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Using Nonstandard
Data Sources to Test
Economic Theories

The study of crime offers many
opportunities to test microeconomic
models of behavior. Often, however,
standard data sources are not appro-
priate for such tasks. Consequently, a
number of projects with which I have
been involved in recent years have
relied on unusual data sources.

Ian Ayres and I consider what
externalities are associated with
potential victims taking precautions.8
In particular, we look at Lojack, a ra-
dio transmitter device hidden inside
automobiles (the Lojack company
provided proprietary market share
data). There is no external indication
on the vehicle that Lojack is installed.

Thus, Lojack provides general deter-

rence, even to vehicles without it.
This is in stark contrast to observable
devices, such as “The Club,” that pre-
sumably cause crimes to shift from
one vehicle to another. We find sharp
decreases in auto theft in cities where
Lojack becomes available. Further,
car owners who install Lojack inter-
nalize only 10 percent of the total

social benefit, leading to underpro-
vision of Lojack by the market, we
conclude.

Sudir Venkatesh and I use an even
more unusual data source: financial
records kept over a four-year period
by a drug-selling street gang.? These
include information on the price and
quantity of drugs sold; wages at var-
jous levels of the organization; and
expenses such as tribute, weapons,
and so on. We supplement the finan-
cial information with ethnographic
observations and data on arrests,
deaths, and injuries. Wages appear
to be surprisingly low—not much
above the federal minimum wage for
street-level sellers. The distribution of
wages within the gang is extremely
skewed, though, and there is some
evidence of compensating differen-
tials in wages. During the time period
we study, the gang expands its terri-
tory, providing a number of tests of
market power and pricing. Among
other results, we find that gangs price
below marginal cost during gang
wars.

1 §.D. Levitt, “Using Electoral Cycles in
Police Hiring to Estimate the Effect of
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According to many observers, the
commercial bank-—the institution
that accepts deposits payable on
demand and originates loans— has
outlived its usefulness and is in a
state of terminal decline. Commercial
banks’ share of total financial institu-
tion assets in the United States has
fallen dramatically, from more than
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70 percent around the turn of the
century to just around 30 percent
today.! Bank share of corporate debt
in the United States has declined
from 19.6 percent in 1979 to 14.5 per-
cent in 1994.2 Competition on both
sides of the banks’ balance sheet has
increased. On the banks’ asset side,
the growth of the commercial paper
and junk bond markets has given
large firms an alternative to borrow-
ing from the bank. On the liability
side, new technologies and deregu-
lation have given customers choices.
Instead of being forced to deposit at
the local bank branch or make pay-
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ments through a bank checking
account, customers are able to use
mutual funds that offer much the
same Services.

At the same time that banks appear
to be losing business to financial
markets and other institutions, they
are also imposing huge costs on soci-
ety. The savings and loan crisis in the
United States cost taxpayers several
hundred billion dollars by even the
most conservative estimate. Estimates
of the cost of cleaning up the Japa-
nese banking crisis now exceed $500
billion, and few will hazard a guess
as to the costs of the East Asian bank-
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ing crisis. In the face of the apparent
decline in the role of banks and the
large costs they can still impose on tax-
payers, it is legitimate to ask whether
we still need commercial banks.

Further Questions

In order to answer this, we have to
ask two further questions. First, what
functions do banks perform? Second,
is the institutional form that carried
out these functions no longer useful?

Before I go further, let me be more
specific about the institutional form
under investigation. The U.S. Bank-
ing Act of 1971 defines the “commer-
cial bank” as an institution that offers
demand deposits and originates loans.
Therefore, a money market mutual
fund is not a bank (it does not origi-
nate loans) and a finance company is
also not a bank (it does not offer
demandable deposits). To start with,
I adopt this product-based descrip-
tion as my working definition of a
commercial bank.

What Banks Do:
Liquidity Provision

Banks essentially perform two
functions. First, they provide liquidity.
Every time customers withdraw
money from an automated teller
machine or write a check, they rely
on the bank’s liquidity provision
function. Because this is the immedi-
ate point of contact most of us have
with banks, early influential papers
in banking quite naturally focused on
the role of banks in meeting the lig-
uidity needs of depositors.3 Still, there
is very little difference between a
demand deposit that an investor
holds and a line of credit extended
to a firm. Both products require the
bank to pay the client money on
demand. Therefore it seems natural
to conclude that the bank provides
liquidity on both sides of the balance
sheet —to both depositors and
borrowers.

Why might a bank want to do this?

A bank can achieve scale economies
by using the same underlying reserve
of liquid assets and the same institu-
tional arrangements (access to the
central bank’s discount window and
to other banks) to meet the unex-
pected demands of both borrowers
and depositors. Also, the demands
may offset each other (borrowers
draw down lines of credit at different
times from depositors), economizing
on the need to hold low-return re-
serves.4 Anil Kashyap, Jeremy Stein,
and I find evidence suggesting com-
plementarities between demand de-
posits and lines of credit for banks in
the United States—the more a bank
does of one, the more it does of the
other. Moreover, our work suggests
that synergies between the products
arise because a bank can economize
on holdings of liquid assets when the
two products are jointly offered.

In summary, banks appear to pro-
vide liquidity in many ways, not just
through demand deposits, and the
banks’ ability to take advantage of
diversification is what gives them an
advantage in servicing these various
demands.

What Banks Do: Fund
Complex Positions

The second major function banks
perform is to fund complex, illiquid
positions.5 Historically, this has taken
the form of making term loans to
borrowers who are “difficult” credits.
By virtue of their past relationships
with client firms, banks know more
about their future prospects, as well
as about alternative uses for the
firms’ assets.6 Consequently, they can
lend more than other less-knowl-
edgeable lenders.? Consistent with
these theories, Mitchell Petersen and
I find that, correcting for other
effects, the availability of credit to
small firms increases with the length
of their banking relationship and the
number of dimensions across which
they interact with their bank 8

Also, the bank’s specific lending
skills and knowledge have to be
brought into play when the bank
wants to coax repayment. As a result,
the loans are hard to sell to other
potential lenders without similar skills
or knowledge. Thus the bank’s posi-
tions have historically been illiquid.?

The positions that banks enter are
complex and illiquid for a variety of
other reasons. In particular, many of
the transactions between the bank
and its borrower may be governed by
an implicit understanding rather than
by explicit contracts. If explicit con-
tracts are incomplete, then implicit
arrangements can be more flexible
and allow for superior transactions.

Petersen and I consider the fol-
lowing natural experiment to test this
premisel®: The theory suggests that
implicit arrangements between two
parties typically are harder to sustain
when competitive alternatives are
open 1o the partners. Some areas of
the United States have relatively con-
centrated banking markets. In these
areas, implicit arrangements should
be easier to sustain. Specifically, a
bank can give a borrower subsidized
credit when the borrower most needs
it—when it is young or distressed —
with the intent of recouping the sub-
sidy when the firm is more mature or
healthy. Unlike in a more competitive
market, the bank can make the inter-
temporal cross-subsidy, confident
that the firm has no alternative but to
stick with the bank when mature or
healthy.11 Petersen and I find evi-
dence consistent with this argument.
Small young firms in areas in the
United States where there are few
banks get more credit than similar
firms in areas where banking is more
competitive. Moreover, firms in con-
centrated areas pay less than similar
firms in competitive areas for their
credit when young (they receive sub-
sidized financing when most needed),
and pay more when old (they repay
earlier subsidies). More generally, our
evidence suggests that more compli-
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cated intertemporal transactions are
possible within bank-firm relation-
ships than are possible through ex-
plicit contracting.

Because of their nature, however,
these implicit relationships are hard
for outsiders to track or take over.
Thus banking relationships add to
the complexity and illiquidity of bank
positions.

Finally, banks’ comparative advan-
tage in financial innovation make
their positions novel and therefore
illiquid in the face of a less advanced
market. There are several possible
reasons that banks have an advan-
tage in innovation. New financial
instruments and contracts typically
are incomplete in many ways when
they are first introduced. Payments or
responsibilities have not been spelled
out fully for many possible situations,
partly because those situations have
not been anticipated. There needs to
be a trial period during which the
contract may be tried out in real-
world situations and the appropriate
contractual features for dealing with
initially unforeseen contingencies
developed. The firms with which a
bank has relationships form an ideal
testing ground because the relation-
ships allow the contract to be per-
fected in a nonadversarial environ-
ment. However, this ability to enter
into innovative contracts that the
market does not fully understand
adds to the complexity of the banks’
positions and their illiquidity.12

Why Both Functions?

These two functions, liquidity pro-
vision and funding complex posi-
tions, seem incompatible. In the first,
the bank must come up with money
on demand, while in the second, the
bank holds investments that, because
of their novelty or dependence on
the bank’s specific knowledge, are
hard to undo or liquidate. Excessive
investment in illiquid positions make
the illiquid bank susceptible to inef-

ficient runs.13 It seems silly to tie the
two functions together; hence there
are increasingly strident calls from
politicians and some academics to
break up the bank and distance the
two functions.

Yet, the widespread coexistence of
these functions in the bank, both his-
torically and across countries, should
give us pause. Could there be syner-
gies between the two functions?
Douglas Diamond and I argue that,
because bankers’ specialized skills
enable them to manage complicated
positions, they have the ability to ex-
tract high rents from their investors.
Bankers can commit to extracting
lower rents in the future by issuing
demand deposits that are a “hard”
claim. More generally, by providing
liquidity, a bank also can commit
itself to lower compensation for man-
aging complex positions. This re-
duces the bank’s cost of financing
those positions. Diamond and I also
explain why we would not see
industrial firms financing themselves
with demandable deposits.14

Stewart Myers and I point to an-
other source of synergy.’s Banks have
to maintain a store of very liquid
assets in order to meet unexpected
demand for liquidity. However, these
liquid assets can be invested at short
notice against the interests of finan-
ciers. The potential for opportunistic
risky investment by the banker can
raise the bank’s cost of financing.
One way for the bank to avoid op-
portunistic risks is for it to embed
part of its value in complex illiquid
positions. Because these positions
are hard to unwind, they give finan-
ciers time to react to changes in the
bankers’ strategy. The positions are
also a (limited) source of rents for
bankers (discussed earlier), and they
may be unwilling to jeopardize these
in order to undertake short-term op-
portunistic investments.

In summary, the function of liquid-
ity provision requires issuing demand-
able claims that have the ancillary

effect of keeping in check the bank’s
rents from managing illiquid posi-
tions. Moreover, the bank’s remain-
ing rents and the illiquidity of its
positions increase its stake in the
future. As a result, the bank can com-
mit to holding liquid assets safely
without the straitjackets of rules and
regulations that other institutions,
such as money market mutual funds,
require. Thus there are synergies
flowing both ways that reduce the
bank’s cost of financing when it
undertakes both functions together.

Is the Institutional
Form Dead?

Equipped with some theory, we
can ask whether the bank is dead. If
the institutional form is defined in
terms of its products —demand de-
posits and industrial loans—then the
data suggest a definite decline in its
importance in industrial countries.
Depositors are moving away from
banks to money market mutual funds
and large firms are issuing public
debt to meet their financing needs
rather than borrowing from banks.

On the face of it, therefore, disin-
termediation appears rampant. How-
ever, if one looks closer, it appears
that banks continue to provide their
traditional functions, albeit through
nontraditional products. For exam-
ple, one could observe the dramatic
increase in volume of commercial
paper issuances relative to bank com-
mercial loans and conclude, incor-
rectly, that the role of banks in
providing liquidity to borrowers is
declining. In fact, instead of provid-
ing liquidity directly to a large firm, a
bank provides a backup line of credit
that can be drawn down in case the
firm’s commercial paper cannot be
refinanced. It is much more effective
for the bank to provide such contin-
gent guarantees than to directly fund
the firm’s liquidity needs: With con-
tingent guarantees, the same unit of
liquid reserves can back the needs of
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multiple firms. By contrast, with di-
rect funding, a unit of liquid reserve
is fully locked up in meeting the lig-
uidity needs of a single firm.

Since banks have begun to use
their balance sheets more cleverly,
old measures—such as the relative
size of bank assets—are no longer
useful in describing the importance
of the role of banks. A more useful
indicator is one that adds capitalized
fee income to bank assets. By this
measure, banks continue to maintain
their importance.16

While banks are not dying out,
they may be changing. With the
widespread availability of informa-
tion and increases in both processing
capability and regulatory infrastruc-
tureé, many more transactions can be
handled directly in the market or by
specialized institutions. This has
forced banks to give up products that
have become commodity-like and to
refocus on products where bank
value-added is still substantial. Typi-
cally, we see a cycle of innovation.
Banks develop a complex new prod-
uct, extract some rents for a while,
and, eventually, the product becomes
well understood and is offered by the
market.l7 Banks then move on to
new products.

This means that it is not very use-
ful to continue associating a bank
with specific products such as de-
mand deposits and commercial
loans. Such terms describe small
community banks and little else
today. However, if we define banks
as institutions that jointly provide lig-
uidity and complicated funding, we
capture much more of the essence of
what banks really do and vastly
expand the set of banks for which
the definition has relevance.

Do We Really
Need Banks?
With this broader definition, and

the evidence that, according to rea-
sonable measures, the relative impor-

tance of banks in the financial sector
has not declined, we have to con-
clude that it is too early to write off
banks. Given the market value that
most banks command today, and the
University of Chicago’s traditional
belief in efficient markets, I could not
have reached a different conclusion.
However, the private valuations may
be at the public expense: Banks may
be so valuable partly because they
can dip periodically into the public
till.

Unfortunately, absent much better
financial markets than those that cur-
rently exist, the theory suggests we
cannot get many of the good things
banks do, such as liquidity creation,
credit origination, and financial inno-
vation, without banks issuing claims
susceptible to runs and thus being
financially fragile. In breaking up
banks into finance companies and
money market funds (the so-called
“narrow” bank proposals), we risk
throwing the baby out with the bath
water. Thus part of the Faustian bar-
gain that we have to live with is that
periodic banking disasters will occur
and public money will be used.18
Innovations in regulation and super-

vision can attempt to reduce the °

magnitude of the problem, but we
should recognize that the alternative
of doing away with the banks, at
least in the foreseeable future, could
be much worse.
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