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Chapter 2: The Bank Regulatory Environment


This chapter provides an extensive review of the regulatory environment within which banks operate.  It begins with the fundamental question of: why is banking regulated?  The principal reasons given are to prevent  economic disruption, the protect the deposit insurance fund, and for social goals. Next, the chapter examines why banks fail. The principal reason is credit risk, and an example is given showing how a bank grows, and subsequently fails when a large loan goes bad and wipes out the capital. 


The examination of banking legislation begins with a discussion of banking reforms of the 1930s that formed the foundation of our current regulatory structure. The two principal Acts of this period were the Banking Act of 1933 (Glass-Steagall Act), and the Banking Act of 1935. These Acts were outgrowths of the banking crises of the 1930s. The specifications of that framework – restrictions on pricing of deposits, restrictions on entry and expansion, restrictions on scope and nature of activities, especially on securities activities, restrictions on leverage, and restrictions on geographical expansion – are discussed in detail.


Regulatory reforms since the 1980s and deregulation are examined next  The major legislation includes: The Depository Institutions Deregulation and Monetary Control Act of 1980, the Garn-St. Germain Depository Institutions Act of 1982,  the Financial Institutions Reform, Recovery, and Enforcement Act of 1989, the Federal Deposit Insurance Corporation Improvement Act of 1991, the Omnibus Budget Reconciliation Act of 1993, and the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Finally, the Gramm-Leach-Bliley Act of 1999 is covered.These Acts are discussed in considerable detail to put them in an historical perspective with respect to shaping our banking structure. 


The banking structure in other countries differs from that in the United States. The universal banks of Germany, clearing banks of the U.K., and keiretus in Japan are introduced. Banking in the European Economic Community (EEC) is also discussed, as well as the need for international harmonization.


Finally, we examine the dual banking system in the United States, and the role of bank regulators. The chapter ends with a question – is prudential bank regulation effective? The short answer is no, or maybe, depending on what one thinks bank regulation is supposed to do. 
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Questions

2.1 Why are banks regulated?  Is the regulation justified? 

ANSWER:  Banks are regulated for three reasons.  First, they are regulated to reduce the risks of failure, both of the individual bank and especially of the banking system.  The prevention of large-scale bank failures that would disrupt the economy is a crucial goal of bank regulation.  Second, are regulated to protect the deposit insurance fund. If the deposit insurance fund is inadequate to bail out failed banks, the taxpayers would have to foot the bill. That’s what happened to the S&L insurance fund (FSLIC). Third,  banks are regulated to achieve desired social goals such as providing credit to low income families.  


Whether banking regulation is justified depends on how one weighs the costs and benefits of each of the three reasons for regulation. The first two reasons deal with “prudential” regulation – the safety and soundness issues – and are not controversial. However, the role of banks in achieving political social goals is a politically charged issue. The views can range from a) banks should not be treated differently than any other profit making enterprise such as McDonalds, to b) because of their role as intermediaries, their role in the payments systems, and their role in the monetary transmission process, they have social responsibilities beyond those of other firms.

2.2 What is a bank run?  Why is it important?

ANSWER:  A bank run exists when depositors withdraw funds due to some individual or general financial panic.  The fact that bank deposits are often payable on demand (or in a very short period) creates an inherent risk of bank runs.  Failure to control a bank run can produce a collapse of the banking system (as it did in the early 1930’s), resulting in a potential collapse in the economy, and the collapse of individual banks (Continental Illinois, Bank of New England).

2.3 How can banks reduce their risk of failing due to credit risk?

ANSWER: They can lend to creditworthy borrowers, avoid undue concentration of loans, have relatively low loan-to-value ratios, require collateral, and monitor the loans.

 2.4  How did the banking crisis of the 1930’s change the nature of banking regulations?

ANSWER:  The banking crisis of the 1930’s involved large numbers of bank failures, many of those in agricultural areas, in the late 1920’s and early 1930’s that ultimately produced a collapse of the existing system.  Since it was commonly believed that this crisis was caused by banks taking excessive risk in their lending and investing activities, including through underwriting corporate securities, and through paying excessive rates on deposits, including demand deposits, the attempt was made to restrict bank risk-taking through new legislation and regulation.  This led to passage of the Banking Acts of 1933 and 1935.

2.5  What are the principal features of the Banking Acts of 1933 and 1935?

ANSWER:  The Banking act of 1933 (commonly knows as the Glass-Steagall Act) separated commercial and investment banking, gave increased regulatory authority to the Federal Reserve, prohibited payment of interest on demand deposits, and raised the minimum capital of national banks.  But most important, the legislation established the Federal Deposit Insurance Corporation.


The Banking Act of 1935 was primarily intended to strengthen the Federal Reserve and its monetary management power.  The act gave the Federal Reserve expanded reserve requirement authority and the power to regulate the rate of interest paid by member banks on time deposits (Regulation Q).  The legislation also strengthened the Federal Reserve’s independence by removing the Comptroller of the Currency and the Secretary of the Treasury from the Board.  The act also marked the end of easy entry into banking

2.6  What was the DIDMCA?  What were its principal provisions?  Why was it enacted?

ANSWER:  The Depository Institutions Deregulation and Monetary Control Act of 1980 provided for uniform reserve requirements, pricing of Federal Reserve services to all depository institutions, the gradual phaseout of Regulation Q ceilings on interest rates paid on deposits, authorization of interest-bearing negotiable order of withdrawal (NOW) accounts, and substantial broadening of the lending powers of savings and loan association.  It also increased the deposit insurance limit from $40,000 to $100,000.  While there were many reasons for the legislation, including the need to “level the playing field” for reserve requirements, the principal motivating factor was the need to provide more asset and liability flexibility to savings and loans.  These thrift institutions which had borrowed short term and invested long-term into fixed rate residential mortgages were experiencing disintermediation and losses on their portfolio.

2.7  What was the principal feature of the Garn-St. Germain Depository Institutions Act?

ANSWER:  The focus of this legislation was on the thrift problem.  Savings and loans were allowed to devote even more of their assets to nontraditional types of credit, such as commercial loans and non real estate related consumer loans and they were also allowed to offer (as were commercial banks) money market deposit accounts.  To prop up problem thrifts, regulators were given flexibility in accounting such as net worth certificates and were also allowed to arrange interstate acquisitions.

2.8  How did the goals of FIRREA differ from those of DIDMCA and Garn-St. Germain?  Why did the goals differ?  Be specific. 

ANSWER:  FIRREA reversed most of the deregulation for thrifts that had been provided by DIDMCA and Garn-St. Germain.  It sharply reduced the investment and lending powers of thrifts and essentially returned their lending powers to those prior to deregulation.  FIRREA attempted to focus thrifts on mortgage lending again, especially on single family residential lending.  The change in goals reflected the financial disaster at thrifts in the 1980’s associated with deregulation and the feeling that the cost to the deposit insurance fund and to taxpayers was excessive.  By reducing thrift risk-taking and providing stronger enforcement powers for the regulatory agencies, FIRREA tried to prevent a reoccurrence of the thrift crisis.

2.9   What were the principal features of FDICIA?  What was it created?

ANSWER:  FDICIA had two principal purposes: first, to recapitalize the Bank Insurance Fund and second, to prevent future drains on that fund.  The recapitalization of the insurance fund was accomplished short term through allowing the fund to borrow from the U. S. Treasury and long term by increasing the FDIC insurance premiums levied on commercial banks.  To prevent future drains on the fund, the legislation established mandatory regulatory monitoring of commercial banks as their capital positions deteriorated (known as prompt corrective action), phased out “too big to fail," and directed the FDIC to implement risk based deposit insurance premium.

2.10  What are the major benefits of the Riegle-Neal Act and the Gramm-Leach-Bliley Act  (GLBA) of 1999?

ANSWER: The Riegle-Neal Act allowed the bank holding companies to acquire banks in any state, subject to certain restrictions. For all purposes, it allowed for nationwide banking. It was followed by a series of megamergers that made nationwide banking a reality. 

2.11. What is the Significance of the GLBA?

ANSWER: The GLBA removed the Glass-Steagall Act limitations that separated banks from investment banking/brokers and insurance. The GLBA deregulated banks, and allowed them to merge with brokers and insurers, which is expected to lead to further consolidation in the financial services industry.

2.12 How does bank regulation differ from bank supervision?

ANSWER: Regulation refers the establishment of rules by bank regulators. Supervision is concerned with the safety and soundness of banks, and making sure that the rules are followed. Supervision also includes compliance with existing laws.  

2. 13   Should prudential bank regulations be harmonized? Explain your position. 

ANSWER: Yes. As globalization of banking ownership and business becomes increasingly common, it necessary for banks operating in that environment  to operate under common prudential rules and regulations. The Basle capital accord of 1988 was a first step in this direction.

True – False

2.1 The primary reason for bank regulation is to prevent individual banks from failing.

ANSWER: False

2.2 Prudential regulation refers to enforcement of regulations concerning banking powers.

ANSWER: False

2.3 The Banking Act of 1933 is commonly referred to as the Glass-Steagall Act.

ANSWER: True

2.4 The Glass-Steagall Act prohibited interstate branching.

ANSWER: False

2.5 The Federal Deposit Insurance Corporation was created in the early 1930’s in order to reduce the number of bank failures.

ANSWER: True

2.6 High loan-to-value ratios reduce banks’ credit risk. 

ANSWER: False

2.7 CAMELS refers to the following characteristics of a bank: Capital, Asset Quality, Management, Earnings, Liquidity, and Safety.

ANSWER: False

2.8 Deregulation has three dimensions: price, product, and geographic.

ANSWER: True

2.9 Dual banking refers to banks chartered by the Federal Reserve and the OCC.

ANSWER: False

2.10 The 1980 Depository Institutions Deregulation and Monetary Control Act (DIDMCA) provided for the gradual elimination of interstate restrictions on bank branching powers.

ANSWER: False

2.11 Universal banking refers to domestics owning or being owned by banks in other countries.

ANSWER: False

2.12 The focus of the Garn-St Germain Depository Institutions Act of 1982 was on savings and loan associations.

ANSWER: True

2.13 The Financial Institutions Reform, Recovery, and Enforcement Act of 1989 effectively removed many of the powers that had been granted to savings and loans in the early 1980s.

ANSWER: True

2.14 The Omnibus Budget Reconciliation Act of 1993, provided funding for the  Federal Deposit Insurance Corporation Act  after the Federal Savings and Loan Insurance Corporation went bust.

ANSWER: False

2.15 The Riegle-Neal Act is, in part, responsible for banking consolidation. 

ANSWER: True

2.16 A Memorandum of Understanding, can be issued by bank regulators to banks that are not in compliance with existing regulations.

ANSWER: True

2.17 The term “prompt corrective action” is associated with FDICIA.

ANSWER: TRUE

2.18 A bank with a tangible equity capital ratio of 2 percent or less is considered critically undercapitalized and is subject to closure.

ANSWER: True

2.19 The primary supervisor for national banks is the Federal Reserve Board.

ANSWER: False

2.20 All bank holding companies, regardless of the charter status of their subsidiary banks are regulated by the Federal Reserve Board.

ANSWER: True

2.21 International banking laws may be divided into three categories: regional reciprocal laws, national reciprocal laws, and national laws.

ANSWER: False

2.22 Bank holding companies own or control most of the bank assets in the United States.

ANSWER: True

2.23 Banking in Germany is usually referred to as “universal banking.”

ANSWER: True

2.24 The Basle Committee on Banking Supervisions’ Core Principles provide guidelines for international loan agreements. 

ANSWER: False

2.25 The moral hazard problem refers to the incentive created by fixed rate deposit insurance for bank managers to take excessive risk.

ANSWER: True

2.26 Risk based deposit insurance premiums and risk based capital standards are examples of regulatory discipline.

ANSWER: True

2.27. The GLBA eliminated all of the provisions of the Glass-Stegall Act.

ANSWER: False

Multiple Choice 

2.1 Bank “runs” occur  

a. when a large number of depositors speculate on rising interest rates

b. if depositors the shift of funds from bank deposits to mutual funds

c. because of the collapse of bank loan markets

d. none of the above

ANSWER: d

2.2 Which of the following is incorrect.

a. banks are regulated to prevent large scales failures

b. bank regulations are standardized among the major trading nations

c. the immediacy of payment of bank deposits creates an inherent tendency for bank runs

d. Banks are private, profit seeking organizations

ANSWER: b

2.3 Among the features of the Banking Act of 1933 were the following.

a. the separation of commercial and investment banking

b. the creation of the Federal Deposit Insurance Corporation

c. the prohibition of payment of interest son demand deposits

d. all of the above are part of the legislation

ANSWER: d

2.4 Deregulation of banks refers to 

a. prices (e.g. interest paid on time deposits)

b. products (e.g., investment banking)

c. geographic location

d. all of the above

ANSWER: d

2.5 Among the restrictions that were placed on banks by the 1933 and 1935 Banking Acts are.

a. restrictions on pricing of deposits

b. restrictions on entry and expansion

c. restrictions on scope and nature of activities, especially limitations on securities power

d. a, b, and c.

ANSWER: d

2.6 Which of the following is not part of a bank’s CAMELS rating.

a. the amount of its capital

b. the quality of management

c. the number of shareholders

d. the level of earnings.

ANSWER: c

2.7
Net worth certificates  


a. are the same as certificates of deposit

b. have a maximum interest rate that is limited by Regulation Q

c. were created by DIDMICA

d. none of the above

ANSWER: d

2.8
The depository Institutions Deregulation and Monetary Control Act of 1980 included which of the following features.

a. creation of Money Market Deposit Accounts

b. creation of net worth certificates

c. allowed the FDIC to vary deposit insurance premiums

d. none of the above were included in the legislation.

ANSWER: d

2.9      The Depository Institutions Deregulation and Monetary Control Act of 1980 included which of the following features.

a. uniform reserve requirements for all depository institutions

b. creation of Negotiable Order of Withdrawal accounts

c. gradual phasing out of Regulation Q ceilings on deposit interest rates

d. all of the above were included in the legislation

ANSWER: d

2.10 The Garn-St Germain Depository Institutions Act of 1982 included which of the following features.

a. assistance for floundering and failing institutions

b. net worth certificates

c. uniform reserve requirements

d. a and b, but not c.

ANSWER: d

2.11 Which of the following is incorrect concerning the Financial Institutions Reform, Recovery, and Enforcement Act of 1989.

a. the legislation sharply reduced the lending power of thrifts

b. the legislation created the Office of Thrift Supervision

c. the legislation mandated risk based deposit insurance premium

d. the legislation increased the capital requirement for thrifts.

ANSWER: c

2.12 The Financial Institutions Reform, Recovery, and Enforcement Act of 1989 included which of the following.

a. a qualified thrift lender test of at least 70 percent of assets in real estate related assets

b. prohibition of junk bond holdings

c. higher capital requirements

d. all of the above are part of the legislation.

ANSWER: d

2.13 The Federal Deposit Insurance Corporation Improvement Act of 1991 included which of the following.

a. a directive to the FDIC to implement risk based capital requirements

b. recapitalization of the bank deposit insurance fund

c. addressed “too big to fail”

d. all of the above were part of the legislation.

ANSWER: d

2.14 Which of the following was not included in the Federal Deposit Insurance Corporation Improvement Act of 1991.

a. a directive to the FDIC to implement risk based deposit insurance premiums

b. phased out of “too bid to fail”

c. sharp reductions in the lending powers of thrifts

d. prompt corrective action for troubled depository institutions.

ANSWER: c

2.15 Under FDICIA (1991) a bank becomes critically undercapitalized when its equity capital ratio falls below:

a. 2%

b. 3%

c. 4%

d. 5%

ANSWER: a

2.16 The Omnibus Budget Reconciliation Act of 1993   

a. did not grant FDIC insurance coverage to deposits of state and local governments 

b. encouraged uninsured depositors to evaluate the banks where they held funds

c.  gave insured depositors a preference in claims over uninsured depositors

d. all of the above

ANSWER: d

2.17 Section 20 subsidiaries of bank holding companies are involved in 

a. investment banking

b. trust departments

c. foreign exchange

d. all of the above

ANSWER: a

2.18 Those who favor allowing banking firms to own commercial organizations point to which of the following benefits.

a. lower the cost of funding for those firms

b. banks would be more effective monitors

c. reduced cost to the deposit insurance fund

d. a and b, but not c

ANSWER: d

2.19 Which of the following is incorrect.

a. the moral hazard problem refers to the incentive for bank managers to take excessive risk

b. market discipline refers to pressure on banks by depositors and other investors to limit risk taking

c. regulatory discipline refers to pressure on banks by regulators through risk based deposit insurance and other constraints to reduce bank risk taking

d. all of the above are correct.

ANSWER: d

2.20 The GLBA allowed banks to merge with:

a) Investment banks

b) Securities brokers

c) Insurance companies

d) all of the above.

ANSWER:  d

Case

The Policy Consultant (Part 2)


Jack Anderson is a policy consultant for North Information Services (NIS), a firm that specializes in lobbying Congress for banks and financial institutions that want to protect their economic interests.  Mr. North, President and C.E.O. of NIS asked Jack to prepare a brief for one of their major clients, an international bank, on the legislative issues that Congress will address this next term, including legislation that might affect this bank. The client bank is headquartered in Zurich Switzerland, but has global operations. To deal with the legislative part of his brief, Jack is going to examine information available from the Library of Congress (www.loc.gov) concerning all of the bills under consideration by the Senate and House. Details of the bills can be founds at http://lcweb.loc.gov/global/legislative/bill.html. Information on current legislation is also available from the Conference of State Bank Supervisors at http://www.csbsdal.org/legreg/legregndx.html, and from the Committee on Banking and Financial Services: (See http://house/gov/banking) and the Senate Banking Committee (See http://www.senate.gov/~banking/.

.

1. Using this or other internet sources, list the major banking legislative issue facing Congress. 

2. Write a position paper concerning the pros and cons of the major issue.

3. If the law is passed, what impact will it have on international bank customer?

Case Notes:  


This case is what is referred to as a “live case.” It deals with current issues that are subject to change. The case requires students to use internet resources to examine selected topics dealing with banking legislation. The legislation, its pros and cons, and how it might affect an international bank can be used as a basis of classroom discussion, and for written reports. 
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