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The regulation of an industry is usually understood as a political accommodation of 
the competing interests of consumers, producers, and possibly the bureaucracy. 
Producers in particular seek monopoly rents through regulation that limits entry and 
enforces price agreements. However, although an industry may have sought 
regulation, not all of its members get what they had hoped, and they continue to 
lobby for new legislation as well as for more favorable interpretations of existing 
law. But for the present they are stuck with existing law and regulators.] 

Banking is a little different, for banks have a choice of regulators. Persons 
may be licensed to engage in the business of banking by a state agency or as a 
"national" bank by the Comptroller of the Currency, a department of the U. S. 
Treasury. State and federal agencies differ in entry requirements and regulations 
affecting the relative attractiveness of their charters, and banks may switch charters. 
The regulators compete for members, and switches occur when banks determine that 
the advantage has shifted from one regulator to another. Banks meeting the 
requirements of both have been able to choose between their state regulator and the 
Comptroller since 1863, and another choice was offered in 1913 by the creation of 
the Federal Reserve System. The law required national banks to join the Federal 
Reserve, but those with state charters were allowed to accept or remain free of the 
new regulator. 

• Weare grateful to Ken Snowden for an in-depth analysis of our paper and offering 
helpful ideas. We also thank Robert Whaples and the conference participants for 
useful discussions. 
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Bank decisions to forgo, acquire, and relinquish Federal Reserve 
membership have received a good deal of attention from Fed officials and monetary 
economists, especially during the flight of banks from the Federal Reserve between 
the 1950s and 1980 -- the "membership problem" that was resolved only when the 
Monetary Control Act of 1980 imposed the Fed's costs and benefits on all banks. It 
is generally agreed that membership was sensitive to interest rates because of the 
higher non-interest-bearing cash reserves required by the Federal Reserve. 2 But 
substantial parts of this phenomenon remain to be explained, particularly the 
different interest-rate sensitivities at different times and between different types of 
banks. In this paper we seek an increased understanding of membership decisions by 
explaining these differences, and in the process hope to gain insight into the nature 
of the interactions between financial institutions and their regulators. 

The ability of banks to choose their regulators raises several of the issues 
treated in the literature on the theory of clubs and voting with the feet. 3 Rival 
regulators are analogous to competing clubs supplied by profit-seeking 
entrepreneurs. For example, Federal Reserve officials have sought members in order 
to increase the effectiveness of monetary policy and the collection of seignorage for 
the Treasury. The price of membership, the Federal Reserve's user fee, is its 
reserve-requirement ratio, which is more or less burdensome as interest rates rise or 
fall. Payment of the fee entitles the bank to Fed services. Two empirical implications 
of the voting-with-the-feet model as applied to the choice between Federal Reserve 
membership and state supervision are: (1) rent-seeking banks move between 
regulators in response to changes in their relative net benefits, and (2) an effect of 
this migration is to sort banks into homogeneous groups. For example, iflarge banks 
derive proportionally more benefits than small banks from Fed membership, we 
should observe a progressive concentration of large banks in the Federal Reserve 
System during the period when a change was meaningful, that is, until the costs 
(including reserve requirements) and benefits of the Fed were applied to all banks in 
1980. 

A branch of implication (1) is that the incentive to relinquish Fed services 
may be offset by a member's influence on the value of those services and their price. 
If large members exert more influence than small members, perhaps because of their 
membership on key committees, they have a further reason to retain their 
membership. This implication depends on the Fed's ability to accommodate its 
members, which was increased by New Deal legislation that gave the Fed discretion 
over fonnerly fixed reserve requirements and empowered it to set interest rates on 
time deposits. These legal changes brought about by the Banking Act of 1935 
implied an increase in the influence of banks on the terms of Fed membership and 
more reason for large banks to retain their membership. 

The rest of the paper is organized as follows. The first two sections review 
the costs and benefits of Fed membership and the evidence of bank influences on 
Fed decisions affecting those costs and benefits during the period of our study. The 
third section contains a model of membership in which a bank's decision depends on 
the price of membership, including the reserve ratio selected by the Fed in pursuit of 
its own objectives. Results of empirical investigations of the model's implications 
are then presented, followed by a conduding section that sketches the implications 
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of our results for the analysis of the current regulatory structure of the financial 
services industry. Although the Fed membership decision for commercial banks lost 
much of its significance in 1980, similar decisions continue to arise because various 
types of financial institutions are subject to different regulations. 

1. A REVIEW OF THE HISTORY OF BANK REGULATION AND COSTS 
AND BENEFITS OF FEDERAL RESERVE MEMBERSHIP 

Before the Civil War, except for the short-lived first and second Banks of the United 
States, bank charters and regulation belonged to the states. The federal government 
entered the picture permanently when the National Bank Act of 1863 established the 
Office of the Comptroller of the Currency to charter and supervise national banks 
entitled to issue currency backed by U. S. bonds. The characteristic of national 
banks most relevant to this study was their obligation to hold "lawful money" -- gold 
or U. S. currency (greenbacks) -- as reserves against deposits. A ten-percent per 
annum tax on the currency of the state banks caused two-thirds of them to switch to 
national charters. But the otherwise more severe restrictions on national banks -
higher capital requirements, no real estate loans or branch offices, limits on the 
conduct of and loans to officers and directors, and higher cash reserve requirements 
-- combined with the growing substitution of deposits for currency as means of 
payment to induce a return to state charters.4 By 1914 only 30 percent of banks had 
national charters. 

The creation of the Federal Reserve System in 1913 added another layer to 
this "dual" (state and national) banking structure. It is worthwhile in preparation for 
our discussion of bank influences on Federal Reserve decisions to review the 
organization of the Fed and its close connections with the banking community. The 
Fed consists of twelve district Reserve Banks and a Board of Governors appointed 
by the President. Member banks are stockholders of Reserve Banks and serve on 
their boards of directors. The directors choose and oversee a Reserve Bank's 
president and set the Bank's lending rates subject to the approval of the Board of 
Governors.s The Board is the chief regulatory arm of the system, and since the 
1930s has overseen stock margin requirements and interpreted the New Deal 
banking laws. Between 1935 and 1980 it set bank reserve requirements and 
maximum interest rates on time deposits. 

National banks were required to join the Federal Reserve System, but 
because its adoption depended on state banks being allowed to remain outside the 
System, their membership was made optional (Horbett 1941). The benefits of 
Federal Reserve membership included access to the discount window and subsidized 
clearing and collection services that were particularly valuable to large banks 
(Wingfield 1941, Mayne 1967), while the main deterrents to membership were 
similar to those associated with national charters. Most state banks avoided the new 
system and by the 1920s only one in fifteen had become members. These included 
the larger banks, however, and accounted for nearly half the deposits of state banks. 
(See Figure 1, where Band D are the number and total deposits of state banks and 
8 M and DM are the number and deposits of those with Fed membership.) The 
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positive relationship between bank size and the benefits of Fed membership is 
discussed later. 

The main cost of Federal Reserve membership is the forgone return on the 
cash reserves required to be held on bank premises or on deposit with Federal 
Reserve Banks. Reserve requirements are a tax -- interest-free loans to the U. S. 
Treasury.6 "Required reserves" are not reserves because they are not available for 
unexpected claims or other liquidity purposes. Those purposes requirc "excess" 
reserves, that is, reserves in excess of legal requirements. Therefore it is not 
surprising that Federal Reserve membership has varied inversely with interest rates. 
The correspondence of rising Fed membership as a proportion of all state banks -- in 
deposits as well as numbers of banks -- with falling and low interest rates from 1930 
to 1945, and then falling membership with rising interest rates in the postwar period, 
may be seen in Figure 1. 

These movements are similar for all banks, including national banks, but 
we focus on the Fed membership decision of state banks to avoid confusion with the 
national vs. state charter decision. Legislative and regulatory changes affecting the 
conditions of national and Fed member banks have not always coincided, and by 
avoiding the former we may be able to identify the effects of the latter on banks 
preferring state charters. 

FIGURE 1: Prime Commercial Paper Rate (r, %), Proportions of State Banks 
(BM/B), and State Bank Deposits (DM/D) in the Federal Reserve System (annual, 
1920-80) 
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From the outset Federal Reserve officials maintained that a large membership in the 
System was essential to effective monetary policy, and to that end sought to make 
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membership more attractive by reducing its costs, particularly reserve requirements. 7 

In 1917 Congress reduced required reserve ratios from 5 percent of time deposits 
and 15 percent of demand deposits to 3 and 10 percent, respectively.8 Reserve ratios 
were fixed by law in the original Federal Reserve Act, but the Banking Act of 1935 
gave the Federal Reserve Board considerable discretion over them. The Board 
raised ratios out of concern for inflation in the late 1930s and during World War II, 
which it should be noted was also a period of low interest rates and therefore low 
reserve costs. Required reserve ratios did not begin what would become a strong 
downward trend until the Treasury-Federal Reserve Accord of 1951 permitted 
interest rates to rise. 

Reserve-requirement decisions reflected the Board's concern for the 
support of Congress, the Treasury, and the banking system. These groups have 
various complex interests in Federal Reserve policies, but we focus on the reserve
requirements tax. The tax collectors (Congress and the Treasury) prefer high 
requirements because the mandated demand for non-interest-bearing government 
currency reduces the interest burden of the debt and relieves pressure on other taxes. 
Banks of course prefer low requirements, and they, particularly the large banks, 
have been the Fed's most reliable political supporters -- although not without 
expecting something in return. 9 

Bankers complained of the burden of high reserve ratios even during the 
war, and their pressure intensified as interest rates rose in the 1950s. In 1957 the 
American Bankers Association proposed that (l) the reserve ratio on demand 
deposits be applied uniformly to all banks and reduced to 10 percent, (2) the Federal 
Reserve's authority to vary this ratio be limited to a range of 8 to 12 percent, (3) the 
reserve requirement on time deposits be reduced to 2 percent, and (4) vault cash be 
counted as legal reserves. The Federal Reserve sought and in 1959 obtained 
amendments to the Federal Reserve Act incorporating several of these proposals. 10 

But the decline in Fed membership accelerated, along with the rise in interest rates. 
The Board repeatedly lowered requirements and eventually the ABA's proposals 
became law in the Monetary Control Act of 1980. 

3. THE MEMBERSHIP DECISION 

A state bank's decision of whether to join or remain in the Federal Reserve System 
depends not only on the existing costs and benefits of membership but also on the 
possible influences on those costs and benefits that membership conveys. The latter 
incentive to membership implies that the Federal Reserve is susceptible to influence. 
A complete explanation of the bank membership decision therefore requires that we 
specify the interactions between Fed and bank decisions. We first develop a model 
of the Fed's determination of the conditions of membership subject to expected bank 
responses and then formalize the membership decisions of profit-seeking banks 
taking account oftheir possible influences on the Fed. Although other aspects of Fed 
membership are considered, we emphasize reserve requirements. 
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The Federal Reserve's reserve ratio decision 

The seignorage, or tax, accruing to the federal government by the forced 
member-bank demand for non-interest-bearing government currency is T M = rkMDM, 
where DM is total member-bank deposits, kM is the weighted average of legal ratios 
on their deposits, and r is the rate of interest. We assume that under pressure from 
Congress and the Treasury the Fed desires high TM, but not unreservedly. It also 
wants a large membership for effective monetary policy. Finally, an effective 
monetary system needs "sound and solvent," that is, "profitable," banks. II This 
presumably means that they should not be subjected to excessive taxation. The 
relationships between these goals and the reserve ratio are given by the Federal 
Reserve's objective function with regard to its membership: 

whereFT,FD,F rI > O,DM = DM(rkM ),D~ < O,IIM = IIM (TM ),II:W < 0 

Superscripts denote derivatives. Member deposits are inversely related to 
the price of membership per dollar of deposits, and of course bank profits, JIM, are 
inversely related to their taxes defined above. Maximizing F with respect to kM 
yields the following first-order condition: 

D D~ F -
of T rI rkM , D D~ DM 

(2)--=(F -F )rDM[--DM+l]+F rDM-=Oor-I1=I+ T rI' 
OkM DM DM F -F 

where rkMD~ / DM =11 is the (negative) elasticity of membership with respect to 

its price and we assume for simplicity that II' = - 1. If membership is unimportant to 
the Fed (pD = 0), the optimal reserve ratio is that which maximizes seignorage, for 

which -1'] = 1, and is indicated by k;" in Figure 2. This result and the satisfaction of 

the second-order condition for a maximum require FT > plI. Otherwise there is a 
boundary solution at the legal minimum kM• Concern for membership shifts the 
objective function downward to the dashed line in Figure 2 and reduces the Fed's 
desired reserve ratio. 

Bank membership decisions 

Let the balance sheet of the mth state member bank be 

(3)Lm +(kM -0 +em)Dm =Dm +Km 
where Lm is earning assets (loans), Dm is deposits, Km is equity, em is the proportion 
of deposits held as legal excess reserves, and kM - 0 is the required reserve ratio, 
where 0 is the potential reduction susceptible to bank influence. This influence may 
be exerted individually or in cooperation with other banks. Letting d be the net 
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marginal cost of deposits, the profit of a member is 

where the right-hand expression is obtained by substituting the solution of (3) for Lm 
into (4), showing 0 as a function of bank lobbying expenses, Xm, and adding the net 
value of Fed membership (aside from reserve requirements), V(Dm), which, as 
discussed under "costs and benefits," is a function of bank size. Optimal x'" is that at 
which the interest rate times the marginal reduction in required reserves equals a 
dollar spent on lobbying; that is, rl5'(x,JDm = 1. 

FIGURE 2: Federal Reserve Utility as a function of the Member Bank Required 
Reserve Ratio 
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It is convenient to assume specific forms of these functions, and we let 
V(Dm) = vDn/. This is consistent with the assumption that Fed benefits per dollar of 
deposits increase with bank size as indicated in our discussion of the costs and 
benefits of membership. Any positive exponent of Dm would serve our purposes, but 
the square is used for simplicity. We also assume a simple relationship between Xm 

and 0 (any function with diminishing marginal returns would suffice), specifically 

8 = 2a£ m , so that maximizing llm with respect to Xm and substituting the optimal 

Xm into the difference roDm -Xm gives the effect on profit, (arDmf Referring to (1) 
and (2), we see that Xm operates through Fn, the Fed's desire for sound banks. The 
larger a bank the better is its chance of successfully appealing for an increase in Fn 

relative to FT, and the higher are interest rates the greater is its incentive to do so. 
Substituting these forms into C 4) shows a state member's profit given its optimal 
spending x· m. 

• 2 2 
(5)llmCxm) = [r(l-kM -em)-dJDm +rKm +vDm +(arDm) 
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This is also the profit, TIm of an otherwise identical nonmember bank 
except for the substitution of the relevant state reserve ratio kN for kM and the 
omission of the terms in v and a. Denoting any generic bank by i, the gain or loss 
from membership is therefore 

> > r(k k) 
(6)TI m -TIn =-r(kM -kN )D;+vD;2+(arD;)2=Oas v + (ar)2 M- N . 

< < D; 
Implications of this relationship are shown graphically in Figure 3. The D; 

in the expression under the vertical line is the size of banks indifferent to Fed 
membership when a = O. Higher D; means lower v required for membership, so that 
the area to the right of the vertical line represents the proportion of banks for which 
membership is beneficial when a is zero, that is, when lobbying has no effect. 
Membership is also a positive function of members' influence, a, on the required 
reserve ratio, and we see from (6) that a reduces the negative influence of interest 
rates on membership, especially for large banks. We should observe this effect to be 
greater after the Fed gained control of reserve ratios in the Banking Act of 1935. 
This is the principal implication of the estimates in the next section. 

FIGURE 3: The bank membership decision 
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Our analysis begins seven years after the formation of the Federal Reserve to avoid 
the effects of initial membership decisions and significant legal changes during the 
System's early years. The most important influences on the membership decision 
were eliminated in 1980 when Congress extended Fed reserve requirements and 
services to all banks. Membership decisions for five subperiods of our sample are 
summarized in Table 1. State bank membership in the Federal Reserve System had 
reached 1,595 by mid-1921, although still comprising only 7.2 percent of state 
banks. However, these banks accounted for 44.9 percent of state bank deposits. Both 
proportions were fairly stable during the 1920s, which experienced the most stable 
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interest rates of any decade in the sample and saw rates at the end similar to those at 
the beginning (see Figure 1). More banks were still joining than leaving the System, 
although failures eroded the numbers of members as well as nonmembers. 

The next quarter century of low interest rates saw a substantial flow of 
surviving state banks into the Federal Reserve. This period has been divided at 1935 
so that we may examine the possibly different membership decisions before and 
after the Banking Act awarded the Fed the powers described above. Both deposits 
and numbers of banks shifted to the Fed between 1929 and 1935, but deposits were 
fairly steady between 1935 and 1955. Fed membership peaked in 1955, and declined 
thereafter as interest rates rose. Between 1955 and 1979 the percentage of state 
banks that were members fell by more than one-half (from 20.6 to 9.7) while the 
percentage of deposits in member banks fell by a somewhat smaller proportion 
(from 67.6 to 37.8). 

TABLE 1: Fed Membership for State Banks: 

Totals and Percentages of Banks and Bank Deposits, and Net Admissions 

End-June 
State Bank 

1921 1929 1935 1955 1979 
Numbers 

All (OOOs) 22.3 17.4 10.1 9.0 10.2 
Members (OOOs) 1.6 1.2 1.0 1.9 1.0 
Members (%) 7.2 6.7 9.8 20.6 9.7 

State Bank 
DeEosits 

All ($ bill.) 18.3 27.8 19.0 82.9 453.6 
Members ($ bill.) 8.2 14.3 12.5 56.0 171.3 
Members (%) 44.9 51.4 65.6 67.6 37.8 

Change in 
1921-29 1930-35 1936-55 1956-79 

MembershiE 
Admission 566 464 1237 329 
Withdrawal 298 105 109 684 

Notes. The differences between the net admissions and withdrawals of state banks to and 
from Fed membership in the last two rows and the changes in membership in the third row 
are mainly suspensions and conversions to and from national charters. 
Sources: Federal Reserve Board, Banking and Monetary Statistics. 1914-41 and 1941-70, 
and Annual Statistical Digests. 

These data support the notions that interest rates exert a negative impact on 
membership for all banks and that the relative impact on the large banks accounting 
for the bulk of deposits diminished after 1935. They are consistent with the voting
with-the-feet model. If the influence of large member banks increases with Fed 
discretion so that their sensitivity to the current price of membership is reduced, and 
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membership decisions are reversible, the relative price sensitivity of small banks 
may increase. "If they stay," a small bank might say about the big banks, "I will 
leave -- and return when and if their influence has been effective." This dynamic 
representation of small-bank free-riding is an example of the "exploitation of the 
great by the small" discussed by Olson (1965, 29). 

We now tum to an econometric model that enables us to analyze the 
individual decisions of large and small banks jointly within a single framework. As 
outlined above, the membership decision is based on the prevailing interest rate. But 
the effect is expected to differ depending on the size of the bank. When interest rates 
climb, large banks are more likely than small banks to remain in the Fed after 1935. 

Fed membership is determined by the following individual bank decisions. 
Define 

{
+ 1, nonmember joins the System 

(7) Z i( = 0, member or nonmember stays put 
-1, member leaves the System 

for any bank i in year t. We model the simple relationship between interest rates and 
Fed membership as 

(8)Zif =a+ f3R(Dif +yR35(Dj{ +4>T( +wi(' wi( - N(0,a 2 ) 

where a lagged five-year moving average of interest rates, R, is used because 
membership decisions require time to assess and execute, and may respond to 
evidence of trends in rates. A moving average also avoids the multicollinearity 
associated with multiple lagged rates. We test for a change in behavior after 1935 by 
means of R35, which is zero until 1935 and R thereafter. Note that only deposits are 
bank-specific. The sign of P is undetermined because the impact of interest rates 
may differ across bank size. But once the lobbying effect is accounted for, as 
determined by R35, we expect small banks to drop out more frequently when 
interest rates climb after 1935 than before. Thus we predict y > O. We also include a 
time trend component to capture additional exogenous factors not directly related to 
interest rates that may have also led to declining membership during this time. 

Aggregating (8) over all state banks gives 

H, H, H, H, H, H, 

(9) LZit = La + f3R t LDit +yR35( LDi( +4>L Tt + LWir 
i~1 i~1 i~l i~l i~1 i~1 

Substituting (7) into (9) and summing terms gives 
H, 

(lO)MMr =aB{ +f3R(D{ +yR35(D( +4>7;B( + LWi( 
i~1 

where ~is the change operator and as before, Bt represents the number of Fed 
member state banks. Finally, dividing through by the number of state banks yields 
the regression 

MM( D( D( h " (11)-- =a + f3R( -+yR35 r -+4>7; +r;'( were r;'{ = (~Wi()/ B( . 
B( Br Br 

Weighted-least-squares estimates of (11) are presented at the top of Table 
2.12 Before 1935, higher interest rates created an incentive to be outside the Fed, 
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especially for large banks, evidenced by the negative coefficient on RDIB. This 
effect changed after 1935. Note that the R35DIB coefficient is both positive and 
larger in absolute value than for RDIB, suggesting the post-1935 interest rate effect 
reversed the positions of large and small banks. Since large banks had more to gain 
from Fed membership, they stayed in the Fed to be able to influence reserve 
requirements. As interest rates climbed after 1935, small banks became more likely 
to be outside the Fed, which is consistent with our conjecture that they were able to 
free-ride on the lobbying efforts of larger banks. We also see that membership rates 
climbed after 1935 when interest rates fell, with the largest effect found on smaller 
banks. 

The positive constant term is consistent with a positive value of Fed 
membership for zero interest rates as implied by (6). But the negative coefficient of 
time (T) suggests that this value declined over time for reasons about which we can 
only speculate - perhaps because the accommodation of banks became less 
important to the Fed as it developed other (macroeconomic) goals and/or to banks as 
the improvement in bank stability diminished the need for such accommodation. 
That Congress was persuaded of the trend is indicated by its decision in 1980 to 
make membership compulsory. 

TABLE 2: Estimates of the Membership Decision 

Dep. Var. ~BM/B. Weighted least sguares; annual data, 1921-1979. 

Constant RD/B R35D/B T y;yN P Adj. R2 DW 

0.0193 -0.289 0.294 -0.0006 .45 1.86 
(6.52) (6.83) (6.82) (6.13) 

0.0139 -0.277 0.282 -0.0006 0.006 0.016 .46 1.85 
(2.34) (6.35) (6.35) (6.34) (1.00) (1.08) 

Notes: B, BM = numbers of state and state member banks; D = deposits of state 
banks; R = 5-year moving average (of current and past 4 years) of prime commercial 
paper rate; R35 = R for 1935-79, zero otherwise; T = linear time trend; y;yN = real 
GDP/natural real GDP; P = rate of change of GDP deflator. Absolute values of t
statistics in parentheses. 
Sources.The last two variables are from Gordon (1997, Table A-I); the others are 
from the sources of Table 1. 

The second regression in Table 2 adds economic activity and inflation as 
potential indicators of the cost of Fed membership. It is conceivable that the high 
loan demands and possibly low expected default rates associated with high real GDP 
raises the cost of reserve requirements. Real GDP has a strong trend component and 
will therefore be highly correlated with the trend variable. To detrend GDP, we 
include instead the ratio of real GDP relative to Gordon's (1997) projections of 
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natural real GDP (YIYN). It is also conceivable that the relevant cost of reserve 
membership is the real rate of interest, so the nominal rate R is supplemented by the 
rate of inflation, P. However, neither variable adds to the model's explanatory power 
or significantly affects the coefficients ofR or R35. 

5. SUMMARY AND CONCLUSIONS 

Our estimates of state bank decisions regarding Federal Reserve membership 
suggest that banks seek the regulator supplying the greatest net benefit, although the 
most influential (largest) banks are the least likely to relinquish membership in what 
is potentially the most desirable club if there is a significant chance that their 
internal lobbying might produce a reduction in its cost. Specifically, large banks 
became less eager relative to small banks to leave the Fed when one part of the 
membership price, interest rates, increased after the Fed acquired control over 
another part, reserve requirements, in 1935. An effect, as implied by the voting
with-the-feet model, was to sort banks into more homogeneous groups; the average 
size of Fed members relative to all state banks increased nearly one-third during the 
period of rising interest rates from 1950 to 1980Y 

The strategies of both groups met with success because the Federal Reserve 
Board combined with Congress to cut its reserve requirements more than one-half 
during this period. So when the small banks were required to submit to the Fed's 
regulations and services in 1980, the price was comparable with those of the states. 
The reduction in price was an outcome of political give and take, and may be 
interpreted as a condition imposed by the small banks for their submission to the 
Fed. They remained free of the Fed as long as it was in their interests to do so. 

Our findings are also relevant to contemporary regulatory dynamics. 
Although the traditional Fed membership decision discussed here is no longer open 
to commercial banks, its absence simplifies an analysis of the choice between 
national and state charters. Furthermore, an organization does not have to remain a 
bank as specified by law or understood by the regulators. A variety of types of 
financial institutions remain subject to a variety of sets of regulations. A savings and 
loan association might exchange regulations by becoming a bank, and so, 
conceivably, might a credit union. With some adjustments, a bank might be 
transformed into an S&L. Among the decisions confronting banks and securities 
firms by the increasingly numerous exceptions to the separation of commercial and 
investment banking is whether they would rather be regulated principally by the 
Federal Reserve or by the Securities and Exchange Commission. A comparison of 
the costs and benefits of each for various types of firms, combined with knowledge 
of the goals and discretionary instruments of the regulators, might enable us to 
predict the future compositions ofthe industries and scopes of the regulators. 
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ENDNOTES 

I. For a survey of rent-seeking through regulation, see Mueller (1989, 235-238). The seminal paper is 
by Stigler (1971). 

2. For studies of the adverse impact of rising interest rates on Fed membership, particularly as an 
explanation of the "membership problem," see Frodin (1980), Gambs and Rasche (1978), Mayne (1967), 
White (1983). 

3. See Mueller (1989, 149-170) for a survey of this literature, especially the empirical implications of 
Tiebout (1956). 

4. See White (1983, 30-31 and 144-145) and Gilbert and Lovati (1978) for the generally less stringent 
requirements of state charters. 

5. See the Federal Reserve Board's Purposes and Functions for a description of its organization. 

6. Required reserves cannot be viewed as a safety measure because they are dominated in this respect by 
short-term interest-bearing U.S. securities. Reserve requirements have long been viewed as a 
cumbersome means of monetary control compared with open market operations, and Siovin, Sushka, 
and Bendeck (1990) present evidence that the financial markets view them as a tax on banks rather than 
as an instrument of monetary policy. They found from daily stock data for 1970-1986 that increases in 
bank reserve requirements adversely affected bank stock prices but did not affect yields on U.S. 
securities or retums on broad-based portfolios of nonfinancial stocks. 

7. For statements that policy effectiveness requires a large Fed membership see Benjamin Strong of the 
New York Reserve Bank (Chandler 1958, 80-82), and Federal Reserve Board Chairmen Marriner Eccles 
(House Banking and Currency Committee Hearings on the Banking Bill of 1935, March 1935, 9), 
Thomas McCabe (Eastburn 1965, 193-196), and Arthur Bums (Starleaf 1975). 

8. The reserve requirement ratio on the demand deposits of Reserve City member banks is used for 
simplicity of discussion to represent the average ratio. The actual ratios before 1917 were 18, 15, and 12 
percent on the demand deposits of member banks in three Central Reserve Cities (New York, Chicago, 
and St. Louis), fifty-three Reserve Cities, and Country Banks - compared with 13, 10, and 7 afterward. 
The Central Reserve and Reserve City designations were carry-overs from the National Bank Act, which 
allowed Country Banks to keep portions of their reserves with Central Reserve and Reserve City banks 
and Reserve City banks to keep portions of their reserves with Central Reserve City banks. The reserve 
ratio for time deposits was the same for all three classes. 

A partial offset to the 1917 reductions was that vault cash ceased to be counted as required 
reserves -- to promote the sending of gold to Federal Reserve Banks. This step was reversed in the 1960s 
as part of the downward movement in reserve requirements. 

9. See Havrilesky (1989) for discussions of banker support of the Federal Reserve. 

10. Specifically, the amendments included the powers to fix the ratio for the demand deposits of Central 
Reserve Cities between 10 and 20 percent (in place of the prevailing 13 to 26 percent range), to allow 
more Central Reserve and Reserve City banks to carry lower reserves than specified for those cities, and 
to allow banks to count vault cash as reserves. 

II. See "Supervisory functions of the Federal Reserve" in Federal Reserve Board (1994). 

12. The variance of the regression residual (,[ is stochastic which requires a weighting procedure, where 
the weights are the square root of B,,, to generate efficient estimates. Although ordinary-least-squares 
yields consistent estimates, they are not efficient. The weighting procedure does not alter the 
significacne of any the variables. 
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13. This may be seen from Figure I. The greater proportional fall in the relative number of members 
(BM/B, from 0.21 to 0.09) than in the relative deposits of members (DM/D, from 0.66 to 0.37) implies an 
increase in the average size of members relative to all state banks from 3.14 to 4.1 l. 
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