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I a. C. Frank Zarnowski, Dean of the Graduate School of Business, Mount St. Mary’s College, Emmitsburg, Maryland  By trade I am an economist with special interest in Money, Banking & Financial Institutions.  I appreciate the opportunity to present my views on H.R. 3535 


I have analyzed the bill and the issue it raises.  In the 1930’s interest payments on all demand deposits were prohibited by regulation rooted in the belief that it would promote financial stability.  In the past generation the arguments against this regulation have compelled economists to argue in favor of its removal.


This paper looks at the a brief history of interest payments on demand deposits, an economists’ view of their efficiency and reviews recent arguments for and against prohibition.  Finally, the paper offers its endations for H.R. 3535.

Brief History


Bankers began paying interest on demand deposits as early as 1825.  Over time those institutions offering interest on deposits of other banks attracted the largest amounts of correspondent balances.


It was widely believed that this practice destabilized the financial markets.  In 1958 The New York Clearinghouse called for banishment on interest payments on demand deposits. Although no legislation immediately resulted,  the National Banking Act of 1863 was thought to take care of the problem of bank instability.  Periodic panics disproved this belief.  Each panic renewed the call for prohibition of interest payments on demand depsits.  Again, no specific legislation resulted, but the Federal Reserve Act, 1913, was an effort to deal with the instability.  The financial crisis which accompanied the depression fo the 1930’s was especially severe in that a large number of banks failed (over 9000 from 1930 to 1933).  The practice of paying interest on demand deposits was alleged to be a major banking abuse simply because banks had to undertake risky investments to cover the additional interest costs.


The Glass-Steagall Act prohibited, in 1933, payment of interest on any demand deposits.  But, as a result of Post WW II banking practices, interest has been paid, de facto, on demand deposits.  As interest rates rose generally demand deposit funds became increasingly valuable.  Banks found ways, institutional and innovative, to pay interest on demand deposits.  Free checking, sweep accounts, NOW’s, share drafts and ATS accounts were but a few.


In 1980 Congress deregulated some financial markets via the DIDMCA (The Depository Institutions Deregulation and Monetary Control Act).  It did not, strictly speaking, remove the prohibition of interest payments on demand deposits created 47 years earlier by Glass-Steagall.  Rather, banks and thrifts were authorized to offer different kinds of accounts.  Individual and some non-profit organizations were permitted to hold NOWs.  Corporations and partnerships were not.
Economic Questions


Economic arguments have surrounded the issue of interest earning demand deposits since the 1930’s.  Economists generally have four reasons for eliminating the prohibition.  They deal with the issues of  stability, efficiency, market reaction and increased borrowing costs.

First, there seems to be little theoretical or practical reason to believe that interest payments on demand deposits are destabilizing.  There is little empirical evidence that the practice upsets financial markets.  For example, data for the early 1930s indicate that banks paying high rates of interest on demand deposits were actually less likely to fail than other bank. 
  More recent evidence suggests the same thing  The advent of NOW accounts simply has not borne out the fear of instability.  NOWs and other transaction accounts have proven to be, since the middle 1970s, an unvolatile source of deposits.  In spite of the influence of record high interest rates and the vast disintermediation in the 1980-82 recession time frame, NOW accounts remained stable.  The bulk of evidence on interest earning demand deposits suggests no instability.


Second, economists argue that the prohibition interferes with the optimal allocation of resources.  The attempt of any economic system is to use scarce resources with maximum efficiency.  This is a desirable consequence of free enterprise.  On the borrowers side of the market the apparent interest rate gap between large and small business


A second reservation deals with the future of market shares for demand deposits.  What will happen to the market when the dust settles?  One can reasonably expect the commercial banks to make inroads to the savings market as a result of the proposed legislation.  The NOW experience demonstrated that commercial banks moe than held their own against thrifts.  It was felt, at the time, that thrifts would gain an advantage by marketing the check-like NOW account.  That did not happen as the New England experience demonstrates.  I believe that it is reasonable to assume that banks may gain a stronger foothold for the deposit market.  From an economic viewpoint the potential increase in costs for banks may be, at least partially, offset by an increase in market share.

Summary-Recommendations


It is my view that the prohibition of paying interest on demand deposits no longer fits in today’s deregulated financial structure.  Today’s markets are more secure, because of deposit insurance, than they were fifty years ago when the prohibition was enacted.


The intention of this paper was to address the economic issues, not the security and  equity reasons.  There maybe enough justification to repeal the prohibition on equity or security reasons alone.  But that is not the purpose of this paper.  


When one examines the weight of the economic evidence (little change in stability and enhanced efficiency vs. increased borrowing costs) the conclusion is simple.  Financial markets would be better served by passage of H.R. 3535.  It is suggested that the repeal be handled in an orderly way so as to avoid the short term impact on banks which currently hold large amounts of demand deposits on the liability side.  The deregulation of other savings deposits took place on October 1, 1983.  H.R. 3535 represents another desirable step in the deregulation process.


Thank you very much for the opportunity to offer my economic analysis to H.R. 3535 in writing for the record.

� Mount St. Mary’s College is one of the nation’s oldest colleges, being founded in 1808.  My economics training includes both masters (1967) and doctorate (1978) form Lehigh University, Bethlehem, PA.


� See George Benston, “Interest Payments on Demand Deposits and Bank Investment Behavior,” Journal of Political Economy, October, 1964..





� In august, 1982, the average rate for a commercial loan of less than $25,000 was 13.99% while the average rate for a loan of more than one million dollars was only 10.81%, quarterly figures from Federal Reserve Board. Wall Street Journal, Oct. 13, 1983, p. 31.





