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CHAPTER 23:  
A New Federal Charter  
for Financial Institutions  
Gerald P. Dwyer, PhD, and Norbert J. Michel, PhD

Banks and non-bank financial firms are extensively regulated in the United States. While banks are even 
more heavily regulated than other financial firms, virtually all financial companies are subject to exten-

sive restrictions on their activities, capital, and asset composition. There have been many changes to federal 
rules and regulations during the past few decades, and some of those changes have allowed financial firms 
to engage in activities from which they were previously prohibited. However, there has never been a sub-
stantial reduction in the scale or scope of financial regulations in the U.S.

Regulation of banks, in particular, has in-
creased episodically. Simultaneously, in the 
name of ensuring stability, U.S. taxpayers 
have absorbed more of the financial losses 
due to risks undertaken by private market 
participants. This combination of policies 
has produced a massive substitution of gov-
ernment regulation for market competition, 
which culminated in the 2008 financial crisis. 
Fixing this framework requires rolling back 
both government regulation and taxpayer 
backing of financial losses, making it possible 
for private citizens to build a stronger finan-
cial system that efficiently directs capital to 
its most valued uses.

Government rules that profess to guar-
antee financial market safety create a false 
sense of security, lower private incentives to 
monitor risk, increase institutions’ financial 
risk, and protect incumbent firms from new 
competitors. It is important to reverse these 

trends because competition in markets drives 
innovation, lowers prices, prevents excessive 
risk taking, and allows people to invest their 
savings in the best investment opportunities. 
There are many policy solutions to begin re-
storing the competitive process and strength-
ening financial markets, such as providing 
regulatory off-ramps for firms with higher 
equity funding. This chapter focuses on one 
option: creating a new federal charter for fi-
nancial institutions, whose owners and cus-
tomers absorb all of their financial risks.

BASIC REGULATORY OFF-RAMP
In September 2016, the House Finan-

cial Services Committee passed H.R. 5983, a 
regulatory reform bill called the Financial 
CHOICE Act.1 This legislation would replace 
large parts of the 2010 Dodd–Frank Wall 
Street Reform and Consumer Protection Act, 
and also provide banks a regulatory off-ramp 
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in the form of a capital election. This off-
ramp relieves banks of certain regulations if 
they improve their ability to absorb losses by 
funding their operations with higher equity 
capital. Put differently, the provision exempts 
banks from regulations if they meet a higher 
capital ratio, thus credibly reducing their 
probability of failure and any consequent tax-
payer bailouts.

The CHOICE Act’s capital election re-
quires banks to have an average leverage ratio 
of at least 10 percent. The off-ramp mainly 
provides relief from Dodd–Frank regulations 
related to capital and liquidity standards, cap-
ital distributions to shareholders, and merg-
ers and acquisitions.2 It effectively relieves 
qualified banks of compliance with the Basel 
III capital rules.3 Though there are many ways 
to implement a regulatory off-ramp, this ap-
proach—requiring a firm to meet a higher cap-
ital ratio—can easily be expanded to provide 
additional regulatory relief.

The most obvious method would be to 
raise the equity-capital threshold above a 10 
percent ratio, and increase the list of exemp-
tions as higher capital ratios are met, though 
implementing an off-ramp in such a tiered 
fashion would be needlessly complex. An al-
ternative approach is to create a new federal 
charter under which financial institutions are 
regulated more like banks were regulated be-
fore the modern era of bank bailouts and gov-
ernment guarantees. Broadly, the idea is to re-
place government regulation and supervision 
with a sensible disclosure regime contingent 
on high-equity capital.

A NEW FEDERAL CHARTER FOR 
FINANCIAL COMPANIES

Currently, creating a new national bank re-
quires the approval of a charter application by 
the Office of the Comptroller of the Currency 
(OCC) or the state banking regulator in which 
the headquarters will be located. The Federal 
Deposit Insurance Corporation (FDIC) must 
also approve a deposit-insurance applica-
tion.4 The charter proposed in this chapter 
would explicitly prohibit FDIC insurance for 

the proposed new banks or any subsidiaries. 
Only the OCC would approve these proposed 
charters because these charters provide ex-
emptions from federal regulations. The OCC 
currently applies several evaluative factors to 
new charter applications, and assesses these 
factors on three main elements: (1) the busi-
ness plan; (2) the character and competence 
of the bank’s management and directors; and 
(3) financial resources.5

The charter proposed in this chapter 
would essentially restrict the OCC to ensur-
ing the character of management and direc-
tors through standard background checks 
and verifying that the firm meets a relatively 
high equity ratio. The OCC would no longer, 
for example, approve an application based 
on the agency’s assessment of the company’s 
risk profile, the owners’ ability to attract and 
maintain community support, or whether 
the agency believes the company can remain 
profitable.6 The purpose of eliminating such 
criteria is to eliminate regulators’ subjective 
view of the bank’s prospects from the approv-
al process.

Instead, the OCC would verify whether the 
company satisfies various objective require-
ments. One of the requirements would be that 
the bank can absorb substantial losses before 
it is forced into resolution. The bank would be 
allowed to operate with relatively few regu-
latory requirements. The core economic ra-
tionales for current subjective evaluations of 
new banks’ charters center on federal deposit 
insurance and bailouts, both of which put 
taxpayers at risk. Eliminating those factors 
removes the core justification for extensive 
government regulation. FDIC deposit insur-
ance in particular would not be available to 
the bank’s depositors.7

EXTENDED LIABILITY, NON-
CORPORATE ENTITIES, 
HIGHER EQUITY

Policies that help to ensure that financial 
firms’ owners and creditors bear any financial 
losses impose market discipline on the firms. 
When financial firms’ capital suppliers have 
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more of their own funds at risk, they invest 
more carefully and monitor firms’ operations 
more closely. Prior to the expansion of federal 
policies that shift those losses to others, fi-
nancial firms signaled their financial strength 
by having very high capital ratios (by today’s 
standards) and by other means, such as ex-
tended liability for shareholders.

Figure 1 shows capital-to-asset ratios for 
banks since 1834. The much lower ratios to-
day, due in no small part to federal deposit in-
surance since 1933, are obvious. Capital ratios 
were much higher in the 19th century, falling 
from about 35 percent after the Civil War to 
20 percent by 1900.8 While today’s bankers 
often will argue that 6 percent capital is high 
enough, it is clear that commercial banking 
without deposit insurance and bailouts in-
volved significantly higher capital than today’s 
extraordinarily low levels. Besides capital, 

owners of banks often were obligated to pro-
vide additional funds to banks’ depositors.

Extended liability—by way of double, tri-
ple, or, in California, unlimited liability—was 
common for commercial banks before Con-
gress enacted federal deposit guarantees in 
1933 through the FDIC.9 Investment banks 
were typically partnerships (rather than cor-
porations) until late in the 20th century, with 
Goldman Sachs being the last of the big firms 
to go public in 1999.10 Given that there are 
some financial firms currently organized as 
general partnerships, it is at least plausible 
that some investors would be willing to orga-
nize financial firms under an extended liabil-
ity regime if they were allowed to do so as part 
of a regulatory off-ramp. Such firms would 
have a disadvantage in raising capital from 
widespread investors because stockhold-
ers would have to be qualified to assume the 
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possible liability, but such a disability relative 
to publicly traded corporations should not 
prevent policymakers from giving investors 
the option of organizing such banks to obtain 
regulatory relief.11 In some ways, extended 
liability would be an advantage because the 
ownership of such banks would be concen-
trated in owners able and willing to bear the 
risk in exchange for the rewards.12

The organization of most large financial 
firms as publicly traded companies without 
extended liability certainly suggests that a 
better option, at least at this time, would be 
to tie a regulatory off-ramp to a higher eq-
uity requirement. A natural starting point 
for thinking about a reasonable equity ratio 
is something on the order of the ratios prior 
to the advent of federal deposit guarantees 
and bailouts. One problem, of course, is that 
state-chartered banks were the rule in the U.S. 
banking industry until after the Civil War, and 
state regulations differed widely. Nonetheless, 
research indicates that New York banks had 
an average capital-to-asset ratio of 39 percent 
in 1850, and that the ratio had fallen to 14 per-
cent by 1900.13 Other estimates indicate that 
national banks had capital-to-asset ratios be-
tween 30 percent and 40 percent from 1866 
until just prior to 1900.14

Based on these historical figures, and the 
fact that such a high capital requirement 
would only be imposed on a firm that actively 
chooses to organize under the new charter, 
one plausible minimum ratio of capital to as-
sets would be 40 percent. Naturally, the new 
charter would also have to define capital and 
assets, a process that is more involved now 
than it was in the early 1900s. Capital should 
be defined to include only common-equity 
Tier 1 capital,15 and assets should be a compre-
hensive measure that includes total off-bal-
ance-sheet and net-derivatives exposures.16 
The ratio of these two quantities is most near-
ly comparable to these historic ratios.

While this ratio is extraordinarily high 
compared to present capital ratios, banks’ 
current capital ratios (as low as 6 percent) are 
extremely low by historical standards, and 

lowest for large banks. The ratios are too low 
and offload substantial risk and losses onto 
taxpayers. Policymakers and financial experts 
have suggested various alternative ratios. For 
instance, Alan Greenspan, Anat Admati, and 
Martin Hellwig have suggested that 20 per-
cent capital for all banks is far more consis-
tent with a sound banking system than the 
current single-digit levels of capital relative 
to assets.17

An equity ratio at such a relatively high 
level might well impose higher funding costs 
on firms adopting the new charter relative 
to today’s commercial banks and the typi-
cal non-banking financial company. How-
ever, meeting this relatively high equity ratio 
would drastically reduce a firm’s probability 
of failure and lower the probability of tax-
payer bailouts under any circumstances. As 
a result, there is no economic justification 
for regulating such firms’ operations. The 
reduction in regulation would provide a ben-
efit to any such highly capitalized bank, a 
benefit that can be compared to the cost of 
additional capital. There is a very long list 
of regulations from which firms organizing 
under the new charter could be exempt to 
make this structure attractive and economi-
cally feasible.

REGULATORY FRAMEWORK 
AND EXEMPTIONS

Banks are highly regulated by both state 
and federal regulators, perhaps more so than 
any other business. These regulations can be 
broadly grouped into: (1) chartering and entry 
restrictions; (2) regulation and supervision; 
and (3) examination.18 A goal of this char-
ter proposal, in addition to lowering federal 
government guarantees and reducing bank 
bailouts, is to lower federal regulatory restric-
tions. In practice, both state and federally 
chartered banks are also subject to state laws 
and regulations governing the basic transac-
tions with customers.

For instance, state laws, most notably the 
Uniform Commercial Code, govern practices 
such as transactions in commercial paper and 
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promissory notes, bank deposits, funds trans-
fers, secured transactions, and contracts.19 
While federal law governs federally chartered 
banks’ rights and obligations as chartered en-
tities, state laws typically govern some banks’ 
charters, safety, and soundness as well as se-
curities transactions, insurance, real property, 
and mortgages. This charter proposal does 
not seek to usurp state laws concerning con-
tracts or which prohibit fraud and material 
misstatements. The charter should, however, 
pre-empt state authority over the registration 
of securities.20

Because the proposal aims to replace gov-
ernment regulation and supervision with a 
sensible disclosure regime contingent on 
high-equity capital, the main task of govern-
ment regulators would be to examine banks 
to ensure compliance with the capital re-
quirement. Laws that mandate disclosure 
and enhance enforcement through civil li-
ability rules have a more positive impact 
than other forms of securities regulations, 
and evidence suggests that this type of dis-
closure and private monitoring would work 
well even in the banking sector.21 Using the 
proposed charter, therefore, banks would be 
faced mostly with regulations that focus on 
punishing and deterring fraud, and fostering 
the disclosure of information that is mate-
rial to investment decisions.

Following is an outline of what the regula-
tory framework would look like for a firm or-
ganized under the new charter:

●● The OCC would evaluate the new char-
ter, ensuring the character of manage-
ment and directors through standard 
background checks.

●● The OCC would serve as the primary 
regulator for the bank, and the agency’s 
main task would be to ensure that the firm 
adheres to the capital requirement. The 
OCC would examine the bank’s assets and 
capital every six months.

●● The firm would have to demonstrate 
that it meets a 40 percent capital-
to-asset ratio with capital defined as 

common-equity Tier 1 capital, and total 
assets defined to include off-balance-sheet 
and net-derivatives exposures.

●● After beginning operation, failure to 
meet the capital requirement would 
result in the bank losing its charter and 
being closed.22 A bank that fails to meet 
the capital ratio would be given a grace 
period to return capital to 40 percent, say 
two or three months, and then suspension 
of operations would be required. Starting 
from such a high capital level, the losses to 
depositors and other creditors are likely to 
be small or zero.

●● The firm would be subject to the af-
filiate restrictions in Section 23A and 
Section 23B of the Federal Reserve Act. 
Section 23A limits the aggregate amount 
of transactions the bank (and its subsid-
iaries) can conduct with any affiliate to no 
more than 10 percent of the bank’s capital 
stock and surplus, and also limits the ag-
gregate amount of transactions the bank 
(and its subsidiaries) can conduct with all 
affiliates to no more than 20 percent of the 
bank’s capital stock and surplus.23 Section 
23B essentially restricts financial trans-
actions between affiliates so that the rela-
tionship is not used simply to gain prefer-
ential terms or treatment relative to what 
would be available by interacting with, in-
stead, nonaffiliated companies.24

●● Bank holding companies would be lim-
ited to owning either a traditional bank or 
one of the newly chartered banks.

●● In the act of providing credit, the firm 
could not lawfully discriminate based 
on race, color, religion, national origin, sex, 
marital status, or age, where discrimina-
tion is defined as disparate treatment rath-
er than disparate impact.25

The new charter should also include an 
explicit prohibition against receiving govern-
ment funds from any source. In particular, 
the charter should prohibit the firm and any 
subsidiaries from receiving:
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●● FDIC deposit insurance,
●● FDIC emergency assistance and 

loan guarantees,
●● Federal Reserve discount 

window borrowing,
●● Federal Reserve emergency credit assis-

tance under any Section 13(3) facility,
●● Federal Home Loan Bank Advances,
●● Loans from any community development 

financial institution,
●● Loans from any government-sponsored 

enterprise, federal agency, or newly cre-
ated government assistance program, and

●● Federal or state grants from any govern-
ment agency.

The charter will also exempt the bank 
from several specific federal regulations. 
The following is a list of federal regulations 
from which the newly chartered firm should 
be exempt:

●● Sections 16 and 21 of the Glass–Stea-
gall Act. Many policymakers mistakenly 
believe that the 1999 Gramm–Leach–Bli-
ley Act (GLBA) repealed the Glass–Stea-
gall Act (the Banking Act of 1933). In fact, 
the GLBA only repealed sections 20 and 
32 of Glass–Steagall, those that generally 
prohibited commercial banks from affili-
ating with investment banks. To this day, 
two major Glass–Steagall restrictions on 
banks’ securities dealings remain: (1) Sec-
tion 16, which generally prohibits com-
mercial banks from underwriting or deal-
ing in securities; and (2) Section 21, which 
generally prohibits investment banks from 
accepting demand deposits.26 These re-
strictions should be eliminated because 
the simpler the bank’s structure, the easier 
it would be for depositors and sharehold-
ers to monitor the bank’s activities.27

●● Capital stress tests and financial-sta-
bility mandates. The charter should ex-
empt the bank from any and all regulations 
promulgated under Title I of Dodd–Frank. 
Title I created the Financial Stability Over-
sight Council (FSOC) and tasked the FSOC 

with, among other things, recommending 
heightened regulations for risk manage-
ment at financial firms.28

●● Federal capital and liquidity rules. The 
charter will exempt the bank from any 
federal law, rule, or regulation addressing 
capital or liquidity requirements or stan-
dards.29 In the late 1980s, federal banking 
regulators introduced the complex Basel 
capital rules, a purported improvement 
over the previous capital requirements. 
While these rules were intended to im-
prove the safety and soundness of the 
banking system, the Basel system, in par-
ticular its reliance on risk weights, contrib-
uted to the 2008 financial crisis.30

●● Capital-distribution restrictions. The 
charter will exempt the bank from any fed-
eral law, rule, or regulation that permits 
a federal regulatory agency to object to a 
capital distribution. If the bank is tempo-
rarily below the required capital level, no 
dividends or share repurchases would be 
allowed, but otherwise there is no restric-
tion on such distributions to shareholders.

●● Merger and acquisition restrictions. 
Any federal law, rule, or regulation that 
provides limitations on mergers, acquisi-
tions, or consolidations, should not apply 
to the bank, provided such proposed merg-
er, acquisition, or consolidation maintains 
the required capital ratio and is consistent 
with the anti-trust laws.

●● Truth in Lending Act. The Truth in 
Lending Act (TILA) was enacted in 1968 
to provide uniform consumer protection 
standards in credit markets, and focused 
mainly on disclosure requirements for 
items such as finance charges and the an-
nual percentage rate (APR).31 TILA has 
been amended numerous times, and it 
now requires extensive disclosures on 
calculation methods and explanation of 
cost-related information.32 In the absence 
of a federal requirement, financial firms 
will have incentives to provide adequate 
disclosures to potential customers and, 
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indeed, it is difficult to see how they could 
operate successfully without doing so.

●● The Home Ownership and Equity Pro-
tection Act. Congress passed the Home 
Ownership and Equity Protection Act 
(HOEPA) as Title I, Subtitle B of the Riegle 
Community Development and Regula-
tory Improvement Act of 1994.33 HOEPA 
amended TILA to subject certain loans—
the rates or fees for which exceed specified 
limits—to heightened disclosure require-
ments.34 As enacted, these rules applied to 
closed-end home equity loans and closed-
end loans made to refinance existing 
mortgages that charged either (1) an APR 
of more than 10 percentage points above 
the yield on Treasury securities of com-
parable maturities, or (2) points and fees 
that exceed the greater of 8 percent of the 
loan amount or $400 (adjusted annually 
for inflation).35 HOEPA requires the dis-
closure of loan information that financial 
firms will already have incentives to ade-
quately provide. Furthermore, most of the 
practices that HOEPA prohibits—such as 
fraud, deception, and document falsifica-
tion—are already illegal under state laws.36

●● Real Estate Settlement Procedures 
Act. The Real Estate Settlement Proce-
dures Act (RESPA) was passed in 1974, 
largely to see that borrowers “are provided 
with greater and more timely information 
on the nature and costs of the settlement 
process and are protected from unneces-
sarily high settlement charges.”37 The high 
charges with which the act was concerned 
stemmed from complaints over lenders 
advertising loans at a low rate of interest 
provided the borrower used a specified ti-
tle insurance company; the title company 
would then charge an inflated price and 
kick back a portion of the fee to the lend-
er. It is unclear how the borrower benefits 
from prohibiting such a practice if lend-
ers can simply raise the interest rate they 
charge, and evidence suggests that RE-
SPA did not achieve its stated purpose of 
lowering lending rates. Furthermore, the 

amount of information that lenders are 
now required to disclose obfuscates rather 
than informs the typical borrower, and it is 
unclear that federal regulation of title and 
closing costs is even desirable.38

●● Home Mortgage Disclosure Act. A pri-
mary goal of the 1975 Home Mortgage 
Disclosure Act (HMDA) was to require 
banks and savings and loan associations to 
make data about their overall geographic 
lending patterns publicly available.39 Over 
time, the focus of HMDA has changed, 
first to whether banks were lending in the 
neighborhoods from which their deposit 
customers lived, then to whether lenders 
and even non-bank lenders were discrimi-
nating, and ultimately to whether certain 
groups were being targeted with unfavor-
able loan terms.40 While HMDA has in-
creased the reporting and liability burden 
on financial institutions, HMDA itself was 
not designed as part of an experimental 
study, and the data generally should not be 
used to prove discrimination.

●● Equal Credit Opportunity Act. The 1974 
Equal Credit Opportunity Act (ECOA) was 
intended to promote adequate disclosure 
of information to and about credit con-
sumers, and also to shield protected class-
es of consumers from discrimination when 
applying for credit.41 Over time, the law has 
been used more broadly, and now is part of 
the framework used to prove disparate im-
pact using, among other things, a judicial 
doctrine known as an effects test, whereby 
regulators can “prohibit a creditor practice 
that is discriminatory in effect because it 
has a disproportionately negative impact 
on a prohibited basis, even though the 
creditor has no intent to discriminate and 
the practice appears neutral on its face.”42 
As explained above, the charter would 
include a provision against discrimina-
tion—where discrimination is defined as 
disparate treatment rather than disparate 
impact—based on race, color, religion, na-
tional origin, sex, marital status, or age.
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●● Fair Housing Act. The Fair Housing Act 

(FHA) was passed in 1968 to prevent dis-
crimination in housing.43 As one Federal 
Reserve report notes, the “examination of 
every institution, whether or not the agen-
cy suspects discrimination, is strikingly 
different from the practices of the federal 
agencies responsible for other areas of anti-
discrimination law enforcement.”44 As ex-
plained above, the charter would include a 
provision against discrimination—where 
discrimination is defined as disparate treat-
ment rather than disparate impact—based 
on race, color, religion, national origin, sex, 
marital status, or age.

●● Community Reinvestment Act. The 
1977 Community Reinvestment Act (CRA) 
was supposed to address banks’ provision-
ing of credit in the communities in which 
they operate, with a particular focus on 
how banks provide credit to low-income 
and moderate-income neighborhoods.45 

The CRA was amended in 1989 to require 
public disclosure of banks’ CRA ratings, 
and again in 2005 to account for differenc-
es in bank sizes and business models.46 The 
1999 GLBA required bank holding compa-
nies to register with the Federal Reserve, 
and made approval contingent upon Fed 
certification that both the holding compa-
ny and all of its subsidiary depository insti-
tutions were (among other requirements) 
in compliance with the CRA.47 Regulators 
currently take CRA ratings into account 
when considering (among other things) 
applications to open new branches, move 
existing branches, and merge with other 
banking organizations.48 Simply put, sound 
underwriting—not social policies—would 
guide lending decisions by these newly 
chartered institutions.

●● Money Laundering/Know-Your-Cus-
tomer rules. The current anti-money-
laundering (AML) regulatory framework 
is clearly not cost-effective. The AML re-
gime costs an estimated $4.8 billion to $8 
billion per year, yet results in fewer than 
700 convictions annually, a proportion of 

which are simply additional counts against 
persons charged with other predicate 
crimes.49 The current framework is overly 
complex and burdensome, and its ad hoc 
nature has likely impeded efforts to com-
bat terrorism and enforce laws. The newly 
chartered bank should be exempt from the 
existing reporting requirements, particu-
larly the low-threshold currency-trans-
action reports (CTRs) and suspicious-ac-
tivity reports (SARs). In the absence of an 
AML regulatory framework, these firms 
would remain legally liable for facilitating 
criminal behavior.50

●● The Volcker Rule. Section 619 of the 
Dodd–Frank Act imposed a banking regu-
lation known as the Volcker Rule. This rule 
is intended to protect taxpayers by pro-
hibiting banks from making risky invest-
ments (trades) solely for their own profit, 
a practice known as proprietary trading. 
Although it sounds logical to stop banks 
from making “risky bets” with federally 
insured deposits, this idea ignores the ba-
sic fact that banks make risky investments 
with federally insured deposits every time 
they make a loan. Furthermore, the practi-
cal difficulties associated with implement-
ing the rule caused regulators to spend 
years working on what ended up being an 
enormously complex rule.51 Regardless, it 
makes no sense to subject banks that or-
ganize under the charter proposed in this 
chapter to the Volcker Rule, because such 
banks would not be eligible for federal de-
posit insurance.

CONCLUSION
There is little, if any, justification for heav-

ily regulating financial firms that absorb their 
own financial losses. Furthermore, central-
ized government regulation and microman-
agement of financial risk has repeatedly failed 
to maintain the safety and soundness of the 
financial system. Replacing government reg-
ulation of financial firms with true market 
discipline would lower the risk of future fi-
nancial crises and improve individuals’ ability 
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to build wealth. It is of course possible that 
no one would want to start such a bank. The 
value of current subsidies may well offset the 
value of being less regulated.

On the other hand, small banks are current-
ly allowed to fail with losses imposed on non-
insured depositors and other creditors, and 
such a charter might have substantial value 

to some investors and some depositors. There 
is no reason to prevent people from organiz-
ing such banks and depositing funds in these 
institutions should they wish, and providing 
the option to organize such banks would give 
Americans a clear path to prosperity thanks to 
reduced government regulations.
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