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Deregulation is very much the fashion now, at least in the
United States. That being so, there is a good chance (or
glittering prospect) that over the years immediately ahead
many U.S. companies will become freer to do as they
want. Even our commercial banks, long tightly regulated,
could become freer. We may see geographical restrictions
relaxed. There has already been some relaxation of balance sheet restrictions, those that limit banks in what they
can do. And, more to the point here, there may be more.
Such is the present-day mood.
Perhaps relaxing geographical restrictions would be in
the public interest. But that relaxing balance sheet restrictions would be is far less clear. Many, quite a few academic experts included, have urged some relaxation or, in
other words, that our banks be deregulated, although not
completely. (As I use the word herein, deregulation is
synonomous with relaxation of balance sheet restrictions.) Whatever proponents believe, however, no one has
yet made a convincing case for deregulation. In my view,
regulation is required because our deposit insurance,
provided by the Federal Deposit Insurance Corporation
(FDIC), is improperly priced, and the effect of the FDIC's
pricing policy is to make insured banks riskier than they
would otherwise be. Those who would deregulate must
therefore explain why, even though the FDIC's insurance
is improperly priced, deregulation nevertheless makes
sense.
In the United States, what any insured bank pays for its
insurance depends only on the total of its eligible liabilities
and the price set by the FDIC. The total of eligible
liabilities is hardly an adequate measure of the risk of
failure, though, and, as the Federal Deposit Insurance Act
requires, there is only one price for all insured banks. That

price may vary with the FDIC's insurance fund, but since
insured banks are not able effectively to supervise each
other, there is nothing in the FDIC's pricing policy,
prescribed by the Federal Deposit Insurance Act, to
discourage risk-taking.
Possibly the FDIC should be risk-rating insured banks
and charging accordingly. So far as I am aware, however,
no one has yet come close to a satisfactory measure of risk.
And producing one would, I think, be a horrendous task.
Then, too, there could be political trouble in charging
banks different prices. So it may not be entirely appropriate to describe FDIC insurance as being improperly
priced. Still, it is a fact that the FDIC is not at present
charging insured banks according to the riskiness of their
respective balance sheets. Nor is there any real prospect
that it soon will be. That, as I argue later on, is why our
insured banks must be regulated, probably at least as
tightly as, although not necessarily in precisely the way,
they currently are.
Of course, my argument may be dead wrong. Possibly I
have overlooked something. But until someone shows
that, policymakers must, I believe, view deregulation as a
chancy undertaking.
It has often been claimed, mostly by academic experts,
that we would have a better allocation of real resources if
our banks were less restricted in their balance sheet
choices. But that, it seems to me, is wrong. More likely
than not, we would have a worse allocation. That is in
effect what I argue in the first part of this essay. In the
conventional view, balance sheet restrictions distort resource allocation. As applied to insured banks, though,
they may not; rather, they may remove a distortion caused
by the FDIC's pricing policy. And if they do, then some

sufficiently bound by balance sheet restrictions, then there
is something to worry about: banks' assets are excessively
risky and real resources are therefore misallocated.
Thus, insuring bank deposits (more generally, bank
liabilities) is not a substitute for regulating banks or
subjecting them to balance sheet restrictions. With the
price of insurance unrelated to risk, regulation is a necessary complement to insuring deposits. When deposits are
risky, depositors insist on being compensated for assuming greater risk. And by their insistence they discourage
some risk-taking. When, however, deposits are risk-free,
depositors do not insist on promised rates of return that
vary with the riskiness of banks' balance sheets. So if the
government has made depositors a solemn (and, rarer,
credible) promise that whatever happens they will be paid
back, then there is only the government to discourage risktaking by banks. In theory, it can do that by making banks
pay fees or insurance premiums for being able to offer riskfree deposits. But it must charge banks according to the
riskiness of their respective balance sheets. The only
alternative is to limit risk by regulating them.

such restrictions are desirable. Or, as I suggested above,
our insured banks should be regulated.
It has also been claimed that our banks, ever so much
more tightly regulated than, say, the money market mutual
funds, are being treated unfairly. As I argue in the second
part of this essay, though, that too is wrong. The liabilities of the banks are insured by the FDIC or, as might better be said, by the federal government, which includes the
Federal Reserve System, and the liabilities of the money
market funds are not. Thus, it is not that like companies
are being treated differently or that our banks, although
more tightly regulated than some of their marketplace foes,
are being treated unfairly. Regulation is, as it were, the
cost of having insured liabilities.
Why Regulate?
There is a view that insuring bank liabilities and regulating
banks (that is, subjecting them to balance sheet restrictions) are alternative means to a single end. Consider the
following passage, taken from the report of the President's
Commission on Financial Structure and Regulation, which
was chaired by Reed O. Hunt and is generally referred to,
not surprisingly, as the Hunt commission:

How Risky Should Banks Be?
Even if it were certain that the FDIC will keep to its
current pricing policy, or that the Federal Deposit Insurance Act will be left unchanged, it would not follow that
our insured banks should be very tightly regulated. Or that
deregulating them would be foolish. There is the question
of how risky those banks ought to be.
The obvious answer (obvious for economists) is, I
believe, the right one: as risky as they would be under the
laissez-faire banking policy or, to define that policy, as
risky as they would be if none of their liabilities were
insured by government and they were not at all regulated.
And if that is true, then there is a need to regulate our
insured banks, although how tightly is something else
again. That need is immediate, since insuring an unregulated bank's liabilities, but at a price that is independent of
risk, makes the bank riskier than it otherwise would be.
Perhaps not everyone will grant that banks should be as
risky as they would be under the laissez-faire banking
policy. All I can say is that to date no one has argued
convincingly that the number of bankruptcies under the

The introduction of deposit insurance, which halted runs on
banks, was by far the most important reform of the [1930s].
Although the restrictions imposed on bank operations and
more stringent requirements for entry into the banking
business also reduced the risk to depositors and bank stockholders, the Commission believes that these were less
important and were made largely redundant by deposit
insurance. (Emphasis added.) 1

Why only "largely redundant" is something of a mystery.
Maybe the commission had in mind that the FDIC was
not charged with insuring all of the liabilities of U.S.
banks. In any event, what the underlying argument was
seems clear enough. Before 1934 the objective of regulation was to keep banks solvent or, in the words of the Hunt
commission's predecessor, the Commission on Money
and Credit, to safeguard "small depositors and the money
supply."2 But with the creation of the FDIC our banks
became safe for most if not all creditors. And after 1933
there was therefore no (or only slight) need to regulate
them.
That last statement is, however, a non sequitur. Banks
can be safe for depositors and still be risky. So it does not
follow that if depositors are insured, then there is nothing
to worry about. If the price of insurance is unrelated to risk,
as it is for banks in the United States, and if banks are not
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