credit unions. As interest rates 
cont inued at high levels, the temporary cei l ing 
became permanent The Depository Institutions 
Deregulat ion and Monetary Control Act of 
1980 prescribed an "o rder ly phase-out and the 
ul t imate el iminat ion of the max imum rate of 
interest and d iv idends" over six years, dur ing 
wh ich t ime author i ty to de termine the ceilings 
was transferred to the Deposi tory Insti tut ions 
Deregulation Commit tee (Title II, Section 202). 
In dec id ing the extent of decontrol , the com-
mi t tee was charged to exercise due regard for 
" [ t j h e safety and soundness of deposi tory 
inst i tut ions" (Tit le II, Section 204). 

Whi le the charge to the deregulat ion com-
mi t tee gives the appearance that ceilings on 
savings and t ime deposits (and later on N O W 
accounts) were imposed to prevent the failure 
of deposi tory institutions, such was only tan-
gentially the case. The initial imposi t ion of 
Regulation Q in 1933 was set too high to be 
effective, which is inconsistent w i th the belief 
that the cei l ing was supposed to prevent banks 
from engaging in "dest ruct ive compet i t ion. " 
The extension of the cei l ing to thri f ts in 1966 
came at a t ime when there was litt le danger of 
their failing. However, the higher interest pay-
ments they wou ld have had to offer depositors 
wou ld have increased their costs, a result that 
was bel ieved to be detr imental to the housing 
industry. Hence, though the imposition of savings 
and t ime deposi t interest rate ceilings d id help 
the thri f ts—at the expense of their depositors, 
w h o fai led to receive the benefits of compet i -
t ion—it was not accompanied by changes in 
the regulations that determined the composition 
of their assets and liabilities. Thrifts still were 
required to, or were subsidized to, invest pri-
marily in long-term assets (mortgages) whi le 
hold ing short-term liabilities (savings). Thus, 
though the extension of Reg Q gave thrifts 
respite f rom higher market interest rates, it 
failed to solve the under ly ing problem: thrifts 
could not offer services demanded by their cus-
tomers (checking accounts and consumer loans) 
or structure their portfol ios so as to reduce the 
risk of unexpected changes in interest rates. 
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And it is this same vulnerabi l i ty that creates 
financial t roub le for many thri f ts today. 

Effects of Deposit Interest Rate Controls 
Bankers' Balances. Initially, a government-

mandated prohibition of payment for a resource 
benefits those to w h o m the resource must 
be sold. In this instance the resource is demand 
deposits and the benef i t goes to commercia l 
banks. As noted above, savings to money-
center banks of interest that wou ld have been 
paid, particularly on bankers' balances, almost 
exactly equaled the amount those banks paid 
for FDIC insurance on smaller banks' deposits. 

However, given the very low market rates of 
interest that prevai led unt i l the 1950s, it is 
l ikely that correspondent banks easily cou ld 
have compensated the respondents for their 
balances w i th services. Indeed, it is doubt fu l 
that the money-center banks could maintain a 
cartel against the country banks even w i th the 
aid of law. Noth ing prevents a smaller bank 
f rom using many correspondents, and such 
appears to be the case. For example, a study by 
Robert J. Lawrence and Duane Lougee (1970) 
indicated that the average $10 mi l l ion asset 
bank in the Denver Federal Reserve Zone had 
three correspondents and the average $40 
mi l l ion asset bank had nine to ten correspon-
dents. Robert E. Knight's (1976) survey of 
c o r r e s p o n d e n t b a n k i n g in t h e Kansas C i t y 
Federal Reserve District found that the average 
bank w i th less than $5 mi l l ion in deposits had 
five correspondents, wi th the number increasing 
for larger banks (for example, 1 3 for banks wi th 
$50 to $100 mi l l ion in deposits, and 31 for 
banks wi th $100 mil l ion or more). Furthermore, 
in the 1970s Federal Reserve member banks 
could use the then free services of the System. 
In addit ion, the increasing government debt 
after 1933 of fered country banks an alternative 
liquid investment Consequently, correspondent 
banks compensated their respondents w i th a 
plethora of services, including acting as brokers 
for the respondents' funds via loan participations 
and transactions in government securities.12 

Nevertheless, as market interest rates rose it 
became increasingly di f f icul t for correspondent 
banks to compensate their respondents for bal-
ances. This prob lem is ref lected in the data, 
dep ic ted in Chart 1. wh ich shows a decreasing 
percentage of interbank deposits to total deposits. 
Additionally, the percentage of interbank deposits 
classified as t ime deposits has increased; and the 

Chart 1 . Interbank Deposits and Treasury Bill Rates 

Percent 

• As a percent o l total deposits. 
•* As a percent ot interbank depos i ts 
Note: Interbank deposits redefined in 1978 
Source. Federal Reserve Bulletin. 

amount of federal funds lending among banks has 
increased dramatically. Thus the correspondent 
banks are paying for deposits of correspondent 
banks w i th services and interest, but they have 
been unable to maintain their pre-1933 proportion 
of bankers' demand balances. 

Business Demand Deposits. Checking is an 
eff ic ient means of paying bills whi le maintaining 
control over cash receipts and disbursements. 
Since commercia l banks unti l recently en joyed a 
monopo ly over th is service, it m igh tappear tha t a 
legally enforced prohib i t ion against paying de-
mand deposi t interest wou ld benef i t banks and 
hurt business depositors. But many banks could 
profi t f rom attracting business deposi t balances. 
As means of compet ing for these deposits, they 
have alternatives to expl ic i t interest payments, 
among wh ich are " f ree" banking services, loan 
commitments , and lower interest on loans. In-
deed, even w h e n banks were permi t ted to pay 
interest on demand deposits, depositors w i th 
smaller balances were compensated with services. 

At least t w o banking practices can be traced to 
the prohib i t ion of interest on business demand 
deposits. One is the practice of requiring compen-
sating balances; that is, customers who are granted 
a line of credit must keep a specif ied percentage 
on deposit at the bank. Several writers (such as 
JackGut ten tagand Richard G. Davis, 1961) have 
shown that, if the compensat ing balances were 
funds that the customer wou ld not have kept on 
deposit except for the requirement, bo th the 
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bank and the customer wou ld be better off if 
addi t ional interest or a fee was subst i tuted for 
the funds. This conclusion is reasonable because 
the bank must ho ld part of the compensat ing 
balance in non-interest-bearing reserves, and so 
the customer gives up more than the bank can 
lend. As David W. Mull ins, Jr. (1976) and others 
have shown, however, the compensating balance 
requi rement may be rational if the customer 
wou ld have kept the funds at the bank either to 
pay for services rendered or in response to an 
expl ici t payment. O n e such payment is a contract 
to borrow funds at the customer's option, perhaps 
at a favorable rate, in the form of a guaranteed 
line of credit The compensating balance require-
ment, then, is a means by wh ich the bank can 
enforce this contract. Surveys of compensating 
balance requirements conf i rm that the practice 
may be logical, since they show the fol lowing: (1) 
the requirements are most c o m m o n l y used w i th 
large, national firms that have accounts in many 
banks, for these firms could readily t ransferfunds 
in the absence of an agreement; (2) the require-
ments are stated in terms of average demand 
deposits, wh ich imposes no burden on a f i rm that 
wou ld otherwise maintain work ing balances; (3) 
they t end to be negot ia ted rather than set 
uniformly; and (4) the compensat ing balance 
requirements are enforced more strictly when 
interest rates are high.13 Furthermore, compen-
sating balance requirements were rarely used 
prior to the prohib i t ion of interest payments on 
demand deposits. 

The prime rate convention is the second practice 
that appears to owe its existence to the Banking 
Act of 1933. Murray E. Polakoff and Morr is Budin 
(1973) state that the pr ime rate was not intro-
duced unt i l 1934. They ascribe its emergence to 
the then current belief that " economic recovery 
lay in the fixing and maintenance of m in imum 
prices," as exempl i f ied by the National Industrial 
Recovery Act of 1933.14 The rate was set at 1.5 
percent until 1947, after wh ich it f luctuated in 
steps that roughly fo l lowed market rate changes. 
The steps were announced by one of the money-
center banks unti l 1971, when the First Nat ional 
City Bank of New York (now Citibank) introduced 
the f loat ing prime. Though the rate has been 
descr ibed as that obta ined by a bank's most 
cred i twor thy customers, Polakoff and Budin 
clearly are correct in ident i fy ing it as a cartel-l ike 
m in imum price. However, other than po in t i ng to 
contemporaneous price-fixing arrangements, they 
do not consider why the prime came into existence 

in 1934 rather than before or why it lasted so long 
after the Depression. M y study suggests that the 
legal proh ib i t ion of interest on demand deposits 
was the reason the rate deve loped and persisted. 
Even for many years after the Depression, the 
"bes t " customers had l imi ted alternatives to the 
relatively few large banks that could meet their 
bor rowing and fund transfer requirements. For 
these customers the large banks established a 
m in imum loan rate, the prime, to restrict compe-
t i t ion among themselves and take advantage of 
the prohib i t ion of interest on demand deposits. 
Warren T. Trepata (1981) documents that as 
rates on alternative uses of funds increased, 
the banks' customers and others found it worth-
whi le to develop alternatives that eventual ly 
eroded the pr ime rate's benefi t to banks. 

Commercial paper is one important alternative 
to bank loans. Wh i le this avenue for funds 
existed before 1933, its growth seems to owe 
much to the prohib i t ion against interest on 
demand deposits. Wi thout a constraint on banks' 
abil i ty to pay for deposits, and w i thou t a tax on 
deposi ted funds in the form of non-interest-
bearing required reserves, there is l itt le reason 
for companies to bor row through commerc ia l 
paper or for investors to purchase these obligations 
rather than hold deposits. Banks offer borrowers 
economies of scale and scope in the processing 
of informat ion that investors demand. Al though 
investors' information-processing costs are low 
for we l l -known companies wi th l itt le default risk, 
investors exper ience no disadvantage from using 
banks' services unless banks are unwi l l ing or 
unable to price these services compet i t ively. The 
pr ime rate represents an effort by banks at 
noncompet i t i ve pricing. However, as long as the 
pr ime is close to the rate that borrowers wou ld 
have to pay on commercia l paper, the banks can 
keep most of their customers. 

In fact, Polakoff and Budin show pr ime rates 
being above the four- to s ix-month commercia l 
paper rate by about 50 basis points (hundredths 
of a percent) f rom 1947 through 1960, dur ing 
which per iod the pr ime rose from about 2 to 5 
percen t Unt i l 1960 virtually no nonfinancial 
company commercia l paper was outstanding, 
perhaps because the 50 basis point spread 
between the commercia l paper rate and the 
pr ime lending rate was insuff icient to offset the 
large companies' transactions costs of in forming 
potent ial investors of their risks.15 Finance com-
panies, on the other hand, could avail themselves of 
lower-cost bor rowing because the safety of their 
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assets—portfolios consisting of many loans w i th 
a consistent and verifiable record of r e p a y m e n t -
could be communica ted readily to investors. 
From 1960 through 1965 the spread w idened as 
the pr ime was unchanged at 4.5 percent whi le 
the commercia l paper and U.S. Treasury three-
month bill rates decl ined. The spread was about 
150 basis points in 1961. Over this period, 
nonfinancial corporations increasingly f loated 
commerc ia l paper. Thereafter, outs tandings 
increased almost exponential ly, even though the 
spread be tween the pr ime and the commercia l 
paper rates narrowed, unti l by 1966 and through 
June 1977 it was close to zero. After that date, 
the spread w idened to between 125 and 150 
basis points. 

This pattern can be explained by considering 
the oppor tun i ty cost of funds (as measured by 
the U.S. Treasury th ree-month bill rate) together 
wi th information costs to borrowers and investors. 
The considerably increased spread in 1961 was 
paralleled by a 224 basis po int reduct ion in the 
treasury bill rate from December 1960 to De-
cember 1961. Unt i l about 1968 the bill rate was 
be low 5 percent. At that level, banks are able to 
offer large depositors services that compensate 
them for their deposits. Addit ional ly, the tax on 
non-interest-bearing reserves is not so great as to 
put banks at a serious compet i t ive disadvantage 
w i th alternative investments. Hence, wh i le there 
may have been a demand by borrowers fo r funds 
via commercia l paper, the addi t ional yield to 
investors f rom moving their funds f rom bank 
deposits apparently was insuff ic ient to reward 
them for learning about commercia l paper. This 
may explain why there was litt le relationship 
between the bill rate and the ratio of commercia l 
paper to bank loans.16 The commercia l paper to 
bank loans ratio increased after 1968 when the 
opportuni ty value of funds had increased beyond 
the level where banks could sufficiently compen-
sate depositors wi th non-interest rewards. From 
that point, as Chart 2 indicates, when much of 
the informat ion cost about nonfinancial com-
mercial paper became a "sunk" or irreversible 
cost, unti l the present, the relative amount of 
commercia l paper appears to be a funct ion 
primari ly of the oppor tun i ty value of funds.1 ' 

Banks' legal inability to compensate depositors 
suff iciently has inspired a number of other al-
ternatives. These include the growing use of 
bankers' acceptances that are not held by the 
accept ing bank. In effect, the bank takes a 

Chart 2. Commercial Paper of Nonfinancial Corporations 
as a Percent of Banks' Business Loans 

deposit and makes a loan, but does not book 
either, thereby avoiding reserve requirements 
and interest-rate controls.18 Bankers also are 
serving increasingly as brokers for direct place-
ment loans and commercial paper. These activities 
have been chal lenged by investment bankers, 
w h o charge that commercia l banks are violat ing 
the Glass-Steagall provisions of the Banking Act 
of 1933 that mandate separation of commercia l 
and investment banking. Security brokers, how-
ever, have of fered their services to corporat ions 
in lending and investment activities that banks 
wou ld have handled, were it not for the legal 
constraints of deposit interest proh ib i t ion and 
required reserves. Not surprisingly, as the oppor-
tunity value of funds has increased, these activities 
have likewise Moreover, they have been enhanced 
by steady reduct ions in transactions costs as 
computer technology has cont inued to improve. 

These extensive cash management activities 
of corporate depositors are perhaps the most 
important consequence of banks' inabil i ty to 
compensate depositors for the opportunity value 
of their funds. Evidence of this familiar phe-
nomenon is the percentage of corporate l iquid 
assets (demand deposits, currency, t ime deposits, 
U.S. government securities, short-term municipal 
securities, and other open market paper) held in 
the form of demand deposits. This ratio has 
decreased from 54.4 percent in 1953 to 34.9 
percent in 1982 (see Chart 3).. 
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Chart 3. Cash Balances as a Percent of Liquid Assets 
and Treasury Bill Rates 

Percent 

Source: Bill rate: Federal Reserve Bulletin Cash balances: Federal Reserve, 
Flow of Funds; Sector Statements of Assets and Liabilities. 

Household Demand Deposits. Before 1933 
banks generally d id not pay interest on demand 
deposits. Thus it is doubt fu l that they wou ld have 
paid interest on the demand deposits of house-
holds unt i l the market value of funds reached the 
levels of the late 1970s. Ironically, banks can pay 
interest on household checking accounts by 
labeling them as savings accounts subject to 
negotiable orders of wi thdrawal ( N O W ) . This 
innovat ion was created by a savings banker as a 
means of of fer ing check services to consumers, 
since only commerc ia l banks cou ld accept de-
mand deposits. Though the concept was initially 
disapproved, the adverse ruling was over turned 
by the Massachusetts Supreme Court in 1972. 
Federal legislation l imi ted N O W accounts to the 
N e w England states, N e w York, and N e w Jersey 
unti l the Deposi tory Insti tut ions Deregulat ion 
and Monetary Contro l Act of 1980 ex tended 
author i ty to issue N O W s to all deposi tory insti-
tutions.19 The Carn-St Germain Deposi tory Insti-
tut ions Act of 1982 permits banks and thrifts to 
offer money market deposi t accounts ( M M DAs) 
that pay depositors an unregulated interest rate 
on balances over $2,500, but l imits transfers to 
six a month. Super -NOW accounts, author ized 
in January 1983, al low depositors to wr i te as 
many checks as they wish, bu t require reserves, 
which reduces the interest depository institutions 
are wi l l ing to offer. These accounts can be 
of fered only to nonbusiness consumers.20 

Since interest on household demand deposits 
essentially is not control led, banks' exper ience 
wi th them can indicate the probable effect of 
al lowing interest payments on other demand 
deposits. Indeed, that exper ience is l ikely to 
overstate the adverse effect of decontro l on 
banks' net profits, since households have fewer 
means of obta in ing market interest rates on 
transactions balances than do corporations. Those 
w h o opposed payment of interest on checking 
accounts feared that bank profits wou ld suffer 
and that thrifts wou ld have to raise mortgage 
rates to compensate for higher expenses. The 
many studies of " t h e N O W exper ience" show 
that profits initially declined somewhat but not 
nearly enough to threaten the institutions' exis-
tence.21 Indeed, the profi t reduct ions are better 
characterized as market entry costs than as 
losses. Those institutions offering N O W accounts 
also exper ienced significantly greater deposit 
and asset growth than did comparable institutions 
not offering such accounts, and the thrifts increased 
their mortgage loans outstanding.22 

Furthermore, it appears that the interest-bear-
ing N O W accounts are no more costly to banks 
than regular checking or savings accounts. Herb 
Taylor (1984) used the Federal Reseive's Function-
al Cost Analysis Program data for mernber.banks 
nat ionwide for the years 1976 through 1982 to 
estimate the average rates of return paid on 
household N O W , regular checking, and savings 
accounts. He inc luded impl ic i t interest, in the 
form of the expense of services less service 
charges, plus expl ic i t interest paid on N O W and 
savings accounts. The calculated total return for 
the seven years averaged 6.89 percent for N O W 
accounts, 5.42 percent for regular checking ac-
counts, and 6.75 percent for savings accounts. 
A l though the N O W and regular checking ac-
counts have about the same activity and hence 
about the same operat ing cost per account, 
TayloKs analysis found the average balance of 
the N O W account was larger by almost enough 
to offset the average 4.95 percent interest paid. 
The lesser activity, and hence operat ing cost, of 
the average savings account also was of fet by a 
smaller balance. Thus, as economic theory pre-
dicts, banks and their household customers have 
adapted successfully to the payment of expl ic i t 
interest on demand deposits to the degree that 
returns to different types of accounts are approxi-
mately the same. 
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Whi le the availabil ity of N O W accounts may 
encourage households to keep larger cash bal-
ances, data for the past 30 years indicate a 
pattern of relative decrease in balances that 
mirrors the pattern for corporations. The per-
centage of demand deposits and currency to 
total l iquid asets for households dec l ined f rom 
28.5 percent in 1953 to 13.0 percent in 1982 
(see Chart 3). 

Time and Savings Deposits. Regulation Q ceilings 
on savings and t ime deposit rates have benefited 
banks in the short run, but appear to have hurt 
savers by an even greater amount. Banks and 
thrifts benef i ted f rom those savers who,because 
they valued convenience and deposit insurance 
or were unfamil iar w i th alternatives, d id not shift 
their funds to higher yielding investments. Hence, 
when Reg Q was ex tended to thrifts in 1966, 
they were able to retain the smaller-balance 
depositors despite the di f ference be tween the 
average U.S. Treasury th ree-month bill rate of 5.1 
percent and the Reg Q cei l ing savings deposit 
rate of 4 percent. Subsequent increases in the 
Reg Q cei l ing for t ime deposits to 5.5 percent 
also he lped stem the f low of funds away from 
thrifts. However, thrifts' deposi t growth rate 
decreased markedly, f rom 8 percent in 1965 to 2 
percent in 1966, wh i ch curta i led mortgage 
lending sharply.23 

In 1969-70 depository institutions experienced 
"d is in termediat ion;" that is, their role as an 
intermediary in the channel ing of funds was 
lessened as savers sought direct routes. Yields on 
three-month treasury bills rose to above 5 per-
cent in 1968, reaching 6 percent in December 
1968 and 7.8 percent in December 1969; by 
December 1970 they had dec l ined to the Reg Q 
cei l ing on bank savings deposits of 4.75 percen t 
Dis intermediat ion was partly s temmed when, in 
February 1970, the U.S. Treasury increased the 
min imum purchase of bills from $1,000 to $10,000, 
to the obvious detriment of small savers. Depositors 
w i th large balances, however, could channel 
their funds to alternative investments. Com-
mercial banks in ef fect paid the market interest 
rate on these large depositors' funds. By February 
1970 bank holding companies had issued some 
$4.6 bi l l ion of commerc ia l paper. An addi t ional 
$8 bi l l ion was bor rowed f rom nonbank sources 
by means of federal funds and repurchase sales 
of securities (RPs). 

A sharper period of disintermediation occurred in 
1973-74, when the three-month treasury bill rate 

exceeded 5 percent in December 1972, in-
creased to 9 percent in August 1974, and declined 
again to about 5 percent in January 1976. The 
Reg Q cei l ing on savings was raised f rom 4.5 to 5 
percent in July 1973, and interest rate ceilings on 
certificates of deposi t above $100,000 were 
entirely suspended in May 1973. W h e n the Reg 
Q cei l ing was be low the market rate and for a 
year thereafter, banks and thrifts experienced 
sharply lower growth rates in t ime and savings 
deposits. Mortgages writ ten also declined sharply 
through mid-1975. 

Money market mutual funds (MMMFs) began 
to attract savers' funds at this time. Their balances 
were $1.7 bi l l ion at year end 1974 but grew only 
to $3.7 bi l l ion in 1976 and 1977 as market 
interest rates decl ined to the Reg Q level. How-
ever, when the t h r e ^ m o n t h treasury bill rate 
increased again to 6 percent in September 1977 
and cont inued to c l imb almost cont inuously to 
15.5 percent in August 1981, the M M M F balances 
increased t remendously. They reached $10.8 
bi l l ion at year end 1978, $45.2 bi l l ion in 1979, 
$74.5 bi l l ion in 1980, $181.9 bi l l ion in 1981, and 
$206.6 bi l l ion in 1982. Not unti l December 
1982, w h e n deposi tory inst i tut ions cou ld offer 
M M D A s at a market rate of interest, d id the 
assets of M M M F s decline. As aggregate M M D A 
balances w e n t f rom zero to $375 bi l l ion in 1983, 
M M M F assets d ropped by $66 bill ions. 

The brief chronology of interest rate changes 
and dis intermediat ion, together w i th some ad-
dit ional facts, shows first that the Reg Q ceilings, 
w h e n supp lemented by other constraints on 
dis intermediat ion, have given deposi tory insti-
tut ions temporary relief f rom market pressures. 
However, these benefi ts were dissipated wi th 
the deve lopment of other instruments, particu-
larly M M M F s and brokers' cash management 
accounts, that paid depositors a rate close to a 
market return on their funds. Second, whi le the 
housing market might have benef i ted f rom Reg 
Q ceilings that restrained disintermediation away 
from mortgage makers, the market was damaged 
by considerable declines in mortgage lending 
when sharp market interest rate increases eroded 
the abi l i ty of thrifts and banks to hold depositors' 
funds. As John T. Boorman and Manferd O. 
Peterson (1973) show, the Reg Q constraints 
exacerbated the cyclical swings in housing con-
struction and sales. Third, the interest rate ceilings 
imposed on chartered financial inst i tut ions led 
to the deve lopment of other institut ions and 
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market instruments that now compete for savers' 
funds. 

Though Reg Q initially helped chartered fi-
nancial institutions, many of the benefits were 
dissipated through nonprice competi t ion. The 
convenience provided by branches is an im-
portant attraction banks have employed in the 
compet i t ion for deposits. The consequence has 
been greater operating expenses as is reported 
for commercial banks by Lawrence J. Whi te 
(1976) and for mutual savings banks by Robert 
Taggart (1978). In a study of savings and loans 
associations, Lewis Spellman found that about 
half the increases in net revenues from interest 
rate ceilings are expended in implicit rate compe-
tition. Furthermore, as he points ou t while"[sJome 
techniques, such as advertising and the provision of 
goods and financial services, can be adjusted 
easily each year. . . , [oJther capital intensive 
techniques, such as branching, parking or drive-
in facilities cannot be as quickly adjusted if 
current rate spreads change!,J but once in place 
become part of the f ixed cost structure."25 

On the other hand, implicit payment of interest 
for deposits has been found to decrease deposi-
tory institutions' risk, measured as the coefficient 
of variation of net income (the variance of net 
income over t ime divided by average net income). 
John J. Mingo (1978) regressed this measure of 
risk on a number of variables, including the ratio 
of interest to total expenses, for a sample of 
1,866 banks over the years 1961 -72. He concluded 
that " [ t ] h e results of the regression provide 
support for the view that reliance on nonprice 
means of competing for deposit funds can increase 
bank risk (i.e. the regression coeff icient for the 
interest expense variable is negative and signifi-
cant at the 0.01 level)."26 Michael F. Koehn and 
Bruce S. Stangle (1980) extended Mingo's study 
by regressing the systematic risk of the banks' 
shares (measured with the capital asset pricing 
model fo rasamp leo f 110 banks) on a numbero f 
variables, including the ratio of interest expense 
to total operat ing expense. They report a coeffi-
cient for this variable that is strongly insignificant 
(not dif ferent from zero), which indicates that 
investors do not regard interest payments as 
increasing the riskiness of bank stocks. Thus 
Koehn and Stangle concluded tha t " [ r ]emova l of 
such [Reg Q] ceilings would not affect the 
stockholders of these institutions and may reduce 
the chance of technical bankruptcy def ined by 
the regulators."27 

Whereas the regulated depository institutions 
may not have benef i ted fully—or, in some impor-
tant aspects, even at al l—from the Reg Q ceiling, 
savers certainly lost. They were poorer (gross of 
taxes) by the dif ference between the interest 
they would have received had there been no 
Reg Q and the amount they were paid plus the 
value to them of nonprice compet i t ion (for 
example branches and gifts) for their funds. As in 
any constrained situation, the cost of nonprice 
compet i t ion to the financial institutions is almost 
always greater than its value to consumers.28 

Monetary Control. The prohibi t ion of interest 
payments on demand deposits and, to a lesser 
extent, the Reg Q ceiling on savings and t ime 
deposits have detracted from the Federal R e 
serve's abil ity to control the money supply. The 
most detr imental effect has been on the velocity 
of deposit money: its level has increased whi le 
its stability has fallen. ("Veloci ty" is a measure of 
the relationship between money and spending: 
An increase in velocity means that money changes 
hands more frequently.) Since depository insti-
tutions are not permit ted to pay market rates on 
deposits, depositors have incentives to seek 
more efficient uses for balances as interest rates 
rise. Consequently, the velocity of deposits is 
heightened. Furthermore, both depositors and 
nonbank suppliers of financial services also have 
incentives to develop and substitute alternative 
means of effecting transactions and investing 
funds, which in turn boosts velocity. Many of 
these changes are predictable, and so could be 
offset by the Federal Reserve through its open 
market operations. But the increase in velocity 
expands the extent to which changes in the 
monetary base (reserves plus currency outside 
of banks) bear on the effective money supply 
(monetary base times money multiplier). Ulti-
mately, therefore, the velocity increase has a 
direct impact on the economy as reflected in 
nominal GNP( the money supply times velocity). 
Small changes in the variables the Fed can and 
cannot directly affect (such as bank reserves and 
currency) have a greater effect on the variables it 
wishes to affect ( including the price level and 
real income). 

Constraints on interest payments tend to make 
velocity unpredictable, for two reasons. First, 
when market interest rates change, depository 
institutions cannot react as quickly wi th nonin-
terest rewards as they could wi th direct interest 
payments. Depending on the transactions costs 
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they face, depositors switch their funds to alter-
native investments, w i th the resulting change in 
velocity. Second, it is d i f f icul t for the Federal 
Reserve to forecast the development and success 
of many particular f inancial innovations. For ex-
ample, the money market depos i t accounts 
(MMDAs) in t roduced in December 1982 and 
January 1983 had an enormous and almost 
instantaneous posit ive effect on bank and thr i f t 
deposits, but Super -NOW accounts garnered a 
relatively small amount of funds.29 If the money 
supply were measured as M l ( transact ions 
accounts, excluding M M D A s but including Super-
NOWs) and Super -NOWs rather than M M D A s 
had been favored by depositors, veloci ty wou ld 
have decreased sharply. Since M M D A s were 
favored, M l veloci ty was unchanged, unless the 
funds came f rom regular demand depositors or 
N O W accounts. But if M2 ( M l plus passbook 
savings accounts, small d e n o m i n a t i o n t i m e 
deposits, overnight Eurodollar balances and repur-
chase agreements, M M D A s , and M M M F s ) were 
the monetary aggregate of interest, measured 
veloci ty wou ld have decreased sharply. Wh i le 
the preferred def in i t ion of money is debatable, it 
seems clear that financial innovations and changes 
among deposits and money substitutes make 
the Fed's j ob more diff icult. 

A useful analysis of the detr imental effects on 
the economy of interest rate controls and other 
regulatory strictures is provided by Donald Jacobs 
and Almarin Phillips (1983), who were co-directors 
of the 1970-71 Presidential Commission on 
Financial Structure and Regulation ( the Hunt 
Commission). They show that, as a consequence 
of cont inued deposit interest rate controls, de-
posit turnover rates rose substantially, wh ich 
fueled financial instability. In particular, they 
report that " i n N e w York City the turnover rates 
on demand deposits rose f rom about 150 
t imes per year in 1970 to almost 250 t imes per 
year in 1973 and—wi th the large post-1977 
increase in interest rates—to over 1,200 per 
year by 1982."3 0 The authors list ways that 
people contr ived to use funds more eff iciently, 
such as more extensive use of the federal funds 
market and Eurodollar borrowings, greater use 
of overnight and te rm repurchase agreements 
and bankers' acceptances, and shifts of deposits 
f rom higher t o lower reserve accounts. They 
conclude: "As a consequence of many of these 
changes, default risk and interest rate risk 
increased. In particular, default risk and the risk 

of technological ly related transaction break-
downs rose t remendously for the commercia l 
banks at the center of the transaction process."31 

Removing Deposit Interest Rate Ceilings 
and Other Controls 

The Positive Effects. From the history and 
analysis sketched above, it seems clear that most 
banks and their customers would benefit if all 
controls on demand and t ime deposit interest 
were removed. If permi t ted to pay interest on 
deposits, banks could offer people and companies 
an eff ic ient vehicle for making fund transfers and 
investments. Banks could gain economies of 
scale in funds management by handl ing more 
deposits and loans to achieve a smaller and less 
variable net cash balance. Banks' expertise in 
investing or borrowing the balance is an important 
comparat ive advantage, as are their economies 
of scale and scope in acquir ing and interpret ing 
information about borrowers, and in administering 
monitor ing, and col lect ing debt and other invest-
ments. Hence, banks should be able to offer 
many customers a more desirable alternative t o 
direct investment and other means of trans-
ferring funds and claims over assets.32 In the 
absence of restrictive regulations such as interest 
rate controls, and special taxes such as non-
interest-bearing required reserves, banks thus 
should be able to offer significant compet i t i on to 
most other suppliers of f inancial services. And 
since many banks compe te in almost all markets, 
customers should benefit from banks' comparative 
advantages. 

The Negative Effects. Evidence f rom the period 
prior t o interest-rate controls (essentially, before 
1933) offers no support fo r the belief that uncon-
t ro l led interest rates help cause bank failures. 
Qu i te the contrary was found: unl ike alternative 
means of obta in ing deposits, interest payments 
seem to provide banks wi th the f lexibi l i ty to 
decrease expendi tures w h e n necessary. Further-
more, Reg Q ceilings have made the f low of 
mortgage money more erratic, since the ceilings 
encourage disintermediation. Finally, interest rate 
constraints have made it more di f f icul t for the 
Federal Reserve to control the effect ive money 
supply. 

However, federal deposit insurance has been 
in t roduced since the pre-control period, which 
profoundly changes the situation. Now depositors 
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w h o have $100,000 or less in any account need 
not be concerned w i th the failure of a deposi tory 
insti tut ion. Unt i l recently most depositors, no 
matter what their balances, have been protected 
by the insuring agencies' policy of merging almost 
all fail ing institut ions into healthy ones. Conse-
quently, many depositors have had no incentive 
to moni tor their insti tut ion's activities. Because 
deposi t insurance is not pr iced direct ly to reflect 
the risk to the FDIC or the FSLIC, bankers 
generally have addi t ional incentives to take risks 
they otherwise would avoid. A few opportunistic or 
desperate bankers might take great risks or 
engage in fraud on the theory, "heads I win, tails 
the government loses."33 Were deposi t rate 
controls removed altogether, these bankers and 
others could offer interest exceeding the market 
rate for deposits (which, being risk-free to de-
positors, should grow rapidly). Bankers could 
invest the funds in ventures in wh ich risk was 
very great. 

The risk incentives of the current insurance 
system, then, suggest that we need a method 
for l imi t ing the interest that banks can pay on 
deposits. But w e might ask if that need is 
particularly compel l ing in light of the past 
success of bank regulat ion in l imi t ing bank 
failures. 

Supervision and f ield examinat ion is the 
principal me thod used by federal and state 
deposit insurance agencies to control excessive 
risk-taking, and this close moni tor ing has been 
qui te effective. In fact, dur ing both the mid-
1800s and early 1900s, the state-run deposit 
insurance funds in states that d id not employ 
strong supervision generally failed as unscrupu-
lous operators exp lo i ted the public's belief 
that their funds were guaranteed safe.34 

W h y does this method, wh ich has worked so 
wel l for almost 50 years on the federal level 
and before that on the state level, n o w appear 
to be insufficient? The answer is that t w o 
essential changes have taken place in the 
financial env i ronment , one of wh ich is the 
increase in insurance coverage to $100,000 
per accoun t This increase was in t roduced as 
improved computer equ ipmen t made it inex-
pensive for depositors and their agents to 
break d o w n and distr ibute deposits in fully-
insured $100,000 increments and, thus, invest 
almost any amount w i thou t risk. The other 
change is the reduced capital investment in 
banks by shareholders and managers, wh ich 

decreases the expected loss f rom risk-taking. 
Commerc ia l banks' capital decreased w h e n 
inf lat ion-driven high nominal interest rates, 
interest rate regulation, and more eff ic ient 
technology comb ined to encourage nonchar-
tered, nonregulated companies to enter banking. 
Their entry reduced the economic value of the 
banks' charters, and hence the shareholders' 
capital investments. In the late 1970s and 
1980s, thr i f t institutions' capital was reduced, 
and in many cases eliminated, by the unexpected 
surge in interest rates that lowered the value of 
their long-term assets (mortgages) more than 
the value of their liabilities (largely short-term 
savings and t ime deposits). Consequently, many 
bankers today have greater incentives and 
greater opportuni t ies to take excessive risks. 
A l though better surveillance by the banking 
authorit ies is a desirable response to this situ-
ation, it is doubt fu l that it wi l l be suff icient 
since depositors' mot ivat ion to moni tor banks 
has been d imin ished along w i th an increase in 
banks' leverage.35 

Proposed reforms in deposit insurance are 
unlikely t o reduce substantially the need for 
some l imit on deposit interest and/or deposi t 
insurance. Charging bankers risk-related deposit 
insurance premiums has been suggested for 
years by academics and has been proposed by 
both the FDIC and the FSLIC.36 This reform has 
the advantage of charging bankers for the risks 
they take. However, the idea has foundered 
because the relevant risks cannot be measured 
actuarially and because risk-related insurance 
premiums would not deter a banker who wanted 
to take dangerous risks.37 

Privately^supplied deposit insurance also has 
been proposed.3 8 Despite this plan's merits, it 
cannot be imp lemented as long as the federal 
government essentially provides 100 percent 
insurance, since the guarantee of the U.S. govern-
ment dominates all others. 

Finally, greater investments by shareholders 
and uninsured creditors wou ld decrease their 
incentives to " b e t the bank." (Mutuals could 
be required to sell uninsured debentures.39) 
This proposal has the additional advantage of 
revealing the stock and bond markets' evaluation 
of the issuing bank, informat ion that can be of 
value to the supervisory authorities. Unfortun-
ately, one doubts if depository institutions would 
be able to achieve a sufficiently high proportion 
of actually uninsured liabilities. 
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In summary, whi le some of these proposals 
can help alleviate the diff icult ies w i th deposit 
insurance, they are not l ikely to alter the basic 
problem, namely, the incentive and opportunity 
for banks to exploi t the fact that depositors are 
essentially unconcerned about the failure of 
their bank. This is particularly t rue for oppor tu-
nistic or desperate bankers, on w h o m most of 
the reform proposals wou ld have litt le effect. 

Therefore, I suggest the fo l lowing three pro-
posals. First, since t ime-dated deposits are not 
subject to instant wi thdrawals except w i t h a 
considerable penalty, they need not be ful ly 
insured. Limiting de facto government insurance 
to, say, $40,000 person would prevent investors 
wi th large sums f rom investing free of risk of 
moni tor ing bank performance. Furthermore, it 
wou ld encourage risk-taking by bankers and 
make it more di f f icul t for them to defraud the 
insurance fund.4 0 

The second proposal is that interest on t ime 
deposits above a much smaller amount wou ld 
not be covered by government insurance. Thus 
a depositor need not fear losing principal bu t 
wou ld have some concern about the perfor-
mance of the bank. This change wou ld make it 
difficult to acquire large sums by offering above 
market rates if depositors have reason to fear 
that higher risk accompanied the higher rates. 

W i th these reforms in place, control of the 
interest rate that banks can offer t ime depositors 
wou ld be unnecessary. Those who respond to 
higher rates would have reason to be concerned 
about their funds. 

However, it is neither desirable nor feasible to 
insure d e m a n d deposi ts only partly, since 
depositors wi th uninsured balances would have 
cause to remove their funds at the first rumor of 
failure. These depositors, therefore, would need 
to moni tor the bank's activit ies only t o the 
extent of being able to obtain important nega-
t ive informat ion quickly. In any event, demand 
deposits must cont inue to be wi thdrawable on 
demand; the FDIC was forced to recognize this 
and to extend its guarantee to all deposits 
when the Cont inental Ill inois Bank's uninsured 
depositors started to w i thdraw their funds. 

Because demand deposits are virtually ful ly 
insured and probably wi l l cont inue to be, risk-
taking bankers can offer above-market interest 
rates for risk-free investments simply by labeling 
the accounts " d e m a n d deposits." The handi-
ness of this ploy dictates the necessity for a 
th i rd proposal—an interest rate cei l ing on 

demand deposits. But the cei l ing should not 
constrain a bank offer ing true transactions 
accounts f rom of fer ing depositors the highest 
risk-adjusted rate possible. Transactions accounts 
yield the depositor returns in the form of 
service, and necessarily require a bank to incur 
operat ions costs. Therefore, the cei l ing rate 
should be no less than the market rate for low-
risk funds plus the value of the transactions 
services to the depositor. One such cei l ing 
might be the U.S. Treasury 30-day bill rate less 
100 basis points.41 The depositor cou ld be 
charged for i tems processed and given credit 
for funds deposi ted at any rate so long as the 
net return to the customer did not exceed the 
ceiling. This regulation wou ld be effect ive in 
prevent ing oppor tunis t ic bankers f rom taking 
advantage of deposi t insurance wh i le a l lowing 
prudent bankers to compe te for transactions 
balances. 

Summary and Conclusion 
Federal controls were imposed on deposit 

interest rates in the early 1930s. Some fear that 
removing the prohibition against paying interest 
on demand deposits and Regulation Q ceilings 
on t ime deposi t interest rates wou ld prove 
devastating to the banking system. Reasoning 
that the controls were imposed in response to 
the severe banking crisis of the 1930s, they 
conclude that such condi t ions wou ld recur 
were the controls removed. 

However, several studies show that before 
the 1930s interest payments on deposits were 
not associated w i th risky bank investments or 
w i th bank suspensions. Nor were interest pay-
ments on bankers' balances linked to the adverse 
movement of funds f rom country to city banks 
and to stock market speculators. Rather, interest 
payments provided an efficient means of paying 
depositors, inc luding country banks, for the 
use of their funds. 

Indeed, were depository institutions permitted 
to pay interest for deposits and were they not 
subject to a special tax in the form of requi red 
noninterest-bearing reserves, they wou ld be 
able to offer the publ ic a superb product 
Deposi tory financial inst i tut ions possess com-
parative advantages in information and portfolio 
management that generally are of ten superior 
to alternatives, such as money market mutual 
funds and commerc ia l paper. Federal controls 
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on deposit interest rates, in fact are responsible 
for the development of substitutes and banking 
practices. 

In the absence of deposit insurance, interest 
rate controls should be removed. But deposit 
insurance makes it possible—indeed, likely— 
that some bankers wi l l take advantage of de-
positors' conf idence by engaging in overly risky 
or even fraudulent practices. W i t h loss to the 
depositors obviated, these bankers could offer 
a return higher than the market interest rate to 
attract large sums in deposits. This important 
concern can be dealt w i th by l imi t ing the 
max imum amount of insured deposits to, say, 
no more than $100,000 per person in all 
accounts. Deposi tor concern, and bank super-
vision, then wou ld reduce the moral hazard 
that accompanies deposit insurance so that 
interest rates could be freed f rom control. But 
fear of bank runs prevents placing such an 

insurance l im i ta t ion on d e m a n d deposits. 
Furthermore, oppor tun is t ic bankers could take 
advantage of a loophole that enables them to 
offer above-market interest rates on mislabeled 
"demand deposits." Hence, interest rate ceilings 
slightly be low the U.S. Treasury bill rate should 
be placed on demand deposits, ceilings designed 
so that the transactions value of a t rue demand 
deposit would make up the difference between 
the interest rate cei l ing and the bil l rate. In this 
way, the control wou ld be operat ional only 
where deposits were not really used for trans-
actions. W i th these changes in place and w i th 
special taxes removed, chartered deposi tory 
institut ions could employ their inherent com-
parative advantages for the great benef i t bo th 
of themselves and the nation. 

(The author is gratetul to H. I rank King ior his considerable intellectual and editorial 
contributions to this article.) 
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