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Financial industry deregulation in the 1980s

Douglas D. Evanoff

The 1980s hftve been char%tcterrzeii as the constrarn#? Ehe Federal Reserve was encoup-
decade of dereg ation |r| Inancial, Indus- terrng difficu ttl in mamtammq Its membershi
tereTwo maé r national legislative bills an a nmana ng the moneysoc The mtr

rouS sEat Proposs have been approve uction of \%/ mone &r trtutes
B Imtjtmq anking activities that were 8rev1 shrinkl r]g refervebsecuse e cent ra a
g |sall wed hi specral |ssue ofEc nomrc to seex IEgis atrvec anges Eo Improve its ability
Perspectives Jooks at the d gacfo legislative ormpe ent monet Eﬂ gp |cl¥
marJ afes for maustr gluatron More Jaesrm 0 80 IDI\/ICA Wwas en-
Precrse ay it reviews and evaluates. issues dj- cted an edrat g ercelved as. major
ectly addressed In the 1980 Degosrtor Insti- eqislation havmd srdm IC nﬁe otential |m£
tutio Dere%u tron% Monetary Contral P the future of The Tinancia ﬁtrg d
Act an ar- & ators an %ndustrg Rﬁrtrcrqants it ash
Germ m Act Not rntended as a etaile most srgm icant banking %rsatron mcF e
evaluatrdn of the various provisions of the ?cts erhaps evensince the Federal Re-
the artic ﬁpresented ere describe and ana e serve A cd) %
some of the acts’ most important and topica Two years later the !]n -St Germa#n Act
ISSUES. Wwas, passed. It broadene epowers 0 trrft
Makket reﬁsures and the resultrnﬁ mLaJpe- mst}ut}ons and cr e a_means of Ing
1(us for change have Reen stron In_{rie wit ortion o e md“tstrg thatW har?
Inancial m% stry for t epaftt ty-five years come Inso vent aso allowed ot er |nst|
0W6V€ ustry evolve In a tutigns to offer new eﬁosrt servrce& bearin
atory lamewor that  rest |cte rou market rates ofrnterestadmanda a revie
ﬁ)rrce r1sK, and means ofrt)ro uct dis rrbtrtron xisting deposit insurance syse
drtrop %o thes restrrc lons, the r f etlhrgr tPtese t\?r lece dnslatron
cont ro te Inaustr was Somewhat frag- Provr Og amework_for he eve o% ento
ment o Reslerveererrrtte ganllgStltUthn e he fmancral servr\t/:\eﬁ mdusrtr nt1rou outttet
Eanks S&Ls, and credi le 0 & a@“e d

nmember  coming decade
tumons hag H] Ferent erequlation was not extensive erh

reserve requirements, service and price .con- F
straints, il otherﬁrmrtaHons As ese mstr 'r??%t{.‘z)”s'”“f?gvfﬁ}ﬁg Cg‘na%“?ss,on - recom

tutigns’ responded to the demands
maﬁ<etplc the freqt{entl hesteﬁ)ped tpe B'gquagsea?g er02us ProOpOsals. suggese B
] nt of existing. atroti 9 htelc ni; tte sRecr?rc details of the tho Iegrslatrvg
y remainin H‘ gtter of the law.” man dates Peen adequately addresse
Itese et astron etqlden L duceth “er ook ; elsewhere and will not be repeated here.3 The
atons that.sougnt 1o ecue € UNdesire Erusto the acts wags fo eliminate many ofL
actrvrth t%mce t”e %tory St“tlﬁt”tre Was armiers. to. competition and al ow market
S?rrpt?ngon fa cnarenneeone re | [) stoe ',C{‘ mechanisms. to s atg}rsh deposit arl) loan rates
measiresd The mce t|ves 0 eude re ﬁﬂg ; servrce 0 ermgs and to m uence behavior and

Consiains men (frfre uring fhe 10165 3 | e(?'sl't?gﬁa? slomers &N ndis ddryt e
Iﬁﬂ?a”“ Incr asceamsr nrlnl anty. Inter%srtturr]atte ase, equa |zed the Wy i e
of ﬁ |de resgrye DaPRRac R expected 1o aid In monetar}/ épolrcz lmplemen
mar et Y erest aaring  assets. e auon. Toward ach |evrrhg g? gas SIX
ﬁ tra@ Pngsn optons e vrsrons of the acts can e delingated. ~ These
que t fa ed t0 uI cuso er_needs.
t e same fime hat financial inst- R N L R

tutions were trying to circumvent requlatory editor of this special issue of Echromc Perspecties.
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rvisions will. be th to ¢s, evaluated in These services had previously been pro-
grtrc es In this issye o? ﬁomrfcrers trves Te vrderf free to memberJO h Ik y P
major provisions Include the follo .
6. DIDMCA raised the de osrt rnsurance
L Aticles in DIDMCA set.new O[eserve re- ?o erae from  $40,000 8
urrement ranges gn various rTPosrt ac- eraﬁﬁ Insure hnst utron da
Hts and imposed them unH‘or 'rtross Germain required the t ree ederal osrt
e osrtor nstrt“trons This w uld en rnsura?ce agencies to evaluate the struc-
to collect dePos#t ata on a ture 0 gpo It rpsuranee programs and re-
sr nrfrcanl ar%er number of institutions commend modifications
d was intenddd to improve the control
the monetary aggr g tes 8 a resuft of To analxze and a?dres the impact of
ﬁhe larger Por lon~ 0 strx members these provrsro_]ssevn related articles are P
oldingreserves drrectywr the Fed, ried here ﬁmrrst two address moH a

r
2. DIDMCA also proyided fOfaFf srnoo (Ratidn"“and. the. rm%lem?nt%EPoonsnotatuenrveer(%%
asing o 0

of rnte t rate’ ceilings (? [eserve requirem n% Ip
Insured deposits except mand de 0SI1S. Bosrt cerlrngs and_.the authorizatio ofrnterest
This wou encouraerns |tut|ons to com- earrng ansactroré account services were
getde ofrts 0 ICIt price ferms troduced to, provide customers a market rate
Wou e os to"]s t0 recelve a ﬁ return on their deposits, However, they also
market rate of retur e] asrng out ad monetary policy Imp rcatro[r
Was. 0 be Im [r)Jemer]tedb y the' Depositor ,In “ls deposit rate af atjon i Rx for
InstrtutroH e q ation Commrt ee an I’) Pau] Kasriel con rs te effects of
Was, aimed at eliminating the need for some Iete epo rt rate derequlation on the
of the creatrve] means ult ized by rnstr gulo]rcs em for mone dtemoneta
tutrons to ay gher | cPrcrt rates on d oltorrt sab rt to conto emonez stock.
Hosrts aso curh Process o T ese effects have rmﬁrcatro s for the desir-
nectrng unds towar artrc ar sectors ability of using the mo %sto ém Interme-
conom g husmo X elim- drate tarﬂet |n achievi esire Fves of
di erent In allow maeroeco omic actrvrty I Unrversa reserve

natrn rotecte
ble rs Q tes eposit rate urrements monetary _control,” Rqbert
aere uafﬁm cou(ril ?tave unrnt n ed mon- ?nt consr ers t?t aD)(Dt\(t)CA rovision
ab dcynrmg catjons as |t affected the spec| f aimed at rmprovrn% onetary

e e S B L
3 To continue the interest rate dere uIatron Verutrn Focetlies o the Monetary cantia

Erocess Title v ? oq/erro ¢ bbnefis Tebult {rom the appﬂcatro ot uni-

tate usury law provrsrons rspecr IC types versaI reserve re%\urremen?
W0 artrce cons |der_specific

4. Both acts ermrtted ns tutrons to_intro- rovrsronso DID CtA <’tnt ecrr e therr Im-
Uce new ervrces an for rnvest the Industry to date,  Donna
FUn e Tt e

el avitea e g 3?50 discusses the

ample, thri
%fcanﬁ%htlrghct r(rar)r/nﬁg% f) activities ‘1y Irﬁ%tratrve taken b state P EqAITS 1§ OVer e

exc? eEn Previols reem tron Priced ser-
vrce The Fed’s rmpact on correspondent
5. Irmr the Ilss of treasury revenues re- banking,” the a Lhor TeViews events In_the
Arng rom ower rserve reﬂurrements corres ndent tFan rngl Industry result gfrom
0 encourage ef ?rency t the Mt(ay the presence of a quasi-governmental &gency

mens mechanis as an active compﬁ
reourred the Fe eraI Resgrve to rrc rts Hre of the recent surge in the pank
co res ondent SﬁrVI es and to make them and thrift railure rate, and as.a result o a Irect
available to all depository rnstrtutrons mandate in Garn-St' Germain, numerous new
4 Economic Perspectives
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deposit insurance programs have. recently heen erequlation will aid or hamper the centr
gose ntp % and Eto ical thgme In g t?” hp to control tep mone st cﬁ

mot of these roposals IS {0 mcorPorate risk- rB/ e new provrsrons can gro

based premiums. “Private prices, public ter e labeled as re-reg Pon tem?vorar

insurance: The pncrng of deposit Insurance, stop %a measursrnstea true er geu atio

by Herbert Baer,. the roblegts mverved \grth N many. cases, the In ustru as also been slo
based premiums ' are dISCusse |n exer |srng the new slated powers, and,

num er of récent proposals are reviewe as with ma islative chan es," there is dis-

4% G ba fegul
alternative proposal Is then offered whic ben Preementa to hether the Tequlatory agen-
efrts from Doth public and private sector In- cles are roger Interpreting” and

volvement. Imp ementrng % Erovrsron

~ Diana Fortrer and Dav% Phrllr? discuss the However, the rest uctug ofan mn‘ustrx

l)m act of dﬁre ation ori(t Hrman e of |r1e ?]rgnr de ant time, an ore e ?atr
ks and thrifts In “Ban 51 erform- ? urt ere ulation” Wi

ance. since DIDMCA.” While the new service orthcomin

%[ e new p rogrsron (ﬁ] e ex
offerrnqs and Investment OBtrons resulting from pected to atldress the issues discussed here,
deregulation were numerous, the most |m|oor

tant “element 15 how they enabled institutlons

to. better generafe and utilize funds, and how For ,more tarI Iscussion of this “re uIator
%%ect;pergormance Tﬁrs article quanti- tl)e? ane J‘(8900 Intent X

S

trest at bepavjor ang performance. e C G el St cve
The tial article’ discusses a number of &

|0n

¢ the 1 ﬂ ruhr

thtc'ﬁ'hspt‘)th'tﬂto'trséot.ca?% ﬁ”‘écthe i eef gaia @n éfr@i a”d
u on nal

—

com mosﬁ ents o mdustry 0

IR R R

Pate rerun Bankr In Fhe ErPhtres " Randall X the re %hons ofrgrevro f,%} lSSIOS
el Ol

?egrs atrve han es and_that, In the eany in CIErl] Struc%ure ﬁeg ation (Ee@s

1900s.
Although the tgnrcs discussed in this spe 51891

cial éssue 0 Econ IC Perspect|ves are quI ite Ingg Eard A Review thhe
vari gnum e[ o %mrprehensrve onclusions
ca DE cran First, ther was srgnr |cant mar- icago: eder eserve of Chicago
ket pressure for the egl satrve es t at

were' Im emthe ostw tat 4For adscus |nn of allogvzthwle rift co ercralr

the chg gessou osrtr ya ectt |nan invesment achvilies, 3 agmen

cra Indu We er t fwo act% were not mmB cil tg S g heney
anacea.” In ee there IS significant dis- SeNn ks sand] N rn

[% eement on whether the Frovrsr ns aimed at are eassesstnen %tnm rerale%a%&
rovrn% monetar contro erII%eas succelss '”93 ommerce401 Zeggesssee?( I

yl"as many origindlly assumed. There Is also

drsagreeme)nt on] whgther further deposit rate Egm% P Ao ary i
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Is deposit rate deregulation an Rx for M 1?

Paul L. Kasriel

Srnce he B nkrn Act of 1933 0 a few ex Ianator varr bles, such as real

commercial anks ave~been eproh ibited fr om NP and Int res ra

Bayrnq explicit Interest on d PO Its ez 2) that. the monetary authority can con-
ef |me owevey, there ha beena a trol the nomina guantrt y :0f money.

Fros n.o e:s int, 1 FOt the wor trs The monetarist policy P%crr tion de-
|s atron of examp the 19705 q g rived r m these asigm tions IS t e mone-

In mone mare mutual fun orr rate s as to produ
owth t mutual f t
as etg epu

overni dSe agreements tar5¥e ratg 0 t%p the no naPsup ?
could pe attrrbuteg to the ?&Ct th&? % 0 mo(g Th IS \%

rate e eXpe
nanclal. mstrumﬁnts 0SS8sS transa?trons c a\r M re atrv steaﬁl}v/ rage of atr n
acterrstl)cs 8 e arket rates of return, whic coul take on” a va zero In the
emoer 1930, ﬁposrt Jy mstrtutH)ns natbon ong run.
er Iygts have sugg%)ested that . the

wide  were  authorize Some an
accounts—e sentray [ttereé eannp chectjrna derequlation oj eors]rtshraatrels nﬁlttlrra]rgscactrt%

T ) e 5 B A e hh0
e monetarist polic scrr ave
ftrons vt¥ere authdpr gd 0 offer Rtoneyymarﬁet f) underminin yzﬂ ?rts W a}s
éJe 0sIt, accouns and Super NOW “accounts m tions. W at oqows an .ana srs of t
rznnrn eeergber 1982 and Januarly catrons 0 com ete eosrt r BH
ft leg%ve uper NOW account on on% sact on c unts ort e sta
rates P rnterest] rom an}/h ega

le de srs ear frkeflre ate gaft eman or reﬁorransactrons

aance [a % the monetary aut nySﬁ t) ?/
are su éect to the restriction that’ If t eaccoun to contro e nominal quanity of ‘suc
palancé falls below minimum-of $1,000, the ances.2 The pnnch I conclusro are that de
terest ate on the eosrt ecomes subje tto Posrt rate deregllfation Yv r}e uce .an
ere uar ptO\g/ account e osrt rate er mg Jn ortgnt source o mstabrtt/ ubIrc 5
Money market deposit cco re similar 8 emand for real transactros aancs an
tSuRer NOWSs ex ePt t at ave Imite Wo Id, leave . unaffected ~ the monetar
ra

sactions characteristic ecently, con- authority’s. ability to control the nomin
res? na(i ?e |Qatron has i)een Rrogos%d thaof quantity of these balances.
ould remove any rate restrictions on deman

eposits. . Implicit versus explicit interest

uestions  have zansen as 10 whaﬁe ects
com Ite osrt rate erfeou atronhwou ave The Ieﬁal rohrbrtron of the P Xment of
cs emand emonetar explicit market tes nterest ransactions
aut orrll,0 %brllrt]y t0 oontro the su M/ f de osrtsr prest -mar et rates of re-
oy e L SRR
tor thesHootI fS economnrl tn (F rPgatrono this 1S tnat tﬁere wﬂl e an Incen-

a
monetﬁrrsm Monetansm has be \ meg PIVE to create mone% sybstitutes.
r J)rop%srtlon that Chan?n ﬁ In the ;huaﬁ The reason implicit a ent of inte est
of money have |mﬁ rtant mfluences | Bn transactrons deposits could be expecte

Ity
hort run o output and Interest rates, and In € Delow, the market rate in a mone (ionom
the ong run on prices.” 1 E that mP licit 8/ments are f? \valent
el WS rﬁUQrda ental assumptions underlying arter. Bafter is economically mefficient in the
|

Paul L. Kasriel t at the Federal Re-
o LRI G bt
IS reIatrve?y stahle an% predi tab? m relation Simpson for helpful Comments, '
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viding free or belo mar et price servrcest Its market rates ofrnterest on transactions deposits
custo ers Is r%reater than t e marhrna value could pe expected. to nftcrease th 3 reng srve
lepositors place on these servces IT an ness of the ‘quantit mone em
(Ct monﬁeS éaaglment equal to éhe cost of changes In m etr terest 1

segse that the marginal cost to a bank of gro rates, the prohihition of the |pa mentof&é)lrcrt

gl)J(€SIdIZIn rvices were made instead, As rearve unregu ae close substitutes

then customers cou urchase tr se same ser for requlate tra sactions deposits evolve, the

vices In the sam unts provided wit br and or atte uld fa That

|crt pagm nts g e choice, proba [y %at uquen o |ncome a[r r]terest rates,
0 S0. T herefore, exprcrt aymen the

a lic wou Prefert ho g ﬂ“
at mar et rates on transac#o sdeposrswon( |bg ?T nces t |t would |
HOt make banks wors ut would make absence Ot close substitutes for transactrons
epositors, better off, abstracting from income osits. I terms of a. traditiona] 15-LM dia-
tax consrderatrons ramd as shown in Frgure 1, the LM curve
omﬁoundrn this dead Wﬁlght loss .of ITts out fro LI F
im ||cr terest . payments |s the” potential Equivalently, this effect can be described
r%urckl as an Increase in the rncome velocrty f money.
lter the levels an posrjron o

IVen éruantrt 0 morl ?; Wi} suppor
ensa INQ SErvjCes. OAfa result, the impli OI’ eass%crate %V&]her el 0 HOB%IHH

g blem that ankd Co%not e abl th
Lcrtlr
ustedw aﬁ GN .

urn on deposits be a This result |5% | |gutr
& anges i market mterest rafes, dnvrnq a crease In. the equilibrium level “of real
additional wedg (e between the |mtttlrcrt return rom &J
on transactions enosrts and market rates when In ﬂrtro&t to the LM crtrve shifting a %
mteresthrat S are rsrnP result o eve opm%nt SubstItutes
g act that %ose substrtutes for trans transactions deposrt% subject to Interest raf
actions eEosrts such as oveh(nr? ht repurch asg Berlrns the, slope of the curve also could
a reementS. and rHon mutual f e eXpected 1o decrease (as represented. by
stiares, evolved and flourished prigr to the In- M\ n Frgurelg That is, the elagticity of the

ce%ron of Super NOW accounts Is ersgasrve emapd fo mon

y with resP ct to Interdst rafes

Fnce that the return oh tranfactr ns depos on aternatrve assets . could Increase. T |a
|ts ? v\y In the form of implicit payments, means. th at th e antrlty 0f mon y emande
was befow markef rates. at a given level rea GNP an own rate of
returi on mon%y would show an increased re-

Money demand instability BBQtSI@[ IGOS a change In the yields on money

Becat.i<se deposrt rate regulation |m[plres L?trs ) |or x[%ect tion of an mcreaseF
e|ow-mar et rates of return_on transactions Cross-elasticl wrt re?ﬁect 0 a
alances when |nterest re“e ceilings. are abrnd ternatrv yre %ows ro eco Ic theory.

constrgrnt there wi be an incentive. to 1S, We Irs ed that both teown price

ﬁgte an fse money._ substitutes —earnin etastrcrfg a(n or a ro uct an t
j Crpss-e trcr%ysto emand wrh respect to the

er rates of return. “The creaitron 0 th?
subs tuteé coulg eoexpected {0 DrIces 0 ltute products are greater, tne

d to
In the demand _for conventronaﬁy de?rne cIoser those substitutes are for the”product In
rﬂon \r it has, heen argu egt at guestron The deveIoPment of ¢lose snbstrtuteg
R%SJ nyc use ofteohse instabilit Oy or money Implies tha teeatrcrtyo deman

|nt emand for money after 1973 Is |nn Tor money. with res ectm/re ds on these
vatron In fnancral arra %ements Induced stitutes W(J mcreas T one su str
éiv (h Ination o

nd therefore interest ra

[Iatrf)n rates futes yielding market rates o m are
ega |m?e eve oré/ed a (1;|ven pr?portrona can§e In

her
ments to the payment ota mariet ate of re- these arktra s, erIercrt an Increasing pro-

turn on transacil tins halances.”3 In aftdrtron to ortion (a an ernt uantity of mon

Proﬂucrnﬁ; mst ity In the demand for mone ange ﬁ reafter, discussion ofthe Inter st
n the sefse an ing the quantity of mone astrcrf of the demand for money refer to_t
demanded at givenTevels of NP dna interest cross-elasticity rather than the own elasticity.
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LMq and the lower interest elasticity by
Figure 1 LM'q. An arbitrary decrease in the money sup-
ply 15 represented by the leftward paralle] shift
In"hoth LM curves such that they Intersect at
pe coordl ates Zo Assy] Ing No che ge in
fhe genera Fnnce level, the new equilibrium
y the less ipterest elastic LM curve
wou e establlshed at Interest rate level
real G eve .In conrast, the new
e UI|I rum |m lied by the more interest-glasfic
CUIVe, would be establlshed at In-
terest rate IeveI i\ and real G leve|y" . Be-
cause y" . I Qreater tanly for " the. same
decFrease |51 tht% rp(t)rney supply, the |mpI|cat|0n
of Figure 2 s e Income velocity of mon
IS higher when %e Interest e|aStICI'[>>/ of the dﬁe}/
mand for money is higher.

As a second example, suppose. that the
overnment finances an ‘Increase In its expen
tures by rrowmp fro(rpte U%JIC All else
the sam this Increased demand for credit

would increase market. jnterest rates. The
f the de gﬂreater the Interest elastlcny of the deman or
?] ongy, the more expansionary (In a G

Tl gy e
sense) will be the mcrease In fed eral overn
nOtt n“%fonegp togci m(} ﬁoﬁlnté nSﬁIB or, ment)ex enditures. Algaln the rise In g|nterest
what is. tEe sam k reater the poten- rates indyces the public to economize on Its
t vana Ility mtelﬂcome%elocn 0? oney. demand for money balances and, thus, allows
mples will illustrate the ImPI Ie\gnven quantity of money to support a higher

. Two e>?]
cations of this mcre%sed Interest elastic el of nominal GNP.
FIIESt suppose thaf the monetary yt orl
ta S action ato reduce the guantl mone

IN S0 doIng, , Causes Iﬂt rest r ? 01l
T ¢ grfeater the’ int GSf StICIt ine ﬁe-
mand” for moni else t Xr@e the

Figure 2
contractlonary naGNPsense will be a given

liCtIOﬂ In ‘the stock of morfey becausé the
ublic will choose to economize more on the
uantlty of money It_demands due to_the In-
terest rate [ncrease. The Interest-rate |n uced
rconomlzatlon of mone¥y balances all ws a

uantity of money to support a
eve? (%nom nafJ GNP than otﬂgnmse Wgufd
nave been the ﬁase This 1S exactl(y %uwalent
Itrecsraeyélsré% that the Income velocity of money has

In terms of an_IS-LM diagram, this point
|58hown In Flgurez Inéerse? ?\Ithe IS urve
IS0 at Interest rate * real G d are twi
LM curves reflecting money. demand curves of
different mterest rte elﬁ ticities, The LM

e . emboayin Igher Interest rate
Fastlcny of n%ngy demanéJ IS represented Dy

8 Economic Perspectives
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The interest rate—real GNP | Pltcattons
o an Increase In 3goverrtment exPen tures are
shown In Figure 3 An Increase In ﬂovernment Figure 3
expendtture 1S re resente téa r| tward shift
H) S curve tolﬁt e New equl-
rtum level of real GNP IS gher assum ng

t]at the eco omy was not alread a full em-
Poyment tegreaterte]tnteres ﬁStICIt y of
he emahnd or'money, that Is, the flatter”the
slope Of t curve

resenTt % evr% Utel(r)r? ?f monmyor?gtb srtttugejst Coorliltd
b)vose interme |ate pi ytarg t%gyte evel

trgdpggpt%y ?ttOthmm ! efr nnr va lffICL|Jr|t“eusceltq
E Ifts In ? Jema?ﬁ re?ateé fc[ttanges In
tEe Interest e a/st (Wnc e deman Lmone

there IS Increas ertainty as to what level
the money stoc s con5|ste { ex ante W|th the

ooal etart%dﬁa“t S Jgort‘n’t“t) 4 t?.j“
ﬁ'\ inal GNP, money targetin ﬁ

%%tr tqlletﬂbtlan mrtTere]stgt/ e ar%e ”é i hesg

Farg/eere?a%vg t% et(tinet%re d?ctagf b tween transacthons desosns and substitute as-

€ In sefs were t he rjse. n |nter t rates
g regate demand for goods an ﬂonmoney wouWnot %e exgg to Induce a a in te
%uanttt y. of mon

alances de That

the “Tise |n Interest rates WO (it e ex-

Deposit rate deregulation and R}ecte to Increase the Income ve omty of
money demand

%ontrast this result with the case of a rise
The pa P ment of markei interest rates on In interest rates Whe[t transafttons ?1p03|ts are
all fransactions eposns ) eexﬁectgd f0 subject to a bin mg cet qonteex licit
|m|n|s greatly ‘maney (demand sta |I|t¥ eposit rate ang ala icIt ret |
caused Iythe volu t|o of money substitu this case, the rise In ar et ate[t |tée wouy
Transactions deposdts t at pay e |ct mar et [)epresenf a Wi entng In the Syte grentta
interest [ates and are quara (e dt tween_transactions deposits and su S“B[I
redeemable at ﬁgrg virtie of federal e0|t assets.  Theretore, eq antity of mone

Insurance) wo uce the Incentives | ances deman ed woud ﬁcrease Thus, |ft

marketplace for the creation of mo % ? ¥]ment of ex ICI'[ mar tI Interest rates on

tutes.6 As a result, changes In H an ra sactlon dEJJ sifs were allowed, Income ve-

money as reg esegte y IS In the oCl Fy or the attonshap between morbey and

LM curve would be reduc aII else the same, would be expected to be more stabl
Moreover, t a ment ofme(tjrket Interest

rates on transaCtlonS POSItS could reduce the Deposit rate deregulation and savings

ﬂze and vanabtlty of the 0 Hortuntt cost of

odtng money h on a ernattve Some anal st? haye su%;ested that the

asse parehd W|t teyeld on mor] This explicit payment of market rat€s of interest on

would mak e demand for money les

Sens- transacttens B?osns mtght Introguce a new
five to ovemen gn interest rafés, 1.e., less sourceo Q Itt% to th deman for money.
mteresteasttc or e}xam e, Interest rates tts arqued that gpe balances, | trans-
In genera were rtsm the rate at on trans- act |ons balances could ‘take on (5 e c aractet
actions deposjts would be expece t0 mave Istics of savmga " vehicles In addition to their
sympathetically. Unless the yield spread be- transactions characteristics. In such an event,
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MI would become more like the various
Esets held [or rnv%stnaent gur 0ses, and
%s could be dominated at varrous
trmefs shrftsrn the composition of the public’
olrct olio rather than by changes in income an
|f explicit rates %f interest were Eard o
transactjons deposits, then these degosr wou
leld [oint roducts—transact ons ervrcea an
avmsservcs uttee ICIt rate par
trans ctrons eosrts woul eex ected
0 rnate erae ald on assetst at ro
vided mar savms servrces (JS’
nontransactro assets,” hecause nterme
atlon costs. tere IS4 cost t0 a ban % n
grng Its portfolio m such a Wﬁy as to
nor ncertarn ep Sit 8vvaso[r -
man doost will be reflecte Q Qwer
da dposrtss &ect to withdrawal on
eman ﬁanr tes pal nno rans ctrons as
sets. . A %h an rn&r ase In t lic’s
ﬁensdtg to save woul eexete to Incr ase
man or transaction Cloosrts earrn%
interest compare

H]e%rrlj(e%r tefOW -market_rates, it is,di ICEﬁt fa
O e adéfh‘theartt'r?n o

nontransactions ‘assets.X)

The critical goestro with re%ard to the
explicit payment Of market interest raﬁes on
transaction$ deposits. is notwh t er it wi fa
to a greettter senstrtrvrtPé the demand
money with respec IC’S Savin ecr
sions yti %Whet er th nﬁ)anr! for mon Iy
net, will be more or less atat%e We wo
ect that the mog%e varie services t at
sset ro ucels1 e more %ta le would
emand ortat asset |n { gresenceo sr
|n the relative demands for different services.

Compari g extreme cases of an asset that
roguce rirg one dservrce with_an asset tha J
roduced al fthe f[erent Services cgnsume
n ap_economy, shifts in the relative demands
for qifferent services would have less of an effect
on the dem nd for th % all-services e{)ro ucing
assef.  There ?re if the explicit_payment of
market rates o rn\erest N ransactr N deposrts
expa s te num er 0 dr erent ervrces h)

vide Fytenteeman ormoev
on net. sou be more stable. Moreover f
as it has been ar%ued the most grobabecause
of money. deman mstabr’ since 1973 w?s fi
nancial “innovation  resu tr? rom the %
prohibition of explicit market interest payments
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on transactrons d go&rts Ren it wovld be a
currh lﬂ)s world e the removal of this

Ition caused a net increase In money de-
mand Instability.1L

Greater penalty for imprecise money
supply control

rates (-)rj]etr na arrr:]t?grtrsor]ere))ogrltlg IIS a a[)ku t Iﬂtglq%%

sword for the monetar a%t orrtv at
eman for mone coJ esalb
eman cou ess

rrugntrty of mone
ec movemen S 1IN rnterest Bates impl res
a more redrctabe relati ns etween; [\te
_clrv]antrt% i) ?ut% plie nomma
tg emonetar authorrte)</
sta |I|ze GN ould ke enhanced.  How
the enat or |m8recrsec ntrol of the money
soc rv e mon arv authority is ncrease
grve variation in the mi)ne stock will, ll
els eI ame, Rro uce a larger variation |
nominal GNP’ ahd Interest ratés in a re meo
completel deregulate rates on transactions
deposits than m ) bm Ing rate re% ulation.
T |srsué tains hecalise the gortu
nit coto olding money . dosnot ch qe a?
n} or a qIven chanrge mt genera eve
0 rnterest rafes Jn a de P ated regime. This
means that t e Interest eastrcrtyo money -
mand will be reduced. onsequent% s the
money stock gecreases, the usual acco ganyrng
mtere%t rate marease 1[I not cause th
tity 0 monev emande o decrease as
as” it miqh gi é Fosrt rae
reg rrae dere Ulated wor It
uld be'i rncum ent upon a monetarh/ aut or
IteY that was attem m tlo hit @ money stock
Lﬁret to devise a ement a resefve ac-
tin Jamewor o erating proceﬁure
Pat woul mrﬂrmrze Its errors In” controlling
the money stock. 4

Monetary control

OIthouh for reasos lven above th)

deman or money cou exp erite

ore stable sme a vsts have eed that
osrt rate ere at N cou rm alr the
etay auth orr to control the

stoc mone a ental premise_ of

trs vrew 15 thla te monetar authorrty
canqes the supply of mopey by affecting the
quantity of money cemanded by “the public via
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changes in the opPorunrtey cost of hoI%rng
monv For example, If t monetarv ayt
% raises ma][ketr terest rates bP/ ling bonds
om é ortrolio, with deposit ates su gect to
a bindin egal cerhn this wil mcreae the
Bportunt osto o u(r]geﬂonh/
gantrt o onev eman the u |c wr
ecreas Accord | f)o this vew 0 mone
sugrﬁ) determ use equanttty
dema has fa n, t uantrt}/
mone Ep also mus ave de
Hosrt rates’ are market etermrne ever
e mcre%se in rates of return on non Bosr
asseﬁ the monefary auth rrtg
would lea to a simuyltaneous Increase In d
osrt rates, t ereby eliminating or mutrn(g;I dan
ane |n the ortunrtg cost 0
moneg us trs enue for m onetarvcontro
be ¢ e

woul 0sed or restrrctrd The alternative
route to monetary control according to this
view, would be t rou

the e ects 0 Htergst
rates o GNP and the 51 ont
mand monel}/ ‘hpo ICy- mue rrser
ferest rates w d ower n mrna NP w |c
In turn, on reduce the | ema or mone

, Accor |n% to t |ls< View, ten an mpli-
cation of paying market rates of 'interest on
fra sacAro s ‘degosits Is that a grve[r olicy-
Induce In Interest rates vv] e af
rﬂuch smaI er o osite |mPact on o
the mongy stock or a t%ven clane |n the
mone stook Wil reﬂure a argr policy-
Ind uce an e In market mterest tes. It
arqued, n that close control of the mone
stoc cou royrnterest rate movements that

iare estab izl Tth(? economy. not er al-
% nw IC t| eposrt rae g(ulatron
IS"that tre rect NP—money emanrO rTr]ote

to mone sock control would deéract
money stoc frol as an intermediate target of
monetary polic ecaus It is argue one

would céase to e a leadin g indicator of nomi-

nal GNP but would be rélegated to being a
contemporaneous Indicator.®

Supply view of money stock
determination

There are a number of conce tual prob-
lems with this vie money _sto etermr
natLon ang Its |mﬁr ations. ﬁrrst it Js to
mgng aan strnctro etwe nm(t)ne demane Ifnor
pressr%n garne% fro rﬁ th/e above- ggscrrbed View
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of mone stock determination is that the de-
for money 1S an_important element _in
eter Ini (_1 thelevel of th one stock. To
see t at this. is not necessarr so consrder a
worlg in which there are 100" percent rserve
requirements on bank de osrti and bot
monetary. authorit NKS H mar et
rates of mter st 0 tes rveﬁ and ?rts re-
gectrv g anges in 3n rese[]ve us cur
s metimes referred to as power%e

man or the mo etar ase% wh%
strrcf} ontrolle rt)grr

o a}g authori
wou resutm (oarc nesrnte
one stoc dntesame Irection—regardless
te eman for monex
In this 100 percent reserve re |r ment
orld, the m netr authority wou
the monetary base throu gen mar eto
ations in some asset. T |ca It 1S assu
that the monetar authori du ts 1ts op e
market o eratron In some frnanch al asset suc
as ﬁover ment securities.  But the monetar
ﬁut ority could just as well condurit open ma
et o{oeratros In a onfinancla asset1
was (f 9 achines.I/ The moneta aut oi
could Teduce the stock of mon b sel %
Wwashin machrnes from. its port But
?rder {0 induce he public to exch ange monej

would Shavg 0 ovvneersthtehe rrlrggngtav\%sﬂuthont

fhmes rekatrve to tg e of other as ﬁs
%ast man easset Inw ht
monetary authorit on ucts open mar et 0p-

the monetary aut orrt an ch the mone
sto ereIatrve rrc
the sset |n ue tron T |s IS true wh ther
ar et rate of Interest or not,

? %SltsnP?iXEIaré auth orrtiv] C 086 f0 COH yct

erations IS not C0 e'[?/ I’IC |ne stic, then

OPEH market 0 eratronﬁ crealt mar ket In-
ruments (fay ons, t ﬁ Same q a]rtatrve [I€-
sults would “obtain as blic’s

demand for credit ha B some mterest elasticit g%
#t IS Hot the dema oneg t the demn
oré e asset In whi t e monetary ut ority
con ucts .open mar et operatronst at plays the
key ro%rn mone stoc etermination,

The assymption of. 100 ercent reserve
(oguements B ot sce, 1% weaching. e
mde endent oth rtn rYd For mone h
other extreme, an assum tion of (o eega
serve requrrements also yre t same
conclusion as long as banks desr e to hold some
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finite quantity of reserves for check clearin the federal funds rate by affecting. the suppl
aw c&rrencywrthdrawal purposes. . Beca s% of reserves reLf tive to thg dlemandgfor reseR}eQ/

emonetar authorrt has'a monopoly on the In summar en temonetar authorrty can
gro duction of bank reserves, It Cétn set ep r| Use Its (Ytoostoca etesrlrpIpXO re-
t whic serv sr rde unds ra

r rr\teres rate on res%rve credl ro changet federa ﬁ
mately, wil] influence the determination ofthe ortema rnaI coto unsto bankB whic
mone sto In dturn a an S’ ass J)ngo 10, behavi r
to un erstandrn thrs s to realize % ultrmate leve 0Sits 8
that rn% ac ona reserve an rg system, ankrng f T rou rts ect on rir
g ank de osrt one assetﬁ rt{ e avr rr ert an fhte ﬁ&’ c’s
toc IS Create Pro uct f an 0r mon the federal funds rate
8? itions o earnrn f}es 8., teextensron IS the “cu trq e” o monetary policy,
km%redrt Banks att enke”t% maxrmrze An Im

ication ott red ced variabi \',‘% IP
thelr._profits by rcreasrn Hg teopgortu tly cost of holding.mone '<
earnr assets to t (o at wr could occur i ransactr ns d osrts ar
ecte return on an rtronal do ar of ac Interest rates IS not t at t mony
uired earnin ssets dﬁ cwa dtote xpected Wou more or less |c t ort
cost of funding t atad tiona oIIaro rnrn onetary aut or ocontroI uttatagsrveh
asseﬁs over Its"term \o maturity, 1.e., un rr} rn the stoc Qey assuming no
garev nues equa marﬁrna ‘costs, T ed rn r[)ublrcs eman for money, woulg
funds ate egrg e cost of overnrg} 0 uce arger movements in interest ra] es ang
[)eseLve credit, can ¥|ewe as a proxy 1o omrna P as. economic agents reallocated
anks marﬂrna % un s]% their ortfﬁros In response 10 the changed
It IS throu |d efederal funds mone stg
rate relative to ema na rateo %turn on rcus ed earlier, achan%rng 0 E
olio oceur wrth

earnrnqs assets that ba ort ehavior rtr costo r] ét mone t]
nd utrmateX their ?osr ac?mponent of df< epsrt rate cellings, acts as af
the maney stock, are affecte or example, shock “ab sor or changes in the supply o
the federlfunds rate should fall relative to th(i money, In the 100 perce treserve reourre ent
return on banks earning assets, then banks wil example of the open mar ket saIe of was mg
qdurrg more |0ans aP investments.  [Nis In- mﬁhn]es econoniic aé;ents portfolios are 1
Creas acqursrtron of earning assets will cause as een referred to as a momentar
elr prices tqh e bid up or Yr/at IS, tges e equilibriym rather tan a onﬁ run eurr
Ing, cause their yrelds to fall. " An individua rium. Te public. willingly exc ang oney
oan erI contrnue to_acquire arnrng aSSets Lor wash rn% machr es at”Wwhay it péreeived t0
until mafr d return on them | gaLn e an attr trve re trve rrceIQZ
eual to the tederal funds rate. For theb But portfoios are e uilibrjum be
s%stem t e rncreaern sets will atched cause the yield” on money ow risen rel-
rncrease In te |a t}/ rtem egosrts ative 1o the leld on other asset exce twash
hat is re ?vant then, for an indivigual bank’s mac rnes ereason the redon oneg
?sse portfolio deersron Is the cost of reserve or risen Is re ate to an assumption ofdrmrnr hrn
un s credit relative to the return on earning marr{;rna utjlity ot moneta services. Th at
the ransac 1N servrces ced / each ad-
_ The federal funds rate ||ke an other trona unit of money di |n|s as tre uantrt
rice, is determj ne f ia 3 and, In of mone}q InCreases. Because open mar t salés
IS Case, secr ca the U P 8/ and demand o Twashing mac rnes y the monetar aut ority-
or reservs h Its é)o %too of sa have Je ced the qriantrtP/ of mongy tlrs as
open mar et operat ns th eta By a(ut 8 sume that the i marginal” utility of
r a ects esup of reserve anks' de- moneyr has rncrease
ort rese es(sock will be a function us, the publi holds less money and
Teserve re urrements more of ofher as ets than 1t d esrre?] In“orae
cou ﬁro [r Precaut nar?/ to re- equrlrbrate gortfo |os s0 that the ar%na
r\res re atd to check clearings and cufrenc return_or Z cross. all assets in_ individua
|thdrawas The monetary aUthority changes portfolios is the same, individuals will sell non-
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L?(i X assets in an attemrf to_restore gt n(jegy re-gstablished when nominal GNP has chantr]ed
alantes.  Some assets so t be bon sufficiently so that the public’s demand for eaI

This would put ypward P ssue on nomnﬁt money bdlances, Is once again e%ual to the real
rnterest rates, T deposit rates were 3/ stock of money bhalances 0[{'[8

N
rre then the mcreased opﬁortunrt cogt But ever i tetrme %etwgen chan
0 ranr mone asaresutoJr crea ? g’o

ed nomina in the rgone{v J]
Interest rates would lead, all else t gsameé roached zero, this st wou minish
a ecr e In the quantjty of money ;mandg one stock’s role as an interme |a(5e moneta
all in the quantity of mone e“t %d olic Ear et, especially If the eman
Lm |eﬁ that Ind| Bt g’ port? 10S w ecame more stable as a res t]
u% Into equilibrium with less of an In- Eosr { Tate derer[r ulation. Re%ard essfi the ho
creast |n rnteret rates ad les ﬁof a a#l en mte]medf] e target, mo tar policy aftects
be the case the througn changes in explicit and |mplrcrt

nominal GNP t vyl %
R ortunity cost of olding mone ntit rnterest rat

r

f nge as‘much, i.e., I deposit ratswerea g/ choosing the mone stock as tP
owed to vary with other market interest rates. intermédiate taraet of m?rnc?tla usrr(r) |c?/ f e

mogeta author t}/ IS Im
or movin nterest rates For example,
the money stock IS anove tahget then, all else
troned earlier, some analysts hay the same, tis means that the monefar HJ
su esteJﬂ trans (;t|on (? Its a thorrt¥ will have to manipulate its policy’ too
t |n erest rates t en t one FE or InSfruments In SUCh a wa as IO{ IS€ | terest
wou on er SeIve as a good |nter erate [)ates n or1qe to lower the Stock o mon% de

moneta% %y farget pecalise |'[Yv 3 ave EC&HSE 0 EROSII rate dere ation I[
conte eous’ rat er t an €d mge man mO €y IS more S mp

Money stock as leading indicator

e, |

atrons ip wrt nominal GNP. trs not more sta e mone —GNP re‘atronshrg
OWeVer, tha mone v¥ould 0se its ea%mrg stock targetin rovide an_even ett
atjons rp th GNP after deposit rat ?e uide to i retra movements for the one
ation. © The arqument resepte or até’ autho[ Only. if the C(%St% é
conte oraneou rélationshig. explicitly assocl- ecom aa ging in |catoro wou#
ates stoc etermination’ with” the de- unsurta Intermediate farget 0 mone
man ary poIIcy

ccor IB to this view, with a consctant
or less Varla optﬁortunltg cost of Hg Destabilizing interest rate volatility?
mo ey, the principal avenue for chanﬁ ﬂ

ofmoneg IS Tor the mqnetary ﬁut to Another related ar kment .advancgd
anHe Interest rates In order fo°change. against usrn? Ahe money stock as an int rmg

uantit e target | SIt rates were eregir

n tur (n cause tnﬁ a? e%
mone eman ed to chan e in the same rec at control 0 temoneX stock wo aﬁ)t/
hon an Ysome unspecified means, also cause nterest rat}e volatility that would be dest
estoc monez ¢ an% IZIR the economy. One o‘ rpro lems
An alternatiVe view 8 that the monetary with“this argument IS’ that it fails to ecognrze
aythority can set the nominal money stock at thTI if GNP stabilization Is the goal of macro
whatever level 1t chooses rega ehss of the policy, then at any gornt in time”there exists a
publrcs demand for it. Inde |s IS how uniqe interest rafe determined by roductrvr
care)ges IH the mone stoch produce changes in and_ thrift that Is consrst rhtwlrh desired GNP.
. The monetary authority creates, a tem Writing at_the turn q ast century, the
E a(ry portfolio dr%etrurlrbrrum changi r}]oted wedish economist Knut WrcksTII caIIed
e first |n an e |t fnis unique Interest rate the “natural rate of

of mone

IS (litferent roﬁa u ntrt mande Interest.” 3

u%llrc It |st IS ort %baﬁance thiatYeag In terms of the traditional IS- LM frame-
o further ch aggef In e>i licit %n Implicit In- work, this interest rate would be etﬁrmrned
terest rates and Ultimate c 395 In nomi- [h Intersection of the 1S curve with a ver-
nal GNP. ~ Long-run “equilibridm 15 then tica |ne drawn from a point on tne real in-
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hat H“'esq ik Gemad o 14 %a”gé)&smé‘ﬁﬁ
servrces s a result

ecome ore unsta

eposit rate d erequ qtron there 1S PO reason

to ex ect reater volat In¥ In the equ rrum |n

1(eres rate rorp autononfous changes.In

ﬁctor That e(fves Increase |n? tabilit |n e|

ther the demand for orsu 3{ money func-
% \greater nterest
ano osit rafe

tions as the cause of assg
rate vrilatr Ity. eI
ere U fron %ud r sut |n a net Increase In
the Stability of the demand for moner¥
Theré is HO reason to exqecta increased
mstz1br|r%y in the mon sup Iy fun tron s a
result o1 deposit [a ] eguha lon. owever
nX extant msta tg In te mone N
ction I combrnatr n with a more S N
S mteresteastrc mone eman unctron

Pes m Iy greater interest ra]e volatility.
also 1 §es reater GNP atrrY As drs
¥sse ar |er the in ter

incre
terest rate and % F?vol hat woﬂrg
N 0 ry

esrd rom m ney sugpp varia In
come axrs regresentrngudesrred real GNP. 0 ere?u ateﬁ E h ?ées SUQQESts t at the

In
lum Interest rate w ould moneta

Ergr'rﬁre PO cou % agtter%”g do erat?r(rjé) rgcre Sr\e/etﬁgt

Two LM curves have been includ e In

Fiqure 4, both mtersectrn the IS curve [SQat WOU[H Ximize 15 contol ber e mongy
he more steeply slope LM curve, LM supply.

represents ﬁ world ofd osrt rate dere ulatio

|n which the interest et strcrty otft e emar} Summary

for money s pre 0 be relatively low. In

A wong b JJ fater? de ost 12t lings, the rece[r ears the{e has been @ t[end

Interest ea5[||c|ty of demand for mone tOW&J the eljm nat,lon o Interest rate celln

would be relatively hrg?rer as represented b epossnclud i those “on trgntsag%u%

Notice that the equilibrium interest EDOSISS, Some analySts haye argue
e & independent of the nterest elasticity %}men Of Mmarket. r/tes o¥rntepest o s

ctions palances mrg roduce mstabr |t In
of the demand for money. If, for some reasor, blic’s demand tor ﬁrone a

the aggregate demand for reaI 00ds and ser- |
vies Sh0uld increase, causing a flgntvard shit ﬂraelrntro%er?osrt]ﬁtﬁry AYfhont rgsuarglents éﬂ%&é‘éml

in the IS curve (to [S}in Figure 4), then a new
higher equrlrbrrém st o (ZH in Figue 4 acg{gggy (A o 0?853%“ glicy prescriptio
IS |nd|Cat6d |f the EO“CymakerS ar evel Of moneﬁ/ WOUFd be (?evere ffawed e anal-

et
real GNP ( In FlguIs 4) has ﬂO? changed. Icates that the elimination

Again, this ?here uilibrium  inferest ra?e IS X?'S i Spnf) eorserrc] interest rate ceilings on
independent of the nterest elasticity of the de- transactions a%counts cou?d strenathen Qamer
L RS LOGED el e R o

Mvou?d have to [Je changed by Rrone péemand ?rrstaﬁ lrtg—namey tﬁ

the money stoc e ingen-
Iessrnaworld of deposit rate deregulation than five t0 create Hew mterest be?rrn transactions
would be the case in one of legally imposed mstruments—t ayment of explicit mar et
binding depogit rate cerIrnP ShIgn terms of Fig- rates of interest o tansac%FnsacounEf cou

ure 4 ess of a horrzonta

t IS required in %ontrr ute to a more sta
LM Dry than in L

oneey I”ﬂ
unction on net. Moreover, the d regulation
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of de osn ates was shown not to hav detn 6There would stlll)tg ?ome incentive for the cre-
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Universal reserve requirements and
monetary control

Robert D. Laurent

The De ositor strtutro S DereLg atron a%e n ?pen market opelratrons to st thg
d.M nta g tro - P”X\ of ‘reserves precisely at the deérre
orrze radua ado tron 0 unrversal re- ny devratro[r etween reserves and re-
serve requrre ents as a se toward Im rov%d

urre eserves would Induce a response on th

Pnetar control. This paper examines f art of hanks that changed deposits an

relation (Jp between unrverf ﬁser%re require- guate required reserves 10 reserves. The role

mensan onetar co‘rtro rst section O IESEIVe requirements Is o rovreacor nection fe-

exa |n W un(J ersal reserve re urrements tweenr urr r Fn éar lr}/agre
e expected to_Improve mon arX can- ate so fnat this level of 1 Qe

Fes cond sectr drfcusses rucial evIofrese provied temoner%l 0 m(tjy

eQ the manetary contro resulis fro m anal corrésponds to, the' target

é)oce

uni- g [eate,
versal reserve [r)e ulre fnts e thrr(? on arya%%e SC matrc three-link c ain connect-
fscHsses 0ssi B, 51N usrnv% esta en marke og(eratrrﬂrs to the mo etw
0 oney multiplier hich stab y re’5ate can be used to 1 atrate the problems
unrversal reserve requireme #S are meant % rpvers reserve? and, thus, the poten-
contrrbuteg & an Indicator of potential mone- tr enefits of universal reserve Jequ're ents.

eratyn
dure In achrevrna { e/'Totentray? eneht

tary control, Consrder the case where required reserves ex-
_ actly match the level of reserves rovrded bey

The role of reserve requirements the onetar autro Ia/ byt some of the d

in monetary control mand deposits Inc In the target monetary

ments are Imposed and some are neld In

The extension of reserve re urrements to
ks on which no reserve requirements are

g Igeerte are held in banks on which re merve
all depository msIrtutrons—unrv rsal reserve i :

requirements—was intended to Improve. mone-

tafr%/ contro|, 1o ungerstandp s nrfrgance hngﬁ]%sne(? %esué)gpfsefrgﬂﬁt tne f“\,l\),l{ﬁ ?Q'Seﬁvgo?“ee
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pr R e R T B

stock, . T ¢ DIbcess begins with the monetar Lhre rgiervs 3Incete all I eggesr\t/se ruee

k wrth [
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B m 8 salso no change in the level of deposits |nt
the deposits o the ;)an b E
S

anrh system, U trI reqlired reserves ar
ke brh wih fﬁgfprreegrsrtr?glIspgs(%r!/ee\%elsoirfe wrt?rlou? reez%(r)\ietsrearrfrregentseeggct 0 e?t)sa1 he

. Thrs leve
decrease In the leVel of de osrts the
g ?z a&(’rg;&ﬁgggte‘o etsr??e o get eVt etar public at banks wrth reserve re%wremerﬁ
utﬁo rm frocess ca d’esﬁ as a OWeVe, lr Btortant as Of
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ave had an Eﬁ]ual |Bcreas in their depogrs
ue fo t ic and in their reserves_“due
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In the S”T]H %St of all rﬁOSSINe situgtions, Robert D. Laurent is an economist at the Federal Reserve
the Process woula nave the Onetary aut 0r|ty Bank of Chicago.
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purchase more loans and securities from the
public and produce an expansion in the target
monetary aggregate even though there Ras
been no”change In either the tofal reserves or
the required Teserves of the banking system.
Converselx, a shift in the public’s preference
from banks without reserve requirements to
banks with reserve requirements would have
the opposite effect of contracting the target
monetary aggregate without any change in Te-
serves of réquired reserves. Such shifts in the
public’s deposit preferences can produice an entire range
of monetary aggregate levels consistent with a given
level of reserveS and required reserves, and thereby
complicate monetary control.

. The imposition of universal reserve re-
quirements would insulate the linkage between
required reserves and the monetary” aggregate
from changes in the public’s preferences "be-
tween member and non-member banks. How-
ever, the linkage could still be subject to
disturbances restilting from shifts between cat-
egories of deposits having different reserve re-
Quirements, = What i ‘desirable in a resene
accounting systemfor accurate monetary control is that
required resérves move with, and 0“'}’ With, movements
in the reservable deposit component of the monetary
target 2Then, if all banks had the same level of
[eServe requirements, any dePosn shift between
banks would leave the monetary aggregate un-
changed, because the increase in excess reserves
at the receiving bank would exactly offset the
decrease at the’bank losing deposits;

~This stabilization of the link between re-
quired reserves and the tarﬁet monetary ag?re-
gate could help stabilize the chain connecting
open market operations and the target mone-
tary aggregate. This is the advantage of uni-
versal ““reserve  requirements described
Froponents as a stabilizing influence on the
inkage between reserves and money.3 In the
schematic presented earlier, the “money multi-
plier” is represented b%/ the combined second
and third links. So the benefits of universal
reserve requirements might be described as
contributing to the stabilization of the “money
multiplier” by stabilizing the third link be-
tween required reserves and the target money
aggregate.4
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The operating procedure and the gains
from universal reserve requirements

., The previous section of the paEer exam-
ined_how universal reserve requirements could
facilitate monetarg control by stablllzmg the
linkage between réquired reserves and the, tar-
et monetary aggredate. This section consicers
e questiot: ~Under what o[%eralunlg roce-
ures would stabilization of the linkage be-
tween required reserves and thi moneta\r)/
aggre?ate, were it to occur, actually improve
monefary control? _

. The schemat,lfc pr,esent?d earlier seemed
to indicate  that, If universal reserve require-
ments, stabilized the third link” between re-
quired reserves and the _tar_%?t monetar
agoregate, |t woulg necessarllryl [OVe moné-
tary control. If the moneta # authority con-

ucted %pen market oP?ratlo S In such’a wa
s to achieve Its target level of reserveﬁ a(Jqd f
the banking systen? accurately matched re-
quired reserves to reserves, thén universal re-
SErVe re%uwements would strengthen  the

Detween open market operations and

mkat\qgv
money. _ _
il (ot Tohety. Doy B o
i ICy, -
dlucteﬁ In the mannglr %escylbe(fy h‘Q not, then
monet.arg coPtro,I mag/ not be Imprqved bY the
Imposition of universal reserve reguirements,
T? updeﬁstand (Why_ ne must examine
more fosey the midale”fink of the monetar
cogtro rocess—the one connectlng [BSeIVES
and required feserves. Most expositions of the
[nor]ey %ontro rocess. seem. to assume that the
evel "o reserves automatically produces a
matching level of required reserves. But, the
actual mechanism that causes a change In re-
serves t0 produce a change In required” reserves
15 seldom described. , _ _
One mechanism con3|%t_ent with req,uw%d
reserves automatically matching reserves Is the
grocess of deposit creatjon described in intro-
uctory money and hanking textoooks. In the
%cenarlo presentfd In theSe textbooks, each
ank automatically responds to Ifs reserve ex-
Cess or deflf:lenc%/ y buying or selling an equal
amount of garn n% assets. “As customers redis-
tripute the increase or de%rease In deposits,_ they
affect other banks and these banks experience
a change in their excess reserves. The process
continues through a series of progressively

V)
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assets fro the public and cover the loss of re-
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In the federal funds rjte and n

Othefr Interest rates are also lower in the

t 1o the level of
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Market if Required Monetary
Operations—» Reserves ~ Reserves-*— Aggregate

In this process the monetary authority Sets re-
Serves t Aou h open market“op eratron and the
relationship "hetween resgrvels required re
serves, determines the federal funds rate. Th |s
[]ate in turn, determines the chﬁ g élTn banks’
ngso arnm assets Rurc rom the
Ic-and the ch n?e In the monetary aggé
ate Th roug reserve re ul ements thi
ermines the °c ahage In the level of requrred
reserves, which cnanges the fede(ral funds rate
Thrs mprocess continués until banks have move
et%rlv aggre ate gan mre FeSerVes
mtoe ullibfiu eve| Of reserves pro-
vre In the frgal %nalg/srs the Proces might
etre resentet hree-link sche-
matic _presented |a a opera-
tion de%]en gcrucral o¥r t efe era undsprate
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pII X im roveme nmonet con ro? non rrowe reserves venaset ount rérte
¥ ausrb l)e ar ue % and an UB %e rnrstraron fth
etar cont roI DIOCE res u te eera count window, then the ?go tron o universal
Reserve have never stri tF U

corres onded 1o th [eserve requirements sho improve moneta
reserve targetin %ro(;e ure for which univer a? con roﬁh hversa [eServe re urrementss oum
reserve reqlire ets are desr ne Durrn the stren%t en the lin age between chanrr]es In re-
time between the resum |scretr | y quired reserves and s Jn the target mon-
monetary oilc mfgl r? the late 1960 etary agq regate Thrswu provide a Pe ree
Federa eerve V 10 contro ?fa tormatiCity that Is lacking In a strict federa
one ? From the te 1960s until 197 unds settrnﬁ Proce ure.  This automatrcrty
erd sgﬁr trmes targete mone?/ gut cle? dv arises from the fact that any unexpectedc ang
trred 0] contro It by varying a difectly set In the level of the tar et a ﬂregate 0|'C€S -
eral W 8 rate, ﬂurred reserves and, e same level of
nder the o eratrng (ﬁ)rocedure in effer& onporrowed reserves, rh orrowrnﬂ to move

from October }97 to OCtdher 1982, the Fe In the same drrectron as the movements .in the
tried to control mone K tartﬂetr (\]r onpor- monetar 3{ Er hus, an Increase in the
rowed reserves. Given that evel of re- morae ock_ Causes orr]owrng at the discount
ﬂaurre FeServes was Predetermrned nder the wingow to mcrease while a fall causes bor-
reserve requirements. In effect unti rvvrnﬁ at teb discount window to decreaf

ﬁarv 1984, se trnP e level of no This Ras the enefrcral effect of automaticall
rowe eserves as% T(Sge]g determine h rarsrrr g the federal fung arate]whentemone
%mount of reserves banks had to borrow from stoc grow? ?re raR awex ected an
the Federal Reserve.  Given that individual automatically lowering ‘it e money
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stock grows Ies rapid| tan ex ected. B the more stable is the money multiplier, the
stren hnrn 1rnk Qve%ntetar el mone g greatejte otential im rove ent |n onetaré

re ean eve uired reServes, universal ontro] under the E)ro er t Bi)eratrn
e I urr g improve the automatic re- procedure In J)ract ce, the ore sta e IF th)
sponse |n rg S % money multipli rtemore accurate would
shou enote owever th

tf a]t if the onetary control under aré eratrng roce-

Htoneta uthority does not stick' wit g ure ?( unantrc V\Pae angeﬁ te
ferm lgrow% In nanhorrowed reserves or noge y stock are allowed to affect; the federa
Ifit u rta es changes In the, discount rate or funas’rate. In no caewould a more sta Ie re

Bl i il Sl T
termrnestﬂ rtd'*e%v Pung te ang the benerit gontro? At worst, un Jt r Ety

era rrct Interest rate
of universal reserve requrrements ecrease, an ar etrnﬁ procedure, the increased sta ? \Rr/
may even |sa pear ? ween t ft rget a greqate an reserves ould

e po |c¥ utilized from October aave noe ecton monetary control. .

1982 to resent has heen onew Ich tar ? One must owever ecautrous in ravv
borrowe re erves 9 |nte eman [nonet r% contro implications from the
[eserves that oul a eﬁ the level of borrow- i e re atrons etween reserves
Rg arehne fralize ytemoneta authorit e target monetar ?el?aﬁ h
(nro settrn 0 era%on ve aborrowe combrn%d scon and thir ! te s

Do et (1 2 e eb&”"n%eysu’hae 'ec% e

5e sta
ﬁrs procedlre és to staoilize
Ee exéenttat this polrc fa- |mprov monetgg) control.  As note ear ler, an

u[tds rate. Tot

)l hzes fedeL Bsrate any. devicé that |n rest t) roﬂe/trng rocedure will lead o a
Ir? tens the linkage between re ired reserves gnter |n een esen/es and the target
the target onetar g t E) a] rnonetw gqre ate, but the causation rins
unrversal Jeserve_requirements,” wou (1 e Irre rom ¢ nq ¢ target aggregate to ¢hanges
evant for improving 'monetary ‘control. D In the |evel of reserves,” The Stability of the Te-
Iatrth under an Interest rate target lﬁrves an
Operating procedure and the stability over tImIStIC |mBre sion of the Tesults that
of the money multiplier coul ach |eV§ naer a reserVes %ar etln%
Rroc Iure rawin |mr$ |th|0ns rom th
Th prevrous section asked the Uestion: tiplier for monetary co g It 1S Fece sary
What other factors are | JtanL termrn- wtheo atin 8roce Hre emeoye
Ing whether a tightened tnird fin etween re- For xa ea rrowed reseryes tar?et
quire res?rves and the monetar q reoﬂ ing (oroce ure as epr sent Fed go Ic ?]o ten
tar?et ond |mProve monetary contro IS described)® In" which e monet uthority
sec I0nfit S a coseI reIated nd much more hrtsg redetermrned I VF of borrovie eserves
reg%reengvogose quéstio nisita could also produce sta in certarn re atron

f
grr k at the étabqrtP/ ofthe reIatroRE \BS that ‘mig Ht be mis Xtter reted. .
etween reserves an arget monetary .ag- rowed reserves tar]getrnﬁ procedérre 5 srmrlar o
re ate, te om |ne secon a{td fhir, I|n an mterestrtei etr rocedure ecause I
|v ent monely grer asa stabr 1ZIn ev orrowings from the
|§ tor of ov)vk accurat ely money potentially |scov) nhowtemonetar authority tends
cou co rolled fo stabilize t emarﬁrna cost Of reserves, whi
. The Imp osrtron of univ rs%I reserve re- IS re resented by the tederal funds rate Like
urrements 19 drrecte towla erm ediate a direct mteretrate targetin rero Icy, this pol-
oal or sta ||zrng T relationship between ﬁystabr izes the linkage bet enrserves and
eservable deﬂosrt included In te target ag- the target moneta agoregate. But a%arn the
egate and t level of re urred reserves, St causatr nruns fro thean%; regate tor Serves.
ation 0 B? relations #n turn, 1 here is a movement in the moneéar
esrgne to stabilize the rt| the tar et gggre ate ein ﬁget%d there would ten fg
monetar aﬂ Hate to total .reserves, 1.e., aractrﬁnr whi J] orrowed reserves wou
money ier. Other things berng equ move In the same direction as the monetary
3 Economic Perspectives

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



ag re%ate This would initially tend to Fsentral rna“at IS required is that deposits.bea

n the ov men In the re ate b rea vem JESErVE. requjrements praportiona
movj’nrg the federa fun S rate rn? (ﬁ rop r mone?a ) trewat?e] whrcﬁ F1@)/ enter e Earget
ate difection.  However, under a borrdwed re ry 99
serves . tar etmg Rmfeddre the  monetar Thl made rn 197 mg
authorit s the level 0 fnonborrowedr ﬁl IC& 0 oe ne

em borrowe ail

SEIVES § as ) Prevent ?]
reserves. In this way the p0 OVGS tOt

nd
(rjrtro P h Oﬁf
[EServes ge]tn nonbor owed reserves mat e§ i as'ea une
c?\an e | temoneta re ate T Us, t g
n

9onshrp elieen (1 % regate and 8?a| eﬁ/éeo O il epﬂess
bo total” reserves and nonporro ed FeServes ert [
will b staRrIrze However, It Is mislead! gto efor eserve rr
consider the evidence from’ thra orrowe oninl edjer SefKﬁ
Serve targetrnd procedure as Indicative h 8\% ' %m oro urr mn
stable the rela ronshrﬁ would be If the monetarg/ edera eserv bf
Tl O Y

I usi

oo optimistic with regarH fo monetary control. 4 There ves debate ”0f t0t of upi-

Conclusion

EEgﬁrsa reserve re drst%bI |n; s th% Pnuo rthirg IIthe

ar] es Eec ¥he rragrpt eserves

Universal  reserve requirements  were n&pr,{rlc eor | of
% ﬁ] %yérws an Héz ePa[r é ntrol: Aé‘fﬂ

ggﬁ rted ;V”ﬂ the V\rlrgtgnt gstlézr rovin Omctrrnlesta% @gﬁ% f @ber
oy st 16 i e omr 39 i da omendae 1
Xn ac ua en rn mo etar E
ir
contrP gtemmrn om the do trono n tyo eP/eF Hl{ﬁoggy %uﬁlrs trca
versal reserve. n’e&urrements @Bds critica g/ %ga ournal 0 June

tig htenrn th Irnka% tvveen the tar
improve

(t)a]rt L nhchatrtdéeve ) dmone
3 he most eneﬁcra uit er anqoperatr g E“?A pen %“Otdje%g othec r tutefe%

groced re éhat fa eted total reserves.. On t {; de eq%é ere Iea In"part, B ecurren
Do e Sl

6 It .sh uId ee hasrzd that numerous . socio-
rate tar etln%LpalC It anju%ar ued hﬁ p0 rch trona fac 0 ot tnto Cth
operating pr edures utifize P]/ e Fed have é§ e|s|on ou articul aro ramc%rP

to those u der which the cedure, aé)recre moneta

never correb g aé/ Pe
maximum bénefits of universal reserve r urre OVer S or fi
ments q erealr?ed However, to, t most pertinent goal.
gree universal reserve requrrements 7Se

trengthen the linkage between the target eﬁgre %NS %ql‘ Kasggehl;lesers:nngal oqr grrEdonomg

8?@ e and required reserves, they cannot ank ot Chicago,
terious to monetary control.1

r@e ert:e urent, La ed P%g?(e)rcrée Acgp%
: &rlrjroblem of o unrversal [eServe E“%M er?f%serv kd%trcago

no been vie das he

1 Actual

g urremlrynt d iaye r

S 4 reserve require-
nson ri fiona % ar o? the same type of 9For analyses ofthe theore rcaI ct ofunrversal
eposit difter between rent deposrto Instl- [eserve require n og
utions, and not |u stb hen ere are no reserve re- roge ure (?rBe op&c Darre
qurrements at so anks arke, an char orfer, Amewor
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Analyzin tock ol undert Mone- glungrn% a%would oceur under Iaggted reserves and
f,zon 0 our f eBuir] ﬁtr ¢t non orrowehd TESErVes ope gproce ure,
gtiéy ?F versal when money growth is runningbelow Yarget

equ eme {{der % e e I)Thrs c?érnecke/ ﬁ[g%serar vaﬁegedrvgonge Bars 400
age i, fen ea an'E ppStzr ES rve 3{ emens,
etrca ewor or valuatrg Lf UUCth an Impe ag;e tar # Btr

es rve urrem aI ecember r eserve

no Eﬁm% %jéj Urm eWO eru& 3 ]]_ Fo an ex m |e

roc ure. g cto —0(9 92

o §Ee A I%héﬂﬂ'éey Q Jert ﬁEI
trrct 2 PIEd Stermined pon orfou redicti (ﬂ% ne Ie nal
¢ d aﬂr |des anging. ﬂ]ﬁre Seount Yg

50, a eared e rovr |on oT

grgé:nzfr]rgdow ow fa serv egr Igs] 015 Feppﬁars ﬁone @f( ggil our‘na{R@C ﬁret I\]%\c/&rer&qrres o

o preve the dera
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Usury ceilings and DIDMCA

Donna C. Vandenbrink

Title V of the Degosnory Institutions rate rates f?r first anF Juntor mcfrt .
Derequlation and Monetary. “Control  Act Michigan, tor examg é )J( éhte
SDD CA) preem ted certam state usu[)y Ftnan ||al Institution Bureau dentifie
eilings—the le terest, fimits that may e erent 0an cate([]orlef sub ech to_Interest rate
charged on loaris. It provi ed afederal cetltng cellings under state law, effective maxi-
as an alternate to ate ce|| some loa mum rates rcan%; g from'5 percent on personal
fransactions and left rates 1o ot er types of loans b IS for nonbusiness pur oses
loans to. be determlned b the market. The to 36 P rcent on loans b @awrf]brokers ée
Preem tions were permanént in most cases, al- same time, 1981 the It e of Arkansas ha

|n one case the preemption was tempo- single general usury celling of 10 percent and
ra ay P has alrea yeﬁtredpln all cases, the thegsta?e ofArlzona/ had n mammBm rates.
era reemptlon could be overridden by in-
divid U Saes Federal interest rate ceilings
P qescrtbes the. st te/federal
me o ﬁ Ings as it exjsted In 1980. Alth U h |nd|V|duaI st els ha¥e been the
It then out ne t P VISIONS 0 T|te V wit gentsw Yres onsi or er]actk
respect to usury cellings and djscusses their %I ms te ederal gover entaso

motivation and consetﬂ nees Tlt# us\/ IS see[t set forth Interest rat |m|s The Nat (Jona%

nota a sweepin equlation of usury cel Bank Act and related requlatory and judicia
% ut as apl r%lted %'i!orm targete ¥o 21 ve ad eg several mor |eceg to the
diate problem areas. patc wor %SU%CGI In coverae
Under atlon Bank Act as ori-
State interest regulation mally assed r(tj1|8 national nks were
ub 0 |n ividual state cellmgs el

t n er
dColonlat Iegtslatures tado%tet usu IltaWS tpte[{%t o ch ar%/evhe?erattt %metstf atej\ﬂ
?Sl%te?gs nIllsﬂ rl?t(l;telafn aenameeare %rltgtn early upreme Courtdu |on determt ed tftA
bity of I Jvidual sta sy These regu?gt ons fhls Act gave nattonal anks avqr

mcreasm? com ﬁex over time. ~At ttrst ﬁnder stats al OWI$ em 10 ablﬁ eltaer

gtate usur sta% tes se out a s0-Ca Ted unitar the u |ta %3’ Ceh ngs ar spema statutes Tor

Pr eneral usury ceiling that a&p d toaj retey eXIste and were mor
develope

enders. - Later,"as credit marke a V ANta0goLs n 1933 the Natjona
5 numerqus special provisions t Earrt]k AL was amenH

states adopte ed, authorizing natjona
regu?ate et mcludtng ongs that exempte s 10 char§ ne petrcent over th Fed dis

ardless o

certaln transactions from the general usur count rate, re state ceilin

cell mr% and others that stip ulgt(? sfe arat)e/ oct The mga“'n n%rthe m&stlgt?oaed Ienttter
maximum rates for partlcular types of credit {) ? Jn e complicated as. .fne
transacttons o tgr " y th e s?arenst mlgrteearsee raterecceertlm%S

evolutl N in usury legislation hag.left

2 muTtt ICIIP/ state mYeregt rae ceﬁmgs teﬂ?rreeﬁ%twerewerm Y, e mogpaggreer o Jg
varying by focation of horrower, location of fat t b tating. that

lender; ; ount of Ioan term of loan, and - b ?naalo DaNKS, Siallng theamgiﬂﬁﬂam
Pose of loan. Today, one can find on tI rate rmttteg gfstate %Vi/ .any comoeting
1] various Stales s¢ arte [QUISIOn 1€ ing state chartered of licensed lending insitLtion

banks, retail Installment sales
With Seaarate rates tor C? en-end and. closed: This ruling sanctioned the practtge of national

nd credit), motor vehicle sales, small loans, Donna C. Vandenbrink t at the Federal
ank credi cards, and home loans (With Sepa-  Resorve Bark of kg & economist at th Federa
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Fen ers |n the state. gosrt Lnsurance e National Housrn ct
The cell mg AOP %varlable to ratrmal ﬁ Federal Credt Unron Act.
banks Were ex nde urther as a result of t e to eac a section a
reme Couft d a%rsron In Marquette Nationa %tate banks, S&le f
kv First 0 O Service Cor Ln this case, etween state ce hngs an '11 eral celll
e Court rule at natro anks mag 1 percen aove t e Federal Reserve drsc unt
g arﬁe out-of-state cust me e rate allowe rate.  While this aternatrv? cellin er
estatew erete aﬁ is located even |f manent there was no time limit ¢ tep
Eat rate 15 hi ﬁ that ermrtte ”c] eggo states to overrrd esg see 1ons.
orrower’s state. This decisiop | 9rtrmrze the ection 5 g the Sma Busrnesslr]
Practrce of * exP rtrn% favorable Tates, By al- vestment Act o and germrtted ?

rrowing” rates permitted other « Sections 521- 523 }mended the Federal De-

wing. federally msureg
r? grt ugron to Fnoose

owrr\g national banks, to charge a uniform na- business investment companies {0 make oans
tiona rate It gave them a Compeitive ed at 1 percent a ove tf Fe eral Reserye d |s
over retal ers 0 Wwere ubrject to the ceilin 3 count rate, or the acpﬂ)rréftbbe state cer"n%
Ln gac the states where they transact the maxrmums prescr the Small Busl-
USINeSs. e]ss mrnrstratohn whrchever wlas lowest,
[)ovrs ons ot this section were. also perma-
Title V nent, . t] feL?/ too could be overridden ‘at any
time'in the future
Ftate and fede aI us ry regfulatron Was
ted urthel’ X ;(s 0 The intent of the federal preemptions
T |s trte conltarned ederal Preem tron of
state usury ceilings on mortgaage oans, (1.e., first The functron of these preem troirs was to
mortgage oans? resrdent 10 ertresg 'husl- all evrate %Iems with usury”ceilings that
nes n ricultural oan 50ns51 and nrere |nte Ig |ntereftrt environment
ans made b eer yrnsured In- 8-80. First, rom ale (f ersp ectrve
strtutrons Sections 521-524). reemptions cerlrnr%]s on certain t pes. of credi were
Were permanent n. so ecases an temporar vent| qN%ndﬁrs fro rarsrnﬁ rates corh%
In others. Alternative federa cerhnu Wrest surate the Increase In t err cost 0 unds
out n certain cases anI none. 0 F Second, . a competitive  problem arose when
emptions necessar Iy cﬂﬁ)l d natronwr e.since state ce]J Ings prevented ‘some frnancra Insti-
each. cqu Jt gove y legislative initia- tutr ns from char mg rate?] 8 high as nﬁtronal
tive |n rn Ividual states, were(permrte to charge Under the Na

The spec| lc rovisions o] the usury pre- trona?
emgtronso Tit elre as follows: Sectrorhs 501 and 511 of Title V dealt with

ection 50 e?trveg |m|n11ted state ceil- he first (ﬁ)r lem bcy freein raes on mortg qe
mgs on resi entra rt oans on real oans and certain commercial loans from 3ta

E gertsy or mobile h omesgq éhd no aboLrsh fer mg}s that had, become rest rrctrve Table 1
tat ur statutes but It mandated that t sts fhe state ceil rn? rates orlmor fgecrrre 0ans

did not etransactronsI ecrfrca]lﬂz that existed onﬁ Q Ve date
en merateup the Act. State cel |n§s contl ven statesh no_restriction

to apply when the en er was n trr] com- on rate for ome. mortgage ut 39 tates a
Prane cogsu rotection re ulations erther IXe maxrmum t or cel mgs that
h teFe era Ho e Loan B a] Board. oated with some market In ex Frftee of the
The stafes rr% 1[ to reje ritt gdera f -rate states ang at least 6 of tefloatrng

actrn e ceilin

reem flon ore A % states restrrcted mortqﬁ%1 Jenders (5
ection %1 tem or r|I F Rt state rates of 16 r{Jercent rless. Atthat time, y
cerlrn%s on business an agricu 1tura oani of on conve tional  home mortgages |n the

§25,000 or more with a floatin

ederal cel mq celling-free secondary market averaged over
[percent above the Federal eserve drscoun 16. erg?n

rate. . This preemption expired on April 1, 1983 Ta eZSh?ws the situation for busrnes?
and it could be overridden by specrfrc state and agricultural loans at the time of the rf era
action, preentption. [t lists those states that had ceil-
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Table 1 Percent and 20 states restncted lenders to

State ceilings on mortgage loans

; : ower_ rates.  Not only were legal maX|mum
n effect on April 1, 1980 rat(i s in fhese. 20 states%tovy]er thaﬁ the new fed-
, Type of ceiling: N Fra CEIHH% rh a]n these tat% they w%e
Fixed Floating No limit OWer t W at nders COU
Alabama 169% commerm% per .| arket °o or on
Raske, Treasury pills
ransas 103 ) gectlon}? 21- 524 oanI%V addressed th?
Colorado secon g m—inequities etween natlona
Comecticut 1% + FROR X an stat an s—\;))/ a]ntln q state an s cell-
oc. . rate th’ those 'of national banks
Georgia 9 + 20 tlona an s had heen ﬂlven é e optlon 0
Flawail P charge one percent over Ee Fe era, Reserve
Idao 1% < ISC Lint rate In 1933, uI efore the late 1970
indian O t 15 alternative was rarely more a vanta eous
bond indox an the state ceilings. However, In 1 hi
o %““t ale i L2 egcent, making ‘eh%e ere
Kentucky ’ 4% + FRDR' | |L
yiivaky 1% X 1 Pedn ral cellin iowe(qq ¥|0R5 hanks o
Maceadhusets X |evet tmtore proTtt es reta S ttﬁn comEe%
Michigan |n5|U|ons | ectified this compe
Minnesota Prev. mo FNMA
nneser |t| e Ing by. extenﬁn {0 saten ﬁs
Missour " 1% 296+ 10 yr bond yield ot er % ay lly~insure gstltutlons the same
Montana T cel |n(\;Nopt|on aval lable to national hanks.
Nevds 1w ) gnee now t(f as Wh}( Congress sought
New J6raey o5 + bond index to remedy these Rrob ems Itseff—b ye\;eem
New Mexico 15 + FNMA tate usury. cellings—rather than”awaif State-
New York  10%% . -state réforms. Ther are severa RIECS to
North Dakota Greate of 16 or f eex lanation. First, the combinatio
Ohio Son T 2o €D rate Interest rates and restr\%:tlve state ?ellln S Cje
Oregon ated a SItH&tIOﬂ wit potentlalﬁ il
Ponnaylvania 25+ long term Econom -wide consegue ces. And, from f
Rhode isiand 2% OrrOWEr’s perspective, if lenders were unwil
South Carolina i fixe vte %to ext? credit at the ceiling rates, busi-
Jvithout Be es could not mar]fe thel[] operations and
o peralty Uifders could not sell new' nomes to buyers
Ttgrhlnessgeoa g’;%?tirgkﬁaza or Wlt OUt m?lré% Shown a|30 that the
Tecas Lo a1 12% o 10 ftate?] gro% P coll (? not be counte? on {0 r%
Uteh 18% ' ax their ceili squmkly enou% or far enou
vermont Sl Seion cfav rt these cone uehces ny states h
Vignia e x areayreformedt I usury celllns unngt
West Virginia 1906 + 20 3 1970s, ehmmatmn some ralsm% others, “an
Wisconsin 1% ¢ indexing still ?thes BuLln ma L}/states cell-
Wyoming 18% Ings_ were still not flexible enough to avoid
AU B  U e oo CIEGIL allocation, prablems in fhe high interes
"Indicates no limit on 1-family Gwellings. envnonmento 1979-80.  Furthermore, severa

SOURCE: "Override of State Usury Laws as Related to Federal Pre

empti(_)n"- Office of State Legislative Counsel. American Bankers As: Btates had een Un ble t? enaCt an re Orm
sociation February 12, 1981. ecause of concern that relaxing usury ceilings
would Ifav some cqnsumers prey t0 unscru-

ings below the federal alternative provided in ulous lenders wanting to charge exorbitant
T%Ie Vv for business and agricultural loans, Pnterest rates

the high interest climate that
On April 1, 1980, the federal ceiling was 13 brougnt these probr S 10 8 bl v e res
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Table 2
Twenty state ceilings immediately preempted by federal ceiling
on business and agricultural loans on April 1, 1980

State Ceilings State Ceilings
Alabama Unincorp 8%, Corp 15% New Jersey Unincorp: 8% to $50,000
Arkansas 10% New Mexico Unincorp: 10%, 12% or 3% + FRDR
Delaware Unincorp 4 + FRDR North Dakota Unicorp: 7% or 514% + CD rate
Hawaii 12% to $750,000 Ohio Unincorp: 8%

lowa Unincorp: 2 + 10 yr index Oregon 12% to $50,000

Kansas Unincorp: 10% S. Carolina ag: 1% + FRDR to $50,000 else: 8%
Louisana Unincorp: 8% Texas Unincorp: 10% to 250,000 above: 18%
Minnesota Unincorp: 414% + FRDR Washington 12% to $50,000

Mississippi Unincorp: 10% Wisconsin 12% to $150,000 Corp: 15%
Missouri Ag: 3% + long-term bond index

Montana 10% or 4% + FRDR

SOURCE: "Override of State Usury Laws as Related to Federal Preemption” Office of the State Legislative Counsel, American Bankers
Association February 12, 1981. FR Discount rate was 13% on 4/1/80. Table lists only those state ceilings that were under the federal
alternative ceiling as of 4/1/80.

FRDR means Federal Reserve Discount Rate.

of. federal policies. to mflation FinaLY abou%the consumer prﬁtectlon function of ceil-

ﬁ/lt (ﬁ ﬂreﬂulau no nterest rates i)aX e XgIVInﬁ states .tne OP ortunlty T[o over-
era S0 rde a

%[%osns gn{grselsjgewaselpgslltnoryt Ien ﬁlgul n¥ side r15 statés nave g&%\r/éségg RIS (l)g?ho\é Tatﬂ%teé
|nanC|aI| ark é

fl utlons egﬁo en d; st?tose stafes an |nd|caLe fecnons of
orces. It may have seem Rru ent Title 'V "to which the override aPtp les.  The
or Con r?F 0 loosen restrictions onteasset mortgage Rreemptmn—w ich " left” mortgage
Sicke as We rates . completel IQen to the ar et
Despite this ratignale for federal aftlon overridgen byah L en states the i
Con reﬁs acceded to the states’ historical role gﬁemptlons—w , provide_for a federa
In réqulating usury ceilings and their concerns elling—were rejected less often. Five states re-

Table 3
States enacting override of federal usury preemptions as of March 1985

Date Sect. 511

Override Sect. 501 * Business Sect. 521-24
State Effective Mortgages & Ag. Loans™ Other Loans

Colorado 7/1/81 X X X
Georgia 3/31/83 X X -
Hawaii 5/30/80 X X -
Idaho 3/31/83 X - -

lowa 5/10/80-7/1/83 X X X
Kansas 5/17/80 X - -
Maine 9/1/81 X - X
Massachusetts 9/2/81 X X X
Minnesota 6/2/81-8/1/87 X - -
Nebraska 7/17/82 X - -
Nevada 6/14/81 X X -
North Carolina 3/21/83 X - X
South Carolina 6/30/82 X X -
South Dakota 12/31/80 X X X
Wisconsin 11/1/81 X X X

‘The deadline for overriding the mortgage preemption was April 1, 1983.

"The federal preemption of state ceilings on business and agricultural loans expired on April 1, 1983.

SOURCE: Commerce Clearing House, Consumer Credit Guide.
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The economics of usury ceilings

Usur¥ ceilings have exrsted in varr rangrng from 5 Percentt 36 ﬁercent It is

ous formf or many centuries. Thelr fun- vrPIt aﬁaopen hat market interest rates

damenta Intent 15 to %revent the teﬁkrnq e ahove the cerlrtno forl some cre r
excessive” interest transactigns and .not thers. ~ Face

v settrnrg a %
axrmum rate How ver, keepl % with a Situation in whrch rates on iome
rom ch %mor an acceot erates tr%nsactrons are constrarne by Ccel rn?
rs not t vﬂ ef f usury. ceil rnagi ile rate? on_others ot ration
o er ings, may also restrict’the aval enders will prefer to ma ose types of
fcredit, 0ans on. w c they can qbtain market
en a osur ceiling is above the rates. Noreoyer, siice credl tmarkets are
arket rate of Inter st e r te wh!(ch not confl ned rvstate boundaries, |-
enders oudchar %n e market versrtv &e (%] % on& tates wr ae
0rees o g v} eman —the cel rnP a similar e dh ribution of credi
as no effect on either the price or avar across states. When the current market

ahrlrtcy fcredrtb On the ther ﬁ rate of |nterest for a r%nven tysp cre
|t indin —t (| W en t transactr nrs above 0 estate cel rng
fg rmr lower than the market rate ﬂ anot arn rational en er
o Intere t—r 0es reduce he rrf Yvrch alloc ecre tf( those statsw ere te
aw-abi ngn en ers ma or o can o tarn market rfates f(
oweve ese en ence of a varjet o r tergst rate ce o
cre It at %e cerr rate creaes hncentrv or lenders t? llocale
care ar ket rate credit where mar et rates revar or where
gﬁal [Imit cellings are most Tfavora This al

ore, vvhge he
cation, Is not the ope that puts scarce funds

down theh aP t%e of cre

ﬁeht%relsé

ceﬁrnﬂ rate, . f ffect of red uc to their most efficient use, in a purely eco-
g ebavar abr rtv of credit or obligin NOMIC, Sense.
e borrowes to seek (higher-cost In slummary the ﬁconomrc view of
ret ar e[r credit. usur %e (ngs 15’ that they annot etfec-
his v)rew of the wa usur cerIrng Ive Interest rates” beJow market
work een borne Qut .In Aumerols evels without at the san\ |me C Hsrn
em rrrca studies o er the Iast Vears. enders to Imit cre It ava abl rtv ere-
These studies haye 11 that when uFur ore, In ormu atrn? F Icles o pr tect
cer IS are Inding, lenders reduc Prrowers rom exo tir ar]t rates, the
dotes and or raise nonrnterest charges maximum rate

erms t]o a| ocate ?re It.* neteS (:tf gteem%%ed a%('rrnst the demon

tiplicity of interest ceilin s—as stra verse. éffect ry ceilings on
S ound rn Ph(i Mnrte({] States—car” also creort availa (irty ana drstrrlhatr J
have ura esirable ecoE%r]terc cogsequences

mis ”ecung aval credit amon% *For a review of these studies, see Donna

alterna |Vf USES, Ib credit transacﬁlon Vandenbrink, “The effects of usur n, ceilings,” Economic
' single state subject to rate ceilings  Perspecties, (Midyear, 1982), pp.

1rected all ofthe preemptions. It is not possible Preemptron—Hawarr Idaho, and Wisconsin,
ere to attribute a motive to each Individual or example—concyrrently or subsequently re-
state, but it is cIear that at least some overrrdes moved their legal limits dn these loans.

were motivated by something ot er than the

desire to marntarn restrrctrve ceilings. ~ Some Conclusion

states that overrode the mortgage preemption,

such as Massachusetts, had o™ existing regu- The best way to_summarize Title V of
lations on mortqage loan rates to be pre- DIDMCA IS In terms of what It was not. First,
empted. And other states that rejected this It was not an attempt to shift the locus of re-
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sponsihility for usury ceilings from the states to
R fsegera( overn ent ‘(ﬁre tm der ir %overn
[nentarea n &aon -stand rnPeroer (?
%trng certaP e extended
coge of federa Jurrs nitron 0 mortgag
0ans ?rn S an (r]rrcu tural loans, “a
0ans. bg/ erall |nsu ed Ins ({utronsl b(I]r f
germr the sate% fo. override the federa
ction_and reasse[t the J Harrs iction
isin (t? b of tsury i p htge Ey
VISIO so tﬂ]e Title |tse/lfw(?rec m Iclated % d
their enactment enerated additiona Jurrs IC-
gona risue o example, ? estl rrt/et f0
esolve f whether er reemption
|es to a oa mae Ba state
W Ich rﬁr% out of Ttthoa orrower
rnastate which has not opted out.

Finall an most rmportantly Title V
was not thé lending counteH)art to’ the elimi-
nation of interest "rate. ceillngs .on deposits,
Ratner than osin l(nterest rates on credit
ot eforceso e market place, as was being
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done with deposit rates, Title V' merely pre-
emPtegI sta(s Bsur ?eﬁrngs on certain ?o}ang or
certain lenders. r]mort e oanf were
Interest ratesePerma ently freed Trom all ceil-

rns And here, . as else states_cou re
0se cerIrngs r tt]e 0 cﬁose r?e
DID A was requlator reor drrecte to
ward the rmnl)e] ate credi a ocation and
comﬁetrtrvep ms create ﬁ/state ceilings
Itu r\lrv san%etr re fgeneral orm {rr er?s s
overarchrlnrtTr T to ey |mrnat|ng regu atrgn of
usury ceilings.
Ee re therewa rec dent for fe geral action
ae np oans an drrsrness and
a rcu r'a]eroans ea Lenepree I E [
é ?_ qgg ition, aw

I ;onrprﬁore rr(r)rr%ssoac oberJ bcgu %3 ﬁP ?
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Priced services: The Fed’s impact on

correspondent banking

Douglas D. Evanoff

With the passage of the Depository Insti-
tutions Derequlation_and Monetary Control
Act (DIDMCA), the Congress set in motion the
Brocess of eliminating  fumerous  competitive
arriers between financial intermediaries. The
basis for a more “level pIayrng field” was de-
veloped as product and price Darriers were re-
MoVed, . reserve requirement levels lowered,
reserve inequities narrowed, and the requlatory
reportm? burden- standardized across” deposi-
tory institutions.  The goal was improved. in-
dustry efficiency from increased competition.
At the same time, the Congress decided that
the Bank OFeratrons Division of the Federal
Reserve, a long-time provider of free corre-
spondent banking services, should be more ac-
countable to the forces of the marketplace.
Services would no longer be provided free of
charge nor limited to member banks, and the
Federal Reserve would be an active market
Eartrcrpant a(ongsrde other (private) corre-
pondent banks

What rnrtrall}_/\ seemed a relatively minor
aspect of DIDMCA has resulted in srgnrfrcant
controversy and substantial modification to Fed
service operations and to the correspondent
banking rndust% This article reviews the de-
velopment_ of the correspondent banking in-
dustry as it has been affected by the Fresence
of thé Fed since DIDMCA. In particular, how
have the Federal Reserve and other corre-
spondent banks responded to the “Fed pncrng
environment™? The history of the Federal R
serve as a financial servicé provider is bnefly
discussed, as are the reasons why Congress re-
quired a (quasi) governmental agency to com-
Dete with private sector correspondents. The
egislative mandate is then discussed, followed
y the Fed’s and private correspondents’ inter-
pretation of ang resoonses to that mandate.
Finally, the result of the Fed’s presence is ana-
yzed b y. viewing, changes in" correspondent
hank services, service prices, market shares, and
Fed performance.
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Correspondent banking

Financial institutions are in_the business
of transferring claims over financial resources,
In doing so they collect and clear checks and
securities, transfer funds, make loans, and per-
f?rm other financial service functions. While

I frnancral institutions want to be capable of
roviding most of thes servrce? to customers,
ew are involved with the actual production of
many of them. For exam le, Tew banks in
FIonda would [%h%/sr% n)i< Hans ort checks
drawnona W (hJ through the entire
clearing process. The same can be said for
bond Or coupgn collection or storage, the
rnterbank tra sfer of funds and investment de-
crsrons nste}a an ea borate network has de-
veloped in which the | arger Institutions, which
hav suffrcrent customer demand to Justify  the
necessary gsrca and human capital required
these production processes duce the ser-
vrfes cete etwor IS 1N o/lae eif tcrencres
allow the arrger anks to e similar ser
vices to other financial insti tutrons and corpo
rate customers. In éhrs fashron a symbi trc
correspondent respon ent relationship . has
evolved, Srmrla X correspondents from differ-
ent regions ufilizé ‘one another to provide na-
tlonwide servrcebs f t
The number of respondent servjces pro
vrded br() correspondents Fr)s aFmost endless, pbut
e cateqorized as either credit or non-
cre rt services.” Credit services include loan
participations. and overlines whrch allow a re-
spondent institytion to make large loans that
exceed its owg qua Iendrnd [imif Non credit
services Include clearing services (funds trans
fers, check and_securitiés coIIecéron ) and as é
management offerings (coin and  ctrrency
Irver?/ document safe eer? rnvestments)l
hife the respondent Institution benerits from
this relationship b?]/ being able to offer a wider
array of services than would otherwise be pos-

Douglas D. Evanoffis a senior financial economist at the
Federal Reserve Bank of Chicago.
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sible the correspondent utilizes its excess ca-
gacrtv ecreasing its own servgce avera ecofsts
ecelves payment either trom exR Cit Teg
ard charges) ?r more commo d cash
Aanc%s Ad |t|onaJ the cr] edit serreso
vide the correspondént with an_alternative
rrs?d rgt uocurid%t for portfolio diversification and
During the e rI 1900s, this correspond-
ent Hetwor provided a natronwr e %y ents
Hrec anism.  Checks were cleared and’ inter-
k Tund tr ns ers occurred without the aid
a cethba e(ver the system we\
Paue non- arcec and secdri resc
n ro means  to
Interban trans er.Q unds Ma% ervers
feared tese meffrcrencres might Rarr £co-
nomic o BYV As a conse ce, when Con-
%res es seH the Federa eserve System in

tronal roanr(rethe o T Trhe Sated

agments S Sﬁ ated
role was to ° ma nd date from, time

t érme Jeg# atrons grnm he transfer of
unsan arges.”2 Ee eserve Banks woul

member banks. Additional
e Federa eserve was not requrl'(e 0 djr d a
presentment fee fo the pay m% oul
char ea Pro(cessrng fee to th presentrng mstr

tutro
e Fed had little success in eIrmrnatrng
non-par check cIearaPce durrno the %9141
period becayse very few institutions chase to
uFe It as a clearing agent. Insted stablished
earrnlg arran%em nt conémue euse a
smalle co trnue from
Hresentment ees aP slow resent ﬁnto Items
rawn on themselves. d re-
moved Service fees and offere mem er Fanké
ree access to all services. This was followe
ﬁ/a rather stea Z rise In Fed service usage over
te[r %% earS. Par clearance evolved as a
[)es fort ehsactrve opﬁos tion to n? ﬂr
an mg and the growrnﬂ tolerance of han
customers for exchange charges. .
Between 1920 and 1980 the Feg provision
of corresnondent servrc% Performe
nient dual role. First, the Tree services allowed
memBer banks, 10 | ustrnl Feﬂeral Res rve
mem ershrg and t e Tesu tn? e reserve
ances econd [ymarn aining a presence |n
rﬁav ments System the Fed Was better able
tor ement service enhancements an more
effrcrent payment system technology.  Check

% ect af dp [ Onecks that were hoh deposrtI
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ﬁOﬂVe-

clea rr efhcencres resultrn from Fed-induced

I\QI nco are A st nown examPles
of bene |ts resu trnr% irectly from Fed P
| ation_in th ent édstemSWn he In-

uctr n.ofr rona ce proces in enters
rn 1 %ry cant
rove mg trmes F ?
stem oat m alf.£ However, jneffici r}cres
also oc%urred tnce the Fed service was free
a_numper of efficient clearing arrgnérements
ere eIrmr ate as mstrtutrons decided to utl
ize th e Fe ate naﬁrve Local cea}rmg QuSeS
were1 close the absence 0 r¢ing
mechanism created S0 eunr ue chec r utm
or exampe re ron msttutrons s den
ung econo fo sto exc anﬁrn
checks with other ocaI Institut ons e[]
across the st et and Instead to sort the checks
r] gFro rawn on ns trt tlons.In a part
eserve che terrrtory

anks wou en send t em to Fed an
receive prompt anme wreteFe d would
return the chec paymg rnstrtutro

The ?cess resu?te more” len Iy
costl clearin rocess onteepartrcﬁla Items
ir uctjon of

t an”had occ rior_{q the int

the new Fed acrIrtrs This was 0 vrori)s not
the intent of the RCPCs but resulted because
of the zero price set for clearing checks Thus
Ea]r of the grovement n ch clearin
utrng from the introduction ot the RCPC Was

Durrn the late 1970s, it became obvious
hat some ¢ an]ges were needed in the financial
rn ustry. rrsrn? Interest rates rice con-
osand groduct res |ct|8nsoten ed to, severe
|S|Bter |aft|onfr %srgnr ficant |mloact
o B Pro ability. Inetficiencles resulting
rom barriers became a matter of gr alt con-
cern The Federa Reserve Saw |ts anl rt to

ement monetary policy impeded as [ar
ad) nh egan to wrdrd[r)aw )tromp %d memabgr
shrP beca se of the hrgh reserve alance op-
P tynity cost and "~ the lower reserve
%rre ents comman at the state level. With
de nrn? membersnip, Tewer Institutions were
subject to the reserve requrrements wrth which
the Fed cont[)o ed monetar%growt To cor-
rect_ this problem some neiw “means of main-
tarnrng control was_necessa \),
t th e same trme H]rr ate corresR]ondents
Yvere com arnrng that d was onogo(
zing cerfain markets by grvrnﬁ away chec
services to nonmember “as” we ember

Economic Perspectives



Banks htle he Fed had allowed nonmem- ﬁm The fln% %ttcle %fthe ncnhq iectton of

ers to utihize t e new RCPCs with the_ ho nP the Act state ‘the Board shal requne

of Im rovm% the check cearlnﬂ rocess, it was ducttons In the ?(erattnﬁ gets of the

aware of circuttous check routifg’ patterns. ral Reserve ba P ensurdte with an
actua o roaecé e In the vo Hme f

DIDMCA Services.’ ema ecreases shou result
In commensurate cut-ba

n the Fed’s scale
dl%

In March §980 the Congress passed of operatton Two evse%e ferent Interpreta-

DIDMCA. Jn addition to.elimjnatin nu er tions of these mandates Were made.
ous pt]ce aH gro uct a[)ners It atte dp
Ive the Federal Reserve better eontro ger the Reaction
onetar agregates requw (Jn eposh .
ﬁry findncl Ltn titutions to h eservesI e In|t|a| reactton tﬁ the, pricin rV|ston
the e This not on e ecmtg , SSWI d 'Intengifie 3\g -
ers IE erog ? |t also %ave t |cant unn eftrttwo ﬁearé after t
Fe eral Reserve Rosn Information oh savings fnact ent. 3 to the reﬁtuest
and loan institutions and credit unions. T0 or pnctnP ,onn Plesa gubhshed he follow
ease the reserve burdeg the reserve re une mg nPnnc % 0 F Ic_comment (these sup-
ment ratio was lowere g Ytous vels, those Included In the Act):
However, the ower ratto an ttng decline ver[ on run fees shodld recover
n re erve aaces Ith é;overnment ecurities totalcst for a sennces
y the Fed wou e(tjtce earnings on these . Fees shoulq be strélctured 50 as to avol
aances and, saresut ecreasep eé ? dtsruP lons In services and facilitate an orderly
e a}surg Given the azg edera transition % ncm%
etcttt onPres a em te to re ou gart Bot g dt‘ne leve ofse{vn:e should
this re gnue 0SS W g the Fe It |n|stere embg Joalow or response
correspondent services. T aIs Wouds ect anges In market ¢ B Itions
the Fed tq c? pettttve market orces a ?t ncenttvesm rovtded to improve
eliminate Ine C|ent:|es rewou?] intro u the e |C|e(ncx and CP || the p%y ents
The Act mapdated that t }( |C|t¥ system an duce desiraple lon rung ange
Eftce | co(tn aﬁ currenc Servi ces The request for [r)]ub Ic, comment describ
earind and co ectton ser 1CEs: % wire transfer the Fed’s poSition co cerntn |ts part|0| atton
services: 4) automated  clearinghouse serY<ces In the payments system. g
B net Sett ement se |ces b) S cunltg smon t the Congress wante o encour e
| serwces ra Reserve float: an p%tttton n, the grovm no tese Services
serw es Services, were to be ma an omg assyre that they were ﬁ)ro
afb e 10 a deHoosnory IFEIIIEIIOHS regard- VI ti N te most effl (ftent manner %oss
esso t{s an Imilar 3/ (e |nﬁrease competition etvvee
credttI n|on e (PllCltl priced-base the Fe other servdce rQV|dets wou
on al eg |r ct Indirect arl<d tmrpute stimulate nnovatton and provide |mprove
costs. The imputed cost would t%e Info a gax/me{tta matives. However, thel regse
cour]t taﬁes and return on ca |ta at the Fed or e |C|encey would not be al 3 [o
would have If not for IfS SﬁCIa quasi- create an inceptiv forareturn to “ un esnab
overnmental statu% Addltlon ny e Fed banking practices” suc aﬁnon 8arceann
as 1o eveIoP ee SC e%iue and a list of cIrcuItous routing ot checks r would com-
gncmtg ;fnnc dn es by which future pnces would getttton alone e the determtntng factor in de
e es

ding on service levels and rhnces To ayoid
While DIDMCA stlated that costs were to these unqesnablie practices and Insyre an “ad-
be. recovere “over t e evel of services natninW| e, the Fﬁd

on? run”, the rtcmg %uate
ﬁnnu les and resu ttn%/ prices were t wou matntatn an operatlona Pnresence In t
e r ar to com ettt efa%tors and the pro- Bamensmec anism. Th hsatte pt to IMpose,
VISIOﬂ an adequ te leve| Q su?h SeIVICEs na- imit, the forces of the markeitp ace. em-
tionwide (J Iprowde Justification for a hasizes t eco dtctory nature of'this inter-
continuing Fed presence in"the payments sys- retation of DIDMCA.
Federal Reserve Bank oi Chicago 33
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The initial éesponse by the financial in- alternatives included private  correspondents,
ustrly was mixed. ~ Smaller institutions were direct exchanges between institutions, and the
gg ally indifferent t (f this section of the Act reemerqence df regional clearinghouses.7 Small

SImue/ht”ed 0 aedust o the other modifi- and intermediate-sized institutions evaluated

catlons slich as new re OVUH%T qullrements and —the new alternatives and, in many cases, chose
new services. —However, most larger corre- the private sector correspongents.
pond s fav%red (JW OSIUO b arhet The larger correspondents utilized alter
t'SC' %’] ke OU te t native clearing methods but also continued to
e SRR %comln%aw le comp 91[' o, use the Fed as 7 check clearing a ent thou
While these anks ad be dajo users of F in_a much different manner.” Much of the
\SA?{I g 10 fhe past, they had o, Cf{{}‘ene%ﬁ check volume they had originally sent fo the
0 ucI a 3y A}] ifuate correspandents hg Fed to be processed Was now sent 8 pre-sorte
alntalneg %anlcan marketpsohare o i v%/ork TQ I?rger ?ankls: would 0 sort the tcneck
items an unze he Fed for transportation
ot e y providing a more Vil th o et off

corre

urposes on| ere this
?I%mgg an rragstomesre E)Vrllentea an crgroree ?erwce ac age 0 fin SON}h ror o the pric-
it Oy e
EIF%VF e|y gl The Fe nWOe : a({erﬁ A Se%t'CS Items Is minimal, the pnce Was se? low. Chegk

gnificant com etltlve |sadv ntag e if It volume flows for processed and package/fine

% rice Its Services and b reﬂUIreF sort check items are shown. in Figure L
d% nor éro out 0 F]an %un ess i The Fed volume declines were a welcome
Pete e chec c ? Seryice, t sight fo private_correspondents. ~ Gjven the

most |ucrati ecorrespondent%usn S hne Was provisions in DIDMCA, the next logical step

excpecte to e the one most affected, Thus, the according to this group, would be for the Fed
t essentially was expected fo create new cor- to scale Back operations and phase into the role

respon ent smesso ortH Jles : of a service provider of ast resort. However,
o o pro . ”LISS 0 eltS mg{g J&H@ thhe Fed toek ?nhaltbernatlve sttadnced (Ijnsrt]ee%dtﬁ)f

ﬁ)ndents an? %dﬁ thg 55? orgln s tﬂ phasing out of the business, it decided that the
ague and g t not fulnll the Intent of t

giress proposed prices were n“)ug A _

too ow and incap Ie 0 recovenng e Figure 1
expenses T e prlce(?cjustment to 1” Wfort e Federal Reserve quarterly check volume
Fed s?]em fax an ? caplta status was billion items
also thought to ow ai) ercent.
HowevBr there |ttk Ht that once
Pnces ecame e che the Fed would begin
osn\% olu ean t?t private correspondents
wou e nnC| benefi &anes

In anu ré/ 1981 the Feq hegan ghasmg
in. the ncH; heme by Imposing prices on th
wire transter” and ne t Settlement Services.  As
expected, ?lven the of close substitutes in 08
the marketplace, little volume shift, occurred.
In contrast. customer reaction was |mmed|ate 07 -

and 3| nificant when (fheck servace glced
ft 1981. Brocesse chec umg
perceH etween the second an
ourt arter of that year. Financial nsti-
tutions rea ized that thé Fed service had be 1979 1980 1981 1982 1983 1984
come re atlve more eX enSIVe %r\ Ho,:‘nz:i E‘aecr;grslfixzr:o;;n\;r?gmes were not reported prior to 1982.
Immediately sought alternatives. The availa SOURCE! PACS Quartrly Reports.
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intent of DIDMCA was for the Fed to have a
major role |nt [o]aymensssem
Given that mast econo tstﬁ would arque
htat private Institutions are In erent more
fficient than loubhc ones, W %shoud the Fed-
B
U | U
rptsor its | Fsyon 3 dresshdman
ated that It deve P tmarn arntan efficient
nationwide payments system and this
|mPosser d) ymore cost ? for t?te edn tg 8
without a market Brese ce; 2) corresp on dent
markets were not C Eetrtrve and an alterna-
tive sugp ler of Services was r]eee In ceréarn
areas t0 prevent “unreasonah rrcesa
Insure adedluate and effi (frent service levels an
resource aflocation; an given that some
correspondent SErVices have Jornt economies
and natural monopol charact]errstrcs .., the
economreds of scale are such that one rovider
a qduce more cheaply than_multiple pro-
Vi (e It might be more Ccost effective for thri
Fe rovr e competition to a private natura
monoPe list than fo re ul te It
resentatives of the Fed ar ued that If
It was t serve as an Innovative stimulant and
Induice . Ianm system € |crﬁncres |[< ad to

ma Viahle roie 'in the mar
J]IIOHEI;/ d
{

. et[p ace.
te” accessibility to R
Eét ment system

ora dtutronsrh oaIt
éva(te sector alone wouj not ac

ents n remote rural, aregs m
I:oonQents were the only service  providers.8

trecerve
erior level of serrrce | r| ate corre-
nally, because of sca economres certain
SerVICEs such as wire transfers ran fransporta-
gon networks may be more efficientl ered
a limited nuniber of provigers. e Fe
rea as the tructure In pace dto provide
ese ervIces an because of shared inputs In
groductr n of reé](u torg Pa ment ser-
vrce may have a tr I {orn roduction
economres For example, joint production effi-
clencles may be realiz d en the Fed Rerforms
ItS reserve accoun rérgo unction and u] ds wire
transfers. It shou e asrzed t at whrg
these arguments can be us to %ustr
gresence In the corres on ent i dust ﬁ/
no means universally accepted as app
ca etot e COrres ondent service (ndustry. i
[

After ears fofenng ratherrIr
gert I? pru dent array ofservr es, the Fed
yrts ehavior in

decided to Change sjgnificant
response to the marketplace. ~ Under the spur
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of market com etrtron what occurred Was a
class|c examg e o org(aryzatrona restructurrng
Servrce% er modi etter to meet cystom
needs, ban P atrons became more flexible,
and sags efforts became much %ust meJ-
oriente %me Reserve Banks br %
marketin o lcers, from thﬁ outside hrIe others
Promote from with rn T egen ra goals were
rovr e te market W In ormi r] con-
cer % alternatives that were availaple and
A’t tte mar etﬁla% decrde et er the
ouI stag/ In the business, The decision
was to be b don the viability of the “new
cureaucratrc S ow to-change,

F ot
In exr "0
i t
rth }gears much Oh the transfor
mation tae place. eck clearin
schedules were urckened a larger array
[vrces was introduced aH [prrces [emarne
atrve low. Much Fed o&a Wasermmate
an te rest wa? priced, e]a to decreased
use of some ine frcrent cash ma agement ser-
vrce The use of electronic means (?f mrtratrng
Bstransfersw encouraFe and, aide
H dies, increased substantfally. Some o te
cec volume that ha orl rnadv ITted aWJ
rom the Fed has been regaine revious
growt frends have reeme ~and sme

erve offices that scaled bac o erations o Eud
emﬁ oyees have reinstated them as vo umes

have Increased.

The corres Jondent Irndustr and the
n ing in usw |n %en%ra Were ‘signi |cantlty
affecte ?/ S E ehavior. 0

mtermgdrae%rzed anhs an thrrf# eneraII
favare rhq []oug efforts to sta)
mtemaretJeFed as “challenged the pr
vate correspondents tob compete by provi ng
|mr ved services and better prices.” Therefore

w et er. respondents use the Federal R Serve
or a rrvate corres on ent, the re?u ts_for re-
ﬁon ents are |mP unds avar a |I|t and
an_Improved bottom line.  Respondents, in
man (ﬁ%es beéran unbdundln}g SErVICeS by
usin erent orresRon ents for various se
vrce This enabled them to be more aware of
tetru cost. of Services.

[prrvate corfespondents however had
adrf rent view of the new Fed.  They chal-
enged the ratronale for man ?f tt]e MOVES
matle by the Fed after the Injtia vo um de-
cline in"1981. Man% ahgued that the Fed was
more concerned with, the maintenance of mar-
ket share than with improvements In the pav-
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ments mechanism.  Thus, the objective was
survrval at all costs mste%d of eﬁrcr(encg/ gains.
Similarly, many arPue that the Fed had mar-
keting tools ynavaifable_to them. For example,

having a unrgue exemption ~ from
resentment fees (provided in the Fed Act) the
ed could keeB expenses and, therefore, rrces
ow; . 2) hecause frntersate banking re-
strictions the Fed has the on tr g |nte sta
clearin network and? becu rth dua
ascom tktandreuatorteFed ad sign
Icant marketin ntages, Including co tro
of the ruIe of he dgame Thrs rule seﬁtrng Ca-
Eagrlrty, mrsube ti<d obvigus ﬁ the

avor emar] et osrtron This Jast
gornt as ee g artemajor criticism since
nactmento

In 1983 the Fe stoent over $30 million to
implement a new transportation network to
clear checks. At the same time, it developed a
unr orm resentment time for or sntrﬂg
cecsto mstrtutrons Prevrousy t

Fed Q (oese ted c%ck or Cp:iyn]ent at
ﬁgree n times set F loca arrn -
uses. Th ese trmes genera

range
6:00 a.m. to 12 wevelr tegUnr form
Commercial Code aIIows or checks {0 ePre-
sented. as late as 2:00 p.m. and, within that
gubdelrne the Fed decrded that noon woulﬂ be

etter standard presentment time than those
areagy in pacﬁ |ater resentment time
would” allow the Fe to offer

ater dtt)osrt
deaalines, reach more end points for collection
and, thus. Provrde |mrfroved collection ﬁerwces

Viewing the collection side’.of the pay-
ments system only, this would improve  the
Pa ments mechanism because 1t would speed
hé collection. of funds. However, bankers ar-
qued that legitimate cash management SEIVices
would be significantly |mﬁarre The corre-
Bondent hanks argued that the Fed, In an

abuse of its rule-making authority, was chang-
Ing the rules to serve itself.

Private corresrfondents also chaIIenged
the Fed for Rurpose¥ subsidizing certain Ser-
vices and being slow 1o fully price others. The
Automated Clearing Ho se ACH) servrce for
examge Was considere errt %oo by the

nd, thus, WAs. subsiiizen when pricing

egan.9 Over time thrs subsidization has hee
ecreas(e |s sch e duled for comP lete re-
moval during Correspondents arque that
the current artrfrcrally low price drscourages
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entr into the § rwce lin an wes the Fed too
cont arket
Another |tem that DI MCA required to
e priced was Fed foat The ed couId offer
Qre competitive Servjce, s attrac
ve fixed funds availabilit one
ay guarantee nds on h
at“the ex nse 0 eneratgr sr{gonr t
o mF(’erre?tteyc%hrier m%d nt ob 0 sIe tax a
\ Vi
LR T

the same an

was not. rem t/erHe ey wou
un?alr com etrﬁré\{ren?g dsadvta ﬁi}? y j)tf]ouclr tﬁhg

Fed |n|t|aI
since has, P]r CEsS \vas ealy onqertan
easonah
&ac lon_among the

many cofrespondents thou
yWrth é)rowrn drssatiJ
Iar est c I1espon Ht banks, In" the _countr
ﬁtem forme (ioalrtron in 1982 ajm at d
at Sﬁ' conPressrona rnvestrgatron 0 te
role the Federal Reserve was creating for itself
In the corr on dent in ustry 0 ma or
concernso eNatrona P nts stem
tion were 1 whether th had curate
|nter reted ten on ress |
IDMCA: and2 tea ro rratenesof Fe
ehavior More Ere % 3n?/ corresrt)on
ents believed the used fts r %ula or
Power to systematically |ntro uce . changes |
ayment system aimed at marntarnrn
|ncr aérnrc?1 Its niarket share. Coali tron members
éh% orrespon ent usrnesg as
(“o rmed Dy the r|Vﬂte sector and. that
Fe nvo vement was actually anticompetitive.
The coalition was Instrumental In. havi ng alr-
Irne courlers hrrn a Iaw sult against the Fed
revent It Tro |mpe trn 0Qn or unr
presentment. mrar oalltion
ers contrnua y as e Con ress to reeva uate
teproger role’of the F
two da?/ |nJune 1983, con%ressronal
ubcommrttees I 1tened to Fed t‘)erso nel. Co
tion members, fiancial industry trade asso-
clation representatives, and a  number of
bankers di cuss the Fed’s role in the pa P ments
system, d]l esentatrons and  discussions
rocee daon% Ines simjlar to those that ap-
peare earlier 1n the banking press
Coar tion members ar ue that the Fed
had m|5| erprefed the intent of DIDMCA and
wase gortr g Its co aratrve a vanta easa
%v g/ag % %asserte that, ecause
as Wi ‘I stablished that private mstrtutrons
consrstenty outperform governmenta agencies,
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the roIe of ?Tovernment should be minimized in
areas of commerce where It was not required.
While the Fed shoud] h?ve a presence In the
payment_ system, It should not ave an unfarr
competitive a%vant (fuc a resenc
not requrre that t Fed have a signi |cant
market ‘share.
Trade association and Fed representatives
é)hasrzed the need for a competitiye alterna-
trv Fed rep resentaérves arqued . that no In-
herent competitive advantages exjsted for the
Fed a[td that, while otegtr confljcts betwee
Its role as reoulato competrtor existed,
many counte varIrng powers _ existed %
Con ress, (eneral A countrnq Office, the pu
Furthermore, without the Fed presence
tre woul bte a natural confhct of n(rjterest
ween collectin in nd pos-
sr ar%e ands ? % ﬁy qfthe Fea wag 0
0yar ern the &agrmentss ftem and man
89 arqued Id red ation | oro
a on ycompetrtron was preferable to Tequ-
|

hrle rndrvrduaL rePorts were issued by F
twos commrttees the Tinding s were_ similar
and ong the recommendatrons of the Subfom
H]tttee n Domestrc Monetgr Policy will be
scussed here, 2 T INgs  Were over-
mrrm/rn favor of the Fed’s position. The
subcom tee concluded that here was a
fomge lin h for a pub c rnstrtutron )
ga central role m the pa ments system .
that institution should b the Federal Re-
serve " They also found the behavior of the Fed
|n accordance with the directive 0
ﬁ)lg) ge Fed had com eted fair| and
ad not abused its gower nt/eXP ortrngrsreg
tory role to serve Its co petr |v% ends. T
co mrttee went one step furtner an en
courage the Fed to play a centra role in the
development of electronic  payment mech-
anisms' such as_ automatic-teller-machine net-
works, grocessrng credit and debjt card
fransactions, and creating a means for _ngn-
fmancial institutions to by ass [ntermediaries
and access the payments system directly. 3
The findings gave significant support 0
the Fed’s participation and”competitive behav-
lor In the P ayments system.  While congres-
sional findinds do rot really answer” the
economic que trons they were & clear srgnal 0
coalition members and financial nstitutions
general that the Fed would be an active market
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gartrc ipant and, currently, had the full support
T Congress.

orrespondents tha]t hag relied heavil

on Cong ress to r%dtrect e Fed toward amo
Pe}ssrve an In t %rr VIew, moref Ir role were
tto reevaluate their markefun e orts |n vrew
of the continuing, presence of t In fact,
recent events and drscussrons wrth bankers In-
dicate that, out of frustratron some private
COrres ondents may be takin $S () ressrve
foward ~ marketi (P orts g

ents. t com et

%pe e(r)rth Drstr ot corresjoo ‘
vig or%usl wrt t]e Feq for check vo ume 5

P&St ave re ent Barsed rCesS SIgﬂIfACai‘l
ognrzrn that "su stantréﬂ olume declings
could occur,  Thus, Instead of mncreased com-

uence of Fed involvement in correspondent
an mg haf bee that certain corres onét r}ts
ave I ¥fa uatg rfro It maers assessed t

Fed srea rme roeas requfator an com et-
ltar, have ecarn]e% r(t]gsr SSIve have not
reinvested In || ftrs ecome?
common, . the #]otentra benefrts of the mrtra
Increase m etition may_not be realiz

1.2., cost efficiencies, lower prices, and innova-
tive output.

I
Eetrtron and Its resultrng benefits, a conse-

Situation analysis—five years
after DIDMCA

r| |n rovrsronsr DIDMCA have
%bv ousy the cor[ spondent
rn in ustrsy tou It wou ﬂ)
|ve to ho ndust woud ave
evo Ve wrt out rrcrn ve role
talée thfe Fed ase e |cat|ons
% ﬁerrn |m| ex |crt rrcrn
the e courage corre nde ts an
sbon ents to come awar therr servH?e
cost structures eit %r as éJJ% ers 0r USErs 0
naitcra Services. as also ex |R(errenced
volume shifts and variations In Its ma et share
over_the transition period_from a noil-priceq to
a pricing environmen e following sections
t. The foll {
descrrbe ea?h of these ev?nts and evaluates th
Influence o the Fed on financial servrce of er-
Ings, correspongdent Rrrces mar et shares, and
Its'revenue performance through 1984,

c t rior 1o pricing,
m(bgtr eFSe'CdO%Sl g5 oftere Caesratﬁer basrc prntgle l-

Dle level of services. Because the major concern
was with quantity rather than quality, vari-
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ations from the basic_ offerings wgre he ttoa

mrnrmum As one wrrter esCribed Fed Services

errn% 3/ Li can, ar]e an}/ color you wané S0

it’s black. Ivate sctor had a

ar e res on entc ,stomer ase Lnarn ecaus
the b

% were tp pa tg/
Iexr?e rnsteargV tainin src ervice
free from th

However, when gncrn be an most Fed

ff ifiedth ff lit
e g;cnaetgm S

ustomer needs su SV ame an important
actor,. as they waou any true "partic-
| ant'in a c etrtrve mar % Most "otfices
Improved collec |oq ervrces |< secur tres

fou ons) and availabjlt u Pr
esortin uire e chan es

e fera tratabntnrt e o

New services. TNhe Improved trans ortatroH
network ntro uced in 1983 reva g the Fe
check co gtron service, - Payor ?rvrces
that allowed banks to obtajn account m orma-
fion arlrer than was revLous t)r; possinle were

|nrt0r\9 cash ﬁ{]aaname%k t services and to man
Q Better their o art]ances In eari 8
the Fed also Introduced. a rg dol aJ tr]p
sort (HDGS? program armed t speedin

follegtron 0 arﬂe (dollar items drawn 03

s?rc tuetr regrona nerS“t““O?Sm te esed Sfilercstgment
gorntsg have ? qbl}/t very 1ar e rt Far ltems

i n e recrrttttnrsrtrttrtrt in
byt oy 0
Over t eu cl:l't uSA)! mgntehl [?FFIO(! (in V\?IC

HDGS was offere %hec c0

ecra zing I cash management anal srs
hen billions of doIIars are” peing collecte
this, tras tes to a srgnr |eani Im vement |n
avarlat n}r]rsan ataretsut It rg |tts The
nefit for the payment system Is the deterrence
?socraﬁ) mefP ct/en (i roﬁed drs ursement.
eri hsreneIX Eleec tn%rsr? f%n nthaL maeretrﬁ
ghec cr;ﬁectron er:tgrta dis B[r)F ment
ornts ecreased Wnear Ip %e
|ste Ifference Between the c ec clearanCe
time experienced by the writer and the time
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gTOVI e rm_

Creased, on average, by one- teﬁt’“%” aspgg elrg
cor% 10 Poeﬁrx I-Pr/ect a consultin frrm

re ired_ for the de sror 0 obtain use 0
d for the depositor to obtal f the

The reater t slrgan ﬁe the Iongert
c Yrrrter has Use ofE ds and_the more

abe the remote disbursement point is as a
? mana emettO? Howevey, asaresuIJ
e new” check collection services provide

h/ th the Fe and prrvaée corresp%ndents
tesl 9 not only decreased 3
acta urne ne ative on the selecte
ﬁ Ints survey hus, cor porations utrlrz
g se specific dishu seme orns
et I Smﬁ mone t
Future product deve sare aso
being c%nsrde ythe Fer?g Re erve
tem. J eé dstrng chdeclk SErVICes wt
mene by Ing™Qr etrn mstrtutrons tot
6)0 ram. de re urn rtem ser-
fce Is Deing. madified to provh Eromp no-
catron to msHtutlons that check ar bel
returned to the feposrtor Bna%r h
creasrn? some of the check hold times
curﬁent IMpose on customers drtrona
3 nag g Serviges are fa]s er con-
ered ee tedelrver¥ nor ation to
tne ayrn trtﬁtron prro to the delivery f
rc 5rmr|ar hec trunca
|saso ern consr geem asrzet
rmportance aper ows and concentrate on
Information flows. The credit union inglustry
has been the maéor user of thrs Service %na -
vate corresp?nd Hts Wh ne Ie?(al consider-
ations have slowe tetrseo check truncation,
the Fed ho ﬁes Ifs involvement erI encourage
others to ytilize 1t
A related servrce consrderri1 ice grevr
usly by t ﬁ Fed is electronic check collection
EC} It has not been Introduce chatise of
oncerns by rE[nercra banksa out egal and
operational prople Essentia teservrce
oud mvolY]e the Fed collectin Iaroge doll dar
1a the current proces ne a
trona pase When the chec rs presente
the Fed o Ice for collection, the Fe wou
advise the p a¥|nrg Instrtution vra eectronrc
tran mission % formation or the crﬁng g
b
Ifi I ifi
n}num ereFore recerve |mmedraP ? %F%’]
funds.  The physical check Wo 3
transporte tote ayrn bank via tandar
means, altho can envision the time
when the chec Woud be truncated. %

The advantages of ECC are that checks
would be coITecte% sooner, remote Ars urse-
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ent activities (a net social mef“cre gwoulg are below tholse charged (?fore DIDMCA
e made dis dvanta% 8US fo e, an Thus, as would be e pected  with Increased
resources u to SP the trans or fation” of comEetruon Errce se as become a major

Ber would to more Pro uctive uses, aspect of mar etrn?e o S,

Iven the reco men ation 0 Congress that As a new entrant In the rrr:|n% epvrron
tePaymentsstem eencourage t0 use more ment, ?ne mu_ght exgectter ﬁ ed prices
elec [onrf means of a ment, tke ﬁ to be less clo sociated with production
gosa will pro ablx dj ear |ft egal and exg ses th an those charo ed by ofher corre-
peratrona concer s can pe resolved. ndents with more prrc ng expenence An

Anoth %r new. servrce currently  bein ear ler stud mdrcated t at |n|t|a Fed] rices,
udedb the Fed i uBroves the Prese ent 0 whre ene ?ﬁt the low en ft? rice
ec sb coI trn anks directly. to. t eg a}n ere usually within th %raitge of prices

|nst| ytion or mme dlate credlit, jUSt 5 |f cha for s|m|I I Services ocal p vate
t Pad been gresented BM the Fed. "This dif- corr on ents Howeveré Cross-sectiona
rom current procedlres because man P g s Indi fate a]t pri ef were not
ectrn anks  must  pay a re enémet correlated with those of local corre-
ar e ad [ be denied use of fhe funds for spondents and were also not closely relateq to
one_day If t e present checké eda{rFCt y 10 thg a Cost-or-labor Index.  Private correspondent

Hagrn Institut on As discuss gr the Fe Prrces tracked much .more closely Fo the wage
08S pag presentment fees and, since it ndexes at various cjties aroupd” the country.
mr(]a ges accounts recelves Jmmediate Prices ahould track closely to tge wage index’if
unds Brs Irect Settlement service DSS was the F(i d rrvaée corr sEon ents price on a
ropose Ban o ﬁLca and V\r? have eost S, asr and labor 1S an Important pro-
e Fed sgve as the oo eper while Errv te ucton |n
comspon ents physica g ared the |f Fed Prrcsare nriw more closel
While DSS may increas tta collection COS|§ reIated (? Tnput costs, the correlations were re-
ecausealar numbero ms“tutro S wou estimated fof 1983 check service egs. Once
e expendin reso rces to collect the samg ain, these servrces are consr ere ecause of
H mber 0 cecF tsocra cost),. It coul thelr size and |mportarb%% In the gntssys
IScourage socra ge tcLent expendrtures or fﬁ e resylts for 1 gﬁr se te a
remote r conr 1S ursement actrvrtres e 1 Fed rIces in 1383 ot track close
a

Thus, th e vra }rty of DSS essentra y [e Uces with the [abor cost index for either check sey
to a cost/hene rt analysis _involving” elements hce considered. rvalte corres ondent
which are difficult to quantify. ck rt)rroes W Hfmorﬁ oseoy assoclateq,

|h not ¢ %X low t (f I expense An ex.
Serwce prices. Prrces of Fed services have Thuys, . there has been a IS as

terioration |n t
chfa ?e srgnrfrcant srnce the rnrtral rrch% %ocratron since  1980. TFte maejor ch angg a(s
ﬁ ort required b¥ rrce schedule een In the re atrgnshr betwe H the F dan
Iave became moecom Ircated and no more Brrvate c?rrespon ent prices. These shoul
oseI}/ apEroxrmeéte te st[]uctures 0 Iosegre ted if cgm fition exists and rrvate
rvate correspondent e eight Fe er corre ederal Reserve B

eserve drstrrots Inltlafg/c set srngle Idlstrrclt -wige erate ungegdslmqarrﬂro uction CO thﬂS o OTPG

rices for cearrn? ks, In 71985 on rices of Fed city and RCPC chec servrces are
haveland district’ maintained. éhrs J) %rfe osrtrvel and srgnrfrcantlar assocrate ur]
others chose to price at the individua o ce ose 0 Rrrvate dc rrespondents I?
Nearly all offices now have time of da correlations foun in 198? corﬂgared 0 8
eck rrcrn to a ow or Iater presentme t sug est that the marketplace .has encourage
gmes rrH h . with the 8artrcr ants, to monrtor compet]
enefit of trme e Fe garne ‘experience rrces close [Ine” with

sta
Pd erhags has Improved it rrcrng method- toteexterttt at the \xage mdax IS In |cat|ve
g %E grrvate ector has also be nafectﬁd true pro uctron %xgense the results also
e presence of a new comfetrtor In t su es that  t Increase

rice
Seventh Fede rab Résene DISct the Ceck frtrveness may. ha%e come atteexgpense
prices charged by a number of correspondents Fa close.telations ip between private corre-
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Table 1
Relationships between FRB and private correspondent check prices,
and a cost of labor index

Variables Correlation coefficient*

FRB city check service and BLS index .301
(n=12) (.342)

FRB RCPC check service and BLS index .298
(n=11) (.374)

Private correspondent city check service

and BLS index .348
(n=12) (.266)

Private correspondent RCPC check service

and BLS index 426
(n=12) (.167)

FRB and private correspondent city

check service .686
(n=12) (014)

FRB and private correspondent RCPC

check service .760
(n=11) (.007)

‘Where n=the number of observations and the significance probability of the correlations are in parentheses. Expanded samples were
used for the first two correlations as additional office and BLS data were available. The correlations were slightly inferior.

Table 2
Federal Reserve processed check market share*

Estimated** FR market FR market-
Written Reported FR processed share of total share of potential

check volume FR volume volume written volume market volume
(billions) (billions)

1979 32.0 15.1 13.7 42% 60%

1980 34 15.7 14.1 42 60

1981 35 15.9 14.3 40 58

1982 37 15.2 11.2 30 42

1983 39 15.9 11.7 30 42

1984 41 16.5 12.1 30 42

‘Total written check volume for 1981 -84 is calculated assuming an annual growth rate of 5.0% since 1979. This assumption is based
on the trend during the 1975-79 period; see "A Quantitative Description of the Check Collection System", Table 5.9. Government
checks are excluded. FR Volume is from PACS data or the FRB Annual Reports.

“ Prior to 1982 package sort was inaccurately counted as one item per bundle. For 1980 and 1981 this was accounted for by sub-
tracting out the number of packages. 1979 volumes were not adjusted but the resulting over-statement is expected to be very small.
Volumes for all years are adjusted to account for double-counting of other Fed items since two FR offices process these items. In
1979, 9.4% of total volume was processed at two offices and 10% of processed volume was assumed for the remaining years.

-The two market share figures differ because of different denominators. Potential market volume is based on 30% of all written checks
being deposited by bank customers at the payor bank. These items, therefore, do not enter the clearing process. See "A Quantitative
Description," pages 285, 277, and 158 for a discussion of the basis for these assumptions.
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Table 3
Federal Reserve check market share

) FR market-
Written check Estimated total** FR share of

volume FRB volume market share potential volume
(billions) (billions)

1979 32.0 13.7 42% 60%

1980 34.0 14.8 44 63

1981 35.0 17.1 49 70

1982 37.0 13.9 37 53

1983 39.0 14.6 37 53

1984 41.0 15.2 37 53

"See Table 2 for s es and the basis for th assumptions.

“Volumes include p sed and pa kg ort items and have been
for 1980 al d 1981 is I ulated based o
d s ther slightly understated.

Assume 30/ of all written checks are

pondent costs and prices. This ole|o sly can-
tcontmtte over t 8 long run Unless abnormal
profits are being made

arket s are. When evaluattng the ex(sent
tt(te Fed’s resenc In  the correspon ent
market the a unt

check service a IVIt¥
ost commony used as a barometer.’ Before
eflnttton

|scussH pe est ma[gsbthe e Estimate

fmar qhares cla i
t mper of items processed wil

ersu

ecaus

et o
8tet rhone ank or F eg1 8[jyepPast studies
|cate]t at checgs are haw l}/an a\{)erfao

tr)eanear two-an qbne -ha msttt gttlt(r)enssconm de

ereartt eare Bﬁo onteFe etnvovement
|n rocessm e total number of checks writ
The re utlngb‘tgarkets ares are gresented

{n&tecks wr%tten Inw |ch t B rce(Jt tV\I%S

In |cat|08 of |ts payment
Eystem resef that |ﬂure 0es not indicate
ow successful the Fed has heen at markettno
|Ls Services. Some written c ec S_never ente
te correspon ent etwork clearin rocesi(

a\nﬂy he %e osited ¥custom rs at't
on whic weredﬂwn ang, there ore
not. nﬁed {0 erfter the collection %rocess Chec
Initia ydeposned at the payor bank, there ore

oy

Involved 15 a g
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150 items per package. 1979 volume inc

initially deposited by cu

adjusted for double counting of other Fed items. Package volume
ludes fine sort packages only (instead of items)

stomers at the payor bank.

should noé be considered
corrfspon ent us nes

§%rt of the upotentlal
2 accoun % eren exc?u -
% ese |temsrro gfo
e B i

mll% manet tahnt

t}te coFectton Cess. euiS Writien tha

Er 8tnon8|dreﬁu g Ian i rﬂ?%nnntsmltn%lcctat%tt a

f n argi%tno tehe Fedlﬂocg;ﬁe r§t fléer gﬁr
all checks written, 77 While st asub

hate this represented a perc?n rega Ive
g0|ne r § evel

t

@tttstﬁomttttt% il

|nta Its position relative to that Tm-

aite te ricl an. Thleett ates
0 n4o ousgf u%iest similar
f\;/tvea better Indicati oft e Fe sco -

0
S

i A
a1 o b

While, Tab e2presents ?ket éhare esti-
mate It still underestimates the Fe sroe In

theceart rocess As |scussdea ier, | rP
rres on scontmue to Ul |zeteFe or
ear| fter rtcm However,

oni |canga in rease se of the
éﬁﬁge sort % It o on |n which the
perform a the m c Ine processing an
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would utilize the Fed only for transpordng . the
cecks and p ertormrngvth accounting func lon.
This deposit option Was seldom use prior 10
ricing. Table 3 presents market. share est|-
ates”that include ‘package items in Fed vol-
umes.  Given the assumptions, the Fed’s
involvement in check cl arrnd Is shown to have
decreased wrth pricing put still_to be substan
Indeed, a comé) rison of Tables 2
mdrcates that the package sort Program e
% Fed maintain' a signif |caﬂ market sh
While the 0nroc ssed sh re% fell 29 ercent
tween 198 1982 le 2), estimates rn
clud |ngf ackage sort oumes |n Icate total
sares%l nw 16 percent
e the me hodoloq assu dptrons and
data used to gsnerate Tables 2 3 are
ropriate, It be emphashzed that
indings are a g?xrmatrons 8e
behavioral variables aver. time coul O|as t e
ro ections, but this bjas js pot exPecte t(?
reat. . The resultf Indicate EFe in-
voI %nt Is substantial enough to allow 1t to

uide ayment system in” the direction it
gonsrders nPos)(ndesrra

Federal Reserve performance, The per-
formance of the Fedj ral Reserve in the carre-
1pon dent busrness since 1981 is presented. In
The first two years were rather diffi-
cult ones and the Fed realizeq that changes
needed to be made if |t expected to continue”in
the correspondent busrness The results of these
efforts are” indicated” I the net gosrtrons frl;)
1??3 and 1984, The Sgstem would be capa
0 owerrn% prices, for crtain services if current
profrt trends continyg,
nsummarﬁ/ DIDMCA érs hadama jor
impact on éhe ed as a provider o fina
servrces and also on the corres on ent rn
try. From the discussions her anum er of rn
teresting points can be, mae reqarding the
Fed se>|<:nerrence with f)rrce SEIVICES:
ed ng tradition as a major
partrcre\a}nt In the provrsron of financial ser-
vices. While services were initiall Prrced when
the Fed Act was passed in 1913 the volumes
0jd. not become significant until the Fed bega
giving the services away free %f harge In 1 18
. In enacting. DIDMCA, which réquired the
Fed to price”its services, Congress sought 0
|m 0se market drscrglrne ana force the Fed to
ecome more innovative and efficient, and to
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recoup revenue losses resulting from the lower-
ing.of reserve regurrementf
ost Instifytions Pard ftle att% ntion to the
rrcrng sprorelsrons 0 eca s te
ere ustrng to ot er as ects 0 the A
such as unrversa Jeserve req rrements an
gotentra ne] Gfs.  The arﬂer corre-
pongdents  that ere mteres&ed in tne prrcrnq
Browsrdn b(elreved thleg stood t henefrt 85 pas
sers of Fed financial Services shitted to private
correhsgon ents. .

Initia |mp% R rcrnﬁ f N ong
wou ect, .to snift s ércatvo ume an
mar (e sare rom te e rvate corre

ents nd local. cle |n9 uses. The

% onded by signiticant lﬂpéoyeln arﬁ J:Ct

nnsan %mrttrn %
correspondent Llrsrness The changes resu

In improved collection servrcs ane h
correspon ent %ternatwe an ?ces é’ orts
to curtal enefits. of controll |sburshe
megt an ot er actwrtres aimed at Slowing the
funds, collection process.
* Private correngndents arqud that the Fed
was not respo e mandate of
DIDMCA an was U mg its regulgtor% Eowers
t0 s vrve |n the corre r??n ent business
num ero law suits were Tiled and the Congresg
earrnrlts [0 determrne whether the “Fe
as com et gfarrl anad whether 1t was per-
ormrngF R er role.
* The Fed has strong congressrona!(suggort for
the continuation of Its current market trvrtrefs
and exRansron into new ones. _Unless srdnr
Icant ¢ and f occur, the Fed will maintain a
dominant Tole n the provision of non-credit
corresp%n ent services.
fhe three_ years immediatel 0||0WI
DlDNl A the Fed a pears to have been. t
rice eader or certar check clearrrA? servrces
owever, If wage Indexes are Indicative of
groductro exgensgs the Fed competitive (Pres
nce may have Inquced private correspon ents
to deviate from prices fase on Costs.
. Glven the position o the Congress in recent
eanngos on corres ondent an ing, some WI
vate cqrrespondents seem to be £ss
sswe arketin gosrtron Conve satrons
mdustr erso nel Irndrcate that they are
not rernvesdtr g In ca |ta uipment, ¢ oosrng
to wait and ste what role the Federal Reservi
1tftkes and_ how operationa |ssHes concernrng
oat dw ght overdrafts, and the DSS servic
are reso
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Table 4
Federal Reserve income statement—priced services*
(millions of dollars)

Commercial
Total check EFT

Total cost

1984 461.8 345.2 48.3

1983 450.0 335.9 48.8

1982 420.9 304.0 47.9

1981 168.8 122.4 33.9
Cost + PSAF

1984 519.2 388.6 55.6

1983 506.3 378.3 56.6

1982 475.3 344.7 55.6

1981 192.7 138.9 39.3
Total revenue

1984 560.9 423.0 60.1

1983 493.7 368.8 57.4

1982 390.9 284.0 49.3

1981 156.3 118.9 30.2
Net profit [revenue - (cost + PSAF)]

1984 41.8 34.4 6.5

1983 -12.6 - 95 .8

1982 -84.5 -60.7 -6.3

1981 -36.3 -20.0 -9.1

Definitive
safekeeping Cash
ACH* & noncash services
10.4 37.0 21.0
5.4 33.6 26.4
1.9 36.5 30.6
3.3 6.8 —
11.8 42.0 211
6.2 38.8 26.3
2.2 42.0 30.9
3.8 10.7 _
11.4 42.8 21.6
6.6 34.8 26.0
1.3 27.8 28.4
4 6.8 -
4 9 5
4 - 38 .6
-9 -14.1 2 5
-3.5 -3.7 -

*Float expenses and clearing balance earned credit revenue are not included in the totals. Totals may not sum due to rounding.
**The ACH service was subsidized by 80% in 1982, 60% in 1983 and 40% in 1984. The cost figures include the subsidy. A revenue

subsidy is included in the cash service figures.

1 There are, however, some unique services occa-
sionally offered to develop and mamntain a banking
correspondent relationship. For example, a corre-
spondent can_ assist visiting bankers in- obtainin
hotel reservations, sportin event fickets, etc, Fo

a discussion of corréspondent banking, see Robert
Knrght Correspond nt Banking: Part |-Balances
and™  Services  (November™ 1970); ~ Part
[1-Participations and Fund " Flows . (December
1970) ; Part 1ll-Account Analysis” (December
1971); Monthly Review, Federal Reserve Bank of
Kansas City.

2 Federal Reserve Act, paragraph 14, Section 16 (12
USC 248(0).

3MICR encoding involves the imprinting of ma-
chine readable information on a check (dollar
value, etc) to allow the clearrn? process to De sig-
nificantly spe up. Man¥ people would argue, that
the Fed would not have tobe a_market participant
to affect the payments system. The regulatory role
would be suficient. Others, argue that while e

hancements may have been mtroduced without d|

Federal Reserve Bank of Chicago

rect Fed involvement, the timing would have been
significantly later.

4 Float i |s the ecturyaler}]t of an mterest free loan pe-
cause the Fed credits the a ountfl one |Bstrf(utrog

Enolrn to debrtrn% %rggrl er t e coI % ? emaenn-
Yr ng that srncepmem%gr banks eId | I FEServes

th e% actuall K incurred a cost to_utilize Fed services.
ever, the cost was fixed |nste?]d of vanable

thus the' mar%nnal cost was zero._The new R

were also unique In that the Fed even aIIowed

non-member banks, which held no reserves with the

Fed, to utilize their services.

5 In addition to, or in lieu of lower reserve re-
quirements, most states allowed  inferest-bearing
assets to be counted as reserves. It has been esti-
mated that non-member bank net incomes would
have declined t(J]y 9 to 17 percent had they been
subll(ect to Fe reserve ‘re uirements;  See L.

perg_and J.T. Rose, e Effects’ on Non-
member Banks of the Im I—VG %rtron of Member Bank
Reserve Requirements—With and Without Federal
Reserve Servrces Journal of Finance, 31, (December
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1976), pp.. 1457-69, The rrfle of standardized re-

serve' reduirements in controlling the monetary ag-

Ereé;ates 1S not| universally accepted. See Robert
rent’s article in this IsSue.

6. The changes in reserv re%urrements ere ctu
ally phasedin with member bank ratios bejn

ered to the new level over a four-year perio
non-member |nst|tut|0n ratros being phased u
ward over e| ht years. r j)alances, and
Treasury rev nue, would be affected most n the
early years of the phase-in period

7 For a discussion of Fed wire transfer volume and
Its etermmants (including _substitutes), see_ A.
Reichert, W. Strauss, and”R. Merris, “An Eco-
nomrc Anal sis_of Short Run FIuctuatrorb.fs0 In Fed-

e 18 0 L

or a dis-
cussron of c clearin ous arrangements see J.
Frodin, Pricin

ection
USINESS: T frrvat Sector iesgpn guf
EVIEW, Federal Reserye Ban Philade phra
(January/February 1984) pp. 1
8 An “adecﬂ]uate level of servrce |s obvrousl¥ diffi-
fult to defi Usrng economic crrterra |nst| ons
ocated In these aréas receive an Inferior e%e
service becatise It 1S pneconomrca to provide better
service, Da Bosta service to all areas is another
example of service not economrcgll ustrfrfd but
rovi ed ecause it is felt an “adequate” level of
ervice Is needed.

9 Being a merit good implies that the roduct will
npt econsume In “suffjcient” %uantr les If left to
orces of the marketplace.  TRIS occurs, because
of incomplete mformatlon distorted prefgrences
etc Other merit rqoods also receiving subsidjes and
%I support, |nc Ude education and Certain in-kind
sidizations (low-cost housing or schoo| lunches).
Demerrt goods would include pornography and al-
coholic beverages.

10The float is mdrrectlg char?ed back to taxpa¥fers
ecafuse the monetary authority will mov% set
the float for monetary control pur POSES f/se mg
fecurltres via open arket o e ations. hrs sal
eads to a smaller Fed portfolio_ resulting
ﬁeased earnings, and fewer recer tf to resent to
e Treasury at the end of the fistal year. To ob-
tain the same revenues as would have occurred
without the decreased payment from the Fed, the
Treasury must increase tax revenues.

11 Joint hearings were held by the Commerce,

Consumer, and Monetary Affairs Subcommittee of

the Committee on Gover ment Operations; and the

Domestic Monetaﬁl “%/ Subcommittee of the

f(Ellorr;tmrttee on Barking, Finance, and Urban Af-
|

2 “The Role] and Activities oLthe Federal Reserve
System In the Nation’s Check Clearing and Pay-
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ments System”—Report of the Subcommrtteﬁ
Domestic Monetary Polrcy Committee on Banking
Finance, and Urban Affairs; U.S. House of Repre
sentatives (November 19, 1984).

B This last recommendation is intended to stem the
mrxrng of commerce and bankin funptlons re?ult
TJ I,(anr m the creation. by _non-financial firms o gro
A depository entities for the sole pur}pose of
cessm% agme t services. . Howeve %ntlt (e
pOWer included degosrt taking and other de-
qsrtor}/ functions. By d ve oping ameanso aceess
Ithout_re urrrnr“ gtr %zatrgn of an Interme-
|ark/ Congress Dbelieve Istinction between
nking and commerce could be preserved.

Y For a discussion of ECC’s benefits, OReratronal
roblems, etc., see “A Review of Electronic Check
ollection as a P(ptentraFt Service_to the Financial
ommunity.” Federal Reserve Bank of Chicago

(1982, unpubllshed report).

B For an analzsrs of all Fed services compared tg
private sector erVICes |n 1980 see D. Evanoffan
Reichert, “An Ana'ysrs of Fed er? Reserve an
Correspon ent Bank P ces Federa eserye Ban
? (tanuar ? number of factors
coudca se the acko (pose assocratron etween
(plor private corr spon ent prices.and the wage
Hese mcue non- bdr mtensrve
ctron different. rotectron te c\ues and %r
ent scale economi s at varioys fac (Jtres across t
country.However, the check production process
IS Iabo |ntens|ve and it is not obvious that unique
production techniques and scale economies fu
explain the failure to find the expected relatronshrp

16For an aIternatnﬁ]drptisr r&ar§g{ shareshgte

rICI |on and ogr h Series In
Finante and_Economics, New York University
(1984), pps_ 74-17.  Summarizing, the f|nd|ns h
estimates %983 Fed market share for the AC

wire transfer servrce (0 b 95 percent and 67 per
cent resp ctrve ata for the current est’]mates
re rom Knr ccount Ana sIs charges

Rober% etgnr htCr?\sgo?:?gtnse o |ng e grvlrceRse
r At nta iq.ran%r athrg 5escn lon_of
ume 1 Atlanta (197 9g

Bureau o Labor Statrstrcs “Wae Differenc
ong Selected Areas, 1983 partment of
resulted in

984 Alterpatrve wage mdexe
near entca results

T The 1981 volumes and market shares ma
pear somewhat surprising since check grrcrng e

n August of that Vear, However volume “for
first two ﬂuarters xceee that. rom revrous
year While a quarterl ly analysis of market share
would ind |cate a much argcer |mrpact on Fed chec
volume In 1981, the |mpat ot as pronounce
on the annual figures unti
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Private prices, public insurance:
The pricing of federal deposit insurance

Herhert Baer

callgdlnonGaréincﬁt d%degrrgaln J]tsrlljeran%es a?%%rggress Bgﬁeop eﬁlOSIﬁ Iﬁ] Y sgﬁsscé)J] gﬁﬁts&om}@?eﬁ ethh

roduce a blueprin eposit m%T anc recent P“}P%S“ 0 regulre 0 Increase
orm dl his article discus %the pronlems asso- therr reliance on subordinate ebentures
|ate esvgnt[tg %?tes aspect (}c et e reformi? rogose
Background

Yher mstltt?tlons 0 tr?elr regpectl\)é ederal In- °
surance a enches Under the s%/stem of ﬁeposn insurance

Un rtecurr nt sys O‘em all banks pﬁy developed In tne ? ? depositors were
he same ee ol ar 0 S1<t despite 't Prf?t(i e from ossw mer depom%ors Werg
actt at som sare oexpe"] eft lar EIK uninsured. ~ TIS type 0 |lmltﬁ
ence_the |nd 0 fallﬂre at 15, cstly to t covera? a two cqnsequences Flrét In. t

apgroac 0 eposn msurance |s ever\ [a H unmsured epositors

called a Iatf ystem. Flat fees create In * g (? >Jothe absE
tives for banks to mcreasetensklnesso Blr 0SSS. gco this exposure o loss wou

e

Portfoho .2 The Insurance authorities, in their uninsure Epoitors ﬁn mcei?tly)e f0. ¢ %{4

orts ? to reduce or eliminate this In- onito zi ii Ing r1S ehaV|0r an
flve 3/ Inking the msurapce ee to the ence al ure essh%

ness feach n% r%? ors act in a%ICk fash-

H ion to cIose (ﬁ)no ically Insolvent banks, suc

[)an s would. éqhag/r

ank’s_portfo 85 1
ower fees, more risky hanks

would Bes, asysem c%ri fatlve ithout cost. How-
IrTF dﬁ apt tq understand the nature ¥er as Ta Justrate e tw comEonents

of the rlsk%) the eﬂosm Insurers. | g upinsure e{JOSI O[s—tlme eEosn ovelr

moriltorln ban asset values 1S gerfect an l00|000 aq fore reﬁosns—ma Iu -
a ersg Iosgltherheﬁpt Selt%iug%r msglrsedsecilnes it sm?( poﬁus un| se °S”8e855a's Potwt
%(l)J tﬁe oint w| re they ar e just suﬁ)lm nt {0 p%y tt? CUSHWIOF 10 ahsor iosses| Brow?
can ttle market discip me to contro

cos g osdﬁors olsjltt%rres Ceﬂl gﬁthe remium 1S E il
leeqed e c%J d '%)APC”V%% Bl montor vl e mporantly reg“'aé%ﬁe?ﬁé'?aaﬁéef%
J (gonse uently. as %?nte out by Pa rﬂf?se {1osses on .uninsyre EHepr%sltors artic
Horvitz, eorc}, Lﬁman and “Ger Fol uldrly in lar rlnstmitlons IS rﬁ ?alnce
Blerw q eosa\msura ce lums ar a matter for s&ecu atl?n prlort the failure

Unlte States Nationa 10
0 Getect A nso ?/erﬁstkban% Fr)e1g eggorrslsméﬁlwae/g in 197 and Frankii Nahonaﬂ Ban '“ “q
more t?d with mont Fing costs tnan W||th the Sugse uent trefithen f |H3t Pe s Ivania
sorts of risks with which we normally dea ? %ntme ? n ﬁ 00'3 r&in-
Thus, mispricing of depos|t” insurance oree dS 8”0 ugion. The polic protectmg

does not enco Bg ks 10 J on an uninsured deposttors has  sevérely reduce
e all s 0¥FIS ratHer i encoura%es banks ~ mar eTtlmposed %onst{amts pnd risk- ta Ing
to take |$ks wh?re the value of the und er ying etcurren sgs%rp €POSIL INS rance
asset |s fi uIt or re ulators to monito rod Uﬁes WO U? ranie cons guences %
g ed ISCU?SIH% aI'IOU?d pro Qtsas for the er the price o the ep03|t Insurance nor t
ublic and private |cmgo eposit Insurance

escr% ere a rgro osal P F ermlt Herbert Baer is a senior econgmist at the Federal Reserve
government insurers t0 use N L R i o ol o Coert Laurent and George
Federal Reserve Bank of Chicago 45

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Table 1 _ Jge sglstem should be tryrn 0 prevent Do a”

The importaan;:e of Ia:jge time deposits tors nee tO be In Ured or 0n sma
and foreign deposits E 0sItors? Eﬁosrt Insurance everl neces-
sa eer

Reserve poligy .of accom-
su cient, or do

As a%A Hmy

. atin \ t to currenc
Bank asset size of deposits ng ems 8ua y and asset r CyC ng aSO pose
Less than $100 million 13:2% e nthat some form, ofde osrt insurance
$100 million to $1 billion 19.9% IS 0 tima 0 e r|Ce n Order to
81 billion to $10 billion 33.3% e\ergetsrgge possr%/ rrcrng %nettttos (]t IS bfrrst
, " r ccept a set of criteria describi
Over $10 billion 61.0% ﬂt g ?3epo€rt IH urance. O criurse tﬂg
SOURCE: September 30, 1984 Report of Condition %Cf s of a. system p? s not only on Its
ah % Imic an ideal system, but also on

S 0f 0 Frtrn the system.
rate on rnsureri(deposrts vaé reatly with the erde eposit Insurance system s oug
mon torin the underl i }sets In- the tre% aracterrs‘urc Flrs It spou
sure e s|tors are not atr gan the gov- mnate nk runs, The elimination of runs

ernment rnsurer oeﬁ Pot choose. to vay would avol ﬁst of the ne ?trve conge tre ces
P drn reIatwe kess ssoclate \ nj Insolvency, Including
Forto 105 Wi r%{{rn% dpmuc E gts to, guality aP ssEt recycling, and re-
nsu{ Pce W |Le olding re atrve%/ mrng in (entr es rg ts 0 cu[] ney.
Of l0s will. be wnn too Ii tIe i B e eal “system should cause
have an ince tlr rtcreas tne riskiness banks t0 be dec ﬁred Insglvent an reciﬁrtal
tt hel Iasset ort gos Tttrs Is the Tundamen- IZeq as soon as the expecée resent valle, of
taIp (% Ith. 4 flat fee insurance system Bets exceesthe Promrse resent valug of I-
s mispricing of deposit insyrance has anilities. Closer links between tt] ﬁnks ne
a secon cons uence Eéere t]ate(f envr- worth calculated on a present value basis an
ronment s anks wr rq to take ad- decisions to recapitalize a hank will limjt the

vanA r%; e mrsErrcrn %y Increasing their |osses borne hy Insurers and uninsured depos-
holdings of risky assets. “In an attempt’to at- Itors. Thi éwr keeP rnsurﬁnce costf to a mini-
fract fhe necessary junds the ﬂngrrveu mum ag discourage the development of
gosrt rates and’ draw deposits. awa uninsure Fubsﬁtutes or rnsured accounts

re conservative insured Institutions ‘ynrt out Finally, the 1deal system, should set reIa

comgens%trn? the FDIC. The complete re Pr\rgfﬂ epr]eorgrer tn]rgt tW gtu Ig best% er | nr |ca ﬁ

D?Dl\l/ICA I|nner6958t0 e cer{rngsfm?or i rny Se premiums are t0Q owtemar et Wi
strtutrons to attract funds. from les rrs&z nstl- encouradi tnﬁ]ncra institutions t%l ﬁk%a &o

tions. Bro red eposits v most ch. 1 remiums.are £00
|f)vrous exam eo trg sort c% avro butsrt Whl| fin themse?vgs at a |sadvantag% against

IS also occurri ?rn less dramatic ways ﬂcr?ss uninsured intermediaries.
the country.4 Flat fee deposit Insurance wi It would be presumﬁtuous to claim that
ermit instired Institytions sa roulo to grow thefe criteria are unrversa acce ted. Never-
{ the expense of un nsue] financla tntejrae- theless teg Provre a usefu }/ardstrck for
laries.b The rea cujgrrt ere IS mispriced de- measuring Varlous reform proposals
posit Insurance, not deregulation.
Problems with public sector pricing

Criteria for evaluating deposit

insurance schemes Most participants, in the deposit insurance
de at% presume that the Insurance premiums
Desprte the recent attention Eard t0 de-

e se Z the governmental " insurers.
osit msn nee, search has b ndevoteg Eueg(enre Short and Gerald O Driscoll haye ﬁr
Eo esta Jarn%v §emsrt Insurance shoH t
e proviced by thefe
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al government or what roposal.7First, the federal Insurer will possess
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a monopoly which erI be enforced by govern-
mental Powers In free markets, pricés are the
result of bargaining between sellers and buyers
But, as Short and” O Driscoll point out,
ernments tend to order and enforce, not
gain. This makes it difficult for a government
insurance system to create relativé premiums
that correspond to the relative premiums that
would_be set b%; the private market.

Second, because the buvers would have
no recourse If displeased with the government’s
terms, Short and O ’Driscoll argue, the govern-
ment insurer would be overly” sensitive” to the
over rrcrngbof risk.8 This sensrtrvrt}i would be
reinforced by industry pressures to keep premi-
ums as low’ as. possible, But, an overt bias
against _overpricing will inevitably lead to
underpricing of insurance, undermining the
rationale for _infroducing " variable insurance
premiums. — Third, even if the ?overnment
Insurer s not excessively sensitive fo overpric-
ing, how will it Judﬂe Wwhether deposit insur-
arice Is priced correctly.

Examples of Povernment mispricing are
numerous. ~ Federal” Crop Insurance, which. is
based on average county yields rather than in-
drvrdual farm yields, hds Created incentives to

hring uality land into produyction. Pub-
Ircg/ erat d water projects In the Southwest
ortheast have tradrtronall underpriced
water, leading to excess demand, water short-
ages rationing, and overproduction of certain
?rrcultural products. Before the introduction
of competitive bidding for Treasury bonds and
notes, It was not untisual for the announced
coupon to attract total bids that were three o
four times the actual amount of honds for sale.
As a final example, many countyies find jt dif-
ficult to choose and maintain fixed exchange
rates. that are consistent with their monetary
ﬁolrcres When the exchange rate is set o0
gih the inevitable result is"a massive capital
outflow. Once the central bank has exhausted
Its reserves, it is compelled to lower the ex-
change rate until the capital outflows cease.9
ith the exception of crop insurance
most of these products are homo%eneous and
hence, by .comparison to deposit insurance,
relatively simple to price. One wonders_ how
federal insurers could ever successfully price a
heterogeneous product like deposit insurance.
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The private sector solution

Short and O Drrseoll propose nnvate de-
posit Insurance as an alternative to tederal de-
posit insurance. ~In thejr world, all deposits
Would be insured competitively, with aII terms
of the contract determined s ely b the banks
and t%dprrvate Insurer, SIthty |eretP -
0saJs have heen mae Kat rne
ngland, and Art Rolnick and EveIn Carroll,
among others. ) Most of the evidenc e on the
efficiency of private insurance comes from the
experience of  state- sgonsored insurance
schemes. -~ While there are excef)trons éese
Rrrvate lvstems have generally failed to
charge risk-related premiums, han heen
under capitalized, and have exercised [ittle sy-
pervrsor control, AIso while nistorical evi-
ence sug eststt%t the grlrvatg Insur nce
schemes generated by the market do a
Frotectrng against rgofated rnstances gto fraud
hey hav doneagoor Job of protectrng epr%s-
|t0 S against systemwide catastroP
pressron destroyed the eight staespo[rsor
schemes then In xrstence ore rgcentry e-
ﬁosrt Insurance s emes In Ohio an
ave also heen bank rugted LAs lon |vate
Hsuran?e funds are subject to failur |n CrIslS,
ev VY]' not serve t0 prevent runs to currency
or flignts to quality.

100 percent reserves as a solution

%onstant monrtorrnsq ex epted the only

\Mu il at private insurer gj%)vrét |5Lt

roof hnsurance
securrtr s of the same value aste egfosrtstat
Were err}g insured. In the last ?If the 19
centur teUnrted States came close to adopt-
ng ot Sa nsortn 0otess stem, Natronaleakéarrr S cgutd
[ I url-
tres as collateral. %lhePse s%cu?rtres wer ?d oy
the T rasury and u M)ay offabanksna-
tional notesr It faile )
gse 100 percent insured “de-
posrts accounte for 21 "percent of the total
money  stock chrrenc plus bank " deposits).
Another 25 percent of the total money sto
was made up of notes |ssued drrectl %/
Treasury.. | trlrs riod, esugpyo reas
ury seclrities no effective’ limit on t
Issuance of national bank notes. In 186/, na-
tional bank note Issues consumed only 20 per-
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cent. of available collfateral Howe T( the
relative importance of these notes over
time, and b 191 they accounted for onl
[egt of oney ‘stock wt}eall cur encg
(}/theb Ic dccounted for 9 percent
money stock. However outstandin ssues

consume 80 percent 0 ﬁvarlabe coll at%ra
6a(netarrsts ave onr% arqued that

egots) tz Ing_up the monet ru regate
éect to'a system or 100" perCent
reserve requrr ments, B However, the ﬁ Pen
ence mte?reen back erod su estst
dividuals wil notv lun arrg monetar
a rersraecom ete comb sed of riskless no
| 5§|tt %rrn Instruments. Even when these

externalities quarantees that under a
P it tees that
T I L sl
ea ount that |s soclally optimal. "Moreover,
8 fransaction ag nts savings deposis,
oney. m cet eposit . accounswrg ;fn
sure the Implie mcreaae in the demand for
Trea(surfy securrtre%\fv ]g«:ee eexrstrng
stock of Treasur actor of three
\s,%(r):lur(rjttuste uuas t| : tOsrtr SUpcP K S me% ga
gercent [eSEIVe O Bﬂ ooolpatera zyatron wou
rrve up, the tPrrce ?f Treaaur securrtres
create incentlves. for , Individua n
upinsured alternatives, destroying the Integrity
of the monetary aggregate.

Reassessing the insurance problem

In the previous section we exam OPed three
forms of deposit Insurance—risk rate ovVern-
ment-priced Insurance, risk-rated rN te In-
surance, aréd 100 percent reserves—a h
were found wanting.  The recedrng ana}/srs
Hg?ests that a governme tk surance system
Sets Its own rices rs e t0 underprice
msu)rance ap create a serious moral hazard
history If any indicatjon, a private
rnsurance scystem will ? nerallﬁ he subfect to
far ure. 1t can reduce its exposure to failure ﬁ
ed mgar%rover ment securities, bultt erer sti
that the msurer would eabe to
B ect rtse arnst C anqes In the mar et
aue of the collateral. Sys ems emﬁourneg
? [prrvate Insurance ort percent es rves
| {end to Ignore externa rtdes In sgtting t\
:ittrve returis on u]nr[r ured deposits. T
will cause society to hold suboptimal amounts

48

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

Interest, the exrstence Of

jective tashion. ~ The relativ

of deposrt insurance.  Finally, given ¢ rren
upplies of Treasury Securities, H woul K
e possible to Insure a [portron 0 exrstrng ban
Seart\)lrlrtres under a system of 100 percént re-
There IS one alternative whrch we have
not explored—a sgstem In which the govern-
ment provides mast of te msuranc but at
Pnces etermine %rrvae ar et Us-
such a stem e possinle to creﬁte
Pr miums that re ecte oth rivate mar et
|? assessments and the govern entsej d '11
the externa |tres Such a system cou aso
take a vanta e of the overn ent’s abrhgy
conserve on Gapital by srng Its powers of tax-
ation an ser nng hase araéron f
%rrcmg rom uttion is not. unprecedented.
nce agarn the Treasury auction’ provides an
example
Mangr mdrvrduat1 Wwish to purchase
Treasury Securities at the “mar [ateo In
terest. However, they find 1t dli 'ﬁ t to mak
ac ate redictions ooncernrng t ate t]a
¥v eveale |n the a ction: Rat er
orego t urchase of t ese scurrtres ese
mdrvrduals av éhe ptron of supmittin
n?ncomloetrtrve accepting the ave rTr
the plds needed to seII the remarnrnﬂ securi
ties. In this way, an individual with Tittle
knowledge about he vatue of Treasury securi-
tles can ssuI (f Brm elfa arrrate o[r turn. The
system WOU down only. I the govern
ent began. pribing c? Petr ive bidders to
make tperr hids artrfrcra ay
There 15 a clear andlogy between the po-
sition of the noncomHetrtrve bidder at the
Treasur]y auction ﬁnd the os*tron ofa ?Qvern
ment | suLer IH e market for dego msu]r
ance. Like. the noncompetitive biqder
overnment msurers mar[or concern Is comrn%
wr a o(et at 1S no dramatrca y at odd
t the élr Hce Iso like the ‘noncom-
getrtrve J 8overnment Insurer en-
ounters certain diffictlties in setting accurate
gnces owever, there also some differ-
nces.  The problems o te noncompetrtrve
bid Fr area result of a lack ofmform tion: te
Pro ems of the government qurer ave less
0 with mfor ation availability than Wrt
the need to Interpret the mformatr n in an ob-
(f portance of
noncompetdtrve brdder? aiso. differs.  Noncom-
r%etrtrve b” ocou tfor 20 to 25 P fcent of
reasury Dill sales; the government’stole in the
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Iar%er it would back perhaps 90 percent of the transactrons then risk . premiums_ will com-

Insurance, g (t (Y disappear. But, if the FDIC freduentl
~ While the government insurer finds itself dy Atrans&ctrons It is at %rea [ IS
rn a osrtront at’Is simi ar to a noncompetjtive o q market risk premiums reduced.
so utron‘ rnsurerspoglems ﬁ rket’s assessment of the risk asso-

rs m re frcutand esso vious.  In order to ma ed gvrt teu?f vir e an PssumPtrn
Use the prrce generated Rg the private rns%rrer 1S I Fect 0051 ICt, the reality of t
e must rr]ake sure that the private rnsu[]er aces FDIC’s Tinancial position.
*esame 05ses and Incentives. There have, In
act been S0 e r0 osals that th Ovemment An alternative proposal
rns%reJ should use the ris asses ments

odieg In exrst stock, bond, eposrt These nsr eratronss ttha rn at
market data. tem trn eveo a syste eret

There are, however, two Problems with ern en rnsurer ca reI onte privat ma et
hese Eropo als.  First, tge Inte estls of sga to set rnsurwanc remru S, care must e taken
to |dler subordrdate bondholders ditfer t0 ensure that the structure pHvate insurance
rg % interests of a government insurer. contracts 1. consistent with 1 ?overnment
nder te ? r]rent system l(t es are rmriosed Insurer’s actj ons and trt1e risk position. ~ The
rnaserra ashion. . t]are 0 ers cov(fr 0se Erovrsrons % dp rivate scheme are
ﬁntrl their e uity s e n&rn% ltiona ummarize rn the a Hacent ox. Fach of these
osses are then” covere subordinate m ortan(t role i forcrng

rovisions plays an

3or]dholders until their positioris are wipe out rvate maPk els 10 gen ra(j e osrt Insuranc

On g/ ttren does ttrf eposit Insurer—an remiums hhat can Be. used b ove[nmer}]

haps t eosrtor—begrn tQ su nst*rer These. pro rshons ar ?om atible wit
uninsure rofit maximizi avior

e t#]nrns&r
5ES. osrt nsurer al
enositars share E

Ry T S

abasrs

reethatte wil %sg 0sses, the 3 ed fo reduce the possioi rty of mispricing
Y)v react by e >iercrsrn Yf raw ?&srons eposit insurance.

rw ut loan the troub R

T e a {0 evae osses to ther wit te What is insured?

short mat rrt upinsured osits, also

ves unin ue (P rtor structure . As the first step in desrgnrng the Publrc
hrch dr ers rad rom tat of the Prrvate coinsurance  scheme, - the ove nment

nsurer must decide what es o osrts It
Under these crrcumstances shareholders wants obe rnsuied (Given rqdo% g
e to nsur

bondho ers, and uninsured depositors wil runs, t ogical decision wou
misprice the rrss borne by the overnment a ‘short- t%m desposrt g fose long-term
Insurer, Sareh ders and ond oI rs do not osits with provisions for early 1+thdr waIB
care w ether t h FDIC cents on O course, [r er nt qoals, different types
dolfar % 0 cents o o ar of deposits oud e subject o insurance.
matters s that the FDIC W
the The allocation of losses

payouBs after the posr lons o
and  bon hoIders a been ermrnate
Uninsured depositors do care ab 0 The provisions for é(tjraersrgrgdlosse betweeg

ERE L R o O S T

ivate scheme,
gossr rrty¥at the insurer will choose_purchase ate Insurers write d)o rcresptr %anks ap{or

nd afsumptron over payout. If the FDIC fre- tSaercent of their depositors’ losses, whilé the
quently uses Burchase and assumption trans- lic_Insyrer wrrtes matchi mg polrc to ﬁ
actron then l"B de osrtors are a(f even or 100 min Percent 0 |0SSEs.

g rrs This wi reflected In Jower ePOEH overnmenta rnsu er sets It Eremrum equal to
1S n” r]r e osrtdrs bell (fve that § ﬁ rr)remrum char ed g rivate Insurer,
FDI aways use urchase and assumption ing a position analogous to enoncompet
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itive, bidder in a Treasury bill auction. This

sharrnrr]r of all losses on, a pro rata bais helos en-

sure t a” 'orrvate insurer is takrnP Into ac-

count all the losses to which the public insurer
will be exposed.

There 1s an important difference between
oo Apet B e O
Usu volving hi Ul r
rncr%agednpsusre nce. SuTbhorsemlétter ggbe E%t?gs n%r

Ivate Insu r
E[ Increase %e osss% the sto%ﬁmders agrd
ndholders before the government insurer
%] s 10 pag ot mon?y Under these schemes,

arket disci

ine only serves to limit losses_ of
H ate Lrb vate partr%rp%ntﬁ are in-
i te}rent etween o tcomes In which the value

elr %ecurrtres IS [ust exhausted and out-
comes where, In addition, the governmental
rnsu er syffers sr%nrfrcant losses.~ Under the

c grrvate me prrva%e insurers care
bout Il possible Tosses. " Fach percentage In-
Crease rr] Iosses for the public Insurer genera es
an, eriua ercentage increase In losses for t g
rivate Insurer. ecause grrvate rnsr.irers an
gvernment Insurers face an identica attern
T nisks, the forrvate rnsurancfe roremru s will
ancscur%art(e:ley reflect the value of the government
Insu

The different properties of these contracts
Bre rIIustﬁated r gfes 2,3 and 4 for a
ank with A dollars of assets, and E dollars of
equity capital. All deposits, F, are assumed to
be insured—for which_the ‘insurer charges an
arbitrary ﬁremrum n. The foIIowrn% discussion
assumes { at set be the ¢ rre?t rate.

%rre 1sows the wealth position of sh ar
ters and the chan estrn the FDICswteat
Ition, assumin other form of capital Is

R f B The soliq %Iack line shows t(he reﬁatron

btween bank losses and shareholder
wealth Every dollar lost reduces equity by one
dollar until [osses reach E. At this point the
bank is bankrupt and shareholders are indif-
ferent to additional losses.

The solid red line in Figure 1 shows the
relatronshrp between bank “losses and the
change 1y FDIC wealth. The FDIC does not
beqin sufferrh% Iosses until the 5 a]reholders are
wiped out. _Thereafter, every dollar lost comes
out of the FDICs ocket nitial FDIC |0sSes
are covere z premium pF._ However
when bank losses rise above E +pF, the FDIC
Is forced to draw on other funds.
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Provisions of the public-private
coinsurance scheme

L The government insurer decide
whdch classes gof deposits wrfl be nsure
and which will not,

2 Prrva‘e insurers cover X Percent
of dep tor 0S58S whrIF public nfurers

ver %it' ercent o dePosrtor 0SS8S
fo thgtc

C Insurer sets its premium equal

arged by the prrvgte rnsurerq
3. Private rFsurers fuIIP/ collﬁterﬂlrze
terrﬂaxrmum 05§, exposure with short-

term Treasury securities.

4. The private insurer can alter ifs
Premrumf at any time, hen a Prrvate
nsurer Ners Its premium, the government
Insurer follows.

rivate. insurapce COﬂ-
o EoApl
a New Insurer, It IS de Iare Insolvent an
its insurers take COHUO?

6. After the insurers take control, the
bank 1 sgﬁ tefrjh open auctcion to tn
highest biader.

1. The Prrvate insurer must petmrt
other investors to take short posrtrq
ir arnst rts Insurance contracts. All possible

ses that can occur in such fransactions
must also be fully collateralized.

Shareholders Iose control of the firm when

osses e%a or exceed. equity. But, they are
rn r eret beéween srtuatros in whrc thg
bank fails and the FDIC gas nothing, a
srt#atrons Where the bank fails and the FDIC

ers sr%nr ficant | osst chause FDIC Lemr
ums do ot accurate reflect Its true risk ex-
Pnosure mar et rscrprne will only encoyrage
anagers to take advantage of thé mispricing,

While"shareholder wealth Is maximized, FDI
losses erI not be minimized.

%I dation, holders of s hordinated,
bonds onI ecerve eyment after aI depositors’
claims h e een ome observers have
ar ued t at subordinated bonds would reduce
th risk position ofthe FDIC. Figure 2 illus-
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Figure 1 Iosses exceed After the ?hareholdelrs are

FDIC loss exposure with equity capital only Ond 0 erS SU er 0SSes Untl bal’tk
share holder wealth, OS ES aHb | (1 + r?B . A WIS pOIﬂt
FDIC change in wealth Jte FDIC |ns o suffer Iossgs e intro-
ctron of S bor Inated  honds reduces the
smaxrm m exposure rom —A+E+

pF to —A+ (J r};

Of course baggr% tehnasta tak r%at r] arresk
|
Wndhoj ersb offerrn ahr her coupon. T IS
Polioksly, max : , e Gt ‘hrt%rat
oncerned b nghollders are bein substrt]uted
n e“rs“htt’hete”esaths“tttem.Hv%st%ercotn .
sate bondh daers In orgder to continue taErn
advantage of the .mis rrcr ﬂ ?J federal dg
msuranc An shnce ers are in er
Ent Ao ossesw ich more t n bankrupt
&ateg ohoft Provrdeternsurer it the
r| ht kind of information for Setting its own
eposrt premiums.
The additjon of a L|or|v te pro I arnsur
ance contract IS more useful than additional
trates the risk profiles of shareholders, bond ﬂu't capital or sunordinated debt. Figure 3
holders, and the Povernment deposit_insurer

hst tute a rrvate rorta msurance contract
after the introduction of subordinated bonds wrth value %ua(! premium 1 for
\tlrvmll factelvaklule of% andﬂr]ntereﬁt ratfelr thtﬁe crr)gvgpttrgrhal ossr(t)sf go%re aue X Irsrv he
roken black line shows the risk profile of the
bondholders. Bondholder wea?thprs flat unless PﬂS rers % HOUGd black. |In¥ l S ﬂt
eat értlonote riyate msvrers hile the
otted Ing epres the wealth gosrtron of
Figure 2 eF lC assumrnP at it continues to ch)a
FDIC loss exposure with subordinated debt ? a[ Itrar rem um i INSUTENS e
share nolder weatth, errr@ oses once sare erg are c] %
FDIC change in wealth out om arrh the two Jnes |f fhou
g parent that for every additiona orne
the FD#C ere. IS a corres onatq
tional loss for th]e rivate insure |s ma es
te position of t

Ivate insurer less risky than

nr])olsrtr n of the [)ond?t q ehr In the relvrous
exa ut |tas? ensures | Rrrvae Insur-
ers wr étrrce exactly those risks that are faced

by the government’insurer. In this Situation
Piasreléet iscipline will work to minimize FDIC

However, as shown in Figure 4, if the

FDIC contrnues to c r e the arbitrar

mium bstitutio r0 rata Ins ranc

Bonta tﬁ otted re Irne {o the su orwnate
N d line) actua yrn reases

%r DIC 089 assocrate with any

ank_ losses. . This results not from nasence
or misdirection of maH<et drscrp?rne% private
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Figure 3
FDIC loss exposure with Figure 4
public-private insurance FDIC loss exposures compared

share holder wealth, share holder wealth,
FDIC change in wealth FDIC change in wealth

insurers, but from the fgllurﬁ of the FDIC to collateral would vary with the_size of the bank
rotect its own posm_?n y&ar Ing an aPpro- being insured and the proportion of losses that
riate premium. While market par Cépan dﬁ are the private nsurer |sguarantee|n%. If a private
rgm to limit FDIC lossgs, the FDICIs bOIng Insurer were picking tip 10 0nerc,e,tof,de_posnor

thi 9 However, since the market now bear losses for @ bank with’ $100 million in insured
tne sarme type of risk as.the FDIC, the market-  deposits, the private insurer would post $10
generaled premiym | W|||l now be an appropri-— million dollars in collateral. Thus, from the
eonlef or FeDIC 0 tlcy'h th t private nsurer’s viewpoint, the public-private
me e orar o ClATg iy TOREC Scheme is in fact a 100 percent réserve system.
ealth o id B <holr by the tedbroka Tina. BuL from society’s point of view it requires

ealth would be sh

Comparin thﬁ roken T andbihe Sohd ed fewer Treasury Securites to implement. " The

rivate Insurer would have_two sources of in-

%'C eginweis e Jnal, e private-pubic, ipsurance gor(?eth e Infrest on. e Treesury secuites
and the premiums op its insurance policies. .

ot fne esﬁ and e worst outcomes, e Thg osting of collateral pIay% three im-

FO”SLVe tgnﬂg r\{\{oggrﬁg}’ouﬁoﬂeevelﬁr eercallsjsevv tﬁg Eortant roPes In"the structure of the scheme,

s
market sets premiurs the b?]sels of expected Irst, together with the pro rata loss Sha“n% it
er

g uarantees that the private Insurer cannot go
'rﬂisu’mV,Vh?t” tee F[e)dll((:!oChegrgSEdt ;t)rlvate i %ankrupt._ Hence ms%red depositors will nevger
U

e C- ;
e less t anpun(Jer have an incentive to run. Second, because It

rivate scheme would always . econa,
scﬁeme wm] af?at prem%m, is fully collateralized, the private insurer will

be exposed to the same losses as the govern-

Full collateralization of policies ment Insurer, Finally, the inability of the pri-

. N o vate insurer to bankru%t Itself means that It has
The third proyision of the public-private little incentive to gamble on the recovery of a
schfme {e uires ?I private msBrers t% ost client. Because the Insurer can never escape its
collateral In the torm of short-term Treasury losses and_ always has sufficient funds to meet
securities capable of complete% covering  the Its obllgatlons, it will never engage In end-ot-
private insurer’s exposure.  The amount of  game play.
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The mix of public and prlvate capital

So far, IrttIe ha heen said abo%r f the fac-
tﬁ termr the (ﬂ)o ortion of Insurance
that s oud rov the private sector.
Assumrng that e elasticity o scRstrtutron -
fween TTeasury Securities and other securities
IS not rnfrnrﬁ increased demand for Treasur %
se urrtres wi rarse their price. Increases |n
leave tbe re| trfe ran rn s of Brem
unc an%ed twr fectter absolute value.

f e public, sector | rrect determines
the level of remrums choosing X while the
prrvate sector Bre ative premiums.
g mrxo public and private rnsurange

will be determined In art b ﬁe maqnity
teex ernalities assocr it theP vision
osrt insurance. ese externalities are
assoc ated w dt the éaevenéron 0f runs, asset
recyc Ing, and reduy for the public to
cinrtor an Indiviqua anks be avror I
E fymﬁkers feel that tpese extem%htres are
gfovernment should provide only a

smaI Part the rnsurance In thrs Case, aver-
% em s will J)ro ecosetotg
rrent eve Thes e gremrums Wou
cause funds to flow f rom eposjtory mstrtutron
to other financjal market artrcrﬁ)ants If the
overnment eels that the ternahrtres are ver

md% tthvevolnstt(']r%\r/]erenmenbte belost&sttoe c&g\@e et
Peve er?fectf]eu 8 % é s

# Hment S desrre 0]
encourage t usg Instr osits and the
rISc(reised losses due to reduce rncentrves for

Hg choice of X will also be governed
P Sr factors In particular, rncrea esin X Wi

to deeper mar etswrhwh In tur I

to more accurate pricin n the other
there are_ very clear limits to the aw re ate
amount of pr |yate Insurance Pefausea |vat§
Ins rane olicies, must be fully collateralize
with riskless securities.

Price changes and policy cancellation
Because the insurance could not be can

ceIIed it 15 likel g that the [prrce woud e
Euote In_terms Of the expected v He of the

olicy. Changes in bank r1sK wou(l lead 10
hanges in expected policy cost, an hence 0
Incre s s or (ecreases in the an}]ount of mo}ney

the private Insurer. It the Insurer feels

owe
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that éhe expectfét va]ue of the contract has de-
clrtne he Wout re u%:eth ef udmphsum efeth
retyrning a portion of the funds held £
golrc gere ance?led b){ the bank It woul’%t re-
elve’ all_ moneys curren h/ Rosrt with the
Prrvat rnsurer Under the fourt provrsron of
he scheme, the private Insurer would be per-
mitted to alter its fee at any time. This reduces
the chances that the hank will alter its behavior
once the terms of the Insurance contract are set.

The fifth provision makes rt |mpossrble for
frprrvate rnsurer 0 es% ﬁrrty y cangel-

ﬁacontract un esst ban mahages to find
a New rnsurer Failure to find a new insurer
woud e caﬁrse for Its %evrous insurers o take
control of the bank. This provision is Impor-
tant for two reasons.

First, it ma es it rmBossrbIe for an insurer
to_run from a bank. the lrarrvate Insurer
will Tace the same risks faced 9overn
ment rnsurer This 1dentity of interest is the

ﬁor aiff (erence between “the gublrc rrvat)
scheme and a system based on penalizing su
ordinated bhondholders.

Seconq, by rvr the rivate insurers the
power to close t when they want, |t
would be 0ssibl to rm lement a pdlicy which
comes (ioe to the Horvitz-Bierwa Iﬁau {n%n
Bro osal that the insurer ta e con t

anks as soon as the mar ket value 0 (as?et% IS
less than the r1present value oi romrse

the size of the pr Eiums mandgerfqbry ttrr% H(r:re

vate rnsurer
Ircg I5 also more easi dv J)Ie
mented rn a co trtrve market, Un err
latory directed mar ket accountrng there wou
Iwa S tfe oplnortunrthes for Irtlg tion.  Unaer
ub Ic-private_scheme, fajllre to get new
rrv erns rance from a new Insurer would be
r?rrma acie evidence that the current private
Insurer’s evaluation was correct.

Disposal of insolvent banks

The sixth provision s that aII insolvent
banks esod at oeen auction. This provisjon
IS Imp ortant for several reasons. First, it mini-
Hrrzeste 05585 to the | rnsurers FDIC data i rn

cate that the costs of a purchase and
assumption decre se 85 the number of brddetrs
Increases. I/ est way to_ maximize

number of bidders Is to permrt all solvent fi-
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fion. ~ This approac S avol rently_being guoted \/\P ?msurer
mconvemences assouate Wlth Igm ation. 8rlveﬁ Instrer § ind itself be
Cred!)t rela}onsh s are not destroyi? and the having. much_ like a centra ?rat tr?/m 010

gossl J|Ity that tre commprfuty IS "deprived of mainfain a misvalued exc ?P

nin gpen ent supplier of financial Services IS vate insurer sets an artificia %e erh
In retyrn for secret c?m ensation, other mar et
Bartlm ant? would

reduce
ind 1t profitable to pur-
hase_{he claims. .

The lorlvate insurer, forced to Fgcegt the

g may seem that the precedin rovmons unprofitable contlnPent claims, wo
are sufficient to ensure% accurat rICInﬂ ra|e more Caph rovide the nee%
eposit Insurance.  Un or}unatel 5.1t ? a] (fra th|s beca e m [e Ifficylt

stan s, there can he 5| nificant ncentives or wou OrCf to. rais rtﬂzmlums

rivate Insurer an e Specu ators would begin cashing In their con
}rauﬁ ? He ban?< comd secretlo B%ge |ts trgct]s as the .price ros% FIS sgrto ehavior
Insurer to |ovyer the pre a n¥ns to would ma EI Im OSSg le for the prA ?te Insurer
OVﬁmm nt Insurer wonldu alsg g (iﬁn% T e fq retain t Fro Its from his fraudulent activ-
an aﬁtﬁ rivate Insurer would hoth ?8 Itles. HencE twou ave no incentive to en-
etter 0 overnment insurer woul gage in, such activities.
¢ Wore T el centives fo engage in this There_are tho other SéJHtlons o thls
sort of behavior Increase as the proportion of roblem. ~One solutiop woul ﬁ
insurance provide the ector, rnmental msurer retamln? Bhe rl%t t0 sta
ecreases here ar?t refp SSI\ére reasons why Igner “Cﬁ on Itg share, of t |lnS ran?

Ight remain relative % small.  First, SB tis case, the mar % PrIC(? would rp
%lent T ecurltles T not be availa vide a fOOF]BAﬂO solution upu

Pmlt
econd, In tre beginning, Insurers m re- the governmental insurer to penaljze !g{nva
uctant’ to commlt \argreg?uantltles ofa ¥un s fo INSu rs% ullt ?fraud However, thef st soF

U

nancial mstltutlons t% pa t|0|%aie in the athc could ?fj Tedeemed at % arR/etlme for the fee cur-

Fraud prevention

an untried product éj remium de- ution presu es th at the overnment Insurer
man ed for coverage would be ab ve the social fhn e ﬁgnlzet g problem wh|e|é IS cc rr|n

%t %ec% ?ﬂuwes a standar g
Tﬂls fraud Lﬂroblem |? the same sort of IC might be difficult to sustain in a court
gro lem that would arise it homeowners were of law.

ked Ito value their own homes for th puhposes

rea estate assessment.  Inevita ry ome- The operation of the
owners would attempt to [edlif Ehel tax pay- public-private scheme

?nts by re ortlnﬁ artificially low property
values. However, there saw?y to induce these . The proposed scheme has severe%l inter-
homeowners to properly. valte their houses. estin pro[r)ertles First, It operates_as it it were

The asses?]or could "reqUire them to sell tg a 100 percent reserve system,  There is np
ouse t0 the assessor att %ce regorted y questlo of the private inSurer falllngo Thus, If
the homeowner.  This WOU| orce owners 10 all short term egosns are covgredI y this in-
upte s?methln% Ft) roxmiatmg a true market surance the threat of runs should “be com-
alue, e|m| all g r% pete\éelmmate

A similar app { gn e used to elimi- ecause runs are eliminated, marke% dis-
nate the. potential for fraudulent mlse\;mm of ugllne must exert 1ts influ ?nce In one of tw
deposit i sura”ce Private insurers wy. First, the prospect of a premium. sched-
required to a contracts romlilng tq pay te He which s sensitive fo chap es In risk will
nolaer one dollar for eve dolfar pald out to ISsuade managers or shareholaers from télkmg
the bank’s Insured ? % These contm rlssthqht the mar etlb Leveﬁ unwarran%
gent contracts wou ayv While runs would

e to_pe fully eemmatedtlstg
?Ilﬁterallzed with r1s Iess securli aes The rlc of market dhsmPIme could still lead to deP
of tis contingent contract would be ide t|ca outflows. The Increase In insurance premjums
to the bank’s insurance fee. These contracts brought on by changes in the markets opinion
54 Economic Perspectives

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



about a bank would affect the bank much Irke system of rrsk related premiums, 84 Percent of
a tax. Unless the su%ply of funds (yverelgrerfec banks wo Id |-Pa premjums below those cur-
ﬁ]astr [sme of the urden ?rne rently OWever, therrestrmates are likely
shareholder |n the fgrm o ower ts an to overstate g mium evesrP Prrvate ublic
?ome WOF assed on to depos ors In the scheme. First, six.and a half basis points were
O\ger rates,  This decling In epOSIt added to all Bremrum estimates to raise reven-
precipitate a |m|ted tflow of ues to their current level, of this onIY four hasis
f But, unlike a run, not all eposrtors gornts represent actual —examination  cosfs.
¥“é haye an |n entive to withdra terr econd, their estimates are based on losses In-
unas (J Srnce all deposits a[)e Insured, th curred when insolvency 15 determined_ using

orm of
rate woul

df?WaSW uld only be made customers accounting cﬂata not market data. Privatd
\elgnlrle i eerg Igt%fnesl nfa ean 80fe| nt aarpdrtr gnlt]o |ns|urers Wolud se tsomelth(rjng cll?serT t}o markledt
mstrl?rng ma ft SCEP'AHG those premium \t/eangetrlane .amtt%?eaenir"%? geameanla an r\ev tlrjce
changes could also be u asatrrgger for more the total fih
mente requlat ry. Serutiny. env(\)re% o0 Kwast trrasvuerere ncted t\ng%
%et (? scrpfrne also. be exertﬁd se Ves 0 usrn Evilance sheet ata Private

throu a market norce versron of 1 h bank devel
Hovitz ? ‘0 to elimt Lnsurers mi n]ourage ar}]s to ei/eoép
nate s arenoY\éeg confro oft% SR elter reporting schemes In exchange for lower
the bank becomes insolvent.  However, the p
market enforced version has one advantage. ications f |

arret valu determbnatron by reﬂulat s Implications for proposals to
WOUd IneVIta | ect tO |tgat|0 Un increase use of subordinated
der the g}rclgl(rlcténvate cheme, Insurers would debentures

ot efuat, o e?OEJeBtQ'\’f[ﬁepﬁéthes a(i{ The scheme developed in the rRrevrous

asseﬁ ;

available in ormatron thev used this Infor- sections also sheds some light on the impact. of
atrg in a capricious manrer, banks would e FDIC'S recent proposg o have baks n;
“cr“ search out other instrers.  Insurers crease their_ca |taI by 1ssuin subordrnae

that develoned 2 reputatr ?or Closing Dariks ent res @ H E{ae curent FDIC pro-

ank e encouraged. fo issue
t?eoernwtco %%Opeasosﬁaob e?{;%dmgﬁgﬁ'tgrg stomers E [S)ordrnateé (yv %entures wrth maturities, o? 1

to 3 years.. . The relativel rities, of
that a ban xr%encgort)fh%%rgpt%trvrv%nr}alsa (S“U?aﬂé these fecuntres would make |t %osswe ) |m
Insurance being overpriced, elieves ose losses without. fear ?f arfin
pat i e |gmst are t\g % ?{[;'S‘et LS e and rtehgeu?gfubratslressv% et %%rcg ron&d
oteer?néﬁté% out more-Tavorable ferms from to take Into"account market va?uatrons oPt elr

This system of insurance pricing will also risk:
benefit the mver men msureE Bécause the AS I%HOW stands, the FDIC propg. sal will

remiums reflect the mar et’s assessment increase the FD|CSCUS lon. But, as CUSSE
8fnsk the incentive for bank managers to en- above _under g tiered E]YOUT structure, the
age In unwaryanted risk-taking ﬁgb reay rrss rrce r)rthe bond market will gl ferfrom
8 mrsheﬂ [ns In térrn wrﬁ revéuce%g Isk. Thus market drscrﬁrne will
amount of cross sub5| 1Zation Within not be Comp lete. Moreover, t ere IS the anger
d the amount of wea th trans that, in the absence of risk-Dased insurance
? flr taxpayers to hank depositors and premiums, banks may actually take more risks
share ol ? exposing the FDIC to, even greater. losses.2
Whi H statements con(ee[)nrn ne Finally,”such. a scheme is only Usefyl if re?ula
structirre of t premrums Wou éureg tors are willing to close Inso vent mstrtut ons
specu atp/e eétrmates b% Robert Av dery, eral However, \grth several ch an)ges teﬁ
anwe% and Myron Kwast nrovr ean u posal coul cIoser approximate the pu |c
bound for the premium estimates.BUnder err prrvate scheme outlined in the precedrng pages.
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Two rmportant changes would be needed
Frrst the P ¥r?Ut structyrd would have to be
can% rom a tiered structure, n_ which
ebenture holders are Jlundor to the FDIC, to
the pro raa structure Taid qut in this paper
This woulq insyre that market drscrﬁlrne will
enforce actions that are beneficial to t
Second, the FDIC would need 1{0 charge some
sort of risk-rated premium. I the premjum
were based on the secondary market yield on
the subordrnated debentures; We Sa/ ﬁem would
come close 1o agproxrmatrng t E blic-private
scheme outIrne In the previous, section. Fail-
ure tpcargea remru would reategcon-
finua go war between banks and the
FDIC. B nks.
gmrz c%prta In_an aétempt fo Qet the
enefits oft e mrsprrced pg It Insurance.
Troubled banks would find _themsel Vfé
unabIe to raise new debentures.  This wou
orce a hank to shrink In order to ntrnue

meeting Its capital re urremeln nder th rs
modl eg ?/ste closure would be under the
control_of the requlator. 1T this were to result

In_deviations from the market value ¢ 85%6
rule, losses and hence premjums wou
higher. Private debenture holder g would ?
be at 9reater risk since_ the wouI not be a

to extract higher premiums for changes In risk
t te mﬁpgérrred after the issuancé of the

Conclusions

Frnanc%al markets provide a ower{ul
mechanism for developing a consens S evalu-
?tron of a frr S riskjness. IS. currently

rguated posrt Insur nce ermrnates te
B r epos tors to make such asjsessn]ents

t substitu es no other Sﬁurce of discipline

pece rn’g pa? ave outrne

cornsu ance scheme 1o reme}p this roblem
It permits prices to be set in the ée SeC or
W ||e most of the rnsuran IS pr vr

nancraI market’s advantage in rnformatron
processrng with the government’s superior ac-
ess to capital, hoth rouqh the printing press
and through contingent ¢laims on tax épayers
[n such a” scheme moral hazard rs reduced
private insurers are unable to go ban rupt and
Insured deBosrtors have no rncentrve 0 run.
Though mUch of the discussion”presumes that

Ic sector, Such a Scneme' .com mes a I-
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Would Invent new wags to ec url-

prrvate sector exposure takes the form. ot an
n?urance cont[]ac It |ﬁar ed that similar re
sults can be achieved thro g the rss(u nce of a
prrtrcular f e ,0f subor@inated debenture.
us, th 6pro nosal to Increase the Is-
suane su rdrn ed denentures represents a
gossr irst 5tep n adoptrng a public-private
roach to deposit insuranc
Some observers have . argu g that there
would be no market or eithér the Insurance
contract or the debentures. However, nefthe
% Insurance con\ract nor the modifie
e Enture 1S 1N erentg more rrs@t an current
ank equity, conventional debt, or, prior to the
creation of the FDIC, uninsured deposits.1

1See Federal Depogjt Insur eCor oration, De-
posr Insurance in nlg rronme p ash|n
D.C.. Federal Depdsit’ Insurance Co ?
9 Federal Home oan Bank Board or
Washington, . C.: eerfa Ho Loan
Board, 1983): l}lﬁtrona Credrt Union
A mrnrstratron ISSUance
Sﬂas ington, D.C.: Natronal Credrt Unhon Ad-
rnrstra lon, 1983), For a summary of the three
reports on deposrt msurance see Larry W Il, “De-
0sit Insura ce Ref oHn The Insurrn Agencies’
roposals, Econom eVIEW. Federal Reser Bank
ofAtIanta 69 (January, 1984) p R
Future of Deposit Insurance Ana srs fthe

Insurrng Ag ncigs Proposals,”
Federa Sg%es rve Bank of'Atlanta, 69 (March 1984j

pp. 2

2For a brief but informative discussion of the in-
centive problems created by flat_fee dep osrt insur-
ance see anner%/ De(posrt nsurance
Creates a Need for Bank Régulation,” Business Re

era Reserve Bank of Phrladelphra
January February 1982) pp. 17-21.

3 See Paul M Horvitz, “A econ rd %on oémae
gtr%%an of Bank Examrnatron ourna t
klnﬁ (November 198062 i 545
Brerwa? Geor e G. Kaufman, “A Pro osaI for

;it;]era DeBr Ooeednsurap ths S§ansk ePlrJ?e

Ition égh cago; Federal Reserve Banks
of Chicago, 1983), pp. 223-242. This proposal is
also made 'in Gorge G. Kauffnan “Implications
of Large Bank Problems and"_Insolvencies for the
Ean%'ﬁggu stem and Economic Policy,” 15sUes In

m—\

1on 8 (Winter 1985).

4 Re ular faturep such as “Top Savings Deposit

|ds.” in Barron’s suggest that small investors are
extremely interested rn earning supernominal re-
turns on "riskless deposits.
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5 The banking industry’s increasing share of total rinceton:  Princeton University Press, 1963), pp.
credit to non nancrjal cyorporatrons%nay reflect this %E%C y b

phenomenon. «
e Albe rt, “The ‘Chicago .PI
6.5ee Ben S, ke, “N ffects of th "
Frsneaencreeﬂ CrarsemarH %he or%mgnaetaryolfftcsoreae \Qe t!% %ew Oe% g{bdl
De ressron rlcan eview 73 (June E} 4<
983), pp. 257- ygsr Der 3 Al
78ee Eugenre Duddrn Short and Gerald P. i’gltl %&Ehen rleﬁ ns’aafé
'Drisc ol|:2 Dere troﬁ and Deposit Insuran(if (1 é}” Ni Wa
eptemberevl983 ppera Reserve' Bank of Dallas erly eliew, 1 (Summer 19 pp
8 This. problem could be Iessened by. \ntroducmp édiail:l%r &(n‘netg#'e%d %[[jesé % Ban &0339 ?1 fl%r
competing government nsurers. 1t will create a erzl
ternatrve solirces ofsu%)ly however it will not solve f %Qes g %anL 0f Chicago, 5
the mispricing v%o since none of the qoyern }ﬁspnl E% eﬂ
e pur osrt Insyr eade osrt
5 slgoudtbe f ﬂjere q]rt e IS i

ent Insurers ave an Incentive to minimize

9 For a djscussion of the |m ro rrat aturl ime e
Eﬁg'”e% fgfwat §r09t3 \/\%er%gwona the imster oaccurateyvall%e t% DAk qpo oIro
3 (r)j ions (Wash |ngton ngress of en the ossrble exrstenc offuIIbckrn

]
the Unrted Ftates 1983),"pp. 2 43 e\nr? nifer @g oven It IS not ear wha the I@e
Zamora Al n V. K neese P Err Err son, Wealt S, ence e focus on changes In weal

Pricing Urban Water: eor ractrce in .

ree Southwestern Cities,” R ern No. 199 fristo er am Pe Wler
{ ?nngton D Resources for he Future, g'dg%ﬁ%ﬁloﬁ 0 %eq% W qu
gdera

ure ot |cag0
0 See EveI n Ca roII and Arthur. Rolnick, . “After %}4
Pen SO the Insurance Diemma in MO &]eserve d icagg, )

Ped L overnnae surer wo heH] n Ve t0 U
on hrcago Fe aI Reserve Ban of Chic g EI ar &)rﬂﬂose
sr —Private Sector

OP Protectron |s l:\/\{ab Alt rnatrv fo as |n Halé/ OSI
or L0 an

Fe ea De osIt Jnsurance” an Cat ering En- ran thc min In
%r Introducrng I5rrvat$ Depo |t f_ue eral Reserve an 0 C Icagd Iblé J

osa
surance,’ comr
BIEYE O § rﬁcru ConpetrronCcao B lbia.
?ﬂgveral Bésoree Bak 01 C%nlcago 1985). : @ﬁe alrtlylversron ofthrs oposal Chaﬁeer

_TU.I:

ive antebellum insurance schemes were success-
?ﬂf termrnated 28k With & ashi Fe eraI On'gt nsurance

the
il e B Lo
orasumma see “Insurance 01 B ﬁéeons eu If)hﬁd#%)ann oA tho prrrfS t0
KH‘ﬁtOI-Jé&e m\yalDlg p&osrt%njsrgi%enc @5 Ofn |9 (i
Washington, DC Fe Depo Insurance
?Zorpora |on p n JOi ectso nste(r)(r%]s @P%a tro
une

|ta Ui
M O i WP,
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Bank and thrift performance since DIDMGA

Diana Fortier and Dave Phillis

Qe fmancra| servrc%s mdufs 3/ has banks, thrifts,.and nondepository frnancral nh
chang dramathca over the past r%,rﬂr stitutions. T rs savings Instrument aon% t
he Consumer, the r gu atorX agen les, a 8 the NOW pT OW accounts, although
inancl servrcsm stry have” Influenced an not si nrfreantly altering the growth rate of
een IP ﬁesfetc anﬁes However, It fotgl eosrt alter fe?)ote Co osrt of the

nce

nclear how m his chan sattrrbut- Ility or Iroo ba san trrftsr
a%Fe to t[ren ﬁws and iro rguc ]L% P epost egrsatron period. ?See Tabl elanrq
ecopomrc an tec nolog cal ctor -

Figures 1and 2.
Iza ?no FHLBB policies on vaJr sarr
adjusta Hmrtaemstruments ecli ern Banks
rn#erest an %on rates, techno ga
ve opments and t eraII Im ro& con- The dgposrt -asset ratio for barLs on

¥e ma){he ave COHt ute a for a [[jt the largest b ?

current status ang uture fospecs
Pt Fare services. Ind Sy L o ||efr?) rol)s()%att%yt%e S or e o0

e changes initiate acts have §
affecterp the soufc a0 cost o fungshthe asset kOOkanﬁsattrahn%agrpre)?r %]edeg?glgrilgzjllllt%eg #aeﬁ/e
gowerﬁo ptab 5,?0{ nﬁrs A teﬁr(r; teﬁ?ﬁ%"‘gtr_ ?aé)ua BeagmE s srim icant i 2 Souce of
rcFe Baines the Bog imp ﬁcl on tﬁ?se actors s, JTOuever, one or ﬁonento transaction
ﬁr commercial banks a&rd tB

fifts kin at deposits, 0 er checkable gleposits, has become

ormance his in reasr ﬁoy mp Tt (e Table 1 1) The

1875 1 7% 8 ost- < \) fe is|afi ron Introduction of the automatrc transfer avrns
gerrods re tRese Institutions Pe

ers Of accutm178an the negotianle or-
osers in the changing ga €0 dere uq Pon wiliraya accou% m 1980

S size an important” determinant’ o contrr[)uteé totrs tr nsrtron 1983
anization’ ity 10 ad ust anr? react to (e H nrfrcant shift is apparent with Supe
B nqin and moreycomrfetrtrve mancra] seI- chec QDUIO aeggfox"%amy one- quart%r ofother

Vices m ustry in the post-legislative perioa? o rcraﬁ ank funding from savmﬁs

accounts also decreased contm ousl?/ over t
East decade. due to below marke rates on
avm?s This trend corresrfonded with a con-
Inual Increase In banks’ re

o aver 6

Sources of funds

Desi eBned to promote com@etrtrve e ua}lﬁfr e it S

am ng ository” nstitutions, act%
ized depository_organizations throu qut arge time deposits as a soyrce Qf funds. This
nation {0 offe mte%est carng tansacton ac. % was Tt ersed by ihe Iﬂth uction of t

counts, and to expand their “deposit offerings A. erncreﬁ Ing reliance on sma? ang
anH ServIcin pﬁ%tles As short-term Intet- (frge tlme eposIts been In large measure
est rates con%nuea to rise in the [ate 19/0s and riven by the'c an?mg structure of interest rate
Regulation O (?r?e more and mor bmdmﬁ cerlrn% These shifts”in funding sourcesé t?]r

Ere sures mounte or.a consumer p? It In- rcu arly from 1979 to 1982) also reflect
trument at deposrtor rstrtu ronst t 0 retar funds away . from ban
mone mar ket % MFs and other savings mstruments bear
3 ma ket rate ret rn T gteosrs] m mg market rates of return.

r

1930, to | G%IS ateap ?e -0Ut O ﬁg
IS, procgss was accelerated Wlt the Intro- Diana Fortier and Dave Phillis are regulatory economists

at the Federal Reserve Bank of Chicago. They thank
a/m\%%]p\i?t eDmge]r% errnalr el e[f_%SIt account Herbert Baer, Douglas Evanoff, and Johr%J Di CIemyente for

their helpful comments, and Frederic Wells for his research
5 created 1 fing competrtrve equwlrty o sistanch. | |
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Table 1
Source of funds: percentage of total deposits by institution type

Banks
Transaction Nontransaction
Other
checkable deposits
Except
Demand Super Super Small Large Total
Year deposits NOow NOow Total Savings MMDA time time deposits
1975 33.9 04 NA 33.9 24 0 NA 21.5 20.6 623.5
1980 28.4 1.8 NA 30.2 20.1 NA 28.5 21.2 929.8
1982 211 6.5 NA 27.6 14 5 2 33.9 23.8 1107.5
1984 18.4 5.4 2.2 26.0 9.5 184 27.6 18.5 1342.2
Thrifts
1975 1 NA 1 53.6 NA 44 7 15 403.2
1980 8 NA 8 31.9 NA 61.6 5.7 683.9
1982 25 NA 25 25.1 2 64 2 8.0 752.3
1984 2.8 1.2 4.0 17.9 15.6 48.9 13.6 954.5

‘Demand deposits for thrifts are not available separately and are included in other checkable deposits.

Note: Percentages may not add to 100% due to rounding.
SOURCE: Federal Reserve Board H.6 Release, various years.

~The introduction of the MMDA at hanks
sqnlflcantly decreased the percenta%e of banks’
total deposits from small and large time depos-
Its, from 57.7 percent in 1982 f0 46.1 percent
in 1984, Initially, banks experienced substan-

Figure 1
Deposit components at commercial banks
(post-legislation period)

billion dollars

Federal Reserve Bank of Chicago

tial and rapid growth of MMDAS. They re-
ﬂ?lned direct acCess to the retail deposit market
1at had been lost to the MMMFs. Yet a sig-
nificant portion of the funds fI_owmgf into these
new accounts were simply shifted from small

Figure 2
Deposit components at thrifts
(post-legislation period)

billion dollars
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Table 2
Assets and liabilities of banks and thrifts
(in percent of total assets)

Banks Thrifts
1975 1980 1984 1975 1980 1984
Assets
Cash 10.5 9.5 8.3 17 16 2.0
Investments1 36.7 35.5 348 12.9 14.6 23.1
Loans 49 8 53.5 54.0 81.8 80.1 67.1
Residential mortgages 9.3 10.4 10.1 66.8 66.2 52.9
Commercial mortgages 6.6 82 8.1 12.8 10.5 9.6
Consumer loans 14.1 14.2 12.2 2.1 3.2 3.3
Commercialsoans 10.4 115 13.2 0.1 0.1 0.8
Other Ioansz 9.4 9.2 10.4 NA NA NA
Subsidiaries 00 00 00 0.2 0.3 0.6
Other 3.0 2.0 2.9 34 3.4 7.2
Total assets 100.0 100.0 100.0 100.0 100.0 100.0
Liabilities
Total deposits 87.7 87.9 87.4 87.5 85.9 87.7
transaction 33.4 27.7 23.9 0.1 0.5 NA
savings 20.2 15.6 19.1 40.0 19.8 NA
time 34.1 44.7 44.4 48.5 65.6 NA
Borrowed funds-3 0.8 1.7 19 3.3 5.0 5.6
Other liabilities 21 12 15 2.8 2.6 15
Total liabilities 90.6 90.8 90.8 93.6 93.5 94.8
Capital
Subordinated debt 0.2 0.2 0.1 0.0 0.0 0.0
equity4 8.5 9.0 9.2 6.4 6.5 51
Total capital 8.7 9.2 9.3 6.4 6.5 51

~Mortgage backed securities held by thrifts were: 1975 =3.0%1980=3.6% 1985=9.0%

~Other loans by thrifts are included in commercial loans.

“Federal Home Loan Bank advances used by thrifts were: 1975=4.5% 1980=3.2% 1984=3.7%

~Regulatory equity provided to thrifts was .2% in 1984.

SOURCE: Report of Condition and Semiannual Financial Reports as of December 31,1985, December 31, 1980, and June 30. 1984.
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ource and liability mana em;nt tool, artrc occurring with the introduction of various

for the restructuring’ and lengtherin o money market certifjcates.
HabrP(t ort?olros For exar?(pr thrrrt]?s téustgb Xfrﬁs most closely resembled banks in

rafe adv nce as eeo&ed match their abrIrty at Ieast In Phe frrstN}/ear to atfract

Wit a ustah rae 0ans gee lgure t) S at_thrift
eav onsu er transactron amountedt 16.6 percent of total deposits an
accounts attrrfts %rve tsrtnbaseo ort unrq at bagks to 663 Lcent in 1983 %ut In_the
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fransaction (rnterest earing accpunt af thrifts apé)ear to have gaineq a smaller groportron of
For panks, tt)te attractiven so NOW sover Ir eposits ﬁng W accounts
H rnterest earl gdeman p arts ed 0 a rath er than from ccounts rn%
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Reserves as a percentage of total deposits Member
(n=167

Pre-DIDMCA reserves (12/80) (%) 4.66
Effect (as of 6/84) from:
Change in reserve requirements (%) -2.67
Shifts in deposits (%) -.18
Post-DIDMCA reserves (6.84) (%) 1.81
Complete phase-in (%) 181
Reserve cost for average institutions ($mil)
Pre-DIDMCA (12/80) $4,963
DIDMCA requirements (12/80) $4,370
DIDMCA requirements (6/84) $1,732
Institution size ($mil)
Average total deposits (12/80) $515,540
Average total deposits (6/84) $587,335
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0. percent—for small member

banks. In comparrson I’GSETVG requrrements for
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Table 3
Impact of DIDMCA on reserve requirements of banks and thrifts

Large institutions

Banks

Nonmember Thrifts

(n=89) (n=27)

0.00 0.00

.86 .10

08 .05

.94 .15

1.32 .18

$0.0 $0.0

$0 061 $0,009
$0,224 $0,054

$156,230 $193,822
$199,797 $327,737

Member
(n=673)

4.08

-3.11
-.07

.90
.90

$.292
$.218
$.050

$36,123
$49,031

Iar%e member banks fell bPr Bercent This
Ificant disparity primarily res

Its from the

Small institutions
Banks
Nonmember Thrifts

(n=925) (n=36)

0.00 0.00

58 10

.09 08

76 18

88 23

$0.0 $0.0

$0,038 $0,002
$0,089 $0,014
35.429 $59,807
$48,065 $76,950

11ncludes reporting banks and thrifts in the 7th Federal District. Small instittuions are those with total deposits less $100 million and large institutions
are those with deposits equal to or greater than $100 million. Data do not take into account the Garn-St Germain reserve calculation exemption (cur-

rently $2.4 million).
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reduced number of steps in the reserve re-
gurrement sched ue fro frve to two) and the
ercent versu reent re-
Irement agﬁ 1e t eIowest eposit inter-
aI te 0 g fh was |r]ncre ed from
2.0 million to %
|

IS effect com-
med with debosrt sh Led to a reduction |n
arge. and small member bank reserves ey
P xrmately 4 bercent and 2 percent, réspec-
rveI The'institutions Iosrng the most from' the
B %rve revcdHrr ments were the Iarq
P ember banks, are now req UJ 0
o feserves  against therr sizeable” deposit

At the, end of the transgtron genod onIg/
bank size will significantly n uenc reserve r
quirement costs amon banks; large banks will
contnue 0 carr ater reserve burden than
sma s T er atrve reserve bur en Pnor
MCA was 14 percent rg % for large
v”teé”rea” Tl oo St‘éatron ) o
June 1%849that bpur nleO er%ent é
ermbar: of the Yar In drstrrbu on o
dedposrt liahi Atres—the a peBcen age o
sactjon  (eposits e IffebI)I/ anks ~ than

anfts—rsa es rve bur-
ens og mem er NkS an thritts. As a
resuto DIDMCA, tn I%arned IreCt Access

oNé/ment% mecnanis d(wne new
asset owers to become more ba Ut as

n strr fts” net trarﬁactron eposits remain

%\vey ow thel}/ contrnue to bear the

est i esttsreserve burden, particularly the smaII
It

Interest expense

Garn-St Germain’s mtroductron of the
non-interest ceilin MMDA and g
?Qount was. an Immediate move t J
timate oaI of t e elimination of all dep osr
rryrate ceilings g 1986. Current(}/ g

porate eman eloosrt sa rng eo It
As and NOWs less than $1
% 31 da time deposit accounts o Iess than
1,000 are su IJect 0 Interest. ratg cetlings.

To control costs associate wrt reserve
ed irements (i.e., ore]gone O’ncome banks and
thrifts have priced their deposit” instruments
relative to the Instrument sreserve require-
ments. For example, banks’ mterest ratson
Super NOWs have consrstenthfzbeen ower t %
MMDASs by approximately 12 percent of t
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rate Pard on MMDAS. This serves to compen
sate tor the reserve re Aremeﬂts and a%
ditional costs associated with the un ited
transaction nature of the Super NO
Ljabilit r?thStm?ft h) ?
ﬂhsatron pno ave left anks an thrirts
srgnrfrcant more funds In market-rate-
earrnd ocount As of December 1984 84
ercen the nontr nsactron component_of
M2 was In interest-cel]in re accounts. The
strtu lons penefit fro IS com osrtroH
through the increased ta |I|t assoclated
fhe Hntransac lon market rate accounts. That
Is, the availab rrt o com etdrve market rates
of return on pank rft nontransaction
accounts has decreased the Interest rate senﬁ
h of M2.1 Indeed, subseH tJo f
-term mterest sensitivit Ibite wrth
respect to |%s own rates and . the rates. of sunsti-

tute assets MMMFs in Iti Ini |at|or]1pe
nod e MMDA has” stabilize

trveY oW long-run nterest rate
sensitivity.2

Effect on total expenses

Recent studies on he |m licit a dex Ircrt
bOSt of savings deposits ownt ner
Inding  Interest rate Cel m&s Bosrtrly
§an|za ons ave ard Implrctt rat bturn

at mov rat S an
orﬂttebwﬂs both In p errods o|¥|rrsr g
rn Interest rates. Thﬁ Implicit cogr ent
nterest rates was hi esdt In perro S w
Re uatr \Was most In mg With tere
rndrnog Interest raté ceilings Inst-
tutrons wou t need to substrtuge implici J
Interest gments In the forms of increase
convenienc servrcfe and ot er means of non-
rice com Ttrtr 0 exp Icit Interest. B3 Thus,
e rmo a rn rnterest rate cetltn?
would not only ene t the consumer th
competitive market Pne Ids, but ma% not
Crease depository Ins tutrons tabilit
Bause the Increase in ex |cftf retco ma
artrallxser completey 0 set ower oper-

ati
The recent behavror of betnks1 and therts
substantrates thrs analysis ave in fact
contained sal ary (a her expenses since
1980.4 However, des |te the fact that sa ar}/
eﬁgenses re arnﬁ stable and market rates f
ratio of banks’ total oPeratrng exbenses {c
assets rose by 20.0 percent between 1980 an
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1984. Although thrrft?] deposit interest expense chin s ATM& shared ATM networks, and the
has been consrstentl |hrthant t)at hanks, numbe ™ transacﬁrons have all In-
By cont]ro mg mte[]est enses su stantr%y crease 2gnr rcanty In few years.
ett]ertanbnks tnts veben etter a roml to 1984" the numb rofAT S na-
mt Post legislafi |on erio tosow e growth tionwi egrewtthOS ercent t0 39,921. The
of total expenses, whi rose ercent Lrom aﬁe operated atrona} networks, 21
90to 1984, Thrs su estst att acts have ared fe glonal network rogrreta
had a more verser tota ra]trn gr two Ah g
ex enses of anks tan t s Nont ran es uness estabIr Wed r rente
10 ﬁeratm expenses of thri ts re on aver- ga ank, ATMs may evr we srm rove
e o grea er than banks at aI size Classes. anc sbstrtBtes ATMs ma?/ e operate
ee Tabl ree of federal ons to

ranchmg restng rovjde

Howe\r I, salary and g(ther eh<P ses reu/ consumers. conyenient_Yegiona or n tro Wi 8
faster at thrl strlan at banks.bT bi acCess to de osrés ATMS, particular g e
|t}/ {0 corc]t%m a 3/ ggnses maY ave een etvvors ovide m ree iclent and less cos 3/

fIHence thrift 0 develo ex erfise acc sst retal srt marke ? g

grovr ion of new products (e mer- |s noIo |ca amework or uture
cra ait the restr unn of ect m eamo gvorsang oint of
asset/Ira ort oIro to dlmrmsh the previ- saetermrnas whic wr urther uetrans
ous maturi e Increasin ot er cron costs. Merchants, es ecra

uper
eXDenses ot thrnlts %asrcay represent the In- Eet chains _and ol com es as Errtn
% ase use 3 FHLBB advances and other eposit rg instituts ns w enefr from the
orrowe ur]s reduced check, credit card, and a handling

Technolo \cal devel%gments and the sub- 00sts assoclated Wrt suc networ

strtutrn of explicit fotr [plrcrt mterest have

contriputed to a SI nITican decli Iﬂ(? In_branch New asset powers and use of funds

offices mt B t( %'3 Hgbeno The rate for thrifts

growt In t'branch offices n
the" pre-legislation ge[m Was seven Cttmes as Title 1V _of DIDMC % e‘portrons of
high as I the post flon perb Garn-St ?errﬂam also focused on the expansion
n mber of new. branc o ces esta1 lished of federal artered S&LS’ asset powers. hg
banks and thrifts across aI bra h% katus ex ansion o SUCh. powers was int anj 0al
catggone g(atewr e agdI limited. branchi g E return fo profrtabrlrtu of the thrift Industr

l]lnlt Ing state Idramatrcally In th expandin Portunr Ies to Increase the In-

post- grsatron erog— branch offrces terest raes sr Ity of their asset yields, ang
Wﬁﬂe lished Wa \}e bgre Ie rs tron peno thu hte uce tne mdturity mrsmatch assoCiate

eoni1 3,390 en ¢ d'm thg wiin their pre omrnantY ong-term asset port-
Bast ive ears. Even statewrge raﬂ 8an %Irosg nm rrlu fixed-r mortgage loans) and
nit-han n(g states, each of w |c the ort rm ab Irt ort |os
reat st wth In' number _of 51 Q Thrifts stil mantarn their traditional
ost grs atron erlod, experienced a substan- character even thou mortgage loans as a
ial drdp in thé number of branches o eneg Bercentage of totaI oans has' decreased from
rom 180 984, h%eﬁnte this decrease ent In 1975 to 934 gercent In. 1984,

er
growth rate of ra C customer con- Althou h thrrfts ortion Of assets In invest-
|ence a measure nX # atron er ranc ents as Increase ﬂs their loan-to-asset ratio
jce has not been # inis g at er as Tallen, much o Jemcrease In mvestments
atro[r)r per ranc Tor ankﬁab hrrfts re mort ﬁge bacti securities. B H)rovre
combined has decl me across all branching thrifts w quidit wrt out thelr signi
categones from 19/5 to 1 mantgdrversr n uto th emort a ema et
Yvev?r this ¢ ecIrne may not srmgly be alanc aﬁar{r Icate (t
the result of the eIrmHtatron of Inte rate ue terms, the g nontra |t|ona end
cel ms It ma aso retlect chan eshm hg at thrifts h een |mgNessrv gwever
technology, As the growth | rces ta ing into account the growth of total assets,

declined, the number of automated teller ma- thnftg have a relatively smaII percentage of as-
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Table 4
Composition of operating ratios for banks and thrifts

Operating income to total assets Operating expense to total assets

i t income to
Loans Investments Other Total' Salary interes t Other Total’ total assets

(%) (%) (%) <d$) <%) (%) <%) (W) (C19)
Banks

1975 61 32 8 6.84 24 49 26 5.89 .78
1980 62 31 7 9.87 20 57 23 8.41 1.09
1984 59 34 7 11.25 16 61 23 10.10 .90

Thrifts

1975 87 9 4 7.57 10 76 15 6.89 50

1980 81 17 2 9.43 8 78 14 9.28 A1

1984 74 23 3 11.21 8 7 15 10.73 31
|

‘Total refers to the ratio of operating income (e pense
SOURCE: Reports of Condition and Semiannua

)t tla ets in p r dollar of a:
Fin IRp s for per d ndin gD emb 31 1975, December 31, 1980 and June 30, 1984.

the maximum allowa rcentages or in commercial lending, 88.6 percent ‘of a

sets in nontraditional Ieﬂr]dmgeand are far beloni . n contrast with the limited particip tron
classesrﬁfnontra ition Lend th tr H 2 thrifts made consu er foans In 1984 and 170
e extent tow Ic dual thri ts er ent 0 tptel dtot onsumer oan mag eorgr

usrng their new asset powers vimes Wi e hrr fs were t] ten thri ts

6| es Inancial f cE)ors size and location (1. over, thrr sas a rou ve made srgnr rcant

the Influence 0 ﬁera hze asset oweJ r]roas In the cons ﬂ 0an mar ket artrc

statec artere trh has oc ur[] pri- In the submarket for mg ile hort e logns.

marr rnte outh ahd West) seem to have' an oves are refl Bed in creae g rket
sares or comm rcra anks. #e

ant rn uence on the. agqressiveness of
tm ft r ggi

nst ro%s In expan ing™Into nontradi- e.most dramaic. chan ern thri ﬁs agset
tional en

ortfol] ho in tﬁ Postate rsclat errdd asH
urve}/n dresults of %ﬂ IIIrnor and taween eir use 0 Bew sset po(nﬁers ut. rather
t

esame con-
assets—l3€f Janus 1985, ARMs, baIIoons and
[ mort%agees accounted foL n

isconsin indicate _that ew most e Increase erxr rIrtP/ I zre ?]n therr most
argest ones, are ng to take e]asso ate gromrnent asset org %e
rrss an are. able to surmount te start-u uthorization é) 2 ri rJnsta e mort-
fost enterlng the usrness o mercr aeq 0ans 0( rre Ifat s an
en m A Onny [p é tr S he standardization o N\
comm rcra a rndusr &# oans_as of as rncrease the av ra ity an mar et ac
1une 1984 30.6 V\Perc [o tot] Cé&l ceg ance (exr ortrgdg Instru-
oans at thesetrrfts ere neld % e top ten n artrculary agjustanle raté mortgages

i

centration asd.rre fot

ercent and {

Institutions. This co 0trasts
trona‘ thrgW

assets—re5|dentra other a d?
ort algeg 141 Rercent and commercial mort ercent of thrift m rt% orr Inations. T ese
percent ortgages also ma e p ercent o thrr ts
ecomrn% providers of bank-like ser- mortfage portfoll ro Imost al
VICES, t Ifts are more Irk %to enter the bpi (914 n reent as 0 Dec 198 4) offered ARMs
ness 0 ionsu er len g which unlike J roved econo [g agrd Increa
fom ercial lending, has vebarrrer? to entr mortq and and thrirs’ ability to OF
or thrifts, re rt Ismore famliar and less costl new g/

mort gsa] e rnstruments es ecra ty
o enter, In'fact, the smallest thrifts” (under drmrn d their need t? ra
100 million tted assetg which account for new un amr lar, and nontraditional len rng
R}ercento | thritts, win_the honors for owers to, alter their asset qurffolro With 2
?row consumer loans.  Their consumer ercent of thelr assets In variable rate mort
0an-to-asset ratio Increas er ent H ruments a%o[pposed to 14 percent |n tf
have substantially Increased their a

2
m175tti40[)ercent n184an H % a
ratio of all thrift size classes. (See ootnote 3 to reduce Interest rate risk exposure.
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Table 5
Percentage of consumer installment credit by institution typel
(1975-1984)

Total credit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984
AonJ?Sutgading $164.9 $185.5 $230.8 $275.6 $311.1 $314.9 $335.7 $355.8 $396.1 $460.5
Commercial banks a47.7 48.3 48.7 49.4 48.1 46.7 44.0 43.0 43.4 44.5
Thrifts NA NA 41 4.0 4.1 4.4 4.9 4.7 7.0 8.4
Credit unions 15.6 16.4 16.3 16.7 15.4 14.0 13.7 13.3 13.5 14.2
Other 32.7 311 30.9 29.9 32.4 34.9 37.4 38.0 36.1 329
Oth I des fi omp: s, retailers, auto dealers and gasoline companies fo th y ars 1977-1984. For 1975 nd 1976 other includes finance
mpanies and retailers (except 30-day charge credit). Amounts of credit outs t d at end o fp d d n billions of dollar:
SOURCE F deral Reserve Bulletins, Domestic Financial Statistics- Consume Instal Ilme tC edit, vq s
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Conference Proceedings, Federal Reserve Bank of

San Francisco, November 28-30, 1982,

st Rgat0n poiots

ories for

B “From ATM to POS Networkﬁ Br ncPin&; Eé\cg_
CEsS, a&d Pricing,” S. Fedgram, New qan
nomc _Review, Federal ReServe Bank of Boston,

ercentage chan
g;?neﬁr?seoriﬁg%ﬁ anéih ogs)tdr ase“gp ed fundSOtphr%r MaylJune 156
1 PIY- 17 For a summary of new S&L powers granted b
o for I foe, 0 cslpancy exers. State and federalylegislati_on, see! S&1 Use of New

Expenses Powers;:  “A Comparative Study of State- and
peTo19%0 ederal-Chartered ~Associations,” R, Goudreau,
Salary interest other Total C Review, Federal Reserve' Bank of Atlanta,
All Banks 14.6 66.3 26.3 42.8 OCtOber 1984 .
posats < 145 654 2a2 w21 B Percentage of thrift assets in investments by size
Assets $100- group and year.
$500 mil. 10.0 65.4 23.2 40.0 Assets Assets Assets Assets
e bl 101 75.9 345 456 it S0 (B0 By .
lesli}s g 16.8 102.4 58.2 66.8 1975 12.9 12.4 14.3 18.4 19.3
1980 14 6 14.5 14.0 17.7 18.7
1980-1984 1984 231 228 225 25.3 26.6
Deposit
Salary interest Other Total . .
Al Banks B 286 157 01 Percentage of thrift assets in mortgage-backed se-
Assets < curities by size group and year.
$100 mil. .6 299 16.8 211
Assets $100- 1975 3.0 29 3.0 3.6 2.2
$500 mil. 2.6 232 2.6 14.1 1980 3.6 3.3 4.0 5.8 4.9
Assets $500 1984 9.0 7.7 9.9 11.8 13.3
mil.-$1 bil. 3.7 19.5 1.6 10.8
Assets > 19 Commercial and consumer loans as a percentage
o e v o of assets for thrifts by size group (June 30; 1984)
1B Percentage change in expenses for thrifts. Assets  Assets  Assets  Assets
Expenses bAIIk <$_1IOO sl(())O-_I $500 tr)rjlll- >b‘?1
1075-1980 anks mil. $500 mil. $1 bil. il.
Deposit Consumer 3.8 4.0 3.7 3.8 3.3
Salary interest Other Total Commercial 8 6 8 1.3 1.3
All Thrifts 11.8 38.1 31.0 34.7 Z] C i Pl M k S&L A h C
Assets < “Cautious Play Marks pproack om-
e T 9 2 e erma.Lendmg,y’ C. Pavel and D.” Phillis, Economic
$500 il 153 295 21 347 r9pecives,  Federal Reserve Bank of Chicago,
Assets $500 May/June 1985.
mil.-$1 bil. 16.4 35.7 30.7 33.0 .
Assets > 2 The national average for ARMs as a percentage
$ bl 135 2 286 366 of the number of total conventional home mort-
1080-1984 a%es closed for S&LS since 1982: 198294: 3&3‘(13
Salery st omer o 963Q4=6L3% and "198404=66.0%  FH
_ Ews, May 7, 1985 and January 10, 1984.
All Thrifts 11.8 15.0 206 15.6 . .
Assets < 2 Net income for thrifts:
$100 mil. 13.6 16.9 13.7 16.2
sets - Assets Assets Assets Assets
stootmﬁ.loo 16.2 15.0 15.8 15.3 ngks < rfilloo $§olgo$i| $5§10 Si]”- >bifl
Assets $500 ’ ' ' '
mil-$1 bil. 20.3 121 30.7 16.0 1975 50 50 47 47 40
Assets > 1980 A1 .14 09 .02 (.06)
$1 bil. 16.9 9.3 35.7 14.8 1984 31 .34 .30 .33 17
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A deregulated rerun: Banking in the Eighties

Randall C. Merris and John Wood

The story of commercral bankrng durrn bar"< (that |s banks chartered b%/ the Comg
ast 25 dears S been 0 of rapid_an troller “of curren V\}/ under National
som trmes rgdical change. The more signit- f%nk Act of 18631 ere Irmrted to F single
Icant changes Inclu e fne shift from demand office Amencan% av denre temse ves {he
ﬁosrt sources 0 rlds toward mtereé Pnncrpa means by which |n other countries
frtn/ Anoner}/ market |ab|I|t|% uch as unds are sent {ro net Iendrn?hto net borrow
era un certl ﬁ eposit;  the sectrons of the country, Tthat js, between
ag fo mterest on ? ec mH accounts: the gr nches o tru¥natronal anks. The portfolio
r w variable-rate oansa d tne shorten- Iversification, the grotectron against excessive
oan maturities; the decline of the Prlmg reliance uon the fortunes of articular

rae conventrog the Ig?rowt 0 consume an sections, th naturaII anses in su natronal
real. estate ten | r% devel opga? t of auto- svstem has also lbeen egedﬁ mencag
matrc trans er Services betw %en erent tgﬁ gstem of small, geographica t concentrate
?n acacn&r% It<h?rofl Ind gcmr\thame rt?lrr)]t wit |n D koth trictions that

er restrictions. that have in variou
an% bEIW en states rl) \( rrn ement times and %rees%een im oseg on commercra?
tra Hlona commercial ank| UﬂC ons SUC banks Incluge propibitions or severe limits on
as the_ creation an servrcrng 0 checking ac- reaﬂ estate loans, Interest Ra aB?e on tposrts,
oun ?r) %m”é’n”tsft?r thlgsglturtalsrpes dﬁgg%\ QLIJ% rokerae underwrrté % Investment advi
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ritin uentl ave been in the
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t0 whom. 0Sperou ex an

and Congress.
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Great Depression. halted and. reversed nearly
all extensions of financial institutions into new
areas for the srmple reason that profit opportu-
nities had virtuall }/ been extinguished.. In a
world of massive industrial and financial fail-
ures the overriding thought was not expansion
but survival, Rrrncrpall y retrenchment,

AIthou? the Great Degressrons trough
is usually dated in 1933, a strong recovery was
not mounted until World War II"and the entire
decade of the_1930s was characterized by deeR
depression, The unemployment rate, “whic
had risen from 3 percent to 25 percent between
19&9 andI 1933 was still 17 percent In 1939,
Industrial production and real per capifa dross
national product remained lower in 1939 th
In 1929, “and real gross prrvate domestic  in-
vestment in 1939 was only 61 percent of its
value 10 years earlier. " Interest rates fell
throughout” the decade and the average ield
on corgorate Aaa bonds was_2.92 percent In
June 1939 compared with 4.73 percent inJune
1929, The rate_ on 4- to 6-mont grrme com-
mercial paper fell from 600 percent to 0.56
Percent during, the same period. (Changes in
he commercial paper rate are compared with
developments in" banking in’Figures 1 to 3).
This decade of bank failures and Jepressed loan
demands and interest rates saw member bank
excess reserve% as,a percentage of deposits rise
rom one-tenth of one percent to 10 percent, a
hundredfold increase. 'Loans fell from 69 per-
cent to 29 gercent of deposits.

emand for bank credit picked up

during the war, but almost entirely in the form
of government horrowing, WhICh the Federal
Reserve enabled the banks to finance % p-
plying unlimited reserves through open Market
purchases of government securrtres that were
designed through an agreement with the
Tredsury to maintain stable and low_interest
rates—three-eighths of 1 percent on Treasury
bills and about .2 percent on Iong -term Tred-
sury bonds. This pegging operation continued
until mid-1947 an the Federal Reserve did not
cease active srrrToé)ort of hond grrces until 1953,
Private Investment and oan demands had be-
qun to rise, immediately uéton the end of the
war but interest rates did not return to
pre-1930 Ievels until the 1960s. Now_let us
compare developments during the earlier pe-
riod with those of today.
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Commercial bank loans, investments,
and reserves

In 1914, commercial bank loans made u
78 rfercent of bank earnrng assets, that 1s,
total loans and investments.  (See Fiqure L
overnment securities constituted onl
ercefit of ban earnrn% assets. Bank securities
urchases reduced the loan-to-earning-asset
ercentage fo 70 and raised thg gercent e for
S. seclirities to 16 by the end of World™ War
. There was some movement toward the Fre
War |gures durrn the 119 1920e xpansion
an again ur 92829 but lpans were OPey
ercent o arn assets |n 1929, at
th re Was a matic decline | loan
eI56 ercent etween 1929 an 1936
n an equall ramatrc rise I bank odrng
of U.S. securr les (which more than tripled be
tween 1929 and 936. Loans and U.S. secu-
rities each magle u t40 ercent of hank
earnrngtﬁ)fets In 1936. T ese pr

0 ortrons were
alrl e between 1936 and 1941 ?
scal Purchases ofu.S. securrfres rrn Wo
War I rrse n

?com anied
loans, resulted By, 1945 |n gearnrng as-
sets consrstrn 73 percent US ecurities and
21 percent | ans erhaps the most strrkrng
feature of hank portfolios durA g the past 4
years has been their strong and almost contin-
Uous movement [)oward he Ioan/rnvestment
ratio that existed before World War 1. Loans
s a percentage of earnrng assets rose from 21
percent In 1945 to 61 pergent In 1960, /0 per-
cent in 1970, 73 percent in 1980, and in 1984
to 78 percent, which is where we came In,
ommerfra ank excess reserves havg
varied Inversely with profit opportunities an
the availabiljty of Irdurd low-risk sources of
reserves. |t is‘convenient to express the excess
reserves of Federal Reserve member banks as a
Eercentage of .their required reserves, as in
lgure T Beginning in 1929, the first year for
which data on excess reserves are available,
EXCess reserves were 1.8 percent of required re-
serves. Excess reserves rose sixtyfold between
1929 and 1936, to hecome 90 pércent as large
as required Teserves,
XCess reserves were reduced by adminis-

tr tive action to 14 RD ercent fredurr d reserves

when the Federal Reserve doubled reserve re-
uirement ratios in a series of steps between
ugust 1936 and May 1937. But nearly all
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Figure 1

Loans and investments, excess reserves, and the commercial paper rate

percent

DEFINITIONS:

percent

—-— Loans as a proportion of loans and investments, all commercial banks, end of June.

L+/
Re

—W: Member bank excess reserves as a proportion of required reserves, average of daily figures for June.

RQ: 4-6 month prime commercial paper rate (1914-79) or average of 3- and 6-month prime commercial paper rates (1980-84),

average of daily figures for June.

SOURCES: Banking and Monetary Statistics, 1914-41 and 1941-70 and various issues of Annual Statistical Digest and Federal Re-
serve Bulletin, all published by the Board of Governors of the Federal Reserve System, Washington, D.C.

NOTE: Some of these series (particularly those pertaining to commercial bank assets and liabilities) have been revised from time to
time, so that the data are not perfectly comparable over time. However, the revisions have not been so great as to affect the principal

movements shown in the charts and discussed in the text.

additions to reserves during the next three
years were kept as excess reserves and by 1940
EXCess TESﬁrVGS were 97 gercent of reguwed re-
serves. Thatis, b the d of the 19305 nearly
one-half of member ank reserves were_in ex-
cess of legal requirements. AIthowh Interest
rates remajned fow durmg orld ﬁ the
Fed’s bond support program meant that banks
could c%nvert thelr EXCEss reserves into highl
liquid

Ioss and excess reserves had fallen below 10
Percent by 1945, Rising interest rates induced
urther économies in"~ reserves during the
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ort-term governments without fear of

postwar period and excess rfs%rves & a per-
centage of required reserves fell below 3 percent
|H 1956, below 2 percent I 1963 (lreturnln?t
19e7|6 1929 relation), and percent In

Liability management

In the 1920s most of the liabilities ofIarq
banks paid Interest that varied closely with
other money market rates Of vital impartance
to the monex center_banks and to their corre-
spondents 1n outlying areas was interbank

71



lending in the form of bankers’ balances, either
as time or demand deposits. Competition for
these interbank deposits was one of the most
important means by which funds were induced
to flow from surplus to deficit regions of the
country. D_urmg the 1920s about 20 é)e_rcent
of the ‘deposits of New York City and Chicago
banks consisted of balances owed to other
banks, principally interest-bearing demand de-
posits. ~ Federal “funds and repurchase agree-
ments were also significant sources of funds for
the more aggressive,_banks. 3In 1922, for exam-
le, the average daily purchases of fed funds in
ew York City were about 6 percent as large
as the interbank deposit liabilities of New York
City banks, a figure that rose to 12 percent in
1925 and 18 percent in 1928.4 The fed funds
market virtually disappeared during the 1930s
and 1940s in the face of low interest rates,

massive excess reserves, and easy Federal Re-

serve credit, o ,

However the prohibition of interest on
demand deposits by the Banking Act of 1933°
meant that renewed competition for reserves in
the form of interbank lending in the 1950s and
afterward had to shift its emphasis from
bankers’ balances to federal funds. By the
1980s the liabilities of New York City banks in
the forms of federal funds and repurchase
agreements were more than seven times as
large as their interbank deposit liabilities and
about 45 percent as large as their total deposits.
The competition for nondeposit funds that was
resumed in the 1950s has gone far beyond the
point at which it was interrupted n 1930.
Again, rising interest rates, and the resulting
increased cost of idle reserves helped induce this
behavior. o

Until the 1930s many banks also paid in-
terest on the demand deposits of their nonbank
customers, with the minimum required balance
for mterest-earnlnog demand deposits ranging
from S100 to $10,000.p Interestingly, service
charges on deposits, which had not been com-
mon before the 1920s, became widely used
during that decade. A 1929 survey by the New
York “State Bankers Association “showed that
about 35 percent of banks imposed service
charges on small accounts/ High interest rates
and the growing competition for funds had re-
sulted in_greater cost consciousness and a desire
to set prices of services in line with costs.8

he competition for funds in the 1920s
was also reflected in increasing interest rates on
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lime and savmdgs accounts, a development that
was stimulated by reductions in reserve re-
uirements on those accounts. The National
ank Act had not distinguished between types
of accounts in setting reserves requirements,
and the same was true of the laws under which
most state banks operated. But in 1913 the
Federal Reserve Act reduced the reserve re-
quirement ratios on time and savings deposits
to less than one-half of those on demand de-
Posﬂs, and most states followed suit in order
hat state banks would not be placed at a
competitive disadvantage.9 The resulting re-
duction in the marginal cost of time and
savings. accounts, in combination with gener-
ally nsmg% interest rates and growing competi-
tion for funds, led to increases in time and
savm?s accounts as a percentage of total na-
tional bank deposits from 19 percent in 1914 to
23 percent in 1919 and 41 percent in 1929
The percentages for all commercial banks in
these three years were 31, 33, and 46 respec-
tively. (See Figure 2.) o

"~ Savings and loan associations and mutual
savm%s_banks, suPported by their regulators,
complained about the growing competition
from commercial banks. Time and savings ac-
counts in S&Ls and MSBs as a percentage of
those in commercial banks fell from 77 percent
in 1915 to 43 percent in 1925. In New York,
Massachusetts, and Connecticut, the strong-
holds of mutual _savmgs banks, commercial
bank time_and savings deposits ﬁrew from less
than one-fifth to more than one-alf of those in
mutual savings banks.l0 The Commissioner of
Banks of Massachusetts and the Superintendent
of Banks of New York both wrote the following
in their reports for 1918:

Ifin any state there has heen created a great
s%stem of mutual savings banks, in that state
the national banks, although not mutual but
operated for the profit of shareholders, will
be authorized to call their interest depart-
ments savings departments, and so appro-
priate a word which has for a generation or
more been s,}/nonymous in this State with
mutual institutions created under State
laws. These deposits, moreover, will_not be
segregated, nor will the entire net income
from ‘investments be distributed among the
depositors. 1t

The New York Superintendent also
wrote:

Economic Perspectives



Figure 2

Time and savings deposits as a percentage of total bank

deposits, and the commercial paper rate

percent

DEFINITIONS:
T+ cC

percent

T+ S + D ~'me anc*sav'n9s deposits as a proportion of total commercial bank deposits, end of June.

Rcp\  See Figure 1.
SOURCES: See Figure 1.

NOTE: See Figure 1.

It is not surprmﬂgyr in view of the extensmn
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Figure 3

Commercial bank branches and the commercial paper rate

thousands of branches (ratio scale)

DEFINITIONS:

Branches: Number of commercial bank branches, ratio scale, end of year. Before 1920, data are available only for selected years.

R®. Same as Figure 1, but note the longer time span.

SOURCES: See Figure 1.

head-office city in states that allowed branch-
Ing by state banks.

he number of branches fell 20 percent
between 1929 and 1933, to 2,784. But unit
banks declined even more rapidly so that bg
1933 the assets of branch systems™made up 5
percent of total bank assets, Political oppo-
sition to branch banking declined markedly
during the early
unit banking states was reduced from 22 to 10
and the Banking Act of 1933 permitted na-
tional hanks to Open branches on the same ge-
ographical hasis as sfate banks. However fhe
onerous capital requirements imposed on Fed
member banks that opened branches outside
their head-office cities retarded b_ranch,mgi b
those banks until 1952, when their capital re-
uirements were reduced to the same level as
those of nonmember competitors.J
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1930s, when the number of

B_ranchm% resumed its growth after 1933,
But this growfh was for a while much slower
than during the first 30 years of the century.
By 1940 thé number of branches had recoverad
their 1929 level of about 3,500, and then rose
to about 4,700 in 1950, But during the next
decade the number of branches more than
doubled, reaching 10,200 in 1960, again more
than doubled to~21,400 by 1970, and rose to
38400 in 1980. Group banking has not been
left far behind. The proportion of all commer-
cial _bank deposits in multibank holding com-
panies rose from about 10 percent n the
mid-1950s to 16 percent in 1970 and 34 percent
in 1980. It seems that, after some delay, the
forecast of the banking industry offered b
Professor Willit in 1930 1s about o be realized.

7



Concluding comment

The fi ancral services industry, mcLudr
commercial ankrn IS once agal ontee
an rve i omroe itive path that was tem
arr oce , e 1930s érnd 1940 r]
atr and legislation, as during &
e so rs centyry, ave ac ommodat
rt se oaso ancr rms an therr
|ents Br ﬁ] an ganres
Interest on che % accounts a urrtres
activities by h re resPon?]es fo pro fit op-
ortunities, w Ich constitute the onl Oge ective
orce. As rn ure

§ere ufator A
erea8\u atlo l—new e satron an nw I teJe

retations o exrstrn a s—m re oI ow

acto e ation ave are heen |

tr uted epu IC rn search of tre ost

rcrent eans o carrying  on ancral

transactions.1

Atu the 1863 law that pr r pational
gnrr[ers Was Ca ers ?‘tng ?\Ya ona rr ﬁX
rona renameq

E ¢ S %Q%And or Ee@ﬁ!@rx these
h rraa@r s

7Fo exm eedscussrons of the eve ts Ieadrn
Sito trtr+tr er gr#]atr

one onr

ermar

rto g hr 0g
eera eerve I& { § als
ra ese caoqo a

ago

n ! adr cussrﬁrrrg Osf bank tran ac eo](ns rr]l eraI
iﬁg e 5 A :

osto% eraI Bse e
mgtl%%n Jpual n]rh rﬁo BPLEcor%m?dQe&fﬂtal
WTpeserhgwtj@ﬁa 2 gd op, estimats i

Ll sl nara .dr%mnr £

g hap g
g& een ema

ppercen er an epos S

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

2 s i S i
i e e ef S Ol
Ibld ». 408,

88erv har ?erweerg ggrr eﬁi g aer}eraliré'
?Sle ervice charges % ercen
Pl g

03It
eman gp

He)rcen and percent

Qﬁr]rgseEch nges ar rs ussed % arles Lrnke
rcra osr te

gelnAWFOH%nIVGI'S ewg?i %}M n %@f

WeIdPn felflin Mnot ma%dSa (ﬁ% 1ne vo

eern ﬂesen/e nrversrty
uua Q,?n th%an%t Gpu%tl}rdr are from Welfrng

e the dis ussros ad refe Aerwke)s in rIton
m nan nna neag}/ ISt0
rversr ress ég%‘ rnceo rncetr}r')(

bane n | the n a
gn rrDress 1 eﬁzé

rns ale,
%ederal Reserve Board Amnual Report 1928 p.

gar;fpogrnryrarg S S

DL
This aBdt efo In gnotatron %ref mU rtedr
é??ﬂg 37;&1 It vK%%gmber te %S/% oS,

a]nrljz%feu )r/réaarresBEor‘tr)] kv% ngd in theFE)leve

er eserve an?< Ba as ovember
Fo discussiqq of customer relationships
9% ?9

gre Sgr % m%gn] y|n ﬁlgedﬁlgg{%@)rk aFEonaﬁ

?rgNteol é—lm,]acolz %ﬂynﬁggo%% ureaLem}

Economic Perspectives



0no cResearch 1942):_and Geore Moore Willit, “Int Note,” in Willit, ed.,
Ef oansa terlm Flnan g &afrgl 3 Erangnu o O?\tevlvnYolrI te'he

%%‘e amltt H. V\/ W|Ison Company 1930) pp. 10-11
&3!5?6” I\Fevt ork I!Zoanﬁt? I caSompany, 3 Klebaner, Commercial Banklng,p '126

See Wood, “ |I|ar Develooments.” table A The number of national bank rancﬁegi ose from
6.in 1915 to 318 In 1925. N and
@Orad'iﬁu&iﬁl}bg ‘(’t‘f gj i ra@ i R . 164 The 6 B Wes st n 100

p——

urin anca errig, ,. BUsIne

ere possible gecause in the e ars f the Na-
ety e W G Ee
rg% Chicago, (November ecem er 1979, pp. keep thelr%ranche a policy reversed after 1870,
2 See Wood, “Familiar Developments,” table 2 56\;'&1?" Willi ateTShe R e Baking iy
2 Klebaner, Commercial Banking, p. 82 ,p 102
ZSFo accou ts fthls and other ea% |s des of % The Comptroller’s office had in the preceding

Ettmer,‘ M B el e T
artk o¥%ﬁ¥¢ago e /A 'Vﬁﬁg

real estate loans, ﬁromptmg the
u Banking today is conducted upon widel
%‘I rd J" Kelly, Yt O%Of he d|ffereq mes ¥o what it was wh the Ban
a d ﬂ\( Act of 1864 was enacted, and t‘he aw has
ew

ol owmg analysis
Deputy Comptroller:

gaera e Br\/e and criticism by the

ee[“ r | not ket ace with the constan chan |n
TUEs Via lEy con ditiopé Comgetmon with trust C0
k) F 0 E | .”rtes gne, oger ek .tt‘“'rt%‘r'é’”ﬁb%tat I
ar an ono aluarlo
ank %‘ecurle reet“es be ore %iiy %ﬂ } dcoe of corporate powers anterred
o A e T
26Klebaner rcial Banking, p. 82 Intq un? riAkings ot coge Fate Y P
Klebape gl Bankin % nationa an mﬂ laws and foreign tote
%hlte on and Refom % % for ag:ee |t|mate functions OJ a commerua
cussugp ankmg Eges of russdurlng e OWers conferre Uppn frLSt comp anles

S P
BQuoted from Klebaner, Commercial Bankmg p 84, oclations. to ¥hake Lioans upoﬁ ke secuné

In fact commercial hanks, were nev te resorting to |ndirect methods to evade
'%ﬁf (L%%f?]m?egg&n@so%selﬂ ?ﬁem {0 E? nek é the re?lt\/rtltc}e%nt e1l %]eatsltgrt]gfe liankm laws

should be construed as broaaly andas lib-
?omeey”&'% soruﬁ Setso o?rthaeﬁ?oéjvr\],nsacco pL\'%haSS eraly as ossi)le consistent with the intent

ands ir ofthe statutes It 1s the sworn dut

Polwa SRR Dot
v W as It exi

ecur &5 ar p endeavor to twist it out of shape either to

Joth Di Elgme te “What is.a Bank?” C meet his own |ews%rthe wishes of bankers

SpRct o era e;erve of |cas%% as to what it should

r r -31, - Als

a rer Eanﬁmas P. Kane, The Romance and Tr egy of
Iarl and o (lval %New York, The Bankers Publishing Com-

%tl e%v (yReservegBanE f'@t ouIs pany,

SYgF rrgtr%sc oregn%gl%slal n n reagulatlc%rﬁpatrt?ect-
4% s ;Ot% B %&Et i o

N agricultural areas. Cofumb|a University Pres 19

Federal Reserve Bank of Chicago 79
Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



BULK RATE

t-] UkiULJV~rL ECONOMIC U'S. POSTAGE
PERSPECTIVES CHICAG?ITLLINOIS
Public Information Center PERMIT NO. 1042
Federal Reserve Bank '

of Chicago
P.0. Box 834

Chicago, Hlinois 60690

Do Not Forward
Address Correction Requested
Return Postage Guaranteed

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis





