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President's Message

It has, for some time, been the practice of the Federal Reserve Bank of
Minneaﬁ)olis to devote its Annual Report to an essay on a banking,
financial, oran economic issue of EParticular importance. In keeping
with that tradition, this Bank's 1982 Annual Report examines a
seemingly straightforward but, in fact, very complex question: Are
banks special?

The subject of this r_ear's essay is both timely and importantin that it
%oes to the core ofissues that underlie the appropriate scope of

anking powers, bank ownership and control, and the structure of
banking organizations.

The essay does not, noris it intended to, provide a roadmap for
legislative or requlatory actions. Rather, it seeks to provide a
erspective on the basics of banking; basics which should weigh
eavily in deliberations about the future of specific banking functions
and the special role of banking organizations.

President
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Are Banks Special? A Summary
Absentasatisfactqrrundersta_ndinP of whatitis— or was— that
fffpopopopop makes banks special in a functional sense, it is very difficult, with any

degree of con&stencr, to answer questions about the separation of
banking from other lines of business, the scope of banking powers,
the ownership and control of banks, and banking structure more
generally.

?2?22?2727?27?27?27?
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This essay seeks to shed light on these issies by stepping back from
current institutional, regulatory, and legal arran?ements and
attempting to identify the essential functions othbanks.

The essay suggests that banks perform three essential functions:

(1) they issue transaction accounts (..e., they hold liabilities that are

payable on demand at par and that are readily transferable to third
parties); (2) they are the backuE source of liquidity to all other institutions, financial and
nonfinancial; and (3) they are the transmission belt for monetary policy.

On close inspection, it becomes evident that these essential functions are highly
interdependent and that banks'ability to perform such functions dictates the need fora high
degree of public confidence in the overall financial condition of banks — and especially the
quality of banks' assets.

This dictate has been reinforced by a public safety net— deposit insurance and access to the
lender oflast resort— which is uniquely available to "banks." The presence of that Eublic
safety netimplies unique public resPonsibilities on the part of banks and would further seem
to imply that if we are no longer willing or able to se?regate essential banking functions into
an identifiable class of institutions, then the public safety netshould be made universally
a?/ailabrl]e to any institution that provides a banking function, or it should be eliminated
altogether.

Against this background, the essaygoes on to suggesta definition ofa bank. The definition is
deceptivelysimple: a bank is any institution that is eligible to issue transaction accounts. Ifan
institution meets this definition, 1t would (1) be eligible for government depositinsurance; (2)
have direct access to the discount window; (3) be subject to reserve requirements; and (4)
have direct access to Federal Reserve payment services, particularly the wire transfer system.

Four important implications emerge from the essays analysis of essential bank functions and
the associated definition of a hank,

First, if preserving essential bank functions really does matter, it follows that banks must be
competitively viable.

Second, there is room for broader bank powers. The expansion of those powers must,
however, take place within a context that guards against excessive risk-taking by banks and
insures the impartiality of the credit decision making process.

Federal Reserve Bank of St. Louis



Digitized for FRASER

Federal Reserve Bank
of Minneapolis/Annual Report 1982

Third, once agreement has been reached on appropriate banking
powers, questions about bank ownership and control become easier
to answer. Certalnlf/ logic would su%gest that particular powers be
vested in banks only to the extent that there is a willingness to permit

anotherinstitution engaging in those same activities to own banks. By

the same token, nonbanking organizations would be permitted to
own banks only insofar as their activities match permitted banking
activities. And if they own a bank, they would become a bank holding
company

Fourth, while there is a powerful case for placing some subsidiary
banking activities into affiliates of bank holding companies on the
grounds ofsegregating capital and providing greater protection
against self-dealing, the bank holding company is not a substitute for
prudent management nor is it a fail-safe device for containing risk.

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

N?q99qgq$ S

772722777
ftrom2 2227



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



Federal Reserve Bank
of Minneapolis/Annual Report 1982

Are Banks Special?

Introduction

The recent evolution of the financial structure in the United States has
produced two competing points of view regarding the proper
direction for further change. On the one hand, there is the view that
the "financial services industry" — encompassing banks, thrifts,
brokers, investment banks, and insurance companies — should be
looked at as a single entity. According to this view, efforts to
distinguish among kinds of institutions are both futile and S
unnecessary This view of the financial services industry is based on lend depositors® money.
the belief that many financial services offered br various classes of

institutions are so complementary to (or such close substitutes for)

one another that institutional distinctions are rendered useless.

Implicitin this view is the assumption that banks are not special. *

This "separation doctrine”
in banking grew out of
concerns about
concentration, conflicts of
interest, and appropriate
risks for institutions that

The competing, if not opposing, view is that banks are indeed special. This view holds that
specialization offinancial institutions has worked well and, at leastin some cases,
specialization may still be more efficient and also better serve the public interest. This view is
associated with the historical separation of banking from commerce and from investment
banking. In general, this "separation doctrine” in banking grew out of concerns about
concentration of financial power, possible conflicts of interest, and the appropriate scope of
risks banks should incur in the face of the special trusteeship falling on institutions that
engage in the lending of depositors' money. In a shorthand way, as pertains to banks and the
banking system, these concerns are typically captured by the phrase, "safety and soundness."

These two points of view do not necessarily represent mutually exclusive approaches to
financial market structure. For example, in the context ofa large financial services holding
company, banks could be legally s.?j)arateo! from nonbanks, butit is not clear that such
separation would necessarily provide the kinds of protections that are currently built into
federal banking laws.

Thus, assessing the merits of these two competing views must start with some very hasic
questions: Are banksspecial' or are they simply another provider of financial services? Does
it matter what kinds of risks banks incur? Does it matter who owns banks? Is "safety and
soundness" a cliche, or should it have genuine and substantial meaning for banks, for bank
regulators, and for the public at large?

While banking practices have naturally evolved over time, recently a combination of events
has shifted that process to one ofan almost revolutionary character. Amidst this process of
rapid change, with market innovation and new sources of competition, there is a perception
that banks' competitive position — and presumably their market share — has slipped. Casual
observation ofthe growth ofthe commercial paper market, the thrift industry, money market
mutual funds (MMMFs), and the de facto trend toward ownership ofbanks bysecurities firms
and commercial enterprises, tends to supBort that perception. Indeed, there are numerous
instances in which nonbanks have been able to provide "bank-like" services at a lower cost (or
ahigherrate of return) to the individual or corporate customer, thereby drawing business
away from banking institutions.

*In this essay, the term "bank" is used in av?enenc,way that makes no effort to distinguish commercial banks from thrifts and other "depository
institutions.” This is done merely to simplify the discussion, However, in considering the essential functions of "banks" in light of the De?osnory
Institutions Deregulation and Monetary Control Act of 1980 and the Garn-St Germain Depository Institutions Act of 1982, itis clear that in
. substance there are no Ionger,m,eanlln%ful differences. To be sure, differences in powers, in rePulatory,treatment, and intax status remain, but
Digitized for FRASER  the basic characteristics that distinguish banks from other classes of financial and nonfinancial enterprises now seem to apply to thrifts as well
http://fraser.stlouisfed.org/asto commercial banks.
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High on the list of reasons that are cited for this perceived shift of
marketposition from banks to nonbank comﬁeutors is the extra
burden ofregulation on banks. The fact ofa heavy regulatorK burden
on banks is beyond dispute, but in some cases it is also true that
regulation — relating to, for example, deposit insurance or access to
the discount window— provides powerful incentives for individuals
and businesses to maintain relationships with banks. While it is
difficult tojudge the net competitive results of differing degrees of
regulation, it does seem clear that ofall the regulatorr burdens on
banks, there have been two thatstand outin terms of theirimpact on
banks' competitive position over time: Regulation Q and limitations
on the scope of bank services. Thisis not to suggest that other
regulations on hanks — ranging from reserve requirements to
community reinvestment— have not been costIY. But, at the cutting
edge of market position or market share, it is Regulation Q and service line restrictions that
have been the most critical restraints on banks.

DesEite these regulatory restraints, banks have not stood still in the face of changing financial
markets and new sources of competition. B¥ using the flexibility provided by the Bank Holding
CompanyAct, by develoBing sophisticated liability management techniques, by major
expansions abroad, and by creative and innovative adaptations of"conventional” banking
services, banks have actually fared rather wellin terms of preserving their overall market
position. While it is not easy to measure what has happened to the relative position of banks
over time, the appendix to this report (Eages 19-24) makes such an effort. Allowing for the
inherent measurement problems in such an exercise — to say nothing of the data limitations
— the anaIKSB simply does not bear out the perception noted earlier that banks have lost
ground in the domestic marketplace over the past three decades. (While not captured b}( the
data, banks have, of course, made major expansions abroad during this period.) The analysis
does not, however, imply that heavy regulation has not constrained the growth of banks and
their market share, foritis quite possible that absent such regulations, banks' ﬂosition would
have risen rather than essentially held steady. Nor does the analysis indicate whether a risin
or falling bank share isgood, bad, or indifferent from the perspective of the public interest. To
some extent these issues depend upon whether, in fact, there issomething special about
hanks that is worth preserving. Indeed, if banks are special, it would not be in the public
interest for the features or functions that make banks special to be eroded by competitive,
re[qulato%, or legislative forces. By the same token, if whatis special about banks dictates a
relatively heavy dose of re?ulanon, public policymakers should not be goaded into eliminating
necessary regulation simply because bank market share mightgrow to some higher level
without that regulation.

Federal Reserve Bank of St. Louis
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What Makes Banks Special?
Reduced to essentials, it would appear that there are three

characteristics that distinguish banks from all other classes of As long as banks issue
institutions — both financial and nonfinancial. They are: transaction accounts they

incur, by definition, "term
1Banks offer transaction accounts. Strycte™ risk.

2.Banks are the backup source of liquidity for all other institutions.
3.Banks are the transmission belt for monetary policy.

These three essential bank characteristics and the interrelationships

between them are discussed below. Of necessity, the discussion treats

each factor separately. However, it is clear that these essential

characteristics are highly complementary and furthermore that it is the relationship among
them that best captures the essence of what makes banks special.

Issuance of Transaction Accounts

Only banks issue transaction accounts; thatis, they incur liabilities payable on demand at par
and are readily transferable by the owner to third parties. The owner ofa transaction account
can demand and receive currency in the face amount deposited in the account; write a check
in the fullamount of the account; or, perhaps most importantly, the owner of the account
can transfer the full amount of the account to a third party almost instantaneously by wire
transfer. The liquidity, mobility, and acceptability of bank issued transaction accounts permit
our diverse economic and financial system to work with the relative ease and efficiency to
which we are accustomed. Moreover, in periods offinancial stress, the capacity to quickly
move transaction account balances to third parties takes on special significance by providing
elements offlexibility and certainty in making and receivin? payments that helﬁ to insure that
financial disruptions do not spread. Individual banks can also create these higl ly liquid and
mobile balances through their lending function. The capacity to "create” liabilities with these
characteristics is vital to the ongoing needs of commerce, but it takes on special significance
in periods offinancial stress.

Because of the peculiarities oflaw and regulation, notall classes of transaction accounts have
the same precise legal or regulatory characteristics. The "demand deposit' is the purest form
of transaction account, since, for example, negotiable order of withdrawal (NOW) accounts
and some share drafts at mutual organizations have restrictions on the extent to which the
are payable on demand. However, from the perspective of both the issuing institutions an
their customers, these differences appear to be without substance since the accounts are
perceived and treated as transaction accounts both by the issuing institution and by the
public. For this reason, a contemporary definition of ‘transaction” accounts — at least for
purposes of identifying and defining special characteristics o fbanks — should focus on
functional characteristics rather than existing Ieg?al or regulatory distinctions. If a financial
asset satisfies the functional test of being payable on demand at par and readily transferable
to a third party, it should— for those purposes — be a "transaction" balance.

A case can be made that nonbank financial institutions incur liabilities that appear to have

http://fraser.stlouisfed.org/
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some or all of the characteristics ofa transaction account issued by a
bank. However, on close inspection it appears that such instruments
— whether MMMFs, retail repurchase (RPs) agreements, customer
credit balances with brokers, sweep accounts, etc. — do not, at least
in a technical sense, in fact possess the characteristics associated with
the bank issued transaction account. However, as is discussed later,
making the distinction is particularly difficult in the case of MMMFs. In
all of these cases, including money market mutual funds, instruments
which appear to have bank transaction account characteristics take
on those characteristics in part because the acquisition or disposition
ofsuch assets involves, atsome point, the use ofa transaction
accountata bank. However, technology makes it possible to manage
these financial assets in a way in which their ultimate dependence on
a bank accountis not apparent to the individual holder of the asset.

As long as banks issue transaction accounts they, bg definition, incura form of "term
structure" risk. Thatis, the presence of transaction balances on the books ofa bank makes it
difficult, if notimpossible, to match the maturities of assets and liabilities, particularly in a
contemporary setting in which bank holdings ofliquid assets have shrunk and in which some
assets, traditionally considered as liquid, may not, in fact, be all that liquid. Indeed, the asset
side of the balance sheet for at leastsome banks provides a small margin of functional
liquidity that can readily be brought to bear to meet large and sudden deposit outflows. In
this setting, the inherent term structure mismatch on the books of banks is one of the realities
élhatgives rise to concerns about strains on bank liquidity and sudden drains on bank

eposits.

Banks and bank regulators have long since recognized the importance of banks acting in
ways that preserve public confidence in banks' capacity to meet their deposit obligations,
thereby minimizing the likelihood of large, sudden drains of bank deposits. Deposit insurance
and direct access to the lender of last resortare uniquely available to banks to reinforce that
public confidence. Indeed, depositinsurance and access to the lender of last resort constitute
apublic safety net under the deposit taking function of banks. The presence of this public
safety netreflects a long-standing consensus that banking functions are essential to a healthy
economy. However, the presence of the public safety net— uniquely available to a particular
class of Institutions — also implies that those institutions have unique public responsibilities
and may therefore be subject to implicit codes of conduct or explicit regulations that do not
fall on other institutions.

Experience suggests rather strongly that public confidence in a bank — with or without
depositinsurance and the Fed's discount window— is ultimately related to public perceptions
about the financial condition of banks and sEeciﬁcally about the 3ua|ity ofbanking assets,
liquidity, capital, and the capacity to absorb short-run shocks. Sudden drains on bank deposits
occur when depositors conclude that loan losses or other circumstances mi?htjeopardize a
bank's ability to meet its deposit obligations. The evidence is overwhelming, Tor example, that
most "problem" bank situations in recentyears involved concems growing out of losses or
perceived losses associated with lending, securities activities, foreign exchange activities,
and/or poor management. In this regard, it should be noted that even when "problem" bank
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situations have been resolved with a minimum of costs to the
individual institution, these situations have, on occasion, involved hi?h bl fid i bank
costsin terms of generalized financial market disruption. Thus, while ~ FY e oo S
depositinsurance and access to the lender oflast resort mayriEhtly be  SuHmatey [eaee o
viewed as the public polici/]safety net under banks' deposit taking o pﬁrcep:'snsk?‘ out
function, the integity of the deposit taking process and therefore the ~ *€ 1U@TY 0 Bantiids
strength of the public safety net process depend to a substantial asse's, capnal ard e
degree on the prudent management and control ofrisks on the part Cﬁpac'ty to o

ofthe banking system as a whole, short-run shocks.

Looked atin this perspective, the critical difference between banks

and other classes of financial institutions rests with the capacity of

banks to incur (and to create) liabilities that are payable on demand at

parand that are readily transferable to third parties. The resulting

mismatch of the maturities of assets and liabilities makes banks particularly vulnerable to
sudden drains on deposits that canjeopardize their solvency. In practice, depositors —
reinforced by the public policy safety net— have demonstrated tendencies to drain deposits
from particular banks only when confronted with the reality or the perception oflosses
growing out of asset management problems and/or poor management of banking
organizations. Thus, while the deposit takin%function of banks is what makes them unique,
the integrity of that process depends upon the risks, real and perceived, associated with the
lending and related activities ot the banking system as a whole and its capacity to absorh
shocks in the short run.

Backup Sources of Liquidity

As discussed above, the fact that banks issue transaction deposits is the key factor that
distinguishes them from other classes of financial and nonfinancial institutions. However,
experience also suggests that public confidence in the ability of banks to meet their defjosit
obligations is ultimately related to the quality of bank assets and to the overall financia
condition ofthe bank. This relationship takes on additional importance when it isrecalled that
banks can also create, through their lending activities, transaction deposits. Indeed, in a very
real way, banks are the primary source of liquidity for all other classes and sizes of institutions,
both financial and nonfinancial.

The extent to which banks plaz this role cannot bejudged simply by looking at the number
and value ofloans on the books of banking organizations. For these purposes, contingent
credit obligations of banks, such as loan commitments and standby letters of credit, must be
considered in virtually the same light as directloans. These standby credit facilities are, for
example, the arrangements which permit most financial markets and institutions to function
as they do. Itis highly unlikely that the commercial paper market would function very well
were it not for the presence of standby bank credit facilities obtained by those corporations
that issue commercial paper. Similarly, 1t is very difficult to imagine that even the best
managed and capitalized broker/dealers could handle their da{-to-day business with the
efficiency thatis now so common without ready access to bank lines of credit. The same, of
course, applies to nonfinancial corporations. Indeed, while allsuch institutions may, over time,
have access to a wide variety o ffunding sources, direct or standby bank credit facilities are the
cornerstone upon which these alternative sources of credit rest. If there are problems in one
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segment of the credit network, institutions will simply shift their
| | bank borrowing activities elsewhere in the network. However, if the
navery real way, banks problem isin the banking sector, banks must either turn to each other

are the primary source of

or to the central bank.

liquidity for all other classes

and sizes of Instutions, Even in the "normal’ course of events, the direct and standby credit
o facilities provided by banks are the foundation upon which other
nontinanciat credit markets depend for their vitality. This relationship takes on

Digitized for FRASER
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special significance, however, in periods of selective or generalized

financial stress. For example, in virtually every case of "selective

financial shock in the 1970s and early 1980s, troubled institutions —

financial and nonfinancial, bank and nonbank — turned to the

banking system to provide at leasta bridge until more lasting solutions

to the problem could be worked out. At the very least, these bridging
arrangements helﬂed to contain problems and prevent them from spreading to other
institutions or to the financial system generally.

Banks'ability to suppI?/ creditand liquidity, particularlg in situations where other institutions or
markets may be unwilling or unable to do so, arises because the deposit creating function of
banks (in tandem with banks' relationship with the central bank) provides an element of
creditand liquidity elasticity which is not immediately available to other institutions. In point
offact, the extentand frequencz with which banks have had to directly rely on extraordinary
funding by the central bank geit er through the discount window or via open market
operations) have been quite limited. In the normal course and even in periods of stress,
individual banks and the banking system as a whole are able to provide necessary liquidity
because of their ability to quickly fund loans through a variety of marketsources including the
domestic and foreign interbank market, RPs, the issuance ot large certificates of deposit
ECDSIz’I'an%I s0 on. For many banks, access to these markets has become the primary source of
ank liquidiiy.

Banks'access to these markets — and by extension, banks" ability to function as backup
sources ofliquidity— occurs in a contextin which individual suppliers ofsuch funds —
whether federal funds, CDs, Eurodollars, etc. — makejudgments about the strength and
vitality of individual banks and the banking system asa whole. Experience is clear, for
example, that individual banks experiencing problems with classified assets, eamings, and so
on, orten see that phenomenon first manifest itselfin the form of having to pay a risk
premium over the "going" rate for federal funds and large CDs. Similarly, when concerns
about the banking system arose in 1974-1975 and more recently in 1982, an early
manifestation was a widening of the interest rate spread between bank and treasury liabilities
of comparable maturities. In the extreme cases of severe problems with individual banks,
widening spreads ultimately result in these sources offunding being cut off, with a
consequent need to either contract the size of the bank, borrow from the Fed's discount
window or, in some cases, close or merge the bank.

The pointis, of course, that the ability ofa bank to fulfill its role as a backup supplier of
liquidity to the financial and business communities depends on easy access not only to
traditional sources of deposit liabilities, but also to markets for nondeposit sources of
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funding. The same applies to the banking system as a whole, because
while one or a few banks can turn to the London market to fund
themselvesin times ofadversity, it is clear that the banking system asa
whole cannot. Thus, as with the preservation of the integrity of the
deposit taking function described earlier, experience clearlysuggests
that the ability of banks to provide the essential function ofa backup
source of liquidity is ultimately dependent on marketjudgments as to
the quality of the banks'assets and overall financial strength.

Banks are able to provide
necessary liquidity because
of their ready access to a
variety of domestic and
foreign market sources.

Looked at in this light, the ability of banks to fulfill their role as standby

sources ofliquidity and creditrests importantly on the quality and

consistency of creditjudgments made by banks. This is particularly

true in periods of stress when banks may be called on to supply credit

to borrowers who, for one reason or another, temporarily do not have

access to other sources offunds or to make the even more difficult decisions as to which
borrowers are experiencing problems ofa fundamental or irreparable nature. Itisin these
particular circumstances that banks must be in a position to make rigorous, impartial, and
objective credit decisions, because it is precisely in such circumstances that the potential for
compromise in the impartiality of the credit decision making process is greatest and the
potential for asset quality deterioration is the largest. Itisin this light that considerations
about the comminEIing ofbanking and other interests and concerns about the ownership
and control of banks become compelling.

Tosummarize, virtually all other financial markets and other classes of institutions are directly
or indirectly dependent on the banking system as their standby or backup source of credit
and liquidity. Banks can fulfill this function fora variety of reasons, including their relative ease
ofaccess to depositand nondeposit sources offunding. However, experience suggests that
the capacitx to provide this function or, more directly, to provide access to these markets and
sources offunding — like the integrity of the deposit taking function — is ultimately related
to the overall financial strength of banks and the quality of bank assets. This role ofbanks asa
standby source ofliquidity takes on special significance in periods of stress and in this light
underscores the importance of rigorous and impartial creditjudgments by banks. This, in
turn, provides a particularly relevant context in which concems about the commingling of
banking and other interests should be evaluated.

Transmission Belt for Monetary Policy
As the preceding discussion suggests, there isa directlink between banks and the central
bank arising in part from the central bank's lender of last resort function. More broadly, the
fact that banks are subject to reserve requirements places the banking system in the unique
Bosmon ofbeing the "transmission belt" through which the actions and policies of the central
ank have their effect on financial market conditions, money and credit creation, and
economic conditions generally. Toput it somewhat differently, the required reserves of the
banking system have often been described as the fulcrum upon which the monetary
authority operates monetary poIi((:y. The reserves in the banking system also serve the
complementary purpose of providing the workin(? balances which permit our highl?]/ efficient
financial markets to function and to effect the or erIK end-of-day settlement of the hundreds
ofbillions of dollars of transactions that occur over the course of each business day.
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Some have argued that neither monetary pqlicg nor the payments
mechanism are dependent on the relationship between reserves and

Sanks Must be In a POsItom —the hanking system. There have been, or are, schemes for conducting
e oo e P monetary policy and operating a payments mechanism that do not
anc objective cred use bank reserves and the bankm? system in the way the U.S. system

decisions.
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currently operates. However, itisalso true thatany ofthese alternative
arrangements would entail major institutional changes and run the
risk that theg might not work as eﬁicientlz as the current framework
or the possibility that they might not work atall. Inshort, tojustify
departure from the currentarrangement the weight of evidence
should be overwhelming that the current ?stem IS not working or
thatsome alternative system would work decidedly better.

In fact, the currentsystem seems to work rather well, although recent
developments may have introduced elements ofslack into the transmission belt. For example,
the proliferation of close substitutes for bank-issued transaction accounts narrows the
effective scope of reserve coverage. The narrowed reserve coverage can introduce more
slippage into the process of monetary control, and it also means that a relatively smaller
reserve base issupporting a larger flow o fpayments. Similarly, the deregulation ofthe liability
side of banks' balance sheets seems to imply that, in order to achieve a given degree of
monetary restraint, a higher level of marketinterest rates is required than might otherwise
have been the case. Further, increased leverage of bankingi organizations may work in the
direction ofintroducing slippage into the monetary control process, in thatalarger volume of
credit flows may be associated with some given rate ofgrowth of ‘money." Finally, higher
leverage and greater risk exposure may weaken the capacity of the banking system to adjust
to and'to ahsorb the changes in credit market conditions that must accompany periodic
monetary restraint.

As suggested above, these and other forces may already be working to introduce a Iarger
margin ofslack into the transmission belt. While the slack evident today is of manageable
proportions, the future design of the banking and financial system must leave intacta strong
yetadaptable mechanism through which monetary policy and the payments mechanism can
function. This imperative underscores the case for attemEting to segregate essential banking
functions into an identifiable class of institutions and seeking to ensure that these institutions
have the financial strength and vitality to perform their essential functions and to absorh
changesin the credit market and economic conditions associated with periods of monetary
restraint.

Defining a Bank

From the previous discussion, it should be clear that there are in fact certain special and
unique functions of banks and that they are essential to the functionin? ofan efficientand
safe financial and economic system. However, it also seems likely that it "oanks" did not
provide these essential functions, someone else would —just as it isabundantly clear that the
process of market innovation has already produced services which are close substitutes for
essential bank services. Given these considerations, the threshold question that arises is
whetherit isstill desirable, from a public interest point of view, to attempt to segregate
essential banking functions into an identifiable class of institutions and, If that is the case,
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whether it is possible to define a bank in a manner that is both

functionally and intellectually satisfactory. Banks are in the unique

position of being the
transmission belt for
monetary policy. Recent
developments may have
introduced elements of
slack into that belt.

Putting aside for the moment practical problems of definition, it
would seem that the case for segregating essential banking functions
into an identifiable class of institutions is every bit as powerful today
asit was in the 1930s. Ifanything, concems regarding financial
concentration, conflicts of interest, and the fiduciary responsibilities
associated with lending depositors' money may be more relevant
today than they were 50 years ago. To be sure, the lines of distinction
may not have to be drawn in the same way and in the same place that
they were in the past, but the earlier discussion of the essential
functions of banks serves as a powerful argument for separation at
some point. Indeed, to reject the notion ofseparation would — asa
matter of logic — require that deposit insurance and access to the lender of last resort,
together with the associated suFervisory and regulatory apparatus, either be done away with
altogether or be made universally available to any institution that provides essential bankin
functions — irregardless of what other types of business or commerce it might be engage
in. However, as a practical matter, the case for separation is only viable if we are able to
provide a satisfactory definition of a bank.

Over time, a variety of tests have been used for the purpose of defining a bank. These tests
ranged from a charter test to the functional test ofissuing demand deposits and_making
commercial loans. Atone time, each of these tests was satisfactory. However, currently
neither existing statutes nor regulations seem to contain a definition that is satisfactory.

A satisfactory definition ofa bank must start with a clear recognition of the essential
functions provided by such institutions. From the earlier discussion, it is clear that the single
characteristic of banks that distinguishes them from other classes of institutions is that they
Issue transaction accounts; thatis, accounts that in law, in regulation, or in practice are
anable on demand at par and are readily transferable to third parties. A powerful case can

e made that the definition ofa bank should stop right there: a bank is any organization that
is eligible to issue transaction accounts. Ifan institution meets this test, it would (1) be eligible
for government deposit insurance; (2) have direct access to the discount window; (3) be
subject to the Fed's reserve requirements; and (4) have direct access to the Federal Reserve's
payments services, particularly the wire transfer system. For these purposes, an appropriate
statute would have to redefine transaction accounts. At a minimum, such a definition would
have to include conventional demand deposits, NOW accounts, and share drafts. It mightalso
include the new money market deposit accounts %MMDAS) and, depending on the standards
of definition, perhaps even MMMFs or other nonbank institutional arrangements that
provide "check" writing capabilities.

On the surface, this definition of a bank may seem inadequate hecause it contains no
corollary asset or lending test; it focuses on % on the liability side of the balance sheet. This
seeming madequacK arises in part because the current Bank Holding CompanyAct's
definition requires that a bank issue demand deposits and make commercial loans. More
substantially, the absence of a lending testseems to fly in the face of arguments made earlier
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concerning the critical link between the deposit taking function and
the lending or assetacquisition functions of banks. However, it is
precisely because of the nature of the relationship between deposit
taking and assetacquisition that the essential definition of a bank
should be couched in terms of its deposit taking function — without
regard for the particular distribution or classification ofts loans and/or
investments. Taken by itself, there is nothing unique or special about
the assetside ofa bank's balance sheet, except for the limits on the
scope of asset acquisition powers discussed below. Concems about
the nature and risk characteristics of bank assets arise in the context of
the unique nature of bank liabilities, the need to preserve the integrity
ofthe deposit taking function, and the special trusteeship growing
outofthat function. Thus, while it may be appropriate from the
standpoint of public polici to limit the asset powers of banks to
gelrtain Ie?]s risky activities, the definition ofa bank need only deal with the liability side of the
alance sheet.

The absence of an asset test might, however, create a definitional loophole. That s, "banks"
could conceivably refrain from issuing transaction deposits while funding their asset
acquisition activities with insured time and savings deposits. However, this problem could be
minimized by reliance on such an institution's eligibility to issue transaction accounts. 1fso
eligible, it would be defined and regulated as a bank even thou?h, in practice, it refrained
from issuing transaction accounts. An institution that was not eligible to issue transaction
zécgountds would not be a bank and would not be eligible for deposit insurance, access to the
ed, and so on.

By this definition, existin% commercial banks, thrifts, and credit unions would be considered
"banks" Similarly most of the "nonbank" banks formed in recentyears under the Bank
Holding CompanyAct (by not engaging in commercial Iending? would be banks, as would,
depending on state laws, some ‘industrial" banks. Treatin? thritts and certain other
institutions as "banks" raises a host of difficult and politically charged issues relating to
regulatory treatment, tax status, divestiture, and grandfathering arrangements. However, for
purposes of this discussion, the fact that certain"nonbank” financial institutions are, for a
variety of reasons, banks does not require immediate or Perhaps even parallel regulation.
Rather, the suggestion would be that there is an essential core ofregulation that should apply
][nore. or less equally to this broader class of institutions which provides essential banking
unctions.

The issue of whether money market mutual funds fit the definition ofa bank— even ata
conceptual level— is not so easy to deal with. Many such funds certainly appear to have all
the characteristics of bank transaction accounts. In the case of the money market mutual
fund, the critical distinction relative to a bank transaction accountappears to be the extent to
which the liabilities in question are payable at par. In the case ofa bank deposit, deposit
insurance, the capital of the bank, and the bank's access to alternative sources ofshort-run
funding provide assurances thata depositor can withdraw dollar-for-dollar from the bank the
principalamount deposited — even when changes in interest rates may have reduced the
market value of bank assets.
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Inthe case of the money market mutual fund the ability to pay out
dollar-for-dollar the amount of the initial "deposit' is less certain. The
funditselfdoes not have capital assuch, and in the short-run it cannot
easily ta|o alternative sources of liquidity to pay out to some
shareholders thereby buying time for assets to mature or for interest
rates to reverse course. As a related matter, the fund is not insured so
that even though the risk ofloss to the individual shareholder is small,
it does exist. The fact that in recent months a number of money
market mutual funds have taken steps in the direction of securing
some form of private insurance would suggest that some fund
managers perceive that there is an important distinction to be drawn
between the fund shares and bank deposits. The irony of this, of
course, is that to the extent funds obtain insurance, they come even
closer to possessing bank-like characteristics.

To preserve essential bank
functions, banks must be
able to maintain
profitability, attract capital,
and hold a de facto
monopoly on transaction
accounts.

From a competitive viewpoint, the question of whethera money market mutual fund isa
bank is far less important today than it was before the introduction of MMDAS at banks.
Indeed, if being a "bank" is equated with deposit insurance, access to the Fed's discount
window, and Payments services — the costs of reserve requirements notwithstanding —
some money funds might not object at all to being called a bank in the current market
setting. Moreover, if the power of banks or bank holding companies was expanded to
permitsuch institutions to offer mutual funds, the question, from a competitive point of view,
would be even less pressing.

However, in terms of intellectual consistency, the question of whether money market mutual
funds (or similar arrangements which permit ‘check" writing) should fall within the definition
ofa bank does not disappear simply because current competitive conditions render the issue
less compelling. On technical grounds, it would seem that the distinction arising from the
paymentat par principle coul H’ustif treating money funds as nonbanks. On functional
?rounds, however, and particularly from the perspective of the shareholder, the check writing
eatures of some funds S|mﬁ|y may create too much ofa"look alike" situation to make a
meaningful distinction on the technical grounds ofpayment at par. It may therefore be
necessary to place certain restrictions— such as limits on the number of third-party transfers
(as with bank-issued MMDAs) and/or reserve requirements — on "nonbank" financial
instruments or institutions that provide check writing features. Of course, if MMDAS were
define? elas fransaction accounts, then the case for treating MMMFs as banks would become
powerful.

Bank Powers and Structure

Ifa bank can be satisfactorily defined along the lines suggested above, there are three related
questions which must be answered in order to sketch out a reasonable approach to the
future scope and structure of banking activities and banks. Theyare: (1) What kinds of
subsidiary powers should banks have? (2) What restraints, if any, should be placed on the
ownership or control ofbanks? (3) Is it important, from a public policy perspective, whether
the subsidiary activities of banks are performed in the bank, asubsidiary of the bank, orina
subsidiary ofa bank holding company?
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The answers to each of these questions must be guided by the earlier
discussion of what itis that makes banks special and the relationship
between the integrity of the deposit taking function, the financial
strength of the hank, and ultimately the strength of the financial
system. That discussion implied that in thinkin? about asset powers,
ownership, and the organizational structure of banks, substantial
weight needed to be given to safety and soundness considerations,
the special trusteeship of banks and the objectivity and imgartiality of
the credit decision making process. Thisis not to suggest that other
factors such as concentration and public convenience and need are
notimportant from the perspective of public policy. Indeed, these
things may be very important, but theirimportance — in the context
ofquestions relating to banking powers, ownership, and structure —
issecondary to the safety and soundness factors.

Having said that, a case can be made that whatever weight safety and soundness and related
criteria have been given in the past, these factors should be given less weightin the future.
Betterinformation and managementsystems, more efficient markets, greater disclosure,
improved supervision, and the presence of the public safety net, all seem to work in the
direction of reducing public policy concems about the safety and soundness of banks.

However, there are strong forces working in the opposite direction. Financial affairs generally
are much more complex and more interdependent than they once were. One consequence
of this is that when problems arise they are more difficult to solate and contain than in the
past. Perhaps more importantly, the combination of liability management techniques and
deregulation has signi icantlr altered the overall liability structure of banks. Stable and low
cost core deposits are virtually a thing of the past. These developments have, in combination
with more sophisticated and Interest-rate conscious corporate treasurers and individuals,
increased the term structure risk at banks and made banks more susceptible to sudden
depositshifts. At the same time, "spread management' — whereby banks attempt to float
the rate ofreturn on assets in some reasonably fixed relationshiﬁ to changes in the cost of
funds — may subtly but insidiously, be working to undermine the traditional disciplines of
both borrowers and lenders. Finally, the far-flung international activities of banks have
introduced new elements ofrisk into the equation. While it isa matter ofjudgment as to
whether this crosscurrent of events is working to reduce or to increase the risks associated
with the activities of banks, it does seem prudent to conclude that they are working in the
direction of creating greater risks.

Bank Subsidiary Powers

As suggested earlier, to preserve and protect the essential functions of banks, banks must be
competitively viable institutions. This means, among other things, that banks must be able to
offer a sufficiently wide and competitive range of services to maintain profitability, attract
caﬁmal, and preserve a de facto monopolg on the transaction account business. Without
delving into the specific types of powers banks should have, the preceding discussion is
su%gestlve ofthe general criteria which should be used in makingjudgments about the scope
ofbanking powers. While a number offactors may be relevant in this regard, the essential
functions ot banks as described earlier suggest the primacy of two general criteria. Theyare:
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subsidiary banking activities should not entail excessive risk o floss and
should not impair the impartiality of the credit decision making
process. This dual criteria, while conceptually useful, is operationally
ambiguous. Tosome extent, it becomes more clearin a contextin ' _ M
which secondary criteria relating to competition/concentration only if there is a willingness
considerationr are introduced. Similarly, asa practical matter, defining ~ t© Permitanother

the extent of appropriate subsidiary banking powers canbe guided by~ 'nstitution engaging in
policies %overmng bank ownership. Thatis, logic would seem to those activities to own or
dictate that a particular set of powers be vestedin banks only to the control banks.

extent that there is a willingness to permitanother institution

engaging in those activities to own and/or control banks. For example,

if we are willing to permit banks to engage in commerce generall

(thatis, the acquisition, manufacture, or distribution ofgoods an

nonfinancial services), then we should be prepared to say that firms

engaged in such business, whether oil companies or shoe stores, can own and control banks.

The converse also should follow: if we are unwillinﬁ to permit banks to engiage in such

activities, then logic would seem to dictate thatsuch commercial firms should not own banks.

The sKmmetry of this argumentisimportant, forit lends weight to the apparent consensus

that the separation of banking from commerce generally is appropriate and should be

maintained in both directions.

A particular set of powers
should be vested in banks

Flowever, even in the realm of so-called financial services, the risk/impartiality criteria do not
provide unambiguous insights as to how far banking Powers should be extended. For
example, if there is a consensus that the risk/impartiality test should not preclude banking
organizations from engaging in the sale and distribution of mutual funds shares or in the
distribution and brokerage ofsecurities, it is by no means clear that such a consensus would
extend to activities relating to the underwriting ofstocks and cor|oorate bonds generally or to
takinP positions in commodities. The pointis, of course, that while it is a fairly easy matter to
conclude that a continued separation of banking and commerce makes sense, it is not nearly
S0 easy to conclude — as a matter ofpublic policy— that the full range offinancial services
should be fairgame for banking organizations. At the very least, the risk/impartiality criteria
suggested above and the bank ownership/control questions discussed below suggest that we
should not be indifferent to the scope offinancial services offered by banking organizations.

Bank Ownership

If there is some agreement (1) that the segregation of essential banking functions into
identifiable classes ofinstitutions makes sense; (2) on the definition ofa "oank’; and (3? on
the appropriate scope ofpowers to be housed within banking organizations, then dealing
with the question of bank ownership becomes fairly easy Thatis, nonbanking organizations
would be permitted to own banks only insofar as the activities ofsuch entities match the
activities in which banking organizations would otherwise be ﬁermitted to engage. For
example, a securities firm whose activities did notgo beyond the activities directly permissible
to banks and bank holdin? companies could own a bank, butin the process that organization
would become a bank holding company. On the other hand, financial or nonfinancial firms
could not own a bank unless they were willinE to divest those activities which fall outside the
list of permissible activities for banks and bank holding companies. Thus, depending on the
determination of the scope of banking powers — which, as noted earlier, should be
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undertaken primarily within the context of the risk/impartiality criteria
— this approach would require that a number of existing situations

involving the ownership of"banks" by financial and nonfinancial firms
would have to be grandfathered or, perhaps in some cases, divestiture

. arrangements would have to be worked out over a period of time.
management nor a fail-safe

device for containing risk. Banking Structure

Finally, in this context, questions will inevitably arise as to whether it
matters, from the perspective ofpublic policz, if particular subsidiary
activities of banks are canied out in the bank, in a subsidiary of the
bank, or in a subsidiary of the bank's holding company. Given the
earlier discussion about the importance ofsegre?ating essential
hanking activities and the importance of the risk mgartiality criteria
for purposes of evaluating the appropriate scope of banking activities,
it would seem to follow that there isa powerful case for placing some subsidiary activities of
banking organizations into affiliates ofbank holding companies. This case is reinforced by the
protections against self-dealing, which are made possible by certain provisions of the Bank
Holding CompanyAct and by the de facto segregation of capital that is made possible by the
holding company structure.

However, it does not follow from the above that we can be indifferent as to the degree of risk
associated with such activities simply because theY may be housed in a separately organized
and separately capitalized subsidiary of a bank holding company. Tothe contrary, experience
suggests rather clearly thatin times of peril it may not be possible to insulate the bank from
the problems of its sister organizations — even when such problems arise in affiliated
or?anizations, including subsidiaries of bank holding companies. While there are good and
sufficient public policy reasons for concluding that at least some "nonbank" activities of
banking organizations should be housed in subsidiaries of bank holding companies, such
organizational arrangements are not likely to produce a situation in which the bank is
immune from the problems, risks, or losses that might develop in such subsidiaries. In short,
the holding company structure is neither asubstitute for prudent management nor a fail-safe
device for containing risk.

In Conclusion

This essay started out with a seemingly straightforward question: Are banks special? Having
answered that question in the affirmative, it does seem appropriate that the current debate
about the powers and structure of banks be framed in a context that gives greater weight to
the underlying issues of what banks are, and what, from the perspective ofpublic policy, we
wantthem to be. Looked atin thatlight, and with a firmer ﬂrasp on what it is that makes
banks special, it becomes somewhat easier to grapple with the very difficult questions relating
to the definition of a bank, the scope of banking powers, the ownership and control of
hanks, and the structure of banking organizations. This approach — entailing as it does an
elementofgoing back to square one — can help to ensure that bankers, regulators, and
legislators approach successive steps in the reshaping of our financial system in a manner
which helps to preserve the unique functions and characteristics of banks while at the same
time encouraging those elements of competition and innovation that will permit the banking
system and the financial system more generally to safely and efficiently meet the needs ofa
growing and stable domestic and international economy. — E Gerald Corrigan
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%()Ifs éh\ee%ata were expressed in market as opposed to book values, a decline in the savings institutions’share beginning in the late 1970s probably would have been
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In cons er Ien rl%7 an sex eri n%fd a {/)%c qrt]tlar

|ns re untl ¥
art|0|pa on s dﬁq‘\)’,\}ﬂﬁjm i

ncet en, the|
soon 0 sdy, however, ift
eginning of a

e o consumerfending markst e

CommermaJ ban S also enenc |mﬁ)]resswe
|ncre |nte|rs are 0 tnes ndin Sg]tc?tntt
fterwhtc |t ecm eree
ted re lects, amo ert |Bg e growth o
te for

%r\?gpt gr%? f Htlgtrom these data that banks

e e| (%crow out 0 t usiness oan mar elr
S lhat ma} tfwas suEstantta gT‘E In 1982 at the
Bn of this period of studly, than it was In*1956, at the

Ilh Natlonal Income Accounts Data
The National IncomeA %oumgtn Icate the c ntnb on
Bta e eac Sector of t ec nom to ﬁue ational

srmeétmes efefee 0 gs the sectors'y;
a E{% IS data sopirce, t BIETONS, PO T economic
variables, as opposed to the

Table

nancial variables reported in
Shares of Total Ftnanctal Assets Held by Financial Institutions'!/
Five-Year Moving Average”
1956-1982

Percent

Year- Commercial Savings Insurance Pension Other

End Banks3/ Institutions"  Companies Funds Financials/
1956 459 161 25.2 6.1 6.7
1957 444 16.9 51 6.7 70
1958 430 175 24.9 73 73
1959 416 182 24.7 79 76
1960 405 188 244 85 78
1961 394 193 24.0 91 81
1962 386 198 235 9.6 84
1963 319 204 81 100 8.7
1964 314 208 25 104 8.9
1965 311 212 218 108 91
1966 310 214 21.3 110 92
1967 36.9 214 208 115 95
1968 311 21 20.2 19 98
1969 373 208 198 21 100
1970 315 20.6 195 124 100
19711 316 20.6 19.0 127 101
1972 37.6 208 186 130 101
1973 38.0 21 181 129 99
1974 388 216 17 125 9.6
1975 01 222 173 123 9.3
1976 39.2 227 170 21 89
1977 39.3 234 170 17 8.6
1978 01 239 170 17 84
1979 38.3 242 170 119 85
1980 318 24.2 171 21 89
1981 375 237 17.0 121 9.7
19826/ 310 21 169 123 107

1 Includea credtt market debt claims against non ananctal sectors LETabIe 1), L
BurrEncy emand and time deposits, s cunty credit, corporate equities, member

reserves, and miscellangous asse
21 The year shown is the final year in the five-year moving average.

3/ Consists of U.S. charter banhs domestic b%nk affiliat ge A\Jt
corporations, agencies anﬁ? ranc ﬁg
ing companies or

L e
4/ Consists of savings and loan associations, savings banks, and credit unions.

5/ Consists of finance companies, real estate investment trust n-e
Investment companies, money marLet fun(?s ande security broEeré) and Healers

6/ End of third quarter.

ourc sic data; Board of Governors. of the Federal. Reserve System,
Elow 097 gung Stccounts iitssets an % |I?ttes OutstanrJtng y

21

Flowof Fun aPB In this section, such real megs stor]the
com rclal bankin m&ﬁtstr are compared to those for the
enttre inancial intermediary Sector.

Inthe Nattopal Income ﬁc nts, the ttnanC|a| mtermls aary
ector IS re rre to inance, Insurance, and.Re
r) It cu S g torztnstltutlons sécurities
rokers and dealers: life an msuters req estate
OKEYS, eaers an %%ents n anosto mlsc neous
inancidl |nst|tut|ons ariables (fom%re
gﬁ regate wages and sa\anes t] ta number or empoyees
0. National Income. Foreign

operations 0 buﬂont er intermediaries
rP ? ?it ﬁf arl#%ese ?tga?]tﬁ% F n|Inc 8 Ve, tﬁt

com antest at are
ass ed under ankln g comp

Wntgg first to wage les |n Tab 4 itcan be 3een
a percen fotal wa es an
saa ments e mcreaae%veg ov rt
sam no TOM arou g aro

elr rcentavg'e o total mﬁgro eeg Inthe

eClor |n aster ercent
fo near|y(§8 percentmﬁt IiTerence In trends ?thes two
Table 3

Shares of Home Mortgages, Consumer Credit, and
Nonfinancial Business Credit Market Debt Held by Commercial Banks'
Eg/éeGYlegaézMovmg Average”

Percent Nonfinancial
usiness
Year- Home Consumer Credit
End  Mortgages3/ Creditd Market Debts
1956 161 379 38.6
1957 154 381 38.3
1958 149 383 383
1959 144 388 39.0
1960 138 39.3 38.8
1%1 132 39.9 385
1962 128 404 8.7
1963 124 410 393
1964 122 416 399
1965 122 422 412
1966 123 428 424
1967 125 435 432
1968 127 43 439
1969 129 449 4.3
1970 130 453 4.0
19711 130 46.0 437
1972 132 46.8 439
1973 135 474 448
1974 139 478 458
1975 141 481 463
1976 143 482 465
1977 145 481 461
1978 147 482 454
1979 149 483 444
1980 152 481 442
1981 154 415 443
19828 15.6 46.7 442

1/ Consists of U.S. charter banks the{dome tic affiliates que Aﬂ
corporatjons, agencies ant? ranch % ﬂff
ng companies or

|
%retsg?ns sa{?tqtates o? U% mtctarteret? rb ILk atjﬁ gtes 0?
21 The year shown is the final year in the five-year moving average.
3/ Consists of home and multifamily residential mortgage loans.
4/ Consists of installment and noninstallment credit.
B A T ROAR s Mg
inventory.

6/ End of third quarter.

urc sic data; Board of Governors. of the Federal Reserve System,
E% ﬁs %\ccounts,i\ssets an Et%ﬁthnes Outstan?]mg y
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Profits Compar
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1956-1981
Percent

Wages and
Year alaries
1956 251
1957 251
1958 25.0
1959 24.9
1960 25.0
1961 251
1962 251
1963 252
1964 253
1965 253
1966 25.4
1967 25.4
1968 25.4
1969 256
1970 25.9
1971 26.3
1972 265
1973 26.8
1974 272
1975 27.4
1976 276
1977 277
1978 27.7
1979 27.4
1980 271
1981 26.9
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lassification.
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open-e ind
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Five-Year Moving Average3/

e IS a
i Bl

Federal Reserve Bank
of Minneapolis/Annual Report 1982

em Io‘ﬁees compensati
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25.0
25.3
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143
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Table 5

Net |ncome as a Percent of Average Total )

Assets (ROA) and Average Total Equity (ROE)/ for Insured Commercial Banks™
Five-Year Moving Averages/

1956-1981
Percent
Return Return
on on
Year Assets Equity
1956 59 8.2
1957 .60 8.3
1958 64 86
1959 .63 8.3
1960 68 87
1961 72 91
1962 .74 9.2
1963 .73 9.0
1964 .74 9.2
1965 72 8.9
1966 70 8.8
1967 7 89
1968 7 21
1969 74 9.6
1970 78 10.2
1971 8 108
1972 83 1.2
1973 .86 11.6
1974 .85 117
1975 83 115
1976 .80 113
1977 77 11.2
1978 .76 11.2
1979 75 115
1980 76 11.9
1981 ed 122

1/ Total equity consists of equity capital and subordinated notes and debentures.
2/ Includ ? oreron offices of dgmestrcb s, Ratios after 1968 are not strictly
com ara e to previous years because of changes in income reporting

/The year shown is the final year in the five-year moving average.

Source of basic data: Federal Deposit Insurance Corporation, Annual Reports.

2/Financial intermediaries are a subsector of the FIR sector.This subsector includes commercial and savings banks, Federal Reserve Banks, credit agencies other than

banks, and brokers and dealers.
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nonfin gn cial firms snce the [ast half of the 1970s was o erat g come net of rn er St ex ﬂse to 195 ercent47
gener yaperrodo igh an nsrng Inflation. orose Sec ar through { rp&t
ne en move up arn that lrtwas {1t
Itis also ex]rg difficult to compare rzﬁes of Creturn oP pea fort e past quarter centu
ommercra an n rt t se rrbara/ St ue 0]
the unique n ture E‘SS Jlarket Performan
etur fotal assetsar ve to ot er Int I, section, ﬁet erfo ance of deb tg
rs IS com th dt Ta tco rcr securrtre ISsUe co er a consr
sare everaged. In eon Juli e anagrgrsbasnol J’ {0 00 ets are of r rtab
in duétrgl age IS ompara erssec ities ro rs Ut it IS Indicativ % owsecurr re? mar,
Icipants have viewe rosREcso the an rnq
. naustry. Since 0, t]e argest ave Sec rrtrﬁ hah
An altern teg ﬁgucal ethid the orte ador(a)ted here, +st? are actively traded this andlysis pertains specifically to that
x mrne e roro rateso retu 1 OVer rme ab group.
sho eafter tax re urn Inclust
asseté Fi] and on nke ur ove the sample Turning first to t edebt market, Chart 1sh0 sthe s {ead
eriod. The edataar IC ott eNatrona getwe nraAes g Jlneresto large ank certificates
come cco ts an us rn osrt reasu aJoP Exrmate the Same
mestrc n but exclu eth ro tBR nonban rrtz ISS r a me sures the isk premium that ans
rr te ofh r] com a Increase: xcess %eﬂovern r eand auseu
at gne Wsa mrt ungrI | vertheless atoro ed‘éors con rg rn eﬂ d cu e rXthe
sta tra ert %sp % B nrn rn156 Pthe ranﬁ)ﬁ(?\? trona Bank and relate nancra
trr] actorrsens Omgs Slﬁz\rgtgtre Omco rse tresses caused temporary tremors In the de t markets.
?J]neﬁ ﬁt | uou osrtrvléJ actor Wast?t Ban %hart&rndrcatesthatfro about it976to the midd| of& 82
Increased rrr eon rnco IS IS Ium rose u St ntral roximate
rnteresé Income. n( an rnco eo asis o u{geve{ okenon as not confined, to
Insure commercral anks rose from percento com rcra ‘banks. Tt similarrisk premium iscomputed for
Chart 1

Risk Premium on Short-Term Bank Deht
1964:1-1982: 12
Percent

Note: Data are differences between the three-month Secondary CD rate and the three-month Treasury Bill rate. (Both rates are monthly averages of daily figures.)
Source: Federal Reserve Board

3/Th t rm leverage means the fd bt to equ tyf g Banks can use more debt financing than other firms due to the s to deposit insurance nd the
dis twr d ow ani d also due t th regulated naturi fth industry. In banking, a more commonly employed leverage measure th d bt-to- q ty s the ratio of capital to
asset s (or capital to risk assets).
/ factor, mentioned in the p ceding dis of Table 2, is that banks began the sample period in an extremely liquid condition and then consistently
Drgrtrzed‘ PIFRA@ al holdin ngs f h nd investments ( t fhgh yie Id ng loans) thereafter.
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than the overt at trme Interval. ave pe or | as the Dverall market in recent years.
In summary, the ri mium on short-term bapk horrowing i also true that some of the data suggest a modest
seemstorh/avewdS ec? jn rec gweﬁr] %tso Hast ensE oet ng%tro ah%ans oséron eginning Ina outthe
premium on nonbank private debt. This phenomenon ﬁ t even with.this detetior ron the same a%
rn icate that banks wer rn etter con h theen gte
sample period than at the beginn these tre

e ity B, Regorel Bk, and mrprltrtmt Aaltns Consisent wih past
w York City Ban jonal Bank, an
Steanda?d& oorasSOOe r?ckalndérlcesé1 H]% CIEly refiecta retum o to s consistent pas

Agnual Averages

(1961=100) he data do rnchate that, srnce the. arh/ 1970; gr?frts of
, Inancial frrmf ave notI ac% [s 0se of nonfinancial

NY Cit Regional S&P rms, a.deve nﬁ)mentt at Un ref ecs eve-

Year Bankil ank2l 500 creasin fition In f e inancial’ services industries.

1961 1000 1000 1000 IS 1S nat, rnr atter for undue oBfenasmoe

1962 %9 %7 “i o com etrtron Inf ancr ?rvr es IS probal enef|cral)

1963 1088 1051 1054 %rtz1 commercial %enot a arenty een

1964 173 1089 1228 SUbS ntr drsadvan vantage

1965 1152 1003 1330 transrtron r more to le s re uatron and 1ess to more

1966 98.6 89.7 128.7 Com

1967 107.7 933 138.7

1968 1324 1149 1489

1969 1345 1234 1476

1970 129.7 108.1 125.6

1971 137.2 1223 148.3

1972 169.8 1485 164.8

1973 190.8 146.7 1621

1974 160.4 118.0 125.0

1975 151.9 1129 1300

1976 154.2 1375 1539

1977 140.0 1379 1481

1978 129.3 141.8 1449

1979 1317 1473 155.4

1980 130.0 1443 179.2

1981 155.2 165.5 193.2

1982 162.1 134.7 180.6

1/ chudes Bankers Trust, Chase, Chemical, Citicorp, Manufacturers Hanover,

Inclu sBankAme ontr ental irst Chicago, First |nterstate, First
é(gtrggaporgslgonn Inter rrs rrst ennsylvanra, Iﬁaﬁon, I\ENB Northwest

Source of hasic data; Standard and Poor's, The Outlook.
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Statement of Condition/in Thousands

As of December 31 1982 1981
Assets
Gold Certificate Account $ 154000 $ 189,000
Interdistrict Settlement Fund (275,293) (210,818)
Special Drawing Rights Certificate Account 61,000 48,000
Coin 19,333 16,503
Loans to Depository Institutions 8,500 10,650
ecurities: L
e e s BE
Total Securities $ 1821214 § 2047273
Cash Items in Process of Collection 687,718 450,834
Premises and Equipment — Less: Depreciation 36,711 34,694
Assets Denominated in Foreign Currencies 213,268 160,736
Other Assets 52,408 45,738
Total Assets $ 2718919 $§ 2,792,610
Liabilities
Federal Reserve Notes, Net $ 1758265 $ 1,463,096
ngggﬁtt%ry Institutions 414, 7? 054
O? eelF]rI]Jeposits Zﬁgg §g§g
Total Deposits $ 444016 $ 776,720
Deferred Availability Cash Items 451,113 420,025
Other Liabilities 21,557 39,083
Total Liabilities $ 2680951 $ 2698924
Capital Accounts
Capital Paid In $ 48984 ¢ 46,843
Surplus 48,984 46,843
Total Capital Accounts $ 97,968 $ 93,686
Total Liabilities and Capital Accounts $ 2778919 § 2,792,610

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



Federal Reserve Bank 27
of Minneapolis/Annual RGpOI’t 1982

Earnings and Expenses [N Thousands

For the Year Ended December 31 1982 1981
Current Earnings

Interest on Loans to Depository Institutions $ 5720 $ 7,440
Interest on US. Government Securities and Federal Agency Obligations 203,166 228,187
Earnings on Foreign Currency 15,911 17,957
Revenue from Priced Services 21,181 9,097
All Other Earnings 211 373
Total Current Earnings $ 246,255 § 263,054
Current Expenses

Salaries and Other Benefits $ 26109 $ 23,462
Postage and Expressage 4,999 4473
Telephone and Telegraph 1,003 846
Printing and Supplies 1,3% 1,275
Real Estate Taxes 1,808 1,702
Furniture and Operating Equipment — Rentals, Depreciation, Maintenance 4410 3,450
Depreciation — Bank Premises 958 852
Utilities 818 639
Other Operating Expenses 3,520 2,716
Federal Reserve Currency 1631 1211
Total Current Expenses $ 46,650 $ 40,626
Less Expenses Reimbursed 2,189 2,022
Net Expenses $ 44461 $ 38,604
Current Net Earnings $ 201,794 $ 224,450
Net Deductions 4474 11,579
/&gssséssrgerg for Expenses of Board of Governors : : ]7
ngm%?ltss to US. Treasury lgé’égé 192;%34
Transferred to Surplus $ 2141 § 8,769
Surplus Account

Surplus, January 1 $ 46,843 $ 38,074
Transferred to Surplus — as above 2,141 8,769
Surplus, December 31 $ 48984 $ 46,843

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



28 Federal Reserve Bank
of Minneapolis/Annual Report 1982

Directors/January 1, 1983

F;ederal Resclerve Bank ﬁwlllam G. Phillips behrcml? aé\l/rirsﬁa%r.
of Minneapolis
gerrmgeserve Agent P

Flécted by Member Banks Ellg(?tsedB by Member Banks &baﬁcﬁn(t:ed by Board of Governors

(r'-,\ergll d& Marquardt/1983 rold F Zlgmund/1983 ohn B Davns Jr./1983
mmercial National Bank F P mpa E{a alester College
E(z\nse Hhchlgan E q? an% ﬁ)n esota B ? ‘\ﬁmneso
ale, Fer 1&5]5 |II|a L Mathers/1984 IIlamG Phl||IpS/1984
resﬁwentan| &wman % ?h alfman an
a? M? 5L dCorTépany, Inc. |e Exec t|ve F
owin |scon5|n ontan Iernat|ona ult
Inneapolis, mneso

W Kuehn/1985 ichar Falconer/1985
IStI'ICt i ter, Generose Gervais/1985
lrst a\?ag %kD t?\l ‘5 |n|s rator
loux Falls, South Dakota |smarc orth Dakota

OC eS'[erlywOS éthta

Helena Branch ne J. Etchart Ernest B. Corrick
Sﬁalrman Vice awlrman

eSernve %ank ard of Governors
inneapolis

H Ulrich/1983 Eéchart/1983

Egéera? '%Or ppointed

e Bank nsdae estock Company
ontana asgow ontana
Harry W. Newlon/1984 Ernest B, Corrick{1984
resiclen |ce riﬁemaﬂ
Irst Nationg| Bank q
0zeman, Montana %mwon n t|onal Corp.
Seabrook Pates/1984 untaln’é eratl
d Ton, NONas
df ?cutve Officer
and Implement

e fe

orthwest Bancorporation

Federal Advisory Council PeéT]r Glllette Jr.
Member & I‘B
mneapo\ Innesota

Terms expire December 31 of indicated year.
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Officers/January 1,1983

Federal Reserve Bank
of Minneapolis

Senior Vice Presidents
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eonard W. Fernelius
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