ECOBAM

THE IMPACT OF GOVERNMENT POLICY AND REGULATION ON BANKING

Concept Checks

1.
What key areas or functions of a bank are regulated today?

Among the most important areas of banking subject to regulation are the adequacy of a bank's capital, the quality of its loans and security investments, its liquidity position, fund-raising options, services offered,  and its ability to expand through branching and the formation of holding companies.

2.
What are the reasons for regulating each of the key areas or functions named above?

These areas are regulated, first of all (and primarily), to protect the safety of the depositors' funds so that the public has some assurance that its savings and transactions balances are secure. Thus, bank failure is viewed as something to be minimized. There is also a concern for maintaining competition and for insuring that the public has reasonable and fair access to banking services, especially credit and deposit services.

Not all of the areas listed above probably should be regulated. Minimizing the risk of bank failure serves to shelter some poorly managed banks. The public would probably be better served in the long run by allowing inefficient banks to fail rather than propping them up. Moreover, regulation may serve to distort the allocation of resources in banking, such as by restricting price competition through legal interest-rate ceilings and anti-branching laws which leads to over​building of physical facilities. The result is a waste of scarce resources.

3
What is the Glass-Steagall Act and Why Is It Important in banking history?  Should banks face any restrictions in offering investment banking services to corporations and other borrowers?  Why or why not?

The Glass-Steagall Act, passed by the U.S. Congress in 1933, was one of the most comprehensive pieces of banking legislation in American history.  It created the Federal Deposit Insurance Corporation to insure smaller-size bank deposits, imposed interest-rate ceilings on bank deposits, broadened the branching powers of national banks to include statewide branching if state banks possessed similar powers, and separated commercial banking from investment banking, thereby removing commercial banks from underwriting the issue and sale of corporate stocks and bonds in the public market.

There are many people who feel that banks should have some limitations on their investment banking activities.  These analysts focus on two main areas.  First, they suggest that this service may cause problems for customers using other bank services.  For example, a bank may require a customer getting a loan to purchase securities of a company it is underwriting.  This potential conflict of interest concerns some analysts. The second concern deals with whether the bank can gain effective control over an industrial organization.  This could make the bank subject to additional risks or may give unaffiliated industrial organizations a competitive disadvantage.

Today, banks can underwrite securities as part of the Gramm-Leach Bliley Act (Financial Services Modernization Act).  However, congress built in several protections to make sure that the bank does not take advantage of customers.  In addition, banks are prevented from affiliating with industrial firms under this law.

4.
Which banking laws appear to have been the most significant in restricting the services banks can offer and the markets they can enter?

The two most controversial U.S. banking laws today are the McFadden-Pepper Act and the Glass-Steagall Act. The former confined bank branching to the boundaries of each bank's home state, while the latter reaffirmed those limits to bank branching and prohibited commercial banks from offering investment banking services involving private securities (principally corporate stocks and bonds).  The unwillingness of the U.S. Congress to amend these two laws has resulted in political action at the state level to liberalize state banking laws in order to permit interstate full-service banking and to give banks operating within their borders broader service powers.  The problem with this approach is the lack of uniformity in banking regulations from region to region.

Today, both of these laws are, in many respects, no longer viable.  The Riegle-Neal Act of 1994 allows interstate banking across the nation, while the Gramm-Leach-Bliley Act allows for financial services companies to be affiliated with each other and allows customers to get a range of services in one location.  This means that banks can do investment-banking activities either as part of a subsidiary or as part of a holding company structure.

5
Why must we be concerned about privacy in the sharing and use of financial-service customer’s information?  Can the financial system operate efficiently if the sharing of nonpublic financial information is completely forbidden?  How far, in your opinion should we go in regulating who gets access to private information?

It is important to be concerned about how private information is shared because it is possible to misuse the information.  For example, if an individual’s medical condition is known to the bank through its insurance division, the bank may deny a loan based on this confidential information.  They can also share this information with outside parties unless the customer states in writing that this information cannot be shared.  On the other hand, there could be much duplication of effort if no sharing information is allowed.  This would lead to inefficiencies and higher costs to consumers.  In addition, sharing of information would allow targeting of services to particular customer needs.  At this point, no one is quite sure what information  and how it will be shared.  It appears that there will eventually be a compromise between customers’ needs for privacy and the financial-services company’s need for to share that information.

6.
What is monetary policy?

Monetary policy consists of regulation and control over the growth of money and credit in an attempt to pursue broad economic goals such as full employment, avoidance of inflation, and sustainable economic growth. Its principal tools are open market operations, changes in the discount (lending) rate, and changes in reserve requirements behind deposits.

7.
What services does the Federal Reserve System provide to banks?

Many services needed by banks are provided by the Federal Reserve Banks. Among the most important services provided by the Fed are checking clearing, the wiring of funds, shipments of currency and coin, loans from the Reserve banks to qualified depository institutions, and the supplying of information concerning economic and financial trends and issues. The Fed began charging for its services in order to help recover the added costs of deregulation which made more institutions eligible for Federal Reserve services and also to encourage the private marketplace to develop and offer similar services (such as check clearing and wire transfers).

8.
How does the Federal Reserve affect the banking system through open market operations?  Suppose the Fed purchases $500 million in government securities from a security dealer. What will happen to the level of bank reserves and by how much will they change? If the Federal Reserve imposes a 10 percent reserve requirement on deposits and there are no other leakages from the banking system, by how much will deposits and loans change as a result of the Fed's purchase of securities?

Open market operations consist of the buying and selling of securities by the central bank in an effort to influence and shape the course of interest rates and the growth of money and credit. Open-market operations, therefore, affect bank deposits -- their volume and growth -- as well as the volume of lending and the interest rates attached to bank borrowings and loans as well as the value of bank stock. If the Fed purchases $500 million in government securities total bank reserves will increase by $500 million. If the $500 million represents excess reserves, deposits and loans will expand by a factor of 10 times (that is, $5,000 million = $500 million x (1/0.10)).

9.
How may changes in reserve requirements and the discount rate affect a bank's operations?  If the Fed loans banks $200 million in reserves from the discount windows of the Federal Reserve banks, by how much will legal reserves of the banking system change? What happens when these loans are repaid by the borrowing banks?

The Discount Window is the department in each Federal Reserve Bank that receives requests to borrow reserves from banks and other depository institutions which are eligible to obtain credit from the Fed for short periods of time. The rate charged on such loans is called the discount rate. Reserve requirements are the amount of vault cash and deposits at the Federal Reserve banks that depository institutions raising funds from sources of reservable liabilities (such as checking accounts, business CDs, and borrowings of Eurodollars from abroad) must hold. If the Fed loans $200 million in reserves from the discount window, total reserves will rise by the amount of the discount window loan, but then will fall when the loan is repaid.

10.
What impact do government spending and budget deficits have on interest rates, bank loans, and deposits?

An increase in government borrowing and in government spending generally results in a rise in bank loans, deposits, and interest rates. Declining government borrowings generally mean a slower growth rate for government spending and, therefore, less rapid increases in income and spending in the economy and lower interest rates.

11.
See if you can develop a good case for and against the regulation of banking in the following areas:

A.
Restrictions on the number of new banks allowed to enter the industry each year.

B.
Restrictions on which banks are eligible for government-sponsored deposit

 insurance.

C.
Restrictions on the ability of banking firms to underwrite debt and equity 


securities issued 

by their customers.

D.
Restrictions on the geographic expansion of banks (e.g., limits on branching and 


holding company acquisitions across county, state, and international borders).

E.
Regulations on the bank failure process, defining when banks are to be allowed to 


fail and how their assets are to be liquidated.

Consider the expected benefits and costs from regulation and government control in each of these areas and decide if the benefits seem to outweigh the costs involved.

Restricting entry into the banking industry limits competition and, to some extent, protects some banks from failure, reducing the risk of depositor loss.

Restrictions on which banks can get deposit insurance also limits competition but encourages some banks to take on more risk because most depositors are protected by the insurance. 

Limits on underwriting securities reduce a bank's revenue potential and will probably result in losing some of the largest corporate customers to foreign banks who face more lenient regulations. 

Limiting a bank's ability to expand geographically exposes it to greater risk of economic fluctuations within its local market area and makes it more prone to failure. 

However, protecting banks from failure inevitably involves sheltering some inefficient and poorly managed institutions that waste resources and fail to serve customers effectively. It also tends to make the average customer less vigilant about the quality and risk of a particular bank's services and operations because deposits are insured and bank failure seems to most customers to be a relatively remote possibility.

12.
Consider the issue of whether or not the government should provide a system of deposit 

insurance. Should it be wholly or partly subsidized by the taxpayers? What portion of the cost should be borne by banks? by the depositors? Should riskier banks pay higher deposit insurance premiums? Explain how you would determine exactly how big an insurance premium each bank should pay each year.

If taxpayers subsidize the cost of deposit insurance banks will be encouraged to take on added risk. Ideally more risky banks should be compelled to pay more for deposit insurance; some of this cost would probably be passed on to depositors who would begin to shift their funds to less risky banks. Eventually banks willing to take on greater risk will find their cost of fund-raising rising to unacceptably high levels and will begin to reduce their risk exposure. It is not clear how high deposit insurance fees should be set to curtail excessive bank risk-taking, though it seems clear that more risky banks should pay higher insurance fees if we are to move toward a more efficient deposit insurance system. Since there are several dimensions to bank risk exposure it probably would not be feasible to tie the size of insurance fees to just one indicator. Perhaps an index of measures of loan-portfolio risk, interest-rate risk, liquidity risk, etc. would be preferable 

13. Discuss the probable effects upon (a) bank deposit growth; (b) loan demand; and (c) bank net income if the federal government increases aggregate government spending. What if that additional spending is financed directly by Treasury borrowing?

An increase in government spending would probably cause bank deposits to rise and stimulate private borrowing so that loan demand would also rise. With more loans bank net income would rise provided the added loan revenue is not fully absorbed by increasing bank operating expenses. Additional government spending funded by Treasury borrowing would likely result in higher interest rates as well as higher income levels. Deposit and loan growth would probably accelerate initially, though eventually loan growth will slow as interest rates continue to increase due to the rising cost of credit.

14.  Ever want to be a bank examiner?  What is it they do exactly?  Can you write a brief summary or job description for a bank examiner?  You can get some help at www.fdic.regulatory/index.html.

One web site that I found helpful is the web site for the OCC at www.occ.treas.gov/jobs/jobdesc.htm#S&S .  They describe a general examiner job as the following: “Generalists are the largest group of examiners at the OCC. They engage in a range of analytical activities in evaluating the banking practices and financial soundness of the institutions they supervise. The scope of an examination may embrace every phase of banking activity or may concentrate on specific areas that deserve greater emphasis. Essentially, our supervisory process focuses on the area(s) of greatest risk. That is, we spend our time and direct bank management's attention to those areas which pose the greatest risk to the tuition. Our supervision by risk system allows us to analyze and respond to risks across different financial products and activities and across different banks with different specialties.  All national bank examinations are designed to determine the condition and performance of banks, the quality of their operations, and the capacity of management to ensure compliance with federal laws.”  They also describe specialist examiner positions as well.
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