Econ 330

Fall 2002

Answers to Week 8 Questions

Note: these are only suggested solutions and are not intended to substitute for the materials presented in lecture or assigned as text readings

1.  The three main components of the Glass-Steagall Act of 1933 were


i) Creation of the Federal Deposit Insurance Corporation (FDIC)


ii) Imposition of Regulation Q interest rate ceilings


iii) Separation of commercial banking from investment banking

This act was passed in response to the events that occurred at the start of and during the Great Depression.  These events included:



- The New York Stock Exchange collapse of October 1929



- A decline in industrial production of more than 50% and an increase in 

  
the national unemployment rate from 3% to 25% from 1929 to 1933



-  More than 8,000 bank failures from 1929 to 1933

- These events were thought to be caused and/or severely aggravated by weaknesses in the US financial system.  The large number of bank failures from 1929 to 1933 probably provided the strongest motivation for passage of the Glass-Steagall Act.  At the time, it was thought that the failure of so many banks was primarily the result of 1) “excessive and destructive competition” among banks, leading to high deposit interest rates, and 2) the granting too many risky, high-yield loans, particularly to individuals or firms with large positions in the stock market.

Glass-Steagall was a legislative and regulatory remedy to these perceived shortcomings in the US financial system.

2.  

a) The FDIC

- a government safety net for depositors in case of a short-term “run” on the bank in which they have deposited their funds

- depositors are insured (paid off in full) on the first $100,000 they have deposited in a bank, no matter what happens to the bank

- was put in place after the more than 8000 bank failures over 1929-1933 wiped out the savings of many depositors at commercial banks

-prior to 1934, asymmetric information between depositors and bank managers contributed to a poorly functioning banking system


- bank managers knew whether they were being prudent or not with deposited 


funds, but depositors were unable (or found it prohibitively costly) to learn


whether bank managers were taking on too much risk


- possibility of bank failure (in which a bank is unable to meet its obligations to 


depositors and other creditors, forcing it to go out of business) meant that 


depositors were reluctant to put their money in a bank, thus making those 


institutions less viable


- depositors’ lack of information about the quality of bank assets also had the 


potential of leading to bank panics.  Furthermore, uncertainty about 

the health of the banking sector in general (perhaps fuelled by the failure of one or more unhealthy banks) could create a lack of confidence in the banking sector as a 

whole and lead to runs on both good and bad banks (contagion)

- With fully insured deposits, depositors do not need to run to the bank to make withdrawals—even if they are worried about the bank’s health—because their deposits will be worth 100 cents on the dollar no matter what happens to the bank

- The result? From 1930 to 1933, there were around 2000 bank failures each year.  After 1934, there were, on average, fewer than 15 bank failure each year until 1981.

What are the two primary ways the FDIC deals with a failed bank?

1) The Payoff Method

- FDIC allows the troubled bank to fail and pays off deposits up to the $100,000 insurance limit (with funds provided by insurance premiums paid by banks who have bought FDIC insurance)

- After the failed bank is liquidated, the FDIC lines up with other creditors and is paid its share of the proceeds

2) The Purchase and Assumption Method

- FDIC reorganizes the bank, typically by finding a willing merger partner who assumes all of the failed bank’s assets so that no depositor loses a penny

- FDIC may help the merger along by providing subsidized loans or by buying up some of the failed bank’s weaker loans

- The net effect of the purchase and assumption method is to guarantee all deposits, not just those up to $100,000

b) Regulation Q

- Prohibited interest payments on demand deposits, which were the only checkable deposits in existence at the time

- Specified that interest payments on time and savings deposits were not to exceed certain rate ceilings (set by the relevant regulatory authority)

-Rationale behind this component of Glass-Steagall was the alleged “excessive competition”among financial institutions in the early 1930s that was seen to be leading to excessively high interest rates on deposits

- A good quote from your text (p. 253): “The rationale for the ceilings was seductive and attractive:  By holding down the rates on deposits (sources of bank funds), the rates on loans (uses of bank funds) could be held down.  Banks would no longer need to seek out and grant high-risk, high-yield loans.”

c) Separation of commercial banking from investment banking

- As the heading above suggests, this component of Glass-Steagall separated commercial banking (issuance of checkable, time, and savings deposit liabilities and extension of loans to commercial businesses, as well mortagages and consumer loans) from investment banking (design, marketing, and underwriting of new issuances of securities in the primary market).

- Policymakers at the time wanted to prevent banks from engaging in risky ventures associated with the securities industry

- Financial intermediaries were also prohibited from owning corporate securities, as prices of these assets experience substantial price fluctuations 

3.  Disintermediation is the removal of funds from a financial intermediary.  Regulation Q was the component of the Glass-Steagall Act that contributed to disintermediation.  

How did regulation Q contribute to disintermediation?

- Regulation Q failed to anticipate what would happen if market interest rates increased and remained above the regulation Q ceilings for a significant period of time

- The idea is that depositors will shift their funds out of financial intermediaries if they can earn a higher rate on the next best option (a safe, highly-liquid asset such as a Treasury bill)


=> financial intermediaries bypassed in the borrowing-lending process

 - Regulation Q provided no way to keep people from withdrawing their funds to seek better opportunities

- It ended up that Regulation Q had an effect opposite to what policymakers in the 1930s intended – it ended up weakening financial intermediaries

- Disintermediation was particularly problematic during the 1970s – see the discussion near the end of p. 281 of Burton and Lombra

4.  The creation of the Federal Deposit Insurance Corporation (FDIC) is related to the concept of moral hazard.  More specifically, the presence of the FDIC and the deposit insurance it provides contributes to the problem of moral hazard.

What is the link between deposit insurance and moral hazard?

- Recall the definition of moral hazard: “the incentives of one party to a transaction to engage in activities detrimental to the other party”

- Here, banks that are insured by the FDIC have an incentive to take on more risk (make riskier loans that offer the possibility of very high returns) 

- Depsitors know that they will not suffer a loss if their bank fails

- depositors have less incentive to monitor their bank and impose the discipline of the marketplace on the bank by withdrawing their deposits if they suspect the bank is taking on too much risk

4.  The setup of these problems is very similar to the setup of the Gresham’s Law problems.  Since I also did one of these problems in section on November 8, I will not provide detailed explanations, just a statement of the possible ranges of interest rates and which firms are in the market.

a)  In this scenario, the possible range of interest rates is 8% to 15% and safe firms are driven out of the market for loans.  The bank is left to transact only with risky firms.

b) Again, the possible range of interest rates is 8% to 15% and safe firms leave the market.  Only risky firms remain in the market, and the bank is willing to transact with these firms in the specified range of interest rates.

c) The possible ranges of interest rates are: (1) between 8% and 15% where safe firms are driven out of the market, and (2) between 4.8% and 5% where no firms are driven out of the market.

