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I. INTRODUCTION

Legislation usually begins with a statement of purposes,
followed by an elaboration of specific practical implications. This
article about banking law, a massive living relic of the political,
financial, legal, and commercial world of the nineteenth century,1

* Associate Professor, Walter F. George School of Law, Mercer University. B.A.,
1979, Haverford College; J.D., 1987, Boston University. I am grateful to Geoffrey
Miller of New York University and Peter Swire of the University of Virginia for
comments on an earlier draft. Thanks to Mercer University for financial support, and
to Jessica Jackson, J.D., 1996, University of Colorado, for editorial assistance.

1. See MARK J. ROE, STRONG MANAGERS WEAK OWNERS: THE POLITICAL RoOTS
OF AMERICAN CORPORATE FINANCE (1994).
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reverses the order, exploring first the recent practical implica-
tions of banking law and only then its deeper purposes.

This backward order is oddly appropriate in the shuttered
domain of banking law, where so many onlookers have given up
efforts to justify banking law in any fundamental way. Writers
typically dismiss the purposes of banking law with a casual
footnote to the New Deal banking legislation, barely anchoring a
fleeting mention of "safety and soundness" and the danger of a
bank run. Modern students of banking law often seem intent on
learning the ins and outs of the Byzantine structure of banking
law and regulation, not on parsing apparently remote abstrac-
tions about its supposed purposes. Some experts seem to doubt
that banking law can claim any legitimate purpose.2

According to the conventional wisdom, banking law is a
mindless puzzle that tortures the business of banking, actually
causing financial trouble for banks. In particular, the financial
crisis that beset banks and thrifts from the mid-1970s until 1991
is usually attributed to regulatory error rather than to intrinsic
economic problems in the banking business.

This article, in Part II, examines that lament more closely,
considering how the financial vitality of banking has been
affected by banking law and regulation during the 1970s, 1980s,
and 1990s. The article challenges the conventional conclusions
reached in a 1993 report to the President and Congress by the
National Commission on Financial Institution Reform, Recovery
and Enforcement on the origins and causes of the S&L debacle3

When financial restrictions are mentioned, the New Deal laws of the
1930s come to mind, and the Glass-Steagall Act, which separated
commercial banks from investment banks, comes to the forefront. But the
most serious restrictions on financial institutions predated the New Deal
and were in place at the end of the nineteenth century for banks ....

Id. at 54 (Roe goes on to provide a useful outline of nineteenth-century banking
history); see also BRAY HAMMOND, BANKS AND POLITICS IN AMERICA FROM THE
REVOLUTION TO THE CIVIL WAR (1957); FRITZ REDLICH, THE MOLDING OF AMERICAN
BANKING (1968).

2. See, e.g., Catherine England, Introduction to GOVERNING BANKING'S FUTURE:
MARKETS VS. REGULATION (Catherine England ed., 1991).

On one point almost everyone agrees: banking law in the United States
is out of step with market realities. The regulatory structure erected 50
years ago has been adapted through piecemeal changes wrought by
legislated amendments, court interpretations, and regulatory rulings.
The 'result has been described as an "anarchic and disorderly drift" that
by its uncertain progress is creating problems for the financial sector and,
as a result, for the broader economy as well.

Id. at 4.
3. NATIONAL COMMISSION ON FINANCIAL INSTITUTION REFORM, RECOVERY AND
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and, in particular, the Commission's contention that the crisis
was caused by regulatory misjudgments in reaction to surprising
macroeconomic conditions.'

Instead, this article suggests that banking law enshrines
fundamental economic inefficiencies in banking that are tolerable
for banks because of breathtaking anticompetitive protections
and financial subsidies-protections and subsidies that are not
always apparent to outsiders nor admitted publicly by banking
savants. Banking law thus remains largely unreformed not
because the affected interests are stalemated by the political
process but because those interests have a substantial interest in
maintaining the status quo.

After calling into question the presumption that macro-
economic conditions, regulatory failure, and fraud in bank
regulation cause most financial woes in banking, the paper moves
ahead in Part III to address the basic topic that others have
skimmed over because of the presumed absurdity of banking law.
That lingering, latent question is whether banking law makes
sense as a general matter of public policy in light of its effect on
the economic efficiency of banks.

The discussion in Part III is offered as a preliminary foray
into the complex subject of the principles underlying banking law,
a topic that is beginning to be revived after a long period of
dormancy.5 The article proceeds on the hypothesis that the
pursuit of public goods, when weighed against economic costs,
may (but need not necessarily) justify the maintenance of some
key elements in the pervasive scheme of banking law and
regulation. However, the empirical project of weighing those
costs against those benefits is for the most part beyond the scope
of this paper.

In particular, Part III reviews four classical reasons why
government might well regulate banking: to protect depositors,
to protect borrowers, to protect the general economy, and to guard
against concentrations of power. The article tends to confirm
some theoretical legitimacy for each of the classical justifications

ENFORCEMENT, ORIGINS AND CAUSES OF THE S&L DEBACLE: A BLUEPRINT FOR
REFORM: A REPORT TO THE PRESIDENT AND CONGRESS OF THE UNITED STATES (1993)
[hereinafter ORIGINS AND CAUSES].

4. Id. at 6-7.
5. In the early republic, elementary questions of bank regulation were among

the most hotly contested subjects of political debate. See generally HAMMOND, supra
note 1, passim.

1996]
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of bank regulation. However, the article also suggests that many
banking laws and regulations probably cannot even theoretically
be linked to any of the classic justifications for bank regulation.

Overall, the article is designed to provide both practical and
theoretical frameworks for informed discussion of whether
particular legislative and regulatory initiatives in banking may
serve useful public interests. The article concludes by suggesting
how lawmakers and others can use these frameworks to evaluate
the merits and viability of a few contemporary proposals for
banking law reform.

II. DID REGULATION CAUSE THE BANKING CRISIS?

When an unprecedented number of banks6 broached insol-
vency in the late 1980s, the media proclaimed a crisis in banking.7

Yet today, troubles in banking seem to have fled the public mind
altogether. The wave of bank failures continues to ebb,' the

6. Except when clearly specifying a particular type of institution, this article
uses the word "banks" generally to signify commercial banks (but not investment
banks) and savings or "thrift" institutions (the latter including savings banks and
savings and loan associations, or "S&Ls," but not credit unions). As of December
1991, the FDIC counted 11,920 commercial banks and 2560 savings institutions.
BUREAU OF THE CENSUS, U.S. DEP'T OF COMMERCE, STATISTICAL ABSTRACT OF THE
UNITED STATES 1993, at 508 tbl. 792 (1994).

7. See, e.g., Mindy Fetterman & Paul Wiseman, S&L "Why Such a Mess?" As
the Bailout Cost Triples, the Government Struggles to Gain Control, USA TODAY, June
12, 1991, at 1A; Nathaniel C. Nash, Who to Thank for the Thrift Crisis, N.Y. TIMES,
June 12, 1988, § 3, at 1. The temporary notoriety of the problems in banking
provided the occasion for a brief torrent of books about the subject, ranging from the
breezy and breathless to the labored and academic. Some of the more useful book-
length discussions of the recent difficulties with banking can be found in JAMES R.
BARTH ET AL., THE FUTURE OF AMERICAN BANKING (1992); R. DAN BRUMBAUGH, JR.,
THRIFTS UNDER SIEGE: RESTORING ORDER TO AMERICAN BANKING (1988); LOWELL L.
BRYAN, BANKRUPT: RESTORING THE HEALTH AND PROFITABILITY OF OUR BANKING
SYSTEM (1991); EDWARD J. KANE, THE S&L INSURANCE MESS: How DID IT HAPPEN?
(1989); LAWRENCE J. WHITE, THE S&L DEBACLE: PUBLIC POLICY LESSONS FOR BANK
AND THRIFT REGULATION (1991).

8. Among commercial banks and savings banks insured by the Bank Insurance
Fund ("BIF) and, prior to BIFs inception, by BIF's parent, the Federal Deposit
Insurance Corporation ("FDIC'), the peak year for bank failure was 1988. Bank
failures have declined steadily since.

Because of the effective insolvency of the Federal Savings and Loan Insurance
Corporation ("FSLIC'), which insured most thrifts, closings and other resolutions of
troubled thrifts were delayed until after many of the so-called "zombie" thrifts had
become hopelessly unviable. Thus, although 1989 saw the highest thrift failure rate,
many thrifts could more appropriately have been declared insolvent earlier, and
hence the thrift crisis may in fact have peaked in 1988 or before.
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deposit insurers are again solvent (even robust),9 and Congress
has tucked away its billfold.' ° In a stunning reversal, banks

Table 1. Bank and Thrift Failures for the Years 1984-93

Year Bank failures Thrift failures

1984 80 72

1985 120 35

1986 145 51

1987 203 47

1988 221 222

1989 207 329

1990 169 144

1991 127 232

1992 122 59

1993 41 9

Sources for table: U.S. BUREAU OF THE CENSUS, STATISTICAL ABSTRACT OF THE
UNITED STATES 1995, at 518 tbl. 793 (1996); BUREAU OF THE CENSUS, supra note 6, at
509 tbl. 795; FDIC, 1 STATISTICS ON BANKING: HISTORICAL 1934-1994, at D-1 to -39
tbls. SC-84 to -93 (1995).

9. A major topic of discussion among banking regulators in 1995 was how
quickly BIF, which insures the deposits in banks, would be allowed by its parent, the
FDIC, to reduce BIF insurance premiums in light of BIF's economic strength.

10. Recent estimates place the direct costs of the thrift bailout at about $150
billion, not counting finance costs. Robyn Meredith, The Thrift Bailout: Five Years
Later; Ultimate Tab for the S&L Crisis Pegged at $150 Billion, Plus Interest, AM.
BANKER, Aug. 8, 1994, at 1. But see Andrew Taylor, Thrift Bailout Refinancing,
CONG. Q. WKLY. REP., Jan. 15, 1994, at 84 (estimating the cost at $105 billion, not
counting pre-1989 funding). The new insurer of deposits in commercial banking
institutions, BIF, appears robust and is presently expected to meet the statutorily
mandated level of recapitalization (1.25% of deposits), 12 U.S.C. § 1817(b) (1994), by
1995. FSLIC's successor, the Savings Association Insurance Fund ("SAIF'), is not
expected to meet the statutorily mandated level of recapitalization (also 1.25%), id.
§ 1441b(e), in the near future, but it is solvent and its capital is growing as a percent
of total insured deposits. Both institutions are directed by the FDIC. The Office of
Thrift Supervision ("OTS') directs the Resolution Trust Corporation ("RTC"), which
is charged with winding up the operations of failed thrifts.
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enjoyed record-breaking profits in'1992, 1993, and 1994."
A retrospective report on the financial troubles in banking

from the 1970s until 1991 was issued in 1993 to the President
and Congress by a commission charged with responsibility for
examining the banking industry in the wake of the crisis, the
National Commission on Financial Institution Reform, Recovery
and Enforcement ("Commission"). 2 Following the lead of other
analysts,' 3 the Commission targeted lawmakers and regulators
for responding poorly to macroeconomic conditions in the banking
business during the 1970s and 1980s.' 4 According to the Commis-
sion, those poor official responses to macroeconomic events caused
the banking crisis. 5 In comparison with prior and subsequent
conditions in the banking business, banking was indeed finan-
cially troubled from the mid-1970s until about 1991. But the
Commission's conventional conclusion about the ultimate cause
of those financial troubles is unpersuasive.

This article suggests that law and regulation played a role in
causing the banking crisis, but only in the most indirect sense of
helping to structure deeply anticompetitive, inefficient economic
patterns in the banking business. It is argued that fundamental
economic inefficiencies in the banking business caused the
banking crisis and, furthermore, that those conditions had been
in place long before the banking crisis made the inefficiencies
obvious.

Moreover, this article suggests that the financial crisis in
banking suddenly disappeared in 1991 in part because laws and

11. In 1992, commercial banks earned $31.5 billion, representing a record 0.92%
of average assets. Allan D. Brunner & William B. English, Profits and Balance Sheet
Developments at U.S. Comnnercial Banks in 1992, 79 FED. RESERVE BULL. 649 (1993).
In 1993, U.S. commercial banks enjoyed profits of about $43 billion and a 1.21%
return on average assets, "their best year since World War II." William B. English
& Brian K. Reid, Profits and Balance Sheet Developments at U.S. Commercial Banks
in 1993, 80 FED. RESERVE BULL. 483 (1994). Commercial banks again posted record
profits of $44.7 billion in 1994, though return on average assets dipped slightly to
1.15 %-still the second-highest rate of return on average assets. Lesia R. Bullock,
U.S. Banks Earn Record $44.7 Billion in 1994, Despite Losses on Securities, BNA's
BANKING REP. NEWS, Mar. 20, 1995, at 565.

12. ORIGINS AND CAUSES, supra note 3.
13. See, e.g., LAWRENCE J. WHITE, THE S&L DEBACLE: PUBLIC POLICY LESSONS

FOR BANK AND THRIFT REGULATION (1991); L.J. Davis, The Money Pit, BEST OF Bus.
Q., Spring 1991, at 82;. Catherine England, How Regulations Made Thrifts
Spendthrifts, 76 BUS. & SOC'Y REV. 4 (1991).

14. ORIGINS AND CAUSES, supra note 3, at 6-7.
15. Id.
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regulatory actions have reinforced traditional anticompetitive
protections, while also providing huge (albeit sometimes dis-
guised) financial subsidies to banks. Although the industry has
been growing somewhat more efficient and economically competi-
tive in recent years, law has played only a limited role in fostering
fundamental economic improvements. Rather, banking laws and
regulations have generally served to subsidize the banking
business and insulate it from competition, often at the expense of
economic efficiency.

A. The Usual Suspects

The usual account of the recent financial crisis in banking,
largely adopted by the Commission, goes quite differently.
According to the conventional account, when interest rates rose
sharply in the 1970s, rigid legal restraints on bank and thrift
interest rates caused depositors to flee to less regulated financial
intermediaries offering innovative products like Merrill Lynch's
"cash management accounts" that provided depositors with more
attractive rates of interest.16 Only when many-thrift institutions
were on the threshold of insolvency did Congress belatedly
respond by lifting lids on interest rates." With the thrift industry
already nearly doomed, restrictions on direct investments in real
estate also were eased, as were accounting standards.'" Con-
sumed by varying degrees of greed, stupidity, and dishonesty,
many bankers bet their faltering institutions on dubious schemes,
paid for with high-priced deposits, with the understanding that

16. The flight of depositors from banks and thrifts during the 1970s has been
mischaracterized as disintermediation. As a practical matter, however, most
depositors simply traded one form of intermediary for another. Although ownership
of a share in a mutual fund may technically represent proportional ownership of a
direct investment pool, as a practical matter mutual funds are developed by
institutions and are known in the market in connection with their institutional
management.

17. See Depository Institutions Deregulation and Monetary Control Act of 1980
("DIDMCA"), Pub. L. No. 96-221, 94 Stat. 132 (codified at scattered sections of 12
U.S.C.). Among other things, DIDMCA allowed thrifts to offer market-interest-rate-
bearing NOW (negotiable order of withdrawal) accounts to compete with commercial
bank checking accounts. Two years before, thrifts had been allowed for the first time
to offer market-interest-bearing certificates of deposit.

18. See Garn-St Germain Depository Institutions Act of 1982, Pub. L. No. 97-
320, 96 Stat. 1469 (codified at scattered sections of 12 U.S.C.).

1996]
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either the deposit insurers would be left with the wreckage of
failure or the bankers would enjoy the fruits of success.19

Even before the Commission issued its report on the sup-
posed origins of the late banking crisis, Professors Macey and
Miller charged that such conventional accounts of the banking
crisis fail to explain why the regulators of banking, who had
notable success from 1933 until the 1970s in steadily maintaining
the banking industry free from either institutional or systemic
risk, should then have lost their grip in handling a presumably
familiar set of regulatory problems.2 ° Macey and Miller's doubts
about the supposed causes of the banking crisis are appropriate
when one considers the work of the Commission.

1. The Commission's First Suspect: Macroeconomic
Shock

First, though the Commission identified a key cause of the
"debacle" as a "macroeconomic shock of unprecedented high
interest rates ... during 1979-1982,"21 in fact interest rates did
not cause the crisis. Indeed, the Commission itself immediately
undercut its own conclusion by explaining that the interest-rate
shock was neither unprecedented nor unexpected. As the
Commission observed, beginning in the 1960s, academics and
many others had warned that attempts to maintain the status
quo for S&Ls were futile, repeatedly and strenuously emphasiz-
ing the harmful effects of interest-rate risk." Moreover,
"[c]ompetitive forces first hit the S&L industry in 1966. In that
year, short-term, market interest rates rose sharply, and some
customers shifted out of accounts at S&Ls and banks into U.S.
Treasury bills and other market instruments offering a higher
return."2"

The fact that bankers and regulators had already experi-
enced interest-rate disintermediation"4 before 1979-82 did not

19. A situation like this in which the active risk-taker is indifferent to loss (e.g.,
is fully insured) but expects to reap the benefits of the action if the risk of loss is
avoided is referred to by economists as exhibiting the problem of "moral hazard."

20. Jonathon R. Macey & Geoffrey P. Miller, Bank Failure: The Politicization
of a Social Problem, 45 STAN. L. REV. 289, 289 (1992).

21. ORIGINS AND CAUSES, supra note 3, at 6.
22. Id. at 23.
23. Id. at 24.
24. "Disintermediation" refers to the flight of depositors from banks that
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necessarily immunize them from reacting poorly then. Neverthe-
less, their earlier experience with disintermediation suggests that
their subsequent reactions are not safely attributable to a sort of
flat-footed incredulity at an unprecedented anomaly of economic
history. It may be worthwhile to inquire more deeply into the
nature of the allegedly disastrous regulatory reactions.

Other factors also invite suspicion about whether the
interest-rate spike of 1979-82 was of singular significance. For
example, even before interest-rate deregulation in 1980, it is
doubtful that enforced payment by banks of below-market rates
on deposits, leading to some shrinkage of deposits, would itself
have triggered the failure of healthy institutions. Funding
sources other than deposits were readily available to sustain loan
volume.25 There was no need to rely solely on either a shrinking
deposit base before 1980 or plentiful-but-high-priced deposits
after 1980.

Fluctuating interest rates need not in themselves have
proven cataclysmic. Financial institutions in relatively healthy
markets often welcome the disruptions provided by rate changes
to maximize the spread between the costs of funds and the prices
charged for loans.26 It is conceivable that bank failure rates may
be slightly higher in periods of interest-rate volatility, but that is
an unproven supposition. Moreover, even if it were true, it is
entirely conceivable that profit margins during such periods are
larger among those that do not fail. In any case, the mere
occurrence of the background noise of banking-interest-rate
fluctuation-seems unsatisfying as an explanation of the in-

reputedly add economic value by "intermediating" between savers and borrowers. Id.
25. For example, thrifts could borrow funds at favorable rates through the

Federal Home Loan Bank system. The Commission itself explains that the system
was modified after 1969 to make funds available to the thrifts that would better
match the terms of their loans. Id. at 24-26. The Commission further notes that the
reliance on such slightly more expensive publicly supplied funds only "depressed
industry earnings." Id. at 24. Institutions do not fail from depressed earnings;
institutions only fail from red ink.

In 1980, furthermore, thrifts gained access to the discount window-another
source of funds for lending. See James A. Clouse, Recent Developments in Discount
Window Policy, 80 FED. RESERVE BuLL. 965, 966 (1994).

26. For instance, when the Federal Reserve Board announced on August 16,
1994, that it would increase the discount rate and target a similar increase in the
federal funds rate, signaling an imminent rise in overall short-term interest rates,
most bank stocks rose immediately. Paulette Thomas, Fed Lifts Short-Term Interest
Rates by Halfa Percentage Point, WALL ST. J., Aug. 17, 1994, at A2.

.19961
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creased failure rate among thrifts and banks throughout the
1980s.

The interest-rate shock theory may also fail to account fully
for the lag between the time of the shock and the greatest number
of failures. After the interest-rate shock ended in 1982, the
failure rate among thrifts actually declined and remained
relatively low for several more years." Even assuming that the
thrift industry in retrospect may seem to have been technically
insolvent in the early 1980s when measured by market-value
accounting principles,28 and though politicians and regulators
probably delayed recognition of some thrift failures for political
reasons and because of insurance-fund illiquidity, it remains
surprising that the greatest financial pressures on the thrifts
occurred later, during times of low and declining interest rates.

The notion that interest-rate spikes struck a fatal blow also
seems suspect in light of the extended period of time during
which banks and thrifts were said to be in crisis. To analysts of
banks in its grip, on the contrary, the disease seemed more akin
to a lingering "malaise"29 than to an isolated cataclysm.

In short, even if one assumes that interest-rate fluctuations
played some role in the financial woes of thrifts and banks, it
seems likely that the role was a limited, secondary one, not the
preeminent cause suggested by the Commission.

2. The Commission's Second Suspect: Misregulation

The second leg of the theory proposed by the Commission and
others to explain the recent troubles in banking is the failure of
statutes, regulations, supervision, and governmental intervention
to ensure the safety and soundness of the banking industry.
However convenient they may be as scapegoats, the regulators
and lawmakers should probably bear little responsibility for
banking's late troubles. On the contrary, they might better be
understood as unsung champions and heroes of the banking
industry throughout the 1980s and 1990s. If a primary goal of
the government in banking is to preserve the safety and sound-
ness of banks and the banking system (an assumption that is

27. See supra note 8.
28. See R. DAN BRUMBAUGH, JR., THRIFTS UNDER SIEGE 50 (1988).
29. England, supra note 2, at 4.
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reviewed in detail later in this article),s° then the overall perfor-
mance of statutes, regulations, supervision, and intervention over
the past twenty years probably should get good ratings.

,Of course, it is obvious that statutes, regulations, supervi-
sion, and intervention did not save those banking institutions
that recently failed. Given the enormous economic and financial
stress that the industry has been under during the period,
however, the failure rate may be viewed as remarkably low.
During the peak years of the recent crisis in banking (1986-90),
only 2.1% of all banks and thrifts failed on an annualized basis.31

By contrast, from 1930 through 1933, the peak years of the
banking crisis that prompted the modern scheme of pervasive
bank regulation, 11.3% of all banks and thrifts failed on an
annualized basis. 2 Meanwhile, during both periods, the general

30. See infra Part III.A.
31. Table 2. Failure Rates for Banks and Thrifts for the Years 1986-90

Year Total Failures Total Banks & Thrifts Rate

1986 191 17,885 1.1%

1987 250 17,343 1.4%

1988 426 16,575 2.6%

1989 535 15,801 3.4%

1990 350 15,161 2.3%

All 1752 82,765 2.1%

Source for table: BUREAU OF THE CENSUS, supra note 6, at 509 tbls. 795 & 797, 512
tbl. 803.

32. Table 3. Failure Rates for Banks and Thrifts for the Years 1930-33

Year Total Failures Total Banks & Thrifts Rate

1930 1352 24,273 5.6%

1931 2294 22,242 10.3%

1456 . 19,317

1996]

1932 7.6%
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business failure rate was about the same (approximately one
percent).

33

Moreover, in view of the continuing economic awkwardness
of the regulated banking industry, in which banks are legally
restricted from performing in the most economically efficient
manner, the recent success of bank managers, advisors, lawmak-
ers, and regulators at shepherding so many institutions away
from the brink of financial disaster is a remarkable achievement.
In the first six months of 1994, the Federal Deposit Insurance
Corporation ("FDIC") pared 113 more banks from its list of
problem banks, representing more than eighty percent of
remaining Bank-Insurance-Fund-insured problem-bank assets.34

Fewer than 400 institutions were still listed by the FDIC as
problem banks, only about three percent of the total number.35

A good case can be made that, far from being delinquent, the
bank regulators and lawmakers in about 1980 switched into high
gear after recognizing the severity of the plight of the banks.
From 1980 on, it is reasonable to describe the regulators and
lawmakers as acting in synch with the industry in repeated,
increasingly desperate, but ultimately successful, efforts to
bolster the sagging fortunes of the banking industry.

As requested by the industry, Congress first removed limits
on interest rates, expanded thrift powers, and raised deposit
insurance to $100,000.36 Next, the regulators bestowed new

Year Total Failures Total Banks & Thrifts Rate

1933 4004 14,771 27.1%

All 9106 80,603 11.3%

Source for table: BUREAU OF THE CENSUS, U.S. DEP'T OF COMMERCE, 2 HISTORICAL
STATISTICS OF THE UNITED STATES: COLONIAL TIME TO 1975, at 1038 tbl. 741, 1019 tbl.
580 (1975).

33. See infra note 145.
34. Barbara A. Rehm, Problem Bank Assets Plunge by 80 Percent; BIF Up One-

Third, AM. BANKER, Aug. 10, 1994, at 1.
35. Id.
36. Depository Institution Deregulation and Monetary Control Act, Pub. L. No.

96-221, 94 Stat. 132 (1980) (codified in scattered sections of 12 U.S.C.); Garn-St
Germaine Depository Institutions Act of 1982, Pub. L. No. 97-320, 96 Stat. 1469
(codified in scattered sections of 12 U.S.C.).
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securities powers on almost any willing bank applicant,37 lifted
the barriers against geographic expansion for banks willing to
assume the reins of a failing institution in another locale, and
developed a "too big to fail" doctrine that effectively ended any
cap on deposit insurance coverage. Still unsuccessful at stem-
ming the financial problems, and despite public criticism,
Congress roared to the rescue in 1989 with-the bailout of the
Federal Savings and Loan Insurance Corporation ("FSLIC")"5 and
again in 1991 with a bailout of the FDIC. 9

Because the public criticism proved withering in the wake of
the official bailout, the lawmakers and regulators subsequently
changed their tactics of rescue, but not their goals. The regula-
tors and lawmakers still continued to thrash about in search of
regulatory elixirs-sundry allowances, subsidies, controls,
protections, directives, rationalizations, and rebukes-because
they sensed that economic trouble might threaten their
regulatees with financial ruin. In the process, the regulators
struck upon two key techniques for saving the banks financially.

First, the latest prime example of the recent campaign to
"cure" the banks of financial trouble is the unexamined use by
government of a powerful technique for providing regulatory
assistance to banks: financial market intervention. By forcibly
and quickly driving down short-term interest rates more than two
percentage points during 1991 and 1992,40 the Federal Reserve
Board ("Fed") provided banks with an enormous spread to
exploit,4' which the banks hungrily proceeded to do. By dramati-

37. This scheme allowed an especially creative subsidy to some commercial
banks that did not disadvantage other commercial banks. From the viewpoint of
almost all the commercial banks, the system of regulatory exemption from the Glass-
Steagall Act, as opposed to outright repeal of Glass-Steagall, was beautiful. By this
method, well-positioned and opportunistic commercial banks were allowed to poach
on the securities industry's turf, without the securities industry being allowed to
poach on the banking industry's turf.

38. See Financial Institutions Reform, Recovery and Enforcement Act, Pub. L.
No. 101-73, 103 Stat. 187 (1989) (codified at scattered sections of 12 U.S.C.).

39. See Federal Deposit Insurance Corporation Improvement Act, Pub. L. No.
102-242, 105 Stat. 2236 (1991) (amended 1992) (codified at scattered sections of 12
U.S.C.).

40. The average federal funds rate in 1991 was 5.69%. FED. RESERVE BULL.,
June 1994, at A26 tbl. 1.35. It was dropped to 3.52 % in 1992, and even further to
3.02% in 1993. Id. The average 1991 discount rate was 5.45%. Id. It similarly fell
to 3.25% in 1992, and 3.00% in 1993. Id. The effects on bank profitability were rapid.

41. It would be interesting to learn if the impact of interest-rate changes on the
banks played an explicit role in any of the rate-setting discussions among the Fed's

19.96]
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cally and quickly lowering the banks' cost of funds, the Fed freed
the banks to lag in repricing their loans, which remained high
enough long enough to qualify the interest-rate intervention as a
windfall.

Although the cost of such a regulatory strategy is hidden, it
probably was enormous. It is quite conceivable that the aggre-
gate sum paid by the public for this unofficial bailout of banks
and thrifts easily exceeded the $150 billion value of the official
deposit-insurance bailout.42 Of course, it is difficult precisely to
quantify such an impact (which may have been one reason why
the strategy was chosen in the first place) or to ascertain the
exact extent to which the rate manipulation was designed to
effect banking in particular as distinct from independent macro-
economic goals. But the gargantuan power of this macroeconomic
regulatory tool, and its general importance in boosting bank
profitability in the 1990s, is unmistakable.

The second regulatory effort to facilitate banking profitability
in the wake of the late financial crisis was the highly publicized
regulatory crackdown in the early 1990s on "excessive" bank
lending.43 An attempt to limit output is a classic strategy of any
struggling cartel interested in propping up price at an inflated
level. Throughout the so-called credit crunch of the early 1990s,
the banking regulators served in effect as the banking cartel's
leader and disciplinarian, guiding banks as much as possible
(given market constraints in the form of substitutes for bank
lending) in the task of sustaining excess demand and high prices
for bank lending. Again, the subtle, indirect form of this subsidy
makes quantification difficult, but the bottom line-record profits
during 1992, 1993, and 1994 in an'industry that had recently
been in abject financial crisis-suggests a truly remarkable scale.

Thus, the substantial but hidden costs of the recent credit
crunch on American business can be understood as the third
major cost of the banking bailout, in addition to the direct bailout
of deposit insurance and the manipulation of interest rates in

governors from 1990 through 1993.
42. Direct costs to the government included the costs of open market activities

in lowering the rates and lower revenues from discount rates. Indirect costs to the
public included the extent to which the banks were allowed and indeed encouraged
to exploit borrowers by maximizing the spreads on loans.

43. Helen A. Garten, Market Discipline Revisited, 14 ANN. REV. BANKING L. 187,
190 (1995) (stating that "banks became more risk averse in the 1990s as a result of
regulatory discipline").
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favor of the banks. These three subsidies finally helped rescue
banks from their economically induced financial crisis.

The foregoing argument about the prominent role of regula-
tion in helping to relieve the late financial crisis in banking
should not be understood as evidence of a regulatory failure
caused by the capture of the regulatory bureaucracies by
regulatee banks. Given the various public rationales for bank
regulation discussed later in this paper, the regulators can claim
rightly that their rescue work was a success, even if much more
costly than recognized.

Also doubtful is the suggestion that capture by regulated
institutions of regulators and lawmakers caused the financial
crisis in the first place.44 If banking was initially sound, it is
difficult to imagine why regulated interests would try to force
their regulators to inflict supposedly disastrous forms of either
regulation or deregulation. Although there is clear evidence that
Charles Keating attempted to manipulate thrift regulation during
the 1980s, his attempts began only after Lincoln Savings & Loan
was already deeply mired in financial trouble.45 Besides, Keat-
ing's attempted intervention failed miserably. As Keating can
himself attest from a prison cell, regulatory capture is a costly
and uncertain strategy.

A final problem with the capture theory involves regulatory
diversification. Although it is possible that the thrift regulator,
the FSLIC, may long have been in the pocket of the industry's
lobby, the simultaneous monitoring by regulators like the FDIC
and the Fed, which have multiple responsibilities and constituen-
cies, tends to minimize the potential significance of such a
localized capture. Moreover, the crisis in banking was not
isolated in thrifts but extended also to banks.

In short, the alignment of regulatory interests with the
interests of the banking industry is remarkably close-but not
because the banks have "captured" the regulators through any
simplistic, plainly observable, and easily policed corruption of the
political process. Rather, as the third section of this paper
suggests, the regulators themselves have adopted a refined (if

44. For a classic review of the limitations of crude forms of "capture" theories,
see Richard A. Posner, Theories of Economic Regulation, 5 BELL J. ECON. & MGMT.
Sci. 335 (1974).

45. See MARTIN LowY, HIGH ROLLERS: INSIDE THE SAVINGS AND LOAN
DEBACLE (1991).
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perhaps occasionally unpersuasive) set of justifications for
helping the banks to secure their financial well-being against
most threats.

3. A Third Suspect: Fraud

A third possible explanation for the increased failure rate
among banks during the 1980s, one that was minimized in the
Commission's majority report 46 but has been accentuated by the
Commission's minority and others,47 is the role of fraud by bank
management. Enough scandalous evidence about banker
corruption during the relevant period has been elicited to raise
public concern about the propensity of bankers to commit fraud.
However, insufficient evidence exists to suggest that the crisis
was precipitated by fraud.

As the Commission aptly observed, "[t]he high incidence of
fraud among failed institutions does not imply that fraud caused
the failures or even contributed greatly to them. ' 4

' The Commis-
sion found "that fraud probably accounted for only 10 to 15
percent of total losses. '49 Even if one assumes that fraud was
involved in some way with up to a third or even half of banking
losses,5" that level of fraud is simply not enough to characterize
fraud as a primary cause of the problems with banking because
too many other failures remain unexplained.

46. See ORIGINS AND CAUSES, supra note 3, at 8 ("Government policies made the
system vulnerable to corruption. However, fraud was not the cause of the debacle.").

47. See, e.g., JAMES R. ADAMS, THE BIG FIX: INSIDE THE S&L SCANDAL (1990);
George Akerlof & Paul Romer, LOOTING: THE ECONOMIC UNDERWORLD OF
BANKRUPTCY FOR PROFIT, BROOKINGS PAPERS ON ECONOMIC ACTIVITY (Jan. 1994);
KATHLEEN DAY, S&L HELL (1993); STEPHEN PIZZO ET AL., INSIDE JOB: THE LOOTING

OF AMERICA'S SAVINGS AND LOANS (1989).
48. ORIGINS AND CAUSES, supra note 3, at 70.
49. Id. at 8.
50. Although numbers this high have been proposed, there is reason to suspect

that the level of fraud in banking may have been overstated. Despite substantial
political pressure for the FDIC, FSLIC, and RTC to prosecute or at least recover lost
funds from directors and officers alleged to have defrauded their failed institutions,
the government's record in post-failure litigation has been remarkably poor,
suggesting that clear cases of fraud have been relatively rare. See Peter G. Gosselin,
Search for S&L Culprits May Be Off the Mark, BOSTON GLOBE, July 30, 1990, at 1;
Christi Harlan, Elusive Money: Thrift Regulators Find It Is Tough to Recover Much
S&L Bad Debt, WALL ST. J., Dec. 22, 1989, at 1; Paulette Thomas & Thomas E. Ricks,
Tracing the Billions: Just What Happened To All That Money Savings & Loans
Lost?, WALL ST: J., Nov. 5, 1990, at 1.
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If fraud occurred in less than half of the failed institutions,"1
there is an obvious alternative hypothesis about why fraud was
evident: insured banks that are already failing invite the kinds
of high-risk, ethically dubious self-rescue strategies that can later
be characterized as fraudulent if the strategy does not pay off.
According to this hypothesis, fraud was neither a precondition nor
a necessary accompaniment to the recent spate of bank trouble
but was instead just an occasional side-effect exacerbated by the
presence of a moral hazard-deposit insurance.

B. What Did Cause the Crisis?

If explanations like macroeconomic shock, regulatory failure,
and insider abuse do not explain what caused the trouble with
banking, what does? Economic inefficiency at the core of the
banking industry, stemming from outdated regulation is the more
likely culprit. In addition, the ability of unregulated competitors
to offer attractive substitutes for traditional banking devices
contributed to the crisis.

Macey and Miller suggest that the trouble with banks is
obsolescence: "U.S. banks . . . offer an antiquated, obsolete
package of goods and services to consumers who have an ever-
increasing array of superior, low-cost substitutes from which to
choose."52  Although this obsolescence theory is not entirely
persuasive for reasons discussed later, the underlying argument
about the lack of an economic advantage in the basic bank
structure is compelling. It is indeed doubtful that banks marshal
and make use of information about depositors in a way that
places the banks at any serious competitive advantage over other
potential lenders who share access to a wide variety of informa-
tion about any loan applicant's creditworthiness. Nor is there
anything unique about the fit between a bank's loan assets and
its deposit liabilities that should give an economic advantage to
a bank.

Indeed, the duality of the traditional bank-serving two quite
different customer groups (depositors and borrowers) with two

51. Even if fraud often accompanied bank failures, however, that simply does
not explain why many honestly run institutions failed or nearly failed and why so
many banks at other times have survived the allegedly rapacious proclivities of
bankers.

52. Macey & Miller, supra note 20, at 290.
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very different types of services-may well be an economic
liability. Split between the functions, banks may be unable to
serve either type of customer well.

Banking's core economic inefficiency, combined with its
general torpor in the face of the weakness, ultimately had
practical implications for banking in the 1980s. The sour
financial effects of bad economics in the basic banking business
were recognized as early as 1980, when Congress passed the first
rescue legislation.53 By 1985, it was apparent to some prescient
observers that the fundamental problems were not going away.54

The persistent, systemic nature of the problem-further suggest-
ing a deep economic root-grew ever clearer by the second wave
of thrift failures in the late 1980s.

The financial difficulties were not just attributable to a few
bad apples; the record number of failures in banking was only a
shorthand measure for a financial crisis that widely afflicted the
profitability at most banks during the period.55 Nor was the
problem just a matter of the thrift industry; by the late 1980s, it
was clear that the FDIC also might be in trouble because the
problems were not confined to the thrifts. Nor could that old
faithful excuse, cyclical conditions, account for the trouble in
banking."6

In contrast, basic banking economics explains a great deal.
Throughout the period of the financial crisis, and preceding its
formal recognition in 1985, banks and thrifts were rapidly losing
their share of the traditional business of banking, most notably
by losing market share in the business of lending." The severity

53. See supra note 17 and accompanying text.
54. See, e.g., EDWARD J. KANE, THE GATHERING CRISIS IN FEDERAL DEPOSIT

INSURANCE (1985).
55. See James R. Barth et al., The Banking Industry in Turmoil: A Report on

the Condition of the U.S. Banking Industry and the Bank Insurance Fund, Report
Prepared for the Subcoinin. on Financial Institutions Supervision, Regulation and
Insurance of the House Coinin. on Banking, Finance & Urban Affairs, 101st Cong.,
2d Seas. (1990).

56. Lawrence H. White, Why Is the U.S. Banking Industry in Trouble? Business
Cycles, Loan Losses, and Deposit Insurance, in THE CRISIS IN AMERICAN BANKING 7,
13 (Lawrence H. White ed., 1993) ("It would be myopic... to treat the recessionary
phase of the cycle as the ultimate source or the exogenous cause of asset-quality
problems.").

57. One indication of the existence and severity of fundamental economic trouble
for banks in the basic lending business can be seen in the following statistics. Banks
and thrifts have gradually lost market share since the onset of pervasive regulation
in about 1912-but the process accelerated very quickly in the 1980s.

[Vol. 67
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of this basic economic problem increased rapidly throughout the
1980s for both banks and thrifts,5" at the same time that the
financial troubles in their respective sectors were intensifying.
For a variety of reasons, the correlation was probably not
accidental.

One piece of evidence tending to confirm the link between
core economic trouble and the financial, crisis is the extent to
which competitors were gaining, and continue to gain, market
share in the basic banking functions, largely at the expense of
banks. Just beyond the reach of the banking regulators, little-
regulated competitors design and market attractive substitutes
for traditional banking services, broadly hinting at inherent
problems with the lagging, slack regulatees. Large corporations,
traditionally considered the commercial banks' best customers,
now often raise funds for periods of less than nine months by
issuing commercial paper (short-term, lightly regulated notes),
commonly underwritten by investment banks.5 9 To raise funds

Table 4. Bank and Thrift Assets As a Percent
of All Financial Assets for Selected Years

Year Percentage of Assets

1912 79.3%

1929 67.7%

1939 64.8%

1948 68.2%

1960 57.9%

1970 58.3%

1980 56.2%

1993 34.8%

Source for table: George G. Kaufman & Larry R. Mote, Is Banking a Declining
Industry?, FED. RESERVE BANK OF CHICAGO, ECON. PERSP., May/June 1994, at 7.

58. Id.
59. From 1972 to 1987, commercial paper rose from 5.7% of outstanding bank

loans to 13.5% ($7 billion to $74). THE PRESIDENT'S COUNCIL ON COMPETITIVENESS,
THE LEGACY OF REGULATORY REFORM: RESTORING AMERICA'S COMPETITIVENESS 46

19961



496 UNIVERSITY OF COLORADO LAW REVIEW [Vol. 67

for longer terms, large corporations have grown increasingly
reliant on corporate bonds, also underwritten by investment
banks.6 ° The ripening of the markets for commercial paper and
bonds has allowed large corporations to bypass banks for much of
their borrowing needs. What remains of the market for large-
scale commercial lending, while still sizable, is itself hotly
contested, with finance companies (little-regulated upstarts
operated as subsidiaries of once-coveted bank customers like
General Motors, General Electric, Ford, Sears, and IBM) winning
an increasingly significant share."

As a result of such incursions on their commercial lending
business, some commercial banks took to raiding the mortgage
business of the thrifts. By 1990, banks had surpassed thrifts in
the holding of mortgage debt.6 But neither is mortgage lending
a safe haven. Thrifts and banks alike are succumbing to the
inescapable efficiencies of mortgage securitization (the process of
pooling and selling less risky pieces of the pools to investors) and
the high-volume, specialized mortgage companies that facilitate
the process. Thus, despite increased emphasis on the mortgage
business,63 commercial banks overall still only retain twenty-two
percent of the nation's mortgage loans in their portfolios.64

(1992). By 1992, with $107 billion in commercial paper outstanding, that ratio had
risen further to 15.3%, indicating the continuing growth in significance of commercial
paper. FED. RESERVE BULL., supra note 40, at A43 tbl. 1.59.

60. Even during the period of rapid growth in the issuance of commercial paper,
the amount of corporate bonds outstanding has steadily grown. $1,154 billion worth
of corporate bonds were outstanding by the end of 1992 (about 13% of all debt
outstanding in the private nonfinancial sector). FED. RESERVE BULL., supra note 40,
at A43 tbl. 1.59. During 1992, $471 billion in new corporate bonds issued-although
about $404 billion of that amount was offset by the retirement of old bonds, for a net
increase of $67 billion in corporate bonds outstanding over the prior year. Id. at A34
tbl. 1.46.

61. In 1992, finance companies held $297 billion in outstanding business
loans--one half of the amount owed to all commercial banks for commercial and
industrial loans ($598 billion). Id. at A36 tbl. 1.51, A18 tbl. 1.24; see also JANE W.
D'ARISTA & TOM SCHLESINGER, ECONOMIC POL'Y INST., THE PARALLEL BANKING
SYSTEM (1993).

62. In 1990, commercial banks held $844 billion in mortgages, compared with
$801 billion held by thrifts. FED. RESERVE BULL., Dec. 1994, at A38 tbl. 1.54. Since
then, the banks have edged higher (to $940 billion by the end of 1993), while thrifts
have declined (to $598 billion). Id.

63. Mortgage loans accounted for only 17% of commercial bank assets in 1980,
remained close to that level in 1986, and grew to 28% by 1993. See FED. RESERVE
BULL., Jan. 1981, at A17 tbl. 1.25, A39 tbl. 1.55; FED. RESERVE BULL., June 1987, at
A18 tbl. 1.25; FED. RESERVE BULL., supra note 40, at A43 tbl. 1.59.

64. Banks held about 20% of mortgage debt outstanding in each year from 1990
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Mortgage originations by thrifts have been nearly halved in the
last five years. 5 Meanwhile, the value of mortgage loans held in
securitized pools by investors in the secondary mortgage market
is steadily climbing; by the end of 1993 it had already reached
thirty-seven percent of the mortgage market.6 For the first time,
in the fourth quarter of 1993, banks and thrifts together held
fewer mortgages than did the mortgage pools, following an
unbroken trend in the growth of mortgage securitization since
1970.67

Securitization is also beginning to pick off other assets
traditionally found on the bank balance sheet. Commercial
banks' share of consumer debt, once thought to be among the last
bastions of the bank portfolio because of banking's privileged
access to the payment system, is slipping. Commercial banks
held fifty-one percent of all consumer debt in 1980, forty-nine
percent in 1986, and forty-six percent in 1993.68 Looking ahead,
securitization of adjustable rate mortgages, commercial real
estate, and commercial loans threatens other segments of the
asset side of the bank balance sheet.69 Moreover, as Macey and
Miller keenly observe, securitization may well select out the best
assets, leaving the banks saddled with riskier oddities that do not
fit the standard specifications needed for securitization. °

The deposit or liability side of the bank balance sheet is
under pressure as well. Competition is intense for the opportu-
nity to guard assets, and new types of nonbank competitors have
gained ground. Pension fund reserves, for instance, topped

through 1993. FED. RESERVE BULL., supra note 40, at A38 tbl. 1.54.
65. According to data supplied by HUD, Fannie Mae, and Freddie Mac, thrifts

originated 42% of all new mortgages in 1989 but now account for only 22%. Snigdha
Prakash, Mortgage Banks Winners in the Bailout Sweepstakes, AM. BANKER, Aug. 11,
1994, at 1.

66. Id.
67. At the end of 1993, banks and thrifts held $1544 billion in mortgages,

compared with the $1546 billion held in mortgage pools. FED. RESERVE BULL., supra
note 40, at A38 tbl. 1.54. For the long-run statistics on growth in the mortgage pools,
see THE PRESIDENT'S COUNCIL ON COMPETITIVENESS, supra note 59, at 46.

68. FED. RESERVE BULL., supra note 40, at A43 tbl. 1.59.
69. Title II of the Riegle Community Development and Regulatory Improvement

Act creates a secondary market for the re-sale of small-business-related securities.
Riegle Community Development and Regulatory Improvement Act of 1994, Pub. L.
No. 103-325, Sec. 202, 108 Stat. 2160, 2198 (1994).

70. Macey & Miller, supra note 20, at 296-98. For a similar warning, see John
Racine, Are Bankers Giving Away the Future with Loans?, AM. BANKER, Aug. 11,
1994, at 4.
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$4 trillion in 1991,71 about the same size as the entire banking
business. Meanwhile, money market mutual funds controlled
$544 billion in deposits in 1992, while other mutual funds
provided by or through retail securities firms like Fidelity,
Vanguard, and Schwabb controlled over $1 trillion in investor
funds. One finance company study indicated that seventy
percent of consumer deposits are now directed toward money
markets, mutual funds, or insurance companies instead of
banks.73 Moreover, with the help of discount brokers, many
individuals invest directly in a variety of securities markets,
bypassing traditional intermediation altogether. And new options
are evolving. One commercial firm, IBM, offers nondeposit
deposit accounts-to consumers free from the rubric of banking
regulation.74 In short, the ability to collect funds from the public
is no longer the reserved province of the banks.

As a result of competitive pressure in both of the traditional
banking activities (taking deposits and making loans), it is no
surprise that banks control a still-dwindling share-now less
than twenty percent-of the financial assets in the United States,
with thrifts adding only a few percent more. 7

' Despite substantial
changes in other arenas of banking activity, those financial asset
statistics remain the best measure of the vitality of the tradi-
tional business of banking.

The economic problem in the core of the banking business
still dogs banking today, as it dogged banking during the late
crisis.76 In addition, specialized service providers like mutual

71. FED. RESERVE BULL., supra note 40, at A44 tbl. 1.60 (reporting an amount
of $4057 billion).

72. Id.
73. Jacqueline S. Gold, Looking for Respect, AM. BANKER, June 30, 1994

(discussing study by Beneficial Corp., a major nonbank finance company).
74. Jonathan R. Macey & Geoffrey P. Miller, Nondeposit Deposits and the

Future of Bank Regulation, 91 MICH. L. REV. 237, 260-62 (1992).
75. The Wall Street Journal reported Secura Group data indicating that

commercial bank assets as a percent of all financial assets had fallen from nearly 40%
in 1975 to about 24.5% in 1993. Kenneth H. Bacon, Bank's Declining Role in
Economy Worries Fed, May Hurt Firms, WALL ST. J., July 9, 1993, at 1. My own
calculations based on the Fed's statistics indicate that commercial bank and thrift
assets together accounted for 27.2% of total credit market assets in 1993, with
commercial banks alone counting for 19.7% of total assets. See FED. RESERVE BULL.,
supra note 40, at A44 tbl. 1.60

76. There is a growing view among economists, as well as among casual
observers, that banking is plagued by substantial inefficiencies. For a good review
of several different ways of measuring inefficiencies in banking, see David C.
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funds and mortgage loan companies generally seem to be able to
offer better services in their respective categories, deposit-taking
and loan provision, than do banks. It is these latent inefficiencies
at the core of the banking business that caused the crisis in
banking from the 1970s until 1991.

C. The Depth of Inefficiency in Banking

But what are the roots of the economic inefficiency in
banking? Are they shallow--coextensive with the late crisis-or
do they run deeper? This paper suggests the latter.

Macey and Miller, on the other hand, argue that, before the
crisis, banks did supply economically efficient deposit and lending
services because of a unique informational synergy between the
two functions." The superior efficiencies, however, supposedly
dissipated in the computerized age when the decreased costs of
relevant information gave other suppliers access to similar data.
By the 1970s and 1980s, more efficient suppliers of deposit and
lending services, using the newly cheap information, had begun
to demonstrate their superior efficiencies to the market's satisfac-
tion, at least in selected niches where the information was
available. According to this theory, the late crisis was caused by
the simple operation of market forces coupled with banking's
foolish resistance to modernization because of a variety of
political impediments to the kinds of reforms, like those proposed
by the Commission, that would be needed to revive banks as
economically viable institutions.

Though plausible, this theory has a real difficulty because it
supposes that banking intermediation was recently efficient.
Such an assumption is unproven. If wider access to information
really was the key to breaking the banks' grip on the deposit and
lending businesses, then why was Merrill Lynch, a company that
did not rely on payment system information, among the first to
innovate deposit alternatives in a rather simple deposit market,
apparently without the need for any special information that
would not have been available at virtually any other time before
computerization?

Wheelock & Paul W. Wilson, Evaluating the Efficiency of Commercial Banks: Does
Our View of What Banks Do Matter?, FED. RESERVE BANK OF ST. LOUIS REV.,
July/Aug. 1995, at 39.

77. See Macey & Miller, supra note 20, at,294-95.
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To help confirm or falsify Macey and Miller's obsolescence
theory, it would be helpful to ascertain what kinds of informa-
tional advantages banks in fact used prior to computerization
that meaningfully improved their risk profiles. Then, it would be
useful to see if substitute types of information became available
to potential competitors as a result of computerization. Finally,
it would be necessary to show that potential competitors went on
to use such information to compete effectively in the nascent
markets for substitute deposit or lending services.

In terms of explaining why the banking crisis occurred when
it did, Macey and Miller's hypothesis about the financial effects
of economic weakness is extraordinarily useful. However, one
need not also suppose, as Macey and Miller apparently do, that
banking institutions had previously been efficient economic
juggernauts. Instead, the crisis was probably caused by the
gradual competitive exploitation of a latent inefficiency, in spite
of regulatory protections against open competition.

A trend toward detaching the deposit services business from
the lending business in banking had already begun long before
the interest-rate shock of 1979-82 gave rate-sensitive depositors
from both banks and thrifts unusually high incentives to relocate
some of their deposits. On the deposit side, mutual funds were
already booming in the 1960s and early 1970s. On the lending
side, large corporations were already past the experimentation
stage with commercial paper. In the payments business too, the
credit card had already begun to threaten the bank check during
the 1960s (although banks eventually minimized that threat by
taking over the credit card business en masse).

Given this, it is unlikely that when depositors chose to test
the value of specialized deposit services offered by creative asset-
guarding nonbank specialists like Merrill Lynch in the 1970s, it
was not just because of some brand new informational advantage
provided by computerization any more than it was caused by the
interest-rate spike of 1979-82. Instead, a simple economic fact
encouraged the flight of "good" depositors in the late 1970s, just
as it drove "good" borrowers into the arms of the investment
banks at about the same time: in many situations, both of the
basic banking services (deposit-taking and lending) can be
handled more efficiently in a segregated, hot-house environment
than they were (and are) being handled in tandem by most banks.
Securities firms and other asset-guarding specialists, for instance,
can and do consistently outperform banks in chasing specialized
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performance criteria (e.g., particular tradeoffs among yield,
safety, and liquidity). Banks that use their deposits primarily to
make loans, by way of contrast, can be expected systematically to
disappoint sizable segments of the depositor community for whom
the risks and returns of that asset pool are not optimal.

It appears to have been the gradual exploitation in the 1960s
and 1970s of the latent inefficiencies in the core structure of
banking by the securities firms, renegade banks, and nonbank
competitors that signaled impending trouble for the traditional
business of banking. Before that, it may simply have been that
no competitors were sufficiently motivated or well-enough
positioned to challenge the banking cartel's inherently faulty
economic logic. Or it may have been that the most serious
potential challenges were cut off politically. In either case, the
roots of economic inefficiency in banking run deep. Banking
appears to have been economically inefficient long before the mid-
1970s.

D. Is Banking Still Troubled Economically?

Banking's awkward economic fundamentals still trouble
many of the close observers of the banking business. In 1994,
well into banking's recovery, the Chairman of the Board of
Governors of the Federal Reserve was warning banks that they
may be making too many inadvisable, potentially problematic
loans.7" Burgeoning markets on the fringes of banking continue
to threaten to disrupt the business of taking deposits and making
loans. Just beyond regulatory reach, gnawing away relentlessly
at the huge corpus of the financial world, are perched growing
investment banks and securities firms, mortgage banks, finance
companies, pension plans, life insurers, nonbank credit card
sponsors, garden-variety commercial corporations selling novel
financial products, and exotic foreign firms, all interloping
electronically. The Secretary of the Treasury has been directed
by Congress to evaluate the latent weaknesses of banking.79

78. See, e.g., Robert M. Garsson, Greenspan Issues Warning on Falling Credit
Standards, AM. BANKER, Oct. 10, 1994, at 1.

79. Riegle-Neal Banking and Branching Efficiency Act of 1994, Pub. L. No. 103-
328, Sec. 210, 108 Stat. 2338, 2339-2379 (1994) (codified at 12 U.S.C. § 1811) ("The
Secretary of the Treasury ... shall.., conduct a study of matters relating to the
strengths and weaknesses of the United States Financial Services System in meeting
the needs of the system's users ... ").

19961



502 UNIVERSITY OF COLORADO LAW REVIEW [Vol. 67

However, at least on the surface, the banking business is far
from trouble. Despite the proliferation of potential competition
in some quadrants of the financial services industry (especially as
compared with the banking environment before the 1970s),
banking is still a large and hugely profitable enterprise, with
commercial banks and thrifts together controlling over $4 trillion
in credit market assets at the end of 1992.80 Although an
economic justification for the classical link between taking
deposits and making loans may well be utterly nonexistent except
among small community banks today, many banks obviously
continue to thrive.

Indeed, the highly profitable experience of banking since
1991 suggests that the banking business is probably improving its
overall efficiencies to some extent. Although most economists
who have studied banking efficiency have concluded that the
business is still in the aggregate inefficient, 81 a few economists
are even willing to characterize the business now as being, on
balance, efficient. In a recent report issued by John Boyd and
Mark Gertler,s2 and in a closely parallel study conducted by
George Kaufman and Larry Mote, s both under Fed auspices, 4

the argument is made that the longstanding decline in bank
assets as a percentage of all financial assets in the United States
fails to account for the migration of considerable bank activity off
the balance sheet.

Their point is very well taken. As Boyd and Gertler docu-
ment, banks today sell many of the loans they originate in the
secondary mortgage market, generate substantial income by
providing guarantees and back-up lines of credit, and make
markets between distant counterparties willing to trade deriva-
tive risks for the purposes of hedging and speculation. Little of
such new business is reflected on the balance sheets of the banks,

80. FED. RESERVE BULL., supra note 40, at A43 tbl. 1.59.
81. See, e.g., Wheelock & Wilson, supra note 76, at 43.
82. See John H. Boyd & Mark Gertler, Are Banks Dead? Or Are the Reports

Greatly Exaggerated?, Q. REV. OF THE FED. RESERVE BANK OF MINNEAPOLIS, Summer
1994, at 2.

83. See Kaufman & Mote, supra note 57, at 2.
84. The Federal Reserve's sponsorship of the Boyd/Gertler study during a year

in which the Fed's role in bank regulation had been under attack by the Treasury
Department, and Alan Greenspan's repeated public citation of the study in political
contexts, see Stephen A. Davies, Banks' Big Comeback is Celebrated, AM. BANKER,
Sept. 28, 1994, at 22, suggest that the study's conclusions may warrant careful
scrutiny.
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and Boyd and Gertler are plainly right to count off-balance-sheet
activity in assessing the financial health of banks and banking.
Nevertheless, it does not refute the basic decline in the economic
significance of banks in their traditional deposit and lending
markets.

Boyd and Gertler and Kaufman and Mote are right to imply
that many banks' increased reliance on noninterest income
signals an important change in the basic economics of banking. 5

In their areas of growth, banks no longer intermediate as risk-
assuming principals. Acting instead as well-placed, technically
knowledgeable brokers, many modern banks envision their
emerging business as matching appropriate users of capital with
appropriate suppliers of capital.8"

However, from a regulatory perspective (which Boyd and
Gertler concede is the major reason to be concerned with the
whole question of banking's vitality in the first place), 7 this
economic shift makes a big difference. In general, a broker's
failure is of far less moment than a principal's failure. Mortgage
originators, for instance, are regulated much less pervasively
than banks in part because of the fact that they act more as
agents than as principals in the mortgage market. If a broker
fails, the principal obligors usually remain to satisfy their
respective contractual obligations. If a principal fails, on the
other hand, the chance that it will complete a costly transaction
grows slight. The principal's failure is thus often more economi-
cally disruptive than the broker or agent's failure.

If Boyd and Gertler and Kaufman and Mote are indeed
suggesting that a fundamental economic shift has occurred in
modern banking, then their elaborate attempts to translate the
noninterest income activities of banks into balance-sheet equiva-
lents are inconsistent with their main point. The exercise is

85. See id. at 18 ("In many cases ... the growth of off-balance sheet activities
reflects only superficial rather than substantive changes in the nature of banking
.... Thus we strongly caution against interpreting movement to off-balance sheet
activities as indicating that banks are moving into completely new lines of business
and abandoning old ones.").

86. As interest rates have spiked during the past year-a potential calamity for
some speculative holders of some derivative risks--the only parties to have suffered
devastating losses have not been the dealer banks, but a few counterparty customers.
This suggests that the dealers have been successful in minimizing their own exposure
to risk-consistent with their claims to Congress and the regulators. In short, they
have apparently acted primarily as brokers, not as principals.

87. Kaufman & Mote, supra note 57, at 2-3.
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theoretically dubious because it is predicated on the outdated
assumption that the off-balance-sheet activities of banks are
assets and liabilities in disguise.8 On the contrary, those
activities have little to do with banks as stakeholders and risk-
takers and hence have little to do with the balance sheet. The
primary capital that is involved with most modern off-balance-
sheet activity involves knowledge, connections, and expertise, not
financial muscle.

Income may be a better indicator of financial health in this
context, but it too has flaws. In a stunningly short span of time,
American banks have gone from some of the least profitable in
the world to among the most." This quick change is more
consistent with the suggestion of massive subsidization proposed
here than with the hypothesis of speedy economic reform sug-
gested by Boyd and Gertler.

There are other troubling aspects of Boyd and Gertler's
analysis as well. They assume that the profitability and riskiness
of off-balance-sheet activity is comparable to traditional bank
lending, but in fact, as Bankers Trust's recent financial reports
make plain, the derivatives business has been far more volatile
than conventional banking, at least during the pioneering era of
the derivatives industry.9" Despite Boyd and Gertler's and
Kaufman and Mote's various efforts to prove banking's general
vigor through quantitative financial data, the health of the new
type of banking activities cannot best be gauged by reference to
the traditional financial aggregates, whether drawn from the
balance sheet or the income statement.

Meanwhile, though they build a credible case about banking's
financial well-being on the basis of aggregate financial data, Boyd
and Gertler really do not dispute that the long-term economic
health of the traditional business of American banking is under
great strain. For instance, Kaufman and Mote concede that the

88. The hopelessness of the task, however, has not discouraged the Bank for
International Settlements, national banking regulators, and others from attempting
to articulate a workable system for translating derivatives into balance-sheet
equivalents. See, e.g., Bruce S. Darringer, Swaps, Banks, and Capital: An Analysis
of Swap Risks and a Critical Assessment of the Basle Accord's Treatment of Swaps,
16 U. PA. J. INT'L Bus. L. 259 (1995).

89. James R. Kraus, U.S. Shines in Worldwide Profitability Race, AM. BANKER,
Oct. 4, 1994, at 1.

90. See Gerald A. Edwards, Jr. & Gregory E. Eller, Overview of Derivatives
Disclosures by Major U.S. Banks, 81 FED. RESERVE BULL. 817 (1995).
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banks' share of the lending business has dropped precipitously
since 1980.91 Furthermore, Boyd and Gertler note that American
banks have lost a surprisingly large share of domestic commercial
lending to foreign banking competition.92  However, their
conclusion about this trend-that, counting both foreign and
domestic banks, banking overall is healthy-is not much of an
endorsement for the fundamental economic soundness of Ameri-
can banking. If the economic and regulatory difficulties experi-
enced by American banks have channeled financial business to
freer foreign institutions as much as Boyd and Gertler admit, that
only underscores the competitive problems of American banking
in its traditional business.

In evaluating whether the traditional business of banking is
economically sound, the statistical profile assembled by Boyd and
Gertler is simply not persuasive. Of equal or greater significance
in this regard are the statistics about banking's share of all
financial assets, combined with a more nuanced feel for the basic
economic character of the financial marketplace, the laws that
control that marketplace, and the particular significance of banks
and their products in the mix.

In this light, Boyd and Gertler's assertion that the deriva-
tives business is part of a brave new calculus for some banks
remains a worthy insight. And though their attempt to demon-
strate the fundamental economic soundness of banking may be
unpersuasive with respect to the traditional business of banking,
their case for banking's general financial soundness is far more
compelling-as is their case for the long-run prospects of the
industry, if effective diversification continues. Thus, it is quite
possible to join Boyd and Gertler and Kaufman and Mote in
acknowledging the significant development of fee-based, off-
balance-sheet activities, while also recognizing the critical decline
in the traditional business of banking.

Indeed, the observations are complementary. It seems likely
that the lethargic, legally enforced inefficiency of the traditional
banking business gives opportunistic banks a special incentive to
invent, refine, and market derivatives, securitized products, and
other financial novelties outside the regulated realm-especially

91. See Kaufman & Mote, supra note 57.
92. Boyd & Gertler, supra note 82, at 10. In 1983, loans by foreign banks

accounted for nine percent of bank assets in the United States. By 1992, that share
had jumped to 21%. Id.
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if there is uncertainty about the future prospects of subsidies and
regulatory protection.

In sum, banking is undoubtedly improving its economic
efficiencies to a limited extent-but not so much that the business
as a whole is willing to shed the legal protections and subsidies
that continue to render the core business of banking fundamen-
tally inefficient.

E. Some Political Aspects of Banking Inefficiency

If the foregoing analysis is accurate, then even through the
late crisis in banking, most banks must have been droning on in
very familiar ways, stubbornly refusing to shed the legal binds
that rendered their core businesses inefficient. Why would they
not have reacted by supporting more aggressive banking law
reform? The answer is that, although banks certainly possessed
the political power to achieve such reform, they chose not to
because existing regulations provide restraints on competition
and subsidies that benefit banks.

Macey and Miller have suggested that the lack of reform in
banking law has occurred because "there are severe political costs
to politicians and regulators who attempt to deal with the
industry's obsolescence." 3 Macey and Miller seem to have erred,
however, first by imagining that the interests of the politicians
and regulators are not essentially parallel to those of the banks,
and second, by viewing the politicians, regulators, and banks as
having collectively failed to use the political process to further the
financial advantage of the banking business so far in the 1980s
and 1990s.

94

The absence of reform may instead suggest that the bankers
got what they wanted and that true reform would have caused a
more painful disruption in the banking industry during the 1980s
than the one that in fact occurred. The existing regulatory
scheme provided distinct and familiar advantages for the
regulated banks that they were loath to relinquish. Their recent

93. Macey & Miller supra note 20, at 290.
94. The political logic of banking law seems long to have made more sense than

its economic logic. For instance, Professor Roe's provocative revisitation of the
history of banking in the nineteenth and first half of the twentieth century strongly
suggests that the deep structure of the banking business has far more to do with
effective politics than with sound economics. ROE, supra note 1.
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collective financial success despite the absence of substantial
reform seems only to confirm the political savvy and financial
instincts of the banking industry and its agents in resisting
wholesale reform. Fearful of vigorous competition, banks and
bankers may in fact have employed political action more or less
successfully to mask and compensate for the latent economic
vulnerabilities of the banking industry.

After several years of record profits, it now seems starkly
evident that banks can thrive even when their services in theory
could be supplied more efficiently by themselves or other financial
service providers, unfettered by legal restraints. The felicitous
nature of much legal regulation provides insight into why.

With every modern banking charter comes access to cheap
federal funds through the discount window, mispriced federal
deposit insurance, and access to a subsidized payment system.
Each of these subsidies bears substantial (if partly hidden) costs
not borne by the banks.95 Meanwhile, constraints on entry and
exit, restrictions on activities, controls on affiliation and owner-
ship, and geographic limitations also serve to keep competitors at
bay. Perhaps as important, each banking charter comes equipped
with at least one guardian angel-a regulatory bureaucracy that
is devoted not only to ensuring the financial viability of the bank
and its kin but also to perpetuating the very reasons for its own
existence.

But of course the banks do not leave their legal fate either to
chance or the regulators. Banks frequently engage vigorously
and effectively in political action at both the legislative and
regulatory levels. To secure and retain their lucrative public
subsidies and protections, banks may even occasionally agree to
accommodate low-cost public interests by submitting to legisla-
tion like the Community Reinvestment Act9" (so long as it
remains cheap to comply). The continuation of restraints on
competition or subsidies is more a testament to the political savvy
and success of the banking business than to banking's political

95. Some of the costs of the payment system are discussed in Robert T. Clair,
Daylight Overdrafts: Who Really Bears the Risk?, in GOVERNING BANKING'S FUTURE:
MARKETS VS. REGULATION, supra note 2, at 117. As to the unreasonably high social
costs of deposit insurance, see Jonathan R. Macey & Geoffrey P. Miller, Deposit
Insurance, the Implicit Regulatory Contract, and the Mismatch in the Term Structure
of Banks' Assets and Liabilities, 12 YALE J. ON REG. 1 (1995). On the discount
window's operations and some of its costs, see Clouse, supra note 25.

96. 12 U.S.C. § 2901 (1994).
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ineptitude or frustration. Banks can be expected to stymie most
attempts to alter or minimize the legal relationships that
preserve their privileges.97

This would seem to suggest that banks would have bolted for
reform at the height of the banking crisis. There are several
reasons why this did not occur. First, few banks were really
threatened. Remaining behind the legal barriers that kept
outsiders at bay, even some of the most laconic banks were able
to weather the storm.

Another reason may lie simply with inertia; banks over the
decades had learned the merits of submitting to the pervasive
scheme of banking law and regulation. Chartering requirements,
ownership controls, activity restrictions, geographic limits,
affiliation prohibitions, and perennial bureaucratic supervision
have attended banking for the most part since the nineteenth
century, and most certainly since the Depression. For decades at
least, the strategy of compliance had resulted in a relatively risk-
free business environment.

Yet another reason for the lack of comprehensive legal reform
during the crisis was that aggressive, reform-minded banks were
being routinely siphoned out of the reform channels and were
given individual exemptions from many of the strictures of
banking law.98 That pattern continues today.

Finally, law does not wholly dictate inefficiency. The basic
economic structure imposed on banking by law did not force all
banks into bad business nor into financial trouble. Within the net
of bank regulation, some banks during the 1980s maneuvered
remarkably well. Even without special maneuvers, other banks
enjoyed uniquely advantageous positions in the marketplace.
Still other banks simply outperformed competitive banks in the
traditional banking business. As confined as they may be from a

97. The general situation in the modern politics of banking resembles the kind
of complex, long-term relational contracting that Professor Priest described in his
recent article on the commission form of regulation and the theories of regulation
debate. See George L. Priest, The Origins of Utility Regulation and the "Theories of
Regulation" Debate, 36 J.L. & ECON. 289 (1993). There is one major exception,
however. No matter how complex the relationships may be between the banks and
their regulators, it is usually the case that the banks emerge from those relationships
with financially satisfactory results, whether or not economic efficiency is furthered.

98. To provide some banks with the opportunity to compete in the securities
business, for instance, the Glass-Steagall barrier has been breached for individual
institutions time and time again. See, e.g., 2 MICHAEL P. MALLOY, BANKING LAW AND
REGULATION § 6 (1994).

[Vol. 67
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legal standpoint, most banks (perhaps even most of the banks
that failed in the late financial crisis) still enjoyed a range of
formal alternatives that proved to be financially rewarding.

In short, banking law was never enough of a threat to the
comfort of the banking business to entice the bankers into
political reform. Although such regulation created economic
inefficiencies in banking, it also provided immediate financial
gratification that banks did not want to give up. Moreover,
regulators were uninspired to attempt reform due to concern for
their own continued role in the business of banking.

F. A Summary-And The Implications for Public Policy

In sum, banks failed in larger numbers during the 1980s
probably because of inherent economic weaknesses in banking
and not primarily because of macroeconomic conditions, regula-
tory failure, or fraud. Banking's more recent financial profitabil-
ity, while partly attributable to improvements in efficiency, is also
attributable to skillful manipulation of regulatory and political
controls over the industry by, and on behalf of, the banks.
Strange as it may seem in an era when banks are booming
financially, the banks are still afflicted by basic economic
weaknesses in their core businesses, weaknesses that are only
partially masked by elaborate legal and regulatory intervention
heavily underwritten by taxpayers, consumers, and potential
competitors.

The politics and financial effects of bank regulation seem to
explain far more about the structure and operation of banking
law today than does economics-which has some rather obvious
implications for public policy. For instance, it suggests that law
reform proposals will be welcomed by the banks only to the extent
that banks will benefit from the changes more than the substan-
tial degree to which they have been benefiting from competitive
insulation and subsidies.

Even the modest reform proposals made by the 1993 Com-
mission99 will likely fail to meet with widespread approval from

99. The Commission's particular reform proposals included: (1) providing
deposit insurance only on deposits maintained by "monetary service companies" that
would resemble conservatively invested money market mutual funds; (2) converting
all thrifts to commercial bank charters and streamlining regulation under a single
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the banks, and those proposals will therefore probably languish.
Similar dynamics doomed the four roughly analogous reform
proposals that issued from the executive branch alone since
1984,100 as well as the several waves of unofficial calls for
reform, 1 despite the obvious economic merit of the proposals0 2

and the widespread pleas for their implementation.103 The most
recent victims of the banks' reluctance to embrace banking law
reform include Senator Alfonse D'Amato and Representative Jim
Leach, who in 1995 proposed alternative ways of removing the

regulator; (3) cracking down on fraud and related insider abuses; (4) increasing
general public scrutiny of banking and bank regulation; and (5) improving accounting
standards. ORIGINS AND CAUSES, supra note 3, at 10-16, 62-77.

100. THE PRESIDENT'S COUNCIL ON COMPETITIVENESS, supra note 59 (Quayle
Commission report recommending narrower deposit insurance, risk-based premiums,
higher capital requirements, improved supervision, and possible reliance on private
insurance); U.S. DEP'T OF THE TREASURY, MODERNIZING THE FINANCIAL SYSTEM:

RECOMMENDATIONS FOR SAFER, MORE COMPETITIVE BANKS (1991) (the so-called
"Treasury Proposal" advocating nationwide branching, abolition of Glass-Steagall
barriers, limits on deposit insurance, activity restrictions based on capital adequacy,
and establishment of a federal superagency); U.S. TASK GROUP ON REGULATION OF
FINANCIAL SERVICES, BLUEPRINT FOR REFORM (1984) (the so-called "Bush Task Force
Report" recommending consolidated, streamlined regulatory oversight and stiffer
capital adequacy and reserve requirements). Perhaps attempting to avoid the
repeated failures of prior White House proposals for reform, the Clinton
administration introduced its call for a regulatory consolidation under a
"superregulator," and for interstate branching, somewhat more informally-in a
speech by Treasury Secretary Lloyd Bentsen on October 25, 1993. See Andrew
Taylor, Administration Steps Gingerly Into Overhaul Minefield, CONG. Q. WKLY. REP.,
Oct. 30, 1993, at 2951. Perhaps the recent failures of White House proposals are well
deserved. The last time a presidential proposal for banking reform succeeded, the
results proved highly problematic. See REPORT OF THE PRESIDENT'S COMMISSION ON
FINANCIAL STRUCTURE & REGULATION (1971) (advocating elimination of most interest-
rate ceilings on time deposits and expansion of the permissible activities of thrift
institutions, in particular, granting permission to lend and invest directly in
commercial real estate ventures).

101. See, e.g., ROBERT E. LITAN, WHAT SHOULD BANKS Do? (1987) (proposals by
a respected Brookings Institution analyst, now serving as deputy assistant attorney
general); Charles E. Schumer, Drafting a New Regulatory Scheme: A Congressional
Perspective, 31 N.Y.L. SCH. L. REV. 295 (1986) (thoughts of a leading bank reformer
in Congress); WHITE, supra note 7 (careful academic proposals by a professor at New
York University and former member of the Federal Home Loan Bank Board).

102. Like the Commission's proposals, most of the alternatives involve limiting
deposit insurance, expanding the power of banks to conduct a wider variety of
financial activities, reducing the seemingly aimless multiplicity of institutional forms,
simplifying the regulatory structure, and tightening supervisory oversight of the
subjects that remain under regulation.

103. See Macey & Miller, supra note 20, at 308.
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Glass-Steagall Act as a barrier between investment banking and
commercial banking.10 4

Substantial legal reform in banking will probably occur only
if the banks demand it. However, if other affected groups (for
example, taxpayers, customers, and competitors) grow sufficiently
concerned about their stake in banking law, it is at least remotely
conceivable that interests other than those of the banks could
again be counted in banking law. It is to that subject of evaluat-
ing the possible public stake in banking law that we now turn.

III. WHY REGULATE BANKS?

Given the dubious economic effects of banking law, one might
imagine robust debate about whether banking law is warranted.
In contrast to the politically charged issues of banking during the
nineteenth and early twentieth century, banking issues in the
late twentieth century have been greeted with boredom.10' Yet
rather than discuss whether or why banking should be regulated,
most proponents of legal reform in banking only debate how the
law should best guide banking. Reformers, like defenders of the
status quo in bank regulation, typically assume that banking
necessitates pervasive governmental oversight to ensure both
institutional and systemic safety and soundness.

Banks in themselves, however, are nothing special. In
contrast to the intrinsic value of fundamental "goods" like free
speech, free association, property, or the well-being of children, all
of which may warrant legislative protection without much soul-
searching, the intrinsic value of a bank is comparatively negligi-
ble. Thus, the talisman of banking law and policy-to protect the
safety and soundness of banks and banking-is by rights empty
and can only become meaningful if one concludes that other,
greater public goods may flow from protecting banks and banking.
Why should government fuss about the safety and soundness of
banks and banking when other important activities and
organizations-including television programming, research

104. S. 337, 104th Cong., 1st Sess. (1995); H.R. 1062, 104th Cong., lst Sess.
(1995).

105. See Daniel R. Fischel et al., The Regulation of Banks and Bank Holding
Companies, 73 VA. L. REV. 301, 305 (1987) ('"iuch has been written on various
aspects of banking regulation, but the critical question-are banks different from
other types of firms, and, if so, how-has, surprisingly, been almost completely
ignored.").

1996]



UNIVERSITY OF COLORADO LAW REVIEW

science, commercial corporations of all kinds, and charitable
institutions-are given comparatively wide latitude to operate?

The absence of a vigorous discussion about the public's
interest in banking law has naturally worked to the advantage of
those banks and bureaucracies that might benefit from perpetua-
tion of the existing scheme of legislation, which, as this paper has
suggested, is predominantly favorable to banks. Because banks
and the regulatory bureaucracies control much of the discussion
about the policy of banking law, it is not surprising that the
discussion is often filled with empty rationalizations about the
"need" to ensure safety and soundness.

Frustrated academics, some of whom have tilted for years at
the seeming illogic of banking law, have turned to economic
theories of regulation (including the public-choice theory relied on
occasionally in the first section of this article) to explain the
sometimes curious character of banking law. Meanwhile, the
public-interest model of regulation has become academically
unfashionable. °6

The following discussion is an attempt to resuscitate and
reexamine the public-interest model of regulation in banking, if
for no other reason than because it remains the ultimate currency
of the lawmaker and regulator. It is not offered, as Professor
Priest might fear, to deprecate or compete with the economic
theories of banking regulation but rather to recall the types of
concerns that may have given rise to, and may arguably still
recommend, various aspects of banking law. If banking really is
dominated by politics, and if those politics have recently been
dominated by the regulated institutions and their regulatory
guardians, then the role of the public interest in banking has
been neglected for too long. We might well dust it off.

To the extent that lawmakers and reformers offer any
justifications for banking law, they usually assert special public
interests in affirmatively protecting depositors, borrowers, and
the economy. Regulation is also advocated to guard against
concentrations of power. These various interests and concerns
are considered serially below.

106. As Professor Priest has observed, "few scholars purport to defend public
interest explanations of regulation." Priest, supra note 97, at 300.

[Vol. 67
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A. To Make a Safe Haven for Depositors?

Some analysts believe that depositor protection provides the
"most basic reason for regulation of banking."'17 In particular, the
presence of depositors in banking is sometimes said to invite
governmental intervention (1) to protect depositors from banker
fraud and oppressive banking relationships, (2) to protect
depositors from imperfect financial markets, and (3) to protect
depositors from one another and themselves. 10 8

107. Kenneth Spong, Why Regulate Banks, in BANK MANAGEMENT AND
REGULATION 13 (Anthony Saunders et al. eds., 1992).

108. Writing about the regulation of financial intermediaries in general, Robert
Clark delineated five possible reasons for the protection of depositors as a class:

(1) Bank depositors are easier targets for theft than are the suppliers of capital
to other businesses (i.e., depositors need to be protected from bankers).

(2) Bankers can abruptly alter the riskiness of their banks' assets simply by
trading in the normal course of business (i.e., depositors need to be protected from
bankers).

(3) Depositors have difficulty gathering useful information about the nature of
a bank's assets (i.e., depositors need to be protected from an imperfect market).

(4) Depositors are likely to make mistakes in evaluating bank risks (i.e.,
depositors need to be protected from themselves).

(5) Small depositors cannot afford to sustain the losses that would result from
bank failures (i.e., depositors need to be protected from themselves).
Robert C. Clark, The Soundness of Financial Intermediaries, 86 YALE. L.J. 1, 12-23
(1976).

To this list of reasons for protecting depositors, one should add the following oft-
cited suggestion:

(6) Depositors are more likely to run on a bank than are the creditors of other
firms (i.e., depositors need to be protected from one another).
See Fischel et al., supra note 105, at 307-08; Jonathan R. Macey & Geoffrey P. Miller,
America's Banking System: The Origins and Future of the Current Crisis, 69 WASH.
U. L.Q. 769, 803-04 (1991); Spong, supra note 107.

In Stephen Breyer's parlance, depositor protection may be justified on several
grounds:

(1) "excess profit" rationale (bankers are close to large streams of depositor funds
from which the bankers can too easily skim large sums without notice);

(2) "inadequate information" rationale (market for information about the true
character of deposit services is poor);

(3) "paternalism" rationale (small depositors are incapable of evaluating the data
that is available to them);

(4) "unequal bargaining power" rationale (depositors and some potential
borrowers are weakly positioned in relation to banks); and

(5) "moral hazard" rationale (depositors are likely to run on a bank without
counting the aggregate costs to the system).
STEPHEN BREYER, REGULATION AND ITS REFORM 15-35 (1982).
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1. Protection Against Bankers

For generations, it has been suspected that unscrupulous
bankers and their banks tend to abuse depositors-thereby
arguably justifying character checks on bankers applying for
banking charters,' °9 ongoing regulatory oversight of bankers,
limits on insider loans, °10 and special criminal laws against
banker misconduct."' Several of the founding fathers, for
instance, loudly lamented the role played by bankers in the
inflationary over-issuance of bank notes in the early decades of
the republic." 2 On the other hand, those early remonstrations
against bankers appear to have been based largely on general
objections to the institution and routine operation of banking
itself, rather than to extraordinary instances of fraud.

Likewise, prior to his appointment to the Supreme Court in
the early twentieth century, Justice Louis Brandeis was best
known for his scathing attack on bankers and banking in a series
of articles that ran in Harper's, later published in book form as
Other People's Money and How the Bankers Use It." ' Brandeis's
attack still echoes today,"4 but a close examination of Brandeis's

109. By contrast, corporate charters are generally issued without regard for the
character or competence of the applicant.

110. See, e.g., 12 C.F.R. § 215 (1978) ("Reg 0," implementing, among other laws,
the Financial Institutions Regulatory and Interest Rate Control Act of 1978,
Pub. L. No. 95-630, 92 Stat. 3641 (codified as amended in scattered sections of
12 U.S.C.)).

111. See, e.g., 18 U.S.C. §§ 212, 214, 215, 891-96, 1005, 1014, 1344 (1994).
112. See, e.g., Letter from Thomas Jefferson to Nathaniel Macon (Jan. 12, 1819),

in XII WORKS OF THOMAS JEFFERSON 112 (Paul L. Ford ed., 1905) ("But I see nothing
in this renewal of the game of 'Robin's Alive' but a general demoralization of the
nation, a filching from industry its honest earnings, wherewith to build up palaces,
and raise gambling stock for swindlers and shavers ... ").

113. See Richard M. Abrams, Introduction to LouIS D. BRANDEIS, OTHER
PEOPLE'S MONEY AND HOW THE BANKERS USE IT (Richard M. Abrams ed., Harper &
Row 1967) (1914). Interestingly, Abrams speculates that Brandeis in his title quoted
from Adam Smith's comments about the directors of joint stock companies:

[Bleing the managers of other people's money'than of their own, it cannot
well be expected, that they should watch over it with the same anxious
vigilance with which partners in a private copartnery frequently watch
over their own .... Negligence and profusion, therefore, must always
prevail, more or less, in the management of the affairs of such a company.

Id. at xxxi (quoting ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE
WEALTH OF NATIONS 700 (Edwin Cannan ed., Random House 1937) (1776)).

114. See, e.g., PAUL Z. PILZER & ROBERT DEITZ, OTHER PEOPLE'S MONEY: THE
INSIDE STORY OF THE S&L MESS (1989) (recycling Brandeis's title); L.J. Davis, The
Problem with Banks? Bankers, HARPER'S, June, 1991, at 45 (revisiting the theme of
Harper's first and greatest journalistic triumph).
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overall argument suggests that it too was directed primarily at
problems with the ordinary conduct of banking at that time."'

It is possible that bankers (being privy to easily convertible
cash) are inclined to defraud depositors more than corporate
directors (being privy primarily to less-convertible goods and
services) are inclined to defraud commercial creditors or corporate
shareholders. Indeed, bank directors have often been said to bear
stricter fiduciary duties than other corporate directors."' On the
other hand, one need not necessarily read that fact to indicate a
higher proclivity for abuse by bank officials. Instead, the higher
banking standard is conceivably due to the existence of a cultural
norm in banking that directors and officers should conduct their
affairs in an unusually punctilious manner, perhaps because
depositors seek such assurances. This does not mean that
bankers indeed defraud or abuse their depositors at an aberrant
rate.

Some evidence has been taken to mean that bankers
collectively engage in an unusual level of misconduct. In the
aftermath of the banking crisis of the 1980s, at least two studies

115. Brandeis mostly railed against bankers for compromising the interests of
securities issuers and borrowers, not depositors. However, Brandeis did mention the
potential for conflicts of interest between bankers and small securities investors, who
may be analogized to depositors. Even then, the objection was not that bankers were
fraudulent but that they simply did not appreciate that their relationship with the
investor was of a fiduciary nature.

Such a detached attitude on the part of the banker is demanded also in
the interest of his other [i.e., non-issuing] customers-the purchasers of
corporate securities. The investment banker stands toward a large part
of his customers in a position of trust, which should be fully recognized.
The small investors, particularly the women, who are holding an ever-
increasing proportion of our corporate securities, commonly buy on the
recommendation of their bankers. The small investors do not, and in most
cases cannot, ascertain for themselves the facts on which to base a proper
judgment as to the soundness of the securities offered. And even if these
investors were furnished with the facts, they lack the business experience
essential to forming a proper judgment.

BRANDEIS, supra note 113, at 136. Incidentally, in one paragraph here, Brandeis
deftly links three primary rationales for the protection of small investors (and,
presumably, depositors): (1) banker misconduct; (2) imperfect information; and (3)
depositor/creditor debilities. Despite the impressive pedigree of such justifications
for pervasive bank regulation, however, the rationales are not without their
weaknesses, as the text discusses.

116. See Briggs v. Spaulding, 141 U.S. 132, 147-48 (1891); Francis v. United
Jersey Bank, 432 A.2d 814, 821 (N.J. 1981); Hun v. Cary, 82 N.Y. 65, 71 (1881);
Litwin v. Allen, 25 N.Y.S.2d 667, 678 (N.Y. Sup. Ct. 1940). For a more modern
analogue, see PRINCIPLES OF CORPORATE GOVERNANCE AND STRUCTURE: ANALYSIS AND
RECOMMENDATIONS § 4.01 reporter's note (1992).
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and several books117 have detailed scandalous anecdotal and some
statistical evidence about banker corruption that may outdo the
horror stories of business fraud. Moreover, some evidence
suggests that a greater percentage of banking failures may have
been associated with fraud and insider misconduct than the
percentage of fraud-related failures associated with other
commercial enterprises.1

Indeed, bankers whose institutions are already troubled may
be more inclined to bet their banks on risky schemes. However,
excessive risk-taking is not what we conventionally understand
to be fraud, and in any event may primarily be a function of the
moral hazard of another regulatory intervention, deposit insur-
ance.

The data about higher rates of fraud in bank failures may
also be misleading because nonfinancial businesses have been
free to fail for a variety of reasons while banks have been largely
protected from causes of insolvency other than fraud. Moreover,
bank regulators may have special incentives to exaggerate the
extent of fraud in the wake of bank failures so as to exonerate
themselves from possible charges of negligent monitoring.

Professor Swire has identified several plausible reasons why
insider abuse is "more likely to occur in banks than industrial
corporations."'1 9 On the other hand, he stops short of providing
new empirical evidence that fraud in fact occurs more commonly
in banking than in commerce and even suggests that, in the late
banking crisis, "a far greater proportion of failures was caused by
stiff competition." 2 ° In brief, the evidence of an excessive risk of
fraud in the banking business is not entirely persuasive, but it
cannot be entirely discounted as a possible reason for regulating
banks more carefully than commercial firms.

Even if the phenomenon of excessive banker fraud were
proven conclusively, however, it would still justify only a very
limited amount of regulation, perhaps involving stiffer criminal

117. See, e.g., JAMES R. ADAMS, THE BIG FIX: INSIDE THE S&L SCANDAL (1990);
KATHLEEN DAY, S&L HELL (1993); STEPHEN PIZZO ET AL., INSIDE JOB: THE LOOTING

OF AMERICA'S SAVINGS AND LOANS (1989).
118. Clark, supra note 108, at 12.
119. Peter P. Swire, Bank Insolvency Law Now That It Matters Again, 42 DUKE

L.J. 469, 510 (1992). Swire argues that the high volume of liquid, easily forgeable
transactions in banking, often involving large sums of money and crossing
jurisdictional boundaries, invites abuse.

120. Id. at 520.

[Vol. 67
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and civil penalties for bank fraud, increased auditing to increase
the chance of catching fraud, and some modest tinkering with the
insolvency rules.'21

2. Protection Against Imperfect Markets

Another possible reason for depositor protection stems from
the notion that banks are systematically tempted to exploit
depositors, not through fraud, but through the possible tendency
of banks to monopsonize the deposit business (become through
cartelization in effect the sole buyers and price-setters of depos-
its). This might justify the pervasive institutional regulation of
banks, as it is sometimes said to justify the pervasive institu-
tional regulation of natural monopolies like utilities.

In the nineteenth century, however, the multiplicity of banks
and deposit rates suggests that the deposit market was not
monopsonized. In the twentieth century, monopsonization may
once have occurred through the operation of Regulation Q, which
set standardized limits on interest.'22 However, those limits were
repealed by 1982.23

It is possible that much of the deep-seated fear about banks
systematically exploiting depositors had little to do with banking
per se; perhaps it had more to do with the general pattern of
economic development in the nineteenth century. During that
period when large commercial firms were first organizing, their
massive capital needs were provided for substantially by banks,
which in turn rented the capital from the deposits of small savers.
When the savers (many of whom simultaneously served the new
firms as workers in hard conditions) did not receive returns
comparable to the extraordinary returns enjoyed by the owners
of the new industrial firms (which were, to be sure, innovative in
both scale and design), 124 the savers may have vented their
frustration on the intermediary banks by inviting regulation.

121. Swire aptly warns against overaggressive insolvency regulation, however,
for fear that it will unnecessarily exacerbate the risk that a troubled institution will
fail by scaring off shareholders, debtholders, counterparties, customers, employees,
directors, and officers. Id.

122. See 12 U.S.C. § 371(b) (1994).
123. Congress phased out Regulation Q in 1980. See id. § 3501.
124. See ALFRED D. CHANDLER, JR.,, THE VISIBLE HAND: THE MANAGERIAL

REVOLUTION IN AMERICAN BUSINESS (1977).
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Nevertheless, it seems doubtful that the banks were then, or
are now, more likely to exploit depositors than other commercial
firms are likely to exploit their customers. Indeed, community
activists today are trying to recruit banks to provide rudimentary
deposit services in poor communities because banks are seen as
less oppressive than the check-cashing establishments that now
prey upon the poor. One could take that fact to mean that if
unregulated, the banks, like the check cashers, would also tend
to exploit the weakest depositors. However, even if this is the
case, the tiny market for small deposits is not significant enough
to warrant the pervasive regulation that exists today.

In the market for larger deposits, meanwhile, there is less
reason to worry today about systematic exploitation of depositors
by banks than there may once have been in a less diversified
market. Despite substantial legal impediments to innovation, the
market for deposit services has in fact diversified. Depositors,
who use banks primarily to safeguard assets and facilitate
payments, now seek those services from a plethora of nonbank
providers. Mutual funds, pension plans, discount brokers, and
insurance companies provide many ways for savers to guard
assets. The amount of bank deposits as a percentage of gross
domestic product has declined appreciably since 1929,125 while the
sums managed outside of banking in mutual funds, pension
plans, brokerage accounts, and life insurance companies have
rocketed almost from nowhere to the point that they today

125. Banks held deposits representing 56% of gross domestic product ("GDP")
in 1929 but only 45% of gross domestic product in 1992.

Table 5. Deposits as Percentages of GDP for the Years 1929 and 1992

Year Deposits* GDP* Deposits as a percentage
of GDP

1929 $58 $103 56.31%

1992 $2699 $5951 45.35%

*Dollar amounts given in billions.

Sources for table: BUREAU OF THE CENSUS, supra note 6, at 442 tbl. 690, 509 tbl. 797;
BUREAU OF THE CENSUS, U.S. DEP'T OF COMMERCE, HISTORICAL STATISTICS OF THE
UNITED STATES, 140 tbl. F-44, 150 tbl. F-183 (1960).
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collectively outstrip the banking sector in the extent of total
financial assets controlled. '26

A traditional basis for rejection in this area has been that
depositors cannot effectively monitor and control banking
institutions. As Professor Howell Jackson has noted, "a principal
rationale for regulation in this field is that members of the
general public who supply funds to financial intermediar-
ies-whether depositors, pension beneficiaries, or insurance
policyholders-are not well-situated to monitor and evaluate the
investment strategies of individual institutions.' 27  This is
especially pertinent in a situation in which the depositors face
limited options for their deposits. With no choices, depositors
lack the means and incentive to discipline the institutions.
Moreover, they do not invest in analysis of their own optimal risk
profile.

On the other hand, as depositors face a widening array of
investment opportunities for their deposits, the depositors can
exert more effective discipline and select out the particular risk
profiles that are most suitable for their individual needs, which
they will then have more of an incentive to consider. These new
opportunities for depositors rapidly diminish the usefulness of
independent oversight.

In the payment services that often accompany deposit
services, one can detect some diversification in the options open
to depositors. Credit card networks, for instance, play a growing
role in facilitating payments by consumers. More than fifty-six
percent of households had bank credit cards in 1989, and since
that time the number seems likely to have grown.12 However,
because credit cards have been dominated by the banks, they
have not provided as effective a payment substitute for the check
as they might otherwise have provided had the credit card

126. At the end of the first quarter of 1993, mutual funds, insurers, and pension
plans controlled $4.3 trillion in assets, compared with banks, which controlled less
than three. FED. RESERVE BULL., supra note 40, at A44 tbl. 1.60.

127. Howell E. Jackson, The Expanding Obligations of Financial Holding
Companies, 107 HARV. L. REV. 509, 563 (1994).

128. BUREAU OF THE CENSUS, supra note 6, at 509 tbl. 791. Meanwhile, only
75.6% of households had checking accounts. Id. A significant percent of the
population (what one might describe as the underclass) has little measurable
connection with the financial marketplace altogether. See id. The appearance of
nonbank card issuers like Discover, AT&T, and GM suggests that bank affiliation is
not critical to success in the credit card business.

1996]
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networks been given access to the payment system independent
of the banks.

Since Merrill Lynch innovated "cash management accounts"
in the 1970s, moreover, securities firms have provided a variety
of substitutes for bank checking services, especially in the context
of larger transactions not usually covered by credit cards. Credit
card issuers have now also begun to offer checking services in
tandem with the cards. Moreover, depositors have demonstrated
no special allegiance to banks as payment facilitators and have
flocked to cards issued by nonbanking companies like Dean
Witter Reynolds, Discover & Co., AT&T, Prudential, and Advanta
that have been willing to offer more favorable terms than the
bank-issued cards, and cheaper substitutes for checking
accounts.

129

However, all these providers of payment services are
practically forced to use banks to plug into the official payment
system, which remains effectively closed to nonbanks except
through bank agents.13 ° The privileged access of banks to the
payment system, meanwhile, has been marred by the classic
signs of noncompetition and governmental intervention, including
slow service in check clearing, lack of innovation in the forms of
payment transactions, and high (albeit partially hidden) costs to
consumers and merchants.

Slow service in clearing has invited satellite legislation to
speed up the clearing process,' but that would probably have
proven unnecessary in a fully competitive payment system. The
lack of innovation in the payment system expresses itself in
various ways, such as the absence of an electronic payment-order
option for consumer payers-a payment device that among
European consumers and American firms is cheap, quick, sure,

129. As of the end of the first quarter of 1994, nonbanks made 29.8% of the
credit card loans made by the 50 largest issuers of credit cards-up from 27.7% in
1993 and 24.2% in 1992. Matt Barthel, Nonbanks Up Another Notch in Card Loan
Outstandings, AM. BANKER, Sept. 12, 1994, at 33.

130. Although it is technically conceivable to imagine that nonbanks could
establish their own clearing arrangements, the existing clearing system (which is
dominated by banks, their clearing associations and the Federal Reserve)
monopolizes the business and makes it implausible for any new entrant to compete.
See generally JONATHAN R. MACEY & GEOFFREY P. MILLER, BANKING LAW AND
REGULATION 53-55 (1992).

131. Expedited Funds Availability Act, Pub. L. No. 100-86, 101 Stat. 635 (1987)
(current version at 12 U.S.C. § 4001 (1994)).



PUZZLING BANKING LAW

and popular.'32 As a result, bank checks and credit cards
continue to dominate the payment market, with significant costs
in terms of the float, checking fees, and substantial discounts
extracted from merchant payees who present credit-card-based
claims.

Nevertheless, the graduai diversification of the market for
deposit services has facilitated, and been facilitated by, an
increase in the degree of financial sophistication among consum-
ers of deposit services. The general public's understanding of
deposit finance is further enhanced by constant, relatively
independent analysis provided through a variety of independent
media. Most of the leading popular magazines regularly feature
matters pertaining to consumer finance, and the broadcast media
devote a growing share of their programming to the subject. Even
the nation's largest newspaper 1 3 is a financial one.

Thus, in several respects, depositors have reduced their
reliance on banks for deposit services and have access to enough
information to navigate in the market for deposit services with
only the assistance of minimal disclosure-related regulation akin
to that mandated by the federal securities laws.' This type of
regulation falls far short of the pervasive regulation in operation
today.

Nonetheless, despite the increased sophistication of many
depositors and the diminished significance of banks in the supply
of deposit services, banks still hold an important place in the
market for deposit services-especially for financially weak
members of society who have little access to many of the emerg-
ing suppliers of higher-end financial services. Indeed, banks may
be their primary gateway into the financial network. On behalf
of small and powerless customers for whom exploration of market

132. See EDWARD L. RUBIN & ROBERT COOTER, THE PAYMENT SYSTEM: CASES,
MATERIALS AND ISSUES 736-37 (1989). There is no true consumer substitute in the
United States for the European GIRO, a payor's order immediately to credit a payee.
Large commercial payers in the United States, however, have been able to insist on
the availability of the credit order, known as wire transfers (for single transfers) or
automated clearing house transactions (for batches of payments). The point-of-sale
transaction, which is belatedly beginning to be offered in the United States, is
technically a debit transaction, like a check, that gives the payee the right to draw
on the payor's account. Id.

133. The Wall Street Journal, with a circulation of 1.8 million, is the most
widely read U.S. newspaper. John Ferri, Q&A, TAMPA TRIB., Nov. 12, 1995, at 6.

134. See Securities Act of 1933, 15 U.S.C. § 77a (1994); Securities Exchange Act
of 1934, 15 U.S.C. § 77b (1994).
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alternatives would be futile or impractical, government may still
play a useful role in ordering the provision of basic deposit
services. However, that paternalistic, income-redistributing role
should be recognized as such and limited to the extent that
government is willing to subsidize such services outside the
market. The impression that such public responsibilities can be
shunted off to banks without public consequence is most likely
false; banks will find ways to be compensated indirectly for those
costs or else, through political action, escape their legal responsi-
bilities. For example, the provision of loans in low-income
neighborhoods is usually accompanied by higher default rates,
but the banks remain profitable because of their publicly subsi-
dized sources of capital. Even if such social responsibilities were
more evenly distributed among all deposit service providers today
(including mortgage banks, check cashers, and securities firms),
they would still not be costless to fulfill.

3. Protection Against Depositors

The most commonly invoked rationale for shielding deposi-
tors, to protect them from one another and themselves, is perhaps
the most potentially persuasive justification for pervasive
regulation. Widespread acceptance of this rationale may well be
based on lingering accounts of the bank runs by depositors in
1933, immediately preceding President Roosevelt's declaration of
a "banking holiday" and the New Deal financial regulation that
followed.135

Although there is some question about the aggregate cost to
depositors of the banking crisis of 1933,136 there can be little

135. Such memories are likely recalled and relayed to new generations through
reruns of the sentimental Frank Capra film, It's a Wonderful Life, in which Jimmy
Stewart, playing the president of Bailey Brothers Building & Loan, barely staves off
a fatal run through an appeal to the collective conscience of the thrift's customers.
IT'S A WONDERFUL LIFE (Liberty Films 1946).

136. Although data on actual losses to depositors during the Depression may be
difficult to calculate with precision, it is at least noteworthy that total savings and
time deposits fell from a high of $35,235 million in 1930 to a low of $26,748 million
in 1933-a loss of $8630 million. BUREAU OF THE CENSUS, supra note 32, at 1032
tbl. 689. Of course not all of that decline is attributable to bank losses; some was
consumed, and some could have been withdrawn and placed in the proverbial
mattress for safekeeping. Indeed, Professor Macey indicates that only $1300 million
of deposits were lost in the 9000 bank failures from 1930 to 1933. Jonathan R. Macey,
The Political Science of Regulating Bank Risk, 49 OHIO ST. L.J. 1277, 1283 (1989).
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doubt that bank runs loomed large as a justification for much of
the banking legislation that followed on its heels. And yet,
however politically and historically important the theme of
depositor-induced dangers may be in explaining the genesis of the
Banking Act of 1933 and the Federal Deposit Insurance Act of
1934, depositors today pose a more limited threat to themselves
and their fellow depositors.

The argument about the vulnerability of banks and their
depositors to runs by other depositors goes as follows. Depositors
know that banks maintain only a fraction of their deposits in
reserve to facilitate routine payment functions and occasional
depositor withdrawals. If depositors believe that an economic
harm is likely to befall the bank or its customers that might later
render the bank insolvent, individual depositors have an incen-
tive to withdraw their funds first. If many depositors run to the
bank to beat one another in a withdrawal race, however, those
depositors can collectively hasten a bank's demise. Furthermore,
because of the mismatch in term between the bank's assets and
its liabilities, a panic among depositors can spontaneously render
a bank insolvent even if its underlying assets are sound.

Among economists, such a situation is understood to demon-
strate "the prisoner's dilemma,"137 or to be a "collective action
problem," and is often considered ripe for regulation. In particu-
lar, lawmakers have generally assumed that bank runs warrant
the governmental provision of deposit insurance in order to
remove the incentive for individual depositors to act in a way that
harms the collective welfare of all depositors.

The historical evidence is fairly clear that banks may be
vulnerable to depositor panics in the absence of deposit insur-
ance. 3  Even today, the structure of bank assets remains very
much the same as it was in 1929, on the eve of the banking crisis
(i.e., banks are still heavily committed to the long-term loan
business).1 39 Though deposits have noticeably diminished as a

137. The prisoner's dilemma refers to the hypothesis that isolated individuals,
if faced with a one-time prospect of either choosing to act on faith that another
isolated individual will act harmoniously or choosing to act without relying on the
other isolated individual to act harmoniously, will rationally choose the latter even
if the rewards for harmonious action are known by both isolated parties to be higher.

138. See HAMMOND, supra note 1; REDLICH, supra note 1.
139. For instance, 57.8% of all commercial bank assets were held in the form of

loans in 1929, compared with 56.23% of commercial bank assets in 1993; 21.9% of
commercial bank assets in 1929 were invested in securities, compared with 25.38%
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source of funds on the liability side of bank balance sheets,1 40

banks also remain substantially reliant on deposits. Thus, based
solely on a continuing mismatch between the respective terms of
the assets and the liabilities on the typical bank's balance sheet,
banks today would seem to be just as vulnerable to panicky
depositors as ever.

Nevertheless, pandemic depositor runs in a completely
deregulated modern financial environment would be more
unlikely than in 1933 for several reasons. In the true absence of
mandatory, blanket, government-sponsored deposit insurance,
banks could be expected immediately to adopt a number of
defensive strategies to protect themselves against the ill effects
of depositor panic. Even in the preregulatory era before 1913,
banks showed themselves to be capable of extraordinary creativ-
ity in avoiding the systemic failures and their ill effects.'

One obvious defensive maneuver would be to establish a
narrow bank, initially proposed by Robert Litan.' 42 The classic
version of that notion is for the deposits of the most risk-averse
depositors to be legally segregated from the sponsoring banks and
invested exclusively in Treasury securities, with the sponsoring
banks receiving management and transaction fees, much like the
money market mutual funds that have proven themselves to be
largely immune from runs. Meanwhile, banks could serve those
depositors who are more tolerant of risk in ways that would
reflect a range of risk aversity, for example, by offering higher
rates to those depositors who make thirty-day, sixty-day, and
ninety-day time deposits or who contractually agree to delay full
withdrawals in an emergency.

Banks could also be expected to join together to protect one
another in the event of panic. Rudimentary interbank strategies
for mutual protection have already been tried with considerable
success before the development of the Federal Reserve System.

in 1993. BUREAU OF THE CENSUS, U.S. DEP'T OF COMMERCE, HISTORICAL STATISTICS

OF THE UNITED STATES 1021 (1989); Profit and Balance Sheet Developments at U.S.
Commercial Banking in 1993, 80 FED. RESERVE BULL. 483, 498 (1994).

140. In 1929, deposits represented 79% of the liabilities of commercial banks,
but by 1993, that dependence on deposits had dropped to 60%. BUREAU OF THE
CENSUS, supra note 139; Profit and Balance Sheet Developments at U.S. Commercial
Banking in 1993, supra note 139.

141. See David G. Oedel, Private Interbank Discipline, 16 HARV. J.L. & PUB.
POL'Y 327 (1993).

142. See LITAN, supra note 101.
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From about 1853 to 1908, banks first joined together to form
check clearinghouses that served both to discipline and protect
member banks, especially in times of crisis. Such strategies could
have worked to minimize the devastation of the banking crisis of
1933, but for the Aldrich-Vreeland Act of 1907, followed by the
Federal Reserve Act of 1913, which effectively stymied the
progress of the interbank support systems sponsored by the
clearinghouses. 143

Before 1908, the 'clearinghouses provided banks with the
ability to act harmoniously in staving off panics, if necessary by
acting en masse temporarily to suspend, and later to resume,
redemptions in specie."" Moreover, the clearinghouses in 1907
were in the process of improving the "loan certificate," an
interbank super-scrip that had the potential to help the clearing-
houses accommodate wild liquidity swings during times of panic.
Despite the regular occurrence of financial panics during the
heyday of the clearinghouses, it appears that few banks failed,
especially in contrast to the droves that failed from 1930 to 1933
after the Fed had neutralized the clearinghouses as private
disciplinarians and facilitators of bank survival.145

143. Oedel, supra note 141, at 353-60.
144. See Charles W. Calomiris, Regulation, Industrial Structure, and Instability

in U.S. Banking: An Historical Perspective, in STRUCTURAL CHANGE IN BANKING 19,
27-28 (Michael Klausner & Lawrence J. White eds., 1933).

145. Although financial panics occurred in each of the years below, the bank
failure rates during those years were not extraordinary compared with the failure
rates of nonfinancial commercial enterprises.

Table 6. Failure Rates of Banks Compared to Other
Businesses During Years of Financial Panics

Year Suspensions* Total Banks Percent of Failure Rate of
Banks Suspended Other Businesses

1873 41** 3298 1.2** 1.0

1884 63** 4113 1.5* 1.2

1890 37** 8201 0.5** 1.0

1893 496 9492 5.2 1.3

21,986 0.4
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Without federal deposit insurance, banks could also reason-
ably be expected to support a number of other interbank ventures
intended to minimize the potential impact of depositor panics.
For instance, banks would probably join together in designing,
subscribing to, and underwriting new forms of self-financed,
rationally priced, private deposit insurance. Banks might also
join in instituting more secondary markets for bank assets (active
secondary markets already exist for residential mortgages) that
would offer banks a ready arena in which to sell their longer-term
assets for immediate cash. Small banks dependent on a particu-
lar crop or locale might join or trade risks with other small but
diverse banks in mutually supportive relationships, or join or
trade risks with larger diversified banks, to reduce further any
one bank's vulnerability to a localized panic.

Year Suspensions* Total Banks Percent of Failure Rate of
Banks Suspended Other Businesses

1929 659 25,568 2.6 1.0

1930 1352 24,273 5.6 1.2

1931 2294 22,242 10.3 1.3

1932 1456 19,317 7.5 1.5

1933 4004 14,771 27.1*** 1.0

* "[AIll banks closed to the public, either temporarily or permanently . . .on

account of financial difficulties, whether on a so-called moratorium basis or
otherwise, unless the closing was under a special banking holiday declared by civil
authorities." BUREAU OF THE CENSUS, supra note 32, at 1015.
** "Comprehensive and dependable statistics on bank suspensions are available
only for comparatively recent years, that is, beginning with 1921. Statistics for
State banks prior to 1892 are fragmentary and incomplete. While figures for 1892-
1920 are believed to be somewhat more reliable than for earlier years, they are not
strictly comparable with the figures shown for 1921-1970." Id.
*** The high failure rate of 1933 may be substantially unrelated to depositor runs;
after the banking holiday of that year, over 2000 institutions failed to reopen. See
MILTON FRIEDMAN & ANNA J. SCHWARTZ, A MONETARY HISTORY OF THE UNITED
STATES 1867-1960, at 422-27 (1963).

Source for table: BUREAU OF THE CENSUS, supra note 32, at 1019-20 tbl. 580, 1038 tbl.
741, 913 tbl. 20.
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Even if banks took no special precautions against depositor
panic, depositors today would probably be much less inclined than
they were in 1933 to run on banks. Because depositors are no
longer wholly reliant on banks for the primary deposit services of
asset preservation and payment facilitation, their strategies in
times of difficulty are less likely to involve sudden actions with
respect to any one deposit service: a diversified portfolio lends
comfort in a crisis. Depositors could also be discouraged from
running if bankruptcy law were designed to strip any windfalls
from depositors who had managed to withdraw their funds in the
course of a fatal run, or if other special insolvency rules were
adopted.

146

A higher baseline level of consumer confidence in the
financial markets today may be inferred from the experience of
nonbank intermediaries with small investors in the securities
markets. In contrast to the financial markets in 1933, a great
proportion of contemporary financial activity occurs outside the
orbit of insured banks and pervasive bank regulation-apparently
without the intermediaries suffering mortal wounds in times of
crisis. For example, major mutual fund giants like Fidelity and
Vanguard, as well as the vast majority of securities firms,
weathered the stock market crash of 1987 remarkably well.147

Even if small depositors are unlikely to run, large institu-
tional depositors may still appear to threaten the soundness of
banks in a crisis. Unlike the relatively patient class of individual
depositors, institutional depositors may be more inclined to
approach their banking relationships with the fast-moving
trader's mentality that seems to grip a goodly share of modern
institutional finance. The initial, electronically transmitted

146. Although Professor Swire casts doubt on the extent of the threat of bank
runs, he generally agrees that "[s]pecial insolvency rules are one way to reduce the
likelihood of such bank runs." Swire, supra note 119, at 495. His analysis, however,
does not specifically address the idea proposed here that a special bankruptcy
preference rule could be tailored to the banking system to discourage runs.

147. Some accounts have suggested that, at critical moments during the 1987
crash, the liquidity of the securities firms may have been facilitated (however
reluctantly) by bank credit. However, if true, that would still not mean that the
banks themselves would be left without a corresponding backup lender in the event
of a banking panic. Banks have developed a sophisticated market for interbank
lending, which could be pressed into service to provide liquidity for banks that are
distressed but ultimately solvent. Furthermore, if a panic were truly broad-based
and catastrophic, the federal government would presumably still step in as a lender
of last resort for macroeconomic purposes.
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reactions of institutional depositors to bad news might seem to
threaten the solvency of many depository banks in a crisis
-except for two reasons. First, institutions generally are not
major depositors in banks (higher returns are available elsewhere
for institutional-sized assets), except when their deposits are
connected with loans issued by the depository-in which case
running is out of the question for contractual and business
reasons. Second, and more important, banks too can react with
electronic speed, trading illiquid assets for liquid ones or applying
for loans to cover withdrawals in order to shore up temporary
vulnerabilities almost as soon as they open up. This phenomenon
helps explains why so many thrift institutions were able to
survive as "zombies" in the late 1980s despite technical insol-
vency.

148

While the likelihood of depositor runs appears to be dimin-
ished, it is almost impossible to discount entirely such a possibil-
ity, at least on the most troubled institutions in times of very
great crisis. Is any risk of a depositor run too much? If the sizes
of the classes of injured depositors were sufficiently small, a few
bank runs might not be too alarming; many thousands of business
and personal bankruptcies are sustained annually in other
segments of the economy without much handwringing. The
freedom to fail could even have a salutary effect on the banking
market in general, occasionally sifting out weaker institutions
and enlivening survivors with a bracing dose of market discipline.

On the other hand, the suggestion is occasionally made that
even a single failure in banking can be dangerous to other banks
because of the substantial interdependencies that characterize
American banking. The case of the 1984 failure of the small Penn
Square bank in Oklahoma is often cited as illustrative of the
dangerous interconnectedness of modern banks.'49 Because of
Penn Square's aggressive program of syndicating its loans,8 0 the
failure of the relatively tiny Penn Square bank heavily contrib-

148. Of course, the armor of deposit insurance made the thrifts far less
vulnerable to depositor runs in the first place. However, true insolvency can cause
difficulties that make it difficult for an institution to withstand even a routinely
heavy day of withdrawals. At times like that, access to interbank funds and the
discount window steel the banks against what would otherwise be their immediate
demise.

149. See, e.g., MACEY & MILLER, supra note 130, at 260-61.
150. Penn Square sold to other banks so-called "participations," or shares, in

loans that Penn Square arranged. Id.
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uted to the insolvency of one of the largest banks in the United
States, Continental Illinois. Continental was itself not allowed to
fail by the bank regulators, for fear that it might trigger a domino
effect among other institutions.

There has been considerable speculation over the years about
whether and to what extent bank runs and bank troubles may be
contagious.' The question is complicated by the possibility that
a technically insignificant level of financial interdependence
among banks may not matter to depositors. If depositors merely
believe that a substantial connection exists between a failing bank
and another bank, then in theory they may well proceed to run on
the open, otherwise sound bank, with potentially devastating
results.

As an empirical matter, the contagion hypothesis has not
been confirmed to be a significant threat in modern finance, but
neither has it been satisfactorily refuted.'52 Given its nonratio-
nal, social-psychological dimensions, it is possible that the
contagion hypothesis might never be adequately refuted to the
satisfaction of policy makers. Therefore, the nagging possibility,
however remote, that deposit market disruptions might spread to,
or be spread from, other sectors, may justify some modest
regulation offering a very limited,. government-guaranteed
savings account. But it surely does not justify the elaborate,
extensive, and costly scheme of public deposit insurance that is
today the centerpiece of bank regulation.

In sum, depositors today need only modest legal protections
against corrupt bankers, abusive banking relationships, and
inadequate information. Some subsidies to those living in
disadvantaged neighborhoods may well be warranted as an
independent matter of public policy but probably not because of
any inherent unfairness in the banking system. Finally, although
bank runs may remain remotely possible, there is little reason to
believe that the threat is so substantial as to warrant the public
provision of near-total deposit insurance.

151. See, e.g., Kenneth E. Scott, Deposit Insurance: The Appropriate Roles for
State and Federal Governments, 53 BROOK. L. REv. 27, 32 (1987).

152. See Swire, supra note 119, at 496.

1996]



530 UNIVERSITY OF COLORADO LAW REVIEW

B. To Help Borrowers Get Fair Treatment?

Much as the policy of depositor protection informed the
deposit insurance laws passed in the 1930s, the policy of borrower
protection informed many of the banking laws that issued and
evolved in the 1960s and 1970s. These laws include the Truth-In-
Lending Act of 1968153 and its regulatory counterparts, Regula-
tion Z"5 and Regulation M.5 (all mandating full and accurate
disclosure of terms offered by lenders), the Fair Credit Reporting
Act of 1970 (protecting borrowers against the circulation of
erroneous credit information),16 the Fair Debt Collection Prac-
tices Act (limiting over-aggressive collection tactics),' 57 and the
antidiscrimination laws of banking. The latter include the 1968
Fair Housing Act's principle of fair mortgage lending, 5 ' the Equal
Credit Opportunity Act of 197415' and its regulatory counterpart,
Regulation B160 (both mandating fair allocation of credit in
general to disfavored groups), the Home Mortgage Disclosure Act
of 1975 (requiring public revelation of mortgage-lending statistics
that might indicate patterns of discrimination), 6' and the
Community Reinvestment Act of 1977 (obliging banks to take
affirmative steps to serve economically distressed communi-
ties). 6 2 Bankruptcy law and antislavery provisions offer further
varieties of debtor protection, as do state laws against usurious
rates of interest and unfair business practices. In the interna-
tional context too, informal agreements are occasionally struck
with less developed countries to relieve their burdens in servicing
debts based on loans that failed to generate income-producing
assets.

In general, the various laws, regulations, and practices
dealing with borrowers mandate (1) comprehensive, fair disclo-
sure by lenders about the nature of their lending relationships,
(2) liberal provision of credit to disfavored groups, (3) restraint in

153. 15 U.S.C. §§ 1601-1614, 1631-1646, 1661-1665a, 1666-1666j, 1667-1667e
(1994).

154. Truth in Lending (Regulation Z), 12 C.F.R. § 226 (1989).
155. Consumer Leasing (Regulation M), 12 C.F.R. § 213 (1981).
156. 15 U.S.C. § 1681 (1994).
157. Id. § 1692.
158. 42 U.S.C. § 3605 (1994).
159. 15 U.S.C. § 1691 (1994).
160. Equal Credit Opportunity (Regulation B), 12 C.F.R. § 202 (1996).
161. 12 U.S.C. § 2801 (1994).
162. Id. § 2901.

[Vol. 67
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enforcing legal rights against borrowers, and (4) price controls
(e.g., usury regulation).

The extent to which banking law should mandate borrower
protection in general is still a major political issue today. For
instance, the Clinton administration's recent attempt to enforce
banking's antidiscrimination provisions more aggressively" 3 has
met with substantial resistance from the bank regulators, the
industry, and some scholars."' Many of these critics have
dismissed the aggressive enforcement of these laws as an
extravagant effort to override the market and dictate the alloca-
tion of credit. Even the Truth-In-Lending provisions face
adamant protest today from lenders balking at strict judicial
enforcement,16 5 and the credit card companies are fighting price
controls."16

Nonetheless, the general policy of borrower protection has
extraordinarily deep roots, especially in comparison with the
policy of depositor protection. The Bible, for instance, which
mentions the deposit relationship little, provides numerous
admonitions about the nature of lending relationships.

The primary biblical concern appears to have been with
minimizing the propensity for borrowers to suffer abuse or
degradation in the course of the lending relationship1 67 without

163. See Policy Statement on Discrimination in Lending, 59 Fed. Reg. 18,266
(1994).

164. See, e.g., Jonathan R. Macey & Geoffrey P. Miller, The Community
Reinvestment Act: An Ecoomnic Analysis, 79 VA. L. REV. 291 (1993). But see Peter
P. Swire, The Persistent Problem of Lending Discrimination: A Law and Economics
Analysis, 73 TEX. L. REV. 787 (1995).

165. See, e.g., The Truth In Lending Class Action Relief Act of 1995, Pub. L. No.
104-12, 109 Stat. 161 (1995) (at least temporarily suspending the effect of Rodash v.
AIB Mortgage, 16 F.3d 1142 (11th Cir. 1994), which rescinded a mortgage because
the lender failed to provide clear and conspicuous disclosure of the consumer's right
to rescind and understated the finance charges).

166. See, e.g., Greenwood Trust v. Massachusetts, 971 F.2d 818 (1st Cir. 1992)
(State statute prohibiting imposition of late fee on credit card customers is preempted
by Depository Institutions Deregulation and Monetary Control Act of 1980.).

167. See, e.g., Proverbs 22:7 ("The rich rules over the poor, and borrower is the
slave to the lender.'); Nehemniah 5:3-5 ('We are mortgaging our fields, our vineyards,
and our houses to get grain because of the famine.... We have borrowed money for
the King's tax upon our fields and our vineyards. Now our flesh is as the flesh of our
brethren [who lent to us], our children are as their children; yet we are forcing our
sons and our daughters to be slaves, and some of our daughters have already been
enslaved; but it is not in our power to help it, for other men have our fields and
vineyards.").
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drying up lending altogether. The Bible encouraged lending,168

especially to the poor, 169 and urged the repayment of debts. 7 °

However, the Bible discouraged the taking of interest 71 and
admonished lenders to respect the integrity of borrowers.'72 A

168. Psalm 37:26 ("He [the righteous] is ever giving liberally and lending, and
his children become a blessing."); Psalm 112:5 ("It is well with the man who deals
generously and lends, who conducts his affairs with justice."). Matthew and Luke
both related a parable about a master who had entrusted his servants with talents
of silver. The servant who had failed to lend out his talent during the period of
entrustment, and instead had buried the talent for safekeeping, was excoriated by the
master: "You wicked and slothful servant! You knew that I reap where I have not
sowed, and gather where I have not winnowed? Then you ought to have invested my
money with the bankers, and at my coming I should have received what was my own
with interest." Matthew 25:26-27; see also Luke 19-27.

169. Deuteronomy 15:7-1. The passage from Deuteronomy counsels:
If there is among you a poor man, one of your brethren, in any of your
towns within your land which the Lord your God gives you, you shall not
harden your heart or shut your hand against your poor brother, but you
shall open your hand to him, and lend him sufficient for his need,
whatever it may be. Take heed lest there be a base thought in your heart,
and you say, 'The seventh year, the year of [unconditional] release [of
indebtedness] is near,' and your eye be hostile to your poor brother, and
you give him nothing, and he cry to the Lord against you, and it be sin in
you. You shall give to him freely, and your heart shall not be grudging
when you give to him; because for this the Lord your God will bless you in
all your work and in all that you undertake. For the poor will never cease
out of the land. Therefore I command you, You shall open wide your hand
to your brother, to the needy and to the poor, in the land.

Id. See also Proverbs 19:17 ('He who is kind of the poor lends to the Lord, and he will
repay him for his deed."); Matthew 5:42 ("Give to him who begs from you, and do not
refuse him who would borrow from you.").

170. Exodus 22:14 ("If a man borrows anything of his neighbor, and it is hurt or
dies, the owner not being with it, he shall make full restitution.'); Psalm 37:20 ('CThe
wicked borrows, and cannot pay back, but the righteous is generous and gives.").

171. Leviticus 25:35-37. The passage from Leviticus reads as follows:
And if your brother becomes poor, and cannot maintain himself with you,
you shall maintain him; as a stranger and a sojourner he shall live with
you. Take no interest from him or increase, but fear your God; that your
brother may live beside you. You shall not lend him your money at
interest, nor give him your food for profit.

Id. A reading from Ezekiel advises further:
You shall not lend upon interest to your brother, interest on money,
interest on victuals, interest on anything that is lent for interest. To a
foreigner you may lend upon interest .... If a man is righteous and does
what is lawful and righteous, he shall surely live, says the Lord God

Ezekiel 18:8. See also Ezekiel 22:12 ("You take interest and increase and make gain
of your neighbors by extortion; and you have forgotten me, says the Lord."); Leviticus
19:13 ('You shall not oppress your neighbor or rob him. The wages of the hired
servant shall not remain with you all night until morning.").

172. Deuteronomy 24:10-11 ("When you make your neighbor a loan of any sort,
you shall not go into his house to fetch his pledge. You shall stand outside, and the
man to whom you make the loan shall bring the pledge out to you."); Isaiah 24:2
("And it shall be .... as with the lender, so with the borrower; as with the creditor,
so with the debtor".).
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recurring theme involves forgiving the debts of the poor and
minimizing their burdens as debtors.173 'Most of these topics are
evident in both the Old and New Testaments.

In terms of subject matter, therefore, the Bible may be
viewed as covering virtually the same basic categories as modern
borrower-related regulation: (1) respect, honesty, and fairness in
the relations between borrowers and lenders; (2) liberality in the
extension of credit; (3) merciful restraint in the collection of debts;
and (4) price controls (for example, prohibitions of interest or
usury). Depending on one's views on religion, it may be variously
alarming, reassuring, or amusing that the general outline of this

173. Several biblical passages touch on this theme:
At the end of every seven years you shall grant a release. And this is the
manner of the release: every creditor shall release what he has lent to his
neighbor; he shall not exact it of his neighbor, his brother, because the
Lord's release has been proclaimed. Of a foreigner you may exact it; but
whatever of yours is with your brother your hand shall release. But there
will be no poor among you .... For the Lord your God will bless you, as
he promised you, and you shall lend to many nations, but you shall not
borrow, and you shall rule over many nations, but they shall not rule over
you.

Deuteronomy 15:1-6.
If you lend money to any of my people with you who is poor, you shall not
be to him as a creditor, and you shall not exact interest from him. If ever
you take your neighbor's garment in pledge, you shall restore it to him
before the sun goes down; for that is his only covering, it is his mantle for
his body; in what else shall he sleep? And if he cries to me, I shall hear,
for I am compassionate.

Exodus 22:25-27.
I and my brethren and my servants are lending them money and grain.
Let us leave off this interest. Return to them this very day their fields,
their vineyards, their olive orchards, and their houses, and the hundredth
of money, grain, wine, and oil which you have been exacting of them.

Nehemiah 5:10-11.
Therefore the kingdom of heaven may be compared to a king who wished
to settle accounts with his servants. When he began the reckoning, one
was brought to him who owed him ten thousand talents; and as he could
not pay, his lord ordered him to be sold, with his wife and children and all
that he had, and payment to be made. So the servant fell on his knees,
imploring him, "Lord, have patience with me, and I will pay you
everything." And out of pity for him the lord of that servant released him
and forgave him the debt. But that same servant, as he went out, came
upon one of his fellow servants who owed him a hundred denarii; and
seizing him by the throat he said, "Pay what you owe." So his fellow
servant fell down and besought him, "Have patience with me, and I will
pay you." He refused and went and put him in prison till he should pay
the debt. When his fellow servants saw what had taken place, they were
greatly distressed and reported to their lord all that had taken place.
Then his lord summoned him and said to him, "You wicked servant! I
forgave you all that debt because you besought me; and should not you
have had mercy on your fellow servant, as I had mercy on you?" And in
anger his lord delivered him to the jailers, till he should pay his debt.

Matthew 18:23-34.
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aspect of modern regulation is aligned so closely with the biblical
admonitions.

Of course, from a modern and secular economic perspective,
a cost-benefit test to determine the efficacy of borrower regulation
is more commonly accepted. When checking the value of any
particular regulation shielding borrowers, it is helpful if possible
to compare the extent of borrower abuse that occurred or occurs
in the absence of such a regulation with the extent of abuse that
occurs or might occur under the regulation. Then, after due
consideration of the costs associated with the regulation, a more
balanced perspective on the advisability of the regulation may be
offered.

As one might imagine, there is reason to suspect that all of
the various regulations protecting borrowers produce some useful
benefits-but there is also reason to suspect that the costs of such
provisions are not always trivial.

First, disclosure-oriented regulations appear to be substan-
tially beneficial and also relatively cheap to comply with.
Confusion about the terms of complex lending arrangements
would appear to be likely in the absence of regulation. Consistent
forms of disclosure also permit the borrower to shop for credit
more effectively, with little cost to the lender (save for exposure
to competition). In short, disclosure-oriented regulations seem
likely to be the most clearly warranted of all borrower-oriented
regulations, when weighed on the basis of a cost/benefit analysis.

Second, regulation that requires unusual liberality in lending
may also have public benefits. For instance, in the realm of
human capital formation (i.e., education) and home-ownership,
liberal lending policies may well facilitate investment at the most
useful time in a young borrower's life-a time when the borrower
might not otherwise be able to secure a loan. These loans benefit
society through the development of a more productive population
and better neighborhoods.

Likewise, the small business may benefit from a helpful
infusion of capital at a critical time in its early development. On
the other hand, it is unclear that bank loans always provide the
best way of capitalizing the development of start-up businesses.
Heavy indebtedness may deprive the start-up business owner of
the opportunity to reap and reinvest early profits from the effort,
in turn depriving the owner of an important immediate incentive
to persevere and grow.
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Society may also benefit by facilitating the extension of credit
at below-market rates and terms to groups that are traditionally
disadvantaged." 4 For example, it may be cheaper to subsidize the
educations, homes, and businesses of disadvantaged, low-income
citizens through the banking system than through the welfare
system.

However, enforced subsidies to borrowers in the form of
below-market rates and terms should be fully recognized as a
public cost that takes the form of a tax on all nonsubsidized bank
customers and owners, as well as a market distortion affecting
related businesses and their customers and owners.

The matters of whether to subsidize a particular group or
activity, and whether to do it through the banking system, are
ultimately questions that transcend the banking system. They
are matters more appropriately addressed in the domain of
comparative regulatory analysis and politics and, in any event,
are not mandated by the basic economic character of banking.

The third main form of borrower-related regulation, limita-
tion on the collection of debt, also has substantial benefits. Ever
since adoption of the Bankruptcy Act of 1898, the American
experiment with giving debtors a "fresh start" through bank-
ruptcy law has for the most part been-regarded as successful.'75

Through the operation of bankruptcy law, creditors lose much of
their incentive and ability to impose inefficient payment demands
on struggling debtors. Meanwhile, debtors are given incentives
to stay economically engaged, and out of poverty, even after
failure. 7 ' Also useful to struggling debtors are the laws that
restrict creditors from harassment in debt collection. 177

The costs of the modern system of restraint on debt collection
are indeed substantial, but they may be far less than what one
might imagine because, for better or worse, the initial investment
has already been made and the costs sunk. The direct cost of
forgiving a debt is not the face value of the debt, but only a

174. The strong negative reaction by bankers to the aggressive enforcement of
antidiscrimination regulations in banking today suggests that bankers genuinely
perceive such regulations as obliging the banks to subsidize minority borrowers,
rather than simply to provide borrowers with equal opportunities.

175. See generally Karen Gross, The Debtor as Modern Day Peon: A Problem of
Unconstitutional Conditions, 65 NOTRE DAME L. REV. 165 (1990).

176. See Stewart E. Sterk, Restraints on Alienation of Human Capital, 79 VA.
L. REV. 383, 417-32 (1993).

177. Fair Debt Collection Practices Act, 15 U.S.C. § 1692 (1994).
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discounted value reflecting the likelihood that it would be paid
absent a bankruptcy system, less a time-based discount. The
main added cost of an American-style bankruptcy system may be
its tendency to encourage lenders to evaluate loan applications
more carefully, perhaps drying up credit. However, in the free-
lending environment of modern America, those costs appear
easily bearable.

The fourth form of borrower protection, price control, is of
unclear utility. Truly desperate borrowers are probably unable
to resist outrageous demands from lenders. Under such circum-
stances, externally fixed restraints on the "bargains" that are
struck may be appropriate for the same reasons that unconsciona-
ble contracts are deemed voidable or that restraints are imposed
on the alienability of human capital.'78 However, truly desperate
borrowers may be rare in contemporary American society.

Usury limits are usually set so high as to be inapplicable to
the vast majority of lending transactions. This is defended as
facilitating the free operation of the lending market. 7 9 However,
the effective absence of usury rules combined with the free flow
of credit seems to have caused millions of Americans to bury
themselves in expensive debt.' Moreover, the absence of usury
law might interfere with the successful operation of antipoverty
programs. 1 '

If usury law were reinvigorated, it would doubtlessly restrict
the amount of available credit. However, that might be a
tolerable price to pay to discourage the impulsive consump-
tionism s2 that seems to be invited by the banks' pushing of credit.
In short, usury limits deserve reconsideration.

178. See Sterk, supra note 176, at 423-32.
179. For a discussion of the operation of the free market, see RICHARD A.

POSNER, ECONOMIC ANALYSIS OF LAW 161 (4th ed. 1992).
180. See generally Eric A. Posner, Contract Law in the Welfare State: A Defense

of the Unconscionability Doctrine, Usury Laws, and Related Limitations on the
Freedom to Contract, 24 J. LEGAL STUD. 283. (1995); Vincent D. Rougeau,
Rediscovering Usury: An Argument for Legal Controls on Credit Card Interest Rates,
67 U. COLO. L. REV. 1 (1996).

181. See Posner, supra note 180, at 301-02, 312-14.
182. See THOMAS H. JACKSON, THE LOGIC AND LIMITS OF BANKRUPTCY LAW 232-

43 (1986).
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C. To Protect the Economy?

Among some theorists who have considered why banking
may warrant special regulation, one primary concern seems to
dominate: the macroeconomic significance of banking. Indeed,
banking law and regulation have traditionally facilitated
governmental supervision of the money supply. However, the Fed
is increasingly acting as the nation's central banker without
enlisting the assistance of banks. Meanwhile, for other reasons,
the general significance of centralized supervision of the money
supply is rapidly declining in the modern global economy. As the
significance of banks in monetary policy transmission declines,
and as central banking in general declines, so declines this
rationale for bank regulation.

Adam Smith, the classical exponent of laissez-faire capital-
ism, avidly favored limitations on banks because of their potential
to flood and disrupt the markets with worthless paper money."8 3

Similar concerns are vividly recalled in the modern works of
Milton Friedman, who with Anna Schwartz has laid much of the
blame for the Great Depression on an overly tight money
supply."' Conversely, Friedman attributes the banking crisis of
the 1980s to unrestrained inflationary money growth from 1970
on, as cultivated by the Fed in its role as the regulator of the
money supply.' 5 Friedman advocates bank regulation primarily,
if not exclusively, to facilitate stable monetary conditions.' 86

Analyzing the regulation of financial intermediaries overall,

183. I ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH

OF NATIONS 342 (R. H. Campbell & A. S. Skinner eds., 1976) (1776) ("A prince...
ought.., to guard ... against that excessive multiplication of paper money which
ruins the very banks which issue it.... !).

184. FRIEDMAN & SCHWARTZ, supra note 145.
185. MILTON FRIEDMAN, MONEY MISCHIEF 251, 251 n.* (1992).
186. See MACEY & MILLER, supra note 130, at 67 (discussing the odd connections

between Smith, Friedman, and the theory of bank regulation). Daniel Fischel,
Andrew Rosenfield, and Robert Stillman seem to agree that an endemic structural
frailty of banks may justify some basic forms of bank regulation because of the
monetary significance of banking. Fischel et al., supra note 105, at 311. In general
accord with the Fischel group is Gerald Corrigan's parallel discussion of the subject.
Gerald Corrigan, Are Banks Special?, FED. RESERvE BANK OF MINN. 1982 ANN. REP.,
reprinted in MACEY & MILLER, supra note 130, at 68-73 (arguing that banks are
special because (1) banks become unusually vulnerable to economic shocks by offering
transaction accounts, (2) banks provide backup sources of liquidity in financial crises
experienced by other firms, and (3) banks are useful in transmitting monetary
policies).

1996]



538 UNIVERSITY OF COLORADO LAW REVIEW [Vol. 67

Robert Charles Clark has also noted that regulation may be
warranted "to protect key economic functions" from the "peculiar
and crucial role [of banks and other financial intermediaries] in
the general economy. '  Clark reasons that any such macroeco-
nomic vulnerabilities could be exposed by a heightened tendency
of banks and other financial intermediaries to fail.'

Such justifications for pursuing pervasive bank regulation
are reminiscent of the typical justifications that have usually
accompanied major regulatory initiatives since the New Deal.
According to Alfred Kahn, for instance, an economic justification
for the legal protection of large-scale monopolies ordinarily
"would have to involve" at least an assertion that the industry
constitutes part of the "'infrastructure' uniquely prerequisite to
economic development," and that the industry is a natural
monopoly or that competition just "does not work well" in that
setting.8 9 Stephen Breyer notes that justifications19 ° typically
include allegations of a need to compensate for or alleviate
potential "spillover" costs (or benefits)'91 outside of the regulated
domain-such as the supposed effects of banking on the money
supply and the payment system.

In short, when considering whether major regulatory
initiatives in general, and bank regulation in particular, are
warranted, some of the ablest regulatory theorists have pointed
first to the macroeconomic significance of the activity, and more
specifically in the case of banking, to the impact of banking on the
money supply and the payment system. 92 Only after the
macroeconomic significance of banking is established does it
become especially relevant that banks may be unusually suscepti-

187. Clark, supra note 108, at 23-26.
188. Id. at 24.
189. 1 ALFRED E. KAHN, THE ECONOMICS OF REGULATION: PRINCIPLES AND

INSTITUTIONS 11 (1970).
190. Breyer has catalogued typical justifications for regulation, among them:

the control of natural monopoly power; limiting excess profits; compensating for
spillovers; making up for inadequate information; minimizing excessive competition;
balancing inequalities in bargaining power; rationalizing disorganized industries;
limiting moral hazards; paternalistically overriding market judgments; and allocating
scarce public goods. BREYER, supra note 108, at 15-35.

191. Id. at 23.
192. Moreover, Breyer notes that regulation is often justified by the assertion

that the regulated industry is overcrowded like a natural monopoly, excessively
competitive, and vulnerable to the moral hazard of financial panic. See id. at 15-20,
29-33. These are possible secondary justifications for bank regulation that become
more relevant if the macroeconomic impact of banking can be established.
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ble to runs by depositors, excessively competitive or otherwise
vulnerable to market failures in ways that may be remedied or
alleviated by pervasive regulation.'93

But is modern banking indeed the macroeconomic lynchpin
that many have presumed it to be, whether in terms of the money
supply, the payment system, or some other feature of the
economy? Based on recent increases in the scale of the global
money supply 94 compared with the relatively declining ability of
central banks to affect that money supply, the answer appears to
be no.

Nevertheless, at least in theory and in some historical
cases,'95 banking might well be viewed as being of critical
macroeconomic importance in the creation and control of the
money supply, or in the protection of money during financial
crises. In both endeavors, however, the role of banks has already
diminished to the point that pervasive regulation of banking is
not warranted on this basis.

Banks no longer issue currency. In Adam Smith's day, on the
other hand, when banks issued their own money largely unregu-
lated, bank-issued paper often dominated the money supply,
dangerously swamping hard currency. Indeed, until the Civil
War, individual banks provided the primary paper currency in
the United States. Under pressure to fund the war effort and
exercise more direct control over the money supply, the notes of
banks were effectively outlawed, and a governmental form of
paper currency was substituted-Federal Reserve Notes. Today,
Adam Smith's classical alarm about the overissuance of currency
is more appropriately directed at the government than at private
banks.

The federal government has a variety of techniques to
influence the money supply. It can do so fiscally, for instance, by
issuing loans to itself for federal programs, perhaps "paid"
nominally by the printing of notes. More directly, the Fed
employs powerful tools for influencing the money supply through

193. As the Fischel group has pointed out, all firms are susceptible to running
by their creditors; banks are just more susceptible than other firms because their
liabilities are typically short-term while their assets are typically long-term. Fischel
et al., supra note 105, at 308-09.

194. See JUDY SHELTON, MONEY MELTDOWN: RESTORING ORDER TO THE GLOBAL
CURRENCY SYSTEM 103-04 (1994).

195. See FRIEDMAN, supra note 185 (providing examples of the significant effects
of mistaken monetary intervention).
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its open-market operations. By buying securities in the money
markets, the Fed increases the supply of money. By selling
securities in the money markets and retiring the proceeds, the
Fed can decrease the size of the money supply. Despite the fact
that such actions have a disproportionate impact on the money
supply because of the substantial multiplier effect of the "high-
powered money" deployed or extracted by the Fed, they have a
limited ability to influence the money supply.

Government is not the only institution that affects the
modern money supply. Contemporary definitions of money
recognize that many different instruments can act effectively as
stores of value and media of exchange, including, for example,
funds in money market mutual funds. 9 " Whole categories of
near-money, including money market accounts, personal lines of
credit on credit cards, and home equity loans, remain uncounted.
Moreover, the entire Eurodollar market, which operates as a
global currency, is also largely uncounted.

Bank lending and reserve levels still have some implications
for the nation's money supply. Higher levels of bank lending
increase the supply of money, Ias do lower levels of reserves
against deposits. Banks still help create money by recycling
deposits as loans.

However, the role of banks in creating money through
lending is of rapidly diminishing significance. Because banks
control only about a quarter of the nation's financial assets,'97 the
absolute size of banking with respect to all potential determi-
nants of the money supply is quickly shrinking. Moreover, within
its own share of financial assets, the banks today recycle substan-
tially less of their deposits as loans than they might.' In recent
years, banks have instead often invested more of their free funds
in securities than in loans, looping the banks back into the

196. M1, the narrowest measure of money, includes currency in public
circulation, traveler's checks, demand deposits, and other checkable deposits issued
by thrift institutions.

M2, a broader measure, also includes savings and time deposits in small
denominations, money market mutual fund shares held by individuals, overnight
repurchase agreements, and some overnight Eurodollar deposits.

M3, yet a broader measure, additionally includes large time deposits, large
repurchase agreements, money market mutual fund shares held by institutions, and
Eurodollar deposits in foreign branches of U.S. banks.

197. See supra note 75.
198. See supra note 139.



PUZZLING BANKING LAW

financial system rather than more directly into the lifeblood of the
economy. This is consistent with the long-run uncoupling of the
deposit and lending businesses described earlier.'99

The declining significance of banks in creating money has a
direct impact on the Fed's ability to use banks to control the
money supply. Among others, Fed chairman Alan Greenspan has
called attention to the fact that banks no longer serve well as
tools for macroeconomic manipulation of money.2 °°

It is beyond the practical ability of government at this
juncture to turn back the clock on banking and return to a point
where it could exercise substantial control over the money supply
by controlling banks. Given the diminished usefulness of banks
as instrumentalities of monetary policy, three main strategies are
open to the Fed for increasing their control over the nation's
money supply. First, the Fed could continue to limp along with
increasingly ineffectual regulation of the money supply. Second,
the Fed could extend its reach to bring all sorts of relatively
unregulated financial intermediaries under its pervasive control,
in an attempt better to dictate the rate and terms of monetary
growth. Third, the Fed (presumably with the cooperation of other
G-10 nations and the Bank for International Settlements) could
develop a new model of monetary regulation not predicated on the
present system of regulation that would provide greater monetary
stability without the need for pervasive institutional regulation
(i.e., some sort of substitute for the Bretton Wood system that
reigned internationally from 1946 to 1971).201

As a practical matter, of course, the first alternative will
likely be chosen for the foreseeable future. But it is important to
note for these purposes that the second alternative is not a viable
option. The international money markets are simply too big, and
electronic intermediation too rapid, varied, and decentralized, to
hope to control the money supply over the long run through
pervasive institutional regulation.20 s

199. See supra Part II.
200. Kenneth H. Bacon, Losing Ground: Banks' Declining Role in Economy

Worries Fed, May Hurt Firms, WALL ST. J., July 9, 1993, at Al, Al ("Public policy
should be concerned with the decline in importance of banking. The issues are too
important for the future growth of our economy and welfare of our citizens.').

201. Such proposals have been offered. See, e.g., SHELTON, supra note 194
(arguing for a return to a gold-based standard).

202. See, e.g., JOEL KURTzMAN, THE DEATH OF MONEY (1993); RICHARD D.
CRAWFORD & WILLIAM W. SIHLER, THE TROUBLED MONEY BUSINESS (1991).
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Assuming that banks continue their steady decline in
monetary significance, therefore, the ultimate solution might well
involve some rethinking of the system of money. If that conclu-
sion is accepted, then the usefulness of pervasive regulation of
banking as a method of influencing the money supply is, in the
long run, doubtful. The long-run influence of banks in money-
supply management may well depend on whether the new system
of money includes banks in whatever control system is ultimately
adopted.

The only main remaining macroeconomic reason that might
justify the pervasive regulation of banks is the usefulness of
banks as a source of liquidity in a crisis. However, there is reason
to suspect that banks provide a relatively inefficient means of
providing liquidity in a crisis. During the stock market crash of
1987, for instance, the Federal Reserve Bank of New York
a'pparently had to talk reluctant banks into providing the
securities firms with liquidity. Coordinating and communicating
with a large number of banks in a rapid modern crisis would
likely prove too cumbersome. Today the Fed would probably just
issue guarantees of liquidity unilaterally, without jawboning the
banks.

In short, the Fed is itself increasingly acting like the nation's
bank, cutting out the need for banks collectively to perform that
role-thereby undercutting one rationale for pervasive institu-
tional regulation.

D. To Police Dangerous Concentrations of Power?

Since the country's founding, a great alarm has occasionally
sounded about the dangers posed by placing the public franchise
of banking in private hands. At first, the issue was whether any
banking charters should issue at all, and then whether multiple
charters should be allowed in any one state. "I do not know
whether you may recollect how loudly my voice was raised
[against] the [establishment] of banks in the [beginning],"
Jefferson wrote toward the end of his life, "[b]ut like that of
Cassandra it was not listened to."2 3 John Adams confirmed the

203. Letter from Thomas Jefferson to Thomas Leiper (May 31, 1823), in 12
WORKS OF THOMAS JEFFERSON 288 (Paul Ford ed., 1905).
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sentiment: "Our whole banking system I ever abhorred, I
continue to abhor, and shall die abhorring. 2 °4

Their legacy of distrust for banking was passed to the likes
of John C. Calhoun in the early nineteenth century, when the
primary concern had shifted to whether government should
generally facilitate the growing power of banking, and in particu-
lar, allow the perpetuation of the only bank with the power to
branch nationally, the Second Bank of the United States: "A
power has risen up in the government greater than the people
themselves, consisting of many and various and powerful
interests, combined into one mass, and held together by the
cohesive power of the vast surplus of the banks. 2 °5

The early-nineteenth-century uneasiness with banking was
most concretely and vividly expressed in President Andrew
Jackson's veto in 1832 of the recharter of the Second Bank of the
United States, the first national-scale firm of any type, in part,
because

[i]t is easy to conceive that great evils to our country and its
institutions might flow from such a concentration of power in
the hands of a few men irresponsible to the people.... It can
not be 'necessary' or "proper' for Congress to barter away or
divest themselves of any of the powers vested in them by the
Constitution to be exercised for the public good [including the
power to reevaluate the public implications of the Second
Bank's charter].206

Notably, Jackson's reluctance was to the cavalier bestowal of
governmental power on banking; his speech foreshadowed
pervasive governmental regulation of banking by referring
prominently to the governmental interest and responsibility in
monitoring its relationship with the Second Bank. Unlike some
of the founding fathers, Jackson was also fully supportive of the

204. Letter from John Adams to Josiah Quincy (Feb. 18, 1811), in IX WORKS OF
JOHN ADAMS, SECOND PRESIDENT OF THE UNITED STATES 638 (Charles Adams
ed., 1854).

205. John C. Calhoun, Speech (May 28, 1836), in THE GREAT THOUGHTS 64
(George Seldes ed., 1985). Calhoun was probably most concerned about growing
concentrations of power in the northern banks in contrast to southern economic
decline. See HAMMOND, supra note 1, at 542.

206. Andrew Jackson, Message Vetoing the Bank Recharter, reprinted in
EDWARD L. SYMONS, JR. & JAMES J. WHITE, BANIUNG LAW TEACHING MATERIALS 14-19
(1991).
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pursuit of banking-so long as banking was not pursued under
the sheltering wing of the sovereign: "Banking, like farming,
manufacturing, or any other occupation or profession, is a
business, the right to follow which is not originally derived from
the laws."2 °7

The popular sentiment against concentration of banking
power did not diewith the nineteenth century, although by then
the issue had evolved to how much the government should
affirmatively intervene in the business of banking. Brandeis,
another exemplar of banking distrust, raised a fresh case in
1913,208 this time targeting the Money Trust (interlocking
arrangements among financial intermediaries and industrial
firms around the turn of the century), which had recently been
the subject of congressional hearings.2 9  Those hearings and
Brandeis's powerful rhetoric helped set the stage for the imposi-
tion of the Federal Reserve System beginning in 1913, which was
designed to supplant the collective disciplinary force of the banks
through market intervention and pervasive regulation.210

Further hampering bank growth and consolidating the power of
the Fed, Congress in 1927 stripped "national" banks of any hope
of branching nationally.1

Sentiment against financial concentration was stirred again
in the wake of the Crash of 1929, as new congressional hearings212

led to the passage of the Glass-Steagall Act of 1933, segregating
banking and the securities business.2 13 The anticoncentration
ethic was tested once more when Congress in 1956 passed the
Bank Holding Company Act,214 severely restricting the ability of
banks to affiliate with commercial firms.

207. Id. at 1S.
208. BRANDEIS supra note 113.
209. Money Trust Investigation: Hearings Before a Subcoinn. of the House

Comm. on Banking and Currency, 62d Cong., 2d Sess. (1913) (also known as the Pujo
investigation).

210. See Oedel, supra note 141.
211. The McFadden Act, ch. 191, 44 Stat. 1224 (1927) (codified as amended in

scattered sections of 12 U.S.C.).
212. S. Rep. No. 1455, 73d Cong., 2d Sess. (1934) (also known as the Pecora

Report).
213. Ch. 89, 48 Stat. 162 (1933) (codified as amended in scattered sections of

12 U.S.C.).
214. Ch. 240, 70 Stat. 133 (1956) (codified as amended in scattered sections of

12 U.S.C.).
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Suspicions about financial concentration' have had effects
well beyond the financial sector. Professor Roe has argued that
the demise of the Second Bank of the United States, coupled with
the laws fragmenting financial intermediaries and segregating
them from commerce, had a direct impact on the basic patterns
of economic organization in the United States.21 Roe specifically
focuses on the way in which the peculiarly American form of
corporate organization, in which there are strong managers, weak
owners, large-scale and strong vertical integration,216 has been
profoundly shaped by the legal inability of financial intermediar-
ies to represent owners more effectively. Roe suggests that the
modern system of corporate governance is in something of a crisis
itself, as owners, would-be owners, and their representatives seek
new ways to rein in inefficient, unresponsive managers through
shareholder activism, tender offers, and tentative steps by
institutional investors to exercise power.

Roe's extraordinary insight into the connection between
banking law and corporate form suggests that any radical
transformation of banking law should be undertaken only with
respect for the potential impact on corporate governance.217

Perhaps the legal reshaping of the banking business could be
undertaken in such a way as to facilitate improvements in the
system for monitoring those corporations, for instance, by
permitting much more integration of banking, securities, and
commerce by repealing both the Glass-Steagall Act and the Bank
Holding Company Act.

Nevertheless, the current of popular concern about limiting
the power of the banks runs deep and strong, even if it today
appears to have ebbed. One may still see its evidence, for
instance, in the plethora of small banking institutions that
continue to survive and in the ability of those small bankers of
the nation to resist encroachment and consolidation-for in-
stance, in August 1994 by stalling a nearly complete interstate
banking bill, and even after passage, by calling on their states to
opt out of its provisions.218 It also helps explain why the United

215. ROE, supra note 1, chs. 1-5, 7.
216. ADOLF BERLE & GARDINER MEANS, THE MODERN CORPORATION AND PRIVATE

PROPERTY (1932).
217. On the other hand, one need not tread too lightly, for as Roe rightly claims,

the banking laws imposing fragmentation, though once strong, now "are breaking
down." ROE, supra note 1, at 101.

218. Andrew Taylor, Community Lending Bill Clears; Interstate Branching Held
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States still has by far the most decentralized banking system of
any of the major industrialized nations.

The historical circumstances have shifted and the issues
have changed, but the vehemence with which many Americans
throughout the country's history have expressed mistrust over
banking power remains hauntingly consistent. Despite waves of
changes in political and regulatory configurations, and despite
hundreds of years of economic transformation, financial concen-
tration remains suspect to the American public. Somewhere in
the American psyche lurks a deep distrust of, or resentment
about, the power that is associated with the public franchise of
banking and money. It is a force of no small dimension and is
unlike any other that is commonly brought to bear on questions
of banking law and policy. The prudent lawmaker would be wise
to study and take account of this predilection when pondering
changes to the basic structure of banking law and regulation.

IV. CONCLUSION

This article has studied the late banking crisis, considering
both its causes and its sudden end in 1992, which began a shift in
banking's financial fortunes that has been sustained to this
writing in 1996. The article suggests that the financial crisis in
banking from the 1970s until 1991 was caused not by regulatory
misjudgment of macroeconomic conditions, but by deep-rooted
economic inefficiencies in the business of banking that the banks
themselves have cultivated politically and legally over many
decades. That inefficient structure did not disappear in 1992 and,
though crumbling, still casts a dark shadow over the economics
of banking.

The reversal of fortune in banking may be attributed in small
part to some gradual increases in the efficiency of banking, but
far more obviously to intensive financial relief efforts spear-
headed by the bank regulators. That aid was not limited to the
official bailout of deposit insurance. It also included massive
hidden subsidies in the form of a quick, forced drop in interest
rates and the regulatory imposition of a "credit crunch" that

Up, 50 CONG. Q. 2320 (Aug. 13, 1994). For news of continued resistance by small
bankers to interstate branching even after passage of the interstate branching bill,
see Terrence O'Hara, Small Banks Prepare to Take Branching Fight to the States,
AM. BANKER, Oct. 6, 1994, at 1.
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seems to have created excess demand for lending, artificially
reduced competition for both good and marginal commercial
loans, and inflated prices of debt.

The article makes the case that the regulators and their laws
were not primarily responsible for the banking crisis (as a major
governmental commission claimed in 1993).219 Instead, it is
suggested that the crisis was caused by latent inefficiencies in
banking. These inefficiencies call into question the effectiveness
of our system of regulation. Therefore, the article revives a
discussion of first principles in banking by exploring a few of the
most basic theoretical justifications for banking law and regula-
tion. That discussion has proceeded without presumption as to
whether banking law and regulation should be dismantled
wholesale, or whether as a matter of the common good, some
elements in the pervasive scheme of governmental regulation
might be maintained or even strengthened.

In the end, the article finds some legitimacy in each of the
classic rationales for bank regulation, but, taken as a whole,
expresses skepticism about whether any rationale justifies
pervasive institutional regulation, anticompetitive protection and
subsidization of banks.

In particular, the article's discussion of public policy casts
doubt on whether the general goal of depositor protection
warrants extensive regulation, especially in the costly form of
governmentally guaranteed deposit insurance. The limited
benefits of deposit insurance could be more elegantly achieved by
the requirement that depositors be given the option of placing
their deposits in transparent, conservatively managed, privately
insured accounts, and that the government sponsor a very narrow
form of savings account.

The article confirms the plausibility of the four main forms
of regulations protecting and serving borrowers, i.e., disclosure
regulation, liberal lending provisions, restraint in debt collection,
and price controls. However, the article observes that any rules
that result in the liberal provision of credit on terms and at rates
below the market should be recognized as outright subsidies, and
continued only if it is considered advisable to subsidize the target
recipients on grounds of public policy independent of banking law.
As to price controls (especially usury rules), now effectively

219. See ORIGINS AND CAUSES, supra note 3.
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excised from banking law, the article suggests a reconsideration
and possible revitalization to address problems of excessive debt
generation, which, it is suggested, may have substantial negative
externalities.

The article also discusses possible macroeconomic reasons for
bank regulation. However, the article argues that the declining
significance of commercial banking as a vehicle for monetary
policy transmission makes this rationale for pervasive bank
regulation considerably less persuasive than it once may have
been.

Finally, the article explores the long history of resistance to
concentrations of financial power in banking and considers the
broader implications of the laws fragmenting banking power. The
article suggests that the political source of concern about banking
concentration is presently in decline, but it is still strong and may
one day revive. In the meantime, the economic costs of financial
fragmentation are high, warranting serious consideration of the
repeal of both the Glass-Steagall Act and the Bank Holding
Company Act.

Although the banking acts passed in 1994220 suggest in-
creased willingness within the industry to confront some of its
underlying economic problems, the changes were rather modest:
reducing some regulatory paperwork,22' funding community
development banks,222 and, most important, minimizing barriers
to interstate branching223 (though even that act was less impor-
tant than one might imagine because those barriers had already
been riddled with exceptions).224 The proposed changes consid-
ered in 1995 were somewhat more ambitious because they
included the possibility of dismantling the legal segregation of

220. This article has not expressly focused on the most recent developments and
trends in banking law, but its logic may have some bearing on them.

221. Riegle Community Development and Regulatory Improvement Act of 1994,
Pub. L. No. 103-325, 108 Stat. 2160 (1994).

222. Id.
223. Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994, Pub.

L. No. 103-328, 108 Stat. 2338 (1994).
224. Ten states had already dropped all barriers to interstate branching.

Furthermore, many other states' borders had been breached after failures, when
healthy institutions had been allowed to cross borders to acquire failing institutions
in previously closed markets. Thus, the long-foreshadowed opening of interstate
branching is anti-climactic, and has been characterized by at least one independent
observer as only a small change. America's Banks: Living, and Dying, by the Rule
Book, ECONOMIST, Feb. 15, 1992, at 97.
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commercial banking and investment banking, as well as the walls
between banking, commerce, and insurance.225 Nevertheless, in
keeping with the traditional political economy of banking law,
such relatively substantial economic reforms were rudely spurned
by an industry that is managing quite profitably under existing
arrangements-however economically cumbersome they may be.
In short, the banks naturally seem hesitant to stray from
regulatory shelter.

The banking law reformers seem exhausted for now, and
little in the way of major banking reform legislation has been
proposed for 1996. However, another statutorily mandated report
is expected to issue from the Treasury in 1996, and the wheels of
banking law reform can be expected eventually to spin again.
Whenever that Treasury report issues to Congress, 226 of course,
it will hardly be the first study to have addressed the issue of
systemic problems in banking. But to the extent that the 1993
Commission report is a prologue, one might expect little of
substance to occur in its wake. Law and regulation are again
likely to be scapegoats, while the banking industry itself escapes
without serious reproach for using the law to protect itself from
full competition and for receiving a steady stream of financial
subsidies not only in the form of bailouts but in the guise of ready
access to discounted, public-subsidized capital.

Frankly, comprehensive banking law reform22 (which this

225. Two main proposals for Glass-Steagall repeal are now being entertained
by Congress, Rep. James Leach's H.R. 1062 and Sen. Alfonse D'Amato's S. 337. See
supra note 104 and accompanying text.

226. The Treasury Department was slow to assemble the Advisory Commission
on Financial Services that was called for in the Riegle-Neal Act, and that
commission's first meeting was not held until July 31, 1995. Treasury Casts
Financial Services Study Ordered in 1994 Interstate Law, 14 BANKING POLICY REP.
17, at 5 (Sept. 4, 1995). Then, the commission missed its December 31, 1995 deadline,
and a report was expected to issue mid-year 1996 at the earliest. Treasury Report
May Surface in July, XX INSTITUTIONAL INVESTOR BANK LETTER 3, at 9 (Jan. 22,
1996).

227. One example of a more comprehensive retreat from pervasive regulation
in banking has been proposed by the Shadow Financial Regulatory Committee, a
group of independent analysts of bank regulation. It has expressed grave doubts
about whether either the Leach or D'Amato bills, see supra note 225, would result in
the kinds of five "fundamental" regulatory reforms that it submits would truly serve
the public's interest, i.e., (1) no gratuitous limits on bank activities and owners,
(2) pursuit of any nonbanking activities through bank subsidiaries rather than
through elaborate holding company arrangements, (3) limited regulation of banks as
entities, and functional regulation of nonbank activities, (4) freer entry into and exit
from banking, and (5) limits on taxpayer subsidies to banking (e.g., deposit insurance,
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article endorses as countless other papers have endorsed) seems
like an unlikely vehicle for addressing the basic economic
inefficiencies of banking unless and until the banks are, for
independent competitive reasons, ready and eager for change.
Recent commercial, political, and legislative developments offer
only the slightest hint that the banks are sufficiently startled by
competitive threats, or by the late economically induced financial
crisis, to shed their heaviest regulatory insulation in pursuit of
improved economic efficiencies.

Nevertheless, other interests, including those of taxpayers,
bank customers, bank competitors, and the public in general, are
also variously affected by banking law. It is possible that they
may one day again wish to be counted in the design and imple-
mentation of banking law. In the meantime, however, banking
law and regulation is generally serving not to harm the banks
financially but to protect them from, and buoy them against, cold
economic realities.

the discount window, and payments clearance). Shadow Financial Regulatory
Committee, Statements No. 118 & 120 (May 22, 1995).


