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T
he U.S. financial system is not a monolith. 
Composed of many interlocking systems—
including the banking, insurance and pen-
sion sectors, and private and public capital 
markets—it could be vulnerable to risks. This 

 Mercatus on Policy surveys such risks in one of the old-
est and most heavily regulated components of the financial 
system: banking. 

banking PracticeS

While Americans are relying increasingly on capital mar-
kets to allocate credit, banks remain one of the most impor-
tant intermediaries in the fi nancial system.1 Only banks take 
deposits and originate loans, transforming short-term liq-
uid assets (cash deposits) into longer-term less-liquid assets 
(loans) while retaining suffi cient funds to meet demand for 
withdrawals.2 This continuous low-cost, large-scale conver-
sion of assets to money on demand has greatly facilitated con-
sumption and investment in the United States.

Because banks must have funds on hand to pay withdraw-
als, they cannot loan out 100 percent of the value of deposits. 
Instead, they reserve a fraction of this amount, loan out the 
rest, and collect fees and interest for services. This service 
increases the amount of funds available for economic activ-
ity. Say a bank accepts $100,000 in deposits. If it reserves 
$50,000 and loans $50,000, the value of the bank’s activity 
in the economy is not $100,000 but $150,000. In short, banks 
increase the supply of money when they make loans. Hence, 
banking services are not pure private goods or services, but 
quasi-public ones.3

The quasi-public aspects of banking arise not only from the 
ability of banks to create money, but also from the systemic 
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impact of their activities. Banks that do not properly price 
their products and services or safely manage risks can fail. 
Unless they are insured, they cannot return the full value of 
deposits to their customers.4 When one bank fails, its failure 
can create uncertainty among depositors about the soundness 
of other banks. If too many depositors panic and demand to 
withdraw their funds at the same time, even healthy banks 
will not be able to meet the demand, leading to a system-wide 
financial crisis and severe macroeconomic pressure.5

Experience demonstrates that bank managers often do not 
take such systemic externalities into account in pricing risk 
and determining the amount of private capital to invest, which 
means the optimal capital ratio for a bank in terms of its public 
risk may be greater than the bank would normally choose on 
its own. Some form of industry-neutral system-wide coordi-
nation is required to protect macroeconomic stability.6

SourceS of riSk in banking 

Modern banking must account for six sources of risk:

Economic risk•  arises from the business that bankers 
pursue. When midwestern banks lent aggressively to 
farmers in the 1970s and 1980s, the falling price of agri-
cultural commodities created considerable economic 
risk. Farmers did not have adequate income to meet 
their loan payments and had to sell land to pay debts. 
As large numbers of farmers sold their land, the price of 
the land dropped, forcing banks to negotiate workouts 
that would forestall large-scale bankruptcies and bank 
failures.

Operations risk•  arises from how a bank does busi-
ness, maintains business continuity, and recovers from 
disruptions. Transaction processing operations in New 
York City were severely compromised on September 
11 when some banks’ operations risk-management 
systems proved inadequate to protect them, prompting 
regulators to establish requirements for business conti-
nuity and disaster recovery. 

Technology risk•  comes from the tools a bank uses to 
support operating processes, including computer hard-
ware, software, and information and communications 
networks. The risk of security breaches in electronic 
transaction technologies is a technology risk.

Financial risk•  arises from a bank’s asset transfor-
mation activities. Common sources of financial risk 
include credit, interest, and exchange-rate risk; asset/
liability management; and market risk. The way 
 commercial banks managed the financial risk associ-
ated with securitizing mortgage loans and trading for 

their own accounts is partly responsible for the current 
fiscal crisis.7 

Regulatory risk•  results when changes in the policy 
or regulatory environment make it difficult to predict 
the behavior of others in the financial system or create 
perverse incentives for investors. For example, some 
analysts argue that a number of regulatory changes 
intended to address problems in the Savings and Loan 
banks in the 1970s actually worsened the crisis,   
creating incentives for bankers to assume too much 
financial risk.8 

Systemic risk•  happens when banks cannot meet a sig-
nificant and unexpected demand for liquidity. Changes 
in the demand for liquidity can occur because banks are 
insolvent, as the result of “contagion” where the prob-
lems of a weak bank spread to healthy banks that have 
claims on them, or in response to events such as natural 
disasters or other types of economic disturbances.9  

What queStionS Should We aSk about regulat-
ing banking activitieS?

There are many theories of regulation and studies of reg-
ulatory behavior in banking.10 Nevertheless, there is general 
agreement that well-designed regulations distribute the 
risks associated with market failures, improve coordination, 
remove uncertainties, and reduce the risks involved with 
investment and exchange. There are six general principles 
that should guide regulatory reform. 

Accountability. 1. Since regulation aims to serve the 
public interest, a regulatory authority must be account-
able first and foremost to the public. Banking has an 
extensive public reach, including households, for- and 
non-profit enterprises, and governments. When bank-
ing activities are regional or global, the public interest 
may extend beyond our borders.  
 
To be accountable, a regulatory authority must encour-
age participation in its deliberations and be open, 
accessible, and subject to sanction if it fails to meet 
duties proscribed by law. Examples of regulatory 
accountability include publishing information about 
activities, holding public hearings, soliciting comments, 
and hearing complaints. Fortunately, the Internet 
makes it easy to provide a high level of accountability at 
a relatively low cost.   

Checks and Balances. 2. The exercise of regulatory 
authority must be subject to checks and balances so 
that no individual, group, or political or special interest 
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ments to changing conditions such as price changes; tech-
nological, managerial, and marketing innovations; crises and 
disasters; changes in demand; or cycles of expansion and con-
solidation. Examples of flexible enforcement mechanisms 
include forbearance, temporarily suspending rules or relax-
ing enforcement, granting tradable rights, and permissions 
based on risk.

concluSion

Policymakers who seek to ensure a robust and effective 
regulatory regime for banks must always keep in mind the 
interconnected nature of the industry as well as the various 
distinct risks that banks themselves specialize in managing. 
Adhering to the above six principles will be necessary in any 
major reforms of the banking regulatory regime.

endnoteS
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unions. Other types of intermediaries in the U.S. financial system include 
insurance companies; private capital market funds (venture capital, pri-
vate equity, private stock offerings, and other investment funds such 
as mutual funds, index funds, and hedge funds); public capital market 
exchanges; commodities exchanges; and pension funds.

For an explanation of the role of capital and leverage in banking, see 2. 
Lawrence J. White, “The Role of Capital and Leverage in the Financial 
Markets Debacle of 2007–2008,” Mercatus on Policy 37, Mercatus Cen-
ter at George Mason University, 2009.

Margaret M. Polski,3.  The Invisible Hands of U.S. Commercial Banking 
Reform: Private Action and Public Guarantees. (The Netherlands: Klu-
wer. 2003); Charles P. Kindleberger, Manias, Panics and Crashes: A His-
tory of Financial Crises, rev. ed. (1978; repr., New York: John Wiley & 
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and credit mechanisms in financial crises. From a policy perspective, the 
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in the earlier terminology, “public blessings” (Fritz Redlich, The Molding 
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Performance, and Reform,” in William S. Haraf and Rose Marie Kush-
meider, eds., Restructuring Banking and Financial Services in America 
(Washington, DC: American Enterprise Institute, 1988).  

Most U.S. banks insure deposits up to $100,000 through membership 4. 
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can dominate regulatory activities. Checks and balances 
are typically achieved by proportional representation 
in decision making, voting rules, public or other third-
party oversight, and judicial review.  

Independence. 3. A truly independent authority would 
regulate industry and government. It would depend 
exclusively on public support and the rule of law for its 
authority. It must have the freedom and authority to 
structure and govern its own affairs, raise revenues to 
finance activities, investigate and discover information, 
hold hearings, compel testimony, make and enforce 
rules and procedures, and so on.

Predictability. 4. A well-designed regulatory authority 
produces predictable outcomes that enjoy widespread 
public support. These outcomes form its mission and 
are the measure against which the public may hold it 
accountable. Examples of predictable outcomes include 
effectiveness, efficiency, fiscal equivalence, and distri-
butional equity.11 

Due Process. 5. To maintain public support, a regula-
tory authority must create and consistently follow 
standards that provide due process for those it regu-
lates. Due process includes fundamental standards of 
fairness, respecting legal rights (including the right 
to be adequately notified of charges or proceedings), 
the opportunity to be heard, timeliness in addressing 
issues, and so on. 

Adaptability.6.  Regulations often impose rigidities, 
which can become sources of systemic risk. Effective 
regulatory authorities encourage enterprises to sustain 
themselves by innovating in response to changes in the 
environment—and they perform periodic stress tests at 
random intervals on their covered institutions. Regula-
tion based on general principles encourages adaptation 
more than strictly codified rules, which sophisticated 
players can easily evade. 

Another way that regulators can encourage adaptability in 
industries like banking that have periodic upturns and down-
turns is with the use of counter-cyclical policies that address 
fundamental sources of instability. For example, asset bubbles 
such as the recent property market bubble are often harbin-
gers of a downturn in the business cycle, which poses an eco-
nomic risk for banks. Vigorous stress testing and enforcement 
when the signs of a bubble emerge can discourage lax man-
agement and excessive risk-taking. 

Finally, a well-designed regulatory authority allows regula-
tors to exercise good judgment in enforcing rules. Flexibility 
is required to avoid rigidities that impede industry adjust-
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