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Conventional wisdom contends that in order to assure financial
stability, commercial banks require an elaborate federal regulatory and
insurance structure and direct access to the central bank. Nonbank
financial institutions apparently pose no threat and, therefore, merit less
regulatory attention, no insurance, and no direct access to the central
bank. Until relatively recently, the conventional wisdom was rarely
challenged, and to this day it is viewed as bad form in some circles to ask
why banks receive special attention.

The conventional approach to deposit insurance and bank regula-
tion takes as given the deposit insurance and regulatory structure put
into place in the early 1930s. Thus, it is assumed that commercial banks,
operating with low net worth, will continue to issue federally insured or
guaranteed liabilities (deposits) to support a host of risky and difficult-
to-evaluate activities. In effect, it is also assumed that deposit insurance
will continue to provide a valuable subsidy to banks, one that requires
extensive regulation and supervision to limit bank risk (Merton 1977).
Repairs in the institutional structure may be needed from time to time,
such as provision for early supervisory intervention in an effort to limit
the Federal Deposit Insurance Corporation’s credit exposure, but the
basic structure is left unchanged. And proposals will continue to be
made for improvements, subject to the constraint that basic institutional
arrangements remain unchanged. For example, most of the papers at
this symposium are concerned with improvements: the use of bank
regulation to control cycles in risky lending, and methods to achieve
risk-sharing between the federal authority and private agents. These
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papers, and many others like them, take current institutional arrange-
ments as given and seek improvements on the margin. This approach
can be productive, but it cannot solve problems that emerge from the
institutional setting itself.

This paper argues that the fixed-institutions approach is inadequate
to deal with the issues faced by public policymakers charged with
responsibility for protecting financial stability and efficiency. It is nec-
essary to take an approach in which certain crucial economic functions
are the issue, not the preservation of existing institutional arrange-
ments. In the functional approach, changes in institutional and regula-
tory arrangements are fair game. Those who champion the functional
approach are subject to criticisms of impracticality, but it is those who
cling to existing institutions who are the impractical ones. In economic
matters, institutional form should follow function; attempts to force func-
tions to follow preconceived and inflexible forms can be counterproductive.

In the modern, highly integrated financial environment in which
nonbanks provide bank-like services and banks provide nonbanking
services, why are banks singled out for special attention? What unique
and crucial functions do banks perform that merit the attention and
protection that are lavished upon them? And if their unique and crucial
functions can be identified, is it necessary or desirable to have these
functions combined with all the non-unique and non-crucial activities
that banks pursue?

A technological revolution has stripped banks of their pivotal
position in the financial system. Banks currently do virtually nothing
that is not also done either by markets or by nonbank institutions. For
example, the commercial paper market provides for the short-term
financing needs of major corporations, and money market funds pro-
vide safe transactions accounts to households and institutional inves-
tors,! while commercial finance companies provide loans to small and
medium-sized businesses.? From the functional perspective it would be
just as appropriate for the Boston Fed to have a symposium entitled
“Safeguarding the commercial paper market, finance companies, and
money funds in an environment of financial cycles” as it is to emphasize
protecting banks.

The federal government refuses to confront the implications of the
technological revolution that has integrated financial markets and insti-
tutions. It continues to pursue policies designed to retain resources in
banking organizations at the same time that profitable opportunities in

1 Because money funds are not allowed direct access to the payments system, they
must work jointly with banks.

2 Currently, about 8 percent of outstanding business debt is owed to finance companies,
while 12 percent is owed to commercial banks. With one-quarter the assets of banks,
finance companies are able to provide more than two-thirds the business loans of banks.
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the industry are shrinking.® In efforts to increase profitability, the
government grants greater powers to banking organizations while
continuing to protect them. This, in effect, spreads the federal safety net
under a growing number of activities. It is presumed that regulatory and
supervisory vigilance can be depended upon to hold the system to-
gether. For example, it is assumed optimistically that recent statutory
changes have solved problems that developed in the 1980s and early
1990s. While these statutory changes did strengthen regulation, pro-
gressive weakening of the provisions is bound to occur as the govern-
ment continues to strive to aid bank profitability. More generally, to rely
on government regulators to provide the glue holding everything together
is to be optimistic in the extreme. One has only to recall the savings and
loan (S&L) debacle to appreciate the potential costs of such reliance.

Attempts to maintain the existing institutional structure will result
in an increasing share of the financial system being protected by the
federal safety net and subjected to regulation. Banking organizations
will continue to have incentives to assume risk and not manage it well.
We can look forward to many future symposia and conferences on
cycles in bank risk and in bank failures. To maintain the status quo is a
dangerous approach that ultimately could make the S&L debacle seem
insignificant.

The Functional Approach

When bank regulation and deposit insurance are viewed function-
ally rather than in terms of current institutional arrangements, the
system can be greatly improved and simplified. The economic and social
objectives upon which current regulation and government deposit
insurance are based can be better attained by adopting a functional
approach, while the extent of regulation and market interference can be
drastically reduced. Perhaps most important, the kind of breakdown in
the regulatory and political process that produced the S&L debacle could
not occur in the reformed structure.

Historically, commercial banks deserved government protection
and needed regulation because they performed and uniquely combined
two important economic functions: (1) provision of transactions ac-
counts and payment services; and (2) origination and holding of loans
that are difficult for third parties to evaluate because of the need for
detailed information about the borrower and because of the need for
monitoring.

3 Bank profitability has been helped temporarily by a favorably sloped yield curve.
This good fortune cannot be expected to last.
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The monetary and payment. services provided by banks have
economic value because of economies of scale in gathering and process-
ing information and transactions. Banks provide transactions accounts
from which agents make and receive payments, they verify the ability of
agents to make good on transactions commitments, they take care of
accounting for transactions, and they guarantee certain transactions.
Much of the efficiency gained from pooling transactions in banks would
be lost if agents had to monitor banks for their ability to make good on
transactions accounts and transactions services. Sellers would have to
verify not only the ability of buyers to cover transactions but also the
solvency of buyers’ banks. Buyers would have to monitor their banks to
assure that their checks and funds transfers are honored. It is difficult to
imagine that the volume of transactions in a modern economy could be
sustained if agents had to engage in extensive monitoring of their banks
for safety of transactions accounts and payments. The deadweight loss
of this monitoring is avoided if transactions accounts and payments are
made safe.

Historically, banks used transactions account liabilities to support
the origination and holding of business loans, whose values are difficult
to evaluate without information that is costly to obtain. These loans
often involve continuous monitoring of performance. By their nature,
these loans are difficult to sell on secondary markets and have no
observable price. With asymmetric information an important compo-
nent, these loans tend to be highly illiquid. Following the convenient
convention of Merton and Bodie (1993), these loans will be called
“opaque.”

‘Only about 25 percent of bank liabilities now are transactions
accounts; they are no longer the primary means of supporting loans.
Saving and time accounts, negotiable CDs, Eurodollars, and other
liabilities are now the primary sources of bank funds, accounting in total
for about 75 percent of bank liabilities. With transactions accounts
supplying ever less of the funds used for bank loans, concerns over the
safety of these accounts can be separated from concerns over the quality
of bank lending. For regulatory purposes, monetary functions can be
separated from conventional lending functions even though both might
be available within a bank. This allows a tremendous simplification in
the way that banks are regulated. Separation is the cornerstone of the
functional approach. Note that money funds flourish without the ability
to hold opaque assets, and finance companies flourish without offering
transactions accounts. Thus, the ability to perform both of the functions
in the same institutions is not a necessary condition for survival.

The safety of the monetary—payments system can be achieved
through government insurance of transactions accounts and of funds
transfers. But protection of the monetary—payments function does not
require the kind of regulation and insurance of banks that is practiced



THE FUNCTIONAL APPROACH TO DEPOSIT INSURANCE AND REGULATION 115

currently. It is neither necessary nor desirable to regulate all activities of
banks or to insure time accounts and other deposit liabilities, in order to
protect their monetary—payments services.

It is important to note that provision of monetary—payment services
and of opaque loans comprises a relatively small part of commercial
bank activities. As indicated above, only about 25 percent of bank
liabilities are transactions balances. Furthermore, only about 14 percent
of bank assets are devoted to commercial and industrial loans—the
“opaque” loans described above—while government securities and mort-
gage loans account for 24 percent and 27 percent of assets, respectively.

There is a growing awareness that it is unreasonable to attempt to
protect the viability of lightly capitalized institutions granting loans to
foreign governments and financing highly leveraged transactions and
commercial real estate development, just because these institutions
provide certain important functions. Why not use public policy to assure
provision of the desired functions, rather than try to regulate and
control institutions that pursue a variety of activities, including those of
interest? If the goal is to have a safe monetary—payments system and
provision of opaque loans, then public policy should pursue these goals
directly rather than trying to force them into the mold of existing
institutions.

Proposals to pursue such a functional approach began to appear in
the mid 1980s, and they continue to be made.* The approach is slowly
winning converts, and it recently received a strong endorsement from
the bipartisan National Commission on Financial Institution Reform,
Recovery and Enforcement, appointed to investigate the causes of the
S&L debacle and to recommend reforms in the insurance and regulatory
structure for banks (1993). ‘

The various proposals differ in detail but not in substance. All
recommend that insured transactions accounts be backed by safe assets.
This could be accomplished in various ways: Banks could simply be
required to hold short-term government securities as collateral for
transactions accounts, or they could be required to establish the equiv-
alent of a money market fund. This paper presents the case for requiring
that insured monetary—payments services be provided by corporations
that operate as money market funds with capital.

Institutions providing transactions accounts and payment services
backed by safe assets are sometimes referred to as ““narrow banks.” That
term will not be used here because it is nondescriptive and it tends to
distort perceptions of what the reforms entail. The proposed institutions

4 See, for example, Tobin (1986); Pierce (1986, 1991); Kareken (1986); Litan (1987);
Gorton and Pennacchi (1992); and Merton and Bodie (1993).



116 James L. Pierce

are more like money funds than banks, and there is nothing narrow
about the financial services firms housing these institutions.

With the monetary-payments system rendered safe, the rest of
what is now banking would be left to the market. No bank liability other
than transactions accounts would receive federal insurance or guaran-
tees, and all special regulation and supervision of banks unrelated to
their transactions account business would end.

A Proposal in the Spirit of the Functional Approach

It is convenient to consider a specific proposal, so that various
issues and criticisms can be discussed productively. The proposal
outlined below is one advanced in a recent book (Pierce 1991) and the
one embraced by the National Commission on Financial Institution
Reform, Recovery and Enforcement (1993). It is designed to deal with
the various issues and criticisms that will be discussed after the proposal
is presented.

The proposal focuses directly on monetary and financial functions.
Banks continue to exist as one type of business providing these
functions, but banking’s internal structure is changed in a manner that
protects banks’ monetary activities while subjecting all their other
activities to market discipline. This is accomplished by isolating mone-
tary activities from all others within banking or other financial service
organizations.

Monetary Service Companies

The purpose here is to isolate, insure, and protect monetary
functions while eliminating insurance and protection for all other
functions. Monetary services would be provided in legally separate
monetary service companies that could be operated within banks or
other financial service organizations. These highly regulated, separately
capitalized companies would offer federally insured transactions ac-
counts accessible for third-party transactions using checks, electronic
transfers, or cash withdrawals in the form of either currency or orders to
pay a third party.

Monetary service companies would be highly restricted concerning
the assets that they could hold. They would be limited to purchases of
the same sorts of short-term, highly marketable, and highly rated
instruments that are in the portfolios of today’s money market mutual
funds. These include short-term Treasury securities, highly rated com-
mercial paper, and similar instruments. Unlike money market funds,
however, the monetary service companies would have a capital base
and enjoy federal insurance for all their liabilities.
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Rules of operation and standards of licensing for these companies
would be established and enforced by the Federal Reserve System,
which would also be authorized to supervise these institutions and to
approve mergers and acquisitions in which they are involved. The
Federal Reserve also would administer the federal insurance program
for monetary service companies through its subsidiary, the Federal
Deposit Insurance Corporation (FDIC). Because monetary service com-
panies would hold only highly liquid market securities, their condition
would be marked to market daily. They would be subject to risk-based
capital standards and risk-based insurance premiums in a system of
vigorous and effective regulation and supervision. With risk easily
controlled, the “market discipline” of uninsured depositors would not
be required. Accounts would be insured without limit as to size,
allowing large payroll and other activities to be fully insured.

Entry into the monetary services business would be open to all who
met the minimum standards. Thus, banks could operate their transac-
tions account and payment services business through separately capi-
talized monetary service companies. Similarly, money market mutual
funds could convert to stock form and operate as monetary service
companies. Furthermore, any collection of individuals or any corporate
entity could operate a separately capitalized company, provided they
met the licensing and operating standards.

Crucial to establishing and operating a monetary service company
would be the explicit and ironclad restriction that it not lend to its
owners. It could provide transactions accounts and payment services to
its owners on the same basis as for other customers, but that is all. Thus,
a monetary service company might be owned and operated by a bank,
pay dividends, and receive capital injections, but it could not lend
money to the bank, buy its market obligations such as CDs, or in any
other way be involved in providing funds to it. The same restrictions,
backed by stiff criminal and civil penalties for willful violation, would
apply to transactions with any other owner, be it a bank holding
company, securities firm, insurance company, retailer, manufacturer,
private individual, or whatever. These restrictions would eliminate
conflicts of interest and help maintain the effective corporate separate-
ness that would protect monetary service companies against failure of
their owners. The Federal Reserve would promulgate regulatory safe-
guards to prevent confusion by the public in distinguishing between the
insured accounts at monetary service companies and the uninsured
liabilities of institutions with which these companies might be affiliated.

To guarantee separateness and thereby ensure that the fortunes of
their owners and affiliates would not impinge on the fortunes of
monetary service companies, legislation would establish that no mone-
tary service company is responsible for the debts of related entities. For
example, if it were part of a bank holding company, the creditors of the
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parent company or its nonmonetary affiliates would have no claim on it.
The same restrictions would hold if it were part of some other financial
conglomerate. Failure of any other entity could not threaten the mone-
tary service company. This approach is similar to the way that regula-
tions in many states now protect insurance companies against attacks by
creditors of companies affiliated with the insurance companies in a
financial conglomerate. Federal laws would provide ironclad protection
for monetary service companies.

With separateness established, a monetary service company would
be free to operate offices wherever it chose. A banking organization,
retailer, or other corporation could run such a company in the same
location where it offered other services. Further, a monetary service
company would be free to share personnel, information, data process-
ing, and expertise with its affiliates, in order to exploit any synergies and
efficiencies. However, to protect it from being operated as a “loss
leader” by its owners or affiliates in order to attract customers to other
products, the Federal Reserve would be empowered to close a monetary
service company if it incurred chronic losses. The Fed would also be
authorized to promulgate regulations concerning allocations of over-
head and other expenses, to set minimum capital standards, and to limit
dividend payments when such action was required to meet these
standards.

Along with its supervisory functions, the Federal Reserve would be
authorized to impose reserve requirements on the liabilities of monetary
service companies, just as it currently imposes reserve requirements on
transactions accounts of banks and thrifts. The Fed would also be
required to make the discount window available to these companies and
to allow them access to its check clearing and electronic funds transfer
systems. In effect, the Federal Reserve’s current special relationship
with banks would be transferred to the monetary service companies.
The Fed'’s ability to conduct monetary policy would not be weakened in
any way.

Nothing in this proposal would prevent a business from operating
an uninsured money market fund or other institution that allowed
customers to withdraw their money by check or wire transfer. The object
is not to make all checkable assets safe but rather to offer the public a
totally safe alternative.

Financial Service Companies

All activities other than those of monetary service companies would
be conducted by financial service companies, without the regulation and
supervision imposed on today’s banks. It is convenient to think of
financial service companies as operating in tandem with monetary
service companies within a banking or financial conglomerate, but the
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actual corporate structures would be left up to the owners. Perhaps the
easiest way to appreciate what financial service companies could do is to
start with conventional banking organizations. They could operate their
transactions account and payment services through monetary service
companies. What remained would form the nucleus of financial service
companies, which would operate side by side with monetary service
companies. Banks’ savings and time accounts, plus their other liabilities,
would be obligations of financial service companies.> Banks” lending to
business and consumers and all of their other existing financial services
would be executed by financial service companies. To this nucleus
would be added the authority to offer all kinds of insurance, as well as
full securities underwriting, brokerage, and mutual funds, along with
any other financial service the companies chose. Thus, they would be
able to provide a complete range of financial services, except for insured
monetary services. A financial service company could own a monetary
service company; the two could share facilities, personnel, and infor-
mation; they could even operate side by side in the same offices; but the
monetary service company would be insulated from the fortunes of its
owners. Bank holding companies as such would disappear and be
replaced by the corporate umbrellas containing monetary service com-
panies and financial service companies.

Financial service companies have been described here as banking
organizations legally, but not physically, separated from monetary
functions and augmented by other financial activities, but they could
begin as insurance companies or securities firms. In effect, financial
service companies would be financial conglomerates, where the non-
monetary part of banks and thrifts is joined with insurance, securities,
mutual fund, and other financial activities.

Financial service companies would be regulated in the same way
that nonbank providers of financial services are currently regulated.
Federal laws concerning antitrust, securities regulation, and truth in
lending would apply to them, as would state laws, including those that
regulate insurance companies. The massive and cumbersome regulatory
apparatus that currently governs banks and bank holding companies
would be eliminated. The Office of the Comptroller of the Currency and
the Office of Thrift Supervision would disappear, as would the regula-
tory functions of the Federal Reserve and the FDIC relating to activities
apart from those of monetary service companies. Federal statutes and
regulations concerning bank holding companies would also be eliminated.

So much regulation could be eliminated primarily because none of
the liabilities issued by financial service companies would be insured;

5 Thus, about 25 percent of current banking activity would go to monetary service
companies and 75 percent to financial service companies.
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there would be no federal guarantee or protection against failure. The
government would be taken out of the business of protecting holders of
nonmonetary liabilities issued by what are now banks and thrifts, and it
would not be responsible for the “safety and soundness” of financial
service companies.

Financial service companies would have access to the Federal
Reserve’s discount window on an emergency basis in order to allow
them to honor credit lines and to handle problems in rolling over their
liabilities in the event of a severe loss of liquidity. This would allow the
central bank to exercise its powers as lender of last resort when a clear
emergency was involved. But the discount window would not be
available to bail out insolvent institutions.

It is important to appreciate that this division of functions between
monetary and all other financial services would not be obtrusive to the
public. From a legal and regulatory perspective, the structure of banking
would be fundamentally altered. But institutions called banks could
continue to operate, providing the services they currently offer plus
many more. These new banks would look much the same to the general
public as their current banks. Deposits and withdrawals could be made
for a wide variety of accounts; loans and other financial services would
be available. Transactions accounts would function the same way as
currently. The differences would be that business transactions accounts
would earn interest, no upper limit would be imposed on insured
balances, and the accounts would be the liabilities of banks” monetary
service companies, which could invest only in short-term marketable
instruments. Customers could make deposits into time accounts, pur-
chase mutual funds, and acquire other assets in the same offices, even
use the same teller—human or electronic—for monetary service com-
pany and financial service company business. Funds placed with banks’
financial service companies would be at risk, however, and customers
would have to be clearly informed that this is the case. Banks could use
the same offices to provide credit ranging from car and mortgage loans
to various kinds of loans to business. This credit would not be funded by
insured transactions accounts, however, but by time accounts and other
liabilities issued by banks’ financial service companies.

Nothing in the proposal requires institutions offering these various
services to be called banks. They could call themselves whatever they
wanted and provide whatever combination of services they found
attractive. The only restriction would be that if an institution wanted to
offer insured transactions accounts and use the Federal Reserve’s funds
transfer system, it would be required to do so through a separate,
regulated monetary service company.
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The Importance of a Transition Period

The functional approach appears radical because it would abandon
a regulatory approach that has been in place for 60 years. It could be
phased in, however, over several years and in such a non-radical
fashion as to be acceptable to all but arch protectors of the status quo.

A period of transition would be needed to give depository institu-
tions and regulators time to adjust to the new environment. Nothing is
radical about such a transition; in fact, several proposals to improve
existing regulation and supervision, including those made at this
symposium, could become steps in the transition to a world of func-
tional regulation.

The transition is described here in some detail in order to demon-
strate how mild it can be.¢ It involves a gradual introduction of risk to
depositors and other creditors of banks,” and a gradual shift of activities
out of protected banks and into unprotected financial service compa-
nies. A first step would be to get rid of the doctrine of too-big-to-fail by
gradually imposing “coinsurance” for all banks, in which the costs of
bank failures are shared between the FDIC and large, uninsured
depositors.8 The costs would include losses from FDIC payouts when
banks are closed and the expenses of arranging takeovers. The potential
loss for large depositors is initially small; they could lose a maximum of
10 percent of the principal and interest owed to them by a failed bank.
This is a risk exposure low enough to avoid a massive outcry from large
depositors, yet large enough to induce them to extract interest rate
premiums and increased equity positions from risky banks in exchange.

All types of deposits currently covered by insurance would initially
continue to enjoy protection, but the insurance limit would be on a per
depositor basis—initially retained at $100,000—and rigorously enforced;
any balances in excess of the limit would be subject to coinsurance.
Transactions accounts would be the exception. For them, insurance
would be extended beyond the limit applied to other accounts, provided
that the bank secured balances in a transactions account in excess of that
limit by low-risk, short-term market securities of the type to be allowed
for monetary service companies. Institutions that set up separately
capitalized monetary service companies would have the transactions
accounts in these companies insured without limit. They would be

6 For more detail, see Pierce (1991).

7 While the introduction of risk could be made through holders of subordinated debt,
it is more direct and more in the spirit of transition to make large deposit accounts the
subordinated debt.

8 As an indication of how noncontroversial coinsurance is, except among regulators,
it has been proposed by the American Bankers Association, which opposes imposition of
the doctrine of too-big-to-fail. See American Bankers Association (1990).
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allowed to pay interest on their business accounts, giving businesses
incentive to shift funds out of their non-interest-bearing transactions
accounts at banks and into monetary service companies.

Over time, the extent of coinsurance would be increased gradually
until accounts with balances in excess of the insurance limit—except for
secured transactions accounts and accounts at monetary service com-
panies—would be totally at risk. The insurance limit would also be
gradually reduced to zero. At that point, secured transactions accounts
and monetary service company liabilities would be the only insured
accounts at banks (and thrifts). The process could be spread out over a
decade or more, but ultimately depositors and other creditors of banks
would assume responsibility for all the principal and interest owed them.
The risk exposure for the FDIC would be reduced commensurately.

The proposed transition also would involve exploiting and gradu-
ally altering the holding company structure for banks, to encourage a
division of activities between monetary and financial service companies.
The essential first step would be to attain corporate separateness
between banks and all other elements of their holding companies. This
would be done by ending Federal Reserve regulation of parent holding
companies and their nonbank affiliates, including elimination of capital
requirements for holding companies and an end to the stricture that
parent companies and nonbank affiliates serve as “sources of strength”
for affiliated banks. Further, creditors of parent companies and nonbank
affiliates would be at risk—the FDIC would expend no funds in their
behalf—and they would not be responsible for the obligations of
banking affiliates or their subsidiaries. To protect banks against other
constituents of these holding companies, the Federal Reserve would
continue to police transactions between banks and these constituents,
and penalties would be increased for violations of sections 23A and 23B
of the Federal Reserve Act, including the imposition of criminal penal-
ties for willful violation of the limits on these transactions.

With corporate separateness firmly in place, bank holding compa-
nies would gradually be granted new powers, such as full securities
activities and the ability to offer general forms of insurance. But these
activities would have to be conducted by nonbank subsidiaries and not
by the banks themselves. The new subsidiaries (financial service com-
panies) would not be regulated by the Federal Reserve or by any other
banking regulator. They would be treated exactly as nonbank financial
institutions are treated today. The new subsidiaries would not be
covered by the federal safety net, so their creditors would be at risk. By
law, these creditors would have no claim on the bank or banks in the
holding company. As these changes were taking place, existing securi-
ties firms and insurance companies would be allowed to acquire or
establish banks through bank holding companies. These firms also
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would receive no protection from the safety net, and their creditors
would have no claim on the banks in the holding companies.

Along with these changes, banks and bank holding companies
would receive increasing incentives to shift existing nonmonetary activ-
ities into unprotected and unregulated holding company subsidiaries,
which would be allowed to share facilities and personnel with monetary
activities. Any nonmonetary business conducted by monetary service
companies, the regulated and protected part of banks (and thrifts) and
their subsidiaries, would be subjected over time to substantial and rising
capital requirements issued by their primary regulator, the Federal
Reserve. These requirements could be avoided by shifting the activities
into separate, unregulated, and unprotected holding company subsid-
iaries or financial service companies. By gradually raising the capital
requirements to onerous levels, nonmonetary activities would be forced
out of the regulated and protected part of existing banks. At some
point—perhaps as long as a decade after the process began—holding
companies would be required to shift any remaining nonmonetary
activities to unprotected and unregulated subsidiaries. Monetary and
financial services would become functionally separated within their
banks and their holding company structures.

Over time, banks (and thrifts) would be subjected to increasing
market discipline, and a growing number of financial dealings would be
conducted by holding company subsidiaries that did not enjoy govern-
ment protection and were not under the jurisdiction of banking regula-
tors. Progress could be relatively slow and orderly, allowing ample
opportunity for adjustment and verification that monetary and credit
stability is preserved. The transition could be slowed down or speeded
up as conditions warrant. When the transition was complete, owners of
financial service companies could own what have become monetary
service companies, but these companies would be tightly regulated,
notably with ironclad restrictions on financial transactions with affiliates
and owners. By this time, the banking regulators would have nothing
left to do. The bank and thrift regulatory agencies would then be
eliminated, with the regulation and federal insurance of monetary
service companies consolidated in the Federal Reserve System.

Possible Problems with the Functional Approach

For the functional approach to have a chance of adoption, it is
necessary to convince skeptics in government that it will not generate
major problems. Three possible problems will be discussed. The first
and easiest is the possibility that the supply of “opaque” credit would
dry up if a bank could not use insured deposit accounts to fund these
loans. Second is the specter of the 1930s: Would the functional approach
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increase the chances of panic and financial collapse? Third, would the
assertion that non-transaction-account liabilities are at risk prove to be
empty, because the federal government would come to the assistance of
major “banking’’ organizations even if their liabilities were not insured?
That is, would the doctrine of too-big-to-fail prevail?

The Supply of Business Loans

It is possible that information-intensive loans requiring extensive
monitoring would become more costly if banks could no longer fund
these loans with insured liabilities. But it is far from obvious that this
would be the case. Commercial finance companies do not have federally
insured liabilities, yet they are currently competitive with commercial
banks as a source of business credit. This suggests that it would be
profitable for financial service companies to offer business loans on
roughly the same terms as those currently available in the market.

It is neither possible nor desirable to guarantee that “opaque” loans
would be no more costly under the functional approach than under
current arrangements. If private markets do not provide a sufficient
quantity of business loans to meet society’s needs, then the appropriate
response is to provide direct subsidies. It is not appropriate to continue
insurance of bank deposits in an attempt to maintain bank lending to
business. Banks have devoted a declining share of assets to business
loans and are likely to continue to do so, even with insured deposits.

It would be little better to provide insurance for bank accounts if
these are placed either in safe assets or business loans. This would do
little to control risk because a business loan could be defined arbitrarily.
Certainly it could not be guaranteed that the business loans supported
by insured accounts would be the kind of opaque loans that are
considered important.

Finally, it might be argued that small banks, which are more
attuned than large banks to the needs of medium-size and small
customers, must have deposit insurance in order to survive. They would
be unable to compete with large institutions if their liabilities were at
risk. No evidence supports this argument. Many small banks are in far
better condition than the largest banks. These small institutions could
raise uninsured funds from their local markets, and by pooling re-
sources they could even tap national and international markets.

Financial Crises: Silent Runs, Panics, and Crashes

Those who fear or distrust the functional approach seem to believe
that substitution of market discipline for government-imposed pruden-
tial regulation of banks’ lending and other financial service activities
would produce financial instability. According to this argument, “credit
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cycles” and the misallocation of credit would become more pronounced
when concerns for the safety and soundness of banks’ nonmonetary
activities are left to the market. Furthermore, deprived of deposit
insurance and the doctrine of “too-big-to-fail,” large creditors at for-
merly protected banks would engage in “silent runs’’ at the first sign of
trouble, producing panics and crashes. If these events were likely to
arise as a consequence of the functional approach, it would be irrespon-
sible to propose it. Instead, this paper will argue that such calamities
actually would be less likely under the functional approach than they are
today.

Monetarists take the position that financial crises are a consequence
of bank runs in which flights to currency deprive the banking system of
reserves (Friedman and Schwartz 1963; Schwartz 1986). The solution to
the bank-crisis problem is straightforward: The central bank must act as
lender of last resort and be the ultimate source of liquidity. With an
effective central bank, 1930s-type banking panics and collapses of the
money stock (and opaque credit) will not occur. Monetarists recognize
that panics can develop in individual financial markets, but they
consider these “pseudo financial crises”” to be of relatively little impor-
tance because they have no particular consequences for the quantity of
money.

The functional approach scores high on the monetarist scale for
promoting financial stability. Banks’ monetary functions are completely
protected by deposit insurance. Should bank runs occur even with this
protection, nothing in the functional approach would prevent the
Federal Reserve from stabilizing reserves and the quantity of money.

Other economists are more concerned than are monetarists about
crises in important financial markets (Minsky 1972; Kindleberger 1978;
Hubbard 1991). Even in the absence of a banking panic, a breakdown in
the commercial paper market or in the stock market can cause “panic”
and a “flight to quality.” Borrowers with serious asymmetric-informa-
tion problems (that is, those with opaque loans) will have to pay
relatively high interest rates and may be rationed out of the market, with
deleterious effects on real economic activity (Mishkin 1991; Diamond
1991). While these kinds of crises are unlikely to have the devastating
effects of crises that involve damage to the nation’s monetary and
payment system, a good case can be made for central bank intervention
to soften their effects. Nothing in the functional approach prevents the
Federal Reserve from providing liquidity should a crisis hit the commer-
cial paper or stock markets, just as it has done in the past.

Historically, banking crises have been harmful, not only because of
their destructive effects on the monetary and payments system, but also
because banks’ ability to deal in opaque loans was impaired (Bernanke
1983; Calomiris and Gorton 1991). The functional approach might
appear to leave solvent financial service companies that hold assets
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whose values are difficult to ascertain susceptible to “silent runs.”
Unable to roll over maturing debt because creditors lose faith (flight to
quality), financial service companies might be forced to sell their opaque
assets at substantial discounts, forcing otherwise solvent institutions
into bankruptcy. This could have adverse consequences for borrowers
with asymmetric-information problems who cannot easily shift to other
lenders.

Under the functional approach, financial service companies are
allowed to fail. This will provide incentive for financial service compa-
nies to adopt safeguards to protect themselves against silent runs. They
will have incentive to arrange for credit lines with other financial service
companies, to avoid bunching of maturities for liabilities and to extend
them, to hold liquid assets, and to engage in cross guarantees. These
actions lessen the effect of a temporary loss of confidence by creditors.
It should be noted that finance companies, which receive no federal
insurance or guarantees, now use these safeguards with considerable
success.

But what if creditors lose faith in financial service companies
generally, and many of them experience silent runs? Should creditors
lose faith in them in general and demand payment when their credits
mature, the money has to go someplace, and it is highly unlikely even
during a panic that these creditors will demand currency. If they do, the
Federal Reserve must supply it, offsetting the negative effect on reserves
through open market purchases. It is more likely, however, that these
funds will be shifted to other uses, and one likely place is the safe
accounts at monetary service companies. They will take this money and
use at least part of it to purchase the securities being issued by solvent
financial service companies. Thus, some of the funds are recycled to the
place where they started. Should this recycling prove inadequate, the
central bank should engage in open-market operations to ease general
liquidity pressures when a “flight to quality” occurs, and it should use
monetary service companies as conduits for channeling funds to solvent
financial service companies that are experiencing liquidity problems.
The monetary service companies borrow from the Federal Reserve and
use the proceeds to buy market instruments issued by financial service
companies. It is important that this conduit function of monetary service
companies not be extended beyond purchasing instruments that meet
their ordinary standards for investments. But the Federal Reserve could
extend credit directly on an emergency basis to solvent institutions that
do not have high ratings for their money market instruments or cannot
market these instruments at all.

While the Federal Reserve is more than capable of averting liquidity
crises, such crises are less likely to occur under the proposed restruc-
turing than in today’s banking system. Currently, large banks are able to
market vast amounts of very short-term debt at favorable terms because
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these liabilities receive implicit guarantees from the government. Cred-
itors have far too little incentive to monitor these institutions because the
regulators are doing the job for them. Furthermore, they limit risk by
extending credit for short periods of time. Should problems begin to
surface, creditors can probably get their money out before a bank goes
under. But the shorter the maturity of a bank’s liabilities, the more
quickly it can be wiped out by silent runs. This is what happened to
Continental Illinois.

Institutions must be allowed to fail, in order to encourage the
market discipline that limits the scope of failures. But with recycling
available from monetary service companies, and ultimately backed up
by the Fed, systemic risk is eliminated. The failure of one financial
service company has no particular bearing on the viability of others.
Market discipline is likely to do a better job of controlling failures than
is government regulation because, among other reasons, market partic-
ipants have greater incentives to perform well. To give an important
example, financial service companies facing significant risk would not be
allowed by creditors to operate at the capital ratios allowed today’s
banks (Merton 1977; Merton and Bodie 1993). Furthermore, it is unlikely
that private creditors would tolerate the stampedes into loans to less
developed countries, into energy and real estate lending, into financing
of highly leveraged transactions, and into commercial real estate devel-
opment that have been tolerated by government regulators.

While regulation of risky activities should be left to those who bear
the risk, a role remains for government intervention during times of
panic and distress. But the intervention should not entail attempts to
perpetually indemnify agents against risk. The existing institutional
approach is bringing more and more risky activities under the federal
safety net and this increases the chances of ultimate collapse. The
functional approach seeks to distribute risk to those able and willing to
manage it, thereby reducing the chance of ultimate debacle.

Dealing with the *“Time-Inconsistency”
Problem: Too-Big-To-Fail

A potential problem with attempts to impose market discipline is
that the government may not be able to commit credibly to the
abandonment of its doctrine of too-big-to-fail (Goodfriend 1993). A
potential ““time-inconsistency” problem remains, within which it could
be socially optimal for the government to renege on its threat to allow
large financial service companies to fail. Private agents are aware of this
prospect and would not apply sufficient discipline because under certain
circumstances they would be bailed out. In some respects the problem is
similar to the one encountered by governments that lack credibility in
containing inflation. The solution is the same: Credibility had to be



128 James L. Pierce

earned by continuing to contain inflation, and credibility has to be
earned by allowing large institutions to fail.

At most, creditors of major institutions should be protected only
when it can be demonstrated that such action would head off a major,
widespread panic and that the benefits of such an action would exceed
the negative reputational effects of reneging on the threat to allow major
institutions to fail. With the burden of proof on those who seek to
provide protection, too-big-to-fail would be rarely invoked. Absent such
proof, financial service companies would be allowed to fail. If regulators
could be depended upon to play fair and only impose too-big-to-fail
when the resulting benefits obviously exceed the cost, the time incon-
sistency problem would be unlikely to have much of a stunting effect on
market discipline. Unfortunately, a ““Chicken Little” mentality appears
to exist among regulators, who see the sky as always in danger of falling.

It is to be hoped that the functional approach would produce a
“cultural” change in regulators. By assuring the safety of the monetary-
payments system, the functional approach deals with the primary
reason for fearing failure of major banks. With money and payments
safe, nothing is “special” about noninsured banks; the government
should care no more about the failure of a major bank than it does about
the failure of a major finance company or manufacturer. Bailing out a
major financial service company should occur no more frequently than
bailing out an auto company, a defense contractor, or a city. If the
problem can be reduced to infrequent, politically motivated interven-
tions, it is unlikely to prove major.

The Burden of Proof

I think I can speak for other proponents of the functional approach
when indicating frustration over the lack of serious discussion of the
issues by proponents of the status quo. If the functional approach is
impractical or fatally flawed, then its critics should be able to provide
clear and compelling explanations as to why. The functional approach
will never get anywhere without the support of the Federal Reserve
System, support that the Fed apparently is not willing to give. The Fed
should accept the burden of proof to explain, if it can, why the
functional approach cannot work. While the Fed may have no obligation
to respond to the proposals of academics, it does owe the National
Commission on Financial Institution Reform, Recovery and Enforce-
ment the courtesy of a response to its 1993 recommendation that the
functional approach be adopted.

The Federal Reserve should explain why it cannot deal with
problems it foresees with the functional approach; why it cannot
develop closure rules to protect the payments system; why the doctrine
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of corporate separateness will not work; why the discount window and
open market operations will be insufficient to deal with silent runs and
other panics; why it is desirable to protect creditors at major banking
institutions; and why the Federal Reserve cannot withstand political
pressures to bail out failed institutions. It is my guess that the Federal
Reserve would be hard-pressed to come up with a set of ““whys” that
would withstand careful scrutiny.

A Response to Purists

The functional approach has been criticized because it proposes a
role for government in the monetary—-payments system without proving
that a role is justified (Flannery 1992, 1993). After all, money market
funds devoted to short-term government securities provide safe ac-
counts without the need for government interference, and private
payments systems such as CHIPS achieve low risk through cross-
guarantees.

Huge improvements can be made in the current process without
dealing with the issues raised by purists—issues that can be dealt with
later. The functional approach offers a rational and stable system.
Perverse incentives and distortions in resource allocation are eliminated,
too-big-to-fail is gone, and the Comptroller of the Currency and the
Office of Thrift Supervision are eliminated, while the regulatory and
supervisory activities of the FDIC and the Fed are reduced to supervis-
ing and insuring the equivalent of money funds. All of this is accom-
plished while the monetary—payments system remains safe, the public
retains the ability to hold federally insured accounts, and the Federal
Reserve retains the ability to intervene in times of panic. After the
transition is complete and after it has been demonstrated that the system
is stable, it will be time to examine whether the federal presence should
be reduced even more.
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